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Abstract: Despite the success of particle filter, there are two factors which cause difficulties in
its implementation. The first one is the choice of importance functions commonly used in the
literature which are far from being optimal. The second one is the combined state and parameter
estimation problem. In a widely used Heston model on stochastic volatility in financial literature,
we are able to circumvent both these problems. To reflect the most realistic situation, we also
include jump in the stochastic volatility model. Numerical results show the effectiveness of the

algorithms.

1. INTRODUCTION

Before starting the general framework of this paper, we
start with the continuous time Heston Volatility model :

dSt = ,LLSStdf + \/EStdBt (1)
d’Ut = 5(9 — ’Ut>dt + f\/’thdZt (2)

where v; is the (unobserved) volatility and Sy is the
perfectly observable stock price. B; and Z; are standard
Brownian motion processes with correlation p. Here, we
can construct the observation process y; = logS:/So
and corresponding stochastic differential equation for gy
is given as

1
dy; = (g — ivt)dt + \/vdBy. (3)
Our aim is to estimate recursively the volatility process vy
from {y,}o<s<t-

Setting

~ 1
Zt = 17_p2(Zt — th),

we find that Z; is independent of B,. Noting that

dZ; =\/1 — p?dZ; + pdB,

- 1
— /1= 2dZ, + %(d% ~ (s — o),

we have
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dvy = (0 — v,)dt + EJoi\/1 — p2dZ,
HEp(dys — (us — 5un)do). @

The filtering problem for v; under y; is out of the usual
filtering theory. See Bensoussan (1992) and Liptser (1974).
The recent results for the filtering of the stochastic volatil-
ity in the continuous time framework can be found in
Aihara (2006). The nonlinear filtering approach for this
model ia a bit unconventional, as the state appears in
the observation noise. As stated in Aihara (2006), this
problem can be theoretically addressed by using Zakai
equation with the splitting out method. However, the
results obtained are very sensitive to the noise correlation
parameter. The numerical behavior is very complicated
and does not always work well.

To circumvent the above difficulty, we envisage here the
use of particle filter for volatility estimation. Particle filter
is a simulation based tool for filtering in discrete time
framework, which can easily adapt to the nonlinearity in
the model and/or non Gaussian noises. Here, the probabil-
ity distributions are represented by a cloud of (weighted)
particles. These particles are recursively generated from
a so called ”importance function”, m(-). Although the
resulting densities (represented by the particle clouds) do
asymptotically converge to the true filtered densities as
the number of particles tends to infinity, however, for finite
sample size, the efficiency of this method depends heavily
on the importance function used.Usually the ‘naive’ pro-
posal, p(vg|vg—1), which is the discrete state transition
density, is used as the importance function due to the ease
of drawing samples from it and corresponding simplicity
of weight update (see Doucet et al. (2000)).This is recently
used by Javaheri (2005) for estimating volatility, although
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in an imprecise filtering framework. However, a better
choice for importance function is, m = p(vg|vi_,, k), i.e.
to make use of recent observation as it carries information
about the state vi. Moreover, as shown by Doucet et al.
(2000), this is also optimal in the sense that the variance
of the importance weights is minimum.

In this paper, we first consider the continuous time Hes-
ton model and apply Euler discretization scheme to this
model. Next, we implement particle filter with the optimal
importance function as proposed above. This procedure is
then extended to the Bates model.

We also address the parameter estimation problem by
augmenting the state and parameters. It is well known that
this augmentation causes particle filter to work poorly. The
reason is the rapid depletion of the weights associated with
most of the particles (Doucet et al. (2000)). We propose
here a new algorithm where the parameter is estimated by
weighted average of some set of particles selected initially
from any arbitrary (possibly uniform) distribution. The
weights chosen come from the weight updates for the state
"particles”. We obtain the feasible parameter estimates
without adding extra noise. Some numerical simulations
are demonstrated to check the feasibility of the method
proposed above.

2. PARTICLE FILTER AND OPTIMAL
IMPORTANCE FUNCTION

2.1 The Diffusion Model (Heston model)

Here we present the particle filter formulation and the
selection of the optimal importance function.

In order to apply the particle filter to our system, we
discretize the system (4) and (3) using Euler scheme. We
select this scheme mainly due to its relative simplicity
and less computational load. We discretized the system
as follows:

1
v = Vg1 + k(0 — vi—1) At — Ep(us — ivk,l)At
+e1iV 1 — p2AZy + Ep(yk — Yi-1) (5)

and

1
Yk = Ye—1 + (ps — 5vk)AtJr VUk—1ADBy,

where for t, — ti_1 = At,

ABk - Btk - Btk717 AZk - Ztk - Ztk_71

Now we use the sequential importance sampling (with
resampling) algorithm for the particle filter.

e The updated weight w,(j) at ti is obtained by

(D) _ (@ p(yrlvons vore—)p(0 [v§oh 1 youn—1)

w,;’ = 7 p p
S (o 1081,y

e It is possible to select the importance function 7 as
the optimal selection as in Doucet et al. (2000)

T(vk|ve—1,yr) = P(Vk|Vk—1, Yk )-

e Form (5) we can easily get

p(ok|vi—1,y6) = N(m(ve—1,yx), 0% (vk—1))
where

m(Vg—1,Yk) = Vg1 + K(0 — vp—1) At

1
—£p(ps — ivkﬂ)At +Ep(Yr — Yr—1)

o(vg_1) = EVor1v/1— p2VAL

Hence we obtain the optimal importance function for the
particle filter. Additionally, we enforce the hard constraint
that the samples selected from this proposal are all posi-
tive.

and

e Next problem is to obtain p(vg|vo.x—1,Y0:k—1). Now
substituting the observation data yi into (5), we
obtain

1
v =Vk—1 + k(0 — vp_1) At — Ep(us — ivk,l)At
+e/01 V1 — p2AZ,
1
+Ep{(ps — §vk)At + \/Uk—1ABy }
ie.

1
vg = (14 §£pAt)*1{vk_1 + k(0 — vi—1) At

1 -
+§P§Uk—1At + &1V 1 = p2AZ,
+&p\/Vk—1ABy }.

This implies that

p(Uk|UO:k71,Z/0:k71) ZP(UHW&)

= N (m(vk-1),5*(v—1))

where
. 1 _
m(kal) =1+ 55,0At) 1{’0]@71 + Ii(@ —vp_1)At
+§Ep’l}k,1At
and

- 1 _
O'(kal) = (1 + 55[)At> 15,/’()]0,1\/ At.
e The likelihood function becomes

P(Yk|vo:ks Yo:k—1) = P(Yk|Vk, Vk—1, Y1)
which is given as

DYk |k, V=1, Yk—1) =

1
N(ykfl + (,Us - gvk)Atﬂf}cflAt)-

2.2 The Diffusion Model with Jump (Bates model)

We adopt the Bates model ( Bates (1996)) to characterize
the stock dynamics:

dS; = s Sedt + /v; S1dBy + SidZ] — Am” Sdt,  (6)

d’Ut = KZ(G — ’Ut)dt + f\/’LTtdZt (7)

where Z; denotes the pure-jump process which contains
two components: random jump-event times and random
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jump sizes. The jump-event times {T;;¢ > 1} arrive with
a constant intensity A . Given the arrival of the i-th jump
event, the stock price jumps from S;,- to S;,- exp(U*)
where UZ-S is normally distributed with mean g and
variance o2 %, independent of B; and Z;, inter -jump times
and of U7, for j # i. Intuitively, the conditional probability
at time t of another jump before ¢ + At is, for some small
At, approximately AAt and, conditional on a jump event,
the mean relative jump size is mJ = E(exp(U®) — 1) =
exp(pg+0%/2)—1. Combining the effects of random jump
timing and size, the last term Am?”S;dt in (6) compensates
for the instantaneous change in expected stock introduced
by the pure-jump process Z; .

Now by using the same approach as in the previous section,
we transform (6) to y; = log S;. By using Ito’s formula, we
have

1
dy; = (ps — dxm? — ivt)dt + udBy + dg;
where ¢/ is a compound Poisson process with intensity A

and Gaussian distribution of jump size N (s, 0%). Noting
that

dZ, = /1 — p2dZ; + %(dyt
1
—(ps = Am? — Su)dt — dgy),

we have

dve = £(0 — vg)dt + E/ve/1 — p2dZ,
1
+p€(dye — (ns — Am” — Sw)dt — dg). (8)

Now discretize these systems as

1
Y — Yo—1 = (ps — Am”’ — §Uk)At

+V/0e—1ABy, + Agy, (9)

where Aq,‘g is the jump in qg]k. We also have

O — ko1 = K(0 — vp_1) At + EV/O1V/ 1 — p2AZ,
1
+Ep(yk — Y1 — (ps — Am” — 3 Uk-1) At = Agi).(10)
Now in this diffusion-jump case we need to derive the
explicit form of the weight update equation:
e The updated weight w,(f) is obtained in the same way
as in the previous section:

w® — @ P(?Jk‘%k’yOk 1) (Uk)|U0k 1> Yo:k— 1)

k k—1
W(“k |Uk 1> Yk)
e Assuming that at ¢; the jump occurs at most one, we
have from Cont (2004)

(1 — e AENAL)

p(v|ve—1,yk) ={

27‘(5’2(7}]@,1)
X exp|— (vr — M(ve—1,yr))?
202 (vg—1)
e MIAAL

\/27r

(vp—1) +&2p%03)

(Ve — M(Vk—1,Yr) + §pMJ)2]}

X exp[* 2(5’2(ka1) + 52/)20'?])

where
Mm(vg—1,Yg) = Vk—1 + K(0 — vg_1)AL
€~ yir — (s — Am? — Sux 1))
and
72 (1) = E2vp_1(1 — p?)At.

e Now we shall evaluate p(vi|vo.k—1, Yo.k—1). Substitut-
ing yr. — yr—1 into (10), we get

1
=(1+ 5prlt)*l{v;H + k(0 — v_1)At

1 N
—&p(ps — ikal)At + &/ V1 — pPAZ,

+£p{,U,SAt + w/Uk—lABk}}-
Hence, p(vi|vo:k—1,Y0:k—1) = p(vk|vk—1), which is

same as the non-jump case. This is a quite reasonable
result because v, does not contain any jumps.

p(vlvg-1) = N (7 (vr-1), 6 (vk-1))
where
1
m(kal) = (1 + éﬁpAt)_l{vk,1 + (w — ekal)At
—&p(ps — %UH)At +EppusAt}
and

G(vg-1) =

(1+ %gpm)*lg\/m\/&.

e We need to derive the explicit form of p(yx|vo.,
Yo:k—1) - It is easy to show that

DYk [V0:ks Yo:k—1)= DY |Yk—1, Vs Vk—1)-

One notes
(1 — e AENAL)

(ke — yk—1 — (s — Am” — Sog) At — uy,)?
2ug_1 At
e MNAL
\/Qﬂ(vk_lAt +0%)
(yr — yr—1 — (s — Am” — %vk)At —up, — puy)?
2(vi_1At + 02)

p(yk|yk—1avk—1:k) =

)

X exp(—

).

x exp(—

where

g[vk = V-1 — K(0 — vp—1)At]

3. PARAMETER IDENTIFICATION PROBLEM

U =

To identify the parameters contained in the system model,
we construct the augmented state z, = (vg, ) where for
the diffusion case, vector a contains the parameters as

a=[k0¢&ps pl

and similarly, for the jump-diffusion case
a=[k6&puspAps oyl

To perform the particle filter for z; we assume that
a € U(uniform distribution with known upper and lower
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bounds), and is independent of the initial distribution of
v1 which is taken here as Gaussian. Hence we can apply
the particle filter algorithm developed in the previous
section to zp-process. Noting that the state « is time
independent, the parameter value o(” is not updated and
we encounter the degenerated problem. In this paper to
avoid this deficiency, we use the simple random resampling
for each parameter and apply the systematic resampling
for the state wvi. Repeating this resampling for every
parameter, we observe that the estimated parameters
do not degenerate. From the simulation results, we find
that the random resampling for the parameters performs
similar effect as adding the so called roughening noises to
the parameter values.

4. SIMULATION STUDIES

For our numerical studies, we consider only the diffusion
model with jumps which represents the most realistic
scenario. In the subsequent simulations, resampling is done
whenever the effective sample size as defined in Doucet
et al. (2000) falls below two-third of the sample size used.
To check the algorithm proposed here, the stock price and
volatility process are simulated using the following values
of the parameters

k=30,0=01 p=0.1, p=—-02,
£=04, \=45, py=—0.1, 0; =0.1.

The simulated volatility and the log price y(t) are shown
in Fig.1. and Fig.2 respectively. In this simulation studies,
we set At = 0.001 and the number of particles is set as
2000.

For unknown parameters, we set

k€ U[1,10], 6 € UJ[0.05,0.5], p € U[0.05,0.3],
¢ € U[0.01,0.91], p € U[-0.8,0]
A e Ul0,5], py € U[-0.2,0], oy € U[0,0.2].
We also set
v; € N(0.25,0.02%).

The true and estimated volatility are demonstrated in
Fig.3 and its square error is also shown in Fig.4.

The estimates of unknown parameters are also demon-
strated in Figs.5 to 12. In these simulation studies, one
may find bias in some of the estimated parameters, which
occurs depending on the setting of the upper and lower
bounds selected for the estimation of unknown parameters.

5. CONCLUSION

For the discretized Heston model with jumps, we derive the
stochastic volatility using particle filter algorithm with the
optimal importance function. By using the simple random
resampling method, we also propose an estimation proce-
dure for the parameters of the model. In this setting, with
these estimated parameters, the estimation of stochastic
volatility works quite well. So, one can expect these es-
timated parameters to be quite reasonable. Comparing
the estimated parameters with other known estimation
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techniques is out of the scope for our current work and
will be discussed elsewhere in the future.
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