Econometric Theory, 35,2019, 901-942.
doi:10.1017/S0266466618000373

INFERENCE FOR OPTION PANELS IN
PURE-JUMP SETTINGS

TORBEN G. ANDERSEN
Northwestern University

NICOLA FUSARI
The Johns Hopkins University Carey Business School

VIKTOR TODOROV AND RASMUS T. VARNESKOV
Northwestern University

We develop parametric inference procedures for large panels of noisy option data
in a setting, where the underlying process is of pure-jump type, i.e., evolves only
through a sequence of jumps. The panel consists of options written on the underlying
asset with a (different) set of strikes and maturities available across the observation
times. We consider an asymptotic setting in which the cross-sectional dimension of
the panel increases to infinity, while the time span remains fixed. The information
set is augmented with high-frequency data on the underlying asset. Given a para-
metric specification for the risk-neutral asset return dynamics, the option prices are
nonlinear functions of a time-invariant parameter vector and a time-varying latent
state vector (or factors). Furthermore, no-arbitrage restrictions impose a direct link
between some of the quantities that may be identified from the return and option
data. These include the so-called jump activity index as well as the time-varying
jump intensity. We propose penalized least squares estimation in which we min-
imize the L, distance between observed and model-implied options. In addition,
we penalize for the deviation of the model-implied quantities from their model-free
counterparts, obtained from the high-frequency returns. We derive the joint asymp-
totic distribution of the parameters, factor realizations and high-frequency measures,
which is mixed Gaussian. The different components of the parameter and state vec-
tor exhibit different rates of convergence, depending on the relative (asymptotic)
informativeness of the high-frequency return data and the option panel.

1. INTRODUCTION

Option data comprise a rich source of information about the volatility and jump
risks of the underlying asset as well as their pricing. Over the last decade, both the
amount of trading in existing option contracts and the number of newly marketed
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contracts have grown significantly. Nowadays, across several asset classes, there
are active markets where a very large number of options written on the same un-
derlying asset trade continuously throughout the trading hours. These options dif-
fer in terms of their tenor (maturity) and strike price. As a result, each derivative
security offers unique information regarding the conditional risk-neutral distribu-
tion of the underlying asset. Moreover, for many assets, high-frequency price and
quote data is readily available during trading hours and may aid in the estimation
of the realized volatility of, and jump risks embedded in, the asset returns.

Taken together, the full trading record for each such asset can be overwhelm-
ing. The volume of tick data, reflecting every transaction and order book entry
associated solely with the underlying asset, can be extremely large, amounting
to hundreds of entries per second. Even so, the option data is typically far more
challenging, as all quotes and transactions for hundreds of distinct options, dif-
ferentiated by tenor and strike price, are recorded. Since option values invariably
shift in response to movement in the underlying asset price, a large set of quotes
is updated almost continuously. In addition, there is substantial heterogeneity in
the option cross-section over time, as some contracts expire, others start trading
after being introduced to the market, and a few simply fail to be quoted for some
period, only to reenter later with nontrivial quote activity. Furthermore, the in-
creasing liquidity and the availability of more, especially shorter, tenors in many
option markets also generate significant low-frequency trends in the size of the
cross-section, so the option panel is typically highly unbalanced.

Ideally, we should be looking for ways to exploit the high-frequency observa-
tions on both the option cross-section and the high-frequency return data to infer
the evolving shape of the conditional term structure for the risk-neutral return
distribution and monitor the evolution of the state variables driving the return dy-
namics. Given the current state of the option pricing literature, this goal remains
elusive. However, significant progress is being made along the lines of formally
developing inference tools that combine the high-frequency return information
with lower frequency option data. The key is to rely on theory to identify the
relevant statistics from the high-frequency return data that speak to the general
distributional features of the risk-neutral distribution and to the concurrent value
of variables that pertain to the state vector governing the future evolution of the
return distribution.

Andersen et al. (2015) propose inference procedures for the parameters and fac-
tor realizations implied by a parametric model for the risk-neutral dynamics of the
underlying asset based on an option panel with a fixed time span and a fixed set of
option observation times, but an asymptotically expanding cross-sectional dimen-
sion. In this setting, the option-based information set is augmented by nonpara-
metric estimates of the spot diffusive volatility constructed from high-frequency
return data. Assuming that the high-frequency data is less informative than the
option data (when combined with the parametric model) for recovery of the latent
factor realizations, the system is estimated by penalized least squares, minimiz-
ing the L distance between model-implied and observed option prices and further
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penalizing deviation between model-implied and nonparametric estimates of the
spot diffusive volatility based on the high-frequency returns. This represents the
first procedure to formally develop joint asymptotic distributional results for the
parameters, state vector realizations, and the current value of the spot volatility,
exploiting joint option and high-frequency return data.

In light of these observations, the aim of this article is twofold. First, we seek to
relax the (fairly strict) assumption in Andersen et al. (2015) regarding the relative
informativeness of the option and high-frequency return data about the parame-
ters and factor realizations of the risk-neutral parametric model. Instead, we seek
an approach that adapts to the quality of the two information sources and avoids
the need for such a priori restrictions. Second, we wish to extend the framework
by also including information from the high-frequency data about the jump com-
ponent of the underlying asset returns.

We achieve these goals in a setting where the price process is of pure-jump
type, i.e., in a model where the dynamics of the asset does not contain a
diffusive component. In such models, the incessant small price fluctuations are in-
stead captured through an infinite activity jump process, featuring the near contin-
ual arrival of minuscule return shocks. Models of pure-jump structure have been
used previously by, e.g., Madan and Seneta (1990), Madan and Milne (1991),
Barndorff-Nielsen and Shephard (2001), Carr, Geman, Madan, and Yor (2002,
2003). Moreover, nonparametric tests using high-frequency data in Todorov and
Tauchen (2011b), Jing et al. (2011), and Hounyo and Varneskov (2017) find that
some assets, e.g., the VIX index and several individual stocks, do not contain a dif-
fusion.! The pure-jump setting readily emphasizes the jump features of the price
process and complements the analysis in Andersen et al. (2015) by extending the
inference technique to a setting void of diffusive components in the return dynam-
ics. That said, the analysis in this article can be suitably adapted to situations in
which the price contains a diffusion by replacing the high-frequency estimators
of various quantities associated with the jumps, that we employ here, with ones
that are robust to the presence of a diffusive component in the price process of the
underlying asset.” The price to pay for robustness to the presence of a diffusion is
a (much) slower rate of convergence of the high-frequency estimators relative to
the ones used here.

Even in the absence of any parametric model for the actual return dynamics,
high-frequency return data may be utilized as an additional source of informa-
tion about the parametric model for its risk-neutral dynamics due to equivalence
features of the statistical and risk-neutral probability measures implied by the no-
arbitrage condition (a minimal assumption used in most theoretical and empirical

L our approach thus deviates from the more common setting of capturing the “small” price moves via a diffusion
component. For a recent study of the correlation between the diffusive part and the spot volatility, using high-
frequency data, i.e., the so-called leverage effect, see Kalnina and Xu (2017). As noted in the text, however, there is
growing nonparametric evidence that the price dynamics of some important assets lack a diffusion component.

2 When the price process contains a diffusion, we may also incorporate diffusive spot volatility estimates in the
estimation, in addition to the high-frequency measures for the jump part, as in Andersen et al. (2015).
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asset pricing work). In a diffusive setting, the absence of arbitrage implies that
the diffusion coefficient of the price process (spot volatility) is equivalent under
the two probability measures, and this is exploited by Andersen et al. (2015).
For the jumps in the model, no-arbitrage conditions are more complicated. For
the “big” jumps, we have essentially no restrictions. This is intuitive, since no
“big” jumps may materialize on a given path, even if they may occur with non-
trivial probability. The equivalence of the statistical and risk-neutral probability
measures does, however, impose a “similar” behavior of the “small” jumps un-
der the two probabilities. In particular, the so-called jump activity index and the
intensity of the “small” jumps should remain unchanged under an equivalent mea-
sure change. The jump activity index classifies jump processes according to the
“vibrance” of their trajectories. For example, a jump activity index of less than
one implies jumps of finite variation, while an activity index above one implies
jumps of infinite variation. As such, the index has immediate implications for
risk-measure estimation and interpretation as well as model specification. Con-
sequently, the inference for jump activity using high-frequency data has received
increasing attention in recent work, see, among others Woerner (2003, 2007),
Ait-Sahalia and Jacod (2009), Todorov and Tauchen (201 1a), Jing, Kong, and Liu
(2011), Jing, Kong, and Liu (2012), Jing, Kong, Liu, and Mykland (2012), Bull
(2016), Kong et al. (2015), Todorov (2015), Hounyo and Varneskov (2017), and
Jacod and Todorov (2018).

Given the discussion above, we “summarize” the information in high-frequency
return data about the risk-neutral parametric model for the underlying asset by
estimates of the jump activity and the spot jump intensities at each option ob-
servation time. Specifically, we adopt the empirical characteristic function (ECF)
approach of Todorov (2015) to estimate the jump activity, and we extend the anal-
ysis of the latter by providing a methodology to recover the spot jump intensities.
We derive a central limit theorem (CLT) for our nonparametric high-frequency
estimators, and we further show that it holds jointly with a corresponding limit
theorem for the weighted sum of the option observation errors. This joint limit
theory, in turn, allows us to characterize the limit distribution of an estimator that
incorporates both high-frequency return data as well as option data. It is important
to note that the analysis in this article may be readily adapted to alternative high-
frequency jump activity and jump intensity estimators (e.g., ones that are robust
to the presence of a diffusion in the dynamics of the price process), provided one
can derive their asymptotic distribution.

The estimation of the risk-neutral model parameters and factor realizations is
carried out via penalized least squares. In particular, we minimize the L, distance
between observed and model-implied option prices and further penalize for devia-
tions between the model-implied jump activity index and jump intensities and cor-
responding nonparametric estimates of these quantities based on high-frequency
return data. The different parts of the parameter and state vectors may exhibit
different rates of convergence depending on the relative information content (for
our estimation purposes) of the return and option data. Importantly, however, the
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user does not need to take an a priori stand on this. That is, if the returns are
more informative about, e.g., jump activity (in the sense of allowing for a faster
rate of convergence), then our penalized least squares for this particular quan-
tity asymptotically behaves as the nonparametric high-frequency estimator. The
reverse holds true if the option data is more informative about the jump activity
parameter—in which case our estimator, asymptotically, relies exclusively on the
option data. In the boundary case where option and return data allow for estima-
tors of jump activity with the same rate of convergence, we may assign the two
information sources in the objective function optimal weights based on their rel-
ative precision. This feature is achieved by proposing a weighted penalized least
squares extension of the described methodology, which has the added advantage
of being free of tuning parameters.

The rest of the article is organized as follows. Section 2 introduces our formal
model setup for the underlying asset and the associated option prices written on it.
In Section 3, we discuss the observation scheme and the asymptotic setup for the
inference. Section 4 presents our penalized least squares estimator and develops
its associated asymptotic theory. In Section 5, we extend the results to a weighted
penalized least squares, which provides efficiency gains. Section 6 reports the re-
sults from a Monte Carlo study of the newly developed inference method. Finally,
Section 7 concludes. The formal statement of the assumptions and the proofs of
the theorems are collected in Section A.

2. FRAMEWORK FOR PARAMETRIC PURE-JUMP MODELING OF
OPTION PANELS

This section introduces a nonlinear parametric factor model for a panel of op-
tions written on an underlying asset, whose price is denoted by X. Specifically,
the option prices are determined via a general parametric model of pure-jump
type for the risk-neutral dynamics of X. In addition, we identify the characteris-
tics of the underlying price process that are preserved under a change from the
physical probability measure, PP, to the risk-neutral measure, Q. These specific
features of the return dynamics are invariant to any equivalent martingale mea-
sure transformation and provide fundamental restrictions on the joint dynamics
of the statistical and risk-neutral distributions within all settings that retain the
basic no-arbitrage assumption. These characteristics are important for the design
of our inference procedures developed for parametric option pricing models in
the subsequent sections, as we improve practical identification and enhance esti-
mation efficiency by exploiting nonparametric estimates of the relevant quantities
from high-frequency return data.

2.1. Pure-Jump Dynamics of Locally Stable Type

The dynamics for the price process X is defined on a filtered probability space
(QO, 7O, (]:fo))tzo,P(O)). Rather than imposing a parametric structure for X
under PO, we merely assume that its P(O)—dynamics belongs to a general class of
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pure-jump models given by,

dX
X =<mdt+:/(f¢—DﬂPwude M)
R

Xl‘_

where the drift o, is a process with cadlag paths, and i” (dr,dx) = u(dt,dx) —
vF(dt,dx) is the martingale jump measure associated with the counting jump
measure 1 (dt,dx) and its compensator v (dt,dx). Specifically, vF(dr,dx) is
assumed to have the following structure,

WP (dt,dx) = (A,*_ vE () L) +A,—_v?(x)1{x<o}) dr @ dx, )

where the stochastic jump intensities for positive and negative jumps, A;” and
A, , respectively, are processes with cadlag paths, and the corresponding Lévy
densities, vﬂli and v", can be approximated around zero by the Lévy density of a
stable process, that is,

__c :(4F(2—,[)’)|cos(ﬁ7r/2)|)_l
e BB —1) ’

A
VI - 102070

3)

with |x| < xg, and B’ < B for some constants C > 0 and xo > 0. The coefficient
S signifies the so-called jump activity, controlling the roughness of trajectories of
X. That is, for every ¢,

p = inf{p>0: ZlAXslp < 0o}, almost surely. “)

s<t

Remark 1. Obviously, the choice of Ag in (3) is simply a normalization. That
is, if we have a specification for vP as in (2) that satisfies (3), with A 4 replaced
with some other constant, then it also satisfies (2)—(3) with the constant Ay given
in (3). The specific normalization in (3) using Ay simplifies the statement of the
CLT for the estimators of  and A" + A;", based on high-frequency return data,
which we develop subsequently. This is clarified below.

We restrict attention to the case 1 < f < 2, implying paths of infinite variation,
which is found in earlier work to describe returns for a variety of assets well, see
Todorov and Tauchen (2011b), Jing et al. (2011), Kong et al. (2015) and Hounyo
and Varneskov (2017), among others.? The infinite variation mimics the equiv-
alent property for diffusive representations of the return dynamics. In fact, as S
approaches 2, the smaller jumps become more frequent, generating a smoother
sample path, on average, thereby providing an increasingly better approximation

3 We defer all formal assumptions to Section A.1. The restriction on /8 is only used for the high-frequency estimators.
It can be relaxed at the expense of a more complicated exposition and a slower rate of convergence for the high-
frequency estimators discussed below.
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to a (scaled) Brownian motion. By letting f < 2, we facilitate direct analysis of
the pure-jump alternative to diffusive specifications of the return dynamics. More-
over, the time-varying coefficients, A;" and A, , allow us to scale the increments
of the jump innovations to generate volatility clustering, similarly to the scaling
of Brownian increments in diffusive stochastic volatility models.

The specification (2)—(3) is very flexible and accommodates many parametric
jump models used in empirical work. In particular, the “stable-like” restriction in
equation (3) only applies for the behavior of the jump compensator around zero,
leaving the behavior of “big” jumps virtually unrestricted. This assumption is ob-
viously satisfied by the stable process, which has been used extensively for mod-
eling a variety of economic phenomena, including asset return distributions, see,
e.g., Mandelbrot (1961), Mandelbrot (1963), Fama (1963), and Fama and Roll
(1968) for some early applications. It is also satisfied by, e.g., the CGMY model
of Carr et al. (2002) as well as models in the class of tempered stable processes of
Rosinski (2007), whose jumps may have much thinner tails than those of a stable
process. Specifically, condition (3) is satisfied by vip,; x)= Aﬂ%l{xzo}, the
popular CGMY model of Carr et al. (2002), adopted in many applications. In this
model, the tail behavior of the jumps is controlled by the parameters 1., while
the behavior of the “small” jumps is controlled by £.

The dynamics of the intensities A" and A is described by Assumption 1 in
the Appendix. This assumption allows A;” and A, to be pure-jump Itd semi-
martingales, and it is general enough to allow for arbitrary dependence between
the innovations in A,jE and X (i.e., we allow for a leverage effect). Similarly, it
accommodates so-called self-excitation, where past jumps “feed” into the current
jump intensity and thereby increase the probability of future arrivals of jumps.
Assumption 1 rules out the presence of a diffusion in the dynamics of A,i, which
is restrictive, but it, nevertheless, allows for a lot of models of stochastic volatil-
ity and jump intensity, e.g., the non-Gaussian Ornstein-Uhlenbeck processes of
Barndorff-Nielsen and Shephard (2001). Note that Assumption 1 is only used to
derive the asymptotic properties of the particular high-frequency estimators we
adopt below. Alternative selections of high-frequency estimators may accommo-
date a diffusion in the dynamics of A,i.

Overall, our setup covers a general class of time-changed Lévy processes with
absolutely continuous time-change, which is itself of the pure-jump type, see,
e.g., Carr and Wu (2004), as well as any pure-jump model within the affine jump-
diffusion class of Duffie, Pan, and Singleton (2000).

2.2. Parametric Pure-Jump Models for the Option Prices

We now specify the dynamics of X under the so-called risk-neutral measure
which, in turn, enables us to determine the theoretical value of the options written
on X. Assuming that arbitrage is absent, a risk-neutral probability measure, Q, is
guaranteed to exist, see, e.g., Section 6.K in Duffie (2001), and is locally equiv-
alent to P© (under some technical conditions). It transforms discounted asset
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prices into local martingales. Specifically, for X under QQ, we may write,

o = —avdr+ [ @ = )iarnan. (5)
R

X—
where r; and ¢, are the risk-free interest rate and dividend yield, respectively, and
the martingale jump measure 1 2(dt, dx) is now defined with respect to the risk-
neutral compensator, v2(dt, dx). As noted previously, in the absence of arbitrage,
there are characteristics of the physical price process (1) that are preserved under
the risk-neutral dynamics in (5). We identify these features below and utilize them
explicitly when designing our estimation methodology.

Given the risk-neutral probability measure Q, the theoretical value of
European-style out-of-the-money (OTM) options written on X is given by the
conditional expectation of their discounted terminal payoff,

EZ[e 7 rds (X —KYT ], i K > Fie,

Ork,e = (6)

EQ (e~ mds (K = X,00)T |, if K < Frppes

where 7 and K are the tenor and strike price of the option, F; ;4. denotes the fu-
tures price of X at time ¢ for the maturity date 7 4+ 7, and we let k = In(K / F; 1 41)
denote the log-moneyness. We further define the Black-Scholes implied volatility
(BSIV) corresponding to Oy k.. by x; k-, which represents a convenient mono-
tone transformation often used to quote option prices in practice.

We assume throughout that we have a valid parametric model for the risk-
neutral law of X. Specifically, let S; denote a p x 1 vector of state variables,
or factors, taking values in & C R”, and 6 be the (true) value of a parameter
vector of dimension g x 1. Furthermore, A,+ =£1(S:,00) and A; =5(S;, 0p),
where & (-) and &(-) are known functions.* In addition, the risk-neutral jump
compensator is parameterized via,

v@ndx) = (&(51,00vF 0 01+ &(S1, 0002 () 1<) dr@dx,  (T)

where vg x)= vg (x, 8p). It is important to note that, similarly to the spot volatil-
ity for Brownian semimartingales, the stochastic jump intensities, A;" and A; are
characteristics that are preserved under the equivalent change of measure from
PO to Q. Moreover, since the characterization of the jump activity in definition
(4) applies for each sample path (almost surely), the jump activity index under
Q is also given by f, because the null sets of P©) and Q coincide. Hence, we
treat S as a fixed parameter that is part of the parameter vector 8. We denote the
remaining (¢ — 1) elements by 6y, as the parameters £ and ;, play different roles

in the econometric analysis below.
The density of the probability measure change is given by a stochastic expo-

nential involving the ratio v@/v® which, to be well-defined, requires (see, e.g.,

4 We also assume that r; and ¢; are known functions of Sy and 6.
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Lemma II1.5.17 in Jacod and Shiryaev, 2003),

/ (,/vg(x —,/vﬂf(x))zdx < oo and / (,/v@(x —,/v?(x))zdx < 0. 8)
x>0

x<0

The above condition, along with VB~ Qs necessary and sufficient for the
equivalence of P and Q in the Lévy case (where the jump compensator and
drift are time invariant), see, e.g., Theorem 33.1 of Sato (1999). It severely re-

stricts the wedge between vg and v} around zero. To illustrate the manifestation

of this fundamental feature, we consider the CGMY specification for vg given by,

el

CiMTH, Ci>0, Ai>0, a <2. (9)

Now, if vi is also generated by a CGMY model, but with possibly different pa-
rameters, then, given the restriction (3), the condition (8) implies,

a=p and cy =c_ = Ap. (10)

Note, in particular, that we have no restrictions for the parameters 1+ governing
the behavior of the jump compensator in the tails. By contrast, the parameters con-
trolling the behavior of the jump compensator around zero are unchanged, when
switching from P© to Q. This example illustrates that v,P and v;@ are “essentially

identical” around zero, but can be very different away from zero.

Remark 2. Our specification of vQ in (7) is slightly more restrictive than
what local equivalence of P and @Q in conjunction with (2) implies. Indeed,
using Theorem II1.5.34 in Jacod and Shiryaev (2003) for Q « P, we need
fot Je(1 =Y (s,x)*F(ds,dx) < oo to hold Q-a.s. for every t > 0 and where
Y (t,x) is defined via vQ(dt,dx) = Y (t,x)v"(dt, dx). This implies that v< and
v¥ should only be the same for x around zero and when v explodes around zero
(which is the case for our specification of v¥ as it is of infinite activity). For the
specification in (2), the intensities A,jE control both the “small” and “big” jumps,
and our imposition of A,jE being the same under P and Q restricts the intensity of
the “big” jumps under Q more than what no-arbitrage (and local equivalence of P
and Q) would imply. Indeed, no arbitrage implies essentially no restriction for the
risk-neutral properties of the “big” jumps (which are of finite activity). All of the
results that follow will continue to hold if one considers more general parametric
specifications of vQ, which do not restrict the risk-neutral jump measure of Q for
the “big” jumps. That said, common parametric specifications of the jump mea-
sure are of the form we assume for v in (7), and this is the reason we work with
it henceforth.

Under the parametric model, the BSIV may be written as a function
x(k,7,Z,,0),with Z, and 0 denoting particular values of the state and parameter
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vectors, respectively. We let the parameter vector take realizations on a compact
subset § € ® C RY. In this setting, we may write x; . = x(k, 7, S}, 09), im-
plying that, conditional on the model parameters, option prices are functions of
tenor, moneyness and the state vector, with the latter driving all the time varia-
tion in the option prices. The evolution of the state vector, .S}, can be specified
very generally. We only require it to be an F(©-adapted stochastic process. The
above option pricing framework complements the ones in Andersen et al. (2015)
and Andersen, Fusari, Todorov, and Varneskov (2018) by allowing the underlying
asset price, X, to obey a pure-jump specification. Hence, while the existing ap-
proaches accommodate general affine jump-diffusion representations, the current
setting enables us to handle non-Gaussian pure-jump option pricing models, e.g.,
the finite moment log-stable model for the option surface in Carr and Wu (2003).

3. OBSERVATION SCHEME AND HIGH-FREQUENCY RETURN
MEASURES

This section describes the observation scheme for the options and high-frequency
return data. The latter is used to augment the option information set. Next, we
introduce the nonparametric high-frequency based estimators of the jump activity
and jump intensities that are preserved under equivalent measure changes. Finally,
we summarize the asymptotic distribution for these estimators of the spot jump
characteristics. These results are needed to develop the joint inference for the
pure-jump risk-neutral parametric model based on the option and high-frequency
data in Section 4.

3.1. Option Observation Scheme

The time span of the option panel is given by [0, '] for some fixed and finite
T > 0, and we assume observations are available from the option surface at the
integer times t = 1, ..., T. For each observation date, the setting is similar to that
in Andersen et al. (2015) and Andersen et al. (2018). Specifically, the option data
cover a fairly wide range of strikes and tenors, k and 7, respectively. That is,
for each 7, we observe options {O; k; ¢; }j=1,...N,, Where N; is a large integer and
the index j runs across the full set of strike and tenor combinations. Moreover,
the number of options for maturity 7z is denoted by N/}, so that, by definition,
Ny =2, NJ.Welet N} and N; be ]:fo)-adapted.

We allow for considerable heterogeneity in the available option panel over ob-
servation times ¢ through, for example, variation over ¢ in the available number
of options, the observed strike-tenor combinations (k, 7), and, for given 7, the
density, or clustering, of available strikes in the log-moneyness grid. In particular,
we define the following asymptotic ratios N/ /N; ~ « and N;/N =~ ¢;, where
7/ and ¢; are positive-valued processes, and N is an unobserved number, repre-
senting the “average size of the cross-section”.> Moreover, for each combination

5 Again, all formal assumptions are deferred to Section A.1.
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of t and 7, we let k(¢,7) and k(z, ) denote the minimum and maximum log-
moneyness, respectively, and define the ]_-f()) —adapted grid of available strikes as,

k(t,0) =ki,e (1) <kee(2) < <k, (Nf) =k(t,7),  with  Ap () =ke,e (D) —ke,c (i = 1),

fori =2,..., N/ . In analogy with in-fill asymptotics for high-frequency returns,
our asymptotic scheme does not expand the strike coverage, but instead sequen-

tially adds new strikes within [k (¢, 7), k(z, )], such that A (D) E> 0Oas N — oo,
while allowing the clustering of strike prices to differ across certain regions of
the strike range. That is, we let N/ A; . (i) & y; . (k;,.(i)) for some positive val-
ued process y;, . (k). This heterogenous setting accommodates, e.g., the relatively
high density of available OTM put options “close to the money,” in contrast to
the more sparsely available deep OTM call options. These facets impact the pre-
cision of our inference for the state vector over time, and the quantities 7/, ¢,
and y; . (k) appear explicitly in the asymptotic distribution theory, as detailed in
Section A.

In addition, 7; denotes the tenors available at time ¢, and the vectors k, =
(k(t, T))zeT, and k, = (E(t, T))zeT, indicate the lowest and highest log-moneyness
across all the available tenors at time 7. As described above, these quantities may
vary randomly over time, thus accommodating any pronounced shifts in the char-
acteristics of the observed option cross-section across the sample.

Next, we stipulate that the BSIVs are observed with error, that is,

7C\t,k,r = Kt,k,r T €rk,7» (11)

where the measurement errors are defined on a space Q) = XieNkeR,reT Rik, 7>
for Rk, C R, with T" denoting the set of all possible tenors. Moreover,
QW is equipped with a Borel o-field F(1) as well as a transition probability
PO (0©, d™)) from the original probability space Q@ to Q). Then, by defin-
ing the filtration on Q) via ]-'fl) =0 (€s.k,r - § <t), we may write the filtered
probability space as (Q, F, (F;);>0, P), where Q = Q@ x Q)| F= FO 5 7,

Fi= N FOXFY and Po©,do®) = PO (@o@)PD 0©, doM).

Processes defined on Q© and QO respectively, such as X; and ¢ x , may triv-
ially be viewed as processes on €2, and we assume that any local martingale and
semimartingale properties are preserved on the extended space. This decomposi-
tion of the probability space may be motivated as follows. The option errors are
defined on an auxiliary space Q(), equipped with a “large” supporting product
topology, since they may be associated with any strike, point in time and matu-
rity. This space suffices because, at each point in time, only a countable number
of errors appear in the estimation. Finally, since we want to accommodate de-
pendence between ¢; ¢, and the underlying process X;, we define the probability
measure via a transition probability distribution from Q©® to Q.
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3.2. Inference for Jump Characteristics from High-Frequency Return
Data

In addition to the option price panel, we utilize a second source of information
for estimation, namely high-frequency data on the underlying asset X, to assist in
the recovery of the state and parameter vectors (or parts of them). Specifically, we
shall estimate the total jump intensity,

A=A+ AT,

and the activity index, £, nonparametrically. To this end, we assume we have an
equidistant high-frequency recording of X; attimes 0, 1/n,...,i/n,..., T, so the
increment size is A, = 1/n. Finally, we define the logarithmic price and return
by x; =log(X;) and A¥x = xj/n — X(i—1)/n-

3.2.1. Jump Activity Estimation. We compute the jump activity index, S, us-
ing the estimator in Todorov (2015), which is based on self-normalized statistics
of the increments A7 x — Al’.’_ | X, and their empirical characteristic function (ECF).
The use of second-order differences alleviates the impact from the drift as well as
the (possibly) asymmetric jump intensities. Moreover, the use of the ECF gener-
ates efficiency gains over corresponding power variation-based methods, see, e.g.,
Todorov (2015) and Remark 3 below.

To set the stage, let 1 < k,, < [nT/2] be the block size. The first ingredient of
the jump activity estimator is a local power variation estimate of the total jump
intensity A;,

—~ i p
Vi = > Azx=ag x| =k T2, (12)
" j=i—k

which is then used to scale the differenced increments in the construction of the

ECF as,
nT/2] n n
—~ 1 Allx— AL x
Cpu) = ——— > cos(uzu—f"l), uelRy. (13)
nT/2] =kn 4= Vi(p)/?

The above statistic differs slightly from its counterpart in Todorov (2015) by the
summands in f/\i( p) and 8( p,u) having nonoverlapping increments. This results
in our jump activity estimator being slightly less efficient, as we have fewer sum-
mands in C(p,u) for a given data set. This modification, however, allows us to
handle the more general setting, where the jump intensity around zero can be
asymmetric, i.e., we may have A,+ * A

The asymptotic properties of E(p,u) naturally depend on the properties of
171-( p). In particular, consistency of the latter for the total intensity, A;, requires
k, — oo. Similarly, k, /n — 0 is needed to avoid time-variation in A; generating
a bias. Moreover, Todorov (2015) shows that k,, /+/n — 0 suffices to ensure that
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the sampling error biases in ‘71 (p) are sufficiently small, and that a bias-corrected
ECF,

E(pauaﬁ) = E(pau)_Bn(paua,B)a 14)

accommodates a CLT.° Next, to fully utilize the advantages of a characteristic
function-based approach, we estimate f in two steps. The first step consists of
constructing a preliminary activity index estimate using the raw ECF,

log (= log (C(p, u))) — log (= log (C(p, v)))
log(u/v)

for some u,» € Ry with u # v. Now, due to the asymptotic bias in E(p, u), in-
duced by the sampling errors in \7,-(p), the rate of convergence of the estima-
tor B\fs(p,u,v) will be suboptimal. Specifically, we have ,B\fs(p,u,v) —p =
O, (1/ky), subject to certain regularity conditions on p and k,. Hence, we follow
Todorov (2015) and construct a second-step estimator based on the bias-corrected
ECEF as,

PP (pousv) = (1s)

log (—log (C(p. u. B*))) ~ log (~log (C(p.v. /"))
log(u/v) ’

for u,v e R4 with u 7 v, and where ﬁfs = ﬁfs(p,u v) is used as short-hand
notation.” Similarly, we often write ﬁ ﬁ(p, u,v) for brevity. As shown below,
the estimator in equation (16) achieves an almost optimal speed of convergence
of 1//n.

The asymptotic variance of ,[? (p,u,v) depends only on g and the pair (u,v),
while, due to the self-normalization of the increments in C(p,u, f3), it is inde-
pendent of the stochastic intensities A?E.Jhe constants u and v can be chosen in
such a way that the asymptotic limits of C(p, u, f) and C(p, v, ) are sufficiently
removed from O for all possible values of /. We conjecture more efficient imple-
mentations of the estimator, in which u and v are selected adaptively based on a
preliminary estimator of /3, are feasible, but we do not consider such extensions
here to avoid complicating the exposition.

B(p,u,v) = (16)

3.2.2. Jump Intensity Estimation. This section provides a new nonparametric
estimator of the total spot jump intensity. Unlike the jump activity, we allow the
jump intensity to change over time. Given our option observation scheme, we
need estimates for A; ateacht =1,..., T, a quantity for which no spot estimator
has been developed previously. We construct such estimators using local blocks
consisting of p, differenced and nonoverlapping increments preceding the integer
time points.

6 The exact expression for B(p.u.p)is provided in Section A.2.

7 Note that BIS s just one example of a first-stage estimator. Under suitable regularity conditions, we could also
apply, e.g., power variation-based estimators such as those in Ait-Sahalia and Jacod (2009) or Todorov and Tauchen
(2011a).
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One candidate estimator of A; is given by the local power variation v (p) foran
appropriate choice of i. However, as illustrated by Todorov (2015) in the context
of analyzing the jump activity index, estimators based on the empirical character-
istic function can provide nontrivial efficiency improvements. Consequently, we
propose the following estimator,

A(u) = —%log <pL Zcos(uAn_l/ﬂ(Agix—Agi_lx))>, t=1,....,7, A7)
u n

iel}
where I = {[tn/2| — p,+1,...,tn/2]}, and p, is a deterministic sequence sat-
isfying p, — oo and p,/n — 0. Note that, at the expense of a more complicated
analysis, one may further generalize equation (17) to separately identify A,Jr and
A, . We leave such an extension for future research.

3.2.3. Inference for Spot Jump Characteristics from High-Frequency Return
Data. 'We need some additional notation to summarize the results regarding the
asymptotic distribution of the nonparametric high-frequency estimators for the
equivalent, measure invariant, spot jump features. First, we let A, = At(u) and de-
fine the T x 1 vectors A = (A,)t:1 and A = (Af)zzl' Next, we note that the con-
vergence of the nonparametric estimators (after centering around their probability

limits) is stable. This is denoted by ﬂ> Stable convergence is stronger than
the usual notion of convergence and implies that the convergence holds jointly
with any bounded random variable defined on the original probability space. This
stronger form of convergence is critical for the derivation of the asymptotic dis-
tribution for the PLS estimator in Section 4.

THEOREM 1. Suppose Assumption A.1 in Section A.1 holds. Moreover, let the
power p as well as the sequences k, and p, in equations (12), (13), and (17)
satisfy the following conditions,

(RI) pn=+/n,
B -1 B
(R3) k, = n® with %v% <w < %

Then, it follows

~nT 0 E—ﬁ L—s Té/z O1x7 Yﬁ
= - 12 )% ,
0 Vri)J\A-A Orx1 W, Ya

where the scalar Yp and the T x 1 vector Y 5 are standard Gaussian, defined
on an extension of the original probability space, with each of them indepen-
dent of each other as well as of F. The scalar Yy and the T x T matrix
W, =diag(¥Yy,..., Y1) are defined in Section A.2.

Theorem 1 extends results from Todorov (2015) in two directions. First, we
allow for asymmetry in the jump intensity around zero, i.e., we accommodate the
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setting A" # A7 Second, in addition to estimating /8, we consider estimates of
the spot quantity A, at each point in time #. Naturally, the rate of convergence of
A, is governed by the number of increments p, used in its estimation, which is
much smaller than the total number of high-frequency increments on the interval
[0, T'] utilized in the estimation of /. Hence, as expected, ﬁ converges at a faster
rate than A. Because of this feature, the use of ,[)’ in the construction of A has no
effect on the limiting result in Theorem 1. Note that this is very different from the
case where one aims to recover the integrated intensity, fOT Agds. The asymptotic
distribution of the latter is dominated by the use of ,E in its construction and,
as a result, this generates perfect asymptotic dependence between the integrated
jump intensity estimator and the estimator of the jump activity. In our case, this
asymptotic degeneracy is avoided by the slower rate of convergence of the jump
intensity estimator. The choice of p, in R1 is standard for estimation of spot
quantities (e.g., spot diffusive volatility). It reflects a balance between the bias in
the recovery of the spot jump intensity, caused by the time-variation in the latter,
and the variance in its estimation.

The asymptotic distribution of ,E is Gaussian with constant variance. This is
expected as C(p,u, ) is self-normalized, annihilating the effect from the time-
variation in AjE on its limiting distribution. On the other hand, the asymptotic
distribution of A is mixed Gaussian, and hence the precision in the recovery of A
depends on its random realization.

Conditions R2 and R3 are exactly as in Todorov (2015), determining the range
of possible choices for the power and block size of the local power variation
statistic used to normalize the differenced increments, which, in turn, are used
to construct ,Z’\ In general, it is sensible to select the block size parameter, @, very
close to 1/2. For the power p, a feasible choice is setting it arbitrarily close to,
yet above, 1/2. In principle, given that the unknown parameter f appears in the
restrictions R2 and R3, one may consider an adaptive choice for k,, and p. Such
considerations are left for future work.

Remark 3. An alternative way to estimate S is to use realized power varia-
tions over two different time scales, see, e.g., Woerner (2003, 2007), Todorov and
Tauchen (2011a), Jing et al. (2011) and Hounyo and Varneskov (2017). Given
this estimator of £, one can construct an estimator of A based on (local) re-
alized power variation computed over either one of the two time scales. How-
ever, as shown in Todorov (2015), methods based on the ECF, which we adopt
here, offer nontrivial efficiency improvements over estimators based on power
variations.

Remark 4. In the case where the price X contains a diffusion, the estimator ﬁ
will converge to 2 (which can be viewed as the “activity” of the diffusion). The
estimator A, in the presence of a diffusion, provides estimates of the diffusive
spot volatility, which, importantly, is robust to jumps. Thus, suppose our model
under Q is given by
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dx
X_’ = (r,=d)dt +0"Pds, +d,
t_

where S; is a -stable process, with f = 2 corresponding to the Brownian motion,
and J; is a “residual” jump process whose activity is dominated by that of S; (e.g.,
J; is of finite activity and controls the “big” jumps of X so that options written

on X are finite-valued). In this case, f will estimate the parameter £ of S; and,
similarly, A, will estimate o;.

Remark 5. When X contains a diffusive component, one may use truncated
power variations (where truncation is from below in order to minimize the effect
of the diffusion in X), see, e.g., Ait-Sahalia and Jacod (2009), Jing et al. (2011),
Jing et al. (2012), and Bull (2016) or empirical characteristic functions, see, e.g.,
Jacod and Todorov (2018), to estimate the jump activity as well as the jump inten-
sity. In this setting, the fastest attainable rate of convergence for estimating £ is
reduced to n#/4, and the corresponding estimate of A cannot achieve convergence
faster than n#/® (under standard specifications for the dynamics of A;).

Remark 6. Theorem 1 is a key building block for the derivation of the asymp-
totic distribution of our PLS estimator. If one exploits alternative estimators of j
and A, e.g., adapted to settings in which X may contain a diffusive component,
then, in order to adapt the asymptotic analysis of Theorem 3 below, one simply
needs to provide a CLT result equivalent to Theorem 1 for the chosen combination
of nonparametric high-frequency estimators.

4. INFERENCE FOR PURE-JUMP MODELS FROM OPTION PANELS

The material in this section constitutes the core of our econometric analysis. We
introduce a new penalized least squares (PLS) estimator for option panels asso-
ciated with pure-jump parametric models for the underlying asset. We motivate
the design of the estimator and develop the necessary asymptotic theory for fea-
sible inference. The PLS estimator utilizes information from the high-frequency
returns via the estimators for the jump activity and the jump intensity introduced
in Section 3. In particular, the joint CLT for the nonparametric high-frequency
jump estimators in Section 3.2.3 is an important ingredient in the derivation of
the asymptotic distribution for our new PLS estimator.

4.1. Penalized Least Squares

In designing the PLS estimator for option price panels generated from pure-jump
models, we use several key observations from Sections 2 and 3. First, given the
signal-plus-noise decomposition of observed BSIVs in equation (11), it is natural
to estimate the parameter, 8, and the latent factor realizations, S = {S,}thl, via
least squares. Second, as discussed in Section 2.2, the jump activity index, /5,
and the total spot jump intensity, A, = A;" 4+ A;, are preserved under change of

measure from PP to Q. These quantities may be recovered nonparametrically from
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high-frequency return data with the estimators presented in Sections 3.2.1 and
3.2.2, and we shall utilize this additional source of information in the estimation.

Formally, we let 89 = (65, f) and S; = (S}, A;),t =1,...,T, denote decom-
positions of the latent parameter and state vector, respectively, and let @ = (6", )
and Z, = (Z}, A;) be corresponding generic vectors. Then, by defining the T x p
matrix of factor realizations as Z = {Z; thl, we write the objective function, for
some finite constants 15 > 0 and 14 > 0, as,

T
L(Z.0) = D> Li(Z,0)+ isnT (B—B)°, with (18)
t=1
al 2 2
‘ct(Zl‘aa) = Z(’et,kj,lj_K(kj,rj’Zt,e)) +1Apn(At_At)
j=1

The first part of the objective function is the L, distance between observed and
model-implied option prices (quoted in BSIV). The second and third parts are
penalization terms for the deviation of the model-implied jump activity index and
jump intensities from direct, but noisy, nonparametric measures of them from
high-frequency return data. These penalization terms aid identification and esti-
matiogn of (parts of) the parameter and state vectors, which are obtained as fol-
lows,

6,8) = argmin £(Z,0), ScCR’. (19)
0c®,ZST
Our new estimator differs in several respects from the corresponding PLS esti-
mators explored by Andersen et al. (2015) and Andersen et al. (2018). The latter
exploit different asymptotic designs and, more fundamentally, they assume that
the underlying price process contains a diffusion, i.e., a martingale component
driven by a Brownian motion. As a result, for those estimators the penalization,
at each option observation time, refers to deviations between the model-implied
spot volatility and a nonparametric measure of spot volatility obtained from high-
frequency return data. The analogue to the scaling of a Brownian motion with spot
volatility in the pure-jump setting is the scaling of the martingale jump measure
by the jump intensity A, (or by A and A, separately for positive and nega-
tive jumps). By contrast, the inclusion of a penalty for the deviation between the
model-implied and high-frequency return estimate for the jump activity index is
unique to the pure jump setting. For jump-diffusive models, the activity index is
two (f = 2) by assumption, as the presence of the Wiener component is stipu-
lated as an integral part of the model specification.’ In our pure-jump scenario,

8 The use of a noisy measure of the state vector (or a part of it) in the design of an estimator also bears resemblance
with the FAVAR approach in Bernanke, Boivin, and Eliasz (2005), who augment a VAR of economic variables with
a noisy estimate of a latent factor that is related to the variables in the system.

9 The activity index is defined as the infimum over the set of powers for which the power variation is finite. When
the price contains a nonvanishing diffusion component, the power variation for any power below 2 is infinite.
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we assume 1 < f < 2, but do not fix the index to any given value, so it becomes
a key parameter that must be estimated from the option and high-frequency re-
turn sample. Hence, the added penalty term arises naturally from the restriction
that this index also is invariant to equivalent martingale measure transformations.
Another major difference to the earlier PLS estimators is that we avoid placing
restrictions on the relative information content in high-frequency return and op-
tion data.!® That is, we allow for arbitrary relations between N, n, and p,,. This
enables the procedure to adapt (asymptotically) to the relative informativeness of
the different data sources. Nevertheless, one should keep in mind that the option
data, generally, is required in the estimation of the risk-neutral dynamics, since
the high-frequency return data only aid in the estimation of those parts of the
parameter and state vectors that are invariant across the two probability measures.

4.2. Consistency of the PLS Estimator

Explomng Theorem 1, we may now establish the consistency of 6 and S =

(Sl

THEOREM 2. Suppose the Assumptions A.1-A.5 in Section A.1 as well as R1—
R3 of Theorem 1 hold. Then, for some T € N and fixed Ag >0 and Ax > 0, it
follows that (0 (S f)z—l) exists with probability approaching 1, and further that,

[6-60] > 0. 18, -5.] 5 o, (=1,...T.

Theorem 2 shows that we can consistently recover the risk-neutral model pa-
rameters and the state vector under general conditions. As explained above, one
major departure from the equivalent results in Andersen et al. (2015) and Ander-
sen et al. (2018) arises from the inclusion of information from high-frequency
data about both the parameter and state vectors in the estimation. Of course, if we
set Agp = A4 =0, we will not need Theorem 1 and may exclude the rate conditions
RI-R3.

The critical condition needed for the above consistency result is the ability
of the option cross-sections to identify uniquely the parameters of the model as
well as the latent factor realizations at the times of observing the options. We
have given a high-level identification condition for this in the Appendix, see As-
sumption 3. In our general setting, we cannot give more primitive conditions for
identification and, as usual, the latter should be argued for on a case by case ba-
sis. Nevertheless, we can make the following general comments for identification
of parameters and factors from cross-sections of options. In our infill asymptotic
limit, we observe all options on the log-strike intervals [k(z, r),E(t, 7)] for each
tenor 7 and time point ¢. For identification of a risk-neutral model from these
options, it suffices to show that we can achieve identification by matching the

10y, comparison to Andersen et al. (2015) and Andersen et al. (2018), the scaling 1/N; has been removed from the
objective function in order to simplify the treatment of the (possibly) different rates of convergence of parts of the
parameter and state vectors.
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values for portfolios of options of the form fk ((tt f) Oy k.- f (k)dk, for some known
and smooth functions f. Using the spanning results of Carr and Madan (2001),
these portfolios replicate (nonparametrically) risk-neutral moments of the returns,
provided [k(t, 7), k(t, )] cover the support of the return distribution over the in-
terval [, + 7]. In general, identification is easier to show in terms of risk-neutral
moments of returns. For example, using the above-mentioned spanning results,
the cross-section of options can recover the conditional characteristic function
E;@ (e xi+e ), for u € R. Hence, for the identification condition needed to establish
Theorem 2, it suffices to show that 8p and S; uniquely identify the conditional
characteristic function for the available tenors, which is equivalent to 8y and .S
uniquely identifying the conditional risk-neutral return distribution for the avail-
able tenors. Specifically, if the maturity of the shortest available tenor goes to zero
asymptotically, then, as shown by Qin and Todorov (2018), we can identify the
density of ve(dt, dx) from such short-dated options. In turn, longer dated options
may be used to identify the additional parameters that control the risk-neutral dy-
namics of the latent factors. For example, suppose S; = (A,", A;")’ and, further,
that S; is a non-Gaussian Ornstein-Uhlenbeck process (see equation (25) in the
Monte Carlo section below). In this case, given that the parameters controlling
vg (x) and the level of S; are identified from short-dated options, we can identify
the parameters determining the dynamics of S; from longer-dated options by uti-
lizing portfolios that span the first and second conditional risk-neutral moments
of the returns for these horizons.

4.3. Asymptotic Distribution of the PLS Estimator

The central limit theory for the parameters and the state vector realizations de-
pends on the relative informativeness of the options and high-frequency data,
respectlvely To hlghhg\ht this feature, let us, again, make the decompositions

(0 B) and S = (S, .A) Moreover, we definen =nVv N and p, = p, VN
as well as the scaling matrix,

W, = dlag(War, Wi, Wigr, W), (20)

where WZS = Lq_l/\/ﬁ, Wg = 1/4/n, W’ér = LT(p_l)/\/N, and W' =
LT /+/ Pn contain information about the convergence rates of different parts of the

parameter and state vectors, while ¢4 denotes a d-dimensional vector of ones. We
may now state the limiting distribution result for our PLS estimator.

THEOREM 3. Under Assumptions A.1-A.7 in Section A.1 as well as RI-R3 of
Theorem 1 and for some fixed g > 0 and Ax > 0, we have

-0 Ey

—1 B ,B L—s 1ol/2 Eﬁ
W, 3 _gr — I Q" x Eo |’

A-A Ea
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where Eg and the (g —1) x 1, T(p—1) x 1, and T x 1 vectors Eg;, Esr, and Ey,
respectively, consist of standard Gaussian random variables defined on an exten-
sion of the original probability space, with each of them independent of the others
as well as of the filtration F. The Hessian and asymptotic covariance matrices, T
and Q, are defined in equations (A.7) and (A.8) of Section A.3.

The limiting result in Theorem 3 shows different rates of convergence for the
components of the PLS estimator. In particular, for the estimates of the compo-
nents of the parameter and state vectors that we have no information on from the
high-frequency returns, i.e., 6" and S’ the rate of convergence is simply /N (re-
call from Section 3.1 that N denotes the average size of the option cross-section).
On the other hand, the rate of convergence for the jump activity parameter, £, is
determined by the faster of the /N and /n rates associated with utilizing the
information from the parametric model as well as the option panel and the non-
parametric estimator based on the high-frequency return data, respectively. In that
regard, we note that the scaling of the penalization terms in the objective function
in equation (18) plays an important role, ensuring that the latter have a negligible
effect in the estimation, when the high-frequency data is less informative in rela-
tive terms than the option data (for the jump activity parameter), i.e., when n << N.
In the opposite case, i.e., when n > N, the scaling of the penalty term in the ob-
jective function (corresponding to f) guarantees that the latter determines the
asymptotic behavior of the jump activity estimator. In the borderline case n < N,
both the high-frequency return and option data contribute to the asymptotic vari-
ance of £, and this is reflected in their joint determination of the terms in Z and €2
that correspond to B. Similar comments apply to the estimator of the jump inten-
sity, A In this case, the relevant comparison is the convergence rate of /N, from
utilizing the option data, versus the ,/p, rate, when using high-frequency data.

Since p,/n — 0 by condition R1 in Theorem 1, if N > n, then N > p,.
Hence, if the option data is more efficient for estimation of £, it is also more
efficient for recovery of A. In this case, all components of 6 and S converge at
the rate +/N. By contrast, if p, > N, then n > N, so the high-frequency data
is more informative about both the jump activity and intensity, each component
of the partitioned parameter vector and state vector realization will converge at
different rates.

Importantly, our PLS estimators of £ and A automatically adapt to the situa-
tion at hand. When the high-frequency data is more informative than the option
data (p, > N or n > N), then the PLS estimator for these quantities is asymp-
totically equivalent to their nonparametric high-frequency measures. On the other
hand, when the option data (together with the parametric model) carries more
information than the high-frequency return data about either f or A (N > n or
N > pp), then the corresponding PLS estimator behaves as if only the option
data is used for the estimation of this quantity. Consequently, the user does not
need to take an a priori stand on whether the option or the high-frequency data is
more informative about f§ or A, which is very convenient from a practical point of
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view. In the boundary cases of either N < n or N < p,, both the option and high-
frequency return data contribute to the estimation of (parts of) the parameters and
state vectors. In this case, one may choose A4 and 44 in a way that accounts for
the difference in the variance of the option errors and the asymptotic variances
of the high-frequency estimators. This generates further gains in efficiency and
renders the PLS estimator free of tuning parameters (other than those needed for
the construction of the nonparametric high-frequency estimators). We present the
details of such adaptive choices for A5 and 44 in the next section.

In a typical application, the state vector includes separate intensities A;" and
A, , which, in turn, may be determined by additional factors, in analogy with
multi-factor stochastic volatility models. In this case, if p, > N, then A,Jr and
A; will each be estimated at the slower rate VN , and their joint distribution will
be degenerate. Their sum, however, A; = A;" + A; is estimated at the faster rate
A/ Pn- In our statement of Theorem 3, we reparametrize the state vector through
separating A; in a manner so as to avoid degeneracy of the limiting distribution.
This enables one to characterize the limiting distribution of arbitrary transforma-
tions of the state vector. This situation is similar to other econometric settings,
where the convergence rates of components within a joint system may differ, e.g.,
inference for regressions with integrated processes, see, e.g., Park and Phillips
(1988, 1989), Phillips (1988), and Sims, Stock, and Watson (1990).

Finally, the asymptotic distribution of both the parameters and the state vector
is generally mixed Gaussian. That is, the matrices Z and € are likely random.
This is due to the mixed-Gaussian distribution for the estimates of A from the
high-frequency data as well as the conditional heteroskedasticity in the option
observation error. Since the convergence in Theorem 3 is stable, this, however,
does not constitute a major practical difficulty. All that is needed for feasible
inference based on the limit result in Theorem 3 is consistent estimators for Z
and Q, which are easy to construct directly from least squares procedures; see
Section A.10 for the details.

5. WEIGHTED PENALIZED LEAST SQUARES

The definition of the PLS estimator in Section 4.1 involves the penalty weights A
and 44. We now propose suitable selection procedures for these values, period-
by-period, that generate efficiency improvements. Moreover, we discuss how to
weight the elements of the L, part of the objective function in a manner anal-
ogous to classical weighted least squares. We label the combination of such
weighting with the suitable selection of the 44 and 44 the weighted PLS (WPLS)

estimator.
First, let Wp and ¥;,t =1,..., T, be plug-in estimators of ¥4 and ‘¥, respec-
tively, where we recall that W4 = diag(Vy, ..., ¥7), and further note that the

plug-in estimators are defined explicitly in Section A.4. We then readily obtain

A P ~ P . L . .
that ¥y — ¥p and ¥; — ¥, from Theorem 3 in conjunction with the continu-
ous mapping theorem. Now, since the size of the F-conditional variance of the
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errors stemming from the two penalization terms generally are unknown a pri-
ori, we propose to standardize their contribution to the objective function through
estimates of the F/-conditional asymptotic variances of the nonparametric estima-
tors from high-frequency data, provided by Theorem 1. This will imply that their
respective contributions to the objective function are similar in scale.

Next, concerning the optimal weighting of the elements in the option part
of L;(Z,,0), we ideally would like to standardize these by an estimate of the
JF-conditional variance of the BSIV observation errors in equation (11), defined
by ¢:.k,r in Assumption A.6 of Section A.1. However, despite such a procedure
being feasible, we simplify the analysis and assign identical weights to all options
on a given day. Although this approach neglects potential heteroskedasticity in
the strike and tenor dimensions of the option panel, it still generates nontrivial ef-
ficiency improvements due to pronounced heteroskedasticity in the F-conditional
option error variances over time. Moreover, it is sufficient to ensure that all com-
ponents of the (weighted) objective function are of comparable scale. Formally,

we use,
1 il 2

¢,=FZ(@,,{N_,—x(k,,r,-,s,,a)), t=1,...,T, (1)
t

Jj=1
where S; and 6 are based on first-stage PLS estimation.!! As one would ex-
pect, ¢; is a consistent estimator of the cross-sectional average of ¢; x ., which is

generally random, at a gwen point in time.
Now, using ¢>t, ‘I’ﬁ, and LI’,, we define the WPLS objective function as,

(B-B)’ .
LY(Z,0) = > LY(Z,,0) + nT2——2 | with 22)
; ’ w(¥p)
N, A 2 -~ 2
! (Kf,k',l" —K(kj,fj,Zt,e)) (AI_AI)
ﬁw Z ,0 = ERA ~ + n ~ 5
P (Z00) = 12 w0 (@) o)

j=1
where the function w(x) > €, for some € > 0, is a twice differentiable function on
R4 with bounded first and second derivatives. Smooth approximations of x V €
are examples of such functions. Ideally, we would like to choose w(x) = x, but
we rule this case out when developing our general distribution theory for WPLS
to avoid imposing boundedness from below on ¢y x. . as well as on the asymptotic
variances ¥g and ;. Nonetheless, we consider this scenario in a corollary below,
which results in a simplification of the expression for the limiting distribution.
Given the objective function in equation (22), the WPLS estimator is defined
as,
0"°,8") = argmin L£"(Z,0), SCRP. (23)
0c®,ZeST

1A natural candidate is the estimator without penalization, i.e., one that is purely option based, as this circumvents
the issue of choosing the relative weight of the penalty terms.
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The procedure of weighting the first part of the criterion function by the size of the
average errors at each observation time for the option panel, using equation (21),
is reminiscent of the approach in Andersen et al. (2018). As such, it should provide
similar benefits in terms of efficiency gains. By contrast, the importance of addi-
tionally using ‘f’ﬁ and ¥, are much larger in our pure-jump setting. This follows
from the fact that the “regularization” devices naturally are of a different scale in
the pure-jump setting. For the diffusive case, the noisy spot variance measure is
automatically scaled sensibly, as the options (quoted in BSIV), and therefore, all
parts of the PLS objective function in this case are in terms of “return variance
measures.” However, this is not true for equation (18), where the three compo-
nents reflect return variances, their jump activity index and their jump intensities.
Hence, the use of the weighted objective function (23) will generate a more stable
numerical estimation procedure, in addition to providing asymptotic efficiency
gains. Finally, we emphasize that the weighting in equation (22) is only feasible
due to our stable central limit theory in Theorem 3, allowing for estimation and
utilization of weights that are asymptotically random.
We are now in position to state our asymptotic distribution result.

THEOREM 4. Suppose the conditions of Theorem 3 hold. Moreover, let 0" =
(5;0,/310) and 8" = (§;0, :le) denote the WPLS estimators of 6y = (0, ) and
S = (S, A), respectively, then a convergence result similar to that in Theorem
3 holds as long as T and € are replaced with T% and Q, which are defined in
equation (A.11) of Section A.4.

The special case where Wg, ‘¥, and ¢ i , are bounded (uniformly) from below
is given in the following corollary.

COROLLARY 1. Suppose the conditions of Theorem 4 hold and, in addition,
that the following lower bounds are satisfied, ¥y > €, infie1, .7 W; > €, and,

inf inf inf_ bi.k,c > €, forsome finitee > 0, with ¢ x . = ¢;.
tel,...TreTi kelk(t,7).k(t,7)]

Finally, letting w(x) = x, it then follows that,

%, % Eq

—1 B — s L—s —-1/2 Eﬁ
Wn S;U _ Sr ? (IU)) X ESr >

A"~ A E4

where Eg and the (¢ —1) x 1, T(p—1) x 1, and T x 1 vectors E%, Egsr, and
E 4, respectively, consist of standard Gaussian random variables defined on an

extension of the original probability space, independent of each other as well as
of F, and I% is defined in equation (A.11) of Section A.4.
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6. MONTE CARLO STUDY

We next assess the performance of the PLS-based inference procedures in finite
samples. To this end, we set up a Monte Carlo study and simulate a parametric
model according to equations (1) and (5), with a; =r;, = ¢, =0 and,

—Alx|
v (dr, dx) =vQ(dr,dx) = A, Ag——dt @ dx, (24)

| x|ﬁ+1
where Ay is the function of f, given in (3), and,

dAt = —KAtdt‘I‘st, (25)

with L; being an Inverse Gaussian process, independent of the jump measure
u, and having parameters c¢; and u. Recall that the Inverse Gaussian pro-
cess is a Lévy process and its characteristic function is given by E(e/“L1) =
exp (—2cpt/m (VL —iu— /ur)). The specification for A; in (25) is a non-
Gaussian Ornstein-Uhlenbeck process, similar to the ones used in Barndorff-
Nielsen and Shephard (2001) for modeling volatility. Hence, using the notation
of the theoretical section, we have 8" = (1,x,cr, ur) and Z] = @. Moreover,
the true values of the parameters are set to f = 1.5 and 6f, = (15,3, 1.415,20)
(quoted in annualized terms). This corresponds to having an annual average vari-
ance of x of 0.16% and the half-life of a shock to A; being approximately two
months.

We sample a cross-section of option prices at the end of each week over a
period of two months. This amounts to 8 cross-sections, each of which consists
of N = 120 option prices with 4 tenors. For each tenor, we have 30 options on
an equidistant log-strike grid covering [—4cATM /7, 46ATM /7], where 6 ATM
denotes the ATM BSIV at time ¢. The option error is specified as €¢; = 0.02 x
Kt X Zjs where {z; }jN; 1 is a sequence of i.i.d. standard normal random variables,
implying that average absolute relative error (in terms of BSIV) is approximately
2%. This option sampling setup mimics available option data, see, e.g., Andersen
et al. (2015) and Andersen et al. (2018).

The second source of information being utilized in the estimation of the model
is high-frequency return data. In particular, we let n = 300, corresponding ap-
proximately to sampling the stock price every 5 minutes during a 24-hour trading
day. The local window for estimating the power variation in the construction of
the high-frequency jump activity estimator is set to k, = 100. Finally, for the
construction of the jump activity estimator, we follow Todorov (2015) and set
the power to p = 0.51 as well as the arguments of the characteristic function to
u=03ando =1.0.

For simplicity, we refrain from using high-frequency estimates of A in the
estimation nor do we consider optimal weighting. Instead, we set the penalization
parameter 4z to the ratio of the average option variance across the strikes and
tenors used in the estimation and the asymptotic variance of the high-frequency
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TABLE 1. Monte Carlo results

Panel A
Coverage rate of two-sided confidence interval
No penalization Penalization
Parameter 99% 95% 90% 99% 95% 90%
A 98.90  94.30 88.70 98.70 94.10 87.10
k 98.10  94.90 90.50 98.10 95.30 90.30
cr 97.70  94.30 90.10 98.00 95.30 90.40
ur 97.20  93.50 89.80 96.80 94.00 90.00
p 99.20  95.60 91.30 99.00 95.30 90.30
Ay 99.10  96.05 90.54 98.71 95.03 90.45
Panel B
No penalization Penalization

Parameter True Bias RMSE Bias RMSE
A 15.000 0.0280 0.3783 0.0005  0.3361
k 3.000 0.0179  0.4938 0.0217  0.4915
cr 1.415 0.0185  0.2386 0.0137  0.2294
ur 20.000 0.2013  2.7528 0.2688  2.7514
p 1.500 —0.0012  0.0154 0.0000  0.0133
Ay 0.0015  0.0136 0.0003  0.0116

Notes: Monte Carlo results are based on 1,000 draws.

estimator B\, with the averages determined via simulation.'? The results from the
Monte Carlo exercise are presented in Table 1. From panel A of the table, we see
that the empirical coverage rates for standard two-sided confidence intervals of
each parameter as well as the jump intensity realizations are very close to their
nominal levels. Panel B of Table 1 further reveals that all parameters and the jump
intensity realizations are recovered without any significant biases. This applies to
estimation both with and without penalization. A comparison of the root mean
squared error (RMSE) for parameter and jump intensity realizations across the
two estimation methods quantifies the gains from incorporating information from
the high-frequency return data. Not surprisingly, the biggest efficiency gain is for
the recovery of the jump activity parameter f and the jump intensity realizations,
for which the reduction in the RMSE is around 13%. However, the more efficient
recovery of f also generate a “spillover” effect for the other parameters, most
notably for the parameter 1, controling the behavior of the “big” jumps, which
becomes easier to disentangle from /.

Overall, the Monte Carlo study documents good finite sample performance of
the proposed inference procedures.

12 This choice of 4 p will correspond to the optimal weight in Corollary 1 if ¢ did not depend on time.
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7. CONCLUSION

In this article, we develop inference techniques for noisy option panels with a
fixed time span and an asymptotically increasing cross-sectional dimension in
which the option prices are generated from a parametric model for the risk-neutral
dynamics of the underlying asset that is of pure-jump type. The option-based in-
formation set utilized in the estimation is augmented by high-frequency return
data, covering the time span of the option panel. The return data is used to con-
struct nonparametric measures of the jump activity parameter as well as the vec-
tor of jump intensity realizations at the integer times, where the cross-sections of
the option panel are observed. Estimation of the risk-neutral parameters and the
state vector realizations of the model is carried out via penalized least squares,
minimizing the L, distance between observed and model-implied option prices
while penalizing deviations of the model-implied jump activity and jump inten-
sities from nonparametric estimates of them based on the high-frequency data.
The distribution theory for estimates of different parts of the parameter and state
vectors differs depending on the relative informativeness of the high-frequency
return data (through the nonparametric jump measures) and the option data (via
the parametric model). Importantly, our PLS estimator adapts to the situation at
hand without any need for a priori assessment of what data source is more efficient
for estimation. In addition, while the asymptotic distributions may appear com-
plex, involving mixed-Gaussian limiting distributions and stable convergence, the
application of our theory for practical inference is relatively straightforward, in-
volving only quantities that arise naturally from estimation through nonlinear least
squares.

The results complement corresponding inference techniques for noisy option
panels developed in Andersen et al. (2015) and Andersen et al. (2018) for the
case where the asset returns are governed by a jump-diffusion. These procedures
impose the restriction that the vector of diffusive spot volatility realizations is
invariant across the risk-neutral and statistical measure. This property is replaced
by the analogous restriction that the jump intensity at each observation time is
identical across the two measures in the pure jump case. The additional constraint
that the jump activity index is identical across the two measures has no parallel
in the diffusive scenario. The imposition of these no-arbitrage conditions as an
integral part of a formal inference procedure for the risk-neutral dynamics and the
state vector realizations from noisy option and high-frequency return observations
is novel.

Finally, we give an extension of the PLS estimator involving weighting of the
individual terms in the objective function by their asymptotic variances. This
WPLS estimator provides additional robustness and efficiency, which is likely
more critical in the pure-jump setting than for the jump-diffusive models explored
through similar techniques previously in the literature.

The results of the article should be of direct use for estimating continuous-time
stochastic volatility models of the pure-jump type and for studying the associated
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risk premiums. Local equivalence between the statistical and risk-neutral proba-
bility measures imposes restrictions between the parameters and state variables
that contain important information about both risks and risk premiums. Unlike
prior work, we incorporate this information directly into our procedure, which
leads to easy-to-implement techniques that optimally combines return and option
data for efficient inference.
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APPENDIX

This section states the formal assumptions for the theoretical analysis and provides
proofs of the asymptotic results. Furthermore, we outline how to feasibly implement the
inference procedures as well as give details on the computation of the option prices in the
Monte Carlo study.

Before proceeding, let us introduce some convenient notation. We adopt the shorthand
notation, & k; ¢; =%, j. € k;,;; = €,j» and x(k;, tj, Z,0) = x;(Z, 0). The Hadamard
product is indicated by o; and the matrix norm used throughout is the Frobenius
(or Euclidean) norm which, for an m x n dimensional matrix A, may be written as

[|A|l = /Zi, j al.2 = VTr(AA’). Moreover, K denotes a generic constant, which may
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take different values in different places, and we signify conditional expectations by
IE?(-) = E(-|Fia,)- Note that (stochastic) orders sometimes refer to scalars, vectors,
and sometimes to matrices; we refrain from making distinctions among these. Finally,
let (E, &) denote an auxiliary measure space on the original filtered probability space

(Q,F, (‘Ft)l‘ZO’P)

A.1. Assumptions

Assumption A.1 (Price process). The price process of the underlying asset X; satisfies
the conditions (1)—(3) of Section 2.1. Moreover, letting ¢; = {a;, A;", A, }, these processes
obey,

t t
q = qo +/O b?ds+/0 /Ek(éq(s,x))ﬁ(ds,dx) +/Ek’(5q(s,x))ﬁ(ds,dx), (A1)

where x(x) = x is the usual truncation function, for which x(—x) = —x(x) and x’(x) =
x —x(x). The process (A.1) and its remaining components satisfy the following:

(@) 1g:17" and |g;—|~ ! are strictly positive;

(ii) 9 is the associated martingale measure of ¥, which is a Poisson measure on
R4 x E, having arbitrary dependence with the jump measure u, equipped with
compensator dt ® A(dx) for some o -finite measures 4 on E;

(iii) let yg(x) be a deterministic function on R with fR(Wk @) ADAdx) < 00
for some arbitrarily small : > 0 and some 0 < r < f, and furthermore let 7} be
a sequence of stopping times increasing to +o0o, then 07 (z, x) is assumed to be
predictable, left-continuous with right limits in 7, and with |67 (¢, x)| < yr(x) for
all 1 < Ty;

@iv) b? is an Itd semimartingale having dynamics as specified in equation (A.1) with
coefficients satisfying conditions analogous to conditions (ii) and (iii) above.

Assumption A.2 (Sampling scheme). As N — 00, p, = 00, and n — oo with p,, /n —
0, as well as withn =nV N and p,, = p, VN, we have for eacht = 1,..., T and each
maturity 7 € 7; that,

i) Nf /N E> xf and N;/N E) or where 7/ and p; are adapted to ]:50) with
infe1,7),re7, ¢ > 0 and sup,(q 7).7e7, 7f < 00 as well as infyey 7701 > 0
and sup; (1 )01 < 0.

(ii) For the grids of strike prices, let iy = min{i > 2 : k; (i) > k}, then uniformly for
each k € [k(t, 7),k(, 7)], we have N Az (ig) E> w1,z (k), where y; ¢ (k) is some
]_—(O) .

; -adapted process with,

inf B Wi, (k)>0, and sup w1,z (k) < oo.
1e1,T], 7Ty, kelk(t,7),k(t,7)] tel1,T], €Ty, kelk(t,7).k(t,7)]

(iii) Finally, we have the following finite relative limits for N, p,, n, n, and p,,,

N
— > w >0,
i

NI

N
D@20 =020 ad %—wzzo.
n n
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Assumption A.3 (Identification). For every € > 0 and 8 € ®, we have, almost surely,
for N sufficiently large,

L3 (ic(kj, 7, 1, 00) —x k) 7). Z1,60))

inf ZZ EMd N EM > 0.

(N=H1Zi =S 3n(10—-0oli<eh) 1275

Assumption A.4 (Differentiability). The function x(z,k, Z, 0) is twice continuously
differentiable in its arguments.

Assumption A.5 (Observation error: Consistency). For every € > 0,t=1,...,T, and

any positive-valued ]:(TO )—adapted process (¢ (k, 7) on the product space R x 77, which is
continuous in its first argument, we have for N — oo and 8 € @,

S Gk, ) (kK 7, S1,00) k(K 77, Z1,0)) €1 k1 p .
sup L0
(1Z:1=St11>)16-8p] >e) SN (e, S, 00) — (ky 75, Z1,6))

Assumption A.6 (Observation error: Central limit theory). For the error process, €
it follows:

() E(er k| FO) =0,
(ii) E(et k. .| }_(0))

argument

@tk z» With ¢y i being a continuous function in its second

(iii) € x,; and €y p ,+ are independent conditional on FO whenever (t,k,7) #
(', k', 1",
(iv) E(|e,’k’,|4|}_(0)) < 00, almost surely.

Assumption A.7 (Invertibility of the Hessian Matrix). The following matrix is positive
definite almost surely:

Z /“’ Rz (vex(k, 7,5,,00)Vgx(k, 7, S;,00) Vor(k,t,5:,600)V 5k, r,sf,e()))
k(1,7) u/”(k) Vzk(k,t,S:,00)Vexr(k,t,S:,00) Vzr(k,1,S:,00)V gz Kk, 1,8, 00)

These assumptions are similar to those in Andersen et al. (2015) and Todorov (2015)
for the option panel and price process, respectively. The main departure is Assumption
A.2(iii), which is needed to accommodate a central limit theorem with different rates of
convergence for different parts of the parameter and state vector. Its impact is detailed in
Section 4.3.

A.2. Definitions for the High-Frequency Estimators

This section provides additional details for the activity index and jump intensity estimators,
both for their definitions and for developing their joint asymptotic theory.

Exact expression for B, (p, u, ). First, let S  be a B-stable random variable with char-
acteristic function E(e/#58) = exp(—lulﬁ) and denote up p = (E|Sp [PYB/P With this no-
tation, we set,

/

uS 1Sp17
s(p,u,B) = | cos 1—/ﬁﬂ —C(p,u, p), ﬁ/ﬁ 1], uekRy,
Hp.p Hp.p
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where the standardized characteristic function C(p, u, ) is defined as,

s

2PT((1+p)/2)T(1—p/p) ]—ﬂ/l’

_—Cp il , -
Clp,u,p) = e “r/"",  with Cp,ﬁ—[ JaT(1—p/2)

(A2)
and I'(-) being the gamma function. Next, for u,v € R4, we then let,

¢(pou,v. ) = E(s(p,u, ps(p,v.p)),
G(p,u,p) = L =cop? Cppul, H(p,u,p) = G(p,u,p) (ﬁcp,ﬁ uh L 1).
P P P
Finally, we may write the bias-correction BB, (p, u, B) as,

Bn(Pa u, :B) = H(p> u, :B)C(zjz)(ps u,u, ,B)/(an) (A'3)

Exact expressions for Vs and \¥;. Using the definitions above, we may readily define
the asymptotic variances for the nonparametric high-frequency measures in Theorem 1 as,

2 ¢ (p,u,u, p) ¢ (p,0,0,8)
¥ o2 [ 2C 2 2C 2
log(u/v) Llog? C(p.u, HC* (P, )~ 10g> Cp.o. NC (P04
, ¢Vp,u0.p) ]
log(C(p,u, $))C(p,u, B) log(C(p,v, ) C(p,v,B) |’
eZA,u/g 1+ e—2ﬂ A,uﬂ —ZA,M/}
Y, = Y ( > —e , t=1,...,T. (A.5)

A.3. Definitions for the Hessian and Asymptotic Variance

This section defines the empirical and limiting Hessian matrices, which are used in the
proof and statement of Theorem 3. The definition of asymptotic covariance matrix in The-
orem 3 is also given.

Empirical Hessian matrix. For generic values of S and 6y, Z and 6, respectively,
define the Hessian,

Hgr (2,0) Hgrp(Z,0) Horgr(Z,0) Horo(Z,0)
Hyp(Z,0) Hy(Z,6) Hps(Z,6) Hya(Z,6)
H%Sr(Z,H)’HﬂSr(Z,H)/ Hg (Z,0) Hgrpa(Z,0) |’
Hya(Z.60) Hpy(Z.6) Hsra(Z.0) Hy(Z.0)

H(Z.,0) = (A.6)

whose elements along the diagonal, that is, the (g — 1) x (¢ — 1) matrix H% (Z,0),
the scalar Hg(Z,0), the T(p —1) x T(p — 1) matrix Hgr(Z,0), and the T x T

matrix H 4(Z, ), are defined as H g (Z,0) = diag (HST(Zl,O), L Hg (ZT,e)),
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H 4(Z,0) = diag (HA1 (Z1,0),...,Ha, (ZT,O)), and with,

T N

Hy(Z.6) = ZZV%KJ'(Z:,G)Veg'fj(Zr,e)’,
t=1j=1
T N

Hp(Z.0) = D> Vpj(Z:1.0)Vprij(Z:1.6) + dpnT,

t=1j=1
Ni

Hg (Z:,0) = szrxj(z,,e)vsrxj(z,,e)’,
Jj=1
N

Hp, (Z1,0) = D Vaxj(Z1,0)Vaxj(Z1,60) + ia pu,
j=1

fort =1,...,T. The remaining elements of the (¢ + T p) x (¢ + Tp) Hessian matrix (A.6)
have the same generic structure as the explicated diagonal elements and are, thus, defined
analogously.

Limiting Hessian matrix. The limiting Hessian matrix has the same block-wise struc-
ture as equation (A.6) and may be written,

Z=LioM+L,oT, (A7)
where the first scaled matrix in the decomposition, £ o M., is defined as,

My Jm Mg Mgs JGMyga
/_mMéSﬁ oMy JETMps Vo1 Mpa

LioM =
1 M/egsr «/wlM/ﬁsr Msf \/C_lMSfA
where, e.g., the (g — 1) x T matrix M96A = (M96A1 Yoo MHSAT) has column vectors,

k(t,7)
——Vyrk(k,7,8:,00) Varx(k,t,S:,00) dk,
o W”(k) o 1,00)Va 1,00)

Mra, = sz /k

for t = 1,...,T. The remaining elements of M are defined similarly, the only change
being the respective gradient arguments. The second term in the decomposition (A.7), £, o
I, is given by

Lr0oT = diag (0g—1yx1, @24 T, O7(p—1)x1- 244 LT),
with, again, 04 and ¢4 being d-dimensional vectors of zeros and ones, respectively.
Limiting covariance matrix. The (¢ + Tp) x (¢ + Tp) limiting covariance may be

decomposed, similarly to equation (A.7), as,

Q =LioC+LyoT oW, (A.8)
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where, as above, the first scaled matrix in the decomposition, £ oC, is defined as,

Cop  VmiCyp Coysr VOCoa
/wlc{%ﬂ w1Cp  J@1Cpsr Vo11Cpa

LioC =
! égsr JOiCher  Csr JTiCsra
VaCy s NTIlCpy ViiCory  01Ca
where, equivalently, the (¢ — 1) x T matrix C,96 A= (C% Apreos 036 Ay ) has column vec-
tors,

E(t,r) ¢
Cora = 71’/ Prkr_ g ric(k,7,St,00)Var(k,t, Sy, 00) dk,
05 Ar QrZT: o AL 1,00) Va t-60)

fort=1,..., T, and the remaining elements of £ oC are defined similarly. The additional
term in the second part of the decomposition (A.8), W, is given by,
W = diag (O(g—1)x1 4p 5. 07 (p—1)x1> Aa 1. ... Aa ¥7),

where ‘I’ﬂ and W, forr =1, ..., T, are defined as in Theorem 1.

A.4. Definitions for WPLS Estimation

This section defines the plug-in estimators for the WPLS objective function in equation
(22). Moreover, it provides the limiting asymptotic variances for the WPLS estimator in
Theorem 4 and Corollary 1. . N

Expressions for ‘i’ﬁ and ‘i’t. Letting 5 and A;, t = 1,..., T, be first-stage PLS esti-

mates of £ and A;, respectively, then we define the plug-in estimators ‘i’ﬁ and W4 as,

1 2 |: C(l,l)(p,u’u,g) + C(l’l)(p’l)’l)’,g\)

'*I‘ﬁ:

tog? u/v) Llog* C(p,u, BYC(p,u, B) 108 Clp, 0, B C2p0.B) o
_ C(l,l)(p’u’v’g) ’
10g(C(p. u, B)) C(p, u, B) 1og(C(p, v, B)C(p,v, B) I’
2.71,143 —ZB;l,uB ~
g, = 7 [ 1*e A S e (A.10)

2B 2

whose consistency for Wg and ¥; follows by Theorem 3 and the continuous mapping
theorem.

Limiting Covariance for WPLS. The limiting Hessian and covariance matrices for the
WPLS estimator have the same block-wise structure as for the PLS in (A.7) and (A.8) and
may be written as,

I° = LyoM?P + LHoT?, QY = L10CY + LroT? oW, (A.11)
respectively. First, for the Hessian, Z*, whose first scaled matrix, £ o M, is defined
as,

My MY, Mg JaMy,
«/W_I(Mzg'g)/ o My VIIMEsr JoiiiM,
Moy JEMbe) MY JTMY,

@(M%A)’ VIO (MEY VO MG, aMy

LioM" =
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: w w w
where, e.g., the (¢ — 1) x T matrix M%A = (M06A| Yot M%AT) has column vectors
that are defined by Ml@%A, = M%Al/w(@) for t =1,...,T. The remaining elements

of M™ are similarly adjusted versions of the corresponding element in MM using the
weight 1/w(¢;) at each point in time. The second term in the decomposition of Z*, that
is, £, 0T, is given by,

. T o 9
I = diag (0(_1)x1, —2—, O7(p— ‘
Lyo wg( =Xl TP (9 u%TT>>

Next, for the covariance matrix, Q" the first part in its decomposition, £] oC", is defined

as,
Cop Ty Cgs VaCya
£1ch _ ‘/wl(c%ﬁ)/ wlC‘é) ‘/wlcgsr «/wlgc%’A
(Czé)gsr)/ VAL (C%)Sr)/ C?r \/EC?rA
VaCy ) Vo ii (€)' Va €)' aCy
where, similarly, the (¢ — 1) x T matrix Cfg“éA = ( 5)5A. . "C¢1906AT) has column vectors

that are adjusted to account for the weighting as C‘%Al = C%AI /w(qﬁ,)2 fort=1,...,T.

The remaining elements of the first part £1 0C" are defined analogously using scaling with
1/ w(qﬁ,)z. The additional term in the second part of the decomposed WPLS covariance
matrix in (A.11), W™ is given by,

‘I"ﬁ 0 Yy Yr )
w(Wp) TPy (P )

WY = diag (O(q—l)xls

A.5. Auxiliary Results
LEMMA A.1. Under the conditions for Theorem 3,

T N,
Zt:I 21;1 VQSK(/CJ, Tja St3 00)5t,kj,1j

T N,
=1 2051 Vprlks i, Si.00)ér
N
ijll Vsrk(kj, Tjssl,a())el,kj,rj

L : L—s 172 Eg
/ N - C'"x
N Zj:TI VSrK(kj,Tj,ST,O())ET,ijj I*ES’
N E
Zj:ll Var(kj, 1, 51,00)€1 k7 A

N
ijT] VAK(kj, Tjs ST» OO)ET,k_,‘,‘r_,‘

where E96 and E 4 are defined in Theorem 3, ]::ﬂ and the T x 1 vector E A contain standard

Gaussian random variables, which are independent of each other and of the filtratation JF,
and the asymptotic covariance matrix, C, is defined through the Hadamard product in
equation (A.8).
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Proof. Follows by the same arguments as Lemma 1 in
Andersen et al. (2015). [ |

LEMMA A.2. Under the conditions for Theorem 3, the convergence in Lemma A.l and

Theorem 1 holds jointly, and further, the vectors (E, r,]::ﬂ,E’S,,I::%)’ and (Yg,Y',) are
o

independent.

Proof. Follows by the same arguments as Lemma 3 in
Andersen et al. (2015). ]

A.6. Proof of Theorem 1

First, it is more convenient to work with the dynamics of x = log(X) throughout the proof,
which by an application of It6 lemma (under P), is given by,

dx; = a;dt+/xﬁﬂ”(dz,dx). (A.12)
R

Next, for our analysis, it is easier to work with an alternative representation of x where
integration is defined with respect to a Poisson measure. To this end, we set,

7 () = Agle P 4 max{E (1) — Aglx| P10}, forx > 0, (A.13)

and vT. (x) is defined analogously. Using the Grigelionis representation (Theorem 2.1.2, Ja-
cod and Protter, 2012), and upon suitably extending the probability space, we can represent
the dynamics of x under PP as,

dx; = adt +/ 1w < AL, x> 0)1(z < vE (0)/F% (x)) x fi(dt, du, dz, dx)
JRE xRy x[0,11xR -

/ L < A, x <0)1(z < vE (x)/TE (x)) x i(dt, du, dz, dx),
JRE xRy x[0,11xR -

(A.14)
where u is an integer-valued random measure on Ry x R4 X [0, 1] x R with compensator

defined by dt ® du ® dz ® (V- (x) 1y <0) + 74 (x)1{x=0)) dx. Noting that £ > 1, we may
then write,

dx, = a, di +/ 1 < Af, x> 0)1(z < Aglx| P~ /5 (1) x fi(dt, du, dz, dx)
Ry xRy x[0,1TxR -
+/ 1w < A, x <0)1(z < Aglx| ™"~ /58 () x T (dt, du,dz, dx) + dY,,
Ry xRy x[0,1TxR -
(A.15)

where o is a drift term, which is a weighted sum of o and Ai, and Y is a “resid-
ual” process satisfying Assumption A in Todorov (2015). Importantly, note that the

two jump martingales in equation (A.15) have jump compensators A,+_ IX?% (x>0} and

— A@
At—|x|/)‘+l

a result, we can finally write,

L{x <0y, respectively. These correspond to time-changed stable processes and, as

dx; = a; dt + AL [VPas}t + A7 |VPasT + av,, (A.16)
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— . . ) .. A
where St and S~ are independent stable processes with Lévy densities IXI% ly~0 and

Ix_l/"/i_l 1, <0, respectively, and with zero drifts. This representation of x is used in what

follows.

We start with [?— /3, where we can follow the same steps provided for the corresponding
proof in Todorov (2015). Note that the setup in Todorov (2015) is more restrictive, assum-
ing A, = A,+. However, due the differencing of the increments of x in the construction of
our statistic as well as the fact that the summands do not overlap (in the sense that they use
different increments of x), the difference between the models here and in Todorov (2015)
is irrelevant. Hence, we have,

nT /2
>l +op(VAn), (A.17)
i=ky +1

where we set,
1 1
log(u/v) (nT]/2—kn
[cos(uA;‘/ﬁyl,'/{/‘s")—C(p,u,ﬂ) cos(Ay st = Cip.v., ﬁ)]
log(C(p,u, ) C(p,u, B) log(C(p,v, £))C(p,v, ) '

n

X =

(A.18)

with up g and C(p,v, ) given in Section A.2, and,

o _ |A oA, _|VE(Arst—Ar 1SH+14; oA, _IVE@ArsT— AT 57)
|A(i—2)A,l—|l/ﬁ '

(A.19)

Next, we turn to the difference A — A. First, using E —p = 0p(/Ap) as well as the fact

that ElA?xl < KA ,11/ p for some arbitrary small : > O (after appropriate localization), the
following bound holds foreachr =1,..., T,

pi Z [cos (uA;l/ﬁ(Agix x)) — cos (uA 1/ﬂ(Azlx— gi_lx))]
"iel (A.20)

= 0, (\/A,lf’>, V1> 0.

Now, using Assumption A.1 for the residual jump component in equation (A.15), Y, as
well as for the dynamics of the drift term in Assumption A.1, and the restriction for 8’ in
the theorem, we have,

E%[cog(m VP 0) = cos (uay P agly \ st)| = ep1//pn). (a21)
le

Moreover, by the dynamics of the processes A*in Assumption A.1, it follows that,

_ ZE—A(, yag _ —A,uﬂ = 0p ((pnA,,)l/ﬁ_’), V>0, (A22)

Pn
el

https://doi.org/10.1017/50266466618000373 Published online by Cambridge University Press


https://doi.org/10.1017/S0266466618000373

INFERENCE FOR OPTION PANELS IN PURE-JUMP SETTINGS 937

etz — A = o (AP, w0 (A.23)
Finally, using the uncorrelatedness of the summands below, we readily have,
1 —1 1 — A s
E Z [cos (MA,, /ﬁA(i/_ﬁz)AnSi") — ¢~ AG-Dan ] = 0p(1//Pn). (A.24)
el

By combining the above results and using a Taylor expansion, it follows that,

A=A = D i +op(/yPn), t=1,....T, (A.25)

; n
iell

where we denote,

A — uf — .
" l_e 2An (Lnt/2)=pn) an |:cos (uAn 1B 41/ Szn) — A2, u/f’:|’ if el

a = p (i=2)An~
0, otherwise.
(A.26)
Therefore, what remains to be proved is, that the vector
thg;ffl (v/nT X' /Pn (th i)tT:I) converges to the limit in the theorem (without

loss of generality, we can, and do, assume n > k; + p,). First, direct calculations as well
as our assumption for the dynamics of A,i imply,

B () =0, Ey (') =0, (A.27)
[nT]/2 s nT |nT]/2 ,
nT[:AZ;lIEz,-_z(m T pni:kz;lxﬁz,-_z(m,[) =¥ +0, (Vpudn). (A28)
[nT]/2 |nT]/2
VT /pn Z IEZ,-_Q (X,'n)(;rf,') = Op(\/pn/n), pn Z Egi—2 (Xsn,ixzn,i) =0, s#t,
i=kn+1 i=kp +1
(A.29)
[nT]/2 |nT|/2 ,
n2 > EE LG = 0p(/n). pE D ER LG = 0p(/pn).  (A30)
i=kn+1 i=ky+1

In addition, using the proof of Theorem 1 in Todorov and Tauchen (2012), we have,

[nT]/2 [nT]/2

Vi B U (Mo, = Moicya) 1 =0p(D), VBr D By ol (Main, = Mi—ya,)] = op(D),
i=kn +1 i=kn +1

(A.31)

for any bounded martingale M defined on the original probability space. Hence, by com-

bining the above results, we may apply Theorem IX.7.28 of Jacod and Shiryaev (2003) to

conclude that the sequence Z}lﬁ -/1-21 (VnT ', /Pu (1] i)tT:I) converges to the limit in

the theorem.
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A.7. Proof of Theorem 2

The consistency result follows by applying Theorem 1 in conjunction with the same argu-
ments provided to establish consistency in Theorem 1 of Andersen et al. (2015).

A.8. Proof of Theorem 3

By utilizing the consistency result in Theorem 2 as well as differentiability of the implied
volatility function, we have that 6, B { },:1 7 and {At}, 1,...,7 with probability
approaching one, solve,

SIS R —x(50.0) Vg (51,0) = o,
S S (=K (50.0) Vi (81,8) + inT (B-B) =
Z,N:l] (%1,j —x;j(S1.0)) Vsrxj(S1,6) = 0,

Nt (A.32)

Z: (®r.j —x;(87.,0)) Vsrx;(S7.0) = 0,
>

szl (®1,; —#j(51.0)) Var;(81,0) + 24 pn (Kl —:le) =0,

z,N_T] (R, —x;(87.0)) Var;(81.0) + 24 pu (A —Ar) =0

Next, by a first-order Taylor expansion for (A.32), the mean-value theorem and Assumption
A2,

§£—9/; 896
W, HW,)W;! lg’»’:g = W, ‘gSﬂ + 0p(Wy), (A.33)
A-A Sy

where the (¢ + Tp) x (¢ + Tp) Hessian matrix H = H (S 0) is defined by equatlon (A.6)

for some intermediate values of the state vectors S € [S S1] and parameters 0e [9 o1,
and with score functions given as,

T Nt T Nt

806 = ZZQJ V%KJ‘(SI,O()), Sﬂ = zzfz,]‘ Vﬂ"j(st’go)‘i‘lﬂ”T(ﬁ_ﬂ)’
1=1j=1 1=1j=1
Ni
Sy = (S Sr), with Sstr = Zflvf Vsrkj(St,09), and
j=1
Nt
Su = (SapssSap)s with Sx, = D €,jVarj(S1.00) + a pn (A1 — A).
j=l

The o0, (W) term in equation (A.33) comes from (higher-order) Taylor expansion
effects of the gradient as well as second-order derivatives of the form, e.g., (B —
£ Zszl ZJ]V;1 €,jVppr;(St, 0), which are both asymptotically negligible in the present
setting, since 7T is fixed, see, e.g., the equivalent expansion in Section 8.3.2 of Andersen
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. ~ P = P .
et al. (2018). Now, since 8 — 0y and S; — S; fort =1, ..., T, uniformly, by Theorem

2, and we have that the mesh of the log-moneyness grid NF Ag (ig) E) W1, 7 (k) uniformly
on the interval (k(z, 7), k(¢, 7)), in addition to,

n N
— > wy, - — wy, — =, _P_n — {2, —pn%O,
n n n

n n
by Assumption A.2 as well as the function « (k, 7, Z, 0) being second-order differentiable
in their arguments by Assumption A.4 for any finite Z and 0, we may combine results to
establish convergence for the Hessian matrix,

w,BEW, 5 T, (A.34)

locally uniformly in Z and 6, where the (¢ + Tp) x (¢ + T p) limiting matrix Z is defined
in equation (A.7). To see this, note that we may write the elements along the diagonal as,

T N;

1 -~ N, 1 o o P

~ Hy(Z2,0) = Zﬁ ﬁ’Zvﬁgkj(ztae)ve(’,’fj(zug)/ - My,
=1 j=1

N
T N;
1 P N N; 1 = = P n P
SHy(Z,0) = = > L SV (Z,,0) Vi (Z,,0) + is =T - oM g T,
= Hy(Z,0) ﬁéNMH i (21, 0) Ve (Z1,0) + A — o My + iy
1 R A - S
~Hg(Z,0) = — — > Vgj(Z1,0) Vs x(Z1,0) > My,
N N NS i
1H(Zé) NN[I%:VK(Z 0)Vari(Z0,0) + 4 28 5 o My + 022
= A 5 = = - AKj ts AKj s A — ¢l A C2LAS
Pu P N Ne& o Pn ‘
fort =1,...,T. As equivalent probability limits for the off-diagonal elements follow sim-

ilarly, the asymptotic distribution result in Theorem 3 is established by using equation
(A.34) in conjunction with Lemmas A.1-A.2 and Theorem 1 for (A.33), the continu-
ous mapping theorem and Slutsky’s theorem, as well as the invertibility of Z implied by
Assumption 7.

A.9. Proof of Theorem 4

First, by Theorems 2 and 3, we have the bounds [|§" — oyl < 0p(1/4/N), ||E—,B|| <

0p(1/5/), 18" = 87|l < 0,(1/v/N) and | A~ Al < 0p(1/{/B,). Next, make the de-
composition,

N[ Nt
N 1 A A - . N 1
=g 2t = H0 0+ wi HY = S i,
j=1 j=1
2 1 3 13 2
2 = i 2060 (1.(51.00) —x;.1(51.8) = 2 (650(51,00)=x:,(51.9)°
j=l j=1
where ¢; ; = ¢y, ki is used as shorthand notation. Hence, by applying the above consis-
tency bounds in conjunction with Assumption A.6, we have |<$t(2)| + |<]3t(3)| < 0p (N’_l)
for some arbitrarily small 7 > 0. Together with ‘i‘ﬂ E> g and ¥, E) ¥Y; by Theorem 3
and the continuous mapping theorem, we can use exactly the same arguments as provided

for Theorem 5 in Andersen et al. (2018) in conjunction with WPLS equivalents to the
expansions (A.32) and (A.33) as well as Theorem 1 to establish the result.
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A.10. Feasible Inference

For better finite sample performance, we propose feasible inference that contains higher-
order adjustment terms relative to the limit result in Theorem 1. These terms account for the
use of Ein the construction of A as well as the nonlinear transformation of the empirical
characteristic function used in the design of the estimator A. Specifically, we first denote
by ‘/Ijﬁ and W 4 the estimates of ¥4 and W 4 constructed by plugging in ﬁand A. Then,

we set
¥ Al
T ar ( A0 A 10g(u)) T
B A - A ~ A I
— (A1 1 Alog(w) 14 L (A1 4 Alog() (A2 + Alogw)) 1

< ’\Adj lIIAdJ>
= Adj s Ad) |
w,w,

(A.35)

and a T x 1 vector 3 4 with z-th element given by

2808 (W 41,1 ¥
e (Hawn) | A§1 Zn—L (A.36)

2 Pn B nT

With this notation, we have the following feasible version of Theorem 1:

= Adj\ ~1/2 B—p L (Yp
(T*) aisa-a)= (V1) (37

where (Y B Y%) is a vector of standard normals. The above higher-order expansion result
accounts for the dependence between the estimation error in the jump intensities across the
different days and with that from the recovery of £. These dependencies stem from using
E in the construction of the estimator A. Furthermore, the asymptotic bias correction of A
is due to the nonlinear transformation of the empirical characteristic function used when
forming A. The derivation of the above result follows trivially from applying the properties
of stable convergence and the limit result in Theorem 1.

With the above convergence, the asymptotic result in Theorem 3 can be made feasible by
using plug-in estimators of the Hessian and asymptotlc covariance matrices. Specifically,
using the notation in (A.6), the estimates @ (0 B) and S = (S A) may be used to
form

I=W,H(S,0)W,, (A.38)

which, by continuous mapping theorem is a consistent estimate of Z. Next, for the estima-
tion of the asymptotic covariance matrix, €2, let us first define our estimate for the option
observation error,

é,j = ;—1;(51.0). (A.39)
then we can estimate the first component of (A.8) as W, L:/lo\c W, with
8@6 Corp Cors Cora
c/lo\c _ Carﬁ Cﬁ Cﬁsr CﬂA ’ (A.40)
Cgrsr Cﬁsr Cs Cgra
ce(;A cﬁA Csra Ca
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whose elements along the diagonal, that is, the (¢ — 1) x (¢ — 1) matrix agr the scalar
Cﬁ, the T (p — 1) X T(p — 1) matrix Csr and the T x T matrix CA, are defined as Csr =
dlag(Csr . CSr) CA fdlag(CAl,.. CAT) and with,

N T N e T Nt PN o~ o~
Cyr = ZZgﬁjvgéxj(s,,e)v%xj(s,,e)’, Cp = ZZeijvﬂKj(s,,e)vﬂxj(sz,o)’,

()
r=1j=1 r=1j=1

R N R N; o o
Csr = D& Vsrxj(S1,0)Verj(51,8), Ca, = D Varj(51,0)Vax;(S:,6),
j=1 j=1
fort =1,...,T. The remaining elements of the (¢ + Tp) x (¢ + Tp) covariance matrix in

(A.40) have the same generic structure as the explicated diagonal elements and are, thus,
defined analogously.

The second component of (A.8) may be estimated as W, £, 0 A o W W, where

0g-nx@g-n  O@-nx1 Og-x7(p-1  Og-1xT_
Lzo/A\o‘I’ _ O1x(g—1) (HT)2 ad 01x7(p-1) iﬂiA(nT)Pn‘I’ﬂAJ
07 (p—1)x(g—1) OT(p ])x/l\ O7(p-DxT(p-1)  OT(p- DX
07 x(g—1) iﬁiA(nT)pn‘pAﬂJ O7x7(p—1) ApnlpA
(A41)

Altogether, we have
& =W, (E1oC+LyoA 2 W)W,

which, by using similar arguments as for the proof of Theorem 3 in Andersen et al. (2015)
and the feasible limit result in (A.37) above, is consistent for €. Hence, using  and Z, we
can draw feasible inference on the basis of Theorem 3 in conjunction with the continuous
mapping theorem and Slutsky’s theorem. The feasible version of Theorem 4 is designed in
an analogous way.

A.11. Parametric Option Price Computations in the Monte Carlo
Study

To compute the option prices for the parametric model in (24)—(25), we solve for the con-
ditional characteristic function of X; and then apply Fourier inversion techniques. Specifi-
cally, the model in (24)—(25) may be written as a time-changed Lévy process:

t

Xy =Yg, with T; =/ Agds and dA; =—kAidt+dL;. (A42)
0

Here, T; is usually referred to as the business clock and A; represents the corresponding

activity rate. In our model specification, and since Y; and A; are independent, the con-

ditional characteristic function of x;4; = In(X;4;) (with 7 > 0), ¢y (1) (with u € C), is
equal to

¢X (M) = ]Et [eux’“ ] = ]Ef [e@}' (u)Tt+r ],
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where ‘i’y (u) =Yy u)—"¥y(1), ¥y(u) being the characteristic exponent of the Lévy pro-
cess y; = In(Y;), given by:

w=arept =ty u\h
Wy () = ApT(=p)2 {(1 /1) +(1+/1) 2,
where Ap is the function of £ defined in equation (3). As shown in Carr and Wu (2004)

and Filipovi¢ (2001), ¢ («) is an exponentially affine function in the current value of the
activity rate A; and the log-price x;,

ox(u) = eC(7)+b(T)A1+uX1,
where ¢(r) and b(t) are the solutions to the following ordinary differential equations:

b () =Py () —kb(t), @) :/]R+ (l—e_zb('))m(z)dz,
0

with boundary conditions ¢(0) = 0 and »(0) = 0 and with m(z) being the Lévy density of
the inverse Gaussian process:

In this setting, the unconditional expected value of A; is E[A;] = ¢ /7 /(k/uL), while
the unconditional annualized variance of the log-return process equals 2E[A/] x Agl"(2 —

B)AF~2.
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