Incorporating market attention in option
pricing with applications to Bitcoin
derivatives

Alvaro Guinea Julia

Doctor of Philosophy
University of York
Mathematics

March 2022






iii

Declaration of Authorship

I, Alvaro Guinea Juli4, declare that this thesis titled, “Incorporating market attention
in option pricing with applications to Bitcoin derivatives 7 and the work presented in
it are my own. I confirm that:

e This work was done wholly or mainly while in candidature for a research degree
at this University.

e Where any part of this thesis has previously been submitted for a degree or
any other qualification at this University or any other institution, this has been
clearly stated.

e Where I have consulted the published work of others, this is always clearly
attributed.

o Where I have quoted from the work of others, the source is always given. With
the exception of such quotations, this thesis is entirely my own work.

e [ have acknowledged all main sources of help.

o Where the thesis is based on work done by myself jointly with others, I have
made clear exactly what was done by others and what I have contributed myself.

Signed: Alvaro Guinea Julia

Date: 27,/03/2022







“All models are wrong, but some are useful.”

George E. P. Box






vii

UNIVERSITY OF YORK

Abstract

University of York
Mathematics

Doctor of Philosophy
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Bitcoin derivatives

by Alvaro Guinea Julia

The attention that media or investors pay to the market affects the prices of stocks
and assets. This attention is usually called market attention or market interest. It
has been shown that this attention affects stocks and indexes. In recent years, due
to the development of cryptocurrencies, there is an increasing literature that analyzes
the relation between cryptocurrency prices and market attention. Because the value
of cryptocurrencies has increased during the last years, new exchanges have appeared
that offer European options on Bitcoin.

In this thesis we develop six different models that incorporate market attention
into the modelling of Bitcoin option prices. Firstly, we construct two continuous
time models that incorporate market attention into the volatility structure, building
on existing work by Cretarola, Figa-Talamanca, and Patacca (2020). For these two
models we show how we can estimate the parameters and give a closed formula for
pricing European options. Then we construct two continuous time models that contain
jumps in the price structure to take into account that the distribution of Bitcoin
returns has fat tails. Again, for these models, we estimate the parameters and develop
a closed formula for pricing Bitcoin options. Lastly, we construct two discrete time
models in which the volatility is explained by the market attention but also by an
unobserved process. The estimation of these models is quite complex. Because of
that, we will use sequential Monte Carlo methods for the estimation of these models.
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Chapter 1

Introduction

The term market attention is defined as the attention that investors or media pay to a
particular stock or asset. This term is also called investor attention or market interest.
Different proxies can be selected to measure market attention. Traditionally, trading
volume, news coverage, or extreme past returns have been used. These proxies have
been shown to affect stock prices (see K. Hou, Xiong, and Peng (2009) and J. Chen,
Tang, Yao, and Zhou (2022)). Due to the increase in the use of the Internet in the
last two decades, new proxies for market attention have appeared, such as the number
of Google searches or the Twitter volume. Da, Engelberg, and Gao (2011) show that
the number of Google searches affects the prices of stocks in the Russel 3000 index.
It has also been shown that Twitter sentiment affects the prices of the stocks in the
Dow Jones Industrial Average index (Ranco et al., 2015). In addition, Twitter volume
also affects the prices of options (Wei, Mao, & Wang, 2016).

In this thesis, we are interested in developing models for pricing Bitcoin options
that incorporate market attention. Bitcoin was presented by Nakamoto (2008) in
2008 and since then the number of people buying and selling Bitcoin has rapidly
increased. In recent years, due to the increase in the value of Bitcoin, new exchanges
have emerged that offer European Bitcoin options. Some of these exchanges are
Deribit (https://www.deribit.com/), LedgerX (https://derivs.ftx.us/) and Bit (https:
//www.bit.com/).

There is a constantly increasing literature that studies the relation between cryp-
tocurrencies and market attention. For example, Smales (2022) builds a panel regres-
sion model to show that the number of Google searches generates greater returns and
greater volatility for the most important cryptocurrencies. Eom, Kaizoji, Kang, and
Pichl (2019) construct an autoregressive model for volatility that includes the number
of Google searches and they show that the number of Google searches improves the
predictability of Bitcoin volatility. Suardi, Rasel, and Liu (2022) use VADER (Valence
Aware Dictionary for Sentiment Reasoning) to extract information from a collection of
tweets that contain the hashtag Bitcoin. They construct two factors, that they call sen-
timent dispersion and investor attention. Using several econometric models, they show
that an increase in sentiment dispersion increases volatility, and investor attention pre-
dicts trading volume. Also, Philippas, Rjiba, Guesmi, and Goutte (2019) construct
a dual process diffusion model to express that media attention (Google searches and
Twitter volume) partially affects the prices of Bitcoin. Furthermore, Lopez-Cabarcos,
Pérez-Pico, Pifieiro-Chousa, and Sevi¢ (2021) construct a sentiment index for Bitcoin
using the software Stanford Core NLP and the web page StockTwits.com. The au-
thors then build GARCH type models and show that the sentiment index affects the
volatility of Bitcoin returns. Aalborg, Molnar, and de Vries (2019) construct several
linear regression models to show that trading volume affects Bitcoin volatility. In the
work of Al Guindy (2021), the author uses a VAR model to prove that an increase in
investor attention, in this case it is the Twitter volume of the last five days, produces


https://www.deribit.com/
https://derivs.ftx.us/
https://www.bit.com/
https://www.bit.com/
StockTwits.com
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an increase in Bitcoin volatility. In addition, using a GARCH-MIDAS model, Liang,
Zhang, Li, and Ma (2022) show that the number of Google searches has an impact
on predicting the volatility of Bitcoin. Kristoufek (2015) uses wavelet analysis to in-
dicate that an increase in interest (number of Google searches and Wikipedia views)
produces an increase in prices during bubble formation and a decrease in prices dur-
ing bubble burst. Evidence of this phenomenon can be found in the work of Zhang,
Lu, Tao, and Wang (2021), where the authors show using the Granger causality test
that an increase in the number of Google searches contributes to bubble formation in
Bitcoin prices. Ciaian, Rajcaniova, and Kancs (2016) show using time series models
that the number of views on Wikipedia also has an impact on the price of Bitcoin in
the short term. Also, Aslanidis, Bariviera, and Lopez (2021) build a Google trends
cryptocurrency index and show that there is a short term bidirectional relation be-
tween the price of Bitcoin and the Google trends index. Figa-Talamanca and Patacca
(2019) using ARMA-GARCH models show that trading volume affects the mean and
the volatility of Bitcoin returns, while the number of Google searches only affects the
volatility of Bitcoin returns. In other paper (Figa-Talamanca & Patacca, 2020), the
same authors using a VAR-EGARCH model show that neither the trading volume
nor the number of Google searches affect the mean of Bitcoin returns. However, both
attention proxies affect the volatility of Bitcoin returns.

We observe that the results in the literature seem to disagree in some aspects.
Some authors claim that market attention influences the mean and volatility of Bit-
coin returns (Ciaian, Rajcaniova, & Kancs, 2016; Figa-Talamanca & Patacca, 2019;
Kristoufek, 2015; Smales, 2022). While other sources have found that market atten-
tion affects only the volatility of Bitcoin returns (Aalborg, Molnar, & de Vries, 2019;
Al Guindy, 2021; Figa-Talamanca & Patacca, 2020; Suardi, Rasel, & Liu, 2022). In
this thesis, we will assume that market attention affects only the volatility of Bitcoin
returns; see Chapter 3.

In most of the econometric models that appear in the previous literature review,
market attention is included in those models with a delay. That is, market attention
does not act instantaneously with respect to the response variable (usually the return
of Bitcoin or the volatility of Bitcoin returns). Because of that, in all models included
in this thesis, market attention acts on the return of Bitcoin with a constant delay.

There is previous work in the literature that analyses the problem of Bitcoin option
pricing. Because Bitcoin prices have high volatility, several models include jumps
in the price structure (K. Chen & Huang, 2021; Olivares, 2020; Shirvani, Mittnik,
Lindquist, & Rachev, 2021). Cao and Celik (2021) propose an equilibrium model to
price Bitcoin options. Cretarola, Figa-Talamanca, and Patacca (2020) construct a
stochastic volatility model that incorporates market attention into the option pricing.
We base the models presented in Chapter 3 and Chapter 4 on this model. All previous
references build models that are continuous in time, but discrete time models have also
been used for pricing Bitcoin options (Siu & Elliott, 2021; Venter, Mare, & Pindza,
2020).

In this thesis, we propose different models to price Bitcoin options that incorporate
market attention. In Chapter 2, we model the interest as a stochastic process and
show how we can perform estimation and validation. In Chapter 3, we construct a first
simple model for pricing Bitcoin options. In this model the volatility of the log-returns
is proportional to the market attention. Based on the model in Chapter 3, we construct
a new model in Chapter 4 that allows us to include jumps in the volatility structure.
In Chapter 5, we build a time changed model, in which an increase in interest produces
an increase in the probability of a price jump. Chapter 6 is somewhat distinct from
the rest of the thesis. In this chapter, we build models in which the volatility is
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explained by an unobserved process and by market attention. To estimate these types
of models, we need to use a set of techniques called sequential Monte Carlo methods.

Before introducing the models of this thesis, we need to introduce some mathe-
matical concepts and some tools that we will use through the thesis.

1.1 Lévy process

In this section, we will provide a brief presentation of Lévy processes. To this end, let
us take (Q, F, P, (F3))i>0 to be a filtered probability space. Here, we are interested in
knowing when an adapted stochastic process X is a Lévy process and what its main
properties are. We will assume the filtration (F;));>0 to be the filtration generated
by the process X.

Definition 1.1.1. (Pascucci, 2011, Definition 13.10) An adapted stochastic process
X = (X(t))t>0 that takes values in R, is a Lévy process if X(0) = 0 almost surely and

1. X has independent increments, that is, X (t) — X (s) is independent of Fs for all
0<s<t.

2. X has stationary increments, that is, X (t) — X (s) has the same distribution as
X(t—s), forall0<s<t.

3. X s stochastically continuous that is, for all € > 0 and for all t <0, we have

lim P (X (¢ +h) = X(8)] > €) = 0.

An interesting property of Lévy processes is that they have almost surely cadlag
paths.

Theorem 1.1.1. (Applebaum, 2009, Theorem 2.1.7) Every Lévy process has a cidldg
modification that is itself a Lévy process.

In this thesis, when we work with a Lévy process, we always work with its cadlag
modification. Because Lévy processes have almost surely cadlag paths, the number of
jumps larger than any e > 0 is finite. However, the number of jumps smaller than e
is countable and could be infinite (Pascucci, 2011, p. 438). That is, in the case that
a Lévy process has jumps, it has a finite number of large jumps, but it could have an
infinite number of small jumps.

Example 1.1.1. (Pascucci, 2011, Definition 13.8)

One example of a Lévy process is the compound Poisson process. This process X
is formed by a Poisson process N with parameter A\ > 0 and a sequence {Zp}° of
independent and identically distributed random variables, which are independent of the
Poisson process N. The compound Poisson process X is defined as

N()

X(t)=Y_ Zy fort>0.

n=1

1.1.1 Infinitely divisible distributions

Lévy processes are related to the concept of infinitely divisible distributions.
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Definition 1.1.2. (Pascucci, 2011, Definition 13.16) A random variable Y is said
to be infinitely divisible if, for any n > 2, there exist independent and identically
distributed random variables Yy, ...,Y, such that:

viy, 4. . 4Y,,

d . . . .
where = means equal 1n distribution.

Examples of infinitely divisible distributions are the normal distribution, the Pois-
son distribution, the inverse Gaussian distribution, or the gamma distribution. The
following result shows how Lévy processes and infinitely divisible distributions relate.

Proposition 1.1.1. (Cont & Tankov, 2004, Proposition 3.1) Let X be a Lévy process.
Then for every t > 0, X (t) has an infinitely divisible distribution. Conversely, if F
is an infinitely divisible distribution then there exists a Lévy process X such that the
distribution of X (1) is given by F.

We are now interested in the structure of the characteristic function of Lévy pro-
cesses.

Theorem 1.1.2. (Pascucci, 2011, Theorem 13.15) If X is a Lévy process, then there
exists a unique continuous function ¥X : R — C such that ¥(0) =0 and

2O (w) = B ["FO] =MW 120, ueR,

The function WX is called the characteristic exponent of X .

Theorem 1.1.2 tells us that the distribution of a Lévy process X is determined by
the characteristic exponent or what is the same by the distribution of X (1). If X is
a Lévy process then we have from Theorem 1.1.2 that

X0 (y) = <¢>X(%)(u))n, forueR, neN, ¢ >0.

It is possible to obtain an analytical formula for the characteristic function of
X (t) where X is a Lévy process. But first we have to introduce the concepts of Lévy
measure and Jump measure.

1.1.2 Jump measures and Lévy—Ité6 decomposition

Let us now study the jumps of Lévy processes. If X is a Lévy process, the size of the
jump at time ¢ > 0 is defined as AX (t) = X (t) — X(¢t7). Since X has almost surely
cadlag paths we have that AX(t) = 0 almost surely for a fixed ¢ > 0 (Applebaum,
2009, Lemma 2.3.2). It is possible to define a random measure that counts the number
of jumps in a given time period [0,¢]. We define the random measure J as

J(t,H) = #{se€[0,t]: AX(s)e H}
= > 1u(AX(s)) for H € BR\ {0}) and ¢ > 0,

0<s<t

where
1 ifxeH,

Lu(w) = { 0 otherwise.

The random measure J is usually called the jump measure of the process X.
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Using the jump measure J, it is possible to define a new measure v on B(R \ {0})
as

v(H)=FE[J(1,H)], for H € B(R\ {0}).

The measure v is called the Lévy measure of the process X. This measure is not a
probability measure and is not necessarily finite. The measure v counts the expected
number of jumps per unit of time (Applebaum, 2009, p. 87).

We have seen that a Lévy process can have an infinite number of jumps so the
random measure J can take infinite values. Remember that a Lévy process can only
take a finite number of large jumps. Because of that we define H € B(R \ {0}) to
be bounded below if 0 ¢ H, where H represents the closure of H. If H is bounded
below, then the random measure J(., H) takes only finite values (Applebaum, 2009,
Lemma 2.3.4). When the set H is bounded below the jump measure, J satisfies certain
interesting properties.

Theorem 1.1.3. (Pascucci, 2011, Lemma 13.533)
Let X be a Lévy process with jump measure J and Lévy measure v. Then

1. If H € B(R) is bounded below, then the process (J(t,H))t>o defined as
Jt,H)=#{s€[0,t]: AX(s) € H} fort >0,

is a Poisson process with intensity v(H) and the compensated process

(J(t, H))i>0 defined as

Jt,H)=J(t, H)—tv(H) fort >0,
s a martingale.

2. If H € B(R) is bounded below and f is a measurable function then the process
(Ji(f, H))e>0 defined as

Je(f, H) :/0 /Hf(s.:v)J(ds,dx) = Z f(s, AX(s)1g(AX(s)) fort >0,

0<s<t
s a compound Poisson process.

It is possible to show that Lévy processes can be expressed as the sum of a drift
term, a Brownian motion, a compound Poisson process and a sequence of compensated
compound Poisson processes.

Theorem 1.1.4. (Cont & Tankov, 200/, Proposition 3.7) Lévy-Ité decomposition
Let X be a Lévy process with jump measure J and Lévy measure v. Then the Lévy
measure v satisfies

/ v(dr) < oo,
[ >1

/ |z|?v(dr) < oo.
|z|<1

Moreover there exists a Brownian motion B and two constants o > 0 and v € R such
that:

X(t) =+t +0oB(t) +Xl(t)+1€i£5(€(t), (1.1.1)
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where

t
X)) = / /|>1 xJ(ds,dx) is a compound Poisson process,

X(t) = /t /<x|<1$j(ds,da:)

_ / /<x|<1 J(ds,dz) — v(dx)ds)

18 a compensated compound Poisson process.

The terms in (1.1.1) are independent and the convergence of the last term is almost
sure and uniform in t on [0,T].

Definition 1.1.3. (Cont & Tankov, 200/, p. 80) The triplet (y,0%,v) in Theorem
1.1.4 is called the characteristic triplet or the Lévy triplet of the Lévy process X.

1.1.3 Lévy-Khintchine representation

From the Lévy triplet of a Lévy process it is possible to obtain an analytical formula for
its characteristic function. This formula is called the Lévy-Khintchine representation.

Theorem 1.1.5. (Sato, 1999, p. 87) Lévy-Khintchine representation
The characteristic exponent of a Lévy process X with Lévy triplet (y,02,v) is

1 .
\I/X(u) = i’yu 20'2U2 + / (ewx —-1-— iua:]l{|z|§}) v(daz),
R

where v € R, o > 0 and v is a Lévy measure that satisfies [ (x* A 1)v(dz) < oo

As we have seen before, the Lévy process is determined by its Lévy triplet. Now
let us check two examples that are used in Chapter 4 and in Chapter 5

Example 1.1.2. Let us consider X to be a compound Poisson process, then X has
characteristic triplet (v,0,v) with

v(dr) = MF(dz),

= /ngl zv(dx),

where X > 0 represents the intensity of the Poisson process and F is the distribution
of the jump. The characteristic exponent of X can be written as

\IJX(u):)\/_OO (e"* —1) F(dz) foru € R

(Cont & Tankov, 200/, Proposition 3.4, Proposition 3.8).

Example 1.1.3. Let X be a Lévy process of finite variation with Lévy triplet given by
(7,0,v). By Cont and Tankov (2004, Corollary 3.1) we have that X can be expressed
as the sum of its jumps between 0 and t and a linear drift term:

AX(s)#0

_bt—i—//xjdxd:c_bt—i— > AX(s

0<s<t
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and its characteristic function can be written as

E [e"XO] — exp {t <ibu + /R (e™ — 1) v(dm)) } :

where b=y — flr\<1 zv(dx).

Example 1.1.4. (Schoutens, 2003, p. 53)

A well known Lévy process is the inverse Gaussian Lévy process. This Lévy pro-
cess is related to the inverse Gaussian distribution with parameters a,b > 0. The
characteristic function of the inverse Gaussian distribution is:

D6(u) = exp {—a (\/ —2iu + b% — b)} foru e R,

and the density function is

1
fra(x) = exp{ab}a~3/% exp {—2 (an_l + ng)} 1 (0,00) (%) for z € R.

a
V2T
The inverse Gaussian distribution is an infinitely divisible distribution, hence by Propo-
sition 1.1.1 there exists a Levy process X such that X (1) follows an inverse Gaussian
distribution. So we have that the characteristic function of X (t) is:

XD (y) = F [ei”X(t)} = exp {—at (\/ —2iu + b% — b)} forue R andt > 0.

The inverse Gaussian Lévy process X has Lévy triplet (v,0,v) with:
a

o(dz) = (2m) " Y2az73 2 exp {_211723:} 1 (0,00) () d,

where Fi(.]0,1) is the cumulative distribution function of a standard normal random
variable.
1.1.4 Martingale properties

This section is devoted to analysing when a Lévy process or an exponential Lévy
process is a martingale. But first let us check when the exponential moment of a Lévy
process is finite.

Proposition 1.1.2. (Pascucci, 2011, Proposition 13.49) Let X be a Lévy process on
R with characteristic triplet (v, 02, v). The exponential moment E [GUX(t)], u € R s

finite iff
/ e"*u(dx) < oo.
|z[>1

E [euX(t)} — N (—iw)

In this case

where UX is the characteristic exponent of X .

Processes that are martingales play a central role in finance because options are
priced when the discounted stock price is a martingale. The next result tells us
when a Lévy process is a martingale, but also when an exponential Lévy process is
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a martingale. This result is important because it allows us to verify if we are in an
equivalent risk-neutral measure when the stock price is modelled by an exponential
Lévy process.

Theorem 1.1.6. (Pascucci, 2011, Theorem 13.50) Let X be a real valued Lévy process
with characteristic triplet (u, o,v), we have:

1. If B[|X(1)]] < oo then (X(t) — E[X(¥)]);> is a martingale.

2. If & [e“X(t)] < 0o for some u € R then
euX(t)
E[evX(0)]
>0

1.1.5 Change of measure for Lévy process

s a martingale.

If we consider a Lévy process X living in a probability space (2, F,P), we will be
interested in probability measures Q such that they are equivalent to the probability
measure P and that X under Q is still a Lévy process but with a different characteristic
triplet.

Proposition 1.1.3. (Cont & Tankov, 200/, Proposition 9.8)(Pascucci, 2011, Theo-
rem 13.50)

Let X be a Lévy process with triplet (y,0%,v) under P. Then the following two
conditions are equivalent:

1. There is a probability measure Q, equivalent to P, such that X = (X(t)):ejo,1]
is a Lévy process with triplet (7,,0) under Q;

2. all of the following conditions hold:

(a) 0(dx) = H(x)v(dx) for some Borel function H : R — (0, 00);
(b) 6 =o0;
(c) ¥=~+ f|a3|§1 x(H(x) — 1)v(dz) + o®n for some n € R;

(d) [» (1 - \/m)Qv(dx) < 00.

In addition, if the measures P and Q are equivalent then we have that Q can be
expressed as

Q(A) = /AZ(T)d]P for Ae F,

where the process Z is defined fort > 0 as

. 252t
Z(t) = eXp{nX (75)—772 —mt}

exp 13%1 ; log H(AX (s)) —t /|$>6(H(m)—1)v(dx) ,

|AX(s)|>€

with the process X¢ being the continuous part of the process X .
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Notice that if the Lévy process has a diffusion part we can freely change the drift,
but the volatility ¢ has to remain the same. Let us now see an example of how this
change of measure works.

Example 1.1.5. Let X be a compound Poisson process with Lévy triplet (y,0,v)
where

v(de) = Mf(z)lp(x)de,
= zv(dx),
I e

with A > 0 and f is a density function with support D. We would like to show that
there exists an equivalent measure Q under which the process X is a Lévy process with
triplet (7,0, 0) where

Bds) = M(@)p(x)d,
v = xv(dx),
5 /| (dz)

with A > 0 and f 18 a density function with the same support D.
To this end, let us define the function H as

i)
()

Notice that with this selection of H we have that

H{(z)

]ID(:C)

0(dx) = H(z)v(dx).

2
For applying Proposition 1.1.3 we need to show that fIR (1 — H(x)) v(dr) < oo.
Using the fact that (a — b)? < a® + b% for a,b > 0 we can write:

2
/]R(l— H(ﬂ?)) v(dr) < /]R(1+H(a;))v(dg;)
= /Af(:v)dwr/ Af(z)da
D D

= A< .

Lastly, notice that:

= /:v|§1 x0(dz).

So we can apply Proposition 1.1.3 and obtain the desired equivalent probability mea-
sure.
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1.2 Change of Brownian motion

Let (Q,f , P, (Ft)Qo) be a filtered probability space, and let W be a F;-Brownian
motion. This section is concerned with the computation of the following It6 integral

T
/ O(s —71)dW (s) for T > 7 >0,

where (6(t — 7))i>0 is a left-continuous adapted process with 6(t) = ¢(¢) when
t € [-7,0], and where ¢ : [-7,0] — R is a left-continuous deterministic function.

Theorem 1.2.1. Let T,7 € (0,00) with T > 7 and consider the left-continuous
and adapted process (0(t — T))i>0 with 6(t) = ¢(t) when t € [—7,0], and where
¢ : [—7,0] = R is a left-continuous deterministic function.

If 0 satisfies
T
P ({/ 0%(s — 1)ds < oo}) =1, (1.2.1)
0

T -7
/ O(s —1)dW (s) = /0 0(s)dB(s) almost surely,

then

where B is the Brownian motion defined as
B(t)=W(t+71)—W(r) fort>0.
Proof. Define X(T) as
T
X(T) = / O(s —1)dW (s)
o
= / O(sV T —T1)dW(s)

T
= /0 L (s)0(s VT —T1)dW(s),

where x V y = max{z,y} and the last equality comes from Klebaner (2012, Theorem
4.3.2). Also, let us define Y (T') as

(n) (n)

Let us take sequences of partitions 0 = ¢y’ < t;’ < .. < t" =T — 1 of 0,7 — 7]
(n)

such that max;<i<y {tl(cn) — tk_l} — 0 as n — o0o. Because 0 is left-continuous we

can approximate 6 by:

e ZG(t(" ) (2, 4] (s),

(Applebaum, 2009, Lemma 4.3.1). The It6 integral of 6™ ig

o =30 (12 (5(1) - (42).
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Because 6 satisfies (1.2.1) then Y ") (T") converges to Y (T') in probability (Applebaum,
2000, p. 206).
The random variable Y (™) can be written as

Y(")(T) _ ig (tl(;i)l) (B (tl(cn)) — B (t,(ﬂn,)1>>
k=1
_ ig (t](fn—)l) (W (t;n) + 7') -W (tl(gn_)l + T)) '
k=1

Define sl(-n) = t,(cn) +7,Vk =0,...,n then we have 7 = s(()n) < sgn) < ... < s%n) =
n

T. Notice that (sgn))' . is a sequence of partitions of the interval [r, T] such that
=

maxi<g<n {sl(cn) — 3,@1} — 0 as n — o0o. Then we can write

V) = Yo (i2) (W (47 +7) - w (1 +7)

(n) (n)

where 0 = rj” < Tgn) < ... <rp =T is asequence of partitions of [0, 7] such that

maxi<i<n {rl(n - 1} — 0 as n — oo. Now, let us define
r,g") fo<k<n
s ifn+1<k<2n.

2n
for k=0,1...,2n. Notice that the sequence (5,22n))k o is a sequence of partitions of

[0, 7] such that max;<x<op {él(cn) - 51(21} — 0 as n — oo . If we define X,,(T) as

Xo(T) - én(m (52) 0 (s v ) (w (56) — w (5)) = Yol

We know that X,,(T) converges in probability to X (T') (Applebaum, 2009, p.206).
Because X, (T") converges in probability to X (7") and also converges in probability
to Y(T'), then X(T') = Y(T) almost surely (Sokol & Rgnn-Nielsen, 2013, Lemma
1.2.5). O

1.3 Conditional characteristic functions

In this subsection we present the concept of the conditional characteristic function and
prove a crucial result that will allow us to do the change of measure and price options.
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Here we consider a probability space (£, F,IP) and we would like to compute the
conditional characteristic function of random variables given certain sub-g-algebras

of F.

Definition 1.3.1. (Yuan & Lei, 2016, p. 3707) Let X be a random variable and
let G C F be a sub-c-algebra. The conditional characteristic function of X given G
(G-characteristic function) is:

X9\ = E [e“‘X|Q} = / e dFX19(2|G) for all X € R,
R

where FX9(|G) defined on R x Q is the conditional distribution function of X given
G, that is FX19(z|G) = P (X < |G).

The conditional characteristic function identifies the distribution of a random vari-
able given a sub-o-algebra G C F.

Theorem 1.3.1. (Yuan & Lei, 20106, p. 3717)

Let X and Y be two random wvariables with respective G-characteristic functions
OXI9(N\) and ®YI9(N). Then ®XI9(\) = ®YI9(N\) almost surely if and only if X and
Y are G-identically distributed.

Assume that our probability space is equipped with a filtration (F3),~,. Let
(W(t))t>0 be a one-dimensional Brownian motion, and let (]:tW)t>0 be the filtra-
tion generated by this Brownian motion and F/V c F; for all t > 0. Define the
filtration (G;),~ that is independent of (.FtW ) >0 and G; C F; for all t > 0. Using the
definition of conditional characteristic function (Definition 1.3.1) and Theorem 1.3.1,
we will show that the Ito integral with respect to W of a left-continuous and (Gy),~-
adapted process follows a Normal distribution under the sub-o-algebra G;. First let
us prove the following Lemma.

Lemma 1.3.1. Let (6(t))t>0 be a random step process such that it is independent
of (Ftw)t>0 and it is adapted with respect to the filtration (Gi);>q. Define Xy :=

fo ) hence we have that

t
0

Proof. Because 6 is a random step process then exists a partition 0 = tg < t1 < t9 <
.. < t; =t of [0,t] such that:

l
Z]l (tr— 1,tk] 9"3’
k=1

where 6y, is Gy, _,-measurable for all k = 1,...,l. Define AW (k) = W (ty) — W(tp_1)
and Aty = tp — tx_1, then the It6 integral of this random step process is

/ 0(s)dW (s Z 0, AW (k

For £k =1,2,...,1 — 1 define G; VvV ft‘f to be the smallest o-algebra containing G,
and F}V. The conditional characteristic function of 22:1 0, AW (k) given G; can be
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expressed as:

l
exp {MZ GkAW(k)H gt]

k=1

E

1
=F H exp {MG;CAW(R‘)}‘ gt]

Lk=1

=F | FE

l
11 exp{i)\GkAW(k:)}| G vFY
k=1

£

l
H exp{i)\GkAW(k)}‘ Gy vV .7:2/1[/] ‘ gt] .

= FE | exp{iN; AW (1)} E

k=2

Repeating [ — 2 times, we obtain the following.

E exp{i)\zl:GkAW(k‘)}| G| =
k=1
E [exp{i)\elAW(l)}E[ W E [ea;p{uelAW(Z)}|gtv;EtVlﬁl} ‘gtvﬁf”gt] .

Because 6; is G; V ]-"t‘fi -measurable and AW(!) is independent of G; V ft‘;[i ,» we have
that

-1
E [exp {iN AW DY G v FY] = exp {2A29?Atl} :
(Kopp, Malczak, & Zastawniak, 2014, Theorem 4.27). Notice that exp {_TIAHIQAU} is

Gi-measurable, so it can be extracted outside the expectation.
Repeating this process [ — 1 times:

l l
exp {2’)\ Z GkAW(k‘)H gt] = H exp {—AQ;G,%Atk}

k=1

E

Using previous Lemma, we can generalise the result to left-continuous processes.

Theorem 1.3.2. Let (0(t));>q be a left-continuous process such that

P (/OtGQ(s)ds < oo) — 1

This process is independent of (.EW ) and it is adapted with respect to the filtration

>0
(Gt)y>o- Define the random variable X := fot 0(s)dW (s) hence we have that

b1
0
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Proof. The process 6 can be approximated by a sequence of random step processes

!

!
Zﬂ 0) t“> (t;(cll),
k=1 k 1'%k

where [ = 1,2,... and 0 = t(l) < tgl) <. < tl(l) =t is a sequence of partitions of [0, t]
such that max; {tz(l) — tz(QI} — 0 as | — oo (Applebaum, 2009, Lemma 4.3.1). Define

AW (kD) =W (t,ﬁ”) -w (t,(j)_l) and Al = — ¢! We know that

Z 0 ( Y / in probability as [ — oo,

(Applebaum, 2009, p.206). Convergence in probability implies the existence of a sub-
sequence that converges almost surely (Klebaner 2012, p. 38). Define the following

sequence (X;)7°, where X; = Zk 1 ( ) AW (k:( )). Now let us consider the sub-

sequence (Y3)7°, where V3, = X;, and [ < I < ... is an increasing sequence of
indices, such that:

ln t
Y, =X, = Z 0 <t,gﬁ)1) AW (k:(lh)) — /0 0(s)dW (s) almost surely as h — oo .

Because the convergence is almost surely, and by continuity of  — €***, then we
know that:

ln t
exp {MZH (tlgli)l) AW <k(lh))} — exp {z)\/ G(S)dW(s)} as h — oo
k=1 0

almost surely. Applying the Conditional Dominated Convergence Theorem (Williams,
1991, Theorem 9.7 ), we have that

exp{MZG(Uh )aw (k (’h>)}|gt

almost surely. By Lemma 1.3.1 we obtain that

exp {MZG ( (lh)) AW ( (h))} Qt] = exp {—)\2 f: %92 (tSﬁD Atl(jh)} )
k=1

At the end we have:

lim F

h—o0

_E [exp {M /0 tG(s)dW(s)H gt}

E
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exp {z’)\ i 6 (ti(jﬁ)1> AW (kj(lh)) H gt]

k=1
Zlh Lo (1)) A ptn)
1 12 L2 (LUn ln
_hlgrgoexp{ A 29 (tk—l) At }

lim F
h—o00

k=1

bosl
= exp (/ —)\2202(s)d3> almost surely.
0

The last equality comes from the left-continuous paths of # and from the definition of
the Lebesgue integral. O

1.4 Martingale property

This section is devoted to summarising some results that will help us to prove when a

stochastic exponential is a martingale. In this case, let (Q, F, P, (Ft)tzo) be a filtered

probability space, let W be a F;-Brownian motion, define (ftw) > to be the filtration

generated by W and assume that F}V' C F; for all ¢ > 0. Also, consider the filtration
(Gt);>o such that G; C F; for all t > 0 and it is independent of (]:tW)t>0' The result
of Proposition 1.4.1 will allow us to compute the conditional distribution of an It6
integral with respect to the o-algebra G; under some restrictions.

Proposition 1.4.1. Let (6(t))i>0 be a left-continuous process such that

P (/OTHQ(s)ds< oo> _1

for allT > 0. If the process 0 is independent of (]:tW)
to the filtration (Gt);>q, then

>0 and it is adapted with respect

T T
/ 0(s)dW(s)|Gr ~ N <O,/ 02(s)ds> where 0 < T < oo.
0 0

Proof. By Theorem 1.3.2 we know that the conditional characteristic function of
fot 0(s)dW (s) with respect to G; is the same as the conditional characteristic func-

tion of a normal random variable with mean zero and variance fg 6(s)ds. From
Theorem 1.3.1, we have the desired result. O

Proposition 1.4.2. Let (6(t))>0 be a left-continuous process such that

P (/OTQQ(S)dS< oo> =1

for all T > 0. If this process 0 is independent of (]:tW)
respect to the filtration (Gt);>q, then

>0 and it is adapted with

Gr ~ N<o,/uTe2(s)ds>,

T
GrVF) ~ N<O,/ 92(s)ds>,

/u ' 0(s)dW (s)

/u o) (s)
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where 0 < u < T < co.

Proof. From Theorem 1.2.1 we have that

T T—u
/ 0(s)dW (s) = /0 0(s + u)dB(s),
where
B(s) =W(s+u) —W(u) for s > 0.

Notice that 6(s + u) is measurable with respect to Gy when s € [0,7 — u|. By
application of Proposition 1.4.1 we have

T—u
gr ~ N <0,/ 0%(s + u)ds> .
0

In addition, by the independence of increments of Brownian motion, B is inde-
pendent of the g-algebra FV. Then by Proposition 1.4.1 we have

T—u
/O 0(s + w)dB(s)

T—u T—u
/ 0(s +u)dB(s)| Gr VFY ~ N (o/ 02(s + u)ds) .
0 0

Finally, notice that
T—u T
/ 0%(s 4 u)ds = / 62(s)ds.
0 u
O

The next result comes from the work of Mijatovi¢ and Urusov (2012). But first
let us introduce the concept of local integrability.

Definition 1.4.1. (Cherny & Engelbert, 2005, Definition 2.1) A measurable function
f R —= R is locally integrable in a set D C R, if Vo € D de > 0 such that

xr+e
/ Fldy < .

—€

Let us consider the state space J = (I,r), where —oo <1 <r < co. Let Y be an
J-valued diffusion governed by the stochastic differential equation

dY (t) = p(Y (8))dt + o (Y (£))dW (), Y(0) =y € J,

where p,0 : J — R are Borel functions satisfying the conditions

o(x) #0Vx € J, (1.4.1)
1

—5» % are locally integrable functions in J. (1.4.2)
o’ o

Define the stopping time £ to be the exit time of Y from J. In our case, we are
interested only in the case when P(§ = oo) = 1. Consider the stochastic exponential

1

Z(t) = exp{ /O " Y ()W () — 5 /0 e b2(Y(u))du} t € [0,00),
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where b : J — R and it satisfies the condition:

b . :
ol locally integrable in J. (1.4.3)

The next result shows when the stochastic exponential Z is a martingale.

Theorem 1.4.1. (Mijatovié¢ € Urusov, 2012, Corollary 2.2)

Assume that'Y does not exit J with probability 1 and the conditions (1.4.1),(1.4.2)
and (1.4.3) are satisfied. Then Z is a martingale if and only if Y does not exit J with
probability 1, where Y is the auziliary process governed by the stochastic differential
equation:

dY () = (u(?(t))—Irb(f/(t)) (V(t ))) dt + o (Y ()dW (£) with Y(0) = y.  (1.4.4)

Now we would like to show how Theorem 1.4.1 can be applied to a particular
example. Let us consider the stochastic differential equation

dX(t) = a(b— X (£))dt + v/ X (£)dW (t) with X(0) = z € (0, 00), (1.4.5)

where b € R, a,7 > 0 and %Y%b > 1. We know that the equation (1.4.5) has a strong
solution and X remains in the interval (0, 00) almost surely (Gulisashvili, 2012, p. 44,
Theorem 2.27). Let us define the process Z' as follows.

A1 A2

¢
Z'(t) = exp{/o (—W - X(u)) dW(u)}

1/t Al
exp § — \/ (w) | dup fort>0, (1.4.6)
0 (7\/ >

where A1, A2 € R. Now we would like to prove that Z’ is a martingale.

Proposition 1.4.3. Consider a process X that satisfies the equation (Z.4~.5) and a
process Z' that is defined in equation (1.4.6). Let us define a = a+ A2 and b = %
If the conditions

— > land (1.4.7)
i > 0 (1.4.8)

are satisfied, then Z' is a martingale.

Proof. First, we are going to check that conditions (1.4.1),(1.4.2) and (1.4.3) are
satisfied. Notice that the condition (1.4.1) is satisfied because vy/z > 0, Va € (0, 00).
For proving conditions (1.4.2) and (1.4.3) let us define the functions f, g and h as

1

fl@) = —-, (1.4.9)
Yex
ab —azx

g(z) = o (1.4.10)
(%Jr&ﬁf A2A2 0 2MA
RAVAY ol 1 2 112

h(z) = r = iz Tt (1.4.11)
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for x € (0,00). Now we will show that the functions f,g and h are locally integrable
n (0,00). To that end, let us pick an = € (0,00) and choose an € = %‘ For the
function f we have

/x—i-e 1d 11 ()$+E
——dy = —log(y)lz ¢
e VY v? ‘

In the case of the function g we obtain

T+e 1 xT+€ 1 T+e
/ dy < — <ab/ —dy + a/ dy>
T—€ Y z—e Y r—e

ab (x+6> 2a
= —log + —Se < oo
ok gl

ab — ay

Y2y

€

Lastly, for the function h, we can show that
/QC‘F6 A2 )\7% 221
r—e€

Y2 ot Yy

1 T+e 1 T+e T+e 1
<— ()\%/ —dy + )\%/ dy + 2)\1)\2/ dy>
0 z—e Y T—€ z—e Y

)\2 ote 2)\2 2)\1)\21 og (:U—I—e)

+
Yyl A T —€
A2 A2 202 2\ T+ €
— 1 < .
74(1»‘+6)+74(x—6)+7 BT Py B

We have just shown that the functions f,g and h are locally integrable in (0, c0).
Notice that the auxiliary process X satisfies the stochastic differential equation

dX(t):(ab—af((t)—/\l Ao X (¢ )dt+fm/ £)dW (t) with X (0) = = € (0, 00).
(1.4.12)

Equation (1.4.12) can be rewritten as

dX(t)za(B Xt )dt+w £)dW (t) with X(0) = z € (0,00),  (1.4.13)

where @ = a + Ay and b = ‘ZbJrA)‘l Because conditions (1.4.7) and (1.4.8) are satisfied,
we know that equation (1.4.13) has a strong solution and it does not exit the interval
(0, 00) almost surely (Gulisashvili, 2012, p. 44, Theorem 2.27). So by application of
Theorem 1.4.1 we know that Z’ is a martingale. O

1.5 Maximum likelihood estimator

Suppose that we have a random variable Y and we have the observation y of this
random variable. Assume that the density function f¥ of Y is known. The density
function f¥ depends on the data y and on a vector of unknown parameters #. Because
of that, we express the density function as f¥ (y|#). The parameter @ takes values in
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a parameter space ©. The objective is to estimate the parameter 6 based on the
observation y.

The likelihood of 0 based on y is defined as
LY (0) = fY(y|6) for 6 € ©

(Davison, 2003, p. 94). We can consider the likelihood as a function of 6 for a fixed
y. Usually, it is preferable to work with the log-likelihood that is defined as

1(8) = log(L* (8)).

The maximum likelihood estimator of 6, that we defined as é, is the value of 6 that
maximizes the likelihood function, that is

5 _ Y
0 = argrgleaé(L ().

Because the logarithm is a strictly increasing function, we have that

0 = 1Y (0).
et ()

1.5.1 Conditional likelihood

In this case, the parameter § that appears in the density function f¥ of the random
variable Y can be expressed as

0= (¢, M),

where ¢ is a p x 1 vector of parameters of interest and A is a ¢ x 1 vector of nuisance
parameters. If we can find a sufficient statistic R for the vector of nuisance parameters
A that is not a function of ¢, then the conditional log-likelihood for the parameter ¢
is defined as

1 () = log (/Y™ (y] Ry)),

where fY!Bx(|R)) is the conditional density function of the random variable Y given
Ry (Kalbfleisch & Sprott, 1970, p. 181). The vector of parameters ¢ can be estimated
by maximising the function ¥ 15

( = arg max 1Y 1B (p).
%)

Properties of conditional maximum likelihood estimates can be found in Andersen
(1970).

1.6 Data

In this thesis, we will use some data to estimate and calibrate the parameters of the
models presented. In this section, we will introduce the data that will be used in the
next chapters.

As we shall see in Chapter 2 the data that are going to be used as proxies for the
market attention are the number of Wikipedia views of the keyword ‘Altcoin” and
the number of unique active addresses. The data related to the number of views on
Wikipedia are taken from https://pageviews.toolforge.org. The number of unique ac-
tive addresses is taken from https://charts.coinmetrics.io/network-data/. The number
of unique active addresses represents the number of active addresses that participate


https://pageviews.toolforge.org
https://charts.coinmetrics.io/network-data/
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in successful transactions on the blockchain network, either as a sender or as a re-
ceiver. The frequency of market attention data is daily. The periods for which the
data are taken are the following:

1. In Chapter 2 and Chapter 6 market attention data were taken from 2018-09-20
to 2019-09-20.

2. Market attention data in Chapter 3, Chapter 4 and Chapter 5 correspond to
the period from 2018-04-01 to 2019-09-01.

For estimating the parameters of our models, we will also need the historical prices
of Bitcoin in United States dollars. These are taken from https://charts.coinmetrics.
io/network-data/ and consist of the closing price of Bitcoin. The Bitcoin price offered
by Coinmetrics is taken when the New York market exchange closes (16:00 EST). Due
to the fact that Bitcoin is traded on different exchanges, the price given by Coinmetrics
is calculated using their own methodology using the most important exchanges '. The
data again have daily frequency, and the periods for which the data are taken are the
following:

1. In Chapter 6 market attention data were taken from 2018-09-19 to 2019-09-20.

2. Market attention data in Chapter 3, Chapter 4 and Chapter 5 correspond to
the period from 2018-04-01 to 2019-09-01.

The Bitcoin historical data and the historical data of the market attention, is going
to be used for the estimation of the parameters of the models presented in this thesis.

Apart from the historical data used to estimate the parameters of the proposed
models, we will require option market data to compare the results given by our models
with real market data. The option market data is taken from Tardis (https://docs.
tardis.dev/historical-data-details /deribit). Tardis allows us to download the option
market data of the exchange Deribit for the first day of each month for free. We take
the option market data for the first day of each month, from April 2019 to September
2021. Deribit also offers perpetual options, but in our case, we are only interested
in plain vanilla European call and put options. The underlying asset of the options
offered by Deribit is a Bitcoin index, which is built using the prices of Bitcoin in United
States dollars from different exchanges. > Tardis also offers the price in United States
dollars of this index. We will use the value of this index as the initial value of the
underlying for pricing options.

The ask price and bid price of the options are given in number of Bitcoins, not
in United States dollars. Because of that, we need to convert the option prices from
number of Bitcoins to United States dollars. We use the previously mentioned Deribit
Bitcoin index to convert from the price in Bitcoins to the price in United States dollars.
However, the value of the strikes are given in United States dollars. In this thesis, we
assume that the value of the options are given in United States dollars. This approach
has been followed by the literature previously cited. But Alexander and Imeraj (2021)
proposed a method to price options in number of Bitcoins instead of pricing options
in number of United States dollars.

Remark 1.6.1. The data provided by Tardis are intraday data, but the bid and ask
prices vary through the day. Because of that, for each day, we take the first ask and

'For more information, see https://coinmetrics.io/reference-rates/ and https://docs.coinmetrics.
io/methodologies/reference-rates/real-time-reference-rates-methodology.

2For a detailed explanation, see https://legacy.deribit.com/pages/docs/general and https://
legacy.deribit.com/pages/docs/options.


https://charts.coinmetrics.io/network-data/
https://charts.coinmetrics.io/network-data/
https://docs.tardis.dev/historical-data-details/deribit
https://docs.tardis.dev/historical-data-details/deribit
https://coinmetrics.io/reference-rates/
https://docs.coinmetrics.io/methodologies/reference-rates/real-time-reference-rates-methodology
https://docs.coinmetrics.io/methodologies/reference-rates/real-time-reference-rates-methodology
https://legacy.deribit.com/pages/docs/general
https://legacy.deribit.com/pages/docs/options
https://legacy.deribit.com/pages/docs/options
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bid prices of the option that appear in the order book starting at 00:00 UTC. For each
option, we take the last value of the Deribit Bitcoin index that appears on the order
book, before the date in which the option is taken.

Remark 1.6.2. The bid-ask spread in Bitcoin options given in United States dollars
can be quite high. Since we are using the mid price to evaluate our model, we only
take the options that satisfy the following:

AskPrice — BidPrice

0.1.
AskPrice <

In that way, the bid and ask prices are not too widely spread and it makes sense to
compare the prices given by our model with the mid price.






23

Chapter 2

Modelling market attention

2.1 Introduction

As we have seen in Chapter 1, market attention seems to affect Bitcoin volatility. In
this chapter, we are interested in modelling market attention as a stochastic process.
Market attention or interest is always a non-negative quantity, and because of that
we will use only non-negative stochastic processes. We will use continuous stochas-
tic processes for modelling, since we would like to apply market attention to option
pricing. Because of that we will use stochastic differential equations for modelling the
interest.

Let (2, F,P) be a probability space and let process I = (I(t));>0 represents mar-
ket attention. We assume that I is the strong solution of the following stochastic
differential equation:

dI(t) = ar(I(t))dt + Br(I(t)dX;(t), (2.1.1)

where X7 is a Lévy process and the functions ay : R — R, 87 : R — (0, 00) are such
that the equation (2.1.1) has a strong solution.

There are different possibilities for equation (2.1.1), but we impose the following
requirements:

1. The strong solution of (2.1.1) has to be positive with probability 1.

2. The integrated interest process has to be analytically tractable. That is, it
should be possible to compute the characteristic function of the random variable
t
Jo I(s)ds for t > 0.

With these requirements in mind, we propose that the process I could be a Cox-
Ingersoll-Ross process or a positive Ornstein-Uhlenbeck process.

The stochastic differential equation (2.1.1) depends on an unknown vector of pa-
rameters ;. In this chapter, we are concerned with the estimation of ;. We will
assume that we have a discrete observed sample {y; é\f:O of N 41 observations of mar-
ket attention. These observations are equally spaced in time with a time step A > 0.
Each observation y; is assumed to be a realisation of the random variable I(t;) for
j=0,,1,..., N. We take the initial time tg to be tg = 0 and since the observations
are equally spaced in time, we can write t; = jA for j = 0,1,..., N. Using these
observations , we will estimate the parameter 6;.

Once we know how to estimate the vector of parameters 07, we would like to check
that the observed sequence {y; }évzo has been generated by the proposed process. That
is, we would like to validate our model.
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2.2 Cox-Ingersoll-Ross process

This process has been used in a financial context, to model short-term interest rates
(Cox, Ingersoll, & Ross, 1985) and the volatility of stock prices (Heston, 1993). The
Cox-Ingersoll-Ross process satisfies the following stochastic differential equation:

dI(t) = ar(by — I(t))dt + op/I(®)dW;(t) with I(0) = yo. (2.2.1)

where Wy = (W;(t))¢>0 is a Brownian motion, by € R, o1,ar,y0 > 0 and we assume

that
2a]b[

Sz (2.2.2)
1

It has been proved that equation (2.2.1) has a unique strong solution (Gulisashvili,

2012, p. 44). Furthermore, because we have the assumption (2.2.2) we know that

I(t) > 0 for all £ > 0 almost surely (Gulisashvili, 2012, Theorem 2.27).

2.2.1 Estimation

Now we are concerned with the estimation of the parameters ay, by and o; that appear
in equation (2.2.1).

As we have said, we have a finite number of N +1 of observations {y; }é-V:O, equally
spaced in time with time step A. For the estimation of the parameters of the Cox-
Ingersoll-Ross process, we will use the maximum likelihood estimation method.

This method of estimation for the Cox-Ingersoll-Ross process is also used by lacus
(2009, p. 112) and by Kladivko (2007).

Because the Cox-Ingersoll-Ross process [ is a strong solution of a stochastic dif-
ferential equation, it has the Markov property (Karatzas & Shreve, 1998, Theorem
5.4.20). We assume I(0) to be a constant random variable, hence by the Markov
property we can write the likelihood function as

N-1
LI(GI) = flI:N(y17 ey yN‘y(L 01) = H f]I+1|J(y]+1|y]7 01)7 (223)
j=0
where f{  is the joint density function of the random variables {I (tj)}évzl given 1(0)
and the function ij—i-l\j is the conditional density function of I(t;41) given I(t¢;). In
this case, the vector of parameters 6; satisfies

0r = (ar,br,o7).

The conditional density f ]I +1|j is also called the transition density function. Due to

the fact that I is a Cox-Ingersoll-Ross process, the transition density function fjl +1)

is known (Jondeau, Poon, & Rockinger, 2007, p. 421). Let us define:

2a1
c = ,
0’%(1 —exp(—arA))
2a1by
q = 2 _17
o7
uj = cyje_‘”A and

Djt1 = 2CYji1,
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for  =0,1..., N — 1. Then the transition density function satisfies

FloWinalys, 0n) = 2¢f2(pj+1]2g + 2,2u5)  for j =0,..., N — 1, (2.2.4)

where f, 2 (.[2q + 2, 2u;) is the density function of a non central chi-square with 2q +2
degrees freedom and non-centrality parameter 2u;. Using the transition density (2.2.4)
and equation (2.2.3) we can construct the log-likelihood function as

1'(61) = log(L'(6)))

= log (2¢fy2 (pj+112q + 2,2u;)) . (2.2.5)

The maximum likelihood estimation method consists of maximising the likelihood
L' to estimate the vector of parameters 6;. Because the logarithmic function is
an increasing function, maximising Ly is equivalent to maximising the log-likelihood
function I’

2.2.2 Validation

Now that we know how to estimate the parameters of the Cox-Ingersoll-Ross process,
we will check that the observed data follows the proposed process. To this end, we
will use the method of the generalized Gaussian residuals (Lindstrom, 2004, p.64).

This method requires us to determine the conditional distribution function of
I(tj41) given I(t;), which is defined as

Floy i) = PI(ti) < yjll(t)

Yji+1 I ]
= /0 fj+1|j(x\yj,91)dx for j=0,1,...,N — 1.
We define the sequence {U; }jvzl as

Uj=Fj; ,(I(t;)) forj=1,2,...,N. (2.2.6)

This is a sequence of independent and identically distributed standard uniform random
variables (Lindstrém, 2004, Lemma 2.1).
Now let us define the sequence {M; };V: | as

M; = F5'(U;]0,1) for j =1,...N, (2.2.7)

where Fy(.|0,1) is the cumulative distribution function of a normal random variable
with mean 0 and variance 1. The sequence {M; };V: | is a sequence of independent and
identically distributed standard normal random variables (Lindstréom, 2004, p.68).
Because of this, the M ]’-s are called the generalised Gaussian residuals.

Going back to the observed sample {yj}é\f:o we can compute a realisation of the

Gaussian residuals {Mj};yzl, that we call {mj}j\[:1 Hence for j = 1,..., N we have
that:

m; = Fy' (Ffm ) -
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Under the hypotheses that the observations {yj}é-vzo have been generated by a
Cox-Ingersoll-Ross process with parameter 67, we have that {m; };VZI has been gener-
ated by a sequence of independent and identically distributed standard normal ran-
dom variables. It is possible to validate the model by checking the assumptions of
normality and independence. To check the normality assumption, we can use the Kol-
mogorov—Smirnov test (Massey, 1951). For independence, we can use the Ljung-Box
test (Ljung & Box, 1978) and check if there is any significant auto-correlation in the
Gaussian residuals and in the squared Gaussian residuals.

2.2.3 Numerical experiments

For testing the methods explained in Section 2.2.1 and in Section 2.2.2 we will develop
different experiments using simulated data. See Appendix D.1 to see how we generate
the synthetic data.

In the first experiment, we generate 1000 simulations of N = 1000 steps of a
Cox-Ingersoll-Ross process with parameters

ar = 0.5, by =0.06, o;=0.15,

an initial value of I(0) = 0.07 and a time step A = 0.1. For each of the simulations we
estimate the parameters of the Cox-Ingersoll-Ross process using the method explained
in Section 2.2.1. Once we estimate the parameters of all of the simulations, we com-
pute the mean of the estimated parameters and its standard deviation. The results
obtained in this experiment are shown in Table 2.1. As we can observe the method
explained in Section 2.2.1 gives good estimates for the parameters. For obtaining the
estimates of the parameters, we need to maximise the function I/ defined in (2.2.5).
To maximise the function I/ we use the Python function “minimize” with the method
“Sequential Least Squares Programming”, a function that is included in the Python
package “SciPy”. This optimization algorithm needs an initial estimator of the param-
eters to start working. We can generate initial estimators of the parameters, using
the technique explained in Appendix E.1.

H Parameter True value Mean Standard deviation H

ar 0.5 0.544686 0.11257
br 0.06 0.060179 0.007503
or 0.15 0.150045 0.003391

TABLE 2.1: Mean and standard deviation of the estimated parameters
computed using the maximum likelihood estimation method for 1000
realizations.

For the second experiment, we generate one realisation of N = 1000 steps of the
Cox-Ingersoll-Ross process with the same parameters, initial value, and time step as
in the previous experiment. Using this realization, we first estimate the parameters
and utilising the estimated parameters we compute the Gaussian residuals. We use
the Kolmogorov—Smirnov test and the Ljung-Box test to check the normality and the
dependence of the residuals, respectively. For the Kolmogorov—Smirnov test we obtain
a p-value of 0.932116, so the normal assumption cannot be rejected. In the case of
the Ljung-Box test, we obtain a p-value of 0.537033 for the realization of the residuals
and a p-value of 0.729391 for the realization of the squared residuals. In both cases we
cannot reject the assumption that the auto-correlations of the first 20 lags are zero.
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The results obtained by the statistical tests are in line with the results that appear in
Figure 2.1.
CDF of the residuals

10 - —— Empirical CDF QQ-Plot of Normal({0,1)
—— Theoretical CDF of a N(0,1) [}

e L L O . . ‘ ‘ ‘ .
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FIGURE 2.1: Empirical CDF, QQ-plot and sample auto-correlation of
one realisation of the Gaussian residuals defined in (2.2.7).

2.3 Ornstein-Uhlenbeck processes

Laying aside the Cox-Ingersoll-Ross process introduced in Section 2.2, we must turn
to other processes as well. In this case, we want to estimate and validate Ornstein-
Uhlenbeck processes. Since market attention is always positive, we focus ourselves
only on positive Ornstein-Uhlenbeck processes. Positive Ornstein-Uhlenbeck processes
have been used for modelling energy commodities (Benth, Kallsen, & Meyer-Brandis,
2007) and the volatility of stock prices (Barndorff-Nielsen & Shephard, 2003).

2.3.1 Introduction to Ornstein-Uhlenbeck processes

The overview of Ornstein-Uhlenbeck processes included here is based on the material
presented by Valdivieso (2005) and by Valdivieso, Schoutens, and Tuerlinckx (2009).
This includes Definition 2.3.1 and Propositions 2.3.1-2.3.4.

Let us consider a one dimensional Lévy process Z;r = (Z(t))t>0 with Lévy char-
acteristic (y0,00,v0). A process I = (I(t));>0 is said to be an Ornstein-Uhlenbeck
process if it has cadlag paths and it satisfies the following stochastic differential equa-
tion

dI(t) = =\ I(t)dt + dZ;(A\it)  with 1(0) = yo, (2.3.1)

where A7,yo > 0. The process Z; is usually called the background driving Lévy
process. The process [ is also named a process of Ornstein-Uhlenbeck type generated

by (Y0, 00,0, A1).
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For any ¢t > 0 the stochastic differential equation (2.3.1) has a strong solution that
satisfies:

I(t) = e Mt <y0 + / t eMedZr(\ 13)) . (2.3.2)

0

Sometimes it is more convenient to express the solution in equation (2.3.1) recursively.
Let A > 0 represents a time step. The strong solution of equation (2.3.1) at time
t + A can be written in terms of the value at time ¢ as

t+A
I(t+ A) = MA <I(t) + e Mt / e”\ISdZI(Ajs)> : (2.3.3)
t

this tells us that the process I is a Markov process.
Now let us focus on the random variable Z7(A) defined by

ATA
ZH(A) = /0 e*dZ(s). (2.3.4)

The random variable Z7(A) is quite important because it will allow us to compute
the conditional characteristic function of the random variable I(t + A) given I(t), to
that end we will need the following result.

Proposition 2.3.1. For anyt >0 and A >0

d A d t+A
Zr(A) £ /0 MedZr(\rs) = e ! /t eM3dZr(Ars), (2.3.5)

d . . . .
where = means equal in distribution.

Using Proposition 2.3.1 and equation (2.3.3) we have that
t+A d
MBI+ A) — I(t) = e_/\lt/ MedZr(\rs) = ZF(A). (2.3.6)
t

Equation (2.3.6) will play an important role when computing the maximum like-
lihood estimator.

Remark 2.3.1. If i is a distribution on R we will use the notation ®,, to indicate the
characteristic function associated with p and C,, to represent the cumulant function,
which are defined as

Q,(u) = / e u(dx) for allu € R,
R
Cyu(u) = log(®,(u)) forallueR.

If we have a random variable X with law pu then we denote the characteristic function
of X as ®X and the cumulant function of X as CX. Both of them are defined as

X)) = E [ei”X] = / e 1(dx) for allu € R,
R
CX(u) = log (CIDX(u)) for all uw € R.

Ornstein-Uhlenbeck processes are related to a special type of distribution called
self-decomposable distribution, which is defined below.
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Definition 2.3.1. A distribution p is said to be self-decomposable if for any 0 < a <
1, there exists a distribution v, such that:

Q,(u) = ¢, (au) Py, (u) for all u € R.

Alternatively, a random variable X is said to have a self-decomposable distribution if
for any 0 < a < 1, there exists a random variable Yy, independent of X, such that:

X2Lux +Y,

The proposition below tells us that if we can find a distribution D that is
self-decomposable, then we can construct an Ornstein-Uhlenbeck process that sat-
isfies equation (2.3.1) and that has a stationary distribution D.

Proposition 2.3.2. If I is an Ornstein-Uhlenbeck process generated by a background
driving Lévy process Z with Lévy triplet (yo, 00, v0) and a parameter \; > 0 such that

/|>2 log(|x|)dvo(z) < o0, (2.3.7)

then I has a unique self-decomposable stationary distribution p.

Conversely, for any A\ > 0 and any self-decomposable distribution D, there exists
a unique Lévy triplet (yo, 00, v0) satisfying (2.3.7) and a process of Ornstein- Uhlenbeck
type generated by (Yo, 00, v0, A7) such that D is the stationary distribution of I.

A process [ satisfying the converse result of Proposition 2.3.2 is called a D-
Ornstein-Uhlenbeck process. In this thesis we are only interested in stationary D-
Ornstein-Uhlenbeck processes.

Proposition 2.3.2 says that for every self-decomposable distribution D, we can
construct an Ornstein-Uhlenbeck process with stationary distribution D. However,
it does not say anything related to the distribution of the background driving Lévy
process Z7. The next result tells us how the distributions of Z; and D relate.

Proposition 2.3.3. For any u € R:

C#10(u) = log (B |41 ]) 2000
ou
We have seen that the distribution of the random variable Z7(A) is important in
determining the transition distribution of the Ornstein-Uhlenbeck process. Proposi-
tion 2.3.4 allows us to compute the characteristic function of Z7(A) using the distri-
bution of the background driving Lévy process Z;.

Proposition 2.3.4. For any A >0 and u € R:

@Z;(A) (U) = FE [eiuZ;(A)} _ e)\foA CZI(l)(U(i)\IS)dS'

Using Proposition 2.3.3 and Proposition 2.3.4 we can compute the characteris-
tic function of the random variable Z7(A) from a self-decomposable distribution D.
From equation (2.3.6) we have that e 2T (t + A) — I(t) has the same distribution
as Z§(A). So the characteristic distribution of e *27(¢t + A) — I(t) can also be com-
puted from the self-decomposable distribution D.
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2.3.2 Inverse Gaussian Ornstein-Uhlenbeck process

This type of stationary Ornstein-Uhlenbeck process has as stationary distribution an
inverse Gaussian distribution with parameters a;y > 0 and b; > 0, which we denote
as IG(as,br). The density function of an inverse Gaussian random variable with
parameters ay and by is

2
are®’ 5t (%’Hﬁr

fra(zlar, br) = We

and its characteristic function is:

) for all z > 0,

@ (ular, by) = e Cr=VP =20 for all 4 € R.

The inverse Gaussian distribution is self-decomposable. By application of Proposi-
tion 2.3.2, there exists an IG(as,br)-Ornstein-Uhlenbeck process, since the inverse
Gaussian distribution is self-decomposable. Using Proposition 2.3.3 we can compute
the cumulant function of the background driving Lévy process Z1 of the IG(ar, br)-
Ornstein-Uhlenbeck process:

0C1¢(ular, br)
u—
ou

= U frallueR. (2.3.8)

\/b? — 2iu

From equation (2.3.8) and by application of Proposition 2.3.4 we have that

@Z;(A)(u) — €>\I fOA CZI(I)(/U/eAIS)dS

N &
>\[ fOA agriue dS

—¢ b2 —2—juers
5 or /13 o x[A
=" (\/b’ 2in—/b} 20 ) for all u € R. (2.3.9)

We have just computed the characteristic function of the random variable Z7(A) of an
IG(ar,br)-Ornstein-Uhlenbeck process. The result obtained in equation (2.3.9) will
allow us to approximate the transition density function of an IG(ar,br)-Ornstein-
Uhlenbeck process. The results presented in this section come from the work of
Valdivieso (2005).

2.3.3 Maximum likelihood estimation for the inverse Gaussian Orn-
stein Uhlenbeck process

We turn our attention to estimate the parameters of an /G(ar, br)-Ornstein-Uhlenbeck
process. Let I be an IG(ay, br)-Ornstein-Uhlenbeck process, with an unknown vector
of parameters 07 = (ay, by, \1).

As in Section 2.2.1 we assume a collection of N + 1 observations {yj}év: 0> Which
are equally spaced in time with a time step A > 0. Each y; is a realisation of the
random variable I(¢;) for all j =0,1,..., N. Again, we consider 1(0) to be a constant

random variable.
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By the Markov property, the likelihood function is:

N-1

L'(601) = fin(, - ounlyo, 00 = [T £oa; Wil 60), (2.3.10)
=0

where fI.\ is the joint density function of the random variables {I (tj)}jvz , given 1(0)

and the function f! . . is the conditional density function of I(t; 1) given I(t;).
J+105 ST J J
Because the observations are equally spaced in time, we can express t; 11 = t; + A,
for j =0,1,..., N — 1. From equation (2.3.6) we have that

4

MA(tjp) — I(tj) = MBIt + A) — I(t;) = Z7(A) (2.3.11)

for all 5 =0,2,..., N — 1. Hence, we can write
P (I(ti1) < il (1) = y)) = P (Z7(8) < Moyp1 — )

(Valdivieso, Schoutens, & Tuerlinckx, 2009, p. 11), and the conditional density ij g
can be written as

Fla iy, 0r) = M2 f7108) <6A1ij+1 - :L/j|91) (2.3.12)

(Valdivieso, 2005, p. 99).
Now we can write the likelihood (2.3.10) as

N-1
Li(0y) = NMA T 71 <6A1ij+1 - yj’91>

§=0
N-1
— A H A (244101) (2.3.13)
§=0
where 27, = eAIijH —yj for j = 0,1,...,N — 1. Since we have an analytical

formula for the characteristic function of Zj(A), the density function of Zj(A) can
be computed as

« 1 o0 S *
PO = 1 /0 R e 8% () (uloy)] du

™

(Jondeau, Poon, & Rockinger, 2007, p. 483). From equation (2.3.13) we have that the
log-likelihood can be expressed as

N-1

U(0r) = NAtA + Y log (fZ?(A) (z;fﬂwl)) . (2.3.14)
=0

We maximise the function ! to estimate the parameter 6;.

2.3.4 Validation

Once we know how to estimate the parameters of an I/G(ar, br)-Ornstein-Uhlenbeck
process, we would like to verify that the observed sample {yj}évzo truly follows an in-
verse Gaussian Ornstein-Uhlenbeck process with vector of parameters 0; = (ar, br, Ar).
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To that end we define the residuals {Mj}éyzl as

ti+A
Mjyy = MBI (tjyg) — I(t;) = e M / eMedZr(\rs) for j=0,...,N —1.
ty

(2.3.15)

Notice that {M; }é\le is a sequence of independent random variables, since the sequence

of stochastic integrals { ftt” A sz 1(A18) }jV: ! consists of independent random vari-
J

ables. By Proposition 2.3.1 we have that

M; L Z3(A) forj=1,2,...,N.

If we assume that the data have been generated by an inverse Gaussian Ornstein-
Uhlenbeck process with parameter 6, then the sequence {z;‘ ;VZI, where z;f = MA 15—
yj—1 for j = 1,..., N, has been generated by the sequence of independent and iden-
tically distributed random variables {M; };V: 1

So, under the null hypotheses we have that {z}“}évzl has been generated by a
sequence of independent and identically distributed random variables, whose distri-
bution is equal to the distribution of Z7(A). Because Z7(A) is a continuous random
variable, we can apply the one-sided Kolmogorov—Smirnov test (Massey, 1951). This
test allows us to check if a sample has been generated by a known distribution. This
test is based in comparing the theoretical cumulative distribution function with the
empirical cumulative distribution function.

For applying the one-sided Kolmogorov—Smirnov test, we need to be able to com-
pute the cumulative distribution function of the random variable Z7(A). We do not
have an analytical form for the cumulative distribution function of Zj(A). However,
as it is continuous, the cumulative distribution function can be computed form its
characteristic function using the inversion theorem that is,

PL@ gy = 2 - L / Ty o745 9% ) ulo)] du
J 2 7wy u
(Jondeau, Poon, & Rockinger, 2007, Proposition 15.2). In addition to checking that
the sequence {zj}jvzl has been generated by a sequence of random variables with
the same distribution as Z7(A), we also need to check the independence assumption.
To this end we will use the Ljung-Box test (Ljung & Box, 1978) for checking the
significance of the auto-correlations of the residuals and the squared residuals.

2.3.5 Numerical experiments

As we did with the Cox-Ingersoll-Ross process, we would like to test the methods
explained in Section 2.3.3 and in Section 2.3.4. To that end, we will generate simulated
data (see Appendix D.2).

We first generate a realization of N = 800 steps of an inverse Gaussian Ornstein-
Uhlenbeck process with parameters

ar=4, b;=10, A\ =5,

an initial value I(0) = 0.4 and a time step A = 0.0125. For this realisation, we
estimate the parameters of the process using the method explained in Section 2.3.3.
As we can observe in Table 2.2, the method gives good estimates for the parameters.
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Recall that to obtain the parameters we need to maximise the function I! defined in
(2.3.14). To maximize the function I/ we use the Python function “minimize” with
the method “Sequential Least Squares Programming”; this function is included in the
Python package “SciPy”. This optimisation algorithm needs an initial estimator of
the parameters to start working. For this reason, we generate initial estimators of the
parameters, using the technique explained in Appendix E.2.

H Parameter True value Estimated value H

ar 4 3.981078
br 10 9.744054
Al 5 5.072365

TABLE 2.2: Estimated parameters using the maximum likelihood es-
timation method.

Once we have estimated the parameters of the inverse Gaussian Ornstein-Uhlenbeck
process, we compute the residuals introduced in Section 2.3.4, using the estimated pa-
rameters. The Kolmogorov—Smirnov test gives us a p-value of 0.447723, so we cannot
reject the assumption that the residuals satisfy the same distribution as Z3(A). In
the case of the Ljung-Box test, we obtain a p-value of 0.380174 for the realisation of
the residuals and a p-value of 0.586722 for the realisation of the squared residuals. In
both cases, we cannot reject the assumption that the auto-correlations of the first 20
lags are zero. These results are in line with the graphs shown in Figure 2.2.

Cumulative Distribution Function of the residuals

Autocorrelation
Autocorrelation 10 -

~—— Theoretical CDF
00- —— Empirical CDF

000 002 004 006 008 o0lo 012 014 Ol a0 " Lot = L e e ) ¥ T

(A) Empirical cumulative dis- ‘ : I ¢ M 4 -
tribution function of. the r.esi(%— (5) Sample auto-correlation (¢) Sample auto-correlation
uals and the theoretical distri- ‘ tnp fth - dual function of the squared resid-
bution function of the random unction of the residuals. uals.

variable Z7 (A).

FIGURE 2.2: Empirical CDF and sample auto-correlation of a realiza-

tion of the residuals {M;}_,, defined in Section 2.3.4.

2.4 Proxies for the market attention

With the tools presented in previous sections, we would like to verify if the selected
proxies for the interest follow a Cox-Ingersoll-Ross process or an inverse Gaussian
Ornstein-Uhlenbeck process. Some examples of attention proxies that can be found
in the literature are: volume (Figa-Talamanca & Patacca, 2019, 2020), the number of
Google searches (Figa-Talamanca & Patacca, 2019, 2020) , the number of Wikipedia
views (Kristoufek, 2015) or number of tweets (Al Guindy, 2021).

2.4.1 Cox-Ingersoll-Ross process

We are focused on modelling market attention proxies using a Cox-Ingersoll-Ross pro-
cess. Firstly, we analyse the number of daily Wikipedia views for certain keywords.
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All selected keywords are related to Bitcoin. The keywords that we examine are: “Bit-
coin”, “Blockchain”, “Cryptocurrency”, “Bitcoin Network”, “Bitcoin Wallet”, “Binance”,
“Hodl”, “Sathoshi Nakamoto” and “Altcoin”. The only keyword that seems to follow
a Cox-Ingersoll-Ross process is “Altcoin”. The results are presented in Table 2.3. For
each of the different temporal windows, we estimate the parameters and compute the
Gaussian residuals presented in Section 2.2.2. As we can observe, all p-values of the
Kolmogorov-Smirnov test are above 0.05, meaning that we cannot reject the assump-
tion of normality for the residuals. Hence, in all temporal windows, there is statistical
evidence that the number of views follows a Cox-Ingersoll-Ross process. Notice that
the estimated parameters vary depending on which temporal window are estimated.
This could indicate that the Wikipedia views follow a regime switching process, but
these types of processes are outside of the scope of this thesis.

H Temporal window ar br or p-value H

2018-09-20 to 2019-09-20 114.083863 21.76599  35.05684  0.611167
2019-09-20 to 2020-09-20 388.902639 11.288746 36.771933 0.300911
2020-09-20 to 2021-09-20  38.984017  39.869911 33.281242 0.884317
2018-09-20 to 2020-09-20  123.01943 16.502741 33.380029  0.27324
2019-09-20 to 2021-09-20  43.16364  25.446899 31.667167 0.306409

2018-09-20 to 2021-09-20 54.944194  24.149982 32.541913 0.174079

TABLE 2.3: Estimated parameters of the Cox-Ingersoll-Ross process

when using the number of Wikipedia views of the keyword “Altcoin”

as a proxy for the interest. The p-value of the Kolmogorov-Smirnov
test applied to the Gaussian residuals is also shown.

Another proxy studied is the daily number of unique active addresses. The results
are shown in Table 2.4. The p-values of the Kolmogorov-Smirnov test are above 0.05,
except for the temporal window from 2018-09-20 to 2021-09-20, which has a value
of 0.009635. However, we assume that we have enough evidence to assume that the
number of unique active addresses satisfies a Cox-Ingersoll-Ross process.

H Temporal window ar br o1 p-value H

2018-09-20 to 2019-09-20 157.196897  696049.730926  2323.112482  0.498187
2019-09-20 to 2020-09-20  106.85478  811354.646069 2178.042426 0.599642
2020-09-20 to 2021-09-20 100.873074 1005752.522156 2267.874974 0.958168
2018-09-20 to 2020-09-20 102.281197  753978.695629  2207.131253 0.087094
2019-09-20 to 2021-09-20  69.263311  909024.347716  2174.369875 0.225312

2018-09-20 to 2021-09-20  58.811268  838703.355729  2165.110738 0.009635

TABLE 2.4: Estimated parameters of the Cox-Ingersoll-Ross process

when using the number of unique active addresses as a proxy for the

interest. The p-value of the Kolmogorov-Smirnov test applied to the
Gaussian residuals is also shown.

2.4.2 Inverse Gaussian Ornstein-Uhlenbeck process

In the case of the Inverse Gaussian Ornstein-Uhlenbeck process, we analyse the loga-
rithm of the daily number of unique active addresses. Since the values of the number
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of addresses are on the order of 10, we do not have to worry about getting nega-
tive values. So, the time series can still be used to fit a positive Ornstein-Uhlenbeck
process. We fit the inverse Gaussian Ornstein-Uhlenbeck process to different tempo-
ral windows of the time series. For each of the temporal windows, we estimate the
parameters and compute the residuals introduced in Section 2.3.4. The results are
shown in Table 2.5. Notice that the p-values of the Kolmogorov-Smirnov test that
appear in Table 2.5 are all above 0.1. Hence, there is sufficient statistical evidence to
assume that the logarithm of the number of unique active addresses follows an inverse
Gaussian Ornstein-Uhlenbeck process.

H Temporal window ar br AJ p-value H

2018-09-20 to 2019-09-20 310.839434 23.126722 162.028074 0.414629
2019-09-20 to 2020-09-20 299.362691 22.023851 112.464686 0.736125
2020-09-20 to 2021-09-20 317.616805 23.000978 107.376863 0.957407
2018-09-20 to 2020-09-20 276.400641 20.448327 106.875749 0.128057
2019-09-20 to 2021-09-20  258.05562  18.83415  73.417364 0.672384

2018-09-20 to 2021-09-20  226.78821 16.657239 62.177681 0.136611

TABLE 2.5: Estimated parameters of the inverse Gaussian Ornstein-

Uhlenbeck process when using the logarithmic number of unique active

addresses as a proxy for the interest. The p-value of the Kolmogorov-
Smirnov test applied to the residuals is also shown.

We also analyse the number of Wikipedia views and the logarithm of Wikipedia
views, but in both cases we cannot find any evidence that the data follow an inverse
Gaussian Ornstein-Uhlenbeck process.

Remark 2.4.1. We have attempted to test the autocorrelation of the residuals and
squared residuals using the Ljung-Box test, but the results show that there is evidence
of autocorrelation in the residuals and squared residuals, for all cases studied in Ta-
bles 2.3, 2./ and 2.5. This could indicate that there is some kind of memory in the
interest process and because of that Markov processes are not appropriate. One could
use processes that satisfy fractional stochastic differential equations, like the fractional
Coz-Ingersoll-Ross process (Mishura € Yurchenko-Tytarenko, 2018) or the geomet-
ric fractional Brownian motion (Pipiras & Taqqu, 2017, p. 412). These types of
processes are outside of the scope of this thesis. A good result was obtained for the
Kolmogorov-Smirnov test, so we assume that the Coz-Ingersoll-Ross process and the
inverse Gaussian Ornstein-Uhlenbeck process are valid processes for modelling market
attention.

2.5 Conclusion and future work

In this chapter, we discussed the estimation and validation of the Cox-Ingersoll-Ross
process and the inverse Gaussian Ornstein-Uhlenbeck process. In addition, we showed
how these processes can be used to model market attention. In the following chapters,
we will use this knowledge to build models to price Bitcoin options.

Here, we focused only on two processes, but other processes can be used. For exam-
ple, Cretarola, Figa-Talamanca, and Patacca (2020) use a geometric Brownian motion
to model the volume of Bitcoin. Apart from the inverse Gaussian Ornstein-Uhlenbeck
process, other types of positive Ornstein-Uhlenbeck processes can be used, like the
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gamma Ornstein-Uhlenbeck process or the tempered stable Ornstein-Uhlenbeck pro-
cess (Schoutens, 2003, p.68-70). Other processes that could be used to model the
interest are processes used to model population growth, like the stochastic logistic
model (Skiadas, 2010, p. 266).
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Chapter 3

A first simple model

3.1 Introduction

In Chapter 2 we introduced the concept of market attention. In this chapter, we will
be concerned with using market attention to model Bitcoin prices. Here, we proposed
a simple model that relates the prices of Bitcoin to market interest. For this model
we will estimate its parameters and price vanilla options.

How the returns of Bitcoin relates to market attention has previously been studied
in the literature. But the findings of previous literature have been inconsistent. For
example, some sources claim to find that the interest affects both the mean and the
volatility of Bitcoin returns (Figa-Talamanca & Patacca, 2019; Kristoufek, 2015). In
other cases, the authors say that the market attention seems to affect only the volatility
of Bitcoin returns (Aalborg, Molnéar, & de Vries, 2019; Figa-Talamanca & Patacca,
2020). In our case, we assume that market attention influences only the volatility
of Bitcoin returns. From our point of view this seems logical because an increase in
the number of news stories or in the number of searches means that investors are
paying attention to Bitcoin and it is likely to produce a change in the price. However,
it is not possible to infer directly from the interest the direction of this change. In
addition, the change in the price is not produced instantaneously, but rather with a
delay (Kristoufek, 2015). Because of that, we propose that the logarithm of Bitcoin
prices satisfies the following stochastic differential equation:

dX (t) = pdt + g(I(t — 7))dWp(t), (3.1.1)

where X and I represent the logarithm of the price and the interest processes respec-
tively, Wp is a Brownian motion, u € R, 7 > 0 and ¢ is a non-decreasing continuous
function. By application of the It6 formula we have that the price process P(t) = e* (t)
for t > 0 will satisfy the following stochastic differential equation

dP(t) = (M + %f(f(t - T))> P(t)dt + g(I(t — 7)) P(t)dWp(t). (3.1.2)

The model that appears in equation (3.1.2) is partially based on the model pro-
posed by Cretarola, Figa-Talamanca, and Patacca (2020). Inspired by equation (3.1.1)
we propose a model in which the interest follows an affine process and g(x) = ¢\/x
for some ¢ > 0. In that way, we can have a model that is analytically tractable.

Due to the fact that the model presented in this chapter is similar to the model
proposed by Cretarola, Figa-Talamanca, and Patacca (2020), we briefly analyse the
main characteristics of this model. In this article, the authors proposed the following
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model for the Bitcoin price:

dP(t) = ppl(t—7)P(t)dt + op\/I(t — 7)P(t)dWp(t) with P(0) =p € R
dI(t) = pI(t)dt + orI()dW(t) for t > 0

if I(t)=¢!(t) whent € [-L,0],

where up,ur € R, op,o7,L > 0 and 7 € [0, L] and Wp, W; are two independent
Brownian motions. They use as proxies for market attention the volume of transac-
tions and Google searches of the word "Bitcoin". Notice that in this case the interest
process follows a geometric Brownian motion. The model presented by Cretarola,
Figa-Talamanca, and Patacca (2020) is similar to the stochastic volatility model of
Hull and White (1987), with the difference in the presence of the delay parameter.
Notice that in the model proposed by Cretarola, Figa-Talamanca, and Patacca (2020),
the market attention affects the mean and volatility of the log returns. In the model
that we propose, the market attention only affects the volatility of log returns. We
identify some space for improvement,

1. The model presented by Cretarola, Figa-Talamanca, and Patacca (2020), does
not have a closed formula for pricing plain vanilla Furopean options. We will
show in this chapter that it is possible to construct a stochastic volatility model
that contains a delay parameter.

2. In addition, the empirical density function of the Bitcoin returns has fat tails
(Chan, Chu, Nadarajah, & Osterrieder, 2017). Due to this fact, it is convenient
to include jumps in the price modelling of Bitcoin. We will show that it is
possible to construct models that have jumps in Chapter 5, which have a closed
formula for pricing European options.

3.2 Model specification

Let (2, F,P) be a probability space that contains two independent Brownian motions
Wp and Wr. Assume that the price P and the interest I satisfy the following system
of stochastic differential equations:

dP(t) = <,u + Ujal(t — 7')> P(t)dt + op\/I(t — T7)P(t)dWp(t) with (3.2.1)
P(0) p € Ry = (0,00),

di(t) = ar(by —I(t))dt + or/1(t)dW;(t) when ¢t > 0 and (3.2.2)
I(t) = ¢'(t). te[-L,0],

where p,b; € R, op,or,a7,L >0, 7 € [0, L] and we impose the condition

2(1]()]

> 1 (3.2.3)
o1

Here 7 is a fixed lag parameter and we have the following continuous and deterministic
initial function

¢ [~L,0] — (0,00).

Notice that the function ¢! is always positive because the interest is required to be
greater than zero.
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In Section 3.3 we will show that stochastic differential equations (3.2.1)-(3.2.2)
have strong solutions. So equations (3.2.1) and (3.2.2) define the price and the market
attention processes respectively.

In addition, we assume that there is a bond or a market account (B(t)):>0 with
known interest rate r > 0, that satisfies:

Define (F;")s>0 and (F*7);>0 to be the filtrations generated by Brownian mo-
tions Wp and Wy respectively. Let us consider the general filtration (F;);>0, which is
defined as

Fo=F""VvF fort >0,

where .7-"tW Py .7-"tW ! is the smallest o-field containing .7-"tW P and .7-"tW I In addition, we
define the delayed filtration (F;)i>0 as

F FYPift <,
T AP ENL s 7
Notice that .

F C F V> 0.

We assume that both filtrations satisfy the usual hypotheses. These usual hypotheses
are:

1. Completeness: Fy and ﬁo contain all sets of IP-measure zero.

2. Right continuity:

Fi = Fyr where Fi+ = ﬂ Fites
>0

Fi=Fps where Fp+ = ﬂ Fiver
>0

(Applebaum, 2009, p. 72). In addition, we also assume that F; C F for all ¢ > 0.

It is clear that the processes (P(t)):>0 and (I()):>0 are adapted with respect to the
filtration (F;);>0. Because the deterministic function ¢! is adapted to any filtration
and 7 > 0, the process (I(t—7))¢>0 is also adapted to (F¢)¢>0. The processes (P(t)):>0
and (I(t — 7))s>0 are also adapted with respect to the delayed filtration (F;)s>0.

3.3 Strong solutions

In this section, we will show that the stochastic differential equations (3.2.1)-(3.2.2)
have strong solutions.

First, let us show that equation (3.2.2) has a strong solution. Notice that when
t € [~L,0] we have that I(t) = ¢'(t). In the case when ¢ > 0, we know that the interest
satisfies the stochastic differential equation (3.2.2). From Section 2.2 we know that
there is a unique strong solution for equation (3.2.2) and because of condition (3.2.3)
we have that I(¢) > 0 for all ¢ > 0 almost surely.

Now we will show that a strong solution exists for the stochastic differential equa-
tion (3.2.1).
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Proposition 3.3.1. The stochastic differential equation (3.2.1) has a strong solution
and it has the following form:

P(t) =X fort > 0. (3.3.1)
where ,
X(t)=X(0)+ pt + / opvI(u—T7)dWp(u) fort >0, (3.3.2)
0
with X (0) = log P(0).

Proof. The first thing to notice is that the integral involved in the proposed solution
(3.3.1) is well defined, since (I(t —7))¢>0 is a continuous and (F),~-adapted process.
Now we will show that the proposed solution (3.3.1) satisfies equation (3.2.1). Using
the Ito formula to compute eX®), we obtain that

1
dP(t) = (eX(t) [+ ieX(t)al%I(t - ’7’)) dt

+eXOop /It —1)dWp(t)

= (u + "212’1(75 - T)) P(t)dt + op/I(t — 7)P(£)dWp(t),

as required. 0

In general, it is more convenient to work with the log price than with the price.

3.4 Markov property

In this section, we are concerned with the Markov property of the process Y defined

Y(t) = (X (), I(t — 7)) for t > 0. (3.4.1)

Proposition 3.4.1. The process Y defined in (3.4.1) is a Markov process with respect
to the filtration (F)e>o0.

Proof. When t < 7 we have

X(t) = X(O)—i—,ut—i—/o opy/ ¢! (u—7)dWp(u),
I{t—71) = ¢'(t).

Observe that when ¢ < 7 the process [ is deterministic and X is the strong solution
of a stochastic differential equation. This means that when t < 7 we have that Y is a
Markov process (Karatzas & Shreve, 1998, Theorem 5.4.20). When ¢ > 7 the process

X can be written as
X(0)+ /OT pdu + /OT opy\/ ¢ (u — 7)dWp(u)
t—7 t
+/ udu+/ op\/I(u—7)dWp(u)
0 T
t—T1 t
= X(7) +/ ,udu~l—/ opvVI(u—T7)dWp(u).
0 T

X(t)
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From Theorem 1.2.1 we have that

t t—T1
/ opVI(u—7)dWp(u) = opy/ I(u)dBp(u) almost surely, (3.4.2)
T 0
where Bp(u) = Wp(u+ 7) — Wp(7) for u > 0. Then we can write
t—1 t—T1
X(t) = X(n) —I—/ pdu + opy\/I(u)dBp(u).
0 0

Define a new process Z as

t t
Z(t) = Z(0) —i—/ pdu —i—/ opy/I(u)dBp(u) with Z(0) = X (7). (3.4.3)
0 0
Notice that the process Z is adapted with respect to the filtration (F;);>0 defined as
Fr=FVev FPryv FVT for t >0,

where (]:th > - is the filtration generated by the Brownian motion Bp. Let us
t>

consider s > 7. Now we would like to prove that FV? = FWVr v ]-"SB, © . Since
Bp(s — 1) = Wp(s) — Wp(7) we have that Bp(s — ) is F/VF measurable and

Flr CFr.

Also we have that (F/VP),>q is a filtration so

Fhr v FVe C Five.

Now notice that Wp(s) = Bp(s — 7) + Wp(7) and that Bp(s — 7) is independent of
Wp(7) then
FWr c FBr oy FVP,

We have just shown that F)VP = FWVr v .7-";3,’)7 when s > 7 and hence Fy, = F*__.
From equation (3.4.3) we have that the random variable X (¢) = Z(t — 7) when
t > 7. Let us define the process Y* as

Y*(t) = (Z(t), I(t)) for t > 0.

The process Y* is (F;)¢>o-adapted and it is the strong solution of the following system
of stochastic differential equations:

dZ(t) = pdt+op/I(t)dBp(t) with Z(0) = X (r), (3.4.4)
dI(t) = ay(by — I(t))dt + op/I()dW;(t) with I(0) = ¢/ (0).  (3.4.5)

Since the process Y* is the strong solution of a system of stochastic differential equa-
tions, it is a Markov process with respect to the filtration (F;")¢>o (Karatzas & Shreve,
1998, Theorem 5.4.20). We have that Y (t) = Y*(t —7) = (X(¢),I(t — 7)) when t > 7.

We have seen that .EW P = FWp \/.FtB_ P when t > 7, hence we have that F; = F;__.

We have just shown that (Y*(¢f —7))>, has the Markov property under the filtra-
tion (F¢)e>r. So Y (t) has the Markov property under (F3)¢>r. O
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3.5 Conditional independence of the logarithmic returns

In some instances, we will be interested in computing the distribution of the loga-
rithmic returns given the interest process. Since the market attention is observed
this conditional distribution will help us to estimate the parameters. Given the time
H > 0 we are interested in seeing if the logarithmic return R(s,t) = X (t) — X (s) with
H >t > s > 0 when conditioned to the o-algebra ]:ZIVI, is independent of Fg.

Proposition 3.5.1. Let \€ R and let H >t > s> 0. Then:
E [P0 | F v Pt = B R0 | 7] (3.5.1)

Proof. Notice that R(s,t) can be written as

R(s,t) = p(t —s) —|—/ opV/I(u—1)dWT (u)

By application of Proposition 1.4.2, the left hand side of equation (3.5.1) can be
written as

B {ei)\R(s,t) ‘J—_'s v, f’}f}/}] _ zAut s)E [ z)\f op/I(u—7)dW7F (u

e
62’)\;;(1‘,75)67/\2% f; I(uf‘r)du'
In the case of the right hand side of equation (3.5.1) we have from Proposition 1.4.2:

E [eiAR(Svt) ‘fgfl] _ idult—s) [ ix [L o p/T(u—r)dW P (u) ]_-WI]

2
ei)\,u(tfs)ef)\QaTP f: I(uf*r)du.

O

Remark 3.5.1. From Proposition 5.5.1 it is clear that the logarithmic returns are
independent given the o-algebra ]-"E/’.

3.6 Estimation

Because it is not possible to obtain continuous observations in the real world, we will
have discrete observations of the processes X and I. Using these observations, we
would like to estimate the parameters that appear in the system (3.2.1)—(3.2.2).

We will assume that there are N+ 1 € IN observations equally spaced in time, with
a time step A = 3 L and a time horizon H. The lag parameter 7 can only take a finite
number of non-negative values, that is 7 € {0,A,2A,..., MA} where M € IN with
N > M and we assume that there exists a k € {0, 1,2, ..., M} such that 7 = kA.
We also define L = MA.

Suppose that we have the following discrete and equally spaced in time obser-
vations {93]}] 0 {y] g yfor the processes X and I respectively, where x; is the
observation of the Varlable X (t;) and y; is the observation of I(t;) with t; = jA. The
horizon H can be expressed as H = NA = ty.
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Remember that when ¢ € [—L,0] we have that I(t) = ¢’(¢). For the deterministic
function ¢! we approximate it by

éI@)::yj+(t——@)%tE¥:§QrWh@lte[Q;Q44]andj::-—Alr..,—l. (3.6.1)
J+L 4
The approximation function ggl is just linear interpolations of the observations of the

process I when ¢t € [—L,0]. We use the approximation defined in equation (3.6.1) to
approximate the integrals:

tj+1 ti+1
/ qbl(s—T)dS%/ ¢'(s —T)ds when t € [tj,t;41] and j = —M, ..., —1.
¢ t

J J

For the estimation of the parameters of the system (3.2.1)—(3.2.2), we first estimate
the parameters of the interest process and then we estimate the parameters that
appear in equation (3.2.1). For the estimation of the parameters related to the market
attention process, we will use the maximum likelihood estimation method explained
in Chapter 2. In the case of the parameters that appear in equation (3.2.1) we will
use the conditional likelihood estimation method.

It is possible to estimate all the parameters that appear on the system of equations
(3.2.1)—(3.2.2) together, using the maximum likelihood estimation method. Since we
have an affine model, it is possible to compute the joint characteristic function of the
random variables X (t) and I(¢—7). Once the characteristic function is computed, it is
possible to recover the density function. The problem is that we need to approximate
a double integral.

3.6.1 Conditional likelihood estimator

In this method, we will estimate the parameters of the system (3.2.1)—(3.2.2) in a
two-step approach. Since we have the observations of the interest process, we can use
the methods explained in Chapter 2 to estimate the parameters that are related to
the market attention process. For the parameters that appear in the price equation
(3.2.1) we will use the conditional likelihood estimation method (see Section 1.5.1).

From now on we will focus on the estimation of the parameters (u,op). We will
assume that the lag parameter 7 is given. The parameter 7 will be estimated in Section
3.6.2. In this case, we will use the conditional likelihood method for estimating the
parameters p and op. This method is also used by Cretarola and Figa-Talamanca
(2021).

To perform this estimation, we will use the logarithmic returns of the price. Be-
cause of that, we define the vector of the logarithmic returns R as

R = (R(to,t1), R(t1,t2),... R(tn—-1,tN)),
where
R(tj,tjs1) = X(tj+1) — X(¢t;) for j=0,...,N — 1.
Let us define
rjp1 = xjy1 —x; for j=0,1,...,N -1
as the realizations of the logarithmic returns.

The variable R(tj,tj11) can be expressed as:

ti+1 ti+1
Rits ty41) = / pdu+ [ op/Tlu =) dWp(u),

tj tj
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for j =0,...,N — 1. In light of Proposition 1.4.2 we know that
£ (rj+1|ffff) = fn(rjpaluA, 0% for j=0,.. N —1, (3.6.2)

where fn(.|uA, UIQ%’j ) is the density function of a normal random variable with mean

A and variance v%’] that is defined by

9. ) tj1
vy = O'P/ I(u — 7)du.
ty

N-1

Using Remark 3.5.1 we can express the conditional density of {R(tj,tj+1)}j:0

given .FII/{VI as
N-1
fin (7"1:N|]'-1‘;VI) = H fﬁ_1 (Tj+1|]'-1‘;v]) . (3.6.3)
7=0
Let us define the random vector J; as
Jr= (T g T
where

. ti+1
g = /] I(u—7)dufor j=0,1...N — 1.
t

J

Proposition 3.6.1. Let uj € R for j =0,...,N — 1 and let o(Jr) be the o-algebra
generated by the vector of random variables Jr. Then:

B [ezy:*ol iuiR(tj,t541) f}ﬁ[/z} - B {er;Ol duj R(tj,tj41) O'(JI)]
N-1 )
= [ eurarve, (3.6.4)
3=0
A particular case of equation (3.6.4) is
E {ez‘ujR(tj,tHl) f271:| - B [einR(tjin) U(JI)}
eiuj#A—%u?U%’j forj=0,1,...,N — 1.

Proof. Notice that from equation (3.6.2) we have that

E |: ei’le R(tj ,t]'+1)

. 2,j
]—"2/1] — A= UE o i — 0.1, N — 1. (3.6.5)

Notice that the random variable J; is measurable with respect to the o-algebra ]-"};VI ,
hence o(Jr) C .7-"};‘/1. By the tower property we have that:

N—1.
B [ezj:ol duj R(t;,t541)

a(JI)} —E [ E [625-251 i Rt 1)

7]

a(JI)] . (3.6.6)
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Using the conditional independence of logarithmic returns (Remark 3.5.1) we get

N-1
> [ezjl—ol i (5,511 f}vyz} -1~ [eiujR(tjvth) ;IV{VI} . (3.6.7)
j=0
From the result in (3.6.5) we obtain:
N-1 N1 1.2 2,
B |:6Zj:0 iujR(tj,tj41) JT_-II;VI:| _ H eiuj,u,A—Euivﬂ;J. (368)
j=0

Substituting equation (3.6.8) into equation (3.6.6), we have that

2,,2,7

N—-1
E[ezé}f:—oliujR(tj,th) U(J])} - E Heiu]»pAféuij o(Jp)
j=0

N1 1,2 2,7
_ iujpA—2uvs?
— H e 7 277°R R
J=0

where the last equality comes from the fact that vé’j is measurable with respect to
the o-algebra o(Jr). O

From Proposition 3.6.1 we have that

1 (rj+1|fg/1> — fR (rjalo (J1) for j=0,1,...,N -1,
and we also have that
1 (renlFiT) = iy (ren o ().
The random vector R depends on the parameter g = (Ag,&R), where

Ar = (@, 0p), &r = (ar, br,op).

The parameter of interest is the vector Ag and &; is the vector of nuisance parameters.
We will assume the vector Jy to be a sufficient statistic for the parameter ;.
The conditional log-likelihood is

B (\rlo(J1),7) = log (fity (runlo (Jr)))
N—-1

— Z log ffil (rj11lo (J1))

<
Il
o

=2

= log fn (rj1|nd, vg?). (3.6.9)
j

Il
o

We will maximize the function % (. |0 (J;),7) to estimate the parameter \g.

For computing the function (¥ (.|o (J;),7) we need to know the value of the
Lebesgue integral that appears in 1)122’3' . This would not be a problem if the process I
was continuously observed, but because the process I is discretely observed we need
to estimate those integrals. The integrals are estimated by the trapezoid method:
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. ti+1 tj+1 e
Jy = / I(u—71)du =~ / (yjk + (u — tj)yijka> du
¢ t

; ti+1 —t;
A
5 (Wjt1-k +Yj-k)-

The approximation is based in integrating the linear interpolation between the obser-
vations at times ¢; and ¢;41.

Due to how we define the approximation function gZ;I in (3.6.1). We do not need to
differentiate between the returns at times before 7 and after 7, because the conditional
distribution of the returns satisfies equation (3.6.2) independently if t; 11 <t =7 or
tj+1 >t =1T.

It is possible to obtain an analytical expression for the maximum likelihood esti-
mators of u and op.

Proposition 3.6.2. The maximum likelihood estimates of i and op are

PR
7=0 th

AZN 11#’

N—

B 1
op = N \/TJ
7=0

Proof. From equation (3.6.9) we have that

,_.

N-1 1 N
Brlo (), m) = > —log< \/J]27r> 3 775_
=0 opy/J;
N-1 N-1
= —Zlogap—ZIOg\/J?Qﬂ
7=0 7=0
1 V= (1"]2+M2A2 —or yA)
_= .
2 j=0 opJy
N-1
= —Nlogap—ZIOg\/JJ%r
7=0
| N 7’32 J2A? N-1 oy LA N-1 "
T20% 2 L T 203 2 g T o3 2u G
P j=0 Yr P =0 Y1 P =0 Y1

N-1
Arlo(Jr),7) = —Elogz—ZIOg\/J?QW
§=0
SIS AR L AR
¢ i ¢
2z = Jr 2z = Jr B 0
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Let us now take the partial derivatives with respect to u and z:

O (Aplo(Jr),7)  pA? Ni 1 A 7y
- TR Tt
On 2 =7 =0 J7
N—-1 N—-1
1 1 ;
= -t 4y 2,
“ =0 Jr =0 Jr
OFAplo(Jr),7) N 1 =rF p2A2E 1 uA S
R T T taElgn T o 2 gn T w2
=0 YI j=0 YT =0 YJ
N-1 2 2 A2 N-1 N-1
1( N 1 ri WA 1 rj
= S| gty ot o HA Y
z 2 2y 2 3 =0 Jr

To get the critical values we have to equate the partial derivatives to zero. Since z > 0
it is sufficient to solve the following equations

N—-1
2 —
—uA Z th +A Z = 0, (3.6.10)
7=0
N— 2 2 9 N—-1 N-1
N 1 A 1 T
-5 2 52% Z?—“AZ% = 0. (3.6.11)
=0 J; j=0 Jy j=0 Jy

For equation (3.6.10) we have that a possible estimate for pu is

N-1 715
D
7 I
f= AZN T #. (3.6.12)
Also from equation (3.6.11) we get that a possible estimate for z is
N-1 2 9 N— N—
X 2 (1 73 1 r;
== N (2 ; Z I Z T
j=0 YT j=0 I j=0 I
N-1 2
1 «— — A
- = Lo (3.6.13)
7=0 J;j
So, a possible estimate for op is
2
N-1
. 1 rj — pA
= | = 6.14
op N = (3.6.14)
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The Hessian matrix of the conditional log-likelihood is the following

o Oudz
Pt Arlo(Jr).m) PRl (Jr).T)
0z0u 022

(621R(ARIU(JI),T) 821R()\RU(JI)7T)>
A2 —~N-1 1 1 2 N-1 1 N-1 rj
Tz Zj:l JTJ 22 (NA ijo F_AZ]'ZO JtJJ>
I I I

2
1 2y N-1 1 N-1 1§ A | 1NN s
g <MA >izo G A>T, th> 3 32 je1 \/JT]
I I I

Substituting the possible estimates for y and z defined in equation (3.6.12) and (3.6.13)
respectively into the Hessian matrix, we obtain the following

A2 —=N-1 1
—F 2j=1 7 0
2
0 L[ Lyt ri—fiA . (3.6.15)
23 2 7=1 th
I
The eigenvalues of the matrix (3.6.15) are
A2 N-—1 1
Y
z = J[J
2
N-1 .
)\2 = — 1 TJ—MA
223 7
J=1 Jy

Since both eigenvalues are negative we have that 1 and 2 maximize the conditional
log-likelihood function. O

3.6.2 Model Selection

Since 7 can only take a finite number of wvalues, remember that

T € {0,A,2A,...,MA = L}. The problem of the estimation of 7 can be reduced
to a model selection problem. That is, we would select among the following different
models for the price data:

X(t):X(0)+/0 ,udu—l—/o op\/I(u— Ar)dWp(u),

for r = 0,1,..., M. Since the process (I(t));>0 is given, we can use the conditional
likelihood function defined in Section 3.6.1. According to the literature (deLeeuw,
1992, p. 605), we should select the model that minimizes the Akaike information
criterion, which is defined as

ALK, =2~ 2% (Aplo (J1),7 = 7A) for r =0,1,... M, (3.6.16)

where ¢ is the number of parameters of the model and A r = (f1,6p) is defined as in
Proposition 3.6.2. Another method consists of minimizing the Bayesian information
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criterion (Neath & Cavanaugh, 2012), defined as
BIC, = qlog(N) — 2% (XR o (J), 7 = rA) for r = 0,1,... M. (3.6.17)

Since the number of parameters is ¢ = 2 for all » = 0,1,... M then, minimizing the
Akaike information criterion and the Bayesian information criterion is equivalent to
maximizing the following expression

1 (5\3|0(J1),T = T‘A) forr=0,1,... M.
That is, we select the model that maximizes the conditional log-likelihood.

3.6.3 Numerical experiments

For the evaluation of the techniques presented in Section 3.6.1 and in Section 3.6.2, we
perform the following experiment. We generate 1000 realizations of N = 1000 steps
of the processes defined in equations (3.2.1)-(3.2.2) with the parameters

ar =05, by =006, o;r=015, p=02, op=2 7=10A,
with time step A = 0.1, L = 20A and initial values P(0) = 100 and
I 2 4
¢'(t) =0.054 0.1 cos <4t + 5) for t € [-L,0].

For each of the realizations we estimate the parameters of the model using the tech-
niques explained in Section 3.6. Once we estimate the parameters of all of the simula-
tions, we compute the mean of the estimated parameters and its standard deviation.
The results are shown in Table 3.1. The method gives good estimates for the param-
eters, especially for those that appear in the price equation (3.2.1).

H Parameter True value Mean Standard deviation H
ay 0.5 0.540466 0.110240
br 0.06 0.060265 0.007219
o1 0.15 0.150133 0.003414
I 0.2 0.199620 0.03945
op 2 2.000897 0.045047
T 10 A 10.013 A 0.304682 A

TABLE 3.1: Mean and the standard deviation of the estimated pa-
rameters using the estimation method explained in Section 3.6 for
1000 realizations.

3.7 Option pricing

In this section, we will be interested in pricing plain vanilla options with strike price
K and expiration date T'. That is, we are interested in pricing European call options
with payoff (P(T)—K)* and European put options with payoff (K —P(T))*. Because
the expiration date of the options is T we assume that ¢ € [0,7] and F = Fp.
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3.7.1 Change of measure

For pricing options, we would like to use a risk-neutral measure. To obtain a risk-
neutral measure, let us define the following processes

Wp(t) = Wp(t) + /Ot Op(s)ds for t € [0,T7,

Writ) = Wi(t)+ /Ot 0r(s)ds for t € [0, T

and

exp

exp{ /Otep (5)dW (s )—/Otez(s)dws)}
{ % Ote dsi/ote%(s)ds} for t € [0, T,

where (0p(t))ico,r) and (01(t))ico,) are two adapted processes with respect to
(Ft)ejo,r- If the process (Z(t))icpo,r] is a martingale with respect to (F)ejo,r) then
we can apply the Girsanov theorem. If Z is a martingale then by the Girsanov the-
orem (Wp(t), Wy (t)) te[o.7] 8 & two dimensional Brownian motion under the measure
Q, where

Q(A) = /A Z(T)dP YA € F.

We will show that under the appropriate choice of 8p and 6; the process Z is a
martingale.

To have a risk-neutral measure, we need to ensure that the discounted price process
under the new measure @ is a martingale. If the price process under Q) satisfies the
following stochastic differential equation

dP(t) = rP(t)dt + opP(t)\/I(t — 7)dWp(t) (3.7.1)

then it is possible to show that the discounted price process is a martingale.

To obtain equation (3.7.1), different values for the adapted processes 0p and 6;
can be taken, implying that there are infinitely many risk-neutral measures. In this
case, we choose the following values for the processes p and 0;:

op) = PTEIC-T v (3.7.2)

op\/I(t— T)

A1

where A1, A2 € R.
We chose 0p and 07 as in equations (3.7.2) and (3.7.3) respectively, for the following
reasons:

1. It is possible to obtain the risk-neutral price equation (3.7.1).
2. The interest is still a Cox-Ingersoll-Ross process under the measure Q.

To obtain equations (3.7.4) and (3.7.5), we need to prove that (Z(t))icjo,r) is a
martingale with respect to (F)sc(0,1)-
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If we assume for a moment that (Z(t))icp7] is a martingale, then we can apply
the Girsanov theorem, and under the measure @ we have the following system of
stochastic differential equations

dP(t) = rP(t)dt+opP(t)\/I(t —7)dWp(t) with P(0) =p € Ry, (3.7.4)
dI(t) = (a[b[ — A1 — (a[ + )\2 dt + o1/ (t)dWI*(t) (3.7.5)

if te(0,7]and I(t) = ¢! (t) when t € [~L,0].
Under the probability measure Q equation (3.7.5) can be rewritten as
dI(t) = ap(by — I(t))dt + op/I(t)dW;(t) when t € [0,T]  (3.7.6)
and  I(t) = ¢!(t) when t € [-L,0],

where a;y = a; + A2 and by = %

FEm el If we impose the conditions

2&]3[

57— = 1 (3.7.7)
o7
ar > 0, (3.7.8)

then equation (3.7.6) has a strong solution (Gulisashvili, 2012, p. 44) and it is greater
than zero almost surely (Gulisashvili, 2012, Theorem 2.27 ).

Theorem 3.7.1. If conditions (3.7.7) and (5.7.8) are satisfied, then (Z(t))iejo,r) i
a martingale with respect to (Fy)ejo,1)-

Proof. We know that (Z(t)).co,r) is a non-negative local martingale because Z is
the stochastic exponential of a local martingale (Klebaner, 2012, p. 227). Hence it
is a supermartingale (Klebaner, 2012, Theorem 7.23). Because of that it is enough
to prove that E[Z(t)] = Z(0) = 1. Conditioning with respect to F;'? and using
Proposition 1.4.1, we have

E[Z(t)]
_E [exp{—/ottgp(s)de(S) _ ;/OtG%(s)ds—/otQI(s)dW[(s)—;/OtH%(s)ds}]
_E [exp —/Otéf(s)dWI(s)—;/OtG?(s)ds—; Oteg(s)ds}

Now define the process Z' as

2 = exp{/ot Gy (5)dWi (s) — ;/Ot é%(s)ds} for t € [0,7],

where ; = —6;. Because conditions (3.7.7) and (3.7.8) are satisfied, then by Propo-
sition 1.4.3 we know that Z’ is a martingale. So, we have just shown that

E[Z(1)] = E[Z'(t)] = Z'(0) = 1
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O

3.7.2 Pricing call options

In Section 3.7.1 we proved the existence of a risk-neutral probability  under which
we have the following dynamics for the Bitcoin price:

dP(t) = rP(t)dt+ opP(t)\/I(t —7)dWp(t) (3.7.9)
with P(0) =p € Ry = (0, 00),

dI(t) = ar(by — I(t))dt + or\/I(t)dW;(t) when t € [0,T]  (3.7.10)
and I(t) = ¢'(t) t € [-L,0],

where by € R, 7 € [0,L], » >0 and L,op,or,ar > 0 with the condition @ >1. It
9T

is possible to show that the discounted process P, that is defined as P(t) = e "*P(t)
for t € [0,T7], is a martingale with respect to the filtration (F3)c[o,7) under the risk-
neutral measure Q. That is

Eq [P(t) \]—"S} = P(s) for T >t > s,

where Eq symbolizes the expected value under the measure Q.

Proposition 3.7.1. The discounted price process P is a martingale with respect to
the filtration (Fy)iejo,m on the probability space (22, F, Q).

Proof. Applying the It6 formula to (e*”P(t))te[o 7 We have
dP(t) = opP(t)\/I(t — 7)dWp(t) with P(0) = p > 0. (3.7.11)

From equation (3.7.11) we know that P is a local martingale (Klebaner, 2012, Remark
4.6). Using the It6 formula it is possible to show that

P(t) = P(0) exp {_UQP /OtI(u — 7)du + op /Ot \/mdw;;(u)} :

Because the process P is a positive local martingale, we know that P is a supermartin-
gale (Klebaner, 2012, Theorem 7.23). So it is enough to show that

Eq[P(1)] = P(0).

Conditioning with respect to ]-'tW I and using Proposition 1.4.1, we have:

Eq[P(t)] = Eq [15(0) exp {—"5) /Ot I(u—7)du+ op /Ot def,(u)H

= P(0)Eq {exp{—ajj/otf(u—ﬂdu}
Eq [exp{ap/ot \/de?S(U)}‘ffV;”

= P(0).
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It is possible to show that the discounted price process P is also a martingale with

respect to the delayed filtration (]:—t>te[0 -

Corollary~3.7.l. The discounted price process Pisa martingale with respect to the
filtration (F¢)iepo,r) on the probability space (2, F, Q).

Proof. Since Fy C F; for all ¢ € [0, 7], we obtain by application of Theorem 3.7.1:
1) [p(t)‘ﬁs] = Eq [EQ [P(t)‘]:s]
= Eq {15(8)‘ 7|
= P(s),

7]

where T" >t > s > 0 and the last equali:cy comes from the fact that the process Pis
adapted with respect to the filtration (F)eo,7)- O

In this section, we would like to price a European call option with expiration date
T and strike K. Because the discounted price process P is a martingale, the price of
the call option under Q is

C(0) = Eq [e7™(P(T) — K)*] .

Before pricing a call option, notice that:

’ I _ fET o' (u)du + foT I(u)du ifT>T

—T

(3.7.12)

From equation (3.7.12) we need to differentiate two cases for pricing options, depend-
ing on whether 7 <T or 7 > T.
It is not difficult to see that the price process satisfies the following equation

0.2 t t
P(t) = P(0) exp {rT - 2P/0 I(u—7)du + ap/o de;(u)} . (3.7.13)

From equation (3.7.13) the logarithm of the price process X, with X (t) = log P(t)
for ¢ € [0,T] can be expressed as

1 t t
Xt)y=x+rt— 3 / oI (u—7)du + / opvI(u—T7)dWp(u) (3.7.14)
0 0
with X (0) = = = logp.

3.7.3 Pricing a call option when 7> T

From equation (3.7.14) and because 7 > T we have that

X(T)=xz+rT— ;/OTO'I%QbI(U—T)dU—F/OTJP\/QZ)I(’UJ—T)dW;(U) with X (0) = =.

(3.7.15)
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From the properties of the Ito integral (Klebaner, 2012, Theorem 4.11) we have that
X(T) ~ N (px,0%)

where
1 T—1
Lx = g:+rT—2/ o%¢! (u)du, (3.7.16)

T—T
0% = / o5l (u)du. (3.7.17)

The price of a call option when the expiration time 7" < 7 is just a generalization of the
Black-Scholes-Merton formula, so the price of a European call option with expiration
date T' < 7 and strike K is

C(0) = P(0)Fn(ch[0,1) — Ke " Fy(d2[0, 1),
where
0'2 —T
log (@) +rT + £ f_TT ¢! (u)du

\/0123 f_TT_T & (u)du

T—T
d2 = d1 — \/0'12:,/ ¢I(u)du,

and Fv(.|0,1) is the cumulative distribution function of a standard normal random
variable (Wilmott, 2006, p. 148).

d =

3.7.4 Pricing a call option when 7 < T

For computing the price of the call option, we will first compute the characteristic
function of the random variable X (7"). The characteristic function of X (7") is defined

as
XM (\) = Eq [GW“T)} for all A € R.

For computing the characteristic function of X (7') with 7 < T, it convenient to
differentiate between what happens before 7 and after 7. To that end, let us define
the process 7 as

Zt) = X(t+7)—X(1)+z—rt
1 t t
= x— 2/ o%I(u)du +/ op\/I(u)dBp(u) for t >0, (3.7.18)
0 0
where the last equality comes from the application of Theorem 1.2.1 and Bj(t) =

Wp(t + 1) — Wp(r) for t > 0. Notice that Z satisfies the stochastic differential
equation

dZ(t) = —%U%I(t)dt + op\/I(t)dBp(t) with Z(0) = .
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The random variable X (7") can be expressed in terms of the random variable Z (T —7)
as

X(T) = X(r)—a+r(T—7)+Z(T -
= rT—/ ol u—Tdu—i-/ opy/ ¢ (u—71)dWp(u) + Z(T — 7).

Because Bp(t ) 1s independent of Fr VP for all ¢ > 0 then we have that Z(t) is inde-
pendent of Fr WE for all ¢ > 0.
Conditioning with respect to ]-"XV P we obtain

XDy = E{ei)\(X(T)forr‘(Tf‘r)JrZ(Tf‘r))}

_ EQ [EQ [ei)\(X(T)—w+r(T_T)+Z(T_T))

%)
9]

— Eq |:ei)\(X('r)fa:+r(TfT))} Eq [ei)\Z(TfT)] ‘ (3.7.19)

— Eq [ei)\(X(T)—x-i-r(T—T)) Eq [ GNZ(T=T)

The first expectation of equation (3.7.19) can be computed as

Eq ei)\(X(T)ferr(TfT))} Eq {ei)\rTf% J7 0% (u—7)dutiX [] op ¢1(u77)dWl§(u)}

”2
_ ei)\'rT— £ 0>ia+A?)

)

where the last equality comes from the properties of the Itd integral (Klebaner, 2012,
Theorem 4.11) and €® = f_OT o' (u)du

Now, for computing the characteristic function of X (7") we first need to compute
the characteristic function of Z(T — 7). If we define the process V as V(t) = o%1(t)
for t > 0, then Z(T — 7) can be written as

1 T—1 T—1
2T 7=z /0 Vdu+ [ /V(@)dBs(w)

0

By application of the It6 formula, we have that V' satisfies the stochastic differential
equation

dV (t) = ay (by — V(t))dt + oy /V (t)dW;(t) with V(0) = o264 (0),
where ay = ay, by = U%;ZNJ] and oy = opoy. From condition (3.7.7) we have that

2avby  2arby

75— o Z
Oy o7

The Feller condition is still satisfied, so the process V is greater than zero with prob-
ability one. The process (Z, V') satisfies the Heston model (Heston, 1993). The char-
acteristic function of the log price in the Heston model is known, so the characteristic
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function of Z(t) with ¢ > 0 can be written as
(I)z(t)()\) = Eq [eiAZ(t)}
1— —dt
= exp {i)\az + bvava;2 {(av —d)t —2log (ge)] }

I—yg
exp {V(O)o;g [(av —d)(1 dte_dt)] } 7

1—ge™
with
d = (a —o%(—ix—2)"?
_ay—d
N ay +d

(Madan, Reyners, & Schoutens, 2019). We have just shown that
0_2
PX(M(\) = gNT=Z N GZ(T=7) ().

The benefit of having a closed formula for the characteristic function of the log

price is that we can price European options with it.
If we assume that Eg[eC®TDX(T)] is finite for some § > 0, then the price of the call
option with strike K and maturity 1" can be computed as

C(0) = Eq [e"(P(T) - K)T] = e et /0 - e Mg K 5 ()\)d\, (3.7.20)

™

where
e TOXT) (X — (5 +1)i)

A) = .
N = i
(Carr & Madan, 1999, p.64). This result allows us to compute the price of European

call options using the characteristic function of X (7). But first we need to show for
which values of § the expectation Eg[eC®TDX ()] is finite.

Proposition 3.7.2. Let 6 € R and D = a3 + 0%0%(6 — 62), then
1. If D > 0 then EQ[eSX(T)] < 0.

2. If D <0 then limp_,p+ Eq [eSX(T)] = 00, where

= 2 (s (D)) o

Proof. Using similar techniques as the ones used to obtain equation (3.7.19), we can
show that Eq[e®*(")] can be written as

Eg [GSX(T)} — g [GS(X(T)—:HT(T_T))} Eq [GSZ(T—T)}

— Eg [ SrT=3 [ 030! (u—r)du+3 [] opr/ (uf'r)dW}’;(u)]

Eq [eSZ(T—T)} . (3.7.21)
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The first expected value that appears on equation (3.7.21) is the moment generating

function of a normal random variable, hence this expectation is finite. So Fg [eSX (T)}

will be finite if and only if Eq [eSz (T*T)} is finite. We have seen that Z is the log-
price of the Heston model (Heston, 1993). The values for which the expected value

52(

Eq [e t)} is finite have been studied previously. If we define D = a?, — 0‘2/(52 —9),

then from the results given by Friz and Keller-Ressel (2010) we have that
1. If D > 0 then EQ[eSZ(t)] < oo for all £ > 0.

2. If D <0 then lim;_4+ Eq [egz(t)} = 00, where

= \/% <7r + arctan <{f)) : (3.7.22)

Notice that the value D can be written as D = a3 — (7129(7%(52 — 5) From equation
(3.7.22) we have that when D < 0: limp_p+ Eq[e®?(T=7)] = oo, where

T = \/% <7r+arctan (T)) 4T

O]

Remark 3.7.1. In this chapter, we assume that the Brownian motions that model the
price and interest processes are independent. A discussion about how we could create
a model with correlated Brownian motions is presented in Appendixz A.

3.8 Market option prices

In this subsection, we price European options using the model introduced in this
chapter. The parameters, of the model are estimated from historical market data.
With these values for the parameters we price different options and compare the
results obtained with their market prices. Firstly we select a risk-neutral measure
with A} = 0 and Ay = 0 (defined in equation (3.7.3)). That is, the interest process is
the same under the physical measure IP and under the risk-neutral measure Q. For
pricing the options, we assume that r = 0. To check the performance of our model,
we compute the root mean square error:

n

1 2
= |- MidPrice; — Model Price;
rmse - ;:1 (MidPrice; odel Pricej)

and the relative root mean square error:

% Z?Zl (MidPricej — Modele'cej)2
> iy MidPrice? ’

rrmse =

: . . . AskPrice;+BidPrice;
where n is the number of options and MidPrice; = skelirice; tBwdrce;

2
As we have seen in Section 3.7.1 we can pick any values for A\; and Ao as long
as conditions (3.7.7) and (3.7.8) are satisfied. This gives a certain flexibility to our
model. We would like to choose a risk-neutral measure in which the values for A1 and
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A9 are optimal. Because of that the values for the parameters A1 and Ao are selected
by minimizing the relative root mean square error. In this case, the drift term of the
interest process will be different under the measure IP and under the probability Q.
However, the diffusion part will be the same in both measures.

The option market data used in this section is explained in Section 1.6. For
estimating the parameters of the model, we use a temporal window of one year of
historical data. That is, for pricing the options taken at the date 2019-04-01, the
parameters of the model are estimated using the historical data from 2018-04-01 to
2019-04-01. In the case of the options taken at 2019-05-01, we use historical data
from 2018-05-01 to 2019-05-01 for estimating the model parameters. We proceed in a
similar manner for the rest of the options taken at different dates.

As we have seen in Section 2.4 we identify two valid proxies for the interest, when
it is modelled by a Cox-Ingersoll-Ross process. One of these proxies is the number
of Wikipedia views of the keyword “Altcoin". The other one is the unique number
of active addresses. Because of that we separate the analysis into two parts. In the
first part, we do the pricing of options using Wikipedia views as proxy for the interest
(Section 3.8.1). In Section 3.8.2 we price the options using the number of addresses as
the proxy for the interest. All historical data have a daily frequency that is, A = %
and 7 can take values in {0, 1A, 2A, ... 20A}. An explanation of the market attention
data used in this section can be found in Section 1.6.

3.8.1 Wikipedia views

In the case we select the number of Wikipedia views of the keyword “Altcoin” as a
proxy for the interest, the values for the estimated parameters are shown in Figure 3.1
and in Figure 3.2. Figure 3.1 shows the estimated parameters of the Cox-Ingersoll-
Ross process for each of the temporal windows. We can observe that the values of the
estimated parameters of the interest process vary with time, this phenomenon was also
observed in Chapter 2. The estimated parameters related to the price equation (3.2.1)
are shown in Figure 3.2. For each temporal window, we estimate the parameters using
the techniques explained in Section 3.6. The results show that in all windows, the
estimated delay is always greater than zero.

Each temporal window has a duration of one year and, for example, when the date
2019-09-01 appears on the x-axis of Figures 3.1 and 3.2, this means that the data used
to estimate the model parameter are taken from 2018-09-01 to 2019-09-01.

Remark 3.8.1. The first temporal window shown in Figures 3.1 and 3.2 should be
from 2018-04-01 to 2019-04-01. However, during the temporal frame 2017-09-01 to
2018-09-01, the of number of Wikipedia views takes the value zero several times. Be-
cause of that, we start estimating the parameters of the model from 2018-09-01 to
2019-09-01.

With the values of the parameters shown in Figures 3.1 and 3.2 we compute the
prices of the options taken from 2019-09-01 to 2021-09-01 and we compare them with
their market values. The root mean square error and the relative root mean square
error are shown in Figure 3.3 and in Figure 3.4 respectively. The values of these options
are computed under the risk-neutral probability @Q, where A\; = Ao = 0. From Section
3.7.1 we have seen that A; and A2 can have different values as long as conditions (3.7.7)
and (3.7.8) are satisfied. We select the values of A\; and Ay that minimize the relative
root mean squared error. To that end we use the use the Python function “minimize”
with the algorithm “Sequential Least Squares Programming”, this function is included
in the Python package “SciPy”. For these new values of A; and Ay we obtain a new
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root mean square error and a new relative root mean square error. These are also
shown in Figure 3.3 and in Figure 3.4.

In addition, for these new values of A\; and Ay we obtain new values for the param-
cters ay and by, which are shown in Figure 3.5. As we can observe in Figure 3.5 the
values of the calibrated a; and by vary more through time than the estimated ones.

We also compute the prices given by the Black-Scholes-Merton model. The pa-
rameters of the model are estimated by the maximum likelihood estimator method
using historical data. The temporal windows used for this model are the same as the
ones defined above. The root mean square error and the relative root mean square
error obtained by the use of Black-Scholes-Merton model, are shown in Figure 3.3 and
in Figure 3.4 respectively. The results obtained by the Black-Scholes-Merton model
are in some instances better and in some instances worse than the proposed model.
However, when we calibrate the proposed model, the model defined in Section 3.2
obtains better results. In addition, we divide the relative root mean square error
obtained by the proposed model by the relative root mean square error obtained by
the Black-Scholes-Merton model. The results are shown in Figure 3.6. When the
value is less than one, it means that the proposed model gives better results than
the Black-Scholes-Merton model. We can observe in Figure 3.6, that the model with
calibration is better that the Black-Scholes-Merton model. When the model is not
calibrated, the proposed model is not consistent in achieving better results than the
Black-Scholes-Merton model.

3.8.2 Unique addresses

Another proxy that we consider is the daily number of unique active addresses. The
results of the parameters related to the interest process are shown in Figure 3.7. The
estimated parameters that appear in the price equation (3.2.1) are shown in Figure
3.8. In general, the delay parameter is always greater than zero, except for some
periods in which it has the value 0.

As in Section 3.8.1 we price the options taken for the dates 2019-04-01 to 2021-
09-01. We compute the root mean square error and the relative root mean square
error, using the values of the parameters shown in Figures 3.7 and 3.8. The root
mean square error and the relative root mean square error that we obtain are shown
in Figure 3.9 and in Figure 3.10 respectively.

As we did before, we would like to select the value for A\; and Ay optimally. For
these new values of A\; and Ay we obtain a new root mean squared error and a new
relative root mean square error, that are also shown in Figures 3.9-3.10.

As in Section 3.8.1 for these new values for A1 and Ao, we have new values for the
parameters a; and br. These are shown in Figure 3.11. In this case, we can see that
in general, the calibrated parameters are greater than the estimated parameters.

We also show the values for the root mean square error and the relative root mean
square root in Figures 3.9-3.10 obtained using the Black-Scholes-Merton model. As
we can observe, the Black-Scholes-Merton model gives similar results to the proposed
model. But when we calibrate the proposed model, we obtain better results than the
Black-Scholes-Merton model. We again compute the ratio between the relative root
mean error given by our model and the ratio between the relative root mean error
obtained by the Black-Scholes-Merton model. These results are shown in Figure 3.12.
When the model is calibrated, the results given by the proposed model are better than
the results given by the Black-Scholes-Merton model. However, this is not the case
when the model is not calibrated.
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3.9 Conclusion and future work

In this chapter, we proposed a model for pricing Bitcoin options in which the volatil-
ity is proportional to the market attention. In this case, we assume that the interest
follows a Cox-Ingersoll-Ross process. In Chapter 4 we will use an inverse Gaussian
Ornstein-Uhlenbeck process, and this will allow us to incorporate jumps into the
volatility process. In addition, we showed how the change of measure could be per-
formed and we derived a semi-closed formula for pricing plain European options. We
compared the prices given by our model with the real market data and showed that
our model gives better results than the Black-Scholes-Merton model.

In the model presented in this chapter, the Brownian motions that appears in
equations (3.2.1) and (3.2.2) are uncorrelated. In Appendix A we introduced a model
with correlation and we derive a semi-closed formula for pricing European options. In
future work, it would be interesting to study this correlated model. In addition, as has
been proposed before, another interesting topic for study would be the construction of
models in which the volatility is affected by several proxies of the interest (Cretarola,
Figa-Talamanca, & Patacca, 2020). In this case we will have a model that is similar
to the double Heston model (Christoffersen, Heston, & Jacobs, 2009, p. 8).
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F1GURE 3.1: Estimated values for the parameters of the model defined

in Section 3.2 related to market attention process, when the proxy of

the market interest is the number of views on Wikipedia of the keyword
“Altcoin”.
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FI1GURE 3.2: Estimated values for the parameters of the model defined

in Section 3.2 related to the price equation, when the proxy of the

market interest is the number of views on Wikipedia of the keyword
“Altcoin”.
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FIGURE 3.3: Root mean square error when the proxy of market at-
tention is the number of Wikipedia views of the word “Altcoin”.
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FI1GURE 3.4: Relative root mean square error when the proxy for mar-
ket attention is the number of Wikipedia views of the word “Altcoin”.
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FIGURE 3.5: Calibrated values for the parameters a; and b; when the
proxy of the market interest is the number of views on Wikipedia of
the keyword “Altcoin”.
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FIGURE 3.6: Relative root mean square error given by our model

divided by the relative root mean square error obtained by the Black-

Scholes-Merton model, when the proxy for market attention is the
number of Wikipedia views of the word “Altcoin”.
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Scholes-Merton model, when the proxy of the market interest is the
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Chapter 4

A Simple model with an
Ornstein-Uhlenbeck interest
process

4.1 Introduction

In Chapter 3 we constructed a simple model for Bitcoin option prices. In Chapter
3 we assumed that the market attention follows a Cox-Ingersoll-Ross process. As
we saw in Chapter 2 we could in some cases use an Ornstein-Uhlenbeck process to
model the interest. In this chapter we will introduce a model that has the same
price structure as the model introduced in Chapter 3, meaning that only the volatility
of the log-price is affected by the market attention. In this case, we will assume
that the interest process follows an inverse Gaussian Ornstein-Uhlenbeck process, so
in that way we include jumps when modelling the interest process. The reason for
extending the model presented in Chapter 3, adding jumps in the interest structure
comes from A. Hou, Wang, Chen, and Hérdle (2020). In this article, the authors fit
to the historical data of Bitcoin several stochastic volatility models. They show that
the model that gives the best fit to the data is the model that includes jumps in the
volatility structure.

We will show that some results obtained in Chapter 3 can also be applied to this
particular case. The idea of using an Ornstein-Uhlenbeck process for modelling the
volatility of the price was introduced by Barndorff-Nielsen and Shephard (2001) and
these types of models are usually called Barndorff-Nielsen and Shephard models.

Formally, we introduce the following model. Let us assume (€2, F, P) to be a prob-
ability space, that contains a Brownian motion Wp and a Lévy process Z;. Further-
more, assume that Wp and Z; are independent. The process Z; is the background
driving Lévy process of an IG(ay,br)-Ornstein-Uhlenbeck process with parameter
Ar > 0. We assume that the interest process I is this inverse Gaussian Ornstein-
Uhlenbeck process with background driving Lévy process Zj.

Due to the fact that Z; is the background driving Lévy process of an IG(az,by)-
Ornstein-Uhlenbeck process, we have that Zj is a positive Lévy process. Hence Zj
has finite variation on a bounded time interval (Cont & Tankov, 2004, Proposition
3.10). In addition, we have that Z satisfies:

Ele 41| = exp{ — - 1—e ™) vr(dz)p forueR
[ p (dz) ,
0
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where v7 is a Lévy measure (Barndorff-Nielsen & Shephard, 2001, p. 6). So the Lévy
triplet of Z; can be written as (yr,0,v;) where

v = / zvr(dr).
|z[<1

In addition, the Lévy measure vy can be written in terms of a Lévy density w; as
vr(dx) = wy(z)dr where

ar  _3/2 2\, —ib2z
wi(zr) = ——=x 1+ bjx)e 27171 x).
@) = S a4 e M g ()
Also we have that the process Z; jumps infinitely often because [;°wr(x)dz = oo
(Nicolato & Venardos, 2003, p. 449).
Since the process I is an IG(as,br)-Ornstein-Uhlenbeck process with parameter
Ar > 0, it satisfies the following stochastic differential equation

d[(t) = —)\]I(t)dt + dZ]()\[t) when ¢ > 0.

When t € [~L,0] we assume that I(t) = ¢!(t), where ¢! : [~L,0] — (0,00) is a
continuous and deterministic function and L > 0.

Some of the results used in previous chapters are valid for left-continuous processes.
We know that the process I has almost surely cadlag paths (Valdivieso, Schoutens, &
Tuerlinckx, 2009, p. 4). Because of that we define the process I~ = (I7(t))t>0 as

I (t) = lim I(s) almost surely. (4.1.1)
s—t—
We know that the limit (4.1.1) converges almost surely, because the process I has
almost surely cadlag paths. Notice that since the process I is cadlag, we have that
the process I~ has almost surely ciglad paths.
Finally, for the price process P we assume that it satisfies the following stochastic
differential equation

dP(t) = (u + “2%’1 (t— ﬂ) P(t)dt + op/T-(t — T)P(£)dWp(t),

where p € R, op >0, 7 € [0, L] and P(0) =p > 0.
In addition, we assume that there is a bond or a market account (B(t));>0 with
known interest rate r > 0, that satisfies:

So, at the end, we have assumed that the price process P and the interest process
I satisfy the following system of stochastic differential equations:

dP(t) — (u + "21231— (t - T)> P()dt + op /T (= D) PO AWp(t) (4.1.2)
with P(O) =pe Ry,
dI(t) = —AI(8)dt +dZ;(Art) when t > 0 (4.1.3)

with I(t) = ¢!(t) when t € [-L,0].

Let us define (.FtW r ) . and (]—'tZ ! ) . to be the filtrations generated by the
t> t=>
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Brownian motion Wp and the Lévy process Z; respectively, and we define the general
filtration (F¢)¢>0 to be the filtration defined as

Fi=F"P v F fort >0,

where .EWP \% .7-"tZ ! is the smallest o-field containing ]-'tW P and ]-'tZ . As we did in
Chapter 3 we also define the delayed filtration (F);>0 as

F Frrift <,
! FVev F Ve > 1
We have seen in Chapter 2 that equation (4.1.3) has a strong solution, so the
market attention follows an Inverse Gaussian Ornstein-Uhlenbeck processes. Now we
would like to show that the price equation (4.1.2) has a strong solution. By application
of the It6 formula we can show that equation (4.1.2) has the following strong solution

P(t) = P(0)exp {,ut + /Ot opvV I~ (u— T)de(u)} for t > 0. (4.1.4)

Notice that the It6 integral that appears in equation (4.1.4) is well defined since the
process I~ has almost surely caglad paths.

In most cases, it is more convenient to work with the log-price. Because of that
we define the process X as

X(t) =log(P(t)) = = + ut + /Ot op\V I~ (u—71)dWp(u) fort >0,

where z = log(P(0)) = X (0).

4.2 Estimation

For the estimation procedure, we assume that we have discrete observations of the
processes X and I. We would like to estimate the parameters that appear in the
system (4.1.2)—(4.1.3) using these discrete observations.

Here we will assume that there are N + 1 € IN discrete observations with a time
horizon H. All of these observations are assumed to be equispaced in time with a
time step A = % The lag parameter 7 can only take a finite number of non-negative
values, that is 7 € {0,A,2A,..., MA} where M € IN with N > M and we assume
that there exists a k € {0,1,2,..., M} such that 7 = kA. We also define L = MA.

For the estimation of the parameters, we assume that we have the following ob-
servations {z; }é\;o, {y; ;V: _y for the processes X and I respectively, where z; is the
observation of the variable X (¢;) and y; is the observation of I(t;) with ¢; = jA. The
horizon H can be expressed as H = NA =ty

Remember that when ¢ € [—L,0] we have I(t) = ¢!(t). For the deterministic
function ¢! we approximate it by linear interpolation, i.e.:

() =y; + (t — @)% when ¢ € [t;,¢;11) and j = —M, ..., —1.  (4.2.1)
J J

The approximation function QBI is just linear interpolations of the observations of the
process I when ¢t € [—L,0]. We use the approximation defined in equation (4.2.1) to
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approximate the integrals:

tit+1 tit1
/ ¢I<S—T)d$%/ ¢'(s —7)ds when t € [tj, ;1] and j = —M, ..., —1.

t 2

For the estimation of the parameters of the system (4.1.2)—(4.1.3), we first estimate
the parameters of the interest process and then we estimate the parameters that
appear in equation (4.1.2). For the estimation of the parameters related to the market
attention process, we will use the maximum likelihood estimation method explained
in Chapter 2. In the case of the parameters that appear in equation (4.1.2) we will
use the conditional likelihood estimation method.

4.2.1 Conditional likelihood estimator

As we have said, we estimate the parameters (ay, by, A7) that appear in equation (4.1.3)
using the methods explained in Chapter 2. In the case of the parameters (u, op) that
appear on equation (4.1.2), we will use the conditional likelihood estimation method.

We are interested in the estimation of the parameters (u,op). We will assume
that the lag parameter 7 is given. For the estimation of the parameters p and op
we will use the conditional likelihood method. Instead of using the log-price for the
estimation, we will use the logarithmic returns of the price. Because of this we define
the vector of the logarithmic returns R as

R = (R(to,t1), R(t1,t2),... R(tn—1,tN)),
where
R(tj,tj+1) = X(thrl) — X(tj) forj=0,...,N — 1.

Let us define
Ti+l = Tj41 — Ty fOI‘jZO,l,...,N—l

as the realizations of the logarithmic returns. Let us define the random vector J; as
= (T I
where
. tj+1
J/ = / I (u—7)du for j=0,1...N —1.
tj

Remark 4.2.1. Due to the fact that I is a process with almost surely cadlag paths we
have that

tit1 tjt1
/ I(u—T)du:/ I(u — 7)du almost surely for j =0,1...N — 1.
t t

J J

Using similar techniques as in Chapter 3, it is possible to show that the logarithmic
returns are independent given the o-algebra o(.Jr) generated by the random variable
Jr. In addition, it is possible to show that

fﬁl—l (Tj+1|o-(‘]1)) = fN(TjJrlLuAﬂ U?Z’]) for ] = Oa ) N — 1, (422)
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where fn(.|pA, véj ) is the density function of a normal random variable with mean
#A and variance vé’j that is defined as

Notice that the random vector R depends on the parameter 0z = (AR, &r), where

Ar = (@, 0p), Er = (ar,br, A1).

The parameter g is estimated using the methods of Chapter 2. So, in this case the
parameter of interest is the vector Agp and £g is the vector of nuisance parameters.
The conditional log-likelihood given Jy is

B (Arlo(J1),7) = log fiy (rin|o (Jr))
N—-1

— Z log fﬁl (rj+1lo (Jr))

<
I
o

=z

= log f(rjt1|pd, v3). (4.2.3)
J

Il
o

We will maximize the function % (.|o (J7),7) to estimate the parameter Az. It is
possible to obtain an analytical expression for the maximum likelihood estimators of
wand op.

Proposition 4.2.1. The maximum likelithood estimators of i and op are

N—-1 rj
S
po= f
N—1 1’
A 3
N-1 2
R . 1 Z 7"3 ﬂA
ap N - t;
Proof. See proof of Proposition 3.6.2 in Chapter 3. O

For computing the function (¥ (.|o (J;),7) we need to know the value of the
Lebesgue integral that appears in vf%’]. As we did in Chapter 3 these integrals are
estimated by the Trapezoid method:

, tj+1 ti+1 e
Jy = / I(u—7)du =~ / (yjk + (u— q)W) du
t; tj J+1 J

A
= 5 Wir1—k +yj-n)-
The approximation is based on integrating the linear interpolation between the ob-
servations at times ¢; and ¢;41. Due to how we define the approximation function (;31
in (4.2.1), we do not need to differentiate between the returns at times before 7 and
after 7, because the conditional distribution of the returns satisfies equation (4.2.2)
independently of whether t;,1 <t =7 or tj;1 >t = 7.
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Remark 4.2.2. As we did in Section 3.6.2 we reduce the problem of estimating the
parameter T to a problem of model selection. We select the value of T that mazimizes
the expression:

IR (j\R’U(J]),T:’I”A> forr=0,1,... M,

where A\g = (fi,0p) is defined as in Proposition 4.2.1.

4.2.2 Numerical experiments

Now we would like to test the techniques presented in Section 4.2.1. To that end,
we produce 20 realizations of N = 800 steps of the processes defined in equations
(4.1.2)—(4.1.3) with the following values for the parameters

ar=4, by=10, A;=5 u=01, op=03, 7=104,

with time step A = 0.0125, L = 20A and initial values P(0) = 100 and
I 2 T
¢! (t) = 0.4 + 0.2 cos (30t + 5) for t € [~L,0].

For each of the realizations, we estimate the parameters of the model using the tech-
niques explained in Section 4.2. Once we estimate the parameters of all of the simula-
tions, we compute the mean of the estimated parameters and its standard deviation.
The results are shown in Table 4.1. We can observe that the methods explained in
Section 4.2.1 give estimates that are near to the true value of the parameters.

H Parameter True value Mean Standard deviation H
ay 4 3.935182 0.1068459
br 10 9.7396181 0.284834
A7 5 5.111530 0.064071
I 0.1 0.084563 0.038136
op 0.3 0.299311 0.0075191
T 10 A 10.3 A 2.304343 A

TABLE 4.1: Mean and standard deviation of the estimated parameters
using the estimation method explained in Section 4.2 for 20 realiza-
tions.

4.3 Pricing vanilla options

Now we are interested in pricing European call and put options with strike price K
and expiration date T. Because the expiration date of the options is 1" we assume
that the time ¢ € [0, 7] and the o-algebra F = Frp.

4.3.1 Change of measure

For pricing options, it is required to be under an equivalent probability measure called
a risk-neutral measure. Under a risk-neutral measure, the discounted stock price is
a martingale. As shown by Nicolato and Venardos (2003) in Barndorff-Nielsen and
Shephard models, it is possible to obtain several risk-neutral measures and under these
measures the volatility process is still an Ornstein-Uhlenbeck process. We cannot
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apply the results of Nicolato and Venardos (2003) directly due to the presence of the
delay parameter 7.

Our objective is to construct a risk-neutral measure @ under which the discounted
stock price is a martingale, and the interest process is still an inverse Gaussian
Ornstein-Uhlenbeck process, possibly with different parameters. To do that, we per-
form the change of measure in two steps. First, we change to a measure under which
the market attention process [ is an inverse Gaussian Ornstein-Uhlenbeck process with
different parameters a; and b;. Finally, from this intermediate measure we change to
the desired risk-neutral measure.

First, we would like to find an equivalent Q* such that the Lévy process Z; has
the Lévy triplet (97,0, 97) where

vr(dx) = wi(z)dr = 237[2?%73/2(1 + B%x)e*%i’%x]l(o,oo) (x)dx, (4.3.1)
Y = /| - 207 (dx), (4.3.2)

with a7, by > 0. We choose the Lévy triplet (37,0, %) as shown in equations (4.3.1)—
(4.3.2), because in that way the interest process I is still an IG(&I,I;I)—Ornstein—
Uhlenbeck process. That is, under this new proposed probability measure Q* the
interest process has different parameters a; and by, but it is still an inverse Gaussian
Ornstein-Uhlenbeck process with parameter A; > 0.

Proposition 4.3.1. If a; = aj then there exists an equivalent probability measure Q*
with respect to the measure P such that the Lévy process Z has Lévy triplet (31,0, 0r)
defined as in equations (4.3.1)—(4.3.2).

The probability measure Q* can be expressed as
Q*(A) = / Z*(T)dP for A€ F, (4.3.3)
A

where the process Z* is defined as

Z*(t) = exp | lim Z log(H(AZ(s))) — t/ (H(z) — 1)vr(dx)

l0 s<t |z|>€
|AZI(S)‘>E

(4.3.4)

fort € 10,7, with

79 3
H(z) = 1+ blxe_%(bg_b%)]l

] —|—b%m (O,m)(x)'

Proof. Let us consider the function H to be the function defined as:

~ 72 ~
ar 1 + bfxe_%(bﬁ_b%)]l

Hz) = 4
(@) ar 1+ bz

(0,00)(T)-

Notice that vy and v; satisfy the following relation:

0r(dx) = H(x)vr(dz).
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Nicolato and Venardos (2003, p. 455) showed that if a; = ay then we have that

/R (1 - H(x))QU](dl‘) < 00.

Finally notice that

1 = /|z|<1x(H(x)— Yor(dx) + 1

= / x07(dx) — xvl(dw)—i-/ zvr(dx)
|z[<1 |z|<1 lz|<1

= / x0r(dx).
|z[<1

So, from Proposition 1.1.3 there is an equivalent measure Q* under which Zy is a Lévy
process with Lévy triplet (57,0, 97). In addition, Q* is defined as in equation (4.3.3)
and the process Z* is defined as in equation (4.3.4). O

In Proposition 4.3.1 we showed that Z; is the background driving Lévy process of
an IG(ay, 51)—Ornstein—Uhlenbeck process with parameter A\; > 0 under the measure
Q*. Notice that the market attention process I is still an inverse Gaussian process
and its parameters are the same as in the physical measure except for the parameter
br; that has changed to the parameter br.

Under the probability measure Q* the process Z; is still a Lévy process. But what
happens with the process Wp, it is still a Brownian motion? It is possible to show
that under the measure Q* the process Wp is a Brownian motion and the processes
Wp and Z; are independent (see Section B.1).

Now we would like to find an equivalent measure Q with respect to the measure
Q* under which the discounted stock price is a martingale. To that end, let us define
the process Z as

t 1 t
Z(t) = exp {—/ Op(s)dWp(s) — 2/ 6%(3)6[8} for t € [0,7], (4.3.5)
0 0
where 0p is an adapted process that is defined as
0.2
pt+ I (t—1)—
opy/I=(t—1)

We show in Theorem 4.3.1 that Z is a martingale with respect to (F¢).e[o,7] then by
the Girsanov theorem the process W defined as

Op(t) = " for t € [0, 7). (4.3.6)

W) = Wp(t / Op(s)ds for t € [0,T), (4.3.7)
is a Brownian motion under the measure Q, where
Q(A) = /AZ(T)dQ* VA e F.
Furthermore, the price process P satisfies the stochastic differential equation

dP(t) = rP(t)dt + opP(t)\/I~(t — 7)dW}(t) (4.3.8)
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It is possible to show that when the price process P satisfies the equation (4.3.8), then
the discounted stock price is a martingale with respect to (}—t)te[o,T}-

Theorem 4.3.1. The process (Z(t))icpr) defined in ({.5.5) is a martingale with
respect to (Fi)eefo,1)-

Proof. We know that Z is a non-negative local martingale because Z is the stochastic
exponential of a local martingale (Klebaner, 2012, p. 227). Hence it is a supermartin-
gale (Klebaner, 2012, Theorem 7.23). Because of that, it is enough to prove that
E[Z(t)] = Z(0) = 1. Conditioning with respect to F77 and using Proposition 1.4.1,
we have that

ElZ(t] = E :exp{—/otep(s)de(s)—;/OtH%(s)ds}]

_ B :exp{;/otO%(s)ds}E [exp{/OtGP(S)de(S)H.FtZI”
= F :exp{—;/Otei(s)ds}exp{;/Otel%(s)dsH

= 1forte|0,T].

O

In this case under the measure Q the process Zj is still a Lévy process with triplet
(91,0,7r) and the processes W, and Z are independent (see SectionB.2). In addition,
because P is equivalent to Q* and Q* is equivalent to Q, we have that IP is equivalent
to Q. We have just proved that there exists an equivalent probability measure Q
with respect to P such that the price process P satisfies the equation (4.3.8) and the
interest process is an IG(ay, l~)1)—Ornstein—UhlenbeCk process with parameter Ay > 0.

We still have to show that the discounted stock price is a martingale with respect
to the filtration (F)icpo,77- Using the It6 formula it is easy to see that under Q the
price P can be written as

P(t) = P(0) exp {rt - ”53 /Ot I(u—r)du+op /Ot mdw;;(u)} (4.3.9)

for ¢ € [0,T]. Now we would like to show that
Eq []5(15) |]-"8] = P(s) for t,s € [0,T] such that t > s,

where Eq symbolizes the expected value under the measure QQ and P is the discounted
stock price, that is defined as

P(t) = e " P(t) for t € [0, T].

Proposition 4.3.2. The discounted price process P is a martingale with respect to
the filtration (F¢)iejo,r) on the probability space (2, F, Q).

Proof. From equation (4.3.9) we know that P satisfies the following equation:

P(t) = P(0) exp{—(ﬁj/otf_(u—T)du—l—Up /Ot mdw,*;(u)}.



80 Chapter 4. A Simple model with an Ornstein-Uhlenbeck interest process

Notice that the process P is the stochastic exponential of a local martingale, hence
it is a non-negative local martingale (Klebaner, 2012, p. 227) and hence it is a super-
martingale (Klebaner, 2012, Theorem 7.23). So it is enough to show that

Eq[P(1)] = P(0).

Conditioning with respect to .FtZI and using Proposition 1.4.1, we have that

2

Eq[P(t)] = Eq {]—:’(0) exp {—UQP /Ot I~ (u—7)du+op /Ot mdvv;;(u)ﬂ
= P(0)Eq [exp {—”212’ /Ot I~ (u— T)du}
o [exp {or [ V= riwi( }| #7]]

= P(0).
In addition, the discounted price process P is also a martingale with respect to
the delayed filtration (.7:}> . O
te[0,7)

Corollary 4.3.1. The discounted price process Pisa martingale with respect to the
filtration (Ft)iejo,r) on the probability space (2, F, Q).

Proof. Since F; C F; for all t € [0,T], we obtain by application of Proposition 4.3.2:

Eq [ﬁ(ﬂ(ﬁs} - Eq [EQ [P(t)‘fs} ﬁs}
— Eq [P(s) ﬁs}
= P(s),

where T' > ¢ > s > 0 and the last equality comes from the fact that the process Pis
adapted with respect to the filtration (F).e(o,7)- O
4.4 Pricing call options

We showed that under the risk-neutral probability, the price process P satisfies the
following equation:

dP(t) = rP(t)dt + op /T~ (t — 7)dW} with P(0) = p € Ry, (4.4.1)

where r is a known interest rate, Wy is a Brownian motion, and op > 0. In addition
we have that the interest process satisfies an IG(ay, br)-Ornstein-Uhlenbeck process
with parameter A; > 0, so the interest I satisfies the stochastic differential equation:

dI(t) = =\ I(t)dt + dZ;(At) with 1(0) = yo, (4.4.2)

where Z7 is a Lévy process with Lévy triplet (57,0, 0r) defined as in (4.3.1)—(4.3.2).
In Chapter 2 we have seen that equation (4.4.2) has the following strong solution

I(t)=e ! (I(O)+ /0 t eAISdZI()\Is)> for ¢ € [0, 7).



4.4. Pricing call options 81

Define the process Z7 as

t
Z7(t) :/0 eM3dZ;(Ars) for t € [0,T7].

So, we can express I as

I(t) = e M (1(0) + Z;(t)) for t € [0,T]. (4.4.3)

From the right hand side of equation (4.4.3) we have that the random variable Z7(t)
identifies the distribution of I(¢). From Chapter 2 we have that the characteristic
function of the random variable Z7(t) is

(I)Z}‘(t) (u) _ 60,[ (\/E%—Qiu—\/lg—%ue)‘lt> for all u € R. (444)

In some cases, we will be interested in the process I multiplied by some positive
constant C' > 0. In this case, we will be interested in the distribution of the random
variable CI(t).

Proposition 4.4.1. If V is the process defined as V(t) = CI(t) fort € [0,T] and
C > 0 then V is an IG(ay,by)-Ornstein-Uhlenbeck process with parameter Ay > 0,
where

ay = VCay, (4.4.5)
br

by = ——, 446

v Ve (4.4.6)

Av = AL (4.4.7)

Proof. For equation (4.4.3) we have that the process V satisfies

V() = e M (CI0)+CZi(t)
= e MY(V(0) + CZ(t))
e MYV (0) + Z5 (1)), (4.4.8)

where Z7,(t) = CZ;(t) for t € [0,T]. Equation (4.4.8) shows that the distribution of
V(t) is determined by the distribution of Zj,(t). Let u € R, from the result in (4.4.4)
we have that the characteristic function of Zj,(t) is

(pz;(t)(u) _ E[eiuCZ}‘(t)]

o (\/I;%—QiCu—\/l;%—QiuCe’\It)

o (8 - () e
e .

Notice that from equations (4.4.8) and (4.4.9) we have that V is an IG(ay,by)-
Ornstein-Uhlenbeck process with parameter \yy > 0, where ay, by and Ay are defined
as in equations (4.4.5), (4.4.6) and (4.4.7) respectively. O

(4.4.9)

As in Chapter 3 for pricing vanilla options with expiration date T and strike K,
we need to differentiate between the cases when T < 7 and the cases when T' > 7. In
the case when T' < 7 we have a generalization of the Black-Scholes-Merton formula
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for the price of a call option (see Chapter 3 Section 3.7.3). When the expiration date
T > 7 we need to compute the characteristic function of X (7).

Proposition 4.4.2. Let u € R, the characteristic function of X (T) can be expressed
as: 2
XD () = gturT=F liutu?) Y (T—7) ()

where Y is a process that satisfies the following stochastic differential equation
dY (t) = —*O'PI t)dt + opy/ 1~ (t)dBp(t) with Y (0) = x,

where B} is a Brownian motion, €0 is defined as

and the characteristic function of Y (t) is
(I)Y(t) (u)
1
=exp {zu:p + iA‘jl(—UQ —iu) (1 - e_/\‘/t) V(0) + ay ( b2, —2f1(u) — bv> }

2av fo(u) b%/ b%/ g
exp m [arctan ( 2f2(u)_b%/) — arctan ( m 9

with

1

filw) = =5 +iu) (1= ) AT,
1

folu) = _i(u +iu)Ay

ay = opag, (4.4.11)

by = b—I, (4.4.12)
op

Av = A, (4.4.13)

Proof. As we showed in Section 3.7.4, the random variable X (T") can be written as

X(T) = TT—/UQSIS—Tds—i—/ op\/ ¢l (s — 1)dWp(s
(T) P \ p(s

1 T—1
+x—2/ oI (s)ds + ap\/I s)dBp(s
0

0

where this result comes from the application of Theorem 1.2.1 and the process B}
defined as By (t) = Wp(t+ 1) — Wp(7) for t > 0, is a Brownian motion. Let us now
define the process Y as

Y(t)=x— % /Ot obl(s)ds + /Ot opy\/I=(s)dBp(s) for t > 0. (4.4.14)
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From equation (4.4.14) we have that Y satisfies the stochastic differential equation
dy(t) = —*O'PI t)dt +op/ 1~ (t)dBp(t) with Y(0) =

Notice that the random variable X (T') can be expressed in terms of the random
variable Y(T — 1) as

X(T):TT—;/TO'I%(Z)I(S—T)dS—F/OTO'P\/(bI(S—T)dW;;(S)+Y(T—T).

0

Because By (t ) 15 independent of F- " for all t > 0 then we have that Y () is inde-
pendent of F; WP for all t > 0.

Let u € R, if we condition with respect to the o-algebra }'XV; then we have that
the characteristic function of X (7") can be expressed as

(I)X(T) (u) - B |:eiu'rT—%" 0 05! (s—T)ds+iu [ op q‘)I(s—T)dW]’;(s)—l-iuY(T—T)]
_ EQ [eiurT—% o 05¢T (s—T)ds+iu [ op ¢I(S—T)dW;_i,(s):| EQ |:€iuY(T—T):|
eiurTféeo(iquuz)EQ [eiuY(TfT)} )
For computing the characteristic function of X (7') first we need to compute the char-
acteristic function of Y/ (T — 7). If we define the process V as V(t) = o%I(t) for t > 0

then we have from Proposition 4.4.1 that V is an IG(ay, by )-Ornstein-Uhlenbeck
process with parameter Ay > 0, where

ay = opar,
br

bV =
op

Av = AL

The process Y (T — 7) can be written in terms of the process V as

1 T—7 T—T
V(I —7)=2— /0 Vodu+ |V @)dBb)

0

The process (Y, V) is a Barndorff-Nielsen and Shephard model (Barndorff-Nielsen &
Shephard, 2001) and the characteristic function of Y (¢) with ¢ > 0, that is defined as

YO (y) = E [eiuY(t):| for u € R
satisfies the equation (4.4.10) (Schoutens, 2003, p. 88). We have just shown that
2
PXD) () = giurT=F i) Y (-7) (.

O]

Now that we are able to compute the characteristic function of the log-price at
time 7', we would like to know when the exponential moments of the log-price are
finite.
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Proposition 4.4.3. Let = R, then we have that

EQ[GSX(T)] < oo, forall b€ (0_,6M),

where
PR Y R SV S A (4.4.15
= it 2Ty 4.15)
1 1 A1

Proof. As we have shown in the proof of Proposition 4.4.2 we can express the random
variable X (7T') as

X(T)—TT—/ 2¢1u—rdu+/ op\/ ¢ (u — 7)dWpH(u) + Y (T — 1),
where

1 t
Y(t):x—/V du—i—/\/ WdB(u) for t > 0,
0

2

the process B}, defined as By (t) = Wp(t+7)—Wp(r) for t > 0, is a Brownian motion
and V(t) = 0%I(t) for t > 0. Remember that by Proposition 4.4.1 the process V is
an IG(ay, by )-Ornstein-Uhlenbeck process with parameter Ay > 0 where ay, by and
Ay satisfy the equations (4.4.11), (4.4.12) and (4.4.13) respectively.

Notice that B*( ) is independent of Fr VP for all t > 0, hence Y(T' — 7) is inde-

pendent of Fr e Conditioning with respect to .7-"., we can express the exponential
moment Egle Sx(r )] as

EQ |:€SX(T)} _ EQ _eng—; o ol (u—r du+5f0 op\/ ¢ (u—7)dW3 (u)

Eq [ Y (T—7) fTVVES} ]

_ EQ 57‘T*§ 5 05! (u—T du+5f0 op\/ ¢! (u—7)dW} (u )]

Eq _eSY(T_T)} . (4.4.17)
The first expected value that appears in equation (4.4.17) is the moment generating
function of a normal random variable, hence this expectation is finite. So Eq [e‘sX (T)]
will be finite if and only if Eg [eSY(T’T)] is finite.

From Nicolato and Venardos (2003) we have that Fq [eSY(T*T)} is finite if

Se (6,67,
where
o+ = inf 1—|—\/1+2é6(8 T—7)"1
0<s<T—7 | 2 4 ’ ’
1 1 A
6 = sup {—\/+296(8,T—T)_1},
0<s<T—7 | 2 4
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the function €(s, t) is defined as

1— ef)\V(Tfs)

(s, t) = "

for s € [0, ¢].

and

1N o
o 1 1,
o= 0§;I<17f17 { 5 T \/4 +oy 1 o (T—7—5) } ;

1 1 >\V
0. = _ _ b2 .
OSSng—T { 2 \/4 + v 1 — e~ Av(T—7-5) }

1

Because €(s,T — 7)~" is an increasing function with respect to s, when s € [0,T — 7]
we have that 6% and 6_ satisfy the equations (4.4.15) and (4.4.16) respectively. [

4.5 Market option prices

Using the model that is introduced in this chapter, we would like to price European
options and compare the results obtained with the true market prices. We use the
same data that is explained in Chapter 1. As in that chapter, we compute the root
mean square error and the relative root mean square error in order to evaluate the
performance of our model.

As we saw in Chapter 2, we know that the logarithm of the number of unique
active addresses follows an inverse Gaussian Ornstein-Uhlenbeck process. Using this
proxy for the interest, we estimate the parameters of the model using the techniques
explained in Section 4.2. The estimated parameters for each temporal window are
shown in Figure 4.1 and Figure 4.2. In Figure 4.1, we show the estimated parameters
of the interest process, as in Chapter 2 the values change through time.

In Figure 4.2 we show the estimated parameters that appear on equation (4.1.4).
The estimated values of the parameter 7 are in general different from zero.

With the values of the estimated parameters shown in Figures 4.1-4.2 we compute
the option prices with by = by. That is, firstly we compute the option prices with an
interest process I, which has the same parameters under the probability IP and under
the probability Q.

As we can observe in Figure 4.1, the estimated values of the parameter \; are above
100. For these values of A; the computer is not able to compute the characteristic
function shown in Proposition 4.4.2. Since the value of A; is high, the following value
that appears in the characteristic function satisfies the following:

by —2f1(u) | _ :
arctan < o(a) — B2, b%) ~ arctan(i).

But the complex arctan function is not defined at i, hence the computer is not able
to compute the characteristic function. Because of that, we need an approximation
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formula to be able to compute the prices of European options. This approximation is
developed in Section 4.5.1.

4.5.1 Approximation

Due to the fact that it is not possible to use the characteristic function obtained in
Proposition 4.4.2 for computing options with expiration date T" > 7, we will use a
formula that approximates the value of an European call option with strike price K
and expiration date 1. Here, we will assume that 7" > 7.

If we define the process V as

V(t) = o%I(t) for t > 0.

It is not difficult to see that the price of an European call option with strike K and
expiration date T" > 7 > 0 can be expressed as:

C(0) = E[Cps(v)] (4.5.1)

where
Cps(v) = P(0)¢ (di(v)) — Ke " ¢(da(v))

and

Equation (4.5.1) is usually called the Hull-White formula (Hull & White, 1987).
Proceeding as in the work of Hull and White (1987), we can use the Taylor ex-
pansion to approximate equation (4.5.1) in terms of the moments of v.

Proposition 4.5.1. The price of the call option can be expressed as:

1 282035
C(O) - CBS(MU) + 50-1) avz (:U”U) + E[ETT],
where

py = Elv]

o2 = Var[y]
1 3

Err = 6(1} — uv)Baacfs (e), and € is a point between v and fi,.
v

Proof. Let us perform the second order Taylor expansion of the function Cpg(.)
around the value p,:

oC 1 92C
Cps(v) = Cps(pw) + (v — MU)WBS(M) o= m)? (%1295

(ty) + Err,  (4.5.2)
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where the error term is

1
Err=—(v— ,uv)ga Cps

5 903 (€), and € is a point between v and .

From equations (4.5.2) and (4.5.1) we obtain that

C(0) = E[Cps(v)]

oC 1 0%C
= E|Cps(i) + (0 = o) 222 () + = (v — o) =522 () + Err
ov 2 ov
oC 1 02C
= Cps(p) + Bl(v = )] =57 () + 5 B0 = )] =53 () + E[Err]
1 ,0%C
= Chs(w) + 50 o2 o B3 () + E[Err).

O]

If we are able to compute the first moment and the second moment of the random
variable v = % fOT V(s —7)ds then we can apply Proposition 4.5.1 to approximate the
value of an European call option. Of course, we also need to compute the derivative:

0°Chg
ov?

Proposition 4.5.2. [t is possible to show that:

a2CBS(U)_ 1 P(O)\/Te
Ov? 43?2\ or

Proof. In the Black-Scholes model we have that the price of call option is:

Cps(0?) = P(0)¢ (di(0?)) — Ke ™ ¢(da(0?))

2 { T} L o)

where

log (52) + (r+ 30?) T

da(0?) = di(0®) — Vo,

and o > 0 (Gulisashvili, 2012, p. 235). In addition, the first derivative with respect
to o (called vega) and the second derivative with respect to o (called volga) have the
following form:

_ 2 0.2
8555( 9 = P(\(;%/Texp{ d12( )}, (4.5.3)
2 —d2(o2
T8 = ]%Tduo?)dxa?)exp{dlz”}, (4.5.4)

(Gulisashvili, 2012, p. 237). Let us define v = ¢, then we have:

9CBs, o, 0Cps, . 9Cps,  Ov 9Cpg
Oo (0%) = oo (v) = v (U)aa_ ov (v)20
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hence:
Wiy = X8y L
w T Tae 2\/v
1 P(O)\/Tex {—d%(u)}
T o Var P2
1 P(O)VT {—d%(#)}
= ————exps —— .
20 \or 2
Let us define the function f as:
—d2 _2( 52
Fv)= P(O)ﬁexp{ dl(v)}zlp(o)ﬁexp{ =5 )} = f(@*).
2vv Vor 2 20 \or 2
By the chain rule, we have that:
0f ) 0 0v _0f
870(1)) S Ov (v)ﬁa - Ov (v)20.
Lastly, we have that:
—d2(s2 _q2( 52
0f o) _ L PONVT _(~die®)) 10 (PONT [ di(c?)
oo 202 \o2r 2 20 do Vor 2
1 POWT _ [-di(o?)
= 207 o exp 5
1 P(O)\/T 2 2 —d%(UQ)
+%?d1(0 )dQ(O’ )exp 9
1 POOVT —d?(o?
- W(\/)Q? exp{ 12( )} (—1 + d1(02)d2(02)) ,

=4

where the second equality comes from equation (4.5

shown that:

A4). So, at the end we have just

} (—1 + d1(02)d2(02))

52C 82 f

53 (1) = 55
1 Af,
= %a—g(g)
_ L POVT [-die?)
T 108 am Pl 2
1 POOWT —d?
T 4w Jar P 2

as required.

4.5.2 Moments

(v) } (—1+ dy(v)d2(v))

Now we would like to compute the first and second moments of the random variable
v. In this case, from Proposition 4.4.1 we have that V is an IG(ay, by )-Ornstein-
Uhlenbeck process with parameter Ay > 0 where ay, by and Ay are defined as in
equations (4.4.11)—(4.4.13) respectively. We define the process Zy = (Zy (t))t>0 as
the background driven Lévy process of the Ornstein-Uhlenbeck process V. Since V is

an inverse Gaussian Ornstein-Uhlenbeck process, we

have that the cumulant function
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of the random variable Zy (1) is:
k(6) = log (E [eez‘/(l)]) = Hav(b%/ — 29)_1/2 for § € R, (4.5.5)

(Nicolato & Venardos, 2003, p. 449). Remember that the n-th cumulant of Zy (1) is
defined as
"k

: (4.5.6)
6=0

(Pascucci, 2011, p. 460). Based in the cumulant function, we can use the following
theorem to compute the moments of v.

Theorem 4.5.1. (Barndorff-Nielsen €& Shephard, 2003, p. 289) If k1, ko are the first
two cumulants of the random variable Zy (1), then for t > 0 we have:

E[/OtV(s)ds] - 1_)\6‘//\‘”(V(0)—k1)+k1t’ £5)
r[/OtV(s)ds] = ;2 (Avt—2+2e_>\vt+;_;e—>\vt>' (458)

From equations (4.5.5) and (4.5.6) we have that:

ki = ay(b¥ —20)7Y2 4 Gay (b3 — 6)7/?

av

by’

ko = av(b%/ - 9)_3/2 + av(b%/ — 20)_3/2 + Hav?)(b%/ — 2(9)_5/2

2ay
by,

6=0
0=0

The integral v can be expressed as

—1/TV( )d—q+1/T_TV()d
=7/, s—T)ds = 7 + 7 ; s)ds,

where e; = [ V(s — 7)ds = 0% [; ¢'(s — 7)ds.
So at the end we can write:

o ol v
= ;HTE[/O V(s)ds],
o2 = Var [;/(;TV(S—T)CZS]
_ %Var [ /OTTV(s)ds].

4.5.3 Numerical experiments

For checking the reliability of the approximation, we generate European call prices
using the approximation method explained in Section (4.5.1) and prices using the

characteristic function method explained in Section (4.4). We pick the following values
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for the parameters:
op=0.5, ar=4, by=10, A;=5, 7=10A,
A = zi= and initial values P(0) = 100 and
ol (t) = 0.4 + 0.2 cos? <30t + g) for ¢ € [, 0].

As we can see in Table 4.2, the values given by the approximation formula are
near to the values given by the characteristic function.

H Expiration Date Strike Approx. values Characteristic function H

1 100 7.372011 7.372036
1 200 0.000682 0.000687
1 50 50.000341 50.000343
2 100 10.540667 10.540675
2 200 0.053607 0.053604
2 50 50.026803 50.026802
0.5 100 5.10482 5.10488
0.5 200  2.162681210~ 7 2.7930110~ 7

TABLE 4.2: Prices of European call options given by the approx-
imation formula in Proposition 4.5.1 and by characteristic function
obtained in Proposition 4.4.2.

4.5.4 Results

Using the approximation formula constructed in Section 4.5.1, we price the market
options with b; = b;. That is, the interest process satisfies the same distribution
under the physical measure P and under the risk-neutral measure Q. The root mean
square error and the relative root mean square error obtained for each date are shown
in Figure 4.3 and in Figure 4.4.

As we saw in Section 4.3.1, there are different risk-neutral measures Q for the
different values of by. That is, we can select different values for the parameter by for
pricing options. As we did in Chapter 3, we select the parameter b; that minimizes
the relative root mean square error. The values for the root mean square error and
the relative root mean square error are shown in Figures 4.3—4.4. In Figure 4.5 we
show the values of the estimated b; and the calibrated l~)1. We can observe that the
optimal value of b is on some occasions bigger than the estimated value of b; and on
some occasions smaller. We can observe that the estimated by is more stable than the
calibrated one.

In addition, we compute the prices given by the Black-Scholes-Merton model.
The parameters of the model are estimated by the maximum likelihood estimator
method using historical data. The temporal windows used for this model are the
same as the ones defined above. The root mean square error and the relative root
mean square error obtained by the Black-Scholes-Merton model are shown in Figure
4.3 and in Figure 4.4 respectively. The results obtained by the Black-Scholes-Merton
model are similar to the proposed model. However, when we calibrate the proposed
model, the model defined in Section 4.1 obtains better results. As we did in Chapter
3, we calculate the ratio between the relative root mean square error obtained by
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the proposed model and the relative root mean square error obtained by the Black-
Scholes-Merton model. This is shown in Figure 4.6. The results shown in Figure 4.6
are in line with the results shown in Figures 4.3 and 4.4.

4.6 Conclusion and future work

In this chapter, we proposed a model for pricing Bitcoin options which is similar to the
model proposed in Chapter 3, but in this case we incorporate jumps or discontinuities
into the volatility path. We showed how the estimation of the parameters of the
model can be performed and how we can price options with it. In addition, we also
constructed an approximation formula for European call options for the cases when
the parameters are high, and it is not possible to compute the characteristic function.
We also compared the prices given by our model with the real market data and showed
that our model gives better results than the Black-Scholes-Merton model.

In the model developed in this chapter, we assume that the Brownian motion Wp
and the Lévy process Z7 are independent. We would like to have asymmetry in the
distribution of the returns. One way of obtaining asymmetry in the returns is by use
of the following model

X(t) = x+ut+ /Ot opvV I~ (u—T1)dWp(u)
00y (E)pZr(Ar((EV 7) — 7)) with X(0) =z € R, (4.6.1)
dI(t) = —=AfI(t)dt +dZr(Art) whent >0 (4.6.2)
with I(t) = ¢! (t) when t € [-L, 0],

where pu,p € R, op > 0, the processes Wp, Z; are independent and the process I is
an IG(ar,br)-Ornstein-Uhlenbeck process with parameter A\; > 0. In future work we
would like to study the model defined in equations (4.6.2)—(4.6.2).

In the Barndorff-Nielsen and Shephard models (Barndorff-Nielsen & Shephard,
2001), the volatility process could be different types of Ornstein-Uhlenbeck processes.
In our case, we only use an inverse Gaussian Ornstein-Uhlenbeck process. However,
other types of Ornstein-Uhlenbeck processes could be used. For example, in the
literature the gamma Ornstein-Uhlenbeck process or the tempered stable Ornstein-
Uhlenbeck process are used(Schoutens, 2003, p.68-70).
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FIGURE 4.1: Estimated values for the parameters of the model defined

in Section 4.1 related to the market attention process, when the proxy

of the market interest is the logarithm of the number of unique active
addresses.
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FIGURE 4.2: Estimated values for the parameters of the model de-

fined in Section 4.1 related to the price equation, when the proxy of

the market interest is the logarithm of the number of unique active
addresses.
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FIGURE 4.3: Root mean square error when the proxy of the interest
is the logarithm of the number of unique active addresses.

RRMSE

0.05 - —— rrmse calbrated
p —— rrmse model
7 rrmse Black-Scholes

2019-09.01 2020-02.01 20200701 2020-12.01 2021-05-01

FIGURE 4.4: Relative root mean square error when the proxy of the
interest is the logarithm of the number of unique active addresses.
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FI1GURE 4.5: Calibrated values for by when the proxy of the interest
is the logarithm of the number of unique active addresses.
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FIGURE 4.6: Relative root mean square error given by our model

divided by the relative root mean square error obtained by the Black-

Scholes-Merton model, when the proxy of the market interest is the
logarithm of the number of unique active addresses.
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Chapter 5

Time changed models

5.1 Introduction and proposed models

In the models that were proposed in Chapter 3 and in Chapter 4, the volatility of
the log-prices is proportional to the market attention process. That is, in previous
chapters we proposed stochastic volatility models in which the volatility is delayed by
a positive parameter.

It is possible to obtain the effects of a stochastic volatility model by the use of a
stochastic time changed model (Carr, Geman, Madan, & Yor, 2003). Apart from that,
it has been observed that the logarithmic returns of Bitcoin prices tend to have fat
tails and are not normally distributed (Chan, Chu, Nadarajah, & Osterrieder, 2017).
Wang, Hou, Chen, and Hardle (2020) estimated several stochastic volatility models
using Bitcoin prices. The results showed that the models that produce the best fit
are the ones with jumps in the price and volatility structure. This seems to indicate
that the conditional distribution of the returns given the volatility does not follow a
normal distribution. This motivates the model proposed in this chapter.

Let (Q, F,P) be a probability space. In this space, let us define the price process
P as in equation (5.1.2), and the interest process I, as the strong solution of equation
(5.1.3). In addition, we define the stochastic time changed process 17 as

Tr(t) = /Ot I(s—T)ds, fort>0. (5.1.1)

The process T7 is positive and increasing, since we will assume that the process I is
positive with probability one. So at the end we propose the following model:

P(t) = pexp{(,u—U;)t—l—aWp(t)—l—Xp(T[(t))},

fort >0 with P(0) =p >0, (5.1.2)

where p € R, 0 >0, 7 € [0,L] and L > 0, Wp is a Brownian motion, Xp is a Lévy
process and I is the interest process. The processes Wp, Xp and I are independent.
For the interest process I we have to distinguish between the behaviour when ¢ > 0
and when ¢ € [—L,0]. When ¢ > 0 the process I is the strong solution of the following
stochastic differential equation

dI(t) = a(I(t))dt + b(I(t))dX;(t), (5.1.3)

where X7 is a Lévy process independent of Wp and Xp, the functions a : R — R,
b: R — (0,00) are such that the equation (5.1.3) has a strong solution. When
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t € [-L,0] the process I satisfies

I(t) = ¢' (1),

where ¢! : [~L,0] — (0,00) is a continuous and deterministic function.
There are different possibilities for equation (5.1.3), but we impose the following
requirements:

1. The strong solution of (5.1.3) has to be positive with probability 1. Hence the
process 17 defined in equation (5.1.1) is increasing.

2. The integrated interest process has to be analytically tractable. That is, it
should be possible to compute the characteristic function of the process

(fot I(s)ds)

Having these requirements in mind, we propose two models for the interest process.

>0

1. In one of the proposed models, the market attention process when ¢ > 0 satis-
fies a Cox-Ingersoll-Ross process. This means that the process [ is the strong
solution of the following stochastic differential equation:

dI(t) = ar(by — I(t))dt + or+/T(£)dW;(t) when t > 0, (5.1.4)

where W7y is a Brownian motion, by € R, ay,or > 0 and we impose the condition:

26”2[” > 1. (5.1.5)
g

Condition (5.1.5) guarantees that I is greater than zero with probability 1
(Gulisashvili, 2012, Theorem 2.27).

2. In the other proposed model, the interest process when ¢ > 0 satisfies an inverse
Gaussian Ornstein-Uhlenbeck process with parameters ay, by, A\; > 0. So the
interest I satisfies the stochastic differential equation:

dI(t) = —A\;I(t)dt + dZp(Art) with 1(0) = g, (5.1.6)

where Z; is a Lévy process with Lévy triplet (7,0, v;) defined as

ar

2v21
o= /IKla:vz(dx). (5.1.8)

vi(dz) = 2732 (1 + bla)e 31 g o) (), (5.1.7)

In the case of the Lévy process Xp that appears in the price equation (5.1.2),
different choices can be made. We will restrict ourselves to the case where Xp is a
compound Poisson process, that is

Np(t)

Xp(t)= Y Zyfort=>0,
k=1

where Np is a Poisson process with intensity parameter Ap > 0 and {Z;}72, is a
sequence of independent and identically distributed random variables that are inde-
pendent of the Poisson process Np.
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So according to equation (5.1.2), the price process has a continuous part that
behaves like a geometric Brownian motion and a discontinuous part given by a time
changed compound Poisson process. Notice that when the interest process increases,
the probability of a jump increases, provoking an increase in the volatility of the price.
And when the interest process decreases, the probability of a jump decreases, making
for a decrease in the volatility.

Different distributions can be chosen for the sequence of the random variables
{Z;}72,. Common choices that can be found in the literature are:

1. double exponential distribution (Kou, 2002),
2. normal distribution (Merton, 1976).

To keep things simple, let us assume that Zp ~ N(n,6%) for all k = 1,2, ..., with
n € R and § > 0. However, using a double exponential distribution will help us to
capture the asymmetry of the jumps. Since Xp is a compound Poisson process with
normally distributed jumps, we have that it has Lévy triplet (vp,0,vp) with

vp(dr) = Mpfn(zln,6?)dx (5.1.9)
vp = / zvp(dx), (5.1.10)
lz|<1
where fx(.|n,6%) is the density function of a normal random variable with mean 7
and variance 62 (Cont & Tankov, 2004, Proposition 3.8 and p. 112).

Lastly, we are interested in defining the filtration with respect to the processes P
and I are adapted. Let us define

Fhr = (‘Ftwp)po and  FH = (}—tXI>t>0

to be the filtrations generated by Wp and X respectively. Remember that X; = Wy
when the interest process satisfies a Cox-Ingersoll-Ross process (see equation (5.1.4))
and X7 = Z; when the market attention satisfies an inverse Gaussian Ornstein-
Uhlenbeck process (see equation (5.1.6)). In addition define the filtration

]_-XP(TI) _ ("tf{P(TI)>t>07 where
FrT = o ((Xp(T1(s) 10 < s < 1))

for all t > 0. The general filtration (F) is defined as
Fo=F"r v Fov FT 0 fort >0,

where ]:tW Py flgx Iy ]:tX P(T1) §s the smallest o-algebra containing ]_-th , ]-'tX’ and
.FtX P(TD)  The process I is adapted with respect to the filtration (ftx 4 ) o’ so I is
t

adapted to the filtration (F¢),,. Similarly P is adapted with respect to (.FtW PV F,

so it is adapted with respect to (F¢),q-
Let us also define the delayed filtration (ﬁt)tzo as

7 _[F"V FXem) if ¢ <7,
R W RV RV - A e S

Xp(Tr)

)
t>0
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Notice that F; € F; for t > 0, and that the process (P(t),I(t — 7))o is adapted
with respect to the filtration (F;)s>o.

Apart from the stock price P and the interest process I, there is a bond or a
market account (B(t));>o with known interest rate r, that satisfies:

B(t) = B(0)e" for t > 0,

where r > 0.

5.2 Conditional distribution of the logarithmic returns

Before estimating the parameters of our model, let us study the conditional distribu-

tion of the logarithmic returns
P(t)
R(s,t) =1 —
(5.0)=1ox (1))

for t > s, given the o-algebra fﬁ’, where H > t > s > 0. We will show that this
conditional density function can be expressed as an infinite sum of normal density
functions. This will allow us to estimate the parameters that appear in the price
equation (5.1.2).

From equation (5.1.2), we have that the logarithmic return R(s,t) can be expressed
as

0.2
R(s,1) = (u - 2) (t— )+ 0 (Wp(t) - Wp(s)) + Xp (Tr(t)) — Xp (Ts(5))

forallt>s>0.

Remark 5.2.1. From Corollary C.1.1 we have that the increment Xp (T7(t))—Xp (T7(s))
has the same distribution as the random variable Xp (T7(t) — T(s)). Let us define J;’t
as

It =Ty(t) — Tr(s) = /t I(v—7)dv.

So at the end we have that

Xp (Ty(t) = Xp (Ty(s)) £ Xp (7). (5.2.1)

where £ means that both sides of the equation (5.1.1) have the same distribution.

From Remark 5.2.1 we can write R(s,t) as:

0.2
Rist) = (1= ) (6= 9+ (W(t) = Wils) + Xp (T1(0) - Xp (71(5)
0'2 t
d <u - 2) (t—s)+ o (Wp(t) — Wp(s)) + Xp (Jf’ ) . (5.2.2)

We would like to compute the conditional characteristic function of R(s,t) given
the o-algebra }"il(’ )
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Proposition 5.2.1. Let u € R, then the conditional characteristic function of R(s,t)
, X/ : .
given Fy' has the following form:

HR(s:) (“’}-ﬁ]) _ E[eiuR(s,t) ]_-il(,]
252

; ,ﬁ _ u2o'2 s,t s,t u —lu
()9 o ) A I A B (5 g

Proof. Let u € R then the conditional characteristic function of R(s,t) given the
o-algebra F })I{I can be written as

PRst) (U ’]:51) = F [ei“R(svt)) ]:ilfz]

E [ei“(u—”f)(t—s)+z‘ua(WP<t)—WP(s))+iUXP(J?’t> ‘ Fﬁ’} :

where the last equality comes from (5.2.2).
First, let us study the distribution when the o-algebra F I){(I Vo(X p(Jf’t)) is given.

Because the random variable Wp(t) — Wp(s) is independent of ]:;I(I Vo(X p(J‘IS’t)),
we have that

. o2 . . s,
B [ ot (n= %) (s ina (Wo )~ We(s) +inXp (U] t>' Friy a<XP<J?t>>]

[V

o

:ew(u—T)(t—s)emxpu;vf) I [ it (Wp (1) =W (s))

Five (XP(J;’t))}

N

o

_u(n=% ) =9 X p (1) [eiua(Wp(t)fWP(S))]

o2 2,2

N (}L*7> (tfs)eiuXp(J?t)e_ “ 3 (t—s)

Y

where the last equality comes from the fact that Wp(t) — Wp(s) ~ N(0,t — s). By
application of the tower property, we obtain

E {eiuR(s,t)‘ ]_-I){(I} - E [E [eiuR(s,t)’ Firy a(Xp(JIS’t))} ‘ ]—“I){(z}

_F [em (u—ﬁ) (t—S)eiuXp(JIS’t)e— "22"2 (t—s)

fﬁjl]

_ eiU<N*§>(t*5)€—#(t—s)E [eiuXp(J;’t)‘ J—_?I(I:| )

Since Xp is a compound Poisson process with jumps given by a normal distribu-
tion, we have that the the characteristic exponent of Xp is

UXP(4) = Ap (ewv—%u262 - 1) ,
(Cont & Tankov, 2004, p.112). Applying Proposition C.0.1, we have that
B [eiuXp(JIS’t)’ }"ﬁf} = TP (w)
I \p (ei“"—%“Q‘;Q—l)
e

1,252
IS JIs’t)\p (6“”7 gu’é )
= e "I e .
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We have just shown the desired result. O

Now we are ready to compute the conditional density function of R(s,t) given
Fil.

Proposition 5.2.2. Let x € R, the conditional density function of R(s,t) given ]-";I(I
has the following form.:

R <a: ’f;ff) =S fo (n ‘Apjﬁt) v (@ [ mam v, ) (5.2.4)
n=0
where
o2
mn = (=G ) =9+
v%,n = o*(t—s)+nd?

where fp < ’/\pJIS’t> 1s the probability mass function of a Poisson random variable with

intensity )\pJIS’t and fn ( ‘mRm,v%n) s the density function of a normal random
variable with mean mpg , and variance v%n.

Proof. From equation (5.2.3) and power expansion of the exponential function, we
have that:

252
iwR(s.t X iu(u—ﬁ>(t—s) w252 ‘ szt)\ J;'t)\p( zunfju é )
E et gl = T ) S i e
. 52

_ ezu(;UI*?)(t S) 7u2c7 Jst)\ Z )\pJ n ZUU—%U252)

; o2 2 2 > N '
_ ew</¢*7>(t*3)€——” o (t—s)§ : —J7 t)\pwen(mnf%u%?)

n=0

— [ (x J”)" P
=2
il (12 ) - S+nn)_"22(a2(t—8)+52”)> (5.2.5)

Notice that the fraction that appears in equation (5.2.5) satisfies the following:

()\PJIS,t)ne—ApJ;’t
n!

(o o) -

9

where fp ( ’AJ}“) is the probability mass function of a Poisson random variable with

intensity parameter A les’t. In addition we also have that

B ([ ) = (45 (=0mm) = (025500

i
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where @y ( ’m R v%% n) is the characteristic function of a normal random variable

with mean mpg, and variance v%% » Where
K

(u—f) (t —s) +nn,

o?(t — 5) + no>

So we can write Pp(4 1 (u ’fg’) as:

MRn

2
UR,n

P R(s,t) (u ‘]—"ﬁ’) = ifp <n ‘/\pJf’t) by (u ‘mRm,v}Q%?n) (5.2.6)
n=0

Let a,b € R such that b > a, then from the result of Yuan and Lei (2016, Theorem
3.2) we have that

R X, R X, ) 1 M efiua _ efiub X
m (1) - (el ) = g [, e (o7 )
(5.2.7)
where F, Lft ( )]—" I){(I is the conditional distribution function of R(s,t) given F ;I(I . We

can take b = x4+ h and a = z — h, where € R and h > 0, then from equation (5.2.7)
we can write

FE (w4 0|3 ) = FE (e - n|FY)
2h

) 1 M sin(hu) _ X;
— v . 2.
J\/}gnoo 2 /M hu © Pr(s.) (u ’}-H ) du (5.2.8)

Using the expression in (5.2.6), the integral that appears in equation (5
written as:

5.2.8) can be

[ (i)

M oo .
[ (5 () ) o 529
-M n=0 w

We would like to change the order of integration of the integral and the summation

that appears in equation (5.2.9). To do so, we would like to apply Fubini’s theorem.
To that end, we need to show that:

L

Notice that because ®p ( ‘mR,n, UIQ;M> is a characteristic function we have that:

e i (0 AT ) @ (o s )| < o0

‘@N (u |mR,n,UIQDL7n)‘ <lforalln=1,2,..., and all u € R.
In addition because

sin(hu)
hu

‘e—zux‘ -1

i
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for all u € R, we can write

Sin}gzm)e—iu:cfp (TL ‘APJ[S’t> [OFN (u |mR,na U%%,n) du
M 8.t
<[5l oo o
M 20 s,t
[ty

M
:/ du =2M < cc.
-M

So by Fubini’s theorem, we can write equation (5.2.8) as

FE (o +h| 7 ) = FE (e - n|FY)
oh

) > s 1 (M sin(hu) .,
:A}flm;fp (n ‘)\pJI’t> 27r/_ ( )e DN (u ’mRJ“U%f,n) du. (5.2.10)

M hu

Let us consider © to be a Poisson random variable with parameter )\JIs’t given the
o-algebra ]:})1(17 then equation (5.2.10) can be written as

F (o +h|F3) = FE (e — b |FY)

2h
. 1 M sin(hu) 2 X
:]\}II)HOOE [%/M e e D (u‘mR,@,vR@)du Fu'l-
Let us define £ as
in(h A
¢(u,®) = Me_“”@v (u |mR7@, U%’@) for u € R.

hu

Since ¢ takes complex values, let us differentiate between the imaginary and real part.
To that end, define

gRe(u> @) = %(f(ua @))> flm(ua @) = %(f(u, @)) for u € R.

So we can write

FE (o +n |7y ) = FE (- |7
2h

1 M
= lim E[%/_M&ge(u,@)du

M—o0

M
fﬁﬂ +i lim E [;ﬂ/ Erm(u, ©)du fﬁf].
-M

o0

Now, let us define f;e and &y, to be the positive and negative parts of {gr. respec-
tively. Similarly, we define §}Fm and &, to be the positive and negative parts of £,
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respectively. Then we can write
FE (o +n|Fy) = FE (o - n|F)T)

2h

1 M
= lim F {%/ & (u,©)du

M—o0

+Z<J\/}ll>nooE|: / flmu@du

Now let us define the sequence (gar)37_; as

X : Lo X
Ty P
L (5:210)
]-'XI} - hm E [/ & (u, ©)du
27 -M

7))

1 M
gM = / & (u,0)du forM =1,2,....
2 M

Notice that gy < gar+1 for all M € IN. By the conditional monotone convergence
theorem (Williams, 1991, Theorem 9.7 ), we have that:

Fg’} —E[ lim / &t (u,©)du

M—o0 27

- 1M X
lim E & (u, ©)du Fu'l.
2 -M

M —0c0

Proceeding in a similar manner for the other limits that appear in equation (5.2.11),
we have that:

FE (o + 0 |FYT) = FE (v = |7y
2h

= [ lim / & (u, ©)du

M
) Xr| . _
+1 (E [A}inoo 277/ & (u,0)du| Fyy ] E [A}lm /Mflm(u,G))du

1 M sin(h ,
- [ lim — / Msmliuu)e_m‘I’N (u|mpe,vhe) du

o0 shyn_—ApJi? M
(ApJPH e e ) 1 sin(hu) _;
=S OO (g [, e o) ).
n=0 -

]:XI] - [ lim / {pe(u, ©)du

M—o0 2T

fXI]

fﬂ

Lastly, applying the conditional inversion theorem (Yuan & Lei, 2016, Theorem
3.2), we have that:

) 1 M sin(hu) 9
Fy (x +h ‘mR,an?%,n> — Fy (x —h ‘mR’n,v%n)

given the o-algebra ]-'I){(’ ,

2h

where Fy < ’m R v%% n) is the cumulative distribution function of a normal random

variable with mean mpg , and variance v% n-
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We have just shown that

FE (o +h|F) — FE (e - n|F})
oh

00 2 _ _ 2
:ngofp (n ‘)\Pj?t) Fy (3: +h )mR:”’UR,n)thN (ac h ‘mR’n,vR7n> |

We are interested in computing the conditional density function of R(s,t) given
]-'I){(’ which can be obtained from

e ) = gt ().

So we can write

X X
" (o) = B (e h[E5) B (2|
8t H ) p50 2h '

Let us consider again the Poisson random variable © with parameter A pJ;’t given the

o-algebra ]:iI(I , SO we can write

FE (w4 h|F3) = BE (e = n|FY7)
lim
h—0 2h
Fy ($+h‘mR,®7U12:g7e) — Fy (:L“—h‘mR,@,v%L@) <
= lim E T’
h—0 2h

By the mean value theorem, we have that:

Fy (x +h ‘mp%@,v}%’@) — Fyn (w —h ‘mRye,v}Q%’@)
2h

= fn (x(h) |mp g, vhe),

where x(h) € (x—h,x+h) and fy ( }mge, 012%7(9) is the density function of a normal

random variable with mean mg ¢ and variance v% o- The density function of a normal

random variable is bounded by the value obtained when it is evaluated at the mean,
that is

In (x(B) [mro.vie) < [y (mro|mro,vhe)
1
~ vpeV2r
1

V27 (02(t — 5) + ©62))

So we have that for all h > 0

FN <x+h‘m37@,012%7@) _FN <$_h‘mR,@aU}2{®) 1
< .
2h T V27 (02(t — s) + ©42))
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Hence, by the conditional dominated convergence theorem (Williams, 1991, Theo-
rem 9.7 ) we have that

Fy (a: +h ’mR@,v%’@) — Fyn (33 —h ’mR@,v%’@)

(el = 8 | 7 i
= FE [fN (x ‘mRﬂ,U%z,e)‘f?]
— i Wﬁv (2 |man, vE,)
n=0 ’
85 Tequired. -

5.3 Estimation

For the estimation procedure, we assume that we have discrete observations of the
processes X and I. We would like to estimate the parameters that appear in the price
equation (5.1.2) and in the interest equation (5.1.3). We assume that the data have
the same structure as in Chapter 3 and Chapter 4 (see Section 3.6 and Section 4.2).

As in previous chapters, we will estimate the parameters of the interest using
the techniques explained in Chapter 2. For the parameters that appear in the price
process (5.1.2), we will use the conditional likelihood estimation method.

5.3.1 Conditional likelihood estimator

We are interested in the estimation of the parameters related to the price; that is, we
are interested in the parameters u, o, Ap,n,0 and 7. For now, let us assume that the
parameter T is given.

Let us define the vector R of logarithm returns as

R = (R(to,t1), R(t1,t2), ... R(tn-1,tN)) s
where

P(t;
R(tj,tjy1) = log <]g(]t+)1)> forj=0,...,N —1.
J

In addition, we define the vector of random variables J; as

to,t1  pt1,te tN—1,tN
JI:(JI gt g )

where
titjg bt .
J0T = I(u—7)du for j=0,1...N — 1.
tj
From Proposition C.1.1 we have that the increments
(Xp (Tr(tj+1)) — Xp (TI(tj)))éy;Ol are independent when the o-algebra .7-"?_;1 is given.

So clearly the sequence of logarithmic returns (R(t;, tj+1))§y:_01 are independent when

the o-algebra F ;I(I is given. So we have that the conditional density function of R
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iven FaI satisfies:
g H

N—1
fﬁN (7"1:1\/ ‘fﬁ’) = H fﬁH (Tj+1 ‘]:I){(I) , (5.3.1)
=0
where
Ti+l = Tj41 — Ty fOI“j:O,l,...,N—l

and z; is the observation of the random variable X (t;).
Let us define the set o (J;) to be the o-algebra generated by J;. We are now
interested in the conditional distribution given o (Jr).

Proposition 5.3.1. Let uj € R for j =0,...,N —1 then:

E [ezj\f:—ol tui R(t;,t41) f51:| - E |:€Z§.V=_Ol tujR(tj,t541)

J(JI)]

N-1
— H E [eiujR(tjath)

a(JI)]

Jj=0
N-1 . 2 u2o2

_ [eluj(u‘g)(ts) o~ (t=9)
Jj=0

_th7tj+1>\ J;j’tj-;l)\P (eiu]-n—%u252)
e I Pe . (532)

A particular case of equation (5.5.2) is

E [eiug' R(tjtj+1)

a(JI)]

2 w2o2
U —”—) t—s) __J _
i (1= ) (=)~ (1)

}'I)_I(I} — E[einR(tj,th)

ti,t, 1242
gttty JP Hl)\p(e“‘f7 zu”e )
e I e

forj=0,1,...,N —1.
Proof. Notice that from Proposition 5.2.1 we have that

. 7& _ u2o? titit1
]:‘iI(I:| :e“‘J(ﬂ 3 )(t s)e— 5 (t—s)e—JI AP

) th»tj+l)\P (eiujnf%uQBQ)
E [ewj‘R(tj7tj+1) 1

(5.3.3)
forj=0,1,...,N —1..
Notice that the random variable J; is measurable with respect to the o-algebra
]-"I);’, hence o(Jr) C ]-";I(I. By the tower property, we have that:

> [62?;01 iy Rt t41) U(J])] . (5.3.4)

7

U(JI)] =FE [E {ezé\;}l i R{tj ti+1)
By the conditional independence of the logarithmic returns, we obtain that

> [ezjigl i Rt t41) fgﬂ _ (5.3.5)

N-1
]—“ﬁf] = H E [ei"jR(tj’tHl)
§=0
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From the result in (5.3.3) we obtain:

]2 (t—s)

N-1
E 6Z§VzﬁliujR(tj,tj+1) fg[] _ H [eiuj(u_a;)(_

titit1 iuin—Lu2s2
it g, it )\P(e N2 )
e i APe . (5.3.6)

Substituting equation (5.3.6) into equation (5.3.4), we have that

N—1.
E [er:ol ;i R(tj,t41)

a(Jn]
NH iy (42 (9) -

N— 2 2 2 titit1 252
H r Nf*% (t—s) —i(t—s) _J;j,tj+1>\P JIJ It p et Qu
= 2

tits iusm— Lu2s2
- 7th7tj+1)\P JIJ J+1)\P (ezujn Su S5 )
e “1I (&

o(Jr)
e e e ,

where the last equality comes from the fact that J;j L+ s measurable with respect
to the o-algebra o(Jr). O

From Proposition 5.2.2 we have that
(0.9]
bt .
fﬁH (er )fg’) = pr (n ’/\pJI] 7“) In(z ‘mR,n,v%n) ,for j=0,1,...N —1,
n=0

(5.3.7)

where

o2
MRn = <,u - 2) A+ nn,
v%’n = oA +nd?
From Proposition 5.3.1 we have that
fﬁ_l (T‘jH ’fg’) = fﬁkl (rjt1lo (Jr)) for j=0,1,...,N =1,
and we also have that
P (rn |[Fi7) = iy (w1 ().

The random vector R depends on the vector of parameters r = (Agr,&R), where

)‘R:(M707AP77775)a fR:(aIabbJI)-
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The parameter of interest is the vector Ag and &g is the vector of nuisance parameters.
So, the conditional log-likelihood can be written as

(Arlo (J1),7) = log fity (rin|o (Jr)) (5.3.8)
N-—1
= > log £ (rjsale (Jr)
j=0
N—1 fo'e) o
= log (pr (n‘)\PJIJvJH)fN (Tj+1‘mR,n7U12{7n)>
7=0 n=0

We will maximize the function I (.|o (J;),7) to estimate the parameter vector Ag.
In Chapters 3 and 4 we were able to find an analytical expression for the parameter
estimates that maximizes the conditional log-likelihood. In this case, we are not able to
find an analytical formula for the parameter estimates that maximizes the expression
(5.3.8). Because of that we have to rely on numerical methods to maximize the
conditional log-likelihood defined in equation (5.3.8).

Remark 5.3.1. As we did in Section 3.6.2 we reduce the problem of estimating the
parameter T to a problem of model selection. We select the value of T that maximizes
the following expression

IR (S\R’U(J[),T:"I’A) forr=0,1,... M,

where 5\3 = (i1, 6, ;\p, 7, 8) is the vector of parameters that maximizes the conditional
log-likelihood defined in equation (5.3.8).

5.3.2 Numerical experiments

We would like to check the reliability of our estimation method proposed in Section
5.3. To that end, we perform numerical simulations of the two proposed models. We
first focus on the case when the interest is a Cox-Ingersoll-Ross process and then on
the case when the interest is an inverse Gaussian Ornstein-Uhlenbeck process.

When the interest is a Cox-Ingersoll-Ross process, we generate 100 realizations of
N = 1000 steps with the following values for the parameters

a;y=0.5, by =0.06, oy=0.15, p=0.05 op=0.2

Ap =20, 1=0, 6=02 7=05A,
with time step A = 0.1, L = 10A and initial values P(0) = 100 and

$L(t) = 0.05 + 0.1 cos? <4t + g) for t € [-L,0].

For each of the realizations we estimate the parameters of the model using the tech-
niques introduced in Section 5.3. Once we estimate the parameters of all of the simu-
lations, we compute the mean of the estimated parameters and its standard deviation.
The results are shown in Table 5.1.

In the case when the interest is an inverse Gaussian Ornstein-Uhlenbeck process,
we generate 20 realizations of N = 1000 steps with the following values for the pa-
rameters

ar :4, b] = 10, /\] :5, u:0.05, UPZO.Q,

Ap=20, n=0, =02 7=05A,
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H Variable True value Mean Standard deviation H
ay 0.5 0.546785 0.113987
by 0.06 0.059973 0.007607
or 0.15 0.150301 0.003112
7 0.05 0.0490428 0.020118
o 0.2 0.199536 0.007402
Ap 20 20.238023 4.507455
n 0 -0.003124 0.023025
1) 0.2 0.197553 0.024317
T 5A 4.8 A 2.198727 A

TABLE 5.1: Estimated values for the parameters for the simulated
model defined in Section 5.1 when the interest is a Cox-Ingersoll-Ross
process.

with time step A = 0.01, L = 20A and initial values P(0) = 100 and
I 2 T
ol () = 0.4+ 0.2 cos (3075 + 5) for t € [~L,0).
As we did above, we estimate the parameters of the model using the techniques

explained in Section 5.3 and compute the mean of the estimated parameters and its
standard deviation. The results are shown in Table 5.2.

H Variable True value Mean Standard deviation H
ay 4 4.134514 0.547405
by 10 10.226795 1.231333
Al 5 5.467092 1.263248
7 0.05 0.028039 0.065766
o 0.2 0.200946 0.005251
Ap 20 19.655269 2.484821
n 0 0.000198 0.021476
1) 0.2 0.191985 0.018088
T 5A 4.5 A 3.278719 A

TABLE 5.2: Estimated values for the parameters for the simulated
model defined in Section 5.1 when the market attention is an inverse
Gaussian Ornstein-Uhlenbeck process.

As we can observe in Tables 5.1 and 5.2 these methods give good estimates for the
parameters.

5.4 Option Pricing

Now we would like to price plain vanilla options with strike price K and expiration
date T'. For this case, we will consider ¢ € [0,7] and F = Fr. Options are priced
under a risk-neutral measure Q. Under this measure, the discounted stock prices P,
defined as P(t) = e " P(t) for t € [0, 7], is a martingale. We will show that there is
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a risk-neutral measure Q) in which the price satisfies the equation:

o2
P(t) = pexp { <T - 2) t+oWp(t) + Xp(Tr(t)) — Tl(t)§XP} for t € [0,T7,

(5.4.1)

where W is a Brownian motion under Q and

&P = \p (W‘f — 1) : (5.4.2)

When the price satisfies equation (5.4.1), the discounted Bitcoin price is a martingale
(see Proposition 5.4.2 below).

To obtain equation (5.4.1), we need to perform a change of measure. Depending
on the process we use for the market attention, the change of measure is done in a
different manner. Because of that, we need to distinguish between the case when the
interest process satisfies a Cox-Ingersoll-Ross process and when the interest process
is an inverse Gaussian Ornstein-Uhlenbeck process.

5.4.1 Interest process is a Cox-Ingersoll-Ross process

When the market attention process is a Cox-Ingersoll-Ross process, we would like to
obtain a risk—neutral measure @ under which the price equation satisfies equation
(5.4.1) and the interest is still a Cox-Ingersoll-Ross process with possibly different
parameters. Remember that in this case the Lévy process X of equation (5.1.3) is
the Brownian motion W7.

We are interested in obtaining an equivalent probability measure @ with respect
to P, under which the price process satisfies the equation (5.4.1). To obtain this
equivalent measure Q, let us define the following processes

Wp(t) = Wp(t) + /Ot Op(s)ds for t € [0,T7,
Wrt) = Wi(t) + /Ot 01(s)ds for t € [0,T7,
and

Z(t):exp{—/OtHP(s)de(s)—/Otﬁj(s)dWI(s)—;/Otﬁ%;(s)ds—;/Otﬁ%(s)ds}

(5.4.3)

for t € [0,T], where (0p(t))icjo,r) and (01(t))sejo,r) are two adapted processes with
respect to (Fi)icpo,r) (these processes will be determined below). If the process
(Z(t))iejo,r) s a martingale with respect to (F)icpo,r), then we can apply the Gir-
sanov Theorem. By the Girsanov Theorem, the process (Wp(t), W/(t)) tefor] 15 @
two—dimensional Brownian motion under the measure Q, where:

Q(A) = /A Z(T)dP, VA € F.
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To obtain equation (5.4.1), different values for the adapted processes 0p and 0
can be taken. In this case, we choose the following values for the processes 6p and 6;:

op(t) = H—TF EXIE=7) gy e 0,7, (5.4.4)

01(t) = Al—kij\/l(t) for t € [0, 7], (5.4.5)

or/1(t)

where ¢X7 is defined as in (5.4.2) and A1, A2 € R.

If we assume that (Z(t))¢>0 is a martingale (this is shown in Theorem 5.4.1 below),
then we can apply the Girsanov Theorem. Under the measure Q, we have that the
price P satisfies equation (5.4.1) and the interest I satisfies the following stochastic
differential equation:

dI(t) = (arby — A — (ar + M) I())dt + o1/T()dW; (t) when t € (0,T],  (5.4.6)

and I(t) = ¢'(t) when t € [-L,0].
Equation (5.4.6) can be rewritten as

dI(t) = ay(by — I(t))dt + o/I(t)dW;(t) when t € (0,T] (5.4.7)

and I(t) = ¢! (t) when t € [~L,0], where a; = ar + Ay and by = %7;)2‘1. If we impose
the conditions

2arb

wrLo> (5.4.8)
o7

i > 0, (5.4.9)

then equation (5.4.7) has a strong solution (Gulisashvili, 2012, p. 44) and it is greater
than zero almost surely (Gulisashvili, 2012, Theorem 2.27). It is possible to show that
the process Z defined as in (5.4.3) is a martingale.

Theorem 5.4.1. If conditions (5.4.8) and (5.4.9) are satisfied, then (Z(t))icior) s
a martingale with respect to (Ft)se(o,1]-

Proof. The proof of this theorem is very similar to the proof of Theorem 3.7.1. O

We have just shown that under @ the process (Wp, W;) is a two-dimensional
Brownian motion. It is also possible to show that under @ the process Xp is still a
compound Poisson process with Lévy triplet (yp,0,vp) and it is independent of the
process (W5, W}). The proofs of these results are similar to ones shown in Appendix
B.

In summary, we have just shown the existence of a probability measure Q with
respect to the measure IP such that:

1. the interest process satisfies equation (5.4.7),
2. the price process satisfies the process defined in (5.4.1),

3. and the processes W5, W; and Xp are independent under the measure Q.
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5.4.2 Interest is an inverse Gaussian Ornstein-Uhlenbeck process

When the market attention follows an inverse Gaussian Ornstein-Uhlenbeck process,
we construct an equivalent measure Q under which the price process P satisfies equa-
tion (5.4.1) in two different steps:

1. First, we will construct a measure under which the background driven Lévy
process Z7 that appears in equation (5.1.6) could have other parameters;

2. second, we do a change of measure such that the price process satisfies equation
(5.4.1).

Let us find an equivalent measure Q* with respect to IP, such that the Lévy process
Z1 has the Lévy triplet (57,0, 07) where

oy(de) = br(z)de = 2a7[27r:c_3/2(1+l~)§x)6_%g%z]l(o’oo)(az)dsc, (5.4.10)
V1 :/ zvr(dz), (5.4.11)
|z|<1

with ay, by > 0. That is, under this new proposed probability measure Q* the market
attention process could have different parameters.

Proposition 5.4.1. If a; = aj then there exists an equivalent probability measure Q*
with respect to the measure P such that the Lévy process Z1 has Lévy triplet (91,0, 0r)
where U7 and A1 satisfy equations (5.4.10) and (5.4.11) respectively.

And the probability measure Q* can be expressed as

Q*(A) = /A Z*(T)dP for A € F,

where the process Z* is defined as

€l0

W =expllim| Y log(H(AZi(s)) — t / (H(x) — 1)v;(dz)

s<t |z|>e
|AZ(s)|>e
fort €10, T, with )
1+ b%l‘ _z(j2_p2
H() = e 201D o) (2).
Proof. See proof of Proposition 4.3.1. O

So, if we assume that a; = ay then under the equivalent measure Q* the Lévy
process Z; has Lévy triplet (77,0,07). Also, under the probability measure Q* the
processes Wp and Xp are still a Brownian motion and a compound Poisson process
with Lévy triplet (yp,0,vp) respectively. It is possible to show that under Q* the
property of independence between Wp, Z; and Xp is still maintained. The proofs of
these results are similar to ones shown in Appendix B.

Lastly, we would like to find a measure @ equivalent to Q* such that the price
process P satisfies equation (5.4.1). To obtain this equivalent measure Q, let us define
the following process

Wh(t) = Wp(t) + /0 t Op(s)ds for ¢ € [0, 7], (5.4.12)
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and

1

Z(t) = exp {—/0 Op(s)dWp(s) — 2/0 Gi(s)ds} for t € 0,71, (5.4.13)

where (0p(t)):cio,m is an adapted process with respect to (F)icjo,r) (to be defined
below). If the process Z is a martingale with respect to (F¢);e[o,7) (this is shown below)
then we can apply the Girsanov Theorem. By the Girsanov Theorem, (W}p(t))
is a Brownian motion under the measure @Q, where:

t€[0,T]
Q(A) = /AZ(T)dQ*? VA€ F.

To obtain equation (5.4.1), we chose the process 0p as

p—r+ I (t—7)

Op(t) = for t € [0,T], (5.4.14)

o

where ¢X7 is defined as in (5.4.2) and
I~ (t) = lim I(s) almost surely. (5.4.15)

st~

We know that the limit (5.4.15) converges almost surely, because the process I
has almost surely cadlag paths (Valdivieso, Schoutens, & Tuerlinckx, 2009, p. 4).

Remark 5.4.1. Notice that because the process I has almost surely cadlag paths we
have that

To(t) = /OtI(s—T)ds - /OtI(s—T)ds

almost surely.

From Remark 5.4.1 we know that if we use the change of measure proposed in
equations (5.4.12) and (5.4.14), we obtain the price equation (5.4.1). Finally, we will
show that the process Z is a martingale.

Theorem 5.4.2. The process (Z(t))ejo,r) defined in (5.4.13) is a martingale with
respect to (Ft)ie(o,1)-

Proof. The proof of this Theorem is similar to the proof of Theorem 4.3.1. O

We have just shown that W is a Brownian measure under the probability measure
Q. Also, under the measure ) the processes Z; and Xp are still a Lévy process with
triplet (37,0, 77) and a compound Poisson process with triplet (yp, 0, vp), respectively.
Further, the processes W5, Xp and Z; are independent. The proof of these results is
similar to the ones shown in Appendix B.

Because @ is equivalent to Q* and Q* is equivalent to IP, we arrive at the fact that
Q is equivalent to IP.

In summary, we have just shown the existence of a probability measure Q equiva-
lent to IP such that:

1. the market attention process satisfies an IG(ay, lN)[)—Ornstein—UhlenbeCk process
with parameter A\; > 0,

2. the price process satisfies the process defined in (5.4.1),

3. and the processes W5, Zr and Xp are independent under the measure Q.
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5.4.3 Martingale property

We have proved the existence of an equivalent probability Q under which the price
process P satisfies the equation (5.4.1). Notice that the price process under Q satisfies
equation (5.4.1) independently of whether the market attention process satisfies a Cox-
Ingersoll-Ross process or an inverse Gaussian Ornstein-Uhlenbeck process.

We still have to show that the discounted price process ]5, is a martingale with
respect to the filtration (F)icpo,r) under the measure Q. That is, we would like to
show that

Eq [P(t)’ ]-"S} = P(s) for t,s € [0, T] such that t > s,

where Eq symbolizes the expected value under the measure Q. We will denote X7 as
X7 = W} when the interest process satisfies a Cox-Ingersoll-Ross process and X} = Z;
when the market attention is an inverse Gaussian Ornstein-Uhlenbeck process. Before
proving the martingale property, we need to prove the following Lemma.

Lemma 5.4.1. If for some 6 > 2 we have that

Fq |:6TI(T)<€(§(P_9£XP>:| < oo, (5.4.16)
where
X7 = NP (if) = Ap <69n+%9252 _ 1) 7
then

E eXP(TI(t))—TI(t)EXP

fs} — XPTIED=TIEF for. T > 1> 5> 0.

Proof. This proof is the same as the proof done by Shojaee (2018, Theorem 2.41), but
with minor modifications.
Let us define the process M as

M(v) = eXPO) VP for 4 > 0.

Since the process Xp is a compound Poisson process with normally distributed
jumps we have that all the exponential moments are finite, that is

Eq [eHXP(”)} < oo ford € Rand v >0 (5.4.17)
(Cont & Tankov, 2004, p. 112). Hence from Proposition 1.1.2 we have that
Eo [eeXP@)} — VP (), (5.4.18)

where )
WP () = Ap (B )
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From equation (5.4.18) we have that the process M can be written as:

M) = o Xp(v)—vEXP
eXp(v)—v\I/XP(—i)
eXp(v)

So, from Theorem 1.1.6 we have that M is a martingale with respect to its natural

filtration (F2) v>0"

From Proposition C.0.1 and Theorem C.1.1 we have that the process
(Xp(T1(t)))ico,r) is a compound Poisson process with normally distributed jumps

given the o-algebra }”;5 I Hence, from Proposition 1.1.2 we have that
Eq [eoXp(T[(T))’ }—7{(}‘} —  JTi(T)v¥P(—if)

T1E "

where .
252
gng =Ap (6977""59 0% _ 1) .

Conditioning with respect to the o-algebra .7-"7{( " we have that the moment EqQ[M%(T(T))]
can be expressed as
BoIM*(T/(T))] = Fq |"Xr(TiD)=0ni e |

. 0TI (D) Eq [eexpmm)’ f;ﬁ‘ﬂ

X
~ Fg eTI(T)<§0P_9§XP>:| < o, (5.4.19)

for some 6 > 2 by condition (5.4.16).
Let us now prove that the process (M (T7(u)))yueo,r) is @ martingale with respect
to the filtration

* = M(TI) X; W;;
(fu)uG[O,T} (Fu V fu V fu )UE[O,T] ’

where

FMID = o ({M(Ty(5)) : 0 < s < u}).

First we define the filtration (]:"u)u>0 as

fu:fyvf?;vfiﬁv;’ for all u > 0,

Notice that if T > ¢t > s > 0 then the sets {T7(T) < u},{T7(t) < u},{T1(s) <u} €
F, for all u > 0. So Ty(T), Ty(t) and Ty(s) are stopping times under the filtration

(]?u)uzo. Due to the fact that the filtration (]:M)u>0 and the o-algebra ]-"7{(? VFQI:V; are

u

independent we have that the (]—"y )u>0—martingaleiM is also a martingale with respect

to the filtration (fu)u>0 (Shojaee, 20718, Theorem 2.39). Since M is a martingale and
T;(T) is a stopping time we have that the process M defined as

M(u) = M(uANTr(T)) for u > 0
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is a martingale with respect to (]:_U)u>o (Klebaner, 2012, Theorem 7.14). Next we

will show that M is a uniform integrable martingale. To that end let us show that
SUP,>0 E[M??(u)] < oo for some # > 2. The moment E[M??(u)] can be written as

EN'P(w)] = Eq [edXrnTiD)-§T0mer]

Ti(T)Au Xp Tr(T)Au  Xp
— 5 —

59 e 2 59

— Eq [egxpmm (1)) gmmm)sXP]

IN
«
-

s}

'eexpmATI(T))f(Tl<T>Au>s;“°}

Xp

\/EQ _e(TI(T)/\U)% 9(TI(T)/\U)§XP}

_ \/ Fq '6<TI(T>Au><£;‘P705XP>],

where the last equality comes from the fact that:
Eq eexp(um(T))—(TI(T)Au)gj‘P} — Eq {€—<T1<T>Au>§;‘f’ Eq {eGXp(u/\TI(T))‘ ;;f}‘H

— Eq [e—mmm)gfpe(TﬂT)Au)ﬁfXP(—w)} — 1

Notice that the constant fg(P — 0¢XP € R and hence we can write

E[M??(u)] < \/EQ [e<TI<T>Au><s§P79£XP>}

\/EQ [eTﬂT)(f? P—GEX“} <oo ifEXP—0eXr >0
1 if X7 — 9eXr <0

< (5.4.20)

by condition (5.4.16). Noticing that the right hand side of equation (5.4.20) does not
depend on u, we have just shown that

sup E[M%/?(u)] < oo for some 6 > 2
u>0

and hence M is a uniform integrable martingale with respect to (f"u)u>0 (Klebaner,
2012, Theorem 7.7). -

Because the process T7 is non-decreasing we have that 77 (7)) > T(t) > T7(s) and
by application of the optional sampling theorem (Klebaner, 2012, Theorem 7.18) we
have that

E[M(T;(t)) |Fr)] = E [M(T[(t)) \fms)] — M(Ty(s)) = M(Tr(s)) almost surely.

The random variable M (Ty(u)) = M (Tr(u)) is measurable with respect to Fy (w)
for all w € [0,T] (Le Gall, 2016, Theorem 3.7). Since the stopping times T7(v) > T7(u)
for all v,u € [0,T] with v > u, we have that fTI(u) C ]:—Tl(v) (Le Gall, 2016, p. 45).

So we have that ]-"é\/[ (1) - fTI(S) and hence we can write

Fr=FMOy 7 FYEC
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By application of the tower property we obtain

EM(T(1))|F] = E[E[MTit)|Fry] 7]
[M(T1(s)) | Fs]

(Tr(s))-

E
= b

=

We have just shown that the process (M (T7(u)))ycjo,r) is a martingale with respect
to the filtration (F}),>o. Notice that Xp(Tr(s)) = log(M(Ty(s))) + £XPTy(s) is

Fi-measurable, so we can write:
X7 WE
Fo=FXrT0y 7 v FP C F
and finally we can write

E[M(Ty(t)) | Fs] E[M(Ti(t)) |75 Fs]

M(T1(s)) | F]

O]

With the use of Lemma 5.4.1 we can now prove the martingale property of the
discounted Bitcoin price.

Proposition 5.4.2. If for some 0 > 2 we have that
Xp_ peX
Eq [eTI(T)(% % P>] < 0, (5.4.21)

where

19252
ggfp = A\p (60n+20 2 1) :

P = ap <e”+55 —1>,

then the discounted price process P is a martingale with respect to the filtration
(Ft)iejo,r) in the probability space (2, F, Q).

Proof. From equation (5.4.1) we have that the discounted price process P can be
written as

P(t) = pexp {"2275 + oWh(t) + Xp(Tr(t)) — Tl(t)§XP} for t € [0, 7).

_ Lett,se [0,T] such that t > s and let us compute the conditional expectation of
P(t) with respect to the o-algebra Fs V o(T7(t)) V o(Xp(Tr(t))). By independence of
the increment (Wj5(t) — Wp(s)) and the o-algebra Fs V o(T7(t)) V o(Xp(T7(t))) we
have
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Eq [ PW)| F, v o(Ti(t) v o(Xp(Ti(1)))]

—pe~ 3tHXp(T1()-Tr(BE*P

Eq [peowlﬁ(t)faW;(s)JrO'W;(s)

FoV o(Ti() V o(Xp(Ti(1)))]

=pe~ Gt+Xp(Tr(1)=T1()EXP+oWp(s)

Eq [eG(WW)*WE(S)) ‘ FoV o(Ti(t)) v a(XP(TI(t)»}

—pe —Zt+Xp(T1(t)— T[(t)£XP+UW;,(S)EQ [GU(W;(t)_W;(S»}

e FHXP(TIO)=Tr(OEXP +aWj (5) o 5 (1=3)

—pe —Zs+oWg(s )+XP(T1(t))—TI(t)§XP.

By application of the tower property, we have

Bq [PO)| ] = Eq[Bq|P()|Fvomm)ve(xe@m)]| 7]
- [ o= §5HoW () +X p (T (1) =T (EXP ;S]
= pe zstoWp(s )EQ [ XP(TI(t))—TI(t)ixl"fs] ) (5.4.22)

By condition (5.4.21) we can apply Lemma 5.4.1 and hence we have that:

Bo [P()|F] = = pe 5+oMi) g [Xrti)-ni0er

as required.

7|

— o FstoWE(s) JXp(T1(s)=Tr(s)EXP _ ]5(3)7

Since F; C F; for all t € [0,T], by the tower property we have that:

E [ﬁ(t)‘ ﬁs} E [E [P(t)‘ }"s]

7]
= E [P(t)‘ J:“S}
= P(s) for t > s with t, s € [0,T],

where the last equality comes from the fact that P is adapted with respect to the
delayed filtration (]:t)te[O,T]- So, we have just shown that P is also a martingale with

respect to the delayed filtration (ﬁt)te[O,T}-

5.4.4 Characteristic function

We are interested in computing the characteristic function of the natural logarithm
of the price process. Using the characteristic function of the natural logarithm of the
price, we can compute the price of vanilla options using the result in Carr and Madan
(1999, p. 6). Of course, we require the discounted Bitcoin price to be a martingale.
Because of that, we assume that condition (5.4.16) is satisfied.

Let us define the process X as:

X (t) =log(P(t)) for t € [0,T].
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From equation (5.4.1) we have that:

X(t) =z + (r — U;) t+ oWh(t) + Xp(Ty(t)) — Ty(t)EXP for t € [0,T], (5.4.23)

where x = log(p). The option has an expiration date 7" and because of that we are
interested in computing the characteristic function of the random variable X (T"). The
characteristic function of X (7) is defined as

X(T) (u) = Eq [eWX (T)} for all u € R.

Proposition 5.4.3. The characteristic function of X (T) can be expressed as:

BXM ) = ()T [ (e - )|

where
U () = Ap (e 1)
2
&P = Ap (e”+62 - 1) .
Proof. Conditioning with respect to f;v Py .7-':,{( " and applying Proposition C.0.1, we
have that:
EQ [eiuX(T)‘ ]__W;; V. JT_‘X;]

|: uz+iu ( -5 ) T+iuo Wi (T)+iuX p(Ty(T))—iul (T)EXP

X7
T

zuw-l—zu(r %)T-{—zuaW* —iuT(T)eXP EQ [ wX p(Ty (T ‘Jl__. % \/]__ }

M

zux—l—zu (r %)T—HuoW —iuT (T)EXP e\I,XP (w)Ty(T)
)

where WXP (u) is the characteristic exponent of the compound Poisson process Xp.
Now, by application of the tower property we have:

Eq [eiuX(T)} = Eq {EQ [a‘uX(T)‘ .7:1‘:‘/;’ \/]:7{(;”
= Eq [eiumu(TJ;>T+MW;(T)+‘I’XP(">TI(T>—mTI(T>£XP} .

*

Conditioning now with respect to ' we obtain:

Eq Jiua-tiu (- "2—2>T+iuavv;. (T)+UXP ()T (T)—iuTy (T)EXP

Fpl ]
2

eiux-l—iu(r—%)T-‘r\IIXP (w) T (T)—iuTr (T)EXP EQ [ewaw;;(T)‘ -7:1)“(;:|

¥

luatiu (7’— %>T+‘PXP (w)Tr (T)—iuTr(T)EXP Eq [eiuaW]S(T)]

)

i (rf %>T+\IJX P (u) 1 (1) Ty (T)EXP o?ur
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Lastly, by application of the tower property we obtain:

Eq [ eiuX(T)}

— EQ [EQ |:6ium+iu<r—"22)T+iuaW;(T)+q/Xp(u)TI(T)_wTI(T)gXP

2

E |:e'iux+iu(rG;)T‘72“22T+‘1/XP(u)TI(T)iuTI(T)£XP:|
= £Q

. ) o2 0242
_ utin(r=5 ) -5 g {CTJ(T)(\I’XP(u)—iugxP)} |

Notice that the random variable T7(T") can be written as:

T T—1 0 15 s T=r s)ds i T
1(1) = [ 1= ryas = [ I(S)ds:{ S (f%?;{‘;)d;( el

—T

(5.4.24)
From equation (5.4.24) it is clear that we have to differentiate between the cases when

T<rtandT > 7.

5.4.5 Characteristic function when 7' < 7

From equation (5.4.24) and Proposition 5.4.3 we have that the characteristic function
of X(T) when T' < 7 is

oXM(y) = GWW(T—%T—"Z?TEQ [euff¢f<s>ds>(WXP<u>—wsXP)]

Jiuatiu(r— ) 7= L (777 g1 (s)ds) (WP () -iug ¥ ) (5.4.25)

Notice that from equation (5.4.25) we have that the price of the option does not
depend on the interest process chosen when T' < 7. That is, we have the same formula
if we choose a Cox-Ingersoll-Ross process or an inverse Gaussian Ornstein-Uhlenbeck
process. However, this is not the case for the options with expiration date T" > 7; in
those cases the price of the option is affected by the market attention process.

5.4.6 Characteristic function when T > 7
In the case when T > 7, from equation (5.4.24) and Proposition 5.4.3 we have that

(I)X(T) (u) _ eiua:—l-iu(r—%)T—#EQ [e(f_OT qSI(s)¢is—|—f0T7'r ](s)ds)(\I/XP (u)—iuﬁXP)

2 2,2
eiuachiu (7"7%) Tf%JreO (\IIXP (u)fiugxP)

Eq [e( oT’TI<s>d8)(“1XP(u>—w£XP)} , (5.4.26)

where ¢y = fET #! (u)du. Define the process Y as

Y(t)= /Ot I(s)ds for t > 0. (5.4.27)
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The expectation that appears in equation (5.4.26) can be written as
Eq [e(foT—T I(s)ds)(\IlXP(u)fiuﬁxP)} = Eq |:6Y(T77')(\IIXP(U)7Z'U§XP):| ' (5.4.28)

Notice that from the proof of Proposition 5.4.3 we have that the expectation in (5.4.28)
is well defined since

‘EQ [eY(TfT)(\I/XP(u)fiufo)” _ ‘EQ [eiuXp(Y(T—T))—iu{XPY(T—T):|’

_ }:1.

So proceeding as in Carr, Geman, Madan, and Yor (2003, p. 359), we have that

< Eg [ o uXp (Y (T—7)—iugXPY (T—7)

Bq [V TV ()=nee)| — V(=) (i@ Xe (u) — ugr),

where ®Y(T=7) is the characteristic function of the random variable Y (T — 7).
Hence the characteristic function of X (7') can be written as

q)X(T) ('LL) _ eiuw—l—iu(r—af;)T_@—o—eo(\DXP (u)_iu§XP)(pY(T77') (—’L\IIXP (u) _ ngP) .

(5.4.29)

From equation (5.4.29) we have that the characteristic function of X (T") depends

on the characteristic function of Y(7'— 7). So in this case, the price of the option will

depend on the interest process. Hence we have different formulas depending on the
interest process that we choose.

1. If the interest process I is an Cox-Ingersoll-Ross process and satisfies equation
(5.4.7), then the characteristic function of the random variable Y'(¢) has the

form: )
a1b21t 21(0)iu
e %1 e&I+"/ coth(~yt/2)

Y(t
e ()(u) = 2arby
2

<cosh (%t) + %1 sinh (%)) o7

where v = y/a? — 20%iu, u € R and t > 0 (Schoutens, 2003, p. 89).

2. In the case that the market attention process I satisfies an IG(ar, by)-Ornstein-
Uhlenbeck process with parameter A\; > 0, the characteristic function of Y'(¢)
can be written as

ul(0) _ 2ariu
(I)Y(t) U) = ex {Zu 1—e Mt + =—A(u,t }, 5.4.30
() = exp =5 )+ 35 A (5.4.30)
where
_ — oAt
Alut) — 1—/1+k(1—e M)
K
1 1 1 — e At 1
—l—m (arctcmh(\/ +Hi+; I))—arctanh< 1+R>>
P _2iu
D2Ar’

for u € R and t > 0 (Schoutens, 2003, p. 91).
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5.5 Exponential moments

As we have seen, we need to study the exponential moments of log-price to see if the
price is a martingale (see Proposition 5.4.2). We also need to study the exponential
moments because we use the characteristic function for pricing options. Let # € R;
the exponential moments of the random variable X (T') defined in (5.4.23) can be
expressed as

Eq |:eg X(T)] _ Eq [eex+0<r—"22)T—i—OJWj;(T)+9Xp(TI(T))—9TI(T)§XP:| ‘

It is easy to see that the exponential moment of X (7) can be written as
Eq [EGX(T)} = Eq [eex+9(r_(722>T+GUW;(T)} Eq [eeXP(TI(T))—QTI(TEXP] . (55.1)

The first expected value that appears in equation (5.5.1) is clearly finite, since it is

the exponential moment of a normal random variable. So to study the exponential

moment of X (7'), we need to study the expected value Eg {eHXP(TI(T))_GTI(TKXP}.

In the proof of Proposition 5.4.2 (see equation (5.4.19)) we showed that

Bg [eXr@m-ommer] _ g [me (ﬁé‘f’—@f”)] , (5.5.2)
where
g(P — )\P <69n+%92(52 - 1) ’

&P = Np (W‘f — 1) :

From equation (5.4.24) we have to distinguish between the case when T' < 7 and
when T > 7.
When T < 7 we have that equation (5.5.2) can be expressed as

Eq eexp(T,(T))feT,(T)gXP} — Eq [eTz(T)@;(P@éXP)]
- )

(J77 o1 (s)ds) (g, 7 —06*P)

= € < 0.

So when T" < 7 all the exponential moments of X (7') are finite.
A more interesting case is when 7' > 7. When T' > 7 we have that equation (5.5.2)
can be expressed as

Eq eGXP(TI(T))_GTI(T)SXP} — Eq [eTI(T) <5§P9§XP>}

Eq [e(f°f¢f<s>ds+f5Tf<s>ds>(€2"°—ef”>]

= ol&T ) gy [em’—f)é] 7 (5.5.3)
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where ¢y = f_OT ¢'(s)ds, Y is the process defined by (5.4.27) and
i = (ggfp - 9§XP) €R.

From equation (5.5.3) we have that the exponential moment of X (7') is finite if and
only if Eq [eY(T*T)e is finite. Let us define 7% = T' — 7 and notice that when 6 < 0

we have that 3
[ <1

since Y (T™) > 0. So any explosions of the moment would only appear when 0> 0.

To study the exponential moment of Y (7T*), we need to differentiate between
the case when I is a Cox-Ingersoll-Ross process and when [ is an inverse Gaussian
Ornstein-Uhlenbeck process. In the following subsections, we will focus on the cases
when 6 > 0.

5.5.1 Interest is a Cox-Ingersoll-Ross process

In the case that the market attention follows a Cox-Ingersoll-Ross process, we have
that the exponential moment of Y (7) can be expressed as

Eq [JW*)} = exp {A(é, T*) + I(0)B(0, T*)} , (5.5.4)
where
S adhit 2arby (o)1 ~(0)T* ar
A0, T) = Ia? — -2 log [smh ( 5 ) (coth ( 5 ) + 7(§)>] ,
B(0,T*) = 26 (5.5.5)

ar +~(0) coth (’Y(é%) ’

v(0) = \aj - 2070,

(Friz & Keller-Ressel, 2010, p. 5).

From Friz and Keller-Ressel (2010, p. 5) we have that equation (5.5.5) and hence
(5.5.4), is well defined for § < 6* and explodes when 6 1 6* where §* > 0 is the
solution of the equation H(6*) = 0 where

H(l) = ar +~(l) coth (V(QT*) .

Notice that since coth(z) > 0 for > 0 and a; > 0 we have that when a7 — 2031 > 0
then H(l) > 0. Hence if

~2
Aar
207

then the exponential moment of Y'(7™) is finite for all 7% > 0.

< (5.5.6)
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5.5.2 Interest is an inverse Gaussian Ornstein-Uhlenbeck process

If the interest process satisfies an IG(ay, 51)—Ornstein—Uhlenbeck process with param-
eter A > 0, we will study the exponential moments of the following It6 integral:

T
/0 VI~ (u)dB(u),

where B is a Brownian motion independent of the background driving Lévy process
Z7. From Proposition 1.4.1 we have that

T*
FZ~ N (o, / I(u)du) .
0
Hence we can write

EQ |:e\/2>9~f0T* /](u)dB(u):| _ EQ -EQ |:€\/;§f0T* I~ (u)dB(u)

T
VI~ (u)dB(u)

0

]
_ EQ -eéfOT* I‘(u)du:|

= EQ eay(T*)}‘

From the result by Nicolato and Venardos (2003, Theorem 2.2) we have that the

moment
Eq [eﬁfg \/I(u)dB(u)}
is finite if
0 . 72 %) —1
V20 < 0S15n<fT* \/ bye(s, T*) 1, (5.5.7)
where
1 _ e=A(T"=s)
(s, T") = — for s € [0, T7].
I

So condition (5.5.7) can be written as

V20 < inf \/BQAI (5.5.8)

0<s<T* \| 11— e=2(T*—s)’

Because €(s,T*)~! is an increasing function with respect to s when s € [0,T*], we
have that the condition (5.5.8) can be expressed as

Vo <\ Ji— M (5.5.9)

I — e=ArT*"

Hence, if condition (5.5.9) is satisfied, then the moment Eg [eéY(T*)} is finite.

5.6 Market option prices

With the models that are introduced in this chapter, we would like to price European
options and compare the results obtained with the true market prices. The data
used in this chapter are the same as the one used in Chapter 3. For evaluating the
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performance of our model, we again compute the root mean square error and the
relative root mean square error.

In this chapter, we consider that the interest process can satisfy a Cox-Ingersoll-
Ross process or an inverse Gaussian Ornstein-Uhlenbeck process. Because of that, we
split the analysis when the interest follows a Cox-Ingersoll-Ross process and when the
interest follows an inverse Gaussian Ornstein-Uhlenbeck process.

5.6.1 Cox-Ingersoll-Ross process

In Chapter 2, we saw that we can use two proxies for the interest when it follows a Cox-
Ingersoll-Ross process. The two proxies are the unique number of active addresses and
the number of views in Wikipedia of the keyword “Altcoin”. We first do the analysis
when the selected proxy is the unique number of active addresses and then when the
selected proxy is the number of views in Wikipedia.

When the proxy of the interest is the number of unique active addresses, the
estimated parameters are shown in Figure 5.1 and Figure 5.2. The results show that
the parameters change through time and that the delay parameter is always greater
than zero.

With the estimated values of the parameters, we would like to compute European
option prices and compare them with the true market prices. We compute the root
mean square error and the relative root mean square error; these are shown in Figure
5.3 and in Figure 5.4 respectively. As we saw in Section 5.4.1, we can select different
values for the parameters A\; and A9 defined in equation (5.4.5); that is, we can select
different risk—neutral probabilities. In our case, we are interested in the risk—neutral
probability that minimizes the relative root mean square error. That is, we select
values of A1 and Ay that minimize the relative root mean square error. For these new
values of A\; and Ay we compute new values for the root mean square error and the
relative root mean square error. These are shown in Figure 5.3 and in Figure 5.4
respectively. As we can observe in Figure 5.5 the values of the calibrated a; and by
are in general bigger than the estimated values of the parameters. In addition, we
compute the root mean square error and the relative root mean square error obtained
by the Black-Scholes-Merton model. Again, these are shown in Figures 5.3-5.4. As
we can observe when we calibrate the proposed model, we obtain better results than
the Black-Scholes-Merton model. These results can also be observed in Figure 5.6,
where the ratio between the relative root mean square error given by our model and
the relative root mean square error given by the Black-Scholes-Merton model is given.

In the case that the interest proxy is the number of views of the word “Altcoin”,
we obtain the estimated parameters that appear in Figures 5.7-5.8. With these values
for the parameters, we calculate the values of European options and compare them
with their respective market values. The root mean square error and the relative root
mean square error are shown in Figure 5.9 and in Figure 5.10 respectively. Again,
we can choose different values for the parameters A\; and Ao. As we did before, we
select the values of A1 and A9 that minimize the relative root mean square error.
For these new values of A\; and Ao we have new values for the parameters a; and
I;[, these are shown in Figure 5.11. As we can observe, the estimated values of the
parameters a; and by are in general greater than the calibrated ones. With these
new values of the parameters a; and b we price European options and compute the
root mean square error and the relative root mean square error, these are shown in
Figures 5.9-5.10. Again, we compute the root mean square error and the relative root
mean square error given by the Black-Scholes-Merton model; these appear in Figures
5.9-5.10. For this case, the calibrated proposed model obtains better results than
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the Black-Scholes-Merton model. As we did before, we show the relative root mean
square error given by our model divided by the relative root mean square error given
by the Black-Scholes-Merton model in Figure 5.12.

5.6.2 Inverse Gaussian Ornstein-Uhlenbeck process

As we saw in Chapter 2, the logarithm of the number of unique active addresses
satisfies an inverse Gaussian Ornstein-Uhlenbeck process. The estimated parameters
obtained for the different temporal windows are shown in Figures 5.13-5.14.

As we can observe, the values we obtain for the parameter A; are all above 100.
As discussed in Chapter 4 for these values of A7, the computer is not able to compute
the characteristic function that appears in equation (5.4.30). When the value of A;
is high, the following value that appears on the characteristic function satisfies the

following
T+ r(l—e Ml
arctanh <\/ +r{l—e )> ~ arctanh(1).

v1i+k

But the arctanh is not defined for the value 1 and hence we are not able to compute the
characteristic function. Because of that, we would need an approximation formula for
computing European call options, but the computation of that approximation formula
is outside of the scope of this thesis.

5.7 Summary of models

We are interested in comparing the results obtained by the models presented in Chap-
ter 3, Chapter 4 and Chapter 5. We first compare the relative root mean square error
given by our models with the relative root mean square error given by the Black-
Scholes-Merton model. As we did before, we divide the relative root mean square
error given by the presented models by the relative root mean square error given by
the Black-Scholes-Merton model. The results are shown in Figure 5.15. As we can
observe, at least one of our models always gets better results than the Black-Scholes-
Merton model for each date. In addition, it is interesting to see that the models that
use the number of Wikipedia views as proxy for the interest are the ones that obtain
the best results.

All the models shown in Chapter 3, Chapter 4 and Chapter 5 have several risk
neutral probability measures. Because of that, we can select the risk neutral measure
that minimize the relative root mean square error. Now we would like to compare
the relative root mean square error given by our models when they are calibrated
against options market data. To that end, we divide the relative root mean square
error given by our calibrated models by the root mean square error given by the
Black-Scholes-Merton model. We can see in Figure 5.16 that our calibrated models
give better results than the Black-Scholes-Merton model. When comparing Figure
5.15 and Figure 5.16 it is clear that the calibrated models give better results than the
models without calibration. As happened before, the models that have the number of
Wikipedia views as a proxy for the interest give better results.

5.8 Conclusion and future work

In this chapter, we developed time changed models in which the probability of a price
jump increases when the market attention is high. On the contrary, if the market
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attention is low, the probability of having a jump decreases. We showed how we can
estimate the parameters of these models and how we can price European options.

One of the issues of the presented models is that these models do not capture the
asymmetry of the jumps. One solution would be having a time changed compound
Poisson process with double exponential distributed jumps (Kou, 2002). Another
solution proposed in the literature is the use of a time changed tempered stable process
(Klingler, Kim, Rachev, & Fabozzi, 2013).

Furthermore, it could be interesting to construct models that have several market
attention proxies instead of having just one proxy. In this case, our price process
would be formed by several time changed compound Poisson processes. The problem
with this approach is that the estimation of parameters becomes more difficult.
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(c) Estimation of the parameter oy.

FI1GURE 5.1: Estimated values for the parameters of the model defined
in Section 5.1 when the proxy of the interest is the number of unique
active addresses and the interest is a Cox-Ingersoll-Ross process.
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(E) Estimation of the parameter 7. (F) Estimation of the parameter 0.

FIGURE 5.2: Estimated values for the parameters of the model defined
in Section 5.1 when the proxy of the interest is the number of unique
active addresses and the interest is a Cox-Ingersoll-Ross process.
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FIGURE 5.3: Root mean square error when the proxy of the interest
is the number of unique active addresses.
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—— rrmse calbrated
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FIGURE 5.4: Relative root mean square error when the proxy of the
interest is the number of unique active addresses and the interest is a
Cox-Ingersoll-Ross process.
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(B) Estimated and calibrated values for the parameter b;.

FIGURE 5.5: Calibrated values for the parameters a; and b; when the
proxy of the interest is the number of unique active addresses and the
interest is a Cox-Ingersoll-Ross process.
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—— rrmse calibrated vs BS.
—— rrmse model vs BS
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FIGURE 5.6: Relative root mean square error given by our model

divided by the relative root mean square error obtained by the Black-

Scholes-Merton model, when the proxy of the market interest is the
number of unique active addresses.
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(c¢) Estimation of the parameter oy.

FIGURE 5.7: Estimated values for the parameters of the model defined

in Section 5.1 when the proxy of the interest is the number of views in

Wikipedia of the keyword “Altcoin” and the interest is a Cox-Ingersoll-
Ross process.



136 Chapter 5. Time changed models
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(A) Estimation of the parameter pu. (B) Estimation of the parameter op.
(c) Estimation of the parameter 7. (D) Estimation of the parameter Ap.
N N "
(E) Estimation of the parameter 7. (F) Estimation of the parameter d.

FI1GURE 5.8: Estimated values for the parameters of the model defined

in Section 5.1 when the proxy of the interest is the number of views in

Wikipedia of the keyword “Altcoin” and the interest is a Cox-Ingersoll-
Ross process.
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FIGURE 5.9: Root mean square error when the proxy of the interest
is the number of views in Wikipedia of the keyword “Altcoin” and the
interest is a Cox-Ingersoll-Ross process.
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FIGURE 5.10: Relative root mean square error when the proxy of the
interest is the number of views in Wikipedia of the keyword “Altcoin”
and the interest is a Cox-Ingersoll-Ross process.
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(A) Estimated and calibrated values for the parameter a;.
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(B) Estimated and calibrated values for the parameter b;.

FIGURE 5.11: Calibrated values for the parameters a; and b; when
the proxy of the interest is the number of views in Wikipedia of the
keyword “Altcoin” and the interest is a Cox-Ingersoll-Ross process.
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FIGURE 5.12: Relative root mean square error given by our model

divided by the relative root mean square error obtained by the Black-

Scholes-Merton model, when the proxy for market attention is the
number of Wikipedia views of the word “Altcoin”.
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FIGURE 5.13: Estimated values for the parameters of the model de-

fined in Section 5.1 when the proxy of the interest is the logarithm of

the number of unique active addresses and the interest is an inverse
Gaussian Ornstein-Uhlenbeck process.
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(A) Estimation of the parameter pu. (B) Estimation of the parameter op.
(c) Estimation of the parameter 7. (D) Estimation of the parameter Ap.
(E) Estimation of the parameter 7. (F) Estimation of the parameter 0.

FIGURE 5.14: Estimated values for the parameters of the model de-

fined in Section 5.1 when the proxy of the interest is the logarithm of

the number of unique active addresses and the interest is an inverse
Gaussian Ornstein-Uhlenbeck process.

RRMSE Model / RRMSE Black-Scholes-Merton

° ® CH3 Addresses
184 . CH3 Wikipedia
e CH4
] ® CH5 Addresses
161 L ® CH5 Wikipedia
1.4
.
2 . - ® L e *
[} L4 o °
] $ 4 o ° ° . e e ® o o : .
10 ° g ° s 8 o . o . HECREY
g o o @ L T Y e o o L e o []
i o 8 ° ¢ 3 ° e °
° ° [ ° g o ° .
08 L] s . ° °
°
s LA }
0.6 . s ®
L
0.4 4 ®
°
2019-04-01 2019-09-01 2020-02-01 2020-07-01 2020-12-01 2021-05-01

FIGURE 5.15: Relative root mean square errors given by our models
divided by the relative root mean square error given by Black-Scholes-
Merton model.



142 Chapter 5. Time changed models

RRMSE Calibrated Model / RRMSE Black-Scholes-Merton

° ® CH3 Addresses
® CH3 Wikipedia
1.0 b s ®* o CH4
o ® . © @ CHS Addresses
o . ® e CH5 wikipedia
° [ °
® . U . L
.
0.8 .  § . *
L] L] [ ] [
.
L] L] L] .
.
] ' [ ] L] ° ]
LJ e o o . s
0.6 ° H
™ .
[ ] [ ]
L] ) .
. ° !
[
0.4+ . H . ]
° ] . . ' s (]
[ L] ™
o [ ]
L]
0.2 ' []
2019-04-01 2019-09-01 2020-02-01 2020-07-01 2020-12-01 2021-05-01

FIGURE 5.16: Relative root mean square errors given by our calibrated
models divided by the relative root mean square error given by Black-
Scholes-Merton model.



143

Chapter 6

Stochastic volatility models with
an exogenous variable

In previous chapters, we have assumed that price volatility is fully explained by an
observed exogenous variable. We have taken this observed variable to be market
attention. In addition, we have assumed that the volatility of Bitcoin is proportional
to the square root of the market attention. Due to the complex nature of financial
markets, it is unlikely that the volatility is truly described by just one variable. Whilst
identifying the main factors that affect the volatility of cryptocurrencies is beyond of
the scope of this thesis, in this chapter we proposed models in which the volatility
is described by an observed exogenous process and an unobserved component that
follows a certain latent model. Again, the observed variable will be market attention
and we expect that the hidden process will capture the effect of the other variables.

To work with models of this kind, we will need new tools. These new tools are
sequential Monte Carlo methods, and they will help us to deal with the unobserved
component of the volatility. Sequential Monte Carlo methods have been used previ-
ously when working with stochastic volatility models; the works of Al-Saadony (2013)
and Yang (2015) contain more information.

6.1 State space models and particle filters

Before studying the models of interest, we will study models in which the volatility is
completely explained by a hidden process. These models are usually called stochastic
volatility models. But first let us introduce the concept of state space model. The
introduction of state space models presented here follows the exposition done in the
work of Chopin and Papaspiliopoulos (2020, Chapter 4), including Proposition 6.1.1.

Notation 6.1.1. Here we will use capital letters to denote random wvariables and
lower-case letters for the realisations of the random variables. In addition we will use

the semicolon notation to indicate vectors, that is fort = 1,2, ... we define the vectors
)/(]:t:(}/o;}/la"-am)a Yl:t:(YhYQv"'?}/t)? (611)
Yo:t = (y()vyla"'vyt)v Y1t = (ylyy%-"ayt)? (612)

where the vectors in (6.1.1) are vectors of random variables and the vectors in (6.1.2)
are vectors of realizations. In addition, we will write P(dz) to indicate the law of the
random variable X and P(dxg.) to represent the law of (Xo, X1, ..., X¢).

Remark 6.1.1. We will consider X to be a set and B(X') to be the o-algebra (usually
a Borel o-algebra) of the set X; in this thesis the set X is R? with d > 1.

State space models are related to the concept of probability kernels.
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Definition 6.1.1. Let (X,B(X)) and (),B(Y)) be two measurable spaces. A prob-
ability kernel from (X,B(X)) to (¥,B())), P(z,dy) is a function from (X,B(Y)) to
[0,1] such that:

1. for every x € X, P(x,.) is a probability measure on (), B())),
2. for every A € B()), x — P(x, A) is a measurable function on X .

The definition of probability kernels allows us to work with conditional proba-
bilities, and we can use them to define discrete Markov processes. To that end, we
consider a sequence of probability kernels {P;}1_; from (X, B(X)) to (X,B(X)), for
some T € Z and a probability measure P(dzg) on (X, B(X)).

Definition 6.1.2. A sequence of random variables Xo.7 with joint distribution given

by
T

Pr(Xo.q € dag.r) = Po(dao) | [ Pe(ws-1, day) (6.1.3)

s=1

is called a (discrete-time) Markov process with state space X, initial distribution Py
for the random variable Xy and transition kernel at time t, P;.

It can be shown that equation (6.1.3) implies that

Pr(X: € doy| Xog—1 = zou—1) = Prp(Xy € day| Xe—1 = x4-1)
= Pixy—1,dzy) forall t <T.

Notice that this definition of Markov process is given in terms of the probability
measure P, however on some occasions we would like to have a sequence of probability
measures P; for t <T.

Proposition 6.1.1. Consider a sequence of random variables Xo.p and a sequence of
probability measures {P;}1_,, defined as

¢
Py(Xo: € dwos) = Po(dwo) [ [ Pe(e-1, day),

s=1

where Ps is a probability kernel for s = 1,2,...,T. Then for anyt < T,
IPT(dZUU:t) = Pt(dﬂCo:t)-

Proposition 6.1.1 tells us that for every bounded measurable function ¢ : X1 —
R we have that

EIPT [QO(XO:t)] = Ep, [QO(XO:t)]’

where Ep,[.] and Ep,[.] are the expected values with respect to the measures Pr
and Py, respectively. We have just seen that we can use probability kernels to define
Markov processes, but we can go further and use them to define state space models.

Definition 6.1.3. Let X = {X}L and Y = {Y'}]_, be two stochastic processes such
that X; € X and Y; € Y, a state space model is the stochastic process {(Xy, Yi)},
on the measurable space (X x Y,B(X) x B(Y)), where B(X) x B(Y) is the product
o-algebra. The distribution of the state space model is defined in terms of an ini-
tial distribution Po(dxg) of the random variable Xo and two sequences of probability
kernels { Py(x¢—1, dact)}le, {Fi(z¢, dyt)}tTZO where Py(x¢—1,dxt) is a probability kernel
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from (X,B(X)) to (X,B(X)) and F(z¢,dy:) is a probability kernel from (X, B(X)) to
(V,B(Y)) and the joint distribution of (Xo.r, Yo.T) is defined by

T T
Pr(Xor € dzor, Yor € dyor) = Poldzo) [ [ Pe(wi—v, dae) [ ] Filwe, dye)
t=1 t=0

= Po(dxo)Fo(xo, dyo)

T
HPt(xt—ladxt)Ft(xtadyt) (614)
t=1
T
= Pr(dzor) HFt(l’n dyt). (6.1.5)
t=0

From equation (6.1.4) we have that the process {(Xy,Y;)}/, is a Markov pro-
cess with initial distribution Py(dzo)Fy(xo, dyo) for the random variable (Xo, Yp) and
transition kernels {Pt(wt,l,dwt)Ft(xt,dyt)}thl. From equation (6.1.5) we have that
the process X is a Markov process with initial distribution Po(dxg) for the random
variable X and transition kernels {P;(z;_1, dxt)}le.

These types of models are used to model time series that have been generated by
the process Y. That is, only the realizations of the process Y are observed, while the
realizations of the Markov process X remain unobserved. When the set X is finite,
state space models are also called hidden Markov processes.

Remark 6.1.2. In this thesis, we are interested in an special case of state space
models, in which there are two measures p and v on the measurable spaces (X, B(X))
and (), B(Y)), respectively such that:

Po(dzo) = f3 (wo)u(dm),
Py(zi-1|dzy) = flji‘_Xl(l“t\fft—l)M(dﬂft),
Fi(x¢|dy) = fﬁx(ytlmv{dyt),

where fg represents the marginal density of Xo, fjé'ji is the conditional density of

X; given X;_1 and f;gx 1s the density of Yy given X;. Usually the measures p and v
are the Lebesque measure. That is, we focus on state space models whose probability
kernels satisfy continuous distributions.

If we assume that
Fy(x|dy:) = fﬂY;‘X(yth‘t)V(dyt) Vt,

then the equation (6.1.5) can be rewritten as

T
Pr(Xor € dzor, Yor € dyor) = Pr(dzor) [ £ wlzv(dy).  (6.1.6)
t=0

On some occasions we will be interested in computing the marginal distribution of
Yo+, which can be computed as

t

Hf§;X<ys|Xs>]ny<dys>, _
s=0

s=0

IPT(}/O:t S dyO:t) = E]Pt
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where Ep,[.] is the expected value with respect to the probability measure P;. From
equation (6.1.7) we have that the marginal density of Yp.; is equal to

fot(vor) = Ep,

H FX X, ] (6.1.8)

Using the result in (6.1.8) we can construct the marginal densities fJ, for different
values of ¢t. In addition, the conditional density of Y; given Yp.;—1 can be defined in
terms of two consecutive marginal densities, that is

f({t (yO:t)

Y e 6.1.9
Soi—1(Wo:e—1) ( )

ft|0 H— 1<yt‘y0:t—1) =

The ratios defined in equation (6.1.9) are called likelihood ratios since the likelihood
can be defined in terms of them as

T
S wor) = 13 (o) TT £liore—1 (wslvors—1)- (6.1.10)
s=1

Remark 6.1.3. Usually, state space models will depend on a vector of parameters 0
that can take values in a set ©. When we want to indicate that our model depends on
a vector of parameters 6 we will use the notation fng(yo:T]Q) rather than fng(yo;T).
Using this notation, the likelihood in (6.1.10) can be rewritten as:

T
LY (0) = forr(yorl0) = f3 (wol®) [ | £2e1Wslys—1,0). (6.1.11)
s=1

The log-likelihood is then

T

Y (8) = og (LY (6)) = log (13 (9016)) + > log (/Y1 (wslys1.0)) . (61.12)
s=1

For estimating the parameter 6, one can try to mazimize the function 1Y, but the
problem is that in general, state space models do not have a close formula for the

likelihood.

In addition, to the likelihood, we are also concerned with the distribution of Xj.;
given Yy, which can be expressed as

P (Xox € daoa|Yor = vo1) = 7o — [H "X (sl | Poldwos).  (6.1.13)
0:t Ot

s=0

In this thesis, we are interested in determining the distribution of X; given Yp.;; this
is known as filtering.
6.1.1 Examples

In this subsection, we will see two examples of stochastic volatility models and their
representation as state space models.

Remark 6.1.4. In all the models to be studied here, the density functions f2|/th and

ft)li‘_xl are going to be normal density functions. Because of this, we introduce the
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following notation to indicate the density function of a normal random variable with

mean p and variance o?:
felelo?) = ——e 3 praizeR (6.1.14)
N\R|H, 07 ) = e o or all z . 1.
. V2o

Example 6.1.1. Simple stochastic volatility model.

This is one of the first stochastic volatility models and it was proposed by Taylor
(1982). Let {Y3i}52, and {X:}22, represent the logarithmic returns of the price and
the logarithmic volatility squared, respectively. This model is written as

X
Y, = exp{;}et, (6.1.15)
Xy = po+p1Xe—1+ T, (6.1.16)

where pg € R, p1 € (—1,1), 7 > 0 and where {n:}?2, and {e:};2, are two independent
sequences of independent standard normal random variables. We assume that the ini-
tial value of the volatility Xo follows a normal distribution with mean po and variance
03. Notice that the probability kernels of this state space model are

Ft($tadyt) = fN(yt|0aext)m(dyt)a
Py(xi—1,dxy) = fN(f'?t|P0+P1$t71,72)m(d53t)»

where m is the Lebesgue measure.

Example 6.1.2. Heston model.

The Heston model (Heston, 1993) is one of the most popular stochastic volatility
models and it is used in the context of option pricing. This model is a continuous
time model and because of that we have to discretize it. We use the discretization used
by Mrdzek and Pospisil (2017, p. 694). In this case, {Y;}72, and {V;}72, represent
the logarithmic returns of the price and the volatility, respectively. This model can be
written as

1
Y, = (M—zxftﬂ) At 4/ VE AtZY (6.1.17)
Vi = Vi +ar(by —ViE)At + o/ Vi AtZY (6.1.18)

where xt = max{x,0}, p € R, ay,br, o7, At > 0, and where 2%1” > 1. In addition,
I

{2112, and {ZY'}2, are two correlated sequences of independent standard normal
random variables with correlation corr[ZY ,ZY] = p € (=1,1) for all t > 0. Here At
1s not a parameter and it represents the time step. Again, the distribution of Vi is a
normal distribution with mean po and variance of.

The correlated sequences {Z}Y }2, and {ZY }2, can be expressed in terms of two
independent sequences of independent standard normal random variables { B} }3°, and

{Bty}?il as:

z; = pB/ +/1-p?B)

z/ = BY,
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(Hirsa, 2012, p. 233). So, the model introduced in equations (6.1.17)-(6.1.18) can be
rewritten as

1
Y, = <M _ 2Vﬁ1> At+\/VE AL (pBY +VT=2B))  (6.1.19)
Vi = Vi +ar(by — Vi )At + o5/ V,E ALBY . (6.1.20)
From equation (6.1.20) we have that

1
thV = o (Vi = Vier — as(br — ViE))AL) . (6.1.21)

Substituting equation (6.1.21) into equation (6.1.19) we arrive at

1
Yy = </~L - 2Vt+1> At + a% (Vt = Vier —ay(br — V;ti_l)At) +Vv1i- PQ\/ V;EtlAth/'
(6.1.22)

In this case, the hidden process has a dimension of two. We define the process {X¢}72,

as O
Xe(1 Vi
X = = .
= ()= ()
So equations (6.1.20) and (6.1.22) can be rewritten in terms of X :

Y, = (u — ;X;L(2)> At + U% (X(1) — X4(2) — ar(br — X;7(2))At)

+v/1 = p2y/ X, (2)AtBY,
(Xt(1)> _ (Xt_l(l) +ag (b — X;1(1))At+al,/xj_l(l)AtBy) |

X1(2) X;_1(1)

So, we have just rewritten our model in terms of a Markov process X and an observed
process Y, whose value at time t depends on Xy. That is, we have expressed our model
as a state space model. In this case, the probability kernels are

Fy(ze,dy) = fn (v |ur, o) m(dyy),
Py(zor,day) = fn(zi(D)|pp, 05)8q, 1) (doy(2))m(dz (1)),

where m is the Lebesgue measure, 0y, (1) s the Dirac measure concentrated on x;—1(1)
and

pr = (n— 0527 (2)At+ 2 (2(1) = 21(2) — ar(bs — 27 (2)At)

or
op = (1-p")af(2)At,
pp = x1(1) +ar(br — a7, (1)) At,
b = ot (1AL

6.1.2 Particle filter

Particle filters are filtering algorithms for state space models. There are different
types of particle filters: auxiliary filters, guided filters or bootstrap filters. Remember
that filtering consists of deriving the distribution of X; conditional on Yi.; = yi.,
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for t = 1,...,T. Particle filter algorithms approximate the distribution P4(X; €
dz¢|Yo.r = yot) sequentially.

Particle filters are related to Monte Carlo methods and they are included in a set
of techniques called sequential Monte Carlo methods.

6.1.3 Importance sampling

Particle filters are based on the importance sampling algorithm. This algorithm works
as follows.

Let us imagine that we have a random variable X that takes values in the set X,
and the distribution of this random variable is denoted by Q. We are interested in
computing the expected value

Eq [p(X)] == /X ¢(2)Q(dx), (6.1.23)

where ¢ : X — R is a bounded measurable function and Eq|.] is the expected value
with respect to the measure Q.

This integral can be approximated by sampling from the distribution Q. On
some occasions we will not be able to draw samples from Q. Let us consider a new
distribution IM, which we know how to sample from, and assume that @ is absolutely
continuous with respect to IM. By the Radon-Nikodym theorem, we know that there
exists a non-negative measurable function w such that

Q(dz) = w(z)M(dz). (6.1.24)

Using equation (6.1.24), we can rewrite the expected value in (6.1.23) as
Bole()] = | plaju(omt

B . w(z .
= /X@( )7E]M[w(X)]IM(d ), (6.1.25)

where the last equality comes from the fact that:

Enfw(X)] := /Xw(x)]M(dx) = /){Q(dz) =1.

Now we can approximate the expectation in equation (6.1.25) by generating samples

from the distribution IM. If we generate a sequence { X" i\/:,,f " of Npqr € IN independent
and identically distributed random variables with distribution IM, then the distribution
Q can be approximated by the distribution

Npa'f‘

QNrr (d) =Y Widxi(da),

i=1

where

w(X?)

N, ar ]
Zj:pl w(X7)

Wi = fori=1,..., Npar,
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and the expected value (6.1.23) can be approximated by

Npa'r
Egpar [p(X o) = 3~ o(XHWY,
=1

(Chopin & Papaspiliopoulos, 2020, p. 89).

6.1.4 Feynman-Kac models and sequential importance sampling

Particle filter algorithms are based on the importance sampling algorithm, but the
samples are generated sequentially. To construct this type of algorithm, we need to
introduce the concept of a Feynman-Kac model.

Definition 6.1.4. (Chopin & Papaspiliopoulos, 2020, p. 51)
Let us consider a Markov process { X}, such that X; € X for all 0 <t < T with
initial distribution Mg for the random variable X and transition kernels M., that

satisfies:
T

My (dzor) = Mo(dxo) [ [ Mi(wi-1, day).
t=1

Consider also a sequence of functions Go: X — RT, and Gy : X2 > Rt for1<t<T
called potential functions. A sequence of Feynman-Kac models is given by a sequence
of probability measures on (Xt+1,B(X)t+1) for 0 <t < T, defined as the following
changes of measure from My:

t

11 Gs(ﬁﬂsl,%)] DMy (dwo:t), (6.1.26)

s=1

Qu(dzog) = thGo(fUO)

where Ly is the normalising constant needed for Q¢ to be a probability measure,

t
Ly = Go(zo) H Gs(ws—1,25)My(dzos) = B,

1
Xt s=1

t
GO(XO) H Gs(Xsfla Xs)

s=1

For these models to be well defined, we require 0 < Ly < oo for allt <T.

The normalizing constant L; is called the partition function or likelihood function
and we denote the ratios for the successive normalizing constants as
Ly

ly

The Feynman-Kac model defined in equation (6.1.26) is just a change of measure from
the measure IM(dzg.t) to the measure Q¢(dzg.t). From equation (6.1.26) we have that
if we know how to sample from the distribution IM;(dz¢.+), then we can approximate
the distribution Q;(dz¢.;) using the importance sampling algorithm. Based on this, it
is possible to construct the sequential importance sampling algorithm, see Algorithm
1 (Chopin & Papaspiliopoulos, 2020, p. 132).
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Algorithm 1: Sequential importance sampling
X ~ Mo(dzo) for i =1,..., Npar;
wh + Gy (Xé) fori=1,..., Npar;
. wi .
Wé%m fOI"L:].,...,NpaT )
fort=1,2,...T do
X}~ My(X]_,dxy) fori=1,..., Npar;
wi + wi_1Gy (Xj_1, X}) fori=1,..., Npar;
Wti:iw% fori=1,..., Npar;

N,
par . m
Dot Wi

end

Algorithm 1 allow us to approximate Q¢(dz;) by

Npa,'r
N, ar 3
Neor (da) = S Wby, (day),
i=1
and the ratio [; is approximated by
N, ar )
lear _ Zz:pl w%
t - N, ar l '
Dot Wi

The problem with this algorithm is that some of the weights W} that appear
in Algorithm 1 can become zero or near to zero. This is called particle degeneracy.
Because of the recursive nature of the algorithm, we can lose several particles when T is
high. To avoid this, we can perform a re-sampling with replacement at each iteration
of the algorithm. The problem of re-sampling at each step is that it increases the
computing time of the algorithm. Because of that, it is defined the effective sample

size for the weights WtL PO as

1

m=1

1:Npar

ESS (Wt (6.1.27)

Notice that when W} = ﬁ for all © = 1,..., Nper we have that ESS (th:Np”) =
Npqr meaning that all particles in the sample are contributing equally. In the case
when all the weights th:Np‘" are equal to zero except one which is equal to one, we
have that ESS (thszM

sample size is smaller than a certain value that we call N;,. That is, a resampling
will occur at time ¢ if

= 1. A common policy is to resample when the effective

A usual value for the tolerance is Nyo; = Npar/2.

Using the concept of effective sample size, it is possible to construct a new al-
gorithm based on Algorithm 1, called sequential importance sampling with adaptive
resampling. This appears in Algorithm 2 below (Chopin & Papaspiliopoulos, 2020,
p. 134).
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Algorithm 2: Sequential importance sampling with adaptive resampling
Xé ~ Mq(dxg) for i =1,..., Npar;
wh + Go (Xé) fori=1,..., Npar;
. wi )
Wé(— ENnTE‘%” for i = 1,~'-7Npar N

fort=1,2,...7 do

it £SS (th_ifp”) < Ny, then
Draw (with replacement) Ny, indices I} for i = 1,..., Npg, using the
normalized weights thjf” o
Wy_q < 1fori=1,..., Npa;
else
Il «ifori= 1,..., Npar;
Wy_q <+ wy_q fori=1,..., Npar;
end

; I .

X{ ~ My(X,',dxy) for i =1,..., Npor;
. o~ It . i

wi — B, Gy (thl,Xg) fori=1,..., Npgr:
) wi )

Wi=—mt— fori=1,..., Npa;

N
par oy
Dy Wi

end

From Algorithm 2 we have that the distribution Q;(dx;) is approximated by

Npar
L (day) = Y WS xi (dzy), (6.1.28)
=1

and the ratio l; is approximated by

1 Npar 4 . . .

N Noar Yo wi, if resampling occurred at time ¢,

L7 = Qs Near _ (6.1.29)
e, otherwise.
Dlim1 Wig

6.1.5 Bootstrap filter

Returning to the definition of state space models, consider a state space model with
initial distribution Pg(dxo), probability kernels { P;(x;_1, dx;)};2, for the hidden pro-
cess X and a sequence of probability kernels { F;(z¢, dy;)}?2, for the observed process
Y. In this case, we assume that the probability kernels {F}(z, dy:)}72, satisfy

Ft(l‘t, dyt) = fz‘/tlx(yt\xt)m(dyt) Vt Z 0,

where m is Lebesgue measure.

Using Feynman-Kac models defined in Section 6.1.4 we can construct particle filter
algorithms for state space models. Depending on how we define the components of
the Feynman-Kac models, we can build different types of filtering algorithms. In this
thesis we focus only on the bootstrap algorithm, but there are other types of filtering
algorithms such as the guided particle filter or the auxiliary particle filter.
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Definition 6.1.5. (Chopin & Papaspiliopoulos, 2020, p. 53) The bootstrap Feynman-
Kac formalism is the Feynman-Kac model with the following components

Mo (dzo) = P(dzo), Go(zo) = foy" (volz0),
My(xi—1,dxy) = Py(wi—1,dxy), Gi(xi—1,2) = f;ﬁlx(yt|$t)~

Under the bootstrap Feynman-Kac formalism, we have that

Qi(dzor) = Py(Xox € dxot|Yor = yout),

Li = for(or),
L Y|Y
lt - Ltil - tlolit—l(yt’yﬂ:t—l).

From Definition 6.1.5 and Algorithm 2 the bootstrap filter algorithm is constructed
as shown in Algorithm 3 (Chopin & Papaspiliopoulos, 2020, p. 136).

Algorithm 3: Bootstrap filter
Xé ~ Po(dxg) for i =1,..., Npar;
Y|X ; .
| (yo| X)) for i =1,..., Npar:

)

Wé%% fori=1,..., Npar ;

fort=1,2,...7T do

if BSS (W) < Nig then

Draw (with replacement) Np,, indices Il fori=1,..., Npar using the
normalized weights th_:];[p o

wy_q = 1fori=1,..., Npar;

else

Il «ifori= 1,..., Npar;

Wy_q = wy_q for i =1,..., Npar;

end

Xi~ P, (Xffl,dxt) fori=1,..., Nyar;

i pYIX ; .
wy w;_lfﬂtl (ye| X7) for i =1,..., Npar;

i wi - .
W = ST fori=1,..., Npar;
m=1 t

end

Notice that the bootstrap filter algorithm (Algorithm 3) is the same as Algorithm 2
with the components of the Feynman-Kac model as in Definition 6.1.5. Using the boot-
strap filter algorithm, we can approximate the distribution P (X; € dxt|Yo.t = yo.t) by
Qi\f”” (dxt) defined as in (6.1.28). And the likelihood LY () = f¥r(yo.r|0) is approx-
imated by

T
Ly (0) = [T 0), (6.1.30)
t=1
where linar (0) is defined as in equation (6.1.29).

6.1.6 Particle marginal Metropolis-Hastings algorithm

In the previous section, we saw how to use the bootstrap filter algorithm to generate
samples from the distribution Py (X; € dx¢|Yp.: = yo.¢). In Algorithm 3, the vector of
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parameters 6 is assumed to be known. In general, this vector 8 is unknown and we
would like to estimate it. To that end, we will use Bayesian estimation techniques.
Before introducing the particle marginal Metropolis-Hastings algorithm, let us first
introduce the Metropolis-Hastings algorithm.

Let us assume that the vector of parameters 6 can take values on the set ©. In
the Bayesian setting, the parameters are assumed to satisfy a prior distribution; that
is, the vector of parameters 6 is a random variable with distribution P(df). We will
assume that the prior distribution can be expressed as

P(d) = f°(6)m(do),

where m is Lebesgue measure.

The density function f? is called the prior density function. The objective of the
Bayesian estimation technique is to sample from the conditional distribution of 6 given
Yo.n; that is, we are interested in the distribution

P (6 € dO|Yo.r = yor) -

If we have that
P (Yor € dyo«|0) = fos (yorr|0)m(dyo.r),

then by the Bayes theorem we can express the posterior distribution as

P (0 € db|Yorr = yorr) = 7100 (vt 0)m(d0),

where

L— / £20) £ (yor|0)m(do)
®

is the normalizing constant (Hautsch & Ou, 2008, p. 257). We have expressed the
posterior density in terms of the prior density and the likelihood. In the case that the
likelihood has an analytical form and we can compute it, we can use the Metropolis-
Hastings algorithm to sample from the posterior distribution. This algorithm is based
on the rejection sampling algorithm (Rachev, Hsu, Bagasheva, & Fabozzi, 2008, p. 64).
In the rejection sampling algorithm, we want to sample from an objective distribution,
but we can not sample directly from it, we must use a proposal distribution that we
know how to sample from. We generate samples from the proposal distribution and
then those samples are accepted or rejected according to a certain rule.

The objective of the Metropolis-Hastings algorithm is to generate Ng;,, € IN sam-
ples from the posterior distribution. That is, we would like to generate a sequence
gl:Nsim — (0(1), 02, ... ,H(Nsim)) where () has been sampled from the posterior dis-
tribution P (0 € df|Yy.r = yo.r) for i = 1,2,..., Ngim. The problem is that in gen-
eral it is not possible to sample from the posterior distribution directly. Because of
that, we generate samples in a sequential manner from a proposal probability kernel.
That is given 801 we generate the proposed sample 6 from the probability kernel
M (Gl dé), then 6 is accepted with probability

« (0(2;1), é) = min {1, r (0(1171), é)} ,
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where
. P (é e df|Yor = y0:T) M (é, deﬁ—l))
7“( ' ) Cop (061 € dbi—D)|Your = your) Wi (9(2'—1),(15)
7 (9) e <y0:T|é) m (dé) M (é, deﬁ—l))
72 (06) £ (yorl06=D) m (d0G=1) AT (961, ad)

If the proposal probability kernel M (9@_1), dé) can be written in terms of a density
function m as 3 ' ; o }
s (9<Z—1>,d9) = (9|9<Z—1>) m (d@) ,
then the Metropolis-Hastings algorithm works as it is shown in Algorithm 4 (Rachev,
Hsu, Bagasheva, & Fabozzi, 2008, p. 68).
Algorithm 4: Metropolis-Hastings algorithm

Initialize the sequence with a value 8(©);
fori=1,2,... Ny, do
Simulate § ~ M (G(ifl), dé) ;

. £2(0) £3 (vor|6) (6= 1|6) .
Set o = min {1’ FO06D) £ (yo.r [0G—D) )m(0]0G-D) [
Simulate u ~ Unif([0, 1]);
if © < « then

| Set 00) = 6;
else

| Set 9 = g1,
end

end

A special case of the Metropolis-Hastings algorithm is the random walk Metropolis-
Hastings algorithm, where the proposal samples are generated according to the fol-
lowing probability kernel

M (9@'—1), dé) = fun (5\9@'—1), 52) m (dé) (6.1.31)

where § > 0 and farn(.[0% Y, 6%) is the density function of a multivariate normal dis-
tribution with vector mean 8¢~V and covariance matrix 6% (Chopin & Papaspiliopou-
los, 2020, p. 282). Because the normal distribution is symmetric around the mean we

have that
m (510“*1)) - (9(1'*1)\5) .

In this particular case we have that

7 (9) e (world)
fO(00=D) folr (yor|0G—1)

a=min< 1,
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Remark 6.1.5. The density function of a multivariate normal random variable with
vector mean € R™ and n X n covariance matriz X3 is

exp{—3(x—p)/S (& —p)}

for z € R",
(2m)"|X|

fun(z|p,X) =

where |X| is the determinant of ¥ and (x — p)’ is the transpose of (v — p).

The sequence 0;.y,,,, generated by the Metropolis-Hastings algorithm converges
to the posterior distribution P (6 € df|Yy.r = yo.r) in theory when Ny, — oo. Of
course, we can not generate a sequence of infinite size. But this means that the
sequence takes some time to converge to the posterior. So the initial values of the
sequence #%Nsim may not have converged to the posterior. Because of that we will
get rid of some of the initial values of the sequence §'Nsim. We pick a positive integer
Npyrn With Npyrn < Ngim, called the burn-in period, and we will eliminate all of the
0 with i < Npurn. So at the end, we are only interested in the sequence §Vourn:Nsim
(Rachev, Hsu, Bagasheva, & Fabozzi, 2008, p. 75).

In general, for state space models, we do not have an analytical formula for the
likelihood fg:/p but we can approximate it using the bootstrap filter algorithm (Algo-
rithm 3). From the result in (6.1.30), we have that the likelihood can be approximated
by Lg”‘"(@). The particle marginal Metropolis-Hastings algorithm is based on the
Metropolis-Hastings algorithm and on the bootstrap filter. This algorithm allows us
to sample from the posterior distribution and perform Bayesian estimation of the vec-
tor of parameters of the state space model. The particle marginal Metropolis-Hastings
algorithm works as it is explained in Algorithm 5 (Chopin & Papaspiliopoulos, 2020,
p. 308).

Algorithm 5: Particle marginal Metropolis-Hastings algorithm

Initialize the sequence with a value 6(0);

Run the bootstrap filter (Algorithm 3) using #(°) and obtain L?p‘" (6©);
fori=1,2,... Ngm, do
Simulate 6 ~ M (9(i_1), dé) ;

Run the bootstrap filter (Algorithm 3) using 6 and obtain LIJY”” (é),

. £0(8) LNPe" (6)m(06—1)|6)

Set a = min {1’ 1o (9<i(1)§L:]Ypa’“ 5931'1))7;1(5“9(1'1)) }’
Simulate U ~ Unif([0,1]);
if U < « then

| Set 60 =0
else

| Set ) = 9l-b;
end

end

6.1.7 Numerical examples

Now that we know how to estimate the vector of parameters 6, we would like to try
the methods introduced in sections 6.1.2 and 6.1.6. We will apply these methods to
synthetic data that has been generated using the models introduced in section 6.1.1.

In all the experiments done in this chapter we use a tolerance of Nyo = 0.5Npq,-.
The policy used to generate the proposed parameters is the one that is explained
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in equation (6.1.31). That is, we use a random walk particle marginal Metropolis-
Hastings algorithm. So in this case, the value « that appears in Algorithm 5 can be

written as
# (51 ()

" fo (6G-D) Lgpar (6G-D)

a = min

Example 6.1.3. Simple stochastic volatility model.
For the model introduced in Example 6.1.1, we simulate 1100 time steps (approxi-
mately three years of daily data) with the following values for the parameters

po=04, p1 =08 7=0.>5

and an initial distribution which is a normal distribution with mean pg = 1 and
variance 0§ = 0.05. Using the synthetic data of the logarithmic returns, we would
like to apply the particle marginal Metropolis-Hastings algorithm (Algorithm 5) and
see if we can estimate the parameters. The prior distributions for the parameters are
the ones that appear in Table 6.1. The covariance matriz of the multivariate normal
density of equation (6.1.51) is

0% = 0.1,

where I3 is the identity matriz of dimension 3.

H Parameter Prior Distribution H

PO N(O,lO)
P1 N(Oal)
T Gamma(1,1/2)

TABLE 6.1: Table showing prior distributions of the parameters of the
model introduced in Example 6.1.1.

We use Npqr = 200 particles for the bootstrap filter part and Ny, = 20000 simu-
lations for the Metropolis-Hastings algorithm part. We can observe in Figure 6.1 that
the algorithm gives estimates that are close to the true values of the parameters.

In addition, we have computed the mean and the 95% confidence interval of the
sequence of the parameters obtained in the particle Metropolis-Hastings algorithm with
a burn-in period of Npyrn = 2000. The values that we have obtained appear in Table
6.2 and we observe that the true value of the parameter is always inside the 95%
confidence interval.

H Parameter True value Mean 95% confidence interval H

P0 0.4 0.389004 (0.184163,0.709051)
p1 0.8 0.818377 (0.667205,0.919404)
T 0.4 0.388147 (0.240680,0.554056)

TABLE 6.2: Table containing the mean and the 95% confidence in-
terval of the posterior distribution of the parameters, obtained using
Algorithm 5 of the model introduced in Example 6.1.1.

Example 6.1.4. Heston model.
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FIGURE 6.1: Posterior distribution of the parameters of the model
introduced in Example 6.1.1.

In the case of the discretized Heston model introduced in Example 6.1.2, we simu-
late 1100 steps with the following values of the parameters

ar =05, b;=0.06, o;=0.15 u=0.1, p=0.5,

the initial distribution is a normal distribution with mean po = 0.1 and variance
03 = 0.01 and a time step of At =0.1.

Using the synthetic data of the logarithmic returns, we would like to apply the par-
ticle marginal Metropolis-Hastings algorithm (Algorithm 5) and see if we can estimate
the parameters. The prior distributions for the parameters are shown in Table 6.3.
The covariance matriz of the multivariate normal density of equation (6.1.31) is

6% = 0.05%15,

where Iy is the identity matriz of dimension 5.

H Parameter Prior Distribution H

ar Gamma(1,2)
br Gamma(1,2)
or Gamma(1,1/2)
L N(0,1)

p Unif(-1,1)

TABLE 6.3: Table showing the prior distributions of the parameters
of the model introduced in Example 6.1.2.
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Again, we use Npq,r = 200 particles and Ny = 20000 simulations for the particle
marginal Metropolis-Hastings algorithm. Figure 6.2 shows the results of the posterior
distribution of the parameters obtained by the particle marginal Metropolis-Hastings
algorithm.

In Table 6.4, we observe the mean and the 95% confidence interval obtained by the
algorithm with a burn-in period of Nyyrn = 2000. The true values of the parameters
are inside the 95% confidence interval.
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FIGURE 6.2: Posterior distribution of the parameters of the model
introduced in Example 6.1.2.

6.2 State space models with an exogenous process

In Section 6.1, we introduced state space models. These models have a latent discrete
process X = {X;}$°, and an observed discrete process Y = {Y;}7°, that is affected by
X. Now we are interested in models in which the observed process Y is affected by the
latent process X and an exogenous discrete process A = {A4:}7°,. Since the process
A is observed, we will assume that we know the values of the following sequence of
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H Parameter True value Mean 95% confidence interval H

ar 0.5 0.516925 (0.332549,0.816280)
br 0.06 0.057649 (0.045616,0.071305)
or 0.15 0.161564 (0.113633,0.205397)
I 0.1 0.111692 (0.075767,0.145486)
p 0.5 0.475196 (0.297232,0.623241)

TABLE 6.4: Table containing the mean and the 95% confidence in-
terval of the posterior distribution of the parameters, obtained using
Algorithm 5 of the model introduced in Example 6.1.2.

realizations {a;}§°, of the process A. We assume that the processes X and Y form
a state space model as in Definition 6.1.3 with a vector of parameters 6 such that
{at}§2, € 0. We can do this due to the fact that the realizations of the process A are
observed. So, we treat these types of models as states space models whose vector of
parameters contains the realizations of the exogenous process. Since we have a state
space model, we can use the techniques introduced in Section 6.1.

Based on the stochastic volatility models introduced in Section 6.1.1, we would like
to construct two different types of models. In the first type of model, the unobserved
volatility of log-returns is partially explained by the market attention. These types
of models have been studied previously by Li, Yang, and Wang (2019) and by Balash
(2013). In the other type of model, the unobserved part of the volatility is independent
of the interest process. That is, the volatility of the log-returns is explained by two
processes, one an unobserved process and the other, the market attention.

6.2.1 Stochastic volatility model with exogenous variable

Based on the model introduced in Example 6.1.1 and on the work of Balash (2013,
p. 35), we construct the following model,

X
exp {;} €t (6.2.1)
Xe = po+p1Xio1+ p2Ap + T, (6.2.2)

Y,

where po,p2 € R, 7 > 0, p1 € (—1,1) and {n:};2,, {e:}2, are two sequences of
independent standard normal random variables. The distribution of Xg is a normal
distribution with known mean pg and known variance 08.

The probability kernels of this state space model are

Fy(ze,dy) = fn(ye|0, ™ )m(dye),
Py(xi—1,dxy) = fn(ze|po + prae—1 + paay, 7'2)m(d$t)-

From equation (6.2.1), we have that the unobserved volatility at time ¢ is not only
explained by its value at time ¢ — 1, but also by the market attention at time ¢.

For this model, we would like to check that the particle marginal Metropolis-
Hastings algorithm; can accurately estimate the parameters of this model.

For the model introduced in equations (6.2.1)-(6.2.2), we simulate 1100 time steps
with the following values for the parameters

po=04, p =08, p=05T=04
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and an initial normal distribution with mean po = 2 and variance o = 0.2. Using
the synthetic data of the logarithmic returns, we would like to apply the particle
marginal Metropolis-Hastings algorithm (Algorithm 5) and see if we can estimate the
parameters. The prior distributions for the parameters are the ones that appear in
Table 6.5. Again, the covariance matrix of the multivariate normal density of equation
(6.1.31) is

6% = 0.05%1y,

where I, is the identity matrix of dimension 4.

Remark 6.2.1. We still have to specify how we generate the synthetic realizations of
the interest process A. In this case, we assume that the attention follows the following
autoregressive process:

Ar = o+ p1Ar1 + pel, (6.2.3)

where ¢g € R, > 0, ¢1 € (—1,1), {12, is a sequence of independent standard
normal random variables and Ag is a constant random variable. For the generation
of the synthetic realizations, we use the following values for the parameters

¢0=03, ¢ =04, p=03

and an initial value of Ay = 0.2.

H Parameter Prior Distribution H

% N(O,1)
P1 N(O,l)
P2 N(O,l)
T Gamma(1,1/2)

TABLE 6.5: Table showing the prior distributions of the parameters
of model defined in equations (6.2.1)-(6.2.2).

As in Example 6.1.3, we use Npq, = 200 particles and N;,, = 20000 simulations
for the particle marginal Metropolis-Hastings algorithm. We can observe in Figure
6.3 that the algorithm manages to estimate the true value of the parameters.

As shown in Table 6.6, the 95% confidence interval obtained by the algorithm with
a burn-in period of Ny, = 2000 contains the true value of the parameters.

H Parameter True value Mean 95% confidence interval H

00 0.4 0.470852  (0.273000,0.755202)
1 0.8 0.792326  (0.703900,0.856203)
T 0.4 0.406326  (0.329099,0.520524)
P2 0.5 0474613 (0.278493,0.641246)

TABLE 6.6: Table containing the mean and the 95% confidence in-
terval of the posterior distribution of the parameters, obtained using
Algorithm 5, of the model defined in equations (6.2.1)-(6.2.2).

6.2.2 Partially observed volatility model

We are now interested in a model in which the volatility is composed of two parts.
One part is unobserved and the other one is observed. Based on the model introduced
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FIGURE 6.3: Posterior distribution of the parameters of the model
introduced in equations (6.2.1)-(6.2.2).

in Example 6.1.1, we propose the following model,

A X

Y, = exp{ —+tte (6.2.4)
2 2

Xe = po+p1 X1+ 70, (6.2.5)

where pg € R, 7 > 0, p1 € (—1,1) and where {n:};2,, {€:};2; are two sequences of
independent standard normal random variables. The distribution of Xg is a normal
distribution with known mean pg and known variance ag . From equation (6.2.4), we
observe that in this case the attention and the unobserved part of the volatility are
two separated processes. The probability kernels of this state space model are

Ft(xhdyt) = fN(ytloaeat+xt)m(dyt)7
Py(wi_1,dzy) = fn(wlpo + praver, 72)m(dwy).

As in previous examples, we would like to apply the particle marginal Metropolis-
Hastings algorithm to the model introduced in equations (6.2.4)—(6.2.5). To that end,
we simulate 1100 time steps with the following values of the parameters:

po=04, p =08, 7=04

and an initial normal distribution with mean zo = 2 and variance o3 = 0.07.

We choose Npqr = 200 and N, = 20000 as the number of particles and sim-
ulations respectively, that are going to be used in the particle marginal Metropolis-
Hastings algorithm. The priors that have been chosen for the parameters appear
in Table 6.7. The covariance matrix of the multivariate normal density of equation
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(6.1.31) is
6% = 0.05%15,

where I3 is the identity matrix of dimension 3.

Remark 6.2.2. Again, for the generation of the synthetic data of the interest process,
we use the autoregressive model introduced in equation (6.2.3) with the following values
for the parameters:

¢oo=04, ¢1=08 pu=04

and an initial value of Ag = 0.2.

H Parameter Prior Distribution H

PO N(Oal)
P1 N(Oal)
T Gamma(1,1/2)

TABLE 6.7: Table showing the prior distributions of the parameters
of model defined in equations (6.2.4)-(6.2.5).

H Parameter True value Mean 95% confidence interval H

0 0.4 0.354721  (0.222827,0.559826)
p1 0.8 0.826112  (0.721924,0.891564)
T 0.4 0.438589  (0.335611,0.567222)

TABLE 6.8: Table containing the mean and the 95% confidence in-
terval of the posterior distribution of the parameters, obtained using
Algorithm 5, of the model defined in equations (6.2.4)-(6.2.5).

Figure 6.4 and Table 6.8 show that the algorithm manages to give a good estima-
tion for the true value of the parameters. The mean and the confidence interval that
appear in Table 6.8 are computed using a burn-in period of Ny, = 2000.

6.3 Real data

In this section, we would like to fit the models introduced in Section 6.2 to Bitcoin
price data. The price data is taken from https://charts.coinmetrics.io/network-data/
for the dates from 19/09/2018 to 20/09/2021. We will first fit the data to the model
introduced in Section 6.2.1 and then to the model introduced in Section 6.2.2. As in
previous chapters, the proxies for the market attention are going to be the number of
Wikipedia views of the keyword “altcoin” and the unique number of active addresses.
The number of Wikipedia views are taken from https://pageviews.toolforge.org and
the unique number of active addresses is taken from https://charts.coinmetrics.io/
network-data/ for the dates 20/09/2018 to 20/09/2021. The selected proxies for the
market attention are presented in Figure 6.5.

Remark 6.3.1. Due to the fact that the proxies for the attention have large values,
we scale them to fit on the interval [0,1]. That is, if T is the horizon and {a;}1 is
the sequence of realizations of the data of the attention, we construct the scaled version
of the attention as:

- max{as:s€{0,1,...,T}}

fort=0,2,...,T.


https://charts.coinmetrics.io/network-data/
https://pageviews.toolforge.org
https://charts.coinmetrics.io/network-data/
https://charts.coinmetrics.io/network-data/

164 Chapter 6. Stochastic volatility models with an exogenous variable

rho0 rhol

08

07
0.6

Ds

b el
IH ! ”l '| "u “ I

0.2

Posterior distribution of rhot

0.1
0 05 1 15 2 25 0 05 1 15 2 25

%104 %10

(A) Estimation of the parameter po. (B) Estimation of the parameter p;.

!
b M 1l

0.3

| lLM, M‘M

0 05 1 15 2 25
«10%

(c) Estimation of the parameter 7.

FIGURE 6.4: Posterior distribution of the parameters of the model
defined in equations (6.2.4)-(6.2.5).

We use this scaled version of the attention to fit the models presented in Section 6.2.

6.3.1 Benchmark model

We would like to compare the models introduced in Section 6.2 to a benchmark model.
In this case, the benchmark model is the simple stochastic volatility model presented
in Example 6.1.1. For fitting this model, we only use the log-returns of Bitcoin; we
do not use any proxy for the attention. The idea is to compare this model with the
models that contain an exogenous variable. We use the particle marginal Metropolis-
Hastings algorithm with N, = 200 particles and N, = 50000 simulations. The
mean and the confidence interval of the posterior distribution of the parameters are
shown in Table 6.9, which are calculated using a burn-in period of Ny, = 5000. The
posterior distribution of the parameters are shown in Figure 6.6.

H Parameter Mean 95% confidence interval H
£0 -1.124007 (-1.294804,-0.972485)
o1 0.842064 (0.819718,0.861390)
T 0.681720 (0.597685,0.837154)

TABLE 6.9: Table containing the mean and the 95% confidence in-
terval of the posterior distribution of the parameters, obtained using
Algorithm 5. For the model defined in equations (6.1.15)-(6.1.16).

Using the mean of the posterior distribution of the parameters shown in Table
6.9, we use the bootstrap filter algorithm to filter the hidden process X. The filtered
distribution of the hidden process X is shown in Figure 6.7.
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The objective in this section is to compare the volatility given by this benchmark
model with the volatility given by the models with an exogenous variable. Notice that
from equation (6.1.15) we have that the conditional standard deviation of the return

Y, given Xy is:
VVar[Y| X;] = %55, (6.3.1)

We would like to compare the conditional standard deviation of this model with the
weekly historical volatility, that is defined as

2

t t
1 1
hy = - E yj?- - E y;j | fort=17,8,...T

j=t—7 j=t—=7

In Figure 6.8, we show the weekly historical volatility and the estimated conditional
standard deviation defined in equation (6.3.1). For each t = 0,1,2,...,T the random
variable X; is estimated as the mean of the posterior distribution obtained from the
bootstrap filter. We observe that the weekly historical volatility has spikes that are
not captured by the estimated volatility. We hope that the models that incorporate
the market attention as an exogenous variable will be able to capture these spikes.

Remark 6.3.2. The prior distributions of the parameters used in the particle marginal
Metropolis- Hastings algorithm are the same as the ones used in the numerical example
presented in Example 6.1.5.

As it is done by A. Hou, Wang, Chen, and Héardle (2020) we can compute the
residuals, defined as

X
et:exp{—;}nfort:1,2,...T, (6.3.2)

to validate the model. Under the assumption that the data have been generated by
the model defined in Example 6.1.1 the sequence {e;}_; is a sequence of independent
standard normal random variables. To check this assumption, we can use the Kol-
mogorov—Smirnov test (Massey, 1951). This test gives us a p—value of 0.0061, since
the p—vale is less than 0.05 we can reject the null hypotheses with a 5% confidence
level.

6.3.2 Stochastic volatility model with exogenous variable

For the model introduced in Section 6.2.1, we first fit the model using the number of
Wikipedia views as proxy for the interest process. We use Np, = 200 particles and
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FIGURE 6.6: Posterior distribution of the parameters of the model
defined in Example 6.1.1 using the log-returns of Bitcoin for fitting
the model.

Ngim = 50000 simulations for the particle marginal Metropolis-Hastings algorithm.

The results related to the posterior distribution of the parameters are shown in
Table 6.10 and in Figure 6.9. The mean and the confidence interval shown in Table
6.10 are computed using a burn-in period of Ny, = 5000.

H Parameter Mean 95% confidence interval H
£0 -2.024311 (-2.341229,-1.754662)
p1 0.738657 (0.689649,0.777086)
P2 0.798545 (0.584970,0.957000)
T 0.845450 (0.710839,0.945651)

TABLE 6.10: Table containing the mean and the 95% confidence in-

terval of the posterior distribution of the parameters, obtained using

Algorithm 5. For the model defined in equations (6.2.1)-(6.2.2) and
where the proxy of attention is the number of Wikipedia views.

We use the mean of the posterior distribution of the parameters shown in Table
6.10 as estimators for the parameters. With those estimators, we use the bootstrap
filter algorithm to filter the hidden process X. The filtered distribution of the hidden
process X appears in Figure 6.10.

From equation (6.2.1), we have that the conditional standard deviation of the

return Y; given X is:
VVar[Y| X;] = €955, (6.3.3)

As we did in Section 6.3.1, we compare the conditional standard deviation and the
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FIGURE 6.7: Filtered distribution of the hidden process X of the

model defined in Example 6.1.1 using the log-returns of Bitcoin for

fitting the model. The mean and the 95% confidence interval of the
posterior distribution are shown.
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FIGURE 6.8: Weekly historical volatility and estimated volatility of
the model defined in Example 6.1.1 using the log-returns of Bitcoin
for fitting the model.

weekly historical volatility. This is shown in Figure 6.11. We observe that this model
captures the spikes better than the benchmark model. As we did before, we compute
the residuals for this model. In this case the p—value given by the Kolmogorov-Smirnov
test to check the normality assumption is 0.0227. So, we can reject the normality
assumption with a confidence level of 5% but we cannot reject the assumption with a
confidence level of 1%.

Proceeding in a similar manner and using the number of unique active addresses
as the proxy of attention, we compare the conditional standard deviation defined in
equation (6.3.3) with the weekly historical volatility. This is shown in Figure 6.12.
Again, the proposed model captures the spikes better than the benchmark model. In
this case the p—value of the Kolmogorov-Smirnov test is 0.0064.

Remark 6.3.3. The prior distributions of the parameters used in the particle marginal
Metropolis-Hastings algorithm are the same as the ones used in the numerical example
presented in Section 6.2.1.
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FIGURE 6.9: Posterior distribution of the parameters of the model in-
troduced in equations (6.2.1)-(6.2.2) and where the proxy of attention
is the number of Wikipedia views.

6.3.3 Partially observed volatility model

Let us now focus on the model introduced in Section 6.2.2. For this case, we use Npq, =
200 particles and Ng;,, = 50000 simulations for the particle marginal Metropolis-

Hastings algorithm.

The results of the posterior distribution of the parameters are shown in Table 6.11
and in Figure 6.13. The mean and the confidence interval shown in Table 6.11 are
computed using a burn-in period of Ny, = 5000.

H Parameter Mean 95% confidence interval H
00 -1.602500 (-2.056705,-1.125938)
p1 0.782517 (0.716372,0.848551)
T 0.814440 (0.703566,0.956670)

TABLE 6.11: Table containing the mean and the 95% confidence in-
terval of the posterior distribution of the parameters, obtained using

Algorithm 5.

For the model defined in equations (6.2.4)-(6.2.5) and

where the proxy of attention is the number of Wikipedia views.

Again, we use the mean of the posterior distribution of the parameters that appears
in Table 6.11, as estimators of the parameters. With those estimators we use the
bootstrap filter algorithm to filter the Markov process X. The filtered distribution of
the hidden process X appears in Figure 6.14.

We are again interested in comparing the volatility given by this model with the
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FI1GURE 6.10: Filtered distribution of the hidden process X of the

model introduced in equations (6.2.1)-(6.2.2) and where the proxy of

attention is the number of Wikipedia views. The mean and the 95%
confidence interval of the posterior distribution are shown.

FIGURE 6.11: Weekly historical volatility and estimated volatility of
the model defined in equations (6.2.1)-(6.2.2) and where the proxy of
attention is the number of Wikipedia views.

weekly historical volatility. From equation (6.2.4), we have that the conditional stan-
dard deviation of the return Y; given X; and Ay is:

Var[Yi| X, A = 0-DArH0.5X¢ (6.3.4)

In Figure 6.15, the historical weekly volatility and the conditional standard deviation
defined in equation 6.3.4 are shown. Again, the proposed model captures the spikes
better than the benchmark model. In this case, the residuals are defined as

Ay X
et:exp{—;—;}thortzl,...,T.

For checking the normality assumption of the residuals we compute the p—value of the
Kolmogorov-Smirnov test. In the case the p—value has a value of 0.0280. So, we can
reject the normality assumption with a confidence level of 5% but we cannot reject
the assumption with a confidence level of 1%.

For the unique number of active addresses, we proceed in a similar way and we
compare the conditional standard deviation of the model defined in equation (6.3.4)
with the weekly historical volatility. This is shown in Figure 6.16. We observe that
the results are in line with previous results shown in this section and in Section 6.3.2.
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FIGURE 6.12: Weekly historical volatility and estimated volatility of
the model defined in equations (6.2.1)-(6.2.2) and where the proxy of
attention is the number of unique active addresses.

For this case, the p-value of the Kolmogorov-Smirnov test is 0.0177.

Remark 6.3.4. The prior distributions of the parameters used in the particle marginal
Metropolis-Hastings algorithm are the same as the ones used in the numerical example
presented in Section 6.2.2.

6.4 Conclusion and future work

In this chapter, we suggested models in which the volatility is explained by an un-
observed process and by market attention. We observe that the volatility of the
proposed models explains the spikes that appear on the historical volatility better
than the benchmark model introduced in Example 6.1.1. These results need to be
expanded by incorporating the study of more proxies for market attention, aside from
those that we studied in this chapter. Also, would be interested to study models that
introduce jumps in price and volatility structure.

Another question that remains is how we can use the models introduced in Section
6.2 for pricing options. One way is the construction of the stochastic volatility mod-
els. For example, Barunik, Chen, and Vecer (2019) proposed a continuous stochastic
volatility model in which the sentiment is incorporated in the structure of the volatil-
ity. Another way consists of assuming that the unobserved process is stochastic,
but no underlying process is specified. This approach is applied in uncertain volatility
models, introduced by Avellaneda, Levy, and Paras (1995). For example, in the model
introduced in Section 6.2.2, instead of assuming that the hidden process X follows an
autoregressive process, we will assume that X is bounded on an interval and X does
not follow a specific process. One of the benefits of introducing uncertainty into the
hidden process is that the option prices can be specified in terms of the bid and ask
prices. Instead of having just one price, we can have an interval of prices. So, we
can have a valid range of Bitcoin option prices which are also influenced by market
attention.
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FIGURE 6.13: Posterior distribution of the parameters of the model
defined in equations (6.2.4)-(6.2.5) and where the proxy of attention
is the number of Wikipedia views.
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FIGURE 6.14: Filtered distribution of the hidden process X of the

model introduced in equations (6.2.4)-(6.2.5) and where the proxy of

attention is the number of Wikipedia views. The mean and the 95%
confidence interval of the posterior distribution are shown.
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FIGURE 6.15: Weekly historical volatility and estimated volatility of
the model introduced in equations (6.2.4)-(6.2.5) and where the proxy
of attention is the number of Wikipedia views.
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FIGURE 6.16: Weekly historical volatility and estimated volatility of
the model introduced in equations (6.2.4)-(6.2.5) and where the proxy
of attention is the number of unique active addresses.
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Correlated model

In this section, we focus ourselves on a modified version of the model proposed in
Section 3.7.2. This new model will take into account the correlation between the
underlying Brownian motions of the price and interest processes. Let us assume that
under the risk neutral probability space (2, F,Q) the logarithmic price process X
satisfies the following equation:

X(t) = x+rt— ;/0 o%I(u—7)du
e (1) ( /0 - app\/I(u)dWI*(u)>
+/ op/1— p2\/T(u— 7)dWp(u)
0

with X (0) = z € R, the market attention process is a Cox-Ingersoll-Ross process and
satisfies the following stochastic differential equation

dI(t) = ar(by — I(t))dt + op\/I(£)dW}(t) when t > 0 with I(t) = ¢!(t), t € [-L,0].

where b; € R, L,op,07,a1 > 0, T € [0,L], p € (—1,1), » > 0 is the known interest
rate, W5 and W are two independent Brownian motions, we have the condition
2‘1#21” >1and ¢/ : R — (0,00) is a deterministic continuous function.

I
If we assume that the discounted price process is a martingale, then we have that

the price of a call option with expiry date T and strike K is
_ —rT [ X(T) +
C(0) = Eq |e (e - K) .

When T < 7, the formula for the price of the call option is similar to the price formula
obtained in Section 3.7.3. In the case when T' > 7 we have to price the option using
the characteristic function of the random variable X (7).

Theorem A.0.1. Let A € R, the characteristic function of X(T') can be expressed as

)

(I)X(T)(/\) = Eq [eiAX(T)] _ ei)\rTf%eo(i)dr(lf/ﬂ))\?)@Z(TfT)()\)
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where
0
€ = ¢! (w)du
%MW (\) = exp{ilz}
2 . 1—ge ¥
exp § bvayoy” |(ay — poy i — d)t — 2log T,
o [(ay — pov i —d)(1 — e ™)
exp {V(O)UV [ 1= ge—di ;
with

d = ((povii—ay)? —o2(—ix—A2)"7?,

ay — pav)\i —d
ay — va)\i + d’
V() = ope'(0),

ay = ay,
-

bV = O'Pb[,

oy = 0opoj.

Proof. The logarithmic price process at time 7' can be expressed as

X(T)

1 T T—1
:c—l—rT—z/ J%;I(u—T)du—l—/ opp\/ I(w)dW7T (u)
0 0

T

- /0 op\/1— p2\/I(u—1)dW(u)
T T

a:+rT—;/0 U%I(u—T)du—;/T o%I(u—7)du

T—1
= [0 oroyTawi )

T T
-1—/0 Jp\/l—p2\/l(u—7')deS(u)—|—/ op/1— p2\/T(u—7)dWp(u)

1 T 1 T—1

x—i—rT—Q/O 0’%3¢I(u—7')du—2/(; ob I (u)du

T—1
+/0 opp\/ I(u)dW7 (u)

T T
+/ opV/1— p2\/T(u—7)dW}(u) + / op/1— p2\/T(u— 7)dW(u)
rT—/ o2l (u—1) du+/ opvV1—p2\ /ol (u—7)dWp(u

1 T—1 -

+:E2/0 o4 I(u )du+/0 opp\/I(uw)dWi(u

T—1

+ ; opvV1—p?\/I(u)dBp(u)
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where the last equality comes from the application of Theorem 1.2.1 and
Bp(t) =Wp(t+ 1) — Wp(r) for t > 0. Let us define the process Z as

Z({t)=z— ;/0 o%I(u)du —i—/o opp/ I(w)dW7 (u) +/0 opV 1 — p?\/I(u)dBp(u)

for t > 0. The process Z satisfies the stochastic differential equation

Az (t) = —%J%I(t)dt + opp/TOAWT + op/T— 2/ TR dBb(E) with Z(0) = 2.

The random variable X (7") can be expressed as
1 T T
X(T)=rT-< | ops'(u—1)d 1—p2\/¢! (u—7)dW} Z(T —1).
1) =T =5 [ bl umrdut [ opy/T=\fo!(um W) + 2(T =7

Because B} (t) is independent of F'P for all t > 0 then we have that Z(t) is indepen-
dent of ]—]YV P for all ¢ > 0. Applying a similar argument as in Section 3.7.4, we have
that
o2

Bx(ry(\) = eiArT—TPEO(iA+(1—p2))\2)EQ [eiAZ(T—T)} ’
where € = fBT @' (u)du. Tt is clear that for computing the characteristic function
of X(T'), we have to compute the characteristic function Z (7T — 7). If we define the
process V as V(t) = o%I(t) for t > 0, then Z(T — 7) can be written as

T—1 T—1
2T—1) = 2 _% /0 V() du + /O V@AW (A0.1)
T—1

) V1= p2/V(u)dBb(u). (A.0.2)
By the It6 formula, we have that V satisfies the stochastic differential equation
AV (t) = ay (by — V(1))dt + ov/V(1)dW} (t) with V(0) = o3¢ (0),
where
ay = ay, by = U%i)[,
and oy = opoy.
We also have that

2avbv . 2&[5[

2 2 =
oy o7

So the Feller condition is satisfied and the process V' is greater than zero with proba-
bility one. The process (Z, V) is the correlated Heston model (Heston, 1993) and the
characteristic function of Z(t) is known and it has the form

(I)Z(t)()\) = Eq [ei/\Z(t)}
= exp{i\z}
o _adt
exp {bvavav2 [(av — poyAi — d)t — 2log <11€eg>] }

(av — poyXi —d)(1 — e ™)
1—gedt ’

exp {V(0)0V2 [
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with
. 2 2 . 2\\1/2
d = ((povii—ay)® —op(—iA =A%) "7,

ay — poy M —d

ay — poy i +d

(Madan, Reyners, & Schoutens, 2019). We have just shown that
o2
X (D) () = ez’ArT—TPeO(iA+(1—p2)>\2)(I)Z(T—T) ().

O

This section is just a discussion about how a model with correlation could be
constructed and how we could price options with it. More work needs to be done with
the model proposed in this section. For example, we still have to prove the existence
of the risk neutral measure and the martingale property of the discounted stock price.
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Appendix B

Change of measure

In this section, we will show some results that are stated in Section 4.3.1. These results
are quite important because they state that some distributional properties that we
have in the physical measure P are maintained in the equivalent measures Q* and Q.

B.1 Change of measure from P to Q*

Let us consider the change of measure that is defined in Proposition 4.3.1. We would
like to show that under the probability Q* the process Wp is still a Brownian motion
and that the processes Z; and Wp are still independent. Let us first show that Wp
is still a Brownian motion.

Proposition B.1.1. The process Wp is a Brownian motion under the probability
measure Q*.

Proof. To show that Wp is a Brownian motion, we will have to show that the following
holds true:

1. Wp(0) = 0 almost surely.

2. Wp has independent increments.

3. Wp(t) —Wp(s) ~ N(0,t —s) for 0 <s <t

4. Wp has almost surely continuous sample paths.

First, let us check that Wp(0) = 0 almost surely. To that end, define the set ANy as
No={weQ: Wp(0,w) =0}.
Since P and Q* are equivalent probability measures, we have that
Q" (M) = P(Ny) = 1.

To show the normality property, let us compute the characteristic function of
Wp(t) — Wp(s) for 0 < s <t. Let u € R then the characteristic function of Wp(t) —
Wp(s) is:

Eg- ez‘u(Wp(w—wp(s))} — Ep [Z*(T)ew(wpu)—wp(s))}
= Ep[Z°(T) Ep {eiu(Wp(t)pr(s))}
— e 2u(tms), (B.1.1)

So, the random variable Wp(t) — Wp(s) has the characteristic function of a normal
random variable with mean 0 and variance ¢ — s.
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To prove the independence of increments, let us take the times 0 <ty <t; < ... <
t, < T and define the increments

A'Wp = W(t;) = W(ti_y) fori=1,...,n.

Let uq,us,...,uy € R then the joint characteristic function of (A1Wp, cees A"Wp)
can be written as

Eq- ezyzli“jNWP} = FEp [Z*(T)ezyzleNWP}
— Ep|Z°(T)] Bp |eXim AV
n ) .
i [ewﬂ'NWP] . (B.1.2)
j=1
From equation (B.1.1) we have that:
Ep [eiujAjWP} = Eq- [eiuiNWp} forj=1,...,n. (B.1.3)

Combining equations (B.1.2) and (B.1.3), we arrive at
EQ* [62?:1 iujAJWP:| = HEQ* [einAJWPi| .
i=1

Hence the increments are independent under the measure Q*.
Lastly, we will show that Wp has almost surely continuous sample paths, to that
end let us define the set N as

Ne ={w € Q: the map t - Wp(t,w) is continuous} .
The probability of N under @ can be written as

Q*(NC') = LEq- []l/\fc]

Ep [In, Z°(T)]

Ep [In ] Ep [Z7°(T)]
= PWMNg)=1.

O

We have just shown that Wp is a Brownian motion under @Q*, but we still have
to prove the independence of Wp and Z; under Q*. But before this, let us define the
concept of independence between two stochastic processes.

Definition B.1.1. (Lapidoth, 2017, Definition 25.2.3) Two stochastic processes (X (t))ier
and (Y (t))ier defined on the same probability space are said to be independent if for
every n € IN and any choice of t1,...t, € R the random wvectors (X (t1),...,X(tn))
and (Y (t1),...,Y(tn)) are independent.

Proposition B.1.2. The processes Wp and Z; are independent under the probability
measure Q*.

Proof. Let us consider the times 0 < t; < ... <t, <T and let uy,...uUn,v1,...0, €
R, then the joint characteristic function of (Wp(t1),...,Wp(tn), Z1(t1),..., Z1(tn))
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can be written as
Eq- [ezyzliujWP(tj)ezyzliijI(tj)] - FEp 'Z*(T)GZ;;iuij(meZ;;liijz(tj)}
= Fp :ez}l—lijP(tj)}
5 zz*(T)ezyzl wjzj(tj)}
— FEp :eZ?:MUjWP(tj)} Eg [GZ}":N?WZI(%)} .

From Proposition B.1.1 we have that
Ep {ezyzliujWP(tj)] — Eqg- [QZ?ZNUJWP(U)} _
At the end we can write

Eq- 62?:1WjWP(tj)eZ?:li”jZI(tj)} — Eq- [ezyzlewp(tj)} Eq- [ez;;lezz(tj)}

as required. O

B.2 Change of measure from Q" to QQ

In this case, we are interested in the change of measure defined in Section 4.3.1 from
the measure Q* to the measure Q. Recall from equations (4.3.5)—(4.3.6) that the
measure Q is defined as

Q(A) = /AZ(T)dQ* for A e F,

where the process Z is defined as

t 1 t
Z(t) = exp {—/ Op(s)dWp(s) — 2/ 9%(8)(18} for t € (0,77,
0 0
where 0p is an adapted process that satisfies

_pt I —T) -
opy/I=(t—1)

We have shown in Section 4.3.1 that the process W that is defined as

Op(t) “fort e [0, 7.

Wp(t) = Wp(t) + /Ot 0p(s)ds for t € [0,T],

is a Brownian motion under the measure Q. We still have to show that Z; is a Lévy
process with the same distribution as under Q* and that the processes Wp and Z;
are independent under @.

Proposition B.2.1. Under the probability measure Q, the process Zy is a Lévy process
with Levy triplet (7,0,0) given by equations (4.5.1)—(4.3.2), that is the distribution of
Z is the same under Q as under Q*.

Proof. First we will show that the distribution of Z;(t) under the measure Q is the
same as the distribution of Z;(t) under the equivalent measure Q* for ¢ € [0,T]. Take
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any u € R. If we condition with respect to the o-algebra .7-"7%1 and apply Proposition
1.4.2, then the characteristic function of Z;(¢) under @ can be expressed as

Eq |:eiuZI(t):| — EBo [Z(T)eiuZI(t)]
= Eg- [e—%foT 92p(s)dseiuZz(t)EQ* {e— [T 0p(s)dWp(s) }-TZIH
— Eq- [¢"40)]. (B.2.1)

From equation (B.2.1) we have that under the measure Q the random variable Zj(t)
has the same characteristic function as Z;(t) under the measure Q*. Hence, if we
show that Z; is a Lévy process under the measure Q, then Z; will have Lévy triplet
(9,0,0). To show that Zj is a Lévy process, we need to show that

1. Z;(0) = 0 almost surely.
2. Z; has independent and stationary increments.
3. Zj is stochastically continuous.
Let us first show that Z;(0) = 0 to that end, let us define the the set
No={weQ: Z(0,w) =0}.
Because Q and Q* are equivalent probability measures, we have that:
QMNo) = Q*(Mo) = 1.

For the stationarity property, by conditioning with respect to ]:TZ’ and applying Propo-
sition 1.4.2; we have that the characteristic function of Z;(t) — Z1(s) for t > s can be
written for all u € R as

Eq eiU(Zz(t)—Zz(S))} = Eqg [Z(T)eiU(Zz(t)—Zz(S))}
~ Eg [ez’u(zmt)—ZI(s))}
= FEg [eiuZI(t—s)}
~= Eq [eiuZI(t—s):| 7
where the last equality comes from equation (B.2.1).

For the independence property, let us consider a n € IN and the time steps
0<t; <ty <...<t,<T and define the following increments of Zr:

AjZ[ = Z](tj) — Z[(tj_l) for j = 1, ooy n.

For the values ui,...,u, € R we would like to compute the characteristic function of
(AYZ;,...,A"Z;). Again, conditioning with respect to the o-algebra .7-":%1 and using
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Proposition 1.4.2, we can write the characteristic function of the increments as
Eq engzli“jNZf} = Eq- {Z(T)ezyzl i“jNZf}

= EQ* |:6Z?=1 “LJAJZI:|
n

= HE'Q* [eijZf}
7j=1

n
— HEQ |:einAjZ1:|
j=1

where the last equality comes from equation (B.2.1).
Finally, we would like to show that Z; is stochastically continuous. Let us take an
€ > 0 and an s > 0 then we have that

fmQUZi(1) = Zis) > ) = JimEa (L7021
= lim Eq- [Z(T)12,(t)-2,(s)|>¢) -

t—s

Again conditioning with respect to }'rff and using Proposition 1.4.2, we have that

m Q(|Z(t) = Z1(s)| > ¢) = lim Eq. [L2,6)-21(5)|>¢)

t—s

= 1mQ (1Z(t) - Zi(s)| > ) =0,

where the last equality comes from the fact that Z; is a Lévy process under the
measure Q*.

O]

Before showing the independence between Z; and W5 under Q, let us show the
following result.

Lemma B.2.1. Let us consider the times 0 < t1 < to < ...,t, < T and the values
Uy, ..., Uy € R, then:

Eq- o1 i We(t) = [§ 0p(s)dWe(s)

Z
7|
—Fq [ei Z};lujvv;;(tj)} b ST 0% (s)ds ,—i 00—y us fy Op(s)ds.

Proof. Let us define the deterministic function f: R — R as:

n

fls) = Z Lio,1,1(s)uy, for s € R.

=1
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Using the function f, we can write:

n

T T
X iusWrlts) - | oramits) - > [ touemanets

—/ QP(S)de(S) (B.2.2)
0
Using Equation B.2.2 we can write

Eg- [ oy i Wp ()~ S 0p(s)dwp(s)

7]
:EQ* |:ei fOT f(s)dWP(s)ffoT GP(S)dWP(S)

}"TZI} . (B.2.3)

Firstly, let us take A1, Aa € R and we will compute the joint characteristic function of
fOT f(s)dWp(s) and fOT Op(s)dWp(s) given ]:TZ’ as:

E { oM S F(s)aWp(s)+ixz [i] 0p(s)dWp(s)

7]

-E [ei Jo 1 F(8)+220p () dWp (s)

7
—e 5 Jo OLf(9)+r20p(s)) ds

2 2
:6_)\71 fOT fQ(s)ds—)\T2 fOT 6% (s)ds—A1 2 fOT f(8)0p(s)ds (B24)

)

where the second equality comes from the use of Proposition 1.4.2. Equation (B.2.4)
is the characteristic function of a bi-variate normal distribution. Let us define the
random variables X and Y as:

T
X = /0 f(s)dWp(s),

T
y = /0 Op(5)dWp(s),

hence we can write

(X,Y)| F7F ~ Nu(0, %),

E — 2

with
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and
% = [ res
T
o= [ e
T
oxy = UYX—/O 0(s)f(s)ds.

Equation (B.2.3) can be written as:

EQ* |:ei fOT f(s)de(s)—fOT 0p(s)dWp(s)

7|

=FEq- [eiX*Y‘fTZI}

—FEq- [e—Y E [eix\ Firy J(Y)} ‘ ]-'f’} . (B.2.5)
By properties of the bi-variate normal distribution, we have that:

X ‘}-TZI VoY) ~ N(mxy, V)2(|Y)7

where
5'e’s
mxy = 2 Y,
Oy
2 _ 2 oXy
Viy = ox— 3

YQ

(Murphy, 2012, p. 111). Hence we can write

2 2
.o o o
3 XQY)/_ 5{ XY

Eg [eiX| FZry U(Y)] =e % 20y

So equation (B.2.5) can be written as:

2 2
7X +”XY

. v(iZXY 1 X
Bq- [ Y| Ft| = Eq- | (=) fTZf] e * (B.2.6)

Since the random variable Y\]-"TZ’ ~ N(0,0%) we can write:

2 2
Y(i LAy —1) x (% XY —1)
EQ* [e oy ]—':,ZJ = e °y

2 2
o o .
b (_ Xy 1—21”’?’)
Y %y

N

= €

2 2
o o .
“IXY 4T oyy

= e >V : (B.2.7)
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Combining equation (B.2.6) with equation (B.2.7), we arrive to:
2
Eq- [eiX—Y’ ]_‘,1%11| — o 20% e
0' 02
= eTY_TX ZJXY
— e3 fo 6% (s)ds e~ 3 fO f2(s)ds —zfo (s)0p(s)ds
_ e% fOT Gé(s)dsefﬁ fo ( j:11(0,tj](3)“j) ds

. —n tj
e ! Z]’:l uj fo? Op(s)ds

Lastly, since W} is a Brownian motion under the probability measure Q we have
that:

Bq [eZi-#m30)) — Eq [ez‘foT(z?11<o,tj]<s>uj)dvv;(s>

2
=0 (Z?:l 11(0,t]~](8)uj) ds

= (& 2
We have just shown the desired result. O
Now we are ready to show the independence of the processes W and Z;.

Proposition B.2.2. The processes Wy, and Z; are independent under the equivalent
measure Q.

Proof. For the times 0 <t <t9 < ...,t, <T we will show that the random vectors
(Wp(t1),...,Wp(ty)) and (Z1(t1), ..., Z7(ty,)) are independent under the measure Q.

To that end, we will compute the joint characteristic function of

(W;(tl), RN W;;(tn), Z](tl), ey Z}‘(tn))
Let us consider the values uy, ..., un,v1,...,0, € R, then the joint characteristic
function of (Wp(t1),...,Wp(tn), Zi(t1), ..., Z}(tn)) can be written as:
Eq e [ Syt Wa(ty) o3 wjz,(tj)}
:EQ* |:Z(T)€Z§L=1 inWp(tj)eZJ 1 U fo 0p(s)ds Z v 21 (L ):|
:EQ* [e—% fOT Bﬁ(s)ds—foT 0p(s)dWp(s)

oS i, W () S0 g fo? Op(s)ds S0y v, Zi 1 >]'

Conditioning with respect to the g-algebra .7-":%’ we have that:
Eq [62?:1 ugWp(t5) g2 5=1; ZI(tj)}
_Bq [eé ST 03 (5)ds Sy iy fo? Op (s)ds y 57y v Z1 (1)

Eq- [ — 3 0p(s)dWp(s) ;35 iw;Wp (t;) ]:51”_
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Using Lemma B.2.1 we can write:
Eq e2j=1 tuiWp(ty) 35—y w;Zr (tj)}
=Eq- [eé Jo 03(s)ds 37—y iy 5’ Op(s)ds 325y iv; Z1(t5)
Bg [T #Wa6)] o3 Y (g T ly? ep<s>d8}
—FEq {ezyzliujwﬁ(tj)} Eq- [ezyzlivjzl(tj)} )
Finally from Proposition B.2.1 we have that:
Eq- [ezyzliwzl(m} — Eq [eZ?=1i”jZ’(tj)} )
We have just proved that
Eq ez;;lz‘ujW;(tj)ez;‘:nijz(m] = Eq [ez;}:liujwﬁ(tj)} Eq [627:1”3'21('5]')}

and hence the processes Z; and W are independent under Q. O
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Appendix C

Stochastic time changed process:
conditional properties

Let (€2, F,P) be a probability space and let (X (¢));>0 be a Lévy process. Consider a
non-negative and non-decreasing process (1'(t))¢>o which has almost surely continuous
sample paths. This process T is adapted with respect to a filtration (G;),~,. We also
assume that the process 7" and the filtration (G;),~, are independent of ‘the process
X. This process T will be used to change the time of the Lévy process X. We define
the time changed Lévy process (Z(t))i>0 as

Z(t) = X(T(t)) for t > 0.

We are interested in the distribution of the random variable Z(t) given the o-
algebra G;. To that end, we will compute the conditional characteristic function of
Z(t) given Gy, defined as

® 0 (n|G) = B [anz(ﬂj gt] for all € R.

But before computing the conditional characteristic function, let us define the
following function:

) , for s >0 and n € IN. (C.0.1)

3\“
:

This function will be used repeatedly in the proofs of Proposition C.0.1 and Theorem
C.1.1.

Proposition C.0.1. The conditional characteristic function of Z(t) given Gy satisfies:

70 (1] Gy) = exp{T()Tx(n)}, Vn € R, (C.0.2)
where Vx is the characteristic exponent of X.

Proof. This proof is inspired by the proof of Sato (1999, Theorem 30.1). Fix any
n € IN and define the function k, as in (C.0.1). Notice that we can write X (kn(T'(1)
as

an(kn Z emX -_1 %) (T(t))
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By linearity of the conditional expectation and because 1 41 (T'(t)) is Gi-measurable,

we have that

B[t |g] = [ D1, mw)|6]

=1 n
= iﬂ[]nl’i)(T(t))E[ ZUX( ) }

By independence of the process X and the o-algebra G; we obtain for all j = 1,2, ...,n?
that

E {eiﬁx(%)

o] = e[

where the last equality comes from Theorem 1.1.2. So we have just shown that

n2

B [einX(kn(T(t)))‘ gt} Ui T(t))er¥xn.
j=1

3\“

We will show below (see Proposition C.1.1 and Proposition C.1.2) that for all ¢ > 0
we have:

lim Z 1, ) (t))e FUxm) — TOYXM) almost surely,
n—oo n n
and
n? )
lim eMXE(T®) = Jim X ()10 (T'(t))
n—00 n—00 4 7 [T’ﬁ)
]:

= MX(TM) almost surely.

By application of the conditional dominated convergence theorem (Williams, 1991,
Theorem 9.7), we have that

E[einz(t)‘gf} = lim E[einX(k‘n(T(t)))‘gt}
= nl;n;OZ]l ]nlvi (t))e Fx ()
_ TG )‘I’X(n)

as required. 0
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C.1 Limits

In this subsection, we will show that:

TLQ .

li_}rn Z]l[u l)(T(t))e%q’X(”) = WYX almost surely, (C.1.1)
n? ]

li_>m einX(%)]l[j;l l)(T(t)) = "X(T®) almost surely. (C.1.2)

Define two sets Ny and N as

Nx = {weQ: themapt:— X(t,w) is not a cadlag path},
Np = {weQ: themap t:— T(t,w) is not a continuous path},

We know that P (Nx) =0 and P (Np) = 0. Define the set N as
N =Nx UN7,

and notice that P (N) < P (Np) + P (Nx) = 0. So if we pick an event that does
not belong to the set A, then the paths of X and T for this event are cadlag and
continuous respectively.

Now let us pick a scenario w € N¢ and let us show that

lim k,(T(t,w)) = T(t,w) almost surely,

n—oo

where ky, is defined as in equation (C.0.1).

Because w € N¢ we know that the path of T is continuous for this w, we have
that 7'(¢t,w) is bounded from above in the interval [0,¢]. For this w we can define the
integer M (w) as

M(w)=min{m e N:m >T(t,w)}. (C.1.3)

Pick an n(w) € IN such that n(w) > M(w), so we can find an integer ¢"(w) such that:

¢"(w) = min {j €{1,... . n2w)} : T(t,w) € [”(_wl n(]w)) } . (C.1.4)

n(w)’

We can write

_¢"(w)
kn(T(taw)) - TL((JJ) :
Due to the fact that 7' is non-decreasing and T'(t,w) € [qné‘(‘z)_l, q:((:’))> we have
that
a(T(t0) - Tl = L&) 70
9 9 n(w) 9
¢"w) ") -1

(w) n(w)
b
n(w)’

3
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Lastly, letting n(w) goes to infinite we have that |k, (T'(t,w)) — T'(t,w)| goes to zero.
We have just show that

lim k,(T(t,w)) = T(t,w) for every w € N°.

n—o0

Since the set N'¢ has probability 1. We showed that

lim k,(T'(t)) = T(t) almost surely.

n—oo
We are now ready to prove the results in (C.1.1) and (C.1.2).

Proposition C.1.1. For all w € N we have that:

n ’'n

n? ]
nlgEO Z ]l[@ 1) (T(t, w))e%‘l’x(n) — T(tw)¥x(n)
J=1

Proof. Let w € N© and notice that

n

712 .
Z]l[ﬂ l)(T(t,w))e%‘I’X(”) — fn(T(tw)¥x (n)
Jil n

The function f : [0,00) — C defined as

is continuous (Pascucci, 2011, Lemma 13.18).
Because f is a continuous function and lim, e kn(T(t,w)) = T(t,w), applying
the result from Abbott (2015, Theorem 4.3.2) we have that

lim e TGO = Nim (K, (T(t,w))) = f(T(t,w)).

n—o0 n—oo

Proposition C.1.2. For all w € N¢ we have that:

n2

lim einX(%,w)]l j=1 4 (T(t w)) = einX(T(t,w),w)'
n—oo 4 [T@) ’
7=1
Proof. Let w € N¢. First, we will show that X (k,(T(t,w)),w) = X (T(t,w),w) when
n — co. We have already proved that k, (T (t,w)) — T'(t,w) from above when n — oo.
Due to the fact that w € N¢, we have that the path of X is cadlag for this w. So,

we have that
lim X (kn(T(t,w)),w) = X(T(t,w),w),

n—oo

(Applebaum, 2009, p. 117).
The function g : [0,00) — C defined as

inT

glz) = e
= cos(nx) + isin(nx)
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is continuous. Finally, we obtain that

lim g(Yy(w)) = g(X(T(t,w),w)),

n—o0

where Y, (w) = X (k,(T(t,w)),w) (Abbott, 2015, Theorem 4.3.2). O

C.1.1 Independence of increments

Let N € IN. We would like to show that the increments (Z(t;) — Z(tj,l));v:l where
0 <ty <t <...<ty are independent when conditioned with respect to the sigma
algebra G where H > ty. To prove this fact, we will use the following result.

Theorem C.1.1. Let n1,7m9,...,n5 € R, then:

E [eZﬁli??j[X(T(tj))—X(T(tjq))]‘QH} — 62;'\7:1(T(tj)_T(tjfl))‘IIX(nj)
N
= H (Tt)=T(t-0)x () (C.1.5)
7j=1

where Vx is the characteristic exponent of X.

Proof. For every n € IN we define the function k,, as in (C.0.1). Consider the integer
M € IN. We approximate

eren i [X(T(8)) =X (T(tj-1))]
by
i i [X (kg (T(t5)) =X (kar (T (t5-1)))] (C.1.6)
Approximation (C.1.6) can be written as

eZL in; [X (ke (T'(25))) =X (kpr (T (t5-1))))

N M?
[x ()

-3y |

h=01,=1

Q
M H]lAM ,

where Alj\;[ = [lj];[l, ]lw) Taking the conditional expectation on both sides of the

previous equation, we have

E {GZL inn [X (kar (T'(t5)))— X (kp (T(tj—l)))]‘ QH}

g

2 1 lj 1 N
E 62?:1 in; [X<ﬁ)—X(J7>] H]lAlM(T(tj)) On

1 §=0

I
WE

i
=)
=
I

I
[]=
<
=
D
g
l
3
T
—
s
SN——
>
-
=T
—
Q
il
— =
=
b
2
~
=

>
Il
=)
=

b~
Il
—

2
2

I
WE

>
Il
=)
=
>
Il
—

For each of the terms in this summation, we differentiate between the following cases:
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equalities (C.1.7) and (C.1.8) come from the fact that the increments of a Lévy
process are independent and stationary, respectively. Equality (C.1.9) is ob-
tained by application of the result in Pascucci (2011, Theorem 13.15).

2. When F} > >...> Ml > MO is not satisfied. For this case, it is possible to
find ¢,p € {0,1,...,N} with p > ¢ such that
lp ly
M ~ M
Hence we have that J\Z < lq_l So we have

IL—1 1 I, —1 1
M M _ P p q q _
AlpmAlq_[ m ,M>ﬂ[ m ,M)_@.

Because the process T is non-decreasing we have that T'(t,) > T'(t;), so then

L (T ()L g (T(t,) = 0.

We have just proved that when lﬁ > ll\]’v[l > > Ml > MO is not satisfied we
have
N o ! z N
B[S im[X () -x ] H —0

bt
:CZ (M M an H]].A]\[

We have just shown that

N M? , .
> X |E [ezﬁ‘v”“[xm‘xw”] 1y (T(%;))
h=01,=1 j=0
N M? L b NN
_ Z eZ]zl(l\Ji ]]\4 )‘I’X(WJ) H ]lAM(T(tJ))
h=01,=1 j=0

— ot (R (T (1) —kar (T(t-1))) ¥ x (1)
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Applying similar results to the ones showed in Proposition C.1.1 and in Proposition
C.1.2, we obtain that

lim eret (kar (T () =k (T(tj-1)) P x (1)
M—o0

— 2 (T() =T (tj-1)) U x (1)

N
— H et =T-1)¥x(M)  almost surely

and

lin e i (X Crear (T(1)) = X (ks (X (15-1)))]
M—oo

_ S X)X (TN glmost surely.

By application of the conditional dominated convergence theorem (Williams, 1991,
Theorem 9.7 ), we have that

B i ing X (T(t;) =X (T(t;-1))] ’ gH}

— lim E [ezjil in; [X(kM(T(tm)fX(kM(T(tH)»]‘ gH]

— H (T () =T(tj-1))¥x (1)

C.1.2 Pseudo-stationary increments

We would like to show that for given ¢, s € [0, 00) such that ¢ > s, the random variable
(X(T'(t))—X(T(s))) has the same distribution as the random variable X (T'(t) —T'(s)).
First we will show that the distributions of (X (7'(t)) — X (T'(s))) and X(T'(t) — T'(s))
are the same when conditioned with respect to Gy where H > t.

Proposition C.1.3. Let n € R, then:

B [ewX(T(t»—X(T(s)))‘ gH} _ E [gn(ﬂT(t)—T(s)))‘ gH] (C.1.10)

— TO-T(s)¥x(n)

Proof. Applying Theorem C.1.1 for just one increment we have that

E [ein(X(T(t))—X(T(s)))‘ gH] — o(TO-T(s)¥x(n)
Define the process (R(s,u)), > as
R(s,u) = 1yy>q (T(u) — T(s)) for u > 0.

The process (R(s,u)),~( is non-decreasing, non-negative and has continuous sample
paths. Also R(s,u) is G,-measurable for all w > 0. So, by application of Proposition
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C.0.1 we have:

B ein(X(T(t)*T(S)))’gH} _ E[einX(R(s,t))‘gH}
R Wx ()
o(T(O=T()Ux ()

O
Corollary C.1.1. Let n € R, then:
E[eimX(T(t))—X(T(s)))} _ E[eian(t)—T(s)))}
Proof. From Proposition C.1.3 we have that
E [ez‘n(xw(t))—X(T(s)))‘ gH} —E [ewX(T(t)—T(s)))’ gH} ‘ (C.1.11)

Taking the expectation on both sides of equation (C.1.11) and applying the tower
property, we arrive at the desired result. O

From Corollary C.1.1 we have that the random variables (X (7'(t)) — X (T'(s))) and
X(T(t) — T(s)) have the same distribution.
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Appendix D

Simulation

In this section of the appendix, we explain the techniques for simulating the processes
introduced in Section 2.2 and Section 2.3.

D.1 Cox-Ingersoll-Ross process

One of the advantages of the Cox-Ingersoll-Ross process is that its transition density
function is known and can be sampled from. For simulating N steps of a Cox-Ingersoll-
Ross process with a vector of parameters 0y = (ay,br,o07), time step A > 0 and
an initial value of I(0) = yo we use algorithm taken from Iacus (2009, p. 83) (see
Algorithm 6). This algorithm generates a realization {yj};yzl of the Cox-Ingersoll-
Ross process for a given vector of parameters 67, time step A and initial value yyg.

Algorithm 6: Simulation of the Cox-Ingersoll-Ross process.

c = 2(1[ .
= Zi—exp(—arA))’
_ 2arb;r _ 1:

- 2 b

o1
for j=1,2,...,N do
uj_1 = cyjore” R
Draw a sample x; from a non central chi-square with 2¢ + 2 degrees
freedom and non-centrality parameter 2u;_1;
Yi = 3
end

D.2 Inverse Gaussian Ornstein-Uhlenbeck process

We use the Euler method for the simulation of the inverse Gaussian Ornstein-Uhlenbeck
process introduced in Section 2.3.2. For using the Euler method, first we need to know
how to simulate the background driving Lévy process Z; that appears in equation
(2.3.1).
The background driving Lévy process Z; of an IG(ay, br)-Ornstein-Uhlenbeck pro-
(2

cess can be expressed as the sum of two independent possesses Z}l) and Z;”’, where

Z}l) is an inverse Gaussian Lévy process with parameters ay/2 and by, and

@ 1 Ni(t)
2
Z; (t):b—QZXZ- for t > 0,
I pn=1
where Ny is a Poisson process with intensity parameter %, {X;}2, is a sequence

of independent and identically distributed standard normal random variables and
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the sequence {X;}2°, and the Poisson process Ny are independent (Schoutens, 2003,
p. 69).

Since the background driving Lévy process Z; can be decomposed as the sum of
two other processes that we know how to simulate, we can use the Euler method to
simulate the IG(ay, by)-Ornstein-Uhlenbeck process:

I(t+ A) ~ (1= MA(E) + Zi(Ar(t+ A)) — Zi(Art),

for a small time step A > 0 (Protter & Talay, 1997). We use Algorithm 7 to generate
a realization {yj}évzl of an inverse Gaussian Ornstein-Uhlenbeck process with given
vector of parameters 0; = (as, br, A7), time step A and initial value yg.

Algorithm 7: Simulation of the inverse Gaussian Ornstein-Uhlenbeck pro-
cess.
for j=1,2,...,N do
Draw a sample Az; from the random variable Z1(Artj) — Zr(Artj—1);
yj = (1 = A\A)yj—1 + Azj;
end
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Appendix E

Initial values

As we have seen in Sections 2.2.1 and 2.3.3, we need to maximize the likelihood
function to estimate the parameters of the model. The maximization of the likelihood
function relies on numerical techniques. These numerical techniques need a starting
point or an initial estimate so they can work.

E.1 Cox-Ingersoll-Ross process

For the Cox-Ingersoll-Ross process, we discretize the model and use the ordinary least
square estimator to get an initial estimate of ay, by and o7. This technique is also
used by Kladivko (2007).

For a time step A > 0, the Euler method produces the following approximation
on the interval [t,t + A) for the Cox-Ingersoll-Ross process:

I(t+ A) = I(t) 4 ar(by — I(t))A + o1 /I(1)VAe, (E.1.1)

where ¢, ~ N(0,1) (Tacus, 2009, p. 122). Now if we have an equally time-spaced
sample {y]} ' of the sequence {I(t )}j-V:O, where each y; is a realization of I(t;),
t;y = jA and each I(t;) satisfies the discretized equation (E.1.1), then by the Euler
method we have that

I(tjs1) — I(t;) = ar(br — I(t;))A + o/ I(t;)VAe; for j=0,1,...,N —1,
(E.1.2)

where {¢; };V: _01 is a sequence of independent and standard normal random variables.
Dividing both sides of equation (E.1.2) by \/I(t;)A, we arrive at:

I(tj1) —
— 7 ary/I(t;)A+ for j=0,1,...,N —
I(tj 16 J

(E.1.3)

Now let us define

L It) — I(ty)
¥ = oty — ) Xoy = \/I(t; =
/ 1(6)A tj 2 K

for j=0,1,...,N — 1, and

B =arbr, P2=—ar. (E.1.4)
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Then equation (E.1.3) can be rewritten as
f/j :,81X1’j—|—62X27j+Tj fOI‘j:O,l,...,N—l, (E15)

where {; }j\[: ! is a sequence of independent normal random variables with mean 0 and

variance o%. Notice that in equation (E.1.5) we have a linear regression model. Since
we have the sample {y; };-V:O, we can compute the realization of the sequences {Y}};VZ _01,
{XLj}éV:_Ol and {Xg,j}j.vz_ol. The parameters (1, f2 and o7 are then estimated using
the ordinary least square estimation method. For linear models, this estimator has
an analytical form. From (E.1.4) we can compute the initial estimators of a; and by,

using the results obtained for 8, and (s.

E.2 Inverse Gaussian Ornstein Uhlenbeck process

To optimize the log-likelihood function defined in (2.3.14), we use a numerical opti-
mization method, but this method needs a starting estimate for the parameters ay, by
and A\;. Since the IG(as,bs)-Ornstein-Uhlenbeck process is a stationary process we
have the following result.

Proposition E.2.1. (Valdivieso, 2005, Proposition 3.5) For any t > 0 and A € R,

the auto-correlation function has the form.:

__ Coo[I(t), It +A)] _ x4l
VVarlI()Var[I(t + A)]

p(A) (E.2.1)

For the parameter A\; the auto-correlation equation (E.2.1) suggests the initial
condition: R
g _ —loaacs(1)
A b
where ac f(1) is the empirical auto-correlation function of lag 1, computed from the
sample data {yj}é\f:o (Valdivieso, Schoutens, & Tuerlinckx, 2009, p. 9).

In Section 2.3.4 we have defined the sequence of residuals {M; }é\le We know that
{M; }é\le is an independent and identically distributed sequence of random variables,
and the random variable M; has the same distribution as Zj(A) for all j =1,..., N.
From the observed sample {yj}é-vzo we can compute a realization of the sequence
{M; }é-V:l, that we call {m; }jvzl Since we can compute the first and second moment
of the random variable Z7(A) we can use the method of moments for obtaining initial
estimates for the parameters a;y and b;. The method of moments gives the following
initial estimators

I — ’ I — )

a
(MDA — 1) Sm A 1

where
1 < 1 Y
m = szh Sim = NZ(mj —m)?,
j=1

(Valdivieso, 2005, p. 100).
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