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Abstract

The liberalisation of regional and global commodity markets over the last several decades
resulted in certain commodity price behaviours that require new modelling and estimation
approaches. Such new approaches have important implications to the valuation and utili-
sation of commodity derivatives. Derivatives are becoming increasingly crucial for market
participants in hedging their exposure to volatile price swings and in managing risks asso-
ciated with derivative trading. The modelling of commodity-based variables is an integral
part of risk management and optimal-investment strategies for commodity-linked portfo-
lios. The characteristics of commodity price evolution cannot be captured sufficiently by
one-state driven models even with the inclusion of multiple factors. This inspires the adop-
tion of regime-switching methods to rectify the one-state multi-factor modelling inadequa-
cies. In this research, we aim to employ higher-order hidden Markov models (HOHMMs)
in order to take advantage of the latent information in the observed process recorded in
the past. This hugely enhances and complements the regime-switching features of our ap-
proach in describing certain variables that virtually determine the value of some commodity
derivatives such as contracts dependent on temperature, electricity spot price, and fish-price
dynamics. Our push for the utility of the change-of-probability-measure technique facil-
itates the derivation of recursive filtering algorithms. This then establishes a self-tuning
dynamic estimation procedure. Both the data-fitting and forecasting performances of vari-

ous model settings are investigated.

This research work emerged from four related projects detailed as follows. (i) We start
with an HMM to model the behaviour of daily average temperatures (DATs) geared to-
wards the analysis of weather derivatives. (ii) The model in (i) is extended naturally by
showcasing the capacity of an HOHMM-based approach to simultaneously describe the
DATSs’ salient properties of mean reversion, seasonality, memory and stochasticity. (iii) An
HOHMM-driven jump process augments the HOHMM-based de-seasonalised temperature
process to capture price spikes, and the ensuing filtering algorithms under this modelling
framework are constructed to provide optimal parameter estimates. (iv) Finally, a multi-
dimensional HOHMM-modulated set up is built for futures price-curve dynamics pertinent
to financial product valuation and risk management in the aquaculture sector. We examine
the performance of this new modelling set up by considering goodness-of-fit and out-of-

sample forecasting metrics with a detailed numerical demonstration using a multivariate



data set compiled by the Fish Pool ASA.

This research offers a collection of more flexible stochastic modelling approaches for pric-
ing and risk analysis of certain commodity derivatives on weather, electricity and fish
prices. The novelty of our techniques is the powerful capability to automate the param-
eter estimation. Consequently, we contribute to the development of financial tools that aid
in selecting the appropriate and optimal model on the basis of some information criteria
and within current technological advancements in which continuous flow of observed data

are now readily accessible in real time.

Keywords: regime-switching model, commodity-derivatives valuation, change of refer-
ence probability measure, optimal parameter estimation, multivariate HOHMM filtering
method
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Chapter 1

Introduction

1.1 Research motivation and objectives

Amongst the most pressing concerns of today’s contemporary society include climate change,
worldwide political uncertainty, resiliency of power resource generation, food sustainabil-
ity, and development of new or revised regulatory frameworks. Undoubtedly, these issues
have impact on the financial, energy, agriculture, and aquaculture sectors. This research
work delves on the development of mathematical models that support the creation of finan-
cial solutions, in the above-mentioned industries, to mitigate, hedge and transfer relevant
risks closely tied to potential huge economic losses arising from such societal pressing is-

Sues.

The financial solutions refer to exotic commodity-based derivatives whose values are de-
pendent on weather measurements, and prices in the electricity and fish markets. Taking
suitable positions comprising the correct number of contracts in derivatives trading forms
strategies in managing risk exposure to certain pertinent factors. Research studies in the
aforementioned markets are based on one-state models. However, they might not accu-
rately capture the stylised behaviours of price evolution, especially during periods of fi-
nancial crises or when positive news affect market sentiments that drive prices suddenly.
These situations require models with more capabilities to account for abrupt fluctuations of
various statistics, and one simple but powerful way is the embedding of a regime-switching

approach enriched by a memory-capturing mechanism.

In particular, to meet the goals of mathematical modelling developments in the context

of considerations as described above, the following will be carried out: (i) Construct



2 CHAPTER 1. INTRODUCTION

an Ornstein-Uhlenbeck (OU) modelling framework modulated by hidden Markov mod-
els (HMM) and higher-order hidden Markov models (HOHMM) to adequately delineate
important characteristics of market primitives. (ii) Add a compound-Poisson process into
the HOHMM-OU setting to pick up the spike dynamics in the observed time series. (iii)
Extend the HOHMM setting into a multi-dimensional framework tailored for multivariate
data series. (iv) Develop self-calibrating algorithms and dynamic estimation procedures for
the proposed models. (v) Derive recursive filters for quantities that are functions of both
HMM and HOHMM, and use such filters to obtain models’ optimal parameter estimates.
(vi) Assess and compare performances under both HMM and HOHMM settings using error

analyses and likelihood-based information criteria.

1.2 Literature review

In this section, we will first introduce the theory and assumptions of HMMs, and then ex-
tend the concepts to HOHMMs. Besides expanding the HMM analytical framework, we
will review four fundamental results at an intuitive level for the HOHMM construction and
filtering relevant to the objectives of our research. They consist of (i) evaluation (ii) de-
coding (iii) training, and (iv) change of measure method. The first three issues are notable
problems and throughly addressed within HMMs; see [1], [19], and [3], whilst we will
examine them under the HOHMM setting by following [2]. A summary of the change of
probability measure technique will be given to reduce an HOHMM to an equivalent first-

order representation for our filtering processes.

1.2.1 Overview of HMMs

Since initially introduced in the late 1960s, HMMs have been widely utilised as a ubiqui-
tous instrument in many fields of engineering and physical sciences, such as speech recog-
nition, data compression, and molecular physics. The comprehensive mathematical struc-
ture of HMMs constructs a solid theoretical foundation and provides a great performance
in practice. The study of applying this tool in the financial field was pioneered by Hamil-
ton [8]. There have been systematic methodologies and extensive applications of HMMs

developed to capture variables in finance and economy since then.
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The general mechanism of HMMs in finance can be concisely explained by the signal the-
ory, well-known in engineering. Outputs produced from any processes in both theory and
practice normally are considered as signals. In finance, we then can treat collected data as
observed signals, such as prices and indices of underlying assets. However, these observa-
tions might contain noise or be distorted by various errors from their generating procedures.
The estimation and measurements for real sources might be corrupted. It is then not possi-
ble to reveal the hidden state of the model only through the observed symbols. Fortunately,
the application of HMMs is capable of filtering the noise out and unravelling the distortion.
The hidden variables and information in our observations then can be efficiently estimated

and further investigated.

Following Cappé et al. [3], an HMM comprises a bivariate discrete process {X,, O,} with
t € Z. Let {X,} be a Markov chain encapusulated in an observed process {O,}, which is a
corrupted version of {X;} due to some noise. Even though the latent process {X;} is hidden
to the outside, it can be observable through {O,} under an HMM. As in Rabiner [29], a set
of parameters (N, n, I1, A, P) needs to be introduced in order to define an HMM completely.

e N, the number of hidden states in the model. Even though they are latent, physical
significance to the states can be detected for many practical applications. We denote

the state in the model as ¢, at time ¢, and individual states as
St = {Sl,SZ,...,SN}

e 1, the number of distinct observation signals per hidden state at time ¢. For instance,
“rainy day” and “non-rainy day” can be treated as two distinct observed symbols. We

denote the signal as “Y,” at time ¢. The individual signals are presented by
Yl = {ylvyz’ e ’y}’l}

e Il = {n;} stands for the state transition probability distribution that governs transi-

tions among states, where
i :P(qu =silg = Sj), 1<i,j<N,

andZﬁlnﬁ: 1, 7le">0.

A = {A;} denotes the initial state distribution, where
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e P = {p;(m)} denotes the probability distribution of observed symbols in hidden state

i, where
pim)=PO,=ynlq =5), 1<i<N,1<m<n,
and 3 _, pi(m) = 1, {p;(m) > 0}.

Before implementing HMMs in generating observations, we need to explicitly state three

important assumptions in the theory of HMMs [29] as follows:

e Assumption 1: Markov assumption
P(gi1 = 511 ¢ = 8;.Gio1 = S qo = Sh) = P(qu1 =silq = Sj) = 7ji.

We assume the Markov property holds. As shown in its definition, the current state s,
is independent of all the states prior to # — 1, given s,_;. The observed symbols meets

the Markov assumption as well with respect to their corresponding states.
e Assumption 2: Stationarity assumption
P(gui =51 =5)=P(qu1 = sl qu=>s;), for 1 <i,j<N and Vk.t € Z;.

The intuitive explanation for this assumption is that the state transition distribution

over next state given current state does not change over time.

e Assumption 3: Output independence assumption

T
P(O | (]l’qz,-- -,C]T,N,H,H’A,P) = l_lP(Ot | qtaN’naH9A’P)-
r=1
Let O = 0y4,0,,...,07 be an observation sequence, in which 7 denotes the total
number of observations. Every observation O,,1 <t < T, is one of the signals from
Y;. This assumption indicates that the current output observations are statistically

independent of previous ones.

Once proper values are assigned to the set of parameters (N, n, I1, A, P) under the afore-
mentioned assumptions, the HMM then can be utilised to produce an observation sequence
O, the general procedures of which include the following steps. We start with setting an
initial state in terms of A and then choose O, = y,, according to p;(m). mj; will be applied
when transiting to another state g,.; = s;. By taking increment by 1 for ¢ till 7, we shall

produce O through an appropriate HMM.
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1.2.2 Extension to HOHMMs

HMM-based approaches and strategies are in widespread use with its structural simplic-
ity and straightforward computation. In view of the definitions in Section 1.2.1, an HMM
formulation is generally capable of resolving first-order transition among hidden states.
However, it might be inadequate for some real-world applications. For instance, the lim-
ited validities in assumptions basically indicates that only the present information affects
what you are about to express next in speech recognition, one of the most extensive fields
of HMMs application. It seems improper since long-term dependence might be necessary
to retain a robust speech structure. As presented in Juang and Rabiner [9], HMMs are not
sufficient under higher levels of a recognition system, including syntactic or semantic pro-

cessing.

Various literatures also find out the longer memory property in many financial series, such
as the long term dependence in the volatility of S&P 500 returns [12] and in percentage
changes on Treasury debt security yields [13]. For this sort of financial series, a growing
body of evidence suggests that a regular HMM cannot effectively capture their stylised be-
haviours ([17] and [21]), thereby raising a need to expand the HMM literature. It results
in some scholars examing applications of HOHMMs in the financial field. For instance,
Siu et al. proposed a higher-order Markov-switching model with the drift and the volatility
modulated by a discrete-time high-order Markov chain for measuring risk of a risky port-
folio [28]. Xi et al. introduced an analysis of asset allocation strategies under both HMM
and HOHMM settings, and concluded that the HOHMM-based approach outperforms the

HMM-based strategy for certain levels of transaction costs [20].

As an extension of a normal Markov model, a higher-order Markov model builds longer
memories into a Markov process by specifying that a current state depends on other pre-
vious states, not only on the previous one. Analogically, we can find out an HOHMM
involves some features presented in Section 1.2.1 with two major differences. The state
transition probability distribution becomes

i =P (1 = Siv 1 e = Siys oo s Qo1 = 8i,,,,), for 1 <k<t<T, (1.1)

.....

and the initial k states distribution is defined as

7Ti1 ..... ik:P((h:Sil,...,qk:Sik). (12)
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Equations (1.1) and (1.2) increase the number of parameters exponentially in terms of the
order of the HOHMM setting. They lead to more complicated processes to address the
three classic problems originally in HMMs, the results of which will be elaborated in the

following sections.

1.2.3 Evaluation with forward-backward algorithm

Given an observation sequence O = Oy,...,Or and a parameter set . = (I, A, P), we
can solve the evaluation problem under the HOHMM setting by finding P(O | .#). Even
though straightforward probabilistic arguments is one of options to address this issue, it is
not feasible in practice considering the computation in order of N7. Therefore, we adopt
the forward-backward algorithm [29] to efficiently compute the probability of the observed

outputs. We firstly define a forward variable as follows
Cyl(il—k+1""’il) = P(Ol’---’or,%—kﬂ = Si,_k+1,---’CIz = Si, | y), forl S k <tr< T

It is a joint conditional probability that the subsequence of first ¢ observed outcomes is
Oi,...,0; and the last m hidden states of an HOHMM at time ¢ are s;_,,,,...,5;. The

forward probability a7 (i7—¢+1, - - - , i7) can then be calculated through the forward algorithm

by the following recursion,

N

Qpr1 (mgr2s oo o5 lipe1) = Z (a’t (Tr1s - -5 0r) P(0t+1 | .7, qi+1 = Si,+1) :

i—k+1=1

P((]m = Sin | y9Qt—k+l = Si e = Si,))
N

= > @ likatse e i) i i P (Ori), (1.3)

.....

where a; (i1,...,0) = Aiy_i H]J‘-zl Di; (Oj) , for1 < j < k. The required probability is then

obtained by P (0 | .¥) = Zg_m .... ir=1 @1 (I7—g415 - - - » ir) as the sum of all forward variables.

Instead of computing variables forward in time, the backward algorithm proceeds in a

similar way but backward in time. The backward variable is defined as

,Bt(il,...,ik):P(0,+k,...,0T|y,qt:Sit,...,qt+k_1 :Si[+k71), forl1 <t<T-k.
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As in the case of the forward algorithm, this joint conditional probability can be obtained

through a recursive equation given by
N

ﬂl‘(il"-'7ik) = Z (P(Ol+k+17"-70T | yaqt+l = Si,+17'-'7ql+k = SiH_k)'

irk=1

P(0t+k | .7, qi+k = Sin) : P(C]t+k = Si | .7, qr = Sips e o5 qrik—-1 = sir+k—l))

N
= Bt Gt )P (O) (1.4)
j=1

where Br_(iy,...,ix) = 1,for0 <t < k-1,and 1 <ij,...,iy < N. This quantity will
be required for the development of the Baum-Welch algorithm [1] to solve the learning

problem in Section 1.2.5.

1.2.4 Decoding with Viterbi algorithm

Given a particular HOHMM with the parameter set ., we attempt to find out the most
probable sequence of underlying hidden states, Q = ¢i,q>,...,qr, from an observation
sequence O = Oy, O, ..., Or. That is equivalent to caluclate argmaxQP (Q1-¢,0). Since

we have
P(Q,015)
PO|.7) "’
and P (O | .) does not depend on Q, if argmax,P (Q, 0| .¥¥)is uncovered, we then resolve

argmax, P Q|.<,0) = argmax,

the recoding problem. As a technique based on dynamic programming method for verifying
the existence of the best state sequence, the Viterbi algorithm [19] is an efficient approach

to decode the observation sequence O. To facilitate the calculation, we define a variable as
9[ (it—k+1’ D) lt) = maqu,...,qt_kp(ql = Sipsegr = Sip 01’ ) 0[ | 5”) ’

where 1 <k <t <T.¥6 (i;—ks1,.-.,I)is the maximum probability of the partial observation
sequence up to time ¢ and the state sequence ending at s; . The following recursive algorithm
holdsfor 1 <k+1<¢t<Tand1<iy; <N

01 (ir—k+2, - - - » Ir41) = Max (P ((]t+1 = Sis O | y,(h =S8i - qr = Sip Oy,..., 0:)'
q1seesqt—k+1

P(q1=s,-l...q,:sit,Ol,...,O,IY))
= max (Gt(it—kﬂ,---,iz)'P(01+1 |y,(]t+l :Sim)'

1<qk+1<

P(ql‘+1 = SiH_l | y? ql‘—k+1 = Si,_k+1’ UK 7qt = Si,))

=Di (Oz+1)( max Qt(it—k+l»---»it)77i,,k+| ..... i,H)’

1<Gr-k+1<
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where for 1 < j<kand 1 <ij,...,i; <N, the initialisation is given by
Qk(il,...,ik) :P((]l =S84k = Sik,Ol,...,Ok | y)

k
:P(ql =S .--qr = S, |y)'np(0j|y’QJ:Sij)
j=1

Eventually, we can find out argmax _ drormmar<NOT (i7—k+1, - - -, i7) through the Viterbi itera-
tion. To recover entire most likely state sequence, we further define a back-tracked array
that traces 6, (i,_y+1,...,i;) foreach tand i,_;,1, ..., as
Gri1 (k255 -+ o5 Ipg1) = Argmax 6 (i—gs1s ... 0p) - T it vonsiter *
1<gs-k+1=N
Since we have ¢7(ir_xs1sy...,1i7) = argmaxlsqt_kﬂ’m,qTSNGT (i7—k+15 - - - » i), the remaining g,
then can be obtained recursively by setting ¢;(iy,,..., i) = 0.

1.2.5 Training with expectation-maximisation algorithm

Both evaluation and decoding issues associated with HOHMMs in Sections 1.2.3 and 1.2.4
are solved under a measurable circumstance where the set of parameters . is known in
advance. However, we might encounter the situation in practice when parameters are not
directly foreknown and have to be estimated. This is the training problem that adjusts
model parameters by maximising the probability of the observed sequence under the given
HOHMM. Regular maximum likelihood criteria might not generate an optimal solution es-
pecially with unknown state paths. P(O | .), however, can be locally maximised under the
HOHMM setting by the Baum-Welch algorithm [1], a special version of the expectation-
maximum (EM) algorithm [4]. It provides an efficient method for researching parameter
estimation in the further application of HOHMMs. We first present the general EM algo-
rithm, and then describe results of the Baum-Welch algorithm under the HOHMM setting
by following [2].

Generally, there are two main applications of the EM algorithm. One situation occurs
when likelihood functions are not analytically solvable but can be tractable by assuming
the occurrence of additional missing parameters. The other one happens where data is

incomplete or missing owing to the possible limitation of observations. In our study of
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HOHMMs, the state sequence Q is hidden and viewed as the missing data, whilst the
process O is observed. The EM algorithm is presented in the discrete density case for
the subsequent discussion of the Baum-Welch algorithm and to remain consistent with the
previous discussion in evaluation and decoding. We assume the complete-data likelihood
function L(. | Q,0) = P(Q, O | .¥), and have

P(Q,0|)=P(Q1]0,7)P(0|.Y). (1.5)

Let . be the set of reestimated parameters that generates an improved model compared
to that of .. Considering equation (1.5) and the log likelihood function 1(57\ | 0,0) =

logP(O | 5//) = ZQlogP(Q | 5//), we get
logP(Q.0|.7)=1logP(Q]0,7)+logP(0].7) (1.6)

By taking a sum over Q and multiplying equation (1.6) by P(Q | O,.%), we can further

transform it into

P(0]7)

1ogW :ZQ:P(Q |0..7)1ogP(0.Q| ﬁj—gp(g | 0,.#)1og P(0,0|.%)
+ > P(Q10,.97) [log M]. (1.7)
0 P(QlO,f”)

It is straightforward to show that 3\, P(Q | O,.%) (log ;)Eg:—g’;%) > 0. Let A (Y,fﬂ =

20P(Q10,7)]ogP (0, 0| 57) With the previous notation, we can rewrite equation
(1.7) as

((F10)-1(F10)2 A(S.F)-A(S.9), (1.8)

where the strict inequality holds unless P(Q | O, 5/’;) =P(Q]0,%)or 7 = .%. The EM

procedure is iteratively constructed from the sequence {Y (")}k>] initiating with some value

Z08 Every iteration contains two steps:
1. Expectation step: calculate A (5’ , (")).
2. Maximisation step: determine .#%*) = argmax ,A (5” , 5/’7(")).

When . # . in equation (1.8), an improved estimate s produced by the iteration until

a stopping criterion is met to make .7 ~ .. Then a local maximum of the likelihood is
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reached.

Two auxiliary variables need to be defined first in terms of forward and backward variables
for properly presenting the Baum-Welch algorithm. We denote &, (i1, .. ., ix41) as the prob-
ability of being in state s, , ..., s;,, attimet,...,t+k correspondingly given the model and

the observation sequence, where

&L, i) = P(qr = Sis .. Grer = Sip,, 1 0,F)
_ P(qt = Si""qt+k = Sik+13019~"90t+k— |y)
PO|Y)
Apii—1 (15 ooy 1) Brat W2 o Ik ) Tiyivoy Piver (Orak)

PO|Y)

(1.9)

The second variable & (iy, ..., i) is the probability of being in state s;,...,s; at time
t,...,t + k — 1 correspondingly, given the observation sequence and the model. It can

be expressed by &, (iy, ..., k1) as

T
& si) = ) &) (1.10)

ik+1=1
By summing &, (iy, ..., ix4+1) over t, we get the expectation number of transitions from the
state sequence s;,, ..., S;,,- 1he expectation number of transitions from the state sequence
Si;,...,s;, can be generated alike by summing up & (iy, ..., ix) over t. Re-estimation for-

mulas then can be given by

&y (il) = ft (il) (1.11)
JE S e iy ie) (1.12)
i1 yeeorlit ] th_lk Zl]'ZH:l & (il’ ey ik+1)

—k .
Zthl,s.t Oi=yk & ()

(1.13)
St Ditst 0y & ()

pi () =

The Baum-Welch training process thereby can be performed by assuming a starting set of
parameters .%,. Forward and backward variables, a; and 3;, are then computed according to
equations (1.3) and (1.4) respectively, followed by calculating auxiliary variables &, and &,

using equations (1.9) and (1.10). The parameters are re-estimated iteratively by equations
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(1.11) to (1.13) till estimates converge. As we mentioned before, the Baum-Welch algo-
rithm is viewed as a special case of the EM algorithm with the same goal of maximising
P(O | &) by adjusting . given an HOHMM. To deal with hidden states and incomplete
data, the EM algorithm becomes significantly powerful in the parameter estimation and
filtering processes of HOHMMs.

1.2.6 Change of measure method in HOHMMs

To address filtering problems of HOHMMs in our research, relevant processes and optimal
filters can be generated generally through two ways: the semi-martingale method and the
change of probability measure approach. The prior one is direct but extremely complicated,
whilst the latter one is indirect but efficient in filtering applications. Zakai [22] pioneers
the application of change of measure technique in stochastic filtering. Elliott et al. [6] de-
rive optimal filters with this method for HMMs based on Girsanov’s Theorem. Mamon et
al. [14] develop closed-form solutions of the recursive filters for estimating optimally the

parameters of a commodity price model via change of measure.

Considering the wide use of this approach mostly in HMMs, one additional but critical
step ought to be implemented for our HOHMM setting. That is to transform a higher-order
Markov chain into a first-order Markov chain rather than to derive the change of probability
measure for HOHMMs directly. Kriouile et al. [10] develop an equivalent model specific
to transiting a second-order discrete HMM to a regular HMM. An detailed example is de-
scribed to convert a second-order two state Markov chain into a regular 2-state one with
efficient recursive algorithms [15]. Based on these previous work for processing second-
order HMMs, Du Preez extends order-reducing algorithms to a general HOHMM setting,
which enables any HOHMM to be transformed into its corresponding first-order HMM [5].
The essential idea is similar to the common method that converts higher-order differential
equations into a system of first-order differential equations. We follow their computing
algorithms by introducing a mapping variable that transforms a higher-order Markov chain
into a regular one. Then the change of probability measure method can be utilised to find

our filtering algorithms.

Equivalent to the real world measure P, an ideal measure P is defined as a reference prob-
ability from a discrete-time version of Girsanov’s Theorem [9]. Under P, observations are

independent and identically random variables, and the Markov chain follows the same dy-
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HOHMM Mapping HMM Measure change HMM
(measure P) ) (measure P) i ( measure 1;)
Fubini-type
methods

Reversed measure

Optimal ~ change Information
filter - state filter
Real world Ideal world

Figure 1.1: Reference measure optimal filter derivation for HOHMMs

namics as those under P. To find optimal filters, an easy-to-compute framework then can
be carried out by Fubini’s Theorem, which allows the interchange of expectations and sum-
mations [11]. The results and calculations under the ideal measure P can be traced back to
the real world measure P by invoking a reverse measure change. The derivation process of

reference probability optimal filters can be explicitly illustrated in Figure 1.1.

1.3 Structure of the thesis

This thesis consists of six chapters. An overview of HMMs and underpinnings of HOHMMs
is given in this Chapter; see previous section. The main contents focus on the results of
four related projects. We develop HMM and HOHMM settings for the dynamics of daily
average temperatures (DATSs) for weather derivatives in Chapters 2 and 3, respectively. The
modelling, filtering and estimation problems for the respective electricity-spot and salmon
futures prices are addressed in Chapters 4 and 5. Some concluding remarks are given in

Chapter 6. The synopsis of the projects are briefly introduced below.
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1.3.1 Putting a price tag on temperature

A model for the evolution of DATS is put forward to support the analysis of weather deriva-
tives. The goal is to capture simultaneously the mean-reversion, seasonality and stochas-
ticity properties of the DATs process. An OU process modulated by an HMM is proposed
to model the both mean-reversion and stochasticity of a deseasonalised component. The
seasonality part is modelled by a combination of linear and sinusoidal functions. OU-
HMM filtering algorithms are established for the evolution of switching model parameters.
Consequently, adaptive parameter estimates are obtained. Numerical implementation of
the estimation technique using a data set compiled by the National Climatic Data Center
(NCDC) was conducted. A sensitivity analysis of the option prices with respect to model

parameters is included.

1.3.2 A self-updating model driven by a higher-order hidden Markov

chain for temperature dynamics

We develop a model for the evolution of DATSs that could benefit the analysis of weather
derivatives in finance and economics as well as the modelling of time series data in meteo-
rology, hydrology and other branches of the sciences and engineering. Our focus is to cap-
ture the mean-reverting, seasonality, memory and stochastic properties of the temperature
movement and other time series exhibiting such properties. To model both mean-reversion
and stochasticity, a deseasonalised component is assumed to follow an OU process mod-
ulated by a higher-order hidden Markov chain, which takes into account short/long range
dependence in the data. The seasonality part is modelled through a combination of linear
and sinusoidal functions with appropriate coeflicients and arguments. Furthermore, we put
forward a parameter estimation approach that establishes recursive HOHMM filtering algo-
rithms customised for the regime-switching evolution of model parameters. Quantities that
are functions of HOHMC characterise these filters. Utilising the EM method in conjunction
with the change of measure technique, optimal and self-updating parameter estimates are
obtained. We illustrate the numerical implementation of our model and estimation tech-
nique using a 4-year Toronto DAT's data set compiled by the NCDC. We perform pertinent
model selection and validation diagnostics to assess the performance of our methodology.
It is shown that a 2-state HOHMM-based model best captures the empirical character-
istics of the temperature data under examination on the basis of various error-based and

information-criterion metrics.
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1.3.3 A higher-order Markov chain-modulated model for electricity

spot-price dynamics

Over the last three decades, the electricity sector worldwide underwent massive deregula-
tion. Power market participants have encountered a growing number of challenges due to
competition and other pertinent factors. As electricity is a non-storable commodity, its price
is extremely sensitive to changes in supply and demand. The evolution of electricity prices
exhibits pronounced mean reversion and cyclical patterns, possesses extreme volatility and
relatively frequently occurring spikes, and manifests presence of memory property. These
observed features necessitate the development of models aimed to simultaneously capture
such price characteristics for forecasting, risk management, and valuation of electricity-
driven derivatives. This study tackles the modelling and estimation problems under a new
paradigm that integrates the deterministic calendar seasons and stochastic factors govern-
ing electricity prices. The de-seasonalised component of our proposed model has both the
jump and mean-reverting properties to account for spikes and periodic cycles alternating
between lower price returns and compensating periods of higher price returns. The pa-
rameters of the de-seasonalised model components are also modulated by a higher-order
hidden Markov chain (HOHMC) in discrete time. This provides a mechanism to extract
latent information from historical data. The HOHMC’s state is interpreted as the “state of
the world” resulting from the interaction of various forces impacting the electricity market.
Filters are developed to generate optimal estimates of HOHMC-relevant quantities using
the observation process, and these provide online estimates of model parameters. Empiri-
cal demonstrations using the daily electricity spot prices, compiled by the Alberta Electric
System Operator (AESO), show that our HOHMM approach has considerable merits in
terms of price data fitting and forecasting metrics. Implications of our model to the pricing

of an electricity forward contract are also examined.

1.3.4 Modelling and forecasting futures-prices curves in the Fish Pool

market

This project aims to capture the evolution and salient features of fish-futures prices with a
flexible and dynamic approach via a higher-order hidden Markov model (HOHMM). The
parameters of a proposed futures-price model under a multivariate setting are governed by
a discrete-time HOHMM to account for the random switching of market or economic states

over time. Multi-dimensional filters derived, along with the application of the expectation-
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maximisation (EM) algorithm, give rise to a complete on-line estimation of futures-price
model parameters. Our numerical implementation analyses the Fish Pool’s salmon futures
prices. The goodness of fit and forecasting performance of our approach are assessed using
appropriate statistical metrics. Our empirical findings illustrate that the HOHMM-based
approach possesses better fitting capacity and excellent short-run predictive ability of fu-

tures prices vis-a-vis certain modelling benchmarks.
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Chapter 2

Putting a price tag on temperature

2.1 Introduction

We are all familiar with car and home insurance policies. The cost and overall value of these
contracts are determined by the likelihood of occurrence of particular calamities, disasters
and accidents, amongst other risk factors. But, how does one insure against the vagaries of
weather? Specifically, what is the price of a contract whose value depends on how hot or

cold it will be on a given day in the future?

We shall consider a modelling approach that provides support for temperature-linked con-
tracts and weather-related derivatives. It is estimated that about 39.1% of the U.S. gross do-
mestic product is weather-sensitive [13], and over 90% of weather derivatives are temperature-
based [14]. The first weather-derivative transaction took place in 1997 executed by Aquila
Energy and embedded in a power contract [8], and in 1999 the first exchange-traded tem-
perature derivative was launched in the Chicago Mercantile Exchange (CME). The volume
of weather derivatives, since then, has grown rapidly both in the exchange and over-the-
counter (OTC) markets.

Weather-driven futures and options trading in the CME are written on the following indices:
temperature heating degree days (HDD), cooling degree days (CDD) and cumulative av-
erage temperature (CAT). These indices are not tradeable or storable. Hence, the usual
no-arbitrage valuation methodology is not necessarily valid in pricing such contracts [10].
Assuming the existence of an appropriate pricing measure, our aim is to develop a model
that could accurately capture the salient features of the temperature data aiding the accurate

pricing of weather derivatives.

18
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In the literature, several studies were conducted to deal with the valuation of weather deriva-
tives. The historical burn analysis (HBA) is adopted by most investors given its ease of
replication [12]. This is because the HBA assumes that the distribution of the expected
value of the temperature-based derivatives simply follow the historical data; there is no
construction of any stochastic models and fitting for the dynamics of the underlying vari-
ables. It is argued, however, in [25] that HBA is bound to be biased and prone to large
pricing errors. As a suitable alternative, time-series methods are proposed [25] and the
marginal substitution value principle of mathematical economics could be employed for
pricing [10]. Indifference pricing was also considered in [38], and a comparison of HBA,
Black-Scholes-Merton approximation, and an equilibrium Monte Carlo simulation was ex-

amined in [32].

The Ornstein-Uhlenbeck (OU) process is tapped in reproducing the dynamic behaviour of
the DATs and hence in generating the temperature-based indices. This is aligned to the
concept of adopting a continuous-time stochastic process to capture the dynamics of tem-
perature [11]. Incorporating seasonalities [1] enriches the model. In [3], DAT variations
are modelled with an OU process with innovations following the generalised hyperbolic

Levy process.

A one-state stochastic process cannot describe the behaviour of temperature with great pre-
cision and flexibility, especially when there are drastic changes in regimes attributed to
occasional climatic changes. Thus, the regime-switching OU model is considered in [14],
which seems to be the first paper embedding a regime-switching approach to capture the
evolution of the time series temperature data. However, no dynamic estimation, not even
a static one, was provided in [14] leaving a big gap in implementing a regime-switching
approach involving observed data until the publication of [37] that employs a higher-order
HMM. We note though that [37], extending the developments in [36], focuses only estima-
tion and model fitting, and the pricing and risk measurement of pertinent contracts under
such a model setting remain unaddressed. In this chapter, we apply hidden Markov model
(HMM) filtering algorithms to provide optimal parameter model estimates for a successful
implementation of the valuation and risk management of weather futures and option prod-

ucts.

Our exposition is organised in the following way. Section 2.2 presents a self-contained for-
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mulation of the temperature modelling using a discrete-time HMM modulating the model
parameters. In Section 2.3, we derive recursive filtering equations for various quantities
of HMM via the change of reference probability measure method. Our self-updating pa-
rameter estimation scheme is laid out in Section 2.4. Numerical work demonstrating the
applicability of our proposed model and estimation technique to a four-year Toronto tem-
perature data set is detailed in 2.5; and in this section, mechanics of the best-model selection
are also outlined through forecasting and penalised log-likelihood criteria. In Section 2.6,
the valuation of a temperature option is discussed and a sensitivity analysis of the option
price with respect to parameters of our proposed model is included. Section 2.7 gives some

concluding remarks.

2.2 Model description

Notation: All vectors and matrices will be denoted by bold English/Greek letters in lower-

case and bold capitalised English/Greek letters, respectively.

2.2.1 Model for temperature derivatives

As weather derivatives are written on HDD, CDD and CAT, we put forward a model to
capture these measurements. HDD and CDD quantify the respective demands of heating
and cooling of a particular location. Since temperature could be observed at any time of a
given day, given the time interval [7y, ;] with 7; < 7,, we can regard it as an Itd process so

that the respective continuous-time functional forms of HDD, CDD and CAT are

T2

HDD = max (Tpase — 15, 0)ds,
T{rz
CDD = max (Ts — Tpase, 0)ds,
T1 o
and CAT = f Tds, 2.1
T1

where T, 1S the base temperature, usually given as 65°F, or 18°C in the market. In

practice, the daily average temperatures (DATSs) are measured on a daily basis so that the
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temperature-based indices must be considered in discrete time defined by

™ o o
HDD = > max (Tyuse = 71, 0),  CDD = " max (T, = Tpuse, 0), and CAT = »"T,
=7 =71 =

(2.2)
where T, is the DAT on day ¢ computed as M Clearly, CAT is simply the sum
of DAT's over the contract period. Weather contracts typically mature in a month or sea-
son. An HDD contract’s period spans the period covering October in one year to April of
the next year. A CDD contract’s period covers the warm season, i.e., starting April until
October of the same year. Overlapping months, October and April, in the CDD and HDD
contracts are termed as transition or shoulder months. Following the rationale in [5], the
needed indices as well as the dynamic representation of DATs will be obtained from 77,

which we are going to model.

Suppose (L2, F, P) is an underlying probability space for the process 7; given by,
T,=X,+S, (2.3)

Equation (2.3) is composed of X; that follows an OU process with HMM-driven parameters
and S, described by a deterministic function to capture the seasonal trends. Motivated by

[5], the seasonal component is

S,:at+b+z3:

h=1

. 2 2
cp, Sin (a’ht%) + e, cos (dht%)] , 2.4)

where d| = 1, d, = 2, d3 = 4 to account for the respective yearly, semi-annual and quarterly

patterns.

2.2.2 The HMM-modulated OU process

The OU process X, in (2.3) satisfies the stochastic differential equation (SDE)
dX; = a(6 — X,)dt + £dB,, (2.5)

where B, is a standard Brownian motion under P. The solution, by Itd’s lemma, of (2.5) is

!
X, = X,e ) 1 (1 — e 4 g f e™dB, (2.6)
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for s < . The explicit representation of the temperature process 7, is then given by
t
T, =8, +X,e D 4 (1 =)0 + g f e™dB,. 2.7)

The discretised versions of (2.6) and (2.7), by approximating the distributions of their re-

spective stochastic-integral components, are given by

1 _ e—2<mtk+1
Xk+1 — e—aAtkuXk + (1 _ e—aAtk+l)9+é: 2—Zk+1, (28)
a

where Aty = ty1 — 1 and {zx41} is a sequence of independent and identically distributed

(IID) standard normal random variables.

As indicated in Section 2.1, having constant parameters in the OU process might not be
adequate in describing the dynamic switches of regimes resulting from the interactions of
various market and economic factors. In the succeeding discussion, the parameters in (2.8)
will be governed by a homogeneous Markov chain y, with finite states in discrete time to

model the behaviour of X, and hence, T;.

To simplify the ensuing algebraic calculations, the state space is associated with the canon-
ical basis of R", which is {e;,e,,... ey}, & = (0,...,0,1,0,...,0)" with 1 in the ith
position. Here, N is the total number of states and T denotes the transpose of a matrix.
The dynamics of y is yx+1 = Iyg + {4,q, Where IT = () € RVN, £, .| is a martingale
increment, and 7;; = P(y; = €;ly,1 = €;) with Z?’:I ni; = 1. Let P = (p;;) € RV de-
note the intensity matrix for the continuous-time Markov chain process at time ¢, where,

ﬂj,'(l, 1+Ar)

pji = limy0 =——, for j # i, (cf Cox and Miller [7]), with p; > 0 and Zfil pji = 0.

Given that our HMM filtering methodology is under the discrete-time framework, it is nec-
essary to recall the connection of the rate matrix P to the transition probability matrix II,
which is its discrete-time counterpart providing inputs to the recursive filtering equations
in Section 2.3 and eventually to the option pricing formulae in Section 2.6. From Grimmett

and Stirzaker [27] (see as well Siu, et al [33]), II is the exponential matrix of P, i.e.,

I =exp(P)= ) R (2.9)
k=0 "

A handy technique to convert an N X N matrix P into an N x N II is to take advantage

of the diagonalisability of P inherent in our modelling formulation. If P has eigenvalues
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by, by, ...,by and corresponding eigenvectors ji, ja, . ..jn, then P = JBJ™!, where B is a
diagonal matrix with by, b,, ..., by as its diagonal elements, and J = {j;,j2,...jn} 1S an

invertible matrix. Furthermore,
exp (P) =exp (JBJ“)
B2
=I+JBJ' + JEJ-‘ 4o
BZ -1

:J(I+B+2—!+---)J

=Jexp(B)J . (2.10)
Both (2.9) and (2.10) can be evaluated numerically by almost all mathematical or statistical

software packages nowadays.

We assume the process X in (2.8) have parameters that depend on y,, i.e.,

1 — e—2a(y) At
Xy = e WA X, 4 (1 — e 00N 0(y,) + E(Vi) A | ————— %1 (2.11)
2a(yr)
1 — e—2a(yortis
and Tyyy = Sper + e WA X, 4 (1 — 720y, ) + E(Yi) A | ————— 241
2a(yr)

(2.12)

With y,’s state space, ax := a(yx) = (@, ¥1), O := 0(yr) = €0, yx), and & := &(yi) = (&, ¥0),
where (-, -) is the inner product in RY. Clearly, y, makes the models in (2.11) and (2.12)

regime-switching.

2.3 Recursive filtering

2.3.1 Change of reference probability measure

We shall introduce an ideal probability measure P, where calculations of the recursive fil-
ters are manageable to carry out. This is because under P, the observations are independent,
identically distributed (IID) random variables. The real measure P can be recovered via the
change of measure technique. The state of the HMM will be estimated from the noisily ob-

served data set. Under the reference measure P, the dynamics of y; remain unchanged but
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are independent of the observed data series; see the underlying principle utilised in Elliott
et al. [19].

A discrete-time version of the Girsanov’s theorem enables us to back out P from P [19].

The real-world measure P is recovered by considering the Radon-Nikodym derivative

dpP k
— =¥, = , k>1,
dPls k 1;1901

where

=

o {ewon | (B | s

CUBNE=TE 169

In (2.13), ¢ is the probability density function of a standard normal random variable,

(2.13)

Y=

o = 1, {¢;, | € Z*} is an F-martingale under P, and S(y;_;) = X; — e *¥-VX,_; — (1 —
e~ =020y, ). With the aid of (2.13), the derivation of the recursive filters for y; and
related quantities under P is facilitated, and then the calculated results can be re-interpreted

under P via a reverse change of measure.

2.3.2 Calculation of recursive filters

Suppose X is the filtration generated by the observations of X;, which ‘conceal’ the ‘true’
state of y,. We aim to obtain optimal estimates of quantities that are functions of y; under P
through their adaptive filters calculated using the conditional expectations X} under P and

using the Bayes’ theorem.

So, for instance, to estimate a scalar quantity U under P, Bayes’ theorem for conditional
expectation gives

B[, UilXi]

E[UX:] = —=
[UilXi] BN

(2.14)

where E[ « ] and EJ « ] are the conditional expectations under P and P, respectively. As in

[18], we consider an F;-adapted U;, having the form
U =Up_ +g+<h,o)+rf(X) (2.15)

where g, h;, and r; are .% -predictable; and f is a scalar-valued function and o; = y, + ITy,_;.
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Ye(Uy)

y(l)
Since v (Uy) = yi(Ui(1,y1)) = (1, v:(Uryr)), the filter for any adapted process U has the

Write vy (Uy) = E[W,U,|X,]. Therefore, equation (2.14) can be expressed as

representation

A, v (Uryr))
@, yeye))

Invoking Theorem (5.3) of [15] and tailoring it to our modelling framework and notation,

E[UXk] =

the recursion for y;(Uryy) 1s

N
Ye(Uryr) = Z Ai(Xk)[<ei, Y1 (Ui—1Yi—1))Ie; + (€, Yi—1(gryx — 1))1e;

i=1
+ (diag(Te;) — Te; & TTe;)yy1 (e, Yi1)) + Vio1 (rides, Vi) f(XiOMles |,
(2.16)

where ® stands for the tensor product of vectors, diag( « ) is a diagonal matrix, and A’(X})
is defined by

[e‘“"A(’*‘)X,_l + (1 — €_aiA(l’l))0[] X[ [e_aiA([’l)Xl_l + (1 — e""’A”*‘))Hl-]z

2a; A 2 204 2
[1_6* @iB(]-1) h_e* iB(1-1)

For the estimation of model parameters in the next section, we require the recursive filters

A'(X) = exp -
2.17)

of the following scalar quantities.

(i) The number of jumps from state e, to state e; up to time k:
k
P= Z(yz_l,e»(yz,es) = 0+ TaYi-1, €5) + Vi1, €,)(0, €5). (2.18)
I=1

(i1) The number of occupations up to time k, i.e., the amount of time that y; spent in state

e

k
Of = > (yine) = O, + (Yio1,e). (2.19)
=1

(ii1) The auxiliary process dependent on y; for the function f up to time k in state e,:

k
L) = D FX e = T () + FX) Vi, €. (2.20)
=1



26 CHAPTER 2. PUTTING A PRICE TAG ON TEMPERATURE

The estimator for the state e; of y; is readily obtained by taking U, = Uy = 1,8, = Iy =
re = 0 in equation (2.15). It has the simplified form

N
Yeyo) = > N(XHeies, yio1 (¥i1))- (2.21)
i=1
By virtue of (216) with Uy = 0, U, = k”,gk = ﬂsr(yk_l,e,>,hk = (yk_l,er>es and ry = 0,

we get

N
Y 2y = Z N XYt i), enlle; + A (X )yio1 ((Yeet, e)mges. (2.22)

i=1
Setting Uy = 0, Uy = O], gk = (Y-1-€,), and hy = r; = 0 in (2.16) and using (2.14), we

obtain

N
Y OLy0 = D N X)) yin), edlle; + A Xy (v e)lle,. (223)
i=1
For the auxiliary process .7 in (2.20), where f has the form f(X) = X, f(X) = X*, or f(X) =
X111 X, we utilise (2.16) with Uy = Z(f), Uy = g« = hx = 0,and 7 = (yj—1, €,) to have

N
(T (Nyw) = Z AN X1 (T (Y1) enlles + A" (X yie1 (i) €. f(Xi)Te,.
i=1

(2.24)

2.4 Optimal parameter estimation

We recall the Expectation-Maximisation (EM) algorithm [17] starting with a family of
probability measures {PY,v € Y} on (€, ), where Y is the set of parameters. Let P’ be
absolutely continuous with reference to a fixed probability measure P°. Assume that the
observations {x;, x», - - - , x;} of X} are available and X; C ¥;. The likelihood as a function

of information in X} is

dp?
dpo

L(v) = E° [

Xk] . (2.25)
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The goal is to find the estimate of v that maximises L(v), v € argmax, _.L(v). Now, consider

veT

U

P
O(w;v,) = Es, [log d

— | X, | . 2.26
1 kl (2.26)

The EM algorithm is implemented as follows. First, let m = 0 and choose the initial value
v, for v. The first iteration is computed as Q(v;vy) = Eg, [log %
make Q(v1;v9) = Q(v;vg). Second, the E-step computes (2.26). Third, the M-step finds

U1 such that Q415 U) = O3 U); U € argmax, . Q(v; v,,). The E-step and M-step

|X,], and v, is found to

are repeated until some stopping criterion is met, e.g., [U,,+1 —U,,| < &, where ¢ is sufficiently

small.

Let 6 (y) = e ¥ and 5(yy) = (1 - e‘“(y")“")e(yk). From (2.8), X;.; has a normal
distribution with

— e 2a(y)an

. 1
mean u(yi) = 6 (y¢) Xx +7(yx) and variance € (y;) = fz(yk)Ty)
k

Hence, at state i,

2e
T ang g = 80
1-9;

1
i=——1ogo;, 6;= 2.27
0=~ - log e27)

The complete parameter estimation of (2.8) is attained by applying the EM algorithm and
using the adaptive filters (2.18), (2.19) and (2.20). We then have the next result.

Proposition 2.4.1 The EM estimates for model parameters are

T X, X) - mT (X,

5 = i ( klj) ni 7 kl)’ (2.28)
FHXED)

XD - 6.7 (Xir)
b\]i b

—_

(2.29)

i

o F(X2) + 627 (X2) + By + 226, T (Xier) — 26: T (X, Xi) = 2.7 (Xi)

i —
t
ﬁk

(2.30)



28 CHAPTER 2. PUTTING A PRICE TAG ON TEMPERATURE

and

7= L (2.31)

Proof The proofs of (2.28)—(2.31) are outlined in Appendix A.

Remark 1: Having calculated 6;, ; and 61'2 in conjunction with (2.27), our proposed model
in (2.8) is fully determined as {E,-,/f\,-,b\,-} is explicitly available. The establishment of the
recursive filters implies that parameter estimates are self-calibrating, i.e., they are updated

automatically every time there is new information.

Remark 2: The filtering and parameter estimation procedure, as laid out above, is distinct
from and more clear-cut than the one given in Erlwein and Mamon [19]. In this research
work, the EM estimates are provided directly for each parameter appearing in the mean of
the OU process; whereas in [19], the EM estimates rely first on the estimate of the entire

drift component.

2.5 Numerical implementation

We implement the results from Section 2.4 on the four-year Toronto DATs (01 Jan 2011 —
31 Dec 2014 with 1461 data points) compiled by the NCDC. The seasonal component S,
is removed from 7, (see equation (2.3)) before applying the recursive filters to X;. The data

set is then grouped into batches of equal sizes to perform the filtering.

2.5.1 The deterministic component

The deterministic component S, in equation (2.3) is fitted to the entire data set to obtain
the estimates of its coeflicients and arguments. Noting that S, is a linear combination of
sinusoidal functions, we use the built-in function of linear regression in the R software to
accomplish the fitting process. This is complemented by a stepwise regression procedure
to identify the dependent variable relevant to S;. The R function ‘step’ is then applied to

perform the selection of explanatory variables.
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Mean Std Deviation Std Error Min  Max Skewness Kurtosis
8.88 10.65 0.28 -19.25 31.5 -0.23 -0.92

Table 2.1: DATSs’ descriptive statistics

Parameter Estimate 95% confidence interval

a -0.0018 (-0.00235, -0.00127)
b 10.2111 (9.75806, 10.66405)
C -5.2948 (-5.61554, -4.97416)
) -0.6385 (-0.95550, -0.32341)
3 -0.4131 (-0.72794, -0.09821)
el -12.7240  (-13.03831, -12.40979)

Table 2.2: Parameter estimates for the seasonality component S,

Table 2.1 shows the DATs’ descriptive statistics, which could guide in selecting initial val-
ues. Table 2.2 presents the parameter estimates of the deterministic S, with an adjusted
R-squared (coeflicient of determination) of 0.835. This means 83.5% of the variation in
the response 7, can be explained well by the model given the regressor variables in equa-
tion (2.4) except for e, and e;. Therefore, these variables were eliminated. The fitted
seasonality component S, is presented in Figure 2.1 together with the actual DATs. The
characteristics of the plotted S, are congruous with the temperature movement in both the
summer and winter seasons. With the given values of 7, and S, X; is calculated and then
treated as the observation process for our filtering and parameter estimation implementa-

tion.

2.5.2 The stochastic component

The seasonal trend of the actual data is adequately captured even in the presence of X;
and some noise. The deseasonalised stochastic component X, = 7, — §; from (2.3) is also
depicted in Figure 2.2. We process X, in 73 groups with 20 data points in each processing
window, where Ar = 1 day. So, we are updating roughly every 3 weeks with the aid of the
recursive filtering equations. Other filtering window sizes were also tested and we find that
the size only slightly affects the results; similar outcomes are produced even with different

window sizes.
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Figure 2.1: Fitted seasonal component and actual observations
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Figure 2.2: Deseasonalised stochastic component X;
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2.5.2.1 Initial values for the parameter estimates

We assign N for the initial transition probabilities. The other initial parameter values for
the filtering equations are based on the parameter estimates for the X, process under a single

state. We consider the single-state version of (2.8), which is
Xir1 = 0Xy + 1 + €244t (2.32)

where
1-— e—2cmtk

6 — e—(lAl‘k’ 77 — (1 _ e—(lAZ‘k) 9’ 62 gz
2a

Using equation (2.32), the likelihood function of X is

1 (Xi — 17— 6X-1)’
L(X;; o,n,€) = exp (— , (2.33)
‘ 1;[ V2re 20°
where 1 < m < 1460 in our case. Equation (2.33) entails the solution to
S 1 X — 17— 0X;-1)’
argmax (log L (X; 6,1,¢€)) = (log - : (2.34)
‘ kZ‘ Vare 26

We use, with appropriate adjustments in our problem formulation, the R function ‘optim’
to solve equation (2.34). The results are 6 = 0.6518, 7 = —0.001624 and € = 0.4271.
These are employed as benchmarks to select initial values for parameter estimates in the
modelling framework with more than 1 regime. They serve as a good guide in launching
the filtering recursions producing optimal values for various quantities leading to the EM
parameter estimates of the model. We must also ensure that € > 0 to avoid bizarre outcomes

when equation (2.34) is applied.

2.5.2.2 Evolution of parameter estimates

To process the data, we apply recursive filtering equations (2.22)-(2.24), and then use the
results in 73 passes to feed into (2.28)-(2.31) to find the optimal parameter estimates. The
implementation was made on two-state and three-state HMCs, and Figure 2.3 displays the
movement, through each algorithm pass, of the optimal estimates for 6, @, and & under a
2-state set up. All three parameters exhibit convergence regardless of the choice of initial
values provided they do not substantially deviate from the values suggested in our one-state

ML estimation.
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The choice of initial values could impact the speed of convergence, but eventually all pa-
rameter estimates approach certain unique values. The parameter estimates in the second
state are characterised by lower mean-reverting speed, but higher mean-reverting level and
volatility in comparison to those in state 1. Figure 2.4 depicts the transition probabilities
with stable evolutions. A similar pattern in the evolution of parameter estimates for 6, «,
and £ under the 3-state model is shown in Figure 2.5. In this case, we see that the mean-
reverting level and volatility in state 1 are the highest but with the lowest speed. The prob-
ability transition estimates 7;; are displayed in Figure 2.6. The behaviours of the parameter
evolutions in a two-state setting are similar. Stability in the evolution of estimates for 0, «, &
and II is attained by the self-calibrating HMM algorithm after approximately 26 algorithm
passes in both the 2-state and 3-state HMM settings. To quantify the variance of the various
estimators, we calculate the Fisher information matrix / (v) = —-E, (6"—; log L(X; v)), which
bounds the asymptotic variance of the MLEs and v is a vector of parameters. The MLE is
consistent and possesses an asymptotically normal sampling distribution [36]. Hence, we

utilise the limiting distribution of the MLE for v to dynamically obtain the 95% confidence

interval. For a generic (scalar) MLEV; €V, this is given by v; + 1.96

1(v);
The entries of the Fisher information matrix are derived from the log-likelihood expressions
given in the Appendix A and the results are summarised below.

al

7i(x2
1(mi) =55~ 1(5,.):M

o}
2 > , I(m)=—, and
i ; €

—

O . — . —~.
I == 2+ 2(F (%) + 8197 + 2. 77 (x,) - 277 o

- 29; (Xje—1, Xi) 0; + 29;? (Xk—l)ni5i)-

The standard errors (SEs) of all parameter estimates for the 1-, 2- and 3-state models are
getting smaller as more algorithm passes are being run. The narrow ranges of the SEs
shown in Table 2.3 indicate that precise estimates are achieved by the proposed estimation
technique here (via HMM filtering and the EM algorithm).

2.5.3 Analysis of regime and model selection

In order to find out the best-fitting model that captures the dynamics of the process X;, we
perform a one-step ahead forecasting under the HMM setting, i.e., comparing the predic-

tions of the stochastic component and DATs. This is supplemented with an AIC analysis
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Figure 2.3: Evolution of parameter estimates for 6, @, and & under a 2-state model
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Figure 2.4: Evolution of transition probability under a 2-state model
Parameter 1-state model 2-state model 3-state model
Estimates Bound of SEs
Lower Upper Lower Upper Lower Upper

5i 3.62152x107°  0.84905 2.88315x107  5.69605x1072 1.23351x107%° 0.50619
0 3.13262x107°  0.81819 2.49571x107%3 5.04276x107% 1.28888x107%° 0.50535
€ 2.21510x107°°  0.54026 1.08302x10™3  2.36474x1072  7.17870x107°°  0.34230
i 4.79291x107°  1.08185 1.24810x107°  3.60257x107% 3.52893x107° 0.34041

Table 2.3: Interval of standard errors for parameter estimates under 1-, 2- and 3-state mod-

els
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Figure 2.6: Evolution of transition probability under a 3-state model

as a guide in choosing the optimal number of states.

2.5.3.1 Assessment of predicted temperature values

We evaluate the one-step ahead predictions for DAT's as an additional diagnostic for model
fitting. The expected value of the X, given the available information up to time k provides

the forecast

E X1 | X) = E @ (y) X + 1 (y0) + €Y 2t | Xi) = €0, 50) Xe + (. ye) . (2.35)

Figures 2.7 illustrates the one-step ahead forecasts for the deseasonalised process X; vis-a-
vis DAT's under a 2-state HMM set-up in accordance with (2.35).

A comparison of the observed seasonal HDD and the expected seasonal HDD for the en-
tire period (2011-2014) under the 2-state model is presented in Figure 2.8. Clearly, the
expected seasonal HDD obtained from the model follows closely the actual seasonal HDD.
Furthermore, we examine an upward 6-month period, in a magnified view of forecasting,
of the DAT's under all 3 states settings as shown in Figure 2.9. Visually, all forecasts are
quite close to the actual DATs and the temperatures’ trends and dynamics are captured well

by our proposed self-calibrating estimation approach.
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HMM setting Deseasonalised X; DATs T;

l-state  2-state  3-state 1-state 2-state 3-state
MSE 0.42702 0.42700 0.42757 | 10.67538 10.67504 10.68929

RMSE 0.65346 0.65345 0.65389 | 3.26732  3.26727  3.26945
MAE 0.50467 0.50465 0.50584 | 2.52334  2.52324  2.52921
RAE 0.74435 0.74432 0.74608 | 0.27539  0.27538  0.27603

Table 2.4: Results of error analysis for X and T under different model settings

2.5.3.2 Likelihood-based model selection and error analysis

Visual inspection is not sufficient in deciding which model does the job well especially
when the actual values are very close to the predicted values under several competing mod-
els. We, therefore, provide quantitative approaches in gauging the ‘best-performing” model
on the basis of information-criterion and minimised-error metrics. Following [19], we ex-
amine the mean-squared error (MSE), root-mean-squared error (RMSE), absolute-mean
error (MAE), and relative-absolute error (RAE) in assessing the one-step ahead predictions
under the 1-, 2- and 3-state HMMs. Suppose, k = 1, 2, ... , X; is the actual value of the
process at time k, X, is the predicted value at time k given available data up to time k— 1, X
is the mean of all X;’s, and K = 1460 is the total number of predicted observations. Then

the error metrics are computed as

Zszl (Yk - Xk)2 RMSE — \/Zszl (Yk - Xk)2

MSE = ,
K
K v K v
C X - X C X - X
MAE = 2=t X = X "l, and RAE:—Z";lAk _"l.
K Zk:1 |Xk_X|

Table 2.4 displays the various error values concerning the one-step ahead predictions for
the model’s stochastic component X; and observed DATs 7). Whilst the differences in er-
rors are generally small, the 2-state model outperforms the 1- and 3-state models under all
4 error measures. We also investigated the 4-state HMM but found no evidence of even
further minimal improvements. Increasing the number of regimes may outweigh the bene-
fit of model flexibility as there is a corresponding increase as well in the parameters to be

estimated.
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To evaluate the statistical significance for the mean difference of errors, a #-test involving
three pairs of model settings is conducted on the RMSEs generated using the bootstrapping
method. Firstly, a bootstrapped sample of the same size 1460 is generated by sampling
with replacement from the original squared errors for each model setting. Secondly, the
square root of the average squared errors for every bootstrapped sample is computed. After
running the two-step bootsrapped procedure 10,000 times, the bootstrapped RMSEs are
then produced for the paired #-test.

We report in Table 2.5 the Bonferroni-corrected p-values accounting for the pairwise set-
tings. With a significance level of 5%, we see that the results for the 1- and 2-state settings
are statistically different and the same conclusion holds for the results involving 1- and 3-
state settings. The results for the 2- and 3-state settings though are not statistically different.
This implies two things: (1) there is a benefit in adding regime-switching features to the
model setting; and (2) a 2-state model is sufficient for the DAT's series under examination.

These findings support the observations in Section 2.5.3.1.

1-state 1-state 2-state
r-test VS VS VS
2-state 3-state 3-state

p-value | 0.01259 7.06352x1075 0.57193

Table 2.5: Bonferroni-adjusted p-values of a 7-test applied on bootsrapped-generated RM-
SEs

To balance the model’s goodness of fit and complexity, we also adopt the Akaike Infor-
mation Criterion (AIC) in choosing the ‘best-performing” model. The AIC is calculated

as
AIC = -2]log L(X; v) + 2w, (2.36)

where w is the number of estimated parameters included in the model, and log L (X; v)
denotes the model’s loglikelihood evaluated using the data X and a set of parameters v. The
preferred model has the lowest AIC value. In terms of the observed X;’s and parameter set

v, the loglikelihood is given by

log L (Xj; v) =

(2.37)

M=

(log( ! )_ Xk_n(Yk—l)—5(Yk—1))
=1 V2re (yio1) 2€% (yi-1) ’
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where B is the number of observations in each algorithm pass.

From equation (2.36), a model that has high loglikelihood is favoured and a complex model
(in the sense of having many parameters) is penalised. Looking at (2.11) and II, we obtain
the number of parameters to be estimated for each model setting and this is shown in Table

2.6. These inputs are necessary to complete the calculation of (2.36).

Setting I-state 2-state 3-state N-state
No. of parameters 3 8 15 BN+ (N-1)N

Table 2.6: Number of parameters to be estimated under HMM

With the aid of equation (2.37) and Table 2.6, we calculated the AIC values in Table 2.7
for the HMM settings as well as the setting with no regime-switching. Table 2.7 shows that
both the 2- and 3-state HMM settings have lower AIC values than that of the 1-state model.
It indicates that there is merit in embedding the regime-switching feature into the model.
Also, the 2-state HMM model produces the lowest AIC value. So, this result together with
the error analysis leads us to conclude that the 2-state HMM setting is the most suitable for

our data set under examination.

Model Number of parameters AlIC

1-state model 3 2899.7982
2-state HMM 8 2888.4031
3-state HMM 15 2897.7614

Table 2.7: AIC analysis

2.6 Application to the pricing of temperature-dependent

contracts

The parameter estimation and error analysis performed in the previous sections indicate
that a 2-state HMM framework presents a better performance in capturing the dynam-
ics of DATs and HDD index. Therefore, we shall utilise the optimal estimates generated
through the filtering recursions in pricing weather contracts. In this section, mathematical
expressions for the price of HDD futures and options are derived with the consideration
of the price of risk. Furthermore, a numerical example on pricing a European-call op-

tion via simulation is presented. A sensitivity analysis, under a 2-state HMM setting, is
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Regions Contract types Contract periods One contract size
Monthly HDD Oct-Apr $20
North America Monthly CDD Apr-Oct
(US & Canada) Seasonal HDD  Nov-Mar & Dec-Feb
Seasonal CDD  May-Sept & Jul-Aug
Europe Monthly CAT Apr-Oct €20 or £20

(Schengen Areas & UK) Seasonal CAT 2-7 consecutive months
from Apr-Oct

Table 2.8: Specifications of typical CME temperature-based contracts

also implemented to examine the extent of each parameter’s influence to the value of a

temperature-based derivative.

2.6.1 Temperature-based derivatives

Although there are various underlying variables for weather derivatives such as tempera-
ture, air pressure, humidity, etc, the most commonly used underlying is a temperature-based
index. Temperature-based futures and options are the main financial products trading in
the CME covering many regions and countries around the globe. These temperature index-
linked products quantify weather and make it as tradeable as some other regular underlying
assets such as stocks and commodities. They are currently geared to average monthly and

seasonal weather in several north American and European cities.

In the United States and Canada, the CME weather contracts are mainly written on the HDD
or CDD index with a monthly or seasonal duration, whilst weather derivatives in Europe are
normally based on the CAT index. Table 2.8 summarises the specifications of typical CME
temperature-based futures and options. These products written on accumulated indices
over a calendar duration are financially settled at the end of the index or contract period.
The most common option style so far is a European-type option in both the OTC market
and CME, which may only be exercised at its expiration date. A cap on the maximum
payout is normally set for OTC weather contracts, whereas there is currently no such limit
for those trading in the CME. In contrast to temperature-based option contracts, regular
options traded in the CME typically specify index futures as the underlying variables. A
standardised temperature-based contract normally contains five basic elements listed in
Table 2.9.
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Element Description

Underlying variable A temperature-based index or index futures
Contract period Accumulated and consecutive calendar period
Contract (tick) size A dollar amount attached to each HDD, CDD or CAT point
Land-based station A specific station that reports observations
including temperature for a particular area
Payoff function A function that converts a tradeable temperature-based index

into a cash flow in terms of the above four elements.

Table 2.9: Elements of a standardised temperature-based contract

2.6.2 Pricing of temperature-based index futures and options

In the literature, there are two mainstream approaches in modelling the underlying geared
towards the pricing of temperature-driven contracts. The first approach is to employ a
continuous-time process modelling the DATs. For instance, Bellini [3] proposed an ex-
tended OU model for DAT's and to price HDD/CDD contracts assuming a Lévy-type noise
process. Benth and Saltyté-Benth [5] computed futures and option prices using a continuous-
time autoregressive model for the temperature dynamics under a normality assumption.
The second approach is to adopt a discrete-time process to model DATs considering that
temperature indices are defined as discrete sums of DATSs rather than integrals over a spe-
cific period. Moreno [30] demonstrated that it is not necessary to estimate DATs continu-

ously and the goodness of fit using a discrete-time process is deemed satisfactory.

The first approach facilitates various computations for valuation via stochastic calculus and
the latter one is mostly used in the actuarial field under a discrete-time framework. The
pricing conducted in this chapter employs a continuous-time OU process but such a pro-
cess is discretised in order to estimate the model parameters. Once parameter estimates are
available, as in our case, any temperature-based derivative can be theoretically valued by
taking the expectation of its discounted payoft at contract’s maturity. We derive the pricing
formulae for temperature-based futures and options, and include a specific pricing example

via simulation.

The market of weather derivatives is relatively less liquid and this complication is exacer-
bated as well by the fact that the temperature itself cannot be either stored or traded. A

zero risk premium could not be necessarily assumed because weather contract prices are
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not independent of the regime shifts in our model and investors’ risk aversions especially
in such a somewhat illiquid market. Hence, the price of risk process A, of the underlying
variable ought to be considered in order to determine a fair price for a temperature-based

contract.

2.6.3 The price of risk and risk-neutral measure Q

In a complete market, there is a unique risk-neutral probability measure equivalent to the
real-world probability measure, where the price of any contingent claim is the expected
value of its payoff discounted at the risk-free rate. However, the weather-derivatives mar-
ket is incomplete because the underlying variable (temperature index) is not storable or
tradable. This hampers a straightforward adoption of the no-arbitrage arguments to price
weather-derivative instruments. Notwithstanding this difficulty, a risk-neutral valuation can
still be utilised in incomplete markets; see Xu et al. [38]. In an incomplete market, there
are several equivalent-martingale or risk-neutral measures to choose from. More specifi-
cally, there is a risk-neutral measure Q equivalent to the objective measure P for pricing
weather derivatives; see [31]. The rationale in selecting or constructing this Q is detailed

in the subsequent discussion.

We first note that there is also an issue regarding the risk-neutral valuation for illiquid and
incomplete markets such as the market for weather derivatives. This arises from the lack
of observed market prices that supposedly could determine the risk-neutral parameters and
the martingale measure Q. In any event, the price obtained under Q can be regarded as a
benchmark similar to the idea of pricing other exotic and structured products not yet avail-
able in the market. This “benchmarking principle” was espoused in Gao et al. [25] in which
the risk-neutral valuation was still employed to get no-arbitrage prices for a guaranteed an-
nuity option; this was done even though market information is insufficient to reflect certain
conditions concerning insurance-related contingent claims. Moreover, the risk-neutral val-
uation was applied to price a product dependent on an underlying (i.e., mortality rate) that

is also non-tradeable and storable.

Akin to the pricing under Q is the concept of the market price of risk A, at time ¢, which
links the P to the Q—dynamics of the underlying variable. The quantity A, could be assumed
zero if only to attain simplicity and tractability. But, some recent findings indicate that A,

associated with the temperature variable is significantly different from 0; see Xu et al. [38],
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Benth et al. [4], and Elias et al. [14]. In this chapter, we shall investigate the impact of 4, in
the pricing of weather contracts. This in turn requires an explicit expression for 7 under Q.
The formal justification for a risk-neutral measure Q utilised for weather-derivative pricing
in our set up follows from Weron’s work [31], which is anchored intimately on A, that is

assumed a real-valued measurable and bounded process.

Through the Girsanov’s theorem, there are probability measures Q and Q* equivalent to P,
such that

!
BY =B, + f Ads = B, + A, (2.38)
0

where B?' is a standard Brownian motion under Q" and B, is a P-Brownian motion driv-
ing our deseasonalised process X; in equation (2.5). Benth and galtyté-Benth [5] stated the
existence of a flexible class of risk-neutral probabilities (e.g., Q) that can be obtained from
the time-varying A, to fit the forward curves. As Q" is a risk-adjusted or risk-neutral prob-
ability measure (see page 151 of [31] and page 173 of [2]), this signifies that Q" coincide

with the needed Q for the purpose of our valuation.

Referring to the construction arguments in [31], we obtain the condition 02 = 09— %’f where

69 is defined under Q. So extending [31] to our framework, A, links the parameters of our

proposed model through
A&(y:)
a(y;) ,

where a(y,), £(y,), and 6(y,) are given in equation (2.11). Here, 6*(y,) is the new parameter

6" (y) = 6(y,) - (2.39)

under Q that replaces 6(y,) in the OU process after taking into account A,, which encapsu-
lates both the (1) price of risk due to regime switching and (ii) market price of risk (due to
the shocks from B,).

Remark 3: The introduction of Q essentially introduces a market price of risk parame-
ter 4,. As such, we refer to A, as a form of an ‘insurance premium’ for taking uncertainty

risks as notably identified in (i) and (ii) above.

A rigourous construction of a regime-switching A, under a discrete-time OU process in
the context of bond pricing is given in [20]. Such construction in our option-pricing frame-
work is a separate issue and not within the scope of this research. For illustrative intent,

we assume that A, is a non-zero constant for all regimes in the HMM setting, but we shall
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investigate the effect of its variation in the succeeding sensitivity analysis. For weather-

derivative valuation, we utilise
dX; = a(y) (O (y,) — X,)dt + £(y,)dBY (2.40)
and
dT, = dS, + a(y)(@" (y,) — X,)dt + &(y,)dBP. (2.41)

Consequently, we have the explicit form

f
T,=S,+ Xse—a(yz)(t—é') + (1 _ e—a(y;)(t—S))g*(yt) + é:(yt)e—a(ymf ea(yu)udBuQ_ (2_42)

As asserted in Geman and Leonardi [26], the hypothesis for accumulated-degree days in
pricing weather contracts on temperature indices being normally distributed is accepted
by both researchers and practitioners. In Benth and Saltyté-Benth [5], the DATSs are mod-
elled by an OU process having a seasonal volatility, and the HDD/CDD-index pricing was
accomplished under the normality assumption. More recently, Alexandridis and Zapranis
[2] verified the suitability of such a normality assumption. Under the same assumption
together with the principles employed in [2] and [5], we derive pricing formulae for HDD
futures and options under the OU-HMM settings.

It is assumed that the contract’s period is [7y, T,], the contract size is 1 monetary unit for
each index point, and the risk-free interest rate ry is constant with continuous compound-
ing. The HDD futures price Fy (¢, 7, 7,) is evaluated under two scenarios: (i) at time ¢
before the contract period, i.e., 0 < t < 7; < 7, and (ii) at a time ¢ within the contract

period, i.e.,0 <7 <t <71,

From Benth and Saltyté-Benth’s reasoning [5], e"f(TZ")EQ[ fT Tz max (Tyase — Ty, 0)dv
—Fy(t,t1,72) L%] = 0; and so the HDD futures price, as an ¥,-adapted stochastic process,

must be defined as
T2
Fy(t,71,,7,) = E2 [ f max (Toase — Ty, 0) dv|ﬁ,]. (2.43)
71

For the European HDD call option, we consider two types: a call dependent on the HDD
itself and a call dependent on the HDD futures price. The pricing results, whose proofs
are given in Appendix B, are presented in Propositions 2.6.1— 2.6.3 below under the model
described in (2.41).
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Proposition 2.6.1 The HDD futures price for the contract period 0 < 1| < T, is given by

2 M(t9v9Xt)
A D|——— <t<
fn (t,v) ( AG) )dv 0<t<11<1y

FH (t7Tl7T2) = EQ [Hlyt] =

t
fmaX(Tbase_Tu, 0)du 0<1 <t<1y,
o M (1, v, X)
+ A(t,vyD|————|d
ft () ( AGY) ) '

where
T2
H = f max (Tpaee — Ty, 0)dv,
T1
M ([, v, Xt) :Tbase - Sv - Xtea(y,)(v—t) + (1 - eoz(y,)(v—t))g*(yt)’

and A*(t,v) =& (y,)e** f e2dy, D (x) = x® (x) + ¢ (x)
t

with ® and ¢ are the cumulative and probability density functions of a standard normal

distribution, respectively.

Proposition 2.6.2 The price of a European call option written on an HDD futures price at

time t is given by

F
Cr, (1, K, 7) = &1 f (Fu — K) g (Fu) dFy,
K

where

(" M (t,v,X,) 3
FH_f A(t,v)D(—A(t,v) )dv, F, = max(Fpg),

T1
T7 IS the expiration date, t < Tr < Ty < Ty, K is the strike price, r is the risk-free interest

rate, and g(x) is the probability density function of a random variable X.

Proposition 2.6.3 The price of a European call option written on HDD at time t is given
by
H,

Cy(t,K,17) = e_’(TT_t)f (H-K)g(H)dH,

K
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where
T
H = f max (Tpgee — Ty, 0)dv, H,, = max(H),
t

T7 is the expiration date, t < 17, K is the strike price, r is the risk-free interest rate, and

g(x) is the probability density function of a random variable X.

2.6.4 Pricing of a temperature-based contract

When pricing HDD options in Alaton et al. [1], the distribution of HDD is Gaussian and the
probability of max(7y,s — 7, 0) = 0 1s close to zero during the winter period. Adopting this
assumption to Proposition 2.6.3 with M, and A? for the mean and variance of H, respec-
tively, setting H,, to infinity, and employing the method in deriving the result in Proposition
2.6.1, we have

H,y,
Cu (1, K, 77) = &0 f (H - K) g (H) dH

K
M.-K M.-K
=TI (M, - K)® +¢
A A
M.-K
= e"(TT")ACD( T ) . (2.44)

The normal distribution for modelling HDD provides a good fit in several winter months
for almost all locations [28]. However, it is almost impossible to obtain a good fit in mod-
elling the HDD in other months with the use of the normal distribution most especially in
December when cold temperatures give rise to heavy tails in the empirical distribution of
the HDD. Therefore, this assumption is not quite realistic for Proposition 2.6.3 in pricing a
one-month weather option contract. Although an analytic valuation formula can be gener-
ated due to the simplicity of a Gaussian distribution, such distribution is probably going to

be adequate only in valuing a seasonal HDD option rather than a contract for one month.

To compute the prices of futures and options written on HDD, we note the path-dependent
nature of the expected payoft, which can be calculated efficiently using the Monte-Carlo
(MC) simulation method. We perform the valuation under a 2-state HMM model and

include as well the price of the risk process. In particular, we evaluate

Fih (6,71,7) = VEC |H'|Z,], (2.45)
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Coy (t,K,77) = e " PVEL [max (H' - K, 0) 7], (2.46)

where V is the contract size, and H? is defined as Z:f max (Tpae — T, 0) in (2.45) and
;" max (Ty,e — T, 0) in (2.46) consistent with the respective notations employed in Propo-
sitions 2.6.1 and 2.6.3.

We examine closely the valuation of HDD call options through a sensitivity analysis. Also,
in order to make a valid comparison between the option prices generated under our model
and the results in Elias et al. [14], we make certain conditions uniform between the con-
tract in our study and that in [14]. Consider a European call with effectivity of 01 — 31 Dec
2012, and t = 0, V = $20, and K = $580 in equation (2.46). We set r = 1%, which is
the 1-year T-bill’s yield as published by the Bank of Canada in 2012, to proxy the interest
rate. Having optimal estimates for 6 (y;), @ (yx), and € (y;) in Section 2.5, and granting A, is
known or assigned, a value for 8*(y,) in accordance with (2.39) is immediate. Moreover, T'
and H? can be calculated based on equations (2.41) and (2.46), respectively. The optimal

estimates for parameters to compute 7 and H? are shown in Table 2.10.

Unlike a regular underlying variable, temperature varies geographically over swaths of a
particular region, and this further adds to the difficulty of determining the appropriate level
of A,. The market price of risk associated with the temperature variable is deemed signifi-
cant in pricing weather futures and options. Risk premia, across a range of risk aversions,
for several cities in America were established in terms of the contemporaneous correlation
levels between aggregate dividends and temperature in [9]. Here, aggregate dividends refer
to the total consumption of investors so that temperature-related contingent claims can be
priced by considering the corresponding payoff and the utility function on consumption.
In particular, risk premia for temperature-dependent call options in Chicago and New York

were estimated to be 5.73% and 7.63% respectively.

Assuming that the risk premium solely depends on the market price of risk associated
with the underlying variable, the average of the two risk premium values for the two cities
(Chicago and New York) located close to Toronto, which is 4, = 6.68%, is utilised in our

illustrative example.

In their pricing calculations, Elias et al. [14] assumed r = 5% in 2008, and used an expected
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— — — —
—_

Parameter estimate ) n € 0 a 3 o
Regime 1 0.7146  0.0390 0.6229 0.1367 0.3361 0.7301 -0.0084
Regime 2 0.5166 -0.0889 0.6929 -0.1839 0.6604 0.9301 -0.2779

Table 2.10: Optimal parameter estimates for the 2-state HMM model with and without the

market price of risk

HDD in their payoff function. In our case, after simulating the underlying variable H using
the optimal estimates in Table 2.10, we perform 10,000 simulations to evaluate the expected
payoff in (2.46). Then, by embedding A, into a 2-state HMM-based model, we get the call
option price written on HDD as

Cd

H4

31 ;
(o, 580, %) = ¢ 0015552 0R2 [max (Hd — 580, 0) '3?0] — $861.33. (2.47)

If A; is not considered in equation (2.47), the price is just $507.53. The SEs of the MC
simulations with and without 4, are 8.9369 and 6.3323 respectively, and the corresponding
95% confidence intervals are [843.81, 878.85] and [495.12, 519.94]. In this case, 10,000
simulations are sufficient to obtain a desired level of accuracy at the significance level of
5%.

Figure 2.10 exhibits the variation of the HDD option prices with and without the price of
risk process, over a range of strike HDD. As the strike price K increases from 540 to 620,
both option prices decline. They reach zero at K = 623.10 and K = 605.49 respectively.
Indeed, the price of risk process does make a substantial difference in pricing an HDD call
option for each strike HDD.

2.6.5 Sensitivity analysis of temperature-based option price

Sensitivity analysis entails the variation of one model parameter over a certain range, whilst
holding the rest of the parameters fixed, in order to see the impact on the option price. Sim-
ilar to the idea in Siu et.al [33], we shall do such an analysis under a 2-state HMM model,
which turned out to be the best-fitting model given our data set. Using the pricing example
highlighted in Section 2.6.4, we perform sensitivity analyses on the price of risk process,

Markov chain’s intensity matrix, and other model parameters.

Figure 2.11 shows the influence of A, on the HDD call option price by changing its value

from 0 to 20%. The option price rises with an increasing A,, which is consistent with the
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Figure 2.10: One-month call option price with initial state 1 versus HDD strike

results from Elias et. al [14] and it constitutes a significant portion of the temperature-based

derivative’s price.
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Figure 2.11: HDD call option price with initial state 1 versus market price of risk

To easily interpret our numerical results, we denote states 1 and 2 as “hot” and “cold”

regimes, respectively, corresponding to the hot and cold fronts in the 2-state HMM-temperature
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model setting. The intensity matrix P is then given by

P:(—p p )
p -p

where p, the intensity parameter, is the rate of entering into/leaving from one state to an-
other. The use of the matrix P facilitates in probing the option-price sensitivity associated
with the jump probability of the Markov chain as we only have one parameter to focus on,
which is p in this case. For such a purpose, a convenient and practical representation of
matrix Il, defined in (2.9), is

n:expa)):%“ 1]+%e-21’( ! _1]. (2.48)

In our numerical demonstration, the values of p are set to 0.1, 0.3, 0.5, 0.7, and 0.9 and our
simulations consider starting states 1 and 2 at ¢ = 0O separately. The tremendous impact of
the intensity parameter is shown in Table 2.11; a comparison with the pricing results for
the HDD call options with no-regime switching model is included. When the initial regime
is state 2 (cold), the intensity negatively affects the HDD call option, i.e., a higher intensity
implies a faster rate of switching into a “hot” state. This leads to a smaller HDD, and so
a lower option price based on equation (2.46). When we start with a “cold” regime and
during the month of December as considered in our example, HDD calculated from the
two-state HMM model ought to be generally higher than the ones generated from simula-

tion with initial state 1 (hot).

On the other hand, when the initial regime is state 2 (cold), lower p’s produce higher op-
tion prices. This is because when p is low, the probability of remaining in the initial state
is high. Option prices produced by a no-regime switching model are very close to the ones
generated from the 2-state HMM model with p = 0.1 and initial state 2 in Table 2.11. This
is expected since a very small p indicates a very slow switching from the “cold” state to a

“hot” state within the context of the December contract period.

We utilise an increment level of 0.2 for the sensitivity analyses involving 6%, @, and &.
The values of optimal estimates listed in Table 2.10 are regarded as starting benchmarks
when adding or lowering increment levels. Figure 2.12 depicts the option prices computed

through varying values of 6. It is apparent that a change in 6] greatly influences the option
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price. With initial state 1, as 6] increases, the option price dramatically decreases and with
initial state 2, we have the opposite conclusion for the option price. This is because when
the mean-level 6" is low (cold), HDD is high giving a high positive HDD payoff. Figure
2.13 depicts the impact of varying ¢; on the option price. Even though the prices decline
along with the increase of ¢ similar to the impact trend of 6], the prices under & are a
bit more spread out upwards compared to those under 6]. This is because 6 represents the
mean level under a cold state. Once we increase 65, even though option prices decline, any
subsequent switches to the hot state is not sufficient to drastically perturb the price level

under state 2.

Figures 2.14 and 2.15 display the respective plots of option prices by varying the values of
a; and ;. Although a slight increase in option price can be identified with a corresponding
increase in a, no drastic fluctuations appear under both “cold” and “hot” initial regimes.
The same can be observed in the option prices when «; is varied in Figure 2.15. However,

the option prices can be seen to be a wee bit higher under initial state 2 for both @ and «;.

The impact of &, on the option price starting with the respective “hot” and “cold” states
is illustrated in Figure 2.16. The effect of varying &, on the option price is also presented
in Figure 2.17. The option price decreases with increasing &; irrespective of whether the
initial state is 1 or 2, whilst the opposite is true for the option price when &, increases.
Moreover, & seems to have a slightly more effect on the variability of option prices than
&, does given the same increment. An increasing volatility under state 1 (hot) leads to a
rising temperature level, which in turn yields a decreasing option price. The results also
suggest that the variation of &, under initial state 2 contributes more to the variation of the
option prices when compared to those obtained from the same variation levels of & under
the initial state 1 as shown in Figures 2.16 and 2.17. Higher volatility & under the initial
“cold” state results to higher option prices along with the fact that the sensitivity analysis

is conducted for the cold month period of December in our illustrative case.

Remark 4: The standard errors of option prices calculated in (2.47) of subsection 2.6.4,
as well as of those displayed in Figure 2.11 and Table 2.11 of subsection 2.6.5 fall in the
range [$6.67, $9.61].
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Strike HDD K. =520 K.=530 K.=540 K.=550 K.=560 K. =570 K. =580
1-state model 1993.40 1798.78 1607.25 1420.29 1239.71 1066.88 903.97
p=0.1 1642.04 1442.20 1242.37 1042.54 842.71 642.88 443.05
Initial p=03 1652.74 1452.91 1253.08 1053.25 853.42 653.59 453.76
state 1 p=0.5 1808.83 1609.00 1409.17 1209.34 1009.51 809.68 609.85
(Hotstate) p=0.7 1918.75 1718.92 1519.09 1319.26 1119.43 919.60 719.77
p=09 1919.37 1719.54 1519.71 1319.88 1120.05 920.22 720.39
p=0.1 2045.34 1845.51 1645.68 1445.85 1246.02 1046.19 846.36
Initial p=03 2037.09 1837.26 1637.43 1437.60 1237.77 1037.94 838.11
state 2 p=05 1925.11 1725.28 1525.45 1325.62 1125.79 925.95 726.12
(Cold state) p=0.7 1908.94 1709.16 1509.28 1309.45 1109.62 909.78 709.95
p=09 1863.26 1663.43 1463.60 1263.77 1063.94 864.11 664.28
Table 2.11: HDD call option price for varying intensities p
HDD call option price: initial state 1 HDD call option price: initial state 2
—I < 0, =-0.4084 — "‘\_\ 0, =-0.4084
8 o o R e} =-0.2084 8 o ‘8\_\_\ R e} =-0.2084
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Figure 2.12: HDD call option price for varying 6}
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Figure 2.13: HDD call option price for varying 6;
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Figure 2.14: HDD call option price for varying a;
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Figure 2.16: HDD call option price for varying &;
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Figure 2.17: HDD call option price for varying &,

2.7 Conclusion

We implemented the parameter estimation of a temperature model, comprising of seasonal
and stochastic components with mean reversion, designed to accurately capture the charac-
teristics unique to the dynamics of the DATs. As the model parameters are modulated by
HMM, the HMM-based filtering technique, via change of reference probability measure,
along with the EM algorithm was employed to provide self-tuning parameters. We tested
the model and estimation method on a 4-year Toronto’s DATs. The one-step ahead fore-
casting errors and the AIC metrics were generated, and on their bases, the 2-state HMM is
deemed to adequately model the 4-year Toronto DATs data set. Furthermore, we derived
an expression for the price of HDD futures and option contracts by taking into account the
price of risk process. Sensitivity analyses, under a 2-state HMM setting, were also per-
formed by probing the behaviour of the option price as the intensity of the transition matrix
and other model parameters were varied. We found that the mean-reverting level 6 and

volatility £ have significant effects on pricing temperature-linked options.

Our work complements that in [14] and further elevates the use of regime-switching model
for temperature modelling at a level that supports an interactive platform, given a data set,
for the pricing and risk management of weather derivatives. A natural extension of this
work is to investigate dynamic risk management under our setting and using filtered and
optimal parameter estimates obtained from our estimation approach. The results could

then be benchmarked with those from current estimation methodology for weather-linked
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contracts. A stress-testing comparison using the framework put forward here and other
modelling approaches could be pursued as well in the context of portfolio optimisation,
in the spirit of [24] for instance; or risk measurement similar to the objectives of [25]
but for weather derivatives instead; and modelling of weather futures prices constituting a

multivariate time series resembling to the analysis in [12].
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Chapter 3

A self-updating model driven by a
higher-order hidden Markov chain for

temperature dynamics

3.1 Introduction

Over $2.4 trillion in economic losses and nearly 2 million deaths globally have been re-
ported as a result of weather-related hazards since 1971; see [34]. Catastrophes, such as
floods, tornadoes and hurricanes, are well-publicised as a result of the heavy casualties and
enormous property losses that they cause. But, whilst these weather-driven disasters are
getting more attention, we note that even some slight abberations of weather conditions, al-
though non-catastrophic, could undeniably still be matters of consequence too. They may
not produce immediately tremendous losses, yet their accompanying potential risks could
materialise later in the future with more frequency as well as lead to more widespread im-
pact on business and economy. Weather risk, for instance, is best depicted by crop yields
that may drop substantially due to prolonged droughts or rainy season. Poor weather hugely
affects planned construction schedules. Cold winters increase operational costs of energy

consumers.

Dutton and John [13] concluded that weather and climate risks exist in nearly 33.3% of
the private industry activities and 39.1% of the U.S. gross domestic product is weather-
sensitive. In order to hedge the risks associated with such non-catastrophic weather condi-

tions, the so-called weather derivatives were created. Their values depend on the underlying
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variables governed by weather-related measurements, such as temperature, humidity, rain-
fall and snowfall. As documented in Considine [8], the first weather-derivative transaction
took place in 1997, which was executed by Aquila Energy and embedded in a power con-
tract. It is noted in Cao and Wei [9] that the Chicago Mercantile Exchange (CME) launched
the first exchange-traded weather derivatives linked to temperature in 1999. Since then,
the volume of weather derivatives grew rapidly both in the exchange and over-the-counter
(OTC) markets. Notional values of weather derivative contracts processed in the exchange
market are greater than those in the OTC market. Yet, interestingly, investors and other
market participants are more actively involved in the OTC market according to the survey

reported by Price Waterhouse Coopers (PwC); see [28].

In contrast to the traditional financial derivatives whose underlying assets are typically
bonds and stocks, weather derivatives are dependent on non-negotiable underlying indices
that have no price themselves. Such indices are introduced to quantify weather phenomena
but casually employed to construct the basis of a weather derivative contract. As stated
by Elias et al. [14], over 90% of weather derivatives are temperature-based. Weather fu-
tures and options traded in the CME are written on temperature heating degree day (HDD),
cooling degree day (CDD) and cumulative average temperature (CAT) indices. The most
distinctive feature of these temperature-based indices is that, unlike conventional financial
underlying asset, they are not tradeable or storable. Therefore, the traditional no-arbitrage
pricing approach, utilised in the Black-Scholes modelling framework, is not applicable to
pricing weather derivatives [10]. Without delving into the challenges of derivative valua-
tion concerning the choice of an appropriate pricing measure, which are outside the scope
of this research, our aim is to develop a model that could accurately capture the salient
features of the evolution of temperature data. Our proposed model then may be useful in

accurately pricing weather derivatives.

In the literature, several studies were conducted to address the pricing of weather deriva-
tives. It is asserted in Dorfleitner and Wimmer [12] that the historical burn analysis (HBA)
is normally adopted by most investors given its straightforwardness and ease of replication.
Nevertheless, Jewson and Brix [25] argued that HBA is bound to be biased and prone to
large pricing errors, and so, time-series methods are proposed in [25] instead. Davis [10]
dealt with weather derivative pricing by relying on the marginal substitution value principle

of mathematical economics.
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More recent studies considered the Ornstein-Uhlenbeck (OU) process in reproducing the
dynamic behaviour of the temperature series. In comparison to simulating temperature
indices in the HBA method, modelling the daily average temperature (DAT) directly gen-
erates more accurate outcomes since it contains more information under both regular and
extreme conditions. The estimated DAT model is then utilised to develop corresponding
temperature indices. These indices are used to determine the price of various weather
derivatives together with their risk management. Dischel [11] first proposed the concept
of adopting a continuous-time stochastic process to capture the dynamics of temperature.
Alaton et al. [1] improved Dischel’s model by incorporating seasonalities in the mean with
a sinusoidal function. Benth and Saltyte-Benth [3] studied DAT variations with an OU pro-

cess, where the noise follows a generalised hyperbolic Lévy process.

However, the application of a one-state stochastic process in almost all of the above-
mentioned papers may not describe the behaviour of temperature with great accuracy, es-
pecially during drastic changes in regimes or emergence of entirely different states as in
the occurrence of occasional climatic changes. This consideration inspires the extension of
the typical OU mean-reverting process with the addition of the regime-switching feature. It
seems that the research of Elias et al. [14] was by far the only paper that employs a regime-
switching approach to model the stochastic behaviour of temperature. They applied lattices
to construct corresponding models and concluded that the HDD and CDD generated by a
two-state process were closer to the observed data than those obtained by a single stochas-

tic process.

To take several steps of research progress farther away from the accomplishments in [14],
the purpose of this work is to develop self-calibrating higher-order hidden Markov model
(HOHMM) filtering algorithms that provide improved accuracy in capturing the behaviour
and features of temperature, which will be beneficial for better valuation and risk man-
agement of weather futures and option products. An HOHMM of order k is an HMM
that takes into account the HMM values up to lag k; in the literature, HOHMM is also
termed as a weak HMM as the memoryless assumption is weakened or relaxed to account
for information revealed in the last k steps. The usual HMM has found many financial
and economic applications, and pioneering developments, with the illustration of a two-
state regime-switching model, are highlighted in Hamilton [22]. Elliott et al. [6] made
significant landmarks in the estimation methodology of HMM via the change of measure

technique for model identification after processing batches of data. Since then, researchers
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put forward HMM-modulated models to address various problems in quantitative finance,
insurance, economics, epidemiology, and other branches of the sciences and engineering.
Erlwein and Mamon [18] is a precursor to our development of an HOHMM driving a mean-
reverting process. We note that Mamon et al. [26] devised a 2-state HMM in modelling
commodity prices and then analysed A-step ahead price predictions. Nonetheless, the mem-
oryless property in the regular Markov assumption is a real drawback as models must also
capture long-range dependency in the observed economic and financial data. To this end,
Xi and Mamon [32], for instance, promoted the modelling of risky asset’s log returns with
the use of an HOHMM for a more flexible framework and possibility of better forecasting
performance. This promising approach is primarily applied in speech recognition although
its application in finance has started gradually to take momentum in recent years. For ex-
ample, Ching et al. [7] priced exotic options assuming the variable’s dynamics are under
the HOHMM setting. With the aid of a higher-order Markov model, Siu et al. [28] in-
vestigated some aspects of risk management and examined the model’s influence on risk

measures through back testing.

The departure of our contributions from the current state of the art in Markov-switching
temperature modelling is highlighted by the following accomplishments in the study: (i)
Our proposed modelling approach simultaneously captures four important stylised facts of
temperature evolution, which are the mean-reversion, seasonality, memory and stochas-
ticity. (ii) Although adopted from the literature in Markovian regime-switching models
for economic and financial variables, to the best of our knowledge, this research is the
first to put forward a dynamic estimation procedure that readily gives parameter updates
whenever a new set of data becomes available. (iii) The embedding of the HOHMM in
the OU-modelling framework is also new in an attempt to capture the memory property in
the temperature data series. (iv) Within the OU-modelling set up, we develop the filtering
results relying on a transformation that converts a second-order HOHMM into a regular
HMM [26]; hence, our approach enables the estimation of higher-order HOHMM to be
implemented via an HOHMM-order reduction. (v) Finally, systematic and sufficient model
implementation details are laid out including various diagnostics and validation based on
techniques from statistical analysis and inference. Such details are beneficial for practition-
ers in building efficient computing platforms and interfaces with their business software as
well as to other scientists in constructing a modelling framework that examines the move-

ments and ability to control the dynamics of similar or related phenomena.
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The remaining parts of this chapter are structured as follows. Section 3.2 presents the for-
mulation of temperature modelling with a discrete-time higher-order hidden Markov chain
governing the model parameters. In Section 3.3, the change of probability measure is ap-
plied to derive recursive filtering equations for quantities that are functions of HOHMM and
necessary to carry out an online parameter estimation scheme in Section 3.4. The numer-
ical implementation of our proposed model and estimation method is detailed in Section
3.5 involving a data set of daily temperatures collected at the Toronto Pearson Airport. The
determination of the most appropriate model setting is given in Section 3.5 by comparing
the respective forecasting performance and penalised-log likelihood of different competing

set ups. Section 3.6 concludes.

3.2 Model description

3.2.1 Model for temperature derivatives

Majority of futures and option contracts on weather derivatives in the OTC and exchange-
traded markets are written on HDD, CDD and CAT measurements. We, therefore, con-
centrate on the modelling of the above-mentioned indices. In particular, HDD and CDD
were actualised to measure the demands of heating and cooling, respectively, of a certain
location, and CAT is simply the sum of DATSs over the contract period. Their corresponding

values over the time interval [7q, 7,] with 0 < 7; < 7, are given by

¥
HDD = Z max (Tbase - Tt’ O) 5
=7
T T2

CDD = Z max (T, — Toye, 0) and CAT = Z T,

=71 =71

where T, 1s the base temperature, usually given as 65°F, or 18°C in the market, T} is the
daily average temperature on day ¢, computed as M The contracts written on
these indices have a weekly, monthly or seasonal duration. HDD contracts typically cover
the cold months from October in one year to April of the following year, whilst the period
of the CDD contracts is the warm season that runs from April to October of the same year.

The overlapping months, October and April, are called the transition or shoulder months.

Some authors of previous papers (e.g., Dorfleitner and Wimmer [12]) attempted to price
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temperature derivatives using an index-modelling approach by modelling the aforesaid in-
dices directly. However, Benth et al.[2] argued that it is not appropriate to model the indices
directly to derive option prices because the dynamics for the futures price could not even
be obtained. Thus, for the valuation of temperature derivatives, we focus on modelling 7

that yields the needed indices as well as the dynamic representation of DATS.

Suppose (Q, .#, P) is an underlying probability space that supports the modelling of the
observed process T}, the DAT on day ¢. Following Benth et al. [2],

T,=X,+S,. (3.1)

Equation (3.1) has two components: X, that is assumed to follow an OU process with an
HOHMM-governed parameters and S,, which is a deterministic function devised to pin
down the seasonal trends and DATs’ mean reversion. As in Campbell and Diebold [5], the

seasonal component is given by

3
) 2r 2n

S;,=at+b+ ; ¢, Sin (dht%) + e;, cos (dht%)] , (3.2)

where d; = 1, d, = 2, d; = 4 to cover the yearly, semi-annual and quarterly patterns,

respectively.

3.2.2 Ornstein-Uhlenbeck (OU) process in the temperature model

We consider an OU model for the X, component of the temperature model in (3.1). In the
succeeding discussions, we denote all vectors by bold English/Greek letters in lowercase

and all matrices are represented by bold capitalised English/Greek letters.
3.2.2.1 HMM-modulated OU process
Consider the stochastic differential equation (SDE) for the OU process X; given by

where B, is a standard Brownian motion on some probability space. By Itd’s lemma and
for s < ¢, the SDE in (3.3) has the solution

!
X, = X,e Y 1 (1 — e )9 4 g f e™dB,. (3.4)



3.2. MODEL DESCRIPTION 69

By utilising the Euler approximation, the discretised version of (3.4) is

Xk+1 = e_‘m””‘Xk + (1 — e_aNkH)Q

1 _ e—ZLth
+& \/ G (3.5)

where Aty = tiy1 — 4 and {zx41} is a sequence of independent and identically distributed

(IID) standard normal random variables.

We assume that we have a homogeneous Markov chain y, with finite states in discrete time.
Its state space is associated with the canonical basis {e|,e,,... ,ey}, where ¢; = (0,...
,0,1,0,...,0)" € RY with 1 in the ith position, N stands for the total number of states, and
T denotes the transpose of a matrix. In a typical OU-HMM setting (e.g., Date et al. [9]),

X, with representation in (3.5) has parameters dependent on the Markov chain y,, i.e.,

X = e—fl(Yk)Atank +(1 - e—w(Yk)Atk+1)9(yk)

1 — e~2a(y) Atk
+ &(yi) ey Ter 1 (3.6)

In equation (3.6), the speed of mean-reversion «, the mean level of the process 6, and
the volatility & are all governed by y, making the model regime switching. Given the
representation of the Markov chain’s state space, a; := a(yy) = (@, Yi), O := 0(yr) =
(0,y1), and & := &(yy) = (£,y:), where (-, -) is the inner product in R".

3.2.2.2 HOHMM-modulated Ornstein-Uhlenbeck process

The second-order hidden Markov chain will be used as a prototype to develop the HOHMM
setting; such prototype’s simplicity will facilitate the discussion of concepts associated with
a generalised Markov chain of lag k (k = 1, 2, ...). Under this setting, the parameters «, 0
and & are governed by a second-order Markov chain y}’, which is defined on the stochastic
basis (Q, .7, {.%;}, P) with the canonical basis {e;, e,,... ,ey}. Write 7 := .Z#" Vv ﬁkB for
the global filtration, where ﬁkw is the filtration generated by o{y,...,y,} and 9,? is the
filtration generated by B,.

A discrete-time second-order hidden Markov chain y}” at current time k depends on states
that occurred at two prior lag times kK — 1 and k — 2. The key principle in the filtering
and estimation of HOHMM is the utility of a mapping that transforms an HOHMM into a
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regular HMM. In our case, a mapping, say, { converts the second-order Markov chain into

the usual Markov chain. The transformation £ is defined as
(e, e.) =€y, for 1 <b,c <N, (3.7

where e, denotes a unit vector with 1 in its ((b—1)N + ¢)th position. Then, the new Markov

chain satisfies the relation

YR Yi) ) = (Vi e)(YL - €0) (3.8)

and has the semi-martingale representation

g(YZH s yzj) = Hg(yzv’ yzv_]) + 6‘/:}4.1, (39)

where {6}, }i>1 is a martingale increment. So, E”[6;,,|.%"] = 0 and II is the associated

N? x N? probability transition matrix.

3.3 Recursive filtering

3.3.1 Reference probability measure

Deriving recursive filters under the real-world probability P, where there is dependence
amongst the observations, presents some difficulty. We construct an ideal probability mea-
sure O that makes computations manageable because under such an ideal measure, the
observed X;’s are IID. The calculations are then reverted back to the measure P via an ap-

propriate discretised version of the Girsanov density.

Suppose y}’ is a second-order hidden Markov chain that drives the model parameters of X;.
Write

Hyep = Py, = €dly; = €.y, =€),
where k > 1, and d,c,b € {1,2,...,N}. As in Siu et al. [28], H is an associated N X N>

probability transition matrix given by

hie hie -+ huy - i hva oo+ hiww

hoit haia -+ haiy -+ hant hono -+ honw

hyit - hyiv -+ hynt hyn2 -+ hvww
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Since we constructed ¢ to transform a second-order Markov chain into a regular Markov
chain, its corresponding N?x N? matrix of transition probabilities IT can be defined in terms
of H as

By - huy 0 - 0 - 0 -0
o -+ 0 i - hiw
0 -+ 0 -+ 0 - 0
0 0 0
hyiy -+ hyiv 0 - 0 :
M= 0 -+ 0 hyy - hyw - 0 - 0
0 - 0 -l - i
0 0 : - 0 0
0 0 0 0
: : : o - 0
0 .- 0 0 - 0 - hyni - hyww

where 7j; = hye, = P(Y),, = €dly) = €.y, =€) for j=(d—-1)N+c,i=(c—-1)N +b,

and rj; = 0 otherwise.
Under the HOHMM framework, the model for X, in (3.6) is modified to

Xirr = & (¥0) Xe + 9 () + 0 (%) 21 (3.10)
where

K(yz’) = e‘“(y}:)Aka , ﬁ(y:) — (1 _ e_a(y}:))m“')e(y;:) ,

1 — e~20(¥))2tn

2a (yl’f)

o(yy) = &)

As we do not observe the state of y}, it needs to be estimated and to this end, we work as
noted above under an ideal reference probability measure Q whose existence is justified by
the Kolmogorov’s extension theorem. Again, under Q, {z;}>1 1S a sequence of IID N(0, 1)

random variables and also independent of y}'.

Let Z; = 0(Xo, Xi,...,). We introduce the Girsanov’s density to back out P from Q given
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an Zj-adapted process ¥}’ defined by

k
Py = dQ . ]:1 k>1, Yo=1 (3.11)
4o ¢{Q(y;”_1) I[Xl_ﬂ(yy—l)_K(yKl)Xl—l]}
an = .
i Q(y}”_l)¢(Xz_1)

3.3.2 Calculation of recursive filters

Our goal is to obtain optimal parameter estimates under the real-world measure P through
self-updating filters that are functions of y;. The conditional expectation of any .7

adapted process given 2 is then needed. As mentioned above, calculations performed
under the Q measure could be done with ease. Moreover, the Bayes’ theorem for con-
ditional expectations provides a connection between values calculated under P and those

calculated under Q.

We establish adaptive filtering processes, under P, for estimators of quantities that are
functions of {(y}'.,,y}) as per equations (3.8) and (3.9), but by doing the analysis and

computations under measure Q. Write
si (cb) @ = P(YZV =€,y =€l Z)
= E[{{(y¢s yiio)- een) | 2] (3.12)
and s, = (s, (11), ..., s (ch), ..., sx (NN))" € RV  From the Bayes’ theorem for

conditional expectation,
EC¥y(yy, ¥y 2]

S = ELLOLYED 1 24 = —gargman) (3.13)
Write v;, := E€ [‘I’g{ vy, yZ_I)I%(], and note that
N
D LW €)= LY D = 1, (3.14)

c,b=1
where 1 is an R¥ -vector with 1 in all of its entries. Then, we have

N N
Z <vk, ecb> = Z <EQ [\szf(y/vf, yz_l)l%c] ’ ecb>

c,b=1 c,b=1

N
= EQ lP]v(V Z <§(y]v:, y;v:_l)’ ecb> I %c

c,b=1

=Ee [P | 2] (3.15)



3.3. RECURSIVE FILTERING 73

Along with equations (3.14) and (3.15), the conditional expectation of {(y}’,,,y};) under the
real-world probability measure P could be written explicitly as
Vi Vi

ZZC\,[bZI <vk’ ecb> - <vk’ 1>

As noted in Xi and Mamon [32], a diagonal matrix is needed to put recursive processes

Sk = (3.16)

in place under an HOHMM. Let D, be an N> x N? diagonal matrix to estimate several

functions of {(y}',,,y}), where

d/i 0 e 0
0o . 0 :
0 d¥
D, =
d 0
: 0o . 0
0 --- e 0 dY
with diagonal elements

g- (X -0, —KiXk—l)Qil). -

09 (Xi)

We define below various processes needed for the parameter estimation in the next section.

1. The number of jumps from state (e,,e,) to state e, up to time k, 2 < [/ < k and

r,s,t=1, ... ,N,is denoted by
k
A= ) (O e €] €). (3.18)
=2

2. The number of occupations up to time k, which is the length of time that Markov

chain y” spentin statee;, 2 </ < kandt=1, ... , N, is given by
k
B, = ) (Vie) =Bl + (€. (3.19)
=2

3. The number of occupations up to time k with the length of time that Markov chain

y" spent in state (e, e;), 2 </ <kand s,z =1, ... ,N, is calculated as

k
By := > (Y ey e, (3.20)
=2
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4. The auxiliary process related to the Markov chain y" for the function f up to time k

instatee, 2 <I<k,t=1, ... ,N,is computed as

k
CL) =Y FX)GY €)= Chy(f)
=2
+ f(Xk)<Y}f_1, e, (3.21)
where f has the form f(X) = X, f(X) = X?, or f(X) = X;_1 X.

5. The conditional expectation of {(y},,,y}) in Equation (3.16) can be written recur-

sively in terms of the diagonal matrix Dy, as

Si+1 = Dy, 8¢ (3.22)

Let G, be any Z;-measurable generic process defined in equations (3.18)-(3.21). From

Bayes’ theorem for conditional expectation, the ‘best estimate’ for Gy, is

- EC (PG | Zx
G. = EF [Gy 23] = EO[¥1Gu 2]

B2 (W)[X;)
CEC[WyG2i]  E2|wyGi2i
- ZZb:l Vinew) i, 1) 623

In order to get dynamic updates for G, every time an observed value X, arrives or a batch
of Xi’s becomes available, we provide recursions via the vector quantity G;{(y},y," ) that

will ultimately lead to an efficient updating of the scalar quantity Gk.

Write
v (Ge) = B2 [W) Gl 25 ] - (3.24)

By equation (3.14), the scalar y}'(Gy) can be calculated using the vector quantity GiJ(y}',y;",)
by noticing

Y (Gp) = v (Crll(yys v )
=y (Gl ¥ D)
=y €5y, b
= B (WY G (¢, v ) ) 120) (3.25)
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Therefore, equation (3.23) can be further calculated as

s _E[WG2] e
T el) )y’

(3.26)

which shows Gk can be obtained purely from calculations under Q and can be updated
dynamically if we have recursions for y;"(G;). So, to implement (3.26) for the quantities
A, B,i, B}, and C(f), we utilise the semi-martingale representation (3.9) to derive their

unnormalised recursive filtered estimates.

Adopting Xi and Mamon [32], let
K, 1<t<N

be an N2 x N? matrix with e;; on its (i — 1) N + £)th column and O elsewhere. Then we have

the following result.

Proposition 1: The vector recursions involving the respective quantities in equations (3.18)—
(3.21) are

Vi (ALY Y0) =Dk (ALY Yii)) + (s e5)ds, (Teg,, e)e,  (3.27)

’ylvcv+1 (B;<+l§(yz/+1’ YZV)) :HDkH)/I‘:/ (B;ﬁlg(ylv:’ ylvcv—l)) + Kldltc+1HSk’ (328)
Yirr Bl 3i-¥0) =MDryy (B LYY ¥ii1)) + (Sk- €r)dy, Tey,, (3.29)

Yirt (Chat (DLW ¥0)) =IDies1 vy (Con (NCYK ¥i-)) + f X Kidly, Msi. (3.30)

Proof The derivations are similar to those given in Mamon et al. [26].

3.4 Optimal parameter estimation

In this section, we present the optimal estimates for the parameters of our proposed temper-

ature model using the maximum-likelihood approach. Since maximising the likelihood or
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log-likelihood functions is not straightforward for such functions with complicated struc-
tures like ours, we employ the EM algorithm, which is an effective iterative method for

parameter estimation especially for an exponential family of models [29].

We shall show that our EM results give optimal estimates in terms of the filters in (3.22)
and (3.27)—(3.30). Consider a family of probability measures {P"",v" € T"} on (Q, F").
The algorithm is implemented by setting the initial P and then changing from P* to PV

reflecting the variation of the data to the updated parameters.

We refer to Y" = {«;, 9,0, hisr, 1 < t, 5,7 < N} as the set of parameters under our HOHMM

il

The sequence of log likelihoods yields monotonically non-decreasing ML estimates, which

setting. The corresponding maximum likelihood (ML) estimator is

dp””
dpPvo

V" € argmax . L(v") and L(v") = E" [

locally converges [35].

A change of measure from P to PV is performed to estimate the entries of matrix H
thereby giving Il updated entries through the filtering algorithms of the relevant quantities.
Recall that y* is an HOHMC with transition matrix H = (/) under P”". Hence, a new
probability measure P” must be constructed, under which y" is still an HOHMC but with

transition matrix H = (h;,,), where h,,, = PU(yr,, = ely) =e,y) , =e) with Ty > 0.

From Elliott et al. [6], the appropriate density in conjunction with the EM algorithm for
our successive estimation of the transition probabilities is

w

dprY
= Ak, Ao =1 and
dpPvo 2
k N ’E (¥ o-er XYL XYy e
_ tsr
Ay = 11_21 ﬂl(hm) . (3.31)
=2 t,s,r=

—

tsr

When A, = 0, Es, = 0; in this case, we set = 1. The resulting expression for /I;m and

tsr
those for the rest of the parameters, computed as well via the EM algorithm, are given in

the succeeding summary.

Proposition 2: The EM estimates, at state ¢ based on a data series up to time k (k > 1), for
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the parameters of the model in (3.10) are as follows:

62 (X1, Xp) — 19@2 (Xi-1)
Gi(x2.)

% (CL Kt X0) = 9y (Cf (X))

—

K =

— , (3.32)
7 (CL(xE)
3 _ Gl (Xp) — K'Cl (Xi-1)
r —
BL
Yeu (CL (X)) = Ky (CL (Xee)
= = : (3.33)
v (Bk)
- _CL(X2) +Cp (X2, ) + 97B} + 20:k,C}, (Xi1)
t - —_
B,
—2k,C' (X1, Xp) — 20,C (X,
kG ( klAk) G (X1 (3.34)
B}
. Atsr
By =——, ¥ pairs (¢, 5), f # s. (3.35)
BSr

k

Proof The proofs of (3.32)-(3.35) can be found in the Appendix C.

Thus, when a temperature series is available at time k, we could get automatically new
parameters «;, 9, 0;, and h,;, by running the filtering recursions of the Markov chain given

in Proposition 1.

3.5 Numerical implementation

We implement our recursive HOHMM filtering algorithms on DAT series collected by the
NCDC. The data were recorded from 01 Jan 2011 to 31 Dec 2014 comprising of 1461
data points. Since the DAT data have high presence of seasonality, we first remove the
deterministic cyclical pattern S, from 7, in equation (3.1), after which our filtering equa-
tions are implemented to obtain optimal parameter estimates of the OU component X,. The
data set is then divided into batches with an equal size to perform the implementation of
the self-tuning process with recursive filtering equations under both HMM and HOHMM

settings.
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Mean SdDev SE Min Max Skew Kurtosis
8.88 10,65 0.28 -19.25 31.5 -0.23 -0.92

Table 3.1: Descriptive statistics for daily average temperature(DAT)

Parameter Estimate 95% confidence interval

a 10.2111 (-0.0024, -0.0013)
b -0.0018 (9.7581, 10.6641)
1 -5.2949 (-5.6155, -4.9742)
) -0.6395 (-0.9555, -0.3234)
3 -0.4131 (-0.7279, -0.0982)
e -12.7241  (-13.0383, -12.4098)

Table 3.2: Parameter estimates for the seasonality component S,

3.5.1 Analysis of the deterministic component

We fit §; described in (3.1) into the entire data set. Since S, is a linear combination of
sinusoidal functions and a linear mapping, the built-in function of the software R’s linear
regression is competent to execute this fitting process. In fact, a stepwise regression proce-
dure was carried out to identify the best fitting model for S, using the R function ‘step’ to

perform the selection of explanatory variables.

Table 3.1 shows some descriptive statistics for the DAT, which guided us with certain refer-
ences in choosing the initial values in the implementation process. The values of estimated
parameters from best fitting our data to the specified S, are exhibited in Table 3.2. The
adjusted coefficient of determination R? shows that 83.5% of the variation in the response
T, can be well explained by the model with all the regressor variables in equation (3.2)
except for e, and e;. Consequently, these predictors are eliminated during the process of
variable selection on the basis of the scoring criteria built in the function ‘step’, including
the adjusted R? and Akaike information criterion (AIC).

The fitted seasonality component S, is plotted in Figure 3.1 together with the actual DAT,
which displays high-seasonality property. The plot depicts four crests and four troughs
occurring in summer and winter, respectively, of the 4-year period. The main characteristics
of the two graphs neatly jibe with the temperature movements in the four seasons of each

year. The remaining component X, is treated as our observation process which we shall use



3.5. NUMERICAL IMPLEMENTATION 79

40 — _
g T (e pegconal componen
3 ]
D 30 — . | o 1
Qo Al I g il
S 20 Y l' " N ‘f 3 ' I! h ';"III W ' : "- 5"1 Y
\G-; AP ||5I | 0y " lt : IIf 0 . i I [ ||||
_| A J ) TN | ) i \ 1
E 10 NV 4 T Vi i ii.l. ol :b n W L
L7 h 1 o 1 p . |
© o "My W | ] ’i\!" N Ny
Q O Ly gk .j [ H- I il ' s f A ,|I
2 L L p 'f'
b kv d i k
£ 10 4 i K it
Iq—) i' f uﬁ- .
20 "

01/01/2011 —
01/03/2011 —
01/05/2011 —
01/07/2011 —
01/09/2011 —
01/11/2011 —
01/01/2012 —
01/03/2012 —
01/05/2012 —
01/07/2012 —
01/09/2012 —
01/11/2012 —
01/01/2013 —
01/03/2013 —
01/05/2013 —
01/07/2013 —
01/09/2013 —
01/11/2013 —
01/01/2014 —
01/03/2014 —
01/05/2014 —
01/07/2014 —
01/09/2014 —
01/11/2014 —

times

Figure 3.1: Fitted seasonal component versus actual DAT series

to test our proposed filtering and parameter estimation methods.

3.5.2 Analysis of the stochastic component

The cyclical component of the model captures very well the underlying seasonal trend of
the actual data amidst the noisy values of X;. The deseasonalised stochastic component

X, =T,-S,is displayed in Figure 3.2.

We process the data set in 73 batches, and so there are 20 data points in each group with
At = 1 day. This means that the parameters are updated roughly every 3 weeks. Other
filtering-window sizes can certainly be adopted in the data processing. Our experiment
shows that the choice of the window size has little effect on the numerical outcomes. A
batch of 20 data points is fairly adequate to cover the arrival of new temperature recordings
that might influence changes in temperature such as wind power, ocean currents, and other

meteorological events.
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Figure 3.2: Deseasonalised stochastic component X

3.5.3 Validity of model evaluation

We are aware that a valid statistical analysis of a proposed model entails testing using a
data set that was not used in the model estimation. Otherwise, if the model is not tested
on a different data set from the same population, it is difficult to determine if any patterns
found are simply due to chance. Thus, showing the formulated model’s predictive power
necessitates waiting for new data to come in. This ensures that there is no hand-tailoring
of the predictive ability of the model to the data on hand as the upcoming weather data are

not yet available.

Our online filtering method is consistent with the above statistical principle because we
use the past and current data through X; to obtain parameter updates that encapsulate the
information up to present time #. Such parameter updates are used to process a new batch
of accumulated information in order to obtain a succeeding new set of parameter updates.
Also, utilising the same parameter updates, we obtain our predicted values for the calcu-
lation of error analysis metrics. Hence, the data set, used in prediction and calculation of
log-likelihood measures for testing goodness of fit and assessing model complexity in sec-

tion 3.5.5, is different from and does not overlap with that used in model estimation.
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Parameter [Min, Max]
a [10.0900, 10.5300]
b [-0.0027, -0.0017]
1 [-5.3220, -4.9600]
c [-0.6500, -0.4489]
3 [-0.5062, -0.3337]
el [-12.8700, -12.6900]

Table 3.3: Minimum and maximum parameter estimates for S,’s coefficients covering

twelve 4-year moving windows as described in Section 3.5.3

Our method may appear not in agreement though with the above principle if S, is taken
into account. This is because the S, function must be calculated first using the entire data
set before the X, data series can be produced. We argue that there is no inconsistency here
whenever the coeflicients of the S, component remain almost constant as time evolves.
Such is exactly the case for the §;s coeflicients estimated from our daily temperature read-
ings covering the 4-year period under study (01 Jan 2011 — 31 Dec 2014) and coefficients
estimated from the twelve prior 4-year period moving windows going backwards (i.e., Data
Window I: 01 Jan 2007—- 31 Dec 2010; Data Window II: 01 Dec 2006 — 30 Nov 2010; Data
Window III: 01 Nov 2006 — 31 Oct 2010; etc). Table 3.3 displays the [minimum, max-
imum] values of the 12 estimates for each coeflicient. Clearly, the variation is so small.
Thus, we take the average of each set of 12 estimates as a proxy for a given coefficient
value so that the use of values in Table 3.2 (as close approximations to the corresponding

proxies) for S, to determine X, is justified in adherence to the above statistical principle.

3.5.4 Implementation aspects of the HOHMM-OU filtering

To detect the presence of memory, we estimate the order of differencing d in the autore-
gressive fractionally integrated moving average framework [16]. For 0 < d < 0.5, there
is presence of finite long memory, and short memory for d = 0. Estimating d could be
done via the Geweke-Porter-Hudak estimator, approximate MLE, and the smoothed peri-
odogram method with the R functions ‘fdGPH’, ‘tdML’, and ‘fdSperio’ respectively. We
relied on ‘fdSperio’ proposed by Reisen [30] as it has no constraint on ¢ and applies to non-
stationary series, but the same cannot be said for the ‘fdGPH’ and ‘tdML’ functions. Our
data set yields a rough estimate of d = 1/4, implying it possesses some form of memory.

We acknowledge the limitation of our modelling, which is the imposition of a second-order
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lag and our current HOHMM approach still does not include a mechanism to provide an
optimal lag estimate based on the data series. However, for the purpose of illustrating our
filtering implementation, we verified that our temperature data series exhibits memory, val-
idating the appropriateness of the HOHMM.

Remark: Indeed, if for a given data set, a lag order of greater than 2 is formally nec-
essary (in a statistical-inference sense), then the transformation in (3.7) can be repeatedly
utilised until a 2nd-order HOHMM set up is obtained, and therefore, our current filtering
and estimation results could be applied in a straightforward manner. Despite the capac-
ity for sophistication of being able to include as many lags as needed, there is also the
practical consideration, especially from the perspective of implementation in the industry,
to balance between the benefit of having a flexible but complex model and the associated
formidable computational cost. Of course, given the power of supercomputers, we envision
that our optimal processing results in this chapter for large lags can be efficiently imple-
mented someday and the dreaded curse of dimensionality can be appreciably alleviated.
With the rapid continuing development in computing architectures, we hope to see that
the complicated part of re-coding and extension of filtering algorithms as the lag becomes

bigger could be facilitated with much ease.

3.5.4.1 [Initial values for the parameter estimation

The filtering algorithms are implemented by first finding the initial estimates of parameters
under the assumption that the X, is a-single state process. A value of N is given to each
non-zero element of the matrix II. We detail the procedures in setting initial values for «,
1, and p. Given that {z;,} in (3.10) are IID standard normal, the likelihood function of X,

1S

1 Xpe1 — 0 — kXp)?
exp(—( ki1 kXp) (3.36)

L (Xii15 k,9,0) =

where 1 < m < 1460 in our case. Equivalently, our task is to seek for the maximisers of the

sum of log-likelihood, i.e.,

argmax (log L (X;415 ,9,0))

S ( I K —ﬁ—KXk)z)
\/ZTQ 207 .

(3.37)
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Figure 3.3: Evolution of transition probabilities under a 2-state HOHMM-based model

We employ the R function ‘optim’ to solve the optimisation problem in (3.37), and get
k = 0.6518, ¢ = —0.001624 and o = 0.4271 acting as benchmarks in selecting initial

values for the parameter estimation of frameworks with more than 1 regime.

3.5.4.2 Evolution of parameter estimates and comparison under HMM and HOHMM
settings

Propositions 1 and 2 aid in getting numerical results from running the self-tuning filtering
algorithms (3.27)-(3.30) on batches of data. Filtered estimates are then fed correspondingly
into parameter estimate representations in (3.32)-(3.35). The filters process new informa-
tion, and in turn, optimally update the parameter estimates. One algorithm run constitutes
an algorithm pass, and we have 73 passes in total. In every algorithm pass beyond the initial
pass, the parameter estimates from the previous pass serve as initial parameter values for
the succeeding pass. The filtering algorithm is implemented on the process X; driven by
two-state and three-state HOHMCs.

For a complete comparison of model settings, we also perform filtering implementations on
two special cases: 2-state and 3-state HMM frameworks. Note that HMM is a special case
of HOHMM when the lag order is 1. Although not plotted, similar dynamic characteristics
for the evolution of parameter estimates under both the 2-state and 3-state HMM settings
are obtained when compared to the results from the HOHMM settings. The dynamic move-

ments of the estimates are depicted in Figures 3.3-3.5. These gradually converge to certain
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unique values after approximately 25 passes in both the 2-state and 3-state HOHMM set

ups.

Akin to the reliability of parameter estimates is the quantification of their variability. There-

fore, we examine the variance of the various estimators via the Fisher information 7 () =
2

0
—E» [6_2 log L (X; vw)], which bounds the asymptotic variance of the ML estimates. The
VW

MLE is consistent and has an asymptotically normal sampling distribution [36]. So, we

utilise the limiting distribution of the ML estimator V" to obtain the 95% confidence inter-

val for the estimated v" in the form V" + 1.96 . The Fisher information involved

6
in each estimator is derived straightforwardly from the log-likelihood functions in the EM

algorithm calculations detailed in the Appendix C, and the final results of such derivations

are listed below.

tsr

() = 25—, (3.38)
htsr
CL(x2
(k) = G L 1), (3.39)
t
Bl
1) = =, (3.40)
O;

Ho) =%+ 2(G(x)
o
+BL9? + Cl(X2.,) - 2CL (X0) 9.,
= 2C}, (Xic1, Xi) &, + 2C} (Xi1) ik, ). (3.41)

The 95% confidence intervals for the parameters «, ¥}, and g in the 2-state HOHMM-based
model are shown in Figure 3.6.

The 95% confidence intervals generated for estimated parameters throughout the 73 algo-
rithm passes are extremely narrow and this is attributed to the declining standard errors.
Standard errors of all parameter estimates for the 1-, 2- and 3-state models under both the
HMM and HOHMM settings were examined and they all become smaller as the the number
of algorithm passes increases. The narrow ranges exhibited in Table 3.4 reflect that precise

estimates are achieved by the EM algorithm with our filtering approach.
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HMM
Parameter 1-state model 2-state model 3-state model
Estimates Bound of SE
Lower Upper Lower Upper Lower Upper
5 3.62152 % 107°°  0.84905 2.88315% 107 5.69605 « 1072 1.23351 % 107%° 0.50619
i 3.13262 % 1070 0.81819 2.49571 %107  5.04276 + 1072 1.28888 % 1073 0.50535
1z 221510 1070 0.54026 1.08302 % 1073 2.36474 %+ 1072 7.17870 % 10720 0.34230
Dii 479291 % 1070 1.08185 1.24810% 1073  3.60257 x 102 3.52893 10~ 0.34041
HOHMM
Parameter 1-state model 2-state model 3-state model
Estimates Bound of SE
Lower Upper Lower Upper Lower Upper
K 3.62152 %1070 0.84905 1.21738 %1070  6.33495 % 1072 1.53624 % 1070  7.84591 % 107!
9, 3.13262 % 1070 0.81819 8.94466 1077  5.67838 + 1072 1.33044 x 10™°  7.57304 * 10~
o 221510107 0.54026 6.32678 + 1077 3.59050 * 107>  9.40836 % 10™°!  4.96797 % 107!
Ty 479291 « 1070 1.08185 4.74425% 10777 7.03355% 1072 6.79239 « 107!  8.85929 % 107!

Table 3.4: Interval of standard errors for the parameter estimates under 1-, 2-, 3-state
HMM- and HOHMM-based models

3.5.5 Model selection and other diagnostics

One-step ahead forecasts from both the HMM and HOHMM settings are compared. We

also present a forecasting error analysis accompanied by an AIC analysis on the selection
of optimal number of HMM and HOHMM states.

3.5.5.1 Assessment of predicted temperatures

To make predictions of the DAT values over a one-step ahead time interval, we evaluate the

expected value of the observation process at time k + 1. Given X;,; in (3.10), we have

E X1 | Zil =E [k (yy) X + 9 (y)) + 0 (V) zxer | 2]

= (k¥ Xi + (3.5, -

(3.42)

Figure 3.7 depicts the one-step ahead forecasts both for the deseasonalised data X; and
DATs under the 3-state HOHMM-based model using (3.42). The very short-term predic-
tions for X; and DATSs are very close to the actual data series, and the same can also be

said for for X; and DATs under the HMM-based models. We also present a comparison
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Figure 3.7: One-step ahead forecasts under a 3-state HOHMM-based model

between the observed seasonal HDD and the predicted seasonal HDD covering the entire
period (2011-2014) under the 3-state HOHMM-based settings in Figure 3.8. Similar com-
parison was performed, though not shown, under the HMM-based settings. The seasonal
HDD forecasts obtained from the proposed models follow closely the actual seasonal HDD.
Furthermore, the magnified view of the predicted DATs under the HOHMM set ups is given
in Figure 3.9 covering a 6-month period; DATs forecasts under the HMM setting are also
generated but not shown here. All forecasts are relatively close to the actual DATs. The
dynamics and trends of the temperature series are captured well by our filtering algorithms

and self-calibrating parameter estimation method.
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3.5.5.2 Error analysis and model selection

We perform an error analysis to quantify the goodness of fit of various HMM and HOHMM
settings using the criteria put forward in Erlwein et al. [19], which are the mean square error
(MSE), root mean square error (RMSE), absolute mean error (MAE) and relative absolute
error (RAE). Suppose X, denotes the actual value at time k, X, stands for the one-step
ahead prediction value at time k, Y is the mean of X;’s, and n = 1460 is the total number of

predicted values.

D=1 (Xk - Xk)2 RMSE — \/ZZ:1 (Xk - Xk)2

MSE = ,
n n
X=X, "X, - X
MAE = 2=t =X R AR = —Z’;—l' = X

Table 3.5 displays the error-analysis results involving X; and DATs data under the HMM
setting whilst Table 3.6 contains the error-analysis results under the HOHMM setting. Al-
though the errors are generally small, the error metrics illustrate that the 2-state model
outperforms the 1- and 3-state models under both HMM and HOHMM frameworks. In
addition, the 1-, 2- and 3-state HOHMM-based models produce better forecasts than those
generated by their corresponding HMM settings as far as error measures are concerned.
The 4-state HMM-based and HOHMM-based settings were also examined, but no evi-
dence of even minimal improvement is achieved by making the model more complex such

as including 64 parameters in its probability transition matrix.

To determine if the error-mean differences are statistically significant in each pairwise set-
ting, we perform a z-test using the bootstrapped method. We generate RMSEs for all pos-
sible paired HOHMM settings, and then calculate, using the R function ‘p.adjust’, the
adjusted p-values with the Bonferroni’s method to control the familywise error rate. For
the 1-state HOHMM versus the 2-state HOHMM, the p-value is smaller than 0.01 so that
we can conclude there is sufficient evidence of significant difference after adding one more
regime into the one-state model. For the 2-state HOHMM vis-a-vis the 3-state HOHMM,
the p-value is much greater than 0.05, meaning that we cannot reject the null hypothesis
of no difference. The estimated p-values covering three pairs of model settings are shown
in Table 3.7. On the basis of a 5% significance level, the 1- and 2-state, and 1-and 3-state
models in both the HMM and HOHMM frameworks are statistically different, whilst the 2-

and 3-state settings are not. This suggests that there is benefit to using a regime-switching



92 CHAPTER 3. A SELF-UPDATING MODEL DRIVEN BY HOHMC FOR TEMPERATURE DYNAMICS

HMM setting Deseasonalized X, DATs T,

l-state  2-state  3-state 1-state 2-state 3-state
MSE 0.42702 0.42700 0.42887 | 10.67538 10.67504 10.72172

RMSE 0.65346 0.65345 0.65488 | 3.26732  3.26727  3.27440
MAE 0.50467 0.50465 0.50728 | 2.52333  2.52324  2.53640
RAE 0.74435 0.74432 0.74821 | 0.27539  0.27538  0.27681

Table 3.5: Results of error analysis on HMM-based models

HOHMM setting Deseasonal X; DATs T,
I-state  2-state  3-state 1-state 2-state 3-state
MSE 0.42702 0.42686 0.42698 | 10.6754 10.67142 10.67445
RMSE 0.65346 0.65334 0.65344 | 3.26732 3.26671 3.26718
MAE 0.50467 0.50448 0.50463 | 2.52334 2.52239 2.52315
RAE 0.74435 0.74407 0.74430 | 0.27539 0.27528  0.27537

Table 3.6: Results of error analysis on HMM-based models

model, and the 2- and 3-state HMM and HOHMM settings possess similar capability to

capture the DAT dynamics. That is, a two-state model is sufficient for our data.

We complement our error analysis with a likelihood-based model selection analysis via the
AIC. This estimates the Kullback-Leibler information under the ML paradigm, and given
by

AIC = -2log L(X; v) + 2g,

where g is the number of estimated parameters in the model, and log L (X; v) denotes

the log-likelihood function of the model given the data X and a set of parameters v. A

Setting HMM HOHMM
1-state 1-state 2-state I-state  1-state  2-state
t-test VS VA 'S VS VS VS
2-state 3-state 3-state | 2-state  3-state  3-state
p-value | 0.01259 7.06352x107> 0.57193 | 0.00678 0.01495 1.00000

Table 3.7: Bonferroni-corrected p-values for a paired t-test applied to RMSEs
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model deemed the best and is chosen if it is able to balance between fitness (maximise the
log-likelihood function) and complexity (minimise the penalty from too many parameters)
yielding the lowest AIC value. As a function of the observation X;, parameter sets v* and
V", the log-likelihood functions under the respective HMM and HOHMM settings are

£ 1
log L(X;; v¥) = [log (—]
k ; V2ror (y0)
Xir1 — 1 (yr)
- 343
20 (yr) ] .43)
B N 1
log L (X;; v") = y7, e,)[log (—)
§ =2, 00 V270 (¥)
X —x(y)) X -0 (y;:)} G4t
2°(vy) |

where £ denotes the number of observations in each pass, and N is the number of regimes.
From equation (3.10) and the matrix of transition probabilities, we can determine the total
number of parameters in each of the HMM and HOHMM settings and these are presented
in Table 3.8.

Setting ~ 1-state 2-state 3-state N-state
HMM 3 8 15 BN+ (N-1)N
HOHMM 3 10 27 3N + (N - 1) N?

Table 3.8: Number of estimated parameters under the HMM and HOHMM settings

Employing equations (3.43) and (3.44), and Table 3.8, we compute the AIC values for
each model as we run through the algorithm passes. Figure 3.10 illustrates the evolution
of the computed AIC values for all candidate models. As the number of regimes grows
in a model, there is a substantial increase in the number of parameters especially coming
from the number of transition probabilities. Our results show that the 2-state HOHMM has
the smallest AIC value and a more stable pattern in the entire data period. Therefore the
2-state model is the best-fitting model for the dynamics of our data set, which agrees with

our error analysis.

Although it is typical in the statistical analysis of a proposed financial model to bench-
mark it against say, random walk, log-normal and ARCH-type models (see Tenyakov et al.

[32] and Hardy [23], for example), these common benchmarks are incompatible with our
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Figure 3.10: Evolution of AIC for 1-, 2-, and 3-state HMM- and HOHMM-based models

modelling situation. More specifically, these models for benchmarking do not have the ca-
pability to capture the important property of mean-reversion for temperature data and thus,
they are inordinately disadvantaged in comparison to mean-reverting models. Hence, the
only meaningful benchmark not involving any Markov chain in our case is the one-state
OU process, where there is no switching of regimes. From Figure 3.10, the 1-state model
(i.e., no Markov chain) is performing poorly relative to the 2- and 3-state models. This is

also supported by the HDD error-analysis metrics shown in Table 3.9.

HDD HMM setting HOHMM setting
1-state 2-state 3-state 1-state 2-state 3-state
MSE | 4725.2238 4724.6591 5754.0650 | 4725.2238 4705.0409 4724.9993
RMSE | 68.7403 68.7362 75.8556 68.7403 68.5933 68.7386
MAE 51.4458 51.4237 57.3876 51.4458 51.3215 51.4243
RAE 0.0504 0.0504 0.0562 0.0504 0.0503 0.0504

Table 3.9: Results of error analysis for the HDD on HMM- and HOHMM-based models
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3.6 Conclusion

The major contribution of this chapter is the development of a model flexible enough to
describe a data set that exhibit seasonality, randomness, mean-reversion and memory. Such
is the case for the dynamics of DATSs series, which is the most utilised underlying variable
in the creation of weather-dependent derivatives. In particular, we put forward a model fol-
lowing a deterministic seasonality component and the mean-reversion is governed by the
OU process. The stochasticity is generated by the use of the Brownian motion in the diffu-
sion component. Embedding an HOHMM facilitated the switching of parameters amongst

various conceivable regimes and also captures short or long-range dependence.

Our estimation procedure for all the model parameters is successfully achieved through
the extension of the HMM-OU filtering techniques applied to a proposed transformed
HOHMM. With the change of probability measure and EM algorithm, self-tuning HOHMM
recursive filters were obtained that supports online parameter estimation. Our results also
encompass the special case of HOHMM with lag 1, which is the case for the usual HMM
recursive filters. Our modelling methodology was tested on Toronto’s DATs covering a
4-year period. Our post-modelling diagnostics reveal reliable one-step ahead forecasts un-
der various settings. We must note though that the 2-state HOHMM provides the best
framework for the data that we investigated. This is validated by the AIC analysis and the

accompanying error analyses.

The current HMM-modulated models have been employed in many areas of finance and
economics, such as the modelling of commodity futures prices, developing asset allo-
cation strategies, valuing interest-rate products, and so on. HMM- and HOHMM-based
methods in weather derivatives are virtually nonexistent until the publication of the 2-state
regime-switching temperature model of Elias et al.[14]. This work further elevates that
development temperature modelling for weather derivatives in three respects: (i) provision
of dynamic estimation with efficient algoritms, (i1) generalisation of the usual HMM to
take advantage of information beyond lag one, and (iii) empirical results that reinforce the
choice of the optimal regime dimension. We believe that our proposed method offers an
effective alternative to available approaches in efficient modelling and forecasting temper-

ature dynamics with easily interpretable results.

A natural direction to pursue further is to price weather derivatives by finding a risk-neutral
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measure and linking this pricing measure to the optimal estimates produced from our pro-
posed filtering procedure. Whilst this is beyond the objectives of this study, we have laid
down some groundwork to motivate that kind of research exploration. It would be also
worth examining this HOHMM-based filtering algorithms and the parameter estimates in
relation to the modelling of other weather measurements such as wind speed, level of rain-
fall, etc, either for the purpose of financial pricing or meteorological modelling and fore-
casting. Finally, an apparent weakness of this research is the modeller’s prescription of
HOHMM’s lag order before the filtering algorithms could be implemented. It is hoped that
this could be rectified in future research through the construction of statistical inference

techniques that estimate the correct lag order as implied by the data.
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Chapter 4

A higher-order Markov
chain-modulated model for electricity

spot-price dynamics

4.1 Introduction

Electricity contributed greatly to technological revolution and hastened industrial progress.
As one of the pivotal mankind’s discoveries, it is indispensable in our modern society. It
changed, in a significant way, almost every aspect of our daily lives. It would be hard
to imagine a world without electronics, machines, equipments and inventions that are en-
ergised by electric power nowadays. Considering the advantages of economies of scale
and steady industrial productivity, regulation of electricity supply was centralised; but, this
inhibited any competition at all. In terms of economic efficiency, microeconomic theory
maintains that introducing competition can motivate production innovation, increase sup-
ply diversity, and offer most benefits to consumers. Since privatisation and competition
were first introduced to electric power systems in Chile [28], electricity markets have ex-
perienced restructuring and deregulations in many countries. Electricity is now a daily ne-
cessity; given its prime importance, it is a commodity actively trading in the financial mar-
kets. Consequently, we are witnessing increasing price uncertainties and risks in electricity-
driven investment portfolios. So, models capable of adequately capturing electricity price
dynamics for electricity- contract pricing and risk management are sought. Existing re-
search studies attempt to formulate electricity pricing models that mimick model-pricing

developments in the commodity market. However, due to the unique characteristics of

101



102 CHAPTER 4. AN HOHMM FOR ELECTRICITY SPOT-PRICE DYNAMICS

electricity spot prices, many financial models designed for regular commodities cannot be

adapted necessarily to the electricity markets.

Compared to common and tangible assets in the capital markets, electricity is non-storable;
when produced, it must be consumed almost instantly. This non-storability feature makes
its spot price highly sensitive to demand and supply in real time. As a result, electricity
has more dramatic price evolutions than those of other energy sources, such as crude oil
and natural gas. Since electricity cannot be stored, electricity prices are largely dependent
upon supply and demand, which exhibit pronounced seasonality patterns. Somewhat dif-
ferent from general seasonality, highly occurring multi-cyclical nature of prices is evident
in electricity markets. Annual and quarterly patterns, for example, are attributed princi-
pally to the variations in temperature and duration of daylight, especially during winter and
summer. Cyclical patterns also occur weekly, daily and even intra-daily caused by quantity

demanded that is varying in time.

Similar to other energy commodities, it is also critical to incorporate the mean-reverting
property in electricity prices as argued in Schwartz [31]. Owing to demand fluctuations,
the price can deviate from the long-run mean. However, the production cost and supply
adjustments are capable of hauling it back to the mean level over time, hence, the mean-
reverting behaviour of electricity prices. Unbalanced supply-and-demand situation that
happens expectedly or unexpectedly from time to time could bring about abrupt and large
jumps on the prices. Capturing simultaneously the above-mentioned properties of the price
dynamics is a great challenge in electricity spot-price modelling in the framework of any
deregulated markets. Yet, this difficulty must be dealt with in order to address the concerns

nestled in the trading and hedging of electricity-dependent derivatives.

Modelling electricity prices can be divided into two roughly categorical approaches. The
first approach focuses on the modelling of the entire forward curve akin to the valuation of
associated derivatives and short-term prediction of futures prices; see Islyaev and Date [19]
and Fanelli et al. [12]. The second approach concentrates on model formulation of spot
prices taking into account several and only the most relevant fundamental price drivers
observed in electricity markets; see Ziel et al. [47]. The emphasis of our research is on
the latter approach. Early research works mainly put forward stochastic models that only
capture seasonality and mean reversion in prices. The seasonal systematic patterns are typ-

ically described by sinusoidal functions [23] and the Ornstein-Uhlenbeck (OU) process is
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prevalently utilised to model the mean reversion as noted in Schwartz [31]. A two-factor
model in an OU-inspired setting was developed by Schwartz and Smith [32] in an effort
to explicitly portray seasonal patterns and short-term mean-reverting variations in prices at
the equilibrium level. However, most of these early literature did not take into account the

peculiarity of electricity prices and examine it thoroughly.

Motivated by the phenomenon of frequent but large price jumps observed in the electric-
ity markets, scholars began to develop modelling capabilities that can handle spikes in
electricity-price fluctuations. Deng [6] pioneered the use of jump-diffusion models with
a mean-reverting process to replicate the distinct characteristics of electricity-spot prices;
such models were fitted to data from the American markets. Benth et al. [1] added jumps
to a general exponential multi-factor mean-reverting model and performed calibration em-
ploying data from the Nord-Pool market. In Seifert and Uhrig-Homburg [34], different
models for the jump component in the electricity markets were explored and the effec-
tiveness of different jump specifications compared; such models were applied to the Euro-
pean Energy Exchange (EEX) market. Many research proponents advanced the utility of
Poisson-jump models, whilst others, in recent literature, argued that modelling the ‘jumpy’
attribute could be achieved better by introducing a regime-switching approach. Huisman
and Mabhieu [18] proposed a regime-shifting jump process with a recovery state and con-
cluded that it performed better than a stochastic jump model whilst a two-regime-switching
model with ‘abnormal’ and ‘normal’ states was shown superior to a Poisson-jump model
in De Jong [7] in capturing electricity-price dynamics. Wu et al. [37] studied the Al-
berta electricity-spot market via a hidden Markov model with a multi-model identification
approach. Alberta electricity pool prices are divided into five classes, and the last three
classes with prices over $100/MWh are deemed high-pool-price regions. It was found that
price-forecasting performance could be improved substantially, especially in high-pool-

price regions, by incorporating a Markovian regime-switching mechanism.

In the context of regime-switching approaches, hidden Markov models (HMMs) have been
widely successful in many engineering, economic and financial applications; see Mamon
and Elliott [20, 25]. HMMs are beneficial for modelling processes illustrating regime-
switching dynamics via Markov chains with latent states. This approach was previously
applied in the examination of electricity-price behaviour. A non-stationary model based
on input-output HMM was developed to model time series of spot prices in the Spanish
electricity market [15]. As well, Yu and Sheblé [46] utilised HMMs to efficiently model
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price movements in the electricity market and provide good forecasts adjudged from the

perspective of accuracy and dynamic information in the US market.

The assumption of first-order state transition dependency in HMM renders this model de-
ficient in taking advantage of the information content of historical data. Thus, researchers
introduced recently higher-order hidden Markov models (HOHMMs), also called weak
hidden Markov models. An HOHMM is a doubly embedded stochastic process having
an observation series and an underlying unobserved Markov chain. The probability dis-
tribution of the Markov chain’s state transition at present depends not only on the most
recent state but also on states at prior epochs into the past. The primary aim in practice
is to obtain the best estimate of the Markov chain’s current or future state, which repre-
sents the ‘filtered’ or ‘predicted’ state of the market or economic system. This estimation is
performed by taking the conditional expectations of functions of the Markov chain and ob-
served electricity spot prices that are regarded as offshoot of the interaction of many latent
factors, such as market participants’ actions, production and consumption, weather condi-
tions, transmission network, etc. In our context, HOHMM setting is designed to capture the
presence of memories in electricity market prices that will provide additional information

in the estimation and forecasting of economic regimes and other model parameters.

An array of HOHMMSs’ applications can be found in speech recognition and finance,
amongst other research areas. An HOHMM for piecewise linear processes was developed
by Lee and Jean [22] to approximate the behaviour of a real process in speech recogni-
tion. Xiong and Mamon [43] demonstrated that an HOHMM captures more accurately the
empirical characteristics of a data set on daily average temperature (DAT) when compared
to the usual HMM. With the aid of HOHMMs, Xi and Mamon [38] devised a more flexi-
ble framework and showed better performance in forecasting the risky asset’s log returns.
Other HOHMM-related works in financial modelling include [39], [40], [41], and [42].

To the best of our knowledge, this research is the first to build an HOHMM-modulated
electricity spot-price model. The regular HMM approach is extended in our approach
and the HOHMM’s prediction performance is examined. Our work can viewed both as
an update and extension of Erlwein et al.’s model construction [7] that was based on an
exponential-OU process with a jump component under the HMM setting; albeit Erlwein et
al.’s empirical application covers the Nord-Pool market whilst ours investigates the Alberta

electricity market. The structure of the electricity industry in Alberta is unique in North
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America and apparently different from that of Norway, as the former is developed from
a set of uniquely distinguishable circumstances. In particular the Alberta Electric System
Operator (AESO) relies on wind farms; and to avoid power shortages when wind drops off

and does not blow consistently, coal and natural gas plants have to take up the slack.

Modelling the behaviour of electricity spot prices is of utmost importance because they
serve as the underlying variable for the values of many traded electricity contracts and
they are key indicators in the strategic planning and investment-decision making of various
stake holders in the electricity market. Our main research contribution is the creation of
an HOHMM-OU-Poisson framework that simultaneously delineates five salient properties
of electricity spot prices. The implementation portion of this work highlights model val-
idation and post-modelling diagnostics. Capitalising on Erlwein et al.’s use of HMM on
electricity spot price modelling [7], this research further highlights HOHMC-modulated
model parameters to address memory in time series data. Our recursive filters are also ex-

pressed more compact compactly in a matrix notation.

This chapter is organised as follows. In Section 4.2, we building an electricity spot price
model whose parameters are governed by an HOHMM in discrete time. Through a change
of reference probability technique, adaptive filters are presented in Section 4.3 for the
states of the HOHMH and related quantities of the observation process. We outline the
self-calibrating parameter estimation scheme in terms of the recursive filters via the EM al-
gorithm in Section 4.4. Numerical implementation, which includes assessment of model’s
goodness of fit and prediction ability, is performed on a 4-year AESO data in Section 4.5.
Implication to forward pricing of our proposed HOHMM-modulated electricity spot price

model is also illustrated. Section 4.6 provides some concluding remarks.

4.2 Model formulation

4.2.1 Model for electricity spot price

As noted above, studies in the earlier literature employ time series models to describe the
price process of electricity. An OU process with a predictable component is a germane
example, and this was adopted by Lucia and Schwartz [23] to replicate the unfolding of

the log-spot prices in the Nordic exchange. Yousef [45] applied mean-reverting diffusion
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models to the Alberta electricity market; however, these models could not produce spikes in
the dynamics of electricity spot prices. Invoking Benth et al. [1], we suppose the electricity

spot price S, at time ¢, defined on some probability space (Q,.%, P), is given by
S, = D" (4.1)

Equation (4.1) comprises two components to handle seasonality, and stochasticity coming
from normal perturbations and jump behaviours. The deterministic function D, accounts
for regularities in the price evolutions and periodic trends. The stochastic part X; is as-
sumed to be an OU process (to rationalise the tendency to return to a long-run mean) plus

a compound Poisson process that deals with excessive volatilities and spikes.

Trigonometric functions were applied by various authors to capture processes’ seasonality
in different complex systems. In the power market for instance, Lucia and Schwartz [23]
included sinusoidal and dummy variables for prices in the Nordic market. Linear trend and
cosine functions were introduced to model spot prices’ seasonality in the US electricity
market by Geman and Roncoroni [14]. As in Xiong and Mamon [43, 44], daily temperature
data series can be modelled by a combination of sinusoidal functions, with varying seasonal

frequencies, and a linear trend. Following [43] and [1], D, has the specification

3
. 2r 2
D, =at+ b + ; cp, Sin (dht%) + e, cos (dht%)
2 2
+ gp, sin (dht%r) + jncos (a’ht;) ], “4.2)

where d; = 1, d, = 2, and d; = 4 to cover periodic trends including the annual, semi-
annual, quarterly, monthly, weekly, and mid-week patterns. The constants a, b, ¢y, e, gn,
and jj, are recovered from a data set of prices. Such a deterministic function D(f) may be ex-
tended with the augmentation of more terms to elucidate other possible factors at play (e.g.,
effects of generation capacity and holidays). We argue, however, that since temperature is
a major driver for electricity demand and contributes substantially to seasonal variations,

equation (4.2) can sufficiently portray the seasonal characteristics of electricity spot prices.

4.2.2 The fusion of HOHMM, OU and compound Poisson models

In the ensuing exposition, we shall denote all vectors and matrices by bold small En-
glish/Greek letters and bold capitalised English/Greek letters, respectively. The desea-

sonalised component X, in (4.2) follows an OU model and an additive compound-Poisson
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component; these equip the capability to model mean reversion, price variations and spike
dynamics. The process X, in equation (4.1) satisfies the stochastic differential equation
(SDE)

where a, 0, and ¢ stand for the speed of mean reversion, mean-reverting level, and volatility,
respectively. A Brownian motion {W,} models the random price fluctuations under a stable
market condition, whilst {J;} is designed to pick up the price spikes. A compound Poisson
process affords capacity to model jumps, as adduced in [11, 20] and similar to their settings,
we let dJ, = SdP,, where P, is a Poisson process with a constant intensity ¢ and a normally
distributed jump size 8 ~ N (,uﬁ, 0'/23). For s < ¢, the continuous-time solution of equation

(4.3), by It6’s lemma, is
!
X, =X,e"™ + (1= )0+ g7 f e™dw,
. S
+ f g0y (4.4)

By approximating the distributions of the stochastic integrals in (4.4), the discrete-time

version of the solution is

1 — e—Z(IAlk+1

Xk+1 :)(ke_amk+l + (1 - e_"“’”‘)e + f ———Zk+1
2«
Pmkﬂ
+ Z e_a(AtkH_Um)ﬁm 4.5)

m=1

where Aty = e — t for k € 7 := Z* U {0}, v, is the occurrence time of the m™ jump,
and {z;,1} 1s a sequence of independent and identically distributed (IID) standard normal

random variables.

To create a regime-switching model for electricity spot prices, we begin with a homoge-
neous Markov chain y, with a finite state space {e;, e,, ..., ey}, wheree; = (0,...,0,1,0,...
,0)T € RY with 1 in the ith position, T is the matrix transpose operator, and N is the state-
space dimension. Model parameters in equation (4.5) switch randomly, in accordance with
the dictates of y,, amongst different electricity-market regimes as time progresses. With
the canonical basis as y,’s state space, we have a; := a(yx) = (@, yi), O := 0(yr) = (0, y),
& = Eyp) = (€, y1), and By := B(yi) = {B,yr), where (-, -) is the inner product in R". The
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stochastic process X; in equation (4.5) then can be written as

Xit1 :Xke—w(Yk)Atkn + (1 _ e—d(Yk)AIk+1) Q(yk)

1 — e 20(Y)Alk+1
+ B,
‘f (yk) 2 (Yk) Tk+1

Patsy

" Z P LGS _Um)ﬁm(yk). (4.6)
m=1

To completely characterise the parameter estimation and filtering under the HOHMM set-
ting, we concentrate on a second-order hidden Markov chain. Of course, in theory and
principle, the estimation and filtering for the generalised Markov chain with order greater
than 2 can be extended in a straightforward manner, notwithstanding the corresponding
computational challenge. Suppose y" is a second-order hidden Markov chain regulating
the evolution of a, 6, ¢, and . We define .7 1= 7" vV F; V ﬁkj as the global filtration,
where .7, F}, and .7, kJ are filtrations generated by {y}’}, {W,} and {J,}, respectively. Under
the probability space (Q, %, {.Z;}, P), the discrete-time hidden Markov chain y), at the cur-
rent step k depends on the information revealed at two prior steps k— 1 and k— 2. Following

[28], write T for the RV transition probability matrix, and specified as

putr pruz o PuN ot PINt PIN2 't PINN
T P21 P22 ccc P2iN cct PaN1 PaN2 t P2NN
PN11 e PNIN *°* PNN1 PNN2 *°° PNNN

where py = P(y ., = ey, = €.y, , =€) withk > 1 andd,c,b € {1,2,..., N}, which
stands for the probability that the Markov chain will be in state d at time k + 1, given that

it is in state ¢ at time k and in state b at time k — 1.

A vital strategy in the estimation and filtering of HOHMM s is a mapping that converts an
HOHMM into an HMM, and then the usual HMM filtering methods can then be conve-

niently applied. For our second-order HMC, let @ be a transformation defined by
w(ep,e.) =€, for 1 <b,c <N, “4.7)

where e, is a unit vector with 1 in its ((b — 1)N + c)th position. We obtain a new Markov

chain @ (y), ,,y}), whose state space is the canonical basis of RY 2, and

(@Y1 Y1) €he) = (Va1 €XY1 - €c)- (4.8)
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The corresponding dynamics are

@(yii 1, ¥i) = Aa(y, Y, ) + my, 4.9)

where {m}, }i>1 is a sequence of martingale increments with E[m;ﬂrll?kw] = 0 under the
real-world measure P. The matrix A = (aj;) is the RV <V probability transition matrix with
entries aj; := paey = P(y,, = eily) = ey, , =€) for j=(d—-1)N+c,i=(c—1)N +b,

and a; = 0 otherwise.

4.3 Recursive filtering

4.3.1 Change of reference probability measure

Deriving recursive filters, under the real-world probability P with the realistic supposition
of dependent observations, could be computationally expensive and cumbersome. To this
end, we shall perform the recursive filtering involving y;” under an ideal reference proba-
bility measure P. Under P, the observed X;’s are IID and y, has the same dynamics under
both P and P. We assume further that the jump component of the stochastic process X, is
unaffected by the change of reference probability measure following Merton [29]. The esti-
mated processes’ dynamics, under measure ﬁ, can be recovered via a discrete-time version

of the Girsanovs theorem [9] following a reverse measure change.

To aid the filtering computations in our HOHMM setting, we re-express X, in equation
(4.6) as

Xiwr =k (y¢) Xi + (y) + 0 (v) 2k + 7 (¥5) (4.10)
where
K (yy) = e "0 (4.11)
By = (1- e D)o (yp), (4.12)
(50) = €0 [ (4.13)
0 (¥r) = &(yi 2ay) :



110 CHAPTER 4. AN HOHMM FOR ELECTRICITY SPOT-PRICE DYNAMICS

PAtk+ 1

T(yz’) = Z e_a(y;:)(m"“_Vh)ﬂh(y}:’), (4.14)

h=1
Akin to the change of measure is an ideal reference measure P, whose construction is
justified by the Kolmogorov’s extension theorem [3]. As noted earlier, the corresponding
dynamics of J; and y} are unaltered by the measure change. We may recover P from P

given an .%"-adapted process, for k > 1, through the Radon-Nikodym derivative

w_ 9P T
== b 1;[(,01 (4.15)
and
4 {(92 (i) [xi= 9 (viny) = x (v ) X - T(yy_l)]}
Y =
(@2 (y))) ¢ (X
B [ (ﬂ(y}”_l)+/<(yy_l)X,_1+T(y;”_1))X,
=exp| — —
(y!)
(P () + () X +T<yr_1))2J
20 (yy,) ’

where ¢ is the probability density function of a standard normal random variable and ¥, =
1,{¥;,l € Z*"}is an %W—adapted martingale under P.

4.3.2 Calculation of recursive filters

Under P where the observation process is IID, calculations and derivations needed for the
filtering and parameter estimation are manageable to carry out. Suppose 2 is the filtration
generated by X;, which will be used to estimate the HOHMC y'. The Bayes’ theorem for
conditional expectation is a handy tool in getting optimal estimates of various quantities

under P, using the results from recursive filters under P.

In particular, let g, = (g« (1), g (2), ..., g(ch), ..., ge (NN) )T € RNZ, where g, (cb) :=
P(y;” =e.,y, | =€l %) =E [(w(y;:,y,f_l),ecw | %] A filter for w(y},y;,) under P is
given by

EP Wy a(yl, y! )2
EP[¥Y| 2]

g = Ela(y,y, )| Zi] = (4.16)
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Write y, := B [y @(y},y) ) 2i|- Since X2, (@(y). v} ). ew) = (@(y}y) ). 1) = 1,
where 1 is an RY* vector with 1 in all of its entries, we have

N N _
D reea) = ) (B Wy )12l ea)
c,b=1 c,b=1
N

=B |9 ) (@Ol v ea) | Zi

c,b=1

=EP [P | 24]. (4.17)

Therefore, the filter of @ (y}’,,,y}) in equation (4.16) under P has an explicit representation
given by

Yk Yk
Zi‘\,lhzl <7k? ecb> - <)/k’ 1> .

g = (4.18)

To derive recursive processes and estimate relevant quantities in terms of @(yy,,,y}), we
need to construct two N> X N? matrices by following Xi and Mamon [38]. These are K,
with e; on its ((i — 1) N + f)th column and O elsewhere for 1 < i,z < N, and a diagonal

matrix H;, where

ho0 e 0
0 . 0 :
0 n
H, =
o0
: 0O . 0
0o --- o 0 A
with diagonal entries
. ¢{(92)_1 [Xk — O — kX1 — T]}
h, = (4.19)

(©*) ¢ (X0)

Following Xiong and Mamon [43], we define certain scalar processes of interest involving
the HOHMC y}’. These are as follows:
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@)
k
A=Y Y e ey e, (4.20)
1=2
which refers to the number of jumps from state (e,, €,) to state e, up to time k, where
2<l<kandrs,t=1, ... ,N;
(i1)
k
B,= ) (Ve =B +Ye, 4.21)
=2
which gives to the occupation time up to time k or the length of time that y;” spent in
state e, where2 <[/ <kandr=1, ... ,N;
(iii)
k
B =) (¥ ey e, (4.22)
=2
which represents to the occupation time up to time k or the length of time that y}’
spent in state (e,,e;), where2 <[/ <kands,t=1, ... ,N;
@iv)

k
G =D FXDGY )
=2

=G () + Y €0, (4.23)

which is an auxiliary process related to y;' for some function f up to time k in state
e,where2 <[ <k t=1,...,N. Here, f takes the functional forms f (X) = X,
fX) = X)?or fX) = X1 X

Consequently, the conditional expectation of @(y},,,y};’) in equation (4.18) can be written

recursively as
g1 = AHpy gk (4.24)

Suppose Uy is any Z;-measurable process, denoting any of the quantities in equations
(4.20)-(4.23). Write D} [U}] := EP[¥yU,| 2i] and U, = E[U; | 2i]. Here, U, is
regarded as the ‘best estimate’ of Uj. Similar to the steps in establishing equation (4.18),
the conditional expectation of U, given 2} can be obtained using calculations that are

entirely under P by observing that
EP[W; Uk | 2] Dy (UK

Uc=E[Ux | 2] = — = :
k k k EP[\{I;{V | '%l'c] <7k’ 1>

(4.25)
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Evaluating the numerator of (4.25) (cf Mamon et al. [26]) for each quantity defined in equa-
tions (4.20)—(4.23) and taking advantage of the semi-martingale representation in (4.9), re-
cursive filtering equations are obtained that will provide self-calibrating estimates of the
HOHMM parameters. This will be elaborated further in Section 4.4.

Proposition 1: The filtering recursions for the respective quantity in equations (4.20)—
(4.23) are

Dy (F@ (3, ) =AHe DY (" (3, ¥i2))
+ <gk9 esr>h2+1<Aesr, el‘S>etS9 (4'26)

DY (B (V1> Y1) =AH D (B @ (¥, ¥i 1))
+ K., Ag, (4.27)

Dy, ('%ltcilw(yzvﬂ .¥:)) =AH, D} («%)11‘1173()’3, Yio1)
+(gr, el Aeyy, (4.28)

and

Dy (G (N@Y ) =AH DY (6, (N (Y, ¥i))
+ [(Xier) Kl Ag (4.29)

Proof The proofs of (4.26)-(4.29) are similar to those given in Mamon et al. [26].

4.4 Optimal parameter estimation

In this section, we derive the optimal estimates for the parameters of the stochastic process
X, through the maximum-likelihood approach. We employ the Expectation-Maximisation
(EM) algorithm to deal with the somewhat involved nature of our recursive filtering re-
lations, which aptly requires an efficient iterative approach. Refer to [7], [43], and [38],
amongst others, for further details of the EM algorithm.

A key step in the EM-algorithm implementation is to characterise the probability den-

sity function (pdf) of X;, which is needed in the maximisation of the appropriate expected
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log-likelihood function given the information reflected in .Z;. Model parameters are gov-
erned by y,” but suppose that the HOHMM and all model parameters remain unchanged
over the infinitesimal interval [s,¢]. Then, the regular HOHMM-modulated OU process

without jumps has a normal distribution with mean X,e®/= + (1 - e‘“(“s)) 6 and variance

52 ( 1 _E—er(t—a'))
2a :

The pdf of X; can be derived completely if the distribution of the jump component J, is also
determined. As stated in Section 4.2.2, J, relies on 8 and . We recall that 5 ~ N (,u,g, cré)
and % has a constant jump intensity ¢. Utilising the integral approximation fs t e =dJ, ~

e~=" (J, — J,) in Erlwein et al. [7], the density of the jump component is

bl f— m
(D]t_s (x) = Z ue—g(z—s)
=0 m.
X ¢ (x; ,Uﬂe_"(’_s)m, O'ée_z"(t_s)m) . 430)

By noting the stationarity of the compound Poisson process, equation (4.30) is also the

density function of the increment J, — J;.

In equation (4.4), X; is the sum of a regular OU process and a jump term. As in [17], and
just focusing first on the non-switching setting, we can utilise the convolution of the OU
and J;’s densities to get the probability density of X; given X, which turns out to be an
expectation of a normal density. That is,

(s8] t _ m ' |
(DX,|XS (x) = Z %e—ga—s) % ¢(x; Xsea(t—‘s)
m=0 :

+ (1 — e“’(’_s)) 0+ ,uﬁme_"(’_s),

é;Z (1 _ e—2ct([—s))
2a

+ O%me_z"(’_s))

=P [(ﬁ(x; X, 4 (1 - e_“(’_s)) 0

§2 (1 _ e—2a/(t—s))
2«
+ a};ﬂ,e—zﬂ“-”)], 431)

—a(t—ys)

+ P e

where P,; denotes a Poisson counter.
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Going back to the implementation of the EM algorithm under our HOHMM setting, let £,
be g and assume (for tractability) that #, is independent of other parameters in the model.
From (4.10) and (4.31), the discrete-time process X, under the HOHMM framework, is

set to follow a mixture of normal distributions with

px (¥7) = K (y)) Xi + 3 (7)) + ppymar (¥ »

and

0% ) = 0 () + O'é(y;:)qKz ¥y)-

We now compute the maximum likelihood estimates (MLEs) of model parameters via the
EM algorithm. Define &% = {«;, &, 01, 4,» Tp,> Pisr» | < 1,5, < N} as the set of HOHMM-
based parameters. Starting with the set & of initial parameters, the recursive parameter
updates yield an updated set &" of MLEs, where &" € argmaxg, (&%) and L(EY) =

[E0 [% ,%(] . Following Xiong and Mamon’s arguments [43], the estimation of the ma-

trix T of transition probabilities can also be facilitated by a change of measure from P
to P€" and entries are updated automatically through the filtering processes. It should be
noted that y}’ is still an HOHMC under both P®" and PZ" but each has the corresponding
transition matrices T = (p;,) and T = (pisr). To estimate the transition probabilities in
succession, i.e., by substituting T with T, we utilise the likelihood function in combination

with the EM algorithm and consider

_ dpé”
~ dpé

ptsr
ptsr

2 =

A} : (4.32)

k N (A )(y}"z,er><y,“’l,esxylw,et)
=2

t,s,r=1

—_

Pisr

Disr
tion process following equation (4.10) is accomplished by blending the EM algorithm and

= 1 for p;, = 0 and p;,, = 0. The estimation of parameters given the observa-

recursive filters in (4.26)-(4.29). The resulting outcomes for p;, and the rest parameters
are given as follows.

Proposition 2: The EM estimates, at state ¢ given a series of observations X;.; for k > 0,
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arc
z ;Zkf (X Xi+1) — ﬁfgz (X) + ﬂﬁ,q(gz (Xk+1) — ﬁtq,uﬁ,@,i
G (X2) + 25,4 (X0 + (up.q) B
D} (€} Xk X)) = 9D} (6L (X0)) + g, gDy (6 (Xia1))
Dy (6 (32) + 2Dy (€1 X0) + (uga) DY (1)
9iqup, D} (%)

01 (61 06) 20 (1060) o] 21 () -
5 G X)) — ke E] (X0 - kittp, 47, (X)
B,
b (%} Xirn)) = 6D} (€ (X0)) = Kkapa, gDy (L) 434
Dy (#)) | |
L GX) (%)
; 7
@l’( (ﬂtz + (K,,u@ q)2 + 20kefip,q — o-érk,zq)
+ :@71’(
. ng X (2pﬁ,ql<t2 + 219,K,)
%,
(29 + 205,9) G Kisn) + 206G K1 Xp) 35)
7 ’ ’
_ G Kiw) = 9Ty (X =k CL (XD
e L (X0)
_ D (6] X)) = 9D} (. (X0) - sy (6 (X0) 436)
a7, 060) |
Eé, _ ‘é’ (X1%+1)A+ K?ng (Xl%)
Bika
?;37;( (0? + (K,,uﬁ,q)2 + 20k, q — Q?)
¥ é,iktzq
‘gz X (Zyﬁqutz + 21?,/@)
' HBiitq
B (21% + 2Kzuﬁ,q) ‘gz (Xi+1) + 2ngz (Xie+1X) 437)
Fixtq | |
Disr :Qf’fm = Zv(%m , Vpairs (t,s), t # 5. (4.38)

By Dy (BY)
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Proof See Appendix D.

For ease of numerical implementation, we assume g = 1 in Section 4.5. The filtering re-
cursions in Proposition 1 yield new estimates for «;, ﬂ,,gtz, Mg, O'Et, and p,,, 1 < t,5,r <N

whenever a new sequence of electricity spot prices becomes available up to time k.

The development of these recursive filters thereby implies that the parameter estimates
under our HOHMM setting are self-calibrating. The results in Propositions 1 and 2 con-
stitute further research progress relative to those given in Erlwein et al. [7], and Xiong
and Mamon [43] in the following respects. Firstly, self-calibrating filtering algorithms for
electricity spot prices in a regular HMM setting [7] are extended to a general HOHMM
case. Secondly, we include a compound Poisson process to depict the spikes in the price
dynamics; such inclusion was not a consideration item in the HOHMM setting of [43].
Thirdly, Erlwein et al. [7] went though the route of estimating first the entire drift compo-
nent before being able to compute an estimate for the mean-reverting level k. In our case,
we directly dealt with the MLE of « by providing an explicit solution as a function of filter-
ing recursions. The required sequence of computations in recovering the model parameters

is clarified.

4.5 Numerical application

To evaluate the performance of our proposed model in conjunction with its associated fil-
tering algorithms in section 4.4, we implement them on the daily electricity spot prices
(DESP) recorded by the Alberta Electric System Operator (AESO). The AESO data set
contains 1461 observations covering a 4-year period from 01 Jan 2011 to 31 Dec 2014. In
the context of this data set, let us first consider the seasonality and stochastic components

as underscored in the DESP model in accordance with equation (4.1).

4.5.1 Analysis of the deterministic component

Alberta launched the first wholesale electricity market in Canada. It prescribes that if the
wholesale electrical energy generated in the province is not consumed on site, it must flow
through the Power Pool operated by the AESO [27]. The AESO, on behalf of Albertans,

runs a fair and openly competitive electricity market and offers a reliable and economic
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operation of the Alberta Interconnected Electric System (AIES) [5].

From Figure 4.1, we observe prices displaying strong mean reversion, high periodicities,
and numerous spikes. Despite variations and jumps, DESP exhibit a long-run mean-
reverting level and cyclical patterns. For instance, there are more extreme values and
changes in temperature values during the winter and summer seasons, whilst off-peak pe-
riods exist in springs and autumns. The seasonality aspect mainly originates from market
supply and demand, which depend on electricity generation capacity, human activities, and
weather conditions. To execute the recursive filtering equations on the deseasonalised part
of the model, we perform data fitting on the component D, using the statistical software R’s
built-in regression functions; this then removes the discernible seasonal pattern following
equation (4.1). A ‘step’ function is further applied in selecting the suitable number of ex-
planatory variables in terms of the adjusted-R? and the Akaike information criterion (AIC).
The descriptive statistics, presented in Table 4.1, guide the parameters’ initialisation in the

implementation procedure. Table 4.2 summarises the estimated parameters for D;,.

Mean Std Deviation Std Error Median

67.53 89.77 2.35 32.34
Min Max Skewness Kurtosis
5.61 669.89 2.98 9.74

Table 4.1: Descriptive statistics for daily electricity spot price (DESP)

Parameter Estimate 95% confidence interval

a —-0.0181 (—=0.0290, -0.0071)
b 80.7214 (71.5387,89.9041)
i —-6.4621 (—12.9686, 0.0445)
&) 8.9067 (2.4942,15.3191)
5 -7.6311 (—14.0103,-1.2519)
el —-6.2641 (—12.6405,0.1123)
Ji -20.1426  (-26.5187,-13.7664)

Table 4.2: Parameter estimates for the seasonal component D,

Figure 4.1 displays the plots of the fitted seasonality-component function and the actual
DESP data. A zoom-in view of the data evolution from 01 Jan 2013 - 31 Dec 2014 is
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Figure 4.1: Fitted seasonal component and observed spot prices

presented in Figure 4.2. Even though the seasonal component D, has a notably crucial role
for DESP modelling, the spot-price behaviour is still hugely influenced by stochasticity;
refer to Figures 4.1 and 4.2.

4.5.2 Application of filtering algorithms for the HOHMM-OU process

with jumps
4.5.2.1 Data processing with the filtering algorithm

Electricity spot prices are gathered with daily frequency and so we assign At = 1. We
process the observations in 73 batches with 20 data points in each batch. In this sense,
the parameters are updated roughly every 3 weeks. Other filtering window sizes can be
explored too; however, within the data set that we analyse, our experimentation produces
similar outcomes, telling us that with different window sizes have negligible effect. We note
that a 20-point data length for the HOHMM filtering procedure is fairly sufficient and not
numerically onerous in processing the continual flow of new information including those
resulting from abrupt changes in the DESP dynamics due to extreme weather, supply out-
ages, and excess demand, amongst others. In general, practitioners in other fields applying
online HOHMM-based filtering methods have the freedom to choose a data window size
befitting their circumstances such as computational resources and frequency of data gener-

ation.
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Figure 4.2: Zoom-in view of the fitted seasonal component versus observed prices
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Figure 4.3: Deseasonalised stochastic component of DESP
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HOHMM filtering calls for the verification of memory presence, and determination of ini-
tial values in connection with parameter estimation. To detect memory in our data, we
evaluate the fractional-differencing parameter d in Granger and Joyeux’s autoregressive
fractionally integrated moving average (ARFIMA) methodology [16]. When 0 < d < 0.5,
there is a finite long memory in the data; and d = 0 signifies short memory. In computing d,
one may employ the Geweke-Porter-Hudak estimator, approximated MLE, and smoothed
periodogram approach; estimated values for d could be easily returned by utilising the R
functions ‘f{dGPH’, ‘tdML’, and ‘fdSperio’, respectively. In our case, we employ ‘fdSpe-
rio’, proposed by Reisen [30], since unlike the two former algorithms, the latter algorithm
has no restriction and is applicable to a non-stationary process. Our de-seasonalised data
set gives d = 0.20.

We wish to get the optimal estimates for the parameter set &" = {k,d, 0, g, 0, p} ; for em-
phasis, these parameters are driven by a discrete-time finite-state HOHMC. This goal is ac-
complished by initialising estimates and updating subsequently the parameter set. Bench-
marks for starting values are attained by treating X, as a single-regime process. This implies
that the transition probability matrix T is identity. From (4.10), the likelihood function of

Xit1 18

L(Xk+1; K, 9, Q,/Jﬁ,o_ﬁ)
(X1 —9- KXk—lquK)Z)

m exp( 2(02+02qx?
= (i) , (4.39)

\/27r Q + 0 qkz)

where 1 < m < 1460 in our implementation. This is equivalent to minimising the negative
of the log likelihood, i.e.

2
m Xis1 — 0 — kXi —
Z[log ,/27r Q +0 qk2) ( k+12(g2 +K I; 'uﬂCIK) ] (4.40)

o208)

The R function ‘optim’ is applied to equation (4.40) producing 'k = 0.6394, 9 =-0.15 15,0
0.6443, 15 = —0.4945, and o = 0.0103.
4.5.2.2 Implementing the filtering procedure

Propositions 1 and 2, in conjunction with the initial parameter estimates, obtained in Sec-

tion 4.5.2.1 are put into use for the estimation of the proposed model interfacing the
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HOHMM, OU and jump attributes. Our dynamic parameter estimation proceeds by first
evaluating the filtering recursions (4.26)-(4.29) and then employing their numerical out-
comes to provide optimal estimates through equations (4.33)-(4.38); processing comple-

tion of one batch of data values constitutes one algorithm step or pass.

The final value in an algorithm step is used as the initial value for the filtering recurions
to complete the succeeding algorithm step. Once the optimal estimates of the parameters
in equation (4.10) are obtained through our self-calibrating process after certain number of
algorithm steps, we can back out, via equations (4.11)-(4.13), the optimal parameter esti-

mates of the proposed model with the original specifications in equation (4.5).

The filtering algorithms are implemented on the process X, under the 1-,2-, and 3-state set-
tings driven by both HOHMC and HMC. Estimated parameters evolve as shown in Figures
4.4-4.7. The parameter evolutions under the 2-state HOHMM (Figures 4.4-4.5) are differ-
ent from those under the 3-state HOHMM (Figures 4.6-4.7). Nonetheless, there is gradual
convergence to certain values after approximately 55 passes for each sequence of param-
eter estimates. Whilst the parameters’ initial values might affect the convergence speed,
as long as they do not deviate substantially from the benchmark values under the 1-state
setting in section 4.5.2.1, the evolution of estimates for each parameter will eventually ap-
proach a specific value. Although not plotted here, parameter estimates under the HMMs
exhibit similar realisations. It is worth mentioning that with HOHMM, the movements of
the parameter estimates under the 1- and 2-state HOHMM settings exhibit analogous dy-
namic patterns and converge to similar optimal values; whilst the evolution of parameter
estimates under 3-state HOHMM setting is distinct. It indicates that a 2-state HOHMM
might be adequate to capture the dynamics of DESP and reflect the economic and market
information. This is further supported by the analysis of model performance in subsection
4.5.3.

We quantify the variability of the parameter estimates by considering the variance of the
estimators using the Fisher information /(&"). This is given by
1(&") = -E > log L(X; &)
0&E2 ’ '
This provides a bound on the asymptotic variance of the MLEs. The ML estimator is
consistent and has an asymptotically normal sampling distribution; see [36]. We utilise the

limiting distribution of the MLE, &, to get the 95% confidence interval. For a generic
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1

(scalar) estimate €”, this is € + 1.96 . Derivation of I (¢”) makes use of the the log-

@)
likelihood functions, and this is delegated in the Appendix D. The results are summarise
below.

ng\mr - @l Ktqfé?t
I (Pisr) = : , (0 :_k’ Iﬁﬁr: k’
", Q o () o
€] (X2) + 2,9 (X, ‘7
k (Xk) +2up,q6; (Xi) + (l*‘ﬁﬂ) k
1) = > ,
t

B _ _
1@)=- 2k, 3(% (x2,)) + 27 (x2)
t

:

+ @,ﬂ (19,2 + (K,,uﬂ[ p)2 + 20 Kiptp,q — O'étktzq)

+ ng (Xi) (Z,u,g,qktz + 219,/(;)

— (20, + 2K4p15,0) G} Xice1) — 2,6 (X1 Xi) )
1(G0) = ooz + = () + 077 ()

Orkiqd 0K q
+ é,i (19,2 + (K,,uﬁ[ p)2 + 20 Kiptp,q — (legrktzq)
+ ng 0. (Z,u,g,qktz + 219,Kt)

- (2191 + 2Ktﬂﬁtp) ng (Xps1) — 2Kt(g/z (X1 Xk) )

Our recursive filtering is an adaptive approach and it has the mechanism for optimal es-
timates to be iteratively produced. As the estimates obtained manifest reasonably well
convergence and stability properties the SEs become smaller as we go further down the
algorithm steps. Moreover, Table 4.3 evinces that we have robust parameter estimates as

implied by the substantially narrow ranges of all SEs throughout the algorithm passes.

4.5.3 Discussion of model performance
4.5.3.1 Forecasting and error analysis

We shall generate and assess the one-step ahead forecasts for X, and DESP under the

HOHMM-with-jump settings. To do these, we first compute the expected value of the
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HMM
Parameter 1-state model 2-state model 3-state model
Estimates Bound of SE
Lower Upper Lower Upper Lower Upper
Ki 1.0834x 1075 03113 2.4645x 1078 0.1574 4.45092x 1077 0.3113
5,- 8.8910 x 1077 0.2568 2.0532x 1078 0.2127 3.2596x 1077 0.2568
0 9.4071 x 1078 0.0254 3.1251x 107 0.1377 4.1097 x 107  0.0254
g, 1.0480 x 1075 03162 2.2175x 107 0.4088 4.0512x 1077 0.1253
o, 6.7328 x 1078 0.0171 3.1251 x 10 0.0346 2.6396 x 10~®  0.0170
Dii 6.3839 x 1077 0.2063 3.2075x 107* 0.1785 6.3839 x 1077  1.6160
HOHMM
Parameter 1-state model 2-state model 3-state model
Estimates Bound of SE
Lower Upper Lower Upper Lower Upper
K 1.0834 x 10° 0.3113 7.4602 x 1077 0.3827 2.2600 x 10°%  0.3858
9, 8.8910 x 1077 0.2568 6.3506 x 107 0.2766 1.6974 x 10°  0.2676
01 9.4071 x 1078 0.0254 1.0576 x 107 0.4424 1.3078 x 1077 0.0221
g, 1.0480 x 107% 03162 83156 x 10% 0.3357 2.0243x10°% 0.3265
0, 6.7328 x 1078 0.0171 7.4834x 107® 0.0243 9.1683 x 108  0.0150
Grsr 6.3839 x 1077 0.2063 3.7525x 107 1.2956 4.3980 x 10™°  0.8859

Table 4.3: Interval of standard errors for parameter estimates under the 1-, 2-, 3-state
HMMs and HOHMMs
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stochastic component in (4.10). This gives

E [Xii1 | Zi] =E(& () Xi + 9 (y) + 0 (YY) 2+t

GAty

n Z o~ (B1=Ty) By
m=1

A

=Y X + (0¥
+q () (1. ¥y ) - (4.41)

Equation (4.41) brings about one-step ahead forecasts under the non-regime-switching
model, and 2-state and 3-state settings driven by HOHMMs. Figure 4.8 presents the graphs
showing the movements of the one-step ahead predictions for X; and DESP under the 3-
state HOHMM setting. A magnified view of the predicted DESP is depicted in Figure 4.9
covering a one-year period. The forecasts follow closely the actual dynamics of DESP dur-
ing ‘normal’ periods. Models with regime-switching features outperform the 1-state model
during periods with jump occurrences, and HOHMMs are more accurate than the HMMs

in predicting spikes in DESP.

Visually, the DESP’s dynamics and spikes are captured very reasonably by our self-calibrating
algorithm and filtering processes under the regime-switching setting. But, more formally,
we wish to quantify the difference, in terms of accuracy and fitting performance, between
the HOHMMs and HMMs. To assess the goodness of fit, as a by product of the pre-
dictability performance, an error analysis following the criteria in Erlwein et al. [7] is
undertaken. We shall rely on the following error metrics: mean-squared error (MSE), root-
mean-squared error (RMSE), absolute mean error (MAE), relative absolute error (RAE),

and median absolute percent error (MdAPE). They are calculated as follows:

pIi (X\k - Xk)2 RMSE — \/Z',?:l (5(\;( - Xk)2

MSE = ,
m m
"X, — X "X, — X
MAE:Z"‘ll k kl’ RAE:Z"’;ll,f _k|’
m Doner 1 Xk = X|
X, — X,

and MdJAPE = Md

2

k

where X, denotes the actual value of the observation at time k; 5(\,( stands for its correspond-

ing prediction; X is the mean of all X;’s; and m = 1460, which is the total number of
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Figure 4.8: One-step ahead forecasts for X; and S under a 3-state HOHMM
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Figure 4.9: Comparison of one-step ahead forecasts in 1-, 2-, 3-state HMMs and HOHMMs

predicted values.

The results of our error analyses are presented in Table 4.4; they bespeak that a non-regime-
switching model is less adequate than a regime-switching model in describing the dynamics
of our data. Under the HMM setting, the 3-state framework outperforms the 1- and 2-state
frameworks; whilst under the HOHMM setting, the 2-state model is the best in predicting
the stochastic component and DESP. Furthermore, the HOHMM beats the regular HMM

with respect to the four metrics; this finding agrees with the output revealed in Figure 4.9.

The 2-state HOHMM has the best over-all prediction amongst all state settings. The 4-state
HMMs and HOHMMs were also tested but no significant improvement is achieved. Ad-
ditionally, the computational cost of using HMMs and HOHMMs with state dimensions
higher than 4 outweighs the benefits. Results of the t-test for the RMSEs’ mean differ-
ences under various modelling set ups are displayed in Table 4.5. The adjusted p-values
in our pairwise comparison were computed via the Bonferroni’s method using the R func-
tion ‘p.adjust’; this addresses the issue caused by familywise errors. The p-values for the
comparison of 2-state versus 3-state HOHMMs are large; so, we cannot reject the null
hypothesis of no RMSE-mean differences at a significance level of 5%. This agrees with
Figures 4.8 and 4.9, where regimes 2 and 3 behave similarly. Thus, introducing a third

state will generate minimal gain (if any). Error metrics for the 2-state and 3-state settings
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HMM setting

Deseasonalised component X;

Electricity daily spot price S,

1-state  2-state 3-state I-state  2-state 3-state
MSE 0.4152 0.2870 0.2828 54542 2840.2  2769.0
RMSE 0.6443 0.5357 0.5318 73.852  53.293 52.621
MJAPE 46.712 42.440 40.724 37.534 32332  31.675
MAE 0.4828 0.4062 0.4016 36.738 27.883 27.259
RAE 0.7317 0.6156 0.6086 0.6445 0.4892  0.4782
HOHMM setting | Deseasonalised component X, | Electricity daily spot price S,
1-state  2-state 3-state 1-state  2-state 3-state
MSE 0.4152 0.2542 0.2768 5454.2 1906.9 1996.6
RMSE 0.6443  0.5042 0.5261 73.852 43.668  44.683
MJAPE 46.712  39.156 40.289 37.534 31.104  36.238
MAE 0.4828 0.3825 0.3938 36.738 24.253  24.373
RAE 0.7317 0.5797 0.5967 0.6445 0.4255  0.4276

Table 4.4: Error analysis of the HMM- and HOHMM-based models for DSP

Setting HMM HOHMM
1-state 1-state 2-state 1-state 1-state 2-state
t-test Vs Vs Vs Vs Vs Vs
2-state 3-state 3-state 2-state 3-state 3-state
p-value | 9.2771 x 10712 2.8685 x 10> 0.7771 | 1.0775x 10712 1.3966 x 1015 0.8502

Table 4.5: Bonferroni-corrected p-values for the 7-test performed on the RMSEs involving

the DSP

in Table 4.4 show very close results. However, comparison tests demonstrate that the 1-

state and 2-state settings’ error metric values are statistically different, and the same can be

said concerning those for the 1-state and 3-state settings. Additionally, Figure 4.9 and Ta-

ble 4.4 lend support to such an outcome, which clearly suggests the merit of incorporating

regime-switching features in the model for our data.

4.5.3.2 Selection of suitable model setting

We use an information selection criterion that emphasises the trade-off between bias and
variance for our HMM and HOHMM settings. Similar to Erlwein et al. [7], and Xi and



4.5. NUMERICAL APPLICATION 133

Mamon [38]), we consider the Akaike Information Criterion (AIC), to provide a measure
that balances the relative goodness of fit and complexity of various model settings. The

AIC is given by
AIC =-2logL(X; &) + 21, (4.42)

where [/ is the number of model parameters to be estimated, and log L (X; &") is the log-
likelihood function associated with the model. For the observation process X;.1, the corre-
sponding log-likelihood under the HOHMM setting is

N
Z(yzv’ €)X

1 =1

(10g(27T(Q (Yk)"'o'ﬁqk (Yk)) %)

(e = () =) X — s () (yx))z]
2(0(v¢) + o5 (v¢) 2 () |

where B is the number of observed values and N is the number of states. The number of

Mm

logL(Xk+1’ K, 07@ ﬂﬁ7 O-ﬁ

>~
1l

(4.43)

parameters to be estimated depends upon N, and this is summarised in Table 4.6. As ex-
pected, there is a significant increase in the number of parameters to be estimated as the

number of states grows in a model.

Given the form of the AIC in equation (4.42), the selection principle hinges on minimising
the AIC. From Table 4.7, the 1-state model has the highest AIC values. Clearly, the two-
regime HOHMM-OU-jump setting outperforms all other settings given our data as model

inputs.

Model 1-state 2-state 3-state N-state
HMM 5 12 21 N2 + 4N
HOHMM 5 14 33 N*-N?+5N

Table 4.6: Number of estimated parameters under HMM-OU-jump and HOHMM-OU-

jump settings
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Model Number of parameters AIC
1-state model 5 3005.51
2-state HMM 12 2877.48
3-state HMM 21 2821.99

2-state HOHMM 14 2657.84
3-state HOHMM 33 2897.54

Table 4.7: Comparison of selection criteria AIC

The AIC metric lacks the asymptotic-consistency property as pointed out by Bozdogan
[4]. This puts into question the AIC’s optimality as the best-model criterion (cf [33]) when
one is confronted by a collection of models with different dimensions and numbers of pa-
rameters. The Bayesian information criterion (BIC) is an alternative metric, which admits
the data set’s sample size on top of other inputs included in the AIC. As comprehensively
discussed in Kuha [21], if the two criteria agree on the best-model choice, robustness in
model selection is achieved. For this reason, we also adopt the BIC in evaluating the set of

candidate models to choose from.

The AICs in Table 4.7 come from a static estimation. We complement this with the gen-
eration of BIC values generated by our dynamic parameter estimation method. The BIC is

computed as
BIC = —/log B+ 2logL(X; &). (4.44)

By setting B as the number of observations in each algorithm pass when employing equa-
tion (4.43), a series of BIC values are obtained as the data set is processed in its entirety.
Given the model choice-metric form in equation (4.44), the underlying principle of selec-
tion is to maximise the BIC function. Figure 4.10 depicts the evolution of the calculated

BIC values for the 1-, 2-, and 3-state models.

For the 1-state model, we get higher BIC values for almost all of the periods spanned by
the algorithm passes in the whole data set. We note, nonetheless, that for periods where
jumps occur, the BIC values markedly drop under the 1-state model. The drastic decline of
the BIC during DESP’s spike occurrences insinuates that this criterion is unable to sustain
robustness with one-state modelling. In contrast, the BIC values produced by the regime-
switching models have more stable patterns. Furthermore, the 2-state HOHMM even pro-
duces BIC values higher than those from the 1-state HOHMM/HMM for algorithm steps



4.5. NUMERICAL APPLICATION 135

80 40
L1 |
e
. AN
S NN
r" ./’)
AN
' 1
BN
R

. ’ N .
INN 7 N7 RV .
AW AVIRNVIT DRV A\ 12 W ) I A
NN AV . \ [
ET I Fa\

BIC

-120
|

-160
|

0 10 20 30 40 50 60 70

Algorithm steps

— 1-state HMM/HOHMM ---- 2-stateHMM e 3-state HMM
-—- 2-state HOHMM 3-state HOHMM

Figure 4.10: Evolution of BIC values under the 1-, 2-, 3-state HMM- and HOHMM-based

models

that encompass periods of jump events. This tells us that the 1-state model is not able to
capture the market well in situations where jumps could be present. On the other hand, the
2-state HOHMM can describe satisfactorily the dynamics of data with jump characteristics.
This is also supported by the results from our error and AIC-based analyses. Undoubtedly,
it is worthy to embed regime-switching capabilities, and in the case of our data set, the

2-state HOHMM setting is regarded as the most appropriate choice.

4.5.3.3 The valuation of expected future spot at delivery

As a consequence of electricity-market deregulation, power producers and wholesale buy-
ers turn to derivatives and recent financial-product innovations in an effort to manage their
risk exposure. Futures and forward written on electricity prices are commonly used for
hedging, which entails the pricing of these contracts. Forward/futures price modelling can
be categorised into two strands of study in the current literature. The first strand is to di-
rectly construct forward-price curves from market data (e.g., Fleten and Lemming [13]).
The second strand is to derive forward prices as the expected future spot prices at delivery
(EFSP) (e.g., Benth et al. [2]).

In this research, we first identify the best-fitting model for our DESP data. Then, optimal

estimates using our filtering-based calibration are fed into the chosen model for EFSP.
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—

Regime K ) 0 Hp 03 a 0 £
State 1  0.7169 -0.4722 0.1281 0.5312 1.6664 x 10™* 0.3328 -1.6679 0.1499
State 2 0.6388 -0.5643 0.6473 0.6457 1.5808 x 10™* 0.4482 -1.5622 0.7965

Table 4.8: Optimal parameter estimates for the 2-state HOHMM

Let G(t,T) denote the expected value of the spot price for delivery at future time 7', and
assume that the current time is . With EFSP as the underlying variable, the theoretical

forward price F(z,T) of an electricity contract is computed as
Fit, )=2¢,T)+G(, T), (4.45)

where A(z, T) is the price of the risk process. In our OU process with jumps, A (¢, T') has
two contributing parts: (i) the price of risk due to switching of regimes and (ii) the premium
due to the market price of risk. Under the real-world probability measure P, the EFSP as a
function of HOHMMs is calculated as

G, T)=E[Sr| %]

=D (T) exp (Xte—(l(y;v)(T—l) + (1 _ e—a(yy)(T—l)) Q(y:‘/)

() (1 - e 20nT-)
2a(y}) )

T
exp (f e—w(y¥“)<T—u)d]u | %)]

=D (T)exp (Xte—a(y;“)(T—t) + (1 _ e—a(y;“)(T—z)) 6(y")

x E

=+

£(y?) (1 - e200DT-0)
2a(yy) ]

T
)

-c(T -1 ] (4.46)

Derivation details of (4.46) are similar to those given in Benth et al. [2]. The optimal pa-

rameter estimates in the evaluation of the EFSP in equation (4.46) are shown in Table 4.8.
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Figure 4.11: Expected future spot price on delivery (EFSP) under a 2-state HOHMM

It is reasonable to assume a constant Markov chain when pricing EFSP over a short-term
delivery period. For a longer maturity of 7 > 30 days, EFSP has to be numerically com-

puted with a dynamic Markov chain involved, as recommended in Erlwein et al. [7].

The reasonableness of the “constant Markov-chain” assumption for contracts with short
delivery horizon remains disputable. In our implementation, we simulate dynamic states
through an HOHMC to obtain estimated values of the EFSP for a general delivery period.
Figure 4.11 shows the simulated EFSP with time ¢ mapping the last 30 days of our dataset
for maturities T = 1,...,30 days. Salient features of the data are replicated by our pro-
posed model such as the short-term fluctuations, seasonal patterns, and spikes of electricity
prices. Our pricing application is of practical significance, as forward contract valuation is
immediate once A (¢, T)’s estimate is available. Determing the appropriate A (¢, T) is be-
yond the scope of this article. But, we certainly recognise its critical impact on the pricing
of electricity contracts. This warrants a separate investigation that could utilise our current

results and exposition serving the necessary groundwork.
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4.6 Conclusion

A new framework, possessing regime-switching and data memory-capturing mechanisms,
is proposed for the modelling and forecasting of electricity spot prices. The spot price
is modelled as an exponential of an OU process, and augmented by a compound Poisson
term to deal with the mean-reverting, stochastic and spiked components. The exponential
part of the model is scaled by a suitable deterministic combination of trigonometric and
linear functions to account for the cycles and other type of attributes of certain price de-
terminants. The parameters in the exponential component are modulated by a higher-order
hidden Markov chain in discrete time, which drives the random switching between differ-

ent economic regimes.

The work of Erlwein et al. [7] appears to be the only online HMM filtering algorithms for
the analysis of electricity spot prices. An improvement of their approach was accomplished
in our model development. Empirical implementation based on our extended HOHMM fil-
ters confirmed that the predominant features of seasonality, mean reversion and extremely
large spikes in electricity prices are all captured quite well. The various insights from this
study reinforce the findings of Erlwein et al. [7]. We further showed that HOHMMs offer a
much better fit than those achieved by the usual HMMs. The 2-state HOHMM outperforms

other model settings for our data in accordance with an information-criterion evaluation.

This study showcased two key research contributions: (i) new filters that support self-
updating parameter estimation of the HOHMM-OU-jump model thereby enriching the lat-
est research of Xiong and Mamon [43] with the inclusion of spikes; and (ii) extension of
the Erlwein et al.’s model [7] by incorporating HOHMMs for electricity price modelling
geared towards derivative valuation and risk measurement. A direct and natural direction
of this work is further empirical test of the modelling framework and estimation being put
forward in the analysis of various contracts (more sophisticated than forwards) in the elec-
tricity market for investment and hedging. The HOHMM with lag order 2, which we fixed,
is the focus of this research; certainly, the implementation of the HOHMM filtering with
a higher lag order, and statistical inference for the estimation of the optimal lag are all

worthwhile future research endeavours.
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Chapter 5

Modelling and forecasting futures-prices

curves in the Fish Pool market

5.1 Introduction

Commodity futures markets provide a mechanism for investors to hedge a price risk or pos-
sibly profit from price changes at the futures contract’s maturity. These markets, in essence,
offer social and economic benefits through the efficient allocation of resources and making
some form of insurance accessible to businesses. The analysis of commodity futures typi-
cally covers the energy and agriculture sectors with the intertwined objectives of modelling
price formation and risk management. The literature on futures contracts dealing with the
needs of the aquaculture and fisheries industries remain rather scanty, owing to the chal-

lenges in establishing efficient markets in these two sectors.

We note that frozen shrimp was the very first commodity from the seafood industry to be
traded in the Chicago Mercantile Exchange back in the 1960s. Unfortunately, it was a
thin market and only lasted for 3 years; see [19]. Three decades later, the Minneapolis
Grain Exchange introduced the first exchange-traded shrimp futures contract in 1994 to
help market participants hedge their risk exposure to shrimp prices. Alas, the market was
also terminated in 2000 due to low trading volumes and lack of interest, as per the account

of Quagrainie and Engle [24].

The aquaculture-based futures markets in North America were short-lived and apparently

failed unluckily. In contrast, the Fish Pool ASA, located in Norway, has been successful
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since its launch in 2005. Furthermore, it has a strong connection with the rapidly expand-
ing farmed salmon industry over the course of several decades. Primarily owned by Oslo
Bgrs ASA, the Fish Pool has become a global exchange serving a venue to mitigate price
risk and an instrument to reckon in sustaining the fish and seafood markets. It operates as
a regulated marketplace for trading financial derivatives with the salmon price as the un-
derlying variable. Fish Pool is a very active exchange in the trading of salmon derivatives.
As reported in [23], the volume of salmon traded in the futures exchange has increased
dramatically from approximately 3,600 tonnes in 2006 to 90,445 tonnes in 2016 with a
record cash value of 5.8 billion Norwegian Krone (NOK).

The Fish Pool plays a critical role in the pricing and management of fresh farmed salmon.
The creation and trading of salmon forward and futures contracts bring financial and eco-
nomic improvements in terms of increasing the producers’ profitability, enhancing market
efficiency, and facilitating risk hedging. It is thereby vital to model the dynamics of the
process that underlies the value of the futures contract. In this chapter, we put forward
a regime-switching model that is capable of accurately describing the joint dynamics of
salmon futures prices. Our modelling is geared towards the valuation other pertinent finan-
cial derivatives on salmon, hedging against volatile salmon price swings, and optimising

harvesting and investment strategies of seafood resources.

A number of models for salmon prices are deterministic simply to keep the financial-
modelling framework analytically tractable; see for example, Cacho [3], and Guttorm-
sen [15]. In our case, we deal with, using stochastic processes, the uncertainty of market
prices. Although Solibakke [27] built a stochastic volatility model for the Fish Pool mar-
ket, their framework only considered the time-varying dynamics of front months contracts
only, rather than the entire term structure of the the futures prices. Ewald [11] derived
explicit formulae for prices of fish futures and call options under the assumption that the
stock level of salmon follows a stochastic logistic growth. The assumption in [11] is some-
what problematic because such governing dynamics in the pricing framework refer to wild
catches of fresh salmon from an open-access fishery source and not catches via fish farm-
ing. According to the UN’s Food and Agriculture Organisation (FAO) [18], the farmed-fish
industry has surpassed the wild-fish sector for a few decades now in terms of production
volume. Moreover, as a widely traded commodity, farmed salmon, and not wild ones, form

the foundation of the Fish Pool’s market structure.
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Certain studies in the literature feature the construction of salmon futures pricing frame-
work starting with the spot-price evolution; then this is followed by estimating the spot-
price model using a Kalman-filtering method (e.g., Schwartz [26]). Ankamah-Yeboah et
al. [23] presented the price-formation development in the salmon/aquaculture futures mar-
ket via a risk-premium model, whereby spot prices lead to price discovery of futures con-
tracts. Asche et al [1] studied the spot-forward relationship by treating futures price with
maturities up to six months as an unbiased estimator of spot prices. The popular two-factor
commodity model for spot prices, with a stochastic convenience yield explicitly included,
is widely applied to examine salmon futures prices and aquaculture-farming considera-
tions; see details in Ewald et al. [13] and [12]. Alternatively, research investigations would
also focus directly on futures prices when performing the analysis of the Fish Pool salmon

market.

Of particular interest about the Fish Pool is that the salmon’s spot prices and futures prices
are observed weekly and daily, respectively. Thus, spot prices missing on certain days
could be recovered from futures prices collected at a daily frequency. However, if the daily
futures-price modelling begins with a spot price description, generating spot prices with
daily frequency (from data with weekly frequency) is necessary, and this presents an added
difficulty as noted in [1]. Another Fish Pool’s striking characteristic is that on every trading
day, closing futures prices, corresponding to various maturities that varies from months to
years, are available. But then, as we move forward in time, the remaining time to maturity
of the contract also decreases; and futures prices corresponding to the remaining time to
maturity are available as well. This complication, in the context of multivariate modelling,
creates a heavy computational challenge when capturing the term structure of futures prices
at the Fish Pool whilst ensuring that every futures price in the entire data set is processed,
without overlap (i.e., taken as input only once), in the estimation of model parameters.
Such a complication identified above is certainly a gap in the current literature, which we
shall address in Section 5.4 of this chapter. The usual approach so far to circumvent this
issue in model estimation is simply to average actual maturities; see Ankamah-Yeboah et
al. [23], Ewald et al. [13] and Ewald et al. [12].

Our research is distinguished from the aforementioned works by the following contribu-
tions: (i) Instead of using the classical two-factor model, we construct a Markovian regime-
switching model to capture the memory and stochasticity of salmon futures prices. (ii) This

chapter is the first to pin down the modelling of the term structure of salmon futures prices
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without assuming approximate maturities of the contracts in the estimation procedure. (iii)
We directly investigate the dynamic behaviour of salmon futures prices, thereby avoid-
ing the use of weekly spot prices. (iv) As an alternative to the Kalman filtering method,
we put forward a self-calibrating estimation method based on a regime-switching model
modulated by a higher-order Markov chain, which is capable of modelling empirical dis-

tributions of virtually all shapes.

Markov regime-switching models capture the dynamics of price evolution more accurately
and provide better forecasting performance as per the findings in Erlwein et al. [10], Date et
al. [5], and Xiong and Mamon [38]. In the context of a Markovian regime-switching mech-
anism, hidden Markov models (HMMs) have been widely utilised encompassing many ap-
plications in engineering, and the natural and social sciences; for examples of applications
concentrating in the fields of economics, insurance and finance, see Mamon and Elliott
[20, 21]. HMMs drive the model’s regime-switching attribute via Markov chains with hid-
den states; although the assumption of first-order state transition dependency in HMMs
does not take advantage of information from historical past that may be beneficially useful.
This gives rise to the concept of higher-order hidden Markov model (HOHMM), which
is a doubly stochastic process in that there is a stochastic model for the observation pro-
cess and for which the parameters are modulated by a higher-order hidden Markov chain
(HOHMC). An ultimate aim is to obtain the best estimate of the latent Markov chain’s cur-
rent or future state. In Xi and Mamon [32], it was shown that the HOHMM setting yields
better forecasting performance in modelling the risky assets log returns. Xiong and Mamon
[37] found that HOHMM-based models could capture better the empirical characteristics

of Toronto’s daily average temperature compared to the capability of HMM-based models.

Our investigation reveals that Date et al. [5] is by far the only paper that utilised the HMM-
filtering algorithms to model and forecast commodity futures prices. In [5], model cali-
bration uses heating-oil futures price data; results showed that Markov regime-switching
models outperformed a one-regime model. This work can be deemed as an extension and
updated version of [5], but with more advancements in various aspects of futures-price
modelling described as follows: (i) Model parameters in this chapter are modulated by an
HOHMM, which has a memory-capturing “configuration” that may enable the extraction of
possibly useful information from past data. (i)) HOHMM filtering algorithms, under a mul-
tivariate setting, are devised for estimation. (iii) The multi-step ahead forecasts are analysed

to evaluate the prediction performance of all proposed models under both the HMM and
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HOHMM settings. (iv) Finally, and most importantly, we design a crafty moving-window
scheme for our data-filtering algorithm passes; this new data-processing scheme covers the
whole life cycle of all futures contracts under study, and ensures that no data point is missed

out or entered more than once into the filtering equations.

We start with the modelling of futures prices under a one-state set up, assuming that the
spot price process is lognormally distributed. A finite-state HOHMM is then embedded
into the framework, regulating the stochastic switching amongst regimes. Our best esti-
mate (in the sense of an expected value given a history of past and current information) of a
regime reflects a state or level generated by the interactions of competing market forces that
affect the futures prices. Filters for the HOHMMs are established by first transforming the
HOHMMs into HMMs, and then usual techniques are applied to obtain optimal parameter
estimates of the HOHMM-based models.

The remainder of this chapter is structured as follows. Section 5.2 presents the formula-
tion of the multi-dimensional model, the parameters of which are driven by a discrete-time
HOHMC. In Section 5.3, adaptive filters for the states of the HOHMC and relevant quan-
tities are derived through a change of reference probability technique. We then draw up
a self-calibrating parameter-estimation scheme; this takes into account the recursive filters
via the Expectation-Maximisation (EM) algorithm. Numerical application of our proposed
models is conducted on a data set of daily salmon future prices collected from the Fish
Pool in Section 5.4. Both proposed model’s goodness of fit and prediction performance are

assessed. Some concluding remarks are given in Section 5.5.

5.2 Model setup

Following Ross [25] and Schwartz [26], we begin with the assumption that the commodity
price evolves under a risk-neutral probability measure Q. Let P, denote the spot price of
salmon at time ¢, and suppose P, behaves in accordance with the stochastic differential
equation (SDE)

dP, = a(6 - log P,)P,dt + £P,dW, (5.1)

where «, 6 and £ are positive constants, and W,Q is a standard Brownian motion under Q.



5.2. MODEL SETUP 149

Write X; := log P,. By Itd’s lemma, the log-spot price X; is a mean-reverting stochastic

process with stochastic dynamics
dX, = a(u — X,)dt + £EdW2, (5.2)

where o measures the speed of mean reversion moving to the long-run mean level of log

price, u = 6 — g—i, and & denotes the volatility of the process. Employing the Brownian-

motion and Itd-isometry properties, the conditional distribution of X under Q at time 7,

where T > t, is normal with respective mean and variance given by

EC (X7 | Z] = X,e ™77 + (1 - e—W-”) i, (5.3)

fz [1 _ e—Z(y(T—t)]

and Var¢[Xr | %] = ,
2a

(5.4)

where .%, is an WIQ—generated filtration.

From Manoliu and Tompaidis [17], the price F; at time ¢ of a futures contract with maturity

T is the expected price of the underlying commodity at time 7 under Q. That is,
F,=E°[Pr | Z]=E°| | Z].
Using the results from equations (5.3) and (5.4), the log-expected value of the spot price is
G, =logkF,
=E¢ (X7 | F] + %VarQ [Xr | ]

fz (1 _ e—2w(T—t))

=X,e 2T 4 (1 - e‘“(T_’))/J + 1o

(5.5)

As noted in Schwartz [26] and Weron [31], it is reasonable to assume that the dynamics of
salmon spot prices follow a mean-reverting stochastic process under an objective measure,
and to introduce the price of risk 4,. We shall be working under the objective (or real-world
probability) measure P when implementing a filtering-based estimation using observed
market data in Sections 5.3 and 5.4. To facilitate the estimation, a change of measure
will be employed; this is independent from the concept of risk-neutral measure involved

in valuation. The construction of A,, connecting Q and P, in pricing temperature-based
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derivatives is elaborated in Xiong and Mamon [38]. Elliott et al. [8] proposed a modified
version of the Esscher transform that takes into account 4, when implementing a discrete-
time regime-switching Gaussian model and its continuous-time version. Research findings
in [8] and [38] form the basis in our development of a regime-switching model for salmon
futures prices under the arbitrage-free assumption. In particular, the log-spot price X; under

P evolves as
dX, = a(u” — X,)dt + £dW,, (5.6)

where W, is a Wiener process under P, and u* = p + %‘f By It6’s lemma, along with

equations (5.5), the dynamics of (5.6) under P are

1
dG, = (ﬂtfe‘“"_') - 5526_20(T_t)) dr + ge™" T dW,. .7)

Salmon futures prices are assumed available at each time #5, ¢ € Z* with maturities
T T2, ..., TS Let F f; be the price of a futures contract at time ¢ with maturity 7" for
h = 1,...,g. Using the Euler method and invoking the results in Date et al. [5], the

g-dimensional discretisation of equation (5.7) is

1 1 ad 1 i 1
GZ+1 :Gllz + J (1 _ e_ahAtZH)é—‘he_“h(Th_tZH) (/1113 _ Zghe—(y/ (Th—z,’m) (1 + e—a/ At,’m))
2o At
(T l1-e e+l
+ é‘:e a (Th t£’+1) TZZ_H’ (58)

h _ +h
where At/ |, =1,

distributed (IID) N (0, 1) random variables.

— 1 for k € Z{, and {2}, ,} are sequences of independent and identically

Remark 1: In the succeeding discussion, all vectors are denoted by bold lowercase let-

ters and all matrices are represented by bold capitalised letters.

To incorporate the impact of changes in market conditions and economic regimes on fu-
tures prices, we embed an HOHMM following the formulation in Xiong and Mamon [37];
morever, the modelling framework is extended to a multi-dimensional set up. Let y, be a
discrete-time homogeneous Markov chain with a finite-state space in RY under a probabil-

ity space (Q, .Z, P). We associate the state space with the canonical basis of R", which is
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{e|, e, ..., ey}, where e; := (0,...,0,1,0,...,0)" € R with 1 in the ith position; also, T
stands for the transpose of a vector and N is the state-space dimension. To equip the model
with a regime-switching capability, the g-dimensional process in equation (5.8) will have

parameters that are governed by y; so that

GZ+1 :GZ + (1 - e_ah(yk)AtZH)fh(yk)e_ah(yk)(n_tfn)(/lh(yk)

a’(yx)

_ igh(yk)e—“”(yw(ﬂ-tﬁ.) (1 + e~ O0Ag,, ))

1 — e~ 20"G0at,

2al(y)

+§h<yk>e-“’“m<“-ff’?ﬂ>\/ (5.9)
Taking advantage of the algebraic simplification due to y,’s state-space representation, we
have o(y,) = (@, yi), A"(yo) = (A", yi), and €"(y) = (", yx) in equation (5.9), where
(-,-) is the inner product in R". The IID random variables {zZ .1} are independent of the

higher-order Markov chain yj.

To facilitate the conceptual discussion of the filtering processes, we focus on a second-
order Markov chain y}’ to construct and implement the multi-dimensional HOHMM filter-
ing method. Concentrating on a second-order y,’ as a prototype on this modelling breaks
down the complexity in discerning the sequence and structure of algorithms in implement-
ing a generalised HOHMC y; with a lag order k, k € N*. A second-order y}’ is a Markov
chain at the current step k that depends on information available at prior two steps k— 1 and

k —2. As in Siu et al. [28], we define an R¥V transition probability matrix P, given as

Pt puz 0 pPun 0 PNt PiN2 cct PINN
p- P211 P12 v PaN ot Dant DP2n2 cct P2NN
PNn1t o PNIN " DNN1 DPNN2 °°° PNNN

where pge, = P(y),, = ey = €.y, , =€) withk > 1landd,c,b € {1,2,...,N}. The
quantity py. 1s interpreted as the probability that the Markov chain will be in state d given
that currently it is in state ¢ and was in state b immediately prior to being in the present

state. The observation process in equation (5.9) can be expressed as

Gr., = Gl +VM(y)) + oMyl (5.10)
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where

Vh(yZV) — (1 _ e_ah(y]‘f)At]’(’H)é_‘h(yZ)e—ah(y;f)(Th—fZH)

a’(yy)
1 n w i w
X (ﬁh(yz)) _ Zé‘:h(y;:)e_al (yk)(Th—t,’(H) (1 + e_ah(yk)mfﬂ)) — <Vh(k), ylv€v>’ (511)

where v'(k) = (Vi(k), v4(h), ..., Vi(k) € RY, and

heow hW —a/h(y“’)(T —h ) 1_6—2ah(y1‘f)At1i’+l h w
o (yy) =& (yy e TN e 20 (y) = (o' (k),y; ) (5.12)
T
where o (k) = (c{(k), (k). ..., oh(k) €R". (5.13)

The stochastic basis (Q, .7, {%;}, P) serves as the modelling background and supports the
stochastic processes considered in our framework. The global filtration .%; is defined as
T = FP NV F, where F¥ and F] are filtrations generated by y} and W, (a P-Wiener

process), respectively.

It is important to note that y}’ is latent rather than directly observable from the salmon

futures market. In particular, the state of the HOHMM is hidden in the noisy observation

h
k+1°

a transformation that converts y}’ into a regular Markov chain is employed, after which the

process G ., which is evolving under P. Following the ideas common in papers [32]-[37],

usual HMM-filtering estimations apply. Consider the mapping 7r(e;, e.) := €., for 1 <

b,c < N, where e, is an RV unit vector with 1 in its ((b — 1)N + c)th position. The

semi-martingale representation of the new Markov chain n(y}, . y}") is then given by

(YY) =By, yi) + €4 (5.14)

. . . . 2 2 ey .. .
where {€} }i>1 is a martingale increment, and B is a RY>"" probability transition matrix

with entries bj; := pgep, for j = (d - 1)N +c¢,i=(c—1)N + b, and bj; = 0 otherwise.

5.3 Filtering and parameter estimation

We rely on Elliott et al. [6] in adopting an approach that introduces an equivalent probabil-

ity measure P under which the observation process is a sequence of IID random variables.
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The ensuing calculations are facilitated by the IID assumption. So, filters are computed un-

der P, and then they are related back to P with the justification via the Girsanov’s theorem.

Remark 2: The reference measure P for filtering is not the same as the equivalent risk-
neutral measure Q used in pricing. The purpose of having a P is to circumvent the direct

calculations under P, which necessitates hard semi-martingale computations.

Under our modelling framework, the suitable Radon-Nikodym derivative of P with respect

to P is constructed as

_9P T _
P, = i D];[%, k>1, W =1,
¢((Uh(yy1 )_1 (Gﬁl - G? 1 vh(yyl ))
o oy )¢ (Gl

where ¢ is the probability density function of an N (0, 1) random variable, and .%; is the
filtration generated by the observation process G;. Every parameter driving the multivari-
ate observation process in equation (5.10) is modulated by the same y;'. Even though the
correlation of salmon futures prices is not explicitly modelled, it is implicitly encapsulated
in the underlying higher-order Markov chain regulating to G} s multivariate dynamics with

possibly dependent variates.

The general principle of obtaining optimal estimates of pertinent quantities under P for a
multi-dimensional HOHMM setting is first to construct filters, which are conditional expec-
tations under the reference measure P involving functions of n(y;,y;_,)- Then, the filters

under P will be used to recover the model’s parameter estimates under P.

Write q, = (g (11), ..., gi (cb), ..., g (NN))" € RN where

qi (ch) == P(y; = ey, = & | Fai) = E[(n(y), y;_1)- € | Tl (5.15)
By the Bayes’ theorem for conditional expectations, a filter of 7(y,’,y;”,) under P can be
computed as
EPWn(yy. vy )7
B[]

@ =Eny.y, )| %] = (5.16)
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Let sy := E” | Win(yy, vy I Fi). Since B2, 0y} )s €a) = (s ¥y ), 1) = 1, where
1:=(1,..., )T € RV, we have

N N

Z (S, €cp) = Z <E7) [Yin(ye, yi_DIZx] ecb>

c,b=1 c,b=1
_ N
=E" | ¥, Z MYE Y1) ew) | Fi
c,b=1
- EP ¥, | Z.]. (5.17)

Plugging in the result from equation (5.17) into equation (5.16), together with the construc-

tion of sy, yields

Sk Sk
= = . (5.18)
R ZZh:l <sk9 ecb> <Sk’ 1>
As with Xi and Mamon [32], we also define the following relevant quantities:

k

%tsi’ = Z(y;‘)—z, er><y;v_1, e5><y;v, e,), (519)
1=2
k

=) (Vi e) = By + e, (5.20)
=2
k

By = Z(y}”_l,e»(y,w_z, e,), (5.21)
1=2
k

CF(GD) =D AN e = 6L, (F(GL) + FGDGL e, (522)
1=2

where r,5,t = 1, ... ,N,2 <1 <k, 1 < h < g, and f has the form f(Gh) = G",
or f (Gh) = (G™?. Equations (5.19), (5.20) and (5.21) refer, respectively, to the Markov
chain’s number of jumps from state (e,, e;) to e,, amount of time spent in state e,, and oc-
cupation time in state (e;, €;) up to time k. The auxiliary process 4/ (f) in equation (5.22)

is the level sum for the states e,.

We define two N>xN? matrices C and D (similar to Xiong and Mamon [37]) for deriving the

filters of (y}’, ;, y))- Recursive filtering relations for )", (dk”’l Yy y;:)), & (%’f{ U/ yzv)),

+

& (%’,ﬁiln(ygﬂ,yg ), and (', (Cﬁk’ 4 f)n(y;ﬁrl,yg)) are obtained with the aid of equations
(5.14) and (5.18).
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Proposition 5.3.1 Let C;, be an diagonal matrix

1
ck+l

0

where

8
i
C =
k+1 | 1| O'

X (GZH -G

fork>0and 1 <b,c <N. Then

Sie1 =BCp 1k
(I:vﬂ (%ﬂﬂ(hﬂ, yk )) —BCk+1§k (ﬂt”n(yk 5 yk 1))
+ <Sk, esr>ck+1 <Besra ets>ets

Gfﬂ (f@JiHU(YZVHaYZ)) :BCkH{/‘f ('%712+1n(ylvcv’ yZ—l))

0

0

0

N
Ck+1

G (BEan(¥is Y1) =BCiudy

+ (Sk, €1, )¢, Bes

By, YL))

e""( ((Gta) = ()
=) ))
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(5.23)

(5.24)

(5.25)

(5.26)

G (G (M- ¥0) =BCendy (G (FmGy- yi)) + £(Gl)Dic, Bsi,  (5.27)

where D,, 1 <t < N is an N> x N? matrix with e; on its (i — 1) N + H)th column and 0

elsewhere.

Proof The derivations are analogous to the proofs provided in Xi and Mamon [32], or

Xiong and Mamon [37].

Remark 3: Expressions for our recursive filters (5.23)-(5.27) in matrix notation are more

compact and ‘neater’ than those presented in Erlwein and Mamon [10], engendering a
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more efficient evaluation using software with intensive matrix-manipulation capability. Ad-
ditionally, these results are extensions of the filtering equations derived by Date et al. [5]

for commodity futures prices under a regular HMM framework.

To estimate the optimal parameters, we adopt the Expectation-Maximisation (EM) algo-
rithm for the multi-dimensional HOHMM framework. The estimates of vh(y}:), O'h(y;:),

and the transition probability P are functions of the recursive filters in Proposition 5.3.1.

Proposition 5.3.2 For a g-dimensional observation process GZ .1 in equation (5.10), k > 0,

1 < h < g, the EM estimates of its parameters are given by

S G (i D)
tsr — —~

B G (B YY)
oG _ G (L M, ¥D)

, Vpairs(t,s), t # s, (5.28)

T (5.29)

‘%l[ﬁl {IZVH (‘%I[H] n(yx_] s yz))
‘ : ' 2 3 ¢ ) . w w
& :(§k+1 ((gkn ((f )) (Y ¥y) ~ 2fIh§k+1 ((gktn(fh)n(ykﬂ, y ))
& (B yD) & (B yD)

2 1
M o (B, ey, y)) )

+(l) kl(tkl k+1 k) . (530)

G (Bl yD))

Proof See Appendix E.

Once the quantities in Proposition 5.3.1 are all determined, model parameter estimates are

immediate from Proposition 5.3.2.

5.4 Numerical application

5.4.1 Fish pool exchange and data description

Our numerical implementation utilises data from the Fish Pool ASA exchange market. The
Fish Pool contracts, mainly composed of futures and options, are settled financially rather
than settled by physical delivery of salmon. All contracts traded at the Fish Pool ASA are
settled on a monthly basis with the Fish Pool Index (FPI) as a reference price reflecting

the actual spot price of fresh Atlantic salmon. FPI is a weighted average (cf [14]) of three
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indices (weights given in parenthesis): Nasdaq Salmon Index (85%), Fish Pool European
Buyers Index (10%), and Statistics Norway customs statistics (5%). To avoid issues con-
cerning deliverable grades, the FPI makes use of the weighted average of the most traded
weight categories: 3-4 kg, 4-5 kg, 4-6 kg with contributions of 30%, 40%, and 30%, re-

spectively, to the averaging procedure.

Spot prices are accessible at the Fish Pool on a weekly basis for immediate delivery. On
the other hand, forward prices are available on a daily basis, reflecting the expectations
of market participants for future trading. The interest rate is assumed deterministic rather
than stochastic because forward prices in the Fish Pool are equivalent to futures prices for
numerical application. To the best of our knowledge, research studies in the literature on
pricing salmon futures would transform daily futures prices into weekly or monthly fre-
quency. This is evident from the futures price modelling formulation of Ankamah-Yeboah

et al. [23], Asche et al. [1], and Ewald et al. [13], which contains weekly spot prices.

Remark 4: Our approach differs significantly from the current methodology on salmon
futures price modelling. Instead of averaging futures prices to generate a proxy for the
weekly spot prices as the common practice in various papers, we directly use daily futures
price observations for modelling and forecasting the dynamics of futures prices in the near

or medium-term horizons.

We customise a filtering method tailored to our proposed multivariate model; this is then
implemented on data concerning futures contracts with maturities up to 6 months. These
are short-term contracts that are more frequently traded than others in the salmon market;
see Ankamah-Yeboah et al. [23] and Ewald et al. [13]. We consider a data set of daily
log-return series of futures prices collected by the Fish Pool; this data set comprises 1515
data points. The 12 maturity dates are denoted by 7", where h = 1, ..., 12, and they
are set to be the last business day in the months of January 2016, February 2016 , ...,
December 2016. When the filtering procedure is carried out on the multivariate data, a
moving window is going over time #* until the entire trajectory of futures price curves is
exhaustively processed. Futures, with maturities from 1 to 6 months, are traded on any

business date between the starting #" and ending " as shown in Table 5.1.
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h-dimension  Starting #*  Ending /*  Maturity 7"
1 03Aug2015 28Jan2016  29Jan2016
2 01Sept2015 26Feb2016  29Feb2016
3 010ct2015 30Mar2016 31Mar2016
4 02Nov2015 28Apr2016  29Apr2016
5 01Dec2015 30May2016 31May2016
6 01Jan2016  29Jun2016  30Jun2016
7 01Feb2016  28Jul2016  29Jul2016
8 01Mar2016 30Aug2016 31Aug2016
9 01Apr2016  29Sept2016  30Sept2016

10 02May2016  280ct2016  310ct2016
11 01Jun2016  29Nov2016 30Nov2016
12 01Jul2016  29Dec2016  30Dec2016

Table 5.1: Illustrating the data periods of future contracts (maturities of 1-6 months) cov-

ered by the moving window in the filtering procedure

To further elucidate the relevance of the information in Table 5.1, consider futures contracts
with expiry data 7' (29 Jan 2016) and refer to Table 5.2.

Futures contract Time to maturity Trading date

T' -1, f; : 03Aug2015
T' —¢!, t - 04Aug2015
6 — month 2 _2 g
TV 1., ), 31Aug2015
T' -1, 1y, : 01Sept2015
5 — month :
T' -1, 13, - 30Sept2015
T' — t)pgs flog : 04Jan2016
1 — month :
T! — ¢! t'_:28Jan2016

126°

Table 5.2: Futures contracts with maturity up to 6 months and expiration on 29 Jan 2016
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If a market participant enters into a futures contract on any business day between 7} (03 Aug
2015) and t%1 (31 Aug 2015), then he owns has a 6-month futures contract with maturity
date T'; In this case, the contract could have between 151 to 180 days until expiration.
A similar reasoning can be made when owning 5-month, ..., I-month contracts until
the expiration 7! is reached. Our algorithm, with moving window going through time
points 7, is applied to futures contracts with maturity dates 72, T3, ..., T'2. This proposed
data-reorganisation scheme ensures that for times to maturity 7" — t,i‘, 1 <k <126 (k
expressed as number of trading days), we have 12 data points corresponding to each #.
More importantly, this scheme will create a multivariate time series without missing or

causing a double entry of any data point.

Remark 5: A novelty of this work arises from realistically treating the remaining time to
maturity T" — t’,z to be varying. This gives the benefit of using all available raw information
without any additional data transformation in the process of modelling and parameter es-

timation.

Table 5.3 presents the descriptive statistics of our data set. Low volatility as well as skew-

ness and kurtosis of low magnitude are observed for the log-futures price data.

Maturity 7" Mean SdDev ~ Min Max Skew  Kurtosis

29Jan2016 3.8814 0.0868 3.7796 4.0993 0.8528 -0.2463
29Feb2016 3.8987 0.0844 3.7773 4.0535 0.1215 -1.2253
31Mar2016 3.9511 0.1012 3.8022 4.1431 0.2419 -1.0862
29Apr2016 3.9572 0.0978 3.8308 4.1026 0.2493 -1.5814
31May2016 3.9883 0.1090 3.8351 4.2047 0.1825 -1.2799
30Jun2016 3.9951 0.1227 3.8199 4.2413 0.4316 -0.9328
29Jul2016  4.0411 0.1498 3.8133 4.3470 0.5050 -0.7739
31Aug2016 4.0108 0.0727 3.8712 4.1109 -0.4151 -1.3396
30Sept2016  3.9949 0.0535 3.8918 4.0673 -0.7087 -0.5837
310ct2016  4.0309 0.0503 3.9551 4.1636 1.2693  0.8055
30Nov2016 4.1498 0.0584 4.0518 4.287 0.6630 -0.3971
30Dec2016 4.2321 0.0705 4.1431 4.3307 0.0789 -1.7328

Table 5.3: Descriptive statistics for log-futures prices (maturities of 1 — 6 months)
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5.4.2 Implementation of filters and estimation

As pointed out in Xiong and Mamon [37], the autoregressive fractionally integrated moving
average (ARFIMA) method could be utilised to verify presence of memory (in the sense
of current data value’s dependence on previous data points). For our data set, fractional-
differencing parameter u is assessed against these benchmarks: # = 0 implies the time
series data exhibits short memory, and 0 < u < 0.5 implies there is finite long memory in
the time series data. We use the R function ‘fdSperio’, which is suitable for non-stationary
processes, in examining the memory property of our data set. We obtained u = 0.0633 in-
dicating short memory. This rationalises our use of the 2nd-order HOHMM set-up, which

is sufficient to tackle short memory.

Coming up with the appropriate initial parameter values in the implementation of our self-

calibrating estimation could make use of the least-square method suggested in Erlwein and

Mamon [10] or the likelihood maximisation mentioned in Date et al. [5]. In our case,

we adopt the latter method. Considering G, as a one-state process, the maximiser of the

associated log-likelihood function, given a series of observations, is given by
- I (G =G - V)

argmax (log L (Giy1;5v, 0)) = log ,
i 1,;[ V2ro 20

where m = 120 in this numerical application. For a g-dimensional setting, the log-likelihood

(5.31)

to be maximised must simultaneously take into account all futures prices spanning matu-
rities 7", 1 < h < g, where g = 12. The aim is to find maximisers v and ¢ for equation
(5.10). Given that {zZ .1} 18 a sequence of IID N(0, 1), we must solve the optimisation prob-

lem

8

argmax (log L (Gyy1;v, 0)) = l_[

= 1 (GZH -G} - Vh)2
h=1 k=1

log - . (5.32)
V2o 2 (oh)?

Invoking Date et al. [5], it is reasonable to assume that the speed of mean reversion is fixed
and independent of the Markov chain when modelling the log-futures prices of a commod-
ity. In fact, we validated that the estimates of @ in our model remains relatively stable using
prices of the short-term futures. A fixed « is justified and provides some simplification
in the computation. We emphasise that both A and & are still governed by y", and their

estimated values are required to update v(y") and o(y") in equation (5.10). We address



5.4. NUMERICAL APPLICATION 161

problem (5.32) using both R functions ‘nlm’ and ‘optim’, generating initial parameter esti-
mates @ = 0.9864, A= 4.2257, andg = (0.1855; these estimates are used as benchmarks in
selecting starting values for the multi-regime HOHMMs.

Each variate in our multivariate HOHMM has the same number of regimes and every vari-
ate’s switching is driven by the same HOHMC’s transition matrix P. The time increment
At = 1 trading day in the processing of our data, which is divided into 24 batches. Each
batch, for one algorithm, has 5 vectors (i.e., 5 t,’; forall T", h = 1,2,...,12), and it gives a
window size covering an entire week of trading. One week of multivariate data is deemed
sufficient to accumulate new information that could impact the futures market, such as sub-
stantial changes in supply and demand, climactic conditions (e.g., sea-surface temperature,
water currents, etc), economic and political events, amongst other market factors. Thus,
our algorithm formulation updates quantities that are functions of HOHMM every trading
week through the online filters (5.23)-(5.27).

The filtered estimates are then fed into equations (5.28)-(5.30) to get new parameter esti-
mates. The estimates from the most recent algorithm pass serve as initial parameter values
for the next algorithm pass via the recursive filtering equations. We experimented on var-
ious combinations of different initial parameter values and other filtering windows. It is
found that, for majority of the times during the filtering process, convergence of parameter
estimates could be achieved without any iteration failures. When this is true, window sizes
and starting values only impact the convergence speed, but they do not substantially pro-

duce different results.

Figures 5.1 and 5.2 depict the movement of the entries for the transition probability matrix
P under the 2-state and 3-state settings, respectively. The jumps in the evolution of proba-
bilities reflect possible market-state changes and price fluctuations. Under both 2-state and
3-state settings, noticeable changes occur from the 11th to 15th algorithm pass; and after
approximately 19 algorithm passes, stability of transition probability evolution is attained.
Evidence of regime switching is also detected in the evolution of other parameter estimates

for the process G, in equation (5.10).

When estimates of v and o are generated and with the the value of @ computed from solving
the aforementioned optimisation in (5.32), the evolution of the estimates for A and & can

be obtained through equations (5.11) and (5.12). Figures 5.3 and 5.4 show the evolution of
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Figure 5.1: Evolution of transition probabilities under a 2-state HOHMM for futures prices

with expiry T".

parameters, under both 2- and 3-state HOHMM set ups, using prices from contracts with
expiration on the last maturity date 7'2. The small magnitude of volatilities £ and o is
consistent with the descriptive statistics of the data portrayed in Table 5.3. Figures 5.1 and
5.2 illustrate that the behaviour of parameter estimates is relatively stable after a period of
dramatic switches. Also, the general downward pattern of parameter dynamics is a shared

characteristic of Figures 5.3 and 5.4.

5.4.3 Model performance and selection

For a comprehensive evaluation of model performance, we also implement our filtering al-
gorithm on 2- and 3-state HMM frameworks, which are two special cases of an HOHMM
with lag order 1. It is a common post-diagnostic check to compare the forecasting perfor-
mance of a proposed model with other benchmarked models, such as the random walk and
ARCH-type models; see Hardy [16]. However, these typical benchmarks are incompatible
with the HMM and HOHMM frameworks. This is because we directly model multivariate
futures prices and incorporate memory property of the market into the setting, whereas ran-
dom walk and ARCH models deal with univariate spot prices. We also rely on Mamon et
al. [22] whereby it was found that ARCH and GARCH models are unable to beat the reg-
ular HMMs’ performance with respect to capturing short- and medium-term predictability

of a data series. To find the ‘best-performing’ model that captures the main features of the
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Figure 5.2: Evolution of transition probabilities under a 3-state HOHMM for prices of
futures with expiry T".
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prices of futures with expiry 30 Dec 2016.
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salmon futures prices, we evaluate the prediction of G, under the 1-, 2-, and 3-state HMMs
and HOHMMs. The one-step ahead forecasts in Date et al. [5] are extended; additionally,

the d-step ahead predictions for all proposed models are assessed.

Proposition 5.4.1 Given information up to time k, the ‘best’ estimate of the d-step ahead

forecast of the g-dimensional observation process GZ . = logF 1}: REN
. ()
- j
E|Ff., | F|=F} D;axl qieqexp| v+ S . (5.33)

Proof See Appendix F.

Figure 5.5 depicts the one-step ahead prediction, taking d = 1 in equation (5.33), for salmon
futures prices under the 3-state HOHMM setting with maturity dates of 28 Oct 2016, 29
Nov 2016 and 29 Dec 2016. We can observe that the one-step ahead forecasts are quite
close to the actual market data. Although not shown here, similar patterns can be found
for the one-step ahead forecasts under the HMM setting as well. The forecasts, with very
short term, from our proposed models follow closely the actual prices at the Fish Pool. The
trends and dynamics of salmon futures prices, from visual inspection, are captured well by

our filtering algorithms and estimation procedure.

A formal way of quantifying forecasts’ quality is through an error analysis, i.e, examining
the goodness of fit for all the proposed HMMs and HOHMMs. Following the criteria in
Erlwein et al. [7] and Date et al. [5, 4], we evaluate the root-mean-squared error (RMSE),
absolute-mean error (AME), relative-absolute error (RAE), and mean-absolute-percent er-
ror (MAPE) of the proposed and competing multi-dimensional models. We extend further

the assessment of the error metrics to the case of d-step ahead forecasts.

The results of error analyses ford = 1,2,...,5, i.e., spanning the entire next week’s trading
days, are presented in Table 5.4. For all d, the 3-state model outperforms other HOHMM-
state settings. Except for the 1-step ahead forecasting case, where the 2-state HMM yields
better fit than those obtained from the 1-and 3-state HMMs, the HOHMM with 3 states is
adjudged better than any HMM set up in terms of goodness of fit. Compared to the HMM
settings, the HOHMM settings produce smaller errors in one-step ahead predictions, whilst
no pronounced difference is detected as the forecasting horizons become longer. The 4-
state HMM and HOHMM settings, which were examined as well, effect only negligible

improvements. Therefore, there is no practical motivation to pursue an HOHMM with a
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d-step ahead ~ HMM setting RMSE MAPE AME RAE

1-state 0.5104 0.5195 0.2962 0.0498
1 2-state 0.5036 0.4926 0.2859 0.0481
3-state 0.5055 0.5051 0.2876 0.0484
1-state 0.8062 0.9130 0.5181 0.0878
2 2-state 0.7852 0.8718 0.4941 0.0840
3-state 0.7842 0.8654 0.4909 0.0834
1-state 1.0685 1.2607 0.7104 0.1213
3 2-state 1.0388 1.2053 0.6791 0.1165
3-state 1.0387 1.2021 0.6776 0.1162
1-state 1.3048 1.5741 0.8804 0.1514
4 2-state 1.2655 1.5013 0.8397 0.1453
3-state 1.2650 1.4903 0.8338 0.1443
1-state 1.5298 1.8622 1.0334 0.1788
5 2-state 1.4782 1.7672 09812 0.1713
3-state 1.4779 1.7537 0.9738 0.1701
d-step ahead HOHMM setting RMSE MAPE AME  RAE
1-state 0.5104 0.5195 0.2962 0.0498
1 2-state 0.5029 0.4964 0.2824 0.0476
3-state 0.5021 0.4926 0.2804 0.0472
1-state 0.8062 0.9130 0.5181 0.0878
2 2-state 0.7851 0.8131 0.4614 0.0787
3-state 0.7847 0.8114 0.4605 0.0785
1-state 1.0685 1.2607 0.7104 0.1213
3 2-state 1.0389 1.1290 0.6372 0.1100
3-state 1.0386 1.1276 0.6364 0.1099
1-state 1.3048 1.5741 0.8804 0.1514
4 2-state 1.2653 1.4192 0.7959 0.1392
3-state 1.2651 1.4188 0.7956 0.1391
1-state 1.5298 1.8622 1.0334 0.1788
5 2-state 1.4778 1.7024 0.9480 0.1678
3-state 1.4777 1.7024 0.9480 0.1678

Table 5.4: Error analysis of HMM- and HOHMM-based models under 1-, 2-, and 3-state

settings for salmon futures prices
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Setting HMM HOHMM
1-state 1-state 2-state 1-state 1-state 2-state
t-test A A A A \'A) A
2-state 3-state 3-state 2-state 3-state 3-state
p-value | 43026 x 1077 4.3225x 10™*  0.8564 | 2.5657 x 107 1.6071 x 108 1.0000

Table 5.5: Bonferroni-corrected p-values for the paired #-test performed on the RMSEs

involving salmon futures prices

number of states greater than 3. In fact, it is also prohibitive to consider a large number of
states since the size of the transition probability entries becomes unwieldy even with just
one regime addition; see Figures 5.1 and 5.2. Notwithstanding the small fitting errors seen
in general for the 1-, 2- and 3-state HMM and HOHMM settings, HMM and HOHMM
with a regime-switching feature clearly outperform the special case, 1-state model, across
all forecasting metrics. This indicates the indisputable benefit of incorporating regime-
switching and memory-capturing capabilities into models. Overall, the 3-state HOHMM is
the best modelling framework in accurately describing the dynamics of our salmon futures-

price data set.

The statistical significance of the error-mean differences in each pairwise setting of our
proposed models is evaluated by a #-test based on a 95% confidence level. The adjusted
p-values are computed with the Bonferroni’s approach to control the family wise error rate.
Table 5.5 displays the estimated Bonferroni-corrected p-values for the three pairs of model

settings.

For the 2-state HMM versus 3-state HMM and the 2-state HMM versus 3-state HOHMM
models, the p-values are larger than 0.05. Therefore, the null hypothesis of no significant
difference cannot be rejected. This tells us that the 2-state and 3-state HMM settings (also
2-state and 3-state HOHMM settings) have similar capability in capturing the dynamics
of the observation process although Table 5.4 shows the 3-state is slightly better than the
2-state setting. For the 1-state versus 2-state and 1-state versus 3-state setting under HMM
(also, 1-state versus 2-state and 1-state versus 3-state setting under HOHMM ) the p-values
are appreciably smaller than 0.01. So, the RMSE differences between the HMM-based
switching and no-switching models (also, between the HOHMM-based switching and no-

switching models) are statistically significant.
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Model 1-state 2-state 3-state N-state
HMM 2 6 12 N? +2N
HOHMM 2 8 24 N3 — N?+2N

Table 5.6: Number of estimated parameters under HMM and HOHMM settings for salmon

futures prices

The results of our error analyses will be reinforced by information-criterion assessments in
identifying the ‘best-performing’ model. Information-criteria assessment techniques aim to
provide a balance between model’s goodness of fit and complexity (i.e., increased number
of parameters). To put it simply, the information-criterion metrics provide a comprehensive
trade-off between bias and variance of our HMM and HOHMM settings. Here, we make
use of the Akaike information criterion (AIC), the small-sample-size corrected version of
AIC (AICc), and the Bayesian information criterion (BIC).

The AIC emphasises the penalty for increasing the number of parameters. The AICc is
the AIC with a correction for a relatively small size of model parameters by increasing the
penalty for model complexity. The BIC strengthens the AIC and AICc by selecting the
‘best” model from a set of candidate models with a different penalty for the addition of

parameters. The AIC, AICc and BIC are computed as

AIC = -2log L (®) + 21, (5.34)
2 1
AlICc = -21log L(®) + 2[ + M, (5.35)
m-—1-1
BIC = -21log L (®) + 2/log m, (5.36)

where [ is the number of model parameters to be estimated as summarised in Table 5.6. In
(5.36), m is the number of data points, and log L () is the log-likelihood function associ-
ated with the model given by

SRSk 1 (Gr = Gi=v ()
log L (®) = hZ‘ kZ‘ ;m, et>(1og[ o (y:)] ~ o (yg))z (5.37)

with B being the number of observations in each algorithm pass. The model that gives the

smallest information-criterion assessment value obtained using equations (5.34)— (5.36)
is preferred. We compute the values of AIC, AICc and BIC for the 1-, 2- and 3-state
HMMs and HOHMMs after each algorithm step. The evolution of the calculated values of

these information-criterion metrics is plotted in Figure 5.6. We observe that the the 1-state
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model generates the largest values and the most volatile patterns throughout the entire data
period. Even though the 3-state HOHMM produces higher values than those from other
regime-switching models at the earlier part of the algorithm pass, it generally has stable
patterns and smaller AIC/AICc/BIC values thereafter. These findings fortify the results of
the above-mentioned error analyses, selecting the 3-state HOHMM as the best model for

the data set studied in this chapter.

Probing the models’ forecasting performance entails as well running the model on data
set covering the out-of-sample period, i.e., the data period not used in model estimation.
The empirical evidence from the in-sample performance is commonly less reliable than the
those generated from analysing forecasts in the out-of-sample period, which better reflects
the information available in ‘real time’; see White [30], and Stock and Watson [29]. As
the d—step ahead prediction is forward-looking and does not overlap with the period en-
compassing the data used for the filtering and estimation of parameters, our approach is

distinctly consistent with the out-of-sample forecasting.

This section on numerical demonstration culminates with an appraisal of all model settings
on their one-step ahead prediction ability using price data of futures with maturities after
30 Dec 2016. Specifically, this out-of-sample forecasting exercise focuses on futures with
maturities up to 6 months that expire on the last business day of Jan 2017, Feb 2017, ...,
Jun 2017. Figure 5.7 exhibits the comparison between the actual and predicted futures
prices under the 3-state HOHMM. It shows that the movement of the one-step ahead pre-
dictions resemble the actual data. Such a result is also in agreement with what Figure 5.5
reveals. The results of the out-of-sample error analysis under the 1-, 2- and 3-state HMMs
and HOHMMs are also reported in Table 5.7. The 2- and 3-state HMMs and HOHMMs
incontestably outperform the 1-state model with respect to all forecasting metrics whilst
the 3-state HOHMM has the smallest forecast errors. Summing up altogether the pertinent
evidence from error analyses, information-criteria evaluations, and out-of-sample predic-
tions, it is ascertained that there is merit in putting forward the regime-switching settings
for the modelling and forecasting of Fish Pool’s futures prices. The 3-state HOHMM turns
out to be the best-fitting model for the chosen sample data within the intent of our empirical

analysis.
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HMM setting HOHMM setting
1-state 2-state 3-state | 1-state 2-state 3-state

RMSE | 0.4517 0.4369 0.4434 | 0.4517 0.4370 0.4367
MAPE | 0.4745 0.4250 0.4256 | 0.4745 0.4250 0.4239
AME | 03231 0.2889 0.2890 | 0.3231 0.2889 0.2881
RAE | 0.0742 0.0665 0.0666 | 0.0742 0.0665 0.0663

Table 5.7: Out-of-sample error analysis of HMM- and HOHMM-based models under 1-,

2-, and 3- state settings for futures prices

5.5 Conclusion

In this work, we put forward a multi-dimensional HOHMM-based approach in examining
the evolution of salmon futures prices. It is assumed that the parameters of the arbitrage-
free log-futures prices model are driven by a second-order hidden Markov chain in discrete
time. The usual approach to solve for the MLEs is to utilise the classic Kalman filtering un-
der a univariate setting, which is common in the price discovery research of the aquaculture
literature. But in light of the correlated multivariate nature of the data for salmon futures
prices, we developed suitable and congruous self-calibrating filtering algorithms, given in

matrix representations, for optimal parameter estimation and short-term price prediction.

To illustrate the implementability and prediction performance of our approach, we provided
a numerical demonstration utilising fresh-farmed salmon futures prices publicly available
at the Fish Pool. The HOHMM settings were tested on an extensive data set of daily fu-
tures contracts that are actively traded in the market and mature within 6 months. The
innovation of our implementation, in conjunction with our self-tuning estimation frame-
work, emanates from the design of data processing scheme that exhausts every possible
raw price information despite the complexity brought by the varying maturities of futures
contracts trading in the Fish Pool market. Parameter estimates were generated by filter-
ing recursions under the paradigm of shifting market regimes. We conducted post model
diagnostics for our proposed HOHMM setting, and also benchmarked it with the regular
HMM setting. A comparative analysis of model-validation metrics was performed concen-

trating on error analysis, charting dynamic information-criteria evolution, and d—day ahead
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forecasts ford = 1,...,5. Itis shown that the inclusion of a regime-switching and memory-
description features into the model brings about advantages in attaining better goodness of
fit and price-forecasts accuracy of salmon futures prices. The 3-state HOHMM has the ut-
most sufficiency to describe the essential attributes of the data set gathered for the empirical

analysis in this chapter.

This work contributes to the widening of the collection of available quantitative techniques,
enabling further the use of financial technologies in the management of price risk and
volatilities in the fisheries sector and aquaculture industry. Our results could be extended
in a number of directions, such as applying the proposed framework to develop dynamic
hedging strategies and explore optimisation of portfolios with direct exposure to prices of
fish and seafood.
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Chapter 6

Conclusion

6.1 Summary of research contributions

In this thesis, we developed more extensions of the the regime-switching models governed
by HOHMC:s. The corresponding filtering algorithms to support the new models’ dynamic
parameter estimation were fully constructed. The usual Markov assumption in regime-
switching approaches was relaxed in our HOHMM setting by having dependency of data
beyond the first-order lag times. In turn, such a relaxation of the Markov assumption equips
a capacity to exploit information from time series data recorded in the past. Various empiri-
cal implementations were put forward, and they were specifically designed to capture some
stylised behaviours of commodity prices and indices for support of derivative valuation and
risk management. Modelling set ups were especially tailored for the dynamics of variables

that primarily affect values of weather, electricity, and aquaculture-based contracts.

The higher-order hidden Markov process modulates the parameters in discrete time to cap-
ture the random shifts amongst different economic regimes resulting from the interaction
of various factors. We derived, via some ‘idealised’ reference probability measure, the
recursive filters for the state of the Markov chain and auxiliary quantities of the observa-
tion process. EM parameter estimates are expressed in terms of the adaptive filters, which
produces self-calibrating modelling methodology. The performance of the four proposed
models was assessed and benchmarked against present standard models in the literature
and current practice, comparing various statistical metrics that quantify the model’s good-
ness of fit (i.e., minimised forecasting errors) and the balance between model’s maximised

likelihood and inherent complexity.
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This research work offers further developments and valuable insights in both the theoreti-
cal and practical aspects of regime-switching models covering recent financial innovations
in the commodity markets. As a recapitulation, the accomplishments of this research be-
gan with the modelling in Chapter 2 of the DATs under a discrete-time HMM; an online
parameter estimation scheme and evaluation of a temperature-based option with parame-
ter sensitivity analysis were also presented. The formulation of a temperature model with
a discrete-time HOHMC governing the model parameters was introduced in Chapter 3.
Recursive filtering equations for various quantities as a function of HOHMM were aided
smoothly by the probability-measure-change technique, and we underscored a numerical
implementation on a data set of 4-year Toronto’s DATs. We created a modelling set-up
combining OU and jump processes, both of which are modulated by a HOHMC, in the de-
piction of electricity spot-price movement in Chapter 4. The model was applied to a desea-
sonalised series of AESO-collected data. Chapter 5 advanced the use of multi-dimensional
HOHMM in the modelling and very short-term prediction of futures prices in the aquacul-
ture industry. An empirical illustration was carried out on salmon futures prices in the Fish

Pool market for the purpose of model validation.

Over all, the significant research contributions in this thesis highlight the: (i) generali-
sation of the regular HMM-OU framework to a modelling set up that possesses the means
to extract information from the data observed beyond a unit time lag, hence incorporating
the flexibility to capture data’s memory property; (ii) development of dynamic model cali-
bration procedures, through HOHMM-filtering, that addresses the need for financial tech-
nologies for automation in the context of today’s artificial-intelligence-driven world; (iii)
valuation and risk measurement of temperature-linked derivatives under a regime-switching
approach; (iv) enrichment of the HOHMM-OU model with a compound Poisson process
to accurately chart electricity spot price dynamics; and (v) design of multi-dimensional
HOHMM filters and predictors in the analysis of salmon futures prices, whereby the dy-
namic estimation picks up and processes all available raw data points once only and no
observed values are discarded or transformed into proxy values that yield more approxima-

tion errors and uncertainty of model results.
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6.2 Further research directions

We recognise that, despite the extensions achieved in our proposed models, shortcomings
in our approaches remain that will open avenues for research investigations. We laid down
some of the ground work to push further the theoretical and practical considerations in-
volved in HOHMM filtering techniques to bolster their potential benefit as new kinds of
data series unfold in the areas of finance, engineering, and social sciences. Several off-

shoots and ramifications of this research work are itemised below.

e As indicated in this thesis, we just utilised an HOHMC with a lag order 2, as a
paradigm that simplifies the elaboration of details in the HOHMM-setting develop-
ment. This helps in the rough quantification of the computational complexity when
reducing the lag order from, say k to k — 1, for k = 2,3, .. .. Ideally, however, it is de-
sirable to come up with statistical inference techniques that will give the HOHMM’s

optimal lag order k suitable for a given data set.

e The construction of our HOHMM filtering algorithms is aligned with the discrete-
time nature of the observed time series. As an alternative, we have yet to see the
development of the HOHMMs and their filters in continuous time. For example, re-
cent regime-switching models with continuous-time HMM filters were formulated in
[1]. Although this type of filters requires discretisation and integral approximations,
there are instances that filter derivations are more straightforward because they are
standard continuous-time stochastic calculus computations. Thus, there is merit to
consider continuous-time filtering for HOHMMs, which is still an inchoate area in

stochastic modelling.

e Our HOHMM-based modelling set ups have a Gaussian-noise term. Similar to
HMM-based set ups as espoused in [2], filtering recursions under non-Gaussian noise
terms could be considered for an even greater flexibility of capturing a variety of
shapes of statistical distributions in the context of big data and new kinds of data
given recent financial-market innovations and regulatory developments. Implemen-
tation of new filters under non-normal correlated multivariate models is also antici-
pated to entail more advanced computing platforms to attain efficiency of self-tuning

parameter estimation.

e A natural direction in modelling the DATs under the HOHMM framework is the

pricing and dynamic hedging of other weather-linked products. For instance, the
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modelling of weather futures prices can be pursued by multivariate HOHMM-based
filtering algorithms. The filtered-based EM parameter estimates require a connection
with a suitable risk-neutral measure via the construction a quantity that encapsulates
the risk premium (i.e., price and switching risks). Optimisation of portfolios contain-
ing products linked to weather indices is another closely related problem that could
benefit from our HOHMM approach.

e With regard to the modelling of electricity-spot, further applications to the pricing
of more complicated electricity derivatives other than just forward contracts could
be explored. Applications that consider both weather and electricity derivatives in
tandem will be of a particular interest to practitioners. For instance, a dynamic risk
management strategy involving electricity and temperature-based futures could be

supported by the HOHMM filtering algorithms in finding optimal hedge ratios.

e Climate change in recent times significantly disturbs salmon population dynamics
and leads to harvest uncertainty. For instance, sea surface temperature (SST), with
new peculiarities, is a key factor that affects the fish futures market; see L. Little et
al. [3]. A regime-switching SST model that includes spatial and temporal variables
could be proposed, and the HOHMM-filtering recursions for parameter estimation
could be derived. Furthermore, co-integration between SST and fish futures prices
could be examined to offer risk managers with possible toolkits in dealing with the
problem of estimating the optimal fish-farm harvesting time, and in engineering ap-

propriate hedging strategies.
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Appendix A

Derivations of the model’s optimal

parameter estimates in chapter 2

A.1 Optimal estimate for 6

Define a new measure PV via

where
. 2
exp (—m (X[ -0 (yl—l)Xl—l -n (yl—l)) )

exp (_m Xi=6(y-1) Xi-1 — 1 (YZ—I))Z)
Therefore, the log likelihood for ‘i’i is

@) =

k ) 2 < <
07 (yi-1) X, = 2Xi0 (yi=1) Xio1 + 217 (yi=1) 6 (yi-1) Xi—
log ¥ = (— El + RS (y_1))
& ; 2€ (yi-1) Yi-t
Sy AZXZ —2X,8, X1 + 206X,
= Z Zm el - : +R(©)||
=\ < 26i

Since R(6;) does not contain 6,-, such remainder has no affect on the result of the derivation.
From equations (2.19) and (2.20), and considering ﬁ; = E(U,|X;), we have

L(é)—ZE[ 55 (67 (X01) = 207 K. X) + 2016, T (X))

X

+R (61)

Z 12(?3’ X2,) = 5.7 Ko, Xo) + 208, (X)) + R 5.

l
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We differentiate L(gi) with respect to ;5\1 and set the result to zero giving

5 _ 2i(Xk—lan) - nij;i(xk—l)
T

A.2 Optimal estimate for 7,

dpP”

Define a new measure PV through P

_\Iﬂ? 1—[901’

exp (‘ﬁyll) (X; — 5(Y1—1)X1—1 - 77(Y1—1)) )
exp (—325— Xi = 6 (yi-1) X = 1 (y1-1))°)

where ¢ = leading to the log likelihood

log V! = Zk: (_77\2 (Y1) = 2Xim (yi-1) + 207 (¥1-1) 0 (¥1-1) Xiy
2€* (y-1)

+R(n (YI—I))) .

=1

Invoking equations (2.19) and (2.20) and then taking expectation of the log likelihood in-
volving X;, we obtain L() = E [log ¥ X k] with

k
E[log¥] | Xi] = ) E [(Z( <y’2‘6’f’> (7 - 27, + 26X 1)) + R(m)) X

=1 i=1 i

yl(Xk) 59 (X 1)
ﬁl

Differentiation of L(n) and setting the result to 0, we get7; =

A.3 Optimal estimate for €’

Construct a new measure P’ by setting

—k

dP’
dP |,
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) 6(Y1—1)6XP( 2"2(y 2o (X1 =0 (yi-1) Xiey = 1 (yi-1)) ) o ,
where ¢] = The log likelihood of ‘P';

€(y;-1)exp (—m (X; =6 (Yi-1) Xi-1 =1 (¥1-1)) )
is calculated as

k

2 1 1
log¥} = Z (log (E(Y1 1)) ( 2?2(}’1—1)) X = 6 (Vi) Xt — (i) + R(G(YI—l))) ,

=1

where R (62) does not have e. From equations (2.19)—(2.20), we have the expectation of the
log likelihood as a function of X;, denoted by L(€*), which is given by

: 1
E[log\}:e |Xk Z [Z()’z 1,e)(log( . 1)) ( m)(xl_(s()'l—l)xl—l —77()’1—1))2)]

=1 i=1
+R(6,').

Differentiating L(€?) with respect to € and equating the result to 0 yield

T (x2) + 8277 (X2) + By + 261 T (Xach) = 260 T, (X, Xi) = 207, (Xo)
o,

- _
€ =

A.4 Optimal estimate for r j;

?

dPv |,

:»

Define the Radon-Nikodym derivative of PV with respect to PV as

~
1l

n (yi-1.e: X))
where ¢] = H (—j) . Taking expectation of the log likelihood in conjunction
Ji=1
with equation (2.18), we have

T (yi-1.€;}y1.e;)
E[log¢] | Xi] =E Z Zlog(ﬂj ) 'Xk
Ji

L =1 ji=1

[( Kk n
=E [Z Z (log}?ji —log 7rji) (Yi-1,€;X¥s ei>) 'Xk]

=1 ji=1

=E Z logm; 7"

Lj.i=1

R(ﬂ'j,'),
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where R (7r j,-) is free of 77;;. Noting )/, 7;; = 1 and introducing a Lagrange multiplier ¢,

we maximise

nj,, Zlognﬂjk +g[Znﬂ— ]+R(7rﬁ).
Differentiation of L (ﬁﬁ, g)with respect to 7;; and ¢ and then setting each partial derivative

to 0 would result to

1 —.
= kﬂ +¢=0.
7Tj[

f

1
Since 3}, 7;; = Land Y5, 7" = O}, we have Zﬂ'ﬂ = —— = _—; = 1, which can
be re-expressed as Z'ﬁj, = / Therefore, the optimal estimate for p is given by
= ﬁ ’
7
~ _ 7k
ﬂ'ji = —=



Appendix B

Proofs of Propositions in chapter 2

B.1 Proof of Proposition 2.6.1

Proof The HDD futures price is calculated as the expected value of HDD over the contract
period given the current value at time ¢ under the risk-neutral measure Q. Based on the
the Fubini-Tonelli theorem, expectation and integration can be interchanged. We firstly

perform the proof for the case of 0 < t < 7; < 71, as follows

Fu(t,m,m2) =E2 | |7
=E¢ [f max (Tyase — T, 0) dv‘y,}

= f EQ [max (Tbase — TV9 0) ‘9}] dv.

T

To solve for the futures price, it is necessary to compute the value of E€ [max (Toase — T, 0) |f/‘}]
We suppose a(y,) is deterministic so that j: ' e™dB, in equation (2.7) is a Wiener process (cf
Benth and Saltyte-Benth [2]). The integral fs " e*00udBY in equation (2.42), when evaluated
using the optimal parameter estimates under the HMM settings, is then a Wiener process
that incorporates deterministic regime-switching with filtration extended to time ¢. Under
the normality assumption, T —7, is normally distributed with [E¢ (max (Trase — T, 0) L%) =
M (¢t,v, X;), and Var (max (Thase — T, 0) L%) = A%(t,v). Write M := M (t,v,X,) and A% :=
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T ase r-m . .. X
A2 (t,v).Let T* = b‘T, which has a standard normal distribution as well. Then
Thase ")
E? |max (Thase — T, 0) 'ﬁ,] :f —(Touse = T) PRV drT
—oo V2
foo (AT M) 1 (Tbase_AT*_M_(Tbase‘M))z AdT
= Y4 e 242 *
-4 V27A
00 1 (T*)Z foo 1 (T*)z
= M e 2 dT™" + AT e 2 dT”
‘f:’,‘f V2n -4 V2n
M (o]
A 1 7‘*)2 1 (T*)Z
=M|1- e 2 dT" |+ A|———e 7
[ -0 V21 ] [ V2 u ]
A
M 1 ¢
(1 - oM+ 4L
A V21
M M
o))
A ¢ A

Therefore, in terms of M(t,v, X,), A%(t,v), and D (x) = x® (x)+¢ (x), the HDD futures price
for the period 0 < ¢t < 7| < 7, is given by

T2

B M(t,v,X,) M(t,v,X,)
FHf (t,Tl,Tz) = : M(t, V,Xt)(D(W) +A(t, V)¢(W)

(" M(t,v, X)) . (M (t,v,X) M(t,v,X)
-fn A(””( AG) ‘D( AC) )+¢(W))dv

(" M (t,v, X,)
—L A(I’V)D(—A(t,v) )dv.

For the scenario 0 < 71 £ t < 75, based on the result from the first case and the fact that if
Z is .Z,-measurable, E9(Z |.%,) = Z, we have

Fy(t,71,72) =E¢ [f max (Tpase — T, 0) dv‘t%]
T|t o
:EQ [f max (Tbase - Tv, 0) dv + f max (Tbase - Tv’ 0) dv‘ﬁl]
7] !

f T2
= f max (Touse — Ty 0)du + EC f max (Tpse — Ty 0) dv]%]
T t

¢ o Iy X
= f max (Tbase - Tu, O) du + f A (t, v) D M dv.
Tl t A(t,v)
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B.2 Proof of Proposition 2.6.2

Proof Since Fy is independent of .%,, its conditional expectation given .%, is equal to
EC[Fy]. Thus,

M (ta v, Xl‘)

T2
Cr, (1, K, 7r) =e” T E2 [max ( f AVD ( AY)

jo-s

—o TN 0

max (Fy — K, 0) ’ﬁt]
=" TREC (max (Fy — K, 0))

Fn
= (Fy — Kp)g (Fu)dFy.
K

B.3 Proof of Proposition 2.6.3

Proof It can be straightforwardly derived from the HDD formula and employing similar

arguments in the proof of Proposition 2.6.2.



Appendix C

Derivations of the model’s optimal

parameter estimates in chapter 3

C.1 Optimal estimate for «

Write k 1= (ki, k2, ,ky)' € RY. To update the estimates k = (k, %2, - ,Ky) € RV,

—w
— WK __
= lP P =

1)
define a new measure PV  in accordance with equation (3.11) and via apr
Zk

°xP (_Zgz(ly”; ) (Xl - ﬁ(y}“_l) _”?(YEV_I)XH)Z)
exp( Zez(yw ) (Xl ﬁ(y;v—l) - K(Yﬁl)xz—l)z)

I TZ[ 7 (3i0) XEs = 2XR(31) Xt + 20 (312 R (31) X
ST 202 (v

I=1
where R (k;) is independent of k;. We consider the expectation of the log likelihood, i.e.,
L) = E (log\¥y* | 2;). By virtue of (3.21),

k
E [log ¥}* | 2i] =ZE[(Z( <y12;’2e’> (RX2,
=1

. This means that

k
WK WK __
1—[ @, where ¢ =

+R@@LD}

—2Xik, X1 + 29,X-1)) + R (k)

Differentiation of L(k) with respect to «x and setting the resultlng expression to 0, we get the
C (X-1, Xp) — ﬁzC (X-1)

Ci(xt.)

—_

optimal estimate of k, given the observations Xy, as’k; =
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C.2 Optimal estimate for

Associated with the change from & = (3;,%,,--- ,9y)" € RY to = (51,52, ‘.- ,EN)T €

o

RY is a new measure PV, based on equation (3.11), via ——

dpv
90;‘”9 _ exp (—m (Xz - 5()’}”_1) - K(y}”_l) Xz—l)Z)‘ Thus.

exp (—m (Xz -9 (y;”_l) - K(y;V_I)Xl_l)Z)

G P () - 2X00 () + 29 (v ) e () X
IOg\PZVﬁ:Z(_ (yl 1) ! (yzlglz)(y;vl)(yl I)K(yl 1) f

k
=y = 1_[ ¢, where
Zi I=1

‘+wam»}

=1

where R (1) is a remainder not containing 9, Applying equations (3.19) and (3.21), the
expectation of the log likelihood depending on X; is L(/ﬁ\) =E (log ‘I’;{”ﬂ | %() where

N

k w
E [log \P]vcvﬁ | %c] _ ZE[(Z ( 3 <yl;,2el> (;}? - 2X15t + ZEIK,Xl_l))+ R(ﬁ,)) ‘ %c]

=1 =1 t

We differentiate L(;?\) with respect to ’19:\and equate the result to 0. The optimal estimate )
Cl, (Xo) — kG (Xi—1)
By

may be be derived as 9, =

C.3 Optimal estimate for o

Consider a transformation from 0 = (01,02, ,on)' € RV to0 = (01,02, ,0n) € RY

using the Radon-Nikodym derivative in equation (3.11), i.e.,

k
_ o _ wo
== o
Zk =1

o (v1)exp (~sry (% - 2 (v2) () X))
where ¢ = . So,

Bl ) [~ (0 o72) ) X))

oW

dp?
dew

k
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where R (0,) does not include p,. By equations (3.19) and (3.21),

k

N
E|logP,? | Zi| = E[ ¥ ,)(l [ ! ]
[Og k "] Z ; Yi-1- )| log 20m)

=1

+R (o).

1 :
———— X =y ,) —k(¥) X
+{ 2@7()’}V_1)]( W) - k) ))

We differentiate L(o) with respect to p ignoring the remainder and equate the derivative to

0. The optimal estimate for parameter o is given by
Ci(X2) +BLo? + k2CL (X2 ) + 2CL (X)) i,
§t
Ct (X1) 9, + C (Xi-1, X1) K
Bt

-~
O =

C.4 Optimal estimate for /

Consider a new measure P" defined in equation (3.31) via = AZ,

dew

Lk

h (V) per XYy e Xy, )
where A} = 1_[ 1_[ ( ”r) . By equation (3.18), the expectation of the

=2 ts,r=1
log-likelihood on X is

/h\ (¥ oer XY} s Xy) e
E[logA} | 2] = [Z Z log (h’") '%)
tsr

=2 t,s,r=1

where R (h,,,) is a remainder independent of ES,. With the constraint ZZIES, =1, we

introduce the Lagrange multiplier p and obtain the function to maximise as

tvr,p Z 10g htsrA”r +p [Z htvr - 1) +R (htsr) .

t,s,r=1

Differentiating L @sr,P) with respect to A, and p and setting the derivatives to 0, we have

I — ; . N 7 N N — Zi\il A\Zsr Bir
—A;"+p =0.Since Y, h,, = 1and };,_; A" = BY", we get Z hyp = ——— = — =
—p —p

tsr
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—_

N ZNl Al 7;
i i E Ty, = 251k i i stimate
1, which can be rewritten as h, = ? This means that the optimal e fsr
=1 k

Ntsr
Y
is given by Ay, = =
B;



Appendix D

Derivations of the model’s optimal

parameter estimates in chapter 4

D.1 Optimal estimate for «

Define the Radon-Nikodym derivative of P€" with respect to P& following equation (4.15)
dP;C:W WK : WK
as P | =¥ = D ¢, ", where

—

e P (_292(;731) (xi =9 () =% (yy—l) X1 = Hpy 9K (y;”_l))z)

Y = .
e[ (001 - o) X = 57 )

Thus,

— (R () (X + 2up0p )aXi1 + (s )9)
og 'ty —Z - 2@2(%1)
_2?(yy_]) (Xer + gy pa) (9 (v124) - X0)
20% (vy',)

k N w
=35 e 1 21+ i)

+ 2k (X1 + ,UﬁCI) (- X)) )) + R (x) ),

=1

+R(x (y}v_l))]
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where R (k) is a remainder free of k;. With equations (4.21) and (4.23), we consider the
expectation of the log likelihood, i.e., L(k) = E [log e %c], where

E £ y <y;v_1’et> 9 2
[log ¥y | 2] = ) [(Z(— 27 (X + 2upXic1 + (1139))
=1 t=1 t

+ 2R (X1 + 1pq) (9 = X)) + R () )‘%]
By differentiating L(x) with respect to k and setting the result to 0, we get the optimal
estimate k, which is

?Z (Xk—1, Xp) — 19:(@2,? (Xi—1) + Hﬁ,éfgz (X0 — ﬂtqﬂﬁr‘@
G (X2 + 259G Xe) + (us0)” B,

—

K: =

D.2 Optimal estimate for }

ow

Define a new measure P based on equation (4.15). Consider the construction

dPe" 12
gy = 1—[ @, where

wi _ xp (_ 2@2(1y,“L1) (Xl - E(Yy_1) - K(y;”_l) X1 — Hpyy HgK (yf_l))z)

R B R S P

So,

£ ( i (yl 1) 2X15(y;31) + 2k (yy—l){?\(y}il) (Xl—l + ﬂﬁ(ﬁ;)‘])

1 \Pwﬂ —
og 't ; 2Q2 (yy_ 1)

+R(® (y}v_l))]

k N <y — —
— Z (Z ( v &) /\2 = 2X09 + 2k (Xl—l + ,UﬁCI))

291
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where R (1#,) is a remainder that does not contain 5,.

On the basis of equations (4.21) and (4.23), the expectation of the log-likelihood depending
on X, is L(®) = E [log Py %’k], where

E|log¥}” | 23] :EE[(EN: i 1’e’>(ﬁ 2X,9
=1 Py 207

+ 20 (X + pp9) )) R )’3&;‘

OL(I
Solving E\)

and equating the result to 0, we get the optimal estimate

5 _ ng (Xi) — ng,z (Xi-1) — Kz#ﬂ,q@f{ (Xi-1)
= (@?]I{ .

D.3 Optimal estimate for o

dpP o T we
dPS“"zafk == | e

=1

Define a new measure PE", using equation (4.15), by setting

where

2
(=0 sy )+ ) Xio (1))

© (yy_l) eXp|—
v (e 1)1y 02G1)
b = . ) Ry
~(w (Xl_ﬁ(yy—l)_K(y?—l)lel_ﬂﬁ(y}‘il)q’((y?;l))
o (y1_1) eXp|—
2 2( w )+0_2 , K2( w )
Wi )
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From which, we have

k
log¥,* = Z (log (E(;}V_])] +R (e (y)))

=1

(X =9 (v17) = < (¥1%2) Xior = gy pax (Yzw—l))Z)

2 (IQ\2 (yy—l) + O-IZf(y,”;l)qK2 (ylw—l))

[ (oreof1oe Lr)

t=1

k
I=1
(Xl -9 (y;v_l) - K (y;v_l) X1 = Mgy HqK (YEQ))Z )) +R (0, }

2 (52 (yy—l) + Ulzf(y,w;l)qkz (y?)—l))

where R (0,) is independent of p;. As per (4.21) and (4.23), we have

E [1og e | E&”k] = Zk: E[( i (<y}”_1 : et>( log (%\ (Y?”_l))

=1 t=1
1

2 (@\2 (v2,) + Ty )IK (y?il))

X (X; =9 (y)y) — «(y))) Xim

) B

+R (o).

Equating to 0 the mathematical derivative (with respect to o) of L(o) = E [log e %(],
our optimal estimate of 9? is

4! (X,f) +K2C] (X,%_l) + B (19,2 + (K,,u/g, p)2 + 204Kt15,q — a'étktzq)
%,
ng Xiz1) (2u/3,q/<,2 + 219th)
%,
(29, + 2k15,0) G, (X0) + 266 (X121 Xa)
B '

-~
Qz_

—+
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D.4 Optimal estimate for 1

&

dPe" 2 -

WHg

Starting with equation (4.15), define a new measure P through

k

wj
l—[ ©, " where
I=1

wig xp (_ 2@2(1y}”;1) (Xl - ﬁ(YKl) - K(y}V_I)Xz—l —ﬁﬂ(yy_l)(JK (y}”_l))z)

l exXp (—m (Xl A (y;v_l) —K (yy_l) Xl—l - /v‘ﬁ(y)v_l)qK (yy—l))z)

Thus,

log ¥ = Zk: ( ~ (A pa (vy)) = 2X+ 2 (x (v ) + 9 (x),)))

= 20%(vy',)

(Tt < (1)) R ()
N

: (¥ ,.e)_

:Z(Z( ylzlze Hp(yy 1)‘1’<(y1 1)(ﬂﬁ(yl l)qK(YZ 1) 2X
=1 \ =1
2(elots) 007 ) R

where R (yﬂ,) does not contain 745, Again, by (4.21) and (4.23),
k

E[log¥"” | 2i] = ) E

=1

(Y
(Z( 20 /‘ﬁ(y“)qk(yl )

t=1

Lk

[ﬁﬁ(y;"l)qK (vity) = 2%+ 2k (v)) + 0 () ))]

+ R(ﬂ,&)-

Following the same optimisaiton procedure as above,

- G (X)) - 0,8, (Xic1) — KE} (Xier)
ﬁr - —_ .
K;C]%,[c (Xi-1)




201

D.5 Optimal estimate for o5

ow dPgH wo, d WO,
From equation (4.15), define a new measure P by setting P g = v, = 1—[ © ",
. I=1
where
2
o oxp (im0 (v )3t Xty (7))
By N _ ,
worg (1) 2(92(3'771)+‘T/23(y;gl)q’(2(y}tl))
% = 2
oS exp (Xl_ﬂ(y;v—l )=x(¥} ) Xim _#ﬁ(y}ﬂl)qk(y;v—l ))
By} N , i
(y, 1) Z(QZ(y;”_l)+a'§(y;v_l)qk2(y;v_]))
This yields the log likelihood
: 1
log ¥ = ) [log(A )
=1 O-B(Y}il)
2

(0= 0(51.) -+ 87.) Xe1 ~ g x5,

2 (Q2 (vir1) + Ty )9 (Yzw_l))

+R (%(yy'l))]
LN |
5 ; [(y}”_l,e,>(log (Eﬂ(y}ﬂ]))
(-9 (vin) - w (91) X - oy yax () ))
2 (92 (v11) + T 9 (y}”_l))

+ R(O‘ﬁt) ,

where R (o,) does not depend on p;. Invoking equations (4.21) and (4.23),
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E[log¥,” | 2] = Zk:E((i ((y}”_pe»[log(A 1 )

=1 =1 O-ﬂ(y;i )
1

2 (Q2 (v,) + G (v, ))

X (X = 8 (5121 = K () Xi = sy (V1)) )))\«%«] +R (o)

= y [log (;) = (; (Xz -0 = kX - /lﬁqK)z)
p=! op 2 (Q2 + a'\é(]Kz)
+R (O"gt) .

The optimal estimate for b\'é is

(%Z (X,f) + K?‘glz (X,f_l) + @,‘C (ﬂf + (Kt,uﬁ,q)z)

—~
O-,Bt = sy
BKiq
8 (219,K,,u,3rq - Qtz) + 6 (Xi-1) (Z/Jﬂ[thz + ZﬂtK,)
+ —
BiKkiq
(20, + 26p15,q) 67 (X0) + 2% (X1 Xi)
Biktq '

D.6 Optimal estimate for p,,,

To define a new measure PZ" described in equation (4.32), consider the Radon-Nikodym
g

dpe”

derivative = A}, where

Lk
k

=111

=2 t,s,r=1

ptsr
Dtsr

(A )(y}"z,er><y}”l,es><y}",e,>
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With the aid of equation (4.20),

(¥ o-er XYy XYy e
E[logA} | 2i] =E )

k N —
P 7]

Lsr=1

=K

k N
(Z Z (log /p\tsr - lOg ptsr) <YZW_2’ er><yx1’ es><y;v> et>] ’%(}

1=2 t,s,r=1

N
D log P | 24

t,s,r=1

=K

+ R(ptsr) s

where R (p,,,) is a p;,,-free expression. With the constraint Zfi | Pisr = 1, we introduce the

Lagrange multiplier p and consider the function

N N
LPrrsp) = ), 10gBisr +p (Z Prsr = 1) + R (pisr) -
=1

t,s,r=1

Differentiating L (p;,,,p) with respect to p;,, and p, and then setting the resulting mathe-

matical derivatives to 0, we have

1 —
A_Q{ktsr_'_p:().

Prsr
. — — SN By
Given that Y\ prsr = 1 and 3N, /" = B, we have YN, pryr = === =—=1and
N — Nl bQ;Z.YV
pa— 1=
consequently, >\._; P = “Z Henceforth,
’\tSl’
BT
Pisr = ——.

sr
e%k



Appendix E

Derivation of the model’s optimal

parameter estimates in chapter S

E.1 Optimal estimate for "

Following the EM estimation given in Xi and Mamon [32], we define the Radon-Nikodym
: k

1_[ ! , where

=1

derivative of P®" with respect to P®" a

dP®

ot (07 ) -6
2

exp (‘ﬁ(y) (Gr=v"(yr,) - Gri) ) '

Thus,

- R(V'(y)))
=1 2(0‘h (yyl))z (V . )

Zz(m b t>Ah( ¥ (261 =26, =V (v ) + R (v ;)J

=1 1 2(0{’)

where R( ) is a V'-free expression. With equations (5.20) and (5.22), we consider the
expectation of the log likelihood, i.e., L(vh) = [log ‘I‘;{W | Jk], where

k N
E[log ¥} | Z ZE[Z y’2;2 LS () (260 - 26 -V (31 ) [ Fi | + R (V).

=1 t=1
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By differentiating L(»") with respect to V" and setting the result to 0, we get

GG (GRS )
t T = - .
B L (Bay))

E.2 Optimal estimate for o”

Qv

dpe”

k
h h
=¥ = | | ¢,” , where
I=1

AW .
Define a new measure P®" via

Tk

o (yr,)exp (— (Gl;gf (':) 1_)(;')2 )
L di = alow ) 2y "
& (v, ) enp (- b))

Consequently,

k v few) _ 2
1Og \Plv:o_h _ Z [log a-\h (1 _ (Gl v (yl ) Gl—l) +R (O_h (y;v_l ) )

=1 Yy_l) 2 (Eh (y}”))2

=ﬁi[<y“>(“’g 7 (1yr_1) o (yxl)_fl_l)z)%R((’?)’

=1 =1 o 2 (5’1 (y}v_l))

where R (o{’) is independent of 6:?. From equations (5.20) and (5.22), we have

T

k N G — (e _ G 2
SIS 31 ol (oA (MBI |

=1 L= 7’ (y}il) 2 (5\"1 (yr_1))2

When the above expression is differentiated with respect to o and the resulting derivative

+R(0'f).

is set to 0, the optimal estimate is

) (ézv (60 () st ) -2 (Gatmorat) - (i)' (@,ﬁn(yg,yy_p)r
t & (Bny.vyy) & (Bnwyyry) )
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E.3 Optimal estimate for p;,,

6%’

To define a new measure P®", consider the Radon-Nikodym derivative 1por = A},
Tk
where
ko N o= Y ey e XYy e
Ap _ ptsr
k H l_[ ( )
=2 t5.r=1 \Ptsr
By equation (5.19),
k N 7 )58y} ey} e
E[logAl | Z]=E|)>. > log( ”’) |§k
=2 tsr=1 (Pt
k N N
=K Z Z (logﬁsr —log ptsr) (Y}V_Z, er><y1l/i1, es><y;v’ et>) |<gk =K Z logﬁsr%mr Fr|+ R (pesr)
=2 t,s,r=1 t,s,r=1

where R (p,,,) is a remainder free of p,,,. The constraint Z?i] Pisr = 1 is dealt with by

introducing a Lagrange multiplier o and the function

N N
L(Pir0) = ) log B +0 (Z Pisr = 1] + R (pisr)-
=1

t,5,r=1

Differentiating L (p,,0) with respect to p,,, and g, and then setting the resulting mathe-

matical derivatives to 0, we obtain

1 -
— " +0=0.
Prsr
: N — _ N tsro_ sr N — _ ﬁl ~‘77k”’ _ %
Noting that },°, p;, = 1 and 3., &7 = 2", we then have },_ | p; = == 1.
Hence,
MSV
—~ k
Pisr = ——

e
'%k



Appendix F

Derivation of the d-step ahead

forecasting formula in chapter 5

From equation (5.14), the conditional expectation of the new Markov chain n(y},,,y}),

given information up to time k, is

E [y, ¥ | Zl =By, yr,) = Bax. (E1)

Since all non-zero entries in B are elements of P, equation (F.1) gives E [y};l | L%] = Pq;.

The construction of P along with equation (5.15) leads to

E [1(Y4,0r Yera) | Fi] = B4, (F2)
and from equation (F.2),
E [Yﬁd | 7 k] = Pqi,q-1 = PB ' q;. (F3)
h
Employing G, , — G} = log Flf;;“’ , and equations (5.10) and (F.3),
k
Fioa
+ h w h d-1
E [log & | %] = (V" E|yy | #|) = (V. PBq.). (F4)
h
As per equation (5.10), log % is characterised by a mixture of normal distributions having
k
the density function Z?ji:l <qk+d_1, e j,-> ¢ (G; v?, 0'?) The 1-step ahead forecasts for F}' | is

then

()

2

N
E[Fi) | 5] = FL ) (e ej)exp [V? *

ji=1

] . (ES5)
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For d = 2, assume that F”

i = L [FQH | 9}]. Thus,

: )
E [Fiil+2 | gk] = F;’Z D;<Bl_1Qk,eji> exp V? + T/ .

h

The d-step ahead forecasts for F;,

can be obtained straightforwardly through

()

2

d N
E[Fla | Z]=Fi| | D B quepexp|v) +

=1 ji=1

by the principle of mathematical induction.

(F.6)

(FE.7)
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