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Abstract

In this paper we relate the set of structure-preserving equivalent martingale measures
MPP for financial models driven by semimartingales with conditionally independent
increments to a set of measurable and integrable functions %. More precisely, we prove
that M*P # @ ifandonly if Y # &, and connect the sets M5P and Y to the semimartingale
characteristics of the driving process. As examples we consider integrated Lévy models
with independent stochastic factors and time-changed Lévy models and derive mild
conditions for MP # &.
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1. Introduction

A class of stochastic models which reflects many statistical observations and yet has good
analytical properties is the class of so-called #¢-SII models. The stock price process S is defined
by § = exp(X), where X is a semimartingale with #f-conditionally independent increments
(H-SII). Examples of #-SII models are exponential Lévy models and the stochastic volatility
models suggested in [1], [5], [9], and [22].

We highlight that for pure-jump exponential Lévy models, Eberlein and Jacod [6] established
a precise description of the set M*P of structure-preserving equivalent martingale measures in
terms of a set of deterministic functions. This result is mathematically sharp and engages
through its simple deterministic nature.

‘We show that such a result also holds for #-SII models. More precisely, we prove that there
exists a set of measurable and integrable functions Y such that for each element in Y there
exists a corresponding measure in M*®P and vice versa.

To the best of our current knowledge, for #¢-SII models the set M*P was only studied for
individual models (see, e.g. [10], [18], [20], and [21]) and not from a general perspective. We
stress that some key techniques of previous approaches to do not apply to a general setting. For
example, in the discussion of M®P for the Barndorf-Nielson and Shephard model in [20], the
following fact was used. If § is a process independent of a Brownian motion W then conditioned
on § the random variable |, & dW; is Gaussian distributed. This claim relies on the fact that W
stays a Brownian motion under the enlarged filtration which includes all informations on &; see
Appendix B. Using the fact that fOT &, dW; is Gaussian, the martingale property of a candidate
density process for an element of M*P can be computed directly. In more general situations
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2 D. CRIENS

one cannot hope to perform this kind of computation. Hence, a more robust argumentation is
necessary.

At the core of the proof of Eberlein and Jacod [6] is the fact that an exponential Lévy
process is a martingale if and only if it is a local martingale. This observation is also true
in the case of F-SlIIs with absolutely continuous characteristics; see [16]. By reducing the
claim to semimartingales with independent increments (SIIs), for which the result was proven
by Kallsen and Muhle-Karbe [15] exploiting a technique based on a change of measure, we
generalize this observation to general #-SIIs. In order to use this fact to construct a density
process of a measure in M5P, one has to show that the logarithm of a candidate density process
is an J¢-SII. This requires in-depth measurability considerations; see Appendix A. On the other
hand, to obtain necessary conditions for M°P # &, we benefit from Girsanov’s theorem and
results on local absolute continuity of laws of semimartingales as given in [12].

The paper is structured as follows. In Section 2.1 we introduce our mathematical setting. Our
main resultis given in Section 2.2. We discuss the simplified situation of a quasi-left-continuous
driving process with continuous local martingale part in Section 2.3. In Section 3 we present
examples such as a Black—Scholes-type model with independent stochastic volatility and an
exponential Lévy model with independent stochastic time-change. The proof of our main result
is presented in Section 4.

2. Structure-preserving equivalent martingale measures

Let T > 0 be a finite time horizon. All processes in this paper are indexed on [0, T']. We fix
a, not necessarily right-continuous, filtration (£,°);¢[0,7] on a measurable space (€2, ¥) and set
Fi = F5 . Throughout the paper, welet (2, ¥, F = (¥7):¢[0,7], P) be the underlying filtered
probability space. Note that we do not assume the usual conditions. For a careful discussion
of the general theory of stochastic processes without assuming the usual conditions, we refer
the reader to [8] and [11].

Let # C F and consider the enlarged filtration G := (4):¢[0,7) given by §; := G7, where
G? = F,° v #. We impose the following assumption on the underlying filtered space.

Assumption 2.1. The space 2 is Polish and ¥ is its topological Borel o -field. Moreover, for
all't € [0, T, the o-fields # and F,° are countably generated.

In the following lemma we show that many o -fields are countably generated.

Lemma 2.1. Let (Y;);>0 be a right- or left-continuous process with values in a Polish space.
Then, fort € [0, T], the o-field o (Y, s € [0, t]) is countably generated.

Proof. 1t suffices to note that o (Y, s € [0,1]) = 0 (Y5ar, s € Q). O

An important consequence of Assumption 2.1 is the existence of a regular conditional
probability P(- | #)(-) from (€2, #) to (2, F); see, e.g. [23, Theorem 9.2.1]. More precisely,
P(- | #)(-) satisfies the following:

(1) forallw € Q, A — P(A | #)(w) is a probability measure on (€2, ¥);
(ii) forall A € F,w +— P(A | #)(w) is H-measurable;

(iii) forall A € ¥, the random variable P(A | #) is a P-version of E[14 | #], where 14 is
the indicator function of a set A;
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(iv) there exists a P-null set N € # such that, for all w € N¢ and all G € #, we have
PG | #)(w) =16(w). (2.1)

Part (iv) uses the assumption that the o -field J¢ is countably generated. We note two elementary
observations.

Remark 2.1. (i) For all #-measurable functions Y: & — RT, the random variable
f Y(@)P(dw | #) is a P-version of the conditional expectation E[Y | #].

(ii) For all P-almost surely (P-a.s.) events A € ¥, there exists a P-null set N4 € # such that,
forall w € N§, we have P(A | #)(w) = 1.

2.1. F€-SllIs

As observed by Grigelionis [7], #-SIIs can be characterized by measurability properties of
their characteristics. Before we provide a precise statement, let us clarify some terminology.
We say that B € 'V has a #-measurable version if, for each ¢ € [0, T'], the random variable B,
has a Jf-measurable version. Denote by J the set of all Borel functions g: R — R with
lgx)] < 1A |x|2. We say that a compensator v of a random measure of jumps has a F-
measurable version if, for all ¢ € [0, T'] and all g € {, the random variable v([0, #] x g) has a
Jf-measurable version.

In this paper we will fix a truncation function 2: R — R. Whenever we talk about
(semimartingale) characteristics, we refer to the characteristics corresponding to .

Definition 2.1. We call a real-valued (G, P)-semimartingale which starts at 0 a (#, F, P)-SII
if its (G, IP)-characteristics have a Jf-measurable P-version.

The following lemma can be used to deduce claims concerning #€-SIIs from results concern-
ing semimartingales with independent increments. It is a consequence of [11, Lemma I1.6.13,
Corollary 11.6.15].

Lemma 2.2. A process Y is a (#, F,P)-SII if and only if there exists a P-null set N € F
such that, for all w € N€, the process Y is an ({2, I}, G, P(- | #H)(w))-SIL In this case, the
(G, P(- | #)(w))-characteristics of Y coincide with the (G, P)-characteristics.

2.2. Structure-preserving equivalent martingale measures

Let us now describe the class of financial models considered in this paper.

Assumption 2.2. The process X is a (¥, F,P)-SIl and also an (F,P)-semimartingale for
which the (F, P)- and (G, P)-characteristics coincide.

We discuss Assumption 2.2 in Appendix B and give examples. The characteristics of X are
denoted by (BX, CX, v¥). Thanks to [11, Proposition I1.2.9] we may assume that without loss
of generality

fa<1}=Qx][0,T], (2.2)

where a; :== vX({t} x R). The stock price process S of an #-SII model is given by
S=eX,  tel0,T]

Clearly, the assumption Sop = 1 is no restriction and serves only for notational convenience.
Let us now define our key objects of interest.
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Definition 2.2. We denote by M°®P the set of structure-preserving equivalent martingale mea-
sures, i.e. all probability measures Q on (€2, ) such that the following hold:

»H 0~P;
(i) Sisan (F, Q)-martingale;
(i) X isa (H#, F, Q)-SII;
(iv) The (F, Q)- and (G, Q)-characteristics of X coincide.

In our setting we do not need to distinguish between structure-preserving equivalent true,
local, or sigma-martingale measures, since all exponential #€-SIIs which are sigma-martingales
are martingales; see Lemma 4.1 below.

Definition 2.3. We define ¥ to be the set of all tuple (8, U) which satisfy the following: B is
a real-valued F-predictable process and U is a [0, co)-valued & (F) ® B-measurable function
such that
DU >0 ={d <1} =Qx[0,T] and {a = 1} = {d’ = 1}, where a; =
Jp U, 0¥ ({1} x dx);

(ii) PP-a.s. it holds that |A(x)(U — 1)| * v%( < oo and

Hr =p>-C{+ (1 =VU?svf+ Y (/1-a;—/T—a)* <00, (23)
s€[0,T]

where ‘-” and ‘%’ denote stochastic integration as defined in [11];
(iii) P-a.s. it holds that (e* — 1)Ulx~1y * v%( < oo and that, for all ¢ € [0, T],
BX+(B+3) CX+ (" = DU —h(x) v} + > (log(1+Vy) = Vy) =0, (2.4)
s€l0,1]
where V; := [ (e — DU, x)vX({r} x dx);
(iv) the modified characteristics
B:=BX +B8.CX +h(x)(U —1)%v¥, C:=C¥, v=U-vX, (25)
have a P-version which is #-measurable.

Motivated by Girsanov’s theorem [11, Theorem II1.3.24], the elements in Y are called
Girsanov quantities. The function U is used to influence the jump structure of X and both U
and B change the drift of X. If U is given by U(r,x) = ef*/(1 + W,), where W, =
fR(eﬂ“‘ — l)vX({t} x dx), then (B, U) correspond to the famous Esscher measure; see, e.g.
[17]. Equation (2.4) is often called the market price of risk equation (MPRE).

The set {a > 0} is thin. Consequently, as a section of a thin set, {t € [0, T]: a;(w) > 0} is at
most countable and the sums in Definition 2.3(ii) and 2.3(iii) are well defined. Definition 2.3(ii)
implies that B € V(F, IP). Note that

(1A XU v <4 A 1xP?) 50} +4(1 = VU)? x 0¥,

Hence, U - v* makes sense as a candidate for a compensator.
Now we are in a position to state our main result, which generalizes [6, Proposition 1] to
F€-SII models. For a detailed proof, we refer the reader to Section 4.
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Theorem 2.1. We have
Y+£0 — MP£o.

Moreover, the following hold:

(i) for each (B,U) € Y, there exists a Q € M such that the (F, Q)- and (G, Q)-
characteristics of X are given by (2.5);

(ii) for each Q € M™®, there exist a pair (B, U) € Y such that X has (F, Q)- and (G, Q)-
characteristics given by (2.5).

We stress that the integrability assumptions in the definition of Y have an almost sure
character in contrast to classical exponential moment conditions of Novikov-type, which are
typically imposed to guarantee the existence of an equivalent martingale measure.

We provide a short outline of the proof of Theorem 2.1. For given Girsanov quantities
(B, U), we may define the candidate density process

/
z::s(ﬂ.XC+{U—1+‘i ZI{KH}*(;LX—VX)), (2.6)
where & denotes the stochastic exponential. We show in Lemma 4.2 below that (i), (ii), and (iv)
of Definition 2.3 imply that Z is a positive martingale. The proof is based on the observation
that log Z is a J¢-SII and that exponential #-SIIs are martingales if they are local martingales.
Now we define a candidate measure Q for M*P by Q(G) = Ep[Z715] for G € F.

On the infinite time horizon, Z may not be a uniformly integrable martingale. This is
the only point where the proof of sufficiency depends on the finite time horizon. However,
when we consider an infinite time horizon, we can define the consistent family (¥;, Q;)r>0 by
0/(G) = Ep[Z,15] for G € F;. Now, if the filtered space (2, ¥, F) allows extensions of
consistent families, there exists a probability measure Q on (€2, ) such that Q = Q; on ¥;
for all ¢ € [0, 00). Since Z is positive, this implies that Q and PP are locally equivalent. These
considerations lead to a local version of Theorem 2.1. We stress that classical path spaces allow
the extension of consistent families; see [3, Proposition 3.9.17].

Checking that Q satisfies (ii) and (iii) of Definition 2.2 is identical for the finite and the
infinite time horizon.

Let us also comment on the converse direction. If Q € M*®P then Girsanov’s theorem yields
the existence of candidate Girsanov quantities (8, U). The integrability conditions follow from
general results on absolute continuity of laws of semimartingales, and the equivalence of P
and Q allows a modification of (8, U) such that Definition 2.3(i) is satisfied. These results can
be applied irrespective of a finite or an infinite time horizon.

2.3. #¢-SII models with a continuous local martingale part

We now discuss a simplified situation in which X has a nontrivial continuous local martingale
part.
It is well known that the (F', IP)-characteristics of X have a decomposition

BX = p¥ . AX, cX =cX. A%, v = FX @ AX;

see [11, Proposition 11.2.9]. Here, AX is an F-predictable process in Afgc(F,IP), bX is
an F-predictable process, ¢X is an F-predictable nonnegative process, and Fa)){ ,(dx) is a
transition kernel from (Q x [0, T'], 2 (F)) to (R, B). We call (bX, ¢X, FX: AX) local (F,P)-
characteristics of X. Here, AF;C(F , P) is defined as in [11, p. 29]. Thanks to Assumption 2.2,
X, X, FX; AX) are also local (G, P)-characteristics of X.
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Corollary 2.1. Suppose that vX({t} x R) = 0 forall t € [0, T], ¢c* # 0, and there exists an
H Q B([0,T]) ® B-and P (F) Q@ B-measurable positive function U such that P-a.s.

Ih(x)(U — D] % v +1e¥ — UL paqy xva + B2 CF + (1 = VU)? 0¥ < o0,

where L /1
p = ——X(—cX +b% + / (" = DU, x) = h(x))FX(dx)),
Cc 2 R

then MP # &. Moreover, there exists a Q € M such that X has local (F, Q)- and local
(G, Q)-characteristics (bQ’X, X, FeX, AX), where

X = ‘(%c’f + / " = 1= h()UC, ﬂFX(d”)
R

and F2-X(dx) = U(-, x) FX(dx).

Proof. If (B, U) € Y then Theorem 2.1 implies the stated claims. It is assumed that (8, U)
satisfies Definition 2.3(i)—(iii). Moreover, it follows along the lines of the proof of Lemma A.2
in Appendix A that (8, U) also satisfies Definition 2.3(iv). U

If we choose U = 1, there exists a measure Q € M*P which does not change the jump
structure of X.

3. Examples

In this section we discuss two examples. First, we investigate a generalization of the Nobel
Prize-winning model of Black and Scholes [4], introducing an additional independent stochastic
factor, which, for instance, may be a fractional Brownian motion. Second, we consider a time-
changed Lévy Carr—Geman—Madan—Yor (CGMY) model as introduced by Carr et al. [5].

3.1. A generalized Black—Scholes model with independent factor

Let F, #,Y, and V = (I, W) be as in Example B.2. Here, we denote I, = ¢. Then
Assumption 2.1 holds. We assume that W is a Brownian motion which is P-independent of Y.
Moreover, let y: D™ x [0, T] — Rand o: D™ x [0, T] — (0, 0o) be such that y(Y), o (Y)
are FY -predictable and

T T
IP(/ ly (Y, s)|ds +/ o(Y,s)>ds < oo) =1. (3.1
0 0

We now set _
X ::/ y(¥,s)ds+o(Y) - W.
0

Assumption 2.2 holds thanks to Corollary B.1. We obtain very mild sufficient and necessary
conditions for MP #£ &,

Corollary 3.1. We have M*P # & if and only if

T 2
IE"(/ (V(Y’ s)) ds < oo> =1 (3.2)
0o \o(,s)

Proof. The implication ‘<" follows from Corollary 2.1 and (3.1). If M*P # & then
Theorem 2.1 yields that the MPRE (2.4) has a solution 8 such that P-a.s. 2 - C%( < o0.
We obtain fo2(Y) = —y(Y) —o2(Y)/2 up to aP® dr-null set. Hence, we deduce (3.2) from
(3.1) together with P-a.s. g2 - CX < o0. O
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3.2. The CGMY model with independent stochastic volatility

We proceed in the setting introduced in Example B.3. Let Y be an Ornstein—Uhlenbeck
process driven by a Lévy subordinator L with constant initial value Yy > 0 and parameter
A > 0. More precisely, we assume that

Y, = Yoe M e 29, t €0, T].
From this definition, we immediately deduce that, for all ¢ € [0, T,
Y, > Yoe ™ > Yoe T > 0. (3.3)

Let V be a one-dimensional Lévy process with Lévy—Khinchine triplet (b¥,c", FV) and
h(x) = x1yy)<1;. Then we set

Xt = ut + Vf(]t Y,_ds® IS [0, T]

Recall that Y and V are assumed to be P-independent and note that both Assumptions 2.1
and 2.2 hold.

Proposition 3.1. We have M*P # & if at least one of the following conditions hold:
(i) ¢¥ #0;
(i) FY((—o0,—=1)) > 0and FY((1, 00)) > 0.
Proof. (i) The local characteristics of X are given as in Lemma B.2. We choose

x
e —1

1
Ulw,t,x) = 11{x>1},

ey + -

[ — o Lix<ipvjoy + Loy +

— —H 1 Vv \% 1
B = Y, c_"<b + fR(l{x>l} -1 PF (dX)) — 3

Obviously, U is positive and H Q@ B ([0, T|) ® B- and P (F)Q® B-measurable. Taylor’s theorem
yields the existence of a nonnegative constant K such that

h() (U x) — D]+ (1 = VU@)? + (" — DULp=1y < K(1A |x]).

Together with the bound (3.3), we conclude that the integrability condition of Corollary 2.1,
and, hence, the claim, holds.

(i) Without loss of generality, we may assume that ¢” = 0. We set 8 := 0 and

(B v+ Y a0y FY((1, 00))
Ul(t, x) = v — 1<y
(I —e)F"((—o0, —1)) 1—e
—1
+ —b v gy = Y, plju<oy  FY((—00, —1)) 1
e — DFV((1, 00)) e — 1 =1}
X
t oz 11{\x|51}\{0} + Lo}

Definition 2.3(i) holds trivially and it is routine to check that Definition 2.3(iii) is satisfied.
Definition 2.3(ii) follows from Taylor’s theorem as above. Since U is # ® B([0, T]) ® B-
measurable, similar arguments as used in the proof of Lemma A.2 yield Definition 2.3(iv).
Thus, (0, U) € Y and the claim follows from Theorem 2.1. O
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4. Proof of Theorem 2.1

4.1. Martingale property of exponential #€-SII processes

The following lemma generalizes [16, Lemma A.1] to arbitrary F-SIIs.
Lemma 4.1. Let Y be a (¥, F, P)-SII with (G, P)-characteristics (BY, CY, vY).
(1) The following are equivalent:
(D e¥isa (G, P)-martingale;
() e¥ is a local (G, P)-martingale;
(1) e is a sigma (G, P)-martingale;

(IV) we have e*1ix~1y * vY e V(G, P) and P-a.s.

BY + 1€+ —1—h(x) ' + Y (og(1 +Y,) - ¥;) =0,
s€[0,-]

where Yy = Jre — DY ({1} x dx).

(1) Inaddition, if Y is an (F, P)-semimartingale and its (F , P)-characteristics coincide with
(BY, CY WY, then (I) <= (II) <= (IIl) <= (IV), where (I)~(IV) are given as in (i)
with G replaced by F.

Proof. (1) The implication (I) = (II) is trivial and the implication (II) = (III) holds due to
[11, Proposition I11.6.34]. The implication (III) = (II) follows from the fact that nonnegative
sigma-martingales are local martingales; see [11, p. 216]. An exponential semimartingale is
a local martingale if and only if it is exponentially special and its exponential compensator
vanishes; see [17, Lemma 2.15]. Hence, the equivalence (II) <= (IV) follows from [17,
Lemma 2.13, Theorem 2.18, Theorem 2.19]. It remains to prove the implication (IV) = (D).
Thanks to the equivalence (III) <= (IV) and [14, Proposition 3.1], the process eV is a
nonnegative (G, P)-supermartingale. Thus, we have to show that Ep[e!”] = 1. Thanks to
Remark 2.1(ii), Lemma 2.2, and [17, Lemma 2.13, Theorem 2.18, Theorem 2.19] P-a.s., the
process Y is a ({2, @}, G, P(- | #))-SII and e¥ is P-a.s. a local (G, P(- | Jt))-martingale.
Hence, using [15, Proposition 3.12], the process e¥ is P-a.s. a (G, P(- | #))-martingale. This
implies that P-a.s. [, Q e T@P(de | H) = 1. Taking the P-expectation completes the proof.

(ii) (I) = (II) <= (III) <= (IV) follow as in (i). Thanks to (i), (IV) implies Ep[e!”] = 1.
Hence, we can also conclude that IV) =— (I). O
4.2. A candidate density process

Assumption 2.2 and [11, Theorem I1.2.34] imply that the continuous local (F, P)- and
(G, P)-martingale parts of X coincide. We denote them by X°.

Lemma 4.2. Let (B, U) € Y, then the process Z, as given by (2.6), is a positive (F,P)- and
(G, P)-martingale.

Proof. Let us start by showing that Z is a positive local (F, P)- and (G, P)-martingale.
We have F C G, ie. F; C G, forall r € [0, T]. Since B is F-predictable, F C G implies
that 8 is G-predictable. Now, P-a.s. 82 - C%‘ < oo yields that 8 - X¢ is a local (F, P)- and
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(G, P)-martingale. We denote

Vit,x) =U(@{,x)—1 + 1 1{a,<1},

Vit,x) = / Vi o (1) x do = T, .
R — a4z
where we use the assumption that {a = 1} = {@’ = 1}. Recalling F C G, it follows that V is
P(F)® B- and P (G) ® B-measurable. Moreover, we have

Utt, AX,)—1 on{AX, # 0},

"“/ —V t AX 1 — ‘7 = !/ 41
t ( D1ax,20) ' c;t Zf 14, <1y on{AX; =0} b
- Uz

Since {U >0} =Qx[0,T]and {a’ < 1} ={a < 1},wehave{\7 > —1} = Q x [0, T]. Now,
[11, Theorem I1.1.33(d)] yields that V x (u* — vX) is a local (F, P)- and (G, P)-martingale if
P-a.s.

KT_<1+\/1+V V) *UT—}—Z(I—LI&( ,/I—V:2>2<oo.

s€(0,T]

This holds since K7 < Hy and P-a.s. Hy < o0; see (2.3) for the definition of Hy. Iherefore, Z
is a local (F, IP)- and (G, P)-martingale, which is positive due to the fact that {V > —1} =
Q x [0, T] together with [11, Theorem 1.4.61(c)].

Using Lemma4.1, Z is a (G, P)-martingale iflog Z isa (#, F, P)-SII. Since Z is an (F, P)-
supermartingale, this also yields that Z is an (F, P)-martingale. We proceed in two steps. First,
we compute the (G, P)-characteristics of log Z. Second, we show that they have #f-measurable
PP-versions. We define the local (G, P)-martingale N := 8 - X + V * (u* — v¥) and denote
its (G, P)-characteristics by (BY, CV, v"). The continuous local (G, P)-martingale part of N
is given by B - X ¢ and hence, CN = ,32 C¥. Similarly as in [13], it follows that the (G, P)-
compensator vV of ¥ is given by

IgxvY =16(U - D*v* + Z 1{a1>0}1G(_

_“’>(1—a,) for Ge B,0¢G. (42)
t€l0,-] 4

Since N is a local (G, P)-martingale, [11, Proposition I1.2.29] yields that BN = —(x —
R (x)) * vV, Since identically AN = V> —1, [11, Theorem I1.8.10] yields that log Z has
(G, P)-characteristics given by

B¢ = BN — 1cN 4 (h(log(1 + x)) — h(x)) * v,
cloeZ — ¢V, 14 % v'°8% = 1, (log(1 + x)) * vV, AeB,0¢A.

Since vX and U - v¥ have #-measurable P-versions and P-a.s. |h(x)(U — 1)| * v%( < 00,
LemmaA.2(i) yields that 4(x) (U — 1) xvX has a #-measurable P-version. Hence, since BX and
BX ~|—,B-CX +h(x)(U —1)%v* have F-measurable P-versions, so does ,B-CX. Now LemmaA.3
implies that C" has a #-measurable P-version. Recalling (4.2), Lemma A.2 yields that vV has
a Jf-measurable P-version. Forall x > —1 and g € {, we have |g(log(1 + x))| <3(1 A Ix[2).
Moreover, P-a.s. (|]x — ' (x)| + |h(log(1 + x)) — h(x)]) * vav < oo follows from P-a.s.
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(Ix| A |x[?) % v < oo; see [11, Proposition I1.2.29]. Therefore, since v has a #-measurable
PP-version, Lemma A.2(i) implies that B'°¢Z (1) and v!°2 Z also have #-measurable P-versions.
This concludes the proof. ]

Remark 4.1. The statement of Lemma 4.2 holds if the pair (8, U) only satisfies (i), (ii), and
(iv) of Definition 2.3.

4.3. Proof of Theorem 2.1

Let (8,U) € Y and Z be as in (2.6). Thanks to Lemma 4.2, Z is a positive (F, P)-
and (G, P)-martingale. Define Q by Q(A) = Ep[Z714] for A € F. Since P-as. Z7 >
0, it holds that Q@ ~ P. Thanks to the martingale property of Z, Q(A) = Ep[Z;14] for
A € G,and ¢t € [0, T]. From (4.1), it follows that P-a.s. (Z¢, X)PK = 7z g . CX and
MIPX (Z| P(K)® B) = Z_U for K € {F, G}. For the notation, we refer to [11, Section
IIf3.c]. Now, using Girsanov’s theorem [11, Theorem II1.3.24], X is an (F, Q)- and (G, Q)-
semimartingale with (F, Q)- and (G, Q)-characteristics given by (2.5). Since (8,U) € Y
and Q ~ P, these characteristics have an J#f-measurable Q-version, i.e. X is a (#, F, Q)-SIL.
Moreover, since the MPRE (2.4) holds, S is an (F, Q)-martingale by Lemma 4.1. Therefore,
we have shown that (i) holds and Y # @ implies that M*P # .

Next, we prove (ii) and MP # @ =— Y # &. Take Q € M®P and denote the F-density
process of Q with respect to P by Z*. It follows from Q ~ P and [11, Proposition III.3.5]
that P-a.s. Z > O and Z* > Oforall t € [0, T]. Denote A = {MEX (Zz*| P(F)Q B) >
0}N{Z* >0} x Rand

1 P
M (ZF | P(F)® B)(w,t,x) onA,
U (.1.x) = | ZF_ (@) (27| PF) )( )

1 otherwise.

Girsanov’s theorem [11, Theorem II1.3.24] yields the existence of an F-predictable process 8
such that the (F, Q)-characteristics of X are given by (2.5) with U replaced by U*. More-
over, since X is an (J, F, Q)-SII and its (F, Q)-characteristics coincide with its (G, Q)-
characteristics, there exists an Jf-measurable Q-version of these characteristics. Since P ~ Q,
there also exists an #f-measurable P-version. Using again Girsanov’s theorem and Q ~ P,
we obtain P-a.s. |h(x)(U* — 1)| v%( < o0. Since eX is an (F, Q)-martingale and Q ~ P,
(17, Lemma 2.13, Theorem 2.19] implies that P-a.s. (¢* — D)1~ U™ v%‘ < oo and that
the MPRE (2.4) holds P-a.s. for all # € [0, T] with U replaced by U*. Denote by H* the
process H with U replaced by U*. Since Q ~ P, we deduce from [12, Theorem 1** ] that
P-a.s. H; < 00. We now show that there exists a & (F) ® B-measurable function U and a
P-evanescence set A’ suchthat U = U*on A x R, {U > 0} ={d’ <1} = Q x [0, T],
and {a = 1} = {@’ = 1}. The properties of U* then readily extend to U and (8, U) € Y
follows. Denote a/ = (U* - v¥)({t} x R). Due to the fact that progressive subsets of thin
sets are themselves thin (see [8, Theorem 3.19]), the set {a = 1} C {a > 0} is thin. Hence,
[11, Lemma 1.2.23] yields the existence of a sequence of F-predictable times (t,),eN such
that {a = 1} = UneN[[Tn]] up to P-evanescence. Using [11, Proposition II.1.17] similarly
as in the proof of [11, Theorem III.3.17], we obtain Q(a;‘n =1,1, < 0c0) = 1. By the
equivalence Q ~ P, it also holds that P(a; = 1,7, < 00) = 1. Hence, {a = 1} C {a* = 1}
up to P-evanescence. For the converse direction, we slightly modify the argument. Since
also {a* = 1} C {a > 0}, there exists a sequence of F-predictable times (p,),en such that
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{a* = 1} = U, enllpn]l up to P-evanescence. Set D := {AX # 0}. Now [11, Proposition
I1.1.17] yields that Q(p, € D | ¥p,-) = a;n on {p, < oo} foreachn € N. Hence, we deduce
from [11, Theorem II1.3.4] that Q(p, & D, pn < o0) = Ep[Z,, (1 —a:;n)l{pn<oo}] =0,
which implies that P(p, & D, p, < oo) = 0 since Q ~ P. Using [11, Proposition II.1.17]
yields that P(a,, = 1, p, < oo) = 1 for each n € N. This proves that {a* = 1} C {a = 1}
up to P-evanescence. It follows, as in the proof of [19, Lemma 3.3.1], that {a* > 1} is a
Q-evanescence set. Again, since Q@ ~ P, {a* > 1} is also a P-evanescence set. Define
A = {(w,1) € @ x[0,T]: (a/(w) = 1 and a](®) # 1) or (a;(w) # 1 and g/ (w) = 1) or
af(w) > 1} and

on A’ x R,
U(w,t,x) = )
U*(w,t,x) otherwise,

which is a £ (F) ® B-measurable function. Recalling (2.2), we obtain {U > 0} = {a’ < 1} =
Q x [0, T]and {@a = 1} = {@’ = 1}. This completes the proof. O

Appendix A. Measurability lemmata

In this appendix we collect some measurability results which are used in the proof of
Lemma 4.2. We start with an elementary observation.

Lemma A.1. A nonnegative random variable Y has a #-measurable P-version if and only if
there exists a P-null set N € & such that, forall o € N¢, we have P(Y = Y (w) | #)(w) = 1.

Proof. First, we show the implication ‘<<=". Thanks to Remark 2.1(i), for all A € ¥,
we have E[14E[Y | #]] = E[14 [ Y ())P(do’ | #)] = E[14Y]. Hence, E[Y | #] is a #-
measurable P-version of Y.

Second, assume that Y has a #f-measurable IP-version K. In view of Remark 2.1(ii) and (2.1),
there exists a P-null set N € ¥ such that, for all w € N¢, it holds that P(Y = Y (w) | #)(w) =
P(K = K(o) | #)(@) = Lik(@)=k(@) = 1. U

Next, we study measurability of integrals with respect to random measures.

Lemma A.2. Assume that v is a (G, P)-compensator of a random measure of jumps with a
FH-measurable P-version. Let U : Q x [0, T] x R — RT be P (G) @ B-measurable such that
P-a.s. (1 A |x|2)U % vy < 0o and U - v has a H-measurable P-version.

(i) Let g: R x R — R be a Borel function such that P-a.s. |g(x, U)| x vy < oo, then
g(x, U) * v has a H-measurable P-version.

(ii) Let f: R x R — R be a Borel function such that f(0,y) = 0 for all y € R and
denote a; = v({t} x R) and a; := [p U(t, x)v({t} x dx). Suppose that a; < 1 for all
t € [0, T] and P-a.s. Zse[O,T] | f(as, al)| < oo. The process Zse[o,.] flas, a}) has a
Jt-measurable P-version.

Proof. Denote B, = {x € R: |x| < 1/n}andtake0 <r <s < T and G € B. There exists
a constant K such that 1p:(x) < K(1 A |x|2). Hence, since v and U - v have Jf-measurable
P-versions, the random variables v((r, s] x GNBY) and (U - v)((r, s] x GNB;) also have F-
measurable P-versions. By Remark 2.1(ii) and Lemma A.1, there exists a P-null set N € &
such that, for all @ € N¢, there is a P(- | #)(w)-null set N, € ¥ such that, for all w*e N¢,
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we have
(U 5 v1) (@) + (peU % vp) (@) + (1g(x, U)] % v7) (@) + (Ig(x, U)] % vr)(@*)
+ Y Ifa@), ai@)+ Y |fas@). al (@)

s€[0,T] s€[0,T]

< 00
and
T
(161p¢ * vr)(w®) :/ / 16(@*, s, x)1pc(X)v(w, ds x dx),
A (A1)
(161 * (U - v)1)(0*) = f / 16(0*, 5, x)1pc(N)U (0, 5, x)v(w, ds x dx)
0 R
foralln e NG = Qx [0, T] xR, and G = A x (r,s] X (c,d] with A € F,r,s,c,d €

Q,0 <r <s < T and ¢ <d. By a monotone class argument, (A.1) holds for all » € N and
G e FRB(0,T]) ® B. Letting n — oo and using the monotone convergence theorem yields

T
(1g * vr)(@®) =/ / 1 (0", s, x)v(w, ds x dx),
0 R

T
g * (U -v)7)(@") :/ / 16 (@*, s, x)U(w, s, x)v(w, ds x dx)
0 R

forallG e F ® B8(0,T]) ® B.
Therefore, for all ¢ € [0, T'], we have a;(0*) = a;(w) and a;(w*) = a(w), which implies
that
Y flag@), a@) = Y flag@), ).

s€[0,1] 5€[0,7]
By Lemma A.1, this proves the claim of Lemma A.2(ii).
Since each nonnegative ¥ @ B ([0, T']) ® B8-measurable function can be approximated from
below by simple nonnegative ¥ & B([0, T']) ® B-measurable functions, we have

t
(g(x,U) xv) (@) = / / g(x, U(o*, s, x))v(w, ds x dx)
0 JR

and

T T
/ f 16(s, x)U (0%, s, x)v(w, ds x dx) :/ f 16(s, x)U (w, s, x)v(w, ds x dx)
o JR o JR
forallt € [0,T] and G € B([0,T]) ® 8. Thus, v(w, ds x dx)-almost everywhere
U(w*,-,) =U(w, -, ). We conclude that, for all r € [0, T],

t
(gx, U) xv)(0*) = /0 ng(x, U(o*, s, x))v(w, ds x dx) = (g(x, U) * v,) ().

Now, Lemma A.2(i) follows again from Lemma A.1. O
The same arguments as in the proof of Lemma A.2 yield the following lemma.

LemmaA.3. Let k: R — R™ be a Borel function, y: Q x [0,T] — R be F ® B([0, T])-
measurable, C € VT, and assume that P-a.s. |y |-Cy < oo. If C and y - C have #-measurable
P-versions, then so does k(y) - C.
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Appendix B. The scope of Assumption 2.2

We provide examples for situations where an (F, IP)-semimartingale is also a (G, IP)-semi-
martingale.

Example B.1. (SIIs.) If # := {Q, @} then F = G and the (G, P)- and (F, P)-characteristics
of X coincide.

Example B.2. (Independent integrands.) Let Y be an R™-valued cadlag process and V be
an R"-valued cadlag process which are P-independent. Define ,° := o (¥, Vi, s € [0, 1]),
FV =0V, s €[0,t]), F¥ := (F\)iei0,11, F¥ analogously, and # := o (¥y, s € [0, T]).
Lemma 2.1 yields that the o-fields #,° and # are countably generated. Assume that V is an
(FV, P)-semimartingale whose (F V' P)-characteristics are denoted by (BV(h),Cc",vY). Let
w: D" x RY — R? @ R” be such that (-, Y) := u(Y) € L(V, F¥,P). Next, we generalize
[16, Lemma 2.3] to processes without absolutely continuous characteristics.

Lemma B.1. The process X .= u(Y) -V isan R9-valued (G, P)- and (F, P) semtmartmgale
and its (G, P)- and (F, P)-characteristics (B (h) C, v) associated to a truncation function h
are given by

B@Y:§:mm“.ﬂvw+(Wwwn»—iyumﬂﬂuﬂ*vﬁ
k<n k=n

CH o= Y (W HFuyihy - v, (B.1)

k,[<n

v(dt x G) =/ 16(n()xY dr x dx), fori,j<d, Ge B 0¢0G.
Rn

Proof. Thanks to the inclusions F V. C F C G, we deduce, from [11, Theorem I1.2.42],
[2, Theorem 15.5], and the tower rule, that V is an (F, P)- and (G, P)-semimartingale with
(F,P)- and (G, P)-characteristics given by (B (h), CV,vV). It follows from the inclusions
FY C F C G and [11, Theorem II1.6.30] that u) e L(V,F,P) N L(V, G, P). Hence,
w(¥) - Visan (F,P)- and (G, P)-semimartingale, with (F,P)- and (G, IP)-characteristics
given by (B.1); see [11, Proposition IX.5.3]. ]

Recalling that () is FY -predictable, we obtain the following corollary.

Corollary B.1. If (BY (h), CY,v") are deterministic then X = n(Y) -V is a (¥, F,P)-
SII and an (F , P)-semimartingale whose (F, P)- and (G, P)-characteristics coincide and are
given by (B.1).

Corollary B.1 implies that the financial models suggested by [1], [9], and [22] are exponential
F€-SII models as defined in Section 2.2.

Example B.3. (Time-changed Lévy models.) We assume that V, Y, and # are given as in
Example B.2 and that ¥ is RT-valued. Let u: R — R? be a Borel function such that P-
as. |u(Y)| - It < oo, where u(Y); = u(Y;). Then we set X = pu(Y_)-I + Vy_.; and
F? = o0(Xs, Ys, s € [0, t]). Lemma 2.1 yields that #,° is countably generated. Let V be an
(F, P)-Lévy process with (F, P)-Lévy—Khinchine triplet (b", ¢V, FV). The following lemma
is a restatement of [15, Lemma 2.4]. It shows that the time-changed Lévy model proposed by
Carr et al. [5] is an exponential #-SII model as defined in Section 2.2.
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Lemma B.2. The process X is a (#, F,P)-SIl and an (F, P)-semimartingale whose (G, P)-
and (F, P)-characteristics coincide and are given by

B=quY_)+b"Y)- I, C=c"Y_-I, v(drx dx)=Y,_drF"(dx).

Acknowledgements

The author thanks the anonymous referees and the associate editor for their time and effort
devoted to the evaluation of the manuscript and for their very useful remarks.

(1]
(2]
(3]
(4]
(51

(6]
(7]

(8]
(91
[10]

[11]
[12]

[13]
[14]
[15]
[16]
[17]
[18]

[19]
[20]

[21]
[22]

(23]

References

BARNDORFF-NIELSEN, O. E. AND SHEPHARD, N. (2001). Non-Gaussian Ornstein—Uhlenbeck-based models and
some of their uses in financial economics. J. R. Statist. Soc. B 63, 167-241.

BAUER, H. (2002). Wahrscheinlichkeitstheorie, 5th edn. De Gruyter, Berlin.

BICHTELER, K. (2002). Stochastic Integration with Jumps. Cambridge University Press.

BLACK, F. AND ScHOLES, M. (1973). The pricing of options and corporate liabilities. J. Political Economy 81,
637-654.

CARR, P., GEMAN, H., MaDAN, D. B. AND YOR, M. (2003). Stochastic volatility for Lévy processes. Math.
Finance 13, 345-382.

EBERLEIN, E. AND JAcoD, J. (1997). On the range of options prices. Finance Stoch. 1, 131-140.

GRIGELIONIS, B. (1975). Characterization of stochastic processes with conditionally independent increments.
Lithuanian Math. J. 15, 562-567.

HE, S. W., WANG, J. G. AND YAN, J. A. (1992). Semimartingale Theory and Stochastic Calculus. Science Press,
Beijing.

HEsTON, S. L. (1993). A closed-form solution for options with stochastic volatility with applications to bond
and currency options. Rev. Financial Studies 6, 327-343.

HuBALEK, F. AND SGARRA, C. (2006). Esscher transforms and the minimal entropy martingale measure for
exponential Lévy models. Quant. Finance 6, 125-145.

JAcop, J. AND SHIRYAEV, A. N. (2003). Limit Theorems for Stochastic Processes, 2nd edn. Springer, Berlin.
KABANOV, J. M., LIPCER, R. S. AND SIRJAEV, A. N. (1979). Absolute continuity and singularity of locally
absolutely continuous probability distributions. I. Math. USSR-Sbornik 35, 631-680.

KaBANOV, J. M., LIPCER, R. S. AND SIRIAEV, A. N. (1981). On the representation of integral-valued random
measures and local martingales by means of random measures with deterministic compensators. Math. USSR-
Sbornik 39, 267-280.

KALLSEN, J. (2004). o -localization and o -martingales. Theory Prob. Appl. 48, 152—-163.

KALLSEN, J. AND MUHLE-KARBE, J. (2010). Exponentially affine martingales, affine measure changes and
exponential moments of affine processes. Stoch. Process. Appl. 120, 163—181.

KALLSEN, J. AND MUHLE-KARBE, J. (2010). Utility maximization in models with conditionally independent
increments. Ann. Appl. Prob. 20,2162-2177.

KALLSEN, J. AND SHIRYAEV, A. N. (2002). The cumulant process and Esscher’s change of measure. Finance
Stoch. 6, 397-428.

KASSBERGER, S. AND LIEBMANN, T. (2011). Minimal g-entropy martingale measures for exponential time-
changed Lévy processes. Finance Stoch. 15, 117-140.

LIPTSER, R. S. AND SHIRYAEV, A. N. (1989). Theory of Martingales. Kluwer, Dordrecht.

NicoraTo, E. AND VENARDOS, E. (2003). Option pricing in stochastic volatility models of the Ornstein-
Uhlenbeck type. Math. Finance 13, 445-466.

SELIVANOV, A. V. (2005). On the martingale measures in exponential Lévy models. Theory Prob. Appl. 49,
261-274.

STEIN, E. M. AND STEIN, J. C. (1991). Stock price distributions with stochastic volatility: an analytic approach.
Rev. Financial Studies 4, 727-752.

STROOCK, D. W. (2011). Probability Theory: An Analytic View, 2nd edn. Cambridge University Press.

https://doi.org/10.1017/jpr.2018.1 Published online by Cambridge University Press


https://doi.org/10.1017/jpr.2018.1

	1 Introduction
	2 Structure-preserving equivalent martingale measures
	2.1   H-SIIs
	2.2 Structure-preserving equivalent martingale measures
	2.3   H-SII models with a continuous local martingale part

	3 Examples
	3.1 A generalized Black--Scholes model with independent factor
	3.2 The CGMY model with independent stochastic volatility

	4 Proof of Theorem 2.1
	4.1 Martingale property of exponential  H-SII processes
	4.2 A candidate density process
	4.3 Proof of Theorem 2.1

	A Measurability lemmata
	B The scope of Assumption 2.2
	Acknowledgements
	References

