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We characterize the small-time asymptotic behavior of the exit probability of a Lévy process out of a
two-sided interval and of the law of its overshoot, conditionally on the terminal value of the process. The
asymptotic expansions are given in the form of a first-order term and a precise computable error bound. As
an important application of these formulas, we develop a novel adaptive discretization scheme for the Monte
Carlo computation of functionals of killed Lévy processes with controlled bias. The considered functionals
appear in several domains of mathematical finance (e.g., structural credit risk models, pricing of barrier
options, and contingent convertible bonds) as well as in natural sciences. The proposed algorithm works by
adding discretization points sampled from the Lévy bridge density to the skeleton of the process until the
overall error for a given trajectory becomes smaller than the maximum tolerance given by the user.
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1. Introduction

Small-time asymptotics for the distributions of Lévy processes and related Markov processes
have a long history going back to the seminal work of Léandre [30], who obtained the leading
order term of the transition density of a Markov process solving a stochastic differential equation
with jumps. In the case of a Lévy process, the main result of Léandre [30] reads

1
lim - fi(0) =s(x)  (x £0), (1.1
t—0t

where f;(x) := %IP’(X + < x) is the marginal density of the Lévy process X and s is the Lévy den-
sity of X, whose existence and smoothness need to be assumed. Léandre’s approach was to con-
sider separately the small jumps (say, those with sizes smaller than an ¢ > 0) and the large jumps
of the underlying Lévy process, and to condition on the number of large jumps by time 7. A sim-
ilar approach has been applied during the last decade to obtain high-order asymptotic expansions
for the transition distributions and densities of Lévy processes and other Markov processes with
jumps (see Riischendorf and Woerner [38], Figueroa-Lépez, Gong and Houdré [19], Figueroa-
Lépez and Houdré [20], and Figueroa-Lopez and Ouyang [21]). These small-time asymptotic
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results have found a wide scope of applications ranging from estimation methods based on
high-frequency sampling observations of the process (see, e.g., Figueroa-Lépez [17], Comte and
Genon-Catalot [11], Rosenbaum and Tankov [37], and references therein) to asymptotic results
for option prices and Black—Scholes volatilities in short-time (cf. Tankov [43], Figueroa-Ldpez
and Forde [18], Figueroa-Lopez, Gong and Houdré [19]).

In the present paper, we adopt Leandre’s approach to study the asymptotic behavior of the
generalized moments of the Lévy process stopped at the time it exits a two-sided interval (a, b),
conditionally on the terminal value of the process. Specifically, for a Lévy process (X;);>o with
Lévy density s that is smooth outside any neighborhood of the origin and for a bounded Lipschitz
function ¢, we prove that

E(w(Xr)llet:y):%/( h)cfp(v)%dv+o(t) (t—0) (1.2)

for any y € (a, b) \ {0}, where 7 :=inf{u > 0: X, ¢ (a,b)} with —co <a <0 < b < oo. In the
case ¢ = 1, (1.2) can be written as follows:

P(3u € [0, 1]: XM¢(a,b)|X,=y)=%/( b)r%mw—o(t) t—0) (1.3)

for y € (a, b) \ {0}. As in the case of the small-time asymptotics for the marginal distributions
of the process, the main intuition can be drawn from considering the pure-jump case with finite
jump activity. Intuitively, formulas (1.2)—(1.3) tell us that if, within a small time period, a Lévy
process goes out of the interval (a, b) and then comes back to the point y € (a, b), this essentially
happens with two large jumps: the first jump takes the process out of (a, b), while the second
jump brings it back to y.

Our study of the short-time behavior of (1.2) and (1.3) is motivated by applications in the
Monte Carlo evaluation of functionals of the form

E[F(X7)1:=7], t=inf{r > 0: X; ¢ (a.b)}. (1.4)

In financial mathematics, such functionals arise in structural credit risk models based on Lévy
processes (Fang et al. [16]) and in the pricing of barrier options (cf. Kou and Wang [27], Bo-
yarchenko and Levendorskii [7]), which is one of the most popular classes of exotic options.
Very recently, a renewed interest to these problems has emerged in relation to the so-called con-
tingent convertible bonds, where the conversion is triggered by a passage across a level and
which exhibit a high sensitivity to jump risk (Corcuera et al. [13]). In natural sciences, Lévy
processes (under the name of Lévy flights) are used as models for certain diffusion-like phenom-
ena in physics and chemistry (so-called anomalous or super-diffusion) (Metzler and Klafter [32],
Shlesinger, Zaslavsky and Frisch [41], Barthelemy, Bertolotti and Wiersma [3]) as well as to
describe movement patterns of foraging animals (Viswanathan et al. [44], Benhamou [5]), and
there is considerable interest toward the study of Lévy flights in bounded domains and related
first passage problems giving rise to functionals of type (1.4) (Chechkin et al. [10], Buldyrev
et al. [8], Garbaczewski and Stephanovich [22]). In all these settings, closed-form expressions
are rarely available and Monte Carlo is often the method of choice.
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The simplest procedure to evaluate the functional (1.4) by Monte Carlo consists in simulating
the process (X;);>0 at evenly spaced times t,’: :=khy,,withh, :=T/nand k=0, ..., n,over the
interval [0, T'], and approximating the exit time t by

Ty :=inf{t,’f: X ¢ (a, b)}.

This simple method introduces two types of errors: the statistical error and the discretization
error. The latter is known to be quite significant (cf. Baldi [2] and Example 2 in Section 5 below);
Metwally and Atiya [31] reports errors of up to 10% in the context of barrier options for a time
discretization of one point per day.

In the context of continuous diffusions, short-time asymptotics have been successfully em-
ployed to alleviate the bias due to the discretization error. One of the earliest procedures of this
type, due to Baldi [2], is based on an approximation of the probability, p(x, y, t), that the pro-
cess X has gone out of a domain (a, b) during the small time interval [s, s + #] conditioning on
Xy =x and X 4, = y; that is,

px,y,t) :=IP’(EIu els,s+1tl: X, ¢ (a,b)|Xs =x, X4+ = y). (1.5)

Given such an approximation p(x, y,t) of the functional p(x, y,t), the procedure simulates
iteratively X i ateachstepk=0,...,n—1,andif X i, € (a, b), it proceeds to kill the process
with probability p(X o X i hy) and choose #;/, | = (k + 1)h, as an approximation of the exit
time 7. A similar idea was used in Moon [33] to price barrier options with payoff ¢(S;, 7) by
Monte Carlo.

In the context of Lévy processes, an attempt to apply a similar methodology has been made in
Webber [45], Ribeiro and Webber [36]. The authors remarked that the discretization bias can be
reduced by using the identity

n—1
E(F(XP)1<r)) = ]E<F(XT) (1 ~TT - pxe. X . h»})) (1.6)

k=0

and replacing the exact exit probability p(x,y,t) with a suitable small-time approximation
p(x,y,t). However, these papers propose no general formula for p(x, y, t) and, as shown in
Becker [4], the Monte Carlo method proposed in Webber [45], Ribeiro and Webber [36] could
lead to a large discretization bias. On the other hand, in the specific case of the parametric vari-
ance gamma model, there exist discretization algorithms (cf. Avramidis and L’Ecuyer [1]) allow-
ing to simulate the running minimum and maximum with error bounds. Let us also remark the
recent work of Kuznetsov et al. [28] where a method for the joint simulation of the running max-
imum and the position of a Lévy process is introduced based on the Wiener—Hopf decomposition
of the process.

Our short-time asymptotic result (1.3) provides an approximation of the exit probability (1.5)
via the formula

- t s()s(y —x —v) t / s(u—x)s(y —u)
LV, 1) = — — ~dv=— ——d 1.7
pex.y.1) 2 /(a—x,b—x)" s(y —x) Y 2 (a,b)c s(y —x) ! (7
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for x # y, which is valid under mild regularity conditions on the Lévy process X (see Section 2
for details). The first-order approximation (1.7), together with an appropriate error bound for it,
enable us to develop a general adaptive Monte Carlo method for evaluating the functional (1.4)
with a given precision. Given a target error level y, the idea is to generate a “random skeleton”
{(Ty, X T,{)},]CV=1 of the process X such that the error in each subinterval [T, Ty+1], that is,

e:=pX7, X141> Tkt — Ti) — P(X1s X130 15 Ther1 — i) (1.8)
satisfies |e| < My. The functional (1.4) is then approximated as follows:
N—1
E[F(X7)leo7] ~ JE(F(XT> [T - pXn. X7 Tisr — Tk)}), (1.9)
k=0

and it is shown that the total bias of this computation will be less then y. As a result of this
adaptiveness, the algorithm generates more frequent points when the process X is close to the
boundary, and takes large time steps (thus saving computational time) when the process is far
from the boundary. Let us remark that, unlike the formula (1.6), where the sampling times {#;'}
are deterministic and fixed, the decomposition (1.9) for random skeletons X" := {(Tj, X Tk)},?’:O
requires precise (and also novel to the best of our knowledge) conditions under which this for-
mula holds (see Section 4 for the details).

The proposed adaptive algorithm works as follows. First, the endpoint X7 is generated and
added to the skeleton. Next, if the error (1.8) is too large for a given subinterval [T, Ty1], the
procedure splits the interval into two and generates the midpoint X7, with Ty := (Tx + Tey1)/2
from the bridge distribution. This is repeated iteratively until the desired error bound is satisfied
for every subinterval [T}, Ty+1] of the sampling times 0 = Ty < - - - < Ty = T . Such retrospective
sampling (starting from the endpoint) has a number of advantages over the classical uniform
discretization, especially in the context of rare event simulation, where it enables one to easily
implement variance reduction by importance sampling. Indeed, the process can be directed to the
region of interest by modifying the distribution of the terminal value, while keeping unchanged
the rest of the algorithm. On the other hand, this method requires fast simulation from the bridge
distribution of X;/» conditioned to X; = y. To this end, as another contribution of particular
interest on its own, we also propose a new method to simulate from this Lévy bridge distribution
based on the classical rejection method.

As previously explained, in order to implement the above adaptive algorithm, precise com-
putable bounds for the approximation errors in (1.2)—(1.3) are also needed. We obtain such
bounds by developing explicit inequalities for the tail probabilities and transition densities of
a Lévy process whose Lévy density has a small compact support. This type of concentration in-
equalities in turn allows us to estimate the different components of the error, which, as explained
above, originate from conditioning the desired functional on the number of big jumps by time ¢
(see Section 3 for the details). The resulting error bounds are given in terms of the Lipschitz and
Lo, norms of ¢ as well as several computable quantities related to the Lévy density s such as
SUP| (¢ §(X), SUP|y = |8'(X)], flx‘zgs(x)dx, and flx\ss x2s(x)dx.

Let us also remark that an adaptive simulation method similar to the one introduced in the
present paper was proposed in Dzougoutov et al. [15] to compute a functional of the form
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Eg(X<, t) for a homogeneous diffusion process X without jumps. Adaptive numerical methods
for finding weak approximation of diffusions without jumps and with finite intensity jumps (but
with the adaptiveness only concerning the diffusion part) have also been proposed in Szepessy,
Tempone and Zouraris [42] and Mordecki et al. [34], respectively. As in our paper, the idea
therein is to sample from inside of a subinterval [#/, #;/, ;] whenever the approximation error in
that subinterval has not reached a desired low level, specified by the user.

The paper is organized as follows. In Section 2, we obtain the leading term of the functional
E(p(X:)1:<:|X; = y) when t — 0. The explicit estimate of the approximation error is given in
Section 3. The development of the adaptive discretization schemes for the Monte Carlo compu-
tation of the functional E[F (X7)1;~7] as well as the algorithm to simulate random observations
from the Lévy bridge distribution are given in Section 4. Our methods are illustrated numerically
in Section 5 for Cauchy process. Finally, the proofs of the technical results are deferred to the
Appendix.

2. Small-time asymptotics for Lévy bridges

Let X be a real-valued Lévy process on a probability space (2, F, P) with Lévy triplet (o2, v, 1)
with respect to truncation function /(x) = 1j,|<1. Throughout, (F;);>0 denotes the natural fil-
tration generated by the process X and augmented by the null sets of F so that it satisfies the
usual conditions (see, e.g., Chapter 1.4 in Protter [35]). The following standing assumptions are
imposed throughout the paper:

e The Lévy measure v admits a continuously differentiable density s : R \ {0} — (0, 00), with
respect to the Lebesgue measure (hereafter denoted by £), which satisfies, for any ¢ > 0,

sup s(x) < oo, sup |s’(x)| < 00. (2.1)
[x[>e [x]>e

e The distribution of X; admits a density f; for all ¢ > 0. Since v is already assumed to admit
a density, for this assumption to hold, it suffices to additionally require that v(R) = co or
o > 0 (see Theorem 27.7 in Sato [40]).

e The density of X; satisfies f;(x) > O for all x € R and ¢ > 0 (see Theorem 24.10 in Sato [40]
for mild sufficient conditions for this property to hold).

As it is usually done with Lévy processes, we shall decompose X into a compound Poisson
process and a process with bounded jumps. More specifically, for any ¢ € (0, 1), we select a
function ¢, € C*°(R), which is decreasing on (—oo, 0) and increasing on (0, co) and such that
1ix>e < ce(x) < 1jy>¢/2. Next, we define the truncated Lévy densities

Se(x) :=ce(x)s(x) and 5 (x) 1= ce(x)s(x),

with ¢¢(x) := 1 —c¢(x). Let Z® be a compound Poisson process with Lévy measure s, (x) dx and
X¢ be a Lévy process, independent from Z¢, with characteristic triplet (02, Se(x)dx, g), where

e =L — / xce(x)s(x)dx. 2.2)
[x|=<1
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It is clear that X® 4+ Z° has the same law as X and that the intensity and probability density
of the jumps of Z* are A, := [ 5,(x)dx and s,(x)/A., respectively. Throughout the paper, we
let (Nf);>0 be the jump counting process of Z® and (¥})x>1 be the jump sizes of Z¢. Thus,

N§ R . . .
Z; =3 L, Y:. Note that the distribution of X; is also absolutely continuous since o > 0 or
f S¢(x) dx = oo, for any € > 0. For future reference, let us remark that

E(Xf):t<:us+/ X§a(x)dx> =1IHls,
[x|=1

Var(Xf) = t<02 + / x25: (x) dx) =: taf,

since € € (0, 1) (see, e.g., Example 25.12 in Sato [40] for the mean and variance formulas of a
Lévy process).

The following lemma will be needed in what follows (cf. Propositions 1.4 and III.2 in Léan-
dre [30]). See also Sections 3.1-3.2 below for explicit expressions for the constants Cp, (7, £) and

cp(m, ).

(2.3)

Lemma 2.1. Let f{ be the transition density of the small-jump component process (X;):>0.
Then, for any fixed positive real n and positive integer p, there exist an o(n, p) > 0 and positive
constants to(n, €), cp(n, €), and Cp(n, €) < oo for any & < &y such that

1) ]P( sup ]X;f! > r)) <Cp(n, o)t (i) sup f7(x) <cp(n,e)t? 2.4)

O<s<t [x|>n

forall 0 <t <typand 0 < g < g.

The following result provides the key tool for establishing the small-time asymptotics of the
moments of the Lévy bridge “stopped” at the exit time from an interval (a, b). Its proof is pre-
sented in Appendix A.

Theorem 2.1. For fixed constants a € [—00,0) and b € (0, o0], define

v :=inf{u > 0: X, ¢ (a.b)}.
Let ¢ :R — R be bounded and Lipschitz on R and let §y € (0, b%“). Then, for any y € (a +
80, b — 8¢) and 0 < § < do,

y+4

2
(%/( b)cfﬂ(v)s(v)s(u —v)dv —i—Rz(u),z) Q. (25)

E(@(Xr)l{rft,X,E(y—&,y+6)}) = /
y—48

where the remainder term R;(u) is such that

lim esssup |R;(u)|=0. (2.6)
1=0ue(a+80,b—8)
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Remark 2.1. By the definition of conditional expectation,

E(o(X)lr<t.x,e(v—8.y+8))) = E(E(@(X0)Liz<)| X1 ) Lix,e(y—5.y+5)}) o7
v+ ’

:f E(p(X)lr<| X; = u) f; (u) du,
y=94

where f;(u) is the density of X, and, as usual, ®(u) := E(p(X)1{<;)|X; = u) is such that
®(X;) is a version of E(¢(X;)1{z<;}1X;). Comparing (2.7) and (2.5), it then follows that, for
L-ae.ye€(a,b),

/2y PO @ISy —v)dv R, ()1

. 2.8
JAC) TS (28)

E((p(xf)l{rft}p(t = )’) =

If, in addition, the transition density f; satisfies the asymptotic formula (1.1)! then, for £-a.e.
y € (a,b) \ {0},

f(a,b)r p)s()s(y —v)dv
25(y)
Formulas (2.5) and (2.8) can be interpreted as large deviation results for the trajectories of Lévy

processes in small time. When ¢ (x) = 1, (2.9) gives the following small-time approximation for
the exit probability of the Lévy bridge:

E(p(X)lir<ylXi =y) =t o(t). (2.9)

f(a,h)c s()s(y —v)dv

P(r<t|X;=y)=t 250)

+o(1). (2.10)

We conclude this section with a simpler result for the case when X; is outside the interval. Its
proof is outlined in Appendix A.

Proposition 2.1. Lef ¢ : R — R be bounded and Lipschitz on R, and let 8o > 0. Then, under the
same notation and conditions as in Theorem 2.1, for any y € (a — 8¢, b + 80)¢ and § < b,

y+4
E((p(Xr)l{X,e(y—B,y+5)})Z/ s (to(w)s(u) + Ry (u)t) du, (2.11)
y—

where the remainder term R;(u) is such that

lim  esssup |R,(u)} =0. 2.12)
10y e(a—80,b+80)¢

1 As stated in the Introduction, (1.1) holds for a large class of Markov processes with jumps as proved by Léandre [30].
For Lévy processes, Riischendorf and Woerner [38] provided a more elementary proof using the same conditions and
similar approach as in Léandre [30]. Higher order short-time expansions for the transition densities were obtained in
Figueroa-Lopez, Gong and Houdré [19].
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Remark 2.2. Analogously to Remark 2.1, (2.11) enables us to establish the following natural
asymptotic formula:

e()s(y)
E(p(X)|X, =y) =122
(X)X =y) =t 70

for L-a.e. y € [a, b]°. The second equality above holds whenever f;(y) satisfies (1.1).

+o(l) =¢(y) +o(l) t—0)

3. On a precise bound for the remainder term

In the previous section, we developed the necessary results for finding estimates of the functional

O, 3.0 :=E[p(X)l<|X; = y] (3.1)

in short-time. Indeed, as explained in Remark 2.1, Theorem 2.1 yields the following natural
estimate for f(0, y, 7):

/2 g pye $@)s@)s(y — v) dv
fi(y)

The estimate (3.2) will be used below to develop adaptive discretization schemes for the Monte
Carlo computation of functionals of the killed Lévy process (see Section 4). To this end, we first
need to find an explicit estimate for the remainder R;(y) appearing in (2.5). Such an estimate
can be expressed in terms of bounds for the tail probability and transition densities of the small-
jump component (X?);>0. Hence, we start by providing explicit expressions for the upper bounds

appearing in (2.4) and then proceed to give a precise error bound for | £ (0, y, ) — f(0, y, 1)].

fO,y,1)= (3.2)

3.1. Bounding the tail probability of the supremum

The following exponential inequality for Lévy processes with bounded jumps will be important
to estimate the supremum of the small-jump component (X7) defined in Section 2. Its proof,
which is provided in Appendix B for completeness, is a variation of the bound obtained in
Riischendorf and Woerner [38] (which in turn is based on Lemma 26.4 in Sato [40]).

Lemma 3.1. Let (M;) be a martingale Lévy process with |AM;| <& and (M, M); = ogzt. Then,

P(sup(M, + ps) 2 n) </ Coln.es ) (€=0,1), (3.3)

s<t
with the following constants Cy(n, €; v) and corresponding conditions:

(1) Co(n, &) = ehV0/ee go7 /62 foralln>0and 0 <t <n/(u Vv 0) (with the convention
here and below that the fraction is 400 if the denominator is zero);
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- _ 2
(2) Ci(n, &; p) = ekVo/ee l(e;—ne)’7/’3f0ralln >0and0 <t <n/(uVO0) ifeither i) u <0 or
(i) u > 0and n <o?/e;

In order to apply Lemma 3.1 for (X7);>0, we recall that 0 < & < 1 so that EX; = u.t. Then,
the martingale part M; := X® — .t of X? is such that

(M€, M*), = (az—i-/ée(x)xzv(dx))t:zfezt.

Thus, fixing

lO(S, 7]) = ﬁ, (34)

it follows that, for all 0 < ¢ < ¢,

IP’(supX_f > r;) < P(supr + et > n) <P(supM; > n <@ Q,s , (3.5)
s<t 2 2

s<t s<t

with C(n, €) is defined by

2\ n/e
C(n,e):= (e:; ) . (3.6)

Similarly, we have P(sup, ., |X¢| > n) <279 C(1/2, ¢).

3.2. Bounding the transition density of the small-jump component

To obtain explicit expressions for the constants appearing in the bounds for the density f; in
Lemma 2.1, we shall assume that the process X is such that X} has a unimodal distribution for
all # > 0 and ¢ > 0. By Yamazato’s theorem (see Theorem 53.1 in Sato [40]), a sufficient condi-
tion for this is that the process X is self-decomposable, which is the case if and only if the Lévy
density s is of the form s(x) = % for a function k& which is increasing on (—o0, 0) and decreas-
ing on (0, co) (see Corollary 15.11 in Sato [40]). In particular, most of the parametric models
used in the literature (such as stable, tempered stable, variance gamma, and normal inverse Gaus-
sian processes) are self-decomposable and so these processes as well as their truncated versions
have unimodal densities at all times.
Let m¢ be the mode of X7. If m¢ € [—n, ] and > n, then the density can be estimated by

2
sup ff(x) < ——P[|X|=n]. (3.7)
[x|=n n—n

simply because the density is decreasing in (1, 00) and increasing in (—oo, —1). The rela-
tion (3.7) in turn leads to a bound of the form (2.4)(ii) by applying the tail bound (2.4)(i). It
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remains to find conditions for m{ € [— 1, Q]. Since obviously X¢ has finite second moment, the
following bound due to Johnson and Rogers [26] can be applied

Im? —EX¢|?

< 3Var(X?). (3.8)

Thus, recalling the mean and variance formulas given in (2.3), m{ € [—n, n] whenever 0 < ¢ < 11,
where £ is such that

1/2
z1|u8|+«/§z}/2(02+/ |x|2v(dx)) =1 (3.9)
|x|<e

By taking n = /2, we will have

4 8C(n/4,
sup f(x) < _P[P{f > ﬁ:| < 4(77/ £) 1/ 2¢e) (3.10)
MES 1 2 n

for any 0 <t < t; A tp with #9 defined as in (3.4).

3.3. Precise bound for the remainder

We are now ready to give an explicit bound for the reminder term R;(y) appearing in (2.5),
which in turn will produce an error bound for | (0, y, #) — £ (0, y, t)|. Throughout, we shall use
the following notation:

(i) ag :=sup, s¢(x) and a, := sup, |s.(x)|, where, as before, s¢(x) := ¢, (x)s(x) is the Lévy
density s, truncated in a neighborhood of the origin;
(i) Ae:= [s(x)ce(x)dx, pe :=p — fl)c\sl xce(x)s(x)dx, and 02 := 0% + [ Gp(x)x2s(x) dx;
@iii) C(n,¢) is defined as in (3.6), ty(e, n) is defined as in (3.4), and tl(e,ﬂ) is defined as
in (3.9).

The following result, whose proof is given in Appendix B, gives an estimate for R;(y) in terms
of the previously defined notation and the L - and Lipschitz norms of ¢ denoted hereafter by

lplloo := esssup|e(x)|,
X
lliLip := inf{K > 0: |o(x) —9(»)] < K|x — yI.Vx, y €R}.
Theorem 3.1. Using the notation of Theorem 2.1, assume that the process X is such that X; has

a unimodal distribution for allt > 0 and & > 0. Letc:=bAla|and Ay := (b—y) A(y —a) > 0.
Then,

1
|Rr(y)| < tjeR(O, Y, 1),
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forall 0 <t <ty(e, (Ay/2) Nc) ANti(e, Ay/2), where

8
er(0,y,1) = e |||l C(Ay /4, &)t/ 14 { ~+ 2a,t + agketz}
y
+ 267 [ pllooas Cc/2, &)t /PO + 11}
2 (3.11)
lelloorzae 3

T

+ ll@llooaer; (1 — e [1 4 et + (1e1)?/2])

_ [idel
+e “’tz[aeksllwllup+2||¢|Iooa€2+|I¢|Iooksa;](ost”2+76t .

Two immediate conclusions can be drawn. First, note that, by taking ¢ < % A %, we obtain a
bound for the remainder satisfying condition (2.6). Second, as seen in Remark 2.1, the previous
bound implies the following error bound

- 0,vy,
£, y,0 = F0,5,0] < “zj(c(iyy)” —er (0. . 1),

with f and f defined as in (3.1)—(3.2).

Remark 3.1. The approximation for the conditional exit probability p(0, y, ) :=P[t <t|X; =
y] is obtained by substituting ¢ = 1 into (2.8):

lz/2f(a’b)(, s()s(y —v)dv
Jt () .

pO,y,1)=

Making this substitution in the previous bound, it follows that |p(0,y,t) — p(0,y,1)| <
ep(0,y,1) with e, (0, y, t) given by

8
ep(0,y,1) := <eMC(Ay /4, )t/ 38 { ~ F2acr+ agkstz}

y

1
i)

)\.2
4 2e e, C(e)2, &) /O] 4, + 2£%8 43

Fagh; (1 — e [14 Aot + (he1)?/2])

et ) (o L)),

valid for all # < fg(e, (Ay/2) Ac) At1(g, Ay/2). The one-sided case (a = —oo) can similarly be
obtained.
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4. Adaptive simulation of killed Lévy processes

Our goal in this section is to design a type of adaptive Monte Carlo estimators for functionals of
the form

E[F(X7)1.>7], 4.1)

where F is a Borel measurable function and 7 :=inf{t > 0: X; ¢ D} with D := (a, b), for some
a € [—o00,0) and b € (0, oo]. From now on, to simplify notation and with no loss of generality,
we shall take 7 = 1.

For0 <s <t,x e R,and y € R, we denote by P](ili,x,y) [-] the bridge law of the Lévy process X
on the time interval [s, t] with starting value x and terminal value y; that is, this is a version of
the regular conditional distribution of {x + X, _s}uc[s.;] given X;_y =y — x. Since X, has a
strictly positive density on R for every ¢ > 0, the bridge law is uniquely defined for £-almost
every y € R (recall that £ stands for the Lebesgue measure), which is sufficient for our purposes.
We also let p(x, y, t) denote the exit probability from the domain D before time ¢ for the Lévy
bridge:

ple,y, ) =Py [t <t]=P[Au €[0,1]: x + X, ¢ (a.b)| X, =]. 4.2)
Our approach is based on the following decomposition:

N-1

E[F(X1)1e=1]= ]E|:F(X1) [10-pXz. X1,y T — Ti))i|’ (4.3)
i=0

where 0 = Tp < --- < Ty = 1 are suitable sampling times. Formula (4.3) directly follows from
the Markov property when the sampling points are deterministic. In that case, the set of points
X ={T;, X7, )}fv= o is called a deterministic skeleton. In our setting, both the number of points N
and the sampling times 0 =Ty <71 <--- < Ty = 1 are random and we need to formalize under
what conditions on X' (4.3) still holds. The following result will suffice for our purposes.

Lemma 4.1. Let N be a random variable with support N' C N, such that N > 0, and let 0 =
To <--- < Ty =1 be random points such that

(1) Each T; takes values in a countable set IKC C [0, 1];
(2) For each n e N and (sg,...,s,) € K with 0 = S0 < - <58, =1, the event {N =
n, (To, ..., Ty) = (s0,....8n)}is o (X i =0,...,n)-measurable.

Then, (4.3) is satisfied for any measurable function F with E[|F(X1)|] < oo and, furthermore,
foreveryt € (0,1),ne N, and A € B(R),

P[X; € AIN=n,To, ..., Ty, X1y, .-, X1y 1 = IP%E’TZ_*H,XTI.*’XE*H[X; cAl, (44

where i* =max{i: T; <t}.
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Proof. Throughout, we let p(x, y,t) ;=1 — p(x,y,1), /6" = {(s0,...,8,) € Kt 0= s <

-o- <8, =1}, Ug := [0, s1], and U; := (si, si4+1], withi =1, ..., n — 1. We also use the notation
Ty = 1{x,e(a,b): Yuel) for a domain U C R4 and Zg = 1. 4.5)
Then, by Markov property
E[F(X1)1cs1]

= Z Z E[F(XDZo. 011 (N=n.(To..... [)=(50+-50)} ]
neN (S()a--wsn)EI%"

- - -
=Y Y E|FXDLn=n.. Tn)=(so,...,sn)}E|:l_[IU1|ij: j=0,....n :|

”EN(M,...,SV,)E/%" L i=0 N
_ . ;

=Y Y B FXDUN=n (G T=Gsosi) | | PXT2 X0 Tt = T)
nEN(Sl ’’’’’ s,l)ela” L i=0 |

N—1

=JE[F<X1) [17X5. X1 T — T»],
i=0

which proves (4.3). Similarly, P[X; € A|[N =n, Ty, ..., Ty, X1, ..., X1 ] can be decomposed

as

Z ]P)[Xl‘ €A|N=na (T07"~’Tl’l)=(s05""Sn)aXT()v"-’XTN]l(TO ..... T,,)=(so ..... Sn)
(SO’”-»SM)EIan

— BR
= D P xx X € AN Ty =0,
(S(),...,‘Y,,)EK:”

BR
=Pl T 1 X X0 Ko € AL O
From (4.3), it is now evident that, for the computation of (4.1) by Monte Carlo, it suffices

to simulate independent replicas of the random variable ) := F (X 1) N (X'), where hereafter we
denote

N—1

N@X):=[](1- p(Xg. X1, Trr — T)).

i=0
The exit probability p(x, y, t) does not typically admit a closed form expression and some type
of approximation must be applied for its evaluation. The short-time asymptotics (2.8) yields the
following natural estimate for p(x, y,?) when x,y € D:

- . . 12 s(u—x)s(y —u)
,V, 1) = .Y, )l th LY, 1) = — ———=~du. 4.6
px,y, 1) = (Plx, y,0) VO A with p(x, v, 1) = 3 /<a,b)c fily —x) v (0
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We also set p(x, y,t) =1if x ¢ D or y ¢ D. This approximation satisfies

|pCx,y. 1) — p(x,y, 0| <ep(x, y,1), 4.7)

where the error bound e, (x, y, 1) is defined as in Remark 3.1 for x, y € D and by e, (x, y,1) =0
if x ¢ D or y ¢ D. We can then approximate N (X') by

N-1

N =[]0 = pXz, X1\, Tis = T0)). (4.8)
i=0

Replacing the true exit probability p(x, y, ) with its approximation p(x, y,?) introduces a
bias into the evaluation of N (X’), which is hard to quantify if the process X is discretized using
the uniformly spaced grid 7; =i /N. For this reason, we now propose an adaptive algorithm for
the determination of the sampling times, which starts by simulating the terminal value X and
then refines the sampling grid, using more discretization points when the estimate of the approxi-
mation error is “large”. The algorithm is parameterized by a real number y > 0, which represents
the error tolerance and ensures that under suitable conditions on e, the global discretization er-
ror for approximating the quantity of interest (4.1) will be bounded by y (see Proposition 4.1
below). The algorithm also requires simulation from the marginal distribution f; of X and the
bridge distribution of X;,> conditioned to X; =y (¢ > 0). Hereafter, we denote the density of
this bridge distribution by f[t}rz (x, y) and recall the following well-known formula:

_ ft/Z(X)ft/z(y —X)
i) ’

At the end of this section, we introduce a new method to simulate variates from the density (4.9).

The procedure to generate the skeleton of X is outlined in pseudo-code in Algorithm 1 be-
low. Assume that this algorithm terminates in finite time a.s. (see Proposition 4.1 for sufficient
conditions for this to hold). The algorithm then defines a pair N and 7 := (Ty, ..., Ty), which
satisfies the conditions of Lemma 4.1. Indeed, by construction, each 7; takes values in the dyadic

£y 4.9)

grid {i27",i =0,...,2",m =0, 1, ...}, which is a countable set. To check the second condition
of the lemma, we fix n and a partition 7 := {so, ..., s, } of [0, 1], and proceed as follows to write
the event £ :={N =n, To =9, T1 =51, ..., I, = s, } in terms of {X, ?:0:

e We can and will assume with no loss of generality that w is a recursive dyadic partition,
meaning that {0, 1} C & and, for every ¢ € (0, 1) N7, there exists k € N with 2%t e N, and if
we take the smallest such & then also ¢ + zlk emandt — 2% € m. By construction, if = does
not have this property, the event E has zero probability.

e We shall assume that n > 2 because if n = 1 then necessarily so = 0 and s; = 1 and, there-

fore,
E={X, ¢ D}U{X|€D,e,(Xo, X1, 1) <y} €0(Xo, X1).

e Foreach £ €{0,...,n — 1}, define 7y := {s; € w: 2" %s; is an even integer}. The number
of elements of 7, is denoted n, and the sorted elements of 7, are denoted sf <. < s,f e
Clearly, mp = 7 and 7, # 7 since 1/2 € w whenever n > 2; we let £* = max{l > 0: m; =

wland 7* =7 \ wpry .
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Algorithm 1 [X'] = GenerateSkeleton(y)
No=0,Ni=1,m=1
Ty =0,T/=1,X0=0
Generate an observation X from the density f
while N, # N,,,—1 and {XT,.’” eD, fori=1,...,N,}do

_ +1 _

=0, T(;" =0
fori=0— N,, — 1do

AT =T0, — 17"

1fep(XTm XTm AT) > y AT then

T =@ T2, T =T

Generate an observation X Tnnjj»l from the bridge density f AT /2( X ™, = X T'”)
n=n+?2
else
Tn’i—l]—1 = Tzrfll»l
n=n+1
end if
end for
Nm+1 =n
m=m-+1
end while
RETURN X = {(T", XTm)} ’”

e Foreachi =1,...,n, — 1, define the event
Ef = {a): ep(XS;z(a)), XsieH(w),sfH —sf) < y(slﬁ] —si[)}

ifr N (s @; otherwise, we set

i’ H—l) -
Ef = {a): eP(Xsf(a))’Xsfﬂ(w)’SfH s; ) > y( Siv1 sf)}
Then it follows that

n—1 ng—1
{ﬂ{x epyn () ) Ef

=e* i=1
n—1 ng—1
u{U{xswm () XseDin () ) E‘}
sem* SEMTp* 4] =0*+1 i=1
which clearly belongs to o (Xy,: i =0, ...,n).

To see that X ;.11 can be sampled from the bridge density fk‘T /2(-, X ", = Xm) in Algorithm 1,
n+1 i i
we can apply the second part of Lemma 4.1 to the couple (k, 7x), where 7 = {Tp, ..., T} con-
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tains the first k + 1 sampling times which have been added to the grid by the algorithm, in
increasing order.

Algorithm 1 terminates when at least one of the sampling observations X7; is out of the domain
D or the error over each subinterval of the sampling times 0 = Ty < - -- < Ty = 1 is small enough
in the following sense:

ep(X1, X1y, Tig1 — 1) <y (Tig1 — 1), i=0,...,N—-1 (4.10)

At first glance, it is not obvious that the algorithm will actually terminate in finite time. The
following result gives conditions under which this is the case and shows that the global error of
the estimate is of order y.

Proposition 4.1. The following assertions hold:

(i) Let X be a Lévy process satisfying one of the following two (non-mutually exclusive)
conditions:
1. X does not hit points; that is, P(I{X} < 00) =0 forall x, where .= inf{s > 0: X5 =

x} or, equivalently,
1
[t Jaren
R \1+ @)

where ¥ (u) = log E[ei“XI] (see Kyprianou [29], Theorem 7.12);
2. X is a finite variation process.
Additionally, assume that the upper bound of the approximation error ep(x, y, t) satisfies

1
lim-=  sup ep(x,y,1)=0 Va',b' € (a,b). (4.11)
tl0 t X, ye(a/ b')

Then, Algorithm 1 terminates in finite time a.s.
(ii) Assume that E|F(X1)| < oco. Let X = {(T;, XTi)}lN:O be a skeleton of X on [0, 1] satisfying
(4.10) and N (X) be given by (4.8). Then,

[E[F(XD1e=1] = E[FXDN)]| < yE[| F(XD]]. (4.12)

Remark 4.1. In view of Proposition 4.1, E[F(X1)1;~1] can be approximated by the Monte Carlo
estimator

where X® are independent copies of the process X and N (X'®)) are corresponding values com-
puted with formula (4.8). This estimator has a statistical error which can be estimated in the usual
way, and a discretization bias, which is bounded from above by yE[|F(X1)|]. In view of (4.13)
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below, a more precise a posteriori estimate of the bias is

M N

1

M Z|F(X§k))|ls§§) Zeﬁ(xg(l)v X(Tk()w ) Tl(—i]i)l - Tz(k))
= i=1 !

with Sy == {(Xz,, ..., X7y) € DVH1}.

Lemma 4.2. Let X be a Lévy process such that for all t > 0, the law of X; has no atom. Then,
forall x e R,

P[{rel0,1]: AX,#0, X, =x}=2]=1;  P[{rel0,1]: AX;#0,X,=x}=0]=1.

Proof. We only prove the first identity, the second one follows by similar arguments (or alterna-
tively by time reversal). Let Nf =#{r €[0,1]: |AX,;| > &, X;— =x}. Then

P[{r€[0,11: AX, #0, X,- =x} # 2] <E[N}] SZ N

But by the compensation formula (see Bertoin [6], Section 0.5),

1
1/" = |:// lxs_xv(dy)ds] / v(dy)/ P[Xs; =x]ds =0. 0
ly|>e lyl>e 0

Proof of Proposition 4.1. Part (i). With the aim of obtaining a contradiction, assume that the
statement of the proposition is not true, and the algorithm does not terminate. Let {7;} i>1 be the
infinite sequence of different sampling times produced by the algorithm (in the order in which
they were generated, that is, not necessarily ordered in time). Let X; := X 7 be the corresponding

sampling observations. Since the sequence {T;} is bounded, we can find indices {i k}k>1 such that
T;, — T*. Moreover, since every point 7; (for i > 2) is obtained as a midpoint of a certain inter-
val, we can find two sequences {7, } and {Tﬁ} such that 7;~ 1 T*, Tﬁ JT*, T* e (7, Tl.+] for
all i and ep(Xp-, X+, Tl.+ -T7)> )/(Tl.+ — T;7) for all i. In addition, since the process X has
right and left limits, both lim X+ = X and lim X ;- = X~ exist. There are three possibilities.

If X~ € (—00,a) U (b,00) or Xt € (=00, a) U (b, 50) then for some i, X; ¢ D, so that the
algorithm must have stopped in finite time and we have a contradiction.

If X~ € (a,b) and X € (a, b) then, using the property (4.11), we can find a contradiction
with ep(X7— X7+ T, = T7) > y (T, = T,7).

It remains to treat the case when X~ or X, or both, are at the boundary of D. Then, either
X~ = X" = X7« or AX7+ #0. The latter case is ruled out by Lemma 4.2 and in the case when
X cannot hit points, the former case is ruled out as well.

We may therefore assume that X is a finite variation process with nonzero drift u (cf. Kypri-
anou [29], Theorem 7.12) and, to fix the notation, that X~ = X+ = X7+ = b. We may also
assume that T* is irrational, since for every t € Q N[0, 1], P[X; = b] = 0. The fact that T* ¢ Q
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implies that T,” < T* < Tl.+ for every i, and we can also assume that X -+ and X - belong to D

for each i, because otherwise the algorithm would have stopped in finite time.
Introduce two sequences of stopping times:

o, :=inf{t > 1,: X; <b} A1, Tyl :=1inf{t > 0, X; >b}A1,n >0,

with 79 := inf{r > 0: X; > b} A 1. The sequences {t,} and {0,,} do not have an accumulation
point except t = 1 and for each n > 0, 0, > 7, if 7, < 1 and 7,41 > oy, if 0, < 1. This holds
because for a finite variation process X with drift u % 0, {0} is irregular for [0, co) if u < 0 and
for (—oo, 0] if i > 0 (Sato [40], Theorem 43.20), and X may only creep in the direction opposite
to the drift (Kyprianou [29], Theorem 7.11). Then clearly, for every t € [0, 1] such that X, = b,
either there is n > 0 with o, = t, which means that for some ¢ > 0, X; ¢ D fort € (t — ¢, 1), or
there is n > 0 with 7, = t, which means that for some ¢ > 0, X; ¢ D for t € (z, T + €). In both
cases, there is a contradiction with the fact that X T+ and X - belong to D for each i.

Part (ii). Below, we denote p(x, y,t) :=1— p(x, y,1), 1_3(x, v, t)=1—p(x,y,t),and Sy :=
{(X1y, ..., X1y) € DNF1}. Then, since

N—-1 N—-1
N@X) =N =[] pX5, Xz, Tin = T) = [ | P13, X1y, Tigr — ),
i=0 i=0
we get
N—-1
|E[F(XD)1=1] —E[F(X)N(X)]| < ]E|:|F(X1)|15N > ep(Xr, X1y Tin — T»], (4.13)
i=0
which can be bounded by y E[| F(X1)]]. U

Simulation of Lévy bridges. The adaptive method presented in this section requires fast simu-
lation from the bridge distribution of X, /> conditioned to X, = y (with ¢ > 0), whose density is
given by (4.9). We now propose a simple yet efficient method for simulating from the bridge dis-
tribution, valid for Lévy processes with unimodal density at all times. As remarked in Section 3,
a sufficient condition for a Lévy process to have a unimodal density for all # > 0 is that it belongs
to the class of self-decomposable processes which includes most of the parametric models used
in the literature. The algorithm is based on the following simple estimate.

Proposition 4.2. Let X be a Lévy process such that the density f; of X, is unimodal for all t > 0.
Then,

ft/z()’/z)

) max{ f;2(x), fi2(y — )} (4.14)

[,y <

Proof. For all x and y,

fi2(0) fiy2(y — x) =max{ f;2(x), fi/2(y — x)} min{ f;2(x), fij2(y —x)}.
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By the assumption of unimodality, the density f; may not have a local minimum, hence, for all
a, b, min(f;2(a), fi2(D)) < f,/z(”;rb) and the result follows. O

As a consequence of the previous result, random variates with density f[t}rz (x, y) can be sim-
ulated using the classical rejection method (Devroye [14]), with the proposal density given by
fx)= %( Ji2(x) + f1/2(y — x)), provided that the following two requirements are met:

(a) random variates with density f;(x) can be simulated in bounded time;
(b) the density f;(x) is known explicitly or can be evaluated in bounded time.

Assumptions (a) and (b) are satisfied, for example, for the variance gamma process, normal
inverse Gaussian process, or for stable processes. Simulating a random variable X with density
f x) = %( fi2(x) + fi2(y — x)) is straightforward: simulate a random variate Z with density
f1/2 and an independent Bernoulli random variate U; then, take X =Zif U=0and X =y — Z
otherwise.

The expected number of iterations needed until the acceptance for a given value of y is equal

to C = M This number is bounded for Lévy processes with Pareto tails such as stable.
For processes with lighter tails, it may be unbounded for large y, but the probability of having
a large value of y in an adaptive simulation is very small. For example, if we want to simulate
X;,2 and X; by first simulating X, and then X,/> from the bridge law using formula (4.14), we

200D g

find that the conditional expectation of the number of iterations given X, equals Xy

the unconditional expectation is

E[Zfz/z(Xz/Q)

=2 2)dx =4.
£ (X0 ] /Rf”2(x/)x

5. Numerical illustrations

In this section, to simplify the discussion, we assume that the interval D is of the form D =
(—o00, b). For the numerical implementation of Algorithm 1 given in Section 4, one needs to be
able to perform the following computations efficiently:

e Simulation of the increments of X, for arbitrary ¢;

e Evaluation of the density f; of X; for arbitrary #;

e Evaluation of the “incomplete convolution” of the Lévy density: C(b, y) := f boo s(v)s(y —
v)dv;

e Evaluation of the error bound e, (x, y, t), appearing in Algorithm 1.

These computations can be performed relatively easily, for example, for «-stable Lévy pro-
cesses with Lévy density s(x) = |x| —e=le 1,0+ c4+1x-0) and for the variance gamma process
with Lévy density s(x) = |x| ! (ce ™1, g 4+ ce™*+*11,_¢). For a-stable processes, the in-
crements can be simulated with an explicit algorithm (cf. Chambers, Mallows and Stuck [9]), the
density can be computed using a rapidly convergent series (Samorodnitsky and Taqqu [39]) or
expressed via special functions (cf. Gérska and Penson [23]), tabulated for = 1 and computed



Small-time asymptotics of stopped Lévy bridges 1145

by the scaling property for other values of 7. The incomplete convolution is given by

C(b,y) =crc_b ' "2B( + 2a, 1)F<l +a, 1+ 20,2+ 2a, %) (5.1

where B is the beta function and F is the hypergeometric function, for which a rapidly converg-
ing series is available (Gradshetyn and Ryzhik [24]) and which can also be tabulated prior to
the Monte Carlo computation. For the variance gamma process, the density is explicit and the
increments are straightforward to simulate (Cont and Tankov [12]). The incomplete convolution
is given by
c2
C(b,y) = 5 {e™ Ei(A(b — y)) — e’ Ei(AD)},

where Ei(x) := fx €= dz, which can also be tabulated, and A := A_ + Ay . The error bound e,
for the «-stable or the variance gamma process can be obtained along the lines of the general
computation of Section 3 or the specific computation for the Cauchy process in the Appendix C.

For the numerical simulations in this section, we shall concentrate on the Cauchy process,
which is an a-stable process with ¢y = c_ :=c and o = 1. For this process, formula (5.1) sim-
plifies to

n+1 b 2b* y 203 y
C(b )7) {l‘l‘ Zn+3< ) } b3{1+ + — y +m+710g<1—5 .

Note that for small y, the series representation has more stable behavior than the exact formula.
The error estimate e, is computed as explained in Section C of the Appendix. In both examples
below, we take ¢ = 1.

Example 1. In our first example, we evaluate the probability P[supy.,-; X; < 1] =P(r > 1),
which can be expressed in terms of the function (4.1) by taking T =1, F (X1) =1, and the
domain (a, b) = (—o0, 1). Note that in this case, the starting value of the process is relatively far
from the boundary, and hence the advantage of using the adaptive algorithm is less important.
The process will typically cross the boundary by a large jump with a large overshoot, which
makes the exit easy to detect, even with a uniform discretization.

We study the performance of our adaptive algorithm for various values of y, and compare it
to the standard uniform discretization. When interpreting the results of simulations, one needs to
distinguish between the actual error (i.e., the difference between the computed value and the true
value), and the theoretical value of the bias (computed as explained in Remark 4.1 above), which
does not require the knowledge of the true value. As an estimate of the true value, we use the
value computed in an independent simulation by uniform discretization with 16 384 points and
107 trajectories, which is approximately equal to 0.38935 with a standard deviation of 10~*. The
difference between the values for 8192 and 16384 points (on the same trajectories) is smaller
than 10~*, hence one can presume that, for all practical purposes, convergence up to this preci-
sion has been achieved.
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0.405 —— True value 0.19
1 -—— 5%confidence bound
0.400 0.014
1 (%]
e
) 4
0.395 0.0014
0.390 "\O—A__o 0.0001
] BNV,
10 100 1000 1 10 100 1000
Time Time

Figure 1. Illustration for Example 1. Left: values returned by the uniform discretization algorithm and the
adaptive algorithm, as function of the computational time for 100 paths, measured in seconds. Different
points on the graph correspond to different numbers of discretization dates for the uniform discretization
(ranging from 32 to 8192) and different values of the tolerance parameter y for the adaptive algorithm
(ranging from 7 to 7 x 10~%). The curve for the uniform discretization is smooth because all the points
have been generated using the same trajectories, while for the adaptive discretization different paths have
been used. Right: comparison of the theoretical bias of the adaptive algorithm with the actual discretization
bias of the uniform discretization.

Figure 1 shows the dependence of the values computed by the two algorithms on the compu-
tational time required for 10° MC trajectories, for different numbers of discretization points (for
the uniform discretization) and different values of the tolerance parameter y (for the adaptive al-
gorithm). While the uniform discretization algorithm exibits a clear bias which decreases as the
number of discretization dates increases, the adaptive algorithm removes the bias completely; all
values returned by this algorithm are within confidence bounds of the true value.

The theoretical bias, computed as explained in Remark 4.1, is greater than the actual error,
because the error estimates of Appendix C are upper bounds, and because it does not take into
account the possible cancellation of errors on different intervals. Figure 1, right graph, compares
the theoretical estimate of the bias of the adaptive algorithm with the actual bias of the uniform
discretization. One can see that for small computational times, the theoretical bias for the adaptive
algorithm is greater than the error of the uniform discretization, however, the theoretical bias
converges to zero much faster, and for relatively large computational times is actually smaller
than the error of the uniform discretization. The empirical convergence rate (estimated from the
slope of the straight lines) is 78! for the uniform discretization and 73 for the theoretical
bias of the adaptive algorithm.

Example 2. In our second example, we evaluate the probability P[supy,-; X < 102], which
again can be expressed in terms of the function (4.1) by taking 7 = 1, F(X1) = 1, and the domain
(a,b) = (=00, 1072). In contrast to Example 1, here we consider a situation where the starting
point is close to the boundary. In this case, as we shall see below, the advantage of the adaptive
algorithm is more striking, since the process can cross the boundary and come back while it is
still close to the starting point and, hence, a very fine discretization will be necessary to detect
this event with uniformly spaced observations. As a result, for the uniform discretization we do
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0.044
] 0—0—0 Unlfor_m O—O0—0 Adaptive discretization
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Figure 2. Tllustration for Example 2. Left: values returned by the uniform discretization algorithm and the
adaptive algorithm, as function of the computational time for 100 paths, measured in seconds. Different
points on the graph correspond to different numbers of discretization dates for the uniform discretization
(ranging from 256 to 16384) and different values of the tolerance parameter y for the adaptive algorithm
(ranging from 9 to 9 x 1073). Right: comparison of the theoretical bias of the adaptive algorithm with the
actual discretization bias of the uniform discretization.

not observe convergence to a sufficient precision even with 16 384 points, and therefore the true
value cannot be estimated as in the previous example. Instead, we shall use as the true value the
value produced by the adaptive algorithm with 107 Monte Carlo paths and equal to 0.0360, with
standard deviation of 6 x 10~ and theoretical bias of 3 x 1077,

Similarly to the previous example, Figure 2 shows the dependence of the values computed
by the two algorithms on the computational time required for 10° MC trajectories. Here, the
adaptive algorithm exhibits the same kind of behavior as in the Example 1 above: all the points
generated by the algorithm are within the confidence bounds of the true value. However, for
the uniform discretization, the convergence is much slower than before and only the last value
obtained with 16384 discretization points falls within the confidence bounds. Figure 2, right
graph, compares the theoretical estimate of the bias of the adaptive algorithm with the actual bias
of the uniform discretization. Once again, the behavior of the adaptive algorithm is roughly the
same as in the previous example, showing that the method is robust with respect to the parameters
on the problem. On the other hand, as expected, the uniform discretization presents a significant
bias in this case (the convergence rates are similar to those obtained in the previous example, but
the constant for the uniform discretization is much bigger).

Appendix A: Proofs of Section 2

A.1. Proof of Theorem 2.1

Throughout the proof, we shall use the notation

Y;:= sup ¥y and Y,:= inf ¥; (A1)

0<s<t O<s<t
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for a given cadlag process (Y;);>0. Without loss of generality (by considering separately the
positive and the negative part), we can and will assume that ¢ is nonnegative. Additionally,
assume that a € (—o0,0) and b € (0, c0). The cases a = —o0 and b = oo will be evident from
the proof below. We also let ||¢]|« := esssup, ¢(x), [|¢]lLip be the Lipschitz norm of ¢, I5(y) :=
(y=8,y+8),n:=8/2,c=bAlal, B:={t <t}={X, > bor X, <a}, Uf :=sup,_, |XE|,
and a, :=sup, s, (x), which are finite in light of (2.1). In what follows, 7} := o (X%: s <tH)vN
where A denotes the null sets of F. To lighten the notation below, whenever the esssup of a
function g, defined £-a.e. in some region, is considered, we shall simply write sup, g(u) instead
of esssup, g(u).

The idea is to condition on the number of jumps of the compound Poisson component Z*. To
this end, let us denote

Ap(t) = E(@(X0) i<, x, e15(), NF=k}) fork=0,1,2,
A3(t) = E(o(X0) Lz x,e15(),NE=3))
so that clearly

E(p(Xo)lr=t, x,e1500)}) = Ao(t) + -+ - + A3(D). (A.2)

Note that each of the terms on the right-hand side of the previous equation can be expressed as

y+3
Ak(t)=/ Pruwydu  (k=0,...,3) (A.3)
y—38

for some nonnegative functions Ptk (u). Indeed, for k =0, 1, 2, by the standard definition of
conditional expectation,

Ar() = E(o(X ) < x,e1500, 88 =k)) = E(E(@0(X )z <o ne =ty | X1 ) Lix,e050))) (Ad)
v+ ’

y+8
= / | Ele X rzr el Xe = u) frw) du = [ 5 Pl (u) du.
y— y—

The case k = 3 is treated in the same way. Let us analyze each of the four terms in the right-hand
side of (A.2).

(1) No big jump. Note that, on the event N/ =0, X, = X for all s <t and, thus, {t <t} =
{t® <t}, where t° :=inf{u > 0: X}, ¢ (a, b)}. Therefore,

Ao(r) = E(‘p(xif)l{rgsr,xfemy),/v;:o})
= E(‘p(Xig)l{rsst,Xfels(y)})P(Nf = 0),

where in the last equality we used the independence of X° and N°. Next, conditioning on F7, it
follows that

Ao(t) = e M E (o (X5 ) Lo <r xetyv)) = € B(E(Lxe ety 1 Foe )0 (X oo ) Lo <))
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By Markov’s property,

Ao(t) = e—kefE(lE(l{xf—xie+X§se15(y)}|755)“’(X§8)1“85t})
=e ME(F(XE,t — %) p(XE ) Lze <)),

T8

where F(z,s5) =P(z + X € I5(y)). Note that if t® =¢, then F(X%.,t — t°) = 0 since X%, €
(a, b)€ and I5(y) C (a, b). On the other hand, on the event 7° < ¢,

y+3 y+3
F(Xig,t—ts)zf ff,tg(u—Xig)duff sup sup fy(u—x)du,
y—34 y—48 0O<s<txe(a,b)¢
since again X2 € (a, b)°. Putting the two previous cases together and recalling (A.3), we have

y+4 0 y+4 .
Ao = [P < [ (el sup s fu— ) du

y—34 0<s<t x€(a,b)¢

(A.5)
y+8 _
=:/ Pto(u)du,
y

)
implying that Pto(u) < I_’to(u), for L-a.e. u € (a + 89, b — 8o). Furthermore, using (2.4)(ii),

0 p0 3
sup P = sup  Pr(u) = |l@llooc3 (o, €)1 (t <10).
a+3dg<u<b—&p a+8g<u<b—8p

(2) One big jump. Let 7; and Y; be the time and size of the ith jump of Z?. Clearly, on the
event {N/ =1},
‘P(Xr)l{rgz,X,ela(y),Ntle} = (p(Xi)1{T<T1,Xf-i-YlEIg(y),Nf:l}
+ 90(X§ + Yl)l{flfrit,Xf+Y1elg(y),Nf:l}
= ||‘P||<><>1{Xf+Y1ela(y),Nle}l{)’(fzb or X¢<a)
+ ”(p”‘x’l{xf‘”lGIB(.V)’Nf=1}1{X,€+leb or XE+4Y) <a)"
It follows that
0=<A1(1) < @l EQue e, X241 e85(y), N2 =1})
+ ||‘P||<>OE(1{Y1 >b—X¢ or ¥ ga—gf}l{XHY]el,;(y),zv;:u)

= e | pllooreE(Lye=c, x4y, e15(1)))

Ap1(0)

—Agt _
+e ”‘p”OO)‘St]E(l{YI >b—X¢ or Y §a—§f}1{xf+Y1€13(y)})’

A12(0)
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where in the last equality we use the joint independence of N¢, Y1, and X¢. Conditioning on
o (X{: s > 0) and applying Fubini,

y+3—X;
A1) = ekgt||(ﬂ||ootE<1{Uf>c} / 5 (v) dv)
y

—5—X¢
(A.6)

y+8
- / 5 e @lloot E(Liug z)e (u — X7)) du.

P w)

Using (2.1) and Lemma 2.1, sup, "' () < e *'1]|¢]0oac P(Uf > ¢) < e 'a,|[¢]loo X

Cs(c, €)t3, where ¢ > 0 is chosen small enough. Similarly, conditioning on o (X%: s > 0), mak-
ing the substitution ¥ = X7 + v, and applying Fubini,

A1) = e et lellootE (/ l{vsafxf or Uzb,)‘(f}l{y—8<Xf+v§y+6}Ss(v) dv)

(A.7)
0 Aet
& _ &€
= / s € ||<P||ootE(1{u§a+xf—§f or u2b+Xf—Xf}s5(u - Xt)) du.
y—
[‘,tl,z(u)
Using again Lemma 2.1,
sup PP < e gllootas P(Xf — XE = 89 or Xf — X[ > &)
ue(a+3éo,b—58p)
< e pllootasP(X] — X{ = 8o)
(A.8)
< ¢ g loota: P(sup| Xz| = 80/2)
s<t

< e |looae C2(80/2, )1,

Therefore, recalling from (A.3), the nonnegative function P,1 (u) is such that,for L-a.e. u € (a +
80.b—380),0 < Pw) < Y5, P () < llgllosact® (Cale, £) + Ca(1, €)).
(3) Two big jumps. As before, let 7; and Y; be the time and size of the ith jump of Z¢. Clearly,

O(X )<t x,el5 0, N =2} = O(X5) Lt <o Xo v, 4 V205 (), NF=2)
+ (X5 + Y1)z <t <0y X414+ Yaels (3), N =2)
+ @(XE + Y14 Y2) Uy <o <t Xo v, 4 Vaels (v), NP =2)
< l@lloolms <o Xe¢(a.by: XE+Y1+Yaels(y): NE=2)
+ (X7 + Y1) Liaseqny, n): Xe4¥, ¢(a,b); Xe+Y1+Yaels (1) Nf=2)

+ @llood@selry.r]: Xe+Y1+Yag(a.b): XE+Yi+Yaels(y): NE=2)-
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Then, using the independence of N¥¢, the Y;’s, and X¢ in the first and last terms, we have the
inequality:

Ax (1)

IA

e (12/2)22 @l E(Lye>c, x4+, +1v2e15(0)))

+ E(‘/’(Xi + Yl)l{Xf+leb or X4, 5a;Xf+Y1+Y2615(y);Nf:2}) (A.9)

—Aet (2 2 _
+e t(l /2)’\5 ||(p||OOE(1{Xf+Y]+Y23b or §f+Y|+Y25a;Xf+Y1+Y2e15(y)})’
DA (1) + Axp(r) + Az 3(2).

As before, conditioning on o (X§: s > 0), changing variable from w to u = X7 + v + w, and
applying Fubini,

A1) = e—“’z—lnwnwﬂE( / f L= Ly —5<x¢ tuwtv<yt8)Se ()56 (w) dv dw)

y+4 0o
= / g hetn ] ||(p||ool2/ se ME(Liye=epse (u — X{ —v)) dvdu (A.10)
y—48 —00

8

y _
=:/ Pt2’1(u) du,
¥

-8

+

and, hence,

sup P21 () < e 2127 gl ot 2heac P(UF > ¢) < e /27 |gllaoreas Ci (c, £)13.
u

Similarly, A 3(¢) can be written as
e M7 ”‘pnootzE(/_/ 1{)_(;2+v+w2h or Xf+v+w§a}1{)’*5<Xf+w+v<y+8}s8 (V)se(w) dv dw)

yFo Aot 1 2
=/ e 12 glloot
y—38
(A1)

x /E(l{)_(f—Xf—&-uzb or Xf—Xf+u§a}S5 (M - Xf - U))S5(U) dvdu

s _
::/ Pt2’3(u) du,
y—48

and, thus, as in (A.8),

sup PR w) < e 27 lgllootheac P(XE — XE > 8o or XE — XE > 8)
uela+8p,b—o]

<e 27 glloreas C1(80/2, €)1,
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Finally, we provide an upper bound for A >(z). First, we use the bound ¢(X¢ + Y1) < (Y1) +
llelliLipU; and again the independence of N¢, the ¥;’s, and X* to get

et (12 )52 _ _
Aza(1) e (12 /2)AE({o (YD) + 19 ILipUr Y% 4v,2b or X471 20 X5 411+ V215 (1)))-

Next, by conditioning on o (X:: s > 0) v o (Y1), we may write? Ao (t) as

i y+—XE-Y;
e (e /2)A8E({som> NPl Uf 1% 1,26 o X541 <a) f s (w) dw)
- y=8—X{-1|
N ) y+8—X{—v
=e (¢ /Z)E(f e + llelLipU; }se(v) sg(w)dwdv>.
(a—X7,b—X[)° y—8—X¢—v

Next, changing variables and applying Fubini,
y+8 s
Axp = / ety IE(/ ) {(p(v) + IIgOIILipr}ss(v)sg(u -X; - v) dv) du
y—4 (a—X7,b—X[)*
(A.12)
v+ _on
=:/ P7%(u)du.
y=94
In order to find a lower bound for A;(#), note that
O(X) <t X, e300 86 =2) = P(X5 + Y1) L <o <oy XE 1114 Vael5 () NE=2)
= 90(X§ + Yl)l{Y1 +X¢>b or XE+Y, §a}1{Xf<b,§f>a}1{Xf+Y|+Yz€15(y),Nf:2}-

Using the previous inequality and the lower bound ¢ (X¢ + Y1) > (Y1) — llellLipU; together
with the independence of N¢, the Y;’s, and X?, it follows that

2
—Xet ()\'St)
Ax(1) z e ) E({w(yl) - ||‘P||LipUzs}1{Y1e(a—)'(f,b—gf)c,)?f<b,g>a,Xf+Y1+Y2515(y)})

y+38
= / P2(u)du,
y

-8

where ﬂtz(u) is defined as

—Agtn—1,2 _
e 2 E<1{x;<b,g>a} /(
a

As it will be proved in Lemma A.1 below, }3,2’2(14) and Etz (u) are such that

_ {0() — I @llLipU? }se (v)se (1 — X2 — v) dv).
.

lim sup =0, (A.13)

1=0 ye(a+8y,b—50)

1 -5, 1
bW =3 o P(v)se (V)se (u — v) dv
a,b)¢

2Here and below we use the convention (x,y) =@ and (x, y)¢ = (—00, 00) for x > y.
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lim sup

=0. (A.14)
10 e(a+80,b—8))

12—

1, 1
—Piu) — 5/ (V)6 (V)$e (0 — v) dv
(a’b)(,'

Using (A.9), (A.14) and the corresponding bounds for F_’,Z’l (1) and 15,2’3(14), it follows that the
nonnegative function Pt2 (u) defined in (A.3) is such that

lim sup

—0. (A.15)
=0y e(a+8y,b—80)

2

- Pr(u) — —/ P(V)se (V)se (u — v) dv
t (a.b)*

(4) Three or more big jumps. As before, we have the following bound

0< ]E(QD(XI)l{rgt,X,elg(y),Nfzn}) = ||§0||ooE(1{Xf+Z:?=l YieL;(y),N;:n})

y+48
= |lgllocP(Nf =n)/ . E(s;" (u — X7)) du.
.

Using the previous inequality and (A.3), we have

y+4 y+é
A3(t)=/ P,3(u)du§/
y—348 y—48

Since [[s}" [0 < A" lay,

[e¢]

> e gl E(s*”(u—Xg))}d” B / " B du
oy @llooll\ S, ! = : 1 .
n=3

y—8

o0
_ B tn B
sup P () < e acliglloo ) 477 < Co)r? (A.16)
u

n=3

for some constant C(e) < oo, and we conclude that 0 < P[3 (u) < C(e)t> for L-ae. u.
Putting the four previous steps together, we conclude that E(@(X:)1z<; x,e(y—s,y+8)}) =

yyjf P;(u) du, for a function P;(u) such that

lim sup
=0y e(a+80,b—80)

1 1
t—th (u) — 3 /(a,b)v @ (v)se(V)se(u —v)dv| =0.

Finally, it is easy to see that for any u € (a9, b—8p) and a < 0 < b, there exists an g9 > 0 small
enough such that f(a pye @(V)se(V)se(u —v)dv = f(u pye @()s(V)s(u — v)dv, forall 0 < & < .
This concludes the proof. U

Lemma A.1. Verification of (A.13) and (A.14).
Proof. Let0 <& < 1and M/ := X; — 11t be the martingale component of X*. We shall analyze

the expressions appearing inside the absolute values on the right-hand side of equations (A.13)
and (A.14). Define the random intervals [ :=(a — X{,b — X?), [ ;== (a — X{,b — X?), and the
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corresponding limiting interval J = (a, b), under the convention (x, y) = & if y < x. Denote
D! ) =E( [ 16+ 1l e wrse(u = X~ ) dv) - [ ows s —vw.
g Jjc

D} (u) = E(l{ K¢ <b X >a) /1 o) = llLipU }se )se (1 — X7 —v) dv)

- / @(v)se (v)se (u — v) dv.
Jjc

Let us first analyze D}. Clearly,
D,1 () = ||¢||LipIE<Uf/_ se(V)sg (u - X; - v) dv)
IC
+ E(/ @(V)se (V)se (u -X; - v) dv)
fe\Je

([ o @li— X0 = 1) - st w)]av).
J¢

and, therefore, using that Ic \J¢C(a,a—XHU(D— X ¢, b), under the convention (—00, —00) =
(00, 00) =,

1D} )| < aerellQlLipEUf + a2 9l (X — X¢) + Aell@lloo||sL]  E| X |

=< (as)\s”(o”Lip + 2”(0”00‘13) (EsglﬂMﬂ + |,U«e|t> + [l@lloote ”sé HOO(E|M,8| + |M€|t)-
s<

Using the trivial inequalities (IEsup;_, |M§|)2 < IEsup&St(M;f)2 and (IE|M§|)2 < E(M§)2, to-
gether with Doob’s inequality, we then get the bound

’Dtl (“)’ = [2as)tel|(p”Lip +4”(p”ooag + ll@llooAe ”S; ”oo]aetl/z
(A.17)

+ [acrell@lLip + 2l @llocas + l@llsohe |5, | o Jleelt,
where 0’82 =0+ fEE (x)xzv(dx). For Df(u), note that
D (u) = _]E<1{szb or X <a) /;C P(V)se(V)se (u — X —v) dv)

+ ||(p||LipE(1{xf<b,§f>a}Uf /,c se(V)se (u -X; - v) dv)

+ ]E</ @(V)se(v)se (u -X; - v) dv) —/ @(V)se (V)se (u — v) dv.
I¢ Je
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Defining ¢ = |a| A b and following the same steps as above, it is easy to verify that |D,2(u)|
admits the following upper bound:

|D2@)| < l9llocheasP(UF = ¢) + achell@lipBUF + 202110 loEUS + e llglloo 5L L E| X¢ ]
< llpllooreasCi(c. &)t + [2achell@lLip + 4ll@looa + l@llooke st ] Joet > (A.18)
+ [achell@luip + 209 llooa? + @ looke 5L o, el

where we had used the tail probability bound in (2.4). U

A.2. Proof of Proposition 2.1

We use the notation introduced at the beginning of Section A.1 above and, as before, we assume
without loss of generality that ¢ is nonnegative. As it was done in (A.2), by partitioning the
space into the different values that N} can take on, we can decompose E(¢(X;)1(x,er5(y))) into
three terms: no big jumps, one big jump, and two or more big jumps. These terms can in turn be
expressed as integrals of the form (A.3) using a procedure similar to (A.4). The term with no big
jumps is such that

y+4
/ 5 PZO(M) du := E((p(XT)l{X;EIg(y),Nf:O})
y—

< lellocP(X; € Is(y), Nf =0)

o —Agt €

= / e " l@lloo fi () du,
y—48

which yields an upper bound for P,O(u) of the form 15;0(“) =e | ¢]loo ff (u). Using (2.4)(i),

we can further upper bound P,O(u) by [|¢lleoc2(c, £)r2 uniformly in (a — 89, b + 80)¢. The term

with two or more big jumps can be bounded similarly to the term with three or more big jumps

in the previous section. Concretely, this term satisfies

y+34
/ ; PP (u) du :=E(p(X ) (x,el5().822))
-

y+é

y+8| X " B
< / [Z e—*sf; @l (s (u — xf))} du =: / P2 (u) du,
n=2 :

y=4 y=4

and, using that [|s}" ||oc < kg_lag, we can further upper bound Ist2 (u) by C (€)t? for a constant
C(¢) < oo. The term with exactly one jump is decomposed as follows:

y+4
/ . P w)du = E(p(X)ix,er500),n=1))
v

= ]E((p(Xi)l{XtEIB(y);T<TI;N[g=1}) + E((p(XT)l{XrEIB(}')ZTZfI;Nle})’
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where 11 is the time of the first big jump. Out of these two terms, the first one satisfies

E(p(X2)lixenoe<nni=n) = I9llocP[3s €[0.11: XJ ¢ D X7 + Y1 € Is; Nf = 1]
— e ™ etllgllooP[3s € [0,1]: XE ¢ D; X2 + Y € I

y+4 N
5/ . e 1]l pllooE[1ys cse (u — X7)] du,
-

where the integrand 13,1’1(14) = e_)‘att||(p||oo]E[1UtsZng(u — X?)] is uniformly bounded by
ll@llooas Ci(c, €)t2. As for the second term

E(‘p(xf)l{xrela(y);rzrl:Nf=1}) = E(‘/’(Xi + Yl)l{Xf+Y1els(y):tzn;Nf:l})’
it can be bounded from above by
E(e(YDx: +v,e500:8: =11) + 10 ILipE(Uf Lixe4viersoning=1y)

v+
= / . {e™"Eo(u — XF)se(u — X5)] + e tI@ILipE[Uf se (u — XF)]} du
v

y+é
< / 5 {to)se ) + 1 (llellLipas + ll@lloo |5, | o )E[| X7 |] + tllelLipa: E[Uf ]} du.
Similarly, this can be bounded from below by

E((p(Yl)I{Xf—i-YlEIg(y);Xf<b;Xf>u;Nf=l}) - ”‘p”LipE(Uzsl{Xf+Y1GIg(y);Nf:l})

y+é
= [ (el X)XV ) — BV (0 X))
y—

y+8
> / {0050 — Iglosachet® = t(llipas +lgloo 5B X7 ]
-

— tllllLipa:E[Uf ] = tllgllocas Ci(c, €)1} du.

To conclude, we estimate E[|X{|] and E[U/] as in the proof of Lemma A.1 above.

Appendix B: Proofs of Section 3

In this part, we provide the building blocks to develop an upper bound for the remainder R, (u)
appearing in (2.5).
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B.1. Proof of Lemma 3.1

Let us first assume that u > 0 so that X, := M; + ut is a submartingale. By Doob’s inequality,
for all ¢ > 0,

cXg c ]E[eCXI] tY(c)—c
]P’(sustzn)z]P’(supe Aze’7><7=e n (B.1)

s<t s<t - e

2

with ¥ (c) = uc + "22 + f‘ Zl<e (e — 1 — cz)v(dz). Minimizing the right-hand side over all
c > 0, we get, as in Riischendorf and Woerner [38] (see page 87 therein),

n/t n/t
inf eV (©—en — exp(—t/ 7(2) dz) = exp(—t/ t(z)dz), (B.2)
>0 ¥ (0) i

where we are taking t < n/u and 7 : [0, 00) — R is the inverse function of

v (x)=p+ox +/ z(e¥ — 1)v(d2). (B.3)

|z]<e
As in Houdré [25], note that, for x > 0,

oo

. lelx (Iz]0)*
0< [ z(e*—1)vdo) < el = vde) < | J21 Y T—v(d)
lz|<e lz|<e :

lz|<e k=1

gk=

0

< | 2 d l'xk _ 2 d l EX _ 1

< z]7v( Z)Z 0 |z]7v(dz)—(e )-
|z|<e k=1 : |z]<e €

From the previous inequality, for x > 0,

EX
et -1 5,

O¢,

1
Osw’(x)su+a2x+/ |z|2v(dz)g(e”— ) <p+

lz|<e €

where we used the fact that 062 =02+ f‘ |z|>v(dz). This implies that

z|<e

1 Z—
7(2) > glog{l + 02“8},

&

and therefore, substituting this into (B.1) and (B.2) and using that v In(v) < (1 4 v) In(1 4 v) and
g—vlogy < e forall v > 0, we have

to2 [em—un/to)
]P’[sustZn] gexp{——;/ log(l—l—s)ds}
e Jo

s<t
to? e(n — put) en—pu)\ el — po)
—expl = 1% (14 EZED Y j0q( 1 —
exp{ g2 << * to? s\t to? to?
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{ n— jut (8(n—ut)>}
< expy— log 3
€ eozst

< (W/eeln/e)! exp{ _n—pt 10g<8(n —zw) ) }
€ eo;

The above inequality proves the statement (2)(i) for the case p = 0. Next, it is easy to check that
the function u — (u/¢)log(eu /eosz) is strictly convex in (0, co) and reaches its global minimum
value of —0'82/82 atu = 0’82/8. Hence, whenever n — ut > 0,

p[sup X, > n] < ilegusere! (ol /e

s<t

which proves the statement (1) for u > 0. Also, if u >0, <n/u,and n < 082/8, we have that

n— ut e(n — ut) u cu ea2\ "¢
expy — log 3 < sup expy——log s =\— ,
e eo; 0<u<n e eo; en

which proves the statement (2)(ii). Finally, we consider the case u < 0. In that case, obviously,
M, + ut < M, and

ea2\ "¢ 2, a
IPD(SUP(A/IS Tus)= n) = ]P(SUPMS = 77) = tn/g< £ ) < /e eos /¢ ,

s<t s<t en

where in the second inequality we used the case (2)(i) with p = 0 that was proved above. The
previous inequality proves the bounds (2)(i) and (1) for u < 0.

B.2. Proof of Theorem 3.1

To prove the estimate (3.11) for the remainder R;(y), we analyze each of the four terms in (A.2)
contributing to it.
(No big jump). The first component of the error is due to P,O which, as seen in (A.5), can be
bounded by
0) e A Ast & A Agt £
e 0, y,0):=e"lgllc sup sup f,(y—x)=e""[|@llwc sup sup  f, (2).

O<u<t x€(a,b)° O<u<t ze(y—b,y—a)‘

Next, recalling the notation Ay = (b — y) A (y — a) > 0 and employing our hypothesis that X}
has unimodal distribution, we can further apply the bound (3.10) to get

90, y.1) < e-“'—‘”'i””

y  O<u<t

A, 8 —Aet
sup P[’Xﬂ > 7}] < eA—”(p”wC(Ay/4,£)tAy/(45)
y

fort <ty(e, Ay/2) ANt1(g, Ay /2).
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(One big jump). There are two sub-components to the error in this case. The first is due to P!
in (A.6). This term can be bounded by

M0y, = llgllooe™ (L zapse (v = X))
< llglloce ™ ta P(Uf > c)
< 2ll¢lloce ' asC(c/2, )t'+e/ 20

for t < ty(e, c/2). The other sub-component is due to P12 in (A.7), which can be bounded, for
t <to(e, Ay/2), as follows:

1,2 . —Ae _
20,3, 1) = 1@ looe ™ 1E(Lge _xe yop or xt x4y (V = XF))

A
< ||ga||ooe—“’m£<sup|x;| > _2y> < 2llplloce™"ac C(Ay/4, )5/,
u<t

(Three or more big jumps). This component can be bounded as in (A.16):

X n

t
V0, y,0) = llpllooe™" 3 | — (57" (u - X7))

n=3

(B.4)
< llollooaer, ' (1 —e ' [1+ et + (e1)?/2]).

(Twvo big jumps). There are three sub-components to the error in this case. From (A.10),

2 poo
5 4t
e®D0,y,1) := [lglloce AgtE/ sg(v)]E{l{Ulszc}sg(y — Xt —v)}dv
—0o0
(B.5)
< ll¢lloce * ashsC(c/2, £)t>T¢/ 20
for t < to(e, ¢). Similarly, from (A.11),

e®¥(0,y,1)

2 00
a1
= |@lloot A&tzf Ss(U)E{l{Xf—Xf+yzb or Xf—Xf+y§a}ss(y -X; - v)} dv (B.6)
—0oQ

2
_aat A _
< llplloce ™ —acheP( sup| X5 > =2 ) < ll@lloce ™ ache C(Ay /4, ) > A/
2 u<t 2
for t < t9(e, Ay/2). Next, we consider the error due to the limits (A.13)—(A.14). These were

bounded in Lemma A.1. Hence, by taking the maximum of (A.17) and (A.18), after some sim-
plification, we get the following expression for the error term ¢>2 (0, y, 1):

e‘*f’r2(||¢||ooxgagac/2, £)r</ )

+ [ache lolLip + 20 @llooa? + @llocie |5, ||oo]<05;1/2 + %I))



1160 J.E. Figueroa-Lopez and P. Tankov

Finally, we also need to take into account the error due to approximating

2

ot
R AJ—/ P()se (V)5 (y —v)dv
2 (a,b)¢

by § Sapye 936 ()se (y — v) dv, which is of order l¢llcoract? /2. Putting all the previous
bounds together, we obtain the overall bound (3.11).

Appendix C: Finding the estimate ¢ £ (0, y, ¢) for the Cauchy
process

In this paragraph, our aim is to find an explicit bound for the Cauchy process with Lévy density
v(x) = ﬁ (and no drift), which is used in the numerical illustrations. For simplicity, we shall

only consider the one-sided case (a = —00). Setting c;(x) = 1|x|>¢, We get e = 0 for all ¢, and
the law of the process is symmetric, which means that 7 (e, n) = t1(g, n) = +oo for all € > 0
and 1 > 0. Moreover, 052 = 2c¢ and Lemma 3.1 implies that P[sup;, X; > n] < t”/SC(n, &) and

Plsup,<, [X:| = n] < 2:"€C(n, €) with C(, &) = (z‘f)”/g. The results of the above section can
now be improved to

—Aet
b—y

eD(0, y,1) < lplloce ™ ac C e, byr' 7",
1200, y,1) < 2llploe™*a:C (e, (b — y)/2)1" T2/,

e@(0.y.1) < lllloo C e, (b — y)/2)1 =210

eV, y,0 =< %e—“'%xsab, e,
(0, y,1) < llplloce™ " ache C((b — y)/2, )1* 072/,

To estimate e2 more precisely, let g9 < b_;_g A (b —¢g). Then

o - -
1D} (y)| < 2ll¢llccacre P(Uf = 20) + 2|I¢I|LipE[Uf/b se(v—X7)se(y — v+ X7 — X7) dv]

o0 _ -
+ ||¢||OOE[1U,E<£0 /b (56 (v = X7)se (v — v 4+ X7 = X7) = 5e (@)se(y = v)) dv}
< 2a:k¢ (IllooP(UF = €0) + IllLipE[UF])

o0
~ lolloE[UF] / SL(0 — £0)se(y — v+ 260) dv
b

& o / b_y
+2||¢||00E[Ut]/ s (v vt ) ao
b
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< 2ach¢ (ll9llocP(Uf = €0) + l@lILipE[Uf ])
+ 2@l B[Uf | (b — €0)se (b — y — 2e0).

A similar argument shows that
D7 (9)| < se(b)he 2llolLipE[UF ] + @ llooP[ X = b]) + ll@llccB[Uf ]se (B)se (b — y),

which means that the bound for |D,1 (y)| always dominates. Using the former bound, we finally
find the following upper bound for e (0, y, 1):

2@ lloce " ache C (g0, £)1> 60/

+ 267 o {50 (b — £0)se (b — ¥ — 260) @1l oo + @ehe @ lLip }-

To specialize the estimate e, we upper bound A;’IP’()_(, >b, X; € Is(y)IN; =n) by

X7 Yi>b, X! Y; € Is(z
( +of£,?§n2 +Z o >)
n k n
5AZZIP<X§+ZY,-zb,Xf—i—Z)GeL;(z)).
k=0 i=1 i=1

The cases k = 0 and k = n are treated separately:

n
AZIP’()_(f >b, X;+) Vi€ Ia(t))

i=1

< 8IP(supX > b) sup sy (x) < 8C(b, e)tb/e sups*" (x),

u<t

n n
xgp(i{f +) Yi=b Xf+) Ve Ig(t))
i=1 i=1

<8P(X{ — Xf +y+82>b)sups(x) <28C((b — y)/2, &)t/ sup 57 (x).
X X

ForO <k <n,

<X€ ZY >b, X + ZY elg(t)>

y+8
—E[/ du/ *k(v)s*(" k)(u—v—Xs)i|

oo
< 8sups (OP(UF > e) + 8575 (b — 80)/ dvsF0 (y — v 4280 +8),
X b
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where §; is any function which is increasing on (—o0, 0), decreasing on (0, co) and satisfies

§s(x) > s¢(x) for all x. For the Cauchy process, one can take 5. (x) = xzz_;z so that

1 (2me\* ek o 1 (2mc\* ek
—xk _ ¥k —
S: ()C) = E (T) m, /b S: (U) dv = ; <T) arctan ?

Assembling all the estimates together, we finally get

e®(0, y,1) < %aggﬁ(cw, e)b/e

+2C((b — )/2, &)t P2/ £ 2C (g, £)1%0/%)

167 13|l
3e(b —0)?(b — y — 2¢0)

2nct/e—het

The above estimates satisfy condition (2.6) for ¢ < ? Ab. In the numerical examples discussed

. _ b=y . b _b=y b
in the paper, we have taken ¢ = == A 7 and gp = == A 3.
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