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Abstract

We introduce a class of stock models that interpolates between exponential Lévy models
based on Brownian subordination and certain stochastic volatility models with Lévy-
driven volatility, such as the Barndorff-Nielsen—Shephard model. The driving process
in our model is a Brownian motion subordinated to a business time which is obtained
by convolution of a Lévy subordinator with a deterministic kernel. We motivate several
choices of the kernel that lead to volatility clusters while maintaining the sudden extreme
movements of the stock. Moreover, we discuss some statistical and path properties of the
models, prove absence of arbitrage and incompleteness, and explain how to price vanilla
options by simulation and fast Fourier transform methods.
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1. Introduction

Since the mid 1990s, the modeling of stocks by exponential Lévy processes has gained ever
increasing importance. Among the most popular models of pure jump type are the variance
gamma process [14], models based on generalized hyperbolic processes [10], and those based
on normal tempered stable processes [8]. In particular, Carr et al. [8] studied the subclass of
normal tempered stable processes, which can be obtained by subordinating a Brownian motion
with drift to an increasing Lévy process (subordinator) of tempered stable type. This popular
class of processes is often referred to as CGMY models.

A main advantage of exponential Lévy processes is that they are able to capture extreme
movements of stock prices by choosing a distribution with fat tails. However, they still exhibit,
by definition, independent increments. Therefore, exponential Lévy models cannot produce
volatility clusters. This regularly observed feature of financial time series means that large
movements of the stock prices tend to be followed by other large movements (while small
movements tend to be followed by small movements). Therefore, it was suggested in [8] to run
an exponential Lévy process in a business time, which is an increasing process independent of
the original Lévy process. Typical choices for the business time are an integrated square root
diffusion (Cox—Ingersoll-Ross process) or an integrated Ornstein—Uhlenbeck process driven
by a Lévy subordinator, as studied by Barndorff-Nielsen and Shephard [1]. While introducing
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the business time process can cause volatility clusters, it comes at the cost of requiring an
additional source of randomness which complicates the model.

In the present paper we suggest a different way to incorporate volatility clusters into expo-
nential Lévy models based on Brownian subordination, without adding an additional source
of randomness. To this end, let W denote a Brownian motion and let L denote an increasing
Lévy process. Given a deterministic kernel function k(¢, s), we integrate memory into the
subordinator L by a convolution integral T (¢) = fot k(t,s)dL(s). This type of process is
related to fractional Lévy processes and convoluted Lévy processes, as studied in [16] and [3],
respectively. We then run the Brownian motion in the business time 7', i.e. we consider
X (t) = W(T (¢)) as the driving process of the model. In Section 2 we motivate and illustrate
some explicit choices for the kernel function, partly based on fractional integral operators, that
induce different kinds of memory effect. In contrast to the original exponential Lévy model,
these kernels yield models with continuous trajectories, but the Lévy model comes up as a
limiting case.

In general, our assumptions guarantee that the business time 7 is a strictly increasing,
continuous process, i.e. the jumps of the Lévy process L are smoothed out to some extent
by the convolution. Depending on the choice of the kernel, we can build models which have
rougher paths than a Brownian motion with stochastic volatility (which typically has a Holder
continuity index of %), but do not exhibit jumps. We note that such path behavior is supported
by some empirical studies making use of the singularity spectrum, as reported in, e.g. [9,
Chapter 7.6].

The paper is organized as follows. In Section 2 we introduce the concept of a convoluted
subordinator as a business time. Some basic properties (including the computation of the
second-order structure and of the characteristic function) are deduced and several examples of
convolution kernels are provided. We also show that many stochastic volatility models with
Lévy-driven volatility such as the Barndorff-Nielsen—Shephard model [1] can be cast into the
framework of convoluted subordinators. In Section 3 we discuss some statistical properties
of the associated stock model, which is basically the stochastic exponential of the Brownian
motion W in the business time 7. Section 4 is devoted to the proof of absence of arbitrage
and incompleteness. Finally, in Section 5 we explain the pricing of vanilla options in this
model class using simulation or fast Fourier transform methods. To this end, we compute
the log-characteristic function of the stock model and simplify it analytically in some specific
examples. We illustrate the implied volatility smile of the models and compare it with one of
the original exponential Lévy models.

2. Convoluted subordinators as the business time

In this section we discuss the class of business times which we consider in this paper. We start
with some basic facts on Lévy subordinators. A Lévy subordinator is an increasing Lévy process
{L(#)};>0 on a filtered probability space (2, ¥, (¥;):>0, P) satisfying the usual conditions. In
terms of the characteristic triplet (y, o2, v), where

E[eiuL(t)] — etgb(u)’

1 .
V() = iyu — —u’c? +/ (€™ — 1 —iux g <1pv(dx), u€R,
2 R\{0}
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a subordinator can be characterized by

oo 1
o=0, v((—00,0)) =0, / (x A Dv(dx) < o0, Yo=Yy —/ xv(dx) > 0.
0 0

Hence, in terms of yy, the characteristic exponent i of a subordinator can be simplified to

Y (u) =iyou +/ €™ — 1v(dx), ueR.
0

Moreover, L has a finite second moment if and only if f =1 xzv(dx) < 0. In this case it holds
that
var(L(1)) = / xzv(dx).
x>0

For the proofs and more information about Lévy subordinators, we refer the reader to [9]
or [20]. We also note that integration with respect to L can be performed pathwise, because L
is increasing.

Subordinators widely used in financial modeling include the gamma subordinator, given by

(k > 0)
efx//(
R 1)
A
and tempered stable subordinators with index of stability 0 < o < 1, given by
I (1—a\ e 0o/

=0, A) = dx. 2
Yo Ve,a(A) /AF(I—O{)< p > PR X (2)

In both cases the subordinators are already normalized in the sense that

E[L(D] = +/ xv(dx) = 1.

x>0

‘We note that both examples are subordinators of infinite activity, that is, v((0, c0)) = oo.
Throughout the paper, the following hypothesis will be in force.

Assumption 1. L is a Lévy subordinator for which yg > 0 or v((0, 00)) = o0 holds, i.e. L is
strictly increasing.

A convoluted subordinator can now be defined by convolution of a subordinator with a
Volterra-type kernel.

Definition 1. A stochastic process {7 (¢)};>0 defined by

t
T(t) = / k(t,s)dL(s)
0
is called a convoluted subordinator if L is a Lévy subordinator satisfying Assumption 1 and
k: [0, 00)? — [0, 0o) fulfills the following properties.
(i) For fixed ¢ € [0, 00), the mapping s > k(z, s) is integrable.

(i1) For fixed s € [0, c0), the mapping ¢ +— k(t, s) is continuous and increasing. Moreover,
there is an ¢ > 0 such that r — k(z, s) is strictly increasing on [s, s + €].

(iii) k(z, s) = 0, whenever s > ¢t > 0, i.e. the kernel k is of Volterra type.
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The next proposition collects some path properties of a convoluted subordinator.

Proposition 1. The process T = {T (t)};>0 has almost surely continuous and strictly increasing
sample paths.

Proof. Recalling that L is strictly increasing by Assumption 1, it follows directly from
Definition 1(ii) that T has strictly increasing sample paths. To show continuity from below, we
consider, fort > u > 0,

t u
T@)—T(u) = / k(t,s)dL(s) — / k(u,s)dL(s)
0 0

t t
= f (k(t,s) — k(u,s))dL(s) —/ k(u,s)dL(s).
0 u

Since k(t,s) — k(u, s) is strictly decreasing in u, the first integral tends to O as u ' ¢t by
monotone convergence. By the dominated convergence theorem, the second term converges
toOasu /t, since k(u,s) < k(¢,s) foru < t. Using a similar argument, we can show
continuity from above and the proof is complete.

Since T is increasing, it qualifies as a random time change and can be applied as a business
time. Note also that the convolution with the Volterra-type kernel & smoothes the jumps of L
and, thus, results in a continuous time change.

Before we present some examples, we briefly discuss some distributional properties of the
business time 7 in terms of the kernel k. The proof of the following theorem is given in [21].

Theorem 1. For everyt € [0, 00), the distribution of T (t) is infinitely divisible and

Elexp{zT (t)}] = exp{¢:(2)},
where
! t poo
$(2) =z / k(t, s)ds + [ / @Y — 1yv(dx) ds,
0 0J0
holds for z =u +ivwithv € Randu < 0.

From the previous theorem we can easily extract information about the moments of the
business time 7.

Corollary 1. (Moments.) (i) If E[L(1)] < 0o, we have
E[T(r)] = E[L(1)] /0[ k(t, s)ds.
(i) IfE[L(1)?] < oo, it holds that
cov(T (1), T(w)) = E[L(1)?] /OW k(t, s)k(u, s) ds.
Furthermore, for0 <t <t <t3 <,
cov(T (t4) — T(13), T(12) — T(11)) = E[L(1)*] /Otz k(ty, s)(k(ts, s) — k(13,5)) ds

4]
+EL()] / k(t1, 5)(k(t3, 5) — k(1. 9)) ds.
0
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As a first example, we consider a fractional subordinator.

Example 1. (Fractional subordinator.) For H > %, we consider the kernel

t
zh(t,8) = dHS]/27H/ (u — )32 H=112 g
N

with a normalizing constant

P 2HT(3/2 — H) 172

"= 2J\rTH+1/2T2-2H))
We call the process T (1) := fot zg (¢, s) dL(s) afractional subordinator with Hurst parameter
H driven by L. If L has a finite second moment and is normalized to E[L%(1)] = 1, we can
deduce, from the previous corollary and the representation formula for a fractional Brownian

motion on an interval (see [2] or [18]), that 7)) has the same second-order structure as a
fractional Brownian motion with Hurst parameter H. In particular, the autocovariance function

o) = cov(T k) =Tk — 1), Tk +n) = TH (k +n — 1))
= 3(n + 127 = 2in" + |n — 1127)

~ HQH — a1

exhibits long memory. Roughly speaking, this can be interpreted as follows. A large jump of
L acts as a shock to the market which increases the trading activity. However, the shock does
not vanish instantaneously, but the aftereffects of the shock persist and influence the market
later on.

Note that, from the previous corollary and by substitution to a beta integral, we can also
calculate

t t
E[T(1)] = E[L(l)]dH/ sl/H/ (u— )32 =129y ds = cye*H
0 K}

for some constant C. This implies that the mean cumulated trading activity increases faster
than linearly. This property is questionable, at least when H > 0.5. The next example will
mend this problem.

Example 2. (Holmgren—Liouville fractional subordinator.) A damped version of the fractional
Holmgren—Liouville integral of the indicator function leads to the kernel

ZH(t9S) =

3

H+ 1/2(1 s)H—W

E[L(1)] t

+

provided L satisfies E[L(1)] < co. Here (-); denotes the positive part. The corresponding
business time driven by L is TH)(t) = [} Zy (¢, s) dL(s).

This kernel is much simpler than the one in the previous example, but has a similar qualitative
behavior. If alarge jump of L occurs at time s then the business time will increase with a gradient
equal to co at t+ = s. This corresponds to a sudden shock to the market. Then gradually the
gradient decreases, but weak aftereffects of the jump influence the increments of the business
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1.4

—H=0.75
12bl Gamma process

0.0 0.2 0.4 0.6 0.8 1.0

FIGURE 1: Comparison between a sample path of a gamma process L with k = 2]—0 and its convolution
T ) with a damped Holmgren—Liouville kernel with H = %.

time forever. Contrary to the fractional subordinator, there is no simple expression known for
the second-order structure, but we can easily calculate

_ 1 ' S\H-172
E[TY ()] = (H + —> / (1 — -) ds =1,
2 0 t),

(H + 1/2)2E[L(1)?] /f<1 B 5)2*"1 _(HA+1/2)? E[L(l)z]t
0 t

E[L(D)]2 as

7 (H) _
var(TH (1)) = . 2H  E[L(D]?

Figure 1 compares a sample path of 77 and the corresponding path of the driving gamma
process.

Example 3. As a third example, we present a simple kernel which exhibits short memory
effects, namely, for ¢ > 0,

ke(t,s) = E[L(1)]"! min<1, %)

and the business time T, (t) = f(; ko (t,s)dL(s) associated to a Lévy subordinator L. Here, a
jump of L at time s increases the trading activity in the market linearly (with the jump height
divided by ¢ as gradient) for a short period of length . We will see in Section 5 that the simple
form of the kernel facilitates efficient option pricing via fast Fourier transform. Note also that
integration by parts yields

1 t
Te® =g /max{o,t_s} Lo ds.

Concerning the moments of T, we note that

E[T:()] =
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FIGURE 2: Comparison between a sample path of a gamma process L with x = % and its convolution T
with the kernel k. for ¢ = 2—10,

; 2¢e .
— T4 - 55
L) E[L(1)*] 3
ar = —
vartde E[L(DE | £
—_— r<e,
3e2
and that
cov(Te(t2) — Te (1), Te(ta) = Te(13)) =0,  ta>t3>tH+e>10>1.

The last property explains why we call this kernel a short memory kernel. The correlation of
the corresponding business time dies out, if the lag between the increments is larger than ¢.
This property holds true for any kernel k(z, s) satisfying k(¢, s) = c for some constant ¢ and
every (¢, s) such that t — s > ¢, thanks to Corollary 1(ii). A typical sample path of T, and the
corresponding path of the driving gamma process are illustrated in Figure 2.

We close this section with an example of how popular stochastic volatility models driven by
Lévy processes can be cast into the framework of convoluted subordinators.

Example 4. (CARMA-type processes.) Suppose that W is a Brownian motion and that o (¢) is
an adapted process independent of W. We interpret o as the stochastic volatility and consider
the process Y (¢) = fot o (u) dW (u) as the driving process for a stock model. By the Dambis—
Dubins—Schwarz theorem (see [12, Theorem 3.4.6]), Y has the same law as the time-changed
Brownian motion Y (t) = W (T (1)), where

t
T() = (¥), = / o2 () du.
0

Suppose now that
t

o(t) = a2 (O)h(1) + f h(t — s)dL(s),
0

where L is a Lévy subordinator, 02(0) is independent of L, and % is a deterministic function
satisfying h(u) = 0 for u < 0 and h(u) > O for u > 0. This setting subsumes the
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Barndorff-Nielsen—Shephard model [1] and CARMA-type processes as volatility; see [5]
and [6]. Different choices for the function # are also discussed in [11]. If & is bounded,
we can interchange the order of integration and obtain

T(t) —0'2(0) /lh(u) du = /[/uh(u —s)dL(s)du = /t</th(u —5) du) dL(s).
0 0J0 0 s

Therefore, T is basically a convoluted subordinator with kernel k(¢, s) = f; h(u — s)du. None
of the kernels from the previous examples are of this special form. Nonetheless, there is an
important difference between the short memory kernel of Example 3 and the fractional kernels.
The business time induced by the short memory kernel k, can be obtained from a stochastic
volatility model with
L(t)—L({(t—¢)Vv0)
e

o2(1)

Contrarily, the fractional kernels yield business times which are continuous, but not Lipschitz
continuous and can therefore not be recovered by stochastic volatility models (with nonexplod-
ing o).

3. Financial models based on convoluted subordinators

We now introduce a financial market model based on convoluted subordination. It consists
of one riskless asset B (bond) and one risky asset S (stock) that operate in uncertain conditions
of probabilistic character described by a filtered probability space (2, ¥, (¥7):>0, P). Here,
the filtration (¥7);>0 describes the flow of incoming information. Our main assumption about
the price process S of the stock is the following. We assume that S satisfies

2
S(t) = S(0) exp{rt n (u - %)T(t) +0W(T(t))}, t>0,

where W = {W(t)};>0 is a standard Brownian motion and the convoluted subordinator
T ={T(¢)};>0 serves as a business time. Moreover, 0 > 0, © € R, and S(0) > 0 are
constants. The constant u models the excess return of the stock (in dependence of the business
time) compared to the riskless interest rate » > 0. Consequently, the riskless bond is given by

B(t) =¢", t>0.
The basic cumulated noise source of the model is
X (1) = W(T (1)), t>0.

Some important albeit simple properties of X are stated in the following proposition.
Proposition 2. X satisfies the following properties.

(i) Forall p > 0andt > s > 0, we have

2r/2 1
E[IX(1) = X(5)|"] = mf(%) E[IT (1) — T ()],

Moreover, for alln € N,
E[(X(1) — X(s)* ' =0.
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In particular,
t
E[X ()] =0, var(X (1)) = E[T(t)] = E[L(l)]/ k(z,s)ds.
0

(1) X is leptokurtic if T is nondeterministic.
(iii) X has uncorrelated increments.

(iv) X has weakly stationary increments on an interval [a, b] if and only if t — fé k(t,s)ds
is a linear function on this interval.

(v) X has continuous trajectories.
(vi) The realized volatility satisfies [X]; = (X); = T (¢).

Proof. Part (i) can be easily calculated by conditioning on the o-field . generated by
{T(¢)}+>0. For example,

E[|1X (1) — X (5)]”]

E[B[|W(T (1)) — W(T ())|”|FL]]

2r/2 1
mr(i> EIT (1) — T(s)IP"],

2

because (W(T (t)) — W(T(s)) | J‘Z'Og) is normally distributed with zero mean and variance
T@)—T(s).
(i) From (i) we can calculate the kurtosis

v = BX® _ EIT®)?]
“O=Exm = EBTOP

’

if T is nondeterministic.

(iii) By conditioning on ?Og we can easily see that X inherits this property from the Brownian
motion.

(iv) We already know that E[ X ()] = 0 and that X has uncorrelated increments. Hence, X
has weakly stationary increments on [a, b] if and only if var(X (¢ + ) — X (¢)) does not depend
ont forallz, ¢t + h € [a, b]. However, by (i),

var(X (t +h) — X (1)) = E[T(t + h)] — E[T ()]

t+h t
:E[L(l)](/ k(t+h,s)ds—f k(t,s)ds).
0 0

Part (v) follows from the continuity of W and T'.
(vi) By the continuity of X, both brackets coincide. The last identity is implied by (X); =

Wity =T@).

We now revisit the examples from the previous section. They share the following properties,
which are also illustrated by Figures 3 and 4.

e Continuous trajectories. It is often argued that large changes in stock prices are best
explained by jumps. However, some empirical tests based on the singularity spectrum,
as in [15] and [17], indicate that there may be no jumps in the stock prices. However,
they also show that stock prices have a rougher behavior than typical stochastic volatility
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0.20 1.10
0.15 1.05
0.10 1.00
0.05 0.95
0.00 0.90
—0.05 0.85
-0.10 0.80
—0.15 0.75
0.0 0.2 0.4 0.6 0.8 1.0 0.0 0.2 0.4 0.6 0.8 1.0

FIGURE 3: Stock (right) and noise, i.e. increments of X (lef), based on the Holmgren—Liouville kernel
with H = % and a gamma process L with k = 21—0.

0.15 1.5
0.10 14
0.05 13

0.00
1.2

—0.05
-0.10 11
—0.15 1.0
—0.20 0.9

0.0 0.2 0.4 0.6 0.8 1.0 0.0 0.2 0.4 0.6 0.8 1.0

FIGURE 4: Stock (right) and noise, i.e. increments of X (left), based on the short-memory kernel of
Example 3 with ¢ = 21—0 and a gamma process L with k = %.

models whose singularity spectrum reduces to a single point; see also [9, Chapter 7.6].
In this respect, the Holmgren—Liouville fractional kernel looks particularly promising,
as the corresponding stock model exhibits a Holder continuity of order (H — %) /2 at
points, where large jumps occur in the subordinator. So, in terms of the roughness of the
path, this model is somewhere in between jump models and stochastic volatility models.

e Fat tails. In stock models based on Lévy subordinators, such as the variance gamma
model, heavy tails stem from the large jumps of the subordinator. Applying the specific
kernels introduced in the examples of the previous section, most mass of a jump of L is
eatenup by 7 shortly after the jump (at leastif H is close to % or ¢ is close to 0). Therefore,
the tail behavior of the convoluted subordinator is ‘similar’ to that of the original Lévy
subordinator in such situations.

e Volatility clustering. As explained in the previous section, the three example kernels
introduce memory into the business time in the sense that a large increase of the business
time (and, hence, of the realized volatility) is typically followed by another large one.
This effect increases with H or with . These two parameters therefore have a simple
interpretation, as they admit to adjust between the fatness of the tails and the memory of
the integrated volatility.
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We also note that the Holmgren—Liouville fractional subordinator yields weakly stationary
increments of the corresponding cumulated noise source X, and so does the simple short-
memory kernel of Example 3 after a burn-in-phase until time ¢t = ¢.

Remark 1. By the previous proposition we know that the business time 7 (¢) coincides with
the realized volatility. While it is obvious, by construction, that 7 (¢) is increasing in 7, we might
ask whether 7'(¢)/¢ still has some monotonicity properties. We shall show that, for the three
example kernels, we can neither expect T'(¢)/t to be increasing nor decreasing in the convex

order, i.e.
el

is neither increasing nor decreasing for every convex function g under appropriate assumptions.

(i) Fractional kernel. We calculate

(H) 2
E[(T t (t)> i| — t_z(var(T(H)(t)) +E[T(H)(l)]2) — E[L(I)Z]tZH—Z + C[21t4[‘1—2

for some constant Cy; see Example 1. For % < H < 1, this function is decreasing for small ¢
and increasing for large 7.

(ii) Short-memory kernel. The same reasoning as for the fractional kernel yields, thanks to
Example 3,

2 2 2
[<T o) )2] fl@%i]g - 8) * FZG - 2385[[LL<(11>)12]>’ =
El [ =222 _

t ez ¢ 12

5 1 - A t 5
E[L(D]2 32 ' 4¢2 =

which is increasing for small ¢ and decreasing for large ¢, provided ¢ < 1.

(iii) Holmgren—Liouville kernel. For the Holmgren—Liouville kernel (Example 2), we obtain

’

= (H) 2 2 2
E[(T (t))}zl—f—E[L(l) 1(H+1) I
t E[L(D)]? 2H

which is decreasing in ¢. If L(¢) = yt + J(¢), where J is an increasing compound Poisson

process, we consider the function g, (x) = max(x, u) for some pu > y/E[L(1)]. Then, it is
easy to see that

y . ro\|_ v
Elgu(T(1))] > ELL(D] l;ng[@( t )] ~ E[L(DY

which shows that t — E[g, (T (t)/1)] is not decreasing.

We close this section by providing the characteristic function of the logarithmic stock price.
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Theorem 2. For every t > 0, the distribution of 10g(S(t)) is infinitely divisible with charac-

teristic function
E[exp{iu log(S(1))}]
) ) )/002 M20‘2 t
= exp{lu(log(S(O)) +rt) + <1u <y0u - T) - > / k(t,s)ds
0

t poo 0,2 u202
+ // (exp{(iu (,u — —) — )xk(t, s)} — 1>v(dx) ds}.
0Jo 2 2

Proof. 1t follows from Theorem 1, by conditioning on J‘-‘og, that

Elexp{iu log(S(1))}]
2
= E|:E|:exp{iu <10g(S(0)) +rt+ <,u - %)T(I) + aW(T(t)))} ?‘;H
) ) 0,2 I/t20'2
= exp{iu(log(S(0)) + rt)}E|:exp{1u (,u - T)T(I) — (T)T(I)”

0_2 u2(72 t
= exp{iu(log(S(0)) + rt)} exp{yo <iu (/1, - 7) - ) / k(t,s)ds
0

t poo o2 2o
+ // (exp{(iu <,u — —) — )xk(t, s)} — 1>v(dx) ds}.
0J0 2 2

This also proves that log(S(#)) is infinitely divisible.

4. Absence of arbitrage and incompleteness

We shall now prove that the model, which we introduced in the previous section, is free of
arbitrage and incomplete. Recall that the model consists of a riskless bond B(z) = e'* and
stock given by

2

S(i) = S0 exp{rt + (/,L - %)T(z‘) + oW(T(t))}.

Here W is a Brownian motion independent of a Lévy subordinator L with Lévy measure v on
a filtered probability space (2, ¥, ¥;, P);>0 and

t
T(t) = / k(t,s)dL(s).
0

As a standing assumption, in this section we shall assume that v((0, co)) # 0. We also fix the
investment horizon 7 € (0, co). In order to construct equivalent martingale measures for the
market, we first consider, for any continuous function n: [a, b] — R such that [a, b] C (0, c0)
satisfies v([a, b]) # 0, the stochastic exponential

b t pb
Z”(t):exp{—t/ (e"(")—l)v(dx)—l—// n(x)ﬁ(dx,ds)}.
a 0Ja

Here, N is the compensated jump measure corresponding to v. We define a new probability

measure R” via the relation
dR" 20(1)
—_— = 7).
dP
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Under R7, the process L is still a Lévy subordinator determined by the pair
v(dx) = exp{Lia,p (N0, ¥ =i

see, e.g. [9, Proposition 9.8].
‘We next introduce a filtration via

U(t) =T (1) = inf{s > 0; T(s) > 1},
Gr=0(W(s),0=<s<t,U(s5),0<s <tAT).

Note that W is still a Brownian motion with respect to (4;);>0 under the measure R7 and that,
forany 0 <t < t, T(¢) is a stopping time with respect to ($;);>0, since

(T@) <s}={U(s) =t} € Gs.
‘We now define

2
Z@t) = exp{—gwa AT(1)) — %(r A T(t))}

and Z(o0) := lim;_,» Z(¢). By conditioning on ?,T we can easily see that E[Z(oc0)] = 1.
Therefore, Z is a uniformly integrable martingale with last element Z(oco) with respect to the
filtration ($¢);>0 under the measure R” .
Thus, Q" defined by
dQ”
—— = Z(0c0)
dR7
is a probability measure on (€2, ¥') equivalent to P. Thanks to Girsanov’s theorem

W(t) = W) + gu AT(1), >0,

is a Brownian motion with respect to Q”7. Moreover, the dynamics of L remain unchanged by
the second change of measure.
Under Q7, the dynamics of the discounted stock are therefore given by

e"'S(1) = S(0) exp{o W(T (1)) — 3> T (1)},

where W is a Brownian motion and T'(¢) is a convoluted subordinator under Q" driven by a
Lévy subordinator L, and the distribution of L is determined by the pair ()/67, V7).

It now follows from the optional sampling theorem that {e "7 S(#) }o<s < is a local martingale
under Q"7 with respect to the filtration (47 ())o</<r. (We can, in fact, easily show that it is a
martingale.) Note next that }”ZS = §7(), Where (37[5)05,5, is the filtration generated by the
stock S. Therefore, under each measure Q”, the discounted stock is a (local) martingale with
respect to (,‘77,S ).

Theorem 3. Suppose that v((0, 00)) # 0. Then the market (B(t), S(t)) is free of arbitrage and
incomplete on every finite time horizon [0, T] with respect to the information structure given
by (f}S)OStgr-

Proof. We have already shown that each of the measures Q" is an equivalent martingale
measure for this market. Therefore, the model is free of arbitrage. Incompleteness will follow,
if we establish that
n mn
| 375 75 Q | }'TS

T

for some 11, n2. We take 1 = 0 and 12 = 1|4, for some 0 < a < b such that v([a, b]) # 0.
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Then,
EV' [T (1) = ( A k(z, s)ds) EQ"[L(1)]
= ( A k(z, s)ds) <y0 xv(dx))
< ( k(z, s)ds) <y Oxexp{lab (x)}v(dx))
= ( k(z, s)ds>< v"2(dx)>
- ( k(z, s)ds) EQ?[L(D)]

=E? [T ()]
As T(t) = (W)r () is §7(r)-measurable and, thus, ?’TS -measurable, the proof is complete.

5. Option pricing

In this section we will be concerned with the pricing of European call options in the new
model class. We shall assume that we work under risk-neutral dynamics. Hence,

S@t) = S) exp{rt + s W(T (1)) — 3T (1)},

where W is a Brownian motion, 7 is a convoluted subordinator, o > 0 is a constant, and r > 0
is the riskless interest rate.

As a first result, by conditioning on #;7, we can easily derive a weighted Black—Scholes
formula.

Theorem 4. (Weighted Black—Scholes formula.) Let X = (S; — K)4 be a European call
option with strike K € Ry and maturity T. Then, for the initial fair price Co(K) of X, we have

[ log(So/K) + 02t/2 J— log(So/K) — o%t/2
Co(K)—A I:S()¢’< U\/; ) Ke q)( o\/; )i|FT(r)(dt),

where ® is the distribution function of the standard normal distribution and Fr () is the
distribution function of T (t).

Remark 2. At first glance, the above weighted Black—Scholes formula looks rather useless,
since one cannot expect to know the distribution function of 7 (t) in closed form. Indeed, this
distribution function depends on the whole path of the driving Lévy subordinator L. However,
there are effective series expansions for Lévy subordinators (see [4] for the gamma subordinator
and [19] for the general case), which can be applied to simulate L (by simulating the jump times
7; and jump heights Y;, neglecting very small jumps). This gives rise to a straightforward
simulation of T by setting

T(t)=) k(t.7)Y;.
j

Therefore, option prices can be calculated from this formula by a Monte Carlo simulation of T'.
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Remark 3. We can also run other models in the business time given by a convoluted subordina-
tor. For instance, we can replace the Brownian motion by a CGMY process. CGYM processes
constitute a flexible and popular class of Lévy processes with log-characteristic function

dcomy ) = CT(=Y)[(M — i)’ — M¥ + (G +iw)Y —G"];

see [8]. Straightforward modifications of the arguments in Section 4 show that the subordinated
CGMY model inherits absence of arbitrage and incompleteness from the original CGMY
model. Then, prices of European options in the subordinated model are weighted prices of
the original CGMY model, analogously to the weighted Black—Scholes formula. Moreover,
the characteristic function of the CGMY process subordinated by a convoluted subordinator
can be obtained in the same way as for the subordinated Brownian motion in Theorem 2. We
just replace the log-characteristic function of the Brownian motion by the one of the CGMY
process. This gives rise to option pricing by fast Fourier transform techniques, as discussed
below for the Brownian motion case. We note, however, that the business time cannot any
longer be interpreted as realized volatility in the CGMY context, and that the corresponding
subordinated CGMY model will exhibit jumps.

If the characteristic function of a logarithmic discounted stock price is known analytically
then an efficient and simultaneous computation of the price of call options with different strikes
is possible by means of Fourier transform methods; see, e.g. [7] and [13]. For a given strike K,
we denote the log-strike by k = log(K). Then, for instance, the regularized function

20 (k) = e 7" E[(exp{rt 4 log(S;)} — e) 1] — Cas(k),

where C‘;S(k) is the Black—Scholes price of a call option with log-strike k, maturity t, and
volatility &, can be rewritten as follows (see [9, p. 363]):

1 too
Ze(k) = — / e ¢ (v) do,
27 J_ o

where i
P (v—1)—DPI(v—1)

Gelv) =e vl £ iv)

Here ®, denotes the characteristic function of log(S;/B;) and CDf is the characteristic function
of a normal random variable with mean —&27/2 and variance &°7.
Application of Theorem 2 with 4 = r = 0 yields

O'let

'
@, (u) = expfiulog S(O)}exp{—yoT(i + u)/o k(t,s)ds

t poo u02
+f/ <exp{——(i+u)xk(t,s)} - 1>v(dx)ds}. 3)
0Jo 2

Of course, an efficient application of the fast Fourier transform technique requires that the
double integral in the expression of ®; can be computed. We next give some examples where
this is possible.
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Example 5. In the case of a stable subordinator with yp = 0 and v(dx) = 1,~0) cex~ % ldx
for some ¢ > 0and 0 < @ < 1, we can easily see that the double integral in (3) simplifies to

// (exp{——(l—{—u)xk(t s)} )v(dx)ds
/ |k(t, s)|°‘ds/ (exp{—u—(l—i—u)x} )v(dx).

The second integral can be computed in closed form; see, e.g. [9, p. 94]. The first integral is
easily performed for the kernels from Examples 2-3. For example, with a slight modification
of Example 2, namely with the kernel

1 \H-1/2
o2 )

t
f lk(t, s)|* ds = 1.
0

Therefore, the corresponding process has the same marginal distribution as an «-stable sub-
ordinator, but a more involved dependency structure. In a similar way, (3) can be evaluated
efficiently for many kernels (at least numerically), if a stable subordinator is applied. However,
the corresponding stock model does not have a second moment, which appears to be a drawback
in financial modeling.

we obtain

The next theorem yields ®; in the case of a tempered stable subordinator. Here, we require
an explicit choice of the kernel to facilitate the computations.

Theorem 5. Suppose that L is a gamma subordinator (« = 0) or a tempered stable subordi-
nator (0 < a < 1), as defined in (1)—(2), and that k(t, s) = k¢(t, s) is the short-memory kernel
of Example 3. Then,

min(z, &) 2¢(1 —a)
log(®;(u)) = | (t — &)1+ + T a /cuaz(i T T VYo k.620),-62(0)2(1)
—
+ iu 1log(5(0)) + min(t, &) ————
2(S(0)) (,¢) (1 e
where 6%(1) = o2 min(z, ¢) /¢ and
1 M2 2
——log| 1+ —i0ku |, a =0,

K

l—«a k(u?o?/2 —iBu)\*
l—(1+———=—"7) ), 0<a<l,

Ko l—«o

is the characteristic exponent of the variance gamma process or the normal tempered stable
process with parameters a, k, o, and 6.

\Ila,/(,azﬁ(u) =

Proof. We calculate the double integral

t poo u02 ]
/f (exp{——(l + u)xke(t, s)} — 1>v(dx) ds,
0Jo 2

https://doi.org/10.1239/jap/1253279842 Published online by Cambridge University Press


https://doi.org/10.1239/jap/1253279842

Integrating volatility clustering into exponential Lévy models 625

with the Lévy measures introduced in (1)—(2), in several steps. Firstly, we may change the
order of integration by an application of Fubini’s theorem and obtain, by direct integration, for

t <e,
t u02
/ <exp{——(i + u)xke(t, s)} — 1) ds
0 2
/’( { uo? t—s} )
= expy ——— (G +u)x —1])ds
0 2 &

2¢e ! uoz(_+ ) t ;
=—— (1 —exp}—(G+u)x-} ) —1t,
uo2(i+ u)x P 2 e

and, fort > ¢,

! uo?
/ <exp{——(i+u)xk£(t,s)} —1)ds
0 2
( { uo? } ) ! uo? t—s
=@ —¢e)lexpy——(@G{+ux; —1 —i—/ <exp{——(1+u)x }—1>ds
2 P 2 &
uc?
:(t—e)<exp{—7(i+u)x}—l)

2k (1 L‘z(. ) )
+ua2(i+u)x —exp{— > 1+ux} — €.

Hence,

t 2
/ <exp{—£(i + u)xk.(t, s)} — 1) ds
0 2

uo? min(z, )
- ”*(e"p{‘T“*”‘)"T} B 1>

2¢e uo? min(z, ) uo2(i + u)x min(z, )
— (1 - ——i — .
* uaz(i+u)x< eXp{ p mr— } 2 e )
4)
Now recall that the relevant Lévy measure v is defined, for 0 < @ < 1 and ¥ > 0, by
1 1 —a\T%e (-ax/k
A) = A) = dx.
V(A) = vy (4) /Am_a)( - ) e
We calculate, by integration by parts,
> 2¢e uc? min(z, £) uo2(i + u)x min(z, )
— (1 - —— - d
/0 uo2(i + u)x ( exp{ 2 @ +u)x P } 2 ) )vk’a( *)
o 2¢e uo? min(z, €) uo2(i + u)x min(z, )
= ——— |1 —expy —— (A +u)x —
0o uoZ(i+ux 2 e 2 &
1 1 — )\ @e(I-ox/x
X dx
Il —a) < K ) xlte
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_ 2@ =0/t %0 =1 d ) —aea
uo?(i+uw)'dd — o) 1 +odx

uo? min(z, &)
X <1 — exp{—T(l +M)XT}

uo2(i + u)x min(r, 8))
— dx
2 €

2e((1 —a) /i)'~
uo2(i+uw)'d —a)(1 + )
8 /°° e~ (—ax/k <1 —a uoz(i + u)x min(z, &)
0

xlta K e
N (1 +_( tu )mln(t 8))
X (e {——(l x—mlnit, 8)} — 1)) dx
. ( 2e(1 — @) n min(z, e))
- \kuo2(+u)(1 + ) l+a

o0 uc? . min(z, €)
X / (exp{——(1+u)x—} - 1>V:<,a(dx)
0 2 €

1—a 1 -« l—a proo e—(I—a)x/k
+ min(z, &) / —dx.
k(14+ao)I' (1 —a) K 0 x¢

The last integral can be substituted to a gamma integral, whence
-« 1—a\!7* oo e (-ou/k 11—«
min(z, £) / ———dx = min(t,8) ———.
k(14+a)I'(1 — ) K 0 x¢ k(1 4+ o)

Combining these considerations with (4) we obtain

// (exp{——(l—i—u)xkg(t s)} >v(dx)ds

2e(1 —a) n min(z, €)
kuo?2(i+ u)(1 + o) l4+a )

00 2 :
X / (exp{—ﬂ(i + u)xm} — 1>v,(,a(dx).
0 2 3

Taking into account the fact that the characteristic exponent of a variance gamma process
(¢ = 0) or a normal tempered stable process (0 < o < 1) is, by definition,

[e'e) u20.2
Wy ko0) = / <exp{— > x+ ieux} — 1)v,(,a(dx),
0

the first assertion is proved. The explicit form of W, ¢ can, e.g. be found in [9, p. 117].

= min(t, 8)(1—_’_0[) <(t — &)+ +

We also state the log-characteristic function for the gamma case and the tempered stable
case, if the Holmgren—Liouville fractional kernel is applied. The representation follows directly
from (3). As it requires one additional integration, a numerical evaluation of the fast Fourier
transform methods is slower, but still feasible.
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FIGURE 5: Implied volatility smile for 1 (solid line), 0.3 (dotted line), and 0.1 (dashed line) year maturities.

Top left: variance gamma model withr = 0,0 = 0.2, x = 0.05, and S(0) = 1. Top right: short-memory

kernel with ¢ = 0.05 driven by a gamma subordinator with the same parameters. Botfom: damped

Holmgren-Liouville kernel with H = 0.7 (left) and H = 0.9 (right) driven by a gamma subordinator
with the same parameters.

Theorem 6. Suppose that L is a gamma subordinator (¢ = 0) or a tempered stable subordi-
nator (0 < a < 1), as defined in (1)—(2), and that k(t, s) = Zy (¢, s) is the Holmgren—Liouville
fractional kernel of Example 2. Then,

t
log (P, (u)) =/ Yo k625,00, —62(s,1) 72 (1) s,
0

where 6%(s, 1) = o2(H + %)(1 —s/OH"Y2 gnd Wy.k.0.0() was defined in the previous
theorem.

Finally, we illustrate the implied volatility smile of models based on different kernels and
driven by a gamma process. Figure 5 shows that, with the short-memory kernel of Example 3
and the damped Holmgren—Liouville kernel of Example 2, the smile flattens out quickly with
increasing maturity as in the variance gamma model. Indeed, the four smiles for the different
models resemble each other very closely. From this we may conclude that, in particular for
the damped Holmgren—Liouville kernel, the marginal distributions of the model do not vary
much in the memory parameter H. Therefore, the prices of plain vanilla options do not change
significantly for different values of H. Itis, however, expected that the prices of path-dependent
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options, such as barrier options, will strongly depend on the dependency structure of the model
induced by the memory parameter H. This topic will be further pursued in future research.
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