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Abstract

The increasing availability of intraday data as well as the increase in com-
putational power has created an interest in the calculation of volatility and
correlation using high frequency data instead of the more commonly used
daily/weekly /monthly data that is available. However, on a high frequency
scale, financial time series are not evenly spaced or synchronous, and there-
fore standard methods of calculating volatility and correlation cannot be di-
rectly applied. This dissertation evaluates a method proposed by Malliavin
and Mancino [22] that uses a method based on Fourier series analysis to cal-
culate the univariate and multivariate volatility. This method is compared
with the traditional methods of estimating volatility and cross-correlation
from tick-by-tick (high frequency) data in the context of an emerging mar-
ket.

In the case of evenly spaced data, we found that the Fourier method
compares very well with classical methods and provide smoother estimates.
In the case of high frequency data, we confirmed and extended the results
of Tori [34] and found that the Fourier method gives better results than the
realised volatility estimator in terms of generating smooth estimates with
a lower bias and root mean squared error, which are also less sensitive to
the choice of returns time scale. It is conceptually superior to methods that
use interpolation and is also model independent. In addition, the Fourier
method guarantees a positive definite matrix, which is not the case with
other classical methods.

The dataset analysed in this paper is the two-and-a-half year tick-by-tick
trades executed on the JSE Stock Exchange from May 2002 till October
2004. The dataset was provided by Deutsche Bank South Africa.
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Chapter 1

Introduction

1.1 Background and Motivation

The volatility of a financial instrument is a measure of the uncertainty about
the returns provided by the instrument and is therefore one of the most im-
portant parameters in asset pricing, optimal asset allocation and risk man-
agement. Unfortunately, volatility cannot be directly observed and must
therefore be estimated from historical data. While Black, Scholes and Mer-
ton made the assumption that volatility is constant when they established
their theory of option pricing [12], recent financial econometrics literature
has shown that volatility is in fact time-varying with a high degree of per-
sistence [39]. Since the seminal paper by Engle [10], the development of new
tools for volatility measurement, modelling and forecasting has therefore
been, and still is, a topic of active research.

Volatility can be computed through parametric or nonparametric meth-
ods. We use the framework proposed by Andersen and Bollerslev [39] to
categorise the various volatility modelling procedures.

In the case of parametric methods, the expected volatility is modelled us-
ing a functional form of variables observed in the market. Parametric meth-
ods include discrete-time volatility models such as ARCH models, where the
volatility depends on past returns and other directly observable variables
only, stochastic volatility models, where past returns as well as latent state
variables are used, and continuous-time volatility models, where the instan-
taneous volatility is explicitly modelled with possible additional volatility
dynamics. In addition to these three separate model classes, so-called im-
plied volatility approaches also figure prominently in the literature. The im-
plied volatilities are based on a parametric volatility model for the returns as
defined above, along with an asset pricing model, such as the Black-Scholes
model, and an augmented information set consisting of option prices and/or
term structure variables. Implied volatility methods depend on a liquid
derivatives market, which is not available for most derivatives traded on the



JSE.
Nonparametric methods address the computation of the historical vo-

latility without assuming a functional form of the volatility. As volatility
changes over time, its computation through nonparametric methods focuses
on small time windows (daily, weekly, monthly) and high frequency data
is employed. In the case where volatility is measured using high frequency
data most, if not all, of the emphasis in the literature has so far been on
nonparametric methods.

In this paper, the focus of the study will be on measuring volatility using
high frequency data and nonparametric methods. This is a topic that has
gained much interest from both the professional and academic communities
in recent years. Jungbacker [3] defines high frequency data as data obtained
by collecting all prices in a certain period. In finance literature, this usually
means that observations are recorded trade-by-trade. The trade-by-trade
data is regarded as the ultimate high frequency collection of prices. In a
time scale of seconds, multiple trades may even occur within the same time
interval, although this is unlikely. It is, however, more likely that many
prices will be 'missing’, since trades do not take place every second in most
financial markets, especially not in emerging markets such as South Africa.

But why do we want to measure volatility using high frequency data?
Zumbach, Corsi and Trapletti [15] give a simple explanation via the following
question: Given one realisation of a random walk with constant drift u
and volatility o, what are the minimal sufficient statistics to estimate the
variables p and ¢7 For the drift, only the start and end points are necessary.
Thus, there is no need to use high frequency data. However, for the volatility,
all the increments help in getting a better estimate, and the omission of any
of the original data implies a loss of information. Hence, we should use data
at the highest frequency available, i.e. trade-by-trade data. This point was
also proved in this paper, where it was shown that more accurate volatility
estimates are obtained from high frequency data than daily data. It should,
however, be noted that high frequency data should be handled with care,
because the observed asset returns could contain error or noise.

A common practise is to estimate volatility from the sum of the frequently-
sampled squared returns, known as the realised volatility. Most of these
methods assume that price series are evenly spaced. In [39], Andersen and
Bollerslev have, however, shown that the squared daily returns provide a
poor approximation of realised volatility. More accurate results are obtained
with the sum of squared intraday returns. Unfortunately, returns, i.e. high
frequency data, is not necessarily evenly spaced. To overcome this problem,
most classical methods throw away some data by making use of some sort
of imputation or interpolation scheme to create evenly spaced time series
from the unevenly spaced high frequency data. This could lead to biased
estimates [8]. In addition, the calculation of the volatility involves a sort
of numerical derivative. This is not always desirable, since it is well doc-



umented that differentiation of empirical functions often generate a large
instability [22].

In this dissertation, we specifically investigate a nonparametric method
proposed by Malliavin and Mancino [22] based on Fourier analysis to mea-
sure volatility exploiting high frequency observations. The Fourier method
enables the measurement of instantaneous volatility and the so-called inte-
grated volatility. A key point is that volatility is reconstructed as a function
of time. This feature is essential when stochastic derivation of volatility
along the time evolution is performed as in contingent claim pricing-hedging
[41], [27]. An additional benefit of this method is that it can be generalised
to the multivariate case, i.e. the measurement of cross-correlations or co-
variances.

The Fourier method has been evaluated in the literature, but so far,
all simulations have been based on models chosen to represent liquid stock
markets, such as stocks from the S&P100. We evaluate this method in the
South African context, where time series are less liquid. The results obtained
are compared to that obtained from the realised volatility estimator, which
will be discussed in the next chapter. The comparison is done through Monte
Carlo experiments. The results on empirical data are then reported.

1.2 The Literature

This section briefly refers the reader to some recent literature related to
volatility estimation, especially realised volatility, and then gives a compre-
hensive overview of papers written on the Fourier method.

Volatility has been one of the most active areas of research in empirical
finance and time series econometrics during the past decade. Andersen and
Bollerslev [39] provide a unified framework for categorising the various vo-
latility concepts, measurement procedures and modelling procedures. They
define the different types of volatility and thoroughly survey the parametric
and nonparametric approaches to volatility modelling. Bollerslev [4] pro-
vides a selective summary of the most important developments in the field
of econometrics over the past two decades, focusing primarily on ARCH and
GMM models. Aboura [1] reviews local and implied volatility models, while
Barndorff-Nielsen and Shephard [30] provide a comprehensive overview of
the econometrics of nonparametric estimation of the components of the vari-
ation of asset prices. Litterman and Winkelmann [36] give an overview of
the problems encountered in the multivariate case.

There exists a large body of literature on the estimation of the volati-
lity through the quadratic variation formula called realised volatility, start-
ing with papers by Andersen and Bollerslev [38] and Barndorff-Nielsen and
Shephard [29]. For a comprehensive overview of the topic the reader can
refer to [31], which recalls the fundamental result that realised volatility is



a consistent estimator of quadratic variation and derives the rate of con-
vergence of realised volatility to quadratic variation. In [28], the moments
and asymptotic distribution of the realised volatility error is derived when
intraday data is used. In [35], Hansen and Lunde investigate the behaviour
of realised volatility in the presence of market micro-structure noise, while
Bandi and Russel [13] show that the realised volatility estimator diverges to
infinity almost surely when noise plays a role, as in a realistic price formation
mechanism.

The volatility estimator to be evaluated in this paper, known as the
Fourier estimator, was first introduced by Malliavin and Mancino [22].
While most of the classical estimators are built on evenly sampled obser-
vations, they proposed an estimator based on Fourier series analysis that
overcomes many of the problems encountered when volatility is measured
using high frequency data, without using interpolation to convert the un-
evenly spaced time series to evenly spaced series. This method is based on
the integration of the time series, rather than on its differentiation, and is
nonparametric. This makes the method well suited to financial market ap-
plications, in particular for the analysis of high frequency time series and
for the computation of covariances.

In [23], the results obtained in [22] are generalised by obtaining an iden-
tity which connects the Fourier transform of the volatility with the Fourier
transform of the variation of the price process. Moreover, they provide the
almost sure convergence of the proposed estimator to the volatility function
and provide a limit distribution theory for the error. This method has the
additional advantage of always providing a positive estimate of the instan-
taneous volatility. This is not the case with the original Fourier method.
Both cases, however, provide identical positive estimates for the integrated
volatility.

The Fourier method was first evaluated by Reno [37], where it was used
in an attempt to better understand the dynamics underlying the Epps effect
- the phenomenon of a drop in correlations among stocks when the sampling
horizon is decreased. (See [11] for more information on this phenomenon.)
This was also the first time the Fourier estimator was used to estimate cor-
relations. It was found that the method is well suited to the time structure
of high frequency data and computed correlations in a precise way when
tested on Monte Carlo bivariate experiments.

In (6], simulations of the continuous-time GARCH model are used by
Barucci and Reno to show that the method performs well in computing
integrated volatility. It is also shown that the forecasting performance of
the GARCH model is improved with respect to what is established when
classical methods are employed.

In the paper by Hog and Lunde [9], an estimator of integrated volatility
using wavelet methods is derived. They demonstrate that the performance
of this estimator is indeed as good as the Fourier based method, but compu-



tationally the wavelet based method is preferable. The main disadvantage
of this method is that it cannot be extended to the multivariate case.

In [26], Nielsen and Frederiksen consider the wavelet method in com-
parison with the Fourier estimator and realised volatility. The estimation
methods are compared in a simulation study using a number of different
data generating processes, which reveals a general robustness toward persis-
tence or jumps in the latent stochastic volatility process. They found that,
when looking at the root mean squared errors (RMSE), the Fourier method
is superior to the other two estimators, while having only a slightly higher
bias.

In [33] and [34], Precup and Iori compare the Fourier method with re-
alised volatility using linear interpolation and the weighted realised volatility
method proposed by Dacorogna et al [25]. In [33], the univariate case is ex-
amined, while [34] looks at the multivariate case. The three methods are
tested on simulated data and actual trades time series, where it is found
that the Fourier method is better than the other two methods in generating
smooth estimates, which are not oversensitive to the choice of the returns
time scale.

In [19],[20] and [21], Kanatani proposes a new framework building on the
theory of quadratic variation. In this context, the Fourier method, realised
volatility and a method named raw data realised volatility are evaluated and
an explicit link between these methods are derived.

1.3 Outline of the Dissertation

The outline of the rest of the dissertation is as follows: Chapter 2 covers
the theoretical background. We start by looking at important concepts
and definitions related to the study of volatility and then take a detailed
look at the Fourier method and its derivation as proposed by Malliavin
and Mancino [22] in Chapter 3. In Chapter 4, the results of the estimator
in the univariate setting are considered by evaluating the performance of
the different estimators using Monte Carlo experiments. The behaviour of
the estimators when empirical data is used is also considered. Chapter 5
examines the multivariate case, while Chapter 6 concludes. Note that the
appendix contains a glossary of terms.



Chapter 2

Theoretical Background

In this chapter, we review some of the fundamental definitions and theorems
surrounding the concepts of volatility and correlation that will later be used
or quoted in this research.

2.1 Volatility Basics

Assume, as is done in most modern finance theory, that all measurable
economic data p are driven by semi-martingales. We remind the reader of
the definition as expressed in [31].

Definition 1 Suppose p(t) is a stochastic process and that for ease of expo-
sition we assume that p(0) = 0. Then p(t) is said to be a semi— martingale
if it is decomposable as

p(t) = a(t) +m(t),  a(0) =m(0) =0,

where a(t), a drift term, is a process with bounded variation paths i.e. the
real function & on [a,b] is such that

SI;PZ |?‘(33i) —afz;-1)] < o0,

where the supremum is taken over all subdivisions k of a,b], and m(t) is a
local martingale.

Now, specifically assume that p is such a univariate semi-martingale
which has its It6 stochastic differential equation (SDE) given by

dp = odx + (dt, (2.1)

where ¢ and § are random processes satisfying some hypothesis. In this case,
they are uniformly bounded functions depending upon time. No parametri-
sation of the process is assumed. We call o2 the instantaneous or spot



volatility, while § is a drift function representing expected return. The z
is an independent Brownian motion, where Brownian motion is defined as

follows:

Definition 2 A one-dimensional stochastic process (By — t > 0) is called
a standard Brownian motion or a Wiener process if and only if:

e Continuous sample paths: The map t — Bi(w) is continuous for
almost all w.

e Independent increments: Given 0 < tg < t; < ...t,, the random

variables
Btk_Btk—l’ :IC:].,...,TL (22)

are mutually independent.

e Normally distributed increments: If 0 < s < t, then

By — By~ N(0,t — s). (2.3)

Malliavin and Mancino [22] refer to Equation 2.1 as the Bachelier paradigm.
Under these assumptions and using It6 calculus, the instantaneous volatility
of the process p, at time t, where 0 < ¢ < T, is obtained by

o* = lim ~[El(p(t + ) - p(1)*| ], (24)
where E[.|F;] denotes the conditional expectation operator with respect to
the o-field F} generated by the full observation of the process until time ¢
(23].

Since volatility measurement takes place over discrete time intervals,
volatility is mainly computed relying upon the quadratic variation formula.
We recall the definition.

Definition 3 Let p(t) denote any semi-martingale. The quadratic variation
process < p >y, t € [0,T] associated with p(t) is formally defined by

N
<p>=lm) (p(si) = plsi-1))? (2.5)
i=1
where 0 = 59 < 81 < ... < sy =T and the limit is taken for max;|s; —

Si-1] = 0 as N — oo.

The following theorem summarises the relationship between instantaneous
volatility (%), integrated volatility (02,7) and quadratic variation (< p >;)
under the Bachelier paradigm (Equation 2.1) as shown by Malliavin and
Mancino [22].



Theorem 1 Assume that the instantaneous volatility function o and the
drift term [ are uniformly bounded, then almost surely we have the identity

< p>= /Ot a?(t)dt, (2.6)

where

2m
g = / o2 (t)dt 2.7)
0

is known as the integrated volatility.

Therefore, for each path of the asset p, < p >; converges to the integrated
volatility. Thus, a single path of the asset - which is all that is available - is
sufficient to calculate volatility using the quadratic variation.

In this paper, the object of interest is the integrated (cumulative) vola-
tility, denoted by a% nr- This is the relevant volatility measure for option
pricing and the parameter of interest for econometricians.

From the above, we know that, if we have M + 1 evenly spaced observa-
tions of a process q(jT/M)inO, the integrated volatility can be measured as
follows:

L 9T, (G-1T,,
Finr(M) = S a(hr) — a( L) (28)

j=1

This is known as the realised volatility of the process q(t).

The definition and analysis of realised volatility in financial return series
has attracted considerable interest in the literature. See, for example, [39]
and the references therein for a review.

Note that some authors use the term realised variance for the quantity
(2.8) while the term realised volatility is then used for the square root of
this equation. We shall use the name realised volatility when referring to
(2.8).

By definition, realised volatility is a consistent estimator of integrated
volatility. This result was strengthened when Shephard [29] showed that
the convergence of realised volatility to integrated volatility happens at a
rate of /M. However, although the calculation of the realised volatility
is well defined and rather simple, a number of unresolved issues exist with
respect to application of the rule and interpretation of the results in the
high frequency data domain. The main problem is that the data input is a
time series with homogeneous, i.e. equal, spacing between ticks. When we
work with daily/weekly/monthly data, this requirement is easily satisfied.
However, high frequency data is often unevenly spaced with the trade-by-
trade data having different frequencies which may or may not overlap.

Most methods to solve this problem make use of some form of imputation
or interpolation. In Dacorogna et al [25], some interpolation techniques,



including linear interpolation and previous-tick interpolation, are discussed.
We adopt their notation.

When constructing M + 1 evenly spaced data points q(jT/]VI)inO from
p(tk)ﬁlzo, where N is the number of raw observations and M is the number
of evenly spaced data points, the data manipulation is as follows:

T, (1= pj)p(ty) + pjp(t;L) linear interpolation
q(ﬁ) N p(tj‘) previous-tick interpolation
where
GT/M) —¢;
pj = T (2.9)
1)
t: = max(t; : t; < jT/M),

th = min(t : t; > jT/M).

Thus, when using previous-tick interpolation, the time-line is split into
evenly spaced intervals and the last observation is used inside each inter-
val. Note that the number of observations, N, should preferably be much
higher than the number of evenly spaced data points, M, to avoid using the
same observation more than once. In interpolation methods, the point corre-
sponding to the evenly spaced interval between the observed market prices
in a given interval is taken. While these methods give homogeneous and
equally spaced time series, there is the possibility that they will introduce
a false bias into the univariate and multivariate volatility calculations. This
was shown by Barucci and Reno [7]. Kanatani [20] calculates the theoretical
bias and notes that the bias is more pronounced when the time window is
more finely divided, the interpolated time point is far from the observed
time points, the intervals are coarsely-sampled or the volatility is large. In
the case of previous-tick interpolation, it was shown that the realised vola-
tility is unbiased. We will therefore use this method in our implementation
of realised volatility when high frequency data is used.

If high frequency data is available, the granularity of the realised vola-
tility estimator is determined by the choice of M. For example, if we have
data for every minute of a 24 hour day, i.e. 1440 observations, choosing
M = 288 will correspond to 5 minute returns. While additional informa-
tion could be obtained when the value of M is high, it could also increase
the sensitivity towards micro-structure effects in the market, for example
measurement errors. In [42], Mykland, Ait-Sahalia and Zhang look at the
optimal sampling frequency in the presence of market micro-structure noise,
and conclude that the answer is to model the noise term and then sample as
frequently as possible. In our implementation of realised volatility we will



restrict ourselves to modelling realised volatility in its standard form, using
different values for M.

Another problem with using realised volatility is that the calculation
of the instantaneous volatility involves a numerical derivative, while it is
well documented that differentiation of empirical functions often generates
a large instability [22]. In addition to the above, it was shown that, since
not all of the available data is employed, the power of statistical tests are
reduced.

An extension to realised volatility was examined by Kanatani [19]. Like
the realised volatility estimator, this method is also based on the quadratic
variation formula. While the formal definition for realised volatility is stated
in terms of equally spaced observations, the extension makes use of all the
raw data and does not assume that the data points are evenly spaced. This
is given by

N
ok =Y (Ap(t:)?, (2.10)
=1

where Ap(t;) = p(t;) — p(ti—1). To distinguish the standard realised volati-
lity estimator given by (2.8) from (2.10), we employ the same terminology as
[19] and refer to this estimator as the raw data realised volatility or RDRV.
This estimator is based on the results of Andersen and Bollerslev [40], where
it was shown that the classical realised volatility estimator is a consistent
estimator of integrated volatility and that the consistency result does not
require the observations to be evenly spaced, only that the maximum dis-
tance between observations goes to zero in the limit. This requirement can,
however, not always be effectively realised in an illiquid market such as the
South African market. In addition, the granularity of the raw data realised
volatility estimator cannot be adjusted.

In this paper, we will focus on the method proposed by Malliavin and
Mancino [22] and extended in [23], where volatility is calculated in the con-
text of Fourier series. This method is discussed in the next chapter.

2.2 Correlation Basics

The concept of realised volatility also has a multidimensional counterpart,
which can be defined as follows: Given two processes p; and ps, the instan-
taneous correlation of the processes at time ¢, where 0 <t < T, is obtained
by

¥2 = lim %[E[(pl (t+h) — p1(t))(p2(t + h) — p2(t))]| FY], (2.11)

where E[.|F;] denotes the conditional expectation operator with respect to
the o-field F; generated by the full observation of the two processes until
time ¢.

10



In addition, the concept of quadratic variation can also be extended to
the multivariate case. This is called the quadratic covariation and is derived
from the quadratic variation by the polarization identity

1
<pup2>= (<prtpaprtpe> = <pL-papr-p2>).
Theorem 1 can be extended to show integrated covariation can be cal-

culated using the quadratic covariation in the same way that integrated
volatility can be calculated using the concept of quadratic variation [22].

11



Chapter 3

The Fourier Estimator

3.1 The Fourier Estimator

In this section, we present the method proposed by Malliavin and Mancino
[22], henceforth called the Fourier method.
This method needs only the assumption that the quadratic variation of
the economic time series of interest is bounded. This will be true if we
suppose that all measurable economic data p are driven by semi-martingales
(See Definition 2.1), which have their 1t6 stochastic differential given by the
Bachelier Paradigm (See Equation 2.1).

Using It6 calculus, the instantaneous volatility matrix of the process p
is obtained from:

ol B = pi®) (pa(t + h) — pa(t))
5 = lim[E5= e LIRS (3

where E[.|F| denotes the conditional expectation operator with respect to
the o-field F; generated by the full observation of the two processes until
time ¢ [23]. The relationship between ¥L(¢) and the diffusion process

dp’ = Zo{dmi + Bdt (3.2)

is given by

D ORDIACLAGE (3.3)

For the rest of this chapter, we will focus on the univariate case, and will
therefore omit the indices.

The main idea behind the Fourier method is to construct the volatility
matrix X by applying the classical Fourier-Féjer inversion formula to its
Fourier coeflicients, which are in turn obtained from the Fourier coefficients

of dp.

12



The Fourier coeflicients of dp are defined as

1 2w

ap(dp) = o /. dp(t), (3.4)
27

an(dp) = % /0 cos(kt)dp(t), (3.5)
27

be(dp) — -71; /0 sin(kt)dp(t). (3.6)

Similarly, the formulae for the Fourier coefficients of the volatility are

given by

1 27

w(®) = 5 [ S (3.7)

w(®) = + /27rcos(kt)2(t)dt, (3.8)
T Jo

(D) = - /27rsin(kt)2(t)dt. (3.9)
T Jo

The instantaneous volatility matrix ¥ can then be reconstructed from
its Fourier coefficients by the Fouricr-Féjer inversion formula [22] given by
Yok
X(t) = 1\}1_I’noo (1- N)(ak(E) cos(kt) + bi(X) sin(kt)), vVt € (0,2m). (3.10)
k=0
The advantage of using this inversion formula instead of any of the many
other inversion formulae is that, if ¥ is a positive function, the approximation
given by Equation 3.10 will again be positive [22]. We refer to 3.10 as the
Fourier estimator.
For numerical applications, the formulae for the Fourier coefficients for
the return series dp and the volatility ¥ need to be discrete.
First, we need to rescale our irregularly spaced observations [ti,...1,]
into the interval [0, 2] using the formula

27(t; — t1)
Ty = ———
! (tn - tl) ’

The integrals for the Fourier coefficients for dp can then be computed by
integration by parts to obtain

j=1,...n. (3.11)

ag(dp) = M—i-ﬁ/%sin(kt)p(t)dt, (3.12)
us ™ Jo
2
br(dp) = —ﬁ/ cos(kt)p(t)dt. (3.13)
TJo

13



This expression is numerically stable, since it involves the integration, rather
than the differentiation of p, which is used in most classical methods [22].
Since we are working with discrete financial time series and observations are
therefore finite, we need an assumption on how data are connected before
we can compute the integrals in Equations 3.12 and 3.13. In [6], the Fourier
method was implemented using linearly interpolated prices in the interval
(ti,ti+1], instead of assuming the price to be constant, but it was found
that this resulted in a downward biased estimator. This is due to the fact
that linear interpolation induces spurious autocorrelation. We will therefore
make the assumption that p(t) = p(t;) in the interval [¢;, ¢;11].
With the choice of piecewise constant prices, the integral becomes

-1

27) 1
ap(dp) = —(— + - Z; cos(kt;) — cos(ktiv1)|p(t:), (3.14)
1=
!
bk(dp) ~ ; Z Sln kt e sin(kti+1)]p(ti). (315)
i=1

The next step, which is the main result of the paper by [22], is the cal-
culation of the Fourier coefficients of the volatility. We present the theorem
and the complete proof, which is an expansion of the proof given by [22].

Theorem 1 Assume that all measurable economic data follow the Bachelier
paradigm (Definition 2.1). Then, for any fized, strictly positive integer ng,
the Fourier coefficients of the volatility are given by the following formulae:

S
ap() = San;oS—i—l—no > (al(dp) + b2(dp)), (3.16)
s=ng
S
(%) = sliffioSH—no Z s(dp)asiq(dp)),¥g >0, (3.17)
27 5
be(X) = Sh_{glom > (as(dp)bsiq(dp)),Yg > 0. (3.18)
s$=ng

Proof 1 Let p; be a logarithmic asset price that is generated by the diffu-

sion:
dp(t) = p(t)dt + o(t)de, 0<t2T.

If we ignore the drift term, this equation simplifies to
dp(t) = o(t)dz.

This is acceptable, because it implies an efficient market [19], and also
because it can be proved that the contribution of the drift term to the
formulae 3.16, 3.17 and 3.18 is zero [22].
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We introduce the Gaussian variables
Gi(t) :== ar(dp(t)), Gi(t) == br(dp(2)).

From a corollary to the Martingale Representation theorem, we know that
Gi(t) is a martingale and from the properties of the stochastic integral, we
know that Gg(t) is a Brownian motion [32]. Therefore, G(t) is a Gaussian
random variable, and E(Gg(t)) = 0.

Then

2w
ag(dp) = —1—/0 cos(kt)dp(t)

™

1 2m
= _/0 cos(kt)o(t)dz.

™

Substituting this into the expression for the covariance, we get
E(GxGi) = E(ax(dp)ai(dp))
1 27 2w
= E[ﬁ/ cos(kt)a(t)d:c/ cos(ls)o(s)dz].
0 0

We substitute the stochastic integrals with their simple function approxi-
mations

27
/0 cos(kt)o(t)dz(t) = /cos(kt)o(t)l[oyt](t)dm(t)
= Zcos(ki)a(i)(x(tm) — z(t)).

Thus, the value of the [td stochastic integral is the Riemann sum of the
path of cos(kt)o(t), evaluated at the left end points of the intervals [¢;_1, ],
with respect to Brownian motion [24]. The expression for the covariance
now takes the form

B(GrG) = Elg(3 (. )da)(3 (.. Ja)

1
= E|
Using the Ité6 multiplication rules (See [2]):

w2

dt.dt = (dt)? =0,

dt.dx, = 0,
dry.dry = 0, for r#gq
dz,.dr, = dt, for r=g,

15



the equation simplifies to

1

E(GyGy) = E[F(Z(agcos(kt)cos(lt))dt)]

2w
= ;}2—/0 Y(¢) cos(kt) cos(lt)dt.

Using the trigonometric identity
1
cos(kt) cos(lt) = g(cos(k — Dt + cos(k + 1)t)

and the definition of the Fourier coefficients of the volatility, we obtain the
following expression for the covariance:

2m
B(GC) = /0 S3(#) cos(kt) cos(1£)dt

= L s (cost — 1)t + cos( + Dye)dt
0

272
1 2m 1 2w
= —5 k — Dtdt
5.3 /0 ¥(t) cos( Jtdt + ) /0 Y (t) cos(k + l)tdt
1
= 5-(ap-y(E) + ar(E)). (3.19)

For ¢ > 0, consider the random variables

1 S
=52 GiGryo
k=1
Using (3.19) we get

S
1
BUY) = B(5Y GiGrs)
=1

I
n =
(e

E(Gka+q)
k=1
1SN 1
= EZT(CL"“ k—q) (X) + Crpirq(E))
k=1
11
= EZ%(aq(z)ﬁLaqu(z))
k=1
1 1
= ZQ— 2k+q(X)

k=1
(I(Z) + RS,

Q
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where |Rs| = &| Y p_; azktq(T)].

Now,
1< 1 a1 1
g la(®) £ SN ak(z)e (3.20)
k=1 k=1 k=1
1 < ;
= =Q_a®): (3.21)
k=1
= §%HEHL2 (3.22)

and hence the LHS converges to 0 as § — 0. Therefore, Rg — 0.
Next, we want to compute

1
E(U) == . E(GIGhL.).
S
0<k,k’<S

Consider an R2-valued normal variable (G1,G2) and denote
\i = E(G?), p:=E(G1G2),
and define Z := Gy — /\—“1G1.

By substituting the definition of Z into the equation, we can see that
E(G1Z) = 0, which implies that the covariance of G;Z is zero, which in
turn implies that G1 and Z are independent [24]. Using this fact, as well as
the fact that E(G1) = E(Gy) = 0, we get

2
E(C2GR) = E(G%(Z2+2)\ﬁGlZ+%G§))
1

2 2
= E(G2Z%+ A—“G?Z + %G‘})
1 1

2
= B(G}2%) + S E(GY)
1

2
= B(GHE(Z?) + (5 E(GY)
1
_ o 2H PN
= E(GHE(G - 6.6, + 5,63 + B B(GY
A A7 Y
= B(GHE(GY) — 2y B(GHE(G:1G)
2

2
15 P
+37 B(GDB(GY) + 7 B(GY). (3.23)
1 1
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Now, using the characteristic function for Gaussian variables

B(exp(i€Ga(t) = exp(—5€%" +icn)

exp(— 5 £ E(Gr(1)?),

Il

where Gi(t) = N(n,0?), 02 = E(G¢(t)?) and n = 0.
Using the Taylor expansion
2 zd ozt ™
exp(m):1+m+?+§+zﬁ+...+ﬁ,
the left-hand side of Equation 3.24 becomes

i€2G3 1
3 kg 4—!Gi +..) (3.24)

1
E(1+ Gy, — 552G§ —
and the right-hand side becomes

_1g2 2112
(=3¢ Z(Gk)) N
=1- %§2E(Gﬁ) + éé“E(Gﬁ)z +... . (3.25)

(1- S8 EG]) +

Equating Equations 3.24 and 3.25, we see the following:
e The first terms of both sides are equal to one.

The second term of the left hand side is zero.

e The third term of the left hand side is equal to the second term of the
right hand side.

The fourth term of the left hand side is zero.

The fifth term of the left hand side is equal to the third term of the
right hand side.

This leaves us with
L oaqay _ 1o 212
B(5;6'G) = S£B(GY)
- E(G}) = 3E(G3)*
If we now revisit Equation 3.23, we see that

B(GIGY) = EB(GHE(G}) -2 E(GHE(GIG)
1
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2E(G2) B(G?) + “QE(G‘*)
2 Y

= E(G%)E(G%)—zrl (G})E(G1G2)

+4§2 (GHEGD)
m 12
= E(G%’)E(G?)—zA /\1,u+4/\2/\1>\1

~ B(GYE(G)) + 24’
Putting all of this together, we get
E((U§ ~ B(UY) = E(UL’ - 2EUSEUL) + (BUE)?)
= E((U)?) - (BUY))?

1
= ? Z EGsz’+q)) a4(Z)?
0<k,k'<S

W e

= & X (BODEG,) + ABGKGr ) ~ (ag(D))
0<k,k’'<S

- 2 0<1§<S(E(Gﬁ)E(GQ/+q) b g (O g(2) + oy (5)) — (g(2)
- & O%SS(E(U@)? b g (O brg(5) + o g ()7 — (ag(5))?
& O<§<S<aq<z»2 b oy (g () g (5))? — (ag())?
LS ) o)

212N
0<k,k’'<S

1
Sl

IA

(3.26

Since limg—.co 5/|Z]|22 = 0 it follows that limg_.. (U — E(UE)) = 0 as.,
and since limg_,oo E(UL) = a4(Z) (as we have previously proved) (3.17)
follows.

The proofs for (8.18) and (3.16) can be derived in a similar manner.

By polarisation of the one-dimensional result, the Fourier estimator can

be extended to the multivariate case. The following formulae shows how the
Fourier coefficients of the volatility matrix ¥;; can be calculated:

s
m
ao(Ei;) = Slg{.lom Z(as(dpi)as(dpj) + bs(dpi)as(dp;)),
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S

1

as(dpj)aerk(dPi))»
S
T 1
g = —— § +(dp:)bs : 3.28
bi,(%i5) shféos+1—n0 2(@ (dpi)bs +x(dp;) + (3.28)

as(dpj)as+k(dpz’))-

The coarseness of the estimator is governed by the value of S. Choosing
a higher value for S corresponds to choosing a finer grid when using realised
volatility. By including only the lowest S frequencies, high frequency noise
can be ignored. In theory, this therefore renders this estimator invariant to
market micro-structure effects. Note that, while not all the Fourier coeffi-
cients are used in the calculation of the volatility, all the Fourier coefficients
are used in the calculation of the return series, i.e. no data is thrown away.

According to Reno and Barucci 6], the smallest wavelength that can be
evaluated when computing the Fourier coeflicients of the return series dp to
avoid aliasing effects is twice the smallest distance between two consecutive
prices. In the case of equally spaced data, it will correspond to k = %
This is known as the Nyquist frequency !. The first ng terms can also be
omitted, since this makes the estimator too sensitive to the drift term [22].
Tori [34] notes that the highest wave harmonic that can be analysed is S = &,
where 7 denotes the lower bound of the time gap between two consecutive
trades. In the case of a highly liquid market, 7 will be equal to 1, which
indicates that the lower bound between trades is equal to one second. This
is equivalent to using the Nyquist frequency.

It is important to note that the volatility given by the Féjer inversion for-
mula is the instantaneous volatility. Most nonparametric methods proposed
in the literature focus on integrated volatility. As shown herein before, it
is possible to reconstruct the integrated volatility from the instantaneous
volatility using the formula

2
a?NTz/ o?(t)dt. (3.29)
0

As a matter of fact, by the identity

2mag(c?) = /0 - o2 (t)dt (3.30)

'The Nyquist frequency is half the sampling frequency of a discrete signal processing
system. It is sometimes called the critical frequency.
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and using the definition of ay, we have

s

S

s=ng

Similarly, in the multivariate case, this formula can be used to recon-
struct the instantaneous volatility matrix ;; by the Fourier-Féjer inversion

formula. -
To calculate the integrated volatility matrix E?NT we use the fact that

EZ\/T = 2map(2i5)
7T2 S
= ST DL (as(dp)as(dns) + ba(dpi)bsdny)). (3.32)
s=1

3.2 Extension of the Fourier method

Although satisfactory results were obtained from the Fourier method pro-
posed in [22], it has the disadvantage that positivity of the instantaneous
volatility function is not necessarily maintained. In an extension to this
method discussed in [23], this point is addressed by providing an expansion
of the volatility function as a series of positive trigonometric polynomials.

In this method, the formula for the Fourier coefficients of the return
series are prolongated to all integers k by parity for a; and by imparity for
bi. The new formulae are given by

% =0=0 (3.33)
«_ | ar(dp) fork>0
T { a_g(dp) for k<0 (3.34)
« | bx(dp) fork>0
T { —b_k(dp) for k <0 (3.35)

The following theorem, proved by Malliavin and Mancino [23], shows
how the Fourier coefficients for the volatility can be constructed from the
Fourier coefficients for the return series.

Theorem 2 Consider the process p satisfying the Bachelier paradigm and
p(0) = p(27). Define, for 0 < q < 2N,

N-q
1 * * *
aq(N) = INT1 ~z]\;(acﬁsas + b34605),

N—q
1 * * * *
BalN) = 55 > (—ap b+ by al).
N
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Then the trigonometric polynomial having coefficients aq(N), B4(N),0 <
q < 2N, is positive. Denote by a,(c?),by(0?) the Fourier coefficients of
o2(t). Then, for all fized ¢ < 0, the following convergence in probability
holds:
: 1 2 . 1 2

NEIEOO ag(N) = ;aq(a ) NEToo By(N) = ;bq(a )

From these Fourier coefficients, the function o?(t) can once again be
reconstructed using the Féjer inversion formula.

Note that this extension to the Fourier method influences only the instan-
taneous volatility, but not the integrated volatility. Both methods provide
equal, positive estimates for the integrated volatility.

3.3 Scaling

One important concept that has not been mentioned so far is the fact that
users may want their historical volatility in scaled form, i.e. there could be
a need to calculate the expected volatility over a certain time interval from
the returns of another time interval, for example, calculating annualised
volatility from hourly returns. This issue is discussed in [25]. They state
that, through a Gaussian scaling law, v% o dt, where v is defined as follows:

o) [%UINT] , (3.36)

B

where ¢* is the integrated volatility, n is the number of observations and dt
is the time step of the returns used in the calculation of the volatility. The
following definition of scaled volatility is then obtained:

Atscale

Uscaled = At v, (337)

where Atgqqe is the time interval of the expected volatility. If we want to
calculate annualised volatility, it can be calculated as follows:

lyear
Vannualised = At

. (3.38)

If the required volatility should be in percent, the result obtained from the
above formulae should be multiplied by hundred percent. As noted in the
previous section, the coarseness of the the Fourier estimator is controlled by
S, the user-defined number of Fourier coefficients included in the estimation
[26]. S is related to M for realised volatility by S = M/2. Therefore, if
we are measuring intraday volatility using the Fourier estimator, dt can be
determined from S and the volatility in percentage calculated using Equation
3.37.
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Chapter 4

Estimation of univariate
integrated volatility

In this chapter, the estimation of univariate volatility when high frequency
data is available is considered. In particular, the behaviour of the univariate
Fourier estimator is examined in comparison with the classical method of
realised volatility, which was discussed in Chapter 2. Firstly, the methods
are evaluated using simulated evenly spaced and high frequency data series
with known parameters. The behaviour of the estimator when applied to
empirical data is then examined. The multivariate case is considered in the

next chapter.

4.1 Simulation Setup

In this section, we describe the simulation setup used in the comparison
of the different volatility estimation methods. The objective of the simula-
tion exercise is to determine whether the Fourier estimator performs well in
comparison with classical methods.

For all the simulations, data is generated using a straightforward diffu-
sion process. To simplify the analysis, we assume that there is no drift. This
is assumption is acceptable, because it implies an efficient market [19], and
also because it can be proved that the contribution of the drift term to the
formulae 3.16, 3.17 and 3.18 is zero [22].

This price model can be simulated by the differential equation

dp(t) = o(t)p(t)dW () (4.1)
in the following way:
p1 = 100,
pi+1 = pie’,
Ty =~ N(O, 0'1'). (42)
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We then evaluate u(t) = log(p(t)).
Since we are interested in the behaviour when volatility is constant, we

simulate the price model given by Equation 4.1 with a constant standard
deviation of o. Note that, in the same way that the relationship between

monthly and annual volatility is given by omonthiy = V120 annual, taking

N data points with a volatility o is equivalent to taking o; = ¢ QW” in

Equation 4.2.

To simulate the high frequency, unevenly spaced data from the evenly
spaced simulated time series generated by Equation 4.2, a sample series
using exponentially distributed interval sizes is extracted. The choice is
motivated by the fact that the empirical distribution of ¢; — ¢; 1 can be
approximated with an exponential shape [6]. This is discussed in more
detail in Section 4.4.1. This process is then repeated for the equivalent of N
days, which results in a different number of irregularly spaced observations
each day. Different values for the exponential mean in the extraction are
used to simulate stocks with different liquidity levels.

The relevance of the results on the volatility of the Monte Carlo simu-
lations of the price process presented here obviously depends on how good
the model used to simulate the price process duplicates the properties of
empirical data. Yet, a direct comparison is impossible precisely because the
volatility of the empirical data is an unknown quantity. Although a direct
check of the model is not possible, we also include tests on empirical data
to evaluate the behaviour of the estimator.

4.2 Evaluation Methodology

In our first simulation, discussed in Section 4.3.1, we evaluate some of the
assumptions made during the derivation of the Fourier method. In particu-
lar, we examine the accuracy of the estimation of the Fourier coeflicients of
the return series obtained from the discretised formula proposed by Malli-
avin and Mancino [22] and shown in Equations 3.14 and 3.15. The results
are compared with those obtained from using trapezoidal integration.

The results of the Fourier estimator of the integrated volatility using
both evenly spaced (Section 4.3.2) and high frequency data (Section 4.3.3)
are then discussed. The effect of the different parameters included in the
estimation is also examined. This includes the effect of the size of the data
series, denoted by N, as well as the liquidity of the series determined by the
value of 3, the exponential mean used during the generation of the unevenly
spaced data. In addition, we look at the performance of the estimator over
different time scales, i.e. different number of Fourier coefficients included in
the estimation, denoted by S.

To evaluate the performance of the Fourier estimator within the scenarios
described above, a method proposed by Hog and Lunde [9] is used, where
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the standardised errors of the estimators are evaluated. The formula for this

statistic is given by

02 — true volatility (4.3)

™ T e volatility

where 02 denotes the estimated volatility.

When simulating an evenly spaced time series with constant volatility, cal-
culating the true simulated volatility is straightforward. However, since true
volatility is unobservable, evaluating the performance of a volatility model
is not always as clear-cut. It is, however, possible to construct benchmark
criteria to assess the performance of different estimators. The equation

N

true volatility ~ Z@d(t) — pa(t — 1)) (4.4)
t=2

is often used to estimate the 'true’ integrated volatility on day d, where py
is the original evenly spaced data series generated before the exponentially
distributed observations are extracted and N is the number of observations.
Naturally, if evenly spaced data is used, this 'true’ volatility is equal to the
realised volatility estimator.

The mean and root mean squared errors (RMSE) of 7,4 is then used as
evaluation criteria, which can be interpreted as relative bias and RMSE of
the estimators respectively. They are defined as

1 N
Bias = N g_lﬂn (4.5)
and
1 N 1
_ 215
RMSE = [—]V nEZI ma]?, (4.6)

where N is the number of days included in the estimation.

4.3 Results on Simulated Data

In this section, we present the results of the study on univariate simulated
data. Section 4.3.1 covers the results on the accuracy of the discretised
formulae used in the calculation of the Fourier coeflicients of the returns
series, Section 4.3.2 considers the results on evenly spaced data while Section
4.3.3 covers the results on high frequency data.
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4.3.1 Evaluation of the discretised formula in the Fourier
method

From Chapter 3, we know that the Fourier coefficients of the return series
dp are given by the formulae

1 2

coldp) = 5 | dnle)

aldp) = /0 " cos(kt)dp(t)

™

1 2m
beldp) = ~— / sin(kt)dp(t).
T Jo
As proposed by Malliavin and Mancino [22] and discussed in the previous
chapter, the integrals for the Fourier coeflicients for dp can be computed by
integration by parts and, when making the assumption that prices are piece-
wise constant, we obtain

p(2T)

N-1
ax(dp) = ?+ Zcos (kt;) — cos(kt;+1)]p(t:),

1=1

3|

1 N-1
- Z [sin(kt;) — sin(kti11)]p(t:)-

Q

br.(dp)

=\

The performance of this approximation is evaluated in this section using
time series with constant volatility. For comparison, the integrals were also
calculated using trapezoidal integration.

The same testing methodology as proposed by Barucci, Mancino and
Reno (8] is used. In this paper, the distribution of the Fourier coefficients are
examined in the evaluation of the suitability of the approximation, making
use of the fact that the theoretical distribution of the Fourier coefficients are
given by

o (dp), bu(dp) = N(O, =), k21, (4.7)

The results of the Monte Carlo simulation study, consisting of a thousand
iterations with N = 100 and ¢ = 0.01 are shown in Figure 4.1. From
this figure we can see that the Fourier coeflicients for the return series,
denoted by ai, are normally distributed with a mean consistent with zero
and standard deviation consistent with \/— = 0.0056. This indicates that
the mathematical approximations made do not destroy normality or the
expected standard deviation.

In addition, from Barucci, Mancino and Reno [8], we know that the
theoretical distribution of the Fourier coefficients of the volatility are given

by
4

ak (), be(2) ~ (0,8%), k> 1. (4.8)
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Figure 4.2, where the results of the Monte Carlo experiment are displayed,
confirms the suitability of this approximation by showing that the coeffi-
cients are normally distributed with mean consistent with zero and standard
deviation consistent with 8‘17—;. We do, however, note that this approximation
cannot be used in cases where k is a multiple of N —1, since the frequency of
the cosine wave used in the approximation coincides with the evenly spaced
points in time. This will cause the result to always be equal to zero, which
is not true for the theoretical case.

In addition to the above approximation, tests were also performed using
the trapezoidal method of integration. This was done using the Matlab
function 'trapz’ to calculate the integrals. This method provides satisfactory
results for values of k where % SkESN- %, but is not as stable for values
of k outside of these boundaries. Therefore, for the rest of this study, as
is done in most of the literature on this topic, the discretised formula for
evaluating the Fourier coeflicients, given by Equation 4.7, is used.

In [8], the distribution of the Fourier estimators for the return series and
the volatility is investigated. Here they show that the theoretical volatility
of ag(%), which gives the estimator for the integrated volatility, is given by

o2
Var[ag(Z)] = QN' (4.9)
Figure 4.3 shows the volatility of the distribution is obtained from the Monte
Carlo samples for different choices of N, compared to the expected volatility
as a function of V. It shows that the function given by Equation 4.9 gives
a satisfactory explanation of the observed function. Barucci, Mancino and

Reno [8] remark that the precision of the estimator is given by ~ \/_\/7\15‘
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4.3.2 Analysis of simulated evenly spaced data

In this section, the results of the volatility estimators are examined when
evenly spaced simulated data is used. In the next section, high frequency

simulated data is considered.

In our first simulation, we look at the effect of the size of the dataseries,
denoted by N, on the results of the different cstimators. This is done through
a Monte Carlo study where volatility is constant. The Nyquist frequency
is used to determine the number of Fourier coefficients included in the es-
timation. The results of this simulation are shown in Table 4.1 and Figure
4.4,

Table 4.1 shows the relative bias (Equation 4.5) and the RMSE (Equa-
tion 4.6) of the estimators when looking at 1000 replications using evenly
spaced data of variable size N, ranging between 100 and 1000 data points.
Here we can see that the accuracy of both estimators increase with the size
of N and that the Fourier estimator gives slightly better results than the
realised volatility estimator when looking at both bias and RMSE. Both
estimators have a slight negative bias.

Table 4.1: Sample bias and RMSE of the Fourier estimator and realised vo-
latility for different values of N when using evenly spaced data with constant
volatility.

Bias RMSE
N Fourier RV Fourier RV

100 | -0.0073 | -0.0112 | 0.0722 | 0.0724
200 | -0.0066 | -0.0093 | 0.0520 | 0.0517
300 | -0.0017 | -0.0032 | 0.0414 | 0.0411
400 | -0.0031 ! -0.0042 | 0.0328 | 0.0330
500 | -0.0025 | -0.0034 | 0.0329 | 0.0329
600 | -0.0005 | -0.0013 | 0.0293 | 0.0294
700 | -0.0013 | -0.0018 | 0.0254 | 0.0254
800 | -0.0013 | -0.0018 | 0.0254 | 0.0254
900 | -0.0005 | 0.0000 | 0.0245 | 0.0246
1000 | -0.0005 | -0.0010 | 0.0232 | 0.0232

In this simulation, we used a constant volatility of o = 0.01. Tests using
different values for the constant volatility showed that higher constant vola-
tility does not imply less accuracy (higher RMSE). Note that this would not
necessarily have been the case if linear interpolation was used (See Section
2.1 or [20]).

Figure 4.4 shows the distribution of the standardised errors, calculated
by Equation 4.4, for the case where N = 1000, for the Fourier estimator
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and realised volatility. The kurtosts, skewness and standard deviation of
the distribution are alse shown in this figure. From this we see ihal the
Vrurier estimator performs well in comparizon with realised volaiility, The
difference in performance is, however, relatively small,
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Figure 4.4 Distribudion of the standardised crrovs, m,, between the trus
volatility and the Fourier estimator and realised volatility respectively when
volatility is constant and the data is evenly spaced with N = 1000, The
burtosis, skewness and standard deviation of the relative ereors are also
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4.3.3 Analysis of simulated high frequency data

In Table 4.2, the results of the Monte Carlo study using simulated high
frequency data with constant volatility is presented. As described in Section
4.1, the unevenly spaced data series is created by extracting data from an
evenly spaced data series with exponentially distributed intervals with mean
denoted by 7. Therefore, the smaller «y, the more liquid the stock. The table
shows the bias and RMSE obtained from the Fourier estimator and realised
volatility for different values of ~.

Table 4.2: Sample bias and RMSE of the Fourier estimator and realised vo-
latility for different values of v when using high frequency data with constant

volatility.

Bias RMSE
7 Fourier RV Fourier | RV

14.0000 | -0.0006 | -0.0002 | 0.0255 | 0.0370
34.0000 | -0.0048 | -0.0037 | 0.0405 | 0.0563
54.0000 | -0.0015 | -0.0038 | 0.0521 | 0.0695
74.0000 | -0.0021 | -0.0052 | 0.0600 | 0.0807
94.0000 | -0.0038 | -0.0062 | 0.0673 | 0.0914
114.0000 | -0.0083 | -0.0060 | 0.0740 | 0.0992
134.0000 | -0.0053 | -0.0096 | 0.0790 | 0.1059
154.0000 | -0.0050 | -0.0082 | 0.0875 | 0.1206
174.0000 | -0.0082 | -0.0119 | 0.0925 | 0.1234
194.0000 | -0.0091 | -0.0162 | 0.0982 | 0.1303
214.0000 | -0.0131 | -0.0105 | 0.0996 | 0.1349
234.0000 | -0.0123 | -0.0177 | 0.1059 | 0.1402

Different values for the mean = of the exponential distribution are used
to simulate stocks with different liquidity levels. From Table 4.2, we can
see that both estimators are more accurate for smaller values of +. This
is an important observation, since we know that the South African market
is less liquid than, for example, the S&P100, which implies that results in
emerging markets, such as South Africa, could be less accurate. This result
is not unexpected, since a smaller value of y will result in a larger number
of data points, which was already shown to increase the accuracy of both
estimators when using evenly spaced data. In addition, we can see that the
Fourier estimator outperforms the realised volatility estimator when looking
at both the bias and RMSE for different values of ~.

Figure 4.4 shows the distribution of the standardised errors, calculated
by Equation 4.4, for the case where N = 1000 and ~ is 423 for the Fourier
estimator and realised volatility. This value for v was chosen, since it is the
mean time between ticks for the dataset under question in this paper. The
kurtosis, skewness and standard deviation of the distribution are also shown
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in this fizure, From this we see that the Fourler estimator outpertorins the
realized volatility in the case of high frequency data.
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Figure A4.5: Dhistribution of the standardised crrors, 7, between the teue
volatility uned the Fourier estimator and realised volatility wlhen volatilify is
comstant and the data is expencutially distributed with -+ = 234

In our next simulation, we look ot the behavieur of the volatility mea-
sures on differeat time scales. In the FPourier nethod, the thine scale 8 varjed
using the variable v, where 5 = ,,l fr the Bourder med hoed ad M ; Lot
realised volatility estimator. lori |34] investigared this subject o the aul-
tivariate setting using zenerated Lime seres willl mesn exponential rates
bBetween 3 and 20, These rates are bused an the sverage means of SEP100
stocks in Septemnber 2002, Since the South Alrican markel s less ligud, we
repeat this exereise for the univariate case using exponeniial mests corre
sponding to the values observed oo the JSE.

Figures 4.6 shows the results oblained from unevenly spaced time serios
with constant volatility over didlerent 1ime scales, ranging from O to 120
mindes. Here Fourier- 07 deneles 1he resulls ofained from the Fourler
gstimator on a tmne series witlh v - - 1000 The same applies for the other
legend entries, Here we can sce that the mean fime between Licks has o neo-
ligihle influence on the perforimance of the estinator for Jarger time scales,
This ligure aiso shows thal the Fourier method takes o a time step funelien
on seales greater than an honr, This is explained by Tord [34] as follows: The
value of &, used in the reconstruction of the return serles (Eguation 3.141), is
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Figure 4.6: Results obtained from the Fourior estimator and realiscd volati-
Ay when using a simulated process with constant volatility of o = (.01 over
dillerent, titne svales, ranging fronn 0 mimites 4o two hours.

inversely proportional to the difference in 1ime seale for consecutive & values.
Therelore, as k decresses, the time scale differonee inceeases, which loads 1o
the step Dmction. To addition, the simulataneous decay of a1l the volatility
apeetra, rom Lhe induced level on fime seales grestor than 80 minntes can
be atiributed to tie fact that volatility was initially set at the 1 second time
slep of the ariginal series.

In 21}, Kanatani sliows that the Fourier estitnator is cqual to the raw
data realized volulility estimator (RDREV), discussed in Section 2.1, when
the: number of Fourier cocllicients is sufliciently large, e the time scale is
suthciently srusll. This implics that, for vory small time seales, the Fourler
cetirmator and realised volatility should converge, This can also be olmetved|
from the figure above,

4.4 Empirical Analysis

In this seetion, the perforniance of the different volatility estimators 1s cval-
maben] when ciupirieal data is used, Firstly, the data that will Form past
of thie analyvsis is analyvsed in Sections 4.4.1 and 4.4.2. The results af Lhwe
empirical analyats are discossed o Section 1.4.3,




4.4.1 The data

The dataset analysed in this paper is the set of two-and-a-half year tick-by-
tick trades executed on the JSE Stock Exchange from May 2002 till October
2004. Each quote comes with a time stamp rounded to the nearest second
as well as the price of the trade. The volume of the trade is not included.
This data has been recorded and provided by Deutsche Bank South Africa
(5].

We focus our study on the 9 shares listed in Table 4.3. These are stocks
from a number of different sectors on the JSE chosen for their high liquidity
levels.

Table 4.3: JSE-traded shares used in this analysis. The share name, share
code and sector are shown.

Share Name Share Code Sector
Anglo American AGL Resources
BHP Billiton BIL Resources
FirstRand FSR Financials
Gold Fields GFI Resources
Harmony Gold Mining HAR Resources
MTN Group MTN Non-Cyeclical Services
Richemont Securities RCH Cyclical Consumer Goods
Standard Bank Group SBK Financials
Sasol SOL Resources

To determine the distribution of time between ticks, we examine the log-
arithm of the time between ticks. The probability density functions of the
log of the time between ticks from our selection of stocks are shown in Figure
4.7. The fact that the distribution of the logarithm of the time appears nor-
mal shows that the distribution of the times are exponential. This therefore
validates our method of simulating high frequency data explained in Section
4.1. An exponential mean of 558.61 seconds is observed, in contrast with
a mean of 14 seconds observed on the S&P100 index, indicating a market
that is comparatively illiquid.

As a matter of interest, we also examined the distribution of the trades
during the course of the day. Figure 4.4.1 shows the number of ticks per
series per time window , while Table 4.4 shows the average number of seconds
between ticks as well as the average number of executed trades on these
stocks during the time period of the available data, which is an indication
of the liquidity of the stocks.. As expected, for most shares, the number of
trades increases sharply in the period between 9:00 and 11:00, while there
is a sharp decline at 13:00. It is interesting to note that, on average, the
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highest volwine of trades pecurs in the last two hours of the husiness day.
Thiz iz possibly due to day-traders closing out their positions for the das.

4.4.2 Data Filtering

When research iy performed on hipgh frequency historical data, bad guotes
could negatively infiuence the results of the study (see 125] for a complele
digcitssion on the topic of data cleaning). It is therefore necessary to enstre
that the datasel Lhat is used 13 elean. Data cleaning could be a very techni-
cal, demanding topic and task, For this study, we have therefore kept 1o o3
number of basic filtering rules to clean the data. The following rules, hased
on the filtering methodology used by Hog and Lunde in [9], were used:

o Hemove prices cgual to zero,
s Remove prices stamped outsicde 9:30 am and L0G poa.

¢ Fur g running window of 100 prices, remove all prices thiat are more
Lhan Awo standard deviations different fromn the median alsolite di-
vigliou abott the mean (MADAM) in their window,
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Figure 4.8 Nuwmther of ticks per share per tiree window, ranging betweon
130 am and 16:000 pro,

o If u price went up (or down) by more than two standard deviations
and then back down (or np) again within 1} trades, all of the quotes
in this inferval are remoyved.

The [ollowing table shows the results of the Altering excreise,

4.4.3 Results of empirical analysis

T this seiion, the resulis of the empitical analyvsis are discussed. The porfor-
manee ol the estimators when using both evenly spaced and high frequency
daia is considerad,

Results on evenly spaced data

I this seetion, we compare the results of the Fourior estimator and realised
voladilily when evenly spaecd, weokly data is used. In this analysis, we
measure the integrated volatility of nine stocks over o rofling windew of
data with window size equal to 30 days. The results arc shown in Figonre
4.9, From this figure we can see thal 1he Fourler estintator comparcs well
with tealised velatility and gives smoother reanlia.
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Table 4.4: Average number of seconds between ticks as well as the average
number of ticks that occurred on any given day during the time period in
question is shown

Series | Average number | Average number
of seconds of ticks per
between ticks day
AGL 203 426
BIL 385 224
FSR 548 280
GFI 308 208
HAR 414 157
MTN 558 214
RCH 403 184
SBK 469 273
SOL 315 154

Table 4.5: Number of ticks per time scrics before and after filtering.

Series | Ticks before filtering | Ticks after filtering
AGL 383477 303083
BIL 201692 158274
FSR 141894 100526
GFI 252517 191865
HAR 187972 139777
MTN 139359 97938
RCH 192855 150080
SBK 165958 117944
SOL 246514 186990

Results on high frequency data

For the first step of our analysis of the results on high frequency data, we
compute the average of the intraday integrated volatility of our time series
using both the Fourier estimator and realised volatility for a rolling window
with a size of one hour, rolled every fifteen minutes over 255 trading days.
The results are shown in Figure 4.10.

From these figures, we can see that the Fourier estimator gives results
comparible to that of realised volatility. Since the stocks from the JSE used
in this report is not as liquid as, for example, the S&P100, we note that
care should be taken in calculating volatility using such small time frames,
since we have already shown that both estimators give more accurate results
when larger time series are used. We will therefore focus on complete sets
of intraday data for the rest of our analysis.
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Figure 4.9: Tnlegrated volatility over 255 rolling windows with a window
stze of 30 days when evenly spaced data is used. The blue loe represents
realised volatility while the red line represents the Fourier estimasd or.

In aur uext simuolation, intraday wvelatility is calewlated over different
time scales, e {he number of Fonrier estimators included in the estimation
i varied Lo determine the retarn scale, The analysis is performed on all nine
of the stocks with teme seales ranging between | mimie and 2 hours, Tha
average over 30 days is taken, The results of the simulation are shown
Figure 4.11.

from Lhis hgure we can see that the Fourier estimator performs well
i comparison with realtsed volatility, with the Fonrter method providing
slight Iy smocd her estimsdes. Both eslimators shows s inverse relattonship
Letween volatiliy and the ate of the time scale, Le. the volatility decresses
as Lhe Lime seale mereases.

Ta get an objective view on bow the two methods compare, we ealeulate
the average alsolinte error between the methods smg the formauls,

Nt of days (8 j £ (|
s — 7
Average absolule errar — F”‘” ier L4t (4.10]
g TRy (d}

where g represents the integrated volatilily calealated using the Fourier
estitnator with 5 Fourier enelliciants and {:FM represenls the inlegrated svo-
latility calenlated nsig realiscd volatility with A indervals.

Since ticks stamped between 3230 am o and 16:00 g bave Leen remonved,
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Figure 1100 Average integrated volatilitv of a rolling window with a size
of one hour, rolled every fifteen niuntes. over 255 days using the Fourier
estitnator (red solid line) and realised volatility (blue dotted tne).

6.5 liours of trading per day are lafl, which equals 23400 sceonds. When cal-
culating volatility using the Fourier estimator, S {6.5,13, 26, 39, 78, 105)
was used, which corresponds 10 using hourly, 3bminutes, 15minutes, 5-
mimites and 2-minule returns respectively,

The resulls of 1his study are shown in Figure 4.12. where the average
ahsolute eror against Hhe mamber of Fourier cocflicients ineluded in the esti-
mation is shown lor each stock. This figure clearly shows that the dillerence
between the two methods decreases when the sampling frequeney increases.
This was alse proved by Kanatani [19].

Table 1.6 summarises the mean absolute crror between the different
methods for all the stocks,
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Figure 1.11: Results obtained from the two estimators when using real in-
traday data over different time scales. The average volatility over 255 duvs

are shown.

te error between methosds

Table 46
Stock Code | Mean sbsolule error
AGL 0.0360
BIL 0.0283
(1 0.0080
CFl (10219
HAR (014l
MIN 1, 10846
RCH . 00,0023
SBIK (1,01159
S0, 0.0224
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4.5 Summary

In this chapter, we evaluated the univariate Fourier estimator in comparison
with realised volatility. From the results of our simulations, we have found

that:

1. The discretised formulae used to calculate the Fourier coefficients of
the return series and the volatility, which are used in the Fourier
method, is consistent with the theory.

2. The Fourier estimator performs well in comparison with realised vola-
tility when evenly spaced, synchronous, simulated data is used.

3. The accuracy of the Fourier estimator increases with the size, i.e. the
number of observations, denoted by N, of the data series .

4. The accuracy of the Fourier estimator increases with the liquidity, «,
of the data series.

5. The Fourier estimator outperforms the realised volatility estimator
when high frequency simulated data is used.

6. The Fourier estimator is less sensitive to the choice of the return scale.
The return scale is determined by the number of Fourier coefficients, .S,
included in the estimation in the case of the Fourier estimator and the
number of evenly spaced data points, M, included in the calculation
of Realised Volatility.

7. The Fourier estimator provides smoother results than realised volati-
lity when empirical data is used.

8. The absolute error between the Fourier estimator and realised volati-
lity decreases as the return time scale decreases.
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Chapter 5

Estimation of multivariate
integrated volatility

In this chapter, the estimation of correlation between financial time series is
considered in the case where high frequency data is available. The estimation
of correlation between the returns of different financial time series plays
an important role in fields such as risk management, portfolio allocation,
trading and hedging. We will examine the behaviour of the multivariate
Fourier estimator, which was derived in Chapter 3, in comparison with that
of the lincar correlation coeflicient.

Correlation is often estimated using the linear correlation coefficient,
also known as the Pearson coefficient, which is the multivariate version of
realised volatility and is seen as the basic measurement of the dependence
between variables. It is defined as follows:

Yo (e (8) — Pr) (i () — B0) (5.1)
Ve (e (D) — pr)*(mu(i) — 2)2

with the sample means defined by
n . n .
—_ ) nld)
Pk = ; — P= ; m— (5.2)

where pr and p; are two equally spaced, i.e. homogeneous, return series.
By definition, p(pk, pi) can vary from —1 (completely anti-correlated pair of
stocks) to 1 (completely correlated pair of stocks). When p(pg,p;) = 0, the
two stocks are uncorrelated.

In the previous chapter, the problems encountered when volatility is
estimated from high frequency data were discussed. These problems also
apply in the multivariate case. In addition, we also face the problem of
asynchronous time series when working with multivariate high frequency
data, i.e. the price of different stocks do not necessarily change at the same
time.

p(pr, 1) =
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To avoid these issues when calculating the Pearson coefficient, the un-
equal and irregularly spaced high frequency raw time series are converted
to evenly spaced, synchronous data series using interpolation. As discussed
in the previous section, various interpolation methods are available, but the
ones most widely used in the literature are linear interpolation and previous-
tick interpolation. Since Barucci and Reno [7] have shown that linear in-
terpolation causes a downward bias, which becomes more profound as the
frequency of the data increases, while previous-tick interpolation was shown
to be unbiased if the diffusion is obscrved at tg = 0 and ty = T, we will
use the latter. The Pearson method still entails two main drawbacks due
to the fact that it requires data to be both evenly spaced and synchronous:
in some intervals of time no observations are available and some observa-
tions are thrown away. This is especially problematic when large covariance
matrices are calculated.

Another method for measuring correlation is the multivariate version of
the raw data realised volatility estimator (See Equation 2.10), which was
examined by Kanatani [21]. In this case, the unevenly sampled observations

pi(t};)iv;'o and pj(ti) kio are used and the correlation is defined as follows:

St T Ap(t) Ap, (H)I(4) 53)

VR AR, Ap()?)

where A = (ti,t;_;) N (t],t] ;) # 0 and I(.) denotes the indicator function.
We refer to this as raw data realised correlation or RDRC. In this case, we
assume that At — 0, i.e. the time between ticks is very small. This implies
that this method cannot be used to calculate the correlation over different
time scales and can only be used for comparison with other methods when
looking at the smallest time scale, which is 1 second in the case of high
frequency data.

In the previous chapter, the univariate Fourier estimator was exam-
ined. By polarisation of the one-dimensional result (Equations 3.16, 3.17
and 3.18), the Fourier estimator can be extended to the multivariate case.
Since this method is based on the integration instead of the differentiation
of the return series, it should provide the necessary robustness to address
the issues related to high frequency data. The following formulae, which
reiterate Equations 3.27, 3.28 and 3.29, show how the Fourier coeflicients of
the volatility matrix ¥;; can be calculated:

s
. ™
ao(¥y) = lim 511 m Y (as(dpi)as(dp;) + bs(dpi)as(dp;)),
8=np
T 5 1
ar(Ei;) = S{“;()m > 5 (as(dpi)ask(dps) +
S§=Tng
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as(dpj)astr(dp:)),

s
. s 1
be(Ei) = S{%m > §(as(dpi)bs+k(dpj) +
s=ng
as(dp;)asik(dp;))-

The instantaneous volatility matrix 2;; can then be reconstructed by the
Fourier-Féjer inversion formula shown in Equation 3.10.

To calculate the integrated volatility matrix Efj we can once again use
the fact that

Z;j = Qwao(Eij)

)

S
= 5 > (ag(dp)ag(dp;) + by(dpi)by(dp;). (5.4)
g=1

The Fourier multivariate estimator was first implemented by Reno [37],
where it was used to investigate the Epps effect. Kanatani [21] examined the
Fourier estimator in comparison with optimally weighted realised volatility,
while Iori and Precup [33], [34] compared the Fourier multivariate estimator,
realised volatility and the co-volatility weighting proposed by Dacorogna et

al [25] using simulated data as well as empirical data from the S&P100.
In this chapter, the Fourier multivariate estimator is evaluated in the
South African context, where empirical data from stocks traded on the JSE
data is used in conjunction with simulated series with the same character-

istics as stocks traded on the JSE.

5.1 Evaluation Methodology

Without loss of generality, we set the number of assets as two and test
the Fourier method through a Monte Carlo study on a simulated bivariate
process using the methodology proposed by [25].

This is done by first simulating two uncorrelated, normally distributed,
i.i.d. random time series A(t) and B(t) of size N = 86000 (number of seconds
in a day), each with zero mean and standard deviation of 0.01. It can be
confirmed that A and B are still normally distributed with correlation of x.
A third series C(t), which is a linear combination of A(t) and B(t), is then
created as follows:

C(t) = kA(t) + (1 —k%)B(t), where0<t< N (5.5)

where N is the number of observations in each series and the correlation
coefficient k is selected such that 0 < x < 1. This corresponds to the
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following constant volatility GARCH(1,1) model:

dp1(t) = oadW(t),
dpa(dt) = odWa(t),
corr(dWy,dWsy) = &,

where 0 < k < 1. In our simulation, we chose ¢ = 0.01 and dt = 1/86000.
This process is repeated a 1000 times to simulate a 1000 days of trading. (8]
states that a reasonable approximation of the error on the estimate of « is

9 /1

Ak = (1 —k?) N

The time interval between trades in JSE equities approximately follows

an exponential distribution with rate parameter ~ in the range 43 seconds

(very liquid stock) to 3311 seconds (least liquid stock), while the mean

time between ticks is equal to 423 seconds. [34] found that stocks from the

S&P100 are much more liquid, with the time interval between trades ranging
between 1 and 67 seconds.

To imitate actual trading patterns, we sampled the simulated process

using the exponential distribution, as described in Section 4.1, and varied

v with distributions observed on the JSE for both synchronous and asyn-

chronous series.

5.2 Results on Simulated Data

In our first simulation, we repeat the Monte Carlo simulation described
above with different values for the correlation x, where k = {0.1,0.2,...,0.8,0.9,1}.
The Fourier estimator is then used to calculate the correlation between these
simulated synchronous and asynchronous time series. The results are com-
pared with that obtained from the Pearson coeflicient. In this simulation,
the Nyquist frequency is used in calculating the Fourier correlation. In the
case of the Pearson coefficient, the estimator was tested using both linear
and previous tick interpolation to convert the data into equally spaced series.

The results of this simulation are shown in Table 5.1, where the constant
multiplier & from Equation 5.5, which determines the correlation between
the two series, and the mean values obtained by the two estimators are
shown. The Fourier estimator consistently approximates the correlation
between distributions A and C successfully. The results of Table 5.1 are
depicted in Figures 5.1 (synchronous data) and 5.2 (asynchronous data). In
the simulation on synchronous, unevenly spaced data, the Fourier estimator
outperforms the Pearson coefficient, which has a slightly negative bias. As
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Table 5.1: Results of a Monte Carlo simulation of the Fourier and Pearson
correlation estimation methods. The table shows the induced correlation k
in the first column and the estimated correlations for the two methods for
synchronous and asynchronous in the other columns.

Synchronous Data | Asynchronous Data
Multiplier x | Fourier | Pearson | Fourier | Pearson
0.0 0.000 0.000 0.000 0.000
0.1 0.100 0.085 0.067 0.080
0.2 0.199 0.147 0.212 0.089
0.3 0.299 0.257 0.286 0.229
0.4 0.400 0.370 0.364 0.400
0.5 0.500 0.434 0.463 0.444
0.6 0.600 0.551 0.574 0.533
0.7 0.699 0.662 0.662 0.680
0.8 0.799 0.754 0.768 0.773
0.9 0.900 0.874 0.868 0.852
1.0 1.000 1.000 0.963 0.987

expected, the relative errors obtained when asynchronous data is used is
larger than that obtained from synchronous data.

Table 5.2 reports the bias and root mean squared error (RMSE) of each
estimator from the 1000 replications using synchronous and asynchronous
data. The bias and RMSE were calculated as follows:

L N
mean = Z(k - 5(1)),
t

[
A

RMSE = (k= Z5()%,

==
WE

o~
Il
—

where 37 (t) denotes the estimator under question at time ¢.

Figure 5.3 shows the distribution of the standardised errors for both
methods when using synchronous and asynchronous data with an induced
correlation of 0.3. The kurtosis, skewness and standard deviation are also
shown. A correlation of 0.3 was chosen as an approximation for the mean
correlation value of stocks on short time scales. Here we see that the stan-
dardised errors obtained from the Fourier estimator follows a normal dis-
tribution with mean close to zero. This figure shows that the standard
deviation of the relative error obtained from the Fourier method is signifi-
cantly lower than that obtained from the Pearson method when using both
synchronous and asynchronous data. The Fourier method appears to be un-
biased, while the Pearson estimator is negatively biased. Both estimators,
as expected, provide better results when synchronous data is used.
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IFigure 5.1: Results of the Fourier and Pearson estimators on simulated syn-
chrononus data. The figure shows the induced corrclation, ranging between
correlations of 0.1 and 1, in eotuparison with Lhe esiimated values from the
two methods. A Monte Carlo study with 1008 siinnlations was used.
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Figure 5.2: Results of the Fourier and Pearson estimators on simmdated, un-
evenly spaced], asvachronons data. The fimire shows the induced correlation,
ranging hetween correlalions of 0.1 and 1, in comparison with the estimated
values from the lwo methods. A Monte Clarlo study with 1000 simnlations

wis aed,

Table 5.2: Sample bias and RMSE of the Fourier and earson estimators for
cdillerent. values of ss when ising synchronous and asynchronons unevenly
spaced simulaled data,

' Synchronois Data Asyhchronous Data
Bius RMSE Thas ~ RMSE
L | Fouriet | Pearsan | Fourier | Pearsan | Faurer | Pearson | Fourier | Peatson
U B B S ~[10045 01005 0.246 (1451 -{1 {56 (07 0,213
S0 026 (026 hOck (L3105 (061 (L0277 (L.034 (312
0.3 -0.045 | -0.045 RTIH 0.267 - -0.045  0.051 (1.042 (1. 204
0.4 0001 ¢ 0061 00604 0134 -0.090 | 0020 U035 0,134
4.5 | -0.009 G009 (.00 0.211 00T | 003 0.022 0.210
| 06 | (003 | (008 (.02 (1134 -{h01d4 ChOHYD (hO22 G133
LT 003 SR G001 0. 104 (3054 -1 LT (10
0.4 | -0.001 | -0401 0.001 0.061 -0.041 -0.005 0012 (.02
0.9 -0.001 -0.401 0.000 | 0.024 -0.036  -0.003 {.004 (0,026
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In ontr next sinmmulation, we look al the behavionr of the corrclation mea-
sures on different thme scales. lori [34] imvestigated Lhis Issue using generatead
Lire series with mean cxponcntial rates betwesn 3 aed 200 These rafes are
hased on the average micans of SEP100 stocks Lraded in September 2002,
Hince the South African market is less liguid, we repeal 1his exercise nsing
exponential means corresponding to the values obaerved on the JSH. Here
Tomrier- 1007 once again denotes the results obtained from the FPourier esli-
rator on two synchronous time serics with ~ = 100, while "Fourier- 100-300°
dencles asynchronons series with «1 = 100 and 2 = 300, The same applics
for the Poarson eslimalor.
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Figure 5.4 Analysis of simmulatod bivariate synehronous processos with an
induced correlation of 03, The resolts of the Fourler and Pearson eatimators
are ahowr o o function of Lhe Gme scale,

[ignre 5.4 shewes Lhe results obfained (rom onevenly spaced synchronous
Lime series. Here we can fec that Lhe mean Lime between ticks does oot
have g significand influenee on the performance of the estimator, This figure
also shows that the Fourier method takes on a time step function on scales
prealer than an hour, As meolionesd in the previous chapter, this is duc to
the fact thal Lhe valoe of B used i {he reconstenelion of the return sories,
is bversely proportional to the dilersnce in time seale o consecnlive &
valucs. Im additiom, the simmltancous decay of all the correlation specira
fromg the indoced level can be attributed to the fact that correlation was




initially set at the 1 zecond 1ime step of the original serics. We also observe
that the Fourier estitmator omdperforms the Poarson cstimator o very small
time seales. The Pearson cstimator is, however, less sensitive to the choice
ot e sealo.

In [21], Kanatani shows that the Fouricer estimator is equal to the rww
data realised correlation estimator (RDRC), which 1s also egual (o the Pear-
som eocticient, when {he number of Fourier cocfficients 1= sufhiciently lacge,
e the time seale is suiliciently small. This can also be observed from the
Hgure abaowve,
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Figure 5.5: Analysiz of sirnulated Lisariace asyvachironous processes wilh an
intdueed correlation of 0.3, The resolts of Che Foorer aned Pearson estimadors
are showi as o function of Che time seale.

When looking at the results on asyochropous data as shown m Figure
8.5, wie observe thal the Fourier cslimator ouly reaches it opdimal lesel at
o time scale of aboub 60 minutes, while the Pearson estimator converges
significantly faster. In [34], it was fowd that, for asyuchronous series, the
correlation spectra on shorter tite scales are dependent on the exponential
rates, This can alaso be ohserved i the figure above, The higher the mean
rate of a series, the faster it deviates from the indueced corrclation level on
a short time scale. With the dataset used in this paper, simulated to refloct
the behaviour of stocks ineluded 0 the SEPTOO0 index, the series start to
stabilise alier 0 minnees, indicating thal the time i akes for 4 series 1o
slabilise is linked to the Houidity of the series. The initial deviadion or decay
(s explained by the fact that, for exponentially distrilnited intertrade times.
the proportion and magnitude of large positive deviations from the mean




increase with the mean itself. In other words, the standard deviation of
intertrade times are higher in series with a large mean between intertrade
times.

In both cases, the results obtained from the estimators under question
have a negative bias, which can then be explained by the asynchronous
nature of the data.

The effect of asynchronous data was also studied in [8]. In this paper
they found that, when using only the synchronous data points, i.e. those
data points which occur at the same time, the right correlation is obtained,
but with a larger volatility. However, when using asynchronous data, a
negatively biased estimate is obtained. They conclude that only data which
come in the same time are therefore meaningful and that asynchronous data
points cannot fully reveal correlations. This is a serious limitation, since the
data set is reduced significantly when only considering synchronous data
points. However, the fact that the high frequency data are not equally
spaced does not affect the power of the Fourier algorithm, while it does
influence the Pearson estimator.

5.3 Empirical Analysis

In this section, the behaviour of the Fourier and Pearson estimators are
examined using empirical data from the JSE. The same stocks used in the
previous chapter and examined in Section 4.4.1 are used. Section 5.3.1 looks
at results obtained from evenly spaced data, while Section 5.3.2 considers
the high frequency case. We replicate and confirm the results of Malliavin
and Mancino [22] by evaluating the results obtained from evenly spaced data
and replicate results from Iori {34] to evaluate the high frequency case. We
add to this literature by evaluating the behaviour of the eigenvalues of the
estimated correlation matrices to get a better understanding of the temporal
stability of the matrices calculated using the Fourier method.

5.3.1 Results on evenly spaced data

To show that the method performs well in computing correlation for evenly
spaced, synchronous financial time series, the method has been applied to
compute the correlation between the chosen stocks using weekly data from
January 2001 till January 2006. Figure 5.6, which is a subset of the results,
display the correlation between Anglo American (AGL) and Billiton (BIL),
Gold Fields (GFI), Standard Bank (SBK) and Sasol (SOL) respectively,
calculated using both the Fourier method and the Pearson method. A rolling
window with a window size of 52 weeks, which is rolled forward on a weekly
basis, is used.

The estimate according to the Fourier methodology is in line with the
one obtained with the Pearson method and confirms the results obtained
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from simnlated data discussed in the previous section. It also shows Lhal
the Yourier method wives smoother resylts than those oblained from the
Pearson method. Tt was also conlirmed (hat the Fourier estimator always
provides positive delinite mairiecs, while this i= not the case with the Pearson
methor.
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Figure 5.4i: Correlation bitweenw AGT. and four other shares. namely 1311,
GFI, SBK and SOL. 'The sindy was perforned over a rolling window of
evenly spaced, weekly data from the JSE between January 2001 (Week 1)
and January 2006 (Week 250).




5.3.2 IResults on high frequency data

In this section, the hehavionr of the correlation cstimators are exainined in
the presence of high ltequency data. We start by looking at the hehwviour
of the estimalors when Lhe correlalion hetween stocks from the same sector
15 considerod s chen look al (e correlation between stooks from different
sectors. The temporal evolation of the corcelation matrices i3 {hen examined
by looking at the stsbilily of the sivenvalues and the distribution of the
difterence between the correlation estimnates between consecutive 1ime scales,

Firure 5.7 shows the time scale ovolution of the Fourder and Pearsun
corrclations betwoeen 3 Fold stocks from the Resources sector, namely Anglo
Gold {ANG), Gold Ficlds {GFI} and Harmony Cold Mining (HAR). These
stocks are all relatively linuid in the South African market with intertrade
times of 12626 (ANG), 81098 (GFL, and 88.72 (HAR) for che (ime period
under gquestion. The avarage of the intraday volability over the different time
scales for every day of the monthe is caleulsted, This RBgpure shows the results
tor Jamrary 20001
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Fizure 5.7 Average correlstion as a function of {he time scale as computed
with the Fourier and Pearson methods between three gold stocks from the
Resources sector, namely Anglo Gotd (ANG), Gold Fislds ({GFI) and Har-
mony Gold Mining (HAR). High frequency data from January 2004 was
nged. The time scale ranges from 1 mimice to two hours.

As experted, both estimators show significant correlation between the
three pairs of stocks. The rise in (he variation of 1he estimates with an
increascd time scale could be attributed o a loss of statistical power as




the number of observations ncluded in Lhe estimators are decreased. 1 all
cases, the Fourier carrelation moethod provides a stnoother speciram than
the 1*earaon method. In addition to this test, tests were also performed on
high frequency data with a length of one mwonth (Note that in the provous
test, the lenpglh of data was one day, with the tests repeated for every dagy of
a month ). This resulted in higher correlation estimates between Lhe chosen
stocks than that obtained from using dally data, This is as expected, sinee
it was already shiwwn by Epps [11] that the corrclation among stocks drop
when the sampling horizon iz decreased. This 35 referred to as the Epps
effect in the literature.

Fipure 5.8 shows the time scale evolulion of the correlation between 3
stacks from the Financial sector, namely First Rand (FSR), Standard Bank
(SBK) and Nedbank (NED),
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Figure 5.8 Average correlation as a function of the timne scale as computed
with the Fourier and 'earaon methiods between three stocks frome the Finan-
cial sector, namely First Raod [FSR), Staudard Bank{SBK) and Nedbank
INED). High frequency data from January 2004 was used. The tiee scale
ranges from | minte to tao hoars.

In this case, the Fourier eslimator shows sienificant correlation hetween
the pairs of stocks while the Pearson estimator shows a strong correlation
between FSH and SBE, while low, and sometitnes even negative, correlation
Letween NED and 5B and 'SR and NEID.

Figure 5.10 shows the time scale evolution of the coreelation belween
A stocks from different seclors. The following stocks were chinsen: Anglo
Gold from the Resonrces sector ({ANG), Stundard Bank (SBK) from the
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Financial sector and MTN (MTXN) from the Non-Cyelical Services sector.
We note that the Epps offect is slightly more pronounced in this Hgure wehere
we esiimate the corvelation between stocks from different scctors than ol
previons figures where we looked at the correlation of stocks from the same
seclor. Tn [14., Mantegna, Bonanno and Lillo also noted that the correlation
deercases faster lor inlra-sector stocks thuan for intersector stocks.
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Fipure 5.9 Average correlation as a tunetion of the time scale as computed
with the Fourier and Fearson methods between three stocks from different
sectors, namely Anglo Gold {ANG) from the Resources sector, Standard
Bank{5BK) from the Financial Sector and MTN {MTN} from the Non-
Cyelical Bervices sector. High frequency data from Janoary 2004 was wsed,
The time scale ranges fram | minate to two hoors,

In our next study, we examine the temporal esvolution of the correlation
matrices by cvaluating the behaviooe of the eigenvalues of the correlation
matrices across different tine scales, Figure 5100 shows the elgenvalues of
the correlation matrices caleulated by the Fourier and Pearson methods as
a function of the time secale, while Figure 5,11 shows the standacd deviation
of the cigenvalues. From these figures, we can see thal 1he larger cigenvalues
olstained from the Fourler method are more stable (las a smaller standard
deviation), than those obtained from the Pearson method, indicating that
the temporal stability of corvelation matriees caloalated using the Fourier
method exeeeds that of matrices caleulated using che Pearson method.
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Figure 5.10: Time evolution of the eigenvalues of the cstimated correla-
tion matrices ordered by size. Eigenvalue 1 is the smallest eigenvalue and
cigenvalue 9 the largest.
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Another way of looking at Lhe overall lemporal evolution of the correla-
tien miatrices is fo compute their consecutive dillerences defined as o, (1) —
cg;{t — 11, where g, is the correlation between stocks @ and § atb lime seals
t. This study was also performed on SEP100 dals o [34 The results
are shown in Figore 512, From this Beure we can see Lhal Lhe Fourier
methind hias g standard devistion significantly smaller thao that of the Poar-
son methad. Uhe tails of the distribution are also shorter. The largest
variation hecween congecutive time scales when the Fourier method s nsed
wag D183 amd -017320 The Pearsan method resulis in values (06614 s

-(14634, which are signilican!ly larger.
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5.4 Summary

In this chapter, we evaluated the multivariate Fourier estimator in compar-
ison with the Pearson estimator. From the results of our simulations, we
have found that:

1.

The Fourier method performs well in comparison with the Pearson
coefficient when evenly spaced, synchronous, simulated data is used.

The Fourier method outperforms the Pearson method in terms of bias
and RMSE when unevenly spaced, asynchronous, simulated data is
used.

When using synchronous simulated data, the Fourier method outper-
forms the Pearson method on very small time scales in terms of ac-
curacy. The Pearson method is, however, less sensitive to the time

scale.

When using asynchronous simulated data, the Pearson coefficient con-
verges faster to its optimal level of optimization when the time scale
is increased.

The Fourier estimator provides smoother results than the Pearson es-
timator when evenly spaced empirical data is used.

The correlation matrices calculated using the Fourier estimator pro-
vide more stable eigenvalues than those calculated using the Pearson
estimator.

The standard deviation of entries of the consecutive difference between
correlation matrices is smaller for the Fourier estimator and has shorter
tails.
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Chapter 6

Conclusion and suggestions
for future work

6.1 Concluding remarks

In this dissertation, we evaluated the method for estimating integrated uni-
variate and multivariate volatility proposed by Malliavin and Mancino[22],
referred to as the Fourier method. This method was compared to realised
volatility, in the case of measuring univariate volatility, and the Pearson
coefficient, in the case of measuring multivariate volatility.

To achieve our goal, we evaluated the method using both simulated time
series and empirical financial data. In both cases, evenly spaced and high
frequency data were considered.

In the case of evenly spaced data, we found that the Fourier method
compares very well with classical methods and provide smoother estimates.
In the case of high frequency data, we confirmed the results of Iori [34]
and found that the Fourier method gives better results than the realised
volatility estimator in terms of generating smooth estimates with a lower
bias and root mean squared error, which are also less sensitive to the choice
of returns time scale. The Fourier method is also model independent and
guarantees a positive definite correlation matrix, which is not the case with
other classical methods. We therefore conclude that the Fourier estimator
is well suited to the time structure of high frequency data.

The implications of a better measure for the volatility are far reaching. In
broad terms, a good tick-by-tick volatility estimator enlarges our information
set about a given time series. This will lead to better forecasts, both because
the information set in the past is better, and because the integrated volatility
to be forecasted is known more accurately. In turn, this will lead to better
risk management, portfolio optimization or option pricing.
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6.2 Future work

For the purpose of this research, we made the assumption that volatility
is constant over time when simulating stock prices. In future work, this
assumption should be relaxed and other data generating mechanisms, such
as the GARCH model, Ornstein-Uhlenbeck model, and other models with
memory and jump processes should be implemented.

In this dissertation, we evaluated the correlation matrices in terms of
their temporal stability. It would be an interesting exercise to use these
correlation matrices in portfolio theory problems, such as the optimal asset
allocation problem, to determine the success in comparison with classical
methods.

Recent work of Mykland, Ait-Sahalia and Zhang [42] used the Fourier
method in addition to certain bias correction methods. This has not been
evaluated in the South African contect.
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Appendix A

Program listing

The programs used to calculate the Fourier univariate and multivariate vola-
tility are listed here. All other programs used in the simulation exercises and
calculation of classicial methods for calculating volatility and correlation are
available on request. All software was written in Matlab [17].

A.1 Volatility estimation using the Fourier method

function var = ftvar(data,N,varargin)

% FTCOR calculates correlation of high frequency data

h

% VAR = FTVAR(data,N,nrfc,n0) returns a matrix containing the
% integrated volatility calculated by the method proposed by
% Malliavin and Mancino in their paper ’Fourier series method
% for measurement of multivariate volatilities’.

.

% data - struct containing dates (data.dates) and

% prices (data.PRC) for each series.

%N - length of time scale

% nrfc - number of Fourier coefficients to be

yA included in estimation

% noO — number of Fourier coefficients that should be
/A omitted

% pricetype - <char specifying whether prices are log prices
/A or not

% See also ftvar.m, ftcovar.m, pearson.m
% $Author Chanel Malherbe

%% Assign the defaults
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%Number of Fourier coefficients to be included in
%the estimation defaults to the Nyquist frequency
nrfc = N/2;

%Number of Fourier coefficients to exclude from the
%4beginning

n0 = 1;

#Specify whether data series is price or log of price
pricetype = ’logprice’;

%% Manage polimorphism
switch nargin

case 3

nrfc = varargin{1};
case 4

nrfc = varargin{i};

n0 = varargin{2};
case 5
nrfc = varargin{1};
n0 = varargin{2};
pricetype = varargin{3};
otherwise
if (nargin > 4);
error ([’BadInputArguments’, ...
’Incorrect Input Arguments’]);
end
end

%% Check the validity of the input
/#Check that the number of fourier coefficients is larger
%than zero
if (nrfc <= 0);

nrfc = 1;

warning (’Number of Fourier coefficients is zero’);
end
%Check that nO is positive
if (n0 <= 0); n0 = O;warning(’NO is zero’); end
%Check that data is a strucutre
if "isstruct(data); error(’Incorrect data type’);end
%#Check whether price is log price, if not, take logarithm
if strcmp(pricetype, ’price’)

for i = 1:length(data)

data(i).PRC = log(data(i).PRC);

end

end
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%% Calculate the volatility

kc

= [1:round(nrfc)];

for i = 1:length(data);

Ni = length(data(i).dates);

tsi = rescale(data(i).dates);

reti = diff(data(i).PRC);

tki = tsi(2:Ni)*kc;

feca(:,1 (1/pi)*(reti’*cos(tki))’;

feb(:,1) = -(1/pi)*(reti’*sin(tki))’;

var(i) = (pi~2/(nrfc + 1 - n0))*(sum(fca(n0:round(nrfc),1)
*fca(n0:round(nrfc),1)) + sum(fcb(nl0:round(nrfc),1)
.*+fcb(n0:round(nrfc),1)));

end

A.2 Correlation estimation using the Fourier method

function C = ftcor(data,N,varargin)

h
A

FTCOR calculates correlation of high frequency data

COR = FTCOR(data,N,nrfc,n0) returns a S-by-S matrix
containing the pairwise linear correlation calculated
by the method proposed by Malliavin and Mancino in
their paper ’Fourier series method for measurement

of multivariate volatilities’.

data - struct containing dates (data.dates) and
prices (data.PRC) for each series.

N - length of time scale

nrfc - number of fourier coefficients to be included
in estimation

no0 - number of fourier coefficients that should
be emitted

pricetype - char specifying whether prices are log prices
or not

See also ftvar.m, ftcovar.m, pearson.m

$Author Chanel Malherbe

%% Assign the defaults
%Number of Fourier coefficients to be included in the
%estimation defaults to the Nyquist frequency
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nrfc = N/2;

%Number of Fourier coefficients to exclude from

%the beginning

n0 = 1;

%Specify whether data series is price or log of price
pricetype = ’logprice’;

%% Manage polimorphism
switch nargin

case 3

nrfc = varargin{1};
case 4

nrfc = varargin{i};

n0 = varargin{2};
case b5

nrfc = varargin{i};
n0 = varargin{2};
pricetype = varargin{3};
otherwise
if (nargin > 4);
error ([’BadInputArguments’,
'Incorrect Input Arguments’]);
end
end

%% Check the validity of the input
%Check that the number of fourier coefficients is
%#larger than zero
if (arfc <= 0);

nrfc = 1;

warning (’Number of Fourier coefficients is zero’);
end
%Check that n0 is positive
if (n0 <= 0); nO = O;warning(’NO is zero’); end
%Check that data is a strucutre
if “isstruct(data); error(’Incorrect data type’);end
%#Check whether price is log price, if not,
%take logarithm
if strcmp(pricetype,’price’)

for i = 1:length(data)

data(i) .PRC = log(data(i).PRC);

end

end
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%Calculate the correlation matrix
kc = [l:round(nrfec)l;

for

i =
Ni =
tsi

tki

fca(
fcb(
varl

for

1:length(data);
length(data(i) .dates);
= rescale(data(i).dates);
= t51(2:Ni)*kc;
:,1) = (1/pi)=*(data(i) .PRC’*cos{tki))’;
:,1) = -(1/pi)*(data(i) .PRC’*sin(tki))’;
= (pi~2/(nrfc + 1 - n0))*(sum(fca(n0:round(nrfc),1)...
.*fca(nO:round(nrfc),1)) + sum(fcb(n0:round(nrfc),1)...
.*xfcb(n0:round(nrfc),1)));
jo=1:1
%Determine the size of the input series pl and p2
Nj = length(data(j).dates);
%Calculate the difference between consecutive prices
tsj = rescale(data(j).dates);
tkj = tsj(2:Nj)*kc;
fca(:,2) (1/pi)*(data(j) .PRC’*cos(tkj))’;
fcb(:,2) = -(1/pi)*(data(j) .PRC’*sin(tkj))’;
%#Calculate the integrated volatility and covolatility over

%the entire time window

end

end

covar = (pi“2/(nrfc + 1 - n0))*(sum(fca(nO0:round(nrfc),1)...
.*+fca(nO:round(nrfc),2)) + sum(fcb(nO:round(nrfc),1)...

.*fcb(n0:round(nrfc),2)));

var2 = (pi~2/(nrfc + 1 - n0))*(sum(fca(n0:round(nrfc),2)...
*fca(nO:round(nrfc),2)) + sum(fcb(nl0:round(nrfc),2)...

.*#fcb(n0:round(nrfc),2)));
%#Calculate the correlation
if ((var1>0)&&(var2>0))

C(i,j) = covar/(sqrt(varl*var2));
else

C(i,j) = 0;
end
if “(i==j); C(j,i) = C(i,j);end
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Appendix B

Glossary of Terms

Autocorrelation: A mathematical representation of the degree of similar-
ity between a given time series and a lagged version of itself over successive
time intervals. It is the same as calculating the correlation between two
different time series, except that the same time series is used twice - once in
its original form and once lagged one or more time periods.

Bid Price: The price that a buyer is willing to pay for an asset.

Black-Scholes model: The first complete mathematical model for pricing
European options on stocks, developed by Fischer Black, Myron Scholes and
Robert Merton. It examines the market price, strike price, volatility, time
to expiration and interest rates. It is limited to only certain kinds of options.

Calibration: Method for implying a model’s parameters from the prices of
actively traded options.

Correlation: A statistical measure of the simultaneous change in value of
two random numeric variables. Correlation is computed into what is known
as the correlation coefficient, which ranges between -1 and +1.

Correlation coefficient: A statistic in which the covariance is scaled to a
value between minus one (perfect negative correlation) and plus one (perfect
positive correlation).

Covariance: A measure of the degree to which returns on two assets move
in tandem. A positive covariance means that asset returns move together;

a negative covariance means they vary inversely.

Cross-correlation: A statistical measure timing the movements and prox-

OThis glossary was compiled using definitions from [16] and [18].
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imity of alignment between two different information sets of a series of in-

formation.

Derivative: An instrument whose price depends on, or is derived from, the
price of one or more underlying assets. This includes, for example, futures
contracts, forward contracts, options and swaps.

Diffusion process: Model where value of asset changes continuously with-
out jumps.

Econometrics: The application of statistical theories to economic ones for
the purpose of forecasting future trends.

GARCH model: A model for forecasting volatility where the variance rate
follows a mean-reverting process.

Generalised Wiener process: A stochastic process where the change in
a variable in each short time period of length ¢ has a normal distribution
with mean and variance, both proportional to d¢.

Geometric Brownian Motion: A stochastic process often assumed for
asset prices where the logarithm of the underlying variable follows a gener-
alised Wiener process.

High frequency data: Data obtained by collecting all prices in a certain
period.

Historic volatility: A volatility estimated from historical data.

Implied volatility: Volatility implied from an option price using the Black-
Scholes or a similar model.

Ito’s Lemma: A result that enables the stochastic process for a function of
a variable to be calculated from the stochastic process for the variable itself.

Ito process: Statistical assumptions about the behavior of security prices.

Kurtosis: A statistical measure used to describe the distribution of ob-
served data around the mean.

Lognormal distribution: A variable has a lognormal distribution when
the logarithm of the variable has a normal distribution.
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Martingale: A zero-drift stochastic process.

Monte Carlo simulation: A mathematical modeling procedure for ran-
domly sampling changes in variables. For a model that has several parame-
ters with statistical properties, pick a set of random values for the parameters
and run a simulation. Then pick another set of values, and run it again. Run
it many times (often 10,000 times) and build up a statistical distribution of
outcomes of the simulation. This distribution of outcomes is then used to
answer whatever question you are asking.

Nonparametric volatility methods: Methods for addressing the com-
putation of historical volatility without assuming a functional form of the
volatility.

Non-stationary model: A model where the volatility parameters are a
function of time.

Normal distribution: In statistics, a theoretical frequency distribution for
a set of variable data, usually represented by a bell-shaped curve symmet-
rical about the mean.

Option: The right to buy or sell an asset.

Parametric volatility methods: Methods where the expected volatility
is modelled using a functional form of the variables observed in the market.

Pearson coefficient: A type of correlation coefficient that represents the
relationship between two variables that are measured on the same interval
or ratio scale.

Realised volatility: Method for the measurement of volatility where the
daily volatility is measured by a sum of short-term intraday squared returns,
say for example, at a 10 minute time horizon.

Semi-martingale: A stochastic process which can be decomposed into a
drift term and a local martingale.

Skewness: A statistical term used to describe a situation’s asymmetry in
relation to a normal distribution.

Standard deviation: A measure of the variation in a distribution, equal

to the square root of the arithmetic mean of the squares of the deviations
from the arithmetic mean; the square root of the variance.
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Stochastic: Involving or containing a random variable or variables; involv-
ing chance or probability.

Stochastic process: An equation describing the probabilistic behaviour of
a stochastic variable.

Stochastic variable: A variable whose future value is uncertain.

Variance: The dispersion of a variable. The square of the standard devia-

tion.

Variance-covariance matrix: A matrix showing variances of, and covari-
ances between, a number of different market variables.

Volatility: A statistical measure of the dispersion of returns for a given
security or market index. Volatility can either be measured by using the
standard deviation or variance between returns from that same security or
market index. Commonly, the higher the volatility, the riskier the security.
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