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Introduction

In this thesis we will study the unique strong solution of the Stochastic
Differential Equation (SDE in the sequel)

dXt = (bXt + C)dt + QCLXtth, X() =I> 0, (].)

with b,c € R and a > 0, and where W, is a standard Brownian motion.
This process is known as square root process, on account of the fact that X;
appears in a square root in the diffusion term of the SDE, and it has been
originally mentioned in the literature by Feller [7].

The most important applications in finance of the square root process are
essentially two: the CIR model and the Heston model.

Before briefly describing them, we underline the fact that in both the models
one take b negative and c positive, because in this case it is ensured the mean
reversion property: the drift, that is the term that “pushes” the process
towards a certain value, is positive if z < —7 and it is negative if z > —7.
Therefore, the process X; is pushed towards the value —7, that can be seen
as a long-run mean.

The CIR model (that takes the name from John C. Cox, Jonathan E. Ingersoll
and Stephen A. Ross that introduced it in 1985 as an extension of the Vasicek
model, see [3]) describes the evolution of the term structure of interest rates,
and so it is used in the valuation of interest rates derivatives.

This model specifies that the interest rate follows the SDE

th = k‘(9 — T't)dt + U\/T’_tth, (2)
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where all the constants are taken positive and where W, is a standard Brow-
nian motion.

The unique strong solution of (2) is said CIR process, and it is straightfor-
ward to see that (2) is the equation of the square root process with k = —b
and 0 = —

level.

i. Here k is said the mean reversion rate, and 6 the mean reversion
Under the no-arbitrage assumption, this model is useful to determine a price

of a bond with expiry date T at time ¢, that is given by
B(t,T) = exp{A(t, T) + r(1)C(t, T)},

where A(t,T) and C(t,T) are certain functions of the time.

The Heston model, named after Steven Heston that introduced it in 1993
(see [9]) is a model in which an underlying S; follows a stochastic process
with a stochastic variance v(t) that follows a CIR process.

Hence, we have
dSt = ,LLStdt ‘I— Y\ VtStthl

(3)
th = /{:(9 — Tt>dt + O'\/FtthQ,

where W} and W7 are standard Brownian motion with a certain correlation
p-

Therefore, if we take the SDE (1), we notice that the term v/2a is the vari-
ance of the variance of the underlying of the Heston model, and that —b (we
remind that b is taken to be negative) and —g are respectively the mean
reversion rate and the mean reversion level of the variance.

For these two models c is taken to be positive because when the interest rate
for the CIR model and the volatility of the underlying for the Heston model
get close to zero, their evolution become dominated by the drift factor c,
that, if it is positive, pushes them upwards: in other words, if ¢ is positive
the drift is positive for lower values of the process, so the process itself will
be pushed upwards.

As we will see, if ¢ > a (and so, for the CIR process, if 2k > ¢?) it is also

ensured that the process will never assume the value of zero: the interest rate
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for the CIR model and the volatility for the Heston model remain strictly
positive if this condition, known as Feller condition, is satisfied.
Unfortunately, the Feller condition is almost never satisfied for the smiles
typically encountered in practice (see Table 6.3 in [2]) so one has to be con-
cerned with violation of this condition.

Therefore, it becomes of great importance the study of the behaviour of the
solution of equation (1) at the boundary {X = 0}, that we also call the ori-
gin.

There are three possible cases:

e boundary not attainable (that is the case that we have if the Feller

condition is satisfied);

e boundary attainable and reflecting, that is the case in which a path

that hits the origin is pushed away to positive regions;

e boundary attainable and absorbing, that is the case in which a path
that hits the origin in the time ¢ remains trapped here for all times

s >t.

As we will see, the behaviour of the square root process at the origin depends
on the parameter c¢: we will distinguish the three possible cases, ¢ < 0,
0 < ¢ < aand c > a, and we will examine the nature of the process for every
one of this cases.

To do it, for each case we will also study the fundamental solutions of the

forward Kolmogorov equation associated to the SDE (1), that is
Ou(t, x) = Ops (azu(t, x)) — 05 ((bx + c)u(t, x)), (4)

with a certain initial condition that we will see in the sequel.

For each case ¢ < 0, 0 < ¢ < a and ¢ > a we will determine if the process
has a transition density, and which of the fundamental solution of (4) is the
transition density itself. Obviously, we will also give the expression of the

transition density of the process, that is well known.
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Here is a summary of the thesis: in Chapter 1 we give an overview of the
results that we will obtain, briefly considering also a particular case of the

square root process, that is the Bessel process
dX, = ddt + 2V XdW,,  Xo=7 >0,

that can be useful to price Asian Options.

In Chapter 2 we compute a general form for the Laplace transform of a fun-
damental solution of (4), following the method presented by Feller in [7], and
we find the fundamental solution itself in the case ¢ < 0, always following
[7].

In Chapter 3 we determine the transition density of the process in the
case ¢ > 0, by a method shown by Dufresne in [5]: we compute the mo-
ments of the process, and so we find the moment generating function (MGF)
Eles®] = E [ Yoo (S),;i)k} . In this way, we see that X, is the sum of a Gamma

variable X and a compound Poisson/Exponential X;. Therefore, we find

the transition density of the process from the known densities of X} and X'
In chapter 4 we compute the derivative of the transition density, and we
see that it is similar to the transition density itself; in Chapter 5 we study
the behaviour of the transition density for large values of x, and we give an
asymptotic expansion for the transition density itself and for its derivative.
In Chapter 6 we give the results found by Feller in [7] for ¢ > 0, we compute
the integrals with respect to z of the fundamental solutions of (4) and we
discuss the relations between transition density and fundamental solutions:
we determine in which cases a fundamental solution is also the transition
density of the process and in which cases this is not true. We see that if
0 < ¢ < a there is a fundamental solution that it is the transition density of
the process and another fundamental solution that is not. Moreover, we give
another method to determine the transition density itself.

In Chapter 7 we study the behaviour of the process at the origin, for ¢ < 0,
0 < c<aand c > a: for each case we establish if the boundary is absorb-
ing, reflecting or not attainable. To do it, we also compute the limit of the

density for x — 0. We see that for 0 < ¢ < a the square root process is
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reflected at the boundary whereas the fundamental solution that is not the
transition density of the process is the density of the process itself stopped
at {X = 0}, that therefore is absorbed at the origin. Moreover, when the
boundary is absorbing, we study the probability that a path will be trapped
at the origin within time ¢; taking the limit of this probability for t — oo,
we will also have the probability that a path will be eventually trapped at
the origin. In the case 0 < ¢ < a, the probability that the process stopped
at the origin will be trapped here within time ¢ is the probability that the
square root process, unique solution of (1), will reach the origin within time

t. We also give some graphics of these probabilities.
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Chapter 1

Main results

1.1 Square root process

1.1.1 Fundamental solutions and transition density

We define the square root process as the unique strong solution of the
SDE

dXt = (bXt + C)dt + v ZGXtth, XO =T > O, (11)

with b,c e R, a >0, X; > 0,1 > 0.

In this chapter we give an overview of the main results that we will find about
the density of this process and the fundamental solutions of the associated
forward Kolmogorov equation, when ¢ < 0,0 < ¢ < a, ¢ > a.

Moreover, we will see how one can applicate these results to the Bessel pro-

cess, unique strong solution of the SDE
dX; = odt + 2+/ X, dWy, Xg=2>0, (1.2)

with 6 > 0, X; > 0, ¢t > 0.
Feller [7] studied fundamental solutions of the forward Kolmogorov equation
associated to the SDE (1.1),

Ou(t, ) = Oy (azu(t, ) — 8, ((bz + c)ul(t, z)), (1.3)

1
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with x > 0, £ > 0; we give a resume of this work, that we will see in detail
later.

Feller first of all shows that, if we require some integrability properties on
a fundamental solution p(t,z,z) with initial datum z and on its derivative

with respect to ¢ so that one can define the Laplace transform

w(t,s,x):/ e “u(t,x)dx
0

and the derivative with respect to t of the Laplace transform itself, this

Laplace transform has to satisfy the first-order partial differential equation

Ow Ow
¥ + s(as — b)a = —csw + f(t), (1.4)

where
flt)=— lin% (896 (aa:p(t, x,a‘c)) + (bx + ¢)p(t, =, i))
T—
is called the flux of p at the origin.
He solves (1.4) with the initial condition lim; ,ow(t,s,Z) = e ** by the

method of characteristic, and he finds

w(t, s, x) = b . exr —asbe” +
P \as(ebt — 1) + b P sa(e —1)+0b

[ 10 ()

where if b = 0 we take limbﬁo(ebt—bfl) = %

(1.5)

Now, for each case ¢ < 0, 0 < ¢ < a and ¢ > a, one can see how the flux
at the origin f has to be to satisfy the conditions on p that we have already
mentioned.

We have that:

e for ¢ <0, the flux f is the unique solution of a certain equation, which
we will see in detail later, so it is univocally determined. Therefore,
(1.1) admits an unique fundamental solution which satisfies the integra-
bility properties, and we can calculate this solution by inverting (1.5)

in which we put the expression of f that we have found as the unique
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solution of the given equation.

We find
b b(x + ze™)
t PR — S .
plts®) =y =g (16)
—bt Cz_aa 2 )
¢ - v Ii_c/q —b\/e—btxf .
T a(l —e=b)

e When 0 < ¢ < a we can find two fundamental solutions that satisfy the
integrability conditions that we require: one corresponding to f = 0
and one that we obtain when f # 0. In the case f # 0, the integrability
properties of p are satisfied if and only if the flux has the same form
as for the case ¢ < 0: the corresponding fundamental solution will be
therefore the solution that we have found for ¢ < 0. When f = 0
instead one can calculate the fundamental solution by inverting the
Laplace transform (1.5) in which f = 0.

Feller does not invert this Laplace transform, but as we will see later

we obtain
b b(z + ze)
t [ B — T 1) ’
pa(t, z;T) alett — 1) exp{ a(ebt — 1) (1.7)
ot Ga 2b - |
( = ) [c/afl (mm> '

e When ¢ > a the conditions on p are satisfied if and only if f = 0. In

this case hence the unique fundamental solution of (1.3) will be (1.7).

Therefore we find that when ¢ is negative and when ¢ > a we have one and
only one fundamental solution of (1.3) which satisfies the conditions that we
require for p, whereas when 0 < ¢ < a these fundamental solutions are two.
We will see that p, is the transition density of the process, while p; is not
the transition density.

As we will show in the sequel, one can explicitly calculate the integral with
respect to x of a fundamental solution also when he does not know the exact

form of the fundamental solution itself. This integral is equal to one if f = 0,
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whereas for the fundamental solution p; that we obtain when f < 0 we have

o0 ¢ brel
Bydr=D(1-5 2% ), 1.
e O P =) e

This fundamental solution is said to be a defective density.

1.1.2 Behaviour of the process at the boundary

We have three possible cases:

e the boundary is attainable and absorbing (if a path hits the boundary
it will be trapped in the boundary itself);

e the boundary is attainable and reflecting (if a path hits the boundary
it will be pushed away in the region {z > 0});

e the boundary is not attainable.
We will see that:

e when ¢ < 0 the boundary is attainable and absorbing; there exists a
positive probability that a path of the process will be trapped at the

origin within a certain time ¢, and this probability is given by

o0 ¢ bre
1 fedde=1-T (1% 2 ),
| mw ( a’a(ebt—n)

If we take the limit of this probability as the time goes to infinity, we
obtain the probability that a path will be eventually trapped at the

origin: this is

— bt —
o qimT (160 Ny (o
t—00 a’ a(ebt —1) a a

if b is positive and one if b is negative. We will give some graphics
about the behaviour of this limit for different values of the parameters

a and b.
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e When 0 < ¢ < a the boundary is attainable; if we take the process that
is the unique strong solution of (1.1), and that has density ps, we see
that it will be reflected at the boundary; we can also stop this process
when it hits the boundary: this stopped process is solution of (1.1)
only before it hits the boundary, and it has defective density p;. The
probability that a path of this process will be trapped at the boundary
within time ¢ has the same expression as for the case ¢ < 0, and it
is equal to the probability that a path of the process with transition
density po hits the boundary within time t.

e When ¢ > a, the boundary is not attainable.

We can also calculate the limit of the fundamental solution p; (¢, x,Z) in
(1.6) and po(t,z; ) in (1.7) as @ — 0:we have that

, . 1 b a e bzl
it e.2) = 5 g <a<ebt—1>> (@) “eXp{‘a<ebt—1>}

and

0 0<c<a
: 7 — b b(z+ze) —
Ilgél+ p2(t, ;%) = S gyeap {— Jebtw_en } c=a (1.9)
0 c>a

This limit is useful to have a complete view of the behaviour of the process
at the origin, according to the different values of the parameter ¢; we can

summarize the situation as follow:

e if ¢ is negative, we have only one appropriate fundamental solution
of (1.3); this fundamental solution is not the transition density of the
process, but it is a defective density: the distribution of the process
is given by the sum of the defective density and the Dirac measure at
Zero.

The boundary is accessible and absorbing (every path that hits the
boundary will be trapped in the boundary itself). The probability
that a path will not be trapped within time ¢ is given by (1.8) and
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the probability that a path never be trapped at the origin is given by

r (1 -5 %5”) if b is positive and it is zero if b is negative.

e If ¢ is positive but smaller than a there are two appropriate fundamen-
tal solutions, and they depend by the conditions that we give at the
boundary: if we impose a zero flux at the boundary (that is f = 0)
we find the transition density of the process, that is (obviously) norm
preserving and that corresponds to a reflecting boundary: if a path hits
the origin, it will be pushed away.

Instead, if we impose a flux at the origin that it is not zero, this flux
has to take one particular form, and corresponds to a fundamental so-
lution that is the same that we found for ¢ < 0: therefore, just as
for ¢ < 0 the fundamental solution is not the transition density of the
square root process but it is a defective density: the process that has
this defective density is not the strong solution of (1.1), but it is this
solution stopped at the origin: we can say that it is the square root
process stopped at the origin. The probability that this process will be
trapped at the origin is the same as for ¢ < 0.

At the end, we can therefore say that if 0 < ¢ < a, when a path hits
the origin we can either impose a reflecting boundary (and in this case
we find a transition density) or impose an absorbing boundary (and in

this case we find a defective density).

e If ¢ > a, we can only have the fundamental solution (1.7) that is also
the transition density of the process. The boundary is not attainable,

so the process never hits the origin.

1.1.3 Behaviour of the process at infinity

But we are not only interested in the behaviour of the process for z — 0:
we can also give an estimation of the transition density for big values of z.
We will see that one can do this by exploiting a result on the behaviour of

the Bessel modified function of the second kind I, (z) for large values of z.
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We find
pa(t, z;T) ~ exp{ﬁ@\/%\/} — x)}xi_%.
We notice that this estimate is valid for all ¢, therefore the limit is the same
not only for the transition density but also for all the fundamental solutions
that we have found.
We can do this also for the derivative:

a t T b C C C
—p2< ,fﬂ,iL‘) ~ exp {—( <—ZL‘ + 2@\/5)} <$%_£ +ZE%_% — {L’%_%> .
a

ebt — 1)

1.2 Bessel process

We can easily apply these results to the Bessel process, that we define as

the unique strong solution of the SDE
dX, = 6dt + 2V XdW,,  Xo=1 >0, (1.10)

with § € R.

We note that one can see the Bessel process as a particular case of the square
root process in which we put a =2, b =0, ¢ = 4.

We substitute these values of the parameters in (1.6) and in (1.7), and we
find that:

e when J is negative, there is only one fundamental solution of the forward
Kolmogorov equation associated to the SDE (1.10) that satisfies the
integrability condition that one gives in order to define the Laplace
transform of the solution. This fundamental solution is

1o\ 5 T+T NeT
t @ B :—(—) {——}[7 VI 1.11
altn7) =53 “rp ot Jsn\ Ty (1.11)

e When 0 < 0 < 2, there are two two fundamental solution that satisfy

these conditions: one of the two is (1.11), the other is

§/2-1
1 /

@a(t, r;7) = % (%) i exp{ - %tj}fgl (@) (1.12)
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e When § > 2 there is only one appropriate fundamental solution, and it
is (1.12).

The fundamental solution (1.12) is also the transition density of the process;
on the other hand, (1.11) has integral

> Y

and it is not the transition density.

), (1.13)

Rl=

As for the case of the square root process, when § < 0 we have a distribution

that is the sum of the defective density (1.11) and a Dirac measure at zero

2(1—r(—g+1,§>).

The integral (1.13) is also the probability that the process will not be

with weight

trapped at the origin by time ¢, when ¢ is negative.

If we take the limit for ¢ — oo, we find

lim ¢ (t, z; T)dxr = lim F(l — E,£> = I‘(l — E;0> =0.
a

t—o00 0 t—o00 a t

So, if § is negative, the process will be always trapped at {x = 0}.

This probability is obviously zero when we take the fundamental solution
(1.12), that is also the transition density of the process: the integral equals
to one, because the transition density is norm preserving, so the probability
that the process will be trapped at the origin by time ¢ is one.

We can also calculate the limit of the fundamental solution for z — 0, by

substituting the values of the parameters b, c and a in (1.9): we find

i (t2:7) = 1 (1)2—3 {_:E} (1.14)
oo OB = P s\ TP '
and
00 0<d<2with f=0
gcligl+ @t v;7) = exp{—-2Z} §=2 (1.15)
0 0 >2

Therefore, we can state that:
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e for § < 0 the boundary is attainable and absorbing: every path will be
trapped at the origin;

e for 0 < ¢ < 2 the boundary is attainable, and when a path hits {z =
0}, we may either impose an absorbing boundary condition and end
the process, or impose a reflecting boundary condition and return to
{z = 0}: in the first case we do not have a transition density, but a
defective density (that is the fundamental solution of the Kolmogorov

equation); in the second case, we have a transition density;

e for § > 2 the boundary is not attainable; we have a transition density,

and the limit of this density at the origin is 0.

We can also calculate the limit of the fundamental solutions for x — oo: this
limit, as in the case of the square root process, is valid for all § and therefore

it is unique, for all the fundamental solutions:

1 _
lim ¢ (¢, z;z) = lim ¢(t,x; ) = exp{ﬂ(Q\/E\/E— Jf)}l‘%
T—00

T—r00






Chapter 2
Feller’s calculation for ¢ < ()

Feller considers the parabolic operator
Lu(t, ) := Oy (azu(t, ) — 8, ((bz + c)u(t,z)) — dyu(t, z). (2.1)

where x > 0,t>0,a >0, b,c e R.

We give the following definition of a fundamental solution of (2.1):

Definition 2.0.1. A fundamental solution of (2.1) with pole at T is a func-
tion p(t,x, ) such that:

i) p(-, -, x) € C*N LY (]0, T[xRy) for any T > 0;
i) Op(t,-,z) € L' (Ry) for any t > 0;

i11) p(0,x,T) = 0z in the sense that, for any ¢ € Cy (Ry)

lim p(t, Z, i‘)gb(y)dm = gb(i‘), (2'2)

(t,r)—>(0,:E) Ry

and

Lp(t,z,z) =0, (t,z) € R%. (2.3)
In this case, p(t,x,Z) is also said a fundamental solution of the PDE
Ou(t, ©) = Opy (azu(t, ) — 0, ((bx + c)ul(t, z)) (2.4)

with initial condition (2.2).

11
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2. Feller’s calculation for ¢ <0

2.1 Laplace transform

If we admit the existence of a fundamental solution p(t,z, z) of (2.4) as

in Definition 2.0.1, we can define for s > 0 its Laplace transform
Wit 5, 7) = / e p(t 3, 7). (2.5)
0

According to point ii) of the definition, we can also take
Oww(t, s, ) = / e op(t,z,z)d.
0

We want to determine a general form of the Laplace transform (2.5).
Let’s integrate on the left and on the right of (2.4) with respect to = from
y € (0,1) to 1.

We obtain

1 1
/ op(t, z, z)dx :/ (8m (azp(t,z,7)) — O, ((bz + c)p(t, , f)))dm =
) )

1

[896 (axp(t,z,T)) + (bx + c)p(t, z, f)} :

Yy
We can observe that the integral on the left is well defined, because 9;p(t, -, )

is integrable.

Looking at the term on the right, we see that obviously there is not any prob-

lem for x = 1, consequently letting y — 0, we see that lim,_.q ((?x (a:t:p(t, x, 9_0)) +

(bx + ¢)p(t, x, :E)) exists and it is bounded in every interval [ti, t5].

Therefore we can put

ft)=-— glﬂlir(l] (335 (axp(t, x,f)) + (bx + c)p(t,x,:i));

this function f(t) is said fluz at the origin.
Now, let’s transform with Laplace on the left and on the right of (2.4): we
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have

/ e op(t,z,z)dr = w(t,s,T) =
0

/ e~ (Qm (azp(t,z,z)) — O, ((bx + c)p(t, z, f)))dx =
0

o

[e—“ (@(a:vp(t, z,7)) — (bx + o)p(t, z, f))} T
s /0 " e ad, (ap(t, . 7)) — (br + plt. 2, 7) ) dr =

£) + 5 /0 "o (ad, ap(t. 2. ) — (b + pt. 2, 7) ) dr =

f(t) + as /Ooo e "0, (zp(t, z,Z))dx — bs /OOO e xp(t, v, z)dx — cs /OOO e p(t, v, T)dr =
1(t) = as? [ (aplt,z, @))]ZO +as? /0 e ap(t, 2, 7)) + bsOw(t, 5, 7) — csw(t, 5, T) =

f(t) + (bs — as®)Ouw(t, s,T) — csw(t, s, 7).

Therefore, we obtain the following partial differential equation of the first

order for w(t, s, T):
Ow(t, s) + s(as — b)Osw(t, s, &) = —csw(t, s, ) + f(t), (2.6)
with the initial condition
g%w(t, 5,T) =e ™" (2.7)

This initial condition comes from the initial condition for the fundamental

solution:
11_1)15(,0(23,5,13):]151_{% i e p(t,x,x)dx:/o e oz (dr) =e

Feller solves this equation by the method of characteristics. During the
calculations we will suppose b # 0, and when we will finish we will see that
there are no problems for b = 0.

The characteristic equations of (2.7) are

ds dw
dt = s(as —b) - f(t) —csw (28)
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2. Feller’s calculation for ¢ <0

We find the general solution of the first equation, that is C; = g(¢, s) such
that % = —s(as — b)%. We have
O = M as —b
—
Now we take C'; as a constant, and we think at w like a function of . We

want to find it as the general solution of

dw
- = f(t) — csw.
Therefore, we find
¢
. . —bt|c/a f(T)
w=1|Cy — ae™?| (02 +/0 o ae_b7|c/ad7) : (2.9)
because we have
dw C —bt|c/a— -
o =alC—ae M abe )+ (1) =
w _
O g (e 1) =

exp{—bt(a —b/s —a)}

(5 in this expression is a constant, now we want to determine it as a function

(cbe™™) = csw + f(t).

of C1, putting Cy = A(CY), and exploiting the initial condition lim, o w(t, s, z) =

e 5T,
Afterwards, we will put the values of C; and Cj in (2.9), so that we will

obtain the general solution of (2.8).
We see that for t = 0 we have C; = a — b/s, so

be/a b
limw(t, s, z) = |- A(a — —>
t—0 S S
Therefore, we want to find A(y) such that
- b|¢/a b
e =1- A(a——).
s s
Putting y = a — g, we obtain

—c/a —z(>
Aly) = la —y| /e "),
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Consequently,
b, |—¢/a bx
_ _ —bt
Putting the expression of C} e Cy in (2.9), we have
b c/a b, |—c/a —bT
b s 7) =2t ‘ by, Y { }
w(t, s, x) ~e (a e (a S) exp a—e—bt(a—g) +
t —b —c/a
/ f(r) e_bt(—as ) —ae™"" dT) =
0 s
be P C/aex { —bT }+
s(a — e (a — g)) P a—et(a— %)
t be Y c/a
dTr =
/0 f(T)(se—bt(%_b)—ae_bT) T
( b )c/aex { —Tsbel }+/t f( )( b >C/‘1
as(et —1)+b P sa(e’ —1)+b 0 ! sa(e®7) — 1)+ b

Therefore, we have find
w(t,s,z) = b . ex —rsbe” +
T \as(ebtt — 1) + b P sa(e —1)+b

/ot o) (sa«ebu—g —1)+ b)da

We see that for b = 0 there are no problems, because limbﬁo(em%l) = %

(2.10)

2.2 Calculation of f in the case ¢ <0

Now we want to see, in the case ¢ < 0, what expression has to take
the flux f in order to make w(t,z,Z) in (2.10) the Laplace transform of a

fundamental solution of (2.4) as in Definition (2.0.1).

Theorem 2.2.1. If ¢ <0, w(t,z,z) in (2.10) is the Laplace transform of a
fundamental solution of (2.4) with pole at T only if f(t) satisfies the following

equation:
_7h t et 1 c/a



2. Feller’s calculation for ¢ <0

Proof. A fundamental solution of (2.4) with pole at Z is such that w(t, s, z) —
0 when s — oo (see [12] page 181). We have ¢ < 0, therefore

sa(e? — 1) + b|c/a
b

w(t,s, ) — oo,

because for large values of s the term &;1)% is greater than 1, and we

rase it to a negative power.

Looking at the (2.10), we see that

c/a

lim sa(e” — 1) +b w(t,s,z) =

s—00 b

‘ beebt 1) +b c/a
slgrolo (exp{ sa(et — 1) + b / fr Sa eb(t T —1)+ b> dT> N
Zhe 1\
A () -

zb t ebt -1 c/a
e:r;p{ =) } +/0 f(r) (—eb(t_T) — 1) dr.

We want to solve this equation. We give the following result:

Theorem 2.2.2. The equation

—zb t 1\
exp {—a(l =" } +/O f(r) (—eb(t_T) — 1) dr = 0.

has unique solution

b et b (~eta)/ b
=g 1=cw (au - e—bt>) Py

F(n)—/ t"te tdt.
0

Proof. We rewrite the equation in the following way:

t 1— et \7° )
fo () o= (i)



2.2 Calculation of f in the case ¢ <0

and we make the substitutions

oy = (1 _ e_bt)_l,C — (1 _ e_bT)_l.

We have
~ —log(1-1/¢)
7- - )
b
therefore
ar _ 1 1
d¢ b¢(¢—1)

Moreover, we see that lim, o ( = oo, whereas for 7 =t we have ( = z.

Consequently,
/0 ) (6_11)_—_6;;)/ dr =
/:O %f( B log(lb— 1/C)> (z—lz:IC_I)C/a C(Cl_ 1)d< -
/Z°° %f(— log(lb— 1/()) (sz>c/a C(C1_ 1)d< -

/ T 9O - 2,

where

0 _ c/a
(0 = (- E) s (2.12)

We can the rewrite our equation as

Tbz

/ T g0 - 2y = e (2.13)

Now we want to solve this equation for g(¢), and so put the value that we

have found equal to

to find in this way the value of f.

o= (5) e {0 (2.14)

Putting




18 2. Feller’s calculation for ¢ <0

(2.13) is solved. In fact,

a a
- ﬁx—bw{ - /Ooo ean{ =) (ﬂ> "=

1 bz o c
e ——— - — Yy =
F(1—§)exp{ a }/0 ¢ty dy

Equalizing (2.12) and (2.14) we find

J(7) = _F(1b_ ) (EZC)T%}){ - %bé} -

b et zb (zeta)/a o { @b }
[(1-£)1—e \a(l—e") b a(l —e07)

2.3 Calculation of the Laplace transform

Theorem 2.3.1. If f(t) is the function of Theorem (2.2.2), then the expres-
sion (2.10) takes the form

wi(t, s, &) = b . ex —sbre”
RO sale — 1) + b b sa(e? — 1)+ b

o1 ¢ bzebt b
a’ a(e? — 1) sa(ett —1)+b) "’

1 z
[(n;z) = m/o e 2" tda.

(2.15)

where
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Proof. We want to see that

b /e shize! belt b
- r(1-c/a: -
(sa(ebt —1)+ b) exp{ sa(el — 1) + b} ( ¢fa; a(ett — 1) sa(et* — 1) + b)

b /e shie! ' b e
_ dr —
(sa(ebt - 1)+ b) eqrp{ sa(e? — 1) + b} +/0 /() (sa(eb(tT) - 1)+ b)> T
b /o o { B sbzebt }
sa(e’ —1)+b b sa(e —1)+0b
b

—c/a sb:?:ebt t b c/a
<1 * <sa(ebt —1)+ b) emp{ sa(e? — 1) + b} /0 /() (sa(eb(tf) - 1)+ b) dT)'

Therefore, we want to prove that

bzebt

r (1 —c/a; (e — 1) sa(en E 1)+ b) N

b ~c/a sbze b e/
bt (sa(ebt —1)+ b> ‘ p{sa(ebt )+ b / Uy < (eblt=7) — 1) + b) ar.

We observe that

1 z
I(n, 2 :_/ e Yy ldy =
2 =5 ),
1 o o0
- -y n—ld _ -y n—ld _
F(n)</0€y Yy /zey y)

1 oo
1— —— Yy ldy.
)

Consequently, we want to show that

b /e sbxe / fr b /e dr —
sa(e?® — 1)+ b exp a(ett —1) +b a(eb®=7 —1)+b e

1 /OO (&
S TZRTY e Yy ady,#
I1—2)Ji

where

bz e b
a(ett — 1) sa(e* — 1) +b

To do it, we take just as we have done before

1 1
e

k:

Z =
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and we see that if we take the function f(¢) defined by Theorem (2.2.2) we
find

Consequently,

c/a

b el shie! t b
(sa(ebt 1)+ b) ea:p{ sa(ef® — 1) + b} /0 /() (sa(eb(t—T) —1)+ b) dr =

2sbT b(z —1) e/a oo Cb(z—1) ¢/a 1

exp{sa+b(z = 1)} (sa—l—b(z— 1)) / 1(©) <sa(< ) 1 b(z 1) ) KD =

2sbT z— ~e/a N
_exp{sawLb(bz—l)} (saliﬁb(zl—)l)) /F(l%/a)(f) .

= b bz — 1) </
/2 e:ch{— a }<sa(g—z)+bg(z—1)) d =
T > 2sbT T sa + b(z — a\"

- ﬁﬁb) /0 emp{sa +_b(bz —1) ZC} (sa(g —i)bi bg(?— 1)%) do =
I(1 —1 c/a) <%b> /0 exp{ B <$ZC  sa +Z;(b:— 1)) }

Zb( 2sbT /e
( a _sa—l—b(z—1)> .

Making the substitutions

xb( B 2sbT

YT sa+b(z—1)

we obtain

b el shze! t b o/
d pummy
(sa(ebt —-1)+ b) e:r:p{ sa(et — 1) + b} /0 /() (sa(eb(tT) —-1)+ b) ’

1 /OO c
— = [ e Yy edy,
L(1—%) J,
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So, we know the expression of the Laplace transform of the (unique)
fundamental solution of (2.4) for ¢ < 0.
Knowing it, we can compute the integral of the fundamental solution even if

we do not invert the Laplace transform:

Theorem 2.3.2. The unique fundamental solution pi(t,x,Z) of (2.4) with
¢ <0 is such that

o c  bze”
ta,f)de =T (122
R e G =)

Proof. Observing the Laplace transform of p; (¢, z,z) in (2.15) we see that

> b1 bt
/ pi(t,x, T)dr = wy(t,0,z2) =T (1 _ < L)
0

a’ a(ett —1)

]

This result is very important, because as we will see with more precision
later, this integral provides the probability that the square root process with
c < 0 will be trapped at the origin within time £.

Moreover, this integral will show that if ¢ < 0 the process has not a transition
density, but a distribution that is the sum of a Dirac measure at zero and a

defective density.

2.4 Calculation of the fundamental solution

Now we will invert the Laplace transform (2.15) and so we will find the
unique fundamental solution of (2.4) for ¢ < 0. We call this fundamental
solution py (¢, z, T).

To do it, we want to see first of all that putting

- bt
s bx | L sa(e 1)+b7
a(l —e=?) b
we have A e/ .
e~ —cla v
wl(t, S, CE') = m/{]\ (1 — U)_C/GGATZ_ld'U.
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Actually,

wi(t, s, z) =

b e/ —sbzeb c  bze b
e:vp{ }F 1——; =
sa(e —1)+b sa(e’ —1)+b a’ a(e —1)sa(e?* —1)+b
7 bt A
e -5 (1-5.4)-
) Az — 1) 1 S e

c/a { . } / c/a ¢ dr —

z=%exp . Ti—c/a) /. r= % dx

1
—c/a é—A 1 A_w el _ATw é =
= e I'(1 —c/a) (/0 ( z > ¢ s dw z

1
4_4 1 1—c/a —cja —Aw 1
z | z dw =
©T-¢/a) e

1
A_» 1 1—c/a —c/a _Ald=vy) 4
s A 1- z dw =
e T c/a) /o (1 —v)"“% 27 dw

—AAl—c/a 1 Y
e—/ (1-— v)_c/“e%z_ldv
P(1—c/a) Jo

We have the following lemma:

Lemma 2.4.1. Given A = ﬁ, the function q(z) = e 2~ Lis the Laplace
transform of Io(2v/ Avz), where

= (2
L) = nlT(n+ k+ 1)

n=0

1s the modified Bessel function of the first kind.

Proof. We directly compute the Laplace transform of [y(2v Avz) as

q(z) = /OO e *1y(2V Avzx)dzx,

0
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and we have

/ e “1y(2V Avz)dx = / T Z (Avz)"

0 nT'(n +1)
Siten (2] ) -
i:: mr(?:): 1) (%F(nz: 1)> -

1 av
—e =z

N

By Lemma (2.4.1) we know that

rlt.s,3) =5(t.5) = [ ¢ Gla)da,
0

where
e—AAl—c/a 1 y
g(r) = ———— 1—v)"9%,(2V Avz)d
g(l’) F(]. —C/a,)/ov ( U) 0( UZE) v
and
sa(e’ — 1) +b
z =
b
Therefore,

wi(t, s, T) =wq(t, z) = /000 e **g(x)dx =
/000 exp{ - ﬂl)_l)x}exﬁ(@dw =

e ), el (G
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Consequently,
pl(t,l‘,QT) —mefﬂp{ - a(@bt _ 1)1:} ( ebt l’)
F(a—C/Cl) a(ebt_l) (1—6 bt p ebt_l
1 y b
/0 (1—v) "Iy | 2 a(e’ —1) a1 — e~b) =
I(a —c/a)a(ett — 1) \a(l —e~b) p ebt — 1

! 2
/ (1—wv)"9I, (ﬂ—bv a:e_btm:> dv.
0 a

— e*bt)

So, we have seen that

b2, @) =g - c/a) a(ebtb_ 0 (a(l Efebf))l : e - Iﬁcebt—fe?}
/01(1 —v)~/], (a(lf—bebt)\/m> dv

(2.16)

Now we want to see that, expanding p(¢, x, Z) in (2.16) into a power series in

x, we find

c—a

b

rttnd) = (S (F) T e (e V).

X

We have to see that

c—a

—bt 2a 2b
(e ’ :I:) Loya (Cl(l—,/ebtxj> -

T —et)

1 ( ( bT ] )>l—c/a /01(1 — )", (a(lf—bebt)\/m) dv.

I'(1—-c/a) \a(l —e b
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c—a
2
2

Actually,
—bt 9%
Z - ‘ I c/a ——Velpz | =
z a(l — ebt)
bt
bt

—a —\ 2r+l—c/a
e x>ca > (ﬁve*”x.@)

x ril'(r +2—c/a)

r=0

C

<
() e (o) S
( & (o) ey

b l—c¢c/a o0
a(l— e_bt)> —~ rlI'(r+2-c/a) B

(1 _1 c/a) (a<1 Ej:e—bt))l C/Q/O (1—wv)"9"I, (a(lf—be—bt)m> dv,

because

{:(1 — )y, (auf—be_bt)m> dv =
Z /O )c/a ( ’ _be_bt)) (ze—tg)ry" dvm _

i (ﬁ)% B gt [ 4

T b Y w1 T-—c/al(1+r)
(a(l—e—bt)> @) sy T@e+r—cja)

( (T!I‘(T )2 2—c/a) L1 —c/a)

M 10

Il
o

s

Consequently,

G _10/a) (a(1 Efe_bt)>1—c/a /01(1 — )y, <a(13—b€_bt)\/m) do —

2r
b 1—c/a o0 (ﬁ) (efbtm‘,z,)r
a(l —e™) rID(r +2 — c/a)
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2. Feller’s calculation for ¢ <0

Therefore, we have proved that when ¢ < 0 the unique fundamental solution
of (2.4) as in Definition 2.0.1 is

c—a

pi(t,x,7) = L_Defﬁp {—b(m +ae) } (e‘i’%) - Ii—c/a (G(Q—bm) :

a(ebt a(ebt — 1) T 1 — et




Chapter 3

Calculation of the transition

density

We want to determine the transition density of the square root process,

that we define as the unique strong solution of the SDE
dXt = (bXt + C)dt + v QCLXtth, XO =z>0 (31)

with a > 0, b,c € R, W standard Brownian motion.

We report a calculation shown by Dufresne in [5], in which he take b # 0,
c>0.

We will see how Dufresne obtain the transition density of the process by com-
puting the moments of X; as solutions of a sequence of ordinary equations.
These moments allow the determination of the moment generating function
(MGF) and so of the density of the process.

3.1 Calculations of the moments of X;

We want to compute the moments of Xy, that are my(t) = E[XF], k > 1.
Dufresne takes a = b, § = ¢ and v = +/2a in (3.1): this notation is more

convenient for the following calculations, so we will use it.

27
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3. Calculation of the transition density

Let’s apply Ito’s formula to
dX; = (aX; + B)dt + vV X dW;,  Xo=7 >0 (3.2)

with f(z) = 2*,
We find

dX* = (ka_l(aX +B8) + k(k — 1)Xk_2(%v2X)>dt + ((kx’f—l)yﬁ> AW, =

(ap X" + b X*F N dt + vk X " 2dW,,

(3.3)
with
1
ap = Oé/{i, bk = 6/{7 + 5’}/2]{70{7 — 1) (34)
We can write (3.3) as
t t 1
Xk =zF 4 / (ap X" 4+ b X5 N ds + / kXY 2 AW, (3.5)
0 0

We observe that b(z) = ax +  and o(z) = v/« in (3.1) are linear, therefore
for all p > 1 we have

E{ sup |Xt|p} < 00.

0<t<T
Consequently, X} € L% Vk < 0, so the Ito integral above has expected value
0.

Therefore, taking the expected value of each side of (3.5), if we put my(t) =
E[XF] for k > 1 we find

my(t) = 7% + /Ot(akmk(s) + bpmy—1(s))ds.
Differentiating with respect to ¢ we obtain
my(t) = agmy(t) + bemy_1(t), k>1,t>0 (3.6)
(since ap = Py = 0) with initial condition
my(0) = z*. (3.7)

We will solve this sequence of equations recursively, finding E[X[] for all
k>1.
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Theorem 3.1.1. Let ag = 0, and suppose that the numbers {ag, a1, ..., ax}
are distincts. Then the solution of (3.6) with initial condition (3.7) and with
mo(t) =1 is given by

k
mp(t) =Y dije™', k=1,... K, (3.8)
=0
where
7 ‘ k k 1
dkale< 1T bm) 1T —, ji=0,....k (3.9)
=0 m=it1 h=ihtj 0 P

Proof. First of all, we want to prove that for all £ > 0 we obtain my(t) as a
linear combination of e, with r < k: we will demonstrate by induction on

k that we can write

k
mi(t) =Y dije™! (3.10)
j=0

as in (3.8) (when the coefficients dy; are still unknown).
We see that this is true for k = 0, my(t) = 1.
We take k = 1, we multiply on the left and on the right of (3.6) by e~*** and

so we differentiate: we find
e "'ml(t) = are” ' my (t) + bie” " 'my (t),
and so
t t t
/ e~ mi(s)ds = a / e “*my(s)ds + by / e 4ds. (3.11)
0 0 0

Moreover, we observe that

t ¢
/ e "*mi(s)ds = [6_“18m1(8)}g + al/ e "my(s)ds =
0 . 0 (3.12)
e "'my(t) — 7+ ay / e "*my(s)ds.
0
Therefore, comparing (3.11) and (3.12) we see that

t
e my(t) =z + bl/ e “*ds,
0
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and therefore that

€a1t —1 b1 b1

t
ml(t) — ealtj‘i_blealt/ efalsds — ealtfi‘—i—bl __ 1 + (_ +x e
0

a1 ai a1

Consequently, (3.8) is valid for £ = 0 and for k = 1.

—) alt.

We assume that it is true for j = 0,1, ..., k—1; in this case, my(t) will be the

solution of an inhomogeneous ordinary differential equation with a forcing

term equal to a combination of exponentials:

k-1
my(t) — apmy(t) = Z Cje%".
=0

@t an then integrating, we obtain

Multiplying by e~
t k—1
my(t) =zFe™! 4 ! / e ke Z Cje%ds =
0 -
7=0

k—1 t
Zi’keakt + eakt E C]/ e(aj—ak)sds _
j=0 70

k—1 C
:i,k‘eakt + eakt E —J(e(aj—ak,)t _ 1) —
— a5 — A
J=0
k—1
:i,k‘eakt + E —J(eajt _ eakt).
— G; — Q
Jj=0

There are no problems at the denominator because the numbers {ay, . ..

are distinct; therefore, we can say that my(t) has the form

dkO + dklealt + ...+ dkkeakt.

(3.13)

(3.14)

7aK}

(3.15)

We have proved by induction that this is true for £ = 0, ..., K, as we wanted.

Now, we want to see that the terms dy; are as in (3.9).
We insert (3.8) in (3.6), and we obtain

k k k—1
a;t a;t a;t
E ajdkje 7= E akdkje 7T+ g bkdk,ue 7
J=0 J=0 Jj=0
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which implies

b b b;
dpj= ——dp_yj=——  — g 0<j<k  (3.16)

a; — Qg a; — Qg aj — Q41

Now we consider my(t, Z) as a function of the initial point Z, and we observe
that my(t) is a polynomial of degree k in Z.

my(t) is of the form (3.15), so dj; can not be a polynomial of degree bigger
than k in Z, but from (3.16) we know that it has degree equal to j, since it
is a constant multiplied by d;;.

Therefore, we can write it as

J

i

dij =) digit"
=0

We know from (3.16) that

by bk bjt1 .
dyji = dp—1ji = o — G 0<i<j<k
aj — A Clj — ag CL]' — CLj+1
We also know that dirr = 1, since the leading coefficient of my(t) as a

polynomial in Z is e®'. The missing constants are dyy;, with i < k,k > 1.

The problem is thus the same for every power of z: for all © = 0,1,..., we
have
diii=1
i ji = O di—1,5,i5 1<j<k
@ — k (3.17)

k
de,j,i = O, ’L S k
J=t

The third equality comes from the initial condition my(0) = z*:
k kg ko k k=1 &
RIS ST 5 3T WL 5 SYWE T 30 SENEIET
=0 =0 =0 i=0 j—i i=0 j—i

k
therefore Zj:i diji = 0.
We want to prove by induction that

k k
1 .
drji = ( H bm) H a 1 <j <k (3.18)

a
m=i+1 h=ihtj I
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If we do this, we demonstrate the equality (3.9) (since di; = Y27, dy, ;7).
First of all, we prove this for {dj ;0,0 < j <k}, then we will apply the same
method to find dj ;;, when ¢ # 0.

We use the following

Lemma 3.1.2.
k k 1
11 =0, (3.19)
=0 h=onstj 9 T Ah
where a — 1, ..., a are all distinct.

Proof. We prove this equation by exploiting Lagrange’s formula for partial

fractions decomposition of a rational functions, that is

k

P(z) -y 1 Play)

Qr) = w—a;Q(ay)

where P is a polynomial with degree less or equal to k, an @) is a polynomial

with & + 1 zeros {ay, ..., ax}, all distinct.
If we take

(z = a;), P(z) =

<
&
I
.
é >
S
&

we find that

P(z) = P(x)Q(:U) = Z ( %/_ % Q(x)

as we wanted. O

Now, from the first and the third equalities of (3.17) we obtain

k k 1
dk,o,OZ(nll_[lbm) H p—— k>1.

h=0,h=£0
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Moreover, dy 10 = —di 0,0 = (we obtain the first equality from Z iy =

0 in (3.17)) hence

k
by - - - by 1
d = digp= b k> 1.
. e (H ) M —— >

(a1— ao)

a; —a
h=0,h#1 ! h

We have seen that (3.18) is true for £ >0, j =0,1, i =0.
For some integer J > 0 suppose that

k k
1
dk,j,0—<Hbm> T — k>4,  j=0,...,J—1 (3.20)

a a
m—1 h=0nj 1 P

We obtain from the third equality of (3.17) that Z}]:o djjo =0, hence

dja0=— de__g{<f[bm> :ﬁ -%iah}:

m=1 h=0,h#j
J J-1 J-1 J-1
1 1
_ I I b, _ | I _
a; —a a;—a
m=1 =0 h=0hzj I Th o % T Bk

a
§=0 h=0,h#j

Consequently, for k£ > J we obtain

bi---b 1
dk,J,OZ( kb dJJO_<Hb> H pa— (3.21)

aJ—ak)"'(aJ—aJ+1 h=0.ht ]

Thus, we have seen by induction that (3.18) is true for all 0 < j < k, for
1 = 0. Now we want to prove that it is true for all + < j.

To do it, we repeat more or less the previous passages, replacing k with k+1
§ with j + .

We want to show that

k—+i k+i 1
Apyijrii = ( H bm> H ﬁ, 1 <k,i>0. (3.22)

a
m=i+1 h=ihtj+i T
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Let’s see that it is true for 7 =0, 1.

keti k
Aptiii = ( H bm> H ‘ ! k>1,i>0.

)
a; — a
m=i+1 h—ihti L
= = bivr
Moreover, d; 1,41, = —dit1,ii = G therefore

bt ibrtit1 -+ biya
(ai—i-l - ak—i—i) e (Gi+1 - ai+2)

k+i k+i 1
(H bm> I — k>1,i>0.

)
a; — Qa
m=i+1 h=ihtit1 LT T

jtiipr,i = dit1it1, =

Let’s follow the previous passages, and let’s suppose for some integer J that

ki k+i
1 . .
dk+i,j+i,i:< H bm> H ﬁ k>3,1>075=0,...,J—1.

a
h=i,hj+i IT

m=i+1
We see that
J—1 J+i Jti 1
dytigrii = — E dyigrii = H b, H T —a
=0 m=it1 h=0,htgi I+ Ch
and so that

i i
J B brvi+ biggi1 J B b 1
ket J i = AAC A H m H —

)
AQjy; — Akasg) = \Ajar; — QJay AQjr; — Q
( J+i k—H) ( J+i J+i+1 meitl h=i ht J+i J+i h

as we wanted.

Thus, we have shown the following equality for j > k, k> 1,4 > 0:
k+i k+i 1
Qi jyisi = ( H bm) H PR
m=it1 h—ihtjri ItE T R
Now we return to k£ and 7, with £ > j > 4, and we obtain

k k
dk,j,i:< H bm> H »iah’ i <j<k.

. ; ey
m=i+1 h=1,h#j

Therefore, we have proved the Theorem. O
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Now we see another way to writing the moments of X;, that will be useful

to compute the MGF of the process itself.

Theorem 3.1.3. Suppose « # 0; if X, satisfies (3.1) then its moments are
k

EIXF] =) Orje',  k=0,1,... (3.23)
§=0

where

0., = ! 0< i<k
BTG =k — ) (0) /
= 7 gz
200’ y2
(y+k—1)
= . k>0
Proof. We know that
k
ELX[] =) dyje™'", k=1,...K,
=0

with

7 ' k k 1
dkale< 11 bm) 11 i=0,...,k

?
a;—a
m=i+1 h=ihtj 9

Thus, we want to see that 0y; = di;.

First of all, b, = fm + 2+*m(m — 1), so

m=1 m=1
s T D)o T D) (42
k:!( k(i—2+k—1)<i—f+kz—2>-- (i—f+1>(i_f>:
2
(
(
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Consequently, we have

ﬁ b — k!(%)k(v)k. (3.24)

m=1
Moreover,
k j—1 k
I (@ —a)=dT][G=n) ] G—h) = (D" i)k - )
h=i,h#j h=i h=j+1
hence

VR
—
3]
’lv
<>
3
~

2

3.2 Calculation of the MGF

We want to compute the moment generating function of X;, that is

E[e :E[ 3 (Sij)k} - g “EX] -

55 ot N o KD (o)
2 TG - o)

We will evaluate this sum summing first over k, then over 5 and finally over

(3.25)

1. To do it, we have to see that this sum converges; we will do it later.
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We will use the formula

e Yy
1=y)=> (@7  c€Ry<L

The equality (3.26) is valid because

> (c+mn—1)! . fe+n—1
; Z (c—1)! n!:Z( n

which is the expansion on Taylor series of (1 —y)~¢ for |y| < 1.

We will apply this formula to

*TL

2 (—su)F j -
2 G -3

n=0

if |su| < 1, and thus if |s| < 1/]u|, and to

i v—i—z sue™ j_i_ - suet \
— '! 1+ su B 1+ st

J=t

(04 j)n = (1 +su)""

(3.26)
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if‘jlfsu{ < 1 and thus if |s |<m

Hence, if |s| < ——— we obtain
u(ext—1)

00 00 00 agtkl 1)k‘ ]Ek_i(l_))k B
;;; kil — i)k — )\(0);

0o 0 _ieo‘jtsjajfi(@)j 00 (—Su)k J ) )
;;§;szy—wumi§;<k_jy< + )k

.' . _ . ‘ —_ -
—~ il - (7—0)! \1+su (3.27)
B o0 it at v—1
& S.'e (14 su) """ (1 _ e _) —
— 7! 14 su
i i it
Z X 8>'e (1 _ Su(eat . 1))*17*2 —
—~ il
0 sze ‘1
1— sa(e —1 > -
< sule ) Z (1 — su(ext — 1)) il

(1 s v) Temnl

Therefore, we have shown that (if the sum in (3.25) converges) for |s| <

1
m we have

E[esXt] = (1  siet — 1))_ﬁexp{ sze — } (3.28)

1 — su(e™
Now we want to see that (3.25) converges.
We have summed the terms
ki,leajt(_l)kf‘]akfl(@)k
Cijk = S (= Y NI
il =)k = )1(©);
and the passages that we have just seen show that

~ 7 ot
B B oty sre
Z |cijnl = <1_$u<1+€ )) exp{l—sa(lJre“t)}'

0<i<j<k<oo

0<i<j<k<oo
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f0r||<m

Actually, the only difference here is that taking the absolut value the term

(—1)*=J vanishes, and so we have

Zk vm = (1 - sa) "

k=j

if |[su| < 1 and then if |s| < 1/|u| and

if |S“e | <1 and then if [s] <

Hence, if |s| <

1
u(e®t+1)°

m we obtain that:

e the sum (3.25) is convergent;
e the order of summation of the ¢; j; is irrelevant;

e the result is an analytic function of s, at least for |s| < m
Expression (3.28) is therefore correct for s < ﬂ(e+’5—1)’ by analytic con-

tinuation: we can see the function G(s) = (1—3@(6‘“—1)) . exp{ #ﬁiin}

as the analytic continuation of E[e***] in {s < o eat ) ————= }» because G(s) =

Ele**] in {|s] < m} and G(s) is an analytic function defined in

{S<Tl)}

Now, let’s see that if we put

[ty = V;(eata_ 1) =u(e™-1), A\ = —72(12%%), ¢(s) = (1=spe) ™",
we have

Ele*] = o(s) eap{\:(o(s) — 1)}. (3.29)
Actually,

(e —1) (e —1) _
A p— pu— p—
HtAt 1 — e ot e—oct(eoct _ 1) xe
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SO

S szet

Mlols) = 1) = T = T a(e = 1)

Therefore, we have found that the M GF' of the square root process is
E[e] = ¢(s) exp{Ai(¢(s) — 1)}.

Now, we note that:

o if v >0, ¢(s)” is the MGF of a random variable with Gamma distribu-
tion of parameters (v, 1/u:): we know that the MGF of Y ~ I'(a, A) is
P(s) = (&) , hence the MGF of a random variable Z" ~ I'(v, 1/ ;)

() = () - o0

1/Ht - S 1 — spy
o cxp{A(o(s)—1)} is the MGF of a compound Poisson/Exponential, that

is a random variable

is

N
Z'=3 U,

i=1
where N ~ Poisson(\;), U; ~ Exp(1/u).

The MGF of the sum of two independent random variables is the product

of the two MGF's, therefore we can give the following result:

Proposition 3.2.1. The distribution of X is the distribution of the sum of

two independent random variables X] and X/, where

N
Xy~ T(0,1/ ), X/ =3 U,
=1

with N ~ Poisson(\;), U; ~ Exp(1/p).
Therefore, the distribution of Xy is the convolution of the distributions of X}
and X{'.

We underline that we have asked that o = 24 is positive: therefore, it is

b
here that we ask § =c¢ > 0.

If 5 = c is negative, the expression of the MGF is the same, but we can not
say that is the sum of the two variables, one Gamma and the other compound

Poisson/Exponential.
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3.3 Calculation of the density

Now we want to compute the density of X; = X|+ X/, from the densities
of X| and X/'.

We indicate with

A a1,z
fak(f) _ F(a)x e x>0
’ 0 <0

the density of a Gamma variable with parameters (o, ).

Therefore, X| has density

Ix;(%) = fo1/ ()

whereas X/ has density

o0

fX” ZP =N fnl/ut( ):Z M tfnl/#t( )

n=0

since N ~ Poisson()\,) and so P(N = n) = ¢ 2L

n!

Hence, if we call fx,(x) the density of X;, we obtain

[ee] An
Fx) =g > Fxp)0) = (Foago 3™ oo ) 0) =

ZG_)\t (fv 1/t * fn 1/ut)( ) =

n=0
Z e_)\t fv+n 1/,U«t( )

Consequently,

o n

Frola) = 3 e (). (3.30)

n=0
To simplify the calculations, we put U; = X;/u:: we know that (see [11])
if Yis a random variable with density f and F' € C*'(R) is a monotonically

increasing function, then the stochastic variable Z = F(Y") has density

9(z) = f(G(2))G'(x),
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where G is the inverse function of F.
In our case, we have that if Z is a Gamma variable with parameters (v +
n,1/p), if we put F(y) = y/u we obtain

(1/p)"
I'(v+n)

o4n—1 _—L¥ 1 T+n—1_—y

frz) = () e = F@Hl)y e”?,

and then F(Z) has Gamma distribution of parameters (v + n, 1).
Therefore, if we put U, = X/, the density of U, will be

o0

A
fu.(2) :Ze Atn_t!fﬁ+n,1(x) =
n=0
e AP xﬁ—l—n—l
A M e
DI EacS
— n! I'(v+n)
2T e
At “— nlI'(v+n) {e>0)

v—1

z ? —At—z
)\— e 15—1(2 )\t33>1{z>0}7
t

where

B e (2/2)V+2n
I(z) = ; nT(n+v+1)

is the modified Bessel function of the first kind.
The density of X; therefore is

1/ 2\ 7 _,_= ( A )
S(z) =— e "l (24 —x) =
fX(> Mt(ﬂt)\t) ' Mt

o—1

1 —at\ 3 o 4

L ([L’G ) e At y” ]ﬁ—l (2—6)(\/@1;6005) ,
Ht 73(

xz

where the last equality comes from pu; = (e — 1), \; = 29 —2

2a v2 1—e—ot?
) ol At 200\*  Zet
= ez —==) —.
#’t t 9 ,Ut 72 (eat _ 1>2

Thus, we have proved that

-1
1 —ot\ T2 4
o= () e v
e

Mt z
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Using Feller’s notation, and so putting a = 72—276 =a,c=f[,T =T, we
find
a. __ bhw _28_c¢
a(l—ebt)’ v oa
Therefore, calling po(t, z, ) the density fx,(z) of X;, we have

=
I
S
—
Sy
|
—_
SN—
>
|
4]

b b(z + ze)) etz = 2b
7)) — ——— — I _ B —— —bt o .
pa(t, x, T) (e = 1)ewp{ — c/a—1 1= Ve blrz

a(eb — 1) T eb)

This is the transition density of the square root process.

3.4 Non-central chi-squared distribution

It is well known that the density of a random variable with non-central chi-

square distribution with k& degrees of freedom and non-centrality parameter
A is
1 _ser fT\i3
fia@) =575 ()" Lo (V).
’ 2 A 2
One can immediately note that this is the same form of the transition density

pa, for ¢ > 0; actually, if we take N = a?fbﬁejtl) and k' = 2, we have that

2bx
s (37 5) -

1 bx Thel ( x )ﬁzél A2 xzebt
—exp{ — - /a— | =
g P a(et —1)  a(e? —1) ) \zeb /a1 a?(e2(bt=1))

U (CNE (e

a(ebt — 1) 1 — e tt)
a(e’ —1)
2b

pa(t, x, T).
Consequently, for ¢ > 0

) z B 2h z 2bx
P(X; < z|Xo=17) —/0 pa(t, x, 7)dr = a(e — 1) /0 Ty (a(ebt — 1)) o=

Y

fk/7>\/ (I)dl‘
0
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Wlth Yy = %.

Therefore we have

7 2bz 2c  2zbeb
a(et —1)" a a(ett —1) )’

where F(z,k,\) is the well known cumulative distribution function for the
non-central chi-square distribution with k degrees of freedom and the non-

centrality parameter k.



Chapter 4
Calculation of the derivative

Now we take the transition density

_ b b(x + zet) ) etz ™
Pl ) = a(ett — 1)exp ~ale —1) T

and we compute the derivative.

Let’s write py as a function of = only, pe(z) = F(x)G(z), where
b b(x + ze™) (e tx E
Flz)= — " expd—
(z) a(ebt — 1>exp{ a(ett — 1) T

G(r) =Ljar (ﬂf—b)ﬁ) _

and

(NI

00 1 b 2n+c/a—1

; nll'(n+ c/a)

a(l — e ?)

Let us derive F'(x) and then G(z):

)~ 1/2

= ﬁew {_b;?e:: fe;)} (6_:x> N (a(l E oy T A

> (2a) — 1/2 1 Intefa=l
=X s C/ 2) =1/ b g T
a(l —e?)

— n!l'(n + ¢/a)

3
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o
<
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46

4. Calculation of the derivative

Therefore, we have that

b bz x| e =
a(ebt — 1)exp a(ebt — 1) T

(i (n e 1/2) : < : \/m) . it

x nlI'(n +c/a) \a(l —e?)

o ()
2 <(a<1 ) e e )

Therefore, we have seen that the derivative of the transition density with

respect to x is

b o b(z + zet) ) (e bz ™
a(ebt — 1) P a(ebt — 1) T

3:]0292(757 xz, i') =

n=0

We can notice that it differs from the expression of the transition density

itself only for the term < Eebt) i n+c£a71> i1 the sum.

a(l

i <a(1 E ) " C/(Qal*_ 1/2> n!r(n1+ c/a) (a(l —b et) e_btj) o xnm%)
b

<
2a

) |

- b n+cla—1 1 b J\ Felet L
Z + e bE 2" T2 |
a(l — ebt) x nll'(n + c/a) \ a(l — e )



Chapter 5
Behaviour for large values of x

We want to study the behaviour of the density

_ b b(z + ze?) (e blx 2 2b —
pa(t,z,7) = mexp {— - Ieja a(—\/e bty

a(ebt — 1) T 1 —ebt)

for large values of x.

Obviously we expected that the limit of py(t, x,Z) for z — oo will be zero,
but we want to verify this and to see with which rate py(t, z, Z) tends to zero.
We give the following fundamental result about the behaviour of the modified
Bessel function of the first kind I,(z) for large values of z (see for example
pp 355 of [1]).

Lemma 5.0.1. The modified Bessel function of the first kind

B > (2/2)1/+2n
I(z) = Z n!l'(n+v+1)

n=0

has an asymptotic expansion for large values of z
¢ (pypr=t D=9 (=DE-9k=-24)
V2rz 8z 2!(82)2 3!(82)3 o

Now, we can find the following result:

I,(z) ~

Theorem 5.0.2. The transition density ps(t,x, ) has the following asymp-

totic expansion for large values of x:
_ c _3 b —
po(t,x,T) ~ x2a 1 exp {m (—.CE + 2V ebtx\/f> } (5.1)

47
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5. Behaviour for large values of =

Proof. We demonstrate the Theorem by exploiting the previous result, and

by an easy calculation:

X

b b 7 bt —bt T 20
pg(t,$,£i‘) = €eIp {— (ZE +re >} (6 I) [c/a—l (a(l_—\/ €bt$f) ~

a(ebt — 1) a(ebt — 1)

c—a bx 2b 4mh
Sa o 77 A p—btym o
o eXp{ a(ebt—n}“p{a(l—ebt) ‘ } (a(l—e“)

We can also write

polt, 2, 7) ~ 25 exp {_ﬁﬁ = 2@)} |

Consequently, we can say that the transition density po(t, z, ) tends to zero
when x — oo faster than a negative exponential of the square root of x, and
slower then a negative exponential of x.

There is also a term xi’%, that obviously tends to zero if ¢ < % and goes to
infinity if ¢ > %, but however it is dominated by the exponential.

Therefore, an important result that we find is the following:

Corollary 5.0.3. For alln € N

lim a"po(t, z,Z) = 0.
Tr—00

Now, looking (5.1), we want to study how the parameters a, b, ¢, T and

t influence the convergence of py at zero for x — oo:

e the leading term is obviously the exponential, hence we can say that ¢
does not affect so much p, for large values of x: this is not surprising,
because for large values of x the drift bx + ¢ is much more affected by
b;

e the leading term of the exponential is —ﬁx, therefore we can say

that when a, b and t are big the density tends to zero slower. In



5.1 Behaviour of the derivative

¢
, SO

particular, b and ¢ appear in this term with an exponential e=°
they affect in a marked way the convergence of ps.

Actually, this is reasonable, because it is more probable that the process
reaches big values when it is passed a lot of time, and if the drift is

high it will push the process in regions {x >> 0}.

e T appears in a square root in the term that multiply the square root
of x, so when it is big the density tends to zero less quickly. This does
not surprise ourselves, because it is the starting point, and it is quite
obvious that there is an higher probability that a process will be in a
region far from the origin if it starts from a point far from the origin.
However, we see that it do not affect too much the behaviour of the

density, because it is not in the leading term.

Therefore, we have seen that for large values of x the parameters that mainly
affect the behaviour of the density are b and the time ¢, more then the starting

point.

5.1 Behaviour of the derivative

We can also examine the behaviour of the derivative:

Opa(t,z,7) O (x;a—i exp {a(% <_x + 2\/%\/@ }) _

Ox Ox et — 1)
b 3 & c 7
_ Vebt T S 2 ) g
eXp{a(e“—l)( x+2 exﬁ)}{( 4+a>x +
b c 5 c 3
([ V7zebtraTi1 — gy 1 ~
a(ebt—1)< ret ‘ )]

b . . .
CXPY 7 (—x + 2V ebtj\/E> (x%‘g + 31— xz-%)
a(eft — 1)
Therefore, we can say that for all n € N

9, L
Jim = (2"pa(t, 7, 7)) = 0.
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5. Behaviour for large values of =

5.2 Behaviour of the MGF

We remind that Dufresne has found the expression of the MGF of the
process E[e*Xt] when s < m, that is for the values of s for which the
sum »_ -, Sk—ITE[Xf] = E[e**t] converges.

Now, we see that our result on the asymptotic behaviour of the transition
density is exactly in accordance with the calculation of Dufresne: if we give

a look to .
E[es*] :/ e po(t, x, T)dx,
0

we see that e**po(t, z, Z) has an asymptotic expansion

c b
BsxPQ(t, Z, ZZ’) Nfﬁ_% exp {CL(ebt——l) <—$ + 2V ebtj\/E) -+ S$} =

x exps x| s (@ 1) (@ 1) T,

that tends to zero if and only if s < m

Finally, we notice that the asymptotic behaviour of ps(t,z,Z) does not de-

pend by the index of the Bessel function, so we obtain the same results for
p1, that is identical to ps except that for the index of the Bessel function
itself.



Chapter 6

Transition density and

defective density

We have seen how Feller finds the unique fundamental solution of the
forward Kolmogorov equation associated to the SDE (1.1) in the case ¢ < 0,

and we have proved that it is

i b bz + zet) ) etz ™ 2b —
m(t,z,x) = mexp{— — Li_c/a m\/e bty | .

a(ebt — 1) T

We emphasize that we do not know a prior: if this is the transition density
of the square root process.
In the case ¢ > 0, instead, we do know the transition density of the process:

as we have already seen, with the calculation proposed by Dufresne, it is

. b b(z + zet) ) etz ™ 2b ——
pg(t,l’,l‘) = mem’p{— — Ic/a—l m € T | .

a(ebt — 1) T

6.1 Feller’s results for ¢ > 0

Now we give an overview of the results found by Feller on the fundamental
solutions of (1.3) in the case ¢ > 0.

We return to the point in which Feller finds that the Laplace transform of a

o1
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fundamental solution of (2.4) must be of the form

w(t,s,x) = b . ex —rsbe” +
T \as(ebtt — 1) + b b sa(e —1)+b (6.1)

/ ) (Sa<€b(t_j_ - b)c/a7

where f(t) = —lim, o <8x (azu(t,z)) + (bz + c)u(t,x)) is the flux at the

origin. We have found (6.1) as solution of the problem

Ow(t, s) + s(as — b)Osw(t, s, &) = —csw(t, s, z) + f(t),

w(0,s) = e *".

(6.2)

As we have already seen, Feller proves that for ¢ < 0 the flux has to satisfy
equation (2.11), that has unique solution; he solves this equation, he find
therefore the Laplace transform of the solution and he invert it.

On the other hand, when c is positive Feller distinguishes two cases: 0 < ¢ < a
and ¢ > a.

We have the following situation:

e when 0 < ¢ < a there are two solutions w; and ws of problem (6.7) that
are Laplace transforms of a fundamental solution of (1.3), and they
correspond to f # 0 and f = 0 respectively. If f ## 0, f has to satisfy
(2.11), as in the case ¢ < 0 (and so we know that is f < 0). Hence,
the inverse of w; will be obviously the fundamental solution found for
¢ <0, that is p1 (¢, z, T).

e When ¢ > a, there is as unique solution of (6.7) that is a Laplace
transform of a fundamental solution of (1.3), and correspond to f = 0:

it 1s wsy.

When f = 0 the Laplace transform of the corresponding fundamental solu-
tion of (1.3) is

b c/a —szbel
L 6.3
(.Ug( ,S,ZE) <as(€bt—1)—|—b) €$p{sa<ebt_1)+b}v ( )
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as we can easily check by putting f = 0 in (6.9), but Feller does not invert
it.

We can see that ws is the Laplace transform of the transition density of
the square root process, that is p,. We can directly see this by integrating p
multiplied by e™** but we can also considerate that as we have seen Dufresne
finds that

o - sze

i — b= p=¢ 1 — b
with o = b, = §,9 = £, when |s| < AT = a@=1)

Therefore, we find

bt

> sT = _ a b —c/a sze —
/0 e m(t,x,:c)d:v-(—sg(e —1)) exp{l—s%(ebt—l)} =

b o/a . szbebt
X .
—as(e? —1)+b P —as(e? — 1) +b

Consequently, changing the sign of s we have

w(t,s, ) :/ e po(t,z, x)dr =
0

b c/a o —sxbet
as(et —1)+b P sa(e —1)+0b ]’

therefore we have w(t, s, Z) = ws(t, s, T).

Hence, the transition density found with Dufresne’s calculation is the funda-
mental solution of (2.4) with Laplace transform ws (¢, s, Z), and so it is the
fundamental solution that corresponds to f = 0.

Or, to say this in another way: when the flux at the origin is zero (and it can
be zero only for ¢ > 0) the fundamental solution of the forward Kolmogorov
equation (2.4) is also the transition density of the process, and it has the

form

c—a

b b = bt —bt 2a 2b
pa(t,x,2) = —_1)33729 {— (@ + e )} (e - x) Ieja (a(l——v ebtﬂflb") .

a(ebt a(ebt — 1) T e~b)
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6.2 A relation between fundamental solutions

and transition density

We know that when ¢ > 0 and we take a zero flux at the origin we find a

fundamental solution of the forward Kolmogorov equation (1.3) that is also

the transition density of the process.

But we still do not know if the fundamental solution p (¢, x, Z), that we find

when ¢ is negative and when 0 < ¢ < a and f < 0 is or not the transition

density of the process.

Let’s see the following result (one can find it in [4]):

Proposition 6.2.1. The function w(t,s) = E[e™**t] with s > 0 and t > 0

1s the unique solution of the first-order PDE

9w+ (as? —bs) 22 + csw = 0,
w(0,s) = e,

Proof. The Ito formula gives
t
e Xt = 75 4 / e % (as’ X, — s(bX, + ¢))dr — sM,,
0

where M; = fot e~ *%7\/2aX.dW. is a local martingale.

But M, is also a martingale, because

E Uot(\/zesxffm} —E {/Ot XTeZSXTdT} <E Uot %} < 0.

Consequently E[M;] = My = 0, and so
¢ t
E[e ***] — as® / E[X,e ¥ )dr —e " +s/ E[(bX, +c)e**"]dr
0 0

therefore we have

(6.4)

0, (6.5)

¢ ¢
E[e™ %] + (sb — as?) / E[X, e *X)dr — e " + cs/ Ele**]dr =0
0 0

We note that E[XTe—SXT] - —%E[e—SXT],
Differentiation of (6.5) to ¢ gives (6.8).
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Now we want to prove the uniqueness of the solution: (bx+c)e™** is bounded
and measurable for s > 0, so E[(bX; + ¢)]e*** is continuous in ¢, and for
each fixed t it is analytic in s. The coefficients of the PDE are analytic, and
the initial datum is analytic too. Therefore, the uniqueness of the solution

follows from the Cauchy-Kovalevskaya Theorem for first-order systems. [

This result tells us a lot about the problem of establish the condition
under which a fundamental solution of the forward Kolmogorov equation
associated to (1.1) is also the transition density of the process.
In fact, we notice that the PDE

ow 2 ow
S+ (as® —bs) 52 + csw = 0,
ot ( i ) 0s (6,6)
w(0,s) = e,
which has w(t, s) = E[e™*%t] as unique solution, is the PDE found by Feller
for the Laplace transform of a fundamental solution,
ow 2 ow
S+ (as® — bs) G2 + csw = f(t),
ot ( ) Js ( ) (67)

w(0,8) = e5%,

in which f = 0.

Therefore, we have the following situation:

e one can state that the fundamental solution with f = 0 is the tran-
sition density of the process, even if he do not know the expression
of its Laplace transform and the expression of the Laplace transform
of the density (that is the way by which we proved that this funda-
mental solution is the density found by Dufresne): let’s call p(t, z, z)
the fundamental solution correspondent to f = 0; both w(t,s,z) =

I e *p(t, z, T)dx and E[e~***] solve (6.8), and the solution is unique.

0
Therefore,

E[e‘sxt] :/ e p(t,x, z)dz,
0

so p(t,z, ) is the transition density of the process.

This is another way to prove that the fundamental solution correspon-
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dent to f = 0 is the transition density of the process, and perhaps it is

finer than the one illustrated before.

e if f < 0, the fundamental solution that we find, that is p; (¢, z, z), is
not the transition density of the process: wy (t, s) fo e *py(t,x, z)dz
solves the PDE (6.7) with f < 0, so it can not solve (6.8), which on
other hand is solved by E[e™5%¢].

Therefore,
Cd #/ pi(t, x, T)dx,

and so py(t, x,Z) is not the transition density of the process.

6.3 Another way to find the density

Proposition 6.2.1 suggests another method to find the transition density
of the square root process, for ¢ > 0.

We know that for s > 0, t > 0, E[e™*X] is the unique solution of the problem

ow 2 ow
L+ (as” — bs) &2 + csw = 0,

w(0,s) =7,

so we can solve (6.8) by the method of characteristics, that is exactly what
Feller has done for the PDE (6.7), finding

i b c/a —zsbeb
w(t’s’m):(as(ebt—l)—i—b) emp{sa(ebt—1)+b}+ oo
t b o/ .
/o Fr) (sa(eb(tT) -+ b) |

Here f =0, so we will find

wo(t, s, @) = b . ex —zsbe”
AP as(ett — 1) + b b sa(et —1)+b ]~

We can invert this transform by the method shown by Dufresne, and illus-
trated in Chapter 3: changing the sign of s in (6.9) we find the MGF of the
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process,

b /o zsbeb _
E[es®] = - ¥ o M(d(s)—1)
] (—as(ebt — 1)+ b) «rp { —sa(e’ — 1) + b} (¢(s))" e ’

and we calculate the density noticing that this is the MGF of the sum of a

Gamma variable and a compound Poisson.
We remind that Dufresne computes the transition density of the process for
b # 0, whereas this method works also for b = 0.

Nevertheless, there are two points that we have to underline:

e Dufresne finds the expression of the MGF of the process for s < ﬁ,

that is for all s such that the sum by which one compute the MGF itself
converges.
Whereas, by this last method we find the MGF only for negative values
of s, because we find E[e*%*] as the unique solution of (6.8) only when
s is positive. This is due to the hypothesis that we take in Proposition
6.2.1, that is s > 0; if s is negative, in the proof of the proposition
we have some problems to demonstrate that M, = fot e X \/2a X dW.-
is a martingale, because the inequality E [f(f XTe*QSX*dT] <E [ Ot%}
does not hold anymore.

e Dufresne’s calculation of the moments of the process is not only useful
to determine the transition density of the square root process, but it is
also propaedeutic to the determination of the moments of the integral

of the square root process itself (see [5]).

6.4 The defective density p;(t,x, )

6.4.1 The Dirac measure at the origin

Let’s now concentrate ourselves on p; (¢, x,Z), the fundamental solution
that is not the transition density of the process.

In Chapter 2, when we were illustrating Feller’s calculation, we have seen
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that, even if we do not know the exact form of p;(¢,z, %), we can calculate

its integral over z, putting s = 0 in the expression of wy(t, s, Z):

wa(t,0) = /Oopg(t,x,i’)dx =T (1 £ bg—ebtl)) <L
0

a’ alebt —

We know that the integral over the space x of the transition density of a
process has to be equal to one, so this is another way to see that p(t, =, x)
can not be the transition density of the process.

We call pi(t,z,Z) a defective density: let’s take the case ¢ < 0, in which
p1 is the unique fundamental solution of the Kolmogorov forward equation
associated to the SDE of the square root process: in this case, the unique
strong solution of this SDE has not a transition density at all, but it has
a distribution that is the sum of the Dirac measure at zero, with a certain
weight that we are going to calculate, and the defective density p;.

The weight of the Dirac measure dy must be such that

/0 ldole) + pa(t, 2, 2))de = 1

(see [10]).
We have already seen that

00 c bfebt
T =I({1—-, ——— 1
[ ienata=r (12 285 ) <

and on the other hand
/ do(z)dr =1/2,
0

therefore the mass in the origin must have a weight

)

6.4.2 The flux as the derivative of the integral

We have the following result on the flux at the origin f(#):
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Proposition 6.4.1. The flux at the origin

ft) = _glgii% (81, (azp(t, =, z)) + (bz + )p(t, a:,f))

where p(t,z,T) is a fundamental solution of (1.3) (so it can be py or py) is

the derivative with respect to time t of the integral of p(t,z,x) over x:

Proof. We integrate on the left and on the right of equation (1.3), and we
find

/ooo Iip(t, , 7)dv =0, /Ooo p(t,z, z)dx =
/000 Ow (azp(t, x, 7)) — 0, ((bx + c)p(t, x, 7)) dx =
9511_{20{81 (axp(t, x, J_I)) — (bx + c)p(t7 T, j)} + f(t)

We want to see that the first term

tim {9, (arp(t,,2)) — (b + O)plt,2.7)} =

lim {az0,p(t, z,z) — bap(t,x,z) + (a — ¢)p(t, =, )}

Tr—r00
equals to zero.
We have studied the behaviour of p; (¢, x, z) and py(t, x, Z) for large values of
x, and we have seen that

lim x"p;(t,z,z) =0 Vn €N, 1=1,2

Tr—00

Moreover, we know that this is true also for the derivative of p; (¢, z,Z) and

po(t, z, &) with respect to x:

lim O, (z"p;(t,z,z)) =0 Vn €N, i=1,2.

T—00

Therefore,

lim {azx0,p(t, z,z) — bxp(t,xz,Z) + (a — c)p(t,z,T)} = 0,

T—r00
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so we have proved that

]

This result shows the real nature of the flux, and points out the fact that

the flux at the origin for p; and py, f(t) = —lim,_,o (@c (aa:pi(t, X, i)) + (bx +

c)pi(t, z, :E)), i = 1,2 defines the nature of the two fundamental solutions:
if this flux equals to zero one will find a fundamental solution that is norm
preserving, and that as we have already seen is the transition density of the
process, if this flux is negative one will find a fundamental solution that is
norm decreasing, and that it is not the transition density.

So, this is a very intuitive way to understand the reason why a zero flux
carries out a transition density and a negative flux do not.

We have seen that for the defective density p; the flux is

b e zb (meta)/a zb
0= 1=cn (au - >) o { — o )

so studying this function we will have a measure of the rate of decrease during

time of its integral.

6.5 A recapitulation

Now we can sum up what we have seen about the relations between
fundamental solution of (1.3) and the transition density of the process, in

reference to the flux at the origin:

e If ¢ < 0 there is only one fundamental solution of (1.3), so that no
boundary conditions at = 0 can be imposed: the flux must be of the

form

b et b (zeta)/a b
=i 1=cn (au - >) eo{ — g m b
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and it is negative.

The fundamental solution that we find is

_ b b(z + ze) ) (e bx 2 2b —
pi(t,z,7) = m%p {— = L cja a(—\/e bty |,

a(ebt — 1) T 1 —ebt)

and it is not the transition density of the process.
Actually, the flux represents the derivative with respect to time of its

integral over x, and it is negative: f; is norm decreasing, and its integral

00 c bfebt
tr,v)dv =1"|1— —, ———— L.

Therefore, p; is a defective density, and the distribution of the process

18

is the sum of the defective density p,(t,z,Z) and a Dirac measure at

(st

e If 0 < ¢ < a, we can impose two boundary conditions: a zero flux at

zero with weight

the origin or a negative flux at the origin.

If we choose a zero flux, we find a fundamental solution

— bt bt N\ Ta 9
R G e vy
a

a(ebt —1) a(el — 1) T p—

that is also the transition density of the process.
If we impose a negative flux, we have that this flux must be equal to
the flux that found for ¢ < 0, therefore we find again p;, that is not the

transition density of the process.

e If ¢ > a there is only one fundamental solution, so that one can not
impose boundary conditions: the flux must be zero, therefore the funda-

mental solution will be py, that is the transition density of the process.






Chapter 7

Behaviour of the process at the

boundary

7.1 A result by Ekstrom and Tysk

When one wants to study the transition density of a stochastic process
that is the unique strong solution of a certain SDE, he can do it by studying
the fundamental solutions of the associated forward Kolmogorov equation.
This is what we have done in this thesis for the square root process.
Ekstrom and Tysk in [6] give a symmetry relation for the density that trans-
forms this forward equation into a backward equation: take a process Y; that

is the unique strong solution of the SDE
dY; = B(Y,)dt + o (Y,)dW,, Yo=9y>0. (7.1)

In this section, we will indicate the density of the process with the notation
p(z,y,t) = P(Y; € (y,y + dy)/dy|Yo = x): x is the initial point, as Z in the
rest of the thesis. Here we use this notation because it is more practical to
indicate the passage from a forward equation to a backward equation.

So, let’s see the following result:

Theorem 7.1.1. Assume that the drift 5 : [0,00) — R in (7.1) is continu-
ously differentiable with a bounded derivative and satisfies 5(0) > 0, and that

63
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the wvolatility o : [0,00) — [0,00) satisfies 0(0) =0, o(x) >0 for x > 0 and
the linear bound

lo(2)] < C(1 + =),

where C' is a positive constant. Moreover, suppose that o 1= %2 1 continu-
ously differentiable on [0, 00).
Then the corresponding density p(z,y,t) exists and is continuous, and it sat-

1sfies the symmetry relation

m(x)p(z,y,t) = m(y)p(y, z,1), (7.2)

where

where a(x) = o?(x) /2.

This theorem suggests to study the density p solving the backward equa-
tion in the first variable, rather then the forward equation in the second
variable. The advantage of this procedure is that the density p is known to
be well behaved at the origin as a function of the first variable, whereas (as
we will see for the square root process) it may explode as a function of the
second variable.

By this theorem, Ekstrom and Tysk deduce the asymptotic behaviour of the

density for small values of y:

Theorem 7.1.2. Take a process with drift and wvolatility that satisfy the
hypothesis of Theorem 7.1.1, and with density p(x,y,t). For fixzed v > 0,
p(z,y,t) is such that

i @9t _ p0,2,0)
g0t m(y) m(z)

If we put C(t) = %, we have that:

(1) if 5(0) > 0, then C(t) is strictly positive fort > 0.
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(ii) if B(0) =0, then C(t) = 0. Define

D(#) = lim P840

=0 ym(y)
— If there exists a constant € > 0 such that o(x) > ex'™¢ for 0 <
x <€, then D(t) is strictly positive for t > 0.

— If there exists € > 0 such that o(x) < e 'z for x € (0,€), then
D =0.

We can apply this theorem to the case of the square root process, for
which we have 3(z) = bz + ¢, o(z) = V2az, a(z) = 0%(2)/2 = ax.
We can easily check that if we take ¢ > 0 these two functions satisfy the
hypothesis of Theorem 7.1.1.
We compute

m(x) = i exp {/ bz + Cdz} = iexp {é(x —1)+ Eln(x)} — lx§—1eg(gg—1)'
1

axr az axr a a a

This employs the relation

p(yaxat) _ Fyg—le,’;(y—l)} p(yaxat) (73)

p(l’,y,t) = m(y) m(x) - m(x)

By (i) of Theorem 7.1.2 we find that for fixed = and ¢, the density p(x,y,t)
behaves like a positive multiple of ya~! for small .

Therefore, we can state that the density at the origin explodes if ¢ < a, it
tends to zero if ¢ > a and it tends to a positive number if ¢ = a.

Using the notation of the rest of the thesis, the relation takes the form

B 1 ey vy Pt 7, 2)
¢ — | Zpalpae- | LA 2 7.4
p2( 71’,1‘) [ax € m(j) ) ( )
and we have that
. -\ _1: £_1p(t7i‘70)
lim p(t, z, 7) = lim @)

p(t,7,0)

where === is a positive number.
m(z)
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7.2 A direct calculation
We can refine these results taking the expression of the transition density

of the process

_ b b(x + zet)) (e Yz o 20 ——
s ) =g g } () e (e )

T

We will also give the limit for z — 0 of the fundamental solution of (2.4)
p1(t, x, ), that is not the transition density of the process.

We use the explicit form of the modified Bessel function of the first kind

o (2/2)V+2n
1(z) = Z nT'(n+v+1)

n=0

Let’s start from the the calculation of the limit for x — 0 of

_ b b(z + 7)) (e Vx = 2b oy
pl(t,x,x)—mexp{— = I c/a m e x| .

a(ett — 1) T

Taking

] b A bzett ] %
Ca,b,c,t,x _ o Ca,b,t,x — —bt 7
: a(ebt—n( ) “p{ a(ebt—1>}’ P T et

we have

0 (Cg,b,t,:i)Qn-i-l—gxn-s- a-c

: - : btz ca
lim py (¢, 2, %) = lim C7"“" 2 2 g =

z—0 z—0 — nl (n Y - 5)

00 a,b,t,T\2n n
. ab,t,T [ ~abt, T\ 1— < (027 ” ) 7 abet,E vabtay1—< 1 .
Ly GG ) Z;n!r(nm—g)_cl (G™) re-=<

F(21_ <) a(ebtb_ ; (e;t> ko exp {_a(bégejt)l)} <a(1 Ebe_bt) \/E)l_g

Therefore, we have seen that

) ~ 1 b a Binl— & bzel
fimpi(h e, 2) = 55— ) (a(ebt - 1)) (ze?)e exp {_a(ebt - 1)} '
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the limit of the defective density when = tends to zero is a positive number.
We remind that here we take ¢ < a, because when ¢ > a the unique funda-
mental solution is the transition density of the process. As we can see, the
expression of the limit is the same for ¢ < 0 and ¢ > 0.
Let’s now compute the limit for the transition density

_ b b(z + ze?) (e blx E 2b =
pg(t,m,x)—mexp{— — Ieja—t a(l—\/e T | .

a(ebt — 1) z — e t)

bt btz : :
We take the same constants C7"“"" and C5”"" of the previous calculation,

and we have

o a,b,t,Z\2n+<—1,.n+ 52
lim py(t, z, Z) = lim OF""" %" E (G )™ e et
2 Yy Ly - 1 =

T T | c
—0 —0 o n.r(n -+ a)
S a,b,t,T\2n_n
. abt, T €=% ; ~ab i\ E—1 Z (Cy™"7" ) _
:1513% Gy e (G “—~ nll'(n+7) B (75)

mwﬁwmﬂi1ﬁ4
()

We can see this expression as a refinement of the relation (7.4): now we

1

know the multiplying factor of za~!, and therefore we have the exact form

of the limit when ¢ = a; putting ¢ = a in (7.5) we find

o b b(zeb)
. _ a=c,b,t,x _
lim p, (¢, z, 7) = C " (e —1) P {_a(ebt —1)J

Therefore, to sum up what we have seen in this section, we have that

: _ 1 b e e bzel
iyt e ) = r () G2 e | ey |

and

o0 0<c<a
: LAY b b(z+zeb) _
wli>r(r)1+ po(t, ;) = AT ELD {— () } c=a (7.6)
0 c>a

Now we show this situation by three graphics: we fix the parameters

a=2b=4,t=2 T =2 and in the first graphic we take ¢ = 1 < a, in the
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second one ¢ = 3 > a and in the third one ¢ = 2 = a.

We observe the behaviour of the density p, for small values of x.

According to the theory (see (7.6)) we expect that the density at the origin
tends to infinity for ¢ = 1, to zero for ¢ = 3 and to a positive number for
c=2.

For ¢ = 1 the theory is confirmed: we see how the density explodes when x

is very closed to the origin.

10-
0.8
0.6 -

0.4

S S S S R R
0 2.x1077 4.x1077 6.x1077 8.x1077 1.x10°®

Figure 7.1: the transition density of the square root process for small values

of x with ¢ < a

In Figure 6.2 and in Figure 6.3, on the other hand, we can see the situation
when we take ¢ = 3 and ¢ = 2 respectively: if ¢ = 3 the density tends to zero
for x — 0, whereas if ¢ = 2 = a the density at zero is the positive number

b(z+zebt
AT TP {_ 5@5—1))} '
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35x10°10}
3.x10°10
25x10710
2.x10710
15x1071°
1.x10°%

5.x1071 |

2.x1077 4.x1077 6.x1077 8.x1077 1.x10°6

Figure 7.2: the transition density of the square root process for small values

of x with ¢ > a

0.000184196

0.000184196
0.000184196
0.000184196 —
0.000184196 —
0.000184196 —

0.000184196 [

2.x1077 4.x1077 6.x1077 8.x1077 1.x10°6

Figure 7.3: the transition density of the square root process for small values

of z with c = a
7.3 Unattainable boundary

Now we prove the fact that the boundary is unattainable if ¢ > a, that is
if it is satisfied the Feller condition: we want to prove that, in this case, the
process remains strictly positive for all times ¢.

We do this by following the demonstration given in Chapter 6 of [2]. First

of all, we give the following theorem, shown by Gorovoi ad Linetsky in [8].

Theorem 7.3.1. Define the diffusion

dY; = p(Y)dt + o(Y;)dW,
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where W, is a standard Brownian motion, p, ', o and o' are continuous
over (0,00) and o is strictly positive in (0,00).

Take the scale and speed measures,

s(x) = exp {— /1 b ilig)) dy} , (77)

m(r) = ————— (7.8)

S@ = [ sty (.9
Z0
If for any € in a neighbourhood of x = 0

/ m(z)dx < oo,
0
and the integrals
I = / s(z)dx (7.10)
0

and
J:/O S(x)m(z)dx (7.11)

are such that I = oo and J < oo, the boundary is unattainable.

On the other hand, if I = oo and J = oo, the boundary is attainable.

We have already compute the expressions of the scale and speed measures

for the square root process, that are

and

Let’s check the condition

€
c

b
‘ ea 1 by
m(z)de = — [ zeo e o’dr < 00:
0 @ Jo
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if b > 0, foe gile=avdy < foe ratdr, and if b is negative foe rele e dr <
et Jy zelda.

On the other hand, [ ra ldr = + cost for ¢ # 0, so the integral is finite.

Now, let’s examine the two mtegrals I and J in turn.

Consider I = [ s(x)de = e foe z=ee . For x € [0,¢], if b is positive we

have Cz~a < - ae a® < x7a, for C = 6’36, and if b is negative we have

T < T e a® < Crx .

From elementary calculus we have that [z adz = z'~a /(1 — £) + cost for
¢ >1, and that [z~ %dr =Inz + cost for c/a = 1.

From this we see that for ¢/a > 1 the integral foe r~adz, is infinite, and

therefore I = [ s(z)dx = oo if ¢/a > 1 also.

It remains to show that J < oo for ¢/a > 1. Take

2b

ea [€ T e
J = /:va 1e_a/ y_Ee_bedyd:E.
a 0 o

We have J < ¢ [y za™? f;) y~adydz for a suitably chosen finite constant C.
Clearly, for ¢/a > 1

T 1-<
_c Y a

Yy ady = [ -
/960 =2

and therefore we have

C/ € c —£ ¢ < a
J < / gal(z'7a — ZL‘(l) “)dx = / (1-— mﬁ_lxé “)dzx.
L=2Jo L—=2Jo

<
a

This integral is finite for ¢/a > 1, and so for ¢ > a.

In the ¢ = a case, we have

—ea/ /y_le_?dyda:.

For brevity we assume a = —b (the proof of finiteness of J follows similarly

for other values of b and a subject to extra algebraic manipulations).

We have
ea / / yreVdydr =

“*(Fi(x) — Fi(xg))dz,

a Jo
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where Fi(z) = [*_(e"/u)du.

It can be shown that this integral is finite: if we enter the expression ‘Integrate[Ei|x]*
Exp[—z],{z,0,1}]" into Mathematica we can look that this is so.

Therefore, exploiting Theorem (7.3.1) we can say that the boundary is unattain-

able for ¢ > a.

7.4 Absorbing and reflecting boundary

We consider the case ¢ < a, when the boundary is attainable, and we
want to discuss the cases in which the boundary is absorbing (that is, a path
that hits the origin will be trapped at the origin) and reflecting (when a path
hits the origin, it will be pushed away in the positive region).

In practice, one can say that the boundary is reflecting if the probability that
a process will be trapped at the origin is zero, and that it is absorbing if this
probability is not zero.

We have that [ pi(t,#,Z)dz and [ pa(t, 2, T)dx are respectively the prob-
abilities that the process with the defective density p; and the process with
the transition density py are not zero at time ¢.

We do know the values of these integrals:

c bze

oo bt

and, obviously,
0

We notice that if we put £ = 0 in the first expression, the result is zero
(I'(2,0) = 0 Vz); this means that when a path hits the origin at time s
remains in the origin for all times ¢ > s (remind that Z is the starting point
of the process, but obviously we can also suppose X, = 7, scaling the axis
of times): the boundary is absorbing, and (7.12) is the probability that the
process will be trapped at the origin within time ¢.

On the other hand, the second integral is one: for t fixed, the process is

positive with probability one; we underline that this means that the process
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will never be trapped at the origin (so the boundary is absorbing) but there
can be a positive probability that the process hits the origin within a certain
time T: in other words, the fact that

P(X;>0,Xo=2)=1 YVt >0
does not implies that
P(X;>0Vt>0,X,=12)=1.
However, we can state that:

e when ¢ < 0 the boundary is attainable and absorbing, and the process
will be trapped at the origin within time ¢ with probability

c  bxe
PX,=0Xg=2)=1-T(1—— ———— | .
(Xe = 01Xo = 2) ( a’a(ebt—l))

e when 0 < ¢ < a the boundary is attainable, and the fact that the drift
is positive when X = 0 means that a process hitting {X = 0} will
be naturally pushed back into the region {X > 0}: the boundary is
reflecting.

On the other hand, one can impose an absorbing boundary and end the
process; in effect, this is equivalent to choose the fundamental solution
p1, and so it is equivalent to impose a negative flux at the origin as a
boundary condition for the PDE (1.3): if we stop the process when it
hits the boundary, this process will be not a strong solution of the SDE
of square root process, because this strong solution is unique, but it is
a stopped process with defective density p;.

Therefore, to summing up, we can schematize the situation as follows:
boundary condition f(¢) = 0 — fundamental solution py, reflecting
boundary, process with transition density po;

boundary condition f(t) < 0 — fundamental solution p;, absorbing
boundary, process stopped when it hits at the origin that is not solution

of (1.1), defective density p;.

e when ¢ > a the boundary is not attainable.
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7.5 Processes trapped at the origin

7.5.1 Probability that the process will be trapped within

time t

Now we concentrate ourselves on the case ¢ < a (and f < 0) when, as
we have already seen, there is a positive probability that the process will be
trapped at the origin within a certain time .

We have seen that this probability is

P(X, = 0[Xg = 7) = 1— P(X, > 0| Xo = 7) = 1T [1- & 2
= =Tr)=1— =Tr)=1— — =] .
t 0 t 0 a7a(€bt—1)

We want to study this probability in relation to the constants a, b, ¢ and .

We have to study the behaviour of the Gamma function

B 1 z o1 L B fOZ yhflefydy
L(h,z) = —F(h)/o y're Vdy = —fooo =y

As a function of the first variable it is monotonically decreasing, and as a

function of the second variable it is monotonically increasing.
bz

In our case, h =1 — £ and z = 2%, so we can state that:

. . [ c. bzebt
e if cis positive, I' (1 @ a(e=1)

tion of the variable a: h = 1— ¢ increases when a increases, and I'(h, 2)

) is monotonically decreasing as a func-

as we have already seen is decreasing as a function of h; z = %5” de-
creases when a increases, and I'(h, z) is monotonically increasing as a
function of z.

If ¢ < 0, the situation is much more complicated: both h = 1 — ¢
and z = bf decrease when a increases, and as we have just emphasize
['(h, z) is monotonically decreasing in h and monotonically increas-
ing in z. In this case, it is very difficult to study the derivative of
gla)=T (1 -5 a(bj—fb_tl)>, because its expression is very involved, there-
fore we can study the behaviour of this function only in an empirical
way.

We notice that when b and = are big and |c| is small the function is
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monotonically decreasing. When |c| is big the function grows for small
values of a and decreases for large values of a. We will illustrate this

behaviour by the support of some graphics.

7obt . . . . . .
o < - a(lfgf_l)> is monotonically increasing as a function of the vari-
able ¢ < a: h = 1 — £ decreases when c increases, and I'(h, z) is

decreasing as a function of h.

o[ (1 - < %) is monotonically increasing as a function of z: z = %
a’ a(ebt—1) a
increases when T increases, and I'(h, z) is monotonically increasing as

a function of z.
We have not to be surprised by this, because ¥ is the starting point,
so it is obvious that if we move it away from the origin the probability

that the process will not hit the origin itself increases.

=0t . . . . . T
o ['(1— ¢ bae is monotonically increasing as a function of b: z = bz
a’ a(ebt—1) a

increases when b increases, and I'(h, z) is monotonically increasing as a
function of z. Actually, the bigger is b the bigger is the drift, that if b
is positive pushes the process away from {X = 0}; if b is negative, the

drift will push the process towards the origin.

So, we can state that the probability 1 —T" (1 - < ﬂ) that the process

a’ a(ebt—1)

will be trapped at the origin grows when:
e the parameters b, ¢, T decrease;

e the parameter a increases, if ¢ is positive or if ¢ is negative and b and

T are big and |c| is small;

Obviously, the probability that the process will be trapped at the origin

within time ¢ grows with the time itself, and in fact we have seen that

fit) =0 /Ooopl(t,x,x)dx < 0.

Therefore, the flux f(¢) indicates the rate of increase of the probability that

the process will be trapped at the origin within time ¢.
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—bt

b e b (zeta)/a b
One can study f(t) = Fi-0) T ™ <a(1—e*bt)> exp{ — m} as a
function of the parameters a, b, ¢ and Z, and so find how they influence this

rate of increase of the probability P(X; = 0|X, = ).

The bigger is the absolute value of the flux, the more the probability increases
during time.

We concentrate ourselves on b and z, and we note that for both the param-
eters we have that the absolute value of f(t) decreases when they increase
(this is because they appear in the numerator of the negative exponential).
In particular, if b is big the probability that the process will be trapped within
time t increases less quickly: this is due again to the fact that if the drift is
positive it pushes the process away from the origin.

We underline that in the case 0 < ¢ < a, the probability that the process
stopped at {X = 0} will be trapped at the origin within time ¢ corresponds
to the probability that the square root process will reach the origin within
time ¢, and that it will be reflected.

In other words, if we call X, the process stopped at the origin, we have that
P(X;=0,Xo=7)=P3s<t|X,=0,Xy=1).
Therefore, for the square root process X; in the case 0 < ¢ < a,

¢ bre
PAs<tX,=0Xg=7)=1-T[1-5 22 ).
(3s <1l 0=7) ( a a(ebt—1)>

7.5.2 Probability that the process will never be trapped

Now, if we compute the limit for ¢ — oo of the probability P(X; > 0|X, =
7) (in this case for simplicity we call X; also the process with ¢ < 0) we will
have the probability that the process will never be trapped at the origin.
It is straightforward to check that if b is positive
tlir?oP(Xt>0|X0=x):tllrgor<1—g;dfbf—ejtl)) =r<1—§;b§).
and if b is negative

. - - _ . ¢ bxe
fim P(X, > 0]Xo = 7) = im T (1 - ‘ﬁ) =1 (1-:0) =0
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Therefore, when b < 0 every process will be eventually trapped in the ori-
gin: the drift push the process towards {x=0}, because the parameter b is
negative. We can see that this probability is zero also when b = 0:
_ _ c  bze? c I

lim P(X; > 0|Xo = 2) =limI' (1 — = ———— | = (1——,—>,

ey (Xe [Xo =7) b0 ( a a(ebt—l))
and it tends to zero to t — oo.
For 0 < ¢ < a this is the probability that the square root process never hits

the origin: therefore, we know that if b < 0 the process eventually hits the

origin, with probability one.

7.5.3 Some graphics

Now we illustrate this situation by some graphics, made with Mathemat-
ica.
We start fixing the parameters a = 10, ¢ = 5, * = 2, and we observe
the graphics of the probability P(X; = 0|Xy, = z) for 0 < t < 5 when
b= —6,0,6.
Notice that, as we have already seen, this is also the probability that the

square root process will reach the origin within time .

A AR B S S|
3 4 5

a’ a(ebt—1)

Figure 7.4: the probability 1-T° (1 - £ ﬂ) as a function of ¢ for different

values of b
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The blue curve corresponds to the probability with b = —6, the red one to
the probability with b = 0 and the yellow one to the probability with b = 6.
How we have analytically checked, the probability grows for lower values of
b.

Moreover, we see that the difference is very marked: when b is negative the
probability converges to 1 very quickly: the drift pushes the process towards
small values of x.

When b is positive, on the other hand, the positive drift pushes the process
far from the origin, so the probability that the process will be trapped is
quite small.

We can notice that the red curve, which is the curve of the probability for
b = 0, has to converge to 1, but it does not converge to this value very
quickly.

Now we fix b = 6, and we take a = 3,9, 27.

0.8

T B S S BSOSO
15 20 25 3.0

Figure 7.5: the probability 1—T° (1 - < M) a s function of ¢ for different

a’ a(ebt—1)

values of a,with ¢ = —5

Here the blue curve is the probability that the process will be trapped within

time ¢ with @ = 3, an the red and the yellow ones corresponds to the proba-
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bilities with a = 9 and a = 27 respectively.

We see that the probability grows with higher values of a: therefore, we can
expect that for these values of b, ¢ and Z the function 1 —-T° (1 -5 a(bfTeb_tl)) is
monotonically increasing. This is true, as we can see in the graphic of Figure
6.6, in which we take ¢ = 2: we see that the probability that the process will
be trapped in the origin within time ¢ = 2 grows very quickly from values
close to zero when a is small to higher values when a increases. We can also

notice that the curve seems to converge to a value close to 1.

T Y OO R
100 200 300 400 500

Figure 7.6: the probability 1 — T’ (1 -5 %) as a function of a with
c=—5

On the other hand, if we put ¢ = —50, we can see in the graphic of Figure
7.7 that the behaviour of the probability as a function of a is quite different:
we notice first of all that the value of the probability is very close to 1, and
this behaviour do not surprise ourselves because we have already seen that
the probability grows for lower values of the parameter c: here is ¢ = —50,
so the drift bX; + ¢ pushes the process towards the origin with much more
strength then in the previous case, when ¢ = —5.

Moreover, we see that the value of the probability decreases for the first



80

7. Behaviour of the process at the boundary

values of a, and increases when a become bigger.

1.0000
0.9995
0.9990
0.9985
0.9980

0.9975}

S S S S SRR
1000 2000 3000 4000 5000

Figure 7.7: the probability 1 — I’ (1 -5 %) as a function of a with
c=—>50

Now we propose the graphic of the behaviour of the probability P(X, =
0|Xo=12)for 0 < t <3 withb=6,7 =2and a=3,9,27 as in the previous

case, but with ¢ = —50.

1000

0.995 |

0.990

0.985F
0.980
0975}

0.970}

1.0 15 2.0 25 3.0

a’ a(ebt—1)

Figure 7.8: the probability 1-T" (1 — £ ﬂ) a s function of ¢ for different

values of a,with ¢ = —50
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As in the previous graphic, the blue curve corresponds to a = 3, the red one
to a = 9 and the yellow one to a = 27. Here the situation is reversed: we
have the greatest values when a is small.

Now, to conclude, we give the graphics of P(X;|X, = z) for 0 < t < 3 fixing
a =10 and b = 6 and letting variate ¢ = —5,0,5 (and so ¢/a = —0.5, 0, 0.5)
and x =1, 3, 5.

10f 10¢ 10f
08} 08} 08}
0.6] 06 0.6
04} " 04} " 04f
02f /’// 02f 02}
05 10 15 20 25 30 05 10 15 20 25 30 05 10 15 20 25

Figure 7.9: the probability 1—-T° (1 - < M) a s function of ¢ for different

a’ a(ebt—1)

values of a, and z

Here, the graphics on the left corresponds to ¢/a = —0.5, the graphic in the
center corresponds to ¢/a = 0 and the graphic on the right corresponds to
c/a=0.5.

In each graphic, the blue curve represents & = 1, the red one * = 3 and the
yellow one & = 5.

Also in this situation the theory is confirmed: the probabilities become lower
when ¢ and T increase: in particular, when ¢ = 5 and z = 5 the probability
that the process will be trapped at the origin is almost zero.

Now we take b positive and we examine the limit

_ _ b—
lim P(X, = 0| o:a‘:):l—tlimP(Xt>()|X0:j):1_[‘<1_f;_x)_
—00

t—00 a a

Obviously, this is the probability that a process with starting point z will be

sooner or later trapped at the origin.
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We give two graphics about this probability: the first one shows the trend of
this probability when we fix ¢ = —5 and = 2 and we take 0.1 < a,b < 20:

Figure 7.10: the probability 1 — T" (1 — & bf) as a function of a and b

a

We can notice that this probability is minimum, and it is almost zero, when
a is close to zero and when b is maximum: this confirm that the probability
grows when b decreases and when a increases (here ¢ is negative but it has a
small absolute value). It is maximum when b is very close to zero, for every
value of a. This show that the drift is of great importance to determine the
probability that the process will be trapped at the origin, and when the term
b is close to zero and c is negative the process will be almost surely dragged
towards the origin.

On the other hand, when b starts to take higher values the probability de-
creases very quickly, and it become close to zero when b takes the final values,
if the value a is not too much high.

Actually, we can see that the parameter a affects the value of the probability
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less than b: this behaviour of the probability does not surprise ourselves, be-
cause as we have already say when c is negative there is also the term 1 — £
inl (1 -4 %’E) that increases when a increases.

We do not consider the case b < 0 because we know that when b is negative
every process will be eventually trapped, so we yet know that the probability
is one.

Now we fix a = 10 and b = 6 and we take —10 < c<aand 0 <z < 4. We

have the following situation:

) I O> ‘Q&’
CIRTRS sss’
- N> > By
S ‘/

AR =%

Figure 7.11: the probability 1 — I’ (1 — & bi) as a function of z and ¢

a

Here we notice that a process with starting point z very close to zero will be
almost surely trapped at the origin itself when c is negative; if ¢ is positive,
the probability decreases with the growth of ¢, and become lower then 0.5
when the value of ¢ is close to 10: this is again the effect of the importance
of the drift, that if it is positive pushes the process far from the origin, as we

have already seen.
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However, we see that the probability decreases very quickly when the starting

point moves away from the origin, also if ¢ is negative.
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