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Preface

The purpose of this book is to provide an introduction to the theory, compu-
tation, and application of It stochastic differential equations. In particular, a
procedure for developing stochastic differential equation models is described
and illustrated for applications in population biology, physics, and mathe-
matical finance. The modeling procedure involves first constructing a discrete
stochastic process model. The discrete model is developed by studying changes
in the process over a small time interval. An It6 stochastic differential equation
model is then formulated from the discrete stochastic model. The procedure
is straightforward and is useful for many dynamical processes that experience
random influences.

The main topics in the theory and application of stochastic differential
equations include random variables, stochastic processes, stochastic integra-
tion, stochastic differential equations, and models. These topics are introduced
and examined in separate chapters. Many examples are described to illustrate
the concepts. The emphasis in the explanations is to provide a good under-
standing of the concepts. Results are not necessarily presented in their most
general form. Simplicity of presentation is chosen over generality. For the
first four chapters, the theory of random processes and stochastic differen-
tial equations is presented in a Hilbert space setting. A Hilbert space setting
is chosen to unify and simplify the presentation of the material. The last
chapter concentrates on explaining a model development procedure that is
useful for constructing stochastic differential equation models for many kinds
of dynamical systems experiencing random changes. The procedure produces,
in a natural manner, an It stochastic differential equation model, in contrast
with, for example, a Stratonovich stochastic differential equation model.

There are many excellent books available on the theory, application, and
numerical treatment of stochastic differential equations. The bibliography lists
many of these books. It is hoped that the present book will complement these
previous books in providing an introduction to the development and testing
of stochastic differential equation models.

xi



xii Preface

One of the objectives of this book is to provide a basic introduction to the
theory, approximation, and application of stochastic differential equations for
anyone who is interested in pursuing research in this area. The intent of this
book is to provide a background to stochastic differential equations so that
the reader will be in a position to understand the mathematical literature
in this area, including more advanced texts. To understand the material pre-
sented in this book, proficiency in probability theory and differential equations
is assumed. In particular, prerequisite courses for thoroughly understanding
the concepts in this book include probability theory or statistics, differential
equations, and intermediate analysis. In addition, some knowledge of scientific
computing and programming would be very helpful. Throughout the book,
approximation procedures are described. Problems involving stochastic inte-
gration and stochastic differential equations can rarely be solved exactly and
numerical procedures must be employed. In each chapter, one or two com-
puter programs are listed in the computer languages MATLAB or Fortran.
Each program is useful in solving a representative stochastic problem. The
computer programs are listed in the book for convenience and to illustrate
that the programs are generally short and straightforward. At the end of each
chapter, analytical and computational exercises are provided. Several addi-
tional computer programs are listed in these exercise sets. The exercises are
designed to complement the material in the text.

I am grateful to Texas Tech University for providing me a one-semester
faculty development leave to write much of this book and the opportunity
later to use this book in teaching a one-semester graduate course. I thank
my wife, Linda Allen, for her encouragement on the writing of this book
and for her many helpful comments and suggestions. I thank my friends and
colleagues, Robert Paige, Henri Schurz, and Zhimin Zhang for their many
positive suggestions and criticisms on the manuscript. I thank Lynn Brandon,
Springer Mathematics Publishing Editor, for her efficient assistance in the
publication process. I am grateful to the several anonymous reviewers of the
manuscript for their positive comments and their recommended revisions and
additions. Finally, I am grateful to the colleagues and graduate students who
worked with me on research projects.

Lubbock, Texas, December 2006 Edward Allen
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Random Variables

1.1 Introduction

A random variable is a real-valued function defined on the set of outcomes of a
random experiment. Random variables are important in stochastic integration
and stochastic differential equations. Indeed, a stochastic integral is a random
variable and the solution of a stochastic differential equation at any fixed time
is a random variable. One of the main purposes of this chapter is to define
Hilbert spaces of random variables. Hilbert spaces unify the presentation of
the first four chapters of this book and are used to describe the properties
of stochastic integration and stochastic differential equations. For example, in
Chapter 3 a particular sequence of random variables in a Hilbert space will be
shown to converge to a random variable and this random variable will define
a stochastic integral. To describe a Hilbert space of random variables, it is
necessary to understand the concept of random experiment. In particular, it
is useful to understand the possible events of a random experiment and the
probabilities of these events. Furthermore, to define a metric on the Hilbert
space of random variables, expectations are needed.

In this chapter, after probability spaces, random variables, and expecta-
tion are introduced, a Hilbert space of random variables is discussed. Next,
the important concept of convergence of random variables is considered. An
advantage of using Hilbert spaces of random variables is that any Cauchy
sequence of random variables in the Hilbert space converges to a unique
random variable in the space. This completeness property of Hilbert spaces
simplifies the presentation of stochastic differential equations. Finally, for com-
putational studies involving random variables, computer generation of random
numbers is useful. In the final two sections of this chapter, random number
generation is described along with the associated Monte Carlo procedures for
using random numbers in problem solving.

A basic introduction is given in this chapter to random variables with pri-
ority given to results needed in describing stochastic differential equations.
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Thorough treatments of random variables and probability theory are pre-
sented, for example, in [11, 51, 62, 63, 67, 85, 87, 89, 96, 106].

1.2 Probability Space

A process that has random outcomes is called a random experiment. The set
of all possible outcomes of a random experiment is called the sample space and
is denoted 2. A combination of outcomes, a subset of {2, is called an event.
The set of events is denoted A. It is assumed that the set A is a o-algebra
which means that the following properties hold for A:

(a) Re A
(b) A e Aif A e A, where A€ is the complement of set A
(C) U,LoilAi c A if Al,AQ, RS A

Suppose that the random experiment is repeated N times and N4 is the
number of times that event A occurs. Let f4 = N4/N be the relative fre-
quency of event A. The probability of an event A € A is denoted as P(A).
One can regard the probability P(A) as the value that f4 approaches as the
experiment is repeated an increasing number of times. The probability P is a
set function that maps A into [0,1] and P is called a probability measure if
the following conditions hold:

(d) P(R) =1
(e) P(A9) = 1 - P(A)
(f) P(U:L:lAz) = Z?:l P(AZ), if Ai ﬂAj = d) for ’L;éj

The triplet (2,4, P) consisting of the sample space {2, the o-algebra A of
subsets of {2, and a probability measure P defined on A is called a probability
space.

The following four examples illustrate the concept of a probability space.

FEzxample 1.1. Flipping a coin twice; generating a o-algebra set

Consider the random experiment of flipping a coin twice. The possible
outcomes are w1 = HH, wos = HT, w3 = TH, wy = TT. Thus, the sample
space is {2 = {w1,ws,ws,ws}. There are, however, many possible sets .4 that
satisfy the properties of a o-algebra. The smallest is A = {¢, 2}. If it is desired
that {w;},{w2} € A, then the smallest o-algebra containing {w} and {ws} is

A= {¢,{w1}, {wa}, {wr, wo}, {ws, wa}, {w1, w3, wa}, {wa, w3, wa}, 2}
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This set is said to be generated by the outcomes w; and ws. The largest
o-algebra is

A= {¢, {wl}? {W2}a {wg}, {w4}, {W1>W2}’ {whw?’}» {W1,w4}7 {w2,w3},

{W25w4}7 {w37w4}; {w17w27w3}7 {w13w23w4}7 {wl,W3,W4}, {w27w37w4}3 'Q}

For N different outcomes, the smallest o-algebra will have two elements, ¢
and 2, and the largest o-algebra will have Zi]io CN = 2N elements where
CN = NV/((N —id)l).

For this example, let P({w1}) = P({w2}) = P({ws}) = P({ws}) = 7
define the probability measure. Then using properties (d)-(f), the probability
of any event can be calculated. For example, the probability of the event {w;
or wy or wy} is P({wi,ws,ws}) = 1 — P({wa}) = 2. The triplet (2,4, P) is
the probability space for this example.

Ezxample 1.2. Flipping a coin until a tail shows; an infinite number of outcomes

Consider again the random experiment of flipping a coin. In this experi-
ment, however, the coin is flipped until a tail turns up. In this case, 2 =
{w1,ws2,ws, ...} where w; is the outcome where i — 1 tosses are heads and the
ith toss is a tail. For example, let B be the event where the first tail occurs
after an odd number of tosses. Then, B = {w1, w3, ws, ... } which is an infinite
union of subsets of 2. Let A = {¢, {w1}, {wa}, ..., {wi,wa}, {w1,ws}, .., }
be a o-algebra of 2 generated so that {w;} € A for i = 1,2,.... Finally, let
P({w;}) = (3)" define a probability measure on .A. Then the triplet ({2, 4, P)
is a probability space. Notice, for example, that the probability of an odd
number of tosses is P(B) = Y00, P({wai—1}) = > o1 (3)* 7 = 2.

Example 1.3. A continuous set of outcomes; Lebesgue measure

Consider the experiment of randomly choosing a real number z from the
interval [0,1]. Then 2 = {z : 0 < x < 1}. Let (a,b] be an interval in [0, 1].
Define an event A to be = € (a,b]. Let the o-algebra A be defined as the set
generated by all intervals of the form (a, b]. Therefore, all intervals of the form
(a,b], unions of such intervals, and complements of all the resulting sets are
contained in the o-algebra A. This o-algebra A is called the o-algebra of Borel
sets [65, 73]. Now define the probability measure P so that P(A) = b—a for the
event A. Then P(A) is the probability that an element = € [0, 1] belongs to A.
This probability measure is called Lebesgue measure for this o-algebra A.
Notice that because countable unions and complements are allowed by prop-
erties (b)—(c), a very large number of types of sets are included in 4. For
example, (a,b) € A as (a,b) = U5, (a,b — 1]. By De Morgan’s laws, count-
able intersections are also in A. In particular, the singleton {w} = {z} is in
Aas {w} =N (z— L, z]. Consider the following three particular examples.

Let By € A where By = U2 (21727,2272")  Then, P(B) = 3.
Let By = {®1, forn=1,2,3,...}. Then B; € Aand P(B;) = 0.

Finally, Bs = {rational numbers on [0, 1]} € A and P(B3) = 0.
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Ezxample 1.4. Number of observations; Poisson distributed

Consider an experiment where the number of observations of a result in
time interval [0,¢] is of interest. It is supposed that the number of observa-
tions of the result in any time interval At has probability AAt + o(At) and
the probability is independent of time. For example, in radioactive decay of
a long-lived isotope, the probability of a decay in a small time interval At
satisfies this assumption. The probability that a car passes a certain inter-
section may satisfy this assumption. In addition, if a wire passes through an
instrument at a constant speed, the probability of a defect in time At may
satisfy this assumption. Consider the number of results where ¢ is large com-
pared with the time interval At. Let w, equal the outcome where n results
occur in the interval [0,¢]. Then, it is clear that 2 = {wo, w1, ws,...}. Let
A={¢p,{wo},{w1},..., 2} be the o-algebra of events generated by assuming
that {w;} € A for i = 0,1,2,.... It is of interest to determine a probability
measure for (2. For notational convenience, let P({w,}) = P,(t) be the prob-
ability of n results in the interval [0,¢]. Using the above assumptions, it is
clear that Py(0) =1 and P,(0) = 0 for n > 1. In addition,

P()(t + At) = (1 — )\At)PQ(t) + O(At)

and
P, (t+ At) = (1 = NA) P, (t) + NAtP,_1(t) + o( At)

for n > 1 as 1 — AAt is the probability of no result in time interval At and
At is the probability of one result in time interval At. Letting At — 0 in the
above expressions yields the differential equations

P,
DG _ g, Py0) =1
dt
and AP (:
chLt( ) = —AP,(t) + AP,—1(t), Pn(0)=1, for n>1.

Solving this system gives P({wn}) = Pn(t) = exp(=At)(At)"/n! for n =
0,1,2,... as the probability of n results in time t. With this probability mea-
sure, ({2, A, P) is a probability space. To check the probability measure, notice
that

(At)

n!

n
=1

P(2) = 3 P({wn}) = 3 exp(-\1)

for any time t > 0. For this random experiment, the number of results is said
to be Poisson distributed.

1.3 Random Variable, Probability Distribution

A random variable X is a real-valued function that assigns the value X (w) €
R to each outcome w € (2. That is, X : 2 — R. The function Fx(z) =
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P{w € 2: X(w) < x}) is called the distribution function or the probability
distribution of the random variable X. It is assumed that X is measurable,
specifically, X has the property that the set A(x) ={w e 2: X(w) <z} e A
for each x € R. This technical condition is required so that the distribution
function can be defined. Notice that the distribution function involves P(A(x))
as Fx(z) = P{w € 2: X(w) < z}) = P(A(z)) and cannot be determined
unless A(z) € A.

A random variable can be discrete or continuous. A random variable is
called discrete if it takes values in a countable subset {x1,x2,z3,...} C R.
That is, X(w) € {z1,x2,x3,...} for each w € 2. The probability mass func-
tion p of a discrete random variable X is the function p : {z1, 22, 23,...} —
[0,1] given by p(x) = P(X = xz). Notice that for a discrete random vari-
able Fx(r) = >, _,p(z;). A random variable is called continuous if there
exists a piecewise continuous nonnegative function p(z) such that Fx(x) =
ffoo p(s) ds. In this case, p(x) is called the probability density function of X.

Notice that P(a < X <b) = Fx(b) — Fx(a) = f;p(s) ds.

It is useful to notice that if X is a random variable and g : R — R is
Borel measurable, then Y = ¢g(X) is also a random variable. Indeed, Y (w) =
9(X(w)) = g(x) if X(w) = z. In addition, if p(z) is the probability mass
function for a discrete random variable X and the inverse ¢! exists, then
P(Y =y =g(x)) = P(X =) = p(z) = p(g(y)). So qly) = p(g~'(y)) is
the probability mass function for Y. In addition, if X takes on the discrete
values {x1,z2,23,...}, then Y takes on the discrete values {y1,y2,¥s,...}
where y; = g(x;).

The following examples illustrate concepts involving random variables. It
is interesting that if X is defined and Fx(z) is determined, then the under-
lying probability space is not explicitly required to understand many of the
properties of the random variable.

Ezxample 1.5. Flipping a coin once

Consider the random experiment of flipping a coin one time. Then {2 =
{H,T}. Let A= {¢,{H},{T}, 2} and let P({H}) = P({T}) = 1. Define the
discrete random variable X on {2 so that X(7T) = 0 and X(H) = 5. Then
Fx(x) has the form

0, z <0
Fx(z)=<1/2, 0<x <5
1, x> 5.

Ezample 1.6. Poisson distributed

Consider the random experiment of Example 1.4 where the probability
of a result in time interval At is AAt + o(At). Let v = At and recall that
wy, is defined to be the outcome of having n results occurring in [0,¢]. Let
X (wn) = n define the random variable X. Notice that X is a discrete random
variable and is integer-valued. For this example, the probability mass function
p(n) = P(wy,) = exp(—y)y"/n! for n = 0,1,2,... and thus, the probability
distribution F'x (z) has the form
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no .k
Fx(z) = exp(— Zl| for n<zx<n+1
k=0
for n =0,1,2,.... The random variable X is said to be Poisson distributed

with intensity A.

Ezample 1.7. Uniformly distributed on [0, 1]

Consider the random experiment of selecting a number x randomly from
the interval [0, 1] described in Example 1.3. Recall that A includes all intervals
and unions of intervals in [0,1] and the probability measure is defined as
P(A) = d — ¢ where the event A = {z € [0,1] : ¢ < x < d}. For this example,
define the random variables X; and X» as X;(z) = z and Xa(z) = exp(z).
Notice that X; and X5 are continuous random variables. In this case,

= 0, s<0
Fx, (z) = / pi1(s)ds, where pi(s)=<¢1, 0<s<1
i 0, s>1
and
z 0, s<1
Fx,(x) = / pa(s)ds, where po(s)=<¢ 1/s, 1<s<e
- 0, s> e.
Notice that if a,b € [0, ] then P(a < X; <) f p1(s)ds = b —a and
Ple® < Xy < e = f pa(s = b — a. However, if ¢,d € [1,e], then

Plc< X3 <d)=Ind—1Inc. For thls example, X is said to be distributed
uniformly on [0,1] as the probability that X;(x) lies within any subinterval
of [0,1] is proportional to the width of the subinterval. It is denoted that
X; ~U[0,1].

Ezample 1.8. Uniformly distributed on [u,v)

The random experiment described in Example 1.7 can be generalized to
any interval [u, v]. Specifically, numbers are randomly selected on [u, v] rather
than on [0, 1]. As in the previous example, define the random variable X (z) =
x. Then

0, s<u or s>v

Fx(x) = /ﬂ” p(s)ds, where p(s) = { 1 u<s<ow.

— 00 v — ua

Notice that if a,b € [u, v], then P(a < X < b) f p(s)ds = (b—a)/(v—u).In
this example, X is said to be distributed unlformly on [u ] and it is denoted
that X ~ Ulu,v].

Ezample 1.9. Normally distributed on (—o0,00)
Consider 2 = {z : —00 < & < co}. Let A be a oc—algebra generated by
intervals of the form (a,b], that is, (a,b] € A for any a,b € R along with
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countable unions of such intervals and complements of the resulting sets. The
set A is similar to the o-algebra described in Example 1.3 but for the interval
(=00, 00) rather than [0, 1]. Define the random variable X as X (x) = . Let
A C Aand let p € R and 0 > 0 be constants. Define

P(A) / (s)ds here p(s) ! e (—(s — M)Q)

— s W. = X .
A P b V2ro? P 20?

That is,

b e N2
P(aSXSb):/ \/2;76Xp< (320_2“) )ds.

For this example, X is said to be normally distributed with mean p and
variance o2 and it is denoted that X ~ N(u,o?). Notice, for example, that

P( <X<pu+o) /HU = (_(S_”)Q)d
— 0 g) = ex —_— S
p—o<X<p o VP T
2

1

1 —5

= exp — ds = 0.6826.
/_1 v 2T P 2

If x =0 and o = 1, then X is said to have a standard normal distribution,
ie, X ~ N(0,1).

1.4 Expectation
Suppose that X is a discrete random variable, where X (w) € {z1, 2, ...} for

w € 2. Let p(z) be the probability mass function of X, that is, p(z) = P(X =
x). The expectation of X is defined as

uw=EX)= Z%P(%) = ZX(Wz)P({Wz})

whenever the sum is convergent. Let g be a function g : R — R. Recalling
that Y = ¢g(X) is a random variable, the expectation of g(X) is

E(g(X)) = Zg(%‘)P(Ii)-
In particular, the kth moment of X is
B(xX*) =3 abp(a,)

and the kth central moment is defined as

B(X =¥ =) (v — wlrp(a:) for k=1,2,....

%
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The variance of X is defined as the second central moment:
Var(X) = B((X — p)2).

Tt is useful to note that for constants a and b, E(ag(X)+bh(X)) = aE(g9(X))+
bE(h(X)). So, for example, Var(X) = E((X — u)?) = E(X?) — u?. Before
considering expectations of functions of a continuous random variable, the
following example is given.

Example 1.10. Mean and variance for a Poisson distributed variable
Consider the mean and variance for the Poisson distributed variable of
Example 1.6, where v = At. Clearly,

o0

0o 00 k k—1
A~ _ Y
EX) = E kp(k) = E ke W—k! =e Ty E ] ==
k=0 k=0 k=1

and

[e%e) o0 _ k—2 k—2
E(X?) =) k*pk) =" ((k(k UY), + (;7 1),> =7 +7.
k=0 k=1 ’ ’

Thus, E(X) =+ and Var(X) = +.

Expectations are defined for continuous random variables in an analogous
way as for discrete random variables. Suppose that X is a continuous ran-
dom variable where X (z) = 2 and with probability density p(z). Notice that
p(x)Ax is the approximate probability that X takes a value in the interval
(z — Az /2,2 + Az/2). It follows that the expectation of X can be approxi-
mated as F(X) = > zp(z)Az and as Az — 0,

In particular, the kth moment of X is defined as

B(X*) = /jo *p(z) d.

Letting p = E(X), the variance of X is defined as the second central moment

Var(X) = B(X — p)?) = B(X?) - 2%
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Example 1.11. Mean and variance for a uniformly distributed random variable
Let X ~ Ula,b]. Then P(c < X < d) = fcdp(x) dr = fcd e = d=c

assuming that a < ¢ < d < b. It is straightforward to see that

b
dx b+a
E(X):/xb_a: 5

and

b
d 1
E(X?) :/ 2 b_xa = g(b2 + ab + a?).

Thus, Var(X) = 15 (b — a)?. Also, for example, E(e”) = f: e” A = eb:za.
b x
Indeed, E(f(X)) = [, f(z) ;2.

Example 1.12. Central moments of a normally distributed variable
Let X ~ N(u,0?). Then, one obtains for any positive integer & that

E(X —w)*™) =0 and E(X —w)?*)=1-3-5---(2k — 1)~

1.5 Multiple Random Variables

Consider a random experiment with sample space (2, set of events A, and
probability measure P. Let X; and X5 be two random variables defined on
this probability space. The bivariate random variable or random vector X =
[X1, X2]T maps £ into R2. Notice that if Ay, Ay € A such that A; = {w €
2:X1(w) <z} and As = {w € 2 : Xo(w) <z} then A3 N Ay € A and

P(Xl S $17X2 S 152) = P(A1 ﬂAg)

The joint cumulative distribution function of X; and X5 is denoted F'x, x, (1, x2)
and is defined as

Fx,x,(x1,22) = P(X1 < 21, Xo < 22) = P(A1 N Ay).
In addition, if A; and A, are independent events, then
Fx,x, (21, 22) = P(A1 N Az) = P(A1)P(A2) = Fx, (21)Fx, (22).

Suppose that X1, X5 are discrete random variables that take on the values
(IL‘LZ‘,I‘QJ) for 1 S 7 S M,l S] S N. Let

DX, X, (T1,05T2,5) = P(X1 = 21,4, Xo = x25).

Then px, x, is called the joint probability mass function of X = [Xi, X5
and
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Fx, x,(x1,22) E E Px1 X5 (21,5, T2,5)-
z1,i<w1 T2 ;<T2

If X;,Xs are continuous random variables, px,x,(z1,z2) is the joint
probability density function of the continuous bivariate random variable
X = [X1, Xo)T if

] i)
Fx,x,(x1,22) = / / DX, X, (51,52) dsads;.
— 00 — 00

Furthermore, the conditional probability mass density or probability density
functions satisfy

Pxyx, (T1]72)px, (¥2) = px, x, (21, T2)
and
Px,|x: (T2|21)px, (1) = px, x, (21, T2).
The variance of X; and X, satisfies
Var(X; + X5) = Var(X;) + Var(Xs3) 4+ 2Cov(X; X5)
where the covariance of X7 and X5 is defined as

Cov(X1X2) = E((X1 — 1) (X2 — p2)) = BE(X1X3) — E(X1)E(X2).

If px,x,(x1,22) = px,(x1)px,(x2) and it follows that Fx, x,(x1,22) =
Fx, (x1)Fx,(z2), then X; and X5 are said to be independent random vari-
ables. Notice that if X; and X5 are independent, then

B(f g0 = [ N / " (o0 g(e)pxax (21, 72) diy di
— B(f(X.))E(g(X2)

and
VBI(Xl + XQ) = Var(Xl) + Var(Xg)

where Cov(X;X2) =0 if X; and X5 are independent.

If X = [X1,Xo,...,X,]T is a vector of n random variables each defined
on sample space {2, then p = E(X) is the mean vector of length n and
E((X—p)(X —p)T) is the n x n matrix defined to be the covariance matrix.
The probability distribution Fx is related to the joint probability density
px by

x1 T2 Tn
Fx(xl,xg,...,xn):/ / / Px(S1,82,...,8,)dSy ... dsadsy.
— 00 — 00 — 00
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Ezxample 1.13. Correlated random variables in coin tossing

Suppose that a coin is flipped twice and the sample space is 2 =
{w1, w2, w3, ws} where wy = HH,wy = HT,w3 = TH, and wy = TT. Also,
P({w;}) = 1 for i = 1,2,3,4. Let X;(w;) = number of heads in outcome w;
and Xs(w;) = number of tails in outcome w;. Then, it is easy to show that
the joint probability mass function has the form

1/4, z1=2,20=0 or z3=0,29=2
Px xo(T1,22) = 1/2, =120 =1
0, otherwise.

For this random experiment, F(X) = p = [1,1]7 and the covariance matrix
is

(X1 — )2 (X1 — p1) (X2 — p2)

B(X — )X — 7)) = B
(X1 — p1) (X2 — p2) (X2 — po)?

Notice that X; and Xs are not independent and Cov(X;X5) = —% #0.

Ezxample 1.14. Correlated normally distributed random variables

Let G1,Go ~ N(0,1) be independent normally distributed random vari-
ables. Then F(G1G2) = E(G1)E(G2) = 0 and Var(G; + G2) = 2. Let
X1 = h2Gy and Xy = }h3(Gi + J5Gs) for a constant b > 0. Then
X1 ~ N(0,h) and Xy ~ N(0,h3/3). However, X; and X, are correlated
Gaussian random variables and E(X;X2) = h?/2 # E(X1)E(X3) = 0.

Before describing more examples, it is useful to consider functions of
several random variables. Given two random variables X; and X5 and a
function g : R? — R, then X = g(Xi, X5) defines a new random variable.
If px,x,(z1,72) is the joint probability density of X = [X;, X5]T, then the
expectation of X is

o0
E(Q(Xth)):/ / g(z1, 2)px, x, (21, 22) dzy ds.
—o00 J —0o0

x9) € R? : g(w1,22) < 2}, then Fx(z) =

In addition, letting D, {(z1,z
) = P(D,) is the probability distribution func-

P(X <z) = P(g(z1,22) < x
tion of X.

Ezxample 1.15. Mean distance between two uniformly distributed points

Let X; and X5 be independent uniformly distributed random variables
n [0,1], that is, X, Xs ~ UJ[0,1]. Let g(X1,Xs2) = | X1 — X3| be the dis-
tance between two points. In this example, it is desired to find the mean
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distance between the points, that is, E(g(X7, X3)). Clearly, as X; and X5 are
independent,

11
E(g9(X1, X)) = / / |21 — 22|px, x, (21, 22) dzy das
o Jo

1 1
= / / |1 — @2|px, (21)px, (72) drvy dy
0 0

1 1
= / / |z1 — 29| doy dag
o Jo
1 xr2 1 1
:/ (/ (x2_$1)d$1+/ ($1—x2)dx1> dry = —
0 0 Z2 3

and hence, the mean distance between two randomly selected points on [0, 1]
is 1/3.

Ezxample 1.16. Sum of two uniformly distributed random variables

Let X1, X5 ~ UJ[0,1] be independent uniformly distributed random vari-
ables and notice that X;,Xs : [0,1] — [0,1]. Let X = X; + Xo. Then
X :[0,1] — [0,2]. It is of interest to find the probability density function
for X. It follows that

Fx(x) = /w px(s)ds,

— 00
where
S, 0<s<1
px(s)=<¢2—5 1<s<2
0, otherwise.

It is easy, for example, to compute E((X; + X3)?) = fol fol (71 + 22)? d1 do
and verify that E((X; + X2)?) = E(X?), where

E(X?) = /OO s*px(s)ds = Z

— 00
Example 1.17. Sum of two Poisson distributed random variables
Let X; and X» be two independent Poisson variables with F(X;) = p =
~v1 and E(X3) = p2 = v2. Let X = X7 + X5. Then X is Poisson distributed
with mean p = 71 + 2. By direct calculation,

x

P(X =z)= Y P(X;=21)P(Xy =1 — 1)

1,‘1:0
14 1 r—x1
— —n 1y T2
= e T e ( )'
210 xIq: X xTq):
x 1  TrT—Iq x
=) e i) 71 T2 _ o~ Ont) (1 72)
| — | | ’
= x1l(z — x1)! z!

This result implies that X is Poisson distributed with mean p = v; + 2.
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Ezxample 1.18. Sum of two normally distributed random variables

Let X1 ~ N(ui,0%) and Xo ~ N(u2,03) be two independent normally
distributed random variables. Then, X = X; + Xy ~ N(puy + p2,0? + 032).
Therefore, X = X7 + X5 is also normally distributed but with mean puq + ps
and variance o? + o3. This important result is shown for the special case of
two standard normal distributions, i.e., 41 = p2 = 0 and 07 = 03 = 1. In this
case,

Fx(x)ZP(Xl +X2S1‘):/ / pXIXQ(Sl,SQ)d32d51

/mm/ \/7€2€2d82d31

= / —/ —e_(z_;l) = 2 dzdsy
—oo V2T J oo V2T
1 ® —22 > 1 2
= — ez ——e 112 s dz
V 2 /;oo /—oo V 2

1 T2 [ 2
_ —(s1—2/2)
= e 4 e ds1dz
\/277 / / V2T !

/ / ! *“2dudz—i—1 /w e *

V2 0o V2 \/§ V2T J oo

which implies that X ~ N(0,2) and thus X is normally distributed with mean
0 and variance 2.

Ilustrated in the previous two examples is an interesting and important
property of Poisson and normal random variables. Specifically, the sum of two
independently distributed normal variables is also normally distributed and
the sum of two independently distributed Poisson variables is also Poisson
distributed.

1.6 A Hilbert Space of Random Variables

Some properties of Hilbert spaces are discussed in this section. Hilbert spaces
of random variables and stochastic processes unify and simplify the develop-
ment of stochastic integration and stochastic differential equations presented
in Chapters 3 and 4. A vector space with a metric or norm defined on it is
called a metric space or a normed linear space. If the metric space is com-
plete, i.e.; all Cauchy sequences converge in the space, then the metric space
is called a Banach space. A complete inner product space is a special type of
Banach space. In a complete inner product space, the metric || - || is defined
in terms of an inner product (-, -), specifically, || f|| = (f, f)% for any f in the
space. Complete inner product spaces are very useful and are called Hilbert
spaces.
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Let H be a Hilbert space with inner product (f,g) € R for f,g € H and
norm || f|| = (f, f)2. Two important inequalities for Hilbert spaces are the
triangle inequality and the Cauchy-Schwarz inequality:

I1f+gll < 171+ llgll

[(F )l < 1 Mlgll-

Suppose that S is an inner product space but S is not complete. A useful
result [65, 73] is that S can be completed to form a Hilbert space H by adding
elements to S. Furthermore, this can be accomplished so that S C H is dense
in H. Hence, if S is completed to form a Hilbert space H, then given any
f € H and given any € > 0, there is a g € S so that ||f — g|| < e.

Now let (£2,.4, P) be a probability space. Let A € A and let I4 be the
indicator function for A. That is, 4 is the random variable defined so that

1, weA
La(w) = {0, otherwise.

Then, for example, E(I4) = P(A). Finite linear combinations of indicator
functions are called simple random variables. If X is a simple random variable,
then X has the form

n n

X(w)=Y cila(w) and BE(X) =Y ¢;P(A).

=1 i=1

Now let Sgy be the set of simple random variables defined on the proba-
bility space. Specifically, Sgy = {X : X is a simple random variable defined
on probability space (£2,.4, P)}. The set Sgy is a vector space of random
variables. Now let X,Y € Sgy. The inner product (X,Y) is defined on
SRV as

(X,Y) = E(XY) for X,Y € Sgpy.

Notice that for X,Y € Sgy, then

n

(X.Y)=EXY)=E (> Y ciladip, | => > cid;P(A;NB))
i=1 j=1 i=1 j=1

n

and the norm has the form
X[ Ry = (X,X)? = (E|X[?)%.

In general, this inner product space of simple random variables is not complete.
However, it can be completed to form a Hilbert space Hgy where Sgy is
dense in Hpy . In the act of completing Sgry, many random variables may be
added to Sry to form Hpgy. Therefore, suppose that {X,,}°2 is a sequence
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of random variables in Hgy such that given € > 0 there is an integer N so
that || X,, — Xim||[rv < € when m,n > N. Then, as Hgy is complete, there
is a random variable X € Hpgy such that | X, — X|lgy — 0 as n — oo.
Furthermore, as Sgy C Hgy is dense in Hgy, given € > 0 there is a simple
random variable Y € Spy such that | X — Y| <e.

The Hilbert space H gy, which we have just constructed, will be very useful
in the next three chapters. Notice, in particular, that the inner product on
this space is (X,Y) = E(XY), the norm for this Hilbert space is || X | gy =
(E(|X]?))'/2, the set of simple functions Sgy is dense in Hgy, and Hpy
depends on the probability distribution through the expectation E. Some
examples are given below to illustrate the usefulness of this Hilbert space.
First, for emphasis:

Hpgy is a Hilbert space of Random Variables
with norm || X|| gy = (E(|X[?)1/2,

Ezample 1.19. Hilbert space Lo[0,1]

Consider Example 1.3 where the sample space is the set of points on [0, 1],
ie., 2={x:0 <z <1}. The event space A for this example is the o-algebra
of sets generated by all intervals of the form (a,b] C [0,1]. The probability
measure P is Lebesgue measure where P(A) = b—a if A = (a,b] € A. Let Sgy
be all simple random variables defined on A. If X € Siy, then the random
variable X has the form

X(x) = ZCiIAi (x), where A; € A foreach i
i=1

and A
1, x€ A
Ly () = {0, otherwise.

Let Hgry be the completion of Sgy . Hilbert space Hpgy includes, for example,
all random variables that are continuous on [0,1]. To see that continuous
random variables are included in Hgy, let f : [0,1] — R be a continuous
function. Let z; = (i — 1)/n for i = 1,2,...,n and define

o) = 3 flalni(a)s where Dna(e) = {é (i=1)/n<a<ifn

Then it can be shown that this sequence of simple random variables {f,,}°2 ;
is a Cauchy sequence in Hgy. In addition, ||f — fullry — 0 as n — oo so
fn — fin Hgry. Thus, f is the limit of a sequence of simple random variables
in Hry and f € Hpgy. Also notice that if X(z) = x, then X is uniformly
distributed on [0, 1], i.e., X ~ UJ0, 1].

The Hilbert space Hry for this example is the well-known space Ls|0, 1],
that is, Hry = L2[0,1] = {Lebesgue measurable functions f on [0,1] such



16 1 Random Variables

that fol |f(z)|? dz < oo }. In particular, many of the functions needed in the
completion of Hgy may be highly discontinuous. Therefore, integration in the
Riemann sense is not possible for many of these functions and integration is
defined in the Lebesgue sense. However, if the Riemann integral exists, then
the Lebesgue integral exists and the two integrals are equal. Furthermore,
as piecewise continuous functions which are square integrable are dense in
L]0, 1], this Hilbert space can be roughly considered as the set of piecewise
continuous functions which are square integrable on [0, 1]. Notice that for
X,Y € Hgry then

(X,Y) /X 2)dz and ||X||RV—/ X (2)|2 da.

Ezample 1.20. Convergence example in Hilbert space Hry = L2[0,1]
Let Hry be defined as in the previous example. Let Y ~ UJ0,1] and define
the sequence of random variables {X,,}5%; by

ly(@), 1/n<Y(2)<1
— 2 ) — =
Xn(@) = {O, otherwise.

Then, it is straightforward to see that || X, — X,||rv — 0 as m,n — oc.
Thus, {X,} C Hgry is a Cauchy sequence in Hgy. Indeed, X,, converges in
HRVtoX:%Yasnﬁoo.

Example 1.21. A nonconvergent example
Let Hry be defined as in Example 1.20. Let Y,, ~ U|[0, 1] be independent
uniformly distributed random variables for n = 1,2,.... Then

1 3 1
Yollgy = (/ 22 da:) = — for each n.
0 V3

Let X =1 and define the sequence of random variables {X,,}°2 ; by

X () = {17 1/ < Yo(z) < 1

1+ nY,(z), otherwise.

Then

1
1/vn 2 3
||Xn—X||RV:</ n2m2dx> :(\éﬁ) — 00 as n — oo.
0

Indeed, the sequence { X, }5° ; is not a Cauchy sequence in Hilbert space Hgy .

Ezxample 1.22. A weighted normed Hilbert space
Consider the probability space described in Example 1.9. In particular,
the sample space is 2 = {z : —00 < z < oo} and the event space A is the
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o-algebra generated by intervals of the form (a,b] on R. Let y € R and o > 0
be given constants. Let P(A) = [, p(s) ds where

p(s) = \/2;7&13 <(S202u)2) :

Recall that if the random variable X is defined as X (z) = x then X is said
to be normally distributed with mean p and variance o2, i.e., X ~ N(u,0?).
Let Sry be the inner product space of simple functions on this probability
space where the inner product is defined as

qy>:EUm:1[wfwmwm@wsfm Fi9 € Shy

and, as in Example 1.19, the above integral is a Lebesgue integral. Let Hpgy
be the completion of Sgy. Then Hgy is a Hilbert space of random variables
defined on R with norm

o0 _ _ 2
= [ 150 en (“5E ) s tor e Hay.

In addition, it is useful to note that the set of piecewise continuous random
variables f such that [*_|f(s)|?p(s)ds < oo is dense in Hgy .

1.7 Convergence of Sequences of Random Variables

The convergence of sequences of random variables is important in the study
of stochastic differential equations. Consider a sequence of random variables
{X;}52, defined on a probability space (£2,.4, P). Of interest is the existence
of a random variable X to which the sequence approaches as n — oo. It is
important to clearly characterize the manner in which X,, approaches X as
n — 00.

There are several different types of convergence criteria which are useful to
understand for random variables. An important kind of convergence is mean
square convergence which is the kind that is used throughout this book. In
mean square convergence, one wishes to show that lim F(X, — X)*=0.

n—oo

However, for {X;}$2, C Hpgy, this convergence is equivalent to || X, —
X||lry — 0 as n — oo. Furthermore, as Hgy is a Hilbert space, the exis-
tence of the random variable X € Hpy is guaranteed if {X;}5°, is a Cauchy
sequence in Hgry, i.e., given € > 0 there exists a positive integer IV such that
X — Ximl|lrv < € whenever m,n > N. Other types of convergence criteria
are briefly discussed in this section.

Consider first strong convergence. The sequence of random variables
{X;}22, is said to converge strongly to X if nh_)rr;o E(|X, — X|) =0. It is inter-

esting that mean square convergence implies strong convergence. This result
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follows from the Cauchy-Schwarz inequality for X € Hpgy or from the
Lyapunov inequality [51, 106]:

Lyapunov Inequality: (E(|X\p))1/p < (E(|X|T))1/r for O0<p<r.

In particular, for p = 1 and r = 2, Lyapunov’s inequality reduces to the
inequality E(]X]) < (E(|X|2))1/2.

A third form of convergence is convergence in probability. The sequence of
random variables {X;}22, is said to converge in probability to X if given any
€ > 0 then lim P(]X, — X| > €) = 0. Mean square convergence also implies
convergence in probability. This result follows from the Chebyshev-Markov
inequality [51, 106] stated below.

1
Chebyshev-Markov Inequality: P({w : |X(w)] > €}) < —pE(|X|p) for
€
any p,e > 0.

The Chebyshev-Markov inequality, for p = 2, reduces to P(|X]| > ¢) <

— E(|X|?). Although mean square convergence implies convergence in prob-

ability as well as strong convergence, convergence in probability or strong
convergence does not necessarily imply mean square convergence.

Another type of convergence is convergence with probability one (w.p.1)
or almost sure convergence. The sequence of random variables {X;}2°; is
said to converge w.p.1 to X if P({w € 2 : nlirr;o | Xn(w) — X(w)| =0}) = 1.
The following result [51] is sometimes useful in determining almost sure
convergence.

Lemma on Almost Sure Convergence: If >~ P(|X, — X|>¢€) < x
for all € > 0, then X,, converges almost surely to X.

Almost sure convergence implies convergence in probability. However, mean
square convergence does not imply almost sure convergence and almost sure
convergence does not imply mean square convergence [51].

There are two other weaker forms of convergence which are useful. Either
of these forms of convergence is implied by almost sure convergence or by mean
square convergence. The first is convergence in distribution. The sequence of
random variables {X;}$2, is said to converge in distribution to X if

lim Fx, (z) = Fx(x)

n—oo
at all points of continuity of the distribution function Fx. In the second form

of convergence, referred to as weak convergence, the sequence of random vari-
ables {X;}$2, is said to converge weakly to X if
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n—oo
— 00

for all smooth functions f. A sequence converges weakly if and only if it
converges in distribution [20].
Several examples are given to illustrate these forms of convergence.

Ezxample 1.23. Almost sure and mean square convergence
Let X be a random variable uniformly distributed on [0,1], i.e., X ~
UJ0, 1], and define the sequence of random variables {X,,}>° ; by

|0, 0< X(w)<1/n?
Xnlw) = {X(w), 1/n? < X(w) < 1
forn=1,2,...,. Then
Y P(X,-X|>e) <Y 1/n* < oo
n=1 n=1

for any € > 0. Therefore, X,, — X almost surely. Also notice that

E(X, - X|?) = 2?dr=——0 as n— oo.
31,6
0 n

Hence, X,, converges to X in the mean square sense also.

Ezxample 1.24. Weak but not mean square convergence

As in Example 1.19 let the sample space be 2 = {x: 0 <z < 1} with the
event space A the o- algebra of Borel sets generated by intervals of the form
(a,b] in [0,1]. Let

Fx, (x) = /Ox pn(s)ds,

where
s€[l/n,1—1/n]

pa(s) =< n—2’ for n>3.
0, otherwise

T [ sel
Fx() = /0 p(s)ds, where p(s) = {O, otherwise.
That is, X ~ UJ0,1] and X,, ~ U[1/n,1 — 1/n], where X and X,, are inde-
pendent. Then for any f € C[0, 1],

Let

1-1/n 1
lim f@pa(e)de = [ fwp(e) dr

n—oo 1/TL

so X, converges weakly to X. Notice, as X, and X are independent for each
n, that

E(X - X,*)=BE(X?-2XX,+X2) —1/6 as n— o

so X,, does not converge in the mean square sense to X.
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Two important results involving sequences of random variables are the
Law of Large Numbers and the Central Limit Theorem [51, 63, 67, 87]. These
are stated below for convenience.

Law of Large Numbers (Strong): Let X7, Xs,... be independent and
identically distributed random variables. Let u = F(X,,) and 02 = Var(X,,).
Define S,, = Z?:l X;. Then S, /n — p almost surely and in the mean square
sense. That is,

lim E(‘Snu
n

n—oo

? S
> =0 and lim —* =y w.p.l.
n—oo N

Central Limit Theorem: Define S,, as above and let Z, = (S, —
nu)/(oy/n) . Then Z, converges in distribution to Z ~ N(0,1). That is,

lim Fz (x) = Fz(z),

n—oo
where F  is the distribution function of Z,, and Fz is the standard normal
distribution function.

Ezample 1.25. Sum of Poisson distributed variables

Let X; for : = 1,2,... be independent Poisson distributed variables with
parameter . That is, E(X;) = Var(X;) = yor p = 0> = 7. Let S,, =
>, Xi. Then, by Example 1.17, it is known that S, is Poisson distributed
with mean nvy and variance nvy. However, by the Central Limit Theorem,
Sn — ny

A

with mean 0 and variance 1. Now let A\ = ny and let Ry = S,,. Then R) is
Poisson distributed with parameter A\. However, by the above argument, as

converges in distribution to a normally distributed random variable

A increases then converges in distribution to a normally distributed

random variable with mean 0 and variance 1. This implies that a Poisson
distributed variable with parameter A converges in distribution to a normally
distributed variable with mean A and variance A\ as the value of X\ increases.

1.8 Computer Generation of Random Numbers

To approximate solutions to stochastic problems using a computer, large
numbers of random numbers are required [11, 17, 35, 37, 84]. Simple deter-
ministic algorithms to generate sequences of random variables are called
pseudo-random number generators. There are many kinds of pseudo-random
number generators for producing uniformly distributed random numbers on
[0,1]. A popular type is the linear congruential generator which has the form:
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Xn+1 = (X, + ¢) mod(m), for n=0,1,2,...,
where a, ¢, and m are nonnegative integers with m typically large and X is a
starting number. As d mod(m) is the remainder when dividing d by m, then
0 < dmod(m) <m — 1. The sequence U, is calculated where

Un:& for n=0,1,2,...
m

and 0 < U,, <1 for each n. For certain values of the parameters a, c, and m,
this sequence of numbers may possess statistical properties for numbers that
are randomly distributed uniformly on [0, 1].

Linear congruential generators eventually repeat. If X;,, = X;, then the
smallest such value of p is called the cycle length or period of the generator.
For a linear congruential generator, p < m. The following result [84] is useful
for determining the cycle length of certain linear congruential generators when

c#0.

Lemma on Period Length: The period of a linear congruential generator
is m if and only if

(i) ¢ and m are relatively prime,

(ii) every prime factor of m divides a — 1, and

(iii) if 4 divides m, then 4 divides a — 1.
When ¢ = 0 and m is a prime number, the longest possible period is m—1 when
a satisfies the property that a® —1 is not divisible by m for k = 1,2, ..., m—2.
A popular linear congruential generator that satisfies this property is [17]:

X1 = 16807X,, mod(2®' — 1), for n=0,1,2,....

Here a = 7°,¢ = 0, and m = 231 — 1 = 2,147,483, 647, and the cycle length
of this generator is m — 1. Notice that m = 23! — 1 is a Mersenne prime for
this generator.

Assume now that we have generated a sequence {U,} of uniformly dis-
tributed numbers on [0, 1]. In addition, suppose that we need a sequence {Y,,}
which are distributed according to a distribution Fy which may not be a uni-
form distribution but is strictly monotone increasing. One way to compute
the sequence {Y,,} from the sequence {U,} is to set Y = ¢g(U) for a function
g- Now notice that g=*(Y') = U. To find g, consider

9 ' (v)
Fy(y) = P({g(U) < y}) = PUU < g7 (0)}) = / ds
=g 'y for 0<g7'(y) <1
If Fy(y) = [ py(s)ds, then

Y,
/ py(s)ds=U, for n=1,2,3,...

— 00
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and often this formula can be used to compute Y, given that U, for n =
1,2,3,... are U0, 1] uniformly distributed pseudo-random numbers.

Example 1.26. Generation of exponentially distributed random numbers
Suppose that we need the sequence {Y;,} to be exponentially distributed on
[0,00). It is assumed that we have the sequence {U,} of uniformly distributed
numbers on [0, 1]. In this case, the probability density has the form p,(s) =
exp(—s) for s > 0. By the previous argument, we need to find Y;, such that

Y,
/ exp(—s)ds =1—exp(-Y,)=U, for n=1,23,....
0

Thus, Y, is given by Y, = —In(1 = U,) forn =1,2,....

Example 1.27. Generation of Poisson distributed numbers

Suppose that we need the sequence {Y;,} to be Poisson distributed with
parameter v, i.e., E(Y,) = 7. It is assumed that we have the sequence {U,}
of uniformly distributed numbers on [0, 1]. By Example 1.6, we know that

mo_k
Fy(y):e_’yz% for m<y<m+1L
k=0

Therefore, to find Y,, given U,, the sum is computed until m is found such
that

m—1 ’Yk m ,}/k
- 2L - A
e Zk!<Un§e Zk!'

k=0 k=0

Then Y, is set equal to m. In particular, notice that if v = AAt and \A¢ is
much less than unity, then to o(At),

v [0 i 0<U 1A
"I 1= MAt< U, < 1

For the common situation where normally distributed numbers are required,
the above procedure is computationally awkward. This is because if U, is a
UJ0,1] uniformly distributed number, then Y,, is an N(0,1) normally dis-
tributed number provided that Y,, satisfies the integral

Y,
n 1 9
——exp(—s“/2)ds = U,.
| e

This integral cannot be solved analytically and must be evaluated numerically.
For generation of normally distributed numbers, the Box-Muller method [26]
is effective. In this method, two independent uniformly distributed numbers
on [0, 1] are transformed into two independent standard normally distributed
numbers. The Box-Muller method uses the transformation between random
variables
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X1 = +v/—2In(U;) cos(2nUs)
X = v/ —2In(U;) sin(27U5).

If Uy,Us ~ UJ0,1], then X3, X5 ~ N(0,1). To see why this transformation is
valid, let R = \/—21In(U;) and © = 27U;. Then, R and © are independent
and have the joint probability density

1
p(r,0) = 2" exp(—72/2) = p1(r)p2() for re[0,00) and 6 € [0,2n].
7r
Thus,
P(R<r*,0 <6 / / —rexp (—r2/2) dr db.

Converting to polar coordinates, with R? = X7+ X2, sin© = X3 /R, cos© =
X1/R, leads to

Ty T2 1
P(X) <z}, Xs <uzh) = / / Py exp(—(z? + 23)/2) dxy dxs.

But this is the joint probability distribution of independent random variables
X1, X2 ~ N(0,1). In addition,

= Rcos© = /—21n(U;) cos(2nUs)

and

Xo = Rsin © = /—21n(U;) sin(27Us).

Finally, notice that if X ~ N (0, 1) then u+0X ~ N(u,0?). Thus, standard
normally distributed random numbers can be easily converted to normally
distributed random numbers having mean p and variance o2.

It is useful to point out that the Polar-Marsaglia method [70] is similar
to the Box-Muller method but avoids trigonometric function evaluations. In
this method, let Vi =2U; — 1, Vo =2Us — 1, and Z = /V2 + VE. If Z > 1,
then Uy, Ua, V1, Vo, and Z are recomputed. Otherwise, the independent N (0, 1)
normally distributed random numbers X7, X5 are computed as follows:

v

X, = 71 —4In(2)
V;

X, = 72 —41n(2).

1.9 Monte Carlo

Monte Carlo methods [17, 35, 37, 84] are numerical methods where random
numbers are used to conduct computational experiments. Numerical solution
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of stochastic differential equations can be viewed as a type of Monte Carlo
calculation. It is useful to understand some basic properties of Monte Carlo
computation. Monte Carlo methods will be illustrated in the following
examples.

Ezxample 1.28. Monte Carlo Estimation of an Integral

Consider the classic Monte Carlo problem of estimating the value of an
integral [35]. A one-dimensional problem is described in this example but
the method easily generalizes to multiple integrals. Consider estimating the
integral

1
I(f) :/ f(x)dz, where f e CJ0,1].
0
Note that

1 if 0<z<1
0, otherwise.

1
I(f)=E(f) = /0 f(z)p(x)dz, where p(z)= {

Thus, I(f) is the expected value of random variable f in the Hilbert space
discussed in Example 1.19 where x is uniformly distributed on [0, 1]. Let

n

Z f(z;), where x; are uniformly distributed on [0, 1].
i=1

]n(f) =

1
n
Then it follows that I,,(f) — I(f) as n — oo. The error can be estimated
using the Central Limit Theorem. First, let
1 1
()= [ f@de and B() = [ |f@)Pds
0 0

SO
p=E(f) and o =E(f*) — (E(f))>*

The Central Limit Theorem says that the sample mean I,,(f) is approximately

normally distributed with mean I(f) and variance o2 /n. This implies that

Ao Ao 1 A
P(L(f)— = <I(f)<L(f)+ —= z—/ exp(—2?/2) dz.
(- Z <1 snin+ L)~ o= [ a2
- 1.960 .
Hence, for example, the probability that [I(f) — I,(f)] < is equal to
n

0.95. This example illustrates an important property of Monte Carlo methods.
That is, the error in a Monte Carlo calculation is statistical in nature and the
error is proportional to 1/+/n, where n is the sample size. This property also
holds for numerical solution of stochastic differential equations.

Ezxample 1.29. Monte Carlo Estimation of Mean Distance Between Two Points
In Example 1.15, it was determined that the mean distance between two
points randomly picked on the interval [0, 1] is exactly 1/3. In this example,
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the mean distance between two random points on the interval [0, 1] will be
estimated as well as the mean distance between two points picked on the
square [0, 1] x [0,1]. Each of these problems can be cast in the form of an
integral. In the first case,

1 1
I:/ / |£L’1 71’2|d(£1 dl‘g
0 0

is the mean distance between two randomly-picked points on [0, 1] whereas in
the second case,

1 1 1 1
J = / / / / V(1 —22)2 + (y1 — y2)? day dao dy; dyo
o Jo Jo Jo

is the mean distance between two randomly-picked points on [0, 1] x [0, 1].
Monte Carlo estimates of these values are calculated using the sums:

n

1
In =~ E |z1,i — 2,6
n

=1

)

where x4 ;, z2; are uniformly distributed on [0, 1] and

1 n
IS N e
=1

where 1 ;, 2.4, Y1,i, Y2,; are uniformly distributed on [0, 1]. It is useful to notice
that multiple integrals are as easy to set up for Monte Carlo calculations as are
single integrals. A multiple integral still only involves a single sum. In addition,
it is straightforward to show that the same error estimates hold as given in the
previous example. In particular, the statistical error is proportional to 1/4/n
for either case. A Fortran program for this example is given at the end of this
chapter. The subroutine in the program applies the linear congruential random
number generator described in the previous section. Using one million samples,
ie.,n =109, I, and J, were calculated as I, = 0.33335 and .J,, = 0.52163. For
comparison, the exact values of I and J to five significant digits are 0.33333
and 0.52141, respectively.

Ezxample 1.30. Monte Carlo Estimation of Mean Set Length

This example illustrates the flexibility of Monte Carlo techniques. Let
S = {000,001,...,999} be the set of three-digit numbers. In this experi-
ment, sets are randomly selected from S having certain properties. In par-
ticular, each set B C S is randomly selected so that all the elements of B
differ from each other in at least two positions. That is, if z,y € B, then
the three-digit numbers = and y differ from each other in at least two posi-
tions. Furthermore, set B is constructed as large as possible so that for any
x € B¢ there is a y € B so that x and y are identical in two positions. Let
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2 = {By,Bs,Bs,...,By} with N = 1016 be a large collection of randomly
selected sets having the described properties. (The total number of possible
sets with the described properties exceeds 103°.) Define the random variable
X on {2 so that X (B) equals the number of elements in set B. It can be shown
[6] that X : £2 — [50,100]. Define the probability measure P by P(B;) = +

for i = 1,2,...,N. It is of interest in this example to estimate the average
number of elements in the sets B € 2, i.e.,, B(X) = + Zf\il X (B;). As N is

very large, all the sets of {2 cannot be computed. Therefore, F(X) must be
estimated using E(X) ~ ﬁZfﬁl X (B;) for M < N. The sets {B;}M, are
constructed using a random number generator. Computing M=10,000 sets,
E(X) and Var(X) are estimated as F(X) ~ 86.13 and Var(X) =~ 3.35. Based
on these calculational results, the average length of sets in {2 is between 86.09
and 86.17 with probability 0.95, i.e., P(86.09 < F(X) < 86.17) = 0.95.

Ezxzample 1.831. Method Error and Statistical Error in Monte Carlo Estimation

This example illustrates the two kinds of error involved in estimating
stochastic integrals or in approximating solutions to stochastic differential
equations. Let

N .
—1
Iy = Z ;VT/Q n;, where n; ~N(0,1) for each i.

i=1
The expression Iy will be defined in Chapter 3 and is an approximation to
the stochastic integral fol t dW (t) using N subintervals of [0, 1], where W (¢) is

1

a Wiener process. Indeed, E(I%) — E(I?) = 388 N — oo. However, E(I%)

can be calculated exactly as

N3 6N3 3 2N + 6N2’

N .
(i—1)2% NN-1)2N-1) 1 1 1
E(I§) =)
i=1
The method error in this approximation is therefore

1 1
2N  6N?
which goes to zero as N — co. The method error is due to approximating the
stochastic integral using N subintervals in the numerical procedure. However,
there is also a statistical error in approximating E(I?) by E(I%) which is due
to using, for example, M samples to estimate E(I%). Suppose, therefore, that

Inm for m = 1,2,..., M are M samples of Iy using the random numbers
Nim for 1 <i < N,1 <m < M. That is,

E(I?) - B(I}) =

1—1
IN,m = Z N3/2 ni7m7
=1

where 7; , are N(0,1) normally distributed numbers. Then,
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| M | M N 2
2\ } : 2 _ E : E — )
E(IN) ~ M (INJTL) - M < N3/2 77’%771)
1 m=1

m= i=1

and there is a statistical error proportional to 1/v/M in the estimate of E(I%).
Therefore, when estimating E(I2) using YM_ (In,,)?/M, there exist two
errors. There is a statistical error proportional to 1/ V/M, where M is the
number of samples. However, even as M — oo the approximation may not be
satisfactory unless the error due to the method is also small, i.e., the value
of N is sufficiently large. Consider the calculational results for this problem
which are given in Table 1.1. Recall that E(I?) = 1/3 exactly. Observe that as
M increases in any column, the statistical error decreases and the total error
approaches the error resulting from the method error. For large N, the error
is due primarily to statistical error which can be high for small sample sizes,
i.e., small values of M. The first column (N=10) in the table gives values that
have large method errors. The first row (M=10) in the table gives values that
have large statistical errors. This example illustrates that to obtain accurate
results, the method error as well as the statistical error must be kept small.

Table 1.1. Calculated estimates of F(I?) for Example 1.31

Valueof M N =10 N=10> N =10°

10! 0.25880  0.34465  0.25033
10? 0.30833  0.28372  0.35280
10° 0.29179  0.32875  0.32994
10* 0.28495  0.32399  0.32916
10° 0.28545  0.32591  0.33201
10° 0.28430  0.32853  0.33296

Exercises

1.1. Consider the random experiment of rolling one die.

(a) Find the sample space (2.

(b) Carefully determine the o-algebra, A, of sets generated by A; = {1,2}
and Ay = {2,3}.

(c) Define a probability measure P on the sample space (2.

1.2. Consider rolling one die until an odd number turns up. Find the proba-
bility that the first odd number occurs with an even number of rolls.

N!

1.3. Let CZN = m

Prove that ZZN:O CN =2V,
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1.4.Let 2 ={z:0 <z < oo}. Let A be the o-algebra generated by intervals
of the form (a,b] C [0,00), that is, (a,b] € A for any 0 < a < b < co. Define
the probability measure by P(A) = [, p(s) ds where p(s) = se™*. Define the
random variable, X, by X(z) = x. Find u = E(X) and 0? = E((X — u)?).
(Note that fooo s"e"*ds =nlforn=0,1,2,.... Also, for subsequent exercises,
note that [se *ds =e *(—s—1) and [s’e *ds=e %(—s*> —2s —2).)

1.5. Let X1, X5, X3 be independent and identically distributed with the prob-
ability measure defined in Exercise 1.4. Let Y7 = X7 + X5 and Y5 = X5, — X3.
Show that E(Y1Y2) # E(Y1)E(Y2) and thus infer that Y7 and Y3 are not
independent.

1.6. Let X; and X5 be independent and identically distributed with the prob-
ability measure defined in Exercise 1.4. Let X = X; + X5. Find Fx(x)

dF
where Fx(z) = P(X; + X2 < z) and find px(x) = ﬂ Is X dis-
x
tributed with the same probability measure as X; and X537 (Note that

P(Xl + X < J]) = / / soe %2517 %1 dsy dSl.)
0 0

1.7. Let C[—1,1] be the Vector space of real continuous functions on [—1,1].
Defining (f,9) = [, f(2)g(x)de and || f|| = (f, f)"/2 for f,g € C[~1,1], then
C[—-1,1] becomes a normed 1nner product space. However, this space is not
complete. To show this, find and analyze a sequence { fn};’f’:l such that the
sequence is Cauchy in this normed space, but the sequence does not converge
to a function in C[—1,1].

1.8. Suppose that a sequence of numbers {Y,,} is distributed on [0, c0) with
density py(s) = se”*. (Refer to Exercise 1.4.) Let {U,} be uniformly dis-
tributed numbers on [0, 1].

(a) Find an algebraic expression for U,, in terms of Yj,.

(b) Compute Y; given that U; = 0.65.

1.9. Let X, (z) = X (2)+X?(z)(1- 1), forn =0,1,2,..., where X ~ N(0,4).
Prove that X,, — X + X? in the mean square sense. That is, prove that
X — (X 4+ X?)||gy — 0 as n — <.

1.10. Consider the random number generator X, 1 = (8X,, + 9)mod(7) for
n=20,1,2,..., with U, = X,,/7. Let Xg = 2 and calculate X7, Xo, ..., X10.
Determine the period of the generator.

1.11. Assume that the function f is integrable and maps [0, 1] into [0, 1]. Con-
sider estimating fol () dx using two different Monte Carlo approacheb The

standard approximation is applied in the first approach, that is, fo x)dx =
E(f) =~ Y1, f(Si)/n where S; are uniformly distributed numbers on [0, 1]
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for i = 1,2,...,n. In this approach, o7 = E(f?) — (E(f))?. In the second
approach, f01 f(z)dx = p where p is the probability that a random point
chosen in [0,1] x [0, 1] lies in the region defined by {(z,y) € [0,1] x [0,1] :
y < f(z)}. In this approach, 03 = p(1 — p).

(a) Explain why % = p(1 — p).

(b) Prove that the first approach always has a variance less than or equal to
that of the second approach, i.e., prove that o2 < o2.

1.12. Modify the MATLAB program given below and approximate
fol sin(mx) dz using the two Monte Carlo procedures described in Exercise
1.11 with n = 10000 points.

% Two Monte Carlo procedures are used for approximating
% the integral of 0 < f(x) < 1 on [0,1].
% xx is used for the random number generator.
% Function randmonte is needed.
clear
xx=4830887.0;
for j=1:5
n=10000;
s1=0.0;
s2=0.0;
s3=0.0;
for i=1:n
rand=randmonte (xx) ;
xx=rand(2) ;
x=rand (1) ;
f=exp(-.5%x);
sl=s1+f/n;
s2=s2+f*f/n;
end;
vi=s2-sl*s1;
disp((sprintf(’ %10.4e %10.4e’, s1, v1)))
for i=1:n
rand=randmonte (xx) ;
xx=rand(2) ;
x=rand (1) ;
rand=randmonte (xx) ;
xx=rand(2) ;
y=rand (1) ;
f=exp(-.5%x);
hlp=1.0;
if (y > £)
h1p=0.0;
end;
s3=s3+hlp/n;
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end;
v3=s3-s83*s3;
disp((sprintf(’ %10.4e %10.4e’, s3, v3)))
end;
S —
% random number generator (uniform on [0,1])
% congruential generator xx=16807*xx mod(2°31-1)
% xx=rand(2) is input to the generator
function rand = randmonte (xx)
a=16807;
b=2147483647 ;
d=fix(a*xx/b);
xx=a*xx—-d*b;
rand(1)=xx/b;
rand (2)=xx;

Computer Programs

Program 1.1. A Monte Carlo program for computing the average
distance between two points

Listed is a Monte Carlo code in Fortran for computing the average distance
between two randomly selected points on the interval [0,1] and also for com-
puting the average distance between two randomly selected points on the
square [0, 1] x [0,1]. In the program, the value given for xx is the initial start-
ing value for the random number generator and nrun is the number of samples
The subroutine uses a linear congruential generator to generate uniformly dis-
tributed numbers on [0, 1]. The output of the program is listed following the
code.

real*8 xx
xx=5320859.

c A Monte Carlo code for distance between random points
nrun=1000000
arun=nrun
s1=0.0
s2=0.0
do 400 nr=1,nrun
call random(xx,x1)
call random(xx,x2)
f= abs(x1-x2)
sl=s1+f/arun
s2=g2+f*f/arun

400 continue



1.9 Monte Carlo 31

sd=sqrt (s2-slxsl)
write(6,420) nrun,sl,s2,sd
420 format(2x,i8,3(2x,f9.5))
s1=0.0
s2=0.0
do 450 nr=1,nrun
call random(xx,x1)
call random(xx,x2)
call random(xx,yl)
call random(xx,y2)
f= sqrt ((x1-x2)*(x1-x2)+(y1-y2)*(y1-y2))
sl=s1+f/arun
s2=g2+f*f/arun
450 continue
sd=sqrt (s2-slxsl)
write(6,420) nrun,sl,s2,sd
stop
end
subroutine random(xx,r)
real*8 xx,a,b,d,c
c A linear congruential generator
a=16807.
ib=2147483647
b=ib
c=0.0
id=(a*xx+c)/b
d=id
xx=(a*xx+c)-d*b
r=xx/b
return
end
1000000 0.33335 0.16659 0.23552
1000000 0.52163 0.33364 0.24808
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Stochastic Processes

2.1 Introduction

A stochastic process is a family of random variables {X (¢),t € 7} defined on a
probability space ({2, A, P) and indexed by a parameter ¢ where ¢ varies over
a set 7. If the set 7 is discrete, the stochastic process is called discrete. If the
set 7 is continuous, the stochastic process is called continuous. The parameter
t usually plays the role of time and the random variables can be discrete-
valued or continuous-valued at each value of t. For example, a continuous
stochastic process can be discrete-valued. For modeling purposes, it is useful
to understand both continuous and discrete stochastic processes and how they
are related.

Stochastic processes occur throughout the remainder of this book. Indeed,
solutions of stochastic differential equations are stochastic processes. Proper-
ties of stochastic differential equations are studied in Chapter 4 with regard
to a Hilbert space of stochastic processes. A Hilbert space setting for random
variables and stochastic processes unifies and simplifies the presentation of
stochastic integration and stochastic differential equations. Furthermore, the
procedure described in Chapter 5 for developing a stochastic differential equa-
tion model involves first constructing a discrete stochastic process model. As
time is made continuous, the probability distribution of the discrete stochastic
model approaches that of the continuous stochastic model.

In this chapter, discrete and continuous stochastic models are discussed.
Then, a Hilbert space of stochastic processes is described. The important
Wiener process is introduced and computer generation of stochastic processes
is considered. Finally, several well-known stochastic processes are described.
A basic introduction is given in this chapter to stochastic processes with pri-
ority given to results needed in describing stochastic differential equations
and modeling. Excellent and thorough treatments of stochastic processes are
presented, for example, in [11, 41, 51, 63, 67, 85, 87, 96, 106].

33
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2.2 Discrete Stochastic Processes

In this section, discrete stochastic processes are considered. For these processes,
let 7 = {to,t1,t2,...} be a set of discrete times. Let the sequence of random
variables X (to), X (t1), X (t2), ... each be defined on the sample space {2. This
sequence may describe, for example, the evolution of a physical, biological, or
financial system over the discrete times tg, t1, %o, .. .. If only the present value
of the random variable X (¢,) = X,, is needed to determine the future value
of X,,11, the sequence {X,,} is said to be a Markov process. Throughout this
section, the discrete stochastic processes that are discussed are Markov pro-
cesses. Such processes are common and are useful in developing the stochas-
tic differential equation models described in Chapter 5. A discrete-valued
Markov process is called a Markov chain. Let P(Xp41 = Tpt1|Xn = zn)
define the one-step transition probabilities for a Markov chain. That is,
P(Xp41 = 2pt1 and X, = x,) = P(Xp41 = zpt1|Xn = ) P(X, = zp).
If the transition probabilities are independent of time t,, then the Markov
chain is said to have stationary transition probabilities and the Markov chain
is referred to as a homogeneous Markov chain. Consider the following two
examples.

Example 2.1. A continuous-valued Markov process
Let t; = 1At and n; ~ N(0,1) for ¢ = 0,1,..., N, where At = 1/N. Let
X; = X (t;) be defined by

Xiv1 =X, +n VAt for i=0,1,...,N—1,

where Xo = 0. Then, {X;}}¥, is a Markov process with continuous values
of X; and discrete values of time t;. Note that Xy = Zij\;l niv/1/N so
Xn ~ N(0,1).
Ezxample 2.2. A homogeneous Markov chain

Let X; = X(t;) with ¢; = iAt for ¢ = 0,1,..., N where At = 1/N and
Xo = 0. Define the probability distribution of the discrete random variable o
so that ¢ takes on the values —a, 0, @ with probabilities

p(6d = —a) =7At, p(d=a)=~At, and p(d=0)=1—-2yAt
assuming that 1 — 2yAt > 0. Let
X1+1:X1+§l for 7::0,1,...,]\]71,

where §; are independent identically distributed values with the same distribu-
tion as 0. Then, E(8;) = 0 and Var(d;) = 2a%yAt = 2a2y/N. Notice that the
stochastic process X; takes on discrete values and time is also discrete-valued.
For this example, the transition probabilities have the form

1—2vAt, 1=k

P(X,y1 =] X, = ka) = vAt, l=k—-1 or I=k+1
0, otherwise.
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Furthermore, note that
XN = Si/ﬁ, where Si = 51\/N, E(Sz) = 0, and Var(&) = 2042’)/.

Then, by the Central Limit Theorem,
Xn ~ N(0,2a%y) for large N.

In particular, if 20y = 1, then Xy ~ N(0,1) for large N. Thus, as N
increases, the distribution of X approaches the same distribution as the
random variable in the previous example.

Before considering nonhomogeneous Markov chains, it is interesting to
briefly discuss some properties of homogeneous Markov chains. Let {X,,,n >
0} be a homogeneous Markov chain defined at discrete times 7 = {¢o,t1,%2,... },
where t,, = nAt so that t,,4r = t, + tx. Let X,, be nonnegative and integer-
valued for each ¢,,n =0,1,.... That is, X,, € {0,1,2,...}. Let

pij = P{Xnt1 =jlXn=1},1>0,5>0

define the transition probabilities. The transition probability matrix is defined
as P = [p; ;] and 337 gp;j = 1fori=0,1,2,....

The probability distribution of X,, for n > 1 can be computed using the
transition probability matrix P. Define the kth power of P as P¥ = [pg J)] As
P*™ = P'P" then by matrix multiplication

(l+n) Z D; mpr:;j for I,n >0,

where P° is defined as P = I. This relation is known as the Chapman-
Kolmogorov formula for a homogeneous Markov chain. Let p;(tx) =
P(X(tg) =) for i = 0,1,2,... be the probability distribution of X . Let

p(tr) = [po(tr), p1(tk),- - pr(tr), .. .17, where (p(to)); = P(X(to) = i) is the
initial probability distribution of X (tg). It is straightforward to see that

(p(t1))" = (p(to))" P
(p(t2))” = (p(t1))T P = (p(to))T P

(p(ta))T = (p(tn_1))TP = (p(to))T P

Thus, pi(tn) = Yoo Pm(tae1)Pmi = Sooee o P (o) P
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Ezxample 2.3. Approzimation to a Poisson process
Consider the discrete homogeneous stochastic process defined by the tran-
sition probabilities

1—MAt, for k=i
Dik = § AAL, for k=i+1
0, otherwise.

Assume that p(0) = [1,0,0,...]7. In this example, the transition probability
matrix P is bidiagonal and the equation (p(t + At))T = (p(t))T P has the
componentwise form:

po(t + At) = po(t)(1 — AA?)

and
pi(t+ At) = pi(t)(1 — AAE) + pi—1 (H)AAL for 7> 1.

Rearranging these expressions yields

po(t + At) — po(t)
At

pi(t + At) — pi(t)
At

where p(0) = 1 and p;(0) = 0 for i > 1. As At — 0, the above Markov chain
probabilities approach those satisfied by the Poisson process. That is,

= —Apo(t) and

= =Ap;(t) + Api—1(t) for i>1,

eXp(—%\t)()\t)i

' for At small.
7!

pi(t) =

Now consider Markov chains which are not necessarily homogeneous. Let

7 = {to,t1,...} where t, = nAt. Let {X,,,n > 0} be the Markov chain satis-

fying X, € M = {z_m, Z—m+1,---, 20,21, - - - Zzm } Where m may be arbitrarily
large and where z; = iAz for each i for a positive number Ax. Let

pg,r;‘) = Pn{Xn-H = Zj|Xn = zi}v -m<i,5<m

define the transition probabilities which now may depend on time ¢,. The
transition probability matrix is defined as the (2m + 1) x (2m + 1) matrix
P, =] 57;)] where 337 pl(z) =1 for each i and n.

Similar to the homogeneous Markov chain, the probability distribution for
X, for n > 1 can be computed using the probability transition matrices P, for
n > 0. Let p;(t,) = P(X,, = 2;) for i = —m,—m +1,...,m define the proba-
bility distribution at time t,,. Let p(tn) = [P—m(tn)s P—ms1(tn), - Pm(tn)]*
where p(tg) = [p—m(to), P—m+1(to),---,pm(to)]” is the initial probability dis-
tribution. Noticing that p;(t;) = Zﬁ_mpl(to)pl(g) fori = —m,—m+1,...,m,
it is straightforward to see that
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(p(t1))" = (p(to))" Py
(p(t2))" = (p(t1))" P1 = (p(to)) PP

(P(tn)" = (P(tn-1))"Puo1 = (p(to)) " PoP1 - Py

If the transition matrix P, is independent of time t,, the above expressions
reduce to those derived for the homogeneous Markov chain, for example,
(p(ta))" = (p(to))" P".

Consider the following important nonhomogeneous discrete stochastic pro-
cess which introduces the forward Kolmogorov equations. This process will be
of interest when developing models using stochastic differential equations.

Ezxample 2.4. Forward Kolmogorov equations

Let t; = iAt for ¢ = 0,1,...,N and let z; = jd, for j = ..., -2,-1,0,
1,2,.... Let Xy be given. Define the transition probabilities of a discrete
stochastic process by the following:

r(t,x;)At/62, for k=i+1
pik(t) =4 1—r(t,x;)At)6? — s(t,x;) At/6?, for k=1,
s(t,x;)At)62, for k=i-1

where r and s are smooth nonnegative functions. Notice that with the above
transition probabilities, if AX is the change in the stochastic process at time
t fixing X (t) = z;, then the mean change E(AX) and variance in the change
Var(AX) can be determined. Specifically, E(AX) = (r(t, X) — s(t, X)) At/
and Var(AX) = (r(t, X) + s(t, X))At. It is assumed that At/§? is small so
that 1 — r(t, ) At/62 — s(t,x1)At/6? is positive. Let pi(t) = P(X(t) = xx)
be the probability distribution at time ¢. Then, pg(t + At) satisfies

pr(t+ At) = pi(t) + [prg1(t)s(t, zrt1) (2.1)
—pr()(r(t, wx) + s(t,xx)) + pe-1 ()r(t, zr—1)] At/5%.
Rearranging this expression yields:

pr(t+ At —pr(t) <pk+1(t)a(taffk+1) - Pkl(t)a(t»xk1)>
At 262

" (Pk+1(t)b(t, Tr41) — 2pi(8)b(L, k) +pk—1(t)b(t,117k—1)> ’

262
where, for notational simplicity, a(t,x) = (r(t,z) — s(t,x))/d and b(t,xz) =
r(t,z) + s(t,x). As At — 0, the discrete stochastic process approaches a
continuous-time process. Then as At — 0, pp(t) satisfies the initial-value
problem:

dpi(t) pry1(t)alt, vry1) — pe—1(t)alt, vx—1)
(];t _ _< kit k+ - k-1 k ) (2.2)
N <pk+1(t)b(tvxk+1) - 2pk(t;l;(2t7$k) + pr—1(¢)b(t, xk1)>
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for k=...,-2,-1,0,1,2,... where {py(0)};-_,, are known. Equations (2.2)
with the given initial conditions are the forward Kolmogorov equations for
the continuous-time stochastic process.

Now assume that ¢ is small so that the stochastic process approaches a
continuous-valued process. As

- B 2
F(x +9) 25F(x 5) _ F'(x) + %Fm(fl) and
0) —2F Pz =4 621
F(z +9) §gx) uiUE F'(z) + 12 (&)

for some values &1, & such that z — § < &1,& < x + §, then the above system
of differential equations approximates the partial differential equation:
opt,z) _ _0(alt,2)p(t,2)) | 19°(b(t, z)p(t, z)) (2.3)
ot Ox 2 Ox? ’ '
Equation (2.2) is a central-difference approximation to (2.3). This approxi-
mation is accurate for small § and when comparing the solutions of (2.1) and
(2.3), it can be shown [91] that

p(t,zr) = pr(t) + O(At) + O(6?).

In Chapter 4, it is shown that (2.3) is the forward Kolmogorov equation
corresponding to a diffusion process having the stochastic differential equation

dX (t) = a(t, X)dt + \/b(t, X)dW (t). (2.4)

The probability density of solutions to the stochastic differential equation (2.4)
satisfies the partial differential equation (2.3). Therefore, there exists a close
relationship between the discrete stochastic process defined by (2.1) and the
continuous process defined by (2.4). In particular, for small At and ¢, the prob-
ability distribution of the solutions to (2.4) will be approximately the same as
the probability distribution of solutions to the discrete stochastic process. It
is shown in Chapter 5 that this result is useful for modeling purposes. It may
be straightforward to construct a realistic discrete stochastic process model
for a dynamical system under investigation. Then, an appropriate stochastic
differential equation model is inferred from the above argument.

Finally, it is useful to note in the above argument that the coefficients at
time ¢ of the stochastic differential equation (2.4) are related to the discrete
stochastic model (2.1) through the mean and variance in the change in the
process AX over a short time interval A¢ fixing X (t) = . Specifically,

E(AX) =a(t,X)At and Var(AX) =b(t, X)At.

Ezxample 2.5. Specific example of forward Kolmogorov equations
As a specific instance of Example 2.4, consider a birth-death process, where
0=1,2; =j7for j =0,1,2,..., bis the per capita birth rate, and d is the
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per capita death rate. It is assumed that b and d are constants. The transition
probabilities for this example have the form

bx; At, for k=i+1
pik(t) =49 1 —bx; At —da; At, for k=i
dx; At, for k=i-1.

Tt follows that the probability distribution in continuous time (letting At — 0)
satisfies the forward Kolmogorov equations

dpi(t) _ —(b—d) (pk+1(t)xk+1 —pk1(t)$k1)

dt 2

“‘M (Prt1 (W) g1 — 2pk () + pr—1(t)zr-1) (2.5)

2
with par(0) = P(X(0) = xp) =1 and pi(0) = P(X(0) = xx) =0 for k # M
assuming an initial population of size M. Note that, fixing X (¢) = z; at time
t, B(AX) = (b—d) X At and Var(AX) = (b+d) X At to order (At)?. For large
M, the above equations approximately satisfy the Fokker-Planck equation

op(t,z) A((b— d)xp(t,z)) N 1 O*((b+ d)zp(t, z)) (2.6)
ot ox 2 Ox? ’
with p(0,2) = 6(z — M).
As will be seen in Chapter 4, the probability distribution p(¢,z) is the
probability distribution of solutions to the It6 stochastic differential equation

dX (1) = (b— d)X (t)dt + /(b + d) X (£) dW (t) (2.7)

with X (0) = M. Thus, the above argument implies that solutions to the
stochastic differential equation (2.7) have approximately the same probabil-
ity distribution as the discrete birth-death stochastic process and a reason-
able model for the simple birth-death process is the stochastic differential
equation (2.7).

2.3 Continuous Stochastic Processes

Now consider a continuous stochastic process {X(t),t € 7} defined on the
probability space (§2, A, P) where 7 = [0,7] is an interval in time and the
process is defined at all instants of time in the interval. A continuous-time
stochastic process is a function X : 7 x {2 — R of two variables ¢ and w and
X may be discrete-valued or continuous-valued. In particular, X (¢t) = X(¢,-)
is a random variable for each value of ¢ € 7 and X (-,w) maps the interval
7 into R and is called a sample path, a realization, or a trajectory of the
stochastic process for each w € 2. It is interesting that specific knowledge
of w is generally unnecessary but w is significant as each w € {2 results in a
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different trajectory. As a result, the normal convention is that the variable w
is often suppressed, that is, X (¢) represents a random variable for each value
of t and X (-) represents a trajectory over the interval 7 = [0, T]. In this book,
w is often included for emphasis or to provide clarity that X is a function of
two variables.

The stochastic process X is a Markov process if the state of the process
at any time ¢, € 7 determines the future state of the process. Specifi-
Cauy, P(X(tn-‘rl) < -rn+1|X(tn) = an) = P(X(tn-‘rl) < xn—&—l‘X(tl) =
1y, X(ty) = xn) whenever t; < to < -+ < t, < tpy1. Markov
processes are common stochastic processes and most of the stochastic processes
discussed in this book are Markov stochastic processes. The following two
examples illustrate continuous Markov processes.

Ezample 2.6. Poisson process with intensity A

Let X(t) equal the number of observations in time ¢t. Assume that the
probability of one observation in time interval At is equal to AA¢ + o( At).
Referring to Example 1.4, it is clear that this is a continuous stochastic process
and the probability of n observations in time ¢ is

P(X(t) =n) = P,(t) = exp(—=At)(At)"/nl.

The process X (t) is a continuous-time stochastic process which is discrete-
valued. Specifically, X (¢) is a Poisson process with intensity A > 0. Note that
X (0) = 0 and the number of observations at any time ¢ is Poisson-distributed
with mean At. That is, for any s > 0,

P(X(t+s) — X(s) =n) = exp(—At)(At)"/nl.

Indeed, the process is a Markov process and

Am
P(X(t+ At) <m+ Am|X(t) =m) =Y exp(—AAt)(AAL)' /1!
=0

and the probability distribution at time ¢ + At only depends on the state of
the system at time ¢ and not on the history of the system. Also, as seen in
Example 1.4,

dPo(t)
= APyt
dt 0( )7
%t(t) = =AP,(t) + AP,—1(t) for mn>1,

E(X(t)) = M, and Var(X(t)) = M. It is readily seen that the relations
satisfied by the probabilities of the discrete stochastic process for Exam-
ple 2.3 are finite-difference approximations to the above differential equa-
tions and approach these differential equations as At — 0. In addition, if
Y(t) = X(t+s) — X(s) for any s > 0, then Y (¢) is also Poisson-distributed
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with intensity A and Y (0) = 0. Figure 2.1 illustrates the random behavior of
the discrete jumps in a Poisson process. The average curve given in the figure
is for 200 sample paths. Notice that the average closely follows the line At.
The computer program that calculates and plots these two curves is listed at
the end of this chapter.

10

Poisson Process - Unit Intensity

0 2 4 6 8 10
Time t

Fig. 2.1. One sample path of the Poisson process (solid curve) and the average of
200 Poisson processes (dashed curve) for A =1

It is interesting to consider the transition probability density function for
transition from z at time s to y at time ¢ for a continuous Markov process.
Analogous to discrete Markov processes, the transition probability density
function satisfies the Chapman-Kolmogorov equation:

Pyt 2, s) = / Py, t, 2wz, u, 7, ) dz.
R

A Markov process X (¢) is said to be homogeneous if its transition probability
satisfies p(y,t + u,x,s +u) = p(y,t,z,s). That is, the transition probability
only depends on lapsed time. In this case, it can be written as p(y, z,t — s).

Example 2.7. An approzimate Wiener process

Let X;(t) for i = 1,2,...,N be N independent Poisson processes with
intensity A as described in Example 2.6. Let Yy (¢) be another stochastic
process defined by

Yi(t) = Z XZEZ\T:[M

=

By the Central Limit Theorem, as N increases, Yy(t) approaches a ran-
dom variable distributed normally with mean 0 and variance t. Indeed, by
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considering Example 2.6, Yy (t+s) — Yy (¢) approaches a normally distributed
variable with mean 0 and variance s for every s,t € 7.

In the previous example, Y (t) approaches a Wiener process or Brownian
motion W (t) as N increases. A Wiener process {W(¢),t > 0} is a continuous
stochastic process with stationary independent increments such that

W(0)=0 and W()—W(s)~N(0,t—s) forall 0<s<t.
So E(W(t)) =0,Var(W(t) —W(s)) =t —s for 0 <s <t and, in particular,
W(tg) - W(tl) ~ ]\7(07 to — tl) and W(t4) - W(tg) ~ ]V(O7 tqg — tg)

are independent Gaussian random variables for 0 < t; < to < t3 < t4. Notice
that a Wiener process is a homogeneous Markov process. Furthermore, by
convention, W (t) = W (t,w) where w is generally suppressed. Therefore, W (t)
represents a random variable at each value of ¢.

It is of practical interest as well as of conceptual value to see how easily
a sample path of a Wiener process W (t) can be generated at a finite number
of points. Suppose that a Wiener process trajectory is desired on the interval
[to,tn] at the points {t;}}¥, where ¢y = 0. Then, W (¢y) = 0 and a recurrence
relation that gives the values of a Wiener process trajectory at the points
to,t1,...,tN is given by

W(tl) = W(ti_l) + ni—lﬂ/ti — ti—la for 1= 17 2, NN 7J\/v7 (28)

where 7;,_1 are N(0,1) independent normally distributed numbers for i =
1,2,...,N. The values W(¢t;), i« = 0,1,..., N determine a Wiener sample
path at the points {t;}2Y . As discussed in later examples, using these N + 1
values, the Wiener process sample path can now be approximated everywhere
on the interval [to, tn].

Another interesting way to generate a Wiener process, which uses a count-
able number of normally distributed random variables is the Karhunen-Loeve
expansion [69, 70]. The Karhunen-Loéve expansion is derived from a Fourier
series expansion of the Wiener process and has the form

= 2V2T [ (2n+)nt
W(t)_z(2n+1)7rnnsm(( ;T) > (2.9)

n=0

for t € [0,T), where 7, are independent identically distributed standard nor-
mal random variables, i.e., n, ~ N(0,1) for n = 0,1,.... Indeed, 7, in (2.9)
is given explicitly by

_ @nt+Dm (T _((2n+ D)t B
= oipTEe W (t)sin ) dt for n=0,1,2,....

This integral will be considered in Example 3.4 in the next chapter. To see
that the series (2.9) has the required properties of the Wiener process, let
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YovaT . [((2n+D)nt
t);)@nﬂ)w""sm( oT )

be the Nth partial sum of this series. It is easy to show that Sy (t) € Hry for
each t € [0,7] and that {Sx(¢)} is Cauchy in Hilbert space Hry. (Recall the
definition of Hilbert space Hgry in Section 1.6.) Therefore, Sy (t) — S(t) as
N — oo in Hpy for each t € [0,T]. Indeed, as n,, ~ N(0,1) for each n, then
Sn(t) ~ N(0,0%(t)) where

2 i 8T .o (2n+1)mt
o) =t= > (2n+1)2728m( oT )

noting that

) (2n + )7t
5sin
2n +1)2 2T

2n—|— 1)2 (1 T <(2n J;z{)%t))

for 0 <t < T. In addition, it can be shown using the trigonometric identity

i

1 1 1 1
sin(at)sin(as) — sin?(at) = icos(at —as) — icos(at + as) — 3 + §cos(2at)

that
E((S(s) = S(t)S(t)) =0 for s>t

Notice that at each ¢t € [0,T], W(t) € Hry. In addition, W is continuous
in the mean square sense but does not possess a derivative. To see continuity
of W, consider

W (t + At) — W(B) |2 = E(W(t+ At) — W (1))* = At.

Thus, |W(t + At) — W(t)||lry = VAt so given € > 0 there is a § > 0 such
that ||W(t + At) — W(t)||rv < € when At < §. However, as

2

Wt + At) — W (t)
—

there is no F(t) € Hry such that

2

—0 as At—0.
RV

’W(t—i—At)—

W (t)
A - I(t)

It is useful to discuss expectations of functions of W(t) for 0 < ¢ < T.
First, recall that
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__ 1 —(z—y)®
p(t,x,y) = W exp <2t| for T,y S R

is the probability density of normally distributed random variables with mean
y and variance [t|. Let W(t) be a Wiener process on [0, T]. Clearly, for ¢, €
[0,7] and G : R — R,

E(G(W(tl))) = / G(l‘l)p(tl,l'l,()) dl’l.

— 00

In addition,

z1

P(W(tl) § Zl) :/ p(tl,IL’l,O) dl‘l.
Now consider a partition of [0,7], 0 = tg < t; < tg < -+ < ¢ < T. For
G:R? - R,

E(G(W(tl),W(tg))) = /oo /oo G(.’L‘h.’lﬁg)p(tl,$1,0)p(ﬁ2—t1,1‘27$1)dﬂ?l d.’JSQ.

Furthermore, for G : R¥ — R,
1), W(ta), ..., W(ty))) =

/ / G(z1,...,xk)p(t1,21,0) ... p(tg — th—1, T, Tp—1) dT7 . . . dy,.

The densities p(ty — tm—1, Tm, Tm—1) for m = 1,2,3,...,k define a set of
finite-dimensional probability measures on R¥. The probability distribution
on this partition satisfies

Ft1t2 21,2’2, . = P(W(tl) < Z1y .- ,W(tk) S Zk) (210)

Zk Zk—1 Z1
/ / / p(t1,21,0) ... p(tk — tk—1, Tk, Th—1) dx1 . . . dT.

It is interesting that this probability measure can be extended through finer
and finer partitions to all [0,7] where the measure is identical to the finite-
dimensional measure for any partition 0 = tg < t; < to < --- <t < T of
[0, T]. As these finite-dimensional probability measures satisfy certain symme-
try and compatibility conditions [41, 92], Kolmogorov’s extension theorem can
be applied which says that there exists a probability space and a stochastic
process such that the finite-dimensional probability distributions are identi-
cal to those defined above. The stochastic process is the Wiener process or
Brownian motion W (t) and over any partition of [0, T, the finite-dimensional
distributions of W (t) reduce to expression (2.10).

Finally, consider the transition probability density p(y,t,z,s) for the
Wiener process from x at time s to y at time ¢. In this case,



2.4 A Hilbert Space of Stochastic Processes 45

ply.t,.s) = %exp <—<x—y>2>

orft — s|)1/2 20t — 5|

and clearly p(y,t,z,s) = p(y,z, |t — s|) so the Wiener process is a continu-
ous homogeneous Markov process. In addition, one can directly verify the
Chapman-Kolmogorov equation for this transition probability, that is, for
s<u<t,

o
p(y,t,x,s) = / p(z,u,z, $)p(y,t, z,u) dz.

— 00

2.4 A Hilbert Space of Stochastic Processes

It is useful to define a Hilbert space of stochastic processes. This space is
needed in Chapters 3 and 4 for discussing stochastic integrals and stochastic
differential equations. For example, demonstrating convergence of a sequence
of stochastic processes can be facilitated if the sequence is in a Hilbert space.
In particular, Cauchy sequences in the Hilbert space will converge in the space.
In this section, a metric space consisting of elementary stochastic processes
will be described first. This space will then be completed to a Hilbert space
and the set of elementary stochastic processes will be dense in the Hilbert
space.

Consider continuous stochastic processes defined on the interval [0, 7] and
probability space (£2, A, P). Let f(t) = f(t,w) be an elementary stochastic
process which is a random step function defined on [0, T] x (2. That is, f has
the form

N-1
f(tv“U) = Z f(tivw)li(t)’
=0

where 0 =ty < t; <ty < --- <ty =T is a partition of [0, T] and I;(t) is the
characteristic function

N —1.

*

_ 1 for ti§t<ti+1 -
IL(t) = {07 otherwise for i=0,1,2,..

Recall from Section 1.6 that Hpy is a Hilbert space of random variables. It
is assumed that the random variable f(t;,-) € Hry for each t;, in particular,
E(f%(t;)) < oo for each i. Now, the metric space Ssp is defined as

Sgp = {random step functions f(t,w) defined on [0,7] x 2 such that
Jo B0 dt = S50 B(F(8)) (ti1 — 1) < oo},

On Sgp, the inner product (-,-)gp is defined as

(f.9)sp = / E(f(H)g(t) dt
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and the norm is defined as

Ifllsp = (f. F)§p = (/ E|f(t)2dt>
0

The space Sgp is a metric space with the metric || - ||sp. However, Sgp is
not complete and it is straightforward to show that not all Cauchy sequences
converge in Sgp. This space can be completed by adding to it additional
stochastic processes. The completed space is defined as Hgp and Sgp is dense
in Hgp. That is, given f € Hgp and given € > 0 there is a g € Sgp such that
IIf — gllsp < €. In the act of completing Sgp, many stochastic processes may
be added to Sgp to form Hgp.
Suppose, for example, that a stochastic process f(t,w) satisfies, for some
positive constants k; and ko, the inequalities | f(0)[|%, < ki1 and || f(t2) —
(tl)HRV < k2|t2 — t1| for all t1,t5 € [0 T] Then, f € Hgp and fN(t w) =
Efv 01 f(ti,w)I;(t) forms a Cauchy sequence in Sgp C Hgp that converges to
f. Indeed,

1/2

T T
||f||§p§2/ Elf(t)—f(O)IthJr?/ E|f(0)[* dt < koT? + 21 T
0

In addition, Fubini’s theorem [41, 65, 73] states that

/E\f )| dt = E/ t)|dt and /E|f )Pdt = E/ t)|? dt.

For f € Hgp, the Cauchy-Schwarz inequality, |(f,9)sp| < |[fllspllgllsp, is
very useful and written explicitly has the form

T 1/2 T
' s(/ Ef(t)th) (/ E|g<t>|2dt)

Thus, for example, applying the Cauchy-Schwarz inequality and Fubini’s
theorem,

E/ t)| dt = /E\f |dt<T1/2</ E|f(t) 2dt>1/2.

Furthermore, the triangle inequality, ||f + gllsp < ||fllsp + |lgllsp, for f,g €
Hgp is explicitly

T 1/2 T 1/2 .
(/ Elf(t)+g(t)2dt> s( / E|f<t>|2dt> +</ E|g<t>|2dt)
0 0 0

Sometimes it is useful to apply a set of stochastic processes which are even
more elementary than those in Ssp. Let Ssp C Ssp be the set of simple
random step functions. That is, f € Sgp has the form

1/2

1/2
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N—-1 M
ft,w) =D fij(w)Ia,L;(t), where A;€ A
i=0 j=1

As simple functions are dense in Hgy, 5’5 p is also dense in Hgp.
Several examples help to clarify Hilbert space Hgp. First, for emphasis:

Hgp is a Hilbert space of Stochastic Processes

/
with norm || f|lsp = (fOTE\f(t)Pdt)l i

Ezxample 2.8. A converging sequence of stochastic processes
Define the stochastic process fn(t) as

N-1 T

fn(t) = ; Li(t)W(t;), where h= N

Clearly, fy € Hgp for each N. Also,

and t; =d¢h for ¢=0,1,... N.

=0
T N—1 N=1 o,
:/ > (= t)i(t)dt = / (t —t;)dt
0 =0 i—o Jti
N-1 h2 T2
- 1=0 ? B ﬁ

Since ||fn — Wllsp — 0 as N — oo, the sequence of stochastic processes
{fN}F_, converges to W in Hgp.

Example 2.9. Another converging sequence of stochastic processes
Let W € Hgp be a Wiener process on [0, T]. Define the stochastic process
X, (t) in the following way:

n—1

Xn(t) = W(t) for n=1,2,....

n
Then

T2

T T
X, = WiEe = [ BOG0O) - WeRde= [ BOW0)R i = o

Thus, X,, converges to W in Hgp as n — oo.
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Example 2.10. Integration of a function of a Poisson process

Consider J(e=*) = fOT exp(—X(¢)) dt where X is a Poisson process with
intensity A on the interval [0, T]. Suppose that X (¢) experiences unit increases
at the times t; < to < t3 < --- <tny—_1 on [0,7] and let tg = 0 and tx = T.
Then X (t) can be written in the form

X(t)=1i for t; <t<tiys for i=0,1,...,N—1.

Then, it is easily seen that

T i+1
J(e_X):/O exp(—X(t)) dt = Z/ exp(—i) dt = Zexp (tig1—ti).

Furthermore, it is interesting that

g T& ex
BOE) =8 [ en(-x)i- | gexm—nw a
— exp(—i) [T ; = exp(—i) [T, .
zgeplp /0 () exp(~At) dtzgi!&) /0 (@) exp(—) da
= exp(—i)B;(AT) T
= ; — where B;(A\T) = /o z' exp(—z) dx.
Also, as T — oo, then B;(AT) — i! and E(fooo exp(—=X (1)) dt) _ )\(%;1)'

Example 2.11. A commonly used approximation to the Wiener process
Consider the interval 0 < ¢ < T and let t; = ¢th fori = 0,1,2,..., N where

h = T/N. Let W(t) ~ N(0,t) be a Wiener process. Define the continuous

piecewise linear stochastic process Xy (t) on this partition of [0, 7] by

tix1 —t t—t;
Hh + W(ti—‘rl)T

for t; <t < tjpq and i = 0,1,..., N — 1. Notice that Xy (t;) = W(¢t;) for
i=0,1,...,N and Xy(¢) is continuous on [0,77]. Also,

7+1 tlJrl t t—t; 2
XN = WEp = Z ti) =+ Wltip1)—— - W(1) | dt

-1

Xn(t) = W(t)

=

/tm E ((W(ti) — W) t"“h’ L (Wt - W)= “)2 dt

JIM

i=0 Jti
B N-l,2 T2
N 3 3N’

<.
(=)
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Thus, | Xy — W|%p — 0as N — oo, i.e., Xy — W in Hgp as N — oo. For
a large value of N, the graph of a sample path of Xy (t) is indistinguishable
from the graph of the corresponding sample path of W (t). The graph of a
Wiener process trajectory is often represented by plotting X (t) for a large
value of N. In Fig. 2.2 two Wiener process sample paths are plotted on the
interval [0, 10]. (In this figure, two sample paths X1900(t) are actually graphed
where the recurrence relation (2.8) is used to generate the 1000 values W (¢;)
for i =1,2,...,1000 for each Wiener process trajectory.)

Two Wiener Trajectories

Time t

Fig. 2.2. Two Wiener sample paths on [0,10]

A few additional properties of stochastic processes in Hilbert space Hgp
are useful. First, if X € Hgp, then fOT E|X(t)]?dt < oo which implies that
X(t) € Hgry for almost every t € [0,7]. In addition, if {X,,}>°, C Hgp
converges to a stochastic process X € Hgp, then | X,, — X||sp — 0 as n — oc.
Hence, E|X,,(t) — X (t)|*> — 0 for almost every ¢ € [0, T]. That is, convergence
in Hilbert space Hgp implies convergence in probability on [0, T]. Specifically,
| X7 — X|lsp — 0 as n — oo implies that for any € > 0, P({w : | X, (t,w) —
X(t,w)| >€}) =0 as n — oo for almost every ¢ € [0, T].

Now, suppose that X(0) € Hgy and X € Hgp satisfies

X (t2) — X (1) Ry = E|X(t2) — X (t1)]* < Klto — t1]

for any t1,t2 € [0,T] for a constant K > 0. Then a bound on || X||sp can be
found and X is continuous on [0, 7] with respect to the Hgy norm. First, if
X(O) € Hgy, then X(O) € Hgp and

KT2 1/2
IXlsp < 1X = XOllse + 1XOlse < (55- )+ 71X O) v
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2\ 1/2

Thus, || X|[sp is bounded by + T2 X (0)|| gy . Also, it is easy to

see that X is continuous on [0, 7] with respect to the Hgy norm. Given € > 0,
then
X (t2) — X(t1) | rv < K'2[ty —to] /2 < e

whenever |t; — to] < €2/K.

Finally, it is useful to present some terminology used in the literature
regarding the Hilbert space Hgp that is applied in Chapters 3 and 4 for
It stochastic integrals and differential equations. Let W (t,w) be a Wiener
process defined on a probability space (2,4, P). Let {A(t) : 0 < ¢t < T}
be a family of sub-o-algebras of A satisfying A(t1) C A(t2) if t1 < t2, W(¢)
is A(t)-measurable, and W (t + s) — W (t) is independent of A(t). A(t) is the
o—algebra of events generated by the values of the Wiener process until time ¢
[70]. A stochastic process f(t,w) is said to be adapted [40, 92] to A(¢) if f(¢,-)
is A(t)-measurable for almost all ¢t € [0,T]. If f is measurable on [0,T] x {2,
then f is said to be nonanticipative [40, 41]. A nonanticipative function f(¥)
is independent of a Wiener increment W (t+s) — W (t) for s > 0. Furthermore,
the Hilbert space Hgp is the set of nonanticipative stochastic processes f such
that f satisfies fOTE\f(t)P dt < .

2.5 Computer Generation of Stochastic Processes

It is useful to consider how stochastic processes can be computationally sim-
ulated using pseudo-random numbers. First, consider simulation of a discrete
stochastic process, in particular, a Markov chain {X,} on 0 = t; < t; <
ty < --- <ty =T where Xg = 29 and X, is a discrete random variable for
each time t,, n=0,1,..., N. Specifically, X,, € M ={z_,1, 2—m+1,- -+, Zm}-
Suppose that the transition probability matrix

P, =[p")] where pi") = P{X,11 = z]X, =z}
depends on time t,. Consider generation of one trajectory or sample path
{Xn, 0 < n < N} At time tg, Xo = 2o. To find X;, pé?} are first computed
for j = —m,—m + 1,...,m. Next, a pseudo-random number 7y uniformly
distributed on [0, 1] is generated. Then, r( is calculated so that

ro—1 0

0 0
> oph)<m< Y P
j=—m j=—m

Finally, X, is set equal to z,. To find Xo, pf,i),j are computed for j =
—m,—m—+1,...,m. Then, 1 uniformly distributed on [0,1] is generated and

rq is calculated so that
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7’171 T1

1) 1)
D Py <mE D Py
j=—m j=—m

Then X5 is set equal to z,,. These steps are repeated N times to give one
realization {Xj Y of the discrete stochastic process.

Now consider generating a trajectory for a continuous Markov process
{X(t),t € [0,T]}. Generally, as illustrated in the examples described in this
section, trajectories of continuous processes are determined at a discrete set
of times. Specifically, a trajectory X (¢) is calculated at the times tg,t1,...,tN
where 0 = tp < t; <t < --- <ty = T. Then, X (t) may be approximated
between these points using, for example, piecewise linear interpolation.

Ezxample 2.12. Simulation of a Poisson process

Consider a Poisson process X (t) with intensity A. Recall that the process
X (t) equals the number of observations in time ¢ where the probability of one
observation in time At is equal to AAt + o((At)?). From Example 1.4, we saw

that
(A"

nl

P(X(t) =n) =exp(—X\t)

Consider now simulating this continuous stochastic process at the discrete
times ty = kh for k =0,1,2,..., N where h = T/N. Let

X(tgs1) = X(tx) + 7 for k=0,1,...,N—1, where X;, =0

and the random numbers 7y, are chosen so that

Ah)™
P =n) :exp(—)\h)( ') for n=0,1,2,....
n!
Then, X (¢) are Poisson distributed with intensity A at the discrete times
to,t1,...,tn. Notice that to find 7 given 7 uniformly distributed on [0, 1],
one uses the relation
M — i Mk i
(Ah)? (Ah)?
T Smes ZOeXp(—Ah) T
=

1
exp(—Ah)
=0

Example 2.13. Simulation of a Wiener process sample path

Consider the Wiener process W (t) on [0, T]. Consider simulating this con-
tinuous stochastic process at the discrete times ty = kh for £ =0,1,2,..., N
where h = T/N. Let

X(tgs1) = X(tx) +mp for kE=0,1,...,N -1,

where X, = 0 and 7, are normally distributed numbers with mean 0 and
variance h. As in the previous example, each sample path of the continu-
ous stochastic process is computed at the discrete times tg,%1,...,tn. Thus,
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W(ty) = X(tx) for k =0,1,2,...,N. To estimate W (t), at a time ¢ # ¢, for
any k, a continuous linear interpolant can be used as was shown in Example
2.11. In particular,

tr —t t—t
B X (ten)

W(t) ~ X(tk) for try <t < tk—l—l-
Example 2.14. Simulation of a Wiener process by a discrete process

Let t, = kh for k = 0,1,2,..., N where h = T/N. Define the discrete
stochastic process {X,,}N_, on the partition 0 = tg < t; < --- <ty =T
in the following way. Let Xy = 0 and let the transition probabilities p;; =
P{X, 41 = ké|X,, =id} be

AAL/252, for k=i—1
pik(t) =14 1—NAt/6?, for k=1
AAL/252, for k=i+1

assuming that AAt/§? < 1. Then, as explained in Section 2.2, the probability
distribution for X}, as At — 0 satisfies the forward Kolmogorov equations

dpr(t) A (pk-i-l(t) — 2pi(2) +pk—1(t))

dt 2 52

where pg(0) = 1 and pi(0) = 0 for k # 0. For § small, pi(t,) = P(X(t,) = ko)
approximately equals p(t,,k0)0 where p(t,z) satisfies the partial differential
equation

Ip(t, x ) 02 t,x .
p(at ):5 g;z) with  p(0,z) = d(x - 0).

Solving this partial differential equation gives

1 x?
pte) = oz P\ ax )

In particular, for A = 1, At/§? < 1, and At small, X,, is approximately
normally distributed with mean 0 and variance nAt. Furthermore, X,, — X;
is approximately normally distributed with mean 0 and variance (n — j)At
and is independent of X; — X,,, for j > [. Indeed, {X, }__, approximates a
Wiener process on the partition 0 =ty <t; < --- <ty =7T.

2.6 Examples of Stochastic Processes

Stochastic processes are common in physics, biology, meteorology, and finance.
Indeed, stochastic processes occur whenever dynamical systems experience
random influences. A classic physical stochastic process is radioactive decay
where atoms of unstable isotopes transform spontaneously to other isotopes.
Suppose that there are initially present ny atoms of a radioactive isotope. Let
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A be the decay constant of the isotope. This means that the probability that
an atom transforms in small time interval At is equal to AAt + O((At)?). Let
N(t) be the number of atoms at time ¢. Consider finding the expected number
of atoms at time ¢, i.e., E(N(t)). Let p,(t) be the probability that there are
n atoms at time ¢. Then, considering the possible transitions in time interval
At, one obtains that

Pt + At) = pu 1 (HA(n 4 1AL + pa(8) (1 — AnAt) + O((At)?).

Thus, letting At — 0,

dpz(,t(t) = —Mopn, (t) with p,,(0) =1 and
dpgt(t) =—dnpn(t) + AX(n+ 1)ppy1(t) with p,(0) =0 for 0<n < ng.

The expected number of atoms can now be computed as

AEV() _ 5 doa)

E(N()) = Z np,(t) and so
n=0

@ ="ar
This leads to
dE(N(1)) < dpat) <=
= = — 1
7 T;)n o ,;) An“p, (t) + 7;) an(n + 1)pny1(t)

— f: —\n?p,(t) + i A(n = 1)np,(t)

n=0 n=1

= ZO —Anp,(t) = —AE(N(t)).

n=0

Hence,
dE(N(t))
dt

So, E(N(t)) = noexp(—At) is the expected number of atoms at time ¢.

Population biology is rich in stochastic processes. Mathematical models are
useful for understanding these random biological processes. The birth-death
process, in itself, is a random process. Also, variability in the environment
introduces additional random influences which are time and spatially varying.
As a result, growth of a population exhibits random behavior. This random
behavior is exhibited in the Aransas-Wood Buffalo population of whooping
cranes [27]. These cranes nest in Wood Buffalo National Park in Canada and
winter in Aransas National Wildlife Refuge in Texas. The population size is
graphed in Fig. 2.3 over the years 1939-1985. This population of whooping
cranes will be studied in more detail in Chapter 4.

= —AE(N(t)) with E(N(0)) = no.
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Fig. 2.3. Aransas-Wood Buffalo population of whooping cranes from 1939 to 1985

Because of the actions of many different influences, weather is highly vari-
able and climatic quantities can be considered stochastic processes. Consider,
for example, the annual precipitation in Lubbock, Texas which is plotted in
Fig. 2.4 from 1911 to 2004. This data exhibits a Wiener-like behavior. The
rainfall data will be modeled in Chapter 5.

50

N
o
T

wW
o
T

N
o

Precipitation in Lubbock

-
o
T

1920 1940 1960 1980 2000
Year

Fig. 2.4. Annual rainfall (in inches) for Lubbock from 1911 to 2004

In addition to physical and biological phenomena, human activities such
as stock trading which are quantitative and involve many uncertainties can
exhibit a random behavior. Plotted in Fig. 2.5 are stock prices of Best Buy
Company and Mattel Inc. The stock prices are graphed as a function of trading
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day from January 13, 2004 to January 12, 2005. A model for stock-price
dynamics will be presented in Chapter 5.

50 100 150 200 250
Trading Day — 1/13/04 to 1/12/05

50 100 150 200 250
Trading Day — 1/13/04 — 1/12/05

Fig. 2.5. Best Buy Co. and Mattel Inc. stock prices from 1/13/2004 to 1/12/2005

Exercises

2.1. Consider rolling a die once each minute for t = 1,2,.... Define 2 =
{w1,wa,...,ws} where wy = k and P(wy) =1/6 for k =1,2,...,6. Define the
stochastic process, X, by X (t,w) = (k+1)/t2. Notice that X (¢) is a random
variable for each t € 7 = {1,2,...}. Calculate E(X(t)) and Var(X (t)).

2.2. Let 7 = {0,1,2,...} and define the stochastic process, X, on 7 by X (¢t +
1) =X(t)+y for t =0,1,2,... where v ~ U[0, 1] for each t and X (0) = 1.
Find E(X(¢)) and Var(X(t)). Notice that X is a continuous-valued discrete
stochastic process.

2.3. Let 7 = {0, At,2At,3At,...} and let t, = nAt for n = 0,1,.... Let
X, = X(t,) be a homogeneous Markov chain defined on 7. Assume that the
process X has the transition probabilities

1— At/2, for k=i
) At/4, for k=i—1
Pik =3 At/4, for k=i+1
0, otherwise.
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(a) Let pi(t) = P(X(t) = k) be the probability distribution for X at time ¢.
Assume that po(0) = 1 and pg(0) = 0 for k # 0. Show that the probability
distribution satisfies

At At At
pt+ 20 = (1= F) ) 405 4 a0 F
for k=...,—2,-1,0,1,2,....
(b) Show that as At — 0, then px(t) approximately satisfies
dpi(t) _ 1 (peni(t) = 2p0(t) +pra () o o 91012,
dt 4 12

2

1
(c) Show that p(t,z) = — exp(==) solves

vt '
Op(t,z) lazp(t,x)
ot 4 0Ox2
assuming initial condition p(0,z) = §(z — 0).
1
(dl) For £ small, p(t,z) = Wi exp( fz -~ 11 17) and thus, p(t, k) =
k2 k2 .
\/? ( ) for & % small. Show that py(t) = T (1 — 7) approximately

satisfies the differential equation in part (b) for ’% small.

2.4. Suppose that X (t) is the number of observations in time ¢ of a ran-
domly occurring phenomenon and the probability for zero observations in
time interval At is exactly equal to exp(—AAt) where X is a positive con-
stant. Derive the probability of one occurrence in time ¢. That is, derive
Py(t) = P(X(t) = 1) = At exp(—At). Note that Py(t+ At) = Py(¢ )exp( AAY)
and Pi(t + At) = Pi(t)Po(At) + Py(t)Pi(At). (Let At — 0 and find and
solve the differential equations for Py(t) and P;(t). Also note that P;(At) =
Pi(0) + P[(0)At + O((At)?).)

2.5. Let X(t) = ’7i+1(t — tl)/h + PYi(ti+1 — t)/h for ti S t § ti+1 for
i=20,1,2,...,N — 1 where h = T/N, t; = ih, and v; ~ U[-1/2,1/2] are
independent and identically distributed for ¢ = 0,1,2,..., N. Notice that X
is a continuous stochastic process. For At small compared with h, prove that
E((X(t+ At) — X (t))?) < (At)?/h? for any 0 < t < T. (Consider two cases:
t; §t<t+At§ti+1 and t; StSti—i-l <t+At<ti+2 for any Z)

2.6. The Wiener process has transition probability density

B 1 —(z —y)?
Pl :5) = Tt ayyiE O <2<zf—>> '
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Prove, by direct integration, that the Chapman-Kolmogorov formula

oo
p(y,t,x,s) = / p(z,u,x, $)p(y, t, z,u) dz

— 00

holds for this transition probability density.

2.7. Let
_ = 2VeT . ((2n+ 1)mt
WO =S () = By = 3 o mn (&)

where Sy () is the Nth partial sum of the Karhunen-Loéve expansion of W (%)
on [0,T]. Prove that |[En(t)||%, < 2T/(7?N) for 0 <t < T.

2.8. Define the stochastic process X on [0, T] by the formula

(tiy1 —)U; n (t —ti)Uis1

X(t) = A A for ti S t S ti+1
fori=0,1,...,N —1 where h =T/N, t; = ih, and U; ~ U|[0, 1] are indepen-
dent random variables for ¢ = 0,1,..., N. Find | X||sp.

2.9.Let 7 = [0,T], X € Hgp, and Xy, € Hgp for k = 0,1,2,.... Suppose
that | X (t) — Xn(t)||gy <t/N for 0 <t <T.
(a) Prove that || X — Xn|lsp < T°%/2/(NV3).
17T
(b) Prove that given € > 0, P(|X(t) — Xn(t)| > €) < SN?
€
Thus, for example, given € = 107° there is a value of N sufficiently large such
that P(|X(t) — Xn(t)| > 107%) < 107'2 for any ¢ € [0, T].

2
forall0 <t <T.

2.10. Modify the MATLAB program given below and graph three individual
Wiener process trajectories, the average of 200 trajectories, and the variance
of 200 trajectories from ¢ = 0 to t = 5. Use 500 points equally spaced on t = 0
to t = 5. Put all plots on one figure and hand in the figure.

% This program can be used to solve a system of SDEs.
% If al=0, a2=0, bll=1, b12=0, b21=0, and b22=1, then
% Wiener processes are plotted.

clear

clf

xx=56430. ;

n=500;

nrun=200;

t£=5.0;

h=tf/n;

hs=sqrt(h);
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x=linspace(0,tf,n);

y3=zeros(1,n);

y4=zeros(1,n);

ya=zeros(1,n);

yv=zeros(1,n);

sa=0.0;

sv=0.0;

for ii=1:nrun

for i=1:n-1
rr=random(xx) ;
xx=rr(3);
al=0;
a2=0;
bl1l=1;
b12=0;
b21=0;
b22=1;
y3(i+1)=y3(i)+al*h+hs*blli*rr(1)+hs*bl2*rr(2);
y4(i+1)=y4(i)+a2*h+hs*b21*rr (1) +hs*b22xrr(2);
ya(i+l)=ya(i+1)+y4(i+1) /nrun;
yv(i+1)=yv(i+1)+y4(i+1)*y4(i+1)/nrun;
end
sa=sa+y4(n)/nrun;
sv=sv+y4(n) *y4(n) /nrun;
end
set(gca,’fontsize’,15,’linewidth’,1.5);
plot(x,y3,’k-’,’linewidth’,1.5)

hold on
plot(x,y4,’k-’,’linewidth’,1.5)
hold on
plot(x,ya,’k--’,’linewidth’,1.5)
hold on

plot(x,yv,’k:’,’linewidth’,1.5)
axis([0,tf,-6.0,6.0])
xlabel(’Time t’)
ylabel(’Wiener Processes, Average, and Variance’)
hold off
Y
% Function random generates random numbers using
% the congruential generator xx=16807+*xx mod(2°31-1).
% The Box-Muller method converts to normal random numbers.
% xx=rand(3) is input to the function rand=random(xx) .
a=16807;
b=2147483647;
for i=1:2
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d=fix(a*xx/b) ;
xx=a*xx—-d*b;
rng(i)=xx/b;

end
p=3.141592654;
ul=rng(1);
u2=rng(2);
hlp=sqrt(-2.0*log(ul));
rand (1)=hlp*cos(p*2.0%u2);
rand (2)=hlp*sin(p*2.0%u2);
rand(3)=xx;

2.11. Suppose for interval [0,T] that f € Hgp and f,, € Hgp forn=1,2,....

Also, suppose that ||f — f,||%p < 6, where &, — 0 as n — oco. Let u, = {t €

[0,T]: E(f(t) — fn(t))? > V/d,} and define meas(uy,) = j;eun dt.

(a) Show that v/d, meas(un) < [ie, E(f(t) = fa(t))?dt < 6, and thus show

that meas(p,,) < /0, — 0 as n — oo.

(b) Show, using Chebyshev’s inequality, that P({w : |f(t,w) — fn(t,w)| >
1

€}) < 5 V6, for t ¢ p,. Notice that parts (a) and (b) imply, given € > 0 and
€

t € (0,77, that the likelihood decreases as n increases that the values on the

sample paths, f(t,w) and f,(t,w), differ by more than e.

2.12. Let X be a stochastic process on [0,7] and define the elementary
stochastic process Xy by Xy (t) = Zil\;)l X (t;)1I;(t), where

B 1, t,<t< tit1
Li(t) = {0, otherwise

h = T/N, and t; = ih for ¢ = 0,1,2..., N. Suppose that Xy € Sgp for
N = 1,2,..., and suppose given € > 0 there is an integer M such that
IX — Xnllsp < e for N > M. Let Y = G(X) define another stochastic
process where G satisfies the Lipschitz condition |G(r) — G(s)| < L|r — s| for
all 7,5 € R. Let Yi(t) = Yo" G(X(t;))Ii(t). Show that ||Y — Yx||sp < Le
for N > M. Hence, {Yy} are elementary stochastic processes that converge
toY in Hgp.

Computer Programs

Program 2.1. A computer program to generate Poisson processes

Listed is a MATLAB program that makes Fig. 2.1. A sample path is plot-
ted along with the average of nrun sample paths for a Poisson process with
intensity .
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% MATLAB program to plot a Poisson process.
% Function file unirand.m is needed.
% Function unr=unirand(xx) returns two numbers:
% unr(l) is uniformly distributed on [0,1], and
% xx is set equal to unr(2) for the next call to unirand.m.
% The average of nrun paths and one sample path are plotted.
% The program can readily be modified to plot two paths.
clear
clf
xx=4034218;
% xx starts the random number sequence
nt=500;
nrun=200;
time=10;
lambda=1;
% nt is number of time intervals, time is total time
% nrun is the number of different paths
h=time/nt;
tt=linspace(0,time,nt+1);
sm=zeros(nt+1,1);
s2=zeros(nt+1,1);
patha=zeros(nt+1,1);
pathb=zeros(nt+1,1);
for jj=1:nrun
y=0;
% y=0 is initial value for all paths
sm(1)=y;
s2(1)=y*y;
patha(1)=y;
pathb(1)=y;
for i=1:nt
unr=unirand(xx) ;
xx=unr (2) ;
% need xx=unr(2) for next call to unirand.m
if unr(1) < lambda *h
y=y+1;
end
sm(i+1)=sm(i+1)+y/nrun;
s2(i+1)=s2(i+1)+y*y/nrun;
pathb(i+1)=patha(i+1);
patha(i+1)=y;
end
end
set(gca,’fontsize’,18,’linewidth’,1.5);
plot(tt,patha,’-’,tt,sm,’~-’,’linewidth’,1.5);
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axis([0,10,0,10]);

xlabel(°Time t’)

ylabel (’Poisson Process - Unit Intensity’)
set(gca,’linewidth’, 1.5);

% Function file unirand.m generates random numbers using
% the congruential generator xx=16807*xx mod(2731-1).
% The random number unr(1) is uniform on [0,1].
% The value xx=unr(2) is input to the generator.
% Call using two statements: unr=unirand(xx); xx=unr(2);
function [unr] = unirand(xx)
a=16807;
b=2147483647;
d=fix(a*xx/b);
xx=a*xx—-d*b;
unr (1)=xx/b;
unr (2)=xx;
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Stochastic Integration

3.1 Introduction

Integrals of the form fat f(s,w)ds and fat g(s,w) dW (s,w) for a <t < b, where
f and g are stochastic processes on ({2, A, P), are studied in this chapter.
If f and g satisfy certain conditions and are stochastic processes in Hilbert
space Hgp, then the integrals will also be stochastic processes in this Hilbert
space. Properties of these integrals will be useful in the next chapter where
stochastic differential equations are discussed.

As stochastic differential equations are written in the form of stochastic
integrals, stochastic integrals are important in the study of stochastic differ-
ential equations and properties of stochastic integrals determine properties
of stochastic differential equations. It is assumed in this chapter that the
integrands are elements of Hilbert space Hgp. This assumption unifies and
simplifies the presentation of stochastic integrals and stochastic differential
equations. Many texts are available which present excellent introductions to
stochastic integrals such as references [20, 29, 40, 41, 42, 69, 70, 90, 92, 96].

In this chapter, It6 stochastic integrals are defined and some important
properties are examined. A method to approximate It6 stochastic integrals
is described. Stochastic differentials are described and the important It6’s
formula is derived. Application of 1t6’s formula in Chapter 4 enables cer-
tain stochastic differential equations to be solved exactly. Furthermore, 1t6’s
formula can be used to derive additional important results for stochastic
differential equations. Finally, another commonly used stochastic integral, a
Stratonovich stochastic integral, is briefly discussed.

3.2 Integrals of the Form f; f(s,w)ds

In this section, integrals of the forms J(f) = J(f)(w) = f;} f(s,w)ds and
J(HE) = J(fH)t,w) = f(j f(s,w)ds for a < t < b are defined and studied.

63
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These integrals are mappings from the Hilbert spaces Hgp to Hgry or Hgp to
Hgp, respectively. That is, for f € Hgp, the first integral is a random variable
in Hpy while the second integral is a stochastic process in Hgp.

In this section and the next section, three conditions are assumed on
the stochastic process f, in addition to f € Hgp. These conditions are the
following:

Condition (c1): f(a) € Hry. Hence, || f(a)||%y, = E|f(a)|* < k; for a posi-
tive constant kj.

Condition (c2): | f(t2) — f(t1)||Ry = E|f(t2) — f(t1)|* < kalta —ti] for any
t1,ta € [a,b] for a positive constant ko.

Condition (¢3): {is nonanticipating on [a,b].

Notice that if f € Hgp satisfies (c1) and (c2), then ||f(t)||rv < k%/Q(b —
a)'’? + || f(a)||ry for any t € [a,b]. This boundedness property follows from
the triangle inequality ||f(¢)|lrv < ||f(t) — f(a)|lrv + || f(a)||rv. The third
condition, that f is nonanticipating on [a,b], means essentially that f(¢,w)
does not depend on time t' for t' > t. Hence, E(f(t)(W (') — W(t))) =
E(f@)EW({')—W({)) =0 for all @ <t < ¢ < b. For example, fi(t) =
3cos (W2(t)) + 4W (t) — 5t is nonanticipating while fo(t) = W((t +b)/2) i
anticipating for a < t < b. Indeed, E(fi(t)(W(t') — W(t))) = 0 for t' > ¢
while

»n

, t—t, for t<t < (t+b)/2
E(LOW(E) -W(1) = { G0/ fo (14 b)/2(§ ¢ )S/b.

To motivate the definition of J(f) = J(f)(w) = f; f(s,w)ds for f € Hgp,
the integral for a step function approximation to f is considered. Recall that
the set of step functions Sgp C Hgp isdense in Hgp. Let a =tg <t; < --- <
tim—1 <ty = bbe of a family of partitions of [a, b] where max [t; —ti—1| — 0

as m — oo and let

- 1 for t; <t <ti+1
Lit) = {O, otherwise

fori=0,1,2,..., N — 1. Furthermore, let

Ju

m—

fm(t,w) = Zfi(m)(w)li(t), where, fi(m) € Hgy foreach ¢ and m

1=

be a sequence of step functions in Sgp that converges to f. That is, given
€ > 0 there is an M > 0 such that

\f = fmllsp <€ when m > M.

Before continuing, the integral of step function f,,(t,w) is defined in a
standard way [73].



3.2 Integrals of the Form f: f(s,w)ds 65

Definition 3.1. Let f,,(t,w) = ZZ_OI fi(m) (W)I;(t) be an element of Sgp.
Then the integral f; fm(8)ds is denoted as J(fm) and is defined as

b m—1
Tem) = [ dn)ds = 3 10 (b~ 1),
a i=0

Notice that J(f,,) € Hry since by the Cauchy-Schwarz inequality,

2

b m—1 m—1
1T (f) e = E / Fu(s)ds| < D" (b —t)E D [F™ (tipr — 1)
a =0 1=0

b
— (- a)E / ()2 ds = (b= a)l|funllZp-

Also, notice that {J(fim)}5o_; is a Cauchy sequence in Hgy and therefore
has a limit in Hry. To see that {J(f)}>_; is a Cauchy sequence in Hpry
consider

2

b
1T () = Ty = E / Fn®) = fa(®)dt| < (b= )| — ful2

The right-hand side can be made arbitrarily small as {f,,}5°_; is a Cauchy
sequence in Hgp. Thus, J(f,,) converges in Hry as m — oo. This limit is
defined to be J(f). This discussion is summarized in the following definition.
Definition 3.2. Given f € Hsp and a sequence {f,}5°_, in Ssp such that
lf = fmllsp — 0 as m — oo, then the integral f; f(s)ds is denoted as J(f)
and is defined as

m—1

b b
36 = [ sds =t [ pa(s)ds = tim Y £ (i - 1),

=0

A useful inequality follows from this definition. By definition, if ||f —
fmllsp — 0, then fab f(s)ds = lim,,_ o fj fm(s) ds. However, by the Cauchy-

2
Schwarz inequality, E (fab fm(s) ds) < TffE\fm(s)P ds. Hence, for f €

Hgp, ,
b b
E(/ f(s)ds) gT/ Bl ()2 ds.

Also, notice for f € Hgp that satisfies inequality (c2), i.e., | f(t2) —
f@)%Ry = E|f(t2) — f(t1)]? < kalta — t1] for any t1,t2 € [a,b] for a
positive constant ko, then

m—1

b
[ eras= 1 3 sie)a,
@ i=0
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where At = (b — a)/m,t; = iAt + a, and the limit is in Hgy. This result
follows by letting f,,(t) = Z?;ol f(t:)I;(t) and seeing that ||f — fiml|lsp — 0
as m — 00.

Now consider integrals of the form J(f) = J(f)(t,w) = fat f(s,w)ds for
a <t <bwhere f € Hgp. In this case, the integral is defined as in Definition
3.2 for each value of ¢ for a <t < b. This integral, however, maps a stochastic
process in Hgp to another stochastic process in Hgp. Indeed, ||J(f)|sp <
(b—a)||fllsp/v2. To see this, the Cauchy-Schwarz inequality and Fubini’s
theorem are applied in the following argument.

”J(f)%P:/abE i 2dt</;E(/:If(s)lzds> (t—a)dt
< /f(t—a) (/abEﬂs)Pds) dt = <b—2a>2

In addition, it is useful to notice that J(f f f(s)ds is continuous in
Hpgy with respect to ¢ on [a, b]. To see thls note that

)ds

to 2
1T(F)(t2) — T(F) 2y = E ( [ s ds) < lts = 1] I

Consider now the following two examples.

Ezample 3.3. Integration of a function of a Wiener process
Consider J(e=") = fOT exp(—W (t)) dt where W (t) is a Wiener process on
the interval [0, T]. For this example, it is interesting that

E(J(e™™)) = E/ exp(—W (t) Z

Oko

[rEe [
= /OTet/th = 2(e7/2 - 1).

Example 3.4. An integral related to the Karhunen-Loéve expansion
Consider the integral

2n+ )7 /W Sm((2n+1)mf) it

In = “517273/2 oT

where n is a nonnegative integer. This stochastic integral appears in the sine
series expansion (Karhunen-Loéve expansion) of the Wiener process discussed
in Section 2.3. In this example, it will be verified that E(7,7,) = 0 when



3.3 It6 Stochastic Integrals 67

n # m and E(nynm) = 1 if n = m, i.e., E(unm) = dmn where 0., is the
Kronecker delta. As E(W (¢)W (s)) = min{t, s}, then

Eanm) = <2a;am) /OT sin (a,,s) l/os tsin (a,t) dt + /ST ssin (ap,t) dt] ds

20,0, /T sin (@, s) sin (am,s)
—_— ds
T 0 az,

202n+1) (T .
= m/o sin (a, ) sin (am, s) ds

= 5mn7

(2n+ 1)m
2T

where a,, =

3.3 Ito Stochastic Integrals

In this section, integrals of the form I(f) = I(f)(w f fls,w)dW (s,w)
and I(f)(t) = I(f)(t,w) = fat fls,w)dW (s,w) for a <t < b are defined
and studied. These integrals, like the integrals in the previous section are
mappings from Hgp to Hgy or from Hgp to Hgp, respectively. As in the
previous section, the stochastic process f € Hgp is assumed to satisfy the
three conditions (c1), (¢2), and (c3).

Consider the stochastic integral I(f) = I(f)(w f f(s,w)dW (s,w). As
was done for the stochastic integrals J(f) descrlbed in the previous section,
I(f) is first defined for elementary functions f,,, € Sgp C Hgp. In particular,

the integral fcd dW (t) is defined as W(d) — W(c) for a < ¢ < d < b. The inte-
gral fab fm(t) dW(t) is defined in Definition 3.5 Motivation for this definition
is given in the following argument. Notice that

I(fm) = I(fm)(w)
pm—1

/fmtdetw /me) £) dW (¢, w)

S W (tr0) — W(tw) = 3 7 (@) AW,
i=0 =0

where a = tg < t1 < -+ < tj—1 < t,, = b is a partition of [a,b], AW, =
AWZ((‘L)) = W(ti-‘rlaw) - W(tlvw)v and

o 1, for ti S t S ti+1
Li(t) = {O, otherwise

fori=0,1,2,...,N — 1.
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Definition 3.5. Stochastic integral for step functions For nonantici-
pating fm € Ssp where fn,(t,w) = Zm_l f(m) (w)I;(t) and fi(m) € Hgy for
each i and m, then the integral f fm(s)dW (s) is defined to be

=0

b m—1
1) = [ Fuls)aW(s) = Y £ AW,
)

where AW; = W (ti41) — W(t;).
Notice that I(f,) € Hry and

m—1 2 m—1
)3y = B[S 1™ awi| = ST ™ |3 At
=0 =0

b
:/Emﬁmﬁamﬁﬁ

where At; = t;41 —t; fori =0,1,...,m — 1. So, for f,, € Ssp, [ I(fm)||lrv =

[ fmllsp-
Now consider f € Hgp where f satisfies conditions (c1)—(c3). Define a

family of partitions of [a,b] by a = tém) < t§’") < oo < 0 = b where
t,Em) = i{At+a for i = 0,1,...,m and At = (b — a)/m. Define a sequence
{fm}?r?:O - SSP by

m—1

m m 1, for t(m) <t< t(m)
m(t, (t) where I™ ’
fm(t0) ; S (t)  where ()= {O, otherw1se

Notice that by condition (c2),
b
I = fallsp = [ BLO - )P

£(m) m—1 <m)

Z/(m) E|f(t) (t)|2dt§k22/(L

=0 tm)
Fa '~ (b—a\®  ka(b—a)?
2 &~ m N om

Thus, f, — f in Hgp as m — oo. The sequence {fn}°_, is a Cauchy
sequence in Sgp that converges to f € Hgp. Counsider I(f,) € Hgy for
m=0,1,2,... . In particular,

(t—t™yadt

b 2
11(fm) = I(fa)lly = E (/ (fm(t) = fn(t))dW(t)>

= ||fm_fn||25'p — 0 as m,n — 00.
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The sequence {I(fm)}5_; is a Cauchy sequence in Hgry and therefore has
a hmlt in H RV The above discussion leads to the following definition of

ff fOI‘fEHSP

Definition 3.6. Ité6 stochastic integral f: f(s)dW(s) Let f € Hgp
satisfy conditions (c1)—(c3). The integral f: f(&)dW (t) is defined to be

b m—1
1) =t [ @AW = i 356" (WL - WE™)),
“ i=0

m— 00

where tgm) =a+1 <bma> and the convergence is in Hgy .

Now consider stochastic integrals of the form
I(f)y=1(f)(t,w) = /tf(s,w)dW(s,w) for a<t<b, where fe€Hgp
and f satisfies conditions (c1)—(c3). As in the situation for the integral J(f),
this integral can be defined as in Definition 3.6 for each value of ¢ in [a, b]. In

this case, I is a mapping from Hilbert space Hgp to Hgp,i.e., I : Hsp — Hgp.
Indeed, using property (d) of Table 3.1,

(s ||spf/ = //E\f (5)2 dsdt < (b—a)| 13-

In addition, I(f)(¢ ) € Hpy for each t € [a,b] is continuous with respect to
variable ¢ on [a,b] in Hry. To see this, notice that by condition (c2)

-/ " Bl ()2 ds

t1

s)dW (s

2

" f(s) dW(s)

t1

(k) = I )y = E

to to
<2 [ B - felds+2 [ Blpt)2ds

tl tl
< ka(ta — 1) + 2{ta — ta| | £ (t1) v
< [t2 — 1| (5k2(b — @) + 4] f(a) [ 7ov/)

which follows from ||f(t)|rv < k3/*(b — @)Y/ + | f(a)||gv. In summary,

f f(s is defined in the following way.

Definition 3.7. Itéd stochastic integral fa f(s)dW (s) Let f € Hgp
satisfy conditions (c1)—(c3). The integral f; f(t) dW (t) is defined to be

m—00

1)) = 1)) = Tim S FE™D)W (D) — W),
0

t—a
where tEm) —a4+i <) and the convergence is in Hgy .
m
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Some important and useful properties of the integrals J(f) = f: ft,w)dt
and I(f) = f; flt,w)dW (t,w) for f € Hgp are listed in Table 3.1. The
integral J(f) satisfies properties (a) and (b) but not properties (c) and (d)
while I(f) satisfies properties (a)—(d). In properties (a)—(d), it is assumed that
f,g € Hgp satisfy conditions (c1)—(c3) and that ¢ is a constant.

Table 3.1. Some useful properties of [t6 stochastic integrals

Property
(@) I(f+g)=1(f)+1(g)
(b)  I(cf) = cl(f)
(c) E(I(f)) =0
(d) E|I(f f E|f(t)|? dt

Consider properties (c¢) and (d). To prove property (c), let
m—1

I(f) = lim I(f,), where fn( FE™Y ™ (1)

m— o0
=0

and (m) (m)
m m
I(m)(t): 1, for ti. <t <t

0, otherwise.

Then, given € > 0 there is an M such that [|[I(f) — I(fm)|lry < € when
m > M. By the Lyapunov inequality,

[BU(f) = I(fn)| < (BIL(f) = I(fm))"/? <€ when m> M.
In addition, it is clear that

E(I(fm)) = (Z f( t(m) AW) =0 for every value of m.

=0

Summarizing the above,
[EAUDI < IEUS) = I+ [EUT(fm))] <€ when m > M.

As e is arbitrary, E(I(f)) = 0.
To prove property (d), the above argument is continued. By the triangle
inequality,

()l v =) =I(fa)llrv < ) rv < M)l +IT(F) =1 (fm) [ RV

Thus,
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H(fr)llry —€ < [[I(Hllrv < [[I(fm)llrv +€ when m > M.

However, it is straightforward to see that

1/2
[L(fm)llrRv = (Z E|f(t} 1(m) |2b )

/2

(/ E|f(t |2dt> as  m — oo.

2

Since € is arbitrary,

b b
D2y =E| [ r@awe)| = / BI ()2 dt

which completes the proof of property (d).

Example 3.8. Mean and mean square of a stochastic integral
Let I(f) = fol t dW (t). Then, by the properties (c) and (d) of It6 integrals,

1
BI(f) =0 and E(I(/)]) = / 2= L

Ezxample 3.9. Mean and mean square of a stochastic integral
Let I(f) = fol W (t)dW (t). Then, by the properties (¢) and (d) of It6
integrals,

E(I(f)=0 and E(I(f /E|W )2 dt = /tdt:,

Ezxample 3.10. An important double stochastic integral
A double stochastic integral that is commonly seen in numerical methods
for solving stochastic differential equations [69, 70, 90] is the integral

1(1,2) :/twt /t AW, (r) dWa(s),

where W; and W5 are two independent Wiener processes. This double integral
cannot be evaluated exactly so approximations must be used to estimate the
integral. One approximation is [90]:

M-1 ;44 ti

= Z/ / AW, (r) dWa(s)
i=0 “ti to
M—1

= S (W (h) — Walto))(Waltign) — Walto),

i=0
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where t; = t +iAt/M for i = 0,1,2,..., M so tg =t and tp; =t + At. The
purpose of this example is to show that

(At)?

2M

17(1,2) = I(1,2)[|%y = EI(1,2) - 1(1,2) =

indicating that the error in the Hgry norm is proportional to At/v/ M. To see
this result, consider

E|I(1,2) — I(1,2)?

M—=1 4, )
=F / [(W1(s) — Wi(te)) — (Wi(ts) — Wi(to))] dWa(s)
M-lZ=O %i+1 )
- Z E /t (Wi(s) — Wi(ts)) dWa(s)
Az/[_fl tita
= / EWi(s) — Wa(t:)]* ds
i=0 Yti
M-—1 tit1 1M—1 At 2 (At)Q
:i:O /t (S_ti)dSZQzZ;(M) = oM

Finally, recall that if f € Hgp satisfies condition (c2) on [a,b], then f(t)
is continuous in Hgy for a < t < b. Specifically, given ¢ > 0, there is a
0 > 0 such that [|f(t1) — f(t2)|lgy < € when [t2 — #1] < . In addition,
I(f)(t) = fat f(8)dW (s) is also continuous in Hgy for a <t < b as

2

V(F)(ta) - I(F) () [y = B ( [ i dw<s>) - [ Blrrar

< 2ty — ta]|| f (t) IRy + ka(ta — t1)?.

3.4 Approximation of Stochastic Integrals

It is useful for conceptual as well as practical purposes to understand how
stochastic integrals can be approximated. Consider first an approximation of
J(f) = f; f(t)dt, where f € Hgp satisfies conditions (c¢1)—(c3). Let a = tg <
t; < --- <ty = b be a partition of [a,b], where t; = a+iAt fori =0,1,...,N
and At = (b—a)/N. Let Jy(f) be an approximation to J(f), where

N-1
J(f) = In(f) =) f(t:)At.
=0

Then
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b N-1
/ fltydt =" f(t)At
a =0

2
1) = In(N)fy = E

N-1 it 2
—E|Y [ (0 - ) de
i=0 Jti
N—-1 tite
<b-aY [ B0 - e
i=0 /i
) i (b—a)3ks
< — — =
ka(b—a) 2 /tl (t—t;)dt 5N
implying that [[Jn(f) — J(f)llrv = (1/\f)
Now consider approximation of I(f f (@) ) for f € Hgp where

f satisfies conditions (c1)-(c3). Agam let a=ty) < t1 < <ty =bbea
partition of [a,b], where t; = a + iAt for i = O,l,...,N. Let In(f) be an
approximation to I(f), where

I(f) = IN(f) = Z f(t)n; and  n; = W(tip) — W(t;).

In calculating the error in this approximation,

N-1
() = In(NlRy = E f AW () = Y f(t:)
1=0
N-1 tit1 2
—£|> [ (0 - s av
i=0 Jti
N-1 tite
=y Bf(t) — f(t:)|* dt
i=0 Yt
N-1 ot —a 2 9
< ky ;/t (t—t;)dt = %

The approximation for this integral is also O(1/v/N) in the Hgy norm.

Notice that in either approximation, Jy(f) or In(f), the respective
integral is estimated for only one sample path. To approximate expecta-
tions involving stochastic integrals, many sample paths are needed. (Recall
Example 1.31.) For example, assuming that the expectation of a function g of
I(f) is to be estimated, then

M
B(g(1() = 17 > 9L (1)),
j=1
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where Ij(\?)(f) is the jth sample-path approximation for j = 1,2,..., M.
Consider the following example.

Ezxample 3.11. Approximation of an Ité integral

In this example, the stochastic integral fol t W (t) dW(t) is considered. The
expected value of the integral and the expected value of the square of the
integral are estimated using M = 1,000,000 sample paths. The number
of intervals used on [0,1] is N where N = 4,8,16,...,256. The preceding
approximate method is used, which for this problem, has the explicit form

E((I(f)*)=FE </01tW(t) dW(t))a

1] M o/N-2 @
N i N i N i N
~ (Zt§ WO WD) - WO >>)>

j=1 \i=0

EN) =1¢/N fori=0,1,2,..., N. Notice that (W(j)(tl(fl)) —

WO M) = 9 /\/N where n?) ~ N(0,1) and also that W& (M) =
W(j)(tl(-ﬂ)) + 7]1({ )1/ V/N. A computer program that performs this calculation
is listed at the end of this chapter. The calculational results are given in
Table 3.2 for M = 1,000,000 sample paths. Notice that the results improve
as N increases. The exact values are E(I(f)) =0 and E((I(f))?) = 0.25.

forao=1or2andt

Table 3.2. Calculated estimates of |E(I(f))| and E((I(f))?) for Example 3.11

Value of N [E(I(f))|  E((I(f))?)

22 0.00107 0.14071
23 0.00012 0.19151
2* 0.00069 0.21906
25 0.00038 0.23508
20 0.00007 0.24209
27 0.00001 0.24486
28 0.00002 0.24821

3.5 Stochastic Differentials and It6’s Formula

In this section, the following stochastic process is considered:

t
a

X(t):X(a)+/ f(s)ds—i—/ g(s)dW(s) for a<t<b,  (3.1)
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where f,g € Hgp, X(a) € Hry, and f and g satisfy conditions (c1)—(c3).
First, note that as fat f(s)ds € Hsp and fatg(s) dW(s) € Hgp, then X €
Hgp. Second, notice that if f (or g) satisfies conditions (c1)—(c3), then

1FOllrv < 1) = F@) v + If (@] rv < k(0 —a)? + || (@)l rv

for a <t <b. Therefore,
E|f2(t)] < 2ka(b—a) + 2| f(a) ||y for any ¢ € [a,b].

Finally, it is useful to notice that X (¢) is a continuous stochastic process
in Hgy for a < t < b. That is, given ¢ > 0, there is a § > 0 such that
IX(t1) — X(t2)|lgy < € when |t — ta] < 0 for t1,t2 € [a,b]. To see this,
consider

IX(t1) = X (t2) 7y = E

/: f(s)ds

<2ty — 1) / " E|f(s)[2ds+ 4 / Elg(s) — g(t)[>ds + 4 / " Blg(t)? ds

t1 t1 ty
(ta — 1) | flzp + 2ka(t2 — t1)* + 4(t2 — t1) Elg(t1)[?

(t — 1) (I3 + k(b — 0) + 4ll9(a) I ).

t

: f(s)ds+ / ) g(s) dW(s)

t1

2
+2F

2

<9p / “(9(s) — g(t) + g(tr)) AW (s)

t1

ta
<2
<2

Furthermore, notice that the preceding inequality implies that P(|X (1) —
X(t2)] > €) — 0 as |[ta — t1| — 0. That is, X has continuous sample paths on
[a, b] in probability.

If X satisfies (3.1), it is said that X satisfies the stochastic differential

dX(t) = f(t)dt+ g(t)dW(t) for a<t<b. (3.2)

An important result is Itd’s formula which says that a smooth function,
F(t,X(t)), of the stochastic process X (t) also satisfies a stochastic differen-
tial. The following two conditions on a function G : [a,b] x R — R are useful
in stating and proving this theorem.

Condition (c¢4): For function G : [a,b] x R — R, there exists a nonneg-
ative constant k3 such that for any t1,t; € [a,b] and any X € Hgp then

B|G(tz, X(t2)) = G(tr, X(0)* < ks (Jt2 — ta] + BIX(t2) = X(1)]?)

Condition (¢5): For function G : [a,b] Xx R — R, then G(a, X(a)) € Hgy if
X(CL) € Hgry.
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Theorem 3.12. (Ité’s Formula)
Let X € Hgp satisfy (3.1) for t € [a,b], where f and g satisfy conditions
(c1)—(c3) and

12O v, l9°Ollry < ks for ¢ € [a,b].

Let F be a function of t and x. Assume that F(t,x) has the continuous

derivatives

OF(t,z) OF(t,x) 0°F(t,x) 9°F(t,x) 9*F(t,x)
ot 7 ox 7 022 7 o2 7 Qxot

for t €la,b] and x €R

and that F and these derivatives satisfy conditions (c4) and (¢5). Suppose
also that the functions

2
p 2D L TS -y 210 2)
satisfy conditions (c¢4) and (c5). Let
- 2
ity = 20D gy P2) Loy TED)
and SF(t
g(t.2) = o 27

Then, F satisfies the stochastic differential

dF(t, X (t)) = f(t, X (t))dt + g(t, X (t))dW (¢). (3.3)

Proof. Let f(t) = f(t,X(t)) and §(t) = §(t, X (t)) where X (t) satisfies the
stochastic differential (3.1). It is readily seen that f and ¢ satisfy conditions
(c1)—(c3). Therefore, let Y (t) be the stochastic process in Hgp that satisfies
the stochastic differential

dY (t) = f(t)dt + §(t)dW(t) with Y (a) = F(a, X(a)).

t
a

Y(t)zF(a,X(a))—i—/ f(s)ds+/ (s)dW(s) for a<t<b.

Now notice that if a function G satisfies condition (c4) and X satisfies (3.1),
then there is a constant ks > 0 such that

E|G(t2,X(t2)) — G(t17X(t1))|2 S k5|t2 — tl‘ for any tl,tQ € [a,b].

Also, useful is the result that if G satisfies conditions (c4)—(c5) and X satisfies
(3.1), then there is a constant kg > 0 such that
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G, X()|lrv < k¢ for any ¢ € [a,b)].
Fix t € [a,b] and let t, = a + kAt, where At = (¢t — a)/m, and AW}, =
W (tgs1)— W(tg) for k =0,1,..., m. By Taylor’s Theorem, there is a number
0i,0 < 60 <1, such that

OF (tr, X (ty)) OF (ty., X (t1))

F(tk+1,X(tk+1)) = F(tk,X(tk)) + It At + O AX;,

1 2 82F(tk, X(tk)) 1 82F(tk + akAt, X(tk) + GkAXk) 2
+§g (t’“)—agﬂ At + 3 92 (At)

2
+a F(tk + HkAt,X(tk) + G‘kAXk) AtAX,
oxot

1 9 82F(tk —+ QkAt, X(tk) —+ HkAXk) 82F(tk, X(tk))
+§(AXk) < Ox? a 0z

1O%F (g, X(t
4y P (a2 - 20 20),

where
AXy = X(tey1) — X(te) = f(tr) At + g(ti) AW, + e,
trt1 tht1
= t) — f(t)) dt t) — g(te)) dW (),
o= [ - e [ o) - oty aw s
and by condition (c2),
lerll By < k2 ((AL)° + (A1)%).
Summing the Taylor expression from & =0,1,...,m — 1 yields
t t
F(t.X(0) - Fla.X(@) — [ fs)ds = [ as)aw(s)

=E™ )+ E{V () + -+ EGY (1),

where
B () = mz / (0F<tk,6§<<tk>> aF(téfa))) i
B 1) = 7:: (RO g - PO )
- [ (P (47 ) o
B () = ;m_ [ (PR ey - CEC D) a
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m e AR (e, X (¢ OF (t, X (t
B = > [ (P ) - SEEXO) ) v
k=0 k
m—1
m 1 O?F (ty,, X (t
g = 230 PP T ((ax 2 g2 ami?)
k=0
m—1
m 1 O2F (t), + 0, At, X (t1,) + 0, AX
B )<f>=§Z (tk + Ok 8t2(k) K ’“)(At)2
k=0
m—1 2
Eém) () = O*F(ty + GkAgtg(x(tk) + GkAXk)AtAXk
k=0
m—1
m 1 02 F(tk + QkAt,X(tk) + HkAXk) — F(tk, X(tk)
HEOEEDY ( 52 J(ax,?
k=0
m—1
Eﬁ)n)(t) _ 8F(tk,X(tk))6k.

ox

>
Il
=)

Subtracting Y (t) from the expression for F'(¢, X (t)) and using the triangle
inequality, it follows that

1Y (1)~ F(t. X)) v < ZHE (Ollgy forany t € [a,b,

But ||Ei(m)(t)||Rv — 0 as m — oo for each i, 1 < ¢ < 10 and for each t € [a, b].
Thus, F satisfies the differential (3.3).

To see that ||Ei(m)(t)||Rv — 0 as m — oo for each 1 <4 < 10, the terms
E£m) and Eém) are considered here in more detail. The other terms can be

be analyzed in a similar manner. For Eim), applying the Cauchy-Schwarz
inequality and condition (c3),

trt1 2
”E(m) HRV _ ( tka X(tx)) o aF(téf(t))) dt
m—1 t1 2 1/2 2
1/2 MCOF (b, X(tk))  OF(t, X (2))
=F ,;(At)/ </tk ( ot ot ) dt)
e O (b, X(t:)  OF(t, X (1) 2
(b=a) Z%/ ’ kat - ot dt
m—1

and so HE:Em)(t)HRV — 0 as m — oo.
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Now consider the term E?Em) (t). Applying the Cauchy-Schwarz inequality,

OF (e, X (k) o (AW3)”
— Y (tx) and ( YR 1), and the

— 1> = 0, it follows that

m— (Wgz(tk)> ((Az/tk)2 - 1) |

using the independence of

(AW},)?
At

fact that £ (

IES™ ()12 =

M

k=0
—1 2
1Y OF(tr, X(tr)) » (AW})?
T4 (At)*E ‘83:29 () E‘At_l
k=0
m—1
1 k2 (b — a)?
<= )=S0
< 348 3 (e = MG

where boundedness of processes satisfying conditions (c3) and (c4) was also
used. Thus, ||E§m) )||lry — 0 as m — oo.

Several examples are given here that illustrate the usefulness of 1t6’s formula.
Additional applications of It&’s formula are discussed in the next chapter.

Example 3.13. Simplifying an It integral
Consider the stochastic integral [; s dW(s). Let dX(t) = dW(t) so g =1
and f = 0. Let F(¢,2) = tz. Using Itd’s formula,

/Ot d(sW (s) W der/Otde()

Thus,
t
/de /W ) ds +tW(t).
0

Ezample 3.14. Evaluating an Ito integral
Consider the stochastic integral fot W(s)dW (s). Let dX(t) = dW (t) so
g=1and f =0.Let F(t,z) = 32°. By It0’s formula,

/Ot d (;W2(8)> = /Ot;der/ot W (s) dW (s).

| W aws) = 5w - wro) - 5.
0

Thus,

Ezxample 3.15. Simplifying a double stochastic integral
Let dX(t) = W(t)dt and X(0) = 0. Then f = W and g = 0. Let
F(t,x) = tx. Then by Ito’s formula,
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d(tX () = (X (t) + tW(¢)) dt.
Therefore,

tX(t) = ; X(s) ds—|—/0 sW(s)ds.

But X(t fo s) ds. Therefore, using Example 3.13,

/Ot /OSW(Z) dzds = t/ot W (s)ds — /Ot W (s) ds

— (t+1) /OtW(s) ds — LW (1).

3.6 Stratonovich Stochastic Integrals

Recall that the It6 stochastic integral is defined as

m—1
(m) N _ (m)
/ b AW (t) = i 3267 ) (V20 = W)
where tgm) =a+ (”_Ta)j for j =0,1,2,...,m and the sum converges in Hgy .

Also, as f(tgm)) and AWi(m) = (W(t(-m)) - W(tl(-m))) are independent, some

+1
useful properties are obtained such as

/ f(t)dw (t / E|f(t)|? dt.
However, it is important to be aware that there are alternate ways of defining
stochastic integrals. Besides the It6 stochastic integral, the most common

stochastic integral is the Stratonovich stochastic integral. The Stratonovich
integral is defined as

/f t) o dW(t —,,}znooZ (FE™) + D) (W) = wi™)),

where the symbol “o” is used to denote this integral as the Stratonovich
integral. In the summation, f(f(t(m)) + f(tffl))) and (W(tgfl)) W(t(,m)))

3
are not likely to be independent. Consequently, It6 and Stratonovich integrals
generally have different values.

Consider, for example, the integrals
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t t
/ W(s)dW(s) and / W(s) o dW(s).
0 0
By Example 3.14, we know that the value of the It6 integral is

/0 W(s) dW (s) = %(W2(t) —W2(0)) -

Now consider the Stratonovich integral. By the above definition of the
Stratonovich integral,

t . e 1 m m m m
[ W oaws = tm > 5 (Ve wa™) (waith - wie™)
= w3 L (W) - W)
=0
_ hm% (W2(t) — W2(0))

Hence, for this stochastic integral,

/WdW /W ) o dW(s) =

Throughout Chapters 4 and 5, It6 stochastic differential equations are
considered. It6 stochastic differential equations involve Itd integrals. The
modeling procedure described in Chapter 5 produces, in a natural manner, an
It6 stochastic differential equation model. However, Stratonovich stochastic
differential equations can be defined by using Stratonovich integrals rather
than Ito6 integrals. It is useful to be aware that It6 and Stratonovich stochastic
differential equations are closely related. In particular, if X (¢) satisfies the
Stratonovich stochastic differential equation

/ f(s, X (s d5+/ g(s, X (s)) o dW (s),
then X (t) satisfies the It6 stochastic differential equation

X0 =x0+ [ (16,3060 + 525Dy x00)))

—|—/0 g(s, X (s))dW (s).

In addition, this relationship can be extended [20, 41, 69] to systems of
Stratonovich and It6 stochastic differential equations.
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3.7 Multidimensional It6’s Formula

Considered in this section is the multidimensional stochastic differential
dX(t,w) = f(t,w)dt + G(t,w)dW (t,w) for a<t<b, (3.4)
where

X(t,w) = [X1(t,w), Xa(t,w), ... ,Xn(t,w)]T,

f(tvw) = [fl(t,w)7 fQ(t’w)v RN fn(tvw)]Tv
W(t,w) = [Wi(t,w), Wa(t,w), ..., W (t,w)]", and

(G(t,w));; = gij(t,w) where G(t,w) isan nxm matrix.

In particular, notice that W (t) is an m-dimensional Wiener process where the
elements W;(t) and W;(t) are independent if ¢ # j. Equation (3.4) can be put
in componentwise form as

dX7 (t, w) = fl (t, w)dt + i gij (t, w)de (t, w) (35)

fori=1,2,...,n, and, hence,

t t m
X;(t,w) = Xi(a,w) +/ fi(s,w)ds +/ > gii(s,w) dWj(s,w)  (3.6)
a a ,]21
fori=1,2,...,n
Now let F(t,X) be a smooth function of ¢ and X. That is, F : [a,b] x
HZp — R. Then, Itd’s formula can be generalized [41, 69, 70] in this multi-
dimensional setting to yield the stochastic differential for F' of the form

=1 j=1k=
+Zza gijd (3.7)
i=1 j=1

Consider the following example where n =1 and m = 2.

Ezxample 3.16. Ité’s formula applied to a multidimensional problem

Let dX1(t) = adWy(t) + bdWa(t) with X;(0) = 0 and where a and b
are nonzero constants. Let F(t, X;) = X2. Then, using Ito’s formula with
n=1m=2,f =0,911 = a, and g12 = b,
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d(X3(t)) = (a® +b%) dt +2a X1 (t) dWy(t) + 26X (t) dWa(t)

with X2(0) = 0. Thus, a stochastic differential for X? is readily derived by
applying It6’s formula. By continuing this example, using some of the results
obtained earlier, an interesting formula can be obtained. Hence, noting that
X1(t) = a(Wr(t) — W1(0)) + b(Wa(t) — W5(0)) and substituting this identity
into the integral fg dX3(s) = X2(t) — X?(0) leads to
(a(Wi(t) — W1(0)) + b(Wa(t) — Wa(0)))* = (a + b)t
t
+ 2@/ [a(Wi(s) = Wi(0)) + b(Wa(s) — W2(0))] dWi(s)
0

+ Zb/o [a(W1(s) — W1(0)) 4+ b(Wa(s) — Wa(0))] dWa(s).

4
Now using the relation fot W (s)dW (s) = $(W2(t) — W2(0)) — 2 which was
derived in Example 3.14, the following result is obtained that

2 (W1 () Wa(t) — / Wi (s) dWa(s / Wa(s) dWi (s).

Exercises

3.1. Consider the stochastic integral Fy = fo fn(t)dt where fx is the
stochastic process defined on [0,T] by the formula

(ti-i—l — t)UZ T (t - ti>Ui+1

In@t) = 5 5

for ¢ <t<tiq

for i = 0,1,...,N — 1 where h = T/N, t; = ih, and U; ~ U[—3, 3] are

independent and identically distributed random variables for ¢ = 0,1,..., N.
T

(a) Show that Fy = Z YU + Uiyr).

2N
(b) Calculate E(F%).
(c) Find an F € Hgry such that ||[Fy — F||gy — 0 as N — oo.

3.2. Prove that E(e="W®)) = ¢t/2. (Apply the Taylor expansion e~ =
Yoo (=W (t))7 /4! and use the formulas E(W (t))** = (1-3-5---(2k — 1))t*
and E(W(t))*+1 =0.)

3.3. Let I(f) = f()QeXp(—W(t)/ YdW (t). Find E(I(f)) and E((I(f))?).
(Use the relation E(exp(—W (t)) = exp(t/2).)

3.4. Approximate E((I(f))?) in Exercise 3.3 using the relation I(f) ~ Ix(f) =
Zi]\;f)l f(t;)AW; where t; = 2i/N. That is, use
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1 M | Mo /N-1 2
E((I(f (In;(f) = Vi Z (Z f(tiawj)AWi,j> )

]=1 j=1 \ i=0

where AW, ; = W (tit1,w;)—W(t;,w;). Use N = 200 and M = 20000. Modify
the MATLAB program listed below to perform the calculations. The program
approximates expectations of f02 f(W(t)) dt where the function f is specified
in the program. Hand in your calculational results along with a listing of your
program.

% Expectations of a stochastic integral are approximated.
% Matrix array operations are used for efficiency.
% nvec paths are simultaneously computed.
clear
randn(’state’,3)
for icase=1:5
nvec=10000;
nint=200;
time=2;
h=time/nint;
hs=sqrt(h);
w=zeros (nvec,1);
y=zeros(nvec,1);
for i=1:nint
r=randn(nvec,1);
tt=(i-1)*h;
f=w.*cos(w);
y=y + f.*r*hs;
w=wt+hs*r;
end
mean=sun(y) /nvec;
meansqr=sum(y.*y)/nvec;
check=sum(exp(-w)) /nvec;
disp((sprintf(’ \%12.0f’,icase)))
disp((sprintf (’ \%12.5f \%12.5f’ ,mean,meansqr)))
end

3.5. Consider the Stratonovich stochastic integral
/ ) edw(t) = lim, Z P+ FEED W) =W ™),

where tz(-m) =a+i(b—a)/mfori=0,1,2,...,m. Find E (f: f @) odW(t))

2
and E (f(f f(t)o dW(t)) when f(t) = 3tW(¢). Compare these values with
the values obtained for the corresponding It6 stochastic integrals.
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3.6. Suppose that X satisfies

t t

X(t)y=2+ / (35 4 exp(s?)) ds —|—/ cos(s) dW (s).

0 0
Let Y(t) = F(t, X(t)) = (2t + 3)X(t) + 4¢2. Find Y (0), f(s) and §(s) such
that , .

+/ f(s)ds —|—/ g(s) dW (s).
0 0

3.7. (a) Use Ito’s formula to show that

t t
FUAQIE = / %ew(s) ds —|—/ eV aw (s).
0 0

(b) Let 7(t) = E(e"®) and use part (a) to show that r(t) satisfies the initial-
dr(t
value problem :l(t) = Lr(t) with r(0) = 1. Thus, r(t) = E(e"'®) = ¢t/2,

2

3.8. Suppose that f € C* ([a, b] x R). Use a Taylor expansion in two variables
and the definition of the Stratonovich integral to prove that

E /abf(t,w(t)) OdW(t)] = ;/abE <8fg;’x) Mm)) dt.

3.9. Let Yp(t) = 1 for t € [0, 1] and define {Y;,}22; by the recurrence formula

1 t
Yn(t):1+§/0Yn_1(s)dW(s) for 0<t<1 and n=1,2,....

(a) Prove that {Y,,}5°; is a Cauchy sequence in Hgp. Thus, there exists a
Y € Hgp suchthatYn—>Yasn—>oo

(b) Use the equation Y (t) = 1+ 3 fo s)dW (s) to show that E(Y (t)) =1
and E(Y?2(t)) = et/%.

3.10. Consider the stochastic differential dX(t) = —4%dt + 5 dW(t), with
X(0) = 0. Thus, X (t) = —%t+ 3 W(t). Let Z(t) = eX®). Find the stochastic
differential for Z(t) using It6’s formula. Compare your result with the differ-
ential satisfied by Y'(¢) in Exercise 3.9. Explain what this means about Y'(¢)
in Exercise 3.9.

3.11. Approximate E((I(f))?) = E ((f02 eW(®)/2 dW(t))z) using I(f) ~
In(f) = Zﬁgl f(t;)) AW; where t; = 2i/N. That is, use
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M M /N-1 2
E((I(f))*) ~ % Z:(Iz\f,j(f))2 = % Z (Z f(ti7wj)AWi,j>

where AWZ'J = W(ti+1,w]') - W(ti,wj). Use N = 4,32,256 and M =
500, 5000, 50000 for a total of nine calculations. Modify the MATLAB program
listed below to perform the calculations. In the calculational results, there
are statistical errors and method errors. Explain your calculational results in
terms of these two kinds of errors. Hand in your explanation, calculational
results, and a listing of your program.

\% A stochastic integral is computed.
\% Matrix array operations are used for efficiency.
\’% nvec paths are simultaneously computed.
clear
randn(’state’,6)
nvec=50;
for i1=1:3
nvec=nvec*10;
nint=1/2;
for i2=1:3
nint=8*nint;
time=2;
h=time/nint;
hs=sqrt(h);
w=zeros (nvec,1);
y=zeros (nvec,1) ;
for i=1:nint
r=randn(nvec,1);
tt=(i-1)*h;
f=w.*w;
y=y + f.*r*hs;
w=wths*r;
end
mean=sum(y) /nvec;
meansqr=sum(y.*y)/nvec;
disp((sprintf(’ %12.0f %12.0f’,nvec,nint)))
disp((sprintf(’ %12.5f %12.5f’ ,mean,meansqr)))
end
end
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Computer Programs
Program 3.1. Solution of a stochastic integral f: F@t, W(t)) dW (t)

This Fortran program estimates the quantities FE (fab fE, W(t)) dW(t)) and

2
E (ff ft, W (t)) dW(t)) . For the code listed, the particular integral calcu-

lated is fol tW (t) dW (t). In the program, the value of j is the number of sample
paths. The value of n is the number of intervals. Output of the program is
listed following the program listing.

real*8 xx
¢ This program estimates a stochastic integral on [a,b].
xx=9055301.
a=0.0
b=1.0
j=1000000
aj=j
n=2
do 500 nn=1,7
n=2%n
Anna=n
h=(b-a)/Anna
hs=sqrt (h)
s1=0.0
s2=0.0
do 400 k=1,j
s=0.0
t=-h
w=0.0
do 300 i=1,n
t=t+h
call random(xx,randl,rand2)
call fcalc(t,w,f)
s=s+f*hs*randl
w=w+randlx*hs
300 continue
sl=sl+s/aj
s2=s2+s*s/aj
400 continue
write(6,200) n,j,sl,s2
200 format(3x,i8,3x,i8,3x,f10.5,3x,f10.5)
500 continue
stop
end
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subroutine fcalc(t,w,f)
f=t*w
return
end
subroutine random(xx,randl,rand2)
real*8 xx,a,b,d,rng(2)
a=16807.
ib=2147483647
b=ib
do 55 i=1,2
id=a*xx/b
d=id
xx=a*xx—d*b

55  rng(i)=xx/b
pi=3.141592654
ul=rng(1)
u2=rng(2)
hlp=sqrt(-2.0*alog(ul))
randi=hlp*cos (pi*2.0%u2)
rand2=hlp*sin(pi*2.0%*u2)

return
end
4 1000000 -0.00107 0.14071
8 1000000 -0.00012 0.19151
16 1000000 -0.00069 0.21906
32 1000000 0.00038 0.23508
64 1000000 -0.00007 0.24209
128 1000000 0.00001 0.24486
256 1000000 -0.00002 0.24821
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Stochastic Differential Equations

4.1 Introduction

In this chapter, It6 stochastic differential equations are studied. It is proved
under certain conditions that a unique solution to the stochastic differen-
tial equation exists in Hilbert space Hgp. Hilbert spaces Hry and Hgp
are used throughout this chapter to simplify the presentation of stochastic
differential equations and to unify the material in this chapter with that
of previous chapters. Several properties of stochastic differential equations
are derived. Then, applying these properties and Ito’s formula to certain
stochastic differential equations, exact solutions and moments of the solu-
tion are found. Several numerical methods for approximating solutions of
stochastic differential equations are described and computational examples
are presented. The forward Kolmogorov partial differential equation is derived.
The probability density of solutions to a stochastic differential equation sat-
isfies the forward Kolmogorov equation. In Chapter 5, a modeling proce-
dure is justified by studying the development of the forward Kolmogorov
equations as a discrete stochastic process approaches a continuous stochas-
tic process. Finally, a procedure is described for estimating parameters in a
stochastic differential equation, assuming that data are available at a dis-
crete set of times. There are many excellent texts on the theory, application,
and numerical methods for stochastic differential equations such as references
[11, 20, 29, 40, 41, 42, 60, 69, 70, 90, 92, 96, 100, 110].

An Ttd stochastic differential equation on the interval [0, 7] has the form

X(t,w):X(O,w)Jr/O f(s,X(s,w))der/O 9(s, X (s,w)) dW (s,w) (4.1)

for 0 <t < T where X(0,-) € Hry or in differential form

dX(t,w) = f(t, X (t,w)) dt + g(t, X (t,w)) dW (t,w) (4.2)

89
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for 0 <t < T with X(0,-) € Hgy. The function f is often called the drift
coefficient of the stochastic differential equation while g is referred to as the
diffusion coefficient. It is assumed that the functions f and g are nonanticipat-
ing and satisfy the following conditions (c¢6) and (c7) for some constant k& > 0.

Condition (c6): |f(t,x)— f(s,y)|?> < k(|t —s|+ |z —y|?) for 0 < s,t < T and
z,y € R.

Condition (c7): |f(t,z)|> <k(1+ |z|?) for 0 <t < T and z € R.

Before considering existence and uniqueness of solutions to (4.1), it is
useful to explore some of the properties of functions f and g that satisfy
conditions (c6) and (c7). First, let u(t) = f(¢, X (t)) and notice that condition

(c¢7) implies that u € Hgp when X € Hgp and, of course, the same holds for
function g. Indeed, for X € Hgp,

T
Jul2p = / EIf(t, X (1) de
T
S/ k(1+EX(@¢)[*)dt < KT +k|X|%p-
0

Now consider condition (c6). Condition (c6) implies that given ¢; € [0,7] and
€ >0, then ||f(t;,X) — f(t1,Y)|lsp < € when | X —Y|sp < § = ¢/k/2. In
addition, given X € Hgp and € > 0, then || f(t1, X) — f(t2, X)||sp < € when
[ta — t1] < § = €2/kT. To see the first inequality, consider

T
102, X) — F(00,Y) 2 = / E|f(t, X(8)) — f(t, Y () dt
T
< / FEIX() = YO dt = K[X —Y|3p.
0

Thus, if | X — Y||sp < €/k'/2, then | f(t1, X) — f(t1,Y)|sp < €. To see the
second inequality, consider

T
||f(t1,X)*f(t27X)||25P:/0 E|f(t1, X (1)) — f(t2, X (2)) dt
T
g/ EElts — ti]dt = KT|ts—t1].
0

Thus, if |t2 — t1| < €2/kT then ||f(t1,X) — f(t2, X)|lsp < €. Furthermore,
conditions (¢6) and (c7) are useful in applying Itd’s formula to (4.2) when
X € Hgp.
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4.2 Existence of a Unique Solution

In this section, we prove existence and uniqueness for X € Hgp that satisfies
(4.1) when f and g satisfy conditions (c6) and (c7). The solution is referred to
as a strong solution and has a unique sample path. In contrast, solutions are
unique in the weak sense if they have the same probability distribution even
though their sample paths may differ [70]. To show existence and uniqueness,
a Cauchy sequence of functions in Hgp will be constructed. The limit of
this sequence will be the solution of (4.1). The procedure employs a Picard
iterative sequence [41, 79).

Let the first element of this sequence be X(t) = X (0), where X (0) € Hpy
is the given initial condition. Notice that Xy, € Hgp. Define X;(t) by the
equation

X, () = Xo(t) + / £(s5, Xo(s)) ds + / 9(5, Xo(s)) AW (s).

As f and g satisfy conditions (¢6) and (c¢7) and Xy € Hgp, then X; € Hgp

and
X1 = Xollsp < (kT2 +27%) " (14 | Xol2) *

This inequality follows from the following argument.

2

T t t
||X1—X0||25P:/0 E’/O f(s,Xo(s))der/O 9(s, Xo(s))dW (s)| dt

. [ (E ) a
2 [ ' (¢ Bt xatspas + [ Blato, X as ) a

T
2 / (T + T2)(1 + | Xo|[2) di
0

2
+FE

IN

/ f(s, Xo(s))ds / g(s, Xo(s)) dW (s)
0 0

IN

IN

= k(2T% +2T°)(1 + | Xol[7y)-

Continuing this procedure, the sequence {X,,}3°2, C Hgp is defined recur-
sively for n > 1 as

X0 = X0+ [ Ko@) ds+ [ gl X () W)

To see that this sequence is Cauchy in Hgp notice that
t
X (0) = Xa(t) = [ (F(5:Xa5)) = £(5, X (5)) ds
0

+/ (9(s, Xn(s)) = g(s, Xn-1(5))) dW (s).
0
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Therefore,
B (1) = X0 <20 [ BIf(5, X () = Fs. Xma(5)) s
t
+2 [ Blgls, Xu(5)) = gl Xoma (5] ds
0
< 2tk:/ E|X,(s) —Xn,l(s)|2ds+2k/ EIXo(s) — Xn1(s) ds
0 0
t
< (2Tk + 2k) / E| X, (s) — Xp_1(s)|* ds
0
t
< L/ B X, (s) — Xn_1(s)* ds,
0

where L = 2Tk + 2k. Let a,(t) = E|X,.1(t) — X,,(t)|?. Then, by the above
inequality,

t t S1
an(t) < L/ an-1(s1)ds; < L2/ / an—2(82) dsa dsy
0 0o Jo

t ps1 Sn—1
gmgL”// / ao(sn) dsy ... dsadsy.
0o Jo 0

t S1 Sn—1
an(t) < L™ / / . / ag(8n) dsy ... dsadsy.
o Jo 0

This latter inequality implies that

So,

Lntnfl

2
an(t) < m”Xl - Xollsp
and it follows that
T
||Xn+1 - XnH?S*P < nl ”Xl - X0||2SP~

Consider m > n. By repeated application of the triangle inequality,
[ Xm — Xallsp < |1 Xm — Xm—1llsp + [[Xm—1 — Xullsp
< HXm - m—lHSP + HXm—l - X'm—Q”SP +-+ ||Xn+1 - XnHSP

T 1/2 Ln+1T7z+1 1/2 mm 1/2
- - - - A X — X,
( n! > + ( (n+1)! ) Tt ( m! > 1%, olls

<< =] ) 1+---+(( ) | X1 — Xollsp

n+1)(n+2)...m
<2 ( ' ) |IX1 — Xollsp assuming that n,m > 4LT.
n!

<
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As || X7 — Xol||sp is bounded, it follows from the preceding inequality that
given any € > 0 there exists an N > 0 such that | X,, — X,,,||sp < € when
n,m > N. Hence, the sequence {X,,}22 ; is Cauchy in Hgp and X,, converges
to a unique X € Hgp as n — oo. Now let Y € Hgp where Y satisfies the
relation

Y(t):—X(t)+X(O)—|—/01f(s,X(s))ds+/Olg(s,X(s))dW(s).

Because
0= —X,(t) + X(0) + / F(5, X (s)) ds + / 95, X1 (s)) dW (s)

and || X — X,||sp — 0 as n — oo, it is clear that ||Y]sp = 0. So X (¢) is the
unique solution of (4.1) in Hgp.

4.3 Properties of Solutions to Stochastic Differential
Equations

Some properties of solutions of stochastic differential equations are discussed
in this section. The first theorem implies that the solution of (4.1) satisfies
|X1%p < 3T(IX(0)|%y + kT? + kT) exp (3k(T + T?)). The second theorem
states that the solution of (4.1) is continuous on [0,7] in the || - || gy norm.
Specifically, given € > 0, there is a § > 0 such that || X(¢) — X(r)|lrv < €
when |t —r| < 4.

Theorem 4.1. (Boundedness of solutions)
Assume that f and g satisfy conditions (c6) and (¢7) and X € Hgp is the
solution of (4.1). Then

EIX(t)]> <3(E|X(0)] + kT? + kT) exp (3k(T + T?)) for 0<t<T.

Proof. Notice that
t t 2
E|X ()] < E‘X(OH/O f(s,X(s))ds+/0 g(s, X (s)) dW (s)
2
+3E

2

< 3E|X(0) +3E /O F(s, X(s)) ds /Og(s,X(s))dW(s)

< 3E|X(0)|2—|—3t/ E\f2(57X(s))|ds+3//E|g2(s,X(s))|ds
0 0
< 3E|X(0)] + (3t+3)k/ E|1 + X%(s)|ds
0

t
< 3E|X(0))* 4 (3t + 3t)k + (3T + S)k/ E|X2(s)|ds.
0
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Letting a(t) = E|X2%(t)| and b(t) = 3E|X2(0)| + (3t + 3t)k, the above
inequality can be written as
¢
a(t) < b(t)+ (3T + 3)k/ a(s)ds.
0
Using the Bellman-Gronwall inequality, it follows that
t
a(t) <b(t) + (3T + 3)k/ exp (k(3T + 3)(t — 5))b(s) ds.
0

As b(t) is increasing on [0, T,

a(t) < b(t) + b(t)(3T + 3)k / exp (K(3T + 3)(t - 5)) ds.
0

Thus,
EIX(t)|* <3(B|X(0)]* + kT? + kT) exp (3k(T +T?)) for 0<t<T.

Theorem 4.2. (Continuity of solutions on [0,T7])
Assume that f and g satisfy conditions (c6) and (c7) and X € Hgp is the
solution of (4.1). Then, there is a constant ¢ > 0 such that

E|IX(t)-X(r)2<ct—r| for 0<rt<T.

In particular, given € > 0 there is a § > 0 such that || X(t) — X(r)||lrv < €
when [t —r| < 0.

Proof. Clearly,

X(t)—X(r):/ f(s,X(s))ds+/ o(s, X (s)) AW (s).

However, the previous theorem implies that there is an M > 0 such that
E|X(s)|? < M for 0 < s <T. Using this inequality and condition (c7),

EIX(8) - X(r)[2 < 2lt — 1] / B\ (s, X(s)[*ds + 2 / Elg(s, X (s))[? ds

¢ ¢
<2le—rli [0+ EIXOP)ds+ 2k [ (14 BIXE)P) ds
<[t —r|(2k|t — r|(1 4+ M) + 2k(1 + M))
<clt—r| where ¢=2k(T+1)(1+ M).

Remark 4.3. The Bellman-Gronwall inequality

As seen in this section, a useful inequality is the Bellman-Gronwall
inequality which states:
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I a(t) < b(t) + o /0 a(s)ds, then a(t) <b(t)+c /0 exp(c(t — 5))b(s) ds.

To see this result, suppose that

a(t) < b(t) + ¢ /0 a(s) ds. (4.3)
Then, )
als)—c [ a(z)dz < b(s).
Therefore, /0
% (owt-es) [aleaz ) < ols) exp(-co),
and so
H exp(—ct) /O a() dz < /O b(s) exp(—cs) ds.

/Ot a(s)ds < /Ot b(s) exp(c(t — 5)) ds.

Substituting the last inequality into (4.3) gives:

a(t) < b(t) + C/o exp(c(t — s))b(s) ds. (4.4)

4.4 Itd’s Formula and Exact Solutions

In this section, It6’s formula is stated for the stochastic differential equation
(4.2). Then, several examples are given to illustrate It6’s formula. I1t6’s formula
is helpful in finding exact solutions to certain stochastic differential equations.
Also, it is shown how Itd’s formula can be used to determine exact moments
of the solution for certain problems even though the exact solution may be
unknown.

Consider, therefore, the Ito stochastic differential equation in differential
form

dX(t) = f(t, X (t))dt + g(t, X (t)) dW (1)

for 0 <t < T with X(0) € Hgy. Let F be a smooth function and assume
that the conditions of Theorem 3.12 are satisfied. Then, [t6’s formula can
be applied to F(t, X) where X satisfies the stochastic differential (4.2). This
yields the stochastic differential for F' of the form

dF(t, X(t) = (aF(;;X) + f(tX)% + 592(@)()81;5;)()) dt
ot ) X gy ), (4.5)

ox
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OF(t,X) OF(t,x)
r  0r . le=x
1t6’s formula allows us, for example, to determine moments of the solu-
tion for certain stochastic differential equations. To find these moments, the
following relation, derived in the previous chapter, is useful. That is,

where the notation

E (/Ot G(t, X (t)) dW(t)) = 0.

Before considering two interesting examples, it is important to notice that care
must be taken in manipulating stochastic differential equations. For example,
applying It6’s formula to F(t, X (t)) = X?2(t) where X satisfies (4.2) yields

d(X?*(t) = 2X () f(t, X (1)) + ¢°(t, X (1)) dt + [2X (t)g(t, X (1))] dW (2).
Notice, in particular, that
d(X2()) # 2X ()dX (£) = 2X (D[F (£, X (£)) dt + g(t, X (1)) AW (1))

Now consider the following two examples where It6’s formula is used to deter-
mine exact moments of the solutions for two different stochastic differential
equations.

Ezxample 4.4. Finding exact moments for an SDE with linear coefficients
Consider the stochastic differential equation

dX(t) = dt + X(¢)dW(t), X(0) = 0.
Then .
X(@t)=t+ /0 X(s)dW (s).

It follows that
E(X(t)) =t

Applying Ito’s formula to F(t, X) = X? yields
d(X2(t)) = [2X (t) + X2(t)] dt + 2X>(t) AW (¢)
so that .
E(X3(t)) = E/O (2X(s) + X?(s)) ds.
This leads to a differential equation for E(X?(t)) of the form

dE(X?(t))

7 =2B(X (1)) + E(X2(t)) = 2t + B(X?(1))

with E(X?2(0)) = 0. Solving this ordinary differential equation gives the exact
second moment for X (¢),
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B(X%(t)) = —2t — 2 + 2¢".
In addition, it is clear that Var(X(t)) = E(X?(t)) — (B(X(t))? = 2¢! — 2 —
2t —t2. This procedure can be continued to find higher order moments for this
problem. If Itd’s formula is applied to F(t, X) = X3, then
d(X3(t)) = BX2(t) + 3X3(t)] dt + 3X>(t) AW (t).
This leads to the differential equation for E(X3(t)) of the form

dE(X?(t))

- =3E(X?%(t)) +3E(X3(t)) = —6t — 6 + 6’ + 3E(X3(t))

with E(X3(0)) = 0. Solving this gives the exact third moment for X (¢),

1
B(X3(t) =2t + % — 3¢t + §e3t.

Ezample 4.5. Finding exact moments for an SDE with nonlinear coefficients
Consider the stochastic differential equation

dX(t) = 73X3(t) dt + %XQ(t) dW(t) with X(0) = %
In this example, E(X(t)) and E(X3(t)) are to be determined exactly. First,
1
dE(X(t)) = —iE(X:‘(t)) dt with E(X(0)) ==

so E(X3(t)) is needed in order to find F(X(t)). However, applying Itd’s for-
mula to the stochastic differential equation gives

_3
1

3

X°(t) + ZX5(t) di+ 2

dX3(t) = §X4(t) dW (t) = gx‘*(t) dW (t)

1 1
with E(X3(0)) = 3 Thus, E(X3(t)) = 3 and it follows that E(X(t))
1 1

e —
2 32

Example 4.6. Finding exact moments for an SDE with nonlinear coefficients
Consider the stochastic differential equation

1
dX(t) = [3X1/3(t)+6X2/3(t)} dt + X?3(t)dw (t) with X(0) = 1.
In this example, we wish to determine E(X (¢)) and E(X?2(t)) exactly. First

notice that

2/3

dE(X (1)) # [(E(X(t)))1/3+6(E(X(t))) dt
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so an appropriate change of variables is required to find the moments. Let
Y, (t) = (X())"? for n=0,1,2,...,6.

Next, applying It6’s formula, the stochastic differentials are obtained

dY,,(t) = ng(nz — )X T (L) + 2nX"31(t)} dt + [gx%(t)} dW (t)
with Y, (0) = 1 for n = 0,1,2,...,6. Substituting X 5" () = Y,_»(t) and
X5 (t) = Y,_1(t) gives

dYy(t)

{118(712 —n)Y,_a(t) + 2nYn_1(t)} dt + [%}/n—l(t)} dW (t)

for n = 0,1,2,...,6. Finally, letting Z,(t) = E(Y,(t)) = E((X(t))"/?), one
obtains the initial-value system

dzZ,(t) 1,

TERETIG

with Z,(0) = 1 for n = 1,2,...,6 and Zy(t) = 1. Solving this system for
n =1,2,3 and n = 6 produces the results

—n)Zp—o(t)+2nZ,_1(t) for n=1,2,...,6

Zu(t) = B((X(£)Y%) = 2t + 1
Z(t) = BX@)) =42 + 2141

38 , 19
R |
S+t

656 2660 49145 665 41
Ze() = E(X(#N)) =648 + — 5 + ———* + "3 + —¢2 4+ ¢ 4+ 1.
6(t) ((()))6+3+9+243+9+3+

In particular, E(X (1)) = 28.0 and E(X?(1)) = 869.0206.

Z3(t) = BE((X(t)) = 8> +

Finding exact solutions of Itd stochastic differential equations is difficult
but is facilitated by appropriately applying It6’s formula. In the following two
examples, exact solutions are obtained by applying It6’s formula. Additional
examples are given in the exercises at the end of this chapter.

Ezxample 4.7. Exact solution of a stochastic differential equation
Consider the stochastic differential equation

dX(t) = —aX({t)dt+odW(t), X(0)= Xo,
where o, o, and X, are constants. Let F (¢, X) = e X (¢). By Ito’s formula,
d(e™X(t)) = [ae* X (t) — ae* X (t)] dt + oe™ dW (2).

Thus,
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X (1) — X(0) = /0 o dIV(s).

So the exact solution is

X(t) = X(0)e ™ + e_o‘t/o e o dW (s).

Example 4.8. Ezxact solution of a stochastic differential equation
Consider the stochastic differential equation

dX(t) = f()X(t)dt + g(t) X (t) dW(t), X(0)= Xo,

where X is a constant. For this problem, the exact solution has the form

t t
X(t) = Xoexp (/0 (f(s) — %gQ(s)) ds +/O 9(s) dW(s)> .
To see this, let F(t,X) = In(X(¢)). Applying Itd’s formula,

An(X (1)) = [7(6) ~ 50°(5)] dt + g(t) AW (1)

Thus,

(X () = (%) = [ (7 = 5° ) ds+ [ ol aW (o)

which yields the solution.

4.5 Approximating Stochastic Differential Equations

As the exact solution to a stochastic differential equation is generally difficult
to obtain, it is useful to be able to approximate the solution. Euler’s (or the
Euler-Maruyama) method [41, 60, 69, 70, 72, 90, 100, 101, 110] is a simple
numerical method. When applied to (4.2), Euler’s method has the form

Xip1(w) = Xi(w) + f(ti, Xi(w)) At + g(t;, Xi(w)) AWj(w),  Xo(w) = X(0,w),

for i = 0,1,2,...,N — 1 where X;(w) = X(t;,w), t; = iAt, At = T/N,
AW (w) = (W (tiy1,w) — W(t;,w)) ~ N(0, At), and where w indicates a sam-
ple path. For simplicity, only equidistant time discretizations in the numerical
methods are considered in this section although variable step size selection is
an issue of current interest [69, 100]. Before describing some computational
results for Euler’s method, the error in Euler’s method is studied. To study the
error in this method, it is useful to approximate the solution for all ¢ € [0, 7]
and not just at the nodal points t; for i = 0,1,2,..., N. To accomplish this,
X(t) ~ X(t) is defined as



100 4 Stochastic Differential Equations

t

X(t) =X, + /t‘t f(ti, Xi)ds + /t g(ti, Xi) dW (s)

7

for t; <t < tj41 and ¢ = 0,1,..., N — 1 where, for notational simplicity,
the dependence on sample path w is dropped. Notice, in particular, that X
is identical to Euler’s method approximation at the nodal points, that is,
X(t;) = X; for i = 0,1,..., N. Also notice that on the ith subinterval X (t) is
the solution of the stochastic differential equation

{dX(t) = f(ti, Xao)dt + g(t;, X)) dW (1), i <t <t
X(t) = X;

fori =0,1,2,..., N—1. Recall also that the solution X (¢) satisfies the stochas-
tic differential equation

dX(t) = f(t, X (1)) dt + g(t, X (£)) AW (t), ¢ <t <tipa

for i = 0,1,2,...,N — 1. Define the error as €(t) = X (t) — X(t). Then the
error € satisfies the stochastic differential equation

{ de(t) = (f(t, X(t)) — f(ti, Xy)) dt + (g(t, X (1)) — g(ti, X)) AW (2),
€(ti) = X(t:) — X(ts)

fort; <t <t;jy; andi=0,1,2,..., N — 1. Using It6’s formula, the stochastic
differential for €2(¢) is obtained as

d(E(1)) = 2(X(8) = X(8)) (f(t, X () — f(t:, X3)) dt
+(g(t X (8)) = g(ts, X2))" dt + 2(X () = X(1) (9(t, X (2)) — g(ts, X)) AW ()

for t; <t <t;y1. Hence, E(e%(t;11)) satisfies

B(E(t)) = B@0) + B [ (o0t X(0) = glt:. X))’ i

JrE/t i+1 2(X(t) — X(t)) (f(t,X(t)) _ f(tz,Xz)) gt

B[ 2(X () — X)) (ot X (1) — glt, X0)) AW (2).

t;
Using the inequality |2ab| < a? + b? and properties of stochastic integrals,

EmeDSEwm»flmEam—mew

+/t_ (LX) £, X)) dt+ /t 7 Bt X (1) - gl X))t

But
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[F(t, X (8) = f(ts, Xa) > <2 f(t, X (8) = f(ts, X (t:))]?
21 f (ti, X (t:)) — f(ta, X3)|?
< 2kt — ] + 2k| X (t) — X (t5) |2 + 2k X (t;) — X;

and similarly for g using property (c6). Hence,

B((ti4)) < B (1) + / B W - X)) d

i
tit1

+4k(1+ ¢) /ti+1 (t—t;)dt+ 4k/ E((t;)) dt

t; ti

using Theorem 4.2 that F|X (t) — X (¢;)|? < c|t — t;|. Therefore,

101

| 2

E@%QH»<E&%MXl+Mﬂﬂ+2M1+@um2+/MHE@%QM&

t;

By the Bellman-Gronwall inequality with b(t) = E(e2(¢;))(1+4kAt) + 2k(
c)(At)?,

E((tiv1)) < E(€2(t;))(1 + 4kAt) + 2k(1 + ¢)(At)?

i

= e [B((t;))(1 + 4k At) + 2k(1 + ¢)(At)?] .

1+

41/““ewwrﬂ[E@?@0x1+4kAw-%wd1+ch@2]m

Letting a; = E(e(t;)), R = e (1 + 4kAt), and S = e?*2k(1 4 ¢)(At)?, then

ai+1 < Ra; +S for i=0,1,2,...,N —1.
These inequalities yield

RN —1
R—1

any < 8 with ag = E(e*(0)) = 0.

Hence,

eAt2k(1 + C)(At)zeNAteMcNAt _ At(l + C)e(1+4k)T

2 <
E(e(tw) < eAt — 14 eAtdkAL - 2

This result holds for any nodal point and the mean square error in Euler’s

method satisfies
E|X(t;) — Xi|? < ¢At

t
fori=0,1,2,...,N where ¢ = (1 + c)e(IH4mT,

Consider briefly a continuous piecewise linear approximation to the solu-

tion X (t) which is identical to Euler’s method approximation at the no

dal

points, t; for ¢ = 0,1,2,...,N. This approximate solution is commonly

plotted. Let
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X(t) = Xi(tigr — )/ AL+ Xiga1 (t — t;) )AL
for t; <t < tipp and i = 0,1,2,...,N — 1 where {X;}, is the Euler
approximation to (4.2) at the N + 1 nodal points {t;},. The function X (t)
is a continuous linear approximation to the solution X (¢) and it is straight-
forward to show that || X — X||sp < &(At)Y/? for a constant ¢ > 0 and hence
| X — X||sp — 0 as At — 0. To see this, consider

B N-1 tit1 B
X% = Y [ X - XP
i=0 i

N—=1 4, ) 2 (t —t;)?
<4 B(X(t) = X(t:)|” + E|X(t:) — X (ti41)) e )
i=0 Yt
N—-1 ;44 2
2 (tig1 — 1)
+4 / E\X(t:) - Xs)| —F—5—dt
i=0 Yt | ) )’ (At)?
N-1 ;g —t;)
+4 / E|X i+1 z+1’ (At)Q dt
i=0 Yt
N-1 4, ot —t;) (tig1 —t) et —t;)?
<4 / <ctt¢+ : = : >dt
i=0 Yt ( ) At At A
N-1

<4 Z (5¢ + 4¢)(At)? /6
=0
2At where & = (10c + 8¢)T/3.

Higher order numerical methods can be developed for stochastic differ-
ential equations which are similar in some respects to higher order methods
for ordinary differential equations. For example, there are explicit or implicit
multistep methods and Runge-Kutta methods [1, 3, 60, 69, 70, 72, 76, 90,
99, 100, 101, 110, 111]. A popular second-order method is Milstein’s method.
Milstein’s method has mean square error proportional to (At)? rather than
At. For one dimension, Milstein’s method has the form

Xit1(w) = Xi(w) + f(ti, Xi(w)) At + g(t;, Xi(w)) AW (w)

*%g(ti, X)) 2D | v )2 - g

x

for i = 0,1, 2 ,N —1 with Xo(w) = X(0,w), where X;(w) ~ X(t;,w),
and Where w mdlcates a sample path. Notice that Milstein’s method has an
additional term at each step in comparison with Euler’s method. Listed at the
end of this chapter are computer programs for solving a stochastic differential
equation using Euler’s method or using both Euler’s method and Milstein’s
method.
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Example 4.9. Approzimation of an SDE using Fuler’s and Milstein’s methods
Consider the stochastic differential equation

dX(t) = [;Xl/?’(t) +6X2/3(t)] dt + X3 () dw (t), X(0)=1.

In Example 4.6, it was proved that E(X (1)) = 28.0 and E(X?(1)) = 869.0206.
For this problem, Euler’s method has the form

1
Xip1 =X, + [BXQ/?’ + 6Xf/3} At + X2\ Aty where n; ~ N(0,1)
fori =0,1,2,...,N — 1 with Xy = 1, t;, = iAt, and At = 1/N. Milstein’s
method has the form

1

3X3/3(77-2 1)At,

;=

1
X1 = X, + [3)(3/3 + 6Xf/3] At + X2V Aty +

where 7; ~ N(0,1). The calculational results for the mean square error
E|X(1) — Xy|? are given in Table 4.1.

Table 4.1. Calculated errors E|X (1) — Xn|? for Euler’s and Milstein’s methods

Value of N Euler Error Milstein Error

29 280 x 1072 1.61 x 1072
210 1.04 x 1072 4.03 x 1073
211 420x 1072 1.01 x 1073
212 1.89 x 107% 2.53 x 107*
213 876 x 107* 6.24 x 107°
214 412x107* 1.60 x 107°

In Table 4.1, the number of intervals N used in Euler’s method and
Milstein’s method were selected as 29,210 211 212 913 " and 214 and 10,000
sample paths were calculated for each value of N. For each sample path, the
Wiener process was calculated at 2'° = 32768 equally spaced points on the
interval [0,1] and these points supplied the required values of the Wiener
process for the computations using 2% to 214 intervals. As the value of X (1)
depends on the sample path and is unknown, the value of X (1) used in the
error estimate was calculated for each sample path based on the Milstein
approximation with N = 2% intervals. In Table 4.1, the calculated values
of the errors 10,% 10000 ¥ (i) (1) — XJ(\f)P ~ E|X(1) — Xx|? are given for

=1
each numerical method and for each value of N where X](\?) is the estimate
of XU)(1) for the jth sample path using N intervals. Notice that the mean
square errors are approximately proportional to At = 1/N for Euler’s method
and to (At)? = 1/N? for Milstein’s method.
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Table 4.2. Calculated estimates of E(X (1))

Value of N Euler Estimate Milstein Estimate

26 27.07 (0.93) 27.08 (0.92)
27 27.56 (0.44) 27.56 (0.44)
28 27.79 (0.21) 27.79 (0.21)

Table 4.3. Calculated estimates of E(X?(1))

Value of N Euler Estimate Milstein Estimate

26 810.15 (58.87)  810.18 (58.84)
27 840.89 (28.13)  840.93 (28.09)
28 855.33 (13.69)  855.31 (13.71)

Next, the calculations for this example were repeated for 100,000 sample

paths for N = 64,128, and 256 to estimate E(X (1)) ~ Z;O:OI’OOO XI(\?)/l()O, 000

and E(X(1))? ~ 2}0:017000()(](\?))2/100’ 000 where X](\?) is the estimate of X (1)
for the jth sample path using N intervals. The calculational results are given
in Tables 4.2 and 4.3. Adjacent to each value, the error is given in parentheses.
Recall that E(X(1)) = 28.0 and E(X?(1)) = 869.0206 are the exact values.
In addition, for this example, the mean and one sample path are plotted in
Fig. 4.1.

W
o

N
(&)

N
o

Mean and One Sample Path
o o

()]

0 0.2 0.4 0.6 0.8 1
Time

Fig. 4.1. Mean solution and one sample path for Example 4.9

In Tables 4.2 and 4.3, notice that the errors in the mean values are propor-
tional to At for either numerical method. In particular, the errors in Euler’s
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method when estimating mean values are proportional to At¢ rather than
(At)'/2. Indeed, there are two kinds of approximation commonly discussed
in computational solution of stochastic differential equations [69, 70, 100]. A
numerical method is said to be a strong approximation of order - if

1X(T) = Xnl[rv < c(At)Y

for some constant ¢ > 0 where X (T) is the exact solution at time 7' and
X is the approximate solution using step length At = T'/N. Euler’s method
and Milstein’s methods have strong orders % and 1, respectively. However,
if expectations of functions of a solution to a stochastic differential equation
are desired and not necessarily the pathwise approximation provided by a
strong approximation, then a weak numerical method may be sufficient. An
approximation X is said to converge weakly with order § if there exists a
constant ¢ > 0 such that

|E(F(X(T))) - BE(F(Xn))| < c(At)?

for all smooth functions F', where At = T'/N is the step size of the numerical
method. It can be shown [69, 111] that both Euler’s method and Milstein’s
method have weak order 1.

In addition, both of these numerical methods possess another important
property. That is, their error expansions in the weak sense have the correct
form for applying Richardson extrapolation [69, 76, 110, 111]. Specifically, the
weak error for Euler’s or Milstein’s method has been shown to have the form

E(F(X(T))) — E(F(Xy)) = c10t + c2(At)? + c3(At)* + ...

where At = T/N and c;,c¢a,c3,... are constants independent of A¢. This
result implies that several approximations using different values of N can be
applied to obtain a higher order approximation. Suppose that E(F(Xy)),
E(F(Xan)), and E(F(X4n)) are three approximations to E(F(X(T))) using
step lengths of T/N, T/2N, and T/4N in Euler’s method or in Milstein’s
method. To obtain an approximation to E(F(X(T))) of order (At)?, let

E(F(X(T))) = [2E(F(Xaon)) — E(F(Xn))] = &2(At)* + é3(A1)° + ...
To obtain an approximation to E(F(X(T))) of order (At)3, let
E(F(X(T)))— [SE(F(Xan)) —6E(F(Xan)) + E(F(Xy))] /3 = es(AL)* + ...

Example 4.10. Richardson extrapolation of Fuler’s method
Referring to the values in Table 4.3 for Example 4.9, the following approx-
imations to E((X(1))?) are obtained using Euler’s method:

B((X¢4)?) = 810.15, E((X128)?) = 840.89, and FE((Xas56)?) = 855.33.
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To obtain O((At)?) and O((At)?) approximations, respectively, to F((X(1))?)
we calculate
2E((X128)%) — E((Xe4)?) = 871.63

and
[BE((X256)%) — 6E((X128)%) + E((Xe4)?)]/3 = 869.15.

As E((X(1))?) = 869.02 exactly, the original Euler approximations are much
improved through extrapolation.

It is useful to note that any strong approximation is also a weak approxi-
mation. This can be seen using the Lyapunov inequality as

|E(F(X(T))) — E(F(Xn))| < (B|(F(X(T))) — (F(Xn))[*)"/?
< L(E|X(T) -~ Xn)'? = LIX(t) - Xnllrv

assuming that F' satisfies a Lipschitz condition. However, there are weak meth-
ods which are not strong approximations. Consider the stochastic differential
equation (4.2) and consider the discrete process described in Example 2.4. For
a particular trajectory, suppose that at time ¢;, X; = md for some integer m,
where > 0 is small. Define the three possibilities at time ;11 = t; + At as

Xiv1 = X; +6 with probability r(t;, X;)At/6?,
Xiv1 = X; with probability 1 —r(t;, X;)At/6? — s(t;, X;) At /82,
X;y1=X; — 6 with probability s(t;, X;)At/§2,

where
{T(ti, X;) = (f(t:;, Xi)0 + g% (t:, X;)) /2

It was seen in Example 2.4 the probability distribution of Xy approaches
that of X (T') as At,0 — 0 implying that F(F(Xy)) ~ E(F(X(T))) for small
values of At and §.

Ezxample 4.11. Weak but not strong approximation

Consider the weak method of Example 2.4, where a discrete stochastic
process is used to approximate expectations of the solution to a stochastic dif-
ferential equation. Apply this weak method to the problem that was described
in Example 4.6. Let At = 1/N, where N = 4096,8192,16384, and 32768
and let 6 = 0.1. In Table 4.4, the calculational results are presented using
100,000 sample paths for estimating E(X (1)) and E(X(1))?. Recalling that
E(X(1)) = 28.00 and E(X(1))?> = 869.02, the calculational results are
reasonable.

Finally, it is worthwhile to point out that rounding errors can be significant
in computational solution of stochastic differential equations just as they are in
computational solution of ordinary differential equations [18, 70]. Specifically,
as At is taken smaller and smaller to reduce the method error, rounding errors,
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Table 4.4. Calculated estimates of F(X (1)) and E(X(1))?

Value of N E(X (1)) Estimate E(X(1))? Estimate

212 17.04 292.42
213 24.64 630.81
214 27.88 854.12
215 27.97 868.12

due to the finite number of digits used in the computer arithmetic, begin to
increase. For an important calculation or in a calculation where At is very
small, the magnitude of the rounding errors can be checked (and reduced) by
performing the identical calculation on the computer using higher precision
arithmetic.

4.6 Systems of Stochastic Differential Equations

Systems of stochastic differential equations are common in applications. 1t6’s
formula and numerical methods can be extended to systems. Let

X(t,w) = [Xl(t,w),Xg(t,w), cen ,Xd(t,w)}T
W(t,w) = [Wi(t,w), Wa(t,w), ..., Wn(t,w)]"
£:[0,7] x RY — R?

and
g:10,T] x RT — R¥>™,

where W;(t,w),1 < i < m are independent Wiener processes. Then a system
of stochastic differential equations has the form

dX (t,w) = £(t, X(t,w)) dt + g(t, X(t,w)) AW (¢, w). (4.6)

In component form, the system is

m

Xi(t) = X;(0) + /0 fils, X(s) ds + 3 /0 905 (s, X(s)) dW; ()

—

fori=1,2,...,d.
It6’s formula can be generalized to systems. Let

F:[0,7] xR = R¥ andlet Y(t,w)=F(t, X(t,w)).

Then the pth component of Y (¢,w) satisfies [70]:
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d m

0F, 1
dY,(t) = Z fig 5 a 83@ dt
=1 j=1[=1
“ OF,
£ 30 guag AW (4.7)
I=1 i=1 v

forp=1,2,...,k.

Example 4.12. 1to’s formula for a stochastic problem with d =1 and m = 2
Consider the stochastic differential equation
dX(t) =2X(t)dt + tdWy(t) + X (t) dWa(t), 0<t<T
X(0) =1,
where d = 1 and m = 2. For this problem, f; = t*X,g11 = t, and g1 = X.
Consider using It6’s formula to find the stochastic differential equation for
F = X2, Applying It6’s formula, we obtain
d(X2(t)) = [22X2(t) + t* + X2(t)] dt + 2t X (t) dW () + 2X2(t) dWa(t)
X2%(0) =1.
Euler’s method and Milstein’s method can also be generalized to a system

of stochastic differential equations. Euler’s method for systems is straightfor-
ward and has the form

Xpt1(w) = Xy (w) + £(tn, Xp(w) At + g(tn, Xn(w)) AW, (w) (4.8)

for n = 0,1,2,...,N, where X, (v) =~ X(t,w), At = T/N, AW, =
W (tn+1) — W(ty). In component form, Euler’s method is

Xint1(w) = Xin(@) + fi(tn, Xn(@) AL+ i j(tn, X (@) AW 1 (w) (4.9)
j=1

fori=1,2,...,d, where AW; , ~ N(0, At) for each j and n.
Milstein’s method for multidimensional stochastic differential equations
involves the double stochastic integral

tn+AL s
Lo(ir.ja) = / / AW, (r) VW, (5).
t"L t7l

Milstein’s method has the componentwise form

m

Xiint1(@) = Xin(w) + filtn, Xp(w)) At + Z 91, (tn> X (W) AW 1 (w)

m m d
+ Z Z Zglm 8 Lo (41, j2) (4.10)
Ji=1j2=11=1

fori=1,2,...,d.
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Example 4.13. Approximation of a stochastic problem with d =1 and m = 2
Consider the stochastic differential equation

dX (t) =2 X (t)dt + tdWq(t) + X (t)dWa(t), 0<t<T
{X(O) =1,

where d = 1 and m = 2. For this problem, Euler’s method has the form

{ Xnt1 = Xn + 2 X At + 1, AW, + X, AW,
Xo =1,

for n =0,1,2,..., where AWy ,,, AW5,, ~ N(0, At) and t,, = nAt. In addi-
tion, Milstein’s method has the form

{ X7L+1 - Xn + t%XrLAt + tnAWI,n + XnAWZ,n + tnIn(la 2) + ann(Qa 2)
Xo =1,

forn=0,1,2,....

It is useful to note that
tn+AL s 1 )
G = [ [ AW aw ) = 5w, - a1

but I,(j1,j2) for j1 # jo does not have an analytical form and must be
approximated. This multiple integral can be approximated by a Fourier series
expansion [70]. Also, note by Example 3.10, if [t,,t,4+1] is divided into M
equal intervals with ¢; , = t,, + jAt/M for j =0,1,..., M, then [90]:

M—-1
Ln(j1,2) & Tn(rs da) = Y (Wi, (E5n) = Wi, (b0, )W, (B 41.0) = Wi (£5,0)].

=0

It is shown in Example 3.10 that E|I,, — I,|* = (At)%/(2M).

4.7 Forward Kolmogorov (Fokker-Planck) Equation

In Chapter 2, it was shown that the probability distribution of solutions to
a discrete-valued continuous stochastic process satisfies a system of differen-
tial equations called the forward Kolmogorov equations. An analogous result
holds for the probability distribution of solutions to a stochastic differential
equation. A derivation of the forward Kolmogorov equation is sketched in this
section. Rigorous proofs of the forward Kolmogorov equation are presented,
for example, in [40, 42].
Consider the stochastic differential equation

AX(t) = f(t, X (1)) dt + g(t, X (£)) AW (¢)
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and let F' € C5°(R). Applying Itd’s formula to F(X), it follows that

dF(X) = (f(t,X)aFgf) + ;f&,m%) dt
+g(t7X)% AW (t).
Because , )
B [ gts. x5 D aws) ~o,
then

dE(F) OF . 1 ,0°F
Y ol ety R L)
dt [ U 29 92
If p(t,x) is the probability density for solutions to the stochastic differential
equation, the above result implies that

d [ e oF 5 O*F
& [ rtar@a= [~ pea) | G014 505 o

Integrating by parts the right-hand side of the preceding equation and assum-
ing that the integral and the derivative can be interchanged on the left-hand
side yields the relation

o Op(t,x)  Ap(t,x)f(t,x)) 10*pt,x)g*(t, x)) B
/ F(x)[ FTE oz "3 Pz }dwo

— 00

for every F' € C3°(R). As the above integral holds for every function F' €
C3°(R), this implies that

Ip(t,x) _ Op(t,x)f(t,x)  19°(p(t,x)g*(w,t))
o Ox + 2 0%z (4.11)

with p(0,2) = po(z). Equation (4.11) is the forward Kolmogorov equation or
Fokker-Planck equation for the probability distribution of solutions to stochas-
tic differential equation (4.1). This equation will be useful in the next chapter.
Furthermore, the forward Kolmogorov equation for the system of stochastic
differential equations (4.4) has the form

d dlp txfztx)
_ _y ]

=1

(4.12)

<.

d m 82

d
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i=1 j=1 =1

+

DN | =

Example 4.14. Solution of a Fokker-Planck equation
Consider the stochastic differential equation
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{dX(t) =adt+bdW (t)
X(O) = Z9.

The probability density of the solutions satisfies the forward Kolmogorov
equation
op(t, ) _ d(ap(t,z)) b? 82(p(t,:13))
ot or 2 o%
p(0,2) = §(x — o).

The solution to this partial differential equation is

b ) = 1 —(z — at — xp)?
p(t,r) = 5 P Y :

4.8 Stability

In this section, stability of stochastic differential equations is introduced.
There are several kinds of stability questions and several ways to define sta-
bility for stochastic differential equations. To introduce this topic, it is useful
to first review stability concepts for ordinary differential equations. Consider
the initial-value problem:

{dfif’:ﬂy(t», for ¢>0 (4.13)
y(0)=a

where y : R — R™ and f : R” — R™. Suppose that z(t) satisfies the same
differential equation as y(t) but with a different initial condition, i.e.,

{ dz(t) =f(z), for t>0

dt
z(0) # a.

Suppose that a = 4 is a critical point of the differential equation, i.e., f(v) =
0. Then the solution of (4.13) satisfies y(t) = ~ for ¢ > 0. The initial-value
problem is said to be stable [23] at ~ if given € > 0 there is a § > 0 such that

|z(t) —~v|| <€ for t>0 whenever [z(0)—~| <.

That is, small changes in the initial condition do not produce large changes
in the solution for ¢ > 0.

Furthermore, in computational solution of initial-value problems for
ordinary differential equations, there are two common numerical stability
concepts. Suppose that a single-step method for solving (4.13) has the form:

{§]0€+:1:yk+h¢(h7yk:)a for £=0,1,2,...,N—1 (414)
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where h = T/N is the step length, t; = kh, and y; = y(t;) for each
0 < k < N. The method (4.14) is numerically stable if small changes in
the initial condition do not produce large changes in the computational solu-
tion. Specifically, if zy for k = 0,1,..., N satisfies (4.14) but with a different
initial condition zg # ygo, then the numerical scheme is numerically stable
provided that there is a constant ¢ > 0 such that

lye — 2] <ce for 0<k<N when |yo— 2ol <e

If ¢ satisfies an appropriate Lipschitz condition, then the numerical scheme
can be shown to be stable [28]. However, the constant ¢ can be extremely large,
especially for stiff systems, which motivates another concept of numerical
stability. To study stability of stiff systems, the following scalar test problem
is studied:

dy(t)

y(0) =a

where A is a constant. Clearly, if a # 0, then y(¢) — 0 as t — oo if and only if
Re(M\) < 0. Now consider, for example, applying Euler’s method to this test
problem. Then

{yk+1 =(14+h\Nyg, for k=0,1,2,...,
Yo = a.

and yp — 0 as k — oo, if and only if —2 < Re(M\h) < 0. The region of
absolute stability of Euler’s method is —2 < Re(Ah) < 0. The region of
absolute stability gives a condition on the step length. If the method satisfies
this condition, then the numerical solution does not “blow up” but decreases
to zero behaving like the solution to the initial-value problem. For Euler’s
method to behave similarly to the solution of (4.15) for a large negative value
of A, the step length h must be selected to be very small. However, for the
backward Euler method, which for the test problem has the form:

Yk+1 :yk+h)‘yk+17 for k:O71a2a"'a
Yo = a,

the region of absolute stability includes the entire left-half of the complex
plane, i.e. —oo < Re(Ah) < 0, and the backward Euler method is said to
be A-stable. For the backward Euler method, the step length h need not be
chosen very small for the numerical solution to perform similarly to the actual
solution even for an initial-value problem that involves a large negative value
of A. The concept of absolute stability is particularly useful when considering
numerical solution of systems. For the test initial-value system

{d}(’lf)—Ay, for 0<t<T
y(0) = a.
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where A is an n X n matrix, then y(t) — 0 as t — oo provided that Re()\;) <
0 for each eigenvalue A\; for 1 < ¢ < m. The system is said to be stiff if
11r<n_i£1 {Re(X;)} is much less than max {Re(A;)}. For this problem, Euler’s

method has the form

{yk+1_(I+Ah)yk’ for k:071727"'7
Yo = a.

The eigenvalues of I+ Ah are 1+ \;hfori=1,2,... , nandyy — 0ask — oo
provided that —2 < Re(A;)h < 0 for each eigenvalue \; for 1 < i < n. Hence,
although the behavior of the actual solution for large time ¢ is determined
by the eigenvalues with small negative real parts, the step length h of the
numerical method is forced for all time to satisfy a condition determined by
the eigenvalues with large negative real parts. Implicit methods with large
regions of absolute stability, such as the backward Euler method, are often
recommended for stiff systems as such methods give stable calculational results
with moderate values of step length.

Now consider stability for stochastic differential equations. First, stabil-
ity of a steady solution to a stochastic differential equation is studied then
numerical stability of an approximation is studied. Consider stability of a
steady solution for the stochastic differential equation

{dX(t):f(X(t))dt+9(X(t))dW(t)7 for 0<t<T (4.16)

X(0) = a.

It is supposed that f(0) = ¢g(0) = 0 so that X(¢) = 0 is a steady solution
of (4.16).

There are many ways to define stochastic stability for a steady solution of
a stochastic differential equation [59, 60, 69, 79, 97, 99, 102]. Two ways will be
considered in this section, asymptotic stochastic stability (in the large) and
mean-square stability [59, 60]. It is assumed that X (0) # 0. If tli>nolo | X(t)=0
with probability 1, then X(¢) = 0 is said to be asymptotically stochasti-
cally stable. If tlg(r)lo E(]X(t)]*) = 0, then X (¢) = 0 is said to be mean-square
stable. It is interesting that some stochastic differential equations may be
both asymptotically stochastically stable and mean-square stable while oth-
ers may be asymptotically stochastically stable but not mean-square stable.
To illustrate this behavior [59], stability is analyzed for a stochastic differen-
tial equation with linear drift and diffusion coefficients, namely, f(X) = AX
and ¢g(X) = pX. In this case, (4.16) becomes:

{dX(t) = AX(t)dt +pX(t)dW(t), for 0<t<T (4.17)

X(0)=a

and E(X(t)) = X(0) exp(At). Using Itd’s formula, X?(t) satisfies the stochas-
tic differential equation
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d(X2(t)) = (2AX2(t) + p2X2(t)) dt + 2uX?(t) dW (t), for ¢>0

X2(0) = a?.
It follows that E(X?(t)) satisfies the differential equation

{ d(E ( 2(t)) = (2)\E(X2(t)) + W’ E(X%(t))) dt, for t>0
E(X?(0)) = a®
and the solution E(X?(t)) is found to be
B(X2(1)) = X2(0) exp((2\ + 2)1).

This solution implies that the steady solution X (¢) = 0 is mean-square stable
if and only if A + p?/2 < 0. Now consider 1t6’s formula applied to In(X (¢)).
Then,
dIn(X(t)) = (A — p?/2)dt + pdW(t), for t>0
{ In(X(0)) = In(a).

Let At be a given interval width and let t; = At for t = 0,1,2,.... This
stochastic differential equation can be exactly integrated from t; to ¢;41 to
yield:

(X (ti41)) = In(X (8:) = (A = 4°/2) (tisr = ) + pmi /(tig1 — t:)

where n; ~ N(0,1) for i =0,1,2,.... Thus,

. (X)gt(:)l)) = (A= §%/2) At + um; VAL

£ (%)) = 0t a0
Let S, m(X
o

and

) By the Law of Large Numbers see Section
1.7),

n—1

X)g > — ()\—uQ/Q) At w.p.las n— oo.

Sn 1
n n
=

But, letting t = t,,,
n—1
1 X(tiy1) 1 X(tn)
— 1 = 1
nAt ; “( X (1) nat T\ X (0)

e
(A= 1?/2)

w.p.l as ¢t — oo.
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Therefore,
X(t) — X(0) exp((A—p?/2)t) w.p.las t— oc.

This result implies that the steady solution X(¢t) = 0 is asymptotically
stochastically stable if and only if A—u?/2 < 0. Hence, for example, if A = u?/4
in stochastic differential equation (4.17), then X (¢) — 0 with probability 1 as
t — oo while E(X(t)) — oo and E(X?(t)) — oo under the same condition.

Now, numerical stability of stochastic differential equations is considered,
in particular, with respect to stiff stochastic problems with additive noise and
then, more briefly, with respect to multiplicative noise. (See, for example,
[59, 60, 69, 97, 98, 99, 102] for thorough discussions of numerical stability for
stochastic differential equations.) The test problem for additive noise has the
form

{dX(t) =AX(t)dt +pdW(t), for t>0 (4.18)

X(0) =a.

Two kinds of numerical stochastic stability are numerical asymptotic stochas-
tic stability and numerical mean-square stability. Let Xj and X5 be two
approximations of (4.18) with the same numerical method but with dif-
ferent initial values. If hm | X — Xi| = 0 with probability 1, then the

approximation is said to be asymptotically stochastically stable [59, 60]. If
khm E(| X — X1|?) = 0, then the approximation is said to be mean-square
— 00

stable [59, 60].
Consider first Euler’s method for solution of test problem (4.16):

{Xk+1Xk+Ath+unk\/ﬁ, for k=0,1,... (4.19)

X(]:a

where X, =~ X (kh), np ~ N(0,1) for each k, and h is the step length. Fur-
thermore, let X, be another numerical approximation computed using (4.19)
but with a different initial approximation X, = a. Let Z; = X3 — X. Then,
7, satisfies
Zi41 =2+ A2y, for kE=0,1,...
{ Zo=a—a

and therefore,
Xy, — Xi| = |Z] = 1+ A0|F|Zo| for k=0,1,....

Thus, Euler’s method is asymptotically and mean square stable for the test
problem provided that —2 < Ah < 0. An analogous result holds for stability
of Euler’s method for stiff systems with additive noise. Specifically, Euler’s
method is numerically stable for a stochastic system with additive noise

dX(t) = AX(t)dt + pdW(t), for t>0
{X(O) =a.
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provided that —2 < Re(\;)h < 0 for each eigenvalue \; of A.
Now consider a stochastic trapezoidal method [59, 69] that when applied
to (4.16) has the form

{Xk+1 :Xk+%f(Xk)h+%f(Xk+1)h+g(Xk)nk\/Ea for k:()ala
X() = a.

When applied to test problem (4.18), this implicit method reduces to the form

{Xk.+1 = Xy, + $AXg + I X1 + peVh,  for k=0,1,...
XO = a.

Let Z, = X, — Xk where X and Xk be two approximations with the trape-
zoidal method applied to the test problem (4.18). Then, Z, satisfies

1+ Ak
Zk+1:72Zk for k:O,l,...
- %)\h
and hence,
k
_ 1+ 2Ah
Xk_Xk|:|Zk:’1_zAh |ZO| for k:071,

It follows that the trapezoidal method is numerically mean square stable for
the test problem for any A\h < 0.

Now consider stability of numerical methods applied to stochastic differ-
ential equations with multiplicative noise. Numerical mean-square stochas-
tic stability for multiplicative noise is considered here. (A good explanation
of numerical asymptotic stochastic stability is given in [59] for a family of
numerical methods.) The test problem for multiplicative noise has the form

{dX(t) = AX(t)dt + pX(t)dW(t), for t>0 (4.20)

X(0) =a.

Using It6’s formula, it is straightforward to show that E(]X(t)?) — 0 as
t — oo provided that pu? + 2\ < 0 and a required condition for the steady
solution X () = 0 to be mean square stable is that z2+2\ < 0. This condition
will be assumed on the values of the parameters p and A in studying the step
size h required for a numerical approximation to likewise approach 0. Consider
first Euler’s method for solution of test problem (4.20):

(4.21)

{XkHXkJr)\thquank\/ﬁ, for k=0,1,...
X():a,

where X}, ~ X(kh), n, ~ N(0,1) for each k, and h is the step length.
Furthermore, let X} be another numerical approximation computed using
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(4.21) but with a different initial approximation Xo =a. Let Z, = Xj, — Xy
Then, Zj, satisfies

Z+1 ZZk+)\th+/,LZkT]k\/E, for k=0,1,...
Z():a—a

and therefore,
E(|X,—Xx|?) = BE(1Z]?) = A4+2 - XN2R2 412 h)* E(1Zp|?) for k=0,1,....

Thus, Euler’s method is mean square stable for the test problem provided that
p? +2X\ < —A2h. Assuming fixed values for p and A, such that p? + 2\ < 0
for the steady solution X (¢) = 0 to be mean square stable, the step size h in
Euler’s method can therefore be selected sufficiently small for the numerical
method to be mean square stable.

Now consider a stochastic trapezoidal method [59, 69] that when applied
to test problem (4.20) has the form

{Xk.+1 = X, + SARX + IARXG + pXymeVh, for k=0,1,...
Xo = Q.

Let Z, = Xi, — X), where X, and X} be two approximations with the trape-
zoidal method applied to the test problem (4.20). Then, E(|Z|?) satisfies

(1+ 1An)2 + p2n
(1—3Ah)?

E(X, - Xil?) = E(1Z4f?) = E(Zy?) for k=0,1,....

It follows that the trapezoidal method is numerically mean square stable for
the test problem whenever 2Ah + p?h < 0. That is, for any positive step
size, the stochastic trapezoidal method and the stochastic differential equation
share the same stability condition on A and p, namely 2A + u? < 0. Therefore,
assuming that p and \ satisfy u2+ 2\ < 0 for the steady solution X (t) = 0 to
be mean square stable, any positive step size h can be selected in the stochastic
trapezoidal method so that the numerical solution behaves similarly to the
exact solution.

Lyapunov functions [41, 69, 79] are also commonly used to study stability
of differential equations (4.13) and (4.15) and are briefly considered here. The
idea is to construct a function that behaves like energy in a mechanical system.
If the system continually loses “energy,” then the system eventually reaches an
equilibrium state. Provided certain conditions hold, stability of the system can
be inferred using a Lyapunov function. Consider, for example, the determinis-
tic problem dy(t) = — % (y(t) + y*(t))dt, y(0) = a. Choose the Lyapunov func-
tion, V, as V (t) = y?(t). It follows that V satisfies dV (t) = (—=V (t) — V2(t))dt,
V(0) =a% As dV (t) < =V (t)dt, then V(t) < a’et. Hence, y*(t) = V(t) — 0
as t — oo implying that 0 is a stable fixed point for this problem. Now,

consider the stochastic differential equation dX (t) = —1(X(t) + X3(t)) dt +
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pX(t)dW(t), X(0) = a. Choosing V (t) = X?2(t), then by Itd’s formula, V'
satisfies dV (t) = ((=14+p2)V (t)=V2(t)) dt+2uV (t) dW (t), V(0) = a?. Tt fol-
lows that d(E(V (1)) < (—1+ p2)E(V(t))dt and thus, E(V (t)) < a2e(=1F#)t,
This result implies that the steady solution X (¢) = 0 is mean square stable
provided that —1 < pu < 1.

4.9 Parameter Estimation for Stochastic Differential
Equations

In this section, a stochastic differential equation of the form
dX(t) = f(t, X(t);0)dt + g(t, X (t);0) dW(t) (4.22)

is considered where € € R™ is a vector of parameters that are unknown. It is
assumed that
Lo, L1,L2y+--3 TN

are observed values of X (t) at the respective uniformly distributed times t; =
iAt for ¢ = 0,1,..., N where At = T/N. The problem is to find an estimate
of the vector @ given these N + 1 data points. Two estimation methods are
considered in this section: a maximum likelihood estimation method and a
nonparametric estimation method.

4.9.1 A maximum likelihood estimation method

Let p(tg,zk|tg—1,2r—1;0) be the transition probability density of (tx,zk)
starting from (tx—1,xk—1) given the vector 8. Suppose that the density of
the initial state is po(x|0).

In maximum likelihood estimation of 8 [36, 62, 64], the joint density

N
D(0) = po(w0|0) H (tk, Tlth—1, 2k-1; 0)

is maximized over 8 € R™. The value of 6 that maximizes D(0) will be
denoted in this section as 8*. However, to avoid small numbers on a computer,
it is more convenient to minimize the function L(0) = —In (D(0)) which has
the form

N
L(6) = —1In (po(x0]6)) — > In (p(tr, wklth—1, 713 6)).
k=1

One difficulty in finding the optimal value 8* is that the transition densities
are not generally known. However, by considering the Euler approximation to
(4.22) and letting X (tx—1) = xx—1 at t = tx_1, then
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X(th) ®ap—1+ f(tp—1,Tk—1;0) At + g(tp—1, 21 _1;0)V At 1y,

where n; ~ N (0, 1). This implies that

1 —(T — K 2
P(te, Tiltp—1,T6-1;0) = eXP( ( )

\/2mo} 207

where pr = xp_1 + f(tk,l,mk,l;H)At and o, = g(tk,hxk,l;e)\/ﬂ. This
transition density can be substituted into the expression for L(6) which can
subsequently be minimized over R™. The second difficulty is now computing
the optimal vector 8* by minimizing L(€). This is a nontrivial computation.
A numerical optimization algorithm such as the Nelder-Mead method [82] can
be useful for computing the minimum of L(6).

In the above procedure, the transition densities were approximated using
the Euler formula. Instead of using Euler’s formula to approximate the transi-
tion density p(tx, Tk|tk—1,xr—1;0), one can approximate the density through
simulation as discussed in [64]. First, for a given value of 6, one numerically
solves (4.22) starting from xg_1 at tx—1. A standard method can be used such
as Euler’s method or Milstein’s method with one or more steps. This calcula-
tion is repeated M times to obtain M estimated values y1,¥s, - . ., yar for X (t)
at t = tx. (Notice that the Wiener increments, used to find y1,ys,. .., yn, are
saved. These same Wiener increments are applied in finding y1,y2, ...,y at
ti for each value of 0 tested. The problem of finding the optimal value 8*
is then deterministic.) Then the transition density p(tg,xg|tk—1,2k—1;0) is
estimated using

M
1 T — Yi
OD (11, wpltio1, 0113 0) = —— Y K ( EH
p (k:a-rk| k—1yTk—1, ) th:1 h )

where K is a nonnegative kernel function and h is a bandwidth. A reasonable
kernel K and bandwidth h are [64]:

1 —22 5
K(z)= mexp (22) and h=0.9sM /5,

where

1 M 1 M

2 _ 2 )

el TR D v DL
j=1 J=1

gives a formula for the sample standard deviation. Next, one minimizes

N

L) = —In (po(0]0)) — > In (p™) (tx, 2g[tr—1, 241 0))
k=1

to find an approximation to the optimal value 6*.
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Example 4.15. Fitting population data to an SDE

Consider the Aransas-Wood Buffalo population of whooping cranes [27,
36]. The population data for the whooping cranes are given in Table 4.5.
These whooping cranes nest in Wood Buffalo National Park in Canada and
winter in Aransas National Wildlife Refuge in Texas [27, 36]. The population
size is graphed in Fig. 2.3 over the years 1939-1985. In this section, this data
is fit to the stochastic differential equation

AX(t) = 0, X (1) dt + /0 X (1) dW (1), X (0) = 18,

where X (t) is population size and @ = [#;,65]7 is to be determined. It is
shown in the next chapter that this is a reasonable model for the population
dynamics. Time ¢ here means time in years from year 1939, for example, 1941
corresponds to t = 2.

Table 4.5. Aransas-Wood Buffalo whooping crane population

Year Population Year Population Year Population Year Population

1939 18 1951 31 1963 32 1975 49
1940 22 1952 25 1964 33 1976 57
1941 26 1953 21 1965 42 1977 69
1942 16 1954 24 1966 44 1978 72
1943 19 1955 21 1967 43 1998 75
1944 21 1956 28 1968 48 1980 76
1945 18 1957 24 1969 50 1981 78
1946 22 1958 26 1970 56 1982 73
1947 25 1959 32 1971 57 1983 73
1948 31 1960 33 1972 59 1984 75
1949 30 1961 36 1973 51 1985 86
1950 34 1962 39 1974 49

Both calculational methods described in this section gave optimal values
of approximately 67 = 0.0361 and 65 = 0.609. The computer programs that
computed these optimal values, using the procedures described in this section,
are listed at the end of this chapter. Hence, a reasonable stochastic differential
equation based on the data for the whooping crane population size is

dX (t) = 0.0361X (t) dt + /0.609X (t) dW (t), X (0) = 18.

The mean population size and two different trajectories for this stochastic
differential equation are plotted in Fig. 4.2. In addition, the actual whoop-
ing crane population in plotted in the figure. The graphs indicate that the
stochastic differential equation model provides a reasonable fit to the data.
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Fig. 4.2. Actual whooping crane population, mean population (dashed line), and
two simulated crane populations using the SDE model

4.9.2 A nonparametric estimation method

Described in this section is a simple nonparametric estimation procedure con-
sidered in [109] and related to nonparametric methods described by several
previous investigators (see, e.g., [30] or [53]). The estimates are only approxi-
mately correct but the approach is simple to implement and the approxima-
tion errors are likely to be small provided that reasonably frequent data are
available [109]. Furthermore, the values estimated by this procedure may also
be used as starting values in other computational methods [30, 53, 64] for
estimating the parameters.
As in the previous section, it is assumed that

Loy L1, L2y TN

are observed values of X (¢) at the respective uniformly distributed times ¢; =
iAt for i = 0,1,..., N where At = T/N. The problem is to find an estimate
of the parameter vector 8 given these IV 4 1 data points. It is assumed in this
estimation procedure that the process can be approximately modeled by the
discrete-time process

Xip1 — X = f(ti, Xi, 0) At + g(t;, X, 0)n; v At (4.23)

fori =0,1,...,N — 1 where n;, ~ N(0,1) for each i. (Notice that (4.23) is
an Euler approximation to (4.22).) The method is based on the approximate
expectations, conditional on the observed value of X;, for the discrete-time
process given by [109]:

E(Xiy1 — X;)/At - (tz,X“ 6)] = O(At) (4.24)
E[(Xiy1 — Xi)? /At — ¢° (4, X;,0)] = (4.25)
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If € R?, then (4.24)—(4.25) can be used to estimate the parameter vector 6.
If @ € R™ for m > 2, then (4.24)—(4.25) may be supplemented with additional
equations such as [30]:

FE [(Xi+1 — XZ)Xl/At — f(ti, Xi, O)XZ] = O(At)

The parameter vector 8 is estimated using the sample counterparts of the
previous equations. For example, for 8 € R?,  may be estimated using:

N-1 1 N-1
; f(t%xh t Z Ti+1 — (426)
N-1 1 N-—1
ar 92(ti7$i7 9) 7 Z; (JZ‘,'_H — JUZ‘)Q. (427)

Furthermore, this nonparametric estimation method, like the maximum like-
lihood procedure described in the previous section, can be extended to esti-
mation of parameters for models that involve systems of stochastic differential
equations. For additional information about parameter estimation and using
numerical methods to study statistical properties of estimators see, for exam-
ple, references [69, 70, 71].

Ezxample 4.16. Fitting population data to an SDE

As an example of this nonparametric estimation method, consider the
whooping crane population data described in the previous section where 6,
and 0, are to be estimated for the stochastic differential equation model

dX(t) = 0, X (1) dt + /0 X (1) dW (t), X (0) = 18,

where X (¢) is population size. For this problem, population sizes are given in
Table 4.5 at 47 successive years. In particular, N = 46 and At = 1. Applying
equations (4.26)-(4.27) to this model gives the estimates:

a5 45 (g — )2
g, = =0T T T) g o361 g gy = 2= T )T o
Zi:() s Zi:o Li

which are close to the values obtained for #; and 65 in the previous section
using a maximum likelihood procedure. The model obtained in this example
for the whooping crane population size is therefore

dX (1) = 0.0361X (£) di + \/0.579X (t) dW (), X(0) = 18.
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Exercises
4.1. Assume that X (¢) satisfies the stochastic differential equation

dX (t) = aX (t)dt + /bX(t)dW (t), X(0)=1,
for 0 <t < T where a and b are positive constants. Use [t6’s formula to find
E(X(t)), E(X?(t)), and E(X3(t)) exactly.
4.2. Assume that X (t) satisfies the stochastic differential equation

dX(t) = (a+bX(t))dt + cdW(t), X(0)= X,

for ¢t > 0 where a, b, and c are constants. Use [t0’s formula with an appropriate
value of a to show that

d(X (t)e®) = ae® dt + ce™ dW (t).

Then show that the exact solution is
—at a —at —at ! as
X(t)=Xge ™+ —(1—e ) +ce / e dW (s).
@ 0
4.3. Assume that X (¢) satisfies the stochastic differential equation
2
dX(t) = <5X3/5(t) +5X4/5(t)> dt + X475y dw (t), X(0) = 1.

Use Tto’s formula with F(t, X (t)) = (X (t))'/® to prove that the exact solution
is

X(t) = (t+ 1+ ;}W(t))S.

4.4. Let X (¢) be the solution of

X(t):X(O)—i-/O f(X(s))ds+/O gdW (s)

for 0 <t < At where g is a constant and f satisfies conditions (c6) and (c7).
In particular, (f(X(s))—f(X(r))? < k(X(s)—X(r))* and E(X(s)—X(r))* <
c|s — r|. Assume that X (At) satisfies

At

. . . At
X(At) = X(0) + f(X(At))ds+/ gdW (s).
0 0

(a) Using the triangle inequality, prove that
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. At
1% (20) — X(At)nv < | / (FOX(s) — Fx(an)) ds]|

At
X0 = KO+ [ (FCx(A0) - k(a0 as

(b) Next, prove that
1X(A8) = X (A0 |rv < 72 (1 X(0) = X(0) v + (ke/2)/2(A0)*?)

assuming that 2k'/2At < 1. (Note that 1/(1 —z) < ® for 0 <z < 1/2.)
4.5. The solution of the stochastic differential equation
dX(t) = (a+ X () dt +~vX(t)dW(t), X(0)= X,

with «, 8, and v constants is [41]:

X0 = () (Xo+a (R(s) is)).

where R(t) = exp ((8 —~?/2)t +~yW(t)). Use this result to show that the
solution of

dX(t) = (aX(t) + bX2(t)) dt + cX(t) dW (t), X(0)= Xo,

with a, b and ¢ constants is

X =v@w/ ((Xorl —b / U(s) ds) ,

where U(t) = exp ((a — ¢?/2)t + ¢W (t)) . To show this, let Y(t) = 1/X(t) and
use It6’s formula with F(t, X (t)) = 1/ X (¢).

4.6. Consider the stochastic differential equation
dX (t) = (aX(t) + bX2(t)) dt + cX (t)dW (t), X(0)=1/2,

for 0 <t <1 where a=1/4,b=1/32, and ¢ = 1/4. Use Euler’s method with
At = 1/200 and 50,000 sample paths to estimate E(X (1)) and E(X?2(1)).
Hand in a listing of your computer program along with your calculational
results. In constructing your program, consider modifying a program listed
in Chapter 4. Also, if the estimated values of E(X(1)) and E(X?(1)) do not
agree reasonably well with the results of Exercise 4.7, your program needs to
be carefully checked.
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4.7. Consider the stochastic differential equation
dX (t) = (aX(t) + bX2(t)) dt + cX (t)dW (t), X(0)=1/2,

for 0 <¢ <1 wherea=1/4,b=1/32, and c =1/4.
(a) Let yi(t) = B(X*(t)) for k = 1,2,3. Use [td’s formula to show that y; (¢)
and y»(t) satisfy the deterministic initial-value system:

{ yi(t) = ay (t) + bya(t), y1(0) =1/2
Yo (t) = (2a + )ya(t) + 2bys(t), y2(0) = 1/4.

(b) Assuming that X (¢) is approximately normally distributed with mean
u(t) = y1(t) and variance o2(t) = ya(t) —y?(t), show that y3(t) ~ 3y1 (t)y2(t) —
293 (t). Then, modify the system in part (a) to

{yi (t) = ay: (t) + bya (1), y1(0) =1/2
ys(t) ~ (2a + c?)ya(t) + 6by1 (t)y2(t) — 4byi(t), y2(0) = 1/4.
(c) Use deterministic Euler’s method with At = 1/200 to numerically solve
the system in part (b). Calculate y;(1) and y2(1). Compare your calculated
results with those of Exercise 4.6. If the estimated values of E(X(1)) and

E(X?(1)) do not agree reasonably well with the results of Exercise 4.6, your
program needs to be carefully checked.

~
~
~
~

4.8. Let X (t) be the solution of

X<t):XO+/Q f(X(s))ds—i—/O gdW (s)

for 0 < ¢ < T where g is a constant and f satisfies conditions (c¢6) and (c7).
Let At = T/N where 2k'/2At < 1. Assume that X; for i = 0,1,2...,N
satisfies the implicit numerical method:

XH_lzXl—i-f(Xl_,_l)At—FgAWZ for i:0,1,2...,N—1,
where AW; = W (t;41) — W (¢t;). Using the results of Exercise 4.4, prove that
IX(T) = Xnllryv < (At)2(c/8)H/2eH T

Thus, the method has strong order 1/2 for this problem.

4.9. Consider the stochastic system

{Xm(t) = Xo(t)dt + /X1(t) dW1(t) — / X1(t) dWa(t),  X1(0) =10
dXo(t) = =Xa(t) dt + / Xa2(t) AW () + /X1 (t) dWa(t), X2(0) =50

for 0 <t < 1/2. Using Ito’s formula, prove that E(X2(t)) = 30 + 2470e~2t.
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4.10. Use Euler’s method on the system in Exercise 4.9 to estimate E(X3(1/2)).
Let Ry be the estimate of F(X2(1/2)) using N intervals on [0,1/2] and
20,000 sample paths. Compute R4 and Rg and extrapolate these values, i.e.,
2Rs — Ry, to obtain a better approximation to E(XZ(1/2)). Compare the cal-
culated values with the exact value found in Exercise 4.9. Hand in a listing of
your program along with your results.

4.11. Consider the stochastic differential equation
dX(t) = =AX(t)dt +/pX () dW(t), X(0)= X,

for t > 0 where Xy > 0 and A\ and pu are positive constants. Prove that
the steady solution X (¢t) = 0 is mean square stable. That is, show that
E(X2%(t)) — 0 as t — oo.

4.12. Consider the stochastic system
Xm(t) = adWl(t) + deQ(t), Xl(O) =0
dXQ(t) = CdWl(t), XQ(O) =0.

(a) Show that the forward Kolmogorov equation for this system is:

op(t,x1,22) 1, 4 5 0?p(t,a1,20) O?*p(t,x1,22) 1 ,0%p(t, 21, 22)
YA AL 2) 2 b —2d b, ba)
ot AR R - R Foa s L

(b) The probability density for this problem has the form:

1 1,751 1 2.2 2 32y,.2 2 2
¢ — —5X x _ (—c*z7+2aczixa—(a”+b%)x3)/(2b°c*t)
LX) = S e )72 bt ’

where X' is the 2 x 2 matrix:

5o <(a2 + b2t act) .

act At

Verify that p(t,x) satisfies the forward Kolmogorov equation found in
part (a).

4.13. Consider the implicit Euler method
Xig1 = X + M Xpq1 + pXpVhn, for k=0,1,2,...
for numerically solving the stochastic differential equation
dX(t) = AX(t)dt + pX(t)dW (), X(0)= Xo,

for t > 0 where A and p are constants and h > 0 is the step size. Recall that
the steady solution X (¢) = 0 of this stochastic differential equation is mean
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square stable if and only if u? + 2) < 0.

(a) Show that if 2 4+ 2\ < 0, then the implicit Euler method is numerically
mean square stable for any step size h > 0.

(b) Now suppose that p? + 2\ > 0 so that the the stochastic differential
equation is not mean square stable at X (¢) = 0. Show, in this case, however,
that if the step size, h, is sufficiently large, specifically h > c(u? + 2X)/A\? for
some constant ¢ > 1, then the implicit Euler method is mean square stable.

4.14. Consider the stochastic differential equation

X(t)

dX(t) = X(8)dt [ = Z dW (1), X(0) =1,

for 0 <t < 1. Notice, using Itd’s formula, that E(X(¢)) = ! and E(X?3(t)) =
geztf iet. Calculate 200 sample paths using Euler’s method with 500 intervals
on [0,1], i.e. At = 1/500. Plot two sample paths and the average of 200
sample paths. In constructing your computer program, consider modifying
the MATLAB program listed in Exercise 2.10. If the sample path average
does not appear similar to the graph of the function e!, then your program

needs to be carefully checked.

Computer Programs

Program 4.1. SDE Solution using Euler and Milstein methods

This Fortran program solves a scalar stochastic differential equation using
Euler’s method and Milstein’s method simultaneously with nt equally spaced
steps in time. The number of sample paths calculated is specified as nrun.
The mean and mean square values of the solution at the final time are output.
Then, the calculations are continued with the number of time steps equal to
2*nt and 4*nt each with nrun sample paths. The program is set up to solve
the stochastic differential equation in described in Example 4.6. Output of the
program is given following the program listing.

real*8 xx
¢ This program uses Euler and Milstein methods for an SDE.
nt=32
¢ nt is the number of intervals
do 500 nnt=1,3
nt=nt*2
ant=nt
xx=710781.
nrun=100000
¢ nrun is the number of sample paths
arun=nrun
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sm1=0.0
sq1=0.0
sm2=0.0
sg2=0.0
ant=nt
arun=nrun
do 75 jj=1,nrun
c yl is the Euler approximation
y1=1.0
y2=1.0
c y2 is the Milstein approximation

time=1.0
h=time/ant
hs=sqrt (h)
t=0.0
do 600 i=1,nt
call random(xx,randl,rand2)
call fts(t,yl,y2,f1,f2,g1,g21,g22)
t=t+h
yl=yl+h*fl+hs*randl*gl
y2=y2+h*f2+hs*rand1*g21+(randi*rand1-1.0)*g22*h

600 continue
sml=sml+yl/arun
sql=sql+yl*yl/arun
sm2=sm2+y2/arun
sq2=sq2+y2*y2/arun

75 continue
write(6,160)nt,nrun

160 format(5x,i6,5x,i6)
write(6,162) sml,sql,sm2,sq2

162 format(8x,4(£f12.4,3x))

500 continue
stop
end
subroutine random(xx,randl,rand2)
real*8 xx,a,b,d,rng(2)
a=16807.
ib=2147483647
b=ib
do 55 i=1,2
id=a*xx/b
d=id
xx=a*xxx—-d*b

55 rng(i)=xx/b
pi=3.141592654
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ul=rng(1)

u2=rng(2)
hlp=sqrt(-2.0%*alog(ul))
randl=hlp*cos(pi*2.0%*u2)
rand2=hlp*sin(pi*2.0%*u2)
return

end

subroutine fts(t,yl,y2,f1,f2,g1,g21,g22)
hlp=1.0/3.0
hlpi=(abs(y1))**hlp
if(y1.1t.0.0) hlpl=-hlpl
hlp2=(abs(y2))**hlp
if(y2.1t.0.0) hlp2=-hlp2
f1=hlp*hlp1+6.0*hlpl*hlpl
g1=hlpl¥hlp1
£2=h1p*h1p2+6.0%h1p2+hlp?2
g21=h1p2+h1p2
g22=hlp*hlp2

return
end
64 100000
27.0954 811.0140 27.0993 811.0618
128 100000
27.5339 839.3231 27.5368 839.3948
256 100000

27.7886  855.1988 27.7901  855.2540

Program 4.2. Solution of a scalar SDE using Euler’s method

This MATLAB program solves a scalar stochastic differential equation using
Euler’s method with nt equally spaced intervals in time. The number of sample
paths calculated is specified as nvec. The mean and mean square values of
the solution at the final time are the output values. Matrix array operations
are applied for efficient computation. The program is set up to solve the
stochastic differential equation in described in Example 4.6. Following the
program listing, the output of the program is given.

% Euler method for stochastic differential equation

% Matrix array operations are used for efficient computation
% nvec sample paths are simultaneously computed

% exact solution is E(y(1))= 28.00 and E(y(1))~"2 = 869.02
clear

%t=clock;

randn(’state’,2)

nvec=1000;
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Program 4.3. Parameter estimation using an MLE procedure

This Fortran program estimates the parameters of stochastic differential equa-
tion using the maximum likelihood procedure described in Section 4.9.1 where
the Euler approximation is applied to Eq. (4.22). The program is applied to
the Aransas-Wood Buffalo whooping crane population data. The minimum is
found on a 1000 by 1000 mesh of [al,a2] X [bl,b2] where the values of al,
a2, bl, and b2 are specified. Output of the program is given following the

4 Stochastic Differential Equations

nt=128;
time=1;
h=time/nt;
hs=sqrt(h);

y=ones (nvec, 1) ;

for i=1:nt
r=randn(avec,1);
tt=(i-1)*h;
hlp=y.~(1/3);
f=hlp/3+6%hlp."2;
g=hlp."2;
y= y+ f*¥h + hs*r.x*g;

end

mean=sum(y) /nvec

meansqr=sum(y.*y)/nvec

27.6437
851.4002

program listing.

c This

real*4 x(50)
np=47

data (x(i), i=1,47)/ 18, 22, 26, 16, 19, 21, 18, 22,
* 25, 31, 30, 34, 31, 25, 21, 24, 21, 28, 24, 26, 32,
* 33, 36, 39, 32, 33, 42, 44, 43, 48, 50, 56, 57, 59,
* 51, 49, 49, 57, 69, 72, 75, 76, 78, 73, 73, 75, 86/
code estimates parameters of an SDE.

fmin=1000000.0

¢ The minimum is found on a 1000 by 1000 mesh.

al=0.0
a2=0.1
da=(a2-a1) /1000
b1=0.0
b2=1.0
db=(b2-b1) /1000
thil=al
do 500 ia=1,1000
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thl=thl+da
th2=b1
do 500 ib=1,1000
th2=th2+db
flog=0.0
do 600 j=1,46
call functs(x(j),thl,th2,f,g)
amu=x (j)+£
sig=g
hlpil=alog(sqrt(2.0%*3.141592654*sig*sig))
hlp2= -(x(j+1)-amu)**2/(2.0*sig*sig) - hlpl
flog=flog - hlp2
600 continue
700 format(5x,3(3x,f14.5))
if (flog.gt.fmin) goto 500
fmin=flog
thimin=thil
th2min=th2
500 continue
write(6,700) thimin,th2min,fmin
stop
end
subroutine functs(x,thl,th2,f,g)
f=thlx*x
g=sqrt (th2+x)
return
end
0.03610 0.60900 136.78157

Program 4.4. Parameter estimation using an MLE procedure

This Fortran program estimates the parameters of stochastic differential equa-
tion using the maximum likelihood procedure described in Section 4.9.1. For
this program, the transition densities are estimated through simulation using
Euler’s method with nt steps. The program is applied to the Aransas-Wood
Buffalo whooping crane population data. The minimum is found on a 20 by 20
mesh of [al,a2] X [b1, b2] where the values of al, a2, bl, and b2 are specified.
Output of the program is given following the program listing.

real*4 x(50),r(50,20000),y(20000)

real*8 xx

np=47

data (x(i), i=1,47)/ 18, 22, 26, 16, 19, 21, 18, 22,
c 25, 31, 30, 34, 31, 25, 21, 24, 21, 28, 24, 26, 32,
c 33, 36, 39, 32, 33, 42, 44, 43, 48, 50, 56, 57, 59,
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c 51, 49, 49, 57, 69, 72, 75, 76, 78, 73, 73, 75, 86/
This code estimates parameters of an SDE.

xx=114211.0

An MLE procedure of Hurn, Lindsay, and Martin is used.
m=5000

m is the number of simulatioms.
am=m
nt=4

nt is the number of Euler steps used in each simulation.
ant=nt

Next, random numbers for all simulations are generated.
do 50 i=1,np

do 50 j=1,m*nt/2
call random(xx,randl,rand?2)
r(i,2*j-1)=randl
r(i,2*j)=rand2

50 continue

The minimum is found on a 20 by 20 mesh of [al,a2]X[bl,b2].

al=.030
a2=.040
da=(a2-al)/20.
b1=.500
b2=.700

db=(b2-b1)/20.

fmin=10.%*10

alp=al

do 500 ia=1,20

alp=alp+da

bet=bl

do 500 ib=1,20

bet=bet+db

flog=0.0

do 600 j=1,46

time=1.0

h=time/ant

hs=sqrt (h)

iii=0

do 75 n=1,m

zz=x(j)

do 76 jj=1,nt

iii=iii+l

call functs(zz,alp,bet,f,g)

rrr=r(j,iii)

zz=zz+h*¥f+hs*rrr*g
76  continue
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700

55
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y(n)=zz

s1=0.0

s2=0.0

do 80 i=1,m

sl=sl+y(i)
s2=82+y (1) *y (i)

continue
ss=(s2-s1*s1/am)/(am-1.0)
ss=sqrt(ss)

hh=.9%ss/ (am**.2)

sum=0.0
hlp=sqrt(2.0%3.141592654) *hh
do 85 i=1,m

sum=sum + exp(-(x(j+1)-y(i))**2/(2.0%hh*hh))/hlp
continue

sum=sum/am

flog=flog -log(sum)
continue

if (flog.gt.fmin) goto 500
fmin=flog

alpmin=alp

betmin=bet

continue

write(6,700) alpmin,betmin,fmin
format (3(3x,£12.5))

stop

end

subroutine random(xx,randl,rand2)
real*8 xx,a,b,d,rng(2)
a=16807.

ib=2147483647

b=ib

do 55 i=1,2

id=a*xx/b

d=id

xx=a*xx—-d*b

rng(i)=xx/b
pi=3.141592654

ul=rng(1)

u2=rng(2)
hlp=sqrt(-2.0*log(ul))
randl=hlp*cos(pi*2.0%*u2)
rand2=hlp*sin(pi*2.0%*u2)
return

end

133
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subroutine functs(x,alp,bet,f,g)
f=alp*x

g=sqrt (bet*x)

return

end

0.03600 0.61000 137.85956
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Modeling

5.1 Introduction

Most of the stochastic differential equation models described in this chapter
are developed using a procedure that is analogous to the procedure used in the
development of many ordinary differential equation models. The process under
investigation is studied for a small time interval A¢. The resulting information
on the changes in the process then leads to the differential equation model.
For example, consider the problem of developing a deterministic model for
the temperature of an object immersed in a liquid held at a fixed tempera-
ture T7,. Let T'(t) be the temperature of the object at time ¢. Suppose that
for a small time interval At, the change in the temperature of the object is
proportional to the difference between the object’s temperature T'(t) and the
liquid’s temperature T, In addition, suppose that the temperature change is
proportional to the interval length At. Based on this information, it follows
that
AT = o(Ty, — T(t))At,

where « is a constant of proportionality. Setting AT = T'(t + At) — T'(¢) and
letting At — 0, one obtains Newton’s Law of Cooling. That is,

% = a(TL — T)

Therefore, the procedure used in this chapter is just a natural extension
of the procedure used for many years in modeling deterministic dynamical
processes in physics, engineering, and biology. However, in the case consid-
ered here when the process is stochastic rather than deterministic, a finite At
produces a discrete stochastic model. The discrete stochastic model then leads
to a stochastic differential equation model as At — 0. This model develop-

ment procedure has been applied to several interesting biological and physical
phenomena [4, 7, 8, 11, 12, 13, 39, 55, 68, 86, 105]. Furthermore, as At — 0,

135
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a continuous-time stochastic model is obtained from the discrete stochastic
model and it appears that similarities between continuous-time Markov chain
models and stochastic differential equation models were first noted by Kurtz
in 1971 [78].

Based on the preceding discussion, most of the stochastic differential equa-
tion models described in this chapter are developed in the following way. First,
a discrete stochastic model is developed for the dynamical system under study
which is experiencing random influences. Specifically, for a small time interval
At, the possible changes with their corresponding transition probabilities are
determined. Second, the expected change and the covariance matrix for the
change are determined for this discrete stochastic process. Third, this infor-
mation leads to the stochastic differential equation model for the dynamical
system. The stochastic differential equation model is inferred by similarities
in the forward Kolmogorov equations between the discrete and continuous
stochastic processes.

There are ways to develop stochastic differential equation models other
than through using the procedure discussed in this chapter. For example,
one may hypothesize for a given stochastic dynamical system that the drift
and diffusion coefficients in the stochastic differential equation model are
linear functions of the solution. Then, assuming data are available, a sta-
tistical estimation method may yield values for the unknown parameters.
This alternate way of developing a stochastic differential equation model is
useful for many stochastic systems. One advantage of the modeling proce-
dure discussed in this section is that, as the parameters in the model are
derived from basic assumptions, a better understanding of the parameters
in the model is achieved. There are many interesting applications and mod-
els of stochastic differential equations. See, for example, the discussions in
[4, 11, 29, 32, 41, 56, 69, 70, 74, 89, 90, 92].

s, S,

R

Fig. 5.1. A diagram of a two-state dynamical system
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It is useful to begin by considering a representative two-state dynamical
process which is illustrated in Fig. 5.1. Let Sy (t) and S3(t) represent the values
of two states in the system at time ¢. It is assumed that in a small time interval
At, state S1 can change by —\1, 0, or +)\; and state Sy can change by —\s, 0,
or +Xo where A1, Ay > 0. Let AS = [S1, S5]7 be the change in a small time
interval At. As illustrated in Fig. 5.1, there are eight possible changes for the
two states in the time interval At not including the case where there is no
change in the time interval. The possible changes and the probabilities of these
changes are given in Table 5.1. It is assumed that the probabilities are given to
O((At)?). For example, change 1 represents a loss of A1 in S () with probability
d1 At, change 5 represents a transfer of A\; out of state S; with a corresponding
transfer of Ay into state Sy with probability mi2 At, and change 7 represents a
simultaneous reduction in both states S; and Ss. The changes \; are assumed
to be nonnegative. As indicated in the table, all probabilities may depend on
S1(t), Sa2(t), and time ¢. Also notice that it is assumed that the probabilities
for the changes are proportional to the time interval At.

Table 5.1. Possible changes in the representative two-state system with the corre-
sponding probabilities

Change Probability

ASW = [, 0] pr=dit, 51:52)&
AS® = D0 o= ba(t, Sh. S) At
AS® = [0, Nal"  ps = da(t, S1, 52) M

ASW =[0,X2]"  pa=ba(t, 51, S2) At
AS(s) = [—>\17 AQ]T Ps = mlz(t, 51, Sz)At
AS(6) = [)\1, _>\2]T Pe = mzl(t, S1, S2)At
AS(7) = [—)\1, —AQ]T pr = mu(t, Sl, SQ)At
AS®) = [)\1, /\Q]T ps = m22(t7 S, Sg)At
AS(Q) = [0, O]T Po = 1 — Zle Di

It is useful to calculate the expected change and the covariance matrix for
the change AS = [AS;, AS,]T fixing S(¢) at time t. Using the above table,

9 , (—di + b1 — miz + Moy + maa — mi1) Ay
=> p;ASY) = At
j=1 (—d2 + b2 + miz — Mot + Moz — Mmi1) A2
and

E(AS(AS)T Zp S(J) S(j))T

(dv + b1 + ma))\% (—ma2 — ma1 + mag + m11)>\1>\2] A
t,

(—mag — ma1 + maz + Mm11) A1 A2 (do + by + ma) A3
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where m, = mia + ma; + mog + m1;. We now define the expectation vector,
1, and the 2 x 2 symmetric positive definite covariance matrix, V', as

u(t, Sy, 82) = B(AS)/At  and  V(t,S1,S9) = E(AS(AS)T)/At.

Notice that as At is small and E(AS)(E(AS))T = O((At)?), the covariance
matrix V is set equal to E(AS(AS)T)/At. Finally, it is useful to define the
square root of the covariance matrix V as B, specifically,

B(t, 81, 8) = (V(t,51,52))"/* and thus, B(t,S1,82) = V(t, 51, S2).

Now, as described in Section 2.2 for a one-dimensional problem, a forward
Kolmogorov equation can be determined for the probability distribution at
time t + At in terms of the distribution at time t. Letting p(t,z1, z2) be the
probability that S; = x1, and Sy = x5 at time ¢, then referring to Table 5.1,

10
p(t + At, x1,22) = p(t, x1,22) + At ZT“ (5.1)

i=1
where

=p(t,x1,x2)(—dy(t, X1, 2) — b1 (¢, 1, 22) — dao(t, x1,22) — ba(t, x1,x2))
p(t, x1,22)(—ma(t, 1, 22))
Ts =p(t,z1 + A1, 22)di (t, 21 + A1,y 22)
T4 *P(t 1 — A1, 22)b1 (L, 01 — Ay, 2)
= p(t, 1,2 — A2)ba(t, x1, 22 — o)
(t, )

(t,

(t,

p(

= p(t, 21,22 + A2)da(t, x1, 22 + A2)

=p(t,x1 + A1, 2 — Aa)maa(t, 1 + A\, 22 — A2)
Tg =p(t,x1 — A1, T2 + Aa)mar(t, 21 — A\, 22 + A2)
To = p(t,z1 + A1, 22 + A2)mai(t, 21 + A1, 22 + A2)
Tio = p(t, 1 — A1, 2 — Aa)maa(t, 21 — A, 22 — Aa).

Expanding out the terms T3 through Tjo in Taylor series about the point
(t,x1,z2), it follows that

d(pd1) 1 0%(pdi) | »

Ts ~ pd A1 A
3 P + 3I1 *3 2 8 %

- 9(pb1) 19%(pb1) 5

T4 ~ pbl 81‘1 >\1 + § 8 % )\1

d(pbs) 10%(pb2) 5

Ts ~ pb A — A

5 ~= PO2 Oy 2 2 8 2
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d(pdz) 1 9%(pds)
o 2 T2 03

Ty ~ pds + A2

Ty ~ pmys + 3(pm12) A 8(pmlz Ay + = ZZ 7,+j Pm12))\l)\j

Ox1 Pt O0x;0z;
a(Pmm) 5'(Pm21 mel)
Ts ~ — A A “”7)\1)\-
8~ pma1 0x1 1+ 0xo 2t 3 ;]21 O0x;0x; J
0 d(pm m
Ty =~ pmq1 + (1(; ™ )/\1 + (18) 11) Ao+ — Z Z 7;)8;1) >\1>\j
i=1 3_1 J

0 0
Tlo ~ pmo2 — 7(;;7‘:122))\1 (pm22 /\ + = ZZ axpglxn 7 j.
i=1j=1 v

Substituting these expressions into (5.1) and assuming that A¢, A1, and Ay are
small, then it is seen that p(t, 21, x2) approximately solves the Fokker-Planck
equation

op(t, xy, x2)
ot

== 8- [pi(t, 21, 22)p(L, 21, 72)] (5.2)

2

1 2
+§ ZZ O0x;0x; [Z bik (¢ x1’$2)bJ k(t, o1, 22)p(t, 21, 72) |

k=1

where p; is the ith component of g and b; ; = (B); ; for 1 <14, 5 < 2. (Alterna-
tively, as in Example 2.4, it can be shown that (5.1) is a form of finite-difference
approximation to (5.2) for small At, A1, and \y.) However, as discussed in the
previous chapter, the probability distribution p(t, x1, z3) that exactly satisfies
(5.2) is identical to the distribution of solutions to the stochastic differential
equation system

{dS(t) = u(t, S1,S:) dt + B(t, S1, S2) AW (t) (5.3)

S(0) = So,

where W (t) = [Wy(t), Wa(t)]T. Therefore, as also illustrated for the one-
dimensional examples in Chapter 2 (Examples 2.4 and 2.5), the discrete
stochastic model is closely related to a stochastic differential equation model.
In particular, the drift and diffusion terms, p and B, respectively, of the
stochastic differential equation model are equal to the expected change divided
by At and the square root of the covariance matrix divided by At obtained
from the discrete stochastic model.

In summary, the procedure described here in deriving a stochastic differ-
ential model for a dynamical process requires three steps. First, a discrete
stochastic model for the process is developed by carefully listing the possi-
ble changes along with the corresponding probabilities for a short time step



140 5 Modeling

At. Second, the expected change and covariance matrix for the change is cal-
culated for the discrete stochastic process. Third, the stochastic differential
equation system is obtained by letting the expected change divided by At be
the drift coefficient and the square root of the covariance matrix divided by At
be the diffusion coefficient. The procedure described in this section provides,
in a natural manner, an It6 stochastic differential equation model, rather than,
for example, a Stratonovich stochastic differential equation model.
It is interesting to notice that

2
E ‘E (3?) *u(t,Sl,Sg) ‘|*>O as At —0
and
T 2
E ‘E (AS(;S)) —B(t,Sl,SQ)BT(t,Sl,SQ) ‘|—>0 as At —0

for fixed values S(t) = [S1(t), S2(t)]T at time t. These relations indicate that
the discrete stochastic process is weakly consistent [69] with the stochastic
differential equation (5.3). In addition, under suitable assumptions, weak con-
sistency implies the weak convergence result

E(9(S(T))) — E(9(Sa(T))) =0 as At —0

for smooth functions g : R? — R, where S(T) is the solution at time 7' to
the stochastic differential equation system (5.3) and Sa(T') is the solution
to the discrete stochastic system [69]. Therefore, another way to regard this
modeling procedure is through weak convergence of the discrete stochastic
system to a continuous stochastic system. This convergence is also suggested
by considering the Kolmogorov equations for the two stochastic systems. In
either way of regarding the procedure, a discrete stochastic process is first
constructed and the expected change and the covariance in the change are
calculated for a small time step A¢ which leads to the stochastic differen-
tial equation model. Several examples of this approach are illustrated in the
remainder of this chapter for problems in biology, physics, engineering, and
finance. Of course, it is generally recommended, after a mathematical model
is formulated for a given process, that the model be thoroughly tested with
Monte Carlo calculations or with experimental data to verify its accuracy.

Example 5.1. A simple example with exact probability distributions

Consider development of one-state discrete and continuous stochastic mod-
els with probability distributions that can be exactly determined and com-
pared. Let t; = 1At for i = 0,1,..., N and let a discrete stochastic process
take a value from the set {z; = jé for j =0,1,...} at each discrete time
t; where § is a small positive constant. Define the transition probabilities of
the discrete stochastic process by the following:
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() = rAt/62, for k=i+1
Pilt) = 1—rAt/§%, for k=i,

where r is a positive constant and the change in the process is either § or 0
at each time step. The transition probabilities for this example are similar to
those in Example 2.4. Notice that with the above transition probabilities, if
AX is the change in the stochastic process for time interval At, then E(AX) =
rAt/d and Var(AX) = rAt + O((At)?). Let pi(t) = P(X(t) = 2, = kd) be
the probability distribution at time t. Then, py(t + At) satisfies

pr(t + At) = pi(t) — pe(t)rAt/6? + pr_1(t)rAt/5%.

As At — 0, the discrete stochastic process approaches a continuous-time
process and py(t) satisfies the differential equation:

dpy(t) r r
D o L p(t) + e ()

for k =0,1,2,... where p_1(t) = 0. Assuming that pg(0) = 1 and pg(0) =0
for k > 1, these equations can be solved exactly to yield

pn(t) = exp(=At)(At)"/n! for n=0,1,2,...,

r
where \ = 52 That is, the discrete stochastic model is Poisson distributed as
At — 0. Notice that

- r > r242
BX(0) = Y ndpa(t) = 5 and Var(X(0)) = 3 n28%pu(t) = S =t
n=0 n=0

Now, using the procedure described in this section, the forward Kolmogorov
equation satisfied by the corresponding continuous-valued model has the form

ap(t,x) _ rop(t,x) rp(t )

ot o6 Ox 2 Ox2

with p(0,2) = §(x — 0). The It6 stochastic differential equation model of the
process is therefore

dX(t):gdHﬁdW(t) with X (0) = 1.

For the continuous model, p(¢, z) = exp(—(x—rt/8)?/2rt). That is, the

1
V2mrt

continuous stochastic model is normally distributed with mean rt/é and vari-
ance rt. However, referring to Example 1.25, the Poisson distributed variable
converges in distribution to a normally distributed variable as At increases (as
0 decreases for fixed ¢ > 0). Therefore, the discrete and continuous models
are closely related for small At and small §. This example illustrates that the
probability distributions of the discrete and continuous stochastic models are
very similar under certain conditions.
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Remark 5.2. Appropriateness of an Ité or a Stratonovich SDE model

There have been discussions regarding whether an Ito or a Stratonovich
stochastic differential equation provides the most appropriate model for a
given random dynamical system. (See, e.g., [41], [92], and [112].) Whether the
stochastic differential equation is regarded as It6 or Stratonovich is important.
For example, if

dX(t) = AX(t)dt + pX(t) dW (t)

is regarded as Ito, then X (t) — X (0)exp((A — p?/2)t) w.p.1 as t — oo and,
thus, X (t) — 0 with probability 1 if A\ < u?/2. (To see this, refer to the dis-
cussion following equation (4.16) in Section 4.8.) On the other hand, if this
stochastic differential equation is regarded as Stratonovich, then the equiva-
lent It6 stochastic differential equation is

dX(t) = (A + p?/2) X (t) dt + pX (t) dW (t).

In this case, X(t) — X(0)exp(At) w.p.1 as ¢ — oo and, thus, X(¢) — 0
with probability 1 if A < 0. It is clear from this example that specifica-
tion of the stochastic differential equation model as It6 or Stratonovich is
important. In the modeling procedure described in this chapter, a discrete
stochastic model is first developed by studying the random dynamical sys-
tem for a small time interval. An It stochastic differential equation model is
then inferred by the similarities between the forward Kolmogorov equations of
the discrete-time and the continuous-time stochastic models. Assuming that
the discrete stochastic model is accurate, a specific It6 stochastic differen-
tial equation model is obtained using this derivation procedure. Of course,
a Stratonovich stochastic differential equation model is simultaneously pro-
duced as the 1t6 model can be readily transformed into a Stratonovich model.
As previously noted [41], whether a stochastic differential equation is inter-
preted as an It6 equation or as a Stratonovich equation may often be resolved
under careful derivation. The derivation procedure described in this chapter
leads in a natural manner to a particular It6 stochastic differential equation
model which, if desired, can be immediately transformed into a Stratonovich
stochastic differential equation model.

Remark 5.3. Calculating square roots of matrices

Before studying several model derivations in the following sections, notice
that the procedure described in this section produces a term in the stochas-
tic differential equation system that involves the square root of a symmetric
positive definite matrix, that is, B = V/2. Solution of the stochastic sys-
tem entails computation of square roots of matrices. It is well-known (see,
e.g., [61, 80]) that a symmetric positive definite matrix has a unique symmet-
ric positive definite square root. For a 2 x 2 matrix, the square root can be

readily calculated. Indeed,
ab]'? 1[eatw b
vz — = =
bc d

)

b c+w
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where w = vac—b% and d = Va + ¢+ 2w. However, for a general n X n
symmetric positive definite matrix V' with n > 3, there is no explicit formula
for V'1/2 and so it must be calculated numerically. Clearly, when V is put in the
canonical form V = PTDP, where PTP = I and d;; > 0 for i = 1,2,...,n,
then V1/2 = PTDY/2P. However, for a large matrix, it is computationally
intensive to accurately compute all of the eigenvalues and eigenvectors of V'
which are needed to determine P and D. Fortunately, there are available many
numerical procedures for computing V'1/2 directly. (See, for example, [61, 80].)
A fast robust third-order method for symmetric positive definite matrices uses
the algorithm in [80]:

where Ry = I and Sy = V/||V||. In this method, \/|[[V]|Rm — V2 as
m — 00.

Furthermore, given a vector ¢, a numerical method for directly calculating
V1/2¢ without explicitly finding V'/2 can be formulated. (Generally this is all
that is required in solving a stochastic differential equation; computing V1/2
is not required.) This numerical method is based on solving an initial-value
system. Specifically, consider the initial-value problem

dx(t) . _
e Ct)x(t) with x(0)=c,
where
C(t) = —%(f/t +(1-t))7II-V) with V= ﬁ

The solution to this initial-value problem at ¢t =1 is

A 1/2
x(1) = V12— Y ¢
V2[[V]ls

Thus, if this initial-value problem is solved numerically from ¢t =0 to t = 1
and x(1) is computed, it follows that

V2¢ = /2[[V]|o x(1).

This method is robust and efficient for computing the product of the square
root of a symmetric positive definite matrix with a vector [5].

Remark 5.4. Including additional Wiener processes as an alternative to the
matriz square root

Often, the calculation of the square root of the covariance matrix B = V1/2
can be avoided by including additional Wiener processes in the stochastic
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system (5.3) [9, 14]. Consider a stochastic modeling problem that involves N
states S1,.59,...,SN with a total of M > N possible random changes to these
states at each time step At. Suppose that the probabilities of the changes are
pj At = p;(t,S)At for j = 1,2,..., M where the jth change alters the ith
state by the amount A;; for ¢ = 1,2,..., N. The ith element of vector p for
this problem is then

M
ui:ij)\ji for i=1,2,...,N.
j=1

The covariance matrix, V', can also be computed and the i, entry of V' has

the form
M

Vi = ij)\ji)\jl for 1<i4,l <N.
j=1
As explained in Remark 5.3, it is generally difficult to compute the N x N
matrix V1/2 in the stochastic differential equation system

dS = pdt +VYV2dW (1),

where W (¢) is a vector consisting of N independent Wiener processes. How-
ever, it is interesting that an N x M matrix C' can be readily found such that
V = CCT and the stochastic differential equation system can be modified to
the system

dS = pdt + CdW*(t),

where W*(t) is a vector consisting M independent Wiener processes. Indeed,
It6’s formula and the forward Kolmogorov equation are identical for both
stochastic differential equation systems. The entries of matrix C have the
form:

cij=Nipy/® for 1<i<N,1<j<M.

To verify this formula, notice that

M M
(cCcMyu = Z%‘Czj = Z)‘jzp;m)‘jlp}m =vy for 1<4,I<N.
j=1

j=1

For chemically reacting systems, such as the example in Section 5.3.6, the
stochastic differential equation system with CdW*(t) replacing V/2dW (t)
is referred to as the chemical Langevin equation [45]. Finally, notice that if
the number of changes, M, is much greater than the number of states, N,
then this approach loses much of its effectiveness. More information about
alternate stochastic differential equation models is given in Section 5.6.
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5.2 Population Biology Examples

5.2.1 General model of two interacting populations

Consider first two interacting populations although it is straightforward to
extend the derivations to more than two populations. The approach will be
applicable to populations of the same species or to populations of different
species. Populations of the same species may differ, for example, by geographic
location or by status in an epidemic, e.g., infective or susceptible. In such cases,
the populations may interact, respectively, by migration or by transmitting
and recovering from a disease. Populations of different species may interact, for
example, as competitors or as predator and prey. More details about modeling
the stochastic dynamics of populations using the procedure described in this
section can be found, for example, in references [4, 7, 8, 11, 12, 39, 68, 86].

12

X, (O %, ()

21

- nl el

Fig. 5.2. A diagram of two interacting populations

Let the sizes of the two populations at time ¢ be denoted by x1(t)
and x5(t). Important parameters for the two populations are denoted by
by,dy1,b,ds, m12, and may. The parameters b; and d; are per capita birth
and death rates, respectively, for population ¢ and m;; is the rate popula-
tion 7 is transformed to population j. For geographically isolated populations,
m;; may represent the migration rate of population 7 to j. For a population
undergoing an epidemic, mi2 may represent the rate a susceptible becomes
infected and mg9; may represent the rate an infected recovers. Of course,
each parameter may depend on population sizes x; and x5 and time t, i.e.,
by = bi(t,x1,22), di = d;(t, 21, 22), and m;; = m;;(t, 21, x2) where it assumed
that each parameter is a smooth function of x1, 2, and t. For notational
simplicity, the dependence of the parameters on x1, x2, and ¢ is often not
explicitly written.

Figure 5.2 illustrates the interactions considered here between two popula-
tions. In a small time interval At, there are seven possibilities for a population
change Ax neglecting multiple births, deaths, or transformations in time At
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which have probabilities of order (At)2. These possibilities are listed in Table
5.2 along with their corresponding probabilities. For example, Axy = [—1,1]7
represents the movement of one individual from population z; to population
2o during time interval At and the probability of this event is proportional
to the size of population x1 and the time interval At, that is, po = miox1 At.
As a second example, Axy = [0,1]7 represents a birth in population x5 with
probability ps = boxoAt. It is assumed that At > 0 is sufficiently small so
that p; > 0. Notice that 23:1 p; = 1.

Table 5.2. Possible changes in the two-population system with the corresponding
probabilities

Change Probability

AXl = [—1,O}T p1 = d1:II1At
Axz = [-1,1]" p2 = miz2x1 Al
AX3 = [O, —I}T p3 = dgszt
AX4 = [O, ]T Ppa = nggAt
Axs = [1,-1]" p5 = ma21x2 At
AX()‘ = [1,0]T P66 = b1.’L’1At
Axy =[0,0]"  pr=1-37,pi

It is now of interest to find the mean change E(Ax) and the covariance
matrix F(Ax(Ax)T) for the time interval At. Neglecting terms of order (At)2,

7 bizi — diz1 — Mmiax1 + Ma1 22
E(Ax) = ijij = t
=1 boxg — dawo — Mo1T2 + Mi221

and

7
E(Ax(Ax)") =) p;Ax;(Ax;)"

j=1
biz1 + dixr + M2z + mai1 22 —M12%1 — M21X2
_ At.
—M12%1 — M21T2 boxg + dawo + mi2x1 + Ma1 22

As the product E(Ax)(E(Ax))T is of order (At)?, the covariance matrix V is
set equal to F(Ax(Ax)T)/At. 1t is straightforward to show that V is positive
definite and hence has a positive definite square root B = V1/2. Hence, the
vector p and the matrix V are defined as

p = E(Ax)/At =

bizy — diz1 — Mi12w1 + M21 22
(5.4)

bozy — dowy — Mo1T2 + M12T7

and
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bizi + diz1 + miax1 + M1 22 —M1221 — M21X2

V= ].ma

—M12%1 — M21T2 boxa + dowo + mi2x1 + Mo

For this two-dimensional system, B = V/2 can be found exactly and is given
by

1[atw b
B = V1/2 - g

)

b c+w
where w = vac — b? and d = va + ¢ + 2w with

a = diz1 +miax1 + mo1T2 + by,
b= —mx1 — ma122,

C = Mmi2x1 + dgzg + bgi)’]g + mo1Xso.

Based on the discussion in the introduction to this chapter, the stochastic
differential equation model for the dynamics of two interacting populations
has the form

dx = p(t, x1,22) dt + B(t, z1,22) AW (1) (5.6)

with x(0) = xo and where W (t) is the two-dimensional Wiener process, i.e.,
W (t) = [Wi(t), Wa(t)]T. Equation (5.6) is a stochastic differential equation
system that describes the population dynamics. Notice that if matrix B is set
equal to zero, then (5.6) reduces to a standard deterministic model for the
population dynamics. Of course, p = (1, z2,t) and B = B(x1,x2,t) as the
parameters b;, d;, m;; may all depend on x1, 2, and ¢. For a single population,
(5.6) reduces to

d.Tl = (blxl — dll’l) dt + blxl + dlxl dWl(t) (57)

which is commonly seen in mathematical models of population dynamics
[4, 8, 11, 12, 21].

5.2.2 Epidemic model and predator-prey model

In this section two examples of two interacting populations are considered.
The first model is for an epidemic consisting of susceptible and infected sub-
populations. The second model is for a predator-prey system.

Consider an SIS epidemic model for a single species. In this model, sus-
ceptibles become infected, recover, and become susceptible again. There is no
immunity to the disease. A deterministic form of the SIS model is [10, 13, 15]:

d
s _ ~I — alS/N (5.8)
dt
dI
— I +alS/N, (5.9)

dt
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where S(0) 4+ 1(0) = N and therefore S(¢)+I(¢t) = N for t > 0. In this model,
S(t) is the susceptible population size, I(t) is the infected population size,
a > 0 is the contact rate for passing the infection, i.e., the average number
of individuals with whom an infected individual makes sufficient contact to
pass an infection, and v > 0 is the probability that an infected individual
is removed from the infection process during a unit time interval (relative
removal rate). In terms of the parameters defined in the first subsection,

wi(t) = S(t), wa(t) =1(t), dy =dz =01 =0by =0,

miz = al/(I+S) = axy/(x1 + x2), and ma; = 1.

Referring to (5.6), the stochastic SIS model has the form

d$1 = (—m12x1 + mzll'g)dt + \/W(dwl — dWQ) (510)
dze = (M1az1 — marx2)dt + \/W( —dWy + de) (5.11)

and thus, for this problem,

m1221 + M21X2 —M1221 — M21T2

B = ] /\/2(77%12551 + mo1x2).
—M12T1 — M21T2  Mi12T1 + M21T2

Note that the sum x;(t) + z2(¢) is constant for ¢ > 0 in the stochastic model
as well as in the deterministic model. Also, to simplify model (5.10)—(5.11), a
Wiener process W (t) can be substituted for the process (W7 (t) — Wa(t))/v/2.

Table 5.3. Expected population sizes and the standard deviations in population
sizes at time ¢ = 100 for the stochastic SIS model

Estimate SDE Model Results Monte Carlo Results

E(S(100))  561.7 562.2
E(I(100))  438.7 437.8
o((S(100))) 41.5 41.0
o((I(100))) 41.5 41.0

For a computational example, let o = 0.04, v = 0.01, with S(0) = 950,
and I(0) = 50. Let the final time be ¢ = 100. In Table 5.3, the calcula-
tional results in solving (5.10)—(5.11) numerically are given for E(S(100)),
E(1(100)), o((S(100))) = +/Var(S(100)), and o((1(100))) = +/Var(I(100)).
In these computations, 10,000 sample paths were used to obtain the estimated
means and standard deviations. Also listed in the table are the expected val-
ues and the standard deviations using a Monte Carlo approach. In the Monte
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Carlo calculations, each individual in the population is checked after each time
step of At =1/5 day to determine whether a susceptible individual contracts
the disease or if an infected individual recovers. These calculations continue
until time ¢ = 100 for 10,000 sample paths. As can be seen in the table, close
agreement is obtained between the two different calculational approaches.
Computer programs are listed at the end of this chapter for the two different
calculational procedures. Finally, for this example, one sample path and the
average of 100 sample paths for the SIS stochastic differential equation model
(5.10)—(5.11) are displayed in Fig. 5.3. In addition, the computer program
that produced this figure is listed at the end of this chapter.

1000

800f

600f

400r

Population Sizes

200f

0 20 40 60 80 100
Fig. 5.3. Expected population sizes (dashed lines) and one sample path for suscep-

tible and infected

As a second example of two interacting populations, consider the two
species predator-prey system. A deterministic model for the predator and
prey populations takes the form

d:vl(t) = (b1($1,$2)$1(t) - d1($1,$2)$1(t))dt (512)

dIQ(t) = (bg(l’l, IQ)SCQ(t) - dQ(l’l, I’Q)SCQ(t))dt7 (513)

where 21 (t) is the population size of the prey and z2(t) is the population size
of the predator. For example, in the standard Lotka-Volterra model [15, 38],

b1($1,$2) = by, d1($17$2) = C1Z2,

bg(.’ﬂl,xg) = C2271, and dg({El,.’EQ) = d27

where b1, dg, c1,co > 0. In this case, equations (5.12)—(5.13) have the equilib-
rium solution z1(t) = da/ce and x2(t) = by /c; (other than zq(t) = z2(t) = 0).
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The solutions form closed curves in the xjxs-plane about the equilibrium
point (ds/ca, bi/c1). A variation of this model allows logistic prey growth
[11, 12, 15, 38, 48] with

bl(.’,El,I’Q) :max(al(kl 71‘1)//€1,O). (514)

In this case, the steady-state solution is x1(t) = da/co and zs(t) =
(a1coky — a1da)/c1caky. The solutions spiral in the zqzo-plane to the steady
state (dg/Cz, (arcoky — a1d2)/0162k}1).

Now, consider the stochastic differential equation model of the predator-
prey system (5.12) and (5.13). For this problem, as mis = 0 = maq, the
covariance matrix V is diagonal and the square root matrix B is then also
diagonal. Based on equations (5.6), the stochastic predator-prey equations
have the form:

dwl = (bl(wla 372) - d1($17$2)>$1dt + \/(bl(l‘l,l’g) + d1 (ml,l‘g)).’L’ldWl (515)

dze = (ba(x1,x2) — da(21, 22))T2dt + \/(b2(x1,$2) + da(21, 22))w2dWy (5.16)

for either the Lotka-Volterra model or the Lotka-Volterra model with logistic
growth by substituting in the appropriate birth and death rates.

5.2.3 Persistence-time estimation

For a system of two interacting populations, the mean persistence time of the
system is defined in this section to be the expected time it takes for the size of
either population to reach zero. The mean persistence time of the system can
be estimated through numerical solution of (5.6) or by solving the backward
Kolmogorov differential equation to find the mean persistence time directly.

Individual populations can be simulated using (5.6) and followed until a
population fails to persist. Averaging many such calculated persistence times
yields an estimate for the mean persistence time. In computationally solving
(5.6) the iterations are continued until either 1 < 0 or zo < 0. When this exit
criterion is satisfied, then the persistence time of that population is saved and
another population trajectory is simulated. After many individual population
trajectories are computed, the mean persistence time is estimated by averaging
the individual persistence times.

Besides numerically solving stochastic system (5.6), the mean persis-
tence time for system (5.6) can also be obtained by solving the backward
Kolmogorov equation. Suppose that the size of population 1 cannot exceed
K and the size of population 2 cannot exceed Ks. The reliability function
R(t,y1,y2) is the probability that the persistence (exit) time is greater than
t assuming initial populations z1(0) = y; and z3(0) = ys. The reliability
function is the integral of the transition probability density function over the
safe region [94]. The reliability function R(¢,y1,y2) satisfies the backward
Kolmogorov equation [12, 41, 81, 94, 104]:
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OR OR 1<
TZZMk(tvthD +ZZ
k=1 k=1

2
9’R
Z Vern (£, Y1, Y2) &y m (5.17)

m=1
with
R(0,y1,y2) =1 for (y1,y2) € (0, K1) x (0, K>)
R(t,0,y2) =0 for gy € (0,K3)

R(t,y1,0) =0 for y; €(0,Ky)

OR(t, K1,42) =0 for y € (0,Ks)
oy

OR(t,y1, Ka) _ 0 for y €(0,Ky)
Oy

and where vgm (t,y1,y2) Zbkg (t,y1,y2) bm;(t,y1,92). The probability

OR(t, 1,
density of persistence times is given by —w and T'(y1,y2) =

ot
o0
R(t,y1,y2) dt is the mean persistence time with initial populations z1(0) =
0
y1 and x2(0) = yo.
As a simple example, consider a single population with per capita birth

and death rates b(y) and d(y), respectively, for 0 < y < K. The corresponding
backward Kolmogorov equation is

OR OR 1 0’R
5 = Whly) - yd(y))afy + 5 (ybly) erd(y))afy2 (5.18)
with R(0,y) =1 for y € (0,K), R(t,0) = 0, and % = 0. Integrating
Y
(5.18) over time ¢ from 0 to oo yields
B dT (y ) 1 d*T(y)
=1 = (yb(y) — yd(y)) ay +5(wb(y) +yd(y)) 0 (5.19)

with 7(0) = 0 and T'(K) = 0, where T'(y) is the mean persistence time for
a population of initial size y. Now suppose, for a computational comparison,
that K = 20 and the birth and death rates satisfy

0, for 0 <y <10

yb(y) — yd(y) =
-1, for 10 <y <20

and
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yb(y) +yd(y) =1 for 0<y <20.

Then (5.19) can be solved exactly for the persistence time for an initial pop-
ulation size y to obtain that

—y® + (21 —e )y, for 0<y<10
N Y+ 100 — (19720 + e740e2¥) /2, for 10 < y < 20.

In particular, T'(5) = 80.0, 7(10) = 110.0, and T'(15) = 115.0. For comparison
purposes, the stochastic differential equation

dz = (b(z)x — d(z)x) dt + \/(b(z)x + d(x)z) dW ()
z(0) =y

was computationally solved using the same birth and death rates. Calculating
10,000 sample paths, where each path was terminated when z(¢) < 0, resulted
in the estimates T'(5) ~ 80.07, T(10) ~ 111.05, and T'(15) ~ 114.01. Thus,
persistence times calculated using the stochastic differential equation showed
good agreement with those obtained by the backward Kolmogorov equation.

5.2.4 A population model with a time delay

Delay equations are common in mathematical biology. For example, Cushing
[33] analyzed a predator-prey model with a delay in the response of the preda-
tor to the changing density of the prey and Gopalsamy [49] studied a system
with a developmental delay such as the delay required for insect larvae to
become adults. Models of epidemics with continuously distributed time delays
are also of interest [57]. Consider a simple SIS model where there are no births
or deaths in the system but there is a delay in the recovery rate of infected
individuals. A deterministic SIS epidemic model with a delay in recovery from
infected to susceptible has the form:

ds !
—:—)\Sf—i—’y/ I(u)H(t — u) du
dt t—T

¢
gz)\SI—'y/ I(w)H(t —u) du,
dt t-T

where A is the rate of contracting the disease from an infected individual
and the time T and function H are employed to account for the delay in the
recovery of infected individuals. For example, H(z) may have the form

1

—, for 0<2<T —
H(z)= T or H(z) =g T?

0,

otherwise 0, otherwise,

for 0<z2<T
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where H is often assumed to satisfy the condition [;~ H(z)dz = 1.

By considering the changes in a small time interval At as described in the
introduction to this chapter, a stochastic system for the SIS model with delay
in recovery is obtained of the form

ds ¢ dWy dWs
N T(W)H(t — u) du+ byy L 4 by, 202
dt s +7/t_T (W H{E =) du+bi == + bz =
dI ¢ dWi AWy
ey T(W)H(t — ) du+ byy ot 4+ by 202
a =M 7/,E_T (W H(t = u) du+ by =7 +bar ==,

where

1 t
b11 = b22 = —621 = —b12 = ﬁ \//\SI + ’Y/ I(U)H(t — U) du.
t—T

It is interesting to note that

dS(t dI(t

71(5 + % =0 sothat S(t)+I(t)=S5(0)+1(0) for t>0.
This is the same relation that the deterministic and the stochastic SIS models
satisfy without delay. Finally, it is useful to note that numerical methods have
been developed for solving stochastic integro-differential problems. (See, for
example, [46, 47].)

5.2.5 A model including environmental variability

In the previous models of population dynamics, the randomness in the births,
deaths, and interactions accounted for the nonzero terms in the covariance
matrix. However, the environment also varies which is likely to affect the
populations in another random manner. One possible way to model the envi-
ronmental effects would be to include additional variables in the mathematical
model such as rainfall, predator populations, competitor populations, and food
supply. Including additional variables, however, would quickly complicate the
model and destroy the simple nature of the model. Consider the deterministic
model for the growth of a single population of size y(t):

dy _

5 = 0y —d(t)y.

In a varying environment, the per capita birth and death rates, b(t) and
d(t), would be functions of these additional environmental variables and
would have the forms b(t,v1,vs,...,v,) and d(t, vy, ve, ..., v,), respectively,
where vy, vg,...,v, represent n different environmental variables. Thus, as
v1, V2, ...,V, Vary, the per capita birth and death rates also vary. This sug-
gests that an approximate way to include environmental variability, without
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modeling additional environmental factors, would be to vary the per capita
birth and death rates in a random manner. Thus, in this section, it is
hypothesized that changes in the environment produce random changes in
a population’s per capita birth and death rates that are independent from the
changes due to demographic variability. This hypothesis may provide only
a rough approximation to the actual biological situation. However, accept-
ing this hypothesis leads to manageable mathematical models that can give
some insight into the effects of environmental variability on the dynamics of
a population [8].

Table 5.4. Possible changes in the population size and per capita birth and death
rates with the corresponding probabilities

Change Probability

Ayp =—1 pp =dyAt

Ay =1 p2 = byAt

Ays =0 ps =1— (by +dy)At
Aby = —ap  pa = (g — Bo(be — 1)) At
Abs = ps = (qb + ﬂb(be — b))At
Abs =0 pe=1— 2qut

Ady = —aq  pr = (g4 — Pa(de — d)) At
Adz = aq ps = (qd + ﬂd(de — d))At
Ads =0 Po = 1-— 2qut

First, as in the previous models, a discrete stochastic process is described
for the phenomenon. Let y(¢), b(¢), and d(t) be the population size, per capita
birth rate, and per capita death rate for the population at time ¢, respectively.
Let At be a small time interval. The changes in these three variables in time
At can be considered to be independent under our hypothesis. The possible
changes Ay, Ab and Ad are listed in Table 5.4. A special form is assumed for
the probabilities of the per capita birth rates and death rates. Consider here
the per capita birth rate as the per capita death rate can be regarded in the
same manner. It is assumed that g, At represents the probability associated
with random diffusion of the per capita birth rate. The term 4} (b, —b) repre-
sents the probability associated with drift toward the mean value of b.. When
b(t) # be, where b, is the average per capita birth rate in the environment,
then the probability of moving closer to b is greater than the probability of
moving further away from b,. In this way, unrealistic values for the per capita
birth and death rates are avoided.

The next step is to find the expected change and the covariance matrix
for the change. To order (At)?2, the expected values satisfy
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Now, for convenience, define (31, 82, a1, and as as
=2 =2 2 =2a; d o =2d?2
B =2apSBy, P2 =2aaBs, o =2a,q, and o= 20544

As the covariance matrix is diagonal for this model, the following stochastic
differential equation system is obtained:

dy(t) = (b(t)y(t) — d(t)y(t)) dt + \/ (0(t)y(t) +d(t)y(t)) AW (t)
db(t) = B1(be — b(t)) dt + cy AW, (t) (5.20)
dd(t) = Ba(d. — d(t)) dt + co dW3(2)

for (y(t),b(t),d(t)) € [0,00) x R? x R, where W;(t),i = 1,2, 3 are independent
standard Wiener processes. System (5.20) represents a stochastic model of a
single population experiencing variability in the environment.

It is interesting that the stochastic differential equation for b(t) (or d(t))
can be solved exactly to yield

b(t) :be+exp(f/6’1t)(fbe+b(0)+/0 ar exp(Brs) sz(s)).

This equation implies that, for large time ¢, the per capita birth rate b(t)
is approximately normally distributed with mean b, and variance o2 /(23;).
Thus, it is inherently assumed in this stochastic model that random variations
in the environment cause the per capita birth rate to vary normally about a
mean value b.. An analogous result is assumed, of course, for the per capita
death rate.

As a computational example, assume 1 =1 = (s, a3 = 0.5 = o, b = 1,
d. = 1.4. Suppose that y(0) = 30, b(0) = b., and d(0) = d.. In Fig. 5.4, the
probability distribution of the population size y(t) that satisfies stochastic
system (5.20) is plotted at time ¢ = 1.0. Two different cases are considered,
that is, when there is environmental variability and when there is no environ-
mental variability. No environmental variability is obtained by setting 81 =
B2 = a3 = as = 0. It is clear for this example that the variability in the
environment tends to spread out the population size distribution.
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Fig. 5.4. Population distribution at ¢ = 1 for an initial population of size 30
obtained through numerical solution of the SDE model (5.20) with no environ-
mental variability (a) and with environmental variability (b)

5.3 Physical Systems

Stochastic differential equation models for seven physical systems that exper-
ience random influences in their dynamical behavior will be examined. The
dynamical systems discussed include mechanical vibration, seed dispersal,
nuclear reactor dynamics, ion transport, precipitation, chemical molecular
reactions, and cotton fiber breakage.

5.3.1 Mechanical vibration

The first dynamical physical system considered is mechanical vibration, specif-
ically, a single-degree-of-freedom vibrating system. A single-degree-of-freedom
system only requires one coordinate to describe the state of the system at any
time. In mechanical vibration, the general governing equation of motion for a
single-degree-of-freedom dynamic system has the form [81, 94]:

2(t) + r(x) + (2, 2') = f(1), (5.21)

where x(t) is the displacement of the mass from the rest point, r(z) repre-
sents restoring forces, ¢(z, ') models damping forces, and f(t) is a stochastic
excitation process. Engineering applications of stochastic differential equation
(5.21) arise, for example, in reliability analyses of structures subject to wind,
current, or earthquake loads. We will develop a model of the form (5.21) for
the spring-mass system, illustrated in Fig. 5.5, where x(¢) is the displacement
of the mass from equilibrium, v(t) = 2’(t) is the velocity, m is the mass, and
M(t) = muo(t) is the momentum. Let kx(t) be the spring displacement force
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Fig. 5.5. A single-degree-of-freedom spring-mass system

and let bu(t) be the damping force or the force due to friction. The determin-
istic system of ordinary differential equations that describe the dynamics of
the spring-mass system has the form

dx(t)
a0
(5.22)
dM(t)
e —kx(t) — bu(t)

with 2(0) = 2o and v(0) = vg. Notice that for a small time interval
AM = M(t + At) — M(t) = — (ka(t) + bu(t)) At.

Next assume that impulsive forces are applied randomly to the mass. Specif-
ically, in any small time interval At, assume that the probability equals AAt
for a positive or negative change in the momentum of magnitude . Let AM
be the change in the momentum in time At. There are three possible changes
in time At and these are listed in Table 5.5 along with their respective prob-
abilities. Notice that for any change in momentum, the term (—kxz — bv) At is
included.

Table 5.5. Possible changes in the momentum of the spring-mass system with the
corresponding probabilities

Change in Momentum Probability

AMy =+ (—kz — o)At p1 = AL+ o( At)
AMy = —y + (—kz — bv) At pa = AAL + o(At)
AM;z = (—kx — bv) At p3=1—p1—p2

The next step involves calculating the expected change and the variance
in the change for the time interval At. To order (At)? it follows that

E(AM) = (—kx — bv) At

and
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E((AM)?) = 272\ At.

These values for E(AM) and E((AM)?) imply that the stochastic differential
equation model for the vibrating mass under the conditions assumed in this
section for random changes in the momentum has the form:

dx(t) = v(t)dt
(5.23)
dM(t) = (— kz(t) — bo(t)) dt + /272X dW (t)

with 2(0) = x¢ and v(0) = vo. For mass m constant, system (5.23) can be
written as the second-order stochastic system

d?z dx dw
— +b— + kr =292\ — 5.24
e U T T (5.24)
with 2(0) = 2o and 2'(0) = vg. Equations of the form (5.24) are well-known in
the study of random vibration for mechanical systems [81, 94]. Also, equation
(5.24) is a form of stochastic Liénard equation [103].

5.3.2 Seed dispersal

Consider estimating the horizontal distance that certain seeds traverse when
falling from a given height under the influence of a randomly varying wind.
It is assumed that the seeds experience a frictional force proportional to the
square of the speed of the air on the seeds.

Consider first a deterministic model where the wind speed is constant
and not randomly varying. Let v,,(t) = v,,(¢)i be the wind velocity, v(t) =
vz (t)i+vy(t)j be the seed velocity, and v (t) = v (t) —v(t) be the air velocity
2 Va(t) _

VO] klva(t)|va(t) be the

frictional force on the seed at time ¢, where k is a constant of proportionality.
Let Fy(t) = —mgj be the force of gravity on the seed of mass m. Finally,
let s(t) = x(t)i + y(t)j be the position of the seed at time ¢. It is assumed
that v(0) = 0 = 0i + 0j and s(0) = hj where h is the initial height. It is
straightforward to check that the velocity and the position of the seed at any
time ¢ satisfy the initial-value system

on the seed at time t. Let F;(t) = k|v,(t)]

ds(t) _
a v
d\;it) _ %(Ff(t) +F, (1) = %lva(t)‘vfl(t) — 9] (5.25)

Va(t) = v (t) — v(t) with v, (t) = i

s(0) = hj, v(0) = 0.
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Now suppose that the wind speed randomly varies about a mean speed v..
In particular, the wind speed can experience a change of +«a during a small
time interval At with the probabilities listed in Table 5.6, where it is assumed
that At is sufficiently small so that pq,ps > 0. (Notice that p; and ps can be
defined as p; = max{0, (A + (—1)!B(ve — vy (t))) At} for I = 1,2 to guarantee
nonnegativity of the probabilities.) The value AAt represents the probability
associated with random diffusion of the wind speed and does not depend on
Uy (t). The term £6(ve — v, (t)) represents the probability associated with
drift toward the mean wind speed of v.. When v,,(t) # ve, the probability
that the wind speed moves closer to v, is greater than the probability that
the wind speed moves further from v.. Thus, v. can be regarded as a mean
wind speed.

Table 5.6. Possible changes in the wind speed with the corresponding probabilities

Change Av,,  Probability

(Avy)1 = —a p1 = (A= B(ve — vu(t))) At
(Avy)2 =« p2 = ()\ + B(ve — vw(t)))At
(Avw)3 =0  pa=1-p1—po=1-2\At

The next step is to find the mean wind speed change and the variance in
the change. It is straightforward to show that the required expectations to
order (At)? are

E(Avy) = 203(ve — v (t)) At

and

E((Avy)?) = 202\ AL.
Based on the arguments in the introduction to this chapter, a reasonable
stochastic differential equation model for the randomly varying wind speed is

dvy (t) = 208 (ve — vy (t)) dt + V22X dW (t). (5.26)

Indeed, this stochastic differential equation can be solved exactly to yield
t
V(1) = ve + exp(—2aﬁt)( — Ve + Uy (0) + / V2a2 X exp(2afs) dW(s))
0

This solution implies, for large time ¢, that the wind speed v, (t) is approx-
imately normally distributed with mean v, and variance 2a?)\/(4a3) =
ar/(28).

The complete model for the seed dispersal dynamics in a randomly varying
wind is now formulated as
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ds(t)
a '@

d‘:lff) — %(Ff(t) + Fg(t)) = %h’a(t)‘va(t) — g

du(t) _ AW (1) (5.27)
T 2008 (ve — vu(t)) + MT

Va(t) = vu(t) — v(t)

s(0) = hj, v(0) =0, v(0) = v, (0)i.

This problem illustrates the ease with which a deterministic model can be
transformed into a stochastic differential equation model for certain physical
problems after agreeing upon a discrete stochastic model. Notice that there
are other interesting possibilities for modeling the wind speed besides the
model described here. For example, in constructing the probabilities for the
wind speed changes, consider letting p; = (A + (—1)'B(ve — vu(2))F1/F2) At
for [ = 1,2 for some positive odd integers k1 and k5. Selecting the parameter
values and the discrete stochastic process that best represents a given physical
situation may involve many computational comparisons with physical data.

5.3.3 Ion transport

In this section, another kind of procedure for developing a stochastic differ-
ential equation model is discussed. The procedure in this section is different
from the procedure described in the introduction to this chapter. In this sec-
tion, a stochastic differential equation model is formulated for a problem in
ion transport. When the system of stochastic differential equations is solved
numerically, the resulting numerical method is referred to as the random par-
ticle method [2, 54, 66, 114]. A similar procedure is applied in fluid dynamics
and is called the random vortex method. (See, for example, [31].)

Considered in this section is the motion of ions in a spatially uniform
plasma with magnetic field forces negligible. The distribution of ions in the
plasma is governed by the Vlasov-Poisson-Fokker-Planck equations:

Ofalt,v)  (0fa)
B (<9t> - (5.28)
3 9 ) 3 82
= ; aT]i(A?(t,v)fn(t,V)) +3 P M(B;’j(t,v)fn(t,v))

forn=1,2,...,N, where f,(0,v) is given for n = 1,2,..., N. The function
fn(t,v) is the distribution of ions of kind n with respect to time ¢ > 0 and
velocity v € R3. Therefore,
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fat,v)dv=1 for t>0
R3

ot

due to Coulombic interactions between ions, the coefficients have the forms

0 . .. .
and <f”> is the rate of change due to collisions. For an inverse square force

N
1 mn—i—mk (v—v'); , ,
AP (V) = —— L L4,V d
v) 47TZ k/R |V_V,|3fk( V') dv

and

R3 |v v’| v —v/|?

where L,, ; are physical constants [66, 114]. and my, for k = 1,2,..., N are
ion masses.

From the previous chapter and the introduction to this chapter, these
Vlasov-Poisson-Fokker-Planck  equations match the forward Kolmogorov
equations whose solution gives the probability distribution for a certain system
of stochastic differential equations. In particular, the solutions to the following
stochastic differential equation system have a probability distribution satisfied
by fn(t,v) of (5.28),

dv'(t) = A"(t,v") dt + D" (t,v") dW™ (1) (5.29)

forn =1,2,..., N with v*(0) distributed according to f,(0,v). Also, D™ =
(B™)'/? is a 3x 3 positive definite matrix and W™ (t) = [W(t), Wi (t), Wi (t)]”
is a three-dimensional Wiener process. As the probability distribution of v™(t)
is fn(t,v), this suggests a numerical procedure for approximating f, (¢,v). In
the random particle method, (5.29) is solved numerically to estimate f,(t;,v)
forn=1,2,...,N at a set of discrete times ¢y, to,...,tyr. More information
on the random particle method and the related random vortex method is
available, for example, in references [2, 31, 54, 66, 114].

5.3.4 Nuclear reactor kinetics

In this section, the time-dependent behavior of a nuclear reactor is modeled.
Several simplifying assumptions are made. First, it is assumed that the nuclear
reactor is large and homogeneous so that spatial effects can be ignored. Second,
it is assumed that the neutrons in the reactor have the same energy, that is,
only one neutron energy group is treated. Third, it is assumed that only one
kind of fission-product isotope decays by neutron emission.

The time-dependent behavior of a nuclear reactor is governed by the neu-
tron population n(t) [25, 58]. With the above assumptions, Fig. 5.6 illustrates
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Fig. 5.6. Schematic diagram of a nuclear reactor dynamical system

the important dynamic processes affecting the neutron population. In the fig-
ure, an extraneous neutron source provides an average rate of () neutrons per
second. The variable ¢(t) is the number of atoms at time ¢ of a radioactive
isotope which spontaneously decay by neutron emission. The isotope c(t) is
called a fission product and is formed in fission events. To describe the dyna-
mics of a nuclear reactor, the following physical parameters are useful.

oy = probability per unit distance for a neutron to cause a fission

0. = probability per unit distance of a neutron loss by capture in an atom
v = total number of neutrons per fission ((1—8)v prompt and Sv delayed)
A = decay constant of fission product c(t)

Bv = number of atoms of fission product ¢(¢) produced per fission

v = neutron speed

It is important to consider the changes [An, Ac]T in the neutron and fission
product levels which can occur in time interval At along with their probabil-
ities. These changes and their probabilities are listed in Table 5.7. Notice, for
example, that [—1,0]7 is the loss of a neutron due to capture in an atom when
no fission occurs, and [(1 — B)v — 1, Bv|T is a fission event where 3v atoms of
isotope ¢ are produced and (1 — 8)r — 1 neutrons are immediately produced.
Notice that (1 — §)v of these neutrons are new neutrons but one neutron is
lost in the fission event so (1 — 3)v — 1 neutrons result from a fission. In addi-
tion, the extraneous neutron source is assumed to provide neutrons at the
average rate ) but the number in any interval At is Poisson distributed so
the probability of one source neutron in time interval At is QAL + O((At)?).
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Table 5.7. Possible changes in the neutron and fission product levels with the
corresponding probabilities

Change [An, Ac)” Probability

[An, A = [1,0]7 P = QA1

[An, AcT = [-1,01% p2 = oen(t)vAt
[An, A =1, -1]7 p3 = Ac(t) At
[An, At = [(1 - B)v—1,8v]"  ps=opn(t)vAt
[An, AdT = [0,0]7 ps=1-1p

Applying the values in Table 5.7, we can find the expected change and the
covariance matrix for the change. Indeed,

A Lo[a Ae+ (1= B —1 —now+Q
R e L

Brnosv — Ac
and
A 4 A
E ([AZ] [An7A0:|) = ;pi <{AZL [An,AcL) = V(n,c)At,
where
V=V(n,c) =

A+ ((1=Bv—1)2nopw+nov+Q —Ae+ pr((l—pB)v—1)nosv
—Ae+ Br((1 — B)v — Dnosv e+ B2v%no v

These expectations lead directly to the stochastic differential equation system

d [n] _ {)\c—i— (1= —-1nopv—nov+Q dit+ VY2 qW,  (5.30)
c Bvnosv — Ac

where (V(n,c))'/? is the square root of matrix V(n,c) and W(t) = [W;(t),
Wa(t)]T is the two-dimensional Wiener process.

As a numerical example, consider the values A = 0.077/sec, 8 = 0.0079,
v = 2432, opv = 4111.84/sec, o.v = 5858.16/sec, and @ = 10,000/sec
which are reasonable values for a nuclear reactor involving thermal fission
of a uranium-235 fuel [58]. (These parameter values give a neutron lifetime
of 10™* seconds and a reactivity of 0.003.) For this example, the reaction is
self-sustaining and the neutron level, n(t), and the fission product level, ¢(t),
are increasing with time. A plot of the average neutron population from ¢t = 0
to ¢t = 0.1 seconds is shown in Fig. 5.7 for 10,000 sample paths. In the same
figure, the neutron level for one sample path is plotted. The figure illustrates
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Fig. 5.7. Mean neutron level and one sample path for a nuclear reactor system with
time in seconds

how much the neutron level can vary, for example, at reactor start-up. Fur-
thermore, in Table 5.8, the calculational results are presented for the mean
neutron level and mean fission product level with their standard deviations
at time ¢ = 0.1 seconds. In the table, the calculational results are listed using
the stochastic differential equation model (5.30) along with those obtained
using a Monte Carlo approach. In either method, 10,000 sample paths were
calculated. In the Monte Carlo procedure, at each time step of length 107
seconds, the system is checked to see if a fission, decay, or capture occurs or
if a source neutron is produced. As can be seen from the values in Table 5.8,
there is good agreement between the two different calculational procedures.

Table 5.8. A comparison of mean neutron level and mean fission product level
with their standard deviations calculated using SDE model (5.30) and a Monte
Carlo method at ¢t = 0.1 seconds

Value Estimated ~ SDE Model (5.30) Monte Carlo

E(n(0.1)) 204.52 199.15
Var(n(0.1)) 174.03 152.63
E(c(0.1)) 1294.0 1254.5

/Var(c(0.1)) 620.68 613.94

Finally, it is worthwhile to note that the procedure in this section was
applied to model the Godiva reactor [55] to determine the time it takes for
the neutron level to reach 4200 neutrons with an extraneous source of 90
neutrons/seconds. For this model, however, six delayed fission products were
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modeled rather than one in stochastic system (5.30). The results of 22 experi-
mental times [52] and 500 calculated times [55] using the stochastic differential
model are displayed as relative frequency histograms in Fig. 5.8. The figure
indicates that the stochastic differential equation model accurately estimates
the distribution of times for the Godiva reactor.
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Fig. 5.8. Experimental and calculated times (in seconds) to reach a level of 4200
neutrons in the Godiva reactor

5.3.5 Precipitation

As a fifth physical problem, a simple stochastic model for the rainfall at a
certain location over a period of decades is developed. In this situation, a small
time interval may be considered as one year. Let r(¢) be the total rainfall at
time ¢ where 7(0) = 0 for a starting time ¢ = 0. Consider the possible changes
in the total rainfall over a very small interval of time At. The possible changes
in the rainfall for time interval At are assumed to be (Ar); =y and (Ar)y =0
with probabilities p; = AAt and ps = 1 — AAt, respectively. Assuming these
changes and probabilities, the mean change and the mean square change in
the total rainfall are

E(Ar) =y\At and  E((Ar)?) = v*)\At.

Letting u = v\ and o = /2], the above expectations leads to the stochastic
differential equation model for total rainfall r(¢) of the form

{dr(t) = pdt + odW (t) (5.31)

r(0) = 0.
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To test this model, the annual precipitation data for Lubbock, Texas was
obtained from the National Weather Service and is plotted in Fig. 5.9. This
data was fit to the stochastic differential equation model using a maximum
likelihood estimation procedure discussed in Section 4.9. The values obtained
for the parameters p and o were p = 18.57 and ¢ = 6.11. Now consider the
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Fig. 5.9. Actual and simulated annual rainfall (in inches) for Lubbock, Texas from
1911 to 2004

annual precipitation p. Note that by (5.31)
r(t + At) —r(t) = pAt + o(W(t + At) — W(t)).
Letting At = 1, the annual precipitation for the ith year satisfies the model
pi=p+on for i=1,2,..., (5.32)

where n; ~ N(0,1) for each i. A simulated precipitation using model (5.32)
is given in Fig. 5.9. The simulated yearly rainfall has a similar appearance to
the actual yearly rainfall.

5.3.6 Chemical reactions

In this section, chemical reactions between molecules are considered in a sto-
chastic manner. The problem is analogous to the problem described in investi-
gations [43, 44, 45] but it is shown in this section how a stochastic differential
equation model can be developed. It is assumed that a fixed volume contains
a uniform mixture of n different chemical species that interact through m
different chemical reactions. The reaction rates are either proportional to the
rates that the molecules collide or, if the reaction is spontaneous, the reaction
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rate is just proportional to the number of molecules of the particular chemical
species. Given the initial numbers of molecules of the n different chemical
species, we wish to find the molecular population levels at a later time.

To illustrate the modeling procedure for chemical reactions, it is useful to
consider a specific problem. Therefore, suppose that there are three chemical
species S1,S52, and S3 that interact through molecular collisions or sponta-
neously in the four ways described in Table 5.9. In Table 5.9, w1, 2, u3, and

Table 5.9. Assumed chemical reactions

Reaction Probability (for small time interval At)

S1+ 52— S3 p1 = X1 X2 At

S3 — 51+ 52 p2 = u2X3At (spontaneous)
255 + S3 — 25, p3 = ;L3X22X3At/2

251 — 2855 + S3 p4:,u4X12At/2

[L4 are reaction rate constants and X, Xo, and X3 are the number of molecules
of species S1, 52, and Ss, respectively. The second reaction is assumed to be
spontaneous and so the probability of a reaction only depends on the number
of molecules, X3. For the first reaction, the rate depends on a collision occur-
ring between species S and Sy and is therefore proportional to the product of
X1 and Xs. The third reaction depends on a collision involving two molecules
of Sy and one molecule of S3. As there are X5(X2 — 1)/2 ways to select two
molecules from a total of Xs molecules, the rate of this reaction depends
approximately on the product of X2 /2 with X3. The fourth reaction depends
on two molecules of S interacting and is approximately proportional to X2 /2.
For a thorough discussion of reaction rate dynamics, see [43, 44, 45].

Table 5.10. Possible molecular population changes in small time At

Possible Change Probability

(Ax)l = _17_1,+1]T pP1 = M1X1X2At

[
(AX)2 = [+1,+1,-1]"  po = paX3At
(AX)3 = [+2,-2,—1]"  ps = pa X3 X3At/2
(AX)s = [-2,42,+1]"  ps = pu X7 At/2

To form the stochastic differential equation model, we need E(AX) and
E((AX)(AX)T). To find these, the possible changes for the reactions given
in Table 5.9 are listed in Table 5.10 along with their associated probabilities.
Then, using the values in this table,
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4
E(AX) = Zpi(AX)i
i=1

—p11 X1 X + poXs + pus X3 X5 — ua X3
= | X1 Xo+ poXs — us X3 X5+ paX? | = £(X1, Xo, X3)At
1 X1Xo — poXs — psX3X3/2 + pa X7/2

and

4
E(AX)(AX)T) = 3 pi(AX);(AX)T
i=1
a+4b a—4b —a—2b
=| a—4b a+4b —a+2b| = g(Xy, Xo, X3)At,
—a—2b—a+2b a+b

where a = 3 X1 Xo + p12X3 and b = 3 X5 X3/2 + g X?2/2. It follows that the
stochastic differential equation model for this example problem has the form:

dX (1) = £(X1, X5, X3) dt + (g(X1, X2, X3))/2dW (1) (5.33)

with X(0) = [X1(0), X2(0), X3(0)]7 where W (t) = [Wy(t), Wa(t), Ws(t)]7.
Finally, it is useful to notice by Remark 5.4 and the discussion in Section 5.6
that (5.33) can be replaced by the chemical Langevin system [45]:

dX(t) = (X1, X2, X3) dt + C(X1, X2, X3) dW*(¥)

with X(0) = [X1(0), X2(0), X3(0)]7 where W*(¢) is a vector W*(t) =
(Wi (t), W5 (t), Wi (t), Wi(t)]" of four independent Wiener processes and
3 x 4 matrix C has the form

—(m X1 X2)? (paX3)'? 2(usX3X35/2)Y? —2(uaXP/2)V/?
C= | —(mX1X2)"? (u2X3)"? —2(u3X3X3/2)"? 2(usX?/2)"/?
(X1 Xo)V?2 —(uoX3)Y? —(usX3X3/2)Y?  (naX3/2)"/?

To test the stochastic differential equation model (5.33), calculational
results using the model were compared with those obtained using a Monte
Carlo procedure. In the Monte Carlo procedure, the process was checked at
each small time interval to see if any reaction occurred. The calculational
results are summarized in Table 5.11 and one sample path is plotted in
Fig. 5.10. In these calculations, the values of the reaction rate constants were
taken as p1 = 0.02, uo = 0.4, ug = 0.001, and g4 = 0.03. The initial numbers
of molecules were assumed to be X;(0) = X5(0) = X3(0) = 100 and the final
time was taken as ¢t = 1.0. A total of 5000 sample paths were performed for
the stochastic differential equation (SDE) model (5.33) and for the Monte
Carlo (MC) procedure. The Monte Carlo computer code and the computer
code that solved stochastic differential equation system (5.33) are each listed
at the end of this chapter.
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Table 5.11. Calculated mean molecular levels and standard deviations at time
t = 1.0 for the stochastic differential equation (SDE) model and for the Monte
Carlo (MC) procedure

Chemical Species FE(X;) o(X:) E(X:) o(Xs)
(SDE) (SDE) (MC) (MC)

S1 79.31 7.62 79.21 7.28

Sa 37.44 6.14 37.61 5.84

Ss3 131.17  6.43 131.19 5.54
150
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Fig. 5.10. Molecular population levels for one sample path

5.3.7 Cotton fiber breakage

In cotton thread manufacture, the cotton fiber length distribution determines
many of the characteristics of the thread. Fiber length is a good indicator of
spinning efficiency, yarn strength, and yarn uniformity. Fiber length distribu-
tion is affected by breakage during processing [77, 88]. In cotton processing,
fiber breakage occurs in ginning and carding. Breakage of the fibers in cotton
processing generally results in lower quality yarn.

The development of a stochastic differential equation (SDE) model for
fiber-length distributions provides more understanding of the fiber breakage
phenomenon and the origination of different fiber-length distributions [107].
By comparing calculations of the stochastic model with fiber-length data, fiber
breakage parameters can be estimated and distribution characteristics can be
investigated.

In the stochastic model, the fibers are grouped by length. In this manner,
the cotton fiber distribution can be considered as a population distribution.
The SDE model is derived by carefully considering the population process and
breakage possibilities over a short time interval using the stochastic modeling
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techniques described in the first section of this chapter. First, a discrete
stochastic model is derived where the breakage phenomenon is carefully stud-
ied for a short time interval. Then, a system of stochastic differential equations
is identified whose probability distribution approximates that of the discrete
stochastic model.

Comparisons of calculational results using a stochastic model for cotton
fiber breakage with Monte Carlo computational results indicate that an SDE
model can accurately estimate fiber-length distributions. In addition, the SDE
model generalizes classic deterministic integro-differential equation models for
fiber breakage described, for example, in [88]. Furthermore, the SDE model
gives information on the variability in fiber-length distributions which deter-
ministic models are unable to provide.

In developing an SDE model, m populations, {Ny(¢)}},, of fibers hav-
ing different lengths are considered as functions of time ¢. Some terminology
associated with the stochastic model is required and is introduced as follows.

Let L = fiber length where it is assumed that 0 < L < Lyqz-
Let Ly = kh for k =1,2,...,m where h = Lyq./m.

Let Ni(t) = number of fibers of length Ly, for k =1,2,...,m.
Let g, At = fraction of fibers of length k£ broken in time At.

Let Sj; = fraction of fragments of length L; formed from breakage of fibers
of length Ly. (Note: that Z;cz_ll SkJ =1 and Sk,k—l = SkJ.)

Let pgi(t) At = Ny (t)Sk,19x At = probability of a fragment of length L; being
formed from breakage of a fiber of length Ly in time ¢ to t + At.

To develop the model, the changes in the fiber populations are carefully
studied and tabulated for a small time interval A¢. Then, the mean change
E(AN(t)) and the covariance in the change E((AN(t))(AN(t))T) for the
small time interval are calculated. For example, consider the special case where
m=38, that is, there are 8 groups of fibers. Consider a fiber in the 7th group
breaking into two fibers, one in group 5 and one in group 2. The change
produced is:
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(AN)"® = with probability p75(t) At = N7 (t)S7 597 At.

O R OO ~O

-1
0

The value of the expected change F(AN(t)) for the small time interval is
calculated by summing the products of the changes with the respective prob-

abilities. In general, for any m, it can be shown that the [th component of
E(AN(t)) has the form:

E(AN l—QZsz At—ZPlk
k=111

m

= 2 Z ka(t)At — Nl(t)qlAt.
k=Il+1

In addition, the covariance matrix, has the form

k—1

E ((AN(£)(AN@)T) = > > ot

k=11=1

where C*! is the appropriate matrix that accounts for a fiber of group k
breaking into a fiber of group ! and group k — [. For example, for the special
case where m = 8 and a fiber in the 7th group breaks into two fibers, one
in group 5 and one in group 2, then the corresponding term produced in the
covariance matrix is:

00O000O0

01001

0000O0
00 0

7,5 _ 7,5 7,5\T _

00 0

OO DD OO O OO

Now define the expected change and the covariance matrix by:
E(AN) = B(t,N(t))At and E(ANANT) =V (¢, N(t))At.

Then, as explained in Section 5.1, the probability distribution p(¢,N) of
the fiber-length populations with time ¢ approximately satisfies the forward
Kolmogorov equation:
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Op(t,N) B LR
ot N ZaN

: [ '(tv N)p(t, N)]

m

+3 i i Z vi,k (, N)vj e (8, N)p(t, N)
T3 IN;ON;

The SDE system corresponding to this forward Kolmogorov equation has the
form:

dN(t) = B(t,N(t)) dt + (V(t,N(t)))/? dW (1) (5.34)

where N(t) = [Ni(t), No(t),..., N, (t)]T are the fiber populations in each
length group and W (t) = [Wy(t),..., W (¢)]T is an m-dimensional Wiener
process. Equation (5.34) is a stochastic differential equation model for the
fiber-length populations as a function of time.

Finally, by using the procedure described in Remark 5.4 or in Section 5.6,
it is interesting that an equivalent stochastic differential equation model to
system (5.34) can be determined and has the form:

e

-1

dN(t) = B(t, dt + Z (AN)M (pr ()2 AW (1),
k=11=1
where pk,l(t) = Nk(t)Sk,l(Jk7 Wk,l(t) for [ = 1,2, . .,k —1land k= 1,2, coem

are m(m — 1)/2 independent Wiener processes, and the ith element of vector
(AN)F is

~

—1, fi=k
(AN, =8 1, ifi=lor i=k—1I
0, otherwise.

In component form, this model can be written as

dN;(t) =2 Z Ni(t)Sk,iqe — Ni(t)q; — i:(pi,k(t))l/2 AW, 1(t)
k=i+1 =1
+ Y Era®) P AW () + Y (i) AW e (8).
k—it1 k—it1

This stochastic differential equation system may be easier to solve computa-
tionally than system (5.34) and may offer certain theoretical insights.!

To test stochastic model (5.34), the model is compared computationally
with Monte Carlo calculations. In the Monte Carlo calculations, for each small
time step, each fiber is checked for breakage. If breakage occurs, the fiber
is randomly divided. Considered in these calculations is the situation where
breakage occurs randomly and the probability for breakage is proportional to
the length of the fiber. Under this breakage assumption,

L As the number of groups m increases, it appears that a stochastic integro-
differential equation for the fiber distribution is obtained which has the form
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h
A
Lmaz ) !

where p is a constant which determines the rate of fiber breakage fraction of
fibers of length k& broken in time At and

Qe Sk, AL = 1 <

Sk,j = 7 =71 for 7=1,2,...,k—1, and k=2,3,....,m
where Sy ; is the fraction of fragments of length L; formed from breakage of
fiber of length Ly. The parameter p was set equal to unity in the calculations
and it was assumed that there were initially 100 fibers each 1 inch in length.
The calculational results are compared in Table 5.12. The results indicate very
good agreement between the two different procedures.

Table 5.12. Monte Carlo (MC) and stochastic differential equation (SDE) calcula-
tional results on fiber lengths at time ¢t = 1.0

Avg. Number  Standard Dev. in  Average Fiber = Standard Dev. in

of Fibers No. of Fibers Length Fiber Length
200.5 (MC) 10.57 (MC) 0.5001 (MC) 0.0263 (MC)
197.8 (SDE) 11.47 (SDE) 0.5068 (SDE) 0.0265 (SDE)

Additional computations produce fiber-length distributions having a
bimodal structure and bimodal distributions are commonly seen in fiber-
length data [77]. Results of an example calculation are illustrated in Fig. 5.11.
For this calculation, it was assumed that the fibers initially were distributed
as Ni(0) = 2(k — 20) for k = 20,21,...,35 and N;(0) = 2(50 — k) for
k = 36,37,...,50 where N;(0) was the initial number of fibers of length
L, = 0.02k.

Lmax
D — g+ [ St Da@N ) du
L
L 3 Lmax 3
_ 1/2 I 8 W(L,u,t) d / 1/2 I 8 W(U,L,t) d
/Op (B =5rguar 2t [ p D=
L 3 *
e 1/2 oW (U,L,t)
+ /L P D — g srar
where Ni(t) = [;° N(t,L)dL, Sy, = [ S(Li,L)dL and where

W and W™ are correlated Brownian sheets [3, 113] with the prop-
erty that fHAthL‘i_l LL:A W*(u, L,t)dudLdt = nyp_ih(At)*/? and that

t

ftHAt fLLf_l ;kk—l W(u, L,t)dudL dt = ny:h(At)"/? where ny; ~ N(0,1) for
k=i+1,i+2,....mand i = 1,2,...,m — 1. Furthermore, the determinis-
tic part of this integro-differential equation model has been previously derived,

for example, in reference [88].
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Fig. 5.11. Average fiber length distribution after random breakage for time ¢ = 1.0
(Using the SDE model)

5.4 Some Stochastic Finance Models

Models for stock prices, option pricing, and interest rates are three examples
studied in this section.

5.4.1 A stock-price model

A stock-price model is developed using the procedure described in the first sec-
tion of this chapter. It is interesting to apply this procedure to the dynamics
of stock prices to see, for example, if a standard stock-price model is obtained.
Also, derivation of a stock-price model may lead to a better understanding of
the underlying dynamics of stock prices as the parameters in the model are
derived from basic assumptions. It is important to note that certain assump-
tions are made here in the derivation of the model which involve, for example,
forms assumed for the probabilities of the possible price changes over a small
time step. There is much flexibility in choosing these probabilities and deter-
mination of accurate forms undoubtedly requires much testing with stock price
data. In addition, large jumps in stock prices caused by sudden major changes
in the financial environment are not considered in this model development.

Throughout this section, to simplify notation, two stocks are considered
along with a fixed-interest money market account. However, the results can
be readily generalized to a system of n stocks. The flow of money (or value)
assumed for these two investments is illustrated in Fig. 5.12.

A system of stochastic differential equations is now derived [75] for the
two stocks represented in Fig. 5.12. In this model development, the procedure
described in the first section of this chapter is followed. First, therefore,
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STOCK 1 / STOCK 2

] |

Individual gains Simultaneous gains Individual gains
or losses and/or losses or losses

Fig. 5.12. Two stocks illustrated as a stochastic process

changes in the stock prices are considered for a small time interval At. It is
assumed that this time interval is sufficiently short such that the probability
of more than one change in the stock prices is small. Let AS = [AS;, AS>]T be
the change in the two stock prices over a short time step At. It is necessary to
find the mean and the covariance matrix for the change AS. Neglecting multi-
ple changes in time At which have probabilities of order (At)?, there are nine
possibilities for AS in time At. These possibilities are listed in Table 5.13.

Table 5.13. Possible changes in the stock prices with the corresponding probabilities

Change [ASh, ASz]T Probability
[ASh ASQ]l = [17 O}T pP1 = blslﬂt
[ASl,ASQ]g =[-1,0"  pr=diS:1At
[AS1, ASQ]S = [O, I}T p3 = nggAt
[AS1, AS2]4 = [0, —1}T Pa = d252At
[AS1, AS2]5 = [1, I}T ps = Mo2S1S2 At
[ASl, ASQ]() = [17 —1}T Pe = mnglszAt
[ASl, AS2]7 = [—1, 1}T pr = m125152At
[AS1, AS2]§ = [—1, —1]T ps = m115152At
[ [

AS1, AS3]E = [0,0]F po=1-30°p

Notice, for example, that AS = [1,0]7 represents a gain of one unit in the
price of stock 1. Also, AS = [0, —1]% represents a loss of one unit in the price
of stock 2 and AS = [1,—1]7 represents a simultaneous gain of one unit in
the price of stock 1 and a loss of one unit in the price of stock 2. It is assumed
that the probability of a change in one stock price is proportional to the stock
price. For a simultaneous change in both stock prices, it is assumed that the
probability of the change is proportional to the product of the two stock prices.
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(To see why this is reasonable, suppose that one stock price is zero. Then the
probability of a simultaneous change must be zero.) The probabilities for these
changes are also listed in Table 5.13. It is assumed that At is sufficiently small
so that P9 Z 0. The parameters bl,dl,bg,dg,mll,mlg,mzl, and Mmoo define
the rates at which stocks experience individual gains or losses or experience
simultaneous gains and/or losses. Each parameter may, of course, depend on
time ¢. Considering the above equations for p; and AS; their meaning becomes
clear. For example, b;S; At is the probability stock i for ¢ = 1 or 2 has a gain
of one unit in time interval At, ms9S51S2At is the probability both stocks
experience a gain in time interval At, and m1257.52 At is the probability that
stock 1 has a loss and stock 2 has a gain in time interval At. Notice that
Z?:l pj =1.

Using the above expressions for p; and AS;, the expectation vector and the
covariance matrix for the change AS can now be derived. Neglecting terms of
order (At)?2, it follows that

9
_ aa | (b1 = d1)S1 + (ma2 +mar — myz —m11)S15
B(48) = JZ::IPJASJ B [(52 — d2)Ss + (maz — ma1 + M1z — ma1)S152

= l'l’(t7 517 52)At

 a

and

9
Ty _ T_|citcatez c2—c3
E(AS(AS) )_Z;ijsj(Asj) ol P 02+03+64]At
j:

= V(t, S1, S2) At,

where ¢1 = (b1 + d1)S1, c2 = (maz + m11)51S2, c¢3 = (Mma1 + M12)S159,
and ¢y = (ba+d2)Ss. As the product E(AS)(E(AS))T is of order (At)2, the
covariance matrix V is set equal to E(AS(AS)T)/At. It is straightforward
to show that V is positive definite and hence has a positive definite square
root. Denote B = (V)¥/2. As At — 0, the probability distribution of the
stock prices approximates the probability distribution of solutions to the It
stochastic differential equation system:

dS(t) = p(t, S1,S2) dt + B(t, Sy, S5) AW (t) (5.35)

with S(0) = Sp and where W (¢) is the two-dimensional Wiener process, i.e.
W (t) = [Wi(t), Wa(t)]T. Equation (5.35) is a system of stochastic differential
equations that describes the dynamics of the stock prices.

In equation (5.35), p and B have the forms (for two stocks):

(b1 — d1)S1 + (mag + ma1 — miz — m11)S152

plt, 51, 52) = {(52 —d2)S + (maa — ma1 + miz — my1)S15

] (5.36)

and

_lla+ce+eatw Co — C3
B(t,ShSz)—d{ ey — 5 st ostestwl|’ (5.37)
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where w and d are given by w = \/(Cl +ea+e3)(ca+ g+ cq) — (c2 —c3)?
and d = /c1 + 2c2 + 2¢3 + ¢4 + 2w.

It is interesting that model (5.35) is similar to an affine model [32, 108] for
the stock price dynamics. In an affine model, the elements of u and BT B are
linear functions of the stock prices. Indeed, for a single stock, model (5.35)
simplifies to

dS; = (bl — dl)Sl dt + +/ (b1 + dl)Sl dWy (t) (538)

which is an affine diffusion model for a single stock. Notice that the form
given by equation (5.38) differs from the standard geometric Brownian motion
[32, 56, 74, 95] often assumed for stock price where the drift and diffusion
coefficients are proportional to stock price S7. Specifically, stock price Sy fol-
lows geometric Brownian motion if it satisfies a stochastic differential equation
of the form:

dS, = vS1dt + oS, dWq (t),

where v is the drift and o is the volatility.
Finally, it is supposed that the price per share of the money market is
M (t), where it is assumed that

dM
=M (5.39)

and r(t) is the interest rate.

5.4.2 Option pricing

With the dynamics of the stocks and money market given by equations (5.35)
and (5.39), respectively, standard procedures [34, 37, 56, 74, 75, 89, 95] can
be applied, for example, to estimate option prices. Considered here will be
European call options but other types of options can be treated analogously.
For generality, consider a multi-asset option for a mutual fund where the fund
consists, per share, of a; shares of stock 1 and «s shares of stock 2. It is
assumed here that aj, a9 > 0. Let a = [ay, ). Define X (t) = aTS(t) as
the price per share of the mutual fund. Let U(¢, S1(¢), S2(t)) be the expected
value of a European call option on the asset with maturity time 7. That
is, U : [0,T] x RT x RT — R denotes the price of the option at time ¢
when the fund price is X (¢). The initial condition is given at time 7" and is
U(T, S1(T), S2(T)) = max (X (T)—K,0), where K > 0 is the strike price of the
option. As shown below, by applying 1t6’s formula and assuming that the stock
prices satisfy an equation of the form (5.35), the following partial differential
equation, referred to as the two-dimensional Black-Scholes equation [75, 83],
can be derived for the value of the option:
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oU(t, S1,52) oU(t, S1,52) oU(t,S1,852)
5 +r(t) <S1 95, + Sy 852
1 92U O*U ’ru
+§(b +b3y) ==y a5 + (b11b12 + b22b12)88 852 (b +b32) 5a 052
= ’I“(t)U(t,Sl,Sg) (540)

for 0 <t < T and 0 < 51,52 < oo with initial condition given at
t =T as U(T,S51(T),S52(T)) = max(X(T) — K,0) and boundary condition
U(t,0,0) = 0. The parameters b;; are the elements of matrix B and are func-
tions of S; and S,. Notice that if a; = 1 and as = 0, then this equation
reduces to the Black-Scholes partial differential equation [16, 56] for pricing
options for a single stock. This partial differential equation can be readily
solved numerically using, for example, finite-difference methods [16, 19] to
find U(0, S1(0), S2(0)).

It is interesting to derive partial differential equation (5.40). Denote
U(t, X(S1,S52)) as the value of the option where X (S7,52) is a function of
S1 and Ss. Suppose that S(t) and M (t) satisfy

dS(t) = p(t)dt + B(t) dW(t)
{ dM(t) =r(t)M(t)dt
where (p); = p; and (B);; = b;;. By It6’s formula,
v oU ou ou

P Y TR T
02U 02U 1 0?U
+ *(bfl + bfz)ﬁ + (b11bi2 + b22b12)m + 5(52 +b5) 7e 952
oUu dWi dWs ou dWy dWs
b +b b +b .
T o5, ( nog ey >+852 ( TR T )

At time ¢, an amount x(t) of the stocks and an amount y(¢) of the money
market are selected giving a total value of

G(t) = 21(t)S1(¢) + 22()S2(t) + y(t) M(2).
The values of x(t) and y(t) are chosen so that
Git)=U(t,X)=U(t,X(51,52))

dG(t) dU(t,X)  dU(t, X(S1,52))
da dt dt ‘

Note that

9O 0 () 2510 0y 8200y ) MO

+ R(t)
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vhere der(t) o 0 dos(t) o o dy()
X1 X2 Y
t) = t ——=M(t).
R(t) = “251(0) + 2 5,00 + LM (1)
Using
dS=pdt+ BdW and dM =rM dt,
then
dG b dWi b dWy n b dWi b dWy
dt H1 11—, dt 12—, dt T | U2 21—, dt 227 dt
+yrM + R.
To satisfy ﬁ = g7 the coefficients of aW, and v, must match in the
dt dt dt dt
preceding expressions. Therefore, we set
T = a—U and w9 = a—U
LT a8, 2798y

Then, as G = 2151 + 2255 + yM = U, it follows that

1 oU oU
y(t) = - (U - Sine 52352>

dG
Substituting this expression into the equation for a then

G oU . oU\  aU aw, AW,
o — 5 — Sy b b
di T(U %138, 52852) * o5, <“1+ g TRy )

6U aw, dw:
85 <M2+b21 7 + ba2 2>+R
Recalling that x(¢) and y(t) are chosen so that % %, we set
oUu ou ou 1, , 02U
(U 5158 255, ) = talut b12)as2
0?U 1 0*U
+ (b11b12 + b22b12)m + 5(5 +b30) 5oy 957"

This also yields R = 0 since

dz,  d d
R(t) = §1—+ +Szﬂ+Md§

d (U d [ oU 1 dM oU oU
_Sldt<851)+52dt(852)_Mdt<U_SI€)S 52@52)
dU _d5, 0U dS 09U  d (OU\  d (0U
dt ~ dt 98, dt 0S5, EXh 2dt \ 98,
oU oU dU  dS, 0U  dS, oU
T(Uslasl 52852>

dt dt 88, dt 89Sy
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As a result, obtained is the partial differential equation

oU oU U\ 1., o U
E +r <Slo”'51 + 52852> + 5(1)11 + bu)TS%
0*U 1 0*U

T - 62 b2 el
95,05, Talbn thnlge = 1U

+ (b11b12 + b22b12)
for 0 <t <T,0< 51,5 < oo, where U(t, X(S1,952)) is the value of the
option at time ¢. Note that the values of b;;,1 < 4,7 < 2 may depend on
S1 and Ss.

Recall that X (S1,S2) = a1.51 + @252 and consider briefly the special case
where aq, as, b1, b12,b21, and bay are constants. Then

ov _  ou ou _ oU
28, roX’ 98, 29X’

o2U PU U 00U U ,0%U

95,05,  “1"?9x2 957 T “lox2’ 9s?

~ M2hxe

and the above partial differential equation reduces to

o, U

0*U
0X?2
for 0 <t <T,0< X < co. In addition, if the option is a European call
option, for example, then the initial condition is U(T, X) = max (X - K, O)
with boundary condition U(t,0) = 0. Notice that this equation is similar to a
no-arbitrage partial differential equation [16] for a single stock.

1 1
"’(504%(5?1 +b75) + araa(bribia + bazbiz) + 5043(19%1 + b%z))

5.4.3 Interest rates

As another example of the application of stochastic differential equations in
finance, short-term interest rates are considered in this section. Short rates
are popular in the market and are useful in pricing derivatives [24]. Two
well-known stochastic models for the interest rate are the Vasicek model and
the Cox-Ingersoll-Ross model [24]. These two models are derived in this sec-
tion from basic assumptions on changes in the interest rate over small time
intervals.

Let r(t) be the instantaneous interest rate. In each model, it is assumed
that there are three possible changes in the interest rate in a short time interval
At. Specifically, (Ar); = —1,(Ar)z = 1, and (Ar); = 0, i.e., there may be
a negative change of one unit, a positive change of one unit, or no change in
time interval At. For the first model, it is supposed that the probabilities for
these changes are those listed in Table 5.14.



5.4 Some Stochastic Finance Models 181

Table 5.14. Possible changes in the interest rates with the corresponding probabil-
ities for the first model

Change (Ar);  Probability p;

(Ar)1 =-1 p1 = [6%/2 — alre — 1) /2] At
(Ar). =1 pa = |0%/2 4 a(re —r)/2] At
(Ar)s =0 p3s=1—p1 —p2

The 02/2 term in the probabilities accounts for a random change in the
interest rate of either plus or minus one unit. The Fa(r. — r)/2 term in
the probabilities models the tendency for the interest rate to move toward
an “equilibrium” value 7.. In mathematical finance this is referred to as
mean reversion. In particular, if r(¢) > 7., then the probability of a nega-
tive change in time interval At is greater than the probability of a positive
change. Furthermore, if () < r., then the probability of a positive change in
time interval At is greater than the probability of a negative change.

Using Table 5.14, E(Ar) and E((Ar)?) can now be computed giving

3
E(Ar) = Zpi(Ar)i =a(r. —r)At

i=1
and
3
E((Ar)?) = pi((Ar)}) = a* At.
i=1

Applying the procedure explained in the first section of this chapter yields
the stochastic differential equation model:

dr(t) = a(re — r(t)) dt + o dW(t) (5.41)

with 7(0) = 79 > 0. The interest rate model derived here, Eq. (5.41), is the
Vasicek interest rate model. Using It6’s formula, the mean and variance for
this model can be readily determined as:

2
E(r(t)) =rc+ (ro —re)e”® and  Var(r(t)) = ;—a (1—e2).
Indeed, the exact solution to (5.41) can be found as:
t
r(t) =re + (ro —re)e ' + e_o‘t/ e dW (s).
0

In the Vasicek interest rate model, the interest rate r(t) is normally distributed

o
and the mean and variance approach the values r. and %0’ respectively, as
o

t — oo. A disadvantage of the Vasicek model is that the interest rate, r(t),
can have negative values.
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Now, a second stochastic differential equation model is developed for the
instantaneous interest rate. In this model, the possible changes in the interest
rate for small time interval At are identical to those in the first model. This
model differs from the first model in the selection of the probabilities for the
changes. The probabilities selected for this model are listed in Table 5.15.

Table 5.15. Possible changes in the interest rates with the corresponding probabil-
ities for the second model

Change (Ar);,  Probability p;

(Ar): = -1 p1 = [027"/2 —a(re — r)/Z] At
(Ar)s =1 p2 = [0°1/2+ a(re — 1) /2] At
(Ar)s =0 ps=1—p1—p2

Notice for this model, the mean reversion term, Fa(r. —r)/2, in probabili-
ties p1 and py are the same as for the first model. However, for this model, the
term accounting for random changes in the interest rate is o>r/2 rather than
02/2. Recall that this term in the probabilities accounts for a random change
in the interest rate of either plus or minus one unit. Thus, in the second model,
as the interest rate, r(t), decreases the random behavior also decreases.

Using Table 5.15, E(Ar) and E((Ar)?) can now be computed giving

3
E(Ar) = Zpi(Ar)i = a(r. —r)At

and
3
E((Ar)?) = Zm((Ar)?) — o2 AL

Applying the procedure explained in the first section of this chapter yields
the stochastic differential equation model:

dr(t) = a(re — r(t)) dt + o/r(t) dW (t) (5.42)

with (0) = 79 > 0. The interest rate model derived here, Eq. (5.42), is the
Cox-Ingersoll-Ross (CIR) interest rate model. As expected from the probabil-
ities p; and py in Table 5.15, the diffusion part of Eq. (5.42) decreases as r
decreases. Applying [t6’s formula, it is straightforward to find that the mean
and variance in the interest rate for this model are given by

E(r(t)) =re+ (ro —re)e

and
2 2

2 _ 2
V&I’(T’(t)) _ 0—2;8 + g (roa TE)efat + (0—2;6 . O'OZ”O> efzat
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and it is clear, for the CIR model, that as ¢ — oo, then E(r(t)) — 7. and

o3r,
Vi t .
a(r(t) — % 2
An interesting feature of the CIR model is that if Oé;“e > 1, then the
o

interest rate, r(t), is nonnegative with probability one for any ¢ > 0. Indeed,
it can be shown that the probability density of solutions to the stochastic
differential equation (5.42) has the form [64]:

v

pit.r) = (2)" e p2vm),

where

2a —at 2ar,
C= —m—m— u:CToe vV =2cCr q:
o2(1—eat)’ ’ ’ o?

_]_’

and I;(z) is the modified Bessel function of order g. That is,

(=)

10 =(5) sy

where I' is the gamma function. Using the identity fooo e~ Tredr = I'a 4+
1)/¢>*1, it can be shown that [ p(t,r)dr = 1 for any ¢ > 0 assuming that
q= 2‘;‘# —1 > 0. That is, 7(t) > 0 with probability one for any time ¢ > 0

2ar,
for the CIR interest rate model provided that a;n :
ag

There are several popular interest rate models in addition to the Vasicek
and CIR models. A good discussion of interest rate models can be found, for
example, in [24].

> 1.

5.5 A Goodness-of-Fit Test for an SDE Model

In this section, it is assumed that a stochastic differential equation model has
been developed for a certain stochastic process. Also, it is assumed that a
collection of data is available for the stochastic process. A simple goodness-
of-fit test is described in this section to test if there is a lack-of-fit between
the stochastic differential equation model and the data. Suppose that the
stochastic process is observed at times tg,t1,...,ty_1 where t; = iAt for
a constant At > 0. Let zg,21,...,2zxy_1 denote the N observations of the
process. In addition, suppose that the stochastic differential equation model
for the process is

dX(t) = f(t, X)dt + g(t, X) dW (t). (5.43)

A goodness-of-fit procedure developed in [22] is now described.
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In this procedure, M simulations of (5.43) are calculated from time #;_;
until time ¢; starting at z;_;. For example, if Euler’s method is used with K
steps then

KT ) K

JAt (n | At
tg (ti—l + KvX](,iL)) i7a 773(‘,7?) (5.44)

for j =0,1,...,K —1and m = 1,2,..., M with XS,T) = z;_1 and where
77](.??) ~ N(0,1) for each 4, j and m.

Let XZ.(m) = Xﬁ(ﬂfi) be the mth simulated value at t; for m = 1,2,..., M
and for i =1,2,..., N — 1. Now define

m m j At m)\ At
XJ('Jrl),i :Xj(,i)+f(ti1+j X(--)) —

(m) 1, if z; > xm
i = (m)
0, if x; < Xz

and let
M
re=1+Y s for i=1,2,...,N—-1

m=1
Then, r; is the rank of value x; as compared with the M simulated values
X™ 1<m< M, fori=1,2,...,N—1 Notice that 1 < r; < M + 1 for
i=1,2,...,N—1.

The null hypothesis is that model (5.43) describes the stochastic process.
Under the null hypothesis, the ranks r; have equally likely values between 1
and M +1. A x? goodness-of-fit test is used to test this hypothesis. To perform
this test, the observed and expected frequencies are needed. Let

j 1, if r,=gq
“CT0, if o #g
fori=1,2,...,N —1 and let

N-1

Q(q) = Z Ii,q

i=1
for g =1,2,..., M + 1. Notice that 2(q) is the observed frequency that the

rank equals the value ¢ so, for example, Zé\fl_l 2(q) = N — 1. The expected

-1
frequency under the null hypothesis is Tk The test statistic is
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which under the null hypothesis, is approximately distributed as a chi square
random variable with M degrees of freedom. A large value of Q) indi-
cates a lack-of-fit between the stochastic model and the data. Specifically,
if P(x?(M) > Qyr) is smaller than a preset level of significance, then the null
hypothesis is rejected indicating a lack-of-fit of the stochastic differential equa-
tion model (5.43) with the data. The chi square approximation fails, however,
if the expected frequencies under the null hypothesis are small. Consequently,
the rule-of-thumb often applied is that the expected frequencies should be no
less than 5. Applying this rule gives (N —1)/(M + 1) > 5 which implies that
M < (N —6)/5. For example, if N = 100, then the number of simulations M
should be no more than 18.

Example 5.5. Testing two SDE models

Consider the Aransas-Wood Buffalo population of whooping cranes descri-
bed in Section 4.9. For this example, there are N = 47 values of the population
size over the years 1939-1985 which are listed in Table 4.5 and graphed in
Fig. 4.2. Goodness-of-fit tests for two different stochastic differential equation
models for this data are described in this example. The computer program
that performed the goodness-of-fit tests is listed at the end of this chapter.

First, suppose a stochastic differential equation model of the form

01 02
dX(t) = dt dw(t), X(0)=18 5.45
where X (t) is population size and the parameters 8 = [¢;,602]T are deter-

mined using the maximum likelihood procedure described in Section 4.9. Using
this procedure, the values of 6; and 65 are estimated as 3510.0 and 13500.0,
respectively. Performing M = 8 simulations of (5.45) at each data point for
t =t1,ta,...,t16 and applying the goodness-of-fit test of this section, the value
Qs = 18.6 is calculated. Since two parameters were estimated using the data,
the number of degrees of freedom is adjusted to M — 2 = 6. The probability
of having a value of x? with 6 degrees of freedom this large is less than 0.005,
that is, P(x?(6) > 18.6) < 0.005. This indicates a lack-of-fit of the stochastic
differential equation model (5.45) with the data.
Second, suppose a stochastic differential equation model of the form

AX(t) = 0. X (t) dt + /02X (1) dW (1), X (0) = 18, (5.46)

where X (t) is population size and the parameters @ = [0, 03] are determined
using the maximum likelihood procedure described in Section 4.9. For this
model, the values of #; and 05 are estimated as 0.0361 and 0.609, respectively.
For model (5.46), the goodness-of-fit test for M = 8 simulations gives the
value Qg = 4.09. The probability that x2(6) has a value this large is greater
than 0.66 which indicates that the null hypothesis cannot be rejected. That
is, it cannot be rejected that the stochastic differential equation model (5.46)
describes the whooping crane population size.
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5.6 Alternate Equivalent SDE Models

Equivalent stochastic differential equation models, referred to in Remark 5.4,
are discussed in this section. In the modeling procedure described in this
chapter, a discrete stochastic model is developed by studying changes in the
process states over a small time interval. Similarities between the forward
Kolmogorov equations satisfied by the probability distributions of discrete-
and continuous-time stochastic models infer an It6 stochastic differential equa-
tion model from the discrete stochastic model. This approach is a natural
extension of the procedure used for many years in modeling deterministic
dynamical processes in physics and engineering, where changes in the system
are studied over a small interval of time and a differential equation is obtained
as the time interval approaches zero. In this procedure, the number of Wiener
processes never exceeds the number of states in the system.

In an alternate modeling procedure, the dynamical system is carefully
studied to determine all the different independent random changes that
occur in the system. Appropriate terms are determined for these changes in
developing a discrete-time stochastic model which is then approximated by
a stochastic differential equation system [43, 44, 45, 50]. In this procedure,
the number of different random changes may possibly far exceed the num-
ber of states and a stochastic differential equation model is obtained where
the number of Wiener processes may exceed the number of equations. This
procedure is straightforward and yields, for example, stochastic differential
equation systems that are generally easy to solve numerically.

In this section, it is shown that the two procedures produce stochastic
differential equation systems that are structurally different yet have identical
probability distributions [9]. Indeed, Euler’s method for solving the different
stochastic differential equation systems converge strongly in the mean-square
sense to the same solution. As the stochastic models can be interchanged,
conceptual or computational advantages possessed by either model can be
employed in any particular problem.

To study equivalence of two stochastic differential equation systems, let

X(t) = [X1(t), Xa(t),..., Xq(t)],
W(t) = [Wy(t), Wa(t), ..., Wn()]T,
£:[0,7] x R? — R,

and
G :[0,T] x R — RI*™

where W;(t), ¢ = 1,...,m are independent Wiener processes and m > d.
Consider the system of It6 stochastic differential equations of the form

dX (1) = £(t, X (8)) dt + G(t, X (1)) AW (¢). (5.47)

In component form, system (5.47) can be expressed as
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t t m

X.(8) = X(0) + /0 Fi(s, X(s)) ds + /0 S gii(5, X(s) dW;(s) (548
j=1

fori=1,2,...,d, where f; is the ith element of f and g; ; is the 4, j entry of
the d x m matrix G.
It6’s formula can be applied to (5.47). Let

F:[0,7] xR - RF and Y(t) =F(t,X(t)). (5.49)

For system (5.47), it follows from It6’s formula that the pth component of
Y (t) satisfies

d F 1 d d m
¥y (t) = ; T*zzzzgll‘qﬂa 830

HM@.

Z giadWi(t (5.50)

for p=1,2,...,k where all the terms are evaluated at (t,X(¢)).

Furthermore, the forward Kolmogorov equation or Fokker-Planck equa-
tion for the probability density function p(t,x) associated with the stochastic
differential system (5.47) has the form

2
ZZ 8l‘?8l‘] l (t,x) Zgzl (t,x)g;(t, X)]

Op(t,x)

1
ot 2
=1

(5.51)

where, if z1,22 € R% and z; < z,, then
22,d 22,d—1 22,1
Pz <X(t) < 2z9) = / / / p(t,x) dxy dxs, . . ., dzg.
21, 21,d—1 21,1
Consider the Euler-Maruyama (or Euler’s) method for numerical solution
of (5.47). Euler’s method for system (5.47) has the form
X1 = X + F(tn, Xp) At + G(tn, X)) AW, (5.52)

forn = 0,1,2,...,N — 1, where X,, =~ X(t,), At = T/N, and AW,, =
W (tn+1) — W(ty,). In component form, Euler’s method is

Xi,n+1 = X@n + fi(tru Xn)At + Zgi,j (tn7 Xn)Aij (553)

j=1
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for i = 1,2,...,d, where AW;,, ~ N(0, At) are independent normally dis-
tributed random numbers for n =0,1,... and j =1,...,d.

Now define the d x d symmetric positive semidefinite matrix V = GGT.
Matrix V has entries

m

vi i (6,X) =Y gia(t, X)gju(t, X). (5.54)
=1

for i,j = 1,...,d. Define the d x d symmetric positive semidefinite matrix
B = (b; j(t,X)) = V1/2. Then Euler’s method given in (5.53) can be written
equivalently as

d
Xint1 = Xin + Filtn Xn) At + > b; j(tn, X)) AW, (5.55)

j=1

where Y7 by j(tn, Xo)AWS,, = S g j(tn, X)) AW, and AWF, ~
N(0, At) are independent normally distributed random numbers for n =
0,1,... and j =1,...,d. That is, BAW} = GAW,,.

To verify that BAW? = GAW,,, an argument employing singular value
decompositions can be employed. The singular value decomposition of G is
G = PDQ where P and @) are orthogonal matrices of sizes d X d and m x m,
respectively, and D is a d x m matrix with r < d positive diagonal entries. It
follows that V = GGT = PDDT PT, where B = P(DD™)'/2PT. Now, given
B, G and AW,,, the following computation shows that there exists AW}, a
vector of d linearly independent normally distributed random numbers, such
that BAW! = GAW,,. Note that PTAW? = ((DDT)/?)*DQAW,, +
AW?* and

E(PTAW;,(AW;)"P)

— E(((DDT)!/2)* DQAW,,(AW,,)T QT DT ((DD)'/2)* AW, (AW;)T)

= Id(At),
where I is the d x d identity matrix, AW>* is a vector of length d with the
first r entries equal to 0 and the next d — r entries independent normally dis-
tributed random variables, and where ((DDT)/2)* is the d x d pseudoinverse
of (DDT)'/2 [93]. Conversely, given B, G, and AW, the following com-
putation shows that there exists AW,,, a vector of m linearly independent
normally distributed random numbers, such that BAW} = GAW,,. Note
that QAW,, = DT (DDT)'/2PT AW? + AW*** and
E(QAW,(AW,)TQ")

- E<D+(DDT)1/2PTAW;§(AWZ)TP(DDT)1/2(D+)T n AW;*L**(AWZ**)T>
= I, (A¢),



5.6 Alternate Equivalent SDE Models 189

where AW ** is a vector of length m with the first r entries equal to 0 and
the next m —r entries independent normally distributed random variables and
where DV is the m x d pseudoinverse of D.

Notice that system (5.55) is Euler’s method for the stochastic system

X7 (t) /fst ds+/ Zlbi_’j(svx*(s))dW;(S) (5.56)

for i =1,...,d. Because Euler’'s method converges in the mean square sense,
(5.47) and (5.56) are equivalent stochastic systems in the sense that they share
the same sample paths. Also notice that Itd’s formula for (5.56) with F and
Y defined in (5.49) satisfies

OF, < . OF,
dYp(t,w) = (TfﬂLZfi@ ZZ ’Ja axj a
i=1 i

=1 j5=1
d d
JF, .
+2 5 D bigdWi (#) (5.57)
i=1 =1
for p=1,..., k. In addition, the forward Kolmogorov equation corresponding

o (5.56) is

A|p(t, x) fult, x)
72 [p 8.%‘,‘ ]

=1

<.

d d
ZZ %(9.1‘] [p(t, x)vi (¢, x)] . (5.58)

M\H

In effect, system (5.47) with m > d Wiener processes can be written as an
equivalent system with d Wiener processes

dX(t) = £(t, X () dt + B(t, X(t)) dW* (1), (5.59)

where W*(t) = [W;(t), W5 (t)...,Wi(t)]T and the d x d matrix B satisfies
B? =GGT.

Consider now a stochastic modeling problem that involves the d states
S51,89,...,54 with a total of m > d possible random changes to these states
at each time step At. Suppose that the probabilities of the changes are p; At =
p;(t,S)At for j =1,2,...,m, where the jth change alters the ith state by the
amount Aj;; for ¢ =1,...,d. A standard deterministic model for this problem
is the following system of ordinary differential equations:

dS(t) = £(t,S(t)) dt, (5.60)

where the ith element of the vector f is
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FiltsS(6) = Y0 (8, S(8) Ny (5.61)

j=1

for i = 1,2,...,d. For a small time step At, problem (5.60) can be approxi-
mated using Euler’s method by the formula

Sn+1,i = Snﬂ‘ + fi(tn; Sn)At, (562)
where ¢, = nAt and S, ; = S;(t,) fori=1,...,dand n=0,1,....

Assuming that At is a small but fixed time interval, a discrete-time

stochastic model can be formulated by considering the random changes at

each time step. Let r; represent a random change of the jth kind to the state
vector. Then rj, to order O((At)?), is defined as follows:

[Aj1sAj2, ..., Aja]T with probability p; At
[0,0,...,0]" with probability 1 — p;At.

For At small, (r;); has approximate mean A; ;p,; At and variance )\iiijt. A
discrete stochastic model for S, 11, given the vector S,,, is

Spi1=Sn+ > 1; (5.63)
j=1
for n =0,1,.... In component form, (5.63) becomes
Snt1i = Sni+ ) (1)) (5.64)
j=1

fori=1,...,dand n=0,1,....

In the alternate modeling procedure, the random changes are approxi-
mated using m independent normal random variables and Eq. (5.64) for small
At takes the form

Snsti = S+ filtn, Sn) At + 3 Ny 2 (A1) /21, (5.65)

Jj=1

for n = 0,1,..., where f; is defined in (5.61) and n; ~ N(0,1) for each j =
1,...,m. Notice the similarity between the deterministic equation (5.62) and
the stochastic equation (5.65). The discrete stochastic model (5.65) converges
strongly (in the mean-square sense) as At — 0 to the SDE system

dS(t) = £(t,S(t)) dt + G(t,S(t)) AW (1),
(5.66)
S(0) = So,
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where the i,j entry in the matrix G is g;; = /\j,ip;/z for i = 1,2,...,d,
j=1,2,...,m, and W(t) is a vector of m independent Wiener processes.
Notice that SDE system (5.66) has m Wiener processes and the d x d matrix
V = GGT has entries

M M
(V)ia = (GGT)iy = Zgi,jgl,j = ij/\ijl = Vi (5.67)
j=1 j=1
for i,l = 1,...,d. The entries in G are easy to write down given the probabil-

ities of the different changes based on the discrete-time Markov chain (5.63).
It is interesting to note that there are other SDE systems equivalent to (5.66)
that can be generated from the probabilities of the changes. For example, if
matrix G is replaced by —G in (5.66), this alternate system generates the same
sample paths. In general, a matrix H can be used instead of G if HHT =V,
where V = GGT.

In the modeling procedure discussed in this chapter, if the changes are
small and At is small, then the probability distribution associated with the
discrete-time stochastic system (5.63) can be approximated by the solution to
the forward Kolmogorov equation

8p(t,X) N d a[p(tvx)fi(tvx)]
ot __Zé‘—xi

i=1

1L 92
322 g P X0 ()], (5.68)
i=1 j=1
where v; ; is the 7, jth entry of d x d matrix V. The probability distribution
p(t,x1,x2, ..., xq) that solves (5.68) is identical to the distribution of solutions
corresponding to the stochastic differential equation system

dS(t) = £(t, S(1)) dt + B(t, S(t)) AW* (£)
(5.69)
S(O) = SO;

where the d x d matrix B = V/2 and W*(t) is a vector of d independent
Wiener processes. Therefore, the discrete stochastic model (5.63) is closely
related to a stochastic differential equation model (5.69). Specifically, the
probability distribution of solutions to (5.63) is approximately the same as
the probability distribution of solutions to (5.69). In addition, the drift vector
and diffusion matrix, f and B, respectively, of the stochastic differential equa-
tion model are equal to the expected change divided by At and the square
root of the covariance matrix of the change divided by At. Specifically, letting
A=A, )\j,n]T, then the expected change in S and the covariance
in the change are

(5.70)
E(AS(AS)T) = Zy;l pj)\j()\j)TAt =V At.
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Notice that the d x m matrix G satisfies V = GGT and the stochastic
differential equation system (5.69) can be modified to the system (5.66) by the
argument in this section. Indeed, It6’s formula and the forward Kolmogorov
equation are identical for both stochastic differential equation systems (5.66)
and (5.69). Finally, notice that system (5.69) is generally more complicated
than (5.66) as the d x d matrix B is the square root of V even though G
is a d x m matrix. Consequently, system (5.66) is generally easier to solve
computationally. However, if the number of changes, m, is much greater than
the number of states, d, then equation (5.66) loses much of its computational
advantages.

In summary, in the alternate procedure for constructing an It6 stochas-
tic differential equation model for a dynamical system consisting of d states
with m > d different independent random changes, each independent random
change is explicitly included. This procedure is in contrast to the modeling pro-
cedure described in this chapter where means and covariances of the random
changes are calculated which, in turn, determine the stochastic differential
equation model.

To illustrate the alternate modeling procedure, the chemical reaction prob-
lem described in Section 5.3.6 is modeled using the alternate procedure. As
described in this example, suppose that there are three chemical species S, Ss,
and S3 that interact through molecular collisions or spontaneously in the four
ways described in Table 5.9.

Using the alternate modeling procedure for this example gives the SDE
model:

dX(t) = (X1, X2, X3) dt + C(X1, X2, X3) dW*(¢) (5.71)

with X(0) = [X1(0), X2(0), X3(0)]T and where W*(t) is a vector W*(t) =
(Wi (t), W5 (t), Wi (t), Wi (t)]" of four independent Wiener processes and 3 x 4
matrix C' has the form

—(X1X2)'2 (2 X3)'? 2(ua X5 X3/2) 2 —2(paX?/2)'/?
C= | =(mX1X2)V? (n2X3)'? —2(usX3X3/2)'/% 2(paX7/2)'/?
(X1 Xo)? — (2 X3)"? — (s X3X3/2)'% (naXi/2)"/?

To test the stochastic differential equation model (5.71), calculational
results using the two SDE models were compared. In these calculations, the
values of the reaction rate constants were taken as p; = 0.02, pug = 0.4, u3 =
0.001, and p4 = 0.03. The initial numbers of molecules were assumed to be
X71(0) = X2(0) = X3(0) = 100 and the final time was taken as ¢ = 1.0. The
SDE models were numerically solved using the Euler-Maruyama method with
5000 sample paths. The results using these two SDE models are compared
in Table 5.16. Also, a sample path using model (5.33) is plotted in Fig. 5.10
and a sample path using model (5.71) is plotted in Fig. 5.13. Notice the good
agreement between the two different SDE models.
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Table 5.16. Calculated mean molecular levels and standard deviations at time
t = 1.0 using SDE models (5.33) and (5.71)

Chemical E(X;) o(X;) E(X:) o(Xy)
Species (5.33)  (5.33) (5.71)  (5.71)

St 79.31 7.62 79.39 7.69

Sa 37.44 6.14 37.47 6.13

Ss3 131.17  6.43 131.09 5.85
150

Molecular Levels
N
o
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Fig. 5.13. Molecular population levels for one sample path of SDE (5.71)

Exercises

5.1. In the model described schematically in Fig. 5.1, suppose that mis =
alSl, mo1 = GQSQ, b1 = b2 = dl = d2 = Ma22 = M11 = 0, and )\1 = )\2.

(a) Derive a stochastic differential equation model for this system.

(b) Show that d(S1(t)+S2(t)) = 0 so that Sy (t) +.S2(t) is constant with time.

5.2. In the model described schematically in Fig. 5.1, suppose that mio, =
a1S1, ma1 = azSs, by =151, and by = dy = da = Moz = mq1 = 0.

(a) Find the matrix V = E(AS(AS)T)/At for this problem.
(b) Use Remark 5.4 to find a 2 x 3 matrix C such that CCT = V.

5.3. Show that the matrix <8 (1)> has no matrix square root while the matrix

(30) = (sl o )’

has an infinite number of matrix square roots.
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5.4. Suppose that a cricket begins walking at the origin and proceeds along
the positive x-axis. At each time step At, the cricket walks 3At units to the
right, i.e., the cricket’s speed is 3. In addition, at each time step At, the cricket
jumps back one unit with probability At/2.

(a) Derive a stochastic differential equation model that approximately descri-
bes the position of the cricket.

(b) For your stochastic differential equation model, show that E(X (t)) = 5t/2
and Var(X (t)) = t/2 where X (t) is the cricket’s position at time ¢.

5.5. Consider three populations S1, S5, and S3 that compete with each other.
For a small time interval A¢, suppose that the probabilities of a birth in each
of the three populations are, respectively, b;.S1 At, baSaAt, and b3S3At and
the probabilities of a death in each of the three populations are, respectively,
(a151 +u11512 +u1251.52+u135153) At, (a2S9 + 1215152 +’LL22522 +u935253) At,
and (a3S3 + 315193 + 1325253 + u335%) At. Derive a stochastic differential
equation model for the population sizes, [S1 (), S2(t), S3(t)]T, with time .

5.6. Suppose that b =d =1, X(0) = 100, and the maximum population size
is K = 200.

(a) Find the mean persistence time, 7°(100), of the population. Note that the
mean persistence time 7T'(y) with initial population size y satisfies the second
order differential equation

P*T(y)
dy?

= -1 with T(0) :07@ =0
y

(b) Compare the mean persistence time obtained in part (a) with the per-
sistence time for the corresponding deterministic population model dX (t) =

(b— d)X (t) dt, X (0) = 100.

5.7. Consider an SIR model of an epidemic where the births and deaths are
assumed to be negligible. In this model, S(t), I(t), and R(t) are the susceptible,
infected, and removed population sizes, respectively, and N = S(¢t)+1(t)+R(t)
is constant. Individuals are removed after recovering from the disease and
are assumed to be immune thereafter. Suppose that the probability of one
individual becoming infected is SSTA¢/N during a small time interval At
and the probability of one individual recovering is vI At. Derive a stochastic
differential equation for this randomly varying system.

5.8. Consider finding the mean exit time of trajectories for the stochastic
differential equation

dy(t) = —2y(t) dt + /4y(t) dW (t), y(0) = 10,
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where there is no maximum population size and exit occurs when the trajec-
tory reaches zero. Therefore, for N trajectories, T ~ Zﬁi:l tm/N where t,, is
the time for the mth trajectory to reach zero, i.e., y(¢,,) = 0. The MATLAB
program listed below estimates exit times for trajectories of a stochastic dif-
ferential equation. In using the program to estimate the mean exit time, vary
the number of trajectories, the step length used in Euler’s method, the final
time, and the maximum size of y(t) to obtain the mean exit time to within
10% of the exact mean exit time. Compare your calculated result with the

exact exit time
10 —z o —10Y,—=
1—e (1—ee
T= —d —dz.
A 2 ”+A 2: 120

% A program for first exit calculations
clear
nsamp=20;
% nsamp paths are calculated
% statistical error decreases as nsamp increases
t=1;
% The proportion exiting up to time t are calculated
% t must be sufficiently large to estimate mean exit time
nt=fix(.001+t/.005);
% method error decreases as nt increases
y0=10;
ymax=40;
% yO is the initial position
% ymax is maximum position; paths reflect at y=ymax
% Exits occur at y=yexit
yexit=0;
alp=-2;
bet=4;
h=t/nt;
hs=sqrt(h);
randn(’state’,2)
for ncase=1:3
sumex=0;
te=zeros(nsamp, 1) ;
for jj=1:nsamp
y=y0;
r=randn(nt,1);
nchk=0;
n=0;
t=0;
while (n < nt)
n=n+1;
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t=t+h;

f=alp*y;

g=sqrt (bet*y) ;

y=y+h*f+hs*g*r (n) ;
% This is Euler’s approximation to the SDE

if(y > ymax)

y=2*ymax-y;

end

if (y <= yexit)

nchk=1;

te(jjd=t;

n=nt;

end

end

sumex=sumex+nchk;

end

tp=sum(te)/sumex;

p=sumex/nsamp;
% tp is mean exit time for paths that exit
% p is proportion exiting
disp((sprintf(’ %12.0f %12.6f %12.6f’, ncase, tp, p)));
end

5.9. Consider two groups of particles revolving around a circular path. Let
S1(t) be the number of particles moving clockwise and S2(t) be the num-
ber of particles moving counterclockwise. Suppose at each time interval At,
the particles scatter with the medium and one clockwise particle changes
direction with probability S (¢)At. Likewise, at each time interval At, one
counterclockwise particle changes direction with probability v.S2(t) At. Find a
stochastic differential equation system for Sy (¢) and Sa(¢). (A check on your
model is that the total number of particles should be constant for all time,
i.e., d(S1(t) + S2(t)) =0 for all ¢.)

5.10. Consider the particle transport system of the previous exercise. Suppose
now, however, in addition to scattering with the medium there are probabil-
ities 5.51(t) At and (5S2(t) At of one particle being absorbed by the medium
for the clockwise-moving group and of one particle being absorbed by the
medium for the counterclockwise-moving group, respectively, during each time
interval At.

(a) Construct a stochastic differential equation model for this new system.
(b) Determine E(S1(t) + S2(t)) for ¢ > 0. (In this problem, the total number
of particles is not constant.)

5.11. Suppose that dust particles of mass m and altitude y(t) are drifting
upward with speed v(t) under the influence of a randomly varying upward air
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current of speed v.(t). The particles experience a gravitational force down-
ward, —myg, and a frictional force upward, kv, (t), where k is a constant and
v (t) = ve(t) — v(t) is the air speed at the particle surface. The air current
speed v.(t) is randomly varying with mean speed v.. Assume that during any
small time interval At, the probability of an increase of magnitude « in v.(t)
is (A + B(ve — vo(t))At and the probability of a decrease of —a in v.(t) is
(A= B(ve —vc(t)) At. Derive a stochastic differential equation system for v.(t),
y(t), and v(t).

5.12. Suppose that in a certain chemically reacting system, the two chemical
species S7 and Sy are reacting in the three ways:

S1+35 — 351 +S53, Si+S5—25, and S; — Ss.

Furthermore, during a small time interval At, the probabilities of these three
reactions are (1 X1(t) X3 (t)At/6, B2X1(t)Xo(t)At, and [B3X1(t)At, respec-
tively, where X (¢) and X5(t) are the number of molecules of species Sy and
S, respectively.

(a) Construct a stochastic differential equation model for the reacting system
of the form dX = pdt + V/2dW (t) where V is a 2 x 2 symmetric positive
semidefinite matrix.

(b) Find a stochastic differential equation model for the system of the form
dX = pdt + C dW*(t) where C is a 2 x 3 matrix.

5.13. For a single stock whose price satisfies the stochastic differential equa-
tion dS = pSdt + oS dW (t) with interest rate r, the Black-Scholes equation
is:
U (t, 9) ou(t,S) 1 , ,0%U(t,S)
S —0°58" ————
ot 0T a5 277 a9
For a European call option, U satisfies at time 7' the condition U(T,S) =

maX(S - K, O), where K is the strike price of the option. Show that the
Black-Scholes formula:

U(t,S) = SN(x1) — Ke " T"I N (25),

where 21 = (In(S/k)(T—t) "2+ (r+02/2)(T—t)'/?) o, 20 = 21—0(T—1)"/2,
and N(z) = \/% ffoo e~v’/2 dy satisfies the Black-Scholes equation and also

=rU(t,9).

satisfies the required condition at time 7. Thus,
U(0,5) = S(0)N(1(0)) — Ke™""N(x2(0))

is the price of the option at time ¢t = 0 where z1(0) = (In(S(0)/k)T~/% +
(r+02/2)T"?) /o, and x2(0) = z1(0) — oT*/. For this problem, to simplify
the verification, note that

ON(z) _ o O PN(@) _ o P (02
s —N(x)az and 9.2 —N(J;)azz—xN (z) 5 )




198 5 Modeling

5.14. Consider a stock whose price is modeled by the stochastic differen-
tial equation dS(t) = pS(t)dt + o(t)S(t) dW (t) where the volatility o(¢) is
varying randomly with time ¢ about a mean value o.. Suppose that dur-
ing a small time interval A¢, o(t) changes the amount yo(t) with probabil-
ity (a + B(oc — o(t))) At and changes the amount —yo(t) with probability
(o — B(oe — o(t))) At. Construct a stochastic differential equation for the
volatility o(t).

5.15. (Project) Consider two species that are in competition. The sizes of
the two populations are y; (t) and y2(t), respectively, where ¢ is time in years.
Assume that the probability of a birth in a small time interval At for the
first population is gyl(t)At and the the probability of a birth in the second
population is 19—0y2 (t)At. Also assume that the probability of a death in the
first population is (2y1(t) + 15593 (t) + 15 ¥1(t)y2(t)) At and the probability
of a death in the second population is (3y2(t) + 1h5¥3(t) + 5e5y1(t)y2(t)) At.
Furthermore, assume that the initial population sizes are y;(0) = y2(0) = 15.
(a) Construct a stochastic differential equation model for the population sizes
y1(t) and ya(t).

(b) Modify the computer program in Exercise 5.8 to calculate exit times for a
stochastic differential equation system so that exit occurs when either y; <0
or yo < 0. Calculate to within 0.1 year the mean exit time for these two
competing populations. Also, calculate the proportion of population trajecto-
ries where the first population reaches zero before the second population and
the proportion of population trajectories where the second population first
reaches zero. Notice that statistical and method errors in the computations
need to be studied to ensure that the calculational results are accurate.

(c) Compare the results of the stochastic differential equation model with
the results predicted by the deterministic competition model. In particular,
computationally solve the deterministic system and determine whether one
population drives the other population to extinction.

(d) Hand in a listing of your computer program for part (b) along with expla-
nations and results for parts (a), (b), and (c). (A check on your model in parts
(a) and (c) is that an equilibrium for the population sizes in the deterministic
model occurs at yge) = 10 and y;) = 15. A check on your computations for
part (c) is that the calculated mean exit time should be between 14.4 and 15.4
years.)

5.16. (Project) A lifeboat was launched at position (0,0) in the ocean and
has been drifting for 168 hours. It is necessary to estimate the lifeboat’s
position (z(t),y(t)). It is known that ocean currents are affecting the velocity
vcos(6)i+ vsin(0)j of the lifeboat. Assume that the speed v and the angle 6
are independently randomly varying. In particular, assume that for a small
time interval At, the probability of an increase in speed of .1 kilometer per



5.6 Alternate Equivalent SDE Models 199

hour is (8 4 1.5(5 — v(t))) At and the probability of a decrease in speed of —.1
kilometer per hour is (8 — 1.5(5 — v(¢))) At. For a small time interval At, the
probability of a change in the angle of .1 radians is (24 .5(0.(t) —0(t))) At and
the probability of a change in angle of —.1 radians is (2 — .5(6.(¢t) — 0(t))) At

where 0.(t) = § (%). Furthermore, assume that the initial values are

v(0) = 0(0) = 2(0) = y(0) = 0.

(a) Construct a stochastic differential equation model for the quantities v(t),
0(t), z(t), y(t) noting that % = v cos(¢) and % = vsin(h).

(b) Modify, for example, the computer program in Exercise 2.10, to calcu-
late trajectories of the stochastic differential equation system. Calculate to
within 1 kilometer the mean values of the z and y coordinates of the lifeboat’s
position at 168 hours. Also, calculate the standard deviations in the z and
y coordinates at 168 hours. Notice that statistical and method errors in the
computations need to be studied to ensure that the calculational results are
accurate.

(c) Plot two lifeboat trajectories and the average trajectory. Specifically, make
two-dimensional plots of the lifeboat’s position, (x(t),y(t)), with time ¢ for
0<t<168.

(d) Hand in a listing of your computer program for part (b) along with
explanations, results, and plots for parts (a), (b), and (c¢). (A check on your
model and computations is that the z coordinate of the lifeboat’s position
at 168 hours has mean value 558 kilometers and a standard deviation of 64
kilometers.)

Computer Programs

Program 5.1. Program to solve an SDE model of a SIS problem

This Fortran program solves a stochastic SIS system using Euler’s method
with nt equally spaced steps in time. The number of sample paths calculated
is specified as nrun. The mean, mean square, and standard deviation in the
solution at the final time are output. The parameter yl is the susceptible
population size and y2 is the infected population size. The program is set up
to solve the stochastic differential equation system described in Section 5.2.2
Output of the program is given following the program listing.

real*8 xx
nt=2000
xx=981177.
c This program solves a stochastic SIS problem.
nrun=10000
arun=nrun
sm1=0.0
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sq1=0.0
sm2=0.0
592=0.0
ant=nt
arun=nrun
do 75 jj=1,nrun
y1=950.0
y2=50.0
time=100.0
h=time/ant
hs=sqrt (h)
£=0.0
do 600 i=1,nt
call random(xx,randl,rand?2)
call random(xx,rand3,rand4)
call fts(t,yl,y2,f1,f2,g1,g2,g3,g4)
t=t+h
yl=y1l+h*fi+hs*randi*(gl)+rand2*hs*(g2)
y2=y2+h*f2+hs*randi*(g3)+rand2*hs*(g4)
600 continue
sml=sml+yl/arun
sql=sql+ylxyl/arun
sm2=sm2+y2/arun
Sq2=sq2+y2*y2/arun
75 continue
sqri=sqrt(sql-sml*sml)
sqr2=sqrt (sq2-sm2*sm2)
write(6,162) h,time
write(6,162) sml,sql,sqrl
write(6,162) sm2,sq2,sqr2
162 format(5x,,3(f12.2,3x))
stop
end
subroutine random(xx,randl,rand2)
real*8 xx,a,b,d,rng(2)
a=16807.
ib=2147483647
b=ib
do 55 i=1,2
id=a*xx/b
d=id
xx=a*xx—-d*b
55  rng(i)=xx/b
pi=3.141592654
ul=rng(1)
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u2=rng(2)

hlp=sqrt(-2.0%*alog(ul))
randi=hlp*cos(pi*2.0%u2)
rand2=hlp*sin(pi*2.0%*u2)

return

end

subroutine fts(t,yl,y2,f1,f2,g1,g2,g3,g4)
alp=.04

gam=.01

aml12=alp*y2/ (y1+y2)

am21=gam

fl=—am12*yl+am21x*y2
f2=am12*yl-am21x*y2

gl=sqrt ((am12*yl+am21xy2)/2.0)
g2=-gl

g3=-gl

gl=g1l

return

end

0.05 100.00

561.66 317186.25 41.49
438.34 193861.39 41.49

Program 5.2. Monte Carlo program of an SIS problem

real*8 xx
xx=3404658.

201

This Fortran program solves a stochastic SIS system using a Monte Carlo
method. In each time step of length h, every individual in the population is
checked to determine whether recovery or infection occurs. The number of
sample paths calculated is specified as nrun. The mean, mean square, and
standard deviation of the population sizes at the final time are output. The
parameter nx1 is the susceptible population size and nx2 is the infected pop-
ulation size. The program is set up to solve the SIS problem described in
Section 5.2.2. Output of the program is given following the program listing.

c This is a Monte Carlo program to simulate an SIS epidemic.

nrun=10000
c The value of nrun is the number of sample paths.

xlav=0.0

x2av=0.0

x1x1lav=0.0

x2x2av=0.0

do 400 nr=1,nrun

aml12=.04
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am21=.01
nx1=950
nx2=50
ntot=nx1+nx2
nt=500
ant=nt
time=100.0
h=time/ant
do 100 i=1,nt
if (nx1.1t.0) nx1=0
if (nx2.1t.0) nx2=0
mx1=0
mx2=0
do 200 j=1,nx1
call random(xx,r)
antot=ntot
anx2=nx2
am12=.04*anx2/antot
if (am12xh < r) goto 200
mx2=mx2+1
mx1=mx1-1
200 continue
do 300 j=1,nx2
call random(xx,r)
if (am21*h < r) goto 300
mx2=mx2-1
mx1=mx1+1
300 continue
nx1l=nx1+mx1
nx2=nx2+mx2
100 continue
anx1l=nx1
anx2=nx2
anrun=nrun
xlav=xlav+anxl/anrun
x2av=x2av+anx2/anrun
x1xlav=xl1xlav+anxl*anxl/anrun
x2x2av=x2x2av+anx2*anx2/anrun
400 continue
x1sd=sqrt(xlxlav-xlav*xlav)
x2sd=sqrt (x2x2av-x2av*x2av)
write(6,550) nrun,h,time,aml12,am21
550 format(2x,i5,6(2x,£f8.3))
write(6,560) xlav,xlxlav,xlsd
write(6,560) x2av,x2x2av,x2sd
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560 format(2x,3(2x,f12.2))

stop

end

subroutine random(xx,r)

real*8 xx,a,b,d

a=16807.

ib=2147483647

b=ib

id=a*xx/b

d=id

xx=a*xxx—-d*b

r=xx/b

return

end
10000 0.200 100.000 0.017 0.010
562.28 317837.06 40.98
437.72 193279.28 40.98

Program 5.3. To plot solutions of an SDE model of an epidemic

This MATLAB program solves a stochastic SIS system using Euler’s method
with nt equally spaced steps in time. The number of sample paths calculated
is specified as nrun. The parameter ys is the susceptible population size and
yi is the infected population size. Plots are produced of individual susceptible
and infected population trajectories with time along with average population
sizes. The program is set up to solve the SIS stochastic differential equation
system described in Section 5.2.2 for producing Fig. 5.3.

% Stochastic SIS model is programmed in MATLAB
% random.m file is needed
% rand=random(xx) returns with three numbers
% rand(1), rand(2) are normally distributed
% xx is set equal to rand(3) for next call to random.m
% average of nrun paths and individual paths are plotted
clear

clf

xx =98945;

% xx starts the random number sequence

nt=400;

nrun=100;

time=200;

% nt is number of time intervals, time is total time
% nrun is the number of different paths

h=time/nt;

hs=sqrt(h);
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tt=linspace(0,time,nt+1);
for i=1:nt+1
sms (i)=0;
smi(i)=0;
paths(i)=0;
pathi(i)=0;
end
for jj=1:nrun
ys=950;
yi=50;
sms (1) =ys;
smi(1)=yi;
paths(1)=ys;
pathi (1)=yi;
t=-h;
for i=1:nt
t=t+h;
rand=random(xx) ;
xx=rand (3) ;
% need xx=rand(3) for next call to random.m
mi2= .04xyi/(ys+yi);
m21=.01;
hlpl=—mi2*ys+m21*yi;
hlp2=sqrt ((m12*ys+m21*yi)/2);
ys=ys+h*hlpl+hlp2+*hs*(rand(1)-rand(2));
yi=yi-h*hlpl+hlp2+*hs*(-rand(1)+rand(2));
sms (i+1)=sms(i+1)+ys/nrun;
smi(i+1)=smi(i+1)+yi/nrun;
paths (i+1)=ys;
pathi (i+1)=yi;
end
end
set(gca,’fontsize’,18,’linewidth’,1.5);
plot(tt,paths,’k-’,’linewidth’,1.5)
axis([0,100,0,1000]);
hold on
plot(tt,pathi,’k-’,’linewidth’,1.5)
plot(tt,sms,’k--’,’linewidth’,1.5)
plot(tt,smi,’k--’,’linewidth’,1.5)
xlabel(’Time’)
ylabel (’Population Sizes’)
set(gca,’linewidth’,1.5)
hold off
% Listed next is function program random.m
% Uses congruential generator xx=16807*xx mod(2°31-1)
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% Box-Muller method converts to normal random numbers
% xx=rand(3) is input to the generator
function rand = random(xx)
a=16807;
b=2147483647;
for i=1:2
d=fix(a*xx/b);
xx=a*xx—d*b;
rng(i)=xx/b;
end
p=3.141592654;
ul=rng(1);
u2=rng(2);
hlp=sqrt (-2.0*log(ul));
rand (1)=hlp*cos(p*2.0%u2);
rand (2)=hlp*sin(p*2.0%u2);
rand (3)=xx;

Program 5.4. A Monte Carlo program for molecular levels

This Fortran program solves a stochastic chemical reacting system using a
Monte Carlo method. In the Monte Carlo procedure, the process is checked
at each time interval of length h to see if any reaction occurs. The num-
ber of sample paths calculated is specified as nrun. The mean, mean square,
and standard deviation of the molecular levels at the final time are output.
The parameters nx1, nx2, and nx3 are the molecular population levels for a
reacting system that involves three different chemical species. The program is
set up to solve the reacting problem described in Section 5.3.6. Output of the
program is given following the program listing.

real*8 xx
xx=3404658.

¢ Monte Carlo program to calculate chemical molecular levels.
nrun=5000
xlav=0.0
x2av=0.0
x3av=0.0
x1x1lav=0.0
x2x2av=0.0
x3x3av=0.0
do 400 nr=1,nrun
aml=.02
am2=.4
am3=.001
am4=.03
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nx1=100
nx2=100
nx3=100
ntot=nx1+nx2+nx3
nt=1000
ant=nt
time=1.0
h=time/ant
do 100 i=1,nt
if (nx1.1t.0) nx1=0
if (nx2.1t.0) nx2=0
if (nx3.1t.0) nx3=0
mx1=0
mx2=0
mx3=0
anx1l=nx1
anx2=nx2
anx3=nx3
call random(xx,r)
pl=aml*anxl*anx2*h
if(r.gt.pl) goto 200
mx2=mx2-1
mx1=mx1-1
mx3=mx3+1

200 continue
call random(xx,r)
p2=am2*anx3*h
if(r.gt.p2) goto 300
mx3=mx3-1
mx1=mx1+1
mx2=mx2+1

300 continue
call random(xx,r)
p3=am3*anx3*anx2*anx2*h/2.0
if(r.gt.p3) goto 310
mx3=mx3-1
mx1=mx1+2
mx2=mx2-2

310 continue
call random(xx,r)
p4=amé4*anxi*anx1*h/2.0
if(r.gt.p4) goto 320
mx3=mx3+1
mx1=mx1-2
mx2=mx2+2
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100

400

550

560
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continue

nx1l=nx1+mx1

nx2=nx2+mx?2

nx3=nx3+mx3

continue

anx1l=nx1

anx2=nx2

anx3=nx3

anrun=nrun
xlav=xlav+anxl/anrun
x2av=x2av+anx2/anrun
x3av=x3av+anx3/anrun
x1xlav=xixlav+anxl*anxl/anrun
x2x2av=x2x2av+anx2*anx2/anrun
x3x3av=x3x3av+anx3*anx3/anrun
continue
x1sd=sqrt(xlxlav-xlavxxlav)
x2sd=sqrt (x2x2av-x2av*x2av)
x3sd=sqrt (x3x3av-x3av*x3av)
write(6,550) nrun,h,time,aml,am2,am3,amé4
format(2x,1i5,6(2x,£8.3))
write(6,560) xlav,xlxlav,xlsd
write(6,560) x2av,x2x2av,x2sd
write(6,560) x3av,x3x3av,x3sd
format (2x,3(2x,f12.2))

stop

end

subroutine random(xx,r)
real*8 xx,a,b,d

a=16807.

ib=2147483647

b=ib

id=a*xx/b

d=id

xx=a*xx—d*b

r=xx/b

return

end
5000 0.001 1.000 0.020 0.400 0.001 0.030
79.21 6327.89 7.28
37.61 1448.60 5.84

131.19 17240.56 5.54

207
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Program 5.5. Solving an SDE model for chemical molecular levels

This Fortran program solves a stochastic differential model of a chemical
reacting system using Euler’s method with nt equally spaced steps in time.
The number of sample paths calculated is specified as nrun. The mean, mean
square, and standard deviation in the solution at the final time are output.
In addition, a MATLAB plotting program is produced in file sdechem.m. The
program is set up to solve the stochastic differential equation system described
in Section 5.3.6 and is used to produce Fig. 5.10. The parameters y1, y2, and
y3 are the molecular population levels for a reacting system that involves
three different chemical species. Output of the program is given following the
program listing.

real*4 rand(10),v(10,10),pp(10),y(10),y2(10)
real*4 yy1(5001),yy2(5001),yy3(5001),f(10)
real*4 av(10),av2(10),sd(10)
real*8 xx
open(unit=9,file=’sdechem.m’,status=’unknown’)
c A MATLAB plotting program is produced in file sdechem.m.
xx=870686.
¢ This program solves for chemical molecular levels.
time = 1.0
nt=500
¢ nt is the number of time steps.
ant=nt
dt=time/ant
nrun=5000
c nrun is the number of sample paths.
anrun=nrun

nchem=3
aml=.02
am2=.4
am3=.001
am4=.03

¢ Initial values are input here.
do 100 j=1,nrun
y(1)=100.
y(2)=100.
y(3)=100.
yyl(1)=y(1)
yy2(1)=y(2)
yy3(i)=y(3)
tt=0.0
do 200 i = 1,nt
tt=tt+dt
c The drift term is calculated here.
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hlpl=amlxy(1)*y(2)
hlp2=am2+*y(3)
hlp3=am3x*y(2)*y (2)*y(3)/2.0
hlp4=améx*y(1)*y(1)/2.0

£(1) = -hlp1+hlp2+2.0%*h1p3-2.0*hlp4
£(2) = -hlpi+hlp2-2.0%hlp3+2.0xhlp4
£(3) = hlpl-hlp2-hlp3+hlp4

¢ The covariance matrix is calculated here.

105

87

200

89
100

91

780

790
795

370

do 105 m=1,nchem
do 105 n=1,nchem

v(m,n)=0.0

v(1,1) = hlpl+hlp2+4.0%h1p3+4.0%hlpd
v(1,2) = hlpl+hlp2-4.0%hlp3-4.0*hlp4
v(1,3) = -hlpl-hlp2-2.0%hlp3-2.0%hlp4

v(2,1) = v(1,2)
v(2,2) = hlpl+hlp2+4.0%h1p3+4.0%hlp4
v(2,3) = -hlpl-hlp2+2.0%hlp3+2.0%hlpd
v(3,1) = v(1,3)
v(3,2) = v(2,3)
v(3,3) = hlpl+hlp2+hlp3+hlp4
call random(xx,rand)
call sqrtm(3,v,rand,pp)
dtsq=sqrt(dt)
do 87 k=1,nchem
y(k) = y(k)+dt*f(k)+ pp(k)*dtsq
yyl(i+1)=y(1)
yy2(i+1)=y(2)
yy3(i+1)=y(3)
continue
do 89 k=1,nchem
av (k) =av (k) +y (k) /anrun
av2(k)=av2(k)+y (k) *y (k) /anrun
continue
continue
do 91 k=1,nchem
sd (k) =sqrt (av2(k)-av(k)*av(k))
write(6,780) nrun,nt,time,aml,am2,am3,amé4
format (2x,i5,2x,15,6(2x,f8.2))
do 795 k=1,3
write(6,790) av(k),av2(k),sd(k)
format (2x,5(2x,£10.2))
continue
nt2=nt+1
write(9,370)
format(’ clear all’)

209
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371

330

335

170

171
174

176

172

173

182

183

206

207

208

55

write(9,371)
format(’ close’)
write(9,330) dt

format(’ dt = ’, £12.6)
write(9,335) time
format(’ time = ’,f12.6)

write(9,170)

format(’ yi1=[’)

do 171 i=1,nt2
write(9,174) yy1(i)
format (2x,f11.6)
write(9,176)

format(’ 1;7)
write(9,172)

format(’ y2=[’)

do 173 i=1,nt2
write(9,174) yy2(i)
write(9,176)
write(9,182)

format(’ y3=[’)

do 183 i=1,nt2
write(9,174) yy3(i)
write(9,176)
write(9,206) nt2
format(’ n = ’, i6)
write(9,207)

format(’ t=linspace(0,1,n)’)
write(9,208)

format(’ plot(t,yl,t,y2,t,y3)’)
stop

end

subroutine random(xx,rand)
real*8 xx,a,b,d,rng(2)
real*4 rand(10)
a=16807.

ib=2147483647

b=ib

do 56 j=1,5

do 55 i=1,2

id=a*xx/b

d=id

xx=a*xx—-d*b
rng(i)=xx/b
pi=3.141592654
ul=rng(1)
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u2=rng(2)
hlp=sqrt(-2.0%*alog(ul))
rand (2*j-1)=hlp*cos(pi*2.0%*u2)
rand (2*j)=hlp*sin(pi*2.0*u2)
56  continue
return
end
subroutine sqrtm(m,b,c,p)
real*4 b(10,10),c(10),p(10),y1(10),y2(10),s
real*4 y3(10),y4(10),r(10,10) ,h,anh,s1,aa(10,10)
real*4 a(10,10),£(10),x(10),t
c This subroutine calculates p=sqrt(b)c by solving an IVP.
5=0.0
do 110 i=1,m
do 110 j=1,m
110 s=s + b(i,j)*b(i,])
s=sqrt(s)
do 115 i=1,m
do 115 j=1,m
a(i,j)=b(i,j)/(s*2.0)
aa(i,j)=-a(i,j)
if(i.eq.j) aa(i,j)=1.0+aa(i,j)
115 continue
¢ The number of steps depends on integer nh > 1.
nh=2
do 120 i=1,m
y1(i)=c(i)
y2(i)=c (i)
y3(i)=c(i)
y4(i)=c(i)
120 continue
do 125 mh=1,4
nh=nh*2
anh=nh
h=1.0/anh
do 220 i=1,m
y1(i)=y2(i)
y2(1)=y3(i)
y3(1)=y4(i)
220 y4(i)=c(i)
t=-h
do 125 k=1,nh
t=t+h
do 135 i=1,m
s1=0.0
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do 130 j=1,m
r(i,j)=-aa(i,j)*t
if(i.eq.j) r(i,j)=1.0+r(i,j)
sl=s1-.5*aa(i,j)*y4(j)
130 continue
135 f(i)=sl
call linsys(m,f,r,x)
do 140 i=1,m
140 y4(i)=y4(i)+h*x(i)
125 continue
¢ A fourth-order extrapolation method is applied.
do 150 i=1,m
hlp=64.0*y4(i)-56.0%y3(i)+14.0*y2(i)-y1(i)
150 p(i)=hlp*sqrt(2.0%s)/21.0
return
end
subroutine linsys(m,f,r,x)
¢ This subroutine solves the linear system rx=f.
real*4 £(10),r(10,10),x(10),hlp,f£(10),rr(10,10)
c Gaussian elimination is used.
do 235 i=1,m
££(1)=£(1)
do 235 j=1,m
235 rr(i,j)=r(i,j)
if(m.eq.1) goto 237
do 205 k=1,m-1
do 210 i=k+1,m
hlp=rr(i,k)/rr(k,k)
f£(1)=£ff(i)-hlp*ff (k)
do 210 j=k,m
rr(i,j)=rr(i,j)-hlp*rr(k,j)
210 continue
205 continue
237 continue
x(m)=ff(m)/rr(m,m)
if(m.eq.1) goto 238
do 215 kk=1,m-1
k=m-kk
hlp=0.0
do 220 j=k+1,m
220 hlp=hlp+rr(k,j)*x(j)
x(k)=(£ff (k)-hlp)/rr(k,k)
215 continue
238 continue
return



5000

end

500 1.00
79.31 6348.07
37.44 1439.18

131.17 17246.00
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0.02 0.40 0.00 0.03
7.62
6.14
6.43

Program 5.6. A computer program to test goodness-of-fit

This Fortran program tests goodness-of-fit between a stochastic differential
equation model and data. The method of Bak, Nielsen, and Madsen [22]
is used. The program is set up to test two different stochastic differential
equation models for the Aransas-Wood Buffalo whooping crane population
data described in Section 4.9. The program calculates Qs values for the two
stochastic differential equation models. For this example, there are n = 47
values of the population size over the years 1939-1985 which are listed in
Table 4.5 and graphed in Fig. 4.2. Output of the program is given following
the program listing.

c This

real*4 x(50),xc(50,20),omega(50)

integer ir(50)
real*8 xx

code tests goodness of fit.

n=47

¢ The method of Bak, Nielsen, and Madsen is used.

data (x(i), i=1,47)/ 18, 22, 26, 16, 19, 21, 18, 22,
* 25, 31, 30, 34, 31, 25, 21, 24, 21, 28, 24, 26, 32,

* 33, 36, 39, 32, 33, 42, 44, 43, 48, 50, 56, 57, b9,

* 51, 49, 49, 57, 69, 72, 75, 76, 78, 73, 73, 75, 86/

do 999 icase=1,2

c Parameter icase =1 or 2 denotes SDE model 1 or 2.

10

xx=102038.
m=8

h=1.0

do 10 j=1,m+1
omega(j)=0.0
kk=4

akk=kk
h=h/akk

do 202 i=2,n
xs=x(i-1)
xe=x(1)

do 202 j=1,m
xk=xs

do 252 k=1,kk

call functs(icase,xk,f,g)
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call random(xx,randl,rand2)
2562 xk=xk+h*f+sqrt (h)*gxrandl
xc(i,j)=xk
202 continue
do 402 i=2,n
irr=1
do 302 j=1,m
xe=x (i)
xcalc=xc(i,])
if (xe.gt.xcalc) irr=irr+1
302 continue
402 ir(i)=irr
do 502 i=2,n
irr=ir(i)
omega (irr)=omega(irr)+1.0
502 continue
chi2=0.0
an=n
am=m
hlp=(an-1.0)/(am+1.0)
do 602 j=1,m+1
602 chi2=chi2+(omega(j)-hlp)**2/hlp
write(6,100) icase,chi2
100 format(5x,i7,5%x,f9.2)
999 continue
stop
end
subroutine functs(icase,x,f,g)
th1=3510.0
th2=13500.0
f=th1l/ (x*x)
g=th2/ (x*x)
if (icase.eq.1) goto 17

th1=.0361
th2=.6090
f=thlxx

g=sqrt (th2x*x)
17 continue
return
end
subroutine random(xx,randl,rand2)
real*8 xx,a,b,d,rng(2)
a=16807.
ib=2147483647
b=ib
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do 55 i=1,2
id=a*xx/b
d=id
xx=a*xx-d*b
rng(i)=xx/b
pi=3.141592654
ul=rng(1)
u2=rng(2)
hlp=sqrt(-2.0%*alog(ul))
randl=hlp*cos(pi*2.0%*u2)
rand2=hlp*sin(pi*2.0%*u2)
return
end

18.57

4.09

215
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Basic Notation

w event, outcome of a random experiment

2 sample space, set of all possible outcomes

A set of events

P probability measure

(2, A, P) probability space

X or X(w) random variable

Fx(x) probability distribution of X, i.e., P{w € 2 : X(w) < z})
X ~ Ula, b X is uniformly distributed on [a, b]

X ~ N(u,0%) X is normally distributed with mean u and variance o>

E(X) Expectation of X
Var(X) Variance of X
Is(w) indicator function
(X,Y) inner product of X with YV
Hgy Hilbert space of random variables
I X || rv norm in Hgy, i.e., (E(|X|[?))Y/?
Hgp Hilbert space of stochastic processes
. . T 1/2
I fllsp norm in Hgp, i.e., (fo (E(|f(1)]?) dt)
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Basic Notation

RP
X

AX

w.p.1

p(t,x)

p(y,t,z,s)

f(t) or f(t,w)

W (t) or W (t,w)
J(f) or J(f)(w)
J(f)(t) or J(f)(t,w)
I(f) or I(f)(w)
I(f)(t) or I(f)(t,w)
vi/z

MLE

SIS

SIR

MC

IVP

SDE

n-dimensional real space

a vector, e.g., [ X1, Xo,..., X,]T

incremental change [AX;, AXo, ...

with probability one
probability density
transition probability density
stochastic process

Wiener process
J2 f(s,w)ds

S (s, w)ds

S F(s.0) dW ()
S (s,w0) dW (s)

matrix square root, i.e. V1/2V1/2 =V

Maximum Likelihood Estimation

Susceptible Infected Susceptible epidemic

Susceptible Infected Removed epidemic

Monte Carlo
Initial Value Problem

Stochastic Differential Equation



Index

A-stable, 112

adapted to, 50

affine model, 177

almost sure convergence, 18, 19

alternate stochastic differential equation

models, 143, 186

Anna, 87

approximation
stochastic differential equation, 99
stochastic integral, 72

backward Kolmogorov equation, 150
Bellman-Gronwall inequality, 94, 101
Best Buy Co., 55

birth-death process, 39
Black-Scholes equation, 178, 197
Black-Scholes formula, 197

Borel set, 3

boundedness of solutions, 93
Box-Muller method, 22

Brownian motion, 42

Brownian sheet, 173

Cauchy-Schwarz inequality, 14, 46
Central Limit Theorem, 20, 35
Chapman-Kolmogorov formula, 35, 41,
45, 57

Chebyshev inequality, 18, 59
Chebyshev-Markov inequality, 18
chemical Langevin equation, 144, 166
chemical molecular model

computer program, 205, 208
chemical reactions, 166
chi-square test, 183

complete, 13, 28
completion, 14
Computer program

chemical reactions, 205, 208

Euler’s method, 127, 129

exit time, 195

goodness-of-fit, 213

integral approximation, 84, 86, 87

Milstein’s method, 127

Monte Carlo, 29, 30

parameter estimation, 130, 131

Poisson process, 59

SIS epidemic, 199, 201, 203

Wiener process trajectories, 57
continuity of solutions, 94
converge weakly, 105
convergence

almost sure, 18

in probability, 18

mean square, 17, 28

strong, 17

weak, 19

with probability one, 18
convergence in probability, 18
covariance matrix, 10

delay equation, 152

dense, 14

diffusion coefficient, 90, 140
drift coefficient, 90, 140

elementary stochastic process, 45, 59
environmental variability, 153
epidemic model, 147, 152
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equivalent models, 186
Euler’s method, 99, 108, 109, 118,
124, 127
Euler-Maruyama method, 99, 187
European call option, 177
event, 2
exact solution, 95
Example
convergence, 19
convergence in Hgy, 16
correlated normal variables, 11
correlated random variables, 11
double integral, 79
Euler’s method, 109
exact solution, 98
extrapolation, 105
finding moments, 97
flipping a coin, 2, 3, 5, 11
Fokker-Planck equation, 110
forward Kolmogorov, 37, 38
generating a o-algebra set, 2
integral approximation, 74
integration, 66
It6 integral, 79
1t6’s formula, 82, 108
Karhunen-Loéve expansion, 66
Lebesgue measure, 3
Markov chain, 34
Markov process, 34
maximum likelihood estimation, 120
Milstein’s method, 109
moments, 96, 97
Monte Carlo, 24-26
nonconvergence, 16
nonparametric estimation, 122
normally distributed, 6, 9, 13
one-state model, 140
Poisson distributed, 4, 5, 8, 12, 20, 22
Poisson process, 36, 40, 48, 51
stochastic integral, 71
stochastic processes, 47
uniformly distributed, 6, 9, 12
uniformly distributed points, 11
weak approximation, 106
weak convergence, 19
weighted normed Hilbert space, 16
Wiener process, 41, 48, 51, 52
exit time, 150, 194, 198
expectation, 7

exponentially distributed, 22
extrapolation, 105

fiber breakage, 169

Fokker-Planck equation, 39, 109

forward Kolmogorov equation, 37, 52,
89, 109, 161, 189

Fubini’s theorem, 46

generated, 3
geometric Brownian motion, 177
goodness-of-fit

computer program, 213

test, 183

Hilbert space, 13, 45
Hrgyv, 14
Hsp, 46
L,[0,1], 15
completion, 14

indicator function, 14

interest rate, 180

ion transport, 160

1t6 stochastic differential equation, 89

It6 stochastic integral, 67, 69
multiple, 108

1t6 stochastic model, 142

Ito’s formula, 74, 76, 82, 85, 95, 107,

108, 123, 126

multidimensional, 82

Karhunen-Loéve expansion, 42, 57, 66
Karhunen-Loeéve expansion, 66
Kolmogorov extension theorem, 44

Law of Large Numbers, 20, 114
Lebesgue measure, 3

linear congruential generator, 20, 28
logistic growth, 150

Lotka-Volterra, 149

Lyapunov function, 117

Lyapunov inequality, 18, 106

Markov chain, 34, 56
homogeneous, 34

matrix square root, 143, 144, 194

Mattel Inc., 55

maximum likelihood estimate, 118

mean square convergence, 19



method error, 26
Milstein’s method, 102, 108, 109
Model
alternate equivalent, 143, 172, 186
chemical reactions, 166, 192, 197
competition, 194, 198
cricket position, 194
dust particles, 197
environmental variability, 153
epidemic, 147
fiber breakage, 169
finance, 174
interest rate, 180
ion transport, 160
lifeboat position, 199
nuclear reactor dynamics, 161
one-state, 140
option prices, 177
particle transport, 196
population with time delay, 152
precipitation, 165
predator-prey, 149
seed dispersal, 158
SIR, 194
SIS, 147
stock prices, 197, 198
stock-price, 174
two interacting populations, 145
two-state system, 138
vibration, 156
whooping crane population, 122, 185
modeling procedure, 38, 135, 139, 142,
144, 172, 186
moment, 7
Monte Carlo, 23, 29, 149, 164, 173
computer program, 30, 201, 205
integral estimation, 24

Newton’s Law of Cooling, 135
nonanticipating, 50, 64
nonparametric estimate, 121
normally distributed, 7, 13
normed linear space, 13
nuclear reactor dynamics, 161

option prices, 177

parameter estimation, 118
period length, 21
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persistence time, 150, 194, 198
Poisson distributed, 4, 6, 8, 12, 22
Poisson process, 36, 40, 41, 48, 51, 59
Polar-Marsaglia method, 23
population dynamics, 53, 145
precipitation, 54, 165
predator-prey model, 149
probability distribution, 5
probability density function, 5
probability mass function, 5
probability measure, 2
probability space, 2
pseudo-random number, 20, 28
pseudoinverse, 188

radioactive decay, 52
rainfall, 54, 165
random experiment, 2
random number, 20
random particle method, 160
random step functions, 46
random variable

continuous, 5

discrete, 5

multiple, 9
realization, 39
reliability function, 150
Richardson extrapolation, 105
rounding errors, 106

sample path, 39, 74, 99
sample space, 2
seed dispersal, 158
set o-algebra, 2, 27
generated, 3
short rate, 180
simple random function, 14
single-degree-of-freedom system, 156
SIR model, 194
SIS model, 147, 152
computer program, 199, 201, 203
square root of a matrix, 143, 144
stability, 111
asymptotic stochastic stability, 113
mean-square stability, 113
numerical asymptotic stochastic
stability, 115
numerical mean-square stability, 115
standard normal distribution, 7
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statistical error, 26

step function, 68

stiff system, 113

stochastic integral
computer program, 87

stochastic differential, 74

stochastic differential equation
approximation, 99, 127
boundedness of solutions, 93
computer program, 127
continuity of solutions, 94
exact solution, 95, 98
existence, 91
moments, 96, 97
parameter estimation, 118
properties of solutions, 93
uniqueness, 91

stochastic integral, 63, 67
approximation, 26, 72
multiple, 71, 79
properties, 70

stochastic integro-differential

equation, 173

stochastic process, 33
continuous, 39, 56
discrete, 34
elementary, 45

simulation, 50
stock prices, 55, 174
Stratonovich stochastic integral, 80,
84, 85
Stratonovich stochastic model, 142
strong approximation, 105
strong convergence, 17
strong order, 105, 125

time delay, 152
trajectory, 39
triangle inequality, 14, 46

uniformly distributed, 6, 9, 11

variance, 8

vibration, 156

Vlasov-Poisson-Fokker-Planck
equation, 161

weak approximation, 105

weak convergence, 18, 19, 140
weak order, 105

weakly consistent, 140

whooping cranes, 53, 120, 122, 185
Wiener process, 42, 48, 49, 51, 66
wind speed model, 159
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