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Abstract. In this article we briefly survey recent advances in some sim-
ulation methods for Lévy driven stochastic differential equations. We
give a brief description of each method and extend the one jump scheme
method for some subordinated models like the NIG process. Simulations
of all the presented methods are performed and compared.
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1. Introduction

Let X be an RV-valued adapted stochastic process, unique solution of the
stochastic differential equation (SDE) with jumps

Xﬂ@zxﬁéﬁw&@D%+A‘NwaM&+AiW&JwM&JEWJL
(1.1)

with smooth coefficients V : RN — RN, V = (VY ));zll(j\f RV 5 RV @
R h: RN — RY @ R? whose derivatives of any order (> 1) are bounded.
Here B denotes an d-dimensional standard Brownian motion and Z denotes
an d-dimensional Lévy process with Lévy triplet (7,0, ) such that all of its
moments are finite unless stated otherwise.

In this report, we numerically compare and evaluate two types of dis-
crete approximation schemes for X in order to estimate E[f(X7)] for smooth
functions f. More precisely, we find a discretization scheme (Xt(;l) (z))}—o for
a partition 0 =tg < t; < ... <t, = 1 such that

L ()] ~ B @) < 82, (12
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for some m € N and a positive constant C(f, ).
In such a case, we say that such a scheme is an m-th order discretization
scheme for X. The actual simulation to estimate E[f(X;(z))] is carried out

using Monte Carlo methods. That is, one computes ~— Zfﬁ{c f(an)’i(x))

Nyc
where Xl(n)’z(x),i =1,...,Nyc denotes Nyc i.i.d copies of Xl(n) (x). There-
fore, using the law of large numbers, the final error of the estimate is of the

order O(\/ﬁ + —L-). Then the optimal choice of n is O(n™) = O(v/Nuc).

From this result, we can see that there is a reduction in computation
time if one can obtain a scheme with a high value of m even if the computa-
tional cost increases linearly with m. In this light, we want to address in this
article, the performance of some competing approximation schemes for jump
driven sde’s of the type (1.1) in the infinite activity case (i.e. ¥(R?) = c0) as
it is in the case in many financial models.

The first simulation proposal is to simulate all the jump times and their
corresponding jump sizes in the case that Z is a finite activity process (i.e.
v(R?) < o0) (see e.g. [3]). This becomes impossible in the infinite activity
case as the number of jumps in any interval is infinite a.s. and therefore in-
stead one may simulate all jump times for jump sizes bigger than a fixed
small parameter . Following a proposal by Asmussen and Rosinski [2], the
small jumps are replaced by an independent Brownian motion with variance
given by f‘y‘ <. ly[*v(dy). It has been shown in [2] and [6] that when approxi-
mating the small jumps by Gaussian variables, the convergence rates, which
are measured by either the Kolmogorov distance between laws of processes
at a fixed time or the mean square of the supremum of the error during a
finite and fixed interval, are significantly improved (see also [12]). In our con-
text of weak approximation (1.2), we would also like that the approximation
of small jumps should be accurate. When drift and/or continuous diffusion
components appear in the stochastic differential equation then one naturally
faces an optimality problem. That is, how to match the computational effort
done on the jump part with efficient approximation schemes for the drift and
the Brownian part of the equation between jump times.

This issue was addressed in the article [8]. The method introduced in
that article will be one of the methods that we will use in our comparison.
In that method one uses all the jumps of size bigger than &, the jump times
become time partition points and one approximates the effect of the drift up
to a high order of accuracy and there is no continuous diffusion part. In [§]
it is proven that the rate of convergence is fast but the calculation time may
be long.

On another article [14], the authors take a different point of view. In-
stead of using a random time partition points given by the jumps times cor-
responding to jump sizes bigger than ¢, a fixed time partition is used and an
approximation for the increments of the Lévy process is used. In this approx-
imation, one uses an approximation with at most a finite number of jumps
per interval. The maximum number of jumps is set by the user and there-
fore this becomes a limitation on the computation time by the part of the
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user. This approach which, in some sense, goes in the reverse direction of the
scheme in [8] assumes that an approximation for the drift and the continuous
diffusion part have been set and one tries to find a simple approximation of
the increment of the Lévy process so as to match the computational effort in-
vested in the Brownian and drift part of the equation. In order to introduce
this method, one needs to explain the framework of the operator splitting
method in its stochastic form.

This method is well known as a numerical method for partial differential
equations. The idea is to use it, finding stochastic representations for the
approximating splitting therefore providing new simulations methods based
on composition of flows which parallel the composition of semigroups. This
idea has been successfully used for stochastic differential equations driven by
Brownian motion (see [9] and [10]).

Nevertheless, it should be noted that the performance of every estima-
tion scheme depends on the activity level of small jump of the driving Lévy
process Z, which is measured by the Blumenthal-Getoor index

o=inf{p>0: / lz]|Prv(dz) < oo}.

llzll<1

Since the Lévy measure v satisfying f‘ |z||?v(dz) < oo, the index o €
[0, 2].

The goal of the present article is to give a non-technical introduction to
these schemes and to present a throughout simulation study in order to assess
the properties of the approximation schemes described above. Therefore we
refer the reader for the proofs to the corresponding articles and we only give
here the intuition behind the schemes.

In order to give the reader an idea of what are the technical conditions
that need to be satisfied to obtain a new scheme, in Section 2.4.5, we deal
with one case that was not treated in [14]. The case we study corresponds to
a normal subordinated model. In this case, we have that [ |y|v(dy) = co. We
will verify the main two conditions needed in order to establish the weak rate
for the approximation method which follows from the main theorems 4.1, 4.3
and 5.1 in [14].

ef< |

2. Approximation Schemes

In this section, we define the approximation schemes for equation (1.1) which
we will compare in this paper. For proofs we refer the reader to the corre-
sponding theoretical articles. We strive here for understanding and intuition
of these schemes.

2.1. Euler’s Scheme

The Euler scheme is the most natural approximation scheme. Its program-
ming flow is as follows. We denote t? =i/n,i=1,...,n.
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1. Generate a sequence of independent random variables AZ, ¢

0,...,m — 1, which have the same distribution as Z; .
2. Generate a sequence of independent random variables ABJ', i =
0,...,m — 1, which have the same distribution as B, .

3. Xo=xand fori=0,...,n—1,
_ _ 1~ _ _
Xit1)n = Xim + EVO(Xi/n(x)) + V(Xiyn(2)) AB} + h(Xi/n(2))AZ.

Various articles and results have been written on this scheme. The main
problem with this scheme is that it assumes that one can simulate the Brow-
nian increment and the Lévy increment with the same computational effort.
This is hardly the case in general, as the law of Lévy processes is generally
given through their characteristic function. Therefore in general, an inversion
procedure is needed. For more on this direction, see [7].

This simulation scheme is an approximation scheme of order 1 under
sufficient conditions on the Lévy measure and it has been proven in e.g. [11].

2.2. Jump-Size Adapted Discretization Schemes

The purpose of this section is to introduce a simulation method which uses
all the jumps associated with the Lévy process whose norm are bigger than
a certain fixed value €. As the number of this type of jumps is finite on
finite intervals then this approximation process defines a compound Poisson
process. Therefore its simulation may be possible if we assume that the jump
distribution can be simulated. The main drawback of the method is that it
may take long time to compute as € becomes small. On the other hand, it is
a very accurate method. For further details, we refer the reader to [8].

To introduce the method, suppose that V = Vy = 0 and Z is a d-
dimensional Lévy process without diffusion component. That is,

t t
Zy =yt +/ / yN (dy, ds) —I—/ / yN(dy,ds), tel0,1].
0 Jlyl<t 0 Jlyl>1

Here, v € R? and N is a Poisson random measure on R%x [0, co] with intensity
v satisfying [(1 A [y[>)v(dy) < oco. N(dy,ds) = N(dy,ds) — v(dy)ds denotes
the compensated version of N.

Consider a family of measurable functions (xe)eso : RY — [0, 1] such
that [, xe(y)v(dy) < oo for all € > 0, and lim._,o x-(y) = 0, for all y # 0.
This function will serve as the localization function for the jumps which
will be simulated. Therefore, unless explicitly mentioned otherwise, we will
usually take x.(y) = 1(|y| > ¢).

We assume that the associated Lévy measure v satisfies that

vRY =0, [ liv(ay) < .

Let N. be a Poisson random measure with intensity x.v X ds and NE its

compensated Poisson random measure. Denote N. a compensated Poisson
random measure with intensity X.v x ds, where ., =1 — x..
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The processes Z can then be represented in law as follows
d
Zt :"}/Et—‘er—FR?,

%=7—/ yer(dy)Jr/ yx.v(dy),
ly|<1

ly|>1
t
7 = / / yN.(dy, ds),
0 R4
t N
RfZ// yN.(dy, ds).
0 R4

We denote by A\. = [p4 x=(y)v(dy) the intensity of Z¢, by T7,i € N the
i-th jump time of Z° with Tj; = 0, and by X, = (fRd yiyjye(y)y(dy)) i
<i,j<

the covariance matrix of R{. In the one-dimensional case, d = 1, we set
0’3 = (¥:)11. Given € > 0 and Lévy measure v, one can compute A, ¥, and
generate the sequence (77). The random variable R will be approximated
using a Gaussian random variable with mean zero and variance Y.. This is

the so-called Asmussen-Rosiriski approximation.

2.2.1. Kohatsu-Tankov Scheme in Dimension One. The following one dimen-
sional scheme (d = N = 1) uses an explicit transformation between jump
times in order to solve explicitly the ODE.

dXy = h(Xy)dt, Xo==z.
Suppose that 1/h is locally integrable, this equation has a solution
X, =0(t;x) = F}(t + F(x)),

where F' is a primitive of 1/h.
We define inductively X (0) = Xy and for ¢ > 0,

X(T21=) = 0(3:(Tr = T7) + 0. (W(TE) = WITY))

~ SHR(TE)OA (T —T): X(TF)), (2.1
X(j_f-‘rl) = X(Tﬁrl*) + h(X(TiEJrl*))AZ(Tﬁrl) (2.2)

For an arbitrary point ¢, we define

(1) = 03t — m) + 0= (W () — W) — 5h (X))o~ m): X)),
(2.3)

where 1, = sup{T¢ : ITf7 <t}.

The logic behind the above scheme should be clear. Between jumps we
use a high order approximation to the solution of the stochastic differential
equation driven by the drift coefficient 7. and the Wiener process W which
replaces the small jumps (i.e. Asmussen-Rosiiiski approximation). When a
jump happens the corresponding jump is added to the system.
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The rate of convergence of this scheme, under the condition
[ ly|®v(dy) < oo is given by

B0 — £ < (302 + el + [ PRevtan)

for some constant C' > 0 not depend on ¢ (see [8, Theorem 2J).

The above scheme can be applied when F' can be computed explicitly.
Otherwise, one has to resort to approximations for F' and then the order of
the approximation becomes an important issue. See [8] for more comments
on this matter.

2.2.2. Kohatsu-Tankov Scheme in Higher Dimension. This scheme uses in-
stead a Taylor expansion between jumps as the respective stochastic differ-
ential equation between jumps can not be solved explicitly. We denote
X(t)=Y(t)+i(t), t> e,
X(T7) = X(T7 =) + WX (T =) AZ(TY),

YO(t) = X(m) + t h(Yo(t))%ds,

n0 =3 [ P yospvitonads + [ nros)awis)

Mt

where

e W°¢ is a d-dimensional Brownian motion with covariance matrix Y. in-
dependent of Z;
e the random vector Yi(¢) conditioned on 77, i € N, t € (7},T;,,) and

X (T5) is a Gaussian random vector with conditional covariance matrix
Q(t) which satisfies the (matrix) linear equation

Q) = / (Qs)M(s) + M- ()2 () + N(s))ds,

where M~ denotes the transpose of the matrix M and

w’yk and N(t) = h(YO(t)Z . (YO(1)).

Mi;(t) = ——5~ c

The rate of convergence of the above scheme under the condition
[ y|®v(dy) < oo is given by

) - ) < (5 asa+ pa + [ itvan).

for some constant C' > 0 which does not depend on € (see Theorem 16 [8]).
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2.3. Operator Splitting Schemes
We define Vy = Vp — %Z?Zl P Vi) Then Equation (1.1) can be

j=1 Bajj 7
rewritten in the following Stratonovich form

d t ' t
Xi(z) =z + Z%/O Vi(X,_(x)) o dB! + /0 hX,_(2))dZ,, (2.4)

where BY = t. We define the semigroup P; by
Py f(x) = E[f(Xe())];

where f: RY — R is a continuous smooth function with polynomial growth
at infinity.

We will approximate P, f(z) = E[f(X¢(x))] by using its Taylor expan-
sion for small ¢t > 0. We will first compute, using It6’s formula

P f(x) — f(=)
—

For this, note that It6’s formula gives

+ Y {F (X (2) + h(X,—(2))AZ,)

—f(XS,(.’E)) - Vf(Xsf ($))h(Xsf(x))AZs} :

After taking expectations and limits we obtain:

d+1
P 1) gy S 1), 2
k=0

Lit1f(z) =V f(z)h(z)y + /(f(m + h(2)y) — f(z) = Vf(z)h(z)y)v(dy).
(2.6)

From the above calculation one clearly understands that the operator L is
associated to the drift of Equation (2.4), L; for i = 1,...,d is associated to
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the i-th Brownian motion and L4 is associated to the Lévy process. Note
also that

P,
ta%(”“") = LPf(z)
ok p,

Operator L is called the generator of P and this fact is usually written
as P, = e!l'. Due to the semigroup property of P, say P, ys, = P;, P;,, one
understands that in order to approximate X one needs only to approximate
P, for small values of ¢ and then use the following composition property

IMPORTANT PROPERTY: Let Y'! and Y2 be two independent stochastic
processes generating semigroups R' and R? and with generators K' and K2
respectively, then

E[f(Y; (Y2(2)))] = RIR} f(x) = e f(a).

Note that the operators above are not in general commutative.
In fact, if we iterate the above arguments we have that for a smooth
function f,

2
Pf(z) = f(x) +tLf(x) + %LQf(;z:) + ... =L f(x).

Ezxample. In this example, we retake the case of the Euler scheme in Sec-
tion 2.1 and analyze it in the light of the previous argument.

Now let @) be the “semigroup” associated to the Euler scheme. That
is, define Q. f(z) = E[f(X;)] for t < 1. Then one can obtain the following
expansion

Quf@) = (@) +tha @) + o Laf(@) +

In fact, let h < 1/n then

FX () /VfX" )X (x)
T3 ZZ/D <an( )7Xn7j(x)>s
=1 j=1

+ > {F(XI(2) + M(XT(2))AYS) = f(X](x))

s<h
VX (2))h(XT(2))AY. .

After some calculation one obtains that L; = L and that Ly # Lo.
Therefore one has that the local error P, f(x) — Qi f(z) = O(t?). The proof
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finishes by using the following telescoping decomposition

n

B (X0(2))] ~ B (K1) = 3@ juPion f@) — Q1P £(2) )

i=1

= 3 Q1P 1) — QP P ()
i=1

= { Un (Qun — Pl/n> Py, f@:)} .
=1

Remark 2.1. One also needs the “stability” property of the operator @
in order to finish the argument above. That is, we need two properties:
(1) the different Qi f — Py f is of order O(n~2) under certain regular-
ity conditions on f (e.g. f € C3); and (2) the iteration Qzlﬁb preserves
the error rate of Q1/, — P/, without demanding any further regularity of
(Ql/n - Pl/n)Plftif(x)’

Next, we define the following stochastic processes X; ((x), 1 =0,...,d+
1, usually called coordinate processes, which will correspond to the operator
decomposition in (2.5) and which are the unique solutions of

t
Xou(z) == +/ Vo(Xo,s(z))ds,
0
t
Xig(z) =2 +/ Vi(Xis(2))odB:, 1<i<d,
0

t
Xd+1,t($) =z +/ h(Xd+1,sf(33))dZs-
0

Then we define
Qi f(z) = E[f(Xi(2))],

for a continuous function f : RV — R with polynomial growth at infinity.

k!

m tk
Pt _ etL — Z *Lk + O(tm+l)
k=0

Note that L = Zc-liol L; and we also let

K2

. otk
Pi=eth = Y0 kO,
k=0 "’

Our next goal is to approximate e’ through a combination of the “coordi-
nate” semigroups e**¢’s such that

k
6tL _ § :gjetLjAl,j . etej,jAej,j — O(tm+1),
Jj=1
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with ti,j = ti’j(t) > 0, Ai’j € {L(),Ll, . .,Ld+1} and Weights {fj} C [O, 1]
with Z?d & = 1. In this case, one can define

k
Qe =) gelitni el ifty, (2.7)
i=1

If needed one may further approximate each €341 (m-th order scheme)
and in that case the definition of () has to be further modified.
For simplicity let d + 1 = 2 then

t2
el =T +tL+ ELZ +O(t%),

t? t2
etbretle — (I 4+ tLy + 5L§ +..)(I +tLy + 51:5 +..)

t2 ,
=T+tL+ (L3 + L} + 2L, Ly) + O(¢%),
then
etL _ etLletL2 — O(t2)

Therefore the composition of the semigroups in the above order will lead to
an approximation with local error of order O(¢?). This approximation can be
improved by randomizing it as follows
tL _ letLleth _ letL2etL1 — 0(153)7

2 2
since L? = L2 + L2 + L1Lo + LoL;. Finally one needs to obtain a stochas-
tic representation for fe'f1e!l2 + Letf2e!lt and possibly approximate each
coordinate process. These approximation methods for semigroups can be gen-
eralized in higher dimension as follows:

e

Example. Examples of schemes of order 2 = O(t3):
Ninomiya-Ninomiya (see [10]):

Qt — %Q%Loet[/l e etLd+le%L0 + legLoetLd+1 e etLle%LO‘
Ninomiya-Victoir (see [9]):

Qt — %etLoetLl . etLd+1 4 letLd+1 . €tL1€tL0.

Splitting (Strang) method:
Qt :e%LU ...e%LdetLd+1e%Ld...e%LU. (28)

It is easy to see that all the approximation operators () mentioned above
are special case of (2.7). For example, the operator @ in Splitting (Strang)
method is deduced from (2.7) by putting k = 1;& = 1;¢;, = %, for 1 <i<
2d+ ].,i 75 d+1, td+1 :t; Al = A2d+27i = Lifl, for i = 1,...,d+1.

Splitting is a classical idea that is used in approximations for partial
differential equations. The only new feature in the present situation is that
we make use of stochastic representations in order to obtain the associated
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Monte Carlo method to (2.7). So the idea of this approximation method is to
combine the above algebraic approach with its stochastic representation and
if necessary the associated approximation of the stochastic representation in
order to obtain the definition of Q.

The first approximation is obtained through the algebraic semigroup
methods described above. The second approximation corresponds to an ap-
proximation to the corresponding semigroup e"% 7 A¢j.i which is amenable to
a stochastic representation and that can be easily simulated or easily approxi-
mated and then simulated. In the remainder of the paper, we will concentrate
on this second aspect of the approximations.

2.4. Stochastic Representations and Their Approximations

In this section we will show various cases where we approximate or simulate
directly the stochastic representation of Q.

2.4.1. Diffusion Process With a Finite Number of Jumps Per Interval. In
this section we will consider a full example by considering equation (2.4) in
the particular case that Z is a compound Poisson process. First, we need to
approximate the semigroup associated to the coordinate processes defined by

Qi f(x) = E[f(Xi(x))]-
In the case of i = 1,...,d we can approximate ) using the following result.
Before that we need to introduce the exponential mapping. For given « :
RN — RN, denote by z(a,x) the solution of
dzs(a, x)
ds
Theorem 2.2. Let V; : RY — RN be a smooth function satisfying the lin-
ear growth condition: |V;(z)| < C(1 + |z|). Let z5(BjVi,x), s € [0,1] be the
exponential map defined as above for fized t € [0, 1].
Fori=0,1,...,d, the sde

= a(zs(a,x)), zo(a,z) =2z, s€]0,1].

t
Xii(z) =2+ / Vi(Xis(x)) 0 dB:
0
has a unique solution given by
Xii(x) = 21(BiVi, @)

Idea of the proof: Differentiating, we obtain

Mz/ Vi(zu(aVi,x))du—l—a/ VVi(zL (o, 2))
da 0 0

This gives by It6’s formula that

dzy(QV;, )

Ia du.

_ dz1(BiV;, x)

dz(BiV;, x) = — o dB!.
Therefore the result follows if one proves that (exercise)
dz (aV;, x)

e = Vil (aVi.))
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Now, the process X can be simulated as follows: First, we can solve for each
time interval (¢;,t;+1] the coordinate processes equations

1. Solve (say exactly) the d +1 ODE’s

t/2
Xoup) = 2+ [ ValXou(o)ds
0
dZS(BZﬂV;’x) i i i
4 BijoVi(zs(By )5 Vi @), 20(By Vi x) = x,

for s € [0,1] and ¢ = 1,...,d. Denote X; ;(z) = zl(Bz/Q‘/},x).
2. Solve (say exactly) the d +1 ODE’s

_ t2
Xo)t/g(l') = T +/ VO(XO,S(x))dS
0
dZS(Bt/2V“x) Ri Ri D
a4 Bt/QVi(ZS(Bt/Q‘/hz))v ZO(Bt/Q‘/iv‘T) =T,
for s €1[0,1],i = 1,....,d and B is an independent copy of B. Denote
Xi(w) = 21(B} 5 Vi, 2).
(sa

3. Solve ay exactly) the difference equation

t
Xapro@) = 7+ / W(Xas1ae(2))dZs.
0

The global idea is that X, ;(z) represents the process that has as generator
L. Hence, we use (say) the splitting (Strang) formula (2.8) to write

Xt(x) = Xo,t/z ©...0 Xd,t/2 o Xgi1,60 Xd,t/Q ©...0 Xl,t/Q © Xo,t/2($)~

This gives a scheme of order 2.

On the other hand, if we approximate processes X;; and Xi,t with a
good high order approximation, say Y;' and Y}, respectively, then we can
obtain an approximate of X by

Xi(@) =Yy 0.0 Yy o VT o Vily 0 V().

The semigroup associated with the process X; is @, in (2.7). Finally the
Monte Carlo method is given by

1< . :
ME :f((Xl/n 0.0 Xy (x))D).
j=1

In the particular case that X;. can be solved exactly one can always take
Yi=X;5 s=1/2, t.

S

Remark 2.3. 1. If one can solve the above ODE and difference equations
1, 2 and 3 without much effort then the scheme can be implemented. But
if so, there is no reason to use the splitting method of order 2. One can
use a a higher order method that will lead to better accuracy just by using
compositions.
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2. It is very rarely the case when one can in fact solve explicitly 1, 2
amd 3 above. Usually one has to approximate the solutions of the ODE'’s.
Then the order of approximation has to match the order of the semigroup
approximation method used. For example, in the above case if we use methods
of order 2 to approach the ODE’s then the order of the whole scheme will
be order 2. In this case also the definition of @) has to be changed into the
semigroup associated with the approximation process.

3. For the compounded Poisson case, we have that if A is large, many
jumps will appear in any interval and so the calculation time will be long.
Later, we will see that we do not need to consider all the jumps in order
to obtain an approximation of order 2. This can be intuitively understood
because the probability of having two or more jumps in an interval of size ¢

is O(t?).

2.4.2. On the Two Basic Properties in Order to Prove the Error of Approxi-
mation. In order to find an approximation of order n, one needs to check the
two conditions mentioned in Remark 2.1. That is,

1. Q¢ f preserves the regularity properties of the function f.

2.(Qc = P)(f) = O(t"*).

According to the operator splitting scheme explained in the previous
section, one may even verify these conditions for each of the operators used in
the decomposition. This first property when written mathematically becomes:

(H1). For f,(z) := |z|** (p € N),

Qifp(z) < (1+ Kt)fp(z) + K't

for K = K(T,p), K' = K'(T,p) > 0.

This condition expresses the fact that @) does not alter the smoothness
properties of the function f,,. The following condition expresses the fact that
P, — Q; = O(t"!) and therefore the resulting scheme will be of order n. To
be precise, we need to recall the definition of the functional space C}* for
each m € N and p > 0. For each function f : R™ — R in C™, denote

[ fllep =inf{C > 0:]07 f(z)] < C(1 +[z["), 0 <[a| <m,z € R"}.
Then, denote
G ={f el |fllep < oo}

The Property 2 above when written mathematically becomes:
(H2). [E[f(Xo)] - E[f(X)]] < [[flozn (1 + aPrm)entt.
Or in a more generalized form for ¢ = ¢(n,p) and m = m(n)

|E[f(X0)] = EIf (Xl < [ flloy (1 + |27

In Section 2.4.5, we propose an scheme and verify that conditions (H1)
and (H2) are valid in the case that [ |y|v(dy) = co.
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2.4.3. The Study of the Jump-Size Adapted Scheme Using the Operator
Splitting Method. Here we only discuss the approximation of the (d + 1)th
coordinate which corresponds to the jump process. Define for € > 0 the finite
activity Lévy process (Zf) with the Lévy triple (v,0,v°) where the Lévy
measure v° is defined by

V(E)=v(ENn{y: |yl > }), E € B(RY).

We consider the approximate SDE
t

Ytdﬂ’e(ac) =x+ / h(stjl’e(x))(dZ; + 7eds).
0

In this case it is clear that the order to approximation on the jumps compo-
nents is given by

E[f(Xas1,4(x))] = E[f (VT4 ()]
=t UG )~ J@) - V@) + O
By a further Taylor e_xpansion one obtains that

/ _ s b — 1) = 9 H@hE(dy)

~ D2f(x)h(x)®2/

ly|<e

ly(dy) + R / lyw(dy).

ly|<e

Therefore one sees that if ¢ > 0 is chosen so that f\y\<s ly|?v(dy) =

Ct then (H2) is satisfied with n = 1. Furthermore, the Asmussen-Rosiniski
approach [2] corresponds to the first term in the above expansion.
The verification of (H1) in this case is done in [14].

2.4.4. Approximate Small Jumps Scheme. In this section, we give an ap-
proximation scheme which uses a limited number of jumps per interval. We
assume that f\y\<1 lylv(dy) < oo. Then we further decompose the operator

Lgy1 defined in (2.6) as follows

_ rle 2,e 3,e
Lav1 =Ly, + Ly + Ly,

Ly, f(z) = Vf(z)h(z) (v / yu(dm) :

<|y|<1

126, f(z) = /|y|<€(f(fc + h(@)y) — (@) — VI (2)h()y)r(dy),

L35, f(x) = / f(@ + b)) — f(@)w(dy).

e<|y]

The operator L}ifl can be exactly generated using

t
X;fl,t =x+|v-— / yv(dy) / h (Xcllfl,s) ds.
e<|y|<1 0
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For Lifl one can use Asmussen-Rosinski (see [14]). We discuss Lz’jl.

The approximation for Lz’jl is defined as follows. Let A\, = f\y\>€ v(dy),
Ge(dy) = A1y 5.v(dy), and let Z¢ ~ G. and let 5S¢ be a Bernoulli random
variable independent of Z¢.

S3.e )z if ¢ =0,
Xair,(2) = { x+ h(x)Ze if S =1.

Lemma 2.4. Assume that |\7'P[S° = 1] — t| < Ct* then

B3] - 1@) ~ L @) < OF U flley (Lt 1ap™) [ Jalv(dy),

ly|>e

In [14] an approximation for szl with importance sampling and re-

striction on the number of jumps is proposed.

Remark 2.5. This approximate small jumps scheme has some advantages in
comparison with the Jump-size adapted discretization schemes presented in
Section 2.2. The first advantage is that in the former scheme we can control
the number of jumps needed to be simulated. This fact is important especially
in the case that it takes time to generate jump sizes. The second advantage
is that the former scheme can be applied for SDE driven by both Brownian
motion and jump processes while the latter scheme can be applied only for
SDE driven by pure jump processes.

An extension with at most two jumps per interval: Considering more
jumps per interval will give higher order approximations.

For Lgfl one can do the following: Let G¢(dy) = A7 11 y5.v(dy), A\e =
flv\>6 v(dy) and let Z§, Z5 ~ G. independent between themselves and let ST

and S5 be two independent Bernoulli random variables independent of Zf,
VAR

x if Sf =0,
X35 (@) = o+ h(z)Z5 if S =1and S5 =0
x+ h(z)Z5 + h(z+ h(x)Z§)Z5 it S =1and S5 =1.

Denote
pe :=P[ST =1 (1 +P[S; =1]),
g =P [ST =1]P[S5 =1].

Lemma 2.6. Assume that |)\;1pE — t| < Ct3 and |2/\;2q5 - t2| < Ct3 then

B [£(X300] - 1)~ TS @) - § (B 0)

2

< O || fllos (1 + |alP*) 1+</| |y|u<dy>>
Yy

|>e
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2.4.5. A Case Study. In some cases it is possible to introduce the limited
number of jumps scheme even when flylﬁl ly|v(dy) = oo. We suppose the one
dimensional case for simplicity. Let S be a subordinator (an increasing Lévy
process on R) with Lévy density p and drift vg. That is,

t e} e}
St = Bot + / / ZNS(dZa dt)a BO =75 — / Zp(Z)dZ,
0 JO 0

where Ng is a Poisson random measure on [0,00) x [0,00) with intensity
p(z)dz and

Bo >0, /000(1 A z)p(z)dz < oo. (2.9)

Let Z; = 05, + cWg, where W is a standard Brownian motion independent
of S. This is the setup in Section 2.2 in the particular case that the Lévy
process Z is a subordinate to a Brownian motion with drift. It follows from
Theorem 30.1 in [13] that Z is a Lévy process with the generating triplet
(v, A,v) defined as follows

A= 0—607
_ [T 1 (y —0t)°
v(dy) = /O NoToeT exXp ( - W)p(t)dtdy, (2.10)

°° y (y — 0t)
=0 +/ / exp ( — L2 ) p(t)dy dt.
V=0t ) Vet O LGL

Let ¢ denote the Blumenthal-Getoor index of S. That is,

1
o=inf{p >0: / 2Pp(z)dz < oo}
0

It follows from (2.9) that ¢ € [0, 1].
The Blumenthal-Getoor index plays an essential role in our approxi-

mation. The following result relates the Blumenthal-Getoor indices of S and
Z.

Lemma 2.7. The Blumenthal-Getoor index of S is o if and only if the
Blumenthal-Getoor index of Z is 2p.

Proof. Since the integral on [—1, 0] can be converted into an integral on [0, 1]
by doing a change of variable w = —y, for any « € (0, 1), we have

1
S T = R = I
— /01 dy /OOO ;J:;Qt exp ( - %) [exp (%) + exp ( — ZZ)}p(t)dt.
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Since exp ( ) + exp ( Z) > 2, we have

2 242
+ 0%t

2oy (dy) / d / ex AR PYAY T
/y|<1 ly[*“v(dy) Yy W r p( 5577 )p()

Since the integrand is non-negative, by using Fubini theorem, we have using
the change of variables z = UL\/Z’

[ Peviay

ly|<1
1 1/(evt) ) 02t

> 0020‘/ dt/ 22%e% 121% exp ( - —2>p(t)dz.
0 0 g

For each t € (0,1), one has
1/(oV1) ) /o )
/ 22024y > / 22 24y > 0,
0 0
and exp ( - %) > exp ( T) Hence,

/ ly|**v(dy) > C/ t%p(t)dt. (2.11)
lyl<1 0

On the other hand, one has

/ ly[**v(dy)
ly|<1
1 00 2a 2 2,2
Y y© + 0t Oy
<2 d - — t)dt.
o / y/ V2mo?t exp( 202t )exp (0‘2>p( )

2 [ ([+[7) Xp(_%)exp(g)p@dt.

The second term above is less than —L ( ) fl t)dt < oo while the

Vero
Y _
first term is bounded by (using again z = = \/E)

C/ a—Z/de/ t*p( dt<C/ t*p(
0

/ Iy\QQV(dy)SC(H/ tp(t)dt).
lyl<1 0

This fact together with (2.11) implies, for any « € (0, 1),

Hence

1
/ ly[**v(dy) < oo & / t*p(t)dt < oo.
lyl<1 0

This yields the desired result. O
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Remark 2.8. It follows from Lemma 2.7 that if the Blumenthal-Getoor index
p of subordinator S is bigger than 1/2, then

/| _ o) =

The following simple observation plays an important role in the next
discussion.

Lemma 2.9. Suppose that o € (0,1) and fl t)dt < oo, then

‘/ yl/(dy)‘ < o0
lyl<1

Proof. We have

[ vt
o[ o (- L o () e (- )t

Hence as e”—e™" < 2xe” for z € [0, 1] and for each 5 > 0, sup,~ zPe™® < oo,
we obtain

‘/ yV(dy)‘
lyl<1
1 oo 2 | 2,2
y y= + 077N [ly 10ly
<2 S TN e (P
- /0 dy/o Vorno2t eXp( 202t ) o exp( o2 )p(t)dt
1 00 2 | 1468/2 2
< C/ dy/ ( Y ) exp ( - y—)y“st(“l)/zp(t)dt
0 0

202t 202t
1 0
< C/ y*‘sdy/ tOFD/2 () dt < oo,
0 0

for some constant § € (20— 1,1) where C' is a positive constant that depends

on o2. d

Throughout the rest of this section, we suppose that ¢ < 1. Then we can
rewrite v = 08y + f\zl<1 av(dz). We decompose the operator Ly defined

in (2.6) by Lay1 = Ly, + L3, ,, where
Lhorf(z) == 0Boh(z) f (),
L3y, (o) = / (F(x+ h(x)y) — F(2))u(dy). (2.12)

The operator L}i 41 can be exactly generated using

t
—1 —1
XY, 1, (2) =z + 6B / WX, (2))ds,

as before. The approximation for L2 41 is defined as follows: For some
€ (0,1) which will be specified later, let H.(z) = C-'1,5.p(x), C. =
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fEOO p(x)dx and (. = fOE xp(z)dz. Furthermore let S€ be a Bernoulli random
variable with p; = P[S€ =i],i = 0,1. We define

yz,a(x) e+ h(2)((t0 + ov/(E2) if 55=0,
E T o () (Gt + U + o/ EF UEZ)  if ST =1,

where Z is a standard normal random variable and U*® is a random variable
with density function H.. We suppose that Z, U¢, S¢ and W are mutually
independent. Throughout this section we assume without loss of generality
that ¢t < 1.

We need the following auxiliary estimate.

Lemma 2.10. For any oo € (o, 1), there exists a positive constant C(og) which
does not depend on e such that for any € € (0,1),

. < Cla)' ™, (2.13)
Co= [ pleyis < Clane. (2.14)
| vanaa < clana + ), (2.15)
/0 T2 p(2)dz < Clog)eH 2, (2.16)

Proof. Because gg € (g, 1), there exists a positive constant Cy = C(gp) such
that

1
/ 2%p(z)dz < Cy.
0
Hence one has the following estimate for (.,
g € €
e :/ zp(2)dz :/ 21700220 (2)dz < 51_90/ 22 p(z)ds < Coe ~.
0 0 0

Next one has,

00 1 0 1 o ]
/ p(z)dz = / p(z)dz —|—/ p(z)dz < / (g) Op(z)dz +/ p(z)dz
€ € 1 € 1
< Cpe™ @ +/ p(z)dz < Cre™ 0,
1
where Cy = Co + [ p(z)dz < oo since £ < 1 and [ p(2)dz < co. A similar

calculation gives (2.15).
Finally, one has that as oy < %,

g 13
/ 232p(2)dz = / Z700+3/2,500 () dz < Cpe™0T3/2,
0 0

The following lemma will be used to justify condition (H2).
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Lemma 2.11. Assume that f € Cy for some p > 1, P[S® = 1] = C.t < 1
and floo 2P 2p(2)dz < oo, then for each oo € (o,1), there exists a positive
constant C'(0o) which does not depend on € and t such that

—2,&
E[f(Xy ()] = f(z) = tLa;1 ()]
< Cleo) (X + [z )| flles (t3/253(1_90)/2 +12e3/27200 4 21700 4 4B/
(2.17)

Proof. Before, we start the proof, we remind the reader the properties that
will be used repeatedly without further mention. These are: 1. supy.; ¢ <

oo and ( = 0ase—0.2. [h(z)]! <C(1+ |z|?) and 3. supy.; C-t < 1.
2,e

1) First we expand E[f(X; " (z))] — f(z). Set p; =P[S* =], i =0, 1.
Using Taylor’s expansion, one has

2,e

E[/(X? <w>)] ~ f@)
po/ F )Gt + 0+/Coty) / P (2 + uh(2)(C.t0 + o /Coty))du dy

e~y /2
+C7 p1/ () (Cetl + 0z + 0/t + zy)p(2)
></ I'(x + uh(x)(Ct0 + 0z + or/Ct + zy))dudz dy
0
= + L.

Using Taylor’s expansion again, I; becomes

e—y?/2
I =po fh(@(catew Cety) f (x)dy

1
66 5 2 d
+p0/ \/7 2)%(Cth + o/ (ty) /0 U

/ uf” (x4 uvh(z)((t0 + or/Cty))dv dy
0

=poh(x) f’(x)(0
—y*/2
+Bnay? | € \ﬁ Cto™y? " () dy

1 1
(e [ " o (0 + o/ Cly) [ [

1
/ w?v " (x + uvwh(x)((10 + o+/Coty))dw dy
0
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e—y?/2 1
() [ e (Gt0)? + 200t [
X /01 uf” (x 4+ uvh(z)((t0 + o/ ty))dv dy
=I + Lo+ L13 + L4, (2.18)

where the second equation is obtained by writing ((.t0+0+/(ty)? = o2y?(t+
((¢t0)? + 200y(¢t)?/?) and using the fact that Je ye V' 2dy = 0.
The second term I15 can be rewritten as

Iz = B2 Cto?h(a)2f" (2). (2.19)

Since f € Cf;, one can show that

1 1
1) < OGPy [P0+ )V 4y [ du [
R 0 0

x /01 w?o(1+ o) (1 -+ woP (GO + (COP/2y7) ) duwdy
C(L+ [P I f les (6.
It follows from (2.13) that
13| < Clo0) (1 + [z[PT4)|| fl| oat® 23— 20)/2,
After using a similar argument for I4, we finally get
[Lia| + [Ta] < C(00)(1+ 2P| flat® 2> me0)/2, (2.20)

Furthermore, one has

—y?/2

I :th(x)2/Rdyem /E (Gt + 0z + o/ (ot + 2y)°p / du/
x f"(x + uvh(z )(Cst9+92+a (et + 2y))dvdz

e—y2/2
+ th(x / dy (§5t0 + 0z + o/t + zy)p(z)dz.

In the first integral, we decompose ((.t0 + 0z + ov/Ct + 2y)? = ((-0)?

20:t0(02 + o/t + zy) + (02 + o/ + 2y)? to define Io1, Iy and I3; and
in the second integral, 6z together with (.t0 define I54 and Is5, respectively.

Note that, the last integral corresponding to o+/(.t + z is zero. In detail, we
write

5
= E Iy,
i=1
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where

e~ v?/2
121 = th /dy (Etﬁ / du

/ uf" (x + uvh(z)((t0 + 0z + o/t + 2y))dv dz,

e~y /2 1 1
Iss = th(x / dy 2451%)(02 + oVt + zy)p(2) / du/ u
0 0

x f(x+ uvh(az)({stﬁ +0z+ 0/t + zy))dvdz,

Iz = th(z)? Rdy67;2 (x40 Ct+ 2y)? / du/
X f"(x + uoh(z)(C40 + 0z + o/t + 2y))dv dz,
oy = th(z) f' ()8 /  p(2)dz,
and
25 = 0N @) [ pl)ds = i) (o).
We have
Iy + Ins + Iy = th(z 9/ (2.21)

Since f € C’g and o < 1, one gets

00 1 0o
/ 29p(z)dz < / zp(z)dz +/ P2 p(2)dz < oo,
€ 0 1

for all 1 < g < p + 2. Furthermore, one has

[e%s} 1
1| < CEC+a) ey [ ave™ [ o) [ au
R € 0
1
X / u(l + [z + uPoP (1 + [2|P) (tF + 2P + (/% + (Cgt)p/Q)yp))dv dz
0

< CEC+1al?)| flloy / (1+ 22)p(2)dz.
< C(1+ [2]*2) flos C-43¢2
< O(1L+ o) | flostC2.

The last inequality follows from the fact that p; = C.t < 1. It then follows
from (2.13) that

[I21] < C(00) (1 + |z[P*)| flleat®e .
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By a similar argument, one has

|Ioa| < CH2¢(1 + lep+2)||f||cg(/:o(\/5+ P )p(2)dz + \/tZ/:O p(z)dz
< OGPy (14 [ VE)d: + CVAC)
COU -+l flloy (£6 [ Vap(e)dz + (1672 +£6.).
It follows from (2.13) and (2.15) that
|[Toa| < C(L+[a|PT2) || flles (P! 700 + 17%/27200 4 3/2e3070)/2) - (2.29)

Next, by applying Taylor’s expansion for f”, one gets Io3 = 33, + 23, Where

—y?/
Inzq = th(z)?f" () / eV (9z +o/Ct+ 2y)?p(2)dz,  (2.23)

RZ\ﬁ

and

—y?/2 oo
I, = th(z)® / Z (02 + 0\/Cot + 29) (Coth + 0z + o/t + 2y)p(2)

R V27
1 1 1
></ du/ UQ’U/ " (x + vvwh(x) (0 + 02 + o/t + zy))dw dv dz dy.
0 0 0
(2.24)

2) Next, we expand L3, f(z). It follows from (2.10) and (2.12) and Taylor’s
expansion for f that

L f(a
= hla / /f (@ + uh(z du/ WeXP((yz_afj)z)p(z)dzdy
/ ; (0z + o/zy) f (z + uh(x)(0z + ov/2y))du \/1;7/_2 p(z)dzdy

- n@? | \/yz; (/ / ) 9z+0\/§y)2/0 du

X/o uf”(z 4+ uwvh(z)(0z + o/2zy))dvp(z)dz

! :C)G/OOO 2p(z)dz

=J1+ Jo+ J3,
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where the second equation follows by using an appropriate change of vari-
ables. By applying Taylor’s expansion for f”, one gets Jo = Jo1 + Jao, where

o—v?/2 1 1
Jo1 = h(x /dy \/y% (02+U\/§y)2/0 du/o wf” (z)dvp(z)dz

ey/2

= naPr'@) [ ayS = (ez+a¢zy>2p(z>dz, (2.25)

and

3 eV /2 e NENE ! '
Jag = h(z) dy (0z + o/2y) / du/ u‘v
R V2m Je 0 0

X /0 " (x + vvwh(z)(0z + ov/zy))dwdvp(z)dz. (2.26)

Next, we write (02 +0v/zy)? = 02y?2 + (022% +200y2>/?) and after applying
Taylor’s expansion for f”, we get

Yy /2 €
Ji =o2h(z)2f" (z) /R 2‘; Ty [ zp(2)d

+02h(x)3/Ry2ey/2/ /du/uv92+afy)

1
></ 1" (x + wvwh(z)(0z + ov/zy))dw dv dz dy
0
)Q/dy/ dz(622% 4 200y2%/?) p(z) ——
R Jo

1
X / uf” (x 4+ uvh(z)(0z + o/zy))dv
0
=Ju + Ji2 + Jis.

e~y /2

V2r

Using a similar argument as before, one has
. 1>
[al + ial £ O+ el fley [ 200
0

Therefore, it follows from (2.16) that
| Jia| + T3] < Clao) (1 + [P fllcse® > . (2.27)

3) Now we compare the factors ofE[f(Y?’E (z))] = f(z) and L2, f(x). First,
it follows from (2.21) that
L1+ Iss + oy = tJ3. (2.28)

And it follows from (2.19) that

1
tJi1 — o = 502p1tCeh($)2fﬁ(53)~ (2:29)
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Next, it follows from (2.23) and (2.25) that
Ipgq — tJ21

e~y /2
= th(z)*f" (z) /R 2\/7 <U2C5ty2 +200z(\/ 2 + (ct — \/E)y) p(z)dz

hence as p; = C.t it follows from the above and (2.29)

Inza + g = t(J11 + Ja1). (2.30)

Next, we compare a3, and Jag. It follows from (2.24) and (2.26) that Iag, —
tJQQ = Kl + KQ, where

K, = th(z)? / dy/ (02 + o/ (ot 4 2y)? (CtO + 0z + o/ (ot + zy)
R

(Hz+afy /du/uv

! 67y2/2 "
x = + h 0+ 0z + ot + dw dv dz,
;- " (x + wowh(x)(¢, 24+ 04/C zy))dw dv dz

e~y /2
o =th(x /dy/ 0z + ov/zy)°p /du/ dv/ dwuv

X (f”'(x + wowh(x)((t0 + 0z + o/t + zy)

— f"(x + wvwh(x) ({0 + 02 + aﬁy)))dz
We rewrite K1 = K11 + K12, where

K1, = t2C.Oh(x /dy/ (02 + o/ (ot + zy)? /du/ u?v

1 ,—y?/2
></0 e\/ﬂ " (x + wvwh(z)((t0 + 0z + o/t + 2y))dw dv dz,

and

and

Ky = th(x)3/ dy /oo (0z + o/ (ot + 2y)® — (02 + ax/gy)?’)p(z) /1 du

0

—y?/2
/ u v/ " (x + wvwh(z) ({0 + 02 + or/(t + 2y))dw dv dz.
By using a similar argument as before, we have

[Kr| £ O AP O flogGet? [ (Gt 42+ 27 2)p(e)dz

€

< O+ [2[PP2) | fllesCt? (1 + Celet)
< Cloo) (1 + [a[P* )| fllcat?e e,
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where the last inequality follows from the fact that C.t <1 and (2.13). Next,
we will estimate K15. First, we have

(02 + o/(ct + 2y)° — (02 + 0/zy)®
= oy(\/Ct+ 2 — V2) ((0z + o/t + 2y)? 4 (02 + o\/Ct + 29) (02 + o\/zy)
+ (02 + ov/zy)?)
< Cy(Viet +2 = V2) (22 + 52 +y°Cet).

Furthermore, since

> o zp(2)

< (ot / h Vzp(2)dz,
[T VAt < VG [ st = eVic,
and for all ¢ > 3/2,
/:O(m —V2)2%p(2)dz < Cst/:o 2172 p(2)dz < CCet,

we have
Kial £ O+ P g (14 €l + [ van(iz)

<O+ ol flleg (P + (G2 + 8. [ Vapta)a)
g
SO+ x| fllos (7'~ 00 + 326307 00)/2 4 263/27200) - (2.31)
where the last inequality follows from (2.13)—(2.15). Now we estimate Ko.

Since f € Cy, for any u,v € R, one has | f"”(u) — "' (v)| < Cllfllealu—v|(1+
|u|P + |v|P), hence

Kol <Cth@) ISy [ dy [ 10+ ovE UV G = VEl)
1 1 1 , eV
X du/ dv/ dwuv U
/0 0 0 V2r
X (1 + [z]? + uPoPwP (1 + |z|P) (PP + 2P + (2P/% 4 Cf:’/ztp/z)yp))dz
<Ch()"| fllest?e. / dy [ Iy ) ln(e)
1 1 1 , eV
X du/ dv/ dwu*v U
/o 0 0 V2

X (1 + [P + uPoPwP (1 + [2fP) (CP8P + 2P+ (P2 + §§/2tp/2)yp))dz.
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Therefore
Kol < CO+ P Sllogt’6. [ zp(z)a:
<O+ ) gt ™, 232)
since [ zp(z)dz < oo.

4) Finally, it follows from (2.20), (2.22), (2.27), (2.28) and (2.30)-(2.32) that
for any oo € (0,1), there exists a positive constant C(gp) which does not
depend on ¢ such that

—2,
E[f(X:"(@)] = f(z) = tLi f(2)]
< C(00)(1 _|_|9C|p+4>||f||C;1 <t3/2€3(1—go)/2 4 4223/2-200 4 42100 +t€3/2—gg),
this implies (2.17). O

Next, the parameter € should be chosen in order to obtain the best
bound in (2.17). After a simple calculation, we have the following result.

Lemma 2.12. Assume that f € Cp and [5 2PT2p(2)dz < co. For each gg €
(0,1), if we choose € = O(t'/20) and such that C.t < 1, then there exists a
positive constant C(go) which does not depend on € and t such that

E[f(X7(2)] = f(2) = tLa f(@)] < Cleo) (1 + [P )| fll o (8720 4 £3/260)),

This result shows that if e = O(t'/#°) and C.t < 1 then the analog of
(H2) will be satisfied (n = 1if p > 1/2 and n = 2 if p < 1/2). We also remark
that the fact that £ = kot!/ro together with C.t < 1 results on a choice for
KQ-.

The next lemma verifies condition (H1) which corresponds to the as-
sumption (M) in [14].

Lemma 2.13. Assume that P[S® = 1] = C.t < 1. Then for any p > 2 such
that floo 2Pp(z)dz < oo, there exist constants K and K' satisfying

E[[X,(@)]"] < (1+ Kt)a| + K't.
Proof. We first denote f(z) = |z[P and write E[f(X?(2)] — f(z) = I, + I
as in the first part of the proof of Lemma 2.11. We need to show that
|Il|+|12| Sct(1+|m|p), Vr € R.
Tt follows from (2.18) that

-y?/2
L] < tC.phlh el R
|1 | < tCpblh(x)||| averai
e—v2/2 1
+ (. — 1)h(z)? 0 +o 2/ du
Cep(p — 1)h(x) R\/ﬂ(\/c Y) ;

1
X / ulz + uvh(z) (¢t + o/ Cty) P2 dudy.
0
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Since |h(x)| < C(1+ |z|), we get

(L] < Ct¢(1 + |z]?)
< Ct(1 + [zf?),

since (. is bounded. It remains to bound I5. Since C’E_lpl =t, we have

—y%/2
I <tp / ’ (@) (Cot0 + 02 + o /ST + 2lyl)p(2)

x/ |z 4 uh(x)((t0 + 02 + o/ (ot + 2y)|P~  dudzdy.
0

And it follows from (2.13) that

|| gCt(1+|x|P)(1+/ zpp(z)dz)
< CH(1+ [a|?),

since C.t < 1 and [ 2Pp(z)dz < fol zp(z)dz + [ 2Pp(2)dz < oo. O

Finally, the rate of convergence of our scheme can be established by
following the guide in Section 2.4.2 under appropriate regularity conditions.

3. Numerical Study

In our numerical study, we concentrate on examples from three points of
view.

e Lévy measures with different values of the Blumenthal-Getoor index.

e Different types of expectations. That is, to consider the calculation of
E[f(X1)] for different functions f.

e Different types of SDE’s (different types of coefficients). In particular,
we consider oscillating type of coefficients sin(ax) for different values of
a.

In some of the cases considered, the theory provided so far does not tell us
the theoretical rate of convergence. Still, by doing the simulations one can
learn that the proposed methods still apply and points to further possible
theoretical extensions of these methods.

3.1. Example 1: Weak Approximation for an SDE Driven by a Tempered
Stable Lévy Process

Let Z be a tempered stable Lévy process with Lévy measure v defined on R
by

1 i _
v(dy) = e (cre 11, s+ c_e™ =11, o) dy.



Weak Approximations for SDE’s Driven by Lévy Processes 159

3.1.1. We consider the following one dimensional SDE
dXt = Sin(ath)dZt, XO =1.

We will estimate E[f(X1)] with f(z) = 2—2 cos(z— X)) using various schemes
mentioned in the last section.

We choose the parameter values a = 1.0, A\ = 1.0,cy = 1,7 =1
and ¢ = 0. Figures 1 and 2 present the Monte Carlo estimators and the
corresponding variances obtained by using various schemes with the jump
index Blumenthal-Getoor a = 0.1 and a = 0.9, respectively. The symbols
ES, JSAS, 1JS and 2JS stand for Euler scheme (Section 2.1), Jump size
adapted scheme (Section 2.2), One jump scheme (Section 2.4.4) and Two
jump scheme (Section 2.4.4), respectively.

In the case that these schemes use the Asmussen-Rosinski approxima-
tion for small jumps, we append in parentheses “AR” to their symbols.

In the following, we provide some detailed information about each
scheme and compute their theoretical computational costs. To be precise,
we fix the error of the estimate at a level £g and compute the expected com-
putational cost, which is needed asymptotically in order to reach this level of
error in the weak sense, with respect to 9. As usual, these calculations are
exact up to constants.

First, we remark that in any scheme, if needed, we will always use
the RK4 method (Runge-Kutta scheme of order 4) to solve the ode dxy =
sin(azy)dt (see [4]) if needed.

1. Euler scheme without AR-correction: We use the scheme presented in
page 187 [5] to generate Z. The method consists of simulating the big
jumps and replacing the small ones with their expectation.

Fixed a jump threshold level £ > 0, then we approximate Z by
a compound Poisson process Z¢ which has finite Lévy measure with
density

1
vi(Y) = —ot (C+ei/\+|y‘1y>s + 0767A7|y|1y<75)-

lyla+t

Hence Z has intensity A\. = fR 14 (y)dy, and jump size distribution
p=(z) = v°(x)/Ae. The jump size distribution can be simulated by using
the acceptance-rejection method. It has been shown in [5] that the av-
erage number of loops needed to generate one random variable tends to
1 when £ — 0. Hence the computational cost to generate Z¢ is propor-
tional to A\ = O(e~?). Therefore considering that there are t~1 time
partition points, we obtain a total cost of =1 + 7,

On the other hand, the order of convergence of this scheme is

[ lPuldy e
lyl<e
If we choose t = 2% = gy then the computational cost to reach to error

of level g is (%)1\/(“/(2*0‘)). One should remark that this computational
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cost blows up when o — 2 even if the error level gg stays constant and
sufficiently small.

. FBuler scheme with AR-correction: The increment of Z is generated as

before with a modification: we replace the small jumps by a Brownian
motion with the same local mean and variance as explained in Section
2.2.

The order of convergence of this scheme is

t+/ lylPv(dy) ~t +&37°.
lyl<e

3—«

As before, if we choose t = ¢ = g¢ then the computational cost to
1V(a/(3—a))

reach to error of level g is (1) .

JSAS without AR-correction: The approximated solution X is defined
inductively as follow: X (0) = X, and for ¢ > 0,

R(Te1=) = 0(3:(Ty — TR X(TY)),

X(Tiy) = X(Tip—) + WX (150 -)AZ(TH ).

3

For an arbitrary point ¢, we define
X(t) = 9(75(1? —m); X(m)),

where n; = sup{T7 : Tf < t}.

Although this scheme was not directly studied in [8]. The same
ideas give that the error is of the order e2~®. Therefore the computa-
tional cost to reach to error of level ¢¢ is (%)ﬁ

Now we introduce the cost for the schemes with limited number
of jumps. Recall that for these schemes, we only consider the case that

a<l1.

. JSAS with AR-correction: The computational cost is proportional to

Ae = f|y‘>5 v(dy) = O(e™®).
The order of convergence of this scheme is

0'2 _ —a
% (02 4 el) + /| I evldy) = 20
y s¢e

A

Hence, the computational cost to reach to error of level gq is
—a/(2A(3—a))

o .

1JS without AR-correction: The weak error of this scheme is pro-

portional to ¢ + €27, Therefore, the optimal choice of parameters is

t = €279 = gy. The computational cost is proportional to t~*. On the

other hand, if we choose t = k£2~%, where the positive x is small enough

such that P[S® = 1] = At < 1, then the computational cost to reach an

error of level gg is g L

1JS with AR-correction: In this case the weak error is of the order

t 4+ 37, Then the calculation of cost follows as in the previous case,

which gives a computational cost of g, !, The main difference with the

previous scheme is that fitting the side condition P[S® = 1] = At < 1
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becomes easier. In fact, we choose ¢ = (%)1/ “, where the positive k is

small enough such that P[S® = 1] = ke®* A\, = ke® flyl>6 v(dy) < 1, then
the scheme is of order 1.

. 2JS without AR-correction: The weak error is of order t? + €27 if the
side conditions stated in Lemma 2.6 are satisfied.

In this case, one needs to consider a non-regular choice of parame-
ters due to these side conditions. In fact, besides the condition that the
weak error has to be of order ¢y one also needs to have that A\t < 2.
This raises an optimization problem which one can solve easily. The
solution is to take t = ke®Y(1=2) where the positive  is small enough

such that P[S§ = 1] = A\t — /\%tz < land P[S5 =1] = QL\E)it <L

This choice gives a final computational cost of (i)%vﬁ.

. 2JS with AR-correction: In this case the optimization problem that
appeared in the previous case is simplified due to the higher weak rate
of convergence and one may choose t = k&%, where the positive & is small

2,2
enough such that P[S{ = 1] = A.t— )‘5; <landP[S5 =1] = ;2L <1,
then the scheme is of order ¢2. The computational cost to reach to error

. —1/2
of level gg is g, '~

Putting this information on a table for the case a < 1, we obtain

method | ES ES(AR) JSAS JSAS(AR)
cost et gy (c0) == 2 ’
t 52—@ 53—04 o o
T _T1 1 1
€ gg " eg e; ed
N T 1 e e
method | 1JS | 1JS(AR) 2JS | 2JS(AR)
cost | egt | (g0) 72V et ok
t g2—a e Ecv\/(lf%) e
—T— —T— —T— —T—
€ gg eg e ® eg e
N t~1 t=1 t~1 t1

From this table one can deduce that the JSAS methods have the low-
est theoretical expected computational cost while the Euler scheme methods
perform the worst.

This table assumes the general situation where one does not have infor-
mation of how to generate the increments of the Lévy process exactly.

Let us now procceed with the experimental results. The estimator and
variance of each scheme is plotted as a function of log(N') where N is the num-
bers of discretization points n between 0 and 1. The parameter \. appearing
in the JSAS method is chosen equal to N in order to allow for comparison of
computational cost.

We have decided to use this as it would seem the most natural measure
of computational time. The only case where this will differ with theoretical
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FIGURE 1. Numerical comparison of various schemes for es-
timating E[f(X7)] with o = 0.1. (Left: mean, right: variance)
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o

2 3 4 5 6 B 2 3 4 5 6 7
log(N) log(N)

FIGURE 2. Numerical comparison of various schemes for es-
timating E[f(X7)] with o = 0.9. (Left: mean, right: variance)

computational time is in the case of the Euler scheme when all jumps have
to be simulated.

For each point, we simulated 106 trajectories. In Figures 1 and 2, we see
the convergence and the variance of each estimator. The computational times
with respect to the case log(/N) = 6 are shown in Figure 3. This figure shows
that the theoretical computational estimates are not necessarily accurate at
this level and shows the difference of the constants in the asymptotic esti-
mates. For example, the increase of computational time for the Euler scheme
from a = 0.1 to @ = 0.9 is due to the increase in the number of jumps. Even
more, the fact that the JSAS schemes have a random number of partitions
seems to play an important role in the computational time. In fact, asymp-
totically speaking, the number of calculations needed is a Poisson random
variable with mean A, which behaves like a Gaussian r.v. with variance pro-
portional to A.. From this figure, we can also see the increasing dependence
of these constants with respect to the value of «.

Next, we perform the same simulation as above but with a different
value of parameter a. More precisely, we choose a = 5.0, Ay = 1.0, a =
0.9,c4 = 1,7 =1 and c¢_ = 0. The results are presented in Figures 4 and 5.

The conclusion is that in general the 1JS method is fast and gives good
results for coefficients that do not oscillate too much. This contrasts with the
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F1GURE 3. Computation time taken in the estimation of E[f(X7)]
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FIGURE 4. Numerical comparison of various schemes for es-
timating E[f(X1)] with a = 5.0. (Left: mean, right: variance)
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Ficure 5. Computation time taken in the estimation of
E[f(X1)] with respect to log(N) = 6

theoretical results shown in the previous table. This seems to be caused by
the size of the constants in the error expansions.

If the coeflicients have rapidly growing derivatives then the method
looses accuracy and one may better use the JSAS method which may be time
consuming. In between these two methods one has the 2JS method. Therefore
a practical issue is how to determine before implementing the method which
one should use and the range of applicability of each method.

3.1.2. The approximation schemes presented in Section 2 are only applicable
for smooth functions f. However, in the next simulation, we will use this
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e
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FIGURE 6. Numerical comparison of various schemes for es-
timating P[X; > 2]

scheme to estimate the probability P(X; > xg), or in other words, to estimate
the expectation E(f(X1)) with f(z) = losa,-

We choose a = 5.0, Ay =0.5, ;. =0.9,c4 =1,v=1and c_ =0. The
results are presented in Figure 6. This study reveals that one may need to
use an importance sampling method in order to improve the accuracy of the
proposed method.

3.2. Example 2: Weak Approximation for an SDE Driven by a NIG Lévy

Process

Let Z be a normal inverse Gaussian Lévy process whose characteristic func-
tion is defined by

du(u) = B(e" ) = exp { = at(/a? = (B—iu)? - V> = 57) }

where a > 0 and 8 € (—a, @) and § > 0 are parameters. The Lévy density is
given by

_ o 7 (o))
“ T

v(x)

where K is a modified Bessel function of the second kind. The NIG process
can be defined as

Y

Zy = 0Y, + oWy, (3.1)

where W is a standard Brownian motion and Y is a inverse Gaussian sub-

ordinator: a pure jump Lévy process with Lévy density p(x) = \/22?'213‘2

and therefore pg = 0.5 in this case. The parameters (o, 6, ) and (o, 8, ) are
related by

_ 1

N e = VPRl
— B4 _

0= T S B=00"2

o= 0 8 =or12,
/a2 — B2
The representation (3.1) allows to simulate exact increments of NIG process
in order to perform an Euler approximation scheme.
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Let p; be the density of Ht —|— oWy, the density of the NIG process can

be presented as v(z) = fooo pt(x)p(t)dt. We define the finite measure v, via
= [ pe( dt and then x.(x) = ”lf(—(;))
The constants Ae, Ve, 0 are computed as follows

=V (50— ()
%:0—29N(—\/§),
ot = (o) (128 (= [2)) |2 e (- )

where N(z) = r JE exp(— )da:.
We choose o = 0.5; 6 = 0.4; k = 0.6, and solve the one-dimensional
SDE
dX; = sin(aX,)dZ,,
where Z is the NIG process with drift adjusted to have E(Z;) = 0. In other
words, Zt = Z; — 0t. In this case, the values of A\ and o, are the same as

before but v, = —QHN( — \/%)

We first use the representation (3.1) to define the Euler’s scheme for
X. Besides, we also use JSAS method and 1JS method to simulate X; as
introduced in Section 2.4.5.

We now explain how to define the JSAS1 scheme (2.1)—(2.3) to simulate

Xli
1. (Tf)ien denotes jump times of a Poisson process whose intensity is
Ao, T¢ = 0.
2. (AZ (Tf))leN denotes a sequence of independent random variables whose
density is =
3. The solutlon of the ODE dX; = sin(aX;)dt is approximated using the
RK4 method.

A random variable with density /”\—i can be sampled using the following algo-
rithm:

% using the

1. Sample a random variable Y with probability density 2
acceptance-rejection method (see [5], Example 6.9).

2. Conditional on Y, sample X with law py . It means that X is sampled by
X =0Y +0vVYW’, where W' is a standard normal distributed random

variable.

Next, we use JSAS2 method introduced in Section 2.2.2 to simulate X7 .
In this setting, Q(¢) = o2h2(Y,0)(t — ).

Finally, we use 1JS(AR) method defined in Section 2.4.5 to simulate
X;. We remark that this method already incorporates the Asmussen-Rosinski
approximation in its definition. One can also do a similar computational cost
study for this case. We do not give details but only the following table.
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FIGURE 7. a = 5, f(z) = 2 — 2cos(z — Xp). Left: Mean.
Right: Variance
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FIGURE 8. a =5, f(z) = 1{y>3/2}. Left: Mean. Right: Variance
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FIGURE 9. a =5, f(z) = e®. Left: Mean. Right: Variance
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Figures 7, 8 and 9 show the Monte Carlo estimation for E[f(X;)] with
f(x) = 2 —2cos(z — Xo), f(7) = 1{z>3/2y and f(x) = e”, and the corre-
sponding variances, respectively, with a = 5.0.

Figures 10, 11 and 12 show the Monte Carlo estimation for E[f(X)]
with f(x) = 2 — 2cos(x — Xo), f(z) = lyz>3/2y and f(x) = €%, and the
corresponding variances, respectively, with a = 10.0. The computational time
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FIGURE 10. a = 10, f(z) =2 — 2cos(x — Xj). Left: Mean.
Right: Variance
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FIGURE 11. a =10, f(x) = l;>3/2). Left: Mean.
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FIGURE 12. a =10, f(x) = e*. Left: Mean. Right: Variance

167

of each method with respect to the case log(N) = 7 and Ny;c = 10° are

shown in Figure 13.

The conclusion is that, on one hand, JSAS methods have higher rates
of convergence than the other methods. On the other hand, 1JS(AR) method
defined in Section 2.4.5 is very fast and gives good results even when coeffi-

cients oscillate a lot.
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FIGURE 13. Computation time for estimating Ef(X7)

3.3. Some Conclusions

Throughout the experiments, we see that there is a big gap between theoret-
ical asymptotic values and the actual computational results. So far, one can
see that the 1JS is a fairly efficient scheme in most situations considering its
accuracy and computational time. If high accuracy is required then the JSAS
or 2JS can be used. Further studies are needed which may also incorporate
new schemes. We have striven here for generality and therefore many faster
schemes may be provided for particular situations.
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