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RESUME

Titre : Analyse et modélisation des données a haute fréquence sur les marchés financiers en utilisant
les processus de Hawkes et les réseaux de neurones

Résumé : Cette these est consacrée a ’étude de la microstructure du marché dans les marchés
électroniques, en mettant 'accent sur deux sujets clés. Le premier sujet concerne la construction de
deux modeles pour les événements de Niveau 1 dans le carnet d’ordres, en utilisant des approches
basées sur des modeles statistiques. Le premier modele consiste en un processus de Hawkes non-
linéaire pour modéliser la dynamique du bid-ask spread, appelé le modele "State-Dependent Spread
Hawkes". En intégrant les tailles des sauts du spread et sa valeur dans la fonction d’intensité, ce
modele est capable de capturer diverses propriétés statistiques du spread. Le second modeéle, appelé
" Hawkes process with shot noise", est utilisé pour séparer les sources de corrélation endogenes et
exogenes entre deux prix d’actifs. Pour ce faire, ce modele suppose l’existence d’un processus latent
(shot noise), représentant des comportements d’agents spécifiques non directement observables sur
le marché. Théoriquement, des théorémes de limite sont démontrés et dans la pratique, ’estimation
est facilitée par une technique d’estimation non paramétrique.

Le second sujet concerne ’analyse et la caractérisation des comportements des agents sur le marché
financier, en utilisant des approches basées sur des réseaux neuronaux profonds. Ce sujet comprend
deux taches. La premiére tache consiste a classifier les agents en fonction de leurs ordres passés, grace
a une approche d’apprentissage supervisé. La deuxiéme tache vise a apprendre la représentation
des comportements des agents, en utilisant un modele d’apprentissage auto-supervisé fondé sur
la triplet loss. Ces représentations apprises nous permettent d’appliquer 'algorithme de clustering
K-means pour identifier des types de comportements distincts au sein de chaque groupe et ainsi
analyser les comportements des agents.

Mots clés : Microstructure du marché, Carnet d’ordres, Processus de Hawkes, Réseaux neuronaux






ABSTRACT

Title: Analysis and modeling of high-frequency data in financial markets using Hawkes processes
and neural networks

Abstract: This thesis is devoted to the study of market microstructure in electronic markets,
focusing on two key topics. The first topic concerns the construction of two models for Level 1
events in Limit Order Book, using model-driven approaches. The first model is a non-linear Hawkes
process for modeling spread dynamics, referred to as the "State-Dependent Spread Hawkes" model.
This model, integrating spread jump sizes and spread state into intensity, can capture a range of
statistical properties of the spread. The second model, called the "Hawkes process with shot noise"
model, is used to disentangle the endogenous and exogenous sources of correlation between two
asset prices. To do so, this model assumes the existence of a latent shot noise process, representing
specific agent behaviors not directly observable in the market. Theoretically, limit theorems are
demonstrated and in practice, the estimation is facilitated through a non-parametric technique.
The second topic involves analysis and characterization of agent behaviors in the financial market,
by employing data-driven approaches that relies on deep neural networks. This topic includes
two tasks. The first task is to classify agents, based on their placed orders, through a supervised
learning approach. The second task is to learn the representation of agents’ behaviors, using a
self-supervised learning model based on Triplet loss. These learning representations allow us to
apply the K-means clustering algorithm to identify distinct behavior types within each cluster and
therefore analyze the behaviors of agents.

Keywords: Market microstructure, Limit Order Book, Hawkes processes, Neural networks
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INTRODUCTION GENERALE

I - Contexte et motivations

Un marché financier est un systéme complexe qui est composé de nombreux éléments en interaction :
il comprend des investisseurs individuels et institutionnels, des entreprises, des gouvernements et
des régulateurs. Pendant longtemps, la modélisation de la dynamique des marchés financiers, en
particulier I’évolution des prix, a été un défi fondamental pour les mathématiques financieres. La
capacité a modéliser avec précision et prédire le comportement du marché est cruciale pour élaborer
des stratégies d’investissement et gérer les risques.

A Iéchelle macroscopique, les processus de prix apparaissent comme des trajectoires échantillonnées
a partir de modeles classiques en mathématiques financieres, tels que le mouvement brownien
(voir Fig. 1a). Cependant, lorsque I'on se penche sur 1’échelle microscopique et que 'on examine
les mouvements de prix sur de trés courtes périodes de temps (par exemple, des secondes), le
comportement des processus financiers devient assez différent. Ce comportement distinct est illustré
dans la Figure 1.1b, qui se focalise sur un processus échantillonné a 90 secondes. En raison de la
structure des ticks, le prix prend des valeurs discretes et se manifeste sous forme de processus
de sauts. Ce phénomene est appelé I'effet de microstructure. Alors que 1’échelle macroscopique de
la modélisation nous donne une vision globale de la tendance du marché, 1’échelle microscopique
fournit un apercu de la microstructure du marché, ce qui est essentiel pour comprendre et décrire
son comportement macroscopique.
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(a) A Déchelle macroscopique. Le segment orange re- (b) A Déchelle microscopique. La trajectoire se
présente le processus initial de 90 secondes. concentre sur le processus initial de 90 secondes dans
la Figure 1.1a.

FIGURE 1 — Exemples de processus de mid-price du CAC40 Future.
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I. Contexte et motivations

Le concept de théorie de la microstructure du marché a émergé a la fin du 20e siecle et a connu
une évolution significative depuis 2005. Cette théorie étudie le processus de formation des prix
dans le cadre des mécanismes de négociation spécifiques, de la divulgation des informations de
négociation et des composants du marché. Elle évalue l'efficacité et I’équité du marché a 'aide
d’indicateurs typiques tels que la liquidité et la découverte des prix. On peut trouver un panorama
complet des aspects théoriques et empiriques de la microstructure des marchés dans des ouvrages
tels que Bouchaud et al. (2018); Harris (2003); Hasbrouck (2007); Lehalle and Laruelle (2018);
O’hara (1998). En raison du développement rapide du trading algorithmique et électronique, la
microstructure des marchés demeure 'un des domaines qui evolue le plus rapidement en recherche
financiere. Un nombre croissant d’études est désormais consacré a ’analyse et a la modélisation des
flux d’ordres et de la dynamique des prix au niveau microscopique.

Pour décrire la microstructure des flux d’ordres et la dynamique des prix, les processus ponctuels
sont souvent utilisés (Abergel and Jedidi, 2013; Daniels et al., 2003; Smith et al., 2003). Dans ce
contexte, comme dans Bacry et al. (2015), le processus de Hawkes est une classe tres populaire de
modeles qui a fait ses preuves dans la déscription des propriétés dynamiques de différentes quantités
des carnets d’ordres (Bacry et al., 2013a; Bowser, 2007; Large, 2007; Toke, 2011). Introduits par
Hawkes (1971a,b), les processus de Hawkes sont des processus ponctuels auto-excitants capables
de capter l'effet d’excitation mutuelle entre les événements. Ils ont gagné en popularité en raison
de leur capacité a rendre compte des interactions entre les événements et de leur aptitude a fournir
une interprétation simple et convaincante de ces interactions.

Dans cette thése, notre objectif est d’examiner et de développer des modeles pour comprendre la
microstructure complexe des données a haute fréquence au sein d’un vrai marché financier. Nos
recherches sont facilitées par une grande base de données généreusement mise a disposition par
Euronext Paris. Cette base de données comprend un historique complet de toutes les commandes
passées dans le carnet d’ordres pour 40 actions de l'indice CAC40, ainsi que le contrats Future
CAC40. En particulier, chacune de ces commandes est identifiée par le numéro d’identification
anonyme de I'agent qui I’a déposée. Cette caractéristique nous permet d’étudier le comportement
des agents individuels sur le marché.

Plus précisément, nous nous concentrerons sur les questions suivantes.

Comment le marché peut-il résister aux chocs de liquidité ? (Chapitre 3)

La liquidité d’un actif désigne la facilité avec laquelle il peut étre converti en especes sans affecter
significativement le prix. Elle revét une grande importance dans I'investissement car elle reflete la
solidité du marché. Cependant, il n’est pas toujours facile de donner une définition précise de la
liquidité. Dans une perspective a court terme, le bid-ask spread, défini comme 1’étendue de 1’écart
entre les cours d’achat et de vente, peut étre considéré comme une approximation de la liquidité du
marché. Lorsque ce spread est important, cela indique un manque de liquidité et un déséquilibre
sur le marché. En revanche, un spread faible signale un équilibre. Si le spread se creuse rapidement
et de maniére importante, cela peut déclencher une crise de liquidité (Diaz and Escribano, 2020;
Fong et al., 2017; Fosset et al., 2020a; Goyenko et al., 2009).

Dans le Chapitre 3, nous cherchons a comprendre comment un marché peut résister aux chocs;
autrement dit, comment un marché peut "se réparer' lorsque le spread varie. Nous proposons
un modele de processus de Hawkes pour décrire la dynamique du spread. Pour commencer, nous
décomposons les processus de spread en deux processus croissants, chacun associé a des événements
qui amplifient ou diminuent le spread. Cette décomposition transforme le processus de spread en
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Introduction Générale

un processus de comptage bidimensionnel.

Les processus de Hawkes ont prouvé leur efficacité pour modéliser 'effet d’excitation mutuelle entre
les flux de commandes, les mouvements de prix, etc. (Abergel and Jedidi, 2015; Bacry et al., 2013a,
2015). Cependant, modéliser le spread par des processus de Hawkes classiques n’est pas direct en
raison de la contrainte selon laquelle le spread doit étre strictement positif. Pour répondre a cette
problématique, Zheng et al. (2014) et Fosset et al. (2020a) se sont intéressés a des processus de
Hawkes non linéaires qui imposent une intensité nulle pour les événements de diminution du spread,
lorsque celui-ci atteint son minimum, soit un.

Dans cette these, inspirés par les modeles Queue-reactive (Huang et al., 2015; Wu et al., 2019),
nous proposons un nouveau modele appelé le State-Dependent Spread Hawkes (SDSH). Ce modele
peut étre considéré comme une généralisation des modeles discutés dans Zheng et al. (2014) et
Fosset et al. (2020a). Notre modele SDSH intégre non seulement la mémoire des événements passés,
mais également I'état actuel du spread dans la fonction d’intensité. Dans le Chapitre 3, nous
démontrerons en quoi ce modele SDSH permet de capturer davantage de propriétés statistiques.

Quels facteurs microstructurels contribuent aux corrélations entre les prix de diffé-
rentes actions ? (Chapitre 4)

La question précédente se concentrait sur la modélisation d’un actif unique. Dans cette question,
nous considérons plusieurs actifs et les corrélations de leurs prix. La corrélation est une mesure
statistique qui détermine comment les actifs évoluent les uns par rapport aux autres. Elle est
couramment utilisée en finance pour comprendre le comportement global du marché ou pour évaluer
le potentiel de diversification d’un portefeuille.

Les actifs peuvent présenter une corrélation en raison de divers facteurs. L’une des sources les
plus courantes de corrélation est leur secteur ou leur industrie. Par exemple, BNP Paribas et
Société Générale sont toutes deux des banques, elles sont donc susceptibles d’étre affectées par des
conditions macroéconomiques similaires, telles que les taux d’intérét, 'inflation et le comportement
des consommateurs. Par conséquent, leurs cours d’actions peuvent évoluer dans la méme direction.

En plus de laffiliation a un secteur ou a une industrie, les événements mondiaux peuvent éga-
lement avoir un impact sur plusieurs entreprises et entrainer des corrélations entre les secteurs.
Ces événements comprennent les communiqués de presse, les interventions gouvernementales, les
catastrophes naturelles comme la Covid-19 et d’autres chocs géopolitiques ou macroéconomiques.

Pour certaines valeurs mobilieres spécifiques comme les contrats a terme ou les options, 1’actif sous-
jacent commun de deux valeurs mobilieres peut étre la source la plus importante de leur corrélation.
Par exemple, Bobl et Bund sont fortement corrélés car ils représentent des contrats sur le méme
actif sous-jacent avec des échéances différentes (voir Figure 6 dans Bacry et al. (2013a)).

Dans le Chapitre 4, nous souhaitons aborder la question de I'origine microscopique des corréla-
tions. A cette fin, nous introduisons des modeéles qui englobent différentes sources de corrélation.
La premiére source est la source endogene, résultant des mécanismes de rétroaction internes des
processus de prix eux-mémes. La deuxieme source est une source exogene, induite par des facteurs
externes, tels que les nouvelles et le comportement des agents. La premiere source a été étudiée dans
Bacry et al. (2013a). Les auteurs ont également établi certains théorémes limites pour le modele
de processus de Hawkes (Bacry et al., 2013b).

Dans cette these, nous proposons une version étendue du modele de processus de Hawkes introduit
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par Bacry et al. (2013a), que nous appelons le modele Hawkes with shot noise. En étendant le
modele classique des processus de Hawkes pour les prix, nous introduisons une dimension latente
supplémentaire pour capturer la source exogeéne de corrélation. (Dans ce contexte, "latente" indique
que les événements dans cette dimension ne sont pas observables). Cette dimension est un processus
de Poisson qui influence les prix des deux actifs. La logique derriére ’ajout de cette dimension latente
est directe : si les prix de deux actifs commencent soudainement et simultanément a évoluer de
maniere significative, une explication plausible est que ces fluctuations sont en effet entrainées par
des éléments externes communs.

L’inclusion de la dimension latente rend le modele plus réaliste, mais introduit davantage de défis en
termes d’estimation. La méthode des cumulants non paramétriques (NPHC), introduite par Achab
et al. (2017), s’avere tout aussi efficace pour le modele de Hawkes with shot noise. Le Chapitre 4
présente une validation empirique de 'efficacité de cette méthode.

Quels roles les participants jouent-ils sur le marché ? (Chapitres 5 et 6)

Pour les deux questions précédentes, nous considérions le marché comme une entité auto-régulatrice.
Cependant, le marché est un systéme complexe composé de nombreux agents. Les performances
globales du marché découlent des actions individuelles de chaque agent sur celui-ci. Par conséquent,
comprendre les roles et les contributions de ces agents est crucial pour comprendre le fonctionnement
du marché dans son ensemble.

A ce stade, nous introduisons la méthodologie de modélisation basée sur les agents (ABM) qui est
extrémement utile dans différents domaines. Elle peut simuler les actions et les interactions des
individus et des organisations de maniére complexe et réaliste (Axtell and Farmer, 2022; Tori and
Porter, 2018). Cependant, en raison de préoccupations concernant la protection des données, seules
quelques études (Cartea et al., 2023; Cont et al., 2023; Rambaldi et al., 2019) ont pu accéder aux
données avec 'identification des membres. Dans cette theése, grace a 'acces a la base de données
d’Euronext Paris, qui contient I'identification des agents, nous pourrons étudier le comportement
de trading de chaque agent individuel.

En examinant les actions d’un agent sur une période donnée, nous pouvons obtenir des informations
sur certains aspects macroscopiques : ’agent a-t-il tendance a agir en tant que market maker (teneur
de marché) ou market taker (preneur de marché)? Ont-ils une stratégie de trading distincte ?
Comment se manifeste 1’évolution de leurs stratégies au fil du temps? Répondre a ces questions
est tres important a la fois pour 'exploration académique et la régulation du marché. Ces réponses
peuvent étre apportées par des modeles basés sur les agents, pour améliorer les caractéristiques
microstructurelles du marché. De plus, elles peuvent également aider les régulateurs a identifier les
comportements irréguliers sur le marché.

Les chapitres 5 et 6 seront consacrés a répondre aux questions mentionnées ci-dessus. Nous caracté-
risons un agent a un moment donné par une séquence d’ordres consécutifs qu’il exécute. Le chapitre
5 peut étre considéré comme une étape fondamentale. En utilisant la méthode d’apprentissage su-
pervisé pour identifier les agents, nous étudions 'importance des variables et les performances de
la classification. Les méthodes d’apprentissage profond ont prouvé leur efficacité dans la modélisa-
tion des carnets d’ordres limites dans des travaux antérieurs Sirignano and Cont (2019); Sirignano
(2019); Zhang et al. (2019). Ce chapitre démontrera leur efficacité pour caractériser les agents.

Dans le chapitre 6, nous approfondissons la réponse aux questions précédentes. Ici, nous introduisons
d’abord les séquences d’ordres des agents dans une tache prétexte, dans le but d’apprendre une
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représentation du comportement d’un agent a un moment donné. La tache prétexte utilise une
approche d’apprentissage contrastif auto-supervisé avec une perte de triplet (Schroff et al., 2015).
De facon similaire aux travaux sur le traitement du langage naturel, tels que le succes remarquable
de Mikolov et al. (2013b), les représentations apprises peuvent révéler une structure intrinseque au
sein des séquences d’ordres. Par conséquent, des algorithmes de regroupement peuvent étre ensuite
appliqués pour regrouper les agents ayant des comportements similaires. Nous démontrons que les
agents peuvent étre regroupés en groupes caractérisés par des stratégies de trading distinctes.

Les sections suivantes sont consacrées a un résumé des principaux résultats de cette these.

IT - Résumé des principaux résultats

I1.1 Résumé du Chapitre 3

Le chapitre 3 correspond au papier Ruan et al. (2023b), soumis a la revue Market Microstructure
and Liquidity (MML) Journal. Dans ce chapitre, nous proposons un modele de processus de Hawkes
non linéaire pour modéliser la dynamique du spread entre les cours acheteur et vendeur, que nous
appelons le modele State-Dependent Spread Hawkes (SDSH).

Le bid-ask spread est défini comme la différence entre le prix de vente le plus bas et le prix d’achat
le plus élevé dans un carnet d’ordres. Il est généralement utilisé comme mesure de la liquidité du
marché et joue un réle crucial dans les analyses financiéres. Dans ce travail, nous représentons un
processus de spread sous la forme de (S;);>0, qui peut étre décomposé en deux termes S, et S, ,
représentant respectivement les sauts positifs et négatifs du spread. Pour l'instant, tous les sauts
sont supposés étre de taille d’un tick, ce qui donne S; = Sp + S;¥ — S; . Avant d’introduire notre
modele SDSH, examinons de plus pres deux modeles existants étroitement liés a notre approche.
Le premier modele est le modele de spread proposé par Zheng et al. (2014), qui est un modele de
Hawkes contraint avec les fonctions d’intensité suivantes :

(IL1)

ol AT (resp. A7) est l'intensité associée & ST (resp. S7). La condition 1g, o garantit que le spread
reste strictement positif en tout temps.

Le deuxieme modele, exploré dans Fosset et al. (2020a), est défini comme suit :

A =u++f afe Pt 45t (112)

Ay = lg—>2

Ce modele est un exemple spécifique de (I1.1) lorsque ¢ F et ¢~ sont fixés & zéro. Les auteurs
démontrent que lorsque @ < 1 — Z—t, le systéme de Hawkes dans (3.1.2) est stable et le processus
de spread est stationnaire.

Le modele SDSH peut étre considéré comme une extension des deux modeles précédents. Nous
I'étendons (I1.1) sous deux aspects différents :
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o Les tailles des sauts ne sont plus contraintes a étre d’une unité de tick. Au lieu de cela, nous
considérons la possibilité de K tailles de sauts différentes. Cela fait que notre modele prend
la forme d’un processus de Hawkes a 2K variables. La valeur de K est un hyperparameétre
qui peut étre choisi de maniere flexible en fonction de données spécifique.

o La contrainte 1g, >2 pour A\~ est remplacée par des fonctions positives ou nulles plus géné-
rales f(S;_). Ces nouvelles fonctions f, applicables a la fois & AT et & A\~ permettent au
modele d’incorporer le fait bien connu que le spread a tendance a revenir & sa moyenne.
Par conséquent, un terme "dépendant de I’état" est introduit. Ces fonctions f peuvent étre
calibrées a ’aide de données disponibles.

En résumé, nous notons Sy le processus de comptage qui comptabilise le nombre de sauts de taille
e,pour e € & :={+1,4+2,...,+K,—1,-2,...,—K}. Le processus de spread S; peut étre exprimé
comme suit :

Se=S+ > kSTF— > kS
k=12,.,K k=1,2,...K

Soit A€ la fonction d’intensité du processus de comptage S¢. Le modele SDSH est formulé comme
suit :

Ici, f _k(s) doit étre égal a 0 lorsque s < k, afin de maintenir le spread positif. Nous supposons que
les noyaux sont paramétrés comme une somme de L termes exponentiels, donnés par :

L
(pe’e,(t) _ O‘?e 6le—ﬁzt
=1
Propriété de Markov et ergodicité
t
Soit X;¢ := J ©%¢ (t — s) dS? , le processus combiné (S;, X;) est un processus markovien.
0

Dans un scénario simplifié ou K = 1 et L = 1, ce qui signifie £ = {—1,1} et @ (t) = a® Be Pt
nous pouvons énoncer la proposition suivante :

Proposition. Le processus (S, X¢) est V-uniformément ergodique sous les conditions sui-

vantes :
f~(1)=0
f(S) = ~S pour un certain v > 0 lorsque S = 2 (11.3)
sup (S +am) <1

La preuve de cette proposition peut étre trouvée dans 3.A.

Simulation et estimation

En utilisant la méthode classique de thinning introduite par Lewis and Shedler (1979); Ogata
(1981) et la bibliotheque open source TICK (Bacry et al., 2017), la simulation est directe. A des fins
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d’estimation, la méthode d’estimation du maximum de vraisemblance (EMV) est utilisée. Consi-
dérons une réalisation sur [0,7"] et notons ¢} les instants des événements sur S°. La fonction de
log-vraisemblance peut étre exprimée comme suit (pour simplifier, nous supposons que L = 1) :

T T
Ll f) =D (- L Me(t) dt + f log X(t) dS¥)

ee€ 0
Se(T) tc Se(T)
22 Z log(,ue—i-EaeeﬁJ —Bt=9) 487) —i—Z 2 log f°(Ske)
ee€ k=1 e'eE 0 ee€ k=1
T / t !
3 [ $ 0 [ e st sy ar
ecg V0 e'ef 0

Voici les hyperparametres et leurs réglages correspondants :
o K :la plus grande taille de saut autorisée par le modele.

o Let {8};=1,. 1 : en pratique, choisir des f; espacés de maniére logarithmique suffit a capturer
un large éventail de comportements, comme par exemple 3; = 31101,

o f¢(s) : nous supposons que toutes les fonctions f¢(s) sont constantes pour s dépassant une
valeur fixe S. Ainsi, pour chaque e et s < S, f¢(s) est traité comme un parametre.

Une illustration des résultats d’estimation sur des données simulées est disponible dans la Figure
3.1 dans le corps principal de cette these.

Résultats empiriques

Nous calibrons le modele SDSH en utilisant les données CAC40 d’Euronext. Les données corres-
pondent aux processus de spread pour 3 actions, & savoir AXA, BNP Paribas, Nokia, ainsi que le
Future CAC40, sur environ 100 jours. Les hyperparametres sont indiqués dans le Tableau 3.2.

Les Figures 2 et 3 fournissent des exemples de résultats d’estimation pour f¢ (Nokia) et les noyaux
essentiels ¢ (AXA). Comme prévu, nous observons que f*1(s) et f+2(s) présentent une tendance
a la baisse et se rapprochent de 0 & mesure que s augmente. A I'inverse, f~'(s) et f~2(s) sont des
fonctions globalement croissantes. Lorsque le spread est élevé, de petites valeurs de f1(s) et f+2(s)
inhibent les sauts positifs tandis que de grandes valeurs de f~1(s) et f~2(s) encouragent les sauts
négatifs. Ce mécanisme renforce la tendance de retour a la moyenne du spread.

NOKIA fé(s) functions

-m- e=+2
- e=-1
-B- e=-2

1 2 3 4 5 6 7 8
Spread s

FIGURE 2 — Estimations des fonctions {f¢(s)}ece pour NOKIA, £ = {—2,—1,+1, +2}.

La Figure 3 montre que les noyaux diminuent lentement selon une loi de puissance. Cette propriété
de mémoire longue du spread a été observée par diverses études empiriques; par exemple, Mike
and Farmer (2008); Ponzi et al. (2006); Zawadowski et al. (2006).
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+1- -1 -1-+1 +2- =2 —2-+2
+ | + |
& 1077 o 5 o
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FIGURE 3 — Noyaux de Hawkes pour AXA.

ualité de ’ajustement
Q j

Le modele SDSH est capable de capturer les principales propriétés statistiques du processus de
spread. Dans cette section de résumé, nous nous concentrons sur la présentation d’une seule pro-
priété : la fonction d’auto-covariance (ACV) des incréments de spread (Figure 4). Des propriétés
supplémentaires peuvent étre trouvées dans le contenu principal de cette these.

La fonction d’auto-covariance normalisée des incréments de spread pendant § secondes avec un
décalage de 7 secondes est définie comme suit :

1
ACV((S, 7') = ﬁ COU(St+§ — St, St+5+7— - StJrT)

La Figure 4 illustre la reproduction précise par le modéle de la courbe d’auto-covariance observée
dans les vraies données. Pour des différentes valeurs de d lorsque 7 est relativement grand, toutes
les courbes ACV (4, 7) ont tendance a converger, formant une courbe collective lisse. Cependant,
lorsque 7 devient trop grand par rapport a ¢, la figure d’insertion montre que la courbe ACV
devient bruitée. Par conséquent, pour reproduire précisément la courbe ACV sur une large gamme
de 7, nous pouvons faire varier la valeur de § et choisir des valeurs appropriées de 7 ni trop petites
ni trop grandes.

102
—-= True data (6 =107°s)
—&— Model (6 =10"5s)
—-= True data (6 =107%s)
=— Model (6 =107%s)
—-= True data (6 =1073s)
—&— Model (6 =10"3s)
—-= True data (6 =1072s)
—8— Model (6 =10"2s)
—— True data (6 =0.1s) e ! —-= True data (6 =10"'s)
Model (6 = 0.1s) | —&— Model (6=10"'s)
: —-— True data (6 = 10%)
Model (6 = 10°s)
True data (6 = 10's)
Model (6 = 10's)
True data (6 = 10%s)
Model (6 = 10%s)

10°

—ACV(6, T)
-
e

1074

107! 10° 10!

107° 1074 10-3 1072 107! 10° 10t 102 103
T (second)

FIGURE 4 — Les fonctions —ACV (6, 7) pour différentes valeurs de 0 en fonction de 7 en utilisant une

échelle logarithmique pour les vraies données AXA et les données simulées par le modele (ajusté
sur les vraies données AXA).
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Prédiction

La derniere partie de ce chapitre est consacrée a la prédiction du spread, une application potentielle
du modele SDSH. Nous expérimentons avec des horizons de prédiction allant de 3 secondes a 30
secondes et comparons les capacités prédictives du modele SDSH & la méthode ACDP introduite
par Grof-KluBMann and Hautsch (2013). Les résultats comparatifs montrent que le modele SDSH
surpasse la méthode ACDP dans la plupart des cas, en particulier pour les horizons temporels
courts.

I1.2 Résumé du Chapitre 4

Le Chapitre 4 est un travail conjoint avec E. Bacry, T. Deschatre, M. Hoffmann et J.-F. Muzy.
L’article est actuellement en préparation. Dans ce chapitre, nous étudions les processus de Hawkes
avec shot noise, dans le but de séparer les sources endogenes et exogeénes de corrélation entre les
prix de deux actifs.

L’endogénéité dans le contexte financier fait référence au fait que le prix d’un actif est influencé
par le prix d’autres actifs. En revanche, I'exogénéité indique les influences externes, telles que
les annonces de nouvelles qui influencent les prix. Une étude récente (Marcaccioli et al., 2022) a
étudié statistiquement les différentes performances des fluctuations de prix suite a des événements
endogenes et exogenes. L’objectif de notre travail est de construire un modele capable de séparer
les sources endogenes et exogenes de corrélation entre les prix de deux actifs. Le Chapitre 4 se
concentre principalement sur un modele qui integre le comportement latent des agents.

Dans un scénario simplifié, supposons que Nl et Ng sont deux processus de comptage représentant
le nombre de transactions sur I’ Actif 1 et I’ Actif 2, respectivement. Avant de plonger dans les détails
de notre modele, examinons un modele de processus de Hawkes classique pour (N7, Na)

Maintenant, considérons un scénario légerement plus compliqué. Certaines transactions sur I’ Actif 1
sont déclenchées par ses propres fluctuations de prix ou par celles de I’ Actif 2, reflétant une influence
endogeéne. Pendant ce temps, certains agents détiennent les deux actifs dans leurs portefeuilles
et pourraient participer a des transactions presque simultanées des deux actifs. Ces transactions
fortement corrélées, connues sous le nom de comportement latent des agents, sont générées de
maniere exogene. Notre modeéle integre ce comportement latent des agents grace a un processus de
Poisson appelé processus de shot noise. Il est important de noter que le processus de shot noise (ou
la dimension latente) est inobservable.

Dans notre modeéle, Ny = Ny + Ny et Ny = Ny + N5. N1 et Ny sont des processus de Hawkes
classiques, tandis que Ny et N5 sont générés par un processus de shot noise N3, avec des délais
(distribution exponentielle) sur les deux processus. La Figure 5 illustre le concept de notre modéle.

En référence a I’exemple 7.3(a) de Daley et al. (2003), ce modele de processus de Hawkes avec shot
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AQ AD A®
A A@ AW
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FIGURE 5 — Les fleches en pointillés jaunes montrent la relation de génération. Si une fleche pointe
a partir d’un cercle vide, cela signifie que I’événement est un immigrant généré par une intensité
exogene. Sinon, la fleche pointe vers un enfant a partir de son parent. Le délai du k-ieme shot
noise sur Nj est indiqué par AS) (selon notre réglage A,(j) ~ Exp(a;)). Le shot noise commun est
représenté par I’ombrage vert.

noise peut étre défini comme suit :

t

+

Ny : )\1(t) = U +J

. p11(t — 8) d(N1(s) + Na(s)) + J p12(t — 8) d(N2(s) + Ns(s))

0
t

Pa2(t — 8) d(N2(s) + Ns(s)) + J p21(t — 8) d(N1(s) + Na(s))

Ny : Xy t)=M2+J
0 (I1.4)

N3 : )\3
N4 : )\4
N5 : A5(t) = ag (N3(t) — N5(t))

\

Quelques notations

Avant de répertorier les principaux résultats de ce chapitre, clarifions d’abord certaines conventions
de notation.

_ _ T
o N est un processus ponctuel & deux variables défini comme N = ( N NQ) ,

Y11 P12

o @p est une matrice de noyaux avec ¢y = et Ry (t) est une matrice de fonctions
P21 P22
0
définie par Ry (t) = Z o5 (t)
n=0
o Les intégrales de ¢y et Ry sont respectivement notées Gy et Ry, (i.e., Gg = ||pm]| et
0
Ry - J Rig(t).dt = (I, — G) ™),
0
: s S Ay P+ p3 : s
o L’intensité inconditionnelle de N est A= | | = Rpg et I'intensité incondition-
Ay p2 + p3
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nelle de ! est Ag =

Théorémes limites

En suivant les théorémes limites dans Bacry et al. (2013b), nous pouvons prouver des versions
analogues de ces résultats pour le modele de processus de Hawkes avec shot noise.

Considérons I’hypothese suivante :

Pour tous les i,j € 1,2, ng Al —f ()dt<ooet la matrice
0

Gm = ||pm|| a un rayon spectral inférieur a 1

Theorem. Si la condition (A) est vérifiée, alors nous avons

1 _ _
sup | =Npy — vA| —> 0 lorsque T — oo presque sirement et en norme L?

vel0,1]

Theorem. Si la condition (A) est vérifiée, en loi pour la topologie de Skorokhod, lorsque T — 0,

_ _ AgiWiw + psWs,
ﬁ (NT’U — E[NTv]) — RH fO?" v E [0, 1]
AgoWa oy + pu3Ws

ot (Wy)yefo,1] est un mouvement brownien standard a 3 dimensions.

Définissons X; = N; — E[N;]. La matrice de covariance empirique de N sur [0, 7] est donnée par

|T/A| B - .
Car(N) == 2 Xia — X(i—1)a) (Xia — X-1)a)

Theorem. Soit (Ar)r=o une famille de nombres réels positifs. Supposons que Ap/T — O lorsque
T — oo. Alors, nous avons

CA7,T(N) — ca, — 0 lorsque T — o0 en norme L?

avec
t—s\" S T
CA = 1-— RH(S)ZRH(t) dsdt
R2 A
[t —s\ " _ 0 1 _ T
+ ugf <1 - > (RH(S) *F(s)) (RH(t) *I‘(t)) ds dt
RY A 10
_ /_\1 0 _ —aqpe it 0
ou Y = letT(t) =
0 Ao 0 —age_aQt

Corollary (Covariance Macroscopique).
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Estimation (méthode NPHC)

Achab et al. (2017) ont développé une méthode d’estimation non paramétrique pour les processus
de Hawkes en utilisant les trois premiers ordres des cumulants. Nous pouvons prouver que cette
méthode est également applicable & notre modele. En fait, elle est toujours efficace tant que le
nombre de parametres est inférieur au nombre d’équations de cumulants indépendantes. La Figure

6 illustre un exemple de résultats d’estimation obtenus a partir de données simulées.

11 O, 12 H1 H3
50 dr11=0798, e=0.018 >0 $112=0.002, e=0.021 O (11=0.199, e=0.041 30 fi3=0.150, £ = 0.035
40 = =« True value =0.80 40 = =1 True value =0.00 40 = =+ True value =0.20 40 = =+ True value =0.15
30 30 30 30
20 I 20 i 20 il 20 i
. . . .
10 3 10 : 10 . 10 -
0 - 0 “ 0 “ 0 -
078 0.80 0.82 0.84 0.86 —0.075-0.050-0.025 0.000 0.025 010 015 020 025 0.30 005 010 015 0.20
®n,21 OH,22 H2
50 bn21=0298, £=0.013 0 b1, =0.601, e=0.003 50 (1= 0.102, £ = 0.022
40 = =+ True value =0.30 40 = =+ True value =0.60 40 = = True value =0.10
30 30 30
20 5 20 i 20 I
10 i 10 I 10 I
0 “ 0 . 0 L
0.28 0.30 0.32 0.595  0.600  0.605  0.610 0.06 0.08 0.10 0.12 0.14 0.16

FIGURE 6 — Un exemple de normes de noyaux estimées et de baslines pour des données simulées.
Les lignes verticales rouges en pointillés indiquent les vraies valeurs. Les histogrammes représentent
les distributions des valeurs estimées a partir de 100 répétitions indépendantes. Chaque estimation
est basée sur un processus simulé couvrant 10° secondes, soit environ 3.68 - 10° événements.

Extension a des dimensions supérieures

Le modele de I’équation (II.4) peut étre étendu & des dimensions supérieures. En particulier, consi-
dérons un modele de prix bivarié, ou P; et P sont les processus de prix pour I’Actif 1 et I’Actif
2 respectivement. En suivant le modeéle introduit dans Bacry et al. (2013a), la paire (P, Py) peut
étre dérivée de (N7 — Na, N3 — Ny), olt N1, (resp. Na;) représente le nombre de sauts de prix vers
le haut (resp. vers le bas) au moment ¢ pour I’Actif 1 et N&t (resp. N4,t) représente le nombre de
sauts de prix vers le haut (resp. vers le bas) au moment ¢ pour 1’Actif 2. Dans ce cas, les processus
de comptage observables sont (]\7@-)1-:172,374 et la dimension observable augmente a 4. Dans le cadre
des processus de Hawkes avec modele de shot noise, N; = Npi+ Np;pouri=1,2,3,40u Np; et
Np,; sont définis comme suit :

4 rt
NHJ' . )\H,i = HKH,;i + Z f (pij(t - S) d[NHyj(S) + NDJ'(S)] for i e {1,2,3,4}
j=10

Nx g Axk(t) = px i for ke {1,2}
NDz’ : )\D,i(t) = al[NXJ(t) — N[)’i(t)] for i e {1,3}
ND@' : )\D,i(t) = (IQ[NX’2(t) — vai(t)] for i e {2,4}

Ici, nous supposons 'existence d'un shot noise a 2 dimensions, Nx 1 et Nx 2, out Nx 1 (resp. Nx2)
affecte les deux sauts de prix a la hausse (resp. les deux sauts de prix a la baisse).
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La Figure 7 présente le résultat de la calibration du modele sur les données de BNP Paribas et de
Société Générale provenant d’Euronext.

1- 2- 3- 4— 1- 2- 3- 4-
|

-1 -1
1 0.018
2 -2 -2
el 0.206 -3 -3
2 0.018
/' 0.204 -4 -4 0.40
Estim uy  Estim uy Estim [|®y]| Estim Ry

FiGURE 7 — Estimation des normes des noyaux de Hawkes et des baselines pour BNP Paribas et
Société Générale. "1" et "2" représentent les sauts de prix a la hausse pour BNP Paribas, tandis
que "3" et "4" représentent les sauts de prix a la baisse pour Société Générale.

Une variante du modéle

Les modeles précédents 1.2.4 et 1.2.5, appelés modeles de latent-behavior shot noise, reposent sur
I’hypothese que le processus de shot noise est le comportement latent de certains agents. Dans ce
travail, nous proposons également une variante du modele, appelée modele de latent-information
shot noise, ou le processus de shot noise représente I'information latente du marché.

Soient Ny ;(i = 1,...,d) les processus observables et Nx i (k = 1,...p) les processus latents (c’est-a-
dire le processus de shot noise). L’espace des événements est £ = {Ng;,i = 1,2,...,d} U{Nx , k =
1,2,...,p} et le modele & information latente est formulé comme suit :

d ot Pt
)\Hﬂ'(t) = UH; + Z J @H,ij(t —5) dNHyj(S) + Z J @X,z‘k(t —5) dNXJC(S) forie {1,2,...,d}
j=1 0 —1 Y0

AX,k(t) = WXk for k = 1,2,. ., P

ol A, et Ay sont les intensités de Np; et Nx j, respectivement. Nous pouvons prouver 'efficacité

de la méthode d’estimation NPHC sur cette variante du modele tant que p > %.

I1.3 Résumé du Chapitre 5

Le Chapitre 5 est une premiere tentative d’utilisation des méthodes d’apprentissage profond
pour classer et caractériser les agents du marché. Nos principaux objectifs sont de répondre a des
questions telles que : sans s’appuyer sur des examens statistiques, pouvons-nous classifier les agents
efficacement 7 Comment pouvons-nous caractériser les comportements divers des agents dans le
carnet d’ordres ? Quelles sont les principales caractéristiques qui distinguent différents agents?

Dans ce chapitre, nous appliquons une méthode d’apprentissage supervisé pour classer les agents.
Plus précisément, nous nous concentrons sur 28 agents tres actifs sur le marché des contrats a terme
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de I'indice CAC40. Nous supposons qu’a un moment donné, le comportement d’un agent peut étre
décrit par une séquence d’ordres qu’il a soumis. Tout au long de ce chapitre, nous constatons que
I’ensemble le plus pertinent de variables descriptives de 'ordre pour cette tdche comprend trois
aspects : 'ordre lui-méme (heure d’arrivée, prix, taille), le contexte du marché (état du carnet
d’ordres avant l'ordre) et le type d’action catégorique de 'ordre (limite, marché ou annulation a
un niveau spécifique). Une entrée pour le réseau neuronal est une séquence de N ordres consécutifs
passés par un agent, et la sortie est I'identifiant de I'agent.

Nous utilisons le modele Gated Recurrent Unit bien connu dans la littérature, introduit par Cho
et al. (2014). L’architecture du modeéle pour classifier les séquences d’ordres est illustrée dans la
Figure 8.

Input 1 | (Vx25)

HMC ’ﬁ Bidirectional ———
Dense e Dense
Flatten Dropout ArgMax

Concatenate
I Units= 128 | (256)
Input2 | (Vx 1) [LEEEEITES ReLU
(NX5)

Softmax

AT

FIGURE 8 — L’'Input 1 est une séquence de N ordres avec 25 caractéristiques de base HMC (’ordre
lui-méme et le contexte du marché), 'Input 2 est la caractéristique catégorique AT (type d’action)

Résultats

Avec chaque entrée comprenant une séquence de 100 ordres, le modeéle atteint une précision de
0,943 sur I'’ensemble des données test. Ce résultat indique que les comportements des agents sont
efficacement distinguables a I'aide de méthodes d’apprentissage profond.

De plus, comme illustré dans la Figure 8, la caractéristique catégorique du type d’action est repré-
sentée par un vecteur a 5 dimensions avant d’étre entrée dans le GRU. Dans le succes remarquable
de Word2Vec (Mikolov et al., 2013a,b), 'approche par embedding de mots capture différents degrés
de similarité sémantique entre les mots (comme "homme" - "roi" = "femme" - "reine"). Inspiré par ce
travail, nous visualisons les vecteurs apres cet embedding des 42 types d’actions dans R? en utilisant
une projection suivant les deux axes principaux donnés par ’analyse en composantes principales.
Cette visualisation révele des motifs remarquables, comme le montre la Figure 9. Par exemple, les
ordres a cours limité et les annulations sont clairement séparés, tandis que les ordres au marché se
trouvent au milieu. De plus, la figure affiche un motif intéressant de la différence entre les embedding
des ordres a cours limité et des annulations.

Expériences étendues

Dans les expériences précédentes, chaque ordre était étiqueté en fonction de son agent (ID de
membre). En méme temps, nous disposons également d’une autre étiquette plus fine, appelée "I'TM".
ITM signifie Interactive Trading Machine utilisée par les banques, les fonds spéculatifs et autres
institutions financiéres. En particulier, les I'TM sont une division des ID des membres, ce qui
implique que chaque ID de membre peut correspondre a plusieurs I'TM.

Dans les expériences ultérieures, une entrée consiste en une séquence d’ordres passés par un I[TM
spécifique et ’objectif est de prédire I'ID de 'ITM en tant que sortie. Tout comme dans les expé-
riences précédentes, nous sélectionnons au total 104 I'TM dans cette expérience, appartenant a 21
membres. La Figure 10 montre la matrice de confusion des résultats de classification.
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FI1GURE 9 — Projection PCA a deux dimensions des embedding a cinq dimensions des types d’actions.
La figure insérée affiche cinq lignes, chaque ligne A;,i = 1,2, 3,4, 5 indique le vecteur du niveau de
cours limité ¢ au niveau d’annulation i.

Les résultats montrent des schémas remarquables pour les ITM correspondant au méme ID de
membre. Par exemple, en extrayant la sous-matrice correspondant a I’'ID de membre 3 et en utilisant
une classification hiérarchique ascendante (clustering hiérarchique) sur les lignes de cette matrice,
les 39 I'TMs du Membre 3 sont répartis dans 10 sous-groupes. Des visualisations détaillées de ces
résultats se trouvent dans le contenu principal de cette these.

II.4 Résumé du Chapitre 6

Le Chapitre 6 correspond a l'article Ruan et al. (2023a), qui a été accepté a la conférence
ICAIF’23 . L’objectif de ce travail est de caractériser et de regrouper les comportements des agents.
Des études récentes, telles que Cont et al. (2023) et Cartea et al. (2023), ont également exploré
ce sujet a travers des modeles statistiques. Cependant, dans ce chapitre, nous proposons d’utiliser
une méthode d’apprentissage auto-supervisé appelée apprentissage contrastif pour développer une
représentation des comportements des agents. Il convient de noter que nous ne considérons que les
agents de type market taker.

Notre approche utilise la perte de triplet comme fonction de perte pour I’apprentissage contrastif.
Introduite dans Schroff et al. (2015) pour la reconnaissance faciale, la perte de triplet vise a ap-
prendre une représentation des entrées brutes en minimisant la distance entre les échantillons de la
méme classe et en maximisant la distance entre les échantillons de classes différentes. Dans notre
contexte, les classes représentent différents comportements de trading de 30 agents et une entrée
brute est une séquence d’ordres consécutifs de marché provenant d’un agent. Les échantillons simi-
laires sont des séquences du méme agent qui sont temporellement proches les unes des autres, tandis
que les échantillons dissimilaires sont des séquences d’agents différents. Le critere de similarité est
utilisé pour éviter d’imposer une seule stratégie pour chaque agent. En effet, un agent peut changer

1. The Association for Computing Machinery (ACM) International Conference on Artificial Intelligence in Finance
(ICAIF) 2023
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F1GURE 10 — Matrice de confusion. Les blocs de sous-matrice diagonale représentent le regroupe-
ment des I'TM du méme membre. Les étiquettes le long de 'axe des abscisses sont présentées au
format "I'TM - Membre", tandis que les étiquettes le long de I'axe des ordonnées sont affichées au
format "ITM - Membre >> Précision".

de stratégie au fil du temps, en supposant que son comportement est temporairement cohérent.

La Figure 11 illustre la perte de triplet pour notre tache. L’encodeur est un réseau a mémoire
récurrente & deux couches de type LSTM (Long-Short Term Memory) (comme indiqué dans la
Figure 12). Une entrée se compose d’une séquence de 50 ordres au marché (ou market orders
en anglais), chaque ordre de marché étant caractérisé par 8 variables descriptives. Grace a cet
apprentissage contrastif, nous obtenons une fonction de représentation pour les séquences d’ordres
au marché. A ce stade, la phase d’apprentissage des représentations est terminée. La phase suivante
consiste en 'application de cette fonction de représentation a diverses taches en aval.

Clustering

Nous avons choisi d’utiliser ’algorithme de clustering K-means sur les vecteurs de représentation.
En appliquant cette approche, nous regroupons tous les échantillons de séquences d’ordres au
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FIGURE 11 — Illustration de ’apprentissage du modele. X est une séquence d’ordres au marché
consécutifs et f(X) est sa représentation vectorielle dans R2. La perte de triplet minimise la distance
entre les échantillons du méme agent || f(XP)— f(X®)||2 et maximise la distance entre les échantillons
d’agents différents ||f(X™) — f(X?)||2.
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FIGURE 12 — Schéma de 'architecture du modele d’encodage pour un échantillon.

marché en 7 groupes. La Figure 13 montre les résultats du regroupement. Notre tache consiste
maintenant a comprendre la signification de chaque groupe. Nous évaluons les groupes en fonction
des indicateurs suivants : fréquence de trading, taille moyenne des transactions, spread avant les
transactions, tailles de file d’attente avant les transactions, direction de trading pure accumulée et
modifications de limite-a-transaction. Les résultats de 1’évaluation sont résumés dans le Tableau 1.

Ces indicateurs différencient efficacement les groupes. Par exemple, le Groupe 2 présente la fré-
quence la plus élevée tandis que le Groupe 6 présente une faible fréquence, un spread élevé et des
valeurs de direction élevées. Par conséquent, nous pouvons en déduire que le Groupe 2 correspond a
un comportement de market making tandis que le Groupe 6 correspond a des pratiques de trading
directionnel.

3000

% cluster 1
wwwr cluster 2
- cluster 3
o cluster 4
cluster 5
cluster 6
cluster 7

N
v
(=1
s]

2000

1500

1000

Number of samples
w
(=)
(=)

V]

XN T

-".-.../I I - is

13 14 15 16 17 18 19 20 21 22 23 24 25 26 27
Member ID

N[

RN ]

N
©

Q]

~

o NS 9797755775557 R,
o NN\ 77777 8

5 N\\\WEiESEnannnnt

=3
g

& NN BB

~ VI T
o N7

Gl

m
~

w N

F1GURE 13 — Résultats du clustering K-means. Chaque agent est représenté par une barre verticale,
qui peut étre composée d’un ou de plusieurs segments. Chaque segment correspond aux échantillons
de I'agent assignés a un cluster spécifique.
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cluster 1 2 3 4 5 6 7
Frequency + +++ ++ + + + ++
Trade size +++ ++ ++ ++ + ++ +
Fill rate + + ++ ++ ++ ++ +++
Spread ++ + ++ + +++ +++ ++
Qs ++ ++ ++ + +++ +++ ++
Opposite QS + - —— -t ++ - +++
Direction + + +++ + ++ +++ +
Modification + ++ + 4+

TABLE 1 — Evaluation des groupes basée sur les indicateurs ci-dessus (de none() & bas (+) & haut
(+++))

Caractérisation des agents

Concentrons-nous maintenant sur un agent particulier et analysons son comportement a travers
différents groupes. L’exemple que nous prenons ici est ’Agent 9, dont les ordres sont principalement
classés dans les groupes 1, 2 et 3. La Figure 14 nous offre un apercu de son comportement au sein de
ces groupes. Dans le Cluster 2, ’Agent 9 s’engage dans le trading a haute fréquence, ciblant souvent
les moments ou la taille de la file d’attente est tres faible. Lorsque nous tracons les périodes de
temps de ces échantillons tout au long de la journée de trading (comme illustré dans la Figure 14b),
différents comportements émergent. Nous observons qu’au matin, ’Agent 9 se comporte comme
dans le Cluster 1, tandis qu’au cours de l'apres-midi, il présente des comportements similaires a
ceux du Cluster 2.

Prenons un autre exemple : I’Agent 10 (représenté dans la Figure 15). Nous pouvons observer que
cet agent a considérablement modifié son comportement a deux reprises au cours de la période. Le
premier changement survient autour de mars 2016, suivi d’un autre vers décembre 2016.
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FIGURE 14 — Agent 9. (a) Chaque figure correspond & un indicateur. A Dlintérieur de chaque
figure, les trois barres verticales représentent les performances des échantillons de I’Agent 9 au
sein de chaque cluster. (b) Chaque figure correspond & un cluster. A Dintérieur de chaque figure,
I’histogramme affiche la distribution des échantillons en fonction des heures de sélection.
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CHAPTER 1

GENERAL INTRODUCTION

1.1 - Background and Motivation

A financial market is a complex system that consists of many interacting components, including
individual and institutional investors, companies, governments and regulators. For a long time,
modeling the dynamics of financial markets, particularly the evolution of prices, has been a fun-
damental challenge for financial mathematics. The ability to accurately model and predict market
behavior is crucial for developing investment strategies and managing risk.

At macroscopic time scales, the price trajectories appear continuous and resemble sample paths
generated by classical models in mathematical finance, such as models driven by Brownian motion
(see Figure 1.1a). However, when we zoom in to the microscopic level and examine price movements
over very short time intervals (e.g., seconds), the behavior of financial processes becomes quite
different. This distinct behavior is illustrated in Figure 1.1b, which zooms in on the sample process
of Figure 1.1a over 90 seconds. Due to the tick structure, the price takes discrete values and manifest
as jump processes. This phenomenon is called microstructure effect. While the macroscopic scale of
modeling gives us a global vision of the market trend, the microscopic scale provides insight into the
microstructure of the market, which is essential for understanding and describing the macroscopic
behavior of the market.
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(a) At the macroscopic level. The orange segment (b) At the microscopic level. The trajectory zooms in
represents the initial 90-second process. on the initial 90-second process in Figure 1.1a.

Figure 1.1 — Examples of Cac40 index Future mid-price processes

The concept of market microstructure theory emerged at the end of the 20th century, and has
undergone significant evolution since 2005. This theory studies the price formation process under
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specific trading mechanisms, trading information disclosure, and market components. It evaluates
the efficiency and fairness of the market using typical indicators such as liquidity and price discovery.
Comprehensive insights into the theoretical and empirical aspects of market microstructure can
be found in books such as Bouchaud et al. (2018); Harris (2003); Hasbrouck (2007); Lehalle and
Laruelle (2018); O’hara (1998). Due to the rapid development of algorithmic and electronic trading,
market microstructure continues to be one of the fastest growing fields in financial research. A
growing number of studies are now dedicated to the analysis and modeling of order flows and price
dynamics at the microscopic level.

To describe the microstructure of order flows and price dynamics, point processes are widely used
(Abergel and Jedidi, 2013; Daniels et al., 2003; Smith et al., 2003). Within this context, as reviewed
in Bacry et al. (2015), Hawkes process is a very popular class of models that has proven its effective-
ness in describing the dynamical properties of different quantities of limit order books (Bacry et al.,
2013a; Bowser, 2007; Large, 2007; Toke, 2011). Introduced by Hawkes (1971a,b), Hawkes processes
are self-exciting point processes that can capture the mutual exciting effect between events. They
have gained popularity due to their ability to account for event interactions and their capacity to
provide a straightforward and convincing interpretation of such interactions.

In this thesis, our objective is to examine and develop models for understanding the intricate
microstructure of high-frequency data within an actual financial market. Our research is facilitated
by an extensive database generously provided by Euronext Paris. This database includes a complete
history of all the orders placed in the order book for 40 stocks in the CAC40 index, as well as futures
contracts on the CAC40 index. In particular, each of these orders is labeled by the anonymous
identification number of the initiating agent. This feature allows us to study the behavior of
individual agents in the market.

More specifically, we will focus on addressing the following questions.

How can the market be resilient to liquidity shocks? (Chapter 3)

Liquidity of an asset means how easily it can be converted into cash without significantly affecting
the price. It is very important in investing because it reflects the solidity of the market. Never-
theless, it is not always easy to give a accurate definition of liquidity. For a short-term view, the
narrowness of the bid-ask spread can be considered as a proxy of market liquidity. When the spread
is wide, it indicates a lack of liquidity and a state of disequilibrium in the market. In contrast, a
narrow spread signals equilibrium. If the spread widens rapidly and substantially, it can trigger a
liquidity crisis (Diaz and Escribano, 2020; Fong et al., 2017; Fosset et al., 2020a; Goyenko et al.,
2009).

In Chapter 3, we attempt to understand how a healthy market can be resilient to shocks, in other
words, how a market can "repair" itself when the bid-ask spread varies. We propose a Hawkes
process model to describe the dynamics of the spread. To start, we decompose the spread processes
into two increasing processes, each associated with events that amplify or diminish the spread. This
decomposition transforms the spread process into a two-dimensional counting process.

Hawkes processes have demonstrated their effectiveness in modeling the mutual exciting effect
between order flows, price movements and so on (Abergel and Jedidi, 2015; Bacry et al., 2013a,
2015). Nonetheless, modeling the spread by classical Hawkes processes is not straightforward due
to the constraint for the spread to be strictly positive. Addressing this challenge, prior works by
Zheng et al. (2014) and Fosset et al. (2020a) have explored non-linear Hawkes processes which
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impose a condition that the intensity of diminishing-spread events becomes null when the spread
reaches the minimum, that is one.

In this thesis, inspired by Queue reactive models (Huang et al., 2015; Wu et al., 2019), we propose
a new model named the "State-dependent Spread Hawkes" (SDSH) model. This model can be
considered as a generalization of the models discussed in Zheng et al. (2014) and Fosset et al.
(2020a). Our SDSH model not only incorporates the memory of historical events, but also integrates
the current state of the spread into the intensity function. In Chapter 3, we will demonstrate how
the SDSH model enhances the model’s capacity in capturing various statistical properties.

What microstructural factors contribute to correlations among the prices of different
stocks? (Chapter 4)

The previous question focuses on modeling a single asset. In this question, we consider multiple
assets and the correlations of their prices. Correlation is a statistical measure that determines how
assets move in relation to each other. It is commonly used in finance to gain insight into the overall
behavior of the larger market or to evaluate the diversification potential of a portfolio.

Assets can exhibit correlations due to a variety of factors. One of the most common sources of
correlation is their sector or industry. For example, BNP Paribas and Societe Generale are both
banks, so they are likely to be affected by similar macroeconomic conditions, such as interest rates,
inflation, and consumer behavior. As a result, their stock prices may move in the same direction.

In addition to industry or sector affiliation, global events can also impact multiple companies and
lead to correlations across sectors. Such events include press releases, government interventions,
natural disasters such as Covid-19, and other geopolitical or macroeconomic shocks.

For some specific securities like futures or options, the common underlying asset of two secturities
can be the most important source of their correlation. For instance, Bobl and Bund are highly
correlated because they represent contracts on the same underlying asset with different maturities.
(see Figure 6 in Bacry et al. (2013a))

In Chapter 4, we want to adress the question of the microscopic origin of the correlations. For
this purpose, we introduce models that encompass different sources of correlation. The first source
is the endogenous source, arising from the internal feedback mechanisms of the price processes
themselves. The second source is the exogenous source, driven by the external factors, such as the
news and agents behavior. The first source was studied in Bacry et al. (2013a), and the authors
also established some limit theorems for the Hawkes processes model (Bacry et al., 2013b).

We propose an expanded version of the Hawkes process model introduced by Bacry et al. (2013a),
which we call the "Hawkes processes with shot noise" model. Extending the classical Hawkes
processes model for prices, we introduce an additional latent dimension to the model to capture
the exogenous source of correlation. (In this context, "Latent" indicates that the events within this
dimension are not observable). This dimension is a Poisson process and influences the prices of
both assets. The rationale behind adding this latent dimension is straightforward: if the prices of
two assets suddenly and simultaneously start to move significantly, a plausible explanantion is that
these fluctuations are indeed driven by some common external elements.

The inclusion of the latent dimension makes the model more realistic but introduces more challenge
in terms of estimation. The non-parametric cumulant method (NPHC), introduced by Achab et al.
(2017), proves to be just as effective for the Hawkes shot noise model. Chapter 4 presents empirical
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validation of this method’s effectiveness.

What roles do market participants play in the market ? (Chapters 5 and 6)

In the two previous questions, we consider the market as a self-regulating entity. However it’s
important to recognize that the market is a complex system composed of numerous agents. The
overall performance of the market is derived from the individual actions of each agent in the market.
Consequently, understanding the roles and contributions of these agents is crucial to understanding
the market as a whole.

At this point, we have to mention the Agent-base modeling (ABM) methodology that is extremely
useful across various domains. It can simulate the actions and interactions of individuals and
organizations in complex and realistic ways (Axtell and Farmer, 2022; lTori and Porter, 2018).
However, due to privacy concerns, only a few studies (Cartea et al., 2023; Cont et al., 2023;
Rambaldi et al., 2019) have been able to access the dataset with member identification. In this
thesis, thanks to the access to the Euronext Paris database, which contains the agent identification,
we will be able to study the trading behavior of each individual agent.

Through the examination of an agent’s actions over a period, we can gain insights into some
macroscopic aspects: Does the agent tend to act as a market maker or a market taker? Do they
have some distinct trading strategy? How does the evolution of their strategies manifest over time?
Addressing these questions is very important for both academic exploration and market regulation.
These responses can be integrated into agent-based models to improve microstructural facts of the
market. Additionally, they can also help regulators to identify irregular behaviors in the market.

Chapters 5 and 6 will be dedicated to addressing the questions mentioned above. We characterize
an agent at a given time by a sequence of consecutive orders it executes. Chapter 5 can be viewed as
a foundational step. By leveraging the supervised learning method to identify the agents, we study
the importance of the features and the performance of the classification. Deep learning methods
have proven their power in modeling limit order books in prior works Sirignano and Cont (2019);
Sirignano (2019); Zhang et al. (2019). This chapter will further demonstrate their effectiveness in
characterizing agents.

Moving to Chapter 6, we delve into addressing the earlier questions. Here, we first input agents’
order sequences into a pretext task, with the aim of learning a representation of an agent’s behavior
at a given time. The pretext task uses a self-supervised contrastive learning approach with a triplet
loss (Schroff et al., 2015). Similar to works in natural language processing, such as the remarkable
success of Mikolov et al. (2013b), the learned representations can reveal some intrinsic structure
within sequences of orders. Consequently, clustering algorithms can be applied to group agents
with similar behaviors. We demonstrate that the agents can be clustered into groups with distinct
trading strategies.
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1.2 - Summary of the main results

In this section, we present a summary of the key results of this thesis.

1.2.1 Summary of Chapter 3

Chapter 3 corresponds to the paper Ruan et al. (2023b), submitted to Market Microstructure
and Liquidity (MML) Journal. In this chapter, we propose a non-linear Hawkes process model for
bid-ask spread dynamics, referred to as the "State-Dependent Spread Hawkes" (SDSH) model.

The bid-ask spread is defined as the difference between the lowest selling price and the highest
buying price in a limit order book. It is usually used as a measure for market liquidity and plays a
crucial role in financial analyses. In this work, we represent a spread process as (S¢)i>0, which can
be decomposed to two terms S;” and S; , representing respectively the positive and negative jumps
of spread. Currently, all jumps are assumed to be of size 1 tick, resulting in S; = Sy + S;” — S, .
Before introducing our SDSH model, let us take a look at two existing models closely related to
our approach. The first model is the spread model proposed by Zheng et al. (2014), which is a
constrained Hawkes model with the following intensity functions:

=ut + Z J °(t — ) dS¢,

(1.2.1)
R T AT

where AT (resp. A7) is the intensity associated to ST (resp. S7). The indicator function 1g, >
ensures that the spread remains strictly positive at all times.

The second model, explored in Fosset et al. (2020a), is defined as follows:

)\Zrqur—I—Ja[J’e (t=9) g5+ (1.2.2)

A= M_]'{St>2}

* and ¢ are set to zero. The authors

This model is a specific instance of (1.2.1) when ¢
demonstrate that when @ < 1 — }’i—i, the Hawkes system in (1.2.2) is stable and the spread process

is stationary.

The SDSH model can be seen as a extension of these two prior models. We extend (1.2.1) in two
different aspects:

o The jump sizes are no longer constrained to be 1 tick. Instead, we consider the possiblity of
K different jump sizes. This results in our model taking the form of a 2K-variate Hawkes
process model. The value of K is a hyperparameter that can be flexibly chosen based on the
specific dataset.

o The constraint 1g, o for A~ is replaced by some more general non-negative functions f(S;_).
These new functions f, applicable to both A™ and A~, enable the model to incorporate the
well-known fact that the spread is mainly mean reverting. Consequently, the term "State-
dependent" is introduced. These functions f can be calibrated using available data.

In summary, we denote by S§ the counting process that counts the number of jumps of size e, for

5
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e :={+1,42,...,+K,—1,-2,...,—K}. The spread process S; can be expressed as follows:
Se=So+ >, kSTF— > kSE
k=1,2,..,.K k=1,2,..,.K

Let A¢ denote the intensity function of the counting process S¢. The SDSH model is formulated as
follows:

XS = F¢(Sp) [u +2J t—ste]

e'eE

Here, f*k(s) should be 0 when s < k, in order to keep the spread positive. We assume that the
kernels are parameterized as a sum of L exponentials terms, given by,

L

e (1) = Yl gt
=1

Markov property and ergodicity
The combined process (S, X;) is a Markov process, where X&¢ := Sg =€ (t — 5) dS€ .

In a simplified scenario where K =1 and L = 1, meaning £ = {—1,1} and ¢, ¢ (t) = a®¢ Be Pt we
can state the following proposition:

Proposition. The process (St, X;) is V-uniformly ergodic under the following conditions:

f~(1)=0

f7(S) =~S for some vy >0 when S > 2 (1.2.3)

sup{f " (9)}(a™" +a"T) <1
S

The proof of this proposition can be found in 3.A.

Simulation and Estimation

By using the classical "thinning method" introduced by Lewis and Shedler (1979); Ogata (1981) and
the T1CK open source library (Bacry et al., 2017), the simulation is straightforward. For estimation
purposes, the Maximum Likelihood Estimation (MLE) method is employed. Consider a realization
on [0,7"] and denote by {t} the event times on S¢. The log-likelihood function can be expressed
as follows (for the sake of simplicity, we assume that L = 1):

L(arm, f) =Z<fT

T
XO(t) dt + f log \(t) dSY)

eef 0 0
5¢(T) e 5¢(T)
:Z Z log(,ue—i-Eaeeﬁf —Blt=9) 457) —i—Z Z log f°(Ske )
ecE k=1 e'e€ 0 ecE k=1
T — )
3 [ o [ et s ar
ecE V0 e'eE 0

Here are the hyperparameters and their corresponding settings:

6
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o K: the highest jump size allowed by the model.

o L and {f;};=1,. 1: in practice choosing the f; that are logarithmically spaced is sufficient to
capture a wide range of behaviors, as in 3 = 1101,

o f¢(s): we assume all f¢(s) functions are constant for s exceeding a fixed value S. Thus, for
each e and s < S, f¢(s) is treated as a parameter.

An illustration of the estimation outcomes on simulated data is available in Figure 3.1 within the
main body of this thesis.

Empirical results

We calibrate the SDSH model using CAC40 data from Euronext. The data corresponds to the
spread processes for 3 stocks, namely AXA, BNP Paribas, Nokia, as well as the CAC40 index
Future, during around 100 days. The hyperparameter settings can be found in Table 3.2.

The Figures 1.2 and 1.3 provide examples of the estimation results for f¢ (Nokia) and essential
kernels ¢ (AXA). As expected, we observe that f¥1(s) and f+2(s) display a decreasing trend
and approach 0 as s increases. Conversely, f~1(s) and f~2(s) are globally increasing functions.
When the spread is high, small f*1(s) and f*2(s) values inhibit the positive jumps while large
f~1(s) and f~2(s) values encourage the negative jumps. This mechanism effectively reinforces the
mean-reversion nature of the spread.

NOKIA fé(s) functions

e=+1
e=+2
e=-1
e=-2

1 2 3 4 5 6 7 8
Spread s

Figure 1.2 — Estimations of the {f¢(s)}ces functions for NOKIA, £ = {-2,—-1,+1, +2}.

Figure 1.3 shows that the kernels decrease slowly as a power-law function. This long memory
property of spread has been observed by various empirical studies; for example, Mike and Farmer
(2008); Ponzi et al. (2006); Zawadowski et al. (2006).

+1- -1 -1-+1 +2- =2 —-2->4+2
* . * .
% 10724 o 5 5
1074 1072 10° 102 1074 1072 10° 102 107* 1072 10° 102 107* 1072 10° 102
t (second) t (second) t (second) t (second)

Figure 1.3 — Hawkes kernels for AXA.
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Goodness-of-fit

The SDSH model is able to capture the main statistical properties of the spread process. In this
summary section, we focus on presenting only one property: the auto-covariance (ACV) function
of the spread increments (Figure 1.4). Additional properties can be found in the main content of
this thesis.

The normalized auto-covariance function of the spread increment during § seconds with a lag of 7
seconds is defined as follows:

1
52
Figure 1.4 illustrates the model’s accurate replication of the auto-covariance curve observed in the
true data. For varying 0 when 7 is relatively large, all ACV (9, 7) curves tend to converge, forming
a smooth collective curve. However, when 7 becomes too large compared to J, the inset figure
shows that the ACV curve becomes obscured by noise. Therefore, in order to accurately reproduce
the ACV curve across a broad range of 7, we can vary the value of § and choose suitable values of

ACV(& 7’) = COU(SH& — St, Stq547 — St+r)

7 neither too small nor too large.

102
—-= True data (6 =107°s)
—&— Model (6 =10"5s)
—-= True data (6 =107%s)
=— Model (6 =107%s)
—-= True data (6 =1073s)
—&— Model (6 =10"3s)
—-= True data (6 =1072s)
—8— Model (6 = 10"%s)
—-~ True data (6 =10"1s)
—&— Model (6=10""1s)
: —-— True data (6 = 10%)
i —&— Model (6 =100)
True data (6 = 10's)
Model (6 = 10%s)
—-= True data (6 = 10%s)
—&— Model (6 =107%s)

10°

—— True data (6 =0.1s)
Model (6 =0.1s)

—ACV(6, T)
-
2

107!

1074
1072

1073
1075 a

107! 10° 10!

107° 1074 10-3 1072 107! 10° 10t 102 103
T (second)

Figure 1.4 — The —ACV (9, 7) functions for different values of § as a function of 7 using a log-log
scale both for using the AXA true data and the model-simulated data (fitted on AXA true data).

Prediction

The last part of this chapter is devoted to the prediction of spread, a potential application of the
SDSH model. We experiment with prediction time horizons ranging from 3 seconds to 30 seconds
and compare the predictive capabilities of the SDSH model against the ACDP method introduced
by GroBS-KluBMann and Hautsch (2013). The comparative results show that the SDSH model
outperforms the ACDP method in most cases, especially for the short time-horizons.

1.2.2 Summary of Chapter 4

Chapter 4 is joint work with E. Bacry, T. Deschatre, M. Hoffmann and J.-F. Muzy. The paper is
currently in preparation. In this chapter, we study Hawkes processes with shot noise, with the aim

8
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of disentangling the endogenous and exogenous sources of correlation between two asset prices.

Endogeneity in the financial context refers to the fact that the price of an asset is influenced
by the price of other assets. In contrast, exogeneity indicates the external influences, such as
the news releases that influence prices. A recent study (Marcaccioli et al., 2022) delved into some
statistical examinations of the different performances of price fluctuations following endogenous and
exogenous events. The objective of our work is to construct a model which is able to disentangle
the endogenous and exogenous sources of correlation between two asset prices. Chapter 4 mainly
focuses on a model that incorporates the latent agent behavior.

In a simplified scenario, suppose N; and N, are two counting processes representing the number
of trades on Asset 1 and Asset 2, respectively. Before delving into the details of our model, let us
review a classical Hawkes process model for (Ny, Na):

t

Nl : Al(t) = ] + J: g011(t — 8) le(S) + L @12(75 o S) dNQ(S)

NQ : )\Q(t) = L2 + J: gOgl(t — 8) le(S) + L @22(75 — S) dNQ(S)

Now let us consider a slightly more complicated scenario. Some trades on asset 1 are triggered by
its own price fluctuations or by those of Asset 2, reflecting an endogenous influence. Meanwhile,
there are agents holding both assets in their portfolios and they might engage in nearly simul-
taneous trading of both assets. These highly correlated trades, known as latent agent behavior,
are generated exogenously. Our model incorporates this latent agent behavior through a Poisson
process known as the shot noise process. It is important to note that the shot noise process (or the
latent dimension) is unobservable.

In our model, Ny =N; + Ny, Ny = Ny + N5. Ny and N, are classical Hawkes processes, while Ny
and N3 are generated by a shot noise process N3, with delays (exponential distribution) on both
processes. Figure 1.5 illustrates the concept of our model.

©) 0 ©)
A ) A

A AQ AW

ol 2 3
Ny=N; +N, 4 < 4 ¢ N
oM
X N;
O N
O Ns

t (second)

Figure 1.5 — The yellow dashed arrows show the relation of generation. If an arrow points from
a empty circle, it means that the event is an immigrant generated by an exogenous intensity for
self-exciting processes. Otherwise, the arrow points to a child from its parent. The delay of the
k-th shot noise on Nj is indicated by A,(j) (by our setting A,(j) ~ Exp(a;)). The common shot noise
is represented by the greed shade.



1.2. Summary of the main results

Referring to Example 7.3(a) in Daley et al. (2003), this Hawkes process with shot noise model can
be expressed as follows:

Nyt ult) = g+ [l = ) dN) + Na(o) + [ pralt — ) dVals) + M)
0 0
Ny :>\2(t #2+J (,022 t—S ( )+N5( ))‘|‘j 8021(t—8)d(N1(S)+N4(8))
0 0 (1.2.4)
N3 : A\3(t) =
N4 : )\4(t) = a1 (N3(t) — N4(t))
N5 : )\5(t) = a9 (N3(t) — N5(t))

Some notation

Before listing the key results of this chapter, we first clarify some notational conventions.

_ _ T
o N is a two-variate point process defined as N = < N N2> ,

P11 P12
o @p is a kernel matrix with ¢y = and Ry (t) is a matrix of functions defined by

Y21 P22
e}
= > i)
n=0

o The integrals of ¢ and Ry are respectively denoted as Gy and Ry, (i.e., Gg = |¢n| and
o0
Ry - f Ru(t)dt = (I, — G) ),
0

Ay 1+ pu3
R 14

o The unconditional intensity of N is A = | | = Ry and the unconditional
Ay B2 + (13
. . 1. Ay -
intensity of isAg=1|_ .
Ny Ao — p3

Limit theorems

Following the limit theorems in Bacry et al. (2013b), we can prove analogue versions for Hawkes
processes with shot noise model.

Consider the following assumption:

o0
For all 4,5 € {1, 2}, H(p = f ( ) dt < oo and the matrix

Gy = |em| has spectral radius smaller than 1

Theorem 1.1. If (A1) holds, we have

sup — 0 as T — o0 almost surely and in L*

1 _ _
fNTU —vA
vef0,1] | 1

10
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Theorem 1.2. If (A1) holds, in law for the Skorokhod topology, as T — 0,

_ _ AWy + pusWs
N (N7w — E[N7y]) — Ry for v e [0,1]
AgoWay + pusWs,

where (Wy)yelo0,1] s @ standard 3-dimensional Brownian motion.

Set X; = Ny — E[V;], the empirical covariance matrix of N on [0, 7] is

|T/A]
Car(N Z Xia — X(i-1a) (Xia — X(z‘—l)A)T

Theorem 1.3. Let (Ar)r=o be a family of positive real numbers. And suppose Ap/T — 0 as
T — . We have
C’AT’T(N) —cap, = 0asT — o0 in L?

with
t—s[\"
cA = 1-— Ry(s)XRy(t)' dsdt
R2 A
[t — s + - 0 1
+M3JR2 <1 X (Bu(s)«T(s)) L (Ru(®)« () dsdt
_ /_\1 0 _ —a et 0
where ¥ = | and T'(t) =
0 Ao 0 —(Ige_a2t

Corollary 1 (Macroscopic covariance).

Estimation (NPHC method)

Achab et al. (2017) developed a non-parametric estimation method for Hawkes processes by using
the first three orders of cumulants. We can prove that this method is also applicable to our
model. In fact, it is always effective as long as the number of parameters is lower than the number
of independent cumulant equations. In Figure 1.6, an illustration of the estimation outcome on
simulated data is presented. The true parameters are denoted by the red lines, while the histograms
show the distributions of estimated values across 100 separate replicates. This outcome validates
the efficacy of the NPHC method.

Extension to higher dimension

The model (1.2.4) can be extended to higher dimension. In particular, let us consider a bivariate
price model, where P; and P; are the price processes for Asset 1 and Asset 2 respectively. Following
the model introduced in Bacry et al. (2013a), the pair (Py, P») can be derived from (N; — Ny, N3 —
N4), where Nl’t (resp. Ngt) represents the number of upward (resp. downward) price jumps at

11
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PH,11 OH,12 H1 M3
50 $11=0798,e=0018 $112=0.002, £=0.021 0 f1=0.199,£=0.041 50 {13=0.150, £ = 0.035
40 = =+ True value =0.80 40 = =+ True value =0.00 40 = =+ True value =0.20 40 = =+ True value =0.15
30 30 30 30
20 L 20 | 20 I 20
: ! i
10 : 10 : 10 : 10
i ! !
o 1 0 i 0 i 0 !
0.78 0.80 0.82 0.84 0.86 —0.075-0.050—-0.025 0.000 0.025 0.10 0.15 0.20 0.25 0.30 0.05 0.10 0.15 0.20
®H,21 H,22 H2
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Figure 1.6 — An example of estimated kernel norms and baselines for simulated data. Red dashed
vertical lines indicate the true values. The histograms represent the distributions of estimated
values from 100 independent replicates. Each estimation is based on a simulated process spanning
108 seconds, equivalent to approximately 3.68 - 106 events.

time ¢ for Asset 1 and N3, (resp. Ny,) represents the number of upward (resp. downward) price
jumps at time t for Asset 2. In this case, the observable counting processes are (Ni)i=1,273,4 and
the observable dimension increases to 4. Within the framework of the Hawkes processes with shot
noise model, N; = Np;+ Np; for i = 1,2,3,4 where Np; and Np; are defined as follows:

4
NHﬂ‘ : )\H,i = UH; + Z j QOHJ']'(t — 8) d[NHyj(S) + NDJ’(S)] for i e {1,2,3,4}
j=1"0

9 NXk : )\X,k(t) = UXk for k € {1,2} (125)
NDi : )\Dﬂ'(t) = al[NX71(t) — NDJ'(t)] for i e {1,3}
NDi : )\Dﬂ'(t) = CLQ[NXQ(t) — NDﬂ'(t)] for i e {2,4}

Here we assume the existence of a 2-dimensional shot noise Nx ; and Nx 2 where Nx 1 (resp. Nx 2)
affect the two upward price jumps (resp. the two downward price jumps).

Figure 1.7 shows the result of calibrating the model on BNP Paribas and Société Générale data
from Euronext. This result offers a first blush into the model’s application to real-world data. More
applications will be explored in the future.

A variant of the model

The previous models 1.2.4 and 1.2.5, called the latent-behavior shot noise models, are based on the
assumption that the shot noise process is latent behavior of some agents. In this work, we also
propose a variant of the model, called the latent-information shot noise model, where the shot noise
process stands for the latent information of the market.

Let Ngi(i = 1,...,d) denote the observable processes and Nx j(k = 1,...p) denote the latent
processes (i.e., shot noise). The event space is £ = {Ng,,i = 1,2,...,d} U{Nx k=1,2,...,p}
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N1 1.69 0.25
1 0.018
—2 S . : 0.29
>3 040 0.34
2 0.018
-4 035 040
Estim uy  Estim ux Estim ||®p]| Estim Ry

Figure 1.7 — Estimation of Hawkes kernel norms and baselines for BNP Paribas and Société
Générale. "1" and "2" stand for the upward and downward price jumps for BNP Paribas while
"3" and "4" stand for the upward and downward price jumps for Société Générale.

and the latent-information model is formulated as follows:
d + p t
Aii(t) = pai + Z J ©m,ij(t —s)dNp ;(s) + Z J ox,ik(t —s)dNx (s) for i e {1,2,...,d}
=170 =170

/\X,k(t) = HUXk for k = L2,...,p

where A\pr; and Ax ;, are the intensities of Ny ; and Nx i, respectively. We can prove the effectiveness

of the NPHC estimation method on this variant model as long as p > g(s defl)'

1.2.3 Summary of Chapter 5

Chapter 5 is our first attempt at using deep learning methods for classifying and characterizing
agents. Our primary goals include addressing questions such as: without relying on statistical
examinations, can we classify agents effectively? How can we characterize diverse agent behaviors
in the limit order book? What are the main features that distinguish different agents?

In this chapter, we apply a supervised learning method to classify agents. Specifically, we focus
on 28 highly active agents in the CAC40 index Future market. We assume that at a given time,
an agent’s behavior can be described by a sequence of orders they have submitted. Through this
chapter, we find that the most relevant set of order features for this task consists of three aspects:
the order itself (arriving time, price, size), the market context (state of the order book before the
order) and the categorical action type of the order (limit, market or cancellation at a specific level).
An input sample for the neural network is a sequence of N consecutive orders by an agent, and the
output is the agent’s ID.

We adopt the widely-known Gated Reccurent Unit model introduced by Cho et al. (2014). The
model architecture for labelling order sequences is illustrated in Figure 1.8.
Results

With each input comprising a sequence of 100 orders, the model attains an accuracy of 0.943 on
the test set. This outcome signifies that the agent behaviors are effectively distinguishable using
deep learning methods.
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Input 1 [ (Vx25)

HMC ’ﬁ Bidirectional

Dense = | Dense
Flatten Dropout ArgMax
= | Units = 128 (256) [@Y)
Input 2 | (Vx 1) [LOULENGITS ReLU Softmax

(Nx5)

Figure 1.8 — Input 1 is a sequence of N orders with 25 basic features HMC (the order itself and the
market context), input 2 is the categorical feature AT (action type)

Furthermore, as shown in Figure 1.8, the categorical action type feature is embedded into a 5-
dimensional vector before being fed into the GRU. In the remarkable success of Word2Vec (Mikolov
et al.,, 2013a,b), the word embedding approach captures various degrees of semantic simularity
between words (such as "man" - "king" = "woman" - "queen"). Inspired by this work, we visualize
the embedding vectors of the 42 action types in R? using Principal Component Analysis projection.
This visualization reveals notable patterns, as shown in Figure 1.9. For example, limit orders and
cancellations are clearly seperated, while market orders are located in the middle. Moreover, the
inset figure displays an interesting pattern of the difference between the embedding vectors of limit
orders and cancellations.
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Figure 1.9 — Two-dimensional PCA projection of the 5-dimensional embedding vectors of action
types. The inserted figure displays 5 lines, with each line A;,7 = 1,2,3,4,5 indicating the vector
from limit level ¢ to cancellation level i.

Extended experiments

In the previous experiments, each order is labeled according to its agent (Member ID). At the same
time, we also have another more finely-grained label, called the "ITM". ITM stands for Interactive
Trading Machine used by banks, hedge funds and other financial institutions. Notably, ITMs are
a division of Member IDs, implying that each Member ID can correspond to multiple ITMs.

In the subsequent experiments, an input consists of a sequence of orders placed by a specific ITM
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and the objective is to predict the ITM ID as the output. Simlilar to the previous experiments,
we select in total 104 I'TMs in this experiment, belonging to 21 Members. Figure 1.10 shows the
confusion matrix of the classification results.

11>>99% M

21>>0%

- %
23>>33%
31>>0%

1.0
0.8

0.6

True labels

-0.4

-0.2

-0.0

Predicted labels

Figure 1.10 — Confusion matrix. The diagonal submatrix blocks represent the grouping of I'TMs
from the same Member. The labels along the x-axis (abscissa) are presented in the format "I'TM -
Member", while the labels along the y-axis (ordinate) are displayed in the format "ITM - Member
>> Accuracy".

The results show remarkable patterns of ITMs corresponding to the same Member ID. For ex-
ample, let us extract the submatrix corresponding to Member ID 3. By employing agglomerative
hierarchical clustering on the rows of this matrix, we group 39 ITMs of Member 3 to 10 subgroups.
Detailed visualizations of these results can be found in the main content of this thesis.
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1.2. Summary of the main results

1.2.4 Summary of Chapter 6

Chapter 6 corresponds to the paper Ruan et al. (2023a), which has been accepted for publication
at ICAIF’23 conference . Our objective of this work is to characterize and cluster agent behaviors.
Recent studys, such as Cont et al. (2023) and Cartea et al. (2023), have also explored this topic
through statistical models. In this chapter, we propose to use a self-supervised learning method
called contrastive learning to develop a representation of agent behaviors. It is worth noting that
we only consider the liquidity-taking agents in this work.

Our approach employs the triplet loss as the loss function for contrastive learning. Introduced in
Schroff et al. (2015) for face recognition, the triplet loss aims to learn a representation of raw inputs
by minimizing the distance between the samples from the same class and maximizing the distance
between the samples from different classes. In our context, the classes represent different trading
behaviors of 30 agents and a raw input is a sequence of consecutive market orders from an agent.
Similar samples are sequences from the same agent that are temporarily close to each other, while
dissimilar samples are sequences from different agents. The similarity criterion is employed to avoid
imposing a single strategy for each agent. In fact, an agent may change strategies over time, with
the assumption that their behavior is temporally consistent.

Figure 1.11 gives an illustration of the triplet loss for our task. We aim to find an encoder f which
maps the input sequences to a vector in R (in Figure 1.11, n = 2). The triplet loss minimizes the
distance between the samples from the same agent | f(X?) — f(X?)[|2 and maximize the distance
between the samples from different agents | f(X™) — f(X%)|2. Here X is the anchor sample, X?
is a positive sample (i.e., similar to X%) while X" is a negative sample (i.e., dissimilar to X%).

Negative x"
f
&)
me | Me res Positive x”
09:10:01.001 %% :: f Time Member ID | Features
09:10-:?3.356 W/;},/// /: - FxP) 11:00:03.90 %%
o921:02.760 |67 i Rz f 11:0?156.32 f///;}}//ﬁ -
12:10:23.12 /////),4%

Figure 1.11 — Illustration of model learning. X is a sequence of consecutive market orders and
f(X) is its vector representation in R2.

The encoder f is a 2-layer Long-Short Term Memory (LSTM) network (as shown in Figure 1.12).
An input consists of a sequence of 50 market orders with each market order characterized by 8
features. Through this contrastive learning, we get a representation function for the sequences of
market orders. Until now, the preparation job is complete. The next phase involves applying the
representation function to various downstream tasks.

Clustering

We choose to use the K-means clustering algorithm on the derived representation vectors. By
applying this approach, we cluster all the samples of market order sequences into 7 groups. Figure
1.13 shows the clustering results. Now our task is to understand the significance of each cluster.

1. The Association for Computing Machinery (ACM) International Conference on Artificial Intelligence in Finance
(ICAIF) 2023
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Input x

(N X #Features)

LSTM

Units = 100

TanH

(N % 100)

LSTM

TanH

(40)

Output f(x)

Figure 1.12 — Encoding model architecture schema for one sample.

We evaluate the clusters based on the following indicators: trading frequency, average trade size,
spread before trades, queue sizes before trades, accumulated pure trading direction and limit-to-
trade modifications. The evaluation results are summarized in Table 1.1.

These indicators effectively differentiate the clusters. For example, Cluster 2 demonstrates the
highest frequency while Cluster 6 exhibits a low frequency, high spread and high direction values.
As a result, we can derive that Cluster 2 corresponds to market making behavior while Cluster 6
corresponds to directional trading practices. More details can be found in the main content of this

thesis.
;00 N B [ H & &
N ‘T ! N : B E E
% 2500 % % \ % :: :: ? & & = w## cluster 1
= § Q § \ \ ] ’ ? ? e cluster 2
> SAIVHL e :-: 1 F 7 =
2 1500 N N ::: :::: cluster 5
S § % % % g § -:. .:.: g ] g Z cluster 6
é 1000 § § ; § é ; § : é g g cluster 7
2o NHN A RV N . § 7 I/ Z
CNRDNSGNS 7NN RN 07T

Member ID

Figure 1.13 — K-means clustering results. Each agent is represented by a vertical bar, which may
consist of one or multiple segments. Each segment corresponds to the agent’s samples assigned to
a specific cluster.

cluster 1 2 3 4 5 6 7
Frequency + +++ ++ + + ++
Trade size +++ ++ ++ ++ ++ +
Fill rate + + ++ ++ ++ ++ +++
Spread ++ + ++ + +++ +++ ++
QS ++ ++ ++ + +++ +++ ++
Opposite QS ++ ++ ++ ++ +++
Direction +++ + ++ +++ +
Modification + ++ + 4+

Table 1.1 — Evaluation of the clusters based on the above indicators (from none() to low (4) to

high (+++)
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1.2. Summary of the main results

Agent characterization

Let us now focus on a particular agent and analyze its behavior across different clusters. The
example we take here is Agent 9, who is mainly assigned to Clusters 1,2 and 3. Figure 1.14
provides insight into its behavior within these clusters. When we plot the time periods of these
samples throughout the trading day (as illustrated in Figure 1.14b), a distinct pattern emerges.
We observe that in the morning, Agent 9 behaves as in Cluster 1, while in the afternoon, it exhibits
behaviors similar to those of Cluster 2.

Frequency Trade size Qs Opposite QS Direction

%;$;t4+a%;%i§++¥:;£¥

Spread Fill rate RQS Opposite RQS Modification
1.4

:$;;:*+*5$;if4é$£ﬁ

1 2 3
cluster cluster cluster cluster cluster

& 150
% mmm cluster 1 mmm cluster 2 15 mmm cluster 3
€
& 100
5 10
@
B |"|| || IIIII I| : I ||||
5, I|I| i N

10 1 16

hour hour hour

Figure 1.14 — Agent 9. (a) Each figure corresponds to an indicator. Within each figure, the three
vertical bars represent the performance of samples from Agent 9 within each cluster. (b) Each
figure corresponds to a cluster. Within each figure, the histogram plot displays the distribution of
samples selecting times.

Let us consider another example, Agent 10 (depicted in Figure 1.15). We can see that Agent 10
significantly changed behavior twice during this period. The first time of change occurs around
March 2016, followed by another one around December 2016.
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Figure 1.15 — 2-D scatter plot. X-axis represents the dates and the y-axis represents the hour in a

day. In this plot, each point stands for the occurring time of a selected sample and its color shows
the cluster that it belongs to.
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The aim of this chapter is to establish the foundational concepts and notations that will be used
throughout the thesis. Section 2.1 provides an overview of the financial market, as well as an
introduction to the dataset used in this thesis. In section 2.2, we will introduce the Hawkes
processes and some of their properties. The simulation and estimation inferences are also discussed
in this section. These preparatory elements lay the groundwork for Chapters 3 and 4. Section 2.3
will introduce some most popular artificial neural networks and their variants, setting the stage for
Chapters 5 and 6.

2.1 - Financial market

Financial markets refer to various markets where the buying and selling of securities takes place,
such as stock market, bond market, forex market, and derivatives market. The primary objective
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2.1. Financial market

of financial markets is to facilitate the efficient allocation of capital and assets in a financial econ-
omy. Over the past few decades, financial market have evolved from traditional markets, which
were manual and labor-intensive with high transaction costs, to modern financial markets. The
modern market refers to the digitalisation of financial markets and the rise of new financial tech-
nologies, including high-frequency trading (HFT) and algorithmic trading. These advancements
enable traders and investors to buy and sell securities quickly and efficiently.

This section is mainly dedicated to the introduction to some basic concepts of financial market and
description of the data used in this thesis.

2.1.1 High-Frequency Trading

High-frequency trading (HEFT) refers to the use of advanced algorithms to make trades at lightning-
fast speeds. HFT is largely employed by major investment banks, hedge funds and institutional
investors. Its evolution began gradually after NASDAQ introduced a purely electronic form of
trading in 1983, and the execution time diminished from several seconds to milliseconds and even
microseconds. The key characteristics are trading at high speed, a large number of transactions
and short-term investment horizons. All portfolio-allocation decisions are executed by computerized
quantitative models. According to Biais et al. (2014), HFT strategies can be classified into five
types: market-making, arbitrage, directional trading, structural trading, and manipulation.

2.1.2 Limit Order Book

A market refers to a place where there are both buyers and sellers. Buyers always aim to buy at
lower price while sellers strive to sell at higher price. In financial market, the limit order book
provides such a mechanism for facilitating the interactions between buyers and sellers.

A Limit Order Book (LOB) is an electronic continuous-time double-auction mechanism which
records of all active orders for a particular financial asset at a given time Gould et al. (2013). It
displays the collection of buy and sell intentions within a specific market and comprises of two sides:
the bid side and the ask side. The bid side consists of the available prices of the buy orders, while
the ask side consists of the available prices of the sell orders. These prices are discrete and have a
basic unit of price interval referred to as the tick size, which represents the smallest increment in
price for the security.

The Best Bid Price (or simply the "best bid") is the highest buying price among the active buy
orders at time ¢. This price is also often referred to as the first level of the bid side. In a similar
manner, the Best Ask Price is defined as the lowest selling price among the active sell orders.
The best bid and best ask prices are denoted as PP(t) and P{(t) respectively. Furthermore, the
kth level of the bid (or ask) side refers to the kth highest (or lowest) available price in the bid (or
ask) side. In this thesis, PP(t) and P}(t) are used to denote the bid and ask prices of the kth level
respectively.

Simultaneously, the volume of available limit orders at the kth level of the bid side is represented
by V2(t), while the volume of available limit orders at the kth level of the ask side is denoted by
Vi (t)-

An order & can be characterized by several features including its arrival time ¢,, side (bid or ask)
Sz, price Py, size V > 0, and order type C,. These features can be represented in vector form as
T = (t:m Sz, va an C:E)
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In the following, we will show the three most common types of orders (C;): limit orders (Type=1),
market orders (Type=2), and cancellation orders (Type=3).

o Limit order :

o Market order :

An order x is a bid limit order if s, = Bid and P, < P{*(t,—). « is an ask
limit order if s, = Ask and P, > P}(t,—). (Order type = 1)

An order z is a bid market order if s, = Bid and P, > P{*(t,—). « is an

ask limit order if s, = Ask and P, < P?(t,—). A market order is an order to buy or sell
immediately. (Order type = 2)

o Cancellation order :
partially), this action corresponds to a cancellation order. (Order type = 3)

A limit order which has not been filled can be removed (fully or

Now let us take the figure as an example to better understand some key terms in an LOB:

11Bid side 11 Ask side |
10 +
Depth
5 4
[}
g
=
=
0 | / AN \
20 20.1 20.2 20.;’;/20.4 20.5 20.6\\2\0.7 20.8 20.9 21\
— /// | \\\\ \
/ N\ \
Tick size e Spread AN \
Best bid (L1) Best ask (L1)

Figure 2.1 — A snapshot of an LOB at a point of time

o Tick size : The tick size of an LOB is the smallest permissible price interval (in the example

Fig. 2.1, tick size is 0.1)

o Best ask : The best ask at time t of an LOB is the lowest ask price (20.6 in the Fig. 2.1)
o Best bid : The best bid at time t of an LOB is the highest bid price (20.4 in the Fig. 2.1)

o Mid-price : The mid-price at time t of an LOB is the average of the best bid and best ask
prices at time t (20.5 in the Fig. 2.1)

o Spread : The spread at time t of an LOB is the difference between the best ask price and
the best bid price (in the example figure Fig. 2.1, the spread is 0.2, i.e. 2 ticks)

Abergel et al. (2016); Bouchaud et al. (2018); Gould et al. (2013) provide a nice introduction to

the LOB and its properties.

2.1.3 Market participants

There are various participants in a financial market, we will list some of them here.

Market makers

Market makers, also known as liquidity providers, play a crucial role in the functioning of a market.
They are typically large banks or financial institutions. They post liquidity on both sides of the
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market (buy and sell) and attempt to earn the bid-ask spread. By doing so, they take an adverse
selection risk at the same time, if the prices is really changing, they will never buy-back at a good
price.

Some market makers have a mandate to always provide liquidity to the market, while others may
only do so in certain market conditions. During periods of high volatility or uncertainty, some
market makers may withdraw from the market, leading to a temporary reduction in liquidity. In
fact, many market makers also engage in short-term trading strategies and may act as market
takers. This means that they will sometimes take positions in the market based on their own
analysis and research, rather than simply providing liquidity.

Institutions

Institutions are large entities such as banks, which engage in significant investments and thus gain
importance within the market. For instance, Proprietary trading firms and Investment banks are
two types of institutions.

A proprietary trading firm, refers to a financial institutions that trade for their own account, using
the firm’s capital rather than client funds. The firm may maintain the full amount of gain earned
on the investment by doing so.

An investment bank functions as a financial services company that acts as an intermediary in large
and complex financial transactions. Notable global investment banks include JPMorgan Chase,
Goldman Sachs and others. They are usually involved in managing complex financial transactions
like TPOs and mergers for corporate clients.

Hedge funds

A hedge fund is a limited partnership of private investors whose money is managed by professional
fund managers who use a wide range of strategies. The term "hedge' originally referred to the
practice of using various techniques to mitigate or "hedge" against market risks, but modern hedge
funds often use a broader array of strategies. Common hedge fund strategies includes long/short
equity, arbitrage, global macro, event-driven and so on.

Brokers

For many individual investors, direct access to the securities markets can be difficult without the
assistance of a broker. A broker is an individual or firm that acts as an intermediary between
an investor and a securities exchange. Brokers make their money by charging their customers a
commission for their services. They have a main role in facilitating the trading of securities on
behalf of their clients, which involves executing orders to buy or sell securities in the markets.

2.1.4 Data presentation

Within this thesis, most of the numerical experiments rely on a database sourced from the french
Euronext market’s CAC 40. This database includes a complete record of the limit order book for 40
stocks within the CAC40 index, as well as the futures contract associated with the CAC 40 Index.
The database, provided by Euronext, covers the period from February 2017 to February 2018 for
the stocks and from January 2016 to August 2017 for the futures contract. The data records every
single modification in the limit order book, across 15 limit levels on each side. The timestamps
have a precision of 1 microsecond.
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CAC 40

CAC 40 is a stock index, which is composed of the 40 most traded stocks on Euronext Paris. It is
a so-called "capitalization-weighted" index, which means that the market capitalization (number of
shares in circulation multiplied by the current share price) determines the weight of each company
in the index.

CAC 40 index Future (FCE)

A futures contract is an agreement between two parties to exchange a certain quantity of an
underlying asset at a predetermined price at a specified time in the future. Underlying assets include
physical commodities or other financial instruments. Normally, futures contracts are traded on an
exchange and to facilitate trading, the exchange specifies standardized features of the contract.

As its name indicates, the Future CAC 40 (CAC 40 Index Future; FCE) has as its underlying value
the Paris stock market index, the CAC 40.

Data example

Table 2.1 provides an artificial example of several consecutive actions on the limit order book. It is
worth noting that market context columns are visible to traders and investors, whereas the order
columns can only be viewed by the exchange. We are grateful to Euronext for providing us with
access to the order book data of the CAC 40 index. This access allows us to observe the real-time
evolution of the limit order book, including the order features (agent ID, order side, etc).

Order x Market Context before the order x
Time d Bid side Ask side
ID Side Or elrPrice Size | Mid
type Price Size Price Size
ts Ay 8 Cp P Vo | P™| P Py PYIVPVPVEIPE Pg P§|VEVE VS

09:54:22.2971 1 Ask 1 20.8 3 ]20.5]20.420.320.2)2 5 5]20.620.720.83 4 3

09:54:22.509]1 2 Ask 2 204 1 ]20.5]20.420.320.2)2 5 5]20.620.720.8]3 4 6
09:54:23.655| 1 Bid 3 20.2 2 |20.5(20420.320.2]1 5 5]20.620.7208{ 3 4 6
09:54:23.985| 3 Ask 2 204 3 |20.5]20420.320.2]1 5 3]20.620.7208{3 4 6
09:54:24.003] 4 Ask 1 205 2 ]20.35/20.3 20.220.111 5 3 ]20.420.5206]2 0 4

Table 2.1 — An artificial example of 5 consecutive actions on the limit order book (only 3 limit
levels are shown in this table and the timestamp precision is one millisecond in this example). For
example, the first order in the table represents the following scenario: At 9:54:22.297, Agent 1
added a limit order (order type = 1) of size 3 at level 3 of the ask side. As a result, the order
volume at level 3 of the ask side increased from 3 to 6 after this order from Agent 1
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2.2 - Hawkes process

Hawkes process, which was first introduced by Alan G. Hawkes in Hawkes (1971a,b), is a type of
self-exciting point process. Originally developed to model earthquake events in seismology (Hawkes,
1973), Hawkes process has since been widely studied and applied to various fields, ranging from
epidemiology and social networks to neuronscience and finance. In epidemiology, Hawkes process
has been used to model the spread of infectious diseases (Rizoiu et al., 2018). For instance, many
recent studies involve in modelling the dynamics of Covid-19 pandemic using Hawkes processes
(Chiang et al., 2022; Garetto et al., 2021). It is also applied in modelling social networks, (Kobayashi
and Lambiotte, 2016; Rizoiu et al., 2017) and in neuronscience (Lambert et al., 2018; Reynaud-
Bouret et al., 2013). In addition to these applications, Hawkes process is particularly popular and
extensively studied in finance. It is usually used to model financial market, such as the arrival
of trades and order flows of limit order books (Bacry et al., 2013a, 2016; Bacry and Muzy, 2014;
Morariu-Patrichi and Pakkanen, 2022; Rambaldi et al., 2019; Wu et al., 2019). In particular, Bacry
et al. (2015) provides a comprehensive review of its application in finance. A recent book (Laub
et al., 2021) gives an overview of the crucial aspects of Hawkes processes and their applications.

2.2.1 Point processes

Before proceeding to the details of Hawkes process, let us first introduce some preliminary defini-
tions.

Definition 2.1 (Counting Process). A d-dimensional counting process {N,t > 0} is a stochastic
process which satisfies the following three properties for allie€ {1,2,...,d}: N;+ >0, N;; € N and
Z'fS <t7 Ni,s < Ni,t-

We use F; to represent the filtration for the history up to time t.

Definition 2.2 (Point Process). A d-dimensional point process is a sequence of random event
arrival times T = {(to, eo), (t1,€1), (t2,€2),...}, for all k € N. ti stands for the arrival timestamps
and e € {1,2,...,d} stands for the event type. For all k € N, t;, > 0 and ty < tpi1.

The terminology of point process and counting process is usually interchangeable. From a point
process T', we can define a right-continuous counting process {IN;} by N;; = Z Lyt <tymfep=i}, i0
>0

this case IN; is called the counting process associated with the point process T In this thesis, we
use both the two notations to represent a point process. In this thesis, we assume that the counting
and point processes are simple, meaning that each event arrival results in a jump of exactly 1.

Definition 2.3 (Conditional intensity). The intensity of a counting process is a measure of the
rate at which events occur. If {INy,t = 0} is a d-dimensional counting process with associated
filtration F, then its intensity vector at time t given the past (before t but excluding t) is Ay =
(A1t A2ty -y Agt) where

o1
it = }ll{f}) EE[Nz‘,Hh — Niy| Fi-]

2.2.2 Definition of Hawkes process

Now let us proceed to the introduction of Hawkes process. Hawkes processes are self- and mutually-
exciting point processes introduced by Hawkes in the works Hawkes (1971a,b).
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Definition 2.4 (Hawkes process). A d-dimensional Hawkes process is a vector of counting pro-
cesses N = (Nj)icq1,2,....4p with conditional intensity Ay = (\i)ieq1,2,...,ay as follows:

d  rt
MO =i+ X | pplt=s)an (o

where ; is an exogenous intensity for the i-th counting process N;, and @;; represents the influence
of the arrivals of j-th events on the intensity of the i-th counting process. The vector of exogenous
intensities is denoted by p = (Wi)ie1,2,....d}-

If pij(t) =0 for all 1 < i,j < d, then N(-) is a d-dimensional homogeneous Poisson process with
rate p.

Example 1 (A univariate Hawkes process). Let us simulate a univariate Hawkes process with the
following parameters:

o sum of exponential kernel p(t) = 0.001e=% + 0.2¢7t + 0.1e71%
o baseline p = 1.
See Figure 2.2 for a realization during 5 seconds.
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Figure 2.2 — Example of a simulated univariate Hawkes process. The orange dots represent the
event times while the blue line represents the intensity function. The simulation interval is [0, 5].

Remark 2.1. If we note a multivariate Hawkes process by its event times T = {(t, ex)}ren, its
conditional intensity can be expressed as:

Ai(t) = pi + Z Pier, (t = th) Lty <t
k>0

Example 2 (kernels). The following functions are some well-known kernels.
o Exponential kernel : ¢;;(t) = azje %3t (ay, B > 0)
o Power-law kernel : ¢;;(t) = a;it =% (ay;, 8 > 0)
Proposition 2.1 (Markov property for exponential kernels). Consider a Hawkes process with

exponential kernel ¢;j(t) = ayjBe Pt In this case, (A(t), N(t)) is a Markov process and can be
represented in a Markovian form as

d
dNig = —Bigdt + ) o BdN;y
j=1
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For the purpose of clarity, we use the following symbols:

o pu represents the vector of exogenous intensities, with u; as the intensity for event type
1=1,2,....d.

o (-) represents the matrix of kernel functions, with ¢;;(-) as the kernel function between
event types ¢ and j.

One of the generalizations of the Hawkes process is the non-linear case, with the intensity function
expressed as :

d
Mlt) = b+ Y [ it = 9) Ny (5)
j=10

where h(-) is a non-linear positive function. The nonlinear Hawkes process has been studied by
several authors, including Brémaud and Massoulié (1996) and Zhu (2013).
2.2.3 Some properties related to Hawkes processes

The linear Hawkes process has been extensively studied and documented in the literature. In the
following part, we will review some key properties of the linear Hawkes process.

Proposition 2.2 (Non-explosiveness). Consider a point process T = {(tg,er),k € N}, set ton =
limg_, o tg. T is called non-explosive if ton = 00 almost surely.

t
A Hawkes process is non-explosive ifj @ij(s)ds < oo for alli,je[l:n],t>0
0

Proposition 2.3 (Stationarity). IN; has asymptotically stationary increments and Ny is asymp-
totically stationary if the kernel satisfies the stability condition Bacry et al. (2015):

a0
For alli,j, ||lpij] = J ©ii(t) dt < oo and the matriz
el = [ st )

[®C)| = (|¢ijl)i; has spectral radius smaller than 1

where the spectral radius of a matrix is the maximum of the absolute values of its eigenvalues.

Next, we define the matrix of functions as

+00

R(t) = ) ®*(t)

k=1

where the symbol * stands for a pointwise convolution operator for matrices i.e., given two ma-
trices of functions A(-) and B(-), D(-) = A » B(-) is a matrix of functions defined as D;;(t) =

ZJAik(t — 8)By,;(s)ds and ®**(t) is the k-th convolution of ®(-) with itself. In other words,
k

PFH) =P *xPx..x®.
| —

k times

Corollary 2. Under the assumption of stationarity as defined in equation (A2), it can be easily
shown that’ "
R=|R()| =T+ & = (I-%)"
k=1

1. By a slight abuse of notation, we use ® (resp. R) to denote the integrated matrix |®(-)| (resp. [|R(-)|) in this
text.
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First and second order properties

We now proceed to introduce the cumulants densities associated with a Hawkes process. The
unconditional intensity (first order cumulant) Adt = E[dN¢] is

A=E[N]=Ru=(I-®)'n (2.2.1)

And if we denote by C(s)dtds = E[dN;dN7, ] — AAT dt ds the infinitesimal covariance matrix,
then its integrated cumulant (second order cumulant) is written as

C = RXZRT (2.2.2)

where ¥ is the diagonal matrix with A as its diagonal values, such that % = A’

We define the conditional intensity matrix

E[dN;¢|dN; g = 1] — \; dt
gij(t):[ | ](’25 ] , fort >0

This matrix is linked to the infinitesimal covariance matrix through the following equation: C(t) =
Y ¢g(t). Furthermore, we have the following proposition (Bacry and Muzy, 2016):

Proposition 2.4 (Wiener-Hopf Equation). Under the assumption of stationarity as defined in
equation (A2), the matriz function X (t) = ®(t) is the unique solution of the Wiener-Hopf system

g(t) =X(t)+ X xg(t), VE>0

Higher order

In general, the cumulant of order n of a n-dimensional random vector @ = {;},c[,), denoted by
K(x), is defined as

K(@) = Y(rl - D=1 & [Hazb]
T Bem beB

where 7 is a partition of the set [n], | - | denotes the cardinality of a set. For a given multi-index
© = {i1,12,...,in} € [d]", and a given time vector t = {¢1,to, ..., t,}. The n-th order cumulant density
of the Hawkes process is defined as

Ki(t) = K(dNiy b1, dNiy by, - -, AN, 1,)
’ dty dty . .. dt,

(2.2.3)

where dNV; oty 18 the infinitesimal increment of the Hawkes process for the i;-th dimension at time
tj. Jovanovic et al. (2015) applied the Poisson cluster representation of Hawkes process to compute
the integrated cumulant.

Limit theorems

The following limit theorems results, proved in Bacry et al. (2013b), describe the asymptotic
behavior of Hawkes processes as the number of events grows to infinity.

Proposition 2.5 (Law of large numbers). Assume (A2) holds. Then Ny € L2(P) for all t and

N -
v _ vA| T2%, 0 almost-surely and in L2(P)

sup |
vefo,1] T
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2.2. Hawkes process

Proposition 2.6 (Central Limit Theorem). Assume (A2) holds. Then for v € [0, 1],

1 N
—(N7y —E[N7,]) T2, REYV2W, in law for the Skorokhod topology

VT
where (Wv)ve[o,l] s a standard n-dimensional Brownian motion and 3 is the diagonal matriz with
A as its diagonal values, such that 3;; = A;.

0
If moreover the kernel matriz ®(-) = (¢45(-)) satisfies f Vipij(t)dt < oo, then
0

1 —
— (N1, — ATv) I2%, RRV2W, in law for the Skorokhod topology

VT

2.2.4 Simulation methods

Various methods are proposed in the literature for simulating Hawkes processes, including the ones
that we will briefly introduce below. In this part, we will introduce several techniques to simulate
a d-dimensional Hawkes process IN, on the interval [0, 7], associated with the intensity function

d
>\it = U; Z-jt—s deS
(v u+]§f0¢< )N (s)

Thinning

The thinning algorithm is a well-known method for simulating non-homogeneous Poisson processes
and has been applied to simulate Hawkes processes as well. Originally introduced by Lewis in Lewis
and Shedler (1979), the algorithm was later adapted by Ogata in Ogata and Akaike (1982) to be
suitable for simulating Hawkes processes.

To simulate a non-homogeneous Poisson processes with intensity function A(¢), the thinning algo-
rithm consists of the following steps: (i) simulate a homogeneous Poisson process with intensity
A* = supepo,r A(t), and (ii) for each point ¢,, generated in step (i), accept it with probability
A(tm)/A*, and reject it otherwise.

The thinning algorithm can be easily extended to simulate a d-dimensional Hawkes process IN by
adjusting the intensity function stochastically.

Cluster algorithm

The simulation of Hawkes process can be realized following a recursive branching structure (Hawkes,
1973; Rasmussen, 2013).
o For each 1 <14 < d, let Ci(o) = {(t'Y, )}, be a realization on [0, T] of a homogeneous Poisson

process with rate p;. These initial points are usually called the immigrants (or generation 0),
the rest of the points are called offspring.

o Then to generate the next generation, we follow an iterative process. Let n € NT be the
current generation, and let C](.n) be the set of events of type j in generation n.

o For each offspring (t% ), i) of type i, generate a sequence of first-generation events of type
J, C](TLH) = {(tig,ﬂ), J)}m on the time interval [tsg),T], with non-homogenous Poisson
process with rate ¢j;(t — t,,)
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o Repeat this process for subsequent generations until no more events are generated on
0,77

The superposition of all immigrants and offspring, Uf:o U;-i:l CJ(»n), constitute a realization of the

corresponding Hawkes process on the interval [0, T].

Time-change

If Ny is a nonhomogeneous Poisson process with intensity function A(¢) and its cumulative intensity
t

function F'(-) is defined as F'(t) = f A(uw)du, Np-1@ is an homogeneous Poisson process of intensity
0

1. As a result if (t;);en+ is a realization of Poisson process of intensity 1, then (F'~1(¢;));en+ is a
realization of the non-homogenous process.

This method is also valid when N; is a Hawkes process, while the greatest difficulty lies in the
computation of the inverse cumulative intensity function F~!(-). When the kernel function is
restricted to exponential, there exists an analytical expression for the cumulative intensity function
F', as described in Dassios and Zhao (2013).

2.2.5 Estimation

Most of the simulation and estimation techniques discussed in this thesis for Hawkes processes
are accessible through the open-source TICK Python library for convenient implementation and
utilization (Bacry et al., 2017). In this section, we provide a brief overview of some estimation
methods for Hawkes processes. Additional estimation approaches can be found in the literature,
such as least squares estimation (Reynaud-Bouret and Schbath, 2010), the INAR method (Kirchner,
2017), gradient-based methods (Cartea et al., 2021).

Given an observed sequence (N;)?_; over a time interval of [0,7], represented as a sequence of
length n denoted as (tx,ex),k = 1,2, ...,n, various methods can be employed as outlined below.

a. Maximum Likelihood Estimation (MLE)
First introduced by Ogata and Akaike (1982), the log-likelihood function is given by

d
L{p, @) = Y Li(p, )

i=1
where
T T
L) = | togu() anie) = [ o ar
d  rtg T pt d
= ), log m+2j ©ij(tr, — s) dN;(s) —mT—J J D st — ) dN;(s) dt
keN,er=1 7j=1 0 0 0j=1
T
= Z log | pi + Z Pisem (tk — tm) _MiT_f Z pij(t — tm) dt
keN,ep =1 mEN,t, <t 0 meN,ty, <t

If we parameterize the Hawkes kernels ¢ by 0, i.e., ¢ = @y, then the MLE of (u, ) based on the
observation is given by

.0 = argmin L(p, 0p)
“7
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2.2. Hawkes process

b. Expectation-Maximization (EM)

In the work by Veen and Schoenberg (2008), the authors present an algorithm based on Expectation-
Maximization (EM) for parameter estimation in a Hawkes process. The EM approach introduces
a latent variable uy; to encode the branching structure of the Hawkes process. uy; takes the value
1 if event ¢ is a child of event ¢;, and 0 otherwise. The likelihood conditional on wu;, denoted
as L(0,u), is called the complete data likelihood. The following gives the EM algorithm process
during the nth iteration:

o E-step: estimate the probability of uy; for each pair of events (tx,t;) (k > 1), based on the
current parameter (™).

o M-step: maximize the expected complete data log-likelihood L(6, u(”)) with respect to 6, to
obtain A1)

Later, a non-parametric EM estimation is studied in Lewis and Mohler (2011).

c. Wiener-Hopf

Bacry et al. (2015) proposed a non-parametric estimation method by solving numerically the
Wiener-Hopf system in Proposition 2.4. The procedure is as follows:

o Estimate empirically the mean intensity A and compute the empirical conditional intensity
Gi;j(t) by using a fine grid of ¢ values

o Solve the Wiener-Hopf system using a quadrature method. Assume that the kernels are

kH)] where {t(k)}kzly,”’;( is a partition of [0,7]. Then the

Wiener-Hopf system can be written as a linear system of equations

3 (1) =goij<t<”>)+22 £ — 40 g3 (1) — 190) 1, (109)
I1=1k=1

piecewise constant on [t(k),t(

o Solve this Kd? linear system and we obtain the estimated kernels $;;(¢) as well as their norms
&4
o Estimate the exogenous intensity fi through (2.2.1).

d. Non Parametric Hawkes Cumulant method (NPHC)

Achab et al. (2017) developed an estimation technique by using the cumulants method (as shown
in Equation (2.2.3)). Specifically, they provided an consistent estimator for the first, second and
third-order integrated cumulants and then usd these cumulants to estimate the kernel matrix norm
® (or equivalently R as R = (I — ®)7!).

o1

Ai = %I_I)% EE[NZ t+6 — Z Rzm:um
1

Cij = lim — Cov(Nj 45 — Nity Njir547 — Njpir)

6606 TER

= Z A Rim Rjm (2.2.4)
m= 1
szk = hm Skew( i,t+6 — N; it Nj,t+5+7’ - Nj,t+T’7 Nk,t+6+7—’ - Nk,t-‘rﬂ')
TeR J7r’eR
d

= Z (R'Lijkam + Rsz]mka + szR]mRk;m - 2AmRszijk:m)
m=1
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where Skew stands for the function of coskewness i.e., Skew(X,Y,Z) = E[(X — E[X])(Y —
E[Y])(Z — E[Z])] for three random variables X,Y, Z.

And the estimator of these three cumulants are given by (IV in the following equations stands for
the observed processes):

A; =7 Z 1,—i = zi’t
m=1

o~ 1 n ~
Cij -7 Z L, =i (Nj,tm+H — Njtp—H — 2HAj>
m=1

R | R N (2.2.5)
Kijr =7 D Lo [(Nj,tmm — Njtp—n = 2HAj> (Nk,tm+H = Netr—t — 2HAk>]
m=1
- T 2 ]lep=j,eq=k:(2H - |tp - tq|) +4H )‘iAjAk’
p,g=1

for a H such that :
o each kernel ;; is essentially supported by [0, H]
o large enough s.t. the integration in the Eq 2.2.4 can pass to [—H, H] with a small error
o small enough compared to T

And the estimator of R is given by R € argming £(R) where £(R) is the loss function
L(R) = K|C(R) - C|f + (1 - x)| K*(R) — K| (2.2.6)

where

]

| - |% is the Frobenius norm, i.e., |A[% = 31", pI A% for a matrix A = (Ay)

[m]

K¢ = (K)o, K = (Kiij){ ;-

C(R) and K(R) are given by Eq (2.2.4)
o C and K° are given by Eq (2.2.5)

[m]

| K%
ICI2 + |E°I2
For a more comprehensive understanding of the estimation technique, we invite readers to refer to
the paper Achab et al. (2017). Furthermore, one can also find the applications of this technique in

o k€ [0,1] is used to re-scale the two loss terms in Eq (2.2.6), k =

finance in their subsequent publication (Achab et al., 2018).

e. Neural models

In recent years, the use of deep learning methods for modeling the Hawkes processes’ conditional
intensity function has become very popular. One notable example is the neural Hawkes process
(NHP) proposed by Mei and Eisner (2017). In this work, they applied a continuous-time LSTM
networks to model a multivariate point process. Specifically, the intensity function \;(¢) is obtained
by

N(t) = VT h(t)

where f; is a non-linear function and h(t) is the hidden state vector of the LSTM network at time
t. The hidden state vector h(t) is given by h(t) = ox ® (20(2¢(t) — 1)) for t € (tx—_1,tr), where the
intensity decay over time is encoded in the memory cell ¢(t).
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2.3. Artificial Neural Networks

Another approach to modeling the Hawkes process is through the use of self-attention-based model,
such as the one proposed in Zhang et al. (2020). In their work, each event is encoded to a repre-
sentation vector xj, which is obtained by processing an embedding layer on the event type e; and
a time-shifted positional encoding. They then used a hidden vector to summarize the impact of all
previous events on a given event type €’. This hidden vector he 41 is given by

e
S|
~
D=
=
8
bl
+
=
8
<
~

’k+1—[2 f(@r+1,25)9(x;5)

Jj=1

where @y is like query in the attention terminology, «; is the key and g(x;) is the value. The
function f is a similarity function, defined as f(xyi1, ;) = exp(:z:kﬂzn;fr).

Other related works in this area include the Recurrent Marked Temporal Point Process (RMTPP)
proposed by Du et al. (2016), the transformer Hawkes process model (THP) proposed by Zuo et al.
(2020).

2.3 - Artificial Neural Networks

In this section, we will provide a brief overview of some fundamental artificial neural networks
(ANNs) that are used in this thesis. ANNs are computing systems that mimics the manner in
which biological neurons communicate with each other. They are a subset of machine learning and
a crucial component of deep learning.

An ANN is composed of interconnected nodes, called artificial neurons, that work together to
process and transmit information. The nodes are organized into layers, including an input layer,
one or more hidden layers, and an output layer. The signals are transferred from one layer to the
next. By adjusting the weights of the neurons, an ANN can be trained to perform a wide range of
tasks such as image classification, speech recognition etc.

In this section, we will introduce some of the most popular neural network structures.

2.3.1 Multilayer perception

A multilayer perceptron (MLP) is a fully connected class of feedforward artificial neural network
(ANN).

To describe mathematically a MLP with n hidden layers, we can use the following formulation.

Input : « = R
i-th hidden layer : A = @ (WO, 1 p(0))
Output : y = ¢+ (Wr+DpM) 4 pn+l))

where W) and b’ are the neural weights and biases. (Y (-) is the nonlinear activation function.
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Input Layer Hidden Layer 1 Hidden Layer 2  Output Layer

Figure 2.3 — A multilayer perceptron with 2 hidden layers and a scalar output

Activation function The following are some of the most widely used non-linear activation func-

tions.
Si d () 1
igmoid : o(z) =
& 1+e®
et — o7 %
Hyperbolic tangent : tanh(x) = ——
P 5 (@) et +e "

Rectified linear unit : ReLU(z) = max(0, x)

2.3.2 Recurrent Neural Network

A recurrent neural network (RNN) is a class of artificial neural networks which are widely used to
time-series data and other sequential data.

S
e *@—ﬂw,wﬂ@—'ﬂw,b) H@

| T

= ®

Figure 2.4 — An illustrative example of a RNN with one hidden layer. The outputs except the last
one are dashed, as ...

Input : (2¢)¢=1,2,...T
Hidden state : hy = fwp)(hi—1,%¢)
= o, (Wrhy—1 + Wy, + by)
Output : y, = oy, (Wyh: + by)
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where W, W},, W, represent respectively the linear weights associated with inputs ¢, the previous
hidden state h;_1 and the current hidden state h; for output. b, and b, are the bias terms while
op(-) and oy(-) are the nonlinear activation functions.

However in practice, RNNs often struggle with the vanishing gradient problem, which hinders their
ability from keeping long-term memory. To overcome this problem,some special kinds of RNN,
such as gated RNNs, have been developed. The most used in practical applications are the Long
short-term memory (LSTM) and Gated Recurrent Unit (GRU).

Introduced by Hochreiter and Schmidhuber (1997), Long short-term memory networks (or
simply LSTMs) are a special kind of RNN which were explicitly designed to avoid the vanishing
gradient problem. The difference between a standard RNN and an LSTM lies in the repeating
module. Instead of having a single neural network layer, LSTM has four: a cell, an input gate, an
output gate and a forget gate.

Forget gate : f; = o(Wyxy + Urhi—1 + by)
Input gate : iy = o(Wixy + Uihi—1 + b;)
Cy = tanh(Weaxy + Uchi_1 + be)
Cell state: Cy = f, O Ci_1 + 1 O Cy
Output gate: oy = o(Woxy + Uyhy—1 + b,)
Hidden state : hy = o O tanh(Cy)

where W, U, b are weight matrices and bias vectors. o(-) represents the sigmoid function, tanh(-)
represents the hyperbolic tangent function and the operator @ denotes the Hadamard product (or
element-wise product), i.e., for two matrices A and B, A® B = (A;; Bij)j-

Gated Recurrent Unit (GRU) was introduced by Cho et al. (2014) in 2014, aiming to solve the
vanishing gradient problem. The GRU is like an LSTM but has fewer parameters.

Update gate : z; = o(W,xr + U,hy—1 + b,)
Reset gate : . = o(W,ay + U hy—1 + by)

hy = tanh(Wyay + Up(re © hy_1) + by,)
Hidden state : hy = 2z O hy—1 + (1 —2) © hy

where the variable and function notations are similar to those in LSTM.

Bidirectional RNN Bidirectional RNNs (BiRNNs) are a type of neural networks that extend
the standard RNN by including an additional RNN layer. Unlike unidirectional RNNs, BiRNN
allows that the input flows in two directions such that the output layer has access to information
from both past and future. Figure 2.5 provides a visual representation of the unrolled Bidirectional
Recurrent Neural Network. 2

2.3.3 Convolutional Neural Networks

Convolutional neural networks (CNNs) are a class of artificial neural networks that are most com-
monly applied to analyze visual imagery. In contrast to traditional neural networks that use general
matrix multiplications, CNNs apply convolution operations in at least one of their layers.

2. Let note that there is a slight trick in this figure, the outputs of the backward layer will be reversed in fact.
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Backward -+ <~— f (W1,b1) H f (W1,b1) <~ f (W1,b1) @
Forward - - - @ 7(W,b) 7(WJ’) @

1

Figure 2.5 — An illustrative example of a Bidirectional RNN.

A basic CNN consists of a sequence of layers, similar to the MLP, with three main types of layers:
convolutional layer, pooling layer and fully connected layer.

The convolutional layer is a crucial block of the CNN architecture. It contains a set of filters or
kernels (as shown in Figure 2.6), which connect local regions in the input. By applying the filters
to the input data, the convolutional layer can detect or enhance some features.
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Figure 2.6 — An illustrative example of a convolutional layer

The Pooling layers are responsible for reducing the dimensions of data by combining the groups
of the outputs into a single neuron. Max pooling and Average pooling are the most common pooling
operations. As indicated in their names, Max pooling returns the maximum value of a local group
of neurons which Average pooling takes the average value.

114|314
1{2[4]|3] Maxpooling2x2 [4]4
112|314 34
11331

Figure 2.7 — An illustrative example of a pooling layer
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The Fully connected layer is the same as a traditional MLP, it connects every neuron in the
current layer to every neuron in the next layer.
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CHAPTER 3

STATE-DEPENDENT SPREAD HAWKES MODEL

From: The self-exciting nature of the bid-ask spread dynamics (Ruan et al., 2023b)
R. Ruan, E. Bacry, J.-F. Muzy

The bid-ask spread, which is defined by the difference between the best selling price and the best buying price
in a Limit Order Book at a given time, is a crucial factor in the analysis of financial securities. In this
study, we introduce the "State-dependent Spread Hawkes model” (SDSH), a new Hawkes process model for
spread dynamics that accounts for various spread jump sizes and incorporates the impact of the current spread
state on its intensity functions. Through the application of the SDSH model to high-frequency data from the
CAC/40 Euronext market, we demonstrate its efficacy in capturing diverse statistical properties, including the
spread distributions, inter-event time distributions, and spread autocorrelation functions. Furthermore, we
illustrate the ability of the SDSH model to forecast spread values at short-term horizons.
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3.1. Introduction

3.1 - Introduction

The bid-ask spread, defined at a given time in a Limit Order Book by the difference between
the smallest ask (selling) price and the largest bid (buying) price, is a quantity of great interest
for financial securities. It represents the cost of an "immediate" transaction rather than a more
patient one. Many studies in economics literature are devoted to the bid-ask spread which is in
general decomposed into order processing costs, adverse selection costs and inventory risk (for the
liquidity providers/market makers who earn money from the spread) (Glosten and Harris, 1988;
Glosten and Milgrom, 1985; Huang and Stoll, 1997; Stoll, 1989). The spread is often used as a
proxy for market liquidity, with narrower spreads commonly associated to highly liquid markets.
For a literature review of liquidity measures, we refer readers to Diaz and Escribano (2020); Fong
et al. (2017); Fosset et al. (2020b); Goyenko et al. (2009). Let us also mention that the bid-ask
spread has been proved to be very closely related to realized volatility. Indeed, many empirical
studies (Fong et al., 2017; Goyenko et al., 2009) consistently prove a robust positive correlation
between these two variables (Bessembinder, 1994; Dayri and Rosenbaum, 2015; Wyart et al., 2008;
Zumbach, 2004).

Many other statistical properties of the bid-ask spread have been the focus of various works. For
instance, it has been shown that spread has a fat-tailed distribution and its dynamics is character-
ized by a long range (power-law) auto-correlation function (Bouchaud et al., 2018, 2009; Fall et al.,
2021; GroB8-KluMann and Hautsch, 2013; Mike and Farmer, 2008; Plerou et al., 2005). The studies
referenced (Mike and Farmer, 2008; Ponzi et al., 2006; Zawadowski et al., 2006) show that after a
large variation of the spread (i.e., a temporary liquidity crisis), the spread decays slowly back to an
equilibrium value. Let us note that, even though most of the time these statistical properties are
obtained through direct empirical studies on historical spread time-series, some papers tackle the
statistical properties of the spread (mainly the distribution of the spread values) via some statisti-
cal models of the limit and market order flows (Abergel and Jedidi, 2013; Bouchaud et al., 2002;
Daniels et al., 2003; Foucault et al., 2005; Muni Toke and Yoshida, 2017; Rosu, 2009; Smith et al.,
2003). Readers can find a nice overview of the different statistical properties of the bid-ask spread
in the chapter 7 of Bouchaud et al. (2009).

In order to understand the properties of market prices and their formation in the context of elec-
tronic markets, many approaches involving point processes have been proposed to describe the
occurrence of order book events (see e.g., Abergel and Jedidi (2013); Cont et al. (2010); Smith
et al. (2003)). Within this context, as reviewed in Bacry et al. (2015), Hawkes processes emerge as
a widely adopted class of models, for their effectiveness in describing the dynamical properties of
different quantities like the market activity (Bowser, 2007; Hardiman et al., 2013; Morariu-Patrichi
and Pakkanen, 2022; Muni Toke and Pomponio, 2012), the mid-price (Bacry et al., 2013a), the best
bid / best ask prices (Lee and Seo, 2022) and the first (L1) book levels (Bacry et al., 2016; Large,
2007; Zheng et al., 2014). Hawkes processes constitute a class of multivariate point processes that
were introduced in the seventies by A.G. Hawkes (Hawkes, 1971a) notably to model the occurrence
of seismic events. They involve an intensity vector that is (in its original form) a simple linear
function of past events. This popularity of Hawkes processes can be explained above all by their
great simplicity and flexibility.

Specifically, we would like to highlight a category of Hawkes processes referred to as "state-
dependent" Hawkes processes. These processes dynamically adjust their intensity based on the
current state of the system. Noteworthy contributions to state-dependent models in finance can
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be found in the references Morariu-Patrichi and Pakkanen (2022); Sfendourakis and Toke (2021);
Toke and Yoshida (2016); Wu et al. (2019).

Our main purpose of this chapter is to design a dynamical model for spread fluctuations based on
Hawkes processes. Though many studies can be found in the literature about the bid-ask spread and
its statistical properties, only a limited number provide models for its dynamics at high frequencies.
Besides, some recent econometric approaches involving long-memory auto-regressive, Poisson point
processes (Cattivelli and Pirino, 2019; Grof-KlufMann and Hautsch, 2013), one can mention few
models that rely on Hawkes processes. Zheng et al. (2014) proposed one of the first models for
the bid-ask spread dynamics of a financial asset which uses a constrained 2-dimensional Hawkes
process. The spread S; is a positive integer multiple of the tick value (i.e., the minimum increment
defined by the market between two quotation values). The first (resp. second) dimension of this
Hawkes process S;” (resp. S; ) is used for encoding the positive (resp. negative) jumps of the
spread. S;7 (resp. S;) is an increasing function on time, with its value jumping by 1 every time
a positive(resp. negative) jump in the spread is observed. In this model, all jumps of the spread
are assumed to be 1 tick in size. Thus, one gets S; = S;” — S;. The constrained Hawkes process
of Zheng et al. (2014) is defined by the intensities At and A~ of the respective jump processes S;"
and S; :

(3.1.1)
)\t _1St ;2# + Z j t—SdSe)

where p+ and p~ correspond respectively to constant exogenous intensities (i.e., terms that do not
depend on the past events) for S* and S~. The 4 functions {¢®¢ (t)}c/—+ are causal kernels (i.e.,
functions with support [0, +o0) that encode the endogenous influence of past jumps of type €’ on the
occurrence of future jumps of type e). For the purpose of estimation, the kernels are often taken
to be exponential functions or a sum of exponential functions. This choice is motivated by the
fact that exponential kernel functions yield an explicit likelihood function, thus enabling efficient
computation. Zheng et al. (2014) chose exponential kernels of the form: ¢®¢(t) = a®¢ Be=Pt (3
is the same for all the kernels). Let us point out that, Zheng et al. introduced a non-linearity
(the term 1g, >9) in the "classical" definition of a Hawkes process. This non-linearity is necessary
to constrain the spread to keep from taking negative or zero values. In their work, Zheng et al.
performed numerical estimation of their model (using Maximal Likelihood Estimations) and studied
some statistical properties.

More recently, Fosset et al. (2020a) built a simplified version of the previous model (3.1.1) and fo-
cused on the relation between spread dynamics and liquidity crises. Their constrained 2-dimensional
Hawkes process has intensity functions:

A= ++Ja e tst+

ek pe” (3.1.2)
Ar = p 1g,>0),

where the notation is as in model (3.1.1). The threshold a. =1 — Z; distinguishes different stable

regimes. When o < a., the Hawkes system is stable and the invariant distribution of spread is

given. When a, < a < 1, the model is still stable but the spread grows linearly. When « > 1, the
system is explosive and there is a liquidity crisis.
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In this chapter, we propose an approach inspired by these two papers but our model focuses more
on fitting empirical features and matching observed properties from market data. More specifically,
we propose the “State Dependent Spread Hawkes” (SDSH) model which accounts for bid-ask spread
fluctuations. The SDSH model can be seen as a generalization of the two previous models in that
it is a 2K-variate (K > 1) Hawkes process which accounts for different jump sizes (up to size
K). Tt comprises multiple kernels to encode the influence of past jumps on future jumps. Each
component includes a non-linear element, as in the previous models, in order to ensure the spread
value remains strictly positive. In order to allow more complex dynamics, each kernel is a sum of
exponential functions, in contrast to the previous models. Our ambition is to account for more
aspects of the bid-ask spread dynamics that were not captured by the previous models.

Outline The chapter is organized as follows. The next section (Section 3.2) is devoted to a
detailed definition of our new model for the bid-ask spread. The Markov and ergodicity properties
of this model is studied in a particular case. Section 3.3 illustrates this model with some numerical
simulations and presents the estimation procedure on these simulations. Section 3.4, the core of
our chapter, is devoted to empirical results. This sections is divided in 4 subsections. The first two
correspond to a quick presentation and basic statistical properties of the real financial time-series
that will be used all along the section. The third one concerns the estimation of our model on these
data. Parameters estimation (including the kernels and the constraint parameters) are discussed
thoroughly. The last one is devoted to the goodness of fit of the model through different quantities,
mainly: the inter-event time distribution, the spread distribution and the autocorrelation function.
Section 3.5 provides a first approach that demonstrates the interest of the SDSH model in the issue
of short-term forecasting of spread values. We conclude in section 3.6.

3.2 - State-Dependent Spread Hawkes processes

3.2.1 Notation

Consider the limit order book (LOB) associated with a given asset. We note S; the bid-ask spread
of this order book at time ¢, or in other words, the difference of the best ask price and the best bid
price at time t. We choose to express S; in tick units where the tick corresponds to the smallest
price increment authorized by the market. S; is therefore a right continuous process that can take
only strictly positive integer values (i.e., S; € N*). Its smallest possible value is S; = 1 (tick).

The process S; can be interpreted as a jump process. Various orders sent to the LOB, depending on
their types and volumes, may induce different jump sizes in S;. In our model, an event corresponds
to a specific jump in S, characterized by its size and direction. In practice, very large jumps
are extremely rare. Therefore, without loss of generality, we can limit the set of events to & =
{+1,+2,...,+K,—1,-2,...,— K}, where K is a hyper-parameter of the model to be fixed for each
asset.

For each event e € £ (i.e., for each jump type e), we denote S§ the counting process that counts
the number of jumps of size e that occurs over time, beginning arbitrarily at time 0. Thus, we can
write the spread process S; as:

Se=So+ >, kSTF— > kS7E (3.2.1)
k=1,2,...K k=1,2,...K

In real limit order books, it is clear that the dynamics of the spread jumps highly depend on the
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size of the jumps. It is thus reasonable to build a model which incorporates different dynamics for
different jump sizes.

3.2.2 The SDSH spread model

In our model for spread dynamics, we assume that the multivariate counting process {Sf }ccs follows
a 2K-variate Hawkes process. However, since the dynamics of the various events depend on the
state of the current spread S; itself (e.g., when the spread is 1 tick, no negative event can occur),
we introduce an additional term within the classical Hawkes framework. Depends on S, this term
represents a state variable that accounts for the current size of the spread. More precisely, if we
note ¢ the conditional intensity (at time ¢) of the counting process S5, the State Dependent Spread
Hawkes spread model can be formulated as follows:

= fo(S [u + ) f “(t—s) dsel (3.2.2)

e'eE

where (following the classical Hawkes processes framework)
o € is the exogenous base intensity for the jumps of size e

0 O(t) = {9®° (t)}eece is the Hawkes kernel matrix. The elements of this matrix are Hawkes
interaction kernels which are positive valued and encode the influence of past jumps of type
e’ on future jumps of type e.

o we assume that these kernels can be parameterized using a sum L exponentials; that is

L

Z ee' 3,e= it (3.2.3)

Indeed, this setting is hardly restrictive since many behavior can be easily reproduced by a
sum of exponentials (Bochud and Challet, 2007).

The current value of the spread is taken into account through the global multiplicative term f€(S;_)
where

o S;- is the the left limit of S at time ¢ (i.e., the spread size "just before" time ¢),

o f€is a non-negative function defined on N*. Tt is subject to the the constraint that f~*(n) = 0
when n — k < 0, in order to prevent jumps leading to a zero or negative spread value. Let
us note that the Equation (3.2.2) remains unchanged if we multiply f¢ by a factor and
simultaneously divide u¢ and ¢ by the same factor. Therefore in the following, we set
arbitrarily the first non-zero value of f¢(s) to 1 (i.e., f¢(mins{s, f¢(s) #0}) =1).

Let us point out that, in order to account for the impact of the current spread value on the different
jump dynamics of the spread, multiple choices are available. One intuitive option would have been
to make the kernel themselves depend on the spread size S;_. However, such a choice would
significantly increase the number of parameters for the kernels themselves, leading to important
estimation instabilities. The choice we made allows several things at once

o It keeps the number of estimation parameters at a manageable level.
o It encodes in an easy way the fact that negative values for S; are forbidden.

o It enables the model to address the well known fact that the spread dynamics is mainly mean
reverting and that the higher the spread size is, the higher is the probability for large negative
jumps to occur.
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Compared to the previous models (3.1.1) and (3.1.2) mentioned in Section ??, the SDSH model
introduces many features that allow it to better account for the real dynamics of the spread:

o Flexibility in jump sizes: Unlike the previous models, the jump sizes in our model are no
longer constrained to be 1 tick.

o State-Dependent Adjustments: The model adjusts the intensity of each jump size not
only based on previous jumps but also on the current spread value, through the introduction
of “state-dependent” functions f.

o Complex Dynamics: The choice of the sum of exponentials for Hawkes kernels allows more
complex dynamics compared to simple exponential kernels as in Fosset et al. (2020a); Zheng
et al. (2014). Specifically, many existing studies highlighted that the spread dynamics are
characterized by long-memory properties.

3.2.3 Markov property and ergodicity
Using Eq.(3.2.1), since the Hawkes kernels are sums of exponential functions, it is easy to prove

the following property:

¢
Proposition 3.1. The process (Sg, X;), where X := J we’el (t— s)de, s a Markov process.
0
In the simple scenario where K = 1 (i.e., only jumps of size +1 or —1 are allowed) and L =1 (i.e.,
only one exponential function), one can prove the following ergodic property:

Proposition 3.2. Assume K = 1 and L = 1, which implies that € = {—=1,1} and @ (t) =
%€ Be Pt The process (St, X¢) is a V-uniformly ergodic Markov process, if the following
conditions hold true:

f~1)=0 (A1)
f~(n) =~n for some v >0 whenneN andn > 2 (A2)
sup{f"(n)}(a™" +a"") <1 (A3)
n=1

Proof. The detailed proof for this result can be found in Appendix 3.A. O

Thus, under these assumptions, the spread process possesses stationary distributions. Let us notice
that Condition (Ag) ensures the spread to "return to the mean value', similar to the proportional
cancellation rate condition in Abergel and Jedidi (2013); Smith et al. (2003); Wu et al. (2019).
Condition (Ag) corresponds to a stability condition ensuring the number of upward spread jumps
does exponentially diverge within a finite interval. This is a first result, the general proof (for any
K and L) seems to be much more challenging (as indicated in Remark 3.2), it will be the focus of
a forthcoming study.

An example of a function f for Proposition 3.2 is as follows:

f~(n) =a(n—1) for n e N*,
1

+ _ *
fT(n) = Tap———— for n e N*.

In theory, in order to obtain ergodicity, f* needs to be bounded by a positive constant value, while
f~ should exhibit at least a linear growth rate approximately, with respect to the current spread
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value, denoted as n. However, it is important to note that in practice, when n is large enough (let
us say when n exceeds a threshold S* for some S* € N*), the probability of the spread reaching n
(i.e., S = n) becomes extremely low. Therefore, in practical situations, for n > S*, we approximate

f¢(n) with the value of f¢(S*).

3.3 - Numerical simulation and parametric estimation

3.3.1 Simulation

In order to perform numerical simulations, we use the classical "thinning method" introduced by
Lewis and Shedler (1979); Ogata (1981) and the TICK open source library (Bacry et al., 2017).

To make it easier for readers to understand how our model works in practice, Figure 3.1 shows the
result of a simulation during 20 seconds. The parameters for this simulation are as follows:
o K =1,ie., &={+1,-1} = {+,-},
o L =1and o> (t) = a®“e P where § =1, att =a=>~ =01 and ™~ = a>" = 0.2,
o put =p" =0.3,
ff(1)=1,f7(2)=0.7and f(S) =0.3 for S > 3,
f7(1)=0,f7(2)=1,and f~(S)=5for S =3

O

a

. ’_ﬂ‘ | I
s | | | L
O T T T T T T T T T
1
=
v W
0 T T T T T T T T T
=]
~
O T T
0.0 2.5 10 0 12 5 15 0 17 5 20 0
time t

Figure 3.1 — A realization of the SDSH spread model during 20 seconds using parameters as in-
dicated in the text. As we see, since we choose f~(S) to be very large (5) as soon as S > 3, the
spread does not stay long at a value of 3.

3.3.2 Estimation principles

For parametric estimation, we will once again use the TICK python open source library. This
library supports robust parametric Maximum Likelihood Estimation (MLE) estimation for multi-
dimensional Hawkes processes using sum of exponentials. We slightly adjust the algorithms of this
library in order to incorporate the f¢(S) terms. The algorithm used in this model closely follows
the approach used for the QRH-II model described in Wu et al. (2019). The likelihood function for
this model is located in Appendix 3.B.
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More precisely, to perform the parametric estimation, a set of hyper-parameters needs to be fixed
beforehand, according to the specificity of each asset (as discussed in Section 3.4 for specific cases):

o K: the highest jump size allowed by the model. This hyper-parameter should be carefully
chosen by looking at the effective probability of various jump sizes occurring in the real data.

o L and {f};—1,. 1 in practice it is sufficient to recover a very large variety of behavior by
choosing the §; such that they are logarithmically spaced. A common choice is 3; = £;10"71.
L and S; should be chosen to match the timescale range of interest.

o f¢(s): each f¢(s) is a function of s € N* which corresponds to an infinite number of pa-
rameters. To make parametric estimation feasible, we have to make some assumptions on
the behavior of the f¢(s) functions for large s. Given that very large spreads are extremely
rare events, nearly any assumption works as long as it enforces mean reversion of the spread.
For our model, we arbitrarily chose to consider that all the functions f€(s) are constant for s
greater that a predefined value S. In practice, the value of S should be chosen so that spreads
of size greater than S are extremely rare.

Given these hyper-parameters, our MLE parametric estimation algorithm allows to estimate
o the exogenous intensities {u€}ece (a total of 2K parameters)
o the kernel parameters {ale’e/}leL,(e,e’)ES'Q (a total of 4LK? parameters)
o the values {f°(5)}.cg se[1.5) (a total of (2K S — KQTJ’K —2K) parameters), under the condition
that K < S (let us remind that we fixed arbitrarily the first non zero value of f¢(s) to be 1).
So that amounts to 2K + 4LK? + 2K S — KQTJ’K — 2K parameters.

In the following section, we illustrate the estimation procedure on simulated data.

3.3.3 Estimation on simulated data

In this example, we simulate our model in dimension 2 (i.e., & = {+1,—1} := {+,—}), implying
that the only possible movements for the spread are upward or downward shifts of one tick. The
simulation process, executed through the thinning method (Lewis and Shedler, 1979; Ogata, 1981)
as explained in Section 3.3.1, generates 50 independent samples of size 5000 seconds. We set the
parameters for the simulation to be (using the notations introduced in Section 3.2.2):

o put =03, =02
o L =2 with #; = 2057, B2 = 200s~! and the Hawkes kernel is

2 6 4 20
e—20t 4 o200t

10 0 20 4

o(t) =

o fH(1)=1,f7(2) =038, fT(3) =0.5, f(s) = 0.2 for s > 4,
F) = 0,7 (2) =1, f(3) =2, f(s) = 3 for s > 4.
Estimation Then we estimate the parameters by employing a sum of exponential functions with

B =105t By = 100571, B3 = 100051,

++ =t ++ =t ++ =t
e —10t a ) —100¢ a3 3 —1000¢
o(t) = 10 +100 =100t 4 1000 e
- - TR -
aq Q Qo Qg a3 o3
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Figure 3.2 — Numerical estimation from samples of a SDSH spread model. The four figures on the
left show the true kernels and the estimated kernels, and the two figures on the right show the true
f values and the estimated f values. The estimated p* is 0.29 and the estimated p~ is 0.19.

As evidenced by Figure 3.2, our estimation method successfully retrieves the parameter values u®
and accurately reproduce the shapes of both f¢(S) functions and the Hawkes kernel. It is worth
noting that the basis exponential functions for the simulation are very different from those for
estimation.

3.4 - Empirical results

3.4.1 Data

In this section, we calibrate the SDSH spread model using high-frequency data from the CAC40
French Euronext Market. The dataset includes every single change of the spread for 3 stocks (AXA,
BNP and NOKIA) and for the CAC40 index Future. The events are characterized by their jump
types and the timestamps with a precision of 1us. The data for stocks (resp. CAC40 Future) are
extracted from February 1st 2017 (resp. January 4th 2016) to February 28th 2018 (resp. February
28th 2017). In order to minimize the intraday seasonality of the data we used only the data in
the intraday slot [10am,12am]. Thus, for a given asset, the estimation of the model is performed
considering each day as an independent realization. In order to avoid days with insufficiently short
time series, for a given asset, we omit all days associated with a number of events (i.e., spread
changes) below a threshold. We refer readers to the Table 3.1 for more detailed information about
each of these data series. It is important to note that the CAC40 Future has a much larger tick
size compared to the other three assets, which leads us to expect that its spread jump sizes will be
much smaller on average.
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Min.

Asset tick size Levents #days Total #events  Eepent[S]  Ecar[S]
CAC40 Future 0.5 5,000 100 1,026,156 1.51 1.40
AXA 0.005 3,000 130 617,309 2.44 3.04
BNP 0.01 5,500 100 1,079,464 2.54 3.17
NOKIA 0.001 2,000 108 570,754 3.52 4.43

Table 3.1 — Characteristics of the data used for model estimation. For each asset, for each day we
only consider the slot from 10am to 12pm. Moreover, we keep only days where the number of events
(i.e., the number of times the spread changes) is above the 'Min. #events’ number. Egyen[S] and
E.q[S] are the expectations of spread with two different distributions: event time distribution and
calendar time distribution. See Eq. (3.4.2) and (3.4.1) for their definitions.

3.4.2 Spread distribution and hyper-parameter settings

To determine the optimal values for hyper-parameters, as discussed in Section 3.3.2, we have to
examine the empirical distribution of the spread. Inspired by Bouchaud et al. (2009), we consider
two methods to measure the spread distribution. Each method is constructed as an average of daily
distributions.

o The first method uses the calendar time daily distribution:

1 T
Peat(S =s) = Tf lg,=sdu (3.4.1)
0

where [0,7"] corresponds to the slot 10am-12pm.

o The second method uses the event time daily distribution:

1 N
]P)event(s = 3) = N Z 1[Stn—=5] (342)
n=1

where N is the total number of events on a given day from 10am to 12pm.

The solid lines in Figures 3.6 and 3.C.3 illustrates the so-obtained results. Let us point out that it
also displays (the right column) the distribution of the spread increments (i.e., dS).

Choice of K. As expected, since the tick of the CAC40 Future is much larger than the other
assets, we expect its spread jumps to be mainly of 1 tick. This expectation is indeed confirmed in
the right figure of 3.C.3c, where the amplitude of spread variations dS almost never exceeds 1 tick.
Consequently, it seems natural to choose K = 1 for this asset. If we follow the same guidelines
(i.e., selecting K as the minimum value for which events corresponding to a spread change of > K
ticks are very rare) it seems reasonable to choose K = 2 for all other assets (see Figure 3.6, 3.C.3a,
3.C.3b).

Choice of S. As explained in Section 3.3.2, it appears reasonable to choose arbitrarily S as the
maximum value for which the probability of the spread to be this value is not extremely close to
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zero (ie., S = max{s|P(S = s) = 6} for a given § > 0). In fact, it is almost impossible to perform
reliable estimations of f¢(S) for values of S which hardly never occur. More precisely, we choose
S to be the maximum s for which Peyent(S = s) = 1%. This leads to the following values: S = 5
(AXA), S =5 (BNP), S = 8 (Nokia) and S = 2 (CAC40 Future).

Choice of L. As demonstrated in Figure b in Section 3.4.3, choosing L = 6 and 3; = 10~ 's~! for
all assets (consequently, following Section 3.3.2 B2 = 1s71, B3 = 10571, B4 = 10?571, 35 = 103571,
Bs = 10*s7!) is sufficient to capture the kernels dynamics on the time-scale [10~%s,10s]. Let
us point out that we perform estimations with larger 57 and smaller 81, but these adjustments
do not change significantly the results (though they increase significantly the estimation time or
alternatively lead to unstable results).

Table 3.2 summarizes all the choices for the hyper parameters

Asset K S Kernel time scale # parameters
CAC40 Future 1 2 10~%s — 10's (L = 6) 27
AXA 2 5 107*s — 10's (L = 6) 113
BNP 2 5 107%s — 10's (L = 6) 113
NOKIA 2 8 10~%s — 10's (L = 6) 125

Table 3.2 — Values chosen for the hyper parameters (following the guidelines in Section 3.3.2) for
the dataset of each asset. K corresponds to the maximum jump size for the spread. S is the
spread value above which the functions f¢(s) are considered as constant and the kernel time scales
is deduced from the choice of L and S

3.4.3 Estimation

We perform parameter estimation for each time-series outlined in the previous Section using MLE
following the guidelines provided in Section 3.3.2. As mentioned before, all estimations in this study
are performed using the TICK open-source package (Bacry et al., 2017), after having adapted the
MLE exponential-kernel estimation algorithm to account the state dependent function f¢(S). In
the following we will present the outcomes of these estimations and provide comments on them.
We start with the estimations of the {f¢(s)}cee functions, followed by the estimations of the kernels

{(Pe’el (t) }e,e’eg-
a. Estimation of the {f°(s)}cce functions

The results of the estimated f¢ functions for different assets are displayed in Figure 3.3. Let us
recall that, for each e, the first positive value of f¢(S) is arbitrarily designated to 1.

An first observation is that all estimated curves exhibit the same behavior across all assets. As
expected, we notice that the the f¢ functions corresponding to positive events (i.e., upward jumps,
e € {+1,+42}) are decreasing functions, which decrease very quickly towards 0 whereas the f¢ func-
tions corresponding to negative events (i.e., downward jumps, e € {—1, —2}) are rapidly increasing
functions. When the spread is high, it is clearly pressed downward through inhibiting the positive
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events (as indicated by small f*1(s) and f*2(s) values for large spreads), and exciting the negative
events (large f~!(s) and f~2(s) values).

The two functions f~! and f~2 are clearly saturating though saturation seems to appear faster on
f~! than on f~2. It is important to recall that the estimation spreads larger than the chosen S
is impossible, due to statistical limitations. In other words, spread values above the chosen S are
extremely rare, leading to insufficient data for estimation.

Let us remark that the range of values attained by the functions associated with negative events
is in line with the corresponding tick size and the average spread size of each asset (see Table
3.1). Indeed, large tick size corresponds to small average spread and small range of f~* values.
Specifically, the range increases from CAC40 Future (with the largest tick size) to NOKIA (with
the smallest tick size).

AXA f¢(s) functions BNP f¢(s) functions NOKIA f¢(s) functions

P S A
.

— — — —a— e=+1
w0 0 0
by by by -m- e=+2
1 —— e=-1
-B- e=-2
0
1 2 3 4 5 1 2 3 4 5 1 2 3 4 5 6 7 8
Spread s Spread s Spread s

Figure 3.3 — Estimations of the {f¢(s)}eecs functions for AXA (left), BNP (middle), NOKIA (right),
£ = {—2,—1,+1,+2}. As for CAC40 Future, the S is 2 and the K is 1, therefore f~!(1) =
0,f1(s)=1if s =2, fH1(1) =1, fT!(s) = 0.0104 if s > 2. For each e, the first positive value of
f€(S) is arbitrarily set to 1.

b. Estimation of Hawkes kernels {¢®¢ (t)}e,erce

First, let us point out that our estimation procedure essentially leads to positive-valued kernels. In
practice, the MLE procedure described in Section 3.3.2 is able to detect inhibition behavior (i.e.,
significantly negative-valued kernels) when it is present in the signal. However, in our estimated
kernels, even though some kernels might exhibit minor negative values, these values are very small
and not significant. Of course, this does not mean that there is no inhibition behavior in the spread
counting process. In fact, the inhibition behavior is extremely strong but it is effectively managed
for each component Sf, through the multiplicative term f¢(S;—). This is the main reason why
we initially introduced them in our model (with "hard" inhibition of some components to prevent
negative spread values).

Comparison of kernel integrated quantities

Let emphasize that, the introduction of multiplicative terms in the "State Dependent" Hawkes
model (i.e., the fact that our model is not a standard Hawkes model due to the role of the state
variable S;) prevents us from interpreting the L' norm of the Hawkes kernels in the usual way.
Indeed, in a classical Hawkes model, one generally compares the different values of the L' norms
{19 (t)]1 }e.crce and uses the classical population-based interpretation of a Hawkes model. In this
case, |p¢ (t)|; represents the average number of events of type e’ "directly" generated by an event
of type e. In our model, this interpretation is not possible. Not only is it conditioned on a spread
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Figure 3.4 — Relative kernel integrated quantities I (e') for AXA. For each stock, for each value
of s, an image is displayed showing I .(e’) (defined by (3.4.3)) as a function of e (vertical axis) and
¢’ (horizontal axis).

value but also the comparison between two norm values ¢ (¢)[; and @€ (t)|; for two different
components e; # es does not make sense.

However, we can still compare the influence of all past events of a given type €’ on the occurrence
of an event of type e. Indeed, let us consider a spread jump of size e at time ;. This means the
spread jumps from a value s (at time t;—) to s + e (at time t;+), where s = Sy, . Then one

could study the influence of each endogenous term in the sum (within the brackets) in (3.2.2), by
tk_ / /

comparing the relative values f 0 (t — u)dS;, for different €’ in order to understand which
0

event type ¢’ has the most significant influence on the occurrence of the jump of size e at time tx.

For that purpose, let us introduce the quantity

tr—

I e (€)= J cpe’e/ (tp —u) dejl, Ve
0

for a jump of size e occurring at time t; which changes the spread value from s to s +e. We can

then define the corresponding averaged values over all timestamps t; where a jump of size e occurs

at spread s:

IS7evtk (6/)
= thdSt :e,St —=S
1 "= u b .
sel€) = G S, — e, S = 5]
and finally the relative values -
7 / Isze(e/)
Ise(€') = ——=—— (3.4.3)

supys I c(€)

Figure 3.C.1 displays this quantity for AXA, showing I .(¢') for each value of s. In the image plot,
the vertical axis is e and the horizontal axis is €/.! Similar plots for other stocks can be found in
Appendix 3.C Figure 3.C.1. These figures reveal a common pattern among stocks: the occurrence
of a jump of size e is essentially triggered by past occurrences of opposing jumps of size —e.

Comparison of the kernel shapes

Finally, estimation results show that the most energetic kernels are decreasing "slowly", resembling
a power-law decay t~# with an exponent 8 ~ 1. Such a power-law shape of the cross-excitation
kernels is not surprising since this behavior with similar exponent values have been observed by
various authors when modelling the market activity Bacry et al. (2015) or the dynamics of mid-price

1. Let us note that, for CAC40, since most of the time the spread is 1 tick S = 1 (the only other possible state is
S = 2 which happens very rarely), this type of analysis is not relevant
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Bacry et al. (2016). Figure 3.5 shows the contrariant kernels for AXA in a log-log plot. We see
that they display a power-law behavior on 3 or 4 decades (depending on the kernel). (See Figure
3.C.2a, 3.C.2b, 3.C.2¢ for the other assets in Appendix 3.C.)

Moreover, most of them display a very clear bump around the time ¢ ~ 0.2 milliseconds. This is
not very surprising as this phenomenon has already been revealed in several former works (Bacry
et al., 2016; Rambaldi et al., 2017). It corresponds to an average latency of the market itself, which
is the average time for an agent to effectively place an order, reacting to a change of the order
book.

+1- -1 -1-+1 +2-> -2 -2-+2
* R + L
% 10721 o I o
1074 1072 10° 102 1074 1072 10° 102 1074 1072 10° 102 1074 1072 10° 102
t (second) t (second) t (second) t (second)

Figure 3.5 — Hawkes kernels for AXA. In this figure we present four contrariant Hawkes kernels
(ie., p&¢ for e = —¢’). Each kernel p&¢ (labeled ¢/ — e on the figure with e, e’ € £) represents
the influence of the past jumps of size ¢ on the occurrence probability of a future jumps of size

e. Each kernel is represented as a sum of L = 6 exponentials, specifically ¢%€ (t), where cpe’e/(t) =
L

ale’elﬁlefﬁlt, where 5 = Tll and 7, takes values in the range {107%s,1073s,...,10's}. All the

=1
kernels are displayed on a log-log scale and show a power-law behavior on a large range of scales

(3, 4 or even 5 decades)

3.4.4 Goodness-of-fit

In this section, we demonstrate that the previously constructed and estimated model is able to
accurately capture diverse statistical properties of the spread process. We will study successively,
the spread distribution itself (that has already been discussed in Section 3.4.2), the inter-event time
distributions (i.e., time between change of spread values), the spread autocorrelation function and
finally the auto-covariance function of the spread increment process.

a. Spread Distributions

Let us first compare the spread distributions derived from the real data with the distributions
obtained from data simulated by our model, which was fitted to the real data. As discussed in
Section 3.4.2, both calendar time and event time distributions are considered.

Following the same lines as in Section 3.4.2, Figure 3.6 displays calendar-time spread distribution,

event-time distribution and spread jumps (d.S) distribution for the AXA asset. The figures demon-

strate that the model accurately replicates these distributions. Several works have explored the

distribution of spread, but Fosset et al. (2020a) is one of the few that discuss it in detail. In their

spread model (as shown in Equation (3.1.2)), the distribution of spread is geometric, given by:
1—a,

IP’(S)n):1_a(1—7“)r”_2 forn > 2

where a, = 1 — Z—J_r and r € (0,1) depends on « and 3. However, since P(S = n) is a decreasing
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function for n > 2, the model Eq. (3.1.2) can only produce spread distributions that peak at S =1
or S = 2. As shown in Figure 3.6 and 3.C.3, this Characteristic is not consistent with real data.

It is also important to note that the SDSH model is not limited to reproducing the spread distribu-
tion, but is a more comprehensive framework which can capture a wider range of spread dynamics.

Calendar time Before-event ds
0.5 —e— True data —8— True data —o— True data
=%+ Model =%+ Model =%+« Model
0.4
=
= 0.3
Q
©
Qo
© 0.2
o
0.1
0.0

Spread

Figure 3.6 — Spread distribution, comparison between true data and the the data obtained through
simulation for AXA. The left-hand figure is the Calendar time distributions, the middle figure is
the event time distributions, and the right-hand figure is the distributions of spread jumps size.

b. Inter-event time distributions

Let {t,}n be the successive times at which the spread process S jumps (i.e., the spread changes).
We define the inter-event times {At,}, by

Aty =ty — tn_1.

The first plot on the left of Figure 3.7a displays the empirical unconditional distribution of inter-
event times for both the AXA true data and simulated data using our model (fitted with AXA data).
The two other plots on the right hand-side of this latter plot show some conditional inter-event
time distributions. More precisely we define the set

{Ats, s, } = {At; | S(t;+) = S1, S(ti+1+) = Sa}, (3.4.4)

where S(t;+) is the value of the spread immediately after the jump at time ¢;. The middle plot
in Figure 3.7a shows the distribution of {At;_,3}, while the right one shows the distribution of

(Atso).

We see that the model performs extremely well in reproducing the unconditional and conditional
inter-event time distributions. Figure 3.7b displays the qg-plots of the true distributions versus the
model distributions. Their linear behavior show how well the model fits the true distributions.

We invite reader to look at the results obtained for BNP, NOKIA or CAC40 Future in Appendix
3.C (Figures 3.C.4, 3.C.5 and 3.C.6).
c. Spread Autocorrelation

In this section, we study the auto-correlation function of the spread for true data and assess how
well the SDSH model is able to reproduce it.

The autocorrelation function of the spread on true data could a priori be estimated using straight-
forward quadratic covariations on all the available data. However such an estimation is prone to
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Figure 3.7 — AXA Inter-event time unconditional and conditional distributions. Comparison be-
tween AXA true data and data obtained through simulation of our model (fitted on AXA data)
(a) AXA true distributions versus model distributions for unconditional distribution or conditional
distributions (see (3.4.4)). The x-axis is on log scale. (b) Corresponding qq-plots in log-log scales.

highly biased results. Indeed, it is well known that the order book dynamics (and subsequently
the spread dynamics) is subject to long range correlations and strong intraday seasonal effects
(Bouchaud et al., 2009; Fall et al., 2021; GroB-KluBMann and Hautsch, 2013). To avoid these
biases, it is important to account for the intraday seasonality. A common approach is to limit the
computation of the quadratic covariations to certain time slots every day, by assuming that the
seasonal effects between different days are less affecting.

In our case, we use 15min time slots on the real data. More precisely we use eight 15min slots
between 10am and 12pm each day. On the other hand, for the simulated data, we keep the 2 hour
time-slots since there is no seasonality in the model. Figure 3.8 shows these estimations for AXA
and additional plots for BNP, NOKIA and CAC40 are available in Appendix 3.C Figure 3.C.7.
Each plot displays the autocorrelation functions for both true data and simulated data, shown in
linear-linear and log-log scales. Once more, the fits are amazingly good. The model succeeds in
reproducing the autocorrelation function of the spread with a very good accuracy.

d. Autocovariance of spread increments

In this section we focus on the autocovariance function of the spread increments. Let us first give
the exact definition.

Let us define the infinitesimal covariance of the infinitesimal measure dS; as Cov(dSy, dSy ), which
is assumed to be stationary and dependent only on (¢’ —t). We refer to this covariance as g(t' —t),
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Figure 3.8 — Auto-correlation function of the spread for AXA. True data versus model-simulated
data. Each plot corresponds to a different asset. Quadratic variations are used for estimation.
Eight 15min time-slots (between 10am and 12pm) are used everyday for true data in order to avoid
intraday seasonal effects. 2-hour slots are used for model-simulated data.

such that:

g(t' —t)dtdt'

COU(ClSt, dSt/)
— E[dS,dSy] — E[dS,]E[dSy],

Then, one gets, V§ > 0 and V7 > 0,

t+§ t+7+9 t+8 )
Cov(Strs — S Srirr — Siir) = E f is, ds,] — B f dSu]E[J dS,]
t+7 t t+7

t+6 t+7+6
_ J J E[dS, dS,] — E[dS,]E[dS,])

t+6 t+r+6
= f f (v —u)dudv
t+

= 52f0 L g(T + 0(v —u)) dudv

It is thus natural to introduce a normalized quantity, which represents the relative covariance of
spread increment during d seconds with lag 7 seconds:

1
700@(5}4.5 — St, St+5+7- — St+7—) (345)

ACV (6,71) := 5

Let us point out that the function g(7) corresponds to the infinitesimal covariance function of a
stationary process, it should thus decreases to 0 when the lag 7 goes to infinity. It seems reasonable
to assume that it does so in a "regular way". This assumption can be expressed mathematically as
follows: ¢ is differentiable and there exist constant € > 0 and ¢ > 0 such that

g ()] <er™, VY7>0
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Under this assumption, we have, for any 7 > § > §’ > 0, that

1 el
|[ACV (6,7) — ACV(§',7)| = L L (g(t+ (v —u)) —g(t + (v —u)))dudv

1,1
< (6=46 max "(1 + JJ v — u| dudv
( )|y|e[o,max(5,5/)] l9' (T +y)| s | |
1
< =(6-=¢ max "(r +
5 )|y‘€[0’max(575,)] lg'(T +y)|
< c(0 —d")
3(1 —0)°

Consequently, the covariance function ACV (4, 7) can be estimated independently of the value of &
as long as the lag 7 is large enough compared to the value of §. In practice, to avoid estimating
ACYV for all possible values of § and 7, one can fix a very small value for § and then estimate the
ACYV function on a range of 7 that satisfies 7 » §. However, as we will see, if ¢ is chosen to be
extremely small compared to 7, the estimation can become very noisy due to the high-frequency
fluctuations. Therefore to get a smooth estimation, one needs to choose a value for § that is much
smaller that 7 but not so small that it introduces excessive noise.

Figure 3.9 not only visually reinforces this discussion but demonstrates that the model perfectly
reproduces all the statistical features of the true data (of the AXA asset). We choose to represent
—ACYV instead of AC'V since due to the mean reversion property of the spread, we naturally expect
ACYV to be mainly negative. The inset in the figure shows —ACV (4, 7) as a function of 7 in a
log-log scale for a fixed 6 = 0.1s. One sees that if § is too small compared to 7, the result gets
extremely noisy. Moreover it is clear from the plot that the autocovariance function computed
using the model simulated data reproduces very well the behavior of the one computed using the
true data.

The main plot displays the different estimations of the ACV (4, 7) as a function of 7 for different
values of §, indicated in the legend on the right hand-side. Following what we just said, we limited
for each 0 the estimation of ACV(d,7) for values of 7 on a range so that ¢ is small compared to
7 but not too small. This approach results in all the estimation curves practically overlapping,
revealing a smooth curve for the auto-covariance function spanning nearly 7 decades of 7 values.

This curve is close to be linear, indicating that the auto-covariance function is close to be power-
law. One can see the slight latency bump around 7 = 200us, previously discussed in Section b for
Figures 3.5 and 3.C.2. However, the most impressive is the way the estimation computed using the
model-simulated data fits the estimation on true data on the whole range of scales. The fit is very
accurate.

Last but not least, it’s worth noting that the same results hold true when considering the other
assets. This is illustrated in Figure 3.C.8. The remarkable fit between the model and the data
remains consistent across the assets, and the auto-covariance curves exhibit a similar pattern. This
consistent behavior across multiple assets suggests the possibility of a stylized fact present in the
empirical processes of spreads.
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Figure 3.9 — The —ACV (0, 7) functions for different values of § as a function of 7 using a log-log
scale both for using the AXA true data and the model-simulated data (fitted on AXA true data).
As expected (see discussion) the curves for different 0’s fall one onto the over letting discover a
power-law behavior with a slight bump close to the latency time scale ~ 200us (see Section b).
The inset shows the particular curve ACV (4, 7) for 6 = 0.1s. It clearly confirms the fact that if 7
is too far to J the estimation gets very noisy.

3.5 - Illustration on using SDSH model for spread forecasting

The goal of this section is to show that the SDSH model is a good candidate for high-frequency
spread forecasting. However, it is important to note that spread forecasting is a difficult task that
deserves much more dedicated research and comparisons with state of the art methods. It is clearly
beyond the scope of our current study. In this section, our aims are more modest. We just intend to
give some very preliminary results that allow us to glimpse the possibilities of such an application.

The issue we address is the prediction of the spread value at a specific time horizon A in the
very near future (i.e., A < 1 min). According to Figure 3.9, a one-minute time window should be
sufficient to capture the direct impact of past events on future spread values. Taking into account
only the direct impact should be enough to capture most of the dynamics and to give an estimation
of the performance achievable by the SDSH model. Since we lack an explicit expression for the
spread distribution, we rely on Monte Carlo simulations to estimate the expected spread value at
the given time horizon. To elaborate further:

At time ¢y, the spread point process during the time interval [to—60, o] can be summarized by either
{Sutto—60<u<t, Or equivalently by S _eo along with all the events {(t;,e;),t0 — 60 < t; < to}i=1,..n
occurring within the time-interval [¢g — 60,¢o]. Thus, in order to estimate E[St0+ Al Su,u € [ty —
60, to]], which represents the conditional mean at time-horizon A, we simulate 100 processes from
to to to + A with the intensity function at time t € [to, o + A] defined as

= [°(S-) + ) J (t —u)dSg ) (3.5.1)

e'e&

57



3.5. Ilustration on using SDSH model for spread forecasting

where the baseline 1°(t) is a function on t € [tg, tg + A] defined by

u—l—ZZle_egD (t—t;) . (3.5.2)

e'e€ i=1

Before illustrating the performance of such an estimator, let us briefly describe an alternative model,
previously introduced in Grof-KluMann and Hautsch (2013), that we will use as a benchmark for
our numerical tests.

Introducing a benchmark: the Autoregressive Conditional Double Poisson (ACDP)
model In Grof-KluSMann and Hautsch (2013), the authors introduce various spread prediction
models which are all based on the use of autoregressive conditional Poisson model. As our focus
is on high-frequency prediction, we will consider only the so-called ACDP model and not its long-
memory version (i.e., the LMACP, the Long Memory Autoregressive Conditional Poisson model).
Once again, it is important to emphasize that the development of an optimized spread forecasting
procedure based on the SDSH model, as well as conducting a thorough comparison with state-
of-the-art methods, falls beyond the scope of this study. A forthcoming work will be specifically
dedicated to these topics.

Within the ACDP framework, the spread process Si,k € Z is a discrete time series, consisting
of spread values subsampled every A = 30s (as shown below, we explore the effects of varying
this sub-sampling interval which plays also the role of the time-horizon between 3 seconds and 30
seconds):

A =c+ aS,’c,l + BAp_1

' (3.5.3)
S| Fr—1 ~ DP(\k,7)

where S} = S — 1 € N, and DP(\g, ) stands for the Double Poisson distribution defined by

C) (e

e

P(Sp, = nlAx,7) = ey, M)y e ~
Under this model, E[S}, | Fr—1] = Ax.

As shown in Grof-KluBMann and Hautsch (2013), the log-likelihood function of ACDP model
reads:

T
A
log L(c, a, B,7|S1.n1 2 ( log(7) = ¥Ak + Sy, (log Sj, — 1) — log(Sy!) + 7S (1 + log(S, )))

where Ay = (1 — B)"!(c+aB(S))) with B(S;) = S,_, being the backshift operator. When 3 < 1:

e}
At =Y B'Bi(c+aB(S)))
i=0
In practice, one estimates \; based on a truncation of the infinite sum. Specifically it is estimated
N
as Ay = Z B'B'(c + aB(S))), where N is an hyper parameter of the method. In this work, we

i=0
set N to be 60. In fact, after experimenting with different values of N, we found that the results
remain consistent as long as N is greater than 10.
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Numerical results Let us present the numerical results on the relative performances of SDSH
and ACDP based methods. We are going to compare three different predictors for time-horizons
varying from A = 3s up to A = 30s.

- SDSH predictor:

- For each stock, the SDSH model is calibrated on training data which consists of 30-day
spread dynamics within a 2-hour window each day (from 10am to 12pm) for avoiding
strong seasonal effects.

- No re-estimation of the model parameters is made along running the test

- At each time, forecasting is made using the previous 1 minute data following Equations
(3.5.1) and (3.5.2)

o ACDP predictor:

- For each stock, the ACDP model is calibrated using a time rolling window of 1-hour of
spread data subsampled every A seconds.

- Parameters are re-estimated every 10 minutes to ensure that the parameters remain
up-to-date.

- The model employs a one-step ahead prediction strategy using the most recent estimated
model for forecasting.

o Last predictor: A straightforward benchmark predictor involves assuming that Sy follows
a martingale, meaning that the prediction for the spread at time ¢ty + A is the last observed
value of the spread, denoted as S, a = St -

All methods are evaluated over a test period lasting 50 consecutive days, following the initial 30-
day training period for the SDSH model. The evaluation takes place specifically from 1lam to
12pm every day. This time-frame is chosen to accommodate the ACDP method, as it requires a
minimum of one hour to calibrate the model before generating predictions. Therefore, we cannot
make predictions before 11am.

We evaluate these three predictors on three stocks (AXA, BNP Paribas and Nokia) as well as the
CAC40 index future. The performance comparison is presented in Table 3.3.

As table 3.3 shows, the Last predictor is always worse than the SDSH predictor though it out-
performs the ACDP predictor sometimes at the highest frequency (e.g., A = 3s, for AXA and
NOKIA). Moreover the SDSH predictor outperforms most of the time the ACDP predictor (and
systematically for the highest frequency A = 3s). These results are very encouraging in terms of
the predictive performance of the SDSH model. A detailed comparison with several state of the
art predictors and for a wider range of time horizons will be addressed in a forthcoming work.

3.6 - Conclusion

In this study, we introduced a State Dependent Hawkes process (SDSH) for modelling bid-ask
spread fluctuations, which generalizes the spread models presented in Zheng et al. (2014) and
Fosset et al. (2020a). Our model is a 2K-variate Hawkes process which can accommodate different
jump sizes (ranging from 1 to K). In order to account for the current spread value S, we introduced
a spread-dependent term f€(S;) (where e denotes an event type) and multiplied the classical Hawkes
intensity by this term. We chose to use the sum of exponential kernels to benefit from the Markovian
properties of the model. Notably, we demonstrated the ergodicity property in a particular case,
indicating that the spread process converges to a stationary distribution over time.
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A 3s 6s 12s 30s A 3s 6s 12s 30s
Last 0.408 0.587 0.784  1.082 Last  0.833 1.177 1.487 1.818
ACDP 0.514 0.520 0.565  0.808 ACDP 0.737 0.851 0971 1.320
SDSH 0.363 0.478 0.561 0.648 SDSH 0.692 0.865 0.964 1.065
(a) AXA (b) BNP
A 3s 6s 12s 30s A 3s 6s 12s 30s
Last 0.388  0.609 0.904 1.340 Last 0.370  0.421  0.445  0.457
ACDP 0.508 0.609 0.744 1.031 ACDP 0.283 0.258 0.256  0.267
SDSH 0.361 0.543 0.766 1.081 SDSH 0.230 0.240 0.244 0.245
(c) NOKIA (d) CAC40 Index Future

Table 3.3 — Mean Square Error (MSE) of the 3 different predictors, Last, ACDP and SDSH for
different time sub-samplings A (which plays also the role of the time-horizon).

Then we calibrated our SDSH model using high-frequency data obtained from CAC40 Euronext
Market, including three stocks (AXA, BNP, Nokia) and the CAC40 Future index. We examined
the estimated spread-dependent term f, as well as kernel functions to better understand how they
affect the spread dynamics. Our analysis revealed that the estimated f¢(-) is decreasing when e is
an event which increased the spread, while for at least one downward event €, fe'(-) is increasing.
Such f€ is able to press the spread down when its value is high by exciting more downward events.
In terms of kernel functions, our estimation results showed that most of them tend to decrease very
slowly, resembling a power-law kernel function.

We studied the ability of this model to capture various spread statistics. We found that our model
very successfully replicates the spread distributions, measured by both calendar time and event
time. We also observed that the model accurately reproduces other important statistical features,
including the distributions of inter-event times, spread autocorrelations as well as spread increments
autocovariance.

Finally we demonstrated the effectiveness of the SDSH model in predicting the spread across
different sample window sizes. Our results suggest that the SDSH model is a reliable and robust
choice for predicting the spread.
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APPENDIX

3.A - Proof of V-uniform ergodicity

We restrict our model to the case where K = 1 and L = 1. The model then is written as follows:

w0 = s+ 3 [ o - st
e'e€
where & = {+1,—1} =: {4+, —} and ¢*¢(t) = a®¢ Be

This section is devoted to the prove of the Proposition 3.2 of Section 3.2.3. From now, we replace
event + by 1 and — by 2. To avoid the ambiguity of notation, in the following part, we replace the
superscripts by subscripts. Under the new notations, we replicate the proposition here:

Proposition. Let us consider the model given just above and X = (Xpm)imeq1,2)- Assume that the
following conditions are satisfied

fo(1) =0
f2(S) = ~S for some v > 0 when S > 2 (A3)
Sgp{fl(s)}(au +oqp) <1

then the process (St, X¢) is a V-uniformly ergodic Markov process.

Remark 3.1. Let us note that in this model, the last condition sup{fi(S)}(a12 + a11) < 1 is
S
equivalent to (12 + a11) < 1 and sup{f1(5)} <= 1.
S

Lyapunov function

t
As Xy (t) = f alme_ﬂ(t_s)dN;”,
0

Xmm(t) = —ﬁle(t)dt + CklmdNtm
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Function Vj,,,(X;n,)

Wm(le) = le

The infinitesimal generator £ of Xj,, on Vi,

LV (X)

Function Vg(S5)

AmAm — BXim
_ﬁle + almfm(s),um + almfm(s)(z /Ban)

_Ble + almﬂmfm(s) + almﬁfm(s)(xml + Xm2)

Va(5) = S

As dS; = dN} — dN?, the infinitesimal generator £ of S on Vi:

LV3(S) = A1 —Xo

= fi(S)w + Bf(S) X1 + Bf1(S)X12 — f2(S)p2 — Bf2(S) X1 — Bf2(S) X2z

Function V on (X,S) Now we consider a function V' on (X, S)

where 70y, n > 0.

V(X, S) = Z nllem + 775
1,me{1,2}

Then the infinitesimal generator £ of (X, S) on V is:

LV(X,S) =

—m1B8X11 + nuaripr f1(S) + miaa Bf1(S)(X11 + X12
—m2BX12 + maaiape f2(S) + mac128f2(5)(Xa1 + Xao
—m218X21 + na1az1p1 f1(S) + m21a1 B1(S)(X11 + X12
—22 X022 + Naauaapiz f2(S) + M2z B f2(S)(Xo1 + Xoo
+nf1(S)pr +nBf1(S)Xa1 + nBfi(S) Xz
—nf2(S)p2 — nBf2(S) X21 — nBf2(S)Xa2

)
)
)
)

Before giving the proof of Proposition 3.2, we should mention the following theorem. See Theorem
5.2 in Down et al. (1995) and 2.5.2 in Abergel and Jedidi (2013).

Theorem 3.1. For a y-irreducible, aperiodic Markov process X, if the following drift condition
(D) holds, then X is V-uniformly ergodic.

(D) For some p,b> 0 and a coercive function V > 1

LV < —pV +b

Proof of Theorem 3.2. Suppose that we have already the following conditions:

M202 + N22022 <N
(H) =< mian + maragr +1 < nu

Mmiail + Neicer + 1 < N2
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Chapter 3. State-Dependent Spread Hawkes model

To proceed, we will split LV (X, S) into four distinct parts and show their individual upper bounds.
,CV(X,S) =hLh+L+I3+ 14

where

~
iy
Il

(1) + @)
= —n1BX11 — m2BX12

+mianBf1(5) (X1 + Xi2) + mera1 Bf1(8)(X11 + X12) +n8f1(5)(X11 + Xi2)
< (=11 +muioar + naraor +n)BX11 + (=m2 + Mo + naiaer +7)BX12

< —€e18X11 — e28X12

this last inequality is directly derived by conditions (Hz) and (Hs).

Iy = (3) + (4)
= —n218X21 — 1225 X022
+ ma20a2B f2(S)(Xo1 + Xo2) + ma2aaff2(S)(Xa1 + Xo2) — 15 f2(S)(Xa1 + Xa2)

= —n218X21 — M228Xa2 + (M2a12 + naaaze — 1) Bf2(S)(X21 + Xa2)

(H1)
< —n218X21 — 22 X2

Now for the other two terms I3 and Iy:

13 = (5&)
= muiaa1p f1(S) + marceipr f1(S) + nua f1(S) < muicaipn + naraipn + g =: Ch

Iy = (5b)

= naaiape f2(S) + naaagapiz f2(S) — nf2(S)pu2 = (Mmaar2 + ne2anz — ) f2(S) 2

(Az2)
< —copafa(S) < eopzy — eopzyS =: Cy — —eopzyS

where
o 0 <ey <n—n2a12 — Na202
o 0<e <nmi— (Mo + neiagr + 1)

o 0<e <ma2— (Mioar + neiaz1 + 1)

Therefore
EV(X,S) =h+L+1I3+1,
< —e18X11 — €26X12 — 1218 X21 — n228Xa2 + C1 — eoua f2(5)
< —e1X11 — €6X12 — 121 8X21 — 228X + C1 + Cy — eopiayS
< —p(m1X11 +m2X12 + 21 Xo1 + 1m22Xe0 +1S) +C
=—pV(X,S)+C
€ € €
where p = min{—l, 21 O'UQW},ﬁ >0and C =C1 + (s

mi m2 T n
Now we only need to find some 7;,,,n > 0 satisfying the hypothesis (#) to finish this proof.
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3.B. Log-likelihood function of spread model

11 1— a1 11— a1 .
As a1 + a1g < 1, <1< . We note 0 = —( —1). Then the following values
1— a9 19 2 12
for mim, n
( 1—an
m1=1,m2 = —6>1=n"
a2
Q
21 = 5 ,1722 iy (3.A.2)
Oé 40&22
n=1-a;— 550412
satisfy the condition (). O

Remark 3.2. For a more complicated version of our model:

AC(t) = fO(Si_) “+ZJ “(t — $)dS¢)
e'e€
where £ = {+1,4+2,—1, -2}, =€ (t) = a®¢ Be Pt (exponential kernels). Using the same proof, we
can prove that under the following conditions (A1) and (H1), the (X,S) is a V-uniformly ergodic
Markov process.

(f~1(S) =0 when S =1
(A) = f72(S) =0 when S = 1,2
! max(f~(S), f72(9)) = S for some v > 0 when S >3
LFTHS), F72(S) < 1 for all S
Ze T]C,—laeyil < T]
o.—o0® 72 < 2
(Hl) = 2677, 2 1 n /
DeMe 10T+ <nige Ve el
LZE 77€7+2a67+2 + 27’ < N+2,e, Ve' e £

And the coercive function V is V(X,S) = Ze,e'eg Nee' Xeer + 1S

3.B - Log-likelihood function of spread model

The log-likelihood function for the spread model is a function on u, o and f. For brevity, we will
only give the formula for the case where L = 1 (only one decay). In order to distinguish from the
notations that already exist, the log-likelihood function is denoted by L. Consider a realization on
[0, 7] and denote by {tf} the event times on S¢. The log-likelihood function is:

L(a g, /) =Z<—f

ee€ 0

T

X(t) dt + f log \°(t) dS)
0

5e(T)

iy
=% 3 losi + 3 a8 [T asy+ 3 Y a5y BB

ecf k=1
—ZJ e + Zoﬁe,@f —BU=9)q5e") ro(S,) dt
eef e'e€

where S¢(T) is the number of event e in [0, 7], and t{, is the timestamp where the kth event (type
e) occurs.
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Chapter 3. State-Dependent Spread Hawkes model

3.C - More numerical results

In the main body of this paper, our empirical results are primarily centered on AXA. However,
the optimal hyperparameters may vary when applied to different assets. In this section, we present
similar empirical results for the other assets (BNP, Nokia and the futures contract of CACA40).
These results serve to demonstrate the versatility and effectiveness of our model across a range of
assets, thereby enhancing its performance and applicability.

s=1 s=2 s=3

1o 425 1o 25 4+l 425 1o 25 +1o 425 -
} \ | '

- 2

s42 0 0 0 0 0 0

-1 001 023

--1 0.02 [ 046 0.06

001 021 0.02

0.11 0.09 0.25

0.02 012 0.02 0.03 0.08 0.01

0.06 0.03 01 | 0.03 0.01 0.07

(b) NOKIA

Figure 3.C.1 — Relative kernel integrated quantities I, .(¢’) for (a)BNP and (b) NOKIA. Each
heatmap matrix corresponds to a stock and a value of s, displaying I .(¢’) (defined by (3.4.3)) as
a function of e (vertical axis) and €’ (horizontal axis).
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+1-> -1 -1-+1 +2-> -2 -2-+2
+ | + |
& 10724 o 5 o
107% 1072 10° 102 107% 1072 10° 102 107* 1072 10° 102 107% 1072 10° 102
t (second) t (second) t (second) t (second)
(a) BNP
+1- -1 -1-+1 +2-> -2 —2-+2
* R * L
% 10724 o 5 5
1074 1072 10° 102 104 1072 10° 102 1074 1072 10° 102 1074 1072 10° 102
t (second) t (second) t (second) t (second)
(b) NOKIA
+1- -1 -1-+1
£ 10 =2
+ R
%107 X
107* 1072 10° 107 107 1072 10° 102
t (second) t (second)

(c) CAC40 Future

Figure 3.C.2 - Hawkes kernel shapes for (a) BNP, (b) NOKIA, and (c) CAC40 Future. In each
figure we present four (two for CAC40 Future) contrariant Hawkes kernels (i.e., p&¢ for e = —¢').
Each kernel goe’el (labeled €’ — e on the figure with e, e’ € £) represents the influence of the past
jumps of size €’ on the occurrence probability of a future jumps of size e. Each kernel is represented
as a sum of L = 6 exponentials, specifically ¢%¢ (t), where cpe’e/(t) = Zf;l ale’elﬁle*[glt, where 3; = T%
and 7; takes values in the range {107%s,1073s,...,10's}. All the kernels are displayed on a log-log
scale and show a power-law behavior on a large range of scales (3, 4 or even 5 decades)
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Calendar time Before-event ds
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Figure 3.C.3 — Spread distributions, comparison between true data and the the data obtained
through simulation of (a) BNP, (b) NOKIA, (c) CAC40 Future. The left-hand figures are the
Calendar time distributions, the middle figures are the event time distributions, and the right-hand
figures are the distributions of spread jumps size.
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Figure 3.C.4 — BNP Inter-event time distributions.
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Figure 3.C.5 - NOKIA Inter-event time distributions.
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(a) Compare empirical inter-event-time

distribution with simulated inter-event-time distribution. The x-axis is on log scale. (b) Log-log
qq-plot of empirical inter-event-times (x-axis) vs. simulated inter-event-times by model (y-axis).
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Figure 3.C.7 — Spread autocorrelation for (a) BNP, (b) Nokia, (c) CAC40 index Future. True
data versus model-simulated data. Each plot corresponds to a different asset. Quadratic variations
were used for estimation. Eight 15min time-slots (between 10am and 12pm) were used everyday for
true data in order to avoid intraday seasonal effects. 2 hours slots were used for model-simulated
data.
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Figure 3.C.8 — Autocovariance of spread increments. The —ACV (4, 7) function for different
assets. For each asset the curves that are displayed (in the main plot and in the inset) follow the

same protocol as the one of Figure 3.9
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CHAPTER 4

HAWKES PROCESS WITH SHOT NOISE MODEL

Joint work with E. Bacry, T. Deschatre, M. Hoffmann, J.-F. Muzy

We propose an expanded version of the Hawkes process model introduced by Bacry et al. (2015a), which we call
the "Hawkes processes with shot noise" model. To capture the exogenous source of correlation, we introduce
a latent dimension (shot noise) to the model. This latent dimension encodes the exogenous information that
cannot be observed through the price processes, such as news and some specific agent behavior. We prove
some limit theorems for this model and provide a non-parametric method for estimation. We also apply this

model to real financial data.
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4.1. Introduction

4.1 - Introduction

Modeling the dynamics of asset prices has always been a crucial and also challenging task. At
large scales, Brownian diffusion models are widely used. However, these continuous-time models
have limitations when it comes to capturing the microstructural noise. On the other hand, Hawkes
process, a finely grained model, has the ability to capture the main stylized facts of high-frequency
data, such as Signature plots and the Epps Effect, as demonstrated in Bacry et al. (2013a). Hawkes
process is a class of multivariate point processes, introduced by Hawkes (1971a,b) in the seventies.
Since then, it has become very popular across various domains, including in finance. A significant
body of literature is devoted to this topic, starting with the pioneering work of Bowsher (2007).
Research on asset price modeling focuses on both single-asset prices models and multi-asset prices
models. Single-asset works include Bacry and Muzy (2014); Da Fonseca and Zaatour (2015), which
involve studying volatility and price autocorrelation. Bacry et al. (2013a); Da Fonseca and Zaatour
(2017) are examples involving multi-asset models, which studied the correlation between assets
prices. In this work, we follow the work of Bacry et al. (2013a,b) and focus on multi-asset models
as well as the correlation between asset prices.

What are the factors contributing to the correlation between two assets? In this work, we propose
that correlation arises from two different sources. The first source is the endogenous source, which
comes from the internal feedback mechanism of the price processes themselves. This self-impact
leads to correlations between assets. The second source is the exogenous source, driven by the
external information, such as the news and agent behavior. An noteworthy recent work to mention
in this context is Marcaccioli et al. (2022). In this paper, the authors showed that the abnormal
price movements following news releases (exogenous) exhibit different dynamical features from
those arising spontaneously (endogenous). Similar research can also be found in Bouchaud (2011);
Sornette (2006); Sornette and Helmstetter (2003).

In the context of correlation between assets, to illustrate the exogenous source, let us consider the
example of Bobl and Bund. These two assets are highly correlated, because they represent futures
contracts on the same underlying asset with different maturities. As a result, global information
of the underlying asset, such as news, can affect the prices of both assets. Moreover, traders who
engage with both assets may employ hedge and arbitrage strategies and thus trade on both assets
simultaneously. We can refer to these traders as cross-traders.

In this study, we present two models referred to as the "Hawkes process with shot noise" models,
or abbreviated as "shot noise models". These models are designed to capture the different sources
of correlation between two assets. In addition to the multivariate Hawkes process proposed in
Bacry et al. (2013a), we suppose the existence of a latent (multivariate) Poisson process. The two
models are respectively called the latent-behavior model and the latent-information model.
The latent-behavior model assumes that the exogenous source of correlation comes from the latent
behavior of above-mentioned cross-traders, while the latent-information model assumes that the
exogenous source of correlation comes from the latent information, such as news.

Let us consider a simplified scenario where we have two counting processes, denoted as N; and No.
These processes count respectively the numbers of trades on Asset 1 and Asset 2.

o In the latent-behavior model (two-dimensional asset process), each observable process
comprises two terms. Specifically, Ni = N; + Ny and Ny = Ny + N5. Let \; denote the
conditional intensity of N;, for i € {1,2,3}. N3 is a latent Poisson process, representing
the cross-trader decision which is not directly observable. Whenever a shot noise event N3
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Chapter 4. Hawkes process with shot noise model

takes place, it generates two events in both asset processes N4, N5, with a random delay. If
we denote the point process N3 as {t;}icn, then Ny and N5 are respectively {t; + Ay ;}ien
and {t; + Ao }ien. Ap; are independent random variables. The latent-behavior model is
mathematically defined as:

t t

e11(t — 8) d(N1(s) + Na(s)) + L p12(t — 8) d(N2(s) + Ns(s))

pon(t — 5)d(Na(s) + Ns(s)) + fo pon(t — 5)d(Ny(s) + Na(s))

N :)\1(75)2,&1-1—‘[
0
t

No : )\Q(t) = U2 +J
0
N3 : A3(t) = p3

N1, Ny are the events partially generated exogenously and independently with rates pp and
o and partially generated endogenously, by the self-exciting mechanism.

o In the latent-information model, the latent process N3 represents the latent information
such as news. The conditional intensity of the assets processes are defined as:

t t t

Nl : )\1(75) = u + J (,011(t — S) le(S) + JO @12@ — S) dNQ(S) + JO @13@ — S) ng(S)

0

t t t

NQ : )\Q(t) = u2 + J (,021(t — 5) le(S) + J;) @22@ — S) dNQ(S) + JO @23@ — S) ng(S)

0
N3 : A3(t) = us

We assume the Poisson process N3 is the latent information, such as the news. In this
scenario, the shot noise events will only affect the intensities of both assets processes, without
superimposing events on them. The observable processes are N; and Ns.

In this work, we mainly focus on the first shot noise model, i.e., the latent-behavior model. As
to the latent-information model, we will briefly discuss it in Section 4.6. Following Bacry et al.
(2013b), we will also provide some limit theorems for the Hawkes process with shot noise models.

Since the shot noise process is latent, estimation of the parameters of these shot noise models are
challenging. For the classical Hawkes process, Achab et al. (2017) conducted a non-parametric
cumulant method (NPHC) to estimate norms of Hawkes kernels. In this work, we will demonstrate
that the NPHC estimator remains effective for the shot-noise models. Other existing methods
typically rely on EM algorithm, such as Linderman et al. (2017); Mei et al. (2019); Shelton et al.
(2018). In the appendices, we will also provide a Sequential Monte Carlo EM method for the
parameters estimation for the shot noise model with latent agent behavior.

Outline The rest of this chapter is organized as follows. Section 4.2 introduces a two-dimensional
latent-agent-behavior shot noise model. Prior to that, we provide some common notation and a
review of the bivariate delayed Poisson process. In Section 4.3, we extend the limit theorems
presented in Bacry et al. (2013b) to the latent-behavior model. Section 4.4 focuses on the review of
the NPHC estimation method and its application to the latent-behavior model. In Section 4.5, we
further extend the model to higher dimensionality and apply it to the real financial data. Section
4.6 is devoted to a brief study on the latent-information shot noise model. Finally, in Section 4.7,
we conclude this work and discuss some future research directions.
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4.2 - Hawkes process with shot noise model (latent-behavior)

4.2.1 Notation and definitions

o Let I,,x,, denote a matrix in R™*™ filled with 1
o I,, denotes an identity matrix in R™*™

o ®(t) is a matrix of Hawkes kernel functions

0
o U(t) = Z O*"(t) where ®*"(t) =P+ P x--- x D
-—

n=1

n times

o0
o Kernel norm matrix G := ||®| = J O(t)dt
0

o R(t) = I,0(t) + ¥(t) where m is the dimension of the process and 0(t) is the Dirac
function

s R— LOO Rt)dt

Q0
o The operator (-, -) is defined by {f,g) := J f(t)g(t)"dt for two matrices of functions f and
0
g with f,ge L2(R,).

4.2.2 Bivariate Delayed Poisson process

Suppose we have an unobservable main Poisson process Nx of rate u. A bivariate delayed Poisson
process (N7, No) is constructed from the main Poisson process Nx (see Lawrance and Lewis (1975);
Lewis (1972)). An event at time ¢ in Nx produces an event at time ¢ + A in N and an event at
time ¢ + A® in No. AM and A@ are two independent random variables.

The following proposition is from Example 7.3(a) in Daley et al. (2003).

Proposition 4.1. Suppose that AM) and AP are two independent random variables with exponen-
tial distributions of parameters ay and ag respectively. Suppose that at time t, given the internal
history Fi—, Nx(t) = m, N1 = ni, Ny = ng, where necessarily m > max{ni,ns}. Then the
intensity of (Nx, N1, N2) is given by

Ax (t)
A (t) = a1(m — nq) (4.2.1)
)\g(t) = ag(m — ??,2)

W
a

The margin intensity of N; is given by \;i(t) = u(1 — e~ %), When t — oo, the marginal processes
become simple stationary Poisson processes of rate pu.

Remark 4.1. We can also consider (Nx, N1, Na) in Proposition J.1 as a multivariate Hawkes
process. In this case, the conditional intensity can be written as

Ax(t

W

<+

)
(4.2.2)
Ai(t) = . a;(dNx(s) — dN;(s)), fori=1,2
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Therefore the kernel matriz is

0 0 0
q)(](t) = <I>0 = ai —ai 0 (423)
a9 0 —a

In the context of the Hawkes process framework, we define the function:
0
Ro(t) = Y ®5"(t)
n=0

Here, ®5"(t) represents the result of convolving the function ®¢(t) with itself n — 1 times using
matrix convolutions. Let A(t) and B(t) denote two square matrices of functions, and (A x B);;(t)
represents the matrix convolution operation between A and B. Specifically, (A » B);;(t) is given

¢

by: (A * B);;(t) = ZJ Air(8)Byj(t — s)ds. Specifically, A*(t) = do(t)I, where dy(t) is the Dirac
% Jo

delta function and I is the identity matrix.

By using an induction argument, we can demonstrate that ®§"(¢) can be expressed as follows:

tn—l

5" (t) = @ 1)

Here, ®( represents the matrix inner product performed n times. By calculation, we find that:

0 0 0
of = (-1)"" | (@) —(@)® 0
(az)" 0 —(az)"

Consequently, we have, Ro(t) = 6o(t)I + ®ge~®0! and

1 0 0
0
Ro:f Rotydt=| 1 0 o
0
1 0 0

This result is independent of the values of a1 and as.

4.2.3 (2 x 2 + 1)-dimensional Hawkes process with shot noise

Consider a simple scenario where we have two distinct assets, and we can observe the moments
when their prices change. We assign the event type that moves the price of Asset 1 as e = 1, and
the event type that changes the price of Asset 2 as e = 2. The point processes associated to these
two event types are respectively denoted as N; and No.

In this work, we assume the existence of an unobservable exogenous Poisson process. We introduce
a delay for each asset. When a noise event occurs at time ¢, this noise arrives at asset 1 with a
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4.2. Hawkes process with shot noise model (latent-behavior)

delay A1) ~ Exp(a;)’, i.e., appearing at stock 1 at time ¢ + Aj. Similarly, it arrives to stock 2
with a delay A®) ~ Exp(as), appearing at ¢t + A®). Intuitively, this model can boost the macro
correlation of the two prices thanks to these "common" shot noises. For example, when all the
events originate from the shot noise, the macro correlation can even attain 1, which the classical
model without shot noise cannot achieve. A 2-dimensional model is illustrated in Figure 4.2.1.

2
A® AP AP
A A® A
Pt PEEN s
N =N +N, —4¢— 4 O———O0—— ¢ N
oM
N, =N, +N;s = o = Yol - — Oo— XN
o N
N.
A —x x x o %
t (second)

Figure 4.2.1 — An illustration of a 2D latent agent behavior shot noise model. For i € {1,2},
N; = N; + N, 3 represents the i-th price process which is observable, while N3 stands for the latent
shot noise process which is not directly observable. The yellow dashed arrows show the relation
of generation. If an arrow points from a empty circle, it means that the event is an immigrant
generated by an exogenous intensity for self-exciting processes. Otherwise, the arrow points to a
child from its parent. The delay of the k-th shot noise on Nj is indicated by A,(j) (by our setting

A,(f) ~ Exp(a;)). The common shot noise is represented by the greed shade.

Definition 4.1 ((2 x 2 + 1)-dimensional Model). Suppose ai,as > 0, the intensity vector of N =
(Ni)iz1,2,.5 is defined as

t t

Ny : )\1(15) = U1 +J (pll(t — 8) d(Nl(S) + N4(S)) -I-J(; @12(?5 — 8) d(NQ(S) + N5(8))

0
t

Ny : Ao t) = g + Jot (ng(t — S) d(NQ(S) + N5(S)> + J;] ngl(t — 8) d(Nl(S) + N4(8))
N3 . )\3
Ny : M
N5 : )\5 t) = a9 (Ng(t) - N5(t))

(4.2.4)

\

An oversimplified interpretation Let’s consider a scenario where there are two assets and
only three distinct types of agents operating in the market. Type-1 agents trade only the first asset
and Type-2 agents trade only the second asset. However Type-3 agents possess both assets. Type-1
and Type-2 agents engage in trading activities using information from both assets, employing self-
and cross-exciting kernels. On the other hand, Type-3 agents make their trading decisions based on
a Poisson process (N3), therefore independently to the events of both assets. When Type-3 agents
decides to trade, they respond to both assets with independent random delays Exp(a;). However,

at

1. The probability density function for Exp(a) is ae™
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Chapter 4. Hawkes process with shot noise model

it’s important to note that in the market, Type-1 and Type-2 agents are unable to differentiate
between events generated by Types-1,2 or Type-3 agents. Consequently, they respond to both
types of events using the same kernel (the reason for the term ¢;;(t — s) d[N;j(s) + Nj;3(s)])-

11 P12 o O2x1,0H
Let o = L , the kernel matrix for the complete model is ® = : where

Y21 P22 03x2 ®g

a0
®g is defined in Equation (4.2.3). We denote puy to be & and Yy (t) = Z o (t).

M2 n=1
—al 0 al
Proposition-definition 1. Let I' = and vy =
0 —a9 as
Forte R,
0
W) = D e(1)
n=1
u(t) Yu*3(t) Yu(t) +Yu*T(t) (4.2.5)
= 01><2 0 01><2
0252 (1) L(t)
_ —aqje "t 0 ae” it
where T'(t) := Telt = ' ,A(t) i= ety =
0 —age 2! age 2t

Therefore R(t) = I50(t) + ¥ (t), and

Ry (Ry — I2)lax1 O2x2
o0
R= | Rit= |0, | 01 (4:2.6)
0

O2x2 Iox1 022
Proof. For n e N*,

oI Tk i+ TRy SR g« TR

O™ = | 012 0 O1x2
0o 5 F*(nfl) >y T*n
tn_l
Since I™*"'(t) = F"W, we have directly > 7" [*"(¢) = Iel
n—1)!
e ¢
DTy (t) = (126(8) + Te™) x(t) = (J (I20(s) + Tel®)ds) -y =€ -y
k=0 0
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4.3. Limit theorems

8

o0

Z cpﬁf*r*(n_k_l) xy =y * (2 F*k‘) *xy =y * (eFt.ry)
1k=1

n k=0

Corollary 3. The mean intensity of the complete model is

Rypg + (Ry — I2)lax1p3
Ry (Ry — I2)Iax1 O2x2 LH

H3
A=Rpu= |04 1 O1x2 ug | =
H3
02x2 Iox1 O2x2 ) \O2x1
M3

-
We denote by Ay the mean intensity vector of (N1 NQ) , that is A = Rypg+ (R —I2)laxips.

Then the observable mean intensity is

- 3 1+ u3
A=Ay + a = Ry H a

3 p2 + 3

4.3 - Limit theorems

4.3.1 The law of large number and the central limit theorem

Consider the following assumption:

o0
For all i, j € {1,2}, [¢mqj| = J @i (t)dt < oo and the matrix
0

(Ad-1)

G = ||| has spectral radius smaller than 1

— N 1 N1+ Ny
The observable process N = | | =
N2 N2 + N5

Theorem 4.1. Assume that (A4-1) holds. Then N; € L?(P) fort € R*, and we have

1
sup || Ny — vRu| — 0
ve[0,1]

as T — o almost surely and in L*(P).
For observable process N

— 0

1 _ _
TNT’U - UA

ve[0,1]

where A is defined in Corollary 3.
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Chapter 4. Hawkes process with shot noise model

Theorem 4.2. Assume that (A4-1) holds. We have

1
Nii (N7y — E[N7,]) — REV2W,, forve [0,1]

in law for the Skorokhod topology as T — 00. (Wy)yejo,1] 95 a standard 5-dimensional Brownian
motion. X is the diagonal matriz such that ¥; = A; where A = Ry.

As the elements of the last two columns of R are all 0,

A O Wi v
Ry + (R — I)lax113W3
0 Ay \Wa,
1
ﬁ (N1y — E[N70]) — psWs forve[0,1]
psWsy
psWsy

Therefore, for the observable process N

1 - _ AW + uzWs,
Nia (N7w — E[N7y]) — Ry forve[0,1]
A2W2,v + ,U/SWB,U

Corollary 4. Suppose that (A4-1) holds and furthermore we have the following restriction on ¢,

0
J o (t)t2dt < oo (A4-2)
0

Then NT(%Nry — vRu) — REYV2W,, v € [0,1] in law for the Skorokhod topology when T — 0.
Moreover,

1 _ _ AW, + usWs,

VI N, — ok) Ry [V

A2W2,v + M3W3,U

4.3.2 Empirical covariation across time scales

For N € N, set X; = N;—E[N¢]. On a time interval [0, T], for 0 < A < T, the empirical covariance
matrix of IV is defined as

[T/A]
1 T
Var(N) = D (Xia — X—nya) (Xia = Xg-1)a) (4.3.1)
i=1
_ Ny + Ny _ _ _ _
Similarly, for N = , set X; = N; — E[IV{], the empirical covariance matrix of N is
No + Nj
- LA - - - -
Car(N) =7 D (Xia = Xg-na) (Xia — X1)a)
i=1



4.3. Limit theorems

Theorem 4.3. Let (Ar)p=o be a family of positive real numbers. And suppose Ap/T — 0 as
T — oo. We have
Va,r(N)—va, = 0asT — o0 in L?

VA:f
R

In particular, for the observable process N,

where
t—s]\" T
1-— N R(s)XR(t)' dsdt

2
+

CAT,T(N) —cap = 0asT — o0 in L?

where

(4.3.2)
|t — 3’ + _ 0 1 _ T
“‘3J 1- (R (s) *F(s)) ( a0 *I‘(t)) ds dt
R A 10
Corollary 5 (Macroscopic covariance).

A

lim CA = RH Lo L

A—0 A
B3 A2

_ T
where A = <]\1 ]\2> is defined in Corollary 3.
Corollary 6 (Microscopic covariance). Assume that a; = az = a » 1, for A ~ O(a)

1 _ _ _
CA = KOO’U(NH_A — Nt, Nt+A — Nt)

A 0 _ ,—alA 0
-1 +<11€A> ") 4 acto(a)
0 A a 3 0
where
- 1 ]\1 M3 1 Al 3 e Al 143
c= <§¢H(0) _ + 5 ~ d]H(O)T + J 7/1H(t) g T,ZJH(t)Tdt>
ps Az us Ao 0 s Ao

Remark 4.2. If ¢ = xCov(Ny t4a — Nig, Nogya — Noy). For an given a,
1
k= §M3GA +2A +0(A)

where

e = %WH,H(O)H?) + p12(0)Aa + P21 (0) A1 + 1pr22(0) i3)
+ MPr i, v a1) + Mol a9, Wi oe) + ualmat, Virea) + us(bm 12, Vo)

= 3 <;¢H,11(0) + %1/11{,22(0) + YH 12,V 21) + <¢H,11,¢H,22>>
+ <;7/}H,21(0) + (Y 11, ¢H,21>> A+ <;¢H,12(0) + <7/)H,123¢H,22>> As
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Chapter 4. Hawkes process with shot noise model

Then the shot noise term us is non-negligible and observable if

3 (; + %1/11&1,11(0) + %%bH,zz(O) + bEa2, YE21) + {PE A1, ¢H,22>>

» <;¢H,21(0) + <1/1H,11,¢H,21>> A+ <;¢H712(0) + (P2, ¢H,22>> A

If we suppose furthermore that 1V (0) are small compared to (g, V), then the following condition
for a if sufficient to have an observable microscopic shot noise

a

1 _ _
5 > s (Wr a1, YA + Wuiz, YaeyAe) — Wiz, Yuor) — Vmit, i)
Example 3. Let us consider a model with the following parameters:

0 g = (0.2 0.1) and pz = 0.15

’ 08 0
0 pmj(t) = aijeiﬂ where a = and B =1
0.3 0.6
0Oa =a =a
a=10* a=103 a=102
10!
B SN g ey Suu B S I eSSV sy S B SO IR = S S
1073 — c%(a,n) — c%(a,n) — c?(a,n)

—-= fla,h) —-= fla, D) —-= fla, D)

10~ 102 10° 102 1074 1072 10° 102 10~ 102 10° 10?
A A A

(a) Comparison of ¢'2 and f curves for three different values of a

10-1 e B e

1072

1073 — 2(1044) 104, 1)

—e— c12(10%,A)  --%- f(10%,4)

1074 —— c1(102,A) e (102, A)

107° 1074 1073 1072 107! 10°
A

(b) Comparison of three different values of a in one single plot

Figure 4.3.1 — Microscopic covariance for different values of a. The solid lines indicate the covariance
curves c?(a, A) = %C’OU(NLHA—NM, N3+ a—Na ), while the dashed lines represent the functions

—aA
f(aaA):,u?)(l_ al
of length 10% seconds, equivalent to approximately 3.68 - 10° events.

). For each a, c*?(a, A) is empirically calculated from a simulated process

Through Figure 4.3.1, we can see that as a attains a significant magnitude, the platform on the
quasi-constant segment of f becomes noticeable. Conversely, when a is small, the platform vanishes.
Therefore, when assuming the value of a is large enough, this microscopic correlation curve can
also be an heuristic criterion to detect the presence of the shot noise.
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4.4. Estimation: Apply NPHC on Hawkes with shot noise model

4.4 - Estimation: Apply NPHC on Hawkes with shot noise model

4.4.1 Review: Non-Parametric Hawkes Cumulant estimation methods (NPHC)

In the paper Achab et al. (2017), the authors developed an estimation technique by using the

cumulants method. Given a classical d-variate Hawkes process IV, let us define its conditional
t

intensity vector as Ay = pu + f o(t — s) dNg, where @(t) is the d x d kernel matrix. This paper
0
provided an consistent estimator for the first, second and third-order integrated cumulants and

then usd these cumulants to estimate the kernel matrix norm, i.e., G = f ®(t)dt (or equivalently

RasR=(1-G)™).

1
A = (15141;% EE[Nz t+8 — Z Rimpim
1
Cij = lim — COU( it+6 — N; it Nj,t+5+7‘ - Nj,t+7‘)
6—0 TeR
d
= > AnRimRjm (4.4.1)
m=1
o1
Kijr = lim — Skew(Ner(; = Nity Njtrsr — Njprts Nigysir — N tir)
§-00 TeR JT'eR

d
Z (Riijkam + Rsz]mka + szR]mka - 2AmRszJmka)
m=1

where Skew stands for the function of coskewness i.e., Skew(X,Y,Z) = E[(X — E[X])(Y —
E[Y])(Z — E[Z])] for three random variables X,Y, Z.

Given a realization of a Hawkes process with asymptotically stationary increments Ny on [0, 7], let
us note the realized process as {(tx,er),k = 1,2,...,n}. The estimator of these three cumulants
are given by

A 1 & N;
A= Ele = = ZZLT

’ﬂ \

2 Le,,=i ( tmtH — Njty - — QHAj)

3

1

(4.4.2)
Kijp == 2 le, i [( it — Nio p — 2HAj> (Nk,t,,L+H — Nit — 2HAk>]

- Z loy—jeg=k(2H — |ty — to|)" + 4H2A; A ;AL
pq 1

for a H such that:
o each kernel ¢; ; is essentially supported by [0, H]
o large enough s.t. the integration in the Eq 4.4.1 can pass to [—H, H] with a small error
o small enough compared to T

The NPHC algorithm estimates the kernel norm matrix G by minimizing the "difference" between
estimated cumulants and the theoretical cumulants.
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Chapter 4. Hawkes process with shot noise model

4.4.2 Applying NPHC on Hawkes with shot noise model

The focus of this section is to provide the cumulant computations for the Hawkes model with shot
noise and to demonstrate the validity of the cumulant method for our model. We note that the
unknown variables in this model are Ry, puy and ps which represent the integrated triggering
kernel matrix, the exogenous intensity vector for the Hawkes process, and the rate for the shot
noise Poisson process, respectively. It is worth noting that the parameters a; are not included in
the unknown variables, since they vanish in the macro cumulant terms.

In total, the number of parameters in the model is 7, where 4 is the number of parameters in Ry,
2 is the number of parameters in g, and 1 for us.
Mean intensity

The first-order cumulant of the full model is

Ry (Ru — I2)ax1 O2x2 WH Rypg + (Ry — I2)lax1p3
A= O1x2 1 O1x2 u3 = H3
0252 Iox1 022 O1x2 3ot

Let us represent Rypumg + (Rg — I2)lax1us as Ag. The observable first-order cumulant is the sum
of the mean intensity of the endogenous processes Ay and the shot noise processes pslax1

_ M1+ p3
ARy, i, p3) = Ag + pslaxi = Ry (4.4.3)
H2 + p3
Covariance
The second-order cumulant of the full model is a 5 x 5 matrix
C = R5><5E5><5Rg><5
X 0O2x3 ) . ) ) . .
where Y5x5 = , 2y is the diagonal matrices with diagonal entries given by the
O3x2 p3l3

vectors Agr, i.e., Y = A .

Further formula can be found by the following computations:

RuXuRl + p3(Ry — L)laxa(RY, — In)  pus(Ry — I2)lax1  ps(Ru — I2)Iaxo
C= palixo(Ry — I2)7 43 (31 %2

palowo(Ry — I2)7 p3llaxq p3llaxo

Then the second-order cumulant of the superposed processes (i.e. the observable covariance matrix)
is

C(Ru, pm, 13) = (Cij)ijef,2y = ( Z Z Ci+k,j+k’>
ke{0,3} k’€{0,3}
= Ru(Xn + pslax2)RY

Gief1,2} (4.4.4)
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Skewness

And if we denote the third-order cumulant of the 5-variate processes by K i.e.
5
Kijk: = Z (szijka + Rimcijkm + Riijkam - 2AmRszijkm)
m=1

then for the superposed observable processes

K(Rp, purrs p13) = (Kiji)i jreqr,2) = ( Z Z Z Ky jrdykvds)ijke{1,2) (4.4.5)
d1€{0,3} d2€{0,3} d3€{0,3}

Remark 4.3 (consistency for (2 x 2+ 1) — D). A leads to 2 equations, C results in 3 indepen-
dent equations and K leads to 4 equations, therefore there are 9 independent equations, which are
sufficient to uniquely determine the values of the variables Ry, g and ps.

Ty
In fact, suppose Ry =
z w
_ Ay 1+ p3)T + (2 + p3)y
The observable cumulants are A = | = ( ) ( ) and
Az (1 + pz)z + (p2 + ps)w
& A2 + /_\2y2 + 2u3xy Mzz + /_\gyw + p3zw + p3yz
Azz + /_ngw + psrw + p3yz A12% + Ayw? + 2uzzw

Klll = 36’111‘2 + 36’123/2 — 2(/_\1 + ug)a:3 — 2/_\2y3 — 2#3(1!) + z)y2 — 2#3(1’2 + 2x — 1)y + 2usx
I_(zgg = 36_’2211)2 + 3@1222 — 2[_\123 — 2([_\2 + ,ug)w3 —2us(x + y)22 — 2M3(w2 + 2w — 1)z + 2uzw

The system of seven equations, namely ]\1, ]XQ, C_'H, C_'12, C_'gg, I_(nl, K99, possesses already a unique
solution. Consequently, according to Theorem 2.1 in Achab et al. (2017), we can conclude that
NPHC for our shot noise model remains consistent.

The outline of the estimation algorithm can be found in Algorithm 1. We make a slight adjustment
to the loss function to allow the error in the estimation of A.

Example 4. Let us consider the following model with:

O pg = (0.2 0.1) and pg = 0.15

0.8 0
0 pmij(t) = aije” P where a = and = 100

0.3 0.6
0O ay =ag = 1000

Figure 4.4.1 illustrates the estimation results for this model. This figure empirically demonstrates
the consistency of the NPHC method for our model.
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Chapter 4. Hawkes process with shot noise model

Algorithm 1: Non Parametric Hawkes Cumulant estimation of Gy, pgr and us
Data:Observable processes (P;) for i € {1,2}
Step 1: Estimate integrated cumulants from the observable data A, C, K (see (4.4.2))
Step 2: Design loss function

L(©) = k1|A(©) — A + k2| C(©) — C| + r3| K*(©) — K°|

ks kgt = (|C) + K9] s (A + K<) < (JA] + |€])
Step 3: Estimate © = (R, um, 13) by minimizing the loss function £(0)

é = (RHaﬂHaﬂS) = arg ménﬁ(@)

Return: @H =15 — R;Il, D, s

4.5 - Extension to higher dimension and Application to finance

4.5.1 Extension

Let us extend our shot noise model to (2 x d + p) dimension, in this case, the event space

5:{NH,i,z'z1,2,...,d}U{NX,k,k= 1,2,...,p}U{ND,i,i=1,2,...,d}

v

"

H X D
where Ny stands for the classical Hawkes process, Nx is the Poisson process noise and Np is

the delayed Nx. In particular, in (2 x 2 + 1)-dimensional model, Ng = (N1, N2), Nx = N3 and
Np = (Ny, N5).

The conditional intensity function is then

d ot
NH,i : >\H,i<t) = UH; + Z f (,Ol'j(t — S)d[NH’j(S) + NDJ(S)] forieH
j=170

\ Nxg: Axg(t) = pxp for ke X (4.5.1)
Np,i : Ap(t) = Z aik[Nx x(t) — Np(t)] for i e D
keX

where a;;, is the parameter for the delay of the k-th shot noise on Np ;.

In the case where a;;, = o0, the k-th shot noise on Np; occurs directly and without any delay. On
the other hand, when a;;, = 0, the k-th shot noise on Np ; is completely absent.

The observable process in this general model is N = (Ni)ie{1,2,...,d} where

Ni = N+ Np,

Remark 4.4. Under the general model (4.5.1), we can demonstrate the similar theorems as in
Section 4. However, for the estimation, the consistency of NPHC is not always guaranteed. One
must verify the number of independent equations in the system of cumulants and the number of
unknown variables in each specific case.

Example 5. Let us consider the following model with d = 4 and p = 2:

85



4.5. Extension to higher dimension and Application to finance

PH,11 OH,12 H1 M3
50 $11=0798,e=0018 $112=0.002, £=0.021 0 f1=0.199,£=0.041 50 {13=0.150, £ = 0.035
40 = =+ True value =0.80 40 = =+ True value =0.00 40 = =+ True value =0.20 40 = =+ True value =0.15
30 30 30 30
20 L 20 | 20 I 20
: ! i
10 : 10 : 10 : 10
i ! !
o 1 0 i 0 i 0 !
0.78 0.80 0.82 0.84 0.86 —0.075-0.050—-0.025 0.000 0.025 0.10 0.15 0.20 0.25 0.30 0.05 0.10 0.15 0.20
®H,21 H,22 H2
50 br21=0.298, e=0.013 0 $u.22=0.601, £=0.003 ° {42 =0.102, £ =0.022
40 = =+ True value =0.30 40 = =+ True value =0.60 40 = =+ True value =0.10
30 30 30
20 m 20 i 20
s !
10 : 10 : 10
: :
0 . 0 . 0 [
0.28 0.30 0.32 0.595 0.600 0.605 0.610 0.06 0.08 0.10 0.12 0.14 0.16

Figure 4.4.1 — Estimated kernel norms and baselines for Example 4. The red dashed vertical lines
indicate the true values. The histograms represent the distributions of estimated values from 100
independent estimations. Each estimation is based on a simulated process spanning 10° seconds,
equivalent to approximately 3.68 - 10% events. gZA)HU (resp. fi) indicates the estimated values for
the kernel ¢ ;; (resp. ). € denotes the root- mean—square error between the estimated and true

values. For example, in ug figure, € = \/2,16001 (fus k) _ 3).

0 opug = (0.1 0.1 0.15 0.15) and px = (0.2 0.2)

0.01 015 04 0.1

_pt 0.15 0.01 0.1 04
o pHi(t) = e where o = . and B = 100
0.2 0.05 0.01 O.

0.05 0.2 04 0.01
o a1 = ag] = aze = aq = 1000, other a;; = 0

Figures 4.5.1, 4.5.2 and 4.5.3 show respectively the estimation results for the baselines u, the matriz
Ry and the kernel norms Gg. We can see that the estimations for p and Ry exhibit a high degree
of accuracy, while the estimation for Gy is biased. This bias originates from the computation of
matriz inverses. In fact, the cumulant terms integrate the matric Ry instead of Gg. Therefore,
Gy can be viewed as a deduction from Rg. When Ry has a spectral radius close to 1, it is very
likely to have a large estimation error for Gp.

4.5.2 Bivariate assets price

Now let us proceed to a bivariate price model P = (P, P») obtained from a 4-dimensional process
(P1,Py) = (N1 — Na, N3 — Ny)

with N1, (resp. Na;) represents the number of upward (resp. downward) price jumps at time ¢ for
Asset 1 and N3, (resp. Ny.) represents the number of upward (resp. downward) price jumps at
time ¢ for Asset 2. N; = Ny ; + Np;.
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HH,1 HH,2 HH,3 MH, 4
fiy,1=0.099, £=0.018 fiy,2=0.100, e =0.017 fiy,3=0.152, £=0.023 fy,4=0.152, £=0.020
40 ~ = = True value =0.10 40 ~ == Truevalue =0.10 40 = = True value =0.15 40 ~ = = True value =0.15
20 W 20 1) 20 . 20 1]

0 0 0

0.050 0.075 0.100 0.125 0.150 0.06 0.08 0.10 0.12 0.14 0.125 0.150 0.175 0.200 0.125 0.150 0.175 0.200 0.225

Hx,1 Hx,2
fix,1=0.197, £ = 0.023 fix.»=0.199, £ = 0.021
40 = = Truevalue =0.20 40 -~ == True value =0.20
20 L) 20
0 - 0 -
0.150 0.175 0.200 0.225 0.150 0.175 0.200 0.225

Figure 4.5.1 — Estimated baselines for Example 5. The red dashed vertical lines indicate the
true values. The histograms represent the distributions of estimated values from 100 independent
estimations. Each estimation is based on a simulated process spanning 10® seconds, equivalent to
approximately 4 - 106 events.

Suppose that the 10 dimensional process N is defined as
N = (N1, Nu2, Na3, Nua, Nx1,Nx2,Np,1, Np2, Np3, Np.a)

And its associated conditional intensities are as follows:

-

4t
NH,i : AHJ‘ = MUH,i + Z f (,Oij(t - S)d[NHJ‘(S) + NDJ‘(S)] forie {1, 2,3,4}
j=170

Y Nxi: Axk(t) = px for ke {1,2} (4.5.2)
Np: /\D,i(t) = al[NXJ(t) — NDﬂ'(t)] fori e {1,3}
NDi : /\Dﬂ'(t) = CLQ[NX’Q(t) — pri(t)] for i e {2,4}

In other works, this is an extended shot noise model with 2 independent sources of Poisson processes
noises Nx 1, Nx 2. Nx 1 produce two delayed processes on N1 and N3, i.e., the upward price jumps
processes for the two assets, and Nx o produce two delayed processes on Ny and Ny, i.e., the
downward price jumps processes for the two assets.

Disentangling endogenous & exogenous The macroscopic covariance matrix can be split into
two parts:

_ I, Iy
C =Ry[Sn + px IR}
Iy Iy
(4.5.3)
. T . 0 Ip T
= Rydiag(Rypm) Ry + px Ru|diag(Rylix) + Ry
- ~ _ I2 0
=:1

_/

=:15

where diag(v) is the diagonal matrix with diagonal entries given by the vector v.
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Ru,11 Ru,12 Ru,13 R, 14
50 50 50 50
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= = True value =1.25 = =« True value =0.34 = =« True value =0.77 = =« True value =0.58
30 30 30 30
20 = 20 ) 20 . 20 0
10 . 10 1 10 5 10 |
0 - 0 - 0 - 0 -
1.2 1.3 0.2 0.3 0.4 0.5 0.7 0.8 0.9 0.55 0.60 0.65 0.70
Ry, 21 Ry, 22 Ry, 23 Ry, 24
50 50 50 50
40 Ru,21=0.330,£=0.068 4 Ru,22=1.251,£=0.050 = 49 Ri,23=0.595,£=0.047 = 49 Ry,24=0.757, € =0.051
= =1 True value =0.34 = =1 True value =1.25 = =1 True value =0.58 = = True value =0.77
30 30 30 30
20 0 20 = 20 0 20 .
10 5 10 - 10 5 10 :
0 = 0 = 0 = 0 =
0.2 0.3 0.4 0.5 1.1 1.2 1.3 0.5 0.6 0.7 0.7 0.8 0.9
R, 31 Rh,32 Rh,33 Rh, 34
50 50 50 50
40 Ry,31=0393,£=0.062 49 Ry,32=0274,£=0.071 49 Ry33=1.498,£=0.028 4 Ry,34=0.771, £ = 0.032
= =1 True value =0.39 = =+ True value =0.29 = =+ True value =1.50 = =« True value =0.76
30 30 30 30
20 - 20 ! 20 - 20 &
10 5 10 1 10 5 10 n
0 - 0 - 0 - 0 -
0.3 0.4 0.5 0.1 0.2 0.3 0.4 1.45 1.50 1.55 0.70 0.75 0.80 0.85
Ru, ;1 R, 42 R, 43 RH, 24
50 50 50 50
20 Ru,41=0.266, £=0.069 0 Ru42=0.398,£=0.066 4 Ru,43=0.765,£=0.034 49 Ry,44=1.500, £ =0.025
= =1 True value =0.29 = =1 True value =0.39 = =1 True value =0.76 = =« True value =1.50
30 30 30 30
20 = 20 0 20 0 20 0
10 = 10 : 10 5 10 -
0 - 0 - 0 - 0 -
0.1 0.2 0.3 0.4 0.2 0.3 0.4 0.5 0.70 0.75 0.80 0.85 1.450 1.475 1.500 1.525 1.550

Figure 4.5.2 — Estimated Ry for Example 5. The red dashed vertical lines indicate the true values.
The histograms represent the distributions of estimated values from 100 independent estimations.
Each estimation is based on a simulated process spanning 10 seconds, equivalent to approximately
4-10% events.

Under the decomposition (4.5.3), I; is considered to be the endogenous part of the covariance
matrix, as it is independent of the exogenous intensity px. I» is the exogenous part.

Example 6 (BNP Paribas & Société Générale). To calibrate the latent-behavior model, we use
high-frequency data from BNP Paribas and Société Générale, obtained from the CAC40 French
FEuronext Market. The dataset covers a period of 272 days starting from February 2017. We extract
the price movements of both assets each day between 9 am and 11 am. To reduce the impact of
varying mean intensities, we divide this time interval into ten 10-minute time slots. In total, we
have approzimately 4.6 - 108 events available for estimation.

We set H = 1s, and the estimated parameters are presented in Figure 4.5.4.

The total correlation corresponding to C in (4.5.3) is 16.1%, while the endogenous correlation cor-
responding to I is 13.1%. This means that the contribution of exogenous factors to the correlation
is 3%.
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Pr,11 PH,12 On,13 PH,14
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Figure 4.5.3 — Estimated |® x| (or equivalently Gpr) for Example 5. The red dashed vertical lines
indicate the true values. The histograms represent the distributions of estimated values from 100
independent estimations. Each estimation is based on a simulated process spanning 10% seconds,
equivalent to approximately 4 - 108 events.

4.6 - A variant of Hawkes process with shot noise model (latent
information)

In this section, let us proceed to study the latent-information shot noise model. Let us start with
a simple scenario where we have 2 different assets and we can track the times at which their prices
change. We label the event type that moves the price of asset 1 as N1, and the event type that
changes the price of asset 2 as V. Additionally, we assume the existence of unobservable exogenous
information, such as the news, that can affect the prices of both assets. We denote by N3 this event
type and consider it to follow a Poisson process. In this case the event space £ = {Ny, N, N3}.

4.6.1 Model

In this model, Ny and N, are two observable point processes, N3 is a latent Poisson process
which can impact the intensities of N7 and Nj. The shot noise model (illustrated in Figure 4.6.1)
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1 0.018

2 0.018

Estim uy  Estim uy Estim ||®y]| Estim Ry

Figure 4.5.4 — Estimation of Hawkes kernel norms and baselines for BNP Paribas and Société
Générale. "1" and "2" stand for the upward and downward price jumps for BNP Paribas while "3"
and "4" stand for the upward and downward price jumps for Société Générale.

is defined as follows:

Ny : M1+ng01]t—s dN()
JjeE

t) :M2+Zj ©2;(t — s) dN;(s) (4.6.1)
JjeE 0
N3 : A3(t) = s
where

o pp and po are the constant baseline intensities of N; and Ny respectively, and pus is the
intensity of Poisson process Nj

o ;;(t) is the impact kernel function of event type j on event type i, for i € {1,2} and j € £

Remark 4.5. As a matter of fact, this model can also be interpreted as a Hawkes process with
stochastic baselines.

Nilt) = f eyt = 5) AN (s)

]e{l 2}

t
where fi(t) = s + | ialt — 9) dNa(o), for i€ (1.2}
0

(d + p)-dimensional process

Event space £ = {Ng,i=1,2,...,d} U{Nxy,k=1,2,...,p}
H

9

P
Nui: Ami(t) = pmi + ZJ ©m,ij(t —s)dNp (s ZJ ox,ik(t —s)dNx (s) for i e {1,2,...,d}
k=1

Nx g Axp(t) = pxp for ke X
(4.6.2)
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N 4 4 —¢ 4 4
L
N: @ —@ v 4 4 -@ L 2 .
oM
X N,
N3 —% % ®—
t (second)

Figure 4.6.1 — An illustration of a (2+41)-dimensional latent information shot noise model. For
1 = 1,2, N; represents the i-th price process which is observable, while N3 stands for the latent
shot noise process which is not directly observable. The yellow dashed arrows show the relation
of generation. If an arrow points from a empty circle, it means that the event is an immigrant
generated by an exogenous intensity for self-exciting processes. Otherwise, the arrow points to a
child from its parent. The shot noise process is represented by the greed shade.

Kernel function matrix

H X
o — ' ¥

Opxd Opxp

We denote |®| the matrix obtained by taking the integrals of the components of kernel matrix ®,
then

_ (Ta—leul)™ Ta—leul) " lexl Rp  Rx
R= T4, —[2))7" = =:

0pxd I, Opxa Iy

4.6.2 NPHC Estimation
Let us denote the observable cumulant functions as A, C' and K. The number of independent
d(d+1)+ d® + 3d? + 2d
2 6 )
The parameters for estimation include ||pg|, |¢x| and p giving a total of (d+p)(d+ 1) parameters.

equations provided by these three cumulants is given by d +

Among them, d? parameters come from ||, dk from |px|, and d + p from p. Therefore, for a

consistent estimation, one necessary condition is that the number of equations should be greater

d® + 5d
than the number of parameters. In other words: p < m For example, when d = 2, we have

p < 1, and when d = 4, we have p < 2.

Cumulant formula The theoretical cumulants are the functions on © = (Rg, Rx,p). In the
complete model, expressing the first-order cumulants is straightforward and can be done as follows:
First order cumulant (mean intensity)

A©) = Rypg + Rxpx _ Ay

nx nx
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Second order cumulant (covariance)

C(@)— RHEHR§+R)(E)(R§ RxXx . CH(@) Cx(@)

YxRY Yy Cx(©®) Ix

where Y7 and X x are the diagonal matrices with diagonal entries given by the vectors Ay and Ax
respectively.

Example 7. Figure 4.6.2 illustrates the estimation results for the model with the following param-
eters:

bp= (0.5 0.4 0.1)

0.5 0.1 1
0 (1) = ayjePt forie {1,2},j € {1,2,3} where a =

0.1 05 1
The estimation results are less accurate than those in Examples jand 5, especially for the kernels
¢13 and ¢o3. As this model has more parameters than the previous ones, there can be some mu-

tual compensation between ¢;3 and ps within the context of statistical errors associated with the
cumulants.

¢11 ¢12 ¢13
60 60 60
$11=0.500, £ =0.011 $12=0.103, £ =0.015 $13=0.790, e = 0.721
40 = == True value =0.50 40 = =1 True value =0.10 40 = =1 True value =1.00
20 1 20 + 20
. .
i i
0 - 0 - 0
0.46 0.48 0.50 0.06 0.08 0.10 0.12 0.14 0 1 2
21 22 ¢23
60 60 60
$21=0.099, £ =0.012 22 =0.500, £ =0.011 23 =0.774, £=0.640
40 = =1 True value =0.10 40 = =+ True value =0.50 40 = =+ True value =1.00
20 - 20 + 20
) i 1
0 = 0 - 0 =
0.08 0.10 0.12 0.48 0.50 0.52 0 1 2
M1 H2 M3
60 60 60
(i1 =0.441,£=0.104 {1, =0.336, £=0.107 fi3=0.412, £ =0.493
20 = =1 True value =0.50 20 = =+ True value =0.40 40 = =+ True value =0.10
20 + 20 T 20 -
. .
0 0 - 0 =
0.2 0.3 0.4 0.5 0.1 0.2 0.3 0.4 0.0 0.5 1.0 1.5

Figure 4.6.2 — Estimated kernel norms and baselines for Example 7. The red dashed vertical lines
indicate the true values. The histograms represent the distributions of estimated values from 100
independent estimations. Each estimation is based on a simulated process spanning 10° seconds,
equivalent to approximately 2.75 - 10% events.
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4.7 - Conclusion and future research

This chapter introduced our ongoing work concerning the Hawkes process with shot noise models,
with a specific focus on the first model, known as the latent-behavior model. Theoretically, we
provided the limit theorems for this model. In the empirical part, we demonstrated the consistency
of the NPHC method and illustrated the estimation accuracy through two examples. We also
applied this model to the price processes of BNP Paribas and Société Générale and found a non-zero
shot noise contribution. At the end of this chapter, we briefly introduced a variant of this model,
called the latent-information model, for which the NPHC estimation method remains applicable.

In the future, we will delve deeper into the practical applications of these models to real data. We
also plan to study EM estimation methods for these models, which can give us more information on
the latent shot noise process (e.g., kernels’ shapes, shot noise delays). Moreover, another prospect
is constructing another model which combines both the latent-behavior model and the latent-
information model.
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APPENDIX

4.A - Proofs

The proofs of Theorem 4.1 and Theorem 4.2 can be based on the corresponding proofs in Bacry
et al. (2013b), with some modifications to accommodate our shot noise model. In this section, we
restate the lemmas and demonstrate the effectiveness of these lemmas on the shot noise model.

Preparations

Proposition 4.2. Let f be a non-negative measurable function in L*(R) with f(t) = 0 fort <0,
given a > 0, hq(t) = ae™ %10

LT(f * ho)(t)dt = LT Lt af(s)e”%e dsdt

_ LT f(s)ds — eoT LTf(s)eas ds

o0
— f f(t)dt when T — oo
0

Proof. By L’Hoépital’s rule, lim e~%T ng(s)eas ds = lim f(T) =0 O
T—0 T—0

Proposition 4.3. Let f be an even function which is bounded. Given a positive a, hq(t) =
ae"®1y=¢. In this case, f(t)ha(t) is integrable over R. We denote the integral of f(t)ha(t) over R
as

(o) = fR F()ha(t)dt

Then we have
b a
ha7h = 7 aha 7 7h
(f * b) a+b<f >+a+b<f b)
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Proof.

<f * N, hb> = fw J‘OO f(t — s)ha(s)hb(t) ds dt

Il
i)
>

0 Q0 0
f( e J e~ (@O gt du + abf flu)e J e~ (@0 dt du
0 0

- + ; (J f(w)e "du + LOO fu)e du)

= m<f7 ha) + hy)

Proposition 4.4. Let f be an even function which is bounded. Given two positive values a,b,
ha(t) = ae=®1y=0 and hy(t) = be " 1y=0. If g1 and go are two integrable functions on RT. We have

(f*xg1 *xha,g2* hy) = ab+b<f*91,g2*ha>+ %Hq*g%gl * hy)

In particular, when a = b, for a matriz of integrable functions G,

1 1
<f*ha*G,ha*G>=§<f*G,ha*G>+§<G*ha,f*G>

Proof. For two positive values u, r, let us define

(u,r) J f flt—s)e —als—u)g=b(t=1) q¢ gt

= J J ft+r—s—u)e e dsdt
0o Jo
Q0 0

_ J J f(y)e—ase—b(y—r+s+u) dy ds

J f (J €(a+b)sd8> efb(y*T'Jru) dy
(r—y—u)vO0

_ — bf f(y) e—a(—y+r—u)1y<r7u + e—b(y—r+u)1y>riu) dy
—0

fiseven 1 * —a(y+r—u) * —b(y—r+u)
i fy)e dy+ | flyle dy

o <f "=y f " fy - wpet ) d@)
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Now let us finish the proof

(f x g1 * ha, go * Iy
_ JR+ N 7t = 5)(has) = 1(5)) (holt) % 92(8)) s it

s t
=abJ f(t—ys) f e gy (u) du f e go (1) du dr ds dt
Ry JR,

0 0

=ab L@ JR+ Ti(u,r)g1(uw)g2(r) dudr

a+be+f1R+<f fly—we yrderJ Fy yu)d?l) 1(u)ga(r) dudr
(%)

= a+b<f*91 92*ha>+7<f*92791*hb>

(%) is true due to the following equations

\&+m1&+d“f dyafly—we Dol t&+mj&+dyf duaf(y—we gy (u)gs(r)
= JRJr du JR+ dyaf(y —u) (g2(y)  e=) g1(u)

={f*g1,92 * ha)

&ﬁﬁ@@jd@f—m ) = | ar | aybio—r) () ) 0
={f*g92, 01 * )

Lemma 1 (Lemma 2 in Bacry et al. (2013b)). For all finite stopping times S, one has

S
E[Ns] = pE[S] + E[L ¢(t — s)Ny dt ] (4.A.1)

E[Ns] < RuE[S]

Proof. The first equation in Eq(4.A.1) is not affected by this kernel form. Therefore we only need
to check the second inequality.

o i =3 E[N3s,] = u3E[S,] as N3 is a Poisson process
o i€ {4,5}, Ny and N5 are both delayed processes of N3 E[N; 5, | < E[N35,] = p3E[Sp]
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o e {l,2}
S 3
B[Nis, ] = iEIS,) +E[ | ) (S, ~ )Ny de]
- (S )
— wE[S,] + E (S = ) (Nj + Nyra,) dt |
Y0 =12
C oe} .
< WBLS,) + E[(Ns, + Nisas,) [ 3 (5, — 0yt
j=1,2
< wE[S,] + )
7=1,2
varphi jHIE[ 5,5, + Njts, Sp]
< B[Sl + Y, |97IE[Ns,] + msE[Sp] Y, %]
=12 j=1,2
(4.A.2)
N
Let denote Ny = ! , B = H
Ny 2
E[Nps,] < (1 + psGul)E[S,] + GHE[ Ny s,]
< .
[( MYa )MH + ,ugGH( Z GH>H2X1]IE[SP] + GHE[Ny s, ]
k=0
22 (1= G) g + G = Gir) s S, (4-A.3)
il
~ (Ru (Ru = Dlaa) | 22 |ELS)]
13
In conclusion, when p — o0, E[Ng] < RuE[S] O

Lemma 2 (Lemma 3 in Bacry et al. (2013b)). Let h be a Borel and locally bounded function from
R* to R? . Then there exists a unique locally bounded function f : Rt — R? solution to

f(t)=h(t) + Jt O(t—s)f(s)ds

0
given by
t
fr(t) = h(t) + f U(t — s)h(s)ds
0
Proof. We can easily follow the proof in Bacry et al. (2013b) until f3(¢) SO (t—s)(fn(s)—
f(s))ds.

o ¢ = 3, by the definition of the kernel matrix ®, we have directly fj, 3(t) — f3(t) =
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o i€ {4,5}, fui(t) — fi(t) = —ai—3 o (fni(s) — fi(s)) ds = fri(t) = fi(t)
o i€ {l,2},
() = fi(t) = 01 §5 @Yt — 8)(fui(s) — fi(s)) ds = S2_y §o 6 (t — 8)(fni(s) — fils)) ds
—_

=0 if j=3,4,5

g1

Let g; = |fni — fil, and g = , then we have g(t) < Sé ot —s)g(s)ds. As p(Gg) < 1,
g2

we return to the same proof as in Bacry et al. (2013D).

Lemma 3 (Lemma 4 in Bacry et al. (2013b)). Define the d-dimensional martingale (My)i=o by

t
Mt:Nt_J )\st
0

For all t € R™, the following equations hold

E[Ny] = tp + <J0 U(t—s)s ds> o (4.A.4)
N; — E[Nt] = M; + Jt \I](t — S)Ms ds (4A5)
0

Proof of Theorem 4.1

Lemma 4 (Lemma 5 in Bacry et al. (2013b)). Let p € [0,1] and assume that §; P¢y(t)dt < oo
componentwise. Then we have the following properties:

1
o if p <1, we have TP(TE[NTU] —uRp) — 0 as T — o uniformly for u € [0, 1]

1
o if p=1, we have T(TIE[NT] — Rp) — Bp as T — oo (see (4.A.7) for the definition of B)

0 o0
Proof. f tPop(t)dt < o0 = j tPp () dt < oo is proven in Bacry et al. (2013b). We need to
0 0
0
further prove that f tP|W(t)| dt < co componentwise as well.
0

In fact, it is enough to prove that

o JOO P (t) * (e't) dt < oo

0
o6}
= J el dt < oo
0
Since I' < 0 componentwise, the second inequality can be deduced straightforwardly. In order to
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establish the first inequality, we must prove that SSO tP (1 (t) * e~ ) dt < oo holds true for a > 0.

OO * fat _ a(t—s
L P(u(t) xe f t”f V(s Vds dt
= f wH(s)eas(J tPe—at dt) ds
0 sv1
= J;) ¢H(S)eas(%e—a(svl)(8 v 1)13 + SLVI e—attp—l dt)ds
! JOO Y (s)(s v 1)Pds + P JOO vy (s)e® JOO e~ Pl dt ds

sv1

j Vi (s svlpds—i-f Y (s)e®e VD (s v 1P~ ds
< afo Yr(s)ds + ajl Y (s)sP ds + GQL Y (s)(s v 1)Pds <
(4.A.6)

As Y (t) = (e'?) is a continuous function, S(l) tP (Y (t) * e~ %) dt < o0.

When p = 1, from Bacry et al. (2013b), we have Sgo typ(t)dt = (I — Gg)~ (So top(t) )(Ig —
GH)_l =: By

By Byl + |[vuly  |vulr

o0
f tU(t)dt = | 0749 0 012 =: B (4.A.7)
0
O2x2 % £
1 _ 1 0
where £ = | ® | and % = “ O
7 1 0 _1
as az

Lemma 5 (Lemma 6 in Bacry et al. (2013b)). There exists a constant C,, 4, such that for all
t,A>0

B (s 1M~ DI?) < Gy
t<s<t+A

Proof. o i =3, E[N3(t +A) — N3(t)] = usA
o i€ {4,5}, From (4.A.4)

CL/-:(LZ'_’ t+A ’ t ’
E[N;(t +A) = Ni(t)] * =" (J alse” %A= g J a;se_“i(t_s)ds> 13

0 0 (4.A.8)
0o ’
<A (J a;e_“itdt> p3 = pusA
0
’ N M1
o i€ {1,2}, Let denote Ny = y BH =
Ny H2

LNl =t + | (- )sds)  + (jo S(n(s) +9) ds )
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Chapter 4. Hawkes process with shot noise model

(By Proposition 4.2

Since SSC Y (s) *yds ) SSO Y (s)lax1ds = ((Ig —Gy) - Ig) Iox1, we obtain

E[NH(t + A) — NH(t)] < A(IQ — GH)fllu,H + A ((IQ — GH)fl — IQ) Tox1ps (4.A.9)

In summary, we obtain E[N;; A — N;] < ARu componentwise. O

Proof of Theorem 4.3

Proof. From Bacry et al. (2013b) Theorem 3, we have Vo, 7(X) — va, — 0 when 7" — o0, where

VA = fRi <1 _lt ;S|)+ R(s)SR(t)" dsdt

+
Let us denote by fa(t) the function (1 - %) which is even bounded on R.

. . _ N 1+ N4 .
Then the covariance matrix for N = is
Ny + Ns

ca =%COU(NHA C N, Nya — N)

= (12 O2x1 12) va <I2 O2x1 12>T

. T
:fRi fa(t—s) <12 O2x1 I2> R(s)ZR(1) (12 O2x1 Iz) ds dt
® " falt = $)Ru(s)SuRu(t)" dsdt + ps JRi fa(t—s) <RH(5) * 7(8)) (RH(t) * W(ﬂ)T ds dt
_ _\T
T s JRQ falt = ) (Ba(s) + Bu(s) « 1)) (Rur(t) + Rur() + (1)) dsd

=(T1) + (1)

where

o The first term

(T1) = f falt —8)Ry(s)ERu(t)" dsdt
w2
with ¥ = Yy + puzlo and () is from

<Iz O2x1 IZ>R(S):<RH Y *y+7 ¢H+¢H*f+512+'7>

= (RH Ry 7 RH+RH*1_“>
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o The second term is
() = || Fa(t =) (Ru() +3(5)) (Ru(t) +3(0)) dsd
+ 3 JRQ Falt —s) (RH(S) N f(s)) (RH(t) N f(t))T ds dt

+ 3 Jﬂ@ Falt — )Ry (s) (RH(t) « r(t))T ds dt

+ s JRQ Falt—s) (RH(S) N r(s))RH(t)T ds dt

:W’fu@ fA(t_S)(RH(S)*f(3)> v

1 0) (RH(t) x f(t))T ds dt

The last equality is due to Proposition 4.4.

O
Proposition 4.5. Consider two vectors of bounded and integrable functions f,g on R,
- e t 1
=57 D = [ 1= R0 = 5r0a+oa) (1.A.10)
=L ey = [ a2 png(e) dsat = Acrg) + o(a) (4A11)
72
Proof. Let us prove the second equation.
(1—%>+ is non-zero when t < s <t+ Aors<t<s+ A,
Joo 0= 5 st ds e
—J JHA(l =5 k) (t)TdsdHf f+A(1 L ps)g(t)T deds
a R+ Jt A g R+ Js A g
A A
:JR+ (L (1-— %)f(t + u) du) g(t)Tdt + o f(s) (L (1-— %)g(s +u)’ du) ds
N S @0g)Tde +o(8) = Alf.g) + o(8)
[

Proof of Corollary 6. Following the proof for Theorem 4.3,

a = [, (1= 5) ) + w000 + ) dsa
=3 + LA <1 — i) S ()T dt + JOA (1 — i) V()X dt

(Ti2) (Tio)
t—sl\" S T
+ 1— Vi (s)Zym ()T dsdt
R

A

2
+

N

(T1,4)
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Chapter 4. Hawkes process with shot noise model

o (Th2) = 350 (0)TA + o(A) and (T13) = 3¥u(0)EA + o(A) by Eq.(4.A.10) of Proposition
4.5.
0 (Tha) = Afge v (t)Syp(t)Tdt + o(A) directly from Eq.(4.A.11) of Proposition 4.5
Therefore (T1) = ¥ + (§5¢x(0)" + 39 (0)S + §pr ¥u(O)Svu(t) "dt) A+ o(A)

For (T3), let us denote (1y * I') by ¥ 1, we have

@ n [ (- 150) (00 + vt 100 (? 1) (F) + wnt) « T(0) " ds

where . .
o By Proposition 4.3 and Ha( <1 — %l) ) = SSO (1 — %) ae”%dt =1 — I_SZA

_\t—5\+—5 0 1) T ds
1 A>r<>(1 O)m)ddt
0

+— + e—alse—agt
1-— ‘S‘> aias dsdt
A e—azse—alt 0

o Similarly,

s\t _fo 1\_
(T22) = p3 JRQ (1 - ’tA ’> Y (s) xT'(s) (1 )F(t)T ds dt

- _ 0

By Pr .5

TN j wH<t>*r<t><
R+ 1

_ _’t_i’ +_5 01 «T(1) ds
(Tas) = s J]Ra (1-"57) r()(l O) (Va(t) (1) ds

“ st [ wno) [0 ) ou0+10) a4 o)
R+ 1 0

(Tr,4) = M3f
R%

<1_|tAS|) (Yu(s) *T(s)) o ($n ()« ()" dsat
1

R+

= uzA (v (t) » (1)) (



4.A. Proofs

When a » 1, for a function f e C}(RT)(L'(R"), and suppose that f’(¢) is bounded on R,
Q0 Q0 1
| s0ae =50+ [ rvetar= 10 +0()
0 0

Therefore, a1y (t) * e~ = ¢y (t) — Py (0)e 4t + O(%), and

J*OO 7a2t¢ (t)* 7a1tdt_¢ (0)_ a9 w (0)+O( A )_ ai 1/} (0)+O( A
] aijaze H € —YH a1 + as H ap A ag _a1+a2 a ap N az

Now let us consider in particular a1 = a2 = a

(T21) = ps (1 - 1_Q€A_GA> (? ;)

(Th2) = %MZ%T/)H(O) (0 1) + O(%)
1 0

(Th3) = %Mz& (0 1) P (0)" + O(%)
1 0

(T2,4) = p3AA LOO Yu(t) ((1) (1)) Y (t) T dt + O(A)

a
In summary, for A ~ O(2)
ca =(T1) + (T3)

_ 1 -1 _ _ T 1—e @\ (0 1
=Y + (szpH(O) + §z/zH(0)E + Y ()X (t) dt> A+ s <1 — )
R all 10

+ %¢H(O> ( " M?’) + % ( " M?’) vu(0)" + A JOO V() ( " “3> Yr ()" dt +o(A)
0 0 0 0

M3 M3 M3

Ap1 0 ( 1—e‘aA> 0 s
_ +(1-——
( 0 AP,Q) al pus 0
A A e A
+A(§wH(o>< e )+§( e )wH<0>T+ O w@)( e )W(“Tdt>

u3  App us  Apa n3  App
+0o(A)

Proof of Corollary 5. Follow the proof for Theorem 4.3,

lim (T1) = | Ru(s)ZRyu(t)"dsdt = RyXR};

A—0 2
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Chapter 4. Hawkes process with shot noise model

And by Proposition 4.2,

_ 01 _
(Ty) = ugf Ry (s) xT(s)ds JW(RH(t) « (1) dt

lim
A= R+ 10

0 1 T
= 3Ry Ry

4.B - Simulation (latent-behavior model)

In this section, we will introduce two different techniques to simulate a (2 x 2 + 1)-dimensional
Hawkes process with shot noise (i.e., Model (4.2.4)).
Suppose that the Hawkes kernels are some sum of exponential functions as follows :

U
¢ij(t) = Y qwijBueap(—Put)

u=1

We first provide the simulating algorithm 2 for a bivariate Poisson processes, i.e., two delayed shot

noise processes.

Algorithm 2: Generate bivariate Poisson noises
Input: ay, ag, ps, T
On [0, T], generate a poisson process? N3 ~ PP(ux), N3 = {tx}} ;

=

2 Generate the two sets of delays (Ag))g/[:l ~iid €xp(a;), for i = 1,2;
Ny {tr + AL
N5« {tp + AIEQ)}/QJ:ﬁ
5 N= U {(t, )|ty € Ni 0 [0,T]};
i=4,5

w

'y

return N (ascending ordered by the first elements)

[=2]

Simulation algorithms

We propose two algorithms to simulate the Hawkes process with shot noise: the cluster algorithm
and the thinning algorithm.

The cluster algorithm generates a Hawkes process recursively by creating clusters of immigrants. In
this model, the immigrants consist of the superposition of immigrants from self-exciting processes
and from shot noise. The generation of immigrants is accomplished through Algorithm 2. Once
the immigrants have been generated, the clustering approach is the same as for classical Hawkes
processes Jovanovi¢ et al. (2015). The process is described in detail in Algorithm 3.

The thinning algorithm is based on the Ogata algorithm Ogata (1981). Algorithm 4 shows the
procedure for generating a Hawkes process with shot noise.
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4.C. Sequential Monte Carlo Expectation-Maximization Method

Algorithm 3: Cluster algorithm : generate Hawkes processes with shot noise
1 Setting : Hawkes kernels ¢;;(t) = 25:1 Qi Buexp(—pPut)

IHPUt: K1, p2, {(au)QXQ}g:h {Bu}g:h Hn3, ai, az, Ta
2 for i e {1,2} do
3 L Generate N; immigrant process, which is a poisson process on [0,T'], N; ~ PP(u;)

4 Using Algorithm 2, generate the shot noise (the "synchronized" immigrants) Ny and N;
5 for i€ {1,2} do

6 N; « sorted(N; U Niy3);

7

for t € N; do

/* Generate the cluster of an immigrant */
8 for j € {1,2} do
9 forue[1:U] do
10 Generate (p,) ~ PP(1) on [0, A] where A = au,ji (1 — exp(—Bu(T —1)));

1

11 tim =1— ﬁ—ulog(l - OZ;);
12 Nj — N; U{tjn}ns
13 Repeat the generation of cluster part on {t;,}, until it becomes an empty set

14 return {sorted(N;)}icq1,2)

4.C - Sequential Monte Carlo Expectation-Maximization Method

Several related studies have already applied the Expectation-Maximization method (EM) to address
similar problems, including Cappé (2009); Linderman et al. (2017); Mei et al. (2019); Shelton et al.
(2018). However, these studies are not directly applicable to our model. In this section, we will
introduce the EM method for our latent-behavior model. Specifically, we will only consider a
simplified version of the model, which is a 2-dimensional process with a; = 0 in Eq. (4.2.4). In
this case, N3 and Ny coincide, and the latent-behavior model can be expressed as follows:

( t t

Ny:Ai(t) = + fo p11(t — 8) d(N1(s) + Ny(s)) ~I—L p12(t — 8) d(Na(s) + N5(s))

4 t

Ny : \o(t) = po +J pa2(t — s) d(Na(s) + N5(s)) ~I—L wa1(t — 8) d(N1(s) + Ny(s)) (4.C.1)

0
N4 : )\4@) = us
N5 : As(t) = a (Ny(t) — Ns(t))

\
with N; = Ny + Ng and Ny = Ny + N5 being the two observable processes.

Let us reframe the problem. Within the event space £ = 1,2,4,5, as illustrated in Figure 4.C.1,
these elements are associated with specific symbols: 1 is denoted by a blue diamond (¢), 2 by a
blue circle (@), 4 by a red diamond (), and 5 by a red circle (0). For an event type e € £, we denote
the shape of e as 7. If e is diamond (e = 1 or 4) then r. = 1; if e is circle, then (e = 2 or 5) r, = 2.
We also denote the color of e as Z,. If e is blue (e = 1 or 2) then Z, = 0; if e is red (e = 4 or 5)
then Z, = 1. In other words, Z = 0 means the event is from the Hawkes part N; or No, Z =1
indicates that the event is a shot noise i.e., from N4 or Ns.

We can represent our shot noise model differently by breaking down each complete event X into
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Chapter 4. Hawkes process with shot noise model

Algorithm 4: Ogata algorithm : generate Hawkes processes with shot noise

1 Setting : Hawkes kernels ¢;;(t) = 2521 Qi Buexp(—Put)

Input: p, po, {(O‘U)2><2}1({:17 {Bu}f{:la w3, a1, az, T
Using Algorithm 2, generate the bivariate shot noise processes N4 and Nj;

N O ok WN

[0 ]

10
11
12

13
14
15

16
17
18

19

20

21

22

23
24

25
26

s« 0

H— &, N «— sorted{(Uen, (t,1)) U (Vien, (t,2))};

(tnoise; enoise) <~ N[l] ;

for u,ie {1,2,...,U} x {1,2} do

L convy; < 0 ;

while s < T do

/* the first element in N */

/* the convolution term in intensity */

A 3 (i + Yy conv);
Generate v ~ U(0, 1);

w — —logv/\* ;

if t,0ise < s+ w then

/x w~ EN) */

/* This part is the only difference from the Ogata Algorithm for the
classical Hawkes Model, if the candidate s+ w comes after the next
noise immigrant */

For w,ie {1,2,...,U} x {1,2}, convy; < convu,ie_ﬂ“(t”"m_s) + Quienoise

8§ <« tnoise;

| (tnoisea 6noise) <~ Ne$t<N);

else

S «— s+ w,
Generate D ~ U(0,1);
/* accepting this candidate with probability

212:1(/% + fozl conv,, je~ )

A */
2 U —Buw
i i + _1 CONUy ;e 7Y
if p < =1t Z“; 4 ") then
k —1;
2 U —Buw
i i+ _1 CONUy ;€ 7
while D > =104 Z“; wi ) 4
L k<—k+1,;
H—Huo{(s k)
Foru=1,2,...,U and i = 1,2, conv,; < convu,ie_ﬂuw + ik s /* update
conv */
else
L Foru=1,2,...,U and i = 1,2, conv,; < com}u,ie_ﬁuw ;  /x update conv */

27 return H U N (ascending ordered by the first elements)
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4.C. Sequential Monte Carlo Expectation-Maximization Method

¢ N LA ON  ON

— 04— — 40— ¢ )—0—

t (second)

Figure 4.C.1 — Observable : events shape 7. (diamond or circle), unobservable : event color Z,
(blue or red).

three distinct features: the arrival time ¢, the event shape r., and the event color Z.. This is
denoted as X = (t,e) = ( t,r. ,Z.), as shown in the figure above.
—

Y

o Y = (¢,r.) is an observable feature with the event arrival time ¢ and the event shape r. € {1, 2}
(diamond or circle).

o The color Z, is unobservable.

Suppose the Hawkes kernels are exponential functions, that is ¢;;(t) = o Be Pt Let us introduce
the EM method for this model, considering a realization with N events (X,,))_;, where each event
is represented as X,, = (tp, e,). We define the sigma-algebra F;_ = o(Xg, s < t), and the observable
part of the data is denoted as Y,, = (t,, ). Note that from now we simplify r., and Z., as r, and
Zn, respectively.

Likelihood function

Suppose 3 is known, let 6 denote the other parameters of this model, § = (u,«,a). Define the
following global functions, which are independent of the latent variable Z:

gty =Y, Be Pt

te<t,rp=1

g(t) = D, pe P (4.0.2)

te<t,rp=2

Gi(t) = Jo gi(s)ds forie {1,2}

Therefore the values of these functions at time ¢ are :

gilte) = D, e

ti<tp,rp=t

— ¢ Bltk—tr—1) Z lgefﬁ(tkﬂftl) + lge*ﬁ(tk*tkA)lrk:i

ti<t,rp=t

— e—ﬂ(tk—tk—l)gi(tk_l) + Be—ﬁ(tk—tk—1)1rk71:i (4.C.3)
27
Hz(tk) = Gl(tk) - Gi(tk—l) = J gi(S)dS
te—1
1 — e Bltu—tr-1) P
- 3 gi(th—1) + (1 —e Bt tk—l))lﬁéil:i
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Chapter 4. Hawkes process with shot noise model

The log likelihood function of the complete model is:
T

T
L(0) = IOAithit— )\itdt
0) Z4(f0 X0 N(0) — [ (o)
2 T T
:ZJ log A (t) dN; (t Zlfo it dt+2 f log A ( (t)—JO Ai(t) dt)
}; 12 I3

Let us calculate each term separately:

=YY g mz% f Be P (AN (s) + dNja(s))

= ltk,ek 7

=Z > IOg(Mi+ZO‘ij > Be i)
iz j=1

1tg,ep=1 t1<ty,r1=J
L.

95 (tk)

N

2

- Z log(p; + Z a;;jg;(tr))

1=11,ep=1 7j=1

- i f ' <,Ui + i i ft Be P9 (dN;(s) + de+3(3))) dt
o =1

(M1+M2T+Z f jﬁe %) (AN (5) + AN o5(s)) di
th—1 _
tNtilET 95 (1)
2 2
1+M2T+ZZZO‘M k)_ZZQH(T)
i=1 th j= i=1j=1
Is= > log(pa) + D) Inye—)=Ns(te—) l0g(a(Na(te—) — Ns(tx—)))
tg,er=3 tr,ep=4
T
ST -a [ - N de
0

Sy, (Nt 1) = Vs (b1 +)) (e—t—1)

where H;(T) = Gj(T) — G;(tn) and ty is the last event arrival timestamps before T'.

Therefore the gradients are straightforward:

oL 1
= ] . ~T, i=1,2
Opi tpen—i it ijl ;g (tk)
oL g (tr) .
= - Hj(ty) — Hy(T), i,j=1,2
0o tk,eZk=i i+ Yoy CimGm (L) tkézi (4.C.4)
w1, =
ops3 then 4 M3
oL 1
= 2 Mmoo, — 2 (Nalte=) = Ns(te=)) (t — tis)
tk,ek 5 tk
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4.C. Sequential Monte Carlo Expectation-Maximization Method

Some calculations

Given a complete path of X from ¢ = 0 to ¢,—, and the observable part of the data at time ¢, the
probability of the color of n-th event being red is

pO(Zn = 17Yn‘~Ft —)
Zy = 1Y, Fy_) = "
ol Yo, Fias) po (Yol Ft,-)

4.C.5
) Po(Zn = 1, Yol Fip ) (4.65)
pG(Zn = 17Yn‘ftn7) +p0(Zn = ann‘ftnf)
For e, € {1,2},
. 1
Aen (tn) = dltl{lo %P(Nen (tn + dt) - Nen (tn) - 1|ftn_)
= e, + Qep 1 Z g1(tk) + e, 2 Z g2(tg)  is independent of Z[y.,,_1
te<tn,rp=1 te<tn,rp=2
(4.C.6)
Therefore
A1(tn)
T = OV = (tn, 1), Fo, ) = — 1) 1.C.7
p@( | ( ) t ) 113 + Al(tn) ( )

po(Zn = 0|Y,, = (tn, 1), F,—) is independent of Z|;.,_) while pg(Z,, = 0|Y,, = (,,0), Fy, ) depends
on the upcoming shot noise on node 2.

Sequential Monte Carlo Expectation-Maximization (SMCEM)

The Expectation-Maximization algorithm (Dempster et al., 1977) is an efficient iterative procedure
for estimating the Maximum Likelihood Estimate (MLE) in the presence of missing or hidden
data. Given a set of observable data, a set of latent data Z and a vector of unknown parameters
0, the likelihood function for the complete data is L(0;Y,Z) = py(Y, Z|0). However, since Z is
unobserved, the MLE 0 is obtained by maximizing the marginal likelihood of the observed data
po(Y'|0). The EM algorithm is used when the marginal likelihood is difficult to compute. It
accomplishes this task through an iterative process consisting of two key steps:

o E-step: Q(0]6%) = Ezp(vo0 [logp(Y, Z | 6)]
o M-step: ¢+ = argmaxy Q(6] %))
In our specific case, where the distribution pg(Z1.n5|Y1.n) lacks a closed-form expression, we need

to approximate the expected value Q(0, H(k)) using the Monte Carlo method. Without proving the
convergence, we propose the following SMCEM algorithm for our model.

SMCEM
Z is a sequence of random variables with Z,, € {0,1}. Since events of N5 are delayed replications
of Ny. Given a realization Yi.x = (¢,7)1.n, Z1.n should satisfy the following constraints:

n

n
N Zdr1 2 Y Zidh s, Yne{L,2,...,N}
1=1 =1

Let g be a probability of Z;.ny which is defined as follows:
1
Q(Zn =1 | n = 17Y1:n71a Zl:nfl) = 5
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Chapter 4. Hawkes process with shot noise model

0 if Y Zilyoy = S0 Zily o
4(Zn = 1|1y =2, Y11, Z1in1) = {1 2ot it 2 2oy Bl

3 otherwise

Then the SMCEM algorithm is as follows:

- Monte Carlo : for m € [1 : M], generate ZYX} ~q.

- E-step :
Q(0,0") = EZl:N~P9(k) (z1:N1Y1:N) [ log pg(Y1:n, Zl:N)]

L I, poi (20 Y1on)
M= gz

log Do (leNa anjl\?)

- M-step : 0" = argmaxy Q(6, 0")

Online SMCEM
o Init: Set initial parameters 6(°), and calculate the conditional distribution of Z; given the
initial event shape pyo)(Z1 = 1|r1 = 1) = lm’ Poy(Z1 =1jr1 =2) = 0.
For m € [1: M|, draw Z{* ~ Pyw)(Z1|Y1) = Pyoy(Z1]r1).
o Iteration: at n-th iteration (i.e., at n-th event)
- Monte Carlo : for m € [1: M|, draw Z"* ~ Pyin-1)(Zn|Y1:m, Z7%_1)-
- E-step :

Q<97 9”) = EZlin'\’Pg(n) (z12n|y1:n)[10g P@(YLTL) Zln)]
= Z Pe(n) (len|Y1:n) 10g PH(YI:m Zl:n)

Zl:in

= 2 Z P@"(Znnfl:n) Zl:n—l)PG"(len—1|Y1:n) 10g PH(Ylsnu Zl:n)
Zn Zl:nfl

M
1
= Z —M Z P@"(Zn|yi:n7 Z{?nfl) log P@(Yl:na Z{nn)
I m=1

- M-step : 0" = argmaxy Q(6,0™)
Remark 4.6. In fact, we can reformulate the problem in a Markovian context.

N = (N17N27N43N5) X = {(tnaen)an € Na €n € {172a4a5}}
< {(tnyrna Zn)an € N7 rn € {172}7Z’n € {07 1}}

€n
n
< {(tn, ,];1(1%:4 —1e,=5)),n €N, r, € {1,2}, Z, € N}
Yo & -~
=:Z’IL

(Yo, Zy) is in fact Markovian:
o once (Yin, Z1.n) is given, \i(t) is known for i € {1,2,4,5} and t € [ty, tns1).

o From event n to eventn + 1:
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4.C. Sequential Monte Carlo Expectation-Maximization Method

o if rpy1 (observable) is 1, then

- _n+1 — Zp + 1 with probability m
n+

) _ A (tn
- Zna1 — Zn with probability Mtl()*f
1\tn+1 M3

o if rpy1 (observable) is 2, then

M3Zn

- _n+1 — Z, — 1 with probability

>\2(tn+1)
)\2(tn+1) + /1/3an

- Zpi1 — Zy, with probability
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CHAPTER D

LSUPER\/ISED LEARNING FOR CLASSIFICATION OF AGENTS

This chapter focuses on behaviors of agents in the market. We propose a supervised learning method to
identify the agents, by using the Gated Recurrent Unit network. An input is a sequence of orders submitted
by an agent and the output is the ID of this agent. The classification accuracy is very high, implying that the
agents behave very differently from each other. We also analyze the importance of features and the embedding

patterns of action types.
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5.1 - Introduction

Nowadays, most modern financial markets use electronic limit order books (LOB), a double con-
tinuous auction system which tracks and records orders submitted by market participants (in this
work, we also call them the "agents"). Modeling the limit order book is a key aspect to understand
the microstructure of market. Existing researches on modeling limit order book can be roughly clas-
sified into two categories : the statistical model-based methods and data-driven machine learning
methods.

Statistical model-based approaches usually require expert knowledge and certain assumptions about
the system. A very rich literature exists on limit order book models, and some notable examples are
mentioned here. One prominent model is the Zero-Intelligence (ZI) limit order book model, which
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5.1. Introduction

was proposed by Smith et al. (2003). This model describes the order flow using independent Poisson
processes, under the assumption that orders are placed without any specific trading strategies.
Despite its simplicity, the model was proven to be able to reproduce several important statistical
properties (Daniels et al., 2003; Farmer et al., 2005). Since then, many more sophisticated works
appeared. Remarkable work like Cont et al. (2010); Foucault et al. (2005) and Abergel and Jedidi
(2013) gained recognition, along with the queue-reactive Markovian model (Huang et al., 2015)
and the Hawkes models (Abergel and Jedidi, 2015; Large, 2007).

The use of data-driven machine learning approaches has become increasingly popular in finance
due to advances in deep learning technology and the availability of large volumes of high-frequency
trading data. Unlike traditional methods, these approaches do not necessarily require assump-
tions and can handle highly complex data. Most of the existing works focus on applying deep
learning models on limit order book data for the purposes of price forecasting or price movement
classification. For example, Sirignano (2019) proved the effectiveness of neural networks for limit
order book modeling the distribution of the best bid/ask prices. Later, Sirignano and Cont (2019)
tested a Deep LSTM network on 1000 US stocks, and exploited the universality of features across
the stocks. Other different neural networks architectures were exploited to forecast the short-term
price movement direction, including convolutional neural networks (DeepLOB) in Tashiro et al.
(2019); Zhang et al. (2018, 2019), recurrent neural networks in Dixon (2018), LSTM and atten-
tion networks in Zhang et al. (2021) as well as self-attention transformer networks in Wallbridge
(2020). Authors of Mikinen et al. (2019) proposed a deep network that combined CNN, LSTM
and attention mechanism to predict price jumps. In Maglaras et al. (2022), authors proposed a
RNN architecture to estimate the distribution of time-to-fill for a limit order, while in Briola et al.
(2020), different deep learning networks for forecasting price returns were studied in order to gain
a comparative perspective. For more related works, on can refer to Doering et al. (2017); Jiang
(2021); Kumbure et al. (2022); Nabipour et al. (2020); Ntakaris et al. (2018); Wang et al. (2018);
Yan et al. (2020). We also recommend the book de Prado (2018) for more technical details.

The collective actions of agents on the limit order book determines the macroscopic evolution of
the market. Therefore, to fully understand the dynamics of a market, it is crucial to comprehend
the roles and strategies of individual agents. However, before delving into analyzing the behavior,
strategies and impact of individual agents on the market, we first need to answer some fundamental
questions. For instance, how do market participants differ from each other? Which features are
the most important in identifying market participants ? In this work, we aim at answering these
questions through a specific task which is to identify high-frequency agents.

Traditional statistical models for modeling the limit order book often rely on strong assumptions
about the underlying system and may be limited in their ability to handle complex data. The aim
of our work is to identify market participants by analyzing their actions in the limit order book.
This data can be very complex as order actions can occur at different price levels, and the bid /ask
prices, as well as the mid-price, can change frequently. This complexity makes it difficult to apply
traditional mathematical models to the data. To overcome this challenge, we employ deep learning
techniques to recognize market participants based on a sequence of consecutive orders they placed.

Deep learning is a powerful class of machine learning that is able to extract high-level features
from the raw input by using multiple "deep" layers. However it usually requires access to large
dataset. In this work, we focus on high-frequency agents who exhibit a significant level of activity,
i.e., having a large number of orders placed during a given period. We apply a popular deep neural
network, the Gated Recurrent Unit (GRU) (Cho et al., 2014), to learn a representation of these
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agents’ order sequences. Here a sequence of orders is defined as a list of consecutive orders placed by
a market agent. To achieve the best quality of results, we conduct several scenarios with different
lengths of the sequence, as well as different sets of features.

Outline. The rest of this chapter is organized as follows. In Section 5.2, we introduce the limit
order book data used in this work and discuss the data preprocessing. Section 5.3 displays neural
network architectures and feature engineering techniques used in our classification approach. Then
in Section 5.4, we present the results of our study, including a comparison of classification accuracy
across different models and scenarios. We also analyze the action types embedding patterns and the
importance of features. To extend our analysis, in Section 5.5, we conduct additional experiments
by increasing the granularity level of agent labels and based on these results we group the agents.
Finally, we conclude our study in Section 5.6.

5.2 - Data Description

A Limit Order Book is a record of active orders, each order is represented by a separate row in the
book. Each row includes the information about the order’s characteristics and the current market
context. The information about the order includes its arrival time, its side (sell or buy), the price
at which it is placed, its size, its type (limit, cancellation or market) and the agent who placed
this order. The current market context provides a snapshot of the bid and ask limit orders in the
market.

In this study, we analyze the CAC40 future index limit order book (LOB) data obtained from the
Euronext market. The data covers a period of 300 consecutive trading days, starting from January
6th, 2016 and ending on March 7th, 2017, and comprises data collected between 9:00 am and 5:00
pm for each day. The depth of the order book is up to 10 levels.

In the dataset, each order features two anonymized numeric IDs. The first ID represents the member
who placed the order, and the second ID identifies the specific connection used. In this paper, we
will refer to the first ID as "Member" and the second ID as "ITM". In high frequency trading,
"TTM" stands for Interactive Trading Machine used by banks, hedge funds, and other financial
institutions. "I'TM'"s are specialized computer systems which are designed to execute trades in a
fast and efficient manner. It is important to note that ITMs are a division of Members, meaning
an I'TM belongs to a Member, while a Member can have multiple ITMs. In fact in our dataset, the
number of ITMs used by each member can vary from one to more than one hundred.

5.2.1 Member selection

Out of our 300-day dataset, we have identified 170 active Members. Despite this, the majority of
these members either have limited daily order volume or show only brief periods of activity. In this
study, we only consider Members who have placed at least 6000 orders on more than 30 separate
trading days. To determine this, we first identify the trading days where a Member placed at least
6000 orders, and then add that Member to our list of eligible Members if they meet the minimum
threshold of 30 trading days. This selection process results in a pool of 28 highly active Members.
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Data Description

Member ID = 1
num=8.2e+07
#Itm =9

Member ID = 6
num=2.2e+07
#Itm = 26

Member ID = 2
num=2.6e+07
#Itm = 43

Member ID =7
num=2.0e+07
#Itm = 25

Member ID = 3
num=1.3e+08
#Itm = 133

Member ID = 8
num=8.7e+06
#Itm =5

Member ID = 4
num=1.1e+07
#Itm =5

Member ID =9
num=1.0e+07
#Itm = 26

Member ID = 5
num=2.1e+07
#Itm = 21

Member ID = 10
num=2.0e+07
#Itm = 64

Figure 5.2.1 — Member-ITM. The figure displays the top 10 most active Member IDs and their
associated I'TM IDs. Each pie chart represents a Member, with each section of the pie representing
a specific ITM. The sections are divided based on the proportion of orders associated with each
ITM. The title of each pie chart consists of 3 parts : the Member ID, the total number of orders
placed by that Member, and the number of ITMs represented within the chart.

5.2.2 Data normalization and extraction
Input

A single input, labeled as «, is a sequence of N orders placed by agent a. We denote a single input
by X = (z1,x2,...,xx) € RV*M where Vi, x; € RM is represented as a M-dimensional vector.
In other words, each order is comprised of M features, which a subset of the feature collection
presented in Table 5.3.1.

Data Normalization

Prior to extracting samples from the limit order book, we normalize the data as follows:

o time : t; — tg, where tg is the timestamps of the first order
P — min (P)
max (P) — min (P)
of the prices in all limit order books from training days, including the best bid and the best

ask prices P{(t—), PA(t—) and PP(t+), PR(t+),

o price : € [0,1], max (P) (resp. min (P)) is the maximum (resp. minimum)

o size : ———€ [0,1], max (V) is the maximum of the volumes in all these limit order books
max (V)

from training, including the volumes of all limit orders V;?(t—), V.¢(t—) and V,*(t+), Vo(t+).

Extraction of samples

After normalization, we extract 200,000 samples in total for training, validation, and testing days.
The number of samples is divided into three parts with a 0.70:0.15:0.15 ratio for training, validation,
and testing, respectively. Or to be more specific, for each agent a, we divide its available dates
(i.e., the trading days where it has more than 6000 orders) into 3 parts : training dates Dy g, (),
validation dates D4 () and test dates Dyesi(r), with the same proportion as before (0.7:0.15:0.15).
The three sets of days are disjoint to prevent information leakage. The labels of these samples i.e.,

116



Chapter 5. Supervised learning for classification of agents

Feature Value # | Description

ty (or t;) R* 1 | time

P(t,—) R* 1 | best bid price immediately before x
P (ty—) R* 1 | best ask price immediately before x

(VP(t,—) 1o, NF 10 | volume of bid side limit orders at kth level before x

{(Va(t—)}H2, Nt 10 | volume of ask side limit orders at kth level before x

P, R* 1 | order price

Vs N+ 1 | order size

Ay {0,1} 1 indicates if the order is aggressive (i.e., a market order)
Sy {0,1} 1 | indicates if the order is on the ask side (1) or bid side (0)
Pp(t,+) R* 1 | best bid price immediately after x

P (ty+) R* 1 | best ask price immediately after x

(VP(t,+) 1, NF 10 | volume of bid side limit orders at level k after

{(Va(tz+)}2, Nt 10 | volume of ask side limit orders at level k after x

Table 5.2.1 — Features for a single order  in the raw data, the ith order of a sequence of orders

their corresponding agents are uniformly distributed.

To extract a training sample of agent «, we randomly select a date D from Dyyqin (o), based on the
the number of orders during a day over all days

#{a’s orders at day D}
B 2Dy i (o) F1as orders at day D}’

P(D) for D € Dyygin ()
and randomly extract N consecutive orders of this agent on the selected day. The same process is
repeated for the validation and test samples.

5.3 - Methodology

Deep learning is a powerful class of machine learning that is able to extract high-level features from
the raw input by using multiple "deep" layers. In this work, we apply a popular deep neural net-
work, the Gated Recurrent Unit (GRU), to learn a representation of these agents’ order sequences.
To achieve the best quality of results, we conduct several scenarios with different lengths of the
sequence, as well as different sets of features.

5.3.1 Model architectures and Implementation

We detail our network architectures in this section, which depend on the selection of input features.
In general, they comprise two main building blocks : Bidirectional Gated Recurrent Unit (GRU)
layers and two dense layers.
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Gated Recurrent Unit

Gated Recurrent Unit (GRU), introduced in 2014 by Cho et al. (2014), is a special type of Recurrent
Neural Network architecture designed to solve the vanishing gradient problem of a standard RNN.
It has two gates, the update gate and the reset gate. These gates are used to control the flow of
information through the network. This design has led GRUs to be widely applied in various ares,
including natural language processing, speech recognition, etc.

In this work, we use Bidirectional GRU (or simply BiGRU) to process the sequential data of orders.
To recap, Bidirectional GRU is a variant of GRU architecture that allows information flow in two
directions, i.e., both forward and backward in time. It is usually more powerful than a normal
GRU as it captures contextual information from both past and future.

Dropout

Dropout (Srivastava et al., 2014) is a powerful regularization technique that can be used in neural
networks to prevent overfitting. During training, it involves randomly setting a fraction of the
neurons to zero, which can help prevent the network from relying too heavily on any one feature
or a set of features.

To apply dropout effectively, it is important to set an appropriate dropout rate. In this work, we
used the Python library RAY TUNE (Liaw et al., 2018) to optimize the dropout rate. By doing so,
we found that a dropout rate of 0.3 worked well for our neural network.

The problem in this work is to classify sequences of orders based on their associated Member.
Therefore the output of the final dense layer is a 28-dimensional vector that goes through a SoftMax
activation function to produce the final probability result, where the SoftMax activation function
is defined by :

e

= 72? =

where d is the number of classes (in this work d = 28) and z is the input to softmax function. As

o(2); , fori=1,2,...,d and z = (21, 29, ..., 24) € R?

o (z) has each component in the range (0, 1) and the components sum up to 1, it can be interpreted
as a vector of probabilities. When the network is used to classify an input  sequence of orders,
the prediction ¢ will be determined by the label corresponding to the highest probability in the
output distribution, i.e., § = argmax({o(z)i}i=12,... 28)-

Implementation

The neural networks are mainly built using Keras (Chollet et al., 2018), an open-source Python
library. We apply the neural networks architectures to 4 different input cases (see Table 5.3.1).
The neural networks are equipped with cross-entropy loss and the ADAM (Adaptive Moment
Estimation) (Kingma and Ba, 2015) optimizer is applied. The data is trained on training samples,
the learning is stopped when the validation accuracy does not increase for 50 more epochs.

5.3.2 Feature engineering

In our raw data, an order consists of all the features which are displayed in Table 5.2.1. Now in
order to enhance model accuracy, we will create the following new features :

o Action type : the action type is a categorical variable, transformed from the six rows at the
bottom of Table 5.2.1, or the FMC features in Table 5.3.1.
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The set of all possible action type categories is defined as

o Order flow :

C = {Ask Limit at level k, Bid Limit at level k, k € [1 : 10]}
U {Ask Cancel at level k, Bid Cancel at level k, k € [1 : 10]}
U {Ask Market order, Bid Market order}

(5.3.1)

the order flow is a new added feature which cannot be derived from Table

5.2.1. The order flow type C' i.e., F.(t;—1 — t;) indicates the number of orders of type C in

the entire market between two consecutive orders made by an agent. !

We will employ our model to evaluate three competitive sets of features, namely (1) HMC+FMC,
(2) HMC+AT and (3) HMC+AT+OF as shown in Table 5.3.1. In addition, we will present a
benchmark model which incorporates only three features which are considered as the most signifi-

cant (from the results afterwards). The three sets of features share 25 common features, including

3 characteristics of the order and 22 market context indicators immediately before the execution
of the order.

Class | Feature # | Baseline | HMC+FMC HMC+AT HMC+AT+OF
ty (or t;) 1 v v v v
P, (price) 1 X v v v
V. (size) 1 v v v v
HMC | Pb(t, ) 1 X v v v
P{(ty—) 1 X v v v
{(Vh(t.—) 12, 10 X v v v
{(Vets—) Y, 10 X v v v
Ay (aggressive ?7) 1 X v X X
Sz (side) 1 X v/ X X
PAC P} (t,+) 1 X v X X
Pa(t,+) 1 X v X X
{(V(t,+)}12, 10 X v X X
{(Va(ta+) 1Y, 10 X v X X
AT C, (action type) 1 v X v v
OF | {Fe(ti-1 = ti)}eec (flow) 42 X X X v

Table 5.3.1 — Features for a single order «, the ith order of a sequence of orders

1. Normalization of the order flow :

min{F,, 100}

100

€ [0,1]



5.3. Methodology

HMC+H+FMC The first set of features (scenario 1) consist of the 25 basic features (HMC) and
also the 24 supplementary features (FMC), as shown in Table 5.3.1. Therefore a single input of
type 1 consists of in total N rows with each row having 49 features.

Bidirectional

(N x 49) (2 x 128) (256) Dropout (28) 1)
Flatten Units = 28 ArgMax Output
Units = 128
ret
= —

HMC+AT In the previous set of features, we supply the market context before and after an
order (HMC+FMC), expecting the neural network to discover the full information of an order by
itself. While in this set of features (scenario 2), instead of constructing the entire limit order book
context after each order, we provide its action type. With the action type C, of an order x, we
will be able to fully reconstruct the order book after the execution of order z.

Remark 5.1. In the original order books, there are certain types of orders referred to as "modifi-
cations". These modifications indicate that the agent has either:

(a) relocated some orders from one level to another (on the same side), or
(b) altered the quantity of a limit order.

In the first scenario (a), we divide the modification order into two separate orders: a cancellation
order at the previous limit price and a limit order at the new price (with the same timestamp). In
the second scenario (b), as the level of the order remains unchanged, it can be treated as either a
cancel or limit order. If the size decreases, it is considered a cancel order, otherwise, it is considered
as a limit order.

To summarize, an input of scenario 2 (HMC+AT) consists of 26 features in total, comprising 25
basic features (HMC) and 1 additional feature representing the action type (AT).

Since the action type C; is a categorical variable, it will be encoded as a one-hot numeric array be-
fore being sent to GRU, i.e., to handle a category C,, = i, the one-hot encoding of C,, is represented

as C, = (0,0, ..., 1 ,..,0).

ith element

Input 1 | (Vx25)

HMC ’\ Bidirectional ——
Dense e Dense
Flatten Dropout ArgMax

Concatenate
. Units = 128 (256)
Tnput2 | vx 1) (R RebU
(Nx5)

Softmax

AT

Figure 5.3.1 — NN .. input 1 is the 50 orders with 25 basic features, input_ 2 is the supplementary
feature

The first layer is an embedding layer which converts one-hot vector C, to a vector of dimension
5. To make it clearer, the operation of this layer is in fact C’;mbed = C,(Q, where @) is a matrix in

R42X5

We replace the scalar order type (C, € [1:42]) with a 5-dimensional embedding vector, which
serves as input to a Bidirectional GRU layer with 30 features.
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HMCHAT+OF If we look at the numerical results beforehand in Table 5.4.1, it appears that we
have provided enough information of a particular agent based on the previous input it has received.
However the model still lacks the understanding or the dynamics of the entire order book. Until
now, our inputs only include the actions of the agent and the market context, but what we aim
to achieve is to enable the model to also comprehend what happened in the market between two
consecutive orders of this agent, or in other words, what drives the agent to take a specific action.

To enhance our model’s ability, in addition to the 26 features from the second model (HMC+AT),
we propose to add 42 additional order flow features (OF), represented by {Flow type C,C € C}.
We attempt to give a representation of the market dynamics by providing the flow of each action
type. By doing so, we expect that the model can learn not only the aspects of an specific agent
but also the interactions between the agent and the entire market. By adding these new features,
the total number of features will be increased to 66.

5.4 - Numerical results

To establish a benchmark for comparison, we selected the LightGBM method as our reference
model. Light GBM is a gradient boosting framework that uses tree-based learning algorithms intro-
duced in Ke et al. (2017). It is often compared to deep learning algorithms because both are widely
used in machine learning and have been shown to be effective in many applications. In this work,
we compare LightGBM and BiGRU model, expecting that the deep learning model can capture
more intricate patterns in the data. Table 5.4.1 presents a comparison of the accuracy of the two
classification models when applied to sequences of different lengths.

Tnput N =20 N =50 N =100
Type BiGRU LightGBM | BiGRU LightGBM | BiGRU LightGBM
Baseline 0.819 0.850 0.878 0.879 0.916 0.894

HMC+FMC | 0.737 0.708 0.857 0.756 0.892 0.784
HMC+AT 0.866 0.861 0.912 0.889 0.943 0.900
HMC+AT+OF | 0.882 0.846 0.916 0.885 0.948 0.905

Table 5.4.1 — Numerical results. This table displays the accuracy results of different models applied
to the test data. (HMC = History Market Context, FMC = Future Market Context, AT = Action
Type, ATF = Action Type Flow)

To learn more about the performance of our classification model, we define the accuracy of classi-
fying samples for a given agent « as:
- N =alyn =a,n=1,2,..,N}|

Hyn = a,n=1,2,..., N}|

Tacc (Oé)

Here, y, represents the true label of the n-th sample and ¢, represents the predicted label. | - |
stands for the cardinality of a set. The accuracy rate r.. for each agent is presented in Figure
5.4.1. We can see that the selected high-frequency agents exhibit considerable variability. Most
agent demonstrate an accuracy rate of over 90%, with several agents (eg. 8,12 and 21) achieving
nearly 100%.
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Figure 5.4.1 — Accuracy of classifying samples for each agent. The x-axis represents the member
ID, while the y-axis represents the accuracy rate.

Embedding of action types

Inspired by the remarkable success of Word2Vec (Mikolov et al., 2013a,b), where the word em-
bedding approach captures various degrees of semantic similarity between words (such as "man"
- "king" = "woman" - "queen"), we are curious to explore if a similar approach can be applied to
the embedding of action types in our work. Specially we are interested in examining if embedding
action types would reveal any patterns or relationships between different categories of actions.

Figure 5.4.2 displays the results of action type embedding from the BiGRU N=10 input type
(HMC+HAT). An point in the figure represents the 2-dimensional Principal Component Analysis
(PCA) projection of the 5-dimensional embedding vector of an action type. As shown in the
figure, the embedding layer has effectively differentiated between the three order types - limit,
cancellation and market - which demonstrates its efficacy in capturing the differences between this
actions. Moreover, the figure reveals that cancellations at level 1 are closely aligned with market

orders, as both types have the same impact on the market.

ceho mkt ask_market bid_market

Imt10 As Imt1 ask_limit_L1 bid_limit_L1

0.6 2 ask_limit_L2 bid_limit_L2

Ay Imt3 ask_limit_L3 bid_limit_L3

Imta ask_limit_L4 bid_limit_L4

0.4 imt8 Imt5 ask_limit_L5 bid_limit_L5

ccl8 Imt6 ask_limit_L6 bid_limit_L6

A3 ask_limit_L7 bid_limit_L7

0.2 Imt8 ask_limit_L8 bid_limit_L8

A - Ao cclé ask_limit_L9 bid_limit_L9

im0 ask_limit_L10 bid_limit_L10

0.0 Imt6 s ccll ask_cancel_L1 bid_canceI_Ll
imtl ~c/2 ask_cancel_L2 bid_cancel_L2

ccl3 ask_cancel_L3 bid_cancel_L3

—0.2 mkt .y ccld | ccja ask_cancel L4 bid_cancel_L4
ccl5 ask_cancel_L5 bid_cancel_L5

—04 cclé ask_cancel_L6 bid_cancel_L6
ask_cancel_L7 bid_cancel_L7

Imt5 ccl8 ask_cancel_L8 bid_cancel_L8

“06 Imt4 ccl3 ask_cancel_L9 bid_cancel_L9
Imt3 ceino ask_cancel_L10 bid_cancel_L10

-0.6 -0.4 -0.2 0.0 0.2 0.4 0.6

Figure 5.4.2 — Two-dimensional PCA projection of the 5-dimensional embedding vectors of action
types. The inserted figure displays 5 lines, with each line A;,7 = 1,2,3,4,5 indicating the vector

from limit level i to cancellation level 7.
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Feature importance

In the following figures, we will show the feature importance matrices of Light GBM. The feature
importance matrices offer a visual representation of the relative impact each feature has on the
model’s output. The importance of a feature is calculated by the number of times it is used to
split the data across all trees. Features that are used more frequently are considered to be more
important and have a greater impact on the model’s prediction.

Figure 5.4.3 shows the feature importance of model (HMC+AT) when N = 10 while Figure 5.4.4
displays the feature importance of benchmark model. By analyzing both feature importance ma-
trices, as well as the prediction accuracy results in Table 5.4.1, we observed that the order type
and time (or frequency) are the most significant features.

Order #1 - 6000

Order #2 -
Order #3 -
Order #4 -
Order #5 -
Order #6 -
Order #7 -
Order #8 -
Order #9 -
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Figure 5.4.3 — Feature importance heatmap
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Figure 5.4.4 — Feature importance heatmap

5.5 - Extend experiments to I'TMs

Now, instead of classifying Members, we apply the NN architecture to classify ITMs using the
second set of features (HMC+AT). By doing so, we aim to get a deeper insight into the relationship
between Members and ITMs.

ITM selection

We have identified more than 1000 active ITMs. However we only focus on the I'TMs that corre-
spond to the selected Members. The eligibility criteria for ITM selection is the same as for Member
selection; an I'T'M is considered eligible if it has placed at least 6000 orders on more than 30 distinct
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trading days. This filtering process leads to a list of 104 highly active ITMs, that belong to 21
Members.

Confusion matrix

The Confusion Matrix, represented by C' is a useful tool for evaluating the accuracy of a classifier.
Each entry C;; represents the number of instances that were labeled as class ¢ but predicted as
class j. In this study, we utilize the normalized confusion matrix, which is obtained by dividing
each entry C;; by the sum of all entries in row i, i.e., Cij/zllgofl Ci..

Now if we examine the confusion matrix in Figure 5.5.1, it is clear that the misclassified samples are
frequently confused with other ITMs that belong to the same Member. We assume that the neural
networks struggle to differentiate between these ITMs due to their high degree of similarity. Based
on this assumption, we can leverage the information from the confusion matrix to group the ITMs
of a Member into distinct clusters based on their shared characteristics. Specifically, each cluster
can represent a unique manner or mode of operation that the ITMs belonging to that group tend
to exhibit. For instance, by extracting the sub-matrix of Member with ID=3, which is a 39 x 39
matrix, we can use the agglomerative hierarchical clustering to regroup the ITMs. The resulting
groups of I'T'Ms are considered to share similar behaviors, as demonstrated by dendrogram plots in
Figures 5.5.2a and 5.5.2b. In the same way, Figure 5.5.3a and 5.5.3b show the clustering result for
Member 6.

5.6 - Conclusion

We demonstrate in Section 5.4, that even the worst-case scenario has an average accuracy of
over 70%, which means that the high-frequency agents are vastly different from one another. By
analyzing the feature importance, we show that the most important features for the classification
task are the time (or frequency), order size and action type of order.

We find that the best way to provide the action types to the neural networks is to categorize
them and apply an embedding layer after one-hot encoding. By visualizing the projections of such
embedded action types on R?, we surprisingly find that the neural networks have "understood" the
relationship among these action types very well.

Based on these findings, we apply the best-performing model to an extended task. In Section 5.2,
we introduce the concept of two IDs assigned to an agent, Member ID and ITM, where ITMs are
a division of Member IDs. In contrast to the first classification task which classifies Member IDs,
this additional task focuses on classifying I'TMs. The confusion matrix shows clear diagonal blocks,
with each block representing a Member ID. We then demonstrate that this is in fact a useful tool
for clustering ITMs for a given Member 1D.
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Figure 5.5.1 — Confusion matrix. The diagonal submatrix blocks represent the grouping of ITMs
from the same Member. The labels along the x-axis (abscissa) are presented in the format "I'TM -
Member", while the labels along the y-axis (ordinate) are displayed in the format "ITM - Member
>> Accuracy".
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CHAPTER 6

SELF-SUPERVISED LEARNING FOR CLUSTERING AGENTS

From : Liquidity takers behavior representation through
a contrastive learning approach (Ruan et al., 2023a)
R. Ruan, E. Bacry, J.-F. Muzy

Thanks to the access to the labeled orders on the CAC40 data from Furonext, we are able to analyze agents’
behaviors in the market based on their placed orders. In this study, we construct a self-supervised learning
model using triplet loss to effectively learn the representation of agent market orders. By acquiring this
learned representation, various downstream tasks become feasible. In this work, we wutilize the K-means
clustering algorithm on the learned representation vectors of agent orders to identify distinct behavior types

within each cluster.
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6.1. Introduction

6.1 - Introduction

Deep learning has achieved great success in recent years, mainly due to advances in machine learning
algorithms and computer hardware. As a result, it has become an indispensable tool in a wide range
of fields, both in research and in practical applications. Specifically, in finance, deep learning has
been applied extensively to predict stock prices movements using limit order book data. This
technique is particularly effective in handling complex data which statistical models often struggle
to manage. Notable works in the recent literature include Sirignano and Cont (2019); Sirignano
(2019); Zhang et al. (2021, 2019).

In particular, contrastive learning (CL) is a powerful technique in deep learning that has led to
significant advances in representation learning. It has been widely applied, especially in vision
domain, as demonstrated by the success of works such as Chen et al. (2020); Grill et al. (2020);
He et al. (2020). In the domain of time-series analysis, CL has also shown great potential. For
example, Contrastive Predictive Coding (CPC) of Oord et al. (2018) employed a latent space to
capture historical information and predict future observations, and has demonstrated impressive
results in speech recognition tasks. In healthcare, authors in Mohsenvand et al. (2020) applied CL
on electroencephalogram data while Mehari and Strodthoff (2022) used it on electrocardiography
data. In finance, CL has been used for stock trend prediction (Hou et al., 2021), and financial time
series forecasting (Wu et al., 2020).

In financial markets, the collective actions of agents in the limit order book determines the macro-
scopic evolution of the market. Therefore, to fully understand the dynamics of a market, it is
crucial to comprehend the roles and strategies of individual agents. However, due to the challenge
of accessing confidential trading data, only a few studies have been conducted in the area of char-
acterizing market participants. For example, Brogaard et al. (2010, 2014) have studied limit order
book data with agents labeled as either High-frequency traders (HFTs) or Market makers (MMs).
Hagstromer and Nordén (2013) has analyzed the different behaviors of HFTs and MMs. With ac-
cess to agent identities, Kirilenko et al. (2017) classified the agents into HF'Ts, MMs, fundamental
buyers, fundamental sellers and opportunistic traders, and studied their behavior before and after
the flash crash of may 2010. A recent research in this area was conducted by Cont et al. (2023),
where the authors analyzed limit order book data from the broker view and grouped the agents
into four groups, for each they detailed descriptions of the properties. A study that deserves special
attention in our research is the work Cartea et al. (2023). In their study, the authors presented
statistical models designed to predict the behavior of trading algorithms using data from Euronext
Amsterdam. By extracting the coefficients from their prediction model, they identified three dis-
tinct categories of trading algorithms prevalent in the market: directional trading, opportunistic
trading, and market making.

In this chapter, our objective is to analyze and characterize the different behaviors of the agents.
More specifically, we will study successions of any fifty consecutive market orders placed by any
agent. Each order is defined by eight features (see Section 6.3), resulting in a sample matrix of size
50 x 8. The inner structure of such a sample can be complex and challenging to represent using
classical methods. To address this challenge, we aim to learn a representation (i.e., embeddings)
that can effectively embed each such sample into a lower-dimensional vector space. We propose to
use a self-supervised contrastive learning approach using a triplet loss (Schroff et al., 2015). For
each "anchor" sample from an agent two other samples (not overlapping in time) are chosen :

o one (positive) sample from the same agent
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o one (negative) sample from another agent.

The pretext task, from which the embeddings are learned, consists in trying to identify the positive
sample (through the use of the triplet loss). All samples are taken over a two hours period of time
during the same day, so that the positive sample and the reference sample, corresponding from the
same agent and being close in time, can be considered hopefully as corresponding to the "same'
structure/strategy.

The learned embeddings can be utilized for various downstream tasks, such as clustering and clas-
sification. In this work, we will apply the K-means clustering algorithm to the learned embeddings,
by doing so, we aim to reveal the different strategies employed by agents and the development of
their strategies over time. To the best of our knowledge, we are the first to propose a contrastive
learning method on limit order book representation.

Outline. This chapter is organized as follows. In Section 6.2, we recall some important concepts
and terminology, including limit order book, liquidity makers and takers, and contrastive learning
with triplet loss. We will also properly formulate the main problem to be addressed in this chapter.
In Section 6.3, we describe the data used as well as the preprocessing steps. Section 6.4 presents the
neural network architectures, implementation information and evaluation metrics. We demonstrate
the importance of some features. In Section 6.5, we apply the K-means clustering algorithm, a
downstream task, to the learned embeddings. We analyze the properties of each cluster and the
clustering results of each agent. Finally, concluding remarks and discussions are provided in Section
6.6.

6.2 - Preliminaries

In order to provide a comprehensive understanding of the concepts and terminology used in this
chapter, we will begin by briefly reviewing several important concepts. These include concepts in
financial markets background, such as limit order books, liquidity takers, as well as a loss function
for contrastive learning, namely the triplet loss. At the end of this section, we will proceed to
formulate the main problem to be addressed in this study.

6.2.1 Limit order book

A limit order book (LOB) is an auction mechanism used in financial markets to record the buy
or sell orders placed by traders. These orders can be categorized into three major types: limit
orders, cancellation orders, and market orders.

A market order is an order to buy or sell a stock at the market’s current best available price,
which typically ensures an immediate execution. Conversely, a limit order is a buy or sell order at
a specific price, which cannot be executed immediately. This is because the current market quotes
do not match the trader’s desired target price. In this case, the limit order will join the queue in
the limit order book and wait until it can be executed at the desired price or a better one, unless
it has been canceled. The action to cancel a limit order corresponds to a cancellation order, which
removes an unfilled order from the queue. We refer the interested readers to the reference Gould
et al. (2013) for a very nice review of limit order book concepts.

Furthermore, it is important to provide definitions for aggressive trades and passive trades.
When agent « places a market order, it effectively can be seen as a match of two orders. They are
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respectively an existing limit order at price p in the queue placed by agent 3, and a marketable
limit order placed by agent « that matches this price p. This market order can be seen as both
an aggressive trade for agent o and a passive trade for agent 5. It is worth noting that these
terminologies may differ from other definitions that one can find elsewhere.

6.2.2 Liquidity takers vs. Liquidity providers

In financial markets, participants can be broadly classified into two categories : liquidity providers
and liquidity takers. Liquidity providers, also known as market markers, are the agents who place
limit orders on both sides of the market (buy and sell) and attempt to earn the bid-ask spread.
Conversely, liquidity takers, typically traders and investors, seek to earn profits from the price
movement of asset or use the price movement as a hedge to the other positions in their portfolio. In
traditional markets, market makers are usually designated by the market while in modern markets,
anyone can be a market maker. In fact the distinction between liquidity providers and takers is
not clear-cut.

In this chapter, we will focus on the the behavior of liquidity takers through the analysis of their
aggressive trades in the LOB. Later in this chapter, we will demonstrate that some highly active
liquidity takers are also significant liquidity providers. For instance, members 11, 12 and 24 in Fig.
6.3.1 can be considered as such agents.

6.2.3 Self-supervised learning with Triplet loss

Self-supervised learning (SSL) is a machine learning approach, which processes unlabeled data to
obtain useful representations that are helpful for various downstream tasks. Among self-supervised
methods, contrastive learning is a very popular technique, notably used for computer vision tasks
(for instance SimCLP (Chen et al., 2020), BYOL (Grill et al., 2020), MoCo (He et al., 2020),
Barlow twins (Zbontar et al., 2021)). Its aim is to learn a representation function that embeds
similar inputs close together and dissimilar inputs far apart. Over the years, the loss functions
used in contrastive learning have evolved from a simple comparison between one positive and one
negative sample (Chopra et al., 2005) to multiple positive and negative samples (Gutmann and
Hyvérinen, 2010; Oord et al., 2018; Sohn, 2016).

In this work, we apply our deep neural networks, which are equipped with the triplet loss, to learn a
representation function for limit order book data. The Triplet Loss was first introduced by Schroff
et al. (2015), where it was used for face recognition of individuals under varying poses and angles.
Since then, it has become a widely used loss function for supervised similarity tasks. As illustrated
by Fig.6.2.1, the fundamental idea behind the Triplet Loss is to learn a representation function f(-)
that brings inputs that match (referred to as positive inputs) closer to the reference input (referred
to as the anchor) and pushes away inputs that do not match (referred to as negative inputs). The
triplet loss function can be defined as following :

N
Loripier = 3, max (|F(X2) = FOXD)E = [£(X2) = FXP)IE +,0) (£1)
=1

where
- f: X — R%is a representation function that embeds an input to a d-dimensional Euclidean
space R,
- v is a margin between positive and negative pairs, the margin value is added to push negative
samples far away.
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- X% indicates Anchor sample, X? indicates Positive sample, X indicates Negative sample.
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Figure 6.2.1 — Triplet Loss illustration. The Triplet Loss minimizes the distance between the anchor
X% and the positive X?, and maximizes the distance between the Anchor X% and the negative X™.

6.2.4 Problem formulation

The objective of this work is to develop a robust method for representing a sequence of consecutive
market orders sent by the same agent. To this end, we introduce a novel approach that employs a
deep neural network with an LSTM architecture, equipped with a triplet loss function. Fig. 6.2.2
gives an illustration of an example framework (when d = 2).
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Figure 6.2.2 — Illustration of model learning. X is a sequence of consecutive market orders and f(X)
is its vector representation in R2. The triplet loss minimizes the distance between the samples from
the same agent |f(X?) — f(X%)|2 and maximize the distance between the samples from different

agents | f(X™) — f(X*)[2.

Since a sequence of orders is highly structural, determining the similarity between two sequences of
orders can be very challenging. However the R? space is widely recognized and offers a straightfor-
ward measure of distance between two points. As a result, the representation function f establishes
a connection between the intricate order book space and a more comprehensible R? space.

Once a comparison between two sequences of orders becomes possible, one can apply various down-
stream tasks. In this work, our focus lies in grouping these sequences of orders from different
agents, represented by their images in R?, to several clusters. Through this clustering process, we
expect to uncover the trading behavior and strategy of these agents.

6.3 - Data Description

In this present work, we analyze the limit order book (LOB) of the front month ! CAC40 index
futures contracts. The data was obtained from the Euronext market and spans a period of 300

1. The term "front month" refers to the nearest expiration date in futures trading.
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consecutive trading days, from January 6th, 2016 to March 7th, 2017, between 9:00 am and 5:00
pm each day. Let us again mention that this task focuses only on market orders in the LOB rather
than all types of orders.

We present a network that utilizes the Triplet Loss (£1) and takes consecutive market orders of
an agent as inputs. Through training this network, our goal is to obtain a robust representation
function that maps order book inputs to a lower-dimensional vector space. Similarity between two
order book inputs is determined based on whether they belong to the same agent or not.

Agents selection

Out of our 300-day dataset, we have identified 170 active Members. Despite this, the majority of
these members either have limited daily order volume or show only brief periods of activity. In this
study, we only consider Members who have placed at least 200 market orders each day on more
than 45 separate trading days. This selection process results in a pool of 30 highly "market order"
active Members. Remarkably, each of these selected agents has placed no less than 15,000 market
orders during the designated period.

Once more, we only consider the aggressive trades (market orders) executed by an agent during
a period and do not include the passive trades, which are executed by market orders placed by
another agent that fully or partially match the limit orders of this agent. However, it’s important
to note that passive trades can have a significant impact on an agent’s behavior, and we plan to
address this issue in our future work.

In order to have a deep insight into the 30 members that we selected and measure how much these
30 members are weighted in the market, we have conducted the following statistics.

o Let us define the "actions at L1" as all the orders (limit, cancellation and market) which are
executed at the best bid or best ask price levels. The previous 30 selected members (which
place the most market orders) are in fact among the top 40 most active agents at L1, with
the top 20 most active agents included in this group. In simpler terms, these 30 selected
members can be considered the most influential agents at L1.

o We also provide the ratio of the number of passive trades to the number of aggressive trades for
each agent in Fig 6.3.1, in order to gain a better understanding on the visible of these agents.
A high passive-aggressive ratio indicates a more market-marker-like agent, who provides more
liquidity than takes liquidity from the market.

° 3 °

° °
°

0 ° ¢ ° ° Y

Passive/Aggressive ratio

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30
MEMBER ID

Figure 6.3.1 — The ratio of passive trades to aggressive trades for each Member

These statistics demonstrate that by focusing on those who place significantly aggressive trades, we
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have effectively taken into account the majority of the most important active market participants.

Order features and Input data

In this work, we have chosen to describe a market order & by the following features,

t (timestamps): the timestamp which records the time point when an order is executed

- gr (Quantity): the amount of stocks traded (this value is always equal to or less than the
size proposed by the trader)

- s (Side): whether an order is a buy or sell order

- M (Limit to trade modification): the specific type of action, M = 1 represents the modifica-
tion of an existing limit order to make it aggressive, while M = 0 signifies the placement of
an aggressive order that is immediately executed

- PP(t—): the best bid price immediately before the execution of this order
P{(t—): the best ask price immediately before the execution of this order
QY (t—): the volume of limit orders at the best bid (best bid queue size)
Q41—

): the volume of limit orders at the best ask (best ask queue size)

It results that an order is represented as an 8-dimensional vector. Each input X is a sequence of 50
consecutive market orders executed by one agent a, X = (x;)i=12,... 50, corresponding to a matrix
in R%9*8. The set of inputs labeled by « is denoted by V,. In the Triplet Loss approach, a single
input is composed of X% XP X", where X% and X? (note that X* # XP) come from the same
agent «, while X" is sourced from a different agent 8. In other words, X% and X? belong to the
set Vo, while X™ belongs to another set Vg, with 3 # «. The triplets are constructed locally in
time, the positive sample X? and the negative sample X" are required to be "temporally close" to
the anchor sample. In this work, two samples are considered "temporally close" if the time interval
between their first order’s timestamps is less than 2 hours.

The use of a local model in this work is motivated by the dynamic nature of agent behavior. As
the goal is to learn the representation of sequences of orders of an agent, it is expected that an
agent’s strategy may change over time. In such a scenario, it would not be appropriate to force
inputs that are far apart in time to match, even though they are from the same agent. By utilizing
a local model, the contrastive learning approach is leveraged to better capture the dynamic nature
of agent behavior.

6.4 - Implementation details and numerical results

In this study, we employ Long Short-Term Memory (or simply LSTM) to process the sequences of
market orders. LSTM is a variation of RNN which was designed to address the problem of vanishing
gradients in standard RNNs (Hochreiter and Schmidhuber, 1997). Compared to another variant
Gated recurrent unit (GRU), LSTM has a more complex structure. It includes memory cells, input
gates, forget gates and output gates. Specifically, in this work, we applied stacked LSTMs, which
are well-known for their ability to handle more complex models and deliver improved performance
compared to the simple LSTM architecture (Sutskever et al., 2014).

6.4.1 Inputs and Hyperparameters

We conducted tests on multiple sets of input sample features, and we present three of these sets in
Table 6.4.1. In the next subsection, we will introduce an evaluation metric and demonstrate that
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the best set of features is the (Basic+M+QS). Additionally, we performed tests with an extended
set of features, including the queue sizes at level 2 and 3 in addition to the eight features, however
we found that they do not exert a significant impact on the current task. As a result, we conclude
that these eight features listed in Table 6.4.1 are sufficient for our task.

Features Basic Basic+M Basic+M+QS
Time (interevent time) v v v
Quantity v v v
Side (buy or sell) v v v
Limit to trade modification X 4 4
Best bid price v v v
Best ask price v v v
Best bid qty X X v
Best ask qty X X v

Table 6.4.1 — 3 types of input : Basic, Basic+M, Basic+M+QS. "M" stands for limit to trade
modification and "QS" stands for the best level queue sizes.

The LSTM network used in this work has a stacked architecture with two hidden layers. The
first layer consists of 100 units, while the second layer has 40 units. The encoded representation
of the input sequence is obtained from the last output of the second layer, i.e., the dimension of
the embedding space is d = 40 (We tried also other smaller output dimensions but they did not
perform as well). The margin in triplet loss v was set to 0.5. See Fig 6.4.1 for a model architecture
illustration.

Input : triplet (X%, X?, X™)

) = LSTM (p — 100)

'
2 1
Bncoder: J= J7o [ with { 2(-) = LSTM (100 — 40) (NN1)

Output : (f(X?), f(XP), f(X™))
Loss : max ([ f(X%) = f(XP)[3 — [ £(X*) = f(X™)[3 +7,0)

LSTM LSTM

(N X #Features) (N x 100) (40)
Input x Units = 100 Output f(x)

TanH TanH

Figure 6.4.1 — Encoding model architecture schema for one sample.

The PyTorch library (Paszke et al., 2019) was primarily used to implement the neural networks.
To train the networks, we used the Adam optimizer (Kingma and Ba, 2015) with a learning rate of
0.002 and a batch size of 64. The training process was conducted on a single NVIDIA GPU Tesla
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P4. The training process was stopped after 500 epochs. And early-stopping was not implemented
due to the the effectiveness of the triplet loss in preventing overfitting.

6.4.2 Numerical results

To prevent any data leakage, the 300 consecutive trading days are divided into two distinct sets,
namely training days and test days. The numbers of training days and of test days follow a ratio
of 4:1. Therefore the training inputs 7y and the test inputs 77 are extracted from 240 training days
and the remaining 60 test days respectively. We introduce an evaluation metric for the test data
T1, called the failure rate. This metric is defined by the following formula:

. 1ie{l,2,..., N} such that |f(X7) — f(X])] < |F(X{) — FXDI
N

where N = |T;|, and the test data 7; is defined as T; = {(Xﬁ,XZP,XZ-”),Z' = 1,2,...,N}. More
precisely, when considering a particular agent «, the failure rate can be expressed as follows :

~ [{ie{1,2,..,N} such that X{' € Yo and | f(X7) — f(XP)| <[ f(X7) = F(XD)]} |
B | {i € {1,2,..., N} such that X% € V,} |

«

Here | - | stands for the cardinality of a set. The quantity (1 — r,) is the proportion of triplets
where the positive and negative sample are correctly distinguished.

Table 6.4.2 gives the unconditional failure rates of the 3 feature sets. It reveals that the action
type and the best bid/ask price level queue sizes play a crucial role in this task. The evaluation
comparison, conditional on agents, for these feature sets is illustrated in Figure 6.4.2.

Features Basic Basic+M Basic+M+QS

Failure rate (r) 8.03% 6.72% 5.32%

Table 6.4.2 — Evaluation results for the 3 types of input : Basic, Basic+M, Basic+M-+QS.
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Figure 6.4.2 — Failure rate for each agent in different scenarios.
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6.5 - Downstream task: Clustering

So far, we have acquired a learned representation function for market order sequences. In this
section, we will test this representation in a downstream task that consists in performing a clustering
of agent behavior.

Cluster analysis is the task of grouping or segmenting a collection of objects into subsets or "clus-
ters", such that the objects within the same cluster are more similar to each other than those
assigned to different clusters (see 14.3 in Hastie et al. (2009)). As detailed below, we will apply
K-means cluster analysis to the encoded orderbook samples. To ensure a comprehensive analysis,
we extract over 3000 samples for each agent from the market orders. Trough the neural network
equipped with triplet loss, we obtain an encoder function, f, which can map a sequence of market
orders to a lower dimensional vector that is interpretable. With the clustering of these lower dimen-
sional vectors, we hope to uncover patterns that are not possible to discover through traditional
statistical methods. More precisely, we aim to group the sequences of market orders by different
agents into several subsets and each subset will be considered as a trading strategy. Let us note
that an agent can belong to multiple clusters and a cluster may encompass samples from different
agents.

6.5.1 K-means clustering

K-means clustering (Lloyd, 1982; MacQueen, 1967) is one of the most popular clustering methods.
Given a set of observations (y1, Ys, ..., ¥,,) € R**%, K-means clustering seeks to minimize the within-
cluster sum of squared deviations by assigning each observation y; to its nearest cluster center.
To formulate the task mathematically, K-means algorithm assigns these observations to k* clusters
{Y1,Ys,..., Y=} by solving the following optimization problem. The cluster centers, denoted by u;,
are updated iteratively until convergence.

k*
min > Yy — il

i=1yeY;
In practice, in order to apply K-means, one must select the number of clusters k*. In this work, we
aim to apply K-means clustering to group the encoded orderbook samples into subsets of similar
strategies. In order to provide a comprehensive view of strategies, it is desirable to have a relatively
small number of clusters compared to the total number of agents. A variety of methods have been
proposed in the literature to determine the number of clusters k*, such as the "Elbow" method,
the gap statistic, the Silhouette method, etc. In this work, we employ the "Elbow" method to
determine the optimal number of K-means clusters, which is set to 7. Figure 6.5.1 displays the
K-means clustering result.

One can remark that several Members belong to only one cluster, such as members 1,11,12,17 and
22. Tt is not surprising as these members have consistent and especially low failure rate (as shown
in Figure 6.4.2), showing that they are rather distinctive. On the other hand, many agents belong
to several clusters which may be interpreted by the fact that their strategy is changing over time.

6.5.2 Characterizing clusters by indicators

In order to have a deeper understanding of these clusters and how they differ from one another,
we will evaluate them using a set of indicators. To start, we present each indicator and plot the
evaluation of input data for each cluster based on this indicator. These box plots show the quantile
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Figure 6.5.1 — K-means clustering results. Each agent is represented by a vertical bar, which may
consist of one or multiple segments. Each segment corresponds to the agent’s samples assigned to
a specific cluster.

range (25th percentile, median and 75th percentile) for the inputs of each cluster.

Frequency: If 0t stands for the average inter-event time (calculated as %(ta) —11)), the frequency

60
indicator — represents the average number of trades per minute. The higher the value, the more

frequently market orders are being placed by the agent.
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Figure 6.5.2 — Box plot of trade frequency data for samples within each cluster. The median is
represented by the middle line. The box encompasses the lower (25%) and upper (75%) quartiles.
The whiskers, extending from the box, indicate the range from the minimum to the lower quartile
and from the upper quartile to the maximum values.

1 50
Size: Let §; indicate the size of ith order, the average order size is denoted by =0 > G Ad-
i—1

1 50

ditionally, we introduce another term called the average trade size 0 > q; where g; is the filled
i=1

quantity of ith market order. It is worth noting that §; and ¢; are not always the same, §; repre-
sents the intended trade size, while g; represents the actual executed trade size, therefore ¢; < §;.
With the two terms, we will be able to construct another indicator fill rate, which is calculated as

50 50
‘21 qz'/(Zl Gi) (always < 1).
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Figure 6.5.3 — Box plot of trade size (top) and fill rate (bottom) data for samples within each
cluster.

1 50
Spread: The average spread value is defined as 0 S (Pf(ti—) — PP(ti—)), where P{(t;—)(resp.
i=1
PP(t;—)) is the best ask (resp. bid) price before the execution of the ith order. A low spread value

indicates a more liquid market.
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Figure 6.5.4 — Box plot of bid-ask spread immediately before trades for samples within each cluster.

1 50
Queue size (QS): The indicator queue size is calculated as 50 > Q7 (ti—). si stands for the
i=1

side of the ith order (buy or sell), and Q7*(t;—) denotes the volume of the available orders at the
best level on the same side before the ith order was executed. Some traders may choose to place
a market order when the available number of limit orders is low, in order to avoid missing out on

potential gains.

1 50 .
We also define another indicator (called opposite queue size (opposite QS)) as 0 > Qii (t;i—).
i=1

s represents the opposite side of the ith order (buy or sell). Qif (t;—) is the volume at the best
level of the opposite side from where the trade occurs. For example, if order ¢ is a buy order s; = a,
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Qi’? (t;—) is the queue size at best bid limit. A high value of opposite queue size implies that if
the orders were placed as limit orders, they would take a long time to be executed due to the long
waiting list. We may apply this indicator to measure the level of impatience displayed by an agent,
which can serve as a valuable sign of aggressive actions by a market maker.

To gain a more comprehensive understanding, we also analyzed the Related queue size (RQS) and
the opposite related queue size (Opposite RQS), in addition to QS and opposite QS. RQS and

1 50
opposite RQS are respectively defined by 0 .21 Q1 (ti—)/qi and Z Q1 (t;—)/qi- A value of RQS

close to 1 indicates that the market orders are executing almost all the best level orders. Moreover,
the price is moving after these trades when RQS = 1.

We are inspired to include these indicators based on the observation that the arrival rate of order
flows is influenced by the queue sizes. This property, named Queue Reactive, has been studied in
several works Huang et al. (2015); Wu et al. (2019).
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Figure 6.5.5 — Within each cluster, box plot illustrate the queue sizes of samples. On the left side,
the figures represent the queue sizes at the side where trades occur, while the right side figures
stand for the queue sizes on the opposite side. The top figures show the actual queue sizes, while
the bottom figures display the queue sizes relative to the trade size.

Direction: We represent the direction of an input using the formula | Z ai - sil/( Z qi), where

s; is 1 if the order is a buy order, otherwise s; is -1. We take the absolute value 111 the formula
because the crucial information we are interested in is whether the input is directional rather than
the direction itself. A direction value close to 0 indicates a balanced input, while a value close to 1
indicates a highly directional input. Specifically, a value of 0 indicates that the buy and sell orders
are evenly distributed, whereas a value of 1 indicates that all orders are on the same side.

141



6.5. Downstream task: Clustering

1.0
0.8
c
© 0.6
=]
)
=04
a
0.2
0.0
1 2 3 4 5 6 7
cluster

Figure 6.5.6 — Box plots of direction indicators for samples within each cluster

Limit to trade modification: The final indicator we use is the proportion of modification in

50
all the market orders, calculated as 0 > M;. Here M; indicates whether the ith market order is
i=1

a limit to trade modification order. Let us note that M = 1 means that the order was modified
from an existing limit order to make it aggressive, while M = 0 means that the order was added

aggressive.

5 =
00 — — e
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Figure 6.5.7 — Box plots of modification proportion for samples within each cluster

Based on all previous indicator analysis, we can summarize the characteristics of these clusters in
the following table 6.5.1, by using a rating system ranging from (+) to (+++).

Notably, we see that
o Cluster 4 : This cluster exhibits low frequency, minimum spread, and zero modification. It
is dominated by agents 10, 17, and 22. Referring to Figure 6.3.1, we observe that these three
agents have almost no passive trades. Therefore in Cluster 4, agents primarily function as
speculators.
o Cluster 6 : This cluster demonstrates low frequency, high bid-ask spread, and a significant
directional indicator. Agents within this cluster perform directional trading.

o Cluster 7 : This cluster is characterized by a high opposite queue size, non-obvious direction
and significant modification. Agent 11 and Agent 12 are the main contributors to this cluster.
Examining Figure 6.3.1, we notice that these two agents exhibit a high passive-aggressive
ratio, indicating that Cluster 7 represents the impatient behavior of market makers.

6.5.3 Delving into details of each agent

To further analyze the behavior of agents in different clusters, we use the indicators mentioned
earlier to evaluate their samples in each cluster. We select a few agents as examples to illustrate
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cluster 1 2 3 4 5 6 7
Frequency + +++ ++ + + + ++
Trade size +++ ++ ++ ++ + ++ +
Fill rate + + ++ ++ ++ ++ +++
Spread ++ + ++ + +++ +++ ++
Qs ++ ++ ++ + +++ +++ ++
Opposite QS + + ++ ++ ++ ++ +++
Direction + + +++ + ++ +++ +
Modification + ++ + 4+

Table 6.5.1 — Evaluation of the clusters based on the above indicators (from none() to low (+) to
high (+++)

the differences in their behavior across different clusters.

The first example is Member 9 which is, according to the results of Fig.6.5.1, assigned to clusters
1,2 and 3. Figure 6.5.8a provides insight into its behavior within these clusters. In cluster 2, Agent
9 engages in high-frequency trading, typically when the queue size is very low. When we plot the
time periods of these samples throughout the trading day (as shown in Figure 6.5.8b), we observe
that in the morning, Agent 9 preferentially behaves as Cluster 1, while in the afternoon, it exhibits
behaviors similar to those of Cluster 2.

Another example is Agent 20, globally belongs to the clusters 3,5 and 6. We can observe that the
samples of Agent 20 that belong to the cluster 3 have a higher frequency and are more likely to be
active when the market is liquid as indicated by a smaller spread. In contrast, in cluster 5, with
the significant modifications and lower direction index values, the agent behaves more like a market
maker. (see Figure 6.5.9)

To visualize the evolution of agents’ behaviors over time, we present two examples, namely agent
6 and 10, respectively in Figure 6.5.10 and 6.5.11. During the period from January 2016 to March
2017, it is observed that Agent 6 exhibits a decrease in activity while maintaining a relatively
consistent behavior. On the other hand, it is observed that Agent 10 significantly changes the
behavior twice during this period. The first time of change occurs around March 2016, followed by
another one around December 2016.

6.5.4 Clusters visualization

A popular statistical method for visualizing high-dimensional data is the t-distributed stochastic
neighbor embedding (t-SNE) (Van der Maaten and Hinton, 2008). It is a non-linear technique
that maps high-dimensional data to a low-dimensional space while preserving the structure of
the original data. However, in practice, t-SNE can be computationally expensive and struggle
with high-dimensional data. Therefore, it is often recommended to first use another dimensionality
reduction method, such as Principal component analysis (PCA), to reduce the number of dimensions
to a reasonable amount before applying t-SNE. Figure 6.5.12 shows the results of applying t-SNE
to 50,000 order book samples from the thirty agents.
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Figure 6.5.8 — Agent 9. (a) Each figure corresponds to an indicator. Within each figure, the three
vertical bars represent the performance of samples from Agent 9 within each cluster. (b) Each
figure corresponds to a cluster. Within each figure, the histogram plot displays the distribution of
samples selecting times.

Based on the t-SNE visualization, we have observed the following noteworthy observations:

o Agent 11 and 12 are assigned to the same cluster, while their images are almost disjoint. This
suggests that these two agents share similarities with respect to other agents in the dataset,
but the difference between them is still distinct. Similar observations can be made for Agent
21, 24 and 26, although their dissimilarities are less clear compared to Agents 11 and 12.

o Even though Agent 1, 3, 6 and 8 all have a significant portion distributed within cluster
2, there is a higher degree of similarity among Agent 3,6 and 8 compared to the similarity
between Agent 1 and the other three agents.

6.6 - Conclusion and Discussion

In this chapter, we present a novel approach for limit order book analysis by designing a contrastive
learning method with triplet loss. Our study uses the CAC40 index future data provided by
Euronext Paris, spanning from January 2016 to February 2017. We make the assumption that
individual agents maintain consistent behavior over short periods, while different agents exhibit
distinct behaviors. By training neural networks, we obtain vector representations of sequences of
market orders from the same agent.

We employ K-means clustering on the set of obtained representation vectors, in order to group the
sequences of market orders effectively. This clustering cut the set to seven clusters. Subsequently,
we define various indicators such as trading frequency, spread to characterize the sequences within
each cluster. This allows us to identify distinct market marker clusters as well as clusters associated
with directional agents. Furthermore, we analyze the behavior of each agent across different clusters
based on these indicators, offering valuable insights into their trading behavior and its evolution
over time.

144



Chapter 6. Self-supervised learning for clustering agents

Frequency Trade size Opposite QS Direction

el hebised ths-Npa

Spread Fill rate Opposite RQS Modification

RQS
1.4 1.0

20 0 0.4

0.8 20
12 10 0.2

; 06 10
10 0.0

3 5 6 3 5 6 3 5 6 3 5 6 3 5 6

cluster cluster cluster cluster cluster
mmm cluster 5
10 12 1

100 1
mmm cluster 3

cluster 6

Number of samples
N 1%
w o

(a)
50
20
100
10

II 50

. L n .
4 16 10 12 1 16 10 12 14 16
hour hour hour

(b)

Figure 6.5.9 — Agent 20 : (a) Each figure corresponds to an indicator. Within each figure, the three
vertical bars represent the performance of samples from Agent 20 within each cluster. (b) Each
figure corresponds to a cluster. Within each figure, the histogram plot displays the distribution of
samples selecting times.

In future research, we plan to expand our analysis to include both aggressive and passive trades,
thus providing a more comprehensive understanding of the market. Inspired by the work Cartea
et al. (2023), we also intend to extend the order features by incorporating additional factors such
as deep order volume in the limit order book and agent inventories.

Furthermore, the learned representation vectors can be applied to various downstream tasks. For
instance, in market forecasting, the embedding vectors from active agents can effectively repre-
sent the market context. Additionally, these vectors can be utilized for agent-based generation of
synthetic market data, offering new possibilities for market simulation and analysis.
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CONCLUSION AND PERSPECTIVES

The objective of this thesis was to analysis and model the high-frequency data in financial markets
using Hawkes processes and deep learning methods. The database used in this study comprised
order book data of 40 stocks as well as the futures contract of the CAC40 index, all sourced from
the French Euronext market.

Before delving into the main topics, Chapter 2 was dedicated to establishing essential ground-
work. This chapter provided a comprehensive introduction to topics relevant to this thesis, such as
financial markets, Hawkes processes and neural networks.

The heart of this thesis was Chapters 3 to 6, where each individual chapter corresponded to a project
during my Ph.D. studies. Chapter 3 was devoted to the construction of a non-linear Hawkes process
model for spread dynamics, referred to as the "State-Dependent Spread Hawkes" model (SDSH).
Comparing to the classical linear Hawkes model, this model integrated a "state-dependent’ term
into the intensity function. This term served several purposes: (i) it guaranteed the positivity of
the spread value, (ii) it adjusted the intensity according to the spread state. In this model, we also
allowed multiple jump sizes of the spread. With exponential kernels and some assumptions on the
state-dependent term, we demonstrated the ergodicity property of this model, for a specific case.
Estimations are based on the Maximum Likelihood Estimation method. We calibrated this model
using the order book data of CAC40, and the results showed that the model was able to accurately
reproduce diverse statistical properties of the spread. As a direction of applications, we tried to
forecast the spread using this model. Comparing with other baseline models, our model showed a
better performance in terms of forecasting accuracy, especially for the short-term forecast.

Chapter 4 introduced two "Hawkes process with shot noise" models, originally designed to dis-
entangle exogenous and endogenous factors of correlation between two assets’ prices. These two
models are respectively named the "latent-behavior" model and the "latent-information" model.
In this chapter, we concentrated mainly on the latent-behavior model. This model assumed the
existence of a shot noise process, which encoded latent behaviors of agents. The latent behaviors
encompassed instances where some agents are engaged in trading both assets at the same time.
We proved some limit theorems for this model, by using the same techniques as in Bacry et al.
(2013b). Only one section was devoted to the introduction of the latent-information model, which
as well incorporated a shot noise process. However, the shot noise process in this second model
represented news events. In empirical applications, we proposed to use the non parametric Hawkes
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cumulant estimator. This method was proven to be effective for both the latent-behavior and
latent-information models.

While the market participants analyze the market and make decisions based on price movements,
regulators and exchanges are interested in the strategies and behaviors of agents. From Chapter 5,
our focus shifted towards characterizing the agent behaviors by applying deep learning approaches.
As each order was labeled with the agent identity who placed it, we proposed to identify an agent’s
behavior by sequences of consecutive orders placed by this agent. Chapter 5 employed a supervised
learning method in order to categorize these sequences of orders. The numerical results on CAC40
Future data showed that the agents in the market performed differently and our model could
accurately classify them. Through a comparison of different sets of features for each order, we
found an optimal approach for feeding the model with the most relevant information.

Based on the work of Chapter 5, we established a more realistic and applicable task in Chapter
6. While it is not obvious to compare agent behaviors, our goal was to develop an encoder which
maps agent behaviors to a Euclidean space R™ which is a familiar mathematical space. We applied
a self-supervised learning method equipped with a triplet loss function for this purpose. During
training, the encoder learned to map two similar agent behaviors to nearby points in R” and two
dissimilar behaviors to distant points. To clarify, in our model, a agent’s behavior is represented
by a sequence of market orders. Two behaviors (or two sequences of orders) were considered
similar if they originated from the same agent and occurred within a close temporal proximity
(less than 2 hours) while they were dissimilar if they belonged to different agents. Thanks to the
acquired encoder, comparison of order sequences became possible. Subsequently, we applied the K-
means clustering algorithm on the representation (in R™) of order sequences, which grouped order
sequences (i.e., agent behaviors) into different clusters, with each cluster representing a unique
trading behavior.

To summarize, our research involved the development of models based on Hawkes processes to
capture Level 1 events in Limit Order Book, and the utilization of deep learning methods for the
analysis and characterization of agent behaviors. We believe that our contributions have added
value to both the academic and industrial communities. Nevertheless, like any scientific research,
our work raises new questions and opens doors to new directions. In future studies, we can extend
the previous work and explore new directions as follows.

The State-Dependent Spread Hawkes model (SDSH) can be extended in several ways. One im-
mediate avenue for improvement lies in its application scope. In this thesis, we focused on four
assets with relatively small spreads. Broadening the model’s application to assets with larger mean
spreads would provide a richer understanding of the "state-dependent” elements. At the same time,
we aim to delve deeper in the predictive capabilities of the model, as mentioned in Chapter 3.
Furthermore, there are theoretical aspects to consider, as the demonstration of stationarity for the
general SDSH models is still missing. The above points are based on the existing SDSH model; of
course, we can also make adjustments to the model. It is clear that the intensity of spread jumps
depend on the queue size, meaning that a higher number of orders at the best levels reduces the
likelihood of spread value changes. Thus, to enhance the model’s capacity, we can incorporates the
queue sizes into the state-dependent terms.

The development of the Hawkes process with shot noise model is an ongoing work. In Chapter 4,
we focused on the the theoretical aspects of this model and its estimation using synthetic data. In
future wok, we will apply this model on diverse range of assets across different markets. On the other
hand, regarding estimation techniques, we can also try other methods, such as the Expectation-

150



Conclusion and Perspectives

Maximization (EM) algorithm. In Section 4.C, we provided an overview of the potential application
of the Sequential Monte Carlo EM algorithm. However, it’s important to note that we have not
yet implemented this algorithm nor established its convergence properties. This remains a subject
of our ongoing research efforts.

As to the deep learning methods for analyzing agent behaviors, our approach will continue to
build upon the techniques outlined in Chapter 6. In our future research, we have plans to expand
our input data by incorporating additional features, including: (i) providing both aggressive and
passive trades, (ii) integrating deeper order volume and agent inventories, (iii) expanding our
scope to include a broader range of agents, rather than just the market takers. Furthermore, the
learned representation vectors of agent behaviors can be applied to a wide range of downstream
tasks. Beyond these applications, we can also address more challenging problems related to agent
behaviors in the market. At the macroscopic level, we want forecast the trading volume of agents,
or predict whether they are net buyers or net sellers. At the microscopic level, we can try to predict
the next order of an agent, including its price level, direction (buy or sell), and timing, based on
their previous order history.
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RESUME

Cette thése est consacrée a I'étude de la microstructure du marché dans les marchés électroniques, en mettant
l'accent sur deux sujets clés. Le premier sujet concerne la construction de deux modéles pour les événements
de Niveau 1 dans le carnet d’ordres, en utilisant des approches basées sur des modéles statistiques. Le pre-
mier modele consiste en un processus de Hawkes non-linéaire pour modéliser la dynamique du bid-ask spread,
appelé le modele "State-Dependent Spread Hawkes". En intégrant les tailles des sauts du spread et sa valeur
dans la fonction d’intensité, ce modeéle est capable de capturer diverses propriétés statistiques du spread. Le
second modele, appelé "Hawkes process with shot noise", est utilisé pour séparer les sources de corrélation en-
dogénes et exogenes entre deux prix d’actifs. Pour ce faire, ce modeéle suppose I'existence d’un processus latent
(shot noise), représentant des comportements d’agents spécifiques non directement observables sur le marché.
Théoriquement, des théorémes de limite sont démontrés et dans la pratique, 'estimation est facilitée par une
technique d’estimation non paramétrique.

Le second sujet concerne I'analyse et la caractérisation des comportements des agents sur le marché financier,
en utilisant des approches basées sur des réseaux neuronaux profonds. Ce sujet comprend deux taches.
La premiere tiche consiste a classifier les agents en fonction de leurs ordres passés, grice a une approche
d’apprentissage supervisé. La deuxiéme tache vise a apprendre la représentation des comportements des
agents, en utilisant un modeéle d’apprentissage auto-supervisé fondé sur la triplet loss. Ces représentations
apprises nous permettent d’appliquer 'algorithme de clustering K-means pour identifier des types de com-
portements distincts au sein de chaque groupe et ainsi analyser les comportements des agents.
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ABSTRACT

This thesis is devoted to the study of market microstructure in electronic markets, focusing on two key topics.
The first topic concerns the construction of two models for Level 1 events in Limit Order Book, using model-
driven approches. The first model is a non-linear Hawkes process for modeling spread dynamics, referred
to as the "State-Dependent Spread Hawkes" model. This model, integrating spread jump sizes and spread
state into intensity, can capture a range of statistical properties of the spread. The second model, called the
"Hawkes process with shot noise" model, is used to disentangle the endogenous and exogenous sources of
correlation between two asset prices. To do so, this model assumes the existence of a latent shot noise process,
representing specific agent behaviors not directly observable in the market. Theoretically, limit theorems are
demonstrated and in practice, the estimation is facilitated through a non-parametric technique.

The second topic involves analysis and characterization of agent behaviors in the financial market, by employ-
ing data-driven approaches that relies on deep neural networks. This topic includes two tasks. The first task
is to classify agents, based on their placed orders, through a supervised learning approach. The second task is
to learn the representation of agents’ behaviors, using a self-supervised learning model based on Triplet loss.
These learning representations allow us to apply the K-means clustering algorithm to identify distinct behavior
types within each cluster and therefore analyze the behaviors of agents.
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Market microstructure, Limit Order Book, Hawkes processes, Neural networks
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