ANALYSIS OF ECONOMIC DYNAMICS
USING DIFFERENTIAL EQUATIONS

Thesis

Aron Balazs Papp
Matematics BSc

Supervisor:

Dr. Petra Csomos
associate professor

Department of Applied Analysis and Computational Mathematics

Eotvos Lorand University, Faculty of Science

2025



Contents

Acknowledgement
Introduction

1 Stochastic calculus in economics
1.1 Stochastic differential equations . . . . . . . .. ... ... ... ...
1.2 Geometric Brownian motion . . . . . . . . ... ... L.
1.3 Connection to parabolic PDEs . . . . . ... ... ... ... ... ....
1.4 TImplications for the Black—Scholes model . . . . . . . .. .. .. ... ...

2 The Lucas—Alvarez model
2.1 The Fisher-KPP equation . . . . .. ... ... ... ... .........
2.2 Themodel’'ssetup . . . . . . . . . . .. ...
2.3 Combined effect . . . . . . . . ...
2.4 Traveling wave solutions . . . . . . . . ... Lo
2.5 Solving the PDE numerically . . . . .. ... ... ... ... ..
2.6 Implementation and comparison . . . . . . . .. ... ...

3 Optimal control problems
3.1 Preliminaries . . . . . . . ..
3.2 The Hamilton—Jacobi-Bellman equation . . . . ... ... ... ......
3.3 Verification step . . . . . . ..
3.4 Aiyagari-Bewley—Huggett model . . . . . . . . . ... .. ... .. .....

Summary

Bibliography

14
14
15
17
18
24
26

30
30
33
35
36

41

42



Acknowledgement

First and foremost, I would like to express my gratitude to my supervisor, Dr. Petra
Csomoés, for her invaluable guidance, support, and encouragement throughout the
entire process. Her dedication and readiness to discuss ideas, offer suggestions and help
me improve my work have all greatly contributed to the development of this thesis.
I am also sincerely grateful to Agnes Backhausz for her helpful feedback on Ité integration.

I would also like to thank my family for their love, support and encouragement throughout
my academic journey. Their constant belief in my abilities has inspired me to persevere.
Finally, I am grateful to my friends for their companionship and support along the way.



Introduction

Over the past few decades, tools from probability theory and differential equations
have become essential in modern economic modeling. In particular, Brownian motion,
a concept originally developed in physics to describe random particle movement, has
found important applications in economics and finance. It helps us model unpredictable
changes over time, such as how stock prices fluctuate or how individuals face uncertain
income in the future. When we build models based on this kind of randomness, we often
use stochastic differential equations, which combine both randomness and deterministic
change in a precise mathematical form.

A key idea in economic modeling is that individuals or firms are not the same. In reality,
people differ in many ways: how productive they are, how much they save, or how they
allocate their money. To better capture these differences, economists use heterogeneous
agent models, where each agent (a person, a firm, or some other decision maker) follows
their own path, which leads to more complex but more realistic models. For example, to
understand how knowledge spreads through an economy or how inequality evolves over
time, we use partial differential equations.

Another type of heterogeneous agent models focuses on problems that are about making
the best possible decisions over time whether it is a household deciding how much to
consume and save, or a government choosing the right economic policy. These types of
problems are studied using the tools of optimal control theory. At the heart of this field
lies the Hamilton—Jacobi—Bellman equation, which helps find the best decision-making
strategy in uncertain and dynamic environments.

The thesis explores these themes in three main parts: First, we introduce stochastic
calculus and its connections to finance through the famous Black—Scholes model. Next,
we study a model of knowledge diffusion in the economy, based on a PDE inspired by
biological population models. Finally, we turn to optimal control problems in economics,
including an example model of individual decision-making under uncertainty.

The models presented in the thesis are selected from Achdou et al.: Partial Differential
FEquations in Macroeconomics [1]. Some aspects of the models are not discussed in detail
in the original work, so we aim to elaborate on those points by refining its mathematical
context and presenting further numerical results where relevant.



Chapter 1

Stochastic calculus 1n economics

This chapter deals with stochastic calculus in economics, starting with stochastic differ-
ential equations and their connection to PDEs. We then discuss their implications for the
Black—Scholes model.

Notation 1.1. Let M C R™ x R™ be an open set, where n,m € Z*. If the function
f: M — R is i times continuously differentiable in its first variable, and j times in the
second, we denote it as f € C%.

Notation 1.2. Let A € R™™ be a matrix. We denote by ||A||r the Frobenius norm of
A, ie.:

[AllF =

1.1 Stochastic differential equations

Economic systems are inherently subject to uncertainty, driven by unpredictable shocks,
policy changes, and external influences, therefore, capturing this randomness in differential
equations is essential. In this chapter, we cover some basic concepts of stochastic calculus,
which are essential for understanding the later developments in the thesis. The primary
references for this topic are Michael Steele’s Stochastic Calculus and Financial Applica-
tions 8] and Anne Carlstein’s Stochastic Calculus: Understanding Brownian Motion and
Quadratic Variation [9].

Definition 1.3. Let (5, .4) be a measurable space. A stochastic process is a set of random
variables { X (¢) }ier defined on a probability space (2, F,P), where T # (), such that for
eacht € T, X(t) : Q — S is (F, A)-measurable.

For each w € ), the trajectory corresponding to the realization w of X (¢) is the function
t— X,(t).

Assumption 1.4. In this thesis, we deal with continuous-time stochastic processes, so
we assume T = [0,00) or T = [0, 7] where T' > 0. Furthermore, we assume that S = R,
and that it is equipped with the Borel sigma-algebra.



Assumption 1.5. From now on, we assume the probability space (2, F,P), with the
increasing filtration (F;)¢>0, such that F; C F for all ¢ > 0, and satisfying the following
conditions:
(1) (Fi)e>o is right-continuous, i.e., for all t € T', we have F; = ﬂ}"s, and
s>t
(ii) (Fi)eso is complete, i.e., for all A C Q for which there exists a set B € F, such that
A C B and P(B) =0, we have A € Fy.

Assumption 1.5 means that under such a filtration, no new information can appear
abruptly and events that do not change the outcome are accounted for in the initial
knowledge.

Definition 1.6. A stochastic process {B(t)};>0 = {(BL(t),..., BY(t)}i>0 is called a d-
dimensional Brownian motion (or Wiener process) if it satisfies the following properties:

(i) B(0) = 0 almost surely,
(ii) ¢+~ B(t) is continuous almost surely,

(iii) The increments of {B(¢)}:>o are normally distributed: for any ¢ > 0 and s > 0, the
increment B(t + s) — B(t) follows a d-dimensional normal distribution with mean 0
and covariance matrix s/g, i.e.,

B(t+s) — B(t) ~ N(0, s14),

(iv) The increments of {B(%) };>¢ are independent: for any ¢ > 0 and s > 0, the increment
B(t + s) — B(t) is independent of the sigma-algebra o(B(u) : 0 < u < t) which is
the filtration generated by the process up to time t¢.

In one dimension, Brownian motion can be understood as the continuous-time parameteri-
zation of a symmetric random walk, describing the asymptotic behavior of its trajectories.
It serves as a fundamental stochastic process and has widespread applications, particularly
in finance and economics.

Proposition 1.7. For any t € T, the trajectories of Brownian motion are not differen-
tiable at t almost surely.

Proof. Let h > 0. Since we know that B(t 4+ h) — B(t) ~ vVhN(0,1), we can write the
difference quotient as:

B(t+h) - B(t) VAN(0,1) _ N(0.1)

h h N

Since N (0,1) is nonzero almost surely, as h — 0, the difference quotient diverges with
probability 1, therefore, the derivative does not exist almost surely. O]

As we observed, Brownian motion is nowhere differentiable almost surely. However, calcu-
lus with Brownian motion can still be developed through It6’s framework. Since the full
theoretical formulation of It6 integrals is beyond the scope of this thesis, we will instead
use an equivalent, more practical definition based on a Riemann sum-like representation.
For a detailed treatment of the formal construction, we recommend Chapters 6-7 of J.
Michael Steele’s book [8].



Definition 1.8. We say that a stochastic process {X (¢) her is
(i) adapted if for every ¢t € T, the random variable X (¢) is F;-measurable,

(ii) cadlag, if for each fixed w, the trajectory ¢ — X, (t) is everywhere right-continuous
and has left limits everywhere,

(iii) progressively measurable, if for any ¢ € T, the function defined by (s,w) — X, (s)
is measurable with respect to B([0,t]) ® F; on T x €.

Adapted means that the process can only depend on the information up to time ¢ and
not on future values, while the cadlag property ensures that X (¢) is well-behaved.
Progressively measurable stochastic processes are of key importance to us. For those
unfamiliar with them, we present a theorem that provides an easier way to think about
such processes.

Proposition 1.9. If a stochastic process is cadlag and adapted, it is progressively mea-
surable.

When dealing with stochastic processes, the classical Riemann or Lebesgue integral is no
longer adequate. As a result, a new kind of integral is required, which in our case is the
[t6 integral.

Definition 1.10. Let ¢ > 0. We say that the random variable denoted by fo s)dB(s) is
the Ito integral of a progressively measurable stochastic process {H(s)}scpo. Wlth respect
to a Brownian motion {B(s)}scp, if

]P’(/OtH2(s)ds<oo) 1

and for the partition ¢; = it/n, where 0 < i < n, we have

]P <
=1

> Ht) (B() ~ Blt) — [ HE)ABG)

for all e > 0.

>5>—>0 as n — 00,

Remark 1.11. If the process {H(s)}>0 satisfies [ H?(s)ds < oo almost surely, then
we can define the It integral on an infinite time horizon as:

/ H(s)dB(s) := hm H( )dB(s).

It is easy to see that the Ito integral is not monotonous, however, it has other great
properties, some of which we present below.

Proposition 1.12. IfE [/ H?*(s)ds

< 00, then E Uoo H(s) dB(s)] = 0.

Proposition 1.13. Let a,b € R. If the It6 integrals [;° Hy(s)dB(s) and [;° Hy(s) dB(s)
exist, then so does [;° (aHl( ) + bHy(s)) dB(s), and

/000 (aH,(s) + bHs(s)) dB(s) = a/ooo Hi(s)dB(s) + b/ooo Hy(s)dB(s).



To model systems influenced by both deterministic trends and random noise, we work with
special types of stochastic processes. In financial mathematics, for example, asset prices
often evolve with some predictable drift while being constantly affected by unpredictable
market shocks, modeled as noise via Brownian motion. For this reason, we define the
so-called Ito process.

Definition 1.14. Let {B(¢)}ier = {(B(t), ..., B%(t)) }ter be a d-dimensional Brownian
motion. We say that the {X () }er = {(X*(¢), ..., X"(¢)) hieT process is an n-dimensional
It6 process driven by a d-dimensional Brownian motion, if for almost every w € €2, we
have forall 1 <i<n,teT:

Xi(t) = X(0) +/0 p' (s, X(s)) ds + Z/O o (5,X(s)) dB’(s), (1.1)
which we also write as:

X(t) = X(0) —i—/o (s, X(s)) ds +/O o (s,X(s)) dB(s),

where X(0) is JFp-measurable, u : T x R* — R, ¢ : T x R® — R are progres-
sively measurable for all 1 < ¢ < n,1 < j < d, and p = (p',...,u") € R",

I e e

/0 |12(s,X(s))]| ds < oo, and /0 Ha’(s,X(s))H? ds < oo

almost surely, for all t € T.

Remark 1.15. For a shorter notation, we formally write (1.1) in the differential form:
dX(t) = p(t, X(t)) dt + o (¢, X(t)) dB(2). (SDE)

The functions p and o are usually referred to as drift and volatility, respectively. These
names come from finance, where drift represents the expected return of an asset, and
volatility represents the variance of the log-returns. We also call equation (SDE) a stochas-
tic differential equation and X(¢) a solution of (SDE).

Remark 1.16. We dissect (SDE) into two important categories:
(i) The functions g and o are not deterministic, i.e., u(t, z) = p(t, z,w) and o (t,z) =
o(t,z,w). We will not tackle this case in the thesis.

(ii) The functions p and o are in the form (¢, z, o, (t)) and o (¢, x, o, (t)), where 1z and
o are deterministic functions, and «,, is progressively measurable function called a
control. This case will be elaborated on in Chapter 3.

Proposition 1.17. If u and o are Lipschitz continuous in their second variable, and
satisfy the so-called “growth condition”, i.e., there exists a constant L > 0, such that

It 2)|” + lot z)z < L(1+|z)|?), forallte T, z€R",

then (SDE) has a unique solution.



Remark 1.18. If a solution of (SDE) exists, then it is continuous almost surely.

[t6’s lemma is one of the fundamental tools in stochastic calculus. It plays a similar role to
the Taylor expansion in classical calculus. The version below applies to one-dimensional
[t6 processes.

Lemma 1.19. (1t6’s lemma for Ité processes, one dimension)
For a given function f : T xR — R, f € C"?, and an {X(t)}ser I-dimensional Ito
process, the following holds:

F0X(0) = £0.XO) + [ 0056 X)) (s, X(5)
—l—/o O f(s, X (s))ds + 5/0 Opef(5,X(8)) - 02(s, X (5)) ds
" / 0,1 (s, X (5)) - (s, X(s)) dB(s).
0
Using the short notation, we can write it as
df = (&f—i-&rfu—i- %8mfa2> dt + 0, f o dB(t).

[t6’s lemma 1.19 can be generalized in higher dimensions as well.

Lemma 1.20. (1to’s lemma for Ité processes, higher dimensions)
For a given function f : T x R* —» R, f € C'?, and an {X(t) }se, n-dimensional Ito
process driven by a d-dimensional Brownian motion, the following holds:

F(t,X(t) = /at f(s,X(s ds+2/8 (s, X(s)) - (s, X(s)) ds

+ = Z/axxjst

M&

0" (s,X(s))) (07*(s,X(s))) ds

+21;/ O, f(5,X(s)) - 0% (s, X (s)) dB*(s).

Using the short notation, we can write it as

df = (atf + VT + %Tr [0' a'TVQf} ) dt + Vf o dB(t). (1.2)

Remark 1.21. We may use Lemma 1.20 on a function f that does not depend on ¢
explicitly, only through X(¢), in which case the d;f term in (1.2) is not present and only
f € C? needs to be assumed. Similarly, if f does not depend on X(t), only on ¢, we get
the fundamental theorem of calculus (Newton—Leibniz formula) back.

The final version of [t6’s lemma we use in the thesis applies to functions of two Ito
processes. This form is important to us mostly because it leads to a widely used result
known as It6’s product rule.



Lemma 1.22. (1t6’s lemma for two Ité processes)

For a given function f : RxR — R, f € C%?% and the {X(t) }ier, {Y (¢) her It6 processes
driven by the same Brownian motion {B(t) hiet, with drifts pux, py and volatilities ox, oy
respectively, we have

FXO.Y () = /X0, Y0) + | 0, F(X(5), Y(5)) x5, X(5)) ds
-/ 0, (X (), Y (5)) o (5, Y (5)) ds + / 0,£(X(5), Y (5)) x5, X(s)) dB(s)
-/ 0, 1(X(9).Y(5)) oy (5. ¥ () dB(s) + & / 0 F(X(5), Y () 7 (5, X () ds
+5 [ 0S¥ () .Y () s
[ 00006, Y () x5, X)) (5. Y (5) .
Or using the short notation:
wz(@ﬁw+@nw+§%ﬁ§+§mﬁ%+@ﬁwm)dH

+ (ax fox +0, fay> dB(?).

Consequence 1.23. By choosing f(z,y) = xy, we get a generalization of the formula
for Leibniz’s integration by parts, which we call Ito’s product rule:

XY () :X(O)Y(O)Jr/o Y (s) px(s, X(s))ds
[ X ms YD s+ [ Viax(s X)) B
+£X@m@JMMMQ

+/0 ox(s,X(s))oy(s,Y(s))ds.

Or using the short notation:

d(XY) = (Y,UX —f-X[I,y —f-O'Xo'y) dt+ (YO'X ‘I‘XO'y) dB(t)

1.2 Geometric Brownian motion

We now show a well-known example of (SDE) in one dimension, the so-called geometric
Brownian motion (GBM for short), which we can explicitly solve using 1t6’s lemma. It
describes the evolution of a variable whose logarithm follows a Brownian motion with
drift. We will see an example of this in the following section, and also in Chapter 2.



Definition 1.24. We say that the stochastic process { X () }+er follows a geometric Brow-
nian motion if it satisfies the following stochastic differential equation:

dX(t) = puX(t)dt + o X (t)dB(t), where y,0 € R, o> 0. (GBM)

Theorem 1.25. There exists a unique solution to (GBM) in the following form:

2
X(t) = X(0)exp ((u - %) t+ UB(t)).

Proof. The existence and uniqueness of the solution follow directly from the assumptions

and Proposition 1.17. Let {Y (¢) }+er such that:

2

Y (t) = (,L - %) t+oB(t),

and let X (t) = X (0) exp (Y (t)). We can easily see that Y (¢) satisfies the following stochas-
tic differential equation:

2

Ay (t) = (u - %) dt + odB(t)

By applying Ito’s lemma to f(y) = X (0)exp () € C?, we get:
A(F(Y (1)) = d(X(0) exp (Y(1))) = X(0) exp (¥ (1) (wdt + 0 dB(1)).
Since f(Y(£)) = X (¢), we have:
dX(t) = pX (t) dt + o X (t) dB(t),
which means that X (¢) satisfies (GBM) and this is the only solution. O

Since not all stochastic differential equations have closed-form solutions, numerical
methods are widely used. Such a method is the Euler-Maruyama scheme, which is a
stochastic extension of the classical Euler method for ODE-s. We show an example of
this, by solving Equation (GBM), then comparing the numerical result to the analytical
solution in Theorem 1.25.

The numerical solution can be obtained by partitioning the interval [0, 7] into J intervals
of width At = T'/J. Therefore, we have the partition 0 = ¢ty < t; < --- < t; = T, where
t, = nAt.

We simulate Brownian motion with independent normal increments, i.e, for every
n=0,1,...,J—1, we define AB,, = B(t,,1) — B(t,), which satisfies AB,, ~ N (0, At) in-
dependently for each n. We denote the approximations by X (t,,) = X,, forn =10,1,...,J.

The update rule of the numerical scheme is:

Xpi1 = Xp + uXoAt + 0 X,AB,,.



The sequence of points (¢,, X,,) forn =0, 1,..., J represents the numerical approximation
of the solution at the discrete time points. These points can be plotted to visualize a
simulated path of the stochastic process X (t). Figure 1 illustrates a few simulated paths
of the geometric Brownian motion using the Euler-Maruyama method. Figure 1 shows
that the simulated paths are very similar to the analytical solution, which suggests that
the numerical method gives a good approximation of the geometric Brownian motion.

1.10
— Analytical Solution

+  Euler-Maruyama Approximation

1.05 A

1.00

X(t)

0.95

0.90

0.85

0.0 0.2 0.4 0.6 0.8 1.0
Time (t)

Figure 1: Analytical and numerical solution of (GBM) with initial condition X (0) = 1, drift x4 = 0.1,
volatility o = 0.2, T'=1 and J = 1000.

1.3 Connection to parabolic PDEs

Here we give some insight into how stochastic differential equations are related to
parabolic differential equations by Itd’s lemma. This section is based on Chapter 15 of J.
Michael Steele’s Stochastic Calculus and Financial Applications |[8].

In order to simplify the proof while keeping it insightful, we omit a technical step that
involves showing that It integrals can be considered as “local martingales”. We also skip
the argument that bounded local martingales are martingales. This is summarized in the
lemma below.

Lemma 1.26. Lett > 0 be fized, and suppose that { H(s) }o<s<t is a bounded, progressively
measurable stochastic process. If the Ito integral [ H(s)dB(s) exists for all T € [0,] in
the sense of Definition 1.10, then the following process is a martingale:

M(r) = /OTH(S) dB(s), 0<r<t.

10



Theorem 1.27. (Feynman—Kac formula)
Let f:R—>R,qg:R— R, u:[0,00) x R— R be bounded functions, where u € C2,
Furthermore, let p: R — R, 0 : R — R be Lipschitz continuous functions that satisfy

p(z) +o0*(z) < Ko(1+2%), ze€R (1.3)
for some Ky > 0 constant. If u(t,x) is the unique solution to the PDE
1
Owu(t,z) = 502(:10)3”11(75, x) + p(x)oult, ) + q(x)u(t, x), (1.4)

with the initial condition u(0,z) = f(x), then u(t,x) can be expressed as

u(t,z) = E[f(x + X(t)) exp (/0 q(z+ X(s)) ds)} ,
where { X (t) }i>0 is the unique solution to
dX(t) = p(X(t)) dt + o(X(¢)) dB(t), X(0) =0. (1.5)

Proof. We introduce the stochastic process {M(s)}o<s<: such that:

M(s) = u(t — s, Xu(s)) exp ( /0 (X)) dv) — U(s) - V(s),

where X, (t) = v+ X (t), given that {X(t)}:>¢ is the unique solution to (1.5), which exists
due to condition (1.3). Note that, due to Remark 1.18, X is continuous and so is X,.
Therefore, U and V are continuous as well.

Using Itd’s lemma (Lemma 1.19) for U, we get:

dU(s) = du(t — s, Xu(s)) = (&pu(t — 8, Xa(s)) - (Xa(s)) -
— dult — 5, Xa(s)) + %&mu(t s X, (s)) - 02(Xx(s))) ds
+ Opu(t — s, X4(8)) - 0(X,(s)) dB(s).
Since w is the unique solution to (1.4), we have:
du(t — s, X,(s)) = —q(Xo(s))u(t — s, X,(s)) ds + Opu(t — 5, X, (s)) - 0(Xa(s)) dB(s).
Furthermore, for V', we may also use It6’s lemma:
dV(s) = d<exp (/OS q(Xm(v)) dv)) = exp (/08 q(Xx(v)) dv) q(Xm(s)) ds =
= V(s)q (Xa(s)) ds.

We now use Consequence 1.23, It6’s product rule:

dM (s ) d(U(s)V(5)) = V(s)(—a(Xa(s))ult — s, Xu(s))) ds+
U(s)V(s)q(X ( ) ds + V(s)Osu(t — s, Xa(s))o (Xa(s)) dB(s)
V(8)0pult — 5, Xa(s))o(Xe(s)) dB(s).

11



From our assumptions, we have:

sup |M(s)] < ||u/loo exp (t]|q|loc) = K1, where K; € R.
0<s<t

Lemma 1.26 implies that M (s) is a martingale. The martingale property means that for
any 0 < s <t, we have:

E[M(t)[Fs] = M(s).

Therefore, E[M (t)] = E[M(0)] also holds, which means that:

ult,z) = E[M(0)] = E[M(8)] = E| £ (v + X(8)) exp ( /0 e+ X(5) ds)} |

U

This completes the proof.

To further illustrate how impactful Theorem 1.27 is, let us consider the case when pu(t, z) =
q(x) =0 and o(t,z) = 2D, where D > 0. In this case, (1.4) becomes the heat equation

Owu(t,x) = D - Oppu(t, x), (1.6)

with dX(t) = D - dB(t), which in the integral form is:
t
X(t) = X(0)+ D/ 1dB(t) = DB(t).
0

Therefore, the solution to the heat equation (1.6) becomes:
u(t,z) =E[f(z+ DB(t))],

which means that the solution of the heat equation can be thought of as the expected
value of the initial condition evaluated along random paths generated by the Brownian
motion, scaled by the diffusion parameter D. In other words, solving the heat equation
corresponds to averaging the initial profile f over all the possible places a particle could
diffuse to after time ¢, starting from position z.

The methods used in the proof of Theorem 1.27 open the door to deriving a variety of
representation theorems of similar form. We show an example of this for arguably the
most well-known problem in finance, i.e., option pricing.

1.4 Implications for the Black—Scholes model

The goal is to determine a fair price for a financial asset called an option. We will focus
on a specific type of option, called a European call option, which gives the purchaser
the right to buy an underlying asset from the seller at a fixed price K > 0 at a specific
expiration time 7" > 0.

We assume that the stock price S(t) follows a geometric Brownian motion, while the

12



bond price B(t) evolves deterministically in the following manner, where o, u,r > 0 are
constants:

dS(t) = uS(t)dt + oS(t)dB(t), dB(t) =rB(t)dt, te[0,T]. (1.7)
To determine the fair price of the option, we define a function wu(¢, x) as:
u(t,x) = {the fair price at time ¢ of a European call option, assuming S(t) = x}

Theorem 1.28. Let h(x) and u(t,x) be bounded functions, where u(t,z) is the unique
solution to the below terminal value problem, called the Black-Scholes equation:

Owu(t,x) = —%(720mu(t, x) — redyu(t, x) + ru(t, ),

(1.8)
uw(T,z) = max{z — K,0},

and let {Xi2(5)}sepr) be a stochastic process, defined as:

Xials) = {jhe solution of (1.9) Zz E E],,;l],,
with

dXi.(s) =rXi(s)ds +o0dB,, X;.(t) ==z (1.9)
Then, u(t,z) can be expressed as:

u(t,z) = exp (— r(T —t))E[max {X;,(T) — K,0}]. (1.10)

In other words, the value of the option today is the average amount we expect it to pay
at maturity, assuming the stock evolves under risk-neutral dynamics.

The proof is analogous to the proof of Theorem 1.27. Theorem 1.28 is of key significance,
as the expected value in (1.10) can be calculated explicitly, giving us an analytical
solution to (1.8). Furthermore, if we generalize the underlying processes in (1.7) with
,u(t,S(t)), J(t, (S(t)) and r(t,S(t)), we can easily prove analogous representation
theorems for this case, opening the door for simulations, even if the calculation of the
expected value is not feasible.

Note that the drift coefficient  does not appear in the Black—Scholes equation (1.8). This
is a direct consequence of using a change of measure to move from the real-world prob-
ability measure to a theoretical risk-neutral measure. Throughout the thesis, we assume
such a measure for convenience purposes. For more insight, see the relevant literature on
Girsanov’s theorem, in Chapter 13 of Stochastic Calculus and Financial Applications [8]
for example.
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Chapter 2

The Lucas—Alvarez model

In this chapter, our goal is to analyze one of the models presented in the paper by Achdou
et al. [1], and gain a deeper understanding about the special type of parabolic differential
equation introduced in this model.

2.1 The Fisher— KPP equation

This section explores the origins of reaction-diffusion equations and clarifies the termi-
nology associated with them. The primary references are the papers by Fisher [4] and
Kolmogorov et al. [5].

Definition 2.1. We say that a parabolic differential equation is a reaction-diffusion equa-
tion, if it is of the form

Ou=D - Au—+ f(v) (2.1)

where Q C R™, u : [0,00) x Q — R™ is the unknown function, f : R™ — R™, f € C* and
D € R™*™ is a diagonal matrix with positive entries only.

To fully define the problem, the equation is typically accompanied by the initial condition
u(0,2) = ug(x), zeR

where ug : 2 — R™ is a given initial state, as well as suitable boundary conditions, which
depend on the specific problem and domain.

Remark 2.2. In this chapter, we investigate the one-space-dimensional case (n = m = 1).

Reaction-diffusion equations describe how diffusion spreads substances while reactions
change their concentrations. These equations originally emerged in chemistry, where they
were used to model the interplay between chemical reactions and diffusion processes.

One of the earliest and most influential examples is the Fisher-KPP equation, intro-
duced in population genetics to describe the spread of advantageous traits in a population.

In 1937, slightly different forms of the equation were independently studied by Fisher [4]

and by Kolmogorov, Petrovsky, and Piskunov (hence the name KPP) [5] in their respective
works.
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Definition 2.3. Let r > 0. We say that equation (2.1) is called a KPP equation if the
function f satisfies the following properties:

(i) f(0) =f(1) =0,

(i) f(u) >0for 0 <wu <1,
(iif) f'(0) =r,
(iv) f'(u) <rfor 0 <u<1.

Definition 2.4. Let r > 0, K > 0. We say that (2.1) is a Fisher equation if it is in the
form

Biu = D Byt + 1 (1 - %) , (2.2)

that is, f(u) = ru (1 — %)

Remark 2.5. By choosing

we get:
duu(t,r) = Kroa(l,7), Ouult,z) = K%aﬁm 7). (2.3)

After substituting (2.3) into (2.2) and dividing both sides of the equation by Kr # 0, we
end up with

O = Oz + (1 — 1) (2.4)

Remark 2.6. Since the transformed Fisher equation (2.4) satisfies the KPP constraints,
we usually refer to (2.2) as the Fisher-KPP equation.

In the original formulations the function u represents a population density ratio, so it is
naturally assumed to take values in the interval [0, 1]. Within our model in this chapter,
it will represent the proportion of individuals below a given productivity level.

2.2 The model’s setup

An important category of heterogeneous agent models focuses on the dynamics of the
distribution of knowledge and productivity. The Lucas—Alvarez model falls into this
category, describing how knowledge spreads across a population of individuals with
different initial levels of productivity. In this model, the evolution of the knowledge
distribution follows a Fisher-KPP-type equation, capturing how learning and innovation
shape long-term economic growth.

We assume that we have a population that consists of a continuum of people

P={i:ieR}.
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We track the productivity for every individual 7 with the stochastic process {Z;(t)}i>0,
where

Zi(t) : [0,00) = [0, 00).

We can describe the economy’s strength with a cumulative distribution function G :
[0,00) x R — [0, 1], defined by

G(t,z) = P(Zi(t) < 2).

From now on, we are going to consider X;(¢) = In (Z;(t)) and F : [0, 00) x R — [0, 1] with
F(t,z) = P(X,(t) < z) and assume that F is once differentiable in its first variable and
twice in its second.

The changes in knowledge of a given individual can occur in multiple ways, presented in
the following.

Innovation

We introduce a 6 > 0 parameter, which we will refer to as the innovation parameter, and
it represents the rate at which every individual’s knowledge increases. We can write this
as:

t
X;(t) — X;(0) = /0 0ds =06t (or formally: dX;(t) =6dt).

Since this source of productivity change is homogeneous among the population, our in-
tuition suggests that it will not be significant when describing inequality and knowledge
distributions. This observation will be verified in Remark 2.7.

Meetings between people

In this model, there are encounters between individuals that occur in the form of a Poisson
process with parameter o > 0. This means that for each individual ¢, the number of
meetings N; in the time interval [0, 7] follows a Poisson distribution:

(O‘/T)kefa‘r

k!

Accordingly, the expected number of meetings for individual ¢ over this interval is
E [N;(7)] = ar. When an encounter occurs between two people, with productivity lev-
els X;(t) and X;(¢), both update their productivity to the higher of the two, that is,
max{X;(t), X;(t)}. To capture this idea, we can formally represent it with the below
equation:

dX;(t) = A(2) ANy(1).
where A;(t) is the gain in productivity from a meeting at time ¢, which as established,

occurs if the individual ¢ meets someone with higher productivity.
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Research

An individual’s knowledge evolves not only through innovation or interactions, but also
through research. This model treats research as an unpredictable source of knowledge,
therefore, its effect can be described by a stochastic differential equation, defined in Chap-
ter 1:

dXi(t) = o dBi(t),

where ¢ > 0 is a constant. Note that this preserves the non-negativity of Z;(t).

2.3 Combined effect

We may consider a general version of the model, where all three of the above effects
influence the productivity levels, i.e.:

AXi(t) = 0.dt + Ay(t) AN (t) + o dBi(1).

As a combination of these effects, we can model the idea flow with the following equation:

2 ~

O.F(t,x) = —00,F(t,z) + %amﬁ(t, ¥) —aF(t,z)(1— F(t,z)). (2.5)

Remark 2.7. By choosing F(t,x) = F(t,x + 0t), we get:
OF(t,2) = O,F(t, 2+ 0t) + 00, F(t,x + 0t), 0,uF(t,x) = Oy F(t,x +60t).  (2.6)

After substituting (2.6) into (2.5), we end up with a de-trended version of the equation,
which will be in the center of our attention for this chapter:
2

O, F(t,x) = %amF(t, ) — aF(t,z)(1 - F(t,z)). (LA)

Equation (LA) is accompanied by initial and asymptotic boundary conditions:

Fo(x) = F(0,1), @)
xl_l)IEloo F(t,z) =0,
lim F(t,z) =1, (2.9)

where Fy(z) is the initial cumulative distribution function. We refer to equation (LA)
as such, following Lucas and Alvarez, who first introduced the model. Note that (LA)
is structurally similar to the Fisher-KPP equation. The reaction term —aF (1 — F') cap-
tures the effect of the individuals’ interactions with each other, and the diffusion term
(0%/2) Oy F' comes from research. But there is a crucial difference: the reaction term con-
tains a negative coefficient, making it a ‘“reverse” Fisher-KPP equation. This difference
arises because ideas diffuse but do not self-replicate in the same manner as biological
populations, therefore, not leading to exponential increase.
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2.4 Traveling wave solutions

Although traveling wave solutions are typically associated with hyperbolic partial differ-
ential equations, it is interesting to note that some parabolic equations, such as (LA), can
also admit such solutions.

Theorem 2.8. Let F(t,x) € C'* be a solution to (LA) with asymptotic boundary condi-
tions (2.8)-(2.9). Then for any wave speed ¢ > o+/2a, there exists a unique, monotonically

increasing function ¢ : R — [0,1], ¢ € C?, such that F(t,x) = ¢(x — ct), lim ¢(&) =0,
and lim ¢(§) = 1. e
E—o0

Proof. We seek a traveling wave solution of the form

F(t,z) = ¢(x — ct).
We compute the following partial derivatives:

O F(t,x) = —cd'(x — ct), O F(t,z) = ¢"(x — ct).
Substituting these into (LA), and writing £ = x — ¢t we get

0.2

—0/(§) = T-8"() — ad(€) (1 - 9(€)) (210)

We can write this second-order ordinary differential equation as a nonlinear, autonomous
system of two first-order ordinary differential equations:

#(6) = v(©)
V(€)= a0(€) (1= 0(8)) — Zeb(€)

We now examine the phase plane of (2.11). The equilibrium points can be found by solving
the following system of equations:

0 =1(¢),
2 2
0= Sad(©)(1 - 6(&)) — ().
From this, we get:
%O@(g)g —4(¢)) =0 forall € €R.

Therefore, the two equilibrium points of (2.11) are: E; = (0,0), and E; = (1,0).
The Jacobian matrix corresponding to system (2.11) is

(2.11)

0 1
J(9,9) = [(2/02)a(1 ~2) —(2/02)0] '

To compute the eigenvalues at each equilibrium, we need to find the roots of

det (J(O, 0) - /\]) = (2/0'2)Oé —(2/0’2)6 . )\’ =\ + ;)\ - ; > and (212)
det (J(1,0) — \I) = ‘_(Q/UQ)Q _(2)0%)c — A‘ =\ + ;/\ 5 (2.13)
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The roots of (2.12) and (2.13) are:
ct Ve +20%a ct Ve —20%a
2

5 )\3,4 = - 2
g g

Mo =— respectively. (2.14)
We can easily see that \; and A\, are real numbers and of opposite sign, therefore, E; is
a saddle point. Since we assumed ¢ > 20%a, A3 and )\, are both negative real numbers,
therefore, E, is a stable node. If we had ¢? — 20%a < 0, then E5 would be a stable spiral.
This could result in ¢ > 1, and ¢’ < 0 which would contradict our assumptions.
To prove the existence of a traveling wave solution, we need to find a trajectory from the
saddle point E; to the stable node E; on the phase plane (¢, ¢'). If exists, it corresponds
to a ¢(§), ¥ (&) pair, with the following properties:
lim ¢(§) -0, lim¢)=1 and lim ¥(§) = lim ¥(§) =0.

€500 €00 — £00
Finding the nullclines are of interest to us, as they are the curves where the derivative of
one of the variables is zero. The two nullclines of (2.11) are:

w=0 and ¢:—%¢2+%¢.

To make our argument more visible, we sketch the phase plane of (2.11), which can be
seen below in Figure 1.

0.5

0.4

0.3 A

0.2

0.1 ~

0.0

—0.1 1

—0.2 4

_0.3 T T T T T T T
—0.50 —0.25 0.00 0.25 0.50 0.75 1L.00 1.25 150

¢

Figure 1: The (¢, ¢’) phase plane with nullclines, eigenvectors and some trajectories.

The directions of eigenvectors corresponding to eigenvalues (2.14) are also plotted on
Figure 1. From our assumptions that ¢ € [0,1] and ¢ is monotonically increasing, we
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know that the trajectory can only be in the first quadrant. We can see that if we start
at some € > 0 vicinity of E; in this quadrant along the eigenvector associated with the
positive eigenvector \;, the trajectory will eventually approach the equilibrium point Es.
This trajectory is the unique traveling wave solution we are looking for. O

Consequence 2.9. Let F(t,x) be a solution of (LA) with the initial value condition (2.7)
and the boundary conditions (2.8)-(2.9), where Fy(x) € C?. Then, there exists some ¢ >
oV 2a, for which the unique solution to (LA) with initial value and boundary conditions

(2.7)-(2.9) is F(t,z) = Fo(z — ct).

The existence of a traveling wave solution means that under some appropriate initial
distributions, productivity grows at a constant rate which is directly proportional to the
rate at which people meet each other and do research.

While Theorem 2.8 guarantees that the traveling wave solution of (LA) exists, it does not
provide a practical formula for computing it. For this, we use the so-called perturbation
method.

The perturbation method

Perturbation methods are analytical techniques used to approximate solutions for
problems that are difficult or impossible to solve exactly.

These methods are especially useful when the system contains a small parameter, which
introduces a deviation from simpler, well-understood solution. This section is motivated
by J. David Logan’s book [6] on nonlinear partial differential equations.

A perturbation series of an unknown function ¢ is an expansion in powers of a parameter
€o- The series is typically written as

9(s) = go(s) + 0g1(s) +e5ga(s) +.... (2.15)

In this series, gq is the unperturbated solution, while the higher-order terms e g,, represent
corrections to the solution of O(ef}). From a numerical perspective, this means that the
exact solution can be well-approximated, given a desired accuracy.

Since (2.10) is autonomous, we can assume that ¢(0) = 1/2. Let £ > 0, given by £ = 1/¢%.
We persist with the assumption that ¢ > 2a0?, therefore, ¢ < 1/(2a0?). We can write
(2.10) as:

0= T V() + 6(6) - avERE)(1 - 6(6)) (2.16)
By introducing 7 — £/Z and ©()) = ¢(&/+/2), we can rewrite (2.16) as:

0="726"(n) + ©/(n) ~ aO(n) (1 - O(m). 217
with the conditions

Tim () =0, lim () =1, 6(0) = % (2.18)
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By expressing © as a perturbation series, i.e., in the form (2.15), we can write (2.17) as:
o2
—e
2
— (09 +e0; +°0y +...) (1— (@0+€@1+52@2+...)).

0= (0F + €0 + %05 +...) + (0 + 0] + 05+ ...)

After rearranging for powers of €, and keeping only the zero- and first-order terms, we
get:

2
0= (6y— By + aBj) + (%@g + 0] — a0 + 2@0@1>s +0(e?). (2.19)

We do the same procedure for conditions (2.18). After matching the coefficients of the
polynomials in (2.19), we get the following ordinary differential equations:

1
0)—aBy+a0; =0, lim ©y=0, lim Oy =1, Oy(0) = =; (2.20)
n——00 n—00 2
2
T 0y + 6} — a0, +2a000, =0, lim ©; = lim ©; = 6,(0) = 0. (2.21)
2 nN—r—00 n—00

The conditions in (2.21) make sense, as the boundary and midpoint values for © are the
sum of those of Og, O, and so on.

In Chapter 5.4 of An Introduction to Nonlinear Partial Differential Equations by J. David
Logan [6], there seems to be a mistake in the rearrangement of terms, resulting in a
different ODE for what in our case is ©;. Although the source’s original equation is
slightly different, we suggest a correction below, solving the correct differential equation.
We start by solving (2.20). Since (2.20) is a separable ordinary differential equation, we
can solve it easily:

O5(n) — aBo(n) + aBf(n) =0

©5(n)
©0(n) — O5(n)

(o (s%8)) =

=«

Oo(n) _
=6y exp (an + C1)
(1 exp (an + C1)

From (2.20), we have

_ exp(Cy) 1 B
©0(0) = 1 +exp(C) 2 = Gi=0,
thus, for ©g, we get:

exp («

= e () (2.22)
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The boundary conditions indeed hold:

. . exp (an) . . 1
n—l>rfloo o) n—1>I—noo 1 + exp (an) 0 ,,520 () 77520 1 +exp (—an)

We now turn to (2.21). The derivatives of ©g are:

) aexp (an) (1 + exp (an)) — cexp (2an) _ aexp(an)
(@0(77)> = (1 +exp (047]))2 " (L+exp (an))?’
() = P (an) (1 -+ exp (am))” — 207 exp (2am) (1 + exp (am) _

(1+exp (an))4
_ o?exp (an)(1 — exp (an)) _
(1+ exp (om))3

(2.23)

Substituting (2.22) and (2.23) into (2.21), we get the following ordinary differential equa-
tion:

o?a? exp (an) (1 —&Xp (om)) + ©01(n) — aBO1(n) + 2aexp—(an)@1(n> =0,

2 (1+exp (om))3 1+ exp (an)

which can be written as a first-order linear ODE:

©1(n) = a(n)©1(n) + b(n), where (2.24)
9 XD (an) _ o%a?exp (an) (1 — exp (an))
aln) = : 1+ exp (am)’ blr) = 2 (1 + exp (om))3 .

We compute [ a(n)dn:

/a(n) dn = / (a — 204M) dn = an —21In(exp (an) + 1) + Cb.

1+ exp (an)

By multiplying both sides of (2.24) by exp ( — an + 2In(exp (an) + 1)), we get:

2
exp (a exp (o) + 1
0u() = 22 [y Sy (2.25)
(1+ exp (an)) exp (an)
We can compute the integral in (2.25):
(1+ exp (an))? 1 —exp (a
b(1) = dn =
exp (an) 2 1+ exp («
oa? 21n ( + exp (a )
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Therefore, we get:
exp (« o?a? 21In (1 + exp (an
©1(n) = b () 7 5 (77— ( ( ))+03>.
(1+ exp (an)) «

Since we know that

6,(0) = o%a? ( 2I(2) +03> o

8 I}

therefore, C's = 21n(2).

We end up with:

O1(n) = — ) o ( _ 2In (1 + exp (an)) + 2111(2)).

(1+exp (0477))2 2 o a
We need to show that ©; also satisfies the boundary conditions in (2.21):

lim o202 ( nexp(an)  2In(exp (an) + 1) exp (an) N 21n (2) exp (an) ) _
notoo 2\ (14 exp (an))? (1+ exp (an))’a (1 + exp (an))?a
_ 02a2( L mexp (an) 2 lim In(1 + exp (an)) exp (an)
2 o (T oxp(@n)f  anidbe (1 ++oxp (an)?

21n (2) . exp (an)
T niioo<1+exp<an>>2)

For the second limit, we use L’Ho6pital’s rule when 1 — +oc:

iy (L + exp (an)) exp (an) In(1 + exp (an))

. (1+ exp (an))? = exp (an) + 2 + exp (—ar)
_ iy (aexp(an)/(1 +exp(an)) 1 _
n—oo aexp (an) — aexp(—an)  noo (1 —exp(—2an))(1 + exp (an))

1
= lim = 0.
n—oo exp (an) + 1 — exp (—am) — exp (—2an)
It is easy to see that the rest of the limits are also equal to zero. Writing the solution
using the original variables, we get the final form of our approximation:

5(6) = exp (agc™) l exp (aéc™')  o?a 2.
~ 14exp (aﬁ‘c*l) c? (exp (aﬁc—l) + 1) 2
)

.<§_21n(exp(o¢§c)+1) 21n(> 0(—4).

We obtained an approximation to the solution of (LA). Conversely, we also described
the initial distributions for which (LA) admits traveling wave solutions. We show some
examples of such cumulative distribution functions in Figure 2, where c,;,, = 0v/2a is the
minimal theoretical wave speed.

To further investigate the problem, we seek answers to the following questions in the next
section.
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Figure 2: Possible initial conditions for different ¢ values.

(i) Does (LA) admit traveling wave solutions with different initial conditions?

(ii) What do we know about the traveling wave’s speed in those cases?

2.5 Solving the PDE numerically

In many complex systems, exact solutions to differential equations are often difficult or
impossible to obtain due to their nonlinearity, high dimensionality, or other factors. In
such cases, we can use numerical methods to approximate the solutions. These methods
involve discretizing the equations and solving them iteratively, allowing for the analysis
of complex problems where analytical solutions are not feasible. Below, we present and
apply two methods to numerically solve equation (LA).

Finite difference method

The first approach to solving (LA) is to use a finite difference method. We solve (LA) on
a discretized grid. The space interval [—L, L] is discretized as follows:

Zﬁj:l’o—l-jh, j:O,l,...,N,

where h > 0 is the spatial step size given by h = 2L/N. Similarly, the time domain [0, T’
is discretized as

th=to+nr, n=0,1,...,J,

where 7 is the time step given by 7 = T'/J. From now on, y} =~ F(t,,z;) denotes the
approximate solution at t,, and ;. We initialize the solution with the initial condition:

y;) — Fo(xj), for j=0,1,..., N.
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We approximate the derivatives as follows:

n+1 )
8tF(tn,ﬂfj) =~ u, and
T
Yim — 2y Ty

hQ

a’er(tn, LCJ') ~

Substituting these approximations into (LA), we get the update rule:

o? Yyt —2yr + Y
y;L+1:T<_yJ+1 Yi TYi

5 2 —ayj(1 —y?)) + 7,

form=0,1,...J —1and j = 1,2,... N — 1. In this implementation, we use Dirichlet
boundary conditions, setting the values at the boundaries as follows:

yo =0, yn=1 forallne{0,1,...J},

imitating the original boundary conditions (2.8)-(2.9). We note that this gives us a reliable
approximation if L is large enough.

Operator splitting

As for the second numerical approach, we use operator splitting, a method in which we
divide (LA) into two subproblems. The advantage of using this method in this case is that
the exact solution is known for both subproblems.

Using the same discretization as in the finite difference method, we consider the two initial
value problems at each time step k =1,2,...,J, we have:

2
g
Oy (t, 2) = =0y (t,x), te ((k—1)7 k7]

2 (2.26)
ZAk) ((k—1)r,2) = yékil) ((k = 1)1, ).
Oy (t,0) = —ays” (t,2) (1 = 95" (t,2)), ¢ € ((k—D)r k7]
{yék) ((k = D)7, 2) = P (kr, 2). (2.27)

In order to initialize the method, we set yéo)(O,x) = Fy(x). To solve the initial value

problem (2.26) we impose the following boundary conditions:
Wt -L) =0, y"tL)=1, (2.28)

which are consistent with the Dirichlet boundary conditions used in the finite difference
method. However, this introduces some errors to our numerical solution, but this will not
jeopardize our approach. We can solve (2.26) with the boundary conditions (2.28) by a
Fourier series expansion. Due to the inhomogeneous boundary conditions, we first perform
a homogenization step. To this end, let ¢ : [-L,L] — R, ((x) := (z + L)/(2L). We are
looking for a solution in the following form:

y B (¢, 2) = u(t,z) + (), (2.29)

25



where u : [0,7] x [-L,L] — R. Substituting (2.29) into (2.26), we get the following
initial-boundary value problem:

Owu(t,x) = %Gmu(t,x),
u(t,—L) =0, u(t,L)=0, (2.30)
u(0,2) =y ((k = Dr2) = ((2).

We know that the Fourier-series expansion of the solution of (2.30) is:

ult,z) = i by exp (—"; (52) t— (h - 1)7)) sin (W) ,

where the coefficients b, are given by

b, = %/_I; (yékil)((k - r,z) - C(:c)) sin (%;L)) dz.

Therefore, the solution of (2.26) with boundary conditions (2.28) takes the following form:

y P (t,2) = ((2) + gbn exp (—"; (52 - - 1)T>> sin (W) |

As for the reaction step (2.27), we can solve it explicitly since it is a separable ordinary
differential equation, which yields:

i (kr, 7)
gkt ) + (1 =y (k7 2)) exp (a(t — (k = 1)7))

After completing the J-th step, we stop the iteration. The numerical solution obtained at
this stage serves as an approximation of y at time 7"

k
yP(t,x) =

y(T, ) ~ y$" (T, x).

2.6 Implementation and comparison

Section 2.4 provided an analytical approximation of the traveling wave solutions of (LA)
with initial conditions that resemble the sigmoid function. In this section, we analyze the
numerical solutions obtained by using the finite difference method and operator splitting.
The numerical methods in Section 2.5 were implemented in Python. The parameters of
(LA) were set to o = 1 and o = 1 throughout this section.

In Section 2.4 we expressed the traveling wave solution of (LA) as a series in powers of
c¢~2. Therefore, a natural candidate for the initial cumulative distribution function would

be:

exp (azc™)

Folw) = 1+ exp (axc—l) ’
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as it is the leading-order term in the approximation obtained in Section 2.4. The results are
plotted in Figure 3, shown over the interval € [—40, 40] for clarity. The exact solution of
(LA) was implemented simply as a shift of the initial condition. To respect the boundary
conditions, in the implementation, (LA) was solved in a slightly larger domain, the central
portion already illustrates the behavior of the solution well.

t=0 t=3
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0.8 + === Operator Splitting 0.8 1 === Operator Splitting
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Figure 3: Traveling wave solution of (LA) with Fy(z) = exp ((v2/4)z)/ (1 + exp ((v2/4)z)) and wave
speed ¢* = 2v/2, using L = 50, T = 15, h = 0.1, and 7 = 0.01.

We can see that our approximation obtained by the perturbation method in Section 2.4
is very accurate even for small ¢ values. As we showed earlier, the solution of (LA) is a
traveling wave.

We may also try to experiment with different initial distributions. First, we consider an
initial condition, for which we did not prove the existence of a traveling wave solution.
The results for the KPP equation in the paper of Kolmogorov et al. [5] suggest that if the
initial knowledge distribution is the Dirac delta, there exists a traveling wave solution,
and the wave speed is equal to the minimal wave speed, i.e., ¢* = ¢pin = 0V 2« in our
case. Although equation (LA) is slightly different from the KPP equation, we can still
check if the numerical result yields a traveling wave. Since we are testing for the Dirac
delta as the initial distribution, the corresponding cumulative distribution function is:

F()(:C) = ]1:1320'
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The true wave speed in question is ¢ - V2. The results of the two numerical methods
are presented in Figure 4, again using a slightly smaller interval than [—L, L].
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Figure 4: Traveling wave solution of (LA) with Fy(z) = 1,>0 and wave speed ¢* = /2, using L = 30,
T =15 h=0.1, and 7 = 0.01.

As we can see, the numerical solutions are traveling wave solutions and they indeed
follow the shifted initial condition. Note that the wave profiles of the numerical solutions
differ from those of the exact solution, because these numerical methods tend to smooth
out sharp discontinuities over the iteration steps. This is because of the errors that arise
from discretizing both the space and time variables.

Lastly, we show an example of another initial distribution that seems to be a viable
initial condition to (LA) for traveling wave solutions, i.e., the exponential distribution.
The results can be seen in Figure 5. Although we do not give a definitive proof to this ob-
servation, but the traveling wave speed seems to be c,;, under this initial condition as well.
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Figure 5: Traveling wave solution of (LA) with Fy(x) being the cumulative distribution function of the
exponential distribution, and wave speed ¢* = /2, using L = 50, T = 15, h = 0.1, and 7 = 0.01.

Note that these results need to be taken with a grain of salt, regardless of how convincing
they may appear. Our goal is not to prove the validity of our hypotheses on the value of
c*, but to give us a hint as to whether our assumptions are true or not. Additionally, it
gives us an opportunity to compare the numerical methods themselves against each other.
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Chapter 3

Optimal control problems

This chapter can be thought of as an enhancement of the foundation we built in Chapter
1. Optimal control theory provides a mathematical framework for solving decision-making
problems over time. These methods are crucial in economics and finance, as people face de-
cisions about their purchases every day. What makes this problem particularly intriguing
is that, in most cases, we face evolving constraints that are often difficult to predict.

3.1 Preliminaries

The definitions presented in this section are primarily based on Lawrence C. Evans’s
work [10], and on Chapters 1-3 of Huyén Pham’s book [11] on stochastic optimization.

In the context of optimal control theory, space (and time) variables are typically accompa-
nied by control variables that represent the decision-making processes of the agents within
the system. To motivate the mathematical setup for these equations, we first introduce
the concept of controls.

Definition 3.1. Let A C R™, be a non-empty bounded set called the control set. The
stochastic process {a(s)}s>o is called a control (or control process) if « : [0,00) — A is
progressively measurable. We denote the set of all controls by Aj.

We consider the following controlled stochastic differential equation on R™:

{ dX(s) = pu(X(s),(s)) ds + o (X(s), a(s)) dB(s),

X(t) = 1, (CSDE)

where z € R™, t € [0,s] and the functions g : R* x A — R" o : R® x A — R™*? are
measurable functions that are Lipschitz continuous in their first variable. Note that we
could define g and o such that they depend on s as well, however, since our focus is on
the case of an infinite time horizon, we do not extend our setup in this direction.

Proposition 3.2. If there exists a constant L > 0, such that
I (z, )| + |lo (2, 0)[p < L (1+||zl|*)  for allz € R, a € A, (3.1)

then (CSDE) has a unique solution, which we denote by {X.(s)}s>0. From now on, con-
dition (3.1) will be assumed.
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Assumption 3.3. From now on, we consider controls in the form a(s) = A(X,(s)),
where A : [0, 00) Xx R" — A is a measurable function. This means that the actions we take
only depend on the current state.

Note that for finite-horizon problems, the control would also explicitly depend on time
as well, meaning that we would have controls in the form a(s) = A(s, X,(s)).

The next step of our setup is to define a payoff function P, : Ay — R that describes how
“good” a control is if we start from the state z. In order to align with our models in this
chapter, we define it as:

P,(a) K l /0 " exp (—q8) [ (X, (s), a(s)) ds] for all z € R",

where ¢ > 0 and f : R"” x A — R is a given measurable function.

Definition 3.4. We say that the control o € Ay is admissible if the following holds:

B | [ e (a9 (Xa(e) o) as] < o

We denote the set of admissible controls as A,.

Assumption 3.5. We assume a quadratic growth condition for the function f, i.e., there
exists a constant K > 0, such that:

f(z.a)| < K (1+]z2]]°) forallzeR"a€ A
Proposition 3.6. Under Assumption 3.5, every control in Aqy is admissible.

Definition 3.7. We say that the control o, € A, is optimal if for any admissible control
a € A, we have

Py (aopt) > Py(a).

This is of great importance for optimization, as a.p¢ determines the best course of action
for the agent, given the dynamics and uncertainties in the model. This motivates us to
define a special function, called the value function v : R® — R, which tells us what the
best possible payoff starting from state x is, defined as:

v(a) = sup {Py(a)}.

acA:

From now, we assume that v is sufficiently smooth, i.e., v € C2.

We now introduce a concept within controlled differential equations that is essential for
the later developments in this chapter: the dynamic programming principle. The basic
idea is to separate a difficult problem into subproblems that are easier to solve. This is
one of the reasons we keep track of the initial states in our notation. Intuitively, we expect
an optimal strategy to have the property that, no matter the initial state and time, the
remaining decisions must be optimal as well. The dynamic programming principle is a
rigorous formulation of this idea.

The proof of the following theorem is based on Huyeii’s work in [11], with the modification
that we now consider an infinite time horizon.
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Theorem 3.8. Let x € R", and T be a set of stopping times on [0,00). Then the value
function v satisfies the following:

v(z) = sup {sup {E [ /0 ' exp (—¢s) f(Xa(s), a(s)) ds + eXp(—qT)U(Xx(T))] }} =

acA, \TET

= sup fint {5 ] [ oxp (<07 (X,06).(6) ds + exo (-areXa ()|

aCAy TET
with exp (—¢f(w)) = 0 if f(w) = oo.

Proof. Let o € A;, and 7 € T be fixed.

Observe that for all 7 € T, we have the Markov property X,(s) = Xx,(-)(s —7) if s > 7.
This means that if we stop at some time ¢, and we continue from that state up to time s,
we end up in the same state as if we had gone to X, (s) directly, under the same control.
We split the integral into two parts, then we use the tower rule:

P,(a) = E [ / exp (—gs)f(Xa(s), a(s)) ds + / " exp (=) (Xa(s), als)) ds| =

7|

By the definition of P, and the Markov behavior we observed earlier, we have

& | [ e (-a9r (X,(e).a(s) as| +
+E {E { / " exp (—g3)F(Xu(5). a(s) ds

E{ [ exp (a5 (X,().(9) s

]—“71 = exp (—q7)Px,(r)(a),

therefore, we can express P, as:

P.(a) =E [/OT exp (—qs)f(Xg(s), a(s)) ds + exp (—qT)PXI(T)(a)]

Since « is an arbitrary control, we get the following inequality:

P,(a) <E [ / " exp (—gs) f (Xa(s), al(s)) ds + exp <—q7>v<xm<7>>} ,

for all 7 € T. Therefore, can write:

P.(0) < inf {| [ e (anf(X,(o)ale) ds e (- (X,0)] | (32)

TET

Furthermore, we know that for all € > 0, there is an a. control, that is suboptimal only
by e, i.e.:

v(Xy (7)) — & < Px,(n(a:). (3.3)

We now define the following process:

o (s) = {a(s) if s € [0, 7],

ac(s) if s € [1,00).
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An important detail for the correctness of this proof is that o*(s) is also an admissible
control. This technicality will not be proved here, but for those interested in this lemma,
we recommend Chapter 7 of Continuous-time Stochastic Control and Optimization with
Financial Applications [11].

With a similar argument as before and using (3.3), for all 7 we get:

P,(0") = E [ / "oxp (—q5) f (X, (s), a(s)) ds + exp <—qT>sz(7)<aa>] >

2B | [ o (-05) (Xu(6),0(6)) ds + oxp (-ar)olX, ()] - e

Since this holds for every 7 € T, we get the following:

P.(a) > sup {E {/OT exp (—gs) f(Xa(s), a(s)) ds + exp (—C]T)U(Xm@'))} } . (3.4)

TET

If we take the supremum over all « € A, in equations (3.2) and (3.4), we end up with the
desired result. ]

3.2 The Hamilton—Jacobi—Bellman equation

Our aim is to leverage some of the results in Chapter 1 in the context of controlled
stochastic differential equations (CSDE). Namely, we are going to see another application
of Itd’s lemma (Lemma 1.20), as it helps us to derive a nonlinear partial differential
equation for the value function v.

The following steps are analogous to those in Chapter 3 of Huyén’s book [11], however,
similarly as we did at the dynamic programming principle, we provide a proof for the
infinite time horizon case.

Assumption 3.9. For every t € T, we assume
t
/ lexp (—g5) Vo(Xa(s)) o (Xe(s), a)[|* ds < oo
0

Let v € C? be the value function. Let us fix some ¢ > 0, A > 0 and a constant control
a € Aon [t,t+ h|. From the dynamic programming principle, Theorem 3.8 we have:

”@ZEM exp (—g5) F(X,(s), @) ds + exp (—g(t + WX, (t+h)| . (3.5)

Using Itd’s lemma (Lemma 1.20) to exp (—gs)v(X,(s)) on the interval [t,t + h] according
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to (CSDE), and multiplying both sides by exp (—qt), we get:
t+h
exp (—qh)o(Xa(t + 1)) = v(z) + / exp (—q5)(—q)v(Xa(s)) ds
t+h
" / exp (—45) Vo(Xa(5))o (Xoa(s), @) dB(s)+
" / exp (—5) V(X (5)) (X (), ) ds-+
t+h 1
—|—/t —Tr [U(Xx(S),CL)UT<Xx(S>7Q) eXp(—QS)VQU(Xg(S))} ds.

2 < —_ <

We take the expected value on both sides. Because of Proposition 1.12 and Assumption
3.9, the Ito6 integral term vanishes, leaving us with:

t+h
Elexp (=q(t + h))v(Xe(t + h))] = v(z) + E {/t exp (—¢s)(—q)v(Xy(s)) ds} +
+E {/t exp (—¢s) Vv (Xu(s)) u(Xy(s), a) ds} +

+E [/t 9 Tr [o(X,(s),a)o ' (Xu(s), a) exp (—gs) V>0 (Xy(s))] ds} .

By substituting exp (—¢q(t + h))E [v(X(t + h))] into (3.5) and subtracting v(z) form both
sides, we get:

= ™ exp (a8 F(Xo(5).0) a|+s [ " exp (—a9)(—@)u(Xa(s) ] +

+8] [ e (o) Vo (o) ) )5+

t+h
+E {/t % Tr [o(X,(s), a)o " (X,(s),a)exp (—QS)VQU(Xz(s))} ds} ,

By dividing both sides of the inequality by h, and taking the limit as h — 0, we end up
with:

0> f(z,a) — qu(z) + Vou(z)u(z, a) + %Tr [o(z,a)o " (z,a)V?v(2)] .

Note that a was arbitrary in A, therefore, we can take the supremum over all a € A and
we get:

qu(z) — sup {f(z, a) + Vu(z)plz, a) + % Tr [o(z,a)0 ' (z,a)V?0(z)] } >0. (3.6)

acA

Since the optimal control o satisfies (3.5) with equality, we can use the same steps as
above to get:

qolz) - (f@, i) + Vo(e) (o) + 5 Tr[o(z.ai)e (x aI)Vzv(z)]) —0. (37
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Equations (3.6) and (3.7) together imply that the inequality in (3.6) must hold with
equality when the optimal control a; is applied. In other words, the supremum in (3.6)
is attained by choosing the optimal control, in which case the value function v satisfies
(3.7). This motivates the definition of the Hamilton-Jacobi-Bellman equation.

Definition 3.10. Let z € R", and v € C? be the value function. The nonlinear elliptic
partial differential equation below is called the Hamilton—Jacobi-Bellman equation:

qu(z) — sup {f(z, a) + Vo(z)p(z, a) + %Tr [o(z,a)0 " (z,a)V?v(z)] } = 0. (HJB)

acA

Remark 3.11. Throughout this section, we considered the infinite time horizon case,
which gave us the time-independent equation (HJB). However, we could also work through

the same steps in the finite time horizon setup, which would yield a similar version of
(HJB).

3.3 Verification step

Our next goal is to provide sufficient conditions under which a solution to (HJB) coincides
with the value function v. These conditions are given by the so-called verification theorem.

Theorem 3.12. Let w: R® — R, w € C?, such that there exists some K > 0, for which
lw(z)| < K(1+||z||?) for all x € R™. If for all x € R™, w satisfies the conditions below:

(i) quw(z) — sup {f(@, a) + Vw(z)pu(z,a) + % Tr [o(z,a)0 ' (z, Q)VZU)(@)}} >0, and

(i1) liqu_)sip {exp (—¢T)E [w(X.(T))]} >0,

then, we have w > v.
Furthermore, if there ezists a measurable function a(x) : R" — A that satisfies the below
conditions for all x € R™:

(ii1) 0 = quw(z) — sup {f (z,a) + Vw(z)pu(z,a) + % Tr [o(z, a)o " (z,0)Viw(z)] } =

= qu(z) — f(z,a(z)) + Vw(z)p(z, a(z)) + %Tr [o(z,a(z))o " (2, a(x)) VZw(z)] |

(iv) the stochastic differential equation

{dX<s> p(X(s), (X (s)) ds + (X (s), @(X(s)) dB(s).
X(0) =z,
has a unique solution denoted by X,(s),
(v) liminf {exp (—7)E [w(X(T))] } <0,
() {ARo(s)f € As.

then, we have w = v.
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We do not prove Theorem 3.12 here, but the steps are similar to those of the earlier
proofs. We need to use Ité’s lemma for exp (—qt)w(X,(t)) on a growing set of finite
intervals, then use the dominated convergence theorem. Theorem 3.12 is a powerful tool
to check whether a candidate control is optimal or not.

Theorem 3.12 can also be thought of as an infinite horizon version of the Feynman—Kac
formula introduced in Section 1.3. This analogy would be more apparent if we had a finite
time horizon, as in that case, the HJIB equation would be a parabolic PDE. Nonetheless,
this scenario is also worth exploring.

Remark 3.13. Let A = {a,}, w € C?, such that there exists some K > 0, for which
lw(z)| < K(1+ ]|z]|?) for all z € R™. If w is the solution to the linear elliptic partial
differential equation

qu(z)— <f(£, ap) + Vw(z)p(z, ag) + %Tr [o(z,a0)0 " (2, QO)VQw(z)D =0, z€eR”

with the condition that exp (—¢T)E[w(X.(T)] — 0 as T — oo, then w has the following
representation:

w(z) =E [/OOO exp (—qt) f (X (1), aq) dt |,

where X, (t) is the unique solution to (CSDE) with a(s) = a,.

3.4 Aiyagari-Bewley—Huggett model

This section offers a more detailed and in-depth extension of the material presented in
Chapter 2 of Partial Differential Equations in Macroeconomics [1].

In this model, agents optimize consumption and savings dynamically in response to
stochastic income fluctuations. Our goal is to examine the model’s long-run, steady-state
behavior, i.e., when quantities and distributions do not change over time. This will lead
to a system where a time-independent HJB equation governs individual choices and a
so-called Fokker—Planck equation describes wealth distribution in equilibrium.

We can define a consumption function ¢;(t) : [0, 00) — [0, 00) for each individual i in our
economy, which gives us the agent’s consumption at time ¢.

Each agent has different preferences, risk tolerance, and consumption needs, which is why
we use a utility function U : [0,00) — R to represent their individual satisfaction gained
from a purchase. A commonly used utility function is the CRRA (Constant Relative Risk
Aversion), given by

Uiz) = {— if 7 € (0,00) \ {1},

In(x), ify=1

We call v the risk-aversion parameter, which quantifies the agent’s preference toward risk
and uncertainty in decision-making. Since we assume that all investors are risk-averse, we
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choose v > 0 in order to ensure that the utility function is strictly increasing and concave.
A consumer makes decisions about consumption ¢;(t) over time, which only depends on
the current time and state. Here, the process {c¢;(t) }+>0 is a control introduced in Section
3.1. The goal of each agent is to maximize their lifetime utility, which can be expressed
as:

Cq

max E UOOO exp (—pt)U (c:(1)) dt | .

where exp (—pt) is the discount factor with the discount rate p, reflecting the agent’s
preference for current consumption over future consumption.

Similarly to the Lucas—Alvarez model introduced in Chapter 2, we measure one’s produc-
tivity with Z;(t) > 0 at time ¢ > 0. We denote the value of the individual’s assets by
A,(t). For Z;(t) amount of work, the individual gets a wage of W;(t).

The value of the agent’s assets increases with its labor income W;(¢)Z;(t). They also earn a
return on these assets with a rate of r(¢). Meanwhile, the agent consumes for ¢;(t) amount,
reducing their wealth. As a result, the agent’s wealth dynamics follow:

Ay() — A(0) = /O (Z(s) + r(B)Ai(s) — ex(s)) ds,
formally written as:
dA;(t) = (Wi(t) Zi(t) + r(t)Ay(t) — ¢;(t)) dt + 0 - dB;(t).

Furthermore, the agent’s productivity evolves stochastically over time, improving due to
skill accumulation, but is also subject to “random shocks” such as technological changes
or layoffs:

Zit) = Zi(t) = /Otu(Zz'(S)) ds + /OtU(Zz'(S)) dBi(s),
formally written as:

dZ;(t) = p(Zi(t)) dt + o (Zi(t)) dB(t).
We also impose a lower bound on the agents’ wealth:

Amin < A;(t), for all t > 0, where ap;, € (—00,0].

If the constraint is set at ay;, = 0, the agent is not allowed to borrow and must always
maintain non-negative wealth. When a.,;; < 0, limited borrowing is allowed, but only up
to a specified debt ceiling. This restriction prevents agents from accumulating unbounded
liabilities. While our theoretical setup does not impose explicit upper bounds on A;(t) or
Z;(t), in a numerical implementation these variables would necessarily be bounded.

To describe the distribution of households by their wealth a and productivity z, we intro-
duce the probability density function g(a, z), meaning that it satisfies:

/ / g(a,z)dzda =1, and g(a,z) >0 for all a € [apm, ),z € R. (3.8)
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Furthermore, we set the following constraint on g:

/ / (a,z)dzda = 0. (3.9)

Equation (3.9) means that the total amount of wealth held by agents with positive assets
exactly offsets the total debt of those with negative assets.

As workers decide how much to consume and save, the overall distribution of their wealth
and work productivity changes over time. This process can be described using two time-
dependent partial differential equations: an (HJB) equation, which gives us the best con-
sumption path, and a Fokker-Planck equation, which explains how the distribution of
wealth and productivity changes. Since our focus is on the long-run behavior of the sys-
tem, we analyze the time-independent versions of these equations, which represent the
stationary equilibrium of the Aiyagari-Bewley—Huggett economy.

Definition 3.14. Let {X(t¢)}:;>0 be an n-dimensional It6 process driven by a d-
dimensional Brownian motion, and let p(x) be the probability density function of the
random variable X(t). Then, the equation

_ Z O, [ (2)p(2)] + Z Z Oiw; | P % Z ok (2)o* ()| = 0

i=1 j=1
is called a (stationary) Fokker—Planck equation.

Remark 3.15. The Fokker—Planck equation is also called the Kolmogorov forward equa-
tion, as it determines the future wealth distribution, given the current state and deci-
sions. On the other hand, equation (HJB) operates backward in time, as it considers
how a worker values assets and productivity tomorrow and works backward to determine
optimal consumption decisions in the present.

Remark 3.16. Similarly to Remark 3.11, we note that we could consider a time-
dependent probability density function p*(¢,z), for which we could define the time-
dependent Fokker—Planck equation as:

n n n d
- Z al‘z [Mi(t>£)p*(t7£)] + Z Z axixj [ %Z o t -T U]’ t -T) = atp*(t,g).
=1

i=1 j=1 k=1

Analogously to the value function defined in Section 3.1, we now define the value function
as the best attainable expected lifetime utility, if the agent’s initial asset value is a, and
the initial productivity is z:

v(a,z) =sup E [/OOO exp (—pt)U (¢i(t)) dt} .

c; >0

Note that due to Assumption 3.3, the value function v(a, z) and the optimal consumption
policy ¢(a, z) only depend on the agent’s state variables, so it no longer is necessary to
keep neither the agent’s index nor the time variable.
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Definition 3.17. We say that the constants r,w > 0 and functions g(a, z), v(a, z) describe
a stationary equilibrium if they satisfy conditions (3.8)-(3.9) and the following HJB and
Fokker—Planck equations:

pv(a, z) — (%JQ(Z)ﬁzzv(a, 2) + p(2)0v(a, z) + (wz 4+ ra)d,v(a, z)+ (3.10)
g {(-0y0(a2) (e, + U ela ) ) =0,
—0,[s(a,2)g(a, )] — 0. [u(2)g(a, 2)] + %822 [0%(2)g(a,z)] =0, (3.11)

where s(a, z) = wz+ra— c*(a, z) represents how much the agent saves given their current
state (a, z), and ¢* is the optimal control given by ¢* = (U’)~19,v.

Remark 3.18. The optimal consumption policy ¢*(a, z) is obtained by maximizing the
term —0,v - ¢ + U(c) with respect to ¢ > 0. The first-order condition yields U’(¢*) =
O,v(a, z), because U is strictly concave and differentiable. Hence, the optimal control is
given by

(a,z) = (U") " (d.v(a, 2)).

Remark 3.19. Equation (3.10) and more generally equation (HJB) do not always have
smooth solutions. Furthermore, it is not guaranteed that there is only one solution to
(HJB) either. In such cases, the weak solution that corresponds to a given optimization
problem is called the “viscosity solution”. For a detailed treatment of the viscosity solutions
of the HJB equation, we recommend Chapter 4 of Huyefi Pham’s book [11].

In Heterogeneous Agent Models in Continuous Time [2], Achdou et al. give a sufficient
condition for the existence of a stationary equilibrium, which we present below.

Proposition 3.20. If for all z € R we have 0 < o(z) < oo, there exists a stationary
equilibrium, i.e., a solution to equations (3.8)-(3.11).

Furthermore, Achdou et al. 2| suggest important theorems regarding the characterization
of stationary equilibria in their economic model.

Proposition 3.21. For a stationary equilibrium, if r < p, the following statements hold:

(i) There exists a so-called “cutoff productivity level” denoted by Z, for which

S(Gmm, Z) = 07 ZfZ S /Z\a

$(Wmin, 2) >0, if 2> Z.
(i) If an agent i has a constant productivity zeonst < z, then A;(t) = Qi as t — oo.
(113) If Zeonst < Z, then 0, (wz + ra — c*(a, z)) =1r — 0, (a,z) = —00 as a = apin.

Proposition 3.21 has deep implications. It assumes that individuals discount future
consumption more heavily than the rate at which their savings can grow through
interest, making them consume in the present rather than save for the future. Under this
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assumption, individuals with productivity at or below the threshold z have zero savings
at the borrowing limit a,;,. Furthermore, the wealth of agents below the threshold
eventually ends up near an;,. Even a tiny increase in their wealth near the limit would
be met with a very large increase in consumption, quickly driving them back down.

Conversely, those with higher productivity than Zz will have positive savings even at the
borrowing limit, allowing them to accumulate wealth. These dynamics collectively lead
to a mass of agents accumulating exactly at the borrowing limit, thus segregating the
individuals in the economy based on their productivity.
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Summary

In this thesis, we explored a broad range of phenomena within economics and finance.
We began by developing a foundational understanding of Brownian motion and its
role in modeling uncertainty in economic systems. Building on this, we studied Ito
calculus, and highlighted the usefulness of It6’s lemma through concrete examples. We
solved the geometric Brownian motion model and illustrated how the Feynman—Kac
formula provides a bridge between stochastic differential equations and partial differential
equations, most notably in the heat equation and in context of the Black—Scholes option
pricing model.

We then turned our attention to knowledge diffusion in macroeconomics. Using the
Fisher—- KPP equation, we introduced an abstract model of how knowledge spreads across
an economy, based on the Lucas—Alvarez framework. We showed the existence of traveling
wave solutions and applied a perturbation method to approximate the initial conditions.
We implemented both a finite difference scheme and an operator splitting technique to
estimate wave speeds and observe the model with different initial distributions.

In the final chapter, we investigated optimal control problems through the theory of
controlled stochastic differential equations. We introduced the concepts of a payoff
function and value function, and proved the dynamic programming principle. By using
[to’s lemma we derived the Hamilton—Jacobi-Bellman equation, then presented the
verification theorem. As an application, we examined the Aiyagari-Bewley—Huggett
model, which describes individual saving behavior. We also introduced Fokker—Planck
equations, which together with the HJB equation, describe the optimal individual
behavior and the population distribution in a stationary equilibrium.

Overall, we established deep connections between stochastic processes, partial differential
equations and control theory, and showed how these tools can be applied to understand
complex economic dynamics. Through both analytical results and numerical experiments,
we provided insight into the mathematical structure of decision-making, financial
markets, and knowledge diffusion.

All Python codes for this thesis, including the numerical implementations in Sections 1.2
and 2.6 and the phase plane illustration in Section 2.4, can be found on the following
GitHub site: github.com/PappAron/thesis 2025.
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