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Abstract

This short monograph develops basic stochastic analysis—including 1t6’s formula,
Girsanov’s theorem, the Feynman—Kac formula, and results about Lévy processes
with finite-variation jump part—and select applications in the framework of Edward
Nelson’s Radically elementary probability theory [Annals of Mathematics Studies,
117, Princeton, NJ: Princeton University Press, 1987]. This approach requires
neither measure-theoretic probability theory nor functional analysis, but is based
on a rigorous, yet elementary use of unlimited natural numbers and infinitesimals.

The underlying axiomatic framework, a modest subsystem of Nelson’s Internal
Set Theory (IST) [Bulletin of the American Mathematical Society, 83(6):1165—
1198, 1977] and hence called Minimal Internal Set Theory, is truly elementary
and can be easily motivated through the incompleteness of the Peano axioms or
an ultrapower construction. (As a subsystem of IST, it is also conservative over—
and hence consistent relative to—conventional mathematics, i.e. ZFC; moreover, a
substantial fragment of it also admits an accessible relative consistency proof.)

In an excursion, the “radically elementary” approach to stochastic analysis will
be employed to provide a “radically elementary” proof of the fundamental theorems
of asset pricing. As an example for applications of Minimal Internal Set Theory
in mathematical physics, a fully rigorous “radically elementary” definition of the
Feynman path integral is proposed.

All these features recommend Minimal Internal Set Theory as a suitable frame-
work for teaching stochastic analysis to finance or physics students without previous
training in pure mathematics. The book is self-contained and written in expository
style; in particular, it assumes no prior knowledge of nonstandard analysis.

Keywords Internal Set Theory; Infinitesimals; Nonstandard analysis; [t&’s for-

mula; Girsanov’s theorem; Dynkin’s formula; Feynman—Kac formula; Lévy pro-
cesses; Fundamental theorems of asset pricing; Feynman path integral
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Preface

This work continues Edward Nelson’s programme of devising “radically elemen-
tary” approaches to analysis broadly conceived. This research agenda was initiated
by Nelson in the mid-seventies through the invention of Internal Set Theory (IST)
[59] and reached a first climax with the publication of Radically Elementary
Probability Theory, which appeared in 1987 in the Annals of Mathematics Studies
monograph series [60].

The objective of Nelson’s 1987 monograph was to make the theory of stochastic
processes (including continuous-time processes!) “readily available to anyone who
can add, multiply, and reason” (from the preface [60, p. vii]) through an elementary,
yet fully rigorous use of infinitesimals and unlimited numbers by invoking a very
modest and easily accessible fragment of nonstandard analysis. The core concepts
which make this possible are (a) the notion of a finite set with an unlimited number
of elements and (b) the notion of a positive infinitesimal number; the point is that
the employment of these concepts enables one to treat stochastic continuous-time
phenomena as stochastic processes on finite probability spaces with discrete time
lines of infinitesimal spacing.

This work extends Nelson’s elementarization even to stochastic analysis, cov-
ering topics such as stochastic integration and differentiation (It6’s formula),
change of measure (Girsanov’s theorem), the link between diffusions and semi-
elliptic partial differential equations (Dynkin’s formula, Feynman—Kac formula),
jump-diffusion processes (Lévy processes) as well as applications of stochastic
analysis in financial economics (fundamental theorems of asset pricing), financial
engineering (volatility invariance in the Black—Scholes model), and mathematical
physics (rigorous definition of the Feynman path integral).

Viewed from an axiomatic perspective, we shall follow Nelson’s example in
assuming not just the axioms of conventional mathematics (say, Zermelo—Fraenkel
set theory with Choice, ZFC) but also some elementary axioms that allow for
basic nonstandard analysis; the resulting extension of ZFC will be called Minimal
Internal Set Theory and is a subsystem of IST. Nelson [59] showed through an
elaborate set-theoretic argument that IST is a conservative extension of ZFC; in
Appendix A, we shall give a simple proof for the fact that at least a powerful

ix



X Preface

subsystem of Minimal Internal Set Theory is a conservative extension of ZFC and
hence consistent relative to ZFC. In Appendix B, the relation of Minimal Internal
Set Theory to Robinsonian nonstandard analysis is briefly discussed. The remainder
of the text, however, requires no acquaintance with model theory or any other part
of mathematical logic whatsoever.

Munich, May 2012 Frederik S. Herzberg
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Introduction

In a visionary monograph, Edward Nelson [60] has constructed the fundamental
building blocks of a “radically elementary” theory of continuous-time stochastic
processes, based on a simplified axiomatic version of nonstandard analysis, viz. a
subsystem of Internal Set Theory (IST, also introduced by Nelson one decade earlier
[59]). Nelson [60] extensively studied the Wiener process, including Donsker’s
invariance principle and Lévy’s martingale characterization of the Wiener process
(nota bene: in a single theorem [60, Theorem 18.1]), in such a “radically elemen-
tary” setting. However, he left the—significantly simpler—task of developing a
radically elementary stochastic analysis from these building blocks to others.

The first and thus far only paper on radically elementary stochastic calculus
was written by Benoit [10], who proved basic versions of both 1t6’s formula and
Girsanov’s theorem in a radically elementary setting. Benoit’s [10] main concern,
however, was the characterization of the measure induced by the Wiener walk.
van den Berg [13] has authored a finance course based on radically elementary
probability theory, but does not develop a fully fledged stochastic calculus therein.
Moreover, after the first draft of this work had been written, the author came
across the research by van den Berg and Amaro [16] who build upon Benoit’s [10]
work and link stochastic differential equations with partial differential equations—
however, within the full framework of Internal Set Theory rather than within the
framework of radically elementary probability theory, and without providing a
systematic treatment of It6 diffusions.!

IThere is, of course, also a significant body of research on stochastic integration and stochastic
differential equations within the Robinsonian framework of nonstandard analysis (based on
saturated enlargements of superstructures, cf. Robinson and Zakon [68]), starting from the seminal
work of Loeb [51] and Anderson [4]. Major contributions to this area of research include those by
Lindstrgm [45-48], Keisler [41], Hoover and Perkins [37,38], Stroyan and Bayod [74], Capinski
and Cutland [21-23], and Osswald [64]. A survey of some of the earlier results as well as a
nonstandard approach to potential theory and the theory of Dirichlet forms can be found in
the volume by Albeverio et al. [3]. The very first application of nonstandard analysis to (the
foundations of) probability theory was given by Robinson’s student Allen R. Bernstein and Frank

XV



XVi Introduction

In this book, we develop basic stochastic analysis in the framework of radically
elementary probability theory. First, we shall define (and briefly discuss) the
axiomatic system of radically elementary probability theory. This axiom system
will be a small subsystem of Nelson’s Internal Set Theory [59] and thus a moderate
extension of the conventional Zermelo—Fraenkel set theory including the Axiom
of Choice (ZFC). This new axiomatic system, henceforth referred to as Minimal
Internal Set Theory, comes in three variants of slightly different strength, viz.
minIST, minIST and minIST—, where minIST contains minIST and minIST
contains minIST™. The results of this work will only depend on minIST, and much
of radically elementary stochastic analysis can even be developed in minIST™, the
weakest of these axiom systems.

A short review of radically elementary probability theory—which is nothing
more than finite probability theory with the additional axioms of Minimal Internal
Set Theory at hand—will follow. After defining Wiener walks, Wiener processes
and recalling some important results such as the radically elementary equivalent
of Lévy’s characterization of Wiener processes (Nelson’s “de Moivre-Laplace—
Lindeberg—Feller—Wiener-Lévy—Doob—Erdés—Kac—Donsker—Prokhorov theorem”
[60, Theorem 18.1]), we will present the original contributions of this work.

These new results include radically elementary versions of the martingale
representation theorem, It6’s formula, Girsanov’s theorem, the diffusion invari-
ance principle, the Markov property of It6 diffusions, Dynkin’s formula, and the
Feynman—Kac formula. Finally, we shall propose a radically elementary theory
of Lévy processes. In addition, the book includes various excursions: a radically
elementary discussion of certain “geometric” Itd processes (Sect. 3.4 of Chap.3),
a radically elementary approach to the fundamental theorems of asset pricing
(Chap.5), a rigorous radically elementary definition of the Feynman path integral
(Chap. 8) as well as a proof of the conservativity of minIST™ as an extension of
ZFC (Appendix A). One of the excursions in this book (Chap. 8) suggests another
area of application of Minimal Internal Set Theory within mathematical physics.
We shall provide a rigorous, yet radically elementary definition of the Feynman
path integral.

Most challenging to prove among these results is the radically elementary version
of Girsanov’s theorem. Just as Lévy’s [44] classical martingale characterization
of the Wiener process is a pivotal ingredient in the classical proof of Girsanov’s
theorem [27], we shall use the aforementioned radically elementary analogue of
Lévy’s martingale characterization of the Wiener process established by Nelson [60,
Theorem 18.1]) in order to prove our radically elementary version of Girsanov’s
theorem.

The logical interdependence of the various parts of the book is as follows.
Chapter 1 (axiomatic framework), Sect.2.1 of Chap.2 (Random variables and
stochastic processes), Sect.2.3 of Chap.2 (Wiener walks), and the definitions

Wattenberg [17], not long after the appearance of Robinson’s groundbreaking monograph Non-
standard analysis [67].
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from Sect.3.1 of Chap.3 are basic and will be needed throughout this work.
The discussion of Lévy processes (Chap.9) assumes Sect.3.5 of Chap.3 (Lévy’s
characterization of Wiener processes). The proof of Girsanov’s theorem (Chap. 4)
assumes all of Chaps. 1-3, with the sole exception of Sect. 2.4 of Chap. 2 (which is
optional). In particular, none of the results in the excursions will be used elsewhere
in the text. The only exception to this rule is Sect. 3.4 of Chap.3 (the excursion
on certain “geometric” Itd processes), which will be used towards the end of
the excursion on the fundamental theorems of asset pricing (Chap.5). The brief
informal introduction to Lévy finance in Sect.9.5 of Chap.9 assumes, of course,
some familiarity with mathematical finance or financial economics, such as can be
found in Chap. 5.

Thus the logical interdependencies within this book, excluding the contents of
Chap. 4, may be visualized as follows:

Chap. 1 — Chap. 8
"
Sects. 2.1 and 2.3 of Chap. 2
"
def.s from Sect. 3.1 of Chap. 3 —>  Sect. 3.4 of Chap. 3
e \ \ N N \

Chap. 5 Chap. 6 Chap. 7 Chap. 9 end of Chap. 5
except (Lemma 5.9)

Lemma 5.9

For Chap. 4, we have the following, very simple, chart (which we only include
for the sake of completeness):

Chap. 1

=
Chap. 2 w/o Sect. 2.4

\
Chap. 3

\
Chap. 4

This work is self-contained, except for occasional references to some important
results from Nelson’s monograph [60], the content of which is fully described in
this book. These are:

* The underspill/overspill principle [60, Theorem 5.4] (see Remark 1.1)

* The radically elementary characterization of a.s. convergence [60, Theorem 7.1]
(see Remark 2.4)

e The radically elementary Radon—-Nikodym theorem [60, Theorem 8.1] (see
Remark 2.2)
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e The radically elementary Lebesgue theorem [60, Theorem 8.2] (see Remark 2.3)

e The (near) equivalence of a.s. infinitely close processes [60, Theorem 17.2] (see
Remark 2.1)

e Aradically elementary martingale inequality [60, paragraph following Theorems
11.1 and 11.2] (see Remark 2.12)

e The a.s. continuity of normalized martingales with infinitesimal increments [60,
paragraph following Theorem 13.1] (see Remark 3.5)

e The unified “de Moivre-Laplace-Lindeberg—Feller—Wiener—Lévy—Doob—
Erd6s—Kac—Donsker—Prokhorov theorem” [60, Theorem 18.1] (see Remark 3.13)

For those readers who intend to study some or all of the above results in greater
detail by consulting Nelson’s original text [60], we briefly summarize the logical
interdependencies:

(1) The radically elementary characterization of a.s. convergence [60, Theo-
rem 13.1] follows from the underspill/overspill principle [60, Theorem 5.4].
(2) The radically elementary Lebesgue theorem [60, Theorem 8.2] is a consequence
of the radically elementary versions of the Radon-Nikodym theorem [60,
Theorem 8.1] and the characterization of a.s. convergence [60, Theorem 7.1].
(3) The (near) equivalence of a.s. infinitely close processes [60, Theorem 17.2]
follows from the radically elementary Lebesgue theorem [60, Theorem 8.2].
(4) The proof of the unified “de Moivre—Laplace—Lindeberg—Feller—Wiener-Lévy—
Doob-Erdés—Kac—Donsker—Prokhorov theorem” uses the following results:

(a) The underspill/overspill principle [60, Theorem 5.4]

(b) The radically elementary Lebesgue theorem [60, Theorem 8.2]

(c) A radically elementary supermartingale inequality [60, Theorem 11.1]

(d) A continuity result for martingales [60, Theorem 13.1], which in turn
depends on the limited-fluctuation criterion [60, Theorem 12.3] and by
that means on [60, Theorem 11.1] and some upcrossing inequalities [60,
Theorem 12.1-12.2]

(e) The fact that the Lindeberg condition makes (a.s.) increments infinitesimal
[60, Theorem 14.1], which depends on the radically elementary characteri-
zation of a.s. convergence [60, Theorem 7.1]

(f) A truncation lemma for martingales satisfying the Lindeberg condition
[60, Theorem 14.3], which depends again on [60, Theorem 7.1], on [60,
Theorem 14.1] and on the underspill/overspill principle [60, Theorem 5.4]

(g) The fact that a small change of the probability measure transforms a process
into a (nearly) equivalent one [60, Theorem 17.1]

(h) The (near) equivalence of a.s. infinitely close processes [60, Theorem 17.2]

(i) The fact that near equivalence respects continuity [60, Corollary 2 to
Theorem 17.3], which depends on the underspill/overspill principle [60,
Theorem 5.4]



Chapter 1
Infinitesimal Calculus, Consistently
and Accessibly

The most important feature of Nelson’s [60] radically elementary analysis is the
discretization of the continuum. The crucial step herein is the consistent use of
infinitely large (“nonstandard”) numbers and infinitesimals, in a manner which was
first proposed by Nelson through the axiom system of Internal Set Theory [59],
motivated by the groundbreaking work of Abraham Robinson [66,67]. One decade
on, Nelson [60] introduced an even more elementary, yet still very powerful, formal
system, which we shall review presently.

1.1 An Accessible Axiom System for Infinitesimal Calculus:
Minimal Internal Set Theory

Mathematical analysis broadly conceived (including probability theory) can be
made much more intuitive if one allows for the use of infinitesimals—as engineers,
and partially also applied mathematicians, have done for centuries. A positive
infinitesimal is a number which is greater than zero, yet in some sense arbitrarily
small—viz. less than 1/2, less than 1/3, less than 1/4, less than 1/5 etc. In other
words, it is a number which is positive, yet smaller than the reciprocal of any
standard natural number—wherein, of course, the term “standard” still is in need
of being defined.

So, on the one hand, the mathematical community has known infinitesimals since
at least the days of Leibniz,! and practitioners successfully use them every day. On
the other hand, it is not immediately obvious how to give a rigorous definition of the
predicate “standard” or equivalently of the notion of an infinitesimal.

For some fascinating insights into—and some polemical comments on—the history of infinitesi-
mals, cf. e.g., Blasczcyk et al. [19].

F. S. Herzberg, Stochastic Calculus with Infinitesimals, Lecture Notes in 1
Mathematics 2067, DOI 10.1007/978-3-642-33149-7_1,
© Springer-Verlag Berlin Heidelberg 2013



2 1 Infinitesimal Calculus, Consistently and Accessibly

While there are several approaches to accomplish this, the first modern rigorous
attempt to define infinitesimals—which will serve as our first motivation—is due
to Robinson [66] with a precursor by Schmieden and Laugwitz [72]. Robinson
extended the real line with a huge number of additional elements so that it became a
real-ordered field which also contained infinitesimals and infinitely large numbers.

The technique that Robinson employed has some similarity to the construction
of the reals out of Cauchy sequences of rational numbers: (a) The new numbers
that he constructed are equivalence classes of real numbers (where the equivalence
relation is such that two sequences are equivalent if and only if they agree on a
set to which a given non-trivial {0, 1}-valued finitely-additive measure on the set
of natural numbers assigns mass 1).> (b) The arithmetical operations and the order
relation are defined element-wise (and can be verified to be well-defined). (c) The
original real numbers are embedded into the new number system as equivalence
classes of constant sequences.

On this Robinsonian account, the standard natural numbers, are images of
ordinary natural numbers under the canonical embedding. For an example of an
infinitesimal, just consider the p-equivalence class of any null sequence of real
numbers. If one considers p-equivalence classes of strictly increasing sequences
of natural numbers, one obtains infinitely large numbers, which nevertheless have
some relation to natural numbers and will therefore be called nonstandard natural
numbers.

We will not go further into the details of Robinson’s delicate construction
of which we only sketched the very basic steps. Readers who are interested in
learning more about Robinson’s nonstandard analysis and its exciting applications
are encouraged to have a look at Appendix B and the references therein. Instead

2Formally, let ;« be a map which assigns each set of natural numbers either 0 or 1 and is such that
whenever 7, J are disjoint (i.e. I N J =), u(I U J) = pu(I) + n(J) and such that there is no
natural number k such that u(/) = 1 if and only if k € [ for all /. Two infinite sequences
of real numbers (a,),, (b,), are called u-equivalent, denoted (a,), ~, (b,), if and only if
uwn : a, =b,}) = 1.1t is not difficult to show that ~, is indeed an equivalence relation.
The new numbers are then just p-equivalence classes of infinite sequences of real numbers.

31t is also not difficult to verify that the following relation and operations are well-defined. For all
sequences of real numbers (a, )., (by)n»

(@il > (b)), & p(nza, > b} =1

(@l + [B)al~, 1= @0+ bl

(@l = (Bl == [an = ba)al-,
(@), Bl = (@bl

[(a/l)/l]:L : [(l/an)n],\, ifa,, # 0 forall n

i



1.1 An Accessible Axiom System for Infinitesimal Calculus 3

we will present a simple axiom system which captures a minimal fragment of
nonstandard analysis, but is just powerful enough for our purposes of developing
a stochastic calculus with infinitesimals.

In order to simplify both the presentation of the axiom system and the later
material, we take an important, at first sight radical step: Henceforth, when we refer
to “real numbers” or to the set R, we mean (elements of) the extended number
system—which, of course, not only contains ordinary real numbers, but also other,
“nonstandard” real numbers such as infinitesimals and infinitely large numbers. If
we want to refer to the ordinary natural numbers, we will refer to them as standard
natural numbers. Otherwise, the term ‘““natural number” can refer to a standard
or nonstandard natural number, and N will be used to denote the set of all
(standard and nonstandard) natural numbers in this sense.*

With these conventions, we now introduce the following collection of axioms
and axiom schemes, which we shall henceforth refer to—for historical reasons
(see Sect.A.1 of Appendix A)—as Minimal Internal Set Theory, abbreviated
minIST’:

o All theorems® of conventional mathematics are axioms of Minimal Internal Set
Theory, even with the new interpretation of N and R.”

¢ 0 is standard.

e Foreveryn € N, if n is standard, then n + 1 is standard, too.

¢ There exists a nonstandard natural number n, i.e. some n € N which is not
standard.

YWe will hardly ever have the need to refer to standard real numbers; we will, however, often refer
to limited (standard or nonstandard) real numbers (see below).

5The name is derived from Nelson’s [59] Internal Set Theory (IST), of which even Minimal
Internal Set Theory combined with the Sequence Principle (see footnote 5 on p. 3) is only a small
subsystem, see Sect. A.1 of Appendix A. Although Nelson [62] did not state this explicitly, an
axiom system such as minIST is most probably what he had in mind when suggesting the use of
“minimal nonstandard analysis” [62, p. 30].

In his 1987 monograph on Radically elementary probability theory [60], Nelson proposes an
axiom system which enlarges minIST by the following axiom scheme:

* (Sequence Principle) If A (vy, v;) is any formula (which may involve the predicate “standard”)
with the property that for all standard natural numbers n there exists some x with 4 (7, x), then
there exists a sequence (x,),en such that 4 (n, x,,) holds for all standard n.

However, Nelson [60] only uses the Sequence Principle occasionally and conveniently marks those
results which are proved through the Sequence Principle by an asterisk; the greater part of radically
elementary probability theory—and in particular, all results from radically elementary probability
theory which we use in this book—can be developed in minIST. Again, none of the results of the
present work depend on the Sequence Principle.

SEquivalently one could write: “All axioms ...”.

"This principle is known as the Transfer Principle of nonstandard analysis. It is beyond the scope
of this book to give a rigorous justification. We only point out that the extended, nonstandard real
number system was devised to preserve very simple mathematical propositions (such as “x? > 0
for all real numbers x”’) and that by a beautiful theorem due to Los [52] this preservation property
can be shown to hold for complex mathematical propositions as well.



4 1 Infinitesimal Calculus, Consistently and Accessibly

+ (External Induction) If A(v) is any formula of the new, extended language®
such that A(0) holds and such that A(n) entails A (n + 1) for all standard n, then
A(n) readily holds for all standard n.

Unless explicitly stated otherwise, we will in this book always assume the
axioms of Minimal Internal Set Theory (minIST).}

Formulae which do not involve the predicate “standard” will be called internal,
because they can already be expressed in conventional mathematics. All other
formulae (i.e. precisely those that involve the predicate “standard”) are called
external.

Note that we have not allowed that external formulae may be used to define new
sets; violation of this rule is called illegal set formation. (Robinsonian nonstandard
analysis has methods to treat external sets, too; in that framework, these sets are no
longer “illegal”.) For example, the usual principle of mathematical induction only
pertains to internal formulae; if one wishes to prove an external formula by means
of induction, one has to apply the above axiom scheme of External Induction.

1.2 Finer Classification of the Reals: Finite vs. Limited

By the first axiom of minIST, we just inherit all results and concepts from
conventional mathematics. For instance, a set v is finite if and only if v is bijective
to {0,--- ,n — 1} for some n € N, which is then called the cardinality of v.

Now the number of elements of a finite set may be nonstandard. But any
nonstandard natural number is greater than every standard natural number,'”
which—combined with the fact that 0,1,2,3,4,..., 1000000000000, ... are all
standard—shows that nonstandard natural numbers are very large indeed, yea, in

8Thus, the formula A(v) may involve the predicate “standard”!

°In Appendix A, we shall consider an even weaker system than minIST, denoted by minIST ™,
which still allows for much of radically elementary mathematics to be developed and also admits
a simple relative consistency proof.

10This could be an instructive exercise for students interested in the foundational aspects of
minIST. By External Induction in k, one can prove for all standard k € N that if » € N and
n < k, then n is standard:

» For the base step of the External Induction, note that the only n € N with n < 0 is 0, hence
standard by an axiom of minIST.

* For the induction step of the External Induction note that whenever n € N withn < k 4 1, one
has

(1) eithern < k,in which case n is standard by induction hypothesis of the External Induction,
(2) orn = k + 1, whence n again is standard (as k is standard and successors of standard
natural numbers are standard by another axiom of minIST).

Thus, there can be no pair of a nonstandard n € N and a standard k such that one would have
n < k. Hence nonstandard natural numbers are always greater than all standard natural numbers.
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some sense unlimited. In particular, finite probability spaces can have an unlimited
number of elements and thus be very rich.

Any real number x which satisfies |x| < k for some standard k is called limited
(denoted |x| <« o0), and any real number which is not limited is called unlimited
(denoted |x| ~ o0). Any real number x which satisfies |x| < % for all standard
k # 0 is called infinitesimal (denoted x ~ 0). In particular, for every nonstandard
n, the reciprocal % is a strictly positive infinitesimal. Given x, y € R, we write:

e x =~ yif and only if x — y is infinitesimal,
e x K yifandonlyifboth x < yandx % y,
e xZIyifandonlyifx < yorx >~ y.

Remark 1.1 (Underspill and Overspill Principles). In minIST, one can prove (cf.
Nelson [60, Theorem 5.4, p. 18]) that there are no sets which would consist of
either

¢ all the standard natural numbers, or

¢ all the nonstandard natural numbers, or
e all the limited reals, or

¢ all the unlimited reals, or

¢ all the infinitesimal reals.

This allows, for example, for the following proof principles. Let A(x) be an internal
formula.

e Underspill in N. If A(n) holds for all nonstandard n € N, then also for some
standard n € N.

e Overspill in R. If A(x) holds for all infinitesimal x € R, then also for some
non-infinitesimal x € R.



Chapter 2
Radically Elementary Probability Theory

2.1 Random Variables and Stochastic Processes

The expressive power of minIST comes from the fact that it allows for the notions
of

 finite sets with unlimited cardinality, and
* finite subsets of the reals whose distance is at most an infinitesimal from every
point in some non-empty open interval.

In particular, there exist—in minIST and even some of its subsystems'—finite
probability spaces with a sample space €2 of unlimited cardinality, and every
compact interval [fg, ;] allows for a discrete, finite subset T’ of infinitesimal spacing.
The Cartesian product 2 x T’ of such sets will still be a finite set. Radically
elementary probability theory approaches continuous-time random phenomena
using discrete, finite methods by studying stochastic processes £ : @ x TV — R.

For the rest of this book, we fix a finite set 2. Unless stated otherwise, P
will denote a probability measure on the power-set of Q. A (real-valued) random
variable is a map x :  — R. The expectation operator with respect to P will be
denoted by E”, or just E, if no ambiguity can arise. Similarly, the variance operator
with respect to P will be denoted by Var”, or just Var, if no ambiguity can arise.
Since 2 is finite, E[x] and Var[x] are well-defined for all random variables x.

Let A(w) be a formula (internal or external). We shall say that A holds almost
surely with respect to P (abbreviated P-a.s. A or a.s. A where no ambiguity can arise)
or A holds for P-almost every @ € Q2 (abbreviated A(w) for P-a.e. € Q or just
A(w) for a.e. € Q) if and only if for all & > 0 there exists some N C Q such
that P(N) < e whilst A(w) holds for all w € N. Moreover, if A4 is internal, then we
define the event { A} by

{A} ={w e Q : A(w)},

"'Such as the system minIST™ discussed in Appendix A.

F. S. Herzberg, Stochastic Calculus with Infinitesimals, Lecture Notes in 7
Mathematics 2067, DOI 10.1007/978-3-642-33149-7_2,
© Springer-Verlag Berlin Heidelberg 2013
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and one can show that P {4} ~ 1 if and only if a.s. A.> Again for any internal
formula A(w), we shall say that A with P-probability 1 or just A if and only if
P{A}=1.

We fix a nonstandard natural number N, and we put

1 N -1 1
T:=4{0,—,...,—,1;, dr := —.
N N N
The normalized counting measure on the power-set of the time line will be denoted
v
card(/)  card([)
card(T) N +1°

Given an arbitrary p > 0, the term O ((d¢)?) denotes a random variable x such that
ﬁ is limited, and the term o ((d#)”) denotes a random variable x such that ﬁ ~
0. (This is the radically elementary analogue of Landau’s O and o.)

In this setting, a (real-valued) stochastic process is amap & : T — R for some
T’ such that T" = T N [tp, 1] for some t9,¢; € T. For any such stochastic process

£: T — R%, we put

VICT v()=

Vi e T\ {t} dé(r) == &(r + dr) — £(p).

Through a slight abuse of notation, one can also view ¢ as a random, real-valued
trajectory (or sample path), i.e. as a map @ — RY, & (&(t)(w)),ey so that

£(w)(t) = £(t)(w). The set
Ag = {E@) : 0 e QyCR"

is a finite subset of RY', the set of trajectories of &.

Given a stochastic process &, a trajectory A € A¢ is said to be (nearly) continuous
if and only if for all 5,7 € T’, one has A(s)(w) >~ A(t)(w) whenever s ~ . A
stochastic process £ is called P-a.s. continuous if and only if for P-a.e. € Q, the
trajectory £ (w) is continuous.

We will often exploit the fact that every stochastic process & is uniquely
determined by £ (fp) and d§ (and trivially vice versa), as is evident from the
telescoping sum identity

2 Proving this could be a useful exercise for students. If P {4} = 1, then clearly a.s. A (simply
choose N = Q \ {A4}). Conversely, if a.s. A, then the set

M={neN:3INCQPWN)<1/n&Q\{A} C N)}

contains all standard elements of N. Since there is no set which consists of all standard
natural numbers (see Remark 1.1), M must contain some nonstandard n, € N, too. But then,
P(Q\{A}) <1/ng=~0,s0 P{A} >~ 1.
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VseT &) —§) = ) ).

fp<t<s

Let now A C RT be finite. A functionalon Aisamap F': A - R If A €T A
for a stochastic process £ : T — R% and F is a functional on A, then F(£) is
defined as the random variable

o = F(§)(w) := F () = F (O (@)er) -

A functional F on A is called

e continuous if and only if

FA) =~ F(p)

forall A, u € A which satisfy A(¢) >~ u(¢) forall ¢ € T,
* limited if and only if F(A) is limited forall A € A.

Two stochastic processes £, 7 : T — R are called nearly equivalent if and only
if £ [F(§)] @ E [F(n)] for all limited continuous functionals ' on Az U A,,.

Remark 2.1. Nelson [60, Theorem 17.2, p. 73] has shown that two processes & and
n are already nearly equivalentif a.s. Vi € T &£(¢) >~ n(¢).

2.2 Integrability and Limitedness

Recall that given any event A C 2, the indicator function of A is defined as

I, weAd
1 Q 0,1}, ’ T
RIS

Likewise, whenever I C T, the indicator function of T is the function

1, tel
: T 0,1}, t ’ T
X1 —1{0,1} = { 0, 1l
With this definition, a random variable x is L'(P) or integrable if and only if
E [|x]X{jx|>a3] = O for all positive unlimited a, and x is L?(P) or integrable of
p-th order (for any p > 0) if and only if |x|” is L' (P). The real number E [|x|?] is
called the p-th moment of x.

Remark 2.2. The radically elementary Radon—Nikodym theorem (cf. Nelson [60,
Theorem 8.1, p. 30]; [62, Theorem 4]) says that a random variable x is Ll(P) if
and only if E [|x]|] is limited and E [|x|xa] =~ 0 holds for all events M < Q with
P(M) ~0.
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Remark 2.3. 1If x and y are two L'(P) random variables such that x ~ y a.s., then
by the radically elementary Lebesgue theorem (cf. Nelson [60, Theorem 8.2, p. 31])
E[x] ~ E[y].

The proof uses the radically elementary Radon—Nikodym theorem (Remark 2.2)
and the following fact, which is interesting in its own right and whose proof uses
underspill/overspill:

Remark 2.4. For any random variable z, the following are equivalent:

e z~0a.s.
e ForallA > 0, P {|z] = A} ~ 0.
* There exists some ¢ >~ 0 such that P {|z| > ¢} >~ 0.

(cf. Nelson [60, Theorem 7.1]).
It is easy to prove a converse of the radically elementary Lebesgue theorem:
Theorem 2.5. Let x : 2 — R If E [|x|] >~ O, then x >~ 0 P-almost surely.

Proof. For all standard n € N, one has

1 1 1
=Pilx| == < E[x]] = =,
n n n

hence by overspill/underspill, there exists some nonstandard n» € N such that

1 1
RS
n

n

Obviously x >~ 0on Q \ {|x| > 1} and P {|x| > 1} < e forall & > 0. O

n

For the special case Q2 = T \ {7} and P = v, this reads:

Theorem 2.6. Ler f : T\ {T} — R If [} | f(t)|dt ~ 0, then f(t) ~ O for
v-almost every t.

As a corollary to these theorems, one arrives at:

Theorem 2.7. Let£: Q x T\ {T} — R IfE [fOT E(0)] dt] ~ 0, then for P-a.e.
w e Qandv-ae t € T\{T}, £(t)(w) ~ 0.

If a random variable is L!(P), then also a.s. limited. This can easily be shown
through an application of the underspill proof principle (see Remark 1.1):

Remark 2.8. If x is L' (P), then a.s. x is limited.
Proof. Let x is L'(P) and fix £ > 0. Then for every nonstandard n € N,

n P {|x| > n} < E [|x]xgx>n] = 0.
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whence the formula
nP{x|>n}<e

holds for all nonstandard natural numbers n. However, the set of such n cannot equal
N (see Remark 1.1), therefore it must also contain a standard n.. Hence the event
N = {|x| > n.} has probability < ¢ while x is limited on € \ N,. Since ¢ > 0 was
arbitrary, x is a.s. limited. O

Finally, we have the following simple sufficient condition for integrability, due
to Nelson (personal communication):

Remark 2.9. For all p > ¢ > 0 and every random variable x, if E [|x|?] < oo and
% < 1, then x is L1(P).

Proof. Let p > g > 0 with % <« 1 and suppose E [|x|?] < oo. The function

7+ zP/% is convex on R. (its second derivative being z > 5 (5 — 1) P12 5 ),

hence by Jensen’s inequality
E[lx|)"" < E [lx|"] < ce.

Moreover, for all M C Q with P(M) =~ 0, the Holder inequality yields

q pya/p =7 i
Ellx|"xm] = ENxI"1"P E | xu
= E[|x|P)/? P(M)'74/? ~ 0,

Hence, by Nelson’s Radon-Nikodym theorem (see Remark 2.2), | x| is L'(P) and
thus x is L' (P). O

For stochastic processes, there are several notions of limitedness. A stochastic
process 7 is said to be limited if and only if n(¢) is limited for all t € T (with
P-probability 1).

Remark 2.10. A stochastic process 7 is limited if and only if there exists a limited
real number C such that max;er |7(¢)| < C (with P-probability 1).

Proof. Since © and T are finite (though possibly of unlimited cardinality), the
maximum

C:= max max In(@)(@)| xipiy-0r(@)

is well-defined. It will be a limited real if and only if 7 is limited. Moreover,
maxser |n(t)] < C with P-probability 1 by definition. O

Definition 2.11. A process §¢ = (£(7)),cy is called a.s. limited if and only if a.s.
max; e |£(f)] is limited. (Because T’ is finite, this is equivalent to asserting that a.s.
forallz € T/, £(¢) is limited.)
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The notions of independence, filtrations, conditional expectations, and martin-
gales are inherited from conventional mathematics. Note, however, that (2, P) is
a finite probability space and that therefore, one only needs the concepts of finite
probability theory; radically elementary stochastic calculus does not require any
measure theory.

For example:

* An algebra of random variables is a subset A of R containing all the constant
maps from €2 to R and such that forall x,y € A, alsox + y € Aand xy € A.
Let A be an algebra of random variables. An atom of A is a maximal subset A
of Q2 such that all elements of A are constant on A. One can show that A equals
the set of all random variables which are constant on each of the atoms of A
(cf. Nelson [60, p. 6]). A random variable is called A-measurable if and only
if it is an element of A. A subset of 2 is called A-measurable if and only if
its characteristic function is A-measurable. The orthogonal projection operator
R® — A is denoted E[-|A] and called conditional expectation with respect to A.

e Letxy,...,X, berandom variables, and let A be the smallest algebra containing
X1,..., Xy (the algebra generated by xy, ..., x,). Then, for every x € A, there
exists some function f : R” — R such that

x(@) = f (x1(®)..... xu(@))

forall w € Q.

* A filtration is a family (G;),e such that G, € G, whenever ¢ < s and each G; is
an algebra of random variables.

* Let (G;),er be afiltration. We say that a stochastic process & is G-adapted if and
only if £(¢) is G,-measurable for all 1 € T. A stochastic process £ is called a
(G, P)-supermartingale if and only if £ is G-adapted and

E[&(1)| Gs] < E&(s)

(with P-probability 1) for all 5,7 € T with s < ¢. A (G, P)-supermartingale is
simply called a supermartingale where no ambiguity as to § or P can arise. A
process £ is a submartingale if and only if —£ is a supermartingale, and it is a
martingale if and only if it is both a supermartingale and a submartingale.

* A G-adapted stochastic process £ is a martingaleif and only if £ [£(z + dt)| G,] =
£(t) forallt € T\ {1}, in other words, if £ [dé(¢)| G;] = Oforallz € T\ {1}.

e The random variables £(#), ... of a process (£(¢)),cp are independent if and
only if

Pig=2=[]PEEO =20}

teT’

for all trajectories A : T — R of &.

All results from finite probability theory are directly inherited, since our axiom
system is a simple extension of conventional mathematics.
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A criterion for the a.s. limitedness of martingales can be deduced from the
following martingale inequality (again due to Nelson [60]):

Remark 2.12. 1t & = (£(t)),er 18 a super- or submartingale, then for all A € R,

2
P{gg@@—f@»zx}stnan—smm.
(Cf. Nelson [60, Theorem 11.1].) If £ = (§(¢)), ey is @ martingale, then for all A €
R>0,
1
P {maXIE(Z) —§(0)] = /\} = S E[E(1) - £0)].
teT A
(Cf. Nelson [60, remark after Theorem 11.2].)

Corollary 2.13. If £ = (§(t)),er is a supermartingale or submartingale with
limited £(0) and limited E [|E(1) — £(0)|], then & is a.s. limited.

Proof. Let e > 0, let k be the limited real

kzéEnan—smm,

and consider the event N = {max,er |£(¢) — &(0)| > k}. Then, by Remark 2.12
applied to A = k, one has P(N) < ¢, whilst

max |£(1)| = [£(0)] + max [£() = £O)] < [§O)] + &

on 2\ N. O

2.3  Wiener Walks and Wiener Processes

Now we introduce a fundamental object of radically elementary probability theory
and stochastic calculus: the radically elementary analogue of N. Wiener’s process.
A Wiener walk on (2, P) is a process W = (W(t)),r such that

« W(0) =0,
e dW(0),...,dW(1 — dt) are independent, and
e forallz e T\ {1},

P {dW(z) - JE} — P {dW(t) - —\/E} - %

A stochastic process is called a (near) Wiener process on (€2, P) if and only if it
is nearly equivalent to some Wiener walk on (£2, P). It is worthwhile to note that
any Wiener process allows for a strong approximation by a Wiener walk through a
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coupling construction (cf. Lawler [43, Sects. 7.5, 7.6]). Note that a Wiener process
& does not necessarily have to be exactly a martingale; if it is a martingale, & will be
called a Wiener martingale.

Remark 2.14. 1f £ is a Wiener process, then £(1) is L?(P).

Proof. In the first part of his proof of the radically elementary analogue of Wiener’s
characterization, Nelson [60, Proof of Theorem 18.1, part (i)=>(ii), p. 76] shows
exactly this. O

Remark 2.15. Clearly, one can choose a finite probability space (€2, P) in such a
way that there exists a Wiener walk (and hence a Wiener process) on (€2, P): Simply
let @ = {£+/dr}T™\1} let P be the uniform distribution on €, and let

VseT W)=Y x(),

1<s

wherein 77(¢) : {£/dr}™B - {£/dr}, forany r € T\ {1}, is the projection onto
the ¢-th Cartesian factor in {£+/d7}™!. Since P =Q,eny Po if Py denotes the
uniform distribution on {4+/d}, it is obvious that the W thus defined is a Wiener
walk on (2, P).?

In all that follows, we assume that W is a Wiener walk on (€2, P).
In a similar spirit, one can define a radically elementary analogue of Poisson’s
process. A Poisson walk on (2, P) is a process { = ({(t)),er such that

* £(0) =0,
e d¢(0),...,d¢(1 —dr) are independent, and
e forallz e T\ {1},

Plde(t)=0'=1—dr, PLde(r)=1= %dr, Plde(r) = -1} = %dt.

Remark 2.16. Again, it is easy to construct a finite probability space (€2, P) in such
a way that there exists a Poisson walk on (2, P): Let Q = {—1,0, 1}™M! let P,
be a probability measure on {—1, 0, 1} defined by

1 1
Py{—1} = Edt’ Py{0} =1—dr, Py{l} = Edt’
let P be the product measure P =®, (13 Po, and let

VseT L) =) =)

1<s

3In Robinsonian nonstandard analysis, this Wiener walk is known as Anderson’s [4] construction
of the Wiener process.
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wherein 7(f) : {1,0,1}™1 — {—1,0,1}, for any r € T\ {1}, is the projection
onto the ¢-th Cartesian factor in {—1,0, I}T\{l} . Clearly then, ¢ will be a Poisson
walk on (22, P).#

2.4 Distribution of the Wiener Walk

Benoit [10, Proposition 4.2.1] has given an elementary proof which shows that a
Wiener walk at time ¢ has essentially a Gaussian normal distribution with mean
zero and variance ¢:

Lemma 2.17 (Distribution of the Wiener walk). For anyn € NN [0, 1/dt] and
everyk € ZN [—n,n],

27"n!
(T

hence for all limited x € Rand allt € T witht > 0,

P {W(ndt) :kx/E} -

2/dr 2

The first, exact equation in this lemma is just elementary combinatorics. In order
to obtain the approximate formula, Benoit [10, pp. 73-74] approximates—for x =
k+/dt and t = n dt—the binomial coefficients by means of the infinitesimal Stirling
formula

Plo— Vo =wo <x+Var, (xz)
P .
Tt

2t

Vli>~o0 Je~0 =0+ s)ﬁée_é«/Zx/Zn
(cf. van den Berg [11, Sect. 8.4.2, p. 1801),> which is tantamount to

In(27)

1
Vi~oc0 Fe~0 ln(ﬁ!):(é—i—z)lnﬁ—ﬁ—i—

and can be appliedto{ = n,{ = n+kand{ = n—k sincen = t/dt >~ oo
andk/n = Jdr x /t >~ 0 (ast > 0and x is limited); from there, the second-order
Taylor expansion of the logarithm function yields the result.

“In Robinsonian nonstandard analysis, this Poisson walk is known as Loeb’s [51] construction of
the Poisson process.

3One should note that this infinitesimal version of Stirling’s formula can also be proved in radically
elementary probability theory, cf. van den Berg [11, last paragraph on p. 172].
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2.5 Integrability and Limited Paths of the Wiener Walk

In Chap.4, we shall present radically elementary versions of both Girsanov’s
theorem and the diffusion invariance principle. Because the density in Girsanov’s
theorem involves the exponential of W, it will be helpful to know that exp(W) is
integrable of any limited order.

Remark 2.18. exp (W(s)) is L?(P) for all s € T and every limited p > 0.
Proof. Lets € T. Since W(s) = W(s) — W(0) = >_,_ dW(r), we have

E [exp (W(s))zP] =FE |:exp (Zp ZdW(l))] =F |:l—[ exp (2de(t)):| ,

r<s 1<s

and since the increments dW(0),...,dW(s — d¢) of W are independent and
identically distributed, we deduce

E [exp W)™ | = [T E lexp @pdW ()] = E lexp @paW ()" . 2.1)

r<s

Since p was assumed to be limited, a first-order Taylor expansion of exp yields the
existence of limited numbers a, b such that

exp(2p/dr) =1+ 2p/dr + adt, exp(—2p+/di) = 1 —2p~/dr + bdr.
Hence, exploiting that exp(x) = Yz, x¥/k! > 1 + x for all x € Rso,

exp(2p~/dt) + exp(—2p+/dr) 14 a+ bdt
2 B 2

b b
<1+ |a-; |dt fexp('a; |dt)

E [exp (2pdW(0))] =

and therefore by Eq. (2.1),

s/dt
E [exp (W(s))zP] < exp (m—;bldt) = exp (@) .

Since a, b are limited, we arrive at
E [exp(W(s))zp] <« oo. 2.2)

Combining estimate (2.2) with Remark 2.9, we obtain that exp (W(s))? =
exp (pW(s)) is L' (P), hence exp (W(s)) is L?(P). O
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To know that the exponential of the Wiener walk is L' at any time, also means
that IV is always a.s. limited at all times.

Corollary 2.19. W is a.s. limited.

Proof. Due to the Nelson’s Radon—-Nikodym theorem (Remark 2.2) and the pre-
vious Remark 2.18, we see that E [exp (W(1))] is limited. Since e* = Y &

n=0 W
and thus 2e* > x? for all x € R, we conclude that E [|W(1)|2] is limited. By

the Cauchy—Schwarz inequality, this means that E [|W(1)]] is limited. Therefore,
Corollary 2.13 shows that W is a.s. limited. O



Chapter 3
Radically Elementary Stochastic Integrals

3.1 Martingales and It6 Integrals

For any two processes &, 1, the stochastic integral of n with respect to & is the
process [ ndé defined by

[ nae = [ oz = s

1<s

forall s € T. Note thatd(¢) =t +df—¢t =dt forall t € T\{1}, whence for the process
id = (t),er we have [ ndid = [ n(t)d(t) = [, n(r)dt. (Since the radically
elementary approach to stochastic processes does not use conventional Riemann
integrals, there is no danger of confusion attached to the notation fos n(t)de.)

Note that since 2 and T are finite, the expectation operator E and the finite
integral [ -dr always commute.

Theorem 3.1. Let (G;),crp be afiltration. A process m is a (G, P)-martingale if and
only if [ ndm is a (G, P)-martingale for all 5-adapted m.

Proof. The constant deterministic process (1);er is clearly adapted and m can be
written as m = [ 1dm.
Conversely, suppose m is a martingale and let  be G-adapted. Then for all ¢ €
T\ {1},
E [n(1)dm()| §;] = n(@) E [dm(1)| 5] = 0,
———

=0
so [ ndm is indeed a (G, P)-martingale. ]
Stochastic integrals with respect to W are also called 116 integrals. A martingale

with respect to I = (J;), ¢y (the filtration generated by W) is just an It integral of
some adapted process, and vice versa:

F. S. Herzberg, Stochastic Calculus with Infinitesimals, Lecture Notes in 19
Mathematics 2067, DOI 10.1007/978-3-642-33149-7_3,
© Springer-Verlag Berlin Heidelberg 2013
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Theorem 3.2 (Martingale representation theorem and converse). A stochastic
process (m;),cr is an (F, P)-martingale if and only if there exists a unique
F-adapted process ¢ = (¢1),er\q1y Such that for all s € T,

m(s) = m(0) +/O ¢ (t)dW(t).

E ||m(s) 2\ is limited forall s € T ifand only if E ! (t)?| dt | is limited.
[Im )| | if and only if E [ [y |6

Proof. First, let m be a martingale. Let r € T \ {1}. Since m is F-adapted, dm () is
F; +4:-measurable and therefore, there is some f : R’ /dt+1 _5 R such that

dm(t)(w) = f(@dW(0)(w),...,dW(t)(w))

for all w € Q2. Therefore, exploiting that W has independent increments, each with

8@4%3_@
2

distribution , we obtain

E [dm(1)] 5]
= E[/ (aW(O).....dW (t = d1) VT ) gy i)

7]

VE [f (AWO). ... dW (¢ = dr), ~Ar) st gt

7]

— 7 (dW(O), AW —dp), JE) P {dW(r) - JE}
+f (dW(O), AW —dp), —JE) P {dW(r) - —JE}
- %f (dW(O),...,dW(z—dz),«/E)
+%f (dW(O), L dW (e —dp), —«/E)
Since m is a martingale, E [dm(r)| %] = 0, hence
f (dW(O), AW —dp), JE)
——f (dW(O),...,dW(z—dr),—«/E).

Defining
9() = f (dW(O),...,dW (t —dr), \/E) :
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we get

dm(t) = f (dW(O), o AW = dn) VAT Ay i)
+f (dW(O), AW —dr), —«/5) Xtawio=—a)
= £ (aW().....dW (¢ = 1), V) xgaprm vy
—f (dW(O), o dW (= d0) VA K= vy

= 0O X awiy=varr — VO X fawiy=—ar}
= 9(1)dW(r)/dt.

By definition, 9 (¢) is F,-measurable. Hence, if we define ¢ (1) = 9 (r)/~/dt, it is
also F,-measurable and
dm(t) = ¢ ()dW(1).

Since ¢ was arbitrary, this holds for any ¢, and yields, after writing m(s) — m(0) as
a telescoping sum,

m(s) = m(0) + Y _dm(r) = m(0) + Y _ p()dW(1).

t<s t<s

If there were another process ¢ = (¢) such that [ ¢dW = m = [¢dW,

then forallz € T \ {1},

teT\{1}

P()AW (1) = dm(t) = $(t)dW(t),

whence ¢(1) = ¢(¢) since dW(r) = +£+/dt # 0, therefore ¢ = ¢, proving the
uniqueness of ¢.

Conversely, suppose m(s) = m(0) + [, ¢(1)dW(t) for all s € T for some
JF-adapted ¢. The definition of the stochastic integral and the F-adaptedness of W
imply that m is F-adapted. It remains to be shown that E [dm(¢)|F,] = O for all
t € T\ {1}. This is straightforward:

Eldm()|F] = E[¢@)dW ()| F:] = ¢ E[dW ()| Fi] = ¢(1) E[dW(@)].

=0

By the It6 isometry (Lemma 3.4), one has

E [|m(s)|2] =E UO ¢(1)?| dt} :
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and the right-hand side is monotonely increasing in s. Hence, E [|m(s) |2] is limited
forall s € Tif and only if E [ [ |¢(1)?| dz] is. O

Definition 3.3. A stochastic process § = (§(t)),cr is called a normalized martin-
gale (or just normalized) if and only if

vieT\{l}  E[d®)|F]=0.  E[WE0)’|F]=dr

The Wiener walk W, for example, is normalized.

Lemma 3.4 (Radically elementary Ito isometry). Let m be a normalized mar-
tingale and n be an F-adapted stochastic process. Then for all s,v € T with s > v,

2 s
E[ :ﬂ} =E U n(t)>de 5’0]

s 2
/ p(0)dm (1)

n(t)dm(z)

Proof.

N 2
E [ CFU} =E (Z n(t)dm(t)) Fy

=2 Y E@dm@On@dm@)|F,]+ Y E[n@)dm)*|F,]

=2 Y E[E[n@)dm()n(udmw)| F,]| F.]

+ > E[E[n@)dm)*| 5] F.]

VI<s

=2 Y E[nE [dm(t)| ] nw)dm )| F,)

v=u<t<s

+ Y E[n@)E [dm()*|F.]| 5]

v=<t<s
=0+ Y E[n@)’d|F,] = E[ > 0 s—z}
v<t<s v<t<s

=E U n(t)*dt

7]
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Remark 3.5. Nelson [60, deliberations following Theorem 13.1, p. 55] has shown
that if m is a normalized martingale such that dm(¢) is infinitesimal for all ¢ €
T\ {1}, then m is P-a.s. continuous.

3.2 Radically Elementary It6 Processes

An Itd process is essentially an It6 integral plus an absolutely continuous process.

Definition 3.6. Let W be a Wiener process, let £(0) € R, and let . = (W) rer\i1y
and o = (0(7)),er\(13 be two F-adapted processes. A stochastic process § is called

an Ité process on (2, P) with respect to W and with drift coefficient i, diffusion
coefficient o and initial value £ (0) if and only if

60 = €0+ [ par+ [ awaive
forall s € T. The equation
VieT\ {1} d&@t) = u(t)dt +o(t)dW (1)

is called the stochastic differential equation solved by &.

The representation of an Itd process in the form § = £(0) + [ u(r)dr +
[ o(t)dW(r) is called It6 decomposition. Under certain assumptions, the Itd decom-
position is essentially unique. We give a proof under fairly restrictive assumptions
(recall that v denotes the normalized counting measure on T \ {7'}):

Theorem 3.7 (Uniqueness of the Ito decomposition). Let i, 1, 01,0, be F-
adapted processes. Suppose for allt € T \ {1}, we have

wi()dr + oy (AW () = pa(r)dr + o2(t)dW(t) + R (t +dr) (d0)*?  (3.1)

for some R(t +dt) suchthat E [ fol R(t +dt)2dt] is limited." Assume E[ fol |1 (t)—
,uz(t)|2dt] is limited. Then for P-a.e. w € Q andv-a.e.t € T \ {1},

o1()(@) = o) (@),  m@) (@) = p(r) ().

Proof. Put u = 1 — 1y and 0 = o] — 0. We need to verify that for P-a.e. v € Q
andv-a.e.t € T\ {1},0(t)(w) ~ 0 >~ u(t)(w).

'We denote this random variable by R (¢ + dt) rather than R (¢) because it is Jt4:-measurable,
but in general not J;-measurable.
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For this purpose, first note that by definition of © and o and by the assumption
(3.1) in the Theorem, we have forall ¢ € T \ {1},

wu()dr = o(t)dW(t) + R (t +dr) (dr)*/%. (3.2)

Squaring both sides of this equality and afterwards rearranging terms yields
w(®)2(dr)> — R(t +dr)* (dr)® — 2R (t +dr) (dr)>2dW(r) = o(t)2dr, hence
(dropping nonnegative terms and using the triangle inequality)

* 2 _ * 2
E [/O o(t) dt:| _/O E[o(t)*]de

=Y E[u@®)?] @) =) E[R(t +dr)*] (dt)’

1<s 1<s

—2) E[R(t + dt) dW(1)] (dr)*/?

r<s

< D E[p@)?] (@) =2 E[R(t + dr) dW ()] (dr)*?
< Y E[u®)?] @)’

1<s

+2) |E[R (1 + dt) dW(@)]| (de)*/.

r<s

However, the last expression can be estimated, due to Jensen’s inequality, as follows:

172
|E[R(t +dr)dW()]| < E [R (t + dt)zdt] :

so we actually have shown that

E [/Oso(t)zdt:| <E [/0 ,u(t)zdt:| dt (3.3)

+2)° (E [R  + dt)z] dz)l/2 ()2,

t<s

In order to further simplify the right-hand side, we apply Jensen’s inequality again
(this time for the average on T N [0, 5) as expectation operator):

3 (E [R ¢+ dt)z] dz)l/2

1<s

— card (T N [0, 5)) Wln[os)) 3 (E [R  + dz)z] dt) 2

t<s
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12
< card (T n [O,S)) (m ZE [R (t + dt)z] df)

1<s

s 1/2
= card (T N [0,5))"/? E [/ R (1 +dr)? dt} )
0
Inserting this into Eq.(3.3) and exploiting that card (T N [0,5)) = s/df < 1/dt,
hence card (T N [0, 5))"/? = (dr)~"/2, we conclude that

1/2

E [/Osa(t)zdt:| <E Uol ,u(t)zdt:| dt +2E Uol R (t 4 dr)* dt:| dr.

However, by assumption, both £ [ fol R(t + dr)? dt] and E [ fol ,u(t)zdt] are lim-
ited, whence

N 2 _ N
E UO o) dt:| = O(dr) ~ 0.

This entails that for P-ae. o € Q and v-ae. t € T\ {1}, o(¢t)(w) >~ O (by
Theorem 2.7).

In order to complete the proof, we also need to verify that p(¢)(w) =~ 0 for P-a.e.
o € Q and v-a.e. t. To achieve this, we first compute (the conditional expectation
of) p(t)dt. Now, according to Eq. (3.2), the latter term is the same as o (#)dW(¢) +
R (t + dr) (dt)*/?, hence, using the F;-linearity of the operator E [-| ], we get

u()de = E[pu(0)dt| F;] = o(t) E [dW(1)| Fi]
=0

+E[R(t +dr)|F,] (dr)*>.

Therefore, u(t) = E[R(t+ dt)|F;](dt)"/?, hence (applying the conditional
Jensen inequality)

w()? = E[R (@t +dn)|F)* dr
<E [R(z +dt)2‘iﬂ] dr.

It follows that

E |:/l,u(t)2dti| <E [/IE[R(t —i—dt)z)iﬂ]dt} dr
0 0

1
:/0 E[E[RG+d0p?|5]ar] ar
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1
- / E [R (t + dr)? dt] dr
0

_ ‘ 2 }
_E[/O R(t +dtr)~de | dr.

Since E [fol R (14dt)? dt] was assumed to be limited, we deduce E [fol ,u(t)zdt] =

O(dt) >~ 0. This, however, means—again by Theorem 2.7—that p(¢)(w) ~ 0 for
P-ae.we Qandv-ae.t €T\ {1}. O

For special It6 processes one can prove their a.s. limitedness:

Lemma 3.8. If£ is an Ito process with respect to W, with limited initial value & (0),
with drift coefficient | and diffusion coefficient o. Suppose that E [fol cr(t)zdt] is
limited and that [ is a.s. limited. Then & is a.s. limited.

Proof. Since p is a.s. limited, it follows that a.s. fos u(t)de is limited (because
a.s. max,er\ {1} |4 (?)| is limited and max,er UOS u(t)dt| < max;em\{13 |1 (¢)]), and
hence sois £(0)+ fos u(r)dt. What remains to be shown is that [ odW is a.s. limited.

However,
R 2 1
/odW =E[/ cr(t)zdt}
|10 0

by the It6 isometry (Lemma 3.4), hence by the Cauchy—Schwarz inequality,

E

1 - 1 5 :|1/2
E|:/0crdWH_E|:/O o(t)-de ,

and the right-hand side is limited by assumption. Since [odW is a martingale
(Theorem 3.2), we may apply the corollary to Nelson’s martingale inequality
(Corollary 2.13) and obtain that [ odW is a.s. limited. Since we have already seen
that [ p(¢)dt is a.s. limited, we conclude that £ is a.s. limited. O

3.3 A Basic Radically Elementary It6 Formula

A function f : R — R is said to be uniformly limited if and only if there is some
limited real C such that | f(x)| < C for all x € R. f is said to be limited if and
only if f(x) is limited for all limited x € R.

If o € Q and & is a stochastic process, then &(w) will also be called the
w-trajectory of §; a trajectory A : T — R is said to be limited if and only if
A(t) is limited for all t € T'.

Let now p € R. A trajectory A : T — R is said to be o ((df)?) (limited,
respectively) if and only if max,er |A(?)] is 0 ((d?)?) (limited, respectively).
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The following result, a basic radically elementary version of the It6—Doeblin
formula, is essentially due to Benoit [10, Proposition 4.6.1]. It allows to calculate
the increment process of a function of a Wiener walk plus linear drift.

Lemma 3.9 (Ito—Doeblin formula for Wiener walks with additive linear drift).
Let L(t) = ut + aW(t) forallt € T for limited 1,0 € R, and let f be a thrice
continuously differentiable function. Then for every s € T and every w such that the
w-trajectories of f"(L) and f"(L) are o ((d)~"/?),

F(L(s)(@)) = f(L(O)(@)) ~ /0 FIL@)(@)dL () (@) (34

02 3 "
+?/0 F(L()(w))dt.

In particular;, if " and f" are uniformly limited, then the above formula (3.4)
holds for all w € 2.

Proof. Let us suppress the argument w. Fix ¢ € T \ {1}. Then, by the third-order
Taylor formula,

df(L(1) = f'(L@)dL(t) + %f”(L(t)) dL(1))* + éf”’(é“(t)) @L(0))*.
for some ¢(t) € [L(¢), L(¢ + dt)]. By assumption on L,
(dL())* = p2(dt)* 4 2pode dW(r) + o>dt,

hence i
(AL(1))} = (12t + 2uodW () + 02)* (dr)¥2.

By assumption,

max | f"(L@)] v [ 7 (L@)] = o (@) ~7?).

teTN[0,s]

SO

s 2 K
'f(L(s))—f(L(O))— /0 FeanaLe - % /0 FU(L@)dr

2
S L) (LE)ALE) = 7 f (L)

t<s

> (%f (L)) (#*(dt)? + 2podt dW(1))

t<s
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+ o EO) (20 + 200000 + 0%) @02

<Cy % |1 (dr)? + 2podt dW ()|

r<s

3/2

1
+< ‘(/ﬁdt +2ucdW(t) + o) (dt)3/2‘

1 1 3/2
< Cé (Euz(dt)2 + |po|dr Vdr + 3 (uzdt + 2|po|Vdr + 02) (dt)3/2)

1 1 3/2
<Cs (E,uzdt+ I;wlx/d_t+6<u2dt+2|,ua|«/a+02> «/5)
~ 0.

O

In applications, one will rather often not be able to literally apply this version of
the Ito—Doeblin formula in Lemma 3.9, as it is usually not obvious how to establish
sufficient upper bounds on f”(L) of f”’(L). Nevertheless, the proof idea—i.e. a
third-order Taylor expansion—will usually be applicable even in those settings. An
important example will be studied in Sect. 3.4 of Chap. 3, which is concerned with
a particularly simple class of Itd processes.

3.4 Analytic Excursion: A Radically Elementary Treatment
of Geometric Ito Processes with Monotone Drift

Geometric It6 processes are processes which satisfy a stochastic differential equa-
tion of the form

VeeT\{l}  d§(1) = §()u@)dr +&@)o()dW () (3.5)

for some limited £(0). For limited y, o, one can show that £(¢) > O forall# € T.
(See the proof of Lemma 3.10.) Hence, whenever () > Oforallz € Tor u(t) <0
for all t € T, the drift coefficient of the Itd process £ will be either monotonely
increasing or decreasing in ¢ (for every fixed w € Q).

Such processes are of paramount importance in applications of Girsanov’s
theorem, in particular to mathematical finance, and therefore merit to be studied
in some detail. (For instance, the radically elementary analogue of the stock price
process of the classical Black—Scholes [18] model satisfies Eq. (3.5) for constant
limited w,o0.) However, the main parts of the book—in particular our version of
Girsanov’s theorem—do not depend on the results of this Sect. 3.4.
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Lemma 3.10. Let i, 0 be F-adapted limited processes, let £ be the process given
by
Vie T\{1}  d§@) = §()u@)dr + E(0)o()dW ()

for some limited £ (0) € R. Suppose that either ju(t) > 0 forallt € T or u(t) <0
for all t €T. Then, for all s € T, £(s) is L'(P) with limited second moment.
Moreover, with probability 1, one has £(s) > 0 forall s € T.

The proof uses a radically elementary analogue of the Harnack inequality.

Lemma 3.11 (Harnack inequality). Leto,y € R.gandv : T — R If

Vs eT v(s) <a+ )// v(t)dt,
0
then
Vs eT v(s) < ae”’.

Proof of the Harnack inequality. The proof proceeds by induction on s € T.
Let C = e’ and suppose v(s) < aC’ for all t < s. Then, using that e’ =
>0 U > 1+ y dt, one obtains

s/dr—1

v(s):ot—f—y/ aCldt = o + ya Z ctdyqr
0 =0
= o a1 ya L
—a+yoccdt_1 =all+y a1

<af1+ a1
o

< ydt—o
= we” =alC’.

|

Proof of Lemma 3.10. Since u,o,£(0) are limited, there must be some limited
C € R, such that |u(t)| Vv |o(¢)| v £(0) < C for all t+ € T. Combining this
estimate with the fact that It6 integrals are martingales (Theorem 3.2), the Itd

isometry (Lemma 3.4) and the Cauchy—Schwarz inequality, we may calculate for
alls €T,

E[£(s)%]

— 0P +260) | E [ /0 | s(zm(z)dr} L E [ /0 | s(z)o(ndW(r)}

=0
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s 2 s 2
+E U/O E()p(t)de ]+EU/O £(t)o(1)dW (1) }
+2E[( /0 s(rmo)dt) ( /0 sawmmn)}
2:|1/2
2 s

]+EU E(t)zcr(t)zdt:|
0
2 1/2 s
} EU/O £(t)o (1)dW (1)
2:|1/2
2 s
]+EU E(t)zcr(t)zdt:|
0
2 1/2 s 1/2
} EU ’;‘(t)zcr(t)zdt:| .
0

Note that % fg -d¢ defines an expectation operator on T N [0, 5). Applying Jensen’s
inequality, we find for arbitrary n and s € T,

1 /¢ 1 [°

1 N s
< sz—/ n(t)*dt = s/ n(t)dt
s Jo 0

<[ .

Applying this to n = £ in the above estimates, we obtain

< £(0) +2(0) E U /0 (O

+E[

12F U/O () p(r)de

/0 £ (o)

2:| 1/2

<£(0) +2(0) E U /0 e

+E[

12F U/O () (r)de

/0 £ (o)

2

2
:sZ

s 1/2
E[£(s)’] < £(0)* +2£(0) E [/0 5(1)2M(f)2df}

VE [/0 g(t)z,u(t)zdt:| Y E [/0 g(t)za(t)zdt}
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s 1/2 K 1/2
+2F [ / S(t)z,u(t)zdt:| E [ / g(t)zo(t)zdt}
0 0

s 1/2
< C2+2C2E[/ é(z)zdz}
0
2 ' 2 2 : 2
+C E[/O E(1) dt}—i—C E[/O £(1) dt}
s 1/2 s 1/2
2 2 2
+2C EUO E(1) dt} E[/O £(1) dt}

s 1/2 s
<C*+2C*E [/ g(t)zdt:| +4C*E [/ g(t)zdt} .
0 0
Now, clearly xY2 <1+ x forall x > 0, whence
E[£(s)*] <3C*+6C*E [/ é(z)zdt} .
0

Applying the Harnack inequality (Lemma 3.11) withv : ¢ = E [E (t)z] and suitable
a and y, we find that £ [5 (s)z] is limited (as C is limited). Therefore, £(s) is L' (P)
by Remark 2.9, and E [|£(s)|] is limited (by the Cauchy—Schwarz inequality).

Now one can prove that £(z) > O for all # € T. Indeed, let ® € Q2 be such
that {t € T : £(t)(w) < 0} is nonempty, and let 7, + dr be its least element
(which must be > df, as £(0) > 0). Then, £(¢,)(®w) > 0 while 0 > &(z, +
di)(w) = §(to)(@) (1 + p@)(@)dr + 0 (1) (@)dW (1) (@), so 1 + pu(t)(w)dr +
0 (t,)(@)dW(t,)(w) < 0, hence either o(f,)(w) < — (1 + u(t)(w)dr) //dt (if
AW (1) (@) = ~/dD) or o (t,) (@) = (1 + p(0) (@)dr) /At GE AW (1) (@) =—/d0).
In either case, o (f,)(w) is unlimited (as p is limited and thus 1 + p(¢)(w)dt >~ 1).
Hence the set of w such that £ (¢)(w) > 0 forall 1 € T is for every limited C’ > 0 a
superset of the set of all w € Q such that |0 (¢)(w)| < C’, and for sufficiently large
limited C’, this set has probability 1, as ¢ is a limited process.

Therefore, since p(¢) is either nonpositive for all €T or nonnegative forall t € T,
( f(; & (t),u(t)dt)s oy 1s either a decreasing or an increasing process. On the other
hand, [§odW is a martingale (by the converse of the martingale representation
theorem, Theorem 3.2) as the recursive definition of & ensures its adaptedness, so
€ = E(0)+ [ E@)pu(r)dt+ [ E(1)o(1)dW(t) is a submartingale or a supermartingale.
Therefore, we may apply the corollary to Nelson’s super-/submartingale inequality
(Corollary 2.13), which, combined with the limitedness of £(0) and E [|£(s)]] (see
above), yields that £ is a.s. limited. O

Lemma 3.12. Let u, o be limited F-adapted stochastic processes, and let & be the
process defined by

dé(t) = E()p(r) dr + E(r)o(r) AW (1)
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forallt € T\ {1}, wherein £(0) is a limited real number > 0. Suppose that either
u() > O0forallt € Toru(t) <0forallt €T. Then, a.s. forall s € T,

£(s) ~ £(0)exp (/OS u(t)de + /OS o(t)dwW(t) — %/OS U(Z)zdt) . (3.6)

Hence, if £(0) > 0, then a.s. forall s € T, £(s) > 0.

Proof. Since %dé(l) = [y w(@)dt + [;o(t) dW(r) (the subtrahend in the
argument of the exponential function in Eq. (3.7)) it is enough to prove that

InE(s) — €O ~ [ —— s<>——/ o (1)1,

o (1)
and since
: (1)2 (dE(1)* = p(0)*(d)*+2u ()0 (1)dtdW (1) +02dr = o(1)*dr + 0 ((dr)¥?)
it is actually enough to show that
Ing(s) —In§(0) ~ % dé(r) - /0 s(t)2( O (3.7)

Now, since In" : x — 1/x,In” : x = —1/x%, In" : x — 2/x3, the third-order
Taylor formula yields for every t € T

d(lné(l))—m dé(r) — 25(1)2( £(1) +§g( 7

@)
for some £(1) € [£(r), & (t +df)] U [£ (t + dr), £(1)], hence
(o) -0 = [ameon = [ saeo -3 [ o e

5 /0 | O

forall s € T. All we need to prove therefore is that a.s. for all s € T,

Sl 3 SE(r)? 3
/0 f @07 = [ 25 i s owaway’ ~ o

However, combining £(f) > 0 with the fact that £(r) € [£(r), £(r +df)] U [E(r +
dt), £(¢)], one gets the following uniform bound:
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& < L <1lv ! ~1K2
Er)| T E@QANE@+d) T 14 p@)dt +o(0)dW() — ’
N——
=£()+dE(1) =0

Moreover, ju(t)dt + o (1)dW(t) = O ((dr)'/?), therefore we obtain indeed a.s.

SE@)?

) E0)y (()dt + o ()dW (1))’ = O ((dr)'/?) ~ 0.

=0((d)3/?)

3.5 The Radically Elementary Version of Lévy’s
Characterization of Wiener Processes

One of the most remarkable results in Nelson’s Radically elementary probability
theory is a single, unified theorem, called “de Moivre-Laplace-Lindeberg—Feller—
Wiener—Lévy—Doob-Erdés—Kac—Donsker—Prokhorov theorem” by Nelson [60,
Chap. 18], which entails:

* The necessity and sufficiency of the Lindeberg—Feller condition for the central
limit theorem of de Moivre and Laplace.

e Wiener’s result about the a.s. continuity of the trajectories of Wiener processes.

* Donsker’s invariance principle.

¢ Lévy’s martingale characterization of Wiener processes.

The last item (Lévy’s martingale characterization of Wiener processes) is of great
importance in stochastic analysis and its applications. It means that whenever a
martingale (with respect to the filtration generated by a given Wiener process) has
the same quadratic variation as the Wiener process, it already is the Wiener process;
a related result is the theorem that the only path-continuous and square-integrable
martingale which has stationary and independent increments (i.e. is a Lévy process®)
is a (constant multiple of a) Wiener process.

Keeping in mind that the filtration generated by the Wiener process is a
particularly simple and natural one, Lévy’s martingale characterization informally
asserts that any martingale which has a few desirable properties will already be, up
to multiplicative constants, a Wiener process or the exponential of a Wiener process
plus a linear drift term (a geometric Wiener process). As a consequence, Lévy’s
martingale characterization can be fruitfully applied both within pure mathematics

2For more on Lévy processes—from the perspective of radically elementary probability theory—
see Chap. 9.
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(for instance, in the proof of Girsanov’s theorem, which establishes a relation
between changing the probability measure and adding a linear drift term to the
Wiener process) and in mathematical finance (as a mathematical rationale for the
adequacy of the Samuelson—Black—Scholes model).

Nelson’s unified result, which entails a radically elementary version of Lévy’s
martingale characterization, can be stated as follows:

Remark 3.13. (Cf. Nelson [60, Theorem 18.1, p. 75].) For a normalized martingale
((1)),er with £(0) = 0, the following three conditions are equivalent:

e £ is a Wiener process,
o £(1)is L>(P) and £ is P-a.s. continuous,
o £ satisfies the (near) Lindeberg condition, i.e.

El Y @R | ~E Y (@0 xeoi=)’

reT\{1} teT\{1}

forall e > 0.



Chapter 4
The Radically Elementary Girsanov Theorem
and the Diffusion Invariance Principle

4.1 Girsanov’s Theorem

Lemma 4.1. Let 1) be a limited, F-adapted stochastic process, let & be the process
defined by £(0) = 1 and d&(t) = &E(t)n(t) AW (t) forallt € T \ {1}. Then, for all
seT,

(1) &(s) > O (with P-probability 1).
Moreover,
(2) &isan (F, P)-martingale.
(3) QA fA £(1) dP is a finite probability measure.
(4 O 1 F: A fA E()dP forallt € T. (§ is the density process of Q.)

By Lemma 3.8, £ is a.s. limited.
Proof of Lemma 4.1.

(1) A particularly simple form of the argument in the proof of Lemma 3.10 can be
used here. Let @ € Q be such that {t € T : £(¢)(w) < 0} is nonempty, and
let t,, + dt be its least element (which must be > dt, as £(0) = 1 and 7 is
limited, whence &(dz) >~ £(0) > 0); for all other ’ € 2, put #,y = 0. Then,
§(to)(@) > 0and 0 = £(1, + di)(w) = §(1u) (@) (1 + n(te)(@)dW(1,) (@),
so 1 + n(ty)(@)dW(t,)(@) < 0, hence either n(t,)(w) < —1//dr (if
dW(t,)(w) = V/dr) or n(t,)(w) > 1/4/dr (if dW(t,)(w) = —+/dr). In either
case, 1)(f,)(w) is unlimited. Since €2 is finite, the minimum of |n(z, ) (w)| for all
those w € 2 with 7,, > 0 exists and must be an unlimited number, say C. Thus,

JED <0l ={weQ £, +d) (0) <0}

teT
C{weQ : nt.) ()| =C}<| Jinw)| = C},
teT
F. S. Herzberg, Stochastic Calculus with Infinitesimals, Lecture Notes in 35

Mathematics 2067, DOI 10.1007/978-3-642-33149-7_4,
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and the right-hand side has probability zero since 1 was assumed to be limited.

(2) Fix s € T. Note that one can prove, via an induction on ¢, that £(s) = £(0) +
> E@n(r)dW () is Fy-measurable. It follows that & is F-adapted. Hence, by
the converse of the martingale representation theorem (Theorem 3.2), [ EndW
is a martingale, and so is § = £(0) + [ &EndW.

(3) Part 1 of the lemma says that £(1) > 0 with P-probability 1, and part 2 of the
lemma allows to calculate E [E(1)] = £(0) = 1.

(4) Lett € T and A be F,-measurable. Then, using that £ is an (¥, P)-martingale
(part 2 in the Lemma)

Q<A>=/xAs<1> dp =/XAE[5<1>|9,] ap =/m(r> dp.

O

Theorem 4.2 (Girsanov’s theorem). Let n be limited and F-adapted stochastic
process, and let £ and Q be as in Lemma 4.1. Define a process W by

WY (0) =0, VieT\ {1}  dW%() =dW() — n(r)dr.

Then, W is a Wiener martingale on (2, Q).

A simpler radically elementary version of Girsanov’s theorem (one which relates
the distribution of W under Q to the distribution of W under P) was established,
by means of a second-order Taylor expansion, by Benoit [10, Theorem 4.6.1].

Proof. Our proof strategy is as follows: First, we shall prove that the process W ¢,
defined by

AW(t) — n(t)dt

V1=n@)2dt

is a Q-a.s. continuous normalized martingale on (2, Q) with W2 (1) being L?(Q).
Nelson’s radically elementary version of Lévy’s martingale characterization of
Wiener processes (see Remark 3.13) allows us then to deduce that W€ is a Wiener
process on (2, Q). Thereafter, we will show that for all # € T, one has WY (t) ~
W9(t). This implies, due to yet another result of Nelson’s (see Remark 2.1), that
W is nearly equivalent to W ¢—and hence a Wiener process, too. In passing, we
shall see that WG is a Q-martingale (as W€ is a Q-martingale).

Let us first show that W is a normalized martingale: Exploiting parts 3 and 4
of Lemma 4.1 and using a general form of Bayes’ formula (which asserts that for
every s > t one has

wWe0)=0, VeeT\{l} dW9%@r) =

E(E® [219:] = E [§(s)2] F1]. 4.1
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wherein z is an Jy-measurable random variable and Q a probability measure,
equivalent to P, with density process £)' we see

EC[aW2()| 5] = %E [£( +d)dW 2 (r)| F].

EC[aw2()| 5]

= S(l—t)E [g(z +dr)

dW(t) — n(t)dt

V1 —n(r)2de

Hence, resubstituting dW 2 (¢) and using the definition of the increments of £, we
=&(1)+dE @)

obtain
SF[]
——
_ L g | 059 Gy — nyan | 7,

V1 —n(t)2de £(1)

=L B[ 0w ) @) — n(0)d)]| 5]

V1 =n()2dt

1

V1 =n()2de

xE |:dW(t) + (1) (@W(1))* =n(t)dt — n(r)*dW (¢)dt 5—3}

=dt

- ! (1)
NSO (E[dlzg)l?z] n(t)“dt E[dW:E)t)ISﬂ])

:0,

'Bayes’ formula can be proven as follows: For all s > t, every J;-measurable z and every J;-
measurable A, one has

Jeoretma0 = [ E2ls0d ) a0
A A
- / £()2dQ = / E(1)2E(s) dQ
A A
- / E()E(s): dP = / £(5)2 4O
A A

- /A E [£(s)2] ] dO.
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and similarly, one gets (using the definition of the increments of & as well as Bayes’
formula, Eq. (4.1))

EC [dW(0)| T, = — E [ + d)dW(0)] ]

§(1)
[ =&@®)+dE(r)
£(t 4 dr)

= E[(1+n@®dW())dW(n)| 5]

= E | dW(t) + n(t) @W(1))*| F,
—— ——

L =dr

= E[dW(t)| F;] + n(t)dt = n(t)dt,

which leads to

E? [(dWQ(t))Z‘ 3",]

=dt
= L RO | W)’ —2n()d dW() + n(ey 2| 5
_ - 0
1= 02 dr 4 n(t)*(dr)? — 2n(1)dr EC [dW(1)| F/]

=n(r)dt

b w0y = —Y (-0
= “rove (dr = n(1)*(d1)?) = 1 NP (1= n(1)dr)
= dr.

Therefore, W€ is a normalized martingale on (2, Q). Moreover, its increments
are infinitesimal as 7 is limited. Hence, W< is Q-a.s. continuous by Remark 3.5.
In addition, since /1 —n(2)2dt dW2(¢) = dW(t) — n(t)dt = W(¢) and 1 is
J-adapted, we have

EC[aWC ()| F,] = V1 —n@)2dtEC [dW2(1)|F;] =0

forallt € T\ {1}, whence W is a martingale.
Next we shall show that W2 (1) is L?(Q), and for that purpose, we first compute
E?2[W2(1)*]. For some standard natural numbers C;,C;, C3, Cy (viz. limited
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integer multiples of certain multinomial coefficients), we have

E? [W2(1)!

i)

=C1EQ[ > dWQ(r)dWQ(s)dWQ(t)dWQ(u):|

r<s<t<u<l

+GEC| Y awl(r)dwl(s) (dWQ(z))Z]

| r<s<t<l

+GEC | Y (aw ()’ (dWQ(z))z]

Ls<t<l

+CEC | D dw(r) (dWQ(s))3] +E? [Z (dWQ(r))4].

L r<s<l r<l

Taking conditional expectations and exploiting the F,-linearity of E¢[-|F,] forv =
t + dt, s + dt, we obtain

E?[W2(1)"

:ClEQ|: > dWQ(r)dWQ(s)dWQ(t)EQ[dWQ(u)i?t+d,]:|

r<s<t<u<l

+GEC| Y dWQ(r)dWQ(s)EQ[(dWQ(t))z‘CFHd,]]

Lr<s<t<l

+GE?| Y (dwQ(s))’ EC [(dWQ(t))Z‘ ?Hd,]]

Ls<t<l

+CEC| D dwe(n) (dWQ(s)f’] +E° [Z (de(r)y]_

Lr<s<l r<l

Since W ¢ is a normalized martingale on (2, Q), we have E< [dW 2 (u)| F; 14 ] =0
and E¢ [(dWQ(t))z‘ EFH_d,] =dt forall u >t and ¢ > s, hence

E? [W2(1)!

= C,dt E¢ [ > dWQ(r)dWQ(s):| + C3dr E? [ > (dWQ(s))2:|

r<s<t<l s<t<l
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+CiEC [ > awl(r) (dW%)f] + E° [Z (dWQm)“]

r<s<l r<l

= CzthQ[ > dWQ(r)EQ[dWQ(s)\§,+d,]]

r<s<t<l

+Cydt Y E© [(dWQ(s))Z]

s<t<l
1CE? [ 3 awe ) (dWQ(s))3] + E? [Z (dWQ(r))4]
r<s<l r<l
=Cydt Y dt
s<t<l
+C4E? [ > dawe(n) (dWQ(s))3] + E© [Z (dWQ(r))4]
r<s<l r<l
=Cs(d)” Y1
s<t<l
+Cy Y E? [dWQ(r) (dWQ(s))3] +Y E? [(dWQ(r))4].
r<s<l1 r<l1
However, for every ¢ € T,
t/di—1 k—1
IREDHRED IO
s<t<l <1 s<t k=0 i=0
t/dr—1
11t t 1 1
= k=—-——|——-1)= ——t(t —dt — >
/; 2 dt (dt ) 2(dr)? ( )< 2(dr)?
so C3(dr)> Y., 1 < %, and similarly, Y, _ 1 < ﬁ. Also, clearly,

Zr<l 1= %

Therefore, we can now estimate E¢ [W2(1)*] as follows:

E WO = T+ 5 max £ [a20) (@)
+ gymax 22 (@ o)
<—+ (% + é) max E ¢ [dWQ(r) (dWQ(s))3] 4.2)

rs<l
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However, since n is limited, there is some limited real number C such that
VieT In@) <C

(see Remark 2.10), whence we can establish an upper bound on the norm of the
increments of W 9:

[dW(@D)| + ()| dz

N < 2(Vdt + Cdr) < 344t
-

VieT  [dW2()| <

whence forall r,s < 1,
‘dWQ(r) (dWQ(s))3‘ <81 (dr)?,
SO
E? HdWQ(r) (dWQ(s))3H < 81 (dr)2.
Combining this with Eq. (4.2), we see that
E?[We()'] < % + 81 x % + 81dr < oo.

Hence, by Remark 2.9, it follows that W2 (1) is L?(Q).

Therefore, W€ is a Q-a.s. continuous normalized martingale on (2, Q) with
W2(1) being L*(Q). Thus, by Nelson’s radically elementary version of Lévy’s
martingale characterization of Wiener processes (see Remark 3.13), W € is a Wiener
process on (2, Q).

Using the limitedness of 1, we now show that the process WY is infinitely close
to W2, in the sense that W2(¢) ~ WS(t) forall ¢ € T. Indeed,

[dW (1) —dWC (1)| = [dW (1) — n(1)dt| ( (4.3)

1
JI— (02t 1) '

The second factor on the right-hand side of Eq. (4.3) can be estimated using a first-

order Taylor expansion for the function x — l_x around xo = 0 at x = n(¢)?dz:

Forallt € T, there exists some ¢ (1) € (—n(¢)*dz, n(t)*dr) such that

1 1 ,
= ————n(t)dr.

JTI— g 2(—¢@)

Hence, exploiting that there is some limited real number C such that |5(z)| < C
holds for all # € T, we deduce that forallf € T,
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1 1 )

T = =5C
V1= n(0)2dr 2 (1 —C2dr)”

In order to estimate the first factor on the right-hand side of Eq. (4.3), it is enough
to note that as C limited, one has

dr.

AW (@) — n(6)de| < [dW(@)] + |n(0)| di < V/di + Cdi < 24/dr

forallz € T.
Inserting these estimations into Eq. (4.3), we finally obtain

Oty — WO 0 _ G
max |[W<(1) = W (1) §rtneqrx§|dW (s) —dW O (s)|
< card(T) max [dW (1) —dw ()|
te
< |dW(1) — n(r)dt| ! 1
1 1
< ——mczdm\@
dr 2 (1 — C2dr)
CZ
- —3/2«/5
(1—C2dr)
~ 0.

(The last line holds since C and thus also ﬁ is limited.) This proves that

WE(t) ~ WG(t) forall t € T, just as claimed.

This implies (see Remark 2.1) that W< and W are equivalent. Hence, W is
equivalent to a Wiener walk on (2, Q), too. In other words, W ¢ is a Wiener process
on (2, Q). O

4.2 The Radically Elementary Diffusion Invariance Principle

A corollary to Girsanov’s theorem is the diffusion invariance principle, which asserts
that under some technical conditions, the diffusion coefficient of an Itd process
remains essentially the same even when the probability measure is changed. A
number of definitions is necessary to state our—even though rather basic—radically
elementary version of this important result.

A probability measure Q on 2 is said to be P-continuous if and only if for all
subsets A of Q2 with P(A) = 0 also Q(A) = 0 (equivalently, if for all ® € €2, one
has Q{w} = 0 whenever P{w} = 0). The probability measures Q and P are said
to be equivalent if and only if Q is P-continuous and Q is P-continuous.
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The density of Q with respect to P is the random variable

0fw}
49 . ) ey Plep >0,
dp 0, Pl{w} =0.

. . . . do
The density process of Q with respect to P is the stochastic process (E [ i

T er

If Q is P-continuous, then

0 =Y 0t} = 3 $2 () Ptw) = £ [%n} |

w€EA w€EA

and for all ¢ € T and &F;-measurable A,

0(4) = E [%u} _ E[E [%m

)] = e [5l] ]

Remark 4.3 (Positive density process for equivalent measures). If Q is equivalent

to P, then % > 0 (with P-probability 1) and therefore £ [%‘ C-F,] > 0 (with

P-probability 1) forall # € T.

Proof. 1f %(a)) = 0 for some w € €2, then by the equivalence of P and Q, we
must have P{w} = 0. O

Definition 4.4. Let £ be a stochastic process. The quadratic-variation derivative of
€ is the process (§) = ((§)(?)),er\¢1; defined by

(d£(1))?
dr

(E)(1) =

forall + € T\ {1}. The relative quadratic-variation derivative of & is the process

(G10) )
(g(r)z XEOF0}) iy

Corollary 4.5 (Diffusion invariance principle). Ler Q be equivalent to P with
a density process that has a limited relative quadratic-variation derivative. Then,
there exists a Wiener martingale WY on (2, Q) such that for all processes |1, o
there is some process 1> such that for all s € T,

s s _ s O—’Q s G
/0 w(t)dt + /0 o(H)dW(t) = /O 1o (H)dt + /0 c(AWe@). (44

Note that the left-hand side of Eq.(4.4) is an Itd process on (2, P) whilst the
right-hand side is an It6 process on (€2, Q)—however, although under different
probability measures, the diffusion coefficients are the same.
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Proof. Let & be the density process of Q. By the tower property of conditional
expectations, £ is a martingale. The martingale representation theorem (Theo-
rem 3.2) yields the existence of some adapted process ¢ such that

dé(r) = ¢(1)dW (1)

forallt € T\ {1}. By Remark 4.3, £(t) > 0 (with P-probability 1) for all € T,
whence we may define
_ %0

30

for all + € T. By assumption, there exists a limited C such that

n(?)

ds@)* _
Eapar = ©

hence

_ @AW )’ _ (¢ _
c= = (f) ="

whence 7 is limited, whilst by definition

dé (1) = E(On(HdW Q).

Therefore, Girsanov’s theorem (Theorem 4.2) may be applied, and ensures that
wé = (W(s) — fos n(t)dt)SeT is a Wiener martingale on (€2, Q). Clearly,

p(t)dt + o ()dW(t) = p(t)dt + o (t) (AW () + n(t)dr)
= (u(t) + o ()n@)) dt + o ()dW (1)

forevery t € T\ {1}. As soon as we define 4% (t) = u(t) +o(t)n(t) forallt € T,
Eq. (4.4) is established. O



Chapter 5

Excursion to Financial Economics:

A Radically Elementary Approach

to the Fundamental Theorems of Asset Pricing

What follows in this excursion is the attempt to construct a radically elemen-
tary version of continuous-time financial economics. Mathematicians sometimes
confuse financial economics with mathematical finance (also known as financial
mathematics) or even financial engineering. There is however, a profound difference
in interest and methodology between the two: While mathematical finance and
financial engineering are concerned with technical mathematical problems aris-
ing from the analysis of quantitative models of financial markets (in particular,
models used at financial institutions), financial economics is a subdiscipline of
economic theory and has a conceptual interest in understanding how financial
markets work.

In this excursion, we present a radically elementary approach to the fundamental
theorems of asset pricing. These theorems, while fairly elementary in the discrete-
time setting, are notoriously difficult to prove in a continuous-time framework and
were only established in their greatest generality in the mid-1990s by Delbaen and
Schachermayer [24, 25]. Our findings, while lacking the same technical strength
as the results by Delbaen-Schachermayer [24, 25], are incommensurably easier to
prove and allow nevertheless for a rigorous economic justification of the martingale
pricing method in very general continuous-time financial market models. The proof
ideas are similar to the discussion of the first fundamental theorem in the standard
textbook by Duffie [26].

First, we need to introduce some notation and terminology related to multi-
dimensional stochastic processes.

An m-dimensional tuple of real-valued stochastic processes X = (X o
X M) is called an m-dimensional stochastic process.

For convenience, we shall omit the dot in the scalar product: If a, b € R”, we
define ab = Y_/_, a;b;, and more generally, if X = (X(l), e X(’”)) and 9 =
(90, ..., ™) are m-dimensional stochastic processes, we define X to be the
real-valued process Y i ) X obtained by scalar multiplication.

F. S. Herzberg, Stochastic Calculus with Infinitesimals, Lecture Notes in 45
Mathematics 2067, DOI 10.1007/978-3-642-33149-7_5,
© Springer-Verlag Berlin Heidelberg 2013
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The m-dimensional increment dX is defined as the m-tuple of real-valued
stochastic processes given by applying the increment operator d componentwise:

dx = (dx,....dx™).

If G is a filtration, then we shall say that an m-dimensional stochastic process X is
G-adapted if and only if X V) is G-adapted forall i € {1,...,m}.

In the following, let X = (X W X (’”)) be a G-adapted m-dimensional
stochastic process, to be called the process of (discounted) asset prices.

Let ¥ be another m-dimensional stochastic process. Let us adopt the following
definitions, which are ubiquitous in the asset pricing and financial economics
literature (cf. e.g. Duffie [26]):

e The process [ 9dX is called the (discounted) gains-from-trading process of ¥

given X. The random variable fol UdX is the (discounted) terminal gains from
trading.

e The process ¥X is called the (discounted) value process of ¥ given X. The
initial value of ¥ given X is ©(0)X(0), and the (discounted) terminal value is
()X (D).

e The process ¥ is said to be a self-financing trading strategy with respect to X if
and only if ¥ is G-adapted and satisfies the intertemporal budget constraint

d@X)(t) = ¥ (1)dX ()

forallz € T.

e Let ®(X) be the set of all self-financing trading strategies with respect to X.
Since the increment operator d is linear, it is easy to prove that for all o, 8 € R
and 9, ¢ € ©(X), the m-dimensional process ¥ + ¢ (defined componentwise)
is not only G-adapted, but also self-financing. In other words, ®(X) is a linear
space of m-dimensional processes.

e The marketed space with respect to X, denoted M(X), is the set of random
variables of the form (1) X (1) for some ¥ € ®(X). Since ®(X) is a linear
space, it is immediate that M (X)) is a linear space of random variables.

For any real-valued random variable x, we shall write x > 0 if and only if x 20
a.s. and there exists some event A such that both P(4) > 0 and x(w) > 0 for all
® € A. With this definition, we can now propose a radically elementary definition
of approximate arbitrage or free lunch with vanishing risk: A process ¥ € ®(X) is
called a free lunch with vanishing risk (FLVR) or near arbitrage if and only if either

F(1)X(1) = 0> 9(0)X(0)

or
F(1)X(1) 20> #(0)X(0)  as.
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Lemma 5.1. [f there exists no FLVR, then the map  : M(X) — R defined by

¥ (@ () X(1) = 3(0)X(0)

is well-defined and linear.

Proof. That ¥ is well-defined can be seen by contraposition: If {» were not well-
defined, then there would exist 9, ¢ € ®(X) such that 9 (1) X(1) = ¢ (1) X (1) while
?(0)X(0) # ¢(0)X(0). Let us say #(0) X (0) < ¢(0)X(0). Then

(@ —¢)(0)X(0) <0 = (F—¢)(1)X(1).
Hence, there exists some real @ > 0 such that
a(@ —¢)(0)X(0) € 0=a(@ —a¢)(1)X(1).

On the other hand, a (¢ —¢) € O(X) as O(X) is a linear space. Therefore, o (¢ — )
is a FLVR.
Since ®(X) and M (X) are linear spaces, one can easily check that v is linear.
O

Lemma 5.2. Suppose there is no FLVR and assume that there exists some k €
{1,...,m} such that X®)(¢t) = 1 for all t € T. Then, v is strictly increasing in the
sense that for all x,y € M(X),

* ifx =y, theny(x) = Y (y), and

* ifx =y, then y(x) > ¥ (y).

Since ¥ is linear, it would be enough to prove this for y = 0, but the proof is short
anyway.

Proof by contraposition. Consider x,y € M(X), and let 9, ¢ be such that x =
P(1)X(1) and y = ¢(1)X(1), hence ¥ (x) = #(0)X(0) and ¥ (y) = ¢(0)X(0).

* First suppose x > y while ¥(x) < ¥ (y). By the linearity of ¥, it follows that

@ =) (HX(1) =0> (I —¢)(0)X(0) .
N—— —
=xX=y =Y )=y (M=y(x—y)
Then ¥ — ¢ is a FLVR.

e Now suppose x > y while ¥ (x) < (y). Again by the linearity of v, it follows
that

@ —¢)(HX(1) > 02 (@ —¢)(0)X(0) .
=x—y =P @)=V ()= (=)

Lete = —(9—¢)(0) X(0), let e; be the m-dimensional process such that e](f) =1
(deterministic constant) if i = k and e,({’) = 0 otherwise. It then follows that
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(0 —¢ +ee) (DXA) = (@ —¢) (DX() + &> 0= (F —¢ + gex) (0 X(0),
whence ¥ — ¢ + eey is a FLVR.

A probability measure Q is said to be

e near-equivalent to P, denoted Q ~ P, if and only if for all events A, one has
Q(A) > 0if and only if P(A4) > 0.

e a(near-)equivalent martingale measure for X under P (abbreviated: near-EMM)
if and only if Q &~ P and X is a (9, Q)-martingale.

Lemma 5.3. Suppose x is L' (Q) for some probability measure Q with Q ~ P.

o IfxZ0a.s., then EC [x] 20.
o Ifevenx > 0, then E2 [x] > 0.

Proof. If x 2.0 a.s., there exists for all standard n € N some event N /1 guch that
both P (N'/") < 1 and x(w) 20, in particular x(w) > —1i, forall w € N'/".
Therefore, by the underspill/overspill principle in N (see Remark 1.1) there exists
some nonstandard n € N such that both P (N'/") < % and x(0) > —1i
forall o ¢ N'". Since Q ~ P, also Q (N'/") ~0. Hence, we have Q-a.s.
X 2 Xxg\nNi/n, and since x is L'(Q), the truncated random variable XX Q\N1/n 18
L'(Q), too. Therefore, Nelson’s Lebesgue theorem (Remark 2.3) may be applied,

which yields
E9[x] ~ EQ [xxq\nin ] = —%Q (Q\NYm)

>——>~0
n

and thus establishes that E€ [x] Z0.

If even x > 0, then there exists some event A such that both P(4) > 0 and
x(w) > 0onw € A. Since 2 is finite, so is A, whence min,e4 X (w) exists and is
>> 0. Hence, we can choose a limited ¢ >> 0 such that x(w) > ¢ forall w € A.
Since Q ~ P, also Q(A4) > 0. In this situation, we get the following chain of
equations and estimates (exploiting that x(w) > ¢ forw € A and x(w) > —% for
o & N'my:

E?[x] ~ E? [xxq\ynn ]

= E? [xy oy + E? [XXQ\(NI/"UA)]

A%

QAN = S0 (2 (N U 4)
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>clo)-0 (N
————

~0
~ ¢ Q0MA)- - >0.
~——
>0 w0 wn(;—’

O
An m-dimensional process ¥ is said to be limited if and only if it has limited

. . 2 12 1/2 e .
norm, i.e. if the real-valued process || = (Z,=1 |19(’)| ) is limited.

The following theorem asserts that no trading strategy which satisfies a natural
integrability condition can be a FLVR; thus, up to technicalities, the existence of
a near-EMM is sufficient for the absence of FLVR. This result provides a rigorous
economic justification of the martingale pricing method.

Theorem 5.4 (First fundamental theorem of asset pricing, sufficiency part).
Suppose there exists a near-EMM Q for X. Then there is no FLVR among those
trading strategies which have Q -integrable terminal gains from trading and limited
initial value (all with respect to X ).

Corollary 5.5. If there exists a near-EMM Q for X and X (1) is L'(Q), then no
limited trading strategy can be a FLVR with respect to X .

Proof of Theorem 5.4. Let ¥ be a self-financing trading strategy such that fol vdX
is L'(Q) and ©#(0) X (0) is limited. We need to prove that ¥ cannot be a FLVR. Now,

1
F()X(1) =/0 #dX + #(0)X(0)

as ¥ is self-financing, while f ?dX is a (G, Q)-martingale (by Theorem 3.1, as X
is a (G, Q)-martingale and ¥ is G-adapted) with initial value 0. Thus,

E2 [9(1)X(1)] = 9(0)X(0).

Hence, whenever #(1)X(1) >0, we not only have E?[3(1)X(1)] >0 (by
Lemma 5.3), but even ¥(0)X(0) >0, and whenever 9(1)X(1) 20, we have
EC[9(1)X(1)] 20 (by Lemma 5.3) and thus ©#(0) X (0) Z 0. Therefore, ¢ cannot
be a FLVR. O

We have seen that the existence of a near-EMM implies the absence of “well-
behaved” FLVR. Almost the converse is also true: The absence of FLVR implies the
existence of a near-EMM, hence the existence of a near-EMM is necessary for the
absence of FLVR.
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Theorem 5.6 (First fundamental theorem of asset pricing, necessity part).
Suppose X =1 for some k € {1,...,m}, and assume there is no FLVR with
respect to X. Then there exists a near-EMM Q.

The proof needs the following Lemma:

Lemma 5.7. Suppose there is no FLVR with respect to X. Then, ¥ is near-
continuous in the sense that forall x,y € M(X), if x >~ y, then also ¥ (x) >~ ¥ (y).

Proof of Lemma 5.7. Since ¥ is linear, it is enough to prove this for y = 0. Let
x € M(X) with x ~ 0 and choose ¥ € M(X) such that x = 9(1)X(1) >~ 0.
Suppose, for a contradiction, that #(0) X (0) % 0. Then either ¢ (0)X(0) < 0, in
which case ¢ is a FLVR, or ¢#(0) X(0) > 0, in which case —% is a FLVR. Thus, in
any case, there exists a FLVR, contradiction. O

Proof of Theorem 5.6. We have already remarked that the marketed space M(X)
is a linear subspace of R%, and that ¥ : M(X) — R is a well-defined, linear,
and strictly increasing map (Lemmas 5.1; 5.2). Let B be a basis of M(X), and
choose a basis C of the orthogonal complement M (X)L of M (X). Without loss of
generality, we can ensure that max K5 |x(w)| = 1forall x € C. Now define a

map ¥ : R® — Rsuch that W | M(X) = ¢ and such that ¥ } M(X)* = E[],
that is
Vxe M(X)t  W(x) = E[x].

Note that W is then a linear and increasing functional. By the Riesz representation
theorem applied to the finite-dimensional linear space R?, there must exist some
element of R, henceforth denoted £(1), such that

VxeR? W) =) x(@)E)@) = E D).

0139

Since ¥ is strictly increasing, one has W(x) > 0 for all x >0. This entails
that £(1) > 0. Define Q : A +— [, £(1)dP. It is clear that Q is a measure.
Moreover, since X®) = 1, there is a self-financing trading strategy, namely e,
(the m-dimensional process whose k-th coordinate is constantly 1 and whose other
coordinates are zero), such that both e, (1) X(1) = 1 and e, (0) X (0) = 1, therefore
¥(1) = 1, and thus W(1) = 1, which means that E [§(1)] = 1. Therefore, Q is
even a probability measure.

Let us next show that Q is near-equivalent to P. Let A be an event. Then there
exist events A’, A” such that x4 € M(X), ya» € M(X)* and x4 = yu + 1/
whilst by definition E [y 4 y47] = 0, thatis A = A’ U A” and P (A’ N A”) = 0.
Now suppose P(A) > 0, then either P (A") > 0, in which case

0(4) = Q(A) =¥ (xa) =¥ (xa) >0
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since ¥ is strictly increasing (Lemma 5.2) or P (A”) > 0, in which case
Q(A) = Q(A") =W (xar) = E [xar] = P (4") >0

by definition of W on M(X)+. Conversely, if Q(A4) > 0, then either O (4’) > 0,
in which case ¥ (’;) > 0 (by contraposition from Lemma 5.7) or Q (4”) > 0, in
which case

0 < E? [xar] =V (xar) = E [xar] = P (4").

This proves that Q ~ P.

Finally, let us show that £2 [X ) (1)] = X(0) for all T U {+o0}-valued stop-
ping times t. This implies then that X is a (G, Q)-martingale. By the construction
of Q from W and thus ultimately from v, it is enough to prove that ¥ (X V(1)) =
X @(0). Thus we only have to find a self-financing trading strategy © such that
(X (1) = XD(zr) and ¥(0)X(0) = XD (0). However, one can easily convince
oneself that the strategy ¥ defined by ¥ (¢) = xpo.-)(t)e; + xpe.1)(t) (X(i)(r)ek) (i.e.
hold asset i up to time 7, sell it, and invest the proceeds into asset k) meets this
requirement. O

Remark 5.8 (Second fundamental theorem of asset pricing). An inspection of the
proof of Theorem 5.6 shows that, given the absence of FLVR with respect to X, the
choice of W and thus of Q is unique if and only if X is a complete market model in
the sense that M (X) = R

Having developed a radically elementary version of the fundamental theory of
asset pricing in continuous time, we should now at least examine whether it is
applicable to the radically elementary version of the (Samuelson-) Black—Scholes
model as well. The point of this is not to analyse the Black—Scholes model,
but rather to check the adequacy of the radically elementary economic theory
of continuous-time financial markets outlined in the preceding paragraphs. The
following deliberations simply serve as a demonstration that the theory devised in
this chapter is not vacuous, but is at least applicable to the most important model of
a continuous-time financial market.

First, let us describe very briefly the (Samuelson-) Black—Scholes model in
the language of radically elementary probability theory. The (radically elementary
version of the) Black—Scholes [18] model is defined on a probability space (€2, P)
carrying a Wiener walk W that in turn generates a filtration F. It models a financial
market with a risky asset and a risk-free bond, and assumes that the discounted price
process of the risky asset X @ follows, under P, a geometric Ito process of the form

vieT\{1} dXxP@1) =puX?P@)dt +0 XP(@)dW(r) (5.1)
= XP(@) (ndt + o dW(t))

for some limited i, 0 € R with 0 > 0 and limited X ®(0) > 0, whereas the
discounted price process X (V) of the risk-free bond is, of course, just constantly = 1.
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Lemma 5.9. For the Black—Scholes model X = (X(”, X(z)) given by X =1
and Eq. (5.1), there exists a unique near-EMM Q, given by

EO0)=1, YreT\{l} dé(z):—gé(t)dW(t). (5.2)

Hence, the Black—Scholes model admits no well-behaved FLVR (by Theorem 5.4)
and it is a complete market model in the sense that M (X) = R® (by Remark 5.8).

Proof. For every probability measure Q, the density process & is a (P,J)
-martingale (by the tower property of conditional expectations) with £(0) = 1
and hence, by the martingale representation theorem (Theorem 3.2), there exists an
adapted process ¢ such that § = 1 + [ ¢dW. Now, X@ is a (Q,F)-martingale if
and only if E¢ [dX(z)(t)| &",] = Oforallt € T\ {1}, and Bayes’ formula (4.1)
allows us to simplify the latter equation as follows:

0=E?[dX®(1)|F]

= g(l_z)E E(t +dr)dXP1)| T,
=&(1)+dE@)
= E[dXP1)] ]
— ——

=XO @) E[pdt+o dW(1)|F, =X D (t) udt

1
+—E | d&@r) dXP (1) F,
S(t) N—— N——
L =¢()dW () =X @ (¢t)(ndt+o dW(r))
= XP()pdrt
1
+—E | XP0¢@) | pdw@)dt + 0 @W(0))* || 7,
£(1) ——
- =dr

X ()
= wE@)dt + ¢(2) | wdt E[dW(t)| F;] +odt
g(t) »—:,0_/
- X;()f)’) (EW) + B(1)0) dr.

Hence, X@ is a (Q, F)-martingale if and only if u£(t) + ¢(t)o = O forall t €
T\ {1}, hence ¢ (1) = —L&(r) forall € T\ {1}. In other words, X ? is a (Q, F)-
martingale if and only if the density process £ of Q is the unique solution of the
stochastic differential equation
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vieT\{1}  dg() = -Lemaw)

with initial condition £ (0) = 1. Hence, if there exists a near-EMM for X, it must be
unique.

What remains to be shown is that the probability measure Q with the density
process & given by Eq.(5.2) is actually a nearrEMM. We have already seen that
X® and hence X = (1, X?) is a (Q. F)-martingale by the choice of § and hence
of Q; we still need to show that Q ~ P.

Since 0 > 0 and u is limited, the fraction —% is limited, hence Lemma 3.10
yields that £(1) is L'(P), whence Nelson’s Radon-Nikodym theorem (see
Remark 2.2) shows that for every A € Q with P(4) ~ 0, we have Q(A4) ~ 0.
For the converse implication, suppose that there were some A € Q2 with Q(A4) >~ 0
but P(A)> 0. Then, we must have P-as. §(1)y4 =~ 0, for otherwise there
would be some A > 0 with P {£(1)y4 > A} > 0 (see Remark 2.4) and hence
Q(A) =E[E)ya] = AP {£(1)x4 = A} > 0.On the other hand, Lemma 3.12 can
be applied (as % is limited and £(0) > 0) to see that P-a.s. £(1) > 0. Combining
this with the previously observed fact that P-a.s. £(1)y4 >~ 0, we see that P-a.s.
x4 = 0. Since x4 is a characteristic function and only assumes values from {0, 1},
we conclude that P-a.s. x4 = 0. This implies that P (2 \ A) = P {y4 = 0} ~ 1,
hence P(A) ~ 0 (see footnote 2 on page 8). O



Chapter 6
Excursion to Financial Engineering:
Volatility Invariance in the Black—Scholes Model

It is well-known that the diffusion invariance principle conveys an important insight
for financial economics: when (logarithmic) Itd processes are used as models of
stock prices, the drift coefficient of the logarithmic price process is interpreted
as a measure for the expected return, and its diffusion coefficient is interpreted
as a measure for the volatility. In this context, the diffusion invariance principle
asserts roughly that under an equivalent change of probability measure, only the
expected returns will be affected, but not the volatilities. In particular, a price process
will have the same volatility under the real-world probability measure as under
an equivalent risk-neutral (i.e. arbitrage-free) probability measure; changing the
probability measure corresponds to changing the expected return (and vice versa).

If the logarithmic price process is just a multiple of the Wiener walk plus linear
drift (Black—Scholes [18] model; compare Eq. (5.1) with Lemma 3.12), then a result
with the same financial interpretation can be proved by purely elementary estimates,
as a consequence of the following theorem.

Theorem 6.1. Let 0 > 0 be limited. Then, for every limited ;v € R, there is a
unique q € (0, 1) and a unique probability measure Q on 2 such that the increments

of W are independent under Q with Q {dW(I) = \/E} =g forallt € T\ {1} and

EQ[eW0] = rd Ly [rth0] x 02 ~

odW(r)
” Var [e ]

1
dr

forallt € T\ {1}. Q is equivalent to P, the density being given by

40 _ 4g1 =g (-2 e 6.1)
qp — Wadl—¢q ) —q :
772
~ exp (nW(l) — ?) , (6.2)
F. S. Herzberg, Stochastic Calculus with Infinitesimals, Lecture Notes in 55

Mathematics 2067, DOI 10.1007/978-3-642-33149-7_6,
© Springer-Verlag Berlin Heidelberg 2013
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wherein
1
= 1 —In(1 — 6.3
n 2@(11(61) n(l —q)) (6.3)
(kO 0?2 32
_(;—E)«/dt—i-ﬁdt—i-o((dt) ).

et dr _ e—aﬁ

q= e — (6.4)

1 w o o?

=+ (= — ) Vdr + —dt + 0 ((d)*?).

2+(20 4)f+12 * (( ) )

Proof. Let us first consider an arbitrary ¢ € (0, 1). Let Q be a probability measure
on 2 for which the increments of W are independent and distributed according to

0 {dW(l) = ﬁ} =g forallt € T\ {l}. (Such a Q can be constructed by the

same procedure as in Remark 2.15.) First, we shall establish the density formula for
0 in Eq. (6.1) (which entails the uniqueness of Q given g). Let A : T — Rbe a
trajectory of W. Then, P {W = A} = 27/4 and

OW =2} = qcard{teT\{l} : dA(t)=Jd7}(1 _ q)card{tET\{l} : dx(r)=—\/5}'

However,
card {1 € T\ {1} : dA(r) = Var}
+card{z eT\ {1} : dA(t) = —J&} = dit
and
\/d_tcard{t €T\ {1} : dA() = @}
—Vdrcard {1 € T\ {1} : da() = —Vr} = A(1),
whence
card {1 € T\ {1} : dA () = Vi = zidﬁ;j—ldlt
and
YY)

card{z eT\ {1} : dA(t) = —JE} TR
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It follows that

Al

1A

W =2 LM L
1A _
= (4g(1 =q)) @ gV (l —q) >
A1)
Ja
— G- ()7
I—¢q
hence
do 1 q 2WJ(1cT)r
—= = (4q(1—gq)% [ —— :
1 = e -a® (1)

In order to obtain the infinitesimal approximation in Eq. (6.2), we first rewrite the

d
exact formula for % as

a9 _ 57z (n(g) —In(1 —q)) W(1)
dp +55 (In(g) + In(1 — g) +21n2)

= exp (nW(l) + % (é (In(g) + In(1 — q) + 21n2)))

and we note that for g = % + p/dt +8dt + 0 ((dt)3/2) (for any limited y, §), a
third-order Taylor expansion of the logarithm function around % yields
In(g) = —In2 + 2y/dr + 8dt — 2y%dr + O ((dr)*?),
In(1 —¢q) = —In2 —2y~dr — 8dt — 2y%dr + O ((dr)*/?),
)

@ =i =9) _ 5 4 svar + o),

24/dt
1 In(1 — 2In2
M) A CZD 22 g2 10 (@',

and therefore

» In(@) +In(l—¢g)+2In2
n°— =0

T ((dn)'/?).

Putu = e’V and d = e V¥ and let ¢ € T. Since the distribution of dw(t)
under Q does not depend on ¢, clearly

E? [V D] =qu+ (1—q)d =qu—d)+d
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and

Var? [ ] = g(1 — q)(u — d)?
(the formula for the variance uses qu? + (1—gq)d? — (qu+ (1 —¢q)d)* =
q (1 —q) (u* —2ud + d?)), in particular (for g = 1/2)
2
Var [e"dw(’)] - —(u —d)
4 9

which (through a third-order Taylor expansion of the exponential function around 0)
becomes

Var [e”dW(I)]

1 2dr 2dr ?
Z(1+a«/§+JT—1+cn/d_t—aT+O((dz)3/2))

% (20@ +0 ((dt)3/2))2 = o%dr + O ((dr)*?)

di .
Let us now fix g = e';_t;d as in the Theorem. By the above formula for

E? [e?®®], this is the unique ¢ that leads to E? [e??"] = e/, Moreover,
for such ¢, we have

wde du— nde
Var® [ 0] = g(1 - q)(u—d)* = 128 (u—dy?
u—d u—d

_ [apdr _ aidry _ qpdt _ _ a2udr
= (e d)(u—e"") =e"" (u+d) ud —e
=1
— eMdt (eo«/dT 4 e—o«/a) 1= eZudr
A third-order Taylor expansion of the exponential function around 0 yields
Var? [e”dw(”]

= (1 + pdr + 0 ((dr)?))
X(1—i—(f@—f—#—f-l—ﬁ«/&—}—#—}-o((dz)?’/z))

—1—(1+2pdr +0((dr)?))

= (1+pdr + 0 ((dn)?)) 2+ 0%dr + 0 ((d)¥?))
—2—2pdt + 0 ((dr)?)
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=2+ 2pudt + o’dt —2 —2pdt + 0 ((dr)*?)
= o?dt + O ((dr)*?)

and a fourth-order Taylor expansion of the exponential function around 0 yields

L4 pdr — 1+ 0/dl — Gdr + Z(dr)¥? + 0 ((dr)?)
1 +ovdl + 2% — 1 +cr\/_ Cd O ((dr)3?)

oAl + (1 — 02/2)dt + 2 (d1)¥? + O ((d1)?)

20/dt + 0 ((dr)3/2)
1
:§+(%_Z)\/_+ —2dl+O((dl‘)3/2)

59



Chapter 7
A Radically Elementary Theory of Ito Diffusions
and Associated Partial Differential Equations

7.1 1to Diffusions

Definition 7.1 ((Time-homogeneous) Ito diffusions). Let7y € T\ {1} and a,b :
R x [0,1] — R. A family § = (§(?)),ern,.1) 1s called an 116 diffusion with drift
coefficient function a and diffusion coefficient function b starting at time t, if and
only if

dé(t) =a @), t)dt +b (@), 1)dW(r) (7.1)

forallt € T N [ty, 1). If a, b are constant in the second argument, then £ is called a
time-homogeneous Ito diffusion.

Equation (7.1) is called the diffusion equation of &.

Definition 7.2. For x € R, the unique It6 diffusion £ with drift coefficient function
a and diffusion coefficient function b starting at time #, with initial value £(#)) = x
is denoted by £0-*. If G is any subalgebra of the finite set 2° and f : R” — R, we
shall use the abbreviation

EO [f (E@), ... £ 9] := E [ (E° (@), €9 ()| 5]

If x : Q@ — R, then E®*[f (£(t1),...,&(ty))] shall denote the random variable
w > EVYO[f(E0). ... E ()]

If #p = 0, we shall suppress the first superscript, thus writing E* and £* instead
of E%¥ and £%¥, respectively.

The following result is another radically elementary version of the [t6—Doeblin
formula (cf. Benoit [10, Proposition 4.6.1] for a special case); it is a straightforward
generalization of Lemma 3.9, but its statement and proof need some notational
effort.

F. S. Herzberg, Stochastic Calculus with Infinitesimals, Lecture Notes in 61
Mathematics 2067, DOI 10.1007/978-3-642-33149-7_17,
© Springer-Verlag Berlin Heidelberg 2013
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Lemma 7.3 (Ito—Doeblin formula). Let & be an 116 diffusion with drift coefficient
function a and diffusion coefficient function b starting at time ty, let  : Rx[ty, 1] —
R be thrice continuously differentiable, and let w € <2 be such that the stochastic
processes a(€,-), b(&,-), f"(&,-), " (§,-) have limited w-trajectories. Then for all
s € T N [ty, 1], suppressing the argument w,

.ﬂﬁwﬂ—f@mww:/BJGMJNHO+/8M@MJNt

1

+
2

i f (E@), )b (E@). 1) dt

Proof. Lett € TN [f, 1). Note that [dW(¢)| = +/dt, whence
|dE(0)| < |a (E@), 1) dt + [b (E@). )] [dW()] = O ((dr)'/?).
and thus
d5(dr = 0 (@)*?). [d5() + dif = 0 (@n)*?).

Moreover,

(d§(0))* = a (§(1),1)* (d)* +2a (£(1). 1) b (E(1). 1) dW(1)dt
~————
=0((d)3/?)

+b (§(1), 0)? @W())?,
———

=dt

SO
(dE@)> = b (E(1),1)*dt + O ((dr)¥?).

Therefore, using the third-order Taylor formula and the symmetry of the Hessian
(Schwarz’s theorem),

af (E@0).0)
_T (dé(t)) (31f (S(t),t))
ar )\ s ).
0 f GO0 D2f €00
) B f (E(1).1) Do f (E(1).1) ( )
— —— dt

=012/ €)1

+1T(dao

2 dr

10 (|d§(t) +dt|3)
=01 f (@), 1)dE@) + dr f (5(2), 1) dt
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byl E0.0 @O o f 0.0 @)
————

=b(E(r).0)*dr+0((dr)%/2)
02 (E(0).0) dE@dr + 0 (|dE (1) + i)
=01 f (§(t),1)dE(r) + 0> f (E(1), 1) dr + %81,1f (E@).1) (dE()°
+0 ((dr)*?)
=01 f (§(t),1)dE(r) + 0> f (E(r), 1) dr + %81,1f E@).0bE@). 1) dt
+0 ((dr)*?).

Integrating this while noting that f; O ((dr)*?)dr = *520 ((d)*/?) = O ((dr)"/?)
~ 0 (as T NJO0,s) is finite) for all s € T, one obtains

£ (E(5)o5) — f (Elto).1o) = / df (E@).1)

fo

~ / 81 f (£(0).1) dE(t) + / 0 f (E(1).1) dr

1 S
+5/m 01 f (6. 1) b (E(). 1) dt

for every s € T, which already is the Ito—Doeblin formula. O
As a corollary one obtains:

Corollary 7.4 (Dynkin’s formula). Let & be an It6 diffusion with drift coefficient
function a and diffusion coefficient function b starting at time ty with £(ty) = x,
assume that the stochastic processes a(&,-) and b(§, ) are limited, and let f : R x
[to, 1] — R be thrice continuously differentiable with uniformly limited second- and
third-order derivatives. Then,

d—ltE [df (§(t0).10)] = 01 f (x,t0) a (x,t0) + 02 f (x,10)
3 ()b ()

In the special case where f : R — R,

CEWS €)= /() (i) + 51" ()b (e i)
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Proof. From the It6—Doeblin formula, we obtain

Efdf (). 10)] = 1 f (§(t0). t0) E [d§ (10)] + 92.f (€ (10). o) dt
+%81,1f (£(t0). 10) b (£ (10). 10)* dt
+0 ((d1)*?).
This leads us, after noting that

E [d§(10)] = a (§(10).10) dt + b (§(2). 1) E [dW(19)] = a (§(10). 20) dt
=0

and that £(#y) = x, to the desired result. O

7.2 The Markov Property of It6 Diffusions
and the Feynman-Kac Formula

Whenever a,b : R — R, we can view a and b as functions from R x [0, 1] —
R which are constant in the second argument. Then, any It6 diffusion with drift
coefficient function a and diffusion coefficient function b will be time-homogeneous
as defined in Definition 7.1.

The next result shows that time-homogeneous Itd diffusions also have another
property which might also be termed time-homogeneity.

Lemma 7.5 (Distribution-wise time-homogeneity). Ler x € R, s € T\ {1}
and a,b:R — R (so that & and &~ are time-homogeneous). Then, the
Jjoint P-distribution of £€°(0),...,&*(1 — s) equals the joint P-distribution of
EVN(s), ..., 97 (D).

Proof. Define a new process W through
W(t) = W(s +1) — W(s)

forallt € TN[0,1—s], sothat W(0) := 0 and dW(r) = dW(s + t) for all
teTN[0,1—y).

Inductively in ¢ € T N [0,1 — 5], we shall prove that the joint P-distribution
of £¥(0),...,&*(t),W(0),...,W(1 — 5) equals the joint P-distribution of
E9%(s), ... E%(s + 1), W(0),...,W(l — s). For the basis step (=0), one
only has to verify that W(0),..., W(1 — s) have the same joint distribution as
W (0), ..., W(1 —s). For the induction step, fix an arbitrary t € TN [0, 1 — ), and
assume that the joint distribution of £*(0),...,&* (), W(0),..., W(1 — s) equals
the joint distribution of £%(s),...,&(s + ¢), W(0),...,W(1l — s). Let F be
the function
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F:R =R, (r.zw) > y+a()d +b(y)(z—w).
Then, applying the diffusion equation of &, we have

EN(s +1t+dr)
=" (s + 1) +dEV (s + 1)
=EGHD+a @ (s +0)dt +b(E (s +1)dW(s +1)
=F (£ (s+1),W(s +t+dt), W(s + 1))
=F (£ (s +1), W(s +t +dt) — W(s), W(s + 1) — W(s))
=F (£ (s + 1), W(t +dt), W (1))

and similarly

EX(t +dt) = E%(1) +dEV (1)
=& () +aE (0)dr +b(E (1)) dW (1)
=FE @), Wt +dr), W(t)).

Our induction hypothesis implies that the joint distribution of £¥(0),...,&*(¢),
W(),...,W( —s), F(E*(t), W( + dt), W(t)) equals the joint distribution of
EN(s), ... EY (s + 1), W(0),.... W1 —s), F(E"(s + 1), W(t + dr), W(1)).
This completes the induction step, whence we have established that for every
t € TNJO,1 — s], the joint distribution of £¥(0),...,&%(¢), W(0), ..., W(1 —s)
equals the joint distribution of £(s), ..., £(s + 1), W(0),..., W(1 — s). This
vacuously implies the result asserted in the lemma. O

Theorem 7.6 (Markov property of time-homogeneous It6 diffusions). Ler x €
Randa,b:R — R Foralls e T\{1},t e TN[0,1—s],and f :R— R

EX[f Es+0)F]=EXO[f E)]. (7.2)
Proof. Define a function g by
g:RxQ—->R, (x,0)— f(EY(s+1)(w).

The set 2 being finite, one can find functions ¢y, ¥, k € {1,...,m} form € N,
such that

glx.o) =Y ()i ()
k=1

for all (x,w) € R x Q. (Simply choose m = card(2), and letting 2 =
{wi,...,0,}, define Yy (wy) = 1if £ = k and Y (w¢) = 0 otherwise, and define
¢k (x) = g(x,wy) forall k and x.)
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Note that by definition, £*(s + 1)(w) = £ @@ (¢)(w) for all ® € Q and
therefore

EY[f EG+0)F] = E[g(E(5).)]F].

wherein g (§*(s), -) denotes, of course, the random variable w — g (§¥(s)(w), w).
It then follows from the choice of the functions ¢,y and from the ;-
measurability of £*(s) that on the one hand
.

Z b (E°(9) E [y | Fy] = quk(y)E Vi | 5]

k=1 k=1

= E[quk(y)wk
y=£*(s)

k=1

EX[f (s + 1) F]

= E[gE (). F]=E [Zcpk () Vi

k=1

y=£%(s)
:ﬂ}

On the other hand, £(s + ¢) is, for every fixed y € R, a function of
dW(s),...,dW(s+t—dt), all of which are independent of F; therefore, £ (s +1¢)
and hence f (£°7 (s 4 t)) are independent of F;, too. Moreover, the distribution of
&Y (s + t) equals the distribution of £”(¢) by the time-homogeneity result of
Lemma 7.5. Therefore,

m

> ¢ (V) E [yl 5

k=1

E [g(y’ )l H:S]|y:§x(s) .

y=£%(s)

E[gyI)F]=E[fE (s +0)F]=E[f (s +1)]
=E[fE O]

Combining this with the previously established equation E~ [ f (§(s 4 1))| Fs] =
E[g(y. )| Fslly=gx(5), we finally arrive at

EX[f (s + 1) 5]

E [g(y’ )l S:S]|y=§x(s)
= E[f s + D)l=ee
ELf € O)lye

hence
EX[f E(s+ )| F] = EXO[f E@)].
O

Ifu : RxT — R, define—in analogy to the increment process é&—for all (x,?) €

R (T {1)),
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du(x,t) = u(x,t +dt) —u(x,1).

Ifu : Rx[0, 1] — Ris a function which is differentiable in the second argument and
can be defined internally without parameters, then one can verify that du(x, ) /dt ~
dou(x,t) forallt € T\ {1} and limited x € R.

Theorem 7.7 (Feynman-Kac formula). Letra,b : R — R, let g : R — R be
thrice continuously differentiable with uniformly limited second- and third-order
derivatives, and let u be the function

u:RxT— R, (x.0) = E*[g(E())].
Then for all (x,t) € Rx (T \ {1}),

du(x,t)

1
e du(x,t)a(x)+ Ea“u(x,z)b (x)?. (7.3)

Proof. Fixt € T\ {1}. Since g is thrice continuously differentiable with uniformly
limited second- and third-order derivatives and €2 is finite, it is not difficult to prove
that u(-,#) must also be thrice continuously differentiable with uniformly limited
second- and third-order derivatives d,u(-,¢), 01 1u(-, 1), 91.1.1u(-, t). Hence, we may
apply Corollary 7.4 (Dynkin’s formula) to the function u(:,#) and obtain for all
x €R,

1 X
3 E €@, 1) —u (). 0]

~ du(x,t)a(x) + %al,lu(x,t)b (x)*.

However, on the other hand, the Markov property of the 1t6 diffusion & and the
definition of u allow us to calculate

E* [u(§(dn). 0] = E* [ES®) [g ¢@)]] = E | B [g ¢ (0]
= E[E[g ("t +dn)| Fu
= E[g (€ +dn)] = ulx, 1+ do),

hence
E*[uE(dr),t) —u((0),1)] = u(x,t +dt) —u(x,t) = du(x,?)

for all x € R. Therefore, for all x € R,

édu(x, t) ~ du(x,t)a(x)+ %BMM (x,1)b (x)*.
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Our Feynman—Kac formula (7.3), whilst not being a classical partial differential
equation, constitutes for every fixed x € R a difference equation of infinitesimal
spacing in ¢ (up to an infinitesimal). Such difference equations have been studied
extensively in the framework of Internal Set Theory (and successfully linked to
classical ordinary differential equations) by the Alsatian school of nonstandard anal-
ysis, following an initiative of Reeb and Callot; cf. Sari [69, 70] and van den Berg
[12,14,15].

The Feynman—Kac formula has proven to be fruitful in quantum mechanics. Con-

. . —i(-E Aty e A2
sider the semigroup (e ( 2 )) o generated by the Hamiltonian —5—- A+V
t€[0,

of a particle of mass m moving in a potential V. Given any f : R — R in the

(=82 . .
domain of the operator, the function (x, ) + e t( m A+V) f(x) is the solution u to

the initial value problem

h? h?
oou = — (——A + V) u=—~Au—"Vu.
2m 2m

The following Corollary 7.8 to the Feynman—Kac formula provides a proba-
bilistic interpretation of (infinitesimal approximations of) such partial differential
equations—and thus of the semigroup generated by the Hamiltonian—for the case
of dimension one.

Corollary 7.8 (Feynman integral). Let m € R, let V : R — R be limited, let
f : R — R be thrice continuously differentiable with uniformly limited second-
and third-order derivatives. For any x € R, let £ be the Ito diffusion given by
Et)y=x+ %W(t)for allt € T, and let u be the function

u:RxT—R, (x,1) > e YO ET[f (1))
Then forallt € T\ {1} and all limited x € R,

2
du(x,l) ~ h—a],lu(xﬂt)_ V(x)u (x,[)_ (74)
dr 2m

The proof of Corollary 7.8 uses the following radically elementary product rule
of stochastic differentiation, which is interesting in its own right: If f, g : ¥ xT — R
for some set Y, then forall y € Y and¢ € T \ {1},

d(fg)(y.1)
=df (y,0)dg(y,0) +df (y,0) g(y,t) + f (y,1)dg (y,t +dt) (7.5)
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as an easy algebraic calculation shows.!
In addition, the proof of Corollary 7.8 uses the fact that whenever V' : R — R,
then forall ¢ € T \ {1}, one has

de™! V(x)

= —V(x)e VW (7.6)

for all x € R such that V(x) is limited, which can be easily proven through a
second-order Taylor expansion of the exponential function.?

Proof. First, note that f is limited, on account of the uniform limitedness of its
second derivatives, as a second-order Taylor expansion shows.

Let i be the function (x, 1) — E* [f (£(1))], so that u(x,¢) = e "V a(x, 1) for
all x,¢. Let x € R be limited and ¢t € T \ {1}. By Eq.(7.3) and the definition of
&, one has dae.n) %8 1.1 (x, 1) and by the limitedness of V(x) combined with

dr —
Eq. (7.6) also % ~ —(x)e~"V). Note that this implies that %

o is limited,

even uniformly in # (because d; ;i is uniformly limited as f has uniformly limited
—tV(x) . .. . ..

e i limited, too (because V(x) is limited),

ar
~ C e dii(x,t)de V) di(x,t) de—1V™)
whence #i(x, ) is limited and moreover & )df = ”(d’; ) de ——dr ~ 0.

Clearly, e~V is limited as V/(x) is limited. Hence, the product rule (7.5) yields

second-order derivatives), and

'Indeed, by adding both 0= — f(y,t)g(y,t+dt) + f(y.t)g(y.t+dt) and 0 =
—df (y,t) g (y,t) +df (y,1) g (v, 1) on each side of the equation, one obtains

d(fe)(v.0) = f .t +d) gyt +d)— f(y,0) gy, 1)
= f(.r+d) gyt +di)— f(y,1) gyt +dr)
+f gyt +d)—f(.0)gh.1)
=df (y,)gy.t+d)+ f(y,0)dg (y,t +di)
=df (y,)dg (. )+df .0 g(y.0)+ f(y,0)dg (y,t +db).

Indeed,
—tV(x)
de — — (e—,m)e—d,vu) _ e—lV(x)) /dt
— efrV(x) efdrV(x) —1 /dl
———
=—dtV(X)+0((d)?2)

= — Oy (x).
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du(x,t)  du(x,1) _p, i de—tV™) N dii(x, £)de="V )
= e u(x,
det dt det dt

hz
~ e—fm)z—al,la (x, 1) — V(x)e "V ©Oh(x, 1)
m
hz
= 2—31,1 (e Wi (x, 1)) — V(x)e " Dia(x, 1).
m

O

All results in this work, including the Feynman—Kac formula, can easily
be generalized to multi-dimensional Itd diffusions, even with respect to multi-
dimensional Wiener walks. For instance, a d-dimensional Wiener walk can be
defined as a d-tuple (W(l), e W(d)) of independent Wiener walks; equivalently,
(W ..., W) is a d-dimensional Wiener walk if and only if

dw ), ....dwD (1 —dr), ... ... ... AW D), .. dW D1 —dr)

is a finite sequence of independent random variables. Generalizing the Feynman—
Kac formula from dimension 1 to dimension d also allows for a d-dimensional
generalization of Corollary 7.8; this result will then be an infinitesimal approximate
probabilistic interpretation of the semigroup generated by the Hamiltonian of a
particle of mass m moving in a potential 1 on R?.



Chapter 8

Excursion to Mathematical Physics:

A Radically Elementary Definition of Feynman
Path Integrals

In this excursion, which is inspired by Albeverio et al. [3, Sect. 6.6] and the classical
article by Nelson [58], we give another demonstration of the usefulness of radically
elementary mathematics in mathematical physics, by providing a rigorous, radically
elementary definition of Feynman path integrals in Minimal Internal Set Theory. A
summary of these ideas—combined with a brief introduction to radically elementary
mathematics for mathematical physicists and some references to previous attempts
at formalizing the Feynman path integral by means of nonstandard analysis—can be
found in [35].

Consider a particle of mass 7 moving in a potential ¥ on R, with the initial state
(time 0) described by ¢y, and let ¥ be the particle’s wave function. Mathematically,
this means that v is the solution of the Schrodinger equation:

o1y = HY, V(. 0) = o
with H being the Hamiltonian operator

h2
H=H,+V, Hy=—"A
2m

(wherein we assume V to be Lebesgue measurable and ¢y to be Lebesgue
square-integrable). The physical interpretation of v rests on the fact that || is
a probability density and views—following the Copenhagen school of quantum
mechanics—| v (x, ¢)|? as the likelihood for the particle to be in x at time ¢.

The quest for a mathematically rigorous definition of the Feynman path integral
concerns the problem whether one can find, for any + > 0 and x € RF, a
measure /. on some space I" of R¥-valued trajectories such that ¥ (x, ) is given by
f{yeF  y()=x} SXP (,‘l;S, (y)) @o (y(0))du’.(y), wherein S, is the energy functional
on the path space I'. If that were possible, the solution of the Schrodinger equation
at time ¢ could be written, up to a constant, as the expected value of a very simple

F. S. Herzberg, Stochastic Calculus with Infinitesimals, Lecture Notes in 71
Mathematics 2067, DOI 10.1007/978-3-642-33149-7_8,
© Springer-Verlag Berlin Heidelberg 2013
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term with a straightforward physical interpretation—the mean being with respect to
a distribution on paths.

Since it is well known that v is, as a function of time, given by the semigroup
generated by the Hamiltonian, i.e.

vVt >0 V(- 1) =exp (—%ZH) ®o,

the search for the Feynman path integral is tantamount to the problem
of writing exp (—%IH) @, at least for sufficiently regular ¢, in the form

Sover : yorn &P (35 () ¢ (O di (7).
Let us fix ¢ > 0 and, for simplicity, let us consider a smooth ¢ with compact
support. By the Lie—Trotter product formula,

exp (—%tH) ¢ = lim (exp (—%—V) exp (—%—Ho)) Q.
n—00o n n

Therefore, for sufficiently large (nonstandard) n,! we have

exp (—%IH) @~ (exp (—%LV) exp (—%LHO)) Q. 8.1
n n

On the other hand for all x € R¥

it it 2 im
exp (—z;Ho) p(x) = (znm) [ e ( T y|2) o ()dy.

—k/2

if the complex fractional power function z + z
Thus for all x € R¥,

is appropriately determined.

ih 72 it ( m 5
_ (z”m) /R k exp(ﬂ(mu—ﬂ —V(x)))w(y)dy

'An analysis of the proof of the Lie-Trotter product formula (cf. e.g. Nelson [58, Appendix B,
proof of Theorem 9]) shows that the condition which n has to meet is

exp(Ca ) ep (Z3 V)V — v + 3 i HY
t/n -

At least when we impose limited bounds on m, V' and , this holds for all nonstandard 7.

0.



8 Excursion to Mathematical Physics: A Radically Elementary Definition of ... 73

and therefore, after defining

S (Xn,...,X0) = Z (%Pﬁ' —xj'—1|2— V(xj)) %

Jj=1

forall xg, ..., x, € R¥, we obtain
it it "
exp[—=—V )exp| —=—Ho o(x) (8.2)
hn hn
h t —kn/z .
= (2711——) / / exp (lS (x, xp—1 ...,xo))
mn Rk RK h

@(x0)dxg - --dx,—;.

Combining Eq. (8.2) with the approximate identity (8.1), we arrive at

exp (—%ZH) o(x) (8.3)

ht —kn/z :
~ (2711——) / / exp (lS (x, xp—1 ...,xo))
mn R Rk h

@(x0)dxg -+ - dx,—;.
Let us fix x € R¥ and define a measure v*) on R D>k by

it k2
dv I (y, Xy ... x0) = (27r——) dxg---dx,—1 8,(dy)
mn

(wherein §, is the Dirac measure concentrated on {x}) and introduce the convention
that y always denotes a R”TD*k matrix with columns y,,---,y, (e, y =
(Yns+++ » ¥0)). Then we can rewrite Eq. (8.3) as

exp (—%ZH) P(x) ~ /R(Hl)xk exp (%S (37)) P(r)dvI(7)

= / exp (%S (ﬁ)) e (@), (84
{x}XR”Xk

Observe that one can interpret R"+1D*¥ a5 a space of trajectories—with time-line of

cardinality n + 1—in R¥ and S as an energy functional on those paths. Next define

y continuous,
"Vjed{l,....,n} vy r[ﬂ j—’) affine-linear

n ’n

F:§y:[0,t]—>Rk
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and
Fe={yel : y@)=x}.
Then ' = R+ DXk the isomorphism being

y = @),y —t/n),---,y(t/n),y0)),

and under this isomorphism, ', is mapped to {x} x R"*¥. Denote the image of
y € T under this isomorphism by ¥, again denoting its columns y,,--- , o, and
define S;(y) = S(¥) for all y € T,. Thereby, S; can be viewed as an energy
functional on I', for:

t

s =3 (ﬁm - V(y,»)) !

j=1

- m t
= S lvGt/m) =y (G =Dt/n) P =V (y(jt/n))) -

]; (Z(t/n)2 n

y(jt/n) —y (( —Dt/n)
t/n

mt u
=35

j=1

m o - t
=2 [ores— [ vomas

2 n
— LV Gm)
j=1

wherein fot |7(s)|*ds is the kinetic energy associated with the path y and

— fot V (y(s))ds is its potential energy. (Note that, unlike in those parts of this
monograph that deal with stochastic analysis proper, we do employ conventional
Riemann integrals in the present excursion.)

Furthermore, the measure v*¥) on {x} x R"™¥ induces a measure u’ on T,
under the isomorphism y + §. Then finally, the approximate equation (8.4) can be
paraphrased

exp (—%tH) o(x)

~ / exp (%S <y>) 0 (1(0) Al ()
Fx

= i(m A opas—
_/{yel":y(t)=x}exp (h (2/0 [y(s)"ds /0 V()’(S))ds))

@ (y(0)) dul (v). (8.5)
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and f (el : yiy=x} """ duy is an actual measure-theoretic integral (with respect to the
measure /i, ) over all paths in I" that satisfy y(¢) = x. Thus, Eq. (8.5) provides a
rigorous definition of the Feynman path integral—based on Minimal Internal Set
Theory.



Chapter 9
A Radically Elementary Theory of Lévy
Processes

9.1 Random Walks and Lévy Walks

Classically, a Lévy process is defined as a stochastically continuous process, pinned
to the origin, with independent and stationary increments (cf. e.g. Sato [71]). Lévy
processes have also been studied by the means of Robinsonian nonstandard analysis
(in particular by Lindstrgm [49] with sequels by Albeverio and Herzberg [2],
Lindstrgm [50], Albeverio et al. [1, Chap. 5], Herzberg and Lindstrgm [36] and
[33]). The nonstandard analogue of a Lévy process is, following Lindstrgm [49],
a hyperfinite Lévy process, that is a hyperfinite random walk which almost surely
does not become unlimited. Drawing on the ideas developed by Lindstrgm’s [49],
we shall now formulate a theory of random walks and Lévy walks in the setting of
radically elementary probability theory.

A random walk is a stochastic processes whose sequence of increments is
independent and such that all increments have the same distribution, given by a
finite (possibly unlimited) set of increments and a probability distribution on it.

Definition 9.1. A stochastic process L : T — R% is a random walk on (Q, P) if
and only if it satisfies all of the following:

(1) Pin to the origin. L(0) = 0.
(2) Independence of increments. dLy,...,dL|—q4 are independent random vari-

ables.
(3) Stationarity of increments. For all s,t € T\ {1} and all b € R,

P{dL(s) = b} = P {dL(t) = b}.

Remark 9.2 (and Definition). If L is a random walk, then there exists a finite set
A C Rand a family (p,),e4 € [0, 1] such that Y, ., p, = 1 and

VieT\{1} VaeA  P{L(t)=a}= pa.
F. S. Herzberg, Stochastic Calculus with Infinitesimals, Lecture Notes in 77
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The set A is called the increment set and (p,),c4 the family of transition
probabilities of L. If A consists only of limited elements, then L is said to have
limited increments.

Proof. We define A ={a € R : P{dL(0) = a} > 0}. This set is finite: For, given
any a € R, we can only have P {dL(0) = a} > 0 if there exists some w € 2 such
that dL(0)(w) = a, and the set of such a is finite as €2 is finite. For all a € A, we
define

Ppa = P{dL(0) =a} > 0.

O

Remark 9.3. Given any finite set A € R and a family (p,),c4 € [0, 1]%, there exists
a probability space (€2, P) and a Lévy walk L on (€2, P) with increment set A and
transition probabilities (pg), e 4-

Proof. The same construction as in Remarks 2.15 and 2.16 can be used: Let Py be
the probability measure on A defined by Po{a} = p, foralla € A, put Q = AT,
let P be the product probability measure P = ®teT\ 1y Po, and let

VseT  L(s)= Y m(0).

r<s

wherein 7(r) : ATMY — A, for any r € T\ {1}, is the projection onto the 7-th
Cartesian factor in AT\, O

A Lévy walk is a random walk which is almost surely limited:
Definition 9.4. A Lévy walk is a random walk which is a.s. limited.

Examples are the Wiener walk or the Poisson walk; for these processes, the a.s.
limitedness follows from the corollary to Nelson’s radically elementary martingale
inequality (Corollary 2.13).

An alternative characterization of Lévy walks will be provided later on in
Theorem 9.9.

Remark 9.5. Obviously, a random walk L is a Lévy walk if and only if
P %max|L(t)| > k} ~0
1€T

for all unlimited & > 0.

Proof. Indeed, if maxser|L(¢)| is a.s. limited, then for every ¢ > O there
exists some set N with P{max,et |L(¢)] > k} < P(N) =< &. Conversely, if
P{max;er |L(¢)| > k} =~ 0 for all unlimited k > 0, then for every & > 0, the inter-
nal formula P{max;ecr |L(t)| > k} < ¢ is satisfied for all unlimited k and thus, by
underspill (Remark 1.1) also for some limited k.. The event N, = {max,er |L(¢)| >
k} has then probability < &, but max,er | L(¢)] is limited on its complement. O
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Let us now fix a random walk L with increment set A and transition probabilities
(Pa)4e4 Which is not constantly = 0.

Definition 9.6. The drift coefficient ju; and the diffusion coefficient oy of L are
defined by

1 1
pi = agapa = S E[dLO),

) X 12 ) i 1/2
(EE[ML(O)I D =<52a pa) :

a€A

oL

The following lemma translates a result by Lindstrgm [49, Lemma 1.2]; its proof
can essentially be copied directly from Lindstrgm’s original proof:

Lemma 9.7. Foreverys €T,
E[L(s)*] = ofs + pjs(s —dr).

(Cf. Lindstrgm [49, Lemma 1.2]).
Proof. Fix s € T. Clearly,

L(s)* = (Z dL(r)) (Z dL(r))

t<s u<s

=Y [dL@)]P +2 ) dL@)dL(w).

t<s u<t<s

However, dL(¢) and dL(u) are independent for all # < ¢ and have the same
distribution as dL(0), so

E[dL(1)dLw)] = E [dL()] E [dLw)] = E [dLO) = pj (d1)?

and
E [|dL(z)|2] —E [|dL(O)|2] = o2dr.

Therefore,

E[L(s)’] =) ofdr+2 ) pj(dr)’

1<s u<t<s

s (s/dt)(s/dt—-1) ,
T S 1293

2
" (dt)>.

ordt +2
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9.2 Integrability of Lévy Walks with Limited Increments

We have the following integrability result for Lévy walks with limited increments,
which corresponds to Lindstrgm’s integrability theorem for hyperfinite Lévy pro-
cesses [49, Theorem 2.3]. The proof is by and large a translation of Lindstrgm’s
arguments into the setting of radically elementary probability theory. We will denote
by G the filtration generated by L.

Theorem 9.8. If L is a Lévy walk with limited increments, then L(t) is L? for all
t € T and all limited p > 0. (Cf. Lindstrom [49, Theorem 2.3].)

Proof of Theorem 9.8. For all K € N, define
tx :=min{t € T : |[L(t)] > K}

with the usual convention min@ = oo. (Then ¢ is a stopping time: For all
t € T, the event {tx <t} is §,-measurable.) Since L is a Lévy walk, we have
P {tx = oo} ~ 1. Therefore,

1 1
P%TK>§}>§

for all nonstandard K, hence by Underspill in N (Remark 1.1) even for all
sufficiently large standard K, in particular for some K which is > max,c4 |a|. Fix
such a K and define

a = E [e7K]

(with the convention that e~ = 0). The choice of K means that « < 1.
Now define a sequence (), <y of stopping times recursively by pp = 0 and

Vn < N pn+1 =min{t €T : t > p,, |L(t)— L (pn)| = K},

so that p; = tk. From the fact that L has independent and stationary increments,
one can show that the random variables p; —po, .. ., py —pn—1 are independent and
all have the same distribution as p; — po, that is tgx. Therefore, foralln < N,

n—1
E[e™] = E[exp (= (pn — p0))] = E [BXP (_ D Pev = p‘)]
=0

n—1
=E [H exp (— (pe+1 — Pz)):|

(=0
n—1 n—1
=[] Elexp (= (oer1 —pe))) = [ E[e7™].

£=0 {=0
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in other words,
E[e™] =do". 9.1)

On the other hand, K was chosen such that K > max,ecy |a|] = max |dL(0)| and
thus (for any n < N) the minimal t > p, satisfying |L (¢) — L (p,)| > K must also
satisfy |L (¢) — L (pn)| < 2K (otherwise there would be a smaller ¢ > p, such that
|L(t) — L (pn)] = K). Hence, foralln < N

IL (pn+1) — L (pn)| < 2K,
whence {|L(t)| > 2nK} C {t > p,} forany ¢t € T and n < N and therefore

e P{L(t)| =2nK} <e”' P{p, <t} < E[e™™].

By Eq. (9.1), this yields

P{|L(t)] > 2nK} <e'd". 9.2)

Since N = 1/dt and K was chosen to be > max,e4 |a|, we have
L) < - max |dL()] < — <KN
| |_dt?§f| |—dt?ea}|a|— '

Moreover, since K was chosen to be limited and o < 1, we can find some & > 0
such that we?X® « 1. Then, estimate (9.2) allows us to calculate for all # € T,

E [CEIL(I)‘] < Z E I:X{ZnKle(t)|<2(n+l)K}e€‘L(I)I:I

n<N
< Y P{2nK < |L(1)] <2(n + 1)K} HDKe
n<N
<Y P{2nK <|L@[r K
n<N
< Z ez‘O[neZ(n+l)Ka2 < ol e2Ke Z (anKs)”
n<N n<N
2K\ N
- eteZKsl — («e?)
- 1 — ae?ke

and the right-hand side is limited since & chosen such that ae*X¢ « 1. Hence, we
already have E [e*!"®l] « o0.

Now, for every p € N, the Taylor expansion of order p of the exponential
function around 0,

P
ealL(l‘)\ >1+ 8— |L(t)|p :
p!
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Since we have already seen that E [ele(’)l] <« oo, we may concluded that
E [|L(t)|p] & oo for all standard p € N. Therefore, by Remark 2.9, L(¢) is LY(P)
for every limited ¢ > O and every ¢ € T. O

9.3 Lindstrgm’s Characterization of Lévy Walks

We shall now turn to a characterization of Lévy walks which can be used to examine
whether a given random walk L is a Lévy walk (Theorem 9.9). This result is a direct
translation of a theorem by Lindstrgm [49, Theorem 4.3] into our framework of
radically elementary probability theory. Most of the proof and the auxiliary results
that prepare it can be directly adapted from Lindstrgm’s paper [49], as they only
involve combinatorics, some elementary, although non-trivial estimates, and the
underspill principle, all of which can be done in minIST. The only significant
exception is Auxiliary Lemma 9.10 (the analogue of Lindstrgm’s [49, Corollary
2.4]) which depends on martingale theory.

In order to state the radically elementary analogue of Lindstrgm’s characteriza-
tion of Lévy walks, let us fix some notation. For all k € R, it will be helpful to
define truncated processes L=F and L>* as follows.

VseT  L¥(s)= > dL().
oo <k
L™ ()= > dL(t) = L(s) — L=*(s).

1<s
|dL(t)|>k

Clearly, L=K and L>* are random walks. In addition, we define

1
quEZpu-

la|>k
a€A

Moreover, for all m > k € R, we define

VseT  LE&"()= Y dL@).

t<s
k<|dL(t)|<m

Theorem 9.9 (Lindstrgm’s characterization of Lévy walks). L is a Lévy walk if
and only if the following conditions are met:

o For all limited, yet non-infinitesimal k € R,
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1
— E ap,| <K oo.
dt lal<k p

acA

e For all limited k € R, .
5 Y lal’pa < 0.

lal<k
a€A

e For all non-infinitesimal ¢ > 0, there is a standard n € N such that for every
k >n, qr < e. (Equivalently: qx >~ 0 for all unlimited k € R.)

Now we shall give our translation of Lindstrgm’s proof into the setting of
radically elementary probability theory. Just as in Lindstrgm’s original proof, it
is helpful to first establish a series of auxiliary statements (cf. Lindstrgm [49,
Corollary 2.4; Lemma 3.1; Lemma 3.2; Corollary 3.3; Corollary 4.2]). Only in the
proof of Auxiliary Lemma 9.10 will we have to deviate from Lindstrgm’s reasoning,
as we cannot invoke the martingale theory of Robinsonian nonstandard analysis;
unsurprisingly, we will employ Nelson’s [60] radically elementary martingale
theory instead.

Auxiliary Lemma 9.10. If L has limited increments, then L is a Lévy walk if and
only if both |11, and oy, are limited. (Cf. Lindstrom [49, Corollary 2.4].)

Proof. If L is a Lévy walk with limited increments, then L (1) is L by Theorem 9.8,
whence E [L(l)z] is limited by Nelson’s radically elementary Radon—Nikodym
theorem (Remark 2.2). The formula of Lemma 9.7 implies that both @7 and op
are limited.

Conversely, suppose L has limited increments and both 7 and oy, are limited.
The process M, defined via

Vs eT M(s) = L(s) — urs

is a martingale with respect to the filtration § generated by the increments of L.
Indeed, since the increments are independent and stationary, dL(¢) is independent
of G;, hence

E[dM(1)| 5] = E[dL(1)| S/] = E[dL(0)] = E [dL(r)] — E[dL(0)] =0

forall 7 € T \ {1}. Moreover, the formula of Lemma 9.7 implies that E [ M (s)*] =
o7s, hence E [M(s)?] is limited, and so is (by Jensen’s inequality) E [|M(s)]].
Therefore, applying the corollary to Nelson’s radically elementary martingale
inequality (Corollary 2.13), we find that M is a.s. limited. Since /. is limited, this
implies that L is a.s. limited. O
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Auxiliary Lemma 9.11. If L is a Lévy walk, then for all non-infinitesimal ¢ > 0,
there is a standard n € N such that for every k > n, qx < e. (Cf. Lindstrgm [49,
Lemma 3.1].)

Proof. Suppose, for a contradiction, that there were some non-infinitesimal ¢ > 0
such that g > ¢ forall limited k¥ € R.. Then, by Remark 1.1 (underspill/overspill),
there exists some unlimited K € R.( such that gx > ¢. Then, for every non-
infinitesimal s € T \ {1}, the probability that [dL(¢)| < K forall ¢ < s is given by
(1—gq Kdt)“/ 4 < (1 — edr)*/% . However, a Taylor expansion of order s/dt for the
exponential function around 0 yields that

(1 — edr)*/¥ ~ exp(—es) < 1.

Hence, 1 — (1 — qut)S/d’, which is the probability that |dL(¢)] > K for some
t < s, is non-infinitesimal. This, however, contradicts the assumption that L is a
Lévy walk. O

Auxiliary Lemma 9.12. (Cf. Lindstrgpm [49, Corollary 3.3].) Suppose for every
& > 0 there exists a standard n € N such that for all m > n, q,, < ¢ and L="
is a Lévy walk. Then L is a Lévy walk.

Proof. If L were not a Lévy walk, then by Remark 9.5 would be some nonstandard
n such that the probability p, defined by

p=P {max|L(t)| > n}
(€T

is non-infinitesimal. On the other hand,

P [ﬂ {L="(1) = L(t)}} = (1 —gud)"/".

teT

hence by a Taylor expansion of order N = 1/dt of the exponential function
around O,

P [ﬂ (L="(1) = L(z)}} ~ e,
teT

By assumption on the sequence (¢),,en. for sufficiently large, but standard m,
gm < —In(1 = p),so

P [ﬂ (L="(1) = L(t)}} ~e > 1—p=1-P {I}leqlg(|L(l)| > n} ,

teT
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whence the event

{1}16%( |L(t)| > n} N ﬂ {L="(t) = L(1)}

teT

has positive probability. However, this event is actually empty, since it entails that
n<|L@O||L="(@)| <m <n.

Contradiction. O

Auxiliary Lemma 9.13. [f L is a Lévy walk, then for all sufficiently large limited k,
the processes L=F and L>* are Lévy walks, too. (Cf. Lindstrgm [49, Lemma 3.2].)

Proof. First, we shall show that L% is a Lévy walk for all limited . For, in order
for max;er |L(k*’”] (t)| to be greater in norm than a given unlimited K, the number
of times ¢ at which |[dL*"(r)| > k must be at least K/k, hence nonstandard.
However, a simple combinatorial argument shows that for every nonstandard n, the
probability that the number of such times is greater or equal ng, is >~ 0: First, note
that card {r € T\ {1} : |[dL®"(t)| > k} = card{r € T\ {1} : |[dL(t)| > k},
whence

P{card{t € T\ {1} : [dL(t)| > k} = n}

= (1/ dl) (1 — qedt) /4" (qidr)" .

n

On the other hand, by a Taylor expansion of order N = 1/dt of the exponential
function around 0,

1/dt 1 1 1
/ (1 — qedt)/¥ ™" (qredt)" =~ —e I (qrdt)" ~ ek —gqi"
n (d)" n! n!

for all standard n. Therefore, for all standard 7,

no

P{card{r € T\ {1} : [dL(t)| > k} = no} ~ e % E i'qk”,
n!
n=0

and the right-hand side is ~ 1 for nonstandard n(. By our initial deliberations, the
probability of max,er | L*(1)| being greater in norm than a given unlimited K is
~ 0. Therefore, L% is a Lévy walk for all limited .

Applying Auxiliary Lemma 9.12 and Auxiliary Lemma 9.11, we conclude that
L>*is a Lévy walk. Since L=F = L — L>¥ and the difference of two Lévy walks is
itself a Lévy walk, it follows that L= is a Lévy walk, too. O
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Auxiliary Lemma 9.14. [f L is a Lévy walk, then for every non-infinitesimal and
limited k € R, the processes L=k and L% are Lévy walks (Cf. Lindstrgm [49,
Corollary 4.2])

Proof. With exactly the same arguments as in the proof of Auxiliary Lemma 9.13,
we can prove that L>* is a Lévy walk. In order to perform this argument, however,
we need that g, is limited for non-infinitesimal k. We will prove this presently:
one only has to note that ¢,, < 1 for sufficiently large standard m and thus,
using Auxiliary Lemma 9.10 and the fact that L=" is a Lévy walk (from Auxiliary
Lemma 9.13), we already have

I 11 ) 1,
Gesl+o D paslt o D lalpe =1+ 50jen < oo,

k<lal<m k<lal<m

Since L=F = L — L>* and the difference of two Lévy walks is itself a Lévy
walk, it follows that L=F also is a Lévy walk. O

Proof of Theorem 9.9. 1f L satisfies the first two conditions of the Theorem, then for
every non-infinitesimal limited k, f1; <+ and o, < are limited, whence L=F is a Lévy
walk by Auxiliary Lemma 9.10. From here, the third condition in the Theorem can
be combined with Auxiliary Lemma 9.12 to establish that L itself is a Lévy walk.
Conversely, if L is a Lévy walk, then Auxiliary Lemma 9.11 says that the third
condition is satisfied. Consider now a non-infinitesimal, limited k. By Auxiliary
Lemma 9.14, L=F is a Lévy walk with limited increments, hence both s ; <« and
o<kt are limited by Auxiliary Lemma 9.10. Since o, <« is increasing in k, we
conclude that j4; <« is limited for all non-infinitesimal, limited k (the first condition
in the Theorem) and that o, <« for all limited k& (the second condition in the
Theorem). O

9.4 A Radically Elementary Ito—Doeblin Formula for Lévy
Walks with Limited-Variation Jump Part

Our goal in this chapter is to prove a version of the It6—Doeblin formula in a
radically elementary setting. For this purpose, we restrict ourselves to the case of
those Lévy walks which do not have arbitrarily small jumps and use some kind of
jump-diffusion decomposition, motivated by Lindstrgm’s approach [49].!

Definition 9.15. Anelementa € A is called a jump of L if and only if both p, # 0
and |a|/+/d is unlimited. L is said to be a (pure) jump process if and only if every
a € A with p, # 0is a jump. A jump a is called observable if and only if |a| 2 0.

'In the classical setting, these processes correspond to Lévy walks whose Lévy measure is
concentrated on a set that is bounded from below in norm.
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L is said to be an observable jump process if and only if every a € A with p, # 0
is an observable jump. If L is a Lévy walk and a jump process (observable jump
process), it is called a jump Lévy walk (observable-jump Lévy walk).

Remark 9.16. If all jumps of L are observable, then there exists some 1 >> 0 such
that |a|/~/dt is limited for eacha € A N R, with p, # 0. We define recursively a
new process L~ by

L=(0)=L(0), VieT\{l} L™(t+dr)=L"(t)+dL()xgaLi<-

la|

Proof. By assumption, for every both p, # 0, if Vo is unlimited, then already
la] 2 0. Thus, the set

a 1
lal >k = |a| > —

N k)}

contains all nonstandard natural numbers. Therefore, by underspill (see Remark1.1),
it must contain a standard natural number n. Put 1 := % > 0. Then

{keN:VaeA (

1
VYa e A (Ial >—:>|a|>n),

Jdr T

hence
Vae A (||< -, <1)
a a —_— <.
=1 SJdt o1

|

First, we note that if L has no jumps, then it is a multiple of the Wiener process
plus constant drift.

Lemma 9.17. Suppose L is a Lévy walk which has no jumps and oy % 0. Then
the process M, defined by M(t) = %_L"” is a normalized martingale and even a
Wiener process.

Proof. First, since L is not constantly = 0, we have o, # 0, whence M is well-
defined. Since L has independent increments, one can easily check that M is a
martingale. A simple calculation shows that M is even a normalized martingale and
that M(0) = 0. Since L is a Lévy walk without jumps, Theorem 9.9 says that both
pr and cr]% are limited. Also, since L has no jumps, there is a limited C such that

[dL(t)| < C+/dt ~ 0 forall 7 € T. Now, since o, % 0, we have \/E/CTL ~ 0, so

|dM(1)] <

C+/dt dr
EVEF LY el for ~ 0.
oL

Thus, M has no jumps and dM () = dM(t) x{jam()|<e} forallz € T and ¢ > 0.
This entails that M satisfies the (near) Lindeberg condition [60, p. 57].
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By Nelson’s unified “de Moivre-Laplace—Lindeberg—Feller—Wiener-Lévy—
Doob-Erd6s—Kac—Donsker—Prokhorov theorem” (see Remark 3.13), we find that
M must be a Wiener process. O

If o ~ 0, then Lemma 9.7 says that

E|ILG) = putl?| = oft +pudet —d) —2ut - EILQ)]  +uie?
N——
=G EMLO)]=pLt

:crft ~ 0,

therefore L(¢) >~ .t a.s. forall t € T.

For the remainder of this chapter, we will only consider Lévy walks which are
of the form L(¢t) = upt + o, W(t) + J(t), wherein J is a random walk whose
increment set consists of jumps only.

We will now prove a radically elementary [t6—Doeblin formula for Lévy walks
with observable jump part. The proof idea is borrowed from a relatively recent
paper [33] which—using Lindstrgm’s theory of hyperfinite Lévy processes—gives
a simple nonstandard proof of the Ito—Doeblin formula for Lévy walks with finite-
variation jump part.

Theorem 9.18 (Ito—Doeblin formula for Lévy walks). Suppose L(t) = ut +
oW(t) + J(t) forallt € T for some Wiener walk W, some observable jump Lévy
walk J and limited |1, 0, and let f be a thrice continuously differentiable function.
Consider some @ such that (L) and f"'(L) have limited w-trajectories. Then
one has for all s € T, suppressing o,

FLG6) - LO)
s 0,2 s
= [ rwwaro+ % [ o
0 0
F Y AL@) ~ FL70) = (L0~ L70) f L @),

t<s

The proof needs the following result, a corollary to Theorem 9.9:
Corollary 9.19. Define processes L and L_ by

VseT  Ly(s)= ZdL(f)X{dL(t)zo},

r<s

L_(s) = Z dL (1) x{ary<oy-

r<s

If L is a Lévy walk, then L+ and L_ are Lévy walks.
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Proof of Corollary 9.19. Clearly, L and L_ are random walks with increment sets
Ay = ANR.o U {0} and A- N Ry U {0}, respectively and transition functions

(Pa+)geq+ and (pa—), e 4 respectively, wherein p, + = p, foralla € Ay \ {0}

and p,— = p, foralla € A_\ {0}. Clearly, L+ and L_ satisfy the conditions of

Theorem 9.9 and thus are Lévy walks. O
L~ is the analogue of a pathwise left limit.

Proof of Theorem 9.18. By Remark 9.16, there exists some n > 0 such that
la|/~/dt is limited for eacha € A N R<,. We now define recursively a sequence of
stopping times as follows:

70 := 0, T, =min{t €T : t >r7,—y, |dL({—dt)|>=n}Al.

Exploiting that T has finite cardinality, we may define an N-valued random variable
M : Q — Nby
M :=card{t €T : |dL(t)| = n}.

Next we show that for all nonstandard k € N,
P{M >k} ~D0. 9.3)

Indeed, if M(w) > k for any k, then either max,er |L+(?)(w)| > gk or
max,er |[L-(¢)(w)| = 3k, hence either Ly(1)(w) = Fk or L_(1)(w) =
—gk. However, L4 and L_ are Lévy walks by Corollary 9.19, whence
P{L.(1)> 2k} ~0and P {L_(1) < —2k} ~ 0 for all unlimited k. Therefore,

P{M>ki<P [{L+(1) > gk} U {L_(l) < —gk}] ~ 0,

which establishes the approximate equation (9.3).

Hence, for any ¢ > 0, the set {k e N : P {M > k} < &} contains all nonstan-
dard k € N, and thus by underspill (see Remark 1.1) must contain some standard
ke, such that P {M > k.} < e. Therefore, M is limited a.s. For this reason, the set
{to(®). ... Tmw)(w)} is limited for almost every w. Moreover, clearly 7y = 1.

By assumptionon L, AN[—¢, ]U{0} = {0, pdt, o +/dt, —cr\/d_t} forany e > 0.
Combining this fact with the choice of n > 0, we find that for all # € T with

T, <t < tj41, we must have L(t) = L (tr;) + put + oW(¢t) and hence by It6’s
formula (Lemma 3.9)

2
Y odr ey = Y f L)L) + L f (L)

T <t<Tj41 T <t<Tj41

2
~ Y SO + (L) d

T <t<Tj41
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2
~ Y WAL + 2R L) dr.

T SE<Ti4

Therefore, using 7y = 1,

S (L(s) = f (L) = > _df (L(1))

r<s

M—1 M
=3 > df @)+ df (L(w)
i=0

i=0 T <I<Ti4|

M—1 2

=3 Y @@L @) + 2R o) e
2

i=0 7 <t<Tj4|

M
+Yf(L@) - f (L (W)

i=0

= > f’(L—(t))dL—(t)+”—ff”(r(r))dz

O<t<ty

M
+ Y f(L(w) — f(L™ (1)

i=0

=2 [T dL—(t)+"—ff” (L™ (1)) dr

0<t<l

+YF@L®) = f(L@)

r<s

2
= Y SO ALO) + T (L)

0<t<l
+Y FL@) = f L)+ Y (L) = L™@) f'(L™(1)).

9.5 A Brief Look at Lévy Finance

Since the mid-1980s and in particular during the last years of the twentieth century,
Lévy processes have gained great popularity among (academic) researchers in
mathematical finance, the reason being that they have a number of mathematically
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very pleasant properties (including a beautiful parametrization, through the Lévy—
Khintchine formula), but on the other hand constitute a relatively rich class of
stochastic processes which include examples of pure-jump processes, of diffusions
and of jump-diffusions. In the field now known as Lévy finance, risky asset price
processes are modelled, after appropriate scaling, as exponential Lévy processes.

The earliest and most popular models in Lévy finance take simple Lévy
processes other than the Wiener process to model logarithmic asset price processes.
Historically, the first example of such a model was proposed by Nobel laureate
Robert C. Merton [57] as early as 1976, only three years after the publication of
Fischer Black’s and Myron S. Scholes’ famous paper [18] and his own seminal
work on the “theory of rational option pricing” [56]. Lévy finance as a research area
in its own right did, however, not come into existence until the circulation of the
papers by Madan and Seneta [53-55].

Merton’s [57] jump-diffusion model—the earliest and most well-known model
of Lévy finance—assumes that after scaling, the price process X of a risky asset can
be modelled as

X(@) =exp(ut +oW(t) + A(1))

for all #, where W and ¢ are Wiener and Poisson processes, respectively, and o, jt, A
are real constants (o > 0).

It is an easy exercise in mathematical finance to verify that given any interest rate
r, there will be infinitely (indeed continuum-many) equivalent martingale measures
for the discounted price process (e™"' X(¢)),~, associated with Merton’s jump-
diffusion model. Thus, in light of the First and Second Fundamental Theorems of
Asset Pricing (for radically elementary versions, see Theorem 5.4, Theorem 5.6 and
Remark 5.8), we not only have in Merton’s model (i) the absence of well-behaved
free lunches with vanishing risk, but also (ii) market incompleteness in the sense
that the marketed space does not contain all conceivable contingent claims. This
property of incompleteness is shared by all exponential Lévy-process models in
mathematical finance—except for the Black—Scholes model, of course.

On the one hand, this feature of Lévy market models makes them quite attractive
from an empirical point of view, because they provide mathematically beautiful and
analytically (fairly) tractable models of phenomena (market incompleteness, jumps,
non-Gaussian distributions) which one observes on real-world financial markets.
On the other hand, incomplete models have the disadvantage that they no longer
produce—at least not in a straightforward manner—strategies for hedging deriva-
tives. Incomplete financial markets call for much more sophisticated approaches to
hedging than just replication of contingent claims—but this is “merely” a practical
problem and should in many contexts not affect modelling choices.

For an overview of the subject and more references, one may refer to the volume
edited by Barndorff-Nielsen et al. [8], to Applebaum’s survey article on Lévy
processes [5] or to textbooks such as Boyarchenko and Levendorskii [20], Schoutens
[73] and Applebaum [6].

Very recently, a fundamental concern about Lévy financial market models has
surfaced, which is that they might—except for the Black—Scholes model—lack
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a foundation in terms of general equilibrium theory (cf. [34]). The mathematical
treatment of this question, by the way, relies heavily on (Robinsonian) nonstandard
analysis in general and on Loeb probability theory in particular. (See Appendix B for
a brief discussion of the relation of this book to Robinsonian nonstandard analysis.)



Chapter 10
Final Remarks

Nelson [60, Appendix] has proved that in a rigorous sense the concepts of radically
elementary probability theory are equivalent to the concepts of the classical theory
of stochastic processes. For this reason, the radically elementary approach to
stochastic calculus as presented in the present work has the same scientific content
as the usual approach to the subject.

As we have seen, radically elementary probability theory allows for elementary
proofs of many results in stochastic analysis, including 1t6’s formula, Girsanov’s
theorem, the Feynman—Kac formula, and even stochastic calculus for Lévy walks
with finite-variation jump part. The only prerequisites to teach basic stochastic
analysis in this framework are finite probability theory, basic real analysis, and the
fact that the Peano axioms do not completely characterize the natural numbers. For
this reason, the radically elementary approach to stochastic analysis seems ideally
suited for introductory courses on stochastic calculus in the mathematics curricula
of quantitative finance, engineering, and physics programmes.
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Appendix A

Excursion to Logic: Some Remarks on the
Metamathematics of Minimal Internal Set
Theory

A.1 An Alternative Road to Minimal Internal Set Theory

When we introduced Minimal Internal Set Theory in Chap.1, we have tacitly
assumed that most readers of this book will find it more intuitive to conceive of
Minimal Internal Set Theory as an axiom system which describes an extended
universe. Some readers, however, might be more comfortable with the idea that an
“appropriate” mathematical model of the real numbers should contain infinitesimals
and infinitely large numbers anyway. On this account, it would be more intuitive to
simply extend the language of conventional mathematics by a new predicate, e.g.
“...1s a standard natural number”, and impose additional axioms regulating the use
of this predicate—in order to allow for a consistent and fruitful use of infinitesimals.

Of course, the choice of the axioms requires care, as the resulting axiom system
should be consistent,' simple and powerful enough to permit a productive use
of these axioms for infinitesimal calculus. In order to motivate our choice of an
axiom system (which is inherited from Nelson’s Radically Elementary Probability
Theory [60]), we could have pointed to the relatively well-known fact that the
Peano axiomatization of the natural numbers does not characterize the set of
natural numbers completely.” For example, any model of the Peano axioms can
be elementarily embedded as a proper subset into some other model of the Peano
axioms. This observation already suffices to motivate the consistency of axiom
systems with a modified principle of mathematical induction for the standard natural
numbers. The axiom system in Nelson’s Radically elementary probability theory
[60] is exactly of such a kind.

I At least relative to the consistency of conventional mathematics, which because of Godel’s second
incompleteness theorem [28] admits no consistency proof.

2More precisely, indeed, by Godel’s first incompleteness theorem [28], no extension of the Peano
axioms could provide such a unique characterization up to isomorphism.
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On this syntactic account of Minimal Internal Set Theory, the presentation of
the axiom system only needs to be prefaced (as in Nelson’s monograph [60]) by
observing that the language of conventional mathematics does not use the word
“standard”, whence one may without hesitation introduce a new unary predicate for
natural numbers with that name, i.e. a predicate of the form “.. .1is a standard natural
number”. Having thus extended the language of conventional mathematics,? all that
is left to do is to specify rules that govern the use of that predicate.

On this account, one may note* that the introduction of Minimal Internal Set
Theory did not per se involve the addition of any new mathematical objects (be it
atoms or sets). One may take the view that the universe of mathematical objects
has remained the same, and only the language has been extended—by adjoining
a new predicate which allows us to distinguish between standard natural numbers
and nonstandard natural numbers. As one can gather from the axioms of Minimal
Internal Set Theory and the fact (provable by External Induction, see below) that
any nonstandard natural number is greater than every standard natural number, the
correct interpretation of “standard” is “not extremely large”.

Readers with an interest in the foundations of mathematics will observe that (i)
the axiom system minIST would obviously be inconsistent if the Peano axioms
characterized the natural numbers completely, and (ii) conversely, the incomplete-
ness of the Peano axioms readily suggests that the axiom system minIST is
consistent. In any case, it can be rigorously shown that minIST only proves those
internal formulae can already be proved in conventional mathematics: minIST is a
conservative extension of conventional mathematics and thus—in light of ex falso
quodlibet—(relatively) consistent. The reason for the conservativity of minIST
lies in the fact that it can be seen as a subsystem of Nelson’s [59] (cf. Nelson
[60, Appendix, p. 80]) which itself is a conservative extension of conventional
mathematics.

We close this section with a few more technical comments on the axioms
of minIST. First, the term “conventional mathematics” in the first axiom of
Minimal Internal Set Theory is, of course, context-dependent; at present, most
mathematicians would understand the term “conventional mathematics” to refer to
Zermelo—Fraenkel set theory plus the Axiom of Choice (ZFC). In the following, we
will side with the majority and view Minimal Internal Set Theory as an extension of
ZFC by definition. We note, however, that radically elementary probability theory
and radically elementary stochastic analysis certainly do not use ZFC to its fullest
strength. Therefore, they might continue to be acceptable even when the consistency
of ZFC should some day be subject to considerable doubt. (Edward Nelson for
instance is less than convinced that Peano Arithmetic is consistent [63].)

3In fact, as Cantor, Frege, Russell, Whitehead and others had shown by the early 1900s, all
of conventional mathematics may be reduced to set theory, so “the language of conventional
mathematics” comes down to all that can be expressed with the €-relation.

4This applies especially to those readers who already have come into loose contact with
nonstandard analysis.
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The additional axioms beyond ZFC are theorems of Nelson’s [59] Internal Set
Theory (cf. Nelson [60, Appendix, p. 80]), which itself is a conservative extension
of ZFC (Nelson [59, Theorem 8.8, in part due to William C. Powell]) and thus
consistent relative to ZFC. Hence, minIST™ also is consistent relative to ZFC and
every internal theorem of minIST™ can also be proved in ZFC. It might be possible
to develop Nelson’s [60] radically elementary probability theory, at least partially,
even when one replaces ZFC in our definitions of minIST™ or minIST (or the
even weaker system minIST™ of Appendix A) by a weaker set-theoretic axiom
system. This would be an interesting question for future research.’

A.2 A Simple Relative Consistency Proof for a Substantial
Subsystem of minIST

Nelson [60, Appendix, p. 80] has shown, invoking the saturation principle of
Internal Set Theory (cf. Nelson [61]), that the axioms of minIST* follow from
IST, and since Nelson has also shown that IST is a conservative extension of ZFC
[59, Theorem 8.8, in part due to William C. Powell], it follows that so is minIST.

The proof of the fact that IST is a conservative extension of ZFC, however,
is a sophisticated argument using so-called adequate ultrapowers and ultralimits.
For pedagogical reasons, one would wish to find a simple proof at least for the
consistency of some subsystem of minIST* in which a substantial part of radically
elementary probability theory can be developed. This is what we will now aim
at. Consider the subsystem, henceforth denoted minIST~, of minIST which one
obtains through replacing the External Induction principle by the following two
axioms:

¢ (Unlimitedness of nonstandard numbers) If n» € N is nonstandard, then n > k
for all standard k € N.

* (Standard Induction) Let A(n) be a formula which is of the form Q$'v; ... Q%
V@ (P1s-- -, Pe; V1, -« ., Uy, 1), Wherein Q?‘vi is a quantification either of the
form “for all standard v; € N” (abbreviated V*v;) or of the form “there exists
a standard v; € N” (abbreviated 3*v;), p1, ..., p, are standard natural numbers
and ¢ is a formula of set theory with £ +m + 1 free variables (and no parameters).
Assume that A(0) holds and that A(n) entails A (n + 1) for all standard n. Then
A(n) readily holds for all standard n.

Note that the most important proof principle of minIST, viz. the under-
spill/overspill principle (Remark 1.1), still holds in minIST™. For example, in order
to prove that there is no set which consists only of the standard natural numbers,

SIn fact, Henson and Keisler [30] have shown that adding nonstandard elements to certain relatively
weak axiom systems of set theory may result in a stronger, i.e. non-conservative extension of the
original weak axiom system.
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we only have to remark that if there were such a set, one could prove by internal
induction (i.e. induction in N, which of course holds in minIST™ as it extends
ZFC) that this set is the whole of N, contradicting the existence of nonstandard
natural numbers (which continues to hold in minIST™).

Furthermore, the External Induction principle can be replaced by the Standard
Induction principle in proving a number of basic results of radically elementary
mathematics. We give some examples for results which Nelson [60, p. 17] proves
with the External Induction principle and which can also be proved in minIST™
through the Standard Induction principle.

Lemma A.1 (minIST™).

(1) If m and n are standard natural numbers, then so is m + n.

(2) If m and n are standard natural numbers, then so is mn.

(3) If n is a standard natural number and a > 0 is limited, then a" is limited.

(4) Foralln € N, n is standard if and only if it is limited.

(5) If x is infinitesimal and y is limited, then xy is infinitesimal.

(6) If x ~yandy ~ z, then x >~ z.

(7) Letn € N be standard and (x;); -, , (Vi)i<p € R". If x; > y; foralli < n, then
Zi<n Xi = Zi<n Vi

Proof. (1) Let m € N be standard. An inspection of the definition of ordinal
addition and the proof of the ordinal recursion theorem shows that there exists a
formula of set theory, denoted v (m, n, k), whose only parameters are m, n, k
and such that for all m,n, k € N,

m+n=k <& Yy (m,n k).
Let us hence apply Standard Induction to the formula
Ik m+n=k.

The base step of the induction is tautological. For the induction step, it suffices
to remark that if m + n is standard (induction hypothesis), then m + n + 1 is
standard.

(2) Letm e N be standard. Again, an inspection of the definition of ordinal addition
and the proof of the ordinal recursion theorem shows that there exists a formula
of set theory vy« (m, n, k) whose only parameters are m, n, k and such that for
allm,n,k €N,

mn =k & Y (m,n, k).

We apply Standard Induction to the formula

Pk mn = k.
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Base step: m0 = 0 is standard. Induction step: Suppose mn is standard
(induction hypothesis). Then m(n + 1) = mn + n is the sum of two standard
numbers and thus itself standard by part 1 of the present lemma.

(3) Of course, a” > 0. Since a is limited, there exists some standard m € N such
that a < m. It is enough to verify the formula

e m" = k.

An inspection of the definition of ordinal addition and the proof of the ordinal
recursion theorem shows that there exists a formula of set theory Ve, (1,71, k)
whose only parameters are m, n, k and such that for all m,n,k € N,

m" =k & Yexp (m,n, k).

Hence, we may apply Standard Induction to prove that Ik m" = k. Base
step: m° = 1 is standard. Induction step: Suppose there is a standard k such
that m" = k (induction hypothesis). Then m" ! = km, which is the product of
two standard numbers and thus itself standard by part 2 of the present lemma.

(4) If n is standard, then obviously limited (by the trivial estimate n < n). The
converse follows from the unlimitedness of nonstandard numbers, an axiom of
minIST™.

(5) Fix a standard m € N. We have to prove |xy| < 1/m. Choose a standard n € N
such that |y| < n. By part 2 of the present lemma, mn is standard, whence

1 1
lxyl=Ixllyl = —n=<—.
m m
(6) Fix a standard m € N. We have to prove |x —z| < 1/m. By part 2 of the present
lemma, 2m is standard (as 2 = 0 + 1 + 1 is standard), whence

1 1 1
x—zl=lx—yl+ly—z=5-+5-=—.
2m 2m m

(7) Fix a standard m € N. We need to prove o (xi =) < L However, mn
p i<n y

m
is standard (by part 2 of the present lemma), so

> (=) EZIXi_JHEZ%:%.

i<n i<n i<n

|

An advantage of minIST over minIST™ is that its axioms are simpler and shorter
to formulate; what speaks for minIST™ is that it admits a short proof of its relative
consistency.

Theorem A.2. The axiom system minIST~ is a conservative extension of ZFC.
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As an immediate corollary, minIST™ is consistent relative to ZFC.

Proof. Let ¢ be a formula of set theory which is not provable in ZFC. We shall
construct a model *V of minIST™ in which ¢ fails. By the compactness theorem,
let V be a set-size, transitive model of ZFC, called ground model, which models
—. Let NV be the set of natural numbers as recognized by V, and let €” denote
the element-relation as recognized by V. Let I be an infinite set and let U be a non-
principal ultrafilter on /. Consider the ultrapower * = V! /1, into which V' can
be canonically embedded, through * : v > [(v);e;]y- By L0$’s theorem, this is an
elementary embedding: * : V < *V.

Let *N be the set of natural numbers as recognized by *V/, and let *¢" denote the
element-relation as recognized by *V. Call an element n of *N standard (denoted
st(n)) if and only if it is of the form *1¢ for some ny € NV.

We now have to prove that (*V,*€", st) is a model of minIST~ and of —.
Indeed, *V is a model of ZFC and of — since V < *V. Moreover,

0V =g ="g="0
and for all ny € NV, one has
>kl’l()*-l—*l = *(no + 1).

Therefore, 0" is standard and for every standard n, n*+1 is standard, too.
Consider next some k € *N with k* <n for some standard n = *ng. Let k =
[(ki)iefly-then{i € I : ki <no} € UbyLo$’s Theorem. Since U is non-principal
and {i € I : k; <ng} = U;l'()=0 {i €I : k; = j} for some finite number ng, we
must have {i € [ : k; = jo} € U for some jo < ng. But then k = *j,, whence k
is standard.
Finally, we prove the Standard Induction principle in *V. Let

A(n) = ?tvl Q;:Um (p(*pls---s*plsvls---svmsn)7

wherein py,...,p; € N V and ¢ is a formula of set theory without parameters, and
define

AV(n) =Q01V1...0mV @ (P1s..., PV, ooy U, 1) .

Inductively in m (the number of external quantifiers in A) one can prove that for
every ng € NY,

(*V.,*%€" st) E ACng) & (V. €") E A" (no). (A.34)

(The base step of the induction uses that V' < *V.) Therefore, the assumptions in
the Standard Induction principle mean that 4" (0) and A" (n) = A" (n + 1) hold
for every n € NV, whence 4" (n) must hold for all n € NV (by induction in V).
Therefore, again by equivalence (A.34) we have that A(*1) holds for all n € N” and
thus A(n) holds for all standard n. O
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A.3 Definable Models for (Minimal) Nonstandard Analysis

The consistency proofs for IST (cf. Nelson [59]) or Robinsonian nonstandard
analysis (cf. Robinson [67])—and also our simple consistency proof for minIST™—
use ultrapower constructions and thus rest on the existence of non-principal
ultrafilters, typically obtained from Zorn’s Lemma. This, however, does not mean
that the Axiom of Choice is an indispensable ingredient of these consistency proofs,
since the ultrafilter existence theorem is in fact strictly weaker than the Axiom of
Choice (cf. Halpern and Levy [29] and Banaschewski [7] for a discussion of the
strength of the ultrafilter existence theorem).

Based on a technique developed by Kanovei and Shelah [40], Kanovei and
Reeken [39] have shown that a slightly stronger set-theoretic axiom system than
ZFC implies the existence of definable models of IST and thus of minIST™. The
definable nonstandard enlargement constructed in [31,32] is obviously a model of a
significant subsystem of minIST™, viz. the subsystem obtained by removing those
set-theoretic axiom scheme instances which do not hold for superstructures (such as
Extensionality for atoms, in this case the reals). Moreover, by applying Kanovei
and Shelah’s [40] technique one can produce a countably saturated, definable,
ultrapower-like extension of a set universe. In a similar manner as in the proof of our
consistency result (Theorem A.2) one can then verify that this definable structure is
a model of minIST™.



Appendix B
Robinsonian vs. Minimal Nonstandard Analysis

The point of this book was to present a different approach to stochastic analysis,
one that—for the sake of accessibility to mathematics undergraduates and students
of other disciplines—avoids the use of measure theory and functional analysis
which the classical approach requires and instead invokes a small axiom system,
which might just be dubbed minimal nonstandard analysis,' but is a fragment of
Internal Set Theory and thus called Minimal Internal Set Theory. Contrary to this
intention, Robinsonian [67] nonstandard analysis has the express purpose to be
just an additional tool in the hands of any research mathematician, so that any
“nonstandard arguments” should yield standard theorems. For instance, the seminal
result of nonstandard probability theory is the “conversion from nonstandard to
standard measure spaces” [51] now known as the Loeb construction in honor of
its inventor (or discoverer, depending on one’s belief or disbelief in mathematical
Platonism), Professor Peter A. Loeb.

From a more technical perspective, the two approaches also differ substantially:
Internal Set Theory extends the synfax of conventional mathematics and views, say,
the set of natural numbers as containing some (hitherto unclassified) nonstandard
numbers—this is also the point of view taken in Nelson’s Radically Elementary
Probability Theory [60], where Minimal Internal Set Theory is derived from.

Robinsonian nonstandard analysis, however, operates semantically: It starts from
(what may be seen as) a model of a modified fragment of Zermelo—Fraenkel set
theory (with the real numbers as atoms or urelements) which is just sufficient for
analysis in its broad sense—a superstructure over the real numbers. This is then
extended to a nonstandard universe, viz. a superstructure over an extended set
of real numbers, the hyperreal numbers (which is a real ordered field including
infinitesimals and unlimited numbers), which also contains an extended set of
natural numbers (including unlimited numbers), called hypernatural numbers.

I'This term was suggested by Nelson in a more recent paper [62].
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The extension is constructed in such a way that (among other properties) the
canonical embedding is well-behaved with respect to the €-relation.> Images of
elements of the original superstructure under the canonical embedding are called
standard, elements of standard sets are called internal, all other sets are called
external.

As our motivation of Minimal Internal Set Theory in Chap. 1 already suggests,
one does not need to view Minimal Internal Set Theory merely as a fragment of
Internal Set Theory. Instead, Minimal Internal Set Theory can also be linked to
Robinsonian nonstandard analysis relatively easily—for instance, by noting that the
nonstandard universe can be viewed as a model of minIST: If one takes (i) the set
of hypernatural numbers to be the interpretation of the constant N in the language
of minIST and (ii) the class of all those hypernatural numbers which were already
present in the original superstructure to be the interpretation of the predicate ... 1is
a standard natural number” in the language of minIST, then the axioms of minIST
are satisfied, and the internal sets of the superstructure are just those sets which can
be defined by internal formulae (possibly with parameters) in minIST.

This last observation permits a new reading of the present work from the
perspective of Robinsonian nonstandard analysis: The content of this book is an
analysis, frequently using external formulae, of certain internal sets which intu-
itively® correspond to objects of conventional stochastic analysis. In many instances,
the results of Robinsonian nonstandard analysis applied to probability theory in
general and to stochastic analysis in particular (cf. e.g. Loeb [51], Anderson [4],
Lindstrgm [45-48], Keisler [41], Hoover and Perkins [37, 38], Stroyan and Bayod
[74], Capiniski and Cutland [21-23] as well as Albeverio et al. [3] or Osswald and
Y. Sun [65] and the references therein) imply that the corresponding conventional
(“standard”) objects of stochastic analysis can be viewed as the standard part of our
(internal) objects in a deep, well-defined, rigorous and topologically meaningful
sense: Our external notions usually correspond to the so-called S-notions of
Robinsonian nonstandard analysis; for example, our definition of continuity for
trajectories is known as S-continuity in the Robinsonian framework, our notion of
integrability is known as S-integrability, etc.

When the present book is viewed in this light, one finds that (1) the event-wise
standard part (in the topology of the real line) of any of our probability measures
is—by a celebrated theorem of Loeb’s [51]—always a probability measure in the
conventional sense, (2) the standard part of a Wiener walk (with respect to a natural
path-space topology) is—by virtue of Anderson’s [4] results—a Wiener process in
the sense of conventional probability theory, (3) the right standard part of our Lévy

2The usual method to achieve this is to define the field of hyperreals as the ultrapower of the reals
with respect to a non-principal ultrafilter, and then to use some kind of €-recursion in order to
embed the superstructure over the reals into the superstructure over the hyperreals. The result is
also known as a bounded ultrapower construction, cf. e.g. Albeverio et al. [3, Sect. 1.2].

3And, as Nelson [60, Appendix] has shown for the objects of his radically elementary probability
theory, even in a formal, rigorous sense.
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processes (again with respect to a natural path-space topology) is—as we know
through Lindstrgm’s work [49]—a Lévy process as the term is used in conventional
probability theory.

A systematic, historically as well as philosophically informed comparison of
Robinsonian nonstandard analysis and (subsystems of) Internal Set Theory would
be beyond the scope of this book and can be found in other works such as the
monographs by Kusraev and Kutateladze [42] and, in particular, Vakil [75]. Any
graduate student with an interest in mathematical logic (in particular, model theory)
as well as in stochastic analysis should feel encouraged to study Robinsonian
nonstandard probability theory and its very interesting applications by the authors
cited above, their co-authors, and many others. Hopefully the brief explanations in
this section will make the transition from radically elementary stochastic analysis
to stochastic nonstandard analysis in the Robinson-Loeb—Anderson setting—and
to standard stochastic analysis—a little bit easier. (The mere possibility of such
a transition on the basis of radically elementary stochastic analysis also is an
advantage over a rival infinitesimal approach to the theory of continuous-time
stochastic processes due to Benci et al. [9].)

In any case, the present book shows how to formulate an accessible, yet
rigorous introduction to stochastic calculus with infinitesimals that does not require
acquaintance with model theory, measure theory or functional analysis.
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