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Abstract

We examine the role of nonlinear autocorrelations in the convergence to the Gaus-
sian equilibrium and put forward an attempt to generalize the central limit theorem.
Our results are illustrated with data coming from the British pound-US dollar rate.
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1 Introduction

We have previously suggested that scaling power laws associated with trun-
cated Lévy flights (TLFs) [1] can be explained on the basis of particular fea-
tures of autocorrelation in data [2]. Another interesting property of the TLF
is a sluggish convergence to a Gaussian, observed in real data. Here we discuss
the role of nonlinear autocorrelations in the convergence of the process and
employ data from the British pound-US dollar rate to illustrate our point.

The paper is organized as follows. Section 2 presents our novel results. Section
3 exemplifies them, and Section 4 concludes.
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2 Autocorrelation and the sum of stochastic variables

Consider the sum of random variables z;, i.e.:

n
=1

with zero mean for z;. Lévy [3] shows that, for reduced variables 7 = x/, /12
(where po is the variance of x), the characteristic function (CF) v(z) of a
process with finite second moments can be written as ¥ (z) = e‘z2(1+w(z))/2,
w(0) = 0. For the CF of x; we can thus write

bi(2) = e~ BFrwi(uif’2)

For S,,, the CF is
U, (2) = e BP0H0,0)

where v,5 is the variance of 5,. The statistical moments of order p of x;
and S, are p; =< z¥ > and v,, =< SP > respectively. Also consider that

Tnp = D24 Mip-

For independent variables it holds true that U, (z) = v¥1(z)---¥,(z) . But
this does not hold for autocorrelated processes. Here we focus on a class of
autocorrelated processes for which the CF of the sum variable S, is such that

Un(2) = Cul2)1(2) - - Un(2) (1)

where C),(z) = 1 for an independent process.

Expanding the CF of x; in series obtains

Z2 23
’17/)2(2) = 1+§Mi222+§ﬂi323+--- (2)
We assume that
22
Cu(z) = € T 20 Wal) =1 4 Cp® + Cra?® + - (3)

We can do the same for the CF of S,. Performing the expansion of U, (z)
gives:

2
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U, (2) =1+ Eyngzz + 51/,1323 +--- (4)



Plugging (2), (3) and (4) in (1), and comparing equal order terms we obtain:

Cn2 = _§(Vn2 - Un2)7

1
Cn3 = _i(VnB - Un3>7

1 1

Cha = Z(VM — Opg) — ﬁ(gnz(’/m — On2) + ) (5)

n—1

where v, = 375 Y0y paaptye. If we write Wi (2) = iWoiz + Wip2® + O(2°),
from (3) and (5) one obtains

1 1
Wnl - g(ynf% - Un3)a Wn2 - Z(VnQ - Un2)2 - 20n4 (6)

Plugging (5) and (6) back in the CF of S, yields

_122(1/"24' — Mz’zwi(lﬁy%)*‘wn(z))
\IIn(Z) —e 2 szl 12

After writing the CF of the reduced variable as

. 122 (1 )0l ()

U,(z)=e
and reminding that
- z
Vna2
one has
(1) 1 ¢ Hi2 \1/2
Q,7(2) = —Zﬂmwz’ (=)=
VUn2 i=1 VUn2
Q(z)(z) — LWn o (8)
" Vn2 1/1142

Function Q) matches the one for uncorrelated series, i.e. as n — oo it ap-
proaches w(0) = 0 according to the central limit theorem (CLT). Term Q?)(2)
is related to the autocorrelations. It gives precisely the CF of the sum vari-
able, which in turn can be used to obtain the probability distribution function

(PDF) as n — oo. This generalizes the CLT for autocorrelated processes as
in (1).



Now we relate (%) (2) to nonlinear correlation terms, which can be captured
by

n

<pw2-cpE >a= y, (<all-alt > —<all > <t >) (9)

11 Tk
i1,

where plgj “Dp are posmve integers, and i; # iy # - # 1. After writing

Q2 =) + Qn2 2? it can be shown that

lvy,s — o 1<111 >, 43 <12 >
Q1(12) _ = n3 n3 _ = n n 10
R I B¢ i

1 o2 1 Vpa — Opg — 07,
Q i _Zn2 n n n _ 11
1<1 022) 1 <1111 >, 46 <112 >, +4 < 13 >, +3 <22 >,
4 V2, 12 V2,

where Qfl) and Q%) are functions of third- and fourth-order autocorrelations
respectively.

Due to the presence of nonlinear correlations, 0 1 and /or 0% n5 may remain
bounded above zero as n becomes larger. From these results it turns out that
the limit distribution may not be a Gaussian. Furthermore, a suitable measure
of the distance of a PDF to the Gaussian can be defined as follows. Given an
arbitrary process with finite variance and moments p, =< a7 >, let the CF
of the reduced variable be written as

zﬁ(z) _ efz2(1+W(z))/2

For a given 9, the distance between a given distribution f and the Gaussian
can then be estimated as

5
D(f,Gauss) = /\/WT(Z)Q + W, (2)2dz (12)
5

Expression W (z) = W,(z) +1W,(z) can be expanded in series to give [2]
22

Wi(z) = —5 K +O(=),

W,(2) = gszg +O()



where

K = ,u_42 -3
2
is the kurtosis and
Sk = Hs
po3/?

is the skewness. Thus the leading terms in €2, are the kurtosis and skewness
of the sum variable S,,. After remembering that such quantities are zero for a
Gaussian, our results mean that the distance to the Gaussian is given by how
far K and Sk are from zero, which sounds quite reasonable.

It has to be said that the data analysis is carried out by assuming a sta-
tionary process. This is particularly needed for the second moment to exist.
Stationarity of the process is also implicitly presumed when the correlation
structure between x(t) and x(t + k) is assumed to be the same, regardless of ¢
and depending only on the lag k. And here it would really make sense average
these values. Thus our methodology considers in particular stationary pro-
cesses with long memory correlation structure. We leave for future research
the issue of what is going on with conditionally heteroscedastic series that
show volatility clusters.

3 Applications

Now we illustrate our approach with data coming from the daily variations
of the British pound-US dollar rate. The data set contains 8033 data points,
covering the time period from 1 April 1971 to 1 September 2003. We take
returns Z rather than raw data as our stochastic variable, i.e.

Za(t) =Y (t+ At) — Y (1)
where Y'(t) is a rate at day ¢. Note that Zx,(t) = S, and At = n.

Fig. 1 shows the curve of (12) for = 1. It can be seen that the function is
somewhat constrained to some real value which prevents termalization (w(0) =
0) to take place.

Fig. 2(a) presents the kurtosis and Fig. 2(b) the skewness. These are the
leading terms in the expansion of w(z). The curve of an IID process is shown
for comparison. The skewness is clearly constrained to some real value; this
in turn limits Q% and then 02 = 0% 21+ 0%) 22, From (8) we conclude that

the system cannot converge to the Gaussian in the time window from 1 until
500 trading days.

Figs. 3(a) and 3(b) present 02 and 0. From (8) and (11) it can be seen
that when Q2 — ¢ # 0 the limit distribution is not Gaussian. From Figs.



3 one cannot say for sure that this is the case of our example, because we
have stopped at n = 500. However, the fact that Q® is always different from
zero in that time window do provide an explanation for the slow convergence
in terms of nonlinear autocorrelations and the behavior of the kurtosis and
skewness.

4 Conclusions

This paper examines the role of statistical autocorrelations in the conver-
gence to the Gaussian equilibrium by focusing on the characteristic function;
incidentally we generalize the central limit theorem. We explain the slow con-
vergence in terms of both nonlinear autocorrelations and the behavior of the
kurtosis and skewness. Our results are endorsed by exchange rate data from
the pound-dollar daily returns.
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Fig. 1. (a) Distance to Gaussian distribution versus n (in trading days)
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Fig. 2. (a) Behavior of the kurtosis for daily returns and an IID process. (b) Behavior
of the skewness for daily returns and an IID process
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Fig. 3. (a) Norm of Qgﬂ) versus n. (b) Norm of 91(12) versus n
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