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Introduction

Energy markets and, in particular, electricity markets, exhibit very peculiar features.
Electricity can be considered a commodity, just as oil and grain are; however, electricity
markets are particularly different from other commodity markets.

Firstly, electricity cannot be stored economically (the problem is essentially due to the
physical difficulty in storing large amount of energy and also to the fact that this proce-
dure is extremely expensive); this implies that it is purchased primarily for consumption
and then a relatively small change in demand or capacity can cause an immediate jump
in price. Although producers can adjust their supply, there is always a time delay and
therefore it is quite common to observe spikes (a comparatively large upward or downward
movement of a price in a short period of time) in electricity prices.

Secondly, electricity consumption exhibits strong seasonality and sometimes also the ca-
pacity is affected by seasonality like hydro power generation which varies with seasons.
Due to the non-storability and seasonality electricity prices are highly volatile and exhibit
jumps and spikes from time to time.

Due to this properties and also to the fact that empirical evidence suggests that in many
asset prices often jumps appear in cluster, to model the dynamics describing the spot
price (or the future price) we need to introduce jump processes exhibiting a clustering
or self-exciting behavior. There is a wide class of works in the literature with several
different approaches to describe power prices evolution and a comprehensive literature
review until 2008 is presented in [2].

In this work we aim to investigate if self exciting features arise in power forward prices
evolution and we will focus our attention on two classes of stochastic processes: contin-
uous branching processes with immigration (CBI) and Hawkes processes. CBI processes
are commonly used in modeling population dynamics and their self exciting features de-
scribe the growth of the population due to the reproduction of the previous generations.
Hawkes processes, instead, are particular extension of Poisson processes with self exciting
properties, where points shows clustering effects; they have been introduced by Hawkes
(1979) and the fact that they are extremely versatile makes them interesting both from a
theoretical and from a practical point of view.

This work is organized in the following way: in the first chapter we set up the theoretical
framework and we define and give the main properties of CBI and Hawkes processes, in
the second chapter we recall some stochastic analysis notions (Girsanov Theorem) and
we set up the modeling framework for forward prices based on Hawkes and CBI processes
and, finally, in the third chapter we describe the algorithm to determine forward curves
and then we give the parameter estimation for the model proposed. We also implement
the algorithm for jump detection in forward curves and we apply it to detect jumps in
historical series of data of future prices of other commodities (gold and crude oil).
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Chapter 1

Properties of CBI and Hawkes
processes

The first section of this chapter is devoted to some important definitions about random
measures that will be used in the construction of the model given in Chapter 2. The
references for this part are [5], [6] and [16]. The second section is devoted to the construc-
tion and the presentation of some important properties of Continuous state Branching
processes (CB processes) and of Continuous state Branching processes with Immigration
(CBI processes); here the main references are [20], [21] and [22]. The last section is dedi-
cated to a review of Point processes and Poisson processes that are used to define Hawkes
processes. The references for this part are |7], [19], and [26].

1.1 Introductory definitions

We by start describing the model which is based on stochastic differential equations
(SDEs) driven by Levy random fields. First of all we set some important definitions:

Definition 1.1 (Random Measure with transition kernels). Let (2, F, P) be a probability
space and (E,E) a measurable space. A Random Measure X is a function:

X :Qx&—0,00)
such that:

e Yw € ) the map:
X(w, ) : & —=[0,00)

1S @ measure;

e For every B € £ the map:
X(,B):Q —0,00)

18 F—measurable random variable.

An alternative definition is the following:

7



8 CHAPTER 1. PROPERTIES OF CBI AND HAWKES PROCESSES

Definition 1.2 (Random Measure as random element). Let (2, F, P) be a probability
space and (E, &) a measurable space. A Random Measure X is a measure valued element
from (0, F, P) to (M, M) where M is the space of all measures on (E,E) and M is its

o-algebra.
Definition 1.3. A stochastic process {X;}ier is said to be a Lévy process if:
e Xy =0 almost surely.

o for all ty < t, < ... < t, the random wvariables X , Xy, — Xy, ..., X4, — Xy, , are
mutually independent.

e for any s <t the distribution of (X; — X;) is the same of X;_s.
e for any e >0 and h > 0 it holds that:

lim P(|Xt+h — Xt‘ > 5) =0
h—0

Finally a Lévy random field is a multi-dimensional generalization of a Lévy process
In particular we have that:

Definition 1.4 (Gaussian random measure). A Gaussian random measure is a random
measure such that Yw € ) the function:

X(w,-): & —[0,00)

15 a Gaussian measure, i.e., it is either the Dirac delta at a point a € R or it has density:

(,a,0%) : x> ! ex —M
p77 ° \/W p 20_2

with respect to the Lebesque measure where the parameters a and o are called mean and
variance of the measure.

We consider now the case of a Gaussian random measure and we introduce the concept
of white noise:

Definition 1.5. A Gaussian random measure W : Q x B(R%) — [0,00) is said to be a
white Noise on R if:

o VA € B(R3) for which \*(A) < oo (A\? denotes the Lebesgque measure on R?) we
have that W (-, A) is a Gaussian random variable with zero mean and variance equal
to A2(A).

e Given Ay, ..., A, disjoint Borel set with finite Lebesque measure, then the random
variables

are mutually independent.

We also need the following:



1.2. LAPLACE TRANSFORM OF A MEASURE 9

Definition 1.6. We say that N : Q x B(R?}) — [0, 00) is a Poisson random measure with
intensity A (with A\ Borel measure on Ri) if it is the product measure of the Lebesgue
measure on Ry X Ry with a Borel measure i on Ry such that:

/Oo(z A2 p(dz) < oo
0
In particular the Borel measure p in Definition (1.6) is a Levy measure since:
LA 22 < (2N 22)1o(2) + (2 A 2°)L(100)(2) = 2 A 2°
This implies that:
/O°<1 A 22\ pu(dz) < /Oo(z A 22)p(dz) < oo
0 0
We also introduce:

Definition 1.7. Let N be a Poisson random measure, we define the compensated Poisson
random measure of intensity A as N = N — \.

At this point we introduce the filtration F = {F, };>¢ as the natural filtration generated
by Lévy’s random field, namely for any Borel subset A € B(R,) and B € B(R?) of finite
Lebesgue measure the processes: (W ([0,t] x A),t > 0) and (N([0,t] x B),t > 0) are
P-Martingales.

At this point we are ready to set up the stochastic differential equation that we are going

to use: we set a,b,0,v € R, positive constants and:
e W (ds,du) a white noise on R? with unit covariance matrix.

e N(ds,du,dz) an independent compensated Poisson random measure on R? with
intensity dsduyi(dz), with p Lévy measure on RY satisfying [7(z A 2%)u(dz) < oo.

1.2 Laplace transform of a measure

We start recalling some basic properties of the Laplace transform of a measure and then
we continue defining the continuous state branching process (CB) and continuous state
branching process with immigration (CBI). Let B([0,00)) be the Borel g-algebra on the
positive half line and let By(]0,00)) the set of bounded measurable functions on [0, 00).
Given a finite measure p on [0, 00) we define the Laplace transform L, of u by:

LM(/\):/[O e uldn) Az 0 (L.1)

Theorem 1.1. A finite measure on [0, 00) is uniquely determined by its Laplace transform.

Proof. Suppose that p; and po are finite measures on [0,00) and that L, (A\) = L,,()\)
for all A > 0. Then set H = {x — ¢ ** : A\ > 0} and L the set of functions in By([0, 00))
such that:

/[o,oo)F(x)M(d‘%) :/ F()pa(d)

[0,00)
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Then H is closed under multiplication and £ is a monotone vector space containing H.
Moreover we have that o(H) = B([0,00)) and hence we have that by the monotone class
theorem:

LD Ub(%) = Bb([(), OO))
which proves the result. O

We state now a theorem about converging result of Laplace transform of a measure.

Theorem 1.2. Let {j, fnen be a sequence of finite measures on [0,00) and A +— L(\) be
a continuous function on [0,00). If lim, o L,,(A) = L(X) for every X > 0 then there is
a finite measure p1 such that L, = L and lim,,_, p, = v by weak convergence.

Corollary 1.1. Let ..., pin, be finite measures on [0,00). Then w, — pu weakly if and
only if L, (X\) = L(\).

Proof. If p1,, — p weakly we have that lim,_, L, (A) = L,()) for every A > 0, indeed
being x + e~ continuous and bounded for every A > 0 we have that:

lim L, (\) = lim e iy (da) = / e Mu(dr) = L,(\)
The converse is a consequence of the Theorem 1.2. O

We conclude this section adding some additional results:

e given two probability measures p1, o we define py X o their product measure on
[0,00)%.

e The image of yy X o under the mapping (x1, xs) — x1 + x9 is called convolution of
w1 and o and it is denoted by gy * o and it is a probability measure on [0, c0)

For any F' €, B([0,00)) we have that:

/[0700) F(z)(uy * p2)(dx) = /[0700) 1 (dx) /[0700) F(x1 + 22)pe(dz) (1.2)

If X; and X, are random variables with distributions p; and ps then X7 4+ X5 is a random
variable with distribution g * po. Finally we have that:

Lyysps(A) = Ly (A) Ly (A) A =0 (1.3)
Let now:
=4
p =Wy forn>1

We say that a probability distribution p on [0, 00) is infinitely divisible if for each integer
n > 1 there is a probability p, such that p = p"; in this case p, is called the n-th root
of p.

A positive random variable X is said to be infinitely divisible if it admits infinitely divisible
distribution on [0, o).
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1.3 Construction of a CB process

CB and CBI processes are a particular class of stochastic processes commonly used in
modelling population dynamics. The self-exciting features describe the growth of the
population due to the reproduction of the previous generations. Our aim is to use them
to describe jumps generated by previous jumps. In this section we present a possible
construction of a CB-Process.

1.3.1 Galton Watson Branching process

Let {p(j) : 7 € N} be a probability distribution of a r.v. X on the space of positive
integers N. It is well known that {p(j) : j € N} is uniquely determined by its generating
function g : N — R defined by:

g(z) = B(z") = Zp(j)zj 2] <1

At this point we suppose to have {&,; : n,i = 1,2,...} a family of N-valued random vari-
ables with distribution {p(j) : j € N}. Given an N-valued random variable Z; independent
on {&,} we define inductively for n = 1,2, ...:

n—1
=1

Of course we set S0, = 0. For each i € N we denote with {Q(4, ) : j € N} the i-fold
convolution of {p(j) : j € N}, that is, Q(i,j) = p*(j) for 4,7 € N. For any n > 1 and
{i0, 91,92, ..., in—1 = 1,7} C N we have that:

Zn 1
P(Zn = j|Z0 =gy, Zun1 = 1) (ngm:

Zn—1 le—oz
:P(Zgn,i—j an_u—ln—l)
i=1 =0
_ P(wa = j) =p"(j) = QU j)
k=1

Then Z,:n €N is an N-valued Markov chain with one step transition matrix ) =
Q(i,7) :i,j € N; in particular the random variable Z,, can be tought as the number of
individuals in the generation n of an evolving population system. After one time unit each
individual of the population splits independently on the others into a random number of
offspring according to the distribution {p(j) : j € N}. Clearly we have for i € N and for

|z| < 1:
ZQ i,j)2 = Zp*’ = g(2)', (1.5)
Moreover the transition matrix () satisfies the branching property:

Q(iy + g, ) = Qi1 ) * Q(ia, -). (1.6)
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Namely, that different individuals of the population propagate independently on each
other. A Markov chain with state space N with one step transition matrix defined by
(1.5) is called a Galton Watson branching process (GW-process) or a Bienaymé-Galton-
Watson branching process with branching distribution given by g.

By a general result on the theory of Markov chains we have that for n > 1 the n-step
transition matrix of the GW-process is just the n-fold product matrix Q" = {Q"(4,7) :
i,j € N}

Proposition 1.1. Forn > 1 and i € N we have:
S QUi )2 = (=)' (17)
j=0

where ¢°"(z) is defined iteratively by: ¢°°(z) = z and:

g = go g’ V(2) = g(g°" I (2)).

Proof. We know that the previous property holds for n = 1. Suppose now that it holds
for some n > 1, then we have that:

Qi F)Q" (k, )=

NE
NE

=
Il

0

Qi k)g™" (=)'

> Qi 5)2 =
j=0

§=0

NE

i
o

And this proves inductively the thesis. O

It is easy to see that 0 is a trap for the GW-process; indeed if at some n > 1 we have
that Z, = 0, then:

Zn,
Zn+1 - Z Sn,i =0
=1

And therefore by induction on n we conclude that Z, = 0 Vk > n.
If ¢'(—1) < oo by differentiating both sides of (1.7) we see that the first moment of the
distribution {Q"(4,7) : 7 € N} is given by:

Zy@"(z',j) =ig/(1-)" (1.8)

1.3.2 Continuous extension of a Galton-Watson process

Suppose now to have a sequence of GW-processes {Xy(n) : n > 0},>; with branching
distribution given by the probability generating function g, for £ = 1,2, .... Consider
now:

Zu(n) = %Xk(n) n>0 (1.9)
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the process defined by(1.9) is a Markov chain with state space Ey = {0,k7!, 2k~ ...} and
n-step transition probability given by QF(x,dy) determined by:

/ AVQI (z, dy) = g2 (e V)R, (1.10)
Ey

Suppose now that {vx}x is a positive sequence vy, — 00 as k — oo and let |yxt] denote
the integer part of yxt. Given Z;(0) = x we know that the random variable Zy(|vxt]) =

kX, (|t)) has distribution Q" (z,.) on Ej, determined by:

/ eMQI (2, dy) = exp{—zvn(t, A)} (1.11)
Ey,
where:

vk(t, \) = —klog (g™ (e™/")) (1.12)

We are interested in the asymptotic behavior of the sequence of continuous time processes:
{Ze(|t]) : t > 0} as k — oo. By (1.12) for v, '(i — 1) < t < v; i we have:

et A) = (i It ], A) = ok (0 = 1), 0)
It follows that (the following chain of calculations is taken from [20]):

[kt

vk (t, A) = v (0, A) + Z[Uk(%;lja A) = ve( (G = 1), M)

Jj=1

= A=k D _oal () - log(g; " (/)]

—A—k Z logl(gn (g7~ (e ) (g7 ()]

L’thJ

= A=%D en(—klog gtV (e Mh)
j=1
[kt

= A= Z@k (ok (v HG—1)

e LWktJ
=)\— / or(vg(s, A))ds
0

where:
oi(2) = ki log[gr(e™/")e*/*] (1.13)
We can rewrite the previous function as:
pr(2) = ke log[l + (k) ' @r(2)e] (1.14)
where:
Pr(2) = klgr(e /") — e7*/¥] (1.15)

We state now a lemma which shows that the two sequences (1.13) and (1.15) are not very
different:
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Lemma 1.1. Suppose that the sequence {py}ren is given by (1.13) and that {@g }ren is
given by (1.15). Assume moreover that {Py }ren s bounded on each bounded interval. an
Then we have:

o limy oo |Pr(2) — wr(2)| = 0 uniformly on each bounded interval.
o {vk}r is uniformly Lipschitz on each bounded interval if and only if so is { Pk}

This lemma allow us to deduce that if either {¢y}r or {Py}x is uniformly Lipschitz on
each bounded interval then they converge or diverge simultaneously and in the convergent
case they have the same limit. For convenience we formulate the following condition:

Assumption 1.1. The sequence {@}r is uniformly Lipschitz on [0, a] for every a > 0
and there is a function ¢ on [0,00) so that ¢r(z) — @(z) uniformly on [0,a] as k — oo.

Proposition 1.2. Suppose that Assumption 1.1 is satisfied, then the limit function of the
limg .o o = @ has representation:

©(z) = bz + cz? +/ (e =1+ zu)ym(du), z>0 (1.16)
0
where ¢ > 0, b is a real constant and m(du) is a o-finite measure such that:

/ (u A u*)m(du) < oo.
[0,00)
Proof. For each k > 1 we define the function ¢ on [0, k] by:

wr(2) = kyilge(1 — 2/k) — (1 = z/k)]. (1.17)
From (1.15) and (1.17) we have:

Fil2) = e ML = gi(e7 )] 2 >0
and:

ou(2) =l —gh(1—2/k)] 0<z<k

Since {@x }r is uniformly Lipschitz on each bounded interval the sequence {@y}x is uni-
formly bounded on each bounded interval too. Then also {¢} } is uniformly bounded on
each bounded interval and so the sequence {y } is uniformly Lipschitz on each bounded
interval. Let now a > 0, for £ > a and 0 < z < a, by the mean value theorem we have:

ule) =) = ot (1= 1)~ (17
= kwlgi(m) =1 (/ St E)

where:

l-—<1-2<p<e?F <

ENARS
T
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Choose now kg > a so that e 2e/k0 < 1 — . Then e~2a/k < 1 — & for all k > ko and
hence:

—z/k

Yelgi () = 1 < sup ylgi(e™*) =1 = sup e */*|gi(=)|

0<2<2a 0<2<2a

Since {@,} is uniformly bounded on [0,2a] the sequence {vi|g,.(nx) — 1| : k& > ko} is
bounded. Then limy o |Pr(2) — ¢x(2)| = 0 uniformly on each bounded interval and this
implies that:

lim @1.(2) = ¢(2)

k—o0

uniformly on each bounded interval. The result follows from Corollary 1.46 in [21] O

Proposition 1.3. For any function ¢ with representation (1.16) there is a sequence
{Pren}r satisfying Assumption 1.1.

Proof. By the proof of proposition 1.2 it suffices to construct a sequence {py }x, via expres-
sion (1.17) that is uniformly Lipschitz on [0, a] and ¢g(z) — ¢(2) uniformly on [0, a] for
every a > 0. To simplify the formulations we decompose the function ¢ into two parts.
Let vo(2) = p(2) — bz. We first define:

Yo = (1 4+ 2¢)k + / u(1 — e *)ym(du)
(0,00)

and:
gor(2) = 2+ kg po(k(1 = 2)) |2 < L.
The function z — gox(z) is analytic, satisfies g (1) = 1 and:
" (0)>0 n>0
— n .
dz"go’k = =

Therefore gox(+) is a probability generating function. Let ¢g, be defined by (1.17) with
the pair (vx, gx) replaced by (Yo, gox). Then wor(2) = wo(2) if 0 < z < k and this
completes the proof if b = 0.

If b # 0 we set:
1 b 1 b
= (14— )+=(1-— |z~
=5 (1) 13 (1)

Let 71, = |b| and let o1 x(z) defined by (1.17) with the pair (vx, gx) replaced by (V1 4, g1.%)-
Then:

1 2
Finally let v = y0% + 71,1 and:

gk = '7]6_1(70,k90,k + Y1k91 1)

Then the sequence @i (z) defined by (1.17) is equal to @ox(2) + ¢1.£(2) which satisfies the
required condition. O

Lemma 1.2. Suppose that the sequence {@x }ren defined by (1.15) is uniformly Lipschitz
on [0,1]. Then there exist constants B, N > 0 such that

ve(t, A) < AP

for every t, A\ >0 and k > N.
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Proof. Let by = ¢} (0+) for k& > 1. Since {@Py} is uniformely Lipschitz on [0,1] the
sequence {bg}y is bounded. From (1.15) we have that by, = [l — g} (1—)]. Then:

. bk Vel
[ vt ) = g1y = x(l - —)
Ey Vi

Let B a constant such that 2|b,| < B for all £ > 1. Since 7 — 00 as kK — oo there is

N > 1 such that:
b Vk/B B Wk/B
og(l——’“) §<1+—) <e k>N.
Vi 2k

It follows that for ¢ > 0 and k& > N:
[ vl e dy) < wesp Bl < ae
Ex

The estimate required can be obtained from (1.8) and Jensen’s inequality. ]

Theorem 1.3. Suppose that Assumption 1.1 holds. Then for every a > 0 we have that
vr(t, \) = ve(\) uniformly on [0,a)* and the limil function solves the inlegral equation:

t
w(\) = )\—/ o(vs(\))ds A\t >0 (1.18)
0
Proof. Recall that:

Ve et
vp(t, ) = A — / ok (ve(s, A))ds,
0

so that we can write:

vE(t, A) = A +ex(t,A) — /t or(ve(s, \))ds, (1.19)

where:
ex(t, N) = (t — v Lwt))ow (v (i Lt ], N))
By lemma 1.1 and Assumption 1.1 for any 0 < ¢ < 1 we can choose N > 1 so that

lor(2) — p(2)] < efor k> N and 0 < z < aeP? It follows that for 0 < ¢ < a and
0< A<

lex(t, V)] < v lon(on (v It ], )T < 9 L+ sup fo(2)]) =7 "ML (1.20)

0<z<aeBa

Forn > K > N let:
Kin(t,A) = sup |v,(s, A) — vg(s, A)].

0<s<t

By (1.19) and (1.20) we obtain for (¢, \) € [0, a]*:
t
K, (t,\) <2y 'M +/ ok (Vi(8, ) = ©n (vn(s, X)) |ds
0
t
< 200 +0) + [ Jon(unls ) — (s, 1) s
0

t
<2(7 "M + ea) + L/ Kpn(s,\)ds
0
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where L = supg<.<qe5. [¢'(2)|. By Gronwall’s ! inequality:
Kin(t,\) <2(v'M +ea)expLt 0<t,A<a
Then vy (¢, \) — v;(\) uniformly on [0, a)? as k — oo and from (1.19) we get the thesis [

The following theorem (whose proof can be founded on [20]) shows some important
properties of the function v;(A):

Theorem 1.4. Suppose that ¢ is a function given by (1.16). Then for any A > 0 there is a
unique positive solution t — vy(\) to (1.18); moreover the solution satisfies the semigroup
property:

Vrgt(A) = v 0 v (N) (1.21)

Theorem 1.5. Suppose that ¢ is a function given by (1.2). For any A > 0 let t — v(\)
be the unique positive solution of (1.18). Then we define a transition semigroup (Q)i>o
on [0,00) by:

e NQu(x, dy) = e X >0,2>0 (1.22)
0.00)

Proof. There is a sequence {@}x in form (1.15) satisfying Assumption 1.1. By Theorem
1.3 we have that vy, (¢, \) — v;(\) uniformly on [0,a)? as k — oo for every a > 0. Taking
x € FEj such that z, — x as k — oo we see by theorem 1.2 that (1.22) defines a
probability measure Q;(z,dy) on [0, 00) and that:

lim Q7 (2, ) = Qu(,)

by weak convergence. By a monotone class argument we can see that Q.(z,dy) is a
kernel on [0, 00). The semigroup property of the family of kernels follows from (1.21) and
(1.22). m

Proposition 1.4. For every t > 0 the function A — v, (\) is strictly increasing on [0, 00)

Proof. By the continuity of ¢ — v,(\), for any Ao > 0 there is ¢y > 0 so that v;(Ag) > 0
for 0 <t < ¢;,. Then (1.22) implies Q;(x,{0}) < 1 for x > 0 and 0 < ¢ < ¢;, and so
A = vy (A) is strictly increasing for 0 < ¢t < ty. By the semigroup property (1.21) we infer
A = v(A) is strictly increasing for all ¢ > 0. O

Assume now that F is a metrizable locally compact topological space. We also assume
that F is countable at infinity, meaning that E is a countable union of compact sets. Let
Co(F) the space of real valued continuous functions that vanishes at infinity (or uniformly
smaller than €) outside of a compact set); this space is a Banach space with the standard
supremum norm.

Definition 1.8. Let {Q;}i>0 a transition semigroup on E, we say that {Q;}i>0 is a Feller
semigroup if:

'Let I denote an interval on the real line of the type [a,b] and let 3,u two real functions continuous
in the interior of I. If u is differential in the interior of I and satisfies u'(¢) < S(¢)u(t) then w is bounded

by the solution of the differential equation v/(t) = S(t)v(¢), specifically u(t) < u(a) fot B(s)ds
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o Qif € Co(E) for all f € Co(E);
o limy o |Q:f — fI| =0 for all f € Co(E).

A Markov process on E is a Feller process if its semigroup is a Feller semigroup.

Theorem 1.6. The transition semigroup (Q:)i>0 defined by Equation(1.22) is a Feller
SeMiLgroup.

Proof. For A > 0 and z > 0 set ey(z) = e~**. Denote with Dy the linear span of ey : A > 0.
By Proposition 1.4 the operator @Q); preserves D, for every ¢ > 0. By the continuity of
t — v(A) it is easy to show that ¢ — Q.e)(x) is continuous for A > 0 and = > 0. This
implies that ¢ — Q. f(z) is continuous for every f € Dy and x > 0.

Let Cy([0,00)) the space of continuous functions on [0, 00) vanishing at co. By the Stone-
Weierstrass theorem the set Dy is uniformly dense in C([0,00)). Then each operator Q;
preserves Cy([0,00)) and ¢ — Q. f(z) is continuous for all z > 0 and f € Cy([0, 00)). This
gives the Feller property of the semigroup (Q;):>o- ]

At this point we have all the ingredients to define a CB-process:

Definition 1.9. A Markov process on [0, 00) is called a continuous state Branching process
(CB-Process) with branching mechanism ¢ if it has transition semigroup (Q:)i>o defined
by (1.22). Moreover the family of functions (vi)i>o defined by Equation (1.18) is called
the cumulant semigroup of the CB-process.

It is easy to see that (Q;);>o satisfies the branching property:

Qe(r1 + 22, ) = Qu(1,-) * Qy(w2,-)

To end this section we state a proposition which states an important property of CB-
processes:

Proposition 1.5. Suppose that {(X;(t), F}) : t > 0} and {(Xo(t), F?) : t > 0} are two
independent CB-processes with branching mechanism ¢ and F}, F? their associated o-
algebras. Let X (t) = X1(t) + Xs(t) and Fy = o(F} UF?). Then the process {(X(t), F;) :
t > 0} is also a CB-process with branching mechanism .

Proof. Let t > r > 0 and F' be F'-measurable random variables for ¢ = 1,2. For any
A > 0 we have:

P(F, Foe 2 X0) = P(Fe X1 0)P(Fpe—X2()
= P(Fle_Xl (T)vtf'r'()\) )P(FQQ_X2(T)vt*"'()‘))
= JP’(FlFQ@—X(T)vpr(A))

A monotone class argument shows that:
]P)(Fef)\X(t)) _ ]P)(FefX(T)Ut_T(/\))

For any bounded F,-measurable random variable F'. Then {(X(¢),F;) : t > 0} is also a
CB-process with transition semigroup (Q;):>o- ]



1.4. CONSTRUCTION OF A CBI PROCESSE 19

1.4 Construction of a CBI processe

In this section we present the construction of a CBI process starting from a Galton-Watson
process with immigration; we follow [20)].

1.4.1 Galton-Watson process with immigration

Let {p(y) : j € N} and {q(j) : j € N} be probability distribution on the space of positive
integers N with generating functions g and h respectively. Suppose that {&,; : n,i =
1,2,...} is a family of N-valued random variables with distribution {p(j) : j € N} and
{nn :n=1,2,...} is a family on N-valued random variables with distribution {q(j) : j €
N}. Assume moreover that the two families are mutually independent. Given another
random variable Y'(0) independent of {,,;} and {n,} we define inductively:

Y(n—1)

Y(n) = Z Eni + Tn (1.23)

This is clearly a generalization of Equation (1.4). For i € N let {Q(7,j) : j € N} denote
the i-fold convolution of {p(j) : j € N} by:

P(i, j) = (Q(i,4) * 9)(j) = (0 * q)(j)
Now for n > 1 and {4, ..., ip—1 = 4,7} with i; € N we have:

Y(n—1)

P(Y(n) = j|Y(0) = ig, ... Y(n —1) = ip_y) = P( S bur = j‘Y(n _1)

Y(n—1)
:P( Z €n7k+77n :])
k=1

By the above computation {Y'(n) : n € N} is a Markov chain with one step transition
matrix given by: P = {P(i,j) :4,j € N}.

)

Remark 1.1. The random variable Y (n) can be thougth as the number of individuals
i generation n of a population system with immaigration; after one unit of time each
of the Y (n) individuals splits independently of others into a random number of offspring
according to the distribution {p(j) : 7 € N} and a random number of immigrants are
added to the system according to the distribution {q(j): j € N}.

It is easy to see that:
> P)2 = g(2)h(=) | < 1. (1.24)
5=0

A Markov chain in N with one step transition matrix defined by (1.24) is called a Galton-
Watson branching process with immigration (GWI-process) or a BienaymA "-Galton-
Watson branching process with immigration (BGWI-process) with branching distribution
given by ¢g and immigration distribution h. When h = 1 this reduces to the previous GW
process defined before. For any n > 1 the n-step transition matrix of the GWI-process is
just the n-fold product P" = {P"(i,j) : i,j € N}.
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Proposition 1.6. For any n > 1 and i € N we have:
S P ) = g [[ e Jel < L (1.25)
=0 j=1

Proof. From (1.24) we have that the statement is true for n = 1; suppose now that it
holds for some n > 1, then:

ZPn-H i ]

P(i,k)P"(k,j)%

M#
NE

0

£
I

0

PG, k)g™ () [ [ g™

0 J

= g(g°"(2))'h(g”"(2)) [ ] g0V

J=1

J

M8

e
Il

n+1

- n+1 H h o(j— 1)

O

Suppose now to have a sequence of GWI-processes {Yx(n) : n > 0} with branching
distribution given by the probability generating function g, and immigration distribution
given by the probability generating function hy. Let:

Zi(n) = @

Then {Zy(n) : n > 0} is a Markov chain with state space Ej = {0,k71,2k71 ...} and
n-step transition probability P;'(z, dy) determined by:

keN neN

n

[ eprdy = e T (o) (1.26)
Ey

Jj=1

Suppose now that {74} is a positive real sequence so that v, — oo as k — oo. Let
|7kt | denote the integer part of y4t. In view of (1.26) given Z;(0) = x € E+ the random

variable:
Zul o)) = L)
has distribution Pkmtj (z,-) determined by:
Lyxt]
/E VP (1, dy) = gl (e TT b6~ (M)
k e

[Vxt]

— expiak log [g ()] }exp{zlog )

it Lwt]
= exp { — zvg(t, A) — / Ui (v (s, k))ds},
0
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where:

vk = —klog (g7 (7))
and

Ur(2) = =i log hy (e /") (1.27)
As in Section 1.3 we can rewrite Equation (1.27) in term of a function (z):

Ui(z) = = log [l — 7 " (2)] (1.28)

where: 5

Yr(2) = W[l = hu(e™")]. (1.29)
Lemma 1.3. Suppose that the sequence {Izk}k 15 uniformely bounded on each bounded
interval. Then we have that limg_, |Yr(2) — Yi(2)] = 0 uniformely on each bounded
interval.

We set up now a condition that will be used in the following theorems:

Assumption 1.2. There is a function v on [0,00) such that Un(2) = ¥(2) uniformly on
[0, a] for every a >0 as k — oo.

Proposition 1.7. Suppose that Assumption 1.2 is satisfied. Then the limit function
has representation:
W(z) =Pz + / (1 —e*)v(du) (1.30)
(0,00)

where > 0 is a positive constant and v is a o-finite measure on (0,00) such that:
/ (LA uw)v(du) < oo
(0,00)

Proof. 1t is well known that ¢ has representation (1.30) if and only if e = L, is the
Laplace transform of an infinitely divisible distribution u on [0,00) (see [21] Theorem
1.39). In view of (1.29) the function can be represented by a special form (1.30), so
e Y& = L, 1is the Laplace transform of an infinitely divisible distribution py, on [0, 00).
By the previous lemma and Assumption 1.2 we have that: 1, (z) — t(z) uniformly on
[0, a] for every a > 0 as k — oo. By Theorem 1.2 there is a probability distribution p on
[0, 00) such that p = limg_,o, i weakly and e = L, clearly p is also infinitely divisible
and hence ¢ has representation (1.30). O

The following two theorems have a proof which is the complete analoguous to the one
presented in the previous section so it is omitted.

Proposition 1.8. For any function v with representation (1.30) there is a sequence {zﬁk}k
in the form (1.29) satisfying Assumption 1.2.

Theorem 1.7. Suppose that ¢ and v are given by (1.16) and (1.30) respectively. For
any A > 0 let t — vy (\) be the unique solution of (1.18). Then there is a Feller semigroup
(Py)e>o0 on [0,00) defined by:

/[Om) e Y P(z,dy) = exp{ — 2, (A) — /Ot¢(vs(A))ds} (1.31)
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We have all the ingredients to define a CBI process:

Definition 1.10. A Markov process on [0, 00) with transition semigroup defined by (1.31)
is called a Continuous-state Branching process with Immigration (CBI-Process) with branch-
ing mechanism ¢ given by Fquation (1.16) and defined on [0,00) and immigration mech-
anism 1 given by (1.30) defined again on [0, 00).

The following proposition states an additivity property of CBI processes:

Proposition 1.9. Suppose that {(Y1(t),G}) : t > 0} and {(Ya(t),G?) : t > 0} are two
independent CBI processes with branching mechanism ¢ and immaigration rate 1y and s.
Let:

Y(t) = Yi(t) + Ya(t)
G = o(G U G)

Then the process {(Y (t),G;) : t > 0} is a CBI-process with branching mechanism ¢ and
immigration rate ¥ = 1y + y.

Proof. Tet t > r > 0 and for i = 1,2 let F; a bounded positive Gi-measurable random
variable. For any A > 0 we have:

P[Fy Fye ™ O] = P[Fe M O|P[Fye 20

—p[Rew{ - Vw0 - [ otos}]

Pl e { < Valthuer ()~ [ o0

0

_P [FlFQ exp { Y (B (A) — /0 o w(vs()\))dsH

As in the proof of proposition 1.5 one can see that {(Y(t),G;) : ¢ > 0} is a CBI process
with branching mechanism ¢ and immigration rate ). [

To conclude this Section we give an additional definition of CBI processes which will
be the base of the models that we are going to build in the following chapter.

Definition 1.11. A Markov process Y with state space Rt is called a CBI process char-
acterized by branching mechanism ¢ and immigration rate v if its characteristic repre-
sentation, for p > 0, is given by:

Ey[e"" "] = exp ( —yv(t,p) — /Ot ‘I)(V(S,p))dé’) (1.32)

where E, denotes the conditional expectation of with respect to the initial value Y (0) = y.
The function v : RT x RT — R satisfies the following differential equation:

Ov(t, p)

v(0,p) =p
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where ¢ and ® are functions of the variable ¢ > 0 given by:

1 > :
pla) =ag-+ 50 4y [ (€™ = 1k quyn(du)
0

¥(q) = abq + /000(1 — e ")y(du)
with a,b € R, 0,7 > 0 and 7, v being two Lévy measures such that:
/Oo(u A u?)m(du) < oo.
0
/00(1 A u)v(du) < 0.
0
An important theorem was proved by Li (see [12] Theorem 3.1) and it guarantees the

uniqueness od a solution to the SDE given by (77):

Theorem 1.8. There is a unique non-negative strong solution of the SDE:

Y (1) :Y(O)Jr/ota(b—Y(s))dera/ot /DY(S)W(ds,du)+7/0t /OY(S_)/]R+ N (ds, du, d=)

Moreover the solution {Y; :t > 0} is a CBI process with branching mechanism:

1 ©
Y(q) = aq + 502q2 + 7/ (e — 1+ qyz)u(dz)
0

And immigration rate given by:

®(q) =abg ¢>0

1.5 Hawkes Processes

The self exciting point process, which is commonly known as the Hawkes process, it is a
point process on the real line introduced by Hawkes (1971). The distinguishing feature
of such processes is that they allow all past events to affect the intensity function at the
current time. In this section we present the definition and some important features of
Hawkes processes and then we provide the definition of Hawkes processes with exponential
kernel that will be used in the following chapter.

1.5.1 Unmarked point processess

An unmarked random point process on the nonnegative real line [0, 00), where the non-
negative line is taken to represent time, is a random process whose realisations consists
on a sequence of times 1,75, ... where T, is the n-th occurrence of an event. We make
moreover the assumption of non-explosion:

T = lim T,, = 00 (1.34)

n—oo
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this means that almost surely we do not have an accumulation of events in finite time.
Given a random point process {71}, },en the sequence of inter-events is defined as {5, }nen:

S,=1T,—T,1. (1.35)
To represent a point process we can introduce the following:

Definition 1.12. Let N : ([O,oo),B[O, oo)) — N we say that N is the counting measure
associated to an unmarked point process if for any A € B([0,00) we have that:

N(A) = #{i : T, € A}.

Clearly if A = [a,b) then we have that:

N(A) = ey
=1

In particular we set:
Ni=N([0.t) = Y Ljo<ri<n-
i=1

The point process defined above may be represented equivalently via its associated count-
ing process {NV;}+>o where:

Ny=nifte|l,,T,+1) (1.36)
In particular the random variable N; counts the number of events up to time ¢ and the
non-explosion condition becomes N; < co. Both the processes {1}, }nen and {N;}i>o are

the defined on some probability space (€2, F, P) with a filtration {F};>¢ for which N is
{Fi}+>0 adapted. One important example of a random point process is:

Definition 1.13. A point process {Ni}i>o is called a Poisson point process if:
1. Ng=0
2. Ny is a process with independent increments i.e. (N, — Ng) L Fs Vt > s.
3. (Ny — Ny) is a Poisson random variable with parameter Agy = A\t — s) = f: AMuw)du

Usually one assumes that Ag; = f; Adu for some \; deterministic function called
intensity of the Poisson Point Process. In particular if {F;}:>¢ is the filtration generated
by N;i.e. Fy = 0{Ns:s <t} and A\, = 1 then N, is called standard Poisson process. One
can also prove that if A, = X then the sequence of inter-events {S, }nen is made of i.i.d.
exponential random variables with parameter A\. We now focus our attention to the case
on which the intensity is A constant. By definition we have that:

0+ _ \0
P((N, — N,)=0) = e—W—S)% =AM =1 XA 4 0(A)

P((N; = N,) = 1) = ¢ t=9) /\(tlT s) = (t—s)eM) =X A +0(A)

K _ sk
PN, — Ny) 2 2) = e e ) (tk! L~ o)

k>2

where A =t — s.
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Remark 1.2. The above characterization for a Poisson process is parallel to the one of
a Wiener process:

e both are processes with independent increment; the increments of a Wiener process
are normally distributed while those of a Poisson process are Poisson distributed.

o The Wiener process is a basic building block for processes with continuous trajecto-
ries, the Poisson process is a basic building block for processes with jumping trajec-
tories.

o the Wiener process is itself a martingale while the Poisson process is not, neverthe-
less it becomes a martingale if one subtracts from N, its Compensator.

Lemma 1.4. Given (Q, F, P) a probability space with filtration Fi, {N;}i>o Poisson pro-
cess with intensity Ay € L'(0, s) which is F; adapted we have that the process:

t
M, = N, — / Aods (1.37)
0

18 an P martingale

Proof. We have to check that E(M;|F;) = M Vt > s, in particular we have:

t t
B(M, — MJF,) - E(Nt _ N - / N ]—"s) _ B(N, - N,JF.) - / N

t
:EMW—NQ—/Amu:O

Where we used that (N, — N,) L F, and (N; — N;) ~ Pois(As;) and in particular
Agi = [ Nudu O

1.5.2 Marked point process

A Marked point process is a point process with a random variable or a random vector
attached to each point; each of the times T; has a mark M, associated with it and a
possible realization of a marked point process is given by a sequence:

(Ty, My), ..., (T;, M), ...

with 77 < Ty, ... and M; € M the space of marks (we usually work with non negative
marks). The counting process associated is the process {N;}:>o which, as before, counts
the number of occurrence of the sequence of the T; in the interval [0, ).

Remark 1.3. The generalization of unmarked point processes to marked point processes
subsumes several important point processes. For example, a marked point process can be
used to define a point process with multiple occurrences; the marks in this case would give
the number of occurrences at each point event. A marked point process may also be used
to define a multi-type point process with the marks identifying the type of a point event,
i.e. M =A{1,2,....k} for a multi-type point process with k types of point event.
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1.5.3 Hawkes processes

We start defining the univariate Hawkes process recalling that {F;}:>o is o-algebra gen-
erated containing the complete history of the process:

Definition 1.14. The univariate Hawkes process N with intensity \(-|F;) is defined for
all t >0 and h — 0" by:

P(N[t,t + h) = 1|F) = A(t|F:)h + o(h)

1.38
P(N[t,t+ h) > 1|F;) = o(h) (1.38)
where the complete intensity is defined by:
At F) =71+ / w(t — u)N(du)
o0 (1.39)

with TinR, 7> 0 and w(s) > 0

The complete intensity is a stochastic process and can be tougth as a Shot Noise
process (see [10]| p.74) where all the past point events can contribute to the current value
of the complete intensity.

The self-exciting nature of the Hawkes process arises via the integral in Equation (1.39).
The contribution from a point event at time t; < t to the complete intensity at time ¢ is
w(t—t;), and all points before time ¢ contribute in such a way to the complete intensity at
time ¢. The function w(-) controls the effect that past point events have on the intensity
and it is often assumed to be a monotonically decreasing function so that the latest point
events have the greatest influence on the current value of the intensity.

For a monotonically decreasing w(-), the intensity will increase immediately after a point
event and as time passes the effect from the point event dies off. As a result, the risk
of further point events occurring increases immediately following a point event and this
increased risk dies off as time passes.

A Markovian decay function is the exponential decay function which has the form:

we(s) = P exp(—7s) (1.40)

Where ¢» > 0, v > 0 and ¥ < 7. An other popular example of of a decay function used
in several application is the power-law decay function which has the form:

Y

o (1.41)

wa(s) =

Where ¢ > 0, n,v > 0 and ¢ < ny".
To conclude this Section we add a slightly different definition of Hawkes processes that
will be used to in the following chapter:

Definition 1.15. We have:

e A point process with associated counting process { Ny }i>o,
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e J(ds,dz) a Poisson random measure with intensity \(t) satisfying the SDE:

A(t) = A0) —p Ot A(s)ds + « Ot /000 zJ(ds,dz)
N, (1.42)

= exp(—BtN0) + > exp[—B(t — ;)] Z;

=1

with B > 0 is the rate of exponential decay of the influence of previous jumps on the
intensity level, o is the amplitude of the of the memory kernel, T; the jump times
and Z; the jump sizes.

Then we define an Hawkes process with exponential kernel a process that can be written
as:

Y(t)=Y(0)+ ) Z=Y(0 / / J(ds, dz) (1.43)

Moreover we assume that the jump sizes are distributed according to an exponential
density with parameter § (so that only positive jumps appear in Equations (1.42) and
(1.43)) and we can write:

J(ds,dz) = J(ds,dz) — \(s)u(dz)ds

and u(dz) = dexp(—dz)dz. The last Equation denotes the compensated version of the
Poisson measure J(ds,dz). Finally, in order to guarantee the non explosiveness of of the
Hawkes process we assume that § — § > 0.
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Chapter 2

Hawkes and CBI to model forward
prices

In this chapter the first part is devoted to a review of some notions martingale approach
and arbitrage theory in the Black & Scholes market; the main references for this part are
the books [4] and [14]. In the second part I will present two models for forward prices,
where the dynamic of the underlying factor is driven by a CBI process and by an Hawkes
process, applied to the power marke; the main references for this part will be the articles
[8], [15] and [3].

2.1 Martingale approach to arbitrage theory

2.1.1 The general case

We will start by considering the special case when one of the assets on the market is a
risk free asset with zero rate of return. As the basic setup we thus consider a financial
market consisting of N given risky traded assets, and the asset price vector is as usual
denoted by:
S1(t)
Sty=1| : (2.1)
Sn(t)

We also assume that there exists a risk free asset with price process Sy(t) which satisfies
the following:
So(t) >0 P-as. Vt>0 (2.2)

The main problem is to give condition for absence of arbitrage in this model and this are
easily obtained moving to the "normalized" economy where we use Sy as a numeraire.
Thus instead of looking at the price vector process S = [Sp, S, ..., S,], we look to the
relative price vector process S(t)/So(t) where we have used Sy as a numeraire price.

Definition 2.1. The normalized economy (also referred as "Z-economy") is defined by
the price vector process Z where:
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1.e.

Z(t)=Zo(t),..., Z,(t)] = |1 Si(t) Sy (t)

B RO (23)

Note that at this point we have two price systems to keep track of: the S-system and
the Z-system; the following definition clarifies the the relations between the two systems:

Definition 2.2. We define:

e A portfolio strategy is any adapted N + 1-dimensional process:
h(t) = [ho(t), hi(t), ..., hu(t)]

The S-value process V(t, h) corresponding to the portfolio h is given by:

VE(t,h) = i hi(t)Si(t) (2.4)

The Z-value process VZ(t, h) corresponding to the portfolio h is given by:

VZ(ta h) = ZN: hi(t)Z;(t) (2.5)

A portfolio is said to be admissible (as a Z-portfolio) if there exist a non negative
real number o such that:

/t hs(u)dZ(u) > —a for all t € (0,7 (2.6)

An admissible portfolio is said to be S-self financing if:

dVE(th) =Y h(t)dS;(t) (2.7)

An admissible portfolio is said to be Z-self financing if:
N
dVZ(t,h) = hi(t)dZ(t) (2.8)
=0

We have the following important lemma:
Lemma 2.1. With assumption and notations of the previous definition we have that:
e A portfolio h is S-self financing if and only if it is Z-self financing.

o The value process VZ and V° are connected by:

VZ(t h) = V(L h)

1
So(t))
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o A claim Y is S-reachable if and only if the claim:

Yy
So(t)

15 Z-reachable.
e The model is S arbitrage free if and only if it is Z arbitrage free.

Proof. We just prove the third item since the other two are obvious. We assume more-
over that all processes have stochastic differentials driven by a finite number of Wiener
processes and that the portfolio h is S-self financing. We set 8 = Sy, then we have:
Z=p"1S
Vi=h-S
VZ _ ﬂflvs
dV® =h-dS
And we want to prove that:

AVZ =h-dZ

Using the Ito formula on Z = 8715 we thus want to prove that:
dVZ =8"th-dS+h-SdB™' + h-dSd3!
From V% = B~'V*? we have:

dVZ = g7tV + VodpTt + dpTtave
=Bh-dS+h-Sdf~t+dBth-dS

where we used dVS =h-dS and VS =h-8S. OJ

We formulate the first fundamental theorem concerning absence of arbitrage:

Theorem 2.1. Consider the market model Sy, Sy, ..., Sy where we assume that Sy(t) > 0
P-a.s. for allt > 0. Assume furthermore that Sy, Si,...,Sn are locally bounded. The
model 1s arbitrage free if and only if there exist a martingale measure QQ ~ P such that
the processes:

ZO7ZI7‘”7Z7L

are local martingales under Q).

2.1.2 Completeness

In this section we assume absence of arbitrage i.e. that there exist a local martingale
measure. We now turn to the possibility of replicating a given contingent claim in terms
of a portfolio based on the underlying assets. We introduce an important lemma:
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Lemma 2.2. Consider a given T-claim X. Fix a martingale measure () and assume that
the normalized claim X/Sy(t) is integrable. If the Q-martingale M defined by

X
M(t) = E® 2.9
admits an integral representation of the form:
N t
M(t) =z + Z/ hi(s)dZ;(s) (2.10)
i=1 70

then X can be hedged in the S-economy. Furthermore the replicating portfolio (ho, hy, ..., hy)
is given by equation (2.10) for the part (hq,...,hy) whereas:

N
ho(t) = M(t) — Z hi(t) Zi(t) (2.11)
i=1
Proof. We want to hedge X in the S-economy i.e. we want to hedge X/Sy(t) in the Z-
economy. In terms of normalized prices we are looking for a process (hg, h1, ..., hx) such
that:
VZ(T,h) = X pas. (2.12)
So(T)
and
N
= hidZ (2.13)
i=1

where the normalized value process is given by:
VZ(t, h) = ho(t) 1+Zh (2.14)

A reasonable guess is that M = VZ so let M be defined by (2.9) and set (hy,...,hy) by
(2.10) and hg by:

which shows that the portfolio is self financing. Furthermore we have:

X X
So(T) So(T)

which shows that X is replicated by h. O]

VA(T,h) = M(T) = EQl

7] -
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We thus see that, modulo some integrability considerations, completeness is equivalent
to the existence of a martingale representation theorem for the discounted price process.
Now we are ready to set an important theorem which is the base of the proof of the second
fundamental theorem of asset pricing:

Theorem 2.2. Let M denote the conver set of equivalent martingale measures. Then
for any fized QQ € M the following are equivalent:

o Every Q local martingale M has dynamics of the form:

N

dM(t) = hi(t)dZi(t)

=1

e () 1s an extremal point of M
Then we have:

Theorem 2.3 (Second fundamental theorem of asset pricing). Assume that the market
18 arbitrage free and consider a fixed numeraire asset Sy. Then the market is complete if
and only if the martingale measure corresponding to the numeraire Sy s unique.

Proof. Tf the martingale measure is unique then M is a singleton M = @) so @ is trivially
an extremal point of M and thus for the previous theorem (Jacod) we have a stochastic
integral representation of every () martingale and then it follows from lemma 2.2 that the
model is complete. The other implication is trivial. O

2.1.3 Martingale pricing

We turn to the pricing problem for contingent claims. We thus consider the primary
market Sy, S1,...,Syv and we fix a T-claim X. Our task is to determine a reasonable
price process I1(¢, X') assuming that the market is arbitrage free. There are two possible
approaches:

e The derivative should be priced in a way that it is consistent with the price of
the underlying assets. More precisely we should demand that the extended market
I1(t, X), So, S, ..., Sy if free of arbitrage opportunities.

e If the claim is attainable with hedging portfolio A then the only reasonable price is
given by II(¢, X) = V (¢, h).

In the first approach the aim is to find a martingale measure () for the extended market
(-, X), So, S1, - - ., Sny. Assuming that such a measure ) does exist, and assuming enough
integrability conditions, by definition of martingale measure we have that:

]—“t} — F¢ [%‘]—}] (2.15)

Mt X) o [T(T;X)
So(t) ‘EQ{

So(T)
We thus have the following:
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Theorem 2.4 (General pricing formula). The arbitrge free price process for the T-claim
X s given by:

X
So(T)

Where Q) is the (not necessarily unique) martingale measure for the a-priori given market
So, S1, ..., SN with numeraire S.

I(t, X) = So(t)EQ[

]-"t} (2.16)

If we assume that S; is the money account:
So(t) = So(0) - eJo r()ds (2.17)

where r denotes the short rate, then equation (2.16) reduces to the "risk-neutral valutation
formula":

Theorem 2.5. Assuming the existence of a short rate, the pricing formula takes the form.:
TI(t, X) = EQ[Xeh | ;] (2.18)

Where Q is the (not necessarily unique) martingale measure with money account as nu-
meraire.

For the second approach to pricing let us assume that X can be replicated by h. Since
the holding of the derivative contract and the holding of the replicating portfolio are
equivalent from a financial point of view, we see that the price of the derivative must be
given by the formula:

(¢, X) =V (t,h) (2.19)

One problem is what happen in case when X can be replicated by two different portfolios
and one would also know how this formula is connected to (2.16).
Defining I1(¢, X) by (2.19) we see that TI(¢, X)/So(t) = VZ(t) and since, assuming enough
integrability, V7 is a Q martingale we see that also I1(t, X)/Sy(t, X) is a Q-martingale.
Thus we obtain the formula:

X

V(t,h) = Sy(t)E® [m

}}} (2.20)

which will hold for any replicating portfolio and any martingale measure Q).

2.2 The mathematics of Martingale approach

2.2.1 Stochastic integral representation

Let us consider a fixed time interval [0, T], a probability space (2, F, P) with some fil-
tration {F;};>0 and an adapted vector Wiener process W = (Wi, ..., Wy)T. Fix now a
vector process h = (hy,...,hq) which is "integrable enough" and a real number z.If we
define the process:

M(t) =9+ Z /Ot hl(s)dI/VZ(s), t e [O,T] (221)
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then we know that M is a martingale. (Recall that under mild integrability condition
every stochastic integral w.r.t a Wiener process is an JF; martingale). A natural and
important question is whether the converse holds, i.e. if every F;-adapted martingale M
can be written in the form (2.21); if this is the case we say that M admits a stochastic
integral representation.

It is not hard to see that in the completely general case, there is no hope for a stochastic
integral representation w.r.t. to W for a general martingale. As a counterexample consider
the case in which d = 1 so W is scalar, we consider a Poisson process N and we assume
that F; contains all the information generated by W and N in the interval [0, t]. We know
that:

M(t) = N(t) — M\t

is an JFi-martingale. If we look at the trajectories they consist into straight lines with
downward slope A interrupted at exponentially distributed points in time by positive
jumps of unit size. From this it is obvious that M can posses no stochastic integral
representation of the form (2.21) since any such representation has continuous trajectories.
It is clear from the previous example that we can only hope for a stochastic integral
representation in the case when {F;}+> is the internal filtration generated by the Wiener
process W itself.

We state now:

Theorem 2.6. Let W a d-dimensional Wiener process and let X a stochastic variable
such that:

° XGI:W
o F[|X]|] < o0

There exist a uniquely determined F)Y -adapted process hy, ..., hg such that X has repre-
sentation:

X = E[X] + Z /0 ' hi(s)dWi(s) (2.22)

Proof. For simplicity of notations we consider the scalar case d = 1. Recall the Geometric
Brownian motion equation:

dXt = O'Xtth
Xo=1
and its solution: -
X, = e 27 W (2.23)

The previous SDE in integral form becomes:
t
Xp=1 +/ o XdWy (2.24)
0
Plugging now (2.23) into (2.24) we obtain that:

t
oWy __ 152¢ —152(y—t +oWo,
et = e2 +(7/62() dW,
0
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Using the same argument we obtain for s > ¢ that:
t
eo—(Wt_Wg) _ 6%02(15—5) + O'/ e—%UQ(u—t—&—s)—i—aWuqu (225)

Thus any stochastic variable of the type:
Z = exp{o(W; — Wy)}

will have representation of the form:
T
Z = E[Z] +/ hydW,,
0

with h = 0 outside [s,t]. From this we have easily that any random variable Z of the
form:

Z = [ [ exp{on(Wi, — Wi, _,)} (2.26)

k=1

where 0 <ty < --- <t, <T has representation of the form:
T
Z = E[Z] —i—/ h, dW, (2.27)
0

It is now fairly straightforward to see that any variable of the form:
Z = [ [ exp{iow(W,, = Wi, ,)} (2.28)
k=1

where ¢ is the imaginary unit, has representation of the form (2.27). Using now some
Fourier techniques we can prove that the set of variables of the form (2.28) is dense in
L?(Fr) and from this we can conclude that any variable in L?(F7) has a representation
of the type (2.27). O

From this theorem we easily obtain the:

Theorem 2.7 (Martingale representation theorem). Let W a d-dimensional Wiener pro-
cess and assume that the filtration {F;}i>o is defined as:

Fi=FY=c{W,:5<t} te|0,T]

Let M any F; adapted martingale, then there exist a uniquely determined F; adapted
process hy, ..., hg such that M has the representation:

M(t) = M(0) + Z /O hi(s)dWi(s) (2.29)

The proof follows immediately from theorem 2.6.
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2.2.2 The Girsanov Theorem

In this section we discuss the effect that an absolutely continuous measure transformation
will have upon a Wiener process.
Assume that our space (2, F,{F;} >0, P) carries a P-Wiener process W and that for
some fixed T we have changed to a new measure () on Fr by choosing a non-negative
random variable Ly € Fr and defining @ by:
dQ = lpdP on Fr

This measure transformation will generate a likelihood process {L; : t > 0} defined by:

dQ)

Li=— onF
t dP T

and we know that the previous process is a P-martingale.
Since L is a P-martingale and since any stochastic integral with respect to W is a mar-
tingale it is natural to define L as the solution of the stochastic differential equation:

dL, = o, L, dWF
{ t = Pl Wt (2'30)
Lo=1

With this procedure it seems that we can generate a large class of natural measure trans-
formations from P to () by following:

1. Choose an arbitrary process W.
2. Define a likelihood process L by:

st = QOtLtthP
Ly=1

3. Define a new measure () setting:
dQ = L,dP
on F; for all ¢t € [0, 7.
Applying Ito formula we easily find that
L, = elo #sdWE =3 Jg wids
Thus L is non-negative and under some integrability conditions on ¢ (Novikov condition)
we easily derive that L is a martingale with E¥[L;] = 1.

We recall now an important theorem known as "Abstract Bayes formula", (for a complete
proof we remind to [4], Appendix B, proposition B.41)

Theorem 2.8. Assume that X is a random variable on (0, F, P) and let Q) a probability
measure with radon Nikodym derivative:

dQ

L = @ on F; (2.31)
Assume that X € L' () and that G is a sigma algebra s.t. F C G then
EPIL-X
E°[X|G] = EIL-X|6] Q — a.s. (2.32)

EF[LIG]
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Our aim is now to compute what are the dynamics of W* under Q. Recall that if X
has dynamics:
dXt = ,utdt + UtthP

and we have that:

EP[dX,|F)] = wdt

b , (2.33)
ET[(dX,)%|F) = o;dt

with the informal interpretation dX; = X;, 4 — X;.
Let now X = W¥ (i.e. 4 =0 and o = 1), using theorem 2.8 and the fact that L is a
P-martingale we obtain

EP[Liyard X ]

EQ[dX,F) =
T = L)
_ BP[Liad X F)
Ly
EP[LdX,F) EF[dLdX,F)
= +
Lt Lt

Since L is adapted and X has zero drift under P we have that:

EPILdX,F] _,  EP[AX.F)]

=L, =0-dt
L, t L,

Furthermore we have that:
dLidX; = Ly dW (0 - dt +1-dWF) = Lyp(dW])?

and hence since L;p; € F;:
EF[dL;dX;|F]
Ly

finally using that dX? = dt we can compute the quadratic variation of X under Q:

= (,Otdt

EP[Levar(dX)*| Fi]

E9[(dX,)?|F) =

=dt

We found that the process X that was, under P, a standard Wiener process with unit
diffusion term and zero drift, under @) defined above the drift process has changed from
zero to ¢ and the diffusion remains the same. In other words we have that:

AW = pdt + dWP
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Theorem 2.9 (Girsanov Theorem). Let WP a d-dimensional P-Wiener process defined
on a probability space (Q, F,{Fi >0, P) and let ¢ be any d-dimensional adapted column
vector process. Choose a fized T and define the process L on [0,T] by:

L, = oL P
d t Spt tth (234)
Lo=1
i.€.
L, = elo #3dW =3 5 lpsl*ds (2.35)
Assume that:
Ef[Ly] =1 (2.36)
and define a new probability measure Q) on Fr by:
d
£ on Fr (2.37)
then
AW?T = pdt + dWP (2.38)

where W€ is a Q- Wiener process.
Observation 2.1. In the previous theorem we adopted the following notation:

e we denote with ©* the transpose of the vector ¢ and we can rewrite equation (2.34)
and (2.35) by components as:

= L(t) Xd:wi(t)dWiP(t)
_exp{Z/% )AW/E (s ——/Z% }

o We often refer to the process ¢ as the Girsanov Kernel of the measure transformation

Definition 2.3. For any Wiener process W and any kernel process ¢ the Doleans-Dade
exponential process € s defined by:

o)) = exo{ [ o) - [ al7(0)0s (2:9)

Observe that in Girsanov theorem we have to assume an ad-hoc condition thet ¢ is
such that E(Ly) = 1 or, in other words, that L is a martingale. We can remove this
hypothesis in case in which it is satisfied the following condition:

Lemma 2.3 (Novikov Condition). Assume that the Girsanov kernel ¢ is such that:
o {em wn%ﬂ <o (2.40)

Then L is a martingale and in particular E¥[Ly] = 1
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2.3 Forward price modeling

In this section we are going to introduce two alternative models for the forward prices
and we are going to test them against electricity market data. We assume that the spot
price process evolves according to the following dynamics:

S(t) = a(t) + X (t) (2.41)

where «(t) is a function representing the seasonality and the process {X(¢) : ¢ > 0} is a
superposition of the factors Y;; we can rewrite the previous equation as:

= aft) + i Y;(t) (2.42)

2.4 The model based on CBI

In this subsection we will focus to the case in which the underlying factors follows a
dynamic which is given by the stochastic differential equation:

K-(t):Y(O)—/ i(b; — d8+al// Wi(ds, du)
//Y(S /Wa:Ndsdudz)

where «;, 0;,v; € RT are constant parameters for ¢ = 1,...,n. Assuming that the factors
Y; follows the dynamic given by equation (2.43) we obtain that:

(2.43)

Lemma 2.4. For any T > 0 and 7 < T we have that:
BIY,(T)|F] = b; + (Yi(7) = bi)e ") (2.44)
Proof. First of all we observe that:
T
B(T) = Yi00) + E| [ (0, - Yi(o)as
0
T
Y0+ [ b~ BYi(s))ds
0

set now ¢(t) = E(Y;(t)), we can differentiate both sides to get:

whose solution is:

E(Yi(#)) = b + (Yi(0) — b)e™ " (2.45)

A direct application of Markov property allow us to conclude. O
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We discuss now the procedure of choosing a suitable risk neutral probability measure,
in particular in the electricity market, the risk-neutral probability @ is often chosen by
introducing a drift adjustment in the dynamics of an underlying asset. The following
proposition tells us that after this change of measure the spot process remains in the
same class (i.e. CBi processes with modified coefficients).

Proposition 2.1. Let Y3, ..., Y, beindependent CBI processes where for eachi = {1, ... ,n}
Y; is a CBI process under the historical probabzlzty measure P. Assume that the ﬁltmtzon
{Fi}i>0 is generated by the random fields Wy,..., W, and N“.. N,. For each i fix
n; € R and & € RY and define:

U, = Zm/ /Y(s Wi(ds, du) +Z/ / / N(ds,du,dz)  (2.46)

Then the Doleans-Dade exponential E(U) is a martingale under P and the probability
measure defined by:

= &(U) (2.47)

dP |,

Moreover under Q the processes Y; are independent on each other and for each i they are
CBI processes with parameters (al, b, ol, i, 1) given by:

a, = a; — o — %/ 2(e7%% — 1) p;(dz)
0

b — a;b;
2 /
a;
/
I
Y = Vi

(d2) = e p(d2)

Proof. The process (Y7,...,Y,,U) is a time homogeneous affine process ([13] Theorem
2.12). The Doleans-Dade exponential £(U) is a true martingale by checking that the
conditions in ([17], Corollary 3.2) are satisfied, so it defines an equivalent probability
measure Q. Note that Z = £(U) is the unique strong solution of

dZ, = ZdUy.

Then for any function F' € C?(R") the process:
Z,F(Yi (1), .. Z / ZF!(Yi(s),...,Yu(s))Yi(s)ds
n t 00
— Z/ ZF(Yi(s),. .. ,Yn(s)){aibi — {ai — o — %-/ R 1)ui(dz)} Yi(s)}
i=1 70 0

—Z/O an<s)ds/ooo [F(Yi(5=)s e, Yil5—) + 712y, Yi(5—)—

— }«:(Yl(s—), o Yo(s=) + F(Yi(s=), .. Ya(s—)Yi(s—)vz] e % p(d2)
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is a local martingale which implies that under Q the process Y, ..., Y, are independent of
each other and for each i = 1,...,n Y; is a CBI process with parameters (a}, b}, ol ., 15).
m

Applying now the result proved in Lemma 2.4 we can provide an explicit expression
for the instantaneous forward contract in the present modelling framework. By definition
of a forward contract we have that:

F(1,T) = EYS(T)|F] (2.48)

The model parameters that we used so far were those defined by the hystorical dynamics
in such a way that a;,b; and p; denote respectively the mean-reversion speed, the long
term value and the jump measure with respect to P. Applying the equivalent change of
probability measure described in Proposition 2.1 we move to parameters a;, b; and p; with
respect to Q.

Since the factors Y; remains CBI processes also under Q we can apply the result given by
Lemma 2.4:

Proposition 2.2. The price of the forward contract written on S is given by:
F(,T) = S(7) + (a(T) = a(7)) + >_(Je "7 = 1)(Yi(r) — b)) (2.49)
i=1
Proof. Applying Lemma 2.4 we have that under the probability measure Q:

F(r,T ) + ZE@ T)|F]

+ Z b/ b/) —al(T—7)

and in particular:
S(r) = F(r, +Zb’ Yi(r) — b))
Hence:
F(r,T)=S(r)+ F(r,T) — F(r
)

.7)
= a(T) = a(t) + S(r) + 3 (™ = )(¥i(r) = 1))

2.5 The forward model based on Hawkes processes

In this section we will provide an alternative model where our factor are assumed to follow
an Hawkes-type dynamic. Let n the number of factors in our model and let ¢;,0; € R
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with ¢ = 1,...,n constant parameters. We assume that under the historical probability
measure P the dynamics of the X; is given by the following SDE:

¢ ¢
X;(t,T) = X;(0,7T) —/ ;i Xi(s,T)ds + ai/ vV Xi(s, T)dW,;(s) / / 2Jy(dz, ds)
0 0

(2.50)
where .J;(dz, ds) are compensated marked point process with intensity \;(t) satisfying the
SDE:

A(t) = X(0) — B; /Ot Ai(s)ds + /Ot /Ooo 2 Jy(ds, dz) (2.51)

where in the previous equation [3; is the rate of exponential decay of the influence of the
previous jumps on the intensity level and «; is the amplitude of the memory kernel of each
factor X;. We also assume that the jump size is distributed according to an exponential
density with parameter §; for each (\;, X;) so we can write:

ji(ds,dz) = Ji(ds,dz) — \i(s)u(dz)ds 059
= Ji(ds,dz) — \i(8)0; exp(—d,;2)(dz)ds (2:52)

We observe, as a remark, that the choice of a square root process for the diffusion part

of the forward curves dynamics is motivated by the positivity requirement as well as the

choice of the exponential distribution for the sizes of the jumps.

In view of this preliminary work we obtain that formulation for the price of the forward

contract written on n underlying factors X;:

F(t,T) = A(t) — A0) + f(0,T) — Z/Cl sTds+Z/aﬂ/ (s, T)dW,;(s

+Z// Ji(ds, dz)

An alternative representation for the for the Hawkes type dynamic given by Dawson and
Li, under the Historical probability measure PP is given by the following SDE:

(2.53)

t t Xi(s,T)
X;(t,T) = X;(0,T) — / c; Xi(s,T)ds +/ / oiWi(du, ds)
0 0 Jo

t Xi(s_,T) ~
+ / / / zN;(dz, du, ds)
0 Jo R+

Also in this case the intensity evolves according to equation (2.51). It appears immediate
that the dynamics described by the two models look almost identical when written in the
Dawson-Li representation and the unique difference is given by the equation governing
the evolution of the intensity process.

At this point in order to have a description with respect to a risk neutral probability
measure (Q we need to introduce a measure change. The following proposition provides a
measure change which preserves the Hawkes type dynamic.

(2.54)
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Proposition 2.3. Let (\;, X;) be described by equations (2.51) and (2.50) under the
historical probability P. Fiz (n,£) € R x (—0;,00) and define:

X,(s,T) _7)
U, = Zmal/ / o:Wi(du, ds) —I—Z/ / / (dz du, ds)
R+

(2.55)
Then the Doleans-Dade exponential E(U) is a martingale under P and the probability
measure defined by:

B~ (2.56)

15 equivalent to P. Moreover the dynamic with respect to Q takes the following form:

X;(t,T) = X;(0,T) + / / o o'Wi(du,ds) + / / N{(dz,du,ds)
Al /B’A ds+a// exp(— Ut — s))J/(ds, dz)

(the symbol' denotes the parameters under the probability measure Q) where:

c=c; — o — / 2(e7%% — 1) p;(dz)
0

!
a; = o
ﬁ;:@

(d2) = e py(dz)
We end this section with some remarks:

e parameters 7; and & can be interpreted as the market price of risk associated with
the diffusion /jump part of the i-th factor X;.

e We assume that the de-seasonalized dynamics of X; is a local martingale under Q
which makes automatically the mean reversion speed ¢; = 0 under Q.

e Irom the formulas in the previous lines, specifying the relations between the model
parameters under the risk-neutral measure Q and the historical measure P, it is
clear that in the Hawkes modeling framework a mean reversion speed coefficient c¢;
can be nonzero under P and zero under Q.



Chapter 3

Financial model

In this chapter we discuss an application of the previous two types of processes to power
markets; in particular we want to give an estimate of forward curves starting from future
prices and then use this forward curves to test the two models based on CBI and Hawkes
processes. For this chapter we mainly refer to [8] and also to [2] for the part related on
forward curves estimation.

3.1 From futures prices to forward curves

In this section we focus our attention on how to determine the historical forward prices
starting from future prices observed in the market. First of all we need to set a definition:

Definition 3.1. The price at time t > 0 of a futures contract with delivery period [T, T3]
with t < Ty < T; is given by:

P

1
F(t,T\,Ty) = T /. f(t, z)dx

where f(t,x) is the price of the forward contract to be paid upon delivery.
In our modeling framework the value at time ¢ of a future contract with delivery period
[T1, T3] is given by:

n

FTLT) = —— [ ft 2)de = A —A(0) 4 — (Z/ QXZ-(t,a:)dm> (3.1)

T, =T Jp -1,

Introducing now the dynamics of factors X; in Equation (3.1) under the risk neutral
probability Q, we obtain that in the CBI framework:

T

T, =T Jp

1 n T> t Xi(s,x)
¥ o [T [ widsdgas P
T2 - Tl zz:; T1 o Jo (3 )
1 n T t Xq;(s—,l‘) 5
+ 2 zN;(ds, dy, dz)dzx.
T, =T ; k /T1 /0 /0 /R+ ( y, dz)

45

F(t,Ty,Ty) = A(t) — A(0) +

f(0,z)dx
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and in the Hawkes setting:
T

=T Jp

1 n TQ/t
+ o; Xi(s,z)dW;(ds)dx
T [ ] VG (33)
1 n Ts t N
+ i zJ;(dz,ds)dzx.
e, ), L

In order to avoid arbitrage opportunities the prices of futures with different delivery period
must satisfy some specific time consistency relations. In particular if we have a contract
with delivery period [T}, T,,] it is linked to the values of the contract in intervals [T}, T; + 1]
with ¢ =1,...,n — 1 by the following:

f(0,z)dx

n

1

-1
T, — T, <E+1 - E)F(ta E? fFi—l—l)' (34)

i=1

F(tv le Tn) —

From a theoretical point of view the contracts are settled continuously over the delivery
period but in practice they are settled at discrete times; assuming settlement at N points
in time u; < uy < --- < u, with u; = 177 and uy = T5, thus the discrete version of
Equation (3.1) becomes:

N

1

F(t, Tl, TQ) = T2 _ Tl E f(t, UZ)Al (35)
i=1

with A; = u; 1 —u;. The main goal is to provide a forward dynamics formulation starting
from the futures prices that we observe in the market.

Notation 3.1. We use T and T to denote respectively the first and the last day of the

)

delivery period for the i-th contract

From the market we observe the quantity F'(0,7°,7°) for every contract with different
possible choices of T° and T° with T° —T* = 7,30, 90 and 365 days according to the type
of the contract and where 0 denotes the current date; in other words for any day in an
historical horizon we observe the value F'(0,7°,T¢) which corresponds to the price of a
future contract with delivery period [T, T*].

The initial condition that we need to use the Heat-Jarrow-Morton approach when mod-
eling forward is a smooth curve describing today forward prices which must be extracted
from futures prices observed in the market. Following the approach given in [2| we set:

Assumption 3.1. The forward curve can be rapresented as the sum of two continuous
functions A(u) and e(u):

f(u) = A(u) — A0) + e(u), we[T? T (3.6)

where T? is the starting day of the settlement period for the contract with the closest
delivery period and T° is the first day of the settlement period for the contract with the
farthest delivery period.
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We interpret A(u) as a seasonality function and £(u) as an adjustment function that
captures the forward curve’s deviation from the seasonality.
For the seasonality function, following [2|, we assume that:

Au) = acos <(u - b)%) (3.7)

where @ € R is the minimum of the prices all over the contracts and b € R is the
normalized distance between the end of the last day of the year from the day when the
minimum occurs. Following again the approach from [2] we require for the adjustment
function that it is twice continuously differentiable and horizontal at time 7, that is:

£(T°) =0

This flatness condition is due to the fact that the long end of the curve may be several
years ahead and obviously the market’s view on risk becomes less and less sensitive as
time goes by.

Definition 3.2. Let:
C3([T*,T¢)) = {e : [T*,T] = R s.t. &” € Co(T*,T°) and £'(T¢) = 0}. (3.8)

Furthermore we consider C the set of polynomial spline functions of order four which
belong to C3([T°,T¢]). Then we define the adjustment function on an interval [T, T¢] the
function that minimizes over C the integral:

e

/ [€" (u)*du. (3.9)
To determine the adjustment function, and therefore the smoothest forward curve a

detailed algorithm is presented in [8], other approaches can be found in [2].

At this point, applying choosing different initial day (the 0 in the formulation of f(0,u)) in

a fixed (sufficiently long) temporal horizon, we find a certain amount of different forward

curves f(0,u) s.t. u € [T%,T¢] as in Assumption 3.1.

Given this collection of curves we want to detect if there are times such that positive

jumps in the price occur. For a fixed maturity T we define:

‘/t - f<t7T>

If we plot the forward curves previously determined as functions of time to maturity (z-
axes) we can visualize the quantity V; as a vertical section of such graph for a fixed time
to maturity 7. Clearly ¢ ranges over the number of curves that we dispose. The simplest
way to detect if a jump occurs is to fix a certain © € R*, then we say that a jump occurs
at time ¢ if:

Vi = Vil = ©.
An other possible approach is given by an iterative least square algorithm. Set n the

number of forward curves available and N' = {0,1,...,n — 1} then the algorithm reads
as follows:
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1. Set o2 by:

2 1 Z (‘/tJrl - ‘/7&)2

0-1:
n_2teN Vi

2. Define M; C N the set of elements ¢ such that % > 304

3. Set m; = |[M;y| andi =1
4. While m; # 0 repeat the computation:

e set 1 =1+ 1 and then:
i1 i—1
k= ij s K= U ./\/lj
j=1 J=1

and

1 (Vigr — V)2
0= —— Z Sa SEELATA (3.10)
n_k_lteN\K Vt

e Define M; C N~ K the set of elements ¢ such that % > 30;

e set m; = |[M,l.

Looking at the algorithm we can notice that, as i increases, the number ¢? decreases and
so the number of jumps detected; it is reasonable, looking at our data set, to stop the
algorithm after a certain amount of iteration in order to focus our attention on larger
jumps; if one waits until when m; = 0 a lot of very small sized jumps occur.

3.2 Testing the model

3.2.1 Parameter estimation

Before proceeding with the Kolmogorov-Smirnov test (KS) on the two models we need
to estimate the sizes of jumps (whose occurrence have been computed in Section 3.1)and
the parameters characterizing the drift and the volatility coefficients.

Since we assumed for both CBI and Hawkes model that the size of jumps is distributed
as an exponential random variable we can estimate the size of jumps ¢ via its maximum
likelihood estimator; let z; the size of the i-th jump, and L the number of jump estimated
with the algorithm at the end of Section 3.1, then the estimator is:

N L
§= ——. (3.11)
D ie Zi

At this point to estimate the parameters appearing in the drift coefficient of our forward
dynamics a; in Equation (2.43) and ¢; in Equation (2.50) (recall that we are assuming to
work with a unique factor X) we first identify them by a and then we recall that:



3.2. TESTING THE MODEL 49

Remark 3.1. Under the historical probability measure P both the CBI and Hawkes process
in discrete form reads as (assuming no seasonality and no jumps):

t+1
X(t+1,T) = X(&,T) —/ GX (s, T)ds
t

where X 1s the unique factor in the forward dynamic.

Thus to estimate a we use, for a fixed maturity 7"

5 X(t+1,7)
a=1————F7F7— 3.12
X 12

Finally to estimate the volatility parameter o we take:
o= 02, (313)

where 03 is given by Equation (3.10) of the algorithm to detect jumps at the end of Section
3.1.

3.2.2 KS test for the models

We want now to perform statistical tests on the models described in Chapter 2 and we want
to establish which one of the two model proposed (the one based on CBI processes and the
other based on Hawkes processes) is better. To perform such tests we will use Kolmogorov-
Smirnov (KS) test, it is a non-parametric goodness-of-fit test and is used to determine
whether two distributions differ, or whether an underlying probability distribution differs
from a hypothesized distribution. In our case we will test the null hypothesis:

Hy = "the distribution of the data is the same of the one coming from the model”

against the alternative H;.

Before using this test we need to estimate the intensity from our data set. We have
as input the occurrences of jumps 7 < ...7, = T then in case of the CBI model we
know the stochastic intensity A(¢) is proportional to X (¢,T) (see [15]) and the constant of
proportional is estimated using the number of jumps and the cumulative de-seasonalized
forward prices. In case of the Hawkes dynamic to estimate the stochastic intensity we have
to determine the values of parameters «, 5 and A\(0) in Equation (2.51). The log-likelihood
of an Hawkes process is given by:

N N
log L(74,...,78) = —XoTn + Z % (e‘ﬂ(“‘_”) — 1) + Z log(A(0) + cA(i))  (3.14)
i=1 i=1
with A(7) = Zqui e P(m=7) and A(1) = 0. To determine the values of parameters o, 3
and A(0) we have to compute the maximum of the previous function as a real function of
three variables.
At this point everything is set to perform the KS test to see which of the distribution best
models the jumps observed in our set of data. This procedure is entirely described in [8]; in
particular starting from an historical set of data on French power futures prices and after
the implementation of the algorithms to compute forward prices and to estimates jumps
on such prices and their sizes, the KS statistical test is performed (with a significance
level of 0.05) to test the to models based on CBI and Hawkes processes and an additional
toy model based on Poisson processes.
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Figure 3.1: This figure shows the evolution of gold future prices (red line) and estimated
jump times (blue vertical lines)

3.3 Focus on jump detection

In this subsection we focus our attention on the algorithm to estimate the number of
jumps presented ad the end of Section 3.1 and we apply it to three different set of data:

e A simulated geometric Brownian motion trajectory with jumps given by an Hawkes
process

e an historical set of data on gold futures'
e an historical set of data on crude oil futures?®

In particular starting from this set of data (the first one is a toy model) we want first to
apply the algorithm (whose code is available in Appendix C) to detect jumps and then
we want to see if we can say something about the correlation of this jumps or not.
Figure 3.1 shows the evolution of the future price of gold from the starting date
2017/6,/29 to 2023/4/6 in red line and the jumps in the future prices detected using the
algorithm of jump detection (blue line). In particular looking at the position of jumps
we see an high concentration of jumps around the first months of 2020, this is due to
the beginning of corona-virus pandemic and in particular by the global collapse of the
economies as a result of policies of home confinements and the clear contagion effect
between markets of very different natures and geographies. After this gold experiment an

1GCM23.CMX on "https://finance.yahoo.com/", data are choose from 2017/6/29 to 2023/4/6
2CLN23.NYM on "https://finance.yahoo.com/"data are choose from 2017/11/21 to 2023/4/6
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Figure 3.2: This figure shows the evolution of crude oil (red line) and estimated jump
times (blue vertical lines)
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Figure 3.3: This figure shows the evolution of a simulated geometric Brownian motion
with Hawkes jumps and the jumps detected with the algorithm
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exponential recovery and the major driver behind the strong purchasing of Gold during the
year 2020 lies in its store of value nature. As time goes by just few jumps are experimented
but without an apparently fixed pattern.

Figure 3.2 shows the evolution of the future prices of crude oil from the starting date
2017/11/21 to 2023/4/6 (red line) and the jumps in the price detected using the algorithm
of jump detection (blue line). We can see that around February/March 2020 there is a big
downward jump due to corona-virus pandemic and the consequent global collapse of the
economies while an high concentration of jumps, due to the explosion of the war between
Ukraine and Russia, is present starting from the first months of 2022.
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Appendix A

Useful results

A.1 Doubly Stochastic Or Conditional Poisson Processes

A nonmathematical definition of a doubly stochastic Poisson process consists in describing
a two step randomization procedure: in the first step one draws at random the trajectory
of a driving process say Y; and once the trajectory is selected one generates a Poisson
process of intensity f(¢,Y;). Of course such an intensity is random, since Y; is a random
process and thereforethe point process is Poisson only conditionally with respect to Y;.

Definition A.l. Let {N:};>0 a point process adapted to a o-algebra {Fi}i>0 and let
{At}i>0 a nonnegative measurable process. Suppose that:

A 18 Fo — measurable YVt > 0

and that: .
/ Agds <oo P—a.s. Vi>0
0

If for all0 < s <t andu € R:

E[eiu(Nt—NS)

Fol = e:z:p{(em —1) /: /\vdv} (A.1)

then Ny is called a (P, F;)-doubly stochastic Poisson process.

In particular if \; is deterministic then N, is a (P, F;)-Poisson process.
As an example we consider the case in which A\, = f(¢,Y;) for some properly measurable
and non-negative function f and for some measurable process Y; and if Fy contains F,
then NV, is a doubly stochastic Poisson process driven by Y;. We mention now an important
theorem which gives a characterization for doubly stochastic Poisson processes:

Theorem A.1l. Let {N;}+>0 a point process adapted to some history {F; >0 and {\:}i>0
a non negative process such that ¥Vt > 0:

1. X is Fi-measurable.

2. fg Ads < oo P-a.s.

a7
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E[/OOO Cstsl = E[/OOO CS)\Sds] (A.2)

Is verified for all nonnegative F; predictable processes Cy then Ny is a doubly stochastic
Poisson process with the F;-intensity \;.

Then if the equality:

A.2 Multivariate and Marked Point Processes

Let {7, }nen a univariate point process and {Y}, },en a sequence of random variables with
values in {1,2, ..., K} all defined in (2, F, P). For each k we can consider:

Ne(k) = Lz, < livo—i)
neN

That is a random variable which counts the number of jumps of length k in the interval
(0,t]. Moreover each Ny(k) is a Poisson process and Vk # h the processes N;(k) and N;(h)
have no jumps in common. We have two possible representation to describe this process
called multivariate Poisson process; either with (7,,,Y,,)nen or with a K-dimensional vector
(Ne(1), ..., N(K))i>0. Considering the first representation (75, Y} ),eny We may interpret
T,, as the time of occurrence of some event and Y,, as an attribute or a mark of that event.

Definition A.2. An E-marked point process is a double sequence (T,,,Y,)nen where:
1. T, is a univariate point process.
2. 'Y, is a sequence of random variables with values on (E,E).

Generalizing the previous representation of a multivariate point process we associate
for any measurable set A € £ the counting process:

N(A) =D Lz <nlpvien

neN

And we let simply N, := Ny(E). Then we consider the filtration
N = g{N,(A):s<t, Ac &}
And we define the counting measure:
p((0,t],A) = N;(A)t >0, A&

this measure is o-finite under the assumption of non explosivity of 7,,. Moreover it allows
to obtain more coincise expressions for integrals of the type:

/ /H s,y)p(ds, dy) = ZH (T, Yo) 141, <y (A.3)

neN

Assume now that for each A € £ we have that the point process V;(A) admits the intensity
At(A); this leads to a measure valued intensity A\;(dy), we can then generalize equation

T [ ] o[ freniwn] o
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That has to be valid for all nonnegative F; predictable F-marked process where in this
case Fi-predictable means measurable w.r.t. P(F;) ® € where P(F;) is the predictable
o-algebra on (0,00) x €. We have also the generalization of (1.37) in the form:

q(ds, dy) = p(ds, dy) — As(dy)ds (A.5)

where ¢(ds, dy) is a signed measure valued martingale in the sense that:

/Ot/EH(s,y)q(dsady)

is a (P, F;) martingale for each F; predictable E-marked process satisfying appropriate
integrability conditions. The most common form of intensity is:

)\t(dy) = Ay (dy)

where \; is non negative and JF;-predictable and represents the intensity of the process
Ny(E) and my(dy) is a probability measure on E. The pair (A, m:(dy)) is called the
(P, Fi)-characteristic.

A.3 Martingale representation and generalized Ito for-
mula

Martingale representation results are widely used in finance especially when it comes to
solving hedging problems. For pure "Wiener-martingales" we have in fact the well known
result that every square integrable martingale with respect to a filtration generated by a
Wiwener process is, up to an additive constant, a stochastic integral of the Ito type. We
recall now an important theorem:

Theorem A.2. Let (0, F, F;, P) be a probability space where Fy = Fo NV Ff with F! fil-
tration generated by a marked point process represented by the counting measure p(dt, dy).
Then any (P, F;)-martingale M, admits the representation:

M, = My + /0 t /E H(s, y)q(ds, dy) (A.6)

with q(-,-) as in (A.5) and H an integrable (with respecto to \i(dy)) Fi-predictable E-
marked process. This representation is essentially unique.

Now using the definition of a marked point process and of integrals in the form of
(A.3) we may now consider processes of the general type:

t t t
X, = Xo+ / auds + / Boduw, + / / (s, y)p(ds, dy) (A7)
0 0 0 E

that are called jump diffusion processes and where the coefficients satisfy the implicit
integrability condition, 3, is F; adapted and ~; is predictable in the sense of the previous
definition. We may rewrite the previous equation in differential form as:

dX; = X,_ (atdt + Brdw, + [E’y(t, y)p(dt, dy)) (A.8)
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In the previous equation t— specifies the predictability requirement on the last term. As
we saw before the last term can be rewritten as:

[E (b, y)p(dt, dy) = (£, Yi)AN, (A.9)

where N; = Ny(E) = p((0,¢], E) is the total number of jumps and Y; denotes the piecewise
constant, left continuous time interpolation of the sequence Y,,. A particular solution to
(A.7) is given by the following exponential formula:

t 1 t t
Xt = XO €xp { / (as - 553) ds + / Bsdws + / log<1 + 7<3a Ys))st}
0 0 0

N (A.10)

— Xgexp { /Ot (as - %ﬂf)ds - /Ot ﬂsdws} [T+ )

n=1

While the diffusion part in the expression follows from the usual Ito formula the jump
part follows from the so called exponential formula of Lebesgue-Stieltjes Calculus but can
be also obtained from the generalized Ito formula.

Let X; a process satisfying (A.7) and let F' € C''? function F(t, X;); the generalized Tto
formula:

AF (£, X,) =Fy(-)dt + Fx(-)oudt + %FXX(-)ﬁfdt + Fy () Buduwy

(A.11)
+ [F(t7 Xt— + 7(757 }/1-5)) - F(t7 Xt—)]dNt
that in the specific case of (A.8) becomes:
1

+F(t, X (14 7(t,Y3))) — F(t, X, )]dN;

and where again N; = N;(E) = p((0,t], F) and (-) stands for (¢, X;) the pedices denotes
partial derivatives. If we write the last equation in the integral form we have two equivalent
representations for the last term:

1 X 1495, Y0) — (s, X, v, = Z (T X5,) — F(Ty Xp)] (A13)

Now choosing as F(t,X) = log X we have:
1
dF = aydt — §det + Bedw; + log(1 + ~(t, Y;))dN; (A.14)
from which:

t 1 t t
log X; = log X + / (045 — 553) ds +/ Bsdw, + / log(1+ (s, Ys—))dNs  (A.15)
0 0 0

And taking exponential on both sides we reobtain (A.10).
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Hawkes process simulation

In this section we discuss the algorithm to simulate an Hawkes process and we provide
also the matlab code of such simulation. The main references are [13] and [24].

This algorithm is able to exactly generate the point process and the intensity process
by sampling inter-arrival times directly via the underlying analytic distribution functions
without numerical inverse and hence avoids simulating intensity paths and introducing
discretization bias.

B.1 The algorithm

Assume to have a one dimensional Hawkes process {(N(t), A(t)),t > 0} where \(t) =
A(t|H:) conditional on Ay and N(0) = 0 with jump size distribution ¥ ~ G and K jump
times {711,..., Tk}, the algorithm is based on the following steps:

1. Set the initial conditions Ty = 0, A(Tp) = Ao > a, N(0) =0and k € {0,1,2,..., K —
1}.

2. Simulate the (k + 1) inter-arrival time Sy,; by:

S = {Sli—i-l A Sl%-&-l Dy >0
k+1 =

S,%Jrl Dy <0
where: Sl
nuvi .
D =14+ ————— U; ~ Unif]|0,1
k41 +/\(T,j)—a 1 nl[a ]
and:

1 1
Spiq = -3 Dy Siy = - InU, Uy ~ Unif]0, 1]

3. record the (k + 1) jump-time T}, by:
Tyy1 =Ty + Skt

4. record the change at the jump time T in the process A(t) by
)\(Tk+1) = )\(T];‘,—l) + Yk+1 Yk+1 ~ G (Bl)
where:

/\<T’;+1) = ()‘<Tk) — CL)675(Tk+1*Tk) +a

61



62 APPENDIX B. HAWKES PROCESS SIMULATION

5. Record the change at the jump-time Ty, in the point process N(t) by

N(Tis1) = N(T7) + 1 (B.2)

We prove now that this algorithm produces an Hawkes process with exponential decaying
intensity

Proof. Given the k-th jump time T} the point process has the intensity {A(t) : T}, <t <
Ty41} following the ordinary differential equation (between the times of the k-th and the
k + 1-th jumps):

dA(t)

7 —0(A(t) — a) (B.3)
A)|e=1, = A(Tk)
The solution of the above ODE is given by:
AMt) = a+ Cye™ (B.4)
and imposing theboundary conditions we obtain:
OQ = ()\(Tk) — &)65Tk (B5)
Finally we obtain that for T, <t < T} + Sk
At) = a+ (MNT},) — a)e =10 (B.6)

We want now to evaluate the cumulative distribution function of the k4 1-th inter arrival
time Sk;+1
Fs,,,(8) = P(Skt1 < 5)
:1—P(Sk+1>3>
Since we know that {N (7T} +s) — N(T}),s > 0} is a Poisson random variable with mean:

Tr+s
B(N(Ty + s) — N(T})) = / Au)du

Tk

Therefore we obtain that:

T +s
Fs,, (s) = 1 — ¢ Ju A

we make now the change of variable v = u — T}, to find:
FSk+1(8) =1—e" Jo ATitoydy
and finally replacing the expression obtained for A in equation (B.6) we derive:

Fo, (s) = 1 — ¢ oot T —ae Tty
— 1 — o [lat AT —a)e=*dv

] e T = s
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At this point we decompose Sy into two simpler random variables S}, and S7,, via:

176_5S

P(Spy, > 5) = e Mm%
P(Si, >s)=e®

We need now to simulate S, and S7,, since we have that:
P(Sps1 > 8) = P(Sjy1 A Siigr > )

Recall that:

176_63

Fg (s)=P(Spp <) =1~ e~ MTk)=a) =5

k41
then we set: )
—0Sy
e~ (NT)—a)t=e 0 gy
and we invert explicitely the function:
_sal
0T =
1 — e %5kn
= —(A\Tx) — a) 5 =Inl;
1 — e %%n In Uy
5 T ANTY) —a
InU
-85} 1
= el — —— ——
‘ NTy) —a
dln U1
= 605, =14+ — "
k+1 + )\(Tk) —a

1 (Sanl
L = —ZIn(14+——"-"—
Okt 5 < " AMTx) — a>

(B.7)

Note that the random variable S, , may take with positive probability the value oo.

Moreover the condition for simulate a valid S, is that:

5IHU1
14+ ——"
+ T —a >0

thus we introduce the random variable Dy, setting:

51HU1

Dppy =14+ — 221
e =Y T —a

Now for the simulation of S7,,, since we have that S7., ~ Exp(a) we use the standard

simulation method:

1

Hence for the simulation of Si,; we have:

SL NS, if Dy >0
Skt1 = 4 oo .
Sk+1 if Dk+1 <0
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Therefore the (k + 1)-th jump in the Hawkes process is given by:
Tys1 = Tk + Sk1

and the change in A(¢) and N(t) at time Ty, can be easily derived as given by (B.1) and
(B.2). O

B.2 Code of the simulation

In the sequel the code of the simulation of the algorithm previously described

clear all; clc;
4 setting initial conditions

tsimul=0;
tmax=100;
npts=500;

a=0.5;
alpha=1;
b=1.3;
k=1;

t=linspace (tsimul ,tmax ,npts);
Rt=zeros(1,length(t));

Rt (1)=a;

jump=Rt (1) ;

[Rt ,Nt]=hawkesSimulation (tsimul ,tmax,a,alpha,b,t);

figure (1)

hold on

title(’Intensity Hawkes process’)
plot (t,Rt,’r-7)
stairs(t,0.05%Nt, ’b-"?)
hold off

figure (2)

hold on

title(’Counting process’)
stairs(t,Nt,’b-?)

hold off

This function implements the algorithm and produces two vectors, the first one containing
the evolution of the intensity of the process and the second one containing the evolution
of the counting process.

function [Rt,Nt]=hawkesSimulation(tsimul,tmax,a,alpha,b,t)

Rt=zeros(1,length(t));
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Nt=zeros(1,length(t));

Rt (1)=a;
jump=Rt (1) ;
k=1;

while tsimul(k,:)<tmax

tjump=tsimul (k,:);
D=1+b*log(rand)/(jump(k,:)-a);
interev=[-log(D)/b,-1log(rand)/al;
if D>0

interevNextJump=min(interev);
else
interevNextJump=interev (2);
end

tnextJump=tjump+interevNextJump;
tsimul=[tsimul; tnextJump];

ind=find ((tsimul (k,:)<t)&(t<tsimul (k+1,:)));
tind=t (ind);

indbelow=find (t<=tsimul(k,:));

tbelow=t (indbelow) ;
indabove=find ((tsimul (k+1,:)<=t));

tabove=t (indabove);

RtInd=a+(jump (k,:)-a)*xexp(-b*(tind-tjump));
RtBelow=zeros (1,length(tbelow));
RtAbove=zeros (1,length(tabove));
Rt=Rt+[RtBelow, RtInd, RtAbovel];
Rtmin=a+(jump (k,:)-a)*exp(-b*x(tnextJump-tjump));
jump=[jump;Rtmin+alphal;

k=k+1;

end
for i=1:length(tsimul)

iabove=find (t>=tsimul (i, :));

nabove=t(iabove);

ibelow=find (t<tsimul (i,:));

nbelow=t(ibelow) ;

zer=zeros(1,length(tbelow));
Nt=Nt+[zeros(1l,length(nbelow)) ones(l,length(nabove))];

end
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Appendix C

Matlab simulations

In this section we include some Matlab codes where we implement the algorithm to detect
jumps described in Section 3.1; in particular we use it to detect jumps in case of a simulated
geometric Brownian motion with jumps and in case in which we dispose of historical series
of Gold crude oil future prices (data are chosen in the range from 2017/6/29 until 2023/4/6
for gold and from 2017/11/21 until 2023/4/6 for crude oil).

C.1 Matlab codes

The following are the main code of the simulation of a geometric Brownian motion with
jumps (chosen randomly in the interval [—5,5]) and the function that performs such
computation:

4 simulation geometric brownian motion with jumps

Tin=0;
Tf=10;
npts=1000;
mu=0.03;
sigma=0.1;
inV=50;
nsimul=20;
lambda=1.5;

t=linspace(Tin,Tf ,npts);

a=0.5;

alpha=1;

b=1.3;

k=1;

[Rt ,Nt,T]l=hawkesSimulation(Tin,Tf,a,alpha,b,t);

[GBM,GBM1 ,time]=simulateGBMHawkes (inV,Tin ,Tf ,mu,sigma ,npts,T);

hold on
title(’Comparison GBM and GBM with Hawkes type jumps?’)

67
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plot (time ,GBM,’-b?)

plot (time ,GBM1,’-r’)

xline(T(1l:end-1))

legend (’geometric brownian motion with jumps?’,

>geometric brownian motion’, ’time of occurrence of a jump’)
hold off

function [S,S1,T]=simulateGBMHawkes (inV,Tin,Tf ,mu,sigma,npts,times)

t=sort(Tin+rand (1,npts)*(Tf-Tin));
T=t;

At=linspace(Tin,Tf,npts);
r=normrnd (0,1,[1,length(t)]);
S=zeros(1,length(t));
Si=zeros(1,length(t));

S(1)=1inV;
S1(1)=1inV;
i=1;

for i=2:length(t)
S(i)=S(i-1)*exp((mu-sigma~2/2)*(t(i)-t(i-1))+
sigmaxsqrt (t(i)-t(i-1))*r(i));
S1(i)=S1(i-1)*exp((mu-sigma~2/2)*(t(i)-t(i-1))+
sigmaxsqrt (t(i)-t(i-1))*r(i));

if (times(j)<t(i))&& (times(j)>=t(i-1))
jump=-5+rand*10;

S(i)=S(i)+jump;

j=j+i;

end

end

The following codes are the main code and the function to detect jumps on the set of
data that we dispose (simulated GBM with jumps, gold future prices and crude oil future
prices).

clear all; clc;
A JUMP DETECTION ALGORITHM

AConstruction of the futures price vector (random entries)
n=4000;
zmin=90;
Tmaxr=95;

SN

z=zmin+rand (1,n)*(zmaz-zmin) ;



C.1. MATLAB CODES 69

4 POSSIBLE CHOOSING AS COMMODITY THE SPOT PRICE

X/ OF GOLD AND CRUDE OIL

4 gold=futureprices (" futures_goldl.zlsz", "Foglio4",
4 [2, Infl);

4 comm=fliplr(gold’)’;

/ date=readtable("date_gold.zlsz");

4 oil=futureprices ("futures_goldl.zlsz", "Foglio5",
4 [2, Infl);

4 comm=fliplr(oil?)’;

4 date=readtable ("date_imp.zlsz");

dat=table2array(date);

SPOT PRICE GENERATED SIMULATING A GBM WITH
POISSONIAN JUMPS

setting data to simulate a GBM with poissonian jumps
Tin=0;

Tf=10;

npts=1000;

mu=0.03;

sigma=0.1;

wnlV=50;

lambda=1.5;

[interev, times]=homoPoisson (Tf, lambda);

[comm,t]=

simulateGBMPoisson (inV,Tin,Tf,mu,sigma,npts, times);

ST D D T DT D2 N e e e ™ e >

SPOT PRICE GENERATED SIMULATING A GBM WITH HAWKES JUMPS
Tin=0;

Tf=10;

npts=1000;

mu=0.03;

sigma=0.1;

inlV=50;

nsimul =20;

lambda=1.5;

t=linspace(Tin,Tf,npts);

a=0.5;

alpha=1;

b=1.5;

k=1;

[Rt,Nt,T]=hawkesSimulation (Tin,Tf,a,alpha,b,t);
[comm,comml, time]=. ..

simulateGBMHawkes (inV,Tin,Tf,mu,sigma,npts,T);

3¢ 3¢ B¢ B¢ S B¢ 3¢ B¢ ¢ B¢ 2¢ Ne 2e e 2e A e

[jumptimes ,numberjumpstep,sigmavec]=jumpDetect (comm);
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hold on

plot (dat,comm,’-r’)

xline (dat (jumptimes (1:numberjumpstep(1))),’--b?)
hold off

4 print -depsc CrudelOil.eps
/ print -depsc Gold.eps
/4 print -depsc GBM.eps

function [jumptimes ,numberjumpstep,sigmavec]=jumpDetect (comm)
par=3;

x=comm;

y=1:1:1length(comm);
MatComm=[x’;y];

n=length(x);

sigma2=0;

M1=[];

jumptimes=[];
numberjumpstep=1[];
sigmavec=[];

Vt=zeros (2,length(comm)-1)’;

for i=1:n-1

sigma2=sigma2+1/(n-2)+*
(MatComm(1,i+1) -MatComm(1,1))~2/MatComm(1,1);

end

for j=1:n-1

test=abs ((MatComm (1, j+1)-MatComm(1l,j))/sqrt(MatComm(1l,j)));
Vt(j,1)=3;

Vt(j,2)=test;

if test>=par*sqrt(sigma2)
M1=[M1,MatComm(2,3)];

end

end
jumptimes=[jumptimes ,M1];
mli=length (M1);

numberjumpstep=[numberjumpstep ,ml];
sigmavec=[sigmavec,sqrt(sigma2)];
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/4 updating x vector
MatComm (:,M1)=[];

k=1;

4 counts the number of jumps at each step
counter=0;

while ml1 %= 0

sigma2=0;

M1=[1;

M2=[];

k=k+1;

counter=counter+ml;

for i=1:length(MatComm) -1

sigma2=sigma2+1/(n-counter-1)*(MatComm(1l,i+1)
-MatComm(1,i))~2/MatComm(1,i);

end

for j=1:length(MatComm) -1

test=abs ((MatComm (1, j+1)-MatComm(1l,j))/sqrt(MatComm(1l,j)));
if test>=parx*sqrt(sigma?2)

M1=[M1,MatComm(2,3)];
M2=[M2,3];

end
end

jumptimes=[jumptimes ,M1];
mli=length(M1);
numberjumpstep=[numberjumpstep ,ml];

sigmavec=[sigmavec ,sqrt (sigma2)];

if k==

end
MatComm (: ,M2)=[];

end
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