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Abstract

Multivariate Lévy-driven mixed moving average (MMA) processes of the type X; =
f f f(A,t —s)A(dA,ds) cover a wide range of well known and extensively used
processes such as Ornstein—Uhlenbeck processes, superpositions of Ornstein—Uhlenbeck
(supOU) processes, (fractionally integrated) continuous-time autoregressive moving
average processes, and increments of fractional Lévy processes. In this paper we
introduce multivariate MMA processes and give conditions for their existence and regular
variation of the stationary distributions. Furthermore, we study the tail behavior of
multivariate supOU processes and of a stochastic volatility model, where a positive
semidefinite supOU process models the stochastic volatility.
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1. Introduction

In many areas of application Lévy-driven processes are used for modeling time series. One
elementary example of the processes used is the Lévy-driven Ornstein—Uhlenbeck-type (OU-
type) process

t
X, = f e 1= dL,,
—00

where L is a Lévy process (see [29] for a detailed introduction). These processes are used, for
instance, to model the variance (i.e. the volatility in the terminology of mathematical finance)
in the OU-type stochastic volatility model of [2], which has been extended to the multivariate
setting in [23]. Even though this model has many nice properties (e.g. stochastic volatility with
jumps and clustering, heavy tails, etc.), it does not account for the long-memory effects that
can often be found in real data. This problem can be bypassed by the superposition of OU-type
processes which leads to supOU processes of the type

t
X,:// e A (da, ds),
R J—o0
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where A is a so-called Lévy basis. These processes have been introduced in [1], extended to a
multivariate setting in [3], and used in the multivariate supOU-type stochastic volatility model
of [4]. Bayesian estimation of univariate supOU stochastic volatility models is, e.g. carried out
in [13].

The aim of this paper is to analyze the tail behavior of the multivariate mixed moving average
(MMA) processes

X,:f /f(A,t—s)A(dA,ds)
M; JR

that allow for a general kernel function f: M; x R M, 4 (A isan R4-valued Lévy basis in
this setting). They reach back to [30] and they cover both OU and supOU processes as well as
continuous-time autoregressive moving average (CARMA) processes, fractionally integrated
CARMA processes (cf. [8] and [20]), and increments of fractional Lévy processes (cf. [6], [19],
and the references therein). The tail behavior of univariate MMA processes has already been
studied in [10] and [17], and we extend the results to a multivariate setting and also analyze the
special case of supOU processes and the related stochastic volatility model given by

dX; =a;dt + Etl/z dW; + W (dL,;), Xo=0,

where a is an R¢-valued predictable process, W is the standard d-dimensional Brownian
motion, L is the Lévy process associated with A, W: S; — R is a linear operator, and the
stochastic volatility process (X;);cRr is a matrix-valued positive semidefinite supOU process.
The multivariate extension is nontrivial, since the definition of regular variation is considerably
more involved in the multivariate setting and we have to take the peculiarities created by the
use of matrices into account.

In the field of finance the tail behavior is of great importance for risk assessment and
risk management. Moreover, our results allow one to understand how to model the so-called
‘correlation breakdown’ effect (viz. in times of extreme crisis basically all correlations get close
to 1), which is regarded by econometrics to be typically present in observed financial data.

The paper is structured as follows. We start by giving some general notation in Section 2.1. In
Section 2.2 we will give a short excursion to multivariate regular variation that we need when we
analyze the tail behavior of the processes given. An introduction to Lévy bases and conditions
for the existence of integrals with respect to Lévy bases will be given in Section 2.3. Based on
these preliminaries, we then define and analyze multivariate MMA processes in Section 3. We
give sufficient conditions for the MMA processes to be regularly varying given that the driving
Lévy basis is regularly varying. Furthermore, we examine the restrictiveness of the conditions
by establishing closely related necessary conditions. In Section 4 we apply these results to
multivariate supOU processes and give some more accessible conditions for this special case.
Finally, we consider a stochastic volatility model that is based on positive semidefinite supOU
processes and analyze its tail behavior in Section 5, which is very important for risk assessment.

2. Preliminaries

2.1. Notation

Given the real numbers R, we use the notation R™ for the positive real numbers and R~ for
the negative real numbers, both without 0. The Borel sets are denoted by B, where By, are the
bounded Borel sets and B, := {B € B: u(dB) = 0} describes all Borel sets with no j+-mass
at the boundary 8 B. The closure of a set B is given by B. We denote by S the unit sphere, by
A the Lebesgue measure on R, and by N (0, /) the standard normal distribution in R,
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For matrices, M), 4 denotes the set of all n x d matrices and My, denotes the set of all d x d
matrices; M, is the set of all d x d matrices with eigenvalues having strictly negative real
part. We denote by I; the d x d identity matrix, by S; the symmetric d x d matrices, and
by S; the positive semidefinite d x d matrices. We write AT for the transpose of a matrix A
and || A| for its matrix norm. Since all norms are equivalent, the type of norm is not important
for our results, but if we make no further specifications, we use the operator norm induced by
the Euclidean norm. Define j(A) := minjy =1 ||Ax]|, the modulus of injectivity of A. The
well-known operation vec(A) creates a vector by stacking the columns of an n x n matrix A
below each other to obtain an R"’ -Valued vector and ‘®’ is the tensor product of two matrices.
_dVague convergence is denoted by ° . It is defined on the one- -point uncompactification
R\ {0}, which ensures that the sets B C V. := {x: ||x|| > r}, r > 0, that are bounded away
from the origin can be referred to as the relatively compact sets in the vague topology. In this
topology, the compact sets will be denoted by X and the open sets by §.

2.2. Multivariate regular variation

For the analysis of the tail behavior of multivariate stochastic processes, we use the well-
established concept of regular variation. However, there is not only one single definition of
multivariate regular variation, but many different equivalent definitions. For detailed and very
good introductions to the different approaches to multivariate regular variation, we refer the
reader to [18] and [27, Section 6]. We start with a well-known definition of multivariate regular
variation (cf. [16] and [25]).

Definition 2.1. (Multivariate regular variation.) A random vector X € R? is called regularly
varying with index o > 0 if there exist a slowly vagymg function /: R +— R and a nonzero
Radon measure p defined on £(R \ {0}) with (R" \ R?) = 0 such that, as u — oo,

W lw)Pw X € ) AN w(-)
on B(R? \ {0}). We write X € RV(a, I, ).
Similarly, we call a Radon measure v regularly varying if o, [, and p exist as above with
U@ () = ()

for u — oo, and we write v € RV(«, [, ).
A stochastic process (X;);cr € R? is called regularly varying with index « if all its finite-
dimensional distributions are regularly varying with index o.

The measure u is homogeneous, i.e. it necessarily satisfies the condition
w(tB) =1t “u(B)

forall B € JB(K(I \ {0}) and ¢ > 0. We make use of this property throughout the paper.

In this paper we will deal with infinitely divisible random variables and processes. For those,
the following very useful connection between regular variation of the random variable and its
Lévy measure exists.

Theorem 2.1. ([16, Proposition 3.1].) Let X € R? be an infinitely divisible random vector
with Lévy measure v. Then X € RV («, [, i) if and only if v € RV (¢, [, ).

Furthermore, we will also need regular variation of matrix-valued random variables and
processes. If we take into account the well-known vec operation that creates a vector by
stacking the columns of a matrix below each other, we can simply apply the above definition.
This allows us to use all known results for the R?-valued case also in the matrix-valued case.
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2.3. Lévy bases and integration

In this section we recall R?-valued Lévy bases, which are generalizations of Lévy processes,
and the related integration theory. For a general introduction to Lévy processes and infinitely
divisible distributions, see [29]. Lévy bases are also called infinitely divisible independently
scattered random measures in the literature. For more details on Lévy bases, see [22] and [24].

Definition 2.2. (Lévy basis.) An R¢-valued random measure A = (A(B)) with B € By(M; x
R) is called a Lévy basis if

o the distribution of A(B) is infinitely divisible for all B € By(M; x R),

e for any n, the random variables A(By), ..., A(B,) are independent for pairwise disjoint
sets By,..., B, € .,‘Bb(Md_ x R),

e for any pairwise disjoint sets (B;);en € Bp(M,; x R) with |,y Bn € Bo(M; x R),
we have A((,eny Bn) = D, en A(By) almost surely.

In this paper we restrict ourselves to time-homogeneous and factorizable Lévy bases, i.e.
Lévy bases with characteristic function

E(eiuTA(B)) — e?WTI(B) 2.1

forallu € R? and B € By (M, x R), where IT = A x 7 is the product of a probability measure
7 on M, (R) and the Lebesgue measure A on R and

1 .
o) =1iu'y — EuTzu + /Rd(e“'” — 1 —iu" x 1y (x))v(dx)

is the cumulant transform of an infinitely divisible distribution with characteristic triplet (y,
¥, v). By L we denote the underlying Lévy process associated with (y, X, v) and given by
Li = AM; x (0,t]) and L _; = A(M; x [—t,0)) fort € R™*. The quadruple (y, Z, v, 7)
determines the distribution of the Lévy basis completely and, therefore, itis called the generating
quadruple. A definition of S;-valued Lévy bases follows along the same lines.

Remark 2.1. Considering only time homogeneous and factorizable Lévy bases is motivated
by possible applications, where models with too many parameters are of no real help, and the
so far developed theory of special cases, particularly the supOU process, where this assumption
is also made. However, it should be noted that this assumption is not overly restrictive, because
stationarity of a Lévy-driven MMA obviously requires in general a time-homogeneous Lévy
basis, i.e. the Lebesgue measure has to be used on the time axis. In our work it appears very
natural to consider only stationary cases. Hence, the only possible generalization would be to
allow the infinitely divisible distribution to depend on A € M ;. We could have ¢ (A, u) instead
of ¢(u). Then we would also have a characteristic triplet (y (A), £(A), v(A, dx)) with v being
a ‘Lévy kernel’ and all our results would have immediate extensions to this case, noting that as
far as regular variation is concerned one would have to demand that A (B) has to be regularly
varying for all sets B with the same index « and slowly varying function / (or ‘degenerately
a-regularly varying’, i.e. u®l(u) Pu='A(B € -)) — 0), and the measure of regular variation
would have to be given via a nontrivial kernel i, (A, -). As in the univariate literature (see [10],
[11], and [12]), we refrain from stating our results with this level of generality, since it would
not add real insight, but lead to overly technical statements not relevant for applications.
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The main focus of this paper, the MMA processes, are defined by integrating over a function
f withrespect to a Lévy basis. Regarding the existence of these integrals we recall the following
multivariate extension of Theorem 2.7 of [24].

Theorem 2.2. Let A be an R?-valued Lévy basis with characteristic function of the form (2.1),
and let f: M; x R+ M, 4 be a measurable function. Then f is A-integrable as a limit in
probability in the sense of [24] if and only if

A

F(A, )y + fRd FAL )x Ao (1 (A, 9)x])

— 1jo,(IIxIN)v(dx) || dsm(dA) < oo, 2.2)
/ / If(A, )X f(A,s)T|| dsm(dA) < oo, 2.3)
M; JR
and
/ / / (A A]f(A, s)x||2)v(dx) dsm(dA) < oo. 2.4)
My JR JRA

If f is A-integrable, the distribution of X sz[j fR+ f(A, s)A(dA, ds) is infinitely divisible
with characteristic triplet (Vint, Zint, Vint) given by

VintZ//(f(A,S)y+/ F(A, 9)x(Ao. (I f (A, $)x]])
My JR R4
- 1[0,1](|IXI|))V(dx)> dsm(dA),

Zint =/ / F(A, )T f(A, )" dsm(dA),
M; JR
and

Vint (B) :/ / f 15(f(A, s)x)v(dx)dsm(dA) for all Borel sets B C RY.
M; JrR JRd

We now give some more accessible sufficient conditions for the special case of a regularly
varying driving Lévy measure v. Therefore, we define the set

Li(h x ) := {f: M; x R+ M, 4 measurable, / / I f(A, s)||‘s dsm(dA) < oo}.
M; JR
The following theorem is a multivariate analogue of Proposition 3.1 of [10], which is nontrivial

due to the peculiarities arising from the used matrices.

Theorem 2.3. Let A be a Lévy basis with values in R? and characteristic quadruple (y, %,
v, 1), let v be regularly varying with index a, and let f: M; X Rv—> M, 4. Then f is
A-integrable in the sense of [24] and X is well defined and infinitely divisible with the
characteristic triplet given in Theorem 2.2, if one of the following conditions hold.

(1) Ly isa-stablewitha € (0,2) \ {1} and f € L* N L.
(i) f is bounded and f € 1.2 for some § < a, § < 1.
@iii) f is bounded, EL1 =0, > 1,and f € L‘Sfor somed <o, § < 2.
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Proof. We will prove the result by validating conditions (2.2), (2.3), and (2.4) given in
Theorem 2.2 in each of the three settings.

Part (i). From Theorem 14.3 of [29] we know that in the «-stable case ¥ = 0, which makes
condition (2.3) trivial. Furthermore, there is a finite measure € on the unit sphere S such that

o0
1
v(B):// @dr@(dé) for B € B¢,
sJo e
For condition (2.2), this yields

dsm(dA)

/ /Hf(A,S)V-i-/ (A, $)xApo,11(ILf (A, $)x[) — 1o, 13(llx[))v(dx)
My JR R¢

My JR sJo

d
- 1[0,1](||r§I|))r—:9(d§)‘ dsm(dA)

£ (A&
:/ /Hf(A,s)J/Jrf(A,s)/g/ r"‘dre(dg)H ds(dA)
Md_ R S 1
1
=/ /Hf(’*’””f(f‘vs)fé—l (LA, g - 1>9<dg)H ds7(dA)
ML; R S —

A a A
s/ f(||f<A,s)||y+—”f§ g ) 4 1A ’S)"9<3))dsn(dA)
Md* R — l—«

< 00,

where we have used f € L% NIL!. For condition (2.4) we obtain

f // (1 A (A, $)x|P)v(dx) dsm(dA)
my; JR JRA

=[ // L scas)xizny v(dx) dsm(dA)
M; JR JRd

+/ f/ 1 (A, $)x 17 Ly a0 <1y v(dx) dsr(dA). (2.5)
M; JRJR?

The first term on the right-hand side can be bounded by

1
/ / / 1 Fhsyeot) v(d) ds(dA) = — / / / 1 (A, $)E[“6(d€) dsm(dA)
m; Jr JRrd o Ju; Jrs
0(S
SQ/ /nf(A,s)u“dsn(dA)
a Ju; Jr

< 00,
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and, for the second term on the right-hand side, we obtain

/ /R fR AP g speg<1) V(D) dsdA)
M,

1
=3 f //Ilf(A,s)EII“Q(dE)dsn(dA)
—®JMm; JRIS

< 9(3)/ /nf(A,s)u“dsn(dA)
2—aJu; Jr

< Q.

Parts (ii) and (iii). Condition (2.3) can be bounded by
/ / If(A, )T f(A,5)" || dsm(dA) < IIEII/ / I £ (A, $)II* dsm(dA) < oo,
m; JR My JR

which follows from the boundedness of f together with f € I for some 8 < 2. For condition
(2.4), we use (2.5) again. For the first term on the right-hand side of (2.5), we use the inequality

IFCA N xI = Lf (A, s)x]l = 1,
which implies that
1
xll >
ILf (A, )l
This yields

1
1 Sxll> dx)dsm(dA) < > ——— 1 |ds7(dA).
/M/R/R (s Vdx) dsrr{ )</M[,/R”({”x"> IIf(A,s)IID an

Now we can apply the Potter bounds (see [27, Proposition 2.6(ii)]), giving the existence of
some #y such that, for all # > #¢, a regularly varying function (in our case v) can be bounded.
Therefore, we distinguish the cases 1/|| f (A, s)|| > fo and 1/[| f (A, s)|| < fo. For the first case,
weset C = sup{|| f (A, s)||: I f(A,s)|| < 1/to} < 1/ty. Then we can apply the Potter bounds
fort = 1/C > ty to obtain

1
1 > > — 1 |dsw(dA
/Md/R e "’}”({"x”> ||f<A,s)||}> an

1 A, 9N
<(l+a«a —5)/ 7/ 1{1/||f(A,s)||>t0}V({”x” > :})(M) dsm(dA)
M; JR C C

< Q.

In the other case we set C :=sup || f(A, s)|| < oo and obtain

1
/Md /é La/irasi=zi) v({ lxll > m}) dsm(dA)
1
5/ / 1{1/|f(A,s)|§zo}V<{”x” = E})dsn(dA)
M; JR
= v({”xll > é})n X k({(A,s): I £(A,s)| > %})

< 00,
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since f € 3. The second term on the right-hand side of (2.5) can be bounded by

s s oz v sy
My

:/ /(/ ”f(A’S)x”2l{llf(A,S)xufl} V(dx)
My JR\J|Ix||<1

+/” | 1||f(A,S)X||21{||f(A,s)x|§1}v(dX)) dsm(dA)
x||>

< / f I£(A, $)II>dsm(dA) / llx]1*v(dx)
M; JR lxll<1

4 / / 1 (A, ) dsr(dA) / P v(dx)
M; JR lxli=1

< 00,

where we have used the fact that, for bounded functions f, the assumption f € LS, § <2,
implies that f € L. Moreover, note that f”x”>1 [x]%v(dx) < oo by [29, Corollary 25.8],
since 0 < § < « and, hence, the underlying Lévy process has a finite §th moment. Condition
(2.2) in Theorem 2.2 can be reformulated as

Joo

f /Hf(AJ)J/‘i‘/ F(A, )x g ra,s)x<1y v(dx)
My JR llll>1

- / FA, $)x 1 fa5x)>1) v(dx)
lxlI<1

dsm(dA)

f(A,s)y + A.Qd J (A, $)x o,y (I1f (A, $)x[) — 1o, 13([lx[D)v(dx)

dsm(dA)

=:T.
In part (ii) we use || f (A, s)|| < C and, thus, T can be bounded by

TS/_/ ||f(A,s)||"(C”|y|+/ 1P v(dx)
My IR llxli>1

+c!=° / ||x||%(dx)> dsm(dA).
Ixllet/c,1]

In part (iii), we know that y = — fo”>1 xv(dx). Since @ > 1 and § < «, we can arbitrarily

choose a & € (8, o) with & > 1. This yields

=)

_/| | lf(A,S)xv(dx)-l-/l | 1f(A,S)XI{Hf(A,x)xHSI}V(dx)

_/ I A r@o=n vdo| dsdA)
llxl<

S/ // | fCA, $)xll 1y £ea,s)x>13 v(dx) dsm(dA)
My JR JRA

< / / / 1A X Lponsc) v(dx) dsr (dA)
M; Jr Jre
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< CH/ / ||f(A,s)||5dsn(dA)/ [l 1% v(dx)
My JR Ixl>1/C

< Q.

3. MMA processes

MMA processes were first introduced in [30] in the univariate stable case. As already
mentioned, they are integrals over a given kernel function with respect to a Lévy basis.

Definition 3.1. (MMA process.) Let A be an R?-valued Lévy basis on M; x R, and let
f:M; xR M, 4 be a measurable function (kernel function). If the process

X; :=/ /f(A,t—s)A(dA,ds)
My JR

exists in the sense of Theorem 2.2 for all + € R, it is called an n-dimensional mixed moving
average process (MMA process).

Note that we could also define ‘generalized MMA’ processes by integrating over a slightly
more general function g: M; x R x R +— M, 4, which gives us

X,:f /g(A,t,s)A(dA,ds).
My JR

However, the extension of all upcoming results is trivial, so we stated the results for the
notationally easier case of Definition 3.1. Moreover, an MMA process is obviously always
stationary and this needs not be true for generalized MMA processes. Note also that M can
obviously be replaced by M, or basically any other Borel set. Again, we state everything for
M, because this eases notation and is the canonical choice in the supOU case.

Existence of the MMA processes follows directly from Theorem 2.2 and Theorem 2.3.
Theorem 2.3 turns out to be very useful in this setting, since it is based on similar conditions
compared to the key conditions of Theorem 3.1 below: regular variation of the driving Lévy
measure v and f € L*(\ x 7).

Theorem 3.1 is the multivariate analog of Equation (3.1) in Proposition 3.2 of [10], where
the same conditions, simplified to the univariate setup, are used. A similar result also exists for
the special case of a univariate filtered Lévy process, where the kernel function f is continuous
and of compact support; see [15, Theorem 22].

Theorem 3.1. Let A be an R%-valued Lévy basis on M; x R with generating quadruple
(y,Z,v,m), and let v € RV(a, I, wy). If Xo = fMJ Jr+ F(A,$)A(AA, ds) exists (in the

sense of Theorem 2.2), f € L¥(\ x ), and p,(f 7' (A, s)(R™ \ {0})) = 0 does not hold for
7 X A almost-every (A, s), then Xo € RV(«, [, ux) with

px(B) = / f / 15(f (A, $)x)py(dx) dsm(dA).
My JR JRA
Proof. From Theorem 2.2 we know that the distribution of X is infinitely divisible. Follow-

ing Theorem 2.1, it is sufficient to prove that its Lévy measure vy is regularly varying. The
concrete representation

vX:/ // 15(f(A, s)x)v(dx)dsm(dA)
M; JrR JRd
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is also known from Theorem 2.2. Regular variation of v then yields the existence of a
cons_tagllnt a > 0, a slowly varying function /, and a Radon measure p, on B(R" \ {0}) with
wy (R \ Rd) = 0 such that, as u — oo,

U -) > ().

Using [27, Theorem 3.2] and Fatou’s lemma, we have, for all compact sets B € X,

u— 00

limsupu“l(u)/ // 1,5(f(A, s)x)v(dx) dsm(dA)
My JR JRA

5/ /limsupu“l(u)/ 1,5(f(A, s)x)v(dx) dsm(dA)
m; Jr R

u—o0

< f / / 15(f (A, $)x) 11 (dx) ds(dA)
m; JR JRA

and, conversely, for all open sets B € § that are relatively compact,

lim infu“l(u)/ // 1,5(f(A, s)x)v(dx)dsm(dA)
Uu—00 Md* ]R Rd

2/ /liminfu“l(u)/ 1,5(f(A, s)x)v(dx) dsm(dA)
M; JR R4

u—o0

> f / / 15(f (A, $)x)10(dx) ds(dA).
M7 Jr Jrd

Note here that, for any set B € K (respectively §), also the preimage f(A,s)"'(B) € X
(respectively §) for all A, s, since f(A, s) is, for fixed A, s, a linear mapping. This yields the
vague convergence

uo‘l(u)vx(u-)zu“l(u)/ // 1,.(f(A, s)x)v(dx) dsmw(dA)
m; JR JRA
L/ ff 1, (F (A, $)x)(dx) dsm(dA)
My JR JRA

=ux().

It remains to prove that py is again a Radon measure with py (En \ R") = 0. The second
property follows directly from the observation that

l(ﬁn\Rn)(f(Aa S))C) = I(R’l\Rn)(x)-

For the local finiteness of iy, take some compact B € JB(Ed \ {0}), i.e. there exists some finite
r > 0 suchthat B C V, := {x: ||x]| > r}. For all x with f(A,s)x € B C V,, we have
r<|f(A, x| < || f(A,s)| |lx||. By using f € L¥(A x m) and the local finiteness of u,, we
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obtain

i@ = [ [ [ teao 05490 e @) dsaa)
My Jr JRd
= [ [ s b= 01D Lo (1 A5 ds @A)
My Jr

:/’LU(VI’)/ / If(A, $)I* ds(dA)
m; JR
< 0.

The theorem shows that the tail behavior of the driving Lévy measure determines the tail
behavior of the MMA process. Since the Lévy measure is related only to the jumps of the
underlying Lévy process, we see that the regular variation of the MMA process is caused by
the jumps of the underlying Lévy process. Furthermore, we intuitively know that the extremes
of the MMA process are caused by a single extremely big jump in the Lévy basis.

Remark 3.1. Another important consequence of Theorem 3.1 is that we know the concrete
measure py of regular variation. This is useful to describe the location or mass of the extremes
in R”. It is similar to the spectral measure in an analogue definition of regular variation; see
Theorem 1.15(ii) of [18]. See also Example 4.1 below for some calculations of these measures
in the OU case.

As mentioned, Theorem 3.1 uses two crucial conditions. The first condition is the regular
variation of the driving Lévy measure, meaning that the tail behavior of the input determines
the tail behavior of the resulting MMA process. The second condition f € L*(A x 7) is a
restriction on the function f. We will now analyze its restrictiveness by looking at necessary
conditions. Therefore, we define the set

JYOA x ) = {f: M; x R+ M, 4 measurable, / f J(f(A,5)¥dsm(dA) < oo},
M; JR

where j(A) is the modulus of injectivity of A.

The following theorem extends the univariate work in [10] and [15], where necessary
conditions are not considered. Note that our focus is on necessary conditions on f, whereas
Jacobsen et al. [17] considered whether regular variation of a moving average implies regular
variation of the driving Lévy process in the univariate case.

Theorem 3.2. Let A be an R%-valued Lévy basis on M, x R with generating quadruple
(v, Z,v,7m), and let v € RV(a,l, ). If Xo= [y~ [p+ F(A, 5)A(AA, ds) exists and
wy(f7Y(A, $)(R™ \ {0})) = 0 does not hold for  x A alm‘é)st-every (A, s), then f € J*(A x )
is a necessary condition for Xo € RV(«, [, ux) with

px®) = [ [ [ o @ dseaa.
My JR JRE
Proof. We use a simple contradiction. Suppose that f & J*(A x ), i.e.

/ / J(f(A,5)* dsm(dA) = oo.
m; JR
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Since u, is nonzero, there is a positive number » > 0 such that u,, (V;) > 0. Then we use the

relation
Il f (A, s)x|

llxl

J(f(A,s)) <
for all x € R4 and obtain

ux (V) = / / / Ly, (f (A, )X, (dx) ds(dA)
My JR JRA
= / : f [ Lr.00) (G (f (A, )] (dx) ds (dA)
My JR JRd

— o [ [ e asmaay
My JR
= OO’
and this is a contradiction to py being a Radon measure.

Now we have necessary conditions as well as sufficient conditions and both lie close together.
Since j(f(A,s)) < | f(A,s)|, weimmediately have L* (A x 7) € J¥(A x ). Inthe univariate
case we even have L*(A x w) = J¥(A x m) and, thus, we obtain necessary and sufficient

conditions.
Having proved the regular variation of the random vector, we can now easily obtain the
regular variation of the process X;.

Corollary 3.1. Given the conditions of Theorem 3.1, the MMA process (X;);cR is also regularly
varying with index o as a process.

Proof. We have to show that the results also hold for the finite-dimensional distributions

of X;. Form e Nand ¢t = (¢, ..., t,) € R™, we have
X, Sy J F(AL 1 = $)A(A, ds)
X Sy o (ALt = 9)AA, ds)
f(A, 11 —5)
=/_/ : A(dA, ds)
Mo B\ FA b — )

:/ /g(A,t,s)A(dA,ds)
m; JR

with the function g: M; x R™ x R+ M, 4 defined by
fA, 1 —s)
g(A,t,s) = :
f(A 1y, — )
Next we show that f € LP(A x ) implies that g € LA (1 x 7) for all 8 > 0. Therefore,

we choose the matrix norm
Al == Hilf}X“ain-
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We obtain

/ /ng(A,t,s)nﬂdsn(dA)
My JR

fAn-9\|"
:/_/ : dsm(dA)
Ma TN (ALt —5)
=f /max{nf(A,n =) F (A, — )] ds(dA)
M; JR

S/ /||f(A,t1—S)Ilﬁ—i-----i-||f(A,lm—S)||’3dS7T(dA)
M; JR

< 00,

since f € LA(A x ).

If the existence of X, is ensured by Theorem 2.3(ii) or (iii), this implies that, for the
existence and regular variation of (X ,—lr yeen X ;—n )T, simple applications of Theorem 3.1 and
Theorem 2.3 conclude. However, in general we note that assuming existence of X; in the sense
of Theorem 2.2 implies that each of the m individual integrals of (X ,T oo X ,Tn )—r exists as
a limit of approximating sums in probability. From these individual approximating sums we

easily construct a sequence of approximating sums for
| =T =TT I AGAL )
M; JR

converging in probability. Hence, the necessary and sufficient existence conditions of Theo-
rem 2.2 are satisfied and Theorem 3.1 shows the regular variation of (X ,T R ¢ ;”)T.

A very important class of heavy-tailed distributions are «-stable distributions witha € (0, 2).
See [28] for a detailed introduction. In Theorem 2.3 we have already given a criterion for the
existence of MMA processes with a stable driving Lévy process. Similarly to Theorem 3.1,
there is also a well-known link between stability of the driving Lévy measure and stability of
the MMA process.

Lemma 3.1. Ifthe driving Lévy process of an MMA process X is a-stable and its Lévy measure
is nondegenerate, then X, is also a-stable.

Proof. From Theorem 14.3 of [29] we have the result that «-stability of an infinitely divisible
distribution is equivalent to

=0 and v(:)=b "%k ") forallb> 0.

Using the assumption together with Theorem 2.2, we immediately have Xx, = 0 and vy, () =
b~%vy, (b~ 1).

Now we apply this result to multivariate CARMA (MCARMA) processes.
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Example 3.1. (MCARMA processes.) Univariate Lévy-driven CARMA processes have been
introduced in [7], and have been extended to MCARMA processes in [21]. A d-dimensional
MCARMA(p, q) process, p > q, driven by a two-sided square integrable Lévy process (L;);cr
with E(L;) = 0 and E(LlL—lr) = ¥ can be formally interpreted as the stationary solution to
the pth order d-dimensional differential equation

P(D)Y; = Q(D)DL;,

where D denotes the differentiation operator with respect to . The autoregressive and moving
average polynomials are given by

P(@) =1z +A1z" "+ +A, and Q) = Boz! + Biz? ' +---+ B,

with Ay,...,Ap, Bo,..., By € My such that B, # 0 and {z € C: det(P(z)) = 0} C
R\ {0} +iR.
The MCARMA process Y; can be represented as a moving average process

Y, 2/ f@—s)dLs
R

with kernel function f: R — M, given by

f@) = i/ e P(iu)~' Q(iu) du.
2 R

Obviously, MCARMA processes are MMA processes and, thus, we can apply Lemma 3.1 to
obtain an «-stable MCARMA process by using an «-stable driving Lévy process. Furthermore,
by Proposition 3.32 of [21] we know that in the case p > g + 1 MCARMA processes have
continuous sample paths, which are p — ¢ — 1 times differentiable. This shows that in the case
o € (0,2)and p > g + 1 we can get heavy-tailed MCARMA processes, where the heavy tails
come from the jumps of the underlying Lévy process, but the paths of the observed process are
continuous and may even be differentiable.

To illustrate this, we simulated several univariate CARMA(3,1) processes. They are given
by the autoregressive and moving average polynomials

p(2) =22 +4524652+3 and q(2) =z

The CARMA(3,1) process can then be given in its state space representation (see [21, Theo-

rem 3.12])
t
G(t):/ eA=wgdL,,
—00
where
0 1 0 0
A=1]0 0 1 and B = 1
-3 —65 —-45 —4.5

This representation has the advantage that it applies also in the multivariate setting and it directly
includes the derivatives of the CARMA process, as long as they exist. In our case, we have
Y, = G(¢t) and dY;/dr = G,(¢). Owing to our foregoing results, G is regularly varying with
index « (respectively «-stable), if L is.
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For the driving Lévy process L;, we used a symmetric «-stable Lévy motion without skew-
ness and with ¢-values of 2 (Brownian motion), 1.5, and 1 (both heavy tailed). Furthermore,
we plotted the simulated values after a burn-in period of 1000 to ensure stationarity. In all three
cases, we can see nicely how the tail behavior of the driving Lévy process determines the tail
behavior of the continuous CARMA(3,1) process. In Figure 1 we see the case « = 2, where
the integrator is a light-tailed Brownian motion and the resulting CARMA process is also light
tailed. In the cases @ = 1.5 (see Figure 2) and @ = 1 (see Figure 3) the driving process is
heavy tailed and, as « is decreasing, the process is more and more determined by only a few
very large jumps. The respective CARMA process is also heavy tailed and oscillates around
the mean except for some large, but continuous shocks. For these two cases we also plotted the
first derivatives of the paths of the CARMA process, which are not continuous anymore, but
jointly a-stable together with the process itself.

0.6
101 0.4
3 0.2
L 0 Y, 00
-5 -0.2
10 -0.4

15 L ' ) ' ' ' 0.6 ' ' ' ' '

0 20 40 60 80 100 0 20 40 60 80 100

13 1

FIGURE 1: Simulations of one path of the driving Lévy process L; and the CARMA(3,1) process Y; in
the «-stable case with o = 2.

15 1
101 0.5 -
5 ]
¥ 5
51 _'
~10 - —-1.0 1
0 20 40 60 80 100 0 20 40 60 80 100
1 t
5.
iyf 0
dt
_5-

0 20 40 60 80 100

FIGURE 2: Simulations of one path of the driving Lévy process L;, the CARMA(3,1) process Y;, and its
derivative in the a-stable case with o = 1.5.
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FIGURE 3: Simulations of one path of the driving Lévy process L, the CARMA(3,1) process Y;, and its
derivative in the «-stable case with o = 1.

4. Application to supOU processes

One example of MMA processes are supOU processes. They are especially useful in
modeling the stochastic volatility in continuous-time models or long-range dependent time
series. For an introduction to univariate supOU processes, see [1], and for the extension to
multivariate supOU processes, we refer the reader to [3].

Definition 4.1. (R¢-valued supOU process.) Let A be an R?-valued Lévy basis on M; xR.
If the process
t
X, = f / A=A (dA, ds)
M, J—o0

exists for all € R, it is called an R?-valued supOU process.

We easily see that supOU processes are MMA processes with special kernel function

F(A,5) = e 1[0 00) (5).

Consequently, the existence of supOU processes is covered by Theorem 2.2. But if we take the
special properties of supOU processes into account, some more accessible sufficient conditions
for the existence can be given.

Theorem 4.1. ([3, Theorem 3.11.) Let X; be an R?-valued supOU process as defined in
Definition 4.1. If

[ @ <o
llx]I>1
and there exist measurable functions p: M; R*\ {0} and « : M, — [1, 00) such that

le? ]| < k(A)e "N forall s € RY, w-almost surely
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and

2
/ «(4) m(dA) < oo,
m; P(A)

then the supOU process X; = fo fioo eAU=9A(dA, ds) is well defined for all t € R and sta-
tionary. Furthermore, the stationdary distribution of X is infinitely divisible with characteristic
triplet (yx, Xx, vx) given by Theorem 2.2.

Now we want to go one step further and analyze the tail behavior, but regular variation of
the supOU processes follows directly from Theorem 3.1.

Corollary 4.1. Let A € R? be a Lévy basis on M, x R with generating quadruple (y, %, v,
1), and let v € RV («, I, wy). If the conditions of Theorem 4.1 hold and, additionally,

/ AT dA) < oo,
m; p(A)

then Xog = fM; fR+ e A(dA, ds) € RV(a, [, Wx) with Radon measure

ux () :=/ / / 1™ x)py (dx) ds(dA).
My JRY JRI
Proof. Using the given conditions, we have
/ / ||eAS||°‘dsn(dA)§/ / K (A)%e WS s (dA)
My JRT My JRT

:a_I/ AT A
iy P(A)

< o0

and, thus, e’ € L¥(\ x ). It is left to show that u, (f~'(A, s)R") = 0 does not hold for
m X A almost-every (A, s); however, since

po(e™ PR = puy (R
for any (A, s), this follows simply from w, being a nonzero measure.

For illustration, let us now calculate the measures py of regular variation in some special
cases.

Example 4.1. (Measure of regular variation of OU processes.) SupOU processes with proba-
bility measure 7 being a one-point measure (i.e. 7(A) = 1 for some A € M) are called OU
processes and their measure of regular variation is given by

jix(B) = /R e B ds.

We consider several examples in the case d = 2. Let us first assume that the mass of the
measure (., is concentrated on a straight line, i.e. on the points of the form 2 = (a(1, b)T)aeR\{o}
for b € R; see Figure 4 for an example with b = 0.5.

1. If A =cl;, c € R™, is a multiple of the identity matrix then

_MV(B).

ux(B) =/ Mv(e_”B)ds=f e puy(B)ds =
R+ R+ ca
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1.0 1
0.5
h
-1.0 05 0.5 1.0
—0.5 1
—-1.0 1

FIGURE 4: Mass of the measures w, and py in case 1.

1.0 4
05 - =
h
10  -05
05 1.0
= -0.5 -
-1.01

FIGURE 5: Mass of the measure wy in case 2.

Consequently, px has its mass in the same direction as w, and, thus, its mass is also
concentrated on h.

2. If A = diag(ay, a») is a diagonal matrix then the mass of ©x is concentrated on the cones
between the straight line # and one of the two axes; see Figure 5. The mass is drawn to
the horizontal axis if a; > ay, and to the vertical axisif a; > a» (i.e. to the axis associated
with the slower exponential decay rate). Intuitively this happens as follows. An extreme
jump (x1, x2) " occurs at some time u in the past and has direction s. This causes an
extreme value (e~ x;, 20— x5)T at a later time 7. Since one of the components
decays slower, this extreme event is now in a direction closer to the direction with the
slowest exponential decay.

3. If A is real diagonalizable, i.e. A = UDU~! with D = diag(di, d>), then the mass is
drawn to the eigenspace e that belongs to the biggest eigenvalue max(d;, d»). This means
that the mass is concentrated on the cone between e and /; see Figure 6. This follows
immediately by a change of the basis from the last case.

However, if the support of 1., is the whole space R? then the support of /1y is also R?, regardless
of the choice of A in any of the three cases above.
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FIGURE 6: Mass of the measure @y in case 3.
As in the general MMA case, we will again have a closer look at the essential condition

/ AT dA) < oo,
m; P(A)

Using the modulus of injectivity, we can derive necessary conditions as in the previous section
(see also [3, Proposition 3.3]), where comparable necessary conditions are given for the
existence of supOU processes.

Corollary 4.2. Let A € R? be a Lévy basis on M xR with generating quadruple (y, ., v, 1),
letv € RV(a, I, uy), and let Xo = fM Jrre SA(dA ds) exist following Theorem 4.1. Fur-
thermore, assume that there exist medsurable functions T: M > R*\ {0} and ¥ : M;
[1, 00) such that

@) = 9(A)e TN foralls € RY, w-almost surely.

/ ﬁ(A)arr(dA) < 00
m; T(A)

is a necessary condition for Xo € RV(«, [, ux) with

wx () :=f //1{.}(eASx),uv(dx)dsn(dA).
m; JR+ JRA

Proof. Suppose that
U (A)*
w(dA) =
My

Then

7(A)
Then

/ / j @)% dsm(dA) > / / D (A)%e WS ds(dA)
My JRE My JRE

:oﬂ/ ﬁ(A)an(dA)
m; T(A)

= Q.

Consequently, e’ ¢ J*(A x ) and Theorem 3.2 yields the result.
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Finally, as a consequence of Theorem 3.1, we also have regular variation of the process.

Corollary 4.3. Given the conditions of Corollary 4.1, the supOU process (X;)ieRr is also
regularly varying with index o as a process.

5. Stochastic volatility model
5.1. The model

In this section we review and analyze the supOU-type stochastic volatility model introduced
in [4]. We consider a d-dimensional logarithmic stock price process (X;);cr given by an
equation of the form

dx, = 2/2dw,,  Xo =0, 5.1)

where W is a d-dimensional Brownian motion and X !/ denotes the unique positive semidefinite

square root. The stochastic volatility process (X;);cR is given by an S;-Valued supOU process
that is independent of the Brownian motion W.

Definition 5.1. (Positive semidefinite supOU process.) Let A be aLévy basison M; x R with
values in Sy. If the process

t
Y, = / / A=) A (dA, ds)ed =)
Md_ —00

exists for all # € R, it is called a positive semidefinite (or Sj-valued) supOU process.

The process (X;),er+ being given by (5.1) with volatility process (2;);er given by a positive
semidefinite supOU process is called a multivariate supOU-type stochastic volatility model or
SVsupOU.

The introduced model is of course only the most basic version of a SVsupOU. We can easily
enhance the model by adding a stochastic or deterministic drift @ and a leverage term W; see [4]
for details. The model is then given by the equation

dX; = a dr + £,2dW, + W(dL),  Xo =0,

where a is an R¢-valued predictable process, W is the d-dimensional Brownian motion, L is
the Lévy process associated with A, and W: Sy — R is a linear operator. The stochastic
volatility process (X;);cR is again a matrix-valued supOU process. However, the drift term and
the leverage term usually dominate the tail behavior, if they are nonvanishing. The leverage
term is determined by the behavior of the Lévy process L and, as we always assume the driving
Lévy measure to be regularly varying with index «, the leverage term is also regularly varying
with index «. A popular choice for the drift term is

ar = [+ B,

where B: Sy — R? is a linear operator and in this case a, is regularly varying with index a,
as we will show below. This means that if such a drift or leverage term exists, it dominates the
Brownian term, which turns out to be regularly varying with index 2«. For this reason, we will
only consider the simple model in this section.

Let us start by analyzing the volatility process. Existence of the positive semidefinite supOU
processes is given similarly to the existence of R?-valued supOU processes.
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Theorem 5.1. ([3, Theorem4.1].) Let A be anS;-valued Lévy basis with generating quadruple
(v,0,v, ) and with yy .= y — f\le\Sl xv(dx) € ST, v(Sy \S:{) =0,

/ In(||x|)v(dx) < oo, and / [[x][v(dx) < oo.
llx]I>1 <1

Furthermore, assume the existence of measurable functions p: M; +— R and «: M; —
[1, c0) such that

: ‘ A)?
le?]| < k(A)e "M forall s € RY, w-almost surely and / ) m(dA) < co.

m; p(A)

Then the positive semidefinite supOU process
! T
¥ = / / eI A(dA, ds)e? %)
My J—o0

is well defined for all t € R, has values in Sj forallt € R, and its distribution is stationary
and infinitely divisible. Moreover, the vector representation has the form

t
vee(Z,) = / / eABLaF1a®A)1=9) yer(A)(dA, ds).
Md_ —00

Note that in the above theorem vec(A) is defined by vec(A)(A) := vec((A(A)) and it is a
Lévy basis in RY.

Based on this theorem, we can now analyze the tail behavior of the volatility process.
Therefore, we have to define regular variation in a matrix-valued setting, which is just a
translation of R?-valued regular variation. A random matrix X € My is said to be regularly
varying with index o > 0 if there exists a slowly varying function /: R > R and a nonzero
Radon measure u defined on B(My \ {0}) with ,u(Md \ M;) = 0 such that, as u — oo,

Wl Pu X e) > ue)

on B(My \ {0}), and we write X € RV(«, [, it). Of course, for arandom matrix X € My, there
exists the straightforward connection that X € RV («, I, ) ifand only if vec(X) € RV(«, [, u?),
where u'(vec(A)) = u(A). Given this relationship, we can then analyze the tail behavior of
the volatility process, where regular variation can be derived using the results of the previous
sections.

Corollary 5.1. Let A € Sy be a Lévy basis on M; x R with generating quadruple (y, 0, v, 1),
and let v € RV(a, I, ). If the conditions of Theorem 5.1 hold and, additionally,

2a
f AT da) < .
My

p(A)

then Ty = fMd_ S+ €M A(dA, ds)e? 'S € RV(a, I, ;) with Radon measure

ws () :=/ / / 1{.}(eAsxeATs),uv(dx)dsn(dA).
m; Jrt Jre

Furthermore, the supOU process (X;):cR is also regularly varying with index o as a process.

https://doi.org/10.1239/aap/1324045701 Published online by Cambridge University Press


https://doi.org/10.1239/aap/1324045701

1130 M. MOSER AND R. STELZER

Proof. From Theorem 5.1 we have
t
vee(%,) = / / eARLH@AI=9) yeoc(A)(dA, ds),

and, thus, the vectorized volatility process vec(X;) is an MMA process with kernel function
f(A,s) = e(A®la+1a®A)s 10,00y (s). In order to apply Theorem 3.1, it remains to show that
f € L% x 7). For that purpose, we make use of the relations e(A®/d+1a®A)s — gAs @ As
and [|e?* ® e?%|| = |le4*||? (see [14, Chapter 4.2, Problem 28, and Chapter 6.2, Problem 14])
and obtain

f / |eA®THla®Ds @ g5 (dA) < / / lleA5]1* dsr(dA)
M(; ]R+ - +
/ / K (A)*2e™22P (s 4o (dA)
R+

20
AT da
T 2« m; P(A)

< Q.

Now we want to go one step further and analyze the tail behavior of the logarithmic stock
price process. Therefore, we use the independence between W and A, which yields the equality

1 ) t 1/2
/ Zaw, 2 (f zxds) w,. (5.2)
0 0

We immediately see that it is necessary to analyze the integrated volatility

t
PN :=f >, ds
0

in order to obtain regular variation of the stock price process. We start with its existence.

Theorem 5.2. ([3, Theorem 4.3].) Let X be a positive semidefinite supOU process as given in
Definition 5.1 that exists according to Theorem 5.1. Then ¥;(w) is measurable as a function
oft € Rand w € Q. Also, if

K (A)*(dA) < oo,
My
then the paths of ¥ are uniformly bounded in t and the integrated process E;L exists for all
t e RT.

Another important and closely related characteristic of a time series is the discrete-time
process of log returns observed over time periods of length A € R (representing, for example,
observation intervals, trading periods, etc.) and given by

nA 1 ) nA 1/2
Zn = XnA_X(n—l)A =/ / dW (/ sts> WA. (53)
(n—=D)A (n—1A
Existence of the related integrated volatilities

nA
E:{ = / Y ds
(n—1A
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is given by Theorem 5.1, and conditions for regular variation of ¥, and of the integrated
volatility ;" can be derived simultaneously.

Corollary 5.2. Let A € Sy be a Lévy basis on M; x Rwith generating quadruple (y, 0, v, 1),
and let v € RV(a, I, ). If the conditions of Theorem 5.2 hold and, additionally,

/ ﬂn(dA) < 00
My p(A)*T! ’

then 7 € RV(a, I, sz) with Radon measure

nA
HEJ(B) = / / / 1z (/ CA(S_M))CCAT(S_u) 1(—oo,nn)() dS)
m; Jr JRd uv(n—1)A

X y(dx) dum(dA)

and ;" € RV(a, I, Jy+) with

1
pst(B) i= / / / 13(/ eA(‘Y_“)xeAT(‘Y_”)1(_00,,](u)ds>uv(dx)dun(dA).
! M; JRJRE uvo

Furthermore, the process (E,+ )ier+ IS also regularly varying with index a as a process.

Proof. Again, we use the vector representation of the process and, from the proof of
Theorem 3.12 of [3], obtain

nA N
VeC(E:) — f / / e(A®L+1a®A) (s—u) vec(A)(dA, du) ds
(n—Da IM; J—o0

:// g(A, 1, u) vec(A)(dA, du)
RJIM,

with

nA

g(A t,u) = / e(A®La+1a®A)(s—u) 1(—oona)(u) ds.
uv(in—1)A

As before, it remains to show that g(A, #,u) € L*(A x m) in order to apply Theorem 3.1.

Therefore, we estimate

nA
lg(A, £, )]l < 1(—oonaj(®) [etABLaHla®A =) g
uv(in—1)A
nA
1(—oona)(®) K (A)2e™ 26— g
uv(n—1)A

IA

K(A)?

“20A) (e 2P WA ] o an)@) — Lu—1)ana) (@)

— e 2PW=DAI ).

For the first term of the sum, we obtain

1.

w(dA) < o0.

K(A)Ze—Zp(A)(nA—u) o 1 / K(A)2a
M

dum(dA) =
—2p(A) um(dA) 2o+1y d,p(A)aJrl
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The second summand is in L% (A x 1), since the function has bounded support, and, for the last
term in the sum, we simply substitute n by n — 1 in the first term. The result for ;" follows
directly setting A =t andn = 1.

Note that this result also gives us regular variation with index « of a possible drift term
ar = p+ B;.

The next step is to derive the tail behavior of the square root (X)
volatility process.

1/2 of the integrated

1/2

Lemma 5.1. Let X be a random variable with values in S;, and let ¥/~ be its square root.
1/2

Then © € RV(a, 1, ux) if and only if /% € RV(2a, Y2, 3!y with 12 (x) := 1(x?) and
1/2 . 2
il (B) = u(B).
Proof. Note that the square root of a matrix in S;{ is a bijective mapping and is thus well
defined. Since both functions, the square as well as the square root, map compacts to compacts,
we can apply Proposition 3.18 of [26].

Now we can consider the log-returns and the logarithmic stock price process regarding their
tail behavior.

Theorem 5.3. Let (X;):cr be the stock price process given by (5.1), let Z,, be the log-returns
givenby (5.3), and let T} be the increments of a positive semidefinite supOU process (X;);eRr+-
Furthermore, let the conditions of Corollary 5.2 hold. Then Z,, € RV (2, 1z, z) with Radon

measure

nz(B) = E(uy; (W' (B)
and X; € RVQa, 11/2, x) with

nx(B) = E(ul: (W, (B))).

where Wa: M; — R is considered to be a random linear mapping with Wa (x) := x W =
AxN(0, Iy) (likewise for W;). Furthermore, (X;):eR is also regularly varying with index 2«
as a process.

Proof. Since W and A are independent, we have

D na 12 L D ! 12
Zn = (f 23‘ ds) WA and / ZY/ dWA = (/ ES ds) Wt'
(n—1A 0 0

From Corollary 5.2 we know that
T+ € RV(a, 1, fs+) and = € RV(a, 1, Is+),

and this, together with Lemma 5.1, yields

1/2

(EH2 e RVQa, 1'2, 12y and (22 e RV(Q2a, 1'/2, nyl?).

=F

Finally, we use the fact that the Brownian motion has finite moments to apply the multivariate
version of Breiman’s lemma (see [5, Proposition A.1]), which yields the result.
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5.2. Relevance and applications in finance

Let us conclude with some final remarks. First, we easily see that the model allows for
heavy tails, in the volatility as well as in logarithmic stock prices and log-returns. This is a
useful fact, since observed marked data often shows heavy tails. Furthermore, we see that there
is a direct connection between the indexes of regular variation of the driving Lévy measure
on the one hand and the volatility, log-prices, and log-returns on the other hand. We can also
calculate the concrete measure u of regular variation in order to describe the spatial structure
of the extremes.

Second, we note that all the results given above hold also in the case of an OU-type stochastic
volatility model, where the volatility is modeled by an Sj-valued OU process. This is obvious,
since OU processes are special cases of supOU processes with 7 being a Dirac measure.

In a financial context, the results can now be used for a statistical analysis of observed
data. We can use one of the well-established estimators (see [9, Section 6] or [27, Section 4]) to
estimate the index of regular variation of the given data (logarithmic stock prices or log-returns).
The result can then be compared with the estimated index of regular variation of the integrated
volatility. If they do not match by the factor of 2, this is a hint for the existence of a leverage or
drift term of the form specified in this paper. Yet, there is still some future work to be done to
analyze and estimate the (index of regular variation of the) integrated volatility, since it cannot
be observed directly. If we make additional assumptions on the different terms (leverage, drift)
to exist or not, we can calculate the index of regular variation of the log-prices or log-returns
from the index of the volatility and vice versa.

It would also be very interesting to generalize the stochastic volatility model by substituting
the Brownian motion W; by a more general Lévy process L;. However, as there is then no
analogue of (5.2) available, it will be much more difficult to get results for this case and different
methods will be needed.

5.3. Modelling the correlation breakdown

Applied research in financial mathematics and econometrics has often noted that one typically
encounters what has been dubbed ‘correlation breakdown’ in times of severe crisis. This notion
means that when extreme negative events potentially affecting the whole (or large parts of the)
economy occur, basically all traded stocks are loosing tremendously in value simultaneously
and the correlations between them are seemingly more or less 1. Moreover, after such an event
the variances are typically extremely high. Models employed in financial institutions (for risk
management) clearly need to include this feature in order to be realistic and provide accurate
predictions.

Our results on the (sup)OU stochastic volatility model allow us to understand how to
incorporate such effects into the model. Clearly, the most extreme movements in crisis can
typically not come from the Brownian term but have to come from jumps. Hence, W needs
to be chosen nonzero and such that when all variances have a jump upwards, all prices have
jumps downward. Assume now that the positive semidefinite Lévy basis is regularly varying
with index «, and the measure w, is concentrated on the rank-one matrices with all diagonal
elements being nonzero and all correlations being 1. The extremes of ¥ are now caused by
a single big jump which will be such that it is (almost) a rank-one matrix with all diagonal
elements being nonzero. After the occurrence of the jump the process £ will be almost equal
to the value of this jump and, hence, all correlations will be very close to 1 for quite some time
afterwards. Moreover, by the choice of parameters, the prices will simultaneously have a huge
jump downwards. Clearly, this would model the ‘correlation breakdown’. Our results actually
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show that ¥ would be regularly varying with index « and pux would be concentrated on the
rank-one matrices with all diagonal elements being nonzero as this class of matrices is preserved
by the mappings X > e”’ XeA'S forall A e My(R) and s € R*. Likewise, the log-prices
would be regularly varying with index « (unless we had a drift with heavier tails which seems
unreasonable) and the measure of regular variation for the log-prices follows easily, because
what matters is only the linear transformation W of the driving positive semidefinite Lévy basis.
Note that the measure of regular variation of the log-prices will in general still have a completely
nondegenerate support (in the positive d-dimensional cone).

In practice, the above explained model can only form an important building block of a
realistic and suitable model, since not all extreme events affect the whole economy, some
only affect individual sectors of industry or companies. However, for such extensions (which
basically demand regular variation of A with appropriate w5 ), our results provide the necessary
insight into the resulting tail behavior.
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