On some functionals of the first passage times
in jump models of stochastic volatility

Pavel V. Gapeev* Yavor 1. Stoev!

We compute some functionals related to the generalised joint Laplace transforms of
the first times at which two-dimensional jump processes exit half strips. It is assumed
that the state space components are driven by Cox processes with both independent
and common (positive) exponential jump components. The method of proof is based on
the solutions of the equivalent partial integro-differential boundary-value problems for
the associated value functions. The results are illustrated on several two-dimensional
jump models of stochastic volatility which are based on non-affine analogues of certain
mean-reverting or diverting diffusion processes representing closed-form solutions of the
appropriate stochastic differential equations.

1. Introduction

The main aim of this paper is to derive closed-form expressions for the functionals in (2.9)-
(2.10) of the first passage times of the two-dimensional jump process (S, Q) defined in (2.1)-
(2.2). These functionals are related to the associated joint generalised Laplace transforms
of the first times at which the continuous-time Markov process (.S,()) exits certain regions
forming half strips. It is assumed that the stochastic differential equations in (2.1)-(2.2) for
(S, Q) are driven by Cox processes with both independent and common (positive) exponentially
distributed jump sizes. Note that the processes of such type can be used for the description
of dynamics of the risky asset prices with stochastic volatility rates which play a central role
in the modelling of financial assets (see, e.g. Fouque et al. [14], Kallsen [29], and Gatheral
[23] for an overview). The consideration of driving Cox processes for the risky asset prices
and stochastic volatility rates represents a general feature for the related modern mathematical
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theory. The resulting closed-form expressions for these functionals can be used for calibration
of the parameters of the models of financial markets with stochastic volatility. We study the
case in which the equation in (2.2) for the mean-reverting or diverting component ) can be
either solved explicitly or reduced to the associated ordinary differential equation, by means of
an appropriate integrating factor process. Stochastic differential equations of such type were
considered by Gard [22; Chapter IV] and Oksendal [37; Chapter V] for diffusion processes, and
then in [15] and [20] for their jump analogues. Iyigiinler et al. [26] shew the tractability of the
resulting analytic solutions of such so-called solvable stochastic differential equations, by means
of the analysis of the accuracy of numerical approximations obtained from the appropriate
discretisation schemes.

Optimal stopping problems for some mean-reverting and diverting jump processes have
been extensively studied in the literature. Davis [8], Peskir and Shiryaev [41]-[42], and Dayanik
and Sezer [10]-[11] among others solved optimal stopping problems for such processes arising
from the quickest detection of the change points in distributions of the associated discontinu-
ous observable processes (see also [16]-[17]). Mordecki [35]-[36], Kou [30], and Kou and Wang
[32] among others solved discounted optimal stopping problems for certain payoff functions de-
pending on the current values of geometric compound Poisson processes with multi-exponential
jumps and their various extensions, with the aim of computing rational values for the perpetual
American options. Such jump models are widely applied for the description of the dynamics of
risky asset prices in financial markets because of their analytical tractability and the property
to reproduce the leptokurtic character of the returns distributions. The main feature of these
optimal stopping problems and their equivalent free boundary problems was the breakdown of
the smooth-fit conditions for the value functions at the stopping boundaries and their replace-
ment by the continuous-fit conditions. Asmussen et al. [3] obtained explicit expressions for
the values of the Laplace transforms of the first passage times of more general phase-type Lévy
processes over constant boundaries, by means of the Wiener-Hopf factorisation techniques.

Hadjiev [24] studied the problem of computation of the Laplace transforms of the first
passage times to upper levels for generalised Ornstein-Uhlenbeck processes with non-positive
jumps. Some explicit expressions were obtained for the value functions of the Laplace transforms
in a special case of background driving pure jump processes including stable processes. The joint
distribution law of the first hitting times of constant boundaries for two constantly correlated
drifted Brownian motions was obtained by Iyengar [25]. Analytic expressions for the Laplace
transforms of the first passage times of compound Poisson processes over linear boundaries
were derived by Zacks et al. [45] in the positive jumps case, and by Perry et al. [38]-[39]
in certain cases of positive and negative jumps. Perry et al. [40] and Bo et al. [7] studied
the distribution properties of the first rendezvous times of compound Poisson-type processes
with Brownian motions and (reflected) Ornstein-Uhlenbeck processes, respectively. Kou and
Wang [31] and Sepp [44] obtained closed-form expressions for the Laplace transforms of the
first passage times over constant boundaries for double-exponential jump-diffusion processes.
Other related stopping problems arising from the computation of the Laplace transforms of the
first passage times over constant levels were recently considered by Mijatovi¢ and Pistorius [34]
for more complicated spectrally positive and negative Lévy processes. Fernandez et al. [13]
developed Monte Carlo schemes for the computation of the distribution of the first exit times
of jump-diffusion processes from two-sided intervals in the general size distribution case.

The Laplace transforms of the first exit times from connected intervals were recently com-



puted in [21] for mean-reverting and diverting one-dimensional jump-diffusion processes driven
by compound Possion processes with multi-exponential jumps. In the present paper, we derive
closed-form expressions for the functionals related to the generalised joint Laplace transforms of
the first passage times as stopping problems for a class of two-dimensional jump processes. The
latter includes non-affine pure jump analogues of certain mean-reverting and diverting diffusions
studied in [20] as the state space components. Aiming to obtain closed-form expressions for the
functionals, we assume that the considered jump processes are driven by compound Poisson
processes with (positive) exponentially distributed jumps. The same functionals related to the
generalised Laplace transforms of the first exit times from half strips were computed in [18] in
parallel for a two-dimensional continuous diffusion-type processes with switching coefficients.

It is known that optimal stopping problems for multi-dimensional continuous-time Markov
processes are analytically more difficult than the problems for the one-dimensional ones and the
solutions of the former are rarely found explicitly. Bayraktar and Poor [6], Bayraktar et al. [5],
and Dayanik et al. [9] studied some necessarily multi-dimensional optimal stopping problems
arising mostly from the problems of quickest change-point detection for discontinuous Poisson
processes and mixed jump-diffusion processes with mean-reverting components. Some analyt-
ical results for essentially two-dimensional optimal stopping problems were recently obtained
by Gapeev and Shiryaev [19], Johnson and Peskir [28], and Assing et al. [4] in the case of
purely continuous diffusion processes. In the present paper, we obtain closed-form solutions to
the integro-differential boundary-value problems which are equivalent to the original stopping
problems in two-dimensional jump models of stochastic volatility. The exponential distribution
of the jumps of the driving compound Poisson processes yields remarkable analytic properties
of the value functions of the Laplace transforms at the exit boundaries as well as at the mean-
reverting and diverting levels in an explicit form. The consideration of the cases in which the
mean-reverting or diverting processes contain jumps directed towards the hitting boundaries
may lead to the appearance of singularity points in the associated integro-differential operators.
These properties can be considered as complements to the breakdown of the smooth-fit princi-
ple and its replacement of the principle of continuous fit which was earlier observed in Peskir
and Shiryaev [41]-[42] (see also Alili and Kyprianou [2] for necessary and sufficient conditions
for the occurrence of smooth-fit condition and references to the related literature).

The paper is organised as follows. In Section 2, we first introduce the setting and notation
of the model with a two-dimensional jump process which has the price of a risky asset and the
mean-reverting or diverting volatility rate as the state space components. It is assumed that the
driving Cox processes have both independent and common single (positive) exponential jump
components. We define the functionals related to the generalised joint Laplace transforms of the
first exit times from half strips of the two-dimensional jump process and formulate the equivalent
boundary-value problem for a partial integro-differential operator. In Section 3, we obtain a
closed-form solution to the partial integro-differential boundary-value problem and show that
the value function represents the product of solutions of the associated ordinary problems. We
derive explicit expressions for the considered functionals in several models based on pure jump
analogues of certain continuous diffusion processes solving the appropriate stochastic differential
equations. In Section 4, we show that the solutions to the boundary-value problems provide
the original functionals of the first exit times.



2 Preliminaries

In this section, we introduce the setting and notation in the problem of computation of
some functionals related to the generalised joint Laplace transforms of the first exit times in
jump models of stochastic volatility and formulate the associated boundary-value problems.

2.1 The model. Let us consider a probability space (€2, F, P) supporting the processes
X/ = (X})iz0, § = 1,2,3, defined by X/ = Y0_, ZJ,, where N7 = (Nj)i0, j = 1,2,3,

which are 1ndependent P01sson processes of intensity A; > 0, and (Z])men, j = 1,2,3,
are independent exponentially distributed random Varlables Wlth probability densn;y functlons
pi(2) = aje” % for all z > 0 and some a; > 1, j = 1,2,3, fixed. Assume that there exists
a process (S,Q) = (St Qt)r>0 which provides a (pathwise) unique solution of the system of

stochastic differential equations

dSy; = S, 00*(Q,) dt + S;_ Z /(e“” — 1) (puj —vj)(dt,dz) (So=25) (2.1)
and
dQ: = B(Qr) dt + Q1 Z /(6$ — 1) (1j — v)(dt, dz)  (Qo =), (2.2)

for some s,q > 0 fixed, where 6 € R is a constant, and £(q) € R and o(q) > 0 are contin-
uously differentiable functions of at most linear growth on (0,00) (see, e.g. [33; Chapter IV,
Theorem 4.6] and [27; Chapter III, Theorem 2.32] for the existence and uniqueness of solutions
of such stochastic differential equatlons) Here 41(dt, dx) is the measure of jumps of the process
Y7 = (Y{)1>0 defined by Y/ = X9, for j=1,2, and Y;> = X}, where the process A = (4;)i>o
is given by

A = /Ot *(Qy) du, (2.3)

for all ¢ > 0. Then, the compensator of p;(dt,dz) with respect to the probability measure P
takes the form of v;(dt,dz) = \;jo?(Q;_)a;e " [(x > 0)dtdx, for j = 1,2, and 3(dt,dz) =
Agaze~*3*[(z > 0)dtdx, respectively (see, e.g. [27; Chapter II, Section 1] for the definitions of
these concepts), where I(-) denotes the indicator function. In this case, Y7, j = 1,2, represent
Cox processes of random intensity A\;o%(Q_), while Y? = X? is a compound P01sson process
of intensity A3 and exponentially distributed with parameter «; jump sizes ZJ , m € N.
Observe that the process S solving the equation in (2.1) admits the representation

St—sexp(/éa (Qu) du—Z// 1) v;(du, dz) —i—Z//:cujdudx) (2.4)

for all £ > 0. Note that the process @) forms a one-dimensional (strong) Markov jump-diffusion
process, while (S, Q) provides a two-dimensional Markov jump-diffusion process. Without loss
of generality and in view of the nature of the problems as well as the examples considered
below, we can further assume that the state space of the process @ is (0,00), so that the state
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space of the process (S, Q) is (0,00)?. In this case, the process S can describe the price of a
risky asset on a financial market, and () can represent its volatility rate. Let us finally define
the associated with the processes S and @ first passage (stopping) times

7, =inf{t >0|S; <a} and 7 =inf{t >0[S; > b} (2.5)
as well as
(o =inf{t>0]Q; <g} and ¢ = inf{t >0]Q; > h}, (2.6)

for some 0 < a < b < oo and 0 < g < h < oo fixed. The main aim in the present paper is
to derive closed form expressions for some functionals related to the generalised joint Laplace
transforms of the random times 7, , 7,7 and (;, ¢,

2.2 Formulation of the problem. In order to formulate the problem of computation of
the modified generalised joint Laplace transforms of the random times 7, , 7,” and Cq s Gh, let
us assume that the condition

NG NG poo
E {exp (/ / %% — 1] \po?(Q.) croe™2" dmdu)} < 0 (2.7)
0 0

holds, for all ¢ > 0, where 6;, © = 1,2, are some constants which are specified below. In this

case, the processes (MZM;AQ;)@O’ 1 =1,2, with

. t 00 t ]
M = exp (/ / 0;x po(du, dx) — / / (e — 1) Myo?(Qu) age™ 2" dudx>
0 Jo 0 Jo

are uniformly integrable martingales. It thus follows from [43; Appendix, Theorem 6.1] that
the probability measures P?, i = 1,2, defined by
dP —.
= M? 2.8
'z (2.8)

tACg NG

]:t/\Cg_ AC;'L'

for all ¢ > 0, are locally equivalent to P on the natural filtration (F, e Aq)tzg generated by
the driving processes Y7, j =1,2,3.

By applying the change-of-measure arguments, let us now define the functionals Vi*(a; g, h)
and V5 (b; g, h) by

1
() A_- E 6_%(Ac,f_A )

Vy(aig,h) = B e = I <t <) (2.9)

—(n+x)A

+ —n(A
+e ‘hoe

T;_AC;T)](C}T <( <71, < oo)]

_ E[e_(m_%)Aﬂ; El [e_%(AC}T—AT‘;)

Fol e <dh<¢)
—(nt+7) A+

+e n B [ein(ATa_ ~Aar)

Fo | 1GH < ¢ < < 00)]



and

—(+2)A 4+ TG (A
b

Vy'(b;g,h) = E|e —L e FEOR I(r <G <¢) (2.10)

_E [e—(n+%)ATb+ EQ [e_%(AC}T —A 1)

—(n+7) A+
h

+e E[e_

where E' denotes the expectation taken under the probability measure ﬁi, for i =1, 2.

In order to compute the values of (2.9)-(2.10), taking into account the strong Markov prop-
erty, we then introduce the functions Vi*(s,q) = Vi*(s,q; a; g, h) and V5 (s,q) = V5 (s,q;b; g, h)
defined by

Vi (5,0) = Boge " U1Q ) 100 < G < G)) (2.11)
e W (S, Qe TG < G <)
and
Vi(s,0) = Boge " U5Qu) 1 < G < ) (2.12)
e WS Q) 1GE < G <),

where the functions Wi (s,q) = Wi(s,q;a) and Wi(s,q) = W5(s,q;b), as well as U(q),
1t = 1,2, are given by

Wi(s,0) = Bog[e "5 177 < 00)] and Wi(s,0) = Boy[e "7 I(rf < 00)],  (213)

as well as

U (q) = Ei [e*”AC;T ¢ < g)}, (2.14)

for n, 2 > 0 fixed and all s,q > 0. Here and after, E; and F,, denote the expectations with

respect to the probability measures ]Bi, 1 =1,2, and P taken under the assumption that the
one-dimensional process () and the two-dimensional process (.5, Q) start at ¢ and (s,q) with
some s,q > 0, respectively. We finally note that the stochastic differential equation in (2.2) for
the process () admits the representation

dQy = (EZ(Qt) — &Qy) dt + Qi Z /(ex = 1) (ny — vig)(dt,dx) (Qo=q) (2.15)

with E(q) = B(q) + pebio(q)vq, for all ¢ > 0, as well as
¢ = Xz‘,Q A2 A3 X o Ao
i = - - i2 =

&m—l 062—1 053—1’

 — Qi, and 621',2 = Qg — 91', (216)



whenever ay > 6; holds, for every i = 1,2. Here, by means of Girsanov’s theorem (see, e.g. [27;
Chapter I1I, Theorem 5.34]), the measure v; 5(dt, dx) defined by 7; o(dt, dx) = e’ ®iy(dt, dx) is
the compensator of the jump measure ps(dt, dz) under Pi | and we set v;3(dt,dx) = vs(dt,dx),
for all £ >0 and every 7« =1,2. Tt is seen that the process X 2 represents a compound Poisson
process with exponential jumps of intensity A; 2 = Asaa/(a2 — 6;) and with parameters of the
jump sizes ;2 = ag — 0; under lgi, whenever as > 6; holds, for i =1, 2.

2.3 The boundary-value problems. By means of standard arguments based on [to’s
formula for semimartingales (see, e.g. [27; Chapter I, Theorem 4.57]), it can be shown that
the infinitesimal operator Lg gy of the process (S,Q) from (2.1)-(2.2) under the probability
measure P acts on a bounded function V (s, q) from the class C*?((0,00)?) according to the
rule

LisoV)(sa) = (5 - 2 = 22 ) 02(g) 50,V (5.0 @.17)

a1—1 Ozg—l

+ <B(q) B 042)\2(1 B A?il 1> 94V (s, q) + /OOO (V(se®,q) = V(s,9)) Mo®(q) are™ " dz

—1 3

+ / (V(Sez, qex) — V(S, Q)) )\20'2((]) a2€7azz dzx _'_/ (V(S, q€x> - V(S, q)) )\3 053670{333 d,’]ﬂ‘,
0 0

for all s,¢q > 0. The infinitesimal operator IT]Q of the process ) from (2.15) under the proba-
bility measure P? acts on a function U(q) from the class C2((0,00)) like

(LLU)(q) = (Bila) — &a) U'(q) (2.18)

o0 —

+ /0 (U(ge”) = U(q)) 0*(q) X Qjoe” %2 dr + /0 (U(ge®) = U(q)) Mis a;ze” " dr,
for all ¢ > 0, where El(q) = B(q) + pebio(q)yq and &; is given by (2.16), and we set 3\/173 =)\
and ;3 = as, for i =1,2.

In order to find analytic expressions for the unknown value functions from (2.11)-(2.12),
let us use the results of general theory of Markov processes (see, e.g. [12; Chapter V]). We
reduce the problems of (2.11)-(2.12) for the functions V;*(s,q), i = 1,2, to the equivalent
boundary-value problems for the operator Lg g of the form

(Lisg)Vi— (n+3)0*(q) Vi)(s,q) =0, for s>a or s<b, (2.19)

Vi(s,q) =Ui(q), for s<a or s>b and g<q<h, (2.20)

Vi(s,q) = Wi(s,q), for ¢<g and ¢>h and s>a or s<Vb, (2.21)

Vilat,q) =Ui(q) or Va(b—,q) =Ua(q), for g<g<h, (2:22)

Vi(s,g+) = Wi(s,g+) and Va(s, h— ) = Ws(s,h—), for s>a or s<b, (2.23)

respectively. Here, the functions W;(s,q), i = 1,2, solve the problems for the operator Lgq)
of the form

(LisoyWi —no*(q) Wi)(s,q) =0, for s>a or s<b, (2.24)

Wi(s,q) =1, for s<a, and Ws(s,q) =1, for s>b, (2.25)

Wi(a+,q) =1 and Wy(b—,q) =1, (2.26)



for all ¢ > 0, while the function U;(q) solves the boundary value problem for the operator IEZQ
of the form

(LoUi — 20°(q) Ui)(g) =0, for g<gq<h, (2.27)
U(q) =0, for ¢<g, and Ufq) =1, for ¢g>h, (2.28)

for 1 =1, 2.

Observe that the appropriate continuity conditions of (2.22)-(2.23), (2.26), and (2.29) can
hold only in the cases in which the processes S and () can pass continuously through the points
a,b and g, h, respectively. It is remarkable that the stochastic differential equations in (2.1)-
(2.2) for S and @ do not contain diffusion parts, and thus, the functions V*(s,q), W/(s,q),
and Uf(q), i = 1,2, may be discontinuous at the boundaries a,b and g, h, depending on the
sign of the local drift rates (6 — A1 /(a1 —1)—Xo/(az—1))0?(q)s and B(q) —&q in the stochastic
differential equations of (2.1)-(2.2) with &; of the form of (2.16). The latter property is realised
in the case in which the processes S and () may pass through either of the points only by
jumping. Therefore, in order to determine which of the continuity conditions in (2.22)-(2.23),
(2.26), and (2.29) should hold for Vj(s,q), W;(s,q), and U;(q), ¢ = 1,2, let us assume that one
of the following eight cases is realised. If either the inequality 6 — A1 /(ag —1) —Ay/(aa —1) <0
or 6 —A1/(aq —1) — Aa/(ag — 1) > 0 holds, then the process S can pass through either a or
b continuously, and thus, we can assume that V;(s,q) and Wj(s,q), i = 1,2, satisfy either the
left-hand or right-hand conditions of (2.22) and (2.26), respectively. If either the inequality
B(q) —&q < 0 or B(q) —&q > 0 holds, for all g < ¢ < h, then the process () can pass through
either g or h continuously, and thus, we can assume that V;(s,q) and U;(q), i = 1,2, satisfy
either the left-hand or right-hand conditions of (2.23) and (2.29), respectively. Moreover, if
there exists some constant f such that g < f < h and the properties

B(q) —&q <0, for g<f, plg—%&q>0, for ¢g>f, and B(f)—&f=0 (2.30)

hold, so that the process () diverts from the level f in a continuous way, and thus, we assume
that V;(s,q) and U;(q), i = 1,2, satisfies both the conditions of (2.23) and (2.29), respectively,
since the process () can pass through g or h continuously. Finally, if there exists some constant
f such that ¢ < f < h and the properties

Blq) —&q >0, for q<f, Blg)—&e<0, for ¢>f and B(f)-&f=0 (231)

hold, then the process () reverts to the level f in a continuous way, and thus, neither of the
conditions of (2.23) and (2.29) is satisfied for V;(s,q) and U;(q), i = 1,2, respectively, since
the process () cannot pass through g or h continuously.

3 Solutions to the boundary-value problems

In this section, we derive closed-form solutions to the boundary-value problems associated
with the value functions in (2.11)-(2.14). Note that the analysis presented below provides a
significant and detailed addition to the results obtained in [21; Subsection 3.2]. In particular,
we observe remarkable analytic properties of the value functions at the boundaries as well as
at the mean-reverting and diverting levels in an explicit form.
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3.1 Solutions to the system in (2.27)-(2.29). Let us now assume that \; > 0 and
As—j = 0, for some j = 2,3 fixed. In this case, the integro-differential equation in (2.27) with
(2.18) for the unknown function Uj ;(q) takes the form

(5(@ — fz’CI) Ui s(q) — Xm&i,z 0%(q) ¢"* H;5(q) — (Mg + %) 02(q) Ui2(g) = 0 (3.1)

or

(5(61) — 5iQ) Ui s(q) — Xi,S&i,ZS q** H;3(q) — (\is + 20%(q)) Uss(q) = 0, (3.2)
for g < ¢ < h, where we set

o0 B h _ h—%ii
H;i(q) = —/ Ui () 2T gy = —/ Ui () R Al P R — (3.3)
q q

Qi j

forall g < ¢ < h,andevery : = 1,2 and j = 2,3. It follows from the expressions in (3.1)-(3.2)
and (2.28)-(2.29) that the function H; ;(q) in (3.3) solves the second-order ordinary differential

equation
(B(q) — &4q) ¢ H',(q ) — Ni2dip 0*(q) Hi2(q) (3.4)
+ (@2 +1) (8(a) — ) = (i + #) (@) ) Higla) =0, for g<q<h,
(8(q) = &q) ¢ H's(q) — Niais His(q) (3.5)

+ (@5 +1) (Bla) — ) — (s + 20%(a)) q) Hiyla) =0, for g<q<h,
with the boundary conditions

Hij(h—) = —h=%/a;;, H](g+) =0, and Hj(h—)=h"%", (3.6)
for j = 2,3, where the second and third conditions hold, whenever the inequalities 5(q)—&q < 0
and [B(q) — &q > 0 are satisfied, for all ¢ < ¢ < h, respectively. Observe that the general
solutions of the equations in (3.4)-(3.5) are given by

H;j(q) = Ciji Hiji(q) + Cijo Hija(q), (3.7)

where C; 1, i,k = 1,2, j = 2,3, are some arbitrary constants, so that the boundary conditions
of (3.6) take the form

CijiHiji(h—)+CijoH;jalh—) = _h_ai’j/ai,ja (3.8)
Oljl 1]1(g+)+cl.72 132(g+) :O’ (39)
Cija Hi ;1 (h=) + Cijo Hy jo(h—) = h™% 71, (3.10)

for i,k =1,2 and j = 2,3. Here, the functions H,;x(q), k = 1,2, constitute the fundamental
system of solutions of the ordinary differential equations in (3.4)-(3.5), for g < ¢ < h, and
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= 2,3. Hence, we obtain from (3.3) that the candidate solution for the system in
.29) admits the representation

Uij(g:9,h) = ¢ (Cijalg. h) H ;1 (q) + Cijalg h) H;5(q)), (3.11)

for all ¢ < g < h, where the constants C; (g, h), i,k = 1,2, j = 2,3, are uniquely determined
by (3.8) and either the equation in (3.9) or (3.10), whenever either the inequality 5(q) —&q < 0
or 5(q) — &q > 0 holds, for all g < ¢ < h, respectively. We may therefore conclude that the
candidate solution is given by

—~
[N}
[N}
BN

g

—~
[\D\.
N .

q  Hijn(9+)H;;1(q) — Hi;1(9+H)Hj;5(q)

q\ %
U (qg:9.h) = — ()™ 2 3.12
(@9, h) <h> Qs H{,j,2(g+)HiJvl(h ) — H{]I( +)H; j2(h—) ( )
or
q a; j+1 Hi,j?(h_)Hi/jl() Hz]l( ) 1]2()
Ui(¢:h) = (= - 3.13
3(g:h) <h> Hijo(h—)H];(h—) — Hiji(h—)H] ;5(h—) 19

_(g)a” q Hlj2(h )Hlljl(q> Hz/jl(h )H2/32(>
aij Hijo(h=)Hij1(h—) — Hj; (h—)H;ja(h—)’

h %,7,2 %,7,1

for all ¢ < ¢ < h, whenever the inequality 5(q) — &q < 0 or ((q) — &q > 0 holds, for all
g < q < h and every @ = 1,2, respectively.

On the other hand, when the condition of (2.30) holds, the candidate solution for the system
n (2.27)-(2.29) admits the representation

Ubi(as 1) = ¢™ 7 (CF (F k) H 1 (0) + O o(f, 1) Hijo(q)), for f<q<h, (3.14)
Uii(@9, ) = ¢*(Cii(g, ) Hi;1(a) + Cr (g, f) H j0(q)), for g<q<f, (3.15)

where the functions H;;x(q), k = 1,2, constitute the fundamental systems of solutions of the
ordinary differential equations in (3.4)-(3.5), for f < g < h and g < ¢ < f, and every i = 1,2
and j = 2,3, respectively. Here, the constants C" k() = C&Ah), i,k=1,2, 7 =23, are
uniquely determlned by the equations in (3.8) and (3 10) with the functions H; ;x(q), k = 1,2,
Whlle the constants C L9, f), i,k =1,2, j =2,3, are uniquely determined by the equation
in (3.9) with the functions H, ;x(q), i,k =1,2, j = 2,3, as well as the connecting equation

Cranlg, N Hija(f=) + Cijalg, ) Higa(f =) = Cy (M) Hija (f+) + Cifj o (R) Hijo(f+), (3.16)

which should hold due to the fact that the distributions of jumps of the process Y7, j = 2,3,
are continuous. We may therefore conclude that U ;rj(q; f,h), i,j =1,2, coincide with U(q; h)
from (3.13), for all f < ¢ < h, while U;(q;9, f), i,j = 1,2, are given by

Hz,]2(g+)Hz,]1( ) Hz/]1<g+)Hz/]2( )

(- — a;5+1 . “h )
Uisla g 1) = T TS0 g7 o) = H (g0 el i O
for all ¢ < g < f, with
et o)) — Hoga 1) ool
H; i(q:h) = h~% 1 2 J J J 3.18
(@) Fosa 0L ()~ o 0 (3.18)
Ch Ho(h—)Higala) — H (b, 0
ai,j H@jg(h‘ )Hl,j,l(h_> ljl(h ) ( )
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forall f <g<h,and every 1 =1,2 and j = 2,3.
Finally, when the condition of (2.31) holds, the candidate solution for the system in (2.27)-

(2.29) is of the same form of (3.14)-(3.15), where the functions H; ;,(q) and Hj;,(q) may have

singularities on the left- and right-hand side of the point f, respectively. In that case, we
see that C;% (f,h) = Cii2(g, f) = 0 should hold, for 7 = 1,2 and j = 2,3, since otherwise

,5,1
Uij(q) — j:]oo as q¢ | f and ¢ 1 f, respectively, that must be excluded, by virtue of the fact
that the function U;(¢) in (2.14) is bounded. The remaining constants C;7,(f, h) = C;; ,(h)
and Cp (g9, f) = Ci;,(f), i = 1,2, j = 2,3, are uniquely determined by the equation in
(3.8) and the connecting equation in (3.16). We may therefore conclude that the functions

Uii(a; f.h) = Uli(g;h) and Uj(q; 9, f) = Uij(a; £, ), 4,5 = 1,2, are given by

Gig Hi;,(q) q\%s g Hi;ji(a) Hijo(f+)

U+ B = — g ~q 9,7,2 U= (q: h=—(2 _ 1,7, 2575
2,] (q7 ) <h> OZiJ Hi’j72<h_> ) 1,] (qﬂ f7 ) <h> Oéi’]' Hl'7j71(f_) HZ,LQ(h,z) 9 )
3.19

forall f<g<hand g<g< f,andevery ¢ =1,2 and j = 2,3, respectively.

3.2 Some examples. Let us further derive explicit expressions for the fundamental system
of solutions H, ;x(q), i,k =1,2, j = 2,3, from (3.7), for several volatility and drift rates o(q)
and ((q) in the stochastic differential equations of (2.1)-(2.2). Other fundamental systems
of solutions of the related second-order ordinary differential equations were considered in [21;
Examples 3.1-3.3]. It can also be shown that the integrability condition of (2.7) holds in all the
cases considered below.

Example 3.1 Let o(q) = 1, and £(q) = (8o — (1 1nq)q, for some constants [y, 51 € R, so
that () is an exponential Ornstein-Uhlenbeck process with jumps, which represents an extended
Black-Karasinski model, and thus, the process (S,In @) constitutes a (pure) jump version of
the Stein-Stein model of stochastic volatility. Assume, in addition, that A\; > 0 and As_; =0,
for some j = 2,3 fixed. Then, the equations in (3.4)-(3.5) are identical and take the form

(51',0 — f11n C]) q2 H{,’j(@) + ((&i,j +1) (Bio — fiIng) g — Xz] - %) H1{7j(q) - Xz’,j&i,j H; ;(q) =0,
(3.20)

with B0 = Bo — &, ¢ = 1,2, for ¢ < ¢ < h. When we assume that $; # 0 holds and the
condition in (2.31) is not satisfied, by performing the change of variable F'(q) = Ing, it follows
from [46; Formulas 2.1.2.108 and 2.1.2.70] that the fundamental solutions H;,x(q), i,k = 1,2,
from (3.7) of the equations in (3.4)-(3.5) take the form

Hi,j,l(Q) =q" ‘I’(%,jﬂﬂi,j; Ri,j(Q)) and Hi,j,2(Q) =q" q’(%’,j,%‘,j; Ri,j(Q))? (3-21)
for ¢, ; #0,—1,—-2,..., and
Hiji(q) = q" Rij(q)' 7Y% W(pij — iy + 1,2 — iy Rij(q)), (3.22)
Hijo(q) = ¢ Rij(q)' Y% ®(pi; — iy + 1,2 — i 45 Ri j(q)), (3.23)
for ¢;; = 0,-1,-2,..., and i,k = 1,2, 7 = 2,3. Here, we set v,; = —a&;;li5>0,

Yij = ()\i,jl{51<0}+%I{,31>0})/B1; wz’,j = (ng + %)/517 and Rz‘,j(CI) = Sgﬂ(@)&i,j(hlq—ﬁi,o/ﬁl),
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and the functions ®(z,y; z) and ¥(x,y; z) are are the Kummer’s and Tricomi’s confluent hy-
pergeometric functions defined by

®(z,y; ) _1+Z$—)Z— (3.24)
k=1 y k!
and
I'(1-y) Fy—1) -
U(z,y2) = — 2 B(x,y;2) + ——2 2"V D(z+ 1 —y,2 — y; 2
(2,93 2) Trti—y) (2,95 2) + I - (+1-y,2-y;2), (3.25)

for y #0,—1,—2,..., where (u); is the Pochhammer symbol defined as (u)r = u(u+1)--- (u+
k—1),and (u)g =1, for u € R and k € N, I'(2) denotes the Euler’s gamma function, and the
series in (3.24) converges under all z > 0 (see, e.g. [1; Chapter XIII]). Note that the functions
in (3.24) and (3.25) admit the integral representations

P(z,y;2) = _ Ty /1 e v (1 — )V " dv, (3.26)
()T (y — ) Jo
for y > x >0, and all z € R, and
1 (o, ¢]
U(z,y;2) = —/ e " (1 +v)  dv, 3.27
( I'(y) Jo ( ) (3.27)

for x > 0 and all z > 0 (see, e.g. [1; Chapter XIII]), respectively.

When the condition in (2.31) is satisfied, we have that g < e%0/% < h B > 0, and the
equation in (3.20) has a singular point at ¢ = e%9/%1 for g < ¢ < h. Hence, the properties that
the equalities ®(x,y;0) = 1, 0.P(z,y; 2) = (x/y)P(x+1,y+1; 2), 0.V (x,y; 2) = —aV(x+1,y+
1;2), and W(z,y;04) = oo, for y > 1, are satisfied yield the fact that |H],(e?0/%+)] = oo
holds and the candidate solution for the system in (2.27)-(2.29) is of the form (3.19).

On the other hand, when we assume that ;0 # 0 and £; = 0 holds, the equation (3.20)
takes the form

52',0 q2 H;fj(Q) + (ﬁi,o(az',j + 1) - )\i,j - %) qH{,j(Q) - }v‘i,jai,j Hi,j(Q) =0, (3-28)

for g < ¢ < h, and none of the conditions (2.30)-(2.31) is satisfied. We can therefore conclude
from [46; Formula 2.1.123] that the candidate solution for the system in (2.27)-(2.29) is of the
form (3.12)-(3.13), where we have H, ;x(q) = ¢"* with

Xij"i_% 621]—}—1 k Xz‘j""% &Z]—Fl 2 Xijaij
oy — ; _ ) _1 J — 2 ;’ 3.29
Vi,jk 2B;0 2 +(=1) 2Bi0 2 " Bio (329)

for i,k =1,2, j=2,3.

Example 3.2 Let o(q) = \/q, and 5(q) = —f1q, for some constant 5, # 0, so that In?Q/4
is a (pure) jump analogue of the Feller square root process which represents an extended Cox-
Ingersoll-Ross model, and thus, the process (S,1n*Q/4) constitutes a (pure) jump version of
the Heston model of stochastic volatility. Assume, in addition, that A; > 0 and As_; = 0, for
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some j = 2,3 fixed. We first note that in this case none of the conditions of (2.30)-(2.31) is
satisfied. Then, the equations in (3.4)-(3.5) take the form

Bi1 qH{,/z(Q) + ((ai,Q +1) Biq + (Xm + x) Q) H;,Q(Q) + Xi,2ai,2 His(q) =0 (3.30)

and
Bi1 ¢ Hz{,ls(Q) + ((ai,S +1)Bing+ wq® + N Q) H;,3(Q) + Xz‘,?;ai,ii H;3(q) =0, (3.31)

for ¢ < q < h, respectively, with 8,1 = 1 + &, for i,k = 1,2, j = 2,3. It follows from [46;
Formulas 2.1.2.108 and 2.1.2.70] that the fundamental solutions H;x(q), i,k = 1,2, from (3.7)
of the equation in (3.30) take the form

Hi21(q) = ¥(pi2, Vg Ria(q) and  Hizo(q) = (@2, ¥ig; Ria(q)), (3.32)

for ;2 #0,—-1,-2,..., and

His1(q) = Ria(q)" Y2 U(pia — tia + 1,2 — s Rin(q)), (3.33)
=R

Hi,2,2(Q) i,Q(Q)lfwi’Q q)(%',z - %‘,2 +1,2 - wi,z; Ri,Q(Q))a (3-34

fOI' wi,2 = O, —1, —2, e Here, we set (’0172 = S\/i’gaig/(;{i’g + %), ’1/1172 = 541»72 + 1, and RLQ((]) =
—(Ni2+)q/Biq, for i = 1,2, and the functions ®(x,y; z) and V(x,y;z) are defined in (3.26)-
(3.27).

On the other hand, it follows from [46; Formulas 2.1.139 and 2.1.108] that the fundamental

solutions H; 3x(q), i,k = 1,2, from (3.7) of the equation in (3.31) take the form

Hi,S,l(Q) =q"® e~/ (28i1) \Ij<7Ti,3/2 — V.3, T35 Ri,3(Q))7 (3-35)
H;59(q) = q"* e~/ (2Bi1) O(m;3/2 — viz, mi3; Ris(q)) (3.36)

for mi3 #0,—-1,-2,..., and
H;31(q) = ¢ e/ (2Bia) Ris(q) ™ W(1 — m3/2 — vi3,2 — mi3; Riz(q), (3.37)
H;32(q) = ¢ 74/ (2Bi) Ris(q) ™2 ®(1 — m3/2 — ;3,2 — mis; Ris(q)), (3.38)

for 3.3 = 0, —1, —2, PEN and 7 = 1, 2. Here, we set 33 = 2?)1"3 + &/i’g + 1+ Xi,3/ﬁi’1, Ri’g(q) =
2q/B;1, and either v; 53 = —\;3/B;i1 or v;3 = —ay3, for i =1,2.

3.3 Solutions to the system in (2.24)-(2.26). Let us assume that A\; >0 and A\3_; =0,
for some j = 1,2. In this case, the integro-differential equations for the unknown functions
Wi(s,q) in (2.24) with (2.17) take the form

Aj ,
(5 T - 1) o*(q) s O,Wi (s, ) — Ajaj 0*(q) s™ Gii(s, q) (3.39)
J
Aaq A3q . N ) N B
+ (80 = 2755 = ) aWigls.0) = (O + 1) 0%(0) Way(s,0) =0,
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for s > a or s <b and g < g < h, where we set

Gii(s,q) = / Wiily, @)y~ dy, Gia(s,q) = / VVZ‘,2(%%Q> y hdy,  (3.40)

for all s > a or s <band g < g < h, and every i = 1,2, respectively. It follows from the
expression in (3.39) and (2.25)-(2.26) that the functions G;1(s,q), ¢ = 1,2, in (3.40) solve the
partial differential equations

A1 2 2 A1q
(6- - -) 0%(a) 5% 0usGia (5, 4) + (Bla) - - -) 50.4Gia(5.0) (3.41)
+ ((Oél + 1> <5 - o - 1> - (>\1 + 7])) 0-2<Q> SasGi,1<S7 q) - )\10{1 0'2(q) Gi,l(sa q) — 07
=
while the functions G;(s,q), i = 1,2, in (3.40) solve the partial integro-differential equations
A
(5_ : )" (9) 8° 0ssGia(5,4) = Xo02 0°(q) Gia(s,4) (3.42)
A2 )
(a2 +1) ) — (A2 +1) ] 0%(q) s9:Gia(s,q)
OéQ — 1
/\3q )\2 9 o
+<6 042—1_043—1+<5_ 1)0 (@)gs )anz,l(SaQ)
A
(Oz2-1 2 > ()\2—|—77) /6‘/‘/;2 Y, = a2dy
052 —1
= —az+1 _
+(5 Ozz—l / aquV” Y3 >< ) Yy dy =0,

for s > a or s < b, with the boundary conditions

—ay

Gl,j(ooa Q) = Oa GQ,j(b7 q) = - ) 88G1,j(a+> q) = aiajilv asGZ,j(b_a Q) - biajila (343)

J
for ¢ < ¢ < h. Note that the third and fourth conditions of (3.43) hold, whenever inequalities
d—Aj/(aj—1) <0 ord—\j/(oj —1) > 0 are satisfied, respectively, and we have

OsH;2(s,q) = /0sz Yy, = y)j 2 dy + 57 Wia(s, q), (3.44)

for all s > a and s < b and every ¢ = 1,2.
Let us first consider the case of 6 — A;/(a; —1) < 0. Then, we search for solutions of the
equations in (3.41)-(3.42) in the form

Gij(s,q) =Gij(s) = D;ja st D; ;o 02 (3.45)

where D; 1, 1,5,k = 1,2, are some arbitrary constants and 60, j,k = 1,2, are given by

S e - g e [ Qi) —1) o\ Nayle; — 1)
Oin = 2(0(a; — 1) ) 2 D) \/<2(5(%’ - 1) —N) 7) - o(aj —1) = Ay’
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so that 6,; < —a; < 1—a; < 6,5 holds. Hence, we obtain from (3.40) that the candidate
solution for the system in (2.24)-(2.26) admits the representation

I/VZ'J' (S, q) = VVi’j(S) = Di,j,l 9]"1 Saj+6j’1 + DLJ"Q 9j,2 Saj+9j’2, (347)

where we have a; +0;; <0 <1< a; +0,2, 5 =1,2. Thus, we see that Dy ;2 = Dy;1 =0
should hold in (3.45) and (3.47), since otherwise W ;(s) — +oo, i,j = 1,2, as s T oo and
s | 0, respectively, that must be excluded, by virtue of the fact that the functions W;(s),

i =1,2, in (2.13) are bounded. Then, by applying the third and second boundary conditions
of (3.43) to the function in (3.45), we obtain that the equalities

Dl,j71 0]‘71 a’'7 1 =q %1 and D27j72 Wiz = —p=% /aj (348)

are satisfied, for every j = 1,2. Hence, solving the equations in (3.48), we conclude that the
candidate solutions Wi ;(s,q;a) = Wi (s;a) and Wa (s, q;b) = Wy ;(s;b), 7 = 1,2, have the
form

Wi (s;a) = (s/a) %1 and  Way(s;b) = —(0;2/a;)(s/b)% 12, (3.49)

for all s > a and s < b, respectively.

Let us now consider the case of 6 — \;/(e;j — 1) > 0. In this case, we observe that the
equalities Dy j, = 0, k = 1,2, should hold in (3.45) and (3.47), for j = 1,2, since otherwise
Wi j(s) — +oo as s 1 oo, that must be excluded by virtue of the fact that the functions W;(s),
i=1,2,1in (2.13) are bounded. This particularly yields that W1 ;(s,q;a) = Wy (s;a) =0, for
all s > a and every j = 1,2, that corresponds to the fact that the increasing process S never
reaches the point a when started at some s > a. Moreover, by applying the second and fourth
conditions of (3.43) to the function in (3.45), we obtain that the equalities

DZ,j,l bej’l + DQJ"Q bej’Q = _b—Oc]' /O./j and DQJ‘,l 9j71 bej’l_l + D27j72 9]‘72 bej’Q_l = b_aj_l (350)

are satisfied, for every j = 2,3. Hence, solving the equations in (3.50), we conclude that the
candidate solutions W ;(s,q;a) = Wy ,(s;a) and Wa (s, q;b) = Wa,(s;b), j = 1,2, has the
form

O1(aj — 0;2) rs\%t0in  Oio(a; —01) 78\ %t02
Wii(s;a) =0 and Wy (s;b) = 22— 2= (2 . , (3.51
15(s:0) 2,(5:) a; (0,1 — 0;2) (b) a;(0;2—0;,1) (b) (3:51)

for all s > a and s < b, and every j =1, 2.
Let us finally consider the case of § — \;/(a;j —1) = 0. Then, we search for solutions of the
equations in (3.41)-(3.42) in the form

Gi,j (S, q> = Gi,j (S) = Di,j,O Saj’o, (352)

where D; o, i,j = 1,2, are some arbitrary constants and 6;0 = —\;a;/(\; + ). Hence,
we obtain from (3.40) that the candidate solution for the system in (2.27)-(2.29) admits the
representation

Wi’j(S, q) = VVZ'J‘ (S) = Di,j,O 9]‘70 Saj+9j’0, (353)
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for s < b and every j = 1,2. Here, the constants D, o, 7,7 = 1,2, are uniquely determined
by the second equation in (3.43). Hence, solving the equation

Dy jo b0 = =b=% [ay, (3.54)

we conclude that the candidate solutions W1 (s, q;a) = W1y ;(s;a) and Wa (s, ¢;b) = Wa (s;b),
7 = 1,2, have the form

lej(S; Cl) =0 and Wg’j (S, b) = —(ej’o/Oéj)(S/b)aj+9j’0, (355)

for all s > a and s < b, and every j =1, 2.

4 Main result and proof

In this section, taking into account the facts proved above, we formulate and prove the
main results of the paper. We present the solution to the two-dimensional stopping problems
of (2.11)-(2.12) in the case of A; > 0, for only one of j =1,2,3. The proof of this assertion is
based on an extension of the arguments from [21; Theorem 4.1] to the two-dimensional jump
case. Another related verification assertion was proved in [18; Theorem 4.1] for a model of a
two-dimensional continuous diffusion-type process with switching coefficients.

Theorem 4.1 Suppose that ag > 6;+1 holds, for certain 0;, 1 = 1,2, which are specified below.
Assume that the coefficients o(q) > 0 and 5(q) € R of the jump-diffusion process (S, Q) defined
by (2.1)-(2.2) are continuously differentiable functions of at most linear growth, for all ¢ >0,
and the condition of (2.7) holds, for all t > 0. Then, the functionals Vi*(s,q) = Vi*(s,q; a; g, h)
and V5 (s,q) = V5'(s,q;b;9,h) from (2.11)-(2.12) of the associated with (S, Q) random times
7,1y and (L GE from (2.5)-(2.6) admit the representations

Vi'(s,q;0;9,h) = Ui(q; g, h) Wi(s;a)  and V5 (s,q;b;9,h) = Ua(q; g, h) Wa(s;b) (4.1)

forall s > a or s <band g < q < h, and any 0 < a < b < oo and 0 < g < h < ©
fized, where the functions U;(q; g,h), i = 1,2, as well as Wi(s;a) and Wy(s;b) are specified as
follows:

(1) If A\; > 0 and X\s_; = 0, for some j = 2,3, either the inequality 5;(q¢) — &q < 0 or
Bi(q) — &q > 0 holds, for all g < q < h, with & from (2.16), and 0;, i = 1,2, take the form of
(8.46), then the functions U;(q; g, h), i = 1,2, are given by either (3.12) or (3.13), respectively.

(1) If \; > 0 and Xs_; = 0, for some j = 2,3, the condition of (2.30) or (2.31) holds,
and 0;, i = 1,2, take the form of (3.46), then the functions U;(q;g,h), i = 1,2, coincide with
Uij(g;h), i =1,2, from (3.13) or U;’rj(q; h), i=1,2, from (3.19), for all f < q < h, and with
Ui (@9, f) from (3.17)-(3.18) or U; ;(g; f, k) from (3.19), for all g < q < f, respectively.

(1it) If \; > 0 and As_; = 0, for some j = 1,2, then the functions Wi(s;a) and Ws(s;b) are
gwen by either (3.49) or (3.51) with 6;;, k=1,2, from (3.46), whenever either § — \;/(o; —
1) <0 or 6 —\;j/(oj — 1) < 0 holds, respectively, and by (3.55) with 0;0 = —Xja;/(N; + 1),
whenever 6 — \;/(a; — 1) =0 holds.
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Since all the parts of the assertions formulated above are proved using similar arguments,
we only give a proof for the two-dimensional stopping problem related to the value function
Vii(s,q;a;9,h) in (2.11).

Proof In order to verify the assertion stated above, it remains to show that the function on
the right-hand side of (4.1) coincides with the value function in (2.11). For this purpose, let
us denote by Vj(s,q) the right-hand side of the first expression in (4.1). It follows from the
standard arguments of the previous section that the function Vj(s, q) solves the partial integro-
differential boundary-value problem of (2.19)-(2.23) with (2.17). Then, taking into account
the fact that the function Vi(s,q) is bounded on (0,00)?, we can construct a sequence of
twice continuously differentiable bounded functions (Vi x)ken on (0,00)? such that [V; x(s, q) —
Vi(s,q)] < 1 holds, for all (s,q) € (0,00)%, as well as Vi x(s,q) = Vi(s,q) holds, for (s,q) €
(0,00)%, apart from (s,q) € ((a — 1/k,a) x (9 — 1/k,h + 1/k)) and (s,q) € [a,00) x ((g —
1/k,g)U[h,h+1/k)). Note that, by virtue of the structure of the functions constructed above,
we clearly have V) (s, q) — Vi(s,q) as k — oo, for all (s,q) € (0,00)?. By applying the 1to’s
formula for semimartingales to the process e~(""4¢V/ (S, Q;), we obtain that the expression

—(mtx)A_— o+
e *1 M VISt ag g e Qe ngg ngi ) = Vik(s: ) (4.2)

Ta NCq NG
+ / e~ A (Lg o) Vi — (0 + 50) 02(Qu) Vi) (Sus Qu) du + ME-
0

Ta NCg AGT AL

holds, for all ¢ > 0, and the stopping times 7,” and (, ¢ from (2.5)-(2.6). Here, the process
M¥ = (MF);>0 defined by

Mtk == / /e_(n+%)Au (%,k(su—exa Qu—) - ‘/17k(5u—7 Qu—)) (ILL]- - V1)<du7 dﬂf) (43)
0
n / / e (1, (S, Que®) — Via(Sus Q) (2 — 12)(du, dr)
0

+ / / e (V4 (Susy Que®) — Vin(Sus, Qo)) (13 — v3)(du, de)
0

is a local martingale under Ps,. Note that, since 0*(g) is a bounded function on ¢ < ¢ < h,
it follows from the inequality |V x(s,q) — Vi(s,q)| <1 that we have

[(Lis@Vik = (14 2) 0°(q) Vi) (5,9)] (4.4)
log(h+1/k)—log ¢
< haazo®(q) | [Via(se*. ae) — Vi(se,qe)| da
log h—log q
log(h+1/k)—log g
+ A3 043/ ‘Vl,k(s, qe”) — Vi(s, qem)‘ dx
log h—log q
h+1 1
S )\2 Q9 0'2((]) lOg ( i /k> -+ )\3 Q3 lOg (h +h /k:) — 0

as k — oo, uniformly on (s, ¢q) € (a,00) x (g, h). Hence, we obtain from the expression in (4.2)
and the fact that Vj (s, q) is bounded that the inequality

h+1/k h+1/k
|MZ€’§C+<)\2a202(q)log< +h/ )—i—)\gaglog( + 1/ ))t (4.5)

h
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holds, for some constant C' > 0 and all ¢ > 0, so that the process M* is a (bounded) martingale.
Thus, taking the expectation with respect to P, in (4.2), by means of the Doob’s optional
sampling theorem (see, e.g. [27; Chapter I, Theorem 1.39]), we get

—(n+»)A

T ACT AT AL
Es, [6 a Mg Ao Vl,k(ST;AgAg,j/\t? QT;/\C;/\C:/\t) (4.6)

Ta Ng AGHAE
- /0 6_(n+%)Au (L(S,Q)‘/l,k - (77 + %) U2(Qu) ‘/l,k) (Sua Qu) du| = ‘/l,k(‘S? Q)7

for all ¢ > 0 and (s,q) € (a,00) x (g,h). Note that, by virtue of the fact that Vjx(s,q) —
Vi(s,q) as k — oo, for all (s, q) € (0,00)?, except ¢ = h in case (i), as well as Sq(QCJr =h)=0
hOldS we see that ‘/1 k(S _/\C /\<+/\t7 QTa /\Cg /\C+/\t) — ‘/1(57_ /\Cg /\C+/\t, QTa /\Cg /\C+/\t> as k — 0
(P;s4-a.s.), for any t > 0 and s,q > 0 fixed. Therefore, by means of the bounded convergence
theorem, we obtain

M)A ot
kh_{g) E, [ a Mg Mo A ‘/17k<s‘r;/\(;/\cj/\t> Qr;/\cg*/\(,j/\t)] (4.7)
—(t)A_— ot
=Fg, [6 a Mg Nep N VI(ST,;A(;/\C;L“Atv QT;/\C;AQM)] )

and by uniform convergence of the functions in (4.4), we get

Ta NCq NG

lim E;, e A (g o) Vi — (0 + 50) 02(Qu) Vi) (Sus Qu) du = 0, (4.8)

k—o0 0

for all t > 0 and (s, q) € (a,00) X (g, h). Hence, we conclude from the expressions in (4.6)-(4.8)
that

s,q|€

() A — |~ Fag :
E [ a Mg A %(ST;AC;/\C;/\I” QTJACJ/\C,J{M)} = ]}1_{20 Vik(s,q) = Vi(s,q) (4.9)
holds, for all ¢ > 0 and (s, q) € (a,00) X (g, h). Therefore, letting ¢ go to infinity and using the
A
boundary conditions in (2.20)-(2.23) as well as the fact that e A g e Vi(Smnes e Qe nconct) =

0 on {7, A, AN = oo} (P 4-a.s.), we can apply the Lebesgue dominated convergence theorem
to the expression in (4.9) and obtain the equalities

- x)A _ _ _
Esq [e ()4 U(Q.—9,h) I(1, < ANG)) (4.10)

—(nt+»)A —

el Wi(Sepets Qe ncrsa) 1(Gy NG <, )]

—(9)A_— =t
a "eg Nop Vl(Sr*/\gg /\g}jaQT;/\gAq)] = Vl(SaQ)

=FE,, [e
for all s > a and g < ¢ < h, which directly implies the desired assertion. [
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