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Abstract
The exponential continuous time GARCH(p, g) model for financial assets suggested by Haug and Czado
(2007) is considered, where the log volatility process is driven by a general Lévy process and the price process
is then obtained by using the same Lévy process as driving noise. Uniform ergodicity and S-mixing property of
the log volatility process is obtained by adopting an extended generator and drift condition.
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1. Introduction

Discrete time stochastic volatility models and GARCH processes which are capable of capturing some
important stylized features such as jumps, heavy-tailedness, volatility clustering and dependence with-
out correlation have been widely used in modeling financial volatility. Recently, however, financial
data are treated mostly in continuous time. Continuous time processes are particularly appropriate for
modeling irregularly-spaced and ultra high frequency data as they are useful in financial applications
such as option pricing.

The continuous time GARCH(p, g) process is suggested by specifying the log-volatility pro-
cess as the continuous time ARMA(q, p — 1) process, which is the continuous time analogue of an
ARMAC(gq, p — 1) process (see Brockwell, 2001; Brockwell et al., 2006; Lindner, 2007).

Empirical observations show that stock returns are negatively correlated with changes in returns
volatility. To represent this leverage effect, the following discrete time exponential GARCH(p, q)
model is suggested by Nelson (1991);

Y, = oey,
P q
log (o-ﬁ) =u+ Z,ka(e,,,k) + Z ay log (a'i_k) . (1.1)
k=1 k=1

Here, f(e,) := e, + v[le,| — E(le,|)] with real coefficients 8 and vy, E|f(e;)| < co and Var(f(e;)) < oo,
(en)nez 1s a sequence of independent identically distributed random variables with E(e;) = 0 and
Var(e;) = 1. We also assume that p,q € N, y, a1, ...,ay, Bi,...,[B, are constants in R with a; # 0,
By # 0 and that the autoregressive polynomial ¢(z) := 1 — a1z — -+ — @,z? and the moving average
polynomial ¥(z) := By +B2z+- - -+ﬁpz‘1’1 have no common zeros and that ¢(z) # Oon {z € C||z] < 1}. A
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continuous time version of the exponential GARCH(ECOGARCH)(p, ¢) model is proposed by Haug
and Czado (2007), where the log volatility process is defined as the continuous time ARMA(g, p — 1)
process, and the stationarity, @-mixing and moment properties of the process are investigated.

In this paper, we consider the ECOGARCH(p, g) model and prove the V-uniform ergodicity and
B-mixing property of the log volatility process. a-mixing property for a equidistance sequence of
non-overlapping returns can be derived from S-mixing property of log volatility process.

2. Preliminaries

Let L = (L,);»0 be a time homogeneous cadlag Lévy process with jumps AL, = L, — L,_, t > 0 defined
on (Q, F, P) to R starting from the origin. Denote by (b, 72, v) the characteristic triple of L. The Lévy
measure v is a nontrivial o-finite measure on R satisfying v({0}) = 0 and fR min(1, |z*)v(dz) < co.

For a Lévy process L with zero mean, finite variance and nonzero parameters 6 and y, we define
the driving process M = (M;);»( of the log volatility process by

M, = f h(x)N.(t,dx), t>0
R-{0}

with A(x) := 6x + y|x|. Here Ny(t,dx) is the compensated Poisson random measure defined by
Ni(t,dx) := Ni(¢, dx) — tv(dx)

with N (t,dx) as the associated Poisson random measure for AL. The characteristic triple of M is
(ym,0,vy) where yy, = —fl X viu(dx), vyr = v o h! (see Applebaum, 2004, p.94).

x|>1

The following ECOGARCH(p, q) process corresponding to the discrete time EGARCH(p, g) pro-
cess of (1.1) is defined by specifying the log-volatility process as a CARMA(g, p — 1) process.

Definition 1. (Haug and Czado, 2007) Suppose that L has zero mean and finite variance. ECOGA
RCH(p, q) process (G,)sq is defined by

dG; = o,dL,, t>0, Gy=0, 2.1)

where the log-volatility process 10g(c? )0 is a CARMA(q, p — 1) process, 1 < p < q, with mean j1 € R
and state space representation

log (0}2) =u+b'X, >0, log (o%) =+ b’ X, 2.2)
dX; = —AXdt + I,dM;, t>0, (2.3)

where Xy € R is independent of the driving Lévy process M and b” is the transpose of b. The g X g
matrix A, the vectors b € R%, and I, € R? are defined by

0o -1 o --- 0 by 0

0 0 -1 - 0 b, 0
A=| : - S E b= ’ Iy =1 -

0 0 o --- -1 by-1

ag Qg1 Qg - 4y by, 1

with coefficients ay, ..., a4, by,...,by € R, where a; # 0, b, # 0, and bpy = -+ = b, = 0.
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The solution of (2.3) is given by
3
X, =eMX, + f e TIMLAM,, 1> 0. (2.4)
0

Obviously, X = (X;);»0 in (2.4) is a Markov process whose sample path is cadlag.
From now on, let vy, denote the Lévy measure for the Lévy process I, M for notational simplicity.

Writing A = (a,-j)?’j=1 , X =(x1,Xx2,..., xq)T, 0; = 0/0x;, the infinitesimal generator A of X is given by

q

q
Af) == ) aixidif(0) +yudy f(0) + f [f(x +2) = f) = ) 20 f (D) e (z)) vu(dz), (2.5)
! i=1

ij=1 R
since the Gaussian variance of the Lévy process M is zero. A acts on the set of all real-valued C*(R9)
functions with compact support. f € C(RY) implies that all the first and second partial derivatives of
f are continuous.

Let (X;)>0 be a continuous time Markov process with state space R? and transition probability
function P'(x,A) = P(X; € A|Xy = x), x € R?, A € B(RY).

A Markov process (X;):»o is called V-uniformly ergodic, where V > 1 is a measurable function on
R4, if there exists a unique invariant measure 7 for P'(-, -) such that

P'(x,))— ()|, € V(x)dp', t>0, xeR? (2.6)
| I,

for some constants d < o0, 0 < p < 1. Here the V-norm || - ||y is defined for any signed measure u by
lelly := supyy | [ g@)u(@y)l.

We denote by D(A) the set of all functions V : R? — R™ for which there exists a measurable
function U : R? — R* such that, for each x € R?, t > 0,

E[V(X)] = V(x) + Ex

f t U(Xx)ds] , 2.7
0

f E. [JUX))|lds < 0. (2.8)
0

We write AV := U and call A the extended generator of the process (X;);>0.

For each positive integer m, let O,, = {x : [x| < m} and T™ = inf{t > 0 : |X,| > m}, i.e., the first
entrance time to Of,. Define X" = X,I;;crny + Ay dy>7n, Where A, is any fixed element in O5,. Define
AnV(x) = 1o, (x) - AV (x).

A nonnegative measurable function V € D(A,,) is called a norm-like function if V(x) — oo as
X — oo,

The following theorem plays a crucial role in proving the V-uniform ergodicity of a continuous
time Markov process.

Theorem 1. (Theorem 6.1 in Meyn and Tweedie, 1993b) Suppose that (X;);sq is a right pro-
cess, and that all compact sets are petite for some skeleton chain. If there exist a norm-like function
V > 1, constants ¢ > 0 and d < oo, such that

AnV(x) £ =cV(x)+d, x€O0,, (2.9)

then (X;)r>0 is V-uniformly ergodic.
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Recall that V-uniformly ergodic processes are geometrically ergodic if f V(x)n(dx) < oo for the
invariant measure 7, and the exponential convergence of (2.6) is equivalent to an exponential rate of
mixing for the process.

Mixing properties play an important role in proving asymptotic results and are studied in literature,
e.g., Doukhan (1994), Bradley (2005), Haug and Czado (2007), Masuda (2007) efc. For the process
(X;)i=0, we define 7“[@] =o0(X,:s<u<t)and

ax(t) = supsup {|[P(A N B) - P(A)P(B)| : A € 3 . B € Fik, )}

u>0

Bx(®) = ilzlg) E [sup {|P (Blﬂg,u]) - P(B)| :Be 7:[5”’00)}] .

X is called a-mixing (8-mixing) if ax(r) — 0 (Bx(t) — 0) ast — oo. If ax(r) < Ke™*(Bx(f) < Ke™)
for some a > 0 and K > 0, then X is called exponentially a-mixing (exponentially S-mixing).

For detailed pertinent properties of Lévy processes, see Sato (1999) and Applebaum (2004). For
terminologies and relevant results on Markov chain theory, we refer to Meyn and Tweedie (1993a,
1993b) and references therein.

3. Uniform Ergodicity of X,

In this section we assume that the Lévy process L has mean zero and finite variance and consider the
processes 0',2, log 0',2, X; and G; which are generated by equations (2.1)—(2.4). Given X = (X;)r»0 is
a time homogeneous Markov process whose sample path is cadlag. Let P(x, dy) be the probability
transition function of X. Note that X is a non-explosive Borel right process since P’ maps Borel
functions to Borel functions for each 7 > 0, where (P’ f)(x) := f FO)P'(x,dy).

Theorem 2. (Brockwell and Marquardt, 2005) If X, is independent of {I,M;,t > 0}, then X is
strictly stationary if and only if the eigenvalues of the matrix A all have strictly positive real parts and
Xo has the distribution of fow e‘Aqude. The strict stationarity of X implies the strict stationarity of

(0';2)20 and (log 0'[2)20-
Following is our main theorem.

Theorem 3. Suppose that the eigenvalues of the matrix A all have strictly positive real parts and
that flzl>1 |zIPvy(dz) < oo for some p > 0. Then X is V-uniformly ergodic. If Xy is independent of

{I;M;,t > 0} and X has the distribution of fooo e‘A’quMs, then X is B-mixing with exponential decay
rates.

Proof: Note that X; in (2.4) is a weak Feller process. Let X = (X,(f) )nen, denote the discrete time
Markov chain regularly sampled from (X;),»( at the time points O, , 27, ... for a constant r > 0. This
X is called the r-skeleton chain. Under the given assumptions, P'(x,A) — m(A) as t — oo for some
limiting distribution 7 (Masuda, 2004, Proposition 2.2) and hence the skeleton chain X for some
r > 0 is irreducible and aperiodic. Therefore, every compact set is petite for X, In order to obtain
the desired results we need to find a proper measurable function V : R? — R™ such that V and A
given in (2.5) satisfy the relations (2.7)—(2.9).

For some p (0 < p < 1), we define C>-function V : R — R* by V(x) = |x|” + 1, |x| > 1 with
continuous first and second partial derivatives on |x| < 1.
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Recall that the gradient vector of f at x is denoted by V f(x) and defined by the formula Vf =
(01f,02f,...,04f). For each B bounded below, N(z, B) denotes a Poisson random measure with in-
tensity vy(B) and let N(z, B) := N(t, B) — tvy(B).

We may rewrite the equation (2.5) as

AV(x) = VV(x)(-Ax + Igym) + (V(x +2) = V(x0)vu(dz)

+ V(x+2)—V(x) = VV(x) - 2) viu(dz)

|zI<1

= VV(x)(=Ax + Lyy) + 1 +11. 3.1)

In this proof, we use K < oo as the universal constant and K may vary from line to line.
If |x| > 1, then

Il = (V(x+2) = V(x)vu(dz)

lz/>1

< f P van(d2) + f V(e +2) = Vlva(d)
|z|>1,|x+z>1 |z>1,|x+z]<1

< f zIPvm(dz) + f (K + |2”) viu(dz)
lzI>1 lz|>1

<2 f P var(d2) + Kl > 1)
|z|>1
< oo, (32)

The first inequality in (3.2) follows from | |x + z|? — |x|? | < |27, (0 < p < 1). Since for fixed z, |z| > 1,
Liy+74<1 = O for x| > 1 + |z], the second inequality in (3.2) can be obtained.
For |x| < 1, we have that

1) = f bk + 2P var(d2) + Kvar(ldl > 1)
|z]>1,]x+z|>1
< f P vaa(d2) + Kvaa(lel > 1). (33)
[z]>1

Now since V(x +2) — V(x) = (z- VI)V(x) = 1/2(z- V)2V(x,), X = x+az,0 < a < 1, by Lagrange
remainder theorem,

| f 9 g
1= = 7i2;0,;0;V(xo)vu(dz).
2 Jp<i Z Z T .

i=1 j=1

For the case that |x| < 2, we have that

1 q q
< f| 2D Vsl
<1 4

i=1 j=1

|zizjl vi(dz)

< sup {10,0:V(xa)l) f

q q
{lz1<1,0<a<1} l2<1 927 54

J
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< Kf 1212V (dz)
lzI<1
< 00, (3.4)

Boundedness of sup”Z‘S,’OSQQI{Ié i0iV (x,)]} follows from continuity of the second derivative of V. On
the other hand, if |x| > 2 and |z| < 1, then |x + az| > 1 and it can be derived by simple calculation that

—2)xixi|x + azlP~?, if i #j,
aja,-V(xa)z{ p(p = 2)xixj| Zl J

plxlP + p(p = DxPx + g™, ifi=j

and 0;0;V(x,) is bounded, since 0 < p < 1. Therefore, we have that
11 < K f l2Pva(dz) < co. (3.5)
lzI<1

Now, VV(x) = plxP~2xT for |x| > 1 and x” Ax > k|x|> for some k > O for all x € R? imply that
VV(xX)(-Ax + Iyy) = plxP2 (—xTAx + xTquM)
< pl ™ (—kIx) + plad”x Iiym
= —kplxl” + pymlx”™". (3.6)
From the definition of V(X) and (3.6), VV(x)(=Ax + I,yy) is bounded on |x| < 1 and
VV(x) (-Ax + Liyn) < —kpV(x) + K, |x| > 1. (3.7)
Combining (3.1)—(3.7) yields for some constants ¢ > 0 and d > 0,
AV(x) < —cV(x) +d. (3.8)

Now, it remains to show that V is a norm-like function, i.e., V is in the domain of ‘A,,. Note that
inequality in (3.8) implies that E,[V(X,)] < e“V(x). Since X, is a finite variation process with right
continuous paths and V € C?, 1t formula (see Protter, 2005, p.78) yields that

v(x7) - v(x5)

f vV(xm)axy + Y (V(Xr) - v(xm) - v(xi)axm)

0 )
tAT™ e tAT™
= f V(X2 )( - AX, + Iywm)ds + f vv(xr )( f N(ds, dz) + f zN(ds,dz))
0 0 lzI<1 lz]>1
!
+ f (V(xrm +2) = v(Xm) - V(X2 )e )2 d2) - f f VV(X )elo1van(d)d s
RY 0 Jre
_ " An V(X1 )ds + f f V(X2 +2) - V(X2 )N(ds. d2). (3.9)
0

Now taking expectation on both sides of the equation (3.9), we obtain that

fo A V(X7 )ds] . (3.10)

E V(X)) = V() + E,
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(3.8) and (3.10) imply that V(x) is a norm-like function satisfying the inequality (2.9). Hence by
Theorem 1 (see also Theorem 5.2 in Down et al., 1995), X is V-uniformly ergodic and X with 7 as its
initial distribution is exponentially S-mixing. Moreover, f V(2)r(dz) < oo. t

For self-completeness of this paper, we state the following theorem.

Theorem 4. Under the same assumption of Theorem 3, the following mixing properties hold; (1)
(log 0',2)20 and (0',2)20 are exponentially a-mixing. (2) The discrete time process (for))neN where

GEV) =G;— Gy, = ! os-dLg, t > r > 0 is exponentially a-mixing and ergodic.

t—r

Proof: Let for X; = (X1, X, ..., Xyy)", define that Y, = (Y1, Yp, ..., ¥,)" = B - X, where

by by, by - b,
01 0 - 0
B= :
0 0 10
0 0 0 1

Then Y, = B- X, = (logo?, Xp, ..., X;y)" and
Y] =B Xt

t
= e PAFBX, + f e PAB =0T dM,.
N

(1) If all eigenvalues of A have positive real parts, so do all eigenvalues of BAB~!. Therefore, applying
Theorem 3 yields that Y; is V-uniformly ergodic for properly defined function V and -mixing. Since
log o2 is the first coordinate of Y, it is also V-uniformly ergodic and S-mixing. Mixing property of
o? follows from the fact that log function is continuous. (2) For details, see p.12 in Haug and Czado
(2007). (]
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