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Abstract

We study the “real world” calibration of a partially specified stochastic
volatility model, where the analytic expressions of the asset price drift rate
and of the stochastic variance drift are not specified. The model is calibrated
matching the observed asset log returns and the priors assigned by the
investor. No option price data are used in the calibration. The priors chosen
for the asset price drift rate and for the stochastic variance drift are those
suggested by the Heston model. For this reason, the model presented can be

considered as an “enhanced” Heston model. The calibration problem is
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formulated as a stochastic optimal control problem and solved using the
dynamic programming principle. The model presented and the Heston
model are calibrated using synthetic and Standard & Poor 500 (S&P500) data.
The calibrated models are used to produce 6, 12, and 24 months in the future
synthetic and S&P500 forecasts.
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1 | INTRODUCTION

Stochastic volatility models are used to describe the dynamics of log returns (or of prices) of risky assets traded in the
financial markets and to price options that have these assets as underlying. To be used in practical circumstances, the
stochastic volatility models must be calibrated. The calibration problem is the problem of identifying in a class of
models the model that “best fits” a given set of data. Usually, the data used in the calibration are asset log returns (or
asset prices) and/or option prices observed in the financial markets and their observation times. When the model to be
calibrated is specified (i.e., when the analytic expression of the functions involved in the model is given), the solution of
the calibration problem consists of finding the values of the model parameters that give the “best fit” between the
model and the data used in the calibration. Many different methods, depending on the meaning given to the expression
“best fit”, have been proposed to calibrate specified stochastic volatility models, for a review of them see Fatone et al.
(2014) and the references therein. For example, in Mariani et al. (2008) and Fatone et al. (2008), the Heston model
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(Heston, 1993) is calibrated maximizing a likelihood function using as data of the calibration asset log returns and
option prices. Broadie et al. (2007) calibrate a square root stochastic volatility model with jumps. The volatility and the
risk premia parameters of the model are found using a set of option price data. The remaining parameters are
determined from a set of asset price data. Carmona and Xu (1997) consider an arbitrage-free stochastic volatility model.
First, they reduce the number of model parameters that must be determined in the calibration and, later, using the
relative entropy method, they calibrate the resulting “reduced” model. In the papers cited above and in most of the
mathematical finance literature on the calibration problem the models that must be calibrated are specified. However,
the calibration of partially specified stochastic volatility models has also been studied. For example, Nayak and
Papanicolaou (2007) specify only partially the stochastic volatility model studied. In fact, they simply assume that in the
model, that must be calibrated, the drift of the stochastic volatility is a fast mean reverting factor, and they leave
undetermined the analytic expression of this mean reverting factor. In Nayak and Papanicolaou (2007), the calibration
problem is formulated using option price data and is solved finding the volatility surface that matches the data and
minimizes a relative entropy functional with respect to a given prior volatility surface chosen by the investor, according
to his opinions and risk tolerance. That is, in Nayak and Papanicolaou (2007), the relative entropy method, used in the
calibration of volatility surfaces by Avellaneda et al. (1997), is adapted to the problem of calibrating a partially specified
stochastic volatility model. In Avellaneda et al. (1997) and Nayak and Papanicolaou (2007), the data of the calibration
are option prices (and the corresponding observation times and asset prices). The models considered are calibrated in
the “risk-neutral world”. This is the subset of the admissible models made of the risk-neutral models. The risk-neutral
models are defined as those where the asset price and the option prices discounted at the risk-free interest rate are
martingales. The study of calibration problems in the risk-neutral world is motivated by the needs of the practitioners,
that trade derivatives in the financial markets and is widely adopted in the mathematical finance literature. Note that
the risk-neutral world of the stochastic volatility models of mathematical finance and, in particular, the risk-neutral
world of the Heston model (Heston, 1993) are not sets that, once given the parameters of the asset price dynamic
model, are made of a unique model, as it is in the case of Black and Scholes model. In fact, the risk-neutral world of the
stochastic volatility models of mathematical finance is a set made of infinitely many distinct models. Usually, the risk-
neutral models are parametrized by one or several risk premium parameters. In the financial industry the stochastic
volatility models, calibrated in the risk-neutral world, can be used for several purposes, for example, they can be used to
evaluate or to forecast option prices. However, in the risk-neutral world, the market price of the volatility risk remains
undetermined. This means that a stochastic volatility model, calibrated in the risk-neutral world, cannot be used in
several other applications, for example, in wealth management or portfolio optimization, where asset prices and log
returns must be computed or forecasted. For these last purposes it is necessary to identify the dynamics of the asset
price in the “real world”, that is, it is necessary to calibrate the asset price dynamic model, using as data a set of asset
log returns (or of asset prices) and their observation times. The models calibrated in the real world can be used to
forecast asset log returns (or asset prices), as often required in wealth management and portfolio optimization.

In this paper we study the class of partially specified stochastic volatility models introduced by Wilmott (1998) and
Gatheral (2006). In this class of models the asset price drift rate and the stochastic variance drift are functions of time,
asset log return (or asset price), and stochastic variance, whose analytic expression is not specified before the
calibration. In this sense, the models considered are partially specified. We present a calibration procedure that
determines these functions using as data a set of observed asset log returns (or of observed asset prices) and their
observation times. This is the announced “real world” calibration of a partially specified stochastic volatility model. The
calibration procedure relies on the assumption that, even if investors have different opinions about future events and
different risk tolerances, they agree on the data used in the calibration, since these data are (real or simulated)
observations. That is, the data are (real or simulated) facts, they are not investor opinions. The calibrated model is
obtained by determining the asset price drift rate and the stochastic variance drift that pursue in an “optimal” way the
following goals: (i) the asset log returns implied by the model fit the observed asset log returns used as data, (ii) the
asset price drift rate fits a reference drift rate, (iii) the stochastic variance drift fits a reference drift, and (iv) at the end of
the investment period the asset log return fits a reference final asset log return. The reference asset price drift rate,
stochastic variance drift, and final asset log return are the priors, used in the calibration, that are chosen by the investor
according to his opinions and risk tolerance. In this paper the Heston model calibrated in the real world provides the
first two of these priors. The third one, that is, the reference final asset log return, is chosen with a fitting procedure
starting from the data of the calibration. With this choice of priors, the model resulting from the calibration is a kind of
“enhanced” version of the Heston model. The probability measure associated with the calibrated model is the real
world probability measure associated with the data and the priors used in the calibration. Moreover, with the previous
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choice of priors, when the goals (i) and (iv) of the calibration are removed, the model, resulting as the solution of the
calibration problem, is the Heston model, that has the priors used in the calibration as asset price drift rate and
stochastic variance drift. The previous choice of priors is only illustrative, in fact many alternative choices are possible.
For example, choices of priors suggested by the stochastic volatility models of mathematical finance different from the
Heston model are possible. The calibrated models, obtained with these choices, can be interpreted as “enhanced”
versions of the stochastic volatility models that have suggested the priors chosen. The previous calibration problem is
formulated as a stochastic optimal control problem, whose control variables are the asset price drift rate and the
stochastic variance drift and whose state variables are the asset log return (or the asset price) and the stochastic
variance. The objective functional of this control problem is the expected value of minus a weighted sum (with positive
weights) of the following addenda: (j) the time integral of the squared difference of the asset log returns implied by
the model and a function that fits the observed asset log returns used as data, (jj) the time integral of the squared
difference of the asset price drift rate and the reference asset price drift rate, (jjj) the time integral of the squared
difference of the stochastic variance drift and the reference stochastic variance drift, and (jv) the squared difference of
the asset log return (or of the asset price) at the end of the investment period and the reference final asset log return (or
final asset price). Maximizing this functional, subject to the constraints given by the stochastic differential equations of
the asset price dynamic model and by their auxiliary conditions, corresponds to pursuing the goals (i)-(iv) of the
calibration stated above. The relative importance of these goals in the calibration is determined by the choice of the
weights of the corresponding addenda in the objective functional. In the rest of the paper we refer to the model
calibrated solving this optimal control problem as “optimal control model” (i.e., the oc model). The optimal control
problem considered is solved using the dynamic programming principle. Its value function is determined by solving a
final value problem for the Hamilton-Jacobi-Bellman equation. Assuming that the value function of the control
problem is a polynomial of degree two in the state variables with time-dependent coefficients the solution of the final
value problem for the Hamilton-Jacobi-Bellman equation considered is reduced to the solution of a final value problem
for a system of Riccati ordinary differential equations. Introducing an auxiliary parameter, the system of Riccati
differential equations is solved with a perturbation method. The time-dependent coefficients of the value function are
approximated with truncated series in the auxiliary parameter evaluated in a suitable parameter value. The asset price
drift rate and the stochastic variance drift, determined in this way, are approximate solutions of the calibration problem
and are functions of time, asset log return (or asset price), and stochastic variance, expressed by explicit formulae that
can be easily evaluated numerically. The dynamical equations, resulting from the solution of the calibration problem,
imply that the asset price and the stochastic variance are fully coupled in the drift terms of the equations. Empirical
evidence of the existence of a relation of this kind between asset price and volatility of the asset price is widely
documented and studied in the statistical literature about financial data. French et al. (1987) and Campbell and
Hentschel (1991) have shown the presence in the asset price of a volatility feedback effect, that is, they have shown that
an increase in volatility results in falling asset prices. Moreover, Black (1976), Broadie et al. (2007), and Christie (1982)
studied quantitatively the leverage effect in the relation between asset price and volatility of the asset price, in
particular they have shown that when the asset price falls the volatility of the asset price rises. Ait-Sahalia et al. (2013)
have estimated the leverage effect starting from high-frequency data. Finally, Baillie and De Gennaro (1990) have
further investigated the statistical relation between asset price and volatility of the asset price by studying market data.
Leverage and volatility feedback effects are associated with the presence of a negative correlation between asset price and
volatility of the asset price. Note that the findings of French et al. (1987), Broadie et al. (2007), Christie (1982), Baillie and
De Gennaro (1990), and Ait-Sahalia et al. (2013) must be carefully considered before being transferred from the variance
or the volatility of an asset price observed in the financial market to the stochastic variance or the stochastic volatility of a
stochastic volatility model. In fact, the stochastic variance and the stochastic volatility of a stochastic volatility model are
related, but are not the variance and the volatility of the asset price of the stochastic volatility model dynamics. Despite
the empirical evidence discussed above and the previous warning about its interpretation, in most of the stochastic
volatility models of mathematical finance, and, in particular, in the Heston model, the dynamics of the stochastic variance
(and the dynamics of the stochastic volatility) is independent of the asset price (and of the asset log return). This is a
rather unnatural assumption that is, probably, a consequence of the fact that most of the stochastic volatility models of
mathematical finance have been originally developed outside mathematical finance in engineering fields where the
assumption was justified. More realistically, in the models considered here and, in particular, in the model resulting from
the calibration procedure presented in Section 2 a more general relation between asset price and stochastic variance is
allowed. This relation, at least in principle, is able to represent the empirical evidence discussed in French et al. (1987),
Broadie et al. (2007), Christie (1982), Baillie and De Gennaro (1990), and Ait-Sahalia et al. (2013).
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The model and the calibration procedure presented are tested in numerical experiments involving synthetic and
real data. The real data studied are the daily closing values of the Standard & Poor 500 (S&P500) index of the New York
Stock Exchange (NYSE) during the period January 2, 2009-January 4, 2018. Let us explain how the synthetic data
considered are generated. First of all the Heston model is calibrated (in the real world) using as data the time series of
the S&P500 daily closing values relative to the period January 2, 2009-January 4, 2018 and one trajectory of the
calibrated Heston model is computed integrating numerically a suitable initial value problem (Andersen, 2008). In this
way, a trajectory of daily asset prices is generated and, for simplicity, these prices are attributed to the time period
January 2, 2009-January 4, 2018. This choice makes easier in the numerical experiments presented the comparison
between synthetic data forecasts and real data forecasts. The simulated prices and the corresponding log returns are
referred to as Heston model prices and Heston model log returns. In the numerical experiments with synthetic data the
Heston model is calibrated using as data a window of 630 consecutive daily Heston model prices. The same choice is
used in the calibration of the models with real data (i.e., S&P500 daily closing values). In the numerical experiments
involving real data the asset price drift rate and the stochastic variance drift chosen as priors of the calibration problem,
studied in this paper, are obtained calibrating in the real world the Heston model using as data of the calibration a
window of 630 consecutive daily closing values of the S&P500 index, that is, a window of (approximately) 30
consecutive (calendar) months of the S&P500 daily data. The third prior, that is, the reference final asset log return, is
determined using the (real or synthetic) data of the calibration and a fitting procedure explained in Section 3. With this
choice of priors, we solve the optimal control problem corresponding to the calibration of the oc model using as data
the monthly log returns of the data associated with a time window, made of (approximately) 30 consecutive (calendar)
months (i.e., 630 consecutive trading days). We move the data windows used to calibrate the Heston and the oc models
forward in time across the data set available (precisely we move the data windows forward in time 1 month at the time
across a period of, respectively, 72, 66, and 55 months for the 6, 12, and 24 months in the future forecasts), discarding
from the new window considered the data of the first month of the previous window and inserting in the new window
the data of the next month after the end of the previous window. For each time period considered we use the
corresponding data windows to calibrate the Heston and the oc models. The calibrated Heston and oc models are used
to forecast the Heston model log return 6 months in the future and the S&P500 index log return 6, 12, and 24 months in
the future, that is, 6, 12, and 24 months after the end of the data window used in the calibration. For each data window
considered we compute the relative errors committed using the S&P500 index (or the Heston model price) forecasted
with the Heston model or with the oc model instead of the S&P500 index observed at the NYSE (or the Heston model
price) and we compute the statistics of these relative errors on the samples of the S&P500 index (or the Heston
model price) forecasts available. The statistics of these errors shows that in the numerical experiments presented the oc
model forecasts are of higher quality than the Heston model forecasts.

The robustness of the calibration procedures adopted is studied. For simplicity, this analysis is done using the
synthetic data. In the Heston model case the vectors of the parameters, obtained from the calibration of the Heston
model in each one of the 55 data time windows considered in the numerical experiments, are compared. The
comparison shows that these parameter vectors change slightly from a data time window to the next one and that they
remain always close to the parameter vector used to generate the data. This suggests that (in the numerical experiments
presented) the Heston model calibration procedure is stable. Moreover, it shows that (in the numerical experiments
presented) the choice of two of the (three) priors used in the oc model calibration procedure (i.e., the two priors taken
from the calibrated Heston model) is robust. For the third prior used in the oc model calibration procedure a similar
analysis gives the same result. The asset price and stochastic variance drift rates, obtained as a solution of the oc model
calibration problem in the 55 data time windows considered, are studied. It is shown that they change slightly from a
data time window to the next one and that they remain grouped together. This last finding shows that (in the numerical
experiments presented) the oc model calibration procedure is stable.

Finally, a sensitivity analysis of the oc model calibration procedure is performed. As already done in the robustness
analysis, this is done with the synthetic data. That is, in the 55 data time windows considered, the priors used in the oc
model calibration are perturbed randomly, and the relative difference between the corresponding solutions of the oc
model calibration problem is computed and studied.

The robustness and the sensitivity analyses can be repeated using the real data considered instead of the synthetic
data, and give results analogous to those presented here.

Note that it may be possible to improve the quality of the forecasts obtained with the oc model by studying the time
series of the differences between the oc model forecasted and the observed prices with the tools of data science and
machine learning.
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This study is organized as follows. In Section 2 the models considered, the calibration problem studied and its
solution are presented. In Section 3 the calibration procedure introduced in Section 2 is tested and some numerical
experiments using synthetic and real data are discussed. Finally, in Section 4 some conclusions are drawn. In
Appendix A some useful formulae are listed. In Appendix B the quantitative results obtained in the robustness and
sensitivity analyses of the calibration procedures are shown.

2 | THE CALIBRATION PROCEDURE

Let n be a positive integer, R, R, be, respectively, the sets of real numbers and of positive real numbers, R" be the
n-dimensional real Euclidean space of column vectors and x = [x, %, ..., X" € R%, x; € R,i=1,2,..,n, where -'
denotes the transpose of °, be a vector of R". Moreover, let T > 0 be the time horizon of the investor, [0, T] be a time
interval called investment period, and ¢ € [0, T] be a real variable that denotes time. We consider the following class of
stochastic volatility models: in a market made of a risky asset let S(t) be a random variable, that represents the price
of the risky asset at time ¢, t € [0, T], the stochastic process S(t),t € [0, T], is defined by the following system of
stochastic differential equations:

ds(t) = SOF.t, S@), v(®)dt + S()Jv(t)dB(t), te[o,T], )
dv(t) = £, (¢, S(), v(®)dt + o v () dZ (), te o, T], 2
with the initial conditions
5(0) = So, (3)
v(0) = vg. 4)

The stochastic processes B(t), Z(t), t € [0, T], are standard Wiener processes, such that B(0) = Z(0) = 0 and their
stochastic differentials dB(t), dZ (t),t € [0, T], are such that

EP{dB(t)dZ (1)} = pdt, te [0, T], (5)

where E”{-} denotes the expected value with respect to the measure P of “ and p € R such that -1 <p < 1,isa
correlation coefficient. The auxiliary condition (5) completes the initial value problem (1)-(4). Hereafter, we refer
to the Heston model (1)-(5) as Model 1. The measure P is the probability measure whose density is the transition
probability function of Model 1. The random variable v(t) defined through Model 1 is the stochastic variance of
the asset price S(t) at time ¢, t € [0, T]. The stochastic variance v(t) is an “auxiliary” variable, used to model the
dynamics of the asset price S(t), t € [0, T], through Model 1, and it is not observable in the financial markets. In
particular, the initial stochastic variance v, of (4) is not observable. The square root of v(t) is the stochastic
volatility of S(¢t),t € [0, T]. In (1) and (2), o is a real parameter called vol of vol, such that o # 0, and
ﬂ [0, T] X R, X R, — R,fz 1[0, T] x Ry X Ry — R, are real functions called, respectively, asset price drift rate
and stochastic variance drift. The analytic expression of the functions f, f, is not specified before the calibration
of the model. In this sense, Model 1 is partially specified. However, the functions fl,fz must satisfy some
regularity and growth hypotheses to guarantee that Model 1 has a unique solution defined for ¢t € [0, T]. To avoid
technicalities, these hypotheses are omitted. The random variables Sy, vy of (3) and (4) are the initial condition of
(1) and (2) and we assume that these random variables are concentrated, respectively, in the points Sy, vy with
probability one. We assume Sy > 0,vy > 0. Note that, abusing the notation, Sy, vy denote both the random
variables on the right-hand side of (3) and (4) and the points where these random variables are concentrated. The
initial asset price Sy is observable and in the calibration problems discussed in Sections 2 and 3 is assumed
known. The initial stochastic variance v, is not observable and is an unknown parameter that must be assigned or
determined in the calibration of the model.
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NO)
So
t,t € [0, T]. Note that, to avoid troubles, in the definition of x(¢) it is necessary that S(t) is positive with probability
one, t € [0, T]. The functions fl fz rewritten as functions of time, asset log return, and stochastic variance (see
Equations (6) and (7)) are the control variables and the stochastic processes x(t), v(t), t € [0, T], are the state variables
of the stochastic optimal control problem that is used to formulate the real world calibration problem of Model 1. The
class of stochastic volatility models, considered in the calibration problem, is defined by Model 1. A model in this class
is calibrated when the functions fl, fz and the parameters o, p, vy are determined. In the calibration problem, studied in
this section, the parameters o, p, v are assumed to be given. In this case, solving the calibration problem simply
consists in determining the functions fl, fz, and this is done solving the stochastic optimal control problem presented
below. In the numerical experiments, presented in Section 3, the value of the parameters o, p, vy is not assigned it is
determined calibrating the Heston model starting from a suitable data set. The data set, used in the calibration problem
studied in this section, is a time series of observed asset log returns (or of observed asset prices). The measure P,
associated with the calibrated model, is the real world probability measure associated with the data and to the priors

involved in the calibration.

Note that when ﬁ(t, S,v) = ,u,fZ(t, S,v)=k(@ —-v),te[0,T],S,veR,, with u € R, k,6 € R, and in (1) and
(2) o # 0 is such that 2%29 > 1, Model 1 reduces to the Heston model (Heston, 1993). The assumption vy > 0 with
probability one, the choice fz(t, S,v)=k(@ —v),te[0,T],S,veR,, withk, 6 € Ry, in (2), Equations (2) and (4),
o # 0 and the condition % > 1 derived by Feller (1951), imply that v(¢t) > 0 with probability one, ¢t € [0, T]. Moreover,
the assumption S, > 0 with probability one, the choice fl(t, S,v)=u,te[0,T],S,veR,, with u € R, in (1),
f;(t, S,v)=k(@ —-v),t€[0,T],S,v e R,, with k,6 € R,,c # 0, in (2), the Feller condition 2%6 > 1,v9> 0, and
Model 1 imply that S(¢) > 0 with probability one, t € [0, T]. That is, in the Heston model, the assumption
So > 0,9 > 0 with probability one and the Feller condition 2U_k29 >1,k, 0 € Ry,0+#0 imply S(t) > 0,v(t) > 0 with
probability one, t € [0, T]. In the Heston model the positivity of v(t) with probability one is necessary to avoid the
troubles due to the term \/m in the model equations, ¢ € [0, T].

The random variable x(t) = ln( ), where In(-) denotes the logarithm of -, is the asset log return at time

From Model 1 and the definition of x(¢), t € [0, T], it is easy to see that x(¢), v(¢), t € [0, T], satisfy the following
system of stochastic differential equations:

dx(t) = (fl(t,x(t),v(t)) - %v(t))dt + J(OdB®), telo,T], (6)
dv(t) = £, (6, x (1), v()dt + ov(t)dZ(t), te [0, T], (7

with the initial conditions (3) and (4), where in (6) and (7) we have f (¢, x,v) :fl(t, Soe*,v),t € [0, T},
xeR,ve R, fEx,v) :fz(t, Soe*,v),t € [0,T],x € R,v € R,. Moreover, the initial condition (3), written for
the asset price S(0), is rewritten for the asset log return x(0) as follows:

x(0) = 0. 8

Hereafter, for convenience, we refer to the oc model (6), (7), (8), (4), and (5) as Model 2. Using the asset log return
x(t), t € [0, T], instead of the asset price S(t), t € [0, T], as the dependent variable Model 1 is rewritten as Model 2.
Note that, going from the first to the second formulation of the model equation, (5) must be slightly reinterpreted, in
fact, the change of dependent variable from S (¢), t € [0, T], to x(t), t € [0, T], made in the model equations, must be
reflected in the measure P of (5). However, for simplicity, the same symbol P is used to denote the measures of these
two models. In the models considered, depending on the choice of the functions fl, fz in (1) and (2), and from the
(consequent) choice of the functions f;, f, in (6) and (7), it may happen that during the time evolution the stochastic
variance v(t), t € [0, T], that at time ¢t = 0 is equal to the positive value v, with probability one, becomes negative with
positive probability. This must be avoided. In fact, the intuitive meaning of stochastic variance and the presence of the
term Jv(t),t € [0, T], in (1) and (2), and in (6) and (7), require the positivity of the stochastic variance (with
probability one) for ¢ € [0, T]. This means that, when necessary, Models 1 and 2 must be equipped with a reflecting
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condition to prevent the possibility of the event: “negative stochastic variance with positive probability” during the time
evolution. In the models under investigation the reflecting condition has the role that the Feller condition
2%2@
on the set {[x,v]" € R?|v = ¢}, where ¢ > 0 is a given small number. The condition is imposed on the paths of
x(t),v(t),t € [0, T] (or, similarly, on the paths of S(t),v(t), t € [0, T], when Model 1 is used) and guarantees that
whenever a path of v(t), t € [0, T], coming from the region v > ¢ tries to cross the boundary v = € to go in the region
v < ¢ it bounces back (in a convenient way) into the region v > €. The reflecting condition is imposed in v = ¢, ¢ > 0,
instead of being imposed in v = 0, as it should be, since the point v = 0 is a singular point of (1) and (2), and of (6) and
(7) due to the presence in these equations of the term \/m , t € [0, T], while the point v = ¢ is a regular point of (1)
and (2) and of (6) and (7). That is, imposing the reflecting condition in v = 0 may generate mathematical subtleties of
the same kind as those studied by Feller (1951) and, for simplicity, we prefer to avoid these subtleties here. In the
sequel after imposing to Models 1 and 2, the reflecting condition in v = ¢, we assume vy € R = {v € R1v > ¢}. The
reflecting condition imposed is explained in Section 3.

Often, the Feller condition is imposed to prevent difficulties with the interpretation of the Heston model. In fact,
this condition ensures the strict positivity of the stochastic variance during the time evolution, and guarantees the
unique solvability and well-posedness of the initial value problem for the Heston model. However, the Feller condition
is only a sufficient condition for the positivity of the stochastic variance and, sometimes, in the calibration of the
Heston model practitioners working with real data, ignore (and eventually violate) it. Actually, there could be some
benefits in relaxing (and eventually violating) the Feller condition, as suggested in Amengual and Xiu (2018), Andersen
and Piterbarg (2007), Pacati et al. (2018), and Song and Xiu (2016). In the oc model the reflecting condition imposed in
Section 3 plays the same role as the Feller condition in the Heston model. In fact, the reflecting condition guarantees
the positivity of the stochastic variance during the time evolution and the probabilistic interpretation of the oc model.
More specifically, the reflecting condition guarantees that difficulties, due to the “destruction of probability”, during
the time evolution induced by the oc model are avoided. However, it must be pointed out that in the numerical
experiments discussed in Section 3, rarely the reflecting condition is active. That is, in the numerical experiments
presented, the reflecting condition imposed on the oc model can be removed without causing too much trouble for
practical purposes.

Let fO(t,x,v) =, fS(t,x,v) =k(@ —v),t € [0, T, x € R,v € R, u € R, k, 0 € Ry, be, respectively, the refer-
ence asset price drift rate and the reference stochastic variance drift chosen by the investor as priors of the calibration
problem. This choice of f7, f9 is inspired by the Heston model. In fact, the functions f ? ,f g chosen are, respectively, the
asset price drift rate and the stochastic variance drift of the Heston model. Note that, in the functions f°, f g chosen as

> 1,k,0 € R, 0 # 0, has in the Heston model. More precisely, when necessary, a reflecting condition is imposed

priors of the calibration problem, the quantities u, k, 6 are not parameters, in fact, their numerical value must be given.
In Section 3 the numerical values of the parameters y, k, © and those of vy, p, o, that are employed in the numerical
experiments are determined by calibrating the Heston model starting from a suitable data set. Here, we assume that the
numerical values of u, k, 6 are given. The random variable x; denotes the reference asset log return at time t = T and is
a prior of the calibration. For simplicity, x; is assumed to be concentrated in a point with probability one and, abusing
the notation, the same symbol x; is used to denote both the random variable and the point where the random variable
is concentrated. In the experiments presented in Section 3, xr is chosen using a set of observed asset log returns and a
fitting procedure, here, we assume xy given. The previous choice of the priors f ‘1), g, Xr is only illustrative. Many other
choices are possible. In particular choices of f ‘1), g inspired by the stochastic volatility models of mathematical finance
different from the Heston model, are possible.

Let m be a positive integer, for i = 1,2,..,m let X; be the asset log return observed at time t = t;, where
0<h<b <..<t,=T <T are m observation times. Let X(t),t € [0, T], be a function determined with the
(weighted) least-squares method that fits the m points (;, X;), i = 1, 2, ..., m, and, eventually, some extra points obtained
solving one or several auxiliary problems. In Section 3 we explain the choice of the function X(¢), t € [0, T], done in the
numerical experiments presented. The goal pursued by the investor in the calibration of Model 2 is the maximization of
the objective functional, given by minus the expected value of a weighted sum (with positive weights) of the following

quantities: (a) fOT(x(t) — X(t))?dt, (b) fZ(fl(t,x(t), v(t)) — w)?dt, and (c) fOT(fz(t,x(t), v(t)) — k(6 — v(t)))*dt, and
(d) —(x(T) — xr)?, subject to the dynamical constraints (6) and (7) and to their initial and auxiliary conditions (8), (4),
and (5). Given the choice of the priors done above, it is easy to see that the maximization of the previous objective
functional corresponds to pursuing the goals of the calibration (i)-(iv) stated in Section 1.
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Let us define the optimal control problem used to calibrate in the real world Model 2 when the previous choice of
the priors f (1), f g is done and the parameters y, k, 6, vo, p, o and the prior xp are given. Let L2([0, T]) be the set of the
square integrable real stochastic processes defined on the interval [0, T], and the weights w; > 0,i = 1, 2, ..., 4, be real
constants such that Zle w; = 1, the real world calibration problem of Model 2 is formulated as the following stochastic
optimal control problem:

max £ [ (0 = 5OF + w26 2O 0) - 7
fl,fZGLz([O,T])

+ w3 (£ x(0), v(©) — k(6 — v(£))*]dt — Z(x(T) - xT)z},

©)

subject to Model 2. The choice of the positive weights w;,i =1, 2, ..., 4, is used to “balance” in the functional
(9) the goals (i)-(iv) stated in Section 1 and pursued in the calibration, respectively, through the quantities
(a)-(d) defined above. The choice of the weights w;,i=1,2,..,4, done in the numerical experiments is
explained in Section 3. The calibration problem formulated for Model 2 can be easily adapted to Model 1. For
simplicity this is omitted. Hereafter, we refer to the optimal control problems (9), (6), (7), (8), (4), and (5) as
Problem 1.

Problem 1 is solved using the dynamic programming principle. Let V (¢, x,v), t € [0, T], x € R, v € R, be the value
function of Problem 1 defined as follows:

V(t,x,v) = max [Ep{—% f[T[wl(x(s) — X(s))? + wa(fi(s, x(s5), v(s)) — u)?
fhel?((0,T])
F (5,2, v(5)) = k(O = v(E)Jeds = Bx(D) = x| x© =xv@ =0}, 10

te[0,T], xeR, veR..
In (10) and in the sequel we assume that the reflecting condition in v = ¢ is imposed.

The function V (¢, x,v),t € [0, T],x € R,v € R, defined in (10), satisfies the following Hamilton-Jacobi-Bellman
equation (Kolosov, 1999):

v _ 19V 18V 1 20V PV Wi 5)2
at 2v6x + 2vc3x2 + 262‘)61)2 + Gpvdxdv 2 (X x)
v Vo1 2 1 2\ _
+ max (P + Yo — wa (P — p)? — Swi(Y, — k(6 —v))?) =0, (1)

P, P,ER
te[0,T], xeR, veR,,

and the final condition

V(T,x,v) = —%(x —-x)’, x€R, veER.. (12)

Moreover, it is well known that the optimal control f f, f j solution of Problem 1, is given by (see Kolosov, 1999):

fit, x,v) = La—v(t,x, v +u telo,T], xeR, veER,, (13)
w, 0x
FEx, ) = i‘;—v(t, X V) +k@—v), te[0,T], xeR, ve R, (14)
w3 oV

It is easy to see that
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v 1 1
(R ER(¢lax 1,[)2; - EW2(¢1 — 1)? = 5W3('¢)2 — k(6 — v))z)
172 oV 2 k)% 2 av o (15)
_ 1 1
Substituting (15) in (11) we have
oV 1 1 52V 1 % 5V w .
ot (# - EV)— + Vet azv— + opvo— — JH(x — X) "

+ﬁ(‘;—f) +k(e—v)"—‘/+i(‘;—:) =0, te[0,T], xeR, vER,,
and problem (11) and (12) becomes problem (16) and (12).

First of all, let us consider a limit case of problem (16) and (12) corresponding to the choice of the weights
wy = wy = 0, w, > 0, ws > 0. This corresponds to removing the terms (a) and (d) from the objective functional (9) and,
as a consequence, to removing the goals (i) and (iv) from the calibration procedure. It is easy to see that in this limit
case the optimal control f7, f3 determined solving problem (16) and (12), is given by the asset price drift rate and the
stochastic variance drift of the Heston model, that have been used as priors in the formulation of the calibration
problem. This last fact shows one interesting aspect of the relation between the Heston model and the model presented
here. In fact, when w; = wy = 0, w, > 0, w3 > 0 problem (16) and (12) reduces to equation:

. (u—lv)—+1”+ 1o + oIl + l(w)

27 ox? 0xdv 2ws \ O
Sv\2 17)
+k(@ - —(a—):o, telo,T], xeR, veR,
with the final condition
V(T,x,v) =0, x€eR, veR.. (18)

The function V(¢t,x,v) =0,t € [0, T],x € R,v € R, is a solution of (17) and (18). That is, from (13) and (14)
it follows that when w;=w;=0,w, > 0,w;>0 the value function, solution of (17) and (18), is
V(t,x,v)=0,te[0,T],x € R,v € R,, and the optimal control f7,f5 of Problem 1 is

ff(t, x,v)=u, te[0,T], xeR, veR,, 19)

3t x,v)=k(@—-v), tel0,T], xeR, veR.. (20)

That is, in the limit case studied, the optimal control found f7, f3, given by (19) and (20), are the asset price drift
rate and the stochastic variance drift of the Heston model, that have been chosen as priors f?, f9 in the formulation

of the calibration problem. In this case, when the Feller condition %e > 1,k,0 € R;, 0 # 0, holds the reflecting

condition imposed in v = ¢ is not needed. In the previous circumstances, the model, resulting from the solution of
Problem 1 when w; = wy, = 0, w, > 0, w3 > 0, is the Heston model that has the priors chosen in the formulation of the
calibration problem as asset price drift rate and stochastic variance drift. It is easy to see that by choosing appropriately
the priors f g’, f g it is possible to obtain as special cases of calibration problems analogous to Problem 1 the other
stochastic volatility models of mathematical finance of common use. Note that when w; = wy = 0, w, > 0, w3 > 0 the
intervention of the data in Problem 1 is limited to the determination of the numerical values of y, k, 6, vy, p, 0. In fact,
these parameters, that, for simplicity, are assumed given here, in Section 3 are determined from a suitable set of data
calibrating the Heston model. That is, when w; = wy = 0, w, > 0, w3 > 0, proceeding as done in Section 3 the
calibration of the oc model reduces to the calibration of the Heston model. Let us consider Problem 1 when
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w; > 0,i=1,2,..,4, and let us seek a solution for the final value problem (16) and (12) corresponding Hamilton-
Jacobi-Bellman equation of the form

Vt,x,v)=a() + BEv + y®v:+ 5()xv + e(t)x

+o®)x*te [0, Tl,xe R, veER,, @D

where a (), 5(t), y (), 5(t), e(t), p(t), t € [0, T], are real functions to be determined. Substituting (21) in (16) and (12)
and using the polynomial identity principle, it is easy to see that the value function V, given by (21), solves (16) and (12)
if h(t) = [a(t), B(D),y (1), 5(t),e(t), p(t)]" € R®, t € [0, T], solves the final value problem:

dh(®)
dt

=Dh(t) + E(h(0)h(®) + b(®), te][0,T], (22)

1, 17"
b(T) = Wy _ExTi 0’ 0’ 05 Xr, _5 3 (23)

where D, E (k) are 6 X 6 matrices defined in (A1) and (A2), k € R®, and b(t) € R, t € [0, T], is the vector-valued
function defined in (A3). In (22) and in the sequel we use the standard rows by columns matrix vector multiplication.

Problem (22) and (23) is the final value problem for a system of Riccati ordinary differential equations. Let us
assume that the final value problem (22) and (23) has a solution defined for ¢t € [0, T]. If this is not the case assumption
(21) must be abandoned and problem (16) and (12) cannot be solved with the elementary technique used here.
Equations (13), (14), and (21) imply that the optimal control solution of Problem 1 is given by

Fitx,v) = Wi(a(t) +2p(0x + 8(OV) + 4, L0, T], xeR, veR, (24)
2
[3txv) = = B0 + 2@V + 6@x) + k@ —v), te[0.T], xR, vER, (25)
3

where in (24) and (25) the functions 8 (t), y (t), 6 (¢), €(t), ¢ (¢), t € [0, T], are, respectively, the last five components of
the vector-valued function h(t) = [a(¢), B(t), ¥ (£), 5(t), e(t), p(D)]T, t € [0, T], solution of (22) and (23).

Substituting the optimal control defined in (24) and (25) in (6) and (7), that is, choosing f; = f7,f, = f3, given by
(24) and (25), in (6) and (7), we have

dx*(t) = (Wiz(g(t) + 20(0)x*(t) + SOV + 1 — %v*(t))dt

(26)

+ JVv¥(t)dB(t), t € [0, T],

dv¥(t) = (i(ﬁ(t) + 2y (O)v¥(t) + S (t)x*(t)) + k(6 — v*(t)))dt

" (27)

+ o v¥(t)dZ (t),t € [0, T],

with the initial conditions

x*(0) = 0, (28)
v¥(0) = vo. (29)

Model (26), (27), (28), (29), and (5) must be completed with the reflecting condition imposed on v* = ¢ explained in
Section 3. As already mentioned, Equation (5), originally formulated for Model 1, must be reinterpreted, before being
added to Equations (26), (27), (28), and (29), to take care of the change of dependent variable made and of the choice of
the control variables. Model (26), (27), (28), (29), and (5) (with the reflecting condition imposed) is the model resulting
from the calibration in the real world of Model 2 and its transition probability density function is the density of the real
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world probability measure associated with the data and the priors used in the calibration. It is easy to adapt the
previous analysis to the situation where the reflecting condition v* = € is not necessary and is not imposed.

Unfortunately, the solution of problem (22) and (23), in general, is not expressed by a formula involving only
“simple functions” even when %(t), t € [0, T], is a simple function. Here, we refer to “simple functions” as functions
expressed by elementary functions and by higher transcendental functions of common use, for example, the error
function and its integral function. In the absence of an explicit solution, the final value problem (22) and (23) can be
solved numerically, or using a perturbation method. We prefer to express the solution of (22) and (23) with a
perturbation series. In fact, truncating this perturbation series, a closed form approximate solution of problem (22) and
(23) involving only simple functions is obtained. This approximated solution can be easily evaluated numerically,
eventually, taking advantage of parallel computing and/or of dedicated hardware architectures. In several practical
circumstances, for example, when a quick response to unexpected changing situations makes a difference, the use of
easy to evaluate closed form approximate solutions is preferable to the use of (accurate and computationally expensive)
numerical solutions. This perturbation series is built introducing in problem (22) and (23) the auxiliary parameter
p,p € [0, 1]. That is, instead of (22) and (23), let us consider problem

dH(t,p)

. DpH(t,p) + E,(H(t,p))H(t,p) + b(t), t€[0,T], 0<p<1, (30)

1 1
H(T,p) = w, —Ex%, 0,0, 0, xr, 5 0<p<1, (31)

where H(t,p) € R%, t € [0, T], p € [0, 1], is a vector-valued function, Dy, E,(k), are 6 X 6 matrices defined in (A4)
and (A5), k € RS, p € [0, 1]. Note that in (30), when p = 0, the first two equations are decoupled from the last four
equations. This makes easy the solution of problem (30) and (23) when p = 0. Moreover, it is easy to see that when
p = 1 the final value problem (30) and (31) coincides with the original final value problem (22) and (23). The auxiliary
parameter p, p € [0, 1], may be introduced in (22) and (23) in many different ways. This leads to different perturbation
series. The choice made in (A4) and (A5) is only illustrative.

Let us assume that H(t,p),t € [0, T],0 < p < 1, solution of (30) and (31), can be written as a power series in p,
that is, let us assume that

where h;(t) = [ (1), B (1), (), 8 (1), & (1), ¢, ()] € R, t € [0, T],i = 0,1, ..., are vector-valued functions to be
determined. Substituting (32) in (30) and (23) and using the polynomial identity principle we determine the final
value problems satisfied by the vector-valued functions h;(t),t € [0, T],i = 0, 1, .... We have (i) at zeroth order in p:

dho(t)

et Do ho (1) + Eo(ho()) ho(t) + b(0), t€][0,T], (33)

1, 1"
Llo(T) = Wy —EXT, O, 0, O, Xr, —5 . (34)

where Dy, Ey(k) are 6 X 6 matrices defined in (A6) and (A7), k € R,

The solution of the final value problem (33) and (34) is expressed by a formula involving only simple functions that
has been obtained with the help of symbolic computation. That is, it has been obtained with the help of MATLAB
Symbolic Math Toolbox. The possibility of finding a formula expressed in terms of simple functions for
ho(t), t € [0, T], depends on the fact that in Section 3 the function %(¢),t € [0, T], is chosen as a polynomial in
t'/2. More general choices of %(¢), t € [0, T], may lead to formulae involving quadratures of %(¢), t € [0, T], that cannot
be expressed by simple functions, these quadratures can be eventually approximated by simple functions or can be
evaluated numerically. For simplicity, the formula of the solution of (33) and (34) is omitted, (ii) at first order in p:

dh,(¢)

ar = F(ho(t))h:(t) + bi(ho(t)), te]0,T], (35)
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k"l(T) = [09 O’ 05 09 O’ O]Ts (36)

where F (k) is a 6 X 6 matrix, b,(k) € R® are given by (A8) and (A9), k € R°.

With the choice of %(¢), t € [0, T], made in Section 3 (i.e., a polynomial of degree 2 in the variable t'/2), with the
exception of 8, (t), t € [0, T], the solution of the final value problem (35) and (36) is expressed by a formula involving only
simple functions that has been obtained with the help of symbolic computation. That is, it has been obtained with the help of
MATLAB Symbolic Math Toolbox. The function 3, (¢), t € [0, T1, is expressed as a power series in t'/? and is approximated
with a polynomial in £'/? truncating the power series. For simplicity the formula of the solution of (35) and (36) is omitted.

The function h(t),t € [0, T], solution of (22) and (23) is approximated with the power series in p (32) of
h(t,p), t €]0,T],0 < p <1, truncated at first order in p and evaluated in p = 1, that is, h(t), t € [0, T], solution of
(22) and (23), is approximated with h (), t € [0, T], where

h(t) = ho(t) + hy(t), telo,T] (37)

Substituting (37) in (24) and (25) we have an approximated optimal control of Problem 1 expressed by a formula
involving only simple functions. The approximated optimal control formula deduced from (37), (21), (13), and (14) can
be easily evaluated and used in practical circumstances.

To the approximated optimal control, found as consequence of (37), corresponds the dynamics of the asset log
returns and of the stochastic variance defined by the following system of stochastic differential equations:

d2*(t) = (Wiz(é(t) + 286 (OFH() + SO 1) + 1 — %ﬁ*(t))dt

(38)

+ 550 dB(), t € [0, T],

dv¥(t) = (i(é(t) + 27 (%) + S(OFHD)) + k(6 — ﬁ*(t)))dt

" (39)

+ o0 dZ @), t € [0, T],

with the initial conditions

£40) = 0, (40)
*(0) = vy, (41)

where in (38) and (39) we have B(t) = B,(t) + B,(t), 7(t) = % (£) + 1, (1), 8(t) = 8o (t) + 81(£), &(t) = €o(t) + e(t),
o) = @y(t) + @, (1), t € [0, T] and (5). To the model (38), (39), (40), (41), and (5) must be added the reflecting
condition imposed on the set {[£*, V*]T € R?|V* = ¢}. The stochastic processes £*(¢), V*(¢), t € [0, T], solution of
(38), (39), (40), (41), and (5) (with the reflecting condition imposed in V* =€) are the approximations of
x*(t), v¥(t),t € [0, T], solution of (26), (27), (28), (29), and (5) (with the reflecting condition imposed)
corresponding to the approximate solution obtained from the power series in p of H(t,p),t € [0,T],0<p <1,
truncated at the first order and evaluated in p = 1. The transition probability density function of (38), (39), (40),
(41), and (5), with the reflecting boundary condition imposed on the set {[X*, v*]T € R?10* =¢}, is the
approximated probability density function of the real world probability measure PP, associated with the time series
of asset log returns used as data, and to the priors chosen in the formulation of the optimal control problem,
obtained from the approximated solution of Problem 1 (with the reflecting condition imposed).

3 | NUMERICAL EXPERIMENTS

First of all, let us explain the reflecting condition, announced in Section 2, imposed on the paths of the stochastic
processes x(t),v(t),t € [0, T]. We proceed as done in Ladd and Szymczak (2003). Let ¢ > 0 be given,
RZ = {[x,v]" € R?1v > ¢}, 0RZ = {[x,€]" € R?Ix € R} be the boundary of R, n = n([x,¢e]") = [0, —1]" € R?, be
the outward unit normal vector of the domain Rg in the point [x, ¢]" € a[R{f, xe€R,andV a, b€ R?let a- b be the
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Euclidean scalar product in R? of @ and b. For simplicity, to avoid the mathematical subtleties mentioned in Section 1,
the reflecting condition is imposed (when necessary) in v = ¢ instead of being imposed in v = 0 (as it should be). When
7 € (0, T) is such that v(z™) = € and [dx(z7), dv(z7)]" - n > 0, the reflecting condition imposed is

[dx (@), dv@)]" - n = ~[dx(z7), dv(@)]" - n, 7€(0,T), (42)

where dx (%), dv(rt), dx(r7), dv(r™) are, respectively, the right and left limit of dx(¢), dv(t),t € (0, T), when
7€ (0, T) and ¢ goes to 7. Similarly x(z%),v(z*),x(z7),v(r™) denote, respectively, the right end left limit of
x(t),v(t),t € [0, T], when 7€ (0, T) and ¢ goes to 7. Equation (42) is a condition imposed on the normal
component to dR2 of the vector [dx(z%),dv(r*)]T given the normal component to dR2 of the vector
[dx(z7), dv(z™)]". When 7 € (0, T),v(t”) = ¢ and [dx(z7), dv(z")]" - n > 0, n = [0, —1]", the reflecting condition
(42) becomes dv(rt) = —dv(r™). Together with (42), it is imposed the continuity in ¢t = t of the tangential
component to dR? of the vector [dx(t), dv(¢)]T, and of the paths of the stochastic processes x(t),v(t), t € [0, T,
that is, it is imposed dx(tt) =dx(r7) and x(t*) = x(z7),v(z") = v(r7). The previous conditions define
dx(t%), dv(t), x (1), v(t*) given dx(r7),dv(r7),x(r7),v(r7). When Model 1 is considered, similar conditions
are imposed on the paths of the stochastic processes S(¢),v(t), t € [0, T].

As already mentioned, the reflecting condition imposed on the oc model plays the same role as the Feller
condition in the Heston model and guarantees the positivity of the stochastic variance and the probabilistic
interpretation of the model. However, in the numerical experiments presented rarely the reflecting condition is
active. In fact, only 0.01% of the trajectories of the stochastic variance computed in the numerical experiments hits
zero and “activates” the reflecting condition. Now, let us introduce the data sets studied in the numerical
experiments. The real data consists of the time series of the daily closing values of the S&P500 index of the NYSE
in the period January 2, 2009-January 4, 2018. To generate the synthetic data, first of all the Heston model is
calibrated using the real data mentioned above. The synthetic data are the time series of the daily asset prices
obtained simulating one trajectory of the calibrated Heston model. This trajectory is computed by integrating
numerically, with the explicit Euler finite difference scheme (Andersen, 2008), an initial value problem for the
calibrated Heston model. The initial stochastic variance of this trajectory comes from the calibration of
the Heston model while the initial asset price is taken from the S&P500 data (i.e., it is the closing S&P500 index
value of January 2, 2009). The synthetic asset prices and log returns, obtained in this way, are called, respectively,
Heston model prices and Heston model log returns. For simplicity and ease of comparison with real data
experiments, the simulated Heston model trajectory is associated with the time period January 2, 2009-January 4,
2018. In the numerical experiments the unit on the time axis corresponds to one “year”, 1year is made of
12 months, and 1month is made of 21 (consecutive) trading days. This means that 1year is made of 12
(months) %21 (trading days/month) = 252 trading days. In fact, there are approximately 252 days of open markets
in a calendar year. Note that the days of closed markets are removed from the time axis and that on the time axis 1
trading day corresponds to an interval of length ¥ = 1/252 years. In particular, the month of the forecasts is a
month made of 21 consecutive trading days. For later convenience, let us note that 30 months = 30 (months) X21
(trading days/month) = 630 trading days. The Heston and the oc models are calibrated using, respectively, daily
returns and monthly log returns of the S&P500 index associated with the daily closing values of the S&P500 index
relative to a time period of 30 (consecutive) months together with three priors. Given a set of daily return data
relative to a period of 30 (consecutive) months, we begin calibrating the Heston model. The calibrated Heston
model provides the numerical values of the parameters u, k, 6, vy, p, o defined in Section 2, which appear in the
priors and in Problem 1, that are used to calibrate the oc model with the monthly log return data relative to
the same 30 months period used to calibrate the Heston model. The prior xr of (9) is chosen with a fitting
procedure based on the log return data used in the oc model calibration that is explained later. The Heston and
the oc models are calibrated once a month across a period of, respectively, 72, 66, and 55 months when 6, 12, and
24 months in the future forecasts are produced, that is, they are calibrated, respectively, 72, 66, and 55 times when
6, 12, and 24 months in the future forecasts are produced. The calibration problems relative to different months
use different windows of 30 (consecutive) months of data. Let H > 0 a positive integer, for h = 1,2, ..., H, let
th = 630/252years + (h — 1)A;, where A; = 21/252 years= 1 month, be the time corresponding to the (beginning
of) the first trading day of the hth month, that follows a window of 630 consecutive daily observations of the
S&P500 index (or the Heston model price) extracted from the data sets previously specified. Note that when h = 1
we choose t = Oyears corresponding to January 2, 2009 and that th+l _ th = Ay = 1month, h=1,2,..,H — 1.
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Moreover, let us point out that, since we have defined a month as made of 21 consecutive trading days, the first
day of a month, in the sense used here, may not coincide with the first day of a month in the calendar sense. To
compare the 6, 12, and 24 months forecasts, it is necessary that the forecasting times of the different forecasts
coincide. For this reason, we have chosen, respectively, H = 72, 66, and 55 when 6, 12, and 24 months in the
future forecasts are produced. In the rest of the paper we have H = 72 or 66 or 55 depending on the forecasts
considered.

Let us explain the method used to calibrate the Heston model in the hth calibration problem, that is, in the problem
associated with the month that begins at time th,h =1,2,.. H.That is, for example, is the hth problem 6 months in
the future forecast means the log return forecast 6 months after timet = t", h = 1,2, ..., H. Forh = 1, 2, ..., H in the hth
calibration problem the time t" is the current time, that is, the observations end at time t" and the time values greater
than t" are in the future. In the hth calibration problem the Heston model is calibrated using as data the daily closing
values of the S & P500 index (or the Heston model daily prices) and the corresponding S & P500 index daily returns (or
the Heston model daily returns) associated with the 30 consecutive months of data that end at time thh=1,2,.., H.
That is, let N = 630 and Sy, Sy, ..., Sy be the daily closing values of the S&P500 index observed (or the Heston model
daily prices), respectively, at times 7, B, ..., Ty, where ; = t" — W(N — i),i = 1, 2, ..., N, the S&P500 index daily return
(or the Heston model daily return) r at time 7 is the return of the S&P500 index (or the Heston model daily return) at

Siv1—Si

time 7;,.; with respect to the S&P500 index (or the Heston model price) at time 1, this is, r; = B i=1,2,.,N—1.

Note that to keep the notation simple (for all the values of i considered) the dependence of 7, S;, r; from h is omitted,
h=1,2,..,H. For h =1,2,..,H the hth calibration problem for the Heston model is solved using the data set
associated with time t". That is, for h = 1, 2, ..., H the Heston model parameters u, k, 6, vy, p, o, defined in Section 2,
are estimated using the data window associated with time th, Let a, 12, é, Vo, O, 6 be, respectively, the estimates of
u, k, 6, vy, p, o, obtained at time t", h = 1, 2, ..., H. For simplicity the dependence of these estimates from the data
window considered, that is, their dependence from h, is omitted, h = 1, 2, ..., H. The drift rate of the asset price
equation of the Heston model u is estimated as the mean drift rate deduced from the observed S&P500 index daily
returns (or the Heston model daily returns), that is, we have

N-1
= i[ Ly ri]. (43)

N_li:l

To estimate the parameters k, 6, o of the stochastic variance equation of the Heston model and the initial stochastic
variance vy, we use as “data” the 20 days running daily realized variance of the S&P500 index returns (or the Heston
model returns) and of the corresponding “observation times” associated with the data window specified above. That is,
we consider the realized variance:

11 .
R vy > (—wa)

as “observed” at time 7;, i = 20,21,..,N—1, (44)
19 j=i—2041

21—0 Zij:i—20+1 rj), i =20,21,..,N — 1. The quantities defined in (44) are a sample of N — 20 = 610

20 days running realized variances and of the corresponding “observation times.” In the sequel the “data” defined
in (44) are used as a time series of “observations” of the (unobservable) stochastic variance of the Heston model.
The estimate ¥, of the initial stochastic variance vy is simply ¥,, that is, we have ¥y = V,5. The parameters k, 6, o of
the stochastic variance equation of the Heston model are estimated using the martingale estimation approach
(Bibby & Serensen, 1995; Kloeden & Platen, 1992) and the “data” time series defined in (44). That is, let us
consider the stochastic differential equation

where @, = é(

dv(t) = (a + bv(t))dt + oyv(t)dZ(t), te [0, T], (45)

where a, b, o are real constants and dZ (t), t € [0, T, is the stochastic differential of a Wiener process Z(t), t € [0, T],
such that Z(0) = 0. Later in (45) we choose b = —k and a = k 6. Note that when b = —k and a = k6 Equation (45)
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coincides with Equation (2) when fz (t,S,v) =k —-v),t€[0,T],S,ve R,, and that Equation (2) when
f;(t, S,v)=k(® —v),te [0,T],S,v € R,, is the stochastic variance equation of the Heston model. The conditions
k,0eR,,0#0, ﬁ > 1, that are imposed on the parameters of the stochastic variance equation of the Heston model,
are easily translated in conditions on the parameters a, b, o of (45) using the relations b = —k, a = k 6. Note that the
parameter o remains unaltered going from Equation (45) to the same equation rewritten in the notation used for the
stochastic variance equation of the Heston model. The martingale estimation method, see Bibby and Serensen (1995)
and Kloeden and Platen (1992), finds the estimates of the parameters a, b, o discretizing (45) with the strong Taylor
scheme, obtained by adding to the Milstein scheme extra terms taken from the It6—Taylor expansion of (45). That is,
starting from Vg, V51, ..., Vy_1, defined in (44), considered as a sequence of “observations” of the solution of (45), made,
respectively, at the “observation times” %y, %y, ..., Tv—1, We find the estimates B, da, 6 of the parameters b, a, o of (45) that

follow:
- (Za)(2Xa 1)

N i
1| V=20 Bty 5

B = —1In ’ (46)
R4 (N —20) — (Zf\in 151'—1)(21‘1121 v%l)
L g N - 20)e?” — 3, wl (47)
L v P ’
A 2 1/2
Bl (3 - AP
N (48)

N ((ﬁ + 260, 1)e?Y — 2 + boi_p)eb” + a)
i=21 .~ 12
20;_1b

When b = —k, a = k 0 from (46) and (47), it is easy to find the estimates k, 6 of, respectively, the parameters k, 6 of
the stochastic variance equation of the Heston model, in fact, we have k= —B, 6=-a / b. The estimate & of o, given in
(48), remains unaltered when Equation (45) is rewritten in the notation used for the stochastic variance equation of the
Heston model. Finally, the estimate p of the correlation coefficient p of (5) is given by the sample correlation between
the time series ry, 11 ..., ¥n—1 and Vyg, Vay, ... Vy_1, that is,

- (N - 20) 52 mnvl—(zii;én)(ziizéﬁi)
o =20 550 — (25 v - 10) 515507 - (25h )

(49)

When for some i we have v; = 0 or when we have b = 0, the expressions (46), (47), and (48) and the expression
of 6 = Z— contain divisions by zero and have no meaning. Moreover, the previous estimates 8, k, & must satisfy

the conditions 8, k € R,,& # 0, Zke

stochastic variance equation. For thlS reason, given 7 > 0, when: for some i we have V; < ¢,d < 7, 161 <, b> —n we
replace ¥, d, &, b with, respectively, ¢, 5, , —7. The fact that the reflecting condition (42) is imposed in v = € justifies
the choice of replacing ¥; with € when ¥; < €, i = 20, 21, ..., N — 1. The quantity 7 is simply a threshold value used to
avoid numerical troubles, that guarantees that Equation (45) can be interpreted as a legitimate stochastic variance

> 1 to guarantee that Equation (45), resulting from the calibration, is a legitimate

Equatlons (47) and (48) not as equalities but in the constrained least squares sense. That is, to the least-squares
formulation of (47) and (48) are added the constraints that express the required conditions. The solution of the
resulting constrained least-squares problem defines the estimates d,& of a,o. The estimates ;2,13, b, Vo, 0, 6 of
u, k,8,vy, p, o, defined above, are the values of the parameters of the Heston model, obtained as solution of the
calibration problem formulated at time thh=1,2,..,H.
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Now, let us calibrate the oc model at time t”, that is, let us explain how Problem 1 is formulated and solved in the
hth calibration problem, h = 1, 2, ..., H. First of all, for h = 1, 2, ..., H, the estimates £, l%, é, Vo, P, ¢ of the parameters of
the Heston model, calibrated at time t", are chosen as values, respectively, of the parameters u, k, 6, vy, p, o of the
calibration problem at time t" of the oc model, that is of Problem 1. Moreover, in the hth oc model calibration problem
let us choose T; = t" years, h = 1, 2, ..., H. With the previous choice of Tj, the time t = 0 years of the hth calibration
problem corresponds to the first observation day of the data window used to calibrate the oc model at time
th,h =1,2,..,H. We consider as data of the oc model calibration problem the asset log returns with respect to the
asset price at time t = 0 years observed at the end of each month in the time period of 30 (consecutive) months that
ends at time t", that is, we consider the log returns X;,i =1,2,..,m, observed, respectively, at the times
t=th—AN(m—i),i=1,2,..,m, where m = 30. In the study of the oc model calibration problems two time scales are
used, the first scale is the scale associated with the physical time (i.e., the “calendar scale” that is obtained by removing
from the calendar the days of closed market, this is the scale used in Figures 1-3), the second scale depends on the
calibration problem considered and in the hth month calibration problem is associated with the choice T; = t" years,
h =1,2,..,H. Note that these scales are transformed one in the other by suitable translations of the time axis.
Occasionally we switch from one scale to a second scale and it is left to the reader to understand when these switches
occur. The weights w;, i = 1, 2, ..., 4, of the functional (9) are chosen (with a trial and error procedure) to guarantee that
the expected value of the four addenda of (9) (in absolute value) at the optimizer of Problem 1 is of the same order of
magnitude. The weights w;, i = 1, 2, ..., 4, of the hth calibration problem depend (in general) on h. However, to simplify
the notation, this dependence is omitted, h = 1, 2, ..., H.

In the numerical experiments involving real data the following three cases are studied: T =T —
6A;, T, = T — 12A,, T — T, = 24A,, this corresponds, respectively, to the 6, 12, and 24 months in the future
forecasting experiment of the S&P500 index discussed below. For simplicity, in the numerical experiments
involving synthetic data only the case T} = T — 64, is studied, that is, only the 6 months in the future forecasting
experiment is considered.

When T — T} = 6A,; the function %(¢), t € [0, T], of (9) is chosen as the polynomial q(t), t € [0, T], of degree three
in the variable /2 that fits in the weighted least-squares sense the m points (t;, X;),i = 1, 2, ..., m, m = 30, that is,
x(t) = q(t) = gg, (1), t € [0, T]. The prior x; of (9) is chosen as xp = X(T) = q(T) = o, (T). In the weighted least-
squares procedure used to determine X(¢), t € [0, T], the residuals of the more recent observations have bigger weights

than the residuals of the observations deeper in the past. More precisely, we assign the weight m(;i+ D to the residual

associated with the observation (t;, X;), where t; = T, + (i — m)A,,i = 1,2, ...,m, m = 30. When T — T; = 6A; Problem
1, formulated as specified above, is solved with the procedure suggested in Section 2. Using the calibrated oc model,
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FIGURE 1 (a) Trajectory of the simulated Heston model price (-*-) and the corresponding trajectories of the forecasted price 6 months
in the future with the oc (-0-) and the Heston (-°-) models. (b) Frequency histogram of the relative errors committed approximating the
simulated Heston model price with the forecasted price 6 months in the future with the oc (in the dark gray) and the Heston (in light gray)
models.
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FIGURE 2 (a) Trajectory of the observed S&P500 index (-*-) and the corresponding trajectories of the forecasted S&P500 index 6 months
in the future with the oc (-0-) and the Heston (-°-) models. (b) Frequency histogram of the relative errors committed approximating

the observed S&P500 index with the forecasted S&P500 index 6 months in the future with the oc (in the dark gray) and the Heston (in light
gray) models.
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FIGURE 3 (a) Trajectory of the observed S&P500 index (-*-) and the corresponding trajectories of the forecasted S&P500 index
12 months in the future with the oc (-0-) and the Heston (-°-) models. (b) Frequency histogram of the relative errors committed
approximating the observed S&P500 index with the forecasted S&P500 index 12 months in the future with the oc (in the dark gray)
and the Heston (in light gray) models.

monthly forecasted asset log returns up to 6 months in the future, that is, up to 6 months after t = Tj, are computed.
The forecasted asset log return at a given forecasting time, obtained with the Heston or with the oc model calibrated at
time ¢", is the conditional expectation at the forecasting time of the stochastic process corresponding to the asset log
returns, respectively, in the calibrated Heston or oc model at time th given the observation X, of the log return at time
t = t,. Recall that in the hth month calibration problem we have T, = t" = t,,, h = 1, 2, ..., H. Similarly, it is defined as
the forecasted variance. As usual, for simplicity, the dependence from h of T; and t, is omitted. In the numerical
experiments the conditional expectations, needed to obtain the forecasts considered, are computed using statistical
simulation. There are several other possibilities for defining the forecasts that are used in the numerical experiments.
For simplicity we do not consider them here.
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To obtain the oc model forecasted log returns up to 12months in the future, x{% (&),4 =
h+(—m)A,i=1,m+ 2,..,m + 12, we solve Problem 1 two times, in two different time intervals: [0, T} + 6A]
and [0, T + 12A;]. Let xga, (&), vga, (&) be, respectively, the forecasted asset log returns and the forecasted stochastic
variances at time t; =T, + (i — m)A,i=m + 1, m + 2, .., m + 6, obtained as solution of Problem 1 in the time
interval [0, T; + 6A;]. We begin putting x5, () = xg3, (), i =T + (i — m)A,i=m+1,m+2,..,m + 6, and we
compute the polynomial qy,, (£), ¢ € [0, T} + 12A,], of degree three in the variable t'/2 that fits in the weighted
least-squares sense the m + 6 (where m + 6 =36) “observations” made of the m observed points
(4, %),i=1,2,..,m,m = 30, and of the six forecasted points (tl-, xggl(ti)), i=m+1,m+2,..,m+ 6. The weights
of the least-squares procedure, used to fit the m + 6 “data” points mentioned above, are chosen in analogy with the
choice of the weights done in the time interval [0, T; + 6A;]. Next, we solve Problem 1 in the time interval [0, T} + 12A,]
choosing X(£) = gy, (£), £ € [0, T], xp = g5, (T), T = Ty + 124, and we compute the forecasted asset log returns in
the time interval [T} + 64, T} + 12A,], x{55, (), where t; = 1 + (i — m)A,i=m + 6, m + 7, .., m + 12, as expected
value of the suitable random variables obtained from the calibrated oc model trajectories obtained solving (6), (7), and
(5) with the drift terms resulting from the calibration and the initial condition xo = xg3 (tm+6), Vo = Vga, (bn+6)-

In analogy with what it is done for the oc model, the Heston model forecasted log returns up to 12 months in
the future, x{‘ml(ti), t=T+({(—-m)A,i=m+1,m+ 2,..,m + 12, are obtained calibrating the Heston model
using as data the daily log returns of the S & P500 index associated with the 30 consecutive months of data that end
at timet =t, = T,. Let xé‘Al(ti), ngl(ti) be, respectively, the forecasted asset log returns and stochastic variances at
time t =T+ ({ —m)A,i=m+1,m+ 2,..,m + 6, obtained with the calibrated Heston model in the time
interval [0, T} + 6A,]. First of all we choose x{‘ZAI(ti) = ngl(ti),i =m+1,m+ 2,..,m+ 6. Next, we compute the
Heston model forecasted asset log returns in the time interval [T, + 6A;, T} + 12A], x{‘ml (t;), where
t=T+({@—-—m)A,i=m+6,m+ 7,..,m+ 12, as expectation of the calibrated Heston model trajectories with
initial conditions x, = ngl(tm%), Vo = v’gAI(tm%).

To obtain the oc model forecasted log returns up to 24months in the future, x%, (%),
t=T+@{—-m)A,i=1,m+ 2,..,m + 24, we solve Problem 1 four times, in four different time intervals:
[0, T + 6A4], [0, Ty + 124A4], [0, T; + 18], and [0, s + 24A;].  First of all we put x%, (&) = xga, (8),
i=m+1,m+2,..m+6, where =T+ G —-—m)A,i=m+1,m+2,..,m+ 6. In the remaining intervals
(ie., [0, [ + 124], [0, Ty + 18A,], and [0, Ty + 24A;]) we solve Problem 1 by choosing T = Tj + kA, xp = g, (T) and
X(t) = g, (1), t € [0, T + kAy], k = 12, 18, 24, where g, (¢) is the polynomial of degree three in the variable t1/2 that
fits in the weighted least-squares sense the m + k — 6 “observations” made of the m observed points
(4, %),i=1,2,..,m,m = 30, and of the k — 6 forecasted points (tl-, X(k—6)A, (ti)), i=z=m+1,m+2,...,m+ (k—6).
The weights of the least-squares procedure, used to fit the m + k — 6 “data” points considered, are chosen in
analogy with the choice of the weights done in the time interval [0, T} + 64A,]. The k — 6 forecasted values
X—eya, (), i=m +1,m + 2,..,m + (k — 6), are computed as expectation of the calibrated oc model trajectories
obtained solving (6), (7), and (5) with the drift terms resulting from the calibration and the initial condition
Xo = X(k—12)a, (bm+k-12)> Vo = V{—12)a, (bmsk—12), kK = 12,18, 24. The 24 months in the future forecasted log returns
after the original choice t = Tj are given by x5, () = xpa, (&), i=m + k-6, m + 2, ..., m + k, k = 12,18, 24.

In analogy with what it is done for the oc model, the Heston model forecasted log returns up to 24 months in
the future, xé’%(ti), t=T+({—-—m)A,i=1,m+ 2,..,m + 24, are obtained calibrating the Heston model once
using as data the daily log returns of the S & P500 index, associated with the 30 consecutive months of data that end
at time t =1, = T,. Next, we forecast the calibrated Heston model asset log returns in the time intervals:
[T, T, + 6A1], [T + 6A, Ti + 12A1], [T} + 12A;, T; + 18A4], [T + 18A;, T; + 24A]. This is done as follows: first of all
we put x£‘4Al(tl-) = x’gAl(tl-), i=m+1,m+2,..m+6,wheret; =T+ (i —m)A,i=m+1,m+ 2,..,m + 6.In the
remaining intervals (i.e., [T} + 6A;, T} + 12A1], [T} + 12A;, T + 18A], [T + 18A;, Tj + 24A]) we compute the Heston
model forecasted log returns as expectation of the calibrated Heston model trajectories with initial condition
Xo = xé‘k_lz)Al(th_u), Vo = vé‘k_lz)Al(th_u), k = 12,18, 24. The 24 months in the future forecasted log returns
after the original choice t = T; are given by xéﬁml(ti) = xﬁAI(ti), i=m+k—-6m+2,...m+k, k=12,18, 24.

The results obtained in the forecasting experiment with synthetic data are shown in Figure 1. To compare the
synthetic data 6 months in the future forecasts with the S&P500, 6, 12, and 24 months in the future forecasts, it is
necessary to restrict the attention to a time period where all these forecasts are available. The first 24 months in the
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future forecast is computed 54 months after January 2, 2009, that is, it is relative to July 5, 2013. This implies that it is
chosen as the common time window of the forecasting experiments for the period July 5, 2013-January 4, 2018. In this
period 55 monthly forecasts are produced. That is, despite the fact that 72 6 months in the future forecasts have been
computed, the results shown in Figure 1 and in Table 1 refer to the last 55 forecasts of the 72 forecasts produced. Note
that the 54 months mentioned above are obtained as 30 months of data used for the calibration of the model plus
24 months that are the projection in the future of the 24 months in the future forecast. The same choices are made
when 12 months in the future forecasts are considered. That is, only the last 55 12 months in the future forecasts
produced are considered in Figure 1 and Table 1. Forh =1, 2, ..., 72 at time t = t", the 6 months in the future Heston
and oc models forecasts are obtained by calibrating the models at time ¢ = t" (in the case of the oc model forecast
choosing T, = t" and T = T; + 6A;). In this experiment, where the data are a numerically simulated Heston model
trajectory, the Heston model forecasts are expected to be of high quality. As a consequence, when compared to the
Heston model forecasts, the oc model forecasts are expected to provide a limited change in accuracy. The results shown
in Figure 1 support this idea. In fact, Figure 1a shows the Heston model prices (i.e., the synthetic data), and the
6 months in the future forecasts, obtained using the calibrated Heston and oc models in the last 55 synthetic data
windows considered. In Figure 1a, it is highlighted, respectively, in red and in blue the oc model forecasts that
outperform or underperform the Heston model forecasts. It is shown that in approximately 49% of the cases the oc
model forecasts outperform the Heston model forecasts. In the remaining cases the oc model forecasts underperform
the Heston model forecasts. Figure 1b shows the frequency histogram of the relative error committed approximating
the synthetic data with the corresponding 6 months in the future oc model (in the dark gray) and Heston model (in
light gray) forecasts. The statistics of the relative errors is computed by dividing the interval [0, 1] in 100 consecutive,
nonoverlapping subintervals called “bins”, of length 0.01 labeled by the index j,j = 1, 2, ..., 100. For j = 1, 2, ..., 100, to
the jth bin is associated with the frequency of the event: “relative error made approximating the synthetic data in
absolute value is smaller than 0.01j, and greater or equal than 0.01(j — 1)”. In the bins with label j such that j > 47,
which are not shown in Figure 1b, the frequencies plotted in Figure 1b are zero. The histogram of Figure 1b shows that,
if we look at the absolute relative error committed approximating the synthetic data with the 6 months in the future
forecasts, using the oc model we obtain the relative error in absolute value smaller or equal to 3% in approximately 53%
of the sample points against the 51% obtained in the same circumstances with the Heston model. Moreover, if we limit
our attention to relative errors in absolute value smaller or equal to 1%, again the oc model forecast outperforms the
Heston model forecasts. To evaluate more accurately the quality of the forecasts it is introduced a performance index
called Conditional Mean Absolute Percentage Error (CMAPE). The CMAPE of order x, for 0 < x < 400, is defined as
the average of the absolute value of the relative errors committed approximating the prices used as data with the
forecasted prices that are below the threshold x, that is,

1
card(Ay) Ze,eAX er

card(Ay) ’
card(A)

CMAPE(x) = (50)

where e, denotes a relative error, A is the set of relative errors, A, = {e, € Ale, < x}, for 0 < x < +00. In (50) the
symbols I-| and card(-) denote, respectively, the absolute value of - and the cardinality of . The Mean Absolute

TABLE 1 Conditional Mean Absolute Percentage Error (CMAPE) of order x, x = 1%, 2%, ..., 5% and x = +oco committed approximating
the simulated Heston model price with the forecasted price 6 months in the future with the oc (MAPE,.) and the Heston (MAPE;,) models.

CMAPE}e (x) — CMAPE . (x) (%)

x(%) CMAPE (x )(%) CMAPE,(x)(%) CMAPEc(x)
+0oo 7.80 8.49 —8.11
1 6.36 5.43 17.14
2 7.30 6.37 14.70
3 7.13 6.69 6.59
4 6.46 7.29 —11.27
5 6.44 7.38 —12.66

Abbreviations: MAPE, Mean Absolute Percentage Error; oc, optimal control; S&P500, Standard & Poor 500.
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Percentage Error (MAPE) is preferred to the more usual Root Mean-Square Relative Error (RMSRE), since it is more
adaptable to evaluate leptokurtic error distributions (see Karunasingha, 2022), like, the ones shown in
Figures 1b, 2b, 3b, and 4b. In Tables 1-4, it is shown the CMAPE associated with the 6-month forecast for synthetic
data and the 6-, 12-, and 24-month forecasts for real data. In Table 1 looking at the CMAPE(+) it is seen that the
Heston model forecast slightly outperforms the oc model forecast. Needless to say CMAPE(+o0) is defined as
limy—, y.0o CMAPE(x).

However, if the analysis is restricted to relative errors smaller or equal to x, for x = 1%, 2%, ..., 5%, we see that the
Heston model CMAPE(1%) is 17% larger than the oc model CMAPE and this difference decreases as x increases until it
becomes negative when x = 4%, 5%. This shows the accuracy superiority of the oc model forecasts with respect to the
Heston model forecasts when x is small. That is, the experiments suggest that, when the forecasts are close to the
observations, the oc model forecasts refine the Heston model forecasts.

Moreover, the stability and sensitivity analyses of the procedures, adopted to calibrate the Heston and the oc
models, are performed in the synthetic data case. The results of these analyses are shown in Tables B1-B6 of
Appendix B. The variation coefficient, shown in Tables B1-B6, is defined as the standard deviation divided by the
absolute value of the mean. In Table B1 the Heston model parameters used to generate the synthetic data (i.e., the
“true” value row) and the summary statistics (mean, standard deviation, and variation coefficient) of the parameter
estimates obtained from the calibration of the Heston model in each of the 55 data windows considered. Tables B1-B6
show the summary statistics (mean, standard deviation, and variation coefficient) of the coefficients of the quadratic
polynomial that approximates, in the least-squares sense, the drift rates of the oc model obtained as solution of Problem
1 in the 55-time windows considered. For h = 19, 20, ..., 72, at time t = t" the coefficients of the quadratic polynomial
are computed fitting, in the least-squares sense, the functions S (t), y (¢), (t), €(t), ¢(t) appearing in the optimal oc
model dynamics (38) and (39) using a polynomial of degree two. Three coefficients for each approximated function and
for each time t = t" considered are obtained, that is, the coefficient of the zeroth, first, and second degree terms of the
approximating polynomial denoted, respectively, with ao, a;, a;. Note that the variation coefficients of Heston
parameters and of the coefficients of the polynomial approximation of the drift functions are small, this shows that the
Heston parameters estimates and the coefficients of the polynomial approximation change slightly changing the data
time window considered. These findings attest (in the numerical experiment presented) to the stability of the procedure
adopted for calibrating the Heston and the oc models. Note that the means of the Heston parameter estimates reported
in Table B1 are not always close to the parameter values used to generate the data. This is not unexpected, in fact the
Heston calibration problem is challenging due to several reasons, including the presence of noise in the data, model
assumptions, and the nonlinear nature of the model itself. As a result, discrepancies between estimated and true
parameter values are not uncommon (especially, in the case of the parameters %, 8, and v,). Moreover, note that the
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FIGURE 4 (a) Trajectory of the observed S&P500 index (-*-) and the corresponding trajectories of the forecasted S&P500 index

24 months in the future with the oc (-0-) and the Heston (-°-) models. (b) Frequency histogram of the relative errors committed
approximating the observed S&P500 index with the forecasted S&P500 index 24 months in the future with the oc (in the dark gray) and the
Heston (in light gray) models.
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TABLE 2 Conditional Mean Absolute Percentage Error (CMAPE) of order x, x = 1%, 2%, ..., 5% and x = +oco committed approximating
the observed S&P500 index price with the forecasted S&P500 index 6 months in the future with the oc (CMAPE,.) and the Heston
(CMAPE;) models.

CMAPE (x) — CMAPE ¢ (x) (%)

x(%) CMAPE, (x)(%) CMAPE,. (x )(%) CMAPEoo(x)
+00 4.54 3.52 28.71

1 5.41 1.83 195.0

2 4.26 2.08 104.7

3 4.01 2.24 78.76

4 3.99 2.35 69.70

5 3.94 2.58 52.78

Abbreviations: oc, optimal control; S&P500, Standard & Poor 500.

TABLE 3 Conditional Mean Absolute Percentage Error (CMAPE) of order x, x = 1%, 2%, ..., 5% and x = +oco committed
approximating the observed S&P500 index price with the forecasted S&P500 index 12 months in the future with the oc (CMAPE,.)
and the Heston (CMAPE;.) models.

CMAPEp (x) — CMAPE o (x) (%)

x(%) CMAPE;, (x)(%) CMAPE,(x )(%) CMAPE¢(x)
+0o0 9.72 7.58 28.19

1 18.34 4.21 335.7

2 22.55 4.71 378.8

3 19.19 5.00 283.7

4 17.99 6.38 181.9

5 14.92 6.43 131.9

Abbreviations: oc, optimal control; S&P500, Standard & Poor 500.

TABLE 4 Conditional Mean Absolute Percentage Error (CMAPE) of order x, x = 2%, 4%, ..., 10% and x = +oco committed
approximating the observed S&P500 index price with the forecasted S&P500 index 24 months in the future with the oc (CMAPE,.) and the
Heston (CMAPE;,.) models.

CMAPEp (x) — CMAPE o (x) (%)

x(%) CMAPE;,¢ (x)(%) CMAPE,(x )(%) CMAPEqc (x)
+oo 2.83 2.36 10.68
2 17.87 12.69 40.75
4 14.97 4.49 57.68
6 12.74 9.43 35.10
8 11.87 10.52 12.74
10 11.58 10.98 5.51

Abbreviations: oc, optimal control; S&P500, Standard & Poor 500.

Heston parameters k, 6, vy, 0, p shown in Table B1 as “true” values are of the same order of magnitude as those used in
Dulffie et al. (2000) (Table I at p. 1363) and that the correlation parameters p are negative, as it should be. Moreover, let
us study the sensitivity of the oc model forecasts to small perturbations of the priors (i.e., to small perturbations of the
values of the quantities u, x, 6, and xr). That is, the values of y, x, 6, and x used in the priors are varied by a random
percentage of their value. The random percentage is sampled from a uniform distribution on the interval [—x, x], for
X = 5%, 10%, 15%, and we compute the resulting perturbed oc model forecasts. The corresponding functions
B,y (),5(t), e(t), p(t), appearing in the optimal oc model dynamics (38) and (39), are computed. For each sample
and for each function, the MAPE of the relative difference between the perturbed and unperturbed functions is
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computed. Finally, the sensitivity is measured computing, for each function, the mean MAPE of a sample made of 100
simulations. Table B7 shows the mean of MAPE of the relative difference between random perturbed and unperturbed
functions B(t), y (t), e(t), (), t = th, h = 18, 19, ..., 72, that is, those relative to the last 55 forecasts.

The results obtained in the forecasting experiments with real data are shown in Figures 2-4. As already
mentioned, to compare the 6, 12, and 24 months forecasts it is necessary to consider a time period where the
three types of forecasts are available and this time window is chosen as the period July 5, 2013-January 4, 2018.
Despite the fact that we have computed 72 6-month forecasts and 66 12 months in the future forecasts, the
results shown in Figures 2-4 and Tables 2-4 refer only to the last 55 forecasts computed, that is, those relative to
the period July 5, 2013-January 4, 2018. Let us comment them briefly. First of all it must be said that in the
interpretation of these experiments the forecasts obtained with the calibrated Heston model are used to assess
the quality of the forecasts obtained with the calibrated oc model. This is due to the choice of the priors f?,fg
done in Section 2 and used in Problem 1. In fact, this choice implies that the calibrated oc model can be
interpreted as an “enhanced” version of the Heston model. This means that, in the forecasting experiments, we
expect that the performance of the calibrated oc model should “enhance” the performance of the corresponding
calibrated Heston model. The results of the experiment are shown in Figures 2-4 and support this idea. For
h =1,2,..,H, in the forecasting experiments the Heston and the oc models are calibrated at time th and in the
case of the oc model calibration we choose T, = t" and T =T, + 6A,0or T = T, + 12A, or T = T, + 24A,. With these
choices, we forecast at time t = T = t" with the Heston and the oc model the S&P500 index log return 6, 12, and
24 months in the future, that is, 6, 12, and 24 months after time t = T, = t", h = 1, 2, ..., H. That is, we obtain
H = 72 6-months in the future forecasts, H = 66 12-months in the future forecasts and H = 55 24-months in the
future forecasts for each one of the models (i.e., Heston and oc model) considered. In Figures 2a, 3a, and 4a the
trajectory of the observed S&P500 index and the corresponding trajectories of the forecasted S&P500 index
relative to the period July 5, 2013-January 4, 2018, respectively, 6, 12, and 24 months in the future obtained
using the calibrated Heston and oc models are shown. In Figures 2a, 3a, and 4a, it is shown in red and in blue,
respectively, the oc model forecasts that outperform and underperform the Heston forecasts. For the Heston and
oc models H = 72, 66, and 55 calibration problems are solved corresponding to H = 72, 66, and 55 different data
windows when T — T, = 6A;, T — T, = 12A,, T — T, = 24A,, respectively. To compare the performances of the
Heston and of the oc models in the experiments the statistics (i.e., the frequency histogram) of the relative errors
committed approximating the observed S&P500 index with, respectively, the 6, 12, and 24 months in the future
forecasts obtained with the models considered are computed. The statistics of the relative errors of previous
samples of forecasts is computed by dividing the interval [0, 1] in 100 consecutive, nonoverlapping subintervals
called “bins”, of length 0.01 labeled by the index j,j = 1, 2, ..., 100. For j = 1, 2, ..., 100, to the jth bin is associated
with the frequency of the event: “relative error made approximating the observed S&P500 index is smaller than
0.01j, and greater or equal than 0.01(j — 1).” In Figures 2b, 3b, and 4b, we show the frequency histograms of the
relative error made approximating the observed trajectory of the S&P500 index with the S&P500 index forecasted
using the Heston model (in light gray) and with the S&P500 index forecasted using the oc model (in the dark
gray), respectively, 6, 12, and 24 months in the future. In the bins with label j such that j > 47, which are not
shown in Figures 2b, 3b, and 4b, the frequencies plotted in the figures are zero. In Tables 2 and 3, it is shown the
CMAPE associated, respectively, with the relative errors smaller than the threshold x = +o0, 1%, 2%, ..., 5%,
committed approximating the observed S&P500 index, respectively, with 6 and 12 months in the future forecasts
obtained with the oc and Heston models and the relative difference of the CMAPEs computed. Instead, for the
24 months in the future forecasts, Table 4 it is shown the CMAPE associated with the relative errors smaller than
the threshold x = + 0, 2%, 4%, ..., 10%. These choices are justified by the fact that, when the forecast time horizon
stretches in the future, the forecast quality decreases, and this means that, to avoid having too few relative errors
smaller than the assigned threshold, it is necessary (to produce a meaningful statistics) to use bigger thresholds.
First of all, let us note that the relative difference between the CMAPE(+ ) of the Heston and the oc models
decreases when the forecasting horizon increases, going from 28.71% for 6 months in the future forecasts to
10.68% for 24 months in the future forecasts. Moreover, as seen for the synthetic data, the relative difference
between the Heston and the oc model CMAPE(x) decreases when x increases. In particular, this difference
reaches 335.7% when the relative errors of 12 months in the future forecasts smaller than 1% are considered (see
Table 3). The improvement of the oc model forecasts with respect to the Heston model forecasts degrades when
24 months in the future forecasts, instead of 12 months in the future forecasts, are considered (see Table 4).
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The quantitative analysis of the forecasting results presented in Tables 2-4, with the help of the CMAPE, shows that
the accuracy improvement, due to the oc model, with respect to the Heston model, is greater, when x% is small, that is,
when the forecasts are of high quality. Note that improving a high-quality forecast may be of great practical value,
while a slightly improved low-quality forecast remains of little practical value.

Now, let us look at the forecasting results in a more qualitative way. Looking at Figures 2-4, it is easy to see that (as
it should be) the quality of the forecasts of the S&P500 index degrades when we look deeper into the future. That is, the
forecasted S&P500 index values 6 months in the future are of higher quality than those 12 and 24 months in the future,
and the forecasted values 12 months in the future are of higher quality than those 24 months in the future. Moreover,
Figures 2-4 show that the forecasted values of the S&P500 index, obtained using the oc model, are of higher quality
than those obtained using the Heston model. In fact, for example, Figure 2b shows that approximately 58% of the
sample points considered the relative error, committed approximating the observed S&P500 index with the forecasted
S&P500 index 6 months in the future obtained with the oc model, is smaller or equal to 3%. This percentage decreases
approximately to 20% and to 18% when we consider, respectively, 12 months in the future (Figure 3b) and 24 months in
the future (Figure 4b) oc model forecasts.

Finally, let us present some more general comments inspired by the forecasting experiments presented in the
figures. First of all, let us consider Figure 2a. In Figure 2a, we distinguish three periods corresponding to different
behaviors of the observed S&P500 index, that is, the period going from June 2013 to December 2014, the period going
from December 2014 to December 2015, and the period going from December 2015 to January 2018. The first and the
third periods are bull markets, the second period is a kind of “correction” of the ascending trend of the S&P500 index
observed in the first and third periods. In fact, in the second period the market moves laterally, in particular, this means
that in the second period the market has not a definite trend. In the first period the upward trend of the S&P500 index
is tracked by the two forecasted indices obtained with the calibrated Heston and oc models and the oc model does a
better job than the Heston model in tracking the observed index. In the second period the observed index moves
laterally and the Heston and oc model forecasts overshoot the observed index values, however, the oc model forecasts
outperform the Heston model forecasts being closer to the observed index values. This behavior is more evident when
we look at deeper in the future forecasts (i.e., 12 and 24 months in the future forecasts shown, respectively, in
Figures 3a and 4a). In the second period the forecasts, obtained with the oc model, are less accurate than those
obtained in the first period. This is due to the fact that the calibrated Heston and oc models, that are used to produce
the forecasts of the second period, use as calibration data the data (at least in part) relative to the bull market of the first
period. That is, in some sense, in the second period and, in particular, at the beginning of the second period the
calibrated oc models used to produce the forecasts are “bullish” while the market is moving laterally. A similar
behavior is observed for the Heston model forecasts in the second period. Finally, in the third period the S&P500 index
starts to rise again. Figure 2a shows that, at the beginning of the third period, the oc model underperforms the Heston
model and underestimates the observed index. However, during the third period after a while the oc model comes back
and becomes more accurate than the Heston model in forecasting the S&P500 index. The unsatisfactory behavior of the
oc model at the beginning of the third period is due to the fact that the oc model, that in the second period has tracked
the lateral trend of the index more closely than the Heston model, needs more time than the Heston model to adjust its
forecasts when, in the third period, a new bull market starts. Similarly, it is understandable that the Heston model,
which in the second period, has underperformed the oc model in the overshooting of the observed S&P500 index, is
quicker than the oc model in adapting its forecasts to the observed index when in the third period a new bull market
starts. It is easy to see that the previous analysis based on Figure 2a is confirmed by Figures 3a and 4a.

The results shown in Figures 2-4 support the idea that the oc model resulting from the calibration problem
discussed in Section 2 can be seen as an enhanced version of the Heston model.

4 | CONCLUSIONS

In this paper, it is considered a “real world” calibration problem of a partially specified stochastic volatility model
called the oc model. In this model the asset price drift rate and the stochastic variance drift are unknown functions.
These functions are determined solving the oc model calibration problem. This is done using as data a set of
observed asset log returns, their observation times and solving a preliminary calibration problem for the Heston
model. The oc model calibration problem is formulated as a stochastic optimal control problem that is solved using
the dynamic programming principle. Two priors suggested by the Heston model are used in the oc model
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calibration procedure. The oc model and the Heston model are calibrated with synthetic and real data, that is,
S&P500 data, and the calibrated models are used to produce 6 months in the future forecasts and S&P500 6, 12, and
24 months in the future forecasts. The robustness, stability and sensitivity analyses of the oc model calibration
procedures are also performed using synthetic data. The oc model presented in this paper can be seen as an
enhanced version of the Heston model. The study of the oc model, when compared to the study of the Heston
model, requires more advanced analytical techniques (i.e., stochastic optimal control and dynamic programming)
along with an increased computational effort. However, the results of the numerical experiments shown in
Section 3 confirm the improved accuracy of the oc model forecasts with respect to the Heston model forecasts both
from the qualitative and quantitative standpoints. The quantitative assessment of the forecasting results presented
in Tables 2-4 shows that the accuracy improvement due to the use of the oc model, rather than the Heston model, is
greatest when the forecasts are of high quality (i.e., when x% is small). That is, the most significant accuracy
enhancements due to the use of the oc model occur when the Heston forecasts are close to the observations, that is,
when the Heston forecasts are successful. This is a very valuable feature in practical circumstances. Moreover,
Figures 2a 3a, and 4a show that, in simple market situations, that is, for example, when the market has a definite
trend (i.e., it is a bull market in the experiments presented), high-quality S&P500 index forecasts can be obtained
from the calibrated Heston and oc models in the case of 6 and 12 months in the future forecasts (Figures 3a and 4a).
The 24 months in the future forecasts shown in Figure 4a are of low quality. Figures 2a, 3a, and 4a (in particular the
24 months in the future forecasts shown in Figure 4a) show that the asset price dynamics forecasted by the oc and
Heston models commits a kind of “nonconstant systematic error”. That is, the error committed is not always the
same but depends (in a simple manner) on the circumstances (i.e., in the experiment presented depends on the
circumstance that a lateral market follows a bull market). This kind of error can be successfully handled
complementing the results shown here, obtained with stochastic volatility models, with those obtained with the
techniques coming from data science and machine learning. This last idea together with some hints coming from
the emerging field of generative Artificial Intelligence (AI) is susceptible of interesting developments. Indeed, the
integration of generative AI techniques with stochastic volatility models presents an exciting subject for further
research. Generative AI models, such as Generative Adversarial Networks or Variational Autoencoders, have
shown promise in capturing complex data distributions and generating realistic synthetic data. In the context of
forecasting, generative AI techniques could be employed to simulate alternative scenarios and to capture the
inherent uncertainty in financial markets. Furthermore, combining generative AI with stochastic volatility models
may be the right combination of tools to address the “nonconstant systematic error” mentioned above. The
generative models can potentially capture the variability in the error term and generate forecasts that account for
changing market conditions or circumstances. However, it is important to note that integrating stochastic volatility
models and generative AI with financial forecasting is still an unexplored field, and there are challenges to be
addressed. These include data quality and availability, model interpretability, and ensuring the generated scenarios
align with economic and financial principles. Overall, the investigation of the potential of stochastic volatility
models and of the generative Al techniques in producing more precise forecasts is a valid and possibly fruitful
research field.
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APPENDIX A
Let us list some useful formulae. Let e;,i=1,2,..n, be the canonical basis vectors of R®. The matrices
D, E(k), k = [k, ks, ..., ks] T € R®, and the vector b € R®, that appear in (22) are given by

[0 —k6 0 0

0 k —(c2+2k8) —(u + op) % 1
pD=lo o 2% % o o | (A1)
0O O 0 k 0 1
0 0 0 k8 0 —2u
0 0 0 0 0 0
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The matrices D, and E,(k), k € RS, 0 < p <1, of (30) are given, respectively, by

[0 —k6 0 0 —u 0 |
0 k —(c+2kb) —(u+ op) g -p
14
Dp:o 0 2k L 0 0| G<p<,
0 0 0 k 0 p
0 0 0 —kbp 0 —2u
0 o 0 0 0 0 |
o X ]
—Z—WSKTQE; - Z—WZETESE,:T
2
—W—3ET§2§§ - W%Egzgl
—2kTese] — L kTesel
_ w3 2w, 6

— 2 keiel — ZkTe el
kese, — -k eses

2
—wklese] — - klese]

T T

.
— —k €686

_P T
21Mk €484

In particular when p = 0 the matrices Dy and Ey(k), k € R®, of (33) are given by

Do

Eo(

[0 —k6 0 0 —u 0|
0 k —(0*+2k0) —(u+oaop) O O
0o 0 2k 0 0 0 ,
0 0 0 k 0 0
0 0 0 0 0 —2u
0 0 0 0 0 0 |
—%WskTez e — —kTes e5
_ 23T, o7
ki eres
—WAKTQQT
b= , ", | keRr.
—keses — “kieieq
—W%KTﬁsﬁg
_ 24T, T
ok eses

(A2)

(A3)

(A4)

(A5)

(A6)

(A7)
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The matrix F(k), k = [k, ky, ..., k¢]" € R, and the vector b, (k), k € R, of (35) are given by

[ ke ks
0 -2 — ke 0 0 —u-i 0
0 k-2 _@2+200)= % 0 0
w3 w3
0 0 2k — 4W—k3 0 0 0
F (k) = } s
1) 0 0 0 k-2 2 (A8)
Wy wy
0 0 0 ko e gy
wy wy
0 0 0 0 0 — %k
L WZ
k e RS,

by (k) = [0, —ut + ap)ka + Hes — ks — ok, Ty — 5K K,
(A9)

1 1 o]"

— Hekes, K3

where k = [kla kZ’ k3’ k4’ kS’ kG]T € Rﬁ'

APPENDIX B
Let us show below some tables and figures useful to evaluate the results obtained in the numerical experiments about
the stability and sensitivity analyses of the calibration procedures of the Heston and oc models (Tables B1-B7).

TABLE B1 Summary statistics (“true” value, i.e., the value used to generate the data, mean, standard deviation, and variation
coefficient of the quantities estimated in the numerical experiments) for the Heston parameters obtained from the calibration of the
synthetic data.

M x® 6 Vo o P
“True” value 0.1306 2.5617 0.0581 0.4403 0.3831 —0.3743
Mean 0.1281 1.6136 0.0802 0.0856 0.2078 —0.2190
SD 0.0264 1.1356 0.0269 0.2710 0.1305 0.1506
Variation coefficient 0.2168 0.5865 1.1772 2.7712 0.6199 —0.5898

Note: The first row of the table contains the Heston parameters used to generate the synthetic data.

TABLE B2 Summary statistics (mean, standard deviation, and variation coefficient of the quantities estimated in the numerical
experiments) for the coefficients of the quadratic polynomial approximating the functions 8(t), t = t*, h = 18, 19, ..., 72.

ap a a
Mean —6.139¢ — 03 3.541e — 06 —7.856e — 04
SD 4.936e — 03 1.465e — 05 3.361e — 08
Variation coefficient 0.8041 4.1401 0.6844

TABLE B3 Summary statistics (mean, standard deviation, and variation coefficient of the quantities estimated in the numerical
experiments) for the coefficients of the quadratic polynomial approximating the functions y (¢), t = t", h = 18, 19, ..., 72.

ag a; a,
Mean 1.534e — 06 1.534e — 06 3.431e — 08
SD 8.939%¢ — 04 3.919¢ — 06 5.260e — 09
Variation coefficient 1.1379 2.5554 1.5334
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TABLE B4 Summary statistics (mean, standard deviation, and variation coefficient of the quantities estimated in the numerical
experiments) for the coefficients of the quadratic polynomial approximating the functions &(¢), t = t", h = 18, 19, ..., 72.

ay a; a;
Mean 3.265e — 03 3.313e — 06 —4.151e — 08
SD 2.269¢e — 03 2.883e — 06 2.594e — 08
Variation coefficient 0.6949 0.8700 0.6250

TABLE B5 Summary statistics (mean, standard deviation, and variation coefficient of the quantities estimated in the numerical
experiments) for the coefficients of the quadratic polynomial approximating the functions ¢(¢), t = t", h = 18, 19, ..., 72.

ap a a,
Mean —2.632e — 04 2.366e — 05 5.493e — 08
SD 0.8453e — 03 0.0176e — 03 4.39e — 08
Variation coefficient 3.2113 0.7431 0.7992

TABLE B6 Summary statistics (mean, standard deviation, and variation coefficient of the quantities estimated in the numerical
experiments) for the coefficients of the quadratic polynomial approximating the functions ¢(t), t = t", h = 18,19, ..., 72.

g a a;

Mean —6.128¢ — 03 —1.073e — 05 6.927e — 08
SD 3.53e — 03 6.182e — 06 3.990e — 08
Variation coefficient 0.576 0.576 0.576

TABLE B7 Mean of MAPE of the relative difference between random perturbed and unperturbed functions: 8 (¢), y (¢), 8(t), (t), ¢ (¢),
for t = t", h = 18, 19, ..., 72, when the percentage of perturbation x = 5%, 10%, 15%.

x (%) B(%) 7(%) §(%) (%) #(%)

5 0.53 (10.6) 1.71 (34.2) 0.74 (14.8) 16.4 (3.28) 4.5¢ — 04 (8.9¢ —3)
10 1.05 (10.5) 3.34 (33.4) 1.47 (14.7) 32.8 (3.28) 8.8¢ — 04 (8.9¢ — 3)
15 1.57 (10.4) 4.93 (32.87) 2.18 (14.5) 49.3 (3.29) 1.3e — 03 (8.7e — 3)

Note: In the brackets the mean as percentage of x.
Abbreviation: MAPE, Mean Absolute Percentage Error.
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