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Abstract

Recently, the filtering model with counting process observations has been demonstrated as
a sensible framework for modeling the micromovement of asset price (or ultra-high frequency
data). In this paper, we first construct a branching particle system for such a nonlinear filtering
model. Then, we show the weighted empirical measures in the constructed branching system
converges to the optimal filters uniformly in time by deriving sharp upper bounds for the
mean square error. Furthermore, we prove a central limit type theorem to characterize the
convergence rate of such weighted empirical measures. The convergence rate is n'/2, which is
better than the best rate in the classical nonlinear filtering case where the rate is n(1=2)/2 for
any a > 0.
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1 Introduction

Recently much research have been developed for modeling the micromovement of asset price referred
as the transaction or trade-by-trade price behavior (See [18], [17], and [36] for recent developments).
Engle (Nobel Price Laureate, 2003) [17] calls such data as ultra-high frequency data, because of
their ultimate disaggregation nature. The micromovement has two characteristics distinguishing
from the continuous-time models in asset pricing, or the price macromovement referred as the
equally-spaced daily, or weekly closing price behavior in the econometric literature. First, the
micromovement observations occur at varying random time intervals. Second, financial noise (or
trading noise or market microstructure noise) in the price are not ignorable anymore as in the
continuous-time or macromovement cases due to the high frequency transaction nature.

Zeng [32] proposes a general Filtering Micromovement model for asset price (FM model, as
we simply call it), where the sample characteristics of micro- and macro-movements are tied in a
consistent manner. Economically, the proposed model has the structure similar to a class of the
time series structural models developed in many early market microstructure papers (see [21], a
survey paper on this topic, and [22]). Namely, price can be decomposed as a permanent component
and a transient component. The permanent component has a long-term impact on price while
the transient component has only a short-term impact. In FM model, there is an unobservable
intrinsic value process for an asset, which corresponds to the usual price process in the option
pricing literature and in the empirical econometric literature of macro-movement. The intrinsic
value process is the permanent component and has a long-term impact on price. Prices are observed
only at random trading times which are modeled by a conditional Poisson process. Moreover, prices
are distorted observations of the intrinsic value process at the trading times and trading (or market
microstructure) noise is explicitly modeled. It is the transient component and only has a short-term
impact (when a trade happens) on price.

The most prominent feature of FM model is that trade-by-trade prices are viewed as a collection
of counting processes of price level and the model is framed as a filtering problem with counting
process observations. Then, the unnormalized and normalized filtering equations, which correspond
to Duncan-Mortensen-Zakai, and KushnerStratonovich or FujisakiKallianpurKunita equations in
classical nonlinear filtering, are derived. These equations characterize the evolution of the integrated
likelihoods and the conditional distribution of the intrinsic value process (the signal). The Markov
chain approximation method is applied to numerically solve the filtering equations. Then, Bayes
estimation via filtering for the intrinsic value process and the related parameters in the model
is developed in [32]. Bayesian hypothesis testing or model selection via filtering for this class of
models is developed in [24]. Furthermore, a risk minimization hedging strategy for a FM model is
considered in [28], and a mean-variance portfolio selection for a FM model is studied in [30].

On the other hand, branching and interacting particle filters as approximation of optimal filters
in the classical nonlinear filtering have been studied extensively in the last ten years. In the classical
Monte Carlo method, the unnormalized filter is approximated by a weighted particle system, but
the variances of weights grow exponentially fast. To achieve the goal of variance reduction, the idea
is to divide the time interval into small subintervals and the weight for each particle is updated so
that the exponential martingale depends on the signal and the noise in the small interval prior to
the time of interest. For the approach of interacting particle filters, interested readers are referred to
the comprehensive monograph [13] by Del Moral and related references therein. For the approach of
branching particle filters, the updating is via branching in small time steps. Precisely, at each time
step, each existing particle will die or give birth to a random number of offspring proportional to



the weight. Meanwhile, the distribution of this integer-valued variable is selected to have minimal
variance subject to this constraint. In this way, particles that stay on the right tract (representing
by heavy weights) are explored more thoroughly while particles with unlikely trajectories/positions
(representing by little weights) are not carried forward uselessly. Thus, the variation decreases. We
refer interested readers to the papers by Crisan and his coauthors in [6] - [11], especially, Crisan
and Xiong [12].

In this paper, we adopt the branching particle filtering approach for the FM model. Suppose that
V4 is the likelihood and 7 is the conditional distribution of the FM model. V; () is characterized
by a unnormalized (normalized) filtering equation. First, we construct a branching particle system
for the FM model. Then, we define the weighted empirical measure 7}* (V;*) and the unweighted one
Ty (f/t") of the constructed branching particle filter (Historically, unweighted empirical measures
were first studied and were proven convergent to the optimal filters. However, as indicated by
Crisan [6] and recently shown by Crisan and Xiong [12], the weighted empirical measure is superior
to the unweighted one in convergence rate in the classical nonlinear filtering case. We believe the
same holds in this case and focus on the weighted empirical measure in the paper.). The first aim
of this paper is to prove the uniform convergence (in time) of V;* and Vt” to V; as well as 7} or 7}’
to m when n — oo. We prove them by deriving sharp upper bounds for the mean square errors.
The key estimates are in Lemmas 4.5 and 6.1. Moreover, we study the convergence rate of V,* and
7. Tt turns out that the rate is n'/2, which is better than the best rate in the classical nonlinear
filtering case where the rate is n!=%/2 for any o > 0 (see [12]). This is because the key estimates
in Lemmas 4.5 and 6.1 are better than those in the classical nonlinear filtering case (see [6] and
[12]). We prove a central limit type (CLT) theorem to characterize the rate. Similar CLT results
shown for unweighted particle filters using the interacting particle systems can be found in [13],
[15] and [16] for the classical case. Recent results for central limit theorems in the discrete time
framework can be found in [1] and [25].

The rest of this paper goes as follows: Section 2 briefly reviews FM models and related results.
Section 3 develops a branching particle system and defines the weighted and unweighted empirical
measures. Section 4 proves the convergence of the weighted empirical measure for each time ¢.
Section 5 proves the convergence uniformly in time. Section 6 further derives a central limit type
theorem. Section 7 concludes. The case of #7* and V;* are dealt with by final remarks in Sections
4-5.

Throughout this paper, we shall use K with a subscript to denote a constant whose value might
be different in different proofs.

2 The Filtering Model

This section focuses on presenting a FM model whose filters are approximated by a branching
particle system in this paper. There are two equivalent representations of the model which are
presented in the following two subsections. The equivalence in the sense that both representations
have the same probability distribution is proven in [34]. Section 2.3 reviews the related filtering
equations.

2.1 Construction of Price from Intrinsic Value

In Representation I, FM model is predicated on a simple intuition that the price is formed from
the intrinsic value process of an asset corrupted by trading (or market microstructure) noise.



Assumption 2.1 X;, the intrinsic value process of an asset follows a diffusion process:
dXt = /,L(Xt)dt + O'(Xt)dBt,
where By is a standard Brownian motion and X; has a unique weak solution.

The generator associated with X is

Li(2) = 20?02 @) + ()L ().

Obviously, Assumption 2.1 includes geometric Brownian motion (GBM), the Black-Scholes
model. The intrinsic value process can not be observed directly, but can be partially observed
through the price process, Y. Due to price discreteness, Y is in a discrete state space given by the
multiples of tick, the minimum price variation set by trading regulation. Y is a distorted observation
of X at some random times.

There are three general steps in constructing Y from X. First, we specify X (¢) as in Assumption
2.1. Next, we specify the trading times ¢y, ts,...,%;,..., which are driven by a conditional Poisson
process with an conditional intensity function a(X(¢),t). Finally, Y (¢;), the price at time t;, is
specified by Y (t;) = F(X(t;)), where y = F(z) is a random transformation with the transition
probability p(y|x), modeling trading noise.

Under this construction, information affects X (¢), the intrinsic value of an asset, and has a
permanent influence on the price while noise affects F'(z), the random transformation, and has only
a transitory influence on price. This formulation is similar to the time series structural models
applied in many market microstructure papers (see Hasbrouck [21], a survey paper, and Hasbrouck
[22]) in that X (¢) is the permanent component and F(z) is the transient component.

Examples of F'(z)(or p(y|z)) are given in [32], [33], and [29]. These examples well accommodate
the three types of well-documented noise in financial literature: discrete noise, clustering noise,
and non-clustering noise. Especially, Spalding et. at. [29] applied a simple FM model with new
measures of trading noises and trading cost to further support the important financial findings in [5],
[4] and [2] (The results of Christie and Schultz [5] led to regulatory investigations, legal activities,
and numerous academic studies. This culminated with the Securities and Exchange Commission
imposed a series of market reforms in NASDAQ. Barclay et. al. [2] documented effects of the
NASDAQ market reforms.).

2.2 Filtering with Counting Process Observations

Alternatively, we can view the transaction prices in the levels of price due to price discreteness.
That is, in Representation II, we view the prices as a collection of counting processes in the following
form:

Ni(fy M(X(s), s)ds)

?(t) _ N2(f0 AQ():((S)aS)dS) 7 (1)

N (fy )\w('X(s), s)ds)

where Yj(t) = Ng( fot Ae(X (), 8)ds) is the counting process recording the cumulative number of
trades that have occurred at the kth price level (denoted by yg) up to time t.
The following four mild assumptions are invoked.



Assumption 2.2 N.’s are unit Poisson processes under the physical measure P.
Assumption 2.3 X, N, No,..., N, are independent under P.

Assumption 2.4 The total intensity, a(z,t), is uniformly bounded above; i.e., there exist a con-
stant, K, such that a(z,t) < K for all t > 0 and z.

Assumption 2.5 The intensity at price level k, A\i(z,t) = a(z, t)p(yk|z), where a(z,t) is the total
trading intensity at time ¢ with x = X (¢) and p(yx|x) is the transition probability from x to ys, the
kth price level.

Remark 2.1 Note that p(yx|x) is the same as p(y|z) in F(x) of Representation I. The structure
of A\; implies that a(X(t),t) specifies when the trade might occur while p(yx|x) specifies at which
price level the trade might occur.

For the notation convenience, we denote apy(X¢,t) = Ap(X¢,t) through the rest of the paper.

Remark 2.2 Under this representation, X (¢) becomes the signal process, which cannot be observed
directly, and Y (¢) becomes the observation process, which is corrupted by noise. Hence, (X,Y) is
framed as a filtering problem with counting process observations.

2.3 Filtering Equations

We can assume that (X, 17') is in a filtered complete probability space (Q,C;,I@‘, P) where F =
(ﬁt)ogtgoo is a given filtration. Assumptions 2.2 - 2.4 imply that there is a reference measure
@ under which, X and Y become independent, X remains the same probability distribution and
Y1,Ys,...,Y, become unit Poisson processes. We consider a fixed time period [0,7]. Then, the
Radon-Nikodym derivative is:

M(T) = % = kl_[ exp{/o log apr (X (s—), s—)dY%(s) — /0 [apk(X(s)7s) - 1} ds}. (2)

=1

Let M(t) = EQ[M(T)|F;]. Then, M (t) satisfies the following SDE:

dM () = > (apy — V)M (t=)d(Yi(t) — t). (3)
k=1

Let .7-?7 = o{(Y(5))|0 < s < t} be all the available information up to time ¢ and let 7, be the
conditional distribution of X (¢) given ;. Define

(Vio f) = ER[F(0(1), X(£))M ()| F)]  and  (m, f) = EP[f(0(t), X (1) F) .

By Kallianpur-Striebel formula, the optimal filter in the sense of least mean square error can be
written as (m, f) = (V4, f)/(V4, 1). Hence, the equation governing the evolution of (V;, f) is called
the unnormalized filtering equation, and that of (m, f) is called the normalized filtering equation.

The following proposition is a theorem from [32] summarizing both filtering equations.



Proposition 2.1 Suppose that (0, X, }7) satisfies Assumptions 1 - 5. Then, V; is the unique
measure-valued solution of the following SDE, the unnormalized filtering equation,

Vi) = 0o f) + [ Ve pds+ Y [ Ve fap = 1000 =) (1)
k=1

fort >0 and f € D(L), the domain of generator L, where a = a(X (t),t), is the trading intensity,
and p, = p(yr|x) is the transition probability from x to yy, the kth price level.
m 18 the unique measure-valued solution of the SDE, the normalized filtering equation,

(me, f) <7TOaf>+/[<7TS,Lf> <7Ts,fa>+<7TS7f><7Ts,a>]ds
+Z/ ﬂ—S 7fapk —<7T§_7f>:|dYk(5)

71—5 ) apk:

When a(X(t),t) = a(t), the above equation is simplified as:

1) =0, 00+ [ {res ) ds+Z/ Qoo JB) o, ]ari). 0

7T9 ) apk

3 A Branching Particle System

In this section, we describe a branching particle system and define the weighted and unweighted
empirical measures to approximates the optimal filter.

Initially, there are n particles of weight % each at i, ¢ = 1,2, ,n, satisfying the following
initial condition

(I): As n — oo,
1 n
:Ezdle — T m MF(R),
i=1

where M p(R) is the collection of finite measures on R. Let § = §, = n™2% for 0 < a < 1 as
the length between two time steps. Suppose that at time ¢ = j§, there are mY particles alive.
During the time interval (jo, (j + 1)d), the particles move according to the following diffusions: For
1=1,2,-

] ’
t

t
X = X5 +/ w(Xhds +/ o(X1)dB:.
jo jo
where {B%,i = 1,2,--- ,n} are independent standard Brownian motions. The weight of particle i
at time 59 is set to be 1 and for ¢ during [j4, (j + 1)0) is

t) = kf[lexp (/j;_ log apr (X!, s—)dYs(s) — /j: [apk(Xg, s) — 1]ds) . (7)

Obviously, M"(X* t) depends on the observation }77 and is the likelihood ratio of measure P over
measure Q defined by Equation (2) given the simulated path of X*?. If there is no trade (or no jump
for Y) in (j4,t), then the first integral in the exponent is zero.



Recall at the beginning, M J"(X ¢ §6) = 1. At the end right before branching, the weight becomes
M, (X7) = MP(X, (j + 1)6-).

To achieve variance reduction, at the end of the interval, the ith particle (i = 1,2,--- ,m?)

branches (independent of others) into a random number f; 11 of offsprings proportional to its weight.
Precisely, we let ‘ ~ .
E© (§§+1|}—(j+1)5—) = Mgn+1(XZ)
where (x7)
- ‘ MM (X7
n K3 +1
(XY = o ;
m Zz VM7 (X )

Let ‘ A
Var® (f;'+1|f(j+1)6—) = ’Y]T‘L+1(Xz)
Following [8], in order to minimize the variance 77, ;, we restrict the possible number of €7, to
the two integers closest to MJ”H(X %) and take

P [M]”H(X’)] with probability 1 — { y+1( Y
I+l [M?, (X)) +1  with probability {M7",,(X")}

where {z} =z — [z] is the fraction of z. In this case

Ve (X = (M7 (X H(L — (M7 (X)), (8)

Define
1
==Y MMX L D0xi, and V' =ainl, o<t < (j+1)6
i=1
where
s
np = n;?;gﬁ M7 (X5, if kS <t < (k+1)s.
J =1

m”

Then, (a7, f) = 2 S0 Mp (X%, 0)f(X¥(8)), (W, f) = i (xf', £) and (V},1) =, which is the
likelihood function. Also note that n;s is Fjs;—-measurable.

Note that in most of the literature of the branching particle filters for the classical nonlinear
filtering (cf. [10]), the optimal filter is approximated by the unweighted empirical measure 7} with
the same branching mechanism. Following this, we define

m?

~n 1 7 ~n,_n . .
7 :525)@(25), and V" =7/ny, Jo <t < (j+1)d.

i=1

In the rest of this paper, we prove the convergence of ™ or @™ to m as n — oo and to study the
convergence rate of ™.



4 Convergence of V"

In this section, we consider the convergence of V,* to V; for fixed ¢. The main idea is to use
a backward SPDE as the dual of the Zakai equation. This idea has been applied for classical
nonlinear filtering models in [8] and [12].

We consider the backward SPDE:

d% = _stds - Z;le(apk - 1)¢s+d(}/;k - 8)7 0 <s<t 9
Y =¢ )

where d denotes the backward Ito’s integral and ¢ is a bounded function. For the backward
Ito’s integral, we take the right point in the Riemann sum when defining the stochastic integral
backwardly.
Define
Y;k = Y;k - Y—tkis and 1/35 = wtfy

Then 1[)8 satisfies the following forward SPDE
{ dps = Lipsds + 31, (apy, — 1)hs_d(VF — ), 0<s<t (10)
o =¢
which is the Zakai-tpye equation in Theorem 1. Similar to [26], we can prove the uniqueness for the

solution to (10), implying the uniqueness of (9). In fact, we need the following technical estimates
with the technical (BD) condition.

Lemma 4.1 Suppose Assumptions 1 - 5 hold and the boundedness condition below holds:
(BD): a,pi, ¢ € Cp(R). And p/, 0" and supy<,<p E(0*(X;)) are bounded.
Let ¢}, (z) = Lop,(x). Then, there exists a constant K such that

E”[ sup [[¢s]| + sup [¢4]] < K.
0<s<t 0<s<t

The proof of Lemma 4.1 is in Appendix. It is easy to check that the (BD) condition allows X;
to be GBM. Before we state and prove the main theorem of this section, we state several useful
lemmas with their proofs also in Appendix. Lemma 4.2 is a convolution result and Lemmas 4.3 and
4.5 are key moment estimates crucial for the convergence results and the central limit theorem type
result. Lemma 4.4 gives the SDEs of two quantities needed in Lemmas 4.5 and 6.1 later. The order
of the key estimate in Lemma 4.5 is o(J), which is better than o(6'/2), the order in the classical
nonlinear filtering case (see [6] and [12]).

Lemma 4.2 Almost surely, we have
_ , . (G+1)s . _ o
Vs (X M3 (X =0 (Xa) = [ M )l (XDo(XDaBL (1)
J

For the rest of this paper, we use E(X) = EQ(X). Under Q, let Y, (t) = Yi(t) — t.

Lemma 4.3 E (m?(n?5)2> < Kin.



Lemma 4.4 Let

1 ; M7 (X',t) M7 (X',t)
M} (t) = — M} (X%, t), and M}(X',t) = e = .
m; (=1 miy Ze;ﬁ M]Tl(Xéat) Mj (t)
Then,
N (1) Z —)dY(t (12)
d
an ) (J+1)6 i{apk s=) ] (s) (13)
M”le1+/ ok dYy, 13
! Jjo k=1 )+1
where .
_ 1 HEA )
() = — o 3O M) (ape(Xi5) — 1) (14)
J =1

Lemma 4.5 Let F(x) = {z}(1 —{z}). Then,
[ (30 (X)X 008) 000/ )2V Fis ) = H(X15)d] = 0(0),

where 0(6) — 0 as § — 0 and H(x) is nonnegative and given by

. w ,jo
H(X}5) = M} (j6)* f2( ;F az:: ]5]5;1))(’%(]5)+1) (15)

Theorem 4.1 Suppose that Assumptions 1 -5 hold with conditions (I) and (BD). Then there exists

a constant K1 such that
E[(V;", ) = (Vi, 6) [* < Kyn~ 07,

Proof: Let k§ <t < (k+ 1)d. Observe that

k
(Vo) = (Vo) = (Vi) — (Vi vows) + D (Vi vis) — B (Vi ¥is) | Fjs-))
=1
k
+> ( Vis,bis) | Fis—) — <V(?_1)5,¢(j71)5>>
Jj=1
= I+ 1y +13. (16)
Then .
1 , , ,
It = U?&g S (MP(X? ) (X)) — s (X)) s
=1

k m;l—l
n n 1 7 7 rn i
Iy = Zﬁjaﬁ Z 1/’]'6( jé)(gj *Mj (X))
j=1 i=1



and

n mn?

k 1 my_q
Ipo= > 77?55 D s(Xi5) M (XT) =iy 15, Z P(-15(X(j—1)s)
j=1 i=1
k 1 mi_y
= 2776_1) Z (%5( s)M ( - Y-1)s(X 71)5))
j=1 i=1

Now, it suffices to estimate the following moments. First, we study I3 term. By Lemma 4.2 and
the independent increments of the Brownian motion, we have

E((13)%)

o S mi o Gi4+1)s _ , 4
Sy [ M s)ule(x B
§=0 i=1739

10 D8 o
- ZE i 2 /5 M (X, 8yl (X:)dB:

Let F; = FP be the natural filtration of B, i =1,2,--- ,mj up to t. Since Xt i=1,2,---,m

are conditionally (given Fjs5 V ]—'t? ) independent, we can continue with

<3

(I
2
k—1 1 m ]+1)5 ) . v 9
- E(E 72 ,8)beo(X)dBy | |Fis VFy | (m)5)
n jo
3=0 i=1
k—1 1 mJ ]+1)6
= EZHQZ 8)2 (Wi (X3) (n)5)?ds
j= i=1 Jsé
k=1 m? J+1)5 R
< E r / E ([l (M} (X, 5))%0™ (X0 (0]5)*| Fjs) ds
j= =1 js
k—1 1 m} (j+1)8 ) , 2,2 9
= Y 53 [ Bl B (OO, 9) 0 (XI) (s
7=0 i=1"vJ

where the last equality follows from the independent increments of Y and, given Fj5, M} (X", s)o(X})
is .7:Y V Fis c-measurable and |[¢}]|o is .7-" -measurable. Here Fis = o(Bj — Bjs:jé <t < s)

and FYy, = o(Y, Yo s<u<t).
Then,

E (M} (X', 9)20%(X0)|Fis) < /B (M (X7, 5) 41 F55) [ (04 (XD) o).

It is easy to show that E ((M](X",s))*F;5) < eX?, and using (BD) condition, E (Jo(X1)[*|F;5) <

Ky, and by the independent increments of ¥ and Lemma 4.1, E (||[¢L]|2,|Fjs) = E (||v4]%) < K.

10



Hence, using Z =0 1§ <t<Tand applying Lemma 4.3, we obtain

i S PRI
1
E((I3)*) <E> — > / Ks(njs)?ds < Kyn™E (m] (n)5)?) < Ksn™ "
j=0 i=1

Next, we look at I term. Note that for j < j/,

1 = % % Vil i m?/_l % % Vil % n,n
Eg Z 1/’j5(Xj5)(fj - Mj (X ))g Z wj’5(Xj’6)(£j’ - Mj’(X ))77j577j'6
i=1 i=1
1 = i (el RS
— B2 3 vl - B2 X B — X Fs v D g
i=1
=0.
Therefore

k my_q
E()) = E[Y e Y ra(Xis)(E — M7 (X))
j=1 i=1

mm 2
—1

k
= ) E JrZwJa i5) (€ — MI(XY))
j=1
k m}l—l

- YE|E %ija(Xja)(sj—My(Xi)) Fis | ()?

= EZ Z $is(X55)277 (X7 ().

k

1 m;Ll n 7 n
B = S0 B (sl 2 |Fis-) 27 (X)) ).
j=1 i=1

IN

IA

k m;_l
1 .
E( su SQEE—EE[”X’”Q‘F-_]
(Ogng”w H > = n2 i ’YJ( )(77]6) (j—1)8
Applying Lemmas 4.1, 4.5 and 4.3, we have

N
27 (M50 -1y5)?) 6 < Kon ™!

I can be estimated similar to I3 [ |

11



Remark 4.1 For the case of 7}* and f/t”, we have
<‘~/t",¢t> - <‘7£§7¢k6> = - Z e (X7 MP(X" 1) — rs(Xis)

+- Zaﬁ ) (1= Mp(X',1)).

Namely, the second term is an extra term. It can be proved that its second moment is bounded by
Kn=2®. Therefore, we have

B (V,0) = (Vi @) 2 < Ky (07t v ).

5 Convergence of V"

In this section, we study the convergence of V", regarding as a sequence of stochastic processes.
More specifically, we prove the convergence uniformly for ¢ in an interval [0, T].

The main idea of this section is to obtain an equation for the process V;* and then to derive
maximum inequality making use of the martingale theory.

First we consider the equation satisfied by V™. Let j§ < t < (j +1)d. By Itd’s formula, we have

n

1 , o w N
AV [y = (Vi Lf)dt + =S MMXE 0 f'o(X)dBynfs + ) (V' flaps — 1)) dYi(1).
=1 k=1
The jump at (j + 1)0 is
77(3"'1)5 Zgﬁ'l XG+ns 773‘5 Z (X <vj+1>6
1 my . - .
MG+1s, > ( 41 M?H(XZ)) OXi s
i=1

Therefore,

(V" f) = (Vo, f) + /0 (VI Lfyds+ /0 (VI flape — 1)) dYi(s) + NP+ NT0 (1)
k=1

where
; [t/3] 1O ((G+1)8)At ‘
n,) __ / ) i,.n
N =Y IS [ e,
7=0 i=1"7
and

mnr

[t/9] i~

Nyt = Zmr D (6 = M (XF(Xy)

12



It is easy to see that N, o , Nt” /" are two uncorrelated martingales with quadratic variational
processes

[t/d] 1 My (1)) At / - ,
() =Y [ e st
=0 i=1 739
and
[t/5] my_y ?
(fmsy = (8nr) = S B | €MD) | (5 |
- e o 2 i s 30— Wy
/8] | ™ |
= " VX F2(XG5) (0f5)? (18)
Jj=1 =1

Define the usual distance
d(v1,12) 22_ (v — w2, fi) [ A1)
where {fi} satisfy the following conditions: fy € CZ(R) with ||Lfx|l < 1. Moreover, we define

d(v1,v2) 22 (| (1 — va, fr) ])

with the same assumptions on {fj}. Obviously, d < d, but d may not be a distance.
Theorem 5.1 Under the assumptions of Theorem 4.1, there exists a constant K such that

Esupd(V;", V;)® < Kyn~"
t<T

Proof: Note that

Esupd(V/", V;)? Z (]Esup — Vi, f) ) + Esup (V;* — V;, 1) (19)
t<T Pt t<T t<T

By Equation (17) and Doob’s maximum inequality,
Esup (V" = Vi, [)*

t<T
[T/6]

T m
1
ng/ E(V;* — Vi, Lf) dt+K2E§ 2§
0

=1

((G+1)8
/ | o Pasog? 0

6

(r/s) , m

+KQZ/ V;fvf(apk_]. dt+K2E Z ZWJ )(,,7;16)2

13



By Theorem 4.1, the first and third terms are bounded by Ksn~'. By Lemma 4.3,
(T/4]
ne,.n\2 —1
2nd term < K 2; ol (mj (nj5)*) < Kan
j:
By Lemma 4.5, we have
(/9]
n(,n \2 —1
4th term < Kj z;) ?E (mj (n7s) ) < Kgn
i=
Finally, we consider the last term in (19). Take f =1 in (20), we have
Esup (V;* = V;,1)*
t<T

(T/5] (21)

<KZZ/ Vi, (apr — 1)) dt+K2EZ Z% )52

Again, Theorem 4.1 implies that the first term is bounded by K;n~!. Clearly, Lemma 4.5 is true
with f = 1, and a similar argument implies the second term of (21) is bounded by Kgn~!. Putting
all the above estimates back to (20), we establish the desired result, since d < d. [ |

Remark 5.1 For the case of Vt”, the jump at (j + 1) is

mm

n J )
NG+1)6 Z ( J+1 T on ) 6X(7'j+1)5'

NG+1)s

Write ,
M7 (X') —

S My (X

7 777,’6 n 7
j+1_4nj :<]+1 M (X )>
NG+1)6

Then the new N™f can be written as two terms. A careful estimate of the second term leads to the
bound Kn=2*. Thus, we have

Esupd(V;]*,V;)? < K (n2*vnl).
t<T

Now, we convert the convergence result for 7" (the convergence of #” can be obtained similarly).

Theorem 5.2 Under the assumptions of Theorem 4.1, there exists a constant K such that

EY sup d(al,m) < Kn™2. (22)
0<t<T

Proof: Note that for f bounded by 1, we have
<Vtﬂf>< th7 > <V;fn71><vtn_‘/;f7f>

| <7T? _ﬂ—taf>| <‘/t , ><‘/t’1> (23)
Vi V)| 7 Vs
B Vi, 1) Vi,1)
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Thus

1 1 ~
d(m} < Vi-Vv" —d(V*, V,).
(ﬂ-t’ﬂ-t) — <‘/t,1>|< t ’ >|+ <‘/f,1> ( t > t)
Now,
Ef sup d(=",m) = E su { 1 |(Vi = V™, 1) |+ ! vy V)}M
ogth £ ogth Ve, 1) ’ (V1) 7t

IN

3 M2 2
(E sup [ (V; —V",1) |2> E sup —7L
0<t<T o<t<T (V;, 1)

Mz o\®
E sup L . (24)
o<i<T (V;, 1)

With Assumption 4 and the SDEs for M; and (V;, 1), it is straightforward to prove that EM% < 00
and

SIS

+<E sup J(Vt",Vt)2>
0<t<T

E sup (V4 1)_4 < oo.
0<t<T

Thus, by Theorem 5.1 and (24), there is a constant K such that (22) holds. [ |

6 A Central Limit Type Theorem

In this section, we prove the exact rate of convergence by a central limit type theorem. Let
U = n? (V= Vo).

We first prove tightness for {U,,} in an appropriate space and then characterize the limit and obtain

a central limit type theorem. The exact rate of convergence for the FM model is n? which is better
than that for the classical filtering model, which is n(!=®)/2 for a > 0 (see [12]).

6.1 The Modified Schwartz Space and Tightness of {U,}

As in Hitsuda and Mitoma [23], we use the modified Schwartz space ®. Let plz) = Kll{‘m|<1}
exp (—1/(1 — |#|?)), where K} is a constant such that [ p(z)dz = 1. Let ¢(z) = [e~ Wl p(x — y)dy.
Then for any integer k and e = 1=, we have |e(®)(z)| < Ka(k)(1 + el*). Let o = {qS o e St
where S is the Schwartz space. For k = 0,1,2,..., define

o= 3 [+l

0<|k|<k

the k above is a multi-index (k1,--- ,kq) with |k| = k1 + -+ + k4. Let ®,; be the completion of @

with respect to || - ||x. Then ®, is a Hilbert space with inner product
ak
oo, = 3 [alely ( 0r(2)0(a) ) (5o (@a(o)bta) ) do
0<|k|<k

15



Note that ®,, O ®,+1 and that @ is L?(uy), where py(dx) = ¢?(z)dx. For ¢ e dand ¢ € D,

(6.0) = G000 = [ dla)o()? @)ds
defines a continuous linear functional on ®, with norm

o (6, )|
ol - _féﬁ T

and we let ®_,; denote the completion of &y with respect to this norm. Then ®_ is a representation
of the dual of ®,. If {qﬁj} is a complete, orthonormal system for ®,, then the inner product for

®_,. can be written as
o0

(D1, 02) s = D> (D1, 05) (62, 6}). (25)
j=1
By a slight modification of Theorem 7, page 82, of [20], these norms determine a nuclear space,
so in particular, for each k there exists a k' > k such that the embedding T,fl P — P is a
Hilbert-Schmidt operator. The adjoint T,f/* :®_,, — ®_, is also Hilbert-Schmidt. ® = U (@_
gives a representation of the dual of ® (see [20], page 59). Next, we prove tightness for {U"} in
Dg_, [0,00) for an appropriate k.

K

By (17) and Zakai equation, we have

v = U+ /0 Wi L) ds+ /O (U, flapy — 1)) dVe(s)
+ni NP s N (26)

Theorem 6.1 Under the assumptions of Theorem 4.1, there exists k such that {U™} is tight in
Dq;.iﬁ [O, OO) .

Proof: For u < ¢, we have

E (<U;;u —up, 1)’ ]f) <E (i cja"(@)

where
t+e
G = [ wrLaas,
t
t+e
C;’n(e):/ (U™, V* fe+ hf)2 ds,
t
, 1 My ((G+1)8)AL - ,
Gra=n 3 5> IV* Fo(X3) s (o)
t<jé<tde = =130
and

m?

SRCETID =S S e STl

t<jo<t+e i=1
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Similar to the previous section, we can show that

4
lim SITILpIE <z; C;"(e)> =0.

Then, using Remark 8.7 (p.138) in Ethier and Kurtz [19], we prove the tightness of (U™, f) in
Dg[0,00). Finally, following the proof of Theorem 3.1 in [27] and applying Mitoma’ theorem, we
prove that there exists a x such that the tightness of U™ holds in Dg_ [0, 00). |

6.2 Characterization of the Limits

It is easy to show that )
n> N — 0. (27)

To characterize the limit of n!/2N™/f , we need the following two more technical estimates in
two lemmas with their proofs in Appendix. The other key estimate in Lemma 6.1 is in the order of
O(6%/?), which is better than O(6), the order in the classical nonlinear filtering case (see [12]).

Lemma 6.1 ‘
’E(’yﬁrl(Xl)z(n@+1)6/77;'16)4|-7:j5)‘ < K§%/2,

Lemma 6.2
E((m})?(nj5)") < Kn®.

Note that
A (/9] | ™ } }
(RRmT) = 3 3 X )’
j=1 i=1
[t/8] | mia
1
= Y= > E(y O )| Foon)
Jj=1 =1
0/8) | ™ ‘ ‘ , 4
0y = D0 (L) )~ E (2 (X)X ) 0055)° | Fs13s))
j=1 i=1

By Lemma 4.5, the first term is approximated by

(/6] my_
”an Z Zg 1)8 5)0f° (X(g 1)8 )(77@71)5)2
t/é]

= 2 AVRHFCG) (1)
= /(Vs,Hf2><Vs,1>ds,
0
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where the approximation means the difference tends to 0 as n — oo.
The second moment of the second term is bounded by

[t/d] mj

221&(”2 Z X )?)
[t/5]
< I -ZZE(m 12 2(nj5)*)
[t/5]

< 2253/21[*3 D262 1)s) 4

< K261/2 -0

Lemma 6.1 is applied in the second inequality and Lemma 6.2 in the last inequality. Combining
the above results, we obtain

Lemma 6.3 -
ns NP — M/

which is a martingale uncorrelated to B and Y such that

(), = [ (vt )

Further, there exists a space-time white noise W (dtdx) (independent of B and Y such that

Mf = / [ V2] (Vo 1) )W (),

Summarizing these, we obtain

Theorem 6.2 Under the assumptions of Theorem 4.1, U™ = U which is the unique solution to:

U f) = (Uof)+ / L) ds+ Y [ (W flam = D) T
k=1

/ [ VAV V1 )W (dsio). (28)

Proof: By Theorem 6.1, we can take U being a limit point. Without loss of generality, we assume
that U" = U. By Lemma 6.3 and (27), it is easy to show that U satisfies (28). To prove the
uniqueness, we take another solution U of (28) and define Ut = U, — U,. Then Ut satisfies the
following homogeneous linear equation

<Ut,f> /Ot <(75,Lf>ds+i/ot<ffs,f(apk1)>d17k(s).

Similar to Lemma 4.2 in [27] we get U = 0. |

Finally, we convert the convergence result to that for the optimal filter.

18



Theorem 6.3 Under the assumptions of Theorem 4.1, n%(wf — ) = (; which is the unique
solution to:

d (e, [) =0, Lf —(a—w)f — f(m,a —w) + (a—w) (m, f))dt

Ct 5fapk> <<t—7apk> <7Tt—7fapk> B
Jrz{ (me—, apy) (mi_, app)? (Ge—s /) JAYR () (29)

/f 7”’ ) @) ) (Ve, YW (dzdt).
‘/vt’

When a(Xy,t) = a(t), depending only on time t, Equation (29) is simplified as below:

d (G, f) = (G L) dt+/fvt77”’\/H ) (Ve L)W (dadt)

+i[ o Jap) (G ove) G Jope) ] avi o).
=1

7Tt 7apk> <’/Tt_,apk>2
Proof: From Equation (23), we can see that
nd(nf —m) = (Vi 707 = (V)T OF )V

which converges to

G =) (U = (V)TN ULV -
Let n = (th)—lUt. By Ito’s formula for (1, f) = (Us, f) / (V, 1), we have the following equation
for n;.

d(ne, f) =( <m,Lf —(a—w)f) + (e, f) (m, 0 — w) ) dt

+ Z [ 777; 77f;;:€>> <77t—7f>:|dYk(t) (31)
/ iy \/H ) (Vi W (dxdt).

When a(X:,t) = a(t), the above equation is simplified as:

d(ne, f) = (ne, Lf) dt+2[m (m_,f”dYk(t)

/m, VH@V (G 2) (Ve W (dadt).

(32)

Observe that ¢; = ny — (n:1)m. Applying It6’s formula again, we get Equation (29) for . When
a(Xy,t) = a(t), the simplified (32) and (6) gives (30). The uniqueness comes from the similar
argument of Theorem 6.2. [ |

Easy to check that (¢;,1) =0 for all ¢ in (29) and (30), which is a necessary condition for (;.
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7 Conclusions

In this paper, we study the branching particle filters to a FM model, which well fit the stylized
facts of ultra-high frequency data in financial markets. We construct a branching particle system
and its weighted empirical measure. Then, we prove the uniform convergence of the branching
particle filters to the optimal filters. Moreover, we study the convergence rate by proving a central
limit type theorem. We find out the rate is n'/2, which is better than the best rate in the classical
nonlinear filtering case.

The branching particle filter developed in this paper can be directly applied to calculate the
MSE estimate of X;, which is important in asset pricing. Moreover, the filter developed can be
used to estimate locally risk-minimizing hedging strategy for FM models derived in [28] and the
optimal trading strategy for mean-variance portfolio selection problem of the FM models derived
in [30].

Future works include studying the large deviation principle of V™ and n™ as the classical non-
linear filtering case in [14], and studying the branching approximation in a more general framework
such as X; becomes a stochastic volatility model (even with jumps) or a general Markov process.
See [35] for a very general FM model with statistical analysis. The branching particle filters devel-
oped in this paper only estimates X;. It is intriguing to study branching particle filters for both
(Xt,0:), where 0; is the parameter (allowing time-dependent) in a FM model. These topics are
currently under investigation by the authors.

A Appendix: Related Proofs

Proof: (for Lemma 4.1) Let N(t) be the counting process for the jumps in ?(t) Let 71,72, -+ , TN
be the jump times of N(t) such that ¢ > 7 > 75+ > 7y > 0. For s € [t,71), there is no jump
and (9) reduces to

dips = —Libds + > (apr(Xs) — 1)thuds. (33)
k=1

Feynman-Kac Formula ([31]) and the boundedness of a(z,t) and (BD) condition implies

sup |1 ]loo < €T |]| o
T1<s<t

After a jump happens at 71, ¥, = app¥r,+. Hence, supr, cocpnuqr - 19l < K29l
e®’2(t=71) By induction, we have

N(t
sup [[4hs]| < Ky V|g]| e K2,
0<s<t

Taking expectation, the result for the part of i follows.
To obtain the result for ¢, we differentiate Equation (33) with respect to z and obtain

dl, = —Lylds + [u’ + 3 (api(X.) — 1)] Yods + 3 d'pleds
k=1

k=1
where

(@) 3L () + (0(2)0" (1) + () o2 ().
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Then, we repeat the steps for 1) to obtain the desired result for v’ [ |

Proof: (for Lemma 4.2) After simplifying notations, it is equivalent to proving:

Be(Xe) My — o (Xo) = /O/Msz/);a(XS)st. (34)

Let fx, k=1,2,...,w and g be bounded functions on [0, ¢,

Tr) = ,ﬁexp{ﬁ / log fi(s—)dYi(s) — /OT“’C(S) - 1)ds

T 1 T
95(7“) = exp (\/—1/ gsdBs + 5/ g?ds) .
0 0

First, we need a lemma, whose proof is identical to that of Lemma 4.1.4 in [3, page 81].

and

Lemma A.1 If¢ € L2(Q, FPV | P) and for bounded fy, k = 1,2, ...,w and g on [0,1],
E (go}?(t)ef (t)) =0,
then € =0 a.s.
By Lemma A.1, it is sufficient to show that
B (X0 = o) o (00510)) = ( [ 305 e amof 005,
First we observe that for » > 0,
E (40 (X)Mo0] (D0F (OIFY v FE) = 0,(X,)M, 0 (r)02 (1) (35)

where

O, =E (4,0, (n)\F} v FF)
with

r(r) = 07 (/67 0 Hexp(r [ 08 s1its) - [ (suts) — 1y ).

Since 1, and 07 (r) are measurable with respect to the o-field ]—" = =o(Y, =Y, :r<s<t),
which is independent of FY vV FZ, we get that

o, =k (wréf(r)) .

Applying backward It6’s formula, we have

dfs(r) = FQfT-FkaT-F—ldYk()
k=1
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where }7(7“) =Y (r) — r. Again applying backward It&’s formula, we get

d(i,b(r) = (=Lt — V=T 3051 (fu(r) — D(api(Xr,m) = 1)]0 (r)dr
+ 30 VEIUR () = 1) = (api (X, 74) = D]t 05 (r4+)dYi(r)
= S VLS (r+) = D(api(Xpp, 74+) = Dor 07 (r4+)dYi (r).

Thus
e, = (-L@,.( FZ fr(r) = D)(ap (X, 1) — 1)@7-(X7-)> dr.

By Itd’s formula, we have

de,(X,) (Z — 1) (apr(X,,7) —1)0, (XT)> dr +©.0(X,)dB,. (36)
k=1
Note that w
dM, = "[api(Xy, ) — 1 M,dY,,
k=1
. 2
4oy (r) = V=167 (r =) (f

k=1

and

B B
doy (r) = V=10, (r)g-dB;.

Apply It6’s formula to the four equations above, we get

d(©,(X,)M,0% ()05 (1)) = V=16.0(X,)g, M, 0% (r)02 (r)dr + d(mart.)

Combining with (35), we get

E ((9e(X0) My — 1h0(Xo)) 6 (162 (1))
) (@g(Xt)Mth(é)Gf () — @O(Xo)e}?(O)f)B(O))

= V-1 IE(MTG?( )GB( )Olo(X )gr) dr.
0
On the other hand,
]E(/ MV &(X,)dB,0% (1)05 (1) FY vff) :/ M V™, &(X,)dB,0% ()02 (r).
0 0

Note that 1 is independent of F,., we can apply integration by part regarding 1 as nonrandom.
Thus,

/T MV ,6(X)dBs0% (r) /T...st + ﬁ/ Mo (Xs)gs0y (s)ds.
0 0

0
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This implies that
B ( / t Msw;o-(ngBse}?(t)ef(t))
= & (VAT [ to(x )00 (1007 1))
= (VAT [0 (0L T v F) (X100 (616 (51
= & (VAT [ 6001007 (1] (51 ).

This finishes the proof of the lemma.
Proof: (of Lemma 4.3) Note that

B (n (s )?) = BE ( (] (05

2 2 n n
=K ( _1(n21)s 5)°E ((77?5/77@—1)5> |~7:(j1)6>) < KR (mj_l(n(j_1)5)2>

where the last inequality follows from

fja) CE (i (%))

n 2 n
1 1= .
El|— Z M X | 1 F G | € E (M} (X*)*|F(5-15) < .
mj—1 M1 3
By induction, we have E (m? (77;?5)2> < KT < Kyn.
Proof: (of Lemma 4.4) By Equation (3), we have
dM]n(XZa ) Z a’pk s—>ST 71)dYk( )

=1

Observe that

Z MMX Z MMX  s=) | > hi(s=)dYi(s)
mi = mi = k=1
This gives (12). Applying Itd’s formula to the last two equations and simplifying, we obtain
AMP (X', s) = ,8) Y (apr(XL,5) — 1 — hy(s))ds + AMP (X", 5)
k=1

Note that Y} (apx(XZ,s) — 1 — hi(s)) = 0. To make the last term predictable, we observe

T i _ Agn is _ A is_ _ N Vid is_ apk(X; ﬂs_)_ s
AMPM(X',s) = MIMX',s) — MIM(X', s—) k; (XY, )(7Bk(—)+1 1)dYi(s).
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The conclusion then follows by substituting the above observation into the equation of M ]"(X is)
and by taking integral from jé to (j + 1)d.

Proof: (of Lemma 4.5) Note that nf; ,)s5/njs = M]”((j +1)6) and Mj"(t) follows (12). Then,

AMP(t)? = —2MP(t)* (a — w)dt + M (t—)? i(ﬁi(tf) + 2Ry (t=))d Y ().
k=1

Easy to find that df?(X}) = Lf*(X})dt + 2f f'o(X})dB; and by It6 formula, we obtain

d(M (6 F2(X)) = M} (1) (Lf? = 2f*(a — w))dt

J

w

MG (=) 2 Y (R (t=) + 20k (t=))dYi(8) + 207 (8)* f /o (X7)dB;.
k=1

Equation (8) gives 77, (X") = F(M;‘H(Xi)). By telescoping and using (13), we obtain

WX = Y [FOMP(X',s) = F(MP (X7, s-))]
Jo<s<(j+1)0
B w (74+1)6 - - apk(X§77s_) - - -
_;/ﬁ [PV (X8 STt~ PO X)) |di(s)

Applying 1t6’s formula again, we have
'YJT'L+1 (Xl)fQ (X(ij+1)§)(7723‘+1)6/77§l6)2

G+ns _ . 2
- / FOV (X )N (02 (Lf2 + 123 R3(1)) e
Jjé k=1

GHS o (g v o @PE(XE ) et T
+ / O [P (0 0 ) = PO )] (ue) + 1%

(G+1)3 , . woo _ )
+ / F(MJ (Xt =) M (=) 2 (B3 (=) + 20 (t=)) dYr(t)

(+1)8 - ) . )
F [ IO )L 0P £ (X)) B
J
(G415 w - _ apr (X!, t— - . - =
[Ny [P0, ) ) (X )] () + 1))
J
Taking conditional expectation and noting that the last three terms are zero, we have

E(a (X)L (X0 0 /13521 s )

(G+1)s o z
:/5 IE[F(M;L(XZ,t))M;‘(t)Q(Lf2 + 2 hi() ’fjé}dt
J k=1
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. /<J+1>6 it Wi[ FOIN(X, t)c;m)—F<M;L<Xi,t>>}<hk<t>+1>2\fja}dt

v a ,jo
<M" §o)2 f ZF Z: 35J5+]1))( k(30) +1) >6+0(5)

The last approximation comes from MJ" (X*,j6) =1, the boundedness of f, Lf?, Y7 | Bi, and the
following two observations:

sup E[M"(S)QF(M”(Xi,s))‘fjg}
J6<s<(j+1)8

< sup E(M;L(S)4|.7:j5) \/E[(l - M;L(Xi, 8))2|f]’5j| < KV4.
j6<s<(j+1)é

and (the last inequality above is by E[(1 — ]\Zf}l(Xi, $))?|F;s] < K16 and E( " (5)*Fjs) < Ka)

rn rm 7 apk(Xi (i 2 G,pk(X;(;,](S)
sup ‘]E|:M»82FM4X,57—7 ]—"5] *(j0 F%‘
i5<s<(j+1)5 ]() ( ]( ) h( )+1 )| J j( ) (hk(]5)+1)
The last observation can be proven similarly as the previous one. [ |
Proof: (of Lemma 6.1) Note that
AMIM(t)* = —4M? dt+ M'(t 4w 4 —1]ay;
i) = 7 () (a —w)dt + 'Y [k |dYi(t),
k=1
and by telescoping, we obtain
(XD = Y [PAMP(XYs) — FP (M (X, 5—))]
§o<s<(j+1)8
(3+1) . ) Xt g— - )
_ Z/ [FQ (M (X, HM) — P2(M (XY, s—))} dYi(s)
s hi(s—) +1

Applying Ito’s formula, we have
7?+1(Xi)2(77@+1)5/77?5)4

(3+1)0
—_3 / F(IP(X )N (1) (0 — w)dt
6

G+ns v
+2/{S F(M;‘(Xz,t))M]”(t)“Z[(hQ( =)+ 1)* —1]dYi(t)
J k=1

+4/(j+1)6 Mn(t)S N [FQ(Mn(Xi,t_)M) —FQ(M;L(Xi,t_))}dYk(t)

P L hi(t—) + 1
G VR 2( 1 n( vi apr(Xi_,t-) 2y o4
+/j§ N (1) ;[F (I (X, 1 >7( o) - PO )]

[(RE(t=) + 1)* = 1]dYi(t)
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For the first term, we have

(j+1)6 ~ , .
E( / PO (X7 0)07 (1 (a — w)de| 755
s
Gyvs )
< ]E(‘Mj”(X’,t) —1|M;L(t)4‘fj5)dt
3o

(4+1)0 - A
< / \/E((M}L(Xi,t) —1)2|Fjs) \/E(Mjfl(t)ﬂ}"jg)dt < K532,
jé

Other terms can be estimated similarly with the same order of §%/2. [ |

Proof: (of Lemma 6.2) We can estimate E((m})?(nj;)*) recursively as follows

E((m})*(nf5)*) = E(E((m})? )" Fis- ) ) = E((n%)‘lE((%l &)’ 7))

mi_1

<E((5)'my Y2 B(E)?|F50-) ) < B((0s)'(m5 (1 + K9)

3

<3

Il
_

< E((U@—1)5)4(m?—1)2(1 + K(S)]E(M}‘(jé)ﬂf(j,l)(;)) < (1+ K5)€K15]E((m?—1)2(776—1)5)4)
Thus, by induction, we have

E((m)2(njs)") < (1+ Koyefisin? < Feyn?,
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