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Preface

This book gives an introduction to the contemporary mathematical theory of
noninteracting particles moving at finite velocity in one dimension with alternating
directions, so-called the telegraph (or telegrapher’s) stochastic processes. The
main objective is to give the basic properties of the one-dimensional telegraph
processes and to present their applications to option pricing. The book contains
both the well-known results and the most recent achievements in this field.

The model of a mass-less particle that moves at infinite speed on the real line
and alternates at random two possible directions of motion infinitely many times
per unit of time is of great interest to physicists and mathematicians beginning
with the classical works of Einstein [1] and Smoluchowski [2]. First, A. Einstein
determined the transition density of such a kind of motion as the fundamental
solution to the heat equation. Then, M. Smoluchowski described this as a limit of
random walks. This interpretation is used by physicists as an instrument for
mathematical modelling the physical processes of mass and heat transfer. Later
this stochastic process, called afterward the Brownian motion, was applied to
explain the motion first observed by the botanist Robert Brown in 1828.

It is curious that in 1900, i.e. 5 years before Einstein, Louis Bachelier proposed
and analysed the model of financial contracts based on what is now called
“Brownian motion” [3] (see also [4]). A. Einstein was completely unaware of the
work of R. Brown, as well as of the work of L. Bachelier. Nevertheless, Einstein’s
paper has had incredible influence on the science of the twentieth century, but the
unusual and outstanding work of L. Bachelier has been lost from scientific
interchange and it was only rediscovered in 1964. In the textbook of Feller [5]
Brownian motion is named as the process of Wiener-Bachelier.

The crucial point in studying the Brownian motion was a work by Wiener [6] in
which he was able to introduce a Gaussian measure in the space of continuous
functions. Thus, he had given the opportunity of rigorous axiomatic constructing
an extremely important stochastic process that was afterwards called the Wiener
process. After the appearance of the Einstein—-Smoluchowski’s model governed by
the heat equation, Brownian motion has been extensively used to describe various
real phenomena in statistical physics, optics, biology, hydrodynamics, financial
markets and other fields of science and technology. It was discovered that the
theoretical calculations based on this model agree well with experimental data if
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the speed of the process is sufficiently big. If the speed is small, this agreement
becomes worse. This fact, however, is not too surprising if we take into account
the infinite-velocity nature of the Wiener process.

That is why many attempts were made to suggest alternative models in which
the finiteness of both the speed of motion and the intensity of changes of directions
per unit of time, could be assumed. Such a model was first introduced in 1922 by
Taylor [7] in describing the turbulent diffusion, (see also the discussion between
Prof. Karl Pearson and Lord Rayleigh in 1905, [8-10]). In 1926 V. Fock [11]
suggested the use of a hyperbolic partial differential equation (called the telegraph,
or damped wave equation) to describe the process of the diffusion of a light ray
passing through a homogeneous medium. Later the time-grid approach was
developed at length by Goldstein [12]. This naturally led to the telegraph equation
describing the spatio-temporal dynamics of the potential in a transmitting cable,
(without leakage) [13]. In his 1956 lecture notes, Kac, (see [14]), considered a
continuous-time version of the telegraph model. Since then, the telegraph process
and its various generalisations have been studied in great detail with numerous
applications in physics, and, more recently, in financial market modelling. The
telegraph process is the simplest example of the so-called random evolution (see,
e.g., [15, Chap. 12] and [16, Chap. 2]).

An efficient conventional approach to the analytical study of the telegraph
process, similar to that for diffusion processes, is based on pursuing a fundamental
link relating various expected values of the process with initial value and/or
boundary value problems for certain partial differential equations. One should note
that the telegraph equation first appeared more than 150 years ago in a work by
W. Thomson (Lord Kelvin) in an attempt to describe the propagation of electric
signals on the transatlantic cable [17]. At present, it is one of the classical equa-
tions of mathematical physics.

The main objective of the book is to give a modern systematic treatment of the
telegraph stochastic processes theory with an accent on the financial markets
applications. These applications are rather new in the literature, but we believe that
our approach is quite natural if we take into account the finite-velocity market
motions joint with abrupt jumps (deterministic or of random values) that naturally
produce heavy tails in such models.

In this book we develop a unified approach based on integral and differential
equations. This approach might seem somewhat unusual for those specialists who
mostly use the stochastic calculus methods in their research. We, however, believe
that our approach is quite natural and could be exploited as a fruitful addition to
the classical methodology.

The book consists of five chapters and is organised as follows.

In Chap. 1, for the reader’s convenience and in order to make the book more
self-contained, we recall some mathematical preliminaries needed for further
analysis.

Chapter 2 deals with the general definition and basic properties of the telegraph
process on the real line performed by a stochastic motion at finite speed driven by
a homogeneous Poisson process. We derive the finite-velocity counterparts of the
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classical Kolmogorov equations for the joint transition densities of the process and
its direction representing a hyperbolic system of two first-order partial differential
equations with constant coefficients. Basing on this system, we derive a second-
order telegraph equation for the transition density of the process. The explicit
formulae are obtained for the transition density of the process and its characteristic
function as the solutions of respective Cauchy problems. It is also shown that,
under the standard Kac’s condition, the transition density of the telegraph process
tends to the transition density of the one-dimensional Brownian motion. The
formulae for the Laplace transforms of the transition density and of the charac-
teristic function of the telegraph process are also obtained.

In Chap. 3 we consider some important functionals of telegraph processes. We
describe the distributions of the telegraph process in the presence of absorbing and
reflecting barriers. First passage times and spending times of the telegraph pro-
cesses are considered also. This presentation corrects some stable inaccuracies in
the field.

The applications of telegraph processes to financial modelling presented in
Chap. 5, require studying of the asymmetric telegraph processes. Moreover, it is
crucial to add jumps to the asymmetric telegraph process. In Chap. 4 we introduce
the reader to this new situation.

Chapter 5 is devoted to some contemporary applications of the telegraph pro-
cesses to financial modelling. We modify the classical Black—Scholes market
model exploiting a telegraph process instead of Brownian motion. As is easy to
see, the simple substitution of a telegraph process instead of Brownian motion in
the framework of Black—Scholes-Merton model leads to arbitrage opportunities.
To get an arbitrage-free model we add a jump component to the telegraph process.

The huge literature on the mathematical modelling of financial markets began
from two fundamental papers of Black and Scholes [18] and of Merton [19]. In this
classical model the price of risky asset is assumed to follow a geometric Brownian
motion. This assumption permits one to obtain nice closed formulae for option
prices and hedging strategies.

Nevertheless, the famous Black—Scholes formula has well-known shortages. It
is commonly accepted that Black—Scholes pricing formula distorts some option
prices. Typically, it substantially underprices deep-in-the-money and out-of-the-
money options and overprices at-the-money options, but downward (or upward)
slopes are possible. To accord the Black—Scholes formula with market prices of
standard European options different volatilities for different strikes and maturities
are used. This trick is referred to as the volatility smile. In the “typical” com-
portment the implied volatility of deeply in-the-money and out-of-the-money
options is higher than at-the-money options. Modern fearful markets are afraid of
large downward movements and crashes. A smile pattern of these markets more
resembles a “skew”, where implied volatility increases with shortening the
maturity time.

These observations provoke a growing interest in the construction of more and
more complicated extensions of the Black—Scholes model. Stochastic volatility
models are based on the stochastic dynamics of the Black—Scholes implied
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volatility. Various patterns of smiles and skews can be constructed depending on
the correlation and the parameters of the volatility process. These models have
some empirically approved evidences of their realistic and unrealistic features, but
we believe that such an approach proposes the quantity sophistication instead of
fundamental explanation of problem.

Another approach, that adds a pure jump process to Black—Scholes diffusion,
can capture many volatility smiles and skews. This idea of jump-diffusion model
have been proposed for better adequacy by Merton [20], and nowadays is applied
to handle option pricing, especially when options are close to maturity. Similar to
stochastic volatility models, jump-diffusion models increase Markov dimension of
the market and form incomplete market models.

We suggest here a new model to explain market’s movements. Suppose the log-
returns are driven by a telegraph process, i.e. they move with a pair of constant
velocities alternating one to another at Poisson times. To make the model more
adequate and to avoid arbitrage opportunities the log-return movement should be
supplied with jumps occurring at times of the tendency switchings.

Such a model looks attractive due to finite propagation velocity and the intu-
itively clear comportment. The jump-telegraph model captures bullish and bearish
trends using velocity values, and it describes crashes and spikes by means of jump
values. This model describes adequately the processes on oversold and overbought
markets, when changes on the market tendencies accumulate in course of time.

At the same time, the model is analytically tractable. It allows us to get solu-
tions for hedging and investment problems in closed form. Jumps are used in the
model to avoid arbitrage opportunities, but not solely for adequacy.

The model based on the telegraph processes with jumps of deterministic values
is complete as well as in the classical Cox-Ross-Rubinstein and Black—Scholes
cases. It is attractive mathematically and allows us to freely modify the model to
meet the needs of applications.

Under respective rescaling, the jump-telegraph model converges to Black—
Scholes model. It permits us to define naturally a volatility of the jump-telegraph
model depending on the velocities and jump values as well as on the switching
intensities. The model based on jump-telegraph processes is characterised by
volatility smiles of various shapes including frowns and skews depending on the
parameters’ values.

Unfortunately, some important topics remain outside this book because of the
volume restrictions. In particular, the whole complex of problems related to the
multidimensional counterparts of the telegraph processes is omitted. The reader
interested in this multidimensional theory should address to the survey article [21]
recently published in the Encyclopedia of Statistical Science, Springer, where the
most important results and open problems in this field are presented.

We hope that this book will be interesting to specialists in the area of diffusion
processes with finite speed of propagation and in financial modelling. We expect
that the book will also be useful for students and postgraduates who make their
first steps in these intriguing and attractive fields.
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Chapter 1
Preliminaries

Abstract In this chapter we recall the main mathematical notions and concepts of
the required theory on probability and calculus.

Keywords Markov processes + Brownian motion * Stochastic integrals + Poisson
process * Bessel functions + Generalised functions

1.1 One-Dimensional Markov Processes

Let (£2, §, P) be the probability space. Let Z be the o-algebra of the Borel subsets
of the real line R, R = (—o00, 00), and T > 0 be an arbitrary positive number. A
Markov process £(¢), t > 0, on the probability space (£2, §, P) is determined by the
transition probability function P(I',t,x,s),0<s <t <T,x € R, I" € #, which
is defined as

P t,x,s) =P{§@) e I"'é(s) = x}.

Function P(I,t, x, s) is treated as the probability that the process & (which at
time s is located at point x) at time ¢, ¢ > s will be located at the Borel set I € A.
In other words, P (I, ¢, x, s) is the probability of passing within the time r — s from
the point x into the set I".

By definition, function P (I, ¢, x, s) satisfies the following properties:

1. P([,t,x,s)is a #-measurable function with respect to x under fixed s, 7, I".

2. Under fixed s, ¢, x function P(I, ¢, x,s) is a probability measure on Z (so,
PR, t,x,s)=1).

3. Forall0 <s <1t <t,x € R, I" € A, the following relation holds:

A. D. Kolesnik and N. Ratanov, Telegraph Processes and Option Pricing, 1
SpringerBriefs in Statistics, DOI: 10.1007/978-3-642-40526-6_1,
© The Author(s) 2013
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o0

P(F, b, x, ) = / Py, t1x, ) P(Fo iz yo ). (LLD)

—00

Relation (1.1.1) is referred to as Chapman-Kolmogorov equation.

One can distinguish two main classes of Markov processes in dependence of the
continuity of their sample paths. The first class consists of those Markov processes
whose P-almost all sample paths are continuous. The most important representative
of such class of Markov processes, the Wiener process, will be considered in Sect. 1.2.

Another class consists of the Markov processes with discontinuities of finite values
(jumps), so-called the first-type discontinuities. Such processes are referred to as the
Jjump Markov processes. The representative of such processes, the Poisson process,
will be examined in Sect. 1.4. See also jump processes in Chap. 5.

1.2 Brownian Motion and Diffusion on R

We begin our survey of subclasses of Markov processes with the important example
of a Brownian motion.

Definition 1.1 The stochastic process w = w(t) = w(t,w), t > 0, w € £2,isa
real-valued standard Brownian motion (also called the Wiener process) if

(@) w(0, w) = 0 and sample paths w = w(z, ®) are continuous functions for almost
allw € £2;

(b) foranyrands (¢, s > 0) the increment w(¢+s)—w(s) has the normal distribution
with the mean O and variance ¢;

(c) foranyO =19 <t <t < ... < ty,the variables w(ty) —w(tx—1), | <k <m,
are independent.

The first and the second moments, that is, the mean value and the variance of the
Wiener process w(t) are E{w(t)} = 0, E{[w(t)]*} = t. The covariance function of
w(t) is given by E{w(r)w(s)} = min{z, s}.

It is easy to see that if w(z) is a Brownian motion, then, for arbitrary s > 0 and
o # 0, the process generated by increments, w(t +s) — w(s), t > 0, as well as the
scaled process a‘lw(a2t), t > 0, are the Brownian motions too. In particular, the
process {—w(t),t > 0} is a Brownian motion. Moreover, the process generated by
increments, w(t + s) — w(s), ¢ > 0 is independent of the past, i. e. of the values
w(t),t <s.

The stochastic processes {w(t),t > 0} and {rw(1/¢),t > 0} have the same
distribution (see e.g. [1]).

The process w(t) has the Gaussian density given by the formula

1 x2
(x,1) = ex (——), xeR, t>0. (1.2.1)
P V2t P\
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Function p = p(x,t) is the fundamental solution to the one-dimensional heat
equation

ap(x, 1) 13%p(x,1)

a2 ax?

(1.2.2)

The characteristic function of w(z), that is, the Fourier transformation .%,_, ¢ of
the density p = p(x, t) with respect to spatial variable x € R, has the form

Elexp(iéw ()} = Frelp(x, DI(E) = exp (—s%/z), EcR. (123)

The Laplace transformation .%;_, ¢ with respect to time variable ¢ > 0 is given by
the formula

L p(x, DI(s) = \/Lz_sexp (_pwx), Res > 0. (12.4)

For more detailed definitions of these integral transformations, .%,_,¢ and .%;_,,
and their main properties see Sect. 1.6.

The homogeneous Brownian motion w, := ow(t) with arbitrary diffusion
coefficient o2 > 0 has the marginal distributions which are defined by densities
Po = po(x,t).Fort >0

2
po(x, 1) =0 p(x/jo, 1) = exp( a ) xeR, 1>0 (125)

202t

1
o~/ 2mt

(see (1.2.1)), which is the fundamental solution to the heat equation

apﬂ(xﬂt) =i32p0(xﬂt). (126)
ot 2 dx2

The moments of wy (¢) and respective integral transforms can be found by the
evident rescaling of the formulae for the standard Brownian motion. The mean and
the variance of w,; (¢) are E{w, (1)} = 0, E{[w, (t)]z} = o2¢. The integral transforms
(see (1.2.3) and (1.2.4)) have the form

E(exp(iws (1)) = Frovelpo (x, 01(E) = exp (~£%0%/2) . € €R, (127)

1 |x|+/2s
Li—sps(x,)1(s) = —=-exp| — , Res>0. (1.2.8)
t—slPo o @ p po

The peculiar property of the Brownian motion is the following: almost all sample
paths of Brownian motion {w(t, ), > 0} are nowhere differentiable and for P-
almostall w € §2 the sample paths of the Brownian motion have unbounded variation
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in any subinterval. Moreover, the length of any piece of Brownian trajectory is infinite,
seee. g. [2].

The distributions of some important functionals of the one-dimensional Wiener
process w(t) are given by the following results (see [2]).

1. Distribution of the maximum of Brownian motion. For x > 0

X
2
Pl osup wis) <xb == / e/ gy, (1.2.9)
0<s<t Tt ,

2. Distribution of the first passage time. Let a > 0 be an arbitrary point on the
right-half of the real line R. Let 7, = inf{r : w(¢) > a} be the instant of first
passing through the point a of the Wiener process w(t). Then the random variable
T, has the density (for x > 0):

d
BT, <x) = %e—“z/@"), x> 0. (1.2.10)
TX

3. Joint distribution of the maximum and of the value of Brownian motion. Let
a > 0 be an arbitrary point on the right-half of the real line R. Then for x < a
the following relation holds:

X
1 2
P sup w(s) <a,w() <x} = / e ¥/ x <a,a>0.
{0<sgt N2t

x—2a

(1.2.11)
4. Arcsine law. Consider the occupation time functional
| T
hr = ?/H(w(t))dt, T >0, (1.2.12)
0

where H = H (x) is the Heaviside unit step function, i. e.,

1, x >0,
H(x) = x € R.
0, x <0,

So, hr € [0, 1] is the proportion of time spent by the Brownian motion (w(t),
0 <t < T) on the positive semi-axis. The distribution of the random variable
hr does not depend on T (this follows from the self-similarity of the Brownian
motion and the fact that H(«x) = H(x) for any « > 0) and is given by the
classic arcsine law,
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2 .
P{hr < y} = — arcsin /y, 0<y<lI, (1.2.13)
T
with the probability density

1
Darcsine (¥) = m, O<y<l (1.2.14)

We will continue the description of occupation time functionals in Chap. 3 (for the
telegraph processes). Let 2 be the o -algebra of the Borel subsets of a line R. A real-
valued Markov process X = X(t),¢ > 0, with the transition probability function
P(I',t,x,s),wheret > s >0, x € R, I' € Aisreferred to as the diffusion process
on the real line R, if the following conditions are fulfilled:

1. Foralle >0, x eR,r >0
1
— / P(dy,t+ At,x,t) =0. (1.2.15)

lim
At—+0 At
|y—x|>¢e

2. There exist functions & = u(x,t) and 0 = o(x,t), such that for all & > 0,
xeR,t>0

1
li — —x)P(dy,t + At,x,t) = t 1.2.16
Alm / (y —x)P(dy,t + At,x, 1) = pu(x, 1), ( )
ly—x|<e
p 1 2 2
A}E}LOE / (y—x)"Pdy,t + At,x,t) = c”(x,1). (1.2.17)
ly—x|<e

Functions 4 = u(x, t) and 0 = o (x, t) defined by formulas (1.2.16) and (1.2.17)
are called the drift and the diffusion coefficients, respectively.

Diffusion processes are closely related to partial differential equations of parabolic
type. Let a diffusion process X = X () be such that functions u = u(x, ) and
o = o (x, t) are bounded and continuous.

We define the differential operator L,

1, a2 of
Lf(x,s):=<-0"(x,8)—5 + ux,s)—, s=>0. (1.2.18)
2 ax2 dx
Here function f = f(x, s) is twice continuously differentiable in x.
Suppose that functions © = u(x,t) and o = o(x, t) satisfy the following
conditions:

(@) o(x,t) >8§ >0forall x and ¢t > 0;
(b) n(x,t)ando(x, t) satisfy a Holder condition in x and #, that is, for some ¢ > 0
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(. ) = ux', O+ lo?(x, 1) — o> (&, )] < C(lx — x| + |t = 1)

for all x,x’ € R,t,t' > 0. For any bounded continuous function g : R — R and
any ¢t > 0 consider

o]

u(x,s) = / gy)P(dy,t,x,s), se€l0,t], xeR.

—0o0
Then function u = u(x, s) satisfies the equation

du(x,s)
as

=Lu(x,s), s<t, xeR, (1.2.19)

with the terminal condition
limu(x,s) = g(x).
st

Suppose that the transition probability function P (I, ¢, x, s) has the density (with
respect to Lebesgue measure in R), that is, there exists a function p(y, f, x, s), such
thatforall0 <s <t,x e R, I" € A,

P(F,t,x,s):/p(y,t,x,s)dy,
r

and this transition density p(y, f, x, s) is sufficiently smooth with respect to (y, f).

If the limiting relations (1.2.15), (1.2.16) and (1.2.17) are fulfilled uniformly with
respect to x € R and functions @ = u(x,) and o = o(x, t) have two partial
derivatives with respect to x, which are bounded and satisfy a Holder condition
(with respect to x), then there exist continuous derivatives

2

ap(y,t,x,s) 0 0
La 5(#()@”17()’71,3(,5)), 8_))2(02(y7t)p(y7t’xas))y

at

and the density p(y, t, x, s) satisfies the equation

p(y,t,x,s) 13> , ]
. = X5 7t »tv 5 —_ ,t ,t, N N 1.2.20
o1 2ay2(a v, 0p(y,t,x,5)) 8y(u(y )p(y.t,x,5)), ( )

for all y and z.

Equation (1.2.19) is in the backward variables (x, s). Hence this equation is called
backward Kolmogorov equation. Equation (1.2.20) (in the forward variables (y, 1))
is referred to as forward Kolmogorov equation. It is also known as Fokker-Planck
equation. The differential operator L is called the generator of diffusion process X.
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Equations (1.2.19) and (1.2.20) are parabolic which implies the “parabolic” com-
portment of diffusion processes, i. e. the infinite propagation speed and lack of mem-
ory. In contrast, in the next chapter we will introduce and study a stochastic process
with finite speed which is characterised by a bounded propagation velocity and is
described by hyperbolic PDEs (so-called Cattaneo system and telegraph equation).

1.3 Stochastic Integrals and It6’s Formula

Let (£2, §, {S:}:>0. PP) be the filtered probability space. Suppose w(t), t > O1is an ;-
adapted Brownian motion. Let X = X (¢) be a stochastic process on this probability
space. Our goal is to define the stochastic integral fot X (s)dw(s). It is known that
the trajectories of w are of unbounded variation with probability 1. Thus the integral
fot X (s)dw(s) cannot be defined as a Stieltjes integral.

First, consider the integral of a simple adapted process. Process X = X (t) is called
the simple adapted if there exists a partition 0 = #9 < #; < --- < t,, = ¢ and random
variables &y, &1, ..., &,_1,such that X (tp) = &y and X (¢t) = §; fort € (#;, t;11],i =

0,1,2,...,n—1, where & is §;,-measurable and E|§i|2 <00,i=0,1,...,n—1.
That is
n—1
X(1) =D &Lt € (i, tip1]}. (13.1)
i=0

If X = X(¢) is a simple adapted process, the stochastic integral or Ito integral is
defined by

k—1

1
/0 X ($)dw(s) = D" & Wltit1) —w(t) + & w(t) —w(t)), 1 € (e, ey

i=0

The stochastic integrals of simple processes have the following properties, which
can be carried over to the stochastic integrals of general adapted processes.

1. Linearity. For any simple adapted processes X and Y and constants « and

t t '
/ (X (s) + BY(s))dw(s) = a/ X (s)dw(s) + ,3/ Y (s)dw(s).
0 0 0

2. For the indicator of an interval (a, b]

b

t t
/ 1{s € (a, bl}dw(s) = w(b)—w(a), / T, X (s)dw(s) =/ X (s)dw(s).
0 0 a

3. Zero mean. E (fot X(s)dw(s)) =0.
4. Isometry.
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t 2 t
IE(/ X(s)dw(s)) =/ E (X (s))? ds.
0 0

Proof Properties 1 and 2 immediately follow from the definition. Since §; is §;-
measurable (depends on the values of w(¢), ¢ < t;) and the increments w(#;+1) —w(¢;)
are §,-independent, then

t =
E (/0 X(s)dw(s)) =D E{&GE (W) — w(t) | 3}
i=0
+E{&E (w(t) — wit) | §,))

k—1

=> E{&)E w(ti11) — wt)
i=0
+E (&} E w(t) — w(t)) =0,

proving property 3.
The isometry property 4 can be proved in the similar way by conditioning on §,,
see [2]. O

To define It integral for more general processes the following result is applied.

Theorem 1.1 Let X = X (¢) be a regular (continuous) adapted process such that
E ( I |X(s)|2ds) < 00. Then

e There exists a sequence {X" (-)} of simple processes such that

t
lim IE(/ X" (s) —X(s)|2ds) =0.
n—oo O

e The sequence of integrals fé X"(s)dw(s) converges in probability. The limit is
said to be the integral fot X (s)dw(s).
e The stochastic integral defined above satisfies properties 1-4.

Proof  Only anoutline of the proofis given. Let {#;' }}_, be a partition with max (#/', | —
1

t') — 0,asn — oo. First, define the sequence { X" (-)} of simple processes by means
of (1.3.1) with

tit1
gi=s;'=(ti+1—tl-)—1/ X(s)ds, i=0,1,2....,n—1.
1

Second, the Itd integral fot X (s)dw(s) is approximated by the sequence of sums
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n—1

DX (wify ) = wah)
i=0

n
i+1
For details of the proof see e.g. [2].

where {#'} is a partition with max(¢/', | — #') — O asn — oo.
1

One of the main tools of stochastic calculus is It6’s formula which gives the rule
of the change of variables.

Theorem 1.2 If f : R — Ris a twice continuously differentiable function, then for
anyt >0

t 1 1
fw@) = f(0)+/0 f/(W(S))dW(S)-i‘E/O I (w(s))ds. (1.3.2)

More generally, It6’s rule can be formulated in the following form.

Theorem 1.3 If function F : R x [0,00) — R, F = F(x,t) is continuously
differentiable in the second variable t and twice continuously differentiable in the
first variable x, then for any t > 0

'
F(w(t),t) =F(0,0) +/ E;—F(W(S), s)dw(s)
0 o (13.3)

'TOF 1 9%F d
+/() [E(W(S)’S)_FEW(W(S)’S)] S.

The proofs see in e.g. [2].

1.4 Poisson Process

Consider the following example of Markov process. The counting Poisson point
process will be used in the forthcoming analysis of the telegraph random process and
its applications. In this section we give a definition of the Poisson point process and
recall its most important properties which we will substantially be relying on.
Consider a homogeneous stochastic flow {£(7),# > 0} of events that occur at
random time instants 7] < 72 < ..., top = 0. By definition, a counting process is

N(t):=max{n : 7, <t}, N(@O) =0.

Definition 1.2 The stochastic flow {£(¢),¢ > 0} (and the counting process N =
N(t) as well) is referred to as the Poisson process, if it possesses the following
properties:
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1. Stationarity. The distribution of the number of events in any time interval (¢, t41)
depends only on its length T but not on ¢.

2. Lack of memory. The distribution of the number of events in any time interval
(t,t + 7) is independent of the distribution of the past, i.e. before time 7. This
implies that the conditional distribution of these events in (¢, f 4+ ), under any
assumptions regarding the number of these events that have occurred before the
moment ¢, coincides with the unconditional probability.

3. Ordinarity. Counting process N (¢) obeys the following infinitesimal properties,

P{N(t + At) — N(t) = 0} = | — LAt + 0o(At),
P{N(t + At) — N(t) = 1} = LAt + 0(A1), (1.4.1)
P{N(t + At) — N(t) > 2} = 0(At), At — 0,

where A > 0 is some positive number.

Let us split (0, ¢] into “small” intervals ((k — 1)t/n, kt /n]. Due to (1.4.1) in this
interval only one event of the stochastic flow occurs with probability p, = At/n +
o(1/n). Then the number of occurrences N, (¢) in (0, ¢] is binomially distributed:

n

P{Nu (1) = k} = (k

k —k
) pE(— pa)" -,

Hence, asnp, — At,the latter converges in distribution to the Poisson distribution
with parameter Af,

N, (1) —d> Po(At), n — oo.

Similarly, for disjoint intervals [tx_1, ], k = 1, ..., d, we have by independence
(see point 2 of Definition 1.2)

P{N,(t)) = ki, Nu(tz) — Ny(t1) = ka, ... Ny(ta) — Ny(ta—1) = kq}

k k.
(An) 1e_m . —()L(td —ta—1) de_)h(td—td—l).
k1! kg!

Therefore the Poisson process N = N(¢),t > 0 is a stochastic process with
independent increments and

[A(t — s)]k e_)‘O_S),

BN~ N(s) =k} = =

k>0, 0<s<t,12>0.(142)
Parameter A is called the intensity of N = N(t),t > 0.
The time intervals nx := t — t%—1, 7o := 0 between arrivals of two successive
Poisson events are independent exponentially distributed random variables:

Plge >t} =e ™, t>0.
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Arrival times T, have an Erlang distribution with the density (see e.g. [3])

1) , n=12,... (1.4.3)

P, t) =

To describe the conditional distribution of arrival times {tj },fil notice that for any
t>0andanyn € N

d
{ti.....m INO=n} = {Zay,....Zw},

where Z1, ..., Z, are independent and uniformly distributed on [0, #] random vari-
ables, and {Z(j), ..., Z(y)} is the order statistics. Hence

!
Pl edh,..., 0 €diy | N(t) =n} = ;i dri ... dt,.
In particular, for n = 1 we have the uniform distribution,

1
P{riedn | N@) =1} = n de;.

1.5 Modified Bessel Functions

In this section we present a brief survey of modified Bessel functions 7,,(z) and their
properties which will be used in this book.
The modified Bessel function [, (z) satisfies the Bessel equation

du du
z2—+z—z— <z2+v2)u —0, (15.1)

and it has the following series representation

7\ ~— 1 7\ 2k
Iu(z)z(z) ém(z) v e (=00, 400). (152)

From series representation (1.5.2) it follows that

Iy0)=1, ,0)=0, v>0.

In this book only the case of integer v, v = n, and half-integer v = n £ —,

2
n=20,1,2,..., will be used.
The important particular cases of modified Bessel functions (1.5.2) are given by
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o) (Z/Z)Zk , e’} (Z/2)2k+1
Iz) =] L L@ =L@ =D
= (k12 = kl(k+ 1! (15.3)

2
and DL(z) = —211 (2) + 1o (2).

One can easily check also that for v = 1/2 formula (1.5.2) yields:

2
Lp@z) =, p— sinh z. (1.5.4)

From (1.5.3) the useful estimates follow

Ip(2) < e, he) < lez, z>0. (1.5.5)
Z 2
Indeed, ,
o0 2 k o0 2 k
(o) z((z/ ) ) (Z /2 ) e
=0 k=0 ’
and

L) 1< e e 2L 1
Tzzzk'(k—}—l)' (_) SEZW(E) = 3h@ =3¢

k=0

We also note the integral representation of the form (see [4, 9.6.18, p.376])

%!/ cosh(£z)dé, v>—%- (1.5.6)

zV 1
MO =T 1/2>\/E/1(1 -

In particular , if v = 0,

1! 1!
Io(z) = —/ (1 — 572 cosh(Ez)dE = —/ (1—-&H712efde. (1.5.7)
T ) T J-1
The asymptotic behaviour of Bessel functions at infinity is given by the formula
(see [4,9.7.1, p. 377]):
Z

V21mz

Formula (1.5.8) expresses the fact that the modified Bessel function /7, (z) tends
to infinity, as z — o0, like z7'/%¢? and the first term in the asymptotic expansion
of this function does not depend on index v.

I, (z) = 1+ 0(1), z— +oo. (1.5.8)
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Remark 1.1 The Bessel function J,,(z) of real argument is defined as the solution of
z7+z—z+(z —v)uzo. (15.9)

Function J, (z) is given by the following series representation

o0 k
L@ =(3) kzk'l“(l(c —i—l)v—i— 5 (Z)Zk. (15.10)

It is easy to see that functions 7, and J,, are connected with each other by the relation

L) = e 21 (™), —7 <argz < % (1.5.11)

For v = n integer, formula (1.5.11) takes the form

Li(z) =i""Jy(iz), n=0,1,2,... (1.5.12)

1.6 Generalised Functions and Integral Transforms

In this book our needs in generalised functions (distributions) are extremely modest,
but seeking the completeness of the presentation we describe briefly some definitions
and results, which will be used below. Consider the linear space & of functions
¢ = ¢(x),x € R supplied with the topology defined by the convergence of the
sequences {¢,} of elements of this space. This space will be called a fundamental
space, its elements are fundamental or test functions.

The conjugate (dual) space @’ of continuous functionals defined on @ is called a
space of generalised functions (distributions), see [5]. The sequence of generalised
functions fj, is said to be convergent to generalised function f, if for any ¢ € @

< fa,o>—>< f,9>, asn— o0.

Examples of fundamental spaces

e The space ® = Z(R) of all infinitely differentiable functions ¢ = ¢(x),x € R
with compact support.

The topology is defined by the convergence of sequences in &. The sequence
wn € P converges to zero, if all the functions ¢, (x) vanish for [x| > R (with the
common R) and the sequence {¢, } converges uniformly to zero together with their
derivatives, forany ¢ =0, 1,2, ...

o\ (x) =0, |x| <R,

() -

where ¢, is the derivative of order «.
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Such a topology can be defined as a countable set of the norms

el = sup @), k=0,1,2,...

[x|<R,0<a=<k

The conjugate space 2’ of continuous functionals defined on 2 is named as the
Gelfand space of generalised functions.

Locally integrable function f = f(x), x € R (that is, integrable on any compact
set in R) generates some generalised function. The expression

<f,g0>=/f(x)<p(x)dx (1.6.1)

is a linear continuous functional on Z(R). Such distributions are called regular. Note
that, since the function ¢ (x) has a compact support, the integration in (1.6.1) is doing,
in fact, on a compact set.

Another example is given by the §-function. For any xp € R define the continuous
linear functional on Z(R)

< 8(x — x0), ¢ >= 9(x0). (1.6.2)

e The space ® = . (R) of all infinitely differentiable functions ¢ = ¢(x), x € R,
which tend to zero for |x| — o0 together with the derivatives of all orders faster
than any power of 1/|x|.

The convergence of sequence {¢,} to zero means Vo, B € Z

xPe®(x) =0, asn— oo

or, equivalently, the topology is defined by the sequence of norms,

ol = sup [xPo® )], k=0,1,2,...

B.a<k

a,f=01,2,...

The conjugate space . (R) is named the space of tempered distributions. The space
7 (R) is called the Schwartz space.
Readily, Z(R) C .(R) and hence 2’'(R) D .7’ (R).
Let us define some linear operations. We can justify the new operations first with
regular distribution 1.6.1. For example, if f is locally integrable and f = B(x) is
continuous function then for any ¢ € Z(R) we have the identity

/ [B() £ ()] (x)dx = / £ [B)p()] dx.
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So the following definition looks reasonable. If 8 = S(x) is an infinitely dif-
ferentiable function then the operation of multiplication of generalised functions by
function B is defined by the equality: for any fundamental function ¢

<Bfp>=<f By >

(in the case of tempered distributions infinitely differentiable function g is assumed
to be bounded).

In the same manner we can define the differentiation. Let function f = f(x)
be locally integrable and locally differentiable (i.e. the derivative f’(x) exists a.e.).
Then integrating by parts we have

/ f(®e@x)dx = — / f(x)¢'(x)dx for any test-function ¢.

For arbitrary distribution f its derivatives are defined as follows: for any test

function ¢ @ e @ _
< fYo>=CD)<foY > a=0,12,... (1.6.3)

All generalised functions are infinitely differentiable in this sense.
We need also the integral transforms. For arbitrary regular function f define the
Fourier transformation,

o]

Fooelf1E) = / eSF f(x)dx, & eR.

—00

By this definition and Fubini’s theorem for any integrable function f and for any
test-function ¢ € . (R) we have

/ T [F1E)p(§)dE = / ¢(5)| / e"“f(x)dxlds

—00 —00
o0 o0 o0

- / f(x)[ / effx¢(s>dsldx: / ()T x[p]()dx.
—00 —00 —00

It is easy to demonstrate that the space .’(R) is close with respect to Fourier
transformation: if ¢ € .#(R) then ¢ € Y(R). Here ¢ = 9(x) = F[pl(x) =

oo

[ e pE)dE.

—00
We define the Fourier transform .7 [ f] = fof tempered distribution f € ./ (R)

as
<fe>=<f8> ¢0cI®. (1.6.4)
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The inverse Fourier transform of the test-function ¢ is given by the formula

e o]

T plx) = @)~ ! / eI (&) dE, (1.6.5)

—00

and as is easy to see that .Z ' [¢] = ¢.
Defining the inverse transformation in . (R) as

< F flo>=<f.7 "¢l >

we obtain the one-to-one correspondence f(x) <— f(&) between tempered gen-
eralised functions f € .%’ and their Fourier transforms f

Let us now give some important properties of the Fourier transformations of
generalised functions.

1. Fourier transformation of the derivatives: for arbitrary tempered distribution

fe
Tt [fONE) = (—i&)* T [f(D)IE), a=0,1,2,...

Here @ is the a-th derivative.
2. Shift of the Fourier transformation: for arbitrary tempered distribution f € .&”

Frose[FOIE +E0) = Famse[€/5F £(0)1(E).

3. Fourier transformation of the similarity: for arbitrary tempered distribution

fe X
Fasel f(e0)](E) = —Faself(0)](E/c).

lc]

We will also need a definition of another integral transformation of a one-
dimensional generalised function, namely the Laplace transformation. It is a contin-
uous integral transformation defined on the complex plane C.

Let f be a locally integrable function on the line such that f(z) = 0 for r < 0.
Moreover, we assume that | f ()| < Ae? fort > T for some positive constants A, T
and a. In other words, the absolute value of the function f should not increase at
infinity faster than some exponential function with a fixed rate. Under this condition
the integral

o]

L f O] = f(s) = /e_”f(t)dt, s =0 +i§, (1.6.6)

0

exists forRes = o > a.
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Formula (1.6.6) determines a continuous transformation of the real-valued func-
tion f defined on the real line R into a complex function f(s) = Zis[f10)
defined in the right half-plane C* of the complex plane C. The transformation (1.6.6)
is referred to as the Laplace transformation of the locally integrable function f.
The function f(s) is the holomorphic (analytical) function in the right half-plane
Res = o > a > O such that f(s) — 0, as 0 — 00, uniformly with respect to &.

The integral relation (1.6.6) in terms of Fourier transformation takes the form:

ZLiss[f15) = Fremsgle™ fF(DI(=6), o >a. (1.6.7)

Denote by .7/ (a) the set of all tempered distributions f € .’ suchthat f|,_o =0
and €' f(¢) is a tempered distribution for all © > a. Formula (1.6.7) defines the
Laplace transform of any tempered generalised function f € .| (a).

Note that there exists the one-to-one correspondence f(¢) <— f (s) between
generalised function f € .| and its Laplace transform f(s).

Obviously, the Laplace transformatlon (1.6.6) (or (1.6.7)) is a linear operation,
that is, if f1(¢) <— fi(s),0 > ai, and fo(t) <— fz(s) o > ap, then

A1) + fo(t) < Afi(s) + nfa(s), o > max(ay, a).

Let us now give some important properties of the Laplace transformation.

1. Laplace transformation of the derivatives: for arbitrary generalised function

f e (a)
L [FPO1) = "L [F(OIs), 0 >a, n=0,1,....

2. Shift of the Laplace transformation: for arbitrary generalised function
f e (a)

Liosle™ FD1(s) = Los[f(DI(s — 1), o > a+Reh.

3. Laplace transformation of the similarity: for arbitrary generalised function
f e (a)

1
Liosf (kD)](s) = zﬁz—m[f(l)] (s/k)y, o >ka.

The main example of the generalised function which will be exploited throughout
all the book is the §-function. Due to definition (1.6.2), for any test function ¢ we
have

<8(ct £x), 0 >xy=@(ct), <8(ctEx),¢ >= é(p(x/c). (1.6.8)
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Notice that §-function is the derivative of the unit step function. Applying defini-
tion of the derivative (1.6.3) to the Heaviside unit step function we obtain

<0'(x —x0),0>=—<0(x —x0),¢ > (1.6.9)
o
= —/90/()6)(1)6 = @(x0) =< 8(x —x0), ¢ > .
X0

Hence 0’ (x — x0) = §(x — x0).
Moreover, for any test-function ¢

< 8@ (x —x0), ¢ >= (=% (xp).

Fourier and Laplace transformations of §-function can be expressed directly by
respective definitions and basic properties. By definitions (1.6.4) and (1.6.2),

o0

<3, 9p>=<8,§>= / p(&)dE.

—00

Hence 8 = 1.
We are interested also in the Fourier and Laplace transformations of §(x =+ ct).
As is easy to see,

i 1
9\)‘*58()‘7 *oct) = e:l:zcts’ Ls8(x £ ct) = —etsy/e,
c
Remark 1.2 Occasionally instead of < §, ¢ > we will write down

0]

/ s (x)dx = ¢(0).

—00
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Chapter 2
Telegraph Process on the Line

Abstract We define the classic Goldstein-Kac telegraph process performed by a
particle that moves on the real line with some finite constant speed and alternates
between two possible directions of motion (positive or negative) at random homo-
geneous Poisson-paced time instants. We obtain the Kolmogorov equations for the
joint probability densities of the particle’s position and its direction at arbitrary time
instant. By combining these equations we derive the telegraph equation for the tran-
sition density of the motion. The characteristic function of the telegraph process
is obtained as the solution of a respective Cauchy problem. The explicit form of
the transition density of the process is given as a generalised function containing
a singular and absolutely continuous parts. The convergence in distribution of the
telegraph process to the homogeneous Brownian motion under Kac’s scaling condi-
tion, is established. The explicit formulae for the Laplace transforms of the transition
density and of the characteristic function of the telegraph process, are also obtained.

Keywords Telegraph process + Kolmogorov equations - Transition density -
Characteristic function - Rescaling - Laplace transform

We begin with the classical case of random evolution, so-called Goldstein-Kac tele-
graph process on the real line. It is performed by a particle which starts at time = 0
from the origin and moves with some finite constant speed ¢ on the line (—oo, 00),
taking an initial direction of the motion (positive or negative) with equal probabilities
1/2. The motion is controlled by a homogeneous Poisson process of a constant rate
A > 0. When a Poisson event occurs, the particle instantaneously takes the oppo-
site direction and keeps moving with the same speed c¢ until the next Poisson event
occurs, then it takes the opposite direction again, and so on.

A. D. Kolesnik and N. Ratanov, Telegraph Processes and Option Pricing, 19
SpringerBriefs in Statistics, DOI: 10.1007/978-3-642-40526-6_2,
© The Author(s) 2013
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2.1 Definition of Process and the Structure of Distribution

We start our consideration with a general definition of a two-state Markov process.
On the filtered probability space (£2, §, {S:}:>0, P) consider the Markov process
e =¢&(t) € {0, 1}, ¢t > 0 with transition intensity A, A > O,

Ple(t + At) # e(t)} = AAt + 0(At), At — —+0. @2.1.1)

Process ¢ = £(¢) is assumed to be adapted to the filtration {§;},- (. The initial state
€(0) is a random variable with the symmetric distribution, P{e(0) = 0} = P{¢(0) =
1} =1/2.

Definition (2.1.1) means that the point process of switching times 71 < 75 < ... of
Markov process ¢ = &(t) has independent and exponentially distributed increments:
P{tyi1 — T > 180} = Pltpt1 —t >t} =e M, t > 0,7 =0.

Let N = N(t), t > 0 be a counting Poisson process, N(¢) = max{n : 1, < t}.
From (2.1.1) it follows that the distribution of N (¢) has the form (see 1.4.2)

P L anf B
{N(t)_k}_Te , t>0, k=0,1, 2, ... (2.1.2)
To define the Goldstein-Kac telegraph process it is convenient to use the direction
process D = D(t) := (=)@ ¢ > 0. This is a two-state stochastic process taking
the values D(t) = +1 (resp. () = 0) if the particle moves in the positive (forward)
direction at time ¢, and D(r) = —1 (resp. ¢(¢) = 1) if it moves in the negative
(backward) direction at this time. Notice that D(r) = D(0)(—=D)N® ¢ > 0. The
initial d%rection D(0) is a random variable such that P{D(0) = +1} = P{D(0) =
—1} = 5.
Let cz> 0 denote the constant speed. Then the particle’s position X (¢) at arbitrary
time ¢ > 0 is given by the formula

t t
X (1) :=c/ D(s)ds =cD(O)/ (=N g, (2.1.3)
0 0

We define also the following two processes (with fixed initial directions, D(0) =
+1):

t
X*t@) = :I:c/ (=N gs, (2.1.4)
0

Note that the distribution of X (¢) has two atoms at points £ct, which correspond
to the case when no one Poisson event occurs till time ¢ and, therefore, the particle
does not change its initial direction. It means that N (¢) = 0 (with probability e ).
Therefore

P{XT(t) = +ct} =P{X (1) = —ct} =™,

P{X({#) =+ct}] =P{X{)=—ct} = % e M (2.1.5)


http://dx.doi.org/10.1007/978-3-642-40526-6_1

2.1 Definition of Process and the Structure of Distribution 21
It is easy to see that
P{X(#) =x}=0 Vx, x # *ct.

Hence the distribution function F(x, t) = P{X(t) < x}, x € (—00,00), t > 0, is
continuous on R%r \{|x| = ct}, where R2 := (—o0, 00) x (0, 00). Moreover, since
the speed c is finite, then F(x, ¢t) =0, if |x| > ct, ¢t > 0. By the same reasons the
density

p(x, t) =P{X(¢) € dx}/dx, x € (=00, 00), >0, (2.1.6)

has the support [—ct, ct].
The term “density” is treated in the sense of generalised functions, p € 2. The
distribution density p = p(x, f) contains respective singular part. Furthermore,

1
plx, 1) = Ee‘“ [8(x 4 ct) + 8(x — c1)] (2.1.7)
+ P(x,)1jxj<cr), X € (—00,00), t >0,

where §(x) is the Dirac’s §-function, P is the absolutely continuous part of the
distribution with support [—c?, ct], and 1 4(x) is the indicator function

Tax) = I(l) N ; i\‘f 2.1.8)

For any continuous function ¢: R — R the expectation E¢(x + X (1)) is

ct

Ep(x + X)) = %C_M lo(x —cr) + o(x +c)] +/ @(x + y)P(y, n)dy.

—ct

Fix the initial particle’s direction D(0) = %1.
Let p+(x, t) and p_(x, t) be the conditional distribution densities under fixed
initial direction D(0) = +£1,

pi(x, 1) = P{XE(r) € dx}/dx (2.1.9)
=P{X () edx | D(0) = £1}/dx, x € (=00, o0), t >0,

suchthat p(x, t) = (p4+(x, t) + p—(x, t)) /2. Similarly to (2.1.7) we conclude that

p+(x, t) = e_)‘tB(x —ct) + Pr(x, Dy <er) (2.1.10)

p—(x, ) =eM3(x +ct) + P_(x, Dljy<cry, o
where Py and P_ are the absolutely continuous parts of these conditional distribu-
tions, P(x, t) = (Py+(x, 1) + P_(x, 1)) /2.
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The detailed description of functions P(x, t), Pi(x, t) defined in (2.1.7) and
(2.1.10) is the main goal of forthcoming analysis.

2.2 Kolmogorov Equations

Let © = 11 be the first switching time of the Markov process ¢ = ¢(¢). Then for any
t > 0 we have the following equality in conditional distribution (under fixed initial
direction D(0) = 0, 0 = *1)

X)L oerlpay + [crct + R — r)] Ljeas). 2.2.1)

Here the conditional distribution of X (t) is considered under the fixed initial
direction D(0) = o. The telegraph process X = X (1) starts at the opposite direction
—o and is independent of X.

The distribution of 7 is given by (1.4.3) (withn = 1), P{r € ds} = re " ds.
Hence equation (2.2.1) is equivalent to the following set of integral equations for
conditional densities p+ defined by (2.1.9),

13
pex, 1) =eM8(x —ct) + [ po(x —cs, 1 = s)he s,
y (22.2)
p-(x, ) =eM8(x +ct) + [ pr(x +es, 1 —s)he Mds,
0

where 6 = §(x) is the §-function. Here and thereafter we presume f ab S(e)dt =
¢(0) for any continuous test-function ¢ and a < 0 < b.

Conditioning on the last switching time we can get the integral equation for
the joint distribution of the particle’s position and its current direction, similar to
Eq.(2.2.2). Let t be the last switching instant till time ¢ (in the case of N(z) > 0),
t:=max{t,, n=1, 2, ,... |t <t, N(t) > 0}. Looking backwards, we deduce
that J

X(@) = D®)ctlyp=0) + [D(t)ct — 1) + X ()] L{n)>0)- (2.2.3)

Itis known that for a Poisson process both forward and backward recurrence times
are exponentially distributed, see e. g. [1]. Hence ¢ — t is exponentially distributed
with parameter A as well.

Let f(x, r) and b(x, t) be the joint probability densities of the position and the
direction of forward and backward moving particle, respectively,

fx, ) =P{X(t) e dx, D(t) = +1} /dx,

b(x, 1) = P{X(t) € dx, D(t) = —1} jdx, ~ € (70000, 1>0.Q224
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The densities f = f(x, t) and b = b(x, t) satisfy the following set of integral
equations similar to (2.2.2)

1 t
fx, 1) = Eewa(x —ct) + [b(x —c(t —s), s)re *179)ds,
! p (22.5)
b(x, 1) = ze_“cS(x Fet) + [ flx+clt —s), s)reM=9ds.

0

It is easy to see, after the change of variables s — ¢ — s, that the integrals in
(2.2.2) coincide with the respective integrals in (2.2.5).

Notice that f(x, t), b(x, t) and pi(x, t), p_(x, t) are equal to zero, if
|x] > ct, since the speed c is finite. Differentiating Eqs. (2.2.2) and (2.2.5) we obtain
Kolmogorov equations in the differential form.

Define the matrix operator

e (L +r =2
T\ A LY )

where the differential operators Lf_’t and L™ are defined as

5 9
=24 2 22,6
T 9 T %% (2.2.6)

In what follows, the superscript T denotes the transposition of vectors.

Theorem 2.1 [Kolmogorov equations] Functionsp = (py, p_)" andp = (f, b)T
satisfy the equation
£p=0, |[|x|<ct. (2.2.7)

Moreover, if |x| > ct then p4(x, t) = p_(x, t) = f(x, t) =b(x, t) =0, and
the initial conditions are

pi(x, 40) = p_(x, 40) =8(x),  f(x, +0) = b(x, +0) = %m). (2.2.8)

Proof Initial conditions (2.2.8) follow immediately from Eqgs. (2.2.2) and (2.2.5).
To get the equations we apply (in the sense of differentiation of generalised func-
tions) the differential operators Li’t (see 2.2.6) to Egs.(2.2.2) and (2.2.5). Equa-
tion(2.2.7) can be obtained by exploiting the integration by parts in the resulting
integral equations.
To prove that, first notice

PeMe(x —et)] = —re M (x — 1), (2.2.9)
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ap_(x —cs, t —5)
as
op+(x+cs, t —s)
as '

Li’t [p,(x —cs, t — s)] =—

’

LY [pr(x+cs, t —5)] =
Consequently, applying operator Lf_’t to the first equation of (2.2.2) we get

Ly [p+(x, D] = —he MS(x —ct) + p_(x —ct, Ore™

"Op_(x —cs, t — )
—/ p-(x —cs S))\ef)‘*ds.
0 as

Integrating by parts in the latter integral we have

LY [py(x, ] = e ™8(x —ct) + p—(x —ct, 0)re™™
—p_(x—ct, Ore™ +Ap_(x, 1)

1
—A/ p_(x —cs, 1 —s)he Mds
0
= —Apy(x, 1) +Ap_(x, 1),

where in the last step we have used the first equation of (2.2.2). This equality coincides
with the first component of (2.2.7) for p+(x, t). Proofs of the rest are left to the
reader. [l

Corollary 2.1 Densities p+ and f, b are related as

1 1
f=zp+. b=-p_. (2.2.10)

2 2
Remark 2.1 System (2.2.7) is also named as Cattaneo system.

Equation (2.2.7) for function p = (f, b)" has the sense of the forward
Kolmogorov equation (or the Fokker-Planck equation) for the Goldstein-Kac tele-
graph process X = X(t), see [2]. Here the matrix differential operator £ is the
generator of process X = X (¢), while the matrix A,

A —A
A= (—,\ N ) (2.2.11)

18 the infinitesimal matrix of the embedded two-state Markov chain & which controls
the telegraph process X = X (¢).

Remark 2.2 'We introduce also the dual Kolmogorov equations (for expectations).
Let ¢ : R — R be a test-function (continuously differentiable). Consider the condi-
tional expectations under the given initial direction D(0) = %1,
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o0

us(x, 1) = Exfo(x + X(1))) = / o +)pe(y, DAy,

—00

and the expectations with respect to joint distribution of the position and the current
direction

[e¢]

utx, 1) = / o+ fOn DAy, u(x, 1) = / o(x + b0y, Ddy.

—o0 —00
Differentiating these equalities in ¢, applying equation (2.2.7) and then integrating
by parts we conclude that functionsu = (uy, u_)" andu = (u™, u™)7 satisfy the

equation
Lu=0, (2.2.12)

LY +a -2
-1 LY+
The initial conditions for Eq.(2.2.12) are

where £ = ( ) is the dual operator.

1
ux(x, +0) = p(x),  uF(x,+0) = 790).

Remark 2.3 1t is easy to write down the backward Kolmogorov equation as well.
Let

p+(y, t; x, 5) =P{X(#) edy| X(s) =x, D(s) ==x1}/dy, s<t

denote the densities related to the particle, which starts at time s from the point x.
Using an approach similar to (2.2.5) we obtain the integral equation

pe(y, 15 x, 8) =e MTI8(y —x Fe(t —5))

t—s
+/ p+=(y, 15 xter, s+ T)re Mdr,
0

since the medium is homogeneous. Differentiating similarly the proof of Theorem
2.1, we get the differential backward Kolmogorov equation,

—LY py = SO NS IO BN o p i (y, 15 X, ) AP (), 15 X, ),
Ly = 0B S OO BN Gy (v, 1 xs) +Apr (s £ X ),
x—ct—s)<y<x+c(—ys)), s <t.

(2.2.13)

Remark 2.4 There are several different interpretations of telegraph-type processes,
cf. e. g. [3, 4]. Here we present somewhat exotic.

Leter,e; € RZ, e = (1, O)T and ep = (0, I)T. Consider the Markov process
E=& =(0—-¢e@)e +e()ey, t >0, where e = (¢) € {0, 1} is the two-state
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Markov process defined by (2.1.1). Hence, the telegraph process X = X(¢), t > 0
can be expressed as

t
X (1) =c/ D &,du,
0

whereD =e; —e; = (1, —1)7.

Notice that
t
gt _A A§udua

is a martingale, where A is defined by (2.2.11). Hence, &, can be represented as
follows

t
& =§0+/0 A, du +M,, (2.2.14)
where M; is the martingale (M = 0). Equation (2.2.14) is equivalent to
t
£, =, +/ e ~WAdM,,. (2.2.15)
0

Representation (2.2.15) can be exploited as a source of various examples. If X =
X (1) is the basic telegraph process, defined by (2.1.3) (with D(0) = +1), then the
state process &, is defined by

(1+(—1)Nr 1—(—1)Nt)T
£ =

2 ' 2

In this case the underlying martingale defined by (2.2.14) should be

Ny Ny

(2.2.16)
Process M; defined by (2.2.16) is actually the jump-telegraph martingale, see
Theorem 4.1 (Chap.4). The case of D(0) = —1 can be proceeded similarly.
Unfortunately, other examples of naturally defined martingales M, produce rather
exotic things. For instance, if the underlying martingale M, has M, = (—1)Me?*
as a component (see e.g. [5]), then the resulting state process &, can be expressed by
means of

—(t—
klie () 20Tk

$0+A/ (1ie—2x(t M))GZAu( ])Nudu_i_];(_l) fc
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(see 2.2.15). This is the telegraph process with variable jumps and velocities of a
very special comportment.

Nevertheless, representation (2.2.15) could be useful in various aspects. For 0 <
s <t

E{§, | F) = B, | &} =%,

Hence, the expectations of the telegraph process can be easily computed by

t
EX () = c/ D- e“AEOdu,
0

etc.

2.3 Telegraph Equation

Hyperbolic systems (2.2.7) and (2.2.12) (and 2.2.13) of the first-order equations are
equivalent to the hyperbolic differential equation of the second order (see 2.3.1).

Theorem 2.2 Functions p+ = p+(x, t) as well as functions f = f(x, t), b =
b(x, t) are solutions of the telegraph differential equation,

’p .00 _ ,9°p
W +2)\E =cC m, t>0, xe (—0o0, 00). (231)

Proof The proof is based on the so-called Kac’s trick. We prove that Eq.(2.3.1) is
valid for p+ = pi(x, t). The proof for f and b is left to the reader.
Let

— p+(x7 t)+p*(x9 t) and W(x, t)= p+('x’ t)_p*(xv t)

, 1
p(x, 1) > 5

In vectorial notations,
p=pkx, )y=(r-p /2, w=wk,t)=_(_-p /2

wheree, = (1, 1), e_ = (1, =D andp = (p4, p_)7.
Notice that

1 ap ow 1 aw ap
“e. - = = — —e_ - = — — 4+ 2Aw.
2e+ £p ” +cax 2e £p 5 +Cax + 2aw

Multiplying Eq.(2.2.7) by e /2 and e_ /2 we obtain the equivalent system
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ap ow
= +c5 =0,
’ or T T ox (2.3.2)

w p _ _
5 T3 = 20w,

Then, we differentiate the first equation of system (2.3.2) in ¢ and the second one
in x,

3p 92w 3w 9%p ow
c——, =—Cc—5 — 22—
dx0t dxot x2 ax

0

Eliminating the mixed derivative we obtain

3%p 3%p aw
W = sz + 2)\.6‘5
Applying again the first equation of system (2.3.2) we get (2.3.1) for p = p(x, 1).
In the similar way one can see that w satisfies (2.3.1). It suffices to differentiate
the first equation of (2.3.2) in x and the second one in ¢, and then again to eliminate
the mixed derivative.
Therefore the same equation is valid for p+ = py(x, 1). O

Equation (2.3.1) is called the telegraph or damped wave equation.

To specify the solution of this equation it is necessary to define the initial condi-
tions. For the densities p+ and f, b (see2.1.9 and 2.2.4 respectively) these conditions
are obvious. For example, for conditional densities p1+ we have

op+
Pihw =4(x), a— = :FC(S/()C), (2.3.3)
! 110
for f, b the initial conditions are
1 af ob c.,
== b == —8 5 —_— = —— = ——8 y
Tlio = Pluyo = 3009 9t {10 o 2 )

1
and, hence, for the density p = p(x, ) = §(p+(x, )+ p_(x, 1)) = f(x, t)+
b(x, t) (see 2.1.6)

—0. (2.3.4)

op
p| 0 25()(), .
" at |,

In each of these cases the first equality means that initially the particle is located
at the origin, see initial conditions (2.2.8), and the second one follows directly from
the first condition and from Eq. (2.2.7).

Letg: R — R, ¢ € C? be any test-function. Consider the expectations
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oo
ux(x, 1) =Eio(x + X(1) = / @(x + y)p+(y, )dy (2.35)
—0o0
[e ¢
= /w(y)pi(y—x, ndy,
—00
x € (—00,00), t > 0.
. _ . a2 3,0
Applying the differential operator — + 2A— — ¢ — to (2.3.5) one can see
92 ot ax2

that the differential equations for functions p+ and for functions u 4 are the same.

Theorem 2.3 Functions uy as well as the function u(x, t) = Ep(x + X(t)) =
1
§(u+(x, t) +u_(x, t)) satisfy Eq.(2.3.1) with the following initial conditions:

uy(x, +0) =u_(x, +0) = u(x, +0) = ¢(x), (2.3.6)

and (see Eq.(2.2.12))

3 9
%(x, +0) = +c¢ (x), a—;‘(x, +0) = 0. (2.3.7)

Remark 2.5 Applying the Kac’s trick to system (2.2.13) we get another version
of the telegraph equation, which has the sense of backward equation. Let p =
p+(y, t; x, ), then

R )} Y S e R S (2.3.8)

with the terminal conditions

op+(y, t; x, 8)

=48 (y—x). (2.3.9)
ds st

p:l:(ys t9 X, S)'s?t :5(}7_)(),

It is important to note that all equations and their transforms are treated in the
generalised sense, that is, as the differentiation of generalised functions. More pre-
cisely, we assume that all the functions and their derivatives are considered in the
space Z'.

Hyperbolic system (2.2.7) as well as hyperbolic Eq.(2.3.1) are well-posed and
the solution is supported into the cone S between the bicharacteristics,

S={x,1)eR2 =R x (0,00) : |x| < ct},
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if the initial conditions are concentrated at the origin. The solution of (2.3.1), (2.3.4)
is unique in the space 2'.

Solving the Cauchy problem for Eq.(2.3.1) with the initial conditions (8(x), 0)
is equivalent to solving the inhomogeneous telegraph equation

@0 o D 5%
a2 ot dx2

= 5(x) 8(1), (2.3.10)

where the generalised function on the right-hand side of this equation represents
the instant unit point-like source concentrated at the initial time # = 0 at the origin
x =0.

From (2.3.10) it follows that the transition density p(x,?) of the telegraph
process X (¢) is the fundamental solution (the Green’s function) to the telegraph
equation (2.3.1). This implies the fine analogy between the telegraph process X (¢)
and the one-dimensional Brownian motion w(¢), whose transition density is the
fundamental solution to the one-dimensional heat equation (1.2.2).

2.4 Characteristic Function

In this section we study the characteristic function (the Fourier transform of the
transition density) of the telegraph process X (¢),

o0

pE. 1) = Fiselplx, ] = / ¢ p(x, 1) dx, (2.4.1)

—00
where p = p(x, t) is the transition density (see (2.1.6) and (2.1.7)).

Theorem 2.4 Let d = d(§) = \* — c?£2, and 1 is the indicator function (see
(2.1.8)).

For any t > 0 the characteristic function of the telegraph process X (t) has the
form :

P =e M ”:cosh (t d(s)) + sinh (t\/d(é))] ]l{ms‘é} (2.4.2)

A
Vd(§)

+ |eos (@) + s sin (=) |11, |-

Proof According to (2.3.1) and (2.3.4), the characteristic function p(&, ) is the
solution of the initial-value problem: for any § € (—o0, 00) (£ is fixed)
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2~ ~ -
CESD 4 22 EED 4 2E2H(E, 1) =0,
(24.3)

PE D=0 =1 TG =0,

The characteristic equation of the ordinary differential equation in (2.4.3) is
2420z 4 22 =0

with the roots z1 = —A — /d(§), z0 = —A+ J/d(§).
Therefore, the general solution of the ordinary differential equation in (2.4.3) has

the form:
P&, 1) = Cpe!(FVI®) 4 Cre! (HHVI®), (2.4.4)

where C|, C; are some constants which do not depend on 7. The initial conditions
of (2.4.3) give us the system

Ci+C=1,
C1 (=4 = V@) + C2 (—1 + V@) = 0.

The solution of this system is

1 A 1 A
=-(1-—22), c==-(1+-——2—).
! 2( Fd(&)) 2 2(+¢_d<s))

Substituting these values into (2.4.4) we obtain for [§| < % (resp. ford = d(&) =
22— 22 > 0):

P =3 (1 — \/Ld,) ol A=V 4 1 (1 + %) of (—A+Vd)

— oAt e"/g+e_"/g+L eVd_e—ivd
=¢ 2 vd 2

—e M [cosh (t\/g) + \/%7 sinh (tﬁ)] .

(2.4.5)

Since cosh(iz) = cos(z) and sinh(iz) = i sin(z), we have for |&| > % (resp. for
d=d(E)=1*— %2 <0):

pEn=eM |:cos (t\/—_d) + \/L—_d sin (t\/—_d)} . (2.4.6)

Collecting (2.4.5) and (2.4.6) we obtain (2.4.2). Note that function (2.4.2) is contin-
uous with respect to & because
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lim p(g, 1) = lim p(&, 1) = e (1 4 A1),
g4 g2

The theorem is proved. O

2.5 Transition Density

The principal aim of this section is to obtain the transition density p(x, t) (2.1.6)
of the telegraph process X (¢). This is possible by computing the inverse Fourier
transform of p(§, t), but we prefer the direct calculation based on the Cauchy
problem for telegraph equation (2.3.1) with initial condition (2.3.6) and (2.3.7) (see
Theorem 2.3). This result is given by the following theorem. Another approach is
presented in Sect.4.1.1.

Theorem 2.5 For anyt > 0 the transition density p(x, t) of the telegraph process
X (t) has the form:

—At

px,t) = S [8(ct +x) + 8(ct — x)]
—i-e;zl [AIO (% c2t? — x2) + % Io (%\/cztz — xz)] L) <cr)s

x € (—00, 00), t >0,

2.5.1)
where Iy(x) is the modified Bessel function, § = §(x) is Dirac’s §-function.
Remark 2.6 Taking into account that /j(z) = I1(z) (see 1.5.3), we have

0 A Act A
LtV =)= 2 (Ve — ), (2.5.2)
ot c C2t2 — x2 C

and, therefore, the transition density p = p(x, t) given by (2.5.1) has the following
alternative form:

—At

px, 1) = S [8(ct +x) + 8(ct — x)]
—At .
+lezc [Io (%\/0%2 — x2) + —«/02;2’;%2 I (% 242 — x2)] 1 jx|<ct)

x € (—00, 00), t > 0.

(2.5.3)

Proof Due to Theorem 2.3 it is sufficient to prove that the expectation

e~ M
u(x, 1) =Eo(x + X(1) = —

e—kt
+ 5 [ o+ [ (BT =32) + 1o (227 =)7) Jay
2.54)

[p(x —ct) + o(x + ct)]


http://dx.doi.org/10.1007/978-3-642-40526-6_4
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satisfies telegraph equation (2.3.1) with the initial conditions

du(x, t)
u(x, o= ex), “ar =0 (2.5.5)
tl0

(see (2.3.6)—(2.3.7)) for any test-function¢p : R - R, ¢ € Cc2.

After the change of variables u = e My(x, 1) itis easy to see that function
u = u(x, t) is the solution to the problem (2.3.1) and (2.5.5) if and only if the
function v = v(x, t) solves the equation

9%y 282v 2
87()6, t)—c W(x, 1) = Av(x, t), x € (—o0,00), t>0. (2.5.6)

Initial conditions (2.5.5) take the form

av(x, t)

” = 2p(x), x € (—00,00).  (2.5.7)

110

vx, Do = @(x),

We find the solution of Cauchy problem (2.5.6)—(2.5.7) in the following terms.
For any continuous function ¥, ¥ : R — R, we set
1
Z(x, t; ¥) == fot [ (x +cs)+v(x—cs) (AVIZ — s2) ds

= E fiz Klf(x +cs)ly (AM) ds.

Lemma 2.1 The solution v(x, t) to Eq.(2.5.6) supplied with the initial conditions

av(x, t)
v(ix, Dlgpo=9¢, ———| =Y (2.5.8)
8[ IJ,O
can be expressed in the form
0Z
vix, t)=Z(x, t; 1[/)+§(x, t; @). (2.5.9)

Theorem 2.5 follows from Lemma 2.1. Indeed, substituting A¢ instead of i in
(2.5.9) and differentiating in ¢ we obtain

1
vix, ) =S lex —ct) +p(x + )]
ot o9 [1lo (W) 4 4 1o (=) s,

which corresponds to (2.5.4) (after suitable change of variables).
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Proof of the Lemma First we prove that Z = Z(x, t; ) fits to Eq.(2.5.6).
Differentiating we obtain

AZ(x, t; ) 1
— = —3 (W (x+ct) +¥(x —ct)) (2.5.10)
+1/t1//( ten L, (x 2 2)d
>/, x+es)z2lo s ) ds
1
=5 Wbty +vx—cn)
1 [t At
— 2 _¢2)y
+2/_tw(x+cs)ll (A t s) tz_szds.
. - o h ]
Then, using the limit relation hn}) — =3 we have
= <

PLLLD = 2 (/0 o) — 9/ (x = en) + 5L (e + P (& = en)

1 .
T3 S v+ et (M/t2 - s2) ds.
(2.5.11)
Finally, notice

P’Z(x, t; 1[92
czMz_/ M,O(A 7).
dx2 2/ 952
Integrating by parts, similarly to (2.5.11), we get

czw = % (1///(x +oct) —yY'(x — ct)) + ATZZ (W (x +ct) + ¥ (x —ct))
+% JLva+ CS)%IO (M/ﬂ - s2) ds.

2.5.12)
Collecting (2.5.11) and (2.5.12) we have
Pz ty) _ 202201 Y)
912 9x2
1 (2.5.13)

= 5fil‘w(x+cs) (%—%) Iy (kﬂ)ds.

For any smooth function ¢

82¢(t2 _ SZ) B 82¢(l2 _ S2)

o7 T =4 =) 46 =g =Y.

In particular, if ¢ (z) := Io(A+/z), then
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/ )\‘ i )\’ )\’2
¢'(2) = 2—\/211()»«/2), ¢ (2) = —mll()w/z) + EIZ()M/E),
and therefore
4¢'(2) + 429" (2) = ill (WZ) + AL (7).
JZ

2
Finally, due to Bessel equation (see (1.5.1) and (1.5.3)), I>(z) + —11(z) = Ip(z), we
Z

have

92 92
(57~ 52) 0o (77 =90) =200 (w7 7).
S

This equality and (2.5.13) give us Eq.(2.5.6) for Z, and, therefore, the equation for
v defined by (2.5.9). From definition of Z and equalities (2.5.10)—(2.5.11) we easily
get

Z(x, +0; ) =0 %( +0; ) =v(x) 82—Z( +0; ¥) =0
* A0 =00l 40 ) =Y, gt 40 ) =

which is equivalent to (2.5.8). Lemma 2.1 and Theorem 2.5 are proved.

Notice that conditional densities p+(x, t) defined by (2.1.9) satisfy Eq.(2.3.1)
with initial conditions (2.3.3). Hence functions g+ (x, 1) := e pi+(x, 1) fit for
Eq.(2.5.6) with initial conditions

0g+(x, t)

Py = A8 (x) F cé'(x).

t}0

q+(x, D0 = 3(x),

Applying again Lemma 2.1 we obtain the explicit formulae for p4 (x, t):
ot . 0Z
pr(x, 1) =e Z(x, t; A5¢c5)+¥(x, t; 8) (2.5.14)
= e M8(ct Fx) + Pi(x, 1),

where (see (2.1.10)) P+ (x, t) are the absolutely continuous parts of the distributions,

B A
Pi(x, t) = P(x, I)ZFcalo (ZV c2t? — x2) Lxj<er) (2.5.15)
re M A
= © [I() (— C2t2 - x2)
2c c

ct £ x A
+m I (E c*r? —xz)i| Lyjxi<erys
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x € (—00, 00), t > 0.

For definition of P(x, t) see (2.1.7).
Notice that Py (—x, t) = P_(x, t) and p+(—x, t) = p_(x, 1).
Moreover, in addition to (2.2.10) we have

1 1
Ep_(x, t) = f(—x, 1), §p+(x, t) = b(—x, t). (2.5.16)

Hence f(x, t) =b(—x, 1).
The explicit formulae for f(x, ¢) and b(x, ¢) follow from (2.5.14) and (2.5.15).

Remark 2.7 Equalities (2.5.16) have a probabilistic proof. Since the telegraph
process is the renewal one, each sample path can be considered with inverted time
direction. This means thatif XT = X7 (¢) , X~ = X~ (¢) and X = X (¢) are the tele-
graph processes defined by (2.1.3) and (2.1.4) which are driven by the same Poisson
process, then due to symmetry

t 1
XE(@t) = £c [(-DVNOds = £c(=DND [(—1)NO=NE)gs
0 0

t t
L 4e(—N® J(=DNE=9ds = Fc(—=1)NO [(—DHNVOds =: V().
0 0

Variable Y= (¢) is distributed like a telegraph process with the final direction which
is opposite to the initial direction of the original process X *.
Identities (2.5.16) follow from these observations.

2.6 Convergence to Brownian Motion

In this section we establish the limiting behaviour of the telegraph process X (¢) as
both the speed of the motion ¢ and the intensity of switchings A tend to infinity in
such a way that the following condition holds

¢ — 00, A — 00, — — 0" 2.6.1)

Condition (2.6.1) is referred to as Kac’s condition. The following theorem states
that, under Kac’s condition (2.6.1), the telegraph process X (¢) is asymptotically a
Wiener process.

Theorem 2.6 For any fixed x € (—o00, 00), t > 0, under Kac’s scaling condition
(2.6.1) random variables X (x, t) := x + X (t) converge in distribution to W (t),
where {Wy (t)};=0 is the diffusion process which starts from x € (—00, 00) with zero
drift and diffusion coefficient o2,
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X+X(0) S W), xe(—o0000), t>0. (2.6.2)

Proof Letg : R — R be abounded continuous function. It is sufficient to compute
the limit of the function

1
Ep(x + X (1)) = 5e—M [o(x +ct) + o(x — ct)] + Ecp(x, 1), (2.6.3)

asc, A — 00, cz/k — o2, Here

ct

Ecy(x, 1) = /w(x+y)P(y, t)dy (2.6.4)

—ct

and P (y, t) is the absolutely continuous part of the distribution,

Ae M A ct A
P(y, 1) = [1 (—,/ 22 2) L (_ Je2p2 — 2)]
(v, ) e Lol ove y)+ T e y

(see (2.1.7) and (2.5.3)).

The first summand in (2.6.3) (corresponding to the discrete component of the
distribution) tends to zero, e ™ [@(x + ct) + ¢(x — ct)] — 0, because function ¢
is bounded and e — 0 as A — oc.

We split the integral in (2.6.4) into two summands, E. ; (x, t) = EW(x, 1) +
E@(x, 1), where

EVx, n= / p(x +y)P(y, t)dy,
lyl<(ct)!/2
E@(, 1) = / o +y)P(y. Ndy.

(eH2<|y|<ct

The first part reflects the integration on [—(ct?) 172 (¢1)1/2], such that under scaling

condition (2.6.1)
A
=22 —y? > 0
c

12 Applying asymptotics (1.5.8) of Bessel functions (with

for any y, |y| < (ct)
v =0, 1) we obtain
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(ct)l/2
re M L /22 2 ct A [2:2 2
x + I(— céte — )+—11(— céte — )i|d
o _(th)m P(x +) [ olcV y mreme il VY y*)|dy
(Ct)l/z

ok f (/)(x+y)e—kt+k«/t2—)'2/cz dy )
¢ —(ct)1/? V2mAN/12=y2/c?

(2.6.5)
Notice that if |y| < (ct)!/?, then under scaling (2.6.1) we have

Y

—Ay2/c? 2
=M+ AJ12 =22 = - —
v t+ 12— y%/c? 202t

and

r/c Vi/e 1

—

NN N N AT

Moreover, since function ¢ is bounded, under the Kac’s condition (2.6.1) we have

o + y)| e M e

s ————L NP
MW G

272

Vo /e N

<C Vi/e eitVil—ije < Ae™W",
\2mA/t2—t/c

Here A and a depend on ¢ only, so the inequality is fulfilled uniformly in y.
Hence, by Lebesgue’s dominated convergence theorem the latter integral in (2.6.5)
converges to

1 © _ 2
/ @(x +y)e 20%dy.
2t J—oco

(o2

To finish the proof it is sufficient to demonstrate that the second component
E@(x, 1) of E. ) (x, t) vanishes under Kac’s condition. Notice that (see (1.5.5))

In(z) <e°, L) < lez, z>0.
z

N |

Applying these inequalities and then changing the variables, y = is, we have the

Vi

following estimates for £ @ (x, 1),

re M 2 t A
° o +y) Io(f 212 — yz) + c711 (f c2t? — y2) dy
2c c 212 2 \c

(eH2<|y|<ct
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At
o(x+y) (1+3)exp —At + AyJ12 = y2/c? }
()2 <|y|<ct

A A —ry?/c?
= / <p(x+y)(1+t)exp{y/cz/c}dy:'yzcs

2c
()12 <|y|<ct

=1 (05) el
JE <lsl <

E08) ] i)
\/T<|s|<ft

A
< )32 exp {——}
2c

=

B>

A
~ Ck3/2t2exp{—[} -0
20

as A,c — oo and cz/A - o2

Remark 2.8 Theorem 2.6 can be generalised up to the functional limit theorem
(invariance principle). Under the Kac’s scaling condition (2.6.1) the telegraph process
X (x, t) := x 4+ X(¢) converges in distribution in C([0, T']; (—o0, 00)) (equipped
with the sup-norm and the o-algebra generated by the open subsets) to the process
Wi (1), t > 0, the diffusion process which starts from x € (—o0, co) with zero drift
and diffusion coefficient o-2. To prove that, we need more detailed considerations
comprising the compactness properties which are not included in the framework of
this presentation. See [2].
Generalisations of the convergence (2.6.2) to the asymmetric case see in [6].

Remark 2.9 We can also check that, under the Kac’s condition (2.6.1), the charac-
teristic function (2.4.2) of the telegraph process X (¢) converges to the characteristic
function of the one-dimensional Brownian motion.

First we note that from Kac’s condition (2.6.1) it follows that (A/c) — oo and,

thus, 1 R T ;1 — 0. Therefore, for the characteristic function
{ig1=2} {1g1>2

(2.4.2) we have the asymptotic relation (for ¢ — 0o, A — 00):

P& 1) ~ e |:COSh (IM) \/— sinh (t\/)ﬁ——cz§2)1|

+
=e ™ | cosh Xt‘ll——§2> \/7sinh Atwll——§2
2
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c? c2
~ e M | cosh | At 1—p§2 + sinh | At 1_E$2

c2
=exp | —At + At 1_ﬁ$2

c2&%
=expl — .
A1 4 /1 — 28272

2

c
Due to Kac’s condition (2.6.1) we have el — 0 and, therefore,

1
lim P&, 1) = exp (—— ng2) ) (2.6.6)
c, A—>00 2
(c2/)—>0?

This is the characteristic function of the homogeneous one-dimensional Brownian
motion with zero drift and diffusion coefficient o2 (see (1.2.3)).

2.7 Laplace Transforms

In this section we compute the Laplace transforms (in ¢) of the transition density of
the telegraph process X (¢), ¢ > 0 and of its characteristic function.

Let f: [0,00) — R be an integrable function. The Laplace transform f (s) is
defined as

Lsf = fs) = /oo e S f(ndt, s>0, (2.7.1)
0

see (1.6.6).
If f € 2/([0, 00)) is a distribution (generalised function) supported on [0, c0),
then the Laplace transform is defined by means of

< f.@ >=< f,§ > for any test function ¢ € Z([0, 00)).

Theorem 2.7 The Laplace transform (with respect to time t ) of the transition density
p(x, t) of the telegraph process X (t) is given by the formula: for Vx € (—00, 00)

2L [s420 o—BLV/sG+20) X #£0
Fix. Ns)=1 " f (2.72)
p 1 120,

3¢ ST +1]), x =0.
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Proof First notice that due to Theorem 2.5 (see 2.5.1)

—At

plx, 1) = 62 [8(ct — x) +8(ct +x)] + P(x, 1),

where

P(x, t)= e;:t [)J() (%«/ c2t? — x2) + % Iy (%\/ c2t? — xz)] Tirsixi/e)s

x € (—00, 00).

(2.7.3)
To calculate the Laplace transform of P(x, -), notice that

o]

9 Jx] ~
/ e—m—srgg(x, Ndr = —g(x, |x|/c+0)e T £ A+ 93(x, A+s).
Ixl/e

N 2.7.4)
re”

The Laplace transform of the first term, go(x, t) := 3 Iy (%v@ﬂ — x2)
C

Lt>x|/c)» 18 given by the formula (see e.g. [7], formula 29.3.93, p.1027)

= () = 2 BT
8o(x, )(S)—me i (2.7.5)

Applying now formula (2.7.4) to the second term of function P (x, t) defined by
(2.7.3) and collecting the result and (2.7.5), we get from (2.7.3)

B(x, )(s) = —2L2L e~ V5GT20

VS (s421) (2 7 6)
+ (_Le—()x—&—s)‘%‘ + Me—¥«/s(s+2k)) th
2¢ s(s+21) ’

The Laplace transform of the singular part % [6(ct — x) + 8(ct + x)] is given

1 . 1
by —e 9% ifx #£0; and -, ifx = 0.

c c
Now, from (2.7.6) we obtain (2.7.2). U

Remark 2.10 Due to continuity theorem (see e.g. [8], Chap. 13, Theorem 2a) and
the convergence result (Theorem 2.6) we see that, under Kac’s condition (2.6.1), the
Laplace transform p(x, -) converges to Laplace transform of the transition density of
Brownian motion. This result can be obtained directly from formula (2.7.2). Indeed,
from Kac’s condition (2.6.1) it follows that

and, therefore, function p(x, -) defined by (2.7.2) turns into
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B ) NI s
1 — 1 VA 1 (s —l|x| *= /s T42
2c K — 2 c \/s()\+2)e (A )
1 \/? e Wl EVE 1L V3o,

a~/2s

(2.7.7)

and this is exactly the Laplace transform of the transition density of the homogeneous
Brownian motion with zero drift and diffusion coefficient o2 (see (1.2.8)).

Theorem 2.8 The Laplace transform of the characteristic function p(§, t) given
by (2.4.2) of the telegraph process X (t) has the form:

—~ s 42X
Zi-slp, D] = S+ 20s 1 282 s> 0. (2.7.8)

Proof Applying to (2.4.2) formulas (29.3.15)—(29.3.18) (p.1022, [7]) we have

Lis (e‘“ [cosh (t\/m) + —Jﬂing sinh (,\/m)} 1{IE<*}]

— S+A
- I:(s+)\)27()»27c2$2) +

A
(sH)L(kché%] ]1{|é|s%}

and
At 262 _ 32 A ; 2£2 _ 32
L [e |:cos (t\/c 3 A )—i— N e sin (t\/c E2— ) )] ﬂ{lél%}]
_ S+A A
- [(s+x)2+(c252—x2) + (s+x)2+(c2§2—x2)] ]l{|g|>%}'
Summing up these equalities we obtain (2.7.8). (]
Notes

By the volume restrictions the content is rigourously selected. In particular, branch-
ing telegraph processes, travelling waves as well as applications in biology are not
included in this chapter, see e.g. [9-12] and references therein.

Other references to this chapter are [4, 5, 13-30].
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Chapter 3
Functionals of Telegraph Process

Abstract In this chapter we study some important functionals of the telegraph
processes. We derive the explicit formulae for the densities of the telegraph processes
with reflecting and absorbing barriers, as well as first passage times and occupation
time distributions. Our presentation corrects some inaccuracies and errors in this
field.

Keywords Barriers + Occupation times - First passage time

3.1 Motions with Barriers

Let X = X(¢),t > 0 be the telegraph process, X () = cf(; D(s)ds and D(t) =
D(0)(—=DM®  as defined in (2.1.3). Here N = N (¢) is the counting Poisson process
with parameter A, & > 0. Consider also two processes X* = X *(¢) with fixed initial
direction (see (2.1.4)).

For arbitrary a € (—o0, 0co) we define the first passage times for the processes
X* = X*(t)and X = X (1),

TF =inf{r >0: X*(t) =a}), T,=inf{t>0: X(t) =a). (3.1.1)

3.1.1 Telegraph Process with Reflecting Barrier

Consider now the particle which moves in accordance with the same law, but with
reverses of the direction at point a. Let X"/ (1) be the current particle’s position and
k= rk(a), k=1,2,... be the moment of kth reversal,

f=inf{t : > X)) =a}, k>1,7"=0. (3.1.2)

Let a > 0 (the case of a < 0 can be described similarly). Hence the parti-
cle’s direction just after each reversal is —1 (in the case of a < 0 it is +1). The
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directions of X (¢) at collision points alternate, DM = (=D k= 1,2,...
Therefore, between collisions the direction of X"¢/ () is D"¢/ (1) = —D(zF)D(r) =
C(=DNEN NG ik < < oA =12, ..

Hence the process X"¢/ is defined as follows,

X7l (1) = IX(r), r<r=rtl,

a— (DN [T~V Ods, o < < ok k=12,
(3.1.3)
Moreover, at each collision with the point x = a the process renews with initial

direction —1. Indeed, at 7 € (¢¥, ¥t1]

X7l (1) = a — (=N e [T (=1)V)ds

—a—c (;—'L'k (_I)N(‘V+Tk)_N(Tk)ds —a— Cf(;—‘[k (_I)Nl(s)ds' (3-1.4)

Here N'(s) = N(s + t¥) — N(z¥) is the number of Poisson events occurred after
the moment 7¥. It has the same distribution as N (s).
Let

Pl (e, ) =PX" (1) e dx}/dx,  p(x,1) = P{X(r) € dx}/dx

be the transition densities of X"/ (¢) and X (7), respectively. Function p = p(x, 1)
is defined by (2.5.1).

Theorem 3.1 Ift > a/c, then

P,y =px, )+ pRa—x,1), x<a. (3.1.5)

Proof Notice that, by definition (3.1.3), X"ef (t) = X (1) ift < t!. Further, itis easy

to see that if 1 € [t2"~!, £2"), then X"¢/ () is distributed as 2a — X (7), and if t €

[t2", t27F1) then X"¢/ (1) is distributed as the original process X (f),n = 1,2, ...
Let ¢ = ¢(x), x < a, be any smooth test-function. Then

Eg (X”f(t)) =E[p (X)) L]

+ D {E[e (X(0) Ljpziey 201y
n=1

+ E[¢ 2a — X)) L2144 2ny ]}
=Eo(X () Lix@y<a) + E@Qa — X (1)) L(x(1)>a)
a o0

= / X)) p(x, t)dx +/(p(2a —x)p(x, t)dx

—0o0 a
a

= / o) (px,t)+ p2a — x,t))dx.

—00

The theorem is proved. O
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Remark 3.1 1ft < a/c, then X"¢/ () = X (¢), hence p"¢/ (x,t) = p(x, t). Formula
(3.1.5) is still valid because for x < a and ¢t < a/c the density p(2a — x, t) vanishes.
Notice that for —ct < x < 2a — ct we also have p(2a — x,t) = 0 and hence
again pref(x, 1) = p(x,1).
Similarly to (3.1.5) the conditional densities (with known initial direction)

Pl (e, 1) = P(X™ (1) e dx | D(0) = +1}/dx

take the following explicit representation (supported by [—ct, a]):

Pt = p_(x, 1)+ p_Qa —x,1),

3.1.6
pff(x, )=pi(x, ) +pyQRa—x,1), x=a. ( )

Remark 3.2 Itis interesting to note that densities (3.1.6) satisfy the following initial-

boundary value problem. Functions p’ / and pef satisfy the telegraph equation

2 2
a°p(x,t) +2)\8p(x,t) _ C28 p(x,t)

P¥S) o7 PP x<a, t>0,

with the following initial and boundary conditions :

ref — ref =3
P =P, =00,
9 ref opref
P = Fes'(0), | =0,
ot A it =10
! !
= =0.
ax i 0X | eye

We get the proof by applying Theorem 2.2 to representation (3.1.6).

3.1.2 Telegraph Process with Absorbing Barrier

Now we suppose that the particle is absorbed at the point x = a > 0. It means that
the respective process denoted as Xxabs (t),t > 0 coincides with X (¢) if t < Ty; if
t > T, then X??%(t) = a. Here T}, is the first passage time defined by (3.1.1).

In contrast with the case of reflecting barrier it is more convenient to express the
distribution of X@bs (1), t > 0in terms of last direction densities. Let



48 3 Functionals of Telegraph Process

F5(x, 1) = f5(x, 1;a) = P{X5 (1) € dx, D(t) = +1}/dx,
babs (x, 1) = b3 (x, 13 a) = P{XPS (1) e dx, D(t) = —1}/dx, =@
(3.1.7)
be the distribution densities for the particle which moves forwards and backwards,
respectively. Similarly to Theorem 2.1 we can derive the Kolmogorov equations for

£ (x, t) and b5 (x, 1).

Theorem 3.2 Densities f* and b®* satisfy the following system,

Li,tfahs(x’ ) = _)Lf“bs(x, 1)+ AbS (x, 1),

L5 babS (x. 1) = — 365 (x. 1) + 4 f9 (x. 1) for t >0,x <a, (3.1.8)

with the initial and boundary conditions,

1
bmg = Sz = 3000, (3.1.9)
babs|X:a_ =0, (Lj_’tfabs + )Lfabs)|x:a_ =0.

Here the differential operators Li’[ are defined by (2.2.6).

Proof Equations (3.1.8) and initial conditions of (3.1.9) follow from the system
(2.2.7)-(2.2.8).

By conditioning on the last switching near the reflecting barrier a we check the
boundary conditions (3.1.9). Similarly to (2.2.5) we have forany ¢ > Oandt > a/c

t
b (a —e,t) = / F(a — e+ ct —s), s)re 794,

t—e/c

Passing to the limit, as ¢ — +0, we obtain b5 (a—, t) = 0. Notice that 9?5 (x, 1) =
0,if r < a/c, since the speed is finite. Boundary condition for f%** follows from the
first equation of system (3.1.8). O

Remark 3.3 Notice that for t+ < a/c the motion cannot attain the barrier, so
£ (x, 1) = f(x,t) and b (x,t) = b(x, 1), x € [—ct, ct].

The (unique) solution of problem (3.1.8)—(3.1.9) is expressed in terms of transition
densities f and b (see (2.2.4)).

Theorem 3.3 Fort > a/c the transition densities of the distribution of X***(t) are

b (x, 1) = b(x,1) —b(2a — x, 1), .
£ t) = fOrnt) — fQa—x.0) — 2b/Qa—x,p) U ¥ Izl
(3.1.10)

ab(y,t
where b'(y, t) = (ay ).
y
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Proof We prove that the functions f¢*% and b** defined by (3.1.10) solve system
(3.1.8) with initial-boundary conditions (3.1.9).

First notice that functions f = f(x,f) and b = b(x, t) satisfy Eq.(2.2.7) with
initial conditions given by (2.2.8). Applying operator L™’ to the first equality of
(3.1.10) and using (2.2.7) we have

LY (x, 1) = LY b(x, 1) — L3 b(z, 1)

z=2a—x

= LY'b(x, 1) = LE'b(z, )|, _y,_, —2¢b'(2a — x, 1)

=—Ab(x,t) + Af(x,t) + AbQ2a — x,1)
—AfQa —x,t) —2cb'2a — x, 1)

= —AD™S(x, 1) + AfS (x, 1),
Next, using the similar technique we apply Lfr’t to the second equality of (3.1.10).
We have

2c 0bQRa — x,1t)
LY f99 (e, 1) = LY £, ) — L2 f(2, 0| pm20—n + LY [7 : T]

=L} fx, 1) =LY £ (2, )| zm2a—x + 2¢f'2a — x, 1)

2¢ 0bQRa — x,1t)
| Pl I R
e [,\ ax }
=—Af(x,t) + Ab(x,t) + AfQRa —x,t) — AbQ2a — x, t)
af 2a — x,t)
I, POt e
ox
n 2c 0 [0bQR2a —x,t) n 0bQa — x,t)
— c
A 0x at 0x

=—Af(x,t) + Ab(x,t) +Af(Ra —x,t) — Ab(2a — x,t)

2¢ 0 0bQa — x,1t) 0bQa — x,t)
= Zafa —
+A8x|: M@a—x )+ e e }
=—Af(x,t) + Xb(x,t) +Af(Ra —x,t) — Ab(2a — x, t)
2c 0

+ gy [AbQ2a = x. 0]

= —AfPS(x, 1) + b5 (x, 1).

Therefore functions f®* = f%5(x, t) and b®* = bs(x, 1) defined by (3.1.10)
satisfy Eq. (3.1.8).

The initial conditions in (3.1.9) follow from the initial conditions (2.2.8) for
functions f = f(x,t) and b = b(x, t). Boundary conditions in (3.1.9) are fulfilled,
since

b, D)l eq = b2a — x,Dly—g = bla, 1)

and due to the first equation of (3.1.8). m]
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Denote by p4”S the conditional transition densities of X?** when the initial direc-

tion is known:

P ) = p (x, 11a) = PX (1) € dx|D(0) = —1}/dx,
PP (1) = P (x. 15.a) = PXP (1) € dx| D(0) = +1}/dx, '

(3.1.11)
Notice that, due to symmetry and time-reversal trick (see Remark 2.7 and (2.5.16)),
from Theorem 3.3 we easily obtain fort > a/c and x < a

P ) = 21 (—x, t5a —x) =2f (—x, 1)
—2fQa—x,1) — %b'2a - x,1)
=p_(x,t) — prQa—x,1) — £p' (2a — x,1), (3.1.12)
P (x, t;a) = 20905 (—x, t;a — x) = b(—x,1) — b(2a — x, 1)
= py(x.t) — p_(2a —x.1).

Remark 3.4 Notice that first formula of (3.1.12) differs from formula (3.3) of [1].

Let us remind notations P (x, t) and P4 (x, t) introduced by (2.5.1) and (2.5.15),
ho— Yy} A
P(x,t) =%e Mt |:I() (E C2l2—x2)+—,czfzti_lel (E Cztz— 2)],

Pi(x,1) = pe M [10 (% 2t — xz) + J%Il (%\/cztz — xz)] :

The survival probabilities of X*?*(¢) can be expressed as follows.

Theorem 3.4 Ift > a/c, then

]P;{XabS(t) <a|lDO) = -1} = j P(x,t)dx + %P_(a, 1),

é (3.1.13)
P{Xabs(t) <a|lD0) =+1} = f P(x,t)dx.
—a
Proof Applying the first formula of (3.1.12) we have
a a
P{X(t) < a|D(0) = —1} = / p“_bs(x, f:a)dx = e M + / P (x, t: a)dx,
S —ct

where e ' is the probability that no one Poisson event occurs till time ¢ and

PS(x, t;a) = P_(x,t) — PL2a — x,1) — %PLQa — x,t) is the absolutely
aP_(y,1)

continuous part of the distribution, P’ (y, t) = 3
y

Hence
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P{XDS (1) < a|D(0) = —1}

a a
2
—e M4 / P_(x, t)dx — / [P+(2a —x, 1)+ TCP/_(Za - X, t)] dx
—ct 2a—ct
a ct ct
— At " 2(" /
=e + P_(x,t)dx — | P4(x,t)dx — - P_ (x,t)dx
—ct a a
a —a
at 2c
=e M4+ [ P_(x,t)dx — [ P_(x,t)dx — = [P—(ct,t) = P—(a,1)]
—ct —ct

a

2¢
/ P(x,t)dx + TP,(a, 1),

—a

since Py (—x,1) = P_(x,1) (see (2.5.15)), [?, P_(x,1)dx= [? Py (x,0)dx= [ P(x,1)

A
dx and P_(ct,1) = —e ™M,
2¢

The proof of the second equality of (3.1.13) is similar. O

Remark 3.5 Since

Mx”%n<a}=%[mxwwn<auxm=—4y+mxwwn<am«»=+n]

:/PWQM+§RMﬁ,

—a
we have the obvious inequalities

P(X" (1) < a|D(0) = +1} < P{XP (1) < a} < P{X""*(t) < a|D(0) = —1}.

3.2 Occupation Time Distributions

This section is devoted to the detailed description of the proportion of time spent by
the telegraph process X = X (¢) on the positive semi-axis. This result generalises
the famous and beautiful arcsine law by Paul Lévy which dates back about 70 years
(see [2, Théoreme 3, pp. 301-302]).

Let w = w(f) be a standard Brownian motion on R starting from the origin
(w(0) = 0), and consider the occupation time functional (see (1.2.12))

T
hﬁ:l/inmmn T >0, (3.2.1)
T Jo
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where H(x) is the Heaviside unit step function (i.e., H(x) = 0 for x < 0 and
H(x) = 1 for x > 0). The distribution of the random variable hr is given by the
arcsine law, (1.2.13).

In this section we obtain the similar property of the telegraph process.

3.2.1 Feynmann-Kac Connection

The arcsine law for Brownian motion is usually derived using the Feynmann-Kac
formula. Let us present the Feynmann-Kac formula for telegraph processes, which
is of interest by itself.

Letg = qg(x), g = g(x), x € (—oo, o0) be bounded functions, such that
g € C!'(R) and g is piecewise continuous, i. e., g € C(R\ Dy), where Dy is a finite
set of discontinuities, and moreover, ¢ has finite left and right limits at the points of
D, . Consider the Cauchy problem

Srtcege =nvp—vo)4gvo, >0, x € (—00,00), (3.2.2)
vt lryo = 8(x),  x € (—00,00).

Let X (x, t) = x + X (¢) be the telegraph process which starts from point x €
(—00, 00).

Theorem 3.5 The functions

t

ve(x, t) =E; 1 g(X(x, t))exp /q((X(x, s))ds , (3.2.3)
0
t

v_(x, t) =E_ 1 g(X(x, t))exp /q((X(x, s))ds (3.24)
0

defined by the conditional distributions (given the initial direction D(0) = 1) for
all (x,t) € R x (0, 00) such that x £ ct ¢ Dy satisfy Cauchy problem (3.2.2).

Proof Theinitial conditions of the Cauchy problem (3.2.2) follow immediately from
(3.2.3)—(3.2.4). To prove that equations in (3.2.2) are valid for v4 we first obtain the
system of integral equations.

Denote by f4(y,t) and f_(y,t) the conditional probability densities for the
particle that currently moves forward (D (¢) = +1), given the initial direction D (0) =
+1 and D(0) = —1, respectively,
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fo(y, 1) =P{X(t) edy, D(t) = +1| D) =0o}/dy, o ==l

Conditional densities for the current backward direction are denoted by b (y, ¢) and
b_(y, t), namely

be(y,t) =P{X(t) edy, D(t) = —1 | D(0) =5} /dy, o = +l.

Notice that functions £ = (f(x, 1), f—(x, )T and b = (b4 (x,1),b_(x,1))T sat-
isfy Eq.(2.2.7) and the initial conditions

fl,_o = (8(x),0)Tand b|,_g = (0, 8(x))”. (3.2.5)

The integral equations for functions v4 are expressed in terms of conditional
densities f1 and b..

Lemma 3.1 Functions v+ = vi(x,t), which are defined by (3.2.3)—(3.2.4), satisfy
the following system :

vi(e, ) =0+ fyds [Zo,qG+ ) [veGe+ 3. —5) fo (v, s)

+v_(x 4y, 1 —5)bi(y,s)]dy, (3.2.6)

vo(e, ) =0 (0 + fods [To0 g+ ) [ve(x + 3.0 = $) f- (v, s)

Fom e+ vt — )b (3, 9)] dv. G20

Here V). (x, 1) = E+{g(x + X (1))}.

Proof (of the Lemma) First notice that for any locally integrable function @ the
following statement is valid: if

t t t
01(t) :=exp (/ @(s)ds) and ¢ () =1 +/ P (s) exp (/ @(r)dr) ds,
0 0 K

then @1 = ¢». This is clear because both functions, ¢ and ¢, satisfy the equation

d
d—f = D (Ng(t)

with the initial condition ¢(0) = 1.
Since ¢ = ¢y, then

t t t
exp (/ cb(s)ds) =1 +/ D (s) exp (/ cb(r)dr) ds,
0 0 s

with ®(s) = g(x + X (s)). Then multiplying by g(x + X (¢)) and taking the expec-
tations, we obtain
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t
v (x, 1) =V (x, 1) + By [g(x + X(t))/o g(x + X(s)) (3.2.8)

t
exp (/ q(x + X(r))dr) ds] ,

The process (X (t), D(z)) is renewable at any fixed time. We compute the expec-
tations in (3.2.8) conditioning on the state at time 5, 0 < s < t. We get

t
Etqg(x + X(s)gx + X(¢)) exp (/ q(x + X(r))dr)

o0
=/ qx + y)[fi(y, HEL {gx +y+ X —5))
o0

t—s
exp (/0 gx+y+ X(r))dr)}

t—s
+bi(y,s)E— {g(x +y+ X(t—s))exp (/O qix+y+ X(r))dr)} ]dy

=/ qx + ) [fO. v+ y, 1 —5) +ba(y, s)v—(x + y, 1 — )| dy.

Substituting this result into (3.2.8) we obtain (3.2.6)—(3.2.7). Lemma 3.1 is
proved. O

Now we derive Eq.(3.2.2) from (3.2.6)—(3.2.7). We will check the first equation
of (3.2.2). The proof of the second one is similar.

Differentiating the integral equation (3.2.6), and then integrating by parts in view
of initial conditions (3.2.5), we have

8V+ avg e
- = +/ g+ ) [v4(x 4+ ,0) f1- (v, 1) +v—(x +y, 0)b+ (v, 1)] dy

ar o N
! o0 p(x +y,t—s)
—/ dS/ q(x+y)[ * ay J+ (s s)
0 —00 N

wv_(x+y,t—s)
+ - b+<y,s>] dy
N
av?F
= +q)vy(x, 1)

! o0 afy
+ [ ds gx+y) | vex +y, 1 —s5)——(, )
0 —00 ds
ob
+v_(x+y,t — S)a—:(y, S)] dy,

and
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v o ! © 9
C—+=C—++C/ ds/ 5[q(x+y)v+(x+y,t—s)]f+(y,s)

+3y [q(x + y)v_(x +y, 1 —5)]by(y,s)
/-

vy ! o f+
=c——c/ ds/ G+ ) | v G4y, 1 =)@y, 5)
0x 0 —00 dy
b,
+v_(x +y,l‘—S)W(y,S) dy.

The first equation of (3.2.2) follows from the latter two equations and (3.2.6). This
can be demonstrated by using the Kolmogorov equations (2.2.7) for functions f, b
and dual equations (2.2.12) for v(j)t. Theorem 3.5 is completely proved. O

3.2.2 Statement of the Main Result

For T > 0 consider the following occupation time random variables

I I
nr = _/ H(X@)dt, 07 = —/ H(X*(r))dt, (3.2.9)
T Jo T Jo

where H(x) = 1(0,00)(x) is the Heaviside step function and X (¢), X *(t) are the
telegraph processes introduced above (see (2.1.3) and (2.1.4)). Note that the total
time spent by the processes X jE(z‘), 0 <t < T, atthe origin (and at any fixed level x)
almost surely (a.s.) is equal to zero, since by Fubini’s theorem we have

T T
E/ IL{X}(Xi(t))dt:/ P{X*(r) = x}dt = 0. (3.2.10)
0 0

Hence, the complementary quantity 1 — rth a.s. represents the proportion of time
spent by the processes X + (t),0 <t < T on the negative half of the axis,

1

T
L= /O 1m0 (XEOM (as),

and by symmetry it follows that
d — —d
n;f: 1 —Nr, nr =1—17;~r. (3.2.11)

Let us consider the function ¢r (), t > 0 defined by
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1 11— e—ZATu

7(t) == du,

vr () 47 AT /0 w32\t —u

After the substitution # = ty, we have in the limitas ¢ | 0O,

1
(>0, or©):= 5. (3.2.12)

| 1| _ 2Tty 1 /! 1 1
oo d = ————dy=- (3.2.13
or (1) 4n”~t/0 V2T =y Y= 2n/0 y(1—1y) Y72 ( :

(cf (1.2.14)), and thus ¢7 () is continuous at zero (and hence everywhere on [0, 00)).
Note the following useful scaling relation, which easily follows from the represen-
tation of ¢ given by (3.2.13):

@ar () =@r(at), t>0, a>0. (3.2.14)
Let us also set

vr(y) =2ATer(Mer(l—y), 0O0=<y=<1 (3.2.15)

We are now ready to state our main result.

Theorem 3.6 The random variables n% defined in (3.2.9) have the distributions

P{nE € dy} = 207 (1)8,+(dy) + yr(Ndy, 0<y<1, (3.2.16)

where 8.+ is the Dirac measure (of unit mass) at point x* , withx~ =0, x* = 1.
Furthermore, the distribution of nr (see (3.2.9)) is given by the formula

P{nr € dy} = or(1)do(dy) + o7 (D31 (dy) + ¥r(y»)dy, 0=y <1. (3.2.17)

In other words, the distributions of ., n; has a discrete part with atom of mass
2¢r (1) atpoint O or 1, respectively, and an absolutely continuous part with the density
Yr defined by (3.2.15). Similarly, the distribution of n7 has atoms at points 0 and 1,
both of mass ¢7 (1), and an absolutely continuous part with the density 7 as above.
Atoms correspond to the case of unreversed particle.

Remark 3.6 The £-duality in (3.2.16) becomes clear from relation (3.2.11) and the
symmetry property ¥rr(y) = ¢¥r(1 — y) (see (3.2.15)).

Remark 3.7 Integrating in (3.2.16) over [0, 1], we arrive at the curious identity

1
2¢07(1) +2/\T/0 or (Mer(1 —y)dy = 1.

Remark 3.8 Using an integral formula (see [3, 9.6.16, p. 376]) or (1.5.7) for the
modified Bessel function Ip, it is easy to check that the function ¢7 defined by
(3.2.12) admits another representation,
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ATt

or(t) = eV Ih(ydy, ¢ > 0. (3.2.18)

20Tt

Indeed, applying formula (1.5.7) we have

1 ATt 1 ATt IR

— [ e Iy(y)dy = eVdy [ ——d

2071 Jo ody =2 th/ y/,l e 5

ATt
e—(l—é)ydy

T 2mATt / /1 — 52
1 — e—(1=5ATt
T 2AATt /_1 (1—8)32(1 + 5)1/2d$

1 1 _ e—2urTt
= An ATt A M3/2(1 _ u)l/zdu = @T(t),

proving (3.2.18).
Then formula (3.2.18) can be transformed (see [3][11.3.12, p. 483]) into

or(t) = ”’(lou'n) + I (AT1)).

Thus, the distribution of n% (0) and 7 (0) can be expressed in terms of the modified
Bessel functions Iy and Iy, like the distribution of the telegraph process (cf. (2.5.1),
Theorem 2.5).

In view of the scaling properties of the telegraph process (Theorem 2.6), it is not
surprising that the random variables nr, n; converge in distribution to the arcsine
law as T — oo.

Theorem 3.7 For0 <0 <1,

2
lim P{nr <6} = lim P{n7y <6} = = arcsin V6. (3.2.19)
T—o0 T—o b

3.2.3 Proof of Theorems 3.6 and 3.7

For arbitrary 8 € R, set

_ Tt

VEE, 1) =E [exp {7‘? H(cTE + Xi(u))duH , E€eR, t>0.
(3.2.20)

Since H (-) is a bounded function, the expectation in (3.2.20) is finite for all § € R.

Note that the value
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+
vEQO,1) =E [e*ﬂnr] (3.221)

represents the Laplace transform of the random variable defined in (3.2.9), and,
hence, it can be used in order to characterise the distribution of n%.

Let us record some simple properties of the function v%.

Lemma 3.2 For each B € R and any T > 0, the functions v? (&, t) are continuous
infé € (—oo,00)andint,t > 0.
Moreover
lim viE, =1, lim vi(E, 1) =e P (3.2.22)
E——00 E—+o00

Proof Continuity in ¢ € [0, c0) is obvious. As mentioned above (see (3.2.10)), for
any & € R we have c¢T§) + X ff # 0 for all u € [0, Tt] except a (random) finite
set. Since the function H is continuous outside zero, this implies that, for such u,
H(cT&+ X,f) 25 H(cT& + th) as & — &p and hence, by Lebesgue’s dominated
convergence theorem, fOTl H(cTE + Xui)du 25 OT’ H(cT& + Xui)du as & —
&p. The continuity of v%(~, t) at point & now follows by Lebesgue’s dominated
convergence theorem applied to the expectation (3.2.20), since

_ﬁ Tt "
exp[T A H(TE+ X (u))du]

is bounded (for any fixed 7).

To prove (3.2.22), note that, for T > O andeach u € [0, T't], we have cTE—i—Xff >
0G e vi@E 1) =eP)foré > Il = and cTE + XF <0 e.viE, ) =1)
for § < —t. Lemma 3.2 is proved. O

From definition (3.2.20) it follows that if § > 0 then, foreach & € R, the functions
v:Tt (&, -) are bounded on [0, c0), so the Laplace transform

wr (£, s) = /OOO e VEE, D, s>0 (3.2.23)

is well defined.

Lemma 3.3 Ser 5 := s + B. For any fixed s > 0 the functions waE = w%(é, s)
defined by (3.2.23) are continuous in & € R and satisfy the following system

% =AT(wj —wy) + (s + BHE)ws — 1,

dw

£#£0, (3.2.24)
&= AT (Wi —wp) — (s + BHE)w) + 1,

and the boundary conditions
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gEIPoo wEE ) =571, EETOO wEE, s) =51 (3.2.25)

Proof Functions w? (&, 5) are continuous in &, since v? (&€, t) are bounded and con-
tinuous (see Lemma 3.2 ). Further, applying Theorem 3.5 (with g(x) = 1 and
q(x) = —BT~'H(x)), we see that the functions vy = vy (€, ) defined by (3.2.20)
satisfy the Cauchy problem

+
vy

vk -
— 5k + & =0T (vf —vy) + BH(cTEWS,

avr +an =T (v}“—v;)—,BH(ch)v;, t>0, TExt#0,
VT(E,O) =1, &eR
(3.2.26)
Integrating by parts and using the initial condition (3.2.26), we have

00 + 00
/ e—st%f’t)dt = —VE(£,0) +s/ e IVEE, Ddr = —1 4+ swr (£, 5).
0 0 (3.2.27)
Applying the Laplace transformation (with respect to ¢) to Eq.(3.2.26) and tak-
ing into account (3.2.27), we immediately obtain the differential equation (3.2.24).
Finally, the boundary conditions (3.2.25) readily follow from (3.2.29) by Lebesgue’s
dominated convergence theorem applied to (3.2.23). Lemma 3.3 is proved. O

Lemma 3.4 Suppose that for each s > 0, functions w¥7 (-, s) are continuous and
satisfy Eq. (3.2.24) and boundary conditions (3.2.25). Then

n 20T
wi0,9) = 75 + G (3.2.28)

- 20T
Wr O, 5) = K+Y + (K+s5)(K+5)°

where k = k(8) := /5(s +2AT) and k := k(5) = /5(5 + 2AT).

Proof Solving separately system (3.2.24) for £ < 0 and for & > 0 with boundary
conditions (3.2.25) at infinity, we find

K*(s)es +1/s, & <0,

KE(s)e ¢ 4+ 1/5, £>0, (3.2.29)

WE(E,s) = i

where the coefficients KT = K*(s) and K*¥=K () satisfy the equations

kKT =AT(KT —K7)+sKT,
kK= =AT(Kt—K~)—sK~,
KKt = AT(Kt —K~)+sKT,
KK~ =AT(Kt —K~)—sK"™.

(3.2.30)
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Taking into account the continuity of W?(', s) at zero, we also obtain

[ K*(s)+1/s = K*(s) +1/3, (3231)

K= (s)+1/s = K~ (s) + 1/5.
The systems (3.2.30) and (3.2.31) are easily solved to yield

K*(s) = —B ks
s SK 45k

=1
=¥

:F

0, K%)=
< (s) T

> 0,

i
R

=1
wn

N K

with « and k¥ defined in the Lemma.
Hence, from Eq. (3.2.29) we obtain

1 —Bk=+ 1
wr(0,5) = KE(s) + o= % N (3.2.32)

K+KFP KkEs+KFS

SK + Sk SK + Sk
Note that
K2 — 52 = 2ATs, /25 = 2ATS,
hence
I 20T _ 20T
wr(0,8) = —————, wr(0,8) = ————,
(k —5)(k +5) (k +5)(k —5)

which is equivalent to (3.2.28). Lemma 3.4 is proved. m]

To finish the proof of Theorem 3.6, it is sufficient to calculate the inverse Laplace
transformation on the right-hand side of Eq. (3.2.28).

Lemma 3.5 Let o7 (t),t > 0 be defined by (3.2.12). Then, for s > O, we have

o 1
/O C_St(pT([)dl = m (3.2.33)

and

o0 t 1
—st —By —ydy)dt = ——— 3.2.34
/0 e (/O e or(Yer(t —y) y) t PRSI ( )

where k = k(s) and kK = k(5) are as defined in Lemma 3.4.
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Proof Note that

/OO . e 1 /oo 1— e—2ATu /
c =
0 er 47 )T Jo u3/2 «/t —u

1 o0 efsu(l _ ef2kTu) o0 d‘E
= / / e du
47 AT Jo u3/2 0 ﬁ

_ 1 —2)Tu —=3/2
= 4)»T\/_/ 1 —e )u du
4)LT\/_ 2*/_(‘ $+2AT - */E)

1
«/s(s+2)LT)+s Ck+s’

and (3.2.33) is proved. Furthermore, formula (3.2.33) readily implies (3.2.34) by the
convolution property of the Laplace transformation. Indeed, recalling that s + 8 = 5,
the left-hand side of (3.2.34) is given by the product

00 oo 1
—st d —st d —
/0 ¢ ‘”T(”t/o ¢ T = S ® + )

and (3.2.34) follows. m]

Thus, by Lemmas 3.4 and 3.5 and the relation (3.2.21) we get

E[e ] = V}(O 1) =2¢r(1) + 24T fol _ﬂyﬁﬂT(Y)(DT(l — y)dy,
E[e #1] = v (0, 1) = 201 (De~# + 24T [} e P or (Mer (1 — y)dy.
(3.2.35)
By 1nspect10n of the right-hand sides of (3.2.35), it is evident that the distribution
of nT consists of an atom at point 0 (for n;) or 1 (for 77T) and of an absolutely
continuous part corresponding to the integral term in (3.2.35). More precisely, for
each 6 € [0, 1],

0
P(n; <6} = 2¢7(1) + 24T /0 or(er (1 — y)dy,

1
P{n; >0} =2¢7(1) + ZAT/G e (V)er (1 — y)dy.

Theorem 3.6 is proved. O
Theorem 3.7 follows from Theorem 3.6 and from the following asymptotics of
function ¢7. After change of variables we have
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72)»Tu 1 M 1l—e 2t
JTor(t) = / / Rl
o f = T | PRt
0
T% ATt

1/‘ 1 —e™ 2" 1 / 1 —e 7
— =+ — | ———dt
4z | 32/ —7]T 4w ) 32 /ht =TT

0 T

Leta € (2/3, 1). Thus, the first summand converges to

1 —e 2t
A A/ Mt 73/2
as T — oo. The second summand is
ATt -2t —2Tu

dr = dr

1 1—e
4r Tfa 32 /i—7]T 4ﬂf f us/z i —n

— 0.

1 du
<
— 4 T3e/2-1 fl /ni—u
T~

Therefore, as T — o0,

1—e 2t 1
VTor(t) — / .

Thus, using Theorem 3.6, we have forO <a < b < 1

P{a<nT<b}—>/

Ty (1 =)
Therefore, the distributions of nf converge, as T — 00, to the classical arcsine law
for standard Brownian motion. Theorem 3.7 is proved. O

3.3 First Passage Time

In this section (as in Sect.4.2) we consider the generalised telegraph process with
alternating velocities ¢ > 0 > ¢y, which is controlled by the Poisson process with
alternating switching intensities Ao and Aj.

The main objective is to compute the distribution of the first passage time
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T(x)=inf{t >0 : X() = x}, x>0,

assuming that cp > 0 > ¢y.
It is easy to see that the conditional distributions (if the initial state is fixed) have
the form

Po{T (x) e dt} = e_AO[SX/CO(dt) + Qo(x, t)dr, P{T(x) e dt} = Q1(x, t)dt,
3.3.1)
where 8, /¢, is the Dirac measure (of unit mass) at point x /co corresponding to the
motion which does not change its positive velocity co and Q;(x,?),i = 0, 1 are the
absolutely continuous parts of the distributions. If # < x/cg, then the particle does
not attain the level x and Q;(x,7) =0,i =0, 1.

Theorem 3.8 Conditional distribution densities Qo(x,t) and Q(x,t) have the
form :

AoA —ApéE—M(t—
Qo(x,t) = 0 1x2i)$iok:)§(t—]§§t S)}Il (2V Aor & — S)) ]l{t>x/co},
01(x, 1) = HERIELEIN g (/7718 T — D) (33.2)

«/%\1‘/ %Il (2VhoMEM —§)) ]11{:>x/c0},

X —cCit cot — x
7t_E:
2c

Proof Consider the Laplace transform of these distributions,

where & = E(x,t) =

,2c =co —cy.

di(x,s) =FeT®  §>0,i=0,1.

In view of (3.3.1), the Laplace transforms ¢; take the form

o0 o0
do(x, s) = e~ oFox/eo / e Qo(x,n)dt, ¢1(x,s) = / e Q) (x, )dr.
0

0

Lett > x/co. Conditioning on the first switching, we have

x/co
Qo(x, 1) = / roe M7 Q0 (x — cot, t — T)dT, (3.3.3)
0
Q1(x, 1) = [ he™MTe ™ 00=D58 (r — 7 — (x — c17) /) dT
gl —x
+ Jo ¥ e MTQo(x — Tt — 1)dT (3.3.4)

cof—x

- %‘?e_)‘os_)‘l(’_f) + fOT re T Qo(x —cyt, t — T)dr.
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Hence,
00 x/co
Po(x,s) = e GRoto)x/co 4 / e dr / roe T Q1 (x — cot, t — 7)dT
0 0

x/co o0
— e~ (Ro+s)x/co + )LO/ e_)‘ord‘r/ e_‘”Ql(X —coT,t — T)dt
0 T

] , x/co ' oo ]
= e~ (Goto)x/co 4 Ao/ e*()‘(’“)fdt/ e 101 (x — cot, )dr.
0 0
Then
x/co
do(x, s) = e~ GRotx/eco 4 Ao/ e~ PotIT ey (x — cot, 5)dT. (3.3.5)
0

In the same manner we derive the integral equation for ¢. In view of (3.3.4),
similarly to (3.3.5), we have

et Meo [ . —hoE—A1(t
P1(x,s) =/ e 01(x, )dr = / e~ STa=h0E =M1 (=8) 44
0 2c x/co

oo
+ / eI [ (x — 17, 5) — e~ Gor DI | g,
0

Thus,
+o00
P1(x,s) = A / e~ MFITp(x — 17, s)dr. (3.3.6)
0

By differentiating Eq. (3.3.5)—(3.3.6) we obtain the system of ordinary differential
equations [
coge (e, 5) = —(ho +9)do(x. ) + Ao (x. 5),

861 (3.3.7)
c17; (. 8) = Ago(x, s) — (A1 + )91 (x, 5),
The initial condition for ¢ follows from Eq. (3.3.5):
do(+0,5) =1, 5>0, (3.3.8)
and, by definition of 7 (x), we have at infinity
@o(+00,5) = ¢p1(+00,5) =0, 5 >0. (3.3.9)

In the vector form system (3.3.7) reads

2—¢(x, s) = P(x,s), x > 0. (3.3.10)
X
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Here ¢ = (¢, ¢1)! and matrix o7 is defined by

of = (—(ko+S)/Co ho/co )
Arl/cy —(A1+8)/cr )

Equation (3.3.10) with boundary conditions (3.3.8)—(3.3.9) can be solved to yield

bo(x,s) =™, i(x,s) = (1 43 J;“CO) K23 3.3.11)
0

where o = a(s) is the negative eigenvalue of matrix 7, i. e. the negative root of the
equation
det(o — al) = cocre® +2(@ + as)a + s2r +5) = 0.

Thus,
—a —as +d(s)
e et A

coC1

a=ua(s) = 0,

where d(s) = \/ (@ + as)? — coc15(21 + 5). Here we exploit the notations of
Sect.4.2 and a = (Aico + Aocy)/2.

The Laplace transforms ¢ and ¢ can be inverted with help of [3] to yield the
densities Q¢ and Q in terms of modified Bessel functions.

Consider function Q¢ defined by (3.3.2),

_ Morpxexp{—=AroE—A (=)}
Qo(x, 1) = WGPt =2 1y (2VA0ME (= 8)) Tz /e)

_ Xv/Aohi exp{—(ct+Bx)/c}
=- \O/(Lot—x)(xc—clt); =1 (\/)‘O)\l(cot —x)(x — Clt)/c) H{IZX{§O;’12)

where ¢ = (A1co — roc1)/2. The Laplace transform of Qg can be computed by using
the table, see 29.3.96 and 29.2.14 of [3]:

00
/ e Qo(x,)dt =e** — e—()»o+s)x/c0.
x/co

Here the following identities are applied:

(cot — x)(x — c1t)
4c2

2 2
(M) ‘(L) = (t —x/co)(t —x/c1)/c”.

c cocl

A& + Mt —&) = (Ct+ Bx)fc, EX—§&) =

and


http://dx.doi.org/10.1007/978-3-642-40526-6_4

66 3 Functionals of Telegraph Process

To obtain the inverse Laplace transform of Q1 we rewrite Eq.(3.3.12) as

Mori(x — 1)l (2V/AoMER — T — £)) e roEA(=T=E)
2e/hoME(E —T —§)

Qolx —cit,t — 1) =

Therefore, formula (3.3.4) becomes

A _
01(v.1) = S 2N 4 Gy, (3.3.13)
where
(cot—x)/(2c)
Grey < AT T T - el QVRET =)
1 i 2¢ ) A'O)\'IS(Z_T—S) .

Changing the variables in this integral, z = 2./ oA 1£(t — T — &) (or, equivalently,
t=1()=t—§&— zz/(4A0A1§)), and setting zg = 24/A0r1&(¢ — &) we obtain

Ae—roE—A1(=E)

20
01(x.1) = / (x —cr1t(@) 1 (2)dz
X —cit
0
20
)\le)»oé)»l(lf)/ o CC1Z2
= —((x —cit) + ———— ) 1(2)d
x —cyt ZC(X cit) 2h0r1(x —c1t) 1(2)dz
0
20 20

Acoer0E—21(t=8) ccpeME—M(=E) 5

= L(p)dz+ — | z°11(z)dz.

y /1() + Zko(x_m)z/ 1)
0

The latter two integrals can be expressed as

20 20
/ I (z)dz = Ip(z9) — 1, / 221 (z)dz = z%lz(zo)
0 0

(see, e.g. [3],9.6.27 and 11.3.25).
Thus,

~ A cot — X
O1(x,1) = — |:COIO(Z0) —co+c1 0 tlz(zo):| g hoE M=) (3.3.14)

1
2c X —cl

By the first Eq. 9.6.26 of Ref. [3] we have the identity I>(z) = Io(z) — 211(z)/z.
Hence,
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~ )\,1 Cl col — x —A0E =M1 (F—
x,1) = x1o(zo) — co& — 11(z0) | e 208 —H1(t=8)
Q1(x,1) x_Clt[ 0(z0) — co& M‘/x—clt 1(z0)

(3.3.15)
The second equation of (3.3.2) follows from (3.3.13) and (3.3.15). m]
Remark 3.9 In the case of symmetric motion, co = —c; = ¢,Ag = A1 = A,
formulae (3.3.12) and (3.3.15) take the form
Axe M by
- 2022 — 32
Qox, 1) = mll (C ctr—x )11{t>x/c}, (3.3.16)
01(x, 1) I O v W At (3.3.17)
X, 1) = x -Vttt —x - 3.
! X +ct 0 c AV x4+ ct !

A
X (Z c2t? —xz):| ]1{t>x/c}~

In the case of arbitrary cg, c1, cop > 0 > ¢y, the conditional density of 7 (x) given
€(0) = 0 is known (see [4] and [5] for symmetric motion , and [6] in general case).
In [6] the equation similar to (3.3.4) is also derived (see Eq. (5.6) therein). To the
best of our knowledge, if the initial velocity is negative (and x > 0), then the explicit
form of first passage time distributions Q7 is still unknown even in the symmetric
case (see [6], Remark 5.1 ; cf. (3.3.17) and Theorem 4.1 of [1]).

Notes

Telegraph processes with reflecting and absorbing barriers were studied by numer-
ous physicists and mathematicians, see e.g. [4],[1, 5, 7-13]. Nevertheless, some
erroneous results are still presented in this field. In this chapter we correct some
inaccuracies, including the distributions of first-passage times.

Section 3.2 contains the recent results on occupation time distribution of telegraph
processes, see detailed presentation in [ 14]. The distributions of the first passage times
are analysed in [15].
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Chapter 4
Asymmetric Jump-Telegraph Processes

Abstract In this chapter we examine the more general jump-telegraph process with
alternating velocities and alternating transition intensities in the presence of determin-
istic jumps at random time instants. The existence of the unique martingale measure
is very important for financial modelling. Exploiting the analogue of Doob-Meyer
decomposition (see e.g. [1]) we characterise the martingales based on the telegraph
processes with jumps. A version of Girsanov’s Theorem for jump-telegraph processes
is obtained as well. The explicit formulae for the moments of the asymmetric tele-
graph process are also derived.

Keywords Jump-telegraph process - Expectations + Variances + Moments -
Martingales - Girsanov’s Theorem

4.1 Generalised Jump-Telegraph Processes

For the purposes of financial modelling we need some generalisation of the telegraph
process defined in Chap. 2. We consider the telegraph process with alternating veloc-
ity values and alternating transition intensities. Moreover, we need a jump component
to be added to the telegraph process.

The existence and the uniqueness of a martingale measure are very important for
financial modelling (see Theorem 5.1 and 5.2). Exploiting the analogue of Doob-
Meyer decomposition (see e.g. [1]) in this section we characterise the martingales
based on the telegraph processes with jumps. The version of Girsanov’s Theorem
for jump-telegraph processes will be obtained as well.
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4.1.1 Transition Densities

On the filtered probability space (£2, §, {S:}:>0, P) consider the Markov process
e =¢(t) € {0, 1}, ¢t > 0, with alternating transition intensities Ao > 0 and A; > 0
(cf. (2.1.1) of Chap.2)

Ple(t + At) # e(t) | e())} = Aoy AL + (A1), At — +0. “.1.1)

Process ¢ = ¢(¢) is assumed to be adapted to the filtration {§;};>0. All the paths
of ¢ are right-continuous. We will consider also the left-continuous version of ¢,

() fort =0,
e(t=) := Y lime(s) fort > 0.
st

Notice that the switching times 71 < 72 < ... of the Markov process ¢ = &(t)
have exponentially distributed and independent increments: P{t,41—1, > t | §,} =
exp (—Ag(,,l)t), 79 =0, and 7,41 — 7, 1 > 0, are independent.

Let ¢; < cp. We denote V(1) = ¢y and X (1) = fé V(s)ds. The process X is
called the (inhomogeneous) telegraph process with alternating states (cg, Ag) and
(c1, A1)

Remark 4.1 We have already changed the notations of previous chapters. The rea-
sons are the following. We will consider the alternating pairs, (co, Ag) and (c1, A1),
as the different market states. We say that (cg, Ag) is the basic state, or 0O-state.
Staying on the optimistic “bearish” viewpoint, we use notation 0 for the basic state
instead of 4 for the “growing” market (with velocity cp), and 1 instead of — for the
“falling” market (with velocity c1, ¢; < co). When the market receives respective
information (or the market signals) its current state changes from (cg, Ao) to (c1, A1)
or vice versa.

Remark 4.2 In the homogeneous case of Ag = A; and —c; = ¢p = ¢ properties
of the telegraph process are well known (see Chap.?2). For the financial modelling
we need the inhomogeneous process with alternating switching intensities defined
above. The exact marginal distributions of inhomogeneous X (¢) are calculated in [2],
[3]. Calibration for needs of financial market modelling has been suggested recently
in [4], [5].

In this chapter we need also a pure jump (compound Poisson) process J (¢), t > 0.
Let hg, hi be arbitrary fixed numbers that can be treated as the values of jumps,
hg, h1 € (—oo, 00). The process J = J(t) is specified as the (right-continuous)
process J = J(t) = Z;V:(t]) he,, t > 0, with jumps occurring at the switching times
T, n =1, 2, ... Here ¢, = &(t,—) is the value of the Markov process ¢ just
before switching time t,, and N = N(¢), ¢t > 0 is the counting Poisson process,
N(t) =max{n : 7, <t}.
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We define a jump-telegraph process as the sum X (¢) + J(¢), ¢t > 0. Fix the
initial state €(0) = i € {0, 1}, so the process starts with the velocity ¢; and the first
jump will be of value A; at the first switching time 71 = ‘L'l(l) which is exponentially
distributed (with transition intensity ;). Then for any ¢ > 0 we have the following
equality in distribution

d —~ —~
X0+ T & ¢itLgon + [eir + hi + Xt — 1) + Tt — )] Ljgy <), (4.1.2)

where both the telegraph process X and the jump process J start from the opposite
state, 1 — i, and they are independent of X and J. The principle described by
Eq. (4.1.2) is similar to (2.2.1) of Chap. 2.
Let
Pi{-}=P{1e0) =i} and E; =E{ |e(0) =i}, i=0,1,

denote the conditional probabilities and conditional expectations under the initial
state value €(0) = i. The conditional transition densities of X + J are defined by

pi(x, t) =P {X()+ J() € dx} /dx, 4.1.3)
pi(x, t; n):=Pi{X(#)+ J() € dx, N(t) = n}/dx, n>0,i=0, 1.

It is clear that

pilx. )= pilx, t: n). (4.1.4)

n=0

Using (4.1.2) we immediately get the following set of integral equations (cf. Chap. 2,
Eq. (2.2.2))

po(x, 1) = e '8(x — cot) + [y pi(x — cos — ho, 1 — 5)roe *0*ds,
(4.1.5)
pilx, ) = e M8 (x —c11) + fg po(x —c1s — hi, 1= s)hje Hds

and

pilx, t; 0) =e M!8(x —¢it), n>1, i=0,1,
) (4.1.6)
pi(x, 13 n) = [y pi—i(x —cis — hj, t —s; n— 1)re i%ds.

Here 4(-) is Dirac’s §-function, and for any test-function ¢ we presume that (1.6.8)
holds: fabS(y —cs)p(s)ds = p(y/c)/c, —00<a<b<oo, ify/ce€la, b].
Notice that Eq. (4.1.5) can be obtained by summing up in (4.1.6).
Differentiating integral equations (4.1.5) and then integrating the result by parts
(compare with the proof of Theorem 2.1) we easily derive the equivalent Cauchy
problem
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W0 (x, 1) + o2 (x, 1) = —Aopo(x, 1)+ Aop1(x — ho, 1),
>0, (4.1.7)
W1 (x, 1)+ 1 P(x, 1) = —Aipi(x, 1)+ A pox — hi, 1),

with the initial conditions po(x, 0) = p1(x, 0) = §(x).
In the same manner we show that integral equations (4.1.6) are equivalent to the
set of equations, n > 1,

BP0 (x, 15 m) + 0B (x, 15 m) = —Aopo(x, 15 m) +hop1(x —ho, £; n — 1),
8p1(x t; n)+cy 8pl(x t; n)=—Ap1(x, t; n)+ A polx —hy, t; n—1),
(4.1.8)
t > 0, with the initial function p;(x, #; 0) = e M!§(x —¢it), i =0, 1 and the
initial conditions p;(x, 0; n) =0, n>1, i =0, 1.

We present the marginal distributions of the jump-telegraph process with alter-
nating switching intensities as the solutions to (4.1.5) and (4.1.6) (or, equivalently,
(4.1.7) and (4.1.8)).

‘We will use the notations of Theorem 3.8,

—cCyt cot — x
and t —& =

E=E(x,1) = (4.1.9)

co—c1

Notice that 0 < &(x,t) < t,if x € (c1t, cot). Using these notations we define
functions g; (x, t; n),i =0, 1: for c1t < x < cot,

)“n)“}il n n—1
qo(x,t;2n) = = Din é(—é)
n>1, (4.1.10)
q1(x,t;2n) = " 1), ,S" te -y
and
n+1
qol. 1:2n +1) = = ,)zlsw —&)"
n>0, (4.1.11)
n)\’n-‘rl
qi(x,t;2n+ 1) = )2 ——&"@ =&

Denote 0 (x, t) = COLe’AOE’M(’*E)]l{o@q}-

—c1

Proposition 4.1 Equations (4.1.6) and (4.1.8) have the following solution:

pi(x, t; 0) = e M8 (x — 1), (4.1.12)
pi(x, t; n) =qi(x = jin, t; N)O(X — jin, 1), n>1, i=0,1,
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where the displacements ji, are defined as the sum of alternating jumps, ji, =
ZZ:I hi,, where iy =i, ifk is odd, and iy =1 — i, if k is even.

Proof For n > 2 we directly substitute expressions (4.1.12) and (4.1.10)—(4.1.11)
into system (4.1.6) of integral equations.
To make the necessary simplifications notice thatforO < s <randcit < x < cot

E(x —cos, t —s)=&(x,t)—s, E(x —cyis,t—s)=E&(x,1), (4.1.13)
and hence, fori =0, 1
Ais+roE(x —cis, t—s)+ At —s—E(x—cis, t—s)) = roé(x, ) +A(t—&(x, 1)).
The latter equality means that
e M0 (x —cos, t —5) = 0(x, Dls<g(r.n))s (4.1.14)
e M(x —c1s,t —5) = 0(x, D (s<r—£x.0))-

To verify Eq. (4.1.6) first notice that, due to (4.1.13) and (4.1.14), the following
identities are fulfilled:

t
/ E(x —cos, t —s)"(t —s — E(x — cos, t — 5)* - e 72050 (x — cos, 1 — s)ds
0

£(x, t)m+l

G — £, )k

&(x,1)

:9(x,t)/ Ex, 1) —s)m(t—é‘;(x,t))kds =0(x,t)
0

and

t
/ E(x —cis,t — )"t —s —E(x —cys, t —s)K e M0 (x —cys,t — s)ds
0

1—=&(x,1) B )
=9(x,t)/ ) S(X,t)m(lfsfé(x,t))kds:O(X,I)E(x,t)m%
0

With these equalities in hand, it is easy to see that functions p;(x, t; n),i =0, 1
which are defined by (4.1.10)—(4.1.12), satisfy integral equations (4.1.6).

For n = 1 equations (4.1.6) can be solved by using the initial functions p; (x, ¢; 0)
= e M'8(x — ¢;t) and p;(x,t;1) defined by (4.1.11)—(4.1.12), p;(x,t; 1)
= Ai0(x,1).

Remark 4.3 In particular, in the homogeneous case Ao = A1 = A the multiplier 6
becomes O(x, t) = e‘“]l{clt<x<cot}, cf. formula (2.5.1).

Remark 4.4 Assume jump values to be symmetric, ho+h1 = 0. Hence j;j, = 0, if n
iseven, and j;, = h;, if n is odd. Summing up in (4.1.4) and using explicit formulae
(4.1.9)—(4.1.12) for p; (x, t; n)andseries representations (1.5.3) for modified Bessel
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functions one can obtain the following expression for the distribution densities of
the jump-telegraph process (cf. (2.5.3), (2.5.15))

pilx, 1) =e M 8(x — ;1)

[MMX—hhnm(ZJMM“%t_x+h0&—hy—qn)

€0 —C1 €0 — €1

1
+ mg(x’ 0 (x — Cll‘)Z I (zx/k())»](cot —x)(x — C1l‘)):| ,

col — x co — C1

(4.1.15)
where Io(z) and /1 (z) are the modified Bessel functions given by (1.5.3). Functions
po and p; defined by (4.1.15) solve PDE-system (4.1.7) as well. Formula (4.1.15)
generalises formula (2.5.1) of Theorem 2.5.

Formulae similar to (4.1.15) have been presented in [2]. See also [6, 7]. The
detailed explicit formulae of this type can be found in recent paper [8].

The plots of distribution densities p;(x, t) (continuous part) are presented in
Fig.4.1.
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Fig. 4.1 Conditional probability densities of jump telegraph process X (¢) (absolutely continuous
part) with values t = 1,co = 4,¢c1 = —4,hp = —0.2,h; = 0.2 and with Ag = X; = S or
M =i =20
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4.1.2 Expectations and Variances Jump-Telegraph Martingales

Applying again master Eq. (4.1.2) (or (4.1.5)) one can obtain the integral and differ-
ential equations for the expectations of jump-telegraph processes.

Proposition 4.2 The conditional expectations m;(t) := E;{X @) + J(@®)}, t > 0,
satisfy the system
1— ef)\.,'t t
m;(t) = )\—d,- +/ rie M my_i(t —s)ds, i=0,1. (4.1.16)
i 0

Here numbers d; := ¢; + Aihi, i = 0, 1, characterise the drift properties of the
Jjump-telegraph process X (t) + J(t), t > Q.

Proof To compute m;(t) we use integral equations (4.1.5). Indeed,
o
m; (1) =/ xpi(x, r)dx
—00

o0 t
=c,'te_k”’ ~|—/ X [/ p1—i(x —cis —h;j, t — s))\,-e_)"'sdsi| dx
0

—00

t o0
:c,-tef)""—i—/ )»,'efl"sds/ xpi—i(x —cis — h;, t —s)dx.
0

—00

Changing the variables x = x" + ¢;s + h; we have

13 t
mi(t) = cite™ ! +/ rie M5 (cis + hy)ds +/ rie M5y (t — s)ds.
0 0
Hence
t
mi(1) = (ci/Mi+ hi) (1—e ') + / die i (1 — $)ds,
0
proving (4.1.16). (I

Integral Eq. (4.1.16) can be rewritten in the differential form.

Corollary 4.1 The set of Eq. (4.1.16) is equivalent to the Cauchy problem for the
equation

d .
%(r} —di — mi(6) + Amy_i (1), >0, i=0,1, (4.1.17)

with the initial conditions mg(0) = 0, m(0) = 0.

Proof The initial conditions follow directly from Eq.(4.1.16). Differentiating in
(4.1.16), integrating by parts and using the initial conditions my(0) = m1(0) = 0,
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we have
d / a
ﬂ(t) :e*)“"d,- —/)»,‘ef)"“—ml i S)ds
dr as
0
1
=e Mild + amy—i (1) — A / rie M my_i(t — s)ds
0
=d; — Am;(t) + Aim—; ().
To derive the final equality we again apply (4.1.16). (I

The next theorem gives us the necessary and sufficient condition for a jump-
telegraph process to be a martingale.

Theorem 4.1 Let dy = co + Aoho and di = ¢1 + A1hy (as in Proposition 4.2). The
process X (t) + J(t), t > 0, is a martingale if and only if

dy=0 and d =0. (4.1.18)

Proof First notice that, due to renewal character of X(¢t) + J(¢) for s, t €
[0, T], s < t, we have

E{X (1) + J (@) |85} =E{X @) + J (1) — X(s) — J(s) [ &5} + E{X(s) + J(s) | s}
=Me(s)(t —8) + X(s) + J(5).

Therefore, the process X (t) + J(¢), t > 0, is a martingale if and only if m; (t) =
0, i =0, 1. Meanwhile, the solution m(t), m(t), t > 0, of the Cauchy problem
for Eq.(4.1.17) is equal to zero, m;(t) = 0, i = 0, 1, if and only if equalities
(4.1.18) are fulfilled. ([l

System (4.1.17) can be generalised to describe the moments of the jump-telegraph
process. The specific statement is given by the following.

Proposition 4.3 Let f = f(x), x € (—00, 00) and ag = ap(t), o) = a((t), t >
0, be arbitrary smooth deterministic functions. Let X (t) + J(t), t > 0, be the
Jjump-telegraph process with the alternating sets of parameters, (co, ro, ho) and
(c1, A1, h1). Then the conditional expectations

up(x,t) =Eo f(x—ao®)+XO+J (1), ui(x,t) =E; f(x—ai()+X()+J (1))

satisfy the system
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ouo dog dug
a—(x t)—( o——()) —(x, 1) = =g [up(x, 1) —ur(x + Bo(1), D],
duy o ouy
—(x ) — (61 - ?(t)) —(x 1) =—Ar[ui(x, 1) —uolx + B1(1), )],
4.1.19)
where Bo(t) = ho — (ao(t) — a1 (1)), B1() = h1 — (a1(1) — ap(2)).

Proof First notice that the expectations u; = u;(x, t) can be computed by the
following integrals

ui(x,t)=/ fOx—ai(t)+y)pi(y, dy, i=0,1,

where the transition probability densities pg, p; are defined by (4.1.3). Differenti-
ating these equalities in # we see that

apl(yv t)

%— doz,(t)—au (x, 1) / f(x —ai(t) + y)———dy, i=0, 1.

ar dt

To finish the proof it is sufficient to apply Eq. (4.1.7) to the densities pg, p; with
subsequent integration by parts. (]

The expectations m; () = E;(X(t) + J(¢)), i =0, 1, t > 0, satisfy system
(4.1.17), which can be rewritten in the following vector form:

dm Am +
_—= m \% B
dr !

Here

—Ap A
A= ( . _Ql), m = (mo(1), mi ()" andvy = (do, d1)"".

We deduce a formula for the conditional variance under the given initial state
i = ¢(0), s = (so(t), s1()T, si(t) = Var;(X(t) + J(t)), i = 0,1, by setting
f(x) = x2, oi(t) = mi(t), i =0, 1, in Proposition 4.3. In this case the set of

Eq.(4.1. 19) becomes

ds
—=A , 4.1.20
i S+ v ( )

where vo = (ho(ho + m1 (1) — mo(1))2, ri(hy +mo@t) —m;(@)H)T.
In general, such system

dx(1)
dt

= Ax(t) + (1)

with zero initial conditions has the following solution
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t

x(1) = / el Ay(r)dr. (4.1.21)
0

The exponential e’/ can easily be calculated and is found to be

(4.1.22)

ia _ L (ki roeT?M ho(1 —e M)
20 L1 —e M) g+ e )

where 2\ := Ao + Aj.
Substituting e’ =94 given by (4.1.22) and v; = (dy, d;)” instead of v(7) in
(4.1.21) and then integrating, we obtain the explicit formula for the expectations:

m() = — (M TR0P ) 2o )\O%(I)) (j?) (4.123)

24 \ M — A1 D5 (t) Ao+ A1 D5 (2)
t 1 )
= —|(A rod dy — d)) D, (¢ ,
7 |:( 1do + Ao 1)(1)+( b —d1) A()(_M):|
1—672)\’1

where @, (1) = T
To analyse the variances, notice that mqy(t) — m1(¢) = t(dy — d1) P, (t). Hence

va(z) = (?»o(ho +m (1) - mo(f))z) _ ()»0 (ho — (do — dl)m(r))z)
2y 4 mo(e) —mi(@)2) =\ (b1 + (do — d1) T D5 (1))?

_ L ) (2)»/10 — (do — dy) + (dy — dl)efz)\f)z
= (21)2 Al (2Ah1 + (dy — dy) — (do — d1)e_2“)2 .

With this formula in hand, the explicit expression for s(z) can be obtained from
(4.1.21) and (4.1.22), but it is rather cumbersome. Nevertheless we can easily find
the limits of s;(¢)/t ast — 0 and as t — oo:

t
t 1
}E%# = tlgl(l);/e(’_rmvz(r)dr =v2(0) = (hohd, MADT.  (4.1.24)
0

To compute the limit at infinity, notice that the integrand in (4.1.21) can be written
down by multiplying the matrix e =94 defined by (4.1.22) and the vector v (7).
The result has the following structure

A+ Be 27 4 Ce 2M1-1) | pe=24(+1)

where A, B, C, D are constant vectors. The constant part A of this expression is
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_ 1 (Al /\o).(ko(%ho—(do—dl))z)
203\ ro)  \ki Ak + (do — d)))?

—ﬁ[(k (ho + h1) +¢1 — c0)* + (o(ho + h1) +co — ¢ )2]e
o+ )3 1o+ 1 —¢o 0(ho + 0—c1)| ey,
where e, = (1, 7.
Therefore
.oso() L si(0)
lim = lim
t—oo t t—>o0 f
= PO [+ ) 41 — o) + Guotho + ) + o — e1)?]
(ho +211)?
(4.1.25)
Remark 4.5 Inthe symmetric case when Ao = A1 := X one can simplify formulae for

mands. Weseta = (co+c1)/2,¢ = (co—c1)/2, B = (ho+h1)/2,b = (ho—h1)/2,
yo = —2c(c/A + hg), y1 = —2c(c/A — hy). In these notations

mi(f) = [a +AB+ (=) (c+ )»b)<D;L(t)] fi=0, 1, (4.1.26)

)2 2*()+yl<z>x<t>+( 12B(c + Abye 2 | 1

(4.1.27)

2
si(1) = [% 4B+ (c+Ab

4.1.3 Change of Measure for Jump-Telegraph Processes

Fix the time horizon T, T > 0. Let ¢ = ¢(¢t), t € [0, T], be the underlying
Markov process with alternating parameters 1o, A; > 0 defined on the filtered
probability space (§2, §, {(§)}re0,71, P) by Eq.(4.1.1). Let us present the measure
change technique for this process.
Consider the telegraph process X*(¢), ¢+ > 0, with parameters (cg, Xo) and
(¢}, A1), which is driven by the Markov process . Assume that ¢ < Ao, ¢} < Ap.
Consider the jump process

N(1)

JHt) = Zhgn

with the jump values A = —cj/Ao and hy = —ci/A1, hi, h] > —1; &, =
&(1,—) and the counting Poisson process N (¢), t > 0. Due to Theorem 4.1 the sum
X*(t) + J*(), t > 0is an (F;, P)-martingale. The process

ZO) =&X*+J%), 0<t<T (4.1.28)
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is the (F;, P)-martingale also. Here &£,(-) denotes the (right-continuous) stochastic
exponential.
Define a new measure P* on §r by the distribution density

dp*
dP

= Z(T).

S

Integrating in (4.1.28) we see that ([9], Proposition 3.9.2)
Z(1) =X O* (1), (4.1.29)

where

O =] +a7). «*0) =1

s<t

Here AJ*(s) = J*(s) — J*(s—) is a jump value.

The jump component «*(¢) can be described as follows. Consider the recurrent
sequence '

=i TR, =1, =0, 1, (4.1.30)

where K(’)"i = 1. Precisely speaking, if n = 2k, then ;"' = (1 + ROK + )k,
and if n = 2k + 1, then k" = (1 + K1 (1 + h%_,)*. Process k*(t), ¢ > 0 can
be expressed by means of the sequence Ky ’i, n > 0, namely, «*(r) = K;:,’ét). Then
(4.1.29) can be expressed as Z(t) = eX*(t)/c;f,’ét), where, remind, i = £(0) € {0, 1}
indicates the initial state of the system.

The following theorem is a counterpart of Girsanov’s theorem in this setting.

Theorem 4.2 Under probability P* with density Z(T) relative to P, the process
X = X(), 0 <t < T is also the telegraph process with the parameters (cg, )»3)
and (cy, A}), where Af = Ai(1+hi) =X —cf, i=0, L

Proof Suppose that both the telegraph processes X * and X are driven by the common
Markov process ¢, and have the velocities cl’.“ and ¢;, i = 0, 1, respectively. Hence
X*(t) and X (r), t > 0 are connected with each other as follows,

X*(t) = uX(t) + at, (4.1.31)

where the constants p and a solve the system

ueo +a =cg,
per +a =cj.
. . Ac* cf—cf cieco — cpen
Solving this system we have p = = ——anda = ———.

Ac co—C1 co— C1
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Let p;(x, t; n)and pf(x, t; n) be the transition densities of X () and X*(¢)
defined by (4.1.3). Functions p;(x, t; n) satisfy the set of Eq.(4.1.6) with kg =
h1 =0.

To prove Theorem 4.2 it is sufficient to demonstrate that functions p;k (x, t; n)
satisfy Eq. (4.1.6) with Af, )‘T instead of Ao, A; (and with hg = h; = 0).

By (4.1.29) and (4.1.31) the densities p; and p; are connected as follows:

pi(x, t; n) =E{Z(O)1ix@yedr, Noy=n) | £(0) = i} /dx

e (4.1.32)

pi(x, t; n).

Hence, due to Eq. (4.1.6) (with iy = h1 = 0) we have
. t
pi(x, t; n) = xi”e’”“’/ pi_i(x —cis, t —s; n— Dre 4%ds.
0
Now we apply again identity (4.1.32):
t
pix, t; n)=(1+ hl*)/ eHatas p¥ (x —¢is,1 —s3n — DAje i%ds.

0

Application of the equalities
uci +a=cf, (L+hHr =1"=xr—c, i=01,

finishes the proof of the Theorem.

4.2 Moments

In this section we study moments of the asymmetric telegraph process X (¢), ¢t > 0.
The approach presented is useful for the goals of financial applications and it is also
interesting in general.

The explicit formulae for the moments can be obtained by differentiating the
characteristic function p(§, 1), (2.4.1). Instead, we use an alternative approach based
on the Kolmogorov equations. These equations look more natural with asymmetric
velocities and switching rates. Thus we consider the telegraph process X = X (¢)
which is driven by the Markov process ¢ = ¢(t) with arbitrary switching intensities
Ai >0, i =0, 1, such that the generator of ¢ = ¢(¢) is defined by the matrix

_[—*0 Ao
A= ( N —M)' 42.1)
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The respective velocities of X are cg, ci, such that X (¢) := f(; Ce(s)ds. In this
section we assume that cg > 0 > c;.

Let p; = pi(x, t) be the conditional densities of X (¢), if the initial state i € {0, 1}
is fixed. Notice that in this setting the Kolmogorov Eq. (2.2.7) takes the form

0 apo
%(x, 1) +coaix(x, 1) = —ropo(x. 1) + Aop1(x. 1),
t>0 “4.2.2)

P api
Pty + a1 BLx, 1) = =2 pi (v 1) + A po(x., 1),
ot 0x
with the initial conditions po(x, 0) = p1(x,0) = §(x).
Moments of r. v. X (t), t > 0,
. o0
m (1) = E{X ()"} = / x"pi(x,ndx, i=0,1, n=>0, 4.2.3)
—0o0

satisfy the following recursive chain of integral equations.

Theorem 4.3 For arbitrary n > 1 the expectations, defined by (4.2.3), satisfy the
equations

n
mﬁlo) ) = ﬁl:j (chom + Xoclm ) (1) + 1€ (com 0)1 — c1m(121) (t):|,
m,gl)(t) = ;—)\[ﬂ (Alcom 2 +A0c1m ) ) — M€ (com( ) clm(l) ) (t):|,
4.2.4)

where 2\ = Ay + A1, and m(l)(t) = 1,i = 0, 1. Here the integral operators % and
€ are defined on C|[0, 00) as follows,

t t
If=If(1) :=/ f(s)ds, Cf=%Ff() :=/ e M9 £(s5)ds.  (4.2.5)
0 0

Proof By differentiating (4.2.3) in t we have

" —(x, t)dx, i=0,1.

dmy (1) _ /°° w0
dr oo Ot

We apply Eq. (4.2.2) with subsequent integration by parts. Forn > 1, i =0, 1,

. o0 o o0
dmy (1) |
O =ncz-/X”* pi(x,t)dx—ki/x”pi(x,t)dX+/\i/X”pl_i(x,t)dx,
—00 —00 —00

(4.2.6)
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which is equivalent to the system

dm
dm (0 _ —2om@ (1) + rom D (t) + ncom'” (1),

df n>1  (42.7)
dm(0) _ | 0

— —amP @) + am @) + neimY (1),

with initial conditions m(o) 0 = O,m,(ll)(O) =0, n> l,andm(o)(t) =m l)(t) = 1.
Introducing the vector notations

m, (1) = mQ @), mPe)T, w,_1@) = (com”,0), em'” @),

n—1

we can rewrite the latter system in the matrix form:

dm,, (1)
dr

= Am,(t) + nm,_1(1), n>1, (4.2.8)

where matrix A is defined by (4.2.1).
Differential equation (4.2.8) with zero initial condition is equivalent to the set of
integral equations

t
m,(t) =n / e, _1(s)ds, n>1. (4.2.9)
0

The exponential of r A can be easily calculated. It has the form

! A+ }\.()C_ZM (1 — e—ZM)
etA —

— , 20 = A A 4.2.10
7 0+ Al ( )

A1 — €_2M) 20 +)\16_2M

Substituting this in (4.2.9) we verify recursive relations (4.2.4).

Let operators .# and % be defined by (4.2.5). It is easy to see that operators .&
and 4 commute.

Let Up,0 = Up,o(t) = 1. We define the family of functions U, ,, = Uy n(t),
n,m >0, t > 0, by the following equalities:

U () :=€" 5" U o(1). 4.2.11)

First notice that Uy, = /" Uy, = t™/m! and by applying the n-fold convolu-
tion of ¥ we have

et k
Uno(t) = €"Ugo(t) = (21) "e 2> % 4.2.12)
k=n ’
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Due to formula 6.5.13, [10]

@y
(n—1)!

Uno(t) = y(n,2At), (4.2.13)

where y (n, -) is the incomplete gamma function, y (n, x) := f(f e~!t"Lds.
Applying the series expansion of incomplete gamma function, 6.5.29 [10], we
finally get

T s (DRt S (—2ank
Unot) = (n—l)!% Kn+k (n—l)!lék!(n—i—k)’ "=
(4.2.14)

Notice, that functions U, , can be expressed by means of the Kummer confluent
hypergeometric functions @ = ®(a, b; z). In particular, applying 6.5.12 [10] to

n

t

(4.2.13), we have U, o(t) = —‘<D(n, n—+1; —2Xt). Moreover, repeatedly integrating
n!

equality (4.2.14), we obtain for n, m > 0

U () =™ (1) — 1 i (—2p)nthtm
e w0 T =iy S K +n+k+ 1)tk +m)
3 1 i (=2ar)" kM 4k — 1)1
T (n— D1@r)ntm = k'(n + k +m)!
_ 1 i (20" gy i (=200 ()i
T (n 4 m)l@ayntm & Kot m+ Dy T (n+m)! S K+ m e+ Dy
tn+m
:(n+m)!¢(n,n+m+l;—2)\t). (4215)
It is easy to see that functions U, ,, = U, ,(t), n,m > 0, are linearly inde-

pendent. Solving the set of Eq.(4.2.4) we derive the formulae for mﬁ,i)(t) in the
“almost-closed-form”.

Theorem 4.4 Moments mg)(t), i =0, 1 can be expressed by means of the linear
combination of Kummer functions ® (- ,n + 1; —2\t):

. t" " .
m® (1) = - al) Pk, +1;-241), 20 = Ao+ A (4.2.16)
T k=0

Here the coefficients a,(ll,)m are defined as follows: n,m > 1,
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ORI N

9,0 =4%.,0 =
0 1 m 1
o, =af, = 2 [mcoa + hocral, .
0 _"Ao[ () M O _ T ) M
ano—i[CO n—1,0 — €14, - 10] 40 = "oy I:Coanfl,o_cl - 10],
“4.2.17)
and, n,m > 1
n+m 1 0 1
51(0’)11 = ™ [(Alcoa( ) |+ /\0610,(,,3,171) + Ao (coa,(lf)l,m — Claflll,m)] ,
n+m 0 a 0 1
g = 2 [(Mcoafz,fn |+ hocidy, 1) —M (coar(z—)l,m - C1a1(1—)1,m)]‘
(4.2.18)
Proof We write the solution of Eq.(4.2.4) in the form
n .
@) =" al)  Ukn-i(). (4.2.19)

k=0

where functions U, ,, are defined by (4.2.11).

If n = 0, then (4.2.19) follows from méo) = mél) = 1 and a(()o())—a(()l()) =1,
Upo=1.

Inserting (4.2.19) in Eq. (4.2.4) we obtain for n > 1:

n—1 —1

ms,o)(t)_ﬁ[)\lcozakn 1—1Uk.n— k(t)‘i‘)\oclzakn 1—1 Ukn—k (1)

k=0
n—1 n—1
+ Aoco Za/((?,),_l_kuk+l.n—l—k(T) — Aocy Za;g.l,)l_l_kUk+l,n—l—k(f)i|,
k=0 k=0
n—1 n—1
m;gl)(t) = ;7|:}‘~IC() Za]((?;,I,kUk,n—k(t) + Aocy Za]E}B,,l,kUk,n—k(t)
k=0 k=0
n—1
—Alcozak,l 1=k Uk+1.0-1 k(f)-l-)»mzak,, 1= Uk+1,n—1 k(l)]
k=0 k=0

Comparing these equations with (4.2.19) we get (4.2.17)—(4.2.18) by using linear
independence of U, ,.
Representation (4.2.16) now follows from (4.2.19) and (4.2.15).

Remark 4.6 Formulae (4.2.17) in closed form become:

(0) )
a = d =
0,m 0,m (Z)L)m

(A1co + roc))™, m =0, (4.2.20)
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Ao(co — cp)n! _
alfl ) =y (roco + rren)" 1,
n>1. (4.2.21)
a0 _ _ Mo —cont Cl)”!(x o+ e !
1.0 NG o0co + Arct

In particular, (4.2.20) and (4.2.21) give

o _ o _ 1 © _ A0 m_ M
ay) =ag) = ﬁ(hc‘o +Aoci), ay o = ﬁ(c‘o —c1), a1y = —5(00 —c1).

< _

1
By definition of Kummer function, @(0,2;z) =1, &(1,2;z) = . Applying

(4.2.16) with n = 1 we have the following expressions for the first moments,
gy — () (@)
m' (t)—t[a01§b(0 2; —210) +aly @ (1, 2; ZM)]

1 . l_e—ZAt
= |:()»1€0 + xoc)t 4+ (—1)'%i(co — c1) (T)} , =01

Similarly, the second moments are

>(z)_—[ S@(0,3;: ~240) + al"y @ (1,3: ~200) + af D (2. 3; —2xz)]

2h0r % _
= 4—2[@100 +agen)? + U @B — 1 4200

+ (= 1)1 [&(1 _z)ht)'f‘()LlC()‘f')\()Cl)f—()L()C0+)\,lcl)[e_2)‘ti”.

Here the following equalities have been used (see [10]):

®(0.3:2) =1, &(1,3;2) =2("—1-2)/z", D(2,3;7) =2(ze*—e*+1)/2°,

s rocr)?
a® — g = HieoTroc)” o 42.20)),

O 2= O 2= 212 ’
i Ai(co — c1) .
afy == 5 [Mileo —en + (=1 Qaco + hoen)]. (see (42.18)),
, A
ayh = (1) %(xm + aier), (see (4.2.21)), i =0, 1.

Equations (4.2.18) have the following equivalent form: for n, m > 1

) O )

—qa,_ s
. 1 "= z’)” " "”’(1) (4.2.22)
Ala( ) +A0a( ) =(n +m)()\1coan +)»oclan,m,])-

al® —a(l) =+ m)(coa

n,m
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Remark 4.7 For the symmetric telegraph process formulae (4.2.16) have a closed
form. If Ao = A1 =: A, ¢c9p = —c1 =: ¢, then formulae (4.2.22) become:

0 1 0 1
r(ll)n_a( ) _C(n+m)(a1g )1,m+ar(l)lm)’
0 1 0) (1)
r(ti)n +a( ) —C(I’l +m)(an,m 1 n m— l)
which is equivalent to
0 D _ 0 oV
() _alg:)n c(n+m)(n+m—1)(an 1,m—1 " a,_ 1,m— 1)

0 1
alg(,);)n +ar(l}3n =c*(n+m)(n+m - 1)(“2 )1 m—1 +“;(1 )1 m—1)-

Therefore,
al)y =m+m@m+m—1al . nm=1i=01 (4223
The initial coefficients are aéz) =1, afog =c, a{lé = —c (see (4.2.20) withm =0

and (4.2.21) with n = 1). The “boundary” values in the symmetric case become (see
(4.2.20) and (4.2.21)) agl” =a\y=0foranym >1, n > 2.

Thus (4.2.23) gives aj, = @mIc, al) | = (=1)@n+ DI, n >0
and an m = 0 for othern,m, i =0, 1.

Hence, formula (4.2.16) can be easily simplified to

m$) (1) = ()@ (n, 2n + 1; —241),

i S (4.2.24)
m$) (0) = (=D e+ 1,20 +2; —201).

From (4.2.24) the unconditional moments follow:
man () = ()" ®(n,2n + 15 =241), maup1(1) = 0.
The moments of symmetric telegraph processes have been presented in [4] and
[11] in terms of modified Bessel functions, but formulae (4.2.24) are more succinct.

Applying the asymptotic formula, (see [10], 13.1.5):

SRS R L
(a,b; z) = m(—z) [1+0(z]" )], lz] > oo, Rez <0, (4.2.25)

to formulae (4.2.24), we obtain the limits under scaling condition (2.6.1):
my) (1) — (020" @n— DY, m§) (@) =0, i=0,1 (4.2.26)

and this coincides with moments of Brownian motion with diffusion coefficient o2.
This accords with the classic result by M. Kac [12].
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Notes

This chapter is based preferably on papers by the second author, see [3, 7, 13].
Section 4.2 follows paper [14].
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Chapter 5
Financial Modelling and Option Pricing

Abstract In Chapter 5 we apply the results of previous chapters for option pricing.
The fundamental building block of all financial modelling is the concept of arbitrage-
free and complete market. For the time- and space-continuous stochastic models the
unique underlying process satisfying this concept is the geometric Brownian motion.
In contrast, we suggest another approach to the continuous-time stochastic modelling
of financial markets based on the telegraph processes. We construct a simple model,
which is free of arbitrage and complete.

Keywords Option pricing - Hedging strategies + Martingales + Jump-telegraph
processes * Rescaling - Implied volatility

Applications of stochastic processes in financial modelling date back to the begin-
ning of XX century. Louis Bachelier in his thesis (1900) [1] discovered the concept
of Brownian motion with a view to study price movements on the Paris exchange.
Unfortunately, his discovery has been lost for a long time. The name of Bachelier
was returned in scientific circulation more than a half century later, see this story
in [2]. From 1973, beginning with the papers by Merton, [3], Black and Scholes,
[4], the probabilistic exploration in the field becomes extremely fruitful. More and
more sophisticated models have been constructed in attempts to describe financial
markets. Now the shelf of textbooks on mathematical finance is almost infinite. The
reader is referred to [5] or [6]. We can also mention such textbooks as [7-14], to
name a few.

The fundamental building block of all financial modelling is the concept of
arbitrage-free and complete market. If we proceed with continuous-time (and space)
stochastic models, the unique underlying process which satisfies this concept is the
Brownian motion. In this chapter we suggest another approach for continuous-time
stochastic modelling of financial markets based on the telegraph processes. We con-
struct a simple model, which is free of arbitrage and complete.

The majority of these results has been recently published (see [15—17]). The main
objective of the next section is to give a brief introduction to the methods and concepts
required in this field.

A. D. Kolesnik and N. Ratanov, Telegraph Processes and Option Pricing, 89
SpringerBriefs in Statistics, DOI: 10.1007/978-3-642-40526-6_5,
© The Author(s) 2013
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5.1 Hedging Strategies and Option Pricing

First, we remind briefly the Black-Scholes settings and some general principles of
financial modelling, referring the reader to more detailed presentations (see, for
example, [5] or [6] and references therein).

5.1.1 Option Pricing, Hedging and Martingales

Consider the financial market of two assets, namely, a risky asset which is driven by
a stochastic process, and a deterministic bond (bank account).

Let (£2, §,P) be a probability space. Fix the trading horizon 7,7 > 0. Let
{$+}ref0,1) be a filtration and §; can be interpreted as an information available for
investors at time . We assume that 5o consists of all P-null sets and their comple-
ments, 7 = §.

Let stochastic process S = S(¢), ¢t € [0, T] represents the price of risky asset,
B = B(t), t € [0, T] is the (non-random) bond price. The process S = S(t) is
assumed to be adapted to the filtration {J;}:¢[0,7].

The underlying assets S and B are traded continuously at time instants ¢ € [0, T],
a portfolio (or a strategy) m;, t € [0, T] is given by (two-dimensional) random
process (¢;, V) with the wealth process V; = ¢;S(¢) + ¥, B(t). So, ¢; and y, are
the numbers of units of the risky asset and of the bond, respectively, in the portfolio
which is formed at time ¢, ¢ € [0, T]. The processes ¢;, ¥, t € [0, T] are assumed
to be predictable (i. e. their trajectories are left-continuous a.s.).

The strategy is said to be admissible, if V; > 0 a.s. for all t € [0, T]. We call
the strategy m; self-financing, if any changes in the value V; result entirely from the
changes in prices of the basic assets:

dV; = ¢dS(1) + ¥,dB(t), 1€][0,T]. (5.1.1)

We say that the market model possesses arbitrage opportunities if there exists an
admissible market strategy 7r;, t € [0, T'] such that the value process V;, t € [0, T']
satisfies the following conditions

VWw=0, E{vr}>0. (5.1.2)

We say that the market model is viable or it is arbitrage-free if it contains no
arbitrage opportunities.

Consider a non-negative random variable H on the probability space (§2, 57, P)
as a contingent claim with maturity 7. The claim H is replicable, if there exists an
admissible self-financing strategy, such that the final strategy value coincides with
‘H : Vr ='H a.s. This strategy is named the hedging strategy for the claim H.
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If the model is arbitrage-free, the value process which is associated with replicable
strategy is unique (so called the law of one price).

The law of one price can be proved by constructing an arbitrage strategy.

To describe the model without arbitrage we need the notion of martingale.

Definition 5.1 Let (2, §, (51):c[0,7], P) be the filtered probability space. An F;-
adapted process M = (M;);co,7 is P-martingale, if E|M,| < oo forall ¢ € [0, T']
and

Ep{M; | §s} = M forall s,z €[0,T], s <t. (5.1.3)

Here E = Ep{-} and Ep{- | §} denote expectations with respect to probability
measure P.

We say that probability measure P* is equivalent to measure PP if P* has the same
null sets as . We use the notation P* ~ P,

The probability measure P* ~ PP is the equivalent martingale measure (EMM) for
the market model (S, B) if the discounted price S(t)=B@®)'S@t)isa martingale
under measure P* and filtration {§;};c[o0, 77

Theorem 5.1 (First fundamental theorem) The following statements are equiva-
lent:

e There exists an equivalent measure P* ~ P such that the discounted price
B()~'S(t) is a P*-martingale.
e The market model is arbitrage-free.

Definition 5.2 Market model (S, B) is said to be complete if any §r-measurable
claim H can be hedged by an admissible self-financing strategy.

Theorem 5.2 (Second fundamental theorem) Let the market model (S, B) pos-
sesses an EMM. The following statements are equivalent:

e The equivalent martingale measure is unique.
e The market model is complete.

See the extensive literature on fundamental theorems beginning with two works
by Harrison and Pliska [18, 19]. Details can also be found in [20].

It is known (see, e. g. [6]) that if the EMM exists and is unique, then for any
replicable contingent claim H the hedging strategy value V; can be calculated as

V; = B(O)Ep«{B(T)""H | §:}. (5.1.4)

In particular, the initial strategy value (or the arbitrage price of derivative) is ¢ =
Vo = Ep{B(T)""H}.

To construct the equivalent martingale measure we use the standard measure
change technique.
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Let (2, 3, (8+)tefo.71, P) be the filtered probability space. Suppose P* is the prob-
ability measure on the space (£2,§7) which is absolutely continuous with respect
to P

T e dp*

Consider also the P-martingale Z, = Ep{Zr | §:}, t € [0, T].

Let M;, t € [0, T'] be a measurable process on (£2, §, (§1)ref0,71. P). It is well-
known that M, Z; is a martingale under PP if and only if M, is a martingale under P*
(see e.g. [5], Lemma 7.2.2).

5.1.2 Black-Scholes Model and Girsanov’s Theorem

Consider the market model of two assets, the bond
B(t)=¢"", 1 €[0,T], (5.1.5)

and the risky asset
S(1) = Soe” O 1 € [0, T], (5.1.6)

where r > 0, 0 > 0 and u € (—o0, 00) are constants and w = w(¢) is the standard
Brownian motion (see Definition 1.1). Hence, by 1t6’s Theorem (Theorem 1.2)

ds() = S (odw(t) + (u + 02/2) dt) .

This market model is named the Black-Scholes model. The discounted risky asset
price S(t) := B(t)~'S(t), t > 0 satisfies the stochastic equation

d5() = 5() (adw(t) -1+ 02/2)dt) . (5.1.7)

To eliminate the drift component we use the following classic result.

Theorem 5.3 (Girsanov’s Theorem) Let y;, t € [0, T] be an adapted measurable
process such that fOT )/Szds < 00 a.s. Consider the P-martingale

t 1 t
Z; = exp (—/0 ysdw(s) — 5/0 yszds) .

If the new measure P* is defined by the density Zr,

dp*
dP

=Zr,
S
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then the process

t
w(t) =W(t)+/ ysds
0

is the standard Brownian motion under new measure P*.

For the proof see e.g. [5].
: . s . . p—rto?2
Applying Girsanov’s Theorem withy, = y = =——

into

we transform Eq. (5.1.7)
dS(t) = o S(t)din(r),

where w(t) := w(t) + yt, t > 0, is the Brownian motion with respect to measure
P* and filtration {§;};[0, 77. Hence S(¢) = B(t)~'S8(t) is a P*-martingale and

dS(t) = S() (odw, + rdr), (5.1.8)

or, by integrating,
S(t) — Soe(TVV(l‘)Jr(r*(Tz/z)t, t > 0.

Let H = f(S(T)) be the contingent claim. To describe the hedging strategy m; =
(¢r, ¥y, let us consider the function

F(x, 1) =e "TDEp. {£(S(T)) | S(t) = x}. (5.1.9)

This function can be interpreted as the option price at time ¢ € [0, T] with
maturity time 7', if at time ¢ the risky asset price is equal to x. In other words, the
strategy value V; = ¢, S(¢) + ¥, B(t) and function F (x, t) are connected as follows:
Vi =F(S(@), t), t €0, T] (see (5.1.4)).

Applying the Black-Scholes analysis [4] we derive the fundamental equation.
Differentiating F'(S(¢), t) and exploiting Itd’s formula (1.3.3), we have

dVi =d (F(S(), 1))

_F sw). ndsa +8F S(t) tdz+1 ZS(t)zazF S(t), t)dt
—a—x(()s)() 5((1) 50 W( , 1)de.

Substituting (5.1.8) we get

dv, S(t)aFcr + S(t)aF + ! 25(:)2—82F + oF dt (5.1.10)
=0 — r — -0 -— . 1
! ax ax 2 ax2 o

On the other hand, due to self-financing condition (5.1.1), dV, = ¢,dS(r) +
Y dB(t) = ¢:dS(¢) + ry; B(t)dt. Hence, by (5.1.8)

dV; = aSt)edw, +r(St) e + Y B(t))dt = o S(t)gpdw; +rVidt.  (5.1.11)
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According to the uniqueness property of diffusion processes [21] we compare the
coefficients of the differentials dw(z) and dr in (5.1.10)—(5.1.11). Hence

dF
¢ = ——(S®), 1), (5.1.12)
X

92 F
oF
2S(t) ) (S(t) 1+ rS(t)—(S(t) 1+ —(S(t) 1) =rF(S@), 1).
(5.1.13)
Formula (5.1.12) gives the number of risky assets which should be held into the
hedging portfolio. The number of bonds can be defined as v, = BV, — @, S(1).
We rewrite the fundamental equation (5.1.13) as follows,

1, ,d*F
§U2x 2(x t)+rx (x t)+ (x H=rF(x, 1), 0<t<T. (51.14)

Due to definition (5.1.9), equation (5.1.14) is supplied with the terminal condition
Fx, T)= f(x). (5.1.15)

The solution of this terminal value problem gives us another way of finding the option
price.

Using the probabilistic reasoning (5.1.4) or, alternatively, taking the solution of
the terminal value PDE-problem (5.1.14)—(5.1.15) one can obtain the famous Black-
Scholes formula for the call option price: if asset prices are presented in (5.1.5)—
(5.1.6) and the claim is H = (S7 — k)* with fixed level k of negotiated price, then
the derivative value at time ¢ is equal to

Vi =S P(z4) —ke "TDp(z_), 0<t<T, (5.1.16)

2 _ 4
In(S(t)/k) + (r £0°/2)(T —1) and B(z) = L | e—x2/2 gy
O A/ T —1t «/E —00
We have mentioned not all mathematical principles and aspects which are applied
in finance. In particular, the optimisation theory under a random environment is
omitted (see a review of these methods in [22]).

where z4 :=

5.2 Market Model Based on Jump-Telegraph Processes

Assume that the price of a risky asset S(¢) is driven by the stochastic equation

dS() =St—)d(X@) +J(@), t>0. (5.2.1)
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Here X = X(¢), t > 0, is the telegraph process with the parameters (cg, Ao),
(c1, A1), where ¢y > ci,and J = J(t) = Zr],\,:(? he(z,—) 1s the jump process with
ho, h1 > —1. Suppose that S(¢), ¢t > 0, is right-continuous.

The price of a non-risky asset (bond or bank account) has the form

t

Bt)y=¢"D,  v@) = / reanydt’, (5.2.2)
0

where rg, r; > 0 are the interest rates of the respective market states. Notice that in
this framework we assume the bond price to be a stochastic telegraph process.
Integrating (5.2.1) we have

Sty =S (X +J), (5.2.3)

where Sy = S(0). Here the stochastic exponential &(-) is defined by (4.1.29) with
ci and h; instead of ¢} and h¥, i = 0, 1. Precisely speaking, S(t) = SoeX Pk (1),
where « (1) = "5\/(:)' The sequence K,i, n > 0 is defined by (4.1.30), but now we use
ho and h instead of Ay and h7.

Remark 5.1 Letus give some historical and substantial remarks. Telegraph processes
have been exploited first for stochastic volatility modelling (see [23]). Then, the
model based on a pure jump process have been studied in [24].

In general, the telegraph market model possesses arbitrage opportunities, if the
jump component vanishes, i. e. g = h1 = 0 (cf. the models considered in [25] and in
[26]). Itreflects the widely accepted opinion that the telegraph process has a persistent
character. The corresponding arbitrage strategy can be described as follows.

Assume rg = r; = 0 for simplicity. Take levels A, B suchthat So < A < B <
Soe” . Consider the following strategy: buy the risky asset at time ¢; = min{t €
[0, T]: S(t) = A}, and then sell it at time t; = min{r € (t;, T]: S@I) =
A or S(¢t) = B}. This strategy has no losses at time t;, because t; coincides with the
switching time of X with zero probability. Hence the strategy yields a positive profit
with positive probability P{S(t;) = B}.

In the sequel, we assume that g, h; # 0. Moreover, let the parameters of model
(5.2.1)—(5.2.2) satisty the inequalities

ro — Co ri—c1
D=9y,
ho hy

> 0. (5.2.4)

Under such conditions, we can find a unique martingale measure in the framework
of market model (5.2.1)—(5.2.2). Recall that measure IP* is a martingale measure for
model (5.2.1)~(5.2.2) if the process B(t)~'S(t), ¢t > 0 is a P*-martingale. We
define this measure by the density Z(t), t > 0, see (4.1.29). Notice that measure P*
is defined by the pair of real numbers ¢jj, ¢} (andby hf = —c¥/A; > =1, i =0, 1).
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Theorem 5.4 Measure P*, defined by (4.1.29), is the equivalent martingale measure
for model (5.2.1)—(5.2.2) if and only if

co — 1o
Cé:)\,o-f— ho . CT:)\,l'}‘

(5.2.5)

Moreover, under measure P* the process N = N(t) is again the Poisson process
with alternating intensities

re—ci
hi

>0, A]=

> 0. (5.2.6)

Proof By Theorem 4.2 the switching intensities under the changed measure P* are
Af =X —cf, i =0, 1. Then, notice that conditions (5.2.4) and (5.2.5) provide the
following inequalities: fori = 0, 1

hi = —ci/hi = =1+ @i —ci)/(Mihi) > =1, Al =ki—cf = (ri—ci)/hi > 0.

Therefore, the process Z = Z(t) = &(X* + J*) with ¢f = A; + % and h} =
—c?/Ai, i =0, 1 defines the density of new probability measure P* correctly.
According to Theorem 4.2, the process X —Y is the telegraph process (with respect
to measure P*) with the parameters (¢; — r;, Af), k?‘ = A — cl?", i =0, 1.By
Theorem4.2 the jump-telegraph process X (1)—Y (1)+J(¢), t > OisalP*-martingale
if and only if (A; — ¢/)h; = —(c; —r;), i =0, 1.Hence ¢/ = A; + (¢; — i)/ h;.
Moreover, h;k = —C;k/)\i =—1+(ri —c¢;j)/ ih; and k;k =XAi — C;k = (r; —¢i)/ hi.
The theorem is proved. O

Due to Theorem 5.4, the market model (5.2.1)—(5.2.2) is arbitrage-free and com-
plete if its parameters satisfy conditions (5.2.4).

5.3 Diffusion Rescaling and Natural Volatility

In this section we discuss the convergence of this model to the model based on the
geometric Brownian motion.

We begin with some generalisation of the limit theorem of Chap. 2 (see Theorem
2.6). We assume that switching intensities Ag, A are different, but Ag — A} =
o(ho + A1), as iy, A1 — o0. Precisely speaking, let X = X(¢), t > Obea
telegraph process with velocities co = —c; =: ¢, ¢ > 0, and with alternating
switching intensities Ao, A1 > 0. Let ¢ — oo, Ag, A1 — 00 such that

A/h— o2, cu/h— B, >0, Be(—00,00), (5.3.1)
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where A := (A9 + A1)/2 and u := (A9 — A1)/2. Notice that from (5.3.1) it follows
that ju/~/A — B/o.

Theorem 5.5 Under scaling conditions (5.3.1) the following weak convergence
holds: Vvt > 0

X(1) 3 ow(r) — pr, (53.2)

where w = w(t), t > 0 is the standard Brownian motion.

Proof Consider the conditional characteristic functions
Py =B [0 |00 =) = [ ep narv j=0. 1,

—00

Due to Prokhorov’s Theorem [27] it is sufficient to prove the convergence of p; (£, 1)
to exp{—o2£21/2 — iEpt).

Similarly to Eq.(2.4.3) one can see that function p := (py, pi1)’ satisfies the
following initial value problem

3—?(& H=apE 1, t>0 (5.3.3)

with the initial conditions po(&, 0) = p(&,0) = 1, where the matrix A is defined

by
_—ro+ick Ao
A= ( A —A1 —iCS)'

The solution of the initial value problem for (5.3.3) can be expressed as
P&, 1) =ce"le; +e e (5.3.4)

Here z; and z; are the eigenvalues of matrix </, e; and e; are the respective
eigenvectors. Eigenvalues z1, z» are the roots of the equation det(«/ — zI) = O,
where

det(of — zI) = 22 — Tr()z + det() = 2% + 20z + 2E% + icpé.
Hence the eigenvalues are 71 = —A — VD, 7 = A+ VD with D = A% —

22 — dicpk.
Notice that

. _ —pu+icE +£D A0
o Z”I_( Al M—icgi@)'


http://dx.doi.org/10.1007/978-3-642-40526-6_2

98 5 Financial Modelling and Option Pricing

From the initial conditions po(&, 0) = pi (&, 0) = 1 and (5.3.4) it follows that
e +e = (1, DT.

Lete; = (xj, yi), i = 1, 2. To compute eigenvectors e; and e, we have the
following system, o7e; = z;e;, i = 1,2, and e; + e, = (1, 1)”. This is equivalent
to

(—p +icE +~/D)xi + hoy1 =0,
rix1 + (u —ick ++/D)y; =0,
(—p +ic€E — v/D)xa + hoy2 =0,
Axa 4 p—icE — /Dy =0,

X1 +x =1,

yi+y»=1

Solving this system we can easily obtain

el =% (1 —2/ND —icg/VD, 1 —1/VD + icé/x/ﬁ)T,
e =% (1 + /D +icE/ND, 1 +1/VD — icé/«/B)T :

Then, notice that under conditions (5.3.1), ¢2/A2 — 0, cu/A*> — 0. Hence
A/\/B — 1, c/\/B — Oande; — (0,007, e; — (1, HT. Moreover, Re z; < 0
and

D — )2 c2E% 4 2ic CPEX N+ 2iEc/A
e Do 8 dicus e+ 2ikew/

VD+r  D+r VD/x+1
1
-3 (02$2+2i§/3).

Passing to the limit in (5.3.4) we obtain the convergence of py(§, ) and py (&, 1)

to e_("zg 2+2igpy/ 2 which coincides with the characteristic function of cw(r) — Bt.
The theorem is proved. O

The following theorem provides the necessary connection between stock prices
driven by a geometric jump-telegraph process and a geometric Brownian motion.

Let the underlying telegraph process X = X (¢) with velocities cg, c1, and jump
process J = J(t) with jump values g, h; > —1 be driven by the Markov process
¢ = e(t) with alternating switching intensities 1o, ;. Let the price of risky asset be
defined by (5.2.3). Denote ¢ = (co — ¢1)/2, a = (co + ¢c1)/2.

We assume that ¢, A — o0, such that (5.3.1) is fulfilled. Moreover hg, h1 — 0

and
roho — Aihy .
T >y, VAhi >, i=0, 1. (5.3.5)

Theorem 5.6 Under scaling conditions (5.3.1) and (5.3.5) we additionally assume
that the following limit exists:
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1
a+§[koln(1 + ho) + A1 In(1 + hy)] — 6. (5.3.6)

Then model (5.2.3) converges in distribution to the Black-Scholes model:

S(t) 5 See™ O+ 4o, T], (53.7)
where ) s 5
2 2, Yty vy ( 14 )
= —_———, d=5-p(|1+—). 538
V=TT 4 Pt o (53.8)
Ol2 + 2 J/2
Remark 5.2 We notice that % vy > 0,s0v? > 2. To prove this inequality

notice that

Aohf + Mhi ~ (2oho — Mhp)? _ Mori(ho + hy)? >0 Vi >0
2 4 - an = 0 A=

and apply (5.3.5).
Proof For arbitrary z € R consider the moment generating function of In(S(z)/Sp),

Flz, 1) = EeMSO/S0) — gezXO+nc) — geX (07,

To prove the convergence (5.3.7) it is sufficient to verify that under scaling conditions
(5.3.1),(5.3.5) and (5.3.6)

flz, 1) — e/, (5.3.9)

First notice that X (¢) = ar + Xo(t), where X0 = x° () is the telegraph process
with symmetric velocities =c, which is driven by the same Markov switching process
¢ = &(t). Fix the initial market state i = £(0) € {0, 1}. The conditional generating
function f;(z, t) can be expressed as

fite, 1) = B; [t X O]
ct

o
— e(c,-z—k,-)t + e(az—)»)t Z(Krlz)z / ezx—p,x/cqu(x’ t: n)dx.
n=1 —ct
Here q?(x, t; n) are defined by (4.1.10)—(4.1.11) with symmetric speed co= — c1=c.
Using equalities (4.1.12) and (4.1.10)—(4.1.11) the factors (K,"l)Z can be absorbed
as follows
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o0 00
fi(Zs t) — e(C[Z—)»,‘)t + e(az—)»)t Z/ e(Z—M/C))CélQ(x, t: n)dx,
—00

n=1

where functions c}lo (x,t; n) are defined as above by (4.1.10)—(4.1.11) with ¢g =
—c1 = cand io = Ao(14+ho)?, ):1 = A1(1+4h1)? instead of Ag and A1, respectively.

Functions c}lo (x, t; n), i =0, 1, n > 1, are related to the transition densities
13? (x, t; n) of X°(t), the telegraph process with velocities ¢, which is driven by
the Markov process & with alternating intensities )A»,-, i=0, 1:

—hi— x/c AO(x

P, 1 n)=e t; n),

where A = (io + )Aq)/2 and 1 = ()ALO — ):1)/2 (see Proposition 4.1). Hence

o0
fi(z, 1) = elciz=rit _’_e(azf)&i)t Z/OO e(zfu/cﬂl/c)xﬁl(_)(x’ t; mydx (5.3.10)

. )
_ elaz—mi 4 glmitas / AW/ 50 1y,

—00

o
Here ﬁ? (x, H=> ﬁ? (x, t; n)istheabsolutely continuous part of the distribution
n=1
of the telegraph process XO(r) with symmetric velocities ¢ and with the alternating
switching intensities ko = Ao(1 + ho)?, M = A+ hy)3.

We will apply Theorem 5.5 to process X O(1). To verify assumptions (5.3.1), we
need to compute the limits of 2 / X and cit/ A under scaling conditions (5.3.1), (5.3.5),
where & = (Ao + A1)/2, &= (ho — A1)/2.

It is easy to see that

2 _ 2¢2 _ 2 Ao+ A
A o +he)+ad+hRDE A ho(1+ho)? + Ar(1+ hyp)?
c? A0+ A 2

k]

= — —>
A Ao+ A +o(ho+ Ar)
and

. Ao — A . Ao(1 + ho)* — A (1 + hp)®
A0+ Al Ao(1 4+ ho)* + 21 (1 + hy)?

. Ao — A1+ z2(hoho — A1hy) 4+ o(hohg — A1hy)

ro+ A1+ oo+ A1)

1
- =
A
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Ao — A n c loho — Aihy +o(l)
C- Z . o
_ 2% V2 V2i Loyl
1+ o0(1) 2

With this in hand, applying Theorem 5.5 we have the following convergence to
the normal distribution

R00) S ow(t) — (B +z07/2)t ~ N(=(B + zo7/2t, o21),

and hence,

1 A2 2
50 —(x+p0)7/Qto”) ;- _
pi(x, 1) = e , i=0, 1, (5.3.11)
o2t

Where,é =B+ z0y/2.
The limiting normal distribution in (5.3.11) has the following moment generating
function,

> 1 42 2 202t A
e o~ HBNT/ (207 gy _ ex [ —z t] ) 5.3.12)
/—oo o2mt P12 P ¢

We finish the proof of (5.3.9) by applying scaling conditions (5.3.1), (5.3.5) to
(5.3.10). First, notice

A—p_ Go—=2o) = Ga—=n) _ do((+ho)* =1 = A1 (L+h)° = 1)

c 2¢ 2¢
A A 4+hp) =1 —A ((1+h)*—1
_ VR @ 4h) =D —r @)D yz 53.13)
c 27 20
Then, using (5.3.6) we obtain
az+A—A=az+ % [/\Oezln(uho) +Mez1n(1+h.)] _ )\()‘;)»1
z
=az+ 3 [0 In(1 + ko) + A1 In(1 + hy)] (5.3.14)

2
+%[x0 02(1 4 ho) + A1 In2(1 4+ hp)] + o(1)

2,2
oy o 2

s
— 07 + 7

Applying (5.3.11)—(5.3.14) to (5.3.10) and using continuity of moment generating
functions, convergence (5.3.9) emerges. Indeed,
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fiz, 1) —>

2 2 2.2
oy + o 7ot
exp[ézt 0 . 1,2 . ( 2)/

t+ +
=exp[zt(8—/3(1+ %(

-
z +§>2—w ()]

2 2 2 2
r|ay+o
= exp [dzt + Z? [% +0%— %i“ = exp {dzt + vzzzt/Z} .

The theorem is proved. ]

Remark 5.3 Due to the structure of limiting volatility (see (5.3.8)) the value 62 =
lim(c? /) can be interpreted as the “telegraph” component of volatility, and the terms

2 2(ko + A1)

af+af  y2 | hohf+rihi  (hoho — Aihi)?
S lim

are the components of volatility engendered by jumps. Here lim denotes the limit
under conditions (5.3.5).

It is reasonable to define the volatility vol of the model (5.2.1)—(5.2.2) as pre-limit
value, see (5.3.8) and Remark 5.2,

2 2

¢ Aori(ho +hy)
P2 Tl 5.3.15
vort = 4 (5-3.15)

Notice that the volatility increases if the model is asymmetric in jump values, i. e.
ho 4+ hy #0.

Remark 5.4 Condition (5.3.6) can be changed to
A , / L5 5
a—+ E(ho +hy) — &, where §" := 68 + Z(ao +af).
This is obvious due to the following limit relation

24 12 2, .2
hg + hi +0(1)_)_a0+a1.

A
5 (1 +ho) + In(L+ k) = (o + k)] = =5 ==

In these terms the drift coefficient in Theorem 5.6 takes the form

_ /_l 2 2y
d=>§ 4(a0+a1) B +y/20).
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5.4 Fundamental Equation and Perfect Hedging

Consider European option with the maturity time 7 and the payoff function H =
f(S(T)). We assume that f is a continuous function. To price the option, we need
to study the master-functions

Fit. x) = F(t, x: i) = E} {e—”T—’)f(xeX(T—’)K(T — t))}, (5.4.1)
i=0,1, 0<r<T,

where EY denotes the (conditional) expectation with respect to the martingale mea-
sure P* under the initial state (0) = i.

Similarly to Eq. (4.1.5) and using (4.1.2) we obtain the system of integral equa-
tions,i =0, 1, t < T,

Fi(t, x) = e~ RiTT=0 p(yeci(T=0)y (54.2)
T
+ A / Fii(s, x(1 4 )it )em Hitr(=0gs,

t

with the terminal conditions F;(¢, x) |47 = f(x). Here risk-free intensities A}
are defined by Af = (ri —ci)/hi, i =0, 1 (see Theorem 5.4, formula (5.2.6)).
Differentiating in ¢ and integrating by parts in the result we obtain the PDE-form of
5.4.2):

l

oF, OF; % *
5 ) Heixm(t x) = i+ A Filt, x) = 4 P x(Lthi), (5.4.3)

O<t<T, i=0, 1.

Remark 5.5 Systems (5.4.2) and (5.4.3) play the same role for our model as the
fundamental Black-Scholes Eqs. (5.1.14)—(5.1.15). In contrast with the classic theory,
system (5.4.3) is hyperbolic. In particular, it implies the finite propagation velocity,
which corresponds better to the intuitive understanding of financial markets. Note
that Eqgs. (5.4.2) and (5.4.3) do not depend on Ay and A1, just like the respective
Eq. (5.1.14) in the Black-Scholes model (5.1.5)—(5.1.6) does not depend on the drift
parameter.

Equation (5.4.3) can be used for the explicit description of the hedging strategy.
Remind that the admissible self-financing strategy w1 = (¢, ¥;), 0 <t < T is
called a hedge (perfect hedge, replicating strategy) of the option with maturity at
time 7 and payoff function H, if its terminal value is equal to the payoff of the
option: VI =H a.s.
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For the wealth process
Vi=Vl=¢ SO+ B(1t), 0=<t=<T, (5.4.4)
we require the self-financing property to be fulfilled,
dV; = ¢:dS(t) + Y, dB(¢). (5.4.5)

Let S, B follow the model (5.2.1)—(5.2.2). Equation (5.4.5) can be written in the
integral form

1 t N(t)

Vi=W +/‘PSS(S)dX(S) +/‘ﬁsdB(s) + Z‘Prnhs(r,,f)s(fn_)
0

0 n=1
Using the identity v, = B(t)’1 (V; — ¢+ S(¢)) (see the balance in (5.4.4)), we obtain

t t N(t)
v, = Vot / e(s) Vods+ / 95 S(5) (Co(s)—Tee)ds+ D @r, ho(z, ) S(Ta—). (5.4.6)
0 0 n=l

To identify such a strategy in the case H = f(S(T)), note that (5.1.4) becomes
Vi=V' = B(t)E*[B(T)le‘ Sl = F(, S(t); e(t)), 5.4.7)

where the functions F(t, x; i) = F;(t, x), i = 0,1 defined by (5.4.1) satisfy
the fundamental equation (5.4.3). Notice that the strategy value V; depends on the
current market’s state ¢ (¢)(or in other words, it depends on the direction of market’s
movement). Exploiting It6’s formula (1.3.3), we get

t 1

oF oF
V: = Vo—l—/g(s, S(s); 8(s))ds+/a(s, S(s); €(s))S(s)ce(s)ds (5.4.8)
0 0

N(1)

+ D (Vg = Vi, ).
n=1

Comparing Egs.(5.4.6) and (5.4.8), using the fundamental equation (5.4.3) and
the definition of A%, A = (r; — ¢;)/h;, we have (between jumps): for ¢ €
(th—1, ™), n€ N,

oF
S(t)cg(z)a +—— —reoV

ot (5.4.9)
S()(cery — Fer))

¢r =
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F(t, SO+ hery), 1 —e@) — F(, S), (1)
S her '

Moreover, from (5.4.6) and (5.4.8), we obtain the values of ¢, :

Frn - Fr,,— _ F(ty, S(ty), e(tn)) — F (1, S(tp—), 1 — (1))

(p " = =
K S(Tn_)ha(ru—) S(Tn_)ha(rn—)

(5.4.10)

It turns out that the process ¢; is left-continuous. To prove this, note that from
(5.2.3) it follows that
St =) (1 + he(z,—)) = S(tn). (5.4.11)

The left-continuity of ¢; can be proved by applying (5.4.11) to (5.4.9)—(5.4.10).

5.5 Pricing Call Options

The main goal of this section is to derive an explicit formula for the initial price ¢
of a call option with payoff H = (S(T) — K)*, K > 0, in the framework of the
market model (5.2.1)—(5.2.2). According to the theory of option pricing we have

¢ = E* {B(T)_I(S(T) — Kt ‘ 8(0)} =Eq, {B(T)_l(S(T) - K)+} . (5.5.1)
see (5.1.4). Here K is the strike price and E*{-} denotes the expectation with respect
to the martingale measure P* which was constructed in Sect.5.2.

Fix the initial state i = £(0). Formula (5.5.1) has the standard form,
e — @) _ (@)
c=¢=8U"(y, T)—Ku'(y, T), (5.5.2)
where y = In K /Sp and
u® (v, T) =E {eiy(T)]l{X(T)+an(T)>y}} , (5.5.3)
UG, T) =B {7 DX DT ix ey |- (5:54)

To compute the functions ) and U¥ defined by (5.5.2)—(5.5.4) first notice that

Y1) L, X () + art, (5.5.5)

ro—11 cory — C1ro
where u, = and a, = —— . Formula (5.5.3) becomes
co —C1 co — C1
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o
u(i)(y, T) = Zugi)(y —b,, T),
n=0
where b, = In K,(,i) and

o0
uD(y, 1) :e—“r’/e—ﬂrxp;‘(x, f: n)dx. (5.5.6)
y

Numbers K,i"’ are defined by (4.1.30) with ; instead of /27, and the transition densities
pi(x, t; n) are defined by (4.1.3) with [P} instead of P;.
Conditioning again on the number of switchings we have

o
U, )= Uy = by, T,

n=0
where (see (5.5.4) and (5.5.5))
o
U,Ei)(y, 1) =K,’;e*“”/e*“’x+xp?‘(x, t; n)dx. (5.5.7)
y

To obtain the explicit pricing formula from (5.5.2) we should integrate in (5.5.6)-
(5.5.7). It is easy to see that functions ufll) and U,(,l), i =0, 1, n > 1, are continuous
and piecewise continuously differentiable, whereas u(()’ ) (v, 1) = e~ (it Licir>y)
Uél)()h t) — e*()n;k+rifci)l]l{ql>y}‘

‘We derive now the PDEs for functions u,(f) and U,Ei), i =0, 1, n>0,using the

. ou ou
notation L;u := — 4+ ¢;—.
at ay

Proposition 5.1 Functions uﬁ,i) and U,fi), i =0, 1, n >0, defined by (5.5.6) and
(5.5.7) satisfty the following systems,i =0, 1, n > 1, t >0

LD (y, 1) = = +rou (v, 0+ 25, 0, (5.5.8)

i “n—1

LUD(y, 1) =0 +ri —epUD (v, 0+ 250+ h)U (v, 1) (55.9)
with the initial conditions .’ , =0 Ul ,=0.
1= =

Proof Equation (5.5.8) follows, from Eq. (4.1.8) for distribution densities pZ’i.
Indeed, differentiating in formula (5.5.6) we have
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o0
@) —ayt o OPF
= —ayu,’(y, t)+e %" [ eTH W(x, t; n)dx.

y

oul (y, 1)
Jt

Applying Eq. (4.1.8) (with hg = h1 = 0) and integrating by parts we have

(@)
ou i —i v—ar
a; 0, 1) = —(ar +prei +2AHuP(y, D424y, D+ e T pE(y, 1 ).
(5.5.10)
We have used here the identity
o0
e*“’t/e’“"xpf_i(x, t; n—Ddx = uil:li)(y, 1), (5.5.11)
y
which follows from Eq. (5.5.6).
On the other hand, differentiating (5.5.6) in y we have
(@)
9 , t '
ci%y) = —c,-e_“"y_””pf(y, t; n). (5.5.12)

From Egs. (5.5.10) and (5.5.12) using the equalities a, + u,c; = ri, i = 0, 1, see
(5.5.5), we get Eq. (5.5.8).

The proof of (5.5.9) is similar. The only difference is that instead of (5.5.11) we should
use the identity (see (5.5.7))

oo
K;e—ar’/e—ﬂr”"pf_i(x, t; n—Ddx = (1+h)U" (3, 1),
y

The proposition is proved. O

To underline the dependence on the parameters we will use the notations

ul =ul(y, t; ro, A1, co. 1, ro, 1),
U =U(y, t; ro, A, co, €1, 1o, 1)

for functions u},i) and U,gi) defined by (5.5.6)—(5.5.7). Here A; are the switching
intensities, ¢; are the velocities of the main telegraph process X = X (¢) and r; are
the interest rates of the bond B = B(r). Comparing Egs. (5.5.8) and (5.5.9), we note
that

UD(y, t; 15, A3, cos c1, 10, 1) =ul(y, 15 ko, A1, co, c1, 0, 0),
(5.5.13)
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where, remind, ; := M1+ hi) = A +ri —c¢i, i =0, 1 (see (5.2.6)). Hence,
to obtain the exact pricing formulae it is sufficient to get the exact formulae for uff),
and then use (5.5.13) and (5.5.2).

Notice that P-a.s. ¢1t < X (¢) < cot. Due to Eq.(5.5.6), forn >0, i =0, 1,

ul(y, 1) =0, if y > cot, (5.5.14)
o0

ugi)(y, 1) = p,(li)(t) = e ! / e Mt pi(x, t; n)dx, ify <cit. (5.5.15)
—00

In the latter case, system (5.5.8) takes the form
dpy”

= —O0F+rip® + 1P >0, n=1,i=0, 1. (5.5.16)

Here, by Eq.(5.5.6),
o) = Er {B(t)_lll{zv(z>=0}} —e W >0 i=0,1. (55.17)
System (5.5.16) is supplied with the initial conditions
oP0)=0, n>1,i=0, 1. (5.5.18)
Lemma 5.1 The solution of system (5.5.16) can be represented in the form
(1) = e~ HHIAD PO Gy i =0,1, n>0,

where Afli) = (A;")[(”“)/z] ()ﬁl‘_i)["/z], n > 0, and functions Pn(i) are defined as
follows:

POPwy =, PV =1, (5.5.19)
A : " O mP + e (—at)
PO pOpy = E n ) =01 n>1
n n ( ) }’l' + - (n + ])k k' l s n =

Here

m©® =[n/21, ml’ =[n-1)/2],
(myg=mm+1) ... (m+k—1), a=Ar5—A] +ro—ri,

[-] is the integer part of a number.
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Proof Notice that in the particular case Aj; = A7 = A and rg = r; = 0, the solution

(i) ()" At
of system (5.5.16) is well known: ,on (t) = m,(t) = P{N(t) = n} = e

n! ’
which coincides with the result of Lemma 5.1.
In the general case, we apply the following change of variables

pr(li)(t) — e_()‘1+rl)tA§li)Pn(i)(t).

Due to (5.5.17), in these notations, for n = 0, we have Pél)(t) =1, Péo)(t) =e ¥,
where a = (Aj + ro) — (A} + r1). Initial conditions (5.5.18) lead to the initial

conditions Pn(i) o =0, n>1, i=0,1, for the system
t=l
dp,”
n +a P(O) P(l)
dt1 , n>1. (5.5.20)
dpV (0)
=P
dr

It is easy to see that functions P,fi) defined by (5.5.19) satisfy system (5.5.20). [J

Remark 5.6 Formulae (5.5.19) can be expressed by means of hypergeometric func-
tions, see [28], Chap. 13:

<’>(t)——1F1(m,<;>+1 n+1; —at), i=0,1.

Formulae (5.5.19) can be rewritten in detail:

PO _ph 2+l i n+1D...(n+k) .(—at)k
2041 T2l T P2l 0 Ty —~ 2n+2)...Qn+k+1) k! ’

b _ 1 i n4 D). (ntk—1) (—af
T em | & et D @ik K|

o_ P [ S D4k (—ant

Further, using (5.5.21) it is easy to check the useful identity:
Py (1) = Py (1) = aPy (1), 120, n>0.

In the similar manner we can express the general solution of Eq. (5.5.8).
Define the coefficients i j, j < k:
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Bik,o = Br1 = Brk—2 = Brk—1 =1, (5.5.22)

(k= Pijs2

Pri ="

>1, j<k.

We use coefficients B, ; to define the following functions @i , = @ » (1), k < n:

@o.n = Pon1 (1), (5.5.23)
Zak J= lﬂk,Pz(;)](z) >0, 1<k<n.

Finally, we define functions v( D= vn) (p, q) (for positive p, q) as follows.

Forn =0 set vol) =0, v(o) e %, andforn > 1

V(e @) =V (P @) = P2n+1<p>+z m(p)n

n—1 k
v, (p. @) = Py, (p) + Z () = 1, (5.5.24)

0
V5 (p. q) = 0)(P)+z—<ﬁk Ln-1(p),n = 1.

i)

Now we can derive the expressions for u( =u, @ (y, 1), i =0, 1,intheinterval

cir <y <cot.
Theorem 5.7 System (5.5.8) admits the unique solution of the form
0, y> cot,

u;i) _ Wr(:i)(P, q), ct<y<cot, i=0,]1. (5.5.25)
P,y <e,

Here
wiD = e Gt AOVD (p gy, i=0.1, n=0,  (5526)

cot —y y—cit

co—cr’ co—cr
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Cocfficients Afli) and functions p,(,i) are defined in Lemma 5.1. Functions vfli) =

v,(f)(p, q) are defined in (5.5.24).

Proof ByEq.(5.5.6),ul’(y, 1) = 0,if p < 0,and u'” (y, 1) = pi’ (1), if ¢ < 0.
We solve now system (5.5.8) for ¢t < y < c¢ot, i. e. for p, g > 0. First notice

that for any smooth function w = w(p, ¢q)

aw aw
A , = — —
ow(p, q) a7 + co oy
1 aw ow 1 w  ow ow
= ——c—)+tc —V— t— )=
co — Cl ap dg co —c1 op  dq dq
and
aow

1 ow ow n 1 ow n ow ow
= co— — C1— c ——t— )= —.
co — €1 Oap laq 1co —c1 ap  dq ap

Therefore, in the notations of (5.5.25)—(5.5.26) for p, ¢ > 0 (i.e.forc1t <y <
cot) Eq. (5.5.8) are equivalent to the system

vy _ (D)

g TVl oy (5.5.27)
avnl) ©) , h=1. D
ap =V

To define the initial (n = 0) functions v(()i), i =0, 1 we apply definition (5.5.6)

of functions u,(f):

Lt(()l) =e Wi +ri)t]l{y<cit} =e +ri)(p+Q)1{y<Cit}’

and (5.5.26):

u = e Gitra=Gitrp O, g

Comparing these two expressions we have
W = e Pl pagy, WY = e 0, (5.5.28)
where a = (Aj + ro) — (A} +r1).

Applying again definitions (5.5.6), and (5.5.26) and Lemma 5.1 we have the fol-
lowing boundary conditions for (5.5.27):

v =0, ¥ =PV (p+q), (5.5.29)
p<0 q<0
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where P = P\ (1), n >0, i =0, 1, are defined by (5.5.19).
We will find the solution of Eq. (5.5.27) in the form (5.5.24) with indefinite ¢y ,.
First, if the number of equation is odd (i. e. for 2n+1 instead of ), then substituting
v® and v v = 0 defined by (5.5.24) into system (5.5.27) we see

2n+1 2n+10 Von+l = Vont1
that Eq. (5.5.27) are fulfilled if

n k—1
> Gk () = P () + Z —¢k+1 () ¥p, g >0
k=1 )

and
n qk
P (P)+ 2 "0k n(p) = P<°)(p>+2—<pk La1(p), VYp, q>0.
k=1

Here the prime denotes the derivative.
These relations are equivalent to

o1.0(p) = PV (p), (5.5.30)
Py (p) = PV (p) (5.5.31)

and
Gen(P) =@k—1a-1(p), p>0, 1<k=<n, n>1 (5.5.32)

Second, if the number of equationis even (i. e. for 2n instead of n), then substituting

v and vS!) defined by (5.5.24) into system (5.5.27) we see that Eq. (5.5.27) are
fulfilled 1f

n k
(kq 1)"/)k—l,n—l(p) Pan—1(p) +Z o P n=1(P)
k=1
and
g~ n—l g~
1
Py (p) +kZ Pk, n(P) = P (p) +k2 T n-1(p).
1 1
These equations are equivalent to
©0, n—1(p) = Pru—1(p), (5.5.33)
1’
P, (p) = Pau—1(p) (5.5.34)

and
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Gest.a(P) =@ n—1(p),  p>0, 1<k<n—1, n>1 (5.5.35)

Notice that equalities (5.5.31) and (5.5.34) follow from the second equation of
(5.5.20). Equations (5.5.32) and (5.5.35) are equivalent.
We define the functions

©0,n(p) :== Pay1(p), (5.5.36)
k—1
Gen(p) = a I B P (p), 1 <k<n nzl.
j=0

In particular, due to the definition of By ; (see (5.5.22)), coefficient 819 = 1 and

hence @1 ,(p) = P5) (p), which coincides with (5.5.30). The first equality of (5.5.36)
yields (5.5.33).

It remains to check that functions ¢y, (5.5.36) solve system (5.5.32). Differenti-
ating (5.5.36) and using (5.5.20) we get

O n(p) = Zak I B Py (P).

By the identities Pz(g)+1 = 2(,1[11 and Pz(;i) - Pz(g) = aPy41, n > 0 (see Remark
5.6), we have

Pen(P) = Z a7 B i Pa 1 (p)

Jj=0.
J is even
k—j—1 (D k—j
+ E a/ IBk,jPQn_j_l(P)_ E a j,Bk,jPZn—j(P)-
Jj=0, Jj=0.
J is odd J is odd

To complete the proof, it is sufficient to apply the identities Bi 2m+1 = Bk—1,2m and
Bi2m — Pk.2m+1 = Pik—1.2m—1, which evidently follow from the definition of B ,
(see (5.5.22)). Theorem 5.7 is completely proved. [
Remark 5.7 If A§ = A7 =X, ro =ry =r,thena = A§ — A7 +r9 —r; = 0 and
formula (5.5.25) looks more simple. First, by definition (5.5.21) we simplify P( D to

t" )"
PO(t) = —. Moreover, 7\ = 7, = @ |) and p\”) = e ="', (¢). The sum
n! n!
2n—k+1
~ Q) __t
(5.5.36) for ¢, , contains the only term @, (1) = P, (1) = ErErEL

Therefore,
0)

‘ 1 < (n _
v (p. q) = ;Z(k)qkp" ‘

T k=0
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and
0, y > cot,
ud = yne=G-Fr) vf,’)(tgl, q), cit =y = cot,

—, y <cyt.
n!

0)

1 . .
(() ) and uy  are discontinuous

Remark 5.8 1t follows from (5.5.25) that functions u
at g = 0 and p = 0, respectively. All subsequent functions uff), n > 1, defined by
(5.5.25), are continuous. The points of possible discontinuity of the first derivatives
are concentrated on the lines p = 0 and ¢ = 0. For example, for u(lo) and uil) we
have

au(l") _ au(li) — e (gtrop

3(] qg=+0 3(] q=—0 l ’
81/{?) _ 8’1?) — )\{se—(k(’§+ro)q i=0. 1.
Bp p=+0 8p p=—0 l 7 ’

In general, using (5.5.25) one can prove that functions u f,i) and their derivatives up

to (n — 1)-th order are continuous.

Remark 5.9 Theformulaein (5.5.2)—(5.5.7) have a different structure, which depends
on the sign of In(1 + &1)(1 + hy).

1. f (1 +h1)(1 + hg) < 1, thenIn(1 4+ A1) + In(1 4+ hg) < 0, hence b, — —o0.
The price of a call option is given by formula (5.5.2) with

(@) (@)
n ny

1
u=u®y, )= p (M + > uly—be. T: 252}, co.cr.r0. 1),
k=0 k=n® 11
and ' ' o
U=UDy, T)=uV(y, T; ko, i1, co,c1,0,0), (5.5.37)

where y = In K /Sy and
ngi):min{n cy—by,>ciT}, ng):min{n ty—by,>coT}, i =0,1.

2. If (1 4+ h1)(1 + ho) > 1, then In(1 + A1) + In(1 4 Ag) > 0, hence b, — +o0.
Denoting

mgi)zmax{n Ty —by >c1T},mg)=max{n cy—by,>coT}, i =0,1,

we obtain the call option price formula of the form (5.5.2) with
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(i)
ml o
uDy, Ty= > ul(y—be. Ti 25 2 coerror)+ D pd (1),
k=m’ k=m'"+1

and U (y, T) is defined in (5.5.37). Consider the following examples.
Example 5.1 The Merton model.

fro=ri=r co=cr=c¢, ho=hy=—-h, h <1, Ao =X =X Eq. (5.2.1)
takes the form
dS() = S(t—)(cdt — hdN (1)),

where N = N(¢), t > 0, is a (homogeneous) Poisson process with parameter A > 0.
In this case functions U) = U and u”) = u in (5.5.2) do not depend on i. Functions
u and U are defined as follows.

If0<h<landc > r,thenb, =nlIn(l —h) - —o0 and

no
u=u(nk/Sy, T)=e""T Z ul(In(K /So) — by, T)
n=0

=e "TP(N(T) < no) =" W, (W*T),

no n

where A* = (¢ —r)/h > 0and ¥, (z2) = e™* > Z—’ In this case, function U has
n=0 1

the form

Uy, T) = Wpy(A*(1 = WT).
Forh <0Oandc < r,i.e. b, =nln(l — h) — 400, we have
u(y, T)=e "7 (1 =W,y (W*T)),
Uy, T)=1—-¥, A*(1 —hT).

In both cases,
In(K/Sy) — cT
no = inf{n : Soe”ln(l_hH(C_r)T > B(T)_lK} = —n( /S0) — ¢
In(1 — h)

Example 5.2 Let us consider another symmetric case \g = Ay = A, ro =r; =1,
co=r+c, ct=r—candhg = —h, hy = h; ¢ >0, 0 < h < 1. These
assumptions simplify the form of u®. In this case we have Ay = A = ¢/h and
b, — —oo. Here by, = nn(1 — h?) and ba, 1 = nln(l — k%) + In(1 — (—1)'Ah).
We denote .
ni = [IH(K/SO) — e+ (71) r)T} . i=0,1. (5.5.38)
In(1 — h2)
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Function (¥ has the form (see Remark 5.7)

21 n 2ng n n/2]
© _ o (e/h4nT (cT/h) (c/h) n\ & et
@0, D)= @S —i=+ 2 == 2 )
n=0 n=2n1+1 k=0
T—y+b —(r—oT—b
where p, = LT ZYEI 0 YZCZOT D gy =

2c 2c

In(K/Sp).
Function u has the similar form.

5.6 Historical and Implied Volatilities in the Jump
Telegraph Model

5.6.1 Historical Volatility

Historical volatility is defined as

(5.6.1)

BV (1) = \/Var{log S(tt—i- ‘L’)/S(‘L’)}.

For the classic Black-Scholes model log S(r + t)/S(7) 4 at + ow(t), where
w = w(t), t > 0, is a standard Brownian motion, the historical volatility is constant:
HVps(t) =o.

Consider a moving-average type model (see [29]), which is described by

t T
log $(1)/S(0) =at+aw(t)—a/dr / roe”POFADE= gy )
0 —00

o, A, Mo+ A > 0.

Usually these models are applied to capture memory effects of the market [24, 30].
The historical volatility (5.6.1) for this model can be exactly described [29],

V@) = /33 + 30201 +2002:(0) (5:62)

with 24 = Ao + A1 and ®; (1) = (1 — e~ )/ (2A1).
The historical volatility of jump telegraph model (5.2.1) is defined by

W) (1) =/ ss(;ﬂ (5.6.3)
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where s;(t) = Var; [X () + Inx(¢)] and i = ¢(0) is the initial state. Due to (4.1.20),
historical volatility HV = (HV((¢), HV; ()T can be computed by the formula

t
HV() = %/e(’*f)A v(t)dr, (5.6.4)
0

where v = (vo(7), vi(1))T is defined as in (4.1.20), but with In(1 + ;) instead of
hi, i =0,1:

V() = Ao [In(1 + o) — CTP,.(D1*, vi(r) = Ay [In(1 + A1) + CT (01>
Here C = co+ Ao In(1 4 ho) —c; — A1 In(1 4+ A7) and @), (1) = (1 —e 2*T)/(2A1),
20 = Ao + Al

Historical volatility in jump telegraph model has the following very natural
limiting behaviour (see (4.1.24)—(4.1.25)):

lim HV; (1) = VhilIn(1 + k),

. Aol .
lim HV;(t) =/ == [(MB + >+ (MiB—0)?], i=0,1,
t—00 223

2B = In(1 + ho)(1 + hy), 2¢ = co — cq; see (4.1.25)). These limits look quite
reasonable: the limit at 0 is engendered by jumps only, the limit at co contains both
the drift component and a long-term influence of jumps.

Using (4.1.27) and (5.6.1), in the symmetric case Ao = A = A formula (5.6.4)
takes the form similar to (5.6.2),

2 Doy (t .
HV; (1) = \/CT +AB%Z+ (c+ xbﬂL() + 1@y (1) + (—1)I2B(c + Ab)e= 2,

)
(5.6.5)
i=0, 1.

The limits of historical volatility under a standard diffusion scaling (see Theorem
5.6) look more complicated. Nevertheless, in the symmetric case Ag = A; = A, we
have under the scaling conditions of Theorem 5.6,i.e. A, ¢ — 0o, h; — 0, c2/k —
02, ¥/Ah; — «; that the historical volatility HV;(¢), i = 0, 1 defined by (5.6.5)

2 ao + a1\’ . . o
convergestov = [0~ + > . Indeed, according to scaling conditions, we

2 2
c o)+ o
have the convergence of the first two terms = +AB%tov? =02 + (%) .


http://dx.doi.org/10.1007/978-3-642-40526-6_4
http://dx.doi.org/10.1007/978-3-642-40526-6_4
http://dx.doi.org/10.1007/978-3-642-40526-6_4
http://dx.doi.org/10.1007/978-3-642-40526-6_4
http://dx.doi.org/10.1007/978-3-642-40526-6_4
http://dx.doi.org/10.1007/978-3-642-40526-6_4
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The remaining part vanishes, because @, (t) — 0, e 2 5 0, Vr > 0, as

Ab)?
A — 00, and the limits of %, ¥i, B(c + \b) are finite.

5.6.2 Implied Volatility and Numerical Results

Define the Black-Scholes call price function f (i, v), u =log K, by

F(_—“ 4)—6“]7(_—“—4), if v>0,

NG NG
fu,v) =
(1 —eM)T, ifv=0,
Z
where F(z) = — f e~*/2dx is the distribution function of the standard normal
A/ 27'[ —00

law. The processes V;(u,t), t >0, u € R, i =0, 1, defined by the equation

E[(St+1)/S() —e")TIFc] = f(1t, Ve (w, 1)), (5.6.6)

are referred to as the implied variance processes.
The implied volatilities IV; (i, t) are

Vi, 1) = ,/M. (5.6.7)

Below, we perform the numerical valuation of the jump telegraph volatility
(5.3.15) and the historical volatility (5.6.4) which are compared with the implied
volatilities (5.6.7) with respect to different moneyness and to the initial market
states. The implied volatilities are calculated by the explicit formulae (5.5.1)—(5.5.2),
(5.5.13), (5.5.25), and (5.6.7). First, we consider the symmetric case: Ao = A} = 10,
co=+1, ¢ =—1land hg = —0.1, h; = +0.1. In Fig.5.1 we plot implied volatil-
ities in this simple case. Table 5.1 lists call prices and implied volatilities of this
volatility smile numerically. Notice that these frowned smiles of implied volatilities
Vg and IV intersect at K /Sp ~ 1.17.

Table 5.2 and Fig. 5.2 show the implied volatility picture for skewed movement,
when the market prices have a drift: both velocities are positive, and to avoid an
arbitrage, we suppose jump values to be negative. This figure has unstable oscillations
for deep-out-of-the-money options. Moreover, only in this case historical and jump
telegraph volatilities are less then implied volatilities values for at-the-money options.

Finally, we present the case taken asymmetrically with A1 = 48.53, A9 =
34.61, hy = —-0.0126, hy = —-0.0358, ¢; = 0.61, ¢¢ = 1.24. These
parameters correspond to the simulations of a preferably bullish market with small
jump corrections. The main feature of this market consists in the redundancy of small
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implied volatility

0.25 ; !

-1 -0.5 0

log-moneyness:

Fig. 5.1 Symmetric smile, t = 1, Sp = 100, Ao = Ag

c1 =—1,HV4: =0.3162

Table 5.1 Symmetric smile, t = 1, Sp = 100, Ao = X1

c1=—1

L
0.5

log(K/S;)

=10, ho = —0.1, h; = 0.1,

119

co =1,

=10, hop = —=0.1, hj=40.1,¢c9 =1,

K 40 70 100 117 130 160 190 220 250 280

¢ 60.0013 31.6774 127370 6.9036 4.1565 1.1433 0.2632 0.0478 0.0058 0.0002
¢ 60.0026 31.7257 12.7680 6.9039 4.1382 1.1128 0.2430 0.0390 0.0032 0.0

Vi 02670 0.3147 0.3206 0.3200 0.3186 0.3128 0.3045 0.2935 0.2787 0.2545
Vo 02811 03175 0.3214 0.3200 0.3180 0.3109 0.3010 0.2875 0.2671 0.0
Table 5.2 Skewed smile, r = 1, Sy = 100, Ag = A; = 10, h; = —0.03, hop= —0.19, ¢; =0.3,
co=1.9

K 50 100 150 200 250 300 350 400 450 500

¢ 508133 17.6956 5.5624 1.8243 0.6350 0.2325 0.0882 0.0347 0.0127 0.0053
¢ 509762 18.5944 6.3367 2.2640 0.8586 0.3454 0.1413 0.0621 0.0279 0.0099
Vi 04475 04473 04539 0.4590 0.4620 0.4632 0.4630 0.4624 0.4577 0.4565
Vo 04662 04704 04776 0.4827 0.4856 0.4875 0.4868 0.4873 0.4867 0.4766

jumps. The calibrated martingale distribution is strongly asymmetric (Table 5.3 and

Fig.5.3).

The behaviour of implied volatility in the jump-telegraph model for these data
surprisingly resembles the calibration results for stochastic volatility models of
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implied volatility
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-25 -2 -1.5 -1 -0.5 0 0.5 1 1.5 2
log-moneyness: log(K/Sy)

Fig. 5.2 Skewed smile, t = 1, Sop =100, Ao = A; =10, A1 = —0.03, hg = —0.19, ¢; = 0.3,
co =1.9,HV; =0.4198, HV( = 0.4402

0.185

0.175 7]

implied volatility
154
3
T
<
Il

0.165[ 7

0. 1 55 Il Il Il Il Il 1 1 1 1
-08 -06 -04 -02 0 0.2 0.4 0.6 0.8 1 1.2
log—-moneyness: log(K/Sy)

Fig. 5.3 Asymmetric smile, 7 = 1, So = 100, A, = 48.53, Ao = 34.61, hy = —0.0126, ho =
—0.0358, ¢ = 0.61, co = 1.24 , HV; = 0.1630, HV( = 0.1642
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0.46
0.455
0.45

0.445

implied volatility

0.44

0.435

0.43
1.4

90

T 04 70 K

Fig. 5.4 Skewed smile, So = 100, 2o = A1 = 10, i1 = —0.03, hg = —0.19,¢1 =0.3,¢0 = 1.9

Table 5.3 Asymmetric smile, t = 1, So = 100, A} =48.53, 1o = 34.61, h; = —0.0126, ho =
—0.0358, ¢y =0.61, co=1.24

K 50 70 100 130 160 190 220 250

] 50.0002 30.1167 6.8313 0.4913 0.0146 0.0002 0.0000 0.0000
0 50.0002 30.1215 6.8838 0.5117 0.0162 0.0003 0.0000 0.0000
I\ 0.1809 0.1762 0.1714 0.1684 0.1663 0.1645 0.1628 0.1608
Vo 0.1819 0.1773 0.1728 0.1699 0.1679 0.1662 0.1646 0.1629

the Ornstein-Uhlenbeck type (see [31], Fig. 5.1, where implied volatilities of OU-
stochastic volatility model was depicted). Similar comportment is observed in jump-
diffusion models (see Table 2 of [32]). All calculations were prepared by considering
a data set of European call options on S&P 500 index).

Figure 5.4 depicts an implied volatility surface with respect to strike prices and
maturity times.

5.7 Pricing Exotic Options

In the framework of model (5.2.3) it is possible to price more exotic than the standard

call options. Here we give some hints to up-and-out and «-quantile call options.
Consider the market with the underlying assets defined by (5.2.1)—(5.2.2). Up-and-

out call option is a European call, expiring at time 7', with strike K and up-and-out
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barrier B. We assume K < B. Denote M(t) = 0max X (s). The payoff function of
<s=<t

this option is (S(T) — K) " Lym(r)<p}-
The price of this option at time ¢ is represented by

Fit, 0 =B [ " TOST =0 = K Lar—n=m ], x = S0 = S(O).

In the rectangle {(f,x) : 0 <t < T, 0 < x < B} functions F;(¢t, x), i =0,1
satisfy integral and differential Egs. (5.4.2), (5.4.3) with the terminal condition

F(T, x)=(x-K)", 0<x<B,
and the boundary conditions (cf. [13], Theorem 7.3.1):
Fi(t, 0) =0, 0<tr<T,
Fi(t, B)=0, 0=<t<T.

The option price formulae can be obtained by solving this boundary value problem
similarly to formulae (5.5.2)—(5.5.4).

Another example of path-dependent options based on telegraph processes which
can be easily proceeded is so-called the «-quantile option. We define the payoff
function using the following notation. Let

t

I(x, y, 1) =/]1{S(x,s)sy}ds
0

be the occupation time with respect to ¢ of the process § = S(x, 1) = xeXOk (1)
lying below the level y. The «-quantile (0 < o < 1) of stochastic process S is
defined by M% = inf{y : I(x, y, T) > «T}. The terminal payoff function of the
fixed strike a-quantile call option is defined by (M5 — K )t

To price this option, we operate similarly to Sect. 3.2. Consider the double Laplace

transform
o0

w;i (x) =/efbtv,'(x, t)dt,

0

where v; (x, t) = E; exp(—BI(x, y, t)), B > 0. Notice that functions v; satisfy the
Feynman-Kac system

[ — 20 4 cox 20 = g [vo(x, 1) = vi(x(1 4+ ho), D]+ k(x)vo(x, 1), 570

— W o B = i (x, 1) —vo(x (1 + hy), D] = k@)vi(x, 1),


http://dx.doi.org/10.1007/978-3-642-40526-6_3

5.7 Pricing Exotic Options 123

with
0, x>y,

k(x):’ﬁ, x <y

To prove that, we use again the conditioning trick. Let

. t
Y,(’)(x)=exp[—ﬂ/ ]1{Si(x,s>§y}ds], i=0,1.
0

Notice that, forany x, y > 0, theroots = sl?“ of the equation xe“* = y is unique.
Set

I
T, 1) = sF = n(y/x), if 5% e [0, 1];

Ci

* . * .

T (x,t) =t, if 57 > t;
* _ . *

T (x,1) =0, if 57 <O.

Conditioning on the first switching, we obtain the following equality in distribution
t
0 00) LePROD 11y + / hoe 0 YD) (xe05 (1 + ho))e #5 9)ds,
0
13
YD () Ze PO gy 4 / Je MY 0 (e (1 hy)ye PO s,
0

Here 7 is the first switching time.
Therefore,

t
vo(x, 1) = e Pro@n—hot 4. / Aoe 05y (xeS (1+hg), t—s)e PO ds, (5.7.2)
0
t
vi(x, 1) = e~ BU—T{ (x.0) =t +/ )\leiklsvl (xe“ (1 + hy), t _S)e—ﬂ(z—rl*(x,s))ds'

0
(5.7.3)
Differentiating Egs.(5.7.2)—(5.7.3) we obtain system (5.7.1) by applying the
following identity

0 d
[‘a +c,-xa} s =—1, i=01,

System (5.7.1) leads to the set of ordinary differential equations for (wg, wi):

{ coxwy(x) = Ao(wo(x) —wi(x (1 +ho))) + (b + k(x))wo(x) — 1
crawy (x) = A (w1 (x) —wo(x (1 + h1)) + (b — kGx)wi(x) — 1.
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Let /3;] and ,CE] denote the Laplace inversion with respect to Laplace variables
b and B, and let ¢ and T be the respective variables after Laplace inversion. The price
of the w-quantile option is

o oo

; - _ 11 [ W)

e g=¢ ’T/IP’Z‘(M% >x)dx =e fT/cbl,cﬁl [W] [P P
K K

(5.7.4)
(cf. [33], formula (3.6)). By performing the integration one can obtain the integral
representation of (5.7.4) as well as the distribution of /(x, y, ?). In the presence of
jumps, the closed formulae for distribution of /(x, y, t), similar to (3.2.16)—(3.2.17),
are yet unknown.

Notes

Option pricing model based on the generalised jump-telegraph processes was first
introduced by the second author [34]. Later this model has been substantially devel-
oped in [15-17], [35].

This book does not contain extensively developed theory of continuous time ran-
dom walks (CTRW) with its multiple applications to finance [36]. Market models
based on diffusion-telegraph processes, see [37], are also omitted.
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