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Abstract

Replacing the index parameter of a Lévy process (called a base process) with an
increasing positive stochastic process (called a time process) gives rise to new
stochastic processes. Such processes are called time changed Lévy processes.
We examine the properties of such processes with a special focus on the Markov
property. A variety of time processes are under study. A time changed Lévy
process of particular interest in this thesis, is the sort where the time process is a
Lévy process (the concept of subordination). A proof is presented showing that
the resulting process is a Lévy process, and therefore it possesses the Markov
property. We are interested in filtrations with respect to which the time changed
Lévy process is measurable and with respect to which the Markov property can
be expressed. We arrive at a filtration which can be expressed in terms of the
natural filtration of the time process and the base process, respectively, and
with respect to which the time changed Lévy process is adapted. With this
filtration we obtain a result, that is relevant in the investigation of the Markov
properties of time changed Lévy processes.

Concurrently, we investigate whether solutions of stochastic differential
equations driven by time changed Brownian motion possess the Markov property.
Cases of interest in the sequel are Brownian motion time changed with a
subordinator, and cases where the time process is continuous.
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CHAPTER 1

Introduction

Let (Lt)¢>0 be a Lévy process and (Ty)s>0 an increasing positive stochastic
process. We study the properties of the time changed process (Yp)p>0, defined
by Yy := Lp(g). Our main focus is to show in which cases, processes of this
type possess the Markov property, that is, the property

E[f(Y%)lng = E[f(Y92)|Y91]7

for 0 < #; < 6, and f is a bounded and measurable mapping from R to R.
Here (Yp)g>o is adapted to (Fp)e>0. We show the well established result that a
Lévy process is a Markov process, so the question can be reformulated to: What
properties of the process 1" preserves the Markov property of the resulting time
changed Lévy process? In the cases where T is deterministic, a Lévy process, or
a process with independent increments, the time changed process is a Markov
process. The case where T is a Lévy process (i.e. a subordinator) is examined
thoroughly.

In order to learn about the filtration generated by the time changed process,
we exploit filtrations expressed in terms of F7 and F* with respect to which
the time changed Lévy process is measurable. The Markov property of Y with
respect to such a filtration will immediately secure the Markov property with
respect to the filtration generated by the time changed process.

Solutions to specific types of stochastic differential equations can be shown
to be Markov processes. In the cases where it is possible to integrate with
respect to a time changed Brownian motion, we replace the Brownian motion
by the time changed Brownian motion in the stochastic differential equation.
We investigate if there are solutions of such types of processes and whether the
Markov property can be demonstrated in these instances.

In order to make a theoretical basis for examining the Markovianity for the
time changed Lévy processes, sections on Lévy processes and Markovianity,
respectively, are included.

The main advanced literature that I have followed in the project is ,
, , and . Also, I have used (lecture notes from
Aarhus University) extensively for the study of both Lévy processes and the
Markov property. has been used as inspiration to motivate the concept
of time change and see some of the possibilities it gives. has been useful
for both the study of stochastic differential equations, and for general results
about filtrations and stochastic processes and the Markov property. has
been the main reference in the study of Lévy processes. Additionally, the proof
for the fact that a subordination process is a Lévy process comes from this



1.1. Outline of the Thesis

book. has primarily been used to study the Lévy-Itd decomposition and
integration with respect to Lévy processes. For general results in probability
theory, measure theory and the theory of stochastic processes, I have primarily
consulted , , and . and are lecture notes
from Aarhus University. The results that I have used from these books are
long-established results from probability theory and can be found in other
material as well. The book has been consulted for results in measure
theory. was used to introduce the concept of random measures, in order
to be able to introduce Poisson processes and Cox processes. The book
was included briefly in this presentation.

A lot of attention has been put into the arguments of the proofs, generally
making them more extensive than the ones found in the referenced literature. A
prime example is the proof of the uniqueness of Lévy-Khintchine representation
|[Proposition 4.3.7] where several arguments are left out in the original material.
The rule of thumb regarding the level of detail has been to give arguments that
would be useful for a peer reader. There are exceptions for this high degree of
detail. In the sections 2.7] 2.8 [£.5] and [5.5]I rely heavily on results and proofs
from , , and . These sections are the ones concerning the
theoretical basis for stochastic integration and stochastic differential equations.
The most original material in the thesis is contained in [Section 5.4] Here I work
with finding filtrations with respect to which the time changed Lévy processes
are measurable. By combining theory on stopping times, Lévy processes and the
Freezing Lemma we reach an interesting result, that is interesting in the study
of Markovianity of time changed Lévy processes. The idea comes from working
with the measurability of time changed progressively measurable stochastic
processes and from the assumption in that the elements of the time
process are stopping times.

In most cases, the results, examples, and definitions (numbered entities) are
inspired by or taken from the literature to which I refer. The reference will either
be written in text above, or at the top of, the numbered entity. It is not always
clear from the proofs to what extend the ideas are my own or whether they
come from the literature in reference (although there is often an explanatory
text before a result that comments on the literature in reference). In order
to clarify this, there is a rating mark before each of the proofs and examples,
either (§), (8§) or (§§§), ranging from low to high contribution. To clarify:

(§): The ideas and arguments comes from the literature in reference.

(88): T have contributed with substantial arguments or I have made it myself
following the ideas put forward in the referenced literature.

(888): I have made the proof or example independently.

Note that this system says nothing about the originality of the result or the
complexity of the proof.

1.1 Outline of the Thesis
The chapters are organized as follows:

contains preliminary material, which are relevant for the rest of
the thesis. In this chapter, we give assumptions that will be standing
throughout the thesis. Some practical remarks on the notation are given.
The chapter contains a couple of practical definitions regarding stochastic

2



1.1. Outline of the Thesis

processes and general probability theory. Moreover, we give proofs of
certain lemmas and theorems, which are important for proofs in subsequent
chapters. For example, we give some measurability results, e.g. that a
right continuous stochastic process is progressively measurable. Moreover,
in this chapter we introduce the concepts of point processes and elements
of stochastic calculus.

contains material on the Markov property of stochastic processes
that takes values in R%. We introduce Markov transition functions, i.e.

mappings defined on the space R? x Z(R%). Markov semigroups will
allow us to define a Markov process uniquely from its finite dimensional
distribution. The chapter also contains a full proof of the Freezing Lemma.
This lemma comes in handy several times in the sequel. In the last part of
the chapter, we present a proof showing that a diffusion process (a class of
solutions to a stochastic differential equation) is in fact a Markov process.

deals with Lévy processes. This class of stochastic processes contains
many important processes including the Brownian motion and the Poisson
process. We present a proof showing that Lévy processes are time
homogeneous Markov processes. Moreover we establish a correspondence
between Lévy processes and infinitely divisible distributions. In this
context we present the form of the characteristic function of a Lévy
process, which can be represented by a generating triplet (the Lévy-
Khintchine representation). We study the Markovianity of stochastic
processes with independent increments. In the last part we present and
discuss the Lévy-Itd decomposition and use this to define integration with
respect to Lévy processes.

contains material on time changed stochastic processes, that is,
stochastic processes in continuous time, where we instead of time (t)
insert a new stochastic process. We will aim to define such a process in a
meaningful way. We need to make sure that the elements are definable
and measurable. The Markov property is expressed in terms of conditional
expectation. We only need to be certain that the process is adapted to the
filtration we take the conditional expectation with respect to. We work
with filtrations that can be expressed in terms of the filtrations generated
by the time process and the base process. This examination makes us
able to retrieve a structure that is relevant in the study of Markovianity
of time changed Lévy processes. The chapter also contains a proof of the
well known result that a Lévy process time changed with a subordinator
is a Lévy process, that is, a Markov process.

In the appendices I included important results and definitions, to which I refer
throughout the thesis, but that need no commenting or elaboration. Some of
the results are well-known and can be referenced by name. An example of this
is Fubini’s Theorem. Moreover I have included results, where several hypothesis
need to be checked in order to draw a conclusion. Reporting such results makes
it more transparent for the reader to see we arrive at the conclusions.
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CHAPTER 2

Preliminaries

The purpose of this chapter is to lay the mathematical foundation for the thesis.
By not having to introduce new notions as they appear in the later chapters, we
can focus on the subject under examination. The current chapter contains a mix
of explanations of notation, definitions, results and presentations of advanced
topics. The presented material will either be referred to or simply serve as basis
for the mathematics throughout the thesis.

2.1 Remarks on Notation

Denote vectors in R? as x or y (not in boldface), also in the case where d = 1.
The i’th coordinate of z is denoted z;. Let z,y € R%. Equip R? with the inner
product, (-, -), defined by

| - | denotes the Euclidean norm induced by the inner product above, and is
defined as

for x € R%. Mat(d, m) denotes the space of real d x m matrices.

Define .#(R%,R) to be the space of measurable functions from R? to R.
Let .#,(R?,R) and .Z.(R?,R) be the space of functions from .#(R% R) that
are bounded and continuous, respectively.

Let (E,&) and (G,¥) be measurable spaces. Define the mapping @ : £ — G,
and let B € 4. The preimage of B through @ is the set {z € E : ®(z) € B}
and it is denoted ®~1(B).

F := (#,)i>0, where (F,);>¢ is a filtration on the probability space (2, .%,P).
FY is the filtration generated by the stochastic process (Y1) i>0-

Y will in general denote the stochastic process (Y3);>0, but will in some
cases denote a stochastic variable or a stochastic vector. What Y denotes will

5



2.2. Probability Spaces

be clear from the context. The same holds true for X,7T and L.
N denotes the natural numbers including 0; that is {0,1,2,...}.

Let € be a collection of subsets of a space E. (%) denotes the o-algebra
generated by % (i.e. the smallest o-algebra containing %). Let % and
4 be two o-algebras on E. .# V ¥ is defined as o(# U¥Y). If . and ¢
are o-algebras on different spaces, we write % ® ¢ for o(F x ¢4), where
F x4 ={AxB:AcF Bc%} Moreover, if we let ;1 be a measure on
(E,&) and v be a measure on (G,¥). Then u ® v denotes the unique measure
on the space (E x G,& ®¥) such that @ v(A x B) = u(A)v(B) for A € &
and B € 4 (see e.g. [Thol4, Theorem 6.3.3]).

%(R?) is the Borel o-algebra on RY. That is, the o-algebra generated by
the open subsets of R%. In short we write Z%.

Let ¢ > 1, and denote by L'(u) the spaces of functions, f, such that
[ 1f|*dpu < oo. We say that a stochastic vector is integrable if it is in L'(P) and
square integrable if it is L?(P).

M?[0,T] denotes the space of stochastic processes in L*(Ajg ) ® P), that
are progressively measurable.

SDEs are an abbreviation for ’Stochastic differential equations’.

2.2 Probability Spaces

Throughout the thesis (2,.%,P) denotes the underlying probability space on
which the random elements are defined. The following definitions are general
and many of them can be found in, for example, [Ball7, Section 2.1].

Definition 2.2.1. A stochastic vector is a measurable mapping from (2, .%#,P)
to (RY, B(R%)). A stochastic process on RY, (denoted (Y;);>0) is a family of
indexed stochastic vectors.

O

Definition 2.2.2. Let Y := (Y});>0 and Y’ := (Y});>0 be stochastic processes
defined on (92, #,P) and (¥, %' ') respectively. Then we say that Y and Y’
are equivalent if for allm € Nand 0 < t; < ... <t, and By, ..., B, € Z(RY),

P(Y;, € By,....Y;, € B,) =P(Y}, € By,....Y] € By,).

Or in short 4
Yo, Ye,) = (Y7, YY)
O
Definition 2.2.3. |[Ball7, p. 32] Two stochastic processes, X and Y defined on
the same probability space are modifications if P(X; =Y;) =1 for all t > 0.

O



2.2. Probability Spaces

Definition 2.2.4. A filtration, (#):>0, is an increasing collection of sub o-
algebras of .#, indexed by ¢ > 0. A stochastic process, (Y:);>0 is said to be
adapted to the filtration if Y} is .%;-measurable for all t > 0. A filtration is right
continuous if Fy = Ngsy Fs.

O

Definition 2.2.5. Let Y be s stochastic process. FY := (%} );>¢ denotes the
natural filtration or the filtration generated by Y. It is defined as

FY = \/ a(Ya),
u<t

where
o(Y,) ={Y, (B): B c ZR"}.

Remark 2.2.6. {Y, Y(B) : B € #(R%)} is a o-algebra by [Kal21, Lemma 1.3].
O

Definition 2.2.7. A probability space, (2, #,P), is complete if A € F for all
A C B, where B € # and P(B) = 0. In words, the probability space contains
all null sets.

O

Definition 2.2.8. Let (Q2,.%,P) be a complete probability space. Let A4 :=
{A € .7 :P(A) = 0}. The filtration (.%#;)¢>0 is said to be P-augmented if for all
t>0; Fp=F VAN

O

The assumption that the probability space is complete is useful in many
situations. For instance, the following lemma that will be used throughout the
thesis depends on this assumption. The theorem is an extension of a result
from [Kal21| (Theorem A.2.1).

Lemma 2.2.9. Let (f,,)nen be a sequence of stochastic vectors (on R?) defined
on a complete probability space, (2, F,P), and assume that f is a mapping
from Q to R, If f, converges to f almost surely then f is a stochastic vector.

Proof. (§8) Let £ be the subset of © such that f,(w) converges to f(w) for
w € Qp. As the probability space is assumed to be complete, we get that € is
in .7 because 0§ is a null set. Let B € R?

fHB) = (n{f € BY)U(Q5 N{f € B}).
Qo N{feB}e ﬁbyand Q§ N{f € B} is a null set and

thereby it is contained in .%. [ ]

It will be a standing assumption that the probability space, on which the
random elements are defined, is complete, and that the filtrations that are
given are P-augmented and right continuous. Moreover, we assume that the
stochastic processes take values in the measurable space (R?, Z(R?)).
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2.3 Independence

Let 41, ..., %, be sub c-algebras of .%. By |Ball7, p. 6] they are independent
if for all A; € F1,..., A, € F,

P(Ay, ..., An) = [ [ P(A)

This means that if we let Xy, Xs, ..., X;, be random vectors that takes values
in R% for i € {1,2,..,n}. They are independent if o(X}),...,0(X,) are
independent. Remark that all sets from o(X;) can be written as {X; € B} for
some B € Z(R%).

The following consideration comes from Remark 1.1] and is crucial
throughout the thesis. Let X and Y denote stochastic processes (.#;% )i>0 and
(ZY )i>0 denote their natural filtrations. Write ZZ for Vi>0.Z;% and note that
it is generated by sets of the form {X; € B} for t > 0 and B € Z(R?). Sets of
this form is contained in the intersection stable system of sets

¢ ={{Xy, €Bi1,..., X, €B,}:neN0<t <..<t,,By,..,B, € B}

Clearly ¢ is contained in .ZX. We say that X and Y are independent if
FX and ZY are independent, which they are if and only if (X3, , ..., X;,) and
(Ys,,..., Y, ) are independent for all 0 <¢; < ... <ty and 0 < s1 < ... < 8y, for

n,m € N.

It is possible to construct independent elements by using the properties
of the product space (see e.g. Exercise 1.11]). In general, stochastic
elements can be chosen in a way, such that are independent. This is justified in
the two following lemmas.

Lemma 2.3.1. Ezercise 1.11] Let X and Y be stochastic elements,
taking values in the measurable space (E,&). Let them be defined on the two
probability spaces (21, F1,P1) and (o, Fa,Ps) respectively (might be the same
probability space). Then there exist X' ~ X and Y' ~ 'Y such that X' is
independent of Y.

Proof. (§) Define the probability space (2, #,P) := (21 X Qa, F1 @ %5, P1 @P5).
Let (wi,w2) = w € Q and define X'(w) = X'(wi,w2) = X(w;) and
Y'(w) =Y (w1,w2) := Y (ws). Let A1, As € &. Then

P(X € A1) = P(X 71 (A1) x Qo) = P1(X 71 (A1))P2(Q2) = P (X 1 (A1),
so X ~ X'. The analogous arguments shows that Y’ ~ Y. Also

P(X' € A, Y € Ay) = P((X (A1) x Q) N (21 x Y H(A)))
= Pl ®P2(X71(A1) X Yﬁl(Ag))
= Pl(X € Al)PQ(Y € Ag),

which shows they are independent. |

If we let X and Y be stochastic processes, one can make the same
construction. Then one obtain that for all n,m € N| s1, ..., S, t1, ..., tn € [0, 00),

8



2.4. Properties of Stochastic Processes

where s; < s;41 and t; < t;4q for all ¢ € {1,....n — 1}, (Xs,,...,X;,) and
(Y, ..., Vs, ) are independent.

The following lemma is a direct consequence of Corollary 17] and the
proof is omitted here.

Lemma 2.3.2. Let Z be a random wvariable. Then there exist a sequence of

independent stochastic variables, (Z,)nen, on some probability space, (2, % ,P),
such that Z; ~ Z.

O

2.4 Properties of Stochastic Processes

We give definitions and various results regarding the measurability of stochastic
processes.
In this section Y denotes an F-adapted stochastic process taking values in R<.

Definition 2.4.1. [Ball7, p. 33] We say that Y is measurable if the function

®: [0,00) x Q — R?
(s,w) — Yi(w).

is (#(]0,00)) ® F, %#%)-measurable.

Definition 2.4.2. [Ball7, p. 33] Let T > 0, and define the function

O [0,7] x Q — R?

(s,w) — Yi(w). (2.1)

We say that Y is progressively measurable if @ is (%([0,T]) ® Fr, Z(R?))-
measurable for all 7' > 0.

O

Lemma 2.4.3. Proposition 2.1] A right continuous process is progress-
wely measurable.

Proof. (§) Let Y be right continuous and define &7 for a T > 0 as in
Let n € N and define the function a,(s) : [0,7] — [0,T]
as

kT
@) = 30 S s 4y (8) + T o)
k=1

Set @gfl)(s,w) =Y, (s)(w) and let B € ?. Then

(®)7(B) = (U1, 2 1) v (B) U () x Vi (B))

n n

which is a set from Z([0,7T]) @ Zr. Let (s,w) € [0,T) x Q. Then because of
right continuity, we get that

B (5,0) = Yo, (0 (@) = Ya(w),



2.5. Random Measures

for n — o0, as a,(s) > s and a,(s) — s. If s =T, then @g?) (T,w) = Yr(w) for
alln € N. As Y : [0,00) x Q — R? is a limit of measurable functions, we get

that it is measurable by [Theorem A.2.1] [ ]

The idea for the proof of the following lemma is similar to the one behind
the proof of the previous lemma.

Lemma 2.4.4. Let d,m € N and define the function
P:R™xQ—R?

be a continuous function for all fived w € Q and let it be a stochastic vector for
fized x € R™. Then ® is (B™ @ F, B%)-measurable.

Proof. (§§) Define the function for n € N:

®M : [—n,n)™ x Q — R?

n?-1 . .
11 1
(va) = 4 E 21[%,%)XX[%,%)(8)¢((E77%)#"})
i1 yeeyim=—"

As & is a sum of measurable functions, it is measurable. As ® is continuous
for fixed w, it is not hard to see that ®)(s,w) — ®(s,w) for n — oo for all

(s,w) € R™ x Q. By |Theorem A.2.1| ® is (8™ ® %, %%)-measurable. [ |

The following two results are claimed in |Ball7, pp. 33-34]. Here, we give
detailed arguments for the assertions.

Lemma 2.4.5. A progressively measurable stochastic process is measurable.

Proof. (588) Let (Y;)i>0 be a progressively measurable stochastic process on
(R4, %) adapted to the filtration (.#;);>0. Let Y be progressively measurable
and define for V € N the function:

Oy :[0,N] x Q — R?
(t,w) = Yi(w).

By assumption this function is (Zy ® %([0, N]), Z(R)). Let B € #(R%) and
consider the set Uyen®y' (B), and note that it is a set in .F @ %([0,00)). We
show that Uyen®y' (B) = Y 1(B).

We show that Y ~1(B) C Unen®y' (B): Let (t,w) € Y~1(B), that is Y;(w) € B.
Let K € N be such that ¢t < K. Then Pk (t,w) = Y;(w) € B. The inverse
inclusion is obvious. |

2.5 Random Measures

The introduction of Poisson processes and Cox processes will be based on the
theory of random measures, including point processes. The introduction given
here will be based mainly on the one given in [Gra76|, but for some of the

notions we consult [Rei93].

Let (E, &) be a measurable space, here denoted the state space. Let M be the
space of all measures on (E, &) that are finite on compact sets. Let .# be a
o-algebra on M.

10



2.5. Random Measures

Definition 2.5.1. |Gra76| Definition I1.2] A random measure, N, is a measurable
mapping from Q to M. That is, for A € .#, N"1(A) € Z.

Remark 2.5.2. We write N, := N(w).
O

Definition 2.5.3. |Gra76| p. 4] Let mn be a probability measure on (M, .#). It
is called the distribution of N if 7 (B) =P({w € Q: N(w) € B}) for B e ..

O

Definition 2.5.4. |Gra76| Definition I1.2] Let M,, € M be the set of measures on
(E, &), where for m € M,, and A € &, m(A) € NU{cc}. Let N be a random
measure with distribution 7. If mx(M,) = 1, then N is a point process.

O

From now on, we let N be a point process. By p. 6], we assume
that .4, is the o-algebra generated by sets of the form {m € M : m(A) € B},
where A € & and B C NU {oo}. This way of constructing the .7, allows us to
introduce the following lemma, which is presented as Criterion 1.1.1 in [Rei93].
This lemma connects the abstract definition of a point process given above to a
more intuitive definition.

Lemma 2.5.5. N is a point process if the mapping N(B) is measurable for all
B C & and if N, is a NU {oo}-valued measure for almost all w € SQ.

Proof. (§) The condition that N, is a NU {oo}-valued measure for almost all
w € Q is needed in order for 7y (M,) = 1. Assume that N(B)"*(A4) € Z for
all AC NU{oo}. Then

NB) M A)={weQ:N,B)c Ay = N"*({m e M : m(B) € A}).
As {m € M : m(B) € A} generates #,, N"'(A) € Z for all A € M, [ ]

The concept of Poisson random measures are central in the theory of point
processes. Late we introduce the Poisson process based on this definition

Definition 2.5.6. [Gra76| Definition I.3] A random measure is called completely
random if for n € N and disjoint sets By, ..., B, € &, (N(By),...,N(B,)) is a
collection of independent random variables.

O

Definition 2.5.7. [Rei93| p. 46] Let p be a o-finite measure on (E, &), which
are finite on compact sets. N is a Poisson random measure if it is completely
random and for all k € N

_ A))F
POV(A) = k) = BTy

for Aeé&.

11



2.5. Random Measures

We present the result and proof from [Sat13| Proposition 19.4]. He shows
the statement for a general o-finite measure. We only present the proof in the
case where y is a finite measure.

Lemma 2.5.8. Let i1 be a o-finite measure on a measurable space (E,&). Then
there exist a Poisson random measure with intensity measure p on some
probability space.

Proof. (§) Assume that u(E) < co. Let (Z,)nen be independent stochastic
variables with distribution p/p(F) and let Y be a Poisson random variable
with parameter p(E) (this can be constructed on some probability space by
. Define for B € &, N(B) := 23;1 15(Z;), then for each w € 2,

N,(-) = Z?;(‘f) 1.(Z;(w)) is a N U {oo}-valued measure. Moreover for for
fixed B € &, N(B) is a stochastic variable. We need to show that the
N is completely independent. Let k,n € N and By, ..., By € & be disjoint
such that UY_ B; = E. Then N(Bi) + .. + N(By) = N(E) = Y. Let
ni,...,nr € N such that n; + ... + nx = n. Remark that for fixed n € N,
O 15,(Z)y s>t 1B, (Z;)) is multinomial distributed with parameter

(u(Bl) u(Bk))
w(E) 0 p(E) /°

P(N(By) = ni,..., N(Br) = n)

= ]}D(i ]lBl (Zl) =Ny, i ]lBk (Zz) = nk:|Y = n)]P’(Y = n)

=P() _1p,(Z)=n1,...»_1p,(Z) =ng)P(Y =n)
i=1 i=1

) 1(By)

= @)

! gl ) (M(Bk))"ke_“(E) e

w(E) n!

As e (E) = Hle e #Bi) one can reduce the expression above to obtain
P(N(B1) = n1, .., N(By) = my) = [ e B B2
i=1 !

Assume that UleBk # &, and define By := &\ Uf:IBk. Then

Tr p(B)"
P(N(B1) = n1,..., N(Bi) = g, N(Bry1) = nws1) = [ | e—“(BﬁTf'.
i=1 v

Letting ny, ..., nx be fixed and summing over ni; on both sides, we obtain

P(N(Bl) =Ny, ..., N(Bk) = nk) — H 6_”(377) /’L(Bi)ni .

This also gives us that P(N(B) =n) = e’“(B)“(nL!)n, which shows the complete
randomness and Poisson distribution of N. [ |

12



2.6. The Freezing Lemma

2.6 The Freezing Lemma

Several times throughout the thesis, we refer to the Freezing Lemma in order
to show that certain processes possess the Markov property. The result is given
in Lemma 4.1] for general measurable spaces (E, &), but only a sketch
of a proof is presented. Because of the importance of the theorem, we will here
give a full proof of it. We do it a little differently than the method he has in
mind.

Lemma 2.6.1. Lemma 4.1] Let (Q,.7,P) be a probability space and
4 and 2 independent o-algebras contained in % . Let Z be a P-measurable
random variable that takes values in a measurable space (R, B(R9)). Now let
YR x Q — R be an B(RY) @ G-measurable function such that the function
w i Y(Z(w),w) is integrable. Then we have that

Ely(Z,)|2] = ©(2),

where ®(z) = E[i)(z,-)]. ®(2) is a &-measurable function.

Remark 2.6.2. The lemma also holds in the case where X takes its values in the
complex plane. Then (7, ) = ¢1(Z,-) + itp2(Z,) where 1 and 1)y are real
random functions. Using the linearity of the conditional expectation and the
result of the lemma, one can obtain

E[Y(Z,)|2] = E[1(Z,)|2] +iB[y2(Z, )| 7] = @1(2) +i®:2(2).
Where @ (z) = E[t1(z,-)] and ®o(z) = E[tha(z,)]. As
Elh1(z, )] + B2 (z, )] = E[¢(2, )] = ®(2),

we have it. This will come in handy when we shall use the lemma in the setting
of characteristic functions.

Proof. (§8) Define . to be the space of bounded measurable mappings from
R? x Q to R for which the theorem holds true. Define the class of sets

¢ ={AxB:Ac BRY Bec%)}.
We show that the conditions in the Monotone Class Theorem (Theorem A.2.4))

is fulfilled in this situation. Let A x B € ¢ and define the function
P(z,w) = Taxp(z,w) = La(z)1p(w).
Remark that 1 4(Z) is Z-measurable and 1 (w) is independent of 2.
Elaxp(Z,w)|2) = 14(2)E(15(w)|2) = 14(Z2)P(B) =: ®(Z),
and for z € R%:
Elaxp(zw)] = 1a(z)E[lp(w)] = 1a(2)P(B) = @(2),

as 14(z) is a constant. Remark by the linearity of the conditional expectation
and the expectation that J# is a vector space. Let (¢, )nen € H be positive
and increasing such that lim,, ., ¥, is bounded. Then for all n € N

E[Yn(Z,)| 2] = ¢n(Z), where ®,,(z) = E[i,(z,-)].

13



2.7. Integration With Respect to Martingales

As 1, is B(R?Y) ® F-measurable, lim, .y, is B(R?) @ F-measurable
as well. Taking the limit on both sides using bounded convergence for
conditional expectations (|Ball7, Proposition 4.2(c)]) and Bounded Convergence

(Theorem A.2.2|), we obtain
E[ lim $(Z,)|2] = lim ,(2),

where

n—roo

That the equality holds almost surely is sufficient in this case, as we are working
with conditional expectations. We conclude that the lemma holds true for all
bounded %(R?) ® ¥-measurable functions.

Let ¢ be a (#(R?) ®%)-measurable function, such that ¥(Z(w),w) is integrable.
Define 97 (z,w) := 0V ¥(z,w) and ¥~ (z,w) = —(¢(z,w) A 0), which are both
(#B(R?) ® 4)-measurable functions and ¥ (Z(w,),w) and ¥~ (Z(w),w) are
integrable. Remark that for K € N, ¥ (z,w) A K € 5 as it is bounded and
(#(RY) @ 4)-measurable. Therefore the lemma holds true for ¥+ (z,w) A K.
As T (2,w) A K goes to ¥ (z,w), and ¢ (Z(w),w) is integrable, we refer to
[Ball7, Proposition 4.2(a)] to conclude that

E[¢+(Z7 )|-@] = I(lgnoo (I);_((Z)v

where
lim f() = lim E[p* () A K] = B[ (2, )],

K—oo K—oo

by Monotone Convergence (Theorem A.2.3|). The same argument applies for
1™, so by linearity of conditional expectation and expectation, we obtain the
theorem for 1. |

2.7 Integration With Respect to Martingales

introduce integration of predictable processes with respect to square integrable
martingales. The introduction relies heavily on |[TW89| section I1.2]. A lot of
details will be omitted. In order to make an introduction we will need to be
familiar with the following definitions:

Definition 2.7.1. [Ball7, Definition 3.3] A stopping time with respect to the
filtration (#;);>0 is a mapping

7:Q — [0, 00],
such that for all ¢t > 0, {7 <t} € F. The optional o-algebra for 7 is defined as

F.={Aec\| ZAn{r <t} € F forallt >0}
t>0

We say that 7 is finite if P(7 < c0) = 1.

14



2.7. Integration With Respect to Martingales

Definition 2.7.2. [Ball7|, Definition 5.1 and Definition 7.3] Let M := (M;);>0
be a stochastic process adapted to the filtration (.%#;)i>0. M is a martingale if
M; is integrable for all ¢ > 0 and that for all 0 < s <t

E[M,|.Z,] = M.

M is a local martingale if there exist a sequence of stopping times, (7, )nen,
such that for all w € €, 7,,(w) — oo for n — oo, and such that for all n € N;
(Miar, )e>0 is a martingale. Such a sequence is called a reducing sequence of
M. Using the wording of Definition I1.1.7] a locally square integrable
martingale is a local martingale such that for all n € Nand ¢t > 0, E[M? ,,] < co.

O

The following definition comes from a lecture in the course MAT4720
(autumn semester 21/22).

Definition 2.7.3. A stochastic process (¢.);>¢ that is adapted to the filtration
F := (%)1>0 is predictable if it is measurable with respect to the o-algebra

P*=o{(s,t] x F: s <t,F € .FZ,}.
|

Let M := (M;)i>0 be a right continuous square integrable martingale,
adapted to the filtration (.#;)¢>0, such that My = 0 almost surely. Let .45 be
the space of martingales of this type. This space is complete with the metric

I M =Y 27 "(EBIMZ]Y2 A D),
n=1

for M € .#;. There exists a process (A := ((M)¢);>0) that almost surely is
increasing, right continuous and starting at 0. This process is integrable and
M? — A; is a martingale. Let % (M) be the space of predictable processes
((¢1)¢>0) such that for all T > 0,

T
]E[/O Pp2dA;] < 0.

This integration can be done pathwise, as A has finite variation. Define the
metric on % (M) by

| & ll.2.ar):= Z 27”(/ dIdA; A1)
n=1 0

Identity two elements ¢ and ¢’ in £ (M) if || ¢ — ¢ || %, (ar)= 0.
Define elementary processes as processes in % (M) of the form

$u(t) = ol im0y (t) + > @r. (e, 0,4 (t)
1=1

for 0 = tg < t1 <ty < ... and <pgls that are %; -measurable. Remark that
such functions are measurable with respect to ZF and that all left continuous

15



2.7. Integration With Respect to Martingales

adapted processes from % (M) can be approximated by functions of this type.
Let ¢ € % (M) be left continuous. Then the sequence

o

oM (1) = ol —oy (1) + Y 615 i1 (t)

n’ n
=0

is of the desired form and approximates ¢ pointwise. By [[W89] the space
of elementary processes from % (M) is dense in % (M) with respect to the
metric given. This means that if we let a stochastic process from % (M) be

given, there exist a sequence of functions ( (;)) ken on the form above such that

I quf) — ¢ ||z y— 0 for k — oco. For elementary functions from %5 (M), we
define the integral with respect to M as

T n—1
/O ouO)AM(t) =3 n (M(tip1) — M(t:) + oo, (M(tnsr AT) = M(t)),
=0

where T € (tn, tnt1]-

Definition 2.7.4. We denote the integral of ¢ with respect to M from 0 to T
as I(T).

a

In what follows, it will be implied that we integrate an elementary function.

The computations of the proof of the following lemma are similar to the ones I

delivered as a mandatory exercise in the course MAT4720 (autumn semester
21/22).

Lemma 2.7.5. I(T) is a martingale and E[(I(T))?] = E[[; ¢%(t)dAs].

Proof. (§) Let s < T and remark that if ¢; > s then by the use of the Tower
Property (Proposition A.1.11J)

Elp(t:) (M (tiv1) — M(t:))|Fs] = E[E[p(t:) (M (tiv1) — M (t:))|F.]
ti)

and if t; < s < t;41, then
Elp(t:) (M (tiv1) — M(8:))|Fs] = o(t:) (M(s) — M(t;))

We take a look at the expression E[I(T)?]. Squaring the integral expression

above (fOT op(t)dM(t)) gives rise to a sum of quadratic terms of the form
@2 (t;) (M (t;y1) — M(t;))? and mixed terms of the form

P(tr)p(t) (M (trr1) = M (tx)) (M (ti41) — M(41))-

It is not hard to show (again by the use of the Tower Property) that the
expectation of the mixed terms are 0. This means we just need to take the
expectation of the sum

n—1

Dt (M (tigr) = M(8))* + @(tn)* (M (tni1 AT) = M(tn))*.
=0
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2.7. Integration With Respect to Martingales

By utilizing the fact that M? — A, is a martingale we obtain for ¢ > s
E[M] — A|Fs| = M7 — Ay = E[M? — A|F),
which implies that
E[M{ — MZ| 7] = E[A; — A,| 7).

Moreover, remark that (again using the Tower Property)

E[@i (MtL+1 - Mt )2} = E[ (Mt2+1 + Mt2, - 2Mtthi+1 )]
- E[‘)Dt [ t +1|'/t ] + M2 - 2MtiE[Mti+1|yti)H

E[p;
Efp

| F)+ M2 —2M7)]|
— MP)].

(E
i (E[ME,,
h (M

L+1

This means that
2 2 2 fr 2
Bl (M2, — M2)| =Bl (Ar, — ) =B[[ Al

Conclude that

This relies on the fact that such integrals can be split up on disjoint time
intervals. |

This secures that || I ||z =]l ¢% |2 ). Now let ¢ € % (M) and choose a
sequence of elementary processes (qb(k))keN that approximates ¢. Remark that
subtraction of one elementary process from another leads to a new elementary
process. Also, we have that the integral operation of elementary processes is
linear. Denote by I,, the stochastic process [, (™ (s)dM, We obtain that

I 2o = L =l 6™ = ¢ | zyany= 0 for m,n — oo

This makes (I,)nen a Cauchy sequence in .#5 space. Consequently, as .#5
is complete Lemma II.1.2], there is an element I € .#5 such that
| I, — I || 0 for n — co. We will just state that such a limit is unique
(independent of the choice of approximating sequence), and we define the
integral of ¢ with respect to M as this limit 7.

Still following the presentation from closely, the theory can be ex-
panded to integration with respect to local martingales. Let .Z4°¢ be the space
of (#1)i>0-adapted locally square integrable martingales that are 0 at time 0
almost surely. There exist a process locally square integrable process (A;)¢>o0
that is F-adapted, right continuous, increasing and 0 at 0 almost surely such
that (M2 — Ay)i>0 is a local martingale. Let M € .#4°¢. Define Z°¢(M) to be
the space of predictable stochastic processes, ¢ such that there exists a sequence
of stopping times, (0, )nen such that o,, — co almost surely for n — oo and

on NT
/ PrdA; < 00
0
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2.8. Stochastic Differential Equations

for all T'> 0 and n € N. If we (v, )nen be a reducing sequence of M. Choosing

the sequence (7,,)nen to be 7, := 0, A 7, this sequence is both a reducing
sequence of M by [Ball7, Proposition 5.6] and fOT”AT ¢?dA; < oo for all n € N

and T > 0 as the integral is increasing. Therefore for ¢ € .Z4°¢ it is possible to
define the integral of 1<, }(t)¢: with respect to M™ := (Miar, )i>0 for all
n € N. Tt is possible to obtain that there exists a stochastic process I'°(t) (see
[TW89, p. 57]), such that I'*°(t A ,,) is the stochastic integral of 1<, 1 ()¢
with respect to M™ (so it is a martingale). Thereby, I'°¢ is a locally square
integrable martingale.

2.8 Stochastic Differential Equations

This section relies on [Ball7| and [0ks03|. Let B be a standard Brownian
motion as defined in [Definition A.3.2l As this is a martingale with A; = (one
can show that B? — t is a martingale), it is possible to define an integral of
(v¢)¢>0 with respect to the Brownian motion if (v;);>¢ is a predictable stochastic

process such that E[fOT v2ds] < oo (see . It can be shown that the
integral is an element in L?(P). In fact the integration can be defined for a
broader class of stochastic processes, namely processes that are progressively
measurable and for which it holds that EJ fOT vidBy] < oco. This is proved in

[Ball7, Chapter 7].

Definition 2.8.1. |[Oks03, Definition 4.1.1] Let B be a standard Brownian motion.
(Yi)tejo,r) is a real It6 process if it can be written on the form

t ¢
Y, =Y, —|—/ ugds —l—/ vsdBs, t€[0,T].
0 0

Here (ut)¢ejo, 7 and (ve)sefo,7] are real stochastic processes, where fot lus|ds < oo
for all ¢ € [0, T] almost surely and fg u?ds < oo for all t € [0,7] almost surely.

O

It can be proved that the space of It6 processes is closed under smooth
mappings, a result better known as the It6 formula. We state it here without a
proof:

Theorem 2.8.2. Equation (4.1.9)] Let Y be a Ito process as defined in
| Definitron 2.8.1. Let
g:[0,00) xR—R
be a function, that is two times continuously differentiable. That is
Og(t,x) Og(t,x) 0°g(t,x) Pg(t,x) Pg(t,x)
ot 7 ox 7 Oxot T 0x% T Ot?
are all continuous functions in both variables. Then (g(t,Y:))iepo, ) is an Ito
process and

1 0%
2" a2

a(t.Y,) = 90, Yo)+ / 995 ¥) +u, 2 (s, +

Os ox )ds

(2.2)

t ag
S aY; dBS) t ,T'
+/0 v 893(8 ) € 10,7
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2.8. Stochastic Differential Equations

O

It is also possible to define the multi dimensional stochastic integral with
respect to a Brownian motion. We introduce it as done in Section 8.4]).
Let (By);>0 be an m-dimensional Brownian motion and let (.%#;);>¢ be the sigma-
algebra generated by B. Let (X(t))¢cjo,r] be a Mat(d, m)-valued stochastic
process. Let (i,7) € {1,...,d} x {1,...,m} and assume that (3; ;(t)):c[o, 7] are
progressively measurable and that E[ fOT 37 ,(s)ds] < oo (In this case we also
write 3 € M?2[0,T]). We can define the stochastic integral of 3 with respect to
B, as a d-dimensional vector, where for ¢ € {1,...,d}:

T m T
( / 2<s>dB<s>>i:; / S5 (s)dB; (s).

We introduce the concept of stochastic differential equations, which is a
differential equation containing a path integral part and a stochastic integral
part.

Definition 2.8.3. [Ball7| Definition 9.1] A stochastic differential equation is an
expression on the form
dCt = b(t, Ct)dt + O'(t, Ct)dBtv t e [U, T],

Cu=1. (2.3)

Here b and o are measurable mappings, that are defined on [u,T] x R?. b
takes values in R? and o takes values in Mat(d,m). We assume that 7 is

F,-measurable. A solution to [Equation (2.3)|is a stochastic process (ft)se[u,T],

where . .
gt =1 +/ b(s7fs)d8 +/ U(Svgs)dBm
u u
for all ¢ € [u, T.
O

For a full proof of the following theorem, see [Ball7, Theorem 9.2]. We will
just give the main idea for the proof, because it is constructive and we will use

it in to prove other results.
Theorem 2.8.4. Assume there exist an M > 0 such that fort > 0 and z,y € R%:

(i) lo(t,z)|, |b(t, )| < M(1+ |z|) (Global linear growth,).
(i) |o(t,x) — o(t,y)|, |b(t,x) — b(t,y)| < M|x — y| (Lipschitz condition).
Then there exists a stochastic process from M?>[u,T], which is a solution

to [Equation (2.3). The solution is unique in the sense, that if there exist

two processes (Ci)ieu,r) and ((f)iefu, 1 from M?2[u,T] that are solutions to

|Equation (2.3)], then ¢ = ¢, for all t > 0 almost surely. We call such a solution

a diffusion.
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2.8. Stochastic Differential Equations

Proof. (§) The idea of the proof is to follow an iteration process (Picard
iteration). Let Ct(o) :=n for t € [u,T]. Define for m € {1,2,...}:

t t
¢ = [ blsgtn ds+ [ ot g V)aB,

for t € [u,T]. Tt can then be shown that lim,, . C(m) is a continuous element
in M?[u,T], and that it is a solution to the stochastic differential equation

Equation (23] B
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CHAPTER 3

Markovianity

In this chapter we let Y := (¥}):>0 be an adapted stochastic process defined
on the filtered probability space (€2, %, (%;)i>0,P). Moreover FY := (FY);>¢
denotes the filtration generated by Y. Assume that Y takes values in the
measurable space (R?, Z(R?)).

The aim of this chapter is to introduce the Markov property for stochastic
processes in continuous time.

3.1 Conditional Distributions

In the following section we define the concept of conditional laws.

Definition 3.1.1. page 98] Let X and Y be stochastic vectors on a
probability space, (£2,.7,P), that takes values in (R™, Z(R™)) and (R?, Z(R%))
respectively. The family of probability measures (7(y,dz)),cga is the condi-
tional law of X given Y if the following two conditions are met:

(a) For every A € B(R™), n(y, A) is a B(R%)-measurable function.
(b) For every A € (R™) and B € #(R?),

B(X €AY €B)= /B n(y, APy (dy).

O

The following lemma and proof is inspired by the arguments presented
in [Ball7, Section 4.3] and creates the connection between the conditional
distribution with respect to Y and the conditional expectation with respect to
a(Y).

Lemma 3.1.2. Let X and Y be defined as in|[Definition 3.1.1. Define
n:RY x BR™) — [0,1]

and assume that n(y, A) is measurable for fived A € B(R™). (n(y,dz)) cra is
the conditional law of X given Y if and only if

E[f(X)|Y] = [E F@)n(Y, dr)
for all f € A,(RYR).
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3.2. The Markov Property

Proof. (§) We start off showing the ’only if” part of the proof. Let n(y,dx),cga
be the conditional distribution of X given Y. We show that [g,. f(z)n(Y,dx)
is o(Y')-measurable and that

EE[f(X)[Y]ip] = E[ - (@)n(Y, dx)1p]

for D € o(Y"). This is sufficient by |[Ball7, Remark 4.2]. It is possible to rewrite
condition () to
Ellixeaylyveny] = / / La(z)n(y, dz)Py (dy).
B m
By Monotone Class Theorem (Theorem A.2.4)) we obtain

B vem] = [ [ f@nty. oy (@),

for f € .4,(R™,R), because [, n(y, )Py (dy) is a measure on Z(R™). Remark
that as [5.. f(z)n(y, dz) is Z(R?)-measurable, then [g,. f(z)n(Y,dz) is o(Y)-
measurable. Also we have
Elf(X)iyery] =EE[S(X)YLyen)]
because 1{y¢py is 0(Y)-measurable and that
[ [ t@nt.dnpy iy <[ f@mY.dotyen)

B Jr™ Rm
As all sets from o(Y") can be written as {Y € B}, this is sufficient.
On the other hand, assume that

BUFCOI] = [ fam(Y.da)

for all f from .#,(R% R). Let B € B(RY).

3.2 The Markov Property

In both |[Ball7] and [Sat13| the definition of the Markov property is expressed
in terms of Markov transition functions. Here we give a well known alternative
definition. Later in the chapter, we show that the definitions are equivalent.
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Definition 3.2.1. Let Y be a stochastic process that takes values in R? and
assume it is adapted to the filtration F. It is said to be an F-Markov process if

E[f(Y)|Zs] = E[f (YD) [Y], (3.1)
for all t > s > 0 and all f € .#,(R? R). In this situation it is also said that Y’
possess the Markov property.

Remark 3.2.2. If Y is a Markov process with respect to the filtration F it is
also a Markov process with respect to its natural filtration, F¥. This comes
from taking the conditional expectation on both sides with respect to .#) and
using the Tower Property (Proposition A.1.11J).

E[E[f(Y:)|Z] | ] = Blf(Y2)| )]
because .#Y C .Z,. Also

E[E[f(Y,)| Y7 ] = E[f(Y2)|Y.]

because o (Y;) C .FY.
Remark 3.2.3. If for all t > s > 0,

]E[f(yvtﬂys] = 0s,t © f(}/;)

for real measurable functions gs ¢, then Y is a Markov process with respect to F.
This is true because the equality implies that E[f(Y;)].Z;] is o(Y;)-measurable,

which secures [Equation (3.1)
]

3.3 Transition Kernels

As mentioned above, Markov transition functions are often used to express the

right hand side in equation [Equation (3.1)l Markov transition functions are

based on the concept of transition kernels, which we start off defining.
Definition 3.3.1. Definition 4.1] A mapping

P:R% x B(R?) — [0,1]
is a transition kernel if the following conditions hold:

(i) A~ P(x, A) is a probability measure for z € R9,

(ii) « = P(x, A) is a measurable function for A € Z(R).

The following lemma and proof are based on [Ped20, Remark 4.4].

Lemma 3.3.2. Let P be a transition kernel and let f : RY — R be a bounded
and measurable function. For x € R? it is possible to integrate f with respect to
the measure P(x,-). We write

Pf(x) = Rdf(y)P(ﬂfady)- (3.2)
Pf(x) is measurable.
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Proof. (§§) Let x € R4, We argue that P f(x) is measurable function by
Monotone Class Theorem f]lA P(z,dy) = P(z,A) is

by the definition above a measurable functlon Assume that f and g are
bounded and measurable and that Pf(xz) and Pg(z) are measurable, then
P(f(x) 4+ g(z)) = Pf(x) + Pg(x) are measurable and P(cf(z)) = cPf(z) are
measurable by the properties of integrals. Let (f,(x))nen be an increasing
sequence of bounded and measurable functions such that P f, (z) is measurable
and such that lim, . f»(2) is bounded. Pf,(z) is an increasing measurable
function. Then we have, that lim, ,. Pfn(z) = Pf(x) is measurable
and bounded by Bounded Convergence (Theorem A.2.2). Thus Pf(x) is a
measurable function for all measurable and bounded functions, f. |

Define for (z, A) € (RY, B(R?)) PQ(z, A) == [ Q(y, A)P(z,dy) as in [Ped20)

Definition 5.1]. We show that this is in fact a tran51t10n semigroup. As
Q(y, A) is a measurable and bounded function, we must have that PQ(x, A) =
J Q(y, A)P(z,dy) is a measurable and bounded function with respect to by
the previous lemma. Also PQ(x, A) is a probability measure because

PQ(z,RY) = / Qy, RY) Pz, dy) = / 1Pz, dy) = P(z,RY) =

We also have by an analogous calculation that PQ(z,0) = 0. Let (A, )nen be a
sequence of disjoint sets from Z(R?).

PQ(I7U77,ENA7I) :/Q(y7UTLENA")P(x’dy)
k
= / Jim ;Q(y,Ai)P(x,dy)
k
~ lim. / Z‘To(y,Ai)P(x,dy)
= ZPQ(vaZ)7

where Monotone Convergence (Theorem A, 2 3)) is applied. By the definition of
measures (see e.g. |Deﬁn1t1on A.1.2) PQ(z,-) is a probability measure. It is not
hard to see that if R is also a transition kernel, we have that (RP)Q = R(PQ)
(associativity).

Definition 3.3.3. [Sat13| Definition 10.1] A family of transition kernels
(Pst)i>s>0 is called an Markov transition function if it fulfills the follow-
ing two properties.

(i) Pss(x, A) = 0,(A) for all s > 0.

(ii) Py sPst = Py forallt > s>u>0.
Remark 3.3.4. For t > s >u >0 and f € .#,(R? R):

L [ FOPslad2)Pusta ) = PusPesf @
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3.3. Transition Kernels

= u,tf(w): f( ) ut(x dy)

Remark 3.3.5. In the case where Py 115 = Py 45 for all s,t,t' > 0, the Markov
semigroup can be written more compactly as (Ps)s>0, where Py = Py 4y for
t,s > 0. In this case the group is called a time homogeneous Markov transition
Sfunction.

O

The following definition of the Markov property is most common and is the
content of for example [Ball7, Definition 6.1].

Definition 3.3.6. Y is an F-Markov process with respect to the Markov
transition function (Ps;)i>s>0 if for any bounded measurable functions f :
R¢ — R, we have that

E[f(Y)|Zs] = Ps(f(Ys)), (3-3)

fort > s>0.

Remark 3.3.7. By [Lemma 3.3.2] Ps,(f(x)) is a measurable function, so by
[Remark 3.2.3| [Equation (3.3)|secures that Y is indeed a F-Markov process.

O

We show now that the Markov property that are given in
and [Equation (3.3)|are equivalent.

Lemma 3.3.8. Let (Y;):>0 be a an F-Markov process. Then there exist a Markov
transition function (Ps)i>s>0, such that'Y is a Markov process with respect
Markov transition function (Ps)i>s>0-

Proof. (8§8) Let (1s,:(y, dx)),ecra be the conditional distribution of Y; given Y.
We show that this is the Markov transition function we are looking for. Then

by for f & 4R ),
B[/ (YY) = / F @ (Ve d).

If we use the notation n,¢(f( = Jpa f(@)ns:(Ys,dx) we see that it
fits |Efquatlon (3. 3)l We just need to show that (7s:)i>s>0 lives up to
[Definition 3.3.3lLet 0 <u < s <t.

E[f(Y)|Yu] = E[E[f(Y:)|. 7] Y]
=E[E[f(Y)[Y:]|Y]

_E / F@)naa(Va, d) Vel
://f(m)ns,t(y,dx)nu,s(ymdy)

Thus 7y, sMs,t = Nu,t, because 1, (f(Yy)) = E[f(Y2)|Yy]. Moreover

BV = 1Y) = [ f@)sv. (do).
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3.4. Distribution of Markov Processes

We conclude that (1s¢)¢>s>0 is the Markov transition function associated to
Y. [ |

A third equivalent way of expressing the Markov property is the one given
in the following lemma. It is for example noted in [Ball7, Remark 6.1]. The
proof is a straight forward application of the Monotone Class Theorem, but for
completeness we give the full proof.

Lemma 3.3.9. Let (Ps 1)1>s>0 be a Markov transition function. Y is a F-Markov
process associated with (Ps;)i>s>0 if and only if for all A € B(R?)

P(Y; € A|F,) = Pyy(Ys, A). (3.4)
Proof. (§§) Let A € (R?) and f(x) := 1 4(x), which is obviously measurable
and bounded. If we set f(x) into (3.3) we obtain
On the other hand, we assume tholds true. We prove it by
using the Monotone Class Theorem (Theorem A.2.4). We choose 57 to be the
set of functions for which [Equation (3.3) hold true. As

Pou(Ya, 4) = / La(y) Py (Yo, dy)

and

E(14(Yy)|Fs) = P(Y; € AlF),
we get that 14 € J# for all A € Z(R?). We need to verify (2) and (3)
from [Theorem A.2.4| holds true. Property (2) is obvious by the linearity of

conditional expectation. Assume that (f,)nen € € is a sequence of positive,
non decreasing functions and define f :=lim,, oo fn, which is bounded. Then

by [Ball7, Proposition 4.2]

n—oo

almost surely, and by Monotone Convergence

lim fu(2)Ps 1 (Ys,dx) = y f(x)Ps 1 (Ys, dx).

n—oo Rd

This validates property (3). [ |

3.4 Distribution of Markov Processes

Definition 3.4.1. Let Y be a Markov process. The measure p := Py, is called
the initial distribution of Y.

O

The following theorem shows how to express the finite dimensional
distribution of a Markov process in terms of the corresponding Markov transition
function. The result is taken from p. 48] and the proof is generalized
from the proof of the similar result for Markov processes in discrete time (|[Ped20)
Theorem 4.17]).
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3.4. Distribution of Markov Processes

Lemma 3.4.2. Y = (Y});>0 is a Markov process associated to the Markov

transition function (Ps)i>s>o0 if and only if for all0 <t; <ty <tz < ..<t,
and Al, Ag, ceny A R Rd)

P(YgleAl,...,YtneAn):/ / / 1
R J Ay A, (3.5)

Pyt (Un—1,dYn) - - - Pot, (Y0, dy1) Py, (dyo)-

Proof. (§§) Assume that E[f(Y})|.Z5] = Ps(f(Ys)) for all f € #,(R% R) and
t > s > 0. We prove the ’only if’ part of the statement by induction in n. Let
n=1,t>0and A€ Z(R?). Then we have that

P(Y; € A) = E[14(Y2)] = E[E[1a(Y:)[F0]] = E[Po,.(14(Y0))]

= [ [ 1Pty ).
Rd
We start off proving that if for Ay, ..., 4,, € B(R?):

E(La s.xa, (Y, Y2 /Rd/]lAlx s A Y15 oo Yn) Py ) (dy) p(dyo),

where
Py,...omy(dy) == P, 1, (Yn—1,dyn) - -+ Pot, (Yo, dy1)
then we have that

B Vi Ye) = [ [ 1010 Py (@) (30)

for all f € #,(R%,R).
Define & 1= {A; x---x A, : Ay, ..., A, € B(R?)} and let 7 be the collection of

measurable functions fulfilling (3.6). We will show that (1)-(3) in|Theorem A.2.4
holds true for this choice of o/ and 7.

(1): A set from  has the form A; x --- x A,, and we have assumed that
functions of the form 1 4,x...x 4, arein J7.

(2): By the general properties of integrals, we have that if f, ¢ is bounded and
measurable and fulfills equation ([3.6]), then we have that

E[f (Yo, Ye,) + 9(Yer, Vi) :E[fml,.. Yo )] + Elg(Yi,. .. Vi)
/ / W1 oo Pyt (o)

+/Rd/g(yla;yn)P(t177tn)(dy)[L(dy0)
= /R /(f(ylvan)+9(y1,~~~,yn))P(tl,___,tn)(dy)u(dyo).

The same principle applies for cf.
(3): We let (fx)ren be an increasing sequence in 7. By Monotone Convergence

(Theorem A.2.3|)
E[nh_{r;o fk(ytw ey Y;fnﬂ

lim E[fy,(Ys,, oy Ys,)]

k—o00

= hm /d/fk(yla"'ayn)P(tly--wtn)(dy)u(dyo)
R

k—o0

:/ /lim @1y Yn) Py, (dy) p(dyo).-
Rd k—oo
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3.4. Distribution of Markov Processes

We conclude that 7 contains all bounded functions that are measurable with
respect to o(a/) = ZB(R?)". Now assume that the statement holds true for
n>1 Let 0<t; <tg - <ty <tpy1 and Ay, ..., A, Apy1 € %’(Rd).
P(Y;, € Ay,... Y, € Ap Yy, € Ant)

= ]E[E[]IAl XX Ap X Ang1 (Y;fl? . }/tn75/tn+1)|ﬁt H

= E[ﬂAl XX A (Y;fl’ ) }/tn>E|: An+t1 (}/tn+1)|§tn]]

= E[]lAlx"'XAn (Y%17 sy }/vtn)Ptnytn+17t ( Ant1 (Y;f ))]
Here we used the Tower Property, the Markov property of Y and that

Ta,x. x4, = La,x...xa, ,14,. By the induction assumption and the fact
that

f(Y;fw 7Y ) *]lA1>< ,(Kﬁlv"'vytn)Ptn,th—t ( n+1(Y; ))

is bounded and measurable we can write
Ela, xxca, (Yo oo Yo, ) Pry i —tn (La, 0 (Y,)]
/Rd/ /]1A1>< A (Y15 s Yn) Proyt (La, iy (Un)
Pt oty (Yn—1,dyn) -+ - Poty (Yo, dy1)Py, (dyo),

which can be rewritten to the desired form.
We show the "if part’ of the statement. We assume that we can write the finite
dimensional distribution of (Y%):>¢ as in [Equation (3.5) We want to show that

Elal{yv,epy] = E[LaPs (Y, B)]

for all A€ .ZY and t > s. We start of showing the identity for a intersection
stable generator system for .ZY , namely ¢ := {{Y,, € Ry,...,Y,, € R,} :n €

N0 < <<t <8Ri,....,R, € BRYY (see [Section 2.3). Now we
choose a set A € 4. Remark we can always assume that u,, = s. We write
Ta(w)=1pr,x...xr, Yuys--s Yu, ). For b > 0, we have that

Elaly,epy] = E[Rr, x-.. xR xBYuys s Y, 15 Yo, Y2)]

= / / o / / ]lps,t(ynv dyn+1)Pun,1,s(yn—17dyn>
R J Ry

- Po,u, (Yo, dy1) o (dyo)

/ / / st yn7 un 1,8 (yn ladyn)
R4 Rl

“ Po,uy (Yo, dy1) o (dyo)
=E[1 4P, (Ys, B))].

This shows the Markov property (P(Y; € B|.ZY) = P 4(Ys, B)) by in |[Ball7
Remark 4.4] because for A € Z)

E[LAE[Lv,en |0 ) = E[lal{v,eny]

and that P ,(Ys, B) is ZY -measurable. [ |
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3.4. Distribution of Markov Processes

The proof of the following theorem is by and large the same as given in

[Ped20, Lemma 7.3].

Theorem 3.4.3. Let (Ps)i>s>0 be an Markov transition group on (R, Z(R)).
Then there exist a stochastic process, (Y;)i>0, that meets the condition that

E[f(Y)|Z)Y] = Poy(f(Ys))

for all t > s > 0 and for all measurable functions, f. Here (F) )i>o is the
natural filtration for (Y;)i>o-

Proof. (§) Define the measure on R

I/ta(l) ..... to(n) (Bo'(l) X X B(T(n))

_ / / / P o (s dyn) -+ Pos, (0 dy pio(dyo).
R4 J By n

for all permutations, o, on {1,....,n}, where 0 < t; < to < -+ < t,. Let
(815 8m) € [0,00)™. If 51 = so we define

Vsl,52,53,...,sm(Bl X BQ X B3 X X Bm)
,sm(Bl ﬂBQ X B3 X e X Bm)7

= Vsy,s3,...

for all By, ..., B,, € Z(R?).

We want to show that this measure fulfills the two conditions in[I'heorem A.1.15)

We see right away that this measure fulfills (A.1)).

We want to show that it also fulfills (A.2). It will be sufficient to show that
Uiyt (B X e X R x .- x B,)

= th,‘..,tifl,tm,..‘,tn(Bl X o Bi_1 X Biy1 X -+ X By),

forallneNand 0 <t <ty <- . We make the following calculation:

/ / / / / ]lPtn 1,tn ynfl,dyn)
R4 Bi_1 JR? JB;4q

By, it (Vi dyi1) Py, 1,t (i1, dyi) - Po tl(y()vdyl)/jfo(dy())

/ / / / ]lPtn 1,tn yn 1dyn)
Rd Bz 1 Bz+1 n

Pt Wie1, dyi ) Pry gty (Yie2, dyio)
o PO,tl (yOa dyl),u()(dy())7

which gives us that

d
Vtyooti 1 stistisn,ontn (B1 X 000 X Bimg X R X Biq X -+ X By)

tiistit,tn (Bl X X Bis1 X Big1 X -+ X Bp).

By [Theorem A.1.15| we have that there exist a probability space (€2, #,P) and
a stochastic process (Yt)tzo on the space such that for all n € N, 0 <t <ty <
- <t, and By, ..., B, € Z(R%):

= Viy,...

P(thl € By, ...,Y;gn S Bn) = th,..A,tn(Bl X - X Bn)

By [Lemma 3.4.2| we have that (Y;);>0 is a Markov process with the Markov
transition group (Ps ;)i>s>0- [ |
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3.4. Distribution of Markov Processes

Remark 3.4.4. We notice here, that we can choose the distribution of Yy freely.

In Example 6.1] the example of a Brownian motion as a Markov
process is given. This is shown by specifying the Markov transition function of
the Brownian motion and then showing that holds true in this
case. Instead, in the following example, we show that the finite dimensional
distribution of a Brownian motion can be expressed as in with
the Markov transition function given in Example 6.1].

Example 3.4.5. (§§) Define a transition kernel (P;);>o as

_ 1 (y—w)?
P )= [ (=Yg ay,

for t > 0,z € Rand A € Z(R). In |[Ball7, Example 6.1] they show it is a
Markov transition function.

Let B = (B¢)>0 be a one-dimensional Brownian motion and let (.%;)¢>0 be
the filtration generated B. We show that the finite dimensional distribution
of the Brownian motion has the distribution described in Let
Ay, Ap € B(R), t1 < ... <t, and let x|y be the conditional law of X given
Y. By using theory for conditional Gaussian laws from Section 4.4], we
find that

Bt [(Bt,_yy s B1) ~ N(By, _,,tn —tn—1) = P, —t,_,(Bt,_,,")-

This gives us that
Btn |(Btn71’ ha Bl) ~ Btn |B

tn—1

So we have that

E[lyp, ea|(Bt, 1y Bey)l = Pyt (B, 5 An),
and that

E[]I{Bt,n_l EAn71}Ptn*tn—1 (Btn—l ’ An)'(Btn—gv XY Btl )]
= / Ptn*tnfl(yvAn)Ptnflftn72 (Btn72,dy),
Anfl
and then we can take the conditional expectation of the expression

]l{BtheAn_Q} / Py, (Y, An)Pr, —t, (B, ,.dy)

n—1

with respect to (B, _,,..., Bt,) to arrive at

/ / Pt s Un-1,An) Pyt s Yn—2,dYyn—1) P, _5—t,, (Bt 5, dyn—2).
An 2 JAL 1

By successive use of the Tower Property and by using the system we just derived,
we obtain:

P(Btl S Al? ] Btl S AT’) = E[]I{Bt,,LEAnw-,Btl EAtl}]
= / / 1P, ¢, (zp—1,dxy) - Py (0,dz).
Al An

The 0 comes from the fact that By almost surely. By [Cemma 3.4.2] we obtain
that the Brownian motion is a Markov process.

O

30



3.5. Example: Diffusion

3.5 Example: Diffusion

We argue that a diffusion (defined in [Theorem 2.8.4)) is a Markov process,
following the presentation from [Ball7], Section 9.7].

Let B := (B;)>0 be an m-dimensional Brownian motion and let (%#;);>0 be
the filtration generated by B. Let o and b be defined as in [Section 2.8| fulfilling
condition (7) and (i7) from |Theorem 2.8.4] By |Theorem 2.8.4| there exists a
stochastic process € := (&)sefu,r) € M?[u, T], such that

5t=n+/ b(s,gs)ds+/ o(s,€)dBs,  t€ [u,T]. (3.7)

We show that the multidimensional stochastic integral can be approximated
almost surely by a multidimensional integral of elementary processes (as it is
the case for the one dimensional stochastic integral).

Lemma 3.5.1. Let (3(t))sejo,m) € M?[0,T] be a stochastic process, that takes
values in Mat(d,m). Then there exist a sequence of elementary stochastic

processes (X)) en, that takes values in Mat(d, m), such that fOT »(*)(s)dB, —

fOT Y (s)dBs almost surely for k — oo.

Proof. (§88) Let (i,7) € {1,...,m} x {1,...,d}. As X;; is in M?[0,T], the
stochastic integral foT 3 ;(s)dB;(s) is defined as the L? limit of the sequence
fOT Eg})(s)dBj(s), where (EE,’}))neN is an approximating sequence of elementary
processes (see [Ball7, Lemma 7.2] for existence of such a sequence of processes).

By [Ball7, Proposition 1.5] this implies that there exist a subsequence (n}”)ien
such that the convergence is almost sure, that is

/ "5 ()4 (5) / U5 ()8 (5), (3.8)
0 0

for £ — co. Recall that the multidimensional stochastic integral is a vector of
sums of one dimensional stochastic integrals. This leads to the conclusion that

if we let (E(k))m- = ZZ(.Z;“’]) for all (i,7) € {1,....,d} x {1,...,m}, then

T T
/ >®dB, — / .dBs
0 0

almost surely for &k — oc. |

Lemma 3.5.2. Lemma 9.3] Let (By)i>0 be an m-dimensional Brownian
motion. Let A be the null sets of F. Let 9% = o( N, {By — B, : t > u})
for u >0 be the sigma algebra generated by the increments of B after u. Let
Y= (Z¢)e>0 € M?[0,T] be a stochastic process that takes values in Mat(d, m).

Assume for all s > wu, that s is 9" measurable. Then fi YsdBg is G-
measurable.

Proof. (§) Assume that (X,)y<s<7 is of the form Y77 | oilly, 4, ) (elementary
process), where ¢; is ¥*-measurable. This gives us that

t n
/ YsdBs = Z(‘Oi(BtiJrl - Bt,),

i=1
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3.5. Example: Diffusion

which is again ¢"-measurable because By, , — By, can be written as (By,,, —
B,) — (B;, — By). Let (™), cy be a sequence of elementary processes such
that fq f Egn)st converges almost surely to qu YsdBs. Such a sequence exist by
|Lemma 3.5.1l ByILemma 2.2.9|we conclude that f; YsdBy is Y"-measurable. W

The following consideration and calculation is taken directly from |Ball7

pp. 275-276]: We can write & for the solution of Let s € [u, t].

By utilizing the linearity of integrals, we obtain:
& =n+ [ v o+ [ oto.gaB,
. Y
+ [ bo.gemavs [ oo,

t t
=&+ / b(v, &) dv + / o(v,&""dB, = ff’gsm,

making &; 2" a solution to the stochastic differential equation

dG = b(t,()dt + o (t,(;)dBy,  t e [s,T],
Cs == ég’n'

The next result is a consequence of [Theorem 2.8.4] as a process from M?[u, T

is adapted. But as we have not shown this result, it is still relevant to give a
proof here.

Lemma 3.5.3. {7 is Fs-measurable.

Proof. (§§) We argue that if ((¢)iecpu,r) is progressively measurable, then
[ b(v,¢y)dv and [ o(v,(,)dB, are progressively measurable as well.
f; o(v,(y)dB, is the L?-limit of .%,-measurable stochastic variables, so there
exist a subsequence, such that it is the almost sure limit of .%,.-measurable

stochastic variables. By [Lemma 2.2.9 fur o(v,(y)dB, is F#.-measurable. This
holds for all » € [u,T], so it is adapted to (#);>0. By [ o(v,()dB, we
understand the continuous modification of the process (|[Ball7, page 195]).

This implies by it is progressively measurable. The following
considerations on the Lebesgue integral of stochastic processes is given in |[Ball7

Example 2.2]. As the integral f: b(v, (,)dv is defined w by w it is continuous in
r. As
D, : [u,s] x Q — R?
(v,w) = b(v, y(w))

is (B([u, s]) @ Fs, B?)-measurable (b(t, r) is measurable). By Fubini’s Theorem,
the mapping

W /: D, (v, w)dv = /us o(v,(y)dv

is .#s-measurable. So it is progressively measurable. As the first element in the
Picard iteration (:t(o) = 7 is progressively measurable, the statement is true for
all n € N, and therefore also holds true for the limit. |
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The relation between a solution to a stochastic differential equation and
its starting value will now be examined. We take a look at the stochastic
differential equation with the starting value being a constant:

dC; = b(t, (s )dt + o(t, (¢ )dBy, tels, 1],

(=1 zr e R? (3.9)

A solution to this differential equation can be written as (£;);c(s,77-

The idea for the proof of the following lemma is given in [Ball7, p. 276].
It is written in full length below.

Lemma 3.5.4. &"* is independent of F for all t € [s,T].

Proof. (§) Let .4 be the null sets of the complete probability space (2, %, P).
Remark that ¢ := (A", {B; — Bs : t > s}) is independent of .Z,. Again we
prove this by using the Picard iteration. We show by induction, that (tn) is
@*°-measurable for ¢ € [s,T] and n € N. Set Ct(o) =z for all ¢t € [s,T]. Assume
for an n € N, that Ct(”) is ¥*-measurable for all t € [s,T]. By
we have that f; o(v,¢™)dB, is 9*-measurable. Also x and fst b(v, (S dv

are ¢°-measurable, which makes Ct(nﬂ) @*-measurable. As 4% is a o-algebra,

& o=limy, o0 C,(L") is ¢¥*-measurable and a solution to [Equation (3.9 |
In [Ball7, Theorem 9.9] it is shown that for every w € Q; ¢;** is continuous

in all three variables (t,s,2). FEspecially it is continuous in z. Define
P(z,w) := (" (w). Conclude that the function
PR x Q — R?
(z,w) = ¢z, w),
is (BRY) @ F,B(R%))-measurable (see [Lemma 2.4.4). Conclude that

P(X(+),) : @ — R? is also measurable by [Lemma 5.1.3| as it is the composition
of two measurable functions (Lemma A.1.8[ii)).

Theorem 3.5.5. p. 276] (& eepu,1) is an (Fy)e>0 Markov process.

Proof. (§) Let u < s <t < T and remark that &"" = 5:’53’". By the previous
argument, we have that

UGRIODET A

is measurable. By [Lemma 3.5.4] and [Lemma 3.5.3| we have that ¢ (z,w) is
independent of ., and that {7 is F,-measurable. Let f € .#,(R% R) and use
[Cemma 261 to conclude that

B[ F,) = Elg)% " | #,) = d(€27),

where ®(z) = E[¢(z, )], which is a measurable function by Fubini’s Theorem
(Theorem A.1.10). Thus E[¢;""|.Z] is o(£%")-measurable. Hence it is a Markov
process with respect to (%#;)i>0. |
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The following example of the geometric Brownian motion as the solution to
a differential equation is examined in many textbooks on stochastic calculus (see
Example 9.2]). In the following example we will not solve a stochastic
differential equation, but instead turn it around and show that the geometric
Brownian motion can be written as the solution to a differential equation using
the It6 formula.

Example 3.5.6. (§5) Let B be a one dimensional Brownian motion and let
T, a,b € R. Define the process

& = xoexplat + bBy),
for t € [0,00). Now define the function
g(t,x) = xpexp(at + bx)

for (t,z) € [0,00) x R. This function is continuously differentiable infinitely
often in both variables. Remark also that B; = fot dBg. So it is a It6 process

with v = 0 and v = 1. By [Theorem 2.8.2| we get that
t 1 t
gt = X0 +/ (ags + 56263)615 +/ bgs‘dBe
0 0

This makes (§)¢>0 a solution to the differential equation

1
d(t = ((Z + §b2)Ctdt + thdBt7 te [0, OO)
Co = @o.

Remark that the functions y — (a + %bQ)y and y — by satisfies the conditions
from namely global linear growth and the Lipschitz condition.
We show that & € M?2[0,T)] for all T > 0. Obviously & is right continuous and
thereby progressively measurable. As &, is either positive or negative everywhere,
we can utilize Fubini’s Theorem (Theorem A.1.10) to conclude that

T T
E[/ €, |2ds] :/ E[|a|2 exp(2at + 26B,)]ds
0 0
T
= |x0|2/ exp(2(b+ a)t)ds < oo.
0

We conclude that (§;)¢>0 is a diffusion. Especially it is an example of a Markov
process.

O

As we shall see later, a sufficient condition for a process to be a Markov
process is the one of independent increments. It is easy, by the Freezing Lemma
to check that this is the case. The following example serves as an example
to show that the condition is not necessary. The example is the one of the
Brownian bridge. As an exercise we show that the Brownian bridge is a diffusion
and that it does not have independent increments.
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Example 3.5.7. [Ball7, Example 8.5](§§) The Brownian bridge (see for example
[Ball7, Exercise 4.15]) is a well known example of a Gaussian process. We let B
be a standard Brownian motion. We define the Brownian bridge for ¢ € [0, 1] as

bt = Bt —tBl

We look at the stochastic differential equation

Gt
Tt + 4B (3.10)

dG = —

=0

for t < 1. We start off solving the homogeneous differential equation;
d¢; = —(f%t)dt. By the chain rule of differentiation and the fundamental

rule of fundamental rule of calculus, & (t) :==¢ Jo ks can be shown to solve
it. We can compute that & (t) = (1 — t) Let &2(t) be another stochastic process
and define & = & (t)&2(t). As in [Ball7, Example] we will choose &5(t) such
that &; is a solution to the stochastlc differential equation 1n 0. By m
Proposition 8.1] (with (£1,&2)¢), we get that

Ea(H)(t )d

e = & (8o (1) + &0 (1) = E(DdEa(r) — =5

Now assume that dé(t) = g t)dBt Then &(t fo L_dB,, and

& =&6(0)&() = fo = S)dB is a solution to Equatlon (3.10)

that & = 0. We conclude that the Brownian bridge is a diffusion, and therefore
a Markov process. We show that b and Y are both Gaussian and that their
finite dimensional distribution have the same covariance matrix. As ﬁ are a

deterministic function, by [Ball7, Proposition 7.1] Y; is Gaussian with mean 0.
Let 0<s<t<1.

BV = (- 01 - 9El( | [=dB.)
=1-t)01 - s)/os ﬁdv =s(1—1).

Here we used the Ito 1sometry and that E[( fo 11 dBy) ft ﬁdB )) =0

because fo 1= dBy and f (1 dB are independent. Moreover we calculate

Remark

E[bibs]| = E[(By —tB1)(Bs — sBy)] = s — st —ts +ts = s(1 — t).

We conclude that b and Y are equivalent.
At last we show that the Brownian bridge does not have independent increments.
Let 0 <u<s<t<l:

E[(be = bs)(bs — bu)] = E[(B: — Bs (t —5)B1)(Bs — By — (s — u)B1)]
= (t=5)(s —u) = (s —wWE[(B; = Bs) B1] = (t = 5)E[B1(Bs — Bu)]
=(t=s)(s—u) =2(s —u)(t - 5) = —(t=s)(s —w),

which is different from 0.
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CHAPTER 4

Lévy Processes

Lévy processes are stochastic processes enjoying certain properties. Examples
of such processes are Brownian motions and Poisson processes. Throughout
the thesis, Lévy processes will play the role as base process in the time changed
process under examination. Also choosing the time process to be a Lévy process
serves as an interesting example, and is the concept known as subordination.
In this chapter, let again Y := (¥});>0 be a stochastic process taking values
in (R%, %) defined on a filtered probability space (2, #,F,P). We let Y be
F-adapted.

4.1 Definition of Lévy Processes

In the following we define Lévy processes, F-Lévy processes and Lévy processes
in law.

Definition 4.1.1. [Sat13| Definition 1.6] and [Ped20, Definition 9.5].

Consider the following conditions:

(1) Independent increments: Let n € N. For 0 < t5 < t1 < to < ... < tp,
Ly, Ly, — L4y, ..., Ly, — Ly, are independent.

-1
(1) For ¢,s > 0. Ly1s — L; is independent of .%;.

(2) Lo = 0 almost surely.

(3) Stationary increments: Lyis — Ly 4 L; for s,t > 0.
(4) Stochastic continuity: Let € > 0 and t9 > 0. Then

lim P(|Ly, — Ly| > €) = 0.

t—to

(5) F-adapted.

(6) The cadlag property: There exist Qg € .# such that P({y) = 1 and
for all w € Qg, Ly(w) has left limits and is right continuous.

If L meets (1), (2), (3) and (4) it is a Lévy process in law.
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4.1. Definition of Lévy Processes

If L meets (1%), (2), (3), (5) and (6), we call it an F-Lévy process.
If L meets (1), (2), (3) and (6) it is called a Lévy process.

Remark 4.1.2. An (#,);>0-Lévy process is a Lévy process, and a Lévy process
is an FL-Lévy process, where FL is its natural filtration (see e.g. [Ped20
Proposition 9.6]).

Remark 4.1.3. If L is a Lévy process in law, there exist another process L’ that
is a Lévy process and such that the two processes are modifications. This is
stated and proved in [Sat13| Theorem 11.5]

O

In condition (4) is included in the definition of a Lévy process but it
is not included in the definition in . The following argument shows that
one can omit this condition, when one has the condition of cadlag paths. This
gives us one less condition to check when demonstrating that a given process
is a Lévy process. In [Sat13, p. 4] he claims that if a stochastic process meets
condition (1)-(3), condition (4) can be reduced to

limP(|L;| > ¢) = 0,
10

for all € > 0. This seems reasonable, but in the following lemma we proof it
and use it.

Lemma 4.1.4. A Lévy process is a Lévy process in law.

Proof. (88§) The statement is equivalent to the statement that a Lévy process
fulfills condition (4). We deduce it by using the condition of stationary
increments and the cadlag property. The condition of stochastic continuity can
be reformulated to this: For all d,¢ > 0 and tg > 0, there exist a v > 0 such
that

P(|Ly, — Li] > €) < 0 for |to —t| < 7.

Let €, > 0 be given. Let )¢ be the space where L is cadlag and where Ly = 0.
Then

Define the sets Aj, = Qo N {|L;| < € for 0 <t < 1} for all k € N. Remark that
Ay C Agyq for all k € N. For w € Qg, there exists a k € N such that w € Ay by
the right continuity of the paths. Consequently UxenAr = . By properties of

measures (see [Thold, Theorem 1.3.4(v)])
1=P(Q) = lim P(US_, A4;).

k— o0
This ensures the existence of a K € N such that P(Ag) > 1—6. Thus P(A%) < 4.
AG = QF U{|Ly| > € for some 0 <t < £}, As {|L| > €} is contained in this
set for t < &, clearly P(|L;| >€) <& for 0 <t < +.
Now let ¢y > 0 be given and let ¢ be such that ¢ := [tg — ¢| < . Then as
|Lty — L¢| = | Lt — Lt,| and by stationary increments, we obtain:

P(|Lt, — Lt] > €) =P(|Ly — Lo| > €) = P(|Ly| > €) < 6.
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4.1. Definition of Lévy Processes

By the definition of an F-Lévy process we have that L, s — L is independent
of #, and that L;ys — L is equal in distribution to L;. In the following lemma
we show that the definition of an F-Lévy process actually secures us that the
whole process (L;4+s — Lg);>0 is independent of #s. Also we show that the
process (Ly+s — Ls)>0 is equivalent to (L;);>0. The following lemma is a special
case of Theorem 9.15], we give a different proof here. The idea of the
matrix transformation comes from and will also be used in later proofs.

Lemma 4.1.5. Let L be an F-Lévy process and s be a positive real number. Then
(Lits — Ls)i>0 is independent of Fs and is equivalent to L.

Proof. (§§) Assume that L is an F-Lévy process. Let n € N and 0 < 3 < t3 <
.-+ < t,. By stationary increments of L, we have that

d d
LtiJrS - Lti—1+5 = Lti*ti—l = Lti — L

i—17

which by the property of independent increments allows us to conclude that

d
(Lt1+5_L87 Lt2+S_Lt1+87 ceey Ltn"!‘s_LtnflJFS) = (Ltl ) Ltz _Ltl JEES) Ltn _Ltnfl )

There exist a 1 — 1 matrix transformation sending the left hand side to
(Lty4s — Lsy Lty4s — Ly, ..., Ly, 45 — L) and the right hand side to (L¢,, ..., Ly, ).
This matrix (A) is n x n with 4, ; = 1 when ¢ < j and 0 else. This is an
invertible matrix, so by the properties of characteristic functions of transformed

random vectors (see 3)), we conclude that
(Ltss = Lo Ligs — Ly ooy Lty s — L) = (Liyy ooy L )-

We conclude that L is equivalent to the processes (Lsyt — Ls)>0-

We show that (Lsi¢ — Ls)i>0 is independent of .#;. Let X be an %,
measurable stochastic vector. We look at the characteristic function of the vector
(Lt1+s — LS, Ltz-l—s — Lt1+sa PN Ltn-‘rs — Ltn,1+5a X) Let 91, ceey 9n, 9n+1 S Rd.

n

E[ei<0n+qu> H ei<aia(Lti+s_Lti_1+s))]’

i=1

where ¢ := 0. By use of the Tower Property (Proposition A.1.11) with .7, _ .,
we obtain

n

E[ei<9n+1vX> H ei(eiv(Ltﬁs*Lti,ﬁs))]

=1
n—1
_ E[6i<0n+l7X> H 61'(91:7(Lt,i+s—Lti,1+s)>]E[6i(97‘,7(Lt,n+s—Ltn,1+s)>]'
=1

Doing this successively (exactly as it is done in the proof Proposition
9.6]) with %, _,4s, ..., #s we obtain that (L, 45— Ls, Ltgts — Lty 45y ooy Lty 45 —
L:,_,+s) is independent of X, as the characteristic function can be split into a
product of their characteristic functions. As (L¢, 15 — Ls, ...y Ly, +s — Lg) is a
measurable transformation of (Ly, 45 — Ls, Liyt+s — Lty 45y -y Lty +5s — Lt, 1 +s)
it is also independent of X (see Corollary 13.5.5]). |
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4.1. Definition of Lévy Processes

In the following example we introduce the Poisson process building on
the theory of random measures, as is the case in . It will be
verified that the Poisson process can be defined as a Poisson random measure
on ((0,00),2((0,00))) with intensity measure being the Lebesgue measure.
Although this example is well studied, it is an exercise to show that all the
properties of the Lévy process are in fact fulfilled.

Example 4.1.6. (8§) Let (E,&) = ((0,00),%(0,00)). Let u be a o-finite
measure on ((0,00), %(0,00)). Then by [Lemma 2.5.8 there exist a completely

random point process, N, such that for B € Z((0,0)),
k

A —;L(B)M(B)
P(N(B)=k)=¢ i

for k € N. We call p the intensity measure of N. Denote N(t) := N((0,t]).
Let w € Q be fixed. Denote by N, (A) the measure N(w) utilized on the set
A € #(0,00). We have that

Ny (t) = Nu(s) = No((0, s]) + N (s, 2]) — N ((0, s]) = Noo((s, 1),

for s < t. This ensures that
k
_ Ty (€N 1)
P(N(t) — N(s) = k) = e 2D
for k£ € N. Moreover

Nw(o) = Nw((oao]) = Nw(w) =0.

Let t > 0 and (¢, )nen be a decreasing sequence of positive numbers such that
t; >t fori € Nandt, —t for n — co. By [Thol4, Theorem 1.3.4(vi)]

hm Nw(tn) = Nw(mTLEN(Ovtn]) = Nw((ovt]) = Nw(t)

n— oo

This shows right continuity of the process. Let (s, )nen be an increasing sequence
of positive numbers such that 0 < s; < ¢t and s,, — t. Then by Theorem
1.3.4(v)]

lim N, (sn) = No(Unen(0, s,]) = N, ((0,t)).

n— o0

This shows that the process has left limits. Let n € N and 0 < s1 < t; < 89 <
to < ...<s, <t,. Let Ay,..., A, CN. Then

P(N(t;) — N(s1) € Ay,....; N(tn) — N(sn) € 4,)
=P(N((s1,t1]) € A1, ... N((s5, — t]) € Ay)
=DP(N((s1,t1]) € A1)+ P(N((sn, — tn]) € Ap),
because N is completely random. This shows that the process has independent

increments.
If we choose p to be the Lebesgue measure (denoted \), then for s <t

- s,t S,t k
P(N(t) — N(s) = k) = e~#(( ,n%

— e—(t_s)% = P(N(t - 3) = k)7
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4.1. Definition of Lévy Processes

for k € N. Thus the process has stationary increments.

To sum up, the process N with Lebesgue measure as intensity measure is a
Lévy process, because it fulfills (1), (2), (3) and (6) of Definition 4.1.1] As it is
a Lévy process, it holds true that if another process has the same properties, it
is equivalent to N.

O

We can generalize the notion of a Brownian motion, making us able to vary
the mean and the variance. This construction is very general and can be used
to model financial asset prices (see for example [BS15, p. 9]).

Example 4.1.7. (§§) Let (B:)i>0 be a d-dimensional Brownian motion. Let
6 € R? and o0 € R. We define a Brownian motion with drift  and volatility o
as B% := (BY"7);>0, where

Bf’a =0t + 0B,.

We show that this is a Lévy process. Bg’a is zero whenever By is zero. The
stationary increments comes from the fact that B — B ~ Ny(0(t—s), 02(t —
s)I). For all the w, where By(w) is cadlag, BY"(w) is as well. We see that
0-(t—s)+o-(B;— Bs) is independent of Z P whereas 0s+0 B; is #P-measurable,
which secures the independent increments of the process.

O

We introduce the inverse Gaussian distribution. This is an infinitely divisible

distribution, and therefore it gives rise to a Lévy process. We call this an inverse
Gaussian process. In p. 13], the distribution and the Laplace transform
of the distribution is given. In p. 349] the Laplace transform and an
interpretation of the process are given. We connect the two presentations (i.e.
find common parameters) in order to connect interpretation of the parameters
with the distribution parameters.
The inverse Gaussian process can be shown to be a subordinator. Later we will
time change a Brownian motion with positive drift and volatility o with an
inverse Gaussian distribution. We will then obtain a Normal inverse Gaussian
process, which is a Lévy process.

Example 4.1.8. (§§) An inverse Gaussian variable, X with parameter a,b > 0
(written IG(a, b)) has the density (given in [BS15| p. 13])

(@) =\ g exp(—vab( VYT e (0,00,

Let (Bf 71>t20 be a one-dimensional Brownian motion with drift 6 and volatility 1.
Define the process (In)a>0, where I, = inf{t : BY"" = a}. Then I, ~ IG(62,a?)
for all @ > 0. We call this an inverse Gaussian process with parameter 6 > 0.
By Section 2.1] the Laplace transform is of the form

Z1(a)(A) = E[exp(=Ala)] = exp(—a(v/2A + 02 —

for A > 0. We show this directly:

o 2 2
ff(od()\):/o \/;?exp(Qa)exp(W)exp(Ax)dx
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4.2. Regular Convolution Semigroups

(0% +2)\)x + o2 /x
2

:/00 4 exp(fa) exp(— )dx
0

V23
Abbreviate by v the term 6 — v/62 + 2 and calculate:

Z1(a)(A) = /000 \/;T?QXP((’Y + \/924—72)\)04) exp(— (6 + 2/\)236 +a /x)dx

= exp(7a) /ODO \/% eXp((\/M)a) exp(— (0" + 2)\)21‘ ta’/z
— exp(ya) = exp(—a(V/0% + 21— 0)).

Inside the integral on the second line we have an inverse Gaussian density with
parameters 62 4+ 2\ > 0 and a? > 0.

Remark that I is an increasing process almost surely. Let 2y be a subset
of  such that P(Q) = 1 and for all w € Qo, Bg’l(w) = 0 and B! (w) is
continuous. Then for all w € Qg; inf{t : B (w) = a1} < inf{t : B (w) = an},
for 0 < a; < as.

)dx

O

4.2 Regular Convolution Semigroups

A regular convolution semigroup is a family of probability measures enjoying
certain properties. There is a one-to-one correspondence between Lévy processes
and regular convolution semigroups, which will be established in the current
section. In order to introduce regular convolution semigroups, we introduce the
concept of convolution between probability measures. In this section we follow

the introduction in [Ped20| closely.

Definition 4.2.1. [Ped20} p. 106] Let x and v be probability measures on R,
The convolution between u and v (u * v) is defined as follows: Let B € %(R%):

pevB) = [ [ Lntat pudolay). (4.1)
O

We will need certain properties for the convolution operation between
measures. The following properties are mentioned without proof on [Sat13
p. 8]. It is a good exercise to verify the assertions.

Proposition 4.2.2. Let yu and v be probability measures on (RY, B(R?)).
(1) v is a probability measure on (R, B(R?)).
(2) pxv=vxpu.

(3) Let X and Y be independent stochastic vectors, that takes values in
Rd. Then Px+y = PX * Py.

Proof. (§88) of (1):
wev® = [ [ 1o+ mntantn = [ [ ont@avian) <o
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4.2. Regular Convolution Semigroups

Also

prr® = [ [ sttt = [ [ atsta =1,

Let (A;)ien € B(R?) be a sequence disjoint sets.

px v(UienA;) = /Rd /Rd Ly, epa, (2 + y)pu(dz)v(dy)

- L. ). J;H;OZM o+ ulda(dy)

where we used Monotone Convergence (Theorem A.2.3)) and linearity of integrals.
of (2) : Let B € #(R%), then by Fubini’s Theorem (Theorem A.1.10)), we obtain

pevB) = [ [ e+ putdnnan)
- / d / Ao+ y)uldo)u(dy) = v < p(B).

of (3) : As X and Z are independent, it holds true for A, B € %(R?) that
Pix,v)(A, B) = Px(A)Py(B). Thus for f(z,y) := x +y and B € B(R?) we
obtain:

POX+Y eB) = [ La(f@n)Prr(dr.dy)

= [ [ toa+ wPx(@aPy (dy) = Px « Py (B).

Definition 4.2.3. [Ped20], p. 62] Let d € N. A family of probability measures
(V1)i>0 on (R, B(R? )) is a regular convolution semigroup if it meets the
following conditions:

(a) Vg = 50.

(b) vpys = v xvg for t,s >0, and if ¢, > 0 and ¢,, — 0, then v, X 5.

The proof of follows the one given in [Ped20} p. 63] closely.

Lemma 4.2.4. Let L be a Lévy process and define vy := Py, fort > 0, then
(v)i>0 s a convolution semigroup.
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4.2. Regular Convolution Semigroups

Proof. (§) We need to show that (14);>¢ fulfills the conditions above. As Ly =0
almost surely, then for A € Z(R?)), Pr,(A) = §o(A). Also we have for s,t > 0,
that

Vigs =Pr,. =Pr.—L.+L,
=Pr, .-, *Pr,
=Pr,, *xPr,

:PLt *]P)LS = UVt * Vg.

Here we used that L, — Ly is independent of Ly, and that Ly, — Lg Z L.
Let t,, > 0 and ¢, — 0 for n — co. Then L;, (w)—Lo(w) for all w € ), because
it has right continuous paths. By [Ball7, Proposition 1.5], this gives that

w
v, =Pr, — Pr, =3do = vo,
which we wanted. |

We prove that a Lévy process is a Markov process and go forward as in

[Ped20], pp. 63-64]. Let (L;)¢>0 be a Lévy process, and define (4)¢>0 to be
the regular convolution semigroup where v, := P, for all ¢ > 0. Now define

(P)>0, as:
Pz, A) =1 (A —x) (4.2)

for A € Z(R?),t >0 and z € R%.

Lemma 4.2.5. [Ped2(], theorem 9.10(1)] Let (v;)i>0 be a regular convolution
semigroup. Define (P)i>0 as in , then it is a time homogeneous Markov
transition function.

Before proceeding, we must make sure that the construction made in

has the properties that makes it a Markov transition function.

Lemma 4.2.6. Let Z be a stochastic variable that takes values in R%. Let
A€ B(R?Y). Then the function
Pz :RY x BRY) — [0,1]
(2,A) » Pz(A—x)

is a transition kernel.

Proof. (§8§) Fix an x in R% and let A € B(R?). A~z ={y—2xcR?:yc A}.
This is just a translation of A by —z, so A — x is a set in %(R?). Thus
P%(.) := Pz (- — ) is a measure on (RY, B(R?)).

Fix an A in Z(R?). Consider the function

fR¥xR? R
(2,y) = La(z +y).

This is a %(R?) @ Z(RY)-measurable function. By Fubini’s Theorem
(Theorem A.1.10))

z [ Ta(z +y)Pz(dy)
R
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4.2. Regular Convolution Semigroups

is a Z(R%)-measurable function. As

/ La(z +y)Pz(dy) = / La_a(y)P2(dy) = P7(A - ),

we have the desired properties in order for Pz to be a transition kernel on

(R, B(R%)). [ ]
Now we are equipped to prove [Lemma 4.2.5|as in [Ped20, p. 64].
Proof of[Lemma 7.2.5. (§) Let v¥(A) := v;(A — z). By an application of the

Monotone Class Theorem <|Theorem A.2.4|) it holds for every f € .#,(R? R)
that

[ R = [ v = [ faroun. @)

We prove that P, P, = P,y; by using [&.3). Let t,s >0, A € Z(R%) and = € R.
Then

P, Pg(xz,A) = /

Pu(y, AP (z, dy) = / V(A - y) Pz, dy)
Rd

Rd

By properties of the transition kernels. By the use of (4.3) where we set
f(y) := vs(A — y), which is a bounded and measurable function from R¢ — R

by [Lemma 4.2.6] then we obtain that f(z+vy) = vs(A—z—y) = vs((A—2x) —y).

This gives us
/ V(A — y)Py(z, dy) = / Val(A — ) — y)ri(dy) = vy * va(A — )
]RCL Rd

As vy x vy = V44 because it is a regular convolution semigroup, we arrive at
P,Ps(x,A) = P;rs(x, A). For the second property we consider that

Py(z, A) = v9(A —2) = 60(A — ) = 6, (A),
as we wished. [

Now we show that a Lévy process has the Markov property. We use the
ideas an calculations put forward in |[Ped20), p. 64].

Theorem 4.2.7. A Lévy process is a Markov process.

Proof. (§) Let L and Y be stochastic processes adapted to the filtration (%;);>o.
Assume that (L;)¢>0 is a Lévy process on R? and define vy := Py, for t > 0.
Let (Y;):;>0 be a Markov process on R? with the Markov transition function

(Py)¢>0 defined in (4.2) and let P(Yy = 0) = 1. Remark that by [Theorem 3.4.3

such a process exist. Let f: R? — R be a measurable and bounded function
and ¢ > s > 0. Then

ELf (V)| 7] = Pru(F(Ya) = / ) Prs (Ve dy) = / F(y + Yo)s(dy),
(4.4)

by We can easily expand this equality to hold true for functions

taking values in the complex plane by linearity of conditional expectation and
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4.2. Regular Convolution Semigroups

of the integral. We let f(6) := e*®Ye=Ys). We can now use this identity in the
following calculation:
E(ei(O,thYg 3;9) _ 67i<0’Y5>]E(6i<0’Yt>|jg)

:67i<0’YS>\/€i<6’Z+YS>Vt_S(dZ)

= eivaS*YS)/eiw’Z)Vt—S(dZ)

= /ei<9’z>1/t,s(dz)

We take the expectation on both sides:
E(e0Ye—Ye)) = / "0y, (dz), (4.5)

which by [Lemma A.1.4(1) shows that Y; — Y, ~ 4. The following calculation
shows that Y; — Yy is independent of .%, and presents a solution to
Exercise 46]. Let X be a real .%;-measurable random variable and let ¢, € R4
and 0> € R. Then we have, that

E[ei<(91,92),(Yt—Ye7X)>] — E[ei<917Yt—xe>ei(92,X)]

E[E[ei<elv“*YS>ei<92’X> |ys]]
]E[ei<92,X)E[ei<91,Yf,—Ye) 98]]

:]E[eiw?’X)]/ei<9’z>1/t_s(dz).

As feiw’Z)Vt,S(dz) is the characteristic function of Y; — Y, we conclude by
Lemma A.1.4|(2) that Y; — Y5 is independent of every random variable, that
are .Fs-measurable, that is Y; — Y} is independent of .%;, hence (Y7);>0 has

independent increments. We set s = 0 and obtain that Y; g 4 Y, - Y, ~v_.

Conclude that Y; 4 L; for all t > 0.
Let ne Nand 0 <t <ty < ... <t,. The aim of the following considerations
is to show that

d
Y‘(tl,tg,...,tn) = (}/;17}/7-527 "'75/—tn)T = (Ltl’Lt27 "’7Ltn)T =: L(tlthV"'vt")'
By the previous considerations
d
Oftwytz Y, Y, — Ytn71)T = (Ltthz — Lty Lt — Ltn,q)Ta

because of the independent increments of the processes. It is not hard to see
that the dn x dn matrix A, satisfying that

A- (Y;Mthz? '-'7Y;5n)T = (Y;flVY;b - Y;U 7Y;n B Y;fnfl)T
is invertible. |[Lemma A.1.4{(3) secures that

[AP)Y(’LLQ ----- tn) (AT ’ 8) - I[A])L(’flf (AT ’ S)

t2,..s tn)
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4.2. Regular Convolution Semigroups

for s € R, Let s’ = (AT)71 . s, and set s’ instead of s we get that

A A

PY(tl,tz ..... tn)(s) = PL(tl,tz,,.,,tn)(s)'

By 1) we obtain that Y, ... 4 L4,.,...t,) for all choices of

Hyoor b
By [Lemma 3.4.2| we conclude that for A, Ao, ..., A, € R%:
P(Ly, € Ay, ...y Ly, P(Y:, € Ay,....Y;, € Ay)

/ / / 1P, ., yn 1,dyn)~ Py O(y07dy1) (dyo)
R4 Al

which again by makes L a Markov process with Markov transition
function (P;);>0. [ |

Remark 4.2.8. From the proof it is clear that a Lévy process (L);>o is a Markov
process with the time homogeneous Markov transition function, (P;):>0, defined

as
Pu(w, A) = Py, (A - z)

for x € R? and A € B(R?).
The following example is inspired by [Ped20, Example 9.13]
Example 4.2.9. (§§) Let (N;);>0 be a Poisson process with parameter A > 0.

In [Example 4.1.6| we showed that this is a Lévy process. Define P;(k, A) :=
Pn,(A—k) for k € Nand A C N. By [Remark 4.2.8| (N;);>0 is a Markov process

with Markov transition function (P;);>0. We calculate:

Pk, A) = > e—l”(Al—?l

le(A—k)NN
= 3 e (At)U=R) .
1€AI>k (1= F)!

Let (Z}¥)i>0 be the filter generated by the process (N;);>o. For s,t > 0 and
JEN;

) ] e S()\tg)(a—N(t))
P(Nyys :JL%N) = P,(Ny,j) =e (G—N@)A Wﬂ{jzmﬂ}.

Especially

(ks AU

P(Niys = jIN: = k) = Py(k,j) = e G—#)! Lig>jy-

That is P(Nyys = j|Ne = k) =P(X = j — k), , where X ~ Pois()s).
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4.3. Infinitely Divisible Distributions

4.3 Infinitely Divisible Distributions

Infinitely divisible distributions are a class of distributions, that can be written
as a convolution between n identical measures for any n € N. We will show
that the distribution L, where L is a Lévy process, is infinitely divisible. Key
references in this section is [Sat13] and [Ped20].

Definition 4.3.1. [Sat13| Definition 7.1] The probability measure y is called an
infinitely divisible distribution if for all n € N there exists a probability measure
pn such that u = pu” (p, convoluted with itself n times).

O

In [Ped20, Proposition 9.20] we see that if L is a Lévy process then Py, is
infinitely divisible. Set vy := Pp, for all ¢ > 0 and note by that

(V)0 is a regular convolution semigroup. Hence v; = (v;/,,)".

We will need some properties of the characteristic function in conjunction with
the concept of convolution. We state them here without a proof. For proofs of
the statements see Proposition 2.5 (i), (iii), (vii), (viii), page 34 and
Lemma 7.8].

Lemma 4.3.2. Let v, j1, (11 ) ken be probability measures on (RY, B(R%)):
(a) p*v(z) = ju(2) - 0(2) for all z € R?,

(b) Assume that fi,(z) — fi(z) for n — oo for all z € RY. Then p, > p
for n — oo.

(¢) Let ¥ be a complex function that is continuous in 0. Assume that
fin(2) — ¥(2) for n — oo for all z € R, Then 1 (z) is a characteristic
function of some distribution on (R, B(R?)).

(d) If wu is infinitely divisible and p = pl.  Then u, is unique and

1/n

fin(2) = fu(z)"/".
(e) If u and v are infinitely divisible p * v is infinitely divisible as well.

(f) (Bochner’s Theorem) Let 1)(z) be a complex valued function on R?, continu-
ous in 0 and 1 (0) = 1. Further assume that for all n € N:

n

Z V(2 — 21)GC, > 0, for 21,2, € R? and (4, ..., ¢n € C. (4.6)
k=1

Then 1(z) is a characteristic function of some distribution on (R, Z(R?)).
Also if p is a distribution on (R4, ZB(RY)), ji is 1 in 0, continuous in 0 and

meets |Equation (4.6)]

(9) If (pn)nen is a sequence of infinitely divisible probability measures and
Lin — 1 for n — oo, then u is infinitely divisible.

O
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4.3. Infinitely Divisible Distributions

The following lemma is a combination of [Sat13, Lemma 7.9 and Lemma
7.10(i)]. The proof presented here is an elaboration of the ones given in [Sat13].

Lemma 4.3.3. Let p be an infinitely divisible distribution on (R?, Z(R%)).
The definition of the measure u™ for n € N can be naturally expanded to
pt fort € [0,00) and p' is infinitely divisible. Moreover let (L¢)i>0 be a Lévy
process and define p := Pr,, then Py, = pt, and the characteristic function
P, (2) = i(2)t for all z € RY.

Proof. (§) We let '/" be the measure on (R% Z(R%)) such that p = (u'/™)",
then this measure will also be infinitely divisible. This comes from the fact that
for k € N, there exist a measure, p'/*", such that (u'/*")%" = ;. We then have

that ((u'/*")*)" = i by associativity of convolution. Thus (1'/*")* has the
same property as p'/™. By [Lemma 4.3.2| (d), /™ is unique. Thus
(,ul/kn)k _ Ml/n.

This shows that p!/" is infinitely divisible. By [Lemma 4.3.2] (), p™/™ :=

(/™)™ is infinitely divisible. Let ¢ € R and (r,)nen € Q be a sequence of
rational numbers such that r,, — ¢ for n — co. We have by (a) and
(d) that pm/n(z) = fi(z)™/™ and that ji(2)"™ — fi(2)*. As fi(z)"™ is continuous
in 0 by [Lemma 4.3.2] (f), then /i’ is continuous in 0 as well. By
(c) fit is a characteristic function of some distribution on (R, %(R%)). We can
define p' to be the measure having the characteristic function jit. Thus by
(b) and (g) p! is infinitely divisible.
By stationary and independent increments of Lévy processes, we can write
p = (Pr,,,)". That makes P, = pt/™ and PL,.,. = w™'™. Now we let
(rn)nen € Q such that t < r, and r,, — ¢ for n — co. As L has right continuous
paths, L, — L; almost surely, and by Proposition 1.5] the convergence
also holds true in law. As a consequence

Jim Pr,, (2) = Pr,(2)
for every z € R%. As P, = p™ and thus for all z € R?, EDLM (z) = a™(2).
Taking the limit on both sides gives us ]fDLt (2) = ji*(z). Again by properties of
the characteristic function Pr, = pu’. u

Here we present the Lévy-Khintchine representation of infinitely divisible
distributions. The theorem will allow us to characterize Lévy processes. We
state the theorem without giving a proof. Later we will give a full proof of the
uniqueness of the representation (Proposition 4.3.7]).

Theorem 4.3.4. Theorem 8.1] Let i be an infinitely divisible distribution
on (R?, B(R%)), then we can write the characteristic function of u as

(2) = expl(— (2 A2) + (7, 2)+

_ (4.7)
/Rd(ezw> —1—i(z,2) L u0)<1y (2))v(d2)),
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4.3. Infinitely Divisible Distributions

for z € R4 A is a d x d positive semi-definite matriz, v € R% and v is a Lévy
measure, i.e. v({0}) =0 and

min(1, z%)v(dr) < co. (4.8)

Rd
This representation is known as the Lévy-Khintchine representation, and (A, v,~)
is called the generating triplet of .

Remark 4.3.5. If f{\z\<1} |z|v(dz) < oo, we can write

f(2) = expl— (2, A2) + itra.2) + [ (€5~ (a)

Rd

where A and v is as in but vy is different that v. We call 7 the
drift, and we can write the alternative generating triple (A, v,70)o, where the
zero in the subscript in the triple indicates that we have changed the 1 .., <1}
to 0 in the representation.

Remark 4.3.6. By Remark 8.4] there exists a broad class of functions,
%, that we can set instead of the function 1, ,<1}(2) in the representation of
the characteristic function of y. If we set f € ¢ instead of 1 ,.,j<1} (), we can
find a new generating triplet for p, (Af,v¢,vf) s, where Ap = A and vy =v.
It will be useful in the proof of the theorem that the family of functions,
{1p(e)(z)}ee(o,1), where D(e) = {x : |z| < €}, is contained in 4.

O

Proposition 4.3.7. at] Theorem 8.1(ii)] Let p be an infinitely divisible
distribution on Rd . Then the generating triplet, (A,~,v), from the

representation -] is unique.
O

For making a proof of the proposition we will need some technical results.
The results are either given as lemmas in [Sat13] or it is taken as given in the
proof of [Sat13| Theorem 8.1(ii)].

Lemma 4.3.8. pp. 40-41] Let x € RY. Then we have the following

equality:
/ (1 — e @)Y dw = 24(1
[_171]d

ife; 0 foralli € {1,...,d}. If 2, =0 forani € {1,...,d}, then set 1 in the
expression instead of sin(x;)/x;.

Proof. (§§§) By [Poul5, Definition 2.25] we have that ¢®%) = cos((x,w)) +
isin({x,w)). So

/[ 1 1]d(1 — & dw

= ldw — cos((x,w)) + isin({x,w))|dw
e Jeos(la ) +isingiew))

HI:1:~

Z;

_9d _ / cos({z,w))dw — z/ sin({x, w))dw.
[—1,1]¢ [-1,1]4
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4.3. Infinitely Divisible Distributions

We can write (z,w) = Z?zl r;w;. From \ Theorem 2.17] (the

trigonometric addition formulas) we have that
sin(s + t) = sin(s) cos(t) + sin(t) cos(s)

and
cos(s + t) = cos(s) cos(t) — sin(s) sin(¥)

for s,t € R. We also recall the following properties of cosine and sine:
cos(—xz) = cos(z) and sin(—z) = —sin(x) for a real number x. Thus

/ sin(t)dt = / sin(t)dt — / sin(t)dt = 0
[—x,z] [0,z] [0,z]

/[—x,:c] cos(t)dt = 2/ cos(t)dt = 2 - sin(z).

[0,2]

and

Keeping these properties in mind we can proceed. First we want to show that

d .
/ cos((z, w))dw = 2% H sm(ml).
[-1,1]¢ =1

X

We prove this by induction. Let d = 1 and assume x # 0. We use integration
by substitution to calculate the expression f[_l 1] cos(zw)dw. See for example

[Poulh, Theorem 8.22(a)]. Let g(w) = zw. Then we have ¢'(w) = x.

1
/ cos(zw)dw = f/ x cos(zw)dw
[7171] x [71’1]

1

- 5/ cos(g(w))g'(w)dg(w)
l9(=1),9(1)]

= Lsinguz, =2 )

X

If x = 0 then

cos(zw)dw = / cos(0)dw = 2.

[—1,1] [—1,1]

We note that by doing a calculation like the one above we obtain that
f[71 jy sin(zw)dw = 0 for z € R.
Assume the expression holds true for d — 1 > 1:

d
/ cos({(z,w))dw = / COS(Z xw;)dw, - - - dwg
[-1.1]7

(-1,104 i=1
d
= / cos(ziwy) COS(Z xw;)dwy - - - dwg
[-1,1]¢ i—2
d
— / sin(xjw) sin(z xw;)dwy - - - dwg
(-1,10¢ i—2

d
/ cos(xrw )dw; / COS(Z ziw;)dws - - - dwg
(-1,1] [—1,1]d-1

=2
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4.3. Infinitely Divisible Distributions

d
_ / sin(xywq )dw, / Sin(z zw;)dwsy - - - dwg
[_171]

(-1t i=2

. d
—9. sin(z1) / COS(Z xw;)dws -+ - dwg — 0
[_171]11—1

1 i—2
d .
_ o H sin(x;)
=1 i

In the last equality we used the induction assumption.
By induction we can show that if[—l,l]d sin({z,w))dw = 0 again using the

trigonometric addition formulas. We leave out this part.
By putting the calculations together, we obtain the expression stated in the

lemma. |
In \\ it is asserted that p(dz) = 24(1 — [], Sinm(?"'))dx is a finite
measure. e following lemma is a part of showing that.

Lemma 4.3.9. Let d € N\ {0} and z € R? be given such that |x|> < 1. Then

(1- H sin(?i)> < |$|27

xT
i=1 v

where it is assumed that % =11 xz;=0.

Proof. (§88) Assume that || = 0. Then z; = 0 for all ¢, and both the right
hand and the left hand side becomes 0. As |z|> = Z?Zl x?, the assumption
that |x|? < 1 implies that 22 < 1 for all i € {1,...,d}. The Taylor series of the
sine function is given by

2k—1

sin(z) = Z}-M*h.

k=1

This immediately gives us that sin(z) < z and sin(z) > z — 23 /3! for z € (0, 1).
We show the lemma by induction in d.
Let d =1 and x € (0,1) such that 0 < |z|? < 1.

x—3/3! x?

sin(x)

(1-

This calculation also holds true for « € (—1,0) because both x — sin(x)/x and
x> (z — 23/3!) /2 are symmetric around zero.

Now assume that d > 1 and assume that the claim holds true for d — 1. Also
assume that |z[? > 0. If x4 = 0, the statement is obvious. Otherwise we
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4.3. Infinitely Divisible Distributions

calculate.
d d—1
sin(z;) sin(z;) ,xqg — /3!
1 — _
-T2 < ()
i=1 i=1
d—1 9
sin(z;), 3
= ]_— —
i=1
< Zm + d <23,
where we used the induction assumption in the last line. |

Lemma 4.3.10. Let € RY. Then

/ (x,w)dw = 0.
(1,1

Proof. (§88) We compute

/[_1,1](1(95, w)dw . ,; Tpwidwy - - - dwy
d
= Z/ kakdwk =0
1 [—1,1]

Lemma 4.3.11. Lemma 8.6]

™

M |

k=0
where w € R, n € N and § € C, where |0] < 1.
Proof. (88) Prove first that for each v € R and n € N:

¢ =1 _ L
7(71_1)!/0 (u—v)"""e"dv=10 T

|/ |U—Un 17v|d,U

1 “ —1 |ul”
— n d = —_—
(n—1)! /0 g YT

As the expression on the left hand side inside the norm is a complex number, it
can be written on the form: a + ib, where a, b are real numbers. If © = 0, then

,L'n

|m/O (u—v)"" e"dv

52



4.3. Infinitely Divisible Distributions

a,b=0. If u # 0 there exist real numbers ¢, d such that a +ib = (¢ + zd)‘z—l,ﬂ
It follows that

|ul"

n
[ | = |a+db] < 2
n!

making |¢ 4+ id| < 1, thus we have the integral expression on the desired form.
The only thing left to show now is that

n

n—1 ,. .
, (iu)* i “ 1
iu o\ v
e = kgzo o + e (u—v)"""edv.

Fix n € N and u € R. First we show that the integral part on the right hand
side can be split up into a new sum:

n n+k (,Lu)j i7z+k

(nfl)!/o (u—v)"ledo = 3 RN

Jj=n

u
)'/ (u_v)n—&-k—leivdv.
- Jo

It will be sufficient to show the property for k = 1 because n is arbitrary. By
integration by parts, we obtain:

/[:’ﬂ

O A (u— )" te™dv

— " [_l(u _ U)neiv]u + in+1 /u(u _ ’U)neivd’l)
C(n—=1D!" n 0 n! Jo

< \n ‘n+1 u )
= (zu') 41 ' / (u—wv)"edv.
n. n. 0

Fix I,n € N. Using the triangular inequality for complex numbers and the first
property and the equality just shown, we obtain:

|eiu_(n_1 (7/U)k + " /u(u o v)”_le“’dv)\
k! (n—1)!
k=0 0
n+i—1 k s+l u
U (’LU,) ¢ n+l—1 v
le Z o Y (u — )" let dy|
P (n+ ! Jo
ntl—1 .\ n+l u
i (iu) v / -1 i
< mu + n 'Lvd
Rl re vl A
n+l—1 ,. n
|ezu Z (Zu)k| |u| +
L]

. . k
As e = ZZOZO (zz!) both parts on the right hand side goes to zero as [ goes
to infinity. As [ can be chosen arbitrarily big, the desired equality must hold
true. |

Now we are ready to prove the uniqueness of the Lévy-Khintchine
representation. The following is an elaboration of the proof given in [Sat13
Theorem 8.1(ii)].
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Proof of [Proposition 4.3.7. (8§) We start off proving that e**® — 1 —
i{z,z)1p(z) is integrable with respect to v. Here D denotes {z : || < 1}

We assume that || < 1. We use [Lemma 4.3.11| with n = 2 to write

, 0
G =14 iz, 2) + (e, 2
Thus

. 0
"5 =1 — iz, )| = 1+ iz, 2) + Sz, 2) P = 1 —ifz,2)|

IA

1 1
Sl o) < Sl lsf

The last inequality follows from Cauchy-Schwartz’ inequality for inner products
(see e.g. [Thold, Theorem 9.1.4(iii)]). For z > 1 we can just use the fact that
le™| <1 for u € R. Thus

|6i<z,z> —1< |ei<z¢r>| +1<2,

using the triangular inequality for norms. Now we can write
| | 5™ —1—i(z,z)1p(z)v(de)| < / =% — 1 —i(z &)1 p(x)|v(dz)
Rd Rd
- / ) 1 il )1 p (2) v (da)
D

+ / i) _ 1|y (da)

g/D%|x|2|z|2V(dx)+/Dc w(dz)
_ %|z\2/D|1:|2V(dx)+2/clu(da:)

< max(%|z\2,2)/ (Jz> A 1)v(dz) < oc.
Rd

In the first inequality we use Theorem 5.4.6(iv)] and at last we use the
property of Lévy measures.

If welet 0 < e < 1, we can let D(e) := {z : |z] < €} we can obtain the more
general inequality:

| y ez 1 — i{z, )1 p(ey (x)v(dz)|

1
< §\z|2/ |z|?v(dx) —|—2/ lv(dx) < oo.
D(e) D(e)¢

The fact that it is less than infinity needs an elaboration. The first part of the
expression is obviously less that infinity. We show that the latter part of the
expression is less than infinity as well:

2
2/ lv(dz) = — v (dr)
D(e)® € JD(e)

2
7/ (22 A D)(dz) < oo,
€ D(e)c

IN
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Now let s > 0, then
1
log(ji(s2)) = —55*(z, Az) +is(y, 2)

+ /R () 1 iz, )1 () ()

In general we can not be sure that the logarithm of a complex number is
unique, but [Sat13, Lemma 7.6] secures in this case that the logarithm is
unique. We just need to observe that fi(z) is continuous, log(/i(0)) = 0 and

exp(log(ii(2))) = iu(2).
We want to show that

lim |s?log(fi(sz)) + %(z, Az)| = 0.

5— 00

If we take an € € (0,1), we can obtain the generating triplet, (A,~,, ). that
fits the representation where we use the function 1p)(z). We write

5 log((s2) + 3 (2, 42)

= It )+ [ (0 =152, 0) g ()u(do)

< s it 2+ 572 [ (€99~ 1= iz )L (o) w(do).
R

We note that limg o s~ 1i(7e, 2)| = 0, so we can turn the attention to the
second part of the upper bound:

572 / (e'52®) — 1 —i(sz, 2)1 (o) (2))v(da)|
Rd

1
< s_2§|sz|2/ |lz|?v(dz) + 3_2[2/ 1v(dx)]
D(e) D(e)e

—722 .’E2l/$ 572 v(dxz)|.
- '/D@' (d) + [2/ 1 (de)]

D(e)e

Again we can note that lim, . s~ 22 fD(E)C 1v(dx)] = 0. To sum up we get
that

1 1
lim |s~2log(fi(sz)) + §<Z,Az>\ < §|z|2/ |z|?v(dx), Vee€ (0,1).
D(e)

Ede el

As v({0}) = 0 and
/D(E) 2 2(dz) < /D l220(dz) < oo,

lim |z|?v(dx) = 0.
e—0+ D(e)

we must have that

To sum it up we get

1
lim s %log(fi(s2)) = 5(2’,142)

5§—00
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for all z € R%. Thus A is uniquely determined by .
Now we define the function

U(2) = log(i(2)) + 5 (= A2)

and note that
B(z) — P(z +w) = / (59 — i) 4t o)1 p())(de) — iy, w).
R4

We check that the integrand is integrable. We only have to consider the case
where |z| < 1.

z,x)

o) i, )
_ |ei<z,m>(1 _ ei(w,w}) + ei(z,x)i<w’x> + (1 _ ei(z7w))i<w7x>|

< 1= ifw, )] + |(w, z)[1 - ']

et

IN

1
1wl + 2|zl w]
1
< max (S, fwl|2) - ol
Here we have used previous calculations and with n = 1. From

this we can conclude that the integral is well defined and finite. I integrate with
respect to w:

/[11 Bz) - (= +
L
A

w)dw
) — M) 4w, 2) 1 p (2))v(de) — iy, w)]dw

etz _ gilztw,z) | i{w, 2)1p(z))v(dr)dw

—1/ Sy w)dw
-1,1)
/ /[ . e 2 (1 — X)) du +i/[Llw(w,xﬂl,:;(x)dw]y(dx)

/ feitea) /[ 11]d(1—ei<w’x>)dw]V(d17)
- (1)

During this calculation, both [Lemma 4.3.10| and [Lemma 4.3.8| was used.
The expression can be recognized as the Fourier transform of the measure

pldz) =291~ ] S“;(f”) Yv(da). (4.9)

i=1

We will show that this is a finite measure, because then we know it is uniquely
determined by it’s Fourier transform (see [Lemma A.1.4{1)). It is understood
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by [Cemma 4.3.8| that if z; = 0 for some i € {1,...d}, then set sin(z;)/z; = 1.
Remark that the density of p with respect to v is positive for all = # 0. For
x = 0 it is 0. This means that v is uniquely determined by p because we know
already that v({0}) = 0. Generally we have that

x )) S 2d+17

for all 2 € R%. By the properties of a Lévy process, this means we only need to

concentrate on the part where 0 < |z|? < 1. In[Lemma 4.3.9]it is shown that
d sin(z;) 9
(-T2 < o,

i=1 v

which is enough because we know that v is a Lévy measure.
As 1) is completely determined from A and pu, we get that v is unique for p. As
both v and A is uniquely determined, v can be determined as well. |

As L; is infinitely divisible for all ¢ > 0, Py, will have a generating triplet.
we call this the generating triplet of L.

Remark 4.3.12. [EK19| Section 2.2] For a Lévy process L, the characteristic
function of Ly can be written as exp(v , so by m we have that
the characteristic function of L; is exp(tw( )) for all £ > 0.

The following Lévy-Khintchine representation of the Poisson process is given
in |[EK19, Section 2.4]. We show that the representation can be found by
calculating the characteristic function directly and recognizing the different
parts.

Example 4.3.13. (§§) Let (N;);>0 be a Poisson process with parameter A > 0.
We calculate the characteristic function of Nj:

Elexp(izNy)] = Z e_’\y exp(izk)

7)\2 )\exp iz)

= exp()\e —-A)
= exp(A- (e — 1)),
for z € R.

Consider the Lévy-Khintchine representation (0, A\, Ad1). This gives rise to the
characteristic function:

exp(izA + /(eizx — 1 —izal (4)5<1y)A01(d))
R

= exp(izA + M€ — 1 —i2))
= exp(A(e”* —1)).
Thus (N¢)i>o0 has (0, A, A1) as its Lévy-Khintchine representation.
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4.4 Processes with Independent Increments

As we have seen, a Lévy process is a time homogeneous Markov process. It turns
out that we can loosen up on the Lévy conditions and still keep the Markov
property. Actually, we can be content with the condition of independent
increments.

Theorem 4.4.1. Let X be a stochastic process that takes values on R defined
on the probability space (Q, F,P). Assume that X has independent increments.
Then it is a Markov process.

The Markov transition function associated with this Markov process will
be specified here, before we prove that the process is in fact a Markov process.
Some of the calculation are similar to the ones int he proof of

Lemma 4.4.2. Let X be a stochastic process with independent increments.
Define for (x, A) € (RY, B(R?)) the group (Ps;)i>s>0 as

Ps’t(l’, A) = ]P’Xt,Xs (A — l’)
Then (Ps1)i>s>0 s a Markov transition function.

Proof. (88) First remark that by|Lemma 4.2.6((Ps ¢ ):>s>0 is a family of transition
kernels. We calculate

Py s(x, A) =Px,x,(A—2) =Po(A—2) =0d0(A - 2) = 0:(A).

Also we have that fort > s>u >0

Pu,sPs,t(xa A) - /d Ps,t(ya A)Pu,s(xa dy)
R

_ / Px,_x.(A — y)Pus(z, dy)
]Rd

= / Px,-x,(A—y—2)Px,_x,(dy)
]Rd

=Px,-x, *Px,—x, (4 —2)
=Px,—x,+x,-x,(A—1)
= ]P)thxu (A — l‘) = Pu’t(ac,A).

We used that X has independent increments, which gives us that (X; — X;) is
independent of (X5 — X,,). So we have shown what we set out to show. |

Now we show that X is in fact the Markov process associated with the
Markov transition function that was just defined. The arguments utilized below
are in essence the same as the ones used to show that a Lévy process is a

Markov process ((Theorem 4.2.7)). Thus, the ideas again come from |[Ped20)].
Proof of [Theorem 7.7.1} (§) Let (X;);>0 be a stochastic process with independ-

ent increments and define the group (Ps)i>s>0 by Ps(z, A) :=Px,_x . (A—2x)
for all t > s > 0 and (z,A) € (RY %(R%)). Then by this is
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4.5. The Lévy-It6 Decomposition and Lévy Integration

a Markov transition function. By we have that there exist a
Markov process (Y;)¢>o such that for all t > s > 0 and f € .#,(R%,R)

EIf(Y)|.F)] = Poo(f(Ys)).

We choose the process (Y7):>0 such that Yj £ X,. We want to show that (Y2)i>0
and (X;)¢>o are equivalent. We notice that

E[f(Y,)|#Y] = / f( + Yo)Px, _x. (d).

By letting f(8) = ¢*%%) for a § € R? we get that

E[e<y,Yt7Ys>

EY] _ efi(O,YS)E[ei(t‘),thjY] _ /€i<9’x>PX,,—Xs (dl’)

S S

As shown in the proof for [Theorem 4.2.7, this gives us that (Y;);>¢ has

independent increments and that Y; — Yy ~ X; — X,. Conclude that for
allmeNand 0 <ty <ty < - - <ty

d
(X07Xt1 - XOa -'-7Xt” - thfl)T = (Y07}/t1 - YO7 "'7thn - }/;fnfl)Ta
which secures that
d
(X07Xt13 (RS th)T = (Y07)/t1a EEES) Ytn)T

By|Lemma 3.4.2|we have that (Y3)¢>0 is a Markov process with Markov transition
group (Ps,¢)1>s>0. |

4.5 The Lévy-1t6 Decomposition and Lévy Integration

In the following section, define D(I) := {z € R™ : |z| € I}, where I is a interval
in [0, 00]. In this section we aim to make sense of integration with respect to
Lévy processes. In order to do this properly, we start of with a presentation of
the Lévy-1td decomposition. The Lévy-1td decomposition shows how a Lévy
process can be decomposed into two independent processes, namely a jump
process and a continuous process. We state and discuss the result without giving
a proof. The result is presented and proved both in [Sat13] and [App09]. In
Sat13] he make use of the Lévy-Khintchine representation to prove it, whereas
in 7 he does not. We use the result to make sense of integration with
respect to a Lévy process.

Let (Li)i>0 be a fixed m-dimensional Lévy process with generating triplet
(A,v,7). Denote by (H, 5) the space H := (0, 00)x (R™\{0}) and ¢ := %(H).
We let an A € 7 be given and define the random element:

N(A) :=#{s: (s,AL(s)) € A}1q,,

where AL, := L(t)— L(t—) and € is the space where L is cadlag. As L is a Lévy
process, the characteristic function function of L; can be represented by the
triplet (A, v, v:) = (tA, tv, ty) by [Remark 4.3.12] In [Sat13, Theorem 19.2(i)]
he claims that N is a Poisson random measure on (H,.7), with an intensity
measure, p, for which it holds that p((0,¢] x A) = 1, (A), for A € B(R™ \ {0}).
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4.5. The Lévy-It6 Decomposition and Lévy Integration

In Remark 9.9] he claims that such an extension exists in the general
case (for additive processes) and he touches on how it can be proved. We are
only interested in the case where 14 = tv (the case of a Lévy process). We
prove that such a measure exist by showing that the measure coincides with
the product measure (A ® v, where \ is the Lebesgue measure).

Lemma 4.5.1. There exist a unique measure (1 on (H, ) such that p((0,t] x
B) =tv(B) for B € Z(R™\ {0}).

Proof. (8§) Assume there exists a measure, p, on (H, 7) such that for all ¢t > 0,
1((0,t] x B) = tv(B), where B € Z(R™ \ {0}). Remark that such a measure
must fulfill for ¢ > s that

u((s,] x B) = u((0,1] x B) — u((0, 5] x B) = (t — s)u(B).

Define the product measure on %((0,00)) ® Z(R™ \ {0}), A ® v. In the proof
of [Proposition 4.3.7] we showed that v is a finite measure outside an arbitrarily
small neighbourhood around 0. By letting A,, := D(+, 00) for all n € N, we have
a sequence of sets, such that v(A,) < oo and such that U,enA, = R?\ {0}. We
conclude that both A and v are o-finite measures on #((0, 00)) and Z(R™\{0}),
respectively. This secures by Theorem 6.3.3] that A ® v exists and is

unique.
Define the system of sets

2 :={(s,t] x B:0<s<t,Bc AR {0})}.

We have that for a (s,t] x B € & that A@v((s,t] x B) = (t — s)u(B). We show
properties (a)-(d) of [Theorem A.1.14|in order to conclude that p = A® v. (a)
2 is stable to intersection. (b) 2 generates .#°. This is secured by
Theorem 6.1.6] as the system {(s,¢] : 0 < s <t < oo} generates Z((0,0)) and
Unen(0,n] = (0,00) and U,en[—n,n]?\ {0} = R4\ {0}. (c) We have shown
that 1 and A® v coincide on 2. As for condition (d) let A, = (0,n] x D(,00).
We have that U,enA, = H, and that A ® v(A,) = nv((L,00)) = p(A,) < oo
for all n € N.

Together (a) — (d) secures that A ® v and p are identical on (H, 7). [ |

The following statements come from [Sat13| Theorem 19.2]. For almost all
w € 2 the limit

lim (N(d(s,z),w) — u(d(s,z)))
&0 J(0,4]x D(e,1]

+ / eN(d(s, z),w),
(0,t]x D(1,00)

exists and is a Lévy process with generating triplet (0,,0). We can call this

(4.10)

process (Lg‘]))tzo. Moreover the process (Lgo))tzo, where LEC) =L — LEJ) is a
continuous Lévy process with the Lévy-Khintchine representation (A, 0,~) and
L) and L) are independent processes.

In [App09] he defines for fixed ¢ > 0 the measure on Z(R™ \ {0}), N(t, B) :=
N((0,t] x B) — u((0,¢] x B). This is a martingale values measure for B C D(e, 1)
for e > 0 by p. 105]. Moreover he defines N (t, B) := N((0,¢] x B) for
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B C DJ[1,00) and he writes the decomposition of the i’th coordinate of the
m-~dimensional Lévy process as

Li(t) = )\'t“l‘zeikBk t)

// N(ds, dx) // ;N (ds,dz),
\as|<1 |z|>1

where A € R™, 0 € Mat(m,r) and B is an r-dimensional Brownian motion.
Here the first two terms corresponds to L(©) and the two last terms to L(7).

The term fot flelxiN(ds,dx) is the limit written in |Equation (4.10)l By
| p. 121] this convergence takes place in the .# space. Remark that
0 f N(ds,dz) can be written as [, x;N(t,dz).

(4.11)

<1 ®

By [App09| it is possible to define Lévy type integrals. That is integrals
of the form

Yi(t) = Yi(0) + / Gi(s)ds + 3 / Fy(5)(dB.),
j=1

t t
—|—/ Hi(s,x)]v(ds,dx)—k/ K;(s,z)N(ds,dx),
0 Jl]z|<1 0 J]z|>1

for all i € {1,...,d} K;, G, F;; and H; is predictable and P( [ |G;|ds < o0) = 1,
P([ |F;,;(s)|?ds < c0) = 1 and P( fo fm|<1 |H; (s, 7)|?v(dz)ds < 00) = 1.
In this thesis we are only interested making sense of integration in the
't’ parameter with respect to a Lévy process. In practice this means we will only
consider the case where G = M (t)\, F' = M (t)0 (takes values in Mat(d,r)),
K(s,x) = H(t,x) = M(t)xz and H(t,z) = M(t)x (see Section 6.3]).
Here M (t) is a Mat(d, m)-valued predictable matrix and x is m-dimensional
vector.
We discuss integration with respect to each of the elements in the decomposition
individually. The first two parts corresponds to Lebesgue integration and
integration with respect to Brownian motion, which we worked with in
We can define this integration with respect to progressively measurable
processes from L? (A7) @ P) for T > 0.
As flel x;N(t,dz) is an element in ./, by we can define an
integration with respect to this element. This holds for predictable stochastic
matrices, (M;);>0, taking values in Mat(d, m) and such that for 7' > 0

/ /|z<1 x);|2dtv(dz)] <

for i € {1,...,d} by |[App09, Theorem 4.3.4(2)].
By [App09} 105 and 106], when A C DJ[1,00) then N (¢, A) is a Poisson process
and P(t) := [, xN(t,dx) is a compound Poisson process. For predictable

mappings K defined on [0,00) x R% x € it is possible to define for 7' > 0

T
/ KON ) = S K(u, AP(u)1a(AP(w).

0<u<T
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This is a finite random sum because P(t) is a compound Poisson process with
associated Poisson process N(¢,{|z| > 1}), which is finite (see the proof of
Theorem 2.3.9]). These considerations leads us to conclude that under
the right assumptions, we can define integration with respect to a Lévy process.

Corollary 4.5.2. Let (M;);>o be an Mat(d, m)-valued predictable process such
that

T
|2 viax 0.
E| / / ((Myz)i 2diw(dr)] <

for i € {1,....d}. Moreover assume that E[IOTMi,j(t)th] < oo for all
i€ {l,...,d} and j € {1,...,m}. We can integrate this process with respect
to a Lévy process. This gives rise to a d-dimensional process X (t), where for
ied{l,..d}

m

dX; = M;x(t)dLy(t).
k=1

For a fizedl € {1,...,m}
M (t)dLy = M; ()Mdt + Y M; i (£)0;,,dBy(t)

k=1

+ / M; ()N (dt, dz) + / M; ()2, N (dt, dz).
|| <1 |z|<1
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CHAPTER 5

Time Changed Processes

5.1 Introduction to Time Change

In the current chapter, we work with a collection of indexed elements of the form
Y := (Lp(g))o>0, where (L;)¢>o is a Lévy process (we call it the base process),
and (T'(0))e>0 is a real stochastic process, that meets certain properties to
be defined. It will be shown that if T is a time change process, then Y is a
stochastic process. In this case we call Y a time changed process. The aim of
this chapter is to examine which conditions on 7" that are sufficient to ensure
that the time changed process is a Markov process. An important aspect of our
examination of the Markov property of time changed Lévy processes is a study
of filtrations with respect to which the time changed Lévy processes is adapted.
The time change processes of interest are Lévy processes, deterministic processes,
and processes with independent increments.

There are different ways of defining time change processes. In they
demand that the process takes values in the space [0, 00| and that it for all
indices is a stopping time with respect to (:#;)>0 (a filtration with respect to
which, the base process is adapted). We will return to a discussion of their
definition, but for now, we give a more general definition of a time change
process.

Definition 5.1.1. Let (Ty)p>0 be a stochastic process. We call it a time change
process if for almost all w € Q the function 6 — Tp(w) is non-decreasing and
[0, 00)-valued.

Remark 5.1.2. Later in the thesis we shall add two more conditions on the time
change process, namely right-continuity and that 7°(0) = 0.

O

We start off examining the general situation, where the base process is
not necessarily a Lévy process. Let €0y be the space on which the function
0 — Tp(w) is non-decreasing and [0, oo)-valued. Remark that P(€2) = 1, and
that QF is measurable, because (£2,.%,P) is complete. A simple useful lemma
when making the time change composition is the following one.
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Lemma 5.1.3. Let X be a stochastic vector, that takes values in R?. Then the
process

T:0-5R'%xQ
w = (X (w),w)

is (F,B(R?Y) @ F)-measurable.

Proof. (§8§) #(R?) x .7 is a generator system for Z(R?) ® ., so let R x A €
B(RY) x F.

{weQ: (X(w),w) eRxA}={X€eR}NAc.Z,
by the properties of o-algebras. This is sufficient (see i)). |

We show that a time changed progressively measurable stochastic process is
measurable.

Lemma 5.1.4. Let (X,);>0 be a progressively measurable stochastic process that
takes values on R?, and let (Ty)o>0 be a time change process. We define for all
0 >0 and w € Q; Yp(w) := X1, () (W), (w). Yy is a stochastic variable for all
0>0.

Proof. (§88) Let (Xy)i>0, (To)o>0 and (Yp)g>o be defined as above. Now let
0 > 0 be given. We want to show that Yy is a stochastic variable, meaning that
we need to show that the following function is measurable:

Yy:Q — RY
w = X, () (W) Lo, (W)

We define the functions

A:Q—[0,00) x Q
W= (Ta(w)vw)v

and

0:[0,00) x 2 — R?
(s,w) = Xs(w)lg,(w).

As X is progressively measurable, then it is also measurable by [Lemma 2.4.5|
and as the probability space is complete, 1o, is measurable as well, so © is

measurable. By |[Lemma 5.1.3] A is measurable as well. As the composition of
two measurable mappings are measurable, we obtain the desired result. |

We start off by studying the simplest time change processes, namely the
deterministic ones. A simple example of such a process is given below.

Example 5.1.5. (§§§) We consider an (%}Y);>o-Poisson process N with
parameter 1. Define for a positive A the deterministic process A(t) = A-¢. Then
the time changed process N*(¢) := N(A(t)) is an (Z );>o-Poisson process with
parameter . Remark N*(0) = N(0) = 0. As X -t is a continuous, increasing
function, N*(¢) preserves the properties cadlag, non-increasing and Ny-valued
for fixedw € Q. Let s <t. N*t)—NA(t) = N(At)—N(\-s) ~ Pois(A-t—\-s) =
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Pois(A-(t—s)). {N(A(s )) 0<s<t}={N(s):0<s<A\-t}, thus we easily
obtain that N(A(t)) is ZJ¥,-measurable and N (A(t )) N(A(s)) is independent
of ZNV..

If A > 1 we have an acceleration of time and if A < 1 it is a deceleration of time.

We show that a Lévy process time changed by a deterministic process is a
Markov process. Actually, the weaker assumption that the base process is a
Markov process is sufficient to show that the time changed process is a Markov
process. Before giving the argument for this assertion, we need the following
lemma for conditional expectation.

Lemma 5.1.6. Let X be a bounded stochastic variable and let E[X|.%] =
E[X|F2], where F1 and F» are sigma algebras where Fy C Fy. Then we have
that B[ X |71 = E[X|Y] if 1 C 9 C F>.

Proof. (§88) We take the conditional expectation with respect to ¢ on both
sides and using the Tower Property (Proposition A.1.11)).

E[X|A] = E[E[X|A]|9] = E[E[X|F]|4] = E[X|¥].
]

Theorem 5.1.7. Let (Y})>0 be a Markov process. Let g : R>g — R be an
increasing function. Then (Yy4))i>0 98 a Markov process with respect to the

filtration (9;;55])),520 where 9;;59) = 0{Yy(s) 1 8 < t} forallt > 0.

Proof. (§8§) We show that E[f (Y )L?Y(g)] E[f(Yy)[Yy(s)] for t > s > 0.
Let k1 := g(s) and kg := g(t). We know that E[f (Yio)|-Zky] = E[f (Yiea )| Yy )-

Now we remark that o(Y,)) C .7, Y('t()g lc 7 ’E 4 Thus from the lemma above
we have that E[f( g(t))\ﬁyg)] E[f(Yy))|Yg(s)], which gives us the Markov
property. |

5.2 Conditional Stationary Independent Increments and
the Cox Process

We show that a time changed Lévy process has conditional stationary
independent increments and that a process with conditional stationary
independent increments can be written as a time changed Lévy process. We
use this characterisation to show the equivalence of two different definitions of
the Cox process.

In Section 2| the definition of conditional stationary independent
increments is given for stochastic variables. The definition given below is
for stochastic vectors, which is the relevant case in this thesis.

Definition 5.2.1. Let (73)s>0 be a non-negative real valued stochastic process
with non-decreasing right continuous paths, where Ty = 0 almost surely. Let
FT =0(Ty : 0 >0) and (Yp)g>0 be an Re-valued stochastic process, for which
the following two assertions hold true:
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(a) Foranyn € N,0<a; < 3 < ... <a, < B, and By, ..., B, € Z(R?):

P[Ys, — Ya, € Br, .., Yy, — Ya, € By FT] = [[PY3, — Ya, € Bi|F]
i=1

(b) For any 0 < o < 8 and ¢ € R%.

Elexpli(C, (Vs = Ya)IZ"] = 6(¢) 77",

where ¢ is the characteristic function of an infinitely divisible distribution.
Then we say that (Yp)g>o has conditionally stationary independent increments
with respect to T.

O

Together [Lemma 5.2.2] and [Lemma 5.2.3] makes a characterisation of time
changed Lévy processes. In Section 2] he states the two following
assertions as one. He presents ideas for a proof of the statements, but does not
make the actual calculation. We give a full proof for the assertions.

Lemma 5.2.2. Let Y := (Yy)o>0 be a time changed process with base process
L := (Ly)t>0 and time process T := (Tp)g>0. Let L and T be independent and
assume that L is a Lévy process. Then'Y has conditional stationary independent
increments with respect to T .

Proof. (§8) We show that Y fulfills condition (a) and (b) of [Definition 5.2.1
Remark that the time change process of Y fulfills the restrictions on the T

process in the definition. Let .#7T be defined as in [Definition 5.2.1

of (a): Define for 0 < 51 <t; <--- < s, <t, the following functions:

Y((815t1, s Snstn)y ) == Lqr, 1. eBy UL, —L., eB.}>
and
D(S1,t1, ey Spytn) = E[D((S1,81, oy Sny tn )y )]
Define also for i € {1,...,n}:

Vi((s1, 81, s Sy tn)s ) ==Ly, — L, ey}
and
(I)i(sla tl; ces Sy tn) = E[wi((sh t17 ceey Sy tn)a )]
As L has independent increments, it holds true that

n

H(I)i(slvtlv ...,Sn,tn) = HP(Ltz — Lg7 S Bl)
i=1

i=1
=P(Ly, — Ly, € By,..., Ly, — Ly, € By)
= (I)(Sl,tl, ceny Sn,tn).

As T is an increasing process, we have that

n

H(I)i(TDénTﬂn"'aTan’TBn) = (I)(TOtUTﬁw"'7Tan7Tﬁn)-

i=1
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Using the Freezing Lemma (Lemma 2.6.1) to calculate the left hand side of the
Definition 5.2.1| (a),

IP)(Y/BI - Yal € Bl’ ot YBn - Yan € Bn|yT)
- E[w((TauTﬁn ~-~7TOzn7T5n)7 )|jT]
=0(To,, T3y, --s 1w, I3,)

and the right hand side

[IP(s - Y., € BilF") = [[EWi((Ta, . Tp, s s T, T, ), )L F T
3 =1

n

= [[®:(Tu,, T5,, .., T, T5,)

i=1
(To,, T3,s -, T, s I,,)-

<.

of (b): As L is a Lévy process, the characteristic function of L; is infinitely
divisible. Define the characteristic function ¢(¢) := E[exp(i(¢, L1))]. Then by

Lemma 4.3.3| we have that the characteristic function of L; is ¢*. Again using
and the fact that it also holds for complex functions we obtain
for (e R%and 0 < a < f3:

Elexp(i(¢, Ly, — L1,))|F "] = U(Ta, Tp),
where
U(s,t) = Eleap(i(C, Ly — Ls))] = Elexp(i(C, Li—s))] = 6'*(C)-
This gives us the desired equality:
Elexp(i(C, L, — Lr,))|F "] = ¢"# 7= (().
|

Lemma 5.2.3. Let Y’ be a stochastic process with conditional stationary
independent increments with respect to the stochastic process (Tp)g>o. Let
¢ be the infinitely divisible characteristic function given in [Definition 5.2.1].
Then there exist a stochastic process L that is independent of T, such that
(Yo)o>0 := (L1s))o>0 is equivalent to (Yy — Yy)o>o-

Proof. (88) Let Y’ be a stochastic process with independent stationary
increments. As ¢ is the characteristic function of an infinitely divisible
distribution, there is a Lévy process L, such that L; has the characteristic
function ¢. Chose this Lévy process such that it is independent of T'. We define

Y := (Yp)o>0 to be (Lp(g))e>0. Consequently, by [Lemma 5.2.2) Y satisfies
Definition 5.2.1] By taking the expectation in condition (b), we get for 8 > «
and ¢ € R? that

Elexp(i(C, (Y5 — Ya)))] = E[6(0)"" 7] = Elexp(i(¢, (Y5 — Ya))].

That is Y — Y, 4 Y; —Y,. By the definition of conditional expectation, it
holds true for B € %< that

P(Ys — Yo € BIF") =P(Y; — Y, € B|.ZT).
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LetneN,0< oy <fp1 <..<ap< B, and By, ..., B, € &%
L€ B,|FT) = [[ BV}, - YL, € BT

i=1

PY} — Y. € By, .Y, —Y!

(03

P[Ys, — Ya, € Bi|F"]

I

=1

=P[Ys, — Ya, € By,...,Ys, — Yo, € B,|F"].

By taking the expectation on both sides, we obtain

(Y, =Y., .

"Yﬁ/n - Yo/cn) i (Yﬁl - YOéla 7Yﬂn - Yan)«

Let ay =0 and a; = B;_; for i € {2,...,n}. Now transform the two vectors of
stochastic variables by the quadratic matrix A, defined as A; ; = 1if i = j or
1+ 1 =j. Let it be 0 in other cases. As this matrix is invertible, using the

same argument as in the proof for gives us that
d
(Yﬁ/1 - Yy, YBIQ -Yy, "'7Y,B/n, —Yy) = (Y3, —Yo,Y, — Yo,..., Y3, —Y0)
= (Y/817Yﬂ2’ "'7Y3n)'
|

Before we define the Cox process, we give an example of a Poisson process
time changed with a deterministic time change process.

Example 5.2.4. (§58) Let (N (¢))¢>0 be a Poisson process with parameter 1. As
seen in [Example 5.1.5| the process N*(6) := N(Af) is a Poisson process with
parameter \. This can also be written as N(foa Adu). Let now A : [0,00) — R4

be a deterministic function. Then A(6) = foe A(u)du is an increasing continuous
function. Define a new process N*(6) := N(A(6)). Arguing as in
we obtain that the new process fulfills all the conditions for it to be a
Poisson process, except it does not have stationary increments. For a < g,

NA(B) = NMa) ~ Poi( 7 Mu)du).
0

Let N* be a Poisson random measure with intensity measure u, and let
m, be the distribution of N#. Let (M,.#) be the space of measures on
((0,00), 2((0,00))), that are finite on compact sets. Let (M, .#,) C (M, .#)
be the measures that are NU {oo}-valued. Fix an A € .,,. By Lemma
1.1], the function p — m,(A) is measurable. Remark that 7, (M,) = 1. A Cox
process, also called a doubly stochastic Poisson process, is in Definition
1.5] defined as follows:

Definition 5.2.5. Let A : Q — M be a random measure with distribution my.
A random measure IT is called a Cox process corresponding to A if it has the
distribution [, 7, (-)7a(dp). That is, for all A € .,

P(Il € A) = /M 7, (A) 7 (dps).
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Remark 5.2.6. Write II; for II((0,t]) for ¢ > 0. Then (II;);>¢ is a stochastic
process. Remark that ITy = II().

O

We give an alternative definition of the Cox process as a Poisson process
with parameter 1, time changed with an increasing process.

Definition 5.2.7. Definition 1.5°] Let N := (N(¢));>0 be a Poisson
process with parameter 1. Let (A(f))gp>0 be an increasing, non-negative, right
continuous stochastic process independent of N. Let also A(0) = 0. A Cox
process can be defined as N2 () := N(A(9)).

O

We will show that the two definitions are equivalent. In both definitions we
use the symbol A. In it is used for a random measure and in
we use it for a stochastic process. In the following lemma we
show that there can be established a one-to-one correspondence between these
elements, thereby justifying the choice of notation.

Lemma 5.2.8. Let (T'(0))g>0 be a non-decreasing, right continuous stochastic
process with T(0) = 0. Then there exist a random measure, A on
((0,00), 2((0,0))), such that for all0 < a < B, A((«, 5]) =T(B) — T(«).

Proof. (§88) First notice that by Lebesgue Stieltjes measures (see
Theorem 2.14]) for each w € €, there exists a unique measure v on
((0,00), B((0,00))), such that v((a, 8]) = Tg(w) — Ty (w) for all 0 < o < 8. This
means that we only have to show that A(A) is measurable for all A € Z((0, x0)).
In order to show this, we use the setting of|Definition A.1.12|and[Theorem A.1.13]
We show that the class of sets, A € Z((0, 00)) where A(A) is measurable is a
A-system in (0,00). Denote this class . If we can also show that the system
of sets € := {(a, 8] : 0 < a < B} is a m-system in (0, 00), we are satisfied, as
we know that ¢ generates Z((0, 0)).

We start off showing that (0,00) € 2.

A((0,00)) = A(Upen(0,n]) = lim A((0,n]).

n—oo

This is the limit of measurable functions, and by this is
measurable. Secondly show that for A, B € &, where A C B, B\ A € Z:

A(B\ A) = A(B) — A(A), by properties of measures. The third thing is to
show that if A3 C As C ... € I, then U, cnA, € 2. Again by the properties
of measures A(UpenAyn) = lim, 00 A(A4,). As it is the limit of measurable
functions, it is again measurable.

Now we show that % is a m-system, which is the case as it is obviously closed
under intersection. We get that Z((0,00)) C &, which we were to show. W

Lemma 5.2.9. TI defined in|Definition 5.2.5 and N* defined in|Definition 5.2.

are equivalent.
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5.2. Conditional Stationary Independent Increments and the Cox Process

Proof. (888) Let n € N and ag :=0 < a1 < ... < ap,. We start off giving the
finite dimensional distribution of N, Let ki, ko, ...,k, € N. Let .Z® be the
filtration generated by the whole process (A(6))s>0.

P(N*(a1) = N*0) = ki, oo, N™an) = N (@n—1) = k)
= E[P(N*(a1) — N20) = k1, .., N2 (an) = N2 (an_1) = kn|-Z1)]

HP NA Ozl NA(ai_l) = kﬂy[\)]

=1

Remark that A(8) > A(a) for 8 > o Then by Lemma 2.6.1]
P(N(Aan) — N(A(as1)) = K.F) = B(A(ai_1), Alas)),

~.

where

(I)(Zl,ZQ) = P(N(ZQ) N(Zl) kz)
ki

Z9 —Z
=P(N(z2 — 21) = k) :(3_(22—21)(72 ki!l) .

That is
E[HP(N(A(%)) — N(A(ai-1)) = kz‘y/\)]

i=1

_ —(Aas)—Alary) Alei) = Ala—1))™
= IE[I I e ol ]
=1

Now we look at the process defined in |Definition 5.2.5

]P(Htl — H() - kl, vy th - th71 == kn)
= PI1((0, t1]) = k1, ..., IN((tn, tn—1]) = kn)

— [ Al (0 0]) = (a1, t0]) = Ko ()
M

Remark that as 7, is the distribution of a Poisson process with intensity measure
L, then

mu({v w((0,t1]) = K1y ooy v((tn1, tn]) = kn})
_He—u((t, 1,t; ])M ( i— 1’ ])

So we obtain

[ w0.0) = K (o1 )) = D)
M

/He# zlt])p’(lklv' D (d,LL)

_ i1t A(( i— 7ti )k7
B[ AL D™,

i=1
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5.3. Subordination

A Al A(t;) — A(ti—1))k
:E[He (A(ts) A(tlfl))( (t:) k;"( 1)) 1,
i=1 v

which was required. |

The following lemma shows how a Cox process is distributed using

[Definition 5.2.71 In [Gra76, p. 7] it is shown by using [Definition 5.2.5
Lemma 5.2.10. Let (N2 (6))g>o be the Cox process defined in|Definition 5.2.7

Let n € N. Then for 0 >0

A(O)"

n!

P(N"(6) = n) = E[e™*") B

and the characteristic function of the process is of the form
Elexp(i¢N*(6))] = E[(1 — ¢)A(6)],
for ¢ € R.

Proof. (§8) In both cases we use the Tower Property followed by the Freezing
Lemmoa as the processes are independent of each other.

B(N*(6) = n) = E[P(N™(6) = nlA(6))]
— E[6(A(6))]

where ¢(z) =P(N(z) =n) = e‘z%, because N(z) is Poisson distributed with
parameter z.

Let 6 > 0.
Elexp(i¢N(0))] = E[E[exp(iCN™(0))|A(0)]] = D(A(6)),
where ®(z) = E[exp(iCN(2))] = exp((1 — €¢)z). So
Elexp(i¢N*(0))] = E[(1 — ) A(6)].

5.3 Subordination

Subordination is the concept of letting both the base process and the time
process be Lévy processes. In this case the time process is called a subordinator.
The time changed process is called a subordination process. These types of
processes are in fact Markov processes, which we will show in this section.

In the following section we let both the base process L := (L;);>o and the time
process T := (Tp)g>0 be Lévy processes. In order to simplify the considerations
define the processes on the probability space (Qo, %o, Pp), where

Qo ={Lo=0}N{Tp =0} N{w: Ly(w) is cadlag} N {w : Ty(w) is cadlag}.

As unions of null sets are null sets, we have that P(Q) = 1. As (Q,.7,P) is
complete, g € .Z. Define the o-algebra %y := {ANQy: A € .7} and define
the measure Py on (£g,.%p) to be Po(A) = P(A) for all A € %;. In this section
we take (Qo, %0,Py) to be the given probability measure. The consideration

above comes from [Sat13, Chapter 6].

71



5.3. Subordination

Definition 5.3.1. Definition 21.4, Definition 30.2] Assume that L and T'
are given as above and define the process Y := (Yy)p>0 on (2o, %o, Py), where
Yo := Ly for all @ > 0. We call Y a subordination process and we call T" a
subordinator.

O

In the sequel we will need the following lemma.

Lemma 5.3.2. Let n € N and let f, fi,...,fn € M(RER). Let L be a d-
dimensional Lévy process and T be a subordinator. Let F' be the o-algebra
generated by T. Let 8 > 0 and 0 < 01 < --- < 0, < Opy1. Then the following
three assertions hold true:

(1) E[f(Lz(9))] = Elg(Tp)], where g(s) = E[f(Ls)], for s > 0.

(2) E[f(Lr(o,) — Lr(6,))] = E[h(Th,, Tp,)], where h(s1,s2) = E[f(Ls, — Ls,)],
for so > s1.

(3) E[H?:l fi(LT(9¢+1) - LT(&))] = E[G(TGU ey T9n+1 )]’ where

G(S1,.. 3n+1 Hfl Si+1 )]7

for sy <sp <o <spg.

Proof. (8§§) The lemma is a consequence of the Freezing Lemma (Lemma 2.6.1)).

of (1): Let 9(s, ) = f(Ls) for s > 0 and observe that
E[ (T, )| 77] = 9(Ty),
where g(s) = E[i(s,-)]. Taking the expectation reveal E[¢)(Tp, )] = E[g(Th)]-

of (2): Let ¢((s1,82),:) = f(Ls, — Lg,) for s; < so and observe that
E[w((Tgl,ng), )‘yT] = h(T91aT92)7

where h(s1,s2) = E[t((s1,52),)]. Again taking the expectation on both sides,
we obtain
Ely((To,,Ts,),")] = E[h(Ts,, Ts,)]-

Remark that we can be certain that Ty, < Tp,.

of (3): Let ¢((s1, e, Sny Snt1),-) = 11y fi(Ls,y — Ls, ), where s; < -+ < s, <
Sn+1 and observe that

EW((Ty,, s To, - T, 0 )s ) F ) = G(Ty, s ... To,, , To

n+1 )7

n?

where G(s1, ..., $n, Snt+1) = E[[ [\, fi(Ls,,, — Ls,)]. Taking the expectation on
both sides reveal that

E[w((T‘gl? ey T9n7T9n+1)7 )] = E[G(T‘%’ ey Tan’T6n+1)]'
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5.3. Subordination

The following theorem shows how one can express the distribution of Yy in
terms of the distribution of L and T'. The theorem is a part of [Sat13, Theorem
30.1] and in the proof we go forward as he does with some elaborations. Our

presentation is though based on |[Lemma 5.3.2| instead of a similar result [Sat13

Proposition 1.16]. This is in practise a significant simplification of the proof.

Theorem 5.3.3. Theorem 30.1] LetY be a subordination process taking
values in RY consisting of the base Lévy process L and the subordinator T .
Assume that L and T are independent. Letting p :=Pr, and v := Pr, we have
fort >0 and B € Z(R?) that

P(Yy € B) :/ u® (B (ds). (5.1)
[0,00)

Proof. (§) Let t > 0 be fixed and assume that f is a real bounded function

defined on R?. From |[Lemma 5.3.2{(1) we have

E[f(Lz,)] = Elg(Ty)], where g(s) = E[f(Ls)]. (5:2)

Letting f(z) = 1p(z) for B € %%, g(s) = E[1g(L,)] = P(Ls € B) = u*(B).
w?(B) is measurable as a function of s. This is due to the fact that Ly is
progressively measurable and by [Lemma 2.4.5 (Z ® %([0, 00)), #%)-measurable.
1p is (%%, B(R))-measurable. By Fubini’s Theorem (Theorem A.1.10]), we
obtain that the function

s+ u®(B) =P(Ls; € B) = E[15(Ls)]
is (#A([0,0)), Z(R))-measurable. We obtain

P(Y; € B) = E[15(Ys)] = E[15(Lz,)] = E[u7 (B)] = /[ )

The following simple example shows how the theorem can be utilized to
calculate the distribution of a subordination process.

Example 5.3.4. (§58) Let (B;):>0 be a one dimensional Brownian motion and
let (Ng)o>0 be a Poisson process with intensity 1. p :=Pg, = N(0,1), then
u™ is distributed as the sum of n independent standard normally distributed
random variables. That is u™ = N(0,n). Moreover Ny is a Poisson stochastic
variable with parameter 6. So for a # > 0 and A € Z(R):

YL
69

n!’

P(By, € A) :/

[0700)

H(AB, (ds) = 3 17(4)
n=0
Let n € N and let 74, ..., Z,, ~ N(0,1) be independent.
(4) = B(30 7, € 4) = PVR(Y Zi/v/) € 4).

i=1 i=1
If A =[—a,a] for a > 0, then

n'(A)=P(Z: € [%, %])-
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5.3. Subordination

So if we let Z ~ N(0,1), we get

P(By, € [—a.a) = e Y TP )

O

The claim that a Lévy process time changed with a subordinator is again a
Lévy process is stated in [Sat13, Theorem 30.1]. The proof given below is an
elaboration of the one he gives.

Theorem 5.3.5. A subordination process is a Lévy process.

Proof. (§) Let Y := (Yp)o>0 be the subordination process described in
We show that Y fulfills the conditions required in

in order for it to be a Lévy process.
Yo =0: Yy =Lg, = Lo =0, because L and T" are Lévy processes.

Y is cadlag: Let w € Q and 6 € (0,00). Now we take the left limit. We
know that the left limit lp := limg/g Ty (w) exists. As Ty (w) is increasing we
have that when 0" goes to 6 from the left, then Ty (w) goes to Ir from the left.
We take the limit:

élgr% Yor (w) = g,% LTG/(w)(w) = ilTrlI; L, (w),

which again exists because L is a Lévy process. Let § > 0. Then by the right
continuity of 7" and L, and as T is increasing;:

g/% Yg/(w) = él/lf; LTBI(UJ) (w) = LTg(w)(w)'
for all w € Q.
Y has stationary increments: As in the proof of [Theorem 5.3. we let
g(s) == E[f(Ly)] for s > 0 for an f € .#,(R?",R). By [Lemma 5.3.2| (2),

as the processes L and T are independent we can write for 0 < 6; < 65

E[f(yé2 - Yél)} = E[h(TawT@z)]a where h(Sh 52) = ]E[f(LSQ - LS1)]

for 51 < s, because Ty, (w) < Tp,(w) as it is an increasing process. We note
that

h(sh 82) = E[f(LS2 - LSI)] = E[f(Lszfsl)] = 9(82 - 81)7

where we used that (L;);>o has stationary increments. We can write

E[f(Y%_Ybl)] = E[h(T91 ) T02)] = E[g(T92 _Tel)] = ]E[g(Tezfel)] = E[f(Y-G2791 )]7

by the stationary increments of (Ty)g>o. Thus Yy, — Y, ~ Yy,_g,, and thus we
have the stationary increments.

Y has independent increments: We define for an n € N: f1, fo, ..., fn €
My(RER). Let 0 =6 < 0y < ... <0, < 0,1 and define for i € {1,2,...,n}:
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5.3. Subordination

hi(si,siy1) = E[fi(Ls,,, — Ls,)] for s;41 > s; and g;(s) := E[f;(Ls)]. Thus we

have g;(s;+1 — s;) = hi(s;, si+1). Because of the independence of L and T we
can write (by m (3))
E[H fi(}/‘gi+1 - Y91)] = E[G(T91 JRXED) Tgn ) T9n+1)]7 (53)

where G(s1, ..., Sn, Snt1) = E[[ [~ fi(Ls,., — Ls,)], where s; = 0. By utilizing
the independent increments of L, we obtain:

n n n

E[H fi(LSi+1 - LSz)] = HE[.fi(LSi+1 - Lsz)] = H hi(si? Si+1)'
1=1 =1 =1
Thus
E([] /:(Yo.,. = Ya)] = E[] [ i(To,, T Hgl To.yr — To,)]
1=1 1=1

H gl T9@+1 - ai)] = HE[.fi(Ybul - }/ai)])
=1 =1

where we used that that the process T has independent increments. This gives
us independent increments of the subordination process Y. |

We can now draw the conclusion that a subordinated process possess the
Markov property.

Corollary 5.3.6. The process (Yy)o>o described in|Theorem 5.3.5 is a Markov

process.

Proof. (§88) As (Yy)e>0 is a Lévy process, by [Theorem 4.2.7]it is also a Markov

process with transition semigroup, (FPp)g>o defined as:

Py(z, A) =Py, (A — z), (5.4)
for (v, A) € R? x B(RY). [ |
Remark 5.3.7. We note here that Py, (A) = f[o,oo) A(A)v? (ds), where A\ = Pp,
and v = Prp,.

Actually, it is possible to leave out some of the conditions of the Lévy process.
The only assumption that is needed is the one of independent increments.

Theorem 5.3.8. Let (L;);>0 be a Lévy process and let (Tp)o>o be a time process
with independent increments. Let L and T be independent processes. Then we
have that (Yp)e>0, where Yy := Lpg)y for all 0 > 0, is a Markov process with
respect to its natural filtration.

Proof. (§8§) We can mimic the proof for [Theorem 5.3.5| Here we showed

that the subordination process has independent increments, only using the
independent increments of T. As (Yp)g>o has independent increments, we refer
to [Theorem 4.4.1| to conclude that (Yp)g>o is a Markov process. |
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5.4. The Filtrations of Time Changed Processes

The following example of a subordination process can be found in both

|[Car+03|, [BS15| and in |[EK19|. Here we give all the details of the calculations,

which are not given in the literature mentioned.

Example 5.3.9. [Car+03, Section 2.1](§§) Let I := (Io)a>0 be an inverse

Gaussian process with parameter § > 0. This process is described in

Let B be a one dimensional Brownian motion with drift v € R
and volatility ¢ > 0 independent of I. Then (B"?(l,))a>0 is a Normal inverse

Gaussian process. We show this by calculating the characteristic function of
B(I1). We use the Freezing Lemma to obtain

]E[eiuB”’”(Il)] _ E[]E[ezuB"”(h)”ﬂlIH = E[@(Il)]a

where
@(2’) _ E[eiu(vz+aBz)] _ eiuuz—u202z/2 _ e(iuv—u202/2)z,

as (vz + oB,) is normally distributed. Therefore
E[eiuB”"’(h)} _ E[e(iuy7u202/2)11] _ E[ef(u2g2/27iuu)h]

This is close to the Laplace transform of I3 but instead of a positive A, we have
a complex number, where the real part is positive. By [BS15, Remark 8.1], we
can set u?0?/2 — 2uv instead of A in the Laplace transform in [Example 4.1.8|
By doing this, we obtain:

BleB" (] = exp(~1(v/2(u20? /2 — ) + 02— 0)).  (55)

By [EK19, Equation (2.63)] the characteristic function of an Normal inverse
Gaussian distributed variable, X, takes the form

E[e"X] = explipu + 6(v/72 = B2 = /4% — (B +iu)?)), (5.6)

where v,6 > 0, 5 € (—7,v) and p € R. We make computations on (5.5 with
the purpose of getting it on the form in ([5.6):

exp(—(v/2(u202/2 — iuv) + 62 — ) = exp(f — /02 + (u202 — 2iuv))

V2 v
= exp(f — \/02 + P (E + iuo)?)

0 62 2 v
= exp(a(; - \/02 i (p +iu)?)),

so we have arrived at the desired form with § = o, 4% = f_—z + Z—i and = .
We conclude that the process (v, + 0By, )a>0 is a Normal inverse Gaussian

process.

O

5.4 The Filtrations of Time Changed Processes

In the section above we made a construction on the probability space, such that
both the time process and the base process was 0 at time 0 and that they were

cadlag on the whole space. In the time process was defined as
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5.4. The Filtrations of Time Changed Processes

Ly@yla,, where g is the space, where Ty has the desired properties. Instead
of this construction, that complicates the notation, the time changed process
will only be defined on the space €2y. On this space we assume that Ty has the
desired properties. As the probability space on which the processes are defined
is complete it is straight forward to reduce the probability space. We still call
this probability space (€2, %#,P). This means that the assumptions on T" will
hold true for all w € 2. Remark that this will not be the case for the base
process. We are content with working on a probability space on which certain
assumptions on the base process only holds almost surely (for a Lévy process
these assumptions are Ly = 0 and cadlag paths).

Let FT := (Z])g>0 and FX := (FX);>0 be the filtrations generated by (Tp)s>0
and (X;)¢>o respectively. Preferably, the filtration generated by the time
changed process can be written in terms of the filtrations FX and F”. We define
a filtration with respect to which the time changed process is adapted.

The filtration below is inspired by a direct proof that a time changed process is
measurable, if one does not use the knowledge that a progressively measurable
process is measurable.

Definition 5.4.1. Let (X;);>0 be a progressively measurable stochastic process
taking values on R?, and let (Ty)g>0 be a right continuous time process. Define
the set

Sy ={Aec FiVIFL An{Ty, <t} F} v.FX forallt>0}

Lemma 5.4.2. (%)o>0 is a filtration.

Proof. (§8§) We show that 77 is a o-algebra, that ¢, C 54, for ; < 65, and
that it is right continuous. We show that %) meets the three conditions of

Let t,0 > 0 be fixed values.
(i) Q € #p: Obviously, Q € FI' v .ZZ£ and
Qn{T, <ty ={T, <t} e F] C ] v.F~.

(ii) A € Ay = AC € Hp: Assume that A € 5. We have that QN {Ty <t} €
Fg Vv FX, and

QN{Ty <t} = (AU AN {Ty <t} = (AN{Ty <t})U(A° N {Ty < t}).
As FI v ZX is a sigma-algebra we have that
(A {Ty < 1)) = (AN {Ty < 0}) U(AC A {Ty < 41)\ (AN {Ty < 1)),
which is an element in .ZJ vV FX.
(i17) (Ai)ien € Hp = UjenA; € Hy:
(Uien i) N{Tp <t} = Uien(Ai N {Ty < t}) € # v F¥

because A; N {Ty < s} € Z] vV .ZX and F7 vV .ZX is a sigma-algebra.
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5.4. The Filtrations of Time Changed Processes

We show that (#5)g>0 is an increasing sequence of o-algebras. Let 6; < 65 and
A € Hp,. Let Qg be the space, where T is increasing and such that P(Qy) = 1.
Remark that Qo N {Tp, <t} C Qo N{Tp, <t}, as T is increasing. Then we
have that

AN{Ty, <t}NQy=AN{Ty, <t}N{Tp, <t}NQ € F, v.F*, (57)

because AN {Ty, <t} € F4 V.ZX which is obviously contained in .Z; v .7
and {Ty, <t} € Fi C.F§ v.ZX. Qis also contained in F;. V.7, because
we work with augmented filtrations of complete probability spaces. Thus

A € HAp,, as we just need to add a null set in to obtain that
AU{Ty, <t} e ZL v.F~.

It is clear that 7j is contained in Ng~g 7). Let A € Ng~9Hp . This

means that AN {7, 1 §t}€359T+;\/th foralln e Nand ¢t > 0. As T is

increasing AN{Ty, 1+ <t} C An{T,, » <t} for n; <no. This means that
AL 2

n n
UAan{Ty <tye) T VI
k=1 k=1

Taking the limit on both sides and using the right continuity of (#] V .#X)g>0
and T, we get that AN{Ty <t} € FI' v.F~. |

Lemma 5.4.3. Let (X¢)i>0 be a progressively measurable stochastic process, that
takes values in R?, and let (Th)o>0 be a time process. LetY be the time changed
process with X as the base process and T as the time process. Then Yy is
Fp-measurable for all 6 > 0.

Proof. (§88) Let (X;)i>0, (Tp)e>0 and (Yg)e>0 be as described above. Now let
0 > 0 be given. We want to show that Yy is a stochastic variable, meaning that
we need to show that the following function:
Yp: Q — RY
w XTB(UJ) (UJ)

is measurable. We define for all A > 0 the following two functions:
A Q= [0, x Q
w = (TQ(W)H{TQS)\} (w)v w))
and

0*: [0,A\] x Q2 — R?
(s,w) — Xs(w)lg,(w)

We show that both of these functions are measurable. As we know that (X;):>0
is progressively measurable, we conclude that ©* is (%£([0,)]) @ Z5X, #%)-
measurable.

Now we prove that A* is (Z] Vv .7, 2([0,\]) ® ZiX)-measurable. By
i), we just need to show that (A)~1(D) € FI v .Z¥ for all

D € $([0,\]) x Z{X because B([0,)]) x F5* is a generator system for the
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o-algebra Z([0,\]) ® ZX. We write D as a product set D = R x A where
R € #([0,)]) and A € Z*. We write

(A THR x A) = {w € Q: (Th(w)Lir,<n) (w),w) € (R x A)}
= {Tﬁ]l{ngA} ER}NAc yeT V yj\X

By we have that ©* o A* is (F] V .Z5X, #7)-measurable.
Remark that if w € {Tp < A}, then X7, () (w) = * 0 A*(w). Let B € #%. So
forall A >0

{TgSA}ﬂ{YbEB}:{TQSA}ﬂ{XTG EB,T@S)\}
={Ty <A} N (@* o AN Y(B) e FF v .F¥,

The only thing left to show is that (Yy) ™' (B) € %] V .Z. Define for n € N:
Qn:={Th<nynN(@O" o A" YB) e FJ vIFXCF]vFL

Thus we have that UrenQy € F7 V.FLE as FFV.FZX is a sigma algebra. We show
that (Yp)™1(B) = UgenQg- Let w € (Yy)~1(B). Then there exist an n € N such
that Ty(w) < n. This secures that w € @, because 0" o A" (w) = Yyp(w) € B.
Assume that w € UpenQp. Then there exist an n € N such that w € Q,,. This
means that Yy(w) = O"oA"(w) € B. Conclude that (Yp)~}(B) € #7VvZX. R

In they introduce the setup to time changed processes a little
differently than it is done in this thesis. They introduce a progressively
measurable stochastic process (X;);>o that is adapted to the filtration (Fy)>o.
The time process (Tp)g>o is defined as a non-decreasing, right continuous, [0, oo]-
valued, stochastic process, that is adapted to the filtration (¢)g>o. Moreover,
they demand that for all § > 0, T'(f) is a stopping time with respect to the
filtration (.%;)¢>0. These assumptions secure that Xy is .#p)-measurable

([BS15), p. 4]). Fp(g) is the optional o-algebra
gZT(g) = {A € st AN {T(G) < t} € %, for all t > O}

Often we will assume that the base process and the time process are independent
processes. In this case we can say, that T'(6) is not a stopping time with respect
to the o-algebra generated by the base process, (Z;* );>0. So if one will demand
this assumption, an expansion of the filtration might be in place.

An easy way to secure that the assumption is always fulfilled is to define the
filtration (%" );>0, where

FXT = X v 7T, 5.8
t t o0

Remark that (X¢):>¢ is adapted to that o-algebra and that T'(f) is a stopping
time with respect to it as {T'(9) <t} € ZL for all t > 0. This filter gives rise
to the optional o-algebra

Frey) ={Ae FLT AN{T(0) <t} € FX VvV .FL forall t > 0}.

We will show that this o-algebra makes sense to use in some settings. First we
show a useful lemma, which is posed as an exercise in [Ball7].
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Lemma 5.4.4. Ezercise 4.1] Let X be a real stochastic variable on the
probability space (2, F,P). Let 4, C F be sub o-algebras of F. Assume
that 0(X) V¥ is independent of 7. Then

E[X|¥ v #) = E[X|¥).

Remark 5.4.5. This Lemma can be expanded to hold for complex random
variables as well by linearity of the conditional expectation.

Proof. (§) By [Ball7, Remark 4.2] we need to make sure that E[X|¥] is 4 Vv .7-
measurable, which is by definition the case. We show that

E[E[X|¥ v #]1p] = E[E[X|9]1p)]

for all D € 4 Vv 7. We start off showing the identity for sets of the form AN B
for A € ¢4 and B € 7. We calculate

E[E[X| v #|1a15] = E[X141p) = E[X1P(B),

because X1 4 is 0(X) V ¢-measurable, and this o-algebra is independent of 7.
As E[X1 4|¥] is 9-measurable, we get that

EE[X|9]1alp] = E[E[X14|9]1p] = E[X14]P(B).

Again by [Ball7, Remark 4.2] it has to be shown that 2 := {ANB: A€ ¥,B €
S} (i) generates ¥V 7, (it) is stable to intersection and (ii7) contains 2. (4)
and (z31) is satisfied. As for (i), let (A1 N By), (A2 N Bg) € Z;

(A1 N By)N (A2 N By) = (A1 N Az) N (By N Ba),
which is in Z as 4 and # are both o-algebras. [ |

In Theorem 3.3] he proves that for an (.%;):>o-stopping time, 7,
and a d-dimensional (%;);>o-Brownian motion B the process (Br4; — Br)i>0
is again a Brownian motion. In the proof of this theorem, he does not use other
properties than the ones of a Lévy process, so in this section the theorem is
reproved with general Lévy processes instead of Brownian motion.

As in Lemma 3.3] we show that a finite stopping time can be
approximated from the right by a sequence of discrete valued stopping times.
Define for all n € N and s > 0 the function

Pig

i+1
Tn(S) = 272’” 1(%’i+1](5).
i=0

For each w € Q, 7,(7(w)) > 7(w) and 7,(7(w)) — 7(w) for n — oo.
We just need to show that 7,(7) is a stopping time. Let ¢t > 0 and let
M :=max{i e N:t> 5

M
{m(r) <t} ={r < 27} € Farjon C Ty
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Lemma 5.4.6. [Bal17, Theorem 3.3] Let L be a d-dimensional (F)i>o-Lévy
process and let T be a finite (F1)i>0 stopping time. Then (Lyyi — L;)i>0 5 a
Lévy process equivalent to L and it is independent of .F..

Proof. (§) As above let 7, be a decreasing sequence of discrete valued stopping
times approximating 7. Let k,n € N, C € %, C %, (see [Ball7, Proposition
3.5(c)]) and remark that

{mTn=(i+1)/2"}nC ={r, < (i+1)/2"}nC\ ({1 <i/2"}NC) € Fi11y/2m-
Let ty,...,t; and A := Ay x --- x A}, for A; € B?.

E[]IA(LT”-&-M — L7y Lty — LTn)ﬂc]
- P(LTn-i-tl - L‘f'l S 14]_7 ceny LTn"rtk _ LTn S Ak, C)

:Z]P)(in"-i-tl_[/ﬁ GAIV'.’LQ%‘F%_L%"EAk:aCm‘{THZQLn}).
=0

We have from [Remark 4.1.2| and |Lemma 4.1.5| that (L,L,%thl —Li .. L

o st
L ) is independent of .7 . and distributed as (Li,,..., Ly, ). Moreover
cn{r, = 2%} is 7 . -measurable. Applying these observations to the expression
above

E[]IA(LTTﬁh — L7y sy Lyt — LTn)ILC]
= i
=Y P(Lg iy, — Ly €A, Ly — Ly € A)P(CN{r, = o}
=0

=P(Lt, € A1,y L, € A) Y P(C N {7, = Qin

i=0

1)
= E[La(Ls,, ... L, )JP(C).

By setting C' = Q we see that

(L"'n"!‘tl - LTn’ "‘7L7'n+tk - LTn) i (Ltu"',Ltk)a

and therefore we conclude that (L, 4+, — Lr, sy Lr, +¢, — L, ) is independent
of Z,. Let f € M.(RY,R)N.#,(R? R) be positive. As Lévy processes are right
continuous we obtain by Bounded Convergence, that

E[f(LT+t1 - LT7 tey LT-i-t;€ - LT)]
= lim ]E[f(LT"+t1 — LTn? ceey LTnJFtk — L-,-")] = E[f(Ltl, ceey Ltk)]

n— o0

By Theorem 5.2.3] (independence is preserved for weak convergence
limits). (Lr4¢, — Lry...; Ly1t, — L) is independent of .%,, and by
Theorem 5.1.4] (convergence in distribution) that (L,4; — L;);>0 is equivalent
to (Lt)t20~ [ |

Theorem 5.4.7. Let (L;)i>0 be a d-dimensional Lévy process and let (FE)i>o0
be its natural filtration. Let (Tp)g>o be a time process, and let (F&)g>o be the
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5.5. SDEs Driven by Time Changed Brownian Motion

filtration generated by T'. Assume that T is independent of L. Then for all
f € My(RYR) and t > 0:

E[f(Lr@©)+)|F1@0)) = ®(L1(9)),
where @ is a measurable function and
Froy ={Ae FLVFL An{T(6) <t} e Z} v FL forallt >0}

Proof. (§58) We define the o-algebra FLT where Z" := L v .ZL. We show
that L is a Lévy process with respect to (zﬁth’T)tZO. Obviously we have that
it is adapted to it. We only need to show that (L;ys — L;) is independent
of ﬁtL’T. We take a look at the function e*((Fe+s=Le)w) for 4 € R? which is
0(Liys — Lt)-measurable. Consequently, o (e*{(Fe+s=Lau)y v ZL s independent
of ZL. Therefore by (for complex random elements)

E[ei«LH—s—Lt)»“) ‘ytL vV gg;] — E[ei((LH_s—Lt),u) |9tL].
As L1 s — Ly is independent of .7/}, we obtain that

E[ei<(Lt+rLt),u>|ytL V. yoTo] — ]E[ei<(Lt+rLt)7u>]_

By |Ball7, Exercise 4.5] we obtain that (L;,, — L) is independent of .#l v .#L.
So (L¢)i>o is an (FLF Vv FL)>0-Lévy process.

Let 6 > 0, then Ty is obviously a ﬂ’tL’T—stopping time. By |Lemma 5.4.6
(L7r@9)+t — Lreg))t>0 is a Lévy process independent of Frg). Let f be a
function from .#,(R% R). By the Freezing Lemma

E[f(Lr@©y+)|Fr6)) = Elf (Lr9)+¢ — Loy + Lr9))|F16)] = ®(Lr(s)),
for all ¢t > 0. [ |

Remark 5.4.8. Let (%)p>0 be a filtration generated by the process (L (s))o>0-
Then

E[f(LT(O)—&-t”gO] = ‘I)(LT(G))-

5.5 SDEs Driven by Time Changed Brownian Motion

In we considered stochastic differential equations driven by Brownian
motion. In this section we are interested in stochastic differential equations
driven by time changed Brownian motion, that is, expressions of the type

dYy = F(T(0))d6 + M(Y (6))dBx(s)-

We start considering the case where the time process is a Lévy process. As
Brownian motion is a Lévy process By is a subordination process.

Let B be an m-dimensional Brownian motion and let 7' be an increasing
Lévy process (a subordinator). By |Theorem 5.3.5|, Brg) is an m-dimensional
Lévy process. We write it on the form of [Equation (4.11)] Let M(z) be a

82



5.5. SDEs Driven by Time Changed Brownian Motion

measurable mapping from R™ to Mat(d,m). We seek cadlag solutions to the
stochastic differential equation

dYy = M(Y (6-))dBr).

The integration on the right hand side is defined in Define
Q' (z,y) := M(2)A\T"M(y)T and Q*(z,y) = M(x)"M(y) for z,y € R? and
A is the R™ vector from [Equation (4.11)] These are Mat(d,d)-valued and
Mat(m, m)-valued, respectively. By [App09, section 6.3], this differential
equation has an adapted cadlag solution under the following conditions: There
exist Dy, Dy > 0 such that for all z,y € R%:

D) || Q' (z,z) — 2Q"(z,y) + Q' (y,y) ||< D1z — y/?
(2) max; jeq1,..m} |QF (2, 2) — 2Q7 ;(x,y) + Q7 ;(y,y)| < Da|x — y|*.

Here

| A= Z |A;i|  (the absolute value of A, ;)
i=1

for A € Mat(d,d). Remark that as the solution Y is cadlag, the left limit
exists for all ¢ > 0. Consequently, it makes sense to define the process Y (6—),
which is left continuous. As M is measurable, this secures that the integrand is
predictable.

By Theorem 6.4.5], the solution to the stochastic differential equation
above is in fact a Markov process.

We move on to consider another situation, namely the case where the time
process is a continuous process.

Let B be an m-dimensional Brownian motion and 7" be a continuous time
process. As we are interested in stochastic differential equations driven by By,
we need to make sure that it makes sense to integrate with respect to Br. In
Section 8.2] it is shown (without details) that Br is a local martingale
with the localizing sequence (o,)nen Where

oy = inf{f > 0: |Breg)| > n}.

We show the same statement but with another localizing sequence.

As in the section above we let (ﬂtT’B)tZO be the filtration with respect to which
we define the optional og-algebras Fr ) for 6 > 0. By the stopping theorem
([Ball7, Theorem 5.13]) we obtain for all K € N and 65 > 6; that

E[Br@,)rx|Z10,)7K] = Bro,)rk (5.9)

as T(01) N K <T(02) AN K and T(02) A K is a bounded stopping time.
Moreover by [TW89| Proposition 5.5 (5.4)] if o and 7 are stopping times and X
an integrable variable. Then

E[1{0>T}X|y‘r} = ]1{J>T}E[X|yo'/\r]~ (510)

These statements will be used to show that Br is a local martingales.
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Lemma 5.5.1. Let B be a Brownian motion and T be a continuous time process,
where T'(0) = 0, that goes to infinity when 6 goes to infinity and define the
filtration (Fr1))e>0 as above. Then Br is a local martingale with the localizing
sequence (Ti ) ken where T :=1inf{f > 0:T(0) = K}.

Proof. (§§) Define the stopping time 75 := inf{6 : T'(#) = K} and observe that
T(O A7) =T(0) N K by the continuity of T. We show that Bp(f) is a local
martingale with respect to the filtration (%1 9))g>0 with the localizing sequence
(T )ken. By [Ball7, Exercise 5.6] Bpg)ax is integrable for all K € N. We can
thereby define the conditional expectation E[Br g, x)|-F1(g)]. We use equation

(5.10) to show that

E[1{10.)Ax>T(0:)} Br92)ax | F1(6,)]
= Lo nk >0y EIBT(02)AK |- F1(0,) AT (02) A K]
= L1102) Ak >T(0:0) Y EIBT(02)A K| F (0, A K]

= L{7(92)nK>T 00y BT(0:1) 0K -

In the second equality we use that T'(6;) AT (02) = T(01) and in the last equality

we used equation .

Define the new stopping time 7 := (T'(02) A K)1{7(9,)rx<7(6,)}- This stopping
time is less that 7'(61) securing that B, is .%p(g,)-measurable. Remark that
By = 0 almost surely and therefore

Br = Br,)ax L{r@.)ax<1(01)}
almost surely. It follows then that
E[Br,)ax Lir0,)ak <100} | F10:)] = Bros)ax Lir02)0K<T(61)} -
Remark that
Bro)ax L{T0) K <T(01)} = Brooax L{T(0:)AK<T(6:)}
as T'(01) < T(02). Putting the two conditional expectations together, we obtain
E[Br,)arx|F1(0,)] = Br0:) K-

Consequently Br is a local Martingale with the localizing sequence (Tx)ken-
Remark that 7 — 0o as K — oo because T'(0) goes to co for 6 — co. [ |

By this secures that we can define integration of functions from
Zloc(Br) with respect to By, and that the integral is a local martingale.
Define the mapping

M(8,z) : [0,00) x RY — Mat(d,m).

Let M be measurable and assume for all z € R? that § — M(6,z) is right
continuous and has left limits. Moreover assume that there exist a &£ > 0 such
that for all i € {1,....,d}, 7 € {1,....m} and § >0

|M(0,2) — M(0,y)| < klz —y| for z,y € R,
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By [Pro90, Theorem V.7] the stochastic differential equation
dYy = M (0, Y- )dBr@)

has a unique adapted cadlag solution, that is a semimartingale. That is, there
exist a d-dimensional semimartingale (Yy)g>o such that for i € {1, ...,d}

mo .9
Yi6) = i) + 3 [ Mis(o, Yo )d(Briuto)
k=170

It is not obvious, that such processes possess the Markov property in general.
Some subcases that could be investigated is the case where T' is deterministic
and continuous, and the case where T is on the form fot Sydv, where S is
a positive stochastic process. Remark that if T is deterministic, By has
independent increments. In it was shown that this is sufficient
to secure Markovianity of the process. It is then a natural thought, that a
solution to a stochastic differential equation driven by this type of time changed
Brownian motion is a Markov process.
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APPENDIX A

Appendix

A.1 Definitions and Theorems

Definition A.1.1. [@ks03| Definition 2.1.1] Definition of a sigma algebra] Let Q
be a given set. A sigma algebra .% in  is a family of subsets of Q2 with the
following properties:

(1) 0 e 7.
(ii) F € F = F° e 7.
(iii) (Ai)ien € F = UjenA; € F.
0

Definition A.1.2. [Thol4] Definition 1.3.2] Let (€2,.#) be a measurable space.
A measure p on (Q,.%) is a mapping p : % — [0, 00| such that:

(2) If (Ap)nen is a disjoint sequence of sets from .7, then p(UpenA,) =
Z?:l ,U'( i)-
]

Definition A.1.3. [Sat13| Definition 2.1] Let p be a probability measure on
(R4, %4). The characteristic function of y is defined as:

) = / "0y (dx), 0 € R
Rd

Lemma A.1.4. 1.2.5(ii), Corollary 1.2.6 and Corollary 1.1.7(iv)]

(1) Let u and v be two measures on (R4, B(R?)). If i(0) = () for all
0 € R Then u=wv.

(A,Q) Let Y and X be stochastic vectors on R™ and R? respectively.  If
Pix vy (01,02) = Px(01)Py(62), for all 61 € R™ and 0, € R%.  Then X
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and Y are independent.

(3) Let X be a stochastic vector on R? and let A € Mat(m,d). Then
Pax(0) = Px(AT0) for all € R™.

(|
Definition A.1.5. [Sat13] p. 10] Let u be a probability measure on [0, c0). Then

the Laplace transform of p is defined as

L= [ )
[0,00)

for u > 0.
O

Lemma A.1.6. p. 10] Let py and pg be probability measures on [0,00).
Assume that £, (u) = 2L, (w) for allw > 0. Then py = po.

O

Lemma A.1.7. [Thol/j, Theorem 4.2.4(ii)] Let (E&) be a measurable space and
fr9: E — R be measurable mappings and ¢ € R. Then cf, f+g,fg, fNg, fVyg
are measurable mappings.

O

Lemma A.1.8. [Tholj, Theorem 4.1.6(iv) and (v)] Let f : E — G and
g : G — H be mappings where (E,&), (G,9) and (H, ) are measurable
spaces. Then the following assertions holds true.

(i) Let 2 be a generator set of a & and assume that f~Y(D) € & for all
D e 2. Then f is measurable.

(i) If f and g are measurable mappings, then go f is (&, 7 )-measurable.
O

Lemma A.1.9. [0ks05, Lemma 2.1.2] If X, Y : Q@ — R™ are two given functions,
then Y is o(X)-measurable if and only if there exist a measurable function
g:R™ = R"™ such that Y = g(X).

O

Theorem A.1.10 ([Ball7, Theorem 1.2] Fubini). Let u1 and pa be measures on
the measurable spaces (E1,81) and (Eq, &) respectively. Let f: Ey x E; — R be
a & @ &Es-measurable function such that at least one of the two conditions is true:

(1) f is integrable with respect to py @ pa.

(2) f is positive. Then

Ty = f(x1,2)p2(dz)
Es
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is &1 -measurable and analogously

To f(z, o) pa(dz)
E;

is &-measurable.
Moreover

/ fdpy @ pp = / fdpadpy = / fdpadps.
EyxEy Ey JE, Ey JEy

O

Proposition A.1.11 ([Ball7, Proposition 4.1] Tower property). Let X be
integrable and let 9 and 9’ be sigma algebras such that 2 C 2'. Then

E[E[X|7]|7] = E[E[X|2]|2] = E[X|Z].
OJ

Definition A.1.12. p. 10] Let S be a space. A mw-system in S is a
collection of subsets of S, that is closed under intersection.

A A-system, Z, in S is a collection of subsets of S that meets the following
conditions:

(i) Se 2.
(i) AABE2,ACB= B\Ac 2.
(111) A, A, .. € DA TA=S AE D
g

Theorem A.1.13. Theorem 1.1] Let S be a space, and assume that €
is a w-system in S and that 9 is a A-system in S. Then if € C 9, it follows
that o(¢) C 9.

O

Theorem A.1.14. [Tholj, Theorem 2.2.2] Let (H, ) be a measurable space
and let p and v be measures on the space. Let & be a system of subsets such that:

(a) 2 is stable to finite intersection.
(b) o(2)= 2.
(c) u(A) = v(A) for all A€ 2.

(d) There exist a sequence of sets of 2 such that U;enA; = H and such
that p(A;) = v(A;) < oo.

Then w(A) =v(A) for all A e .
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Theorem A.1.15. Theorem 2.1.5] Letn € N and tq,ts,...,t, € [0,00).
Define the vy, ¢,,...t, on R such that

l/ta(l)“_.’ta(n) (F1 X e X Fn) = Vi, (Fo-—l(l) X e X Fo-—l(n)) (Al)
for all Fy, ..., F,, € B(R?) and all permutations on {1,2,...,n} and that

Uy, (F1 XX Fy) Fyx- - xF,xR¥x-- ~><Rd), (A.2)

= Vty bt s et g (

for all m € N. Then there exist a stochastic process (Yi)i>0 on a probability
measure (0, .F,P), that takes values in R? such that

Vi,

(Fy x - x Fy) =P(Y,, € Fy,...Y; €F,),

yeensln

for alln € N and ty, ..., t, € [0, 00).

A.2 Limiting Results

Theorem A.2.1. [Kal21, Lemma 1.11] Let E be a measurable space and S be a
metric space. Let for alln € N

fniE—S

be measurable functions. Assume that f,(x) converges for all x € E. Then
lim,, o fn s a measurable function.

O
Theorem A.2.2. (Bounded convergence Theorem)[Thol4), p. 5.5.3] Assume that
0, f, (fn)nen € A (R R) and assume that lim,, o f, = f almost surely. Let
u be a measure on (R%, %(R?) and assume that
(a) |fn] < g for alln € N.
(b) [ gdu < oo.
Then f,(fn)nen € LY (1) and
lim [ fo.du= /fdu.
n—oo
O

Theorem A.2.3. Theorem 5.2.4] Let u be a measure on (R4, Z(R?)).
Let (fn)nen be a sequence of (B(R?), Z(R))-measurable, positive and increasing
functions. Then lim, o fp, is (B(R?), B(R U {cc}))-measurable and

/}R lim fo(@)u(de) = lim [ fulz)u(do).

d N— 00 n—oo Rd
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Theorem A.2.4. ([Ped2(, Appendiz E] Monotone Class Theorem) Let </ be a
collection of subsets of 2 which is stable under intersection. We also assumes
that o/ contains Q2. Now let S be a collection of real valued functions that
satisfies the following three criteria:

(1) If A€ of then 14 € .
(2) If f,g € I and c € R then [+ g,cf € A .

(3) If (fn)nen is a non decreasing sequence of positive functions from
and [ :=lim,_, o fn is bounded, then f € J.

Then we have that 7 contains all bounded functions that are measurable
with respect to o ().
O

A.3 Brownian Motion and Compound Poisson Processes

Definition A.3.1. A stochastic vector, X, is d-dimensional normally distributed
with covariance matrix A (d x d) and mean vector p (d-dimensional) if the
following properties holds true:

(1) ]E[Xl] = [ and COV(X,L',Xj) = Ai,j for all i,] € {17 7d}
(ii) t1 X7 + ... + t4 X4 is normally distributed for all ¢1,...,t4 € R.

We write X ~ Ng(u, A).
a

Definition A.3.2. [Sat13| Definition 5.1] An R-valued process (B;);>o adapted
to the filtered probability space (2, %, (%)i>0,P) is a Brownian motion if it
meets the following conditions:

(i) (Bt)e>o is a Lévy process.
(ii) t — By(w) is continuous for almost all w € Q

(iii) For all 0 < s <'t, By — By is Ng(0, (t — s)I) distributed.

Remark A.3.3. If B is one dimensional, we sometimes call it a standard Brownian
motion.

O

Definition A.3.4. Let N be a Poisson process with intensity ¢ > 0 and
let (Z,,)nen be a sequence of independently identically distributed stochastic
vectors on R?. Then the process Z]kvél Zy, is called a compound Poisson process
with associated Poisson process N.

O
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