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Estimation for Constantinides-Ingersol Model with
Small Lévy Noises from Discrete Observations

Chao Wei, Xinru Lian and Feimeng Yuan

Abstract—This paper is concerned with the parameter esti-
mation problem for Constantinides-Ingersol model with small
Lévy noises from discrete observations. The least squares
method is used to obtain the parameter estimators and the
explicit formula of the estimation error is given. The consis-
tency of the estimators are derived when a small dispersion
coefficient ¢ — 0 and n — oo simultaneously by using Cauchy-
Schwarz inequality, Gronwall’s inequality, Markov inequality
and dominated convergence. The simulation is made to verify
the effectiveness of the least squares estimators.

Index Terms—Least squares estimator, Lévy noises, discrete
observations, consistency.

I. INTRODUCTION

1t stochastic differential equations are important tools for
studying random phenomena and are widely used in the
modeling of stochastic phenomena in the fields of physics,
chemistry, medicine and finance [2], [3], [5], [6], [13], [18].
However, part or all of the parameters in stochastic model
are always unknown. In the past few decades, some popular
methods have been put forward to estimate the parameters
in Itd stochastic differential equations, such as maximum
likelihood estimation [1], [20], [21], least squares estimation
[4], [17], [19] and Bayes estimation [8]-[10], [12]. But,
in fact, non-Gaussian noise can more accurately reflect the
practical random perturbation. Lévy noise, as a kind of
important non-Gaussian noise, has attracted wide attention
in the research and practice in the fields of engineering,
economy and society. From a practical point of view in
parametric inference, it is more realistic and interesting
to consider asymptotic estimation for stochastic differential
equations with small Lévy noises. Recently, a number of
literatures have been devoted to the parameter estimation for
the models driven by small Lévy noises. When the coefficient
of the Lévy jump term is constant, drift parameter estimation
has been investigated by some authors [14], [15].

The Constantinides-Ingersol model( [7]), which was in-
troduced in 1992, is a nonlinear economic model introduced
to exam the value of the timing option regarding the re-
alization of capital gains and losses on bondsand analyze
the effect of capital gains tax on their pricing. It is known
that parameter estimation for Constantinides-Ingersol model
driven by Brownian motion has been well developed based
on discrete observations( [22]). However, some features of
the financial processes cannot be captured by Constantinides-
Ingersol model, for example, discontinuous sample paths
and heavy tailed properties. Therefore, it is natural to re-
place the Brownian motion by the Lévy process. However,
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there has few literatures about the parameter estimation for
Constantinides-Ingersol model driven by Lévy process.

In this paper, we consider the parameter estimation prob-
lem for Constantinides-Ingersol model with small Lévy
noises from discrete observations. The decomposition of
the Lévy process is different from that in ( [11], [16]), so
the methods used to prove the asymptotic property of the
estimators are different. The process is discreted based on
Euler-Maruyama scheme, the least squares method is used to
obtain the explicit formula of the estimator and the estimation
error is given as well. when the small dispersion coefficient
€ — 0 and n — oo simultaneously, the consistency of the
least squares estimator is proved by applying the Cauchy-
Schwarz inequality, Gronwall’s inequality, Markov inequality
and dominated convergence. Finally, the simulation result is
provided to verify the effectiveness of the obtained estimator.

This paper is organized as follows. In Section 2, the
Constantinides-Ingersol model driven by small Lévy noises
is introduced, the contrast function is given and the explicit
formula of the least squares estimator is obtained. In Section
3, the estimation error is derived and the consistency of the
estimator is proved. In Section 4, the results are extended to
semi-martingale noises. In Section 5, some simulation results
are made. The conclusion is given in Section 6.

II. PROBLEM FORMULATION AND PRELIMINARIES
Let (Q,.%#,P) be a basic probability space equipped
with a right continuous and increasing family of o-algebras
({F#}i>0). Let (L, t > 0) be an ({.#:})-adapted Lévy
noises with decomposition

t ¢
L, =B, +/ / zN(ds,dz) +/ / zN(ds,dz),
0 J|z[>1 0 J|z|<1 0

where (By,t > 0) is a standard Brownian motion, N (ds, dz)
is a Poisson random measure independent 0~f (B, t >
0) with characteristic measure dtv(dz), and N(ds,dz) =
N(ds,dz) — v(dz) is a martingale measure. We assume
that v(dz) is a Lévy measure on R\O satisfying [(|z]* A
v (dz) < oc.

In this paper, we study the parameter estimation for
Constantinides-Ingersol model with small Lévy noises de-
scribed by the following stochastic differential equation:

{ AX, =aXPdt + X} dLi, te 0,1 @)

Xo =m0,
where « is an unknown parameter. Without loss of generality,
it is assumed that ¢ € (0, 1].

Consider the following contrast function
2 2
p (a) _ i |Xt1 — Xti—l — OéXti_lAti—l‘
n,€ EQXgiilAtifl )

i=1

3)
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where Ati_1 = ti — ti—l = %
It is easy to obtain the estimator

X, — Xy,

i X —
ALY XtH'

“4)

~
Qp e

Before giving the main results, we introduce some assump-
tions below.

Let XY = (X?,¢ > 0) be the solution to the underlying
ordinary differential equation under the true value of the
parameter:

dX) = ap(X?)2%dt, X0 = xo.

Assumption 1: «q is positive true valve of the parameter
o.

Assumption 2: infoc;<1{X:} > 0, supgc;<1{X¢} <
K < oo.

In the next sections, the consistency of the least squares

estimators are derived and the simulation is made to verify
the effectiveness of the estimators.

III. MAIN RESULT AND PROOFS

In the following theorem, the consistency in probability
of the least squares estimators is proved by using Cauchy-
Schwarz inequality, Gronwall’s inequality, Markov inequality
and dominated convergence.

Theorem 1: The least squares estimators &, . is consistent
in probability, namely

~ P
On.e — Q.

Proof: By using the Euler-Maruyama scheme, from (2),
we have
Xti - Xti71 )%(Ltz

,1)2Ati—l +E(Xt Lti—l)'

®)

= Oé(Xt

Then, it is easy to see that
"Xy, — Xe,,
i i 6
D ©
i=1 H
1 n n
= agZXtifl +€ZW/Xti—1(Lt
i=1 i=1

Substituting (6) into the expression of &, ¢, it follows that

~ 1V t1 1 Lt1

Qp e — O = 1
n Zz:l th—l

Let M;"® = X[,,4)/5, in which [nt] denotes the integer part
of nt. We will prove that the sequence {M;"“} converges to
the deterministic process {X;} uniformly in probability as
€ — 0 and n — oo.

Observe that

Ltb 1

)

t t
XX = a0 [ (X (XO)dse [ (X)RdLa. ®
0 0

By using the Cauchy-Schwarz inequality, we have

X, — X7
< 2(a)? i ((X,)? = (X2)%)ds|?
+ 252|/t(XS)3dLS|2
0
< 2t(ag)? ; [(Xo)? = (X2)?|*ds

t
+ 252|/ (X)2dL,|?
0
t
p—: / X, — XOPIX, + XOPds
2dL,|?
/ |X, — X0|Pds

2dL,|?

SKt(a

+ 252|/

According to the Gronwall’s inequality, we obtain

IN

X, — X0)2 < 228Kt (o) |/ DZdLy?. (9
Then, it follows that
sup |X; — X7P| (10)
0<t<T
t
< V2eetK ') qup | [ (X,)2dL,).
o<t<T Jo

Therefore, for each T > 0, it is easy to check that

sup |X; — X7 5o.

0<t<T

Y

As [nt]/n — t when n — oo, we get that the sequence
{M]"*} converges to the deterministic process {X{} uni-
formly in probability as € — 0 and n — oo.

Next we will prove that

n

1
>y Xe (L~ L) B [ VATdL.
0

i=1

Note that

zn: VX (L
=1

12)

1
Ly,_,) = / VM dLs.
0
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Then, it is elementary to see that

1 1
[ VA, - [y
0 0
1
- |/ (VMIF — /X0)dB
0

v 1 [ VA RN as, a2

+ 1 /WT — /X0):N(ds, d)

< |/01<¢W— VX0)dB,|

w1 1 /HMAT — /XD)=N(ds, d2)|
w1 1 /H(JAT — /X0):N (ds, d2)|.

It is easy to check that

1
|// (VM5 —/X%)2N(ds,dz)|

0 Jiz|>1

1
< [ WA - VRDN s, )

0 J|z|>1
1
< sup \\/MS”’E—\/XS‘H/ / |2| N (ds, dz)
0 Jiz|>1

0<s<1
P
— 0,

as € — 0 and n — oo.
By using the Markov inequality and dominated conver-
gence, we have

1

| / (VAE — /X0)dB.| 5 o, (13)
0

and

1
|// (VM — \/X0)2N(ds,dz)| 5 0. (14)
0 |z|<1

Thus, combining the previous results, it follows that

n 1
S /X Ly, — L) 5 / VXL,  (15)
i=1 0
Let
Xy = nf_ X h (16)
From (16), we obtain
1 n
=~ Xu, >
et
Then, we get
1 1
1T v S -
n Zv’,:l Xti—l XN
Therefore, when ¢ — 0 and n — oo, we have
EUZ X (L, — Ly, ) 50, (17)
and
Gne 2 ag. (18)

The proof is complete. ]
Theorem 2: When € — 0 and n — oo,

Pf / OdL
fXOds .

Proof: Since

Z?:l V Xti—l(Lt,

%Z;n:l Xti—l

According to the results in Section 3, it is easy to check

Eil(an,s - Oto) =

that X
1 « P
ﬁ;X“‘l %/0 Xds.
Since
n 1
Z\/Z(Lti—Lti_l)a/o VXUdL,.
i=1

We obtain that

The proof is complete. ]

IV. GENERALIZATION TO SEMI-MARTINGALE NOISES

In this section, we discuss the extension of our main results
in Section 3 to the general case when the driving noise is
a semi-martingale. Let Q; = Qg + M; + A; be a semi-
martingale, where M; is a local martingale and A, is a finite
variation process. Then, we can replace the driving Lévy
process L; by the semi-martingale (Q); to get

{ dX, =aX2dt + X dQ;,
Xo =0,

where « is an unknown parameter. Without loss of generality,
it is assumed that € € (0, 1].

All the related information about the least squares estima-
tor of o discussed in this section is same to Section 2. We
are interested in the consistency and asymptotic behavior of
the least squares estimator of a.

Now we state the new results as follows.

Theorem 3: Under Assumptions 1—2, ¢ — 0 and n — oo,
the least squares estimators &, . is consistent, namely

t €10,1]

~ P
Oln.e — Q.

Proof: According to the results in Section 3, it is easy
to get the error of estimation

521 1 \/ ti—1 Qt
717. ZZ 1 Xt7 1
By applying the same methods, it can be checked that

n 1
S X (@ - Q) S / /X040,
=1 0

Since

th 1

Qp e — O =

i;X“-l > X
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Then, we get
! <
% Z?:l Xt'i—l - XN

Therefore, when ¢ — 0 and n — oo, we obtain

< 00.

~ P
Qp e — Q.

The proof is complete. ]
Theorem 4: When € — 0 and n — oo,

P fo \/7dQS

—1/~
e (Qne —
© f X0ds
Proof: Since
1~ Yo VX (Qr, — Q1)
e (Qne — ) = T
Zz 1XtL 1
According to the results in Section 3, it is easy to check
that
1 — P 1 0
=3 X, —>/ X0ds.
n < 0
=1
Since

n 1
Z \/‘K(Lt Ltz‘fl) E} / V Xsons
i=1 0

We obtain that

P fo FdQS

f X0ds 20

5_1(&,,75 — g

The proof is complete. ]

Remark 1: 1If Constantinides-Ingersol model is driven by
small a-stable noises as follows

3
dX; =aX2dt + X7 dZ;,
Xo =0,
where « is an unknown parameter, ¢ € (0,1] and Z =
{Z,t > 0} is a strictly symmetric a-stable Lévy motion.
A random variable 7 is said to have a stable distribu-
tion with index of stability @ € (0,2], scale parameter
o € (0,00), skewness parameter 5 € [—1,1] and location

parameter ;o € (—oo, 00) if it has the following characteristic
function:

€ [0,1]

exp{—c®|u|*(1 — iBsgn(u) tan %) + duu}
ifa#1,

exp{—aclu|(1 + ib’%sgn(u) log |u|) + ipu}
ifa=1.

(bn(u) =

Consider the following contrast function

n 2 2
|Xt,i — O‘Xt,i, Ati_ﬂ
() = Z X3 : ’

ti—1

i=1

- Xti—l

where Ati_l = ti — ti—l = 711
It is easy to obtain the estimator

Xe; =Xty

Yo %
i—1
% Z?:l Xti—l

~
Qp e =

Note that
ti ti 3
X, — Xy, = a/ X2ds + e/ XZdZ,.
7—1 i—1

Then, we can give a more explicit decomposition for @,
as follows

~
Qp e

ti X2
«Q Z;L:l fti,l X

3

X2
ds 621 1ftl 1 Xt Zs

i—1 -1
% Z?:l Xti—l % Zi:l Xti—l
This equation is different from Equation (7). Therefore,

the methods to prove the consistency of &, . is different as
well and it is more difficult.

V. SIMULATION

In this experiment, we generate a discrete sample
(X4,)i=0,1,...n and compute &, . from the sample. We let
zo = 0.1. For every given true value of the parameters-ay,
the size of the sample is represented as““Size n” and given in
the first column of the table. In Table 1, € = 0.05, the size is
increasing from 500 to 3000. In Table 2, ¢ = 0.001, the size
is increasing from 5000 to 30000. The tables list the value
of “ap — LSE” and the absolute errors (AE) of LSE, LSE
means least squares estimator.

Two tables illustrate that when n is large enough and ¢ is
small enough, the obtained estimators are very close to the
true parameter value. Therefore, the methods used in this
paper are effective and the obtained estimators are good.

TABLE 1
LSE SIMULATION RESULTS OF aq

True Aver AE
(o) Size n ag — LSE ag
500 0.9652 0.0348
1 1000 0.9736 0.0264
3000 0.9814 0.0186
500 2.4663 0.0337
25 1000 24782 0.0218
3000 2.4875 0.0125
500 3.4653 0.0347
35 1000 3.4791 0.0209
3000 3.4856 0.0144

Next we give some simulation results of the confidence
interval of g under 0.95 confidence level. In Table 3, We
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TABLE II
LSE SIMULATION RESULTS OF aq

True Aver AE
(a0) Size n ag — LSE ag
5000 0.9752 0.0248
1 10000 0.9814 0.0186
30000 0.9935 0.0065
5000 2.4768 0.0232
25 10000 2.4821 0.0179
30000 2.4963 0.0037
5000 3.4763 0.0237
35 10000 3.4882 0.0118
30000 3.4971 0.0029

let 0 = 0.5, 9 = 0.1. In Table 4, We let o = 0.1, 29 = 0.5.
For every given true value of ag, let ¢ = 0.01, the size of
the sample is increasing from 2000 to 10000. Table 3 and
Table 4 list the value of og — LSE and in the last column
of the table list the confidence interval of «g. Table 3 and
Table 4 illustrate that the length of the confidence interval is
becoming small when the size of the sample is increasing.

VI. CONCLUSION

In this paper, the parameter estimation problem for
Constantinides-Ingersol model with small Lévy noises has
been studied from discrete observations. The least squares
method has been used to obtain the estimator. The explicit
formula of the estimation error has been given and the
consistency of the least squares estimators has been proved.
The results have been extended to the semi-martingale noises
as well. However, due to the complexity of Lévy process, it
is difficult to obtain the explicit expression of estimator and
estimation error for diffusion parameter in Constantinides-
Ingersol model. Therefore, further research topics will in-
clude the diffusion parameter estimation for Constantinides-
Ingersol model with small Lévy noises and general nonlinear
stochastic differential equations driven by 1évy noises.
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