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Chapter 1

Probability spaces

1.1 o-algebras and information

We begin with some notation and terminology. The symbol {2 denotes a generic non-empty
set; the power of Q, denoted by 2%, is the set of all subsets of Q. If the number of elements
in the set 2 is M € N, we say that () is finite. If 2 contains an infinite number of elements
and there exists a bijection (2 <> N, we say that (2 is countably infinite. If () is neither finite
nor countably infinite, we say that it is uncountable. An example of uncountable set is the
set R of real numbers. When €2 is finite we write 2 = {wy,wa, ..., war}, or @ = {wk k=1, M-
If Q is countably infinite we write {2 = {wy }ren. Note that for a finite set Q with M elements,
the power set contains 2 elements. For instance, if Q = {9, 1,$}, then

2% = {0,{O}, {1}, {8}. {9V, 1}1.{©. 8}, {1,8}, {9V, 1,8} = o},

which contains 22 = 8 elements. Here () denotes the empty set, which by definition is a
subset of all sets.

Within the applications in probability theory, the elements w € €2 are called sample
points and represent the possible outcomes of a given experiment (or trial), while the sub-
sets of € correspond to events which may occur in the experiment. For instance, if the
experiment consists in throwing a dice, then Q = {1,2,3,4,5,6} and A = {2,4,6} identifies
the event that the result of the experiment is an even number. Now let 2 = Qp,

QN:{(717---77N>7 Tk E{HvT}}:{HvT}N7 (1'1)

where H stands for “head” and T stands for “tail”. Each element w = (y1,...,7n8) € Qn
is called a N-toss and represents a possible outcome for the experiment “tossing a coin N
consecutive times”. Evidently, Qy contains 2V elements and so 2~ contains 22" elements.
We show in Appendix 1.A at the end of the present chapter that {2,.—the sample space for
the experiment “tossing a coin infinitely many times”—is uncountable.

A collection of events, e.g., {A1, As, ...} C 29 is also called information. To understand
the meaning of this terminology, suppose that the experiment has been performed and we
observe that the events Aj, As,... have occurred. We may then use this information to
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restrict the possible outcomes of the experiment. For instance, if we are told that in a 5-toss
the following two events have occurred:

1. there are more heads than tails
2. the first toss is a tail
then we may conclude that the result of the 5-toss is one of
(IH,H,H,H), (I\T,H,H,H), (T,H,T,H,H), (TH,H,T,H), (IH,H,H,T).
If in addition we are given the information that

3. the last toss is a tail,

then we conclude that the result of the 5-toss is (T, H, H, H,T).

The power set of the sample space provides the total accessible information and
represents the collection of all the events that can be resolved (i.e., whose occurrence can
be inferred) by knowing the outcome of the experiment. For an uncountable sample space,
the total accessible information is huge and it is typically replaced by a subclass of events
F C 2%, which is imposed to form a o-algebra.

Definition 1.1. A collection F C 2% of subsets of Q is called a o-algebra (or o-field) on
Q if

(i) O € F;
(i) Ac F= A ={weQ:w¢ A} € F;
(iii) Ur—, Ax € F, for all {Ag}ren C F.
If G is another o-algebra on ) and G C F, we say that G is a sub-c-algebra of F.

Exercise 1.1. Let F be a o-algebra. Show that Q € F and that NgenAx € F, for all
countable families { Ay }ren C F of events.

Exercise 1.2. Let Q = {1,2,3,4,5,6} be the sample space of a dice roll. Which of the
following sets of events are o-algebras on Q2%

1. {0,{1},{2,3,4,5,6},0Q},
2. {0,{1},{2},{1,2},{1,3,4,5,6},{2,3,4,5,6},{3,4,5,6},Q},
3. {0,{2},{1,3,4,5,6},Q}.

Exercise 1.3 (e). Prove that the intersection of any number of o-algebras (including un-
countably many) is a o-algebra. Show with a counterexample that the union of two o-algebras
18 not necessarily a o-algebra.



Remark 1.1 (Notation). The letter A is used to denote a generic event in the o-algebra.

If we need to consider two such events, we denote them by A, B, while N generic events are
denoted Ay, ..., Ay.

Let us comment on Definition 1.1. The empty set represents the “nothing happens”
event, while A¢ represents the “A does not occur” event. Given a finite number A;,..., Ay
of events, their union is the event that at least one of the events Aq,..., Ay occurs, while
their intersection is the event that all events Aq,..., Ay occur. The reason to include the
countable union/intersection of events in our analysis is to make it possible to “take limits”
without crossing the boundaries of the theory. Of course, unions and intersections of infinitely
many sets only matter when €2 is not finite.

The smallest o-algebra on Q is F = {{), Q}, which is called the trivial o-algebra. There
is no relevant information contained in the trivial o-algebra. The largest possible o-algebra
is F = 29, which contains the full amount of accessible information. When € is countable,
it is common to pick 29 as o-algebra of events. However, as already mentioned, when €
is uncountable this choice is unwise. A useful procedure to construct a o-algebra of events
when (2 is uncountable is the following. First we select a collection of events (i.e., subsets of
), which for some reason we regard as fundamental. Let O denote this collection of events.
Then we introduce the smallest o-algebra containing O, which is formally defined as follows.

Definition 1.2. Let O C 2. The o-algebra generated by O is
Fo = ﬂ{]::]:C 2% is a o-algebra and O C ]:},

i.e., Fo 1s the smallest o-algebra on € containing O.

Recall that the intersection of any number of g-algebras is still a o-algebra, see Exer-
cise 1.3, hence Fp is a well-defined o-algebra. For example, let Q = R? and let O be the
collection of all open balls:

O = {B.(R)}r>04crt » where B,(R) ={y € R*: |z —y| < R}.

The o-algebra generated by O is called Borel g-algebra and denoted B(R?). The elements
of B(R?) are called Borel sets.

Remark 1.2 (Notation). The Borel o-algebra B(R) plays an important role in these notes,
so we shall use a specific notation for its elements. A generic event in the o-algebra B(R)
will be denoted U; if we need to consider two such events we denote them by U, V', while
N generic Borel sets of R will be denoted Uy, ... Uy. Recall that for general o-algebras, the
notation used is the one indicated in Remark 1.1.

The o-algebra generated by O has a particular simple form when O is a partition of €.

Definition 1.3. Let I C N. A collection O = {Ay}rer of non-empty subsets of 2 is called
a partition of Q2 if

(i) the events {Ay}rer are disjoint, i.e., A; N Ay =0, for j #k;

5



(i) Uper Ax = Q.
If I is a finite set we call O a finite partition of €.

Note that any countable sample space 2 = {wy }ren is partitioned by the atomic events
Ay, = {wy}, where {wy} identifies the event that the result of the experiment is exactly wy.

Exercise 1.4. Show that when O is a partition, the o-algebra generated by O is given by
the set of all subsets of Q@ which can be written as the union of sets in the partition O (plus
the empty set, of course).

Exercise 1.5. Find the partition of Q = {1,2,3,4,5,6} that generates the o-algebra 2 in
Ezercise 1.2.

1.2 Probability measure

To any event A € F we want to associate a probability that A occurred.
Definition 1.4. Let F be a o-algebra on ). A probability measure is a function
P:F —10,1]
such that
(1) P(Q) = 1;

(ii) for any countable collection of disjoint events {Ax}ren C F, we have
P (U Ak> = P(Ay).
k=1 k=1

A triple (Q, F,P) is called a probability space.

The quantity P(A) is called probability of the event A; if P(A) = 1 we say that the
event A occurs almost surely, which is sometimes shortened by a.s.; if P(A) = 0 we say
that A is a null set. In general, the elements of F with probability zero or one will be called
trivial events (as trivial is the information that they provide). For instance, P(Q2) =1, i.e.,
the probability that “something happens” is one, and P()) = P(Q¢) = 1 —P(Q) = 0, i.e., the
probability the “nothing happens” is zero.

Exercise 1.6 (o). Prove the following properties:
1. P(A°) =1 —-P(A);
2. PLAUB) =P(A) +P(B) —P(AN B);
3. If AC B, then P(A) < P(B).



Exercise 1.7 (Continuity of probability measures (x)). Let {Ax}ren C F such that Ay C
Agiq, for all k € N. Let A = U Ay. Show that

klim P(Ax) =P(A).
Similarly, if now {Ag}tren C F such that Axi1 C Ay, for all k € N and A = NpAyg, show
that

lim P(Ag) = P(A).

k—o0

Let us see some examples of probability space.

e There is only one probability measure defined on the trivial o-algebra, namely P(()) = 0
and P(Q2) = 1.

e In this example we describe the general procedure to construct a probability space on
a countable sample space Q = {wy,ren. We pick F =2% and let 0 < p, < 1, k € N,
be real numbers such that -

Sh-t
k=1

We introduce a probability measure on F by first defining the probability of the atomic
events {wi}, {wa}, ... as
P({wk}) = Dk, k € N.

Since every (non-empty) subset of 2 can be written as the disjoint union of atomic
events, then the probability of any event can be inferred using the property (ii) in the
definition of probability measure, e.g.,

P({wr, w3, ws}) = P({wi} U {ws} U {ws})
=P({wi}) + P({ws}) + P({ws}) = p1 + p3 + ps.

In general we define

P(A) = > p, A€2?

kiwg €A

while P(0) = 0.

e As a special case of the previous example we now introduce a probability measure on
the sample space Qx of the N-coin tosses experiment. Given 0 < p < 1 and w € Qy,
we define the probability of the atomic event {w} as

P({w}) = p"n (1 — p)Nr), (1.2)
where Ny (w) is the number of H in w and Np(w) is the number of T in w (Ny(w) +

Nr(w) = N). We say that the coin is fair if p = 1/2. The probability of a generic
event A € F = 2 is obtained by adding up the probabilities of the atomic events
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whose disjoint union forms the event A. For instance, assume N = 3 and consider the
event
“The first and the second toss are equal”.

Denote by A € F the set corresponding to this event. Then clearly A is the (disjoint)
union of the atomic events

{(H, H, 1)}, {(HHT)}, {(T,T,1)}, {(T,T, H)}.
Hence,

P(A) =P({(H,H,H)}) + P{(H, H,T)}) + P({(T, T, T)}) + P({(T, T, H)})
=p’+p'(1=p)+ (1 =p°+(1—-p)°p=2p"—2p+1.

e Let f:R — [0,00) be a measurable function! such that

/Rf(x) dx = 1.

P(U) = /Uf@) da, (1.3)

defines a probability measure on B(R).

Then

Remark 1.3 (Riemann vs. Lebesgue integral). The integral in (1.3) must be understood
in the Lebesgue sense, since we are integrating a general measurable function over a general
Borel set. If f is a sufficiently regular (say, continuous) function, and U = (a,b) C R is
an interval, then the integral in (1.3) can be understood in the Riemann sense. Although
this last case is sufficient for most applications in finance, all integrals in these notes should
be understood in the Lebesgue sense, unless otherwise stated. The knowledge of Lebesgue
integration theory is however not required for our purposes.

Exercise 1.8 (e). Prove that ) P({w}) =1, where P({w}) is given by (1.2).

wENN

Equivalent probability measures

A probability space is a triple (€2, F,P) and if we change one element of this triple we get
a different probability space. The most interesting case is when a new probability measure
is introduced. Let us first show with an example (known as Bertrand’s paradox) that
there might not be just one “reasonable” definition of probability measure associated to a
given experiment. We perform an experiment whose result is a pair of points p,q on the
unit circle C' (e.g., throw two balls in a roulette). The sample space for this experiment is
Q ={(p,q) : p,qg € C}. Let T be the length of the chord joining p and ¢q. Now let L be

ISee Section 2.1 for the definition of measurable function.



L 1/2
T
N% N
q
(a) P(A) =1/3 (b) P(A) = 1/4

Figure 1.1: The Bertrand paradox. The length T of the cord pq is greater then L.

the length of the side of a equilateral triangle inscribed in the circle C'. Note that all such
triangles are obtained one from another by a rotation around the center of the circle and
all have the same sides length L. Consider the event A = {(p,q) € Q : T > L}. What
is a reasonable definition for P(A)? From one hand we can suppose that one vertex of the
triangle is p, and thus T will be greater than L if and only if the point ¢ lies on the arch
of the circle between the two vertexes of the triangle different from p, see Figure 1.1(a).
Since the length of such arc is 1/3 the perimeter of the circle, then it is reasonable to define
P(A) = 1/3. On the other hand, it is simple to see that 7" > L whenever the midpoint m of
the chord lies within a circle of radius 1/2 concentric to C, see Figure 1.1(b). Since the area
of the interior circle is 1/4 the area of C, we are led to define P(A) = 1/4.

Whenever two probabilities are defined for the same experiment, we shall require them
to be equivalent, in the following sense.

Definition 1.5. Given two probability spaces (0, F,P) and (2, F, ]T”), the probability mea-
sures P and P are said to be equivalent if P(A) =0 < P(A) = 0.

A complete characterization of the probability measures P equivalent to a given P will
be given in Theorem 3.3.

Conditional probability

It might be that the occurrence of an event B makes the occurrence of another event A more
or less likely. For instance, the probability of the event A = {the first two tosses of a fair
coin are both head} is 1/4; however if know that the first toss is a tail, then P(A) = 0, while
P(A) = 1/2 if we know that the first toss is a head. This leads to the important definition
of conditional probability.



Definition 1.6. Given two events A, B such that P(B) > 0, the conditional probability

of A given B is defined as
P(AN B)

P(B)
To justify this definition, let Fz = {A N B}acr, and set

P(A|B) =

Pp(-) = P(|B). (1.4)

Then (B, Fg,Pg) is a probability space in which the events that cannot occur simultaneously
with B are null events. Therefore it is natural to regard (B, Fg,Pg) as the restriction of the
probability space (€2, F,P) when B has occurred.

If P(A|B) = P(A), the two events are said to be independent. The interpretation is the
following: if two events A, B are independent, then the occurrence of the event B does not
change the probability that A occurred. By Definition 1.4 we obtain the following equivalent
characterization of independent events.

Definition 1.7. Two events A, B are said to be independent if P(AN B) = P(A)P(B). In
general, the events Aq,..., Ay (N > 2) are said to be independent if, for all 1 < ky < ky <
s < kyy <N, we have

P(Ap, NN Ag,) = [[P(A,).
j=1

Two o-algebras F,G are said to be independent if A and B are independent, for all A € G
and B € F. In general the o-algebras Fi,...,Fny (N > 2) are said to be independent if
Ay, Ay, ..., AN are independent events, for all Ay € Fi,..., Ay € F,.

Note that if F,G are two independent g-algebras and A € F NG, then A is trivial. In
fact, if A € FNG, then P(A) = P(ANA) =P(A)%. Hence P(A) = 0 or 1. The interpretation
of this simple remark is that independent o-algebras carry distinct information.

Exercise 1.9 (o). Given a fair coin and assuming N is odd, consider the following two
events A, B € Qy:

A = “the number of heads is greater than the number of tails”,

B = “The first toss is a head”.

Use your intuition to guess whether the two events are independent; then verify your answer
numerically (e.g., using Mathematica).

1.3 Filtered probability spaces

Consider again the N-coin tosses probability space. Let Ay be the event that the first toss is
a head and Ay the event that it is a tail. Clearly Ap = A, and the o-algebra F; generated
by the partition { Ay, Ar}is F; = {Ay, A7, Q,0}. Now let Ayy be the event that the first 2
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tosses are heads, and similarly define Agr, Argy, Arr. These four events form a partition of
Qn and they generate a o-algebra F, as indicated in Exercise 1.4. Clearly, F; C F5. Going
on with three tosses, four tosses, and so on, until we complete the N-toss, we construct a
sequence

fleQC"'CFN:2QN

of o-algebras. The o-algebra Fj contains all the events of the experiment that depend on
(i.e., which are resolved by) the first k tosses. The family {Fj}r—1 .~ of o-algebras is an
example of filtration.

Definition 1.8. A filtration is a one parameter family {F(t)}i>0 of o-algebras such that
F(t) CF forallt >0 and F(s) C F(t) for all s <t. A quadruple (Q, F,{F(t)}i>0,P) is
called a filtered probability space.

In our applications t stands for the time variable and filtrations are associated to exper-
iments in which “information accumulates with time”. For instance, in the example given
above, the more times we toss the coin, the higher is the number of events which are resolved
by the experiment, i.e., the more information becomes accessible.

1.A Appendix: The oo-coin tosses probability space

In this appendix we outline the construction of the probability space for the oo-coin tosses
experiment. The sample space is

Qoo = {W = (Vn)neN, Tn € {H7 T}}

Let us show first that €2 is uncountable. We use the well-known Cantor diagonal argu-
ment. Suppose that (), is countable and write

Qoo = {Wk}keN- (1-5)

Each wy, € Q is a sequence of infinite tosses, which we write as wy, = (yj(k))jeN, where yﬁk)

is either H or T', for all 7 € N and for each fixed k € N. Note that (fy](-k))L%N is an “oo X 00”
matrix. Now consider the oo-toss corresponding to the diagonal of this matrix, that is

© = (Ym)men,  Tm = %(nm), for all m € N.

Finally consider the oco-toss w which is obtained by changing each single toss of @, that is to
say

W = (Vm)men, wherey,, = H if 4, =T, and ~,, = T if 4, = H, for all m € N.

It is clear that the oco-toss w does not belong to the set (1.5). In fact, by construction, the
first toss of w is different from the first toss of wq, the second toss of w is different from the
second toss of wy, ..., the n® toss of w is different from the n* toss of w,, and so on, so
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that each co-toss in (1.5) is different from w. We conclude that the elements of €, cannot
be listed as they were comprising a countable set.

Now, let N € N and recall that the sample space €2y for the N-tosses experiment is given
by (1.1). For each w = (71,...,7n) € Qn we define the event A; C Qo by

Ao ={w=(Y)nen 7 =% j=1,...,N},

i.e., the event that the first N tosses in a oo-toss be equal to (91,...,79n). Define the
probability of this event as the probability of the N-toss w, that is

Po(Ag) = pNr@ (1 — p)Nr@),

where 0 < p < 1, Ny(@) is the number of heads in the N-toss w and Np(w) = N — Ny (w)
is the number of tails in @, see (1.2). Next consider the family of events

Uy = {As}ocay C 27>,

It is clear that Uy is, for each fixed N € N, a partition of €2,,. Hence the o-algebra
Fn = Fuy is generated according to Exercise 1.4. Note that Fy contains all events of (2
that are resolved by the first N tosses. Moreover Fy C Fyi1, that is to say, {Fn}yen is
a filtration. Since Py is defined for all A; € Uy, then it can be extended uniquely to the
entire Fy, because each element A € Fy is the disjoint union of events of Uy (see again
Exercise 1.4) and therefore the probability of A can be inferred by the property (ii) in the
definition of probability measure, see Definition 1.4. But then Py extends uniquely to

Fo=J Fn.

NeN

Hence we have constructed a triple (Qu, Foo,Po). Is this triple a probability space? The
answer is mo, because JF,, is not a g-algebra. To see this, let A, be the event that the
k'™ toss in a infinite sequence of tosses is a head. Clearly A, € F, for all k and therefore
{Ag}tren C Foo. Now assume that F., is a o-algebra. Then the event A = UpA; would
belong to F,, and therefore also A¢ € F.,. The latter holds if and only if there exists N € N
such that A € Fy. But A€ is the event that all tosses are tails, which of course cannot be
resolved by the information Fy accumulated after just N tosses. We conclude that F is
not a o-algebra. In particular, we have shown that F, is not in general closed with respect
to the countable union of its elements. However it is easy to show that F., is closed with
respect to the finite union of its elements, and in addition satisfies the properties (i), (ii) in
Definition 1.4. This set of properties makes F,, an algebra. To complete the construction
of the probability space for the co-coin tosses experiment, we need the following deep result.

Theorem 1.1 (Caratheédory’s theorem). Let U be an algebra of subsets of Q0 and Py :
U — [0,1] a map satisfying Po(Q) = 1 and Po(UN,A;) = SN Po(A;), for every finite
collection { Ay, ..., Ay} CU of disjoint sets*. Then there exists a unique probability measure
P on Fy such that P(A) = Po(A), for all A € U.

2Py is called a pre-measure.
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Hence the map Py : Foo — [0, 1] defined above extends uniquely to a probability measure
P defined on F = Fx_. The resulting triple (2, F,P) defines the probability space for the
oo-tosses experiment.

1.B Appendix: Solutions to selected problems

Exercise 1.3. Since an event belongs to the intersection of o-algebras if and only if it
belongs to each single o-algebra, the proof of the first statement is trivial. As an example
of two o-algebras whose union is not a o algebra, take 1 and 3 of Exercise 1.2.

Exercise 1.6. Since A and A° are disjoint, we have
1=PQ)=P(AUA°) =P(A) + P(A°) = P(A°) =1 - P(A).

To prove 2 we notice that AU B is the disjoint union of the sets A\ B, B\ Aand ANB. It
follows that
P(AUB)=P(A\ B)+P(B\ A) +P(ANDB).

Since A is the disjoint union of AN B and A\ B, we also have
P(A) =P(ANnB)+P(A\ B)

and similarl
' P(B)=P(BNA)+P(B\A). (1.6)

Combining the three identities above yields the result. Moreover, from (1.6) and assuming
A C B, we obtain P(B) =P(A) + P(B \ A) > P(A), which is claim 3.

Exercise 1.8. Since for all k = 0, ..., N the number of N-tosses w € Qy having Ng(w) = k
is given by the binomial coefficient

then
N (w) Nr(w) N p M)
S R = ¥ o0 -pn - a-pt 3 (1)
weQN wen weQN
N k
N p
= (1 —=p)V -
-2 (3) (75)
k=0
By the binomial theorem, (14 a)N =31, ()a*, hence
N
PQ) = S PHw}) =(1- N(HL) =1
@)= SN =0-n" (102

13



K(N)

N
o
I
o
(o2}
o
[00}
o
=
o
o

Figure 1.2: A numerical solution of Exercise 1.9 for a generic odd natural number N.

Exercise 1.9. We expect that P(A|B) > P(A), that is to say, the first toss being a head
increases the probability that the number of heads in the complete N-toss will be larger than
the number of tails. To verify this, we first observe that P(A) = 1/2, since N is odd and
thus there will be either more heads or more tails in any N-toss. Moreover, P(A|B) = P(C),
where C' € Qy_; is the event that the number of heads in a (N — 1)-toss is larger or equal
to the number of tails. Letting k be the number of heads, P(C) is the probability that
k€ {(N—1)/2,...,N —1}. Since there are (", ') possible (N — 1)-tosses with k-heads,
then

N-1 k N-1—k N-1

N -1 1 1 1 N -1

PO = D ( k )(5) (5) 2N 2 ( k )
k=(N—1)/2 k=(N—1)/2

Thus proving the statement for a generic odd N is equivalent to prove the inequality

N-1

K(N) = 2N11 > (Nk_l) > %

k=(N—1)/2

A “numerical proof” of this inequality is provided in Figure 1.2. Note that the function
K(N) is decreasing and converges to 1/2 as N — oo,

14



Chapter 2

Random variables and stochastic
processes

Throughout this chapter we assume that (2, F, {F(t) }+>0,P) is a given filtered probability
space.

2.1 Random variables

In many applications of probability theory, and in financial mathematics in particular, one
is more interested in knowing the value attained by quantities that depend on the outcome
of the experiment, rather than knowing which specific events have occurred. Such quantities
are called random variables.

Definition 2.1. A map X : Q@ — R is called a (real-valued) random variable if {X €
U} e F, for allU € B(R), where

{XeU}l={we: X(w) eU}

is the pre-image of the Borel set U. If there exists ¢ € R such that X(w) = ¢ almost surely,
we say that X is a deterministic constant.

Occasionally we shall also need to consider complex-valued random variables. These are
defined as the maps Z : 2 — C of the form Z = X +1Y, where X, Y are real-valued random
variables and i is the imaginary unit (i = —1). Similarly a vector valued random variable
X = (X1,...,Xy) : © — RY can be defined by simply requiring that each component
X; : 2 = R is a random variable in the sense of Definition 2.1.

Remark 2.1 (Notation). A generic real-valued random variable will be denoted by X. If we
need to consider two such random variables we will denote them by X, Y, while IV real-valued
random variables will be denoted by Xi,..., Xxy. Note that (Xi,...,Xy) : Q = RV is a
vector-valued random variable. The letter Z is used for complex-valued random variables.
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Remark 2.2. Equality among random variables is always understood to hold up to a null
set. That is to say, X =Y always means X =Y a.s., for all random variables X, Y : Q — R.

Random variables are also called measurable functions, but we prefer to use this
terminology only when 2 = R and F = B(R). Measurable functions will be denoted by small
Latin letters (e.g., f,g,...). If X is a random variable and Y = f(X) for some measurable
function f, then Y is also a random variable. We denote P(X € U) = P{X € U})
the probability that X takes value in U € B(R). Moreover, given two random variables
X,Y : Q — R and the Borel sets U, V', we denote

PXelUY eV)=P{X eU}n{Y eV},

which is the probability that the random variable X takes value in U and Y takes value in
V. The generalization to an arbitrary number of random variables is straightforward.

As the value attained by X depends on the result of the experiment, random variables
carry information, i.e., upon knowing the value attained by X we know something about the
outcome w of the experiment. For instance, if X (w) = (—1)“, where w is the result of tossing
a dice, and if we are told that X takes value 1, then we infer immediately that the dice roll
is even. The information carried by a random variable X forms the o-algebra generated by
X, whose precise definition is the following.

Definition 2.2. Let X : 2 — R be a random variable. The o-algebra generated by X is
the collection o(X) C F of events given by

o(X)={AeF: A={X e U}, for someU € B(R)}.

If G C F is another o-algebra of subsets of Q and o(X) C G, we say that X is G-
measurable. IfY : Q — R is another random variable and o(Y) C o(X), we say that
Y is X-measurable

Exercise 2.1 (o). Prove that o(X) is a o-algebra.

Thus o(X) contains all the events that are resolved by knowing the value of X. The
interpretation of X being G-measurable is that the information contained in G suffices to
determine the value taken by X in the experiment. Note that the o-algebra generated by a
deterministic constant consists of trivial events only.

Definition 2.3. The o-algebra o(X,Y) generated by two random variables X, Y : Q — R
is the smallest o-algebra containing o(X) U o(Y), that is to say' o(X,Y) = Fo, where
O =0o(X)Ua(Y), and similarly for any number of random variables.

If Y is X-measurable then o(X,Y) = o(X), i.e., the random variable Y does not add
any new information to the one already contained in X. Clearly, if Y = f(X) for some
measurable function f, then Y is X-measurable. It can be shown that the opposite is also

1See Definition 1.2.
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true: if o(Y) C o(X), then there exists a measurable function f such that Y = f(X) (see
Prop. 3 in [18]). The other extreme is when X and Y carry distinct information, i.e., when
o(X)No(Y) consists of trivial events only. This occurs in particular when the two random
variables are independent.

Definition 2.4. Let X : Q2 — R be a random variable and G C F be a sub-c-algebra. We
say that X is independent of G if 0(X) and G are independent in the sense of Definition 1.7.
Two random variables X,Y : Q@ — R are said to be independent random variables
if the o-algebras o(X) and o(Y) are independent. More generally, the random variables
X1, ..., Xn are independent if 0(X1),...,0(Xy) are independent o-algebras.

In the intermediate case, i.e., when Y is neither X-measurable nor independent of X, it
is expected that the knowledge on the value attained by X helps to derive information on
the values attainable by Y. We shall study this case in the next chapter.

Exercise 2.2 (o). Show that when XY are independent random variables, then o(X)No(Y)
consists of trivial events only. Show that two deterministic constants are always indepen-
dent. Finally assume Y = g(X) and show that in this case the two random variables are
independent if and only if Y is a deterministic constant.

Exercise 2.3. Which of the following pairs of random variables X,Y : Qny — R are indepen-
dent? (Use only the intuitive interpretation of independence and not the formal definition.)

1. X(w) = Np(w); Y(w) =1 if the first toss is head, Y (w) = 0 otherwise.

2. X(w) =1 if there exists at least a head in w, X(w) = 0 otherwise; Y (w) = 1 if there
ezists exactly a head in w, Y(w) = 0 otherwise.

3. X(w) = number of times that a head is followed by a tail; Y (w) = 1 if there exist two
consecutive tail in w, Y(w) = 0 otherwise.

Theorem 2.1. Let Xy,..., Xy be independent random variables. Let us divide the set
{X1,..., XN} into m separate groups of random variables, namely, let

(X1, Xy = { X0 ten U{ Xk troer, U U{ Xk, b et

where {I1, Iy, ... I,} is a partition of {1,...,N}. Let n; be the number of elements in the
set I;, so that ny +no + ---+mn,, = N. Let g1,...,9m be measurable functions such that
g; : R" — R. Then the random variables

Y) = gl((Xkl)k1611)7 Yo = QZ((sz)k2612)7 Yo = gm((ka)k'meIm)
are 1ndependent.

For instance, in the case of N = 2 independent random variables X, X5, Theorem 2.1
asserts that ) = g(X;) and Y3 = f(X3) are independent random variables, for all measurable
functions f,g : R — R.

Exercise 2.4 (o). Prove Theorem 2.1 for the case N = 2.
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Simple and discrete Random Variables

A special role is played by simple random variables. The simplest possible one is the indica-
tor function of an event: Given A € F, the indicator function of A is the random variable
that takes value 1 if w € A and 0 otherwise, i.e.,

1, weA,
]IA(W):{ 0, we A"

Obviously, o(I4) = {A, A, 0,Q}.

Definition 2.5. Let {Ay}x—1... n C F be a family of disjoint events and ay, . . ., ay be distinct
real numbers. The random wvariable

N
X =) ayly,
k=1

1s called a simple random variable. If N = oo in this definition, we call X a discrete
random variable.

Thus a simple random variable X can attain only a finite number of values, while a
discrete random variable X attains countably infinite many values?. In both cases we have

0, if z ¢ Im(X),
]P)(X - l’) - { P(Ak), lfl‘ = ag,

where Im(X) = {z € R: X(w) = z, for some w € Q} is the image of X. We remark that
most references do not assume, in the definition of simple random variable, that the sets
Aq,..., Ay should be disjoint. We do so, however, because all simple random variables
considered in these notes satisfy this property and because the sets Ay, ..., Ay can always
be re-defined in such a way that they are disjoint, without modifying the image of the simple
random variable, see Exercise 2.5. Similarly the condition that aq, ..., ay should be distinct
can be removed from the definition of simple random variable.

Exercise 2.5 (o). Let a random variable X have the form

M
X = blp,,
k=1

for some non-zero by, ..., by € R and By, ... By € F. Show that there exists aq,...,ay € R
distinct and disjoint sets Ay, ... An € F such that

N
X =) aply,.
k=1

2Not all authors distinguish between simple and discrete random variables.
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Let us see two examples of simple/discrete random variables that appear in financial
mathematics (and in many other applications). A simple random variable X is called a
binomial random variable if

e Range(X)={0,1,...,N};
e There exists p € (0,1) such that P(X = k) = (})p*(1—p)¥ % k=1...,N.

For instance, if we let X to be the number of heads in a N-toss, then X is binomial. A
widely used model for the evolution of stock prices in financial mathematics assumes that
the price of the stock at any time is a binomial random variable (binomial asset pricing
model). A discrete random variable X is called a Poisson variable if

e Range(X) = NU{0};
_ e
k!

We denote by P(u) the set of all Poisson random variables with parameter p > 0.
The following important theorem shows that all non-negative random variables can be
approximated by a sequence of simple random variables.

e There exists p > 0 such that P(X = k) ,k=0,1,2,...

Theorem 2.2. Let X : Q — [0,00) be a random variable and let n € N be given. For
k=0,1,..n2" — 1, consider the sets

A= (X e [5r750) )

and for k = n2" let
An2”,n = {X > n}

-----

variables
n2m™

K@) =Y ol ()

k=0
Then 0 < 57 (w) < s3(w) < -+ < s (w) < 551 (w) < -0 < X(w), for allw € Q (ie., the
sequence {sX }nen is non-decreasing) and

lim s (w) = X(w), forallw e Q.

n—oo

Exercise 2.6. Prove Theorem 2.2.

2.2 Distribution and probability density functions
Definition 2.6. The (cumulative) distribution function of the random variable X :

2 — R is the non-negative function Fx : R — [0,1] given by Fx(z) = P(X < x). Two
random variables X,Y are said to be identically distributed if Fx = Fy.
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Exercise 2.7 (o). Show that
]P)(CL < X< b) = Fx(b) — FX(CL).
Show also that Fx is (1) right-continuous, (2) increasing and (3) lim, 1o Fx(x) = 1.

Exercise 2.8. Let F': R — [0,1] be a measurable function satisfying the properties (1)—-(3)
i Ezercise 2.7. Show that there exists a probability space and a random variable X such
that F' = Fx.

Definition 2.7. A random variable X : Q — R is said to admit the probability density
function (pdf) fx : R — [0,00) if fx is integrable on R and

Fy(z) = / " () dy. (2.1)

Note that if fx is the pdf of a random variable, then necessarily

/fX(x) dr = lim Fy(x)=1.

R T—00

All probability density functions considered in these notes are continuous, and therefore
the integral in (2.1) can be understood in the Riemann sense. Moreover in this case Fx is

differentiable and we have
dF'x
€T

If the integral in (2.1) is understood in the Lebesgue sense, then the density fx can be a
quite irregular function. In this case, the fundamental theorem of calculus for the Lebesgue
integral entails that the distribution Fx(x) satisfying (2.1) is absolutely continuous, and so
in particular it is continuous. Conversely, if Fx is absolutely continuous, then X admits a
density function. We remark that, regardless of the notion of integral being used, a simple
(or discrete) random variable X cannot admit a density in the sense of Definition 2.7, unless
it is a deterministic constant. Suppose in fact that X = Zivzl arll, is not a deterministic
constant. Assume that a; = max(ay,...,ay). Then

lim Fx(l‘) = P(AQ) + - +]P><AN) < 1,

1‘4)011

while
lim Fx(ZE) =1= Fx(al).

IE—}(IT

It follows that F'x(z) is not continuous, and so in particular it cannot be written in the
form (2.1). To define the pdf of simple random variables, let

N
X = Z ak]IAka
k=1
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where without loss of generality we assume that the real numbers a4, ..., ay are distinct and

the sets Ay, ..., Ay are disjoint (see Exercise 2.5). The distribution function of X is
Fx(z)=P(X <) =Y P(X =a). (2.2)
ap <z

In this case the probability density function fx(z) is defined as

(2.3)

0 otherwise

P(X =), if x = a; for some k
fX(iU)_{ ( ) k

and thus, with a slight abuse of notation, we can rewrite (2.2) as

Fe(@) =3 fx(y). (2.4)

y<z

which extend (2.1) to simple random variables. We remark that it is possible to unify the
definition of pdf for continuum and discrete random variables by writing the sum (2.4) as
an integral with respect to the Dirac measure, but we shall not do so.

We shall see that when a random variable X admits a density fx, all the relevant sta-
tistical information on X can be deduced by fyx. We also remark that often one can prove
the existence of the pdf fx without however being able to derive an explicit formula for it.
For instance, fx is often given as the solution of a partial differential equation, or through
its (inverse) Fourier transform, which is called the characteristic function of X, see Sec-
tion 3.3. Some examples of density functions, which have important applications in financial
mathematics, are the following.

Examples of probability density functions

e A random variable X : Q@ — R is said to be a normal (or normally distributed)
random variable if it admits the density

= 202
Ix(z) \/We )
for some m € R and o > 0, which are called respectively the expectation (or mean)
and the deviation of the normal random variable X, while o2 is called the variance
of X. A typical profile of a normal density function is shown in Figure 2.1(a). We
denote by N (m,o?) the set of all normal random variables with expectation m and
variance 0. If m = 0 and ¢ = 1, X € N(0,1) is said to be a standard normal
variable. The density function of standard normal random variables is denoted by ¢,
while their distribution is denoted by @, i.e.,

1 22

a2 1 T2
qb(x):\/%e 7, q)(x)zﬁ/_ooe 7 dy.
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e A random variable X : Q@ — R is said to be an exponential (or exponentially
distributed) random variable if it admits the density

fx(z) = Ae T,

for some A > 0, which is called the intensity of the exponential random variable X. A
typical profile is shown in Figure 2.1(b) . We denote by £(\) the set of all exponential
random variables with intensity A > 0. The distribution function of an exponential
random variable X with intensity A is given by

Fy(x) = / Fxly)dy = A / MWy =1 — e
—00 0

e A random variable X : 2 — R is said to be chi-squared distributed if it admits the

density
£8/2-1p—2/2

= L.

Ixe) = 5mr(s ) >0
for some § > 0, which is called the degree of the chi-squared distributed random
variable. Here I'(t) = fooo 27le7?dz, t > 0 is the Gamma-function. Recall the relation

I'(n)=(n—-1)!

for n € N. We denote by x?(9) the set of all chi-squared distributed random variables
with degree . Three typical profiles of this density are shown in Figure 2.2(a).

e A random variable X : 2 — R is said to be non-central chi-squared distributed
with degree 0 > 0 and non-centrality parameter 5 > 0 if it admits the density

fx(z) = %e_zgﬁ (%) v 15/271(\/5_@]19007 (2.5)

where I,,(y) denotes the modified Bessel function of the first kind. We denote by x(6, )
the random variables with density (2.5). It can be shown that x?(4,0) = x*(d). Three
typical profiles of the density (2.5) are shown in Figure 2.2(b).

e A random variable X : 2 — R is said to be Cauchy distributed if it admits the
density

. Y
Ix(®) = )

for zo € R and v > 0, called the location and the scale of the Cauchy pdf.

e A random variable X : 2 — R is said to be Lévy distributed if it admits the density

¢ e W) |
fx(x) = %W >0

for o € R and ¢ > 0, called the location and the scale of the Lévy pdf.
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Figure 2.1: Densities of a normal random variable X and of an exponential random variable
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Figure 2.2: Densities of (non-central) chi-squared random variables with different degree.

If a random variable X admits a density fx, then for all (possibly unbounded) intervals
I C R the result of Exercise 2.7 entails

PX €)= [ fx)dy (2:6)
It can be shown that (2.6) extends to
Poen= [ 2.7

for all measurable functions g : R — R. For example, if X € N(0,1),

1
PX?<1)=P(-1<X<1)= [ o¢(x)dr~0.683,
-1
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which means that a standard normal random variable has about 68.3 % chances to take
value in the interval [—1, 1].

Exercise 2.9 (o). Let X € N(0,1) and Y = X?. Show that Y € x*(1).
Exercise 2.10. Let X € N(0,1). Show that the random variable W defined by

W 1/X? for X #0,
o 0 otherwise

1s Lévy distributed.
Exercise 2.11. Let X € N (m,0?) and Y = X?. Show that

2 2

2.2.1 Random variables with boundary values

Random variables in mathematical finance do not always admit a density in the classical
sense described above (or in any other sense), and the purpose of this section is to present
an example when one has to consider a generalized notion of density function. Suppose
that X takes value on the semi-open interval [0,00). Then clearly Fx(z) = 0 for z < 0,
Fx(0) =P(X = 0), while for > 0 we can write

Fx(z)=P(X <2)=P0<X<z2)=PX=0)+P0< X <x).

Now assume that Fly is differentiable on the open set x € (0,00). Then there exists a
function f3¥(z), z > 0, such that Fx(x) — = [y [¥(t)dt. Hence, for all z € R we find

Fx(xz) =poH(x / I3 ()L dt,

where py = P(X = 0) and H(x) is the Heaviside function, i.e., H(z) =1if x >0, H(x) =0
if x < 0. By introducing the delta-distribution through the formal identity

H'(xz) =4(x) (2.8)
then we obtain, again formally, the following expression for the density function
dFx(x
@) = X i) + rp ) 29)

The formal identities (2.8)-(2.9) become rigorous mathematical expressions when they are
understood in the sense of distributions. We shall refer to the term pyd(z) as the discrete
part of the density. The function f¥ is also called the defective density of the random
variable X. Note that

| s =1-m
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The defective density is the actual pdf of X if and only if pyg = 0.

The typical example of financial random variable whose pdf may have a discrete part
is the stock price S(t) at time t. For simple models (such us the geometric Browniam
motion (2.14) defined in Section 2.4 below), the stock price is strictly positive a.s. at all
finite times and the density has no discrete part. However for more sophisticated models the
stock price can reach zero with positive probability at any finite time and so the pdf of the
stock price admits a discrete part P(S(¢) = 0)d(x). Hence these models take into account
the risk of default of the stock. We shall see an example in Section 6.5.

2.2.2 Joint distribution

If two random variables X,Y : 2 — R are given, how can we verify whether or not they
are independent? This problem has a simple solution when X, Y admit a joint distribution
density.

Definition 2.8. The joint (cumulative) distribution Fxy : R* — [0,1] of two random
variables X,Y : Q0 — R is defined as

Fxy(xz,y) =P(X <z,Y <vy).

The random variables X,Y are said to admit the joint (probability) density function
fxy :R? = [0,00) if fxy is integrable in R? and

Fyy(r,y) = //fxynf)dndf (2.10)

Note the formal identities

f o 82FX7Y
YT 0z 0y Jge

fX,Y(xa y) drdy = 1.

Moreover, if two random variables X, Y admit a joint density fx y, then each of them admits
a density (called marginal density in this context) which is given by

/fxyxydy, fr(y /fxyl‘y

To see this we write
P(X <) =P(X <2,Y €R) = //fxynfdndf /fx

and similarly for the random variable Y. If W = g(X,Y’), for some measurable function g,
and I C R is an interval, the analogue of (2.7) in 2 dimensions holds, namely:

P(g(X,Y) € I) = / Frr (2, y) de dy.
x,y:9(x,y)el
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As an example of joint pdf, let m = (mq,mz2) € R? and C' = (Cj;); ;=12 be a 2X2 positive
definite, symmetric matrix. Two random variables X, Y : 2 — R are said to be jointly
normally distributed with mean m and covariance matrix C' if they admit the joint

density
1 1 -1 T
vz, y) = —m——=exp |z(z—m) - C" - (z—m)" |, 2.11
fxy(@,y) Zraeic 5! ) ( ) (2.11)
where z = (z,y), “ -7 denotes the row by column product, C~! is the inverse matrix of C
and vT is the transpose of the vector v.

[43

Exercise 2.12 (o). Show that two random variables X,Y are jointly normally distributed if
and only if

fex(@y) S
x,y) =
XYy 201094/ 1 — p?

o (- b Bl rom]) oy

where
e

2 2
01 :OH; 0220227 pP=

0102.

Exercise 2.13 (%). Let X,Y € N(0,1) be independent and jointly normally distributed.
Show that the random variable Z defined by

;[ YIX for X £0,
o 0 otherwise

1s Cauchy distributed.

In the next theorem we establish a simple condition for the independence of two random
variables which admit a joint density?.

Theorem 2.3. The following holds.

(i) If two random wvariables X,Y admit the densities fx, fy and are independent, then
they admit the joint density

fxy(z,y) = fx(z)fr(y).
(i1) If two random variables X,Y admit a joint density fxy of the form

fxy(z,y) = u(z)v(y),

3A similar result holds in terms of the joint cumulative distribution, irrespective of whether a joint pdf
exists.
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for some functions u,v : R — [0,00), then X,Y are independent and admit the densi-
ties fx, fy given by

fx(x) =cu(z), fr(y)= EU(?J%

c:/Rv(sc)d:c: (/Ru(y)dy>_1.

where

Proof. As to (i) we have

Fxy(z,y) =P(X <z,Y <y)=P(X <2)PY <y)

_ /: /Oo fx(n )Z/O(f) dnde.

To prove (ii), we first write
{X <z} ={X<z}nQ={X<z}n{Y <R} ={X <z,Y <R}

Hence,

P(X <z) = / / fxx(n, y)dydn—/;U(n)dn/Rv(y)dyZ/ZOCU(n)dn,

where ¢ = [, v(y) dy. Thus X admits the density fx(z) = cu(z). At the same fashion one
proves that Y admlts the density fy(y) = cv(y), where ¢/ = [ u(z)dz. Since

1= [ [ fsrpdedy= [ut@yds [ o)y =ce

then ¢ = 1/c. It remains to prove that X,Y are independent. This follows by
PXelUYeV)= //fxyxydxdy—/ ()dx/ v(y) dy
/cu()da:/—v dy—/fx dl‘/fy
=P(X eU)P(Y eV), forallUV € B(R

[]

Remark 2.3. By Theorem 2.3 and the result of Exercise 2.12, we have that two jointly nor-
mally distributed random variables are independent if and only if p = 0 in the formula (2.12).

Exercise 2.14 (o). Let X € N(0,1) and Y € E(1) be independent. Compute P(X <Y).
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Exercise 2.15. Let X € £(2), Y € x*(3) be independent. Compute numerically (e.g., using
Mathematica) the following probability

P(log(l + XY) < 2).
Result:~ 0.893.

In Exercise 3.19 we give another criteria to establish whether two random variables are
independent, which applies also when the random variables do not admit a density.

2.3 Stochastic processes

Definition 2.9. A stochastic process is a one-parameter family of random wvariables,
which we denote by {X(t)}i>0, or by {X(t)}icp if the parameter t is restricted to the
interval [0,T), T > 0. Hence, for each t > 0, X(t) : @ — R is a random variable. We
denote by X (t,w) the value of X(t) on the sample point w € Q, ie., X(t,w) = X(t)(w).
For each w € Q) fized, the curve v§ : R — R, 7% (t) = X (t,w) is called the w-path of the
stochastic process and is assumed to be a measurable function. If the paths of a stochastic
process are all almost surely equal (i.e., independent of w), we say that the stochastic process
1s a deterministic function of time.

The parameter t will be referred to as time parameter, since this is what it represents
in the applications in financial mathematics. Examples of stochastic processes in financial
mathematics are given in the next section.

Definition 2.10. Two stochastic processes { X (t) }i>0, {Y (t) >0 are said to be independent
if for allmn € Nand 0 < t; <ty < -+ <t,, 0< s <89 < -+ < Sy, the o-algebras
o(X(t1),...,X(tn)), o(Y(s1),...,Y(sm)) are independent.

Hence two stochastic processes { X (t) }+>0, {Y (f) }+>0 are independent if the information
obtained by “looking” at the process { X (¢)};>0 up to time 7" is independent of the informa-
tion obtained by “looking” at the process {Y (t)}:+>o up to time S, for all S, 7" > 0. Similarly
one defines the notion of several independent stochastic processes.

Remark 2.4 (Notation). If £ runs over a countable set, i.e., t € {t;}ren, then a stochastic
process is equivalent to a sequence of random variables X7, X, ..., where X}, = X(¢;). In
this case we say that the stochastic process is discrete and we denote it by {Xj}ren. An
example of discrete stochastic process is the random walk defined below.

A special role is played by step processes: given 0 = tg < t; < t3 < ..., a step process
is a stochastic process {A(t)}+>o of the form

Zxk ity t0,)-
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X4(UJ*) o
X1 (L«)*)
[0
XQ(LL}*)
_
to=0 t t; t;: t4'
X3(w*)
— 0

Figure 2.3: The path w = w, of a step process.

A typical path of a step process is depicted in Figure 2.3. Note that the paths of a step
process are right-continuous, but not left-continuous. Moreover, since Xy (w) = A(ty,w), we
can rewrite A(t) as

A(t) = ZA(tk)H[tk,tkH)'
k

It will be shown in Theorem 4.2 that any sufficiently regular stochastic process can be
approximated, in a suitable sense, by a sequence of step processes.

In the same way as a random variable generates a o-algebra, a stochastic process generates
a filtration. Informally, the filtration generated by a stochastic process { X (¢)};>0 contains
the information accumulated by looking at the process for longer and longer periods of time.

Definition 2.11. The filtration generated by the stochastic process {X(t)}t>0 is given by
{Fx(t)}+>0, where
]:X(t) - FO(t); O(t) = UogsgtO'(X(S)).

Hence Fx(t) is the smallest o-algebra containing o(X(s)), for all 0 < s < ¢, see Def-
inition 1.2. Similarly one defines the filtration {Fxy(t)}+>0 generated by two stochastic
processes { X (t) }i>0, {Y (t) }+>0, as well as the filtration generated by any number of stochas-
tic processes.

Definition 2.12. If {F(t)}+>0 is a filtration and Fx(t) C F(t), for all t > 0, we say that
the stochastic process { X (t)}i>o is adapted to the filtration {F(t)}i>o-

The property of {X () }:+>0 being adapted to {F(t)};>0 means that the information con-
tained in F(t) suffices to determine the value attained by the random variable X (s), for all
s € [0,t]. Clearly, {X(t)}+>0 is adapted to its own generated filtration {Fx (¢) }+>0. Moreover
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if {X(t)}>0 is adapted to {F(t)}i>0 and Y (t) = f(X(t)), for some measurable function f,
then {Y(¢)}+>0 is also adapted to {F(t)}i>0.

Next we give an example of (discrete) stochastic process. Let {X;}en be a sequence of
independent random variables satisfying

X, =1 with probability 1/2, X, = —1 with probability 1/2,

for all t € N. For a concrete realization of these random variables, we may think of X; as
being defined on the sample space (2, of the co-coin tosses experiment (see Appendix 1.A).
In fact, letting w = (7;)jen € Qoo, We may set

. —1, lf’}/t:H,
Xt(“’)_{ 1, ify=T.

Hence X : 2 — {—1,1} is the simple random variable X;(w) = 14, — 4, where 4; = {w €
Qo 17 = H}. Clearly, Fx(t) is the collection of all the events that are resolved by the first
t-tosses, which is given as indicated at the beginning of Section 1.3.

Definition 2.13. The stochastic process { M, }ien given by
t
My=0, My=> Xy,
k=1

1$ called symmetric random walk.

To understand the meaning of the term “random walk”, consider a particle moving on
the real line in the following way: if X; = 1 (i.e., if the toss number ¢ is a head), at time ¢
the particle moves one unit of length to the right, if X; = —1 (i.e., if the toss number ¢ is
a head) it moves one unit of length to the left. Then M, gives the total amount of units of
length that the particle has travelled to the right or to the left up to time t.

Exercise 2.16. Which of the following holds?
FM(t) Cfx(t), FM(t) :fx(t), fx(t) C./_"M(t).
Justify the answer.

The increments of the random walk are defined as follows. If (ki,...,ky) € NV, such
that 1 < ki < ky < -+ < ky, we set

Ay = My, — My =My, DNo=My,—Mg,..., Anx= My, — M, ,.
Hence A; is the total displacement of the particle from time k;_; to time ;.

Theorem 2.4. The increments Aq,...,Anx of the random walk are independent random
variables.

30



Proof. Since

Al = Xl + - +Xk1 :gl<le"'7Xk1)7
A2 = Xk1+1 + - +Xk2 = 92(X/€1+1’ cee 7Xk2)7

AN = Xkaﬁ-l +oee XkN - gN(Xkaﬁ-l + e+ XkN)’
the result follows by Theorem 2.1. O

The interpretation of this result is that the particle has no memory of past movements:
the distance travelled by the particle in a given interval of time is not affected by the motion
of the particle at earlier times.

We may now define the most important of all stochastic processes.

Definition 2.14. A Brownian motion (or Wiener process) is a stochastic process
{W(t)}tzo such that

(i) The paths are continuous and start from 0 almost surely, i.e., the sample points w € Q
such that ~i,(0) = 0 and ~§, is a continuous function comprise a set of probability 1;

(ii) The increments over disjoint time intervals are independent, i.e., for all 0 =ty < t; <
. tm € (0,00), the random variables

W(t1) —Wi(to), W(ta) = W(t1), ..., W(tm) — W(tm-1)
are independent;
(iii) For all s < t, the increment W (t) — W (s) belongs to N'(0,t — s).

Remark 2.5. Note carefully that the properties defining a Brownian motion depend on
the probability measure P. Thus a stochastic process may be a Brownian motion relative
to a probability measure P and not a Brownian motion with respect to another (possibly
equivalent) probability measure P. If we want to emphasize the probability measure P
with respect to which a stochastic process is a Brownian motion we shall say that it is a
P-Brownian motion.

It can be shown that Brownian motions exist. In particular, it can be shown that the
sequence of stochastic processes {W,,(t) }+>0, n € N, defined by
1
where M, is the symmetric random walk and [z] denotes the integer part of z, converges to
a Brownian motion*. Therefore one may think of a Brownian motion as a time-continuum

4The convergence holds in probability, i.e., lim, o P(|W,(t) — W (t)| > &) = 0, for all £ > 0.
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version of a symmetric random walk which runs for an infinite number of “infinitesimal
time steps”. In fact, provided the number of time steps is sufficiently large, the process
{W,(t)}1>0 gives a very good approximation of a Brownian motion, which is useful for
numerical computations. An example of path to the stochastic process {W,(t)}i>o, for
n = 1000, is shown in Figure 2.4. Notice that there exist many Brownian motions and each
of them may have some specific properties besides those listed in Definition 2.14. However,
as long as we use only the properties (i)-(iii), we do not need to work with a specific example
of Brownian motion.

Once a Brownian motion is introduced it is natural to require that the filtration {F () }+>0
should be somehow related to it. For our future financial applications, the following class of
filtrations will play a fundamental role.

Definition 2.15. Let {W(t)}i>0 be a Brownian motion and denote by o (W (t)) the o-
algebra generated by the increments {W(s) — W (t);s > t}, that is

o " (W(t)) = Fow, O(t) = Uszia(W(s) — W(1)).

A filtration {F(t)}i>0 is said to be a non-anticipating filtration for the Brownian motion
{W(t) }iso if {W(t)}i>0 is adapted to {F(t)}i>0 and if the o-algebras o™ (W (t)), F(t) are
independent for all t > 0

The meaning is the following: the increments of the Brownian motion after time ¢ are
independent of the information available at time ¢ in the o-algebra F(t). It is clear by the
previous definition that {Fw (¢)}+>0 is a non-anticipating filtration for {W(¢)};>0. We shall
see later that many properties of Brownian motions that depend on {Fw (¢) };>¢ also holds
with respect to any non-anticipating filtration (e.g., the martingale property, see Section 3.6).

Another important example of stochastic process applied in financial mathematics is the
following.

Definition 2.16. A Poisson process with rate \ is a stochastic process {N(t)}i>o such
that

(1)) N(0)=0 a.s.;
(ii) The increments over disjoint time-intervals are independent;
(i1i) For all s < t, the increment N(t) — N(s) belongs to P(A(t — s)).

Note in particular that N(¢) is a discrete random variable, for all ¢ > 0, and that, in
contrast to the Brownian motion, the paths of a Poisson process are not continuous. The
Poisson process is the building block to construct more general stochastic processes with

jumps, which are very popular nowadays as models for the price of certain financial assets,
see [4].
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Figure 2.4: A path of the stochastic process (2.13) for n = 1000.

2.4 Stochastic processes in financial mathematics

Remark 2.6. For more information on the financial concepts introduced in this section, see
Chapter 1 in [5].

All variables in financial mathematics are represented by stochastic processes. The most
obvious example is the price (or value) of financial assets. The stochastic process repre-
senting the price per share of a generic asset at different times will be denoted by {II() }:>.
Depending on the type of asset considered, we use a different specific notation for the stochas-
tic process modeling its price.

Remark 2.7. We always assume that ¢t = 0 is earlier or equal to the present time. In
particular, the value of all financial variables is known at time ¢t = 0. Hence, if {X(t)}:>¢ is
a stochastic process modelling a financial variable, then X (0) is a deterministic constant.

Before presenting various examples of stochastic processes in financial mathematics, let
us introduce an important piece of terminology. An investor is said to have a short position
on an asset if the investor profits from a decrease of its price, and a long position if the
investor profits from an increase of the price of the asset. The specific trading strategy that
leads to a short or long position on an asset depends on the type of asset considered, as we
are now ready to describe in more details.

Stock price

The price per share a time ¢ of a stock will be denoted by S(t). Typically S(t) > 0, for
all t > 0, however, as discussed in Section 2.2.1, some models allow for the possibility that
S(t) = 0 with positive probability at finite times ¢ > 0 (risk of default). Clearly {S(t)}:i>0
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is a stochastic process. If we have several stocks, we shall denote their price by {S1(t)}i>0,
{S2(t) }+>0, etc. Investors who own shares of a stock are those having a long position on the
stock, while investors short-selling the stock hold a short position. We recall that short-
selling a stock is the practice to sell the stock without actually owning it. Concretely, an
investor is short-selling N shares of a stock if the investor borrows the shares from a third
party and then sell them immediately on the market. The reason for short-selling assets
is the expectation that the price of the asset will decrease. If this is the case, then upon
re-purchasing the N shares in the future, and returning them to the lender, the short-seller
will profit from the lower current price of the asset compared to the price at the time of
short-selling.

The most popular model for the price of a stock is the geometric Brownian motion
stochastic process, which is given by

S(t) = S(0) exp(at + oW (t)). (2.14)

Here {W(t)}:>0 is a Brownian motion, a € R is the instantaneous mean of log-return,
o > 0 is the instantaneous volatility, while o2 is the instantaneous variance of the
stock. Note that o and o are constant in this model. Moreover, S(0) is the price at time
t = 0 of the stock, which, according to Remark 2.7, is a deterministic constant. In Chapter 4
we introduce a generalization of the geometric Brownian motion, in which the instantaneous
mean of log-return and the instantaneous volatility of the stock are stochastic processes
{a(t) }i>0, {o(t)}i>0 (generalized geometric Brownian motion).

Exercise 2.17 (e). Derive the density of the geometric Brownian motion (2.14) and use
the result to show that P(S(t) = 0) =0, i.e., a stock whose price is described by a geometric
Brownian motion cannot default.

Risk-free assets

A money market is a market in which the object of trading is money. More precisely, a
money market is a type of financial market where investors can borrow and lend money at
a given interest rate and for a period of time T' < 1 year®. Assets in the money market
(i.e., short term loans) are assumed to be risk-free, which means that their value is always
increasing in time. Examples of risk-free assets in the money market are repurchase agree-
ments (repo), certificates of deposit, treasure bills, etc. The stochastic process corresponding
to the price per share of a generic risk-free asset will be denoted by {B(t)}scpm. The in-
stantaneous interest rate of a risk-free asset is a stochastic process { R(t) };cjo,7] such that
R(t) > 0, for all t € [0, 7], and such that the value of the asset at time ¢ is given by

B(t) = B(0) exp (/Ot R(s) ds) CteTl. (2.15)

This corresponds to the investor debit/credit with the money market at time ¢ if the amount
B(0) is borrowed/lent by the investor at time ¢ = 0. An investor lending (resp. borrowing)

5Loans with maturity longer than 1 year are called bonds; they will be discussed in more details in
Chapter 6.
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money has a long (resp. short) position on the risk-free asset (more precisely, on its interest
rate). We remark that the integral in the right hand side of (2.15) is to be evaluated path
by path, i.e.,

B(t,w) = B(0) exp (/Ot R(s,w) ds) 7

for all fired w € Q. Although in the real world different risk-free assets have different
interest rates, throughout these notes we make the simplifying assumption that all assets
in the money market have the same instantaneous interest rate {R(t)}cjo,r), which we call
the interest rate of the money market. For the applications in options pricing theory it is
common to assume that the interest rate of the money market is a deterministic constant
R(t) = r, for all t € [0, T]. This assumption can be justified by the relatively short time of
maturity of options, see below.

Remark 2.8. The (average) interest rate of the money market is sometimes referred to
as “the cost of money”, and the ratio B(t)/B(0) is said to express the “time-value of
money”. This terminology is meant to emphasize that one reason for the “time-devaluation”
of money—in the sense that the purchasing power of money decreases with time—is precisely
the fact that money can grow interests by purchasing risk-free assets.

The discounting process

The stochastic process {D(t)}+>¢ given by

D(t) = exp (— /0 R(s) d5> _ %

is called the discounting process. In general, if an asset price is multiplied by D(t), the
new stochastic process is called the discounted price of the asset. We denote the discounted
price by adding a subscript * to the asset price. For instance, the discounted price of a stock
with price S(t) at time t is given by

Its meaning is the following: S*(¢) is the amount that should be invested on the money
market at time ¢ = 0 in order that the value of this investment at time ¢ replicates the
value of the stock at time ¢. Notice that S*(¢) < S(t). The discounted price of the stock
measures, roughly speaking, the loss in the stock value due to the “time-devaluation” of
money discussed above, see Remark 2.8.

Financial derivative

A financial derivative (or derivative security) is a contract whose value depends on the
performance of one (or more) other asset(s), which is called the underlying asset. There
exist various types of financial derivatives, the most common being options, futures, forwards
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and swaps. Financial derivatives can be traded over the counter (OTC), or in a regularized
market. In the former case, the contract is stipulated between two individual investors, who
agree upon the conditions and the price of the contract. In particular, the same derivative
(on the same asset, with the same parameters) can have two different prices over the counter.
Derivatives traded in the market, on the contrary, are standardized contracts. Anyone, after
a proper authorization, can make offers to buy or sell derivatives in the market, in a way
much similar to how stocks are traded. Let us see some examples of financial derivative (we
shall introduce more in Chapter 6).

A call option is a contract between two parties, the buyer (or owner) of the call and
the seller (or writer) of the call. The contract gives to the buyer the right, but not the
obligation, to buy the underlying asset at some future time for a price agreed upon today,
which is called strike price of the call. If the buyer can exercise this option only at some
given time t = 7" > 0 (where ¢ = 0 corresponds to the time at which the contract is
stipulated) then the call option is called European, while if the option can be exercised
at any time in the interval (0,77, then the option is called American. The time 7" > 0 is
called maturity time, or expiration date of the call. The seller of the call is obliged to
sell the asset to the buyer if the latter decides to exercise the option. If the option to buy
in the definition of a call is replaced by the option to sell, then the option is called a put
option.

In exchange for the option, the buyer must pay a premium to the seller. Suppose that
the option is a European option with strike price K, maturity time 7" and premium Il on a
stock with price S(t) at time ¢. In which case is it then convenient for the buyer to exercise
the call? Let us define the payoff of a European call as

Y =(S(T)— K); :=max(0,5(7) — K),

i.e., Y > 0 if the stock price at the expiration date is higher than the strike price of the call
and it is zero otherwise; similarly for a European put we set

Y = (K — S(T)),.

Note that Y is a random variable, because it depends on the random variable S(T). Clearly, if
Y > 01it is more convenient for the buyer to exercise the option rather than buying/selling the
asset on the market. Note however that the real profit for the buyer is given by N(Y —1Ily),
where N is the number of option contracts owned by the buyer. Typically, options are sold
in stocks of 100 shares, that is to say, the minimum amount of options that one can buy is
100, which cover 100 shares of the underlying asset.

One reason why investors buy calls in the market is to protect a short position on the
underlying asset. In fact, suppose that an investor short-sells 100 shares of a stock at time
t = 0 with the agreement to return them to the original owner at time ¢y > 0. The investor
believes that the price of the stock will go down in the future, but of course the price may
go up instead. To avoid possible large losses, at time ¢t = 0 the investor buys 100 shares of
an American call option on the stock expiring at T' > t,, and with strike price K = S(0). If
the price of the stock at time ¢y is not lower than the price S(0) as the investor expected,
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then the investor will exercise the call, i.e., will buy 100 shares of the stock at the price
K = 5(0). In this way the investor can return the shares to the lender with minimal losses.
At the same fashion, investors buy put options to protect a long position on the underlying
asset. The reason why investors write options is mostly to get liquidity (cash) to invest in
other assets®.

Let us introduce some further terminology. A European call (resp. put) is said to be in
the money at time ¢ if S(t) > K (resp. S(t) < K). The call (resp. put) is said to be out
of the money if S(t) < K (resp. S(t) > K). If S(t) = K, the (call or put) option is said
to be at the money at time t. The meaning of this terminology is self-explanatory.

The premium that the buyer has to pay to the seller for the option is the price (or value)
of the option. It depends on time (in particular, on the time left to expiration). Clearly,
the deeper in the money is the option, the higher will be its price. Therefore the holder of
the long position on the option is the buyer, while the seller holds the short position on the
option.

European call and put options are examples of more general contracts called European
derivatives. Given a function ¢ : (0,00) — R, a standard European derivative with
pay-off Y = ¢(S(T')) and maturity time 7" > 0 is a contract that pays to its owner the
amount Y at time 7" > 0. Here S(T) is the price of the underlying asset (which we take to
be a stock) at time 7. The function g is called pay-off function of the derivative. The
term “European” refers to the fact that the contract cannot be exercised before time T,
while the term “standard” refers to the fact that the pay-off depends only on the price of
the underlying at time 7. The pay-off of a non-standard European derivative depends on
the path of the asset price during the interval [0,7]. For example, the pay-off of an Asian
call is given by Y = fo t)dt — K)y.

The price at time t of a European derivative (standard or not) with pay-off Y and
expiration date 7" will be denoted by Iy (). Hence {Ily(Z)}¢co,r) is a stochastic process.
In addition, we now show that IIy(7") = Y holds, i.e., there exist no offers to buy (sell) a
derivative for less (more) than Y at the time of maturity. In fact, suppose that a derivative
is sold for IIy (T') < Y “just before” it expires at time 7'. In this way the buyer would make
the sure profit Y — IIy(7") at time 7', which means that the seller would loose the same
amount. On the contrary, upon buying a derivative “just before” maturity for more than
Y, the buyer would loose Y — Iy (7). Thus in a rational market, Iy (7)) = Y (or, more
precisely, [Iy(¢) = Y, ast — T).

A standard American derivative with pay-off function ¢ is a contract which can be
exercised at any time ¢ € (0, T prior or equal to its maturity and that, upon exercise, pays the
amount g(S(t)) to the holder of the derivative. In these notes we are mostly concerned with
(standard) European derivatives, but in Chapter 6.9 we also discuss briefly some properties
of American call/put options.

60f course, speculation is also an important motivation to buy /sell options. However the standard theory
of options pricing is firmly based on the interpretation of options as derivative securities and does not take
speculation into account.
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Portfolio

The portfolio of an investor is the set of all assets in which the investor is trading. Mathe-
matically it is described by a collection of N stochastic processes

{h1(t) Y0, {ha(t) }iz0, - - - {hn () b0,

where hy(t) represents the number of shares of the asset k at time ¢ in the investor portfolio.
If hy(t) is positive, resp. negative, the investor has a long, resp. short, position on the asset
k at time t. If 1T, (¢) denotes the value of the asset k at time ¢, then {II;(¢) };+>¢ is a stochastic
process; the portfolio value is the stochastic process {V (t)}:>o given by

WE

V(t) =)  hi(t)IL(t).

k=1

Remark 2.9. For modeling purposes, it is convenient to assume that an investor can trade
any fraction of shares of an asset, i.e., hi(t) : Q@ — R, rather than hy(t) : Q — Z.

The investor makes a profit in the time interval [to, ;] if V(1) > V(¢o); the investor
incurs in a loss in the interval [to, 1] if V(1) < V(ty). We now introduce the important
definition of arbitrage portfolio.

Definition 2.17. An arbitrage portfolio is a portfolio whose value {V(t) };>0 satisfies the
following properties, for some T > 0:

(i) V(0) = 0 almost surely;
(i1) V(T) > 0 almost surely;
(i1i) P(V(T) > 0) > 0.

Hence an arbitrage portfolio is a risk-free investment in the interval [0, 7] which requires
no initial wealth and with a positive probability to give profit. We remark that the arbitrage
property depends on the probability measure P. However, it is clear that if two measures P
and P are equivalent, then the arbitrage property is satisfied with respect to P’ if and only if
it is satisfied with respect to P. The guiding principle to devise theoretical models for asset
prices in financial mathematics is to ensure that one cannot set-up an arbitrage portfolio by
investing on these assets (arbitrage-free principle).

Markets

A market in which the objects of trading are N risky assets (e.g., stocks) and M risk-free
assets in the money market is said to be “N+M dimensional”. Most of these notes focus
on the case of 141 dimensional markets in which we assume that the risky asset is a stock.
A portfolio invested in this market is a pair {hg(t), hp(t) }+>0 of stochastic processes, where
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hs(t) is the number of shares of the stock and hp(t) the number of shares of the risk-free
asset in the portfolio at time ¢. The value of such portfolio is given by

V(t) = hs(t)S(t) + hp(t)B(?),

where S(t) is the price of the stock (given for instance by (2.14)), while B(t) is the value at
time ¢ of the risk-free asset, which is given by (2.15).

2.A Appendix: Solutions to selected problems

Exercise 2.1. Since Q = {X € R}, then Q € o(X). {X € U}° is the set of sample points
w € Q such that X (w) ¢ U. The latter is equivalent to X (w) € U, hence {X € U}* ={X €
U¢}. Since U¢ € B(R), it follows that {X € U} € o(X). Finally we have to prove that o(X)
is closed with respect to the countable union of sets. Let {Ay}ren C 0(X). By definition of
o(X), there exist {Uy}reny C B(R) such that Ay = {X € Ux}. Thus we have the following
chain of equivalent statements

w € UkeNAk = E”;J eN: X(w) c U;; = X(w) € UkeNUk = w e {X S UkeNUk}~
Hence UkENAk = {X € UkeNUk}- Since UkeNUk € B(R), then UkENAk € J(X)

Exercise 2.2. Let A be an event that is resolved by both variables X, Y. This means that
there exist I, J C R such that A = {X € I} = {Y € J}. Hence, using the independence of
XY,

P(A)=P(ANA) =P(X € I,Y € J) = P(X € )P(Y € J) = P(A)P(A) = P(A)>.

Therefore P(A) =0 or P(A) = 1.
Now let a, b two deterministic constants. Note that, for all I C R,

]P’(ae[):{l ifael

0 otherwise

and similarly for b. Hence

1 faelandbeJ

0 otherwise =Pa € I)P(b € J).

P(ae[,beJ):{

Finally we show that X and Y = ¢(X) are independent if and only if Y is a deterministic
constant. For the “if” part we use that
P(XelJ) ifael

Plael,X € J)= { 0 otherwise

— P(a € D)P(X € J).

For the “only if” part, let 2 € R and I = {g(X) < 2} = {X € g '(~00,2]}. Then, using
the independence of X and Y = g(X),
P(g(X) < 2) =P(g(X) < 2,9(X) < 2) = P(X € g~ (—00,2], g(X) < 2)
=P(X € g7 (—00,2])P(g(X) < 2) = P(g(X) < 2)P(g(X) < 2).
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Hence P(Y < 2) is either 0 or 1, which implies that Y is a deterministic constant.

Exercise 2.4. A € o(f(X))ifandonlyif A = {f(X) € U}, for some U € B(R). The latter is
equivalent to X(w) € {f € U}, hence A ={X € {f € U}}. Similarly, B={Y € {g € V}},
for some V' € B(R). Hence

PANB)=PH{X e {feU}}n{Y e{geV}}.

As X and Y are independent, the right hand side is equal to P({X € {f € U}})P({Y €
{g € V}}), hence P(AN B) = P(A)P(B), as claimed.

Exercise 2.5. Let’s assume for simplicity that M = 2, i.e., X = b1, +bollp, with BiN By #
() (the generalization to M > 2 is straightforward). Hence

bl for w € Bl \ (Bl N Bz)
X(C&)) = b2 for w € B2 \ (Bl N Bg)
by + by for w € By N By

Assume by # by. Then upon defining the disjoint sets A; = By \(B1NBy), Ay = B\ (B1NBsy),
As = B; N By, and the real numbers a; = by, as = by, az = by + by, we can rewrite X as the
simple random variable

X = al]IAl + ag]IA2 + G3HA3.

Ifbl :bg %OWG define Al :Bl\(BlﬂBg)UBg\(BlﬁBg), A2 :BlﬂBg, aq :bl :bg,
as = by + by = 2b; and write X in the form

X = CLﬂIAl + GQ]IAQ.

Exercise 2.7. Write (—o0, b] as the disjoint union of the sets (—oo,a] and (a,b]. Hence

also {X € (—o0,al}, {X € (a,b]} are disjoint. It follows that
P(—oo < X <b)=P(—c0 < X <a)+Pla< X <),

that is, F'(b) = F(a) + P(a < X <b), by which the claim follows. To establish that Flx is
right-continuous we now show that

1
P(X <zp+ —) > P(X <1x¢) asn — oo, for all zy € R.
n

By the first part of the exercise it suffices to show that P(zo < x < zg + %) — 0 as n — oo.
The intervals A, = (zg, o + n~!] satisfy 4,11 C A, and N, A, = 0. Hence by Exercise 1.7
we have lim,,_,, P(A,) = P(()) = 0. The facts that F is increasing and converges to 1 as
T — 00 are obvious.

Exercise 2.9. We first compute the distribution function Fy of Y = X2. Clearly, Fy(y) =
P(X? <y)=0,if y <0. For y > 0 we have

2 1 v —x2/2
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Hence, for y > 0,

(i) = B ) = = (ML (V) = P (V) ) =

Since I'(1/2) = /m, this is the claim.

Exercise 2.12. A 2 x 2 symmetric matrix

- (:)

is positive definite if and only if TrC = a 4+ ¢ > 0 and det C' = ac — b* > 0. In particular,
a,c > 0. Let us denote

Note that p? = Z—QC < 1. Thus

and so

Substituting into (2.11) proves (2.12).

Exercise 2.14. X € N(0,1) means that X has density

1 22
fX(x) = \/%6_77

while Y € £(1) means that Y has density

fr(y) = e L.
Since X, Y are independent, they have the joint density fxy(z,y) = fx(z)fy(y). Hence

2 [ 1
P(X <Y) = Wdedy= [ dee % | d

<y

G_y]IyZ().

To compute this integral, we first divide the domain of integration on the variable z in x <0
and z > 0. So doing we have

1 0 22
PIX<Y)= — dre =
( o ) \/277'/00 /O

Computing the integrals we find

oo 1 oo .2 oo
dye ¥ + \/?/ dx 6_2/ dye.
m™Jo x

P(X <Y)= % +e2(1 — ®(1)),
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where ®(z) = \/%Tr I . e ¥’/2dy is the standard normal distribution.

Exercise 2.17. The density of S(t) is given by

d
fsw(z) = T Fs) (z),

provided the distribution Fg, i.e.,
Fso (@) = B(S(t) < )

is differentiable. Clearly, fsu(x) = Fsw(x) =0, for x < 0. For z > 0 we use that

1 x
< i i < — — = .
S(t) <z if and only if W(t) < - <log 50) at) A(z)

Thus,
A(x) 2
P(S(t) < 7) = P(—00 < W(t) < A(z)) = \/%m/_ e dy,

where for the second equality we used that W (t) € N(0,t). Hence

0@ = 4 | 75 /A(x)e-%fd _ L et dAu)
ST \Vart ) © ) T Ve dr

for x > 0, that is

1 1 (log z — log S(0) — at)?
fsw (@) 55 P { 527 0

Since

/0 fswy(y)dy =1,
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Chapter 3

Expectation

Throughout this chapter we assume that (2, F, {F(t) }+>0,P) is a given filtered probability
space.

3.1 Expectation and variance of random variables

Suppose that we want to estimate the value of a random variable X before the experiment
has been performed. What is a reasonable definition for our “estimate” of X7 Let us first
assume that X is a simple random variable of the form

N
X = ayla,,
k=1

for some finite partition { Ay }x—1,. n of © and real distinct numbers ay, ..., ay. In this case,
it is natural to define the expected value (or expectation) of X as

E[X] =) aP(Ar) =) aP(X =a).

That is to say, E[X] is a weighted average of all the possible values attainable by X, in
which each value is weighted by its probability of occurrence. This definition applies also for
N = oo (i.e., for discrete random variables) provided of course the infinite series converges.
For instance, if X € P(u) we have

00 00 ke‘“
E[X] = Zm(x =k => k" -

— k=0

r+1
!

_ W _ H _ K o
- Z(k—l)!_e Z R “Zr!_u'
k=1 r=0 r=0
Exercise 3.1 (o). Compute the expectation of binomial variables.
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Now let X be a non-negative random variable and consider the sequence {sX},cn of
simple functions defined in Theorem 2.2. Recall that sX converges pointwise to X as n — oo,
ie., sX(w) — X(w), for all w € Q (see Exercise 2.6). Since

n2"—1
1
wil - bk cx <Koz
k=1

it is natural to introduce the following definition.

Definition 3.1. Let X : Q — [0,00) be a non-negative random variable. We define the
expectation of X as

n2"—1
k_ k kE+1
E|[X] = 1 —P(—< X< —— P(X > 3.2
i.e., B[X] = lim,, o E[sX], where s3, 55, ... is the sequence of simple functions converging

pointwise to X and defined in Theorem 2.2.

We remark that the limit in (3.2) exists, because (3.1) is an increasing sequence (see next
exercise), although this limit could be infinity. When the limit is finite we say that X has
finite expectation. This happens for instance when X is bounded, i.e., 0 < X < (' a.s., for
some positive constant C.

Exercise 3.2. Show that E[sX] is increasing in n € N. Show that the limit (3.2) is finite
when the non-negative random variable X is bounded.

Remark 3.1 (Monotone convergence theorem). It can be shown that that the limit (3.2) is
the same along any non-decreasing sequence of non-negative random variables that converge
pointwise to X, hence we can use any such sequence to define the expectation of a non-
negative random variable. This follows by the monotone convergence theorem, whose
precise statement is the following: If X, X5, , ... is a non-decreasing sequence of non-negative
random variables such that X,, — X pointiwise a.s., then E[Z,| — E[Z].

Remark 3.2 (Dominated convergence theorem). The sequence of simple random variables
used to define the expectation of a non-negative random variable need not be non-decreasing
either. This follows by the dominated convergence theorem, whose precise statement
is the following: if X3, X5,... is a sequence of non-negative random variables such that
X, — X, as n — oo, pointiwise a.s., and sup,, X;, < Y for some non-negative random
variable Y with finite expectation, then lim,_,., E[X,| = E[X].

Next we extend the definition of expectation to general random variables. For this pur-
pose we use that every random variable X : {2 — R can be written as

X=X, -X_,

where

X =max(0,X), X_=—min(X,0)
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are respectively the positive and negative part of X. Since X. are non-negative random
variables, then their expectation is given as in Definition 3.1.

Definition 3.2. Let X : 2 — R be a random variable and assume that at least one of the
random variables X, X_ has finite expectation. Then we define the expectation of X as

E[X] = E[X,] - E[X_].

If X1 have both finite expectation, we say that X has finite expectation or that it is an
integrable random variable. The set of all integrable random variables on 0 will be denoted
by LY(2), or by L*(Q,P) if we want to specify the probability measure.

Remark 3.3 (Notation). Of course the expectation of a random variable depends on the
probability measure. If another probability measure P is defined on the o-algebra of events
(not necessarily equivalent to ), we denote the expectation of X in P by E[X].

Remark 3.4 (Expectation=Lebesgue integral). The expectation of a random variable X
with respect to the probability measure P is also called the Lebesgue integral of X over ()
in the measure P and it is also denoted by

mmzéxwww.

We shall not use this notation.
The following theorem collects some useful properties of the expectation:
Theorem 3.1. Let X,Y : Q2 — R be integrable random variables. Then the following holds:
(1) Linearity: For all o, B € R, ElaX + Y] = aE[X] + SE[Y];
(i) If X <Y a.s. then E[X] < E[Y];
(iii) If X >0 a.s., then E[X] =0 if and only if X =0 a.s.;
(i) If X,Y are independent, then E[XY] = E[X]E[Y].

Sketch of the proof. For all claims, the argument of the proof is divided in three steps: STEP
1: Show that it suffices to prove the claim for non-negative random variables. STEP 2: Prove
the claim for simple functions. STEP 3: Take the limit along the sequences {sX },.en, {5Y }nen
of simple functions converging to X,Y. Carrying out these three steps for (i), (ii) and (iii)
is simpler, so let us focus on (iv). Let X, = f(X), X_ = ¢g(X), and similarly for Y, where
f(s) = max(0,s), g(s) = —min(0, s). By Exercise 2.4, each of (X,Y,), (X_,Y,), (X;,Y")
and (X_,Y_) is a pair of independent (non-negative) random variables. Assume that the
claim is true for non-negative random variables. Then, using X = X, — X_ Y =Y, —Y_
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and the linearity of the expectation, we find

E[XY] = E[(X — X_)(V; — Y.)
— E[X.Y,] - E[X_Y.] — E[X.Y.] + E[X_V.]
E[X.JE[Y,] — E[X_]E[Y.] - E[X,JE[Y_] + E[X_]E[Y.]
— (E[X.] - E[X_])(E[Y:] - E[Y_]) = E[X]E[Y].

Hence it suffices to prove the claim for non-negative random variables. Next assume that
X,Y are independent simple functions and write

N M
X=> als, Y=> blg,.
j=1 k=1
We have
N M N M
XY =3 aibillalp, = > aibllang,.
=1 k=1 j=1 k=1

Thus by linearity of the expectation, and since the events A;, By are independent, for all
7, k, we have

N N M

M
Z a;beE(a,om,] =D ) a;bP(A; N By)

7=1 k=1 7=1 k=1

N M
Z > abP(A
j=1 k=1

— j=1

'MZ

a;P(A;) Z beP(B,) = E[X]E[Y].

Hence the claim holds for simple functions. It follows that
E[sXs)] = E[s: |E[s)].

Letting n — oo, the right hand side converges to E[X]E[Y]. To complete the proof we have
to show that the left hand side converges to E[XY]. This follows by applying the monotone
convergence theorem (see Remark 3.1) to the sequence Z,, = sXsY. O

As | X| = X, + X_, arandom variable X is integrable if and only if E[|X|] < co. Hence

we have
X e LY(Q) & E[X] < o < E[|X]] < .

The set of random variables X : Q — R such that |X|? is integrable, i.e., E[|X]?] < oo, will
be denoted by L*(Q) or L*(Q,P).

Exercise 3.3 (o). Prove the Schwarz inequality,

E[XY] < VE[XZE[Y?], (3.3)

for all random variables X,Y € L*(2).
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Letting Y =1 in (3.3), we find
LY(Q) C L*(Q).
The covariance Cov(X,Y") of two random variables X, Y € L?(Q) is defined as
Cov(X,Y) = E[XY] - E[X]E[Y].

Two random variables are said to be uncorrelated if Cov(X,Y) = 0. By Theorem 3.1(iv),
if X,Y are independent then they are uncorrelated, but the opposite is not true in general.
Consider for example the simple random variables

—1 with probability 1/3
X =< 0  with probability 1/3
1 with probability 1/3

and

vox2_{40 with probability 1/3
7 | 1 with probability 2/3

Then X and Y are clearly not independent, but
Cov(X,Y) =E[XY] - E[X]E[Y] =E[X?] - 0=0,
since E[X?] = E[X] = 0.
Definition 3.3. The variance of a random variable X € L*()) is given by
Var{X] = E[(X — E[X])?.
Using the linearity of the expectation we can rewrite the definition of variance as
Var[X] = E[X?] — 2E[E[X]X] + E[X]? = E[X?] — E[X]* = Cov(X, X).

Note that a random variable has zero variance if and only if X = E[X] a.s., hence we may
view Var[X] as a measure of the “randomness of X”. As a way of example, let us compute
the variance of X € P(u). We have

k=0 k=1

B r1 ) - oo " 9]
=Yyt =ty et ) rP(X =) = pt pEIX] =

r=0 r=0 r=0

Hence
Var[X] = E[X?] — E[X]* = u+p* — p* = p.

Exercise 3.4. Compute the variance of binomial random variables.
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Exercise 3.5 (o). Prove the following:
1. Var[aX] = o®Var[X], for all constants o € R;
2. Var[X + Y] = Var[X]| + Var[Y] 4+ 2Cov(X,Y);

3. —y/Var[X]Var[Y] < Cov(X,Y) < /Var[X]|Var[Y]. The left (resp. right) inequality
becomes an equality if (md Only zf there exzsts a negatwe (resp. positive) constant ag

and a real constant by such that Y = agX + by almost surely.

By the previous exercise, Var(X + Y) = Var(X) + Var(Y) holds if and only if X,Y are
uncorrelated. Moreover, if we define the correlation of X, Y as

Cov(X,Y)
/Var(X)Var(Y)’

Cor(X,Y) =

then Cor(X,Y) € [—1,1] and |Cor(X,Y)| = 1 if and only if YV is a linear function of X.
The interpretation is the following: the closer is Cor(X,Y’) to 1 (resp. —1), the more the
variable X and Y have tendency to move in the same (resp. opposite) direction (for instance,
(Cor(X,—2X) = —1, Cor(X,2X) = 1). An important problem in quantitative finance is to
find correlations between the price of different assets.

Exercise 3.6. Let {My}ren be a symmetric random walk. Show that E[My] = 0, and that
Var[My] = k, for all k € N.

Exercise 3.7. Show that the function || - |2 which maps a random variable Z to ||Z|2 =
E[Z2] is a norm in L*(Q).

Remark 3.5 (L?-norm). The norm defined in the previous exercise is called L? norm. It
can be shown that it is a complete norm, i.e., if {Xx},en C L*(Q2) is a Cauchy sequence of
random variables in the norm L?, then there exists a random variable X € L?(£2) such that
| Xy — X|]2 = 0 as n — oo.

Exercise 3.8 (o). Let {W,(t)}i>0, n € N, be the sequence of stochastic processes defined
n (2.13). Compute E[W, ()], Var[W,(t)], Cov[W,(t), W,(s)]. Show that

Var(W,(t)) — t, Cov(W,(t), W,(s)) — min(s,t), asn — +oo.

Next we want to present a first application in finance of the theory outlined above. In
particular we establish a sufficient condition which ensures that a portfolio is not an arbitrage.

Theorem 3.2. Let a portfolio be given with value {V (t)}1>0. Let V*(t) = D(t)V (t) be the
discounted portfolio value. If there exists a measure P equivalent to P such that E[V*(t)] is
constant (independent of t), then the portfolio is not an arbitrage.

Proof. Assume that the portfolio is an arbitrage. Then V(0) = 0 almost surely; as V*(0) =
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V(0), the assumption of constant expectation in the probability measure P gives
E[V*(t)] =0, forall t > 0. (3.4)

Let T > 0 be such that P(V(T) > 0) = 1 and P(V(T) > 0) > 0. Since P and P are
equivalent, we also have P(V(T) > 0) = 1 and P(V(T) > 0) > 0. Since the discounting
process is positive, we also have P(V*(T) > 0) = 1 and P(V*(T) > 0) > 0. However this
contradicts (3.4), due to Theorem 3.1(iii). Hence our original hypothesis that the portfolio
is an arbitrage portfolio is false. m

Theorem 3.2 will be applied in Chapter 6. To this purpose we shall need the following
characterization of equivalent probability measures.

Theorem 3.3. The following statements are equivalents:

(i) P and P are equivalent probability measures;

(ii) There exists a unique (up to null sets) random variable Z : Q@ — R such that Z > 0
almost surely, E[Z] =1 and P(A) = E[Z14], for all A € F.

Moreover, assuming any of these two equivalent conditions, for all random variables X such
that XZ € LY(Q,P), we have X € LY(Q,P) and

E[X] = E[ZX]. (3.5)

Proof. The implication (i) = (i7) follows by the Radon-Nikodym theorem, whose proof
can be found for instance in [6]. As to the implication (i7) = (i), we first observe that
P(Q) = E[Zlo) = E[Z] = 1. Hence, to prove that P is a probability measure, it remains to
show that it satisfies the countable additivity property: for all families { A }ren of disjoint
events, P(UpAy) = >k P(A). To prove this let

Clearly, ZIp is an increasing sequence of random variables. Hence, by the monotone con-
vergence theorem (see Remark 3.1) we have

lim E[ZHB ] E[Z]IBOO] Boo = UzozlAk,

n—oo

ie.,

lim P(B,) = P(B). (3.6)

n—oo

On the other hand, by linearity of the expectation,
P(B,) =E[ZB,] =E[ZIyy_ a] =E[Z(Ls, + - +1a,)] = > E[ZA;] =) P(Ay).

Hence (3.6) becomes
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This proves that Pis a probability measure. To show that PP and P are equivalent, let A be
such that P(A) = 0. Since ZI4 > 0 almost surely, then P(A) = E[ZI4] = 0 is equivalent, by
Theorem 3.1(iii), to ZI4 = 0 almost surely. Since Z > 0 almost surely, then this is equivalent
to I4 = 0 as., i.e., P(A) = 0. Thus P(4) = 0 if and only if P(4) = 0, i.c., the probability
measures P and P are equivalent. It remains to prove the identity (3.5). If X is the simple
random variable X = )", a;l4,, then the proof is straightforward:

IE[X} = Zakﬁ)(Ak) = ZakE Z]IAk = Zzak]IAk = ]

k k

For a general non-negative random variable X the result follows by applying (3.5) to an
increasing sequence of simple random variables converging to X and then passing to the
limit (using the monotone convergence theorem). The result for a general random variable
X : Q — R follows by applying (3.5) to the positive and negative part of X and using the
linearity of the expectation. O

Remark 3.6 (Radon—Nikodym derivative). Using the Lebesgue integral notation (see Re-
mark 3.4) we can write (3.5)

/X AP (w /X dP(w).

This leads to the formal identity dP(w) = Z(w)dP(w), or Z(w) = SEEZ;, which explains why

Z is also called the Radon-Nikodym derivative of P with respect to P.

An application of Theorem (3.3) is given in Exercise 3.11 below.

3.2 Computing the expectation of a random variable

Next we discuss how to compute the expectation of a random variable X. Definition 3.1 is
clearly not very useful to this purpose, unless X is a simple random variable. There exist
several methods to compute the value for E[X ]|, some of which will be presented later in these
notes. In this section we show that the expectation and the variance of a random variable
can be computed easily when the random variable admits a density.

Theorem 3.4. Let X : QQ — R be a random variable and g : R — R be a measurable function
such that g(X) € L'(Q). Assume that X admits the density fx. Then

E[g(X)] = / o) fx () da

In particular, the expectation and the variance of X are given by

E[X] :/Rxfx(x) dr, Var[X] :/R$2fx($) dx — (/Rxfx(w) dx>2.
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Proof. We prove the theorem under the assumption that g is a simple measurable function,
the proof for general functions g follows by a limit argument similar to the one used in the
proof of Theorem 3.1, see Theorem 1.5.2 in [21] for the details. Hence we assume

N
g($) = ZakHUk(x)v
k=1
for some disjoint Borel sets Uy, ...,Uy C R. Thus
Elg(X)] =E[ > axlly, (X)] = axB[ly, (X)].
k k

Let Yy, = Iy, (X) : @ — R. Then Y} is the simple random variable that takes value 1 if
w € A and 0 if w € A§, where Ay, = {X € Uy}. Thus the expectation of Y} is given by
E[Y:] = P(Ax) and so

Elg(X)] = ZakIP’(X ely) = Zak/U fz)de = /RZak]IUk(x)f(as) dr = /Rg(x)f(a:) dzx,

as claimed. O

For instance, if X € N(m,0?), we have

E[X] —/xe_(z2m§)2 do =m
R V2mo? ’

@-m)? dx
Var| X :/x2e_ 207 —m? =02,
] R V2mwo?

which explains why we called m the expectation and o2 the variance of the normal random
variable X. Note in particular that, for a Brownian motion {W (t)}>0, there holds

E[W(t) —W(s)] =0, Var[W(t)—W(s)]=|t—s|, foralls,t>0. (3.7)
Let us show that!

Cov(W(t), W(s)) = min(s, ). (3.8)

For s = t, the claim is equivalent to Var[W(t)] = ¢, which holds by definition of Brownian
motion (see (3.7)). For ¢t > s we have
Cov(W(t), W(s)) = E[W ()W (s)] — E[W ($)[E[W (s)]
= E[W ()W (s)]
= E[(W(t) — W(s)W(s)] + E[W(s)’].

Since W (t)—W (s) and W (s) are independent random variables, then E[(W (¢)—W (s))W (s)] =
E(W(t) — W(s)|E[W(s)] =0, and so

Cov(W (t), W(s)) = E[W(s)?] = Var[W(s)] = s = min(s,t), fort > s.

A similar argument applies for ¢ < s.

LCompare (3.8) with the result of Exercise 3.8.
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Exercise 3.9. The moment of order n of a random variable X is the quantity p, = E[X™],
n=1,2,.... Let X € N(0,0?). Prove that

B 0 if nis odd
Hn = 1-3-5...----(n—1)0" ifn is even.

Exercise 3.10 (o). Compute the expectation and the variance of exponential random vari-
ables.

Exercise 3.11 (o). Let X € E(N\) an exponential random variable with intensity A. Given
A>0, let N

)\ ~

_ A e—(-nx

3¢

Define P(A) = E[Z1,4], A € F. Show thaiﬁ is a probability measure equivalent to P. Prove

that X € E(X) in the probability measure P.

Exercise 3.12. Compute the expectation and the variance of Cauchy distributed random
variables. Compute the expectation and the variance of Lévy distributed random variables.

Exercise 3.13. Compute the expectation and the variance of the geometric Brownian mo-
tion (2.14).

Exercise 3.14. Show that the paths of the Brownian motion have unbounded linear variation.
Namely, given 0 =ty <t; <---<t, =t withty —ty,_1 =h, forallk=1,...,n, show that

E[) W (t) = W(te1)]] = 00, asn — oo

(However, Brownian motions have finite quadratic variation, see Section 3.4).

A result similar to Theorem 3.4 can be used to compute the correlation between two
random variables that admit a joint density.

Theorem 3.5. Let X, Y : Q — R be two random variables with joint density fxy : R* —
[0,00) and let g : R — R be a measurable function such that g(X,Y) € LY(Q). Then

Blo(X. V)] = | g(e.u)fxr(e.y) de dy.
R2
In particular, for X,Y € L*(Q),
Cov(X,Y) :/

R

, $3/fX,Y(33, y) dx dy — /

R

2fx(z) de /R ufy (y) dy,

where

fx(x)z/RfX,y(x,y)dy, fY(y):/RfX,Y(xvy)dx

are the (marginal) densities of X and Y.
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Exercise 3.15. Show that if X1, X5 : Q — R are jointly normally distributed with covariant
matriz C' = (Cyj)i j=1.2, then C;; = Cov(X;, X;).

Combining the results of Exercises 2.12 and 3.15, we see that the parameter p in Equa-
tion (2.12) is precisely the correlation of the two jointly normally distributed random vari-
ables X, Y. It follows by Remark 2.3 that two jointly normally distributed random variables
are independent if and only if they are uncorrelated. Recall that for general random variables,
independence implies uncorrelation, but the opposite is in general not true.

3.3 Characteristic function

In this section, and occasionally in the rest of the notes, we shall need to take the expectation
of a complex-valued random variable Z : Q@ — C. Letting Z = Re(Z) + ilm(Z), the
expectation of Z is the complex number defined by

E[Z] = E[Re(Z)] 4+ E[Im(Z)].
Definition 3.4. Let X € L*(Q). The function 0x : R — C given by
Ox (u) = E[e™"]

is called the characteristic function of X. The positive, real-valued function Mx(u) =
Ele“X], when it exists in some neighborhood of u = 0, is called the moment-generating
function of X.

Note that if the random variable X admits the density fy, then

Oxu) = [ e p(o)do.

i.e., the characteristic function is the inverse Fourier transform of the density. Table 3.1
contains some examples of characteristic functions.

Note carefully that, while 0y is defined for all © € R, the moment-generating function of
a random variable may be defined only in a subset of the real line, or not defined at all (see
Exercise 3.16). For instance, when X € £(\) we have

_ mruX] > (w=Nz 7. ) +00 ifu> M\
M) =B =2 [ e M_{(hmﬂrlﬁu<A

Hence Mx(u) which is defined (as a positive function) only for u < A.

Exercise 3.16. Show that Cauchy random wvariables do not have a well-defined moment-
generating function.

The characteristic function of a random variable provides a lot of information. In partic-
ular, it determines completely the distribution function of the random variable, as shown in
the following theorem (for the proof, see [6, Sec. 9.5]).
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Density Characteristic function

N(m,o?) exp(ium — 1o%u?)
E(N) (1 —du/N)!
X*(9) (1 — 2iu) =72

X*(0,8) | (1 —2iu)~*?exp (_2511)

Table 3.1: Examples of characteristic functions

Theorem 3.6. Let X,Y € LY(Q). Then 0x = Oy if and only if Fx = Fy. In particular, if
Ox = Oy and one of the two variables admits a density, the other does too and the densities
are equal.

According to the previous theorem, if we want for instance to prove that a random
variable X is normally distributed, we may try to show that its characteristic function fx is
given by Ox(u) = exp(ium — %azlﬂ), see Table 3.1. Another useful property of characteristic

functions is proved in the following theorem.

Theorem 3.7. Let Xi,..., Xy € LY(Q) be independent random variables. Then

6X1+...+XN == 0X1 ce QXN.

Proof. We have

‘9X1+~--+XN (U) — E[eiu(X1+...+XN)] — E[eiuX1eiuX2 o eiuXN].

Using that the variables Y} = e®X1 ... Yy = e™X~ are independent (see Theorem 2.1) and
that the expectation of the product of independent random variables is equal to the product
of their expectations (see Theorem 3.1(iv)) we obtain

E[efXtetuXz  tXn] = Ele™X1] | E[e"N] = Ox, (u) ... 0x, (u),
which concludes the proof. n
As an example of application of the previous theorem, we now show that if X;,... Xy
are independent normally distributed random variables with expectations mq,...,my and
variances o7, ...,04, then the random variable

Y=Xi+ - +Xy
is normally distributed with mean m and variance o2 given by

m=my+---+my, 0>=0r+ - +ox. (3.9)
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In fact,

9X1+---+XN (U) _ eXl (U,) o QXN (u) _ eiumlf%g%qﬁ o eiumN*%U%\,uQ _ 6iumf%02u2‘

The right hand side of the previous equation is the characteristic function of a normal
variable with expectation m and variance o given by (3.9). Thus Theorem 3.6 implies that
X1+ + Xy € N(m,0?).

Exercise 3.17. Let X; € N(my,0?),..., Xy € N(my,0%), N > 2, be independent. Show
that Y = S0 (Xi/01)? € X3(N, B) where f = (m1)o1)? + -+ + (my/on)? (compare with
Exercise 2.9).

Exercise 3.18. Let X,Y € LY(Q) be independent random variables with densities fx, fy.
Show that X +Y has the density

fX+Y(33) = /RfX@—y)fY(y) dy.

Remark: The right hand side of the previous identity defines the convolution product of
the functions fx, fy.

The characteristic function is also very useful to establish whether two random variables
are independent, as shown in the following exercise.

Exercise 3.19. Let X,Y € L'(Q) and define their joint characteristic function as
Ox.y (u,v) = E[e™X Y] w0 e R.

Show that X,Y are independent if and only if Ox y (u,v) = Ox(u)by (v).

3.4 Quadratic variation of stochastic processes

We continue this chapter by discussing the important concept of quadratic variation. We
introduce this concept to measure how “wild” a stochastic process oscillates in time, which
in financial mathematics is a measure of the volatility of an asset price.

Let {X (t)}+>0 be a stochastic process. A partition of the interval [0,77] is a set of points
II = {to, t1,. .. tm} such that

O=to<ti<ta<---<t,=1T.
The size of the partition is given by

11| = j_gﬂafl_l(tjﬂ — ;).

=U,...,

To measure the amount of oscillations of {X (¢)};>¢ in the interval [0, 7] along the partition
II, we compute

Quw) =Y (X(tjr1,w) — X(t;,w)).
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Note carefully that @ is a random variable and that it depends on the partition. For
example, let {A(s)}s>0 be the step process

ZXk H[sk,sk_H)

Then if the partition IT = {0,¢y,...,t, = T} is such that s, < t < s, for all k& =
1,2,...m, we have

Qu(w) = (Xa(w) = X1 (w))* + (Xs(w) = XoW)* + -+ + (X1 (W) — Xin ().

However if two points in the partition belong to the same interval [sg, siy1), the variation
within these two instants of time clearly gives no contribution to the total variation Qr.

To define the quadratic variation of the stochastic process {X(t)}+>0, we compute @,
along a sequence {II,},en of partitions to the interval [0, 7] such that ||II,|| — 0 as n — oo
and then we take the limit of Qn, as n — oo. Since {Qr, }nen is a sequence of random
variables, there are several ways to define its limit as n — co. The precise definition that we
adopt is that of L%-quadratic variation, in which the limit is taken in the norm || - ||, defined
in Exercise 3.5.

Definition 3.5. The L*-quadratic variation of the stochastic process {X(t)}i>o in the
interval [0, T] along the sequence of partitions {11, }nen is a random variable denoted by
(X, X|(T) such that

2

m(n)—1
I B> (X)) - X)) - (X, X)(1) ) | =0,

where m(n) + 1 is the number of points in the partition I, = {to, t(n) ot ., T}

> Ym(n)

If the limit in the previous definition does not exist, the quadratic variation cannot be
defined as we did (an alternative definition is possible, but we shall not need it)

Note that the quadratic variation depends in general on the sequence of partitions of
the interval [0, 7] along which it is computed, although this is not reflected in our notation
[ X, X](T"). However for several important examples of stochastic processes—and in particular
for all applications considered in these notes—the quadratic variation is independent of the
sequence of partitions. To distinguish this important special case, we shall use the following

(standard) notation:
dX (t)dX(t) = dY (t),

to indicate that the quadratic variation of the stochastic process {X(t)}+>0 in any interval
[0,¢] is given by the random variable Y(¢), independently from the sequence of partitions of
the interval [0,¢] along which it is computed. Note that {Y (¢)};>0 is a stochastic process.

Now we show that if the paths of the stochastic process { X (t) };>¢ are sufficiently regular,
then its quadratic variation is zero along any sequence of partitions.

o6



Theorem 3.8. Assume that the paths of the stochastic process {X (t)}i>o satisfy
P(|X(t) — X(s)| < C|t—s|]") =1, (3.10)
for some positive constant C' > 0 and v > 1/2. Then
dX(t)dX(t) = 0.
Proof. We have

m(n)—1 - 2 [ m(n)—1 - - 2
5 (S oy ) <o |35 -
5=0 |\ =0
m(n)—1 2
= B (10— P — o)
L JZO
Now we use that t§+)1 ) < ||I1,,|| and > (t;rjrl ;n)) =T, so that
m(n)—1 - 2 )
E Z y+1 (tj" ))? < (CzHHnHQV*lT) — 0, as|IL,]] — 0.
7=0
]
As a special important case we have that
dtdt = 0. (3.11)
Next we compute the quadratic variation of Brownian motions.
Theorem 3.9. For a Brownian motion {W(t)}:>o there holds
dW (t)dW (t) = dt. (3.12)
Proof. Let
m(n)—1
Q@) = Y (Wt w) =Wt w))
§=0

where we recall that m(n) 4+ 1 is the number of points in the partition II, of [0,7]. We
compute

E[(Qu, —T)%] = E[Q},] + T — 2TE[Qm, ).

But
m(n)—1
E[Qu,)= > E[(W() - W) Z Var[W (£7)) — w ()]
7=0
m(n)—1
= > Bh-t")=T
j=0
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Hence we have to prove that
lim E[Qf |—-T°=0,

[T || =0

or equivalently (as we have just proved that E[Qn, ] = T),
lim Var(Qn,) =

([T [ =0

Since the increments of a Brownian motion are independent, we have

m(n)—1 m(n)—1
Var(Qm, ) = Var[(W (%) — w (" E[(

j=0 7=0

Now we use that

E[(W (") — W ()% = Var[W (¢17)) — w ()] = 7} —

and, as it follows by Exercise 3.9,

E[(W (£/00) — W) = 35 - )2
We conclude that

m(n)—1

VarlQm,] =2 Y (5 — )2 < 2IL[|IT =0, as ||| =0,

Jj=0

which proves (3.13) and thus the theorem.

(3.13)

]

Remark 3.7 (No-where differentiability of Brownian motions). Combining Theorem 3.9 and
Theorem 3.8, we conclude that the paths of a Brownian motion {W(¢)};>0 cannot satisfy
the regularity condition (3.10). In fact, while the paths of a Brownian motion are a.s.
continuous by definition, they turn out to be no-where differentiable, in the sense that
the event {w € Q: 1%, € C'} is a null set. A proof of this can be found for instance in [7].

Finally we need to consider a slight generalization of the concept of quadratic variation.

Definition 3.6. We say that two stochastic processes {X1(t)}i>0 and {Xo(t)}i>o have L*-
cross variation [Xi, X5|(T) € R in the interval [0,T] along the sequence of partitions

{Hn}n€N7 Zf
m(n)—1 2
ImE | () - X)) - X)) - X X)) || =
7=0

where m(n) + 1 is the number of points in the partition 11,,.
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As for the quadratic variation of a stochastic process, we use a special notation to ex-
press that the cross variation of two stochastic processes is independent of the sequence of
partitions along which it is computed. Namely, we write

dX,(1)dX5(t) = dY (1),

to indicate that the cross variation [X7, X5](t) equals Y (¢) along any sequence of partitions
{I1,,}nen. The following generalization of Theorem 3.8 is easily established.

Theorem 3.10. Assume that the paths of the stochastic processes {X1(t)}i>0, {Xa2(t)}iso0
satisfy

P(IX1(t) = Xi(s)| < Clt = s|") = 1, P(|Xa(t) — Xa(s)] < Cft — ") = 1,
for some positive constants C,y, X such that v+ X > 1/2. Then dX,(t)dXs(t) = 0.
Exercise 3.20. Prove the theorem.

As a special case we find that
dW (t)dt = 0. (3.14)

It is important to memorize the identities (3.11), (3.12) and (3.14), as they will be used
several times in the following chapters.

Exercise 3.21 (x). Let {Wi(t)}i>0, {Wa(t) }i>0 be two independent Brownian motions. Show

3.5 Conditional expectation

Recall that the expectation value E[X] is an estimate on the average value of the random
variable X. This estimate does not depend on the o-algebra JF, nor on any sub-o-algebra
thereof. However, if some information is known in the form of a o-algebra G, then one
expects to be able to improve the estimate on the value of X. To quantify this we introduce
the definition of “expected value of X given G”, or conditional expectation, which we denote
by E[X|G]. We want the conditional expectation to verify the following properties:

(i) If X is G-measurable, then it should hold that E[X|G] = X, because the information
provided by G is sufficient to determine X;

(ii) If X is independent of G, then E[X|G] = E[X], because the occurrence of the events
in G does not effect the probability distribution of X;

Note that (i) already indicates that E[X|G] is a random variable. To begin with we define
the conditional expectation of a random variable X with respect to an event A € F. Let’s
assume first that X is the simple random variable

N
X = Z ak]IAka
k=1
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where ay,...,ay € R and {Ag}r=1 . is a family of disjoints subsets of Q. Let B €

F : P(B) > 0 and Pg(Ax) = (A(’“Q)B be the conditional probability of Ay given B, see
Definition 1.4. It is natural to define the conditional expectation of X given the event B as

N
k=1
Moreover, since
N N
XTg = alaJs =Y arlans,
k=1 k=1

we also have the identity E[X|B] = E[)((HB I, We use the latter identity to define the conditional

expectation given B of general random variables.

Definition 3.7. Let X € L'(Q) and B € F. When P(B) > 0 we define the conditional
expectation of X given the event B as

E[X|B] =

When P(B) = 0 we define E[X|B] = E[X].

Note that E[X|B] is a deterministic constant. Next we discuss the concept of conditional
expectation given a c-algebra G. We first assume that G is generated by a (say, finite)
partition {Ay}r—=1.. s of 2, see Exercise 1.4. Then it is natural to define

-----

E[X|G] = ZE X| ALy, . (3.15)

k=1

Note that E[X|G] is a G-measurable simple function. It will now be shown that (3.15)
satisfies the identity

E[E[X|G]||B] = E[X|B], forall BeG:P(B)>0. (3.16)
In fact,
P(B)E[E[X|G]|B] = E[E[X|G]lLg]

i”: E[X]Ax]La, L5]

E E[X1,,
= ;E[ IP[’(Ak)]HAkmB]




Since {A1,..., Ay} is a partition of €, there exists I C {1,..., M} such that B = UgeAyg;
hence the above sum may be restricted to k € I. Since E[l4, 5| = E[l4,] = P(Ag), for k € I,
we obtain

P(B)E[EIX|G)|B] = 3" E[XLy,] = E[XI,,,] - E[XI3],

kel
by which (3.16) follows.

Exercise 3.22. What is the interpretation of (3.16)7

The conditional expectation of a random variable with respect to a general o-algebra can
be constructed explicitly only in some special cases (see Section 3.7). However an abstract
definition is still possible, which we give after the following theorem.

Theorem 3.11. Let G be a sub-c-algebra of F and X € LY(Q). If Y)Yy € LY(Q) are

G-measurable and satisfy
E[Y;|A] = E[X|A], fori=1,2 and all A€ G :P(A) >0, (3.17)
then Y1 =Y5 a. s.
Proof. We want to prove that P(B) = 0, where
B={wef: Yiw) £ Va()}h
Let By = {Y; > Y5} and assume P(B,) > 0. Then, by (3.17) and Definition 3.7,
E[(Y1 = Y2)Ip,] = EVilp,] — E[Y2Ip,] = P(B4)(E[Y1|B:] — E[Yz|B4]) = 0.

By Theorem 3.1(iii), this is possible if and only if (Y; — Y2)Ip, = 0 a.s., which entails
P(B;) = 0. At the same fashion one proves that P(B_) = 0, where P(B ) ={V; < Y2}
Hence P(B) = P(B;) +P(B_) =0, as claimed. O

Theorem 3.12 (and Definition). Let X € L'(Q) and G be a sub-o-algebra of F. There
exists a G-measurable random variable E[X|G] € L'(Q) such that

E[E[X|G]|A] = E[X|A], for all A€ G :P(A) > 0. (3.18)

The random variable E[X|G], which by Theorem 3.11 is uniquely defined up to a null set, is
called the conditional expectation of X given the og-algebra G. If G is the o-algebra
generated by a random variable Y, i.e., G = o(Y), we write E[X|G] = E[X|Y].

Proof. See [21, Appendix B]. O

Remark 3.8. Following Remark 3.3, we denote by E[X|G] the conditional expectation of
X in a new probability measure P, not necessarily equivalent to P.

We continue this section with a list of properties of the conditional expectation, which
we divide in three theorems.
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Theorem 3.13. The conditional expectation of X € L'(Q) satisfies the following identities
almost surely:

(i) E[E[X|9]] = E[X];
(i7) If X is G-measurable, then E[X|G] = X;
(11i) If H C G is a sub-o-algebra, then
E[E[X|G]|H] = E[X|#];

(iv) Linearity: ElaX + BY|G] = aE[X|G] + BE[Y|G], for all a, 3 € R and Y € L'().
(v) If G consists of trivial events only, then E[X|G] = E[X].

Proof. (i) Replace A = Q into (3.18). (ii) Note that (3.17) is satisfied by ¥; = E[X|G] and
Y = X; hence when X is G-measurable, we have E[X|G] = X a.s., by uniqueness. (iii)
Using (3.18), and since H C G, the random variables E[E[X|G]||H], E[X|G] and E[X|H]
satisfy

E[E[E[X|G][H]|A] = E[E[X]G]|A],
E[E[X|G]|A] = E[X]A],
E[E[X[H]|A] = E[X|A],

for all A e H :P(A) > 0. It follows that
E[E[E[X|G][H]|A] = E[E[X[#]|A]

and thus by uniqueness the claim follows. (iv) The variables Y; = ElaX + gY|G] and
Ys, = aE[X|G] + PE[Y|G] satisfy (3.17), and so they are equal almost surely. (v) See next
exercise. ]

Exercise 3.23. Prove the property (v) in Theorem 3.183.

The following theorem collects some properties of the conditional expectation in the
presence of two variables and is given without proof.

Theorem 3.14. Let X,Y € L'(Q). Then the following identities holds almost surely:
(i) If X is independent of G, then E[X|G] = E[X];
(i1) If X is G-measurable, then E[XY|G] = XE[Y|G];

(i) If X <Y then E[X]|G] < E[Y]F].

Exercise 3.24 (o). Prove the property (i) in Theorem 3.14 when G is generated by a partition
{Ai k1. of Q, i.e., using Definition 3.15. Prove the property (ii) when Y is a simple
random variable.
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Exercise 3.25. Prove the property (iii) in Theorem 3.14.

Exercise 3.26 (o). The purpose of this exercise is to show that the conditional expectation
15 the best estimator of a random variable when some information is given in the form of a
sub-c-algebra. Let X € L'(Q) and G C F be a sub-c-algebra. Define Err = X — E[X|G].
Show that E[Err] =0 and

Var|Err] = m}in Var]y — X],

where the minimum is taken with respect to all G-measurable random variables Y .
Exercise 3.27 (o). Let X,Y € L'(Q) and consider the decomposition
X =EX|Y]+ (X —E[X|Y]) = X; + Xs.

Show that Xy and Y are uncorrelated. Hence any random variable X can be written as the
sum of a 'Y -measurable random variable and a remainder which is uncorrelated to X .

Theorem 3.15. Let X,Y : Q — R be two random wvariables and G a sub-o-algebra of F
such that X 1s G-measurable and ) is independent of G. Then for any measurable function
g :R? —[0,00), the function f: R — [0,00) defined by

f(z) = E[g(z,Y)]

1s measurable and moreover

Elg(X,Y)|g] = f(X).

The previous theorem tells us that, under the stated assumptions, we can compute the
random variable E[g(X,Y)|G] as if X were a constant.

3.6 Martingales

A martingale is a stochastic process which has no tendency to rise or fall. The precise
definition is the following:

Definition 3.8. A stochastic process {M(t)}+>0 is called a martingale relative to the fil-
tration {F(t)}i>o if it is adapted to {F(t)}>0, M(t) € L*(Q) for all t >0, and

E[M(t)|F(s)] = M(s), forall0<s<t, (3.19)
for allt > 0.

Hence a stochastic process is martingale if the information available up to time s does
not help to predict whether the stochastic process will raise or fall after time s.

Remark 3.9. If the condition (3.19) is replaced by E[M(t)|F(s)] > M(s), for all 0 <
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s < t, the stochastic process {M(t)};>¢ is called a sub-martingale. The interpretation
is that M (t) has no tendency to fall, but our expectation is that it will increase. If the
condition (3.19) is replaced by E[M(t)|F(s)] < M(s), for all 0 < s < ¢, the stochastic
process { M (t)}+>0 is called a super-martingale. The interpretation is that M (¢) has not
tendency to rise, but our expectation is that it will decrease.

Remark 3.10. If we want to emphasize that the martingale property is satisfied with respect
to the probability measure P, we shall say that {M(¢)}:>o is a P-martingale.

Since the conditional expectation of a random variable X is uniquely determined by (3.18),
then the property (3.19) is satisfied if and only if

E[M(s)Ia] = E[M(t)14], forall 0 <s <t and for all A € F(s). (3.20)
In particular, letting A = €2, we obtain that the expectation of a martingale is constant, i.e.,
E[M(t)] = E[M(0)], forallt>0. (3.21)

Combining the latter result with Theorem 3.2, we obtain the following sufficient condition
for no arbitrage.

Theorem 3.16. Let a portfolio be given with value {V (t)}i>0. If there exists a measure

P equivalent to P and a filtration {F(t)}i>0 such that the discounted value of the portfolio
{V*(t) }i>0 is a martingale, then the portfolio is not an arbitrage.

Proof. The assumption is that
E[D()V (t)|F(s)] = D(s)V(s), forall0<s <t

Hence, by (3.21), E[D(t)V(t)] = E[D(0)V(0)] = E[V(0)]. The result follows by Theorem 3.2.
[l

Theorem 3.17. Let {F(t)}i>0 be a non-anticipating filtration for the Brownian motion
{W(t) 0. Then {W(t)}i>0 is a martingale relative to {F(t)}i>0.

Proof. The martingale property for s = ¢, i.e., E[W(¢t)|F(t)] = W(t), follows by the fact
W (t) is F(t)-measurable, and thus Theorem 3.13(ii) applies. For 0 < s < t we have
E[W(#)|F(s)] = E[(W(t) = W(s))|F(s)] + E[W (s)|F(s)],
— B[W (1) — W(s)] + W(s) = W(s),
where we used that W (t) — W (s) is independent of F(s) (and so E[(W (t) — W (s))|F(s)] =

E[(W (t) — W (s))] by Theorem 3.14(i)), and the fact that W (s) is F(s)-measurable (and so
E[W (s)|F(s)] = W(s)). O

Exercise 3.28. In the oo-coin tosses experiment, let Fy be the o-algebra of the events
resolved by the first N tosses. Show that the random walk is a martingale with respect to the
filtration {Fn}nen. The proof can be found in
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Thus Brownian motions are martingales, they have a.s. continuous paths and have
quadratic variation ¢ in the interval [0,t], see Theorem 3.9. The following theorem, which
is a special case of the so called Lévy characterization of Brownian motion, show that
these three properties characterize Brownian motions and is often used to prove that a given
stochastic process is a Brownian motion. The proof can be found in [14].

Theorem 3.18. Let {M(t)}i>0 be a martingale relative to a filtration {F(t)}1>0. Assume
that (i) M(0) = 0 a.s., (ii) the pathst — M (t,w) are a.s. continuous and (i11) dM (t)dM (t) =
dt. Then {M (t)}1>0 is a Brownian motion and {F(t) }+>0 a non-anticipating filtration thereof.

Exercise 3.29. Consider the stochastic process {Z(t) }>o given by

zuy:ap@wwo—%ﬁw,

where {W(t)}i>0 is a Brownian motion and o € R is a constant. Let {F(t)}>0 be a
non-anticipating filtration for {W(t)}i>0. Show that {Z(t)}1>0 is a martingale relative to

{F(#)} 0.

Exercise 3.30 (o). Let {N(t)}:>0 be a Poisson process generating the filtration {Fy(t)}i>o0-
Show that (i) {N(t)}i>0 is a sub-martingale relative to {Fn(t)}i>0 and (i) the so-called
compound Poisson process {N(t) — A\t};>¢ is a martingale relative to{ Fn(t)}i>0, where
A is the rate of the Poisson process (see Definition 2.16).

Exercise 3.31 (o). Let {F(t)}icior be a filtration and {M(t)}iejor) a stochastic process
adapted to {F(t)}ecpo,r). Show that {M(t)}icjor) s a martingale if and only if there exists a
F(T)-measurable random variable H € L'(Q) such that

M(t) = E[H|F()]-

Now assume that {Z(t)};>¢ is a martingale such that Z(¢) > 0 a.s. for all ¢ > 0 and
Z(0) = 1. In particular, E[Z(t)] = E[Z(0)] = 1 and therefore, by Theorem 3.3, the map
P: F — |[0,1] given by

P(A) =E[Z(T)14], AeF (3.22)
is a probability measure equivalent to PP, for all 7" > 0. Note that P depends on 7" > 0 and

P =1, for ' = 0. The dependence on T is however not reflected in our notation. As usual,
the (conditional) expectation in the probability measure P will be denoted E. The relation

between E and E is revealed in the following theorem.
Theorem 3.19. Let t € [0,T] and let X be a Fw (t)-measurable random variable such that
Z(t)X € LY(Q,P). Then X € LY(Q,P) and

E[X] = E[Z(t)X]. (3.23)

Moreover, for all 0 < s <t and for all random variables Y such that Z(t)Y € L'(Q,P),
there holds

E[Y | F (s)] = %E[Z(t)Y|fw<S)] (almost surely). (3.24)

65



Proof. As shown in Theorem 3.3, E[X] = E[Z(T)X]. By Theorem 3.13(i), Theorem 3.14(ii),
and the martingale property of {Z(t)}:>0, we have

E[Z(T)X] = E[E[Z(T)X|Fw (1)]] = E[XE[Z(T)|Fw (1)]] = E[Z(t)X].

To prove (3.24), recall that the conditional expectation is uniquely defined (up to null sets)
by (3.18). Hence the identity (3.24) follows if we show that

E[Z(s)E[Z(8)Y | Fw (s)]La] = E[YL4),

for all A € Fy(s). Since I is Fyy(s)-measurable, and using (3.23) with X = Z(s) 'E[Z(t)YT4| Fw (s)]

and t = s, we have

E[Z(s) "E[Z()Y [ Fw(s)]La] = IA["?/#[Z(S)*IE[Z(QY]IAIJEw(S)]] = E[E[Z(t)YLa| Fw (s)]]

=E[Z(t)YL4] = E[Y1L4],

where in the last step we used again (3.23). The proof is complete. O

3.7 Markov processes

In this section we introduce another class of stochastic processes, which will play a funda-
mental role in the following chapters.

Definition 3.9. A stochastic process {X(t)}i>o0 is called a Markov process with respect
to the filtration {F(t)}i>o if it is adapted to {F(t)}1>0 and if for every measurable function
g : R — R such that g(X(t)) € LY(Q) for all t > 0, there exists a measurable function
fg:10,00) x [0,00) x R = R such that

Elg(X(t))|F(s)] = f4(t, s, X(s)), forall0<s<t. (3.25)

If there exists a measurable function J?;, :[0,00) x R — R such that f,(t,s,z) = Ji(t —s,x),
the Markov process is said to be homogeneous. If there exists a measurable function p :
[0,00) X [0,00) X R — R such that

fo(t,s,x) = / g)p(t,s,z,y)dy, for0<s<t, (3.26)
R

then we call p the transition density of the Markov process.

Thus for a Markov process, the conditional expectation of g(X(¢)) at the future time ¢
depends only on the random variable X (s) at time s, and not on the behavior of the process
before or after time s. Note that in the case of a homogeneous Markov process, the transition
density, if it exists, has the form p(t, s, z,y) = p.(t — s,z,y), for some measurable function
ps 1 [0,00) x R — R.
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Remark 3.11. We will say that a stochastic process is a P-Markov process if we want to
emphasize that the Markov property holds in the probability measure P.

Exercise 3.32 (o). Show that the function f,(t,s,x) in the right hand side of (3.25) is given

by
fo(t,s,x) =E[g(X ()| X(s) =2] forall0<s<t. (3.27)

Theorem 3.20. Let {X (t)}+>0 be a Markov process with transition density p(t, s, z,y) rela-
tive to the filtration {F(t)}+>0. Assume X (s) = x € R is a deterministic constant. Then for
allt > s, X(t) admits the density fxu) given by
fX(t)(y) = p<t’ S, T, y)
Proof. By definition of density
PXW <0 = [ Frody

see Definition 2.7. Letting X (s) = x into (3.25)-(3.26) we obtain

Elg(X (1)) = / gl 5,2, ) dy.

Choosing g = [(_ 4], we obtain

hence fX(t>(y) Zp(t,s,x,y). [

Theorem 3.21. Let {F(t)}>0 be a non-anticipating filtration for the Brownian motion
{W(t)}is0. Then {W(t)}i>0 is a homogeneous Markov process relative to {F(t)}i>0 with
transition density p(t, s, x,y) = p«(t — s,x,y), where

1 (y—a)?
ST T, y) = e 2. 3.28
) = (329
Proof. The statement holds for s = ¢, with f,(¢,t,2) = g(x). For s <t we write

Elg(W(#)|F (s)] = Elg(W () = W(s) + W(s))|F(s)] = E[g(W(s), W(t) — W(s))|F(s)],

where g(z,y) = g(z + y). Since W(t) — W(s) is independent of F(s) and W(s) is F(s)
measurable, then we can apply Theorem 3.15. Precisely, letting

fg(tv S, Z‘) = E[g(xv W(t> - W(S))]v

we have

ElgW@)IF(s)] = folt, s, W(s)),
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which proves that the Brownian motion is a Markov process relative to {F(t)}:>o. To derive
the transition density we use that Y = W (t) — W(s) € N(0,t — s), so that

y—m)?
Elg(x +Y /x—l— 62(f5)d— / y)e 2= dy,
hence
Bl )17 = | [ son.tc = s.) dy} ,
R =W (s)

where p, is given by (3.28). This concludes the proof of the theorem. O
Exercise 3.33. Show that, when p is given by (3.28), the function

ultia) = [ gly)p.(t = 5..9)dy (329)

R

solves the heat equation with initial datum g at time t = s, namely

1

Oyu = iagu, u(s,x) =g(x), t>s, zeR. (3.30)

Exercise 3.34. Let {F(t)}i>0 be a non-anticipating filtration for the Brownian motion
{W(t)}i>0. Show that the geometric Brownian motion

S(t) — S(O)eaW(t)Jrat

is a homogeneous Markov process in the filtration { F(t) }1>o with transition density p(t, s, z,y) =
p«(t — s,2,y), where

_ v [ (og(y/z) —ar)”
P+ (T7 Z, y) - Uy\/% p { 2021 } ]Iy>0‘ (331)

Show also that, when p is given by (3.31), the function v : (s,00) x (0,00) = R given by

ofta) = [ glw)pilt = s.a)dy (3.32)
R
satisfies
1
s — (a + 0%/2) 20,0, — 502172831)8 =0, forx>0t>s, (3.33a)
v(s,x) =g(z), forx>0. (3.33b)

The correspondence between Markov processes and PDEs alluded to in the last two
exercises is a general property which will be further discussed later in the notes.
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3.A Appendix: Solutions to selected problems

Exercise 3.1. Let X be a binomial random variable. Then

N N N N N N
_ ) — k(1 _ o \N—k _ (1 _ \N-1
LX) = Sk = 1) = Yo k(3 )oYt = - () ()
k=1 k=1 k=0
Now, by the binomial theorem
N
N
> (3= aea,
k=0

for all z € R. Differentiating with respect to x we get

N
N

g k<k>xk_1 = N(1+z)V 1,

k=0

Letting x = p/(1 — p) in the last identity we find E[X] = Np.

Exercise 3.3. If Y = 0 almost surely, the claim is obvious. Hence we may assume that
E[Y?] > 0. Let

E[XY]
Z=X - E[Y7] Y.
Then P
0 < ElZY = B[x - ok

by which (3.3) follows.

Exercise 3.5. The first and second properties follow by the linearity of the expectation. In
fact
Var[aX] = E[a?X?] — E[aX]* = o®E[X?] — o*E[X]? = o*Var[X],

and
Var[X + Y] = E[(X +Y)?] - E[X + Y]* = E[X?] + E[Y?] + 2E[XY]
—E[X]? - E[Y)? - 2E[X]E[Y] = Var[X] + Var[Y] + 2Cov(X,Y).
For the third property, let a € R and compute, using 1 and 2,
Var[Y — aX] = a*Var[X] + Var[Y] — 2aCov(X,Y).

Since the variance of a random variable is always non-negative, the parabola y(a) = a?Var[X]+
Var[Y]—2aCov (X, Y) must always lie above the a-axis, or touch it at one single point a = ay.

Hence
Cov(X,Y)? — Var[X]Var[Y] < 0,
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which proves the first part of the claim 3. Moreover Cov(X,Y)? = Var[X|Var[Y] if and only
if there exists ag such that Var[—agX + Y| =0, i.e., Y = aoX + by almost surely, for some
constant by. Substituting in the definition of covariance, we see that Cov(X, apX + by) =
apVar[X], by which the second claim of property 3 follows immediately.

Exercise 3.8. By linearity of the expectation,
1
NG
where we used the fact that E[X}] = E[M;] = 0. Since Var[M}] = k, we obtain

Var[W ()] = 24

n

E[W,(t)] = —=E[M},4] = 0,

Since nt ~ [nt], as n — oo, then lim,,_, Var[W,(t)] = t. As to the covariance of W, (t) and
W, (s) for s # t, we compute

Cov[Wi(t), Wa(s)] = E[W,(6)W(s)] — E[W,(O)]E[W,(s)] = E[W, ()W, (s)]

1 1 1
=E %M[nﬂ%M{m] = —E[Mpuy M. (3.34)
Assume t > s (a similar argument applies to the case t < s). If [nt] = [ns] we have

E[Mng M) = Var[M},s] = [ns]. If [nt] > 1+ [ns] we have
E[M[nt]M[ns}] = E[<M[T'Lt]_M[ns])M[nS}]+E[M[%15]] = E[M[nt}—M[ns}]E[M[ns]]+Var[M[n5]] = [ns],

where we used that the increment Mj,q — M, is independent of M, ). Replacing into (3.34)
we obtain

Cov[W,(t), Wa(s)] = —.
It follows that lim,, . Cov[W,,(t), W,,(s)] = s.

Exercise 3.10. We have
& 1
E[X] = / Are M~ dr = )\/ re Mdr = =,
R B 0 A
and

1
Var[X] = E[X?] — E[X]* = / Y Y
R

e 1 2 1 1
o 2 Az o o
—)\/0 Te dx——)\2——)\2——)\2——)\2.

Exercise 3.11. According to Theorem 3.3, to prove that P is equivalent to P we have to
show that E[Z] = 1. Using the density of exponential random variables we have
é]E[ef(xd‘)x] _A /00 S PV

0

ElZ1=5 A
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To show that X € £ (X) in the probability measure P we compute

~ X G X [T 5 5
P(X <2) = E[ZIx<,] = TE[e "V xg] = £ / e NN N dy = 1 — e
0

Exercise 3.24. Let G be generated by the partition { Ay }r=1 s of . Since X is indepen-
dent of G, then X and I4, are independent random variables, for all £ =1, ..., M. It follows
that

YOE| X]IAk ul ]IAk M E[X]P(A)
E[X|G] = Z ﬂAk—ZP(Tk)WAk Z]IAk—IE
k=1 k=1 k=1

The proof of (ii) when Y is a simple random variable is a straightforward application of
Theorem 3.13(ii).

Exercise 3.26. We have E[Err] = E[X| — E[E[X|G]] = 0, by Theorem 3.13(i). Let Y be
G-measurable and set u = E[Y — X|. Then

Varly — X] =E[(Y — X — p)*] = E[(Y — X — u + E[X|G] — E[X|]])*]
= E[(E[X|g] — X)* + (Y — p— E[X[G])* + 2(E[X|G] — X)(Y — pn — E[X|G])
= Var[Err] + E[o] + 2E[f],

where a = (Y — p—E[X|G])? and 8 = (E[X|G] — X)(Y — p—E[X|G]). As Ela] > 0 we have
Var]Y — X] > Var[Err] + 2E[f]. Furthermore, as Y — u — E[X|G] is G-measurable, then

E[8] = E[E[8IG)] = E[(Y — u — E[X|G)E[(E[X|g] - X)|G] = 0.

Hence Var]Y — X| > Var|Err], for all G-measurable random variables Y.

Exercise 3.27. We have, since E[X5] = 0,

Cov(X2,Y) = E[(Xz — E[Xa])(Y — E[Y])] = E[(X — E[X|Y])(Y — E[Y])]
XY —E[Y]X — YE[X|Y] + E[Y][E[X|Y]]

E
:E[]E[XY E[Y]X — YE[X|Y] + E[Y]|E[X|Y]] ‘Y]
EYEX|Y] - EY]EX]Y] - YE[X[Y] + E[Y]E[X|Y]] =

Exercise 3.30. First we observe that claim (i) follows by claim (ii). In fact, if the compound
Poisson process is a martingale, then

E[N(t) — M|Fn(s)] = N(s) — As, forall 0 <s<t,
by which it follows that
E[N(t)|Fn(s)] = N(s) +A(t—s) > N(s), forall0<s<t.
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Hence it remains to prove (ii). We have

E[N(t) = M| Fn(s)] = E[N(t) = N(s) + N(s) = M| Fn(s)]
= E[N(t) = N(s)|Fn(s)] + [ ( )| Fn(s)] = At
=E[N(t) = N(s)]+ N(s) = At = A\t — s) + N(s) — Xt = N(s) — As.

Exercise 3.31. If M(t) is a martingale, then E[M(T)|F(t)] = M(t), hence we can pick
H = M(T). Viceversa, by the iterative property of the conditional expectation, the process
E[H|F(t)] satisfies, for all s > ¢,

E[E[H|F@)]|F ()] = E[H|F(s)],
hence it is a martingale.

Exercise 3.32. Taking the conditional expectation of both sides of (3.25) with respect to
the event {X(s) = z} gives (3.27).
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Chapter 4

Stochastic calculus

Throughout this chapter we assume that the probability space (2, F,P) and the Brownian
motion {W(t)};>¢ are given. Moreover we denote by {F(t)};>0 a non-anticipating filtration
for the Brownian motion, e.g., F(t) = Fw (t) (see Definition 2.15).

4.1 Introduction

So far we have studied in detail only one example of stochastic process, namely the Brownian
motion {W(t)}i>0. In this chapter we define several other processes which are naturally
derived from {W (t)};>o and which in particular are adapted to {F(t)}:>0. To begin with, if
f:]0,00) x R — R is a measurable function, then we can introduce the stochastic processes

W) | / F(5,W(s)) ds} 0.

Note that the integral in the second stochastic process is the standard Lebesgue integral on
the s-variable. It is well-defined for instance when f is a continuous function.

The next class of stochastic processes that we want to consider are those obtained by
integrating along the paths of a Brownian motion, i.e., we want to give sense to the integral

I(t) = /0 X (s)dW (s), (4.1)

where {X (¢)}:>0 is a stochastic process adapted to {F(t)}:+>o. For our purposes we need to
give a meaning to I(t) when {X(¢)};>o has continuous paths a.s. (e.g., X(t) = W(t)). The
problem now is that the integral [ X (¢)dg(t) is well-defined for continuous functions X (in the
Riemann-Stieltjes sense) only when g is of bounded variation. As shown in Exercise 3.14, the
paths of the Brownian motion are not of bounded variation, hence we have to find another
way to define (4.1). We begin in the next section by assuming that {X(¢)};>0 is a step
process. Then we shall extend the definition to stochastic processes { X () };>o such that

{X(t) }i>0 is {F(t) }+>0-adapted and ]E[/OTX(t)2 dt] < oo, for all T > 0. (4.2)
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We denote by IL? the family of stochastic processes satisfying (4.2). The integral (4.1) can
be defined for more general processes than those in the class L2, as we briefly discuss in
Theorem 4.4.

4.2 The It6 integral of step processes

Given 0 =ty < t; < -+ <t < try1 < ... and a sequence X1, Xo,... of random variables
such that, for all j € N, X; € L*(Q) and X; is F(t;)-measurable, consider the {F(t)}i>0-
adapted step process

ZA t i) A(t]) = Xj. (43)
7=0
Note that {A(t)}i>0 € L?, by the assumption X; € L*(Q), for all j € N. If we had to

integrate A(t) along a stochastic process {Y (t) }+>0 with differentiable paths, we would have,
assuming t € (ty, ty11),

0o = [ st =S ae) [ ave - sw [ avo
- Z AV (t10) = Y(t) + A () V(1)

The second line makes sense also for stochastic processes {Y(¢)};>0 whose paths are no-
where differentiable, and thus in particular for the Brownian motion. We then introduce the
following definition.

Definition 4.1. The It6 integral over the interval [0,t] of a step process {A(t)}i>o € L2
18 given by

E

f(t)Z/O A(s)dW(s) = ) Al) (W tj) = W(tg) + Altk) (W () = W (tk)),

J

Il
o

where ty, 1s such that tp <t < tpiq.

Note that {I(t)}+>0 is {F(t) }r>0-adapted stochastic process adapted with a.s. continuous
paths (in fact, the only dependence on the ¢ variable is through W (t)). The following theorem
collects some other important properties of the Ito integral of a step process.

Theorem 4.1. The Ito integral of a step process {A(t)}i>0 € L? satisfies the following
properties.

(i) Linearity: for every pair of {F(t)}i>o0-adapted step processes {A1(t)}i>0, {A2(t) }i>o0
and real constants c1,co € R there holds

/0 (c1A1(5) + calra(s))dW (5) = e /0 A(s)dW (s) + ¢ /0 Ao(s)dW (s).
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(i1) Martingale property: the stochastic process {1(t) }+>0 is a martingale in the filtration
{F(t) }i0. In particular, E[I(t)] = E[I(0)] = E[0] = 0.

(#i) Quadratic variation: the quadratic variation of the stochastic process {I(t)}i>0 on
the interval [0, T) is independent of the sequence of partitions along which it is computed
and it 1is given by

[1,1)(T) = /O A?(s) ds.

iv) 1td’s isometry: E[I%(¢ " A2(s)ds], for all t > 0.
0

Proof. The proof of (i) is stralghtforward. For the remaining claims, see the following theo-
rems in [21]: Theorem 4.2.1 (martingale property), Theorem 4.2.2 (It6’s isometry), Theorem
4.2.3 (quadratic variation). Here we present the proof of (ii). First we remark that the con-
dition I(t) € L'(2), for all ¢ > 0, follows easily by the assumption that A(¢;) = X; € L*(Q2),
for all j € N and the Schwartz inequality. Hence we have to prove that

E[I(t)|F(s)] =I(s), forall0<s<t.

There are two possibilities: (1) either s,t € [tg, tx11), for some k € N, or (2) there exists
[ < k such that s € [t;,t;41) and t € [tg, tgy1). We assume that (2) holds, the proof in the
case (1) being simpler. We write

-1

I(t) =) A (W (L) — W(t)) + AL) (W (L) — W (k)

J=0

+ ) AW (t) — W(ty) + Ate) (W () — W (L)

j=l+1

= I(t) + / A(w)dW (w).

ti41

Taking the conditional expectation of I(#;,1) we obtain

B[ (t141)|F(s) ZE Witjr1) = W(t)IF(s)] + E[AE) (W (t41) — W ()| F ()]

Ast;_1 < s, all random variables in the sum in the right hand side of the latter identity are
F(s)-measurable. Hence, by Theorem 3.13(ii),

S LAV (t500) = WD) = Y A (512) ~ W(t)

Similarly,
E[A() (W (tiy1) — W (k)| F(s)] = E[A#)W (1) [F (s)] — E[AG)W (1) F ()]



where for the last equality we used that {W(¢)}:>o is a martingale in the filtration {F(¢) }+>o.
Hence

B (ti41)]F ()] = ) Alt))(W(tj1) = W) + AlL)(W(s) — W(th)) = I(s).

J

—

Il
=)

To conclude the proof we have to show that

k—1

E[/t A(w)dW ()] = Y EIA) (W (t0) =W (1)) F () FEA () (W (1) =W (1)) F ()] = 0.

To prove this, we first note that, as before,
EIA(t)) (W (t41) — W(E)F(E5)] = Alt)W(t5) — Alt;)W(t;) = 0.
Moreover, since F(s) C F(t;), for j=1+1,...,k — 1, as using Theorem 3.13(iii),
E[A() (W (t41) — W (t5))] = BIE[A) (W (Ej41) — W(E))IF ()] F(s)] = E[0[F(s)] = 0.
At the same fashion, since F(s) C F(tx), we have
E[A(tR)(W(t) = W (te))|F ()] = E[E[A) (W (E) — W (k)| F ()] F(s)] = 0.
]

Next we show that any stochastic process can be approximated, in a suitable sense, by
step processes.

Theorem 4.2. Let {X(t)};>0 € L?. Then for all T > 0 there exists a sequence of step
processes {{AT(t)}i>0}nen such that AT(t) € L? for alln € N and

lim E[/T AT() — X(£)[2dt] = 0. (4.4)

n—0o0 0

Proof. For simplicity we argue under the stronger assumption that the stochastic process
{X(t) }+>0 is bounded and with continuous paths, namely

w — X (t,w) is bounded in €, for all ¢ > 0,

t — X(t,w) is continuous for all w € Q and t > 0.

Now consider the partition of [0, 7] given by

0=t <t <. ..t =17, tg):‘%

and define .
AL(t) = ZO X(tl(c”))]l[t;n),t(n) o t=0,
p

k+1

see Figure 4.1. Let us show that {AT(t)};>¢ is adapted to {F(t)}¢>0. Thisis obvious for t > T
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Figure 4.1: A step process approximating a general stochastic process

(since the step process is identically zero for t > T'). For t € [0,T) we have AT (t) = X(t,&")),
fort € [t,i"), t,ﬁ)l), hence

c FMy c F(),

‘FAE(t) = fX(tli7L)) (*) (**)

where in (*) we used that {X (¢) };>¢ is adapted to {F(t) }+>0 and in (**) the fact that t,gn) <t
Moreover,

lim AT () = X(¢), forall w €,

n—oo

by the assumed continuity of the paths of { X (¢) };+>o. For the next step we use the dominated
convergence theorem, see Remark 3.2. Since AZ(¢) and X (¢) are bounded on [0, T'] x 2, there
exists a constant Cp such that |A,(t) — X(¢)|* < Cp. Hence we may move the limit on the
left hand side of (4.4) across the expectation and integral operators and conclude that

lim E[/ IAT(#) — X ()| dt] = E[/ im |AT(¢) — X(t)]*dt] =0,

T
|
as claimed. O

4.3 Ito’s integral of general stochastic processes

The Ito integral of a general stochastic process is defined as the limit of the Ito integral
along a sequence of approximating step processes (in the sense of Theorem 4.2). The precise
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definition is the following.

Theorem 4.3 (and Definition). Let {X(t)}>0 € L%, T > 0 and {{AL(t)}+>0}nen be a
sequence of L2-step processes converging to {X (t)}i>o in the sense of (4.4). Let

L(T) = / AT (8)dW (s).

0

Then there ezists a random variable I(T) such that

1L,(T) — I(T)||2 := VE[[I,(T) — I(T)[] = 0, asn — oo.

The random variable I(T) is independent of the sequence of L?-step processes converging to
{X () }i>0. I(T) is called 1t6’s integral of {X (t)}1>0 on the interval [0,T] and denoted by

(T = /0 X ()d W (s).

Proof. By Ttd’s isometry,
BILT) (1)) = L[ 1A7(6) ~ AT (6)ds]
We have
[ 182(6) — Al < 28 [ 187(6) - X Pas
4 QIE[/OT AT (5) — X(s)[2ds] — 0 as n,m — oo,

It follows that {,,(T")}nen is a Cauchy sequence in the norm || - ||2. As mentioned in Re-
mark 3.5, the norm || - ||z is complete, i.e., Cauchy sequences converge. This proves the
existence of I(T") such that ||1,(T") — I(T")||]2 — 0. To prove that the limit is the same along
any sequence of L%-step processes converging to {X(f)};>0, assume that {{A,(¢)}>0}nen,
{{A, (1) }50 nen are two such sequences and denote

() = /0 An(s)dWV(s), Lu(t) = /0 Ro(s)dV(s).

Then, using (i), (iv) in Theorem 4.1, we compute

E[(1.(T) = I,(T))*] = E[(/O (An(s) = Ay (5))dW (s))%] = ]E[/O An(s) = Ay (s)|ds]
< QE[/O An(s) — X (s)[2ds] + 21@:[/0 An(s) — X(s)2ds] = 0,

as n — 090,

which proves that I,,(T) and I,(T) have the same limit. This completes the proof of the
theorem. O
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As a way of example, we compute the Ito integral of the Brownian motion. We claim

that, for all T' > 0,
2
T
/ W (t)dW (t W( )_5 (4.5)

To prove the claim, we approximate the Brownian motion by the sequence of step processes
introduced in the proof of Theorem 4.2. Hence we define

AT = S WD s,
By definition
L) = [ alwawe =S whmw I Swd

To simplify the notation we let W; = W (jT/n). Hence our goal is to prove

_1 2

WXT) T
Zo J+1 j) - 9 + E

] =0, asn— oc. (4.6)

We prove below that the sum within the expectation can be rewritten as
1 1 n—1
Z W (Wyn = W) = SW(TY = 3 S (W — W) (4.7)
j=0

Hence (4.6) is equlvalent to

n—1 2

> (Wi = W,)* =T

=0
which holds true by the already proven fact that [W, W](T) = T, see Theorem 3.9. It remains
to establish ( 7). Since W(T') = W,,, we have

1 1 n—1 n—1
_52 = Wy)m=35W —‘Z Wha=5 D Wit D Wil
=0 =0
1 n—2 1 n—1 ’ n—1 ’
=3 S W, - 5 SWIAY WiWin
j=0 J=1

-E| | =0, asmn— oo,

jfl
n—1 n—1
=D Wi+ WWu = ZW i+1— Wj)
j=1 j=1
n—1
- Z Wi (Wi = Wj)
j=0

The proof of (4.5) is complete.
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Exercise 4.1. Use the definition of Ito’s integral to prove that

TW(T) :/TW(t)dt+/TtdW(t). (4.8)

The Ito6 integral can be defined under weaker assumptions on the integrand stochastic
process than those considered so far. As this fact will be important in the following sections,
it is worth to briefly discuss it. Let M? denote the set of {F(t)};>o-adapted stochastic

processes { X (t) }+>o such that fOT X (t)? dt is bounded a.s. for all T' > 0 (of course, .2 C M?).

Theorem 4.4 (and Definition). For every process { X (t)}i>0 € M? and T > 0 there exists
a sequence of step processes {{AL(t)}i>0}nen € M? such that

T
lim X (s) — AL(s)|*ds = 0 a.s.

n—oo 0

and .
/ANMW@

converges in probability as n — oo. The limit is independent of the sequence of step processes
converging to {X (t) >0 and is called the Ité integral of the process { X (t)}i>o in the interval
0,T]. If {X(t)}i>0 € L2, the Ito integral just defined coincides (a.s.) with the one defined
in Theorem 4.3.

For the proof of the previous theorem, see [1, Sec. 4.4]. We remark that Theorem 4.4
implies that all {F(t)}:>o-adapted stochastic processes with a.s. continuous paths are It6
integrable. In fact, if {X(¢)}+>o has a.s. continuous paths, then for all 7' > 0, there exists
Cr(w) such that sup,cp 71 [ X (¢, w)] < Cr(w) a.s. Hence

T
/O X(s)Pds < TC2(w),  as

and thus Theorem 4.4 applies. The case of stochastic processes with a.s. continuous paths
covers all the applications in the following chapters, hence we shall restrict to it from now
on.

Definition 4.2. We define C° to be the space of all {F(t)}i>0-adapted stochastic processes
{X(t) }+>0 with a.s. continuous paths.

In particular, if {X (¢) }s>0, {Y (¢) }+>0 € C°, then for all continuous functions f the process
{f(t, X (t),Y(t))}s>0 belongs to C° and thus it is It6 integrable.

The properties listed in Theorem 4.1 carry over to the [to integral of a general stochastic
process. For easy reference, we rewrite these properties in the following theorem.

Theorem 4.5. Let {X(t)}1>0 € C°. Then the Ité integral

I@zAX@M%) (4.9)
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satisfies the following properties for all t > 0.
(0) {I(t)}is0 € CO. If {X(t)}is0 € L2, then {I(t)}>0 € L2

(i) Linearity: For all stochastic processes {X1(t) }1>0, {X2(t) }i>0 € C° and real constants
c1,co € R there holds

t t t
/ (1 X1(s) + 2 Xo(s))dW (s) = cl/ Xi(s)dW(s) + 02/ Xo(s)dW (s).
0 0 0
(ii) Martingale property: If {X(t)}0 € L?, the stochastic process {I(t)}i>0 is a mar-

tingale in the filtration {F(t) }i>0. In particular, E[I(t)] = E[I(0)] =0, for all t > 0.

(i4i) Quadratic variation: For all T > 0, the quadratic variation of the stochastic process
{I(t)}+>0 on the interval [0, T is independent of the sequence of partitions along which
it 1s computed and it is given by

(1, 1)(T) = /0 X?(s)ds. (4.10)

(iv) Tt0’s isometry: If {X(t)}i>0 € L2, then Var[I(t)] = E[I?(t)] = ]E[fot X?2(s)ds], for all
t>0.

Proof of (ii). By (iv) and the Schwartz inequality, E[I(t)] < /E[[2(t)] < co. According
to (3.20), it now suffices to show that

E[I(t)14] = E[I(s)L4], for all A€ F(s).

Let {{7.(t)}+>0}nen be a sequence of Itd integrals of step processes which converges to
{I(t)}+>0 in L*(Q), uniformly in compact intervals of time (see Theorem 4.3). Since {I,,(t) }+>0
is a martingale for each n € N, see Theorem 4.1, then

E[I,(t)I4] = E[I,(s)L4], for all A € F(s).

Hence the claim follows if we show that E[[,(t)14] — E[I(¢)14], for all ¢ > 0. Using the
Schwarz inequality (3.3), we have

E[(1a(t) = I(t)La] < VE[(Io(t) — 1()|E[La] < [IZu(t) — I(t)l|2/P(A)

< |, (t) = I(t)]|]2 — 0, asmn — oo,

and the claim follows. O

Remark 4.1. Note carefully that the martingale property (ii) requires {X(¢)}>0 € L% A
stochastic process in C°\IL? is not a martingale in general (although it is a local martingale,
see [1]).
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Exercise 4.2. Let {X(t)}i>0 € L%, Show that the double Ité integral

J(t) = /Ot (/OSX(T)dW(T)) AW (s), t>0,

is well defined. Write down the properties in Theorem 4.5 for J(t).

Exercise 4.3. Prove the following generalization of Ité’s isometry. Let { X (t) }1>0, {Y (t) >0 €
C°NL? and denote by Ix(t), Iy (t) their Ito integral over the interval [0,t]. Then

Cov(Ix(t), Iy (1)) = E| /O X ()Y (s) ds].

We now state without proof the martingale representation theorem, which asserts
that any martingale is an It6 integral (i.e., the logically opposite claim to (ii) in Theorem 4.5
holds). For the proof see Theorem 4.3.4 in [17].

Theorem 4.6. Let {M(t)}i>o, with M(t) € L*(Q) for allt > 0, be a martingale stochas-
tic process relative to the filtration {Fw(t)}i>0. Then there exists a stochastic process
{T(t) }+>0 € L? such that

M(t) = M(0) + /tf(s)dW(s), for allt > 0.

Remark 4.2. Note carefully that the filtration used in the martingale representation the-
orem must be the one generated by the Brownian motion. Theorem 4.6 will be used in
Chapter 6 to show the existence of hedging portfolios of European derivatives, see Theo-
rem 6.2.

We conclude this section by introducing the “differential notation” for stochastic integrals.
Instead of (4.9), we write
dI(t) = X (t)dW(t).

For instance, the identities (4.5), (4.8) are also expressed as
d(W?(t)) = dt + 2W ()dW (t), dEW(t)) = W (t)dt + tdW (t).
The quadratic variation (4.10) is expressed also as
dI(t)dI(t) = X?(t)dt.

Note that this notation is in agreement with the one already introduced in Section 3.4,
namely

dI(t)dI(t) =d (/Ot XQ(s)ds) = X%(t)dt.

The differential notation is very useful to provide informal proofs in stochastic calculus.
For instance, using dI(t) = X (t)dW(t), and dW (t)dW(t) = dt, see (3.12), we obtain the
following simple “proof” of Theorem 4.5(iii):

dI(t)dI(t) = X (t)dW ()X (t)dW (t) = X2(t)dW (t)dW (t) = X*(t)dL.
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4.4 Diffusion processes

Now that we know how to integrate along the paths of a Brownian motion, we can define a
new class of stochastic processes.

Definition 4.3. Given {a(t)}1>0, {c(t) }i>0 € C°, the stochastic process { X (t) }i>0 € C° given
by

X(t)=X(0)+ /Ota(s)dW(s) + /Ota(s) ds, t>0 (4.11)

is called diffusion process with rate of quadratic variation {0?(t)}>o and drift {«(t)};>0-
We denote diffusion processes also as
dX(t) = o(t)dW(t) + «(t)dt. (4.12)
Note that
dX (t)dX (t) = o (t)dW (t)dW (t) + o (t)dtdt + o(t)a(t)dW (t)dt
and thus, by (3.11), (3.12) and (3.14), we obtain
dX (t)dX (t) = o*(t)dt,

which means that the quadratic variation of the diffusion process (4.12) is given by

[X,X](t):/otaz(s)ds, t>0.

Thus the stochastic process {o%(t)};>0 measures the rate at which quadratic variations accu-
mulates in time in the diffusion process {X(t)};>0. Furthermore, assuming {o(¢)};>o € L?,
we have

E| /0 o(s)dW (s)] = 0.

Hence the term fot a(s)ds is the only one contributing to the evolution of the average of
{X(t) }+>0, which is the reason to call a(t) the drift of the diffusion process (if @« = 0 and
{o(t)}+>0 € L2, the diffusion process is a martingale, as it follows by Theorem 4.5(ii)).
Finally, the integration along the paths of the diffusion process (4.12) is defined as

/OY(S)dX(s) ::/0 Y(s)a(s)dW(s)+/0 Y (s)a(s)ds, (4.13)

for all {Y'(t)}i>0 € C°.
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4.4.1 The product rule in stochastic calculus

Recall that if f, g : R — R are two differentiable functions, the product (or Leibnitz) rule of
ordinary calculus states that

(f9)' = fg+fd,
and thus

fatt) = £o00) + | (9(8)df(s) + F(s)dg(s)).

Can this rule be true in stochastic calculus, i.e., when f and g are general diffusion processes?
The answer is clearly no. In fact, letting for instance f(t) = g(t) = W (t), Leibnitz’s rule give
us the relation d(W?(t)) = 2W (t)dW (t), while we have seen before that the correct formula
in [t0’s calculus is d(W?2(t)) = 2W (t)dW (t) +t. The correct product rule in 1t6’s calculus is
the following.

Theorem 4.7. Let {X1(t) }+>0 and {Xa(t) }i>o be the diffusion processes
dX;(t) = o;(t)dW (t) + 6;(t)dt.
Then {X1(t)X2(t) }i>0 is the diffusion process given by
d(X1(t)Xo(t)) = Xo(t)d X (t) + X1 (t)dXa(t) + 01(t)o2(t)dt. (4.14)

Exercise 4.4 (o). Prove the theorem in the case that «; and o; are deterministic constants
and X;(0) =0, fori=1,2.

Recall that the correct way to interpret (4.14) is

X, () Xa(t) = / Xo(s)dX: (s / X1 (s)dXa(s / [(5)0a(s)ds, (4.15)

where the integrals along the paths of the processes { X;(t)}+>0 are defined as in (4.13). Note
that all integrals in (4.15) are well-defined, since the integrand stochastic processes have a.s.
continuous paths. We also remark that, since

dX;(t)dXs(t) = (o1(t)dW (t) + aq(t)dt) (o2 (t)dW (t) + aa(t)dt)
= o1 (t)oa(t)dW (£)dW (t) + (a1 (t)o2(t) + aa(t)or (t))dW (t)dt + oy (t) e (t)dtdt
= o1(t)o(t)dt,
then we may rewrite (4.14) as
d(X1 (1) X5(t)) = Xo(t)d X, (t) + X1 (8)dXo(t) + d X1 (t)dXo(t), (4.16)

which is somehow easier to remember. Going back to the examples considered in Section 4.3,
the Ito product rule gives

dW2(t)) = W(t)dW (t) + W (t)dW (t) + dW (£)dW () = 2W (t)dW (t) + dt,
d(tW(t)) = tdW (t) + W (t)dt + dW (t)dt = tdW (t) + W (t)dt,

in agreement with our previous calculations, see (4.5) and (4.8).

84



4.4.2 The chain rule in stochastic calculus

Next we consider the generalization to It6’s calculus of the chain rule. Let us first recall how
the chain rule works in ordinary calculus. Assume that f : R xR — R and g : R — R are
differentiable functions. Then

%f(t,g(t)) = 0if(t,9(t)) + 9. f(t, 9(t ))jt (1),

by which we derive

£t 9(t)) = £(0,9(0)) + / 0. f (5, 9(s)) ds + / 0 (5.9(s)) dg(s).

Can this formula be true in stochastic calculus, i.e., when ¢ is a diffusion process? The
answer is clearly no. In fact by setting f(¢,z) = 2%, g(t) = W(t) and t = T in the previous
formula we obtain

W2( —Q/W t)dW (t /W t)dW (t W(T)

while the It6 integral of the Brownian motion is given by (4.5). The correct formula for the
chain rule in stochastic calculus is given in the following theorem.

Theorem 4.8. Let f : RxR = R, f = f(t,x), be a C' function such that O f is continuous
and let { X (t)}+>0 be the diffusion process dX (t) = o(t)dW (t) + a(t)dt. Then It6’s formula
holds:

df(t, X (1)) = O, (t, X () dt + Do f (£, X (£)) dX (t) + %ag F&, X)) dX()dX (),  (4.17)

1.€.,

(1, X)) = 07 (8, X(0)) di -+ 0, (1 X (1)) (o ()W (1) + b)) + 502 (8, X (6)o (1) .
(4.18)

For instance, letting X () = W (t) and f(t,x) = z?%, we obtain d(W?2(t)) = W (t)dW (t) +
2dt, i.e., (4.5), while for f(t,2) = tz we obtain d(tW (t)) = W (t)dt + tdW (t), which is (4.8).
In fact, the proof of Theorem 4.8 is similar to proof of (4.5) and (4.8). We omit the details
(see [21, Theorem 4.4.1] for a sketch of the proof).

Recall that (4.18) is a shorthand for

FX(0) = F0.XO)+ [ O +0(s)0.f+50 )02 (5. X (5)) dst [ 0,1( X ()W (3)

All integrals in the right hand side of the previous equation are well defined, as the integrand
stochastic processes have continuous paths. We conclude with the generalization of Ito’s
formula to functions of several random variables, which again we give without proof.
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Theorem 4.9. Let f : RxRY xR — R be a C! function such that f = f(t,z) is twice con-
tinuously differentiable on the variable x € RN . Let {X1(t)}is0,- - -, {Xn(t) }i>0 be diffusion
processes and let X (t) = (X1(t),...,Xn(t)). Then there holds:

df(t, X (1)) = Ouf (t, X (1)) dt + > 0y f(1, X (1)) dXi(t)

N
1
+5 > 000 £, X (1)) dX(H)dX(2). (4.19)
ij=1
For instance, for N = 2 and letting f(t,z1,22) = 2122 into (4.19), we obtain the It6
product rule (4.16).

Remark 4.3. Let { X (¢) }+>0, {Y(t) }i>0 be diffusion processes and define the complex-valued
stochastic process {Z(t) }>0 by Z(t) = X (¢t) + Y (t). Then any stochastic process of the
form g(t, Z(t)) can be written in the form f(¢, X (t),Y(t)), where f(t,z,y) = g(t,z + iy).
Hence dg(t, Z(t)) can be computed using Theorem 4.9. An application to this formula is
given in Exercise 4.9 below.

The following exercises help to get familiar with the rules of stochastic calculus.

Exercise 4.5 (o). Let {Wi(t)}i>0, {Wa(t)}i>0 be Brownian motions. Assume that there
exists a constant p € [—1, 1] such that dW;(t)dWs(t) = pdt. Show that p is the correlation of

the two Brownian motions at time t. Assuming that {Wy(t)}i>0, {Wa(t) }+>0 are independent,
compute P(Wy(t) > Ws(s)), for all s,t > 0.

Exercise 4.6 (e). Consider the stochastic process {X(t)}i>o defined by X(t) = W(t)? —
3tW(t). Show that {X(t)}i>0 is a martingale and find a process {I'(t)}i>0 adapted to
{F(t)}+>0 such that

¢
X(t) = X(0) +/ ['(s)dW(s).
0
(The existence of the process {I'(t) }4>0 is ensured by Theorem 4.6.)
Exercise 4.7 (o). Let {0(t)}s>0 € CY and define the stochastic process {Z(t)}i>0 by

Z(#) = exp (— /OtG(s)dW(s) - %/Ot Hz(s)ds) |

2 = — /0 0(5)2(s) AW (s).

Processes of the form considered in Exercise 4.7 are fundamental in mathematical finance.
In particular, it is important to know whether {Z(¢)}:>o is a martingale. By Exercise 4.7
and Theorem 4.5(ii), {Z(t) }+>0 is a martingale if 0(¢)Z(t) € L?, which is however difficult in
general to verify directly. The following condition, known as Novikov’s condition, is more
useful in the applications, as it involves only the time-integral of the process {6(t)}+>0. The
proof can be found in [13].

Show that
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Theorem 4.10. Let {0(t)}>0 € C° satisfy
N
]E[exp(§/ 9(25)2 dt)] < oo, for all T > 0. (4.20)
0

Then the stochastic process {Z(t)}i>o0 given by

Z(#) = exp (— /Ote(s)dvv@ - %/Ot 02(s)ds) |

is a martingale relative the filtration {F(t)}:>o.

In particular, the stochastic process {Z(t)}+>0 is a martingale when 6(t) = const, hence
we recover the result of Exercise 3.29. The following exercise extends the result of Exercise 4.7
to the case of several independent Brownian motions.

Exercise 4.8 (x). Let {W1(t) }i>0, ... {Wn(t) }s>0 be independent Brownian motions and let
{F(t)}t>0 be a non-anticipating filtration for all of them. Let {01(t)}i>0, - - {QN(t)}tzo e’
be adapted to {F(t)}i>o and set () = (61(t),...,0n(t)), 10(t)]] = /61 (t) -+ On(1)2.
Compute dZ(t), where

—exp< Z/ s)dW; (s ——/||9 ||ds).

Under which condition is {Z(t)}+>0 a martingale?

Exercise 4.9 (o). Let A: R — R be continuous deterministic function of time. Show that
the random variable

t
I(t) = / A(s) dW (s)
0
18 normally distributed with zero expectation and variance fot A(s)3ds.

Exercise 4.10. Show that the process {W?(t) — t};>0 is a martingale relative to {F () }i>o,
where {W (t) }4>0 is a Brownian motion and {F(t)}i>0 a non-anticipating filtration thereof.
Prove also the following logically opposite statement: assume that {X(t)}>o and {X?(t) —
t}i>0 are martingales relative to {F(t)}i>0, {X (t) }i>0 has a.s. continuous paths and X (0) =
0 a.s.. Then {X(t)}i>0 is a Brownian motion with non-anticipating filtration {F(t)}+>o.

4.5 Girsanov’s theorem

In this section we assume that the non-anticipating filtration of the Brownian motion coin-
cides with {Fw (t) }i>0. Let {0(t)}i>0 € CY satisfy the Novikov condition (4.20). It follows
by Theorem 4.10 that the positive stochastic process {Z(t)};>0 given by

Z(t) = exp (— /0 C0(s)dW () % /O t 92(s)ds) (4.21)
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is a martingale relative to {Fw (t) }+>0. As Z(0) = 1, then E[Z(¢t)] = 1 for all ¢ > 0. Thus
we can use the stochastic process {Z ( )}i>0 to generate a measure P equivalent to P as we
did at the end of Section 3.6, namely P:F— [0, 1] is given by

P(A) =E[Z(T)I,], AeF. (4.22)
The relation between E and E has been determined in Theorem 3.19, where we showed that
E[X] =E[Z(t)X], (4.23)
for all t > 0 and Fy (t)-measurable random variables X, and
~ 1
ElY|Fw(s)] = mE[Z(t)YIFw(S)} (4.24)

for all 0 < s < t and random variables Y. We can now state and sketch the proof of
Girsanov’s theorem, which is a fundamental result with deep applications in mathematical
finance.

Theorem 4.11. Define the stochastic process {W(t)}tzo by
¢

W(t) =W(t) +/ 6(s)ds, (4.25)
0

i.e. dW( t) = dW(t)+6(t)dt. Then {W( ) >0 is a P-Brownian motion. Moreover { Fyy (t ) H>0

is a non-anticipating filtration for the P-Brownian motion {W (¢ ) H>0-

Sketch of the proof. We prove the theorem using the Lévy characterization of Brownian mo-
tions, see Theorem 3.18. Clearly, {W(t) };>¢ starts from zero and has continuous paths a.s.

Moreover we (formally) have dW (t)dW () = dW (t)dW (t) = dt. Hence it remains to show

that the Brownian motion {/I/Ivf(t)}tzo is P-martingale relative to the filtration {Fy (£)}so.
By Ito’s product rule we have

AW () Z(t)) = W()dZ(t) + Z(t)dW (s) + dW (t)dZ(t)
= (1= 0()W () Z()dW (b),
that is to say,

W(t)Z(t) = /0 (1 — W (w)0(w) Z(u)dW (u).

It follows by Theorem 4.5(ii) that the stochastic process {Z(t ) (t)}+>0 is a P-martingale
relative to {Fw (t) }i>o0, i.e.,

E[Z(t)W (£)|Fw (s)] = Z(s)W (s).
But according to (4.24),
E[Z(t)W (t)|Fw (s)] = Z(s)E[W ()| Fw (s)].

Hence E[ ()| Fw(s)] = W(s), as claimed. O
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Later we shall need also the multi-dimensional version of Girsanov’s theorem. Let
{W1(t) b0, -+ -, {Wn(t) }+>0 be independent Brownian motions and let {Fw (¢)}+>0 be their
own generated filtration. Let {61 (t)}+>0, - - -, {0n(t) }+>0 € C° be adapted to {Fw(t)}+>0 and
set O(t) = (61(t),...,0n(t)). We assume that the Novikov condition (4.20) is satisfied (with
0(t)> = ||0(t)|]*> = 61(t)* + -+ + On(t)?). Then, as shown in Exercise 4.8, the stochastic
process {Z(t)}+>o given by

Z(t) = exp (— > [ o -3 [ ue<s>u%zs)

is a martingale relative to {Fy (t) }=o. It follows as before that the map P : F — [0, 1] given
by
P(A) =E[Z(T)14], AeF (4.26)

is a new probability measure equivalent to P and the following N-dimensional generalization
of Girsanov’s theorem holds.

Theorem 4.12. Define the stochastic processes {W, (t) }e>0s - - - s {WN(t)}tZO by
N ¢
0

Then {Wl (t) }e>05 - - - {WN(t)}tzo are independent Brownian motions in the probability mea-
sure P.  Moreover the filtration {Fw(t) >0 generated by {Wi(t)}is0,- .., {Wn(t)}i>0 is a
non-anticipating filtration for {Wy(t)}i>0,- .., {Wn(t) }r>o0-

4.6 Diffusion processes in financial mathematics

The purpose of this final section is to introduce some important examples of diffusion pro-

cesses in financial mathematics. The analysis of the properties of such processes is the subject
of Chapter 6.

Generalized geometric Brownian motion

Given two stochastic processes {a(t) }+>0, {o(t) }i>0 € CY, adapted to { Fy(t) }+>0, the stochas-
tic process {S(t)}+>0 given by

S(t) = S(0) exp < /0 a(s)ds + /0 ta(s)dW(s))

is called generalized geometric Brownian motion with instantaneous mean of log-
return {«(t)}:>0 and instantaneous volatility {o(¢)};>o. When «a(t) = a € R and
o(t) = o > 0 are deterministic constant, the process above reduces to the geometric Brownian
motion, see (2.14). The generalized geometric Brownian motion provides a quite more general
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and realistic model for the dynamics of stock prices than the simple geometric Brownian
motion. In the rest of these notes we assume that stock prices are modeled by geometric
Brownian motions.

Since

S(t) = S(0)eXW,  dX(t) = a(t)dt + o(t)dW (1),
then Tto’s formula gives
dS(t) = S(0)eXVadX (t) + %S(O)ex(t)dX(t)dX(t)
= St)a(t)dt + S(t)o(t)dW (s) + %az(t)S(t)dt
= u()St)dt + o(t)S(E)dW (t), where pu(t) = a(t) + %a%),

hence a generalized geometric Brownian motion is a diffusion process in which the rate of
quadratic variation and the drift depend on the process itself.

In the presence of several stocks, it is reasonable to assume that each of them introduced
a new source of randomness in the market. Thus, when dealing with /N stocks, we assume the
existence of N Brownian motions {Wy(t)}to, ... {Wn(t) }+>0, not necessarily independent,
and model the evolution of the stocks prices {S1(t)}t>0},- .., {Sn(t)}i>0 by the following
N-dimensional generalized geometric Brownian motion:

dSi(t) = (uk(t) + Yo (t)de(t)> Sk(t) (4.28)

J=1

for some stochastic processes {u(t)}iso0, {ok;(t) }is0 € C°, 4,k = 1,..., N, adapted to the
filtration generated by the Brownian motions.

Self-financing portfolios

Consider a portfolio {hg(t), hp(t)}:+>o invested in a 1+1-dimensional market. We assume
that the price of the stock follows the generalized geometric Brownian motion

dS(t) = u(t)S(t)dt + o(t)S(t)dW (t), (4.29)
while the value of the risk-free asset is given by (2.15), i.e.,
dB(t) = B(t)R(t)dt. (4.30)

Moreover we assume that the market parameters {u(t)}i>0, {0(t)}i0, {R(t)}i>0 have
continuous paths a.s. and are adapted to the filtration { Fy (¢) }+>0. The value of the portfolio
is given by

V(t) = hs(t)S(t) + hp(t)B(t). (4.31)
We say that the portfolio is self-financing if purchasing more shares of one asset is possible
only by selling shares of the other asset for an equivalent value (and not by infusing new cash
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into the portfolio), and, conversely, if any cash obtained by selling one asset is immediately
re-invested to buy shares of the other asset (and not withdrawn from the portfolio). To
translate this condition into a mathematical formula, assume that (hg, hp) is the investor
position on the stock and the risk-free asset during the “infinitesimal” time interval [t, t+dt).
Let V= (t 4+ 0t) be the value of this portfolio immediately before the time t + §t at which the
position is changed, i.e.,

V7 (t+dt) = h{ﬂgt hsS(u) + hpB(u) = hgS(t + 6t) + hpB(t + dt),

where we used the continuity in time of the assets price. At the time t 4 dt, the investor
sells/buys shares of the assets. Let (h', h’z) be the new position on the stock and the risk-free
asset. Then the value of the portfolio at time t + t is given by

V(t+ot) = hgS(t + 0t) + Wy B(t + dt).

The difference V (t + dt) — V(¢ + 6t), if not zero, corresponds to cash withdrawn or added
to the portfolio as a result of the change in the position on the assets. In a self-financing
portfolio, however, this difference must be zero. We obtain

V(t+dt) =V (t+t) =0 (hs — hg)S(t + dt) + (hg — h'g) B(t + ot) = 0.
Hence, the change of the portfolio value in the interval [t,¢ + dt] is given by
OV =V(t+dt) —V(t) = hsS(t+dt) + hyB(t+dt) — (hsS(t) + hgB(t)) = hsdS + hpdB,

where 05 = S(t + d0t) — S(t), and dB = B(t + 0t) — B(t) are the changes of the assets value
in the interval [¢,¢ + dt]. This discussion leads to the following definition.

Definition 4.4. A portfolio process {hs(t), hp(t)}+>0 invested in the 1+ 1-dimensional mar-
ket (4.29)-(4.30) is said to be self-financing if it is adapted to {Fw (t) >0 and if its value
process {V (t) }+>0 satisfies

dV (t) = hs(t)dS(t) + he(t)dB(2). (4.32)

We conclude with the important definition of hedging portfolio. Suppose that at time
t a European derivative with pay-off Y at the time of maturity 7" > ¢ is sold for the price
Iy (¢). An important problem in financial mathematics is to find a strategy for how the
seller should invest the premium Ily (f) of the derivative in order to hedge the derivative,
i.e., to ensure that the portfolio value of the seller at time 7T is enough to pay-off the buyer
of the derivative. We shall assume throughout that the seller can invest the premium of the
derivative only on the 141 dimensional market consisting of the underlying stock and the
risk-free asset.

Definition 4.5. Consider the Furopean derivative with pay-off Y and time of maturity T,
where we assume that'Y is Fy (T)-measurable. A portfolio process {hs(t), hp(t)}1>0 invested
in the underlying stock and the risk-free asset is said to be an hedging portfolio if
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(1) {hs(t), hp(t) >0 is adapted to {Fw (t)}i>o0;
(i) The value of the portfolio satisfies V(T) =Y.
In the next chapter we shall answer the following questions:
1) What is a reasonable “fair” price for the European derivative at time ¢ € [0,7] 7

2) What investment strategy (on the underlying stock and the risk-free asset) should the
seller undertake in order to hedge the derivative?

4.A Appendix: Solutions to selected problems

Exercise 4.4. Assume
Xl(t) = Oéit + UZdW(t), 1= 1, 2,

for constants oy, ag, 01, 05. Then the right hand side of (4.15) is
t
/ (s + oW (s))or + (ags + o1 W (s))oa]dW (s)
0
t
+ / [(ags + oW (s))as + (aqs + oW (s))ag + o109)ds
0
t t
o / (5 + 53 ())dWV (s) + s / (ns + oW (s))dW (s)
0 0
t2 t t2 t
+ a1a2§ + 09 / W(s)ds + Oz1a2§ + o1y [ W(s)ds + o104t
0 0
t t t
= O'lOég/ sdW (s) + 20109 [ W (s)dW (s) + agoq/ sdW (s)
0 0 0
t
+ 061062t2 + UlUQt + (0510'2 + 0'1042) / W(S)dS
0

W(t)? t >
= 20,09 5 5) + 0109t + arant” + (o100 + a109)( de W )ds)

= 0105W (t)? + ajant® + (o109 + ayo9)tW (t)
= (ot + o W (t))(agt + oW (1)) = X1(t) Xa(t).

Exercise 4.5. We have

Cor(Wi (£), Wa(t)) = \/v;f[w (I)V\ZE[;]VQ( == %E[Wl(t)WQ(t)].

Hence we have to show that E[W;(t)Ws(t)] = pt. By 1t6’s product rule
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Taking the expectation we find E[W;(t)Ws(t)] = pt, which concludes the first part of the
exercise. As to the second part, the independent random variables W;(t), Ws(s) have the
joint density

1 242

2t 2s .
27T\/_

S wywats) (7, 9) = fin ) () (o) (y) =

Hence
1 22

y? 1
e 2 sdrdy = =
2V1s Jasy 4 2

P(Wi(t) > Wa(s)) =

Exercise 4.6. To solve the exercise we must prove that dX(t) = I'(t)dW(t), for some
process {I'(t) }+>0 adapted to {Fw(t)}1>0. In fact, by Itd’s formula,

dX(t) = =3W(t)dt + (3W (t) — 3t) dW (t) + %6W(t)dW(t)dW(t) = 3(W(t)* — t)dW (1),
where in the last step we used that dW (¢)dW (t) = dt.

Exercise 4.7. By [td’s formula, the stochastic process { Z(t) }+>o satisfies dZ(t) = —0(t) Z(t)dW (1),
which is the claim.

Exercise 4.9. Since {I(t)};>0 is a martingale, then E[I(¢)] = E[I(0)] = 0. By It&’s isometry,

Var[I(8)] = E[Y (¢)2] = E| /0 A(s)2ds] = /0 A2(s) ds,

since A(t) is not random. To prove that I(¢) is normally distributed, it suffices to show that
its characteristic function satisfies

u2 t
see Section 3.3. The latter is equivalent to

w2

t ? '
Ele™ ] = ¢~ % o A®ds o Elexp(iul(t) + %/ A(s) ds)] =
0

Let Z(t) = exp(iul(t) + % fo ( . If we show that Z(t) is a martingale, we are done,
because then E[Z( )] = E[Z(O)] = We write
t 2 t
2(t) = HOWO XY (). X =u [ A aW(s), Y =5 [ A% ds
0 0

Then, by Theorem 4.9, using dX (t)dY (t) = dY (t)dY (t) = 0,
) ) 1 .
dZ(t) = ie XY OgX () + XOYOqy (1) — 5e“(f)”(t)dX(t)alX(t) — iuZ(t)A(t)dW (1),

where we used that dX (¢)dX (t) = u?A%(t)dt. Being an Itd’s integral, the process {Z(t)}+>0
is a martingale, which completes the solution of the exercise.
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Chapter 5

Stochastic differential equations and
partial differential equations

Throughout this chapter, the probability space (2, F,P) is given and {F(t)}i>o denotes
a non-anticipating filtration for the given Brownian motion {W(¢)};>9. Given T' > 0, we
denote by Dr the open region in the (¢, z)-plane given by

Dr={te(0,T),z € R} =(0,T) x R.
The closure and the boundary of Dy are given respectively by
Dr=[0,T]| xR, 0Dr={t=0,z € R}uU{t=T,z € R}.
Similarly we denote D5 the open region
D ={te(0,T),z>0}=(0,T) x (0,00),
whose closure and boundary are given by
Df =1[0,T] x [0,00), 0Dp={t=0,2>0}U{t=T,2>0}U{te0,T],z=0}.
Moreover we shall employ the following notation for functions spaces.

Ck(Dr) is the space of k-times continuously differentiable functions u : Dy — R;

C1?(Dr) is the space of functions u € C*(Dr) such that 9?u € C(Dr);

C*(Dr) is the space of functions u € C*(Dy) whose partial derivatives up to order k
extend continuously on Dz. Similarly one defines C'%(Dr);

Ck(R") is the space k-times continuously differentiable functions u : R® — R with
compact support. We also let C°(R") = NyenCF(R™)

A continuous function u is uniformly bounded on Dy if there exists Cpr > 0 such that
lu(t, z)| < Cr, for all (t,z) € Dy. Unless otherwise stated, all functions are real-valued.
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5.1 Stochastic differential equations

Definition 5.1. Given s > 0, a, 8 € C°([s,00) x R), and a deterministic constant x € R,
we say that a stochastic process {X (t)}i>s is a global solution to the stochastic differential
equation (SDE)

dX (t) = a(t, X (t)) dt + 5(t, X (t)) dW(t) (5.1)

with initial value X (s,w) =z at time t = s, if {X(t)}i>s € C° and

X(t):x—i—/ a(T,X(T))dT+/ B(r, X (7)) W (r), t>s. (5.2)

The initial value of a SDE can be a random variable instead of a deterministic constant,
but we shall not need this more general case. Note also that the integrals in the right
hand side of (5.2) are well-defined, as the integrand functions have continuous paths a.s. Of
course one needs suitable assumptions on the functions «a, 8 to ensure that there is a (unique)
process { X (t) };>5 satisfying (5.2). The precise statement is contained in the following global
existence and uniqueness theorem for SDE’s, which is reminiscent of the analogous result for
ordinary differential equations.

Theorem 5.1. Assume that for each T' > s there exist constants Cp, Dy > 0 such that a, 8
satisfy

la(t, 2)| +18(t,2)| < Cr(1+ |z]), (5:3)
la(t, ) = a(t,y)| + [6(t,x) = 5L, y)| < Drle =yl (54)

for allt € [s,T], x,y € R. Then there exists a unique global solution {X(t)}i>s of the
SDE (5.1) with initial value X (s) = x. Moreover {X (t)}i>s € L?.

A proof of Theorem 5.1 can be found in [17, Theorem 5.2.1]. Note that the result proved
in [17] is a bit more general than the one stated above, as it covers the case of a random
initial value.

The solution of (5.1) with initial initial value = at time ¢t = s will be also denoted by
{X(t;s,2)}t>s. It can be shown that, under the assumptions of Theorem 5.1, the random
variable X (¢; s, z) depends (a.s.) continuously on the initial conditions (s, x), see [1, Sec. 7.3].

Remark 5.1. The uniqueness statement in Theorem 5.1 is to be understood “up to null
sets”. Precisely, if {X;(t)}i>s, @ = 1,2 are two solutions with the same initial value z, then

P( sup |X1(t) — Xa(t)] >0) =0, forall T >s.
tels, T

Remark 5.2. If the assumptions of Theorem 5.1 are satisfied only up to a fized time
T > 0, then the solution of (5.1) could ezplode at some finite time in the future of 7'. For
example, the stochastic process { X (t) bo<t<r, given by X (t) = log(W (t)+€”) solves (5.1) with
a = —exp(—2x)/2 and = exp(—=z), but only up to the time 7, = inf{t : W(t) = —e*} > 0.
In these notes we are only interested in global solutions of SDE’s, hence we require (5.3)-(5.4)
to hold for all 7" > 0.
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Remark 5.3. The growth condition (5.3) alone is sufficient to prove the existence of a global
solution to (5.1). The Lipschitz condition (5.4) is used to ensure uniqueness. By using a
more general notion of solution (weak solution) and uniqueness (pathwise uniqueness),
one can extend Theorem 5.1 to a larger class of SDE’s, which include in particular the CIR
process considered in Section 5.3; see [19] for details.

Exercise 5.1. Within many applications in finance, the drift term «(t,x) is linear, an so it
can be written in the form

a(t,z) =a(b—x), a,b constant. (5.5)

A stochastic process {X (t)}i>0 is called mean reverting if there exists a constant ¢ such
that E[X (t)] — ¢ as t — +oo. Most financial variables are required to satisfy the mean
reversion property. Prove that the solution {X(t;s,2)}i>0 of (5.1) with linear drift (5.5)
satisfies

E[X (t;5,2)] = ze” ) 4 b(1 — e72=9), (5.6)

Hence the process {X (t; s,x)}i>0 is mean reversing if and only if a > 0 and in this case the
long time mean s given by ¢ = b.

5.1.1 Linear SDE’s
A SDE of the form

dX(t) = (a(t) +b(t) X (1)) dt + (v(t) + o() X (2)) dW (t), X(s) ==, (5.7)

where a, b, vy, 0 are deterministic functions of time, is called a linear stochastic differential
equation. We assume that for all T > 0 there exists a constant C'r such that

t:}ll}}(la(ﬂl + 6@+ O] + o)) < Cr,

and so by Theorem 5.1 there exists a unique global solution of (5.7). For example, the
geometric Brownian motion (2.14) solves the linear SDE dS(t) = pS(t)dt + oS(t) dW (t),
where 1 = a + 0%/2. Another example of linear SDE in finance is the Hull-White interest
rate model, see Section 6.6. Linear SDE’s can be solved explicitly, as shown in the following
theorem.

Theorem 5.2. The solution of (5.7) is given by X (t) =Y (t)Z(t), where
Z(t) = exp (/ o(T)dW (r) +/ (b() — U(;) )dT) :

Y1) = x+/t a(t) — o (7)y(7) dT—l—/t ;((:)) AW (7).

Exercise 5.2 (x). Proof Theorem 5.2.
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For example, in the special case in which the functions a, b, v, o are constant (independent
of time), the solution of (5.7) with initial value X (0) = x at time ¢t = 0 is

2 t 0_2 3 02
X(t) = oW B)+(b—5 )t (x—f—(a—va)/ e‘“W(T)_(b_Q)TdT—I—v/ W(T)@‘”W(T)_(b_T)TdW(T)>.
0 0

Exercise 5.3 (o). Consider the linear SDE (5.7) with constant coefficients a, b,y and o = 0.
Find the solution and show that X (t;s,z) € N(m(t — s,z), A(t — s)?), where
b a —b 2 o —2b
m(7,x) = ze T—i—g(a—e ™), A7) :%(1—6 7). (5.8)

Exercise 5.4 (). Find the solution {X(t)}i>o of the linear SDE
dX(t) =tX(t)dt +dW(t), t>0
with initial value X (0) = 1. Find Cov(X(s), X(¢)).
Exercise 5.5. Compute Cov(W (t), X(t)) and Cov(W?(t), X (t)), where X (t) = X (t; s, x) is

the stochastic process in Fxercise 5.3.

5.1.2 Markov property

It can be shown that, under the assumptions of Theorem 5.1, the solution {X (;s,x)}i>s
of (5.1) is a Markov process, see for instance [1, Th. 9.2.3]. Moreover when a, § in (5.1) are
time-independent, {X (¢; s, z) }+>s is a homogeneous Markov process. The fact that solutions
of SDE’s should satisfy the Markov property is quite intuitive, for, as shown in Theorem 5.1,
the solution at time t is uniquely characterized by the initial value at time s < t. Consider
for example the linear SDE

dX(t) = (a—bX(t))dt +~dW(t), t>s, X(s)=uzx. (5.9)
As shown in Exercise 5.5, the solution of (5.9) is given by

t
X(t;s,x) = xeC™D 4 %(1 — ety 4 / e AW (u),  t > s,

S

and therefore X (t; s,x) € N(m(t—s, ), A(t—s)?), where m(7, x) and A(7) are given by (5.8).
By Theorem 3.20, the transition density of the Markov process { X (¢; s, x)}+>0 exists and is
given by the pdf of the random variable X (t; s, x), that is p(¢, s, z,y) = p.(t — s, x,y), where

(ryayy) = TG L
P«(T,x,y) =€ 220 .
V2mA(T)?

The previous example rises the question of whether the Markov process solution of SDE’s
always admits a transition density. This problem is one of the subjects of Section 5.2.

97



5.1.3 Systems of SDE’s

Occasionally in the next chapter we need to consider systems of several SDE’s. All the
results presented in this section extend mutatis mutandis to systems of SDE’s, the difference
being merely notational. For example, given two Brownian motions {Wy () }+>0, {W2() }+>0
and continuous functions ay, ag, 811, B2, Bo1, B2 @ [5,00) X R? — R, the relations

AXi(1) = ay(t, Xy (1), X)) dt + 3 Byt X (£), Xa(t))dWV; (1), (5.10a)

define a system of two SDE’s on the stochastic processes { X (t)}+>0, {X2()}+>0 with initial
values X (s) = z1, Xao(s) = x5 at time s. As usual, the correct way to interpret the relations
above is in the integral form:

Xl(t) :Il—f-/ OéZ(T,Xl(T)7X2<T))dT+ Z BZJ(T,Xl(T),XQ(T))dWJ<T) 1= 1,2
Upon defining the vector and matrix valued functions o = (a3, ), 8 = (Bi5)ij=12, and
letting X (t) = (X1(t), Xa(t)), v = (21, 22), W(t) = (Wi (t), Wa(t)), we can rewrite (5.10) as

dX(t) = a(t, X(t))dt + 5(t, X(t)) - dW(t), X(s)=u=, (5.11)

where - denotes the row by column matrix product. In fact, every system of any arbitrary
number of SDE’s can be written in the form (5.11). Theorem 5.1 continues to be valid for
systems of SDE’s, the only difference being that |al, |5] in (5.3)-(5.4) stand now for the
vector norm of o and for the matrix norm of /.

5.2 Partial differential equations

All financial variables are represented by stochastic processes solving (systems of) SDE’s.
In this context, a problem which recurs often is to find a function f such that the process
{Y(t) }i>0, Y(t) = f(t, X (1)), is a martingale, where {X (¢)}+>0 is the global solution of (5.1)
with initial value X (0) = x. To this regard we have the following result.

Theorem 5.3. Let T > 0 and u € CY2(Dr). Assume that u satisfies
1
O+ at, z)0u + 55(25, z)?0%u = 0, (5.12)
in the region Dr. Assume also that «, 5 satisfy the conditions in Theorem 5.1 (with s = 0)

and let {X (t)}i>0 be the unique global solution of (5.1) with initial value X(0) = x. The
stochastic process {u(t, X (t)) }icjo.1) satisfies

ult, X (1)) = u(0,z) + /0 t B(t, X(1)yu(t, X(£)) dW (t), te [0,T]. (5.13)
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Moreover if Oyu is uniformly bounded on Dy, then the stochastic process {u(t, X (t))}icpo,n
is a martingale relative to the filtration {F(t)}i>o-

Proof. By Itd’s formula we find
du(t, X (t)) = (Qyu + adyu + %zﬁiu) (t, X(t))dt + (BOu)(t, X (t)) dW (1).

As u solves (5.12), then du(t, X(t)) = (B0,u)(t, X (t)) dW (t), which is equivalent to (5.13)
(as (0, X(0)) = u(0,z)). Under the additional assumption that d,u is uniformly bounded
on Dr, there exists a constant Cr > 0 such that |0,u(t, x)| < Cr and so, due also to (5.3),
the It6 integral in the right hand side of (5.13) is a martingale. This concludes the proof of
the theorem. ]

Definition 5.2. The partial differential equation (PDE) (5.12) is called the (backward)
Kolmogorov equation associated to the SDE (5.1). We say that u : Dy — R is a strong
solution of (5.12) in the region Dy if u € CY*(Dyr), u solves (5.12) for all (t,z) € Dr, and
dyu(t, z) is uniformly bounded on Dr. Similarly, replacing Dr with DF., one defines strong
solutions of (5.12) in the region Dy

Note carefully that for a strong solution u of the Kolmogorov equation in the region D7,
we require that u, dyu, d,u and d?u extend continuously on the axis z = 0. This assumption
can be weakened, but we shall not do so. The statement of Theorem 5.3 rises the question
of whether there exist strong solutions to the Kolmogorov PDE. This important problem is
solved in the following theorem.

Theorem 5.4. Assume that the hypothesis of Theorem 5.1 are satisfied and in addition
assume that o, € C*(Dr) such that ', 0.3 are uniformly bounded on Dy, for i = 1,2
and for all T > 0. Let g € C*(R) such that ¢ and g” are uniformly bounded on R. Define
the function

up(t,z) = Elg(X(T;t,z))], 0<t<T. (5.14)

Then the following holds.
(i) ur is a strong solution of the Kolmogorov PDE
1
O+ at, 2)0u + 56(1&, 2)?0?u =0, (t,z)€ Dr, (5.15)
with the terminal condition

lim u(t,z) = g(x), forallx € R. (5.16)

t—T

(i) The solution is unique in the Jollowing sense: if v is another strong solution and
limy 7 v(t,z) = g(x), then v = ur in Dr.
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Proof. For (i) see [17, Theorem 8.1.1]. We prove only (ii). Let v be a solution as stated in
the theorem and set Y (7) = v(7, X (7;t,x)), for t <7 < T. By Itd’s formula and using that
v solves (5.15) we find dY (1) = 80, v(r, X(7;t,2))dW (7). Hence

o(T, X (T;t,z)) —v(t, X(t;t,z)) = /t Loy (T, X (15t,2))dW (T).

Moreover v(T, X (T;t,x)) = g(X(T;t,x)), v(t, X (t;t,z)) = v(t,x) and in addition, by (5.3)
and the fact that of d,v is uniformly bounded, the Ito integral in the right hand side is a
martingale. Hence taking the expectation we find v(t,z) = E[g(T, X(T;t,x))] = u(t,z). O

Remark 5.4. It is often convenient to study the Kolmogorov PDE with an initial, rather
than terminal, condition. To this purpose it suffices to make the change of variable t — T —t
in (5.15). Letting u(t,x) = u(T — ¢, x), we now see that u satisfies the PDE

1
—0ii + T — t,2)0,u + §B(T —t,2)??u=0, 0<t<T (5.17)

with initial condition @(0,z) = g(x). Note that this is the equation considered in [17,
Theorem 8.1.1]

Remark 5.5. Observe that in Theorem 5.4 we have a different solution for each fixed T'. As
Oyur is uniformly bounded, Theorem 5.3 gives that the stochastic process {ur(t, X (t)) }ieom
is a martingale. Equation (5.14) is also called Dynkin’s formula (which is a special case
of the Feynman-Kac formula.)

Remark 5.6. It is possible to define other concepts of solution to the Kolmogorov PDE other
than the strong one, e.g., weak solution, entropy solution, etc. In general these solutions are
not uniquely characterized by their terminal value. In these notes we only consider strong
solutions, which, as proved in Theorem 5.4, are uniquely determined by (5.16).

Exercise 5.6. Consider the Kolmogorov PDE associated to the linear SDE (5.7) with con-
stant coefficients and o = 0:

1
Ou~+ (a — bx)0,u + éfyf)iu =0, (t,z)e Df. (5.18)

Find the strong solution of (5.18) that satisfies u(T,x) = 1. HINT: Use the ansatz f(t,z) =
2 A(tT)+B(t,T)

e .

The study of the Kolmogorov equation is also important to establish whether the solution
of a SDE admits a transition density. In fact, it can be shown that when {X (¢)}:>s admits
a smooth transition density, then the latter coincides with the fundamental solution of
the Kolmogorov equation. To state the precise result, let us denote by d(x — y) the J-
distribution centered in y € R, i.e., the distribution satisfying

/R W(2)8(x — y) dz = B(y), for all ¥ € C2(R).

100



A sequence of measurable functions (g, )nen is said to converge to d(x — y) in the sense of
distributions if

lim [ g,.(x)Y(x)dz — YP(y), asn — oo, for all Y € C(R).

n—o0 R

Theorem 5.5. Assume the conditions in Theorem 5.1 are satisfied. Let {X(t;s,2)}i>s be
the global solution of (5.1) with initial value X (s) = x; recall that this solution is a Markov
stochastic process.

(i) If {X(t;s,2) }1>s admits a transition density p(t,s,x,y) which is C' in the variable s
and C? in the variable x, then p(t,s,z,y) solves the Kolmogorov PDE

1
Osp + (s, x)0,p + 56(3, r)?’0?p=0, 0<s<t, v€R, (5.19)

with terminal value
lirr%p(t, s, x,y) =0(x —y). (5.20)
s

(ii) If {X(t; s, 2)}i>0 admits a transition density p(t,s,z,y) which is C' in the variable t
and C? in the variable y, then p(t,s,z,y) solves the Fokker-Planck PDE"

1
o + 0y (a(t,y)p) — 585(6@, y)?*p) =0, t>s, xR, (5.21)

with initial value
%imp(t, s, x,y) =0z —y). (5.22)
—s

Exercise 5.7. Prove Theorem 5.5. HINT: See Ezercises 6.8 and 6.9 in [21].

Remark 5.7. The solution p of the problem (5.19)-(5.20) is called the fundamental so-
lution for the Kolmogorov PDE, as any other solution can be reconstructed from it. For
example for all functions g as in Theorem 5.4, the solution of (5.15) with the terminal
condition (5.16) is given by

ur(t,z) = / p(T, 1,2, 9)g(y) dy.

This can be verified either by a direct calculation or by using the interpretation of the
fundamental solution as transition density. Similarly, p is the fundamental solution of the
Fokker-Planck equation

Let us see an example of application of Theorem 5.5. First notice that when the functions
a, in (5.1) are time-independent, then the Markovian stochastic process {X (t;s,)}i>s is
homogeneous and therefore the transition density, when it exists, has the form p(t, s, x,y) =

! Also known as forward Kolmogorov PDE.
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p«(t — s,x,y). By the change of variable s — ¢t —s = 7 in (5.19), we find that p.(7,z,y)
satisfies

—0:Ds + () 0pps + %a(x)zaip* =0, (5.23)
as well as 1
Orps + Oy((y)ps) — 585(0(3/)2])*) =0, (5.24)

with the initial condition p.(0,z,y) = 6(z — y). For example the Brownian motion is a
Markov process with transition density (3.28). In this case, (5.23) and (5.24) both reduce to
the heat equation —8,p, + 502p, = 0. It is straightforward to verify that (3.28) satisfies the
heat equation for (7,2) € (0,00) x R. Now we show that, as claimed in Theorem 5.5, the
initial condition p.(0,z,y) = d(x — y) is also verified, that is

lim [ pu(1,2,9)¢(y)dy = ¥(x), forall p € CZ°(R) and x € R.

T7—0 R

Indeed with the change of variable y = z + /72, we have

ﬁﬁ/‘ Ve + V7 dz v (0) | e TJ_

as claimed. Moreover, as W (0) = 0 a.s., Theorem 5.5 entails that the density of the Brownian

Amﬁwwwwmy— (0),

motion is fr (y) = p«(t,0,y) = \lﬁe % , which is of course correct.

Exercise 5.8. Show that the transition density derived in the example at the end of Sec-
tion 5.1 is the fundamental solution of the Kolmogorov equation for the linear SDE (5.9).

5.3 The CIR process

A CIR process is a stochastic process { X (t)};>s satisfying the SDE
dX(t) =a(b— X(t))dt+c/ X(t)dW(t), X(s)=x>0, (5.25)

where a, b, ¢ are constant (¢ # 0). CIR processes are used in finance to model the stock
volatility in the Heston model (see Section 6.5.2) and the spot interest rate of bonds in the
CIR model (see Section 6.6). Note that the SDE (5.25) is not of the form considered so far, as
the function 5(t, z) = ¢y/x is defined only for x > 0 and, more importantly, it is not Lipschitz
continuous in a neighborhood of z = 0 as required in Theorem 5.1. Nevertheless, as already
mentioned in Remark 5.3, it can be shown that (5.25) admits a unique global solution for
all z > 0. Clearly the solution satisfies X () > 0 a.s., for all ¢ > 0, otherwise the It6 integral
in the right hand side of (5.25) would not even be defined. For future applications, it is
important to know whether the solution can hit zero in finite time with positive probability.
This question is answered in the following theorem, whose proof can be found for instance
in [15, Exercise 37]).
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Theorem 5.6. Let {X(t)}+>0 be the CIR process with initial value X (0) = x > 0 at time
t = 0. Define the (stopping®) time

=inf{t > 0: X(t) = 0}.
Then P(1§ < o0) = 0 if and only if ab > ¢*/2, which is called Feller’s condition.
Exercise 5.9. Prove Theorem 5.6 following the hints in [15, Ezercise 37].

The following theorem shows how to build a CIR process from a family of linear SDE’s.

Theorem 5.7. Let {Wy(t)}i>0, ... {Wn(t) >0 be N > 2 independent Brownian motions and
assume that {X1(t)}i>0,- .-, { XN (t) }i>0 solve

0
de(t):—éXj(t)dtJr%de(t), j=1,...,N, X;(0)==z,€R,  (526)

where 0,0 are deterministic constant. There exists a Brownian motion {W(t)}i>o such that
the stochastic process {X (t)}i>0 given by

: No?
solves (5.25) witha =0, c =0 and b = =7

Proof. Let X(t) = Ejvzl X;(t)?. Applying Itd’s formula we find, after straightforward cal-
culations,

2
dX(t) = (N4 —0X(t dt+aZX

Letting a =0, c = 0, b = &o- > and

5 X0 gy

j=1

we obtain that X (t) satisfies

AX(t) = a(b— X (t)) dt + e\/X(£) dW (t)

Thus {X(t)}+>0 is a CIR process, provided we prove that {W(¢)}:;>o is a Brownian mo-
tion. Clearly, W(0) = 0 a.s. and the paths t — W(t,w) are a.s. continuous. Hence to
conclude that {W(t)}:>o is a Brownian motion we must show that dW (¢t)dW (t) = dt, see

2See Definition 6.9 for the general definition of stopping time.
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Theorem 3.18. We have

AW ()dW (t) = % Z X (6) X (t)dW;(t)dW,(t) = XL Z (t)8;dt
= ﬁ DX (tydt = dt,

1

.
Il

where we used that dW;(t)dW;(t) = ¢;;dt, since the Brownian motions are independent. [J

Note that N > 2 implies the Feller condition ab > ¢?/2, hence the CIR process con-
structed in the previous theorem does not hit zero, see Theorem 5.6. Note also that the

solution of (5.26) is
¢
X;(t) = e 2% (xj +%/ eéGTde(T)> .
0

It follows by Exercise 4.9 that the random variables X; (%), ..., Xy(t) are normally distributed
with

2
46(
It follows by Exercise 3.17 that the CIR process constructed Theorem 5.7 is non-central x?
distributed. The following theorem shows that this is a general property of CIR processes.

E[X;(t)] = e2%z;, Var[X;(t)] = — (1 — e72%).

Theorem 5.8. Assume ab > 0. The CIR process starting at x > 0 at time t = s satisfies

1
X(ts,2)=57Y, Ve X’ (6, B),
where 5 b
a a
_ _ =% _ t—s).
k= (1= et} 0= 2 b = 2kre

Sketch of the proof. As the CIR process is a homogeneous Markov process, it is enough to
prove the claim for s = 0. Let X (t) = X(¢;0, ) for short and denote p(¢,0,z,y) = p.(t,x,y)
the density of X (¢). By Theorem 5.5, p, solves the Fokker-Planck equation

1
Op« + 9y(alb — y)ps) — 2%(6 yp.) =0, (5.27)

with initial datum p,(0,z,y) = 0(x — y). Moreover, the characteristic function 0x(u) :=
h(t,u) of X(t) is given by

h(t,u) = E[¢"X0) = / e, (t, 2, y) dy,
R
and after straightforward calculations we derive the following equation on h
2

Orh — iabuh + (au — %iu2)8uh = 0. (5.28a)
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The initial condition for equation (5.28a) is
h(0,y) = €, (5.28b)

which is equivalent to p.(0,x,y) = §(x — y). The initial value problem (5.28) can be solved
with the method of characteristics (see [8] for an illustration of this method) and one
finds that the solution is given by

Bu
eXp ( - 2(u+ik)>
(1 —iu/k)o/2

() = Ox(u) = (5.29)

Hence Ox()(u) = Oy (55), where 0y (u) is the characteristic function of Y € x*(d,8), see
Table 3.1. This completes the proof. O]

Exercise 5.10. Derive (5.28a) and verify with Mathematica that (5.29) is the solution of
the initial value problem (5.28).

Finally we discuss briefly the question of existence of strong solutions to the Kolmogorov
equation for the CIR process, which is

2
Ou~+ a(b — z)0,u + %x@iu =0, (t,z)eDf, u(T,z)=g(x). (5.30)

Note carefully that the Kolmogorov PDE is now defined only for > 0, as the initial value
x in (5.25) must be positive. Now, if a strong solution of (5.30) exists, then it must be given
by u(t,z) = E[g(X(T;t,x))] (this claim is proved exactly as in Theorem 5.4(iii)). Supposing
ab > 0, then

u(t, z) = Elg(X(T;t, 2))] = / T — tya,y)g(y) dy,

where the density of X (T';¢,z) is given as in Theorem 5.8. Using the asymptotic behavior
of p, as x — 07, it can be shown u(¢,z) is bounded near the axis x = 0 only if the Feller
condition ab > ¢?/2 is satisfied and in this case dyu, d,u, d?u are also bounded. Hence u is
the (unique) strong solution of (5.30) if and only if ab > ¢?/2.

5.4 Finite different solutions of PDE’s

The finite difference methods are techniques to find (numerically) approximate solutions
to ordinary differential equations (ODEs) and partial differential equations (PDEs). They
are based on the idea to replace the ordinary/partial derivatives with a finite difference
quotient, e.g., v'(z) = (y(z + h) — y(x))/h. The various methods differ by the choice of
the finite difference used in the approximation. We shall present a number of methods by
examples. As this suffices for our future applications, we consider only linear equations.
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5.4.1 ODEs
Consider the first order ODE

d
d—?i —ay+bt, y(0)=yo, tel0,T], (5.31)

for some constants a,b € R and T' > 0. The solution is given by
at b at
y(t) = yoe™ + ?(e —at —1). (5.32)

We shall apply three different finite difference methods to approximate the solution of (5.31).
In all cases we divide the time interval [0, 7] into a uniform partition,

T T
O=to<ty <---<t,=T, tj:j—, At:tj+1—tj:—
n n

and define
y(t) =y, j=0,...,n.

Forward Euler method

In this method we introduce the following approximation of dy/dt at time ¢:

dy y(t + At) —y(t)
E(t) = A + O(Ab),
y(t + At) = y(t) + %(t)At + O(AP?). (5.33)

For Equation (5.31) this becomes
y(t + At) = y(t) + (ay(t) + bt)At + O(A#?).

Setting t = t;, AT =T /n, t+ At =t; + T /n = t;;; and neglecting second order terms we
obtain

T .
Yjt1 :yj—i—(ayj—l—btj)g, j=0,....,n—1. (5.34)
As g is known, the previous iterative equation can be solved at any step j. This method is
called explicit, because the solution at the step j+1 is given explicitly in terms of the solution
at the step j. It is a simple matter to implement this method numerically, for instance using

the following Matlab function:?

function [time,sol]=exampleODEexp(T,y0,n)
dt=T/n;

3The Matlab codes presented in this text are not optimized. Moreover the powerful vectorization tools of
Matlab are not employed, so as to make the codes easily adaptable to other computer softwares and languages.
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sol=zeros(1,n+1);

time=zeros(1,n+1);

a=1; b=1;

sol(1)=yO0;

for j=2:n+1
sol(j)=sol(j-1)+(a*sol(j-1)+b*xtime(j-1))*dt;
time(j)=time(j-1)+dt;

end

Exercise 5.11. Compare the approximate solution with the exact solution for increasing
values of n. Compile a table showing the difference between the approximate solution and
the exact solution at time T for increasing value of n.

Backward Euler method

This method consists in approximating dy/dt at time ¢ as

dy ) _ o) (i = A1

= O(At
dt A OB,
hence p
y(t + AL) = y(t) + d—?;(t + A)AL + O(AP). (5.35)
The iterative equation for (5.31) now is
T .
Y1 = Yy @y +bt) =00 — 1. (5.36)

This method is called implicit, because the solution at the step 7+ 1 depends on the solution
at both the step j and the step j + 1 itself. Therefore implicit methods involve an extra
computation, which is to find y;;; in terms of y; only. For the present example this is a
trivial step, as we have
al\ —1 T

v = (1= —) " (4 + bty1—), (5.37)
provided n # aT'. Here is a Matlab function implementing the backward Euler method for
the ODE (5.31):

function [time,sol]=exampleODEimp(T,y0,n)
dt=T/n;

sol=zeros(1,n+1);

time=zeros(1,n+1);

a=1; b=1;

sol(1)=y0;

for j=2:n+1

time(j)=time(j-1)+dt;
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sol(j)=1/(1l-axdt)*(sol(j-1)+b*xtime(j)*dt);
end

Exercise 5.12. Compare the approximate solution obtained with the backward Euler method
with the exact solution and the approximate one obtained via the forward Fuler method.
Compile a table for increasing values of n as in Ezercise 1.

Central difference method

By a Taylor expansion,

(t+A)=y(t)+ @(t)At + 1@(t)m? + O(AP) (5.38)
Y — T 2 dr2 ’ '
and replacing At with —At,
dy 1d%y 2 3
t—A)=y(t) — —=(t)At + ——=(t)At At?). .
ot = 8) = y(t) - LA+ 5L 0AR + oar) (539

Subtracting the two equations we obtain the following approximation for dy/dt at time t:

dy . ylt+ A —y(t—A) 2
%(t) - IAE +O(At )7

which is called central difference approximation. Hence
d
y(t + At) = y(t — At) + 2d—i(t)At +O(AP). (5.40)

Note that, compared to (5.33) and (5.35), we have gained one order in accuracy. The iterative
equation for (5.31) becomes

r
Yj+1 = Yj—1 — Q(Gyj + btj)ﬁ’ ] = O, N 1. (541)

Note that the first step 7 = 0 requires y_;. This is fixed by the backward method

T
Y_1 = Yo — ang, (5.42)

which is (5.36) for j = —1.

Exercise 5.13. Write a Matlab function that implements the central difference method
for (5.31). Compile a table comparing the exact solution with the approzimate solutions
at time T obtained by the three methods presented above for increasing value of n.
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A second order ODE

Consider the second order ODE for the harmonic oscillator:

d’y 2 . -
T2 =@y YO0 =y, 90)= . (5.43)

The solution to this problem is given by

y(t) = yo cos(wt) + % sin(wt). (5.44)

One can define forward/backward/central difference approximations for second derivatives
in a way similar as for first derivatives. For instance, adding (5.38) and (5.39) we obtain the
following central difference approximation for d?y/dt* at time t:

Py, oyt + At) —2y(t) + y(t — At)

—(t) = O(At
dtQ ( ) AtQ + ( )7
which leads to the following iterative equation for (5.43):
T\ 2
Yjt1 = 2Yj — Yj—1 — (E) W, j=1,...,n—1, (5.45)
T
Y1 = Yo+ Yo (5.46)

Note the approximate solution at the first node is computed using the forward method and
the initial datum y(0) = go. The Matlab function solving this iteration is the following.

function [time,sol]=harmonic(w,T,y0,N)
dt=T/N;

sol=zeros(1,N+1);

time=zeros(1,N+1);

sol(1)=y0(1);

s01(2)=s01(1)+y0(2)*dt;

for j=3:N+1
s0l(j)=2%s0l(j-1)-s0l(j-2)-dt~2*w"2*sol(j-1);
time(j)=time(j-1)+dt;

end

Exercise 5.14. Compare the exact and approximate solutions at time T for increasing values
of n.

5.4.2 PDEs

In this section we present three finite difference methods to find approximate solutions to
the one-dimensional heat equation

O = O2u, u(0,z) = up(x), (5.47)
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where ug is continuous. We refer to ¢t as the time variable and to = as the spatial variable,
since this is what they typically represent in the applications of the heat equation. As before,
we let t € [0, T]. As to the domain of the spatial variable x, we distinguish two cases

(i) @ runs over the whole real line, i.e., x € (—00,00), and we are interested in finding an
approximation to the solution u € C,*(Dr).

(ii) « runs over a finite interval, say € (Zmin, Tmax), and we want to find an approximation
of the solution u € C*((0,T) X (Zmin, Tmax)) Which satisfies the boundary conditions®

w(t, Tmin) = up(t), w(t, Tmax) = ugr(t), te€[0,T],

for some given continuous functions ur, ur. We also require ur,(0) = uo(2mn), ur(0) =
Uo(Tmax ), SO that the solution is continuous on the boundary.

In fact, for numerical purposes, problem (i) is a special case of problem (ii), for the
domain (—o0, 00) must be approximated by (—A, A) for A >> 1 when we solve problem (i)
in a computer. Note however that in the finite domain approximation of problem (i), the
boundary conditions at x = +A cannot be prescribed freely! Rather they have to be given by
suitable approximations of the limit values at x = +o00 of the solution to the heat equation
on the real line.

By what we have just said we can focus on problem (ii). To simplify the discussion we
assume that the domain of the x variable is given by x € (0, X') and we assign zero boundary
conditions, i.e., uy, = ur = 0. Hence we want to study the problem

Ou = 0%u, (t,z) € (0,T) % (0,X), (5.48a)
uw(0,2) = ug(x), u(t,0)=u(t,X)=0, x€l0,X],tec[0,T]; up(0)=uo(X)=0.
(5.48h)

We introduce the partition of the interval (0, X') given by
X X

O=ag<a1 <+ <y, = X, xj:j%’ A$:Ij+1—l’j:—7

3

and the partition of the time interval [0, 7] given by

T T
0:t0<t1<'”<tn:T7 ZfZ:Z—, At:tiJrl_ti:_u
m n
We let
'U/ZJZU(tZ,.TJ), 7/:0,,71, ]:O”m

Hence w;; is a m + 1 x m + 1 matrix. The it" row contains the value of the approximate
solution at each point of the spatial mesh at the fixed time ¢;. For instance, the zeroth row

4These are called Dirichlet type boundary conditions. Other types of boundary conditions can be imposed,
but the Dirichlet type is sufficient for our applications to the Black-Scholes PDE.
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is the initial datum: ug; = ug(x;), i = 0,...m. The columns of the matrix wu;; contain the
values of the approximate solution at one spatial point for different times. For instance, the
column u; o are the values of the approximate solution at zy = 0 for different times ¢;, while
u;,m contains the values at x,, = X. By the given boundary conditions we then have

ui,ozui,mzo, ’ZIO,,TL
We define A S
t m
A X (5.49)

Method 1: Forward in time, centered in space

In this method we use a forward difference approximation for the time derivative and a
centered difference approximation for the second spatial derivative:

u(t + At,x) — u(t, x)

Ou(t,z) = A7 + O(At),
Pult, z) = u(t,z + Ax) — 22222:5) + u(t,x — Azx) L O(A).

We find
u(t + At,x) = u(t, ) + d(u(t,r + Ax) — 2u(t, ) + u(t,z — Ax)).

Hence we obtain the following iterative equation
Uit = Ui + d(Uijo — 2ui5 +uij1), i=0,....,n—1,j=1,....,n—1, (5.50)

where we recall that ug; = uo(x;), w0 = Uims1 =0,7=0,...,n, j =0,...m. This method
is completely explicit. A Matlab function solving the iteration (5.50) with the initial datum
ug(r) = exp(X?/4) — exp((z — X/2)?) is the following.

function [time,space,sol]=heatexp(T,X,n,m)
dt=T/n; dx=X/m;

d=dt/dx"2

sol=zeros(n+1,m+1);

time=zeros(1,n+1);

space=zeros(1,m+1);

for i=2:n+1

time(i)=time(i-1)+dt;

end

for j=2:m+1

space(j)=space(j-1)+dx;

end

for j=1:m+1
sol(1,j)=exp(X~2/4)-exp((space(j)-X/2)"2);
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end

s0l1(:,1)=0; sol(:,m+1)=0;

for i=2:n+1

for j=3:m+1
sol(i,j-1)=s0l(i-1,j-1)+d*(s0l(i-1,j)-2%s0l(i-1,j-1)+s0l(i-1,j-2));
end

end

To visualize the result it is convenient to employ an animation which plots the approx-
imate solution at each point on the spatial mesh for some increasing sequence of times in
the partition {t¢g,t,...,t,}. This visualization can be achieved with the following simple
Matlab function:

function anim(r,F,v)
N=length(F(:,1));
step=round (1+N*v/10) ;
figure

for i=1:step:N
plot(r,F(i,:));
axis([0 1 0 1/21);
drawnow;

pause(0.3);

end

Upon running the command anim(space,sol,v), the previous function will plot the
approximate solutions at different increasing times with speed v (the speed v must be between
0 and 1).

Let us try the following: [time,space,sol]=heatexp(1,1,2500,50). Hence we solve
the problem on the unit square (¢,x) € (0,1)% on a mesh of (n,m) = 2500 x 50 points. The
value of the parameter (5.49) is

d=1.

If we now try to visualize the solution by running anim(space,s0l,0.1), we find that the
approximate solution behaves very strangely (it produces just random oscillations). However
by increasing the number of time steps with [time,space,sol]=heatexp(1,1,5000,50),
so that

d = 0.5,

and visualize the solution, we shall find that the approximate solution converges quickly
and smoothly to v = 0, which is the equilibrium of our problem (i.e., the time independent
solution of (5.48)). In fact, this is not a coincidence, for we have the following

Theorem 5.9. The forward-centered method for the heat equation is unstable if d > 1 and
stable for d < 1.

112



The term unstable here refers to the fact that numerical errors, due for instance to the
truncation and round-off of the initial datum on the spatial grid, will increase in time. On the
other hand, stability of a finite difference method means that the error will remain small at
all times. The stability condition d < 1 for the forward-centered method applied to the heat
equation is very restrictive: it forces us to choose a very high number of points on the time
partition. To avoid such a restriction, which could be very costly in terms of computation
time, implicit methods are preferred, such as the one we present next.

Method 2: Backward in time, centered in space

In this method we employ the backward finite difference approximation for the time derivative
and the central difference for the second spatial derivative (same as before). This results in
the following iterative equation:

Uiyl = Wij + d(ui+17j+1 — 2uip1 5 + U'H-l,j—l)a 1=0,...,n—=1,7=1...,m—1, (5-51)

where we recall that ug ; = uo(x;), wio = Uims1 =0,7=0,...,n, 7 =0,...m. This method
is implicit and we need therefore to solve for the solution at time i+ 1 in terms of the solution
at time 7. To this purpose we let

u; = (Ui,o, Uiy 7ui,m)T

be the column vector containing the approximate solution at time t; and rewrite (5.51) in
matrix form as follows:
Aui+1 = uj, (552)

where A is the m + 1 x m + 1 matrix with non-zero entries given by
Apo=Apm=1, App=1+2d, Agp1=Ap1=-d, k=1,...m—1L
The matrix A is invertible, hence we can invert (5.52) to express u;;1 in terms of uj as
g = A My (5.53)

This method is unconditionally stable, i.e., it is stable for all values of the parameter d.
We can test this property by using the following Matlab function, which solves the iterative
equation (5.53):

function [time,space,sol]l=heatimp(T,X,n,m)
dt=T/n; dx=X/m;

d=dt/dx"2

sol=zeros(n+1,m+1);

time=zeros(1,n+1);

space=zeros(1,m+1);

A=zeros(m+1,m+1);

A(1,1)=1; A(m+1,m+1)=1;
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for i=2:n+1

time(i)=time(i-1)+dt;

end

for j=2:m+1

space(j)=space(j-1)+dx;

end

for j=1:m+1
sol(1,j)=exp(X~2/4)-exp((space(j)-X/2)"2);
end

s0l(:,1)=0; sol(:,m+1)=0;

for k=2:m

A(k,k-1)=-d;

A(k,k)=1+2%d;

A(k,k+1)=-d;

end

for i=2:n+1
sol(i,:)=s0l(i-1,:)*transpose(inv(A));
end

If we now run [time,space,sol]=heatexp(1,1,500,50), for which d = 5, and visualize
the solution we shall obtain that the approximate solution behaves smoothly as expected,
indicating that the instability problem of the forward-centered method has been solved.

Method 3: Crank-Nicholson

This is an implicit method with higher order of accuracy than the backward-centered method.
It is obtained by simply averaging between methods 1 and 2 above, i.e.,

1 1

Uitlj = SUitlg + 5Uitg,
where the first term in the right hand side is computed with method 1 and the second term

with method 2. Thus we obtain the following iterative equation

Uiy = Ui+ 5 [(Uign = 2 + wig1) + (Wi ger = Uiy + Uirjo1))- (5.54)

As the backward-centered method, the Crank-Nicholson method is also unconditionally sta-
ble.

Exercise 5.15. Write (5.54) in matriz form and solve for the solution at the time step i+ 1
in terms of the solution at the time step i.

Exercise 5.16. Write a Matlab function that implements the Crank-Nicholson method.

Exercise 5.17. Compare methods 2 and 3.
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5.A Appendix: Solutions to selected problems

Exercise 5.3. The SDE in question is
dX(t) = (a—bX(t))dt +~dW(t), t>s, X(s)=uzu.
Letting Y (t) = e® X (¢) and applying Ito’s formula we find that Y (¢) satisfies
dY (t) = ae® dt + ve"' dW (t), Y (s) = xze".
Hence . .
Y (t) = ze® + a/ e dr + 7/ e dW (u)

S S

and so

b
Taking the expectation we obtain immediately that E[X (¢; s, 2)] = m(t — s, ). Moreover by
Exercise 4.9, the It6 integral in X (¢; s, ) is a normal random variable with zero mean and
variance A(t — s)?, hence the claim follows.

t
X(t;s,x) =zt 4 g(1 — ety 4 / e @D AW (u).

Exercise 5.4. Letting Y (t) = e_éX(t), we find that dY (t) = e‘édW(t) and Y (0) = 1.
Thus

X(t) = e7 + 5 /t e AW (u).
Note that X (¢) is normally distributed with mean
E[X ()] = e%.
It follows that Cov(X(s), X(t)) = E[X(s) X (¢)] — E[X (s)]E[X (t)] is
Cov(X(s), X (1)) = e*E[/O e—“de(u)/O e—%zW(u)].

Assume for example that s < ¢t. Hence

Cov(X (), X (1)) = 6#1@[ /0 e dW (u) /0 t e*ﬁdW(u)]

Using the result of Exercise 4.3 we have

32+t2 t u2 u2 82+22 s 2
Cov(X(s), X(t) =€ 2 / Toge  2e 2 du=e 2 / e " du
0 0

52412 \/58 u? d 52442 ]_
= mes / ez \/% = me T (B(v/2s) — 5)
0

For general s,t > 0 we find

52442
2

Cov(X(s), X(t)) = vme 2 (®(v2min(s,t)) — %).
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Chapter 6

The risk-neutral price

Throughout this chapter we assume that the probability space (2, F,P) and the Brownian
motion {W(t)};>o are given. Furthermore, in order to avoid the need to repeatedly specify
technical assumptions, we make the following conventions:

e All stochastic processes in this chapter are assumed to have a.s. continuous paths and
so in particular they are integrable, both path by path and in the It sense. Of course
one may relax this assumption, but for our applications it is general enough.

o All It6 integrals in this chapter are assumed to be martingales, which holds for instance
when the integrand stochastic process is in the space L2

6.1 Absence of arbitrage in 1+1 dimensional markets

The ultimate purpose of this section is to prove that a self-financing portfolio invested in a
141 dimensional market is not an arbitrage. We shall prove the result by using Theorem 3.16,
i.e., by showing that there exists a measure, equivalent to P, with respect to which the
discounted value of the portfolio is a martingale. We first define such a measure. We
have seen in Theorem 4.10 that, given a stochastic process {0(t)};>¢ satisfying the Novikov
condition (4.20), the stochastic process {Z(t)};>o defined by

Z(t) = exp <— /Ote(s) 4 (s) — %/Ote(s)ms) | (6.1)

is a P-martingale relative to the filtration {Fy (¢)}:>0 and that the map P : F — [0, 1] given
by
P(A) = E[Z(T)L4] (6.2)

is a probability measure equivalent to P, for all 7" > 0.

Definition 6.1. Consider the 141 dimensional market

dS(t) = u(t)S(t)dt + o(H)S(t)dW (), dB(t) = B(t)R()dt,
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where the market parameters {p(t) }>o0, {0(t)}is0, {R(t) }i>0 are all adapted to {Fw (t)}i>o-
Assume that o(t) > 0 almost surely for all times. Let {0(t)}i>0 be the stochastic process
given by
t)— R(t
0(t) = M (6.3)

and define {Z(t) }4>0 by (6.1). Assume that {Z(t)}+>0 is a martingale (e.g., {60(t) }i>o satisfies
the Novikov condition (4.20)). The probability measure P equivalent to P given by (6.2) is
called the risk-neutral probability measure of the market at time T'.

Note that, by the definition (6.3) of the stochastic process {0(t) }+>0, we can rewrite dS(t)

" dS(t) = R()S(t)dt + o (t)S(t)dW (), (6.4)

where

AW (t) = dW (t) + 6(t)dt. (6.5)

By Girsanov theorem, Theorem 4.11, the stochastic process {/V[v/(t)}tzo is a P-Brownian
motion. Moreover, {Fw (t)}+>0 is a non-anticipating filtration for {W(t)}tzo. We also recall
that a portfolio {hg(t), hp(t)}i>o is self-financing if it is adapted to {Fw (t)}+>0 and if its
value {V (t)}+>0 satisfies

dV (t) = hg(t)dS(t) + hp(t)dB(t), (6.6)

see Definition 4.4.
Theorem 6.1. Consider the 1+1 dimensional market
dS(t) = p(t)S(t)dt + o(t)S(t)dW (t), dB(t) = B(t)R(t)dt, (6.7)

where the market parameters {u(t) o0, {0(t)}is0, {R(t)}i>0 are adapted to {Fw(t)}i>o-
Assume that o(t) > 0 almost surely for all times. Then the following holds.

(i) The discounted stock price {S*(t)}=o is a P-martingale in the filtration {Fy (t)}iso.
(i1) A portfolio process {hs(t), hg(t) }+>0 adapted to {Fw (t) b0 is self-financing if and only
if its discounted value satisfies

V() = V(0) + /0 D(s)hs(s)o(s)S(s)dTT (s). (6.8)

(iii) If {hs(t), hp(t)}i>0 is a self-financing portfolio, then {hs(t), hp(t)}i>0 is not an arbi-
trage.

Proof. (i) By (6.4) and dD(t) = —D(t)R(t)dt we have

dS*(t) = S(t)dD(t) + D(t)dS(t) + dD(t)dS(t)
= —S{)RE)D(t) dt + D(t)(R(t)S(t) dt + o(t)S(t) dW (t))
\ .
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and so the discounted price {S*(#)},s0 of the stock is a P-martingale relative to {Fy (t) }iso.
(ii) By (6.7) and hp(t)B(t) = V(t) — hs(t)S(t), the value (4.32) of self-financing portfolios

can be written as
dV (t) = hs(t)SE)[(p(t) — R(t))dt + o(£)dW (£)] + V (£) R(¢)d. (6.9)
Hence
dV (1) = hs(t)S)o()[dW () + 0(t)dt] + V() R(L)dt = hs(t)SE)o(t)dW (t) + V(1) R(t)dL.
Thus the discounted portfolio value V*(t) = D(t)V (1) satisfies

dV*(t) = V()dD(t) + D(t)dV(t) + dD(t)dV ()
= —D(O)V(£)R(t) dt + D(t)hs(t)S (D)o (1)dW (t) + D(6)V () R(t)dt
= D(t)hs(1)S(t)o(t)dW (1),

which proves (6.8).
(iii) By (6.8), the discounted value of self-financing portfolios is a P- martingale relative to
the filtration {Fw (f)}+>0. As P and PP are equivalent, (iii) follows by Theorem 3.16. O

Remark 6.1 (Arbitrage-free principle). The absence of self-financing arbitrage portfolios
in the 1+1 dimensional market (6.7) is consistent with the observations. In fact, even if
arbitrage opportunities may exist in real markets, they are very rare and last for very short
times, as they are quickly exploited by investors. In general, when a stochastic model for
the price of an asset is introduced, we require that it should satisfy the arbitrage-free
principle, namely that any self-financing portfolio invested in this asset and the risk-free
asset should be no arbitrage. Theorem 6.1 shows that the generalized geometric Brownian
motion satisfies the arbitrage-free principle, provided o(t) > 0 a.s. for all times.

6.2 The risk-neutral pricing formula

Consider the European derivative with pay-off Y and time of maturity 7" > 0. We assume
that Y is Fy (T')-measurable. Suppose that the derivative is sold at time ¢t < T for the price
[Ty (t). The first concern of the seller is to hedge the derivative, that is to say, to invest the
amount Ily(¢) in such a way that the value of the seller portfolio at time 7" is enough to
pay-off the buyer of the derivative. The purpose of this section is to define a theoretical price
for the derivative which makes it possible for the seller to set-up such an hedging portfolio.
We argue under the following assumptions:

1. the seller is only allowed to invest the amount Ily-(¢) in the 1+1 dimensional market
consisting of the underlying stock and the risk-free asset;

2. the investment strategy of the seller is self-financing.

118



It follows by Theorem 6.1 that the sought hedging portfolio is not an arbitrage. We may
interpret this fact as a “fairness” condition on the price of the derivative 1y (¢). In fact, if the
seller can hedge the derivative and still be able to make a risk-less profit on the underlying
stock, this may be considered unfair for the buyer.

We thus consider the 141 dimensional market

dS(t) = u(t)S(t)dt + o(t)S(t)dW (t), dB(t) = B(t)R(t)dt,

where we assume that the market parameters {u(t) }+>0, {o(t) }+>o0, {R(t)}tzo are adapted to
{Fw(t)}+>o0 and that o(t) > 0 almost surely for all times. Let {hg(t), hp(t)}:>0 be a self-
financing portfolio invested in this market and let {V'(¢)};>0 be its value. By Theorem 6.1,

the discounted value {V*(t)}>0 of the portfolio is a P—martmgale relative to the filtration
{‘FW(t)}tzo, hence N
D)V (t) = E[D(T)V(T)| Fw (t)].

Requiring the hedging condition V(T') =Y gives

V(1) = G ELDY 7w (o)

Since D(t) is Fw (t)-measurable, we can move it inside the expectation and write the latter
equation as

= D(T) = '
V(t) =E[Y Dt ) [Fw (t)] = E[Y exp(— [ R(s)ds)|Fw(1)],
t
where we used the definition D(t) = exp(— fo s)ds) of the discounting process. Assuming

that the derivative is sold at tlme t for the price Hy( ) then the value of the seller portfolio
at this time is precisely equal to the premium ITy (¢), which leads to the following definition.

Definition 6.2. Let Y be a Fy (T)-measurable random variable with finite expectation. The
risk-neutral price (or fair price) at timet € [0,T] of the European derivative with pay-off
Y and time of maturity T' > 0 is given by

T
My (1) = BIY exp(~ [ R(s) ds)Fw )] (6.10)
t
i.e., it is equal to the value at time t of any self-financing hedging portfolio invested in the
underlying stock and the bond.

Remark 6.2. Being defined as a conditional expectation, the risk-neutral price can rarely be
computed explicitly. An exception to this is when the market parameters are deterministic,
see Section 6.3, and for some simple stochastic models, see Section 6.5.

In the particular case of a standard European derivative, i.e., when Y = ¢(S(7")), for
some measurable function g, the risk-neutral price becomes

My (t) = Elg(S(T)) exp(~ / R(s) ds)| Fw (1)),
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By (6.4) we have

s(0) = se ([ (76) - oo+ [ ot¥(5).

hence the risk-neutral price of a standard European derivative takes the form

T 1 2 T = T
My () = Blg(S(t)ele )72 (N detle o1V () o (— / R(s) ds)|Fw(t)]. (6.11)
t

Since the risk-neutral price of the European derivative equals the value of self-financing hedg-
ing portfolios invested in a 1+1 dimensional market, then, by Theorem 6.1, the discounted
risk-neutral price {II (t)}scpm is a P-martingale relative to the filtration {Fyw (t)}i>0. In
fact, this property follows directly also by Definition 6.10, as shown in the first part of the
following theorem.

Theorem 6.2. Consider the 1+1 dimensional market
dS(t) = p(t)S(t)dt + o(t)S(t)dW (t), dB(t) = B(t)R(t)dt,

where we assume that {p(t)}i>0, {o(t)} >0, {R(t) >0 are adapted to {Fw(t)}i>0 and that
o(t) > 0 almost surely for all times. Assume that the European derivative on the stock with
pay-off Y and time of maturity T > 0 is priced by (6.10) and let 11} (t) = D(t)Ily (t) be the
discounted price of the derivative. Then the following holds.

(i) The process {113 (t) }reo) is a P-martingale relative to {Fu () }eso.

(ii) There exists a stochastic process {A(t)} e, adapted to {Fw (t)}i>o, such that
t —
I3 (t) = Iy (0) +/ A(s)dW(s), te][0,T]. (6.12)
0

(iii) The portfolio {hg(t), hp(t)}icjo,r given by

At)

hs(t) = BHemsm’

hp(t) = (Ily (t) — hs(t)S(1))/B(1) (6.13)

is self-financing and replicates the derivative at any time, i.e., its value V(t) is equal
to Iy (t) for all t € [0,T]. In particular, V(T) = Ily(T) =Y, i.e., the portfolio is
hedging the derivative.

Proof. (i) We have
I3 (t) = Dty (t) = B[y (T) D(T)|Fiw (1)) = E[I5(T)| Fw (1)),
where we used that IIy(7") =Y. Hence, for s <t, and using Theorem 3.13(iii),
E[IT5- ()| Fw (5)] = E[E[IT(T)|Fw (D) Fw (s)] = E[IT5 (T) Fiw ()] = I (s).
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This shows that the discounted price of the derivative is a Iﬁ—martingale relative to the
filtration {Fw (t)}ecio,17-
(ii) By (i) and (3.24) we have

Z($)y:(s) = Z(s)E[T3(6)| Fuw (5)) = E[Z(6)TT3-(1)| Fiw (5)], (6.14)

i.e., the stochastic process {Z(t)II(¢)}tcjo,r) is a P-martingale relative to the filtration
{Fw(t)}cpm- Hence, by the martingale representation theorem, Theorem 4.6, there ex-
ists a stochastic process {I'(t)}scpo,r) adapted to {Fw (t)}icjo,r) such that

Z(OIL (1) = Ty (0) + / tP(s)dW(s), te[0,7),

o A(Z(OTE (£)) = T(H)dW (2). (6.15a)
On the other hand, by It6’s product rule,
dlly (t) =d(Z (I (8) /2 (1) = d(1/Z(t)) Z ()1 (t) + 1/ Z (8)d(Z ()11 (¢))
+d(1/Z(t))d(Z ()T (t)). (6.15Db)

By It6’s formula and dZ(t) = —60(t)Z(t)dW (t), we obtain

d(1/Z(1)) = —ﬁdZ(t) +ﬁd2(t)d ) g(é))dW(t). (6.15¢)
Hence
d(1/Z(0)d(Z()TT () = Q(Q(I;St) dt. (6.15d)
Combining Equations (6.15) we have
I'(t)

dIly (1) = A(t)dW(t), where A(t) = 0(t)IT}(t) + 70

which proves (6.12).

(iii) It is clear that the portfolio {hg(t), hp(t)}icpor) given by (6.13) is adapted to {Fw () }+>0
and replicates the derivative. Furthermore (6.12) entails that V*(t) = II} (¢) satisfies (6.8),
hence, by Theorem 6.1(ii), {hg(t), hp(t) }icjo,r) is a self-financing portfolio, and the proof is
completed. O

Consider now the 141 dimensional market consisting of the European derivative and the
risk-free asset. The value of a self-financing portfolio invested in this market satisfies

AV (t) = hy ()dILy (t) + hp(t)dB(t), V() = hy(O)Iy(t) + hp(t)B(L),
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where hy (t) is the number of shares of the derivative in the portfolio. It follows by (6.12)
that the discounted value of this portfolio satisfies

d(V*(t)) = —R(t) D)V (t)dt + D(t)hy (t)dIly (t) + D(t)hp(t)B(t)R(t)dt
= —R()D(t)hy ()Iy (£)dt + D(t)hy ()dILy (t) = —hy (£)d(D(t)Iy (t))
= —hy ()A(H)dW (1)

We infer that the discounted value process {V*(t) }1>¢ is a P-martingale relative to { Fyy (£) }so.
Hence, by Theorem 3.16, the portfolio is not an arbitrage and therefore the risk-neutral price
model for European derivatives satisfies the arbitrage-free principle, see Remark 6.1.

6.3 Black-Scholes price of European derivatives

In this section we apply the results of Section 6.2 to the case when the market parameters
{n(t) >0, {o(t)}i>0, {R(t)}1>0 are deterministic constants. In particular, the price of the
stock now follows the geometric Brownian motion (2.14), where a = pu — 02/2, i.e.,

S(t) _ S(O>eat+UW(t) _ S(O>€(u—a—22)t+UW(t) _ S(Q)e(r—é)t—{-crﬁ;(t), (616)

where W (t) = W(t) + (55)t is a Brownian motion in the risk-neutral probability measure.
We assume in the following that the European derivative is standard. Replacing o(s) = o > 0
and R(s) =r > 0 into (6.11), we obtain

My () = e " Bg(S(t)e 277 esWO-WO) 7 (1],

where
T=T—1

is the time left to the expiration of the derivative. As Fy (t) = F5(t), we obtain
Ty (1) = e E[g(S(0)elr 277D W0N) 7 (1))

As the increment W (T') — W(t) is independent of F7(t), the conditional expectation above
is a pure expectation, see Theorem 3.14(i), and so

Iy (t) = e ""E[g(S(t)er 277 o (W)= W(1))] (6.17)

(Note that we don’t need anymore to be in the risk-neutral world). Finally, since W(T') —
W(t) € N(0,7), we obtain

e_TT —10'2 T O —ﬁ
Iy (1) = “— / 9(S(B)er 1)k dy, (6.18)
that is,
My (1) = vy (£, 5(1)), (6.19a)
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where the Black-Scholes price function v, : D_;C — R is given by

—rT 1 yQ
Vg(t, ) = . o Ag(me(r2”2)760ﬁy)e2 dy. (6.19b)

Nor:
Definition 6.3. Let g : (0,00) — R be a C? function and assume that ¢',g" are uniformly
bounded. The stochastic process {Ily (t)}icor) given by (6.19), is called the Black-Scholes

price of the standard European derivative with pay-off Y = g(S(T)) and time of maturity
T >0.

Remark 6.3. Our assumptions on the pay-off function g can be considerably weakened,
but since they cover all real-world applications, we shall not do it. Note that, under our
assumptions, v, € C?(DF) and d,v, is uniformly bounded.

Remark 6.4. The fact that the Black-Scholes price of the derivative at time t is a de-
terministic function of S(t), that is, Iy (t) = v,(¢, S(t)), is an important property for the
applications. In fact, thanks to this property, at time ¢ we may look at the price S(t) of
the stock in the market and compute explicitly the theoretical price 1Ty (t) of the deriva-
tive. This theoretical value is, in general, different from the real market price. We shall
discuss how to interpret this difference is Section 6.3.2. Moreover, as shown below, the for-
mula (6.19) is equivalent to the Markov property of the geometric Brownian motion (6.16)
in the risk-neutral probability measure P.

We can rewrite the Black-Scholes price function as v,(t,x) = h(T — t,z), where, by a
change of variable in the integral on the right hand side of (6.19b),

Mnm=AQ@M@xww%

where ,
e_TT]Iy>O 1 y 1 2
,T,Y) = ————=¢€ ————|log=—(r—= .
L N Xp[ e S U Ll
Comparing this expression with (3.31), we see that we can write the function ¢ as
Q(7—7 xz, y) = e_TTp*(7_7 xz, y)7

where p, is the transition density of the geometric Brownian motion (6.16). In particular, the
risk-neutral pricing formula of a standard European derivative when the market parameters
are constant is equivalent to the identity

Blo(S(T)IF(®) = [ p.(T = .50 (),
R
and thus, since 0 < t < T are arbitrary, it is equivalent to the Markov _property of the

geometric Brownian motion (6.16) in the risk-neutral probability measure P, see again Ex-
ercise 3.34. We shall generalize this discussion to markets with non-constant parameters in
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Section 6.5. Note also that replacing s = 0, t = 7, « = r — ¢%/2 into (3.33), and letting
u(r,z) = €""h(r, ), we obtain that u satisfies

1
—0-u + red,u + 502x28§u =0, u(0,2)="h(0,2)=1v,(T,z) = g(z).
Hence the function h(7, x) satisfies
1
—0;h + rxd,h + EO'ZZL"Zaih =rh, h(0,z)=g(zx).

As v,y(t,x) = h(T —t,x), we obtain the following result.

Theorem 6.3. The Black-Scholes price function v, is the unique strong solution of the
Black-Scholes PDE

1
Oy + redyvy + 5021:285@9 =rv,, (t,z)€ D} (6.20a)

with the terminal condition
vy(T,x) = g(z). (6.20b)

Exercise 6.1. Write a Matlab code that computes the finite difference solution of the prob-
lem (6.20). Use the Crank-Nicholson method presented in Section 5.4.2.

Remark 6.5. For the previous exercise one needs to fix the boundary condition at z = 0
for (6.20a). It is easy to show that the boundary value at & = 0 of the Black-Scholes price
function is given by

vy(t,0) = g(0)e" ") for all t € [0, T). (6.21)

In fact from one hand, letting = 0 in (6.20a) we obtain that v(t) = v,(t, 0) satisfies dv/dt =
rv, hence v(t) = v(T)e" 1), On the other hand, v(T) = v,(T,0) = g(0). Thus (6.21) follows.
For instance, in the case of a call, i.e., when g(z) = (¢ — K)4, we obtain v,(¢,0) = 0, for
all t € [0,T], hence the risk-neutral price of a call option is zero when the price of the
underlying stock tends to zero. That this should be the case is clear, for the call will never
expire in the money if the price of the stock is arbitrarily small. For a put option, i.e., when
g(z) = (K — 2z)4, we have vy(t,0) = Ke "7, hence the risk-neutral price of a put option
is given by the discounted value of the strike price when the price of the underlying stock
tends to zero. This is also clear, since in this case the put option will certainly expire in the
money, i.e., its value at maturity is K with probability one, and so the value at any earlier
time is given by discounting its terminal value.

Next we compute the hedging portfolio of the derivative.

Theorem 6.4. Consider a standard Furopean derivative priced according to Definition 6.3.
The portfolio {hg(t),hp(t)} given by

hs(t) = Oavg(t, S(t),  hp(t) = (y(t) — hs(t)S(1))/B(t)

s a self-financing hedging portfolio for the derivative.
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Proof. According to Theorem 6.2, we have to show that the discounted value of the Black-
Scholes price satisfies .
dIl5 (t) = D(t)S(t)o0,v,(t, S(t))dW (1).
A straightforward calculation, using Iy (t) = v,(t, S(t)), Ito’s formula and It6’s product rule,
gives
1
d(D(t)ILy (t)) =D(t)[0rvy(t, x) + radyvy(t, x) + §U2x28§vg(t, z) — 10y(t, )] sms(t)

+ D(t)aS(t)D,v,(t, S(1))dW (). (6.22)
Since v, solves the Black-Scholes PDE (6.20a), the result follows. O
Exercise 6.2. Work out the details of the computation leading to (6.22).

Exercise 6.3. Find the risk-neutral price at time t = 0 of standard European derivatives
assuming that the market parameters are deterministic functions of time.

6.3.1 Black-Scholes price of European vanilla options

In this section we focus the discussion on call/put options, which are also called vanilla
options. We thereby assume that the pay-off of the derivative is given by

Y =(5(T)—-K)y, ie, Y =9g(5(T)), g(x) = (x — K), fora call option,
Y=(K-5T));, ie, Y =g(5()), g(x) = (K —x)4, fora put option.

The function v, given by (6.19b) will be denoted by ¢, for a call option, and by p, for a put
option.

Remark 6.6. Strictly speaking, the pay-off functions for call/put options do not satisfy the
regularity assumptions in Definition 6.3. For instance, g(z) = (x — K ), is not differentiable
at x = K and so the Black-Scholes price function ¢(¢,z) does not extend smoothly on the
boundary ¢ = T. We shall ignore this technicality and still refer to ¢(t, z) as a strong solution
of the Black-Scholes PDE for call options.

Theorem 6.5. The Black-Scholes price at time t of a European call option with strike price
K >0 and maturity T > 0 is given by c(t, S(t)), where

c(t,x) = ax®(dy) — Ke " ®(dy), (6.23a)

log (£) + (r — 30
L 1o Rl kLl LA R R (6.23b)
o\T
and where ®(z) = \/LTW ffoo e~2¥" dy is the standard normal distribution. The Black-Scholes
price of the corresponding put option is given by p(t,S(t)), where

p(t,x) = O(—do) Ke ™™™ — &(—dy)x. (6.24)

Moreover the put-call parity identity holds:
c(t,S(t)) —p(t,S(t)) = S(t) — Ke™'". (6.25)
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Proof. We derive the Black-Scholes price of call options only, the argument for put options
being similar (see Exercise 6.24). We substitute g(z) = (z — K), into the right hand side
of (6.19b) and obtain

67’!‘7’

(r—4o?)r ovTy _ ) -z
ze\" 2 e K) e 2 dy.
V2T /R < + Y

Now we use that ze"=2)7e7V™ > K if and only if y > —d,. Hence

e T & 12 2 * y?
c(t’x) = |:/ relr=27 )TeU\ﬁye_T — K/ @_Zdy:| .
vV 27T —do —do

Using —%yQ +oTy = —%(y —o\T)?+ "—227 and changing variable in the integrals we obtain

c(t,x) =

e

-rr o 1 2 o y?
c(t,x) = [me”/ e 2=V gy — K/ ez dy}
V2T —ds —d2

—rr da+o/T da 2
e
= [xe”/ e 2V’ dy — K/ e~ dy]
2m —00 —00

= s®(dy) — Ke " ®(dy).

&‘

As to the put-call parity, we have

c(t,x) —p(t,z) = s®(dy) — Ke ""P(dy) — P(—do)Ke™ ™ + sP(—dy)
— () + B(—dy)) — K ((dy) + D(—dy))

As ®(z) + ¢(—2) = 1, the claim follows. O

Exercise 6.4. Derive the Black-Scholes price p(t, S(t)) of Furopean put options claimed in
Theorem 6.5.

Remark 6.7. The formulas (6.23)-(6.24) appeared for the first time in the seminal paper [2],
where they were derived by a completely diffent argument than the one presented here.

As to the self-financing hedging portfolio for the call/put option, we have hg(t) =
Oc(t, S(t)) for call options and hg(t) = 0,p(t, S(t)) for put options, see Theorem 6.4, while
the number of shares of the bond in the hedging portfolio is given by

hp(t) = (c(t,S(t)) — S(t)0.c(t, S(t)))/B(t), for call options,

and

h(t) = (c(t,S(t)) — S(t)0.p(t, S(t)))/B(t), for put options.

Let us compute 0,c:

(910 = (I)(dl) + $(I)/(d1)azd1 - Ke*”(I)’(dg)ﬁde.
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As Opdy = Oydy = ——, and () = e 2

et xQ/\/ 27, we obtain

o\ 27T

1 1 K 1
Oyc=®(dy) + <e2d2 — —e”e2d%) .
x

Replacing d; = dy + 0/7 we obtain

Opc = B(dy) eédg( torr-diovr _ K )
.C = + e 20 T—deoVT _ 7 T )
2 o\ 21T x

Using the definition of ds, the term within round brackets in the previous expression is easily
found to be zero, hence

&Ec = (I)(dl)
By the put-call parity we find also

Note that d,c > 0, while 0,p < 0. This agrees with the fact that call options are bought to
protect a short position on the underlying stock, while put options are bought to protect a
long position on the underlying stock.

Exercise 6.5 (o). Consider a European derivative with maturity T and pay-off Y given by
Y =k+S(T)logS(T),

where k > 0 is a constant. Find the Black-Scholes price of the derivative at time t <'T' and
the hedging self-financing portfolio. Find the probability that the derivative expires in the
money.

6.3.2 The greeks. Implied volatility and volatility curve

The Black-Scholes price of a call (or put) option derived in Theorem 6.5 depends on the price
of the underlying stock, the time to maturity, the strike price, as well as on the (constant)
market parameters r,o (it does not depend on «). The partial derivatives of the price
function ¢ with respect to these variables are called greeks. We collect the most important
ones (for call options) in the following theorem.

Theorem 6.6. The price function c of call options satisfies the following:

A = 0,c = ®(dy), (6.26)
. 9ldy)

D=fe= 10 (6.27)

p = 0,c=Kre ""®(dy), (6.28)

O == —xéw\/;)“ —rKe T (dy), (6.29)

v = 0,c=x¢(d)/T (called “vega”). (6.30)
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In particular:

e A > 0, i.e., the price of a call is increasing on the price of the underlying stock;
e [' >0, i.e., the price of a call is convex on the price of the underlying stock;

e p >0, i.e., the price of the call is increasing on the interest rate of the bond;

e O <0, i.e., the price of the call is decreasing in time;

e v > (), i.e., the price of the call is increasing on the volatility of the stock.
Exercise 6.6. Use the put-call parity to derive the greeks of put options.

The greeks measure the sensitivity of options prices with respect to the market conditions.
This information can be used to draw some important conclusions. Let us comment for
instance on the fact that vega is positive. It implies that the wish of an investor with a long
position on a call option is that the volatility of the underlying stock increased. As usual,
since this might not happen, the investor portfolio is exposed to possible losses due to the
decrease of the stock volatility (which makes the call option in the portfolio loose value).
This exposure can be secured by adding variance swaps into the portfolio, see Section 6.5.3.

Exercise 6.7. Prove that

lim c(t,z) = (x — Ke ™)y, lim c(t,z) = .
o—0t 0—00

Implied volatility

Let us temporarily re-denote the Black-Scholes price of the call as
c(t,S(t), K,T, o),
which reflects the dependence of the price on the parameters K,T,o (we disregard the
dependence on 7). As shown in Theorem 6.6,
S(t) 4
e 24/7>0.
V2 V7

Hence the Black-Scholes price of the option is an increasing function of the volatility. Fur-
thermore, by Exercise 6.7,

lim e(t, S(t), K.T) = (S(t) = Ke™)s,  lim_cft, S(1), K.T) = S(¢).

o—+00

Opc(t,S(t), K,T,0) = vega =

Therefore the function ¢(t,S(t), K,T,-) is a one-to-one map from (0,00) into the interval
I =((S(t)— Ke),,S(t)), see Figure 6.1. Now suppose that at some given fized time ¢
the real market price of the call is ¢(¢). Clearly, the option is always cheaper than the stock
(otherwise we would buy directly the stock, and not the option) and typically we also have
¢(t) > max(0,S(t) — Ke™""). The latter is always true if S(¢) < Ke "™ (the price of options
is positive), while for S(¢) > Ke™"" this follows by the fact that S(t) — Ke "™ ~ S(t) — K
and real calls are always more expansive than their intrinsic value. This being said, we can
safely assume that ¢(t) € 1.
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ct, St), K, T, o)

Figure 6.1: We fix S(¢t) = 10, K = 12, r = 0.01, 7 = 1/12 and depict the Black-Scholes price
of the call as a function of the volatility. Note that in practice only the very left part of this
picture is of interest, because typically 0 < o < 1.

Thus given the value of é(t) there exists a unique value of o, which depends on the fixed
parameters 7', K and which we denote by gy (7, K), such that

c(t, S(t), K, T, o (T, K)) = &(2).

Timp (T, K) is called the implied volatility of the option. The implied volatility must be
computed numerically (for instance using Newton’s method), since there is no close formula
for it.

The implied volatility of an option (in this example of a call option) is a very important
parameter and it is often quoted together with the price of the option. If the market followed
exactly the assumptions in the Black-Scholes theory, then the implied volatility would be a
constant, independent of 7', K and equal to the volatility of the underlying asset. In this
respect, oimp (7, K) may be viewed as a quantitative measure of how real markets deviate
from ideal Black-Scholes markets. Furthermore, the implied volatility may be viewed as the
market consensus on the future value of the volatility of the underlying stock. Recall in fact
that in order for the Black-Scholes price of the option to be c(t, S(t), K, T, 0imp(T, K)), the
volatility of the stock should be equal to oy, (T, K) in the time interval [¢, T in the future.
Hence by pricing the option at the price é(t) = (¢, S(t), K, T, oimp(T, K)), the market is
telling us that the buyers and sellers of the option believe that the volatility of the stock in
the future will be i, (T, K).

As a way of example, in Figure 6.2 the implied volatility is determined (graphically) for
various Apple call options on May 12, 2014, when the stock was quoted at 585.54 dollars
(closing price of the previous market day). All options expire on June 13, 2014 (7 = 1
month = 1/12). The value » = 0.01 has been used, but the results do no change significantly
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Figure 6.2: Implied volatility of various call options on the Apple stock

even assuming r = 0.05. In the pictures, K denotes the strike price and ¢(t) the call price.
We observe that the implied volatility is 20 % in three cases, while for the call with strike
K = 565 dollars the implied volatility is a little smaller (= 16%), which means that the
latter call is slightly underpriced compare to the others.

Volatility curve

As mentioned before, the implied volatility depends on the parameters T, K. Here we are
particularly interested in the dependence on the strike price, hence we re-denote the implied
volatility as oimp(K). If the market behaved exactly as in the Black-Scholes theory, then
Timp(K) = o for all values of K, hence the graph of K' — 0yy,(K) would be just a straight
horizontal line. Given that real markets do not satisfy exactly the assumptions in the Black-
Scholes theory, what can we say about the graph of the volatility curve K — iy, (K)7
Remarkably, it has been found that there exists recurrent convex shapes for the graph of
volatility curves, which are known as volatility smile and volatility skew, see Figure 6.3.
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Figure 6.3: Volatility smile and skew of a call option (not from real datal)

In the case of a volatility smile, the minimum of the graph is reached at the strike price
K =~ S(t), i.e., when the call is at the money. This behavior indicates that the more the call
is far from being at the money, the more it will be overpriced. Volatility smiles have been
recurrent in the market since after the crash in 1987 (Black Monday), indicating that this
event led investors to be more cautious when trading on options that are in or out of the
money. Volatility skews tell us whether investors prefer to trade on call or put options.

Devising mathematical models of volatility and asset prices able to reproduce volatility
curves is an active research topic in financial mathematics. We discuss the most popular
volatility models in the Section 6.5.

6.4 European derivatives on a dividend-paying stock

In this section we consider Black-Scholes markets with a dividend-paying stock. This means
that at some time ¢, € (0,7") the price of the stock decreases of a fraction a € (0, 1) of its price
immediately before t,, the difference being deposited in the account of the shareholders!.
Letting S(ty) = lim,_,,- S(t), we then have

S(to) = S(ty) — aS(ty) = (1 — a)S(ty ). (6.31)

We assume that on each of the intervals [0,t), [to, T], the stock price follows a geometric
Brownian motion, namely,

W
)
I
nn

(t)es=DFeWI=W) =+ € [0,ty), s € [t,t0) (6.32)
(w)es—0TeWE=WwW) = e [t,,T), s € [u,T). (6.33)

N
©
I
nn

!The dividend is expressed in percentage of the price of the stock. For instance, a = 0.03 means that the
dividend paid is 3%.
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Theorem 6.7. Consider the standard Furopean derivative with pay-off Y = g(S(T)) and

maturity T. Let Hgf’to)(t) be the Black-Scholes price of the derivative at time t € [0,T]
assuming that the underlying stock pays the dividend aS(ty) at time to € (0,7). Then

(a,to) _ Ug(ta (1 - G)S(t)), fO?“t < to,
Iy () = { vy(t, S(1)), for t > to,

where v,(t,x) is the Black-Scholes pricing function in the absence of dividends, which is
given by (6.19Db).

Proof. Using % = e oWT=W®) ' we can rewrite (6.17) in the form

My (t) = e Elg(S(T)elr=% ~]. (6.34)

Taking the limit s — ¢, in (6.32) and using the continuity of the paths of the Brownian

motion we find
S(to_) — S’(t)eoz(to—t)-l—cr(VV(to)—I/V(t))7 te [O,to)

Replacing in (6.31) we obtain
S(to) = (1 — a)S(t)exto=O+o(Wlto)=WH) =4 < [0, 1,).
Hence, letting (s,u) = (T, ty) and (s,u) = (T, t) into (6.33), we find

[ (1= a)S(t)exmreWID=W®)  for t € [0,1),
S(T) = { S(t)eaTHo W (T)-W (1) for ¢ € [to, ). (6.35)
By the definition of Black-Scholes price in the form (6.34) and denoting G = (W(T') —
W(t))/+/T, we obtain

o2
I(6) = e Elg((1 - a)S( TV for t € [0, ),

) (t) = e E[g(S(t)e"Z)HVTE) o t € [t, T).
As G € N(0,1), the result follows. O

We conclude that for t > g, i.e., after the dividend has been paid, the Black-Scholes
price function of the derivative is again given by (6.19b), while for ¢t < ty it is obtained
by replacing x with (1 — a)x in (6.19b). To see the effect of this change, suppose that the
derivative is a call option; let ¢(t,x) be the Black-Scholes price function in the absence of
dividends and ¢,(t,z) be the price function in the case that a dividend is paid at time t,.
Then, according to Theorem 6.7,

e, (1 —a)x), fort <t,
calt, ) = { c(t, x), for t > t.

Since 0,¢ > 0 (see Theorem 6.6), it follows that ¢,(t,x) < ¢(t, z), for t < ty, that is to say,
the payment of a dividend makes the call option on the stock less valuable (i.e., cheaper)
than in the absence of dividends until the dividend is paid.
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Exercise 6.8 (7). Give an intuitive explanation for the property just proved for call options
on a dividend paying stock.

Exercise 6.9 (o). A standard European derivative pays the amount Y = (S(T) — S(0)).
at time of maturity T. Find the Black-Scholes price Iy (0) of this derivative at time t =
0 assuming that the underlying stock pays the dividend (1 — e_TT)S(%—) at time t = %
Compute the probability of positive return for a constant portfolio which is short 1 share of
the derivative and short S(0)e™" shares of the risk-free asset.

T))?

Exercise 6.10. Derive the Black-Scholes price of the derivative with pay-off Y = g(S(
[0, 7]

assuming that the underlying pays a dividend at each time t1 < ty < --- < ty €
Denote by a; the dividend paid at time t;, 2 =1,..., M.

6.5 Local and Stochastic volatility models

In this and the next section we present a method to compute the risk-neutral price of
European derivatives when the market parameters are not deterministic functions. We first
assume in this section that the interest rate of the money market is constant, i.e., R(t) = r,
which is quite reasonable for derivatives with short maturity such as options; stochastic
interest rate models are important for pricing derivatives with very long time of maturity,
such us zero-coupon bonds, which are briefly discussed below in Section 6.6 (see also [21,
Section 6.5]). Assuming that the derivative is a standard European derivative with pay-off
function g, the risk-neutral price formula (6.1) becomes

Iy (t) = e "Elg(S(D)|Fw ()], 7=T—t. (6.36)

Motivated by our earlier results on the Black-Scholes price, and Remark 6.4, we attempt to
re-write the risk-neutral price formula in the form

Iy (t) = vy(t, S(t)) forallt € [0,7], for all T > 0, (6.37)

for some function v, : D_; — (0,00), which we call the pricing function of the derivative.
By (6.36), this is equivalent to

E[g(S(T)|Fw ()] = € v, (t, 5(t)) (6.38)

i.e., to the property that {S(t)}:>0 is a Markov process in the risk-neutral probability mea-
sure P, relative to the filtration {Fy (£)};50. At this point it remains to understand for
which stochastic processes {o(t)}+>0 does the generalized geometric Brownian motion (6.4)
satisfies this Markov property. We have seen in Section 5.1 that this holds in particular when
{S(t)}+>0 satisfies a (system of) stochastic differential equation(s), see Section 5.1. Next we
discuss two examples which encompass most of the volatility models used in the applications:
Local volatility models and Stochastic volatility models.
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6.5.1 Local volatility models

A local volatility model is a special case of the generalized geometric Brownian motion
in which the instantaneous volatility of the stock {o(t)}+>0 is assumed to be a deterministic
function of the stock price S(t). Given a measurable function £ : [0, 00) x [0,00) — (0, 00),
we then let

a(t)S(t) = B(t,5(1)), (6.39)
into (6.4), so that the stock price process {S(t)};>¢ satisfies the SDE

dS(t) = rS(t)dt + B(t, S(t))dW (t), S(0) =Sy > 0. (6.40)

We assume that this SDE admits a unique global solution, which is true in particular under
the assumptions of Theorem 5.1. To this regard we observe that the drift term a(t,z) = rz
in (6.40) satisfies both (5.3) and (5.4), hence these conditions restrict only the form of the
function S(¢,x). In the following we shall also assume that the solution {S(¢)}>¢ of (6.40)
is non-negative a.s. for all ¢ > 0. Note however that the stochastic process solution of (6.40)
will in general hit zero with positive probability at any finite time. For example, letting
B(t,x) = \/x, the stock price is given by a CIR process (5.25) with b = 0 and so, according
to Theorem 5.6, S(t) = 0 with positive probability for all ¢ > 0.

Theorem 6.8. Let g € C*([0,00)) (except possibly on finitely many points) such that g, g"
are uniformly bounded and assume that the Kolmogorov PDE

1
owu + rxd,u + 56(75, 2)2Pu=0 (tz)€ D], (6.41)

associated to (6.40) admits a (necessarily unique) strong solution in the region Dy, satisfying
u(T,x) = g(x). Let also
vy(t,x) = e Tult, z).

Then we have the following.
(1) v, satisfies
1
Oy + raedyvy + éﬁ(t, z)202v, = v, (t,x) € D, (6.42)

and the terminal condition
0,(T.7) = g(a). (6.43)

(i) The price of the European derivative with pay-off Y = g(S(T)) and maturity T > 0 is
given by (6.37).

(1ii) The portfolio given by
hs(t) = Opvg(t, S(t),  hp(t) = (Hy(t) — hs(t)S(t))/B(t)

is a self-financing hedging portfolio.
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(iv) The put-call parity holds.
Proof. (i) It is straightforward to verify that v, satisfies (6.42).
(i) Let X (£) = vy(t, S(t)). By Ito’s formula we find
dX (t) = (Opvy(t, S(t)) + rS(t)0pv,(t, S(t)) + %6(1&, S(t))202v,(t, S(t)))dt
+ B(t, S(t))0zv,(t, S(t))dW (t).
Hence
d(e "X (t)) = e (0w, + red.v, + %ﬁ(t, x)202v, — rv,)(t, S(t))dt
+ e T B(t, S(t))Drv,(t, S(E))dW ().

As v,(t, z) satisfies (6.42), the drift term in the right hand side of the previous equation is
zero. Hence

e ", (t, S(t)) = vy(t, So) +/0 e " B(u, S(u))0yv,(u, S(u))dﬁ(u) (6.44)

It follows that® the stochastic process {e v, (¢, S(t)) }1>0 is a P-martingale relative to {Fyy (£) }iso,
ie.,
Ele v, (ta, S(t2))|Fw (t1)] = e "o, (t1, S(t1)), forall 0 <t <ty <T.

Letting t; = t, to = T" and using the boundary condition (6.43), we find

vg(t, S(1)) = e Elg(S(T))|Fw (¢)];

which proves (6.37).
(iii) Replacing Ily (t) = v,(t, S(t)) into (6.44), we find

115, (t) = Ty (0) —|—/0 e "B (u, S(u))0yvy(u, S(u))d/MV/(U)

Hence the claim on the hedging portfolio follows by Theorem 6.2.

(iv) Let ¢(t,z) be the solution of (6.42) with terminal condition g(z) = (x — K); and p(¢, x)
be the solution with terminal condition g(z) = (K — x)4, where K > 0 is the strike price
of the call/put option. As (6.42) is linear, ¢ — p solves (6.42) with the terminal condition
(x—K);y — (K —2)y = (r— K) := h(z). The (unique) strong solution v, of (6.42) is given
by vp(t,z) = x — Ke 7"~ hence

C(t,l‘) - p(ta I) =T - Ke_T(T_t)7
which is the put-call parity. O

Clearly, a closed formula for the solution of (6.41) is rarely available, hence to compute
the price of the derivative one needs to rely on numerical methods, such as those discussed
in Section 5.4.

2Recall that we assume that Ito’s integrals are martingales!
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Example: The CEV model

For the constant elasticity variance (CEV) model, we have 3(t,S(t)) = 0.5(t)°, where
o >0, 6 > 0 are constants. The SDE for the stock price becomes

dS(t) = rS(t)dt + oS’ dW (t), S(0) = Sy > 0. (6.45)

Note that for § = 1 one recovers the Black-Scholes model. For § # 1, we can construct the
solution of (6.45) using a CIR process, as shown in the following exercise.

Exercise 6.11. Given 0,7 and 0 # 1, define

2
1
— 2 (20-1), 6=

a=2r(0—1), c=—200—-1), b 2r 20-1)

Let {X (t)}+>0 be the CIR process
dX(t) = a(b — X (1)) dt + e/ X (O)dW (1), X(0) =z > 0.
Show that S(t) = X (t)? solves (6.45) with Sy = 2°.

It follows by Exercise 6.11, and by Feller’s condition ab > ¢?/2 for the positivity of the
CIR process, that the solution of (6.45) remains strictly positive a.s. if 6 > 1, while for
0 < 0 < 1, the stock price hits zero in finite time with positive probability.

The Kolmogorov PDE (6.41) associated to the CEV model is

2
Oyu + redyu + %x%@iu =0, (t,z) € Df.

Given a terminal value g at time 7T as in Theorem 5.4, the previous equation admits a
unique solution. However a fundamental solution, in the sense of Theorem 5.5, exists only
for 0 > 1, as otherwise the stochastic process {S(t)}+>o hits zero at any finite time with
positive probability and therefore the density of the random variable S(¢) has a discrete
part. The precise form of the (generalized) density fg()(z) in the CEV model is known for
all values of § and are given for instance in [16]. An exact formula for call options can be
found in [20].

6.5.2 Stochastic volatility models

For local volatility models, the stock price and the instantaneous volatility are both stochastic
processes. However there is only one source of randomness which drives both these processes,
namely a single Brownian motion {W(#)};>0. The next level of generalization consists in
assuming that the stock price and the volatility are driven by two different sources of ran-
domness.

Definition 6.4. Let {Wi(t)}i>0, {Wa(t)}i>0 be two independent Brownian motions and
{Fw(t)}i>0 be their own generated filtration. Let p € [—1,1] be a deterministic constant
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and p,m, B : [0,00)* = R be continuous functions. A stochastic volatility model is a pair
of (non-negative) stochastic diffusion processes {S(t)}i>o0, {v(t)}i>0 satisfying the following
system of SDE’s:

dS(t) = pu(t, S(t), v(t))S(t) dt + /v(t)S(t) dW; (¢ (6.46)
do(t) = n(t, S(t), ())dt+/a(t S(t), v(t))\/o(t)( de1 )+ /1 — p2 dWy(t (6.47)

We see from (6.46) that {v(t)}+>0 is the instantaneous variance of the stock price {S(t)}tzo.
Moreover the process {W ) (t)};50 given by

W@ (t) = pWi(t) + /1 — p2 Wyt

is a Brownian motion satisfying
AWy () dW P (t) = pdt;

in particular the two Brownian motions {W;(t)}s>0, {W " };50 are not independent, as their
cross variation is not zero (in fact, by Exercise 4.5, p is the correlation of the two Brownian
motions). Hence in a stochastic volatility model the stock price and the volatility are both
stochastic processes driven by two correlated Brownian motions. We assume that {S(¢) };>0
is non-negative and {v(t) };>¢ is positive a.s. for all times, although we refrain from discussing
under which general conditions this property holds (we will present an example below).

Our next purpose is to introduce a risk-neutral probability measure such that the dis-
counted price of the stock is a martingale. As we have two Brownian motions in this model,
we shall apply the two-dimensional Girsanov Theorem 4.12 to construct such a probabil-
ity measure. Precisely, let » > 0 be the constant interest rate of the money market and
7 :[0,00)*> = R be a continuous function We define

o) = HETOEDT () =540, 500,000, 0(0) = (40,020

Given T > 0, we introduce the new probability measure PO equivalent to P by PO (A) =
E[Z(T)14], for all A € F, where

Z(t)—exp( /91 ) AWy (s /92 ) dW(s —-/ 16(s H2d5>

Then by Theorem 4.12, the stochastic processes

Wit / 0. (s)ds, W(t) = Wa(t) + /Otv(s)ds

are two I@(”)—independen‘c Brownian motions. Moreover (6.46)-(6.47) can be rewritten as

ds(t) dt+\/ DS ()dW, (1), (6.48a)
do(t) = [ ( — Vu)U(t, S(t),v(t)B(t, S(t),v(t))]dt
+ B(t, \/ HAW e, (6.48b)
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where {(t, S(t),v(t))}i>o is the {Fw(t) }i>o-adapted stochastic process given by

bt S(t), v(t)) = AW vB) =7

p+7(t,S(t), v(t) V1 —p (6.49)

and where .
W(fw)( _ pW1 J1 W2(7

Note that the P)-Brownian motions { W (¢ )}tzo, (W (1) },50 satisfy
AW, () dW P () = pdt,  for p € [-1,1]. (6.50)

It follows immediately that the discounted price {e "S(t)};>0 is a I?P/’(V)—martingale relative

to the filtration {Fy (t)}:>0. Hence all probability measures P are equivalent risk-neutral
probability measures.

Remark 6.8 (Incomplete markets). As the risk-neutral probability measure is not uniquely
defined, the market under discussion is said to be incomplete. Within incomplete markets
there is no unique value for the price of derivatives. The stochastic process {1(t)}:>o is
called the market price of volatility risk and reduces to (6.3) for vy =0 (or p = 1).

Consider now the standard European derivative with pay-off Y = ¢(S(7")) at time of
maturity 7. For stochastic volatility models it is reasonable to assume that the risk-neutral
price Iy () of the derivative is a local function of the stock price and of the instantaneous
variance, i.e., we make the following ansatz which generalizes (6.37):

My (t) = e " T IE[g(S(T)|Fw (8)] = vy(t, S(2), v(1)) (6.51)

for all ¢ € [0, 77, for all T" > 0 and for some measurable pricing v,. Of course, as in the case
of local volatility model, (6.51) is motivated by the Markov property of solutions to systems
of SDE’s. In fact, it is useful to consider a more general European derivative with pay-off Y
given by

Y = h(S(T),v(T)),

for some function h : [0,00)* — R, i.e., the pay-off of the derivative depends on the stock
value and on the instantaneous variance of the stock at the time of maturity. We have the
following analogue of Theorem 6.8.

Theorem 6.9. Assume that the functions n(t,z,y), B(t,z,y), ¥(t,x,y) in (6.48) are such
that the PDE

1 1
Oy + redyu + Adyu + éyﬁﬁgu + 552y8§u + pBaydiu =0, (6.52a)
A=n— b, (t,2,y) € (0,T)x (0,00)* (6.52b)

admits a unique strong solution u satisfying w(0,z,y) = h(x,y). Then the risk-neutral price
of the derivative with pay-off Y = h(S(T),0(T)) and maturity T is given by

Hy(t) == Uh(t, S(t), O'(t))

where the pricing function vy, is given by vp(t,x,y) = e ""u(t,z,y), T =T —t.
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Exercise 6.12. Prove the theorem. Hint: use Ito’s formula in two dimensions, see Theo-
rem 4.9, and the argument in the proof of Theorem 6.8.

As for the local volatility models, a closed formula solution of (6.52) is rarely available
and the use numerical methods to price the derivative becomes essential.
Heston model

The most popular stochastic volatility model is the Heston model, which is obtained by the
following substitutions in (6.46)-(6.47):

u(t, S(t),v(t) = a0, B(t,x,y) =c, nlt,r,y)=alb—y),

where (g, a, b, ¢ are constant. Hence the stock price and the volatility dynamics in the Heston
model are given by the following stochastic differential equations:

dS(t) = poS(t) dt + /v(t)S(t)dWy (), (6.53a)
dv(t) = a(b — v(t))dt 4+ c\/v(t)dW P (t). (6.53b)

Note in particular that the volatility in the Heston model is CIR process, see (5.25). The
condition 2ab > ¢ ensures that v(t) is strictly positive (almost surely). To pass to the risk
neutral world we need to fix a risk-neutral probability measure, that is, we need to fix the
market price of volatility risk function ¢ in (6.49). In the Heston model it is assumed that

U(t,2,y) = AWy,
for some constant A € R, which leads to the following form of the pricing PDE (6.52):

1 c?
O+ radu + (k — my)dyu + iyﬁazu + Ey(?;u + pexydz,u = ru, (6.54)

where the constant k, m are given by k = ab, m = (a + c)).

The general solution of (6.54) with terminal datum (7, z,y) = h(z,y) is not known.
However in the case of a call option (i.e., h(z,y) = g(x) = (x — K)4) an explicit formula for
the Fourier transform of the solution is available, see [12]. The existence of such formula,
which permits to compute the price of call options by very efficient numerical methods, is
one of the main reasons for the popularity of the Heston model.

6.5.3 Variance swaps

Variance swaps are financial derivatives® on the realized annual variance of an asset (or

index). We first describe how the realized annual variance is computed from the historical
data of the asset price. Let T' > 0 (measure in days) and consider the partition

_JT

O=ty<ti< - <tn=T t;==

3More precisely, forward contracts, see Section 6.7.
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of the interval [0, 7]. Assume for instance that the asset is a stock and let S(¢;) = S; be the
stock price at time ¢;. Here Si,....S, are historical data for the stock price and not random
variables (i.e., the interval [0, 7] lies in the past of the present time). The realized annual
variance of the stock in the interval [0, 7] along this partition is defined as

o il 3. 2
U%year(n7T) = T Z (log <j§4_+1)) )
7=0 J
where k is the number of trading days in one year (typically, x = 252). A variance swap
stipulated at time ¢ = 0, with maturity 7" and strike variance K is a contract between two
parties which, at the expiration date, entails the exchange of cash given by N(of,.., — K),
where N (called variance notional) is a conversion factor from units of variance to units
of currency. In particular, the holder of the long position on the swap is the party who
receives the cash in the case that the realized annual variance at the expiration date is larger
than the strike variance. Variance swaps are traded over the counter and they are used by
investors to protect their exposure to the volatility of the asset. For instance, suppose that
an investor has a position on an asset which is profitable if the volatility of the stock price
increases (e.g., the investor owns call options on the stock). Then it is clearly important
for the investor to secure such position against a possible decrease of the volatility. To this
purpose the investor opens a short position on a variance swap with another investor who is
exposed to the opposite risk.

Let us now discuss variance swaps from a mathematical modeling point of view. We
assume that the stock price follows the generalized geometric Brownian motion

S(t) = S(0) exp < /0 a(s)ds + /O t a(s)dW(s)) |

Moreover, for modeling purposes, it is convenient to assume that n — oo and to introduce,
as an (unbiased) estimate for the realized annual variance in the future time interval [0, 77,
the random variable

K k[T
Qr = Xllog 108 5](T) = /0 o2(t) dt.
In fact, by the definition of quadratic variation, it follows that
E (ﬁnz:l(log(%))z—QT>2 — 0, asn— o0
T = S; ’ '

A variance swap can thus be defined as the (non-standard) European derivative with pay-off
Y = Qr — K. Assuming that the interest rate of the bond is constant, R(t) = r > 0, the
risk-neutral value of a variance swap is given by

My () = e "E[Qr — K|Fw(1)]. (6.55)
In particular, at time ¢t = 0, i.e., when the contract is stipulated, we have

Iy (0) = e "TE[Qr — K]. (6.56)
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where we used that Fyy(0) is a trivial o-algebra, and therefore the conditional expectation
with respect to Fy(0) is a pure expectation. As none of the two parties in a variance swap
has a privileged position on the contract, there is no premium associated to variance swaps,
that is to say, the fair value of a variance swap is zero*. The value K, of the variance strike
which makes the risk-neutral price of a variance swap equal to zero at time t = 0, i.e.,
Iy (0) = 0, is called the fair variance strike. By (6.56) we find

K. = % /O TIE[0—2(t)] dt, (6.57)

To compute K, explicitly, we need to fix a stochastic model for the variance process {02() }+>o.
Let us consider the Heston model

do®(t) = a(b — o>(t))dt + co(t)dW (t), (6.58)

where a, b, ¢ are positive constants satisfying 2ab > ¢* and where {W(t)}tzo is a Brownian
motion in the risk-neutral measure. To compute the fair variance strike of a swap using the
Heston model we use that

E[o?(t)] = b+ (0p —b)e ™, op = E[0*(0)] = 0*(0). (6.59)
Replacing into (6.57) we obtain

2

K.,=k|b+ (1 —e )

a

Exercise 6.13. Assume R = r > 0, o = constant. Moreover, given oy > 0, let o(t) =
oo/ S(t), which is an example of CEV model. Compute the fair strike of the variance swap.

Exercise 6.14 (o). Assume that the price S(t) of a stock follows a generalized geometric
Brownian motion with instantaneous volatility {o(t)}>0 given by the Heston model do*(t) =
a(b — o?(t)) dt + co(t) d/I/Tv/(t), where {/I/Iv/(t)}tzo is a Brownian motion in the risk-neutral
probability measure and a,b, c are constants such that 2ab > ¢ > 0. A wvolatility call option
with strike K and maturity T is a financial derivative with pay-off

K

T
Y=N — 2(t)dt — K
e ,

+

4This is a general property of forward contracts, see Section 6.7.
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where k is the number of trading days in one year and N is a dimensional constant that
converts units of volatility into units of currency. Assuming that the risk-neutral price Iy (t)
of this derivative has the form

Hﬁwszﬂapéawfw>

and that the interest rate of the risk-free asset is constant, find the partial differential equation
and the terminal value satisfied by the pricing function f.

6.6 Interest rate models

In this section we discuss an example of stochastic model for the interest rate {R(t)}:>o.
The general theory of interest rate models is among the most studied and important for the
applications. For a throughout discussion on this topic, see [3]. Here we just briefly consider
the Cox-Ingersoll-Ross (CIR) model, where {R(t)}+>0 is given by the CIR process

dR(t) = a(b— R(t))dt + c\/R(t)dW (t), R(0) = ro, (6.60)

where {W(t)}te[oﬂ is a Brownian motion in the risk-neutral probability measure and rq, a, b, ¢
are positive constants such that 2ab > ¢*. In particular, the interest rate R(t) is always
strictly positive. Our purpose is to compute the value at time ¢ of a zero-coupon bond when
the interest rate is given by the CIR model. A zero-coupon bond with face value K and
maturity time 7' is a financial derivative which promises to pay to its owner the amount K
at time T'. The term “zero-coupon” refers to the fact that no intermediate payments are
made to the owner; in particular, a zero-coupon bond is a European derivative and therefore
its risk-neutral price is given by

My () = BIK exp(— [ R(5)ds)| (0] = KB(.T),
where .
B(t,T) = Blexp(— /t R(s) ds)| Fw ()] (6.61)

is the risk-neutral value of a zero-coupon bond with face value 1. To compute B(t,7) under
a CIR interest rate model, we make the ansatz

B(t,T) = f(t,R(t)), (6.62)

for some smooth function f : [0,7] x (0,00) — R, which we want to find. Note that the
ansatz (6.62) does not correspond to a classical Markov property for the interest rate, as the
random variable exp(— ftT R(s) ds) need not be, in general, a function of R(T).

Theorem 6.10. When the interest rate {R(t)}i~o follows the CIR model (6.60), the value
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B(t,T) of the zero-coupon bond is given by (6.62) with

f(t,z) = e eCT-D-AT=Y, (6.63a)
where
sinh(y7)
C(r) = 6.63b
(r 7 cosh(y7) + $asinh(y7) ( )
2ab ’ye%”
Alr) = ——1 6.63
(7) 2 8 7 cosh(y7) + 3asinh(y7) (6.63¢)
and .
v=5V a? + 2c2. (6.63d)

Proof. Using 1t&’s formula and product rule, together with (6.60), we obtain
DO (1, R(0) = D@ RO +alb — RO R(D)
+ CROOF(R() — RO F (¢ BE)de
D(t)0, f(t, R(t))er/R(t)dW (¢

Hence, imposing that f be a solution of the PDE
2
Of + a(b — )9, f + %xagf —zf, (t,z)e D, (6.64a)
we obtain that the stochastic process {D(t) f(t, R(t)) }ieo,r) is P-martingale relative to the
filtration {Fw (t) }co,77- Imposing additionally the terminal condition
f(T,z)=1, forall x>0, (6.64b)

we obtain B B
D@)f(t, k(t)) = E[D(T) f(T, R(T))|Fw (8)] = E[D(T)|Fw (1)),
hence _
f(t, B(t)) = E[D(T)/D(t)| Fw(t)],
and thus (6.62) is verified. It can be shown that (5.32) is the solution of the terminal value
problem (6.64). O

Exercise 6.15. Derive the solution of the problem (6.64). HINT: Use the ansatz (6.63a).

6.7 Forwards and Futures

6.7.1 Forwards

A forward contract with delivery price K and maturity (or delivery) time 7" on an
asset U is a type of financial derivative stipulated by two parties in which one of the parties
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promises to sell and deliver to the other party the asset & at time 7' in exchange for the
cash K. As opposed to option contracts, both parties in a forward contract are obliged to
fulfill their part of the agreement. Forward contracts are traded over the counter and most
commonly on commodities or currencies. Let us give two examples.

Example of forward contract on a commodity. Consider a farmer who grows wheat and a
miller who needs wheat to produce flour. Clearly, the farmer interest is to sell the wheat for
the highest possible price, while the miller interest is to pay the least possible for the wheat.
The price of the wheat depends on many economical and non-economical factors (such as
whether conditions, which affect the quality and quantity of harvests) and it is therefore
quite volatile. The farmer and the miller then stipulate a forward contract on the wheat in
the winter (before the plantation, which occurs in the spring) with expiration date in the
end of the summer (when the wheat is harvested), in order to lock its future trading price
beforehand.

Ezxample of forward contract on a currency. Suppose that a car company in Sweden
promises to deliver a stock of 100 cars to another company in the United States in exactly
one month. Suppose that the price of each car is fixed in Swedish crowns, say 100.000
crowns. Clearly the American company will benefit by an increase of the exchange rate
crown/dollars and will be damaged in the opposite case. To avoid possible high losses,
the American company by a forward contract on 100x100.000=ten millions Swedish crowns
expiring in one month which gives the company the right and the obligation to buy ten
millions crowns for a price in dollars agreed upon today.

Remark 6.9. As it is clear from the examples above, one of the purposes of forward
contracts is to share risks.

The delivery price of a forward contract is agreed by the two parties after a careful
analysis of several factors that may influence the future value of the asset (including logistic
factors, such as the cost of delivery, storage, etc.). For this reason, the delivery price K in a
forward contract may also be viewed as a pondered estimation for the price of the asset at
the time T in the future. In this respect, K is also called the forward price of &/. More
precisely, the T-forward price of the asset U at time ¢ is the strike price of a forward contract
on U with maturity T stipulated at time ¢; the current, actual price I1(t) of the asset is also
called the spot price.

Remark 6.10. As the consensus on the forward price is limited to the participants of the
forward contract, it is unlikely to be accepted by all investors as a good estimation for the
price of the asset at time 7. The delivery price of futures contracts on the asset, which we
define in Section 6.7.2, gives a better and more commonly accepted estimation for the future
value of an asset.

Let us apply the risk-neutral pricing theory introduced in Section 6.2 to derive a mathe-
matical model for the forward price of an asset. Let f(¢,II(¢), K,T) be the value at time ¢
of a forward contract on an asset with price {II(t) };cjo,r1, maturity 7" and delivery price K.
The pay-off for the party agreeing to buy the asset is given by

Y = (I(T) - K),
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while the pay-off for the party selling the asset is (K — I1(T)).

Remark 6.11. Note that one of the two parties in a forward contract is always going to
incur in a loss. If this loss is very large, then this party could become insolvent, i.e., unable
to fulfill the contract, and then both parties will end up loosing. In a futures contract this
is prevented by the mechanism of margine accounts, see Section 6.7.2.

As both parties in a forward contract have the same rights/obligations, none of them
pays a premium to stipulate the contract, and so f(t,II(t), K,T) = 0. Assuming that the
price {II() }+>o of the underlying asset follows a generalized geometric Brownian motion with
strictly positive volatility, the risk-neutral value of the forward contract for the two parties
is

f(t.10(t), K, T) = £E[(II(T) = K)D(T)/D(t)|Fiw (¢)]

1

— & (5 BT DD F(0) ~ KBloxp(~ [ () ds)Fnto)]).

As the discounted price {II*(£)};s0 of the underlying asset is a P-martingale relative to the

filtration {Fw (t)}i>0, then E(II(T)D(T)|Fw(t)) = D(t)IL(t). Letting

B(t,T) = Blexp(— /t " R(s) ds)| Fuw (1)), (6.65)
the value of the forward contract becomes
FTI(E), K, T) = +£(II(t) — KB(t,T)).
This leads to the following definition.
Definition 6.5. Assume that the price {11(t) }+>¢ of an asset and the value of the bond satisfy
dIl(t) = a(t)(t)dt + o()I(t)dW (t), dB(t) = B(t)R(t)dt,

where {a(t) }i>0, {o(t)}i>0, and {R(t)}i>0 are adapted to {Fw(t)}i>0 and o(t) > 0 al-
most surely for all times. The risk-neutral T-forward price at time t of the asset is
the {Fw (t) }1>0-adapted stochastic process {Forp(t) }icor) given by

Forp(t) = te[0,7T]

where B(t,T) is given by (6.65).

Remark 6.12. The value B(t,T) is the risk-neutral price at time t of a European derivative
with pay-off 1 at the time of maturity 7. This type of derivative is called a zero-coupon
bond and is discussed in more details in Section 6.6.
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Note that the forward price increases with respect to the time left to delivery, 7 =T — 1,
i.e., the longer we delay the delivery of the asset, the more we have to pay for it. This is
intuitive, as the seller of the asset is loosing money by not selling the asset on the spot (due
to its devaluation compared to the bond value). As a way of example, suppose that the
interest rate of the bond is a deterministic constant, R(t) = r > 0. Then the forward price
becomes

Forp(t) = € I1(t),

in which case we find that the spot price of an asset is the discounted value of the forward
price. When the asset is a commodity (e.g., corn), the forward price is also inflated by the
cost of storage. Letting ¢ > 0 be the cost to storage one share of the asset for one year, then
the forward price of the asset, for delivery in 7 years in the future, is e“"e" TI(¢).

6.7.2 Futures

Futures contracts are standardized forward contracts, i.e., rather than being traded over
the counter, they are negotiated in regularized markets. Perhaps the most interesting role
of futures contracts is that they make trading on commodities possible for anyone. To this
regard we remark that commodities, e.g. crude oil, wheat, etc, are most often sold through
long term contracts, such as forward and futures contracts, and therefore they do not usually
have an “official spot price”, but only a future delivery price (commodities “spot markets”
exist, but their role is marginal for the discussion in this section).

Futures markets are markets in which the objects of trading are futures contracts.
Unlike forward contracts, all futures contracts in a futures market are subject to the same
regulation, and so in particular all contracts on the same asset with the same delivery time
T have the same delivery price, which is called the T-future price of the asset and which
we denote by Futr(t). Thus Futy(t) is the delivery price in a futures contract on the asset
with time of delivery 7" and which is stipulated at time ¢ < T'. Futures markets have been
existing for more than 300 years and nowadays the most important ones are the Chicago
Mercantile Exchange (CME), the New York Mercantile Exchange (NYMEX), the Chicago
Board of Trade (CBOT) and the International Exchange Group (ICE).

In a futures market, anyone (after a proper authorization) can stipulate a futures contract.
More precisely, holding a position in a futures contract in the futures market consists in the
agreement to receive as a cash flow the change in the future price of the underlying asset
during the time in which the position is held. Notice that the cash flow may be positive or
negative. In a long position the cash flow is positive when the future price goes up and it
is negative when the future price goes down , while a short position on the same contract
receives the opposite cash flow. Moreover, in order to eliminate the risk of insolvency, the
cash flow is distributed in time through the mechanism of the margin account. More
precisely, assume that at t = 0 we open a long position in a futures contract expiring at time
T. At the same time, we need to open a margin account which contains a certain amount
of cash (usually, 10 % of the current value of the T-future price for each contract opened).
At t = 1 day, the amount Futy(1) — Futz(0) will be added to the account, if it positive, or
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withdrawn, if it is negative. The position can be closed at any time ¢ < T' (multiple of days),
in which case the total amount of cash flown in the margin account is

(Futp(t) — Futp(t — 1)) + (Futy(t — 1) — Futp(t — 2))+
-+ 4 (Futy(1) — Futy(0)) = (Futr(t) — Futr(0)).

(In fact, if the margin account becomes too low, and the investor does not add new cash
to it, the position will be automatically closed by the exchange market). If a long position
is held up to the time of maturity, then the holder of the long position should buy the
underlying asset. However in the majority of cases futures contracts are cash settled and
not physically settled, i.e., the delivery of the underlying asset rarely occurs, and the
equivalent value in cash is paid instead.

Remark 6.13. Since a futures contract can be closed at any time prior to expiration, future
contracts are not Furopean style derivatives.

Our next purpose is to derive a mathematical model for the future price of an asset. Our
guiding principle is that the 14+1 dimensional futures market consisting of a futures
contract and a risk-free asset should not admit self-financing arbitrage portfolios. Consider
a portfolio invested in h(t) shares of the futures contract and hg(t) shares of the risk-free
asset at time t. We assume that {h(t), hp(t) }scjo,r) is adapted to {Fw(t)}i>0 and suppose
that {Futp(t)}eepo,r) is an Itd’s process. Since futures contracts have zero-value, the value of
the portfolio at time t is V(t) = hp(t)B(t) + h(t)C(t), where C(t) is the cash-flow generated
by each futures contract up to time ¢. For a self-financing portfolio we require that any
positive cash-flow in the interval [t, ¢ 4 dt] should be invested to buy shares of the bond and
that, conversely, any negative cash flow should be settled by issuing shares of the bond (i.e.,
by borrowing money). Since the cash-flow generated in the interval [t,t + dt] is given by
dC(t) = h(t)dFutyp(t), the value of a self-financing portfolio invested in the 1+1 dimensional
futures market must satisfy

dV (t) = h(t)dFutr(t) + R(t)V (t)dt,
or equivalently
dV*(t) = h(t)D(t)dFuty(t). (6.66)

Now, we have seen that a simple condition ensuring that a portfolio is not an arbitrage
is that its discounted value be a martingale in the risk-neutral measure relative to the
filtration generated by the Brownian motion. By (6.66), the latter condition is achieved

by requiring that dFutr(t) = A(t)dﬁ?(t), for some stochastic process {A(t)}iejo,r) adapted
to {Fw(t)}icp,r)- In particular, it is reasonable to impose that

(i) {Futz(t)}scjo,r) should be a P-martingale relative to {Fy (£) }iso.

Furthermore, it is clear that the future price of an asset at the expiration date T' should be
equal to its spot price at time 7', and so we impose that
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(ii) Futy(T) = TI(T).
It follows by Exercise 3.31 that the conditions (i)-(ii) determine a unique stochastic process
{Futp(t)}eepo,r, which is given in the following definition.
Definition 6.6. Assume that the price {I1(t) };>¢ of an asset and the value of the bond satisfy
dIl(t) = a(t)I(t)dt + o(t)I(t)dW (t), dB(t) = B(t)R(t)dt,
where {a(t) }>0, {o(t)}i>0, and {R(t) }1>0 are adapted to {Fw (t)}i>0 and o(t) > 0 almost
surely for all times. The T-Future price at time t of the asset is the {Fw (t) }i>0-adapted
stochastic process {Futy(t) }repo,m given by
Futy(¢) = E[I(T)|Fw(t)], € [0,T).
We now show that our goal to make the futures market arbitrage-free has been achieved.

Theorem 6.11. There exists a stochastic process {A(t)}iepm adapted to { Fyw(t) }i>0 such
that

Futy(t) = Futy(0) + /0 tA(s)dW(s). (6.67)

Moreover, any {Fw(t)}i>o-adapted self-financing portfolio {h(t), hp(t) }icjo,r invested in the
1+1 dimensional futures market is not an arbitrage.

Proof. The second statement follows immediately by the first one, since (6.66) and (6.67)
imply that the value of a self-financing portfolio invested in the 1+1 dimensional futures
market is a P-martingale relative to the filtration {Fw (t)}:cjor7- To prove (6.67), we first
notice that, by (3.24),

Z(s)E[Futr ()| Fi ()] = E[Z(8)Futr(t)| F (s))-
By the martingale property of the future price, the left hand side is Z(s)Futr(s). Hence
Z(s)Futr(s) = E[Z(t)Futr(t)|Fw(s)],

that is to say, the process {Z(t)Futy(t)}ico,r7 is a P-martingale relative to the filtration
{Fw(t) }sepor)- By the martingale representation theorem, Theorem 4.6, there exists a
stochastic process {I'(t) }+cpo,r] adapted to {Fw (t)}>0 such that

Z(t)Futy(t) = Futy(0) + /Ot L(s)dW (s).

We now proceed as in the proof of Theorem 6.2, namely we write
dFuty(t) = d(Z(t)Futp(t) Z(t) ™)
and apply Itd’s product rule and 1t6’s formula to derive that (6.67) holds with

A(t) = 0(t)Futy(t) + %
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Theorem 6.12. The Forward-Future spread of an asset, i.e., the difference between its
forward and future price, satisfies

1 ~ ~ ~
Forz(t) ~Fute(t) = = s {EID(T)I(T) 1 Fw (1) —E[D(TﬂfW(mE[H(T)|fw(<t>} }).
6.68

Moreover, if the interest rate { R(t)}icom) @5 a deterministic function of time (e.g., a deter-
ministic constant), then Forp(t) = Futy(t), for all t € [0, T].

Proof. The last claim follows directly by (6.68). In fact, when the interest rate of the bond
is deterministic, the discounting process is also deterministic and thus in particular D(7') is
Fw (t)-measurable. Hence, the term in curl brackets in (6.68) satisfies

{ ..} = DIOEM(T)|Fw (5)] - DT)EI(T)| Fw ()] = 0.

As to (6.68), we compute

ey oo DIE)

B(t,T) E[M(T)|Fw ()] = ~[D(T)!fw( t)] )
E[D(T)I(T)| Fw(t)] E[IL(T)|Fyw (t)]
ELD(D) P 1) |

where for the last equality we used that {II*(¢) };cjo,7) is a P-martingale relative to {Fw(t) }>o0-
The result follows. O

Note that, as opposed to the forward price of the asset, the future price need not be
increasing with the time left to delivery.

6.8 Multi-dimensional markets

In this section we consider N + 1 dimensional stock markets. We denote the stocks prices by

{81 205+ -5 {SN (1) b0

and assume the following dynamics

dS(t) = (uk(t) dt + ZN: o1 (1) AW (t)) Si(t), (6.69)

j=1

for some stochastic processes {1k (t) }1>0, {ok;(t) }1>0, 7,k = 1,..., N, adapted to the filtration
{Fw(t)}+>0 generated by the Brownian motions {Wi(t)}>o,... {Wn(t)}i>0. Moreover we
assume that the Brownian motions are independent, in particular

AW, (£)dW,(t) = 0, for all j # k, (6.70)
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see Exercise 3.21. Finally we denote by {R(t)}:;>¢ the interest rate of the money market,
which we assume to be adapted to {Fw (t)}i>o0-

Now, given stochastic processes {0x(t)}1>0, £k = 1,..., N, adapted to {Fw(t)}i>0, and
satisfying the Novikov condition (4.20), the stochastic process {Z(t)}+>0 given by

Z(t) = exp (_kZ: ( /0 t %9,3(3) ds + /0 t O1(5) de(s)>> (6.71)

is a martingale relative to the filtration {Fw (t)}:>0 (see Exercise 4.8). Since E[Z(t)] =
E[Z(0)] = 1, for all ¢ > 0, we can use the stochastic process {Z(t)};>o to define a risk-
neutral probability measure associated to the N + 1 dimensional stock market, as we did in
the one dimensional case, see Definition 6.1.

Definition 6.7. Let T > 0 and assume that the market price of risk equations

p“j(t) - R(t) = Z o-jk(t)ek(t)7 J=1... , N, (672)

admit a solution (01(t),...,0n(t)), for allt € [0,T]. Define the stochastic process {Z(t)}i>o0
as in (6.71). Then the measure P equivalent to P given by

B(A) = E[Z(T)L,]
1s called the risk-neutral probability measure of the market at time T

Note that, as opposed to the one dimensional case, the risk-neutral measure just defined
need not be unique, as the market price of risk equations may admit more than one solution.
For each risk-neutral probability measure P we can apply the multidimensional Girsanov
theorem 4.12 and conclude that the stochastic processes {W;(t) }+>o, - - {WN( ) hi>o0 given by

Wi(t) = Wi(t) + / t Or(s) ds

are I?P;-independent Brownian motions. Moreover these Brownian motions are I?P;—martingales
relative to the filtration {Fy (¢)}i>o-

Now let {hs, (t)}i>0, - -, {hsy(t) }i>0 be {Fw(t)}i>0-adapted stochastic processes repre-
senting the number of shares of the stocks in a portfolio invested in the N + 1 dimensional
stock market. The portfolio is self-financing if its value satisfies

Zhgk (t)dSk(t) ( Zhgk (t)Sk(t) )

Theorem 6.13. Assume that a risk-neutral probability P exists, i.e., the equations (6.72)
admit a solution. Then the discounted value of any self-financing portfolio invested in the
N+1 dimensional market is a P-martingale relative to the filtration { Fw (t) }i>0. In particular
(by Theorem 3.16) there exists no self-financing arbitrage portfolio invested in the N + 1
dimensional stock market.
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Proof. The discounted value of the portfolio satisfies

dV*(t) = (Z hs, (t a;(t) ) dt + Z hs, (£)S;(t)oju(t )de(t)>

jk’ 1
N
t) <Z th Z(J'Jk gk dt + Z hs O']k( )de(t>>
j=1 7,k=1

)2 hs (OSi(?) S il

All 1td’s integrals in the last line are P-martingales relative to {Fy(¢)}is0. The result
follows. O

Exercise 6.16. Work out the details of the computations omitted in the proof of the previous
theorem.

Now we show that the existence of a risk-neutral probability measure is necessary for the
absence of self-financing arbitrage portfolios in N + 1 dimensional stock markets.

Let N = 3 and assume that the market parameters are constant. Let R(t) = r > 0,
(1, p2, pi3) = (2, 3,2) and let the volatility matrix be given by

1 20
Oi5 = 2 40
120

Thus the stocks prices satisfy

dSi(t) = (2dt + AW, (t) + 2dWa(t)) Sy (¢),
dSs(t) = (3dt + 2dW, (£) + AdWa(t))Sa (1),
dSs(t) = (2dt + dW, (t) + 2dWa(t)) S5 (t).

The market price of risk equations are

61+262:2—T
291+402:3—T
01+2‘92=2—7’.

This system is solvable if and only if » = 1, in which case there exist infinitely many solutions

given by
1
0 eR, 6,= 5(1 —06y).

Hence for r = 1 there exists at least one (in fact, infinitely many) risk-neutral probability
measures, and thus the market is free of arbitrage. To construct an arbitrage portfolio when

0<r<l,let
1 1 1

hs, <t> = S, (t)’ hs, (t) = _m7 hs, (t) = Sg(t).
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The value {V(t)}+>o of this portfolio satisfies

dV (t) = hg, (t)dS:(t) + hs, (t)dS2(t) + hs, (t)dS5(t)
+r(V(t) = hs, (1)51(8) = hs, (£)52(t) — hisy (1)55(t) )t
=7rV(t)dt+ (1 —r)dt.

Hence 1
V(t) = V(0)e" + ;(1 — r)(e” -1

and this portfolio is an arbitrage, because for V(0) = 0 we have V(t) > 0, for all ¢ > 0.
Similarly one can find an arbitrage portfolio for r» > 1.

Next we address the question of completeness of N + 1 dimensional stock markets, i.e.,
the question of whether any European derivative can be hedged in this market. Consider a
European derivative on the stocks with pay-off Y and time of maturity 7. For instance, for
a standard European derivative, Y = ¢(S1(7T),...Sn(T)), for some measurable function g.
The risk-neutral price of the derivative is

Ty (t) = B[Y exp(— / R(s) ds)|F (1))

and coincides with the value at time t of any self-financing portfolio invested in the N + 1
dimensional market. The question of existence of an hedging portfolio is answered by the
following theorem.

Theorem 6.14. Assume that the volatility matriz (05(t));k=1,..~ is invertible, for allt > 0.
There exist stochastic processes {Aq1(t) }eepo,r)s - - - {AN(E) }eepo,r), adapted to {Fw (t)}iso, such
that

D)y (t) = Ty (0) + > /0 t Ap(s)dWi(s), te[0,T]. (6.73)

Let (Yi(t),...,Yn(t)) be the solution of

> ot = e (6.74)
k=1

Then the portfolio {hg,(t),..., hsy(t), ha(t)}icpm given by
b (1) = gk hn(t) = (vl = 3 hs (05,0)/B(0 (6.75)

J=1

is self-financing and replicates the derivative at any time, i.e., its value V(t) is equal to
Iy (t) for allt € [0,T). In particular, V(T) = Ily(T) =Y, i.e., the portfolio is hedging the
deriwative.
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The proof of this theorem is conceptually very similar to that of Theorem 6.2 and is
therefore omitted (it makes use of the multidimensional version of the martingale represen-
tation theorem). Notice that, having assumed that the volatility matrix is invertible, the
risk-neutral probability measure of the market is unique. We now show that the uniqueness
of the risk-neutral probability measure is necessary to guarantee completeness. In fact, let
r = 1 in the example considered before and pick the following solutions of the market price
of risk equations:

(917 92) = (07 1/2)7 and (917 92) = (17 O)
(any other pair of solutions would work). The two corresponding risk-neutral probability
measures, denoted respectively by P and ]IAD, are given by

P(A) = E[Z14] P(A)=E[Z14], forall A€ F,

where

74 —ip_lwy(T ~ —Lr_wy (T
Z:e82(), Z =€ 2 (1),

Let A = {w: sWo(T,w) — Wi(T,w) > 2T}. Hence
E(w) < Z(w), forwe A

and thus @(A) < P(A). Consider a financial derivative with pay-off Q = I,/D(T). If there
existed an hedging, self-financing portfolio for such derivative, then, since the discounted
value of such portfolio is a martingale in both risk-neutral probability measures, we would
have

V(0) = E(QD(T)), and V(0)=E(QD(T)). (6.76)
But N R R ~ _ ~

E(QD(T)) = E(ILy) = P(A) < P(A) = E(I4) = E(QD(T))
and thus (6.76) cannot be verified.
We conclude this section with an example of application of Theorem 6.14.

An example of option on two stocks

Let us consider a 2 + 1 dimensional stock market with constant parameters such that the
volatility matrix is invertible. Let K,T > 0 and consider a standard European derivative

with pay-off
Si(T) )
Y = - K
(52 (T) +

at time of maturity 7. Let us find the risk-neutral price IIy(¢) of the derivative at time
t €[0,T). Letting r > 0 be the interest rate of the bond, (i), k=12 be the volatility matrix
of the stocks and o; = (0j1,0j2), j = 1,2, we have

2
lojl

Sj(t) = 80yl O,
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where W(t) = (Wl (1), Wg(t)) and - denotes the standard scalar product of vectors. Hence,
with 7 =T — ¢,

Iy (t) = e ""E K

g [(
Now we write

(01 — 09) - (W(T) - W(t)) = VT[(011 — 021)G1 + (012 — 022)Ga] = VT (X1 + X3),

where G; = (W;(T)—W;(t))/v/T € N(0,1), j = 1,2, hence X; € N(0, (01, —02;)?), j = 1,2.
In addition, X, X5 are independent random variables, hence, as shown in Section 3.3, X1+ X5
is normally distributed with zero mean and variance (o1 — 021)? + (012 — 092)? = |07 — 02|%
It follows that

%)

1(T)
T)

k) 170

(

lgt)e(“g'g“’;2>r+<maz>-(W<T>W(t>> _ K)
t

2

»n Wn

W

7o)

~—

Jr

Hy(t) — e—TT]:E |:(Sl(t) e(%—#)T-}—\/ﬂOj—o’Q‘G) . K> :| :
5:(0) .

where G € N(0,1). Hence, letting

ol (ol P
2 2 2
, we have

HY(t) = aeiﬁTE |:<S1 <t) e(f*%ﬁ”ﬂ/ﬂgl*(m‘a _ K> :|
Sa(t) N

and @ = (™77

Up to the multiplicative parameter a, this is the Black-Scholes price of a call on a stock with
price S1(t)/Ss(t), volatility |01 — 09| and for an interest rate of the bond given by 7. Hence,
Theorem 6.5 gives

Iy (t) = a (28@(@) - Keffcw)) = o(t, Si(t), Sa(t)),

where

Si(t)
dy — KSa(t)

o1 — oa|V/T
As to the self-financing hedging portfolio, it can be shown, by an argument similar to the
one used in the 141 dimensional case (see Theorem 6.4), that one such portfolio is given by
hs;(t) = aaij(t’ Si(t), Sa(t)), 7 = 1,2. Therefore, recalling the delta function of the standard

European call (see Theorem 6.6), we obtain

a aS(t)

hSl (t) = ?(t)q)(d—i-)a hS2 <t> = 52(t)2

(7 sl

log 5

O(dy). (6.77a)
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As usual

hp(t) = Iy (t) — Z hs; (8)S;(t))/B(t). (6.77b)

Exercise 6.17. Show that the portfolio (6.77) is self-financing and hedges the derivative.

6.9 Introduction to American derivatives

Before giving the precise definition of fair price for American derivatives, we shall present
some general properties of these contracts. American derivatives can be exercised at any
time prior or including maturity 7. Let Y'(¢) be the pay-off resulting from exercising the
derivative at time t € (0,7]. We call Y (¢) the intrinsic value of the derivative. We consider
only standard American derivatives, for which we have Y (t) = g(S(t)), for some measurable
function g : R — R. For instance, g(x) = (x — K), for American calls and g(z) = (K —z),
for American puts. We denote by ﬁy(t) the price of the American derivative with intrinsic
value Y (t) and by Ily(t) the price of the European derivative with pay-off Y = Y(T) at
maturity time T'. Two obvious properties of American derivatives are the following:

(i) y(t) > Iy (t), for all t € [0,7]. In fact an American derivative gives to its owner
all the rights of the corresponding European derivative plus one: the option of early
exercise. Thus it is clear that the American derivative cannot be cheaper than the
European one.

(ii) ﬁy(t) > Y (t), for all ¢ € [0,7]. If not, an arbitrage opportunity would arise by
purchasing the American derivative and exercising it immediately.

Any reasonable definition of fair price for American derivatives must satisfy (i)-(ii).

Definition 6.8. A timet € (0,T] is said to be an optimal exercise time for the American
derivative with intrinsic value Y (t) if lly (t) = Y (¢).

Hence by exercising the derivative at an optimal exercise time ¢, the buyer takes full
advantage of the derivative: the resulting pay-off equals the value of the derivative. On the
other hand, if ITy (¢) > Y'(¢) and the buyer wants to close the (long) position on the American
derivative, then the optimal strategy is to sell the derivative, thereby cashing the amount

Ty ().

Theorem 6.15. Assume (i) holds and let C(t) be the price of an American call at time
t € [0,T]. Assume further that the underlying stock price follows a generalized geometric
Brownian motion and that the interest rate R(t) of the money market is strictly positive for
all times. Then C(t) > Y (t), for allt € [0,T). In particular it is never optimal to exercise
the call prior to maturity.

Proof. We can assume S(t) > K, as for S(t) < K the claim is obvious (since C(t) > 0).
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Denotmg by D(t) = exp(— fo s)ds) the discounting process, the price of the European
call is E[(S(T)— K).D(T)/D(t)|Fw(t)], hence by (i):

C(t) = ij-‘?[(S(T) - K) D(T)/ D) Fw (1)] 2 E[(S(T) - K)D(T)/ D)1 Fw (?)]
= E[S(T)D(T)/D(t)| Fw (t)] — KE[D(T)/D(t)| Fw(t)] > D(t)'E[S*(T)| Fw(t)] — K

=S(t) —
where we used D(T')/D(t) < 1 (by the positivity of the interest rate R(t)) and the martingale
property of the discounted price {S5*(t)}+cjo,r of the stock. O

It follows that under the assumptions of the previous theorem, American and European
call options have the same value.

Remark 6.14. The result is valid for general standard American derivatives with convex
pay-off function, see [21, Section 8.5].

Remark 6.15. A notable exception to the assumed conditions in Theorem 6.15 is when the
underlying stock pays a dividend. In this case it can be shown that it is optimal to exercise
the American call immediately before the dividend is payed, provided the price of the stock
is sufficiently high, see Section 6.9.2 below.

Definition 6.9. Let T' € (0,00). A random variable 7 : Q — [0,T] is called a stopping
time for the filtration {Fw (t)}is0 if {7 <t} € Fw(t), for allt € [0,T]. We denote by Qr
the set of all stopping times for the filtration {Fw (1) }i>o-

Think of 7 as the time at which some random event takes place. Then 7 is a stopping
time if the occurrence of the event before or at time ¢ can be inferred by the information
available up to time ¢ (no future information is required). For the applications that we have
in mind, 7 will be the optimal exercise time of an American derivative, which marks the
event that the price of the derivative equals its intrinsic value.

From now on we assume that the market has constant parameters and » > 0. Hence the
price of the stock is given by the geometric Brownian motion

S(t) = S(0)elr=F o),

We recall that in this case the price I1(0,7") at time ¢ = 0 of a European derivative with
pay-off Y = ¢(S(T)) at maturity time T > 0 is given by

Iy (0, T) = E[e~Tg(S(0)elr=2)T+W ()]

Now, if the writer of the American derivative were sure that the buyer would exercise at the
time u € (0,71, then the fair price of the American derivative at time ¢ = 0 would be equal to
Ty (0,u). As the writer cannot anticipate when the buyer will exercise, we would be tempted
to define the price of the American derivative at time zero as max{Ily(0,u),0 < u < T}.
However this definition would actually be unfair, as it does not take into account the fact
that the exercise time is a stopping time, i.e., it is random and it cannot be inferred using
future information. This leads us to the following definition.
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Definition 6.10. In a market with constant parameters, the fair price at time t = 0 of the
standard American derivative with intrinsic value Y (t) = g(S(t)) and maturity T > 0 1is
given by

11(0) = max Efe " g(S(0)el~%)m+W ()] (6.78)

TEQT
It is not possible in general to find an closed formula for the price of an American
derivative. A notable exception is the price of perpetual American put options, which we
discuss next.

6.9.1 Perpetual American put options

An American put option is called perpetual if it never expires, i.e., T' = 4o00. This is of
course an idealization, but perpetual American puts are very useful to visualize the structure
of general American put options. In this section we follow closely the discussion on [21,
Section 8.3]. Definition 6.78 becomes the following.

Definition 6.11. Let Q be the set of all stopping times for the filtration {Fw (t)}i>0, i-e.,
T€Q iff T:Q — [0,00] is a random variable and {T <t} € Fw(t), for allt > 0. The fair
price at time t = 0 of the perpetual American put with intrinsic value Y (t) = (K —S(t))4 is

11(0) = @eagﬁ[e—”(K = 5(7))+] = max Ele (K — S(0)er=F)m+W iy . (6.79)
Theorem 6.16. There holds B
I1(0) = v, (5(0)), (6.80)
where
K-z 0<x<L
vil@) = { (K—L)(£)# z>1L
and
2r
x — m .
Before we prove the theorem, some remarks are in order:
(i) L. < K;

(ii) For S(0) < L, we have II(0) = vp, (S(0)) = K — S(0) = (K — S(0));. Hence when
S(0) < L, it is optimal to exercise the derivative.

(i) We have II(0) > (K — S(0))4 for S(0) > L,. In fact

o2
hence v} (L.) = —1. Moreover
2 2 KL
" _2r 2r T\ — L,
qw=-5G (1) " S



which is always positive. Thus the graph of vy, (x) always lies above k — z for x > L,.
It follows that it is not optimal to exercise the derivative if S(0) > L.

iv) In the perpetual case, any time is equivalent tot = 0, as the time left to maturity is
always infinite. Hence

11(t) = vr.(S(1)).

In conclusion the theorem is saying us that the buyer of the derivative should exercise as
soon as the stock price falls below the threshold L,. In fact we can reformulate the theorem
in the following terms:

Theorem 6.17. The mazimum of Ele™" (K — S(7))4] over all possible T € Q is achicved
at T = T,, where

7. =min{t > 0:S(t) = L.}.
Moreover Ele ™™™ (K — S(1,))1] = vr,.(S(0)).
For the proof of Theorem 6.16 we need the optional sampling theorem:

Theorem 6.18. Let {X(t)}i>0 be an adapted process and T a stopping time. Let t N T =
min(t, 7). If {X(t)}i>0 is a martingale/supermatingale/submartingale, then { X (t AT)}i>o 1S
also a martingale/supermartingale /submartingale.

We can now prove Theorem 6.16. We divide the proof in two steps, which correspond
respectively to Theorem 8.3.5 and Corollary 8.3.6 in [21].

Step 1: The stochastic process {e " "Dvy (S(tAT)) }is0 is a super-martingale for all T € Q.
Moreover for S(0) > L, the stochastic process {e "™y, (S(t A 7)) }i=0 is a martingale.
By It6’s formula,

1
d(e™"vr, (S()1) = e [=rvr, (S(t) + rS(t)vg, (S()) + 5025( )?vr. (S(t))]dt
+ e oS (), (S(1)dW ().
The drift term is zero for S(t) > L, and it is equal to —rK dt for S(t) < L.. Hence
t
e "op (S(t) = v, ( - rK/ "Tswy<r, (u )du+/ e "o S(u)vy_ (S(uw)dW (u).
0
Since the drift term is non-positive, then {e ""vy,(¢)};>0 is a supermartingale and thus by the
optional sampling theorem, the process {e "\ v; (S(t AT)}i>0 is a also a supermartingale,
for all 7 € Q. Now, if S(0) > L,, then, by continuity of the paths of the geometric Brownian

motion, S(u,w) > L, as long as u < 7,(w). Hence by stopping the process at 7, the stock
price will never fall below L, and therefore the drift term vanishes, that is

ety (S(tAT)) = v, (S(0) + /0 " e oS (), (S()d ().
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The Ito6 integral is a martingale and thus the Ito integral stopped at time 7, is also a
martingale by the optional sampling theorem. The claim follows.

Step 2: The identity (6.80) holds. The supermartingale property of the process {e " *""uv, (S(tA
7)) }+>0 implies that its expectation is non-increasing, hence

Ele " uy (S(EAT))] < 0L.(S(0)).
As v, (x) is bounded and continuous, the limit ¢ — 400 gives
Ele™"or.(S(r))] < 0. (5(0)).

As vp, (z) > (K — x), we also have

Ele™ (K — S(7))+] < v, (S(0)).

Taking the maximum over all 7 € () we obtain

f1(0) = maxBle (K — §(7)).] < 02, (S(0)).

Now we prove I1(0) > v, (S(0)). This is obvious for S(0) < L,. In fact, letting for instance
7 =min{t > 0: S(t) < L.}, we have 7 = 0 for S(0) < L, and so max,cqEle™"" (K —
S(m)+] = Ele™ (K = 8(7))+] = (K = 5(0))1 = vr.(8(0)), for S(0) < L, For $(0) > L.
we use the martingale property of the stochastic process {e "™y, (S(t A 7.))}+0, which
implies

Ele """ up (S(t AT))] = vr.(S(0)).

Hence in the limit ¢ — 400 we obtain
vr.(S(0)) = Efe "™ v, (S(7))).

Moreover e "™ vy (S(7)) = e "™vp, (L) = e (K — S(7.))+, hence

v (5(0)) = Ele™™ (K = 5(7))+].

It follows that

fi(0) = ma e (K = 5(7))4) 2 0. (S(0)),
which completes the proof. O

Next we discuss the problem of hedging the perpetual American put with a portfolio invested
in the underlying stock and the risk-free asset.

Definition 6.12. A portfolio process {hs(t), hg(t)}i>o0 is said to be replicating the perpetual
American put if its value {V (t)}+>0 equals 11(t) for all t > 0.
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Thus by setting-up a replicating portfolio, the writer of the perpetual American put is
sure to always be able to afford to pay-off the buyer. Note that in the European case a
self-financing hedging portfolio is trivially replicating, as the price of European derivatives
has been defined as the value of such portfolios. However in the American case a replicating
portfolio need not be self-financing: if the buyer does not exercise at an optimal exercise
time, the writer must withdraw cash from the portfolio in order to replicate the derivative.
This leads to the definition of portfolio generating a cash flow.

Definition 6.13. A portfolio {hs(t), hp(t)}i>0 with value {V (t)}i>0 is said to generate a
cash flow with rate c(t) if {c(t) }i>0 is adapted to {Fw (t)}i>0 and

dV () = hs(t)dS(t) + hp(t)dB(t) — c(t)dt (6.81)

Remark 6.16. Note that the cash flow has been defined so that ¢(¢) > 0 when the investor
withdraws cash from the portfolio (causing a decrease of its value).

The following theorem is Corollary 8.3.7 in [21].
Theorem 6.19. The portfolio given by

vL. (S(t) = hs()S(0)
B(0)ert

hs(t) = vy, (S(),  hs(t) =

is replicating the perpetual American put while generating the case flow c(t) = rKlsw<r.
(i.e., cash is withdrawn at the rate rK whenever S(t) < L., provided of course the buyer
does not exercise the derivative).

Proof. By definition, V(t) = hg(t)S(t) + hg(t)B(t) = v, (S(t)) = II(t), hence the portfolio
is replicating. Moreover

dV () = d(vy.(S(1))) = hs(t)dS(t) + %vg*(S(t))a2S(t)2dt. (6.82)

Now, a straightforward calculation shows that v, (z) satisfies

1
/ 2.1
—rvp, +raxvy + iax vy, = —rKlsw<r,,

a relation which was already used in step 1 in the proof of Theorem 6.16. It follows that

vf (S(#)o*S(t)?dt = r(vr. (S(t)) — S(t)hs(t))dt — rKLgg<p.dt
= hB(t)dB(t) - T’K]IS(t)<L*dt.

1
2

Hence (6.82) reduces to (6.81) with c(t) = rKlsy)<r,, and the proof is complete. O
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6.9.2 American calls on a dividend-paying stock

Let ¢,(t, S(t), K,T) denote the Black-Scholes price at time t of the American call with strike
K and maturity 7" assuming that the underlying stock pays the dividend aS(t,) at time ¢y €
(0,T). We denote by ¢,(t,S(t), K,T) the Black-Scholes price of the corresponding European
call. We omit the subscript a to denote prices in the absence of dividends. Moreover replacing
the letter ¢ with the letter P gives the price of the corresponding put option. We say that
it is optimal to exercise the American call at time ¢ if its Black-Scholes price at this time
equals the intrinsic value of the call, i.e., ¢, (¢, S(t), K,T) = (S(t) — K)4.

Theorem 6.20. consider the American call with strike K and expiration date T and assume
that the underlying stock pays the dividend aS(ty) at the time ty € (0,T). Then

et SMt), K, T) > (S(t) — K)y, fort€ [to,T),

i.e., it is not optimal to exercise the American call prior to maturity after the dividend is
paid. Moreover, there exists 6 > 0 such that, if

S(1g) > max(—— K),

then the equality
Glty S(7), K. T) = (S(7) — K,

holds, and so it is optimal to exercise the American call “just before” the dividend is to be
paid.

Proof. For the first claim we can assume (S(t) — K); = S(t) — K, otherwise the American
call is out of the money and so it is clearly not optimal to exercise. By Theorem 6.7 we have

ca(t,S(t), K, T) =c(t,S(t), K,T), P,(t,S(t),K,T)=P(t,S(t),K,T), fort>t.
Hence, by Theorem 6.5, the put-call parity holds after the dividend is paid:
ca(t,S(t), K, T) = P,(t,S(t), K,T) + S(t) — Ke "D ¢ > ¢,
Thus, for t € [ty, T),
Ca(t,S(t), K, T) > co(t,S(t), K, T) > S(t) — K = (S(t) — K)4,

where we used that P(t, S(t), K,T) > 0 and r > 0. This proves the first part of the theorem,
i.e., the fact that it is not optimal to exercise the American call prior to expiration after the
dividend has been paid. In particular

et S(t), K, T) = co(t, S(t), K, T), fort >t (6.83)

Next we show that it is optimal to exercise the American call “just before the dividend is
paid”, i.e., ¢,(ty,S(ty ), K, T) = (S(ty) — K)4, provided the price of the stock is sufficiently
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high. Of course it must be S(t,) > K. Assume first that ¢,(¢,, Sty ), K,T) > S(t,) — K;
then, owing to (6.83), ¢,(t,,S(ty ), K,T) = cu(ty,S(ty), K,T) (buying the American call
just before the dividend is paid is not better than buying the European call, since it is
never optimal to exercise the derivative prior to expiration). By Theorem (6.7) we have
calty,S(ty), K,T) = c(ty,(1 —a)S(ty), K, T) = c(to, (1 — a)S(ty), K,T), where for the
latter equality we used the continuity in time of the Black-Scholes price function in the
absence of dividends. Since (1 —a)S(ty) = S(to), then
Ca(ty,S(ty), K,T) > S(ty) — K = ¢cu(ty,S(ty ), K,T) = c(to, S(to), K,T).

Hence
Ca(ty,S(ty), K,T) > S(ty) — K = c(to, S(to), K, T) > S(ty)—K = S(to)+(1—a)S(ty) — K.
Therefore, taking the contrapositive statement,

c(to, S(to), K, T) < S(to) + (1 —a)S(ty) — K = ¢u(ty,S(ty ), K, T) = S(ty) — K. (6.84)
Next we remark that the function x — c(t,z, K,T) — z is decreasing (since A = 0,c =
®(dy) < 1, see Theorem 6.6), and

lim ¢(t,z, K,T) —x =0,

z—07F
lim c(t,z, K,T)—x= lim P(t,z,K,T)— Ke T = _ e (T,
r—r+00 r—r+00

see Exercise 6.7. Thus if (1 —a)S(ty) — K > —Ke "™ e S(ty) > (1 —a)'K(1 —
e "I there exists w such that if S(ty) > w, i.e., S(t;) > w/(1 — a), then the inequality
c(to, S(ty), K, T) < S(ty) + (1 —a)S(ty) — K holds. It follows by (6.84) that for such values
of S(ty) it is optimal to exercise the call “at time ¢;”. Letting § = max(w, K (1 — e™"(T=)
concludes the proof of the theorem. n

Exercise 6.18. Prove that it is not optimal to exercise the American call at time t € [0, tp)
if S(t) < E(1— e,

6.A Appendix: Solutions to selected problems

Exercise 6.5. The pay-off function is g(z) = k + zlog z. Hence the Black-Scholes price of
the derivative is Iy (t) = v(t, S(t)), where

_2\. 2 dx

v(t,s)=e " se(T =) Uﬁw) e T
o= [ g( -
2 dx

R

2
=keT + s logs/ e’%(“"ﬁ)Q—dx
R V2

9

o? / 1 2 dx 1 2 dr
+s(r— =1 [ e 2@tV 54 T/ ze 2@V
( 2 ) R vV 27T \/_ R vV 27T
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Using that

N A
e 2 =1, re 2 = —0VT,
/R V2 R V2 VT
we obtain
o2
v(t,s) = ke " + slogs + s(r + ?)7’
Hence

2

Iy (t) = ke~ + S(t) log S(t) + S(t)(r + %)T.

This completes the first part of the exercise. The number of shares of the stock in the hedging
portfolio is given by
hs(t) = A(t,5(1)),

where A(t,s) = 2 =logs+1+ (r+ %2)7' Hence

hs(t) =14 (r+ %2)7' +log S(t).

The number of shares of the bond is obtained by using that

Iy (t) = hs(t)S(t) + B(t)hp(t),

ha(t) = g (D (1) = hs(S(0)

0.2 2

= ¢ (ke 7+ S(0) 108 S(1) + S(1)(r -+ )7 = S(0) = SO + T ) — (1) og (1)
— ke T — S(t)e .

This completes the second part of the exercise. To compute the probability that ¥ > 0,
we first observe that the pay-off function g(z) has a minimum at z = e~! and we have
gle™!) =k —e7!. Hence if k > e, the derivative has probability 1 to expire in the money.
If k < e !, there exist a < b such that

g(z) >0 ifandonlyif 0 <z<aorz>b.

1

Hence for k < e we have

P(Y > 0) = P(S(T) < a) + P(S(T) > b).

Since S(T) = S(0)e*T—oVTC with G € N(0,1), then

1og@+aT‘

VT

1og@+aT‘

ST <as G >
(T) <a T

=A St)>beG<
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Thus

P(Y>0):P(G>A)+P(G<B):/+°°e—fj;”_+/3 - dz
A T _
_ 11— 3(A) + B(B).

This completes the solution of the third part of the exercise.

Exercise 6.14. Let

We have dQ(t) = o(t)* dt. We compute
d(e " f(t,0%(t), Q(t))) =e " [—rfdt + O, f dt + O, f do*(t) + %aﬁ fdo*(t)do?(t)
0,7 dQU) + 502 AQAQ() + 22, f dQ(1)do (1)
= e "o f +alb—*(t)0.f +*(t)0, f + %202(t)a§f — rfldt
+ e "o ()0, fAW (1).

where the function f and its derivatives are evaluated at (¢,0%(t), Q(t)). As the discounted
risk-neutral price must be a martingale in the risk-neutral probability measure, we need the
drift term in the above equation to be zero. This is achieved by imposing that f satisfies
the PDE

Of +alb—x)0,f +x0,f + C;xaif =rf (6.85)

Since Iy (T) =Y = f(T,0*(T),Q(T)), the terminal condition is

F(T, 2, y) :N(\/g—l()+.
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