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Chapter 1

Introduction

1.1 Motivation

Let us start with the fundamental definition.

Definition 1.1. A probability space is a measure space (Q, ¥, P) such that P(Q) = 1.
The elements of the o-algebra F are called events.

Remark 1.2. The measure space of Definition[I.T]is a model for the axiomatic defini-
tion of a probability space. Notice that this model works for every kind of probability,
be it subjective, frequentist or other types of probabilities.

In the remainder of this section, I want to motivate this definition, which is in some
contrast to the elementary setting — for simplicity, we restrict ourselves to the one-
dimensional case. Indeed, in elementary probability theory, one usually considers two
quite different classes of models, namely

1. discrete models, where Q is a finite or countably infinite set and probabilities
are given by P{w}) = p, for some sequence of non-negative numbers with

ZweQ Po=1;

2. continuous model with a (continuous, or at least Riemann integrable) density p,
where probabilities of events A are defined by fA p(x)dx.

Some unification is achieved by the cumulative distribution function F(x) = P(] — oo, x]),
but it is not always intuitive to work with the distribution function, and, moreover,
some technical problems remain. There are some rather obvious advantages of Defini-

tion [ 1t

1. Both discrete and continuous models in the above sense are contained in Defi-
nition [[.1] Mixed models, with densities and point masses, are quite messy to
deal with in elementary probability, but fit very naturally into the framework of
Definition [[.T]

2. Definition allows to use the machinery of measure theory, in particular to
convergence theorems (for interchanging limits and integrals/sums), which are
often much simpler then the corresponding theorems for sums or Riemann inte-
grals.



3. Definition E] encompasses models, which are neither discrete nor continuous
nor of the mixed type. Such models can actually appear for instance as limiting
cases of elementary models. Moreover, they play an important role by providing
counter-examples.

We will now, in some detail, describe a quite innocent probabilistic problem, where
we can see how measure theory appears rather naturally. Let us toss one coin. There
are two possible outcomes of the experiment, head and tail. Thus, we can choose
our probability space to be Q; = {H, T}, F1 = P(Q;) and the probability measure
Pi{H}) = p,Pi({T}) = qg = 1-pwith0 < p < 1. If we want to repeat the
experiment n times (in an independent fashion, using the same coin), we can choose
the probability space Q, = { H, T }" again with the power set as o-algebra ¥, and with
the probabilities of the elementary events defined as

Pl @r,...own) D) = [ [Prdwi)),
i=1
which is a product of p’s and ¢’s. Of course, the probability space (€, F,, P,) is
nothing but the n-fold product measure space of (Q;, ¥, P;), symbolically

(Qn’ ﬂ&Pn) = (Qlaq:lapl)®n-

At this stage, we might be interested in certain properties of the experiment. For in-
stance, we might be interested in the number of heads appearing among the first n coin
tosses. Principally, we could answer all questions regarding this random number given
the notions introduced so far, e.g., the probability that exactly 2 heads appeared among
the first four coin tosses is

pP,({(H,H,T,T),(H,T,H,T),(H,T,T,H),(T,H,HT),(T,H,T,H),(T,T,H,H) }).

However, intuition and notation becomes much simpler when we introduce random

variables, for instance by setting X;,..., X, : Q, — {0,1},
I, wi=H,

(1.1) X, wn) = 1y (@) = @ i=1,....n
0, w; = T,

Then, the number of heads in the first n coin tosses is obviously given by X; + - -+ + X,,,
and all the related probabilities can be expressed in terms of the distribution of the
independent random variables X;, P(X; = 1) = p. Notice an abuse of notation (which
is rather typical in probability theory): take two different numbers n < m and consider
the k’th coin toss X;, k < n. Then, in one case X; : Q, — {0, 1}, in the other case
Xi  Q, — {0,1}. Obviously, these functions are different, since their domains of
definition are different. However, in both cases, the distribution of the random variable
is the same, and in both cases all the random variables X, 1 < k < n, are independent.
Thus, for the sake of our probabilistic inquiry, we may treat both maps as if they were
equal. In fact, this is true in much more generality. Indeed, we could have started with
a different probability space (€2, ¥, P;). For instance, we could have chosen ; = R,
F1 = B(R) and P, given by a density, e.g., by f(x) = ‘/szne"‘z/z, and then define
Xi1(w) = 1 co(w) for some u such that Pi(X; = 1) = p. (And define, once again,
(Q,, Fu, P,) as the product space.) More obvious would be the choice Q; = {0, 1 } with
X1(w) = w (the canonical probability space for the random variable X;). In all these
cases, the probabilistic analysis of coin tosses will be completely analogous.



In probability theory, only the distribution of the random vari-
ables under investigation matters, but not the underlying proba-
bility space.

In addition to questions about the probabilities of events in finite time, one is often
also interested in asymptotic questions. For instance, if we do not know the parameter
p before — the fairness of the coin — we could try to estimate it using statistics. The
obvious estimator certainly is the sample mean, i.e.,

— 1<
p(f’l) = ;in’
P

and one of the most important problems in statistics is to determine whether ﬁ(") con-
verges for n — oo to the true value p and in which sense. The weak law of large
numbers holds if the estimator converges in probability (i.e., in measure), which means
that for every € > 0

(1.2) lim P([p"™ - p| > €) = 0.

n—oo
The above statement is not quite precise, because we do not know (yet) how to con-
struct a common probability space (2, 7, P), where all the random variables X, n € N,
are simultaneously defined. However, in the current situation we might be happy refor-
mulating the statement (T.2) to say

lim P, (|ﬁ(") - p| > e) =0,
n—oo

which is good enough for our current purpose. Much better than the weak law of large
numbers is the strong law of large numbers, which implies convergence of the estimator
P-almost everywhere — in probability theory, one usually says “almost surely” instead
of “almost everywhere”. This means, we need to show that

(1.3) P(IIILH; P = p) -1

If we want to prove the strong law of large numbers, then we really need to find a
common probability space for all the (infinitely many) coin tosses, i.e., we need to
construct an infinite product space.

While this construction was already given in the measure theory course, we use
the opportunity to give a short reminder. The candidate for Q is obvious enough:
Q = {H, T, the set of all sequences taking values in { H, T } The choice of F is
already not so clear. After all, Q2 is now an infinite (even uncountable) set. Therefore, it
does not fit into the framework of discrete probability spaces anymore. P{w }) = 0 for
any particular sequence w of coin tosses, but this does not determine P. In particular,
the power set of (2 may very well be too large a o-algebra. On the other hand, the
continuous model also does not fit well. However, since we are doing probability
theory, we might argue that we really only care about the random variables X, i.e., we
only need all the functions X, : Q — {0, 1}, n € N, to be measurable, which leads to

'More generally, Q is the Cartesian product of all the individual Q;, i € I, symbolically, Q = [T;; &, if
we want to construct ®i€ ;1 (Qi, Fi, P;) for a general index set /.



the choice ¥ = o-((X,,)neN)E] Let now J C N be a finite set, then X; = (X,)uey : Q —
{0,1} is measurable, implying that the cylinder sets

Z={weQ|(,...,w;) €A} = p;'(A)

are measurable sets, where J = (i1,...,i) C N, k € N, A € {H,T }} and py((wy)) =
(wj) jey. For cylinder sets, however, we know how P should look like: we should have

(1.4) P(Z) = P(p;'(A)) = Pu(A).

Finally, one can prove that there is a unique probability measure P having the prop-
erty (1.4) for all cylinder sets Z[

1.2 Terminology

We start with a very formal definition of random variables.

Definition 1.3. Given a probability space (Q2, ¥, P) and some measurable space (A, A).
Then any ¥ -A-measurable map X : Q — A is called random variable.

With decreasing level of importance (and frequency), we shall consider random
variables taking values in

e R with the Borel o-algebra B(R);
o the Euclidean space R” with the Borel o-algebra B(R");
e a Banach space E with its Borel o-algebra B(E);
e a Polish spaceE] M with its Borel o-algebra B(M).
Remark 1.4. We may also use random variables taking values, for instance, in R U { o0 }.

As we have noticed before, in probability theory the underlying probability space
usually does not matter, problems are formulated and treated in terms of random vari-
ables. Of course, not every probability space can carry any type of random variables.
For instance, we cannot define a Gaussian random variable on the probability space
(Q4,F1, Py) used in section This leads to the notion of the distribution of a random
variable.

Definition 1.5. Given a probability space (Q, ¥, P), a measurable space (A, A) and
a random variable X : Q — A. The image measure Px on (A, A) (i.e., the measure
defined by Px(B) := P(X~'(B)), B € A) is called distribution of X.

2In general, we introduce the projections p; : Q — €; defined by p; ((wj)jEI) = w; and set ¥ =
o ((pdier) = O'(U;El pl.‘1 (T[)). Of course, the definition in the dice-throwing example of the text coincides
with this definition of F.

3In general, cylinder sets have the form Z = p;l(A), where p; is defined as above and A € ®ig Fi.
Then, consider the well-known finite product measure P; defined on (X) iey Fi- Then the requirement
is recast to say that P(Z) = Pj(A). Again, one can prove existence and uniqueness of such a probability
measure on (Q, ), just like in the countable case. For a proof in the case of a countable index set / see the
lecture notes of F. Hofbauer, for the proof in the general case see Bauer, Satz 9.2.

4 A Polish space is a separable, complete metric space.



Remark 1.6. Obviously, (A, A, Px) is again a probability space. Let us define a map
idg : A = A by ids(x) = x, x € A. We understand id4 as random variable mapping the
probability space (A, A, Pyx) into itself. Then the distribution of idy4 is Py, i.e., X and id4
have the same distributions. In particular, this example shows that for every probability
measure P one can find a random variable X (defined on a suitable probability space)
whose distribution is P. Moreover, the random variable is certainly not unique.

If a random variable X takes values in the Euclidean space R”, then we can define
its integral.

Definition 1.7. Let X be a random variable defined on a probability space (Q, 7, P)
taking values in R (with the Borel o-algebra). If |X]| is an integrable function or X > 0,
then we define the expectation or expected value as its integral and write

E[X] = f XdP = f X(w)P(dw).
Q Q

If X = (Xy,...,X,) takes its values in the space R" equipped with its Borel o-algebra
and || X]| is integrable, then we define E[X] := (E[Xi],..., E[X,]).

If, e.g., the negative part X~ is integrable, whereas the positive part is not, we will
also write that E[X] = oco. Of course, all the properties of the integral with respect to
a measure obtained in measure theory carry over. In particular, we have the following
often used formula, sometimes called the “theorem of the intuitive statistician”.

Lemma 1.8. Let X be a real random variable on (Q, F, P).E] Moreover, let g : R - R
be measurable such that |g o X| is integrable. Then

E[g(X)] = E[go X] = Lg(x(w))P(dw) = fg(X)Px(dX)-
R

In particular, the lemma implies that the expectation of a random variable is the
integral of the identity function with respect to the distribution of the random variable.

En passant, we note that the distribution of a real-valued random variable has a
uniquely defined (cumulative) distribution function

F(x) = P(X < x) := P(X"'(] = o0, x])),

which is right-continuous and increasing and satisfies F(—oo) = 0, F(+o00) = 1. More-
over, any such function uniquely determines a distribution on the real line. Then, the
integrals of Lemma [I.8] can equivalently be expressed as Lebesgue-Stieltjes integral
with respect to the distribution function F

E[g(X)] =fg(X)dF(X).
R

Of course, the expectation coincides with the elementary definitions for discrete and
continuous distributions. As in the elementary case, we also introduce higher moments.

Definition 1.9. Let p > 1 and assume that |X|” is integrable. Then E[X?] is the

p’th moment of X. For square-integrable random variables the variance is defined
by V[X] := E[(X — E[X])?].

5By this we mean that X is an #-B(R)-measurable map from Q to R. In the following we will often omit
such obvious qualifications.



Of course, the classical inequalities like Markov’s inequality or Chebyshev’s in-
equality immediately carry over from the elementary setting.

In many applications, we use probabilistic models for the evolution of some quan-
tity in time. In its most abstract form, this leads to

Definition 1.10. Given an index set / (usually / = N or I = [0, co[ or subsets thereof),
a collection of random variables (X;);c; (defined on a common probability space) is
called a stochastic process.

Like in Definition [I.T0] we will often omit the probability space
(Q,F, P) from statements. If the probability space is not explic-
itly mentioned, it is tacitly assumed that there exists a probability
space, where all relevant random variables are (jointly) defined.

1.3 Some milestones of this course

Most topics of the course are somehow related with the concept of a stochastic process.
The first major topic regards the asymptotic of sequences of independent, identically
distributed random variables (X,)nery. Set S, = >);_, Xk the corresponding random
walk. If these random variables are integrable, we know from elementary probability
theory that the weak law of large numbers holds,

1
Ve>0: lirr(l)P(‘ S, — E[Xi]

n

>e):0.

One of the main results of this course will be a substantially stronger result known as
strong law of large numbers, which says that

P(lim lSn # E[Xl]) =0,
n—co 11

and we will explore certain versions of this statement. Moreover, it might also be
interesting to see, how fast the probability of deviations from the long-term mean E[X] ]
decreases to 0, which leads to the realms of “large deviations”.

Already in elementary probability theory we have learned some valuable informa-
tion about the speed of the above convergence. Indeed, if we multiply the difference
by +/n, then the difference converges in distribution to a normal distribution. More
precisely, the central limit theorem says that

S, —nE[X1] 4

1. 1
(1.5) o N,

provided that o? = V[X;] exists, i denotes convergence in distribution and N (u, o)
denotes the one-dimensional Gaussian distribution with mean y and variance 0. This
shows the unique role of the normal distribution as limiting distribution in the finite-
dimensional framework. In the infinite-dimensional framework, a similar role is played
by a certain stochastic process (B;):>0, the Brownian motion. Indeed, in many physical
or social phenomena which are described as functions of time, and which can be ex-
plained as the result of many small, independent random perturbations, the Brownian
motion is natural probabilistic model. Examples include the position of gas molecules



(which are constantly and from all directions hit by other molecules) or the prices of
stocks (where the “shocks” are caused by buy or sell decisions of individual agents). It
is not surprising that the marginals B, of a Brownian motion have normal distribution,
but the inter-dependence is less obvious. Brownian motion is not only very impor-
tant from the point of view of modeling and applications, it is also a very interesting
mathematical object in itself, for instance as a source of counter examples in analysis.

Finally, we shall also treat the problem of the construction of a stochastic process.
More precisely, we will address the question of how to construct a stochastic process
when the finite-dimensional marginal distribution are prescribed — and do not need to
be independent.

1.4 Literature

I recommend the following two textbooks on probability theory — both of them have
German and English editionsﬂ

e Heinz Bauer: Wahrscheinlichkeitstheorie, 5. Auflage, Walter de Gruyter, Berlin,
2002.

o Achim Klenke: Wahrscheinlichkeitstheorie, 2. Auflage, Springer-Verlag, Berlin,
2008.

The notes are also based on lecture notes “Wahrscheinlichkeitstheorie” by E. Bolthausen,
then at TU Berlin, and the lecture notes “Wahrscheinlichkeitstheorie und Statistik” and
“MaB- und Integrationstheorie” by F. Hofbauer from University of Vienna.

The editions cited were used for preparation of this text.
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Chapter 2

Independence

Let (Q, %, P) denote a fixed probability space. We recall (and slightly extend) the
definition of independence for events.

Definition 2.1. A family (A;);c; of events, i.e., A; € F foralli € I, is called independent
if for every finite subset J C I we have

2.1 P(ﬂAJ-] =] [ Pay.

jeJ jeJ

Remark 2.2. Notice that the notion of independence clearly depends on the proba-
bility measure, i.e., if the probability measure P is replaced by some other probability
measure Q on (Q, 7), then (A;);c; may lose its independence.

Example 2.3. Independence of a family of events like in Definition 2.1] is stronger
than pairwise independence of the events. Indeed, throw two dice independent of each
other, and let A; be the event that the outcome of the first die is even, A, the event that
the outcome of the second die is even, and A3 the event that the sum of the outcomes
is even. Then the A; and A, A; and As, A, and A3 are independent (i.e., the events
A1, Ay, Az are pairwise independent), but the events A;,A;, A3 are not independent,
since P(A; U Ay) = P(A; U A, U Aj).

Recall from elementary probability theory that independence is not destroyed when
some of the A;’s are replaced by their complements. In what follows we will generalize
the notion of independence to families of o-algebras and random variables.

2.1 Independent systems

Definition 2.4. Let (&;);c; a family of systems of sets, @ # & c F fori € I. We say
that the family is independent iff every collection of events (A;);e; withVie Il : A; € &;
is independent in the sense of Definition 2.1}

Obviously, a family (&;),; is independent if and only if every finite sub-family
is independent. Moreover, independence of a family of systems of sets is certainly
preserved when we pass to a family of subsystems (8;)@ with & C &;. In what
follows, we are mostly interested in the question of how we can preserve independence
when we enlarge the set-systems.

11



Lemma 2.5. Let (&;);c; be independent. Then the family of the generated Dynkin
systems (6(&;);e; is also independent.

Proof. We may assume that / is finite. We show that for any individual index iy € I we
may replace &;, by its generated Dynkin system § (&;,) without losing independence,
which shows the claim. Let us define a system of sets D, by setting

D, ::{AeT|({A},8i: iel\{i}) isindependent }.

We show that D, is a Dynkin system. The set Q is contained in D;,, since for any
collection A; € &;,i € I'\ {ip}, and for every subset {i},...,i,} € I\ {ip} we have

PQNA;,N---NA;)=PA;,N---NA;)=P(A))- - P(A;) = PQ)P(A;) - P(A;).
Given a sets A € D, then

PASNA; N---NA)=PQNA, N-—-NA)—PANA, N---NA;)
= P(Q)P(A;))--- P(A;,) — P(A)P(A;)) - -- P(A;,) = P(A)P(A;) - -- P(A;),

showing that A° € ©;,. Similarly, we show that any countably union of disjoint sets
from D, is again in O;,. Therefore, O;, is a Dynkin system, which contains the small-
est Dynkin system 6(9;,) generated by &;,. m]

If a set system & is stable under intersections of sets, then 6(&) = 07(&). Therefore,
Lemma [2.5|immediately implies the

Corollary 2.6 (Hofbauer, MT, Satz 4.9). Let (E;);c; be an independent family of sys-
tems of sets, which are closed under intersections. Then the family of generated o -
algebras (0(E;));e; is independent.

The following result is a preparation for important results concerning independence
of random variables.

Theorem 2.7. Let (&;);c; be an independent family of subsets 0 + &; C F which are
closed under intersections. Moreover, let (I;)jc; be a partition of the index set I. Then

the family (ﬁ).ieJ is independent, where ¥ := O'(Uiell_ Si), jeJ.
Proof. For j € J define a system G; by
Qj = {Ai] ﬂ"'ﬂAin |VZEN, {il,...,in} CIj, Al'] 68[1,...,Ain G(Sin }

Obviously, G; is closed under intersections. Moreover, (G;)es is independent by in-
dependence of (&;);c;. Therefore, the claim follows by Corollary @, since 0(G;) =

O'(Uiel,- 81‘)- O

As usual, in probability theory, we want to build our intuition on properties of ran-
dom variables and their distributions, not on the underlying probability spaces. There-
fore, we want to arrive at a notion of independence for random variables. Let us first
link independence of systems and events by showing that independence of systems is
really a more general notion than independence of events. Indeed, given a family (A;);es
of events, the corresponding family of systems ({ A; }); is trivially closed under inter-
sections. Thus, independence of the events is equivalent to independence of the system
and to independence of the generated o-algebras F; = o({ A; }) = {0, A;, A{, Q}, which
could naturally serve as definition of the random variable 14,. This is indeed the ap-
proach followed next, which will lead to a notion of independence equivalent to the
elementary one.

12



2.2 Independent random variables

Definition 2.8. Given a family (X;),; of random variables defined on a probabil-
ity space (Q,%, P). The family is called independent, iff the family of o-algebras
(0(X))¢; is independent in the sense of Definition [2.4]

Note that we do not require the random variables to take values in the same measur-
able space. Indeed, we may assume that for each i € I, X; takes values in the measurable
space (Q;, F;). Then the product formula can be expressed like follows: for every
finite subset J = {iy,...,i,} Clandany A; € ¥, j € J, we have

2.2) P(X; €Ay,....X;, €A;) = PX;, € Ay) -~ P(X;, € A;).

iﬂ
By Corollary we may restrict ourselves to sets A; forming generators of ¥ closed
under intersections. Indeed, we have the

Corollary 2.9. Let (E)ic; be a family of systems & C F; which are closed under
intersections and generate the o-algebras, i.e., Vi € I . F; = 0(&;). Then the family of
F -Fi-measurable random variables X;, i € I, are independent if and only if the system
(Giies is independent with G; = X;l(&-).

Spelled out, this means that the product formula holds for every finite subset
{ii,...,ip} € I and Aij € Sij, j = 1,...,n. For real random variables (i.e., random
variables taking values in R equipped with the Borel o--algebra), this means that inde-
pendence is characterized by the distribution function.

Theorem 2.10 (Hofbauer, MT, Definition). Let (X;)ic; be a family of real random vari-
ables. For any finite subset {iy,...,i,} = J c Ilet F; : RVl — [0,1] denote the
corresponding cumulative distribution functions, i.e.,

Fi(xi,...,x,) =P(Xi] le,...,X,‘n < Xxp).

Then the family (X;)ic; is independent if and only if for every such finite subset J we
have the product formula

n
Fi(x,x) = [ [ Fiipep.
=1

In particular, for discrete and continuous random variables, the notion of indepen-
dence as defined in Definition [2.8]coincides with the elementary definition.

Example 2.11. Given a finite sequence (X1, ..., X,) of random variables, each taking
values in a finite (or countably infinite) set Ex, k = 1,...,n. Then Xj,..., X, are
independent if and only if for every (e;,...,e,) € Ey X -+ X E,

PXy=ey,....Xy =e,) = P(X] = ¢1)--- P(X,, = ep).

Example 2.12. Given a finite sequence of real random variables (X1, .. ., X,;) with joint
density f : R* — R. Then Xi,..., X, are independent if and only if f factorizes, i.e.,
there are functions fi,..., f, : R = R with the property that for any x = (x1,...,x,) €
Rﬂ

S = filxr) - falXn).

13



As a probabilistic property, independence of random variables only depends on
the distributions, but not on the underlying probability space. However, the marginal
distributions Py,, i € I, cannot determine the dependence structure, which is a property
of the joint distribution. Let (X;)ie; be a family of random variables defined on the
probability space (Q, ¥, P) and taking values in the measurable spaces (Q;, 7;), i € 1,
respectively. Consider the product space

23) (Q.F)= (X)(Q;,T;)

i€l

By definition of the product space, X : Q — Qwe (Xi(w))ier, is an F ~F -measurable
map: indeed, we need to show that forevery i € I, p;oX : Q — Q; is F-F;-measurable.
But this is true since p;o X = X;. Therefore, we can define the distribution of the family
(Xi)ies as the image measure Py of P under X, which gives us the probability space
(Q,F, Px).

Theorem 2.13. A family of random variables (X;)c; is independent if and only if the
Jjoint distribution is the product of the marginal distributions, i.e.,

(ﬁ, F, Px) = ®(Qi,7:i’ Px,).

iel

Proof. Let W denote the product measure of the probability measures Py, i € I. We
need to show that Py = W. By the construction of infinite product measures, this is
equivalent to equality between all finite-dimensional image measures: for finite subsets
J c I denote p; the corresponding projection p;((w;)ic;) = (w;)ic; and consider the
image measures W, and (Px),, = P,,o.x = Px,,,. But by construction of the product
measure W = ), Px,, W, is the product measure of Py,, i € J.

Now assume that (X;);c; are independent. Then, in particular, (X;);c; is independent.
For any A; € F;,i € J, we have

Py [1_,[ A,-) = P[(X»,-e, € l_,[ A,-] = 1—,[ P(X; € A) = l_,[ Px.(A) = W,, (1—,[ A,-] :

This shows that, indeed, P(x,., = W,,.
Now, to the contrary, assume that P(x,,., = W,,,. Then, for any A; € 7;,i € J,

(Xiicy € l_[Ai] = P, [1_[ Ai) =W, [1_[ Ai) = l_[ P(X; € A),

ieJ ieJ ieJ ieJ

P

which implies independence of (X;)cs, and, a fortiori, independence of (X;);c;. O

Remark 2.14. Any family of independent random variables (X;);; can be realized
on the corresponding probability space ®i6 /(Q;, Fi, Px,) in the sense that if we set
Y; := p;, then (Y;);; are independent and have the same distributions as (X;);e;.

If we have a family of independent random variables (X;);e; and transform them to
(Ydier with Y; = fi(X;), i € I, then one would naturally expect that the transformed
random variables are again independent.

IRecall that Q = [Ticr Qi, while F o= o(pi;i € 1) is generated by the projections p; : Q — Qj,
0 = (W)iel = wj, jE I
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Theorem 2.15. Let (X;)ic; be a family of independent random variables taking values
in (Q;, 7)), i € I. Moreover, let (I;)jc; be a partition of the index set I consisting of non-
empty sets and (A;, A;) be measurable spaces, j € J. For j € Jlet fj: [lie;, Qi — A
be Q),; ~Aj-measurable. Set

Y= f; ((Xi)iel,»), JEJ
Then the collection (Y}) je; is independent.

Proof. Let Z; = (Xi)ie1;, j € J, and notice that o(Y;) C o(Z;). Thus, we are left with
proving independence of the family (Z;)jc;. By construction of the product o-algebra,
we have

oZ)=oXi:iel)=0 U (X))

i€l;
Therefore, independence of the o-algebras o(Z;), j € J, follows from independence of
the o-algebras o°(X;), i € I, by Theorem[2.7] O

Example 2.16. Let (X, ,)nmen be a collection of independent random variables dis-
tributed according to the Bernoulli distribution with parameter 0 < p < 1. Define

Yo =inf{neN|X,,=1}-1, meN.

Then the sequence of random variables (¥,,).en is independent, identically distributed
according to the geometric distribution with parameter p, i.e.,

P(Y, = k) = p(1 = p)".

Indeed, consider the set f;, : {0, 1 ' = N defined by fu(x) =inf{neN|x,=1}-
we disregard the event {n € N | x, = 1 } = 0, which only has probability 0. Then f,
is P(N)-P({ 0, 1 })®"-measurable: by the structure of the power set, we only need to
check that £, '({k}) € P({0,1})® for every k € N. By the construction of the product
space, we have

,,,,,

Thus, independence of (Y,,),.en follows from Theorem Regarding the distribu-
tion, note that

P(Yy > k) = P(Xp1 =+ = Xnprt = 0) = (1= p)*,
implying that P(Y,, = k) = P(Y,, > k—1) - P(Y,, > k) = p(1 — p)k.
From Theorem one can derive, just like in the elementary caseE] the

Corollary 2.17 (Hofbauer, MT, Satz 4.10 for n = 2). Given n independent positive or
integrable random variables X1, ..., X,. Then

n n
(2.4) E ]_[X,. = ]_[ E[X;].

i=1 i=1
In particular, if X1, ...,X, are integrable and independent, then X, - - - X,, is also inte-
grable.

2Indeed, one first assumes the random variable to only take finitely many values. Then the distribution is
actually discrete and the result is known. Then on approximates the general random variables X, ..., X, by
random variables taking finitely many values only (step functions) and concludes by the construction of the
integral.

15



Proof. We give an alternative proof. Assume that X, ..., X, are integrable. By Theo-
rem[2.13] the joint distribution of Z := (X, ..., X,) is given by

P = ® Px..
i=1

Thus, Fubini’s theorem implies that

EfXy--- Xl = |x1-~-xn|Pz(dX1,---,dxn)=f [xil - - 1xXal Px, (dx1) - - - P, (dXy)

R R»
=] f il Px(dxp) = [ [ E1Xil) < oo.
i=1 VR i=1

Having established integrability of the product, the very same argument without ||
shows the formula. The proof for non-negative random variables works in the same
way. O

The converse is, of course, not true: given random variables X, ..., X, satisfying
equation (2.4), they do not have to be independent. On the other hand, the product
formula (Z4) implies that, as in elementary probability, independent random variables
are uncorrelated. In particular, for all square-integrable, independent random variables
Xi, ..., Xn, we have Bienaymé’s equality

(2.5) VIXi+---+ X, =V[IXi]+ -+ VIX,].

There is one important case, however, where the product formula (2.4)) indeed implies
independence.

Corollary 2.18. Given an n-dimensional Gaussian random vector X = (X1,...,Xy).
Then X1, ..., X, are independent if and only if they are uncorrelated.

We postpone the proof of Corollary [2.18]to the end of the section.

Remark 2.19. It is essential that X, ..., X, are jointly normally distributed. Indeed, it
is possible to construct two Gaussian random variables X and Y, such that (X, Y) is not
Gaussian, X and Y are uncorrelated, but not independent.

Exercise 2.20. Given a standard Gaussian random variable X and a constant ¢ > 0,
define a random variable Y, by

Y (w) =

X(w), X(w)<ec,
—X(w), |X(w)|>c.

Show that Y. ~ N(0, 1) again. Moreover, show that there is a positive real number ¢
such that Cov[X, Y,.] = 0 — for instance, one can apply the intermediate value theorem
to the continuous function ¢ — Cov[X, Y,.]. However, X and Y, are not independent
(why not?). Is this a contradiction to Corollary 2.T8]?

Next we consider the distribution of sums of independent random variables.

Definition 2.21. Given to probability measures ¢ and v on (R", B(R")). Let T'(x,y) =
x+7y, x,y € R", then the convolution of ¢ and v is defined as the image measure of u®v
under the map 7', symbolically

uxvi=Uevr.

16



So if X and Y are independent random variables taking values in R”, then the dis-
tribution of X + Y is given by the convolution of the distributions of X and Y, i.e.,
Px.y = Px = Py. We obtain the following formulas for distribution functions and
densities:

Theorem 2.22. Let X and Y be R*-valued independent random variables with distribu-
tion functions Fx and Fy, respectively. Then their sum has distribution function Fx.y
with

Frar(x) = f Fy(x = y)dFx(y) = f Fx(x = )dFy(y).
RV] Rn

Moreover, assume that X and Y have densities fx and fy. Then X + Y has a density
fx+y, given by the convolution of the densities fx and fy, i.e.,

@6 fert = finfr = [ fele-yfiody = [ fOMir- .

Proof. Let u = Px and v := Py. Then Fubini’s theorem implies that

Fxy (1) = fR2 Ly (e ® v)(d(x, )

- [ ( [ 1]_w,,_),]<x>u(dx)) W(dy)
R R
- fR Fx(t = )dFy().

In the case of X and Y having densities, we can insert the densities and apply Fubini’s
theorem again, to obtain

-y
Fx.y() = jl;(f fX(x)dx)fY(y)dy
=fR(I fx(x—y)dx)fy(y)dy
- [ ( [ fx(x—y)fy(y)dy)dX- o

Exercise 2.23. Given two probability measures u and v defined on (Z, P(Z)). Derive
a formula for their convolution y * v. Apply the formula to find out the distribution of
the sum of two independent random variables X ~ Poi, and ¥ ~ Poi,,.

Given two random variables X and Y such that Py.y = Px * Py, can we infer that
X and Y need to be independent? As the following example shows, the answer is “no”
in general.

Example 2.24. Let y, denote the Cauchy-distribution with parameter @ > 0, i.e., the

distribution with density
1

falx) = ra (1 + (x/@)?)
and characteristic function

Yalu) = e,
Then one can easily show that y, *yg = ¥4+g. On the other hand, let T3(x) := Bx, 8 > 0.
Then (Ya)T; = Yap- In particular, let X ~ y;. Then P,x = v, = Px * Px, but X is not
independent of itself.

17



As a probabilistic notion, independence can be expressed in terms of the charac-
teristic function. We use the notation ¢x(u) = E[¢'™*’] for the characteristic function
of an R"-valued random variable X and u for the Fourier transform of the probability
measure y, i.e., Px = ¢x.

Theorem 2.25.
(i) The real random variables X1, ..., X, are independent if and only if the charac-
teristic function of the random vector X = (Xy,...,X,) is the tensor product of
the characteristic functions of Xy, ..., Xy, i.e.,

ox(W) = ox, () - ox,(uy), Yu=(ui,...,u,) €R".

(ii) For two probability measure u and v on R" we have

—_— e~

LV =uv.

Proof. 1f X,,...,X, are independent, then the formula for the characteristic function

follows from

HuX) _ i uiXy _ pinXy | X,

and Corollary The converse direction follows from the fact that the characteristic
function characterizes a distribution and Theorem 2.13

For the second part, we construct independent random variables X and Y with Px =
pand Py = v. Then

/,va(u) - E [ei(u,X+Y>] - E [ei(u,X>ei<u,Y>] - E [ei<u,X>] E [ei(u,Y)] =ﬁ(u)7(u). O

Proof of Corollary2.18} By Lemmal[A.3] the characteristic function ¢y is of the form
i3 Z) where yn = E[X] and £ = Cov[X]. If X,,...,X, are uncorrelated, then
Y= diag(o-%, . ,0'3) for o-i2 = V[X;]. Thus,

=
=

ox(u) = ¢ T ptm 1 T 03 = = | | ex, ). o

2.3 The Borel-Cantelli lemma and 0-1-laws

Recall the definition of the limes superior of a sequence of events (A;),en
limsupAnzﬂUAmz{wte#{neNIweAn}zoo},

ie., w € limsup,_, A, if and only if w is contained in infinitely many sets of the

sequence (A;).

Theorem 2.26 (Borel-Cantelli). Let (A,)nen be a sequence of events from the proba-

bility space (Q, F, P).

(i) Ifz P(A,) < oo, then P(lim supAn) =0.
n=1 n—o0

(ii) If (Ay)nen is independent and Y, P(Ay) = o0, then P (limsup,_, ., A,) = 1.

18



Proof. For the proof of (i), we note that A := limsup,_,., A, C |;,_, An. By subaddi-
tivity, this implies that

P(A) < Z P(A,) 2225 0.
For (ii), consider A¢ and note that

a0 = s = tim

n=1 n m=n

is the limit of an increasing sequence of sets, which implies (continuity from below and
independence) that

P(A°) = lim P(ﬂ Af") = lim ]_[[1 - P(A,)].

For 0 < x < 1 an elementary calculation shows that log(1 — x) < —x. Now we fix
some n and take the logarithm in the above equation and obtain (with the convention
that 0 = exp(log(0)))

P(A°) <exp [Z log(1 - P(Am))) < exp (Z —P(Am)] - 0. O

m=n m=n

Definition 2.27. Given a sequence 7, C # of o-algebras, we define the fail o-algebra

(o]

T o-([]«f]

n=1

Any event A € 7 is called tail event.
Moreover, given a sequence of random variables (X),),eny we denote by 7 (X)) nen)
the tail o-algebra generated by the sequence o(X,,), n € N.

Example 2.28. Let A, € F, be a sequence of events and consider A := limsup,,_,, Ap.
Then A € 7. Indeed, for any fixed N, we have

A=NUr=) Usn U7

neN m>n n>=N m>n m=N
N——

o (Unzn Fon)
Thus, A € 7.

Example 2.29. Given a sequence of real random variables (X,,),en. Then both lim sup,_, ., X,
and limsup,_, % >iie1 Xk are measurable with respect to 7 ((X,)). The idea in both
cases is that the lim sup only depends on the tail-behavior of the sequence. Let us be
more precise in the second case. We have

, BN : BN
lim sup - ; X = limsup - ];]Xk,

n—oo n—oo

which is clearly o (U,‘:’: N O'(Xk))-measurable, for any fixed N. Thus, limsup,,_,, ﬁ Do Xk
is 7 -measurable.
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Theorem 2.30 (Kolmogorov’s 0-1-law). Let (F,)uen be a sequence of independent
o-algebras. Then the tail o-algebra T is P-trivial, i.e.,

VAeT : P(A)e{0,1}.

Proof. Choose A € 7 and let D be the set of all events D € # which are independent
of A, i.e., P(AN D) = P(A) N P(D). We want to prove that A € D, because then

P(A) = P(AN A) = P(A)?,

implying that either P(A) = 0 or P(A) = 1. Arguing as in the proof of Lemma[2.5] we
see that P is a Dynkin system. By definition of 7, for any n we have that o(F; U --- U
F,) is independent of 7, and thus

Udﬂumuﬂmﬂ.
n=1

Notice that the union on the left side is a union of an increasing sequence of o-algebras.
Therefore, it is closed under intersections. Thus, we have

(e

A= Ua(ﬁu---uﬂ)]:&[ua(ﬁu~--u¢n> cD.
n=1

n=1
Since any 7, ¢ A C D, this implies that 7~ ¢ A c D. O

Kolmogorov’s 0-1-law sheds some new light on the second part of the Borel-
Cantelli lemma: indeed, when (4,) are independent, A = limsup, A, is a tail event,
and, thus, can only have probability O or 1. If we have a sequence of independent
random variables (X,), then by Example @] lim sup X,, and, likewise, lim inf X, are
measurable with respect to the tail o-algebra. Therefore, those random variables are
almost surely constant. In particular, the limit of a sequence of independent random
variables either exists with probability 0 or with probability 1, and in the latter case is
almost surely constant. The same applies to the Cesaro means.

Remark 2.31. There is a more general theorem called Hewitt-Savage 0-1-law, which
says that any event depending on a sequence of independent random variables (X},),
which is invariant under finite permutations of the indices of (X,,), has probability 0
or 1. In particular, define the cumulative sums (or the random walk) S, = >;_, X,
n € N. Clearly, lim sup,, S, does not depend on finite permutations of the indices. Thus,
limsup, S, and, likewise, liminf, S, are almost surely constant. Notice, however, that
they are not measurable with respect to the tail o-algebra.

Example 2.32. Let (X,) be an independent sequence of random variables distributed
with the Cauchy distribution with @ = 1. Then, by Example [2.24] we know that the
scaled random walk %S » has again a Cauchy distribution with parameter @ = 1. Con-

sider X := lim SUp,_,e Sn/nand X = liminf,_, S,/n. Then for any ¢ € R we have

1 1 S, Sk
0 ————dsz—z)sP 2k
ST L CED LTS S

SN P(limsup% > c) =P(§ZC),

n—oo n—oo
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where we have used that {sup,, Sx/k > c} is a decreasing sequence of sets and that
lim,,_,0 SUPys, X¢ = limsup,,_,, x,. By Theorem , this implies that P()_( > c) =1

for every real number ¢, and we may conclude that X = co almost surely. In the same
manner, we get X = —oo almost surely.
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Chapter 3

The strong law of large numbers

3.1 The strong law of large numbers

We consider a sequence of random variables (X),),en and denote

n

i 1
3.1 S, :=ZX,-, S* = =S, nel.
i=1

We want to study the asymptotic properties of the re-scaled random walk S ». We will
at least assume that random variables are identically distributed and integrable.

Definition 3.1. The sequence (X),),cn satisfies the strong (weak) law of large numbers
if lim, e S = E[X;] almost surely (in probability).

In this chapter, we will prove two versions of the theorem, i.e., we will prove that
the strong law of large numbers holds under two sets of conditions on the random
variables. The first formulation is rather easy to prove, but far from optimal.

Theorem 3.2. Let the random variables (X,,) be identically distributed, independent
and assume that E [X‘l‘] < oo. Then the sequence satisfies the strong law of large
numbers.

Proof. By passing to a sequence Y, := X,, — E[X,] if necessary, we may assume that
E[X] = 0. Then let

A, = { |S,f| >n '8 }, A :=limsupA,.

n—oo

Notice that S (w) — 0 for every w € A°.
Markov’s inequality (with u(x) = ) implies that

(3.2) P(Ay) < n—\@E s3]
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We now compute the fourth moment of S ,;:

n 4
5
i=1

n
= Y EX1+3 ) EIXIX0+ > EX X Xi X,
i=1 i#j iy,0i0,03.04€{ 1,...,n }
i1 203,04 }

= nE[X}] + 3n(n — )E[X?].

n
= > EX Xy Xy X;,]

i1,i2,i3,i4=1

n
=E| Y XiXyXi X,

i1,i2,i3,i4=1

E[SY=E

=E[X;, 1E[X,, X;, X;,1=0

Inserting this term into (3.2)) and summing over n, we obtain
o0 % 372 © 52 _ 3/2
n T —n
>\ P(Ay) < EIX{1 ) — +3EX] ). ——— < .
n n n
n=1 n=1 n=

By the Borel-Cantelli lemma (Theorem [2.26)) we get that P(A) = 0. O

Next, we cite a much more general version of the strong law of large numbers,
which we are not going to prove.

Theorem 3.3 (Etemadi). Let (X,),en be a sequence of pairwise independent and iden-
tically distributed integrable random variables. Then the strong law of large numbers

holds.

The basic idea of the proof of Theorem @] is to cut the random variables, i.e., to
consider random variables Y, := X, 1[_, ,(X,,) instead. The sequence (Y,) satisfies the
conditions of Theorem [3.2](except for only pairwise independence), thus the strong law
of large numbers holds for (Y,,). Finally, one shows that ', P(X, # Y,) < oo, which,
by the Borel-Cantelli lemma, implies that X,, = ¥,, for almost all indices almost surely.
This will then allow to conclude.

With completely different methods we shall give a proof of the following version
of the strong law of large numbers.

Theorem 3.4. Assume that the sequence (X,)en is independent and identically dis-
tributed and the random variables are integrable. Then the strong law of large numbers

holds.

Remark 3.5. One common feature of all our conditions is that we always assume
a sequence of identically distributed random variables. At least in the framework of
Theorem (3.4, we know, however, that lim,, Sy mus be almost surely constant, provided
that the limit exists — this follows from Theorem Therefore, it makes sense to
generalize the strong law of large number to the statement that

Z (Xx — E[X¢]) = 0, almost surely.

1
e

Kolmogorov proved that the above version of the strong law of large numbers holds
whenever (X,,) are independent, square integrable and

00

Z var[X,]/n* < oo.

n=1
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Moreover, this condition is optimal in the sense that for any sequence (a,) of positive
numbers satisfying 3, ,,/n*> = oo, there is a sequence of independent, square inte-
grable random variables (X,,) with var[X,,] = a, such that the law of large numbers
does not hold.

Remark. One might also wonder whether integrability is really necessary. However,
given a sequence (X,,) of independent, identically distributed random variables, one can
show that the almost sure convergence of S to some deterministic number y already
implies that X is integrable and u = E[X;] — see Bauer, Satz 12.3. Indeed, in Ex-
ample we have seen that Sy does not converge to a deterministic number, when
X1 ~ 1. This is in line with the fact that the Cauchy distribution does not have a mean
value.

Remark 3.6. Let (X,,) be a sequence of i.i.d. square integrable random variables with
E[X;] = 0 and consider, as usual, the random walk S, = X; + --- + X,,. We are
interested in the asymptotic behavior of the paths of the random walk. By the law of
large numbers, we know that

1
-8, — 0 almost surely,
n

but is this the best possible result? A sharper bound would be given by the scaling
factor 1/ +/n, but in that case we only have the central limit theorem,

R
Vi

If we want to have almost sure results, then one can show that, for instance, in the
normal case,

S —s N(O, V[X;]).

1 1
liminf —§, = —oco, limsup —S, = oo, almost surely,
n

n—oo \/ﬁ n—oo

implying that /7 is too small. The precise asymptotics in the almost sure sense is
given by the law of the iterated logarithm

Sy
(3.3a) lim sup ——————= = +/var[Xj] as.,
n—0co 2nlog(log(n))
S,
(3.3b) lim inf ——"———— = —/var[X;] a.s.

n—eo 2nlog(log(n))

3.2 Large deviations

Let (X,,)nen denote a sequence of integrable i.i.d. (independent, identically distributed)
random variables. Set u = E[X;] and consider the random walk S, and its scaled
version S as defined in equation (3.1). By Theorem the strong law of large
number holds,which in particular implies the weak law of large numbers, i.e.,

(34) Ve>0: lim P(|S} —p| = €)= 0.

The theory of large deviations is concerned with the speed of the convergence in the
weak law of large numbers, i.e., it tries to find estimates for P(|S ol ,u| > ¢) for finite
n. Consider the (generalized) Laplace transform of Py, given by

d(u) = E["N1],
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which is defined for u € R as a function taking values in ]0, co]. (In that sense, we do
not need any integrability condition.) We define the Cramér transformation as

3.5) I(x) = sup(ux —logp(u)), xeR.
ueR

(This is the Legendre transform of log ¢.) Since ¢(0) = 1, we see that

I(x) = sup(ux —log ¢p(u)) > 0 — log ¢(0) = 0,

ueR

which implies that / : R — [0, oo]. By Jensen’s inequality and convexity of x — ",
e < E[e"'] = ¢(u)

implying that

3.6) YueR: uu—loge(u) <0.

Therefore, I(1) = 0.

Example 3.7. If X; = 0, then ¢(u) = 1 and I(x) = oo for every x # 0. Thus, / can
indeed take the value co.

Theorem 3.8 (Cramér-Chernov). Under the above assumptions, we have for & > u
and anyn € N
PSSy =& <eOr

and for & < u and any n
PSSy <& <e O

Proof. First of all, note that the second assertion follows from the first assertion by
replacing (X,) by (—X,) (and noting that the corresponding Cramér transformation is
x — I(—x)). Moreover, we may replace (X,) by (X, — &), which gives the Cramér
transform x — I(x + &), which allows to infer then first assertion for general & > u
from the corresponding assertion for ¢ = 0 and i < 0. Thus, in the following we may
assume that £ = 0 and u < 0.

By independence, we get for u > 0

PSS 20)=PX;+--+X,2>0)

_ P(eu(x,+~--+x,,) > 1)

< E[e“(x‘+"'+x")]

= g,
implying that log P(S ¥ > 0) < nlog ¢(u), for any u > 0. Therefore,

%logP(S* > 0) < inf { log ¢(u) | u>0}.
On the other hand, from @[) we obtain for any u < 0
—log ¢(u) < uu —log p(u) < 0.
On the other hand, 1(0) > 0. Therefore, we have
1(0) = sup{ —log () | u > 0} = —inf { log () | u = 0}.

<0 for u<0
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Therefore, we can conclude that
P(S} = 0) <exp (n inf { log ¢(u) | u>0 }) =0, m|

Exercise 3.9. Convince yourself of the remarks in the first paragraph of the proof of
Theorem

Thus, the “exceptional” probabilities P(S > E[X;] + €) decrease exponentially
fast in n. Note that the right hand side of the inequalities in Theorem [3.8] should be
read as “0” when /(£) = oo.

3.3 The ergodic theorem

If we interpret the the index n as time, one can describe the strong law of large numbers
as “time average = space average”. Ergodic theory is concerned with this kind of
phenomena in more generality.

Definition 3.10. A sequence of random variables (X)), is called stationary if the law
of (Xy)new 1s equal to the law of (X4 )sen, 1.€., if Pix,) = P(x,,,)-

Of course, this also means that the law of (X,),en is equal to the law of (X,,14)nen
for any k € N. We start with two fundamental definitions for ergodic theory. In the
following, 7 : Q — Qis an ¥ -F -measurable map.

Definition 3.11. An event A € F is called invariant if "' (A) = A. The o-algebra of
invariant events is denoted by T = {A eF | A=A }

At the level of random variables, X is 7-measurable if and only if X o 7 = X.

Definition 3.12. 7 is called measure preserving if for every A € ¥ we have P(t7'(A)) =
P(A). If, in addition, J is P-trivial, i.e., P(A) € {0, 1 } for every A € 7, then the system
(Q,F, P,7) is called ergodic.

Obviously, ergodicity is equivalent to the property that every J-measurable random
variable is almost surely constant.

Theorem 3.13 (Birkhoff’s individual ergodic theorem). Let T be a measure preserving
transformation and X be an integrable random variable. Define X; = X and X,, =
X o 1"\ n > 2. Then there is an T-measurable random variable Y with E[Y] = E[X]
such that

1 v —00
Sx== Z X —=> Y P-almost surely.
gy

If T is ergodic, then Sy — E[X] a.s. for n — co.

Proof. If 7 is ergodic, then every J-measurable random variable is almost surely con-
stant, which shows the last part of the theorem. _
We assume, without less of generality, that X > 0. Let X := limsup S and X =

liminf S *. Clearly, X o7 = X and X o 7 = X, which implies that both random variables
are J-measurable. We want to show that

(3.7) E[X|<EXI<E[X].
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Indeed, equation together with X < X would show that X = X = lim § * almost
surely, and E (X] = E[X] by monotone convergence — note that E[S ¥] = E[X] for any
n. This will finish the proof.

In fact, we only prove the first inequality — the second one works along the same
lines. First we need to make sure that X < oo by cutting it off: for M > 0 set X, =
min(X, M). For given € > 0 define the random variable N, as

(3.8) Ne=inf{neN|S} =Xy —€}< oo,

Indeed, N, is measurable, because
n—-1 _ _
{Ne=n}=[ {S;<Xuy—€}n{S;>Xy—€}eF,VneN.
k=1
While N, can be unbounded, we certainly have (gean { Ve > K} = 0, which implies

that limg P({ Ne > K'}) = 0, because the sequence { N. > K } is decreasing in K. Thus,
there is a K, € N with P({ N, > K. }) < €. Define random variables

-~ [(x, N.<Kk., ~ [N, N.<K.,
(39) X::{ € € N':{ € € €

M, else, € 1, else.

Note that X(w) > M implies that S} (w) = X(w) > Xu(w) — €, giving Ne(w) = 1.
Therefore, _
X<X.

‘We claim that

| —

]VE
(3.10) Z)?or"“ > Xy - €
n=1

4

€

The inequality holds in the case of N.(w) > K, by construction of X(w) and Ne(w).
In the other case, note that ﬁe(w) = N(w) and )?(w) = X(w), and so holds by
definition of N,.

On the other hand, we have by definition of K, that

(3.11) E|X| = E[Xly.x | + E [Xly.cx, | < Me + E[X].

Inductively define ny(w) = 0, nj(w) := ﬁe(a)) and
Mt (@) 1= m(@) + Ne(@ (), k€N,

Moreover, for [ € N let Mj(w) = sup{k € N|m(w) <I}. Since NE < K.,we have
[ — ny, < K.. Note that

/ My ny n M,
ZXOTk_IZZXOTk_IZ Xorl 4 Z Xorttlyo oy Z X o7kl
k=1 k=1 k=1 k=n;+1 k=np,-1+1

Applying the inequality (3.10) to each of the terms in the above sum, we obtain

!
Z Xot ! > ni(Xy—e)+(na—n) Xy ot =€)+ - +(mpg, —npg-) )Xy ot~ =€),
=1
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noting that n, —n_; = Neo7". But X, is 7-measurable, implying that X,, 07" = X,
even when # is itself random. Thus, we have a telescoping sum and further obtain

!
D X0t > ny Xy — e = Xy + (ny, = DXy — le > Xy — KM — le.
k=1

Since T is measure preserving, we have E [X o 5] = E[X]. Thus, by dividing the
previous inequality by /, we get
KM

€

E[X| 2 E[Xu]-

and (3.T1) implies that

E[X]> E [YM] - KflM —€— Me,

for all choices of M, € and [. Therefore, we have E[X] > E [XM] for any M, which
implies the first inequality (3.7) by monotone convergence. O

Remark. In fact, one can show that the random variable Y in Theorem [3.13] can be
chosen to be E[X|[].

Remark. Von Neumann’s statistical ergodic theorem shows that the convergence in
Theorem [3.13] also holds in LF(Q), if X € L”.

Next we want to show that Theorem can be derived from Theorem Let us
first describe the setting.

Lemma 3.14. Given a sequence of independent, identically distributed real random
variables (X,)pen considered as one random variable taking values in (R, B(R))®".
Define amap 7 : RY = RY by 7((X)new) = (Xps1)neny. Then (RN,B(R)®N, Px,)ens T) is
ergodic.

Proof. Since the pre-image of a cylinder set under 7 is a cylinder set, 7 is measurable.
By stationarity of (X,),en, 7 is measure preserving. Thus, we are left with showing
that invariant sets are trivial. For any invariant set A and any n we clearly have A =
7"(A). Therefore, A only depends on the coordinates (x,+1, Xy+2,...). Thus, B =
X)) MA) = {w e Q| (X, (w))new € A} is measurable with respect to the o-algebra
Fu = 0(Xy, Xys1, . ..) for any n. Therefore, B € T ((X,)nen)- By Theorem[2.30] P(B) €
{0, 1}, which implies that Pxy(A) = P(B) € {0,1}. ]

Proof of Theorem[3.4] We are given an i.i.d. sequence of integrable real random vari-
ables (X,)uey. As in Lemma [3.14] we consider the probability space (Q',F’,P’) =
RN, BR)®, Px,),.,). Consider the random variable p; : Q' — R defined by p;((x,)ner) =
x1. By Lemma the shift operator 7 is ergodic on (Q’, ¥’, P’). Therefore, Theo-
rem [3.13]implies that

1 n e
- Zpl o1 22 fpldP’, P’-almost surely.
n

=1

But P’-almost sure convergence of a sequence of random variables 7, on Q' is equiv-
alent to P-almost sure convergence of the related sequence of random variables 7, o
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(Xi)rew on Q — by definition of the image measure. Therefore, we have shown that

I v _ 1 ¢ 1 ¢
—Zpl oo (X))jen = = ZPI o (Xi—14))jen = — ZXk
i3 i3 i3

converges P-almost surely to f p1dP’ = E[X;]. |

3.4 Applications and examples

3.4.1 An example of ergodicity

Let Q = [0,1[, ¥ = B([0,1]) and P = Aoy, the Lebesgue measure restricted to the
interval [0, 1[. For r €]0, 1[ we set 7,(x) = x+r mod 1.

Theorem 3.15. The system (Q,F, P,7,) is ergodic if and only if r is irrational.
Before we give a proof of this statement, recall some fact about Fourier series.

Lemma 3.16. Given a square integrable measurable function f : [0,1[— R. Then
there is a unique representation

f(x) — Z Cn627rinx

nez

in the sense that the above series converges in L*([0, 1[, dx) and the sequence of coef-
ficients (cp)nez 1S unique.

Proof of Theorem Take any 7-measurable square integrable function f : [0, 1[—
R and consider its Fourier series expansion

(3.12) f(x) = Z ¢, e

nez

Then f = f o 7,, and if we insert this equation into the Fourier series (3.12)), we obtain

Z cneZIrmx — Z Cne2mnr627rmx.

nez nez

By comparison of coefficients, we have Vn € Z : ¢, = ¢ e If r is irrational, then
this relation can only be satisfied if ¢, = O for every n # 0. Thus, f(x) = co almost
surely, implying that 7 is P-trivial, and the system is, hence, ergodic.

On the other hand, if r is rational, there is some n € Z \ {0} with rn € Z, implying
that ¢ = ¢=2""" = | Therefore, we can freely choose c,, c_, (and ¢, c_o, ...)
and obtain some non-trivial 7-measurable function f. O

What does the ergodic theorem imply for this example? Take any integrable, mea-
surable function f : [0, 1[— R — for simplicity we extend the function to a periodic
function R — R. If 7 is irrational, for almost every starting point x € [0, 1[, we have
the convergence

n—oo

n 1
(3.13) lim 12 fx+(k=1)r) = f FO)dy.
i3 0
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3.4.2 Monte Carlo simulation

The second application we have in mind is the Monte Carlo method. The Monte Carlo
method belongs to the most important numerical methods. It was developed by gi-
ants of mathematics and physics like J. von Neumann, E. Teller and S. Ulam and
N. Metropolis during the development of the H-bomb. Today, it is widely used in
fields like statistical mechanics, particle physics, computational chemistry, molecular
dynamics, computational biology and computational finance.

Assume that we want to compute the quantity

(3.14) 1f:X] = E[f(X)],

assuming only that we can actually sample from the distribution of X and that E [| f(X)|] <
oo. Taking a sequence X, Xy, ... of independent realizations of X, the strong law of
large numbers implies that

M
(3.15) 1f:X] = lim % Zf(Xi), P-as.
i=1

However, in numerics we are usually not quite satisfied with a mere convergence state-
ment like in (3.13)). Indeed, we would like to be able to control the error, i.e., we would
like to have an error estimate or bound and we would like to know how fast the error
goes to 0 if we increase M. Before continuing the discussion, let us formally introduce
the Monte Carlo integration error by

| M
(3.16) ey =eu(f; X) =1[f; X] - Iylf; X], where Iy[f;X] = ” Zf(Xi)
o1

is the estimate based on the first M samples. Note that Iy, f; X] is an unbiased estimate
for I[f; X] in the statistical sense, i.e., E [I[f; X]] = ILf; X], implying E [ey(f)] = 0.
We also introduce the mean square error E [EM( ;X )2] and its square root, the error in

L?. The central limit theorem immediately implies both error bounds and convergence
rate provided that f(X) is square integrable.

Theorem 3.17. Let o = o(f;X) < oo denote the standard deviation of the random
variable f(X). Then the root mean square error satisfies
12 o
Elen(f;X?| = —.
ot 7] =

Moreover, N\Mey(f;X) is asymptotically normal (with standard deviation o(f;X)).
i.e., for any constants a < b € R we have

A}E&P(z—% <ey < 3—%) = d(b) — D(a),

where @ denotes the distribution function of a standard normal random variable.

Proof. Using independence of the X; and the fact that I,[ f; X] is unbiased,

1< 1 < Mvar[f(X))] o2
E[ej’d] = var{ﬁ lZ;f(Xi)] = e Zvar[f(xi)] = Tl - 7

i=1

Asymptotic normality is an immediate consequence of the central limit theorem. O
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Theorem has two important implications.

1. The error is probabilistic: there is no deterministic error bound. For a particular
simulation, and a given sample size M, the error of the simulation can be as large
as you want. However, large errors only occur with probabilities decreasing in
M.

2. The “typical” error (e.g., the root mean square error /E [Ezzw]) decreases to zero

like 1/ VM. In other words, if we want to increase the accuracy of the result
tenfold (i.e., if we want to obtain one more significant digit), then we have to
increase the sample size M by a factor 10> = 100. We say that the Monte Carlo
method converges with rate 1/2.

Before continuing the discussion of the convergence rate, let us explain how to
control the error of the Monte Carlo method taking its random nature into account.
The question here is, how do we have to choose M (the only parameter available) such
that the probability of an error larger than a given tolerance level € > 0 is smaller than
a given ¢ > 0, symbolically

P(ley(f; X)| > &) < 6.

Fortunately, this question is already almost answered in Theorem [3.17] Indeed, it im-
plies that

P(eyl > &) =1 —P(—j—% <ey < 3_%) ~ 1= OF) + D(=F) = 2 — 20(8),

where & = VMe/o. Of course, the normalized Monte Carlo error is only asymptoti-
cally normal, which means the equality between the left and the right hand side of the
above equation only holds for M — oo, which is signified by the “~”-symbol. Equating
the right hand side with ¢ and solving for M yields

2
(3.17) M= (clr1 (27_5)) ol

Thus, as we have already observed before, the number of samples depends on the
tolerance like 1/&2.

Remark. This analysis tacitly assumed that we know o = o(f; X). Since we started
the whole endeavor in order to compute /[ f; X], it is, however, very unlikely that we
already know the variance of f(X). Therefore, in practice we will have to replace
o(f; X) by a sample estimate. (This is not unproblematic: what about the Monte Carlo
error for the approximation of o°(f; X)?)

Remark 3.18. Let us come back to the merits of Monte Carlo simulation. For simplic-
ity, let us assume that X is a d-dimensional uniform random variable, i.e.,

If1=11fU] = f(xdx.
(0,114

Note that the dimension of the space did not enter into our discussion of the conver-
gence rate and of error bounds at all. This is remarkable if we compare the Monte
Carlo method to traditional methods for numerical integration. Those methods are
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usually based on a grid 0 < x; < xp < --- < xy < 1 of arbitrary length N. The cor-
responding d-dimensional grid is simply given by { x1,..., xy }%, a set of size N%. The
function f is evaluated on the grid points and an approximation of the integral is com-
puted based on interpolation of the function between grid-points by suitable functions
(e.g., piecewise polynomials), whose integral can be explicitly computed. Given a nu-
merical integration method of order k, the error is the proportional to (ﬁ)k However,
the we had to evaluate the function on N¢ points. Therefore, the accuracy in terms of
points merely is like n7%/¢, where n denotes the total number of points involved, which
is proportional to the computational cost. This is known as the curse of dimensionality:
even methods, which are very well suited in low dimensions, deteriorate very fast in
higher dimensions.

The curse of dimensionality is the main reason for the popularity of the Monte
Carlo method. As we will see later, in financial applications the dimension of the
state space can easily be in the order of 100 (or much higher), which already makes
traditional numerical integration methods completely unfeasible. In other applications,
like molecular dynamics, the dimension of the state space might be in the magnitude
of 102!
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Chapter 4

Conditional expectations

Let (Q, %, P) be a discrete probability space, and assume that Q is finite and each
elementary event {w} has positive probability. Recall that for an event A # 0 the
conditional probability of some other event B given A is defined by
P(ANB)

P(A)
Note that B — P(B|A) defines a probability measure on Q, and we can therefore define

the conditional expectation of some random variable Y : Q — R given the event A by
the expectation of Y under P(-|A), i.e.,

E[Y|A] = Z Y(w)P({w}|A).

we

4.1 P(B|A) =

Example 4.1. Let Q = {1,...,6} with the uniform probability measure, let A =
{2,4,6} and Y(w) = w. The interpretation is that Y is the outcome of throwing a
die and A is the event that the die shows an even number of eyes. Then, the conditional
expectation of Y given A is (mathematically and intuitively) E[Y|A] = 4.

As usual, probability theory is mostly concerned with properties that only depend
on the involved distributions, not on the probability space. Thus, the notion of the con-
ditional expectation of one random variable Y with respect to another random variable
X is even more interesting. We define

4.2) E[Y|X](w) := E[Y|A,], where A, ={w' € Q | X() =Xw)}.
Again, the definition is best illustrated by an example.

Example 4.2. In continuation of Example E] above, set

1, weA,

0, w¢e¢A.

Then we obtain E[Y]|X](w) = 314c(w) + 414(w).

In other words, we see that (4.2) is really an adequate generalization of the condi-
tional expectation with respect to sets. We also see that it is natural to define E[Y|X]
as a random variable, whose value depends on the value of X, i.e., which is o(X)-
measurable. On the other hand, we also see that E[Y|X] depends only on the subsets of
Q, on which X is constant, but not on the values of X itself — E[Y|X] = E[Y|2X]. This
indicates that E[Y|X] should actually only depend on X via o(X).

X(w) =14(w) = {
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Remark. The same constructions also make sense in the case of a general probability
space, when X only takes finitely many values. By density, this could be used to extend
the definitions to general random variables.

4.1 Conditional expectations

As usual, we assume that we are given a probability space (Q, 7, P). Moreover, in
this section we will often omit the qualification “almost surely” for (in)equalities of
random variables. ‘A will generally denote a sub-o-algebra of F.

Definition 4.3. Given a sub-co-algebra A C ¥ and an integrable real random variable
X. A random variable Y is called conditional expectation of X given A if and only if

(i) Y is A-measurable and
(ii) for every A € A we have E[Y14] = E[X1,4].

We write ¥ = E[X|A]. The conditional probability of A € ¥ is defined by by
P(A|A) := E[14]|A].

Moreover, for a fixed random variable Z, we define E[X|Z] := E[X|o(Z)], and, like-
wise, P(A|Z) := P(A|lo(2Z)).

Lemma 4.4. The conditional expectation E[X|A] exists and is unique up to almost
sure equality.

Proof. 1t suffices to proof existence of E[X|A] for non-negative integrable random
variables X. Indeed, if E[X*|A] and E[X~|A] both exist, then a version of E[X|A] is
certainly given by E[X*|A] — E[X"|A].

So assume that X > 0 and define a finite measure u on (Q, A) by setting

u(C) = E[X1¢], CeA.

Clearly, u < P|#. Therefore, the Radon-Nikodym theorem implies that there is an
A-measurable density for p with respect to P|4 denoted by Y, i.e.,

M(C):E[ch]:dePLﬂ:E[ch], CeA
c

Thus, Y = E[X|A]. Moreover, uniqueness follows by the uniqueness in the Radon-
Nikodym theorem. O

By the construction of the integral, the following characterization holds: let X €
LP(Q,F, P), then Y = E[X|A] if and only if

(43)  VZeLUQ,A Pla): E[ZY] = E[ZX], with 1/p+1/g=1, p e [l,c0].

Note that the ordinary expectation is a special case of the conditional expectation:
E[X] = E[X]{0,Q}]. We collect some simple properties of the conditional expec-
tation.

Lemma4.5. Let X,Y € L'(Q, 7, P) and let H € G C F be o-algebras.

(i) For A, € R we have E[AX + uY|G] = AE[X|G] + HE[Y|G] a.s. (linearity).
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(ii) If X > Y a.s., then E[X|G] > E[Y|G] a.s. (monotonicity).ﬂ

(iii) If X is G-measurable, then E[X|G] = X a.s. Moreover, if E[|XY]|] < oo, then
E[XY|G] = XE[Y|G] a.s.

(iv) E[E[XIGIIH] = E[E[X|H]IG] = E[X|H] a.s. (tower property).

(v) |EIX|G]| < E[|X||G] a.s. (triangle inequality).

(vi) If X is independent of G, then E[X|G] = E[X] a.s.
(vii) Assume that X,, — X in L'. Then lim,_«, E[X,|G] = E[X|G] in L.

Proof. (i): The right hand side is G-measurable and for every C € G we have
E [1c(AE[XIG] + pE[YIG])] = AE [1cE[XIG]] + pE [1cE[Y|G]]
= AE[1¢X] + pE[1cY] = E[1c(AX + pY)].
(ii): Let C = { E[X | G] < E[Y|G]} € G. Then
0> E[1c(E[XIG] - E[YIG]] = E[1c(X - Y)] 2 0,

implying that P(C) = 0.

(iii): The first part of the assertion follows directly from the definition. For the
second part, let us define X,, := max(min(X, n), —n), so that |X,| < n, X, — X a.s.
Then |X,Y| < |XY| and E[X,Y|G] — E[XY|G] by assertion (vii), whose proof will not
depend on assertion (iii). So we are left with proving the second part of assertion (iii)
for bounded, G-measurable random variables X. Note that for every Z € L*(Q, G, Plg),
the product ZX € L*(Q, G, P|g), and, by property (4.3) for E[Y|G],

E[ZXE[YIG]] = E[ZXY].

Therefore, XE[Y|G] = E[XY|G] again by the characterization (4.3)).
(iv): The second equality follows from the first part of (iii), and we only need to
show that E[E[X|G]|IH] = E[X|H]. For C € H c G we have

E[1cE[EIXIGIH]] = E[1cE[XIG]] = E[1cX].

(v): By monotonicity, we have E[X|G] < E[X*|G]. Since the latter is non-negative,
we obtain (E[X|G])* < E[X*|G] and, similarly, (E[X|G])” < E[X"|G]. Thus, by lin-
earity,

|E[XIG]l = (EIXIGD" + (E[IXIG])~ < E[X"|G] + E[X"|G] = E[IX]|G].
(vi): For any bounded, G-measurable random variable Z we have
E[ZX) = E[Z]E[X] = E[ZE[X]],

implying E[X|G] = E[X] by @.3).
(vii): By the triangle inequality and linearity, we have

E[|E[X|G] - E[X,|G1]] < E[E[IX - X,|IG]] = E[IX - X,|] — 0,

which shows convergence in L. O

!In particular, (ii) gives a direct proof of a.s. uniqueness of the conditional expectation.
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Property (vii) says that E[-|A] : L'(Q, 7, P) — L'(Q, A, P|#) is continuous. More-
over, we will see shortly that the same property holds true for any p > 1, i.e., for the
map E[-|A] : LP(Q,F, P) — LP(Q, A, P|#).

Lemma 4.6. A convex function ¢ : R — R is everywhere right-differentiable and the
right-derivative D* ¢ is increasing and for all x € R

o(x) = sup (e(y) + DT p(x)(y — x)) = sug (e + D p(X)(y = x)).
Y€ Y€

Proof. By convexity, ¢ is continuous and for fixed x € R the map

o PO =) o 9
xX—-y
is increasing on ]x, OO[EI Thus,
D+QD(X) — llm SO(.X) - ‘)O(y)
N xX—-y

exists. Moreover, the inequalities S(x,7) < S(x,y) < S(y,u) for x < f <y < u imply
with 7\ x and u N y that D*p(x) < D*¢(y). Moreover, we obtain

() — Zv(u) (- ).

o) < @(x) +
y—

implying for u N\ y that
¢(x) > () + (x =)D ¢(y)

for y > x. Similarly, we can obtain the same inequality for y < x. Noting that we have
equality for y = x, we obtain the first formula from the statement of the lemma. Now
take a sequence x, — x of rational numbers. Since D* ¢ is increasing, it is bounded in
a neighborhood of x. Therefore, continuity of ¢ implies that

¢(x) = lim [o(x,) + D™ @(x0) (0 = 2)] o

Theorem 4.7 (Jensen’s inequality). Let ¢ : R — R be convex and let X be an integrable
random variable such that E[o(X)] exists. Then

@ (E[X|A)]) < E[p(X)|A] < oo.
Proof. For any fixed x € Q and any w € Q we have
P(X()) 2 ¢(x) + (X(w) = x)D* (),
implying the almost sure inequality
(4.4) E[p(X)IA] = ¢(x) + (E[X|A] = x)D* p(x).

Let N, denote the exceptional set of (4.4) and set N := (g Nx- On N, (4.4) holds
uniformly for all rational x. Choosing w € N¢, we obtain

E[p(X|A)(w) 2 sug [¢(0) + (E[X|A(w) - x)D" ¢(x)] = ¢ (E[X|A(w))

by Lemma[4.6] which gives the result since P(N) = 0. |

2Indeed, for x < r < y we have S(x,7) < S(x,y) < S(¢,y), which is left as an exercise.
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In particular, now we know that X € LP(Q, ¥, P) implies that E[X|A] € LP(Q, A, P)
for every p > 1 and that the map is continuous. This leads to the following, geometrical
interpretation of the conditional expectation for square integrable random variables.

Theorem 4.8. The map E[-|A] : L*(Q, T, P) — L*(Q, A, P|#) is the orthogonal pro-
jection onto the closed sub-Hilbert-space L*(Q, A, P|g), i.e., for square-integrable ran-
dom variables X we have

E[X - EXIAD| = min  E[X-1)]
YeLX(Q,A,P)
Proof. LetY € L*(Q, A, P) and set Z := E[X|A]. Then, by li we have E[XY] =
E[ZY], and, for Y = Z, E[XZ] = E[Z?]. Combining the two equalities, we get

E|X-Y?|-E|Xx-2?|=E|(¥-27]20.

Thus, Y = Z = E[X|A] is a minimizer for E [(X -Y )2] and for every other minimizer
Y we have E [(Y - Z)z] = 0, implying that the minimizer is unique in L. o

4.2 Markov kernels and regular conditional distribu-
tions

Intuitively, we might understand the conditional distribution of some real random vari-
able X given a o-algebra A as the “random measure”

pa(C)(w) = P(X € CIA)(w) = E[1c(X)|Al(w), C € BR).

However, it is not so clear, what we understand by a random measure. For instance, by
various assertions in Lemma we have the following (in)equalities almost surely,
for C € B(R) and disjoint sets C,, € B(R):

HaR) =1,
0<uqr(C) <1,

HA [O Ci|= iﬂﬂ(cn)
n=1 n=1

However, it is, in general, not true that there is a common, fixed null-set N such that the
set-function C € B(R) — P(X € C|A)(w) is a probability measure for every w € N¢:
usually, the null-sets will depend on the sets C in the above properties. If we can indeed
find such a common null-set, then we will speak of a regular conditional distribution.

Before coming back to this question, let us first take a closer look to one impor-
tant probabilistic context of conditional expectations, namely the case of a conditional
expectation of one random variable Y given another random variable X, which was de-
fined by E[Y]o(X)]. Intuitively, we would like to be able to condition Y on X taking cer-
tain values, i.e., we are interested in expressions like P(Y € C|X = x). If P(X = x) > 0,
this can already be done in elementary probability theory. However, in many interesting
cases, this is not the case, but one can still make sense of P(Y € C|X = x).

3From now, we simply write P instead of P|.
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Lemma 4.9 (Factorization lemma). Given a set Q, a measurable space (E, &), and
functions X : Q > EandY : Q — R. Then Y is 0(X)-B(R)-measurable, if and only if
there is an E-B(R)-measurable function ¢ : E — R such that Y = ¢ o X.

Proof. By the usual arguments, we may, for simplicity, assume that ¥ > 0. If a map ¢
as in the statement exists, then Y clearly is o7(X)-B(R)-measurable, so we only need to
prove the converse direction.

We know that there is a sequence of non-negative simple functions Y,, converging
pointwise and monotone to Y and one can then show rather easily that there exists a

representation
Y = ZanlAn, A, € O'(X)
neN

By definition of o(X), one can find sets B, € & such that X"'(B,) = A,. Define

@Y= Zanlgn.

neN

Then we have

¢0X=Zan13710X=Zan1An=Y. m|
neN neN

Remark. In fact, the lemma remains valid if (R, B(R)) is replaced by some polish
space with its Borel-c--algebra.

Definition 4.10. Given an integrable real random variable Y and a random variable X
taking values in some measurable space (E,&). Then for every x € E we define the
factorized conditional expectation E[Y|X = x] by

E[Y|X = x] = ¢(x), where o(X) = E[Y|X]

as guaranteed by the factorization lemma. In particular, we set P(Y € A|X = x) =
EQMIX =x],AeT.

We note that for every set A € ¥, the conditional probability P(Y € A|X = x)
was only defined for almost all x € E and the exceptional null-set will depend on A.
Therefore, in general, we cannot hope that one can find a universal exceptional set for
all sets A with probability 0. It turns out, however, that this is true when the o-algebra
& is countably-generated, e.g., in the case of the Borel-o-algebra of a polish space.

Definition 4.11. Given two measurable spaces (£}, &) and (E,,E;). Amap « : Ej X
&, — [0, o] is called transition kernel if

(i) forevery A € &, the map x — «(x, A) is &;-B([0, co])-measurable and
(ii) for every x € E;, the map A — «(x,A) is a o-finite measure on &,.

If for every x € E| we have x(x, E;) = 1, then we call « a stochastic or Markov kernel.

4Choose Y, such that it takes values in 27" {0, ..., n2"} only. Then the difference Y,, — Y,,— can only
take the values 27" {0,..., n2"}, too. Therefore, it can be written as a linear combination of #n2" indicator
functions. Now write ¥ = Yo + 3,7, (Y, = Y,_1), which is a countable linear combination of indicator
functions.
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Example 4.12. Given a real random variable X and a measurable map f : R? — R.
Consider «(x,A) = P(f(x,X) € A) for x € R and A € B(R). Then for every fixed x,
k(x,-) clearly is a probability measure. On the other hand, for fixed A € B(R), (x,y) —
14 0 f(x,y)is B(R)-B(R?)-measurable, and Fubini’s theorem implies measurability of

x> P(f(x,X) € A) = f Ly o f(x. )Px(dy).
R

Thus, « is a Markov kernel. Note that this is the usual construction of Markov chains
(or random dynamical systems): Given a state X,, = x, the next state X,,, is constructed
by X,+1 = f(X,, Y) for some independent random variable Y.

Definition 4.13. Given a random variable Y with values in (R, B(R)) and a random
variable X taking values in some measurable space (E, &), both defined on the proba-
bility space (Q, F, P). A Markov kernel « : ExX B(R) — [0, 1] is called regular version
of the conditional distribution of Y given X if x(x,A) = P(Y € A|X = x) for every
AeBR)and x € E.

More precisely, inserting in the Definition this means that for every Borel-set
A, we have k(X, A) = E[14(Y)|X] almost surely. By the definition of a Markov kernel,
this implies that A — «(X(w), A) is, indeed, a probability measure for every w.

Remark. We have only formulated the definition above for factorized conditional dis-
tributions, not for general conditional distributions P(Y € A|G) for some G C . In
that case, a regular version of the conditional probability is a map x : Q X B(R) = R
such that

e for A € B(R) fixed, the random variable x(A) = P(Y € A|G) a.s.,
o forany w € Q, A = k(A)(w) is a probability measure on B(R).

Of course, we could also replace the real valued random variable Y by a random
variable taking values in a polish space (with its Borel-o-algebra). Without proof, we
state the fact that in the case of real random variables, regular versions of the condi-
tional expectations always exist.

Lemma 4.14. Given a real random variable Y and a random variable X as in Defini-
tion Then a regular version of the conditional expectation of Y given X exists.

Remark 4.15. The statement remains true when Y is a random variable taking values
in some polish space (equipped with the Borel-o-algebra). In fact, it holds for Borel
spaces, i.e., measurable spaces (E, &) which are isomorphic to (A, B(A)) for some A €
B(R) in the sense that there is a bijective map ¢ : E — A such that ¢ is E&-B(A)-
measurable and ¢! is B(A)-E-measurable. It turns out that any polish space equipped
with its Borel-o-algebra is a Borel space.

The usability of the concept of regular conditional distributions, comes from the
fact that many intuitive expressions hold provided that we are given a regular version of
the conditional distribution, but do not hold in general. As examples of such formulas,
we present the following lemma.

Lemma 4.16. Given a real random variable Y and a random variable X with values in
some measurable space (E,E), both defined on (Q, 5, P), and assume that P(-|X = )
is a regular version of the conditional distribution of Y given X. Then the following
formulas hold:
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(i) for any Borel-function f : R — R such that E[|f(Y)|] < oo and any x € E we
have

ELf(V)IX = x] = fR FOIP@YIX = x;

(ii) more generally, forany g : (E,E)Q(R, B(R)) — (R, B(R)) such that E[|g(X, Y)|] <
oo and any x € E we have

E[gX, VX =x] = f g(x, y)P(dy|X = x).
R

Proof. We omit a formal proof. The idea for both statements is very straightforward. In
the first case, first assume that f(¥) = 14(Y) for some measurable set. Then the equality
holds by definition. The general case is then obtained by approximating f;, and f_ by
elementary functions. In the second case, we start by assuming g(x,y) = 14(x)15(y).
Once again, the equality follows easily in this case. More generally, we approximate
g+ and g_ by linear combinations of products of indicator functions. )

After all the definitions, we would like to comment on how conditional expectations
can actually be computed. In the discrete case, this is quite obvious. Indeed, assume
that X only takes the values (x,),en, P(X = x,) > 0 for every n. Then we can define
E[Y|X = x] as an elementary conditional expectation.

Lemma 4.17. Assume that X and Y are real random variables with a joint density fxy
such that Y is integrable and the marginal density of X is positive, i.e.,

Sx(x) = fo,y(x, ydy >0, VYxeR.

Then we can define the conditional density of Y given X by

1
SrixOlx) = mfx,y(ﬁa ),
and we obtain that
4.5) ELYIX = x] = f Ve Gl0dy.
R

Proof. Denoting the right hand side of (#.5) by g(x) and rolling up all the definitions
in this chapter, we see that we have to prove that

4.6) [ears= [ var
c X-1(C)

for every Borel-set C. We start with the right hand side and see that

A7) f YdP = f Y1c(X)dP = f Ylesr(X, Y)dP = f Y fiy(x, y)dxdy.
X-1(C) Q Q CxR

Note that
ElY|]l = f2 Iyl fx,y(x, y)dxdy < oo,
R
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and Fubini’s theorem implies that x +— f yfxy(x,y)dy is A-almost everywhere defined
and integrable, and, by a similar argument, fx(x) is a.e. defined and finite. Thus,

1
g(x) = D fR yfixy(x, y)dy

is well-defined, except for a Lebesgue-null-set N, on which either fy = oo or x
f yfx.y(x,¥)dy is not integrable. Since Px <« A, Px(N) = 0 as well. Moreover, g is
Pyx-integrable, since

f gl dPy = f ¢l fedx = f ] f Y (x,y)dy

Therefore, we get for the left hand side of

dx < fz Yl fxy(x, y)dydx < oo.
R

f ¢dPx = f o) f(dx = f yfir(x. y)dxdy,
C C CxR

which, together with {#.7), shows (.6) and we may conclude that g(x) =E[Y|X = x].
O

4.3 Martingales

In this section we take a first look at one particular class of stochastic processes. A
stochastic process is nothing but a family (X;);c; of random variables on some proba-
bility space (Q, ¥, P). Since, at least intuitively, the index set I plays the role of time,
we usually take I = N or I = [0, co[. In the following, we shall only consider the former
case.

If the random variables X,, are not independent, then one can accumulate informa-
tion by observing the random variables. At some time n, we have already observed
X1, ..., Xy, and this enables us to make a better guess about X,,., i.e.,

E[XpnlX1, ..., X] = E[Xplo(Xy, ..., X)) # E[Xya].

On the other hand, it is also conceivable that we have other sources of information
about X,,;, not just the observations of previous instances. For example, X,, might be
the closing price of a particular stock at day n. Certainly, the prices of consecutive days
are not independent. On the other hand, there are also external sources of information,
for instance general economic quantities (like unemployment statistics) or particular
information relevant to the economic sector (news of instability in the Arabic world in-
fluencing prices of oil-related stocks) or the individual company (like criminal charges
against its CEO). Therefore, it makes sense to consider a more general model for the
flow of information.

Definition 4.18. Given a probability space (2, ¥, P), a filtration is an increasing family
(Fn)nen of sub-c-algebras of 7, i.e., for n < m we have 7, C ¥, (Q, F, (Fp)nen, P) is
called filtered probability space.

A stochastic process (X, )en s adapted to a filtration (7,,),ey if for every n € N the
random variable X, is F,-measurable.

For instance, in the example of a stock price process, we could choose 7, =
o(Xi,...,X,) — the natural filtration — if we do not have any outside sources of in-
formation. Clearly, a process is adapted to its natural filtration. On the other hand, in
case of outside information, we can have ¥, D o(X1,...,X,).
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Definition 4.19. Given a filtered probability space (Q, ¥, (), P) and an adapted stochas-
tic process (X, )nen such that for every n the random variable X, is integrable. The
process is called

o a martingale iff for every n < m we have

(4.8) E[X,|F.] =X, P-as.,

e a supermartingale iff for every n < m we have E[X,,|F,] < X,
e a submartingale iff for every n < m we have E[X,,|7,] = X,,.

The same definitions hold, mutatis mutandis, in case of a stochastic process (Xn)nN=1
indexed by finite time.

A martingale is a model of a fair game. Indeed, the condition (4.8) means in partic-
ular that the best guess for X, ,; given all the information available at time 7 is precisely
X, cf. Theorem[4.8] Now assume we participate in a game of chance, which is offered
infinitely many times and let X, denote our accumulated profit or loss after n rounds of
the game. If the game is fair, then our expectation of the individual profit from the next
round of the game should be zero, i.e., E[X,;; — X,|F,] = 0, or E[X,,41|F,] = X,,, and
by induction this implies that (X,,) is a martingale, where 7, is the filtration generated
by the game. This is, indeed, the classical motivation for the notion of a martingale,
and there are interesting consequences of the theory of martingales to games of chance.
Let us now give some more concrete examples.

Example 4.20. Let (Y,),cn be a sequence of integrable, independent, identically dis-
tributed random variables and assume that E[Y,] = 0. Then the random walk S, =
ey Yi is a martingale with respect to the filtration 7, = o(Yy,...,Y,). However, if
we change the filtration, S, will generally loose the martingale property. E.g., if we
take the augmented filtration G, = o (¥, U o(Sy)), then S, certainly is G,-adapted,
but generally fails to be a martingale. (Show this as an exercise!)

Example 4.21. Let (X,) be an i.i.d. sequence of integrable random variables, modeling
the outcome of the n’th round of a game. In round n, the player bets e, (X, ..., Xy—1).
LetS;:=Xyand S,+1 =85, +e.(Xi,..., X)X+ be the total profit of the player after
n + 1 rounds. Assume that e, > 0 is uniformly bounded (in n and w). Then S, is
integrable for every n, adapted to the filtration ¥, = o(Xi, ..., X,), and a martingale,
iff and only iff E[X;] = 0. It is a submartingale iff E[X;] > 0 and a supermartingale iff
E[X;] < 0. This setting can be used as a model for many games of chance.

Example 4.22. Given an integrable random variable X and some filtration (¥,). Then
a martingale is given by X,, := E[X|F,], n € N. Since ¥, is increasing, more and more
information about X is revealed over time. Therefore, it is an obvious question to ask
whether one can finally get all of it back, i.e., whether X = lim, . X,,. In general,
this cannot be true, since lim,,_, X,,, if it exists, is Fo = 0 (Uyen Fn)-measurable, so
cannot be equal to X if X is not F,-measurable. On the other hand, if X is indeed ¥ .-
measurable, then we really have X = lim,_, X,,, and convergence holds both a.s. and
in L!. This is, indeed, a rather general situation: for any martingale (X,,),cx satisfying
some stronger integrability assumption (E[sup, |X,|] < oo is enough), there is an Fe-
measurable, integrable random variable X, “closing” the martingale, i.e., with X,, —
X in L' and a.s., implying that X,, = E[X.|F,], n € N.
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Notice that for a martingale X, the sequence E[X,] of expected values is constant,
whereas it is increasing for a submartingale and decreasing for a supermartingale. A
stochastic process (X,,) is a martingale if and only if it is both a sub- and a supermartin-
gale, and a process is a supermartingale if and only if (—X,) is a submartingale. We
end with some rather easy properties of martingales.

Lemma 4.23. Given a filtered probability space (Q, F, (F,), P).
(i) Let (X,), (Y,) be martingales, a, b real numbers, then aX, + bX, is a martingale.

(ii) Let (X,,), (Y,) be sub- or supermartingales, a, b non-negative real numbers, then
aX, + bY, is a sub- or supermartingale, respectively.

(iii) Let (X,,) and (Y,) be supermartingales. Then Z, := min(X,,, Y,,) is a supermartin-
gale.

(iv) Let (X,) be a martingale and ¢ : R — R a convex function such that ¢(X,) is
integrable for any n. Then (¢(X,,))nen is a submartingale.

(v) Given an adapted integrable sequence of random variables (X,). If we have
E[X,+11F,] = X, for every n € N, then (X,,) is already a martingale.

4.4 Optional sampling

Definition 4.24. Given a filtered probability space (Q, 7, (), P). A random variable
7 with values in N, := N U { oo} is called stopping time iff for every n € N we have
{tr<n}eF,.

Stopping times are essential in modeling strategies in games of chance or in trading of
stocks.

Example 4.25. Given an adapted process (X,).en and a Borel-set A. Then
Ta(w) =inf{neN| X,(w) €A},
the first hitting time of A, is a stopping time, where we use the convention that inf () =

co. Indeed,

n

(a<n)=J{Xcales,

-
We note that for filtrations indexed by N, a random time 7 is a stopping time iff
{tr=n}eF, YneN.
Definition 4.26. Given a stopping time 7, we define the o-algebra
Fr={ACcQ|VneNy: An{rt<n}eF,},
where o = 0 (e Fn)-

Lemma 4.27. Let o < 7 be stopping times with respect to the same filtration (7).

Then Fi C Fr C Feo.
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Proof. First of all, for A € ¥ wehave A = AN{r <o} € F,. Since {t<n} C
{o < n}, for A € F, we have

An{t<n}=An{c<nin{r<n}eTF,,
—— N
€Fy €Fy

implying that A € 7. O

Given an adapted process (X,) with values in (E, &) and a stopping time 7 with
P(t < o0) = 1, we define

4.9) Xe(w) = {XT(M)(M)’ w e lr<ool,

X, we{T <o},
for some fixed x € E. The justification of the definition of the T-past is given in
Lemma 4.28. The random variable X is P-a.s. uniquely determined and F-measurable.

Proof. We have to prove measurability. For some A’ € &, we set A = X;!(A’) and
have to prove that A € ¥.. For n € N we have

AmHSn}zAnLﬁrzk}z X' A)n{r=k}|leF.

Now consider n = c0. Clearly, {tr< oo} ={r<w}U{r=00},andAN{r <0} =
Unen AN {7 =n} € Fo. On the other hand,

Feo- ]

{r=c0}, x€A, c
0, x¢ A,

Lemma 4.29. Let (X,).en be a martingale and T a stopping time with respect to the
same filtration (F,)nen. If T is bounded by a constant K, then E[X;] = E[X,].

Proof. By construction of X;, we have X (w) = ,Ile X, (w)1,(1(w)), implying that
X is integrable since |X;| < Z,I;l |X,| and that

K K
E[X,) = E [Z anhzn}} = " EXdr=n)].
n=1 n=1

Since {t = n} € ¥, and X,, = E[Xk|F,] a.s., we further get

K K
E[X:) = ) EEXkIFullren)] = D EXk1{ro]

n=1 n=1
K

XKZ | PR

n=1

-E = E[Xx] = E[X,]. O

Theorem 4.30 (Optional sampling theorem). Let (X,,) be an (¥,)-martingale and 7| <
-+ < Ty be a finite sequence of bounded stopping times. Then (X, )r’:]: | is a martingale
with respect to (ﬁ”)N

n=1"
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Proof. First we note that it suffices to consider the case of two stopping times o < 7 <
K. Note that both stopped random variables are integrable, since |X;| < Z,’le |X,| and
likewise for X,. For any fixed A € ¥, we need to show that E[X;14] = E[X,14].
Define a random time p by

p(w) = o(wli(w) + T(W) s (w).
Since A € F, we also have A° € ¥, implying that

{p<n}=An{oc<nlUAN{r<n}eTF,.
S €F,

Thus, p is a stopping time. By Lemma{4.29| we have

E[X,] = E[Xs14 + Xe1ac] = E[X],
E[X:] = E[X:14 + X;14] = E[X1].

Subtracting both equalities then gives
E[Xs14] = E[X:14]. o

If one starts with a supermartingale instead of a martingale, then the sampled pro-
cess is again a supermartingale, and likewise for submartingales.

Corollary 4.31 (Optional stopping theorem). Let (X,,) be an (7,)-(super-)martingale
and T a stopping time with respect to (F,). Define the stopped process X}, := Xminn,7)-
Then (X}) is again an (Fminm,r))-(Super-)martingale.

Remark 4.32. Various generalizations of the optional sampling theorem removing
the stringent assumption of uniformly bounded stopping times are possible. A quite
general version is the following: given a martingale (X,),ery and an increasing sequence
(Tn)nen of stopping times such that £ HXT” ” < oo and

lim inf f IXy|dP =0
{t,>N}

N—oo

for any n € N. Then the sequence (X, ), is a martingale.

Essentially, Theorem4.30]and Corollary [4.31]say that there are no feasible winning
strategies in fair games. Indeed, we have before argued that fair games of chance can
be modeled as martingales. There are many ways how to model strategies in games, but
one way is outlined in Example[d.21] where we allowed to choose the bets as a function
of the previous history of outcomes. Another way would be to apply optimal stopping
rules. In both cases, we have to require some kind of boundedness condition. Either
we require that the total loss accrued must be uniformly bounded, or we require that
we have to stop before some deterministic time K. Both requirements are natural from
the perspective of true gaming situations, and using Example .21 and Corollary 4.31]
respectively, we see that no such strategy can lead to a gain on average. However, the
following example shows that the boundedness requirement is critical.

Example 4.33. Let us toss a fair coin over an over again (independent of each other),
and let X, be 1 if the outcome of the n’th toss is head, and —1 otherwise. Then (X},),en
is a martingale. (Which filtration should one use?) Assume that we have unbounded
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credit and we start with ¥y = 0 on our gaming account. We bet on the subsequent
outcome of the coin tosses, and we get back twice the stake if we guess right an lose
the stake otherwise. Let us follow the following strategy: we always bet twice the
amount of the previous time, but stop when we win for the first time. We start with an
initial stake of 1. Assuming that we always bet on head, this means that

n
Y, = sz—‘xk
k=1

and T = inf { n | X, = 1 }. Note that

n=1 k=1 n=1

implying that this doubling strategy indeed almost surely ends up profitable. Note that
we even have P(t < o) = 1. However, the stopping time 7 is unbounded, meaning
we have to potentially wait an infinite time, and the accrued loss in the mean time is
unbounded as well, since Y,_; = 1 — 2! if r = n. Thus, we indeed need unbounded
credit in order to follow this strategy.
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Chapter 5

Stochastic processes

In this chapter, we will discuss several classes of stochastic processes, give examples
and approach the delicate problem of construction of stochastic processes, i.e., of prob-
ability spaces, on which a certain stochastic process can be defined. We will usually
work in the following setting. We start with a probability space (Q, ¥, P). A stochastic
process is then a family (X;);; of real random variables X, i € I. Here, the index set /
represents time and we will either have discrete time stochastic processes — with / = N
or/ ={1,...,N}—orcontinuous time stochastic processes — with I = R, = [0, oo or
I=[0,T].

5.1 Examples

Already in Chapter @] we have encountered some important classes of stochastic pro-
cesses, namely martingales, super- and sub-martingales. While we have only defined
those notions in discrete time, the generalization to continuous time is obvious. In this
section, we are concerned with more “constructive” possible properties of stochastic
processes, i.e., with properties which allow or help with constructing the process in the
sense indicated above.

A notion of similar importance as the notion of a martingale is the notion of a
Markov process. Intuitively, a stochastic process has the Markov property if at any
time i € I the whole information available about the future development of the process
is already contained in the current value X;. This is an analogue to the notion of a
dynamical system, where again the future dynamics only depends on the current value,
but not on the past, i.e., not on the prior development of the process leading to the
current position. More formally, we have

Definition 5.1. Given a filtered probability space (Q,F, (F:)icr, P) and an adapted
stochastic process (X;);e;- The process satisfies the Markov property (and is then called
a Markov process) w.r.t. the filtration (7;);; iff for everi < j € I and any A € B(R) we
have

P(X; € AIF;) = P(X; € AIX;) as.
We will simply call it a Markov process, if the filtration is generated by the process,
ie,if Fi=0(X;:jel, j<i).

As already in the case of a martingale, in discrete time it suffices to check the
Markov property for indices j = i + 1. When I = N, the distribution of a Markov
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process (X, )nen is determined by the initial distribution, i.e., the distribution of X, and
the transition distributions P(X,., € AlX,), n € N.

Example 5.2. Let (X,),ey be a sequence of independent, identically distributed real
random variables, Y a real random variable independent of (X)) and define a stochastic
process (S ,)nen, by So ==Y and S, == §,-1 + X,,, n € N. (S, is called a random walk.)
Then (S,) is a Markov process (with respect to the natural filtration). Indeed, X, is
independent of (S 1, ..., S,-1) = (¥, X1, ..., X,-1), implying that

6.1

P(Sy € AlFn-1) = E[1A(S no1 + X))l F 1] = E[LA(s + X)]ls=s,_, = P(Sy € AlSy-1),

n—1

where we have used Lemma part (ii) together with Lemmal4.5| part (vi)[T]
If E[X,] = O for every n, then (X,),ey is also a martingale

Example 5.3. Assume we are given a Markov process (X,),en in discrete time with
a finite state space, w.l.o.g., the state space can be chosen to be { 1,..., M} for some
M € N. In this case, (X,,) is called a (discrete time) Markov chain. We may represent
the transition distributions by matrices P, = (p,’ %:1, n € N defined by

p;;] = P(Xp11 = jIX, =0).

P, has the property that all entries are non-negative and Vi : 1,!11 Piz’j = 1. On
the other hand, every such matrix P, can be interpreted as the transition matrix of a
Markov chain. In most cases, one considers time-homogeneous Markov chains, which
means that P, = P for any n. Note that the transition probabilities over more than
one step of the Markov chain are obtained via matrix multiplication. Indeed, by the
Chapman-Kolmogorov equation, we have

n
Pz = Xy =)= ) ppt = (P P = (P,
k=1

For the actual distribution of X,,, we also need to fix the initial distribution, i.e., the
distribution of X;. We are free to choose whatever distribution, say = PX, =i,

i=1,..., M. Then we have for any n and any i
P(Xpe1 = 1) !
: - (Pn)T :
P(Xp1 = M) ™

This means that we, indeed, can construct an underlying probability space for any
discrete time Markov chain.

"More precisely, we argue as follows for the last equality: Let us assume we are given a regular version
of the conditional distribution of P(X,, € *|S,—1 = s). Then from Lemma[4.16} we know that

E[14(Sp-1 + XIS p-1 = 5] = f 14(s + Y)P(Xy € dx|S -1 = 5) = E[1a(s + Xy)]
R

by independence. This implies that
P(Sy € AlSy-1) = E[1a(s + Xn):”s:S

n—-1"

For the second equality in (5.1, we need a similar formula for the general conditional expectation, allow-
ing to “integrate out independent terms”, which can be easily proved by the usual arguments starting with
indicator functions.
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Exercise 5.4. How can one realize a discrete time Markov chain on the probability
space ([0, 1], B([0, 1]), AI[O,11)®N? Le., given the initial distribution 7 and the transition
matrix P, explicitly construct the random variables (X,,),en such that they have the
correct distributions and conditional distributions.

Next we are going to give examples in continuous time, which fall into a very
important sub-class of continuous time Markov processes.

Definition 5.5. A stochastic process (X;),»o is called Lévy process iff
(i) Xp=0a.s.,

(ii) the process has independent increments, i.e., foranyn e Nand 0 <t < 1, <
-+« < t, the random variables X;, - X;, X;,, - X;,, ..., X; — X, , are independent,

(iii) the process has stationary increments, i.e., for any t > 0 and any & > O the

increment X,,, — X, has the same distribution as X}, (i.e., the distribution of the
increment only depends on £ but not on ¢),

(iv) the paths t — X;(w) are a.s. right continuous with left limits.

In a sense, the notion of a Lévy process is the appropriate generalization of the
notion of a random walk as in Example [5.2]to the continuous time setting, except that
we did not require Sy = 0 there — even though this would be a common assumption.
In particular, the same argument as in the example shows that any Lévy process is a
Markov process. In a way that can be made precise, there are two “extremal” Lévy
processes, namely the Poisson process and the Brownian motion.

Definition 5.6. A Lévy process (N,)»o is called Poisson process with parameter 4 > 0
iff for every i > 0 the random variable N, has the Poisson distribution with parameter
Ah,ie.,
A

k! '
In particular, this means that N, is an increasing process only taking integer values.

The Poisson process is often used in mathematical models. A representative use of the
Poisson process can be found in insurance mathematics.

PN, = k) =

Example 5.7. One way to model insurance business is to use separate models for the
number and times of claims on the one hand, and for the size of claims on the other
hand. If claims occur largely independent of each other (i.e., without big clusters), then
the arrival of claims can be modeled by a Poisson process with a suitable (possibly
time-dependent) intensity /lE] The claim sizes are assumed to be i.i.d. random variables
which are independent of the claim numbers. More precisely, they are represented
by an i.i.d. sequence (X,),en Of positive random variables independent of the Poisson
process (V;)r»0- Then the accumulated claim size of the insurance company up to time
t is modeled by

N
(5.2) S; = ZX,,.
n=1

2Up to the usual imperfections, this assumption might be reasonable for car insurance, but certainly not
reasonable for insurances against earthquakes or storms. Mathematically, the claim is justified by Theo-

rem below.
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The process (S )0 is known as a compound Poisson process and is again a Lévy pro-
cess. Its distribution is known as compound Poisson distribution. On the other hand,
the insurance company also gets premia. Assume that premia are paid continuously
with a rate c. Then the overall loss L, of the insurance company at time ¢ satisfies

L, =S,-ct.

This model for the aggregate losses is known as Lundberg model. Note that L, is still a
Lévy process.

Exercise 5.8. o Verify that the compound Poisson process (5.2) is a Lévy process
and compute its expected value and variance, assuming that they exist.

e Compute the characteristic function of the compound Poisson process.
e Show that the loss process (L;);>o is a Lévy process.

Definition 5.9. A Lévy process (B,)»q is called Brownian motion iff for any h > 0 we
have B; ~ N(0, t) and the paths ¢ — B;(w) are a.s. continuous.

5.2 Poisson process
The reason why the Poisson process is so often applied is the following observation.

Theorem 5.10. Given a counting process (i.e., an integer-valued increasing process)
(Ny)=0 with independent and stationary increments satisfying

e P(Ng=0)=1,
o P(N, =1)=Ah+ o(h) forh — 0,
e P(N,>1)=o0(h)forh—0

for some A > 0. If the paths are chosen in such a way that the process is right continu-
ous, then (Ny)>q is a Poisson process.

Proof. We need to prove that p,(¢) := P(N, = n) gives the probability function of the
Poisson distribution with parameter At. Let us first consider n = 0. By the assumptions,
we have

po(t+h) = P(N — Ny = 0)P(N; = 0) = (1 — Ah + o(h)) po(1),

implying that

Pt 1) = po® _ o (_4 + OT’“)) Po(t) = =Apo(0).

pO(t) - }Lll}(l) h h—o0

Solving the ODE with the initial value po(0) = 1 we obtain the desired
(5.3) po(@) = e
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Now we tackle n > 0. By independence and stationarity of the increments, we again
have

palt+ 1) = > P(Niay = Ny = jIN; = n = PN, = n = j)
j=0

= > P(Nien = N, = )P(N, = n = j)
j=0

- Z P(Nj, = j)pu-j()
Jj=0

= pu(OP(Ny = 0) + put (DP(Ny = 1) + Y P(Ny = j)pa-j(0).
j=2

We estimate the sum by
D PN, = ppa i) < PNy = ) < P(Ny > 1) = o(h),
=2 =2
giving us
Palt + 1) = pa()(1 = A+ 0(R)) + pucs (DA + 0(h)) + 0(h).

As before, we obtain

Ijn(t) = _/lpn(t) + Apn—l(t)v pn(o) =0,
or, multiplying with e*,

d
< (€Pu() = 2" pra(0),

which can be solved iteratively starting with (5.3). By induction, we get eV p,(f) =
(A" /n! or
W

n!

pn(t) = O

Basically, the main conditions of Theorem [5.10] mean that the probability of two
“nearly simultaneous” jumps is small compared to the probability of one jump.

Remark 5.11. Instead of recording the number of jumps N, until time ¢, we can also
look at the jump times. Indeed, let

54 T, =inf{t|N;>n}, neN.

and consider the inter-arrival times

(5.5) T, =T, —T,1, neN.

This leads to the following characterization of the Poisson process:

o The inter-arrival times (7,,),en Of @ Poisson process (NV;);»0 with intensity A are in-
dependent and exponentially distributed with parameter A (i.e., with expectation
1/4).
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¢ Given a sequence of i.i.d. exponential random variables (07,),en, define

n
Zam}.
k=1

M, = sup{n

Then (M;);»0 is a Poisson process.

Remark [5.11] gives a way to construct a Poisson process. Indeed, we know how to
construct a probability space on which a sequence (7,,),en of i.i.d. exponential random
variables can be defined. Therefore, we can construct the Poisson process on this
probability space.

Exercise 5.12. Let (V;);»0 be a Poisson process with intensity A. Then the conditional
distribution of the first jump time 7, given that N; = 1 is the uniform distribution on
[0, 7].

Indeed, the assertion of Exercise can be generalized: given that N, = n, the
jump times (T, . . ., T,) are distributed according to the order statistics of n independent
uniform distributions on [0, #]. This means that we sample n times from the uniform
distribution and order these n random variables according to their size. Then we have
obtained a sample from the distribution of (T4, ..., T,) conditioned on N; = n.

5.3 Construction of stochastic processes

As before, by construction of a stochastic process (X;)ic; we mean the construction
of a probability space (Q2, F, P) such that the stochastic process (X;);e; can be defined
on (Q, ¥, P). Usually, this will be done by referring to already known constructions.
For instance, in the case of the Poisson process, we established an explicit formula of
(Ny)s=0 in terms of the inter-arrival times, which form an i.i.d. sequence of exponential
random variables, see Remark However, we know how to construct a proba-
bility space supporting an i.i.d. sequence of exponentials as infinite product space of
(10, oo[, B(]0, co), f(x)dx) with f(x) = exp(—Ax)/A. Thus, the Poisson process can be
defined on this product space.

We are going to give constructions for two special cases: first we are going to treat
a general Markov process in discrete time, where we assume the transition kernels to be
given. Then we extend this to continuous-time processes where all finite-dimensional
marginals are given.

More precisely, given a sequence «, of Markov kernels on (R, B(R)), we want to
construct a Markov process (X,),en such that

(5.6) kn(x,A) = P(X,s1 €AX, =x), VYneN, xeR, AecBR)

By the Markov property, we intuitively expect that those transition probabilities should
already carry enough information to construct the process. But before going in this
direction, we have to do discuss a bit more about Markov kernels.

Let (E,, &E,) be measurable spaces, n € N. Let «; be a stochastic kernel defined on
E| X &, and «k; a stochastic kernel defined on (E; X E;) X &. Then we can define a
Markov kernel k; ® koon E; X (&, ® E3) by

5.7 k1 ®ka(x,A) ::f ki(x,dy) | k2((x,¥),d0)1a(y,2), A€E®E;, x€E.

Ey Es

3In fact, in the following we will never use specific properties of the measurable space (R, B(R)), so the
result will be valid on any measurable space.
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Lemma 5.13. The map k| ® &, defined in (5.7) is a Markov kernel.

Proof. With a similar argument as in Fubini’s theorem, one sees that

ey = | ka((xy), d2)1a(y, 2)
E3
is & ® &;-measurable for any A € &, ®83E] Integrating again with respect to «; yields,
with the same argument, &;-measurability of

X K ® KZ(x’ A) = f K]()C, d)’)f KZ((x’y)’dZ)lA(y’ Z)'
E; E3

On the other hand, for fixed x, the set function A — «; ® k»(x, A) is non-negative with
K1 ®Ky(x, E; X E3) = 1 and 1 ®k»2(x, 0) = 0. Finite additivity of the set function follows
immediately by linearity of the integral, and o-additivity is then implied by monotone
convergence. O

Of course, k, may be defined on E; only by treating it as a constant function in the
first part of the first argument. Moreover, given a probability measure ¢ on (E}, &)
and a Markov kernel « on E; X &, then we can define a probability measure ¢ ® k on
EI®E by

(5.8) U KA X Ay) = f u(dx)k(x,Az), A1 €&, Ay €&y,
Ay

extending it to & ® &, by Caratheodory. (By Lemma[5.13] u ® « is a Markov kernel,

which does not depend on the first component.) Note that we have a generalized Fubini

theorem for products of measures and Markov kernels: for any Markov kernel « defined

on E; X &, any probability measure ¢ on &; and any (integrable or non-negative)

measurable function f defined on E; X E,, we have

(5.9) f(x,y)(/l®l<)(d(x,y))=f( f(x,y)K(x,d)’))/J(dx)
E\xE, E, Ey

Intuitively, equation @, which also holds, mutatis mutandis, for products of Markov
kernels, says that it does not matter in which order we integrate.
Iteratively, given Markov kernels «,, on (Hl’f: | E,-) X &E,41, the Markov kernel k| ®

-+ ® K, is defined on E;| X (®:1:+21 8,-) and u ® k| ® - - - k, is a probability measure on

1
®7=+1 &

Regarding stochastic processes, let u = Py, and

k(X155 X0), A) = PXiy € AIXy = 0y, .00, Xy = ).

Then

,U®K1®"'®Kn_1=P(X] """" X,)-
Of course, in the case of a Markov process, k,((xy, ..., X,),A) = k,(x,, A) depends only
on X, Xi,...,X, € R, A € B(R). In fact, the following theorem asserts that we can go

to the limit 7 — oo in this construction.

4 Given a measurable function f 1 E1 X Ey - Ryo and a Markov kernel k : E1 X & — [0, 1], then the
map x — ff(x, Y)k(x, dy) is measurable. This is obvious for f = 14,14, with A; € &;. Then it is easy to
show that the system D of all sets A € & ® &; such that we have measurability with f = 14 is a Dynkin
system containing the measurable rectangles, implying that O = &; ® &;. Then one can extend the result to
any measurable function f as above by the construction of the integral.

SFor the proof note that the equality holds by definition for f = 14,14, with A; € &;. Then one can
extend the formula to f = 14 and finally to general measurable f by a series of approximating arguments.
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Theorem 5.14 (Ionescu-Tulcea). Given a sequence of measurable spaces (E,,E,),
n € N, a probability measure Py on (E1,51) and a sequence of Markov kernels k,
defined on (H;’Zl Ei) X Epy1. Set

@ F) = RELE), neN,  (@F) = R)EnE,
i=1

neN
and define probability measures P, on (Q,, F,) by
P, =P ®K® QKy1.
Then there is a unique probability measure P on (Q, F) such that
VneN, V(A; X -+ X A,) € (X)ai: PlA x - x A, ¥ ]_[ E;i|= Pu(A; X -+ X Ay).
i=1 i=n+1

Example 5.15. We want to construct a Markov process (X,),en on R. We know that
there is always a regular version of the conditional distribution. Assume we are given
the Markov kernels

Kn(x,A) = P(Xp11 € AIX, =x), xeR, AeBR).

Moreover, we are given the initial distribution u of X;. By Theorem there is a
(unique) probability measure P on the measurable space

Q. F) = R, BR)™
such that the process defined by the projections r,, satisfies the requirements, i.e.,
P(ry € A) = u(A), P(myy1 € Alm, = x) = k,(x,A), x€eR, Ae B(R), neN.
Indeed, we can interpret «,, as Markov kernel on R” x B(R) as in the theorem.

Proof of Theorem Uniqueness of P is clear since P is uniquely determined on the
cylinder sets, which form a generator of (X) &, closed under intersections. So we
only have to prove existence.

neN

.....

.....

A by

.....

It is clear that 0 < P < 1 and that P(QQ) = 1. Moreover, finite additivity is also clear,
since for a finite sequence Aj,...,A) of cylinder sets we can find a common index
extend P to a probability measure on ¥ provided that P is upper continuous at 0, i.e.,
for any sequence (A, ),en of cylinder sets with A, N\, @ we have lim,_,, P(4,) = 0.

So assume we are giving a decreasing sequence of cylinder sets A, = p{‘l1 ’’’’’ n}(Bn)
with @ = inf, P(A,) > 0 and B, € ﬂE]Forl <m<nand(xy,...,x,) € E1X---XE,
set

n—1
hm,n(xl’ ) xm) = [6{ (X1 5eeesXm) } ® ® Kk] (Bn)a

k=m

OThis is a notational simplification. In general, we would have to assume that A, = p(’l1 t ’(Bn) for
erskin
some B, € ¥, with a sequence k, which we might assume to be increasing. It is not difficult to extend the
following arguments to this general situation, but they are more transparent in the simpler case.
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(X1, .oy X)) = I0f 0 By (X1, . . ., X;n). We will show that for any n thereis ap, € E,
such that for every m, h,(p1,...,pm) = @. Since B, D B, X E,;|, we have

n
o1 (X15 - s Xm) = | 01 (.. xm)]®®’<k (Bns1)
k=m

n
< 6{()61 ,,,,, %)) ® ® K | (B X Epy1)
k=m

n—1
=01 ® Q) i | (B)
k=m

= hm,n(xl PR xm)'

Thus, h,, = lim,_,c Ay, is a decreasing limit. Noting that by the (generalized) Fubini
theorem

n—1
f hm,nde = f (f 6(JC| ,,,,, xm](d(yl,...,ym))®Kk((V1,-~~,ym),d(ym+l,~~-,yn))
Q Q,\JQ, ko

‘m

13,,()’1’ v 9yil))Pm(d(xl7 R xm))

- f ( f S x,,,md(yl,...,ym>>Pm<d<x1,...,xm»)
Q, Q,

n—1

®Kk(()’1, e ,Ym),d()’mﬂ, e ,)’n))lB,,(YIs e ,yn)

k=m

n—1
= [ Pu@01 ) KO 3 A 3D O30
n k=m

= P,(B,),

where we used that by Fubini’s theorem

= f 14(X)Pp(dx) = Pp(A)
xeQ,,
for A € F,,, which can be (by abuse of notation) expressed as
[ s O P 500) = P30

By the monotone convergence theorem we have

f ()P (d) = inf f (P () = inf Po(By) > a.
Qm n>m n>m

m
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Thus, hg > a. On the other hand, we have

f hm+1(,01s---,pm,y)Km((Pl,---,Pm)sd)’)
Em+l

~ inf f Tt @1+ -+ P (P12 o) DY)
Em+l

n>m+1

= inf hm,n(plw s Pm) 2 hm(p1’~ s Pm) 2 @,

n>m+1

so that we can, indeed, find p,;+1 € Epi1 With b1 (01, -« 25 Pime1) = @.
Thus, we have constructed a sequence (0,)nen € € such that

& < hpm(P15 -2 Pm) = le(pl’ s Pm)s

implying that (0,,),en € (e An # 0. O

The other situation we are going to treat is a general stochastic process (X;);e; given
by its marginal distributions. Let us assume that the state space of the process is R, i.e.,
X; is an (R, B(R))-valued random variable, i € I{'| For any finite subset J C I, we are
given the distribution y; of the RVl-valued random variable (X;);c;. In which cases is it
possible to construct a probability space (€2, ¥, P) and random variables X; : Q — R,
i € I, such that we have

(510) YJ Cl, |J| <00 P(Xi)ie/ =/,l_]?

If such a process (X;);e; exists, we call the family of probability measures (u;) er)
the family of finite-dimensional marginal distributions of the process, where we have
used the notation F(I) :={J C I ||J] < oo }. Of course, there needs to be some kind of
consistency requirement. After all, given J; C J, € F(I), then uy, is already determined
by uy,: denoting with py, 5, : R” — R’ to projection mapping (x;)ies, to (Xi)ies,, We
have

(5.11) Wn)y, , =Han

It turns out, however, that this consistency condition is already sufficient. For the state-
ment of the theorem let us also introduce the notation p; for the projection (x;);e; —
(X)ies for J C I.

Theorem 5.16 (Kolmogorov’s extension theorem). Given a polish space E with the
Borel o-algebra B(E), an index set I and a consistent family (1y) jery of probability
measures on (E, B(E)®’, respectively, i.e., a family satisfying forany J, C Jp €
F (I)E] Then there is a unique probability measure pu on (E, B(EN®! such that

VYIeFU): pup, = .
u is called the projective limit of the probability measures (uy) and denoted by

po=limpyy.
I

7We may treat processes with a polish state space in the same way, but one can show that it is not possible
to generalize this approach to general measurable state spaces.

8We could easily choose different polish spaces E;, i € I. Since the proof remains the same (except for
more complicated notations), and the stochastic process with changing state spaces seem to be rather exotic,
we only treat the standard case here.
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Put differently, choose (Q,F,P) = (E/,B(E)®',u) and X; = m; = pyi), then the
stochastic process (X;)ier has the finite dimensional marginals (y)jera). The process
(Xier = (m)ier defined like this is known as the canonical process.

Proof. We prove the theorem in two stages.
1. Countable index set I.
If the index set I is countable, then we may assume / = N. For n € N consider

B(E)®" = B(E™). Therefore, there is a regular conditional distribution
Kn—1((X15 2+ s Xpo1), A) = pp(y € Aly = X1, 00, ol = Xpo1),

A € B(E), xi,...,x,-1 € E. By Lemma [4.16] the Markov kernel «,_; defined on
E"! x B(E) satisfies for all A € B(E") :

=f LaCers oo, XK1 (X1, 20y Xnm1), dXp)pn—1(d(x1, .., X)),

where we used the consistency condition (5.11). Thus, we have iteratively
Hp =M1 ®K @+ K1, NEN,

and the assertion follows from Theorem[5.14]
2. Uncountable index set |
Let G(I) :={J c I| J countable }. Recall that

(5.12) BE)® = U Py (B(E)®) = U a(p,)ﬂ
JeG() JeG(I)

For any J € G(I), by the first step of the proof we can construct a probability measure
wy on (E7, B(E')) with ug = (u),,» K € F(I), K C J. Thus, given two index sets
J,J' € G(I), we know that

1Py (A)) = (py (A)) = uk(A)

for all cylinder sets A € B(E)®X with K ¢ J n J’. Since the cylinder sets form a
generator closed under intersections, this means that the probability measures p; and
g defined on o(p,) and o(p ), respectively, by p;(A) = pu;(B) with A = p;l(B) (and
similarly for J’) coincide on o-(p;) N o(py), i.e.,

VAea(pnNo(py): w(A) =uy.
Using (5.12), we may therefore define a set function u on B(E)®! by
W(A) =T, (A) for J € G(I) with A € o(p,), A € BE)®".

We need to show that y is a probability measure. Obviously, 0 < u < 1 and u(E') = 1.
Given a sequence of disjoint measurable sets A, let J, € G(I) such that A, € o(p;,),
n e€N. Then J := Upen Jn € GU) and Vn : A, € 0(py), Upen An € 0(py), implying

that M(UA"] . [U An] = DR = ) uA,). 0

neN neN neN neN

91ndeed, the right hand side is a o-algebra, since countable unions of countable sets are countable.
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Chapter 6

Brownian motion

Recall that a (standard, one-dimensional) Brownian motion is a stochastic process
(By)r=0 With a.s. continuous paths, By = 0 and independent stationary increments with
distribution B,—B; ~ N(0,t—s) fort > s > 0, see Definition[5.9] We note that one could
also consider Brownian motions with drifts, i.e., processes X; = ut + 0B, and multi-
dimensional Brownian motions, which are vector-valued processes whose individual
components are Brownian motions such that the increments are multi-dimensional
Gaussians. The first question is whether such a process exists.

6.1 Construction of the Brownian motion

In light of Section the obvious way to construct a probability space (Q,F, P)
carrying the Brownian motion would be following Kolmogorov’s extension theorem
(Theorem[5.16). Indeed, given any finite ensemble of time points 0 <1, <1, < --- <y,
it easily follows from the definition of Brownian motion that

6.1 (By,....,B,)~N@OZL), X= (O'i,j)l’."jzl with o ; = min(t;, ¢;), 1 <i,j < n.

It is also easy to see that the family of distributions defined by (6.1)) is consistent in
the sense of (5.11). Thus, Theorem [5.16]indeed implies the existence of a probability
space (Q, ¥, P) and of a family (B;),»o of random variables defined thereon such that

e By=0,

e the increments B, =B, ,, B, ,—B, ,, ..., B, —0 are independent and B; — B, =¢
B, whenever0 < t; <---<t,andt> s > 0,

e B, ~ N(0,1).

Exercise 6.1. Verify that one can indeed define such a probability space carrying a
process satisfying those conditions using Theorem [5.16]

Continuity of paths, however, is a property that cannot directly be obtained by Kol-
mogorov’s extension theorem. Indeed, there is no reason that the process (B;);>o ob-
tained by Kolmogorov’s extension theorem is continuousﬂ Another famous theorem of

"Recall that the probability space constructed in Theorem is (R, B(R))®1%> and the process is just
the evaluation map B;(w) = w(r). By (5.12), any set A € B(R)®10>I is already determined by the function
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Kolmogorov, the Kolmogorov-Chentsov theorem provides the existence of a (Holder-)
continuous version of the process (B;):»o, i.e., the existence of a process (W;);»o (de-
fined on the probability space (Q, 7, P)) such that the paths ¢ — W (w) are continuous
(for every w) and

6.2) Vi>0: P(B,=W,) = 1.

Obviously, if two processes are versions of each other, then properties of finite-dimensional
marginal distributions are the same. Thus, (W;),»¢ satisfies all the requirements of Def-
inition[3.9]and is a Brownian motion.

Example 6.2. We construct two processes (X;)re[0.1] and (¥y)sejo,1; Which are versions of

each other but not almost surely equal. We choose the probability space ([0, 1], B([0, 11), Alj0.17)
and set X;(w) = 1 and Y(w) = 1 — 1;;}(w). Then for every ¢t we have P(X; = ¥;) = 1,

but P(Vt: X; =Y;) = 0. Note that each path of X but no path of Y is continuous.

We will give a direct construction avoiding the Kolmogorov-Chentsov theorem.
Let (Y n)o<k<2r, ney, be a sequence of independent standard normal random variables.
Since this is a countable number of independent random variables, we know that we
construct the sequence on the probability space

(Q,F,P) = (R, BR), )™,

where u(dx) = ﬁe"‘z/ 2dx. For any n € Ny define a stochastic process (X, (t))ejo.1] by
k k+1 Blt (k) t—%_ (k+1

6.3 Ve i< o x =2 x4 X, ,

630 vgsr<ttiono = S7x(5) x5

(6.3b) Xo(0) =0, Xo(1) = Yy,
k k 2%k + 1 %A+1\ .,

6.3c)  Xuy (2—) =X, (2—) Xns1 (F) = X( TS )+ PR RPN

Where we always use n € Ny and, for fixed n, 0 < k < 2". Moreover, for understand-

ing note that

2n+1 2

We will show that B; := lim,—, X,(#) is a Brownian motion on [0, 1]. Finally, given
a sequence of independent Brownian motions B, defined on the intervals [0, 1], n € N,
we can easily see that the concatenated process

(2k+ 1) _ Xn(%)"'xn(l?_nl)
n - .

L]
B =) Bu(l) + By (t - 1))
k=1

defines a Brownian motion on [0, co[. Note that this Brownian motion can also be
defined on the same probability space (X, 7, P), but, for simplicity, one can also take
Q, 7, P,

Before proving the main result, we have to provide a few auxiliary lemmas.

values w(t;) for a sequence of time points (¢;);en. Since the set C([0, oo[: R) of continuous functions does not
have this property, it cannot be a measurable set with respect to the product o-algebra. Thus, the question
whether (B;);>0 has almost surely continuous paths, is only reasonable in the sense of an outer probability.
There is certainly a way around this technicality, but our construction will avoid the problem altogether.
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Lemma 6.3. Given a sequence of (d-dimensional) LP-random variables converging
a.s. to some random variable X, p > 1. Assume that there is r > p such that
sup,, E [|1X,|"] < oo. Then X € L? and the convergence holds in L?.

Proof. By Fatou’s lemma, we have

E[1X"] < liminf E [|X,|"] < sup E [|X,|"] < oo,

implying that sup, E [|X,, — X|"] < co. By Holder’s inequality, we have
E (X, ~ XI"] < €+E [IX, = X" Ljx,-x0)] < €"+E[IX, = X1 P (X, — X > )"
Thus, for any € > 0 we have limsup,_,, E [|X,, — X|’] < €, implying the assertion. O

Exercise 6.4. Using Borel-Cantelli, show that any sequence X,, converging to a random
variable X in probability has an almost surely converging subsequence. Then adapt
the proof of the lemma and show that we can replace the assumption of almost sure
convergence by convergence in probability.

Lemma 6.5. Given a sequence (X,)nen of d-dimensional centered Gaussian random
variables converging almost surely to a d-dimensional random variable X. Then X,, —
X in L? and X is also Gaussian.

Proof. From the exercises we know that X, — X in L? implies that X has the normal
distribution. Since almost sure convergence implies convergence in distribution, which
in turn implies convergence of the characteristic functions, we know that the covariance
matrices X, of X, converge to some matrix X. Note that for some matrix A, such
that £, = AT A, (existence of which is guaranteed by the Cholesky factorization) we
have X, =% A,Z for any Z ~ N(0,1;). On the other hand, using the operator norm
corresponding to the Euclidean distance on R?, we have |A,Z| < ||A,||Z]. In particular,
we have
E[1X,P] < AP E[1ZP] = Amax (S0 E|12P].

using that the operator-norm of A, is the square root of the largest eigenvalue of Z,,.
Thus, we have sup, E [|X,,|3] < oo and the result follows from Lemma O

Lemma 6.6. For any n, the vector (X, (k/2"));_ is a centered Gaussian random vector
with covariance E [X,(k/2")X,(1/2™)] = min(k/2",1/2").

Proof. We prove the assertion by induction. It is true for n = 0. Assume it has been
established for n. By , the vector (X,,1(k/2™")) is a linear combination of the
independent centered Gaussian vectors (X,(k/2")) and (Y ,+1). By general properties
of the normal distribution, it is thus a centered Gaussian random vector. Let us show
the covariance formula for k = / (the general case works in the same way). If k is even,
then X, 1(k/2™") = X,((k/2)/2") and the formula holds by induction. Otherwise,
letting k = 2m + 1, we have

2

[\

2m+ 1\ Xo(30) + X, (55

—(14+2))2
+ 2702/ Y2m+1,n+1]

1fm m+1 2m 2m+ 1
- = = 2—(n+2) -
4 (211 + on + on ) * 2n+1
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Theorem 6.7. The process (B;)weo,1) defined by B, = lim,_o X, (?) exists (in the
a.s. sense) and satisfies the properties of a Brownian motion.

Proof. First note that Markov’s inequality for a random variable ¥ ~ N/(0, 1) implies
that there is a well-known constant C such that for any a > 0, P(|Y| > a) < Ca™8. More-
over, since X,, and X, are linearly interpolated between the grid points (see

together with (6.3c)), we have

Sup X1 (1) = Xy (0] > € = 27 R Yy | > €
te[k/2" (k+1)/2"]

Thus,

21
P sup [X,1() = Xa(0)] > 2-"/4) = P[U { SUp X () = X,()] > 27 }]

1€[0,1] k=0 te[k/2" (k+1)/2"]

-]
< P[U {27(’”2)/2 |Y2k+l,n+l| > 27 }]

k=0
<2"P (Y] > 24
<Cc27 8,

Thus, the first part of the Borel-Cantelli lemma (Theorem [2.26)) implies that there is a
P-nullset N such that for every w € N the sequence of continuous functions X,,(-)(w)
is a Cauchy sequence in C([0, 1]). Thus, the limiting process B; exists and ¢t — B/(w)
is continuous for every w € N — and for every w € Q if we choose B;(w) appropriately
forw € N.

We are left to prove the requirements on the finite-dimensional marginals as laid
down in Definition [5.9] First note that By = 0 since X,,(0) = 0 for any n. Now given
0<t <---<tg, weconsider

(Bie=Bigys - +» By =By, By) = lim (Xu(tx) — Xultg-1), ... Xa(12) — X, (11), Xu(11)) ..

=Z,

By the interpolation property (6.3a), we can describe Z, as a linear map applied to the
random vector

Zy = X111 Xa (M0 D, - XLtk ), Xa(T2£ ),

where [th <t < [tj-‘ are the elements of {k/2" | k=0,...,2"} closest to t;, j =

1,..., K. Therefore, Z, is a centered normal random variable with covariance matrix
Z,. By Lemmal[6.5] this implies that (B;, — By,_,,...,B;, — By, B,) is centered normal
with covariance matrix X := lim, . %,. For any s < r we have
[s1—s s—Ls] [£]—1t t—|t]

E[X,()X,(0)] = E [( S Xulls) + Txn(rsb)( o Xullih + = Xn(Fﬂ))]

_[sl=s[fl—t [s1—st—1]

T pn 2-n Ls]+ 2-n 2-n Ls]+

s—Ls] el -1 . s—s]r—11]
+ o o min([s] LD + o e [
=s+0Q2™),

using that |s — [s]| = OQR™), |s — [s]| = O(2™") and likewise for ¢. Thus, X is, indeed,
of the form guaranteeing the distributional properties of the Brownian motion. O
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6.2 Properties of the Brownian motion

Lemma 6.8. Given a Brownian motion (B;)o defined on (Q, %, P) and constants
c,s>0.

(i) The process c™' B, t > 0, is again a Brownian motion.
(ii) The process W, = B,.s — By, t > 0, is again a Brownian motion.
(iii) The process W, == tBy;, t > 0, with Wy, = 0 is again a Brownian motion.

Proof. Left as an exercise. O

Property (i) can be interpreted as a scaling property of the Brownian motion. In
particular, it implies that B, ~ V7 for ¢ small.

Lemma 6.9. The Brownian motion is a martingale in its natural filtration.

Proof. Left as an exercise. O

Fix some interval [s, s + ] and consider a partition D of the interval, i.e., a finite
setD ={s=1y<---t, =t}. The mesh of such a partition is defined by

DI = sup ltx1 — ] -
k

Theorem 6.10. Given a sequence D, of partitions of the interval [s, s + t] such that

1D, ]| = 0. We write D, = { t(()") t,(,'f) }. Then the random variables
m,—1 2 12
S, = (Bt(”) - Bt(n)) — t.
k+1 k n—oo
=0

Proof. By property (ii) in Lemma[6.8] we may assume that s = 0. Dropping super-
scripts, we see that

-1

D ((Bioy = B =ty = 1)

S

[9%]
=
|
| |
S

3

> (Bry =B —E[By, - B,]).

Iy
o

Since we have decomposed S, —¢ into a sum of independent centered random variables,
we obtain

._.

m—

E[S, -] E[ (B, = B = E[(Bi, - B,V |

- ) > E|(B1, - B - -] .
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We note that B;,, — B;, ~ /tiy1 — ;X with X ~ N(0, 1). Thus,

m—1

E[(Sn-0%] = ) (1 - tE[ (X2 = 17]
i=0

m—1

<E[(X* = 1] D 1Dull i1 - 1)
i=0

= 2|1 D,.

which converges to 0 for n — co. O

Remark. Under certain assumptions on the sequence of partitions, we can even obtain
almost sure convergence to t. However, it can be shown that almost sure convergence
does not hold for general sequences of partitions.

Exercise 6.11. Assume that the sequence of partitions satisfies ., ||D,|| < co. Show
that S, — ra.s.
Hint: Use the Borel-Cantelli lemma.

The limit of the random variables S, is known as the quadratic variation of the
process (B;)»o on the interval [s, s + ¢]. Specializing the result to s = 0, the theorem
can be rephrased as saying that the Brownian motion has quadratic variation ¢. Recall
that the fotal variation of a function f on an interval [s, s + ¢] is defined by

m—1

Visual ) = sup D If ) = f(80).

k=0

Corollary 6.12. The total variation of the Brownian motion on any interval [s, s + t]
of positive length t is a.s. infinite.

Proof. Assume that the Brownian motion had a finite total variation on a set A with
P(A) > 0. Take a sequence of partitions D, with ., ||D,|| < co. Then

m—1 m—1
Sy = Z (Btk+| - Btk)2 < sup Bt/m - Btk| Z |Bt/<+1 - Btk|
=0 k=0,...,m—1 =0

< sup |sz+l - Btkl Vs,s+t(B)~
k=0,...,m—1

to 0 as [|D,|| — 0. On the other hand, for w € A, we have V; ;,(B)(w) < oo, implying
that
YoeA: S, (w)— 0,

n—oo

in contradiction to Theorem [6.10|together with Exercise [6.11] a

As already discussed above, Brownian motion is a Markov process and a martin-
gale with respect to its natural filtration ¥, := 0 (B, : 0 < s <), t > 0. Most of the
properties of discrete-time martingales discussed in Section 4.3] and [4.4] also hold in
the continuous case, at least in the case of continuous processes — otherwise technical
subtleties frequently occur. We recall some of these properties and definitions applied
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to Brownian motion. As in discrete time, a random variable 7 : Q — [0, co] is called
stopping time ift

6.4) Vi>0: {t<t}eT;

Let A c R be either open or closed, then the hitting time

6.5 TA :=inf{t € [0,00[ | B;€ A}

is a stopping timeE] Given a stopping time 7, we again define the o-algebra of the
T-past by

(6.6) Fr={AeF |Vt>0: An{t<t}eF}.

As in the discrete case, the random variable B; is F;-measurable, whenever P(t <
o) = 1.

Lemma 6.13. Let T be a stopping time with P(t < oo) = 1. Consider the process
(X0 defined by

X, = Bry; — B;.
Then (X;)s>0 is again a Brownian motion. Moreover, the filtration (G;);>0 generated by
(X))i=0 is independent of .

We omit the proof of the lemmaﬂ The property given in Lemma is known as
strong Markov property, because it implies that for any stopping time 7 and any ¢ > 0
and any A € B(R), we have

P(B:y; € AlF7) = P(Bryy € AlBr) on {1 < 0}
almost surely, which is a direct generalization of the Markov property to stopping times.
Exercise 6.14. Reflection principle, see Karatzas and Shreve.

Example 6.15. In the following, we shall study very particular hitting times. Fora > 0
consider 7, := T[g0 and for a < 0 let 7, := Ti_w 4] be the first times that the Brownian
motion reaches the level a. Moreover, fora < blet 7, := T4 be the first time that the
Brownian motion leaves the interval ]a, b[. By continuity, note that B;, = a a.s. Form
Lemma @ and the exercises, we know that (B,);so and (B,2 — t)t>0 are martingales. We
assume that the optional sampling theorem holds for both martingales with the stopping
time TE] Then, we have

E[B;]=0=aP(B; =a)+bP(B; = b),
E|B| = E[1] = d’P(B: = a) + b*P(B; = b).
From the first equation we get

|al |b|
P B = b = — P B = =
(B =) lal + |b]” (B =a) lal + |b|”

and inserting into the second equation we get E [B%] = E[71] = |a| |b|.

2As an example for the above mentioned subtleties, we note that continuity is essential for 74 being a
stopping time for closed A.

3The proof is rather straightforward when 7 takes only finitely many values. Otherwise, the stopping time
is approximated by discrete stopping times.

4While 7 is an unbounded stopping time, the claim still seems justified since the processes Brin(z,r) and
Bgﬁn(‘r, , are bounded. Thus, we can approximate 7 by bounded stopping times 7,, using the dominated
convergence theorem. For bounded stopping times, we can extend the proof of the optional sampling theorem
by approximation with stopping times taking only finitely many values. For details see, for instance, Karatzas
and Shreve or Breiman.
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6.3 Donsker’s invariance principle

Let (Y,)nen be an ii.d. sequence of square integrable random variables with o :=
var[Y;]. Consider the random walk §,, := Y; +--- + Y,,. We rescale the random walk
and extend it to a process X, (f) defined on [0, 1] by

6.7) X, (1) = M, te[0,1],
on

where S = 0 and |¢] denotes the largest integer smaller or equal to 7. By the central
d
limit theorem, we know that X,,(1) —— N/(O, 1), but much more is true: we even have
n—oo

that the process (X,,(£)),¢[0.1] converges weakly to (B;)so,1] for n — oco. This result is
known as Donsker’s theorem, invariance principle (owing to the fact that the limiting
process does not depend on the random walk) and functional central limit theorem.
But first, we will show that the random walk S, can be embedded into the Brownian
motion.

Theorem 6.16 (Skorohod’s embedding theorem). Given any random variable Y with
E[Y] = 0 and E[Y?] < co. Then there is a probability space (Q, F, P) and a Brownian
motion (By)>0 random variables U < 0 <V defined thereon such that B, has the
same distribution as Y.

Tuy

Proof. Let us first assume that Y takes only two values # < 0 < v with corresponding
probabilities p and ¢ = 1 — p. Then we take U = u and V = v and Example [6.1
implies that B, has the same distribution as Y.

In the second step, assume that Y takes values in some finite set. This means that
there are numbers yy,...,yx such that P(Y € {yi,...,yx}) = 1 with p; := P(Y = y;).
We claim that there are numbers u,...,u, <0andvy,...,v, > 0 and positive numbers
qi,...,qnand ry,...,r, such that

QG+ g+ +r=1,
Vie{l,....,n}: qu; +rv; =0,
G10(u )+ + Gnbu,) + 1160y + o+ 1abypy,y = Py

This means that { uy,...,u,, vi,..., vy} ={¥1,...,yx } and that forevery 1 <i < K we
have
Jiouj=yi J: vi=yi

where we note that one of these sums will be 0. Note that we do not require the
individual us and vs to be distinct! The claim is easily proved by induction on K. Then
define random variables (U, V) independent of the Brownian motion by setting

P(U,V) = (u,v)))=qi+r, i=1,...,n

By independence of the Brownian motion and the random variables (U, V) and the
Example[6.15] we have

|vi| Vi qi
P(By,, = wl(U, V) = (w;,v)) = =7 - '
(Bzy, il( ) = (ui,vi)) ;] + [vil %vi+vi ri + qi
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Thus,

P(B:,, = u;) = Z P(B,, = ujl(U» V) = (uj, Vj))P((U’ V)= (), vy)

j:uj:u,-
q‘.
= r‘+]q‘(r"‘+qj)= D 4=
J

Jioui=u; J Jiouj=u;

and likewise for positive values v;. Therefore, we see that, indeed, B;,, has the same
distribution as Y.
In the final step, let Y be any square integrable centered random variable. We can

approximate Y by centered random variables Y, with finite support in the sense that

Tuyv

d . . .
Y, — Y. Consider the corresponding random boundaries (U,, V,,) such that B,
n—oo

has the same distribution as Y,,. Without giving the proof, we claim that at least along
a subsequence we have

(Una V) —— (U, V)

for some random variables (U, V)E] Applying Example to the factorized condi-
tional probabilities, we get with 7 := 7yy and some interval I C]0, oo[ that

|U|
P(B, € I\U,V) = 1,(V)———
( U, V) = 1( )|U|+|V|

and by the same reasoning we have for 7, := 7y, v, that

|Unl

P(B, € 11U, V,) = 1;(V,) ——"—.
(B, €1 ) =1 )IUn|+|V,.I

Thus, if the distribution functions of Y and V are continuous at the boundaries of I, we
have

P(Y €)= lim P(Y, € I) = lim P(B;, € 1)
n—oo n—0oo

|Unl
|Un| + [Vl

_ vl | _
} = E[II(V)|U| T IVI] = E[B; €1].

=lim E [II(V,,)

n—oo
We can likewise argue for intervals I C] — o0, 0[. Since the set of points at which the
distribution functions of Y, V and U are continuous is certainly dense, we have obtained
the result. o

Theorem 6.17. Given an i.i.d. sequence of random variables (Y;),en with E[Y1] = 0
and o> = E [le] < oco. Then there is a probability space, on which we can define
a Brownian motion (B;);>0 and an i.i.d. sequence (T,),en Of non-negative, integrable
random variables independent of the Brownian motion, such that E[t,] = o and such
that the sequence (Bszr:] Tk)neN has the same distribution as the random walk (S ;,)nen
withS, =Y +---+7%,.

Proof. By Theorem@ there are random variables (U, V) such that B;,, has the same
distribution as Y; when (U, V) are independent of the Brownian motion B. Take one
probability space (€, 1, P1) on which one can define a Brownian motion (B;);>o and

3The proof depends on compactness results in the weak topology.
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one probability space (€2,, 7>, P») on which one can define an i.i.d. sequence of random
variables (U,, V,) having the same distribution as (U, V). Then we choose

(Q,?-?P) = (Ql»ﬁ’Pl)@’(QL%,PZ),

on which we can jointly define a Brownian motion (B;),»¢ and an independent i.i.d. se-
quence (U, V,)))nen- We define a filtration

Fi=c({Bs|s<t}u{U,V1}).

Obviously, both (B;);»0 and (Bt2 —)r»0 are martingales with respect to the filtration, and
T, = Ty,v, is a stopping time, n € N. Without proof, we collect the following results:

e The strong Markov property holds with respect to the stopping times 7, i.e.,
Bﬁ,l) ‘= B +s — By, is a Brownian motion, and the filtration 7—:.(1) generated by BU
and U,, V, is independent of 7=,

o Wesetr, = inf{ t>0 I Bﬁl) elU,, V5[¢ }

e This construction can be iterated, leading to stopping times 7,,; and Brownian
motions B = B(T”i s B such that the filtration 7"*" generated by B!

and U,+2, V.42 is independent of 7—}("31

e The optional sampling theorem holds for the martingales B™ and (B"™)? -t (with
BY := B) and the stopping time 7,1, i.e.,

E[BY Y] = Eltyul.

Then we see that S and B, have the same distribution by Theorem Moreover,
we have
o’ = E[S}] = E[B; ] = E[1].

By the other properties obtained above, the stopping times 7, are i.i.d. and B(T’Zl has the
same distribution as Y,,. Note that

B(n) _ B(Vl—l) _B(n—l)

Tl TatTas
(n—=2) (n—2) (n—2) (n—2)
BTn 1+ T+ Tot B‘rn 1 BT:x+7n 1 BTn 1
_ g2 _ pn-2)
Tn-1+TntTne Tn+Tn-1

= Brivotryy — Bepoir,-

Therefore,

=

k—1
Sp= Y =4 B( ) = Z(BT‘+ +T T rl+---+‘rk,1) = B‘rl+~--+‘r,,,
k=1

where “=?" denotes equality in distribution. O

Theorem 6.18. Given a centered, square integrable i.i.d. sequence (Y,),en and the
corresponding random walk (S ,)nen as above. Let X,(t) = ﬁS lnt) for n € N and
t € [0, 1]. Then there is a probability space (Q, F, P) with a Brownian motion (B;)so,1]
and a sequence of processes (in(t))te[O,l] such that X,,(-) and Y,l(-) have the same dis-
tributions and such that for any subsequence (ny) increasing fast enough we have

lim sup |X,1k(t) B,| =0a.s.

k=00 0<s<]
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From the theorem we easily obtain the main result of the section.

Corollary 6.19 (Donsker’s theorem). In the setting of Theorem the centered,
scaled, continuously interpolated random walks (X,(t))c0,1) converge weakly to the
Brownian motion (B,)efo,13, i.e., for any bounded continuous function f : C ([0, 1];R) —
R we have

lim E[f((Xa(D)eton)] = E [f ((Biiero.n)] -

Proof. For any subsequence (n;) increasing fast enough, Theorem[6.18|and continuity
of f imply that
kli_glof((xnk(t))telo,lj) = f((Bdiejo11) as.

Consequently, along any such subsequence we have
Iim E[f (X (D)reto.n))] = lim E | £ (Fnc®)icton)| = ELf (Bieo.n)].
which implies the convergence of the full sequence. O

Proof of Theorem [6.18] Without loss of generality we may assume that o = 1. We con-
struct (Q, F, P) as in Theorem and define the Brownian motion (B;),so thereon. By
Lemma t \/ﬁB,,n is also a Brownian motion, independent of (U, Vi )ren. Thus,
we can also embed the random walk in the Brownian motion ynB;, using stopping
times (TZ"))keN such that S, has the same distribution as

<n>+_,,+T<n>J

\/EB[TI k

n

Consequently, X,,(¢) has the same distribution as

(n) (n)
T T
—n .

X,(t) = B{

(n)
k

Note that for fixed n the sequence of random variables 7, is an i.i.d. sequence of

random variables with E [Ti")] = 1. On the other hand, for fixed k, the random variables

‘r,({") are identically distributed but not independent. We claim that for any subsequence
(ny) increasing sufficiently fast we have

(n,

le)_,’_‘.'_'_,r(”k)

lut] ¢

(6.8) Z,, = sup

0<r<1

k—o0

g
Accepting (6.8), continuity of the paths of the Brownian motion B implies that, indeed,
lim sup |)_(,1k(t) - B,| =0a.s.

k=00 0</<1
We are left to prove (6.8)). If we can prove that Z, — 0 in probability, then the Borel-
Cantelli lemma implies that Z,, — 0 a.s. for subsequences increasing fast enough. For
the proof of convergence in probability, note that

(n) (n) (n) (n)

T+ 4T T+ 4T — | nt] -
1 1 nt] — nt
Z, = sup LI sup il + Lrt]
0<i<1 n 0<i<1 n n
?(1")+-~-+7_'(L2J 1 ?(l")+--~+?82J 1
<sup |———— |+ -—<sup f|———— |+ —
0<t<1 n n o<l [nz] n
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with ?,({") = ‘rg') — 1. Ignoring the 1/n-term, we note that there are two different regimes

going on: for ¢ small, the term is small because of the factor ¢ in front, whereas for ¢
close to 1, the term is small because of some law of large numbers. Indeed, for any
fixed € > 0 we can further bound Z, by

N e
Z,<esup |—— |+ sup |———— |+ —
0<t<e Lnz] e<t<l1 Lnz] n
R R R R o B
< esup|——— |+ sup + -
k>1 k k>|en) k n
., EARE R o IR Rl B
= esup | ——-—F—| + sup | —-—"| + —.
k>l k k>Len) k n

We start with the middle term. By the law of large numbers,

=D =D
T+ 4T,

lim

k—o0

=0a.s.,

implying that the second term converges to O in probability for n — co. Thus, for any
x > 0, we have

Letting € — 0, we see that Z,, converges to 0 in probability. O

=) —(1)
T4+ T,

limsup P(Z, > x) < P (e sup i

n—oo k>1
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Appendix A

Collection of results from
elementary probability

Multi-dimensional normal distribution

Definition A.1. A measure v on B(R) is called Gaussian or normal if its Fourier trans-

form is of the form

iau—1o2u?

Wu) = 277,
for some constants a € R and o > 0. A measure v on B(R") is Gaussian or normal
if and only if the image measures v, under all linear functionals 2 : R* — R are
one-dimensional Gaussian.

Remark A.2. If o > 0, then a Gaussian measure in the above sense has the density

—L_p~(=a?/2%) Thereof ore, the above definition corresponds to the usual definition

2no?
in the case of a positive variance, but also includes the Dirac measures J;,,. The same
is true in the multi-dimensional case: if the covariance matrix X is invertible, then the
Gaussian measure has the usual density. Again, also singular measures are included in

the definition.

We write N(u,X) for the Gaussian distribution with expectation 4 € R" and co-
variance matrix X € R™". Thus, an n-dimensional random vector X has a multi-
dimensional normal distribution if and only if (1, X) has a one-dimensional normal
distribution, for each A € R*. We collect some properties of the normal distribution.

Lemma A.3. Given an n-dimensional random vector X.

(i) X ~ N(u,X) if and only if for every u € R" : px(u) = exp (i (u,uy — % (u ,Eu)).
Moreover, the normal measure N (u, X) exists for any u € R"* and any symmetric,
positive semi-definite matrix ¥ € R™",

(ii) Let X ~ N(u,%) and A € R b € R, then AX + b ~ N(Au + b, AXAT).

Inequalities
In what follows, X and Y are real random variables satisfying the required integrability

conditions. The first inequality holds because the covariance is a positive semi-definite
bi-linear form (on L*(Q)).
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Lemma A.4 (Cauchy-Schwarz inequality). We have
Cov[X, Y)* < VIX]V[Y].
More generally, we also have the Holder inequality.

Lemma A.5 (Holder’s inequality). Given X € LP(Q,F,P)and Y € L1 (Q,F, P) with
1=1/p+1/q, p,q =1 (including the possibility of p = ), then XY € L' and

E[IXY]] < E[IXIP1YPE[|Y|9]"4.

Lemma A.6 (Markov’{]inequality). Given an increasing function u : Ryg — Ry such
that u(|X)) is integrable. Then for every € > 0

Eu(|X))]

P(X|>e€) £ ——=.
(X =€) < (O
Corollary A.7 (Chebychev’f] inequality). If X is square integrable, then for every

e>0
VIX]
e

P(X-E[X]lze <

Lemma A.8 (Jensen’s inequality). Given a convex function f such that f(X) is inte-
grable, then
E[f(X)] = f(E[IXD.

! German: Markow.
2German: Tschebyschow.
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Appendix B

Characteristic functions

Given a probability measure u on (R”*, B(R")), we recall that the characteristic function
is defined by

(B.1) Ti(u) = f Y u(dx), ueR"
Rn

In particular, for a random variable X defined on the probability space (Q, F, P) with
values in R”, we set ¢y = Px. Note that the integral of a C-valued measurable function

f is simply defined by
ffdu:f‘Rfdu+ifod,u,

and that a function f is B(C)-B(R")-measurable if and only if Rf and J f are B(R)-
B(R™)-measurable. This can be seen from the fact that B(C) = B(R?) = B(R) ® B(R).
Thus,

fu=x s 0

is measurable and u-integrable for every u € R", since |f,| = 1.

Example B.1. If ¢ has a density f with respect to the n-dimensional Lebesgue mea-
sure, then

T = f &4 Fx)dx

is the Fourier transform of the function f. Thus, we can invert the characteristic func-
tion to get back the density by

f e U ) du.
Rﬂ

We will next show that the situation is typical: indeed, the characteristic function
characterizes the probability measure u.

Theorem B.2. A probability measure p is uniquely determined by its characteristic
Sfunction. More precisely, given two probability measures u and v on (R", B(R")) with
U=V, thenu=v.
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We note that the theorem is actually a theorem from analysis, and it is not sur-
prising that its proof is more analytic than probabilistic. Before giving the proof, we
collect some auxiliary results. We start with one of the main theorems from functional
analysis.

Lemma B.3 (Stone-Weierstrass theorem). Let E be a compact metric space and K = R
or K = C. Consider C c C(E,K) be a point-separating algebmﬂ which is also closed
under complex conjugation in case K = C. Then C is dense in Cp(E, K) with respect to

[llloo-
From measure theory, we recall the following result.

Lemma B.4. Let E be a metric space and u a probability measure on (E, B(E)). Then
for every A € B(E) we have u(A) = sup{ u(K) | K C A compact }.

Lemma B.5. The family C,(R",R) separates probability measures on R", i.e., given
two probability measures p and v on (R", B(R")) with f fdu = f fdv for every bounded
continuous function f, then necessarily u = v.

Proof. By Lemma it suffices to prove that u(K) = v(K) for every compact set
K c R". Given such a compact set K, one can find a sequence p,, of uniformly bounded,
continuous functions converging to 1 KEI By dominated convergence, we can conclude
that

u(K) = lim fpnd,u = lim fpndv = v(K). O

If R" were a compact set, then we could easily conclude by combining Lemma[B.3]
with Lemma[B.3] Since this is not the case, we need to invest a bit more work.

Proof of Theorem|[B.2] Assume we are given probability measures x4 and v such that
U =7V. Moreover, let f € C,(R",C) and 0 < € < 2. We can find N € N large enough
that

(1 +20fll)(pe + v) (R" \ [N, NT*) < €/2.

LetCy = { Suli—n e | u € 212" } and Dy the generated algebra. Then Dy is dense in
C([-N, N1",C) by Lemma [B.3] implying that we can find g € Dy such that

sup{ |f(x) —gx)| | x € [-N,N]" } < €/4.

Now we interpret g as a function on R”. By linearity of the integral, f gdu = f gdv.
Since g is Z"-periodic, we have ||/ = glle < lIflle +118lle < 21Iflleo + €/2 <1 +2|flle-
Finally, we have

[ o

< + +

f (f - g)du f (f - g)dv
[-N.N]" [-N.N]"

f (f —8du f (f — v
R?\[-N,N]" R\[-N,N]"
+ Z +If = gl t R" \ [-N,NT") + |If = glloo v (R" \ [-N, N1")

+ +

€
S_
4

€.

IA

IC is an algebra, i.e., 1 € C, f,g € Cimply that fg € C, f + g € Cand f € C, a € K imply that o.f € C.
Moreover, for x # y € E we can find f € C with f(x) # f(y).

2Find an open set U with dist(K, U¢) < 1/n. From topology we know that we can find a continuous
function p,, which is 1 on K, 0 on U¢ and bounded by 1 in general.
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Since € was arbitrary, we have f fdu = f fdvforevery f € Cp(R",C). By Lemma ,
this shows that y = v. O

We collect some simple properties of the Fourier transform.
Lemma B.6. Given a probability measure u on (R", B(R")).
(i) W is continuous.
(ii) For all u € R" we have |7I(u)| <1 =u(0).

(iii) W is positive semi-definite, i.e., for every collection uy,...,u; € R", the matrix
A € CP* given by A;j = u(u; — u;) is positive semi-definite.

The proof is left as an exercise.

Remark B.7. In fact, one can prove that i is uniformly continuous. A famous theorem
by S. Bochner shows that, conversely, any continuous, positive semi-definite function
f : R" — Cis the Fourier transform of a finite measure on 8(R"), which is a probability
measure if f(0) = 1.

In analysis, it is well known that derivatives of the Fourier transforms are related
to the moments of the underlying function or measure. For simplicity, we give the
statement in dimension n = 1 only.

Theorem B.8. Assume that the probability measure u on (R, B(R)) has a finite n’th
moment, i.e., M, = f X"u(dx) exists as a real number. Then [ is n times continuously
differentiable and

Py = *M, k<n.

Proof. Since 8%£,(x) = (ix)*f,(x), we have |64 £,(x)| = |xI*, which is p-integrable for
k < n. Now fix k < n and assume that we have already established that

k
a®w) =i f e pu(dx) = f %fu(X)ﬂ(dX).
R R OU

Since 60:% [ is uniformly bounded by an integrable function, we may apply Lemma
to get

00 = L f 7 outd = f L o) = f e p(dx)
du R C()Mk ! R Ouk+! ! ’

R

implying the statement for u = 0. (Strictly speaking, we need to apply Lemma [B.9]for
both the real and imaginary parts of the integral.) O

Lemma B.9. Let (A, A, 1) be some measure space, I C R an open interval, I # 0, and
f + Ax I — R afunction satisfying:

(i) Yyel: x+ f(x,y) € L'(u).

(ii) For almost every x € Q the map y — f(x,y) is differentiable with derivative
denoted by f'(x,y).

(iii) g = x> sup,e; |f'(x,y)| € L' ().
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Then for every y € I the function x — f'(x,y) € L'(u) and

di f fCe,yudx) = f 1/, y)u(dx).
Y Ja A

Proof. Left as an exercise. O

Example B.10. Let X ~ N(u,0?). We want to compute its characteristic function.
Note that X = u + oY, implying that ¢x(u) = e*“@y(ou). Thus, it suffices to compute
¢y. By Lemma[B.9] we have

d o1 20
—tpy(u)zfixe””—e_ 2dx
R V2

du
o0 1 2
_ . iux —-x°/2
=—i | ""———e¢ dx
f]R 0x \2n

(0w 1 _op [ 1 _zzr"
=i | —e"™"——e dx —i|e"™ ——e™/

fRax V2 V2 o

=0
iux 1 —x2/2
=—u | ""——e dx = —upy(u),
R 2n
where we used integration by parts. But the ordinary differential equation

er(w) = —upy(), ¢y(0) =1,
has the unique solution ¢y (1) = ¢™/2_ Thus, we have showed that
2.2

(B.2) ex(u) = M7

Now assume that Z ~ N(u, X) is a d-dimensional normal random variable. This means
that (1,Z) ~ N({A,u),{1,Z2)) for every 1 € R¥. In particular, for u € RY,

(B.3) 07(1) = E[6P] = @y 1(1) = 030030,

using (B.2).
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Appendix C

Weak convergence and the
central limit theorem

In the following, we are going to discuss probability measures on (R¢, B(R¢)) or ran-
dom variables defined on some probability space (Q, ¥, P) taking values in (R?, B(R?)).
Therefore, we are going to omit these qualifications in the current chapter. Note that
most of the results are also true for polish spaces (E, B(E)).

From measure theory, we recall the following types of convergence of random vari-
ables X,;:

e X, converges to a random variable X almost surely, iff P (lim,—. X,, = X) = 1;
e for p > 1 we say that X,, converges to X in L? iff X,,, X € LP(Q,F, P) and
lim ||X — X, ||, = lim (E[IX — X,[’])"/? = 0.

We know that those two types of convergence are “independent” in the sense that none
of them implies the other. Both of them imply convergence in measure or convergence
in probability, i.e., the statement that
(C.1 Ye>0: lim P(X - X, =€) =0.
n—oo

Lemma C.1. Given a sequence of R%-valued random variables X,, and another R?-
valued random variable X on (Q, F, P). Assume that either X, — X almost surely or
X, > XinLP(Q,F,P), p>1. Then X, — X in probability.

On the other hand, if X, — X in probability, then there is a subsequence (ny)ren
such that X, — X almost surely.

Proof. From Biirger’s lecture notes we already know that almost sure convergence

implies convergence in probability. Therefore, we may assume that X, — X in L”. For

fixed € > 0, Markov’s inequality implies that

E [lX - Xn|p]
e€pP

lim P(|X — X,| 2 €) < lim =0.

n—oo

For the second part, fix k € N. By convergence in probability, we can find an
nyg > ng— such that

1 1
P(AY < 5. where Ay = {ank x|z 1 }
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In particular, we have ¥, P(A;) < 3 1/k* < co. Thus, Theorem implies that

P (lim sup Ak) =0.

k—oo

However, w ¢ limsup,_, ., A implies that |Xnk(w) - X(w)| < 1/k for all k large enough.
Thus,
Vw ¢ limsup Ay, : klim X, (w) = X(w). ]

k—oo

Weak convergence is even weaker then convergence in probability, and is, in fact,
more a type of convergence of measures.
Definition C.2. Given a sequence of probability measures y, and a single probability

d
measure ¢ on (RY, B(R?)). We say that y,, converges weakly to u, symbolically p, — u
iff

ercmwylmafﬁmﬁifﬁm.

A sequence of random variables taking values in R converges weakly or in distribu-
tion to a random variable X on R iff the distributions of X,, converge weakly to the

TP . . d
distribution of X. In this case, we write X,, — X.
We note that the random variables X,, do not need to be defined on one common
probability space (2, ¥, P), since only the distribution matters. Therefore, statements
. d .
like X, —— u make sense, too. By Lemma the weak limit of a sequence of
n—oo

probability measures is unique if it exists. On the other hand, the weak limit of a
sequence of random variables is, of course, by no means unique: any random variable
with the limiting distribution is a limit.

Lemma C.3. On the level of distribution functions, weak convergence of probability
measures p, on (R, B(R)) with c.d.f. F, to a probability measure yu with c.d.f. F is
equivalent to weak convergence of the distribution functions

VxeS(F): lim F,(x) = F(x),

where S (F) is the set of points of continuity of F.

Proof. During the proof we say that an interval / with endpoints a and b is an interval
of continuity of F iff a,b € S (F). We first prove that weak convergence implies weak
convergence of the distribution functions. Fix € > 0. Let I be an interval of continuity
of F and Is D I an interval of continuity such that the interval Is \ I has length 6 and
such that the left (right) endpoint of Is is strictly smaller (larger) then the left (right)
endpoint of IEI and with u(I5 \ I) < € — here we use that / is an interval of continuity.
Then we can find a continuous function f taking values in [0, 1] such that

o = {1, xel,

0, xel.

Then we have for n sufficiently large

Ha(D) < ffd/ln < ffd/i +e<puls) +e<pul)+2e

I'This is not meant to preclude the possibility to choose intervals I =] — co, al.
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By constructing a similar interval I C I, we can also show the revers inequality, i.e.,
for n sufficiently large

Ma(D) > pu(D) = 2e.

This implies that |, (I) — u(I)| < 2e for n sufficiently large and any interval of continu-
ity 1. In particular, choosing I =] — oo, x] with x € S(F') gives the claim.

In the other direction, assume that f is a continuous function bounded by M > 0.
Let A be a finite interval of continuity for F with u(A) > 1 — €. By uniform continuity
of f on A we can approximate f on A by a step function g with |f(x) — g(x)| < € for
x € A and we can choose g such that the intervals, on which g takes constant values, are
intervals of continuity of F. Outside of A, we set g = 0, implying that |g(x) — f(x)| < M

for x € A°. We note that
f gdtn —— f gdp.
On the other hand, we have
' f fdu - f gdu

and for n sufficiently large

[ rain - [ e

Combining the inequalities we have for n sufficiently large that

< eu(A) + Me < (1 + M)e,

< eup(A) + Mu,(A°) < eun(A) +2eM < (1 + 2M)e.

[ rau- [ raw]<| [ rau- [t +| [ et~ [ au+| [ edui~ [ rane
<3(M + 1)e,
implying convergence of f fdu, to f fau. O

Remark C.4. Weak convergence topologizes the set M, (R?) of probability measures
on B(RY). In fact, one can show that the weak topology — which is a weak® topol-
ogy in the sense of functional analysis — can be metricized by Prokhorov’s [German:
Prohorov?] metric defined by dp(x, v) := max (d},(y, V), dy(v, ,u)) with

dp(u,v) = inf{ € > 0| VA € BRY) : p(A) < v (B(A) + €},
where B denotes the open ball with radius €.

Lemma C.5 (Slutzky). Let (X,,) and (Y,) be sequences of RY-valued random variables

d
such that X, — Y, —— 0 in probability and such that Y, —— Y for some random
n—o0 n—oo

d
variable Y. Then we have X, —— Y as well. In particular, convergence in probability

n—oo

implies convergence in distribution.

Proof. For simplicity, we consider the case d = 1 onlyE] Let F, and G, denote the
distribution functions of X,, and Y,,, respectively. We want to show that F,,(x) — G(x)

2The extension to the multi-dimensional case can later be justified by the Cramér-Wold trick, see

Lemma [Ci'O}
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for x € §(G), where G denotes the distribution function of Y. Notice that for any € > 0
and x e R

(X, <x}c{Y,<x+e}U(X,-Y,<—-€}Cc{Y,<x+e}lU{|X,—Y,|>€}.
Thus,
(C.2) F,(x) <G,(x+e)+P(X, - Y, > ¢).
Now assume that x € S(G), x + € € S(G). For n large enough we have
F,(x) <G(x+¢€) +2e.
Since x € S(G), for any ¢ > 0 and any n large enough, this implies
F,(x) <G(x)+6.

By turning around the roles of F,, and G, in (C.2) and changing x — x — €, we can also
get for n large enough

F,(x)>G(x—¢€)—¢,

implying finally that F,,(x) = G(x), x € S(G).
For the second part assume that X,, — X in probability and set ¥, = X. Then
X, — X in distribution by the first part. O

Corollary C.6. Given a sequence of R¢-valued random variables (X,) and an R%-
valued random variable X. Assume either of the following three conditions:

a) X, — X almost surely;
b) X, —» Xin LP(Q,F, P) for some p > 1;
c) X, — X in probability.

Then X, % X.

Proof. We already know by Lemma that a) and b) imply ¢). By Lemma [C.5] ¢)
implies convergence in distribution. O

Remark C.7. In fact, Corollary[C.6|c) can be partially inverted: if we have a sequence
of random variables X, —d——> Xo, then one can find a probability space (Q’, ¥, P’) and
random variables X, : Q' — RY with Py, = P}, n € Ny, such that X; — Xj in (P")
probability.

As a probabilistic property, weak convergence should be reflected by properties of
the characteristic functions.

Theorem C.8 (Lévy’s continuity theorem). Assume we are given a sequence u, of
probability measures on R?.

d _
(i) If there is a probability measure u with u, —— W, then the sequence [, con-
n—oo

verges (uniformly on compact sets) to 1.
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(ii) Conversely, assume that i, —— f pointwise for some function f : R? — C
n—oo
(partially) continuousﬂat 0. Then there is a probability measure y1 on (R?, B(RY))
— d
with f = u and w, — p.
n—oo

We skip the proof of this important theorem, since it relies on non-trivial results
from functional analysis regarding relative sequential compactness in the metric space
of probability measures.

Theorem C.9 (Central limit theorem). Let X,, be a sequence of i.i.d. random variables
taking values in (R?, B(RY)) and assume that u := E[X,] € R? and T = cov[X;] € R4

exist. Then
i Xi—pw)  a

\n n—

In particular, in the one-dimensional case, we can reformulate the result as

Z?=1(Xi W) d
\/EO' n—oo

N(Q,Z).

N(QO,1),

provided that o? = var[X;] > 0.

Proof. We first give the proof in dimension d = 1 for & > 0 — otherwise, there is
nothing to prove. For ease of notation, we assume that 4 = 0. Since X; is square
integrable, Theorem B.§]implies that

2
g
ox,(u) =1- 7142 + o(u?).

By Theorem (ii) the characteristic function of the scaled partial sum S := ﬁ S X
satisfies

2

. :n v () = an _w ) —i2/2
s (u) ];[‘Pﬁ(”) (‘PXI(\/ZU)) (1 2n+o(n )) —0e .

Since e~/? is the characteristic function of the standard normal distribution, Theo-
rem [C.8| gives the result. |

For the proof for the multi-dimensional case, we are going to use the following
auxiliary result.

Lemma C.10 (Cramér-Wold). Given a sequence X, of random variables in RY. Then
the sequence converges weakly to some random variable X if and only if for every
u € R? the sequence of one-dimensional random variables (u,X,) converges to some
random variable X". In that case, {u , X) has the same distribution as X".

Proof. We only need to prove that convergence of (u,X,) in distribution for every
u € RY implies weak convergence of the sequence X,. By Lévy’s continuity theorem,
we know that for every u € R? the sequence of functions

O x,) (1) = E["*] = o, (tu)

3This means that the functions x; — f(x) is continuous for every component i.
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converges to a continuous function f,(f). Clearly, there is a function f : R¢ — C such
that f,(r) = f(tu). Now take 1 <[ < d and u = ¢;. Again, by Theorem|[C.§ we have

1= £(0) = £.,(0) = lim £, (¢) = lim f(Ge))

implying partial continuity of f. Thus, we can appeal to Lévy’s continuity theorem for
the last time and get weak convergence of the sequence X,, to a random variable X with
characteristic function f.

Note that this, in turn, implies weak convergence of (u, X,,) to (u, X) because of
continuity of x - (u, x). O

Proof of the multi-dimensional part of Theorem|C.9 Now we assume that X, are d-
dimensional (again with ¢ = 0). By the one-dimensional version, we know that

Z;lzl <M7Xn> d
\n n—

where o-ﬁ = var[(u, X;)] = u” cov[X;]Ju forevery u € RY, By Lemma , this implies
weak convergence of \Lm ., Xi to some random variable X such that

N, a3),

YueRY: (u,X) ~ NO,u"Zu).

In particular, we obtain
ex(w) = E[¢ ] = e,

implying that X ~ N(0,%) by Theorem[B.2] m]

Remark C.11. The Berry-Esseen theorem gives a non-asymptotic quantitative bound
for the speed of convergence in the central limit theorem. Given i.i.d. real random
variables X, with E[X;] = 0 (w.l.o.g.) and var[X;] = 0% > 0 such that y=E [le |3] <
co. Once again, let S := (X + - - - + X,,)/(V/no). There is a universal constant C (i.e.,
a constant independent of the sequence X,, and the parameters) such that for all n € N

Cy
o3\n’

where ® denotes the c.d.f. of the standard normal distribution. The constant C is not
known, but one has an upper bound C < 0.4785.

sup |P(S* <x)- CD(x)| <
xeR

Remark C.12. The central limit theorem can be generalized to non-identically dis-
tributed independent families of (real) random variables (X,,). In this case, we say that
the central limit theorem holds if

YiaX;—EX;D 4

J 2o varlX;] e

It turns out that the relevant sufficient condition for the central limit theorem is lim,,_,, L,(€) =
0 for every € > 0, where

N(, 1).

l n
(C3) Lu(e) = f (x = E[X, 1) Px,(dx)
2 ; [|X—E[Xj]|265n} ! X

S 4=
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with 2 := Z';:l var[X,,]. This condition is known as Lindeberg’s condition. Moreover,
Lindeberg’s condition is rather sharp. Indeed, if the central limit theorem holds and the
random variables satisfy Feller’s condition, i.e.,

var[X;
lim ( max [ ]]) =0,
j=1,...n Sn

then they satisfy Lindeberg’s condition.
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