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Abstract

We present an econometric method for estimating the parameters of a diffusion model from
discretely sampled data. The estimator is transparent, adaptive, and inherits the asymptotic
properties of the generally unattainable maximum likelihood estimator. We use this method to
estimate a new continuous-time model of the joint dynamics of interest rates in two countries
and the exchange rate between the two currencies. The model allows financial markets to be
incomplete and specifies the degree of incompleteness as a stochastic process. Our empirical
results offer several new insights into the dynamics of exchange rates. © 2002 Elsevier Science
B.V. All rights reserved.
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1. Introduction

Many theoretical models in economics and finance are formulated in continuous
time as a diffusion or a system of diffusions, although the data these models describe
can only be sampled at discrete points in time. The popularity of diffusions creates a
need for effective econometric methods for estimating continuous-time models. In
this paper, we present a simulation-based estimator of the parameters of a diffusion
or a system of diffusions from discretely sampled data. The estimator is transparent,
adaptive, and inherits the asymptotic properties of the generally unattainable
maximum likelihood estimator.

Theorists in various areas prefer the continuous-time diffusion setting because of
the tractability offered by It6 calculus. In financial models the continuous-time
setting also plays a conceptual role. Since Black and Scholes (1973) and Merton
(1971), many asset pricing models have assumed dynamic trading in continuous time
to allow markets to be complete and hence derivative payoffs or consumption
trajectories to be spanned, even when there exists a continuum of states and only a
few traded securities. Diffusions are attractive from a statistical perspective because
they are fully characterized by their instantaneous mean and variance. Also, the
continuous time setting breaks the link between the model and the sampling
frequency of the data, which is particularly important for nonlinear models that have
different distributional characteristics at different sampling frequencies. For
example, consider a GARCH model, which is a nonlinear process with Gaussian
transitions, specified at a daily frequency. With daily data, maximum likelihood
estimation of the model is straightforward. With weekly data, in contrast, the
transitions between observations are no longer Gaussian and maximum likelihood
estimation is much more complicated.

As for any parametric model, maximum likelihood is the preferred method for
estimating the parameters of a diffusion. Unfortunately, exact maximum likelihood
estimation is only possible in a few special cases when the distribution of the
discretely sampled data is known. In particular, the distribution is know explicitly
for diffusions with linear mean and constant or proportional variance (Chen and
Scott, 1993; Pearson and Sun, 1994), and it is known up to an inversion of the
characteristic function for all affine jump-diffusions (Singleton, 2001). In most cases,
however, exact maximum likelihood estimation is impossible because the likelihood
function of the model cannot be evaluated explicitly, and the alternative of
approximating it has until recently proven difficult.

We show how to estimate the parameters of virtually any diffusion model by
simulated maximum likelihood (SML). The SML method works as follows. First, we
construct consistent approximations to the transition densities of the diffusion and
use these approximations to evaluate the likelihood function. Then, we maximize this
approximated likelihood function. Since the approximations to the transition
densities are consistent, so is the approximation to the likelihood function. This
implies that asymptotically the SML estimator behaves just like the unattainable
exact maximum likelihood estimator.
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