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Foreword

This booklet contains information on the Conference on “Lévy Processes: Theory and
Applications”, held 18-22 January 1999 at Department of Mathematical Sciences, Uni-
versity of Aarhus, and organized by MaPhySto — Centre for Mathematical Physics and
Stochastics — a research centre under the Danish National Research Foundation.

Lévy processes, introduced by Paul Lévy in the thirties and forties have for decades been
subject to intensive theoretical studies. But up until recently the general Lévy process
were widely regarded to be of little applied relevance. However, a variety of recent devel-
opments has changed this perception rather dramatically. More and more applications of
such processes are found. The understanding of the nature of these processes is also still
increasing, and at least two monographs on the theory of Lévy processes, by Bertoin and
by Sato, as well as other material of a similar character, have recently been published or
are about to appear.

The time therefore seemed ripe for an international conference devoted to this area of
research, and, to our delight, the interest in the conference well exceeded our expectations.
The present collection of extended abstracts of the talks presented at the conference shows
that the field of Lévy processes is in a prosperous state with ramifications in many different
directions and steady expansion of the central body of the theory.

We are grateful to the participants for their willingness to produce these extended ab-
stracts, and we hope that many readers will find them useful and will feel some of the
excitement for the developments that was present among the participants at the confer-
ence.

Aarhus in April 1999 Ole E. Barndorff-Nielsen
Svend Erik Graversen
Thomas Mikosch
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4 Extended abstracts

On the following pages you will find (in alphabetical order after the author who presented
the work) the (extended and/or revised) abstracts submitted to the organizers.
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LEVY PROCESSES IN LIE GROUPS AND
MANIFOLDS

DAVID APPLEBAUM

1. INTRODUCTION

For the last twenty years there has been an explosive development
in the subject of stochastic differential geometry which has been based
mainly around the notion of Brownian motion in a Riemannian mani-
fold . Of course, Brownian motion is a natural object to look at on a
manifold as its generator is the Laplace-Beltrami operator which car-
ries a lot of geometric information. However from the Euclidean space
point of view it is just one member of the class of Levy processes and
so it is natural to ask the question

Does it make sense to talk of a
“Levy process on a Riemannian manifold” ?

We’ll answer this question in three stages, the first of which is

1.1. Levy Processes in Lie Groups. Let G be a finite dimensional
Lie group with identity e. A Levy process X(t) taking values in G is
simply a stochastically continuous process with stationary and inde-
pendent (left) increments such that X(0) = e (a.s). Of course we are
adopting a convention here. We could equally well take increments on
the right however it can be shown that if X(t) is a left Levy process
then its inverse is a right Levy process.

These processes were first studied in a very important paper by
G.Hunt in 1956 ([1]) who characterised their infinitesimal generators
as a sum of a second order differential operator manufactured from
the Lie algebra basis and a suitably renormalised integral operator ex-
pressing translations averaged using a Levy measure. Several obscure
points in Hunt’s proof were clarified by Ramaswami ([2]) and these
were incorporated into the seminal treatise of Heyer ([3]) (see Chapter
4).

More recently, using martingale methods, H.Kunita and the present
author ([4]) were able to show that every Levy process on G could
be obtained as the solution of a stochastic differential equation (SDE)
driven by a Brownian motion on the Lie algebra and an independent
Poisson random measure on the group. Using these ideas, Kunita was
able to develop a theory of stable processes on simply connected nilpo-
tent Lie groups ([5]).

18



LEVY PROCESSES IN LIE GROUPS AND MANIFOLDS 19

In [6], it was shown that an analogue of the Levy-Ito decomposition
holds for Levy processes in Lie groups i.e. each such process can be
realised as the almost-sure limit of a sequence of Brownian motions
(with drift) interlaced with the jumps from a sequence of compound
Poisson process. This generalised an earlier result of Gangolli ([7]) in
the spherically symmetric case (see below).

Stochastic flows of diffeomorphisms arising from SDEs driven by
Levy processes are called Levy flows. These are essentially Levy pro-
cesses on the infinite-dimensional Lie group Diff(M). For work on these
see [4] and references therein.

In passing, it should be noted that Levy processes in general locally
compact groups are also of interest. In particular, there has recently
been some activity in the totally disconnected case ([8], [9])

1.2. Levy Processes in Symmetric Spaces. A Riemannian mani-
fold M is a globally symmetric space if every point is an isolated fixed
point of an involutive isometry. All such manifolds can be realised (up
to diffeomorphism) as homogeneous spaces M = G/K where G is a
connected Lie group and K is a compact subgroup. In this case it is
natural to define a Levy process on M as the image of a Levy process
on G under the canonical surjection. The most interesting class of such
processes are those which are spherically symmetric i.e. their laws are
invariant under the left-action of K on M and so are projections of
processes in G whose laws are bi-invariant under K. Harmonic analysis
can be used to investigate these processes via the spherical transform
of Harish-Chandra. This was first appreciated by Gangolli who inves-
tigated these processes in two ground-breaking papers ([7], [10]) where
he established a Levy-Khinchine formula for the spherical transform.

In [6], using the stochastic differential equation techniques of [4] the
author was able to simplify and extend Gangolli’s work. It should be
emphasised that the spherical transform is a very powerful tool which
allows us to generalise many of the features of the Euclidean case, for
example, subordination preserves the class of spherically symmetric
Levy processes ([11]).

The general form of spherically symmetric Levy processes is that of
a Brownian motion on M (without drift) interlaced with jumps along
geodesics and this gives us a strong hint as to how we should proceed
in more general manifolds.

2. LEvY PROCESSES IN RIEMANNIAN MANIFOLDS

We begin by recalling the case of Brownian motion in a Riemannian
manifold M.

Although the idea of a process with ”increments” breaks down this
can be defined to be a Markov process B(t) whose infinitesimal genera-
tor is the Laplace-Beltrami operator A and this clearly generalises the
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Euclidean case. If the manifold fails to be parallelisable, then A cannot
be written globally as the sum of squares of smooth vector fields and
so B(t) cannot be obtained as the solution of a globally defined SDE.
Using the fact that on the bundle of orthonormal frames over M the
horizontal Laplacian projects onto A, Eels and Elworthy were able to
obtain B(t) as the projection of the solution to an SDE in O(M) driven
by the canonical horizontal vector field (see e.g. [12]).

A simplistic attempt to imitate this construction for Levy processes
was attempted in [13] and found not to work in general. In fact there
is no obstacle to constructing a ”canonical horizontal Levy process”
in O(M). The difficulty arises through the projection which is not a
homogeneous Markov process and depends on the choice of initial frame
in O(M). To overcome this difficulty A.Estrade and the present author
defined an isotropic Levy process in M to be one whose horizontal
lift is the solution to an SDE driven by a spherically symmetric Levy
process in Euclidean space ([14]). In this case we obtain a process
which can be realised as a Brownian motion on M interlaced with
jumps along geodesics. This then generalises the case of spherically
symmetric processes on symmetric spaces. Furthermore the process
has infinite lifetime (a.s) when the manifold is compact.

So we have a positive answer to our original question. However note
that we are unable to include a global drift in our processes.

Current research by the author is focussing on Levy processes in
principal fibre bundles where it is hoped to make some contact with
gauge theory, perhaps via stochastic quantisation.
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Cooling gases with Lévy flights:
using the generalized central limit theorem
in physics

Francgois BARDOU*

Institut de Physique et de Chimie des Matériaux de Strasboury,
23 rue du Loess, F-67037 STRASBOURG Cedez, France

In the last ten years, the generalized central limit theorem established by Paul Lévy
in the thirties has been found more and more relevant in physics. Physicists call
"Lévy flights’ random walks for which the probability density of the jump lenghts
x decays as 1/x'T® with o < 2 for large . We give here a glimpse of Lévy
flights in physics through two examples, without going into technical details. We
first introduce a simple toy model, the Arrhenius cascade. We then present an
important physical process, subrecoil laser cooling of atomic gases, in which Lévy
flights play an essential role.
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1 Introduction

The 'usual’ central limit theorem (CLT) is an essential tool in physics and in other sciences.
Indeed, one often knows the probability density f(x) of a quantity z associated with single
events. Then, one wants to derive the probability density f(Xy) for a sum Xy

N
XN = Z(IIZ (1)
i=1

of a large number N of such events, considered as independent!. In simple terms, the
usual CLT tells that the density of (Xx — N{(z))/V/N tends to a gaussian distribution at
large N and that this distribution is determined only by the average value (z) and the
second moment (22), provided that these quantities are finite?. The condition for applying
the usual CLT (finiteness of (22)) is so frequently satisfied that most physicists implicitely
believe that this theorem applies universally.

However, physical phenomena can exhibit statistical properties that are beyond the
usual CLT. In particular, densities f(z) with power law tails:

f(z) ~ $1:Era for x — o0 (2)

(with @ > 0 to ensure normalizability) are simple laws that tend to appear frequently.
If « > 2, (z?) is finite and the usual CLT applies. On the contrary, if o < 2, (22)
diverges® and the usual CLT does not apply. If o < 1, even (z) diverges. As stated by
the 'generalized’ CLT, if 0 < o < 2, the density of X (properly renormalized) still tends
to a stable law, which is not a gaussian but a Lévy law. After Mandelbrot, we call "Lévy
flight’ a random walk in which the probability density of jump lengths is given by Eq. (2)
with a < 2.

The generalized CLT was already available in the thirties but, surprisingly, it has had
a limited influence on physics for a long time. Most physicists were certainly not aware of
it and those who were aware probably doubted that infinite average values (z) or second
moments (z?) could make sense in a real phenomenon. Note that few cases which come
under the generalized CLT were known, but they remained isolated cases (such as the
density of first return times 7 in one dimension which decays as 1/73/2 for large 7’s).

In the recent years, it has been more and more recognized that the generalized CLT
could shed an interesting light on many physical processes: random walks in solutions
of micelles [OBL90], turbulent and chaotic transport [SZK93, SWS93], glassy dynam-
ics [ShlI88, BoD95], diffusion of spectral lines in disordered solids [ZuK94], thermodynam-
ics [TLS95, Tsa95, ZaA95], granular flows [BoC97], laser trapped ions [MEZ96, KSW97]
... For reviews, see [ShI88, BoG90, KSZ96, Tsa97].

The interest of the physics community for the generalized CLT seems to be stimulated
by two important arguments.

First, the phenomena obeying only the generalized form of the CLT, i.e. those with
asymptotic power laws for f(z) with @ < 2, exhibit a statistical behaviour which is

!For simplicity, any sum of independent events is called a 'Lévy sum’ below.
2If (z?) is finite, we say that f(z) is a ’narrow’ probability density.
3We then say that f(z) is a "broad’ probability density.
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markedly different from the behaviour of the phenomena obeying the usual CLT. It is
thus important to identify whether a physical process comes under the generalized form
of the CLT (in the first place to avoid the use of natural but irrelevant concepts, such as
the average value, derived from the usual CLT). This is illustrated in section 2 with the
simple model of the Arrhenius cascade.

Second, the generalized CLT provides an efficient tool for the quantitative study of
some physical problems. This is illustrated in section 3 with a Lévy flight theory of
laser cooling of atomic gases. In this case, it is worth noting that the ideas derived from
the generalized CLT have had practical consequences, leading to more efficient cooling
strategies and to record low temperatures.

Finally, the generalized CLT also provides a useful qualitative insight for some random
walks even when it is not strictly valid. This is discussed briefly in section 4.

Note that this contribution presents the point of view of a physicist and, as such, might not be
rigorous on all mathematical aspects.

2 The Arrhenius cascade

We present the model of the Arrhenius cascade in section 2.1, which is shown to exhibit
an unexpected statistical behaviour in section 2.2, analyzed with the generalized CLT in
section 2.3. This toy model presents generic effects of the generalized CLT in physics.

2.1 The model

We consider a physical system placed in the potential landscape schematized in figure 1
and submitted to thermal fluctuations. This model is called here the Arrhenius cascade.
It is inspired from studies of disordered systems, like glasses relaxing towards low energy
states [Sh188, BoD95], which obey similar equations.

U4

detection >
0 X

Figure 1. The Arrhenius cascade.

The potential U (z) is a tilted random "washboard’. It presents n local minima or 'wells’,
labelled by i, separated from the next minimum 7+ 1 by a potential 'hill’ of random height
U; (the U;’s are independent variables). We assume an exponential probability density
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f(U) for the hills U;:
FU) = o eV, Q
Uo
where Uy is the average height of the potential hills. The variable z may be a position
coordinate or any coordinate of the system.

At any time, the physical system is trapped in one of the local potential wells. Due to
thermal fluctuations, the system performs sudden jumps from one well to the other one
downwards. The global tilt of the potential hill U(z) is large enough to prevent the system
from performing upward jumps. Therefore, the system can only cascade downwards. The
trapping time 7; in the well 4 is related to U; by the Arrhenius law?:

7 = 7o €U/ (BT (4)

where 7y is a characteristic time, kg is the Boltzmann constant and 7T is the temperature.

We consider a gedanken experiment in which the experimentalist wants to know the
average trapping time in a single well, but can only measure the time ¢, needed to go
through all the n wells of the system:

ty = Xn:n . (5)
i=1

To reduce the measurement uncertainty, he can repeat m times his measurement of ¢,. We
assume that, between each measurement, the realization of the disorder changes, i.e. the
numbers Uy, ...U, change (and thus 71, ...7,, change accordingly). His estimation Tex, (V)
of the average trapping time will therefore be:

1 & 1Y
Texp(N):_Ztn:_ZTia (6)
Nj:l N

where N = m X n is the total number of explored wells and the 7;’s are independent
random variables defined by Eq. (3) and (4).

2.2 Behaviour of the Arrhenius cascade

Simulated measurements of 7ex, (V) are represented in figure 2 for two different temper-
atures. For a temperature T = 3Uy/kB, Texp(IN) converges nicely to the average value
() when N increases, after exhibiting reasonable fluctuations at small N. This is the
expected, standard behaviour.

For a lower temperature T' = 0.5Uy/kg, the behaviour of 7., (N) is markedly differ-
ent. The measured 7ex,(N)’s do not seem to converge towards any constant value but
rather to diverge in a very fluctuating way with increasing N. A detailed analysis would
reveal that the t,’s also fluctuate very much from one measurement to the other. This
unusual statistical behaviour would puzzle most experimentalists: large fluctuations and
irreproducibility are usually considered as the indication of a problem in the experimental
procedure, arising from poorly controlled parameters. But here, one would find that the
experimental setup works apparently well 5.

*In a realistic model, 7; is not deterministically fixed by U; and the expression (4) gives only the average
value of 7;. Taking into account the fluctuations of 7; for a given U; would not change qualitatively the
discussion presented here.

A closely related situation has recently appeared in a quantum tunneling problem. See section 4.
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Figure 2. Simulated measurements of the estimated Texp(N). We have chosen
n = 10 and 79 = 1. The quantity 7exp(IV) for the case kgT' = 3Up has been
multiplied by 30 to be more visible.

2.3 Application of the generalized CLT

Let us see how the generalized CLT can shed light on the previous observations. We
first easily calculate the probability density f(7) of the trapping times. It is given by the
relation f(7)dr = f(U)dU, which leads immediately to

§ kT
f(r) =« ngra with «a = 3—0 . (7)

Having a power law for f(7), the probability densities of Tex, (V) at large N are provided
for any « by the generalized CLT.

In the high temperature case (T' = 3Uy/kp), we have @ = 3 which is larger than 2.
Thus (72) is finite and the usual CLT applies: Tex,(IN) is gaussianly distributed at large N
and tends to (7). This agrees with the observations (figure 2) and does not need further
discussion.

In the low temperature case (1" = 0.5Uy/kg), on the contrary, we have o = 0.5 which
is smaller than 1. The usual CLT does not hold anymore and the specific features of the
generalized CLT will play a crucial role. The generalized CLT tells us that we should
consider the quantity Zy = Ei]\il 7;/N'/® and that the density f(Zy) tends to a Lévy law
L,(Zy) at large N. This theorem has several important physical consequences: scaling
of the Lévy sums, domination of the Lévy sums by a single term and large fluctuations of
the Lévy sums (most of these consequences are presented in [BoG90]). We only treat here
the case @ < 1 (and not 1 < a < 2) for which the consequences of the generalized CLT
depart most strongly from the ones of the usual CLT. These consequences are:

e The most probable value of the sum Ty = YV | 7; scales as
TN ~ Nl/a ) (8)

and not as N which is more usual. Practically, this implies that the time ¢,, spent in
an Arrhenius cascade of n wells does not scale with the size n of the cascade, but more
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rapidly due to the generalized CLT®. Similarly, the experimental value Texp(N) =
ﬁ > j=1tn does not tend to a constant for a large number of measurements m
but diverges with m, as m 111/ This explains the observed behaviour in figure 2.
Thus, the size of the system and the number of measurements play a non trivial role

in the measured values, an unusual situation in physics.

e The notion of average value is irrelevant here since (1) = co. One can somehow
replace it by the notion of typical value, i.e. most probable value. When a < 1,
the typical terms z; of a Lévy sum Xy = Ei]il x; are not all of the same order (as
they are when f(z) is a narrow density) but present a hierarchical structure. In
particular, the typical largest term Tmax of the sum can be shown to be of the same
order of magnitude as the sum itself

N

Xy = 2371 ™~ Tmax (9)
=1

however large N might be (Eq. (9) is valid within prefactors that do not depend on
N ). This domination of a sum by a single term, or by a small number of terms, is a
signature of Lévy statistics in a physical problem (see figure 3 below).

It can be used cleverly in physical experiments as a ’Lévy microscope’: by mea-
suring a macroscopic quantity Xy = Efil T;, one may obtain an easy access to a
microscopic information, Zmax, while the direct measurement of Zy.x (i.e. in the
Arrhenius cascade, the direct study of a single well) can be physically impossible.
Such advantageous use of the statistical domination of a single term has been made
implicitly, for instance in studies of quantum tunneling [RoB84].

o A Lévy sum Xy = Ef\;l z; fluctuates as much as a single term, when o < 1. This
is a direct consequence of the domination of the sum by a single term. It can also
be seen as a consequence of the fact that the tail of the Lévy law L,(Zy), which

determines the fluctuations, decays as 1 /Z}V/a, exactly as the tail of f(z). This
explains the highly fluctuating 7exp(N) obtained in figure 2 as being intrinsically due
to the type of involved statistics and not to some technical experimental problem.
Thus, fluctuations do not vanish as usual with the increase of the size N of the
statistical sample. The sums X retain an intrinsically large irreproducibility. This
is in contradiction with a traditional motivation for applying statistical methods: to
go beyond the irreproducibility of individual events in order to obtain quasi-perfect
reproducibility for large ensembles of events. However, the generalized CLT still
allows for some predictibility in the statistical sense, since it predicts the stable form
of the probability density of Zy.

Physics has incorporated two new types of randomness during this century: quan-
tum uncertainty and deterministic chaos. It seems to us that the non-averaging
out of fluctuations in Lévy flights can also be recognized as an important type of

randomness’.

5Such ’anomalous’ scaling with the system size appears in some complex phenomena like phase transi-
tions near a critical point. What is striking here is to obtain such scaling in a very simple problem.

7J.P. Bouchaud speaks of a ’science of irreproducible results’. B. Mandelbrot uses the term ’wild
randomness’.
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3 Subrecoil laser cooling of atomic gases

In the Arrhenius cascade (section 2), a sum of N independent terms was directly measured
and the generalized CLT could be applied directly to analyze the results. In this section,
we proceed a step further by studying a richer physical problem, called subrecoil laser
cooling. In this case, Lévy sums —and their properties dictated by the generalized CLT—
play an essential role, although they are not measured directly.

We introduce subrecoil laser cooling in section 3.1. In section 3.2, we show that power
law densities of time variables appear, which implies the non-ergodicity of the process.
In section 3.3, the generalized CLT is used to get some insight on the cooling efficiency.
In section 3.4, quantitative predictions are derived, using the ’sprinkling density’. In sec-
tion 3.5, we indicate how the insight provided by the generalized CLT enables to optimize
the cooling strategy.

The starting point of the approach presented here has been presented in [BBE94] and
[Bar95]. A detailed description of the theory will appear in [BBA99].

3.1 Subrecoil laser cooling

Laser cooling of atomic gases is based on the momentum exchanges between photons and
atoms. In standard (not subrecoil) laser cooling, laser configurations and atomic transitions
are carefully chosen so that these momentum exchanges lead to a friction force. This
friction force damps the thermal atomic momenta p, thereby reducing the momentum
spread (standard deviation) dp of the atomic gas, which is equivalent to reducing the
effective temperature T' defined by

kT = 6p° /M (10)

where kg is the Boltzmann constant and M is the mass of the atoms. Temperatures
commonly achieved in the last ten years are in the range of a few microkelvins, 8 orders of
magnitude below room temperature. This has opened exciting new possibilities for atomic
and quantum physics and has been a key ingredient in the realization, in 1995, of a new
state of matter called Bose-Einstein condensate. The 1997 Nobel prize of physics was
attributed to S. Chu, C. Cohen-Tannoudji and W. Phillips for their contributions to laser
cooling.

Standard laser cooling mechanisms are fundamentally limited to temperatures larger
than the so-called ’recoil temperature’. Indeed, among the momentum exchanges between
atoms and photons, some —the ones due to spontaneous emission— occur in a random
direction. Each spontaneous emission of a photon by an atom thus results in an uncon-
trollable random recoil of the atomic momentum p by a quantity hE, where hk is the
momentum of a single photon. Therefore, the standard deviation §p of the atoms is ex-
pected to be always larger than hk. This implies (cf. Eq. (10)) laser cooling temperatures
T larger than the recoil temperature defined by Tg = (hk)?/(kgM). The recoil tempera-
ture TR is on the order of one microkelvin for the configurations frequently used.

To sum up, the randomness of spontaneous emission, which is essential for the cooling
since it provides a dissipative contribution to the atomic evolution, is also harmful to
the cooling since it implies a limit temperature. As spontaneous emission of photons by
atoms placed in laser light seems unavoidable, the recoil temperature was for some time
considered as an absolute limit for laser cooling.
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Subrecoil laser cooling, i.e. T' < Tg, is however possible. Indeed, although spontaneous
emission of photons is an intrinsically random quantum process, it can be partly controlled.
The key idea is to create a spontaneous emission rate R(p) which depends on the atomic
momentum p (figure 3) and which vanishes at p = 0. This was first proposed and realised
in 1988 [AAKS88, AAKS89] using a nice quantum effect called a ’dark resonance’, because
a resonance occurs at p = 0 which prevents the spontaneous emission. Today, record
low temperatures reached experimentally with dark resonances approach Tg /1000, which
corresponds to a few nanokelvins only.

R (p)A

dark states

(a)

v

Figure 3. Principle of subrecoil cooling. a) The spontaneous emission rate
R(p) vanishes at momentum p = 0. b) The atoms perform a momentum
random walk and accumulate in the vicinity of p = 0.

One can follow the evolution of an atom with an initially non-zero momentum p. The
spontaneous emission rate® R(p) being large, the atom will spontaneously emit photons®
and therefore its momentum will change in a random way. This random walk will eventu-
ally lead by chance the atom in the vicinity of p = 0 where the spontaneous emission rate
is very small (see figure 3). There, the atom stops exchanging momentum with photons
and it remains so-to-speak ’trapped’ in what is called a 'dark state’. The time 7(p) of

residence at momentum p is
1
T(p) = %=
R(p)

the time interval between two spontaneous emissions. If this residence time is long enough,
the atom keeps the same small momentum till the end of the experiment. If not, it emits
a spontaneous photon, which starts a new momentum diffusion process and gives to the
atom another chance to reach the vicinity of p = 0. Thus atoms accumulate in the vicinity

, (11)

8The spontaneous emission rate R(p) can be simply seen as a diffusion coefficient that has the peculiarity
of varying with the momentum p.

9Before each spontaneous emission, the atom absorbs a laser photon. The recoil effects of photon
absorption, which is a deterministic process, are not essential here and are therefore ignored.

29



of p =0 in long-lived states: a cooling effect occurs. This cooling relies on a random walk
of the atomic momentum, unlike standard laser cooling which rests on friction forces.

The most important question for a cooling process is to determine the typical momen-
tum Jp at the end of the random walk or, equivalently the temperature T' (cf. Eq. (10)). It
is difficult to answer it with the usual analytical or numerical methods of atomic physics'®
because very different momentum and time scales are present in the problem. A conjec-
ture was proposed in 1988 in which the interaction time 6, defined as the time the atoms
interact with the lasers, plays a crucial role. Consider an atom reaching a momentum p
such that the residence time 7(p) is larger than the interaction time 6. This atom will
thus keep its momentum p till the end of the experiment and will be detected with this
momentum p. The conjecture consists in assuming that only the atoms such that

T(p) > 0 (12)

keep their momentum till the end of the experiment. Obviously, this can not be strictly
true: some atoms will reach a small momentum p after a significant time ¢ has elapsed
from the beginning of the interaction with the lasers so that, for them, the condition to
stay at momentum p would rather be 7(p) > 6 — ¢t. But let us assume that condition (12)
is the relevant criterion for the trapping of atoms. This predicts that a momentum peak
will form with a width dpg given by

T(dpg) =0 - (13)
Moreover, it can be shown that the residence time 7(p) varies as

7(p) o< 1/p - (14)

Introducing this relation into Eq. (13) gives the conjectured momentum scale dpy which
is reached after an interaction time 6:

1
O x5 (15)

or, for the temperature Ty o< (0pg)? (cf. Eq. (10)),

Ty o L (16)
0

This result is both interesting and surprising. Interestingly, it predicts that the tem-
perature can be reduced towards lower and lower values when the interaction time 6 is
increased. The recoil temperature limit, which arises in standard laser cooling from spon-
taneous emission, is no more a limit here. Here indeed, spontaneous emission is present
to create a random walk that brings the atoms to p ~ 0, but spontaneous emission stops
when the atoms reach a small enough momentum. Surprisingly, there does not seem to be

any limit for the cooling.

However, in one particular case, analytical solutions based on the usual methods have been
found [AIK96, SSY97]. Numerical approaches have also been developped [CBA91] using a new type of
quantum simulations.
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This has motivated a series of experiments with longer and longer interaction times
6. The recoil limit was first overcome in 1988, reaching Ty ~ Tr/2 [AAKS8S8]. Longer
interaction times allowed to reach Ty ~ Tx /40 in 1994 [BSL94, Bar95] and Ty ~ Tx /800
in 1997 [SHK97], establishing a new temperature record each time. Moreover, these ex-
periments agree well with the conjectured temperature dependence of Eq. (16).

However, one obviously needs a better understanding of what determines the temper-
ature Ty. A related question is the proportion of cooled atoms: can a random walk with
no driving force lead to an accumulation of all the atoms in the vicinity of p = 07 Is
there rather only a small proportion of cooled atoms? How does this fraction vary with
the interaction time # and with the number of dimensions of the random walk? As we
will see below, random walk techniques and the generalized CLT provide answers to these
questions.

3.2 Trapping time densities and non-ergodicity

Recently developped quantum simulations [DCM92, DZR92, Car93, CBA91] allow to
follow the momentum random walk of a single atom in the process of subrecoil cool-
ing [CBA91, BBE94, Bar95]. An example of such a random walk is represented in fig-
ure 4. We see how the random evolution of the atomic momentum sometimes leads to
p =~ 0 states where the atom remains for a long time because the spontaneous emission
rate R(p) = 1/7(p) vanishes in p = 0: this is the principle of subrecoil cooling at work.

205“‘ - - ‘i

@)

10 .

C L L L 1 L L L 1 L L L 1 L
0.00 0.02 0.04 0.06

0 0.0005 0.001 0.0015 0.002
9[s]
Figure 4. (a) Example of a momentum random walk resulting from a Monte-
Carlo simulation of subrecoil cooling of metastable helium atoms. The unit of
atomic momentum p is the momentum Ak of the photons. The zoom (b) of
the beginning of the time evolution is statistically analogous to the evolution
at large scale, a fractal property typical of a Lévy flight.

More importantly, figure 4 presents an interesting statistical feature that triggered the
Lévy flight approach of laser cooling. The single largest residence time 7y, amounts to
70 % of the total time 6 while the atom has occupied 4000 different momentum states
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during this total time. Thus a single event dominates a sum of a large number of events,
which is an indication of a Lévy flight.

Is there really a Lévy flight in the problem? Let us estimate the probability density f(7)
of trapping times 7, defined as the times spent by an atom in an interval [—pirap; +Pirap)
called the "trap” of size pirap smaller than the size ik of a random momentum step!!. The
probability density p(p) for an atom reaching the trap to fall in a state of momentum p
can then be considered as independent of p (in one dimension):

1
2ptrap

p(p) =~ (17)

The trapping time density f(7), given by f(7)dr = p(p)dp, is easily obtained using
Eq. (14):

1 . 1
flr) s with o = 3 (18)

Thus, if we consider as a first step that the interaction time 6 is the sum of trapping
times 7; with the density (18)'2, the time 6 is indeed a Lévy sum, whose behaviour is
dictated by the generalized CLT with o < 1. We have a Lévy flight in time, which imme-
diately accounts for the domination of a single trapping event in figure 4 (see section 2.3).

There is a deep physical consequence of this Lévy flight, the absence of ergodicity. The
ergodic hypothesis, an important ingredient in statistical physics, is the assumption that
time averaging of a physical quantity yields the same result as ensemble averaging. Time
averaging requires following a particle over a time much larger than all characteristic times
of the problem. This is impossible here. Indeed, as the time 0 gets larger, larger trapping
time scales (up to #) appear and the time averaging procedure does not converge. This is
reflected in the fact that we have a Lévy flight on a time variable 7!3, with infinite average
trapping times. Thus, subrecoil cooling is a non-ergodic process. The non-ergodicity is
associated to the absence of cooling limits. The cooling goes on for ever because larger and
larger trapping times 7(p), corresponding to lower and lower momenta p, can be reached
with increasing 6.

3.3 Trapping, recycling and the generalized CLT

The history of an atom over a time fy can be seen a series of N trapping times 7;
interrupted by N times 7; spent out of the trap'®. The times 7; are the usual ’first return
times’. We also call them ’'recycling times’ because the atoms coming out of the trap are
given another opportunity to reach the trap, they are ’recycled’.

Thus, the interaction time 0y writes as

On=11+7 +..+7v+7n =Tn +Tn, (19)

"Under these conditions, the trapping times 7(p) are simply the residence times 7(p) of Eq. (11) and
Eq. (14) in the region [—ptrap; +Perap)-

12We neglect here the times 7; spent outside the trap. These will be taken into account in the following
section.

13Thus, the same non-ergodic properties occur for the Arrhenius cascade at law temperatures (see sec-
tion 2).

Note that the initial problem is a momentum random walk, which we treat efficiently by considering
the associated random walk in time, a standard method for these problems.
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where

N
TN = Z T3 (20)
i=1
is the total trapping time, and
N
Tn=> % (21)
i=1

is the total recycling time. Both T and Ty are sums of independent variables. The
application of the generalized CLT to these sums gives in a simple way a qualitative
answer for the proportion of cooled atoms, as we discuss now.

Consider first the case in which the spontaneous emission rate R(p) tends to a non-
vanishing constant at large p. Then, at large p, we have a standard random walk with
a constant diffusion rate. For a 1D problem, the probability density f(7) of first return
times 7 is known to decay at large 7 as

p 1 1

f(7) x with &= 3 (22)

=
—
+
N

It thus decays exactly in the same way as f(7). According to the generalized CLT, for
large N'’s, the sums Ty and Ty behave as

Ty ~ NY*=N?Z, (23)
Ty ~ NY&=NZ. (24)

Therefore, for long times (cf. large N’s), one has Ty ~ Ty: the atoms spend a finite
fraction of their time in the trap and a finite fraction outside the trap. We thus expect the
proportion of cooled atoms to tend to a constant, strictly between 0 and 1. More elaborate
calculations confirm this non-trivial result.

Consider now the case in which a friction mechanism is added to prevent the atoms to
diffuse to too large momenta p. This friction confines the momentum diffusion in a finite
zone. In this case, f (7) is a narrow probability density with a finite average value. Thus,
according to the usual CLT:

Ty ~ N(7)- (25)

Comparing this to Eq. (23) which is still valid here, one has
Tn > Tn (26)

for large V. This implies that all the atoms will be cooled, which is again confirmed by
more elaborate calculations.

More complicated cases can be considered by including diffusion in 2 or 3 dimensions
or by including the "Doppler effect’ which modifies the rate R(p) at large p. In each case,
the generalized CLT provides the asymptotic behaviours of the sums 7% and T~ which
yield immediately the qualitative asymptotic proportion of cooled atoms.
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3.4 Momentum distribution

Up to now, we have presented mostly qualitative results. We want to sketch here how
some quantitative results are obtained.

The main features of the cooling process are given by the momentum distribution
(probability density) P(p,0) of trapped atoms at time . This momentum distribution
P(p,0) writes as an integral over the times #; at which the atoms enter the trap for the
last time:

P(,0) = plo) [ ()bl ~ ) (27)

The quantity p(p) is the probability density for an atom entering the trap to reach the
momentum p (in one dimension, we have seen in Eq. (17) that p(p) = 1/(2ptrap)). The
quantity Sg(t) called here the ’sprinkling density’ is the probability density for an atom to
return into the trap at time ¢, regardless of the number of times the atom has entered the
trap before. The quantity ¢ (7|p) = [°° f(7')d7’ is the probability that an atom remains
in the trap during a time longer than 7 (where f(7) is the trapping time density defined
in section 3.2).

The momentum distribution can be calculated explicitly. For instance, in a simple 1D
model with infinite (7) and finite (7), one obtains

P(p,6) = h(6)G(ApV6) (28)

where h(f) oc V6 is the height of the cooled peak at p = 0, A is a constant. The function
G(q) is given by G(q) = 1 for ¢ < 1 and by G(q) = 1 — (1 — ¢ %)Y/ for ¢ > 1. The width
opg of P(p,H) decays as 1/v/6, which proves the 1988 conjecture of a temperature decrease
without any fundamental limit (cf. Eq. (16)). This calculation can also be done for more
complicated cases in any dimension where it is very useful. For instance, one can study
the influence of the exponent 3 in the spontaneous emission rate R(p) o pP, as described
in the next section.

The key point to obtain the momentum distribution is the calculation of the sprin-
kling density Sg(t). The sprinkling density is obtained relatively easily with a Laplace
transform!'®. The result is interesting. If (7) and () are finite, then Sgr(¢) tends to a
constant at large times. This is an expected ’ergodic’ result: the rate of return events is
asymptotically constant'®. On the contrary, if () or (7) is infinite, then Sg () decays to 0
at large times. This is a signature of non-ergodicity: at large times, the density of return
events go to 0 because the longer and longer 7;’s or 7;’s which tend to appear slow down
the diffusion. Such a process has a ’history’: the measurement of Sg(¢) at any time tells
when the diffusion has started.

3.5 Optimizing laser cooling with the generalized CLT

A remarkable outcome of the usual CLT is that the statistical behaviour of Lévy sums X
at large N is determined only by two parameters, (z) and (z2). Thus, the detailed features
of f(z) can be forgotten if one is interested only in the large N properties of the Lévy
sums. Similarly, with the generalized CLT in the cases a < 2, only the asymptotic power

51n fact, the generalized CLT is not explicitly used in the derivation of Eq. (28).
161n a Poisson process, this rate is constant at any time scale.
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law behaviour of f(z) is relevant to determine the behaviour of Lévy sums at large N. For
a positive variable z, for instance, this power law is described by two parameters only, the
exponent a and the prefactor of the power law. This can provide a useful insight when
confronted to a complex physical phenomenon with many parameters: the generalized
CLT shows that the many physical parameters combine into only two relevant statistical
parameters.

Such an insight has been applied in practice to improve a subrecoil laser cooling mech-
anism called Raman cooling [KaC92]. Raman cooling, like the dark resonance cooling
described in section 3.1, rests on a p-dependent spontaneous emission rate R(p) analogous
to the one in figure 3a. The main difference is that the rate R(p) results from the su-
perposition of pulses that can be chosen nearly arbitrarily. This gives flexibility to this
mechanism and makes it a good case study for cooling optimization. On the other hand,
the large number of parameters (~ 30 for the initially used sequence of pulses) to be
optimized makes it necessary to find simplifying guidelines.

By carefully using the generalized CLT, we have proposed a new very simple sequence
of pulses [RBB95]: it relies on 4 pulses only (compared to 14 initially); the shape of the
pulses is the simplest possible while the initially used pulses were sophisticated Blackman
pulses.

The results are eloquent. With the initially used sequence of 14 pulses, the temperature
Ty varied as Ty o< 1/ v with the interaction time . With the new sequence of 4 pulses,
the new shape (which changes the exponent S of the rate R(p) ~ p?® from g =4 to 8 = 2)
leads to Ty o 1/6, a much faster cooling. Moreover, with this new shape, if the pulses
parameters (width and position) are adapted to the considered interaction time €, one
obtains an even faster cooling Ty o< 1/6*/3 [RBB95, Rei96].

These predictions have been successfully tested experimentally and led to record low
temperatures (2.8 + 0.5 nK) for a cesium gas. This shows how the generalized CLT can
have significant practical consequences.

4 Imperfect Lévy flights

We have presented in sections 2 and 3 two examples where the generalized CLT applied
perfectly. However, there are many physical cases where the generalized CLT is useful
although the conditions to apply it are not, strictly speaking, mathematically fulfilled.
This may occur either because the asymptotic decay of f(z) is not purely a power law or
because f(z) is a truncated power law.

Let us first discuss the truncation problem!”, i.e. the cases in which f(z) decays as
1/z'+ for x < 2y and decays more rapidly for x > z so that (z) and (22) are finite. In
the mathematical sense, the usual CLT applies. However, due to the power law tail, the
convergence to the asymptotic gaussian for the probability density of the Lévy sums can be
exztremely slow, being reached for N typically of 103 or larger [MaS94], while in most cases
for which the usual CLT applies, the approximate convergence to a gaussian is obtained

7In section 3, the sums Ty = Ei\; 7; were limited by the available interaction time 6 which is also
a kind of truncation. However, this truncation of the sum itself by an experimental parameter (here the
interaction time, in other cases the system size) does not prevent the appearance of all the important
effects of the generalized CLT; on the contrary, the fact that the truncation value, however large it may
be, has an effect on the measured value is a signature of the generalized CLT. The truncations dealt with

in section 4 bear on the density f(z) itself and imply a departure from the generalized CLT.
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very rapidly, with typically N ~ 4 — 5. As, in practice, one often deals with sums of a
moderately large number N of terms, the behaviour of the Lévy sums is often dictated
by the Lévy laws for relevant NV values, while the gaussian behaviour is recovered only for
irrelevantly large N values.

Second, there are broad probability densities which decay only approximately as power
laws. An example is provided by broad lognormal distributions, which have of course a
finite second moment. They can be rewritten as power laws 1 /:1:1+°‘(‘”) with a logarith-
mically varying exponent «(z). If the logarithmic part of a(z) is small enough, then the
generalized CLT gives at least some qualitative guidelines for the behaviour of the Lévy
sums. We have used such guidelines to study the tunneling of electrons through a thin
layer of insulator, a problem which has both basic and applied interests. The striking
finding related to the generalized CLT has been that the typical current density varies by
more than 200 depending on the scale at which it is measured [Bar97, DBB98, DHB9S]
(see also [LaB93]), while the typical current density should be scale independent if there
were no tails in the probability density of the current.
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Superposition of Ornstein - Uhlenbeck Type Processes

Ole E. Barndorff-Nielsen
MaPhySto!
Aarhus University

Abstract

A class of superpositions of Ornstein-Uhlenbeck type processes is
constructed, in terms of integrals with respect to independently
scattered random measures. Under specified conditions the re-
sulting processes exhibit long range dependence. By integration
the superpositions yield cumulative processes with stationary in-
crements, and integration with respect to processes of the latter
type is defined. A limiting procedure results in processes that, in
the case of square integrability, are second order selfsimilar with
stationary increments. Certain other of the limiting processes are
stable and selfsimilar with stationary increments.

1 Introduction

In studying observational processes that show significant dependence over
long time periods a possible approach is to try to model the process or pro-
cesses at hand by means of superposition of independent processes with short
range dependence.

Cox (1984), in a review of the roles of long range dependence and selfsimi-
larity in statistics, introduced, on a heuristic basis, a method for construction
of processes with long range dependence by weighted integration of processes
with short range dependence. In Cox (1991) this was applied in a study of the
relations of nonlinearity and time irreversibility to long range dependence.
A somewhat similar, rigorously based, method was proposed in Barndorff-
Nielsen, Jensen and Sgrensen (1990) and there applied to the modelling of
velocity fields in stationary turbulence, cf. also Barndorff-Nielsen, Jensen
and Sgrensen (1993, 1998).

Recent work on modelling observational series of financial assets have
described log price processes as following a diffusion type model where the
squared diffusion coefficient itself obeys a stochastic differential equation and

!MaPhySto - Centre for Mathematical Physics and Stochastics, funded by a grant from
The Danish National Research Foundation
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constitutes a stationary process. In extension of this, weighted sums of such
stationary processes were used in order to capture the timewise dependen-
cies in the price developments that are an essential feature of the financial
markets. More specifically, superposition of independent Ornstein-Uhlenbeck
type processes have provided flexible and analytically tractable parametric
models. The integrated squared volatility process equals the quadratic vari-
ation of the log price process and plays an essential role in the analysis and
applications of the models. See Barndorff-Nielsen (1998b) and Barndorff-
Nielsen and Shephard (1998a,b,c).

It should also be noted that questions of moduli of continuity and large
increments of infinite sums of classical, i.e. Gaussian, Ornstein-Uhlenbeck
processes have been discussed in papers by Csédki, Csorgo, Lin and Révesz
(1991) and Lin (1995). See also Walsh (1981).

These developments have motivated the present study of superposition
of Ornstein-Uhlenbeck type processes and their integrals, based on the the-
ory of independently scattered random measures. An overall aim is to de-
velop flexible classes of processes that incorporate long range dependence
and selfsimilarity-like properties and are capable, furthermore, of describing
some of the other key distributional features of typical data in finance, turbu-
lence and other fields. We note that, in several respects, the class of strictly
selfsimilar processes is too limited in scope for such modelling purposes. In
particular, they cannot simultaneously show semiheavy tailed behaviour for
short time lags and close to Gaussian behaviour for large time lags, such as
do typical observational series from both finance and turbulence.

We recall that a stationary process © = {z(t) }ier is said to exhibit long
range dependence if the correlation function r of x behaves as

r(u) ~ L(u)u 2"

for u — oo and where L is a slowly varying function and H € (0, ). Through-
out we shall write H = 1— H and we assume that H € (0, 1]. When z is long
range dependent the cumulative process, x* say, derived from x is approx-
imately second order selfsimilar, see for instance Cox (1984) or Barndorff-
Nielsen, Jensen and Sgrensen (1990).

A process x* = {z*(t) }o<; is selfsimilar with exponent H if

{27 (ct) }teR+ £ CH{x* (t) }teRJr

for all ¢ > 0. In that case one says that x* is H-ss, and if, moreover, x*
has stationary increments we write H-sssi. For a comprehensive discussion
of selfsimilarity, see Samorodnitsky and Taqqu (1994).
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An H-ss process whose increments are stationary to second order (at
least) will be referred to as an H-sssi, process. A class of such processes,
driven by bivariate Lévy processes, is discussed in Barndorff-Nielsen and
Pérez-Abreu (1998).

Further, if a process has stationary increments and is square integrable
with the same type of covariance function as if it was selfsimilar we write
H-sss1.

In the sequel we shall use the following notation for cumulant and Laplace
transforms of a random variate x:

C{¢ 1z} = log E{e’"}
K{utz} =logE{e "}

For instance, if x is a random variable of the form x = o where ¢ and
e are independent with ¢ standard normal and o positive (a form of key
importance in finance) then

C{¢ ta} =K{¢?/21 0%}

Section 2 summarizes results on Lévy processes, selfdecomposability, Ornstein-
Uhlenbeck type processes, and independently scattered random measures,
needed in the subsequent sections. In Section 3 a class of superpositions, in
terms of integrals, of Ornstein-Uhlenbeck type processes is introduced; under
certain conditions the resulting processes will exhibit long range dependence.
By integration the superpositions yield cumulative processes with stationary
increments and these are investigated in Section 4. Integration of real func-
tions with respect to the cumulative processes is considered in Section 5. A
limiting procedure, discussed in Section 6, results in processes that, in the
case of square integrability, are second order selfsimilar with stationary in-
crements, i.e. H-ssgsi. Certain other of the limiting processes are stable and
(strictly) selfsimilar with stationary increments.
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2 Prerequisites
2.1 Lévy processes
2.2 Selfdecomposability
2.3 Ornstein-Uhlenbeck type processes
2.4 Independently scattered random measures
3 Superposition of Ornstein-Uhlenbeck type processes
4 The integrated processes
5 Integration
6 A class of limiting processes
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Structure of shocks in Burgers turbulence
with stable noise initial data
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Burgers has introduced the equation
O+ 0, (u?/2) = £0%,u

as a simple model of hydrodynamic turbulence for compressible fluids, where the parameter
e > 0 describes the viscosity of the fluid, and the solution is meant to represent the velocity of a
fluid particle located at x at time ¢. Roughly, the dynamic of the system of particles corresponds
to completely inelastic shocks, in the sense that if two (clumps of) particles collide at a given
time, then they form a larger clump of particles in such a way that mass and momentum are
preserved. Although it is known that this is not an accurate model for turbulence, Burgers
equation is still widely used in physical problems such as for instance the study of shock wave
formation in compressible fluids, or that of the formation of large clusters in the universe, or
also as a simplified version of more elaborate models of turbulence (e.g. the Navier-Stokes
equation). To present this work with some mathematical rigor, we first review some classical
material on the Burgers turbulence that can be found for instance in [5] or [6].

1 Some basic features on Burgers equation

Given an initial velocity, Burgers equation with viscosity € > 0 possesses a unique solution
ue, and that u. converges as ¢ — 0+ to a solution uy = u to the inviscid equation, which is
usually referred to as the Hopf-Cole (or entropic) solution. The Hopf-Cole solution has a simple
expression in terms of potential functions. If we introduce ¢ by u = —0,1), then the potential
at time ¢ is expressed in terms of the Legendre transform of the function a — 1(a, 0) — a?/2t:

U, 1) = sup {zp(a, 0) - @} | ()

a€R 2t

Of course, we implicitly supposed that

¥(a,0) = o(a?) as |a| — oo, (2)
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so that the quantity in (1) is finite. Note also that the formula (1) makes sense whenever the
initial velocity u(-,0) = —0,%(+,0) is the derivative (in the sense of Schwartz) of a function.
To that end, we shall merely assume that the initial potential ¢ (-, 0) has only discontinuities of
the first kind, i.e. there exists left and right limits at each point; and it will then be convenient
to work with the version that is right-continuous.

For the sake of simplicity, we shall focus on time ¢ = 1 in the sequel. Of course, our results
are valid at any positive time; this can be easily checked by a simple scaling argument.

The structure of the shocks in Burgers turbulence is conveniently described in terms of the
inverse Lagrangian function which we now introduce. We denote by a(z) is the largest location
a at which the supremum in (1) is reached, i.e.

o) = s e (6060 - 52 < (w0 - €57)).

b>a beR

We stress that the inverse Lagrangian function x — a(x) is right-continuous and increasing.
[ts right-continuous inverse a — x(a), which is given by

z(a) = inf{y € R:a(y) > a} ,

is called the Lagrangian function; alternatively, it can be viewed as the (right) derivative of
the convex hull of the function a — —1(a,0) + a?/2. From the point of view of hydrodynamic
turbulence, the Lagrangian function describes the position at time 1 of the fluid particle initially
located at a.

We see that if a discontinuity of the inverse Lagrangian function occurs at some point z, i.e.

Jim ay) = aa-) < a(o),
then the Lagrangian function is constant on the interval [a(x—), a(z)), which means that at
time 1, there is a clump located at x which is formed by all the particles that were initially
in the interval [a(z—), a(x)). Similarly, if the inverse Lagrangian function stays constant on
some interval [z, y), then the Lagrangian function never takes values in the open interval (x,y),
which means that at time 1, there are no fluid particle in (z,y).

This motivates the following definition. We first introduce the closed range of the inverse
Lagrangian function,

A = {y=a(z) or y = a(x—) for some z € R} .

The open set R — A has a canonical decomposition into disjoint open intervals of the type
((a(x—), a(x)); their closures [a(x—),a(x)] are called the shock intervals. A Lagrangian shock
point is a point that belongs to some shock interval. A Lagrangian regular point is a point in
A that is isolated neither to its left nor to its right in A. We thus have a natural partition
of R into the set of Lagrangian regular points and the set of Lagrangian shock points. From
the point of view of hydrodynamic turbulence for compressible fluids, a Lagrangian shock
point (respectively, a Lagrangian regular point) represents the initial location of a particle that
belongs to some clump at time 1 (respectively, that has not been involved in the shocks induced
by the turbulence before time 1).
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One says that the shock structure is discrete if A is a discrete set. This means that there
are only finitely many shock intervals in a given compact set and there exists no Lagrangian
regular points. Finally one calls (x,y) is a rarefaction interval if the inverse Lagragian function
stays constant on [x,y).

2 Stable noise initial data

There is an abundant literature on the inviscid Burgers equation with random initial data.
An interesting problem in this field is to obtain qualitative results on the shock structure.
Sinai [6] has proven that when the initial velocity is given by a Brownian motion, then the set
of Lagrangian regular points has Hausdorff dimension 1/2 and that there are no rarefaction
intervals. When the initial velocity is a Gaussian white noise, Avellaneda and E [1] have shown
that the shock structure is discrete, in the sense that at time ¢ > 0, there are no Lagrangian
regular points and only finitely many clumps of particles are left in a given compact set. Quite
recently, numerical simulations led Janicki and Woyczynski [4] to the conjecture that when
the initial velocity is a stable Lévy process of index o € (1,2], the Hausdorff dimension of
Lagrangian regular points is 1/« (this conjecture has been proven mathematically in [2] when
the Lévy process has no positive jumps).

We consider here the case when the initial velocity is given by a stable Lévy noise. Specif-
ically, if we introduce the initial potential ¢(-,0), which is formally defined by 0,1 (x,0) =
—u(x,0), then the process ¢ (-,0) has independent and homogeneous increments and its one-
dimensional distributions are stable laws with index o € (1/2,2]. This situation naturally
appears as limit in a large class of renormalized potentials, see [3].

Here are our main results in this setting.

Theorem 1

Suppose that initial potential 1(-,0) is a stable Lévy process with index o € (1/2,2]. If either

(i) a € (1/2,1) and 1(-,0) is completely asymmetric (i.e. has monotone paths)
or
(ii) a € (1,2],

then the shock structure is discrete a.s. Otherwise (i.e. if o € (1/2,1] and the noise is not
completely asymmetric) the probability that there exists Lagrangian regular points is one, but
the probability that a fized point (say, 0) is reqular is zero.

Informally, Theorem 1 suggests that for o > 1, the shocks induced by Burgers turbulence are
numerous and strong enough to involve every single fluid particle at any time ¢ > 0 and to
create only finitely many clusters on any given compact interval. For oo € (1/2,1], the initial
data is not as rough. However in the completely asymmetric case, the monotonicity of the initial
potential implies that all the particles are moving in the same direction, and this explains why
again the shock structure is discrete. On the other hand, when the noise is not completely
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asymmetric, the monotonicity is lost and thanks to compensations that occur when clumps
of particles with opposite velocity collide, some exceptional particles are not involved in the
turbulence.

Theorem 2

Suppose that initial potential ¥(-,0) is a Cauchy process. Then with probability one there are
no rarefaction intervals.

The absence of rarefaction intervals means that the Lagrangian function a — z(a) is continuous.
On the other hand, it only increases on the set of Lagrangian regular points, and it follows
from Theorem 1 and Tonelli’s theorem that the latter has Lebesgue measure zero a.s. In
the terminology used by Sinai [6], one says that the Lagrangian function is a complete devil
staircase.

In the case a € (1/2,1], the proofs essentially rely on known sample path properties of
stable Lévy processes which have been obtained in the 70’s by Fristedt, Hawkes, Monrad and
Silverstein. The argument to establish that the shock structure is discrete when « € (1, 2] is
less direct; it requires some material on fluctuation theory for Lévy processes.
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THE SUPREMUM OF LEVY PROCESS WITH LIGHT
TAIL

MICHAEL BRAVERMAN

Let X(#),0 < ¢ < 1, be a Lévy process. We consider the problem
about tail behavior of the sup{X(¢) : 0 < t < 1}. For Brownian motion
the famous Lévy’s result states that the distribution of the supremum is
the same as the distribution of | X (1)|. Later some authors proved that
under some additional conditions the tail P({supX(t) : 0 <t < 1} >
x) is equivalent to the right tail of X (1) (S.Berman (1986), E.Willekens
(1987), M.Marcus (1987), J.Rosinski and G.Samorodnitsky (1993), J.Albin
(1993), M.Braverman and G.Samorodnitsky (1995), M.Braverman (1997)).
The main request is that the tail of X (1) is to be heavy enough.

Here we consider the same question for Lévy processes with “light”
tails, which means that for the corresponding Lévy measure L, the
right tail of the convolution L x L is heavier then the right tail of L.
We show that if X (¢) is a Poisson process without drift and with such
a tail, then the mentioned above relation holds. An example is given
for which the tails of supremun and of X (1) are incomparable.

BEN GURION UNIVERSITY, ISRAEL
E-mail address: braver@CS.bgu.ac.il
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Construction of continuous processes with

arbitrary p-variation

Jean Bertoin Maria Emilia Caballero
Laboratoire de Probabilités, tour 56 Instituto de Matemédticas, UNAM
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France

We present an abridged version whithout proofs of several results related
to the Cauchy principal value of a Lévy process focusing on an application that
leads to the construction of continuous processes with arbitrary p-variation.

We will work with a recurrent real valued Lévy process (X;: t > 0) with
no negative jumps and gaussian coefficient zero. Let v denote its laplace

exponent,
E’ (exp —AX;) = exp (t1())), t,A >0 (1)

We know that the recurrence of X is equivalent to

)
fim = =0 2)

This enables us to have the following Lévy-Khinchine formula for :

P(N) = /0 b (e — 1+ Az) A(dx) (3)
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with A the Lévy measure of X on (0, 00) such that / (LA z?) A(dz) < oo.
We shall also assume that ’

* dA

()

This condition implies that lim @ = 00, since v is increasing. This last
T—00

< 00. (4)

condition on v is a necessary and sufficient condition for 0 to be regular for
itself, and this allows us to define the local time at level zero as the occupation

density at 0:
1 t
L; = lim —/ 11x,|<e1ds .
2e /o

The inverse o(t) = inf{s > 0 : L >t} t > 0, is a subordinator. All
these results can be found in [2].

Using It6’s theory of excursions we introduce the excursion process corre-
sponding to the local time just specified, (es: s > 0) defined by

es: [0,05] - R

es(t) = Xo(s—)+t t €10,
where d, is the duration of the excursion.

We also use the fact that, in this case, the characteristic measure n of the
excursions away from 0 of X is supported by the set of excursions that first
stay negative then jump across 0 and then they stay positive until they return
to 0. (See [1]).

Let

g =sup{s <t: X, =0} =0(L-)
di =inf{s>t: X, =0} =o(Ly)

so that [g¢, d;] is an excursion interval.

Construction of the process:

The following results can be found in [3].
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1. The condition (4) is a necessary and sufficient condition for the absolute

0’(8) ds
e [
o(s™) Xt 0o ©s (t)

2. (Ag: s > 0) is a Poisson point process with characteristic measure z=2dx.

s o(s)

dt dt
A = 1 = —
’ /0 feel0=0k (1) / X,

A /581 dt (7 dt
s - . {eS(t)<0}65(t) (,—(sf)Xt‘

Here 7, = inf{u > o(s7): X, > 0} is the time when process jumps

convergence of

Let

aCross zero.

Then (Af: s> 0) and (A

.1 s >0) are also Poisson point processes and

if uT, = are the corresponding characteristic measures we deduce their

distributions from Theorem 3.4 in [3], and we get:

N . _ ¥ (e(®)
p ([t 00)) = p ([t,00)) = o) t>0
1 1 1 M m m o — > ﬁ
where ¢ is the inverse function of f: (0,00) — (0,00), f(t) : B

which under our hypothesis is a bijection .

We follow [4] in order to define (Cy: ¢ > 0) as

tdS t
C, = C, + —:c(,_+/—
? thS ) thS

e ds s
— Odt — _= CO'(Lt) — / B —
t

L X, X,
where
Cosy = EIESI+ Z | FITNISRVAW 5>0
0<t<s
Coy = Jim > Tgagsel 520
0<t<s



In [3] we find the following result:
(C’U(s): s > 0) is a Cauchy process with parameter 7.
This is a remarkable fact since it agrees with the similar result in the

following cases:

(i) X is a Brownian Motion (see [5])

(ii) X is a Symmetric Lévy process (see [6])

(iii) X is a Lévy process with suficiently smooth local times (see [2])

Observe that in these three cases the construction the Cauchy principal
value of X is based on the existence and smothness of (L(t,z): ¢t > 0,z € R)
on the space variable. The local times of X in our case do not have this
condition and that is why we give this alternative construction of C', which

can be done thanks to the results in [3].
Regularity properties of (C;: ¢ > 0).
(1) (Cy:t>0)is a continuous process.

(2) For every T > 0, we have the following inequality for the p-variation of C.

", (Z(A:HZ(As)p) < v

s<T s<T

< ap (v (C0)+ D@+ Ty )

s<T s<T

where m,, M, are constants which depend only on p.
Recall that, V;”(h) = sup VP [h, 7] = sup {3 ., |h(t;) — h(ti—1)|"} where
h:[0,t] - Ris a function and 7 runs over all partitions of [0, t]).
Since the p variation of a Cauchy process is well known (it is finitefor
any p > 1), the variation of C' will only depend on the p variation of the
Poisson point process (A} : ¢ > 0) and (A, : ¢ > 0). These facts allows

us to prove.
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(3) Theorem. For anyp>1,T >0,

o d
(a) If (f(z)P ?x < oo then C' has finite p-variation on [0,T] a.s.

y dw o iy
Pt 2 = oo then C has infinite p-variation on [0, 7]
T

(a) If / )

For the proofs of these results and for examples see [4]
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Exponential functionals of Lévy processes

P. Carmona, F. Petit and M. Yor

What is a perpetuity ?
Assume that
e at each time period you are given one euro ;
e the value at time n of one euro given at time n + 1, is X,.

Then, the perpetuity is defined to be the the value at time ¢ = 0 of everything
you receive

Y21+X1+X1X2+"':ZHXi~

The continuous time analogue is, for 11d X,,’s, the exponential functional

Ao :/ el ds
0

In a more general model you are given B; at time ¢t = ¢ so that

Y:ZBn HX

The continuous time analogue is, for £, 77 independent Lévy processes,

A(&,n) = / et dn,.
0

We shall give three ways of determining the law of A.,.
1. The law of A, is the invariant probability law of a Markov process.

2. Moments formulae

E[A%] = ﬁE[Aéo‘l], with E[e*ét] = et

3. Martingale methods.

The perpetuity equation

Let T be a finite stopping time. Then é =&yr — &, e = ey — 1 are Lévy
processes independent of Fp. Since

AOO (ga 77) = AT(&’ 77) + eETAOO(ga ﬁ)a
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therefore A, i1s a solution of the perpetuity equation
XLUX+v  XL(UV).

An extensive study of this equation has been done by Verwaat [10]. One open
problem is to prove, for solutions of this equation, an analogue of Jurek’s [5]
random integral representation of self decomposable laws:

X = / e”* dn, Eflog(1 + |m)] < +oo.
0

The underlying Markov process

Define, for z € IR,
t
VE(€) = e (x —1—/ e~ ds).
0

If £ is a semimartingale then V' is the solution of the stochastic differential
equation

AV, = dt + V,de, .

In the general case, V is still an homogeneous Markov process. Furthermore, as
a consequence of the time reversal property of Lévy processes, we have

1 forallt>0: Vi Zefrp + A,

2. If as. & — —oo and A, < oo, then the law of A, is the invariant
probability law of V.

3. The generator of V is given by
LV f(z) = f'(x) + L*(f)(0)  withf,(u) = f(ze"), FES,
where § denotes the Schwarz space of rapidly decreasing functions.

Theorem 1. If & s nice, then Ao, has a density k solution of
1 ~ -
—k'(x) + =L ¢ (k)(logz) =0 = >0, k(u) = e k(e*).
z
Examples
1. Dufresne [3] identity For Brownian motion with drift

gtIO'Bt—Ct (C>0)
k 1s the solution of the differential equation

k(@) + (G = )+ D) = 0

Za ~ 7(a)
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2. The opposite of a subordinator with drift :
& = —(ct +77) with : ¢+ / vy(z)de > 0. k satisfies the integral equation
0

(1 —ca)k(z) = /00 vy (log(u/x)) k(u)du .

We consider the case vy (z) = ae™® where @ > 0, b > 0 and E[—¢§] = ¢+
(a/b) > 0.

%Zb+1,a/c ife>0;

A 217,04 ife=0;
1 Zpt1 .
T Zoinss if ¢ <0,
dx a—1 f-1
]P)(Zoé,ﬁ € dl‘) = B(a 6) x (1 - l‘) 1(0<x<1) :

The generalized moving average processes

This model is inspired by works of Novikov [7], Samorodnitsky and Taqqu [9].
Given two independent Lévy processes & and 7 we define

t
Vi =V (En) = 65’(9”/ e=% dn,).
0

When ¢ and 7 are semimartingales, the process V' 1s the unique solution of the
stochastic differential equation:

dVy = dne + Vid&s .

V' is an homogeneous Markov process whose semi group is characterized by
' t
I, [e“”/’] =E [exp(iuxegt —1—/ W (uets) ds)]
0

with E[e“““] = et¥(u)
Furthermore,

1. for every fixed time ¢ : V; L + A;.

2. If as. & — —oo and A, < oo, then the law of A, is the invariant
probability law of V.

3. The generator of V is given on § by
LY f(e) = L"f(2) + L8 (f2)(0)  with fo(u) = f(xe*).
Theorem 2. If & and n are nice, then Ao has a density k solution of
L™k (x) + éL_g(l;:)(log 2)=0 x>0,

where lzf(u) = e"k(e").
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Example: Paulsen [8] W”, W¢ being two independent Brownian motions, we
let:

& =—rt+oeWE  m=ptto, W/, (r>0of).
Then,
2 2
k(z) = K (o) + oga?)~ (/247178 expy ( arctan(@))
Oe0y Oy

Generalized Ornstein-Uhlenbeck processes

We think that they were introduced by Hadjiev [4]. If (¥;t > 0)is an H self
similar Markov process and & an independent Lévy process, then

¢
Uy = 6H§tX</ e ds)
0

i1s an homogeneous Markov process.

When do we have Ornstein-Uhlenbeck < Moving Average 7

Theorem 3. If (n:;t > 0) is an a-stable Lévy process then the two following
Markov processes have the same law.

t
Up = e (a + 77(/ e=% ds))
0
1 ¢ 1
Vi = 6E§t(l‘ —1—/ e aben dns)
0

The moments formulas

Theorem 4. For A > 1 or0< A< 1 and ¢(A) >0

E[A%] = ﬁﬁ[z‘lé@‘l}, with B[] = e~#0)

If ¢'(04) > 0, then
E[AZ'] = ¢/ (0+)(= —E[&1]).

To give an idea of the proof, we establish first that
t
E[A}] = /\/ e VPNE[ AT dv
0

and then we let ¢ go to +co.

Theorem 5. If —£ s a subordinator, then the law of Ao, is determined by its
moments

n!
B = oo

E[e*d] < oo, for0 < a < ¢(40)
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The Martingale Approach (Nilsen and Paulsen [6])

Theorem 6. Under nice assumptions the characteristic function f(u) = E [ei“Aw]
1s a solution of

LE£u(0) + fu)ib(w) = 0
fulz) = fue®)  E[em] = )

Example Let (B;;t > 0) be a Brownian motion and (N¢;t > 0) be an inde-
pendent Poisson process. We let & = oBy —rt, ny = Ef\;’, Si, where S; are ud
of law exp(p). Then

. X Eq(bp), YZEp(a,1+0)

AL LX
%

where a = 2r/o?, b =2/a(\/1+ Aa — 1), X and Y are independent.
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TERM STRUCTURE MODELS DRIVEN BY GENERAL
LEVY PROCESSES

ERNST EBERLEIN AND SEBASTIAN RAIBLE

Empirical investigations ([2], [3]) showed that purely discontinuous
Lévy processes allow more realistic modeling of stock returns. This
motivates a similar generalization of Gaussian term structure models.
We present a new class of bond price models that can be driven by a
wide range of Lévy processes (L;). We do not just replace Brownian
motion (B;) in the standard diffusion model for the price of a zero
coupon bond with maturity T’

dP(t,T) = P(t,T)(r(t)dt+ o(t,T) dBy)

by (L;). As the result we would get the Doléans-Dade exponential.
Instead we introduce (L;) in the solution of this equation, which can

be written in the form
t
exp (/U(S,T)st>
0

E {exp ( /0 ta(s,T)st>]

This is consistent with martingale modeling. In order to guarantee exis-
tence of the corresponding moment generating functions, which appear
in the denominator, the only restriction one needs is an integrability
assumption for the tails of the Lévy measure of £(L,).

Pt,T) = P(0,T)- ( /0 tr(s)ds)

After some analysis we get the derived forward rate process f(t,T')
in the form

FLT) = £(0, )+/0 9'(U(S,T))02(S,T)ds—/0 035, T)dL,.

T
Here 6(u) = log(F[exp(uL;)]) denotes the log of the moment gener-
ating function of £(L,) and oy the partial derivative of o with respect
to maturity. If r(¢) = f(¢,t) denotes the short rate process we finally
get the following representation for the bond price process
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TERM STRUCTURE MODELS DRIVEN BY GENERAL LEVY PROCESSES 61

P(LT) = P(0,T)-exp [/Ot (r(s)—Q(J(S,T)))ds+/0ta(s,T)dLs].

By Ito’s formula for semimartingales this process satisfies the following
stochastic differential equation

dP(t,T) = P(t—,T)- (r(t)dt + (gam, T) — (ot T))) dt
+o(t,T)dL; + (e"@DAE — 1 — o(t, T)ALt))

In [1] Bjork, di Masi, Kabanov and Runggaldier introduce a general
semimartingale model for the term structure. Its forward rate dynamics
is given by

f(t,T) = f(O,T)—l—/Ota(s,T)ds—l-/Ota(s,T)st+5(s,x,T)*(u—y).

Here p is a o-finite random measure with absolutely continuous com-
pensator

v(w,dt,dx) = M\(w,z)dt and a, 0 and ¢§ satisfy certain measurability
and integrability conditions. Since the Lévy processes considered above
are special semimartingales, by using the canonical representation

Ly = at+oB;+xx (p* —vh)

one sees that our model fits into their framework. In particular our
model satisfies the generalized Heath-Jarrow-Morton drift condition
derived in [1].

Under additional assumptions we characterize volatility structures
o(t,T) which lead to Markovian short rates. The key property here is
a factorization of the partial derivative of the volatility of the form

oo(t, T) = 7(t) - C(T)

for C''-functions 7 and (. In the Markovian case the forward rates
turn out to be deterministic functions of the current short rate r(¢). If
o is stationary the only candidates which remain are the Vasicek and
the Ho-Lee structure. For the Vasicek volatility structure the short rate
process is mean-reverting and satisfies a stochastic differential equation
of the form

dr(t) = a(o(t) — r(t))dt — 5dLs.

The mean g is a deterministic process and a and o are the parameters
of the Vasicek structure.



62 ERNST EBERLEIN AND SEBASTIAN RAIBLE

Numerically we investigate the case where the driving process is a
hyperbolic Lévy motion (L;). Hyperbolic forward rates turn out to be
higher than Gaussian rates. Finally we price options on bonds. Since
the underlying measure is a martingale measure which is unique, by
construction no change of measure is necessary here. The resulting op-
tion prices, plotted as a function of the forward price-strike ratio, show
a characteristic, W-shaped deviation from option prices in the Gaussian
model. Similarly structured deviations were observed, when hyperbolic
stock option prices were compared to standard Black-Scholes prices.
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INFERENCE ON LEVY MEASURE PARAMETERS:
LOCAL ASYMPTOTICS IN NEIGHBOURHOODS OF
d-DIMENSIONAL STABLE PROCESSES

REINHARD HOPFNER

Lévy-measures of d-dimensional stable processes X = (X;)i>o are o-
finite measures A, ¢ on E:=IR"\{0}, with Borel-o-field £, of form
€EA}) = r *®(A) (1)

x
Aa@({ zel : |£U|>T , ﬂ

x
for all r>0, A€S, where ® is some finite measure on the unit sphere S
of IR, with Borel-o-field S, and 0<a<2 is a stability parameter (Lévy
1954). More generally, consider Lévy processes X where o, ® as above
appear only asymptotically in the Lévy measure A (e.g., Greenwood

and Resnick 1978):

A({2€E : |z|>r, —

7] €A}) ~ r*®(A) as r—oo (2)
for all A€S. Assume that stability parameter «, total mass £&:=®(S)
of ® and angular distribution §(A):=£"'®(A), A€S, are unknown and
are to be estimated from observation of all big jumps of the process
which have occurred over some long time interval. The statistical prob-
lem is the following. We do know estimators for (o, &, ) in the stable
process context (1) which are efficient in a certain asymptotic sense
(cf. LeCam 1969, Héjek 1970, LeCam and Yang 1990). Do their prop-
erties carry over to neighbourhood models of type (2) where (o, &, 0) are
only tail parameters, and which conditions are needed to ensure that
a neighbourhood model (2) is sufficiently close (in a sense of Hellinger
distance) to (1) in order to inherit its statistical properties ?

Observing big jumps of X over some long time interval means the fol-
lowing. Let u*(dt,dx) denote the point process of jumps of X which is
Poisson random measure on (0, co) x E' with intensity dt A, ¢(dz) under
(1), and dt A(dx) under (2). Then we observe u*(dt,dz) in a window
of type [0, T|x{z€E:|z|>Y}, for suitably defined Y, . We are inter-
ested in asymptotics, so Y=Y, and T=T,, increase to oo. One of these
bounds is always deterministic, either the spatial threshold Y,, or the

Editors note: R. Hépfner was unfortunately unable to attend the Conference.
We reproduce here the abstract of his planned talk.
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64 REINHARD HOPFNER

observation time 7T, the other is then random and defined sequentially
such that the window K, := [0, T,]x{z€E:|x|>Y},,} contains exactly n
points of p* (dt,dx). We write Pl , Py for the law of the restricted
point process 1g, (s, z)u~ (dt,dr) under Ay e, A, and

dn(A) = HQ(P/T\Lv Po?,g,a) (3)

for their squared Hellinger distance in case (2).

Disintegrate a measure A on (F, &) meeting (2) into its radial com-
ponent G(dr) and a conditional law K(r,ds) of its angular compo-
nent. If A=A, ¢, K(r,ds)=0(ds) is clearly independent of r, and we
write Go¢(dr) for the radial component oz~ 'dz. Under (2), let
(LG/Gae, NG/Gart) denote a Lebesgue decomposition of G with respect
to Goe, and write hy(r) for the squared Hellinger distance between
K(r,-) and . We say that A admits (a, &, ) as tail parameters if

03 (r) = max{ ha(r), [\/LE/Ges(r) — 12, rG(N/“aen[r, 00)) }

vanishes as r—o00. Recall that a function ¢ : (0, 00)—(0, 00) varies reg-
ularly at oo with index n, n€ R, if ¢ (u) = I(u) u" for some [(-) varying
slowly at oo, see Bingham, Goldie and Teugels (1987).

Definition: Consider a function ¢ : (0, 00)—(0, 00) varying regularly
at oo with negative index, and a family 7 of measures (2) which admit
tail parameters. Write Q for the family of corresponding A, e, with
(o, &, 0) ranging over the class of tail parameters arising in 7. Then
T is called a -neighbourhood of @ if the following holds, for fixed
constants 1<M, M'<oo:

na(r) < M )(r) Lebesgue—a.s.on [M' o0), VAT

in case of windows (K,), with deterministic observation time (7},),,
and

na(r) < M (r®) Lebesgue—a.s. on [M' o0), VAET

in case of deterministic spatial thresholds (Y},)y.

The following is our main result; it compares &, := { P{ : A€T }, the
statistical experiment of type (2) at stage n, to its ’stable’ counterpart
Fn:={P¢y: Nao€Q} in terms of Hellinger distances (3). Below we
say that 7 has tail parameters bounded away from 0 and oo if all tail
parameters («, &) corresponding to measures A in 7 are contained in
some compact subset of (0,00)x(0,00). The Hill estimator sequence
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for avin (&), or (Fp), is

n

1
a, = [ﬁ > (log R, ; —log Ry)] "

j=1
where R, 1>Ry,2>..>R,, is the decreasing rearrangement of abso-
lute values {|Z;| : 1<j<n} coming from the n points (S}, Z;)1<j<n of
X (ds,dz) in K,. In the classical iid setting of extreme value the-
ory, this estimator has been extensively studied since Hill (1975), Hall
(1982), Hall and Welsh (1985).

Theorem 1: Assume Y,—oo if (Y},), is deterministic, and %—mo in
case where (T},), is deterministic. Assume that 7 is a ¢)-neighbourhood

of O.
a) The following chain of inclusions i)=ii)=-iii) holds:
i) (K,), tends to oo fast enough, i.e.: one has \/ni(Y,) — 0 if (Y,),
is deterministic, and v/ny(I2) — 0 if (T},), is deterministic, as n—o0;
ii) (En)n is an accompanying sequence for (F,), in the sense that
sup{d,(A) : A€Ty} — 0 as n—oo
for every subset 7,C7T having tail parameters bounded away from 0
and oo;
iii) the Hill sequence (&), is asymptotically normal in (&), :
VAeT , L( @(&n—a) |PY) — N(0,1) as n—o0 .
«

b) Equivalence of i)-iii) holds if there are measures A in the family 7
related to their tail parameters in the following way:

G([r;00)) = (1+cy(r)+o(¢(r))) £ as r—o0
if (Y,), is deterministic, for some 0, respectively
G([r;00)) = (I (r)+o(P(r®))) £ as r—o0

in case where (7},), is deterministic.

As a consequence, results for tail parameter estimation available
in (F,), (strong consistency, asymptotic normality, efficiency within
classes of regular estimators, notions of regularity, ..., see Hopfner and
Jacod (1994), Hopfner (1997), or Marohn (1995) for corresponding re-
sults in classical iid extreme value theory) immediately carry over to
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THE SYMBOL OF A MARKOV PROCESS

NIELS JACOB

Let us start with a Lévy process (Y;);>o with state space R*. We
denote its corresponding semigroup by (S;)i>o, i. e.

1) Spu(x) = B (u(7)) = / ule + y)uldy),

n

where (/)0 is the convolution semigroup on R" which determines
(Y})i>0. The Fourier transforms /i, are given by

@) e = @n) [ e ) = (2m) e,

n

where 1) : R" — C is a continuous negative definite function, i. e. we
have the Lévy-Khinchin representation

(3)

_ C T o —iyf iy-& O\ L+ y?
O =cridg+Q@+ [ (1-emeo LEN I )
R=\{0}

with ¢ > 0,d € R", a positive semidefinite, symmetric quadratic form
() and a finite Borel measure » on R™\ {0}. The convolution theorem
yields for u € S(R") (for simplicity)

n

(4) Syu() = (2m) " / ¢ () de,

and for the generator of (S;);>¢ (with respect to the sup-norm) we find

(5)  Au(z) = —(D)ulx) = —(2m) " / e E(€)i(€)dy.

n

Thus both, the operators S;,t > 0, and A are in the language of anal-
ysis pseudo differential operators with symbols

(6) A(€) = e TERT (Y€)= BO(eYiE) = ¢ (O
67
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and

(7) 06 = TN () o,

dt

respectively. The formulas (6) and (7) say that the symbols \; and —¢
can be obtained directly from the process (Y;);>o with obvious inter-
pretation: ); is nothing but the characteristic function of the random
variable Y; and v is the characteristic exponent of the Lévy process
(Y)i>0. It is a well known fact that A;,¢ > 0, and especially 1) are
very useful to describe properties of the corresponding Lévy process
(Y1)i>0. In fact Bochner’s approach, see [2], to these processes goes
systematically along this line.

Let us mention some properties of (Y;);>o determined by the charac-
teristic exponent: conservativeness, transience, recurrence, Hausdorff
dimensions of sample paths, local and gobal regularity properties of
sample paths, ...

We refer to the existing literature, especially to the monographs by J.
Bertoin [1] and K.-I. Sato [21] for a comprehensive discussion of Lévy
processes. Using the Lévy-Khinchin formula (3) we may obtain also
a pathwise decomposition of the process (Y;);>9. For example in the
one-dimensional, conservative case, i. e. ¢(0) = 0, we have

(8)
V,=~"t+ B+ / x{Nt(-,dI)—t;(dx)}—i- Z AY;X{\AYslzl}a

0<s<t
{l=|<1} =

with a drift coefficient 7', a Brownian motion (B;)>o, the Lévy measure

v and a suitable kernel N,(-,dy). We refer to Ph. Protter [20] for
a discussion of the formula (8). The Lévy decomposition (8) opens
the gate to a stochastic analysis, i.e.to an analysis on the path space
of a Lévy process, while concentrating on the characteristic exponent
emphasis more the potential theoretical aspect in the theory of Markov
processes. Both aspects are complementary, neither compete nor do
exclude each other.

Now let us look on a general Markov process (X;);>o with state
space R™. For simplicity let us assume (X;);>o to be a Feller process.
A lot of work is done on the stochastic analysis of these processes,
especially by J. Jacod, see [12] and [13], and the references therein.
Our aim is to show that there is a natural analytic approach to these
processes analogous to the approach to Lévy processes by characteristic
exponents. The following considerations are taken from our paper [10],
we refer also to R.L. Schilling’s paper [24] who could reduce some of
our earlier assumptions.
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In order not to overload this report, we are a little unprecise in stating
exact technical conditions on the processes under consideration.

By definition (X;);>o is a Feller process with state space R" if the
semigroup

(9) Tyu(r) = E*(u(Xy))

is a Feller semigroup, i. e. a positivity preserving strongly continuous
contraction semigroup on C.(R"). Defining the function

(10) Ai(,€) = E° (X)),

a straightforward calculation leads (let us say on S(R™))
to

(1) Tu(r) = (20) " [ e (s, €) a€) de.

Thus, T;,t > 0, is a pseudo differential operator and its symbol
Ai(z, &) is given by the family of the characteristic functions of (X, P*)ycrn-
Further, a more involved calculation shows for the generator A of
(T})i>0 (again on S(R™)) that it is a pseudo differential operator

d

(12 Aule) = —@0) 2 [ eI w80 d

= —(2m) 2 / e g, )i (€)d €

=: —q(z,D)u(x),
with symbol
13 _ 4 A
(13) —q(z,§) = dr ¢ (2,8) =0

Clearly, ¢(z,&) cannot be arbitrary. While the regularity of z —
q(x,&) is determined by some mapping properties of (73);>¢ (or equiv-
alently of A), the function £ — ¢(x, &) must be a continuous negative
definite function, which can be experssed by the formula
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n

g(r,8) = clz) +id(x)- £+ > an(r) & &

k=1
(14) : 2

iy iy &\ 1+ ]yl

+ / (1—6’“— ) pu(z, dy)
L+1{yl*)  [y?
R™\{o0}
with (say continuous) functions ¢ > 0,d , and ay = aj such that
n

> ag(x) £& > 0, and an appropriate finite kernel u(z, dy).
k,1=1

Now, first note that (X;);>o determines ¢(x,&) uniquely. But since
—q(z, D) determines (X;);>o uniquely and is itself determined by ¢(z, £),
we have to conclude that ¢(x, £) determines uniquely the process (X;);>o.
Note further that if (X;);>0 is a Lévy process, ¢(z, §) will be z-independent,
thus ¢(z,&) = ¥(§) is nothing but the characterstic exponent of this
Lévy process. Thus ¢(z,&) generalizes the concept of the characteris-
tic exponent to processes which have not independent and stationary
increments. In the analysis of pseudo differential operators —g(z, &)
is called the symbol of —¢(x, D). For this reason we call ¢(z,¢) the
symbol of the process (X;);>o.

Now let us collect some results which show that we may derive prop-
erties of the process (X;);>o from its symbol ¢(z, ).

1. (R. L. Schilling [22] and [26]) Let ¢(x,&) be the symbol of a Feller
process (X¢);>o and 1(§) be the symbol (characteristic exponent) of a
Lévy process (Y})i>0 -

Suppose further that |¢(z;€)| < ¢(1 + 1(£)) holds for all £ € R™.
Denote by 3 the upper index of the Lévy process (Y;)i>o , i. e.

B TG
(15) ﬂ—mf{)\>0,|€l|1§100 P

Then we have for every Borel set £ C [0,1] P —a.s..

:()}

(16) dimp{X;(w);t € E} < BdimyE.

2. ( R. L. Schilling [25] ) Let (X;);>o be a Feller process with symbol
q(z,€) and set

_ sup yern| q(y, &)
17 = sup{A > 0; lim =0

and
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. ) SUP\w*y\S%| q(z, &)
(18) B :=inf{\ > 0; lim

oo € =0

Then P* — a.s. we have for the components (Xt]))tzo of (X1)i>0
(19) (t = Xpvo(w))? € By, (R, (1+ |- P)7*"?),

where s € R,p,q < oo such that s > (% — 1Dy, n > zlv + % and
s(pVqVpE) <1,ors > (%—1)+,u > ;}+pi0,q = oo and s(pV (L) < 1.
Here BS (R, (1+4|-]*)7#/%) denotes a weighted Besov space. Analogous
results do hold for weighted Triebel-Lizorkin spaces.

3. (W. Hoh [6]) Let ¢ : R™ — R be a continuous negative definite
function such that 1(0) = 0 and define

(20) Ay(0) == sup (&) , 0> 0.

1
€<

Further let ¢ : R x R® — R be a continuous function such that
&€ — q(z,€) is negative definite and satisfying ¢(z,0) = 0.
If

1
(21) q(2,§) < C——=(§) for |z| > 1,
Ay (|])
then for any initial distribution p € M;(R") there is a solution to the
martingal problem for —¢(x, D).

These results taken from our former student’s work show the usefulness
of the concept of the symbol of a Feller process. Finally let us mention
that there are now a lot of results proving that under certain assump-
tions we may start with a continuous function ¢ : R® x R" — C such
that & — q(z,€) is negative definite and construct the Feller process
having ¢(z, &) as symbol. We refer to the deep papers of W. Hoh [3]
- [6] and earlier work of the author [7] - [9], and [11] as well as the
achievements of our Japanese colleagues K. Kikuchi, T. Komatsu, A.
Negoro and M. Tsuchiya.
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Multifractal analysis of Lévy processes and
Lévy-Chentsov random fields

Stéphane Jaffard*

Let us first recall some basic definitions concerning multifractal func-
tions. The starting point is the definition of the pointwiseHolder regularity
criterium C'(t,). Let to € IR? and let [ be a positive real number. A function
f(t) : RY = R is C'(t,) if there exists a constant C' > 0 and a polynomial
P,, of degree at most [/] such that in a neighbourhood of t,

[f(t) = Py ()] < Clt = tol';

therefore, this definition is local and involves no uniform regularity. The
Holder exponent of f at ¢, is

hy(to) =sup{l: f € Ol(t[))}

(note that the Holder exponent is not sensitive to logarithmic corrections in
the modulus of continuity).

The multifractal analysis is concerned in the study of the (usually fractal)
sets S, where a function f has a given Holder exponent A and in particular
in the determination of the Hausdorff dimension d(h) of Sj,. The function
d(h) is called the spectrum of singularities of f. The notion of ‘multifractal
functions’ was first introduced by physicists in the context of fully developed
turbulence, see [4]. It is now used in several applications such as finance,
traffic data analysis, image analysis...

The Brownian motion is an example of Lévy process that can be qualified
as monofractal: Indeed, the Holder exponent of the Brownian motion is

*Département de Mathématiques, Université Paris XII, Faculté des Sciences et Tech-
nologie, 61 Av. du Gal. de Gaulle, 94010 Créteil Cedex, France
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everywhere 1/2 (the variations of its regularity are only of a logarithmic
order of magnitude). This example is not typical: we will see that the other
Lévy processes are multifractal provided that their Lévy measure is neither
too small nor too large near zero. Furthermore almost every sample path has
the same spectrum of singularities which depends precisely on the growth of
the Lévy measure near the origin.

When the Lévy measure 7(dz) of a Lévy process X, satisfies 7(IR?) =
~+00, its growth near the origin can be estimated using the upper index

f=inf{y>0: " |27 (dz) < oo}
z|<1
This index was introduced by R. Blumenthal and R. Getoor in [2]. W. Pruitt
in [9] showed that the Hélder exponent of Lévy processes (without Brownian
component) at t =0 is 1/4.

Let
dg(h) =ph if he[0,1/3]

= —o0 else,

and
C; = m(dx);

2-91< x| <23

the exponent 3 can also be defined using the C}’s by

log C;
B = sup (0, lim sup &> .
j—oo J10g
The following theorem is proved in [5].

Theorem 1 Let X, be a Lévy process of Lévy measure w(dz) satisfying > 0
and

> 2’j\/Cj log(1+ C}) < oo. (1)
If X; has no Brownian component, the spectrum of singularities of almost
every sample path of X is dg(h).

Remarks:

1. Condition (1) fails only when = 2; thus all Lévy processes of upper
index [ such that 0 < # < 2 satisfy the assumptions of Theorem 1,
and in particular all stable Lévy processes are covered by this theorem.

I6)



2. In [8], S. Orey and S. J. Taylor proved that if X, is a stable symetric
Lévy process, the Hausdorff dimension of the set of points where the
Holder exponent of X; is at most h is Sh. Note however that their
method cannot give regularity results at these points.

3. The assertion expressed in the theorem is stronger than stating that,
for each h, d(h) has almost surely a given value, which would not be
sufficient to determine the spectrum of singularities of almost every
sample path.

4. The almost everywhere Holder exponent of Lévy processes without
Brownian component is 1/, see [9], which of course agrees with the
theorem (case where h = 1/03).

5. Many results have been proved concerning the fractal nature of the
range of Lévy processes, see for instance [10], or [6] for references con-
cerning ‘Lévy flights’, or [1] for results concerning the range of subor-
dinators.

Our next interest is to generalize these results to Lévy-Chentsov ran-
dom fields. These fields are a very natural multi-dimensional generalization
of Lévy processes since they have the following simple geometric property:
Their traces on half-lines are Lévy processes (up to a constant). More pre-
cisely, if (X;),cge is a Lévy-Chentsov field, for any a and b in IR?, the function
defined on R by u — Xgusp — Xp is a Lévy process. Furthermore, if X; is
a Lévy-Chentsov field and if ¢ is an affine transformation, Xy is a Lévy-
Chentsov field.

The first example was given Paul Lévy’s construction of the several di-
mensional Brownian process. The next step was taken by Chentsov who
gave an hyperplane based construction of this Brownian field. This idea was
generalized by Mori, Sato et al., see [7] or [11] for instance, who gave the
general construction of a Lévy Chentsov field as sums of Poisson processe
with jumps on hyperplanes. These fields have properties that are very sim-
ilar to Lévy processes; for instance, if they have no Brownian component,
their characteristic function satisfies

E(e) = exp (/Sd_l /]R<t | 6) (em —1- i)\x1|x|<1) y(d&,dm)) ;o (2)
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S is the d — 1 dimensional unit sphere and v(df, dz) is the Lévy measure
of X, i.e. a positive Radon measure satisfying

/UJWM%WS“IXMﬂ<0& (3)
The growth of the Lévy measure near the origin can be estimated using the
upper index

f=inf{y >0: o 12| "v(S%7! x dz) < oo},
z|<1

Condition (3) implies that 0 < g < 2.

Let us briefly describe the construction of these fields as sums of Poisson
processes having jumps on hyperplanes. Such a Poisson process is defined as
follows.

One constructs first a Poisson hyperplane process associated with a finite
measure m(df) on S?~! by considering a Poisson point process on IR x S9!
of Poisson measure dr x m(df) and by associating to each point (r,6) the
hyperplane orthogonal to the direction # and at distance r from the origin.
If v(df,dz) is finite, the Poisson hyperplan process is obtained by first con-
structing the Poisson hyperplane process of measure m(df) = [, v(df,dx)
and then by making the process jump on this hyperplane, the size of the
jump being chosen with the probability my(dz) such that the following con-
ditioning equality holds

//mm@mum://mwﬂw.

The Lévy Chentsov fields on IR? are then constructed by splitting the
Lévy measure on domains 277 < z < 277! and by summing up independent
copies of the corresponding Poisson hyperplane processes obtained with these
restricted (hence finite) Lévy measures.

Let

dz(h) =ph+d—1 if hel0,1/0]
= —00 else;

The following theorem is proved in [3].

Theorem 2 Let X; be a Lévy Chentsov field with no Brownian part, taking
values in R, of Lévy measure v(df,dz) satisfying 0 < 3 < 2. The spectrum
of singularities of almost every sample path of X, is d’ﬁ(h).
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On the asymptotic error in approximation of Lévy
processes by discretizations!

Adam Jakubowski
Nicholas Copernicus University

EXTENDED ABSTRACT

Let {Xi}icro1, Xo = 0, be a Lévy process with nontrivial jump part and
characteristic function ¢(\):

Bexp(idX) = 60\, 1€ [0,1] 1)
Let {X['}iep0,1) be a discretization of {X,}:
th:X[m}/n(: Xk/n if k/n§t< (k+1)/n), (2)

and let
V=X, - XY (3)

be “the error of the approximation”.
It is well-known that
X" =X
in Skorokhod’s Ji-topology, but not in the uniform topology. It is also easy to

show that
V" =0 as.

for aech t € [0,1], while due to the “incompatible” location of jumps of X and
X™'s
Y40

in Ji-topology. By the same reason, if «,, — oo then the sequence

Up = oy, sup |Y™(t)]
0<t<1

15 not bounded in probability.

It follows that in general there is no “rate of convergence” of Y,,’s to 0, in the
sense that there is no «a;, — oo such that the sequence «,, - Y,, converges in distri-
bution or at least remains tight with respect to some suitable (and interesting)
topology on ID([0, 1]).

"Research supported by Komitet Badari Naukowych under Grant PB 483/P03/97/12, and
completed while the author was visiting Université Paris VI
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The crucial observation for the present paper is that “smoothing” by means
of integration gives

t
Z0 = / Y"(s)ds — 0 a.s. and uniformly in ¢, (4)
0

and that the scaled processes n - Z™ converge in the sense of finite dimensional
distributions:
n-Z" — 7° (5)
f.d.

where Z° is a Lévy process with characteristic function given by the formula

Eexp(iAZ?) = exp(t /0 log 6(As) ds). (6)

The marginal laws of Z° belong to so called class U of infinitely divisible laws.
We refer to Jurek (1985) for definitions, properties and further references.

The trajectories of n - Z™ are continuous, while Z° has discontinuous tra-
jectories. Hence it is impossible that n - Z™ converges to Z° functionally when
ID([0,1]) is equipped with Skorokhod’s .J; topology. If we weaken the topology
then we are able to strengthen the finite dimensional convergence (5) to functional
convergence.

Theorem
n-Z" — A (7)

Here S stands for the topology formally defined in Jakubowski (1997). The
topology S arises naturally in limit theorems for stochastic integrals (see Jaku-
bowski (1996)) and has good continuity properties with respect to the Skorokhod
Problem for convex domains. Since S is not commonly known we shall summarize
its properties.

e Write z,, —g 9 if for every € > 0 one can find functions v, . of bounded
variation on [0, 1], which are e-uniformly close to z,,’s and weakly-* conver-
gent:

sup |z, (t) —vne(t)| <e, n=0,1,2,...,
t€[0,1]

Upne — Upe, &S N — OO.
w

e The topology S is sequential (i.e. defined in terms of convergent sequences
T, —>s o) and cannot be metricized.
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e K C D([0,1]) is relatively S-compact if, and only if, the following conditions
hold.
sup sup |z(t)| < Cx < +0o0.
€K t€[0,1]

sup Ny, (z) < C, < 400, 1 >0,

TEK
where N, (z) is the number of n-oscillations of z: N, (z) > k iff one can find
numbers 0 < t; <ty < ... < tor 1 < tgr < 1such that |z(te 1) — x(t2)| >
ni=1,2,... .k

o If x, —g xp, then z,(t) — x((t) for each t except for a countable set.

o If z,(t) — xo(t) for each ¢ in a dense set containing 0 and 1 and {z,}
is S-relatively compact then x,, —g 2o (not true for the convergence in
measure!).

e There exists a countable family of S-continuous functions which separate
points in D([0, 1]).

e The o-field Bs of Borel subsets for S coincides with the usual o-field gen-
erated by projections (or evaluations) on D([0,1]): Bs = o(m : t € [0, 1]).

e The set P(D([0,1]),S) of S-tight probability measures is exactly the set of
distributions of stochastic processes with trajectories in (][0, 1]).

e S is weaker than Skorohod’s M; and .J; topologies. Since .J; is Polish,
S is Lusin in the sense of Fernique. But we do not know whether it is
(completely) regular.

Let us emphasize that ID([0,1]) equipped with S-topology has equally good
properties as Polish spaces: there exists the a.s. Skorokhod representation and
both the direct and the converse Prohorov’s theorems are valid. However, it
should be pointed out that topology S is advantageous when we are interested
in existence problems (this is typical for weak topologies). In problems of the
type considered above its usefulness is moderate. For example the functional
ID > x w supepq |z(t)] is only lower semicontinuous in all z € ID. On the
contrary, this functional is continuous in topology J; in each x € ID for which
x(—1) = z(1). The same property holds for another topology, M, also introduced
by Skorokhod (1956), which seems to be more suitable here. For a long time it
was neglected (see, however, Kasahara and Kotani (1979) and Avram and Taqqu
(1992)). Recently there seems to be growing interest in this topology for it is
expected to be applicable in continuous approximations of Lévy processes arising
in models of heavy traffic networks - see Konstantopoulos and Lin (1998). For
completness we list below basic properties of topology Mj.
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e A sequence x, converges to xg in M;j-topology (x, —a, o) if one can
find continuous parametrizations (0,(s), 7.(s)), s € [0,1],n =0,1,2,..., of
(extended) graphs of z,,’s such that

lim sup [6,(s) — 0 (s)| + [7u(s) — 7o(s)] = 0 (8)

=00 5¢0,1]

e The topology M, is metric and separable. It is weaker than the usual
topology J;.

e K C D([0,1]) is relatively Mj-compact if, and only if, the following condi-

tions hold.
sup sup |z(t)| < Cx < +0o0.
T€K te0,1]
lim sup Ay, (e, ) =0,
N0 :ve[g M ( )
where
A]\41 (67 x) = sup H(x(s)ax(t)ax(u))
0<s<t<u<s+e)Al

and for y1,y2, ys € RY, H(y1,ys,s3) is the distance of y, from the segment
[yla y3]

o If x, —g xp, then z,(t) — z((t) in each point of continuity of z; .

e The o-field Bs of Borel subsets for S coincides with the usual o-field gen-
erated by projections (or evaluations) on D([0,1]): Bs = o(m : t € [0, 1]).

e The set P(D([0,1]),S) of S-tight probability measures is exactly the set of
distributions of stochastic processes with trajectories in ([0, 1]).

We conjecture that our Theorem can be improved to

Conjecture
n-Z" — A (9)

Finally, let us notice that our result complements in some sense the consider-
ations contained in Jacod and Protter (1998).
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DIFFERENT ASPECTS OF
SELFDECOMPOSABILITY

Zbigniew J. Jurek (University of Wroctaw, Poland)

A SELFDECOMPOSABLE rv X (or its probability distribution or its
characteristic function ¢) is defined as a limit of normalized partial sums of
independent rv. Of course, stable rv S are selfdecomposable — they corre-
spond to i.i.d. summands in the above partial sums. On the other hand, all
selfdecomposable rv are infinitely divisible (denoted by ID). Letting L be
the class of all selfdecomposable rv we get inclusions S C L C I D. Usually
the first characterization of selfdecomposability is as follows:

€L iff V(0 <c<1)3(char.fape) &() = dle)e(:). (1)
In terms of rv we have
XelL iff V0<c<1)I(X,~X) XLcX+X,, (2)

L(d”

where “=" means equality in distribution and “~
pendence . “Solving” equation (2) one gets

”

means stochastic inde-

XelL iff X< e*dY (s), with E{log(1+|Y (1))} < oo, (3)
(0,00)

where Y'(+) is a Lévy process called the background driving Lévy process; in

short: Y is the BDLP of X or X is driven by Y. Cf. [14], [15], [16], [18].

A. Identification of BDLP’s. Class L is quite rich and contains
among others: gamma 7,,, t-Student, F-Fisher, log-normal, inverse Gaus-
sian, Barndorff-Nielsen generalized hyperbolic, generalized gamma, etc., cf.
[15], [16], [3]. However, finding explicitly their BDLP’s might be rather diffi-
cult. Stable laws are driven by stable processes ([18], Thm 4.4.2.), compound
Poisson processes are BDLP for gamma ([14], [15]), but BDLP for normal
inverse Gaussian is a sum of three independent Lévy processes ([2], [3], Thm
3.1). Similarly, for inverse Gaussian distribution the driving process is a sum
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of inverse Gaussian Lévy process and compound Poisson process; [2], p.18.
[Proposition 1.1. in [15] shows that a class L distribution may appear in
its own BDLP]. For BDLP identification purposes it might also be useful to
observe that from (3) follows

logo(t) = [ logv) S, 10 (@)

where ¢ is char.f. of X and ¢ is char.f. of Y(1). Hence we conclude that

1h(t) = explt(log ¢(1))']. (5)

In particular, class L char.f. are differentiable for ¢ £ 0 and v € ID with
finite logarithmic moment.

B. Class £ Ising models. De Coninck (1984) had observed that in
some classical Ising models of ferromagnetism the partition function is of the
form of an infinite product of (1 + a2#?). Thus

o0

o) = [T +a2) ter (6

n=1

and this corresponds to a random series ) = a,7,, where (7),,) arei.i.d. Laplace/double
exponential distributions. Later, in [7] class £ Ising models are defined as
those for which the free energy function

9(5.h) =~ lim || log Z,(8, 0h) _ exists, (7)
and
¢(B,h) = ¢(h) := exp[B(g(B,h) — g(B,0)] € L. (8)

Here Z, (3, 3h) is the partition function corresponding to a Hamiltonian with
pairwise interaction and h is the external field and 3 is the inverse of a tem-
perature. Using the BDLP corresponding to ¢, in (8), one gets formulae for
spontaneous magnetization, critical exponents, etc., for class £ Ising models.
Also, from the Schoenberg Thm, we get new inequalities for Ursell functions
un(h) := —p0pg(B,h). An open problem is to give an intrinsic characteri-
zation of those class L distribution that arise from infinite series of Laplace
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distributions (as in (6)), their sums and week limits. Also let us quote here
Remark 3.1. from [7], that Yj(1), which is from the BDLP for ¢(f3, -), satisfies
a weak law of large numbers for 3 < (. := critical temperature.

C. Perpetuities and autoregression. Let (A, B), (4,, B,), n > 1, be
i.i.d. random vectors in R? and define a stochastic difference equation

Znwr = AnZp+ B, n=12,.... (9)

Putting Zy = 0 and assuming that (Z,,) converges to Z we get the distribu-
tional equation

7L AZ+ B, (10)

i.e. Z is a fixed-point of a random affine mapping x — Az + B. Laws of Z
satsifying (10) are called perpetuities. Iterating (9) we easily obtain that

ZEN " B Ay. . Ay, (11)
k=1

and in actuarial science (insurance mathematics) it represents “the present
value of a permanent commitment to make a payment annually into the
future forever”. Cf. [8], [9]. Using the BDLP of a selfdecomposable X one
can prove that

x4 e *dY (s) = 6_7/

(0,00) (0,00)

e *dY (s + 1)+ / e *dY(s), (12)
(0,7]

for any stopping time 7 with respect to F; := o(Y(s) : s < t); cf. [15],

Corollary 2. Since the second integral in (12) has the same law as the first

one we conclude :

all sel fdecomposable distributions are perpetuities. (13)

(Of course here it is important that A in (13) is a random variable.) In [15]
there is a method how to ”generate” the innovation process in autoregressions
with A,, = ¢ = constant.

D. Dirichlet series and gamma distributions. In the analytic num-
ber theory an important role is played by so called generalized Dirichlet
series. These are series of the form

w(z) = Zan exp[—A\2], z€C (14)
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with R 3 A\, — oo; cf. [1], Chapter 8. A special case of [14] was already
noticed in [15], Remark 2.

For v, arv with density A%/, (a)z® e, we have that its characteristic
function 7, () is of the form

Far(t) = (1 —it/X)* =exp {/(O’Oo)(em — l)aem/xdx} , teR. (15)

Hence for a series Y 74, ., of independent and symmetrized gamma rv, if
it converges a.s., to say G, then G € L and its char.f. is

@(t) = H(l +12/A2)7% = exp /R\{O}(costx - 1) (Z Ozne_)‘”|x|/|x|> dx] :

(16)

This means that in the Lévy-Khintchine formula for G its Lévy spectral
measure M (describing the average number of jumps) has density given by
generalized Dirichlet series

dM(z) = zoo:ane_)‘”|x|/|x|dx, x # 0. (17)

On the other hand, since G € L it has a BDLP Y such that Y (1) has Lévy
spectral measure N given by

dN(z) = Z o Ape M dz, (18)
n=1
In particular, if
o aTL
ZV@T[V%,,\”] = 22? < 00,, (19)

then by Kolomogorov’s Thm, the random series of symmetrized gamma rv
converges a.s. (in distribution, in probability), i.e. G is well defined. Con-
sequently the Dirichlet series in (17) and (18) are summable. Conversely, if
the Dirichlet series converges and (17) or (18) are Lévy spectral measures
then the random series of gamma rv converges. This “stochastic” approach
allow to view some of Dirichlet series via the BDLP corresponding to sums of
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random variables. Of course, the most interesting examples are those where
the sums are given explicitly.

E. C-decomposabilty and cocycle equations. The property of being
a selfdecomposable char.f. means that the factorization property (1) holds
forall ¢ € (0,1). For a closed multiplicative semigroup C (in the unit interval)
one may say that a char.f. ¢ is C-decomposable if

V(c € C) I(char.fahe) &(-) = d(c)ie(:). (20)

[Note that in this case 1. is not necessarily ID, as opposed to the case
C = (0,1) and (1).] Ref. [5], [19], [20] are devoted to this line of investiga-
tions. It seems that there are not too many explicitly given C-decomposable
distributions. Also it is an open problem to find a random integral represen-
tation of C-decomosable measures analogous to the formula (3).

From (20), assuming that ¢.(t) # 0, c € C, t € R, we get the following
equation:

Yy (1) = e, (Cot) e, (t), for all ¢,c0 € C,t € R (21)

Here we recognize a cocycle equation with values in probability measures.
Can cohomology methods be used to ”solve” (21)?. In [12] a special case
was solved. Furthermore, in [10] a slightly different equation than (21) was
solved using random integrals.

CONCLUDING REMARKS
(a) Many of the above results or questions have natural extensions for Ba-
nach space valued rv.
(b) W. Hazod, H. Kunita, G. Pap and others have generalized selfdecompos-
ability to the Lie group case. Those results are not mentioned here but they
also consitute a new aspect of selfdecomposability.
(c) Relations to statistical physics, analytic number theory and cohomology
algebra may have impact on those areas of mathematics. But at the same
time they may provide new tools for better understanding of the probabilistic
notion of selfdecomposability.
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Tweedie Models: a Generalization of Stable
Distributions

Bent Jgrgensen*

April 20, 1999

The class of Tweedie exponential dispersion models were introduced by Tweedie
(1984) as a useful class of statistical models, which later found applications in for
example insurance (Jorgensen and de Souza, 1994) and many other areas. See
Jorgensen (1997) for background on exponential dispersion models and a survey
of Tweedie models.

Let us denote the Tweedie models by Tw,, (i, 0%), where p > 0 is the mean (the
domain is R when p = 0), 0 > 0 is the dispersion parameter, and p is a shape
parameter. To make the connection with stable distributions, let us introduce the
parameter a = (p—2)/(p—1). For a € (0, 2], the corresponding Tweedie model is
the natural exponential family generated by either an extreme stable or positive
stable distribution with index «, the stable case corresponding to either p = oo
or 0. However, the Tweedie family contains further cases, namely the gamma
distribution (p = 2 or a = 0), a class of compound Poisson distributions (« < 0
or p € (1,2)) and the Poisson distribution (p = 1). In the latter case, Tw; (i, 0?)
corresponds to the distribution o®Po(u/0?), a scaled Poisson distribution.

In which sense do the Tweedie distributions generalize the (positive and ex-
treme) stable distributions? In order to explain this, let us introduce two proper-
ties of the Tweedie models. First, we have the scale transformation property:

cTwy(p, 0®) = Twy(cp, ¢ Pa?) for c>0.

Second, if X1, ..., X, are independent and identically distributed T'w,(x, 0?), then
the sample average X has distribution T'w,(u, n~'c?), the reproductive property.

Department of Statistics and Demography, University of Southern Denmark at Odense,
Campusvej 55, DK-5230 Odense M, Denmark, bentj@statdem.ou.dk



Combining these properties, and taking ¢ = n'/>*=?) we obtain
n/C-rY ~ Twp(nl/@*p)u, o?). (1)

The left-hand side of (1) is n~/* times the sum of the Xs, which shows that (1)
generalizes the definition of the strictly stable distributions.

For p finite and non-zero, the property (1) is not so useful, because of the
dependence of the mean on n. But if we now take p to be a function of n,

p=p(n) = pon~ P,
say, the right-hand side of (1) is fixed and equal to Tw,(po, 0?). In other words,
we now have a distributional invariance involving the average of independent
and identically distributed random variables, and this invariance has a domain of
attraction reached for n tending to infinity, as first shown by Jgrgensen, Martinez
and Tsao (1994), although their formulation was slightly different. We call this
result the Tweedie Convergence Theorem.

A possible interpretation of the theorem is that the following two operations
commute: 1. generating a natural exponential family and 2. convergence of the
standardized sum. This result that was also conjectured by Wentzell, and has now
been made precise and proved by Vinogradov (1998). A connection with critical
regimes in large deviation theory, with applications to risk theory, was explored
by Jorgensen and Vinogradov (1997).

An interesting aspect of the Tweedie convergence theorem is that the two
extremes o = 2 and @ = —oo correspond to respectively the classical central limit
theorem and Bortkiewicz’s Poisson convergence theorem, thereby tying together
these two famous results within a single framework.

The Tweedie models, being infinitely divisible, generate Lévy processes, which
deserve special attention because of the properties of the Tweedie models, and
because of several important special cases, ranging from Brownian motion to the
Poisson process. These processes have a property that generalizes the idea of
long-range dependence. Also, Jorgensen and Martinez (1996) have shown that
the canonical measures corresponding to the Tweedie family are proportional to
the gamma densities. Furthermore, Jorgensen and Martinez (1997) have shown
a kind of Tauber theory for infinitely divisible exponential dispersion models,
linking the asymptotic behaviour of the variance function of the model to that of
the Lévy measure.
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On inverse local times, spectral measures

and life-time distributions of
one-dimensional diffusions

Extended Abstract

Uwe Kiichler, Humboldt University Berlin

Suppose X = (Q, F, (F), Xy, (, Py) is a (regular) diffusion on [0, L) with
lifetime C, speed measure m(-) and scale s(-) in the sense of Ito, McKean
(1974). Assume s(0) = m(0—) = 0,s(L—) = oo and let 0 be a killing,
elastic killing or reflecting boundary. (The following notions and proper-
ties can easily be extended to gap diffusions.)

The infinitesimale generator A of X in Ly(m) can be given by the re-
striction of the generalized second order differential operator D,,D; to

Dp = {f € Ly(m)| DDy f € Lz(m),a- Dy f(0) = f(0)},

where a € [0,00] is fixed. (The number a is connected with the killing
rate of X at zero.)
Because of s(L—) = oo we have for a < co that

Px(C < OO,XC_ = 0) =1.
For every complex A and a € [0, 0] let ¢, be the solution of
D, D,d+X\d=0

satisfying the boundary conditions

1
©a(0,A) = 1, D7 p.(0,)) = - if a € (0, o0},
900(07 )‘) = 0, D;WO(Oﬂ)‘) =
Define

X(x, A) = oo, A)/(p;f(u, AN)s(du), z€[0,L),A e K :=K\[0,00).

(K denotes the set of complex numbers.)

94



The function G(-) given by
G(A) :==x(0,)), Ae K_

is called the characteristic function of (m, s) (more precisely, of mos™').
By assumption we have

G(0) := l)i\%lG()\) =s(L—) = 0.

Moreover, it holds
X, A) = G(\)@oo(z, ) — oz, N), z€[0,L),\€ K_.
The Laplace transform of the first hitting time o, of y satisfies
E,exp(Aoy) = @(y, A)/®(z,N), A<0,z,y€0,L)
with
b=, ifr<yand ®=yxifzx >y.

We have P,(( < 00, X~ =0)=1if0<a < oo and P,(( = 00) =1 if
a = oo. Moreover, it holds for 0 < a < oo

1
a

B, exp[AC] = X (2, y)

: z €[0,L),\ < 0.
X(0,2) &+ a5y

For every a € (0, oo] the inverse local time [~1(¢,0) is a Lévy-process with

Eyexp[ N~ (£,0)] = exp[—tE + ﬁ]) A <0,

For every a € [0, 00] there exists the transition density p'(t,z,y):
Py(X; € dy) = p“(t,z,y)m(dy), t>0,z,y€[0,L).

Define the resolvent kernel

oo

r&a) (z,y) = /e”p(“)(t,x,y)dt, ANeK ,z,yel0,L).
0

It holds

ry) = P9z Ay, Ax(zVy,\)
Y W(A) ’

(a) (

T\ z,y €10,L),A <0

where W (A) denotes the Wronskian of ¢(® and .
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For every a € [0, 00| the spectral measure T = 7, of D, Dg|p, is defined
to be a measure on [0,00) (on (0,00) if a < 00) with

u —

0 wy) = [ D )\ <oy € 0.1)
0

It exists and is uniquely determined. Moreover, it holds

1 1 -1 (a) OoTa(du)
Sy ) = 0,0:/ A <0,a€ (0,
(a+ (A)> 100,00 = [ A <0, (0,00] (%)
and
1 T/
- i d
G(N) 0/<u u—A)TO( ¥
We have
T Too (du)
()‘) bY (070) U— \ ) )‘<07
0
and using G(0—) = oo we get from (x)
/M =a, ac€ (0,00
u
0
Now it follows that for 0 < a < co
1 oo
Py(¢ edt) = - /uexp[—ut] Ta(du) dt, t>0 ()
a u

0
(mixed exponential distribution).
Let | = I(t,0) be the local time of X at zero. The inverse local time

[71(¢,0),t > 0, is a process with independend stationary increments hav-
ing the Lévy-measure

v(du) = /e“lTo(dl)du, u > 0.
0

We have

Ey exp[M(¢,0)] = exp[—é] exp {— e[ = eNutan)], t> 0
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In the following fix an a € (0,00). Then it holds P, (¢ < 0o, X;— =0) =
1 and for every v < 0

h(z) := Eyexp[(], x€[0,L)

defines an Y-exessive function. The h(!)_transformed diffusion X on

[0, L) can be described by the scale ds()(x) = X(jifg) - ds(z), the speed
z2(z,9)

measure dm()(r) = a0y @m(z) and the boundary coefficient at zero

-1
ag = |+ L} . Its characteristic function G(*)()\) satisfies

a G(9)

1 1 1
— - NeK_.
GO G r) Gy " ©

For the spectral measure Tég) it holds
Tég)(du) = To(du + {9}).

Theorem Fiz an a € (0,00). For the family (X9 < 0) of diffusions
the following properties hold:

(i) Assume 0 <y < x < L. Then the first hitting time distributions

(P (o, € dt)), ¥<0

T
form an exponential familiy of distributions:

exp(Ut) P, (o, € dt)

[ exp(Us) Py, (o, € ds)
0

PP (o, € dt) =

(ii) For every x € [0, L) the life-time distributions

(P{(¢ € dt), 0 < 0)
form an exponential family of distributions:

exp(9t) P, (C € dt)

PO(¢ e dt) = 7 (2)

where P, (¢ € dt) is given by (xx).

If x =0 then we have

wt Ta(du + {0})

u

1 0
Po(ﬁ)(CGdt):—/ue dt,t >0, <0,
0

ay
with % =14 ﬁ (mized exponential distribution).
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(iii) The inverse local times (I;*(t,0),t > 0) of X at zero form an ex-
ponential family of increasing processes with independent stationary
increments, and their Lévy-measures vy are given by

v(du) = e™v(du) = e / e “*1o(ds)du.
0

The process (I (t,0)),t > 0 is killed with constant killing rate ay.
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SEMI-SELFDECOMPOSABILITY AND SEMI-SELFSIMILARITY

MAKOTO MAEJIMA

Keio University

In this talk, we first discuss the class of semi-selfdecomposable distributions
as a natural extension of that of selfdecomposable distributions, and its nested
subclasses. Then we introduce a new notion of semi-selfsimilarity of stochastic
processes. We conclude the talk with marginal and joint distributions of semi-
selfsimilar processes with independent increments, and we see how the class of
semi-selfdecomposable distributions and its nested subclasses are connected to

distributions of semi-selfsimilar processes with independent increments.

This talk is based on several recent works jointly done by Y. Naito, K.
Sato and T. Watanabe ([MN98], [MS99], [MSW98], [MSW99a]|, [MSW99b] and
[MSW99c]).

1. The class of semi-selfdecomposable distributions and its nested

subclasses

Stable distributions are characterized as limiting distributions of normal-
ized partial sums of independent and identically distributed random variables.
Self-decomposable distributions are natural extensions of stable distributions
and are given by limiting distributions of normalized partial sums of independent
random variables, which are not necessarily identically distributed but satisfy

the infinitesimal condition.

On the other hand, semi-stable distributions have also been well studied
as extensions of stable distributions. As is well known, semi-stable distribu-
tions are characterized as limiting distributions of some geometrically increasing

subsequences of normalized partial sums of independent
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and identically distributed random variables. However, although selfde-
composable distributions are natural extensions of stable distributions, it seems
that the distributions extending semi-stable distributions in the same way have
not been well recognized. We start by defining semi-selfdecomposable distribu-
tions as limiting distributions of some subsequences of normalized partial sums of
independent random variables, which are not necessarily identically distributed

but satisfy the infinitesimal condition.

We use the following notation. P(R?) is the class of all probability distri-
butions on R, I(R?) is the class of all infinitely divisible distributions on R4,
L(R%) is the class of all selfdecomposable distributions on R?, 7i(2) is the charac-
teristic function of u € P(R?), £(X) is the law of X, (, ) is the Euclidean inner
product in R4, | - | is the norm induced by {, ) in R4, S = {x € R? : |z| = 1}
and D = {z € R%: |z| < 1}.

Most of results in this section are proved in [MN98]. We first introduce

a way of making a new class of limiting distributions derived from a class of

distributions,

Definition 1.1. Let C € P(R%) and 0 < b < 1. p € P(RY) is said to
belong to the class K (C,b) if there exist independent R?-valued random vectors

{X;}an >0,700,¢, € R% {k,} C N,k, T oo such that

lim a,/ap+1 = b,
n—oo

,C(XJ) eC,
kn
L a;lsz%—cn — U, (1.1)
j=1
lim max P{la,'X;|>e} =0, Ve>0. (1.2)

n—00 1<j<kn
Remark 1.1.
(i) When (1.2) is satisfied, we say that random variables {a; ' X;,1 < j < k,,n =
1,2,---} satisfy the infinitesimal condition.

Y Y

100



(ii) If we take k,, = n, (then automatically b = 1), then the above class is turned

out to be the one which Sato [S80] studied.

(iii) Although we are dealing with R%valued random variables {X;}, the nor-
malization in (1.1) is scalar. The normalization by linear operators might be
natural in higher dimensions. Generalization to the linear operator normaliza-

tion is discussed in [MSW98] and [MSW99a].
Theorem 1.1. K(C,b) C I(R%).
Proof. Obvious from Definition 1.1.

Definition 1.2. C' C P(R?) is said to be completely closed if C is closed under

weak convergence, convolution and type equivalence. Here C' is said to be closed
under type equivalence if £(X) € C implies L(aX + ¢) € C for any a > 0 and
ce R

Theorem 1.2. Let 0 < b < 1 and suppose that C' is completely closed. Then
K(C,b) C C.

Proof. Easy from the definitions.

Definition 1.3. For each b € (0,1), define Lo(b) = K(P(R?),b). If i belongs

to Lo(b) for some b € (0, 1), it is called semi-selfdecomposable.
Theorem 1.3. L(R%) = (N1 Lo(b).

Proof. Tt is known that p € L(R?) if and only if for any b € (0,1), there
exists pp € I(RY) such that 1i(z) = 1i(bz)ps(2), V2 € R?, (see [S80]). Hence, th4

statement is obvious from Theorem 1.4 below.

We now give the first characterization of the class Ly(b) in terms of decom-

posability.

Theorem 1.4 ([MN98]). A necessary and sufficient condition for that p € Lo(b)
is that there exists py € I(R?) such that fi(z) = 1i(bz)po(z), Vz € R4,

We next give the second characterization of Lg(b). Any p € Lo(b) is in-
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finitely divisible and its characteristic function ji(z) has the following Lévy-

Khintchine representation:

() = o {z«z,w 5na - [ g x)u(da:)} ,

“\{0}

where v is the Lévy measure of u, A is the Gaussian covariance matrix, v € R?

and g(z,z) = "% — 1 —i(z,2)1p(x).

Theorem 1.5 ([MN98]). Let 0 < b < 1. A necessary and sufficient condition
for that u € Lo(b) is that u € I(R?) and its Lévy measure is v = 0 or

V(EB) = — /B A(d€) /E dFe(r), E € B((0,00)), B € B(S),

where A is a probability measure on S, for each r > 0, F¢(r) is £&-measurable, and

for each £ € S, F¢(r) is right continuous and nonincreasing, lim, o, F¢(r) =0,
Fe(b(r +0)) = Fe(br) < Fe(r +6) — Fe(r) <0
for every 6 > 0 and r > 0, and for each £ € S

0< _/000(1 Ar?)dFe(r) = /Rd\{o}(l Az ||P)v(de) = K < oo.

Here the value K is independent of £. This representation is unique in the follow-
ing sense. If v # 0 and two pairs (), F¢) and (A, }N*}) satisfy the above conditions,
then A = A and Fe = ﬁg for A-a.e. £. (We call F¢, uniquely determined in this
sense, the F-function of u € Lg(b).)

We now define the nested subclasses of Lg(b).

Definition 1.4. For each b € (0, 1), define

Lin(®) = K(Ly_1(b),b), m=1,2,---, and Leo(b) = ﬁLm(b).

m=0

Theorem 1.6. (Nested classes.) Let 0 < b < 1. The we have

I(RY) D Lo() D -+ D Lyn(b) D -+ D Lo (b),
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and all inclusions are strict.
Proof. Easy from Definition 1.4 and Theorem 1.2.

Theorem 1.7 ([MN98]). (Characterization of L,,(b) by decomposability.) Let

O<b<land m=1,2,---,00.

(i) A necessary and sufficient condition for that p € L,,(b) is that there exists
pm € Ly,_1(b) such that fi(z) = 1i(b2)pm(2),Vz € R?, where m — 1 = oo when

m = OoQ.

(ii) Loo(b) = K(Loo(b),b), and furthermore Lo, (b) is the largest class among the

classes which are invariant under the K (-, b)-operation.

We next give a characterization of L,,(b) in terms of F-function of u €

Ly(b). We need one more definition.

Definition 1.5. Let 0 < b < 1. For a function F': (0,00) — R, define & F(s) =
F(bs) — F(s) and its m-th iteration &"F(s) = 37" (1) ("7) F(b's). Also
define, for § > 0, Asf(s) = f(s+ ) — f(s). Then we say that F has the property
(m,b) if AgEgF(s) <0,1 <Vj<m,Vs >0,V > 0. When F has the property

(m,b) for any m > 1, then we say that it has the property (oo, b).

Theorem 1.8 ([MN98]). Let 0 < b < 1and m = 0,1,2,---,00. A necessary
and sufficient condition for that p € L, (b) is that u € Ly(b), and if v # 0, then
the F-function, F¢, of p1 has the property (m + 1,b) for A-a.e. §.

The relationship between semi-selfdecomposability and semi-stability is the

following.

Theorem 1.9 ([MNO98|). Let u is semi-stable, namely suppose that for some
a,b€ (0,1) and ¢ € RY, [i(2)® = fi(bz)e"* Vz € R Then u € Loo(b).

Hence if we define, for each b € (0,1), SS(b) as the set of all u € I(R%)

such that 7i(2)® = fi(bz)e>* for some a € (0,1) and ¢ € R?, then we have

I(RY) D Lo(b) D -+ D Ly (b) D - D Lo (b) D SS(b).
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Another important characterization of L, (b) connected to SS(b) is the

following.

Theorem 1.10 ([MSW98]). For each b € (0,1), Lo (b) is the closure of SS(b)
under the operations of type equivalence, convolution and raising to the ¢-th

convolution for every ¢ > 0, and weak convergence.

Let us define classes zm(b), m =0,1,2,...,00 in the same as we have defined
L., (b) but without infinitesimal condition (1.2). Loeve ([Lo45]) (for m = 0) and
Bunge ([Bu97]) (for general m) studied these classes. They are also nested classes

namely

PR D Lo(b) DD Lyn(b) D -+ D Lo (b).

Trivially from their definitions, Ly, (b) D Ly,(b). But, Bunge ([Bu97]) showed
that Ly, (b) N (I(R%))¢ # 0, for finite m, when d = 1. Namely, Ly, (b) is strictly
bigger than L,,(b) for finite m. On the other hand, he also showed that Lo C
I(R%), when d = 1. We can also show the same assertions for the case d > 2
(IMSW99a]). Then a natural question arises, how Lo (b) is related to Ly, (b).

The answer is the following.

Theorem 1.11 ([MSW99a)). Lo (b) = Loo(b).

2. Semi-selfsimilar processes

An Ré-valued Lévy process {X(t),t > 0} with strictly a-semi-stable mar-
ginal distribution at each t is, in general, not selfsimilar, but it has the following

property: For some a € (0,1) U (1, c0),

{X(at),t >0} £ {a'/*X(t),t > 0}, (2.1)

where < denotes the equality in all finite-dimensional distributions. Here, by a
Lévy process, we mean a stochastically continuous process starting at the origin

with independent and stationary increments.
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Being motivated by the property (2.1), we introduce a new notion of semi-

selfsimilarity as follows.

Definition 2.1. An R9valued stochastic process {X(t),t > 0} is said to be

semi-selfsimilar if there exist a € (0,1) U (1,00) and b > 0 such that

(X (at),t >0} £ {bX(t),t > 0} (2.2)

We can define semi-selfsimilar processes allowing a drift function on the
right hand side of (2.2), which we call wide-sense semi-selfsimilar. The results in

this section remain true for wide-sense semi-selfsimilar processes. (For details,

see [MS99].)

Recall that {X(¢)} is said to be selfsimilar if, for every a > 0, there is
b= b(a) > 0 satisfying (2.2). Thus the notion of semi-selfsimilarity extends that
of selfsimilarity. Besides semi-stable Lévy processes, processes with property

(2.2) are found in the literature about diffusions on Sierpinski gaskets (Example

2.1 below).

One of the important results on selfsimilar processes is the existence of
exponent. Namely, if {X ()} is selfsimilar, we know that there exists an H,
exponent of the selfsimilarity, so that b in (2.2) has the form b = aff. (See
[La62].) The first theorem in this section is that the same conclusion remains

true for semi-selfsimilar processes.

Definition 2.2. An R%valued random variable X is called degenerate if it is a
constant a.s. An R%valued process { X (¢)} is called trivial if X (¢) is degenerate

for every t.

Theorem 2.1. Let {X(t),t > 0} be a nontrivial semi-selfsimilar R%-valued
process such that it is stochastically continuous at ¢ = 0. Then the following
statements hold.

(i) ((MSW99b]) There exists a unique H > 0 such that if a > 0 and b > 0 satisfy
(2.2), then b = a*f. H > 0 if and only if X(0) =0 a.s.
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(ii) ([MS99]) Suppose furthermore that {X(¢)} is stochastically continuous at
any t > 0. Let T be the set of a > 0 such that there is b > 0 satisfying (2.2).
Then I'N (1, 00) is nonempty. Denote the infimum of I'N (1, c0) by ag. If ag > 1,
then I' = {ap™: n € Z}, and {X(¢)} is not selfsimilar. If ag = 1, then I" = (0, 00),
and {X ()} is actually selfsimilar.

The real number H is called exponent of the semi-selfsimilar process. In
order to signify it, we call {X (¢)} H-semi-selfsimilar. It is worthwhile to remark
that (ii) of Theorem 2.1 implies that if a stochastically continuous process { X (¢)}
satisfies (2.2) for some a; and ag such that loga;/logas is irrational, then it is

selfsimilar.

As is well known, selfsimilar processes are realized as scaling limits of sto-
chastic processes. We show that semi-selfsimilar processes are characterized as

limiting processes of some subsequences
of usually normalized processes.
Theorem 2.2 ([MS99]).

(i) Suppose that an R%-valued process { X (t),t > 0} is stochastically continuous
at t = 0. Suppose that there exist another R?-valued process {Y(t),t > 0},

0<b, T oo, 0<a, T oosuch that, for some a > 1,

lim 2 — g (2.3)

n—oo QA

1
b—{Y(anHt) —Y(a-ayt)} — 0 in probability, (2.4)

{biy(ant),t > 0} L {X(1),t = 0},

where < denotes the convergence in all finite-dimensional distributions. Suppose
further that there exists ¢ty > 0 such that X (¢y) and X (aty) are nondegenerate.
Then {X ()} is H-semi-selfsimilar with some H > 0.

(ii) Conversely, if {X(¢)} is nontrivial, H-semi-selfsimilar with H > 0, and

stochastically continuous at ¢ = 0, then {X (¢)} is such a limit.

106



We remark that if a,, = a” with @ > 1, then (2.3) and (2.4) are automati-

cally satisfied.

Example 2.1. The diffusions on Sierpinski gaskets {X(¢)} on R¢ are con-

structed as
{%Y((d " 3)%)} 4 1x (1)

for some {Y'(t)} and X (¢) is shown to be nondegenerate for t > 0. (See [K87],
[G87] and [BaP88].) Hence by Theorem 2.2, {X ()} is semi-selfsimilar. We can
see that the exponent H of {X(¢)} is log2/log(d + 3).

The connection between the semi-selfsimilarity and the semi-stability of

Lévy processes is as follows.

Theorem 2.3 ([MS99]). Let {X(¢),t > 0} be an R%-valued Lévy process. Then
{X ()} is semi-selfsimilar if and only if £(X (1)) is strictly semi-stable.

3. Marginal and joint distributions of semi-selfsimilar processes with

independent increments

Theorem 3.1 ([MS99]). Suppose that {X(¢),t > 0} is a nontrivial, stochas-
tically continuous, H-semi-selfsimilar R%valued process with independent in-
crements, where H > 0. Choose a € I' N (1,00). Then L£(X(t)) is semi-
selfdecomposable for any ¢ > 0. Actually it belongs to the class Lo(a=). For
any t > 0, £(X (t)) is nondegenerate.

Theorem 3.2 ([MS99]). Let @ > 1 and H > 0. Suppose that p is semi-
selfdecomposable and j € Lo(a™*). Then there exists a nontrivial, stochasti-
cally continuous, H-semi-selfsimilar R%valued process {X (t),t > 0} with inde-

pendent increments such that a € I' N (1,00) and £(X (1)) =

A process {X(t)} constructed in Theorem 3.2 is not unique. However,
if we are given a set of semi-selfdecomposable distributions {1 < t < a}

with certain conditions, then there exists uniquely in law such a semi-selfsimilar
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process { X (t)} satisfying £L(X(¢)) = pt, 1 <t < a.

We now give conditions for the joint distributions of semi-selfsimilar pro-
cesses with independent increments to be semi-selfdecomposable, and further,

conditions for them to belong to the subclasses L,,.

Theorem 3.3 ([MSW99c]). Let {X (¢),t > 0} and H be the same as in Theorem
3.1 and let

ap = infI' N (1,00) > 1. Let m be a positive integer or oco. Then the

following two statements are equivalent. We understand m — 1 = oo if m = oc.
(1) L(X(t)) € Ln(ag ™, RY), WVt >0.
(i) L((X (uit),- -, X (unt))) € Lin_1(ag ™, R™), V¥n,¥t > 0,Yuy, - ,u, €.

Let us compare the situation with the case of selfsimilar processes. The
class of selfdecomposable distributions on R? is denoted by Lo(R%). A sequence
of its subclasses L,,(R%),m = 0,1,--- 00, is studied in [U72], [U73], [S80] and
others. A description of the classes is as follows. A distribution u € P(RY)
belongs to Lo(RY) if and only if, for any b € (0,1), there is p, € P(R%) such
that

i(z) = a(b2)pp(2), Vze R (3.1)

Let m be a positive integer. A distribution x4 € P(R?) belongs to L,,(R?) if and
only if 4 € Lo(R%) and, for every b € (0,1), pp in (3.1) belongs to L,,_1(R%).
The class Lo (RY) is the intersection of the classes L,,(R%),m =0,1,---. Thus

we have I(R?) D Lo(R?) D L1(R?) D -+ D Lo (RY).

Theorem 3.4 ([MSW99c|. Let {X(¢),t > 0} be a stochastically continuous,
selfsimilar R%-valued process with independent increments and X (0) = 0 a.s.

Let m be a positive integer or co. Then the following statements are equivalent.
(i) L(X(t) € L,(RY), Vt>0.
(i) L(X(t1), -, X(tn))) € Lyn_1(R™), Vn, Vti,--- ,t, > 0.

Comparing Theorems 3.3 and 3.4, one might ask whether in Theorem 3.3
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the condition (i) implies that all n x d-dimensional joint distributions of {X (¢)}
are in L,,_1(ay = R"?), without any restriction on choosing t1, ..., t,. However,

the answer is negative.

Example 3.1 ([MSW99c|). For d = 1, we can construct a semi-selfsimilar
process with independent increments {X (¢)} such that £(X(t)) € L1(b,R),1 <
t < ag, but L((X(t),X(1))) ¢ Lo(b,R?),1 <t <1 +e¢, for some small & > 0.
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Abstract - Fractional calculus allows to generalize the standard (linear and one
dimensional) diffusion equation by replacing the second-order space derivative by a
derivative of fractional order. If this is taken as the pseudo-differential operator introduced
by Feller in 1952 the fundamental solution of the resulting diffusion equation is a
probability density evolving in time and stable in the sense of Lévy. Like the standard
diffusion equation through its fundamental solution, the Gaussian density, yields the well-
known Brownian motion, so the Feller diffusion equation yields the so called Lévy stable
motions, whose increments are independent and stably distributed. We show how to
approximate each of these motions by a discrete-time, discrete-space random walk model,
which is based on an integer-valued random variable lying in the domain of attraction of
the corresponding Lévy probability distribution.

Keywords - Fractional calculus, diffusion equation, stable distributions, random-walk.

1. Introduction

The purposes of this lecture are to outline the role of generalized diffusion equations
of fractional order in generating the probability density functions (pdf’s) of the Lévy
stable distributions and to construct some models of random walks, discrete in space
and time, related to Lévy stable motions.

For the standard diffusion equation

2
gu(m,t):aa?u(x,t), —o<r<4oo, t>0, (1.1)
it is well known that the fundamental solution (the Green function) of the Cauchy
problem provides the pdf of the Gaussian or normal distribution with variance
proportional to time. Feller (1952) considered the problem of generating all the Lévy
stable pdf's (satisfying his special parameterization) evolving in time, through the Green
function of the Cauchy problem for a generalized diffusion equation. Feller’s essential
idea is to replace the second-order space derivative of the standard diffusion equation
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with a special pseudo-differential operator. In our notation the corresponding stable
densities are denoted as g (x,t;0), whose spatial Fourier transform (the characteristic
functions) read

+oo | o 9

Ja(k,1;0) = / e go(x,t;0) dr = exp <—t|ﬁ|ael(81gnﬁ) 77/2) \ (1.2)
—0o0

where z, k € IR, t > 0. The two relevant parameters, o, called the index of stability,
and 6 (related to the asymmetry), improperly referred to as the skewness, are real
numbers subject to the conditions

a, if 0<a<l,
2—a, if 1<a<?2,

whereas time ¢ plays the role of a scale parameter. For a = 2 and o = 1 (with 8 = 0)
we recover the standard Gaussian and Cauchy pdf’s

1 z? 1 t
0) = —=t"1/? —— t0) = = ————. 1.4
gz(l', ) ) 2\/} exp( 4t> ) gl(xv ) ) T :1;2—|—t2 ( )
By introducing the similarity wvariable xt=Y®, we can write Jolz,t;0) =
t=He po(xt71/;0), where po(z;6) is the stable pdf at t = 1.
The specific Feller form of the characteristic function (1.2) allows us to easily
recognize gq(x,t;6) as the Green function of the Cauchy problem

0<a<2; |9|§{ (1.3)

%u(m,t):Dgu(x,t), u(z,0) =6(x), z€e€R, t>0, (1.5)

where with § denotes the Dirac generalized function and Dj§ is the Feller pseudo-
differential operator acting with respect to the space variable x, with symbol

13\2} _ _|H|aei(signli)9ﬂ'/2‘ (1.6)

Let us recall that a generic pseudo-differential operator A, acting with respect
to the variable * € IR, is defined through its Fourier representation, namely

fjoooo e Ap(x)dr = A(r)¢(r), where é(x) denotes a sufficiently well-behaved
function in R, and zzl\(/i) is referred to as symbol of A, given as A(li) = (Ae ””) e tine,

o~

The n-th derivative operator D™ = ddx"n is a special case with symbol D* = (—ik)".

Honouring both Lévy and Feller for their essential contributions, see e.g. Lévy (1924,
1925, 1954), Feller (1952, 1971), we call the pseudo-differential operator Dy Feller
fractional derivative of order o and the process described by (1.5) Lévy-Feller diffusion.

Recently, Gorenflo and Mainardi (1998a, 1998b, 1999) have revised Feller’s original
arguments by interpreting (1.5) as a space-fractional diffusion equation (of order o
and skewness §) and have provided a variety of related random walk models, discrete
in space and time, which by properly scaled transition to vanishing space and time
steps converge to the corresponding continuous Markovian processes. In other words
the discrete probability distributions generated by the random walk models have been
proved to belong to the domain of attraction of the corresponding stable distribution.

Here we would like to summarize some results of our theory and exhibit a few
numerical case studies for random walks related to Lévy stable motions.
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2. The Feller fractional derivative

We now give a brief account of the Feller fractional derivative. Then, starting from
its explicit expression we shall provide a discretized approximation useful to obtain our
random walk models. For details we refer the reader to our original works.

The explicit expression of the Feller pseudo-differential operator D§ acting on a
function ¢(x) can be obtained if we first define the Weyl fractional derivatives D and
the Hilbert transform operator H .

For the Weyl fractional derivatives we have

+(D' IS o(x), if O0<a<l,

Dy o) = { (D* I35 ) p(x), if 1<a<?, (2.1)

where [ i denote the Weyl fractional integrals of order 3 > 0, which are defined as

o) =5 [ - e,

+oo
o) = == [ (€=0 o ac.

(2.2)

For continuity we get

Dy =+D", Di = D*. (2.3)

For the Hilbert transform we have

+oo +oo _
qu(x):l/ &dé“:l/ Mdéf, (2.4)

T J_oo r—£ T J—co £

the integral understood in the Cauchy principal value sense. Incidentally, we note that
H~! = —H, so, in view of this peculiar property, the Hilbert transform operator is by
some authors defined with the opposite sign in the kernel, i.e. writing £ — = instead of
x — £ in the first integral in (2.4).

We then can prove that the Feller fractional derivatives turns out to be

— [c_|_(oz,9)Dfr_ —|—c_(oz,9)Dﬁ] (), if a#1,
Dy o(x) = (2.5)
[COS(GW/Z) (D' H) + sin(67/2) Dl] ox), if a=1,

where
sinf[(a — 8)7/2]

sin(an)

sin[(a + )7 /2] ‘

sin(am)

c_(e;0) =

cr(ai) = (2.6)

Note that the case o = 2 is obtained from the passage to the limit with § = 0 for which
c+(2,0) = c_(2,0) = —1/2, and D} = D*.
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Henceforth, for ease of notation, we shall omit the arguments of the coefficients
cy = cy(0,0) and c— = c_(a,8). We have

>0, f 0<a<l, N _cos(0r/2) [ >0, f 0<a<l, 2.7)
<0, fl<a<2,  TTTT Gs(an/2) | <0, if l<a<2, T
In the symmetric case (§ = 0) the Feller fractional derivative reduces to
DY + D*
—qu(x), if o1,
D§ é(x) = 2 cos(an/2) (2.8)
— (D' H) ¢(2), if a=1.

We can verify the validity of (2.5-6) [and (2.8)] by playing with symbols of the operators
and, consequently, by proving the identity (1.6). For this purpose it suffices to note that

o~

DY = (Fin)" = |n[® T/ (I8UE)OT/2 0 f i (sign ). (2.9)

It is interesting to note that for & = 1 the generalized diffusion equation (1.5) reduces
to

9 0 L [T u(t)
o u(xz,t) = e |:COS(97T/2) - /

—0o0 f—l’

dé + sin(0r/2) u(x,t)| (2.10)
and the corresponding stable pdf (its fundamental solution) turns out to be

1 t cos(67/2)
b0 = e S (Br 2] + [t cos(Br /2T

6] < 1. (2.11)

We note that in the extremal cases § = 41 we get DL, = £D' | so (2.10) degenerates
into kinematic (i.e. first-order) wave equations and the corresponding stable densities

(2.11) reduce to g1 (x,t;+1) =d(x £1).

3. Outline of the random walk approach

In this section we define a random variable ¥ assuming only integers as values, its
probability distribution depending on three parameters «, 8, proper of the stable pdf's
as seen in (1.3), and p, a scale parameter, to be introduced later. By aid of this random
variable we define a random walk on an equidistant grid {jh|j € Z} with a space-step
h > 0. We show that after introduction of a suitable time-step 7 > 0 this random walk
admits an interpretation as an explicit difference scheme, convergent and stable in the
limit as h — 0 in a sense to be seen later, for the Cauchy problem (1.5).

Let Y be an integer-valued random variable and let the random variables Y7,Y5, Y3, ...
be independent identically distributed, all having their probability distribution common
with Y .
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We define a spatial-temporal grid {(z;, t,)|j € Z, n € No} by z; = x;(h) = jh,
tn = to(7) = n7, where h > 0 and 7 > 0. Then we consider the sequence of random
variables

Spn=hY1+hYs+...+hY,, nelN, (3.1)

with (for convenience) Sp = 0, and interpret it as follows. A particle, sitting in @ =
xo = 0 at time t = tg = 0 finds itself at a later instant ¢ = ¢,, in point @ = 5,, which
is an integer multiple of h. We recognize the p, = P(Y = k) (for k € Z) as transition
probabilities: py is the probability of a particle jumping from a point z; = 5, to a point
Tj4r = Sp41 as time proceeds from ¢, to ¢,41 . All pi are non-negative, and their sum
equals 1.

The probability y;(t,) of sojourn of our particle in point z; at instant ¢, obeys the
transition law

n—l—l Z PrY;— k y](O)Z(S]Ov ]EZ, TLEIN(). (32)

k=—c0

which has the form of a discrete convolution. Hence, introducing generating functions

4+ oo 4+ oo
Yoopidts Gaz)= ) yilta)?, (3.3)
j=—00 j=—00
we obtain
yn(2) = yo(z) - [P(z)]" = [p()]", n € No. (3.4)
The power series in (3.3) and (3.4) are absolutely and uniformly convergent on |z| = 1
and assume the value 1 at z = 1. Putting z = ¢ s € R, and observing 2/ =

, we recognize p(r; h) = p(e'*") and y(ﬁ,tn; h) = yn(ei”h) as chamcteristic
functions of the random variables 'Y and 5, , respectively.

eu{(]h) — plhT;

Our aim is to approximate the Lévy-Feller diffusion process, which is governed by
the evolution equation (1.5), arbitrarily well. To this purpose we introduce a strictly
monotonic scaling relation 7 = o(h) — 0 as h — 0. We will fix ¢ > 0 and let & (and
likewise 7) go to zero over such values that always n = ¢/7 = t/o(h) is a positive integer.
Then we have the equivalences

n—-o00 <= h—=>0< 7—-0,

and h depends on 7, finally on n, so that h = h(n).

Replacing h by h(n) in (3.1) we obtain a sequence of random variables X, with
characteristic functions (s, t,; h) = [p(e?*")]" (note that now t,, =t is fixed). Invoking
the Continuity Theorem, see e.g. Lukacs (1960), Th. 3.6.1, what remains to be shown

is that y(k,t;h) — exp <—t|/i|aei(Sign ”)9”/2> as h — 0, the characteristic function of
the corresponding Lévy-Feller process. For this it suffices that, for fixed K £ 0,
2

a(h)

log [§(r,t; k)] = log [p(e*")] = —t |r|@ GIBIMOT/Z s p 0. (3.5)
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Our random walk can be interpreted as a ”difference scheme” to approximate the
evolution equation (1.5), if we write (3.2) in the equivalent form, observing the scaling
relation,

yj(tn—l—l)T_ y;(tn) _ U(lh) [(po —1y;(tn) + Zpk yj—k(tn)] ) (3.6)
k0

In fact, after division by the spatial mesh-width A, the L.H.S. is the forward
discrete approximation of %u(:z;,t), and the R.H.S can be considered as a discrete
approximation to the space pseudo-differential term D§ u(z,t), provided we mean y;(t,)

to approximate ff?j—hh/;u(x,tn) dv ~ hu(zj,t,) with y;(0) = §,0, and dispose of o(h)

as an appropriate function of A .

4. The random walk models

From the previous Section we have learnt that, in order to construct discrete random
walk models which are convergent (in distribution) to the stable pdf’s, the clue points
are: 1) to guess a suitable generating function p(z), whose coefficients of its power series
expansion provide the transition probabilities, 2) to determine the corresponding scaling
relation 7 = o(h) which ensures the required convergence.

In the classical case of the Gaussian distribution (o = 2) the matter is easily treated if
we remember that the corresponding density is the fundamental solution of the standard
diffusion equation, which is known to be well approximated via the finite-difference
equation

Yiltnt1) = yi(tn) _ Yit1(tn) = 25(tn) + yj—1(tn)

In this case, introducing the scaling parameter u = 7/h?, so 7 = a(h) = ph?, the
transition probabilities turn out to be

po=1—2u, pr1=p, prr=0, k=23...,. (4.2)
subject to the condition 0 < ¢ < 1/2. Thus the generating function is
plz) = 1—|—/,L[Z—2—|—2_1]. (4.3)

The proof of the convergence to the Gaussian is simple since one easily finds
[t/(1h?)] log[p(e*"] — —tx% as h — 0. The scheme (4.2) means that for approximation
of the standard Gaussian process the corresponding random walk model exhibits only
jumps of one step to the right or one to the left or jumps of width zero. For the stable
non Gaussian processes we expect to find a non-polynomial generating function with
infinitely many transition coefficients which imply the occurrence of arbitrarily large
jumps. It is common practice to refer to the corresponding random walks as Lévy
flights, to stress the relation to the Lévy stable distributions and the occurrence of large
jumps.
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In general the essential idea for meeting the clue point 1) is to provide a discrete
approximation of the pseudo-differential operator Dy , that we denote by ;, D§ , where
h refers to the spatial mesh-width. If we define the spatial translation operator Ty by
Te #(z) := ¢(z + £), we note that our complex variable z = e**" can be interpreted as
— e—|—il{h

the symbol of the backward shift operator T_j, namely 7/”_\;1 = z. Similarly we

get the symbol of the forward shift operator Ty, Thp = e~ = 271 = z. We then

recognize from the considerations in §3, specially from (3.6), that the symbol h/D\f; 18
related to the generating function by the identity

v -y (4.4)

The identity (4.4) is easily verified for the classical case of the standard diffusion where
(4.3) is valid. In fact, from

d(x 4 h) = 2¢(x) + dp(x — h)

2 T
we recognize in the Fourier domain
WD =h2 ("t m 24 ) =2 (1= )2 = 2 (1= 2702, (4.6)

For the fractional diffusion (o # 2) we may have different ways of discretization for
»Dg , which lead to different generating functions and, consequently, different classes
of discrete random walks. Here we limit ourselves to show the results for a single class
distinguishing the cases a # 1 and o = 1.

For oo # 1 the starting point is the Griinwald-Letnikov scheme for the Weyl fractional
derivatives on which the reader can inform himself in the treatises on fractional calculus,
see e.g. Oldham and Spanier (1974), Samko, Kilbas and Marichev (1993), Miller and
Ross (1993), Podlubny (1999) or in the review article by Gorenflo (1997). This scheme,

suitably improved, leads to the generating function

1—plep (1—2)* +e(1—271)9], if 0<a<l,
p(z) = (4.7)
l—plepz'(1=2)")+ez(1—2"HY)], if l<a<?2,

where ¢ = 7/h® and the c4 are given by (2.6). We note that the expression (4.3) for the
classical case @ = 2 is recovered taking into account that in the limit ¢y = c_ = —1/2.

The transition probabilities turn out to be

cos (07 /2)

—=1— =1y —
po=1—puler o) =1—p ol

0<a<l; (4.8a)
a

p:l:k:(_l)k—i_lu (k) C+ = k:1727
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o] cos (07 /2)
:1 _ :]_— - - 7
po —I_M(l) (e + ) pa | cos (am/2)]’
o
px1 = —p K2> C:I:‘|‘C:F} ) l<a<2. (4.8b)
_(_1\k a _
pxr = (—1) /,L<k+1>ci,k 2,3,...

In both cases the scaling relation is 7 = o(h) = ph® , where 1 is restricted as follows

cos (am/2)
cos (07 /2)
1 |cos (am /2]
a cos (6r/2)

in the case (a),
0<p< (4.9)

in the case (b).

For the case o = 1 we can limit ourselves to the symmetric case 8§ = 0 for which the
starting point is the discretization of the Hilbert transform operator. For 0 < |6] < 1
we have to add to the symmetric random walk, weighted with cos(67/2), a pure drift
to right or to left, weighted with sin(fr/2), as we can see from (2.5). We obtain

ﬁ@):1—%UJ—Z*)bg1—zy+u—z)bg1—z*ﬂ, a=1,60=0, (4.10)
2u 7 1

po=1—"", pax=" k=1,234,..., a=1,60=0, (411

T k(k+1)’
where 0 < p=7/h < 7/2.

We see how the generating function (4.10) cannot be obtained from (4.7) with 6 =0
by a passage to the limit @ — 1. Indeed, in both the limits o — 17 and o — 17
the permissible range of the scaling factor p is vanishing. In order to get a continuous
transition for o = 1 we need to consider different approaches, but we loose the continuity
as a — 27 ; for this we refer the interested reader to Gorenflo, De Fabritiis and Mainardi

(1999).

5 Numerical results

In general the random walk models are not only valuable from the conceptual point of
view for visualizing what the diffusion means but also for numerical calculations, either
as Monte Carlo simulation of particle paths in a diffusion process or as discrete imitation
of the process in form of redistribution (from one time level to the next) of clumps of
an extensive quantity (across the spatial grid points). Our models can be used in at
least three different ways: (a) as finite difference schemes for approximate calculation
of symmetric stable densities; (b) for producing sample paths of individual particles
performing the random walk; (¢) for producing histograms of the approximate realization
of the densities g, by simulating many individual paths with the same number of time
steps and making statistics of the final positions of the particles.
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For numerical simulations of stable random variables different algorithms have been
provided by a number of specialists, including Chambers, Mallows and Stuck (1976),
Bartels (1978), Mantegna (1994), Janicki and Weron (1994), Samorodnitsky and Taqqu
(1994), Nolan (1997). Our present approach for treating Lévy statistics has been carried
out independently from all the above references but uniquely based on the random walk
model presented here, so, as far as we know, our results are original.

a=1, finaltime=1.87 a=1
0.5 T T T T T -0.2
0
—osl
al
=
x 5
S
18l
L
25l
" ‘ ‘ ‘ ‘ ‘ 16 ‘ ‘ ‘ ‘ ‘
o] 200 400 600 800 1000 1200 -3 -2 -1 o] 1 2 3
time steps X
Fig. 1 Sample path (left) and histogram (right) for o = 1. (Cauchy)
a=15, finaltime=1.33 a=15
0.5 T T T T T T T T T -0.2

-0.41

Log P(x)

-4

. . . . . . . . . 16 . . . . .
0 200 400 600 800 1000 1200 1400 1600 1800 2000 -3 -2 -1 0 1 2 3
time steps X

Fig. 2 Sample path (left) and histogram (right) for a« = 1.5.
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Having preliminarily checked a sufficient level of accuracy for our finite difference
schemes with the existing tables of stable densities, here we report some results, recently
obtained by Gorenflo, De Fabritiis and Mainardi (1999), on the simulation of the sample
paths and histograms corresponding to some typical values of the index of stability,
namely o = 1,1.5,2. In practice, in our numerical studies there is required truncation
in two ways. It is impossible to simulate all infinitely many discrete probabilities, so the
size of possible jumps must be limited to a maximal possible jump length. The other
truncation is required if a priori one wants a definite region of space to be considered
in which the walk takes place. Then, particles leaving this space have been ignored.

a=2, finaltime=0.8 a=2
0.4 T T T T T T T T T -0.2

0.2
_04 |-
oll
02l

-0.4r

-0.61-

Log P(x)

-0.8F

—1F

—1.2F

-1.41

-1.6

. . . . . . . . . 1. . . . . .
0 200 400 600 800 1000 1200 1400 1600 1800 2000 -3 -2 -1 0 1 2
time steps X

Fig. 3 Sample path (left) and histogram (right) for o = 2. (Gauss)

Our simulations, based on one million of realizations, have been carried out in the
interval |x| < 4. All the histograms refer to stable densities at ¢t = 1 for |z| < 3, the
space interval being reduced to avoid the border effects. The sample paths are plotted
against the time steps, up to 1200 for o = 1 and up to 2000 for o = 1.5, 2, so they refer
to different final times, namely ¢ = 1.87,1.33,0.8, respectively.

The transition probabilities have been chosen from our random walk model as follows:
a = 1 from (4.11) with scaling parameter p = n/4; o = 1.5 from (4.8b) with p =
(2/3) cos(3rw/4); for & = 2 from (4.2) with = 1/4.

The cases a = 1 (Cauchy process) and o = 2 (normal process) have been considered
for a possible comparison with the standard and accurate algorithms existing in the
literature, whereas o« = 1.5 has been chosen in view of possible applications in
econophysics where usually the index of stability ranges from 1.4 to 1.7, see e.g.

Mandelbrot(1997), Mantegna and Stanley (1997).
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6. Conclusions

For the simulation of Markovian processes characterized by Lévy probability densities
evolving in time we have presented a random walk model, discrete in space and time,
by giving its transition probabilities. We have displayed preliminary results of a few
numerical case studies concerning sample paths and histograms to check the efficiency
of our algorithms. From the sample paths one can recognize the "wild” character of the
Lévy flights with respect to the "tame” character of the Brownian motion.

We expect that our arguments can be relevant in different fields of physics including
the emerging one of econophysics, where stable distributions are becoming more and
more common. In statistical physics the stable distributions play a key role in the
(wonderful) world of random walks constructed by the late Montroll and continued
through his school, see e.g. Montroll and West (1979), Montroll and Shlesinger (1984),
Klafter, Shlesinger and Zumofen (1996). Here we have pointed out their relation to
space-fractional diffusion equations. However, they turn out to be related also to time-
fractional diffusion equations, see e.g. Engler (1997), Mainardi and Tomirotti (1997)
and Mainardi, Paradisi and Gorenflo (1999). Furthermore, this topic is relevant for
fractal phenomena, where differential equations of fractional order are usually adopted
to describe their evolution, see e.g. Carpinteri and Mainardi (1997), Zaslavsky (1998),
Hilfer (1999), and reference therein.
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Local times and other continuous additive
functionals of Lévy processes

Michael B. Marcus *

This talk is a survey of some of the results that Jay Rosen and I have
obtained over the last ten years. These results apply to strongly symmet-
ric Markov processes. For the purposes of this talk it is sufficient to say
that these processes have symmetric transition probability density functions.
Furthermore, since this is a conference on Lévy processes we will restrict our
attention to symmetric Lévy processes.

Let X be a symmetric Lévy process with values in S, where S is either
R™ or T™, (the m dimensional torus) and m = 1,2,3. Let £ € S. We write
the characteristic function of X in the form

(1) Fei€Xt = ¢ 10(©),

Let p¢(x,y) denote the transition probability density for X.
Let z € S and A be a measurable set in S. Consider the occupation
measure of the set A up to time t, i.e.

t
(2) l/t(A) déf/ I[XSEA] ds.
0

When 1, is absolutely continuous with respect to Lebesgue measure on S, we
can write this as

(3) v (A) 24 /ALf d.

L7 is the local time of X at x up to time ¢. Now let f.(-) be an approximate
d—function at zero. We prefer to think of L} as

(4) L lim /0 t fo(X(s) =) ds.

*Department, of Mathematics, The City College of CUNY, New York, NY 10031,
mbmarcus@earthlink.net, http://home.earthlink.net/ " mbmarcus/. This research was sup-
ported, in part, by grants from the National Science Foundation and PSC-CUNY.
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Both of these definitions can be made rigorous under certain conditions.
Consider the 1-potential density of X

(5) u'(z,y) = /Ooopt(x,y)e_t dt.

Note that p(z,y) is positive definite, this is a simple consequence of the
Chapman—Kolmogorov equation and uses the fact that p;(x,y) is symmetric.
Consequently, so is u!.

Let G = {G(z),z € S} be a mean zero Gaussian process with

(6) EG(z)G(y) = u'(z,y).

The next theorem relates the continuity of the local time of X with that of

G.

Theorem 0.1 (Barlow-Hawkes [1]) L = {L¥,(x,t) € Sx R'} is continuous
almost surely if and only if {G(z),x € S} is continuous almost surely.

Actually, in [1] necessary and sufficient conditions are given for the con-
tinuity of the local time process for all Lévy processes not only symmetric
Lévy processes. For processes that are not symmetric these conditions can
not be described in terms of Gaussian processes since u' in (6), as the co-
variance of a Gaussian process, must be symmetric. Also, in [1] Theorem
0.1 is not expressed this way. This is the way Theorem 1, in [8] is stated.
The contribution of the latter theorem is that it holds for Markov processes
with symmetric transition probability density functions, not just for sym-
metric Lévy processes. (For symmetric Lévy processes p;(z,y) is a function
of |x <yl.). There is another important difference in the work in [1] and
the work in [8]. In [1] concrete conditions for continuity are obtained which
imply Theorem 0.1 as stated. In [8] the comparison between local times
of Lévy processes and Gaussian process is obtained abstractly, without ob-
taining any conditions to verify when either class of processes is continuous.
However, since necessary and sufficient conditions for the continuity of Gaus-
sian processes are known we don’t need to. This is the theme of all the work
discussed in this survey. Equivalencies are obtained between properties of
continuous additive functionals of Lévy processes and associated Gaussian
and Gaussian chaos processes. Then concrete results about the Gaussian
and Gaussian chaos processes are used to give concrete conditions for the
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functionals of Lévy processes to have certain properties. In this survey the
property we consider is continuity.

The major tool in all this work is an isomorphism theorem of Dynkin and
various generalizations of it that we have obtained. It is not simple to describe
Dynkin’s theorem or how we use it. See the papers in the bibliography for
details.

The class of Lévy processes with continuous local times is really quite

small. A symmetric Lévy process has a local time if and only if u'(z, x) et

u'(0) < co. (We also sometimes write u'(z <vy) for u'(z,y).) Since

1 2 [ cos(- (v y))
g e =2 [

T
and (&) < C(|€]*V1), we see that u' (0) = co in R™ or T™, for m > 2. Thus
for a local time to exist X must take values in R' or T'. Also, for stable
processes in R', i. e. ¥(£) = |£|* in (1), we must have o > 1.

When X does not have a local time, equivalently, when u!(0) = oo, we
can consider different continuous additive functionals of X. The ones we
describe now may be thought of as weighted occupation measures. Let u be
a positive measure on S. Consider

dg

def

(8) £ i /0 t /S £(X(s) 2) du(x) ds.

e—0

This limit exists in L? when

©) / / (u (& &51))? dp(a) dpu(y) < o0

Let A C S and define p,(A) = p(A+y). As a generalization of the local
time process we consider

(10) {L},(y,t) € S x R'}.

The local time process is of this form when p = dy, the delta function at
zZero.

Just as local time processes are related to Gaussian processes, the more
general class of processes in (10) are related to second order Gaussian chaos
processes. Here is how such processes are defined. Let u' be the 1-potential
of a symmetric Lévy process such that u'(0) = co. Take a positive definite
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function uj(z) such that uj(0) < oo and lims_,o uj(z) = u'(z). Define Gs(x)
to be a mean zero Gaussian process with covariance EGs(2)Gs(y) = ugj(z&y)
and

(11) H (1) —hm/ G3(z) : dp, ()

where : G%(z) ) G%(x) & EG?3(x) is the second degree Hermite polynomial

in Gs(x) with leading coefficient one. (: G? : is called the Wick square of G.)
H () is a second order Gaussian chaos process, i.e. it is equivalent

to a process of the form Y, {g;gr <9,k }¢;r(y) where {g;} are independent

identically distributed normal random variables with mean zero and variance

%ILQ. To see this write a Karhunen-Loeve expansion, Gs(z) = >_; g;p;(7,9).
en

[ 6w+ dn, = UTELE [ 93628101 (2.) a0

and pass to the limit as § goes to zero.

Let
(13) d(z,y) = B (H(u @H( )’
_ / / (s 1)) d(pa(5) Sdpy (5)) d(pra (1) Sdpy (1)
=[] A2t s ) duts)
where

(14) A2, (u'(s ©1))? Y 20! (s 1)) oul(s ot +b))? ou' (s ot b))

Let N4([0,1]™,€) denote the minimum number of balls of radius € in the
metric d that covers [0, 1]™.
Consider the following five assertions:

L. [ (log Na([0,1]™,€)) de < .
2. [ (log Na([0,1]™,€))"/* de < co.
3. {H(py),y € S} is continuous almost surely.

4. {L}", (y,t) € S x R} is continuous almost surely.
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5. [qu'(z)du(z) < oo.
The next theorem is contained in [10].
Theorem 0.2 1. = 3. = 4. = 5.

The implication 3. = 5, is a necessary condition for the continuity of
second order Gaussian chaos processes, of the type described here, that we
can only obtain by going through 4., that is, by considering the related con-
tinuous additive functionals L}¥ and using Dynkin’s isomorphism theorem.

Necessary and sufficient conditions are not known for the continuity of
second order Gaussian chaos processes. However, if we consider Lévy process
with values in 7™, with smooth 1-potential densities and restrict our atten-
tion to chaoses associated with these processes and consider smooth measures
i, (i.e. measures on 7™ with regularly behaving Fourier coefficients) we can
sharpen Theorem 0.2.

Theorem 0.3 (/10]) For a large class of Lévy processes in T™, m=1,2,3 and
for smooth measures p (in terms of ji(k))

(15) 2.3. 4.5,

with S replaced by T™.

_ Note that given a Lévy process X on R™ one can define a Lévy process
X on T™ by simply taking X modulo [0, 27]™. Equivalently, one can define
transition densities for X as pr(z,y) = >0 pi(x,y+ 2kn), when m =1
and similarly for m > 1.

In addition to results in [10], Theorem 0.3 uses results from [2] and [12],
which show that 2. and 3. are equivalent for certain second order Gaussian
chaoses on 7™ and certain measures p. We don’t know how to obtain these
results for R™. (We use explicit representations of the process which we have
when the processes are on T™.) The class of processes included in Theorem
0.3 include Brownian motion and other stable processes as well as processes
in their domains of attraction.

We now consider the question of n—fold self intersections of a Lévy process
in R™ or T™, m = 1,2. This is done by studying their intersection local
times. These random functionals “measure” the amount of self-intersections
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of a stochastic process. To define an n<fold self-intersection local time, the
natural approach is to set

def
Cne Ma

(16) // X(t)) oz Hff X(tj 1)) dty--- dt, du(z)
{0<t; < <tn<t}

where f, is an approximate d<function at zero, and take the limit as € — 0.
Intuitively, this gives a measure of the set of times (¢1,...,%,) such that

X(t) = =X(t,) ==

where the “n—multiple points” x € R™ are weighted by the measure pu.
However, in general, this limit does not exist because of the effect of the
integral in the neighborhood of the diagonals in (¢,...,¢,) € (R™)", i.e
any point in (R™)" where t; = t;, for some ¢ # j. The method used to
compensate for this is called renormalization. One subtracts from o, ((u, t)
terms involving lower order intersections oy (p,t) for k < n, in such a way
that a finite limit results.

For technical reasons we replace ¢ by A in (16), where A is an exponential
random variable with mean one, independent of X.

Let

(17) wl(e) = [ o Sl ) dy

and note that N

(15) w0 =8 ([ neva).

Let n—1

(19) i) = Y@ (" ) k0 ),

k=0

Heuristically, one may think of v, (1) as being equal to

(20) / / L(X (1) o)
0<t1< <tn <A}

(fe(X(t;) ©X (t;-1)) ©0(t; <tj1)) uc(0) dty -+ dby dp(z).

=2
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In this formulation the -functions compensate for the singularities that occur
when various of the ¢; are close to each other.

Let vy, () = lime 0 Yn.e(ttz). This limit exists in L? whenever

(21) / / (u(z ©9))*" dyu(z) dply) < oo.

Similarly to (11), define

(22) Hau(p) = lim / L G2(y) : dualy).

This limit also exists in L? when (21) holds. Ha,(j1,) is a 2n-th order Gaus-
sian chaos. The next theorem is from [5].

Theorem 0.4 For a large class of Lévy processes in S, with m=1 or 2;
if {Hop(pg),z € S} is continuous almost surely then {v,(uz),z € S} is
continuous almost surely.

A well known sufficient condition for the continuity of { Hy,(p),z € S},
in terms of metric entropy, shows that

e [f ey (1og - ;m) du) du(y) < oo

for any €,0 > 0, is a sufficient condition for the continuity of {~,(u,),z € S}.
Here u! is the 1-potential density of the Lévy process whose intersection local
times we are studying. One sees that very little more than (21) is needed to
prove continuity. This result is from [4].

There is a considerable bibliography related to these results. Here I am
only giving references to the papers mentioned above and to all my work with
Jay Rosen that uses Dynkin’s isomorphism theorem and its generalizations to
explore the relationship between functionals of Lévy processes and Gaussian
chaoses. Please see the bibliographies of the papers below for additional
references.

References

[1] M. Barlow. Necessary and sufficient conditions for the continuity of local
time of Levy processes. Ann. Probab., 16:1389-1427, 1988.

129



2]

3]

4]

[5]

(6]

[10]

[11]

[12]

M.B. Marcus. A sufficient condition for the continuity of high order
Gaussian chaos processes. In Progress in Probability, volume 43, pages
263-276. Birkhéauser, Boston, 1998.

M.B. Marcus and J. Rosen. Additive functionals of several Lévy pro-
cesses, and self-intersection local times. preprint.

M.B. Marcus and J. Rosen. Multiple Wick product chaos processes, to
appear in J. Theor. Probab.

M.B. Marcus and J. Rosen. Renormalized self-intersection local times
and Wick power chaos processes, to appear as a volume in the Memoirs
of the Amer. Math. Soc. series.

M.B. Marcus and J. Rosen. Moduli of continuity of local times of

strongly symmetric Markov processes via Gaussian processes. J. Theor.
Probab., 5:791-825, 1992.

M.B. Marcus and J. Rosen. p-variation of the local times of symmetric
stable processes and of Gaussian processes with stationary increments.
Ann. Probab., 20:1685-1713, 1992.

M.B. Marcus and J. Rosen. Sample path properties of the local times
of strongly symmetric Markov processes via Gaussian processes. Ann.
Probab., 20:1603-1684, 1992.

M.B. Marcus and J. Rosen. ¢-variation of the local times of symmet-
ric Levy processes and stationary Gaussian processes. In Seminar on
Stochastic Processes, 1992, volume 33 of Progress in Probability, pages
209-220. Birkhauser, Boston, 1993.

M.B. Marcus and J. Rosen. Gaussian chaos and sample path properties
of additive functionals of symmetric Markov processes. Ann. Probab.,
24:1130-1177, 1996.

M.B. Marcus and J. Rosen. Random Fourier series and continuous addi-
tive functionals of Lévy processes on the torus. Ann. Probab., 24:1178—
1218, 1996.

M.B. Marcus and M. Talagrand. Continuity conditions for a class of
Gaussian chaos processes related to continuous additive functionals of
Lévy processes. Jour. Theoret. Prob., 11:157-179, 1998.

130



SLOW POINTS OF LOCAL TIMES

LAURENCE MARSALLE

If B denotes a real Brownian motion, it is well-known that it speed
at the origin is s — 1/2slog|logs| (law of the iterarted logarithm).
Dvoretzky and Kahane proved the existence of exceptional times where
the speed was s — c\/m for some ¢ > 0, and that this speed was the
minimal one. Such times are called slow points of Brownian motion.

We are now interested in L, local time at 0 of a real Markov process
M. That is L is an increasing continuous process and roughly speaking
L, represents the amount of time spent by M at 0 till time ¢. For most of
local times, there exists a law of the iterated logarithm which specifies
the speed at the origin to be s %. Here ¢ denotes the
Laplace exponent of the subordinator X, right-continuous inverse of L.

Under mild conditions on ¢, we prove the existence of non-trivial slow
points for L, and precise the minimal speed of L to be s — ¢(¢(]s|™")) ™"
(¢ some positive constant).

DEPARTEMENT DE MATHEMATIQUES, FACULTE DES SCIENCES ET TECHNOLO-
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On the Concept of Market Force:
From Smoluchowski’'s Approximation
to Burgers’ Equation

GoORAN PeskIR*

The lectures given under the title above evolved into a pamatitled “Market Forces and
Dynamic Asset Priciig This paper consists of the following sections:

Introduction

Description of the model

Brownian motion and Newtonian mechanics

Market force and the specialist’'s optimisation revisited
Solution of the investor’s problem

Solution of the specialist's problem

Concluding remarks and open questions

NoohkwbdE

In order to provide some insight into this material, we first give a tentative abstract of the paper and
then review relevant details from Section 2. The exposition finishes with a short list of references,
which is incomplete and subject to change.

Abstract

We study a dynamic model of asset pricing which is driven by two characteristic
market features: the law of investor demand (e.g. ‘buy low, sell high”) and the law
of the market institution (which codifies the trading rules under which the market
operates). We demonstrate in a simple investor-specialist trading model that these
features are sufficient to guarantee an equilibrium where investors’ trading strategies
and the specialist’s rule of price adjustments are best responses to each other. The
drift term appearing in the resulting equation of the asset price movement may be
interpreted using Newtonian mechanics as the acceleration of a "market force”.

The idea that a market price fluctuates around a "fundamental” value is classic, and the extent
to which stock prices would tend to revert to their mean values over long time horisons has been
the subject of long-standing attention in the finance literature. The popular model of Black and
Scholes (1973) suggests that the stock prige follows a geometric Brownian motion

(2.1) dS; = Sy (pdt + odWy)

where thedrift rate ;€ IR andvolatility o >0 are assumed constant, and” = (IW;);>o is

*Centre for Mathematical Physics and Stochastics, supported by the Danish National Research Foundation.
**Jointly with J. Shorish, Department of Economics, Aarhus.
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a standard Brownian motion. Clearly, this approach is an idealisation of real world phenomena.
To overcome disagreements of this assumption with observation, much attention in (2.1) has been
given to generalising both the-term (leading tostochastic volatilitymodels) or to thel/WW;-term
(leading toLévy procesanodels). Less attention, however, has been given to the form of the
p-term, and this is one of the foci of the present work.

More specifically, and in view of the mean-reversion puzzle stated above, we focus on the
dynamical aspect of this question: What is: to be, where does it originate, and how is it
determined? It should be emphasised that although for simplicity we leave the volatittynstant,
and the noise term equal ta/\V; , a more realistic picture will be obtained itr is allowed to
be random, anddW; is replaced by dL; where (L;);>o is a Lévy process We did not want
the technical complexity of these more general assumptions to obscure the clarity of the dynamical
issue we concentrate upon. It seems more likely, moreover, that these two quantities are to be
determined by statistical observations of the real-world stock price (cf. Barndorff-Nielsen 1998).

Our main aim in this study is to describe dynamical aspects of the stock price movement
and initiate a theory which is aimed at uniting its kinematics and dynamics, and which is built
upon analogies with the laws of classical mechanics. The central new concept which arises in this
attempt is the concept of thmarket force

1. Description of the ModelWe consider a model of asset pricing which is driven by two
characteristic market features: {ije law of investor deman@.g. 'buy low, sell high’) and (iixhe
law of the market institutiorfwhich codifies the trading rules under which the market operates).
Thus, the market participants are: & investor(who can be also seen asepresentative investor
i.e. an aggregate of 'small’ investors) and @i)specialist(who can be identified with the trading
mechanism of the market institution). There exists a risky asset (stock) and the investor is assumed
to has at his disposal a risk-free asset (bond). The bond continuously compounds at a constant
interest rate » > 0 .

The dividend D; paid by the stock is assumed to evolve according to:

(22) th = O'Dt th

where ¢ >0 (volatility) and (W;);>o is standard Brownian motion (a source of randomness).
The fundamental stock prices then defined to be the expected value of all future dividends:

(2.3) S0 = E< / e 0D, ds | ftW>
t

where 7}V = o({W,|0<s<t}) is the information set available at time (Lucas 1978).

In deciding how to revise the stock price, the specialist faces constraints specified by the
market institution (see e.g. Ait-Sahalia 1998, Madhavan and Smidt 1993). It will be assumed that
the specialist adjusts the stock price through relative returns according to the following rule:

dSy dSy

2.6 — = udt
(2.6) 3, pedt + 5o

where dS;/S; is the relative return of the market pricelS;y/Sy is the relative return of the
fundamental price, and:; is the drift chosen by the specialist. Thus, the specialist ‘controls’ the
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market price through the choice @f, . For simplicity, we deal wittMarkov controls i, = pu(t, St) ,
but other treatments may also be of interest.

We note in (2.6) thaty; = 0 if and only if (S;):>0 = (S7):>0 if and only if there is no
control exercised by the specialist, aihdnd only ifthere is no ’external’ force (influence) exerted.
In this case the price is an ’inertial equilibrium’. These facts reveal some analogyNeitlion’s
first law of motion (see Section 3 for more details).

The specialist's aim is to determine an optimal® = p*(¢,s) from this class. If we now
consider thelog-price

(2.9) X; = log ()
it follows by Itd’s formula that X; solves:
(2.10) dX; = u(t, Xy)dt + odW;

where Ji(t,z) = u(t,e*)—0?/2 , and this holds for any admissiblg: = u(t,s) . Thus, by
Smoluchowski’'s argumeifteviewed in Section 3), once the optimal* = 1.*(¢, s) is found, we
may think of it asthe acceleration of the market forteing exerted as a superposition of external
influences by the market players. Thus, formally we can write:

(2.11) w*(t, s) ~ the accelerationof the market force

These considerations are clarified in Sections 4 and 5.

2. The Specialist’'s Optimisatiotdow does the specialist determine the optimal adjustmeri
We suppose that given a demand function as the number of shares of the stock required by an
investor, by the rule of the market institutidine specialist must take the opposite side of the trade
That is, she must clear the market and held; shares of the stock. We note in passing that this
rule is connected witiNewton’s third law of motior{see Section 3).

Depending upon the choice of discounting (which is analysed at some length in Section 4), we
study two possible formulations of the specialist’s optimisation problem. (The formulations imply
markedly different consequences for the asset price process.) Setting:

(2.13) Sf = e,

the first specialist’s formulations to solve:

(2.14) sup E</OO(—7$) sy | ft>
H t

where F; represents the information set available at time and ~; is an optimal investor’'s
demand at time s (to be specified below).
The second specialist’s formulatiois to solve:

(2.15) sup E( / e (—y) dS, | ﬂ)
t

I

with F; as above. Thus, in this case the discounting is applied beforé-sign and not after.
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In both formulations the supremum is taken over all= (u5)s>; from an admissible class
for which (2.6) makes sense; in this work we study Markov contrpls= (¢, S;) , but other
controls are also of interest.

The crucial role in the treatment of the specialist’s problems (2.14) and (2.15) is played by the
Markovian structure of the proceséS;, Z;) . This will enable us to reformulate problems (2.14)
and (2.15) as stochastic control problems which can then be solved explicitly (Section 6).

3. The Investor’s Optimisatioo formulate the investor’s problem assume that his initial wealth
is z>0, and that he is free to transfer his holdings continuously in time from one investment to
another without paying transaction costs. There is no restriction on borrowing or lending, and short
sales are allowed. We assume that the investor has at his disposal two investment possibilities: the
stock given by (2.6) above, and the risk-free bond satisfying:

(2.16) dB; = rB, dt

with By =1. Thus B; = ¢"" continuously compounds at the constant interest rate0 .
The fraction of investor's wealth held at timé in the stock is conveniently denoted by

Y

X +Y,

(2.17) uy

where Y; is the wealth held in the stock (may be positive or negative), éd= X; + Y; is
the total wealth held both in the stock and the bond.

Given a consumption rate; , the investor’s wealth proces8 =(Z;):>o is assumed to satisfy
to following budgetequation:

(218) dZt = (l—ut) TZt dt + UtZt (/Ltdt + O'th> - Ctdt

where (1—u;)rZ; dt is the fraction of wealth held in the bond,; Z; (udt + odW;) is the fraction
of wealth held in the stock, and:;dt is the fraction of wealth consumed. By writing (2.18) in
this form we are actually imposing self-financingproperty on the strategy of the investor. (This
is addressed in more detail in Section 4.)

In the sequel we will avoid dealing witthe time of bankruptcy

(2.19) r=inf{t>0]|Z=0}

and replace it with dransversality conditior(specified later) which will imply that at the ’end of
time’ the wealth must be non-negative (i.e. the investor cannot 'die’ holding a debt).
Given a utility function U = U(c) , the investor’s aim is to solve:

(2.20) sup E</Ooe_p5U(Cs) ds ‘ ft)
¢

u,c

where F; represents the information set available at time
The utility function of the investor is assumed to be:

c’—1

(2.21) Usle) = —

(0<vy<1)
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which has arArrow-Pratt coefficientof relative risk aversiorgiven by —cU"(¢)/U’(¢) = 1—~ .
We shall also deal with théogarithmic utility function:

(2.22) Up(c) = log(c)

which is obtained as a limit of (2.21) fory | 0 . These utility functions will be sufficient to
grasp most of the essentials offered by the model. The problem (2.20) in this case reduces to the
problem posed and solved by Merton (1969).

4. Concluding RemarksThus, if it is known (from the trading rules specified by the market
institution) that the stock priceS; will be driven as in (2.6) for some admissiblg; , then the
specialist-investor equilibrium is achieved as follows. The investor takes any admissiblas
given, and solves her optimisation problem (2.20), thus obtaining an optimal deman(@hich
depends ony; ). Given this demand function the specialist solves her optimisation problem (2.14)
or (2.15) and obtains the optimal drifi.; . As the optimal v found by the investor applies
to any u: , it will also apply to the optimal i; , thus leading to the optimal demand function
v . This procedure gives the equilibrium actiorig;, ;) , which are mutual best responses. In
accordance with our considerations taken up in the next section, and as already stated in (2.11),
this solution establishes adynamic equilibriurhdefined by a market forcé with * acceleration
w; . This identification utilizesNewton’s second law of motiofthe principle of Superpositioh
of forces). In this cases the forces areamtion forceof the investor and aeaction forceof the
specialist (see Section 3 for more details).

Note. While we are aware of the Hodges-Carverhill-Selby reslitte{ Economic Journall03,
1993, 395-405, and inMathematics of Derivative Securitieg€Cambridge Univ. Press 1997, 41-52),
which in the context above reads "consistency with 'equilibrium’ is achieved if the acceleration
solvesBurger’'s equatioiy we do not make any use of this interesting fact in the paper.
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SERIES EXPANSIONS WITHOUT COMPENSATION
FOR INFINITELY DIVISIBLE PROCESSES

JAN ROSINSKI

University of Tennessee, Knoxville

Throughout this note {I'),},>1 will stand for the sequence of the consecutive
arrival times in a Poisson process of unit rate, {£,},>1 will denote a sequence
of i.i.d. random elements in a suitable measurable space, and {U, },>1 will be a
sequence of i.i.d. uniform on [0, 1] r.v.’s. It is assumed that the sequences {I';, },,>1,
{&.}n>1, and {U,, }n>1 are independent of each other.

1. Representations of stable Lévy processes.
Let {X(t),0 <t <1} be an a-stable Lévy process with the skewness parameter
B € [—1,1], the scale parameter 1, and the shift parameter 0 (X (1) ~ S,(1, 3,0) in

the notation of [ST94]). This process admits the following series expansions (see
[ST94], Example 3.10.3), for 0 < a < 1

(L1)  {X(t), 0<t< 13O/ &I Vo1U, <), 0<t <1},

n=1
forl <a<?2
(12)  {X(1), 0<t <1} E{CY* Y [T,/ 1(U, < 1) — o], 0<t<1},
n=1

and for a =1,
(1.3)

X0, 02t < 1322 S el LU, < 0) — fant] + (321 20, 0<t<1)

’ = = - T ntn n = an T nﬂ_ ) = = ]

n=1

where &,, has the distribution given by

1+
(1.4) P(fn:D:l_P(fn:_l):T,
o pn=1)7t o (@) _ o oozl o ya-l 00 o 1
and a, = [ z?sinzdr, by’ = 25(n"s —(n—1)"= );Co = (J, = “sinzdz)”'.
One can view series (1.2) and (1.3) as integrals with respect a marked Pois-

son point process M =Y 0(r, ¢, v,) With compensation; indeed E[an,_Ll/al(Un <

Typeset by AMS-TEX
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)] ~ Bt and BT 11(U, <t)] ~ Ba,t ([ST94], Remark 5, page 30). However,
it is more desirable and simpler to work with series expansions without compen-
sation, such as (1.1). This is obviously the case when § = 0 (symmetric a-stable
processes). But it is also possible to avoid compensation when X is not totally
skewed, that is |#| < 1 and « # 1. Indeed, using a representation from [JW94] we
have the following.

Proposition 1.1. Let {X(t),0 <t < 1} be an a-stable Lévy process with o # 1,
the skewness parameter 3 € (—1, 1), the scale parameter 1, and the shift parameter
0. Then

(15)  {X(1), 0<t < 1OV Y &I Vo1U, <), 0<t <1},
n=1

provided the distribution of &, is given by

b
1.6 P, =a)=1—P(&, =-b) =
(1.6) (€n =a) (3 ) P
146 ([ 146811/ (a—1) L/a B (1=B\1/(a—1) L/a
where a = [T((m) +1)] and b= T((m) +1)

Representation (1.5) can not be extended to skewed 1-stable processes. This
follows from the next lemma.

Lemma 1.2. If ZZO L&D, converges a.s., where {&,} is an arbitrary i.i.d. se-
quence, then Y > &,I'>! has a Cauchy d1str1but1on ie, a=1and (=0.

Therefore, we need to look at different forms of series expansions to represent
without compensation skewed 1-stable processes. We obtain the following repre-
sentation.

Theorem 1.3. Let {X(t), 0 < t < 1} be a l-stable Lévy processes with the
skewness parameter 3 € (—1,1), the scale parameter 1, and the shift parameter 0.
Let {&,} be an i.i.d. sequence with the common probability density function of the

form
A1+ Bz 2g(x1*F), >0

xr) =

/(@) { Al — Bz %g(|z|*7P), =<0

where A > 0 and g : RT — R are subject to the conditions: g(x) > 0 for x > 0
and [%_ f(z)dx =1. Then

(L7) {X(1), 0<t <1} 5{(nA)” Zén h(&n) <T DU, <t), 0<t <1},

where h(z) = g(z't%)1(z > 0) + g(|m|1_ﬁ) (x < 0). The series converges uncondi-
tionally a.s. and uniformly with respect to t € [0, 1].

Proposition 2.4 provides a wide latitude in the choice of the common distribution
of &,’s. A counterpart to Proposition 1.1 is the following.
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Theorem 1.4. Let {X(t),0 <t <1} be an a-stable Lévy process with o # 1, the
skewness parameter 3 € (—1,1), the scale parameter 1, and the shift parameter 0.
Let {&,} be an i.i.d. sequence with the common probability density function of the
form

f(m):{A(lJrﬁ) “lg(1+ A TEL), 23>0
A =Bz~ g((1 - A= |z]), x <0

where A > 0 and g : Rt — R are subject to the conditions: g(x) > 0 for x > 0
and [*_ f(z)dx =1. Then

(1.8)  {X(t), 0<t<1}E{K, an h(&n) <T,)1(U, <t), 0<t <1},

where Ko = (aCo/(24))V/* and h(z) = g((1 + B)T=z)l(z > 0) + g((1 —
B)ﬁ|x|)1(:1: < 0). The series converges unconditionally a.s. and uniformly with
respect to t € [0, 1].

Notice that the series in (1.7) and (1.8) have exactly the same form. They are
obtained by a random thinning of an i.i.d. sequence {&,}.

2. Random thinning of i.i.d. sequences.

The idea of representing infinitely divisible random vectors by series of randomly
thinned i.i.d. sequences was introduced in [R90a]. Such series were applied to the
study of sample paths of infinitely divisible processes in [R90b], [Ta92], [Ta92]. The
simplest way to present this idea is a construction of a Poisson point process with
a given o-finite intensity measure v on a measurable space S. Namely, choose any
probability measure p on S such that v is absolutely continuous with respect to
u, and let {£,} be an i.i.d. sequence of random elements in S with the common
distribution p. Define

(2.1) o(z) = jZ( 1) weS
Then
(2.2) Z 9(€,) > T) 0, (dx)

is a Poisson point process on S with the intensity measure v. Here a Poisson point
process N is constructed ”at once” as opposed to the usual construction based on
a partition of S into sets of finite v-measure and pasting the corresponding Poisson
point processes on those sets. IV is obtained by a random thinning of i.i.d. points
{&,} and again, we have a wide selection of their common distribution .
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3. Representations of Lévy processes without compensation.

Here we will only give a general result on series representations without compen-
sation for Lévy processes. Specific methods of defining the common distribution of
&,’s, depending on the underlying Lévy measure, and extensions to nonstationary
increment processes and to infinitely divisible random measures, will be given in

[R098|.

Theorem 3.1. Let {X(t), 0 <t <1} be a Lévy processes with Lévy measure v
of L(X(1)). Suppose that either both integrals

(3.1) /Ola:y(da:) and /O 2| v(dz)

-1

are finite or both are infinite. Then this process admits a representation of the form
(32)  {X(®), 0<t <A w(tn T)1(U, < 1) +et, 0<t< 1),
n=1

for a suitably chosen w : R Xx Rt — R, an i.i.d. sequence {{,}, and ¢ € R. The
series converges unconditionally a.s. and uniformly with respect to t € [0, 1].

Remark 3.2. Simultaneous convergence or divergence of integrals (3.1) is also
necessary for (3.2).
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CERTAIN PROBABILISTIC ASPECTS OF
SEMISTABLE LAWS

GENNADY SAMORODNITSKY

The law p of a non-Gaussian random vector X in R?¢ (or even in a
more general space) is called semistable if it is infinitely divisible and
there exist r,b € (0,1) U (1,00) and ¢ € R? such that

p" = pu(b-) * e, (1.1)

where for positive r, u*” stands for the rth convolution power of pu, *
means the convolution of two measures, and d. is the point mass at c.
It is well known that there exists an o € (0,2) depending only on X
such that b in (1.1) is expressed as b = r~/% namely

lu*r — ,U/(’I“il/a') *5(:.

Thus « is a characteristic of X and is called the index of X.

Suppose X is semistable with index a. Let , be the collection of
all r € (0,00) for which X satisfies (1.1) for some ¢ in ®¢. Then ,
is a closed multiplicative subgroup of (0,00). We will say that X is
, —semistable index c.

A |, -semistable index a random vector X for which , = (0,00) (this
follows automatically if , contains a sequence of r’s approaching 1) is
a-stable. Since a-stable random vectors, 0 < a < 2, are often viewed
as heavy tailed analogs of Gaussian random vectors, the dependence
structure of a-stable random vectors and processes has been exten-
sively studied. The tails of semistable random variables are similar
(even though not necessarily strictly comparable) to those of stable
random variables, and since the family of a-stable laws is, from many
points of view, a small subset of the family of all semistable index «
laws, the latter offer higher flexibility in stochastic modeling than the
former. This fact points to potential uses of semistable laws in applied
probability. The first step in realizing such potential is to understand
the probabilistic structures of semistable laws.

We concentrate on two issues, that are of interest in clarifying the
place of semistable laws among all the infinitely divisible laws. First,
we discuss the extent to which the property of semistability of a ran-
dom vector in R¢ is determined by the property of semistability of its

This is a joint work with Makoto Maejima.
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marginals, and then we clarify which of the semistable random variables
in ;& are of type G, and which of them are, in fact, sub—stable.

CORNELL UNIVERSITY, SCHOOL OF OPERATIONS RESEARCH AND INDUSTRIAL
ENGINEERING, 206 RHODES HALL, ITHACA, NY 14853-3801, U.S.A.
E-mail address: gennady@orie.cornell.edu



RECURRENCE AND TRANSIENCE OF LEVY PROCESSES
AND SOME PROCESSES WITH NONSTATIONARY
INDEPENDENT INCREMENTS

KEN-ITI SATO

In the first half of this talk we discuss criteria of recurrence and transience for
Lévy processes. In the second half we introduce selfsimilar additive processes and

report on the problem of recurrence and transience for those processes.

Terminology. A Lévy process {X;, t > 0} on R? is defined to be a stochasti-
cally continuous process with stationary independent increments with Xy, = 0 and
with sample functions right-continuous with left limits. Dropping the stationarity
requirement for increments, we define an additive process. A Lévy process {X,} is

called recurrent if
(0.1) liminf|X;| =0 a.s;

t—00
it is called transient if
(0.2) lim | X;| =00 a.s.

t—00
An additive process {X,} is called recurrent if, for every s > 0,
(0.3) liminf|X; — X;| =0 a.s.

t—00
or, equivalently,
(0.4) P litrninf|Xt—Xs| =0 forevery s > 0| = 1;
—00

it is called transient if (0.2) holds. For a Lévy process (0.1) and (0.4) are equivalent
but there are additive processes satisfying (0.1), but not (0.4).

A stochastic process {X;, t > 0} on R? is called selfsimilar if, for every a > 0,
there is b > 0 such that

(0.5) {Xo, t >0 2 {bX,, ¢t >0},

where < means identity in finite-dimensional distributions.
The distribution of X is denoted by £(X).
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An infinitely divisible distribution 1 on R? has the characteristic function 7i(z),
z € RY, expressible by the Lévy-Khintchine representation

) = exp |~ (5 A2) + (12 + [ (@00 1 i ey o) vldo) |,

R\ {0}

where A is a nonnegative-definite symmetric operator, v € RY, and v (called Léuvy
measure) is a measure on R? with v({0}) = 0 and [(1 A |z]*)v(dz) < co. We call
(A,v,7) the generating triplet of p. When {X;} is a Lévy process, the generating
triplet of = L£(X}) is called that of {X;}.

A probability measure p is called selfdecomposable if, for every b > 1, there is a

probability measure p;, such that
(0.6) fi(z) = (b~ 2)pu(2).
1. RECURRENCE AND TRANSIENCE OF LEVY PROCESSES

It is well-known that a Lévy process { X;} is either recurrent or transient and that
they are expressible, respectively, by infiniteness of mean sojourn times on open
neighborhoods of 0 or by finiteness of mean sojourn times on compact sets. They
can be described by the behavior of logji(z) near the origin. The following result
is a consequence of Chung and Fuchs [1], Spitzer [13], Ornstein [5], Stone [14], and
Port and Stone [6].

Theorem 1.1. Fizc > 0. A Lévy process {X;} on R® is recurrent if and only if

1
(1.1) /|Z|<5Re<_w(z)>dz:oo,
where V¥(z) = log li(z) with p = L(X7).

This is a definitive result. We call it Spitzer type criterion. However, it is hard for
us to decide whether (1.1) holds or not, looking at the generating triplet (A, v, 7).
To be more specific, how do the properties of the Lévy measure v outside compact
sets influence recurrence and transience? Only in symmetric case we can handle this
question using the technique of Shepp [11, 12].

We restrict ourselves to one dimension, d = 1, in the rest of this section. If
E|X;| < oo for t > 0, a necessary and sufficient condition for recurrence is EX; = 0.
Therefore, any symmetric Lévy process with E|X;| < oo is recurrent. Let p; and py
be measures on R. We say that p, has an identical tail with p, if there is xy such

that, for any =z > x, f|y‘>x p2(dy) = f|y‘>x p1(dy). We say that py has a bigger tail
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than p; if there is xy such that, for any = > x, f‘y|>x p2(dy) > > p1(dy). The
following three theorems are analogues of Shepp’s results on random walks. Proofs

are given in Sato [9].

Theorem 1.2. Let {X;} and {Y;} be symmetric Lévy processes.

(i) If their Lévy measures vy and vy satisfy
(1.2) / 2 |lvx — vy|(dz) < oo,
0

then recurrence of { X} is equivalent to that of {Y;}. Here |vx — vy | is the variation
of the signed measure vx — vy .

(ii) If vy has a bigger tail than vx and if vy is unimodal with mode 0, then
transience of {X,} implies that of {Y;}.

In particular, in symmetric case, if vy has an identical tail with vy, then the
conclusion in (i) is true. The Gaussian part is irrelevant. Even without symmetry,
it is plausible that, under the condition that F|X;| = oo for ¢ > 0, or under a more
stringent condition, recurrence of {X,} is determined only by the behavior of vy

outside any compact set.

Theorem 1.3. For an arbitrarily given symmetric finite measure p on R, there
exists a recurrent symmetric Lévy process {X;} such that its Lévy measure v has a

bigger tail than p.

This shows that, in Theorem 1.2(ii), the assumption of unimodality of vy is es-

sential.

Theorem 1.4. Let {X,} be a symmetric Lévy process with Lévy measure v. Define

(1.3) R(r,z) =v (G(an +z,2(n+ 1)r —z] N (1, oo)) forr >z >0,
(1.4) N(z) =v((zV1,00)) forz>D0.

Let ¢ > 0 be fized. Then transience of {X,;} is equivalent to

(1.5) /:o </0 eR(r, x)dx) <o

If v is unimodal with mode 0, then transience of {X;} is equivalent to

(1.6) /:o </0 a:N(x)dx) i <o
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Even without unimodality of v, transience implies the condition (1.6), since
N(z) > R(r,z). But, in general, (1.6) does not imply transience, because, if it
does, Theorem 1.3 is not true.

It is known that, if {X;} is symmetric, then unimodality of v with mode 0 is
equivalent to unimodality of the distribution of X; with mode 0 for every ¢.

We add some consequences of Theorem 1.1 concerning relations between symmet-

ric and non-symmetric Lévy processes. See [8] for the proof.

Proposition 1.5. Let {X;} and {Y;} be independent Lévy processes. If {X;} is

transient and symmetric, then {X; + Y3} is transient.
Proposition 1.6. If {X,} is recurrent, then its symmetrization is recurrent.

If {X;} is non-symmetric stable process with index 1, then it is transient but its

symmetrization is recurrent.

Proposition 1.7. Let {X;} and {Y;} be independent Lévy processes. Suppose that
{X}} is symmetric and that

(1.7) limui)nf 2_1/ (1 — cos zz) vx (dz) > 0.
# 0

Suppose that E|Y;| < oo fort > 0. If {X;} is recurrent, then {X;+Y;} is recurrent.

The condition (1.7) is determined only by the tail of vy. It implies that F|X;| = co
for ¢ > 0. An example of {X;} is the Cauchy process. It is well-known that the
Cauchy process plus a drift 4t is still recurrent. Proposition 1.7 is an extension of
this fact.

2. RECURRENCE AND TRANSIENCE OF SELFSIMILAR ADDITIVE PROCESSES

For the class of additive processes we do not have the dichotomy of recurrence
and transience. Namely, there are additive processes that are neither recurrent nor

transient. Let us restrict our attention to selfsimilar additive processes.

Theorem 2.1 (Sato and Yamamuro [10]). If {X;} is a selfsimilar additive process

on RY, then it is either recurrent or transient.

The following fact shows that mean sojourn times are irrelevant to recurrence and

transience.
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Proposition 2.2. There is a recurrent selfsimilar additive process {X;} such that
E[f:o Lije)<ry (Xt — Xs)dt] < oo forallr > 0 and s > 0. There is a transient
selfsimilar additive process {Y;} such that EU:O Lijgi<ry (Y — Ys)dt] = oo for all
r>0ands>0.

If {X,} is a nonzero, selfsimilar, stochastically continuous process on R¢ with
Xy = 0, then it has a unique ezponent H > 0, that is, for any a > 0, the b in (0.5)
is expressed as b = a’. A nonzero process is selfsimilar Lévy with exponent H if
and only if it is strictly stable with index @ = 1/H. It is known that a strictly
stable process with index a on R is recurrent if and only if o > 1. But, in case of
selfsimilar additive processes, the exponents have no relation with recurrence and
transience. In fact, if {X;} is a selfsimilar additive process with exponent H, then,
for any v > 0, {X;»} is a selfsimilar additive process with exponent vH; we can
freely change the exponent, not affecting recurrence or transience.

Selfsimilar additive processes correspond to selfdecomposable distributions as fol-

lows.

Theorem 2.3 (Sato [7]). If {X,} is a selfsimilar additive process on R?, then, for
any t >0, L(X,) is selfdecomposable. Conversely, if p is a selfdecomposable distri-
bution on RY, not being the unit mass at 0, then, for any H > 0, there is, uniquely in
law, a selfsimilar additive process {Xt(H)} with exponent H such that ﬁ(XfH)) = [.

A probability measure i on R is selfdecomposable if and only if it is infinitely
divisible and its Lévy measure v is such that v(dz) = k(z)|z|"'dz with k(z) being
increasing on (—o0,0), decreasing on (0, c0), and nonnegative.

Recurrence or transience of the process {Xt(H)} in Theorem 2.3 is determined by
i and independent of H. But we do not know any result of the type of Theorem
1.1. Given a selfdecomposable distribution p, we have the process {Xt(H)} on one
hand and the Lévy process {Y;} with £(Y;) = u on the other. We are interested in

the comparison of these two processes.

Example 2.4 (Sato and Yamamuro [10]). Let u be a Gaussian on R with mean
~v # 0 and variance 1. Then Y; = B; +~+t and Xt(H) = Bpu + vyt where {B;} is the

Brownian motion on R. The process {Y;} is transient but {Xt(H)} is recurrent.

Example 2.5 (Sato and Yamamuro [10]). Let i be a selfdecomposable distribution
on R such that fi(2) = exp[[*_(¢”** — V)k(z)|z| ‘dz] with 0 < [°_k(z)dz =

148



J” k(z)dz < 0o, k(0—) < oo, and k(0+) < oo. Then {Y;} is recurrent, but {(x!"y

is transient.

Theorem 2.6 (Yamamuro [15]). If d > 3, then any nondegenerate selfsimilar ad-

ditive process on R? is transient.

Theorem 2.7 (Yamamuro [15]). Let d = 1. Let {X;} be a nondegenerate selfsimi-
lar additive process on R with L(X1) = p.

(i) If i has nondegenerate Gaussian part, then {X;} is recurrent.

(i) If fi(2) = exp[ [~ (™" — 1)k(z)|z|"'dz] with k(0—) < co and k(0+) < oo,
then {X;} is transient.

(iii) If fi(z) = exp[ [, " (e = 1)k(z)z ' dx+ivoz] with fol k(z)dr < oo and vy < 0,
then {X;} is recurrent.

(iv) If fi(z) = exp[ [y (€™ —1—izaloq) () k(z)z  da+ivz] with fol k(x)dx = oo,

then {X;} is recurrent.

The recurrence-transience classification of selfsimilar additive processes on R and
on R? is an open problem. An interesting example of selfsimilar additive process is

the Brownian escape process of Getoor [2].

3. REMARKS ON GENERALIZATIONS

The notion of selfsimilarity is extended in a few ways: broad-sense selfsimilar,
semi-selfsimilar, and broad-sense semi-selfsimilar.

A process {X;} on R? is called broad-sense selfsimilar if, for any a > 0, there are
b > 0 and a function ¢(t) such that

(3.1) {Xa} < {bX, +c(t)}.

A Lévy process is broad-sense selfsimilar if and only if it is a stable process. The class
of stable processes is richer than that of strictly stable processes. However, broad-
sense selfsimilar additive processes are reducible to selfsimilar additive processes as

follows.

Theorem 3.1 (Sato [7]). If {X;} is a broad-sense selfsimilar additive process on
RY, then, there is a function k(t) such that {X;—k(t)} is selfsimilar additive process.

Note that if {X;} in the theorem above is a broad-sense selfsimilar Lévy process,

the process {X; — k(t)} is not always a Lévy process, since k(¢) may not be linear.
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A process {X;} on R? is called semi-selfsimilar if, for some a > 1, there is b > 0
such that (0.5) holds. This a is called an epoch. Epochs are not unique, but, if
{X};} is nonzero, semi-selfsimilar, stochastically continuous and Xy = 0, then there
is H > 0, called the ezponent, such that b = a* for all epochs a. The notions are
introduced in Maejima and Sato [4]. A Lévy process is semi-selfsimilar if and only if
it is a strictly semi-stable process. Strictly semi-stable distributions are studied by
Lévy himself together with stable. Semi-selfsimilar additive processes are connected
to semi-selfdecomposable distributions, which are defined by Maejima and Naito [3]
in the following way. A probability measure 1 on R? is semi-selfdecomposable if, for
some b > 1, there is an infinitely divisible distribution p, satistying (0.6). This b is

called a span.

Theorem 3.2 (Maejima and Sato [4]). If {X;} is a nonzero semi-selfsimilar addi-
tive process on R with exponent H and with a as an epoch, then, for any t > 0,
L(X;) is semi-selfdecomposable having a' as a span. Conversely, if p is semi-
selfdecomposable with b as a span and if p is not the unit mass at 0, then, for any
H > 0, there is a semi-selfsimilar additive process {X;} having H as the exponent
and b as an epoch such that £(X,) = p. This {X;} is not determined by u and
H uniquely in law. Given H > 0, it is determined uniquely in law by the system
{L(X): 1<t <b/HY),

Is there the dichotomy of recurrence and transience for semi-selfsimilar additive
processes? We know that the answer is affirmative for d = 1 (Sato and Yamamuro
[10]). We do not know the answer for d > 2.

A process {X;} on R? is called broad-sense semi-selfsimilar if there are a > 1,
b > 0, and a function c(t) satisfying (3.1). If {X;} is nontrivial, broad-sense semi-
selfsimilar, stochastically continuous and X, = 0, then there is H > 0 such that

b = a!l whenever (3.1) is satisfied.

Theorem 3.3 (Maejima and Sato [4]). Theorem 3.1 remains true if “self-similar”

in the assumption and the conclusion is replaced by “semi-selfsimilar”.
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Lévy processes and function spaces
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With the exception of Brownian motions, Lévy processes are typical examples of jump
processes. Many aspects of Lévy processes, their potential theory, and their path be-
haviour are well-known. Lévy processes have discontinuous, cadlag paths, the distri-
bution of the jumps and their semimartingale decomposition are well understood. But
how cadlag are the paths really? The question of the smoothness of the per se dis-
continuous paths was only recently asked. The first results in this direction were the
papers by Z. Ciesielski, G. Kerkyacharian, and B. Roynette [6] (for stable and Gaussian
processes) and by B. Roynette [12] (for Brownian motions). These authors proposed to
use a tool familiar to most analysts who have to measure smoothness: function spaces,
in particular Besov spaces. Here we give a full characterization of smoothness of Lévy
processes in terms of Besov and Triebel-Lizorkin spaces, based on the papers [14, 15, 16]

1. Some notions from probability theory. A Lévy process {X;};>o on R” is a
stochastic process with stationary and independent increments that is continuous in
probability. Lévy processes can be described in terms of their Fourier transforms,

(1) E° (ei<§,Xt>) — 6*“/)(6), t>0, £€R,
where the characteristic exponent i) : R* — C is given by the following Lévy-Khinchine-
formula (€.
. —1 2 7y
2 w§=z€,£+Q£,£+/ | — o ilew _ v(dy).
2) © =it + @6+ | o) Y@

The triplet (¢,Q,v) consisting of a vector ¢/ € R", a symmetric, positive semidefinite
matrix () € R**", and the Lévy measure v on R" \ {0}, [ o [y[*/(1 + |y[*) v(dy) < o0,
gives a one-to-one characterization of all possible characteristic exponents.

Since 1 gives a full characterization of the process {X,};>o, it contains all relevant
information on the process, and many (probabilistic) properties of the process should
be available through the (Fourier-analytic) study of the characteristic exponent. Such
reasoning was the beginning of a success story dating back to S. Bochner [3, 4]. For an
up-to-date account we refer to the books by J. Bertoin [2] and K. Sato [13]. For our
purposes we recall the definition of certain indices that take into account the growth
behaviour of ¢ at infinity,

(3) ﬂ:ﬂoo:inf{)\>0 : lim 1/)(5):0}
gloo €I
and at the origin
_ (S N U G
(4) Bo —SUP{)\E 0: ‘ggow —0}, dp = sup {)\ >0 : ll‘rgr‘l_%lfw _0}.
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The index [, was introduced by R. Blumenthal and R. Getoor in their 1961 paper
[5] in order to study Holder properties of the paths of X; in small time. Twenty years
later, B. Pruitt proposed to study (3, and dy. (His original definition was in terms of
the triplet (¢,Q,v). The above form can be found, e.g., in [15]). Provided that there is
no dominating drift, he showed that

(5) lim ¢t~/* sup | X, — x| = 0 or oo, a.s. (P*)

t—o00 s<t
according to A < By or A > dy. Note that this implies the bound
(6) sup [ X, — o <eo (L+6)7Y, X</,

s<t

with an a.s. finite random variable ¢ = ¢(w) depending on .
The limits (5) can be easily proved by a Borel-Cantelli argument and estimates of the

type

(7) P?(sup | Xy — x| > R) < c¢,t sup |¢ (i)‘
s<t lel<1 R

(8) P*(sup [ X, —z| < R) < :
sup [Ag — x| £ > Gk €
s<t t SuP|¢|<1 W (@)‘

where in (8) we have to assume that [Im(&)| < kRe(§), i.e. that there is no domi-
nating deterministic drift. These estimates are implicit in [11], see also [15].

2. Function spaces. Function spaces are widely used in analysis, especially in the anal-
ysis of partial differential equations, in order to describe mapping properties of operators
and smoothness of functions. Usually, smoothness of a function means differentiability
or at least continuity properties which can be measured in scales of Sobolev/Bessel-
potential spaces W, HJ or Holder/Zygmund spaces C®,C°. In the 1960s and 1970s
Besov- B, and Triebel-Lizorkin spaces F;, were developed that made it possible to
give a unified and systematic approach to the above classical spaces. However, these
new spaces have one additional feature: their scales go beyond continuity and allow us
to describe the “smoothness” of, say, cadlag functions. This is the application we have
in mind here. In order to keep technicalities at a minimum, we restrict ourselves to
Besov spaces.

Following H. Triebel [17, 18] we give a Fourier-analytic description of Besov spaces.
Let {¢j}jeN be a smooth, dyadic partition of unity, i.e., ¢p; € C(R"), supp ¢y C {¢:
€] < 2}, supp oy C {€ 1 27 < [¢] < 27H1}, sup; ¢ [27191DY;] < oo for all @ € Nj and
Zj ¢; = 1. Denote by Fu the Fourier transform of u. For 0 < p,q < 00, s € R we set

o0

1/q
9) [l B, (R")|| := (Z 29% HF1<¢J-Fu>Hip(Rn>)

=0

(with the usual modification if p = oo and/or ¢ = o0). Clearly, for u € S'(R") (9)
is well-defined and—in case it is finite—independent of the particular choice of the

partition {¢; }jeN'
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Definition. Let 0 < p,q < oo and s € R. The Besov space B (R") consists of all
tempered distributions v € §'(R™) such that (9) is finite.

Equipped with the norms (9) Besov spaces are Banach spaces (quasi-Banach spaces if
p < 1 or g < 1) that arise naturally as real interpolation spaces between the classical
LP-Sobolev spaces W (R"). It is, therefore, not surprising that we have the following
alternative description of Besov norms,

o dr e
(10) [ul B, (R”)||~||u||LpRn)+(/0 o sup [|AR g, ey 7)

0<|h|<r

(with the usual modification for ¢ = co) whenever n(% —1), <s< M, M € N suitably

chosen, where AMu is the M-fold repeated difference of step h, Apu(x) = u(z+h)—u(z),
and € > 0 is arbitrary. The ~ in (10) indicates that (10) and (9) are equivalent (quasi-)
norms for the admissible scope of s and M.

Remarks. (A) Replacing LP(R") = LP(R";dx) through the space LP(R";p, () dx)
with weight function p,(x) = (1 + |2[2)%/? gives polynomially weighted Besov spaces
B; (R"; p,). (B) A function u is said to be locally in By (R"; p,), if for some test-
function ¢ € C°(R") the product ¢u € B, (R"). (C) Besov spaces give a unified
approach to various scales of function spaces If, for example, p > 1 holds, then
By, = W (s # integer, Sobolev-Slobodeckij scale “W?”), B3, = H; = Wy (Bessel-
potential or Liouville scale “H”), or B5 ., = C*® (Hélder-Zygmund scale) (D) One has

the following analogue of the Sobolev embedding theorem: Bji"/”(R*) C C*(R"). In
particular,

n n n
(11) B, (R") Cc C(R") forall t> s

As usual “C” means continuous embedding. (E) The smoothness index s dominates
the other two indices p, ¢ in the following sense

(12) By¢(R*) € B,.(R")  forall e>0, 0<p,qr<oo.

Lemma 1. Let f : R — R be a compactly supported cadlig function and write Af(x) :=
f(x) = limyy, f(y) for its jump at x. Then

(13) (X 1sr@r)" <o s
zEsuppf

holds true for all 0 < p < oo with some C, > 0 given by the norm-equivalence (10).

Proof. Choose M = [%] +1 and observe that AM f(z) = S0 (—=1)M- EO) flz + kh).
Therefore, we get for h < 0

g O ) = (1))l S (],f )f(x LR = ()M () — f(e)).
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Since f is cadlag and compactly supported, there are for a fixed 0 < € < 1 at most
N(e) € Ny jumps of size |Af(x)| > ¢; denote the corresponding sites by 1, s, ..., Zn(
and set Uy(z;) = [zj,z; + 1), t <to < 6 so small that f|U;(z;) is right continuous at
z;. Together with (10) we have

G IfIBL®IP > sup (1 up / |A;yff(x>|pdx>

0<t<0 0<|h|<t
N(e)

1
ap (3 s S0 [ s i)
o<t<to/M \ 1 —t<h<0 5= Jui(ay)

N(e)

sup GZ inf)|A]f’tf(x)|”>

0<t<to/M o zeUt(z;

v

v

1 N(e)

> =) liminf inf |AMf(2)
2 ) =0 zeUi(zj)

where the last estimate follows from Fatou’s lemma. By definition, x € U,(z;) satisfies
x > x;, thus f(z) — f(x;) as @ — x;, whereas © — kt < x; + £ —kt < z; — L < 1,
for all k =1,2,..., M. Hence f(z — kt) — f(xz;—) as t — 0 (and, a fortiori, z — z;).
Therefore,

N(e)
IFIBEIP = ¢ D1 f () = fla=)P
j=1

and the assertion follows as € — 0.

3. Lévy processes with paths in Besov spaces. We can now turn back to the
question: How smooth are the paths of Lévy processes? An answer to this question would
be to identify the sample paths as elements of certain Besov spaces. Since the paths of
a Lévy process grow at a polynomial rate, there is no chance that ¢ — Xy, € B;Q(R)
globally. The natural spaces are, therefore, either localized spaces B;;IIOC(]R) or weighted
spaces. As we have already observed,

sup | X, (w) — z| < c(w) (14 2V, a.s. P for A < [y,

s<t

and the natural spaces to look at are polynomially weighted spaces.

To show the actual embedding, we have to prove that the norms (9) are finite. For this,
set Q :={w : c¢(w) < k} and observe that limy_,., P*(2;) = 1. The major technical
step is now contained in the following lemma.

Lemma 2. ([16, Lemma 2.5]) Let {X;};>¢ be as above. Then

(14) /Q sup |[ApM Xevo(w)] (6)PP*(dw) < Cr (1 + 2P/ (2N

ey

for X < By and p > (. The constant C depends on p, Boo, Bo, ky A, M.
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The proof of the above lemma uses essentially the estimate (7).
We are now in a position to state our main result. See the last section for further
comments.

Theorem ([14] and [16]). Let {X;};>0 be a Lévy process with characteristic exponent
Y and indices By, P as given above, and let 0 < p,q < o0 and s € R.

(A) {t = Xpo} € LP(R; (1 +t2)7#/2) almost surely P* for all p > % + %.

(B) {t = Xwo} € B, (R (1+12)"#/?) almost surely P* for all ju > %—i—%, s > (%—I)Jr
and either ¢ < 0o, smax{p, q, B} < 1 or ¢ = 00, smax{p, B} < 1.

(C) {t = Xuwo} € B5°(R) almost surely P* for all s > (% — 1)1 and either q <
00, smax{p, q, s} < 1 or ¢ =00, smax{p, s} < 1.

(D) {t+— Xpo} & B;’qIOC(R) almost surely if either sp > 1 or sp=1 and 0 < ¢ < 1.

In order to prove (B) and (C) we have to check the finiteness of the norms (9). Having
established Lemma 2 above, this is a straightforward calculation whenever ¢ # oc.
The case ¢ = oo is special, as it requires a Borel-Cantelli-trick. See [16] for details.
The assertion (D) follows from embedding considerations: for sp > 1 Besov spaces are
contained in spaces of continuous functions, hence cannot contain Lévy paths that are
with probability 1 jump functions. The borderline case ps = 1 is, in general, difficult
to answer. In the presence of scaling properties, e.g., for stable processes, Ciesielski,
Kerkyacharian, and Roynette [6] showed a non-embedding result for ¢ = oo and (. > 1.

Corollary 1. The assertions of the above Theorem hold for all s > 0 without the
restriction s > (% —1);.
Proof. Use the fact that By, C B} if s > t.

The graph shows the parameter s as a func-
tion of p and q. The area below the graph
s = max{p,q, Boo} "' represents the region of
admissible parameters (s,p,q) for embedding

into B;;lloC with q # co.

For this picture we chose B = 0.50, i.e., the

plateau occurs at 1/fs0 = 2.00.

Corollary 2. Let {X;},>0 be as in the Theorem. Then

{t = Xppo(w)} € B;(/x’j’loc(R) almost surely P* for all ~ p > fu.
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Proof. We refer to the proof in [16, Corollary 4.3, Case 1]. If we have the strict
inequality p > (s and ¢ = 0o, s = 1/p, we can find a 0 < § < 1 such that pf > [
and spf = 0 < 1. We can now proceed along the lines of the proof in [16]: instead of
using Jensen’s inequality for the finite measure (¢) P* dt, we use Jensen’s inequality for
the concave function z — |z|?, § < 1, and the expectation E”. This yields E* (]Y]’) <

(E*(]Y]))”. The other arguments in [14] need not be changed.

Corollary 3. Let {X,};>0 be as in the Theorem and denote by AX, := X, — X,_ the
gump at time t. Then

Z IAX;|P < o0 almost surely P* for all ~ p> f.

<1

Proof. Combine Corollary 2 and estimate (13)

Remarks. (A) The above Theorem and its Corollaries generalize to all Feller processes
that are generated by pseudo-differential operators cf. [14, 16] and the notes below. (B)
The assertions of the Theorem and Corollary 1 remain valid for (weighted) spaces of
Triebel-Lizorkin type F , cf. [16].

4. Concluding remarks. Some remarks on the development of the above theorem
seem to be in order. Originally, assertion (C) of the theorem was proved by Ciesiel-
ski, Kerkyacharian, Roynette [6] both for certain Gaussian and symmetric a-stable
Lévy processes with index @ > 1 and for ¢ = oo. Their method used essentially
the scaling property of stable processes and an atomic decomposition of Besov spaces.
Subsequently, V. Herren generalized this result (using the same technique) to any Lévy
process with index (,, > 1. In [14], the present author studied a class of Feller processes
that are generated by pseudo-differential operators

(15)  —p(z, D)u(z) = —(27)—”/2/ p(x, ) Fu(€) de,  ue CP(RY),

n

where & — p(z,€) is given by a Lévy-Khinchine formula (depending on the parameter
x)—cf. the talk of N. Jacob or [9]. (It is known that every Feller process whose generator
has a domain containing the test functions C2°(R") is already of this type, cf. [7]; Lévy
processes are exactly those processes where p(x, &) = ¥(§), i.e., independent of z.) In
the paper [14] assertion (C) is proved for this class of processes; as a by-product, (C)
could be shown to hold for all Lévy processes, and the restriction 5 > 1 of [8] could
be removed.

In [15, 16] we proved the global embedding for Feller processes (and, in particular,
Lévy processes) as stated in the theorem above. The approach used in these papers
is basically the one sketched here. The advantage of this approach is that it is more
flexible and allows us to include also spaces of Triebel-Lizorkin type.

In the recently published paper [1], Orlicz spaces were used to describe the paths of
Lévy processes, see also [10].

Acknowledgement. I am grateful to my colleague D. Kaye, Nottingham, for produc-
ing the 3-d plot included in this note.
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DISTRIBUTION OF THE FIRST LADDER HEIGHT OF
A STATIONARY RISK PROCESS PERTURBED BY
LEVY MOTION

HANSPETER SCHMIDLI

Consider a stationary and ergodic marked point process (smpp) M =
(03, U;, M;) on a probability space (2, F, P) with event times --- <
0_1 <09 <0< o0y <09 <--- and marks (U;, M;) € (0,00) x E. Here
E is a Polish space and M; is interpreted as an environmental variable.
Let

Z ]IO<Ui§t7 if ¢t > 07
Ny = i:1c>o
— Y Tiey <0, ifE<0.

1=0

We call M a compound Poisson model if £ = {0}, i.e. there are no
environmental marks, and ... ,0 1 —0 9,00 —0_1,—0¢,01,09 —01,...
are iid exponentially distributed random variables and (U;) is an iid
sequence of positive random variables independent of (0;). In this
paper we consider the process

N

(1) Sy=> Ui—t+nB,
i=1

where n > 0 is some constant and (B;) is a zero-mean Lévy process
with no downward jumps.

Let A = E[N,] and p = A""E[>., Uj] be be the intensity of the
claim arrivals and the mean value of a typical claim. We assume the net
profit condition p = Ap < 1. This implies that liminf; ,, S, = —o0.
Let my = sup{Ss : 0 < s < t}, 7y = inf{oy : k > 0, S,, > mg,},
L. = m; and Ly = S, — L.. 74 is then the first time where a
jump of the unperturbed model (n = 0) leads to a new maximum of
the process (S;). We will call 7, the first (modified) ladder epoch.
Let G denote the distribution function with density p~'P[U; > -] and
by H the distribution function of sup(nB; — ¢ : ¢ > 0). Note that
G is also the distribution of L, in the unperturbed case. If (B;) is
a Brownian motion and M is a compound Poisson model Dufresne
and Gerber (1991) showed and that P[r, < oo] = p and that L. has
distribution H. Moreover, given 7, < 0o, L. and Ly are independent

with distribution functions H and G, respectively. Hence it follows
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that

(0]
2) P[sup S, < u] = (1=p) 3 PG 5« H ) ().
t20 n=0

Furrer (1998) proved that (2) also holds for perturbation by an a-stable
Lévy motion with no downward jumps as long as M is a compound
Poisson process. His approach did, however, not show whether or not
H and G still can be interpreted as the distribution functions of L. and
Ly. We will show that, for any zero-mean Lévy process with no down-
ward jumps and any smmp P[r; < oo] = p and that L, has distribution
H. Given 7, < 00, L. and L, are independent with distribution func-
tions H and G, respectively. This again proves the result of Dufresne
and Gerber (1991) and Furrer (1998) in the case of compound Poisson
process, because this process always is in its stationary state after a
jump.
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1 Introduction

A class of stochastic volatility models, discussed in Barndorff-Nielsen and Shephard (1998), in-
corporates a number of the well-established common features of observational series of financial
assets, in particular series of stock prices and of exchange rates. One fairly important such styl-
ized feature, the so called leverage effect, was however not covered. This is where negative return
sequences are associated with increases in the volatility of stock returns. Such asymmetries are
not usually observed for exchange rates.

The leverage effect was studied in some early work by Black (1976), while it motivated
the introduction of the EGARCH model of Nelson (1991) and the threshold ARCH model of
Glosten, Jagannathan, and Runkle (1993). An economic theory behind such effects is discussed
by Campbell and Kyle (1993).

In the present note we indicate a way of extending the type of models referred to so that
they reflect the leverage effect, and we calculate a few of the consequences. Only the simplest,
one-dimensional, version of the models will be considered here.

2 Incorporating leverage

2.1 Model construction

As a model for the log price process of, for instance, a stock we consider a stochastic process
x*(t), 0 < t < oo, defined by a stochastic differential equation

dz*(t) = {p + Bo*(t) } dt + o(t)dw(t) + pdZ(At) (1)

where w is the Wiener process, z is the centered version of a Lévy process 2z (that is z(t) =
2(t)—EZ(t)), and o is a stationary process defined, also in terms of 2, by the stochastic differential
equation

do?(t) = —\o?(t)dt + dz(\t) (2)

with 0 < A < oco. This volatility process is thus of Ornstein-Uhlenbeck (OU) type although
it will not have Gaussian increments. The process 2 is a homogeneous Lévy process (so it has
independent and stationary increments) with positive increments (also termed a subordinator).
As it is the driving process for the OU process we call it a background driving Lévy process

“MaPhySto is funded by the Danish National Research foundation
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(BDLP). The filtration determined by w and z jointly will be denoted by F = {F, : 0 <t < oo}.
Throughout we will assume p = 8 = 0 for simplicity of exposition as these terms raise no new
issues.

Although we have focused on the simplest OU volatility process, our model extends to where
volatility follows a weighted sum of independent Ornstein-Uhlenbeck processes with different
persistence rates. That is

m
o?(t) = Zw;U?(t), where Zw;‘ =1,
i=1

with
dof(t) = —Xjo5 (t)dt + dz;(\;t),

where the {Z;(¢)} are independent (not necessarily identically distributed) BDLPs. Hence some
of the components of the volatility may represent short term variation in the process while others
represent long term movements. In such a case we would have a process for the price of the type

da*(t) = {j+ Bo?(1) } At + o (B)dw(t) + 3 pjdz;(A).
j=1

where the leverage effect could be different for the various components of volatility. As this type
of extension will raise no new technical issues we will not deal with it in this note and instead
focus on the case where m = 1 and so the model is made up of (1) and (2).

For p = 0 this setup reduces to the elemental version of the models studied in the earlier paper
(Barndorff-Nielsen and Shephard (1998)). If p is negative a positive (infinitesimal) increment
dz(At) in the volatility process o2(t) will have a negative effect on the stock price. This expresses,
at least qualitatively, the stylized leverage effect — that negative returns are associated with
increases in observed volatility. Notice however that there is no feedback from the x* process to
the volatility process o2 in our model - the innovations from # affects z* and ¢? simultaneously.
Hence this model differs from the EGARCH and threshold ARCH models of leverage referenced
above. However, it is in keeping with the non-symmetrical stochastic volatility models of leverage
previously discussed in the literature (see, for example, the review in Ghysels, Harvey, and
Renault (1996)). A typical example of that style of models is where

dlogo?(t) = =X {log o?(t) — pu} dt + sds(t),
a geometric Gaussian Ornstein-Uhlenbeck process, whose increments of the standard Brownian
motion s(t) are correlated with those of w(¢). Our construction is mathematically more tractable.

2.2 Volatility and the BDLP

Denoting the cumulants and moments of 2(1) (when they exist) respectively by &k, and fip,
(m =1,2,...) we have
Z(t) = 2(t) — thy = 2(t) — 1€ (3)

where for brevity we have written £ = £;. For some purposes it maybe helpful to note that
zZ(t) is bounded from below and that the (marginal) cumulants of o(¢) follow directly from the
cumulants of 2(1). In particular, if we write the cumulants of 02 as £, (m = 1,2,...) then it
follows (see the proof in Barndorff-Nielsen (1998)) that

Km = M, m=1,2,...

It will be helpful later to establish the notation that the corresponding cumulant generating
functions will be written as k(6) = log [Eexp {00?(t)}] and k(6) = log {Eexp (02(1))} for o*(t)
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and z(1) respectively. Indeed they are related by the fundamental equality (Barndorff-Nielsen
(1998))

i(0) = /0 " 0e)ds, ()

which can be reexpressed as

k(0) = 0k'(9) (5)

(where &'(9) = 0dk(0)/df). The common feature of this notation is the BDLP objects, (1),
have graves over them while the volatility itself , o%(¢), have acutes. This style of notation will
be maintained throughout this note. Important special cases of this are

k1 = E{o’(t)} =4 =¢ and
ko = 2Var{o®(t)} = 2y = 2w°.

Now, let .
(1) = / o(s)du(s), (6)

which is the log-price process minus the leverage effect. The solution of the equation (1) is then
z*(t) = wp(t) + pz(M) (7)

2.3 Moments of returns

As in the previous paper, we shall determine some of the properties of the increments over time
spans of length A of the model process z*. Thus, let

yn = x7(An) —z"{A(n —1)}

= Yon + PZn
where
Zn = 2(AAn) — 2{AA(n — 1)} — MAE
and
Yon = zg(An) —zg {A(n — 1)}. (8)
The implication is that
yn|0'72w2n ~ N(pzn,gi), (9)

where integrated volatility influences the distribution of returns through

o2 = 02 (An) — o> {A(n — 1)} (10)

n

and

We will write

Zn = 2(AMAn) — 2 {\A(n - 1)}, (12)
and

40 =02 (An) —o? {A(n—1)}.

Then an important implication (Barndorff-Nielsen and Shephard (1998)) of these constructions
is that
02 =271 (2 — 4n). (13)

n
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It is this linear structure which will allow us to perform a number of analytic calculations which
are not possible for other models.

The formula for the returns (9) is informative for it shows that the effect of the leverage is
to shift the distribution. If the volatility innovations are unexpected large and p is negative,
then the mean return will be negative. Hence negative returns are associated with increases in
volatility. Likewise small innovations in the volatility process will happen at the same time as
positive returns.

We now define

Zn = Zn — AAE (14)

62 =02 —E(02) =02 — AL, (15)

n

Further, let

After these preparations we have that
B{yn} = M + p*h2) (16)
and
Var{y2} = Var{y2,} + 20°{2X2A% ko + 3(e 2 — 1+ AA) i3} + p* MNA(By + 20AR3),  (17)
where the expression for
Var{yg,} = 6Var{co*(t)} \72 (e_/\A -1+ )\A) + 2A%¢?
— 3hoA 2 (e*AA 14 AA) IDYNIZ

was derived in Barndorff-Nielsen and Shephard (1998).
Likewise, for s = 1,2, ... we derive that

E{ynyn+s} = 07 (18)
Cov (Yn,Yars) = E{ynyi s} = pha(l — e )% exp {-AA(s — 1)} (19)
Cov(y2, y21s) = Cov(yl,, Yanrs) + P (L —e )2 exp {—AA(s — 1)} i3 (20)

where the expression

Cov(Yon: Yonis) = Var{o®()} A 2(L—e *%)?exp{-AA(s — 1)}
_ ke —AA)2
= W(l—e ) exp{—AA(s — 1)}
is given in Barndorff-Nielsen and Shephard (1998). We note then that there is some simplification
as

2)2

Ouly the formulae (17), (19) and (20) require some steps of calculation, which we place in the
appendix.

The effect of the leverage on the dynamic properties of discrete time returns is made quite
clear by these formulae. First both E (yny% +s) and Cov(y2,y2 +s) damp down exponentially
with the lag length. In other words, the leverage effect diminishes exponentially with s. The
effect of the leverage on the covariance between the squares is to increase (decrease) volatility
clustering if the BDLP is positively (negatively) skewed. In practice we would expect the BDLP
to be highly positively skewed.

R . N
COV(?J%a?/ELH) = (—2 + ,02M3> (1—e /\A)Q exp{—AA(s—1)}.
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We should note that exactly the same dynamic structure was found by Sentana (1991) in his
work on the discrete time quadratic ARCH model (QARCH). Hence we can think of the QARCH
model as a discrete time representation of our continuous time leverage model, generalising the
unleveraged result associated with the work of Drost and Nijman (1993) and Drost and Werker
(1996).

The simplicity of the effect of the leverage term means that we can still compute analytically
the spectrum of squared returns. We may write this as

o0

F@) = > cor{ynyn,s}cos(seh)

S§=—00

= 1—cp !+ op a(yi )
where ¢ = exp(—AA),

4 — 1—¢2
aly; ) = 1 —2¢cosyp + ¢?

and
(1= e )2 (0202 4 p2jiy)

Var{y; } ’
which generalises the previous result of Barndorff-Nielsen and Shephard (1998).

CcC =

3 Rest of the paper

In the rest of the paper we discuss extensions of this work and focus on designing simulation
methods to enable us to sample return sequences from these types of processes.
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An extension of P. Lévy’s distributional
properties to the case of a Brownian motion with

drift.”
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Abstract

We extend the well known P. Lévy theorem on the distributional iden-
tity (My — By, My) ~ (|By|, L(B);), where (B;) is a standard Brownian
Motion and (M;) = (Supg<s<; Bs) to the case of Brownian Motion with
drift A. Processes of the type

dX} = —Asgn(X})) dt + dB;

appears naturally in the generalisation.

Key Words: Brownian Motion, Local Time, Markov Processes.

1 Introduction

A classical result of Paul Lévy states that if B = (By)o<:<1 is a standard Brownian
motion (By = 0, EB, = 0, EB? = t) then

(M — B, M) " (|B|, L(B)) (1)

*This note is an excerpt from the MaPhySto Research Report No. 1998-22 “An extension
of P. Lévy’s distributional properties to the case of a Brownian motion with drift” (to appear
in Bernoulli). For the proof of the main theorem and derived results, we refer to the full paper.

tMaPhySto — Centre for Mathematical Physics and Stochastics, funded by a grant from The
Danish National Research Foundation.
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1.e. ((Mt — Bt,Mt);O S t S 1) a: (|Bt| L( )t,O S t S 1) Where M = (Mt)0§t§17
M, = maxo<s<¢ Bs, and L(B) = (L(B)¢)o<t<1 is the local time of B at zero:

L(B), = li —/1 o ds. 2
t elir(r)126 (1Bs|<e) ()

(See, for example, [Revuz—Yor (1994);Ch.VI].)

The main aim of this note is to give an extension of the distributional property
(1) to the case of a Brownian motion with drift B> where B* = (B})o<i<1, B} =
B, + At. Let’s denote M* = (M} )o<t<1, M} = maxo<s<; By

For our presentation the following process X* = (X})p<;<1 defined as the
unique strong solution of the stochastic differential equation

dX;' = —AsgnX}dt +dB,, X; =0, (3)

plays a key role. (Here sgnx is defined to be 1 on #,, —1 on ®_ and 0 at 0.)
In particular we shall see that the process | X*| = (| X})|)o<i<1 realizes an explicit
construction of the process RBM(—\) i.e. a reflecting Brownian motion with drift

(=At).

2 Main result

Theorem 1 For any A € R
(M — BN M) "2 (|1X], L(XY) (4)

ie. (MM —B) MM:0<t<1)" (X}, L(X*),);0<t<1) where

L(X)\ t = lglfgli/ 1 |X>‘|<e

3 Some remarks

The theorem of P.Lévy (1) and its extension (4) given above have both ”two-
dimensional” character in the sense that they are statements for pairs of processes
(M = BY), M%) and (|X], L(X?)).

M. Yor has pointed out the connection between Theorem 1 and 2 above and
the results in the papers [Kinkladze (1982)] and [Fitzsimmons (1987)]. From pa-
per [Kinkladze (1982)] one may obtain easily the corresponding following ”one-

dimensional” result saying that M*—B* "’ RBM(—A\). (For the notion of RBM(—A)
see Definition 1 in [Kinkladze (1982)]). Indeed by Theorem 1 and 2 in [Kin-
kladze (1982)] the process Y» = RBM(—\) can be realized with some Brownian
motion B in the form

V) = sup (<At —5) = (Bi— B,)), ¢ >0,

0<s<t
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So, Y} = supge,;((As + Bs) — (M + By) and as a corollary Y* = M* — B*
with B} = M + B;. Together with formula (21) of Theorem 2 we obtain that
M* — B> "2 | X*|. In connection with this formula it is usefull to remark that the
process X* has appeared in many different problems however the very natural
property RBM(—2) o | X*|, apparently, was not noted before.

It is very reasonable to ask about possible extensions of the result M* — B* aw
| X*| for more general class of processes Z = (Z;);>o besides the processes B* =
(B})i>0, A € R. According to [Fitzsimmons (1987)] if Z = (Z;);0 is a conserva-
tive real valued diffusion process and the process max Z—Z7 is a time homogenuous
strong Markov process then necessarily Z = B*?, where Bt)"” = A\ + oB; with
A€ R, 0 > 0. So, this result shows that in some sense a direct extension of the
P. Lévy’s result is possible only for Brownian motion with drift. That is, exactly
the framework of Theorem 1 above.
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Multiparameter Levy Stable Noise and a

Selection Procedure

A. R. Soltani*

Let Z be a random measure on bounded Borel sets in RY with values
in a Banach space of jointly symmetric a-stable random variables for which
Elexp(ivZ(B))] = exp(—cA(B)|v|*), v € R, a € (0,2]; A\(B) is the Lebesgue
measure of B. Define Z(t) to be restriction of the random measure Z to the
rectangle (0,¢] = I1(0,¢;], i.e., Z(t) = Z((0,t]), t € RN*, then Z(t), t € RN,
defines a multiparameter Levy stable noise which is a random field with in-
dependent increments. Processes of this type have been the center of many
research activities, [1], [2], [3], [4]. From the work in [1] concerning the exis-
tence of a jointly continuous version of local time for d-dimensional Levy stable
fields we were motivated to prove the following:
let @ = (0,v] be a rectangle in RV*, then for each positive integer m and each

(th,...,2™) € Q™ a € (1,2],

2m 2m N 2m

. y j ._1 - «
[ Blexp(i - ;2@ TT byl < elm) T] TL( =t ~) =0 40re

j=1 j=1 k=1j=1

(1.1)
where t,(cj) is the jth order statistic of t1,...,t2™ j=1,...,2m, k=1,... N,
c(m) is a conctant, and 1 > 0 subject to (14 n)/a < 1.

Note that as H?Zl |7;]" is not integrable, one can not neglect the characteristic

*Department of Statistics College of Sciences, Shiraz University, Shiraz, Iran
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function term of the integrand in (1.1), and has to estimate it properly.

In this work we present a proof for (1.1). It happens to be an interesting
problem. No advanced theorem is used. To make readers curious to go through
the detail of the proof, for m = 2 and for different choices of points ¢ € ) the
integral splites into sum of 104 elementary integrals that each has to be treated
in a certain way; for m=3 the number of elementary integrals exceeds 1000. A
selection procedure is performed to take care of the integration procedure, it
is a two dimensional selection procedure which is new. At this stage we only
sketch the method and the procedure for N = 2.

Stepl: Small rectangles. we may assume that ti,¢7,... ¢2™ are or-
dered, ie. 0 < t} < 2 < ... < t?™ < v;. Let each 7 be a permuta-
tion on {1,...,2m}. we use 7 to identify the positions of the 2th compo-
nents of #/,j = 1,...,2m, ie. t} is the 7(j)th order statistic of ..., 2™,
The lines which are parallel to the coordinate axes and pass through each
t7,5 = 1,...,2m partition each rectangle [0,#/] into j x 7(j) disjoint rectan-
gles. Let us call these disjoint rectangles small rectangles. If a small rectangle
D is contained in [0,#’], the number j is assigned to it, 7 = 1,...,2m. The
index set of a small rectangle D is defined to be the set of all numbers in
{1,2,...,2m} which are assigned to D and is denoted by I(D).

Step2: Properties of Z. Since Z(.) has independent increments we may

write
Z(W)= >  Z(D),
{D:jer(D)}
where the terms are independent of each other. This implies that

f:lvjzw) “Y( Y )Z(D),

D jeI(D)
which in turn implies that

| Elexp (iivjz(tj)>]l = l;IeXp(—

[0}

A(D)). (1.2)

>

JEI(D)
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Step 3: Change of variable. let I, = {k: k > j : n(k) > n(j)} and
I5 = I; — {j} and let

Bi=> v 6= (1.3)

. *
keI; kel

Now v; = 3; — 8;, therefore [[7™, |v;]7 < 2" ¥ TI?™ ¢}, where ¢; is either |3;]
or [0;], 7 =1,...,2m —1, com = |Poml|- If I} = ¢, then ¢; = |B;]. Thus the
integral in (1.1) is dominated by

[0}

ZfYJ

JEI(D)

2712,:/le;[exp(

)) ﬁcydﬁj. (1.4)

Step 4: Integration and estimation. (I). If ¢; = |§;], then we choose a
small rectangle D in the column [j — 1, j] x [0, vp] for which I(D) = I and use

the inequality that for a > 0, n > 0, e=*" 27 < (n/a)"*a="* for all z > 0 to

()

In this case we also use the small rectangle with upper right vertex ¢;, D;, to

estimate

(n/a)"I\(D)Me. (1.5

ZVJ

JeEI(D

Z%

kel;«

perform the following integration

| exp(=18“A(D;))d; < koAD", (1.6)

where kg = [ exp(—|y|*)dy, note that I(D;) = I, .
(IT). If ¢; = |B;|, then we must decide on either using the small rectangle D;

to obtain
/Rexp(—lﬁjlo‘k(Dj))lﬁjl"dﬁj < ki [A(Dy)] e (1.7)

where k; = [rexp(—|y|%)|y|"dy, or using D; as in (1.6) and look for a small
rectangle D in [j, j — 1] x [0, v2] — D; to obtain that

exp(—[3|*A(D))[;]" < (/)" *[\(D)] 7" (1.8)
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For performing this procedure for 5 = 1,...,2m a special caution is needed
for choosing each small rectangle. Namely if at stage j, D; is used in (1.7),
then no other small rectangle which has an edge length as D; should be used
in cases [ or IT in other stages. Also if at stage j a small rectangle D is used for
(1.5) or (1.8) then any small rectangle which has an edge length as D is only
allowed to be used for (1.6) in other stages. Finally, if at stage j D; is used for
(1.6), then any small rectangle which has an edge length as D; is only allowed
to be used for (1.5) or (1.8) in other stages.

The product in (1.4) is over all small rectangles and at most 2 x 2m small rect-
angles are used in the procedure given above. Each small rectangle D;, j =
1,...,2m is used in the procedure. For those small rectangles which are of no
use in our procedure; we use the estimate that exp(—| > e/ pyv|“A(D)) < 1.
Now, based on the above procedure, we need a direction for choosing our
desired small rectangles and to prove that always our desired rectangles are
available. Our two dimensional selection procedure provides the right direc-

tion.
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Optimal Consumption and Portfolio in a Jump

Diffusion Market

Nils Christian Framstad!, Bernt @ksendal'?2, Agnés Sulem?

Extended Abstract - 21/12/98

1 The Model

Let (2, F, P) be a probability space with a given filtration (F;);>9. We consider a market
consisting of two securities or investment possibilities of the form:

dX() = (rX(t)—c(®)dt, X(0) =z, (1)

ay (t) = aY(t)dt—l—aY(t)dW(t)+Y(t_)/Rﬁ(77)N(dt,dn), Y (0) =y, (2)

where

N([0,#] x U) = N([0,t] x U) — tm(U)
is the compensator of an (homogeneous) Poisson random measure N([0,¢] x U) on Rt x R
with intensity measure m([0,¢] x U) = E[N([0,t] x U)] = tv(U), where dv(n) is a o-finite
measure on the Borel set U of R. We also assume that 5(n) > 0 everywhere (see [3]). Here

c(t) = c(t,w) > 0 is our consumption rate process, which can be chosen optimally at any

instant of time 7.
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2 No transaction costs.

In this case, we assume that at any time ¢, the investor is free to transfer money from one
investment to another without transaction fees. Such a portfolio is conveniently characterised

by the fraction

Y (t)
u(t) = m (3)
of the total wealth
Z(t)=X(t)+Y(t) (4)

invested in the risky asset at time ¢. With such a portfolio choice u = u(t,w) and consumption
rate ¢ = c(t,w), the wealth process Z(t) = Z%%(t) is given by the stochastic differential

equation:

dZ(t) = (r(1—uw)+au) Z(t)dt—c(t)dt+ouZ (t)dW (t)+uZ (t7) / B(n)N(dt,dn), Z(0) =z = z+y.
R

Define the performance criterion by

J%(s,2) = EZ(/OT e‘“””%wdt) (5)

where 0 < v < 1 is a constant and
T =7(w) =inf{t > 0; Z(t) <0} (6)
is the time of bankruptcy. We want to find ¢(s, z) and ¢*, u* such that
d(s,2) = sup Jo%(s, z) = J¥ (s, 2). (7)

In the no jump case (8(n) = 0), this is the well-known Merton problem which was solved by

Merton [4]. He proved that if
(a—r)?

5>’Y(T+m

) (8)
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then the optimal strategy is :

a—7T

; *
5(57) = OE)TT2, i) = s

and this leads to the value function
bo(5,2) = e K2 (10)

with

1 1 y(aw —1)? 71
Ko =— (ﬁ(fs — T = m)) (11)

(see also Davis and Norman [2, section 2]. We prove that in the jump diffusion model, the

problem has a similar solution. More precisely, we have:

Theorem 2.1. Let V = ug* be the solution of the equation

a=rVorly =1+ [ (L4 VB = 1) Bndv(n) =0 (12)

and suppose that

p = a0t rus ) 5ot D ("B 180 don) > 0.

Then, the value function ¢ = ¢z of problem (7) is given by
Ds(s,2) = e BK2 (13)

where K is the solution of the equation

1
—V(Kfy)ﬁ—Kp:(). (14)

v

The corresponding optimal portfolio is the constant fraction uj and the optimal consumtion
rate is given by

cy = (ny)ﬁz. (15)
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3 Proportional Transaction Costs

We consider now the case when the investor pays fractions A and p of the amount transacted
on stock, on purchase and sale respectively. This leads to the equations:

dX() = (rX(t) —c(®))dt — (1 + NdL, + (1 — p)dM,, X (0) = =, (16)

QY (1) = aY(t)dt + oY (£)dW(E) + V(£) / B(n)N(dt, dn) + dLy — dAM,, Y(0) = (17)

where £; and M, are cadlag non decreasing processes representing the cumulative purchase
and sale amounts of stock up to time t respectively. In this case, we define the bankruptcy
time 71" by

T =inf{t > 0; (X (¢),Y(t)) ¢ S}
where S is the solvency region
S={(z,y) e R 2+ (1—py>0and z+ (1+ Ny > 0}.
The performance criterion for a consumption ¢ and a portfolio (£, M) is given by

T 2
JOEM (g ) = BT / et gy
0 Y

In the no-jump case (3(n) = 0), this problem was solved in [2] and [1]. Let v(z,y) be the

value function that is

®(z,y) = sup JM(z,y) = JM (2, y). (18)
¢, LM

The variational inequality associated to this problem is

max {A@ + max(—cg—i + g) + /R(q)(x, y+Bny) — (z,y) — B(n)ya—@)dlj(n), Lo, M@} =0

c>0 gl Ay

®=0

where

1 0?P 0P 0P
A0 = 02?2 " v oy e 50 1
20yay2+ayay+rx8x : (19)
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od 0P

L(I):—(1+)\)%+ T (20)
o0 0P

Md=(1—-p)———. 21

=mg — 3 (21)

The value function ® has, like in the no jump case, the homothetic property

®(px, py) = p"®(z,y) Vp>0.

This enables to reduce the dimension of the problem.
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ON STOCHASTIC DIFFERENTIAL EQUATIONS
DRIVEN BY CAUCHY PROCESS AND THE OTHER
a—STABLE MOTIONS

P.A. Zanzotto

Dipartimento di Matematica — Universita di Pisa
Via F. Buonarroti, 2 — 56127 Pisa, Italy

First recall the Engelbert and Schmidt characterization ([1]) of weak existence and
uniqueness for the one—-dimensional SDE

where b is Borel measurable and W denotes Wiener process (cf. also [3], Theorems 5.4,
5.7). It is given in terms of the singularity sets

]—{xE]R/ y)dy = o0}, N={ze€R:b(z)=0}.

Theorem (Engelbert and Schmidt). Weak existence holds for equation (0) with arbitrary
inatial distribution if and only if I C N. In that case uniqueness in law holds for every
inatial distribution if and only if I = N.

In this talk we consider the following generalization of the above SDE
(1) dXt - b(Xt—)dZt , t Z O

where b is a Borel measurable real function and Z denotes a strictly a—stable Lévy process,
0 < a < 2, a symmetric Cauchy process when a = 1, starting from 0.

In the following we will omit the adjective “strictly”. Moreover, when we consider
such equation driven by Z with parameter a # 1,2, we always make the assumption that
either Z is symmetric or b is non—negative; however, for the sake of shortness we will omit
it in the statements. In the same way, we will simply write “Cauchy process” to mean
symmetric Cauchy process.

For the above class of equations with a # 1 and Z symmetric, weak solutions were
already investigated in [4]. Here we pursue that study and improve the results obtained
there from various point of view (see [6]).

First of all, we extend the above recalled weak existence and uniqueness exact criteria
of Engelbert and Schmidt (corresponding to the case o = 2), to the class of the above
equations driven by Z with parameter a, 1 < a < 2.

More precisely, for a fixed a, 1 < o < 2, define the singularity set

2) I(a) = {z € R: / y)| = dy = oo}



(while N still denotes the set of zeros of b). Then we have the following result.

Theorem 1. ([6], (3.5), (3.21)). The above assumptions being in force, for a fized o, 1 <
a < 2 consider equation (1) driven by Z with parameter o then weak existence holds for
every initial distribution if and only if I(a) C N. In that case uniqueness in law holds for
every initial distribution if and only if I(a) = N.

The existence part of the above Theorem is to be compared with the following result
that deals with nontrivial solutions, a solution being termed trivial if a.s., X; = X for all
t; it was obtained in [4].

Theorem ([4], Th. (2.32)). Consider equation (1) driven by a symmetric Z with a,1 <
a < 2. Then the following properties are equivalent:

a) For every x € R there exists a nontrivial solution starting from x.

(b) Function |b|=% is locally integrable.

Such existence criterion is clearly restrictive for the coefficient b, since in general I(«)
is not empty.

Sufficient existence conditions with a fixed starting point are based in [4] on the
condition expressed in the following

Definition. Let z € R.. The coefficient b in (1) is said to satisfy condition (H) with
respect to z (for short (H)(x)) if

t 1
ds / ————f(s,y)dy | < oo forall t>0, L >0,
/0 ( <L 10T +y)|~

[ denoting the a—stable transition density (0 < a < 2). (We set |[b(z)|”* = +oo if
b(x) = 0).

It turns out that condition H(z) can be used also in the case of a driving Cauchy process.
So we have the following theorem which improves Th. (2.5) in [4] including the case @ =1
(and removing the symmetry assumption when o # 1,0 < o < 2).

Theorem 2 ([6], (4.3)). Consider equation (1). Let x € R and assume that b satisfies
condition (H) with respect to x.

(a) Let 1 < a < 2. Under the stated assumptions there exists a nontrivial solution of (1)
starting from .

(b) Let 0 < a < 1. In addition to the above assumptions, we suppose that there exists
U > 0 such that the set {x € R : |b(z)| > U} has finite Lebesque measure. Then there
exists a nontrivial solution of (1) starting from x.

Condition (H) is related with integrability conditions of b alone. So in particular from
Th. 2 we deduce the following
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Theorem 3 ([6], (4.14)). Consider equation (1) driven by a Cauchy process. Assume that
there exists a real number 6 > 1 such that |b|=° is locally integrable. Then for any law p
on R, there exists a nontrivial solution with initial distribution p.

A process is termed a solution of (1) on an interval if it solves the equation up to
the first exit time of the interval (“local” solution). For the study of “local” solutions, we
employ the following “local” version of (H):

Definition. Let x be a real number. We say that the coefficient b in (1) satisfies condition
(LH) with respect to x (for short (LH)(x)) if there exists a real number € > 0 such that

€ 1
/0 ds </|y§e mf(s,y)dy) < 00 .

As a sufficient existence condition for “local” nontrivial solutions starting from a fixed
point z, condition (LH)(x) completely unifies the cases of equation (1) driven by processes
Z’s with different o, 0 < @ < 2:

Theorem 4 ([6], (4.17)). Consider equation (1) driven by an a-stable Lévy process Z,
0 < a <2 (a Cauchy process when o = 1). Assume that the coefficient b satisfies condition
(LH) with respect to a real number z. Then there exists a nontrivial solution of (1) on the

interval [z — €, x + €] starting from x, € denoting any number such that the relation defining
(LH)(z) be satisfied.

When 1 < a < 2, condition (LH)(z) is also necessary for the existence of a “global”
(i.e. defined for all t) or of a “local” nontrivial solution starting from x.

Proposition. Consider (1) driven by Z, 1 < o < 2. Then condition (LH)(x) is necessary
for the existence of a nontrivial “local” solution (and so also for the existence of a nontrivial
solution) starting from x.

When 0 < a < 1, we do not know if a similar necessity property holds for condition
(LH)(x): however, from examples it seems that condition (LH)(x) is not far from a
necessary one, also in this case.

Condition (H)(x) is, in a sense, a basic one because, also in the “local” existence
case, sufficiency of (LH)(x) goes back to results involving (H)(z). However H(z) is not
necessary in general, as one sees from examples.

The following result illustrates the role of condition H(x) in the case 1 < o < 2: it
improves the above recalled Th. (2.32) as well as Th. (3.17) of [4].

Theorem 5 ([6], (4.22)). Consider equation (1) driven by an a—stable Lévy process Z,1 <
a < 2. Then the following propositions are equivalent.

(a) There exists vo € R such that b satisfies condition (H) with respect to xq;
(b) Coefficient b satisfies condition (H) with respect to any z;

(c) Coefficient b satisfies condition (LH) with respect to any z;

(d) The set I(«) is empty;
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(e) Function |b|~% is locally integrable;

(f) For every x there exists a nontrivial solution starting from x;

(g) For every x there exists a compact non degenerate or an open interval A, containing x
in the interior and a nontrivial solution on A, starting from .

(h) For every law n on R, there exists a nontrivial solution with initial law 7.

As to the tools, we mention here the criteria of integrability with respect to a—stable
Lévy processes in [2] as well as some representation properties in [5]. There we characterize
the class of quadratic pure jump semimartingales (i.e. SM with vanishing continuous
martingale part) which can be represented as a stochastic integral with respect to stable
Lévy processes.

Consider a semimartingale X and suppose that there exists a predictable process H
and an a—stable Lévy process Z (0 < o < 2) such that

t
(3) Xt:/Hsts,tz():
0

then the jump—measure of X has compensator
m(ds,dz) = |Hs|“qo(ds, dx)

where ¢, is the compensator of the jump-measure of Z ie. q4(ds,dz) = ds ® v(dx),v
denoting Lévy measure.

It turns out that the above condition is also sufficient to have a representation formula
of the form (3). Indeed, still denoting by 7 the compensator of the jump—measure y of a
generic semimartingale, let us introduce the following condition

(4). There is a predictable process H(s,w) such that
m(w,ds,dx) = |H(s,w)|%qa(ds, dz)
where qq(ds, dx) = ds @ v(dzx),v denoting the Lévy measure of an a—stable Lévy process.
Then we have the following

Theorem 6. ([5], Th. 1). a) Let X be a quadratic pure jump semimartingale X satisfying
condition (4) with o =1 and such that, for all t

X; = / / x(p—7)(ds,dz) + / / xp(ds, dr) + aAy
10,t] J|z|<1 10,t] J|xz|>1

where a € R and Ai(w) = fot |Hg(w)|ds.
Then there is an 1-stable Lévy process Z with Lévy measure v and drift at, possibly
defined on some extension of the original probability space, such that

t
Xt:/ \H,|dZ, | t > 0.
0
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b) The assumptions are the same as above, except for the process A that now is such that
Ai(w) = fg Hg(w)ds, t > 0.

Then the following representation formula holds
t
Xt:/ H,dZ; , t >0,
0

where Z* denotes a process with the same law as Z in a), possibly defined on some extension
of the original probability space.

Theorem 7 ([5], Th. 2). a) Let X be a purely discontinuous local martingale (resp. be
of pure jump type with locally finite variation paths). Assume that it verifies condition (4)
with a, 1 < a < 2 (resp. with a,0 < a < 1).

Then there is an a—stable Lévy process Z with Lévy measure v, possibly defined on
some extension of the original probability space, such that

t
Xt:/ \H,|dZ, | t > 0.
0

b) All the assumptions in a) hold. In addition we assume that v in (4) is symmetric. Then
we have also the representation formula

t
Xt:/ H,dZ*, t >0,
0

where Z* is like Z in a).

REFERENCES

[1] Engelbert H.J. and Schmidt W., On one-dimensional stochastic differential equations
with generalized drift, Lecture Notes in Control and Information Sciences, 69, 143—
155, Springer—Verlag, Berlin (1985).

[2] Kallenberg O., Some time change representations of stable integrals, via predictable
transformations of local martingales, Stoch. Process. Appl. 40 (1992), 199-223.

[3] Karatzas 1., Shreve S.E., Brownian Motion and Stochastic Calculus, 2nd ed., Springer,
New York, (1994).

[4] Zanzotto P.A., On solutions of one-dimensional stochastic differential equations driven
by stable Lévy motion, Stoch. Process. Appl. 68 (1997), 209-228.

[5] Zanzotto P.A., Representation of a class of semimartingales as stable integrals, Theory
Probab. Appl., 43, 1998, 808-818.

[6] Zanzotto P.A., On stochastic differential equations driven by Cauchy process and the
other stable Lévy motions, Technical Report 2.312.1127, Dip. di Matematica, Univ.
di Pisa, 1998.

183
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1. EXTENDED ABSTRACT

Let Bi(w) = B(t,w);t > 0,w € Q be a 1-dimensional Wiener process (Brownian motion)
on a probability space (2, F, P) such that B(0,w) = 0 a.s. P. For t > 0 let F; be the
o-algebra generated by {B(s,-);s < t}. Fix T > 0. The Clark-Ocone theorem states that
if ' = F(w) € L*(P) is Fr-measurable and F' € D1  (see definitions below), then

(1.1) F(w) = E[F] + / E[D,F|F)(w)dB,(w)

where D F' = Z—f(t) denotes the Malliavin derivative of F' at ¢. This result and its general-
izations have important applications in economics, where (basically) E[D;F|F;| represents

the replicating portfolio of a given T-claim F. (See, e.g., [KO], [@])

Usually this result is presented and proved in the context of analysis on the Wiener space
Q = Cy(]0,T)), the space of all real continuous functions on [0,7] starting at 0. Then
one can identify each Wiener process path B(-,w) with one element w(-) € Q, which is
a computational advantage. It is in this setting that the Malliavin derivative and its
properties are usually studied. See, e.g., [N], [U]. However, the drawback with this setting
is that the Malliavin derivative only exists for ' € D 5. This excludes many interesting
applications. For example, in mathematical finance one is interested in computing the
replicating portfolios of a given T-claim F'. If, say, the claim is a digital option of the form

(1.2) F(w) = X 00)(Br(w)) = {é i gigig i g

then Dy F does not exist and formula (1.1) cannot be applied. The purpose of this paper
is to present a new proof of the Clark-Ocone formula in the setting of white noise anal-
ysis. One of the advantages with this approach is that it allows a generalization of the
Clark-Ocone formula which is valid for all Fr-measurable F' € G*, a space of stochastic
distributions which contains L?(11), where yu is the white noise probability measure (u cor-
responds to P in the Wiener space setting). The generalization has the form (See Theorem
3.15)
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(1.3) F(w) = E[F] + /OT E[D,F|F,) o Wydt

where ¢ denotes the Wick product and W, € (S)* is white noise. E[F] is the generalized
expectation of F' € G*, E[D.F|F;] is the generalized expectation and the integral on the
right hand side is an (S)*-valued (Bochner) integral. In view of the identity

(1.4) /0 V(0B = /O V() o Wt

valid for all Skorohod integrable processes Y (t,w), we see that (1.3) is indeed a general-
ization of (1.1). In fact, if F € L?(u1) then (1.3) simplifies to

(1.5) F(w) = E[F] + /O ' E[D,F|F|dB(t)

where D, F' € G*, E[D;F|F;] € L*(u) for a.a. t and

(1.6) E[/T E[DtF|ft]2dt} < (Theorem 3.11)
0

We emphasize that in the Wiener space setting another generalization of (1.1) has been
obtained by S. Ustunel [U, Theorem 1 p.44]. His generalization is valid for all F' € D_,
the Meyer- Watanabe distributions. Since D_OO;Q * our result is more general. Moreover,
our approach is entirely different. Recently other approaches to the Malliavin calculus and
the Clark-Ocone theorem have been given by F. E. Benth [B], M. de Faria, M. J. Oliveira
& L. Streit [dOS], and G. Vage [V].

Our white noise setup can be easily modified to cover more general situations. This is
demonstrated in Sections 4-6. In Section 4 we prove the following multidimensional version
of the generalized Clark-Ocone theorem:

Let B(t,w) := (By(t,w1),..., Bn(t,wm));w = (w1, ...,wn) € Q be m-dimensional Brown-
ian motion with filtration f}m). Then if F' € (G*)™ is ]:ém)—measurable, we have

T m
OF m
(1.7) F(w):E[F]Jr/O Y E {%(t,w))f(T )} o W,(t,w;) | dt
i=1 !
where we have used the notation (g—i, . ..,%) for the Malliavin gradient of F' at ¢

(Theorem 4.2).
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If we replace the Gaussian white noise probability measure p by the Poissonian white
noise probability measure v (on the same underlying space S’(R)), then we obtain a
similar theory where Gaussian white noise W (t) is replaced by Poissonian white noise
V(t) and Brownian motion B(t) is replaced by compensated Poisson process Q(t). The
spaces G* = G*(v) can be defined in a similar way as for the Gaussian case and the
Malliavin gradient too. Thus we obtain the following generalized Clark-Ocone theorem for
the compensated Poisson process:

If FF € G*(vy,) is measurable with respect to the filtration HE”“ of the m-dimensional
compensated Poisson process Q(t), then

F(w) = E[F] + /T éE[g—iu,m)H;ﬂovﬂaw» dt

0 :
This result is proved in Section 5 (See Theorem 5.2).

Then, in Section 6 we point out how the above theory can be modified to cover the case
with combinations of Gaussian and Poissonian noises.

Finally, in Section 7 we apply our results to compute the replicating portfolios for the
European call option in a Poisson Black and Scholes type market:
Consider a market X (t) = (A(t), S(t)) consisting of two investment possibilities:

(i) a bank account, where the price A(t) at time ¢ is given by

(7.1) dA(t) = p() A(t)dt ; A(0) =1

(ii) a stock, where the price S(t) at time t is given by

(7.2) dS(t) = p(t)S(t)dt + o(t)S(t)dQ(t) ; S(0) =z >0
where p(t), u(t), and o(t) are deterministic functions in L?[0,T] (T > 0 constant), o (t) > €

for some € > 0. As before Q(t) = P(t) —t is the compensated Poisson process. It is well
known (see, e.g., [HO, Example 2.2]) that the solution of (7.2) is given by

(7.3) S(t) =z exp {/0 In[1 4 o(s)]dQ(s) +/0 (u(s) —o(s) +1In[l + o(s)])ds

Let (£(t,w),n(t,w)) be a portfolio, i.e., £(t),n(t) gives the number of units of investments
#1, #2, respectively, held by an agent at time t. The total value V(¢) at time ¢ of such a
portfolio is then given by
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(7.4) V(t) = () A) +n(t)S(t)

Assume that the portfolio is self-financing, in the sense that

(7.5) AV (t) = £()dA(t) + n(t)dS(t)

(From (7.4) we get

(76) €)= ="

which substituted in (7.5) gives

(7.7) AV (t) = p(t)V ()dt + o(t)n(t)S(t) (Mdt + dQ(t))

Define

(7.8)
Suppose

(7.9) u(t) <1—¢€ for some €¢; > 0

Our main result in this section is the following:
THEOREM 7.1
The replicating portfolio &(t),n(t) for a European call option with payoff

in the Poissonian market defined by (7.1), (7.2) and satisfying (7.9), is given by (7.6) and
(7.25) (1) = = 1 PO (0) (07 nft + 0(0)) By X ey (VT = YT = D)o
with YY(t) given by

Y¥(t) = yexp {/0 [l + o (s)]dQ(s) + /O (u(s) —o(s) +In[l + o (s)[(1 - u(s)))ds
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REMARK

The hedging formula (7.25) appears to be new. Note that the alternative approach often
used to compute hedging strategies (the PDE approach) seems difficult to apply here
because it involves the calculation of

of
where f(T —t,z) is the price at time T — ¢ if S(¢) = x. One can express f in terms of
an expectation with respect to v and this leads to a series expansion for f. This series,
however, cannot be differentiated term by term. Pricing in models described by diffusions
plus jumps is treated in [CG|. However, that paper does not study the question of finding
replicating portfolios.
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