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Abstract

In this paper, we propose a jump-diffusion model with the log-double-uniform jump
amplitudes to govern the dynamics of the asset price. The truncated probability density
function and the bin probability distribution formula for the log-returns of the assert are
obtained. We use multinomial maximum likelihood estimation method and 1988-2003
Standard and Poor’s 500 (S&P 500) market data to esmitate the model parameters.
Then, the estimated parameters are used to simulate the 1988-2003 S&P 500 prices
and get the histogram for the simulated log-returns. Some comparisons among different
jump models are also presented.

Key words: jump-diffusion model, S&P 500, bin probability distribution, parameter estima-
tion, simulation.

1 Introduction

In the recent three decades, many efforts are used to modify the Black-Scholes model [2]
since it is incapable of fully capturing the empircal features of the assert prices or option
prices. Some models add the jump part to the black-scholes model (jump-diffusion model)
and try to catch the large random fluctuations such as crashes and rallies and the nonnormal
features such as negative skewness and leptokurtic (peakedness) behavior in the assert return
distribution (see Merton [13], Kou [12], Hanson and Westman [5], Hanson and Zhu [8]). The
other models are proposed to incorporate the volatility smile, that is, the volatility is not a
constant as in the Black-Scholes model, with or without jumps in returns (see Heston [9],
Bates [1] and Duffie, Pan and Singleton [3]), we call them stochastic-volatility models.

In general, the jump-diffusion model is simpler than the stochastic-volatility model, but
qualitatively catch the empirical market phenomena. Since crashes and rallies are rare
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events, so the Poisson process is reasonable for the timing of jumps. But, it is not clear how
to choose the amplitude of jumps. Merton [13] choose a log-normally distributed process
for the jump-amplitudes, recently Kou [12] choose a log-double-exponentially distributed
process. However, there are at least two problems for the above two choices: one is that
the exponentially small tails of the log-normal and log-double-exponential distributions are
contrary to the flat and thick tails of the financial market return data; the other is that an
infinite jump domain is unrealistic since the jump amplitudes should be bounded in a real
world financial markets, especially after October 1987, when “circuit breakers” are adopted
to reduce stock market volatility. Therefore, Hanson and Westman [5] proposed a log-uniform
process for the jump-amplitudes. But some problems still exists in the log-uniformly jump-
diffusion model: there exist significant lumps in the shoulder in the hysteriagram for the
log-uniform model which does not appear in the hysteriagram for the S&P 500 sample data
and some parameters estimated still need to be improved such as skewness and kurtosis. For
details about the above three models’ comparison, please see Hanson and Zongwu [8].

Therefore, we propose a jump-diffusion model with log-double-uniform jump amplitudes
and try to improve parameter estimations. In this paper, we are not try to incorporate the
stochastic volatility to the jump-diffusion model since we want to focus on the effects of jump
amplitudes. If more accurate model is needed, stochastic volatility may be considered.

The paper is organized as follows. In Section 2, the model is proposed and analyzed. In
Section 3, we get some basic moments which are important to the parameter estimations.
In Section4 and Section 5, density function and bin probability distribution formula of log-
returns are achieved. In Section 6, Numerical results and figures are given and discussed.
Finally, we draw a conclusion in Section 7.

2 Log-Double-Uniform Jump-Diffusion Model

The following constant rate stochastic differential equation (SDE) is used to model the
dynamics of the asset price, S(t) :

dS(t) = S(t) (udt + odW (t) + J(Q)dP(t)) (1)

where Sy = S(0) > 0, p is the drift coefficient, o is the diffusive volatility, W (t) is the Wiener
process, J(Q) is the Poisson jump-amplitude, @ is an underlying Poisson amplitude mark
process selected so that

Q@ =In(J(Q)+1)
for convenience, P(t) is the standard Poisson jump counting process with joint mean and
variance

E[P(t)] = At = Var[P(t)].
Let the density of the jump amplitude mark ) be double-uniformly distributed:

p q
Po(q) = —Ltazq<oy + 7 Lo<azey, (2)

where a < 0 < band 0 < p < 1 represents the probability of downword jumps and ¢ = 1—pis
the probability of upward jumps. The set indicator function is Iysy for set S. The mean of ()
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is p1; = (pa+qb) and the variance of Q is 07 = %(b—a)%—%. The third central moment

of Q is M E[(Q — p;)%] = BL(b — a)*(ag + bp) and the fourth central moment of @ is
M(4 = [(Q LLJ) | = 1j+p/5(a* —50° p;+10a* 15 —10ap3) +q/5(b* = 5b° ;41007 115 — 10043

According to the It6 stochastic chain rule [7] for jump-diffusions, the instant log-return
process dIn(S(t)) satisfies the constant coefficient SDE

dIn(S)(t) = puadt + ocdW (1) + > Q;, (3)

where g = p — 0.502 and the Q; here are independent identically double-uniformly dis-
tributed jump-amplitude marks Q). We call dIn(S(t)) the instant log-return since dIn(S(t)) =

In(S(t + dt)) — In(S(t)) = In( (;z;‘)ﬁ)) In (S(t);(f)s(t)) R~ dg(%) which is an instant return, the

relative gain over an infinitesimal time dt. In the case that the time step At is a daily
increment rather than an infinitesimal like dt, then Aln(S(t)) satisfies the following SDE

An(S)(t) = puaAt + o AW (t) Z Q. (4)

Aln(S(t)) = In(S(t+ At)) —In(S(t)) is called daily log-return in a similar reason as instant
log-return.

3 The Basic Moments of daily log-return A ln(S(¢))

For the moments of daily return rate Aln(S(t)), we have the following theorem:

Theorem 3.1 If Aln(S(¢)) satisfies SDE (4), the first four moments of Aln(S(t)) are the
following:

MED = BIAI(S(1))] = (ua + Auy) At

MY

Var[AIn(S(¢))]
= (0? + )\(0]2 + M?))At;

MYD = B [(Aln(S(t)) —Ml(jd))ﬂ

3 b3
S Iq AAL;

MUD = E[(AIn(S(t))—Ml(jd))4]

4 4
_ ww

+3(0” 4+ M(pa® + qb*) /3)*(At)>.



Proof: From Theorem 5.12 in [7], we know directly that the first two moments M; U9 and
MQ(]d) are true. Also, from the same Theorem 5.12, Méjd) = (M(B) + 15 (307 4 115))AAt and

MID = (MG) + 4,ujM<(3) + 6/12» o + M?) AAt +3(0” + AMp? 4 07))*(At)?. Then, we put the

values of 1}, 0 M ) and M ) of the doule-uniform jump amplitude mark () into the above
formulae and do some amphﬁcations, will finally get the formulae as in the theorem for the
third and fourth moments. 0O

4 The density of daily log-return Aln(S(t))

In order to calculate the density of Aln(S(t)), we need the following Lemmas.
Lemma 4.1 Shift Property of the Accumulated Normal Distribution Function:
Q(n)(a +, b+ T+, 02) = (I)(n)(av b7 Ky 02)‘

Proof:
_—p—a)? = 1)2

"™ (a+x,b+z; 1+ x,0°) = / Vo= dz
o

(y u)

sety:_zfx /
27r02

= abﬂa )

Lemma 4.2 Distribution Property of the Negative Sign:
(I)(n)(_aa _b; — K, 02) = _(I)(n) (CL, b; 2 02)'

Proof:

_ (ztw)?
—b e 202

dz
V2mo?

_ (= u)
b 202

= —dz
V2mo?

_(z=w?
e 202

dz
vV 2mo?
= dM™ (b, a; p, 0?)

_q)(n) ((1, b7 Hs 02)'

(I)(n)(_a'> _b; —H, 02) =

a




Lemma 4.3

(z=4)2
T2 o7 22
IB(z1,29,A,0) = / x Qda:
*1 V2o
o (z1-4)? (zg—4)?

= (ei 202 — e 202 ) —+ A(I)(n)<x1, xo; A, 0'2).

Proof:
) e_(a;;;;)2
IB(x1,29,A,0) = / (x—A+A) dx
1 27w
= e [ e@;;ﬂd
— /gﬁ1 (x —A) > T+ /m1 s x
(z=4)2
x2 2 2
9 e 20 (:E — A) ( ) 2
- d— + AP (21, 295 A, 07)
e V2mo? 202
—0 1(9”*14)2 2
—= \/%e_ 202 |£? + A(I)(n) (Il, .ZUQ, A, o )
o (z1—4)? (z9—4)2
== (6_ 202 — 6_ 202 ) + A@(T’L) (Il, fL’Q, A, U2>
V2T
O

According to (4) and the convolution theorem [7], we get the following theorem:

Theorem 4.1 The density of Aln(S(t)) is

o) = > p(AADdac(x60) (@)

k=0

Q

S pe A (2).



where AG = At + c AW (t), pr(AAL) =

e MY AAL)F /! and

o) = " (0,57,
o) = To00,bw —,5%) - Lo (02— 1,5%),
a
QS(Q)(a:) = —(;T ((g + %)26_% + (2)26_% + (%)2@ e
o ((Py2 ﬂ) ——n _2<q @) e | 2pq Gt
2<(a)+ab6 Grr@)e = g
+(§)2 ((z = 2a — )" (20,052 — 1,6%) — (x — 1)@ (a, 0; 2 — i, 5%))
2
— ((as — ) (20,632 — 1,6%) = ) (0, + bz — 1,5%))
a
+a®" (a,a + b;x — fi,5%) — b®™ (a + b, b;x — [, 52)>
q — n - = — n J—
+(3)° (= = )" (0,b; 2 — f1,6%) — (& — 20 — @)™ (b, 2b; 2 — [1,5%))

where i = At and ¢ = oV At.

Proof: For the first part (5), please see Chapter 0 in Hanson’s book [7].

prove the second part (6).

For k =0, 9 (z) = ¢ac(x00)’ (z) = dac(x) = ¢ (x; i, 72).
For k =1,
oW(x) = daclxpg) (x)
= daa * ¢Q(ﬂf)

Lemma
4.2
Lemma

4.1

/ o™ (z — y; 1, 5%) o (y)dy

Now we come to

p q
/ <Z5 $ — Y, O )(_al{a§y<0} + EI{OSySb})dy

a/ " (& — y; 1,0%)dy + /¢(”)( —y; [1,07)dy
q@(n)( b 752 — P :
b x— ,:v,,u,a)—5 (z,2 — a; fi,5%).
—%(I)(”)(b—x’_g;7_ﬁ752)+SCI)(")(—LQ—I’ _ﬂ75-2>.

—%QD(")(b, 0;2 — fi,6°%) + ]—9@(”)(0, a;x — Ji,5%).
a

Lpn

) (0, b; 2 —

5?) — SQD(")(G, 0;2 — fi,5%).



For k = 2, first of all, let us calculate (¢g * ¢g)(y).

(bo+da)w) = [

3 Pq(y — 2)dq(2)dz
- q

Loz )dz

p q p
= /_Oo(_a-[{agy—z<0} + EI{OSy—ZSb})<_a]{a§z<O} +

= (2)2/ f{y<z§y—a,a§z<0}dz+(%)2/ Iy b<o<y, 0<o<bydz
pq [~

pq [
_% . I{y<z§y—a ) OSZSb}dZ - % /_Oo I{y—bSZSy , a§z<0}dz

= (5)(min(y — a,0) = maz(y,))* + (1)’ (min(y,b) — maz(y — b,0))*

pq, . bg, .
_%<mln(y - a, b) - max(y, O))+ - %(mln(?ﬁ 0) - max(y - b7 CL))+.

But, min(y — a,b) — max(y,0) = —mazx(a — y, —b) + min(—y,0) = (—max(a,y — b) + y) +
(min(0,y) —y) = min(0,y) — maz(a,y — b) = min(y,0) —maz(y — b, a) since min(z1, z2) =
—max(—z1, —z2), min(zy, ze)+c = min(z1+c, zo+c) and max(zy, z2)+c = maz(z1+c¢, z9+c).
Hence, we have,

(b0 d)(y) = () (min(y = a,0) = max(y,a))* + (;)*(min(y,b) — maz(y — b,0))*

2
—%(min(y —a,b) — maz(y,0))".

Therefore,

¢D(z) = Pac(xdg)*(x)
— /_ " (z —y; 1,%) (g * o) (y)dy

[e.9]

o—y—p)?
_ e T ﬂ(mm( — 4,0) — maz(y, a))*d
a . \/W Yy s Y, Y
9 o _(oc—y—ﬁ)2
e 252
_% n s (min(y — a,b) — maz(y,0)) " dy
0 _(e—y—pm)?
(@2 [ (min(y, b) — max(y — b,0))*dy
b J_o V2r52 ’ ’ '



However,

L = / \/W mm( —a,0) —maz(y,a))tdy
oo —lamum? )2
_ - _ _ +
= /m+/ ¢7;<mm@ 0,0) — maz(y, a))* dy
o _ (z— y u)2
e
= —(y —20)"dy+ | ——(-y)Tdy
oo V2mo2 a V2ma?
_(a— v m? (z—y—)?
0 —

e 252
= dy + dy
la 2mr<y iy + [ (=)

_(z—y—p)* y u) (z—y—p)?

0 ,
= dy — y—dy —2a9™ (24, a; ¢ — i, 5%)
27?02 a 2ma?

emma (“ (1 )2 _(a=(z=p))? _ o
- =\ 2— ; e )+ (z — @)™ (2a,a; 2 — [i,5°)
_(a— (z u))2 _(@—m)? & (n) 9
—e 27 ) —(x—p)®"(a,0;x — [1,07)

—2aCI> )(2a,a; x — [i, 72).

_ (a—(z—p)?% <x 7)? _(a—(z—p))? _(a—p)?
= — 2e 252 + e 252 +

(z —2a — @)®™ (2a,a; 2 — fi,5%) — (x — @)@ (a,0; 2 — i, 52).

Qi
)

In the case a + b < 0,

o, <z—2€;—2a>2
I, = ——(min(y — a,b) — maz(y,0)) " dy

s V215?
_ (== u H)2

2mo
/ ‘/ + [ e (minty = a.b) = mas(y, 0)) dy
+b 27r02

)2

a+b — y “) _(z—y—p)* y u)
_ (y—a)*dy +b y+/ —y)"dy
/ 2#02 atb V2 7T0'2 V2mo2 Vg 0 )
u u)2 b _ (z— u u)2
e
= y—a)dy +bd™(a+b,0;0 — fi,52) + —y)d
/ =8 )dy ( ji,07) i \/W — == (b—y)dy
o -~ 2
_(z—y—m)* y #) ye _(= 21402u) " -
= / 2702 dy — \/_5 ———dy — a®"(a,a+ b;x — [1,0°)
0
+0®"™ (a + b,0; 2 — f1,6%) + b®™(0,b; 2 — fi, 72)



(x y (x_y_ﬁ)2

ye 252
/ V Vore? 0o V2na?

+0®™ (a + b, b; x—u,a)—aCID(")(a,a—l—b;x—ﬂ,&Q)

emma, 72 (a—(z )) _(a 7(177))2
L4:3 %ﬁz A e ) (v — )™ (a,a + b — i, 52)
52 (c—p)> (b—(z—p))?
. /;_(6—# e ) — (2 — @)O™(0, by — 1,52
(n

+b6®™ (a + b, bz — i, 52) — a®™ (a,a + bz — [i,5°)

52 [ _(a—(z—p)? _ —(@=n)? _ (atb—(z—pn))? _=p?
— — (e 27 4e 22— 2?7 —e 27

27
(=) (©(a,a + bz — 1,6%) — ™(0,b;x — j1,5%))
+6®™ (a + b, b; x — [i,52) — a®™(a,a + b;x — [i,5°).

Otherwese, a +b > 0,

e L/ ./;b S iy~ .8)— masty, 0y

=12

ez u) 0o —lEzy—p)
)+ ’ +
— —a)tdy — a/ ——=(b—y)"dy
/ V271a? ( V2me? atb V2152 ( )
0 _@—y=—m? p o —lemww?
e ( )dy — a®™(0,a + b;x — i,6%) + c 7 (b—y)dy
= ——Yy—a - 5 U — Wy / -
o  V2mo? a+b 2m
(;t—y—ﬁ)2 b M
ye 252 ye 252

V2m52 atb V2

+bq>(")(a+b,b;x—u,0 )—aq) (aaa+b;x—ﬂv52)

emma ok _la=(z—p)? (e
e T e ) 4 (- ) (0,02 — 1,57
. T
g2 (a b*(I*’))Q (b*<w*7))2
_ ;_(6_ P ) — (. — @)@ (a + b, bz — fi,5%)
m

+b0 (a+ b, bix — f1,6°) — a®"(a,a + byw — i, 5%)

0% [ _a-@p)?  _eo@em)?  _(ekb-Eep)? (eop)?
_ — (e 2 4e =2 —e 2 —e a2

27
+(x — ) (@™ (a,a + bz — f1,6%) — ©(0, by — ji,57))
+0®™ (a+b,bx — f1,6°) — a®(a,a + b — [1,57).



Therefore,

a2 _(a—(z—p))? _ (b—(z—p)? _ (atb—(z—p))? _(e=p)?
I, = — e 252 +e 252 —e 252 — e 252
27

(o = ) () (a0 + by w — i, 0%) = (0, b2 — i, 52))
+b0 (a+ b, bix = f1,6%) — a®"(a,a + biw — i, 5%).

0o _(z—y—@)* y u)2
I; = / BV (min(y,b) — maz(y — b,0))"dy
00 V 7TO'
b 00 _ (z—y—p)* *y H)2
= ARV r—u (min(y,b) — maz(y — b,0))"dy
/oo b
0o _(wfy_fﬁ)2
_ € 27ty —6 2 — y)d
_(z—y— #)2 _(—y—@p)* y u)
252
/ oz / ot
Lemma (I #)2 _ (b—(z—p)?
1.3 \/ o

222 )+ (z — p)®"(0,b; 2 — i, 5%)

_(2b—(z—p))?
\/— Y L (@ — )@ (b, 2b; 1 — 1, 52)
27T
o™

4.3

(b,2b; x — i, 57)
<z u>2 _ (b—(z—p))? N _<2b—(z—n>>2)
= J— 252 e 252
2
(:c ™0, b; 2 — fi,5%) — (. — 2b — p)®™ (b, 2b; 2 — [1,5°)
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oD (@) = dac(xpg)(x)

=2 —\\2 2 _\2
o _ (Ra—(z—pn)) _(a—(z—p)) _(z—p)
= (1—9)2( 2— <e 252 — 2e 252 + e 252 ) —+
T

(‘T —2a — IH’)(I)(”) (2@, a;x — [, 5-2) - (‘T - ﬂ)q)(n) (CL, 07 r— [, 62))

2pq 02 [ (a—(-m)? _(b=(@—p)? _ (atb—(z=p))? _(=p)?
_—_ — | e 252 + e 252 —e 252 —e 252
ab 2m

+($ - la) ((I)(n) (CE, a+ ba T — [, 5-2) - (I)(n)(o’ ba r — [, 52))

+b@" (a+b,byz — f1,6%) — a®™(a,a + bz — i, 52))

=2 -2 V)2 1y 2
q g _(e=p)” _ (b=(z—p)) _ (2b—(z—p))
)2 —(e 252 — 2e 252 +e 252 )

+

a b a b

Py, PO\ -Gmisa? Qo , PG\\ _G=8=0?  2pq _G=p=a=b?
(G B (e ) B
(a) +ab c (b) +ab) © + abe ’

)2 ((.l’ —2a — ﬂ)®(n)(2a7 a;x — i, 5-2) - (l’ - ﬁ’)q)(n)(a7 0;2z — i, 62))

o] z—p)?2 w—fi—2a)2 o —ji—2b)
_ il(@+ﬁﬁab£-+£fa(25)+ﬂff(iﬁ

+zf(@—uﬂﬂmmhx—ma%—@Wmﬂ+@w—um%)
+a® ™ (a,a + b;x — fi,52) — b®™ (a + b, bz — i, 02))

+(2)? ((z — )@ (0, b2 — i1,6%) — (v — 2b — @)@ (b, 2b; 2 — i, 57)) .

5 The Bin Probability Distribution for Aln(S(t))

First of all, let us derive the following lemmas.
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Lemma 5.1

2
IBy(x1, 19, A, B) / ®M (A, B;x — p,0?)dx

:v1
= ™(A, B;x — p,0%)| 22
o ( (- (H;B»? n 7(I2*(u;~4))2 7(901*(#?4))2 7(12*(u;rl3))2
€ 20 [ 20 — € 20 — € 20
\ 2T
+(u+ B)O" (21, 29, p+ B,0%) — (n+ A0 (2, w95 1 + A, 0%),

+

Proof:

2 A (A B-r — 2
IBy(x1, 9, A, B) £ x(D(")(A,B;x [T )”—/ x (A, B;x M’U)dx
1

IBP dx
_ (z—p—y)?

T2
=  2™(A4 Bz — pu, o’ mz—/ x—e—de
( 1% )acl o ( W |A)

_@on—y)?
= 2d™(A Bz — p,0?)®2 + Bda

z2
€T x—
: / O

_ (z—p—B)? _(a—p—a)?
2052 e 2052

A Bz—pollit | oo~ )
Lemma 2P (A) Bz —p,o ) x1

4.3
o (21— (u+B))? (20— (u+B))*
+ e 202 —e T 202 + (1 + B)Y®d™ (x ,To: i+ B, o?
\/%( ) (:U’ ) ( 1, T2; )
o (21— (u+A))? (o= (u+A4))2
— e 202 —e 202 + )™ (2, 29: u + A, 02
\/ﬁ( ) (:u ) ( 1, T2; )
n . 2\ |x
= zd! )(A,Bw—,u,a)xf
N o ( 7(11*(%2”3))2 n 7(12*@;1‘1))2 7(11*(u;~4))2 7(12*@;3))2
(& 20 (& 20 — € 20 — e 20
V2T
+(p+ B)O™ (21, w95 1+ B, 0%) — (+ A)O" (21, 9, + A, 0%).
O
Lemma 5.2
_(a— A)2
x2 e 202
[Bg(l'l,l'g,A, O') = / 1'2
27?02

S — (z+2A)e” 202]” A4 (02 4+ AHOM (1, 197 A, 0?).

V2r
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Proof:

]B3($1,$27A,0

Lemma 5.3

]B4(ZL'1,.ZU2,A, B)

Set
=z

Lemma

4.1

2

o3
/ z+A2 ¢ dz
@1— V2ro?

2
20

dz +2A / dz + A? /
/ V2ro? V2no? z1-A V 27r02

To—A 2 . xro—A 9
e 2A0 do- i 4 A2 e 2?
zdae 20 + e 202 4

\/27r 2 — V21 Jei—a z1—A \/2%02

2

(2 —|—2Az+A2)

—0a To— A 3 T2~ A _202
—— | ze 72 |z1 4 — V2o
V2 Vi 27?02
ro—A —=
_QAO —Z5 |xo—A 2 o?

<z+2A)e‘57|i§:£ + (07 + A% DM (21, 195 A, 7).

€2
= / x(I)(”)(A,B;x—u,JQ)dx

x1

—0
24/ 21

2— B o— A
Qz+%u+3»e%w D) (o (et A))e B[ ;ﬁg)

#05( (0% 4 (u-+ BY)O a1, 4 5.7

—(0® + (u+ AP (xy, wo; u + A, 0%) + 220 (A, By 2 — p, 0?)|" )
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Proof:
]B4($1,LU2,A,B) -

By
IBP

Lemma

5.2

0

/<I> (A, B;x — p, 0*)da?

1

T2 d(I)(n) o 2
(m (A, Bz — UQ)if—/ z? (4, B;@ 'u’a)dx)

N = N -

dx

_(a—p—y)?

x2
(&
T — M702)£f+/ $2(W|ﬁ)d$
1

( A5
_ (z—p—B)> _(z—p—-A)?
2 2

( A5

N —

z2
2\ |z2 20 (& 20
T —pw,0)2 + — dz
) ! / ( V2mo? V2mo? )

N[ =

<z+mu+B»e2wm ﬁ%+«f+wu+BVmMMMJZN+BJ%

A

(n+A)
m(2+2(u+A)) \xl iy — (0% + (n+ A)? YO (2, o i+ A, o )/

_iz— B —izr— A
(@+au+3mzwg;$;}42+mu+mwzﬂu§ﬁg)

qﬁ
3

_|_

—0
2/ 2T
+0.5 ((02 + (1 + B)*)®™ (21, w95 1 + B, 0”)

(07 + (11 + A))DW (g, w05 1+ A, 0%) + 22O (A, By — i, 0|22

)

(02 + (4 AP)O (a, wyi + A, 0% + 226 (A, Br 2 — 1, 02| )

(u+mu+3mzw@f&@}wz+%u+mwzﬂméﬁA

—0
24/ 27
#05( (0% + (- BB a1, B,

Based on Lemma 5.3, we get the following corollary.
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Corollary 5.1

IB5($1,952,A7 B)

/ (I—,LL)(I)(”)(A,B7J]—M7O'2)CZI

xr1

—0

22 To— _22 To—
= ((z +2B)e 32 270D — (2 4 24)e 207 |22 gﬂ“‘))

2/2r p+B) p+A)

+0.5 <(02 + B2>q)(n)(x17 To; b+ Ba 02)

T1—p

—(0% + A0 (21, m; p + A, 0%) + 20" (A, B; z,07) mu) .

Proof:

To—W
IBs(x1, 29, A, B) S / 2®" (A, B; z,0%)dz

1—H

Lemma —0 _ 22 zo—(u+B) 22 2a—(u+A)
58 2V2n <<Z+2B>e 2% |y —ur ) — (2 2A)em 2 [0

+0.5 <(02 + B)®" (21, 295 pu + B, 0?)

T1—

—(02 + A" (2y, 9y pn + A, 02) + ZQ(ID(")(A, B; z,0%) x2_“) )

0
Lemma 5.4
‘I)(n)(ﬂfl,ZEQ;Ml,JQ) - (I)(n)(flfl,ﬂfz;ﬂzﬂz) = (I)(n)(NLHQS 2’02) o
Proof:
LHS Le%ma O (21 — iy, w2 — 113 0,07) — O™ (@1 — g, w2 — 12;0,0%)
= O"(xy — i,y — 13 0,0°) + O (g — gy, 11 — 4130, 0%)
— O (25 — g1, w1 — 19;0,0%) = O () — pig, w3 — 1230, 0%)
= CD(n)(Jh — i1, 1 — pi2; 0,07) — q)(n)(l? — j, T2 — f12;0,0%)
Lemma n n
i o )(_Ml, —fig; —1,07) — ! )(—Mh —Hg; —2,0°)
Lemma n n
12 — @ (i1, oy w1, 0%) + O (g, pro; w2, 0°)
= RHS.
O

Now, we are ready to calculate the bin probability distribution formula for Aln(S(¢)).
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Theorem 5.1 The second order truncated approximation to [z1,xs] bin probability distri-
bution for the linear jump-diffusion daily log-return Aln(S(¢)) with log-double-uniformly

distributed jump-amplitude is given by

2
O(z1,72) & Y pr(AAL) W (21, 25), (7)
k=0
where
CD(O)(mla :E?) = q)(n)(l‘h X2, lav 5-2)7
q)(l)(xl,xg) = %:L@(")(O, b;x — [, 62) o = gxq)(”)(a, 0,z — [, 62) o
a
% (z1—(a+b))? (22— (a+b)? (zo—p)? (z1-@)?2
+% (%(6—122‘? e ) 4 (% n g)(e— S e )
+]_9(67(z1—2<§2+a>>2 B €7<ZQ—2<§2+a>>2 ))
a
(4 )@ @y, wa: i+ 0,6%) + L (74 D) (a1, 201 i+ b, 07)
q P
(£ 1+ Eygo
(b a)ﬂ (xlaxZaﬂaa )7

o) (z1,22) = 0.55° (g + %)2¢($17$2;ﬂ7 5%) + (S)Qq)(ﬂfla To; i + 2a,57)

(e, ma i+ 20,6%) =2 (B + ) @y, 23+ 0,%)
2
—2 ((%)2 + %)) O (21, 25 1 + b, 52) + %@(ml, Toi i+ a+ b, 62))

g p 2 _{72 272—(/14-2[1) —é xz—(ﬂ-HZ) _é To—[
Jr0'5—\/27r ((5) (Ze 27 | a—(pr2a) — 22€ 27 gl Garay €2

2 sz—_a —ix—a—' —iz—' —ix——'
T O e = =)
q 22z —(E+2b 22 mo—(tb SRR
O (e oSl e
b n — zo—(f+2a n _ To—[i
+0.5<(5)2(22q>< 0, —a; 2,6%) 2220 — 2200 (a,0; 2,6%) |72 %)

2pq _ _ —
-I—EZQ (<I>(”)(O, b 2,52) — & (a,a + b; z2,6%)) |
q — To—[i — To—2b—[i
+<5)2(z2<b(n) (07 ba Z, 02)|x?75 - ZQQD(n)(—b’ 0; 2, 02)’x?§bﬁ))
4@ (2, 291 i + @, 5%) + PO (zy, 205 i + b, 72) + 2pqP ™ (21, 203 i + a + b, 57)

2 (<2a<z ) — )0 (a0 + b 2 — i, 57)
a

—(2b(z — i) — b*)@"™ (a + b, b; 2 — L, 62)>
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Remark: It is important that the formula be properly arranged to avoid the catastrophe
cancellation in the computation.

Proof:
T2
dW (2, 29) = oW (z)dx
1
T2
Thearem (Lo (0,62 — 1,52) — 20 (a,0;2 — j1,6%))dx
4.1 e D a
q xro p xr2
= —/ dM(0,b; 2 — fi, 52)dr — = ®™(a,0;x — fi,52)dx
b /. a S
Lemma g (n) x9
= 3 (x(ID (0,b; 2 — fi,67)[22
o _ (=1 (a+b)? _(z9-m)? _(=z1-m)? _ (mp—(a+b)?
+ (e 252 + e 252 — e 252 — e 252

V2r

fi+ b)) (2, 95 i + b,67) — 1™ (1, 223 [, 52))

+

2 (000,000 - o)
a
o

(@ -m? _ (@o—(Ata)? _ (z1=(ata))? _(@a-p)?
(e 252 + e 252 —e 252 —e 252

+a®™ (w1, 29; f1,5%) — (i + @)™ (21, 295 1 + @, 02))

q n - = T p n
= E:U@( 0,b; 2 — i, 5°) o - axq)( Na,0; 2 — i, 52)[% o
T (G Y ) (1 Dy
V2m \ b b a
a
+§(ﬂ a)®" (21, 9 [i + a,5%) + %(ﬂ + )" (2, 23 i + b, 57)
(5 + D" (o1, 2211, 5%).
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d®? (;13171,‘2) = /@ gb(?)(;p)dl‘

Thearem / 2 (m%ﬂ(z‘s>2+<13>2w;1.5a>2+<g>26w
a

4.1 1 27‘(‘ a

Pyo | PQ\ - le—pa? qvo , Pg\\ —l=n-b)?® 2pq _(ezgzazb)?
-2 ( > -2 ( — ) 252 252
(a> +ab (b) +ab) ¢ T ab

p Ny (n o _\x(n _
(5)2 ((‘%’ —2a— M)(I)( )(2CL,(I;ZL‘ - ,u70-2) - (.Z' - :U’)(I)( )(CL70,{L’ - 02))

+

+— ((:r — 1) (™(0,b;2 — 1,6%) — ®(a,a+ by — j1,57))
+a®(n)(a’ a+byx—ji,o ) — bq)(")(a +b,b;x — [1, 02))

+(%)2 ((x — )™ (0,b;2 — fi,6°) — (x — 2b— @)®™ (b, 2b; 7 — i, & )))dx

_ 7 ((g + %)2@(351, T2 [i,0°) + (§)2<I>(x1,a:2; fi +2a,5°)

"‘(%)2@(551; o; i+ 2b,57) — 2 ((5)2 + %) (1, 205 1 + a,57)
2
—2 <(%)2 + %)) P21, 25 1 + D, 52) + %@(%17372; i+a+b, 52)>

+<]3>2/ (& =20 — )@ (20, a;0 = 1,6°) = (x — 1) (a,0;2 — 1,5%)) dx
331
2
+22 <<x — ) (20, b — 1,5%) = 2" (a,a + bz — f1,57))
—i—aCI)(”)(a, a+bix—f1,5%) = b@" (a+b,b;x — i, 52)) dr

+(3y / ((z = @)@ (0,b; 2 — 1,6%) — (& — 2b — i) @™ (b, 2b; 2 — f1,67)) da

1

A = ((z = 2a — )@" (20,052 — i,6%) — (x — @)@ (a,0;z — [1,67)) dz
Legma / ((x_2a_ﬂ>@(”)(07_a;x—ﬂ—2CL75'2) — (x—/])@(n)<a,0;$—ﬂ,5'2>) dx

T2 €2
= / (z — 2a — g)®™(0, —a; z — i — 2a,5°)dx — / (z — @)@ (a,0;z — fi,5%)dx

1 1
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Corollary
5.1

—0 ~ 22 2 (fita) — 2 w2 —(+2a)
2V21 <(Z —20)e 2 1 ey — %€ 7 o (at2a)

+0.5 ((62 +a®)®" (x1, 29; i + a,5°)

—520" (21, 29; i + 2a,5%) + 220 (0, —a; 2, 52)]2:%33)

—0
2V 2w
—0.5 <02¢>(”) (21, 293 i, 5°)

z2 7 z2 (i
(ze—wijzg — (2 + 2a)e" 22 |;j_§5:§)

=I®

—(5*+ a2)<b(”) (z1, 79, i + a,5%) + z2¢(")(a, 0; z, 62)|§f: )
o —{—2 To—[i —é xo—(f+a) —ii z2—(i+2a)
Nt (ze 207 [ 20 — 2ze 257 |xf7(g+a) + ze™ 207 |zji(g+2a)

+0.5 <22<I)(”)(0, —a; 2, 52)]2:5533 — 20" (a,0; 2,57 ifiﬁ)

—0.55> ((P(”)(xl, To; i, 52) + O™ (21, 203 i + 2a, 52))
+(32 + a®)®"™ (zy, 293 i + a, 52).
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xr1
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1 1

—|—a/ ™ (a,a+ b,z — [i,52)dx — b/ ™ (a+b,b;z — fi,5°)dx

1 1

To—[i To—[L
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1—f

1—f
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)
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That is,

B - _° Bz | (itatd) e (iha) i ma— (i) |~ e
N ( w1—(fidatd) ~ 2€ |a:1 (at+a) — *€ % |x1—(ﬁ+b) tze 2 |w1—u>
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Therefore,

O (zy,25) = 52((2+%)2¢<I1,$2;ﬂ752)+(£)2¢($1,$2§ﬁ+2a752)
a a
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6 Numerical Results, Figures and Simulation

We want to compare the log-double-uniform jump-diffusion model with the other three mod-
els: log-Normal, log-uniform and log-double-exponential model.

We use 1988-2003 S&P 500 stock index [14] as the sample of the financial market which
is considered to be a moderate size simulation of one of these four jump-diffusion processes.
These post-87 data have relatively stable diffusive volatility so that the volatility o in the
model thought as a constant parameter is reasonable. The following are some statistic results
about the 1988-2003 S&P 500 sample data.

Let n(*?) = 4036 be the number of daily closings S{* for s = 1:n(?), such that there are
ns = 4035 daily log-returns,

Aln (57) =1 (SE7) —m (s67) 8)
with empirical

S0, Aln(sEP))

ns

o Mean: M*") = ~3.6404e-4.
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) J (AIH(S£SP)>7M1(-§P))2

e Variance: M” -

~1.0752e-4.

15
e Skewness coefficient: g = M{™P)/ <M2(Sp)) ~ —0.1952 < 0,where " = 0 is the

)

normal distribution value and M3™ is the 3rd central log-return moment of the data.

2
e Kurtosis coefficient: g\*") = M/ (MQ(SP)> ~6.9745 > 3,where A" = 3 is the normal
distribution value and M fp ) is the 4th central log-return moment of the data.

The histogram and hysteriagram of the log-returns of the 1988-2003 S&P 500 are the
Figure 1 and Figure 2 respectively.

S&P500 Closing Log Returns, f &P ]
. . i S&P 500 Hysteriagram: X*Frequency

o
3]
:

Frequency, f©P)
=
[0l
o

X-Frequency, x*f ©P)
o

|
o
3]

-
-0.06 -0.04 -0.02 0 002 004 -1t

S&P500 Daily Log-Returns, AlnSEP) 006 004 -002 ~ 0 002  0.04
S&P 500 Daily Log-Returns, AlInS®P

Figure 1: Histogram of S&P500 log
return frequencies for 1988-2003,
using 100 centered evenly spaced
bins.

Figure 2: Hysteriagram of S&P500
log returns for 1988-2003, using
100 centered evenly spaced bins.

First of all, we use multinomial maximum likelihood method to estimate the parameters
{tha, o, p,a,b, A} in (3) using 100 centered evenly spaced bins to sort the daily log-returns
of the sample data. Then, from g = p — 0.502, 1 is obtained. For details about how the
multinomial maximum likelihood method works, please see [6] and [8]. The difference is that
we do not use the first and the second moment constrains as what the above two papers
do since the computational time does not increase too much and the mean and variance
differences are more meaningful to readers than the skewness and kurtosis differences and
also some biases can be avoid.

The estimated model parameters set {u, o, p,a,b, A} in (1) are {0.1901, 0.1133, 0.5653 ,
-0.02918, 0.0293, 48.82 }. In order to compare with the other models, we need to compute
p; and o according to the formulae p; = 3(pa + ¢b) and o2 = B(b — a)* + ’%. The
summary of the results for all the four models are listed in the Table 1 and Table 2.

From the Table 1, we see that the overall jump-diffusion parameters {u,o, i, 0;, A}
have somewhat different distributions among these four jump models but there is no much
difference, especially for p,o and o;. For Normal model , Uniform model and Double-
Exponential model, the yearly jump rate A is 64.01, 64.16 and 67.74 respectively they are
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Table 1: Comparison summary of derived distribution parameters for the log-normal, log-
uniform, log-double-exponential and log-double-uniform jump-diffusion models, respectively.

C Modd | p | o [ g | o | )]
Normal 0.1720 | 0.1114 | -1.146e-3 | 1.505e-2 | 64.01
Uniform 0.1626 | 0.1074 | -9.780e-4 | 1.561e-2 | 64.16
Dbl-Exp 0.1987 | 0.1173 | -1.467e-3 | 1.446e-2 | 67.74
Dbl-Uniform || 0.1901 | 0.1133 | -1.876e-3 | 1.677e-2 | 48.82

Table 2: The mean, variance, skewness and kurtosis coefficients for the four models are

compared to S&P500 values, respectively.

] Model H Mean H % H Variance H % H B3 \ % \ Ba \ % \
Normal [ 3.665e-4 [ 0.6823 || 1.113e-4 [[ -0.4166 || -0.1789 [ -8.358 | 6.450 | -7.524
Uniform || 3.732e-4 || 2.505 || 1.080e-4 | 0.4159 [ -0.1624 | -16.79 | 5.366 | -23.07
Dbl-Exp | 3.665e-4 || 0.6816 | 1.113e-4 | 3.482 [ -0.1196 | -38.75 | 8.830 | 26.86

Dbl-Uniform || 3.652e-4 || 0.3298 || 1.060e-4 | -1.378 | -0.1374 | -29.63 | 5.514 | -20.94

| S&P500 [ 3.640e-4 | 0.0 | 1.075e-4 [ 0.0 [-0.1952] 0.0 |6.974| 0.0 |

almost the same. But for the Double-Uniform model, the jump rate is 48.82, about two
thirds of the other three models, which may be more reasonable since the trading days per
year is about 250 days and the market should be kept stable.

From the Table 2, the Double-Uniform model has the best mean estimation since it
has the smallest mean difference percentage, only about 0.3%. The Uniform model gets
the best variance estimation but has the worst mean estimation. The Double-Exponential
model has the worst varance, skewness and kurtosis estimations. The Normal model has
the best skewness and kurtosis estimations although all the four models get qualitative esti-
mate about these nonnormal features. Based on the valuation standards of mean, variance,
skewness and kurtosis coefficients, Double-Uniform model and Normal model outperform
double-exponential model.

The hysteriagrams for the four models are the figures from Figure 3 to Figure 6. From
these figures, we see that Figure 5 resembles Figure 3, especially both have exponentially
decreasing thin tails. Also, Figure 6 has about the same shape as Figure 4, especially both
have fat tails which fit Figure 2 relatively better than Figure 3 and Figure 5. However, the
distinct lumps in the shoulders exists not only in Figure 4 but also in Figure 6.

We use the estimated parameters to simulate the 1988-2003 S&P 500 index prices and
get the simulated histograms for the four models. These are the figures from Figure 7 to
Figure 10. By comparying these figures to the Figure 1, all these jump models simulate the
S&P 500 market data qualitatively well.

7 Conclusion

This paper proposed and analyzed a Double-Uniform Jump-Diffusion model. Some theo-
retical and numerical results are given. By comparision with the other models, this model
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Figure 3: Hysteriagram of the
estimated S&P500 log-return fre-
quencies for 1988-2003 by the log-
normal jump-diffusion model, us-

ing 100 centered evenly spaced
bins.
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Figure 5: Hysteriagram of the

estimated S&P500 log-return fre-
quencies for 1988-2003 by the log-
double-exponential jump-diffusion
model, using 100 centered evenly
spaced bins.

26

Log-Uniform Hysteriagram: X*Frequency
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Figure 4: Hysteriagram of the

estimated S&P500 log-return fre-
quencies for 1988-2003 by the log-
uniform jump-diffusion model, us-

ing 100 centered evenly spaced
bins.
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Figure 6: Hysteriagram of the
estimated S&P500 log-return fre-
quencies for 1988-2003 by the
log-double-uniform jump-diffusion
model, using 100 centered evenly
spaced bins.
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Figure 7: Histogram of the simu-
lated S&P500 log-return frequen-
cies for 1988-2003 by the log-
normal jump-diffusion model, us-
ing 100 centered evenly spaced
bins.
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Figure 9: Histogram of the simu-
lated S&P500 log-return frequen-
cies for 1988-2003 by the log-
double-exponential jump-diffusion
model, using 100 centered evenly
spaced bins.
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Uniform Model

2501

2001

Frequency, f&I™
=
[
Q

501

0 P i
-0.06 -0.04 -0.02 0 0.02

S&P500 Simulation Log Returns,  Alns®™

Figure 8: Histogram of the simu-
lated S&P500 log-return frequen-
cies for 1988-2003 by the log-
uniform jump-diffusion model, us-
ing 100 centered evenly spaced
bins.
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Figure 10: Histogram of the
simulated S&P500 log-return fre-
quencies for 1988-2003 by the
log-double-uniform jump-diffusion
model, using 100 centered evenly
spaced bins.




has its own advantages. It is more realic for the Double-Uniform Jump-Diffusion model to
gorvern assert prices than the Normal and Double-Exponential Jump-Diffusion models since
Double-Uniform model has thick tails and bounded jump amplitudes, however the other two
models have exponentially small tails and unbounded jump amplitudes which are against
the real world financial market although the infinite jump domain may provide the models
some chance to catch some extreme large crashes and rallies. Also, the Double-Uniform
Jump-Diffusion model outperforms Double-Exponential Jump-Diffusion model based on the
valuations of the differences of mean, varance, skewness and kurtosis between the estimated
and the S&P500 market data. The results for the Uniform and Double-Uniform models are
mixed up. Finally, we use the estimated parameters to simulate the sample S& P500 index
prices and generate the qualitative histograms for the four models.
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