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Résumé

Cette these est organisée en trois chapitres. Dans le premier chapitre, qui est co-écrit
avec Ilze Kalnina, nous proposons un test statistique pour évaluer 'adéquation de la volatilité
idiosyncratique comme mesure du risque idioyncratique. Nous proposons un test statistique
qui est basé sur I’'idée qu’'un bon proxy du risque idiosyncratique devrait étre non correélé a
travers les actifs financiers. Nous démontrons que ’estimation de la volatililité est sujet a des
erreurs qui rendent le test non standard. Nous proposons un modele a facteurs qui permet de
réduire sinon éliminer les corrélations dans la volatilité idiosyncratique, avec comme ultime
but d” aboutir a un facteur qui satisfait mieux aux criteres souhaités du risque idiosyncratique.

Dans le deuxieme chapitre de ma these, qui est co-écrit avec Christian Dorion et Pierre
Chaigneau, nous proposons une méthodologie pour étudier 'importance des risques d’ordres
supérieurs dans la valorisation des actifs financiers. A la suite de Kraus and Litzenberger
(1976) et Harvey and Siddique (2000a), beaucoup d’études ont analysé I’aversion aux risques
de skewness et kurtosis de facon inconditionnelle. Dans ce chapitre, nous proposons une
méthodogie qui permet de faire une analyse conditionnelle assez précise de I’aversion au risques
d’ordres superieurs. Notre étude complémente la littérature dans la mesure ou nous étudions
aussi la valuation des risques d’ordre plus élevé que la kurtosis & savoir I’hyperskewness et
I’hyperkurtosis qui sont théoriquement valorisés dans certaines fonction d’utilité comme le
CRRA.

Dans le dernier chapitre de ma thése, j’étudie la structure a terme de la prime de risque
pour le risque de co-skewness, un risque qui mesure I’asymmeétrie systématique dans les actions
individuelles. Nous y proposons une méthode assez générale qui permet de faire une analyze

mutli-horizon contrairement a la plupart des études existantes.



Mots-clés

Risque systématique, risque idiosyncratique, modele & facteurs, volatilité idiosyncratique,

risques d’ordres supérieurs, structure a terme, co-skewness, options, prime de risque.

vi



Abstract

This thesis is organized in three chapters. In the first chapter (which is co-authored with
I1ze Kalnina), we propose a statistical test to assess the adequacy of the most popular measure
of idiosyncratic risk, which is the idiosyncratic volatility. Our test statistic exploits the idea
that a “good" measure of the idiosyncratic risk should be uncorrelated in the cross-section.
Using in-fill asymptotics, we study the theoretical properties of the test and find that it has
a non-standard behaviour due to various biases induced by the latency of the idiosyncratic
volatility. Moreover, we propose a regression model that can be used to reduce if not eliminate
the cross-sectional dependences in assets idiosyncratic volatilities.

The second chapter of my thesis is the fruit of a colaboration with Christian Dorion and
Pierre Chaigneau. In this chapter, we study the relevance of higher-order risk aversion in asset
pricing. The evidence in Kraus and Litzenberger (1976) and Harvey and Siddique (2000a)
has spurred the literature on the estimation of the risk premiums attached to skewness and
kurtosis risk in addition to the standard variance risk. However, most of these studies focus on
the estimation of unconditional premiums or average premiums. In this chapter, we propose
a methodology that allows to accurately estimate the time-varying higher-order risk aversions
using options prices. Our study complements the literature as we also study the higher-order
risks beyond the kurtosis such as hyperskewness and hyperkurtosis risks which are valued by
a CRRA investor. .

In my third chapter, I study the term-structure of price of co-skewness risk. Co-Skewness
risk captures the portion of the stock returns asymmetry that arises as a result of market
returns asymmetry. I propose a general methodology that allows to study the multi-horizon

pricing of this risk in contrast to many existing studies.
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Chapter 1

Cross-Sectional Dependence in

Idiosyncratic Volatility™

1.1 Introduction

In a panel of assets, returns are generally cross-sectionally dependent. This dependence
is usually modelled using the exposure of assets to some common return factors, such as the
Fama-French factors. In this return factor model (R-FM), the total volatility of an asset
return can be decomposed into two parts: a component due to the exposure to the common
return factors (the systematic volatility), and a residual component termed the idiosyncratic
volatility (IdioVol). These two components of the volatility of returns are the most popular
measures of the systematic risk and idiosyncratic risk of an asset.

Idiosyncratic volatility is important in economics and finance for several reasons. For
example, when arbitrageurs exploit the mispricing of an individual asset, they are exposed
to the idiosyncratic risk of the asset and not the systematic risk (see, e.g., Campbell, Let-

tau, Malkiel, and Xu (2001)).! Also, idiosyncratic volatility measures the exposure to the

*This chapter is co-authored with Ilze Kalnina. We benefited from discussions with Marine Carrasco,
Yoosoon Chang, Valentina Corradi, Russell Davidson, Jean-Marie Dufour, Prosper Dovonon, Kirill Evdokimov,
Silvia Gongalves, Peter Hansen, Jean Jacod, Dennis Kristensen, Joon Park, Benoit Perron, and Dacheng Xiu.
We thank seminar participants at University of Amsterdam, Bank of Canada, Concordia, HEC Montreal,
Indiana, LSE, McGill, NC State, Pennsylvania, Surrey, Toulouse, UCL, Warwick, Western Ontario, as well as
participants of various conferences.

LA stock is said to be mispriced with respect to a given model if the expected value of the return on the
stock is not consistent with the model.



idiosyncratic risk in imperfectly diversified portfolios. A recent observation is that the Idio-
Vols seem to be strongly correlated in the cross-section of stocks.? Herskovic, Kelly, Lustig,
and Nieuwerburgh (2016) argue this is due to a common IdioVol factor, which they relate
to household risk. Moreover, cross-sectional dependence in IdioVols is important for option
pricing, see Gourier (2016a).

This paper provides an econometric framework for studying the cross-sectional depen-
dence in the idiosyncratic volatilities using high frequency data. We show that naive esti-
mators, such as covariances and correlations of estimated IdioVols used by several empirical
studies, are substantially biased. The bias arises due to the use of error-laden estimates of
IdioVols. We provide the bias-corrected estimators.

To study idiosyncratic volatilities, we introduce the idiosyncratic volatility factor model
(IdioVol-FM). Just like a return factor model, R-FM, such as the Fama-French model, de-
composes returns into common and idiosyncratic returns, the IdioVol-FM decomposes the
IdioVols into systematic and residual (non-systematic) components. The IdioVol factors may
or may not be related to the return factors. The IdioVol factors can include the volatility
of the return factors, or, more generally, (possibly non-linear) transformations of the spot
covariance matrices of any observable variables, such as the average variance and average
correlation factors of Chen and Petkova (2012). We propose bias-corrected estimators of the
components of the IdioVol-FM model.

We provide the asymptotic theory for this model. For example, it allows us to test whether
the residual (non-systematic) components of the IdioVols exhibit cross-sectional dependence.
This allows us to identify the network of dependencies in the residual IdioVols across stocks.

Our bias-corrected estimators and inference results are an application of a new asymp-
totic theory that we develop for general estimators of quadratic covariation of vector-valued
transformations of spot covariance matrices. This theoretical contribution is of its own inter-
est. An example of alternative applications is the study of cross-sectional dependence of asset
betas. Two features make the development of this asymptotic theory difficult. First, prelimi-
nary estimation of volatility results in first-order biases even in the special case of quadratic
variation of the volatility one stock without any transformations, as in Vetter (2015). Sec-

ond, we consider general nonlinear functionals in multivariate settings, which substantially

2See Connor, Korajczyk, and Linton (2006), Duarte, Kamara, Siegel, and Sun (2014), Herskovic, Kelly,
Lustig, and Nieuwerburgh (2016), and Christoffersen, Fournier, and Jacobs (2018).



complicates the analysis.

Throughout the paper, we use factors that are specified by the researcher. An example
of our Return Factor Model is the so-called Fama-French factor model, which has three ob-
servable factors, or the CAPM, which has one observable factor (the market portfolio return).
An example of our IdioVol factors is the market volatility, which can be estimated from the
market index. Thus, our setup is different from settings such as PCA where factors are iden-
tified from the cross-section of the assets studied. The treatment of the latter case adds an
additional layer of complexity to the model and is beyond the scope of the current paper.

We apply our methodology to high-frequency data on the 30 Dow Jones Industrial Average
components. We study the IdioVols with respect to two models for asset returns: the CAPM
and the three-factor Fama-French model.?> In both cases, the average pairwise correlation
between the IdioVols is high (0.55). We verify that this dependence cannot be explained
by the missing return factors. This confirms the recent findings of Herskovic, Kelly, Lustig,
and Nieuwerburgh (2016) who use low frequency (daily and monthly) return data. We then
consider the IdioVol-FM. We use two sets of IdioVol factors: the market volatility alone
and the market volatility together with volatilities of nine industry ETFs. With the market
volatility as the only IdioVol factor, the average pairwise correlation between residual (non-
systematic) IdioVols is substantially lower (0.25) than between the total IdioVols. With the
additional nine industry ETF volatilities as IdioVol factors, average correlation between the
residual IdioVols decreases further (to 0.18). However, neither of the two sets of the IdioVol
factors can fully explain the cross-sectional dependence in the IdioVols. We map out the
network of dependencies in residual IdioVols across all stocks.

This paper analyzes cross-sectional dependence in idiosyncratic volatilities. This should
not be confused with the analysis of cross-sectional dependence in total and idiosyncratic
returns. A growing number of papers study the latter question using high frequency data.
These date back to the analysis of realized covariances and their transformations, see, e.g.,
Barndorff-Nielsen and Shephard (2004) and Andersen, Bollerslev, Diebold, and Wu (2006). A
continuous-time factor model for asset returns with observable return factors was first studied
in Mykland and Zhang (2006). Various return factor models with observable factors have been

studied by, among others, Bollerslev and Todorov (2010), Fan, Furger, and Xiu (2016), Li,

3The high frequency Fama-French factors are provided by Ait-Sahalia, Kalnina, and Xiu (2019).



Todorov, and Tauchen; Li, Todorov, and Tauchen (2017a; 2017b), and Ait-Sahalia, Kalnina,
and Xiu (2019). Emerging literature also studies the cross-sectional dependence in returns
using high-frequency data and latent return factors, see Ait-Sahalia and Xiu; Ait-Sahalia and
Xiu (2019; 2017) and Pelger; Pelger (2019a; 2019b). Importantly, the models in the above
papers are silent on the cross-sectional dependence structure in the IdioVols.

The Realized Beta GARCH model of Hansen, Lunde, and Voev (2014) imposes a struc-
ture on the cross-sectional dependence in IdioVols. This structure is tightly linked with the
return factor model parameters, whereas our stochastic volatility framework allows separate
specification of the return factors and the IdioVol factors.*

Our inference theory is related to several results in the existing literature. First, as
mentioned above, we generalize the result of Vetter (2015). Jacod and Rosenbaum; Jacod
and Rosenbaum (2013; 2015), Li, Todorov, and Tauchen (2016) and Li, Liu, and Xiu (2019)
estimate integrated functionals of volatilities, which includes idiosyncratic volatilities. The
latter problem is simpler than the problem of the current paper in the sense that \/n-consistent
estimation is possible, and no first-order bias terms due to preliminary estimation of volatilities
arise. The need for a first-order bias correction due to preliminary estimation of volatility has
also been observed in the literature on the estimation of the leverage effect, see Ait-Sahalia,
Fan, and Li (2013), Ait-Sahalia, Fan, Laeven, Wang, and Yang (2017), Kalnina and Xiu (2017)
and Wang and Mykland (2014). The biases due to preliminary estimation of volatility can
be made theoretically negligible when an additional, long-span, asymptotic approximation
is used. This requires the assumption that the frequency of observations is high enough
compared to the time span, see, e.g., Corradi and Distaso (2006), Bandi and Reno (2012), Li
and Patton (2018), and Kanaya and Kristensen (2016).

In the empirical section, we define a network of dependencies using (functions of) quadratic
covariations of IdioVols. This approach can be compared with the network connectedness mea-
sures of Diebold and Yilmaz (2014). The latter measures are based on forecast error variance
decompositions from vector autoregressions. They capture co-movements in forecast errors.
In contrast, we assume a general semimartingale setting, and our framework captures realized
co-movements in idiosyncratic volatilities, while accounting for the measurement errors in

these volatilities.

4In the Beta GARCH model, the IdioVol of a stock is a product of its own (total) volatility, and one minus
the square of the correlation between the stock return and the market return.



The remainder of the paper is organized as follows. Section 1.2 introduces the model and
the quantities of interest. Section 3.4 describes the identification and estimation. Section 1.4
presents the asymptotic properties of our estimators. Section 1.6 uses high-frequency stock
return data to study the cross-sectional dependence in IdioVols using our framework. Section

1.5 contains Monte Carlo simulations. The Appendix contains all proofs and additional figures.

1.2 Model and Quantities of Interest

We first describe a general factor model for the returns (R-FM), which allows us to de-
fine the idiosyncratic volatility. We then introduce the idiosyncratic volatility factor model
(IdioVol-FM). In this framework, we proceed to define the cross-sectional measures of depen-
dence between the total IdioVols, as well as the residual IdioVols, which take into account the
dependence induced by the IdioVol factors.

We start by introducing some notation. Suppose we have (log) prices on dg assets such
as stocks and on dp observable factors. We stack them into the d-dimensional process Y; =
(Sty- s Sdgts Fis - - ,FdF,t)T where d = dg + dp. The observable factors Fi,...Fy, are
used in the R-FM model below. We assume that all observable variables jointly follow an It6

semimartingale, i.e., Y; follows
t t
n:%+/m@+/aﬂm+ﬁ, (1.1)
0 0

where W is a d"V-dimensional Brownian motion (¢ > d), o, is a d x d"V stochastic volatility
process, and J; denotes a finite variation jump process. The reader can find the full list
of assumptions in Section 1.4.1. We also assume that the spot covariance matrix process

Cy = ata;r of Y; is a continuous Itd semimartingale,’
t t

@:%+/@m+/amg (1.2)
0 0

We denote Cy = (Capt)1<a,b<d- For convenience, we also use the alternative notation Crry; to
refer to the spot covariance between two elements U and V' of Y, and Cy; to refer to Cyy.

We assume a standard continuous-time factor model for the asset returns.

®Note that assuming that Y and C are driven by the same d"-dimensional Brownian motion W is without
loss of generality provided that d’ is large enough, see, e.g., equation (8.12) of Ait-Sahalia and Jacod (2014).



Definition (Factor Model for Returns, R-FM). For all0<t<T and j=1,...,ds,’

dS;js = B}, dFf + B dF + dZ;,  with 1.9
(Z;, Fly = 0.

In the above, dZ;; is the idiosyncratic return of stock j. The superscripts c and d indicate
the continuous and jump part of the processes, so that 3;; and Bj,t are the continuous and
jump factor loadings. For example, the k-th component of 3;; corresponds to the time-varying
loading of the continuous part of the return on stock j to the continuous part of the return
on the k-th factor. We set 8; = (P14, .- ,Bds’t)T and Z; = (Ziy, ..., st’t)T.

We do not need the return factors F; to be the same across assets to identify the model,
but without loss of generality, we keep this structure as it is standard in empirical finance.
These return factors are assumed to be observable, which is also standard. For example, in
the empirical application, we use two sets of return factors: the market portfolio and the three
Fama-French factors, which are constructed in Ait-Sahalia, Kalnina, and Xiu (2019).

A continuous-time factor model for returns with observable factors was originally studied
in Mykland and Zhang (2006) in the case of one factor and in the absence of jumps. A
burgeoning literature uses related models to study the cross-sectional dependence of total
and/or idiosyncratic returns, see Section 1.1 for details. This literature does not consider the
cross-sectional dependence in the IdioVols. Below, we use the R-FM to define the IdioVol, and
proceed to study the cross-sectional dependence of IdioVols using the IdioVol Factor Model.

We define the idiosyncratic Volatility (IdioVol) as the spot volatility of the Z;; process
and denote it by Cz;.Notice that the R-FM in (1.3) implies that the factor loadings f; as well
as IdioVol are functions of the total spot covariance matrix (. In particular, the vector of

factor loadings satisfies

Bjt = (CF,t)_lchj,m (1.4)

5The quadratic covariation of two vector-valued It6 semimartingales X and Y, over the time span [0,T], is
defined as

M—1

[X, Y]z = p-lim > (Xeppy — Xe,)(Veuyy — Ve

M — o0

T
o

for any sequence to < t1 < ... < tp =T with sup {ts41 —ts} — 0 as M — oo, where p-lim stands for the
S

probability limit.



for j = 1,...,dg, where Cp; denotes the spot covariance matrix of the factors F', which is
the lower dr x dp sub-matrix of Cy; and Crgj denotes the covariance of the factors and the
4% stock, which is a vector consisting of the last dr elements of the j** column of C;. The

IdioVol of stock j is also a function of the total spot covariance matrix Ct,

Czjt = Cyjt —  (Crsjt) " (Cri) *Crsjs- (1.5)
~——

——
IdioVol of stock j total volatility of stock j

By the It6 lemma, (1.4) and (1.5) imply that factor loadings and IdioVols are also 1t
semimartingales with their characteristics related to those of Cj.

We now introduce the Idiosyncratic Volatility Factor model (IdioVol-FM). In the IdioVol-
FM, the cross-sectional dependence in the IdioVol shocks can be potentially explained by
certain IdioVol factors. We assume the IdioVol factors are known functions of the matrix
C;. In the empirical application, we use the market volatility as the IdioVol factor, which
has been used in Herskovic, Kelly, Lustig, and Nieuwerburgh (2016) and Gourier (2016a); we
discuss other possibilities below. We allow the IdioVol factors to be any known functions of
C; as long as they satisfy a certain polynomial growth condition in the sense of being in the

class G(p) below,

G(p) = {H : H is three-times continuously differentiable and for some K > 0, (16)
1.6
109 H ()| < K+ [[2])P~,j = 0,1,2,3}, for some p>3.

Definition (Idiosyncratic Volatility Factor Model, IdioVol-FM). For all 0 <t < T

and j =1,...,dg, the idiosyncratic volatility Cz; follows,
dCzjr = V—erdﬂt + dCEeﬁd with (1.7)
i), =0,

where IIy = (g, ..., gy) s a R _yalued vector of IdioVol factors, which satisfy Iy =
1 (Cy) with the function () belonging to G(p) for k=1,...,dn.

We call the residual term C}ej‘ffd the residual IdioVol of asset j. Our assumptions imply
that the components of the IdioVol-FM, Cz;;, II; and C}ejf,fd, are continuous Itd6 semimartin-

gales. We remark that both the dependent variable and the regressors in our IdioVol-FM



are not directly observable and have to be estimated, and our asymptotic theory takes that
into account. As will see in Section 3.4, this preliminary estimation implies that the naive
estimators of all the dependence measures defined below are biased. One of the contributions
of this paper is to quantify this bias and provide the bias-corrected estimators for all the
quantities of interest.

The class of IdioVol factors permitted by our theory is rather wide as it includes general
non-linear transforms of the spot covolatility process C;. For example, IdioVol factors can be
linear combinations of the total volatilities of stocks, see, e.g., the average variance factor of
Chen and Petkova (2012). Other examples of IdioVol factors are linear combinations of the
IdioVols, such as the equally-weighted average of the IdioVols, which Herskovic, Kelly, Lustig,
and Nieuwerburgh (2016) denote by the “CIV”. The IdioVol factors can also be the volatilities
of any other observable processes.

Having specified our econometric framework, we now provide the definitions of some
natural measures of dependence for (residual) IdioVols. Their estimation is discussed in
Section 3.4.

Before considering the effect of IdioVol factors by using the IdioVol-FM decomposition,
one may be interested in quantifying the dependence between the IdioVols of two stocks j and
s. A natural measure of dependence is the quadratic-covariation based correlation between

the two IdioVol processes,

Corr (Cz;,Czs) = (C2;, Czslr : (1.8)

(Czj,Czilr/[Czs, CzslT

Alternatively, one may consider the quadratic covariation [Cyz;, Czs]r without any normal-
ization. In Section 1.4.4, we use the estimator of the latter quantity to test for the presence
of cross-sectional dependence in IdioVols.

To measure the residual cross-sectional dependence between the IdioVols of two stocks
after accounting for the effect of the IdioVol factors, we use again the quadratic-covariation

based correlation,
resid resid
[CZj ) CZs ]T

resid resid resid resid '
\/[CZj ’CZj ]T\/[Czs O, I

Corr (Cgejszd’ 26;2(1) —



In Section 1.4.4, we use the quadratic covariation between the two residual IdioVol processes
[Cgej»Sid, C5e1] 1 without normalization for testing purposes.

We want to capture how well the IdioVol factors explain the time variation of IdioVol of
the j** asset. For this purpose, we use the quadratic-covariation based analog of the coefficient

of determination. For j =1,...,dg,

-
R IdioVol-FM _ Vzj (1L, ] 7yz; (1.10)
7 [Czj, Czjlr

It is interesting to compare the correlation measure between IdioVols in equation (1.8)
with the correlation between the residual parts of IdioVols in (1.9). We consider their differ-

ence,
Corr (Cgzj,Cgzs) — Corr (C}?id, QESSM) (1.11)

to see how much of the dependence between IdioVols can be attributed to the IdioVol factors.
In practice, if we compare assets that are known to have positive covolatilities (typically, stocks
have that property), another useful measure of the common part in the overall covariation

between IdioVols is the following quantity,

.
LdioVol-FM _ M (1.12)
7,48 [Czj, Czslr

This measure is bounded by 1 if the covariations between residual IdioVols are nonnegative
and smaller than the covariations between IdioVols, which is what we find for every pair in
our empirical application with high-frequency observations on stock returns.

We remark that our framework can be compared with the following null hypothesis studied
in Li, Todorov, and Tauchen (2016), Hy : Cgz;j; = az; + vgjﬂt, 0 <t <T. This Hy implies
that the IdioVol is a deterministic function of the factors, which does not allow for an error

term. In particular, this null hypothesis implies R%jdiOVOl_FM =1.

1.3 Estimation

We now discuss the problem of the identification and estimation of the quantities of

interest introduced in Section 1.2. We do so by showing that this problem is a special case of



a more general problem, which is of its own interest, and solving the latter problem.
For the identification, the strategy is to show that each of the quantities of interest

introduced in Section 1.2,

[CZjv CZS]T, Corr (CZj, CZs) , ')/Zj7 [C%ejﬂd, Ee]'Sid]T,

. . ‘ o (1.13)
Corr (C%ejszd’ Cgesszd) , QIZde,OZ‘gOl_FMv and RQZ’]I-dZOVOl FM7
for j,s=1,...,dg, can be written as
¢ ([H1(C),G1(O)lp, -, [Ha(C), Ge(C)] ) » (1.14)
where ¢ as well as H, and G,, for r = 1,.. ., k, are known real-valued functions. Each element

in (1.14) is of the form [H(C),G(C)|r, i.e., it is a quadratic covariation between functions
of C;. [H(C),G(C)]r is observable from continuous-record observations on Y in (1.1), which
means it can be estimated from (discrete) high-frequency observations on Y.

While the identification is relatively simple, the estimation problem has to address the
biases due to preliminary estimation of (idiosyncratic) volatility. To this end, we introduce
two estimators of [H(C),G(C)]r. Section 1.4 derives the joint asymptotic distribution of
several objects of this type, [H,(C),G,(C)]p for r = 1,..., k. The asymptotic distribution
of the general estimand in (1.14), and hence of every quantity of interest in equation (1.13),
follows by the Delta method.

We start by discussing the identification of the first estimand in (1.13), which is the
quadratic covariation between j* and s IdioVol, [Cz;, Czs]r. It can be written as [H (C), G(C)]r
if we choose H(Cy) = Cz;; and G(C;) = Cgzsy. By (1.5), both Cgz;; and Cz,; are functions
of Cy. Next, consider Corr (Czj,Czs) defined in (1.8). By the same argument, its numerator
and each of the two components in the denominator can be written as [H(C), G(C)]r for
different functions H and G. Therefore, Corr (Cz;,Czs) is itself a known function of three
objects of the form [H(C),G(C)]r.

To show that the remaining quantities in (1.13) can also be expressed in terms of objects

of the form [H(C), G(C)]r, note that the IdioVol-FM implies

vz; = (ILT7) " [T, Cylr and [CH, O =[Oy, Caslr — 7,1, M1z,

10



for j,s =1,...,ds. Since Cz;+, Czs+ and every element in II; are real-valued functions of C%,
the above equalities imply that all quantities of interest in (1.13) can be written as real-valued,
known functions of a finite number of quantities of the form [H(C), G(C)]r.

We now turn to the estimation of [H(C), G(C)]r. Suppose we have discrete observations
on Y; over an interval [0,7]. Denote by A, the distance between observations. It is well
known that we can estimate the spot covariance matrix C; at time (i — 1)A,, with a local
truncated realized volatility estimator,

1 ol n n
A0 = A > (AL Y)(ALY) Lgjan, vi<xaz): (1.15)
=N m=0

»

where ATY = Yia, —Y(;_1)a, and where k;, is the number of observations in a local window.”
Throughout the paper we set CA'iAn = (éab,iAn)lga,bgd-
We propose two estimators for the general quantity [H(C), G(C)]r. The first is a bias-

corrected analog of the definition of quadratic covariation between two Itd processes,

N g [T/An)-2knt1 ~ ~ R R
HO).CONr =5 2 ((H(OM)A”) — H(Cia,)) (G(Clitrna,) — G(Cia,))
n i=1
2 d N ~ ~ -~ ~
- > (9gnHOwG)(Cia,) (Cga,iAanb,z’An + Cgb,iAnCha,iAn>>a (1.16)
" g,h,a,b=1

where the factor 3/2 and the last term correct for the biases arising due to the preliminary
estimation of volatility Cj.

Our second estimator is based on the following equality, which follows by the It6 lemma,

d T
H(C),GOlr = / (0,0 HOwG) (CTIat, (1.17)
g,h,a,b=1 0

where 6fh’ab denotes the covariation between the volatility processes Cgp; and Cgpy. The
quantity is thus a non-linear functional of the spot covariance and spot volatility of volatility

matrices. Our second estimator is a bias-corrected version of the sample counterpart of the

"t is also possible to define more flexible kernel-based estimators as in Kristensen (2010).

11



“linearized” expression in (1.17),

— LIN 3 d [T/An]—2k,+1 ~
" g.h,a,b=1 i=1

~

~ N ~ ~ 9 N ~ N
((Cgh,(i—f—kn)An = Cgn,ing ) (Cap (i4kn)An — Cabin,) — ?(Cga,iAanb,iAn + Cgpin, Cha,iAn)>'
(1.18)

Consistency for a similar estimator has been established by Jacod and Rosenbaum (2015).%
We go beyond their result by deriving the asymptotic distribution and proposing a consistent
estimator of its asymptotic variance.

If we had observations on Cja, , the estimators of [H(C),G(C)]r would not need any
bias-correction terms. However, due to the replacement of C;a, by its estimate CA',-ATL, two
types of bias-correction terms arise: a multiplicative correction 3/2, as well as an additive

bias-correction term

g [T/An]=2kn+1 d R R ~ R R
T2 Z:ZI (g,hg1(8th8abG)(CiAn)(Cga,iAanb,iAn + Cgb,iAnCha,iAn)>- (1.19)
We remark that this additive bias correction term is (up to a scale factor) an estimator of
the asymptotic covariance between the sampling errors embedded in estimators of fOT H(Cy)dt
and fOT G(C})dt defined in Jacod and Rosenbaum (2013).

The two estimators are identical when H and G are linear, for example, when estimating
the covariation between two volatility processes. In the univariate case d = 1, when H(C) =
G(C) = C, our estimator coincides with the volatility of volatility estimator of Vetter (2015),
which was extended to allow for jumps in Jacod and Rosenbaum (2015). Our contribution is

the extension of this theory to the multivariate d > 1 case with nonlinear functionals.

8Jacod and Rosenbaum (2015) derive the probability limit of the following estimator:

3 d [T/An]—2kn+1
o > (8§h,abH)(CiAn)((C(iJrkn)An = Cin,)(Clitkn)n, = Ciny,) =
g,h,a,b=1 =1

2~ ~ ~ ~
kf (Cga,iAn Cgb,iAn + Cgb,iAn Cha,iAn )) .

12



1.4 Asymptotic Properties

In this section, we first present the full list of assumptions for our asymptotic results. We
then state the asymptotic distribution for the general functionals introduced in the previous
section, and develop estimators for the asymptotic variance. Finally, to illustrate the appli-
cation of the general theory, we describe three statistical tests about the IdioVols, which we

later implement in the empirical and Monte Carlo analysis.

1.4.1 Assumptions

Recall that the d-dimensional process Y; represents the (log) prices of stocks, S;, and

factors Fy.

Assumption 1. Suppose Y is an Ito semimartingale on a filtered space (2, F, (Ft)t>0,P),

t t t
n:%+/m¢+/a¢m+//5@gwmw)
0 0 0 JE

where W is a dV -dimensional Brownian motion (A" > d) and u is a Poisson random measure
on Ry x E, with E an auziliary Polish space with intensity measure v(dt,dz) = dt ® \(dz)
for some o-finite measure X on E. The process b; is R%-valued optional, o; is R% x R4 -
valued, and § = §(w,t,z) is a predictable R? -valued function on Q x Ry x E. Moreover,
|0(w, t AT (w), 2) || A1 < Ty (2), for all (w,t,z), where (Tp,) is a localizing sequence of stopping
times and, for some r € [0, 1], the function I'y, on E satisfies [ T'pm(2)"A(dz) < co. The spot
volatility matriz of Y is then defined as C; = O‘tUtT. We assume that Cy is a continuous Itd

semimartingale,’
t_ t
Q:%+/@@+/@M@ (1.20)
0 0

where b is R? x Re-valued optional.

With the above notation, the elements of the spot volatility of volatility matrix and spot

9Note that s = (¢¢"™) is (d x d x d")-dimensional and 7,dW; is (d x d)-dimensional with (osdW)9" =
wo
S AW,

m=1

13



covariation of the continuous martingale parts of X and c are defined as follows,

av awv

—~gh,ab ~gh,m~abm  ~/g,ab gm~ab,m

Ccy = E ol o, ", CF = g o o, (1.21)
m=1 m=1

We assume the following for the process oy:

Assumption 2. 7; is a continuous Ité semimartingale with its characteristics satisfying the

same requirements as that of Cy.

Assumption 1 is very general and nests most of the multivariate continuous-time models
used in economics and finance. It allows for potential stochastic volatility and jumps in
returns. Assumption 2 is required to obtain the asymptotic distribution of estimators of the
quadratic covariation between functionals of the spot covariance matrix C;. It is not needed
to prove consistency. This assumption also appears in Vetter (2015), Kalnina and Xiu (2017)

and Wang and Mykland (2014).

1.4.2 Asymptotic Distribution

We have seen in Section 3.4 that all quantities of interest in (1.13) are functions of multi-
ple objects of the form [H(C), G(C)]p. Therefore, if we can obtain a multivariate asymptotic
distribution for a vector with elements of the form [H(C), G(C)]r, the asymptotic distribu-
tions for all our estimators follow by the delta method. The current section presents this
asymptotic distribution.

Let Hy,G,..., H,, Gy be some arbitrary elements of G(p) defined in equation (1.6). We

are interested in the asymptotic behavior of vectors

((H1(C), GA(C)]y -, [HA(C),Gu(O)]y ) am
— LIN — LIN\ T
(IH(C), Gi(C)ly - [HA(C). GOy )

The following theorem summarizes the joint asymptotic behavior of the estimators.

I _— AN _— LIN
Theorem 1. Let [H.(C),G,(C)|y be either [H.(C),G.(C)|lp or [H.(C),G(C)|lp  de-
fined in (1.16) and (1.18), respectively. Suppose Assumption 1 and Assumption 2 hold. Fix
ke = 00, for some 0 € (0,00) and set (8p — 1)/4(4p — 1) < w < 1. Then, as A, — 0,

14



A4 2% MN(0,%7), (1.22)

—

where ¥ = (ESLS) e denotes the asymptotic covariance between the estimators [H,(C), G,(C)]

and [HS(WS(C)]T. The elements of the matrix Y7 are
2;_7‘5 — 27”757(1) + Zr=57(2) + 27‘787(3)

sre) Z Z / Oy B 0G5 Ho D1 G (C4)) [ (gh. ) Ci(ab, m)

ghab 1j,k,l,m=1

+ Cy(ab, jk)Ci(gh, Im) | dt,

d
3 Z / Oy Hy 0y G 031 H 01 G (C1)) [ O T

g,h,a,b=1 j,k,l,m=1

+Ct ’]kcgh”m} dt,

7’57(2) 15160
7 140

d d
i DD / g Hy D Gy 01 Ho O G5 (Cy)) [Ct(gh ko™
g h,a,b=1 j,k,I,m=1

Jk

+ Cy(ab, Im)TI " + Cy(gh, Im)T™ " + C(ab, jk)éfh’lm} dt,

with
Ci(gh, jk) = Cy; iChit + CgitChijs-

The convergence in Theorem 1 is stable in law (denoted L-s, see for example Aldous and
Eagleson (1978) and Jacod and Protter (2012)). The limit is mixed gaussian and the precision
of the estimators depends on the paths of the spot covariance and the volatility of volatility
process. The rate of convergence A, /4 has been shown to be the optimal for volatility of
volatility estimation (under the assumption of no volatility jumps).

The asymptotic variance of the estimators depends on the tuning parameter # whose
choice may be crucial for the reliability of the inference. We document the sensitivity of the

inference theory to the choice of the parameter 6 in a Monte Carlo experiment (see Section

15



1.4.3 Estimation of the Asymptotic Covariance Matrix

To provide a consistent estimator for the element ¥72° of the asymptotic covariance matrix

in Theorem 1, we introduce the following quantities:

W [T/An)—dkn+1 N
Qe Z a, Z Z Yo (OgnHr0aGr0it HOimGs(Cin,)
g,h,a,b=1 j,k,l,m=1 =1

x [Cia, (gh, jk)Cin, (ab, Im) + Cia, (ab, jk)Cia, (gh, Im)]

d [T/An]—4kn+1

GO= S Y (0 H0uG 0 H0mGa(C, ) [N AR S
g,h,a,b=1 j,k,l,m=1 i=1
1~ e N N - .

+ 2A” BN N+ A" NN N+ A” NN e N |

Y (3) d d [T/An} —4kn+1 R
7,8,

Qr Z > (Ogn Hy- 0y Gy 01 HyO1m G5 (Cin,))

" g,h,a,b=1 j,k,l,m=1 i=1

[C@'An (gh, jk)X?’abX?’lm + @An (ab, lm)X?’ghX?’jk

+ Cia, (gh TN PN * 4 (Cia,, (ab, RN X,

7 (3

L Rk ik Anjk ~ : A A A 5
with \J% = G198 — C9% and Cia, (gh, k) = (Cyjin, Chiin, + Corin, Chjin,)-
The following result holds,

Theorem 2. Suppose the assumptions of Theorem 1 hold, then, as A, — 0

A7,S,(1 r,s,(1
673(2 (1) B, s (1.23)
3 TS 6’\7"5 7,8
1510 9 ors@) . 4 ars() _ 4ars@) P, s
i 3+ H O - 2 2 @, (1.25)

The estimated matrix Sr is symmetric but is not guaranteed to be positive semi-definite.
By Theorem 1, S is positive semi-definite in large samples. An interesting question is the
estimation of the asymptotic variance using subsampling or bootstrap methods, and we leave
it for future research.

Remark 1: Results of Jacod and Rosenbaum (2015) and a straightforward extension of

16



1/2

Theorem 1 can be used to show that the rate of convergence in equation (1.23) is A, /7, and

the rate of convergence in (1.25) is A, Y4 The rate of convergence in (1.24) can be shown to
be Ap '/,
5,(2)

Remark 2: In the one-dimensional case (d = 1), much simpler estimators of 7.
can be constructed using the quantities )\n’]k)\" lm)\?jrgkh Nt or )\n’Jk)\" lm)\"’gh)\" Y as in

Vetter (2015). However, in the multidimensional case, the latter quantities do not identify

JAm s JAm h,x ik,gh—-lm,x
ik Cg Yy ik Cg Yy C] g C y_|_

separately the quantity CY since the combination C;

Ctjk’xthgh’l shows up in a non-trivial way in the limit of the estimator.

Corollary 3. Forl <r < &, let [H,(C),G(C)]} be either [H.(C),G,(C)|y or[H.(C),Gr(C)]
defined in (1.18) and (1.16), respectively. Suppose the assumptions of theorem 1 hold. Then,

[H,(C),G1(C))y — [Hi(C), C1(O)]z
AGVAS 2 : Ly N(0, I,). (1.26)

In the above, we use the notation L to denote the convergence in distribution and I
the identity matrix of order k. Corollary 3 states the standardized asymptotic distribution,
which follows directly from the properties of stable-in-law convergence. Similarly, by the delta
method, standardized asymptotic distribution can also be derived for the estimators of the
quantities in (1.13). These standardized distributions allow the construction of confidence in-
tervals for all the latent quantities of the form [H,(C'), G,(C)]r and, more generally, functions

of these quantities.

1.4.4 Tests

As an illustration of application of the general theory, we provide three tests about the
dependence of idiosyncratic volatility. Our framework allows to test general hypotheses about
the joint dynamics of any subset of the available stocks. The three examples below are stated
for one pair of stocks, and correspond to the tests we implement in the empirical and Monte
Carlo studies.

First, one can test for the absence of dependence between the IdioVols of the returns on

17



assets j and s,
H& . [CZj7CZS]T =0 vs Hll . [CZj;CZs]T 75 0.

The null hypothesis H is rejected whenever the t-test exceeds the 1 — a/2-quantile of the

standard normal distribution, Z;_, /2,

’[CZ/]"EZS]T‘

A71/4

n — > Zlfa/2-
\/ AVAR(Cz;,Cz)

Second, we can test for all the IdioVol factors II being irrelevant to explain the dynamics of

IdioVol shocks of stock j,
HS : [Cz;, M7 =0 vs Hf: [Cz;, M7 # 0.

Under this null hypothesis, the vector of IdioVol factor loadings equals zero, vz, = 0. The
null hypothesis Hj is rejected when

-1

A ([C/Zj,\H]T)T (AVAR(C;,10)) (Crjo My > X3, 1 (1.27)

where dij denotes the number of IdioVol factors, and where an’ka is the (1 — o) quantile
of the XdQH distribution. One can of course also construct a t-test for irrelevance of any one
particular IdioVol factor. The final example is a test for absence of dependence between the

residual IdioVols,
H(i]’) . [Cgejsid’ gessid]T —0 vs Hi’) . [CEGJ'Sid, gessid]T 7& 0.

The null can be rejected when the following t-test exceeds the critical value,

o —

resid resid
o o o |

n

—= > Zo - (1.28)
\/ AVAR(Cypid, Cyid)
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Each of the above estimators

—

(€25, Czslp, [Czj, M, and [, O]

can be obtained by choosing appropriate pair(s) of transformations H and G in the general
estimator [H (CT,E(C)]T, see Section 3.4 for details. Any of the two types of the latter

estimator can be used,

_—— AN _— LIN
[H(C),G(C))p or [H(C),G(C)]p

For the first two tests, the expression for the true asymptotic variance, AVAR, is obtained
using Theorem 1 and its estimation follows from Theorem 2. The asymptotic variance in
the third test is obtained by applying the delta method to the joint convergence result in
Theorem 1. The expression for the estimator of the asymptotic variance, m, follows from
Theorem 2. Under R-FM and the assumptions of Theorem 1, Corollary 3 implies that the
asymptotic size of the two types of tests for the null hypotheses H} and Hg is «, and their
power approaches 1. The same properties apply for the tests of the null hypotheses HS’ with
our R-FM and IdioVol-FM representations.

Theoretically, it is possible to test for absence of dependence in the IdioVols at each
point in time. In this case the null hypothesis is HY' : [Cz;,Czslt = 0 forall 0 <t <T,
which is, in theory, stronger than our H&’ . In particular, Theorem 1 can be used to set up
Kolmogorov-Smirnov type of tests for H(’)l in the same spirit as Vetter (2015). However, we
do not pursue this direction in the current paper for two reasons. First, the testing procedure
would be more involved. Second, empirical evidence suggests nonnegative dependence between
IdioVols, which means that in practice, it is not too restrictive to assume [Cz;, Cz,]; > 0 Vt,

under which Hi and H}' are equivalent.

1.5 Monte Carlo

This section investigates the finite sample properties of our estimators and tests. The
data generating process (DGP) is similar to that of Li, Todorov, and Tauchen (2013) and is
constructed as follows. Denote by Y7 and Y3 log-prices of two individual stocks, and by X the

log-price of the market portfolio. Recall that the superscript ¢ indicates the continuous part
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of a process. We assume
dX; = dX§ + dJsy, dX§ = \/CxdWy,
and, for j =1, 2,
dYj, = BdX{ +dYf, +dJjy, dYS, = \/CgjdW,.

In the above, Cx is the spot volatility of the market portfolio, Wl, and Wy are Brownian
motions with Corr(dWLt,dWQ’t) = 0.4, and W is an independent Brownian motion; Ji, Jo,
and J3 are independent compound Poisson processes with intensity equal to 2 jumps per year
and jump size distribution N(0,0.022). The beta process is time-varying and is specified as
Bt = 0.5 + 0.1 sin(100t).

We next specify the volatility processes. As our building blocks, we first generate four

processes f1,..., f1 as mutually independent Cox-Ingersoll-Ross processes,

dfie = 5(0.09 = fio)dt +0.35\/ fio( — 0.8dW, + V1 - 0.82dBy ),

df]”t = 5(009 — ijt)dt +0.35 fl,tdBj,t , for ] = 2,3,4,

where Bj, ..., By and independent standard Brownian Motions, which are also independent
from the Brownian Motions of the return Factor Model.' We use the first process fi as
the market volatility, i.e., Cx;: = fi:. We use the other three processes f2, f3, and fy to
construct three different specifications for the IdioVol processes Cz;; and Cza ¢, see Table 1.4
for details. The common Brownian Motion W; in the market portfolio price process X; and
its volatility process C'x; = f1+ generates a leverage effect for the market portfolio. The value
of the leverage effect is —0.8, which is standard in the literature, see Kalnina and Xiu (2017),
Ait-Sahalia, Fan, and Li (2013) and Ait-Sahalia, Fan, Laeven, Wang, and Yang (2017).

We set the time span T equal 1,260 or 2,520 days, which correspond approximately
to 5 and 10 business years. These values are standard in the nonparametric leverage effect
estimation literature (see Ait-Sahalia, Fan, and Li (2013) and Kalnina and Xiu (2017)), where
the rate of convergence is also A~/4. Each day consists of 6.5 trading hours. We consider two

different values for the sampling frequency, A,, = 1 minute and A,, = 5 minutes. We follow

'%The Feller property is satisfied implying the positiveness of the processes (fj.¢)1<j<a-
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Li, Todorov, and Tauchen (2016) and set the truncation threshold u, in day t at 35;A%49,
where o; is the squared root of the annualized bipower variation of Barndorff-Nielsen and
Shephard (2004). We use 10,000 Monte Carlo replications in all the experiments.

We first investigate the finite sample properties of the estimators under Model 3. The

considered estimands include:
e the IdioVol factor loading of the first stock, vyz1,

e the contribution of the market volatility to the variation of the IdioVol of the first stock

2,1dioV ol-F M
R7 ’

e the correlation between the idiosyncratic volatilities of stocks 1 and 2, Corr (Cz;, Czs),
e the correlation between residual idiosyncratic volatilities, Corr (Cg‘}Sid, C}?"d).

The interpretation of simulation results is much simpler when the quantities of interest do
not change across simulations. To achieve that, we generate once and keep fixed the paths of
the processes Cx; and (fj+)o<j<27 and replicate several times the other parts of the DGP. In
Table 1.6, we report the bias and the interquartile range (IQR) of the two type of estimators
for each quantity using 5 minutes data sampled over 10 years. We choose four different values
for the width of the subsamples, which corresponds to § = 1.5,2,2.5 and 3 (recall that the
number of observations in a window is k, = 6/v/A,). It seems that larger values of the
parameters produce better results. Next, we investigate how these results change when we
increase the sampling frequency. In Table 1.7, we report the results with A, = 1 minute
in the same setting. We note a reduction of the bias and IQR at all levels of significance.
However, the magnitude of the decrease of the IQR is very small. Finally, we conduct the same
experiment using data sampled at one minute over 5 years, see Table 1.8. Despite using more
than twice as many observations than in the first experiment, the precision is not as good. In
other words, increasing the time span is more effective for precision gain than increasing the
sampling frequency. This result is typical for Ai/ 4-convergent estimators, see, e.g., Kalnina
and Xiu (2017).

Next, we study the empirical rejection probabilities of the three statistical tests as outlined
in Section 1.4.4. The first null hypothesis is the absence of dependence between the IdioVols
(for which we use Model 1), Hg : [Cz1,Cza]r = 0. The second null hypothesis we test is the
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absence of dependence between the IdioVol of the first stock and the market volatility (for
which we use Model 1), HZ : [Cz1,Cx]r = 0. The third null hypothesis is the absence of
dependence in the two residual IdioVols (for which we use Model 2), Hg : [C35534, Chidr = 0.

The three panels of Table 1.5 contain the empirical rejection probabilities for the three
null hypotheses. We present the results for two sampling frequencies (A,, = 1 minute and
A, = 5 minutes) and the two type of estimators (AN and LIN). We see that the empirical
rejection probabilities are reasonably close to the nominal size of the test. Neither type of
estimator (AN or LIN) seems to dominate the other. Consistent with the asymptotic theory,
the empirical rejection probabilities of the three tests become closer to the nominal size of the

test when frequency is higher.

1.6 Empirical Analysis

We apply our methods to study the cross-sectional dependence in IdioVol using high
frequency data. One of our main findings is that stocks’ idiosyncratic volatilities co-move
strongly with the market volatility. This is a quite surprising finding. It is of course well
known that the total volatility of stocks moves with the market volatility. However, we stress
that we find that the strong effect is still present when considering the idiosyncratic volatilities.

We use full record transaction prices from NYSE TAQ database for 30 constituents of
the DJIA index over the time period 2003-2012, see Table 1.1. After removing the non-
trading days, our sample contains 2517 days. The selected stocks were the constituents of the
DJIA index in 2007. We also use the high-frequency data on nine industry Exchange-Traded
Funds, ETFs (Consumer Discretionary, Consumer Staples, Energy, Financial, Health Care,
Industrial, Materials, Technology, and Utilities), and the high-frequency size and value Fama-
French factors, see Ait-Sahalia, Kalnina, and Xiu (2019). For each day, we consider data from
the regular exchange opening hours from time stamped between 9:30 a.m. until 4 p.m. We
clean the data following the procedure suggested by Barndorff-Nielsen, Hansen, Lunde, and
Shephard (2008), remove the overnight returns and then sample at 5 minutes. This sparse
sampling has been widely used in the literature because the effect of the microstructure noise
and potential asynchronicity of the data is less important at this frequency, see also Liu,
Patton, and Sheppard (2015).

The parameter choices for the estimators are as follows. Guided by our Monte Carlo
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results, we set the length of window to be approximately one week for the estimators in
Section 3.4 (this corresponds to 6 = 2.5 where k, = A, 1/2 is the number of observations
in a window). The truncation threshold for all estimators is set as in the Monte Carlo study
(36;A%49 where G7 is the bipower variation).

Figures 7?7 and 77 contain plots of the time series of the estimated R%j of the return
factor model (R-FM) for each stock.!! Each plot contains monthly R%,j from two return
factor models, CAPM and the Fama-French regression with market, size, and value factors.
Figures 77 and 7?7 show that these time series of all stocks follow approximately the same
trend with a considerable increase in the contribution around the crisis year 2008. Higher R%j
indicates that the systematic risk is relatively more important, which is typical during crises.
R%/j is consistently higher in the Fama-French regression model compared to the CAPM
regression model, albeit not by much. We proceed to investigate the dynamic properties of
the panel of idiosyncratic volatilities.

We first investigate the dependence in the (total) idiosyncratic volatilities. Our panel has
435 pairs of stocks. For each pair of stocks, we compute the correlation between the IdioVols,
Corr (Czi, Cz;). All pairwise correlations are positive in our sample, and their average is
0.55. Figure 1.1 maps the network of dependency in the IdioVol. We simultaneously test
435 hypotheses of no correlation, and Figure 1.1 connects only the assets, for which the null
is rejected. We account for multiple testing by controlling the false discovery rate at 5%.
Overall, Figure 1.1 shows that the cross-sectional dependence between the IdioVols is very
strong.

Could missing factors in the R-FM provide an explanation? Omitted return factors in the
R-FM are captured by the idiosyncratic returns, and can therefore induce correlation between
the estimated IdioVols, provided these missing return factors have non-negligible volatility of

volatility. To investigate this possibility, we consider the correlations between idiosyncratic

f T Oyt
_ 0 Zj,t

=0

fo Cyj ¢dt
We estimate R%j using the general method of Jacod and Rosenbaum (2013). The resulting estimator of Rf/j
requires a choice of a block size for the spot volatility estimation; we choose two hours in practice (the number
of observations in a block, say I, has to satisfy 2A,, — 0 and I3A,, — 00, so it is of smaller order than the
number of observations k, in our estimators of Section 3.4).

"¥or the j** stock, our analog of the coefficient of determination in the R-FM is R%j =1
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returns, Corr(Z;, Z;)."> Table 1.2 presents a summary of how estimates Corr(Z;, Z;) are
related to the estimates of correlation in IdioVols, Corr (Cz;,Cz;). In particular, different
rows in Table 1.2 display average values of Corr (Czi,Cz;) among those pairs, for which
C/’()E“(Zi, Zj) is below some threshold. For example, the last-but-one row in Table 1.2 indicates
that there are 56 pairs of stocks with @"(Zi,Zj) < 0.01, and among those stocks, the
average correlation between IdioVols, Corr (Cz;, Cz;), is estimated to be 0.579. We observe
that Corr (Czi,Czj) is virtually the same compared to pairs of stocks with high Corr(Z;, Z;).
These results suggest that missing return factors cannot explain dependence in IdioVols for
all considered stocks. This finding is in line with the empirical analysis of Herskovic, Kelly,
Lustig, and Nieuwerburgh (2016) with daily and monthly returns.

To understand the source of the strong cross-sectional dependence in the IdioVols, we
consider the Idiosyncratic Volatility Factor Model (IdioVol-FM) of Section 1.2. We first use
the market volatility as the only IdioVol factor.'®> Table 1.3 reports the estimates of the
IdioVol loading (7z;) and the R? of the IdioVol-FM (R%ZI dioVol-FM o6 equation (1.10)).
Table 1.3 uses two different definitions of IdioVol, one defined with respect to CAPM, and
a second IdioVol defined with respect to Fama-French three factor model. For every stock,
the estimated IdioVol factor loading is positive, suggesting that the idiosyncratic volatility
co-moves with the market volatility. Next, Figure 1.2 shows the implications for the cross-
section of the one-factor IdioVol-FM when the IdioVol is defined with respect to CAPM.
The average pairwise correlations between the residual IdioVols, Corr (Czi,Czj), decrease to
0.25. However, the market volatility cannot explain all cross-sectional dependence in residual
IdioVols, as evidenced by the remaining links in Figure 1.2.

Finally, we consider an IdioVol-FM with ten IdioVol factors, market volatility and the
volatilities of nine industry ETFs. Figure 1.3 shows the implications for the cross-section of

this ten-factor IdioVol-FM when the IdioVol is defined with respect to CAPM. The average

20ur measure of correlation between the idiosyncratic returns dZ; and dZ; is
T
fo Czizjdl
7
T T
\/f() CZi,tdt\/fo Cyzjdt

where Cziz; ¢ is the spot covariation between Z; and Z;. Similarly to RY;, we estimate Corr(Z;, Z;) using the
method of Jacod and Rosenbaum (2013).

13We also considered the volatility of size and value Fama-French factors. However, both these factors turned
out to have very low volatility of volatility and therefore did not significantly change the results.

COI‘I‘(Zi7 ZJ) =

i,j=1,...,ds, (1.29)
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pairwise correlations between the residual IdioVols, Corr (Czi,Czj), decrease further to 0.18.
However, significant dependence between the residual IdioVols remains, as evidenced by the
remaining links in Figure 1.2. Our results suggest that there is room for considering the
construction of additional IdioVol factors based on economic theory, for example, along the

lines of the heterogeneous agents model of Herskovic, Kelly, Lustig, and Nieuwerburgh (2016).

1.7 Conclusion

We introduce an econometric framework for analysis of cross-sectional dependence in
the IdioVols of assets using high frequency data. First, we provide bias-corrected estimators
of standard measures of dependence between IdioVols, as well as the associated asymptotic
theory. Second, we study an IdioVol factor model, in which we decompose the variation in
IdioVols into two parts: the variation related to the systematic factors such as the market
volatility, and the residual variation. We provide the asymptotic theory that allows us to
test, for example, whether the residual (non-systematic) components of the IdioVols exhibit
cross-sectional dependence.

To provide the bias-corrected estimators and inference results, we develop a new asymp-
totic theory for general estimators of quadratic covariation of vector-valued (possibly) non-
linear transformations of the spot covariance matrices. This theoretical contribution is of its
own interest, and can be applied in other contexts. For example, our results can be used to
conduct inference for the cross-sectional dependence in asset betas.

We apply our methodology to the 30 Dow Jones Industrial Average components, and
document strong cross-sectional dependence in their idiosyncratic volatilities. We consider
two different sets of idiosyncratic volatility factors, and find that neither can fully account
for the cross-sectional dependence in idiosyncratic volatilities. We map out the network of

dependencies in residual (non-systematic) idiosyncratic volatilities across the stocks.
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Figures and Tables of Chapter 1



Figure 1.1: The network of dependencies in total IdioVols.

The color and thickness of each line is proportional to the estimated value of Corr (Cz;, Cz;), the quadratic-
covariation based correlation between the IdioVols, defined in equation (1.8) (red and thick lines indicate high
correlation). We simultaneously test 435 null hypotheses of no correlation, and the lines are only plotted when
the null is rejected.
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Figure 1.2: The network of dependencies in residual IdioVols with a single IdioVol factor:

the market variance.

o, ©® 8
ﬂ; ® [ )
%.
%4/
®
A
,OQ.
IQM.
INTC I
INJ @
o e
©*
0.
&
é\.
\l“‘ ®
s
é Qg_: (] ®
— o
= & m
s

Figure 1.3: The network of dependencies in residual IdioVols with ten IdioVol factors: the
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each pair of stocks (red and thick lines indicate high correlation). We simultaneously test 435 null hypotheses
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of no correlation, and the lines are only plotted when the null is rejected.
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Figure 1.4: Monthly R? of two return factor models.
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We plot monthly R? of two return factor models (ﬁfz ;): the CAPM (the blue dotted line) and the Fama-French
three factor model (the red solid line). Stocks are represented by tickers (see Table 1.1 for full stock names).
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Figure 1.5: Monthly R? of two return factor models (continued).
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We plot monthly R? of two return factor models (Efz ;): the CAPM (the blue dotted line) and the Fama-French
three factor model (the red solid line). Stocks are represented by tickers (see Table 1.1 for full stock names).

30



Table 1.1: List of DJIA stocks

Sector Stock Ticker
Financial American International Group, Inc. AIG
American Express Company AXP
Citigroup Inc. C
JPMorgan Chase & Co. JPM
Energy Chevron Corp. CVX
Exxon Mobil Corp. XOM
Consumer Staples Coca Cola Company KO
Altria MO
The Procter & Gamble Company PG
Wal-Mart Stores WMT
Industrials Boeing Company BA
Caterpillar Inc. CAT
General Electric Company GE
Honeywell International Inc HON
3M Company MMM
United Technologies UTX
Technology Hewlett-Packard Company HPQ
International Bus. Machines IBM
Intel Corp. INTC
Microsoft Corporation MSFT
Health Care Johnson & Johnson JNJ
Merck & Co. MRK
Pfizer Inc. PFE
Consumer Discretionary The Walt Disney Company DIS
Home Depot Inc HD
McDonald’s Corporation MCD
Materials Alcoa Inc. AA
E.L. du Pont de Nemours & Company DD
Telecommunications Services AT&T Inc. T
Verizon Communications Inc. V7

The table lists the stocks used in the empirical application (for the time period 2003-2012). They are the 30
constituents of DJIA in 2007. The first column provides the Global Industry Classification Standard (GICS)
sectors, the second the names of the companies and the third their tickers.
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Table 1.3: Idiosyncratic volatility factor model regression statistics

CAPM FF3 Model

Stock | 5, RRIHOVOLFM o o) | 5, RRMeVeLFM |
AIG | 1.49 0.02 0.093 | 1.53 0.02 0.085
AXP | 3.02 0.27 0.146 | 2.98 0.27 0.149
C 3.46 0.108 0.007 | 3.48 0.11 0.007
JPM | 2.44 0.20 0.007 | 2.46 0.21 0.006
CVX | 1.08 0.51 0.030 | 1.07 0.51 0.030
XOM | 0.60 0.48 0.044 | 0.61 0.49 0.043
KO ]0.33 0.58 0.012 | 0.33 0.58 0.011
MO | 0.44 0.35 0.001 | 0.44 0.35 0.001
PG 0.43 0.63 0.001 | 0.43 0.63 0.002
WMT | 0.45 0.58 0.006 | 0.45 0.56 0.008
BA | 047 0.42 0.003 | 0.48 0.44 0.003
CAT | 0.69 0.49 0.009 | 0.69 0.48 0.009
GE 1.14 0.26 0.003 | 1.15 0.26 0.002
HON | 0.53 0.44 0.014 | 0.53 0.43 0.014
MMM | 0.39 0.55 0.000 | 0.38 0.54 0.000
UTXx | 0.50 0.52 0.003 | 0.50 0.53 0.004
HPQ | 0.65 0.33 0.004 | 0.66 0.34 0.004
IBM | 0.35 0.48 0.011 | 0.35 0.47 0.012
INTC | 0.46 0.46 0.003 | 0.46 0.46 0.003
MSFT | 0.68 0.52 0.008 | 0.67 0.51 0.010
JNJ | 0.41 0.68 0.007 | 0.40 0.67 0.007
MRK | 0.54 0.32 0.001 | 0.54 0.32 0.001
PFE | 0.43 0.34 0.002 | 0.43 0.34 0.001
DIS | 0.57 0.48 0.001 | 0.58 0.49 0.001
HD | 0.66 0.45 0.010 | 0.66 0.45 0.010
MCD | 0.29 0.29 0.003 | 0.29 0.29 0.003
AA 3.03 0.41 0.019 | 3.04 0.42 0.018
DD 0.61 0.59 0.001 | 0.61 0.59 0.001
T 0.76 0.45 0.003 | 0.76 0.44 0.003
VZ 0.54 0.55 0.000 | 0.54 0.54 0.001

Estimates of the IdioVol factor loading (7z, see equation (1.7)), and the contribution of the market volatility
to the variation in the IdioVols (ﬁ%ldiOVOl-FNI, see equation (1.10)). The table considers two R-FMs: the left
panel defines the IdioVol with respect to CAPM, and the right panel defines the IdioVol with respect to the
three-factor Fama-French model. In both cases, the market volatility is the only IdioVol factor. P-val is the
p-value of the test of the absence of dependence between the IdioVol and the market volatility for a given
individual stock, see equation (1.27).
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Table 1.4: Monte Carlo factors specification

Czit Cza.t
Model 1 0.1+ 1.5f24 0.1+ 1.5f3;
Model 2 0.1+ 0.6exx.s + 0.4f2, 0.1+ 0.5cx x4 + 0.5f34

Model 3 0.1+ 0.45cxx,t + for +0.4fs: 0.1+ 0.35cxx;¢+0.3f3;+ 0.6f4

floatfootDifferent specifications for the Idiosyncratic Volatility processes C'z1 s and Cza .

Table 1.5: Size and power of the different tests.

A, = 5 minutes A,, = 1 minute

=15 0=20 0=25 0=1.5 0=20 =25
AN LIN AN LIN AN LIN AN LIN AN LIN AN LIN

Panel A : H} :[Cz1,Cz2)7 =0, Model 1

a=10% 97 106 106 12.6 9.7 10.3 10.2 9.7 10.0 10.2 9.8 10.2
a=5% 47 51 45 53 48 56 53 53 52 53 49 51
a=1% 09 11 09 12 09 1.1 1.1 11 12 1.1 1.0 1.0

Panel B : HZ :[Cz1,Cx|r =0, Model 1

a=10% 12.1 10.2 10.0 10.6 9.8 11.0 11.0 104 103 104 104 104
a=5% 62 50 45 52 46 54 2.0 54 52 51 52 53
a=1% 15 10 08 1.0 09 1.2 1.1 11 1.0 09 08 1.0

Panel C : H} : [C4554, Co5d]r = 0, Model 2

a=10% 10.0 10.1 12.1 10.8 9.9 126 10.1 103 106 11.3 10.1 114
a=5% 50 63 51 63 51 6.7 5.5 55 53 59 52 6.0
a=1% 11 15 08 16 1.1 14 1.1 12 1.3 1.3 13 1.5

Panel A contains the empirical rejection probabilities of the test of absence of dependence between IdioVols.
Panel B contains the empirical rejection probabilities of the test of absence of dependence between the Id-
ioVol and the market volatility. Panel C contains the empirical rejection probabilities of the test absence of
dependence between residual IdioVols. T' = 10 years. « denotes the nominal size of the test.
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Table 1.6: Finite sample properties of our estimators using 10 years of data sampled at 5
minutes

AN LIN
0 1.5 2 2.5 3 1.5 2 2.5 3

Median Bias

A1 -0.047 -0.025 -0.011 -0.003 -0.006 0.001  0.009  0.015
RtV EM 0.176  0.130  0.103 0.085 0.181  0.140 0.112  0.092
Corr (Cz1,Cz) 0288 -0.212 -0.163 -0.133 -0.249 -0.190 -0.146 -0.120
Corr (C3551,Cy570) 1-0.189 -0.113 -0.064 -0.034  -0.150 -0.091 -0.047 -0.021
IQR
71 0.222 0.166 0.138 0.121 0226 0.168 0.139  0.122
RVl EM 0.210 0.188 0.172 0.152 0.181 0.166 0.152  0.140
Corr (Cz1,Cz) 0404 0325 0263 0223 0338 0283 0237 0.205

Corr (C3551,Cy5i0) 10,456 0.384 0315 0.272 0388 0337  0.285 0250

The true values are yz1 = 0.450, RV M — 0.342, Corr (Cz1,Cz2) = 0.523, Corr (C}ﬁ”d,C}ejid) =
0.424. Model 3.
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Table 1.7: Finite sample properties of our estimators using 10 years of data sampled at 1
minute.

AN LIN
0 1.5 2 2.5 3 1.5 2 2.5 3

Median Bias

71 -0.022 -0.012 -0.003 0.004 -0.003 -0.000 0.006 0.012
RIioVol-FM 0.107  0.091 0.073 0.056 0.113 0.095 0.075 0.058
Corr (Cz1,Cz2) -0.147 -0.104 -0.073 -0.048 -0.133 -0.097 -0.067 -0.042
Corr (C3551,Cy57) 1-0.135  -0.086 -0.058 -0.039 -0.119 -0.078 -0.052 -0.032
IQR
71 0.156 0.112 0.088 0.075 0.157 0.112 0.088  0.075
RIdioVol-FM 0.201  0.146  0.118 0.100 0.184 0.138 0.113  0.096
Corr (Cy1,Cz2) 0.340 0.238 0.184 0.150 0.309 0.226  0.177  0.145

Corr (C351,Cy5i0) 10,417 0291 0.228 0184 0378 0.274 0217 0177

The true values are yz1 = 0.450, Ry1%°V" "M = 0.336, Corr (Cz1,Cz2) = 0.514, Corr (C}ﬁ”d,C}ejid) =
0.408. Model 3.
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Table 1.8: Finite sample properties of our estimators using 5 years of data sampled at 1

minute.

. AN LIN

0 1.5 2 2.5 3 1.5 2 2.5 3
Median Bias

721 -0.019 -0.011 -0.007 0.000 -0.001 -0.001 0.002  0.008

RtV EM 0.115 0.096 0.081 0.069 0.119 0.100 0.084 0.071

Corr (Cz1,Cz2) -0.168 -0.101 -0.064 -0.038 -0.149 -0.092 -0.057 -0.033

Corr (C351,Cy57) 1-0.141 0.079 -0.035  -0.007 -0.127 -0.067 -0.029 -0.001

IQR

71 0215 0.159 0.128 0.110 0216 0.158 0.129  0.110

RVl EM 0.282  0.204 0.168 0.144 0.260 0.194 0.161  0.139

Corr (Cy1,Cz2) 0472 0337 0263 0213 0436 0319 0252  0.206

Corr (C3551,Cy5i0) 10.541 0412 0324 0.266 0510 0391 0.311 0256

The true values are vz1 = 0.450, R%‘fdiovoz_FM = 0.35, Corr (Cz1,Cz2) = 0.517, Corr (Cz1,Cz2) = 0.417.
Model 3.
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Appendix for Chapter 1 (A)

Sections A1, A2, and A3 contain all the proofs.

A1l Proof of Theorem 1

We start by introducing some notation. Our notation is similar to that of the proofs of Jacod and

Rosenbaum (2015) whenever possible.

Al1.1 Notation

Throughout, we denote by K a generic constant, which may change from line to line. When it
depends on a parameter p, we use the notation K, instead. We let by convention Z;ia = 0 when
a>a.

By the usual localization argument, there exists a m-integrable function J on E and a constant such

that the stochastic processes in (1.20) and (1.21) satisfy
1611, 11811, llell, llell, T < A, [l6(w, 2, 2)[|" < J(z). (C.1)

For any cadlag bounded process Z, we set

0<u<s

a(Z) = \/E( Sup || Z4u — Zt||2|-7:f')7 and

0<u<jA,

ni(Z) = \/E< sup || Za—1)a,4u — Z(i—1)An||2\]:{’>'
For convenience, we decompose Y; as

Yi=Yo+Y/+) AY.

s<t
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where Y/ = [} bids + [o 0,dWy and b, = b, — [ (¢, 2)Lgjse.0)) <1y 7(dz).

Let 62’” be the local estimator of the spot variance of the unobservable process Y, that is

(ALY ALY T = (G 1< pea- (C.2)

K2

u=0

There is no jump truncation applied in the definition of CA'{” since the process Y’ is continuous. Hence,

it is more convenient to work with égn rather than @n (defined in (1.15)). Let’s also define

al = (AMY)(ArY')T —CPA,, v =C" —Cp, and A} =Cj —C" (C.3)

7 7

which satisfy

kn—1
n 1 N n mn n n n n n
Vi T A E (aiy; + (CF; — C)AR) and A} = vigk, — 17" + An(Cily, — CF). (C4)

The following multidimensional quantities will be used in the sequel

1
G = - AIYAIY)T = Oy, C2)7 = Ale

¢ = BC@IFL). ) = ) — ¢ with ()} = (¢7(w) ")
1<g,h<d
We also define, for m € {0,...,2k, — 1} and j,l € Z,
-1 if0<m<k Zhn 1
(1), = f " e@)n = > ey = (m+1) A (2k, —m - 1),
+1 Zf kn, <m < 2k,, g=m+1
For any u,v, m,u’,v’, we set
. 1/A, ifu=v=1
Zu,v =
1 otherwise,
(I—m—1)V(2kn—m—1)
n 3 n n n n
A(“’ v; m)j,l = ﬁ Z g(u)qs(u)q—i-m? A(“’ U)m = )\(’U,, v; m)O,an7
" q=0V(j—m)
2k, —1
M (u, v; ', 0" )n = 230 200 4 Z A, v) A (W 0" )
m=1
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Additionally, set

[T/An]  2k,—1

RS n,gh n,ab
AT gh. i Guab. o)} = 7o > (JZO (0)7) o HOwG)(Ci, )G ()¢ (v);
[T/An] . ,
= MNw,0)§ D (OgnHOwG)(CPyy,, ) (u)] "¢ (0);, (C.5)
1=2k,,
and
3 [T/A] (i—1)A(2kn—1) (2kp,—m—1)
A12(H, gh,w; G, ab, v) =33 > (OgnHOWG)(Cl o) Y > ew)pe())y,
i=2kp m=1 j=0

X Cgn ()i mCab (V)7

A1l.2 Auxiliary Results

We provide some useful theorems and lemmas here, which are used to prove Theorem 1. These

theorems and lemmas are proved in Appendix A3 below.

/ /

Theorem 1. Let [H(C),G(C) " and [H(C), G(C)]o
L —— A
replacing C” by C’ ™ in the definition of[ (), G(C)];IN and [H(C),G(C)]TN in (1.18) and (1.16).

As long as (8p — 1)/4(4p — r) < @ < %, we have

be the infeasible estimators obtained by

LIN’

_1/4 — LIN — P
ATVA(IHE),GO)y  ~[HO).GEO), ) 0
— AN AN’
and A ([H(O),GO)y ~ [H(C),GO) ) 0. (c.7)

Theorem 1 allows, in particular, to focus on the derivation of the asymptotic distributions of [H (C/),E (D)

’

_—— AN
and [H(C),G(C)]; . The next theorem connects the two estimators that we have introduced. To

state the theorem, define

- d [T/An]—2kn+1
[H(C)a G( Z Z ((athﬁabG) (Cl”) {(Cli]fh o C "n, gh)(cii,ka: . Cin,ab)
g h,a,b=1
2 ~'n,ga N'n,hb ~'n,gb A'n,ha
7?(01' G+ e )})

with C7' = C;_1)a,,, and the superscript A stands for “approximated". For simplicity, we do not index

the above quantity by a prime although it depends on CA'Z/" instead of @”
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Theorem 2. Under the assumptions of Theorem 1, we have

’
-

——  _LIN A\ p
A(HE@).GEO)y ~[HC),G(C)y) =+0 and
AN’ — A

AA([H(C),GO)y ~[H(C), GO ) 0. (C.8)

/ ’

_——  LIN _— AN
Theorem 2 shows that the two estimators [H(C),G(C)];  and [H(C),G(C)]; can be approximated

by a certain quantity with an error of approximation of order smaller than A_l/ 4
Now, we decompose the approximated estimator as follows
—— (4 —— (A1) —— _ (A2)
[H(C),G(O)]y =[H(C),G(O)y —[H(C),G(O)r (C.9)
with
Ay d  [T/An]—2k,+1
h "n,ghy A’ n,ab ~'n,ab
[H(C),G(O)]; — > (O HOapG) (CPy ) (O — T (et — e,
g h,a,b=1 =1
and
— (AQ) d (T/An]—2kn+1 ~ ~7 ~7 ~ ~1
[H(C),G(O)) Oyn HOgpG)(C;")(C,90Che o ¢ mabCmhay
g 4 [ 7 7 7

ghab 1

The following theorem holds:
Theorem 3. Under the assumptions of Theorem 1, we have

(A1

- ([Hw), GOy

d 2
INE Z Z 1(H, gh,u; G,ab,v)} + A12(H, gh, u; G, ab, v)}:
n h,a,b=1u,0=1

g,n,a,

+ A12(G, ab,v; H, ghw)?) = 0.

Lemma 1. For any cidlag bounded process Z, for allt,s >0, j,k >0, set n.,s = ne,s(Z). Then,

[t/An] [t/An]
< Z i k,L> —>0 AnE< Z 771'72k:n> —0

[75/A
E<Wi+j,k|ff> < Nij+k and ( Z i 4kn) — 0.

Lemma 2. Let Z be a continuous Ité process with drift b7 and spot variance process CZ, and set
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Ne.s = Ne.s(bZ,¢Z). Then, the following bounds hold:

]E(Zt’]:o) - tbg‘ < Ktno,
E(Z] 2} =108 Fo)| < K#72(V/B +m0.)
B((7 28 =l CP - ot 7o) | < ke

E(Z] 2} 2,7,

) A2 (Co ,]k:CZ ilm + CZ]lCZ km + COZ,ijOZ,k:l)‘ < Kt5/2
]E(ZjZkZl‘]-“o)’ < Kt®
szl Fo) — 72 Z Z o Zyjudv ¢y ,mk/COZ,jmjm/’ < Kt'/?

1<l k<k’ m<m/
IE( sup

we[0,s]

Zivw =2

]-"t) < K 592, and HE<Zt+s - Zt) ‘ftH < Ks. (C.10)

(C.11)

Lemma 3. Let (" be a r-dimensional F]*-measurable process satisfying ||E(CMF,)|| < L' and
E(||§f||q‘]:i”_1) < L. Also, let o} be a real-valued F]*-measurable process with E(||ga?+j_1||q‘ff_1) <
LY forq>2and1<j<2k,—1. Then,

2k
E(

n—1

7 n
E Pitj—15i+j
j=1

q

Fr 1) < K L (Lol + L83,
Lemma 4. Under the assumptions of Theorem 1, we have:

n,jkyn,lmn,gh n,ab n n,ga ~n,hb n,gb ~n,ha n,jl ~m,km n,jm ~mn,kl
(A A AN ke, A2k, ]:) %) (Ci G+ CRTOTT)(CT O + O )

n

4§ (Cn,jlcn km + Cn,]mcn kl)amgh ,ab ?n (CingaC;n,hb Cmgbcm ha)C n,jk,lm
4 knAn 2—n ab—=n,jk,Im

Lemma 5. Under the assumptions of Theorem 1, we have:

(vt P )| < KAV (A 4y, ), (C12)
(v toptm (gl — o) (P | < KA (A 4, ), (C.13)
(v (et = et (gl = o) 7)< ko (a4, ), (C.14)
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(At )| < KA (A 4 ) (C.15)
B 7oAtz ot e )| < KA (A + 0y, ) (C.16)
Lemma 6. Under the assumptions of Theorem 1, we have:
1 A n n n P
NG Y (OgnHOwG)(Ci oy, )pgn (4, 0)} Cap(0)] = 0, ¥ (u,0) (C.17)
no =2k,
Ry a— r a
F<A11(H’ gh,u; G, ab,v) —/ (O hHaabG)(Ct)Cgh bdt) L. 0 when (u,v) =(2,2) (C.18)
n 0
| — 3 (7 a a P
F(A L(H, gh, u; G, ab,v) = o5 / (8gn HBapG) (Cy)(CL*CY + C9°CP )dt) =0 (C.19)
when (u,v) = (1,1),
1 —
A1/4A 1(H, gh,u; G, ab,v) = 0 when (u,v) = (1,2),(2,1) (C.20)

A1.3 Return to the Proof of Theorem 1

We now continue the proof of Theorem 1. By Theorem 3, we have

d 2
1 —— (A1) —
NG ([H(C’),G(C’)]T - E E A11(H, gh,u; G,ab,v)} + A12(H, gh,u; G, ab,v)}:

g,h,a,b=1u,v=

+ A12(G, ab,v; H, gh,u)% >:>O

Recalling the definition of A12(H, gh,u; G, ab,v)% from C.6, Lemma 6 implies that

1 - (4) 2 [T/Aqn]
i ([H(©). GOy ~[H(C),6(C)r - kg DS
n " g,h,a,bu,v=1 i=2k,

(O HOWG)(ClLng, )pan (14, 0) G (V)1 + (DunH O G (Ca, Jpan (v, )] g&my]) 0. (C21)
Next, define
1
E(H, ghs 5 G ab, 0)F = —75 (OunH O G) (Ol Jpan (1,0 G 0)F
[t/An]

Z(H, gh,u; G, ab,v)} = AY/4 Z §(H, gh,u; G, ab,v);".
i=2ky,

43



Notice that (C.21) implies

d 2
1 _— ‘ 1 .
Al/4<[1L1r(0),c:(c*)]T _[H(C),G ): > 3 7 (Z<H,gh,u;G,ab,u)T
n g,h,a,b=1u,v=1 —=n
—&-Z(H,ab,v;Ggh,u)%). (C.22)

—— (4) —— (4)
Next, observe that to derive the asymptotic distribution of ([H (C),G1(O)p ..., [He(C),G(O)] ),
it suffices to study the joint asymptotic behavior of the family of processes A1/4 Z(H, gh,u; G, ab,v)%.
Notice that {(H, gh,u;G,ab,v)} are martingale increments relative to the discrete filtration (F).

7

Therefore, to obtain the joint asymptotic distribution of A1/4 Z(H, gh,u;G,ab,v)%, it is enough to

n

prove the following three properties:

TS
A((H,gh,U;G,ab,v%(H’,g’h',U’;G/,a’bﬁv’)) = > E(¢(H,gh,u; G, ab,v)}¢(H' o'W /s G/t )P F )
t
=2k,
= A((H,gh,u;G,ab,v)7 (H’,g’hﬂu’;Gﬂa'b',v’)) , (C.23)
t
[f/ 7l
3 quf{ghu<;abv)“f71 2.0, and (C.24)
=2k,
[t/An]
n n P
B(N; H, gh,u; G, ab, v)" E:E@HyhquvLAN| ):¢Q (C.25)
1=2ky,

for all t > 0, all (H,gh,u;G,ab,v),(H',¢'h,u';G',a’t’,v") and all martingales N which are either
bounded and orthogonal to W, or equal to one component W/,

Using the polynomial growth assumption imposed on H, and G, (C.24) and (C.25) can be proved
by a simple extension of (B.105) and (B.106) in Ait-Sahalia and Jacod (2014) to handle multivariate

processes.
Next, define
(Caa'CP + ¥ Cp’y i (v,0') = (1,1)
Ve (v, = o it (0,0) = (2,2)
0 otherwise,
and

(GO 4 og ey i (uu') = (1,1)

7o gh,g'h'
gh

(u,u')y = § CF it (u,u) =(2,2)

0 otherwise.
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Using again the polynomial growth assumption on H, and G,., we can show that,

A((H,gh,u;G,ab,v),(H',g’h',u';G’,a’b',v’)) =
¢

t
M(U,’U;U/,’U/)/ (athaabGag’h’Haa’b’G)(Cs)vaablb/(U7’U/)SVZh (u,u')sds,
0

with
3/63 it (u,v;u/,0")=(1,1;1,1)
3/40 it (u,vu,0) = (1,2;1,2),(2,1;2,1)

M (u,v;u/,v") =
(2,2;2,2)

1516/280 if  (u,v;u’,v")

0 otherwise.

Therefore, we have
A((H, ghyus G ab,v), (', g/ ' G a'd o)) =

2 [ Ogn HOahGOgrns H' Dy G') (C)(CF7 CPY + CFM O ) (o' Y + g’ b,

if (u,v;u’,v")=(1,1;1,1)
3T HOuy GOy H' Ory G (C)(C99' O 1 0% VG Y gt 3¢ (uvi/ 0') = (1,2:1,2
4ufo(gh abTUg’'h/ a’b’ )( t)( t A & t ) t t,1 (u,uu,v) (7 S )
B (O HOup GOy 1 H' By G')(Cr) (C2 CIY 4 Ot O™ dt, it (w, v/, 0') = (2,1:2,1)
1510 (T Huy GOy H' Oy G') (C )T " I  a, i (u, v, 0) = (2,2;2,2)

280

0 otherwise.

— (A) —— (A)

Using (C.22), we deduce that the asymptotic covariance between [H,(C), G,(C)]; and [Hs(C), Gs(C)] 4

is given by

d d 2
Z Z Z (A((Hr,gh,u; G,,ab, v),(Hs,g'h’,u';Gs,a'b’,v'))T

g,h,a,b=1 g’ ,h’,a’ b'=1u,v,u’ v’ =1

+A((Hy gh,u; Gy, ab,v), (H,, 'V 03 Go W) )

+A Hr,ab,v;Gmgh,u%(Hs,g’h',u’;Gs,a’b’w’))T

(
+A<(HT, ab,v; H,., gh,u),(Hs,a'b',v'; G, g’ u’))T> .
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After some simple calculations, the above expression can be rewritten as

d d T
Z 6 _ »

Z (03 /0 (0gh Hy0ab G0k Hs 01 G5 (Cy)) [(ijcthk + ogtahiy(calatm 4 cam ety
g,h,a,b=1j,k,l,m=1

HCr ok ety cfetm + oyt a

1510 [ o
140 (0thr6'abGT8ijsalmGS(Ct)) [Cghukc, b, s bk ot }dt

t
tog | OnH00G, 0, H.0,G.(Co)) [(CPCIF + C )T + (cpicim + cm el
0

gh.jk

(CQlchm + Cqmchl)cabvﬂk (ijka + Cgkcfj)éfh’lm} dt) ,
which completes the proof.

A2 Proof of Theorem 2

Using the polynomial growth assumption on H,,G,, H; and G4 and Theorem 2.2 in Jacod and
Rosenbaum (2015), one can show that

6 5rs.(1) P s, (1)
9—39; — X

Next, by equation (3.27) in Jacod and Rosenbaum (2015), we have

3 Ar,s,(3 6’\7‘,5, 1 P r,8,(3
S = Sy £, e

Finally, to show that

151 4 ~, 4 ~
15409 422 [Qr s (2) 079 s,(1) 7995,(3)] i) E;:s,(Q)

we first observe that the approximation error induced by replacing @” by 5; ™ in Theorem 2 is negligible.
For 1 <g,h,a,b,j,k,l,m <dand 1<r s <d, we define

[T/A,]—4kn+1

Wp= S (OgnHr0uGrdon HOim Gy ) ()N ATk el ymiln

D) = (D HyDay GO HoOum G ) (CIEN NN N | F ),
D)} = (Ogn Hy 0bGr 0 Hy O Gs) (CPYN NNy, NG = B NTENE S Ao I FT)),s
D(3); = (O Hr 00 G0 HoDin Gis) (C1) = (Ogn Hy0an G i Ho D G ) (C1) ) AN XL N
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[T/An]—4kn+1
W(uw)p = Z Wi(u), u=1,2,3.

i=1
Now, note that we also have /Wt” = /W(l)?—i—W(Z)?—i—/W(?))? By Taylor expansion and using repeatedly

the boundedness of C;, we obtain
@GP < @+ 1) I I A 2k, 1,

which implies E(|@w(3)7]) < KAY* and hence W( )7 0. Using Cauchy-Schwartz inequality and
the bound E(||AZ||7|F") < KAY* we have E(|w(2)?|?) < KAZ. Observing furthermore that @(2)? is
Fitak, —measurable, Lemma B.8 in Ait-Sahalia and Jacod (2014) implies I//V\(Q)? 0.

Next, define

w;_n — (3thr3abGr8ijsaszs)(C") [ (Cn,gacn ,hb + Cn,gbcm ha)(Cn ]lCm Jkm + Cn,gmcn kl)

k2A,

n,gh,ab é( n,jk,lm
3

4
g(cn,]lcn Jkm + Cn,]mcn kl)C Cn,gacn ,hb + Cn,gbcn ha)c

I 4(k‘2 A )6@,gh,ab€ﬁ,jk,lm:|
9 i i )

[T/ An]—4kn,+1
1

wy'.

wWr = A,

1=

Using the cadlag property of ¢ and C, k,v/A,, — 6, and the Riemann integral convergence, we

conclude that Wz =5 Wy where

T
4 . .
Wr = /0 (g1 H, 0a G031 o0 ) (Cr) | 55 (CP* O + CPCpe) (Gl O + OOy

S

im —gh,ab
7(CJle:m Ctj Cfl)cf

gk, lm

%(Cgachb Cfbctha)ét + 7cgh abcjk lm] dt.

OJ

In addition, by Lemma 4, it holds that

[T/ An]—4kn+1
=1

E([W(1)f - W) < AnE< Yoo (A "7i74kn)>-

Hence, by the third result of Lemma 1 we have W}L £ Wy, from which it follows that
[T/An]—dkn+1

9 [~ ~ , .
S WO+ 5 Y OnH, 0G0k He0unG)(CF)[CF (jk, Im)CF (gh, ab)]

i=1
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(athraabGraijsalmGs)(ain)cin (gh7 ab)/\?jk)‘?,lm

_ (Ogh Hy Oap G 01, H o0y G ) (CT)CI (e, L) AP AT

: / (DgnHy 0 G Oy Hy D G ) (C1)TY T .
0

The result follows from the above convergence, the already invoked symmetry argument, and straight-

forward calculations.

A3 Proofs of Auxiliary Results

This section is devoted to the proofs of the auxiliary theorems and lemmas (listed in Section A1.2)

that were used to prove Theorem 1 and Theorem 2.

A3.1 Proof of Theorem 1

To show this result, let us define the functions

R(z,y) = i (athaabg) (z) (ygh _ xgh) <yab _ xab)

g,h,a,b=1

for any R? x R? matrices « and y. The following decompositions hold,
_—_ AN _—— AN’
[H(C),G(O)ly —[H(C),G(O)ly
3 (T/An]—2kn+1 9
=3 Y (8 Cry) = SErC)) - (U@ —UEm) .
" i=1

LIN’

— LIN —
[H(C).G(C)ly  —[HO).GO),
[T/ An]—2kn+1 o o 5 R N

> [(RECr) - RIEMCL,) - (UEH - UEM)]:

=1

_ 3
o 2k,

By (3.11) in Jacod and Rosenbaum (2015), there exists a sequence of real numbers a,, converging to
zero such that

E(|CI" — C™|9) < Kyan AR =414 for any ¢ > 0. (C.26)

n
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Since H and G € G(p), the functions R and S are continuously differentiable and satisfy

0T (z,y)| < K@+ |zl +|lyl)?**~" for 1<g,h,a,b<d and J € {S, R}, (C.27)
loU (@)l < K@+ |=])*, (C.28)

where 0J (respectively, OU ) is a vector that collects the first order partial derivatives of the function
J (respectively, U) with respect to all the elements of (x,y) (resp x). Using the Taylor expansion, the
Jensen’s inequality, (C.27) and (C.28), it holds that, for J € {S, R},

[J(C Gy, ) = TG Gty ) < KA IC PP 4 G, 177
x (I1C7 = C Il + 11CF e, — Cit, 1) + KIICF = TP + K| CFyy, — O
U(CF) —UC™M] < KA+ CGrIPPHICE = Gl + K[ CF = )1

+kn [? and

By (3.20) in Jacod and Rosenbaum (2015), we have E(”@’”HU) < K, for any v > 0. Hence by Hélder
inequality, for € > 0 fixed,

€/1+4€

~ - ATL A/n A’IL A/n € 1/1+E A/’Il - €)/€
E(IC P21 - Gl < (B(ICE = G[+) T (B(IC; | Gr=20+07) )
~ —~ 1/14¢€
< K, (B(IC; - €7 0+))

<K anA(2 T)F e L

Using the above result and (C.26), the following conditions are sufficient for Theorem 1 to hold:

—1—%20, Mp—r)w+1—-2p——->0, and (2—r)w+—%zo.

»Mw

Using the fact that 0 < w < %7 and taking e sufficiently close to zero, we can see that Theorem 1 holds
when (8p—1)/4(dp—1r) < w < %, which completes the proof.
A3.2 Proof of Theorem 2

Note that we have

[T/AR]—2kn,+1

@GOl - moacn - - Y. > wtaan.
g h,a,b=1
’ (T/An]—2kn+1 d
[H(C), G(C)]?N - [H(C)7 G(C)]? = 22 Z (X? — Z (3thaabG) (Cf))‘?’gh)\?’ab)»
" =1 g,h,a,b=1
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with

U1 (9,hya,6) = (05 HOWG) (C") = (g HOuG) (CI) AT AT,

-~ -~ -~ ~/

X = (@) = HEM) (G(C,) = GIEM).

By Taylor expansion, we have

d

(8gh56abG) (a;n) _ (6gh58abG) (Czn) = Z <82y ghsa{le + a ey, abGaghS) (On) TL XY
z,y=1
1 & |
+ 5 Z (8?k7wy,ghsaabG + 82y qh582k7abG + a?k,wy)abGath + 827/ abGa]k th) (EZ(L)VZL,a:yVZL,Jk
J.k,x,y=1
and
S(Azlﬁk ZaghS ) )\n’gh + Z kghS (cn) )\n,gh n,jk:
Jiksg;h
1 .
+ > By anSCHATINT 4 2 > B ik gnS(CCE NIy Ty
z,9,9;h z,y,5,k,g,h
1 n, n, n, n,x
XSS E,

7,k,x,y,9,h

for S € {H,G}, & = nCy+(1—m)C;", O = 15C + (1 —ms) Oy, , COPS = usCP 4 (1— ps) Gy
for m, 7wy, pu, e, pe € [0,1]. Although ¢ and 7 depend on g, h, a, and b, we do not emphasize this
in our notation to simplify the exposition.

Set F* = Fi—1)a,- By (4.10) in Jacod and Rosenbaum (2013) we have

IE(‘ a
Combining (C.29), (C.4), (C.10) with Z = ¢ and the Holder inequality yields for ¢ > 2,

E(u

The bound in the first equation of (C.30) is tighter than that in (4.11) of Jacod and Rosenbaum

kn—1

n q
E Qi

Jj=0

z) < K, A6 for alquOandIE(

|.7:zn) < KqAZkZ/Q whenever ¢ > 2. (C.29)

A7

1) < KqA‘I/4, and E(‘

q’ﬂ") < K, A4 (C.30)

(2015) due to the absence of volatility jumps. This tighter bound will be useful later in deriving the

asymptotic distribution for the approximated estimator. By the boundedness of C} and the polynomial
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growth assumption, we have
, 2k yn,gh yn,ab -
‘@kw GOy H + 83, 3 HOY, o, G) (G ) ™ AT < KL+ 1[0 )22 [ P12

Recalling ¢ = #C 4+ (1 — W)é';" and using the convexity of the function 22(P=2) we can refine the

last inequality as follows:

’ (a?k,my,abGath + a2y tha2k,abG) (E?)V?’xyyzl’jk)\?’ghA?’ab

< K (14 [ PP ) [l 1PN
(C.31)

Using the Taylor expansion, the polynomial growth assumption and using similar idea as for (C.31),

we have

X;L - Z (athaabG)(C’zﬂ)A?,gh)\?)ab _

g,h,a,b
1 )

S OnHO% 1, G+ 0GR o, H)(CIY N 4+ S0 NPNIE 1 g7, and

g,h,a,b,j,k
Z (3th8abG) (6;”) _ (aqhHaabG) (CZ") =

g,h,a,b

Z (athagb,:cyG =+ aabGagh,zyG) (Cn)( i Iy))\n,gh)\n ,ab + 5n
g,h,a,b,x,y

with E(|¢?||F) < KA, and E(|67||F") < KA, which follow by the Cauchy-Schwartz inequality
together with (C.30). Given that k,, = 8(A,)~'/2, the previous inequalities imply

174 [T/Ap]—2kn+1 174 [T/An]—2kn+1
3AL 1/4 [T/An]— +sani>0 - n1/4[/ ] +§ﬂ£>0
2k, — 2k, P
Therefore, it suffices to show that
3A 1/4 [T/A,]—2kn,+1 ‘ »
2k Z Z Ogn HO? ik,abG + athagzk,abG)(C?))‘?gh)‘?’ab)\?’]k — 0, (C.32)
n g,h,a,b,j.k
A/ (T/An]—2kn+1 b
o > > (OgnH G + 0gn HOG, (G (Cl v AN —5 0. (C.33)
n i=1 g,h,a,b,j,k

These results hold by the bounds in 5
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A3.3 Proof of Theorem 3

First, we decompose the approximated estimator as

— (A) — (A1) — (A2)
[(H(C), GOy =[H(C),GO)y —[H(C),GO)r (C.34)
with
o (Al) d [T/AR]—2k,+1
n,gh "n,gh "n,ab ~'n,ab
[H(C),G(CO)lr — > (0 HOG) (C ) (CE" = C M) (Gl = C ),
g,h,a,b:l i=1
and
— A2) 4 [T/An] 2k +1 o~/ ~! ~7 ~7 o~/
[H(C),G( Z Z (athaabG)(Cin)(cin,gacin,hb +Cin,gbcin,ha).

ghab 1

In this section, we use the notation C7' ; = C;_1)a, and F; = F(;_1)a, to simplify the exposition.
Given the polynomial growth assumption satisfied by H and G and the fact that k,, = (A,)~Y2, by
Theorem 2.2 in Jacod and Rosenbaum (2015) we have

1 _— 3 ¢ T . .
m([H(C),G(C)]T @ h}% 1 /O (B HOwpG) (Co) (e’ + 2Pl )dt) 0,(1),
g,n,a,0=
which yields
1 —_ (AQ) 3 d T ga _hb gb ha P
T (OGO~ 3 [ OnHouG) €t + ey ) Zro
n g,h,a,b=1

Using the multivariate quantities defined in Section A1.1, we can show that the following decomposi-

tions hold:

1 kn—1 2 1 2k,—1 2
Ci" =G+ +— Y D EWicy, G, — G = . > eiC),
" =0 u=1 "g=0 u=1
1 2 2 2k, —1
,gh \n,ab L, gh L,ab
NN =5 Y e(u)je(v)7 ()i C(v)if
n u=1v=1 7=0
2kp—2 2k, —1 2k, —1j—1
s h b ,gh ,ab
S oo + S S
i=0 q=j+1 =t a=0
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Changing the order of the summation in the last term yields

2k, —1
g = S5 (3 e

" u=1v=1 3=0
2k, —2 2k, —1 2%kn—2 2k, —1
, h b b .gh
E3S e ST S e <<u>m)
Jj=0 q=j+1 J=0 g¢=j+1

_— (A1)
Therefore, we can further rewrite [H(C),G(C)]; as

_— (Al _— Al11) _—— (A12) ——(A13)
[H(C),G(CO)lp  =[H(C), (C)] +H(O),GO)y  +[H(C),G(C)p ,with
P (Alw) d 2
[H(C),G(C Z thuGabv) w=1,2,3,
g,h,a,b=1uw=1
and
[T/An]—2kn+1 2k, —1
All(H gh,u; G, ab, v)7. 2k3 Z Z g HOu G)(C )\E(u)?a(v);Lg(u)ZgljhC(U)Z,_c;_b7
- 3 (T/An]—2kyn+1 2k, —2 2k —1
A12(H, gh,u; G,ab,v)} = e Z Z Z Ogh HOubG)( )5(7‘)?5(U)ZC(U)Z}%}LC(U)?#(?
" J=0 q=j+1
. g [T/An)=2kn+1 2k, —2 2k 1
AL3(H, gh, ;G ab,v)} = - Z Y7 (OanHOwG)(CFy )e(v)e(w)r¢(v) 12 ¢ (u) 9",
" J=0 q=j+1

where we clearly have A13(H gh,u; G, ab,v) = A12(G ab,v; H, gh,u)%. By a change of the order of

the summation,

g [T/80] (2kn—1)A(i—1)

=53 > > (Ogn HOupG)

=1 j=0V(i+2k,—1—[T/AL])

n n n n,gh n,ab
x ( ifjfl)g(u)jg(v)j C(u); "¢ (v);" ™,
[T/An] —DAQ2kn—1)  (2kn—m—1)A(i—m—1)

m(H,gh,u;G,abm) 2k3 Z Z Z (Ogn HOwpG)(Ci1_j_ )
J=0V(i4+2kn—1—m—[T/A,])

X e(u)7e(V) 1 mCon (Wi mCab (V)7

Zl\l(H, gh,u; G, ab,v)7.
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Now, set

[T/AL] 2k, —1
ALL(H, gh,u; G, ab,v) %3 S OgnHOwG)(CF 1 )e(u)re ()¢ ()" ¢ (),
" i=2k, j=0
[T/AL] —1)A(2kn—1) (2ky, —m—1)

A12(H gh,u; G, ab,v) 2k:3 Z Z Z (Ogn HOupG)(C} i1 )e(u)je(v)] 1,

n =2k, =0

XC!]h (u)?—mgab(v)zﬂ7

and
o 3 [T/An] an_l
ATI(H, gh s Grab o) = g > (D2 e} ) @unHOwG) (O, ()¢ )7
i=2k, =0
(T/An] . ,
=\, 0)§ Y (9gnHOwG)(CF oy, )C ()" ¢ (0)1,
i=2ky,
A12(H, gh,u; G, ab,v)%:
3 [T/An] (iil)/\(zknfl) (2’6”7777,71)
=57 2 OaHOwG)(Cloy,) Y Y () mCon (Wi o (v)7
=2k, m=1 =0
(T/An]
= Y (9gnHOwG)(Cla, ) pgn (1, v)} Can (V)7
i=2ky,
with

2k, —1
pghuv Z/\U'Ungh )zm

We show below that the following results hold:

1 1. n A1 n P

NG (Alw(H, gh,u; G, ab,v)7. — Alw(H, gh, u; G, ab, U)T) —0 (C.35)
1 _— n P
1/4 (Alw(H gh,u; G, ab,v)} — Alw(H, gh, u; G, ab,v)T) — 0 (C.36)

for all (H,gh,u,G,ab,v) and w =1, 2.
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Proof of (C.35) for w=1

To prove this result, first, notice that the ¢(u)"?"¢(v)"* are scaled by random variables rather

that constant real numbers. Next, observe that we can write

A1l — A1l = A11(1) + A11(2) + A11(3)  with
(2kn—1)A[T/AR] <

Al11(1) = >

i=1

3 (2kn—1)A(i—1)
o3 > <athaabG><crj1>e<u>?e<v>;)<<u>:”gh<<v>?“b,

J=0V(i+2k, —1—[T/AL])
[T/A] 3 (2k, —1)A(i—1)
Al = ) W( > (0gn HOwG)(CT-j_y)e(u) e (v)}

i=[T/Ap]—2kn+2 ™ \j=0V(i+2kn—1—[T/AL])

(2kn—1)
" 2 GmHOG) ?j1>€<u>}‘s<v>?><<u>?’gh<<v>?7“b7

=0

o [T/An]—2kn+1 3 (2kn—1)A(i—1)

AU = Y %< > (0n HOunG) (CF- ;1 )e(u) e (v)]
=2k, N\ =0V (i4+2kn,—1—[T/AL])

(2kn—1)
a Z (aqhHaabG)( in—j—l)f(u)?f(’u)?>C(u)?’ghc(v);hab.

j=0
Tt is easy to see that 11\2(3) = 0. Using (C.10) with Z = ¢ and (C.29), we obtain
E(ICFI1FL) < Koy E(ICER)ZNFL) < K AL (C.37)

The polynomial growth assumption on H and G and the boundedness of C}; imply that
g

[(0gn HOapG)(CF ;1) < K.
Hence, the random quantities (% ZEZ‘JJ&ISS;}%_[T/An])(8th8abG)(Cf_j_l)e(u)?g(v)?) and
ﬁ 25-2:’%”_1)(thH&wG)(Cﬁjfl)e(u)?s(v)? are F' ;— measurable and are bounded by XZJJ defined
as

K if (u,v) =(2,2)

Nty = Kk, if (u,0) = (1,2), (2,1)
K/K: if (u,v) = (1,1).

Similarly, the quantity

3 (2kn—1)A(i—1) (2kn—1)
2k3< > (Ogn HOuG)(CPj_)e(u)fe(v)] — > (f%hHaabG)(C?j1)6(@&)?6(12)?)7
N\ =0V (i4+2kn—1—[T/AL]) j=0

55



is Fj*;— measurable and bounded by 2Xﬁ’v. Note also that, by (C.37) and the Cauchy Schwartz

inequality, we have

B([¢ ()" (o) || Fr) < BUIC() P 1P IF) PRI (0)7 171 Fy)
KA, if (u,v) =(2,2)
<SS KAY? if (u,0) = (1,2), (2,1)

The above bounds, together with the fact that k, = 6A; "2, imply E(|ﬁ(1)|) < KAY? and
E(|Zl\1(2)|) < KAY? for all (u,v). These two results together imply Zﬁ(l) = O(A;1/4) and

21\1(2) = o(AfllM)7 which yields the result.

Proof of (C.35) for w =2

First, observe that A12 — A12 = @(1) + 711\2(2), with

o (2kn—1)A[T/AR] 7 (i—1) 3 2k —m—1)A(i—m—1)
anpm =y ( > o > (0o HOwG) (CF1 ) e(w)}e(0)} )
i=2 m=1 =0V (i+2k, —1—m—[T/Ay])

x Cgh(U)?_m> Cab (V)7

o [T/A] (i—1)A(2kn—1) 3 2k, —m—1)A(i—m—1)
A12(2) = ( > (s > (g HOWG) (CF 15 _p)e(u)]
i=[T/An]—2k,+2 m=1 " =0V (i+2kn—1-m—[T/A,])
(2kn—m—1)
EO DS <athaubG><cr_1_j_m>e<u>?e<v>?+m)<gh<u>?_m) Can(v)]
j=0

Notice that the quantity
(2kn—m—1)A(i—m—1)

m,n 3 n n n
R, = ﬁ( Z (athaabG)(Ciflfjfm)g(u)j g(v)jer)
=0V (i+2k, —1—m—[T/Ay])

is ;' ,,_, measurable and bounded by XTuL,v‘ Let
(i—-1) (2kn —m—1)A(i—m—1)

W= Y o > (O HOw ) (CF 1) ()0 ) ()i

m=1 =0V (i4+2kn —1—m—[T/AL])
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It follows that &} is F;* ;-measurable and we have

E(|s""F|Fo) < (AL,)%
KA, ifu=1
|E(C(u)?fm|]:lfmfl)| < s
KA, ifu=2
n z Kz fu=1
E(I¢(w)ipm ¥ Fiem-1) <

KA ifu=2
Using Lemma 3, we deduce that for z > 2,

K. )k ifu=1 | K./ k" ifo=1
E(ls717) < ’ <

KO )7k itu=2 | Kk? ifv=2

Using the above result, we obtain ﬁlﬁu) £ 0. A similar argument yields A}ME(Q) = 0, which
completes the proof of (C.35) for w = 2. ’

Proof of (C.36) for w=1

Define

2k, —1

o)y = o > (0 HOWG) (L 1) = 0y HOWG) (O, ) ) =(w)} ()]

By Taylor expansion, the polynomial growth assumption on H and G and using (C.10) with Z = ¢,

we have
E((0 HOWG) (€1 1) = O HOWE) (Cllsy, )| Fiy, )| € Kkndd) < KV/A,
E(|(0gn HOubG) (CF 5 1) — (Ogn HOG) (Cf o, )| Fi g, )| < K (k)12 < KAYY,
for ¢ > 2 and forj =0,...,2k, — 1. Next, observe that O(u, v), (©).0m 4 F' , -measurable and satisfies

— 'l,L’U7 u,v

C),i,n C)i,n| n n (C),i,n
O, 0)§7" < X |E(< Ly, )| < KAKPXY, and B(10(w, o) 0| FLy, ) <

KqA%/ 4(Xﬁ’v)q where the latter follows from the Holder inequality. We aim to prove that

Ezi

’I’L

> O )

(T/An] ]
i=2k,
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converges to zero in probability for any H, G, g, h, a, and b with u,v =1, 2.

To show this result, we first introduce the following quantities:

(T/An]

E(1) = }/4[ > 0w o) TR (W) ) F n]

” =2k,

[T/An]
E@2) = }/4[ > O v) " (¢(u )Z’ghé(v)?’“b—E(C(u)?’ghC(v)?’“blﬁﬂ_l))],

n =2k,

with E = E(l) + E(2). By Cauchy-Schwartz inequality, we have

K if (u,v) = (1,1)
E(|¢(w) "¢ (0))7) < (A2,)9/%, where AL, = { KA, if (u,0) = (1,2), (2,1)
KA2 if (u,v) = (2,2)

Since ¢(u)™"¢(v)™*" is FP-measurable,

the martingale property of ¢(u)™?"¢(v)™* — E(¢(u)"¢(v)*|Fr ) implies, for all (u,v),

E(|E(2)]?) < KA2(AYR V2N, < KA,

The latter inequality implies E(Q) 20 for all (u,v). It remains to show that E(1) 0.

Here, we recall some bounds under Assumption 2,

B(C)PC(2)M | Fr )| < KA, (C.38)
B(C(1)MI (1) FR ) — (CreeCmh 4 emborha)| < KAY?, (C.39)
B(C(2)m 2 Fr — TR A < KAY2 (VAL + ). (C.40)

Case (u,v) € {(1,2),(2,1)}. By (C.38) we have

BIBO)) < K - (AN, 80 < KAYE w0 B S0
Case (u,v) € {(1,1),(2,2)}. Set

R L [T/al o
E'(1) = i Z O(u,v)y Vi gk,

An' | iZor,
R LA o,
El/(l) = F Z O(u,v)y o (Viril - Vz‘rizkn)]

no | i=2k,
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[T/An]
E"(1) = 1/4[ > O o) (B @) F) = Vi )

i=2kn,

A

where

CLPCEY + PO i (u,v) = (2,2)

Vi =amtA, if (u,0) = (1,1)

0 otherwise

Note that we have E(1) = E'(1) + E”(1) + E"(1). Using (C.39) and (C.40), it can be shown that

R KL (A VAY? i (u,0) = (1,1)
E(|E"(1)]) < a7 (A X ) B < KAY2 in all cases.

KL (A2 AN i (u,0) = (2,2)

Next, we prove E’(l) £ 0. To this end, write

E'(1) =

L [T/ =2k +1
AL/ l

- Z @(u7v)(()c),l—1+2kn,n‘/(l_l)An‘| )

i=1

Using the F7,; _,-measurability of the last sum, we are able to show

1 [T/An]—2kn+1
- i— n,N n P
A1/4[ (O (u, v) {2 V(i_l)mf“)q £ 0 and
n =1
[T/An]_an"rl
2%, — 2 1ok
A2 > E(|0w ) W—l)An)F)} = 0.
n =1

The first result readily follows from the inequality

KALY*xn if (u,v) = (1,1
< u,v (u,v) = ( )gKAf’/2 in all cases,

C ,i— kn,n M
[E(Ou, )67 T2y, | ) .
KA A Ay if (u,v) = (2,2)

while the second is a direct consequence of

KA (A )2 if (u,v) = (1,1)

C),i—142kn,n
E(O(u,v)g”" T Vs, ) <4
KA" ()‘Z,U)QA% if (u,v) = <2a2)

< KA%? in all cases.
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Finally, to prove that £”(1) = 0, we use the fact that

C),in C),i,n
E(10(u, 0)5"" (Vienyan — Vieaknyan) ) < E(O(w, 0)S " PYYV2E(Vi_1ya, — Viaknan |}

KA, if (u,v) = (1,1)

KA N0 A AT if (u,0) = (2,2)

which follows from the Cauchy-Schwartz inequality and earlier bounds. In particular, successive con-
ditioning together with Assumption 2 imply that for (u,v) = (1,1) and (2,2),

E(|Viinya, = Viezina,l?) < A2

Proof of (C.36) for w =2

Our aim here is to show that

[T/AR] /2K, —1 2k, —m—1
= 1/4 Z ( Z ( 5 Z [(8 hHaabG)( Ci— j—m— 1) (a hHaabG)( Ci— 2kn )]E(U)?E(U)?er)x
1=2ky, m=1 " j=0

c(@?ﬁﬁ) )t = 0.

For this purpose, we introduce some new notation. For any 0 < m < 2k, — 1, set

2k, —m—1
6(167’[})7(7?)71’” — % Z [(athaabG)( Ci— j—m— 1) (athaabG)( Ci—2k, )]E(U)?E(U);Zrm
2k, —1

plu ) O = 5 O v

(©)im 4o Fn

It is easy to see that ©(u,v)m 7 .._1 measurable and satisfies, by Hélder inequality,

1O (u, v) ()"

Xi and B0, )" 1|7 o, ) < K AY L)
Lemma 3 implies that for ¢ > 2,

. K AN Yag?/? ifu=1 | K,/k2 ifv=1
E(|p(u, v)( @5t 1) < ol ~“’“) < JHalkn . (C.41)
Ko(AY' N )a/ke? itu=2 | Kkd  ifv=2
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Set

~ 1 [T/An] _ b
E'(2) = 1/4 Z p(u, v) O EmIVE (¢ (0) | FI ),
A5k,
~ (T/An] b b
E// — A1/4 Z (C)zngh(c( )?,a —E(C( )na ‘ 1))
n o =2k,

The martingale increments property implies ]E(|E” 2)?) < K AY? in all the cases, which in turn
implies E”(2) = 0. Next, using the bounds on p(u, v)(©@)#m9"  we obtain that E'(2) = 0.

We refer to Jacod and Rosenbaum (2015) for the proofs of Lemma 1 and Lemma 2.
A3.4 Proof of Lemma 3

Set

& =eiaG & =EEGIFL) =B GNP = o 1 B(GFL), and &7 =& =&
Given that ||E(C|F™ )| < L', we have ||€;"|| < L'|¢" ,|. By the convexity of the function 9, which
holds for ¢ > 2, we have

2k, —1 2k, —1 2k —1
Iy el < K(IYS emlr+ > &mle).
j=1 j=1
Therefore, on the one hand we have

2k, —1 2k, —1 2k, —1

[ Z §llY < Kk Z €517 < Kkg™'L'" Z i1,
j=1 j=1 j=1

which by E(\|go;’+j_1llq

1_1) < L9, satisfies

2k, —1 2k, —1
|| Z fl+j|| | 1 < KL/qkq ! Z E |§D'L+j 1‘ ‘ ) S KL/quLLq'
j=1

On the other hand, we have E(||&; 7 [|7|F ) < E(||&0 ;19 F ) < LyL? and E(&7|F ) = 0, where
the first inequality is a consequence 0f]E(||§Z+J 19 F7 ) < E(1€7,191F7,) < LgL9, which follows from

the Jensen’s inequality and the law of iterated expectation. Hence, by Lemma B.2 of Ait-Sahalia and

61



Jacod (2014) we have
2k, —1

E(| > &1UF) < K LILkY>.
j=1

To see the latter, we first prove that the required condition E(]|}]|9|F/* ;) < LyL?) in the Lemma B.2
of Ait-Sahalia and Jacod (2014) can be replaced by E(|[&;[|9|FL,) < LgL?) for 1 < j < 2k, —1

without altering the result.

A3.5 Proof of Lemma 4

We use the terminology “successive conditioning" to refer to either of the following two equalities,

Ty —xoYo = To(y1 — vo) + vo(®1 — x0) + (z1 — 20)(y1 — Yo),
T1Y121 — ToYoZo = Toyo(z1 — 20) + To2o(y1 — Yo) + Yozo(r1 — o) + xo(Yo — y1)(20 — 21)

+yo(zo — 21)(20 — 21) + 20(zo — 1) (Yo — y1) + (21 — 20)(y1 — Yo)(21 — 20),

which hold for any real numbers xg, yo, 20, €1, Y1, and 21.
To prove Lemma 4, we first note that A!/*A""'™ is F7,, -measurable. Therefore, by the law of

iterated expectations, we have
Jkynlmyn,gh yn,ab Gkynil gh yn,ab
B (PR X 17T ) = BRI RN, N P, )IFT ).
By equation (3.27) in Jacod and Rosenbaum (2015), we have

2 2k, Ay —n,gh,ab
n,gh n,ab n,ga n,hb n,gb n,ha nsn »gh,
IE(A 5%, A 2kn) — ?(C o, Ci + G, Ci ) — Tci+2kn

12k, Nid-2k it2k, Yitok, it2k, Yitok,
1/8 n
< KA (AYE + Nitok, 2k, ) and

. 2 : .
BN TED) - (e o et

2k, Ay —n,ik,im "
T3 T < KA (A + ik, )-

From the above, it follows that

|E ()\;L,jk)\?,lm |:E(>\n,gh )\n,ab

2]€nAn —mn,gh,ab
i+2kn, Vit+2k,

2

n n,ga n,hb n,gb n,ha

ok) — . (Ciion, Citor, + Ciior, Cillor, ) — 3 Citok,
n

7))

< VBB AL + 0, 20, )| FE) € KVBRALFE(AT AT F7)

n,jk | yn,lm
+ KV AGEN T N 0 o o

s

FI) < KA (AY® +074.),
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where the last inequality follows from Lemma 1.
Now, using (C.10) successively with Z = ¢ and Z = C (recall that the latter holds under Assumption

2), together with the successive conditioning, we also have

, 2 2k, A, —n,gh,ab 2
kym,l , hb b h n,gh, , ,hb ,gb ~m,h
B[ eng one o, ot )4 FSngnaer - L gpangptt g oratephe)
n n

_ ZknBamh, ) < KAl

3
E(aoiam [ 2 cpomeptt 1 opstepte)

2kn A, —n.gh,a
=

2
x | (Craeet ¢ opetertt) +

|- [%(CZ‘ doptm g opim et + %éﬁj’“*lm}

B 1) < K A )

The result derives from the last inequality.

Proof of (C.12) in Lemma 5

We start by obtaining some useful bounds for some important quantities. First, using the second

statement in Lemma 2 applied to Z =Y’ we have
[B(a M FP)| < KAY (VAL +1}y). (C.42)

Second, by repeated application of the Cauchy-Schwartz inequality and making use of the third and
last statements in Lemma 2 as well as (C.10) with Z = ¢, it can be shown that

E(a)

3

HRaptm i) - a2 (cpdtept  opimert) | < Kay® (C.43)

Next, by successive conditioning and using the bound in (C.10) for Z = ¢ as well as (C.42) and (C.43)
, we have for 0 <u <k, —

’ (% Fm)| < KAY2(/Ay + 1), (C.44)

E(ajfialiy|F) — A2 (epalephm 4 epamer )| < KAy, (C.45)
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To show (C.12), we first observe that 1/7*1™1™9" can be decomposed as

kn—1 =2 kn—

njk n,lm ngh 1 ,Jk nlm ngh njk n,lm ngh n,gh ~n,jk ~n,lm
v; v v; k?’A?’ 2 :C Czu k?’A?’ 2 : E : zu zv zv +C C’L,’U Ci;u
u=0 v=u+1
-2 kp—1
n,lm ~n,gh ~n,jk 2 : z : ,jk n, lm n,gh n,gh ~n,jk ~n,lm n,lm ~n,gh ~n,jk
+ Ci,u Ci,v Ci,v ]{3‘3 Ad 7, U 2 U 1 U + Ci,u Cz u Cz U + Ci,u Ci,u Ci,v
u=0 v=u+1

kn—3 kn—2 kn,—1

,]k n,lm ngh n,jk ~n,gh ~n,lm n,dm ~n,jk ~n,gh n,lm ~n,gh ~n,jk
k3A3 Z Z Z |:Czu 7,V zw +<i,u CZ’U Czw +Ci,u Ci,v Cz'w +C Cz,'u Cz’,w

u=0 v=u+1w=v+1

h sl Jk n,gh ~n.jk n,l
IRk e,

with 7', = o, + (CF, — CI")A,,, which satisfies E(|¢], [|7|F]") < KA{ for ¢ > 2.
Set

kn—1 kn—2 kn—1

n gk nlm ,gh n gk nlm ,gh
f k‘3A3 Zczu] zu zug’ f k3A3 Z Z Czu] i,v zvg
n u=0 " u=0 v=u+1
—3 kn—
n,jk nlm ,gh n,jk nlm ,gh
&3 k;3A3 Z Z Cinid Gy and &'(4 k3A3 Z Z Z Cind -
u=0 v=u+1 u=0 v=u+1w=v+1
The following bounds can be established,
IE(E (DIF)| < KA, (C.46)
IE(E (2)F) < KAy (C.47)
IE(&G)F) < KA, (C.48)
E(EMDIF)] < KAYH AL + ni,)- (C.49)

Proof of (C.46)

The result readily follows from an application of the Cauchy Schwartz inequality coupled with the
bound E(||¢7, [|1]F") < K,AZ for ¢ > 2.

Proof of (C.47)

Using the law of iterated expectation, we have, for u < v,

n,jk n,lm ,gh gk n,lm n, h
E(Cer-L <i+v z+£17) |‘7:n) = (Cer-L E(Cz+v Cer% 2+u+1 ‘]:n (050)
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By successive conditioning, (C.43), and the Cauchy-Schwartz inequality, we also have

n,lm ~n,gh 2 n,lg n,mh n,lh n,mg
|]E(C’L’U Ci,v in+u+1) - An(ci+u+10i+u+1 + Ci+u+10i+u+1)

n,gh n,gh n,lm n,lm
- Ai(ci-&-i-&-l - Ci 7 )(Oi+u+1 - Ci )| < KA?/?

n,lmcn,gh n )

Given that E(\Cﬁ’f\q‘fgl) < A%, the approximation error involved in replacing E(( e [Flhust

i+ 1+v
by

2 n,lg n,mh n,lh n,mg 2 n,gh n,gh n,lm n,lmy .

A (Ol O + Ol Ol ) + AL (Cl i — G )y — C7™) in (C€.50) is smaller than
7/2

A7

We can also easily show that
E(ai (CFy = CLEMIFI < KAYA (VAL +1fy,)- (C.51)

Since (Cf,, — C}'

K2

equality, (C.42), (C.43), and the fifth statement in Lemma 2 applied to Z = ¢ to obtain

) is F}',-measurable, we use the successive conditioning, the Cauchy-Schwartz in-

[E(afy (Clim — Cmy(Cral — el Fm| < KA?
[E(alffalm(Cral — e FM| < KA? (C.52)
(O™ — ertmyertk — oty et — o) |Fm) < KA,

The following inequalities can be established using (C.42), the successive conditioning together with

(C.10) for Z = ¢,

n,jk n,lg n,mh n,lh n,mg n 3/2

‘E(ai—l-u (CiturCitusr T Ol CDIF| < KAn/

n,jk n,jk n,lg n,mh n,lh n,mg n 1/2
’E<(Ci+u — O (Cld Ol + Ol Ol ) |7 ) < KA

’E(an,jk(cn,gh _ Cn,gh)(cm,,lm C«n,lm)|]_-ln)

3/2 /
i+u i+u+1 i i+u+l ~ Vi < KAn/ ( An + n:kn)

The last three inequalities together yield |E(£(2)|F)| < KA.

Proof of (C.48)

First, note that, for u < v, we have

n,jk ~n,dm ~n,gh| n n,jk ~n,lm n,gh| n n
E(CH-Ju <i+u CH-‘% |Fi) = E(CH-Ju <1'+u E(Ci+!1]) i+u+1)‘]:i )- (C.53)
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By successive conditioning and (C.42), we have

‘ zfi?l inJrv+1>| < KA?/Q( V An + ’r]i+v+1,w7v)~ (054)

Using the first statement of Lemma applied to Z = ¢, it can be shown that
.gh .gh “n,gh
E((C12%) — CLALOIFT) = Ap(w —v = 105
S K(’U} —U— 1)An77i+v+1,w—v S KAiL/QnH-'U-&-l,w—U-

The last two inequalities together imply

’]E(C?ﬂuh| z+v+1) —(Cfsl = CA, = AZ(w—v = )b ’ < KA (VAr 4 Dot 10-0):
(C.55)

Since E(|C."’jk|’1|}"") A4, the error induced by replacing E(Cy"|Fy.q) by (C20 — C9MA, +
AZ(w—v— 1)b?+%-1 in (C.53) is smaller that Af/>.
Using Cauchy Schwartz inequality, successive conditioning, (C.52), (C.10) for Z = ¢ and the bound-

edness of Et and C; we obtain

[E(arpfalfm ity - crMIFL)| < KAy
E(algbol U0 IFL)| < KA
[E(argbenir - ertmyersh, - CrIFE)| £ KAYAAYR(VAL 4 l,)
B ezt —opmpt, 1 F)| < Al
(gl - epomyertn - optmps )| < KAl
[B((Crt — e Cr = e mCsl — CRIF) | < KA

The above inequalities together yield |[E((7(3)|F)| < KA,.

Proof of (C.49)
We first observe that £'(4) can be rewritten as
kn—1lw—1v—1

2 : 2 : 2 : n,jk n,m n ,gh
gzn(4 - 3 <7,+u i+v z+w ?
n

w=2 v=0 u=0
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where

n,jk ~n,0m ~n,gh __ n,jk n,m n,gh n,jk n,lm n,gh n,gh n,jk n,lm n,lmy _n,gh
£i+u CiJrv Ci+w - aiJru aiJrv ai+u) z+u Anaerv (Cz+w 01 ) z+u A (Cerv Cz )aier
2 n,jk n,lm n,lm n,gh n,gh n,jk n,jk\ n,0m mn,gh
An 1,+u (Cz-i-'u C )(Cz+w Cz ) + A (Cz-i-u Cz )ai+v ai+w
2 n,jk n,jk\ n,Im n,gh n,gh 2 n,jk n,jk n,lm n,lmy n,gh
+ An (Cz-l-u - Cz )ai—i-v (Cz+w - Oz ) + A (Oz—i-u - Ci )(CZ+U - C )ai+w

+ AN (O = PO = et (e — o |

Based on the above decomposition, we set

8
= x(),

j=1

with x(j) defined below. We aim to show that [E(x(j)|F/")| < KA3/4(A1/4 0 )T =1,

First, set

kn—1lw—1v—1

n,jk n,m n,gh
X(l) - 3 Z Z Zaeru ’L+’U 7,+w
n

w=2 v=0 u=0

Upon changing the order of the summation, we have

kn—1lw-—1

1 X gk n,lm n, h

X(l) = 7. A \3 Z Z (Zaz+ju) H—v H—gw
(knAn) w=2 v=0

Define also

—1lw—-1 v-—1

X’(l)— [CYE Z > (Z%ﬁf) o B F v )-

w=2 v=0 u=0

Note that E(x(1)|F") = E(x/(1)|F).
By Lemma 3, we have for ¢ > 2,

q‘]:i") < K A3/4,

v—1

n,jk

E(|| > ap)
u=0

The Cauchy-Schwartz inequality yields

kn—1w—1
2 : z : 2 : n,jk n,lm n,gh

E ( ai+u) 7.+v E( z+w| z+'u+1))
w=2 v=0

4‘]:?>i| 1/4

f;t) < K12 [E(| Samf
u=0
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nlm

1)) (i [|77)] 7 < Ko AT B ),

< [B(lo

where the last iteration is obtained using (C.54) as well as the inequality (a + b)*/? < a'/? 4+ /2

which holds for positive real numbers a and b, and the third statement in Lemma 1. It follows that

E(x(W|F)| < KAY (VB +,)

Next, we introduce

kn—1lw—1 ov—1

X = a2 2 (X At - aratrati,

w=2 v=0 u=0
1 \ n mn,tm mn,Lm n
X(3) = (] Z Z (Z%ka) W(CHIT = O™y alhay,
1 ~ )
X = G 2 2 (2 An(Cl = O ) An(Cl = Ol
Given that for ¢ > 2, we have

v—1

n,j n,j 4 n n,j n,j n

E(H DY (esciaye: J’C)H ’]-") < K AM/A and B(|CIIF — IR |a| Fr) < K A9,
u=0

Similar steps to x(1) lead to
@) FM)| < KAY*(V A +0,) and [E(x(§)|F)] < KAV A + 0}y, for j=3,4.

Define

X(5) = 2_ i(ia?ﬁ) B AL (CRS - O
1;; 2 _O u=0
22

v—1

n,jk\ n,lm n,gh n, h
Xl(5) = (Zai+]u) z+v A ]E((Cer?y C g | 'L+v+1
=2 v u
—1lw v—1
n,jk n,jk n,m n,gh n,gh
X(6 Z (ZA Cz+]u Cz ! )) z+v A (CZ+€U Cz 7 )

v—
§ : n,jk n,lm n,lm n,gh n,gh
( aeru ) Cerv C’L )A (Cerw Cz )5

Z
| ks
M0 = Gy wz:: UZ 3
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where we have E(x(5)|F") = E(x/

(5)]F™). Recalling (C.5

5), we further decompose x’(5) as,

5
X'(5) =>_x()[4l,
j=1
with
—1lw—-1 ov-—1
I Z > (el (B(ch - M1t
40?;%4?9% S AL w0 - 1))
kn—1w—1 v—1
VOIE =j s D D Al = ) (el ety
w=2 v=0 u=0
1 kn—1lw—1 wv-—1
WE)B =5-K5s S (Y e )anCns, - oty
n/=n w=2 v=0 wu=0
kpn—1w—1 wv-—1
VO =g 0 2 (X aih) Abw — o~ DE, —Bal
ne=n w=2 v=0 wu=0
kn—1w—1
VO = Y > Adw—v—1) b?ﬁh(Za?ﬁf) .

w=2 v=0

Using (C.55), (C.54), (C.51
E((5)

which in turn implies

E(xG)|F)| < KAV VA, i),

DI ) < KAYA (/A + ),

) and following the same strategy proof as for x(1), it can be shown that

for j=1,...,5,

for j=1,...,5.

The term x(6) can be handled similarly to x(5), hence we conclude that

E(x(6)|7) < KAV (VA + )

Next, we set

v=0

o 3 (5 (Dot

u=0

(CHY" = G An(CH) (ﬂ"gh)) .
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kn— w—1
1 n,lm n,lm M, ¢ ¢

XNl = X ( (Zazﬁf)An (Crir = cr'ma, <q+sﬁ1—q+%h>>
n=n w=2 v=0
1 kn w—1

OB = i 2 (Z (zamn (i - e AL - crgﬂ)
n w=2 v=0
1 kn w—1

= g 3 (3 (St antert - ek - 0,
ne=n w=2 v=0
1 kn,—1 w—1

XM= e ( Adw = bfﬁh(Zasz) (Cry - c?’l”w).
n=mn w=2 v=0

It is easy to see that

Similarly to calculations used for x(1), it can be shown that
ECNUIFO] < KA A + i), for j=1,....3.

To handle the remaining term x(7)[4], we decompose it x(7)[4] = 22:1 x(7)[4][j], where

kn—lw—1v—1

XU = 35 D D D o (Gl — GG, - O
:”_iiz o

XOWIE = x5 D0 20 D (Gl = O el (CH - G
1Il:nflvw Oluv 01

N(MUAER = =Ry D0 > D (G = OB (CL — CRIF )
kw—12wv lovu 10

(M) = A AT 2 2 2 (O = MMl (O - O
ot o1

(M) = A AT Z Do D@ = et = et ar
ottt

X(HIB) = 355 2 D D (I = Gl (O = Gl
s et

N (NEIB) = o A TATE 2 2 D (CHT = O el E(CHY - IR

w=2 v=0 u=0
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kn—1lw—1v—1

s k n,lm n,lm n,gh n,gh
X(7)[4][6 (k A )3 Z Zzaz—l-ju Cl+u+1 Cz—i—u )(CH—% Cz+€1+1)
w=2 v=0 u=0
AQ kn—1w—1v-—1

XA = =355 D 30 D (O = el (Cl = Clilh)
n=n w=2 v=0 u=0
A2 kpn—lw—1v-1

XM = 355 D1 D0 D el (Gl — GG - Ol
n=mn w=2 v=0 u=0
AQ kn—1lw—1v—1

XOUIO) = Ry D0 D D el (G = GG - Gl

w=2 v=0 u=0
Using arguments similar to those involved for the treatment of x(1), it can be shown that
E(NEGF < KA A +0i,), for j=1,....8,
which yields

DIFO < KAVHAY +1i,)-

Next, define
kn—lw—1v—1
n,jk n,jk n,lm n,lm n,gh n,gh
X kg Z Z Z CH-]IL 01 / )(Cz-l—v C )(CH—%} Cz g )

" w=2 v=0 u=0

This term can be further decomposed into six components. Successive conditioning and existing bounds

give
E((CF2F = PO = CRam(Cr = CLsh|FF )| < KA,
E((CLF = CPIMCH = (et = CrshIFE )| < KA AL + i)
E((Crf = OO = CRAM(CRAr = )| Fr ) < KA,
E((Crt = Cratyerin = ity (Crsy = | F )| < KA,
E((CIaf - OrM(Cr = OOt = O FE )| < KA,
E((Crk = ety = ety (el = o Fr )| < K,
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These bounds can be used to deduce
8)|FM| < KA,
This completes the proof.

Proof of (C.13) and (C.14) in Lemma 5

Observe that

kn—1
n,jk n,lm n,lm n,gh n,gh ,]k n Jm n,lm n,gh n,gh
v (Ci-i-kn - Oi )(C¢+k - Cz ) k: A C z+kn - Ci )(Ci-i-kn - Ci ),
kn—1
n,jk_ n,Im n,gh _ ~m,gh ,]k n,lm n,gh _ ~m,gh
T itkn ) = k_gAQ E C 1 w( itkn ;")
n u=0
kn—2knp,—1 kn—2k,—1
n,jk ~n,lm  ~n,gh n,gh n, lm n,jk n,gh n,gh
kQAQ § : § :Czu ZU ( i+kn_Ci ) szQ C 11} ( i+kn_Ci )
n u=0 v=0 n u=0 v=0
Hence, (C.13) and (C.14) can be proved using the same strategy as for (C.12).
Proof of (C.15) and (C.16) in Lemma 5
Note that we have
n,jkyn,m_n,gh _  n,gh_n,jk nlm ngh n,jk n,lm n,gh_n,m_n,jk n,gh_ n,m_n,jk
)‘i /\z v; - Vz Verk z+k +v Vi v; -y Vi it+k, VZ Vi i+kn
n,gh n,jk n,lm n,lm n,gh_ n,jk n,m n,lm 7gh n,lm n,jk n,jk
+ v (O = G = vty (O = O + vt (O — CFTT)
n,gh_n,Im n,jk n,jk n,gh n,jk n,jk n,m n,lm
— v itk C;7%) + v itk C; )(Cz’—',-kn =M,
and
n,ghyn,jkyn,m _ _ n,gh _n,jk n lm n,gh n,jk n,lm n,gh _n,0m_n,jk n,gh _n,0m_n,jk
ATATTA Verk VitknVitkn T Vithn Vi T Vidk, Vi Vifk, ~Vitk,Yi  Vifkn
n,gh n,jk n,lm n,m n,gh _n,jk n,lm n,lm n,gh _n,m n,jk n,jk
U Vi, (Cilt = C) = v v (Ol = O ™) + v vl (O, — CF7F)
n,gh  n,lm n,jk n,jk n,gh n,jk n,jk n,lm n,m
Vi (O, — C) + v (G, — GG — C)
n,gh_ n,jk _n,lm n,gh_ n,jk_n,m n,gh_n,lm n,jk n gh n,m_n,jk
TV Vil Vitk, ~ Vi Vi Vg VTV e TV
n,gh_ n,jk n,lm n,lm n,gh_ n,jk n,lm n,lm n,gh_ n,lm n,jk n,jk
Vi Vidk, (Oi+lc" =) + vy, (Ci+kn -G -y Vitk, (CiJrkn - Ci™)
n,gh_n,m n,jk n,jk n,gh n,jk n,jk n,lm n,lm
v (O, = CFTT) =Gl — GG — ¢
n,jk o lm n,gh n,gh n,jk_n,m n,gh n,gh n,dm_n,jk n,gh n,gh
U Vi (Clig, = CO) + v P (O — O — v e (G — CF7)

n,lm_ n,jk n,gh n,gh n,jk n,lm n,lm n,gh n,gh
=V (O, = OO + v (G, = GG, — CF)
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Jk:(cm Jm Cn lm)(Cn,gh Cimgh) Vn lm(Cn,]k Cn,]k)(cn,qh C'mgh)

l i+kn it+kn i+kn i+kn i+k,
_Vzn lm(CZLJ”_Jkk Cn,]k)(c;r:,_%h C?’gh) (C:l_f_jkk Cn’Jk)(C,Z_l]:n Cn lm)(C;’L—;_(ich

From (C.4), notice that v} is F}', -measurable and satisfies [|E(v}'|F]")|| < KA.

The law of iterated expectations and existing bounds imply

Bl |Fr) < KAYA,
("ot | F < KA,
n,lm n,gh n,gh gk n
‘E(Vl (Cz+?c C 7 ) Hjc |]:'L )| S KATH
B (CFAF — o IMFm)| < KA,
B — OOy — ey (Ol = CRMIFD| < KA.

It can also be readily verified that

h_ nab , hb gb ~mih knAp—n,gh,ab
IE(v 1+gk V::;zf | Fivk,) — (Cznﬂca Czn+k C’Zﬂi C:L+ka) n3 = itk |

< KA (AL + 77?+kn,kn)'

oIty

(C.56)

Hence, for ¢9" € {y™9" c™9" _ ™9} which satisfies E(|@9" 4| Fr) < KAY* and E(o™9"|Fr) <

it+kn
K A,l/ . One can show that

K2

n nm n n, ]-
By o v — B (e |

jl k ,kl
l+kn z—‘rk (C%J Cn+km+cn jmcﬁ n),

it+kn, 1 it+k, itk Ci+kn

3
< KAV AV +0fyy,)-

Next, by combining the successive conditioning together with existing bounds, we have

n, gk, n n
E(e"C0 ™ < KAYHAY* +07)
E(oo"Crdl orhm) < KAY?,

which together imply

s n, ik ndm|rn n
|]E(s01 ah z+jk Vz-&-k |"r7, )‘ S KA2/4(A711/4 +77i,2kn)'

kn An —n,Jk,lm

JiF)

(C.57)

It is easy to see that (C.12), (C.56) and (C.57) and the inequality 7}, =< 1}y, together yield (C.15)

and (C.16).
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A3.6 Proof of Lemma 6

(C.17) can be proved easily using the bounds of p(u,v)"" in (C.41) . To show (C.18), (C.19)
and (C.20), we set

_ (T/A]
ATL(H, gh,u; G, ab,v) = Mu,v)§ > (9gnHOG)(Cim1)C()i "¢ (v).

i 4
1=2ky,

Then it holds that

NE (ﬁ(H,gh,u; G,ab,v) — A11(H, gh,u; G, ab v)) £ 0.

The above result is proved following similar steps as for (C.35) in case w = 1 by replacing O (u, v)(()c)’i’"

by A(u,v)§ ((OgnHOwG)(Ci—1) — (OgnHOuwG)(Ci—2k,,)), which has the same bounds as the former.

Next, decompose All as follows,

L [T/A]
All(H,gh,u;G,ab,v)ZA(u,v)g[ Z (athaabG)(Ci—l)‘/iﬁl
i=2ky
(T/An]
+ 7 O HOwG) (Cim) (B () () F ) = Vit )
1=2ky,
(T/An]
+ Y @anHOWG)(Cimn) (C S () — B () "¢ (0) |7 n)]
1=2ky,

We follow the proof of (C.36) for w = 1, and we replace O(u,v), (©).tm by A(u, v)§ (0gnH0uG)(Ci-1),
which satisfies only the condition |A(u,v)§(9gnH 0 G)(Ci—1)| < )\Zj,v. This calculation shows that the

last two terms in the above decomposition vanish at a rate faster than A}/ . Therefore,

o [T/An]
7 (All(H, gh,u; G, ab,v) — )\(u,v)g( > (OgnHOupG)(Ci1) V™ 1)) = 0.

n 1=2ky,

As a consequence, for (u,v) = (1,2) and (2, 1),

A1/4T(H ,gh,u; G, ab,v) =

The results follow from the following observation,
(T/An]

A}/( ( Z Z (OgnHOwG)(Csi— )Vﬂﬂuw))

g,h,a,b=1 i=2k,,
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3

T
~ 5 / (8th6abG)(Ct)(Cf“C[Lb+Cfb0tha)dt> =0, for (u,v) = (2,2),
0

d (T/An]
1( > awoi( Y <athaabG><ci1>v;n<u,v>)—[H<c>,c<o>]T>;»o,

1/4
A”/ g,h,a,b=1 i=2k,,
for (u,v) = (1,1).
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Chapter 2

Are Three Moments Enough?
What Options Tell Us about
Higher-Order Risk Aversion. *

2.1 Introduction

The Capital Asset Pricing Model (CAPM) of Sharpe (1964a) and Lintner (1965b) has been
at the forefront of the empirical financial literature for many decades. The model builds on the
assumption that investors are exclusively rewarded for the exposure to the variance risk, an
assumption that implies, in particular, that the pricing kernel is linear in the market returns.
As the literature expands, numerous papers have convincingly established the limitations of
this CAPM model pushing more recent models to incorporate other factors besides market
returns (Ross (1976), Fama and French (1992)).! Even though many of these models per-
form well empirically, most of the newly introduced factors lack economic underpinnings. To
overcome this shortcoming, Kraus and Litzenberger (1976) and Harvey and Siddique (2000Db)
derive preferences for the first moments of a distribution, based on preference theory. They
propose a nonlinear pricing kernel that assumes an aversion to the variance of the returns dis-

tribution, and an appetence for its skewness. Dittmar (2002a) follows the same approach and

*This chapter is co-authored with Christian Dorion and Pierre Chaigneau.

A CAPM anomaly appears when low-risk stocks outperform high-risk stocks.
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also considers an aversion to the kurtosis of the returns distribution. These papers show that
such pricing kernels derived from first principles can outperform other popular cross-sectional
asset pricing models, including the Fama and French (1993) three-factor model.

A limitation of most of the existing nonlinear pricing kernels, however, is that they do not
consider the effect of higher-order moments beyond the kurtosis risk. Yet, higher-order risk
preferences also imply preferences for higher-order moments of a distribution (Scott and Hor-
vath (1980a), Ekern (1980)).? These higher-order risk preferences have been extensively stud-
ied in economic theory (e.g., Ekern (1980), Eeckhoudt and Schlesinger (2006), Liu and Meyer
(2013)) and more recently in experiments on risky choices (Deck and Schlesinger (2014)).
For example, CARA and CRRA utility are averse to all even-order moments, and loving
toward all odd-order moments. A priori, it is unclear whether considering only a subset of
moments is adequate for asset pricing purposes, and, if so, which subset of moments should
be considered. Should the pricing kernel explicitly incorporate the effect of higher-order risk
preferences beyond the kurtosis preference?

To contribute to answering this question, we introduce a novel option-valuation approach
that allows us to exploit the richness of option data to better understand the extent to which
higher moments of the distribution of market returns matter in the pricing kernel. Options
constitute a suitable test asset for documenting the pricing of higher-order risks given the
nonlinear patterns in their payoffs. As in Harvey and Siddique (2000b)) and Dittmar (2002a)
, we use a Taylor series expansion of marginal utility, so that the pricing kernel is a polynomial
function of the market return. Whereas Harvey and Siddique (2000b)) and Dittmar (2002a)
consider a Taylor series expansion that only incorporates preferences for the first three and
four moments, respectively, we also consider higher-order expansions, thus allowing for the
effect of higher-order risk preferences.* The first pricing kernel considered, denoted by SDF(®),

relies on a first order Taylor expansion of marginal utility, which implies that only variance

2They also have other implications for economic behavior, see Lajeri and Lajeri (2004) and Denuit and
Rey (2010) for the case of “edginess”, which is an appetence for fifth order risk, as implied by a positive fifth
derivative of the utility function in an expected utility framework.

3Deck and Schlesinger (2014) find that preferences for the fifth and sixth degree risks are weaker than
preferences for the first four degrees of risk.

4This type of approach still imposes constraints on the set of possible pricing kernels, which is restricted
by expected utility theory: a utility function without any preference for a given moment (in the sense that
its corresponding derivative is nil) does not have a preference for higher-order moments either. Harvey and
Siddique (2000b) and Dittmar (2002a) approaches implicitly assume u® = 0 and u® = 0, respectively.
Likewise, our SDF*) approach described below implicitly assumes wF D =,
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risk is priced. The second pricing kernel considered, SDF(?’), relies on a second order Taylor
expansion of marginal utility, which implies that variance and skewness risks are priced, but
that higher-order risks are not. As k tends to infinity, SDF®) incorporates the effect of all
risk preferences , and thus represents the “true” pricing kernel.

We formally prove that, using any one of the approximate SDF®) | European options
prices can be computed in closed-form as long as the physical dynamics is affine. In such
case, the risk-neutral dynamics implied by SDF®) needs not to be affine. We combine each
approximate SDF with the nonnormal component GARCH model of Babaoglu, Christoffersen,
Heston, and Jacobs (2018) to obtain weekly estimates of the risk aversion parameters from
S&P 500 index option data. We then compare the ability of these pricing kernels to fit panels
of index option prices across time. By doing so, we assess the goodness of the fit of each
SDF () using the options root mean square of the relative implied volatility (RIVRMSE).

Our weekly in-sample analysis reveals the following. On virtually all weeks between
1996 and 2017, pricing kernels accounting for skewness (SDF(:)’)) and kurtosis (SDF(4)) fit
the data significantly better than SDF®). The pricing errors of SDF(?) (SDF(?’)) are, on
average, 2.18 (1.18) times larger than the pricing errors of SDF®. Further accounting for
hyperskewness and hyperkurtosis, SDF ©6) yields errors that are 0.95 times as large as those
of SDF (4), and that are statistically significant on only 12% of the weeks. Finally, whereas,
in sample, increasing the complexity of the SDF should always improve the fit, SDF® does
not improve over SDF®).

Interestingly, the estimates of the aversion to variance, skewness and kurtosis have the sign
predicted by the expected utility theory in almost all the weeks and they evolve smoothly
over time. In contrast, the estimates of aversion to hyperskewness and hyperkurtosis are
characterized by large sign deviations from their expected signs. Additionally, these estimates
are noticeably more volatile than that of the first three moments. Together, sign deviations
and noisy estimates thus lend little support to hyperskewness and hyperkurtosis aversions
being economically relevant. It rather hints towards overfitting. Importantly, the out-of-
sample improvements of SDF® over SDF™ have little economic significance.

Putting together these results, we conclude SDF®) adequately describes the pricing kernel.
Hence, despite the fact that higher-order risks may theoretically matter in asset pricing, index

option prices suggest that only the first four moments matter. This result corroborates the
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approach of Dittmar (2002a), who proposed a pricing kernel which incorporates the asset
pricing effect of these four moments. Thus, our results can be viewed as providing empirical
support for an asset pricing model based on preferences for the first four moments of the
distribution of market returns — and for these moments only, which a priori cannot be taken for
granted. Further, this support is derived from index option data, which reflect risk preferences
and risk perceptions, regardless of the actual manifestation of such risks.

Our paper relates to a vast literature.” Much of the existing literature either focuses
on estimating the physical and risk-neutral distributions, or on the premium implied by the
difference in moments. In the latter case, risk premia are informative about the interaction of
prices and quantities of risk. However, one typically cannot disentangle the two. In particular,
time-varying risk premiums do not necessarily rule out constant risk aversion; the quantity of
risk faced by a CRRA agent, or her risk aversion coefficient could be changing. Our results,
however, clearly reject the CRRA hypothesis at any given point in time. We show that the
the relative risk aversion parameters do not move in tandem as implied by CRRA preferences.
Indeed, our results show that the aversion to variance risk is low in high volatility periods while
aversion to skewness and kurtosis are high during these episodes. Given that risk aversion is
expected to be countercyclical, our results suggest that skewness and kurtosis aversions are
better proxies for the aggregate risk aversion than variance risk aversion.

Finally, our results demonstrate that a stochastic discount factor with priced variance,
skewness and kurtosis risks and maturity-independent risk aversion parameters compares
favourably to the discrete-time volatility-dependent pricing kernel of Christoffersen, Heston,
and Jacobs (2013). Indeed, we find that the volatility-dependent pricing kernel and SDF(*)
are almost indistinguishable in terms of options fit both in sample and out-of-sample. To
appraise the qualitative implication of each SDF, we compute the moments premium. Our
results show that the the volatility-dependent pricing kernel implies a systematically higher
premium than the SDF® for all the moments orders. For example, the normalized volatility
risk premium is 1.24 for the the volatility-dependent pricing kernel against 1.09 for SDF®on

average. Focusing on a single moment, volatility-dependent pricing kernel thus needs to

® Among many others, Bakshi, Kapadia, and Madan (2003), Harvey and Siddique (2000b), Dittmar (2002a),
Christoffersen, Fournier, Jacobs, and Karoui (2017), Ait-Sahalia and Lo (1998), Jackwerth (2000) Rosenberg
and Engle (2002), Bliss and Panigirtzoglou (2004), Chabi-Yo (2002), Christoffersen, Heston, and Jacobs (2013),
Babaoglu, Christoffersen, Heston, and Jacobs (2018).
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further inflate risk-neutral variance that SDF) to match option prices.
This paper is organized as follows. Section 2 presents our model, discusses the pricing
kernel specification. Section 3 outlines the estimation methodoloy. Section 4 presents the

data and presents the empirical results. Section 4 concludes.

2.2 Methodology

The time-t value of asset V' with terminal payoff X7 paid at time T is given by:
Vi = B} [MyrXr] = B [T 0 Xp ], (2.1)

where M; 7 is the pricing kernel and 7 is the instantaneous risk-free rate, and P and Q denote
respectively the physical and risk-neutral measures. Following Black and Scholes (1973b), the
bulk of the option-valuation literature relies on risk-neutral valuation. Outside the continuous-
time complete-market framework, however, the Radon-Nikodym that equates the P and Q
expectations in equation (2.1) crucially hinges on prices of risk that must be estimated if
one wants to relate the physical and risk-neutral measures.® The prevalent paradigm in the
option-valuation literature is to specify a model under P and a Radon-Nikodym such that the
resulting dynamics under Q are affine, allowing for a closed-form solution (see e.g. Dulffie,
Pan, and Singleton (2000) among others).

Whereas closed-form solutions are crucial for tractability, affine models have been demon-
strated to underperform their non-affine counterparts at fitting option prices, sometimes quite
significantly so.” Our approach allows for closed-form prices without imposing affine restric-
tions on the Q model. Indeed, we depart from the standard risk-neutral valuation approach
and focus on Ef’ [M; 7X7]. To disentangle between quantities and prices of risk, we use a para-
metric model to describe the distribution of payoffs, and a flexible nonparametric description
of the SDF.

5In a calibration exercise where one only cares about matching option prices, these prices of risk are “buried”
in the risk-neutral parameters. They become relevant only if one wants to relate option prices to the returns
of the underlying assets.

"See, for instance, Chernov, Gallant, Ghysels, and Tauchen (2003), Hsieh and Ritchken (2005), and Christof-
fersen, Dorion, Jacobs, and Wang (2010).
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2.2.1 Prices of risk: An arbitrarily precise approximation of the SDF

The Euler equation (see e.g. Hansen and Jagannathan (1991))
Vi = B [My7 X7

relates prices (or returns) to the representative agent’s intertemporal marginal rate of substi-
tution, and the asset payoff X7, where U is the utility function of the representative agent.®
As discussed in Dittmar (2002a), under mild conditions, the pricing kernel can be reformu-
lated in terms of aggregate wealth, W, rather than consumption. In line with Dittmar (2002a)
and many others,” we will work under the assumption that the evolution of market index, S,

is a good proxy for the wealth portfolio. Hence,
Myr = =~

In particular, the current value of the index portfolio is given by:'"

S, =EF [[é,(éf)) ST] (2.2)
or equivalently

where Ry = (ST — S¢)/S; is the total return on the index portfolio between ¢ and 7". Eqn.
(2.3) represents a no-arbitrage condition that should be fulfilled by any candidate SDF.
Our approach hinges on a simple Taylor series representation of the stochastic discount

factor (SDF). Indeed, U’(St) can be described by

U'(Sy) :il, U (8,) (S — S = U'(Sy) +Z UP(S) (Sr— Sy (24)
=0

8In this paper, we allow for time-variation in the representative consumer’s utility function. Such time-
variation could be driven by changing levels of risk aversion. To simplify the notation, we here abstract for the
time index.

9Virtually, all tests of the CAPM are implicitly making this assumption (Roll’s critique).

0Ty simplify the notation, we here abstract from dividends. Of course, in our empirical exercise, total
returns include dividends.

81



Incidentally, each order of derivative in this representation can be related to the aversion to

a given moment of the returns distribution. Consequently, we set

LS uY(sy)

RRAY) = (—1)7~ )
which implies that
U’( S 4 () pi-1
0'( = EZ G- 1 RRA Ri,T . (2.5)

For instance, RRA®) is the familiar Arrow-Pratt measure of relative risk aversion. For J>2,
RRAU) generalizes relative risk aversion to skewness aversion (prudence, j = 3), aversion to
kurtosis (temperance, j = 4) and so on.'!

The higher-order risk preferences have been extensively studied in economic theory (e.g.,
Ekern (1980), Eeckhoudt and Schlesinger (2006), Liu and Meyer (2013)) and more recently in
experiments on risky choices (Deck and Schlesinger (2014))). Scott and Horvath (1980b) show
that investors should have a negative preference for even moments and a positive preference for
odd ones.'? This implies in particular that the RRAgj ), defined above, should be non-negative
for j > 0.

Note that SDF representation in equation (2.5) is not an approximation. In practice,

however, using this representation would involve truncating the series at some order k, which

would then yield an approximation of the SDF. This approximation is at the heart of our

analysis:
U,(ST) k k k k . 1
S SDF{7 = r{"}p + > i p RRAY R, (2.6)
j=2
where ﬁ&’i{T are normalization constants whose expressions are available in Appendix B.2.

Actually, the SDF in equation (2.6) would not be an approximation under the hypothesis

that the representative agent is indifferent to the moments of the returns distribution beyond

"Prudence is necessary for decreasing absolute risk aversion (DARA). DARA implies that as an agent
becomes more wealthy she invests more (in dollars) in the risky asset (as opposed to the risk-free asset).
Temperance is necessary for decreasing absolute prudence, which is in turn necessary for “standard risk aver-
sion" Kimball (1993)). Under standard “risk aversion', the presence of an exogenous ’background risk" with
nonpositive mean (including a pure risk) increases the aversion to other independent risks (“risk vulnerability").

12This property is actually satisfied by CARA and CRRA utility functions.
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the £ moment. For instance, the pricing kernel studied by Harvey and Siddique (2000b)
sets k = 3, and that studied by Dittmar (2002a) considers k = 4. Our methodology allows
us to consider increasingly complex approximations of the SDF and assess to what extent the

increased complexity improves the fit to options prices both in-sample and out-of-sample.

2.2.2 Quantity of risk: Moments of the payoff’s distribution

The previous section presents the essence of our contribution. To disentangle prices
and quantities of risk, however, we unavoidably need a model for the physical distributions
of future returns.'> We here follow Babaoglu, Christoffersen, Heston, and Jacobs (2018,

hereafter BCHJ) and use their non-Gaussian GARCH model for the returns of asset S:'*

S
ri41 = log ( ;1> =714+ Mig1 — &1+ Vrig1, (2.7)
h
Vri+1l = NYt+1 — %17 (28)

where y;41 is an inverse Gaussian (IG) distribution with degree of freedom h;él, such that
Vr.t+1 has mean 0 and variance hy41.'” The model has the key property that when 7 — 0, the
IG distribution converges to the normal distribution. The convexity adjustment &1 is such

that

EE" [ert+1] — erf+)\ht+1'

13 Recent model-based recovery theorems study conditions on physical transition dynamics and pricing
kernels under which the physical belief can be determined from Arrow-Debreu prices alone. Broadly speaking,
this literature shows that recovery is possible whenever physical probabilities are induced by a family of
path-independent pricing kernels and satisfy further stability conditions (see e.g. Borovicka, Hansen, and
Scheinkman (2016)).

1 Conditionally Gaussian models do not generate enough (negative) skewness and kurtosis at short horizon
to fit the market prices of short-dated options. A plethora of distributions have been studied to account
for conditional nonnormality, starting with the generalized error distribution (Duan (1999)), but the inverse
Gaussian distribution, popularized by Christoffersen, Heston, and Jacobs (2006a), has the notable advantage
of allowing for closed-form European prices. Although our notation differs significantly from the one used by
BCHJ, the two formulations of the model are observationally equivalent (cf. Appendix B.3). Our notation is
closer to that used in other recent papers, which allows for easier comparison with other models.

5 In particular, EF [y] = Var® (y) = %J%,EP [1/y] = % + h%i. The conditional density of the future
t+1

ice is gi _ he/In’] 1 _mym]?
stock price is given by fi—1(S:) = \/@St exp ( 5 [\/yT NG } .
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That is, A parametrizes the daily equity risk premium (ERP), Ah;y;. Given that the ERP is
inherently related to preferences, sequentially re-estimating risk aversion coefficients without
re-estimating A would be theoretically inconsistent.

As in BCHJ, we assume the following component structure for volatility:'%

hiv1 = @41+ pn(he — qt) + Vn e, (2.9)

Q41 = 07 + polar — 0°) + vgu, (2.10)
where the innovations v, and v, are defined as

ch Cq h 9 nt
Ut = aphivy + —vpy, Vgt = aghivy + —vp g, and = |——n"— R
n n Yt t

where 1; has mean 0. Parameters p;, < p, capture the persistence of the transient and per-
sistent processes, respectively. Parameters aj, and a, control the variance of the variance
processes, and parameters c;, and ¢, the negative correlation between variance processes and
returns, commonly referred to as the leverage effect (Black (1976)). By accounting for more
than one volatility component, the model is more flexible and its modelling of the term struc-
ture of volatility improves compared to a one-factor model.

We use returns to estimate the parameters of the physical variance processes, as well
as 77, which parametrizes the physical conditional distribution of returns. We maximize the
(inverse-Gaussian) likelihood of the {y;} innovations filtered from the S&P 500 returns be-
tween January 1967 and December 2017.'7 Table reports the MLE estimates of the physical

parameters.

16 At least two volatility components are required to adequately describe stock market volatility and option
prices. Indeed, two-factor volatility processes more effectively capture the time-series properties of volatility
by separately accounting for transient and highly persistent volatility shocks. See, among many others, Engle
and Lee (1999); Bates (2000); Andersen, Bollerslev, Diebold, and Ebens (2001); Alizadeh, Brandt, and Diebold
(2002); Christoffersen, Jacobs, Ornthanalai, and Wang (2008); and Dorion (2016).

"Note that returns between July 1962 and December 1966 are used to warm up the volatility processes;
however, the likelihood of these returns is disregarded.
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2.2.3 Benchmark BCHJ pricing kernel

Although our main goal is to disentangle the contribution of higher-order moments risks
to the variation in the index options prices, it is important to compare the performance of
our pricing kernels SDFgﬁ} with that of a benchmark pricing kernel.

For this comparative analysis, we retain the volatility-dependent pricing kernel which has
been initially introduced in Christoffersen, Heston, and Jacobs (2013) and further used in

BCHJ. The BCHJ’s pricing kernel takes the form:

S ¢
SDF 41 = (%1) exp (80 + 01hes1 + Eheyo),
t

where ¢ captures the first-order risk aversion and £ denotes the volatility risk premium pa-
rameter. This pricing kernel was shown to be a discrete-time analogue of the Radon-Nikodym
change of measure used in continuous-time models. When £ = 0, this pricing kernel becomes
the monotonic power utility pricing kernel used in Heston and Nandi (2000).

Christoffersen, Heston, and Jacobs (2013) shows that when £ > 0, the pricing kernel is
U-shaped in the returns and there exists a divergence between the one-day ahead risk neu-
tral and physical volatilities. They additionally show that this pricing kernel substantially
outperforms the monotonic power utility pricing kernel, in terms of options fit, when the
returns are conditionally gaussian. BCHJ reinforces this evidence by documenting that the
over-performance of this pricing kernel over the power utility pricing kernel is even stronger
when one assumes that the returns follow an IG distribution. Finally, it is worth emphasizing

that the BCHJ pricing kernel does not belong to our sequence of pricing kernels SDng%.

2.3 Estimation

Given an affine returns dynamics under the physical measure P and the parameters gov-

erning this dynamics, we obtain closed-form European option prices using

Vi =Ef [SDF}) Xz], (2.11)
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where,
XT = max(ST - Kn, 0)

is the payoff of a call option with strike K,, expiring at time 7.'® The solution, provided in
Appendix B.1, hinges on the fact that the characteristic function of the future price distri-
bution is available in closed-form at any 7' combined with the polynomial form of SDFE?.
Interestingly, the dynamics under the pricing measure need not, and in all likelihood will not,
be affine. This approach is particularly appealing as we also show, in Appendix B.5, that
risk-neutral moments can also be computed in closed-form.'?

Obviously, option prices also depend on the set of RRAs entering the SDF. Hence, in
our framework, RRAs can simply be estimated from options. Many studies suggest that risk
aversion is time-varying (Ait-Sahalia and Lo (1998), Rosenberg and Engle (2002), Bliss and
Panigirtzoglou (2004)). Iteratively estimating the RRAs from prices observed during a day,
a week or a month will allow us to investigate the matter. Our main analysis is based on
weekly estimates.

For each week t, and for each SDF approximation of order k, we maximize the options log-

likelihood following:

max Loptions (/\, RRAY, ..., RRAﬁ’“)) (2.12)
ARRA? . RRAM

subject to (1+Rype) ' =Ef [SDFl(tkT)}

1=Ef [SDFI(J? (1+ Rt,t—l—l)} ;

where A, defined in Section 2.2.2, parametrizes the level of the equity risk premium, and

B0ur study also uses information on puts prices.

19Bakshi, Kapadia, and Madan (2003) derive nonparametric estimates of higher-order risk-neutral moments.
In practice, using this methodology involves interpolating and extrapolating observed option prices to unob-
served strikes. This step is not necessary using our model since we have a physical model augmented of a
flexible SDF that delivers closed-form option prices and as a by-product closed-form risk neutral moments.
Interestingly, the closed-form formulas reveal how risk-neutral moments relate to physical moments and the
risk aversion parameters which could be useful in other applications.
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Loptions ()\, RRA%Q), e RRAEk)> denotes the options log-likelihood which is obtained as

1 N 2
Loptions (A RRA, ..., RRA{Y) = == 3 <1°g(2vw§) +2 ) ,
n=1 e

with N; denoting the options data size and o2 is identified using the sample deviation of

{en}fyil, and

o ( TVyovs _ IV;;[KT) |
TV

In the above expression IV)*" denotes the observed Black and Scholes (1973b) IV of option
n and IV is the model predicted IV. We interpret e, as the relative implied volatility
(IV). The likelihood is based on the assumption, that e, is normally distributed, that is
en ~ N(0,02), and uncorrelated in the cross-section (see e.g. Christoffersen, Heston, and
Jacobs (2006a)).

Concretely, the first constraint of (2.12) identifies the normalization constants, ngi%T, in equa-
tion (2.6). Besides, the second constraint links the ERP parameter and the RRAs together
such that the minimization is actually performed on k-dimensional vector (rather than k+1).
Appendix B.2 provides further details.

We find that the above log-likelihood maximization problem delivers quantitatively sim-
ilar results to the nonparametric alternative in which one minimizes the sum of the squared
relative implied volatility error without imposing the normality assumption on the implied
volatility errors. As we show in the sequel, maintaining a distributional assumption on the
errors is useful for testing purposes.

Finally, by re-estimating the RR.As weekly, one could argue that some of the time-variation
in the estimates is due to fitting noise in prices or compensating for misspecification of the
returns dynamics. To alleviate this concern, our focus is on the out-of-sample fit of the pricing

model, as illustrated in Figure 2.3.1.
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Figure 2.3.1: Sequential Out-of-sample Pricing
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2.4 Empirical Results

2.4.1 Data

To estimate the model, we use the returns and prices of options on the S&P 500 index, as
a proxy for the market. We obtain the daily index returns from the Center for Research and
Security Prices (CRSP). To compute the corresponding excess returns, we use the one-month
Treasury bill rate (from Ibbotson Associates) as extracted from Kenneth French’s data library.
As in BCHJ, our estimation procedure fits the implied volatilities instead of the raw option
prices.?’ The implied volatilities of options on the SPX, between January 1996 and December
2017, are obtained from OptionMetrics. We remove in-the-money options and options that
violate the usual no-arbitrage conditions. We additionally filter out options with less than
one week or more than one year to maturity to mitigate the effect of illiquidity. In the same
spirit, we select options with strictly positive volume and open interest. To ease the calcu-
lation and interpretation, out-of-money (OTM) put prices are converted into corresponding
in-the-money call values by exploiting the call-put parity relationship. This leaves us with
1,378,317 options on SPX. Since our analysis is performed at the weekly frequency, we further
group options traded within each week.?! Our full sample includes 1158 trading weeks. This
implies that, on average, each trading week has around 1190 options. We believe that this
number is sufficiently large to allow us to accurately pin down the RRA parameters in which
we are interested in.

Table 2.3 provides a crisp description of the options data. To highlight the main charac-
teristics of the S&P 500 index option, we sort the data by moneyness and maturity. This table

20The usefulness of relying on the implied volatilities in estimating option pricing models can be dated back
to Renault (1997).

21This choice is not to be confounded with that other papers using weekly observations on one particular
day (usually wednesdays) to estimate option pricing models.
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reports the percentage of contracts, the average option price, the average Black and Scholes
(1973b) implied volatility, the average bid-ask spread in dollars, and the average volume for
different maturity and moneyness buckets. Short-term options have between 6 and 45 days to
maturity (DTM), and long-term options have between 91 and 365 DTM. Following Israelovr
and Kelly (2017), our measure of the moneyness is
iy — log (Ki/Si)’
VIX/T

where VIX is the CBOE VIX index and 7 is the calendar days to maturity. OTM puts are
options with moneyness less than -1, ATM options are those options having their moneyness
between -1 and 0 and finally OTM calls have their moneyness greater than 0. Our dataset
includes around 51% of short-maturity options and 63% of OTM puts. We also observe that
OTM puts have a higher implied vol (average of 0.27) than ATM calls (average of 0.16),

confirming the well-known volatility smirk.

2.4.2 Returns Maximum Likelihood Estimation

Our estimation methodology is a modified version of the widely used sequential maxi-
mum likelihood (see e.g. Broadie, Chernov, and Johannes (2007)). In a typical sequential
maximum likelihood, physical parameters are typically estimated using returns data solely.
Subsequently, the pricing kernel parameters are estimated setting the physical parameters at
their maximum likelihood estimates.

While this approach has the great advantage of easing the interpretation of empirical
results, when it comes to comparing the fit of different pricing kernels, it is often limited by
the lack of identification of the equity risk premium. To highlight this feature, we plot in
Figure 2.1, the returns log-likelihood as a function of equity risk premium (ERP) parameter
A. For 300 equally-spaced values of lambda between -3 and 3, we maximize the log-likelihood
over the remaining physical parameters. The red starred point on Figure 2.1 shows the global
maximum of the log-likelihood function. The two dotted horizontal lines form the 99% con-
fidence interval around the global maximum. The two dotted vertical lines show the range
of N’s that are not rejected at a 1% confidence level by the likelihood ratio (LR) test. As
evident from this figure, the range of A values that are rejected by the LR test is rather wide.

A standard solution, widely adopted in the literature, consists in calibrating the A parameter
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such that the convexity-adjusted ERP equals the average excess returns.?> This calibrated
value of A is given by

cal __ 1Og(E(Tf)))
AT = Var(r§)

)

where r{ are the excess returns. The red squared point of Figure 2.1 shows the location of the
X and its corresponding log-likelihood. As it clearly appears on this graph, the calibrated
value is not rejected by the LR test.

Our estimation technique is a pseudo-sequential maximum likelihood in which the non-
ERP parameters are set to their estimated values consistent with A°», and the ERP parameter
A is dynamically estimated together with the RRA parameters using option prices as oulined
in Section 2.3.?% Proceeding this way allows to keep the consistency between time-varying
risk aversion and time-varying risk compensation (as captured by the equity risk premium).

Table 2.1 presents the Maximum likelihood estimates of the P parameters with A set at

X The long run variance parameter o2

is calibrated using the sample returns variance,
which is close to 17% on an annual basis. As expected, the long-run volatility factor (g;) is
highly persistent with a persistence factor of 0.98. The total volatility factor h; appears to be
less persistent with a persistence factor of 0.74. Overall, our MLE estimates are close to the

ones obtained by BCHJ.

2.4.3 Analyzing the in-sample pricing results

We now turn to our paper’s main empirical contribution which is the study of the rele-
vance of higher-order risks in capturing the risk premia in the options market.

We estimate the weekly RRA parameters using the methodology outlined in Section 2.3.
For the safe of consistency, the RRAs are assumed to be maturity-independent. We set the

maximum order of the SDF’s Taylor expansion to 10.?* For each SDF order, we compute the

22This solution has been adopted by Christoffersen, Heston, and Jacobs (2013) and BCHJ among others.

28 We opted for this approach because it is tractable in addition to yielding time-consistent results. A
certainly more general approach will be to use a joint maximum likelihood in which all physical parameters
are estimated dynamically together with pricing kernel parameters. To the best of our knowledge, the joint
ML is usually applied to full sample datasets with time-invariant parameters.

24Chung, Johnson, and Schill (2006) include systematic co-moments of orders 3-10 in a standard Fama-
MacBeth regression and find that this almost always causes SMB and HML to become insignificant and always
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option prices implied by the estimated RRA parameters and compare them with the observed
option prices.

Before quantitatively assessing the fit of the different SDFs over the options panel, we
want to perform a simple analysis of detecting how often the SDFs appear to be useful in
the pricing. Using the in-sample results, we implement the Likelihood Ratio (LR) test of the
following two hypotheses: “Hg’l : SDF(™ does not over-perform SDF("~1) in terms of options
fit” and “Hg’n : SDF(™ does not over-perform SDF("~2) in terms of options fit”. Figure 2.3
displays the outcomes of the testing procedures. The purple bars of this figure reports the
fraction of weeks for which Hg’l is rejected at the 1% confidence level and the lighted blue
bars depicts the same information for HS’Q. The dotted horizontal line refers to the 1% level.
A rejection of Hg’l can be interpreted as the statistical significance of the RRA(™ implied
by SDF(™ . Similarly, a rejection of HS’Q echoes a joint statistical significance of RRA(™ and
RRA(=1) implied by SDF™,

Focusing on the blue bars, for almost all the weeks, SDF®) outperforms SDF®) in term
of options fit. This result confirms the usefulness of skewness risk in explaining asset prices,
a finding that can be traced back to Kraus and Litzenberger (1976) and Harvey and Siddique
(2000b). The kurtosis risk appears to be important in 92% of weeks, corroborating the central
finding of Dittmar (2002a). The hyperskewness risk appears to be less valued compared to
the skewness and the kurtosis risks. Indeed, there are only 23% of weeks in which, option
market participants seem to care about the hyperskewness risk. Surprisingly, the hyperkur-
tosis risk appears to be more often priced than the hyperskewness risk (hyperkurtosis risk is
priced in 50% of the weeks). Figure 2.3 also shows the economic relevance of higher-order
risks drastically decline beyond the hyperkurtosis risk, as these risks are valued in less than
12% of the weeks.

To confirm these in-sample results, we report in the first row of Table 2.4 the ratios of the
average root mean square of the relative errors in the implied volatility domain (RIVRMSE)
for different specifications of the SDFs. Following the forecasting literature, we report the
in-sample average RIVRMSE of each specification as a ratio with the average RIVRMSE of

the baseline specification, SDF® in our study.?” In parentheses below each ratio, we report

causes their t-statistics to drop dramatically.
25This choice of SDF™ as benchmark is motivated by the current practice in the asset pricing literature,
where the first three co-moments are included in almost all Fama-MacBeth regressions.
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the Diebold and Mariano (1995) (DM) statistics, based on time-series of RIVRMSEs, com-
paring the forecast accuracy of the different specification with that of SDF(®) . This statistic
accounts for autocorrelation in errors and is normally distributed asymptotically. It is positive
(negative) whenever the SDF) outperforms (underperforms) the alternate specification. We
report the same ratios for the CRRA and the BCHJ pricing kernel.

As evident from Table 2.4, in-sample, compared to the benchmark SDF®) | using any SDF
beyond the sixth order leads to the same 4% reduction in the RIVRMSE yield by SDF(©).
This confirms our previously established evidence that, on average, higher-order SDFs beyond
the 6th order do not seem to be significantly valued by investors in the options market. It
is worth noting that the DM t-stats attached to these higher-order SDFs are fairly close to
that of SDF(®). Table 2.4 also shows that a pricing kernel that incorporates hyperskewness
risk in addition to the three standard risks (variance, skewness and kurtosis), helps capture
an additional 1% of options price anomalies. The improvement, although economically small,
appears to be statistically significant according to the DM test.

The top left panel of Figure 2.5 barplots the RIVRMSE for the estimated SDFs. The
blue (resp. red) line locates the RIVRMSE for the CRRA (resp. BCHJ) parametric pricing
kernels. As depicted on this figure, the RIVRMSE plot is almost flat beyond the sixth-order.
The skewness risk seems to be the most useful risk that helps captures the dynamics of option
prices. Indeed, adding the skewness risk to the traditional CAPM model (with the variance
risk only) decreases the RIVRMSE by 45.5% from 29.2% to 15.9%. The marginal contribution
of kurtosis risk is more moderate at a 15.7 %, as adding it to pricing kernel further reduces
the RIVRMSE to 13.4%. Figure 2.5 (resp Figure 2.6) dissects the pricing performance of the
different SDFs along the maturity (moneyness) dimension. The RIVRMSE bar plot looks
almost flat beyond the third order for OTM calls, dwarfing the value-added of the kurtosis
in-sample the prices of OTM calls. This evidence is consistent with the well-established intu-
ition that kurtosis risk captures tail risk, which is less valued in OTM calls. It also appears
that the non trivial contribution of the skewness risk, that we uncovered earlier, seems to be
driven by the OTM puts. This means that skewness risk helps explain the expensiveness of
OTM puts compared to OTM calls. This evidence suggests that options market participants’s
aversion to skewness risk might be partially responsible of the volatility smirk. The skewness

risk appears to be also crucial in matching the prices of long maturity-options.
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Now, relating these results to the performance of our two parametric pricing kernels, it
appears clearly that the CRRA benchmark, even with the time-varying RRA, is outperformed
by SDF®), SDF® and the BCHJ pricing kernels. This suggests that the restrictions implied
by the CRRA pricing kernel are too strong and not supported by the options data. The
benchmark SDF®) seems to slightly better capture the dynamics of option prices than the
BCHJ benchmark. This is evidenced by the 4% improvement in the RIVRMSE depicted in
Table 2.4. However, this over-performance does not appear to be significant according to the
DM-test.

At this stage, it is worth stressing the value-added of using our methodology. An affine
SDF such as BCHJ includes a volatility premium parameter that generates some premium
in both variance, skewness and kurtosis risks simultaneously. As a result, using such pricing
kernel does not reveal us which higher-order risk seems to be driving the over-performance of
non-monotonic pricing kernels over linear pricing kernels such as the CRRA one. Our results,
in contrast, allow us to claim that the pricing kernel monotonicity introduced by the single

skewness risk is enough to outperform the monotonic CRRA pricing kernel.

2.4.4 Analyzing the out-of-sample pricing results

Our discussion in Section 2.4.3 was based on the in-sample results. Given that the different
SDFs, that were compared, differ by their number of parameters, it is natural to wonder if
these results and their interpretation are not purely driven by data overfitting or pricing kernel
over-parametrization.”’

To tackle this concern, we implement an out-of-sample analysis in which we use the
RRAs estimated h weeks back in the past to price currently traded options, for h = 1, 2, 3, 4.
Consequently, if our results are not driven by the pricing kernel over-parametrization, we
expect the one-week ahead results to quantitatively and qualitatively reflect the in-sample
results.

As it appears in the second row of Table 2.4, the key results derived in-sample carry out

out-of-sample, at the one week horizon. We uncover that, out-of-sample, SDF(®) is still the last

pricing kernel that matters in options pricing. Out-of-sample, at the one week horizon, SDF (%)

26This question is at least relevant for the SDFs of orders 3 to 6 since we found that higher-orders SDFs
above the 6th order, even though more parametrized, add little information to options pricing.
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and BCHJ become indistinguishable in terms of average fit. This conclusion still applies at the
two-week horizon. For horizons longer that 2 weeks, we observe some divergence in the main
conclusions. Higher-order risks beyond SDF® appear to be completely useless. This implies
that these risks can be disregarded if we want to predict options prices at longer horizons. The
out-of-sample analysis also reveals that our benchmark SDF(*) becomes slightly outperformed
by the BCHJ pricing kernel above the two-week horizon. Successfully pricing options at longer
horizons requires some minimum degree of persistence of the estimated parameters. Here, it
appears that the degree of persistence of the RRA parameters decline substantially above the

two-week horizon.%”

2.4.5 Analyzing the behaviour of the RRA parameters

This section documents the time-series properties of the estimated RRA parameters.

The estimation technique we employ in this paper relies on a joint estimation of the eq-
uity risk premium parameter and the RRA parameters from option prices. Therefore, before
addressing the properties of the RRA parameters, we want to highlight the relevance of this
methodology.?®

Figure 2.4 graphs the options root mean square of the relative implied volatility (RIVRMSE)
as a function of the ERP parameter A for one typical week in our sample. For this illustra-
tion, we use the week on which the value of the volatility index VIX is the closest to its first
quartile.?? In our sample, this week ranges from September 20, 2004 to September 24, 2004.
This figure was produced using 250 values of A uniformly spaced between -10 and 10. Options
traded during this week are priced assuming SDF®) is the “true” pricing kernel. For each
value of A, we maximize the options log-likelihood over the SDF® parameters. The dotted
vertical black line shows the A value that minimizes the RIVRMSE and the dotted horizontal
black line shows the corresponding RIVRMSE. As evident from the figure, the RIVRMSE
plotted as a function of A is highly curved and far from being flat as the returns log-likelihood

271t is worth stressing that, to ease the comparison, we use a very simple forecasting methodology which
consists in predicting future values, simply using past values. Given that some RRA parameters become less
persistent beyond the two weeks horizons, it might be appropriate to use some more sophisticated forecasting
methodologies such an AR regression or more generally an HAR regression. We leave this for future research.

28This procedure presents the additional advantage of yielding a time-varying A which helps reduce the
concerns about affine models being outperformed by non-affine models such as the NGARCH. Indeed, we find
that the estimated A react to changes in market volatility.

29We obtain similar results for other quartiles.
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reported in Figure 2.1. This evidence reinforces our confidence in our estimation methodology
premise that options prices do help better capture the equity risk premium.

Although the study of risk aversion has attracted a lot of attention in the finance litera-
ture, 3 the emphasis has been mainly put on the first-order aversion parameter RRA® | and
most of the papers assume a CRRA utility function.?! As we show in the Appendix, assuming
a CRRA utility function entails some tight restrictions among the high-orders risk aversion
paurauneters.S2

The top (resp. bottom) graph of Figure 2.7 depicts the ERP parameter A (resp. RRA(?))
implied by SDF®). Figure 2.8 provides the same information for the CRRA pricing kernel.??
The red (resp. black) lines show the average of each time-series (resp. zero-level threshold).
As evident from these two figures, for both pricing kernels, the two parameters fluctuate sub-
stantially over the sample period. The Arrow-Pratt risk aversion measure RRA®?) appears
to be tightly related to A\ as the two parameters share almost the same values and move
together. While such tight connection between these two parameters is highly expected when
estimating SDF®), having it satisfied for more general SDFs reinforces the link between risk
compensation and risk aversion.

The RRA® implied by the CRRA pricing kernel is positive in all weeks with an average
value of 4.13. This average RRA® is more moderate than the 7.36 reported by Rosenberg
and Engle (2002) and more close to the value of 4 estimated by Gormsen and Jensen (2018)
using the methodology of Bliss and Panigirtzoglou (2004).%*

The RRA® implied by SDF® takes on positive values in 96% of the weeks with an aver-

30The first papers can be traced back to Hansen and Singleton (1982) and Mehra and Prescott (1985) among
others.

31See for example Rosenberg and Engle (2002), Bliss and Panigirtzoglou (2004), and more recently Gormsen
and Jensen (2018).

320ur analysis in Section 2.4.3 clearly points to a rejection of this assumption in the options market.

33The CRRA pricing kernel was estimated using exactly the same methodology as for our SDFs, except
that the higher-order RRA parameters are restricted and the no-arbitrage condition was added as a nonlinear
constraint.

31Rosenberg and Engle (2002) estimated both a CRRA utility and a nonlinear pricing kernel using Chebyshev
polynomials. The paper uses an asymmetric GARCH model with constant mean that was estimated using
Maximum Likelihood. This model does not price options in closed-form which limit the amount of data that
could be used in the estimation. For instance, their reported estimates are obtained using short-term one-
month options from 1991 to 1995. Based on in-sample pricing results, the authors argue that the nonlinear
pricing kernel substantially outperforms the CRRA benchmark. The higher-order RRA parameters are not
readily available from the expression of the nonlinear pricing kernel. In practice, one would have to compute
higher-order derivatives of the SDF to obtain these parameters. Higher-order derivatives calculation is known
to be noisy beyond the second order.
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age value of 4.37, which is fairly close to the CRRA RRA(?) average. The fact that the CRRA
and the SDF® implied RRA® are, on average, close facilitates to some extent the compar-
ison of higher-order RRAs. The RRA® implied by SDF®) was particularly noisy and took
on many negative values in the calm period preceding the 2008 financial crisis and close to
the end of our sample. Figure 2.9 shows the dynamics of the annualized equity risk premium
(ERP) implied by SDF*) and the CRRA pricing kernels. Both ERPs fluctuate substantially
over time. The average ERP is 10.54% for the CRRA and 10.10% for SDF*). The first row
of Table 2.8 gives the ERP for the other SDFs. We can observe that, better capturing options
market anomalies requires some slightly higher levels of first-order risk aversion. Importantly,
the average ERP is 6.23% for SDF®?) and 7.00% for SDF®). The average ERP is thus increas-
ing with the order of the SDF.?> Here, it is tempting to interpret the increased average ERP
as induced by the added risk factors. As such, skewness risk adds a modest ERP of 0.77%
while kurtosis risks adds a more substantial 3.1%.

Moving on to higher-order aversion parameters, it is worth stressing that the expected
utility framework implies nonnegative RRAs at all orders.>® Here, we choose to let the op-
tions data reveal the true signs of these parameters. This contrasts with Dittmar (2002a) who
restricted the parameters when fitting returns on industry-sorted portfolios. It is well known
that higher-order RRA parameters have different scales. For example, for a CRRA utility

function, we have, for n > 3,

RRA(™ = nHQ(RRA(?) + 7). (2.13)

§=0
The above formula implies in particular that the RRA’s magnitude grows exponentially with
the SDF’s order. To ease the interpretation, we define some standardized RRAs that are ob-
tained by inverting the CRRA relationship (2.13) at each order.?” This normalization allows
to have all the RRA parameters on the same scale. In the sequel, we refer to these normalized

values as being the RRAs. Note that this transformation is such that RRA(™=RRA?) when

35 A sequential maximum likelihood will imply here a constant ERP at all orders, which is less attractive.

361f the investors have a negative preference for even moments and a positive preference for odd ones (as
shown by Scott and Horvath (1980)), then the RRAs, which are normalized versions of the absolute aversion
parameters, should be positive.

3"When the estimated RRA is negative, we set the standardized RRA as the negative of the standardized
RRA of the negative of the initial estimate, to preserve the signs of the estimate. This normalization is similar
to the inversion that allows to compute Black and Scholes implied volatilities from observed option prices.
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the true pricing kernel is CRRA. This gives a visual test of the CRRA assumption

To evaluate the robustness of the estimates, we report in Table 2.10 the correlations be-
tween the RRA parameters estimated using different SDFs. The observation (n,m) of this
table gives the correlation between RRA(™ estimated using SDF(™ and the same RRA(™
estimated using SDF(™). It appears that the RRA®) inferred from SDF®) is at least 65%
correlated with any version of it estimated from higher-order SDFs. This figure is even higher
for SDF® at 86%. This correlation is less than 35% for RRA® and 25% for RRA®). This
demonstrates that the aversion to skewness and kurtosis are strongly stable when other risk
factors are added to the pricing kernel. Figure 2.7 (respectively Figure 2.10) show the RRA®),
RRA®) and RRA® implied by SDF® (respectively SDF(®)). The dynamics of RRA® in-
ferred from SDF®*) becomes more stable at higher orders.

In Panel A of Table 2.5, we report some descriptive statistics for the RRA parameters
implied by SDF*). The skewness aversion parameter RRA(®) takes on positive values in 98%
of the weeks compared to 92% for RRA®. As a result, all the parameters display some
positive averages. These statistics are rather satisfactory given that the parameters are freely
estimated without any positivity restriction. We also note that the estimates are fairly stable
across time. This contrasts with the usual noisy risk premium estimates yield by the Fama-
MacBeth regressions. RRA®) appears to be the most stable time-series as it has the lowest
coefficient of variation.?® All the three RRA parameters appears to be persistent. A simple
regression of each RRA on its lagged value yields an adjusted R? of 40% for RRA(?), 55% for
RRA®) and 63% for RRA™. The relative aversion to skewness and kurtosis risks seem to
have decreased over time from their very high levels observed at the beginning of the sample
during the dot-com bubble.

Panel A of Table 2.6 reports the correlations between the RRA parameters implied by
SDF®). The skewness and the kurtosis aversion parameters tend to move together as evi-
denced by the positive correlation of 88% between their times-series. Both parameters are
negatively correlated with RRA®). Indeed, RRA® has a significantly -0.19 correlation with
RRA® while the correlation of RRA® with RRA®) is -0.14. This establishes a qualitative
distinction with the CRRA utility. The risk aversion parameters do not move in tandem as

we use to believe in the CRRA world. This evidence is further corroborated by the correla-

38We define the coefficient of variation as the ration between the standard deviation and the absolute values
of the average. This statistics is useful when comparing the randomness of variable of different scales
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tion between the RRA parameters and the market volatility. RRA(?) is negatively correlated
with the market volatility while RRA®) and RRA® are positively correlated with the latter.
To further confirm this evidence, we regress each RRA parameter on its lagged value and
the market volatility.?” The results, which are reported in Panel A of Table 2.7, show that
RRA® load negatively on the market volatility while RRA®) and RRA™® load positively on
the market volatility. This implies that the aversion to variance risk is low in high volatility
periods while aversion to skewness and kurtosis are high during these episodes. Since the
market volatility is a countercyclical variable (see Schwert (1989)), we conclude that RRA(?)
is procyclical while RRA®) and RRA® are countercyclical. Given that the risk aversion
is expected to be a countercyclical variable, our results tend to suggest that skewness and
kurtosis aversions are better proxies for the aggregate risk aversion than the first-order risk
aversion. In Table 2.11, we run a similar regression using the RRA(?) implied by the CRRA
utility function. The result shows that the first-order risk aversion is also procyclical in the
CRRA world. This result is in line with Bliss and Panigirtzoglou (2004) who uncover the
same evidence and hypothesize that the results may be driven by the absence of high risk
averse investors during periods of high market volatility.

The RRA®) implied by SDF(®) appears to be well-behaved as it has the expected positive
sign in 80% of weeks. However, the time-series substantially changes with the addition of
the hyperkurtosis risk. Indeed, with a PK that incorporates hyperkurtosis risk, the RRA(®)
times-series take on a positive sign in only 44% of the weeks.

The RRA) time-series is notoriously negative, having positive values in only 26% of the
weeks. This sizeable deviation of the sign of the hyperkurtosis aversion from the expected
sign doesn’t ease the interpretation of the aversion to this risk. As it appears on Figure 2.11,
both RRA®) and RRA®) time-series are noisier than that of the first three RRAs. As a
result, even though SDF®) outperforms SDF*) both in-sample and out-of-sample, it is more

reasonable to adopt the latter as the most valid pricing kernel.

2.4.6 Risk Premium Implications

In this section, we investigate the moments risk premium implications of the aversion to

the different higher-order moments. Our objective is to learn about the relationship between

39Regressing the RRAs on their lagged values allow to alleviate the effect of autocorrelation in the residuals.
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risk aversion and moment risk premium. Importantly, we want to answer the following ques-
tion: what can we learn about risk aversion by simply observing the moments risks premium?

Before tackling this question, we want to formally define the moments risk premium. The
first moment risk premium or RPW simply refers to the equity risk premium whose behaviour
has been analyzed in Section 2.4.5. For the higher-orders moments, we define a multiplicative
risk premium as the ratio of risk-neutral centred moment and its physical counterpart powered

by the inverse of the moment order, that is, for n > 1:

E® ((Ror — E2Rr)) ")) "

RP(™ = -
EF ((Ri—1 — EF(Ri—7))")

Note that the multiplicative moments risk premium are suitably normalized to make them
comparable. In the Appendix, we prove that our models deliver closed-form risk neutral mo-
ments which eases the calculation of the premium.’’ Table 2.8 reports the sample averages
of the one-month ahead moments premium for different pricing kernels. In parentheses below
each average premium, we report the Newey-West (1987) t-stat for testing the hypothesis Hy:
“E(RP™M)=0” for the first order moment and Hy: “E(RP()=1” for higher-order moments.

As it can be seen from this table, the null hypothesis Hy is rejected for all the orders and
all the pricing kernels implying the existence of some premium in each moment risks. Here,
we observe that RP(™ is greater than one on average for any n > 1 and any pricing kernel.
This result implies that moments risk are intensified under the risk neutral moments. Odd
moments such are the skewness and the hyperskewness and more negative under Q while even
moments such as variance, kurtosis and hyperkurtosis are more positive under Q compared
to the physical P measure.

Table 2.8 suggests a striking evidence according to which a simple pricing kernel such
SDF®), in which only variance risk is priced, can generate high-order moments risk premium
up to the sixth order. This evidence implies, in particular that, inferring information on risk
aversion from a single higher-order moment may be misleading. Subsequently, each higher-
order RP™ increases as we add some new factors to the pricing kernel. Indeed, adding

skewness and kurtosis to the pricing kernel contribute to significantly increase the RP™ and

49This was to be expected since we have closed-form option pricing. We prove that risk-neutral moments
are functions of physical moments and risk aversion parameters.
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thus increase the divergence of Q moments from the P moments. The results from Table
2.8 also suggest that hyperskewness and hyperkurtosis have marginal contributions to RP™.
This last evidence is firstly consistent with our previous result (see Section 2.4.3) that these
two risks capture a rather small variation in options prices and secondly in line with the fact
that the signs of their corresponding RRA parameters are subject to major deviations from
the expected theory predictions (see Section 2.4.5).

Broadly speaking, our results are consistent with Bakshi and Madan (2006) who theoreti-
cally shows that the departure between risk-neutral and physical index volatility is connected
to the higher-order physical return moments and the parameters of the pricing kernel process.
Their theory predicts a positive volatility spreads when investors are risk averse, and when
the physical index distribution is negatively skewed and leptokurtic. Empirically, we complete
their investigation by looking at the relationship between higher-order risk aversion and their
moments risk premium.

Now focusing on the premium implied by SDF®), Panel A of Table 2.9 reports the corre-
lation between the estimated RP(™ on one side, and their correlations with market volatility
on the other side. It appears that RP(), RP®), and RP™® are strongly positively correlated,
and also co-move with the market volatility. Indeed, the correlation between these three RP’s
is at least 93%. This results contrasts with the negative correlation that we documented
between RRA®) and RRA®) (RRA™) and reinforces our claim that risk aversion should not
be directly inferred from single moments risk premium.

Now comparing with the parametric pricing kernels, Table 2.8 additionally shows that
the two benchmarks CRRA and BCHJ are also quite successful at capturing risk premium at
the different orders. Panel B of Table 2.9 shows that the correlation between RP(2), RP®),
and RP™ are even stronger that the ones reported for SDF®) . In particular, RP®) and RP®
are perfectly correlated (correlation=1). However, we note that the BCHJ implied premium
are only barely correlated with the market volatility in contrast with what we observe for
SDF®. Figures 2.12 and 2.13 plot the RP(™ time-series for the first six orders for both the
BCHJ and the SDF® pricing kernels. As evident from these figures, the BCHJ SDF implies
systematically a higher premium than the SDF*) for all the moments orders.*’ This might

be the underlying reason of the underperformance of the BCHJ utility compared to SDF(*)

“IThe volatility premium parameter in the BCHJ pricing kernel is estimated dynamically each week.
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and the CRRA when pricing call options. To further develop this point, note that, the nor-
malized volatility risk premium is 1.24 for the BCHJ against 1.09 for SDF*on average.’?
This observation demonstrates that it is possible to successfully match option prices without

excessively inflating the volatility under the risk neutral measure. %3

2.4.7 The Shape of the Pricing Kernel

In this section, we study the implications of our pricing results for the shape of the pricing
kernel.

In Figure 2.14, we plot the one-month ahead SDFs on three specific weeks.** The top
left (right) figure displays the shape of the SDFs for the week in which the VIX is at its 25%
quartile (50%). The bottom left figure graphs the SDFs on the week in which the VIX is at its
75% quartile. On each graph, the blue line depicts SDF?) as a function of future index price
expressed in terms of returns standard deviations. The red line provides the same information
for SDF®)| the green line plots SDF®) and the black line graphs SDF®).

As evident from these figures, the SDF(®)’s representation is almost confounded with that
of SDF®. This observation is consistent with our early evidence that SDF(®) improves the
options fit by only 1%, on average, both in-sample and one-week ahead out-of-sample.

As it was to be expected, SDF?) is linear function of the wealth. SDF®) and SDF*) seem
to be non-monotonic as evidenced by their sharp increase in the high positive returns domain.
This non-monotonic features appears to be less pronounced on a low-volatility day. It also
appears that SDF® is less non-monotonic compared to SDF®). Indeed, a representative

agent endowed with SDF*) seems to have higher marginal utilities in low returns states and

421t is interesting to compare our average of the BCHJ volatility risk premium 1.24 to the full sample estimate
1.124 reported by Christoffersen, Heston, and Jacobs (2013)(see Table 4 on page 1989). We hypothesize that
this non-negligeable difference might be driven by the difference in our samples. Our sample is far bigger than
the ones used in Christoffersen, Heston, and Jacobs (2013)and BCHJ and it has relatively more put options.

431t is worth emphasizing that our SDFs are maturity-independent. Bliss and Panigirtzoglou (2004) found
that the classical Arrow-Pratt measure of relative risk aversion RRA®) exhibits some maturity-dependent
features. Our framework can be easily extended to incorporate this maturity-dependent feature. Additionally,
based on the usual projection argument, we also hypothesize that a maturity-dependent SDF™* will certainly
out-perform the BCHJ pricing kernel. In this paper, we do not pursue this estimation since the theoretical
motivation for the maturity-dependent RRA parameters is still not well-understood. Maturity-dependent risk
aversion parameters suggest some sort of segmentation of the options markets across horizons which is not
always compatible with our maintained assumption of a representative agent in the economy.

44The estimated-SDFs are maturity-independent. The maturity level is only used to convert the wealth level
into standard deviations returns.
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relatively less marginal utilities in high returns states.’

Overall, these results confirm the finding of Christoffersen, Heston, and Jacobs (2013) and
BCHJ according to which a non-linear SDF is needed to capture the options prices anomalies.
Here, we complement their finding by documenting how the shape of SDF is affected by the

priced kurtosis risk.

2.4.8 Robustness Analysis

A real challenge for the estimation of the RRAs lies in the fact that the asset pricing
factors in which we are interested in are powers of the market returns and are thus expected
to be “highly correlated”. In table 2.2, we report the correlations between the normalized
physical moments of the market returns. The table shows that the correlation between the
moments Ma, M3, My, M5, and Mg is at least 82% confirming that the risk factors are indeed
“highly correlated”. As it is well known, a high correlation between asset pricing factors can
raise some identification issues. In this paper, we argue that the use of options allows us to
alleviate this identification issue. In fact, option prices are highly nonlinear functions of the
factors and as such using options presents a better alternative to using stocks returns.

To confirm this intuition, we implement a Monte Carlo exercise whose results are reported
in Table 2.12. For one hundred randomly chosen weeks, we generate synthetic option prices
using some known pricing kernels reported in the table’s rows. CRRA( is the CRRA pricing
kernel truncated at order n using the standard Taylor expansion. Recall that the RRAs of
the CRRA pricing kernel are functions of the RRA(?) which we calibrate using the data-based
weekly estimates of the CRRA risk aversion parameter RRA®). SDF( is the estimated
nonparametric pricing kernel of order n whose parameters are calibrated using the weekly
estimates of the RRAs. Once the synthetic options prices are generated, we use our estimation
methodology to recover the true parameters. The first column of the table provides the average
pricing errors measured by the RIVRMSE. The remaining columns report the average of the
absolute relative errors on the RRAs (Panel A) and the median of the absolute relative errors
on the RRAs (Panel B). It clearly appears that the options pricing errors are small which

provides an evidence that the true prices are perfectly matched. As a direct implication, the

45Gince the average of the SDF is the same for all SDFs, this is was to be expected. Higher values in the left
tail of the SDFs will be certainly associated with lower values in the right-tail.
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parameters estimates have relatively small errors as measured by the median errors. The
RRA®) and RRA®) parameters have a few outliers that slightly inflate the average errors.

Overall, we conclude that the Monte Carlo results are satisfactory for all the pricing kernels.

2.5 Conclusion

In this paper, we embed the higher-order risks in an option pricing framework and ana-
lyze how the different moments risks contribute to fitting the index option prices. We use a
methodology that allows us to accurately pin down the dynamics of the risk aversion param-
eters. Our results indicate that SDF®) is a fairly good approximation of the true SDF, as
evidenced by how well it fits options prices. When compared with the BCHJ pricing kernel,
which is perhaps the “most successful pricing kernel" in the discrete time literature, we find
that both pricing kernel are virtually undistinguishable in terms of options fit.

We also study the higher-order risks beyond the kurtosis such as hyperskewness and hy-
perkurstosis risks which are valued by a CRRA investor. Empirically, we find that together
hyperskewness and hyperkurtosis have a rather small contribution to asset pricing and the
estimates of the aversion parameters exhibit substantial deviations from the expected utility
theory predictions. Our analysis also reveals that the CRRA pricing kernel is not supported
by the options data partially because the variance, skewness and kurtosis risks aversion pa-
rameters do not move in tandem as implied by the CRRA utility. Indeed, while skewness
and kurtosis risks aversion parameters strongly co-move, the aversion to variance parameter

seems to be negatively correlated to the latter.
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Figure 2.1: Returns Log-likelihood as a function of the Equity Risk Premium Parameter A
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This figure depicts the returns log-likelihood as a function of the equity risk premium (ERP) parameter .
The values of A correspond to 300 points uniformly spaced of the range [-3,3]. Next, for each value of X, we
maximize the log-likelihood over the remaining physical parameters. By doing so, we assume that the returns
are generated by the Component IG-GARCH(1,1) model. The red starred point shows the global maximum of
the log-likelihood function and the red squared point is obtained when the A parameter is calibrated using the
value log(E(rf))) / Var(r{), where r{ are the excess returns. This calibrated value is such that the convexity-
adjusted ERP equals the average excess returns. In particular, this calibrated A implies an annualized ERP
of 3.91% . The two dotted horizontal lines form the 1% confidence interval around the global maximum. The
two dotted vertical lines show the range of \’s that are not rejected at a 1%confidence level by the likelihood
ratio test. The lower (resp upper) bound of this range implies an ERP of -4.11% (resp 5.00%) on an annual
basis.
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Figure 2.2: Time-series of Short-run and Long-run Volatilities

Short-Run Volatility (h)
[ [ [ [ [

0.5

0.3 _

0.2 i

0 \ \ \ \ \ \ \
1 12 13 14 15 16 17 18

| | | | | | | |
96 97 98 99 00 01 02 03 04 05 06 07 08 09 10 1
Week

Long-Run Volatility (q)
0.4 T \ \

0.35 |- _

0.25 |- n

0.1 r

\ \ \ \
1 12 13 14 15 16 17 18

0.05 | | | | | | | | | | | |
96 97 98 99 00 01 02 03 04 05 06 07 08 09 10 1
Week

The top (resp. bottom) panel of this figure shows the dynamics of the short-run (resp. long-run) volatility

factor implied by the Component IG-GARCH(1,1) physical model. The two volatility factors are filtered
using the returns-based maximum likelihood estimates. The ERP parameter A is calibrated such that the
convexity-adjusted model-based ERP equal the average excess returns, that is A = log(E(r7))) / Var(r{), where
ri.

106



Figure 2.3: In-sample Likelihood Ratio Test for the Statistical Significance of the RRA
parameters

100

90 -

80 -

70 -

60 -

50 -

40 -

Fraction of Weeks (%)

30 -

20 -

10 [~

SDF Order

Using the in-sample results, we implement the Likelihood Ratio (LR) test of the following two hypotheses:
“H' : SDF™ does not over-perform SDF"~Y in terms of options fit" and “Hg™ : SDF™ does not over-
perform SDF(™2) in terms of options fit". The purple bars reports the fraction of wecks for which Hg’l is
rejected at the 1% confidence level and the lighted blue bars depicts the same information for Hg’z. The
dotted horizontal line refers to the 1% level. Here, we interpret a rejection of Hg’l as the statistical significance
of the the RRA™ implied by SDF™ . Similarly, a rejection of HS’Q can be interpreted as a joint statistical
significance of RRA™ and RRA™~Y implied by SDF(™. The sample covers the period 1996-2017 and contains
1158 weeks.
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Figure 2.4: Option RIVMSE as a function of the ERP parameter A
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This figure graphs the options root mean square of the relative implied volatility (RIVRMSE) as a function of

the ERP parameter \ for one typical week in our sample. For this illustration, we use the week for which the
value of the volatility index VIX is the closest to its first quartile. In our sample, this week runs from September
20, 2004 to September 24, 2004. For the values of A, we use 250 uniformly spaced points between -10 and 10.
Options are priced assuming SDF4 is the “true” pricing kernel. For each value of A\, we maximize the options
log-likelihood over the SDF4 parameters. The dotted vertical black line shows the A value that minimizes the
RIVRMSE and the dotted horizontal black line shows the corresponding RIVRMSE. This optimal A implied
a conditional ERP of 7.54%.
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Figure 2.5: In-sample Goodness of Fit by Maturity
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We report the in-sample RIVRMSE results by maturity buckets. For each plot, the n'" (2 < n <10) bar
provides the RIVRMSE whenSDF (™) is used as pricing kernel. The top left figure gives the RIVRMSE for the
full dataset of options. The top right figure provides the RIVRMSE for short-maturity options. The bottom
left graph gives the RIVRMSE for medium-maturity options and the last graph provides the same information
for long-maturity options. Short-term options have between 6 and 45 days to maturity (DTM), and long-term
options have between 92 and 365 DTM. We estimate the RRA parameters using options data from 1996 to
2017 on a weekly basis.
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Figure 2.6: In-sample Goodness of Fit by Moneyness
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We report the in-sample RIVRMSE results by moneyness buckets. For each plot, the nt" (2 <4 < 10) bar
provides the RIVRMSE when SDF™ is used as pricing kernel. The top left figure gives the RIVRMSE for
the full dataset of options. The top right figure provides the RIVRMSE for Out-of-money (OTM) puts. The
bottom left graph gives the RIVRMSE for At-the-money (ATM) options and the last graph provides the same
information for OTM calls. Following Israelov and Kelly (2017), we measure the moneyness using the proxy
log (K/S)/ (VIX\/ DTM ), where VIX is the CBOE VIX index. OTM puts are options with moneyness less
than -1, ATM options are those options having their moneyness between -1 and 0 and finally OTM calls have
their moneyness greater than 0.
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Figure 2.7: SDF(*) Risk Aversion Estimates
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This figure depicts the ERP parameter A, RRA®®, RRA® and RRA™ estimated from SDF®). The red (black)
lines show the average of each time-series (zero- level threshold). Each RRA™ parameter is a standardized
version of (—1)"SFU™TY(S,)/U’(S;), where U is the utility function of the representative agent. For a
CRRA utility function, the latter quantity is related to the RRA® by a well known parametric function.
The standardized RRA™ is obtained by applying the reciprocal of this parametric function to the estimated
(—=1)"SpU ™Y (S,)/U’(S;). If the utility is CRRA, then we have RRA ™W=RRA @ for all n. The options
data covers the period from 1996 to 2017 and the risk aversion parameters are estimated on a weekly basis.

The options data covers the period from 1996 to 2017 and the risk aversion parameters are estimated on a
weekly basis.
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Figure 2.8: CRRA Risk Aversion Estimates
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This figure depicts the ERP parameter A\ and RRA® estimated from the CRRA pricing kernel. The red
(black) lines show the average of each time-series (zero- level threshold). The options data covers the period
from 1996 to 2017 and the risk aversion parameters are estimated on a weekly basis.

112



Figure 2.9: SDF® and CRRA Expected Risk Premium
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This figure shows the annualized equity risk premium estimated from the SDF and the CRRA pricing
kernels. The red (black) lines show the average of each time-series (zero- level threshold). The options data
covers the period from 1996 to 2017 and the risk aversion parameters are estimated on a weekly basis.
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Figure 2.10: Relative Risk Aversion Parameters Implied by SDF (6)

This figure presents the relative risk aversion parameters implied by SDF® together with the estimate
of the physical equity risk premium parameter . Each RRA™ parameter is a standardized version of
(—=1)"SpU™tY(S,)/U’(S:), where U is the utility function of the representative agent. For a CRRA util-
ity function, the latter quantity is related to the RRA® by a well known parametric function. The
standardized RRA™ is obtained by applying the reciprocal of this parametric function to the estimated
(—1)"SpU™tY(S,) /U’ (S;). For a CRRA utility, we have RRA™=RRA® for all n. The options data covers
the period from 1996 to 2017 and the risk aversion parameters are estimated on a weekly basis.
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Figure 2.11: SDF() Higher-Order Risk Aversion Estimates
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The top figure presents the time-series of RRA ) estimated from SDF®). The remaining two figures
plots RRA® and RRA © estimated from SDF . Each RRA ™) parameter is a standardized version of
(—1)"SpUtD(S,)/U’(S:), where U is the utility function of the representative agent. The options data
covers the period from 1996 to 2017 and the risk aversion parameters are estimated on a weekly basis.
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Figure 2.12: Moments Risks Premia

This figure presents the time-series of the first three moments premium implied by our nonparametric SDF*)

pricing kernel (purple line) and the benchmark BCHJ pricing kernel (green line). For the first order moment,

the risk premium is simply the annualized standard equity risk premium. For the higher-orders moments, we

define the risk premium as the ratio of risk-neutral centred moment and its physical counterpart powered by
the inverse of the moment order, that is, for n > 1:

RP(™ — (]E@ (Resr —E%(Rur))") ) 1/,1.
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As standard in the literature, we winsorize the moments premium data at the 1% level.
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Figure 2.13: Moments Risks Premia (continued)

This figure presents the time-series of orders 4,5 and 6 moments premium implied by our nonparametric
SDF™® pricing kernel (purple line) and the benchmark BCHJ pricing kernel (green line). For the first order
moment, the risk premium is simply the annualized standard equity risk premium. For the higher-orders
moments, we define the risk premium as the ratio of risk-neutral centered moment and its physical
counterpart powered by the inverse of the moment order, that is, for n > 1:
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As standard in the literature, we winsorize the moments premium data at the 1% level.
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Figure 2.14: One-month Pricing Kernel
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We plot the one-month ahead SDFs on three specific weeks. The top left (right) figure displays the shape
of the SDFs for the week in which the VIX is at its 25% quartile (50%). The bottom left figure graphs the
SDFs on the week in which the VIX is at its 75% quartile. On each graph, the purple line depicts SDF® ag
a function of future index price expressed in terms of returns standard deviations. The blue line provides the

SDFs with VIX at its 50% quartile
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same information for SDF®, the green line plots SDF™ and the black line graphs SDF®.
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Table 2.1: Physical Parameters Estimates

o2 A n an bn,
1.02e-04 1.42e+00  -4.66e-04 2.83e-01 8.82e-01
(1.15e-06)  (3.94e-03)  (5.93e-04)
Ch aq bq Cq LogLike
3.73e-03 4.26e-01 9.91e-01 4.50e-03 4.30e+04
(2.96e-05)  (4.44e-03)  (3.94e-06)  (1.55e-05)

This table reports the MLE estimates of the parameters Component IG-GARCH(1,1) parameters under the
physical measure. The estimation uses returns data from 19620705 to 20171229. Below each parameter,
we report the parameter’s standard error obtained using the outer product of the gradient. The equity risk
premium parameter is calibrated using the sample average of the market returns and the long-run volatility
parameter o2 is calibrated using the sample variance.

Table 2.2: Physical Moments Correlations

This table reports the correlations between the signed physical moments for different orders ranging from two
to ten. As standard in the literature, the moments are computed at the one-month horizon. My is simply the
annualized square root of the variance. For n > 3, the standardized moment M, is defined as:

EF ((Rt—>t+30 — EP(Rt—>t+30)) n)

M, = "
(E]P> (Rt%t+30 - EP(RtaHao))Q)

Mo — M3 My —Ms5 Me — M7 Mg — My Mo

Mo -0.97 -0.85 -0.93 -0.82 -0.85 -0.76 -0.55 -0.13

—Ms3 0.94 0.99 0.92 0.94 0.87 0.64 0.16
M,y 0.98 1.00 1.00 0.98 0.74 0.20

— M5 0.97 0.98 0.93 0.69 0.18
Mg 1.00 0.99 0.75 0.21

— M~ 0.98 0.75 0.21
Mg 0.81 0.27

— My 0.76
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Table 2.3: Options Data Descriptive Statistics

Panel A: By maturity
Short Maturity ~Medium Maturity Long Maturity  All Options

% of Contracts 51.20 29.89 18.91 100.00
Average Implied Vol 0.23 0.24 0.27 0.24
Average Price 6.03 11.10 18.21 9.85
Average Bid-Ask Spread 0.52 0.94 1.27 0.79

Average Volume 869.95 651.33 558.50 745.71

Panel B: By moneyness
OTM Puts ATM Options OTM Calls All Options

% of Contracts 62.91 22.27 14.82 100.00
Average Implied Vol 0.27 0.20 0.16 0.24
Average Price 5.06 23.53 9.63 9.85
Average Bid-Ask Spread 0.59 1.33 0.84 0.79

Average Volume 611.95 1240.03 570.67 745.71

This table reports some descriptive statistics for the options data along the maturity dimension (Panel A) and

moneyness dimension (Panel B). For each maturity /moneyness bucket, we report the percentage of contracts,
the average of the option price, the average of the option implied volatility, the average of the bid-ask spread,
and finally the average volume. Short-term options have between 6 and 45 days to maturity (DTM), and long-
term options have between 91 and 365 DTM. Following Israelovr and Kelly (2017), we define the moneyness
as log (K/S)/ (VIX\/ DTM ), where VIX is the CBOE VIX index. OTM puts are options with moneyness less
than -1, ATM options are those options having their moneyness between -1 and 0 and finally OTM calls have
their moneyness greater than 0. The options sample covers the period 1996-2017.

Table 2.4: Out-Of-Sample Goodness-Of-Fit Assessment

CRRA BCHJ SDF® SDF®  SDF®  SDF® SDF©® SDF(™ SDF® SDF®  SDF™®
Ins 1.43%* 1.04* 2,18  1.18*** 1.00 0.99°*  0.95"**  0.95"**  0.95"**  0.95*** 0.95**

(12.85)  (L.71)  (9.23)  (14.28) (-10.74)  (-13.21)  (-13.77)  (-13.91)  (-13.92)  (-13.99)
Oos 1 1.42°° 101 221" 115" 1.00 0.99*  0.97"F 096" 096  0.96"*  0.96"*"
(859)  (0.34)  (7.12)  (11.03) (-850)  (-7.82)  (-8.91)  (-9.12)  (-8.08)  (-7.14)
Oos_ 2 1.39"* 099 211 112" 1.00 0.99"*  0.98"* 097" 097" 0.97*  0.97""
(10.65)  (-0.48)  (10.32)  (11.63) (-3.31)  (-4.52)  (-4.73)  (-4.97)  (-4.95)  (-3.70)
Oos_3  1.40™* 096  2.03"" 108" 1.00 1.01 1.00 0.99 0.99 0.99 0.98"*
(825)  (-1.21)  (9.87)  (6.03) (0.64) (-0.26)  (-0.34)  (-0.43)  (-0.43)  (-2.37)
Oos_4  1.39* 092  1.98"*  1.04" 1.00 1.01 1.00 0.99 0.99 0.99 0.97*
(5.94)  (-2.15)  (6.98)  (1.85) (0.74) (-0.46)  (-0.81)  (-0.92)  (-0.88)  (-2.12)

This table reports, for different specifications of the SDF, ratios of average root mean square of the relative
errors in the implied volatility domain (RIVRMSE). Following the forecasting literature, we report the average
RIVRMSE of each specification as a ratio with the average RIVRMSE of the baseline specification, SDF® in
our study. In parentheses below each ratio, we report Diebold-Mariano (DM) statistics, based on time-series of
RIVRMSESs, comparing the forecast accuracy of the different specification with that of SDF™. This statistic
accounts for autocorrelation in errors and is normally distributed asymptotically. It is positive (negative)
whenever the SDF® outperforms (underperforms, which never happens) the alternate specification. The n
weeks-horizon out-of-sample results are obtained by pricing week ¢ options using the relative risk aversion
(RRA) parameters estimated for week ¢ — n.
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Table 2.5: Descriptive Statistics for the RRA parameters and the ERP parameter A

Panel A: SDF® Parameters
A RRA® RRA® RRA®W

% of RRA >0 96.55 95.85 98.10 92.23
Min -8.62 -8.49 -5.04 -6.24
25% Percentile 2.57 2.36 4.75 3.35
Average 4.44 4.37 6.98 4.94
75% Percentile 6.48 6.63 8.16 6.69
Max 12.17 12.61 33.31 21.24
Coeflicient Of Variation  0.68 0.74 0.57 0.69

Panel B: SDF(®) Parameters

A RRA®  RRA® RRA®W RRA®

% of RRA >0 96.55 95.85 97.93 91.62 80.83
Min -8.62 -8.49 -6.19 -8.15 -10.27
25% Percentile 2.58 2.36 4.99 3.80 0.00
Average 4.46 4.37 7.16 5.19 1.20
75% Percentile 6.52 6.61 8.35 7.17 2.23
Max 12.17 12.61 32.47 22.82 9.20
Coefficient Of Variation  0.68 0.74 0.57 0.75 2.05

Panel C: SDF®) Parameters

A RRA®  RRA® RRA®W RRA® RRA®

% of RRA >0 96.55 95.77 97.75 91.11 44.39 26.08
Min -8.63 -8.49 -7.31 -9.18 -15.52 -14.93
25% Percentile 2.67 2.36 5.32 3.94 -6.05 -6.51
Average 4.49 4.38 7.80 5.63 -1.81 -2.92
75% Percentile 6.52 6.61 9.60 8.17 0.86 0.00
Max 12.17 12.61 35.54 22.94 10.66 10.11
Coeflicient Of Variation  0.67 0.73 0.59 0.77 2.64 1.43

This table presents some descriptive statistics for the RRA parameters and the ERP parameter A . The
statistics include the percentage of positive values, the minimum value, the first quartile, the mean, the third
quartile, the maximum value, and finally the coefficient of variation defined as the standard deviation divided
by the absolute value of the mean. The RRA parameters are first suitable normalized following the procedure
outlined in the main text. Panel A (Panel B, Panel C) reports the results for SDF® (SDF®) and SDF®))
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Table 2.6: Correlations between RRA parameters and volatility factors

RRA®)
RRAM™

A

vV 252 % ht
/252 % qr

RRA®)
RRAW
RRA®)

vV 252 % ht
RV4 252 % qt

RRA®)
RRA®
RRA®)
RRA®

A

vV 252 % ]’Lt
V252 * gt

Panel A: SDF® Parameters

RRA® RRA® RRA® A V252% hy /252 % qq
-0.19
-0.14 0.88
0.99 -0.08 -0.04
-0.44 0.18 0.26 -0.45
-0.45 0.17 0.26 -0.46 0.97

Panel B: SDF®) Parameters

RRA® RRA® RRA® RRA® A V2525 hy /252 % qq
-0.18
-0.08 0.84
-0.05 -0.03 0.23
0.99 -0.07 0.02 -0.07
-0.44 0.16 0.21 -0.09 -0.45
-0.45 0.15 0.21 -0.10 -0.46 0.97

Panel C: SDF(®) Parameters

RRA® RRA® RRA® RRA®  RRA® A V252 % hy
-0.23
-0.11 0.86
0.19 -0.47 -0.44
0.39 -0.61 -0.62 0.78
0.99 -0.11 -0.00 0.15 0.34
-0.43 0.25 0.28 -0.33 -0.35 -0.44
-0.44 0.24 0.28 -0.34 -0.35 -0.45 0.97

This table presents the correlations between the RRA parameters implied by SDF(® (Panel A), SDE® (Panel
B), and SDF® (Panel C). The correlations between these parameters and the two volatility factors are also
provided. The RRA parameters are first suitable normalized following the procedure outlined in the main text.
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Table 2.7: Determinants of RRA parameters

Panel A: SDF® Parameters

A RRA®  RRA®  RRA®W

Intercept 4.85*** 4.93*** 0.95™** 0.16
(7.95) (8.31) (3.40) (0.71)
AR(1) 0.50™** 0.52*** 0.70™** 0.75***
(9.93) (10.98)  (18.93)  (28.79)
/252 x q¢ -17.37***  -18.55"** 8.09™** 7.417%*
(-6.92) (-7.27) (3.47) (4.70)

V252 % hy — /252 % q¢ -10.33** -9.92* 8.76 4.30
(-2.01) (-1.85) (1.32) (0.96)
ADS -0.43™** -0.53™** 0.61™** 0.45***
(-5.14) (-5.60) (4.30) (4.75)

Adjusted R? 0.44 0.45 0.56 0.64

Adjusted R* with AR(1) only 0.39 0.40 0.55 0.63

Panel B: SDF®) Parameters

A RRA®  RRA® RRA®  RRA®
Intercept 4.82*** 4.93*** 1.06™** 0.17 1.44™**
(8.10) (8.41) (3.35) (0.51) (3.35)
AR(1) 0.51*** 0.52*** 0.69*** 0.66™** 0.28"**
(10.61) (11.40) (18.34) (21.33) (6.26)

V252 % q¢ -17.26***  -18.54***  8.17"**  10.76™** -3.52
(-6.99) (-7.31) (3.38) (5.13) (-1.57)

V252 % hy — /252 % q¢ -10.04* -9.52* 7.53 1.51 3.69
(-1.95) (-1.78) (1.10) (0.27) (0.76)

ADS -0.43*** -0.53"** 0.65*** 0.66™** 0.05
(-5.23) (-5.61) (4.37) (5.57) (0.52)

Adjusted R? 0.44 0.45 0.55 0.52 0.09

Adjusted R? without controls 0.39 0.40 0.54 0.51 0.08

Panel C: SDF(®) Parameters

A RRA®  RRA® RRA®  RRA®
Intercept 4.76*** 4.87** 0.77* -0.18 3.57"
(8.08) (8.39) (2.26) (-0.46) (5.94)
AR(1) 0.51%** 0.52***  0.68***  0.66™*  0.36"*"
(10.61) (11.47)  (18.70)  (21.92)  (10.09)
V252 % qp 21673 1818 12.25" 1429 -31.16™**
(-6.89) (-7.24) (4.20) (5.75) (-7.93)
V252 % hy — /252 * ¢ -9.90" -9.35* 14.19* 4.18 -5.82
(-1.92) (-1.74) (1.91) (0.69) (-0.62)
ADS -0.417%  -0.53%F  0.81%FF  0.78*  -1.11%**
(-5.10) (-5.58) (4.95) (5.50) (-5.10)
Adjusted R? 0.43 0.45 0.56 0.54 0.28
Adjusted R? without with AR(1) 0.38 0.40 0.54 0.52 0.22

RRA®
2.20%**
(4.80)
0.44***
(12.71)

-25.68***

(-8.29)
-12.47"
(-1.76)
1.14%
(-6.60)
0.37
0.32

We regress each RRA parameter on its lagged value, the annualized long-run volatility /252 * ¢, the differ-
ence between the short-run and the long-run volatilitips, /252 * hi-1/252 * ¢, and finally the ADS business
cycle indicator. Panel A (Panel B, Panel C) shows the outputs of this regression for SDF¥) (SDF®, SDF®)
parameters. HAC corrected t-stats are presented in parenthesis below each estimate. The RRA parameters
are first suitable normalized following the procedure outlined in the main text.




Table 2.8: Average moments risk premium

This table reports the sample averages of the one-month ahead moments premium for different pricing
kernels. RP™ is the standard equity risk premium, that is the difference between the expected returns and
the risk free rate. For n > 1, we define a multiplicative risk premium as the ratio of risk-neutral centred
moment and its physical counterpart powered by the inverse of the moment order, that is, for n > 1:

o (Bl B
RPY™ = .
EF ((Ri»7 — EF(Ris7))™)
In parentheses below each average premium, we report the Newey-West (1987) t-stat for testing the
hypothesis Ho: “E(RP(™)=0" for the first order moment and Ho: “E(RP™)=1" for higher-order moments.
We winsorize the moments premium data at the 1% level.

CRRA BCHJ SDF®  SDF® SDF® SDF® SDF®

Equity Risk 10.53%  10.12°*  6.23"**  7.00"*  10.12"*  10.19"**  10.38"**
(1517)  (20.10)  (12.14)  (15.98)  (21.12)  (21.08)  (20.48)
Variance Risk LOo4™*  1.24"* 101"  1.05™*  1.09"**  1.09"*  1.10"**
(23.66)  (23.66)  (10.09)  (13.69)  (14.39)  (14.11)  (13.82)
Skewness Risk 1L06™*  1.28"**  1.02*  1.06™*  1.12"**  1.12"%  1.13"*
(22.59)  (23.85)  (8.16)  (13.35)  (14.05)  (13.81)  (13.86)
Kurtosis Risk L04™*  1.24"* 101 1.04™  1.08"*  1.08"*  1.09"**

(22.77)  (23.75)  (9.26)  (14.18)  (15.08)  (14.75)  (14.90)
HyperSkewness Risk ~ 1.05™*  1.26™*  1.01"**  1.05"**  1.09"*  1.09"**  1.10***

(23.47)  (23.89)  (8.00)  (14.30)  (14.99)  (14.57)  (15.31)
HyperKurtosis Risk 1.00 1.247%  1.01***  1.04™*  1.08"*  1.08"* 1.01

(0.08) (23.94)  (853)  (14.29)  (15.59)  (14.64) (0.72)
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Table 2.9: Moments risk premium correlations

This table reports the correlations between the one-month ahead moments premium for different pricing
kernels. For the higher-orders moments, we define a multiplicative risk premium as the ratio of risk-neutral
centred moment and its physical counterpart powered by the inverse of the moment order, that is, for n > 1:

EQ ((Rt_q* — EQ(Rt_;T))n) v
) _
T ( B (Rt —ERor)) )

Panel A: SDF™® implied RPs

RPY RP® RP® RPY® RP® RpP®

Rp(l)

RP® 0.11

RP® 0.03 0.93

RPW 0.10 0.99 0.94
RP® 0.06 0.94 0.97 0.96

RP® 0.08 0.97 0.94 0.99 0.96
V252% h: 0.47 040 028  0.35  0.29  0.30

Panel B: BCHJ implied RPs

RP®  RP®  RP®  RP®W RP®  Rp®

Rp(l)

RP® 0.23

RP®) 0.28 0.90

RPW 0.22 1.00 0.90
RP® 0.26 0.95 0.98 0.95

RP® 0.22 1.00 0.90 1.00 0.95
V252 % h, 0.48  0.06 0.12 0.04 0.10  0.02
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Table 2.10: RRA parameters correlations across the SDF orders

Panel A: RRA® correlations

RRA® from SDF®  RRA® from SDF®  RRA® from SDF®
RRA®  0.35 0.30 0.30 0.30

Panel B: RRA®) correlations

RRA® from SDF®™  RRA® from SDF®  RRA® from SDF®
RRA® 0.70 0.68 0.65

Panel C: RRA™ correlations

RRA® from SDF®  RRA® from SDF®
RRA® 0.87 0.86

Panel D: RRA® correlations

RRA® from SDF®
RRA® 0.25

This table reports the correlations between the RRA parameters estimated using different SDFs. The observa-
tion (n,m) of this table gives the correlation between RRA™ estimated using SDF(™ and the same RRA™
estimated using SDF(™.

Table 2.11: Determinants of RRA®?) implied by the CRRA utility

Intercept 1.697** 3.217 3.02"F 3.36™""
(15.47)  (13.44) (12.14) (11.75)
AR(1) 0.54*** 047 0.47*** 0.46***
(20.28)  (15.48) (15.36) (15.44)
V252 % q; S7.917%% 6.89FF  -9.07***
(-8.44) (-6.90) (-6.80)
V252 % hy — /252 * q; -7.90** -7.57%*
(-2.45) (-2.32)
ADS -0.21***
(-2.90)

Adjusted R? 0.29 0.33 0.33 0.33

We regress each the CRRA-implied RRA® on its lagged value, the annualized long-run volatility /252 * gz,
the difference between the short-run and the long-run volatilities, /252 * h-1/252 * ¢;, and finally the ADS
business cycle indicator. HAC corrected t-stats are presented in parenthesis below each estimate.
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Table 2.12: Monte Carlo Results Summary

Panel A: Average Relative Absolute Error

Avg. RIVMSE RRA®  RRA®  RRA®W  RRA®  RRAW®

CRRA® 0.03329 0.00301  0.10066  0.33488

CRRA® 0.00328 0.00376  0.07465  0.07920  0.08735

CRRA® 0.00130 0.00096  0.02251  0.03650  0.04699  0.09508
SDF® 0.00013 0.00000  0.00001  0.00003

SDF®) 0.00426 0.00696  0.02206  0.03128  0.24021

SDF(® 0.00316 0.00806  0.02062  0.03851  0.25929  0.10093

Panel B: Median Relative Absolute Error

RRA®  RRA®  RRA® RRA® RRA®

CRRA® 0.03329 0.00000  0.00000  0.00000

CRRA® 0.00328 0.00000  0.00000  0.00000  0.00000

CRRA® 0.00130 0.00050  0.01434  0.02337  0.01702  0.04421
SDF® 0.00013 0.00000  0.00000  0.00000

SDF®) 0.00426 0.00000  0.00001  0.00001  0.00032

SDF(® 0.00316 0.00003  0.00009  0.00014  0.00824  0.00375

To assess the robustness of our estimation procedure, we implement a Monte Carlo exercice whose results are
reported in this table. For one hundred randomly chosen weeks, we generate synthetic option prices using
some known pricing kernels reported in the table’s rows. CRRA(™ is the CRRA pricing kernel truncated at
order n using the standard Taylor expansion. Recall that the RRAs of the CRRA pricing kernel are functions
of the RRA® which we calibrate using the data-based weekly estimates of the CRRA risk aversion parameter
RRA® . SDF™ is the estimated nonparametric pricing kernel of order n whose parameters are calibrated using
the weekly estimates of the RRAs. Once the synthetic options prices are generated, we use our estimation
methodology to recover the true parameters. The first column of the table provides the average pricing errors
measured by the RIVRMSE. The remaining columns report the average of the absolute relative errors on the
RRAs (Panel A) and the median of the absolute relative errors on the RRAs (Panel B).
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Appendix for Chapter 2 (B)

B APPENDIX

B.1 Option Valuation using E; [SDF;I“T) Xr

We depart from the standard risk-neutral valuation approach, which determines an option’s price
based on the Q-distribution of its payoff. Here, we untangle the two ingredients of this risk-neutral
distribution. The first is the SDF and the second is the physical distribution of the payoff. First, note

that equation (2.6) is equivalent to

k ()
k r) RRA .
SDF:EJ)" = Z ’%(',t),T Sj,tl (St — Syt

t

j=1
assuming, for convenience, that RRAM =1.
Consider a call option with a strike price K that matures at time 7. Using equation (2.1), the

price of the call option can be expressed as

Call, (T, K) = E? [SDF,E’“T)(ST - K)ﬂ (A1)
RRAY -
= jkt)T 57 Ef [(ST— 5.1 (Sr — K)*]. (A.2)

Furthermore, we have
j—1
By [(Sr— S~ (Sr— K)Y)] = Z(_w-l—qc;-l(st)ﬂ—l—qza(s;(sT - K)1{ST2K})7

q=0

where 174 is an indicator function that equals 1 when the condition A is met and 0 elsewhere. The
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latter expectation is simply

oo

]E(S%(ST - K)I{STZK}) N /1 (K) e®(e” — K)p(z)dz.

where p(x) is the density of In(St). Hence, it follows that the call price can be computed in semi-closed

form using the following identity

L _ 1, 1/ 1 e" ) f(ig + q)
/m(K)e p(x)dx_f(q)[2+7f 0 f(Q)Rel i

dqs] , (A.3)
as long as the log-price’s moment generating function f is known in closed-form.

B.2 Rewriting the Maximization Problem Constraints

Consider the k*'-order approximation to the SDF. Equation (2.3) becomes

1=E} {SDFQC} (1+ Rt,T)} (A.4)
1 - (k) ()
— J J
=TT & +j:1 Ky p RRAY By [Rt T} . (A.5)

where Ry = (1— By)/By is the return on the risk-free bond B, RRAE = 1 for convenience, and ,%; t)T

is given by
(k) w; . (=171
Kivr = . with Wi = — , j=1,...k
M4 Ry (S wiRRAE, [RIF ) (-1
(A.6)
The Euler equation can then be rewritten as:
Si_y wy RRAD By (R |
Ry = — — (A7)
Sh w;RRAYE, R)T]
= Rpo | D wyRRAPE, [RIZ)] | =3 w;RRAP B, Rl | (A.8)
j=1 j=1
k
= 0=Rp [ > w;RRAPE, [Ri7] Z w; RRAP By R ;| (A.9)
J 1 ]—1
k— . .
— X €] J—1
s 0= Zj:1 w;RRAY (Rp B [Ri7] - B0 (Rl ])
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+w RRA{M (Ry. B[R] — Bi [REg)) (A.10)

or equivalently

k—
o S (s ] w )
N CR T EA T
Hence, the maximization problem becomes:
max )LOptions ()\, RRA§2), cee RRAgk)) s.t.  Equations (A.6) and (A.11). (A.12)

A RRA . RRA

B.3 The Returns’ Model in BCHJ’s Notation

Babaoglu, Christoffersen, Heston, and Jacobs (2018, hereafter BCHJ) specify their model as

follows:

re =Tp + phy + 0y, (A.13)
hy = w+ brhi—1 + bahy—o + c1ys—1 + CaYi—2 + a1h?_1 /yi—1 + azhi_o/yi—a. (A.14)

We here demonstrate that this formulation is observationally equivalent to the one in equations (2.8),
(2.9) and (2.10). First, remark that the n parameter is the same in both formulation and is identified
by the conditional skewness of the innovations (in particular, the negative skewness observed in the

data requires a negative 7). Second, the convexity correction is:

¢ = (7712 A 1) hy. (A.15)

n? n

Thus, equating equation (2.8), at ¢, with (A.13), we obtain

1 yT=2 1\ 1
<2+ ”—)—7 (A.16)
1 n)
- 4,2 V1;2" (A.17)
0 1

Given that 7 is identified by the conditional skewness, BCHJ’s u is identified by the market price of
equity risk, which is simply A in our formulation.

Turning to the variance process, we first rewrite equation (2.10) as

0 = (1= pg)o® + pggs—1 + Vg1, (A.18)
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Then, we insert ¢; into h; (equation 2.9)

hy=(1— Pq)02 + Pqqt—1 + Vg t—1+ pr(hi—1 — qi—1) + Vh,t—1
~—
(A.18)

(1= pg)o” + pg@i—1 + Vg -1 + prhi—1 — pn <(1 — pg)0” + PaGi—2 + Vq7t—2> + Vpio1

=W+ prhi—1 + Ppg(@e—1 — PrGt—2) + Vhit—1 + Vgt—1 — PrVq -2, (A.19)
—_—————

rewrite (2.9)

where @ = (1 — pp)(1 — py)o? highlights that BCHJ’s w parameter (which we will obtain shortly) is

identified by the unconditional variance. Now, we rewrite equation (2.9) as

Gt—1 — Prlt—2 = he—1 — pphy—2 —Vp o (A.20)

and make use of this result in equation (A.19)

hy =0+ prhi—1 + pg(hi—1 — prhi—2 — Vht—2) + Vhi—1 + Vg1 — Prlgt—2

=+ brhie_1 4+ baht o+ Unt1 + Vg1 — PqVhi—2 — PhVai—2, (A.21)

where the autoregression coefficients by = (pj, + pq) and by = —pnpg are identified by short- and
long-term persistence.

Focusing on the innovations, we have

Vht—1 + Vgt—1 — PqVh,t—2 — PhVqt—2

= (an + ag)h—1vi—1 + (ch + cq)Vri—1 — (anpq + aqpn)hi—2vi—2 — (chpq + CPn)Vri—2

h2, C1 h -1
ai (H —n’hiy — 774) + = (Uytl - t)
Yt—1 n n

h2_ c hi_
+a2< b2 —nzht_g—n4)+;(nyt_2— 1;72)

Yt—2
h?_ h2_
= a1 =1 + C1Yi—1 + a2 =2 + C2Yi—2
Yt—1 Yt—2
crhi— cohy—
—arnPhy—1 —an* — 17;1 — agn?hy_g — agn* — 2 ; 2, (A.22)
n n
where a1 = (ap + ag)o™4, az = —(anpy + agpn)o ™, c1 = (cn + ¢g)n, and ca = —(cppg + Cepn)n-

We conclude by using equation (A.22) in equation (A.21), which yields

hy = [ﬁ) — (a1 + ag)n4]
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+ [51 - (111772 + ;;)} hi—1 + {52 - <&2772 + ;i)] he—o

h%—l h%—2
+ a1 +cyi—1 +az + Coli—o

Yt—1 Yt—2

h?_, h

=w+brhi—1 + bohy_o + a1 —— + c1yi_1 + ao yt7 + c2yi—2, (A.23)
t—1 t—2
where
7) 4 7 2 C1 ~ 2 Co
w =~ (a1 +az)’, bl:bl_(aﬂ? +772>7 bz=bz—<a2n —|-772)

B.4 Computing the standardized physical moments
The returns physical distribution can be analyzed by looking at the returns standardized moments
for various orders. For n > 1, let’s define the returns centred moments as

M, =E} [(Rir —E} (Ryr)"] .

Next, recall that

which implies that,

St —E;(S))
Sy

Rir —Ef(Ryr) =
Using the latter equation, we can express the centred returns moments in terms of the underlying
conditional moments,

1
Mn = an
St

= (S CuEr () (~ Ef(s)").
t N g=0

B¢ [(Sr - E{(Sr)"]

If we denote by f, the moment generating function of S, then for every k, Ef(Sé‘i) is simply f(k).

For n > 3, the normalized moment of order n is

M, _ By [(Sr—Ef(Sr)"]
M g ((sp - (sn)?)
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When n = 2, the normalized moment is simply /M.

B.5 Computing the risk-neutral moments

Since the risk-neutral distribution implied by SDF®) is not available in closed form, one elegant
way to access this distribution is through its moments. Fortunately the Q-moments can be obtained
straightforwardly by combining the the P-moments and the RRA parameters.

To see this, first recall that

k (”)
A .
SDF() =3 k" RRA (57— S,

For n > 0, we have

k (4)
. . » RRA
BR(S) = BY [SDF{ 7] = > alr ==t

j=1 t

Ey [(St— S) 'Sy

Since,
j—1
R Y AT
q=0
we have
j—1 |
Ef [S2(S7 - S0)771] = 3 3 (=877 B [S7]
q=0

B.6 More on the Model

Moment Generating Function

The moment generating function of the returns under the IG-GARCH(C) model is given by

F(6) = E[S(T)?] = S(t)” exp(A(t) + B(t)h(t + A) + C(t)q(t + A)),
A(t) = At + A) + 1A — (wy — apn® — agn*)B(t + A) + (w, — agn*)O(t + A)
—0.5In(1 — 2(an + ag)n*B(t + A) — 2a,n*C(t + A))
B(t) = @p+ (pn — (en + co)n ™ = (an + ag)n®) Bt + A) = (cqn? + agn*)C(t + A) + 1772~

V@ =2(ag + ap)n*B(t + A —2a,m*C(t + A)))(1 = 2np — 2(cq + cn)B(t + A) — 2¢,C(t + A))
2

C(t) = (pg — p) B+ A) + p,Clt + A)
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Setting T' =t 4 1, the last line becomes A(t +1) = B(t + 1) = C(t+ 1) = 0. Next,

E¢(St41)
St

= exp(A; + Bihiy1 + Ciqryr) = exp(r + Ahyp1),

E;(exp(ri1)) =

with Cy =0, Ay =7, and By = p+ & + Y520

Et(exp(rt+1)) = S(t) exp (’I“ + (u + % + %)hﬂq),

It follows that:

1 JTI=2
A=t — o+
g 1
1 1 JT=2
A—t=pto=pt 5+ g
U U U
which imply that
1 JyT=27 1
=t~
U U U

B.7 More on benchmark parametric SDFs
Deriving the RRA parameters for a CRRA utility function
A CRRA utility function is defined: as

1-RRA®
Sy

T

from which it follows that
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UG (S,) = RRA® (RRA® +1)(RRA® +2)(RRA® 13)5; RRA +1)

which we generalize as
k=2 (2)
UM (S,) = (—1)F1 ( [](RRA® +j))s;(RRA D s

Jj=0

Now recalling the definition of the RRA parameters:

oS! U(k)(st)

RRAM = (-1 . k>2,
t ( ) U/(St)
we deduce that
k—2
RRA®) = [T®RA® +)).
=0

B.8 Alternative representation of the physical model

Babaoglu, Christoffersen, Heston, and Jacobs (2018) additionally show that the initial Component
IGGARCH model can be rewritten as an IGGARCH(2,2) model

log(S(t + A) =log(S(t) + rA + ph(t + A) +ny(t + A),

h(t+ A) = w+ bih(t) + bah(t — A) + c1y(t) + cay(t — A),

h(t)? h(t — A)?
T TR yE— Ay

Seting b; = b; + % + a;n?, for i=1,2, then we have

a1 = ap +aq, az = —p2ap — p1ag,

by =p1+p2, ba=—pips

€1 = Cp+ ¢, C2= —pP2Cp — P1Cq-

The parameters of the Component model are also functions of the parameters in the IGGARCH(2,2)

model as follows

p=ptn,

W =w+ arn* + azn?,
W

Wy = y

q l_Pl
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2 w

L am—
(1= p1)(1 = p2)
— 1
ap = P1 a1 — ai,
P2 — P1 P2 — pP1
- 1
aq = P2+ az,
P2 — pP1 P2 — pP1
—p1 1
cp = Cc1 — C1,
P2 — P1 P2 — P1
— 1
Cq = p2 c1 + Ca.
P2 — pP1 P2 — pP1

B.9 Change of measure under the volatility-dependent pricing kernel

Assuming the volatility-dependent pricing kernel, the risk-neutral dynamics is given by:

log(S(t + A) =log(St) +rA + p*h*(t + A) +n*y*(t + A),
Rt + A) = w* + bTh(t) + b3h(t — A) 4+ Jy(t) + Syt — A),

h*(t)? h*(t — A)?
+a} *() + a5 *( )7
y*(t) y*(t—A)
where
h*(t) = Shh(t)a y*(t) = Syy(t)7
pe=p/sn, 0 =n/sn,, W= spw,
ay = spa;/sy, € =spcifsy, fori=1,2.
with

2
(0.5u2n4 + (1 — 2a1€15774)7))
v = (1 — 2a1Pn*) un?

pn?

o 312/(\/1—2*17/31/—1)'

B.10 Component model representation of the purely risk-neutral dynamics

log(S(t + A) = log(St) +rA + p*h*(t + A) +n*y(t + A),
W (t+A) = ¢ (t+A8) + pr(h*(t) = ¢* (1) + v (D),
¢ (t+A) = 0"+ pa(q*(t) — o™ + (1),
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where the innovations v, (t) and v,(t) are defined as

h*(t)Q *h*(t) _ ahn*Qh*(t)7

vi(t) = chy” (1) + aj, T

va(t) = cgy*(t) + a

Q
<
*
—~
~+
~—
)
[N~}
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Chapter 3

Multi-Horizon Pricing of
Co-Skewness Risk: Evidence from

Equity Returns and Options™

3.1 Introduction

The risk-return relationship has received considerable attention in the asset pricing liter-
ature. Research in this area has mainly focused on finding risk factors that have explanatory
power in the cross-section of returns. Co-skewness risk is an important risk factor that has
been introduced to capture nonlinear dependence between stock returns and market returns.’
This risk represents the component of the stock returns asymmetry that arises due to market
returns asymmetry. Co-skewness risk naturally complements the single factor CAPM model
of Sharpe (1964b) and Lintner (1965a). As shown by Harvey and Siddique (2000a), this risk
is relevant as it has the potential to explain some anomalies that have been observed in the
finance literature.’

Economic theory is unambiguous regarding the sign of the risk premia of co-skewness

*T benefited from discussions with Ilze Kalnina, Christian Dorion, Marine Carrasco, Benoit Perron, Réne
Garcia, Bruno Feunou, Caio Almeida, Elise Gourier and Erik Vogt.

'Kraus and Litzenberger (1976) are the first to highlight the importance of this risk on a theoretical level.
2Harvey and Siddique (2000a) find that co-skewness partially explains the momentum anomaly.
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risk.? However, little is yet known about the evolution of the co-skewness risk premia across
investment horizons from both empirical and theoretical viewpoints. Term structure informa-
tion is relevant for investors who are willing to earn such risk premia as it helps them determine
the timing of their investment. In addition, studying empirically the term structure of the risk
premia associated with co-skewness risk could help discriminate between competing structural
asset pricing models.

My contribution is two-fold. First, I propose a hybrid methodology that uses options
and returns data to estimate option-implied co-skewness at any desirable maturity. Options
data is known to contain forward-looking information on investors’ anticipation of future risk,
making it conducive in estimating expected risk and risk premia.*

Second, I use the proposed methodology to perform a multi-horizon analysis of the pricing
of co-skewness risk. A multi-horizon analysis aims at studying the risk-return relationship
across investment horizons. It has the advantage of providing a model-free insight into the
term structure of risk premia. A multi-horizon analysis needs to account for the possibility
that investors’ anticipation of future risk could change across risk horizons. Theoretically, op-
tions traded at a given horizon should be the most informative for capturing the risk premia
at that horizon. However, in practice, this prediction is fallible. It is always possible that
option-implied risk for a given maturity could be more informative for estimating risk premia
for an investment horizon that does not coincide with this maturity. To address this issue,
for a given investment horizon, I look for the option horizon that best captures the price of
the risk” and use the estimate obtained for this option horizon in my multi-horizon analysis.

My approach to estimating option-implied co-skewness relies on a proper modelling of
the risk-neutral joint density of the market and stock returns across maturities. I treat the
risk-neutral joint density of market and stock returns conditional on a maturity as a smooth
trivariate function. Next, I approximate this trivariate function using Hermite polynomi-
als across its three dimensions. It is important to note that the maturity dimension of this

density function is flexibly modeled using Hermite polynomials. The approximation involves

3 As noted by Dittmar (2002b), co-skewness is priced negatively when investors have decreasing absolute
risk aversion.

4This observation can be traced back to papers such as Rubinstein (1994) and Jackwerth and Rubinstein
(1996).

5Since co-skewness risk is priced negatively, I select the option horizon that minimizes the t-statistics of the
estimated average price of risk
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some coefficients that are to be estimated each day. Option-implied risk-neutral joint density
cannot be obtained in a model-free way due to the absence of option contracts whose payoffs
depend on the market and stock returns. Given this issue, additional restrictions are needed.®
To solve this problem, I use the “zero correlation risk premia” assumption of Ait-Sahalia
and Brandt (2007) and French, Groth, and Kolari (1983), which states that the risk-neutral
correlation should not differ considerably from the historical correlation. This restriction is
mild and is supported by the Girsanov’s theorem, as explained by Ait-Sahalia and Brandt
(2007). The approximate density function is required to correctly price options on the market
and options on the stock across strikes and maturities. It should also fulfill the correlation
restriction across risk horizons.” Provided that such restrictions are satisfied, the polynomial
coefficients are obtained by minimizing the discrepancy between the risk-neutral joint density
and a preliminary estimate of the physical joint density across horizons. The flexibility of
the methodology is exploited when varying the orders of the Hermite polynomials involved
in the approximation. This offers the possibility of checking “to some extent” the robustness
of the term structure conclusions to model misspecification. The latter property is clearly an
advantage when compared with adopting a fully parametric approach.

I estimate the model using options and returns data on 96 stocks of the S&P500 covering
the period of 2001-2014.% For each month and investment horizon, the price of risk is esti-
mated using Fama and MacBeth (1973) regressions for option horizon ranging from one to
twelve months. Following the literature, I proxy the average risk premia by the average price
of risk multiplied by the standard deviation of the option-implied risk measure.

First, the results show that, on average, the magnitude of the option-implied co-skewness
risk decreases with the option horizon. This finding can be interpreted as a signal of investors
expecting this risk to matter less over a long-horizon.’

Second, my results demonstrate that co-skewness risk premia are negative and exhibit

a decreasing term structure (in absolute value). In particular, I find that the annual risk

SCross-options whose payoffs depend on the market and stock returns are required to estimate non-
parametrically the risk-neutral joint density.

"My paper appears to be the first to use the “zero correlation risk premia” assumption for the estimation
of option-implied co-skewness risk.

8The sample starts from 2001 to maximize the liquidity of the stock options. The selected stocks are the
ones that have at least 15 traded options at the end of each month between 2001 to 2014.

9Following the literature, I use a co-skewness measure that is appropriately standardized so that the measure
is comparable across risk horizons.
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premia decrease from 3.83% at a monthly horizon to 1.26% at an annual horizon in absolute
value. These results are economically significant and robust to the inclusion of Carhart (1997)
factors and past returns. The decreasing risk premia are also robust across different model
specifications.

These results have direct implication for investors who are willing to earn the co-skewness
risk premia. They suggest that such investors are better off keeping their position (in port-
folios that load on co-skewness risk) on short time periods such as one-month (and possibly
rebalance it), rather than holding it over longer period such as one year.

To the best of my knowledge, my paper is the first to study the multi-horizon pricing of
co-skewness risk accounting for forward-looking information from option data. To that end,
a brief overview of the related literature follows.

There is a growing literature in finance that studies the term structure of risk premia.
Using data on dividend strips, van Binsbergen, Brandt, and Koijen (2012) show that the
equity risk premium has a decreasing term structure. Andries, Eisenbach, Thomas, Schmalz,
Schmalz, and Wang (2015) and Dew-Becker, Giglio, Le, and Rodriguez (2015) find that the
variance risk premium also has a decreasing term structure (in absolute value). Although I
adopt a methodology that is different from the ones used in these papers,'’ my results re-
garding the term structure of the co-skewness risk premia are not implied by such existing
term structure results. In fact, as shown by Chabi-Yo (2002), in a dynamic two-period model,
the price of co-skewness is distinct from that of the volatility risk. Recently, Christoffersen,
Fournier, Jacobs, and Karoui (2016) argue that both prices should be the same in a one-period
model. However, their theory has no direct implications for the multi-horizon pricing of co-
skewness risk. Tédongap (2014) studies the multi-horizon pricing of consumption volatility in
the cross-section of returns using a long-run risk model. My multi-horizon analysis is model-
free and uses options data across different maturities. Moreover, my results could be used to
discriminate between competing asset pricing models.

Only a few papers have estimated conditional co-skewness using options data. Conrad,
Dittmar, and Ghysels (2013) estimate conditional co-skewness for several option maturities

but only examine the risk-return relationship at the one-month horizon. Bali, Hu, and Murray

0\Most of the existing papers use information on the profitability of investment strategies in options with
different maturities to learn about the term structure of risk premia. Here, investment strategies are realized
using stocks; options are only used to learn about investors’ expectations of future risk.
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(2016) use monthly options to estimate ex-ante co-skewness and further test its ability to ex-
plain variation in a yearly measure of expected returns based on the analyst price target. Both
papers use the one-factor CAPM model together with estimates of total moments obtained
using the methodology of Bakshi, Kapadia, and Madan (2003). The latter methodology only
uses options from a single maturity. When the number of such options is scarce (as is the case
at the long-horizon), the results can be quite sensitive to the interpolation and extrapolation
techniques used. In such case, it is better to add more structure and use all the options data
(covering all strikes and maturities) when estimating the moments for a given maturity, which
is what my paper does. This illiquidity issue has also been tackled by Aliouchkin (2015), who
relies on a fully parametric two-factor model to estimate ex-ante instantaneous co-skewness
and study the risk pricing at the one-month horizon. Using a particular parametric model
does not leave room for addressing issues related to the robustness of the results with respect
to distributional assumptions, which my paper tackles.'! My paper is also the first to make
use of the entire term structure of option-implied co-skewness to study the term structure of
the risk premia. Additionally, I formally show that the option-implied co-skewness delivered
by my methodology more accurately predicts future realized co-skewness risk than the past
historical measure used in Harvey and Siddique (2000a).

Vogt (2015) is the only other paper that uses Hermite polynomials to model the maturity
dimension of the risk-neutral density. Vogt (2015) estimates marginal risk-neutral moments
of the market, but does not consider any joint moments. My paper furthers the study in two
ways. First, the problem I study is more complex due to market incompleteness arising from
the absence of option-linking market and stock returns. Second, the Vogt (2015) methodology
requires a large number of daily options, which is restrictive when looking at individual stock
options, for which less traded options are available. By using a joint model, my approach
allows for the use of additional mild restrictions between the market and the individual stock,
which arguably is more helpful in identifying stock risk-neutral dynamics while still using only
one day of option data.

Furthermore, my methodology can be used to investigate the multi-horizon pricing of
co-variance and co-kurtosis, which will be discussed in the latter sections of this paper. It can

also be used to investigate the multi-horizon pricing idiosyncratic risks (variance, skewness,

1 Affine models are often used in the option pricing literature. To obtain option prices in semi closed form,
only a few number of distributions can be used, which is a huge constraint for robustness analysis.
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kurtosis). This analysis can be useful because there is no consensus on the signs of the prices
of idiosyncratic risks.!?

The rest of the paper is organized as follows. Section 3.2 describes the term structure
model proposed for the option-implied joint distribution of market and stock returns, which
is required to compute option-implied co-skewness. Section 3.5 presents the data used for
the estimation. Section 3.6 presents the empirical results on the multi-horizon pricing of

co-skewness risk. Section 3.7 concludes.

3.2 The Model

In this section, I propose a flexible term structure model for the option-implied joint
distribution (or joint risk-neutral density) that can be used to compute option-implied co-
skewness at any risk horizon. I start by presenting the model and its key properties and
subsequently show how to estimate it.

Co-skewness risk captures the portion of the stock returns asymmetry that arises as a
result of market returns asymmetry. As shown by Kraus and Litzenberger (1976) and Harvey
and Siddique (2000a), it can be well proxied by the covariance between the stock returns and
the squared market returns.'® Option-implied co-skewness for a given stock is intended to
capture stock co-skewness risk as reflected in traded options on the market and options on
the stock.

For a given maturity, the option-implied co-skewness can be straightforwardly computed
after estimating the joint risk-neutral density of the market and the stock returns at the
horizon defined by this maturity.'* My target is to come up with an estimate of the term
structure of this joint density for each day. For the estimation, I rely on the options traded on
this day as well as historical observed prices. The most recent options data available is likely
to be more informative about the investors’ perception on future risk than options traded on

previous days. This is especially important in periods of turmoil.

12For example, Ang, Hodrick, Xing, and Zhang (2006) find that idiosyncratic volatility is priced negatively
while Fu (2009) finds that it is priced positively. Multi-horizon analysis of idiosyncratic risk may become
challenging when all option maturities do not yield the same sign for the estimated price of risk.

13This is the most popular proxy of co-skewness risk used in the literature due to its extreme simplicity.
Alternative proxies can be found in Harvey and Siddique (2000a).

4This computation involves a numerical integration that is simple to implement and reliable if the density
is available in closed form.
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Let I; denote the value of the market index, and S; the value of the individual stock at
time t. For any maturity 7, the aim is to estimate the joint risk-neutral density of the pair
(It47, St++) without specifying the full dynamics of the two processes I and S, as is the case
for parametric models.'® T achieve this goal by relying on the sieve literature pioneered by
Gallant and Nychka (1987) and Fenton and Gallant (1996). The key idea of this literature is
that we can always reasonably approximate any unknown density by a combination of known
functions called basis functions (which are usually of polynomial form).

A direct application of Gallant and Nychka (1987) in our context requires inferring a com-
bination of the basis functions for each maturity using only options traded for this particular
maturity (see for example Angel Léon, Mencia, and Sentana (2009)). It is more challenging
to estimate the long-horizon risk using such procedure due to the illiquidity of long-maturity
options, which are less traded. To better model long-horizon risk, it is desirable to incorporate
an additional structure that will allow for the use of the full panel of options data to recover
in a single step the option-implied joint density for any maturity. The option panel is indexed
by two dimensions: the maturity dimension and the moneyness dimension (see e.g. Andersen,
Fusari, and Todorov (2015)). To achieve this desirable property, one needs to specify the form
of the density of the triplet (I;4r, S¢1+, 7). Vogt (2015) uses a similar approach in the special
case with no stocks. !

I start by performing a change of variables that allows switching from the pair (I,S) to
some intermediate variables that are more suited to follow the approximate multivariate sieve
density of Gallant and Nychka (1987). To be precise, I model the 7-periods returns on the

market (77 ) and 7-periods returns on the stock (rg.) as follows,

Iy s
r1. = log ( tf: ) = ur(7) + V(1) X, (3.1)
and
Sttr
rsr = log ( g ) = ps(t) + Vs(r)Yx, (3.2)

15Parametric models rely on tight restrictions and are subject to misspecification errors.

Y5The Vogt (2015) approach is designed to infer the joint risk-neutral distribution of (Iy4-, 7). Extending his
main idea to the case of the trivariate process (I¢4r,St+r,7T) requires additional technology, which I develop
in this paper, see section 3.4 for a more comprehensive comparison.
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with
Vi(r) = o1v/T, Vs(7) = osV/T, (1) = (ry —07/2)7, ps(r) = (ry —o&/2)7,  (3.3)

where 7 is the risk free rate, o7 (resp og) is the market (resp stock) volatility at time ¢. The
change of variables in (3.1) and (3.2) allows for movements from strictly positive variables (I
and S) that have their own ranges of values to new variables X, and Y; that are expected to
be stationary with ranges approximately centered around zero.

Note that this is exactly the same change of variables that is performed is the classical
Black and Scholes (1973a) model.!” However, in the Black and Scholes (1973a) model, the
univariate variables X, and Y; are normally distributed. More importantly, the Black and
Scholes (1973a) model has no restrictions of the joint behaviour of X, and Y;. It is now
widely recognized that the Black and Scholes (1973a) model does not explain well the implied
volatility smile observed in option prices; this is mainly due to the fact that it does not allow
for the conditional non-normality of X and Y; (see, for example, Christoffersen, Heston, and
Jacobs (2006b)). The sieve framework allows for the calibration of the degree of non-normality
of X; and Y, that is required to suitably fit the options data. This paper is the first to use the
sieve framework to uncover the joint behaviour of X and Y, under the risk-neutral measure.

Specifically, I assume that the true unknown density f&X=Y=7) of (X;,Y:,7) can be well

TvYT7T)

approximated by the sieve multivariate density f I((X defined as follows,

Ky Ky Kr 2
T @y, 7) = [Z (Z (ZBkﬂsz))Hj(y))Hk(x)] T2 eV (3.0
k=0 \j=0 =0
subject to the constraint
K;v Ky KT
>0 Bia=1, (35)

k=0 ;=0 =0

where H j(ac)'s are the Hermite polynomials, B is the three-dimensional matrix of coefficients,

1"Specifically, pr(7) and Vi(7) are the mean and volatility of the 7 periods index returns. Jackwerth (2000)
use a similar change of variables to estimate nonparametrically the univariate risk-neutral density for one single
maturity.
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and K = (K, Ky, K;) defines the orders of the Hermite polynomials.'® By definition, the
multivariate density in (3.4) is always positive and the squared term that appears in this
expression allows for polynomials with order greater than K., K, or K;. The constraint
(3.5) ensures that the density integrates to one. It is worth stressing that setting K, = 0,
K, =0, and K, = 0 returns to the Black and Scholes (1973a) model with X, and Y; being
independent. Thus, our framework nests this popular model.

Most importantly, the density specification in (3.4) implies that for each maturity T,
the risk-neutral distribution of (X, Y;|7), which is required to compute the option-implied

co-skewness, is given by

fKT7YT7T(J"’ y’ T)
K (x7y|7-) = Y .
fRfRfK ’ ’T(x’yﬂ')

The conditional density in (3.6) can be rewritten in the following compact form,

K, Ky 2 K, Ky
S ) = [ 303 (B, T)Hj@)Hk(y)] $(x)o(y) / (2 Ylou(B.7)P),

Jj=0k=0 j=0k=0

K.
ajp(B, 1) = Z Bj H(T).
=0

Given some mild assumptions on the space of the true density f(X~Y~7) Gallant and
Nychka (1987) show that the approximated density fI((XT’YT’T) converges asymptotically to
fETY5T) a5 long as the total number of coefficients (K, + 1) x (K, + 1) x (K, + 1) of the B

matrix in (3.4) tends to infinity.'?

18The Hermite polynomials are orthogonalized polynomials defined as follows,
Ho(z) =1,Hy(z) = =z,
Hi(z) = xHy_1(x) —Vk — 1Hk_2(:c)7]g > 9

vk

19While the conditional density in (3.6) is enough to compute derivative prices, we can always obtain the
density of (It4r, St4+-|7) using the fact that the change of variables defined in (3.1) and (3.2) is a bijection.

146



3.3 Option Valuation

Given that my aim is to estimate the co-skewness risk using option prices, it is important
to ensure that I am able to compute option prices swiftly and reliably. In this regard, an
important feature from a practical point of view of my method is that it gives closed-form
expressions for the univariate conditional densities and option prices. In particular, I show that
the conditional marginal densities fi (z|7) and f¥(y|7) can be written as linear combinations

of the Hermite polynomials. Indeed, using some key properties of the Hermite polynomials, I

obtain
QKI Ky Kz Ky
frr(zlr) = Z Za. (B,T) TAK”oz. (B,7)H; (ZZ a;i(B,T) ) (3.7)
j=0 k=0 §=0 k=0

2Ky K, K, Ky
(i) = Zzak )T AL g o (B, 7) H; (1) () / (XD law(B,7P),  (38)

=0 k=0 §=0 k=0

where oo = (g, .- ,osz,k)T, ape = (0, - .,ak7Ky)T, ¢(x) is the pdf of the normal

density and Af“ isa (K, +1) x (K, + 1) symmetric matrix whose typical elements are

(ulvly!)
Qyp,j = s i -
(u+12) J)!(u+% v)!(]+12) u)!
if 7 € I' and zero otherwise with
I'={jeN:|u—v| Sjgu—l—v;#EN}.

Note that (3.7) (respectively (3.8)) shows that the larger K, (respectively K, ) becomes,
the more complex and richer the conditional density fl)((f (respectively f}?) is. In practice, it
is desirable to have both K, and K, large enough. Obtaining the density of the future assets
returns (over different horizons) facilitates the computation of option prices.?’

Using the classical risk-neutral valuation formula, the price of European put options on

20This is clearly an attractive feature since this density is not available in closed form in parametric affine
option pricing models, only the characteristic function is available in closed form.
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the market index I with maturity 7 and strike price x is given by
Pl(k, 1) = efoTEQ(maX (k — Itqr, 0)), (3.9)

where QQ denotes the risk-neutral measure. The probability density of I;,, under Q is provided
by (3.7). Proposition 1 below shows that the price P!(k;,77) can be computed in closed

form.2!

Proposition 1.

2K,
Pl(k,7) = kexp /T [ Z % _1(d(r, k)@ (d(T, H))]
2Kz
s exprfr—i-w(T) [exp (V1(7)2/2)<I>(d(7', + Z i (B (7’ K))]

where

Jia(r ) = SHL T () = 7z exp (Vi (), 0) e ()0 )

T (d(7,k)) = exp (Vi(r)*/2) @ (d(r, ) = Vi(7)), and

log(r/1) — pur(7)

d(r, k) = Vi)

and ®(.) is the cumulative CDF of the normal distribution, and
K K
(B, 7) = ity e n(B 1) T Al au (B, 7) [ (42 cw (B, 7) Taw (B, 7).

The price of a put option on the individual stock can be obtained in a similar manner and
is provided in the Appendix C.2. Call options prices can be obtained in closed forms using

the call-put parity.

3.4 Model Estimation

To obtain the option-implied co-skewness risk at any maturity, we need to estimate the

risk-neutral joint density. The estimation of the risk-neutral joint density is more challenging

2IThe closed form expression is obtained by exploiting the closed-form expression of the univariate density
in (3.7).
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than that of the univariate density.?? Option contracts whose payoffs depend on the future
joint realizations of the market and stock prices should be informative for this estimation.
Unfortunately, however, such options are not traded.

To overcome this limitation, I impose some additional restrictions on my multivariate
sieve density defined in (3.4). In particular, I adopt the correlation assumption of Ait-Sahalia
and Brandt (2007), which restricts the risk-neutral correlation to be equal to the conditional
historical correlation. As explained by Ait-Sahalia and Brandt (2007), over short time in-
tervals, this assumption can be motivated by the Girsanov’s theorem according to which the
second moments are unaffected by a change of measure in the continuous time limit. As pre-
viously discussed, I refer to this restriction as the “zero correlation risk premia” assumption.
As also argued by Ait-Sahalia and Brandt (2007), we can expect this assumption to hold
approximately over long-horizon.?

I propose to obtain the risk-neutral joint distribution by minimizing a discrepancy mea-
sure between the risk-neutral joint distribution and an estimate of the conditional physical
joint distribution. This is subject to the restrictions that the options on both the market
and the stock are well priced, the correlation restrictions are met, and some no-arbitrage
conditions that guarantee both the stock and the market prices are martingales under the
risk-neutral measure are satisfied. The discrepancy measure is aggregated over an appropri-
ate set of maturities, which allows for the handling of all maturities in a single estimation

stage. I use the quadratic criterion as the discrepancy measure.”* To be more precise, the

22Theoretically, for a given maturity the univariate risk-neutral density is the second derivative with respect
to the strike price of the call options, see Breeden and Litzenberger (1978).

Z3This assumption can be traced back to French, Groth, and Kolari (1983), who use it to estimate option-
implied market betas for one single option maturity. Ait-Sahalia and Brandt (2007) use this assumption
together with a parametric copula to obtain the risk-neutral joint distribution of the market returns and the
bond returns for one single option maturity. Chabi-Yo and Song (2013) use the methodology of Ait-Sahalia
and Brandt (2007) to derive the risk-neutral joint distribution of the market returns and the innovations of
the VIX index.

240ne alternative is to minimize a convex function of the stochastic discount factor defined as the ratio
between the risk-neutral and the P densities. Since I do not have closed form solution for the optimization
problem, dividing by probabilities that are close to zero causes some numerical instabilities in the optimiza-
tion algorithm. These numerical difficulties are also highlighted by Jackwerth and Rubinstein (1996) in the
univariate case for a single option maturity.
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problem to be solved has the following form,
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where 7 is the risk-free rate and
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IROLsaln) = sy e @ i), (3.10)

f[(( T’YT|T)(x,y]T) is defined in (3.6) and involves the B matrix, and fi(r;,,7s,|7) is an
estimate of the physical joint density, which will be defined below. Note that this problem is
equivalent to finding a minimum variance pricing kernel in a multivariate setting with multiple
maturities. Recently, Schneider and Trojani (2019) solve a similar problem in the univariate
case with a single maturity.

Option-inferred risk is usually a biased predictor of the future realized risk (see e.g. Bliss
and Panigirtzoglou (2004)). The correlation and density restrictions are intended to reduce
this bias. It is also worth emphasizing that, with the exception of the correlation assumption,
my estimation methodology can be regarded as a multivariate generalization of the procedure
proposed by Jackwerth and Rubinstein (1996), where the estimate of the physical joint density
serves as prior information on the risk-neutral joint density. Here, I am able to handle more
than one option maturity at the same time, which is a desirable feature. Given my sieve
framework, only some coefficients of the B matrix need to be estimated to obtain the risk-
neutral joint density.

In practice, option prices are observed with errors, and that some imperfect measures

are to be used to approximate the historical correlations, which implies that the theoretical
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constraints of the optimization problem cannot be fully satisfied. Due to this limitation, it is

easier to solve the following problem,

2
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where P is the average of the index option prices across the maturity and moneyness dimen-
sions, PS is the average of the stock option prices, and pTP’ is the average of this historical
conditional correlations across the range of maturities.

Note that, now, the minimization criterion involves four discrepancy measures. The first
two measures account for option prices restrictions. The third one incorporates the correlation
restriction and the last one handles the density restriction. These four measures are suitably
standardized to make them comparable to each other. They are further weighted by some

I w9 and wP.

scale factors w

The physical density ]AP(T[’T,T&AT) should reflect the current state of the economy. It
can be estimated using returns data over a short time period or estimated over longer time
period conditional on some key variables. Since I am also interested in estimating risk at
long-horizon, I opt for the second approach. The key conditioning variables are the market
volatility and the stock volatility. For each horizon 7, fP(TLT, rs-|T) is estimated using the

Nadara-Watson kernel as follows,?°

fHrrersqslr) = 7————x

Z5More complex estimation of the conditional physical distribution includes the local polynomial approach
by Song and Xiu (2016).
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where I is the Gaussian kernel, r;y ; = log(lyy,/Iy), and o7y (resp ogy) is an estimate
of the market (stock) volatility at time ¢'. Recall that the risk-neutral distribution is to be
estimated at time ¢. The bandwiths (b;,, b4, by,and b, ) are chosen as in Jackwerth (2000).%6

Empirically, the estimation is to be performed for a given set of days.?” For each day in
this set, I solve the optimization problem for each stock. This procedure allows for the use of
the market options when estimating the univariate risk-neutral density of the stock returns.
This feature is attractive and can be achieved in parametric models through the use of factor
models. It is important to make sure that the univariate distribution of the market is not
significantly affected by the stock data. This key property has recently been emphasized by
Gouriéroux and Monfort (2017) and Boloorforoosh, Christoffersen, Fournier, and Gouriéroux
(2017). Empirically, I achieve this property by setting w! sufficiently higher compared to w’
and w”. Indeed, I set w! =107, w® = 10°, and w” = 10°. This ensures that the market option
data is well fitted and that the fit is similar across the stocks. Papers relying on factor models
(see e.g. Bégin, Dorion, and Gauthier (2017), Gourier (2016b), Aliouchkin (2015)) proceed
by estimating first the dynamics of the market relying on market options, then estimating the
dynamics of the stocks conditional on that of the market. A disadvantage of such methodology
is that it requires the use of several days of options data, which makes the dynamic estimation
of the model computationally fairly intensive. In contrast, my methodology requires only one
day of options data.

Vogt (2015) is the only other paper that uses Hermite polynomials to model the maturity
dimension of the risk-neutral density. Vogt (2015) estimates marginal risk-neutral moments of
the market, but does not consider any joint moments. This paper furthers the analysis in two
ways. First, the problem I study is more complex due to market incompleteness arising from
the absence of option linking market and stock returns. Second, the Vogt (2015) methodology

requires a large number of daily options, which is restrictive when looking at individual stock

1 5. where n is the number of observations and o is the standard

26Tn particular, the bandwith is 1.8 x o X n~
deviation of the sample returns.

2In the empirical section, the estimation is performed for 168 days.
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options for which less traded options are available. By using a joint model, my approach
allows for the use of additional mild restrictions between the market and the individual stock,
which I argue more accurately identifies stock risk-neutral dynamics while still using only one
day of option data.

For the implementation, I use several combinations to check the robustness of my results.
The main results are reported for the combination K, = 4, K, = 4, and K, = 2.25 The
range of maturities is set as {1,2,...,12} months. The market volatility (o7;) at time ¢ is
estimated using the square root of the realized volatility computed using the market daily
returns observed over the last 21 business days.?? Similarly, the correlations are computed

using historical returns data over the period [t — 7, ¢].*°

3.5 Data

For the estimation, I rely on the daily stock data and monthly options data. The options
data used come from OptionMetrics and include both options on the market (S&P 500) and
options on individual stocks. The index options are of European style, while options on the
individual stocks are of American style. Following the literature, I implement different filters
to clean the data. In doing so, I removed options that violate the no-arbitrage rules, options
with negative bid-ask bounds, and in-the money options. For the index options, I use the
mid-quote as the observed price. For the individual stock options, I convert the implied
volatility provided by OptionMetrics into option prices.?! I use options covering the period of
2001-2014.%? T select stocks that have traded options at the end of every month between 2001
and 2014. Subsequently, I keep stocks that have at least 15 options each day.?* This leaves

a total of 96 stocks. Call options are converted into put options using the call-put parity for

281 estimate the model for two other combinations (K., Ky, K-) = (4,4,3), (5,5, 2).

29 An appealing alternative approach is to estimate volatility using high-frequency data (see e.g. Andersen,
Bollerslev, Diebold, and Labys (2003)). The stock volatility (os,:) is estimated in a similarly manner. As the
number of individual stocks covered in the study is relatively large, using daily data simplifies the computation.

30Buss and Vilkov (2012) use the same proxy for historical correlations.

31OptionMetrics uses binomial trees to extract European style implied volatility from the American style
implied volatility.

32Since my methodology uses only daily options to estimate the risk measures for all risk horizons, it is
desirable to have a large number of options per day. Starting the analysis from 1996 and using the same
selection criterion considerably lowers the final number of stocks.

33The higher the number of daily options, the more precise the estimates.
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estimation purposes. I use data on risk free rate and dividends from OptionMetrics.?* I also
use stock prices data from CRSP covering the period of 1980-2015. Additionally, I use data
on Carhart (1997) factors from the Fama-French Library.

Table 3.1 reports the daily average number of available index options in my sample by
maturity buckets. Table 3.2 provides the same information averaged across all stocks. It
appears that the average number of options available each day has increased throughout the
sample. The average daily number of options seems to be much higher for the index than for

the individual stocks. In both cases, this number seems to be much smaller at long maturity.

3.6 Empirical Results

This section presents the results of the estimation and addresses the implications for the

pricing of the co-skewness risks in the cross-section of returns.

3.6.1 Model Fit of the Option Data

Before studying the multi-horizon pricing of co-skewness risk, I analyze the fit of the model
to the cross-section of options and dissect the key results across time and along the maturity
dimension. My methodology can be thought of as being a semi-nonparametric method that
involves the estimation of a relatively large number of coefficients in order to learn from the
data as freely as possible. It is important to ensure that the method does not overfit the
options data. To analyze the fit of the model to data, I use the relative root mean square

error of the prices defined as follows

RRMSE = Zn: (B)P,— 1), (3.11)
i=1
where P; is the observed option price, P, is the model predicted option price, and n denotes
the number of options.
In Section 3.4, I propose a larger weight on the constraint of the index option prices to
ensure that the market marginal density is not significantly affected by stock data. Here, I

proceed to assess the performance of my methodology. A large amount of options are traded

34My model does not account directly for dividends. Thus, I follow the literature and use ex-dividend stock
prices for the option valuation.
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on the index each day and, as shown by Vogt (2015), this information is sufficient to estimate
market marginal density across maturities. This means that the marginal density should not
differ, given that the fit of the market option data is comparable across the stocks. To analyze
this feature, I look at the time series of the coefficient of variation of the index option RRMSE
across the stocks. The coeflicient of variation is the ratio of the standard deviation to the
mean. Figure 3.1 displays this time series. Having the coeflicient of variation identically equal
to zero will mean that the RRMSE is the same across stocks. Here, I note that the coefficient
of variation of the RRMSE is quite small in magnitude (below 1.2%). It rises during the
financial crisis as a signal of how relatively complicated it was to ensure this consistency
property during the turmoil period. Overall, however, the result is satisfactory.

Table 3.3 reports the RRMSE for the market and the stocks. RRMSE reported for the
stock corresponds to a cross-sectional average. As observed in Table 3.3, the model fits quite
well to both the market and the individual stock options. The overall RRMSE is 45% for
the index and 33% for individual stock options. For both the market and individual stocks,
the RRMSE has somewhat increased over time due to the increasing number of options.
As shown in Table 3.4, the long-maturity options seem to be slightly better fitted than the
short-maturity ones, which can be explained by the relative number of options in these option
categories. There is no evidence of the model overfitting the data since the overall RRMSEs

are not considerably small.
3.6.2 Behaviour of Co-skewness risk and its pricing

Descriptive Statistics for Co-skewness risk

In this section, I study the behaviour of the time series of option-implied co-skewness and
contrast this behaviour with that of the historical co-skewness. I also look at the predictive
content of the option-implied risk for future realized risk.>®

Let r,, be the market excess returns and r; be the excess returns on a given stock j, I

denote by Vary ,, the variance of the market returns and by Var; ; that of the stock returns,

Vartm = Et((rtm — Et(T‘t’m))Q), Varw = Et((TtJ‘ — Et(rt,j))2> . (312)

35The historical co-skewness is calculated using returns data only, and does not incorporate option data.
The future realized co-skewness is computed using daily returns data over the next year. It also represents a
future value of the time series of the historical measure.
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Following the literature, the co-skewness risk is proxied by

Et((ﬁ,j —Ei(re ) (rem — Et(rt,m))Q)
2 :

7j

Coskew; ; = (3.13)

Vart,mVar;
Note that, similar to the classical definition of skewness, the co-skewness measure in (3.13)
is suitably standardized by some appropriate functions of the variances in (3.12), making
it scale-invariant and comparable across risk horizons. By replacing the theoretical expec-
tations in (3.13) with their empirical counterparts, one obtains the most popular historical
co-skewness measure of Harvey and Siddique (2000a). To account for the conditional nature
of co-skewness risk, the historical measure is computed using one year of past daily returns.

Panel B of Table 3.5 presents the descriptive statistics for co-skewness risk. Following
the literature, these descriptive statistics are obtained after pooling the measure across its
cross-sectional and time series dimensions. As can be seen in Panel B of Table 3.5, the
option-implied co-skewness is negative on average, which implies that the stock returns load
negatively on the squared market factor. In other words, on average, the stocks in my sample
perform worse when the market is volatile.

Table 3.5 shows that the average option-implied co-skewness has a decreasing term struc-
ture (in absolute value) from -0.34 at the monthly horizon to -0.10 at the yearly horizon.
This result implies that market participants expect the magnitude of stock sensitivities to
this risk factor to decrease with horizon. However, note that this decreasing term structure
of average risk has no direct implication for the term structure of the price of risk, as the
latter can be cyclical or countercyclical. The option-implied co-skewness measure appears to
be smoother at the long-horizon than at the short-horizon. Its standard deviation decreases
from 0.25 at the one-month horizon to 0.19 at the one-year horizon. However, note that this
standard deviation remains constant when moving from the mid-term horizon (six months) to
the long-term (one year). The one year option-implied co-skewness appears to be smoother
than the historical measure, which has a standard deviation of 0.22, as presented in the last
row of Panel B of Table 3.5. The average of the one year option-implied co-skewness (-0.10)
is close to the average of the historical measure (-0.09). This means that this measure is

almost mean unbiased.?® The option-implied co-skewness measure displays a non-trivial cor-

36This property could be useful in predictive regression.
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relation with its historical counterpart, as can be seen in Table 3.6. The correlation between
the option-implied co-skewness and the historical co-skewness decreases from 0.533 to 0.410
as the horizon rises. It is worth stressing that my analysis uses the option-implied measure
obtained for one single day. This measure can be smoothed further by averaging it quarterly
or monthly. This was omitted as it would require estimating the model for every single day
in my sample (instead of every end of month as discussed).?” In contrast, I show that the
single day estimate allows for the recovery of a risk-return trade-off that is in line with the
economic theory (see Section 3.6.2).

The intuition for using options in the estimation of risk measures is that we expect to
better capture investors’ anticipation of the future risk. I now proceed to formally test this
intuition for co-skewness risk. More precisely, I regress the twelve months ahead average
historical risk (which is my proxy for future risk) on the average option-implied measure (for
different option horizons). For comparison purposes, I repeat the same analysis using the past
average historical measure. The results, which are reported in Panel A of Table 3.7, show
that the option implied co-skewness measures contain predictive information for the future
risk. The adjusted R? of the regression lies between 3.6% and 6.7%, depending on the option
horizon. This is clearly far better compared to an adjusted R? of -0.5% obtained using the
past average co-skewness as a predictor. The results show that, while the option-implied
measures are non-trivially correlated with the past historical measure, only the former seems
to have an important predictability power for capturing future risk. The results also show
that the option-implied co-skewness is a biased predictor of the future risk, since the intercept
of the regression is statistically different from zero and the slope different from one.?® The

slope is positive and lies between 0.25 and 0.36.

Multi-horizon pricing of co-skewness risk

I now look at the multi-horizon pricing of co-skewness risk in the cross-section of returns.
In Section 3.6.2, I demonstrate that the option-implied measure seems to be to perform well

in predicting future co-skewness risk. I now test whether this predictability gain translates

37Note that while averaging the risk measure over a time period allows us to obtain less noisy estimate, the
procedure has the disadvantage of yielding a measure that reflects less of the conditional ex-ante information.

38To account for the overlapping nature of the regression, the t-statistics are calculated using the HAC
procedure.
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into a better correlation between conditional skewness and future stock returns across risk
horizons. To achieve this goal, I use the Fama and MacBeth (1973) procedure.

Following the literature, at the end of each month, I run a regression of stocks excess
returns on some risk measures. There are 168 months in the sample. The prices of risk, which
are the coefficients from this regression, are then averaged over the sample period, which is
2001-2014. When looking at the k& month investment horizon with k greater that one, the
estimated prices of risk are obtained using overlapping returns. To adjust for this effect, I use
the Newey-West t-statistics with £ —1 lags. To ensure that the results are not driven by other
factors, I control for some standard systematic factors. Specifically, I use the Carhart (1997)
factors as well as two momentum factors (past monthly returns and past yearly returns). The
Carhart (1997) factors include the market, the size, the value, and the momentum factors.
Following the literature, stock betas with respect to these factors are computed using OLS
regression with one year of past data.’’

The Fama and MacBeth (1973) regression takes the following form
Tiprk = O+ Mo By ipn + Az Z + € pyn, (3.14)

where 7 ;11 is a cumulative stock excess returns over k£ months, F;;, is an option-implied
measure corresponding to horizon h, and Z is a matrix of control variables. Varying k from
one to twelve allows for the uncovering of the term structure of the price of risk, which is
important in learning the optimal timing of an investment strategy that is aimed to earn this
price.

Table 3.8 provides the t-statistics for the average price of risk of the co-skewness risk
in the univariate regression (F equals the co-skewness measure in (3.14) and the Z factor
is empty). With the exception of the one-month option-implied measure, all the coefficients
presented in this table are negative, which means that this risk is negatively priced in the
cross-section of returns. This result is consistent with the theoretical predictions of Kraus
and Litzenberger (1976) and Harvey and Siddique (2000a). Looking at the magnitude of
the t-statistics, it appears that for most of the investment horizons, the risk-return relation

looks stronger when the long-horizon implied co-skewness is used instead of the short-horizon

39The market beta is computed in a simple univariate regression. To estimate the beta of the size, value, and
momentum factors, I use a multivariate regression that includes the market factor as an additional regressor.
This allows for the reduction of possible correlation between these anomalies betas and the market beta.
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one. This result is perhaps not surprising given that the long-horizon measure was less noisy
than that of the short horizon, as documented in Section 3.6.2. However, when the yearly
option-implied co-skewness is used (see the last row of Table 3.8), the average price of risk is
statistically significant at the 5% level only for the two and three months horizons. To test the
robustness of this conclusion, I add the control variables discussed above (namely, the Carhart
(1997) factors, the past monthly returns, and the past yearly returns) in the regression. The
t-statistics are reported in Table 3.9. The results are very similar to the ones obtained in the
univariate regression. These results are also robust to the inclusion of the historical measure
of Harvey and Siddique (2000a), as shown in Table 3.10.

Theoretically, options traded at a given horizon should be the most informative for cap-
turing the risk premia at that horizon. That is, short-term options information should better
capture risk premia at the short-horizon and long-term options information should be useful
in capturing risk premia at the long-horizon. My results show that this simple prediction is
not always satisfied. Since the end goal is to investigate risk premia behaviour across horizons,
I adopt the following strategy. For a given investment horizon, I look for the option horizon
that best captures the price of the risk (that is, the one that minimizes the t-statistics of
the estimated average price of risk) and use the estimate obtained for this option horizon to
learn about the risk premia. I proxy the risk premia by the average price of risk scaled by the
standard deviation of the option-implied moment that best captures the pricing relationship.
This strategy fully exploits the information content of the term structure of option-implied
risk for every single investment horizon.

I adopt the above strategy to robustly estimate co-skewness risk premia across invest-
ment horizons. Figure 3.3 depicts the term structure of risk premia both in the univariate
and multivariate regressions. In both cases, the risk premia have a decreasing term structure
(in absolute value). Accounting for control variables, the co-skewness risk premium (in annual
term) decreases from 3.83% at the monthly horizon to 1.26% in absolute value. The term
structure becomes almost flat after the six months horizon. The short-term premium is close
to the 3.6% found by Harvey and Siddique (2000a) and a bit smaller than the 5.64% reported
by Aliouchkin (2015). However, none of these two papers estimated the multi-periods risk
premia that I obtain by exploiting the information content of the entire term-structure of

option-implied co-skewness.
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To further check the robustness of my results for the co-skewness risk, I examine an al-
ternative measure of this risk. As argued by Harvey and Siddique (2000a), this risk can also
be proxied by the beta from a multivariate regression of stock returns on market returns and
the squared market returns. I evaluate the option-implied version of this beta. My paper
appears to be the first to investigate how the option-implied version of this proxy affects
future returns.’’ Table 3.11 reports the t-statistics from running the Fama and MacBeth
(1973) regression with this sole measure as the regressor. As can be seen from the table,
this measure carries a negative average price of risk, which is consistent with the theoretical
prediction of Harvey and Siddique (2000a). For most horizons, the estimates are statistically
significant at the 5% level. Table 3.12 shows that after controlling for Carhart (1997) and
past returns, the estimates are still negative, while the t-statistics are reduced to some extent.
This means that part of the variation previously attributed to the co-skewness measure is
due to the systematic factors. Figure 3.3 depicts the term structure of risk premia both in
the univariate and multivariate regression. The risk premium is estimated as before. From
the univariate regression, we see that the co-skewness risk premia have a decreasing term
structure in absolute value, which is mildly reversed in the mid-term when we control for
other systematic factors. In annual terms, the risk premium is 2.3% at the monthly horizon
and 0.83% at the yearly horizon. These premia are less economically significant than the ones
documented using the first proxy. However, the decreasing magnitude of the premia seems to
be a robust conclusion.

Overall, the decreasing term structure of co-skewness risk premia suggests that market
participants who are willing to earn the co-skewness risk premia should keep their invest-
ment position over shorter time period rather than holding it over longer time period in
order to maximize their earnings. There is a growing literature in finance that studies the
term structure of risk premia. Using data on dividend strips, van Binsbergen, Brandt, and
Koijen (2012) show that the equity risk premia have a decreasing term structure. Andries,
Eisenbach, Thomas, Schmalz, Schmalz, and Wang (2015) and Dew-Becker, Giglio, Le, and
Rodriguez (2015) find that the variance risk premia also have a decreasing term structure (in
absolute value). Here, I show that the co-skewness risk premia also have a decreasing term

structure (in absolute value) and I argue that this result is not implied by the existing result

4OPapers that use the historical version of this measure include Bali, Hu, and Murray (2016) and Christof-
fersen, Fournier, Jacobs, and Karoui (2016).
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on the term structure of variance risk premia. In fact, as shown by Chabi-Yo (2002) in a

dynamic two-period model, the price of co-skewness is distinct from that of the volatility risk.

3.6.3 Behaviour of co-kurtosis risk and its pricing

Although my paper aims at studying co-skewness risk, I briefly describe some results for

the co-kurtosis risk, which captures the sensitivity of stock returns to extreme market returns.

Descriptive Statistics for Co-Kurtosis risk

In this section, I study the behaviour of the time series of option-implied co-kurtosis risk
and contrast this behaviour with that of the historical co-kurtosis. I also look at the predictive
content of the option-implied risk for future realized risk.

Following the literature, the co-kurtosis risk is proxied using,

Er((reg = Ee(r1,9)) (rem — Eelroym)’)
Var3/2Var1/2 '

tm t,j

Cokurt; ; = (3.15)

Panel C of Table 3.5 provides the descriptive statistics on the co-kurtosis risk. It shows
that the option-implied co-kurtosis is positive on average and exhibits a term structure that
is decreasing from an average value of 1.84 at the monthly horizon to 1.49 at the yearly hori-
zon. This means that on average, the stocks load positively on the markets returns when
the latter experiences very extreme variations and that investors expect this sensibility to be
less important over long-horizon.*! Similar to the option-implied co-skewness measure, the
option-implied co-kurtosis measure appears to be smoother at the longer horizon as opposed
to the shorter horizon (the standard deviation decreases from 0.75 to 0.63 from the monthly
horizon to the yearly horizon, but still a little bit noisier than the historical measure, which
has a standard deviation of 0.52). The average yearly implied co-kurtosis (1.49) is smaller
than the average of the historical measure (1.81), which means that on average the measure
is biased.*”> This relatively poor behaviour of the co-kurtosis measure compared to the co-

skewness measure can potentially be explained by the fact that co-kurtosis risk is much harder

“'In general, the probability of having extreme market returns over longer maturity is small. Crashes or
jumps are more likely to occur over the short-horizon.
42 Aliouchkin (2015) also reports some average bias in his option-implied co-kurtosis measure.
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to capture.

The option-implied co-kurtosis risk has a non-trivial correlation with its historical counter-
part, as reported in Table 3.6. This correlation increases from 0.31 at the monthly horizon to
0.41 at the yearly horizon. Table 3.7 reports the results of the future risk predictability analy-
sis. Compared to the results reported for co-skewness risk in Section 3.6.2, the option-implied
co-kurtosis measure delivered by my methodology does not seem to significantly predict the
future risk. Its performance is worse than that of the historical measure. This result can

perhaps be imputable to the measure being noisier than its historical counterpart.

Multi-horizon pricing of co-kurtosis risk

I now turn to the analysis of the pricing of co-kurtosis in the cross-section of returns.
This risk is proxied by the measure defined in (3.15). The t-statistics for the estimated
prices of risk in the univariate regression are reported in Table 3.14. As observable from
this table, the price of co-kurtosis is positive across all risk horizons when using the option-
implied horizon specific expectations. This result is consistent with the theoretical prediction
of Dittmar (2002b) and implies that on average, stocks that load strongly on the co-kurtosis
factor tend to outperform stocks that load weakly or negatively on this factor. However,
the estimates are rarely significant, even though the t-statistics increase when using long-
horizon expectation. After controlling for other systematic factors, the signs of the estimates
obtained using short-horizon expectation are reverted while the ones obtained using long-
horizon information remain positive (see Table 3.15). As depicted in Figure 3.5, contrary
to the results obtained for co-skewness risk, there is no clear evidence of a decreasing term

structure of the risk premia for co-kurtosis risk.

3.7 Conclusion

This paper studies the multi-horizon pricing of co-skewness risk in the cross-section of
stock returns and aims to provide a model-free insight on the term structure of co-skewness
risk premia. To achieve this goal, I introduce a flexible term structure model that allows for
the estimation of option-implied co-skewness risk at any maturity. The entire term structure

of option-implied co-skewness is used in combination with Fama and MacBeth (1973) regres-
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sions to study the term structure of co-skewness risk premia across investment horizons.

Using both returns and options data on 96 stocks of the S&P 500 index, the analysis
reveals that investors expect co-skewness risk to matter less over long-horizon and that the
risk premia they demand for this risk is decreasing in (absolute value) with the investment
horizon. Overall, my results suggest that market participants who are willing to earn the
co-skewness risk premia maximize their earnings by keeping their investment position over a
shorter time period rather than holding it over a longer time period.

This paper is the first to study multi-horizon pricing of co-skewness risk using options
data. It contributes to the term structure literature by showing that co-skewness risk premia
have a decreasing term structure (in absolute value), a result that is not implied by existing ev-
idence on the term structure of equity risk premia (see, for example, van Binsbergen, Brandst,
and Koijen (2012)) or variance risk premia (see for example Andries, Eisenbach, Thomas,

Schmalz, Schmalz, and Wang (2015) and Dew-Becker, Giglio, Le, and Rodriguez (2015)).
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Figures and Tables of Chapter 3

Table 3.1: Daily Average Number of Index Options by Year and Maturity Buckets

Year DTM <90 90 <DTM <180 180 < DTM <270 270 <DTM <365 Average
2001 87.833 30.833 29.083 26.750 174.500
2002 85.083 27.333 29.000 27.750 169.167
2003 87.667 27.500 27.667 26.667 169.500
2004 94.583 33.583 31.500 29.750 189.417
2005 107.667 29.083 29.583 26.250 192.583
2006 141.917 31.167 26.500 23.500 223.083
2007 191.000 50.250 43.083 36.000 320.333
2008 250.333 75.167 53.833 53.750 433.083
2009 315.500 99.417 65.417 62.083 542.417
2010 335.083 103.917 76.000 77.583 592.583
2011 378.833 116.583 75.583 70.583 641.583
2012 486.583 141.083 90.667 92.333 810.667
2013 659.833 167.917 114.583 115.333 1057.667
2014 1259.833 220.917 122.083 124.750 1727.583
Average 320.125 82.482 58.185 56.649 517.440

I categorize the index option data into four buckets according to the value on the days to maturity (DTM).
For each class, I report the average number of option contracts.




Figure 3.1: Time-Series of the Coefficient of Variation of the Index Option RRMSE across
stocks
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For each month, I compute the coefficient of variation of RRMSE of the model predicted market option across
stocks.
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Figure 3.2: Time-Series of Average Co-Skewness and Co-Kurtosis

Panel A: Average Co-skewness 2001-2014
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The dashed line represents the one-month option-implied measure (co-skewness or co-kurtosis), the dash-dotted
line plots the one year measure, and lastly, the solid line depicts the time series of the historical measure.
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Scaled Co-skewness Premia (%)

Scaled Co-skewness Premia (%)

Figure 3.3: Term Structure of Co-Skewness Risk

Term Structure of Option-implied Co-skewness Premia
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In the top box, each line plots (across months) the annualized product of the average coefficient of an option-
implied co-skewness measure in a Fama and MacBeth (1973) regression and the standard deviation of the
measure. The dashed line is obtained from the univariate regression. The dashed-dotted line is obtained after
controlling for Carhart (1997) factors, the past monthly returns and the past yearly returns.
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Figure 3.4: Term Structure of Co-Skewness Risk, robustness analysis
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In the top box, each line plots (across months) the annualized product of the average coeflicient of an option-
implied co-skewness measure in a Fama and MacBeth (1973) regression and the standard deviation of the
measure. The dashed line is obtained from the univariate regression. The dashed-dotted line is obtained after
controlling for Carhart (1997) factors, the past monthly returns and the past yearly returns.

Table 3.2: Daily Average Number of Stock Options by Year and Maturity Buckets

Year DTM <90 90 <DTM <180 180 < DTM <270 270 < DTM < 365 Average
2001 12.822 8.688 5.774 1.738 29.023
2002 12.178 8.912 5.909 1.641 28.640
2003 10.213 8.057 5.740 1.646 25.656
2004 9.911 8.252 6.383 1.914 26.459
2005 9.786 8.241 6.671 2.016 26.714
2006 10.982 9.239 7.257 1.979 29.457
2007 13.146 10.938 8.243 2.512 34.839
2008 17.212 13.549 9.403 2.882 43.046
2009 19.774 16.351 11.058 3.607 50.790
2010 22.105 18.181 12.224 3.331 55.840
2011 26.555 22.316 15.411 3.919 68.201
2012 25.656 24.560 19.012 4.447 73.675
2013 34.971 23.168 18.447 4.290 80.876
2014 65.375 20.955 16.988 5.181 108.499
Average 20.763 14.386 10.609 2.936 48.694

I categorize the stock option data into four buckets according to the value on the days to maturity (DTM).
For each class, I report the average number of option contracts.
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Figure 3.5: Term Structure of Co-Kurtosis Risk

Term Structure of Option-implied Co-kurtosis Premia
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In the top box, each line plots (across months) the annualized product of the average coefficient of an option-
implied co-kurtosis measure in a Fama and MacBeth (1973) regression and the standard deviation of the
measure. The dashed line is obtained from the univariate regression. The dashed-dotted line is obtained after
controlling for Carhart (1997) factors, the past monthly returns and the past yearly returns.
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Figure 3.6: Term Structure of Co-Skewness Risk

Term Structure of Option-implied Co-skewness Risk Premia
T T T T T

05 |- o=

Co-skewness Risk Premia (%)
&
T
<
\

In the top box, each line plots (across months) the annualized product of the average coefficient of an option-
implied co-skewness measure in a Fama and MacBeth (1973) regression and the standard deviation of the
measure. The dashed line is obtained from the univariate regression. The dashed-dotted line is obtained after
controlling for Carhart (1997) factors, the past monthly returns and the past yearly returns. Here the model
is estimated using the combination (kz, ky, k-)=(5,5,2).
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Table 3.3: Option Relative Root Mean Square Error By Year

Year | Index | Stock
2001 | 0.284 | 0.234
2002 | 0.234 | 0.231
2003 | 0.362 | 0.254
2004 | 0.462 | 0.277
2005 | 0.476 | 0.319
2006 | 0.503 | 0.316
2007 | 0.369 | 0.322
2008 | 0.307 | 0.336
2009 | 0.464 | 0.338
2010 | 0.552 | 0.394
2011 | 0.542 | 0.418
2012 | 0.589 | 0.470
2013 | 0.602 | 0.460
2014 | 0.673 | 0.441
All | 0.458 | 0.343

The table reports the relative root mean square error (RRMSE) of the model predicted option price by year
for both the index and the stocks (see definition in 3.11). The last row provides the RRMSE for the entire
dataset. The value reported for the stocks is a cross-sectional average.

Table 3.4: Option Relative Root Mean Square Error By Maturity

Year Index | Stock

DTM < 90 0.592 | 0.466

90 < DTM < 180 | 0.530 | 0.384
180 < DTM < 270 | 0.500 | 0.340
270 < DTM < 365 | 0.465 | 0.370
All 0.458 | 0.343

The table reports the relative root mean square error (RRMSE) of the model predicted option price by maturity
(DTM) buckets for both the index and the stocks.
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Table 3.5: Descriptive Statistics for Beta, Co-Skewness and Co-Kurtosis

Panel A: Market Beta Panel B: Co-Skewness Panel C: Co-Kurtosis
h P25 Mean P75 Std P25 Mean P75 Std P25 Mean P75 Std
1 0.670 0970 1.209 0473 | -0.490 -0.339 -0.176 0.246 | 1.311 1.835 2.600 0.755
2 0.656 0.928 1.145 0.434 | -0.427 -0.288 -0.146 0.225 | 1.273 1.758 2.430 0.675
3 0.648 0908 1.116 0.417 | -0.378 -0.246 -0.119 0.210 | 1.238 1.724 2.420 0.659
4 0.643 0.897 1.101 0.409 | -0.340 -0.214 -0.097 0.201 | 1.206 1.696 2.415 0.653
5 0.641 0.892 1.091 0.404 | -0.314 -0.189 -0.079 0.196 | 1.176 1.664 2.389 0.644
6 0.639 0.889 1.087 0.401 | -0.293 -0.168 -0.062 0.193 | 1.152 1.636 2.355 0.637
7 0.638 0.887 1.085 0.401 | -0.277 -0.151 -0.046 0.193 | 1.130 1.614 2.307 0.636
8 0.635 0.886 1.086 0.401 | -0.264 -0.137 -0.034 0.193 | 1.110 1.590 2.262 0.635
9 0.633 0.885 1.084 0.400 | -0.253 -0.126 -0.025 0.193 | 1.087 1.564 2.214 0.631
10 | 0.628 0.883 1.083 0.400 | -0.245 -0.116 -0.015 0.193 | 1.063 1.534 2.174 0.621
11 | 0.626 0.883 1.083 0.404 | -0.237 -0.108 -0.009 0.193 | 1.040 1.518 2.126 0.628
12 0.622 0.881 1.085 0.406 | -0.231 -0.101 -0.002 0.193 | 1.014 1.494 2.084 0.626
Hist | 0.749 0.998 1.225 0.382 | -0.233 -0.094 0.055 0.224 | 1.647 1.809 2.120 0.522
I report the average (Mean), the standard deviation (Std), the first quartile (Ps5), and the third quartile (Prs)
of the market beta. The co-skewness and the co-kurtosis measures for horizons h range from one to twelve
months. The measures are estimated using the methodology outlined in Section 3.2 at the end of each month
from 2001 to 2014. The statistics are computed across both the time series and cross-sectional dimensions.
The last row of the Table presents the same statistics for the historical measures.
Table 3.6: Correlation between Option-Implied and historical measures
h 1 3 4 5 8 9 10 11 12
Corr(Coskew(h), HistCoskew) | 0.533 0.546 0.543 0.532 0.515 0.495 0.477 0.460 0.446 0.433 0.421 0.410
Corr(Cokurt(h), HistCokurt) | 0.307 0.325 0.344 0.356 0.364 0.369 0.374 0.379 0.386 0.392 0.399 0.406

I report the correlation between the option-implied high-order co-moments measures and their historical coun-

terpart. The option-implied measures are computed for horizon h ranging from one to twelve months.
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Table 3.7: Predicting Average Realized Co-Skewness and Co-Kurtosis

Panel A: Co-Skewness Panel B: Co-Kurtosis
h a  tstat (a) B tstat  AdjR? | a  tstat (o) B tstat(B) AdjR?
1 -0.020  -0.582 0.251 2.681 0.038 | 2.401 8.503 0.094  0.694 -0.003
2 -0.014  -0.452 0.319 3.301  0.060 | 2.340 8.651 0.128  0.967  -0.000
3 -0.019  -0.665 0.353 3.507  0.068 | 2.302 8.730 0.152 1.150 0.002
4 -0.028  -1.096 0.360 3.506  0.067 | 2.286 8.828 0.164  1.237 0.003
5 -0.038  -1.577 0.356  3.446  0.065 | 2.283 8.950 0.169  1.269 0.004
6 -0.046  -2.057 0.348 3.366 0.062 | 2.287 9.068 0.170  1.272 0.004
7 1-0.054 -2.532 0.335 3.260 0.058 | 2.294 9.187 0.169  1.256 0.004
8 -0.060  -2.981 0.319 3.114 0.053 | 2.301 9.309 0.168  1.238 0.003
9 -0.066  -3.379 0.303 2.974 0.048 | 2.309 9.421 0.167  1.218 0.003
10 | -0.070  -3.718 0.288 2.835 0.043 | 2.318 9.532 0.164  1.188 0.003
11 | -0.074  -3.998 0.275 2.712  0.039 | 2.327 9.629 0.162 1.158 0.002
12 | -0.077 -4.222 0.264 2.605 0.036 | 2.332 9.709 0.161 1.143 0.002
Hist | -0.105  -6.118  -0.046 -0.548 -0.005 | 1.795 8.963 0.316  4.347 0.050

I regress the 12 months ahead (average) historical co-skewness (co-kurtosis) on the average of the horizon h
option-implied historical co-skewness (co-kurtosis). The table reports the intercept (o), the slope (8), its t-
statistics (tstat), and the adjusted R? of this regression. For comparative purposes, in the last row, I report the
results obtained using the historical measures instead of the option-implied ones. The estimation is performed
using the HAC procedure.

Table 3.8: T-statistics for average co-skewness price in univariate regression

(k)| 1 2 3 4 5 6 7 8 9 10 11 12
1 [-0621 -0.130 -0.209 0.010 0.240 0.254 0263 0287 0.363 0242 0254 0.042
2 |-1.353 -0.772 -0.599 -0.306 -0.338 -0.306 -0.235 -0.197 -0.081 -0.263 -0.312 -0.495
3 |-1.302 -0951 -0.801 -0.505 -0.671 -0.551 -0.483 -0.417 -0.261 -0.555 -0.616 -0.786
4 | -1.061 -0.961 -0.940 -0.676 -0.829 -0.625 -0.577 -0.454 -0.313 -0.630 -0.659 -0.801
5 |-1.033 -1.006 -1.083 -0.792 -0.949 -0.673 -0.605 -0.433 -0.294 -0.587 -0.600 -0.722
6 | -1.247 -1.279 -1.262 -1.000 -1.138 -0.833 -0.733 -0.551 -0.455 -0.655 -0.685 -0.790
7 |-1.583 -1.686 -1.612 -1.315 -1.352 -1.023 -0.873 -0.709 -0.704 -0.808 -0.841 -0.922
8 |-1.593 -1.819 -1.724 -1.440 -1.502 -1.149 -0.992 -0.850 -0.913 -0.912 -0.923 -0.965
9 |-1.639 -1.976 -1.929 -1.654 -1.684 -1.361 -1.171 -1.038 -1.130 -1.072 -1.051 -1.049
10 |-1.416 -1.947 -2.003 -1.670 -1.675 -1.399 -1.237 -1.108 -1.181 -1.095 -1.054 -1.004
11 |-1.374 -1.924 -2.026 -1.701 -1.694 -1.433 -1.289 -1.096 -1.212 -1.071 -1.014 -0.913
12 |-1.520 -2.045 -2.030 -1.692 -1.689 -1.419 -1.309 -1.045 -1.150 -0.972 -0.901 -0.731

At the end of each month between 2001 and 2014, a Fama and MacBeth (1973) regression is performed with
the k months future excess returns as the left hand side and a right hand side populated by the forward-looking
co-skewness at horizon h inferred from the option prices (using the methodology outlined in Section 3.2). The
co-skewness measure is a risk-neutral version of the one defined in (3.13). This table reports the Newey-West
t-statistics (obtained using k — 1 lags) for the average co-skewness price.
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Table 3.9: T-statistics for average co-skewness price with control variables

(h, k) 1 2 3 4 5 6 7 8 9 10 11 12
1 -1.117 -0.506 -0.548 -0.375 -0.525 -0.482 -0.577 -0.389 -0.430 -0.552 -0.479 -0.673
2 -1.762 -1.461 -1.236 -0.805 -1.189 -1.155 -1.256 -1.029 -0.973 -1.126 -1.029 -1.193
3 -1.681 -1.630 -1.347 -0.855 -1.390 -1.259 -1.391 -1.183 -1.091 -1.331 -1.224 -1.359
4 -1.310 -1.439 -1.269 -0.799 -1.310 -1.080 -1.254 -1.036 -1.000 -1.255 -1.143 -1.265
5 -0.933 -1.239 -1.219 -0.649 -1.152 -0.808 -0.959 -0.764 -0.761 -1.020 -0.909 -1.035
6 -0.926 -1.327 -1.286 -0.652 -1.219 -0.843 -0.943 -0.772 -0.777 -0.962 -0.852 -0.968
7 -1.005 -1.428 -1.512 -0.786 -1.263 -0.906 -0.949 -0.825 -0.852 -0.966 -0.886 -0.995
8 -1.058 -1.604 -1.676 -0.958 -1.479 -0.952 -0.910 -0.765 -0.864 -0.932 -0.834 -0.961
9 -1.247 -1.803 -1.875 -1.205 -1.649 -1.152 -0.963 -0.777 -0.917 -0.951 -0.828 -0.939
10 -1.290 -1.865 -1.955 -1.123 -1.463 -1.064 -0.884 -0.599 -0.820 -0.825 -0.665 -0.764
11 -1.552 -2.041 -2.189 -1.200 -1.472 -1.090 -0.888 -0.452 -0.753 -0.727 -0.497 -0.560
12 -1.896 -2.294 -2.395 -1.218 -1.460 -1.132 -0.922 -0.343 -0.603 -0.551 -0.265 -0.238

At the end of each month between 2001 and 2014, a Fama and MacBeth (1973) regression is performed with
the k months future excess returns as the left hand side and a right hand side populated by the forward-looking
co-skewness at horizon h, the Carhart (1997) factors, the past monthly excess returns and the past yearly excess
returns. The co-skewness measure is a risk-neutral version of the one defined in (3.13). This table reports the
Newey-West t-statistics (obtained using k& — 1 lags) for the average co-skewness price.

Table 3.10: T-statistics for average co-skewness price with control variables and historical
co-skewness

(k)| 1 2 3 4 5 6 7 8 9 10 11 12
1 [-0.866 -0.109 -0.119 -0.007 -0.186 -0.169 -0.294 -0.191 -0.300 -0.402 -0.304 -0.477
2 |-1.493 -1.035 -0.759 -0.395 -0.844 -0.868 -0.998 -0.857 -0.865 -1.004 -0.877 -1.022
3 | -1471 -1.255 -0.937 -0.486 -1.041 -0.955 -1.121 -1.019 -0.989 -1.213 -1.075 -1.196
4 |-1.100 -1.133 -0.918 -0.444 -0.953 -0.769 -0.980 -0.881 -0.909 -1.141 -0.999 -1.114
5 |-0728 -0.990 -0.906 -0.313 -0.801 -0.521 -0.717 -0.634 -0.700 -0.928 -0.786 -0.914
6 | -0.677 -1.068 -0.967 -0.304 -0.858 -0.568 -0.735 -0.656 -0.729 -0.886 -0.752 -0.877
7 1-0694 -1.142 -1.172 -0.417 -0.888 -0.649 -0.772 -0.724 -0.815 -0.906 -0.802 -0.924
8 | -0.728 -1.326 -1.364 -0.599 -1.107 -0.721 -0.768 -0.677 -0.840 -0.885 -0.768 -0.909
9 |-0913 -1.522 -1.571 -0.842 -1.300 -0.942 -0.837 -0.685 -0.884 -0.8906 -0.756 -0.886
10 |-1.028 -1.592 -1.680 -0.792 -1.171 -0.881 -0.766 -0.506 -0.778 -0.760 -0.586 -0.703
11 |-1.408 -1.774 -1.906 -0.873 -1.204 -0.915 -0.766 -0.364 -0.690 -0.642 -0.412 -0.490
12 |-1.834 -2.060 -2.129 -0.918 -1.217 -0.972 -0.806 -0.280 -0.536 -0.461 -0.196 -0.191

At the end of each month between 2001 and 2014, a Fama and MacBeth (1973) regression is performed with
the k& months future excess returns as left hand side and a right hand side populated by the forward-looking
co-skewness at horizon h, the Carhart (1997) factors, the past monthly excess returns and the past yearly
excess returns and the historical co-skewness. The co-skewness measure is a risk-neutral version of the one
defined in (3.13). This table reports the Newey-West t-statistics (obtained using k — 1 lags) for the average
price of the option-implied co-skewness.
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Table 3.11: T-statistics for average co-skewness price in univariate regression, robustness
analysis

(h, k) 1 2 3 4 5 6 7 8 9 10 11 12
1 -0.493 -0.965 -1.444 -1.230 -1.450 -1.464 -1.328 -1.277 -1.392 -1.193 -1.168 -1.153
2 -0.883 -1.591 -1.532 -1.330 -1.652 -1.724 -1.655 -1.677 -1.821 -1.524 -1.498 -1.469
3 -1.164 -1.929 -1.641 -1.417 -1.719 -1.909 -2.046 -2.069 -2.139 -1.864 -1.929 -1.815
4 -1.240 -1.998 -1.684 -1.495 -1.812 -2.000 -2.173 -2.155 -2.150 -1.912 -1.973 -1.855
5 -1.290 -2.005 -1.684 -1.520 -1.904 -2.112 -2.257 -2.183 -2.113 -1.835 -1.905 -1.798
6 -1.471 -2.100 -1.684 -1.392 -1.861 -2.120 -2.236 -2.192 -2.094 -1.799 -1.906 -1.792
7 -1.628 -2.236 -1.774 -1.480 -1.954 -2.207 -2.245 -2.203 -2.163 -1.841 -1.901 -1.802
8 -1.684 -2.308 -1.844 -1.486 -1.943 -2.223 -2.250 -2.290 -2.282 -1.972 -2.005 -1.899
9 -1.853 -2.395 -2.005 -1.599 -2.023 -2.326 -2.282 -2.314 -2.329 -2.054 -2.045 -1.952
10 -1.793 -2.339 -1.935 -1.576 -2.014 -2.323 -2.266 -2.302 -2.279 -2.008 -1.955 -1.850
11 -1.870 -2.280 -1.938 -1.605 -2.013 -2.372 -2.339 -2.381 -2.363 -2.056 -1.975 -1.876
12 -2.056 -2.357 -2.110 -1.839 -2.120 -2.403 -2.415 -2.333 -2.348 -2.026 -1.919 -1.845

At the end of each month between 2001 and 2014, a Fama and MacBeth (1973) regression is performed with the
k months future excess returns as the left hand side and a right hand side populated by the forward-looking
co-skewness at horizon h inferred from option prices (using the methodology outlined in Section 3.2). The
co-skewness is proxied by the beta obtained in a regression of excess stock returns on the excess market returns
and its square. This table reports the Newey-West t-statistics (obtained using k — 1 lags) for the average
co-skewness price.

Table 3.12: T-statistics for average co-skewness price with control variables, robustness
analysis

(h, k) 1 2 3 4 5 6 7 8 9 10 11 12
1 0.104 0.241 -0.354 -0.096 -0.532 -0.796 -1.385 -1.266 -1.327 -1.128 -0.800 -0.646
2 -0.204 -0.399 -0.841 -0.583 -1.182 -1.310 -2.042 -2.070 -2.143 -1.948 -1.611 -1.354
3 -0.165 -0.648 -1.006 -0.691 -1.266 -1.346 -2.094 -2.209 -2.229 -2.112 -1.999 -1.651
4 -0.119 -0.741 -1.174 -0.678 -1.274 -1.209 -1.956 -2.047 -2.073 -1.891 -1.807 -1.442
5 -0.346 -0.902 -1.269 -0.670 -1.320 -1.285 -1.799 -1.846 -1.798 -1.544 -1.428 -1.111
6 -0.448 -0.998 -1.200 -0.417 -1.141 -1.234 -1.668 -1.740 -1.700 -1.386 -1.266 -0.991
7 -0.512 -1.031 -1.157 -0.332 -1.027 -1.230 -1.547 -1.596 -1.646 -1.261 -1.117 -0.884
8 -0.602 -1.196 -1.228 -0.276 -0.956 -1.185 -1.536 -1.700 -1.787 -1.400 -1.242 -0.999
9 -0.815 -1.289 -1.370 -0.306 -0.973 -1.306 -1.520 -1.693 -1.848 -1.474 -1.289 -1.068
10 -0.654 -1.229 -1.292 -0.199 -0.821 -1.228 -1.424 -1.673 -1.788 -1.345 -1.140 -0.936
11 -0.578 -1.196 -1.348 -0.258 -0.805 -1.296 -1.539 -1.822 -1.976 -1.488 -1.245 -1.053
12 -1.092 -1.378 -1.500 -0.216 -0.662 -1.222 -1.698 -1.948 -2.050 -1.458 -1.162 -0.993

At the end of each month between 2001 and 2014, a Fama and MacBeth (1973) regression is performed with the
k months future excess returns as the left hand side and a right hand side populated by the forward-looking
co-skewness at horizon h, the Carhart (1997) factors, the past monthly excess returns and the past yearly
excess returns. The co-skewness is proxied by the beta obtained in a regression of excess stock returns on the
excess market returns and its square. This table reports the Newey-West t-statistics (obtained using k& — 1
lags) for the average co-skewness price.
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Table 3.13: T-statistics for average co-skewness price with control variables and historical
co-skewness, robustness analysis

(k)| 1 2 3 4 5 6 7 8 9 10 11 12
1 0323 0268 -0277 -0.123 -0.612 -1.060 -1.595 -1.616 -1.596 -1.380 -1.133 -0.941
2 | 0.008 -0.456 -0.876 -0.676 -1.309 -1.551 -2.246 -2.524 -2.567 -2.441 -2.118 -1.842
3 | 0114 -0691 -1.043 -0.743 -1.381 -1.498 -2.238 -2.674 -2.698 -2.646 -2.567 -2.143
4 | 0171 -0.796 -1.244 -0.723 -1.396 -1.316 -2.099 -2.501 -2.501 -2.399 -2.362 -1.906
5 |-0035 -0.906 -1.209 -0.684 -1.475 -1.448 -1.960 -2.288 -2.141 -1.938 -1.849 -1.475
6 |-0.121 -0971 -1.194 -0.343 -1.245 -1.365 -1.829 -2.184 -2.052 -1.779 -1.682 -1.358
7 [-0153 -0.949 -1.100 -0.190 -1.079 -1.319 -1.665 -1.999 -1.959 -1.608 -1.471 -1.191
8 |-0270 -1.139 -1.198 -0.153 -0.992 -1.266 -1.656 -2.111 -2.102 -1.735 -1.566 -1.277
9 |-0449 -1.215 -1.308 -0.127 -0.961 -1.331 -1.626 -2.084 -2.128 -1.766 -1.553 -1.324
10 |-0.342 -1.171 -1.258 -0.028 -0.789 -1.256 -1.507 -2.060 -2.044 -1.604 -1.352 -1.125
11 |-0.276 -1.142 -1.326 -0.087 -0.757 -1.325 -1.640 -2.235 -2.235 -1.749 -1.448 -1.234
12 | -0.874 -1.334 -1.502 -0.043 -0.580 -1.201 -1.919 -2.433 -2.294 -1.673 -1.305 -1.123

At the end of each month between 2001 and 2014, a Fama and MacBeth (1973) regression is performed with the
k months future excess returns as the left hand side and a right hand side populated by the forward-looking
co-skewness at horizon h, the Carhart (1997) factors, the past monthly excess returns and the past yearly
excess returns and the historical co-skewness. The co-skewness is proxied by the beta obtained in a regression
of excess stock returns on the excess market returns and its square. This table reports the Newey-West
t-statistics (obtained using k — 1 lags) for the average price of the option-implied co-skewness.

Table 3.14: T-statistics for average co-kurtosis price in univariate regression

(k) | 1 2 3 4 5 6 7 8 9 10 11 12
1 [-0.247 0.095 0.175 0.195 0.390 0.486 0.392 0.042 -0.044 0.071 0.094 0.121
2 |-0.001 0428 0.493 0501 0.684 0.694 0.569 0.279 0.236 0.376 0.403 0.388
3 10098 0570 0.625 0.647 0.821 0.741 0.552 0.335 0.311 0.471 0.462 0.403
4 0189 0637 0682 0.704 0.788 0.692 0472 0.303 0.306 0.472 0.431 0.377
5 | 0240 0.666 0.726 0.752 0.793 0.684 0.445 0.296 0.297 0.464 0.433 0.383
6 | 0.355 0.778 0.742 0.792 0.802 0.698 0.455 0.306 0.284 0.473 0.444 0.394
7 | 0475 0903 0.857 0.893 0.866 0.749 0.474 0.300 0.305 0.506 0.479 0.449
8 | 0436 0901 0.820 0904 0859 0.750 0.462 0.287 0.293 0.480 0.468 0.443
9 | 0542 1.003 0.888 0.946 0.877 0.764 0.491 0.300 0.308 0.485 0.483 0.461
10 | 0539 1.067 0.928 0.974 0.865 0.759 0.469 0.283 0.287 0.465 0.479 0.452
11 | 0586 1.163 0.982 1.016 0.904 0.809 0.508 0.298 0.315 0.497 0.508 0.474
12 | 0692 1.320 1.077 1.075 0934 0.844 0.527 0.340 0.379 0.541 0.535 0.489

At the end of each month between 2001 and 2014, a Fama and MacBeth (1973) regression is performed with the
k months future excess returns as the left hand side and a right hand side populated by the forward-looking
co-kurtosis at horizon h inferred from option prices (using the methodology outlined in Section 3.2). The
co-kurtosis measure is a risk-neutral version of the one defined in (3.15). This table reports the Newey-West
t-statistics (obtained using k& — 1 lags) for the average co-kurtosis price.
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Table 3.15: T-statistics for average co-kurtosis price with control variables

(h, k) 1 2 3 4 5 6 7 8 9 10 11 12
1 -1.171  -1.400 -0.924 -1.025 -0.585 -0.200 0.020 -0.539 -0.311 0.263 0.429 0.574
2 -1.038 -1.016 -0.540 -0.502 0.027 0.333 0.418 0.104 0.404 0.872 1.013 1.091
3 -0.933 -0.758 -0.346 -0.123 0.456 0.626 0.584 0.462 0.748 1.203 1.270 1.306
4 -0.935 -0.682 -0.227 0.136 0.557 0.726 0.617 0.528 0.842 1.307 1.353 1.395
) -0.980 -0.648 -0.012 0.441 0.819 0918 0.719 0.657 0.945 1.403 1.457 1.533
6 -0.684 -0.297 0.375 0.866 1.205 1.195 1.042 0.952 1.147 1.570 1.612 1.742
7 -0.263 0.102 0.844 1.317 1.520 1.443 1.241 1.071 1.174 1.577 1.617 1.882
8 -0.153 0.307 1.025 1.560 1.725 1.625 1.445 1.146 1.163 1.520 1.597 1.929
9 0.220 0.635 1.354 1.844 1988 1.869 1.689 1.299 1.274 1.628 1.720 2.095
10 0.446 0.817 1.557 1982 2123 1986 1.762 1.319 1.283 1.635 1.771 2.154
11 0.663 1.025 1.731 2.111 2.229 2.058 1.816 1.329 1.312 1.676 1.841 2.245
12 0.938 1.332 1.947 2268 2371 2212 1.955 1475 1.483 1842 1.993 2411

At the end of each month between 2001 and 2014, a Fama and MacBeth (1973) regression is performed with
the k£ months future excess returns as the left hand side and a right hand side populated by the forward-looking
co-kurtosis at horizon h, the Carhart (1997) factors, the past monthly excess returns and the past yearly excess
returns. The co-kurtosis measure is a risk-neutral version of the one defined in (3.15). This table reports the
Newey-West t-statistics (obtained using k& — 1 lags) for the average co-kurtosis price.

Table 3.16: T-statistics for average co-kurtosis price with control variables and historical
co-kurtosis

(h k) [ 1 2 3 4 5 6 7 8 9 10 11 12
1 [-1.171 -1.400 -0.772 -0.803 -0.432 -0.145 0.014 -0.316 -0.171 0.138 0.205 0.272
2 | -1.038 -1.016 -0.447 -0.380 0.019 0.216 0.254 0.056 0.206 0.426 0.461 0.486
3 ]-0933 -0.758 -0.284 -0.091 0.310 0.382 0.331 0.236 0.364 0.568 0.564 0.568
4 |-0935 -0.682 -0.185 0.100 0.373 0.427 0.333 0.263 0.401 0.608 0.594 0.598
5 |-0980 -0.648 -0.010 0.321 0.544 0.535 0.380 0.324 0.444 0.647 0.637 0.652
6 |-0.684 -0.297 0.306 0.627 0.802 0.700 0.543 0.470 0.532 0.718 0.703 0.725
7 |-0263 0102 0.690 0951 1.019 0.854 0.650 0.538 0.548 0.724 0.709 0.769
8 |-0.153 0.307 0.837 1.127 1.162 0973 0.765 0.586 0.550 0.703 0.705 0.785
9 | 022 0635 1108 1.333 1.349 1.142 0910 0.672 0.606 0.758 0.763 0.855
10 | 0446 0.817 1.275 1.431 1443 1221 0954 0.686 0.614 0.765 0.790 0.891
11 | 0663 1.025 1.422 1525 1514 1272 0990 0.693 0.629 0.787 0.824 0.938
12 | 0938 1.332 1.605 1.643 1.619 1.382 1.077 0.771 0.718 0.871 0.902 1.025

At the end of each month between 2001 and 2014, a Fama and MacBeth (1973) regression is performed with
the k months future excess returns as the left hand side and a right hand side populated by the forward-looking
co-kurtosis at horizon h, the Carhart (1997) factors, the past monthly excess returns and the past yearly excess
returns and the historical co-kurtosis. The co-kurtosis measure is a risk-neutral version of the one defined in
(3.15). This table reports the Newey-West t-statistics (obtained using k — 1 lags) for the average price of the
option-implied co-kurtosis.
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Appendix for Chapter 3

C Appendix

C.1 Individual Stock Option Valuation

From the classical risk-neutral valuation formula, we know that the price of European put options

on the stock S with maturity 7 and strike price « is
PS(k,7) = e_TfTEQ<(/it+T - st+7)+), (C.1)

where Q denotes the risk-neutral measure. The probability density of S;y, under Q is provided by
(3.8).

The price of the put option can be obtained in closed form as follows,

L 0(B,7)
PS(x,7) = kexp™™ [@(d(m))—; k\/E Hk,l(d(T,n))é(d(T,n))]

2Ky

- S, exprf”'“S(T) [exp (W(T)Q/Z)q)(d(ﬂ K) — VS(T)) + Z 0r(B,T)J; (d(T, m))},
k=1

where

%; i (d(r, ) - %% (Vs(r)d(r, 1)) Hye1 (d(r, 1))  (d(7, 1))

Jg (d(T7 KJ)) = exp (VS(T)2/2)(I>(d(T, K)— VS(T)),and

_ log(k/I) — ps(7)
d(t,k) = Ve(r)

i (d(r, 1)) =

and ®(.) is the cumulative CDF of the normal distribution, and
6i(B,7) = Lig (B, 1) A aa(B,7) [ (1% ana(B,7) T (B,7)).
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C.2 Robustness Analysis

In the main text, the model is estimated using the following combination of orders for the sieve
polynomials (kg, ky,k;) = (4,4,2). I now estimate the model using the combination (ks,ky, k;) =
(5,5,2). Figure 3.6 displays the term structure of co-skewness risk premia. As evident from this
graph, the term structure is decreasing in absolute value which corroborates the results obtained in

the main text.
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