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Abstract. A non-stationary regression model for financial returns is examined theoretically in this pa-
per. Volatility dynamics are modelled both exogenously and deterministic, captured by a nonparame-
tric curve estimation on equidistant centered returns. We prove consistency and asymptotic normality
of a symmetric variance estimator and of a one-sided variance estimator analytically, and derive re-
marks on the bandwidth decision. Further attention is paid to asymmetry and heavy tails of the return
distribution, implemented by an asymmetric version of the Pearson type VIl distribution for random
innovations. By providing a method of moments for its parameter estimation and a connection to the
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quality of the non-stationary model is supported by simulation studies.
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1 Introduction

Accurate modelling of financial time series is a fundamental task for investment decisions and the risk management
of banks and insurance companies. In the course of regulatory developments by the Basel Committee on Banking
Supervision and the Committee of European Insurance and Occupational Pensions Supervisors the Value at Risk
(henceforth VaR) has become a benchmark risk measure for capital requirements. From the two main approaches to
VaR measurement, full valuation and local-valuation, mentioned in Jorion (2006), the latter got famous in the form of
the delta-normal method, that works with a first order Taylor approximation for the market value, e.g. the basis point
value for fixed income. This approach, also named variance-covariance model or parametric VaR, assumes iid normal
distributed benchmark returns that are mapped to the *delta’-conception of exposures. The aim is a factor-based model
where exposures are stressed by empirical standard deviations or risk factors to univariate risks, that are aggregated
by correlation matrix multiplication to a portfolio VaR. As part of a companion paper, Giirtler and Rauh (2009) test
that modelling assumptions for a multitude of financial time series carefully. They have to be rejected in the majority
of hypothesis tests, especially on a daily data base: The normality of the return distribution is denied as well as the
serial identity and independence. The latter results query volatility measurement via empirical standard deviations
and risk measurement in terms of (normal) quantiles entirely. Instead, modelling more general time-evolving return
distributions with a focus on heteroscedasticity and querying the stationarity may be the ways to success.

These results are in line with the early analyses of Mandelbrot (1963) and Fama (1965) on several US stock series.
They draw the following empirical conclusions for return series, often labeled as stylized facts:

e there is a serial data dependence,

e the volatility is changing over time (heteroscedasticity),

e the returns are asymmetrically distributed with heavy tails,

e a negative return amplitude entails a greater volatility than a positive return of same amount (Leverage Effects).

Let {Pt}t:O,A..,n be the market value of an asset over n periods of time, and let X; = In P, —InP,_; (t =1,...,n)
be the corresponding series of log-returns. Evidence on the first stylized fact is often brought by correlograms, that
are graphs of sample autocorrelations p(h) = % (SACF, where ~y(h) is the empirical estimate for Cov (X;, X¢41))
versus discrete time lags A > 0 for a stationary return series {X,},. Taylor (1986), Ding et al. (1993), Drees and
Starica (2002), Straumann (2004), Mikosch and Starica (2004) and Herzel et al. (2005) came to the same typical
picture for several financial instruments: Daily returns themselves contain little serial correlation, but their absolute
values and their squares are significantly autocorrelated, with p| x|, (h) or p X2 (h) being positive and decaying slowly
over a large number of lags.> This effect is called long range dependence (LRD) and one might draw the conclusion
of serial dependent time series.

On the ideas of serial dependence and conditional time-varying volatility Robert F. Engle and Tim Bollerslev
developed in the 1980s nonlinear time series models as autoregressive conditional heteroscedastic (ARCH-processes).
The general form is

Xt = pg +st6¢, tE€Z, (D

where {e;}, is an iid sequence with Fe; = 0 and Vare; = 1, {y} and {¢;} are stochastic processes that depend
only on past information, i.e. jt¢41,<+1 are measurable with respect to the o-field 73 = o ({€; | j < t}). Hence X
is Fy-measurable for every ¢ and 11 = E (X141 | F¢) is the conditional mean and ¢, ; = Var (X,11 | F;) is the
conditional variance of X, given the past returns. The starting point was set by the seminal paper of Engle (1982)
who introduced the ARCH(p)-process, where conditional volatility dynamics {¢; }, are imposed via linear regression
over past squared (centered) returns. An extension of Bollerslev (1986), named generalized ARCH (GARCH(p, q)-
process), includes past variances next to historical returns into the parametric regressed volatility process, what enables
a parsimonious parametrisation with a reasonable fit to empirical data. For purposes of parameter estimation, processes

I'The empirical studies are executed for 29 benchmark series as equity indices, interest rates, credit spreads and exchange rates.

2Further examples are provided in Giirtler and Rauh (2009). Ding et al. (1993) extended the result to power transformations of absolute returns,
| Xt |d for d > 0, and showed them to be ’long-memory’ for a S&P 500 return series, with quite high autocorrelations for large lags. Furthermore,
they found that for a fixed lag T the function pr(d) = Corr (|X¢|¢, | X¢+-|%) has a unique maximum when d ~ 1.
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of the ARCH-family are defined to be stationary, but finding conditions for the existence and uniqueness of a stationary
solution was nontrivial.> Besides the focus on heteroscedasticity and uncorrelated, serial dependence, the features of
heavy-tailedness and asymmetry are mostly imposed on the distribution of innovations &;.*

Coming back to the LRD, Mikosch and Starica (2004) derive theoretically that the aforementioned SACF for
absolute returns could alternatively arise from non-stationarities in the data. Correlograms are only a significant tool
for detecting dependence under the assumption of stationarity, otherwise structural breaks in the data as shifts in the
variance might cause identical results,> and it cannot be discriminated between stationary, long memory and non-
stationary time series. Secondly, Granger and Starica (2005) came by a long-term case study on the S&P 500 index to
the conclusion, that the second interpretation is the more probable: The main reason of the example LRD is to be seen
in the non-stationarities due to structural breaks of the unconditioned variance. From this follows a grave criticism on
ARCH-type models, since they are parameterized as stationary processes (what implies a fortiori a fixed unconditional
variance) and focus on modelling a long-range dependence structure of the second moments.

Another observation on ARCH modelling arises over longer periods of daily returns: The typical outcome of
a GARCH(1, 1) implementation is that the sum of estimated parameters «;, 31 is approximately 1, leading to an
IGARCH(1, 1) model, which is referred to as IGARCH effect in Starica (2003) or Mikosch and Starica (2004). But
IGARCH-processes imply an infinite variance of the random variables, which contradicts to the results of a direct tail
analysis, that indicate a finite second moment for daily financial returns (see De Haan et al. (1994)). Mikosch and
Starica (2004) prove theoretically and empirically that the IGARCH effect may be generated by non-stationarities via
shifts in the unconditional variance of the return series.® Although some ARCH-extensions allow structural breaks in
the volatility structure while holding up stationarity,’” one should question the stationarity assumption at all.

More and more sophisticated ARCH-type processes were developed to improve the characterisation of volatility
and of single aspects in the return dynamics;® Bollerslev et al. (1994) give a statistical overview of model extensions.
Following Drees and Starica (2002), the need of an increasing complexity for volatility modelling can be possibly
explained that a simple endogenous specification does not exist. In that case, the model fit can only be improved by
a change of the working hypothesis: In their univariate approach the volatility is supposed to be exogenous to the
return process. The evolution of market prices is interpreted as a manifestation of complex market conditions, driven
by unknown exogenous factors, that evolve smoothly through time and that are expressed mainly in the level of un-
conditional variance of recent returns. Continuing with the multiplicative model (1) for log-return series { X t}t:l)_mn
we replace the volatility term ¢; by an unconditional variable o (t). The corresponding variance o (t)? is modelled as a
smooth, deterministic function of time via a nonparametric kernel regression® over centered, squared returns R;:

ST K- R
TO= R G

The approach preserves the independence assumption for financial returns (unlike the LRD suggestion), but it aban-
dons the hypothesis of stationarity, motivated in the expertise of Mikosch and Starica (2004) or Granger and Starica
(2005) that the paradigm of time-varying unconditional variance is superior over some specifications of stationary
long memory in explaining the return dynamics. The volatility estimates 52(¢) may be employed to forecast close
future returns since they are supposed to be within (nearly) the same market environment. Former attention is paid to
asymmetry and heavy tails in the return distribution, involved by the features of random residuals £;. An accurate de-
scription is achieved by fitting the Pearson type VII distribution to positive and negative innovations separately, which
enables a simple but flexible modelling. Drees and Starica (2002) show on a 12-year S&P 500 example that their
non-stationary model fits the data adequately and gets better short-term forecasts on the return distribution than con-
ventional GARCH models. Herzel et al. (2005) extend these ideas to a multivariate non-stationary framework. Vectors

t=1,...,n. )

3Bougerol and Picard (1992) gave the solution for stationary GARCH(p, ¢) processes via stochastic recurrence equations. Straumann (2004)
summarizes this among other stochastic features on GARCH processes.

4The exponential GARCH (EGARCH) model of Nelson (1991) and the asymmetric power GARCH (AGARCH) model by Ding et al. (1993)
include asymmetry and leverage effects directly in the volatility dynamics, that reacts different to financial gains and losses.

5The authors found that the stronger the non-stationarity, e.g. the difference of the variation of subsamples X (1) and X (2) measured as

(E|X (1)| —E|X (&) |)2, the more pronounced the LRD effect. This theoretical result is supplemented with a long-term empirical study of the
S&P 500 index by ex-/ including the 1970s US-recession, generating the LRD effect.

Concerning persistence in variance and long memory (IGARCH- and LRD effect) caused by structural changes, see also Lamoureux and
Lastrapes (1990) or Diebold and Inoue (2001).

7E.g. regime-switching ARCH models by Hamilton and Susmel (1994) with transitions governed by an unobserved, fixed Markov chain.

80n the other hand stochastic volatility models specialized substantial to find endogenous (co-)variance descriptions for financial instruments.

9The rescaled kernel function K7, is defined as K, (-) = %K (E) with bandwidth h and an appropriate kernel K on a compact support [—1, 1].
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of financial returns are assumed to have a time-varying unconditional covariance matrix that evolves smoothly, cap-
tured by classical nonparametric regression. Vectors of standardized innovations are modelled again parametrically
with an asymmetric version of Pearson VII. Another univariate extension with a time-varying expected return was
introduced by Mikosch and Starica (2004a).

In this article, we will directly refer to the approaches of Herzel et al. (2005) and Drees and Starica (2002).
After presenting the steps for fitting the non-stationary model to empirical return data in general, we specialize on
the univariate description. The article is thought as the theoretical grounding for the companion paper Giirtler and
Rauh (2009), where the non-stationary approach is applied to a multitude of financial time series. Here we focus on
deriving the modelling components as the nonparametric volatility estimate (2) and its one-sided equivalent, which is
based only on past/ recent data and should be used in forecasting. A lot of effort is spent to prove the consistency and
asymptotic normality of both variance estimators analytically in a transformed version of the nonparametric regression
model with an equidistant unit design. Remarks on the kernel selection and the optimal choice of bandwidths follow,
a cross-validation setup is developed. The task of fitting innovations via the Pearson type VII distribution is simplified
by providing a method of moments for parameter estimation. Moreover a connection to the Student-¢ distribution is
derived, where the idea of a factor-based implementation of the non-stationary regression model for the purpose of
VaR calculation emerged from: The univariate VaR!~(t) of an exposure w(t) will be modelled as its product with
the nonparametric estimated volatility &.)(¢) and the (1 — a) Pearson VII innovation quantile of the benchmark return
distribution, adjusted by the mean return.

Our theoretical results are confirmed by simulation studies: We document for a predefined volatility function that
the approximation of the two-sided and one-sided variance estimates improves with a more and more refined data base.
Moreover we prove the non-stationary model being able to capture prices processes entirely and to produce good dis-
tributional forecasts. A Kupiec hypothesis testing evaluates forecasts in terms of predicted VaR limits VaR'~*14(t)
and their shortfall rates concerning the next day’s returns X; ;. We will show with that backtesting method that the
non-stationary model significantly outperforms the parametric (Gaussian) VaR model. Furthermore, Giirtler and Rauh
(2009) fit the regression model to daily return series of stock indices, exchange rates, interest rates and credit spreads
and provide evidence for the empirical validity of that approach and its ouperformance to the standard VaR model.

The rest of the paper is organized as follows: In section 2 we introduce the non-stationary model for asset returns
formally. We delve into the nonparametric estimation of volatility theoretically, and focus on the procedure of fitting
innovations. In section 3 we provide some simulation studies with the non-stationary approach, that underline the
theoretical results and motivate a practical application in risk management. We conclude in section 4.

2 A non-stationary model for asset returns

As motivated in section 1, our following return model adopts the conceptual framework of Herzel et al. (2005) and
Drees and Starica (2002) (univariate case) for analysing the return dynamics via classical nonparametric regression
with fixed equidistant design points. The vectors of financial returns are assumed to have a time-varying unconditional
covariance matrix that evolves smoothly through time and is modelled exogenously deterministic. The standardized
residuals are modelled parametrically, allowing for asymmetry and heavy tails. This leads to a multiplicative approach,
with a constant mean return p added, for a non-stationary sequence of independent random vectors {X;},:

Xt:,quSt{—:t, til,...,n (3)
€1,...,Ey iid random vectors with mutually independent coordinates,
EEk’l = 0, Varsk,l = 1, Vk = 1, N 7d7

S, : [0,n] — R%*? is an invertible matrix and a smooth function of time.

We emphasise that this regression-type model does not exclude random effects of the volatility dynamics. The basic
idea is that recent past and the next future returns depend on the same unknown exogenous economic factors, that
evolve gradually through time. Those factors are included in the recent asset returns and imply the level of the uncon-
ditional variance and the unconditional covariance structure. The aim is to estimate the multivariate return dynamics
only by dint of recent returns and to build up short-term forecasts of future return distributions in a similar economic
environment. Three steps have to be arranged to fit the regression-model to a financial time series:
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1. Centering returns
The demeaned return series {R, }, is defined as

R,=X,—-X,, t=1,....n, 4)

with column vectors centered componentwise by the empirical mean of the whole series, X kon = % 2::1 Xy, for all
k=1,...,d. Neglecting the estimation error of X; for y (i.e. assumption: X; = ;4 = R; = S;¢,) it follows that:

FE (Rt | Rtthth, .. ) = ERt = StEEt =0
FE(R/R}, |R;_1,R;_5,...) = E(RR}) =S,;S, =: 32(1)

Hence, {R:R/}, is an independent sequence of matrices with pointwise expectations X?(¢), a smooth function of
time. This is the framework for a nonparametric regression with equidistant design points t = {1, ...,n}, where vari-
ances and covariances in matrices {3?%(¢)} , may be estimated by kernel estimators applied to the sequence {R; R} },.

2. Estimating volatilities
In any nonparametric regression the conditioned expectation of a variable Y relative to X can be written as

m(z) = ElY | X = z],

where m is an unknown function with certain regularity conditions. We estimate m with a local polynomial regression
method (Taylor approximation), i.e.

m®) (7o)

p
T) =~ Zﬂk(z —z0)", Bp = o

in a neighbourhood U (x) of x¢ with m being p times differentiable, applying the method of least squares for the
sample (X1,Y1),...,(X,, Y,):

Z{Y m(X }NZ{ Zﬁk ) } —!>B0r7n“if16p

Since this expression is only locally valid, the data is localized by weighting the summands with respect to the
distance | X; — 2| using symmetric kernel functions K and K, on compact supports [—1, 1] and [—h, h], respectively:

KR—>[Ooow1th/ K(u du—/K Ydu=1, Kp(u) = EK<h)

denoting K, as rescaled kernel on bandwidth h. The minimization problem is modified to:

2
Z{Y Zﬂk -—mok} Kh(X-—xO)—‘>Bmin

i=1

Moreover the degree of the regression polynomial is simplified to p = 0, so that m is approximated locally with a
constant By (local constant regression):'°

Z (Y — B0} Kn(Xi — @) > n%in
; 0

5 Do Vi K (X — x0)
= =SS

The hereafter definition follows with Gy = (%) () = m(z), z € U(x).

is the LS-estimator

10For a symmetrical design around z a local linear regression (p = 1) would achieve the same estimator, which is generally the case for the
two-sided volatility estimation. Else an additive correcting term will improve the estimator.
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Definition 2.1
) L Kn(Xi — )Y
mh(.ﬁ) — Z _nl h( ) ,
Zizl K}L(Xi - 37)

where Kp,(-) = + K () withh > 0and K : R — [0,00), © = K (x) symmetrically and [~ K (u)du = 1, is called
Nadaraya-Watson kernel estimator.

&)

Kernel estimators are linear smoothers, m(z) is estimated via a weighted local average of observations Y7, ..., Y.
Applied to the regression model (3) the two-sided Nadaraya-Watson estimator (short: NWE) has the form:
- L KR( - )RR
22 (t) — Zz:ln h(Z . ) i (6)
> i1 Kn(i—1)

with Kp,(+) = %K (E)’ where K is an appropriate kernel as defined in the sequel. Herzel et al. (2005) motivate
the application of nonparametric regression by theoretical results of Miiller and Stadtmiiller (1987) in an asymptotic
context (compare section 3.2 in Herzel et al. (2005)). That way, they additionally derive propositions on confidence
intervals for (X; ;(t)), ;- We restrict ourselves later to the univariate case and proof some common, useful statistical
properties. Moreover, a one-sided volatility estimator for forecasting purposes will be introduced and analyzed.

3. Fitting innovations

In the last step we have to focus on the distribution of innovations {¢;},. In the multivariate and the univariate con-
text the approach for fitting innovations may be equal because of their mutual independent coordinates. Firstly, the
innovations ¢y, ; are componentwise estimated by dint of demeaned returns Ry, and estimated volatilities 6 (t) =

(ik,k(t)) ,

_(the k-th diagonal element of the square root of the estimate 22(1&) for S;S}) in each point of time ¢:

i,
. Ry 4

€pp =77, t=1,...,n @)
Ok (t)

Due to their independence it is sufficient to specify the distributions of &5+, K = 1,...,d univariately. The easiest

approach without any extra assumption could be the empirical distribution function ﬁ‘ﬁmp (x) of the series {£;}, but
this is not able to capture heavy tails.!' The normal distribution drops out due to neglecting skewness and heavy tails.
Herzel et al. (2005) as well as Drees and Starica (2002) found the Pearson type VII distribution to be a flexible and
parsimonious family of (heavy-tailed) distributions.'? It has the following one-sided density with shape parameter m
and scale parameter c:

1O = gt (14 (2)) om v
2

The one-sided Pearson VII presentation, concentrated on the positive axis, was chosen to allow for asymmetry: It
is fitted separately to nonnegative innovations {¢; | é; > 0}; and absolute values of negative innovations {—&; |
€; < 0};. In the above mentioned literature the corresponding parameters (m., cy) and (m_, c_) are estimated with
maximum-likelihood methods. We solve that task with a method of moments, later. Because usually there are about
as many positive as negative innovations in a financial time series, it may be assumed that the median of innovations

is 0. Hence, the fitted one-sided Pearson type VII densities f},{iléi) and foIEP are combined as

1
r‘gi{c+,7rL, ,C (.13) = 5 (fm,,c, (_x)l(*oo,o) (l‘) + fm+,(i+ ('T)I[Opo) (33)) ’ )

its cdf is referred as F'V!(x) and called asymmetric Pearson type VII distribution (Drees and Starica (2002)) of
random innovations &;."3

. then ﬁ'ﬁm’)(mmw +46) = 1forall § > 0 and

F‘fbmp(mmm —¢) = 0 for all € > 0. Consequently the probability for extreme future innovations €y & [Tmin, Tmaz], N > n would equal 0.
The empirical distribution function underestimates the extremes, which is an unacceptable shortcoming for risk management purposes.

12The Pearson VII family includes the ¢-distribution, the Cauchy distribution and (asymptotically) the Gaussian distribution. Other applications
are e.g. to be seen in Kitagawa and Nagahara (1999) for standardized innovations in a stochastic volatility (state-space) model.

13 An alternative approach for fitting innovations could be kernel density estimation, to stay completely within a nonparametric world.

Being Tmar = maxy &t and Ty, = ming & of the innovation sample {&:},_,

.....
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Concluding, the estimated distributions FE‘ZI T of the d independent random innovations together with (the square
root of) the covariance matrix estimates 332 (t) and the mean vector X,, completely specify the distribution of returns
X in the regression model (3).

From now on we specialize on the univariate non-stationary model, as introduced in Drees and Starica (2002):

Xe=p+o(t)e, t=1,...,n, (10)
€1y...,6n lidwith Fey =0, Vare; =1,
o(t), t=1,...,n, asmooth, deterministic function of time.

The series {X;},_, , of log-returns or diff-returns'# preserves the independence assumption, but a time evolution
of the return distribution is incorporated via the unconditional heteroscedasticity. Asymptotic and heavy tailed ran-
dom innovations, modelled as Pearson-type VII distributed rvs, enable a flexible capturing of return series, leading
altogether to an enhanced multiplicative approach.

2.1 Focus on univariate nonparametric volatility estimation

After demeaning the return series {X;};—1 .., in the univariate regression model (10) we base the nonparametric
regression on equidistant points ¢ of squared returns { R; }; with the methods developed above. The Nadaraya-Watson
estimator for volatility estimation is obtained as:

(I) Two-sided NWE (smoother):

~2 ._ Z?:l Kh(i - t)R?
o (t) = Z?:l Kh(i — t) (11D

with Kp, () = %K (3) for an appropriate kernel K on a compact support [—1, 1].

(IT) One-sided NWE (filter):

6y (t) == (12)

with K, (1) = K (;) and R; := X; — X1
The first estimator immediately follows from equation (6). An asymmetric version is supplemented, that includes only
past and current returns and that is consistently applicable to estimate the volatility at the last observed point n and
to forecast close future returns. The distinction between both estimates is fundamentally: While the first estimation
of o%(t) depends on a symmetrical data base around ¢, using all returns R; that are temporally close enough in a
band [t — h,t + h], the asymmetric estimator &(21)(15) inserts (past centered) returns R; up to time ¢, restricted to

values within the left-sided band [t — h,#].'> While a symmetric kernel will be used to describe the dynamics of
changes in the historical sample, the one-sided estimation is applied in forecasting volatility. Of course, the one-sided
estimator delivers in a historical sample generally a bigger estimation error (with a bigger variance) than its two-sided
counterpart due to the lack of information.

For deriving statistical results as consistency or asymptotic normality of our volatility estimates, we have to define
an appropriate asymptotic framework, firstly. The following asymptotic does not only involve an increasing number of

14We define diff-returns as differences of prices, Xy = Py —P;_1 (t = 1, ..., n), which are needed in Giirtler and Rauh (2009) as corresponding
return type to interest rate- and credit-spread-exposures, measured as basis point values. The model and statistical features given below work for
diff-returns as well as for log-returns. The asymptotical results use the asset return series as input but do not have any conditions on the return type.

5Values outside this radius are assumed not to influence o (t) and are zero-weighted. Nevertheless it requires a sufficient long sample: the
calculation is only possible if 1 < ¢t — h and ¢t + h < n (last condition only for symmetrical case). Else the required band would go beyond the
data base and boundary effects occur. Several approaches for treating the boundary ¢ € [0, h) and ¢ € (n — h, n] of a regression region exist in
the literature of nonparametric curve estimation. Fan and Yao (2003) list e.g. special boundary kernels, methods of reflection and transformation
or local polynomial fitting of a higher degree. In general, the order of magnitude of the bias is different in the interior and near the boundaries.
This is to be seen in the subsequent analysis as the optimal two-sided (interior) bandwidth is of order n*/5 while the optimal bandwidth of the
one-(left)-sided bandwidth has size n2/3, that could be interpreted as a boundary corrected estimator for the right interval boundary.
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observations but even more an increase of the frequency for observing data points on a fixed time-frame. Analytically,
we rescale the observations to the interval [0, 1] and refine the data base gradually. That way, an increase of sample
size n means including more observations on closer design points, e.g. an increase of information via switching from
monthly to daily returns within the predefined horizon. Henceforth we scan the (unknown) regression function more
and more precisely, until it is infinitesimal granulated.

We assume that beyond the series of returns {X;},_, , the discrete sequence {o(t)}, is gathered from a contin-
uous volatility function:

o:[0,n] — RE, o) (13)
The aforementioned asymptotic is implemented by transforming the data series to the standardized window [0, 1] with
design points =, 2, ... 2=1 1 that adopts the volatility values as s (L) = o(t) forall ¢ = 1, ..., n. Formally:
5:[0,1] — R}, y = s(y) == o(ny) (14)
This produces the transformed multiplicative return model:
Xin = p+s (:L) Etm, t=1,...,m, (15)
Elmy---,En,n ldwith Fey , =0, Vare;, =1,
s (i) , t=1,...,n, asmooth, deterministic function of time.

The corresponding nonparametric estimators are:

(I) Two-sided transformed NWE: .
Z’L 1Kh (l —U) R2

42
5 (u) = - , (16)
Sy Kn, (£ —w)
with u € [0, 1], by, == h(n) and K, (1) = 2K (}7)
(IT) One-sided transformed NWE: N
$tyn,, (u) = to (s ) Bl a7

ZLunJ e (i - u)
with u € [0,1], hy, := h(n), Kp, () = =K (,T) and Rip = Xin — Xio1.

n

To reach the desired statistical properties of estimators 52 (u) and §%1) Iy, (u) the following conditions on the kernel
K, the bandwidth h,, and the smoothness of the (transformed) volatility function s(-) are required:

(C1) Let K : R — [0, 00) be a symmetrical density with compact support [ 1 , 1], i.e. the kernel has the following
features: (i) K(v) =0 Vv ¢ [—1, 1], (ii) ffooo K(v)dv = 1, (iii) f (v)dv = 0.

(C2) Let K be continuous with a limited first derivation K.

n—oo

(C3) K, () = K (7) with restrictions to the bandwidth : (i) by "5 0, (i) nhy, ..., nht "2 oo,
nhS nh?, ... "=50, (i) nh3 =3 C? > 0.
(C4) Let s? be two times continuous differentiable.

(CS5) Letrvseq n,...,En,yn beiid with Fey,, =0, Vare; , =land £ |z—:1,n\4+5 <ooforad >0andn € N.

Two-sided volatility estimation

We start the mathematical survey with the symmetrical estimate Sy, , (u) of the volatility function s(u) on the stan-
dardized time frame [0, 1]. A minimum requirement to a developed, feasible estimator is consistency. Heuristically,
an increase of the sample size should imply that the estimator converges to the parameter to be estimated. That way,
a good estimate should be asymptotically unbiased and its variance should converge to zero as n goes to infinity. We
prove both features and conclude the stochastical convergence.
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Proposition 2.1 Under the conditions (C1) - (C5) in setup (15) the sequence (é,%n (u))neN of estimators for s%(u) is
consistent for all u € (0, 1).

Proof: Appendix A.

In the sequel we extend the consistency result by inspecting the rate of convergence. Searching for the maximum
functional of n (h,, respectively), whose factorisation with §in (u) still generates a limited sequence, we detected
V/nhy, as the according convergence rate. Zy, p, (u) := v/nhy, (8, (u) — s?(u)) is limited (in probability) due to an
asymptotical bias, a finite variance and an asymptotic normal distribution. Hence, it holds that:

Proposition 2.2 Let C > 0and V := Ee‘in — 1 € (0,00) and the conditions (C1) - (C5) be satisfied. Then the
sequence of estimators (§%L (u))nEN for s*(u) is asymptotic normally distributed for all u € (0, 1) in terms of

nhy, (85, (u) — s%(u)) Y (B(u), 7*(uw)), where (18)

1
B =5 ()" [ K,

Proof: Appendix A.

The asymptotic normality result of the two-sided variance estimate entails some more insights: For the finite
approximation of s%(u) by §%Ln (u) the slowest error terms have a v/nh,, rate of convergence. Concluding from propo-
sition 2.2, for a sufficiently large n the pointwise approximation is nearly distributed as:

2 1 1
hy (sQ(U))H/ U2K(v)dv,n—‘;ns4(u) /71 Kz(v)dv> (19)

é%n(u) — 5%(u) mN< 5 B

The approximate bias has a negligible magnitude relative to the variance term. Hence, an approximative confidence
interval for s%(u) can be simplistic implemented with Gaussian quantiles, built on a normal distribution centered at
2
§%Ln (u) and a variance as above. Moreover, due to the approximate centered moments % and TRT(“) of the fi-
nite sample, discussions on optimal bandwidths could continue. Since the mean squared error is M S Eé% (u) =
Bias®8}, (u)+Vars;, (u), minimizing that function with respect to the bandwidth will provide the optimal trade-off
between bias and variance.'® This typical trade-off from nonparametric curve estimation explains finally why the
asymptotic bias of \/nhn§in (u) does not equal zero, subjected to a maximum rate of convergence and the predefined
bandwidth dimension from (C3). It is for the benefit of the asymptotic variance.

One-sided volatility estimation
We execute a similar statistical analysis for the historical, left-sided volatility estimator §%1) n, (u). The one-sided

NWE for s%(u) in the transformed regression model has the exact definition:

n

g2 = un ;
Son. (W =9 ol g, (2 w)
0

o lund =1 0 (20)

. lun) =0

The case differentiation is only for theoretical sake of completeness, because the later propositions are based on half-
open intervals u € (0, 1] and for design points u = £, ¢ =1,...,n there is no |un) = 0. The one-sided mean of past
returns is defined as

1 m
o o - —_ X no eN
Rim = Xin — Xi_1 where X,, ={ m ; J m , Q1)
H , m=0
where the second case (for ¢ = 1, with p a technical, unspecified constant) is again asymptotically without influence.
For the one-sided NWE condition (C3) has to be replaced with (C3’), the other premises (C1) to (C5) persist:

160ur later considerations regarding optimal bandwidths are based on that pointwise result and extend it to the MISE-criterion.
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(C3) Kp, () = LK (h—) with restrictions to the bandwidth hn: () hn "=3° 0, (i) nhn,nh2 "2 oo,

nhi, nhd, ... =50, (iii) nhd "=3° D? > 0.

Hence, a faster rate of convergence is claimed to the bandwidth h,, of one-sided estimators. This rate and the more
complicated construction of the NWE require a multitude of effort in the convergence analysis, albeit the line of
proofs is structurally similar to the both-sided case. We start again with the consistency of §%1) n,, (). The estimator is
asymptotically unbiased, its variance tends to zero for large samples and the stochastical convergence follows.

Proposition 2.3 Under the conditions (C1), (C2), (C3’), (C4), (C5) in setup (15) the sequence (§?1)h (u)) N of
" ne

estimators for s*(u) is consistent for all u € (0, 1].

Proof: Appendix A.
The consistency of §?1 h, (u) is not only valid at interior points of [0, 1] (as restricted for the two-sided approach),
but also at the right frontier. This makes the estimator consistently applicable for forecasting volatility and return

distributions. Again v/nh,, is the (maximum) rate of convergence, where Zfll,)ln (u) :=/nhy, (é(Ql) . (u) — SQ(U)) is

limited due to an asymptotical bias and a finite variance, and a convergence in distribution to a Gaussian follows.

Proposition 2.4 Let D > 0andV = Ee‘in*l € (0, 00) and the conditions (C1), (C2), (C3’), (C4), (C5) be satisfied.

Then the sequence of estimators (é%l) h (u)) for s2(u) is asymptotic normally distributed for all u € (0,1] in
" neN

terms of

Vnhy, (é%l)hn (u) — 32(u)) 2N (6(1)(u),7'(21)(u)) , where (22)
0

Bay(u) =2D (52(11,))// vK (v)dv,

071
T2U: S4U 2’U V.
2 () =4V <>[1K<>d

Proof: Appendix A.
We notice that the asymptotic variance 7'(21)(u) is twice the two-sided counterpart 72(u) from proposition 2.2,

which is the consequence that only half the return information is used by §?1) I (u) at the interior of (0,1]. But at

the right boundary the two-sided (uncorrected) estimator 52 (u) is implicitly limited to the identical data base and the
same asymptotic error terms result. Moreover, we conclude from proposition 2.4 for the finite approximation:

2 (1) — 5%(u) ~ N <2hn (s2(u)’ / D oK (), s}Z sh(w) /_ 01 K?(v)dv) , 23)

—1

for a sufficiently large sample size n. An approximative confidence interval for s%(u) can be simplistic implemented
via normal quantiles, centered at §%1)h (u) and scaled by the above standard deviation. Last but not least, discussions

on optimal bandwidths, that minimize the MSE or MISE of §%1) I (u), employ the asymptotic normality result.

Choice of kernel and bandwidth

In the prevalent literature it is established, that the choice of a kernel function plays a relatively unimportant role
compared with the chosen bandwidth for nonparametric regression. Different kernels perform very similar in large
samples. But the simplest kernels, as a rectangle-, a triangular- or a normal kernel, are incompatible to the regression
models (10) or (15), respectively, due to the conditions of continuous differentiability and a compact support, that are
needed for the desired properties of the estimators. A polynomial kernel of fourth degree, with its maximum in zero
and boundary roots in —1 and +1 is recommended:

15 2\2
) ed=u)? , u <1
K(u) = { i else 24)

ll7

which is also called biweight kernel’’ and depicted in figure 1.

7Following Fan and Yao (2003), this kernel is from the ’symmetric Beta family’ K~(u) = (B (%, v+ 1))71 (1—u2)” I_y 1) (u) with
beta-integral B(a1, o) = fol(l — y)*1~Ly@2=1dy as the special case v = 2.
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1.25 K(u)

1.00

0.75 1

0.50 1

0.25 1

000 i I'.,I

T =i T

-1.50 -1.00 -0.50 0.00 0.50 1.00 1.50

Figure 1: Biweight kernel.

Using the biweight kernel in the sequel, we turn to the task of bandwidth decision, where we have to find a trade-off
between oversmoothing and undersmoothing. Oversmoothing means in terms of NWEs to build an average over a too
large neighbourhood of return points (large bandwidth), where recent return information is dominated; a very smooth
shape of the regression function (small variance, but biased) results. Undersmoothing averages over a very small
neighbourhood (small bandwidth), where only a few recent data points are included; a rough shape (small bias, but
large variance) of the estimated volatility function follows. Hence, the bandwidth is also called smoothing parameter.

Discussions on optimal bandwidths require an error measure. Local bandwidth optimization can be based on
minimizing the MSE with respect to h,, for a point in time. The afore derived asymptotic results are constraining. An
average of MSE optimal bandwidths over all design points corresponds to the MASE criterion. Superior to this is to
integrate the squared deviation of the estimator 5(-) to the volatility function s(-) over the (standardized) horizon and
to minimize this MISE. For sufficient large n we get the following global optimal bandwidths:

(I) For the two-sided (transformed) NWE (16):

Vv (fol 54(u)du> (f_ll KQ(v)dv)

hflpt = n_% - - 1 i 05)
(g (2"} ) (2, 02K (0)ce)
(II) For the one-sided (transformed) NWE (17):
L4 0 ;-9
hoPt =5 v (fU 5 (u)du) (f71 K (U)dv> o6

2 (fol ((s2(w)))? du) (ff’l vK(v)dv)2

Those approaches can be used directly only for simulation studies, where the volatility function s(-) is a predefined
input. For empirical samples, it is the task to estimate s(-), so bandwidth criteria that are based on that function or
its derivatives are problematical.'® One usual way out is the cross-validation method, which we use for automatised
bandwidth selection as in Giirtler and Rauh (2009). Basic idea is the ’leave-one-out prediction’ over the discrete
design. In our context, the variance s%(-) has to be reestimated for each point %, 7 = 1,...,n, without using the

actual observation RJ2 ,, (or }Nifn) itself. The resulting cross-validation estimators (CVE) for bandwidths h,, > % are:

(I) Two-sided (transformed) CVE:

20 (J> _ i K (
" n Zz 1 z;éj

)

) Vi=1,...,n Q27)

A§

(II) One-sided (transformed) CVE:
. i—1 i—i\
32() (3) _ i 1 Khn (=) R, Vi
(1) Z Khn (zny)

1850 called plug-in methods develop kernel estimators for the unknown volatility s(-) and its derivatives s2(-)" or s2(-)’ and plug them into the
above bandwidth formula, with an iterative procedure leading to optimal bandwidths, compare Gasser et al. (1991).

=2,....n (28)
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The bandwidth selection criterion resembles a MASE method. A sum of squared differences between returns Rin
and CVEs 320 ) (%) (alternatively R2 and §2) (%)), called CV-function, is minimized:

(1)hn

M , 2
1 320) ' Sy Kn, (51) (B3, -R%)\
nz< S (n)) - nz< S K, () = n 29)

j=1 j=1 i=1,i%j T3 hn "
|
: i 2(7) AN ! Zn: o K (5 J)(E?"_Egn)
i) (.. (2)) - N
(1) -1 = (Lh n n—1 = Zi:l Ky, (TJ)
4 min (30)
hn>1/n

The CV-optimal bandwidths hSY and hg Y for the two- and one-sided volatility estimation are numerically found
via a value table for a sufficient fine grid of bandwidths h,, or via analysing the CV-plot. An example of functions
CV (hy) and CV(1)(hy,) from the later executed simulation studies is presented in figure 2.

o 0.00125;
£ 0.00120
3 0.00115
0.001101
0.001051
0.001004
0.00095-

0.00090 T r .

0.00 0.05 0.10 0.15 0.20
BW hn

Figure 2: Cross validation graphs for the two-sided (grey) and the one-sided CV function (black) regarding the pre-
defined volatility process and simulated log-returns in section 3, part B (n = 5000). The CV-plot is minimal for

h$oo = 0.0300 and hgo‘gol) = 0.0150 on a grid pattern of widths 0.005.

The CV-method determines the optimal smoothing parameter solely with the return series and without any know-
ledge about the regressed volatility function. For empirical samples {X,}, , it is not necessary to transform the

setup first for estimating s (%), rather the volatility o(¢) should be estimated directly. We turn back the definition
h = nh,, and derive in the original regression model (10) likewise CV-functions to be minimized:

(I) Two-sided (untransformed)

:M—‘

2
. _ 5200 21 " (S Kn(i— j) (R} — R?) 31
; ( )) n ; ( Z?:l,i;éj Kn(i—j) GD
Zi:l,iyéj K (i _j)RzZ
Z?:l,i;éj K (i—j)

where 520 (j) = L h>1 (Vj=1,...,n)

(II) One-sided (untransformed)
2 1
_ 2 2( ) _
Cv(l — Z ( - 0(1Jh )) - n — 1 Z

Zi;l Kh(i - J)R?
1= K (i — )

where 0(28])1(]) , h>1 (Vj=2,...,n)

It is easy to see that CV (h) = CV (h,,) and hCV = hEVn (two-sided example, one-sided approach works as well)
and hence it does not matter on which setup the optimization is based on.
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2.2 Focus on fitting innovations

In the sequel we develop the theory for fitting the Pearson type VII distribution to a series of estimated innovations
€1,...,En via a method of moments. Because the residual sample is evaluated in each point of time ¢ by the ratio
of a demeaned return and an estimated volatility from the regression-type model (10), we have to distinct between
innovation estimates on a two-sided and one-sided data base:

e Two-sided innovation estimators:

= t=1,... 33
€t &(t) ) ) , T ( )
e One-sided innovation estimators:
R
g =—2 _ t=1,...,n (34)
O’(l)(t)

Agreeing with Drees and Starica (2002), Herzel et al. (2005), Mikosch and Starica (2004a) or Kitagawa and
Nagahara (1999), and as shown in comprehensive empirical studies of Giirtler and Rauh (2009), the Pearson type
VII distribution can capture some heavy tailed innovations quite nicely. Remember, that we fit the Pearson VII
density (term (8)) separately to nonnegative {¢; | &, > 0}, and absolutes of negative innovations {—£; | £, < 0};.
Under the assumption that their median equals 0, the one-side fitted densities fxfg) and f)ﬁlglf are combined via

. m_ . asdescribed in equation (9), called asymmetric Pearson type VII density.

The Pearson VII density is part of the Pearson system, which can be studied in Johnson and Kotz (1970). Every
member of the system has a probability density function p(z) that solves a differential equation of form

ldp ___ atz
pdr  do+dix+ dox?

where a, dy, d; and ds are real shape parameters. Type VIl is a special case with a = dy = 0and dy > 0, dy > 0. The
explicit solution of the differential equation is

p(a) = k (do + daa?) "),

with & chosen to satisfy [ j;o p(x)dxz = 1. This is called the symmetric Pearson VII density. Johnson and Kotz (1970)
estimate the parameters of the Pearson system via a general method of moments, especially:

dy = (482 —3PB1) (108> — 1281 —18) ™" pua,
dy = (282361 —6) (1082 — 123, —18) ",

_ 3 2 _ 4 .
where 12(X) = EX?, 81(X) = (%) (squared skewness) and [2(X) = % (kurtosis).

Since the Pearson VII density p(z) is symmetrical, 81 = 0, and 35 > 3 is required due to a positive dy. This means,
that the conception is only applicable for samples that are heavier than a normal distribution.
2
Substituting m := (2d2) ! and interpreting dy as a rescaled constant dy = 5. (i.e. substitute ¢ := v/2m - dp) we
derive an expression for k:
)

c? o\ 2
T — — (1
k<2m+2mx) k(2m<+<
m 00 — 2 m oo -1/2 m
B e e ()
¢ o (1+(2)7) ¢ o (1+y) ¢
yor~t I(a1)T(ag)

1 CQm—l

k = h B s = d e
- B(Lm—1) @mm “hereBlanaz) /0 (T +wete: ™~ T(ar + )

p(z)

o8

NE]
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Applying that term for k in the symmetric Pearson VII density p(x) leads to:

) = gy e (2) (00)

27

I'(m) a2\ " VII(2
S\ ) B £ IR 5
cI‘(m—%)wl/?( c > (z) (33)
This expression corresponds to (8), but defined on the whole real axis, i.e. f),fjpl 1)( ) =2 fm, vI12) () I10,00) (),
x € R. That way we achieve moment estimators for parameters m, c of the one-sided Pearson VII den51ty fm, VH(l)
1 582 —9
" 2d; 2B, — 6 (36)
282112 28212
= /2mdy= /2 = 37
‘ mdo \/m562—9 B -3 e7
By inserting the empirical moment estimators for 52 and po we can fit fp, VH(l) to the data set. More precisely,
the asymmetric Pearson VII parameterisation m,, ¢4, m_, c_ is to estlmate successively for the innovation sets
er = {é& | & >0}y and e_ := {—&; | & < 0} concerning the right and left tail. Special attention should be

paid to that method of moments in the one-sided implementation: For estimating By (e4) we recommend to include
the hypothetical counterpart —e . of the one-sided set and to work on the symmetrical base {¢, —¢ } with standard
formula.!® Tt follows, that estimators can be reduced to:

R Eet A Ec?

Ba(es) = E—E%, analogous: s (_) = Eigg

Next to the self created asymmetry, the Pearson VII setup detects heavy tailed distributions quite flexible?® and
its density can be parameterized to decay slower than any arbitrary decreasing polynomial. For 53 N\, 3 and 2 = 1
(= m — 00, ¢ — 00) the normal distribution follows from the symmetric Pearson VII asymptotically. Special
cases are the Cauchy distribution?! and a scaled Student-¢ distribution with 2m — 1 df.?> With respect to

n+1

gn(iv):\/%OJrf) ’ , —00 < T < 00,

as the Student-t,, density, it holds for a ¢-distributed rv with 2m — 1 df which is rescaled by v := \/% that:

2m—1
_ 1 T
92m—1,»y($) = ;g2m—1 ;

 V2m—1 T'(m) -1 = \\ e
- mr(m—;)w?(”( c 2m—1>> = fme (@)

Because of the simple transformation from the Pearson type VII to a Student-t distribution, whose quantiles are
looked up in tables, we developed the idea to implement the non-stationary model (10) for the task of VaR calculation
as a factor-based model. The univariate Value at Risk VaR'~%(t) of an exposure w(t) at time ¢ with yields X,
following the regression model (10) is then to be modelled as the product of w(t) with a nonparametric estimated
volatility 6., (t) and the a-quantile w, .. of a Pearson VII innovation. Since the cdfs are connected as

| = ! r
Fy‘ri,lclu)(z) :/ ;g2m—1 (z) dy :?J/'Y/ ;ng—l(z)FYdZ = Gam— (’Y) ’

YElse Ee4 # 0and ,é’g builds powers on a falsely centered rv.

20But the method does not work, if innovations are not heavy tailed, i.e. if B2 (e¢) < 3. That case one can conservatively (with a pure risk
aversion view) apply the normal distribution.

21The Cauchy density follows from p(x) with k = 2/\ A>0)anddyg =ds = =

22Student’s df is a measure for the heavy-tailedness and is called tail index point esnmate in the common literature, e.g. Drees and Starica (2002).
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it follows immediately for the corresponding quantiles:

Um,c;o

~ <~ Um,c;a = ’Ytmel;oz (38)

t2m71;a =

Regarding the one-sided presentation, some attention has to be paid to:
Fn‘fbf(l)(x) =2- Fr‘n/g@) () = oV =2a (e.g. for confidence level o = 1%)

Moreover, from the Student-¢ connection follows a restriction to the shape parameter m, that ensures the asymp-
totic normality of the NWEs §%n (u) and S‘in(l)(u), respectively. Amongst others, (C5) F |517n|4+6 <00 (6 >0
was required theoretically. As all (central) moments p;, with n > k exist for a ¢,,-distributed rv, the Pearson VII fit of
innovations has to be conform with

2m—1>4<:>m>g.

If the set of innovations was symmetric (special case, not observed in general), the assumption Vare; = 1 for iid
{e+}, implies additionally the relation ¢ = v/2m — 3 of shape parameters.”*

3 Simulation studies with the non-stationary approach

So far we have provided the necessary statistical tools for estimating the volatility structure (o (t)), nonparametrically
and for approximating estimated innovations {£;}, by the asymmetric Pearson type VII distribution via a method of
moments. These are the main steps for fitting the regression model to a financial time series. In this section we apply
the theory to a simulation study, where firstly the focus is set on the goodness of volatility (re-)estimation, dependent
on the sample size and bandwidth optimization. Afterwards we formulate a price process in terms of the regression
model (10), perturbated by a Pearson VII noise, and finally evaluate the approximation by the non-stationary model in
a backtesting framework.

A) For the beginning we predefine a heteroscedastic volatility function (standard deviation) as:

a 1 . 2T
o®(t) 0 (sm (10015) + 1) t € [0,500] (39)

% (sin(107u) +1) u € [0,1] (40)

V)]
S
—~

<
~—

I

This corresponds to a multimodal oscillation with 5 periods in the interval [0, 500]. The values on the discrete design
1,...,500 could be thought as annualized volatilities c®(t) at the end of days ¢, observed over two years (250 trading
days p.a.). The transformed version is s*(u). The example focusses first on reestimating the volatility in a simplified
case of the standardized regression model (15), with an expectation x4 = 0 for log-returns {X ,, } t=1...n and innova-

tions distributed as €1, ~ N(0,1). The main point is to estimate the heteroscedastic part of the simulated series**

with the two-sided 57 (u) and the one-sided NWE §%1) n,, (). We observe the influence of sample size to the volatility

estimator’s fit.?> Bandwidths are optimized via the MISE-criterion (formulas (25), (26)).

As discussed in section 2.1 the asymptotic works by increasing the data density on a fixed time-frame [0, 1]. A
larger sample size n enables more and closer observations, the predefined function is scanned more precisely. Figure
3 displays the nonparametric curve estimation of s® for different sample sizes in a median simulation of 65 repeats.

By calculating the sum of squared errors SSE 5, == >i 1 (85, (%) —s (L)) ? of the estimator relative to the given

volatility function for each simulated sample and ordering paths by their S'SE we select the median simulation.

BThis is to be seen with VarY = —2— for a (unscaled) t,~distributed rv Y (n > 2). Then Varey = 42 Vary = po . 2m=1 Ly,

24We include later the proposed innovation modelling. The alternative choice of an expectation ;. = const has a negligible influence on the
simulation example due to centering the returns first of all. Assuming ;o = O is just for the sake of convenience.

25The simulation was implemented in a C programme, using the Box-Muller method for transforming uniform to normal random numbers.

Secondly we wrote VBA-code for MS Excel, to be used for smaller samples.




3 SIMULATION STUDIES WITH THE NON-STATIONARY APPROACH 16
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0 S00 1000 1500 2000 2500 3000 3500 4000 4500 5000

BW two-sided error (SSE) | BW one-sided error (SSE)
100 points 0.06013 0.15739 0.06377 0.30549
500 points 0.04358 0.25614 0.03730 0.59948
1000 points 0.03794 0.28939 0.02960 0.75579
5000 points 0.02750 0.46056 0.01731 1.36289

Figure 3: Median simulation (65 samples ordered by SSE) of volatility curve estimation on s® (continuous line, black)
for 100, 500, 1000 and 5000 equidistant design points (from top to bottom) by two-sided NWEs (rthombuses, grey)
and one-sided NWEs (triangles, black) with MISE-optimal bandwidths (BW).

We discover visually that the fit improves with the sample size for both NWEs. The SSE increases considerably
slower than the sample size, for very large samples it decreases absolutely. The approximation of s%(u) in terms
of nonparametric volatility estimators 55, () and 5(1)p, () is already noticeable for smaller samples of 100 or 500
points and quite satisfying using 1000 design points. Due to its additional future information, the two-sided estimator
produces generally a better and smoother fit. The left-sided approach lags behind, since the volatility does not increase
until the first extremal event happens, and after a series of shocks it decays typically slower. We did not correct
boundary effects, so the first nh,, points are distorted, for the two-sided estimator also the last nh,, values. On the
right boundary both estimators are nearly the same (neglecting different bandwidths). For the sample size of 5000 the
estimates cover the predetermined volatility function visually excellent.
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B) To appreciate how good the cross-validation method works, we estimate the optimal bandwidth in the simulation
example directly without including the knowledge of s®. The corresponding CV functions of a two- and one-sided
5000-point setup were plotted in figure 2. The resulting volatility estimations 55, () and 51, (), presented in graph
4, deliver again an excellent fit to the predetermined s®(u). Compared with the MISE-optimal smoothing parameters
the bandwidths from CV are very close, with absolute differences lower/ equal 0.0025, which may also be caused by
the grid pattern of widths 0.005. The SSEs are marginally larger. Deviations from figure 3 (bottom graph) are mainly
caused due to other random innovations.

0.25

0 500 1000 1500 2000 2600 3000 3500 4000 4500 5000

BW two-sided error (SSE) | BW one-sided error (SSE)
5000 points 0.0300 0.54153 0.0150 1.57060

Figure 4: Two-sided (rhombuses, grey) and one-sided estimation (triangles, black) of the hypothetical volatility s*
(continuous line, black) for 5000 design points with optimal bandwidths from cross-validation.

C) In the next step we expand the volatility simulation to a discrete price process {F;},_, 500, Where o%(t) on
[0,500] is involved as time-variant part of an annualized volatility function 5% (¢), that additionally includes a base
volatility og. Moreover a constant trend p is modelled and a heavy-tailed approach for the innovations is chosen:

P, = P_jeXt, Py:=1000, t =1,...,500, where 41)
. 15%
X: = p+o(t)e, with p:= 2500 and
') a -
o(t) = , 0%(t) == o%(t) + 09, with ¢ := 10%,

V250

et ~ Pearson’ ' 1 where m := 4 and ¢ := /5.

The log-return of prices, X; = In (P;/P;_1) = IneX* = u + o(t)e; corresponds to the (untransformed) regression
approach (10). Innovations ¢; are modelled as symmetrical Pearson VII distributed rvs, i.e. following density fT‘n/, 716.[(2)
from (35). Figure 5 displays a representative simulated path of prices?® and the nonparametric estimated volatilities
relative to the original volatility in the course of time.

For that example the fit is quite acceptable despite the small sample size of 500 and the strong influence of random
heavy-tailed innovations €;. The comparison to the price graph shows, that the nonparametric estimators are able to
capture fast phases of market shocks or increased volatility, respectively. Repeats of the simulation setup may produce
very different paths, because a high volatility level (medium 20% p.a.) dominates the price process more than its trend
(v = 15% p.a.) and the incident of extreme innovations leads to considerable shocks. Due to the random innovations,
the NWEs may have different optimal bandwidths and, of course, some different developing of estimates adapted to
the realized volatility of the simulated sample.

D) We finish our simulation studies with a forecasting experiment, continuing on the price process (41) and its re-
alisation displayed in figure 5, i.e. realized innovations {e,}, were frozen. We imagine, that we observed only the
first 251 prices (P, . . ., Pasp) up to a forecast starting point ¢y = 250, and refer to that half-series as ’in-sample part’.

26Innovations were simulated in MS Excel via uniform random numbers cv, that where interpreted as probabilities corresponding to the c-quantile
of a student-t2,, —1 rv. The Pearson VII random number is then um,c;a = \/ﬁtszl; -
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Figure 5: Simulation path for price process (41) including the regression model (10) (top) and annualized volatility
estimates for log-returns (bottom): &(¢) (thombuses, grey) and &1 (t) (triangles, blfaigk) of the predefined volatility

7% (t) (continuous line, black) for 500 design points with CV-optimal bandwidths (h¢V = 34, hCVa) = 29).

The other half, called ’out-of-sample part’, will follow within the next year. We plan to forecast the distribution of the
1-day ahead return X, ; with the information available in ¢ > %, successively. For forecasting purposes we naturally
have to work with the one-sided setup of the regression model (10) since only past information is available.

The model is calibrated in-sample and optimal parameters are fixed for the out-of-sample part:>’ After estimat-

ing a centered return series El, ceey ]Ai;to, the optimal smoothing parameter hgv(” is identified with cross-validation
for the purpose of nonparametric volatility estimation. Having calculated the series of standard deviation estimates
&Q}) (1),...,601)(to) we estimate the innovation series £1,...,&;, and fit the asymmetric Pearson VII density

mfr {ch,m,,c, to nonnegative and absolutes of negative innovations.”® That way, we use the distribution of X, as
a forecast of Xy, 1. Afterwards, we develop with the new returns, their volatility estimates and the fixed innovation

parametrization the distributions of Xo51, ..., X500 successively.

We obtain an optimal one-sided bandwidth h5 ' ) = 36 days. This differs slightly from the optimum on the

full sample due to the impact of random innovations in the quite small series. The one-sided annualized, estimated
volatilities of the price process are shown in figure 6. The in-sample estimates are grey depicted, while the later
pointwise estimators of the out-of-sample part are printed in black. The optimal Pearson VII parameters for estimated
innovations {&;},_, .5, in terms of one-sided volatilities and returns are m = 5.6299, c; = 2.9038 and m_ =
7.1976, c_ = 3.2758. They define the right and the left tail of the asymmetric Pearson VII density Xw{ {C+ m_.c_»that
are presented in figure 7 relative to the histogram of innovations.

A pretty good approximation of the (scaled) innovation frequencies by the Pearson VII densities (black line) is
observed on both sides. Moreover, this illustration presents a comparison to a standardized Gaussian density (grey
line). Deviations from the normal densities are to be seen in the middle of the distribution and in the tails, where

27 An alternative approach could be to re-calibrate the model every day or every fixed period out-of-sample, to incoporate the new parameter
information.

28Even though we have assumed a symmetric Pearson VII distribution, the random innovations of the small sample cause different optimal
parameters m4, ¢4 vs. m—_, c_ on both sides following the method of moments.
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Figure 6: One-sided nonparametric estimator of volatilities 6 (¢) in the price process (41) with an CV-optimal band-
width of 36 days. The in-sample estimates are printed in grey, out-of-sample volatilities are black depicted.
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Figure 7: Pearson VII fit of negative and nonnegative innovations by the density £, é§’2‘90’7.20’3'28. The bottom graphs
compare the asymmetric Pearson VII (black) and the standard normal density (grey).

extreme Pearson quantiles differ significantly from normal quantiles.?® There are only slight differences of the optimal
left and right fitted distribution of innovations due to the simulation setup.

It should be attended, that in general a trade-off between the smoothness of volatility estimates and the innova-
tion’s distribution was observed: The bigger the bandwidth in nonparametric volatility estimation the smoother is the
volatility graph and the more heavy-tailed are the innovations.*

To measure the modelling performance we apply the Kupiec test to shortfall rates of the out-of-sample-part. The
two-sided hypothesis test is an extension of a binomial test for the likelihood of N shortfalls in a sample of size
n, where the true shortfall probability is hypothetical Hy : p = « for an (1 — «) VaR-level. Based on a normal

29Concerning the input parameters (Pearson densit V”(Z)), we observe that lower confidence levels (in terms of maximum losses), as 95%,
g put p Yy us

may have Pearson quantiles that are absolutely smaller than the normal (—1.6012 Pearson vs. —1.6449 Gaussian). But for extreme shortfall levels,
as 99% or 99.5%, Pearson overtakes the Gaussian quantiles (99%: —2.5337 vs. —2.3263; 99.5%: —2.9576 vs. —2.5758). In other words, the
probability of falling short the 0.5%-normal quantile is for the Pearson VII distributed rv almost twice as much (0.93%).

300n the other hand, this is the reason why the Pearson VII fit of innovations may fail in some cases for good volatility estimates with small
bandwidths, entailing a kurtosis < 3 of estimated innovations. Then the normal distribution may be conservative for the task of extreme return
quantile approximation.
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approximation, Kupiec (1995) developed approximate 95% confidence regions of failure rates. The log-likelihood-

ratio
n—N N
-6 )
n n

is x3-distributed under Hy. Thus the risk measure and Hy are rejected on a 5% level of significance if LR, > 3.84.
This test is widely used by financial risk managers to evaluate their risk models, even the penalty zones of the Basel
II committee are based on this methodology (see e.g. Jorion (2006)). The Kupiec test is used by scientifics as well to
support return models, e.g. in Choi and Nam (2008).

Primarily, we use Kupiec backtesting for the non-stationary modelling of the price process (41) to evaluate the
forecasted daily returns in terms of certain quantiles. We focus on the loss tail and deduce a relative 1-day Value at
Risk VaR'~*14(¢) for the next day’s return X, ; corresponding to the regression model (10):

VaRlia’ld(t) = Xt =+ a-(l)(t)um,c;a(l) = Xt =+ &(1) (t)’yt?mfl;a(l) y V= \/2;7_17 (43)

where u,,, .., and t5,,, _;.q0), With o)) = 2q, are the quantiles of the left-side Pearson VII fit and the corresponding
Student-¢ expression. This forecast for a maximum loss, that is not exceeded at the end of the horizon (¢,¢ + 1] with
probability 1 — a, is compared to the realized next days return X, ;. A shortfall is observed if X;,1 < VaR'~*14(¢).
The number of shortfalls in the out-of-sample part is accumulated and evaluated with the Kupiec test statistic LR,,.
Illustration 8 summarizes for a 99% confidence level of maximum losses.

LR test (Kupiec-test), 5% level

LR, =—2In[(1-p)" "p"] +2In

VaR confidence level (as 1-q) 99.0%
observations (sample size) 249
number of VaR exceedances 5
shortfall probability p 1.0%
expected exceedances of VaR 25
significance level of LR-Test (as 1-8) 95%
c-value x2-distribution (one-sided) 3.84
test statistic (LR) 1.98
1.98 < 3.84

Non-stationary model acceptance yes

Figure 8: Kupiec backtesting of forecasted VaR?71%(t) against realized returns X, ; (out-of-sample) in the non-
stationary model.

The non-stationary forecasts experienced 5 exceedances over the VaR threshold, which deviates slightly from the
expected number of shortfalls, but is within the allowed range of {1,...,6} for the 5% level of significance. The
model is accepted by the Kupiec test. Furthermore, acceptance was shown for all possible confidence levels greater-
than-or-equal 80%. Most exceedances occured generally, when the volatility was at a low and started again to increase.
The example was chosen with quite extreme volatility changes and short periods of the oscillation. Nevertheless the
non-stationary approach works.

It could be supposed that a parametric VaR based on a long-term standard deviation is advantaged, since it covers
more periods of the recuring volatility structure. That’s why we backtest a simple risk model, based on Gaussian
quantiles and scaled by empirical standard deviations of historical returns (from a moving window of certain length),
the same way and compare both model performances. Figure 9 gives the number of exceedances for the different
models. Based on a 250-day standard deviation (fourth column), the basic risk model seems to benefit from the higher
average volatility: Less exceedances occur for the most confidence levels and the number of shortfalls is closer to the
expectation for levels from 95% to 99.5%. But this VaR model is too conservative, it is rejected on lower levels where
certain exceedances are required. Based on a window adjusted to the bandwidth of the one-sided NWE (right column)
the parametric VaR model passes the lower but fails at some higher confidence levels.?!

31The basic risk models, based on standard deviations over 50 days and 36 days, respectively, show on the given confidence levels the same
number of shortfalls.
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|VaR confidence number of exceedances, model rejection
level (as 1-a)

expectation non-stationary model normal model (250 days}lncrmai model (50d, 36d)
B80.00% 488 45 32 3B
90.00% 249 29 15 19
95.00% 125 16 10 16
98.00% 5.0 6 4 7
99.00% 25 5 2 5
99.50% 1.2 3 1 4
99.90% 0.2 1 1 1
99.85% 01 0 1 1
099.98% 0.0 0 0 1

Figure 9: Kupiec test results for the non-stationary model and two types of a Gaussian risk model, scaled by empirical
standard deviations (over different horizons), on several levels of confidence. Model rejections on a 5% level of
significance are grey highlighted.

Concluding, the simulation experiment proved that the non-stationary model is not only of theoretical quality:
Moreover it was able to capture simulated return dynamics and to provide satisfactory distributional forecasts as well.
Finally, the regression approach outperformed a standard VaR model, although a fast oscillating price process was
chosen to challenge that implementation.

In Giirtler and Rauh (2009), the same non-stationary model is executed for real financial times series, as series
of equity indices, interest rates, credit spreads and currencies. They observe satisfactory model approximations to
the return series, where volatility clusters are detected by the nonparametric estimates and extremal or asymmetric
behavior is incorporated by the Pearson VII fit of innovations. An excellent modelling of empirical data is confirmed
again by Kupiec backtesting and an outperformance against the standard Gaussian VaR model is proved.

4 Summary and conclusion

In this paper we discuss a non-stationary, heteroscedastic model for financial returns theoretically. The multiplicative
return model, introduced first by Drees and Starica (2002) and Herzel et al. (2005), works with a nonparametric
regression approach for unconditional volatility and an asymmetric, heavy-tailed fit of random innovations. Based
on the idea that recent past and future returns depend on the same unknown exogenous economic factors, that evolve
smoothly through time and are manifested in pricing, the current level of (co-)variance is dominated exogenously. The
vectors of returns are assumed to be independent while having an unconditional covariance structure that is a smooth
deterministic function of time, modelled via nonparametric regression on equidistant centered returns (Nadaraya-
Watson estimators, NWE). For the purpose of accurate modelling of the residuals, an asymmetric version of the
Pearson type VII distribution is applied. We specialize on a univariate description.

Our article is thought as the theoretical background for the empirical research of Giirtler and Rauh (2009) in the
non-stationary approach. So, we focus here on deriving the modelling components. A lot of effort is spent to statistical
properties as consistency and asymptotic normality of the variance estimates in the nonparametric regression model
(with constant trend) on an equidistant design. Both features are proved analytically for the symmetrical NWE as
well as for the one-sided NWE, which is based only on past/ recent data and should be used in forecasting. The
statistical analysis requires a special kernel, where the biweight kernel is established, and appropriate bandwidths.
Cross-validation is adopted for an automatised bandwidth selection. The task of fitting innovations via Pearson type
VII is simplified by providing a method of moments for parameter estimation and by deriving a connection to the
Student-t distribution. By dint of the latter presentation of residuals a factor-based VaR calculation can be implemented
in terms of the regression model: The univariate V aR'~%(t) of an exposure w(t) can be modelled as its product with
the nonparametric estimated volatility G.)(¢) and the (1 — o) Pearson VII innovation quantile of the benchmark return
distribution, adjusted by the mean return.

Besides the statistical results of volatility estimates, we document in simulation studies how their fit to a predefined
function is improved by a more and more refined data base, and that the non-stationary model is able to capture price
processes entirely. A Kupiec hypothesis testing confirms the goodness of distributional forecasts, where value at risk
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limits are compared to the next day’s returns and are evaluated by their shortfall rates. Regarding that backtesting
method the non-stationary model clearly outperforms a parametric (normal) VaR model.

Giirtler and Rauh (2009) provide evidence that the regression model approximates daily return series of several
financial instruments successfully. It outperforms parametric VaR implementations as they test model assumptions
and evaluate shortfall rates. Extensive empirical studies focus on the practical usage of the nonparametric volatility
estimations and the connection to the Pearson VII fit of innovations. Drees and Starica (2002) establish on a S&P 500
return series that their equivalent approach fits the data significantly better than conventional GARCH-type models,
and provided a forecasting analysis with 1-, 20-, and 40-days ahead distributional forecasts. Herzel et al. (2005) show
on a tri-variate example (exchange rate EUR/USD, FTSE 100 index, 10-year US T-bond rate) that the non-stationary
paradigm describes the dynamics well and delivers good multivariate distributional forecasts. They proved an outper-
formance against the RiskM etrics™ (JpP Morgan) approach. Last but not least, Mikosch and Starica (2004a) extend
the non-stationary, nonparametric framework by including a time-varying expected return in the univariate case, giving
statistical evidence that the return expectation and the market price of risk vary significantly through time.

Having outlined the practical advantages and having proved the theoretical model quality in this article, we see
the following fields for future research: The main task will be to develop an adequate multivariate setup for a broad
exposure conception. This could be based on the direct multivariate setup of Herzel et al. (2005). Otherwise, a risk
aggregation in a simulation approach could be fruitful, e.g. approximatively with Cholesky decomposition of correla-
tions, that continues on the empirically approved univariate implementation for VaR-purposes. A full nonparametric
setup is conceivable, where the (still restrictive) parametric approach for the innovation’s distribution could be substi-
tuted with a nonparametric kernel density. Following Mikosch and Starica (2004a), the inclusion of a time-dependent
expected yield, modelled with kernel regression, may be a further step. Based on our basic belief that both recent
past and future returns are manifestations of the same unspecified, exogenous economic factors, that evolve smoothly
through time, we may use that frame for portfolio optimization in terms of a tactical asset allocation.

A Proofs for section 2.1

Proof of proposition 2.1:
1.) We first show that 37, () is asymptotically unbiased for all u € (0, 1).

bt = ATI F, (4= ) BRE,
! %Zi:l Kh, (7% —u)

1.a.) The denominator is for sufficient large n approximatively

1 <1 Ly 1 ! T —u 1 uthn T—U vi=5=% ] ! (c1)
- K|l ~— K der = — K d =" — K)hy,dv ="1
I > 5 ( o ) o /O ( Fin ) T /u_hn < hon ) v hn /_1 () ndly

i=1

The goodness of the approximation is to be seen with the mean value theorem for integrals and the mean value theorem

for differentiation (where z; € [%, ﬂ and ¢; € (fi, %)):
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And the denominator has the deterministic limit value 1.
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1.b.) Regarding the enumerator it holds for the expectation of R? , that

' 2 i 1 — j
ER? — g2 Yy s L 2 (J
im = ¢ (n n’ \n +n2;8 n)’

where the most effort is spent to the first terms scalar product with the kernel.
1.bi.) Here we start again with an approximation, substitute v := %=* and use a Taylor expansion (where

@ € (u,u + vhy,)ifv > 0,else & € (u+ vhy,, u)) for assessing convergence.

;ik(i‘“)ﬁ(é)mﬁ/ﬁ(%@“) il (”’"“)sw

_ 7/ K(0)s2 (1 + vhy)hndo = s%( /K )dv + (s ())'hn/ VK (v du+—/ )" v? K (v)dv

—1, (C1) —0,(C1) <0, (C4), (C2)
= 32(u) + O(hi) — sz(u)
The goodness of the approximation is shown with mean value theorems (where Z; € [=2, L] and &;,¢; € (75, £)):

/01 K (wh—nu> s*(z)dx = i/(:i?)/n;( (ivh—nu) i‘: %K (~ ) (7))

i=1

1 < iy, i .
_ K|l =2 2 (v K i 9/~
_ izn:tﬂ VK L—u x ;i —u L (FEm) [, i @)
~ nh, Pl n I by o - 5
1 n o (i (& —u i 7, . )
nhy, £ $ (n) ( ha, ) < hn ) + ( I ) ( (@z)) ( xl) ‘
Memma 01 SN (26 | T

1 &L, /(i\ M Ti—u\ N 1 1
< — - )| —+4+K — =0 O 0
= nhy ;5 (n) nhy, M < I, > n < h2> * (nh > ”
Putting both limit considerations together, we get with the triangle inequality:
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1.b.ii.) Paying attention to the residual components of the enumerator it is easy to see that:
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-—— ) K, (Z—u> s <Z> —0
n? ~ n n

with factorisation in (—%) and the expression of the previous part. Finally,
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It immediately follows with the convergence in numerator and denominator: £3; (u) "5 5% (u) Yu € (0,1).

2.) With a similar, more expensive analysis we prove that the variance of §,2ln (u) converges to zero as n goes to
infinity:

nzVaT’{Zz 1 Kn, (% u) (5(%)67/»”_ IZJ 18( )53")2}
& (T K, (2 =)’

2.a.) The denominator is the squared expression of 1.a.), i.e. its limit value is 1.
2.b.) We decompose the numerator in several sums of variances and covariances.
2.b.i.) The central component (with the lowest convergence rate) is:

1 - i i id 1 i i
EV(Z?” {Z Khn (n — u) 52 <n> E?m} Téd ﬁ Klzlﬂ <n o U) 84 (n> V,
=1 =1
(C5) . . . L
where V' := Vars%n = Es‘in —1 < oo. With the same technique as above, we approximate initially:
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The absolute approximation error is again a zero-sequence:
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By dint of the triangle inequality it follows altogether:
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1 ¢ i i
From this results that —; K} (——u)s'(—=|V—=o
n? ; o (n n
2.b.i.) All other components can be absolutely restricted to zero (with a faster rate of convergence). For lack of
space we do not write out the full calculation.??
n—oo

Herewith it immediately follows that Var 8 (u) — 0VYu € (0,1).

3. The stochastic convergence is finally derived with the Markov inequality. Formally, let {Pn,s2 15?2 € RS‘ }neN

be the corresponding sequence of statistical models for the sequence of estimators (§,21n)n€N:

Py {|3h (u)—s*(u)] =€} < B3, = )] _ Ve UAC) + (B (35, (0 = ()’

0Ve>0

n—oo

Le. 57 (u) Ly $2(u) forall s2 € R, u € (0, 1).

Proof of proposition 2.2:
A useful decomposition of Z,, p,,, (u) = v/nhy, (37 (u) — s*(u)) is:

1\ i 2 2 .
2 2ie K, (* - “) (Ri n— ER; n) variance-
7 _ / ho N 7 n \n i, R
Ry, (u) nhy %Z;l:l Khn (% — U) part

S LS K, (2 —u) (ER?},L)— 52 (u) } bias.

% >y K, (ﬁ —u part

Since the first summand is a centered rv we refer to as variance-part. The second term is deterministic and may contain
a systematic bias of expected squared returns to the curvature s2(u).

1.) We concentrate first on both moments:
1.a.) With the expression of ERZQn as used in the proof of proposition 2.1 we rewrite the expectation of Z,, j,, (u):

Sl S Ko (5 =) [2(3) = 25 () 4+ 5 8% (3) — 5(w)
IS K, (=)

The denominator converges to 1 as seen before. For the numerator we pick up the results of proof 2.1 as well.
Concerning the first and fourth summand in brackets we repeat the steps of 1.b.i.) and arrive at:

T (f;“) (# (1) -#) = § @) [ exwa,

-1

EZn7hn (u) =

where C' > 0 with nh? "3 02 as postulated in (C3). The sums of kernels multiplied with the second and third
term in brackets are still zero-sequences (compare point 1.b.ii.) of proof 2.1), the factorisation with y/nh,, only slows
up its convergences. This implies for the numerator as well as for the whole expectation of Z,, 5, (u) Vu € (0,1) a
pointwise limiting value of 3(u):

EZpn, (u) =5 % (SQ(U))/// v? K (v)dv

—1

31nterested readers are welcome to ask us for the full proof. The methods are to a certain extent similar to the prevoius. The Cauchy-Schwarz
inequality was applied for covariance terms.
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1.b.) We rephrase the variance of Z,, 5, (u) as
B 7,L_ KL - —Uu R2
VaTZn,hn (U) = nh,Var n %:Zi:}n han (n - ) i,n
n Zi:l K, (5 - U)
i 1 n j 2
i~ =15 (%) fj,n) }

haVar {3 S K (=) (5 ()

Again the denominator converges to 1. By enhancing the results of proof 2.1, part 2.b.i.), the dominant term of the

numerator and its limit value are:
1 ¢ i
nhn — K} [——u
Lyont (L
i=1
where V := Ee‘in — 1. The other components hold the zero limit value (due to faster convergence in proof 2.1). This

. n 7 - 1

42 _V Loo[m—u) aft 4 2
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implies for the numerator of the variance-part as well as for the whole variance of Z,, 5, (u) Yu € (0, 1) a pointwise

limiting value of 72 (u):
1
VarZnn, (u) =3 Vs*(u) / K?(v)dv
—1

2.) To prove the convergence in distribution, we have to focus mainly on the stochastic numerator of the variance-part,

n

which can be decomposed in:
i
n

A () (#(9) @
3

) s (J> €in€jn =s? <
n

1o i
+ \V nhng i:E - Khn (n — u) —
=Pn
2

. n .
J 1 2(J
o(3)e| —w 2 (2)
1 Jj=1

1
+ \Y4 nhng izglKhn (n .
=in

2.a.) We apply the central limit theorem of Lindeberg-Feller’® to show the distributional convergence of m,,. The

triangle-schema is
1 Ly 1
Y0 = K| =) (e, -1
" Vb, ( fin )S (n) (€ =),
1 Ly i \% = i
K < W ) s <n) E(e,-1)=0, o, = i 2 ( ™ ) st (n> € (0,00) and
721,7; € (0,00), ‘S% =

with i =
/"Lﬂ,/l nh7l
n ; . 1
1 L—u i
K2l — st (=) = Vst(u) K2(v)dv.
—1 n hn n -1
., Yn n be independent rvs with EYy, ; = pin i, VarYn ; = o
BT, [(Ym — )2 T{| Vi — pims| > esn}]. If Ly (¢) — 0 forall € > 0 (’Lindeberg-condition"), then

33CLT of Lindeberg-Feller: For eachn € Nlet Yy, 1,

S 02 and Li(e) :
D
LS (Yo — pinyi) — N(0,1).

Sn
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For the verification of the Lindeberg condition we apply the Holder inequality and the Markov inequality to get
the following upper bound:3*

with an upper bound W € (0,00) and &’ := 2 with § from condition (C5). The finite, non-zero convergence of the
denominator follows from the limit value of s2. For the convergence analysis of the numerator similar methods as
seen before can be applied, leading to a limiting value of 0. Hence the Lindeberg condition holds. With a Slutsky
argument it follows that

E Yo =N N(O, lim si)
n— oo
i=1

R S & = L O CRE T (SR Py

2.b.) It can be proven that £ p,, = 0 and Var p,, — 0. With the Markov inequality we conclude (compare proof 2.1,

part 3.)) that p,, 5) 0. It follows the same way that g,, LS 0. With the Slutsky theorem we combine the results:

1
Mg + Do+ G 2 N(O,Vs4(u)/ K2(v)dv)
-1

Due to the deterministic limit 1 of the denominator (and by applying Slutsky again) the limit distribution persists for
the whole variance-part.
2.c.) Finally, we add the deterministic bias-part and the asymptotic distribution of Z,, 5, (u) results.

O

Proof of proposition 2.3:
1.) We first show that §%1) I (u) is asymptotically unbiased. For sufficiently large n (else case differentiation as in
equation (20) necessary) its expectation is:

El_unj hn (7. _u) ERz2n
LS R ()

Eé%l)hn( ) -

1.a.) The denominator is approximatively

LunJ w
—u 1 T —u 1
R — K de = -
N e B R G e

the last equality is to be seen by executing the steps of proof 2.1, part 1.a.). The approximation quality follows with

two mean value theorems (where 7; € [=1, 4], 7 e [L% 4] and Res, = (un — [un|) K (5_“> < ooVn;

6 € (1)
/OK(xh Yo S5 (75

~ lun] ~
lK <xl u) N un LunJK (x u> _ lK <xl u) N Res,,
~n n hy, L~ hy, n

34The complete calculation is available upon request.
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lun]| i ~ lun] i
1 L —y T —u & — L& Res,,
K2 - K — n < K’ 2
nhn, Z ( B ) < I ) Res,| < Z ( ) ( o ) ‘ + nhy
=1 \—,—/
<M:=max; |K'(-)| <1

1 1 Res, 1 1 (c3)
< = —_— —
- nh, un< nhn>+ nhy, O<nh%) +O<nhn> — 0

And the denominator has the deterministic limit value %

1.b.) Regarding the enumerator we use ER? , = s (1) by definition and
Eﬁfn:SQ(n> 2Zsz< ) fori > 2.
=1
Summing up the numerator has the form
1 e L) 1w i 1
s () () e () s ()

1.b.i.) We turn to the limit of the first sum. After approximating, we repeat the steps (integral transformation,
Taylor expansion) of proof 2.1, part 1.b.):

S () () [ () o

0 2 10
*(u) /71K(U)d”+(52(u))/hn/ UK(v)dv+%/ (52(11))//112K(v)dv

-1 -1

<oo <oo

s*(u)
2

= 2 o) +0(2) —

The approximation goodness is shown using mean value theorems (with variables as above and (; € (Ei, %)):

[ () 2 z / (5t e [ 1 (52) o

Lun]

B 1 Ti—U\ o, Res,,
— ZnK< ™ >s(:17,,)+ "

el () () - (%) -
) (e (52) - (552)) o () (2 () o)+ 2
S () e (-2

IN

S

>
3
s ]
V2l

[
/~
S|

IN
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Putting both limit considerations together, we get by using the triangle inequality
nh n 2 nh n hn Jo hn, s \rjax
2
T—u\ o s%(u) 1 (c3")
+’hn0K< ™ >s(m)dm—2 —O(h2)+0( n) — 0

1 e i 5 (i 52 (u)
And it immediately follows that — Z Kh, ( - u) s () — :
n n 2

1.b.ii.) We now pay attention to the second component of the enumerator:

- 2 (4 < 2 ( J K|z
nh ( hn, ) (i—1)2 ;S (n> ~ nhy, j= 1,m,p)fnj .’ (n) iZQI,I.l.%)\_(unJ ( hn, > Z 1—1

1=2

—_——
<(i—1) max; s2(-) =:A, <oo
"1 A,  A,ln(n)
1 —d = — - 0
- nh < +/1 x a:) nhy, * nhy, ~

It immediately follows with the convergence in numerator and denominator:*

2
E8fyp, (u) = S; v -2 = s%(u) Yu € (0,1].

2.) We execute an analogous analysis to the variance of é%l) I (u) proving that its limiting value is zero. For a
sufficiently large n,

Vo (S8 0, 0 )
& (2h) £, (- )’

2.a.) The denominator is the squared expression of 1.a.), i.e. its limit value is %.
2.b.) Regarding the numerator, we first fragment the sum in brackets similar to the examination of the expected return
of Rin in part 1.b.) of this proof, and then again decompose it in several sums of variances and covariances.

2.b.i.) We concentrate on the central component (with lowest convergence rate):

o] i o (i o lua 1K, (i ez
Z Kh ﬁ —Uu]s E €i,n = ﬁ 2 K}Ln E —Uujls E ‘/7

(C5) . . . .
where V 1= Varsin = Ea‘ll)n —1 < oo. With the same technique as above, we approximate initially:

Var ‘§%1)hn (u) =

Lun| 7 . u
Vv 1 - —u ) 1% T—u
7 7K2 n 4 e ~ K2 Lo 4 / K2 n
nhi <~ n ( ho, )S (n) nh Jo < b, )S nh2 (ot vha)hndu
4 0 V (s* ) 0
- = 1K2(v>dv+(sn(“)) | oRean g [ (st a) K

- of) o) -o(5)»

35 Altogether, much more effort was to spent due to by Gaussian brackets truncated sums. Moreover the power of zero-sequences was assessed
in a way, that holds in the later analysis on asymptotic normality despite the stronger condition (C3’) of the bandwidth dimension.
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The absolute approximation error is again a zero sequence, following a similar argumentation to 1.b.i) (this proof) and
2.b.i.) in proof 2.1, respectively:

v 1 ofs—u\ 4, (1 ofx—u\ 4 1
ey Z EK <h ) s (n) 7/0 K )8 (x)dx| <O s ) 0
noli=1 " " n

We conclude with the triangle inequality at:
Lun| i i
4
0 < n2h2 Z ( )S <n> <
Vo T —u 1 1
— | K| =—)s*'(a)dz=0(—= ) +0(— 0
e [ (52 o (i) o 51) -

, 1 i i
And it results that 32 ; K;%n <n — u) st <n> V=0
2.b.ii.) All other components can be absolutely restricted to zero (with a faster rate of convergence, compare
part 2.b.ii.) in proof 2.1).
Herewith it immediately follows that Varé?l) B, (W) — "0 Yu € (0,1].

3. The stochastic convergence is finally derived with the Markov inequality. With {P, . :s*> € R} _ as the

B8, (u) - 52(u)’2

sequence of statistical models corresponding to the estimators sequence <§?1)h ) we conclude:
"/ neN

~2 2 3

o, (0) = 2w 2 ¢} < 5

P, { Var( S(W)hn (u )) N (E <‘§%1)hn (u) — 52(“)))2
0 Ve>0

€2 €2
Le. é?l)hn (u) £, s%(u) for all s2 € RS, u € (0, 1].

n—,oo

O

Proof of proposition 2.4:
We decompose Zﬁ;n (u) = v/nhy, ( 5)h, (u) — sQ(u)) into a centered rv (variance-part) and a deterministic bias-

part. For sufficiently large n it can be expressed as:

ZLMJ (=) (é%n - F ﬁfn> variance-

(1) _
Znn, (W) = Vnhy Ll g (5 ) part
I ZLunJ () (Eﬁfn—SQ(u)) bias-
o Iy K, (& - w) part

1.) We concentrate first on both moments.
1.a.) The expectation of ZS}L (u) can be written as used in proof of proposition 2.3:

L S K, (=) (2 () = #0) + S5 K, () o Dt (3)
X K, (5 - )

The denominator converges to % as seen before. For the numerator we exploit the results of proof 2.3, part 1.b.) as
well. Concerning the first sum we arrive at:

Luf ( ' ) <82 (;) - SQ(U)) =D (32(u))'/_01 vK (v)dv,
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where D > 0 and nh3 — D? as postulated in (C3’). The second sum can still be restricted absolutely to zero as
vK (v)dv

n goes to infinity, the factorisation with v/nh,, slows up the convergence rate. This implies for the expectation of
u):

A ( )Vu e.(O7 1] a pointwise limiting value of 3(1)(u)
EZ") (u)""F 2D (s*(u))’ /
-1
1.b.) We address ourselves now to the variance-part, enlarging the asymptotic results for the variance of 5(1yn (u)
w) R2,)

i _

nh,Var ( ZL“M Kp, (

iiu))

VarZr(i,)Ln (u) =
e (i o, (3

from proof 2.3:
The denominator converges to . From the aforementioned decomposition (proof 2.3, part 2.b.i)) it follows that the
: e
0
(v)dv

predominant part of the numerator and its limit value are (with V' := Eej ,, — 1)

3 lun] i 3

42 _V Z Loz aft 4 2
<—U> <>V—hnl_1 EK <h>8 <n>—>VS (U)/;IK

lun]
5
n
The other components hold the zero convergence (due to a faster rate in proof 2.3). This implies for the whole variance

nQZ

of Z’I(Ll])'L (u) Vu € (0, 1] a pointwise limiting value of 0y ()
VaTZS}Ln (u) =5 4V s*(u) / ) K?
2.) To prove the convergence in distribution, we have to focus mainly on the stochastic numerator of the variance-part

which can be decomposed as
Lun] i
n U 2 (2
() ()

1
K
_o izt

"
(n ) 1—14
j=1
2 .
1 2
3

AV4 nh Z Kh
1 1—1 .
>e(3)on) ~me
Jj=1

=Pn

2.a.) We apply again the central limit theorem of Lindeberg-Feller to show the distributional convergence of m,,. The

triangle-schema is
1 L—u 1
Yn’ i K = (= ;
, nhn < hn ) S <n) (5171
= |un]. Its moments are
v — i
2 2 n 4 =
T = i ( hn ) ’ (n) € (0oc)and

Y, ns are independent rvs with n
.—1)=0,

where Yy, 1, ‘s
1 Ly {
o= K n 2 (> E 2
i = s ( hn )S (n> (ein
i 0
) %V54(u)/ K?(v)dv.

n -1

o VR
oot B ()
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For the verification of the Lindeberg condition we apply amongst others the Holder inequality and the Markov in-
equality to get the following upper bound:

i . 1+75:5/
S (g (32) 1 () w
< 35

€1+ (s

Ln/ (6)

’5/
i,)”w

with an upper bound W € (0,00) and &’ := 2 with § from condition (C5). The finite, non-zero convergence of the
denominator follows from the limit value of s2,. For the convergence analysis of the numerator similar methods as
seen before can be applied, leading to a limiting value of 0. Hence the Lindeberg condition holds. With a Slutsky
argument it follows that

> Vars 2 N (0, lim 53,

; n—oo
i=1

o L_ZJK (Zh_nu> 2 (D) @1 2w (ovsien [ www)

2.b.) It can be proved that E p,, = 0 and Var p,, — 0, which implies (e.g. with Markov inequality) that p,, £ 0. we
combine both convergence results and include the limit i of the denominator with the Slutsky theorem. We gain the
following convergence in distribution:

0
"variance-part’ REN J\/(O,4Vs4(u)/ Kz(v)dv)
—1

2.c.) Finally, we add the limit value of the deterministic bias-part and the asymptotic distribution of Zfllzbn (u) results.
(]
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