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Abstract

In Chapter 1, we give an introduction to all subsequent chapters in the thesis.

In Chapter 2, we first introduce the underlying stochastic process, notations and
some formulae used in the thesis. We then collect some classical results of opti-
mal stopping and free boundary problems, including the solution of the American

option pricing problem under the classical Black and Scholes model.

In Chapter 3, we consider the seller of a perpetual American put option who can
hedge her portfolio once, until the underlying stock price leaves a certain range of
values (a,b). We determine optimal trading boundaries as functions of the initial
stock holding, and an optimal hedging strategy for a bond/stock portfolio. Opti-
mality here refers to minimal variance of the hedging error at the (random) time
when the stock leaves the interval (a,b). Our study leads to analytical expres-
sions for both the optimal boundaries and the optimal stock holding, which can be

evaluated numerically with no effort.

In Chapter 4, we study pricing of American put options on the Black and Scholes
market with a stochastic interest rate and finite-time maturity. We prove that the
option value is a C'* function of the initial time, interest rate and stock price. By
means of Itd calculus we rigorously derive the option’s early exercise premium
formula and the associated hedging portfolio. We prove the existence of an optimal
exercise boundary splitting the state space into continuation and stopping region.
The boundary has a parametrisation as a jointly continuous function of time and
stock price, and it is the unique solution to an integral equation which we compute
numerically. Our results hold for a large class of interest rate models including
CIR and Vasicek models. We show a numerical study of the option price and the

optimal exercise boundary for Vasicek model.

In Chapter 5, we derive a change of variable formula for C! functions U : R, x
R™ — R whose second order spatial derivatives may explode and not be inte-
grable in the neighbourhood of a surface b : R, x R™~! — R that splits the state



space into two sets C and D. The formula is tailored for applications in problems
of optimal stopping where it is generally very hard to control the second order
derivatives of the value function near the optimal stopping boundary. Differently
to other existing results on similar topics we only require that the surface b be
monotonic in each variable and we formally obtain the same expression as the

classical It6’s formula.

In Chapter 6, we provide sufficient conditions under which a two dimensional
(time-space) optimal stopping surface, arising from a general three dimensional
optimal stopping problem, is continuous. We require mild local regularity as-
sumptions on the coefficients of the dynamics of the underlying process, the gain
function and the value function. Further, we assume monotonicity of the optimal

stopping surface in each variable.
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Chapter 1

Introduction

Optimal stopping problems deal with finding the time at which stopping a stochastic dynamics
produces the largest reward or smallest cost according to a certain criterion. Such problems are
extensively studied in various research areas. In mathematical finance, a benchmark optimal
stopping problem is that of the optimal exercise of an American option. An American option
allows its buyer to exercise a certain right, typically by buying or selling the underlying asset,
at any time before a given maturity. Such flexibility has given American options popularity in
the financial market, but the corresponding pricing and hedging problems are challenging.

In this thesis, we study two problems related to pricing and hedging of American put op-
tions. The problems are formulated as optimal stopping problems for diffusion processes under
Markovian settings. We apply analytical and probabilistic methods to solve these problems
while also developing techniques to handle two challenging questions that arise in general
multi-dimensional optimal stopping problems. To be specific, under some mild assumptions,
we prove the joint continuity of a two-dimensional time-space optimal stopping boundary, and
we derive a change of variable formula for continuous differentiable (C') value functions in
optimal stopping problems.

In the sequel, we give an introduction to the material covered in each chapter of this thesis.
We focus on the main contributions and leave the literature review to the introduction of each
individual chapter.

Chapter 2 contains background material needed in the subsequent chapters. We start with
an introduction to diffusion processes considered in Chapter 3 and Chapter 4. After presenting
some formulae and notations, we establish the convergence of diffusion’s hitting and entry
times to Borel sets under certain regularity conditions. We then collect key facts from optimal

stopping theory and explain the free boundary methods for solving optimal stopping problems.



We finally illustrate the well-known free boundary techniques for pricing the American put
option under the classical Black and Scholes model.

In Chapter 3, we construct a hedging strategy in a Black and Scholes market for the seller of
a perpetual American put option, who holds a bond/stock hedging portfolio and can rebalance
her position only once, until the stock price leaves a predetermined interval (a,b) with 0 <
a < b < 4+00. The aim of the trader is to minimise the variance of the hedging error at the
(random) time at which the stock leaves the above interval.

We reduce the problem to an optimal stopping problem corresponding to the timing of a
single rebalancing opportunity and an optimisation problem for the choice of the initial port-
folio. We prove the existence of two optimal trading boundaries. When the stock price reaches
either of the two optimal trading boundaries the hedging portfolio must be rebalanced; we give
an analytical formula for the optimal stock holding after the trade, which in general is differ-
ent from that prescribed by the classical Delta-hedging, i.e. stock holding is the Greek Delta,
which is the derivative of the Black-Scholes option value with respect to the underlying stock
price (see Chapter 2 Section 2.3.1).

The stopping boundaries can be calculated from analytical formulae up to a solution of
algebraic equations. Those algebraic equations cannot be solved explicitly and do not reveal
any further properties of the boundaries. Instead, we employ delicate probabilistic arguments
to show that those boundaries exhibit monotone and continuous dependence on the initial stock
holding.

We prove that the value function V' of the stopping problem is a unique solution of a free
boundary problem associated with the optimal trading boundaries. We show that V' is every-
where continuously differentiable with respect to the initial stock holding and the initial stock
price. Furthermore, discontinuities in the second order derivative with respect to the initial
stock price occur only at the optimal trading boundaries. We finally compare the performance
of our optimal hedging strategy to some frequently used ad-hoc strategies. Our optimal hedg-
ing strategy produces the variance of the tracking error which is up to 4 times smaller than the
other strategies.

In Chapter 4, we study the pricing of an American put option on a Black and Scholes market
with a stochastic interest rate and finite-time maturity. The stock price and the interest rate are
driven by (possibly) correlated Brownian motions and we make mild assumptions about the
dynamics of the interest rate under the pricing measure. It is worth noticing that CIR model,

which does not satisfy these conditions, is also included in our analysis.



The American put option price is given by the value function of a related optimal stopping
problem. In our model, this optimal stopping problem has a 3-dimensional state space with
2-dimensional diffusive dynamics (stock price and interest rate) and time. The stopping set,
i.e., the set of points (¢, r, z) for which it is optimal to exercise the option, is separated from
the continuation set, where it is optimal to hold (or sell) the option, by a single surface (the
stopping boundary). The value function is a classical solution to a second order parabolic PDE
in the interior of the continuation set, i.e., it is twice continuously differentiable in (r, z) and
continuously differentiable in ¢, whereas it coincides with the put payoff in the stopping set.

One of our technical contributions is to establish by means of probabilistic methods that
the value function is globally continuously differentiable in all variables. Then, the continuity
of the gradient of the value function permits the application of a change of variable formula
(a generalisation of Itd’s formula which we prove in Chapter 5) and a rigorous derivation of
a hedging portfolio. The hedging portfolio invests in three instruments: the money market
(savings) account, the zero-coupon bond with maturity equal to the maturity of the option and
the stock. We show that the holdings in the bond and the stock are given by partial derivatives
of the value function with respect to the interest rate and the stock price. As a further conse-
quence of the change of variable formula we also derive the decomposition of the American
option price as the sum of the price of a European put option with the same maturity and the
same exercise price, and an early exercise premium. This is known in the literature as the
early exercise premium formula, which corresponds to Doob’s decomposition of supermartin-
gales into a martingale and a non-increasing process (applied here to the Snell envelope of the
optimal stopping problem).

Our second contribution concerns the continuity properties of the stopping boundary in
our model, which have not been established in the literature. We are able to demonstrate that
the stopping boundary, when parametrised as a function of (¢, z), is continuous. Apart from
being of interest in its own right, this enables a characterisation of the stopping boundary as
the unique continuous solution of an integral equation arising from the early exercise premium
decomposition. When a stopping boundary is known, efficient numerical methods are at dis-
posal for computation of the option price. We finally compute the optimal stopping boundary
surface numerically under the Vasicek interest rate model using an iterative scheme.

In Chapter 5, we develop a change of variable formula for C'* value functions in general
multi-dimensional optimal stopping problems. Our result complements existing generalisa-
tions of Itd’s formula. We have a function U : R, x R? — R which can be thought of as

the value function of an optimal stopping problem whose underlying stochastic process is a



d dimensional diffusion X. We divide the state space R, x R? into two subsets C and D,
whose boundary 0C would correspond to the optimal stopping boundary. Our focus is on ob-
taining a formula that resembles the classical Itd’s formula and does not involve either local
times or the quadratic covariation between the underlying process X and the spatial gradient
VU (t, X). This is important, for example, when deriving the dynamics of hedging portfolios
for American options on multiple assets or integral equations for optimal stopping boundaries
(in the spirit of numerous examples in the book by Peskir and Shiryaev [114]). Since we want
to avoid using local times and quadratic covariation, we do require that the spatial gradient
VU to be a continuous function. However, we require minimal regularity on the second order
spatial derivatives of U near the boundary dC and very mild monotonicity properties of the
boundary itself. Our assumptions are shown to hold naturally in a very broad class of optimal
stopping problems for which existing generalisations of [td’s formula are either technically
more involved than ours or not applicable.

In Chapter 6, we prove the joint continuity of the stopping boundary surface for general
optimal stopping problems. Considering a finite horizon optimal stopping problem for a two di-
mensional diffusion, we prove that the optimal stopping boundary parameterised as a function
of time and a space variable is continuous. Due to some technical difficulties, our arguments
may not be extended beyond three dimensional time-space problems. Nonetheless, our work
adds to the many known results of this type that only address scenarios when the boundary is a
curve, i.e. a function of time or of a single state variable (e.g. [38], [113]). We take advantage
of the local nature of the infinitesimal generator by setting assumptions on an open subset {/
of the state space and proving the continuity of the stopping boundary on /. We assume the
stopping boundary on dC NU can be represented as a surface with certain monotonicity prop-
erties. Some mild and verifiable regularity assumptions of the coefficients of the SDE, the gain

function and the value function are required on U{.



Chapter 2

Optimal stopping problems and the
American put option

This chapter provides a theoretical background for optimal stopping problems as well as an
introduction to the American put option under the classical Black and Scholes model. Some
important properties and frequently used notations of the underlying stochastic process and

stopping times are presented first.

2.1 Properties of the state process

We first introduce the diffusion process as a solution of a Stochastic Differential Equation
(SDE). We point out its strong Markov property and the infinitesimal generator. The concept
of regularity for one-dimensional diffusions is given as well as an analytical expression of the
resolvent, which will be frequently used in Chapter 3. We then provide some useful facts of the
first entry and hitting times, which will be used in proving the continuously differentiability of

the value functions in Chapter 3 and Chapter 4.

2.1.1 The state process as a solution of SDE

Let B; = (B}, ..., Bf) be a d-dimensional Brownian motion on a complete probability space
(9, F,P), we have a d-dimensional diffusion X := (X1, ..., X%), which is a solution of the
following SDE with coefficients a : RY — R% and o : R — R? x R,

dXt = a(Xt)dt + O'(Xt>dBt, XO = . (21)



2.1 Properties of the state process

Each X/, i =1, ...,d has dynamics

d
dX} = o (X)dt + > o"(X)dB!, X{ =z 2.2)

j=1
The process X takes values on O C R¢. The coefficients o, o are assumed to be smooth
enough (e.g. Lipschitz continuous), so that (2.1) admits a unique strong solution. Denote by
(F#)¢>0 the natural filtration generated by B satisfying the usual condition, i.e., (F;)¢>o is right
continuous and F, contains all P-null sets. When it is needed, we use X := (X5 ... X%®)

to indicate that the process starts from . We also often use notations
Pe(-)=P(|Xo=2), P()=P(|X,=2),
the corresponding expectations are denoted by E,, E; 5.

Definition 2.1.1. A Markov time T with respect to filtration (F);>o is random variable Q) —
[0, 00] such that {T < t} € F. If T < 00, P — a.s., we say T is a stopping time.

It is well known that the diffusion X is a time-homogeneous strong Markov process (cf.
(2.4)) on the state space (O, B(O)), where B(O) is the Borel o-algebra of O ([87, Ch. 5.4],
[119, Ch. V Sec. 4], [108, Ch. 7.2]). For a bounded measurable function f : O — R, we define

(Pef) () == Ea [f(X3)] (2.3)
It follows that x — (P.f)(x) is B(O) measurable ([17, Ch. 1, Thm. 3.6]). The process X is

strong Markoyv, i.e.,

ECE [f(Xt‘FT)l'F’T] = (Ptf)(XT) = EXr [f(Xt)} ’ Pﬂ? — a.s. (24)

for any stopping time 7.

Sometimes it is convenient to consider an equivalent Markov process on the canonical
space, so that a shift operator is well defined ([17, Ch. 1.3, 1.4]). Namely, consider a process
X = (Q,7,F, X,,6,,P, )mEOa where () = C’([O ); R%), Xt( ) = w(t) for each w € €,
FoG =0{X, t >0} F DG =0{X,, s <tand Po(X, € E) = P,(X, € E) for
all E € B(O). The space Q is equipped with a family of shift operator 6, : Q@ — Q, ¢t > 0,
such that

X,(0,(w)) = Xisy(w), Vwe Q. 2.5)

In most of applications in this thesis, the expression under expectation only depends on the

process, we hence assume, without loss of generality, the shift operator also applies to the



2.1 Properties of the state process

process X in the same way as in (2.5). Using the shift operator 6, the strong Markov property
(2.4) can be expressed as

Es. [f(Xs) © 0T|‘FT] = EXT [f(Xs)] , Pz—as. (2.6)

More generally, we have
E.[H o0, |F.]=Ex, [H]. 2.7)

where H : @ — R is a bounded and FZX -measurable random variable.
The infinitesimal generator of X acting on a function f € C?(Q) takes form

d d
Lxf@) =5 3 B9@) e, (@) + Y 0l (@) o (). e
ij=1 i=1
where 39 (x) := Zi=1 o*(x)o?*(x), and f,, fs,2, denote the first and second order partial
derivatives of f with respect to x; and z;,x;. In the one-dimensional case, derivatives are
denoted by f, or f', f”.
We now define some stopping times used in later chapters. Define 7 as first entry time of
X to a Borel set L C O such that

e :=1inf{t > 0: X, € K}.

As (F;)¢>o is right continuous and X is continuous and adapted to F, it follows that 7i is a

stopping time (or Markov time) ([118, Ch. III, Thm. 2.17]). If ¢ is a stopping time, we have
Tcob, =inf{t >0: X;,, € C}.

The first hitting time to a set  C O is denoted by oy, and the first entry time to the interior
of IC is denoted by gy. That is for x € O, we set

o :=inf{t >0: X, € L}, Py, —a.s.
o :=inf{t >0: X, €int(K)}, Pp—a.s.

The above definition includes the special case when K = {y}, y € O, in which the first hitting
time is the first time X hits a point. When int(KC) = (), we set ox = oo. The first exit time
from the set X is

Tie :=1nf{t > 0: X, ¢ £}, Py, —a.s.



2.1 Properties of the state process

We end this subsection by introducing some notations for function spaces.
CU) :={f:U — R| fis continuous},
C*U) :={f :U — R | fis k times continuous differentiable},
LP(U) :={f :U — R| fis Lebesgue measurable,/ |f|Pdx < oo},
L*®U) :={f :U — R f is Lebesgue measurable, eL;s;up |f] < oo},
W U) = {f € L'U) : D°f € LP(K),¥ |a| <k},
where k € N, 1 < p < oo and D f is the mixed weak derivative of f with multi-index a. See

e.g. [58, Ch. 5] for more detailed definition of Sobolev space W*P and weak derivatives. We
will use notation “foc” if the property holds locally, e.g. we write f € L, (U) if f € L?(K)

Loc

for any compact subset K C /. We will also use notation C"*+ to indicate the class of

functions that have i;th continuous derivative in the jth argument.

2.1.2 Linear diffusions

Letd = d = 1in (2.1) and let us restrict the state space to the interior of a possibly unbounded
interval O := (I, r). This gives us a so called linear diffusion, i.e., there are functions o : R —

R, o0 : R — R, and a one-dimensional Brownian motion B, such that X follows
dXt = OC(Xt)dt + U(Xt)dBt7 X() =X. (29)

The infinitesimal generator of X acting on f € C?(O) is

Ly f(z) = %UQ(:U) o) + (@) o). (2.10)

The boundary points [, r are classified depending on the behaviour of the diffusion near the
boundary. In this thesis, if the boundary point can be attained, we assume it is exit-not-entrance

or reflecting. A full classification of boundary points can be found in [18, Ch. II].

Definition 2.1.2 ([119, Ch. V, (45.2)]). We say a linear diffusion X starting at x € int(QO) is
a regular diffusion if
Pm(O'{y} < OO) > 0,

forany y € Q.



2.1 Properties of the state process

We only work with regular linear diffusions in this thesis. The following conditions are
sufficient to guarantee that X is regular ([37], [88, p. 343-345])

VeeO, o*(x)>0,

1+ Ja(y) @.11)

VeeO, de, suchthat/ dy < o0.

(z—e,x+€) o (y)

Lemma 2.1.3 ([119, Ch. V, (46.1)]). For the regular diffusion X with X, = x, the following
holds

(i)
P.(3e > 0suchthat X; <z, Vit <e)=0, (2.12)

(ii) fora,b e O,a <z <bandallp >0

E. [(0‘{@} AN O'{b})p] < 0.

Note that one can also show that (2.12) holds with X; < x replaced by X; > z. The
statement in Lemma 2.1.3 (i) indicates that for almost every w, for any ¢ > 0, whenever
Xy = x we have

sup Xi(w) >z, inf Xy(w) <.
te[0,¢] t€[0,e]

As a direct consequence, any boundary point K := {a,b} of an interval K := [a,b] with

a,b € int(O) is regular in the sense that
PI (U}Ce > O) = Px ((OT]CC > O) = 0, x € oK. (213)
The diffusion X driven by (2.9) with coefficients satisfying (2.11) has speed measure with

density m/(z) and scale function s(z) given by ([118, Ch. VII, (3.20)]),

2 z _ [Ty
m(z) = 5———, s(z)= / Sy, s@)=e PG (214)

where c is an arbitrary constant on . Using the speed measure and the scale function, for
any r € Z = (a,b) C O, and any bounded measurable function g : Z — R, the following
expression holds (see [18, Ch. II, p. 19] and [3])

E, [ / wg(Xu)du] — ! (m) / ()92 (2)dz + () / bw(z)g(z)m'(z)dz) .
(2.15)



2.1 Properties of the state process

Here w is the Wronskian (with the value independent of x)

W= (@5 ~ a5 0

and ¢, 1) are decreasing and increasing fundamental solutions of

Lxu(z) = Au(z),

with boundary conditions depending on the boundary behaviour of X. We will further explain

how to use this formula in Chapter 3.

2.1.3 Convergence of stopping times

In this subsection, we come back to the multi-dimensional case. We show that the first en-
try/hitting time of the state process to suitable sets are continuous with respect to the starting
point of the process. Similar results can be found in many textbooks, e.g., [48, p. 32-40],
[17, Ch. 1], however, it is convenient to gather them here to provide a direct reference for later
applications.

In finite horizon optimal stopping problems (as the situation in Chapter 4) we work with
the process (t + s, X)s>0 on the state space O, where X is the time-homogeneous diffusion
in (2.2) and

O :=[0,T] x O,

T € R, is some fixed constant. In infinite horizon problems where the state variable is only
X (as the situation in Chapter 3), the following arguments can be repeated step by step and the
main results still hold with obvious changes.

Let K be a closed subset of (5, ie, KN O = K. Let ox be the first hitting time to X and
ox be the first entry time to the interior of /C, that is, for (¢, x) € 0, P.-a.s.

o =1inf{s >0 : (t+s,X,) e C} AN (T — 1),

(2.16)
o :=inf{s >0 : (t+s,X,) €int()} A (T —1).
Both ox and oy are stopping times with respect to F. It is immediate to see that
oK < &K, Pm — a.s. (217)

We write o (t, «) and x (¢, ) to indicate the starting point of the process.

Denote by A the complement of K in int(O): A := K¢ N int(O) (which is an open set).
We make two assumptions which will be verified in each specific case in later chapters.

10



2.1 Properties of the state process

Assumption 2.1.4 (Regularity). For (to, @) € 0K, we have
Pio.zo(0xc > 0) = Py 2 (0xc > 0) = 0. (2.18)

Assumption 2.1.5 (Continuity of the flow). For any sequence (x,,)n>1 := (T1ny v, Tan) in O
converging to x := (1, ...,x4) € O asn — oo, it holds that

lim sup || X — X[|| =0, P—a.s, (2.19)

where ||-|| is the Euclidean norm.

Note that (2.18) means the boundary of A is regular for the set U with respect to the process
(t, X). As discussed in the previous subsection, (2.18) holds for regular one dimensional
diffusions as a consequence of Lemma 2.1.3. In multi-dimensional case, whether (2.18) holds
or not depends on both the geometry of the boundary and the process itself. We will prove a
boundary surface is regular for a two dimensional diffusion process in Chapter 4 under suitable

conditions. A broader discussion on this topic can be found in [87, Ch. 4].
Lemma 2.1.6. Under Assumption 2.1.4, P, (o = ox) = 1 forall (t,x) € 0.

Proof. The equality is trivial for (¢, ) € int(K). Take (¢, x) in its complement, i.e., in A N
O. Since (2.17) holds, we only need to show that P;, ,(ox < ox) = 0. Let us argue by
contradiction and assume that P; ;(ox < ox) > 0. There exists § > 0 such that P, ;(ox >
ox + 0) > 0. By the strong Markov property we get

Pt,m(oo-lC > o+ 5) = Et,m |:Et,m (]l{a;c—i-&;cot%KZJ;c—‘r&}‘foK)}
= Et,il: |:Pt+U}C7XcK (OO-]C 2 (S)] = O,

where the last equality follows by observing that (t + o, X,,.) € 0A, P, z-a.s. by the conti-
nuity of the path, and Assumption 2.1.4. ]

Lemma 2.1.7. Let O 5 (tn, @) — (t,x) € O asn — oo. Then under Assumption 2.1.5
P-a.s. it holds

lim sup &K(tn; wn) < OO'/C (ta Jl)
n—00

Proof. For simplicity, we denote 7, := ox(t,, x,) and ox := ox(t,x). For P-a.e. w € Q we
have by (2.19)

(tn + 5, X2 (W) = (t+5,X7)(w), se[0,T—1. (2.20)

11



2.1 Properties of the state process

Fix w € € in the set of P-full measure for which the above holds. If ox(w) = T — t then
the result is obvious because 7,(w) < T — t,. Assume ox(w) < T —t. Take any 6 <
T — t such that oxc(w) < 0. By the continuity of paths and the openness of int(KC), there is
¢ € (0x(w),0) such that (t + ¢, X§)(w) € int(K). From (2.20) and the openness of int(XC),
(tn + 0", X5")(w) € int(K) for all sufficiently large n, so limsup,,_,. 0,(w) < ¢'. As the

above argument holds for any § > oy (w) and for a.e. w € (2, we obtain the claim. Ol

Lemma 2.1.8. Let O 3 (t,,x,) — (t,) € O asn — co. Then, under Assumptions 2.1.4
and 2.1.5,

liminf ox (¢, ©,) > ox(t, x), P-a.s. (2.21)

n—o0o
Proof. For y,z € O we denote by d(y, z) their Euclidean distance and by d(y,0A) =
inf{d(y,z), z € 0A}. Denote 0, := ox(t,,x,) and o := ox(t,x). To simplify nota-
tion we also set

(s:=(t+sX?) and (= (t,+s, XI).

Fix w € (2 in a set of full P-measure on which trajectories of ( are continuous and the limit
(2.19) holds. If ox(w) = 0 then (2.21) holds trivially. Otherwise, we must have (¢, ) € A by
Assumption 2.1.4, so d((p(w), d.A) > 0 since A is open. For 0 < ¢ < d({p(w), 0.A), define

0. = inf{s € [0,T —t] : d({s(w),0A) < e}

Using the triangle inequality we get d(("(w), 0.A)) + d(¢?(w), (s(w)) > /2 for all s € [0, J.].
Thanks to Assumption 2.1.5, d(('(w), (s(w)) < /4 forall s € [0, d.] and all sufficiently large
n, so d(¢"(w),0.A)) > e/4 forall s € [0, d.] and all sufficiently large n. This gives

liminf o, (w) > 6.

n—oo

Using the continuity of ¢t — (;(w) and the fact that (,. (w) € 0.A, we have lim._,¢ 6. = o (w).
As this holds for a.e. w € (2, the proof of (2.21) is complete. ]

Lemma 2.1.6, 2.1.7 and 2.1.8 imply the main result of this subsection

Proposition 2.1.9. Let O 3 (t,, z,) — (t,x) € O asn — oc. Then

lim o (tn, x,) = ox(t, ), P—a.s.

oo (2.22)
lim ox(tn, z,) = ox(t, ), P—a.s.

n—oo

12



2.2 Optimal stopping problems

Remark 2.1.10. The result in Proposition 2.1.9 means that for each (t,,x,) — (t,x), we
have ox(t,, x,) — ox(t,x), ox(tn, ,) — ox(t,x), P-a.s. One should note that the set of
full measure depends on the sequence chosen. The convergence is sometimes called “conti-
nuity” in later chapters. However, one should be careful that the first hitting time may be a.s.

discontinuous with respect to the starting point, as this is the case for Brownian motion (see
[118, Prop. 3.8]).

2.2 Optimal stopping problems

We now formulate an optimal stopping problem for diffusion processes and provide some
important results collected from the book of Peskir and Shiryaev [114]. We will elaborate on
free boundary methods in solving optimal stopping problems under the Markovian structure.
Notice that the processes and functions in the formulation are not as general as in [114], but
sufficient for the optimal stopping problems studied in later chapters.
An optimal stopping problem in infinite horizon has the following general form
V(x) = sup E,[M(X,)], (2.23)
0<T<00
where X = (X}, ..., X{) is a d dimensional diffusion on O C R? driven by SDE (2.2), T is a
(F)t>0 stopping time. We assume that E,, [M (X )] is well defined for every « and 7, and M
1S continuous.
We also have the following finite horizon optimal stopping problem where the stopping
time is bounded by a constant
V(t,x) = sup Eiz[M({t+ 1, Xepr)]. (2.24)
0<r<T—t
In the main theorems below, we will only use the formulation (2.23) as the results also apply
to (2.24) if we consider the process Z, := (¢, X;), where Z has state space [0,7] x O.
The function V' is referred to as the value function, and M is referred to as the gain function

(we also call it payoff function in the context of option pricing). Let

C:={xecO0:V(x)>M(x)}, (2.25)
D:={xcO:V(x)=M(z)}. (2.26)
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2.2 Optimal stopping problems

We call the set C the continuation set and its complement D the stopping set. In the case of

finite horizon, the corresponding continuation and stopping set are

(
(

)

tx)e[0,T]x O:V(t,x)> Mt z)}, (2.27)
t,x)

C { €
D:={ €0,T]x O :V(t,z)=M(t x)} (2.28)

For simplicity, throughout this section, we also assume that V' is continuous. When the
underlying stochastic process is a diffusion and the gain function is (Lipschitz) continuous, we
can usually prove the value function is (Lipschitz) continuous. We will verify the continuity of
the value function in each specific case in later chapters. As a consequence of the continuity
of both V' and M, the continuation set C is open and the stopping set D is closed.

Let

p = inf{t > 0: X, € D}, (2.29)

be the first entry time of X into the set D, hence a stopping (Markov) time. We now discuss

the superharmonic property of the value function and the optimality of 7p.

Definition 2.2.1 ([114, Ch. I, Definition 2.3]). A measurable function f : O — R is a super-
harmonic function if for all bounded (F;)¢>o stopping times T and all x € O,

E. [f(X-)] < f(=).

Definition 2.2.2. For each x € O, a (F):>o stopping time T is optimal for the problem (2.23)
if
V(x) = E, [M(X,)].

Theorem 2.2.3 ([114, Ch. I, Thm. 2.4]). Assume for every x € O, there exists an optimal
stopping time TY for problem (2.23), i.e.

V(z) = Ey [M(Xrs)] .

Then the value function V' is the smallest superharmonic function that dominates the gain

function M on O. Moreover, we have

(i) the stopping time Tp defined in (2.29) satisfies Tp < 77, Py — a.s., for every x € O and
it is optimal for (2.23);

(ii) the stopped process (V(Xinrp))i>0 is a continuous martingale under P, for every @ €

0.
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2.2 Optimal stopping problems

It is very often that we need to consider the following optimal stopping problem that con-

tains a running cost and a discounting factor:

V(x):= sup E, [/T e M H(X,)du+ e M M(X,)|, (2.30)
0

0<7T<00

where
A, = /u A X)ds, (2.31)
0
and H, \ are continuous functions. We now provide an analogue of Theorem 2.2.3 that applies
to problem (2.30).
Theorem 2.2.4. Assume for every x € O, there exists an optimal stopping time T for problem

(2.30), i.e.

T

V(x) =E, {/ * e MH(X,)du+ e M(X )
0
Then V is the smallest function that dominates M and such that the process
t
Y; = / e M H (X, )du + e MV (X,)
0

is a supermartingale under P,. Moreover, we have

(i) the stopping time Tp, where D := {x € O : 17(:13) = M(x)}, satisfies Tp < TZ,
P, — a.s., for every @ € O and it is optimal for (2.30).

(ii) the stopped process (Yinrp )i>0 is a continuous martingale under P, for every x € O.

While Theorems 2.2.3 and 2.2.4 summarise key properties of the value function and iden-
tify 7p as the minimal optimal stopping time, we still need to justify the existence of an optimal
stopping time. The following corollary is a useful tool. In particular, it indicates that an optimal

stopping time always exists in finite horizon problems.

Corollary 2.2.5 ([114, Ch. I, Cor. 2.9]). For the infinite horizon problem (2.23), if for all
xeO
Pe(mp < o0) =1,

then Tp is optimal in (2.23). If P, (Tp < 00) < 1, then there is no optimal stopping time.
For the finite horizon problem (2.24), the stopping time

p:=inf{s > 0: (t+s,X;) € D} AN (T — 1),

is optimal.
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2.3 The American put option with constant interest rate

An optimal stopping problem can be connected to a Partial Differential Equation. Consider

the following Dirichlet problem.
(ﬁx—)\)U:—H, x €,

~ (2.32)
U=V =M, x € dC,

where C is the continuation set of problem (2.30), H and A are as defined in (2.30). If the
coefficients of X are sufficiently smooth, e.g. Holder continuous, classical PDE results ([69,
Ch. 3], [75, Ch. 6]) give that, for any open ball C C C, the problem

(Lx —\U =—-H, x ek,

~ (2.33)
U=V, x € 0K,

admits a unique solution U € C?(K)NC(K). Applying It6 ’s formula to U(X) stopped at e
and using the martingale property of the process Y in Theorem 2.2.4, one can show that U = 1%
on /C (see the complete proof in Chapter 6 Lemma 6.3.2). As this holds for any I C C, we
can conclude that the value function V is the unique solution to (2.32) and Ve 2 (C). This
fact characterises the value function in the continuation set. However, the PDE system (2.32)
is not sufficient to uniquely determine the optimal stopping boundary and the value function.
The so called smooth-fit principle should also hold, which means the value function should be
continuously differentiable at any point &y € JC:

Vo(e)= lim V()= lim M, (x), i=1,..d (234

1m =
Cox—axgcdC D3x—x0€0C D3x—xocdC

The smooth fit condition plays a crucial role in uniquely determining the stopping boundary.
We will provide detailed proofs in later chapters. The smooth-fit condition (2.34) together with
the PDE system (2.32) form a free boundary problem, where the term “free” indicates that the
stopping boundary 0C must be found as part of the solution.

This section just covers the fundamentals of an optimal stopping problem. More work is
needed to analyse the properties of the value function and characterise the optimal stopping
boundary as explicitly as possible. It turns out that methods for solving one and multidimen-
sional problems are significantly different. In the following part, we will use the well-known

American put option pricing problem to demonstrate the difference.

2.3 The American put option with constant interest rate

As the American option pricing problem under the classical Black and Scholes model is already

extensively studied in the literature, we only present the main results without giving proofs and
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2.3 The American put option with constant interest rate

focus on explaining the core ideas. An American put option written on an risky asset X struck
at K allows the buyer to exercise the option with payoff (K — X;)" at any time before a given
maturity date 7'. We start with the perpetual American put option, i.e. the case when 7' = oo.
Under the Black and Scholes model, the option price is defined by

_ +
P(x):= swp E. [e T <K - XT> ] . (2.35)

Here X is a regular linear diffusion with state space R driven by the following SDE with

constant coefficients r,o > 0,
dX; =rXydt + o XidB;,, Xo=2x€R,. (2.36)
This SDE admits an explicit solution given by
X, = zerm2o)HoB >, (2.37)

We proceed to solve problem (2.35) via the so-called “guess and verify” approach. Firstly,
it is evident that the option buyer should never exercise the option when X; > K. Secondly, as
the stock price decreases below K, the payoff increases. However, because of the discounting
factor, the longer the buyer waits, the smaller the present value she finally obtains. It is then
reasonable to guess that the optimal strategy is to exercise the option at some level ¢ < K.

Based on this guess, one conjectures the stopping set and continuation set of the form
D={reR,:Plx)=(K—-2)T}={zeR, 2 <a},

C={reR, :Plx)>(K-2)"}={reR, :x>a},

where a needs to be determined.
By Theorem 2.2.3, the corresponding optimal stopping time is the first entry time into set
D,
7. =inf{t > 0: X, <a}. (2.38)

and the value function is given by

P(z)=E, [e7™ (K - X,,)"].
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2.3 The American put option with constant interest rate

From the discussion around equations (2.32)-(2.34), we postulate that the value function P

should solve a free boundary problem. We need to identify a couple (U, a) solving

(Lx —r)U(x) =0, z>a,

(Lx —m)U(z) < ae.x € Ry,

Uz) > (K — ) . TER, (2.39)
Ul)= (K —2)", r<a

Ulx)=-1, z=a.

The free boundary system (2.39) allows an explicit solution that reads

éade*d, a<x< oo,
U(z) = (2.40)
K —uz, 0<x<a,
where d = 2r/0? and
K
1+ Y

Notice that the first equation in (2.39) admits a fundamental solution of the form U(z) =
Ciz~% 4 Cyx. As the value function P is bounded on R, we can immediately deduce that
C5 = 0. The remaining equations in (2.39) are sufficient to determine C; and a. The next step
is to verify that U in (2.40) is indeed the solution of the optimal stopping problem (2.35) and
a = a, which is done by the following verification theorem.

Theorem 2.3.1. The couple (U(x),a) uniquely solves the optimal stopping problem (2.35),
thatis P(x) = U(x), @ = a and 7, in (2.38) is the corresponding optimal stopping time.

Proof. see [114, Ch. VII, Thm. 25.1] O

The key step of proving Theorem 2.3.1 is to apply Ito—Tanaka—Meyer formula to func-
tion U, then the optional sampling theorem and Fatou’s lemma to show that U = P. This
method only applies to one-dimensional problems and requires a simple enough gain function
whose properties can be easily analysed. Otherwise, it is difficult to guess the optimal stopping
boundary and further derive a candidate value function. This issue appears in Chapter 3.

For optimal stopping problems with one-dimensional diffusions, there is an efficient alter-
native method developed by Dayanik and Karatzas [37]. Based on the characteristics of linear
diffusions, they establish a direct relationship between the value function and the concave ma-
jorant of the gain function. In the context of the optimal stopping problem (2.35), let ¢, ¥ be
the decreasing and increasing fundamental solutions of

Lxu(z) —ru(zx) =0,
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2.3 The American put option with constant interest rate

and F(z) := 9(z)/p(x). Then their results ([37, Proposition 4.2], [37, Proposition 4.3])
conclude that function P/ is the smallest concave majorant of function

(K — F(x))*
p(FH(x)

where ! is the inverse of F. The optimal stopping problem (2.35) is then reduced to a prob-

M(z) =

lem of finding a concave majorant of the function M. This method, in general, is applicable
to any infinite horizon optimal stopping problem for one-dimensional diffusions. However, it
still requires the gain function to be simple enough after being transformed via function F'. So
that its concave majorant can be derived. When the dimension of the state space of the prob-
lem is greater or equal than two, the stopping boundary is no longer constant and an explicit
candidate solution is no longer available. As a result, neither the “guess and verify” nor the
concave majorant characterisation in [37] are applicable.

We now move to the American put option with finite maturity 7" < oo. In the Black-Scholes

model, the option’s arbitrage free price at time ¢ < 7" is given by

P(t,x) = sup E, F”(K—XJW, 2.41)

0<r<T—t

where K is the strike, X is the underlying stock price following Geometric Brownian motion
as in (2.36). Note that we still consider X starting at Xy = z in (2.41) because the discounted

payoff function is time-homogeneous. As Theorem 2.2.3 still applies, we have

C={(t,x)e0,T] xRy : P(t,z) > (K —2)"},
D={(t,z) €[0,T] xRy : P(t,x) = (K —z)*},

and 7, = inf{s > 0, (t+s, X;) € D} is the optimal stopping time. It is evident that 7, < T —¢
as P(T,z) = (K —x)™.

We summarize the results of this problem in the theorem below.
Theorem 2.3.2. The following results hold for the optimal stopping problem (2.41).
(i) P(t,z) is non increasing and convex in x, and continuous on [0, T] x R,.
(ii) There exists a function b : [0,T] — (0, K| such that

C={(t,z) €[0,T] xR, : x> b(t)}, (2.42)
D={(t,z) €[0,T] x Ry : x < b(t)}. (2.43)

19



2.3 The American put option with constant interest rate

(iii) b(t) is continuous, non-decreasing and limpr b(t) = K.
(iv) P(t,x) satisfies the spatial smooth fit condition at b(t):

lim P,(t,z) = lim 0,(K —z)" = —1
zlb(t) z1b(t)

(v) The value function P solves following free boundary problem:
P(t,z) € C**(C) N CH*(D),
P(t,x)+ (Lx —r)P(t,x) <0, a.e. (t,z) € [0,7] x Ry,
lim P,(t,z) = —1,
Jim, (t,z) (2.44)
P(t,l’) = (K - $)+, (t,l‘) € D7
P(t,$) > (K - x)Jra (t,$) € [OaT] X R+'

(vi) P(t,x) admits the so-called early exercise premium representation:

T—t
P(t,z) =rK / e Py (Xy < bt +u))du+E, [e " TTI(K — Xp_)t],
" (2.45)

(vii) The stopping boundary b(t) is the unique solution of the following non-linear integral

equation in the class of continuous functions,

K —b(t)
T—t (2.46)
=rK / e " Pyy (Xu < bt + 1)) du + Epgyy [e T I(K — Xp_y)F]
0
Proof. see [114, Ch. VIL, p. 379 - 392] O

Contrary to the perpetual option case where we formulate the free boundary problem (2.39)
directly as a guess, in the finite maturity case, we must show that the value function and
the stopping boundary solve (2.44) from first principles. To achieve this, we first prove the
monotonicity and the continuity of P. Using the monotonicity of P in z, we can show that
(t,z1) € C = (t,x2) € C for any x; < x and each ¢t. As a consequence, we can param-
eterise the stopping boundary b as a function of time and characterise the stopping region as
in (2.43). After showing the spatial smooth fit holds at b (also see [80] and subsequent works
for the proof), the associated free boundary problem (2.44) can be established using the argu-

ments in the previous section. The early exercise representation (2.45) is obtained by applying
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2.3 The American put option with constant interest rate

a change of variable formula developed in Peskir [110] to the value function P. To further
analyse the stopping boundary b, we first prove its continuity and then derive the associated
integral equation (2.46) by letting x = b in (2.45). Once we justify the uniqueness of the solu-
tion to the integral equation (2.46), various numerical schemes are available to compute b. In
Chapter 4, we will adopt similar procedures but use more sophisticated probabilistic methods

to study the pricing problem under the stochastic interest rate model.

2.3.1 Delta hedging for American put options

It is worth mentioning that, in the Black and Scholes model, we can derive the hedging port-
folio for the American put option using the dynamics of the discounted option’s value. Letting

t = 0 and applying the change of variable formula [110, Thm. 3.1] to P(s, X;), we have
de ™™ P(s, Xs) = —e "rK1x,<ps3ds + e o X Py(s, Xs)dB,. (2.47)

The option seller can perfectly hedge her position by continuously trading a self-financing
portfolio IT; with [Ty = P(0,x), and for s € [0, T

=T+ [ olax,+ [ e, - c.
0 0
where £ is a risk-free money market account with dynamics
d§ =r&dt, & =1,

#V, ¢ are the stock and money market account holding, C' is a continuous non-decreasing

process that models consumption. The discounted portfolio dynamics reads
de ™I, = e " ¢pMo X,dB, — e "*dC,. (2.48)

Comparing (2.48) and (2.47), we derive the stock holding and the consumption that replicate
the option’s payoff

¢gl) = Pu(s,X), Cs= / TK]I{Xu<b(u)}du' (2:49)
0

Note that the hedging strategy is admissible as it can be shown that ¢) = P, is bounded
between —1 and O ([114, p. 382]). We need consumption C' in the hedging portfolio as the
discounted option value is a super-martingale. As indicated in [129, Ch. 8.3], the finance

intuition is that as long as the option buyer does not exercise her right when the stock price
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2.3 The American put option with constant interest rate

is below the exercise boundary b(s), the seller’s portfolio always has value K — X, as II; =
P(s,X;) = K — X; when X; < b(s). Then the seller can hold amount K in her money
market account and consume the interest rate. As the first derivative of the option value with
respect to the stock price is called Delta in the Black and Scholes model, the corresponding
hedging strategy in (2.49) is referred to as Delta hedging. In Chapter 3, we will illustrate the
Delta hedging strategy for the perpetual American put option. In Chapter 4, we will see how

the Delta hedging strategy changes under the stochastic interest rate model.
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Chapter 3

Optimal hedging of a perpetual American
put with a single trade

3.1 Introduction

'In this chapter, we analyse an optimal hedging problem for the seller of a perpetual American
put option in a Black and Scholes market. We assume the following scenario. An option seller
sells a perpetual American put option and constructs a portfolio to hedge her position. The
portfolio consists of the underlying stock and a risk-free bond. Unlike the situation in the
Black and Scholes model where continuous trading is allowed, our option seller can rebalance
her hedging portfolio only once until the underlying stock price leaves a predetermined interval
(a,b) with 0 < a < b < 4o00. Our goal is to develop a hedging strategy that minimises the
variance of the hedging error at the random time when the stock leaves (a, b). This involves
determining the stock holding before and after rebalancing the hedging portfolio and the time
at which the portfolio is rebalanced.

Continuous trading as prescribed by the classical delta-hedging strategy in the Black and
Scholes model is not viable due to various reasons, e.g. transaction cost. The question of re-
balancing portfolios with a limited number of trades has a long history and has been addressed
in various ways. In academia, an extensively studied approach is to develop hedging strategies
in discrete time models. Work in this area includes [66], [20], [21], [127], [105]. Another
approach is to incorporate a certain form of transaction cost and solve a singular stochastic

control problem to maximise utility. In this case, the trader only rebalances in the so-called ac-

I'The results from this chapter form part of the article [28], which was published in SIAM Journal on Financial

Mathematics.
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3.1 Introduction

tion region. Important work of this kind includes [95], [36], [136]. Our setting is more similar
to [99] and [131], where the model is set up in continuous time but the trader is only allowed
to trade a given number of times. Practitioners have adopted a broad range of simple rules for
their rebalancing strategies, e.g., rebalancing at fixed times or rebalancing at fixed values of the
underlying asset’s price (see, e.g., [130]). The latter strategy, in particular, inspired our work:
we determine optimal values of the asset price at which a trade should be made and also an
optimal trade.

Of course, it would be desirable to extend our setting to allow the trader multiple trades
(not just one), as in, e.g., [99], [132] and [131], but such an extension inevitably leads to more
abstract results than ours. Indeed, the above papers aim for a general setup and obtain mostly
results on the existence of optimal strategies (via viscosity theory, in [99], and martingale
methods, in [132]). These results do not allow to determine analytically shapes of the trading
regions and to compute efficiently trading strategies. If rebalancing once in the entire lifetime
of the option is certainly too restrictive, our assumption of rebalancing once prior to the stock
price leaving a given interval (a,b) improves on real-life strategies, where traders set target
values of the stock price at which they reassess their position (our a and b). Considering a
perpetual option is convenient because it guarantees that the problem is time-homogeneous
and allows for explicit calculations. This is also a reasonable approximation for options far
from their maturity.

Using the variance of the tracking error as the optimisation criterion is a natural choice
in our setting, as we will show that the mean of the tracking error is zero. The variance, or
second moment, has been widely used as a minimisation target in the optimal hedging litera-
ture. From a mathematical point of view, it motivated important work on the approximation
of stochastic integrals. Since the variance of the tracking error for the hedging portfolio is an
L?-distance for stochastic processes, its minimisation is referred to as quadratic hedging. The
foundations of quadratic hedging for claims in incomplete markets were laid in the seminal
work by Follmer and Schweizer [67]. As we mentioned earlier, developing hedging strate-
gies in discrete time models is one approach to avoid unrealistic continuous trading. In the
context of quadratic hedging, this involves approximation of random variables (representing
European claims at maturity) via stochastic integrals for discrete-time processes. The work of
Schweizer [127], Schil [126] and Mercurio and Vorst [105] falls into this category. Although
we employ a similar optimisation criterion as in those papers, our work is built on the contin-
uous time Black and Scholes model, and we only limit the number of trades. More recently in

the mathematical literature we find numerous papers concerning the asymptotic optimality of
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discrete-time hedging strategies as the number of hedging opportunities tends to infinity (see,
e.g., Fukasawa [71], Gobet and Landon [76], Rosenbaum and Tankov [120], Cai et al. [29]).
Those papers also approach the problem by approximating random variables with stochastic
integrals for discrete-time processes. Finally, Ekren, Liu and Muhle-Karbe [52] study optimal
hedging frequency in the asymptotic limit of small transaction costs for portfolio with multiple
assets. The methodology and the nature of the results in those papers are rather far from our
work.

In the finance literature we find work by Ahn and Wilmott [1], who illustrate numerically
the performance of various hedging strategies with finitely many hedging opportunities. They
numerically solve systems of PDEs for the mean and variance of the hedging portfolio with
the condition of minimising the variance at each rebalancing time. Given a fixed number of
rebalancing opportunities, they compare the performance of the strategy that rebalances at fixed
time intervals and the strategy that rebalances at optimised time intervals (the rebalancing times
become new variables in the model). Their results show that the variance reduction from the
optimised strategy is more pronounced for small numbers of rebalancing chances. In Section
3.7, we compare our optimal hedging strategy with other naive strategies. Our results show
that, given only one rebalancing chance, the strategy with the optimised rebalancing time can
significantly reduce the variance, which is consistent with Ahn and Wilmott’s finding.

Boyle and Emanuel [20] study the distribution of portfolio returns with discrete hedging.
Mastinsek [100] studies the error in piecewise constant hedging strategies as a function of the
time interval ¢ between trades in the presence of transaction costs. Mello and Neuhaus [102]
research the accumulated hedging error due to discrete rebalancing, extending the work by
Figlewski [63] to imperfect markets. The idea of allowing hedging at the time when fixed
relative changes in the stock price occur is explored in [116], where the price dynamic (in an
incomplete market) is a marked point process.

Finally, it is worth noticing that optimal multiple stopping has been studied in the context
of pricing of swing options in the energy market (see, e.g., Lempa [97] for a survey). In partic-
ular, optimal boundaries for options with a put payoff are studied analytically in Carmona and
Touzi [32] and Carmona and Dayanik [31] in infinite horizon, and De Angelis and Kitapbayev
[41] in finite horizon ([32] also consider finite horizon but only numerically). In models of op-
timal multiple stopping there is normally a minimum time-lag between subsequent admissible
stopping times. That is imposed as a constraint on the set of admissible stopping sequences
and guarantees that simultaneous use of all the stopping opportunities cannot occur. In the

case of discrete hedging, there is no need for such constraint: simultaneous use of all stopping
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times never occurs because, at each stopping time, the portfolio weights are adjusted and there-
fore each subsequent stopping problem is of a different nature. Moreover, the optimisation of
the portfolio weights leads to extremely convoluted analytical expressions for the subsequent
stopping problems, so that the resulting optimal multiple stopping problem is much harder to
tackle than those in [31], [32] and [41].

This chapter is organised as follows. In Section 3.2 we set the hedging problem in a rigor-
ous mathematical framework. In Section 3.3 we study the hedging problem for a fixed value
of the initial stock holding. We prove continuity and differentiability of the value function
with respect to the initial stock price (Theorem 3.3.11). We determine the existence of optimal
trading boundaries (Proposition 3.3.10) and we prove that the value function solves a suit-
able variational problem (Theorem 3.3.13). In Section 3.4 we prove that the optimal trading
boundaries are continuous monotonic functions of the initial stock holding (Theorems 3.4.3
and 3.4.4). Section 3.5 gives necessary first order condition which enable computation of an
optimal initial stock holding. The study is complemented with an extensive numerical analysis

of the properties of the optimal hedging strategies and of the corresponding hedging error.

3.2 Problem formulation and background material

Consider a Black-Scholes economy on a complete probability space (€2, F, P) with risk neutral

measure P. We have one risky stock X and a risk-free bond &, following the dynamics

dX, = rX,dt + 0 X,dB,, X, =1, 3.1)
dé, = r&,dt, & =1, (3.2)

where B = (B;);>0 is a Brownian motion, » > 0 is the risk-free rate and ¢ > 0 is the
stock’s volatility. Let F := (F;):>0 be the natural filtration generated by B satisfying the usual
conditions.

An option trader sells one perpetual American put option written on the stock X with the
strike price K. Such option gives its holder the right but not the obligation to sell one share
of the stock X for the price K at any (random) time 7 € [0, oo]. It is well-known that, if the
initial stock price is z, the arbitrage-free price P(x) of the option is given by

P(z) =supE [e 7" (K — X)*], (3.3)
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3.2 Problem formulation and background material

where the supremum is taken over all F-Markov times 7 and the payoff is defined as 0 when

7 = 0o. The explicit form of P(z) is given by (see Chapter 2 2.3)

é&de*d, a<x< oo,
P(z) = (3.4)
K —uz, 0<z<a,
where d := 2r/c? and
K
b= — (3.5)
1+ 3

is the exercise boundary; that is, the holder exercises the option optimally according to the
stopping rule
T, :=inf{t > 0: X; <a}. (3.6)

By a straightforward application of Itd-Tanaka’s formula we can derive the dynamics of

the discounted option price, that is
d(e ™" P(X,)) = —e "rKl(x,<adt + e "o X, P'(X,)dB,, (3.7)
where 1, denotes the indicator function. It is immediate to verify that
t+— e " P(X,) is a supermartingale and ¢ — e~ """") P(X,,_. ) is a martingale.

According to classical theory the seller of the option should use Delta hedging to construct
a replicating portfolio for the perpetual American put. The Delta of the option corresponds to

the first derivative
P'(x) = max{—(a/x)"** —1},

which is an increasing function taking values in [—1,0) and is strictly increasing on (a, o).
Notice that the Delta appears in the stochastic integral of (3.7). This highlights that, under
the classical Black-Scholes model, if the option holder does not exercise the option at 7;, the
option seller gains instantaneous interests 7 /X with her short position perfectly hedged.

In our problem formulation, we tacitly assume that the option holder exercises the option
optimally, hence as soon as X, falls below a.

Our trader faces the following hedging scenario: after selling the option, she constructs a
self-financing (hedging) portfolio II = (Il;);>o with bond holding (m;):>¢ and stock holding
(01)¢>0, that is

I, = 0, X} + m&s, t>0;
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3.2 Problem formulation and background material

at time ¢ = 0, she chooses an initial stock holding 6, = h and bond holding m¢ = P(z) — hax.
However, in contrast to the classical Delta hedging model, the seller is allowed to rebalance her
portfolio only once at a (stopping) time 7 of her choosing before the stock price leaves a given
interval (a, b). Her goal is to find an admissible trading strategy (in a sense which will be made
precise in Definition 3.2.1) so that the variance of the tracking error is minimised (this will also
be clarified in a moment). The thresholds a, b can be interpreted as re-assessment price levels
set by the option seller. From a practical point of view, the option seller will choose those
levels on the grounds of subjective propensity to risk and operational/regulatory constraints.
Since we are assuming that the option holder exercises the option according to the stopping
rule (3.6), it is natural to only allow a > a. We also assume that b < oo and define Z := (a, b)

and Z := [a, b]. The (random) time horizon of our problem is given by
5 =inf{t >0: X7 ¢ T}.

Note that the first exit time from Z should be denoted by 77. following the definition in Chapter
2, but we will use 77 in this chapter for convenience. Other stopping time notations will still
follow the definitions in Chapter 2 unless specified. We often omit the superscript x if it
does not lead to ambiguity. For mathematical completeness the case of b = oo is discussed
separately in Section 3.6 as it presents some specific technical features.

In order to formally define admissible trading strategies, we need to introduce some nota-
tion. Given an initial stock price Xy = x € T, we let

T. := {7 : 7is a F-stopping time such that 7 < 77, P-a.s.}

and for any 7 € 7T, we define

H™:={h1: Q= R : hyis F,-measurable and E [(h;)?] < oo}. (3.8)

Since the seller’s optimisation problem ends at the time when the price process leaves the

interval Z, it is natural to consider an initial stock holding 6, which lies in the set
H :=[P'(a), P'(b)],
where it is worth recalling that P'(z) = —(a/x)'*® for z > a.

Definition 3.2.1 (Trading strategy). For an initial stock price X, = x € I, the set of admissible
trading strategies A, consists of pairs (1,0), such that T € T, and

h, 0<t<,
9,5::
hi, T<t<7g,

where h € H is the initial stock holding and hy € H" is the new stock holding after the trade.
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3.2 Problem formulation and background material

Given a trading strategy (7,0) € A,, the trader’s self-financing, hedging portfolio follows
the dynamics

A7’ = 0,dX7 + medgy,  T05% = ha +mg = P(x). (3.9)

Then, combining (3.9) with (3.1)—(3.2), it is easy to verify that the discounted portfolio process

t— e""tHZ’e is a local martingale with the dynamics
d(e "7?) = 0,d(e "' XT) = e 0,0 XTdB,. (3.10)

Finally, we can formulate the optimisation problem for the option seller. As mentioned
above, the seller wants to minimise the variance of the tracking error (i.e., the difference be-
tween the hedging portfolio and the option price) at the terminal time 77. It is worth remarking
that the choice of the variance is natural since the mean of the tracking error is completely

uninformative. Indeed
E, [e7™ (1Y — P(X.,))] =0 (3.11)

thanks to the optional sampling theorem, upon recalling that on the stochastic interval [0, 77]
the price process X is bounded and (6;);>0 is a square integrable process (cf. (3.8)). Then,

given an initial price Xy = x we are interested in the problem

V(z) = inf Var, [e7™ (117 — P(X. 3.12
()= inf Var, [e77 (177 ~ P(Xr))] (3.12)
: —2rT 7,0 2
- BB ]
where we use the notation Var,[-] = Var|-|Xy = z| and the second equality follows from

(3.11).

Remark 3.2.2. It is assumed above that the option is sold for the price P(x) and the seller
invests the proceeds in the hedging portfolio, i.e., Hgﬂ = P(x). However, the seller aware of
her trading constraints may sell the option at a premium over the Black-Scholes price, i.e., for
P(z)+ 6 with § > 0. Denoting by (HZ’G;‘;)QO the associated hedging portfolio, for any trading
strategy (7,0) € A, it follows from (3.9) and (3.10) that TI]*° = ¢"6 + 1I7° for all t > 0. The

mean tracking error equals (c.f. (3.11))

E, [e7™ (I — P(X,,))] =6
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3.2 Problem formulation and background material

and consequently

(ﬂglef " Var, [e™ (I3 — P(X,;))] = <T,ei)§lewa Var, [e7 (17 — P(X,,)) + 6]

_ : —2r7r 7,0 2|
= inf E, [e (I — P(X.,)) } = V(x).

Hence the problem simplifies to the one studied in this chapter.

One may argue that if all sellers on the market charge a premium on the Black-Scholes
price, then the tracking error should be computed accounting for such premium too. As shown
in the next remark, if we assume a multiplicative premium we can embed these models in our

set-up.

Remark 3.2.3. Due to trading frictions on real markets, the selling price of the option may
be higher than the theoretical Black-Scholes price. Assuming a multiplicative adjustment, the
option’s selling price is P(z)(1+¢), where & > 0, and we denote by (IT]""),~ the associated
hedging portfolio. The trader receives P(x)(1 + ¢) at time O and tracks the selling price
P(X:)(1 + €) (so that she can close the position at time T7). In view of (3.11), the mean

tracking error is
E, [e7 ™ (I — P(X,,)(1+¢))] = (1+¢)E, [e—”z(nzf — P(XTZ))] =0,

where 0, = 0,/ (1+¢), t > 0, is used along with (3.10) 1o obtain e~" 7% = (1 + £)e =177
Therefore,

nf Vary [ (I05 = P(X)(1+9))]

=(1+¢)° . él)ﬂefA Var, [e7™ (1177 — P(X.,))] = (1 +¢)*V(2),

and the optimisation problem simplifies to the one studied in this chapter.

Using the integral forms of the dynamics (3.10) and (3.7) and It6’s isometry we obtain a

more convenient problem formulation:

T 2
V(x) = <T,§?§Az E, {(/U e~ (0, — p/(Xu))aXudBu> } (3.13)

Tz
= inf E, { / e_QWf(Xu,Gu)du],
0

(T,e) E-A.r

where
f(z,0) = (0 — P'(x))*c2>. (3.14)
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The final expression in (3.13) highlights the well-known fact that Delta hedging amounts to
controlling the difference between ¢, and P’'(X}). In the absence of trading constraints the op-
timal trading strategy would be the Black-Scholes strategy 6, = P’(X;), which would produce
no tracking error with certainty, i.e. V(z) = 0.

Notice that we can rewrite our problem as

V(z) = ég;\/(:v h), (3.15)
where
T TT
V(z,h):= inf E. {/ e‘sz(Xu,h)du+/ e_zruf(Xu,hl)du . (3.16)
(T,h1)ETe X HT 0 -

In light of this observation we will first proceed with a detailed analysis of the function V' (x, h)
and subsequently we will determine V(x). By doing this, we will also obtain an optimal control
(Tw, 0%).

We close this section recalling some useful facts and some notation. The infinitesimal
generator of the process X is denoted by £, and defined by its action on functions v € C?(R™T)
as follows:

Lo(z) = %xQGMU(:E) + rzodu(x).

Recalling that d = 2r /02 we have that

1—d++/(1—d)*+8d 1—d-— \/1—
VI y+8 0 S+ 8d <0, (3.17)

Q= 5 >V, Q2 =

are the roots of
¢+ (d—1)g—2d=0.

To utilise the formulae of linear diffusion X in Chapter 2, we will need the functions ¢ and
v defined, respectively, as the unique (up to multiplication) decreasing and increasing funda-
mental solutions of the ODE

(L—=2rw(x)=0, x¢€(a,b). (3.18)

As our process X is absorbed at boundary a, b, the boundary points are classified as exit-not-

entrance, hence 1, ¢ satisfy boundary conditions (see [18, Ch. II])

Blat) =0, ¢(at) >0, ¢b-) =0, &(b-)<0. (3.19)
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3.3 A one dimensional optimal stopping problem

The fundamental solutions are conveniently constructed as linear combinations of ¢(x) := x%
and 1 (z) := x% by taking (see, e.g., [3])
. p(0) - p
p(r) = p(r) = =—=(z) and Y(z) = ¥(z) - =
b(b) ¢(a)

Finally, using ¢ and 1), recall the analytical expression of the resolvent for a one-dimensional

o(x). (3.20)

diffusion that we stated in (2.15). For the problem in this chapter, we have for any x € Z, and
any bounded measurable function g : Z — R

e | [ eraan] ot (oto) [Cvtem s o) [ b (I (:)az).
(3.21)

where w is the Wronskian (with the value independent of x)

@) @)
_77Z)( )S/(,I) ()0( >S/<l')

and s'(x) and m/(x) are the densities of the scale function and of the speed measure of (X});>o,

> 0,

respectively. They are explicitly given by
s(x)=cx™® and  m/(z) =22"?/co?, (3.22)

where ¢ > 0 is the same constant in both expressions (s’ and m’ are uniquely defined up to
multiplication). For future reference, we notice that the Wronskian w can be also expressed
in terms of the Wronskian w associated to ¢ and 1[1 In particular, it is not hard to check that
(recall that ¢ < 0 < ¢1)

w=1w(1-(a/b)" %), (3.23)

where

Y | x @(:L‘) Y T 1&(:0
’u)—Q/)( )SI(ZB) ( )SI(.CE)

This observation will be useful when we later consider fundamental solutions of (3.18) on
intervals Z' # 7.

3.3 A one dimensional optimal stopping problem

In this section, we study problem (3.16) for each fixed initial stock holding /» € H. First we
find the optimal stock holding h; and reduce (3.16) to a standard one dimensional optimal
stopping problem, then we solve the optimal stopping problem via associated free boundary

problems.
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3.3.1 Reduction to a Markovian optimal stopping problem

The first task is to show that it is sufficient to draw h; € H™ from the class of Markovian

controls. To this end, we introduce the set of Markovian controls H; defined as
HT :={hy € H" : hy = {(X,) for some measurable £ : T — R}.

Consider an analogue of problem (3.16) but with the constraint of using Markovian controls

and denote its value by

T T
V(z,h) = inf E. / e 2 f( Xy, h)du + / e 2 f( Xy, hi)dul . (3.24)
(7,h1)ETe xXHT, 0 -

Next we show the equivalence of (3.16) and (3.24).
Proposition 3.3.1. For all (x,h) € T x H we have V (x, h) = V(x, h).

Proof. Since h; is F, measurable, expanding the square in (3.14) and using the tower property

of conditional expectation, we can write (3.16) as

T TT
V(z, h) = o )ieni . E. {/ e 2" f(Xy, h)du + hiE, (/ eQruaszdu‘]:T> (3.25)
7,1 x 0 T

T
— 2hE, ( / eQr”P’(Xu)UQngu‘}"T)

T
+ B, ( / 6_2T“(P/(Xu))202X3du’}}) } .

Notice that for any trading time 7, the expression under the expectation E, is quadratic in A;.
Then the optimal stock holding A7 is

E. (ffz 6*2’"“P/(Xu)02X3dUIfT) Ex, [ e 2" P'(X,)02X2du]
Ex (fTI 672ru0-2X3du f7> n EXT [ OTI 6—2TUO—2X3dU/:| )

i = (3.26)

T

where the final equality follows from the strong Markov property of the process X . Therefore,
the optimal stock holding A is a measurable function of the stock price X at time 7. Hence
it suffices to consider problem (3.24) instead of (3.16). Notice that a similar result was also
obtained by [99]. O

Thanks to Proposition 3.3.1, we can apply the strong Markov property of (X;);>¢ to trans-

form (3.16) into a canonical impulse control form:

V(z,h)= inf E, { / e F( Xy, h)du + e 2T M (Xr, hy)| (3.27)
(1,h1)ETe xHE, 0
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- -T()
)

Figure 3.1: Plots of the functions I'(x) and P’(z) using parameters » = 3%, 0 = 30%,
K =100 and b = 150. Notice that a = K/(1 + d~') = 40.
where -
]/W\(SC,C) =E, [/ e2T“f(Xu,C)du1 : (eR, xzecl (3.28)
0
Expanding the square in f yields the following representation for M
M(x,¢) = Cm(e) = 27(x) +9s(x), (3.29)

where

TT TT
() = E, { / e—Q’%QXidu}, 1(z) = E, { | e,
0 0

vs(z) = E, { /0 " e_ZT“(P’(Xu))QUZXidu} .

Direct calculations, using (3.21), lead to explicit formulae for ~;, 7 = 1, 2, 3,

’}/1(1') = —1'2 + AlDQIL'ql + AQDl.CEqQ,

1
Yo(z) = —C—Zdexl_d + A1 Cox® + AyCha®,

1
’}/3(]7) = —$&2+2d£€72d + AlBgl’ql + AgBll’qQ,

where, using ¢; and ¢, given in (3.17),
Ai = [aqz'*%—i _ bQi*(B—i]*l’ B; = d72((&/a)2+2da2*qz‘

Ci = d ' ((a/a)' " a®>% — (a/b)* %), D; = (a> % — b2~%),
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3.3 A one dimensional optimal stopping problem

The expression (3.26) in the proof of Proposition 3.3.1 implies that the optimal stock hold-
ing after the rebalancing of the portfolio is a measurable function of the stock price at the
rebalancing time. It is a minimiser of M (x, () which, thanks to the representation (3.29),

is unique and given by

Yo()
T (z)’

I'(z) = arg min M (z, () = el (3.34)
¢

Notice that the optimal stock holding I' is defined only on Z. If the trader trades at 7z, her

choice of the stock holding becomes irrelevant for the optimisation problem.

Denoting

—~

M(z) == M(z,I'(z)) forxeZ, and M(a)= M(b)=0, (3.35)
V(z, h) can be represented as

V(z,h) = inf E, { / " F(Xy, h)du+e "M (X,)| . (3.36)
0

TET2

While (3.36) defines a standard optimal stopping problem, the explicit expression of M is
extremely convoluted and makes the analysis of our problem very challenging. Indeed, it
immediately follows from (3.29) and (3.34) that

2

M(z) = —1";8 ty(z), zed (3.37)

However, thanks to the analytical expressions we can easily assert the smoothness of [ and M

in Z and their behaviour at the boundary 07.

Proposition 3.3.2. The optimal stock holding 1" and the payolff function M belong to C*°(Z).

Furthermore,

(i) T is negative, strictly increasing, with bounded first derivative on L. The limits of I' at a
and b satisfy

[(a):= liin ['(z) > P'(a) and T(b):= lig} [(z) < P'(b). (3.38)

(ii) Limits of the derivatives M', M" at a and b exist and are finite. Moreover,

li{n M(x) = lig)l M(xz)=0. (3.39)
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3.3 A one dimensional optimal stopping problem

Proof. The smoothness of I' and M on Z can be checked directly from their explicit expres-
sions (3.34) and (3.37).

The monotonicity of I' in (i) is hard to obtain directly from its analytical expression (3.34)
with 1,72 as in (3.31)-(3.32). Instead we exploit the probabilistic formulae for +;’s given in
(3.30), combined with (3.21). It can be easily verified that

I'(z) = o(x)p2(x) + Y(x)ps(zx)

@)+ o)psle)’ (340
where
n) = [ W@ pl) = [ eEP G
zmmzl%wﬁfwww, pmm3[¢@P@#%wwm.
From (3.40) using simple algebra, we obtain
M(x) = we' () (@pa(a) — pa@lps(e)), (4D

(p(x)p1(2) + ¢ (2)ps ()
where w is the Wronskian and in the calculations we have used
Y(x)py(z) = —p(2)ps(7),  P(z)p5(7) = —p(2)p) (7).

Since P'( -) is strictly increasing, we have

b
pila) > P(o) [ ()02 (2)d2 = Pa)pala)
o) < P'(2) / " p(2)om! (2)dz = P (@) ().

Therefore py (z)ps(z) > P'(z)ps(x)p1(x) > pa2(x)ps(x), which implies that I''(z) > 0. Notic-
ing that
pi(a) = pa(a) = p3(b) = pa(b) =0,
pi(@)P'(z) = py(x), and  py(x)P'(x) = p)(x),
and using de L'Hospital’s rule for the right-hand side of (3.41), we can compute the limits

w(pa(a) — P'(a)ps(a))

lﬁl; ) = V' (a+)ps(a)? =
T () = CP2(0) = PO)pi (b))
e =T mer ™
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3.3 A one dimensional optimal stopping problem

p4() / . _M
1;51111( r) = (@) > P'(a) and la%)lr(x)_pl(b)

which, together with (3.41), concludes the proof of (7).
Now we prove (i7). The boundedness of derivatives follows directly from the explicit
representation (3.37). Limits at a and b are deduced from (3.31)-(3.33). O

< P'(b),

We close this section by proving the Lipschitz continuity of the value function. Since M is
continuous on Z, [ 109, Thm. 3.4] implies that V' is continous and the smallest optimal stopping
time is in the standard form, i.e., the first hitting time of the set where V' coincides with M
(see (3.48) below). However, in the particular case of the optimal stopping problem V' (z, h),
the Lipschitz continuity, and, therefore, continuity, can be proven directly. Arguments below
rely on the Lipschitz continuity of f and M and not on their particular form. Notice that the
underlying process is absorbed at a and b which differentiates our setting from results found in

the literature.
Proposition 3.3.3. There exists a constant L such that for any (x, h) and (', h') in T x H
\V(x,h) =V (', h)| < L(|lx — 2’| + |h — B']). (3.42)

Proof. Take (z,h) and (2/, h') in Z x H. By definition of the value function, for any ¢ > 0,
there exists 7; € 7T, such that

T1
V(z,h) > E { / e U f(XE R )du + e‘wM(Xfl)] -,
0

71 is the so-called e-optimal stopping time for V' (z, h). Let 7 = 7 A T%,, so that 7 € T,.. Since

7 is in general sub-optimal for V' (z’, h’), we have
V(z',h) <E { / ' e~ f(XT h)du + e_QT%M(Xf)}
0
<[ [M e an + € [ ar
where we used that f > 0 and M (Xf%,) = 0 by (3.39). Now, by direct comparison we obtain
V(z' h') = V(x,h) (3.43)

<e|[M e - socmad

+E [ (M(XE) = MXE) Loy — €2 MXI ]+

<E / e—mwxff’,h’)—f(Xff,h>|du} FE [ M (XE) = MOXD)|L( e | +2.
LJ O )
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3.3 A one dimensional optimal stopping problem

The map (z, h) — f(x, h) is Lipschitz on K x H, with K C R any compact, and x — M (x)
is also Lipschitz by (i7) in Proposition 3.3.2. Since X7, € Z, for all t > 0, then

Xpo =2 [aXE € [a®/b,b?/a) =t K,y (3.44)

Let L, L be the Lipschitz constants for f(z, ) on K, ; x H and for M (x) on Z, respectively.
Then, using the explicit expression of X;°, we can bound (3.43) with

V(x' h') = V(x,h)

T1
<E [/ e Li(Jlx — 2| X! 4+ |h — h’|)du] +E e Loz — /| X] ] +e
0
< (L1 V Lo)(Jx — 2'| + |h = K|) (1 + / e_mdu> +e,
0

where we used E[e™"'X/] = 1 for any ¢ > 0. Since ¢ > 0 is arbitrary, we conclude that
V(a',h') =V (x,h) < (1+1/r)(L1V L2)(|z — 2’| + |h — K'|). A symmetric argument leads
to the reverse inequality and (3.42) is proven with L = (1 4+ 1/r)(L; V Ls). O

We note here for future use that
V(a,h) =V (b,h) = 0. (3.45)

Thanks to the reduction to a standard Markovian setup we can introduce the continuation

and stopping set of problem (3.36), denoted respectively by C and D, and defined as

C:={(x,h) €T xH:V(x,h) < M(z)}, (3.46)
D:={(z,h) €L xH:V(x,h) = M(z)}. (3.47)

Obviously, we have {a, b} x H C D due to (3.45). It is well known (see, e.g., [114, Ch. I, Cor.
2.9]) that the minimal optimal stopping time in (3.36) is

T, = inf{t > 0: (X}, h) € D}. (3.48)

T,

For simplicity, in the rest of this chapter we also use the notation 7;; = 7, under P,,.
The slightly odd aspect of (3.48) is that the two dimensional process (X, h) is actually

constant in its second coordinate. This motivates introducing the sets

Ch:={xecT:V(z h) <M}
Dy :={xe€Z:V(x h)= M)},
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3.3 A one dimensional optimal stopping problem

for each h € H. In terms of these two sets, the optimal stopping time (3.48) reads
Top = 1nf{t > 0: X{ € Dp}. (3.49)

Since functions M, V' are continuous, the sets C and Cj, are open whereas D and Dj, are closed.

Finally, letting
tATT
Y= e DY (X h) + / e ¥ f(X,, h)ds (3.50)
0

we have that, for any (z,h) € Z x H, the process (Y;");> is a P,-sub-martingale and

the process (Y}%;)tzo is a P,-martingale. (3.51)

3.3.2 A free boundary problem

It is expected that, for each h € H, the stopping problem (3.36) be linked to an obstacle

problem

min {(£ —2r)u+ f,M —u} (z,h) =0, ae.x €T, (3.52)
u(a, h) = u(b,h) = 0. (3.53)

This problem can be stated as the following free boundary problem

(L —2r)u(z,h)+ f(x,h) =0, ze{zel:u(zh)<M(z)}, (3.54)
(L =2r)u(x,h) + f(z,h) >0, ae . xz€Z, (3.55)
w(z,h) < M(x), z€Z, u(a, h) = u(b,h) = 0. (3.56)

It is also often postulated that the so-called smooth-pasting condition holds, i.e.,
dpu(-,h) =M'() on 9{z€Z:u(z,h)<M(2)} (3.57)

In the literature on one dimensional optimal stopping problems the obstacle problem (3.52)
is usually solved in its form (3.54)—(3.56) by first making an educated guess on the shape of
the set {z € Z : u(z,h) < M(z)} and then by solving the corresponding boundary value
problem (3.54). The solution of the resulting ODE can be often computed explicitly and the
smooth pasting (3.57) is used to determine the boundary 0{z € Z : u(z,h) < M(z)}. The
latter normally relies on finding roots of nontrivial algebraic equations. Finally, one verifies
(3.55)-(3.56).
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3.3 A one dimensional optimal stopping problem

Since the payoff function M (z) has a very complicated form, the approach sketched above
is infeasible, particularly, the verification of (3.55)-(3.56) from the smooth-pasting condition.
Instead, we follow a mixed probabilistic/analytic approach. In this section we determine the
shape of the continuation set, while in Section 3.3.3 we prove the smoothness of the value
function and determine in what sense it solves the obstacle problem (3.52)-(3.53).

It is well-known that one can gain insights into the geometry of the stopping set D by
studying the sign of the function G : Z x ‘H — R defined as

G(z,h) := (L —2r)M(x) + f(x,h), (3.58)
where LM is well-defined thanks to Proposition 3.3.2.
Lemma 3.3.4. For each h € H,
{r €Z:G(x,h) <0} CCp. (3.59)

Proof. The proof of (3.59) is standard but we present arguments for the convenience of the
reader. For a fixed h, assume there is & € Z such that G(Z,h) < 0 and let

1o :=inf{t > 0: G(X;,h) > 0} A 77

Then 75 > 0, P;-a.s., by continuity of G and ¢t — X;. Since M € C?*(Z) with bounded
derivatives (Proposition 3.3.2 (ii)), by an application of Dynkin’s formula we have

70
V(d,h) <E; [ / e 2 f(X,, h)du + e‘z”OM(XTO)}
0

E, [ /0 " erigx, h)du} + M(3) < M(3),

hence z € Cp,. O
The following lemma provides an explicit expression for G.

Lemma 3.3.5. Forall (x,h) € T x H we have
G(z,h) = 0*a? ((h ~ P(2))? — (D(z) — P'(2))? — (F’(:l:))271(a:)). (3.60)
Proof. Using (3.37), we obtain

G(x,h) = (T(2))* (L1 — 2ry1)(2) — 20(2)(Lrz — 2r72) (@) + (Lys — 2ry3)(z) - (3.61)
+ 02’ (2)(T(2)7 () — 72()) + o%2*(h — P'(x))*.
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3.3 A one dimensional optimal stopping problem

Recall the probabilistic expressions for ~y;, 72 and 73 given in (3.34) and (3.33). Hence, for
1=1,2,3,
(£ —2r)v(z) = —gi(x), onZ, (3.62)

where g (z) = 0222, g2(z) = 0?2%P'(z) and g3(v) = o?2*(P'(x))?. Furthermore,

L(@)7i(x) = 15(r) = =T (@) (2), (3.63)
since I'(z) = 72(x)/71(x). Finally, inserting (3.62) and (3.63) into (3.61) yields (3.60). O

Next we proceed to prove that the continuation and the stopping sets have non-empty inter-
section with Z (recall that {a,b} € Dj,). For any h € H, it is convenient to define x,(h) € T
as the unique root of the equation P’'(z) — h = 0, that is,

1

wp(h) = a(—h)~ . (3.64)
Notice that for i € int(#) we have z,(h) € Z.

Proposition 3.3.6. For each h € H, we have Dy, N T # & and Cy, # @.

Proof. First consider h € (P'(a), P'(b)). Then z,(h) € T and it is immediate to see from
(3.60) that G(z,(h), h) < 0. Hence, (3.59) implies C, # @. If h = P’(a) then the expression
(3.60) and the fact that I'(a) > P’(a) (Proposition 3.3.2) imply G(a, P'(a)) < 0. By the
continuity of G, there is + € Z with G(z, P'(a)) < 0 and an application of (3.59) gives
Cn, # @. A similar argument applies for h = P’(b).

Assume now that D), \ {a,b} = @ so that C;, = Z. Then for any = € Z we have

M(z) > V(z,h) =E, [/O e 2 f( Xy, h)du| = M(x,h) > inf M(z,1) = M(x),

hence a contradiction. OJ

The subsequent analysis will show that the roots of the map = — G(z, h) for each h € H
determine the shape of the continuation and the stopping sets. Due to the complexity of the
expression for (G, it seems very hard to determine analytically the exact number of zeros of the
map = — G(z, h). However, the exercise is trivial from a numerical point of view, thanks to the
fully explicit expression in (3.60). We performed extensive numerical tests and observed only
three possible situations displayed in Figure 3.2. It will also follow from the proof of Proposi-
tion 3.3.9 that the map x — G(x, h) has at least one root if h € [P'(a),'(a)]U[['(b), P'(b)] and
it has at least two roots if 4 € (I'(a),'(b)). The following assumption provides a necessary

ingredient to determine the exact number of zeros of G and the shape of the stopping set.
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3.3 A one dimensional optimal stopping problem

Figure 3.2: Plots of the map = — G(x, h) for different values of the initial stock holding A
using parameters r = 3%, 0 = 30%, K = 100, b= 150,and a = a = K/(1 + d~') = 40.
Assumption 3.3.7. For each h € H, the equation G( -, h) = 0 has at most two roots in L.

Denoting the roots of G(-,h) = 0 on Z by x¢, and 2, (when they both exist) consider
the following three cases:

(A.1) G(z,h) > 0forz€ (a,zq,) and G(x,h) < 0 for z € (z¢,, b), except possibly at z¢,;
(A2) G(xz,h) > 0forz € (a,zq,) U (vg,,b) and G(z, h) < 0forz € (zg,, Ta,);
(A3) G(x,h) <0forz € (a,zqg,) and G(z, h) > 0 for z € (z¢,,b), except possibly at z,.

Remark 3.3.8. In (A.1) we mean that, if G( -, h) has two roots then it must be 0,G(z¢,, h) =

0. The root x¢, may be on the right or on the left of v¢,. An analogous rationale holds in

(A.3).

It turns out that the above cases (A.1)-(A.3) are uniquely linked to the choice of the initial stock

holding h as the following proposition demonstrates.
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3.3 A one dimensional optimal stopping problem

Proposition 3.3.9. Under Assumption 3.3.7, we have:
(i) Condition (A.1) holds if and only if h € [['(b), P'(D)];
(ii) Condition (A.2) holds if and only if h € (I'(a),'()),
(iii) Condition (A.3) holds if and only if h € [P'(a),T'(a)].
Proof. Assume (A.1) and h € H. Then G(b, h) < 0. Using ;(b) = 0 in (3.60), we obtain
(h— P'(8)* = (T(8) — P'())* <0,

which yields h > I'(b) and completes the proof of the right implication in (i).

Consider now h € [['(b), P'(b)]. Directly from (3.60) we calculate G(a,h) > 0 since
h > I'(a) > P'(a) and y;(a) = 0. For h > I'(b) we have G(b,h) < 0, which combined
with Assumption 3.3.7 and the continuity of GG proves (A.1). For h = I'(b) we have to use a
different argument because G'(b, I'(b)) = 0. Rewriting (3.60) yields

G(x,T()) = 0%2((D(B) = T(@))(D(b) + T () = 2P'(2)) = ((x))*n () ).

The last term in the bracket is non-positive. We have I'(b) + I'(z) — 2P'(z) < Oforxz € Z
sufficiently close to b, and, I'(b) — I'(x) > 0 by the monotonicity of I". Hence, G(z,T'(b)) < 0
for z € 7 sufficiently close to b, which immediately proves (A.1).

Assume now (A.2). Using arguments from the beginning of the proof, G(b, h) > 0 implies
h < T'(b). Analogously, G(a, h) > 0 implies h > I'(a). For the left implication in (ii), we note
that G(x,(h),h) < 0 for h € int(H). The sign of G(x, h) at x € {a, b} is determined by the
sign of

(h— P(@))? - (T(z) — P'(2))* = (h — T())(h + T(x) — 2P'()).

Recalling that P'(a) < I'(a) < T'(b) < P'(b) (c.f. (3.38)), we have G(a, h) > 0 and G(b, h) >
0 for h € (I'(a),['(b)). As above, the continuity of G and Assumption 3.3.7 completes the
proof of the left implication in (ii).

The proof of (iii) is analogous to (i). O]

In light of the above proposition, we will refer to conditions (A.1)—(A.3) as determining the
ranges of h as well as the zeros of G(x, h). We now show that they are sufficient to determine

shapes of the continuation and the stopping sets C;, and D,.
Proposition 3.3.10. Let Assumption 3.3.7 hold and take h € H. Then we have

(i) under (A.1) there is x} € (a,xq,] such that C, = (x7%,b);
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3.3 A one dimensional optimal stopping problem

(ii) under (A.2) there exist x5 € |a, g, | and x5 € [xq,, b] such that C, = (x5, x3). Moreover,

at least one of x7, x5 isin L;
(iii) under (A.3) there is x € [x¢,,b) such that C, = (a, x3).

Proof. We only give a full proof of (iii) as the other claims follow by analogous arguments.
Assume (A.3) and that the root x¢, exists and is smaller than x,. Inclusion (3.59) implies
D,NZ CA{zg,} Ulzg,,b). We will show that z¢, ¢ Dj,. Indeed, for a small € > 0, let

T, = inf{t >0:X; §§ (sz — & Ta, +€>}'

Since 7. is sub-optimal for V' (z,, h), we have
V(%GQ, h) < E:chQ {/ €*2T‘Uf(Xu, h)du 4 €2rTEM<XT€):|
0
—E,, [ / G (X, h)du] + M(za,) < M(za),
0

where the equality is an application of Dynkin formula for M (X.) and the final strict inequal-
ity holds because, under (A.3), we have G(z,h) < 0 on (z¢, — €, zg, +¢€) \ {zg, } for a suffi-
ciently small € and G(z¢,, h) = 0. This shows that 2, ¢ D, and therefore D, NZ C [xg,, b).
The latter inclusion trivially holds if z, > x, or when the second root z¢, does not exist.

Next we show that if z € [z¢,,b) and xg € Dy, then [z, b] C Dj,. Arguing by contradic-
tion, assume there exists such an zy and an open set U C (x¢,b) such that U C Cj,. For any
x € U, we have

Top <inf{t > 0: X{ <0}, P—as.

Applying Dynkin formula, we obtain
T .
V(z,h) =E, { / e f( Xy, h)du + e_QTThM(XT;)}
0
Th
=E, {/ e G (X,, h)du} + M(x) > M(z),
0

where the final inequality is due to G(z, h) > 0 on (zo, b). Hence a contradiction. Notice that
the existence of zy € [zg,,b) such that zq € D), is guaranteed by D), N Z # & (Proposition
3.3.6). O

The above proposition shows that under (A.1) and (A.3) the shape of the stopping set is
unambiguously determined. Only under (A.2), the set D;, N Z may have one or two connected

components, depending on the choice of the parameters in the problem.
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3.3 A one dimensional optimal stopping problem

3.3.3 Solution of the free boundary problem

Showing that the value function V' is a solution to the free boundary problem (3.54)-(3.56) is
relatively easy. However, this provides little value unless one can further ascertain uniqueness.
This is done via a verification argument, which typically requires smooth pasting across stop-
ping boundaries. Smooth pasting is also required for efficient calculation of stopping bound-
aries via a solution of algebraic equations, see Subsection 3.3.4. In this section we first show
that the value function V' of (3.36) satisfies V (-, h) € C*(Z) for each h € H (i.e., smooth
pasting), then we use this fact to prove that V' solves (3.54)-(3.56) uniquely (Theorem 3.3.13).

We can immediately claim that V' (-, h) € C*(Z \ 9C,). Indeed, on Dy, \ 9Cy, V = M, so
the result is trivial by (¢i) in Proposition 3.3.2. Instead, on C;, the result follows by (3.51) and
a standard argument [87, Ch. 4.2] (see also [114, Ch. III, Sec. 7]). Hence, for any h € H, V' is
a classical solution of

(L—=2r)V(z,h) =—f(x,h), x € Cy, (3.65)

with the boundary condition V (x, h) = M (z) for x € OCy,.
We will show the regularity of the value function across the boundary. For that we will

revisit the convergence of the stopping time
e =1inf{t > 0: X} € L}

in the sense of (3.68), where K is a closed subset of R, , i.e. K = M Also define

og = 1inf{t > 0: X7 € int(K)}. (3.66)
Using analogous arguments as in Lemma 2.1.6 we have

P(rg =0x) =1, forallz € Ry. (3.67)
This fact together with Proposition 2.1.9, which can be adapted to the current setting, implies

T = T, P — a.s. (3.68)

when (z,),>0 C Ry converges to xy € R, as n — oo. In particular, under Assumption 3.3.7
and using Proposition 3.3.10, this implies that for any sequence (x,,),>0 C Cj converging to

xo € 0Cp, as n — 0o, we have

*

Ton — 0, P—a.s. (3.69)

This is the key tool to the next result, which makes use of an approach developed in [42].
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Theorem 3.3.11. Under Assumption 3.3.7 we have, for each h € H,
V(- h) e C(Z)NCHT)NC*HT\ Cy)
and for any xy € 0C, N T
lim 0.,V (z,h) = 2(0xg) 2 (—ragM'(xo) + 2rM (zo) — f(x0, h)). (3.70)

Cnox—x0
Proof. The continuity of V' (-, h) follows from Proposition 3.3.3, whereas (3.70) can be ob-
tained from (3.65) provided that V(- , h) € C''(Z). Hence, it only remains to show that for any

zo € 0C, N T it holds
lim 9,V (x,h) = M'(x).

Chox—xq
Fix z € Cj, and denote 7* := 7, which is optimal for the problem V' (z, h). Fix ¢ > 0 and
notice that the stopping time 7* A 757 € T,.. is admissible for the problem V' (x + ¢, h). We

get an upper bound

*
T*NT

’r*/\’r%+E o e
Vieteh) <E l/ (X W) du 4 e N (X )
0

Using this and the optimality of 7* for V' (z, h) we obtain

V(z+eh)—V(z, h)

x+e

1 TYNTT .
< _E [ / e (XU, h)— F(XE, h))du + e > (M(XEF)—M(X2))1 {T*ST%+E}]
0

x+e
T

1 T —2ru T —2r7* T
_EE[</T 2 (X%, h)du + e M(XT*)> 1{T*>T§+E}]

1 T*/\T%+5 §
<-E [ / e 2 (XU, h)— f(XZ, h))du + e (M(XEF)—M(X2))1 {T*<T;+E}] :
; <

where in the first inequality we also use M (X ”““jfs) = 0, P-as., by (3.39), and the second
Tz
inequality follows from f > 0 and M > 0. The final term in the last inequality can be further

estimated by
E [e—W (M(XZF) = M(XE))1,,. ST%H}}

[ —2r7* r+e T |
—E _6 (M(XT:F ) — M(XT*))]I{T*ST%+E}D{T*<T%}_

+E [ (M(XE) = MOXE) Lo cogorynrers)
—E _e—W (M (X)) — M(X2))1 fre<rEinir <o)
+E _G_QTT* (M(ija) - M(Xf*)):”‘{T*ST%+S}Q{T*:T%}H{X$I:a}:| )
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where we use {7* < 77"} N {r* = 7¥} N {X* = b} = & in the second equality. Notice that
on {T* <IN {r =72} N{X% =a} we have

M(XEF) = M(XZ) < (X2 — X2 sup |M/(2)]

z€[a,b]
=((1+¢/x)a—a) sup |M'(2)| <e sup |M'(2)|.
2€[a,b] z€[a,b]

Hence,
E [6—2"7* (M(XZFe) — M (Xf*))]l{f*gwf}}

<E[e72™ (M(X25) = MOXE) ooy | € 50D [M/(2)P (7 =75).

z€[a,b]

Then we have

V(z+eh)—V(z,h)

/T - e (FIXTTEh) = (X, h))E_ldUI
0

<E

+E [672”-* (M(Xf:rs) o M(Xf*))g ]1{7' <Tz+5}ﬂ{‘r <Tx}:| * Sl[lpb] ‘M ( )’ P<T* = T%)

From (3.68) we obtain that 7. ”a — 747, P-a.s., as € — 0. Thus, when ¢ — 0 we have

]l{T*STlI—+E}ﬂ{T*<T%} — ]1{7-*<7-%}, P — .S.

By the smoothness of f on K, (defined in (3.44)) and of M on [a, b], we have

T+e

T*NT. x+e x
/ z 672ru|f<Xu 7h) f(X h)’du < sup |a f 2 h |/ —(r+3 02)u+UBudu
0

€ ZEKab

—2rT* M(ij_a) - M(Xf*)‘
e - L crmteynproarzy S ZSI[ZPb] | M'(z)].

Thus, letting ¢ — 0 and applying the dominated convergence theorem we get

0,V (z,h) < E [ / e 0, f(XZ, h) Xidu + e‘Q”*M’(XfJX#]1{7*«;}} (3.71)
0

+ sup |M'(2)|P(7* = 77).

z€[a,b]
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Similar arguments, applied to the stopping time 7* A 77 °, which is admissible for V' (z —

g, h), allow us to obtain

8,V (z,h) = lim Viz,h) = V(e =eh)

e—0 £

(3.72)
>E { / e Op f (X h) Xodu + e M'(XE) XL (v crny
0

— sup |M'(2)|P(7* = 77).
z€[a,b]
Recall that 7* = 77, and then let C, >  — xy € 9C, N Z. From (3.69) we get P(7;, =
77) — 0 and 1+ sy — 1, P-a.s. Then using dominated convergence in (3.71) and (3.72)

we obtain
0.V (x,h) = M'(x0), asx — xo,

which concludes the proof. L

Remark 3.3.12. We could not infer smooth fit across the stopping boundary diectly from [42]
because our underlying process is killed at points a,b. Instead, we adapted the line of argu-
ments in the aforementioned and used the particular characteristics of our optimal stopping

problem.

Thanks to the regularity obtained in the theorem above we can rigorously connect the stop-
ping problem (3.36) to the obstacle problem (3.52)—(3.53) (equivalently to the free boundary
problem (3.54)—(3.57)).

Theorem 3.3.13. Let Assumption 3.3.7 hold. For each h € H the value function V (-, h) is the
unique solution, in the a.e. sense, of (3.52)—(3.53) (equivalently of (3.54)—(3.57)) in the class
of functions C(Z) N C*(T) whose second order partial derivative lies in LS (T).

Loc

Proof. From Theorem 3.3.11 we know that V(- h) has the right regularity. Moreover, we
have V(-,h) = M(-) on Dy, where (L —2r)M > — f by (3.59). Then, combining these facts
with (3.65) we conclude that for any h € ‘H

min{ (£ — 2r)V(z,h) + f(z,h), M(x) — V(z,h)} =0, forz eI\ dC,

and clearly V(a,h) = V(b,h) = 0 (cf. (3.45)). The same argument guarantees that V (-, h)
also solves (3.54)—(3.65).
Uniqueness of the solution follows by a standard verification argument. Let v be another

solution of (3.52)—~(3.53) in C(Z) N C*(Z) with u” € L (Z) (for simplicity of notation we

Loc
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3.3 A one dimensional optimal stopping problem

omit h € H, given and fixed). Then, by Tanaka’s formula and using (£ — 2r)u > —f, we

obtain
e o) 2 o) — 6, | [ e ]
0

for any stopping time 7 € 7,. Rearranging terms and using v < M we obtain

u(z) < E, UO e P F(Xy, h)dt + e T M (X, )}

Hence u < V. To prove the reverse inequality it is sufficient to choose 7 = inf{t > 0 :

u(X) = M(X;)} and all the inequalities above become equalities. O

3.3.4 Analytical formulae

Thanks to Proposition 3.3.10 and Theorems 3.3.11 and 3.3.13, for h € H, the value function

V' (-, h) is a classical solution of the system

(L=2r)V(x,h)=—f(x,h), x€ (x3,23),
V(z,h) = M(x), x € |a, 2] U x5, b],

QVi(xt, h) = M'(x}), if 2t > a (3.73)
Vi(wg,h) = M'(3), if a3 < b,

(@< x] < x5 < b,

where z7, z} are the optimal stopping boundaries, i.e., C;, = (z7, z3). Conversely, under As-
sumption 3.3.7, we will prove that for a fixed h € H, the solution of the above ODE system
also solves (3.52)—(3.53), hence the solution is unique. This is proved by Lemma 3.3.16-3.3.17
and Proposition 3.3.18.

To this end, let (v(-), x1, z2), 1, 22 € R, be a solution of

;

(£ =2r)v(z) = =f(z,h), x€ (z1,22),
v(z) = M(x), x € [a,x1] U [22,b],
V' (z) = M'(xq), if xt; > a, (3.74)
V' (x9) = M'(x9), if xo < b,
a<x<w2<Db

Denote
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3.3 A one dimensional optimal stopping problem

Remark 3.3.14. (i) values of x1, x5 in (3.74) could be a and b respectively.

(ii) We need strict inequality x1 < x5 to prevent trivial solutions. Otherwise, v = M and
any x1 = xo € 1 solve (3.74).

We start from a study of properties of a solution to (3.74).

Lemma 3.3.15. v’ is absolutely continuous on T with v" € L3 (I).

Loc

Proof. From (3.74) we have that v € C?(Z \ {z1, x2}). Therefore, it suffices to check that v”
is bounded in the neighbourhood of z1, x5 for 1,25 € Z. For this, we check the directional

derivatives at x1, z9. System (3.74) gives

Vi) = M"(xy), vy(ay) =

2.2 (—ray M (1) + 2r M (21)),
o2x?

2

v'(x3) = M"(x3), vy(x5) = ——5 (—raaM'(z2) + 2rM (z5)).
o2al

Proposition 3.3.2 gives that M/ € C*°(Z), so the above terms are finite. Hence v" € L% (Z)

loc

and the absolute continuity of v" follows. ]

Proofs of the following two lemmas are based on the ideas from [122, Lemma 2.5 and
Lemma 2.6].

Lemma 3.3.16. Let y € [xy,x2), if vy, attains a local maximum at y and v,,(y) > 0, then
G(y,h) < 0; if vy, attains a local minimum at y and vy, (y) < 0, then G(y, h) > 0.

Proof. Notice that for any = € (x1, z3), function v,, satisfies:
(L = 2r)v,(x) = G(z, h).

Integrate over (z,x + €) and (x — ¢, z) forany ¢ > 0 and x + €, x — € € (z1, T2):

T+e
v (x+e) =0 (z)+ / 02222 (2rvp,(2) — rzu,,(2) + G(z, h))dz, (3.75)
vl (x—e) =0 (z) + /I 02222 (=2rvm(2) + rzv),(2) — G(z,h))dz. (3.76)

First assume that y is a local maximum and v,,(y) > 0. If y € (x1,25), we take z = y in
(3.75) and (3.76). Assume G(y, h) > 0. For all sufficiently small ¢, we have

+e
v (y+e€) = /y 02222 (2rv,(2) — rzvu), (2) + G(z,h))dz > 0, (3.77)
y
v, (y —€) = /y 02222 (—2rvn,(2) + rzv),(2) — G(z,h))dz < 0. (3.78)
y—e
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3.3 A one dimensional optimal stopping problem

If y = x; (or y = x5), then we only consider (3.75) ((3.76), respectively). Assuming G(y, h) >
0, we still obtain (3.77) ((3.78), respectively). In either cases, (3.77) or (3.78) contradicts that
y is a local maximum, so we must have G(y, h) < 0.

Using the same argument for function —wv,,, one can prove the case when y is a local

minimum. [
Lemma 3.3.17. Under Assumption 3.3.7.
(i) If (A.1) holds, we have v = b and 1 < z¢,.
(ii) If (A.2) holds, we have 1 < x¢, and o > x¢,.
(iii) If (A.3) holds, we have x1 = a and xo > x¢,.
Moreover, in any of these three cases we have v,, > 0 on [x1, x3).

Proof. We focus on case (ii), as the same argument can be easily adapted to prove case (i) and
(iii). We first show that x5 > ¢, when zo < b (it is trivial if 2o = b). Argue by contradiction,
assume ry < Tg,, then we have either (1) 71 < zg, < 12 < 2g,, 2) v, < 1 < 19 < X, OF
(3) 71 < w9 < x¢,. Figure 3.3 shows these three cases.

Recall that under (A.2), the sign of G(x,h) for each z is known if we know whether
x lies between the zero points z¢,, rqg,, and vice versa. We first study the sign of v,, in
small neighbourhood of 1, x5, then show that the position of =, z2 in each of cases above
contradicts the sign of v,,,. Since v/, (x1) = v, (z2) = 0, for any sufficiently small ¢ > 0 we
have

v (X9 —€) = /QE2 02222 (—2rv,(2) + rzv),(2) — G(z, h))dz, (3.79)

2—€

xr1+e€
v, (x4 €) = /

xr1

52 (2rv,(z) —rzu),(2) + G(z, h))dz. (3.80)
By (3.79), because v,,(z2) = v}, (z2) = 0, we have v/, (x5 — €) > 0 for any sufficiently small
e > 0 once G(z2,h) < 0. Hence v,,, < 0in (x9 — €, x3) in the case G(xq, h) < 0. Similarly,
by (3.80), we have v/, (z1 + €) > 0 for any small enough € once G(xy,h) > 0, which implies
U, > 01in (21,21 + €) once G(z1, h) > 0.

In case (1), we have G (2, h) < 0, G(x1,h) > 0. Thus, we know that v,, > 0in (21, z1+¢€)
and v,,, < 0in (z9 — €, x5) for any small enough e. Hence there exists z € (z1, x5) such that
U (2) = 0. Lety, € |21, 2], such that v, (y1) = sup,, << Um (). Then y; is a local maximum
and v,,(y1) > 0. By Lemma 3.3.16, we have G(y;, h) < 0 and therefore z¢1 < y; < z. Let
Yo € [z, 2], such that vy, (y2) = inf,<,<4, Vm(x). Then ys is a local minimum and vy, (y2) < 0.
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3.3 A one dimensional optimal stopping problem

Figure 3.3: x1, x5 in case (1) (Top-left), case (2) (Top-right) and case (3) (Bottom)

By Lemma 3.3.16, G(y2,h) > 0, and thus we have z < y, < ;. But we just showed
ra1 <y < z, acontradiction.

In case (2), G(z, h) < 0 for x € [z, x5, by the maximum principle, we know that v,,, > 0
for x € (z1, x5). However, as shown above, we have v,,, < 0in (x2—¢, x5) because G(z2, h) <
0, a contradiction.

In case (3), G(z,h) > 0 for z € [x1, 23], by the maximum principle, we have v,, < 0 for
x € (x1,22). This contradicts that v,,, > 0in (z1,x; + €) since G(x1,h) > 0. Conclude all
three cases, we must have x5 > z¢,. Apply the same argument above one can show 1 < z¢, .

We now prove v, > 0 for x € [z, z5] by showing that v,, is decreasing in [z¢,, z2) and
increasing in (x1, zg,|. The monotonicity implies that v,,(z) > 0 for any = € (z1,2¢,] U
[Ty, 2). The rest is just an application of maximum principle for v, in (z¢,, Zg,). Assume
Uy, 18 not decreasing on [z, , z2). By the previous proof, we know that v, > 0in (x5 — €, ).
Then there exists z € (21, x2) for some 2; > wg,, such that v,,(2) = sup,, ..., Um(x) > 0
is a local maximum. By Lemma 3.3.16, G(z,h) < 0, contradicts that G(x,h) > 0 for x €

(xa,, x2). With the same argument one can prove that v,, is increasing in (z1, xg, |. O
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3.3 A one dimensional optimal stopping problem

Proposition 3.3.18. Under Assumption 3.3.7, for h € H, the ODE system (3.74) admits a

unique solution (V (-, h),x7, x5).

Proof. We show the proof in case (A.2). Cases (A.1) (A.3) are analogous. By the definition of
G in (3.58), we have

—f(x, h), x € (21, 22),
(L—=2r)v(z) = (3.81)
G(z,h) — f(x,h), x € [a,z1]U [z2,b],

By Lemma 3.3.17 (ii), we have v,,, > 0 on [z, 2] and G(x,h) > 0 on [a, z1] U [x2, b], which
give us v(xz) < M(z) and (£ — 2r)v(z) > —f(x, h) on Z. Together with v(z) = M(z) on
[a, 1] U [z4, b], it is evident that (v(-),z1, x2) solves the variational inequality (3.52)—(3.53).
By Lemma 3.3.15, we also know that v" € L7 (Z). Due to Theorem 3.3.13, we conclude that

(v(+), 21, o) coincides with (V' (-, h), 2%, x3). The uniqueness follows. O

Remark 3.3.19. An alternative approach to the one we adopted in the section above, consists
in proving directly that there exists a (classical) solution (v, z1, x2) to the system (3.74). The
arguments given above imply that this solution is unique, it is the value function of (3.36),
and x1,x9 are the optimal stopping boundaries. Since solving v explicitly is infeasible due
to the complexity of the equations arising from the explicit form of the function M, we took
an alternative route: we used direct methods to obtain the properties of the stopping set and
the smoothness of the value function, getting, as a consequence, the existence of a solution to
(3.74).

Having established its existence and uniqueness, computing the solution of system (3.74)
is now straightforward. A general solution of the ODE in the first line of the system is of the
form

v(x) = Cra® + Cox® — 2%(h — d~(a/x)" )2, (3.82)

with d as in (3.4) and ¢, ¢» as in (3.17). The constants C', C5 and the optimal stopping bound-
aries z7, 5 are determined by solving a system of algebraic equations derived from the re-
maining conditions in (3.74). The existence and uniqueness of those constants follows from
the earlier discussion in this subsection. We mention that we could not solve those algebraic
equations analytically, so all examples presented in this chapter involve numerical solution of
this system of algebraic equations.

Figure 3.4 displays three possible forms of the stopping set and corresponding value func-
tions. The stopping sets are identified by the values where the solid line (the payoff M (-))
coincides with the dashed line (the value function V' (-, h)).
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3.4 Regularity of the stopping boundaries

M(z)
- = =V(z,h)

Figure 3.4: Plots of the map « — V(z, h) and M (zx) for different values of the initial stock
holding A using parameters r = 3%, 0 = 30%, K = 100, b = 150, anda = a = K/(1 +
d-1) = 40.

3.4 Regularity of the stopping boundaries

So far we have studied an optimal control problem for a fixed initial stock holding h € H.
Optimal stopping boundaries 7, x5 from Proposition 3.3.10 obviously depend on h; denote
them by z7 ;, and 7 ;, with one of them possibly being equal to a or b. We will show that z7 ,
and x7 ;, are non-decreasing and continuous in /. Apart from these results being of interest on
their own, they will be instrumental in studying the mapping h — V' (z, h) and, consequently,
in determining, in Section 3.5, an optimal initial stock holding ~2* in problem (3.13).

Recalling T;’h from (3.49) we introduce functions %;;, ¢ = 1,2, and fh, which are ana-
logues of those in (3.30) and (3.34):

Tk
Yna(z) = Eq [/ 6_27"“02X3du], Ana(z) == E, [/
0 0

*

nale) =, | [ PPN and Foe) = 220
0 Yh,1 ()

Tk
e_QT“P’(Xu)02X§du} ,
(3.83)
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3.4 Regularity of the stopping boundaries

If we fix the next trading time at 7, ,, we can easily see that the value fh(x) minimises (3.36).
This leads to a fixed point, so that an optimal ~* in (3.13) must satisfy fh* (x) = h*. We will
later show that T (x) indeed determines an optimal initial stock holding.

Applying similar arguments as in the proof of Proposition 3.3.2 to fh with 27 ;, and x5 ;, in

place of a and b we obtain the next result.

Proposition 3.4.1. For any h € H, we have T, is C™ and strictly increasing on (7, 75 )
with

Tu(x},) 1 = Jim Th(x) > P'(x7,),
1,h

~

[y(23,) = lim fh(x) < P’(a:;h).

*
:ET:EQJL

We now prove a technical lemma which is fundamental for showing the monotonicity of
the stopping boundaries. For h € (I'(a),'(b)), thanks to the monotonicity of I" (Proposition
3.3.2) we have that there exists a unique point zr(h) € Z such that

C(xp(h)) = h. (3.84)
Moreover zr(h) € Cy, because G(xzr(h), h) < 0 by (3.60).
Lemma 3.4.2. Fix h € H and let Assumption 3.3.7 hold.
(i) Ifx7), > a, then h > T'(x7,) and h +T'(z7 ;) > 2fh(a:>{7h).
(ii) If w3, < b, then h < T(x},) and h+T(x3,) < 205(x3,).
(iii) If h > I'(a) and x7 ), = a, then h + T'(z) > oL, (z) for all z € (a,zr(h)).
(iv) If h <T'(b) and x5 ), = b, then h + T'(z) < 9T, (z) for all € (xr(h),b).

The statement of the lemma has an intuitive financial interpretation. In (i), if the left stop-
ping boundary x7 , is non-trivial, then the optimal trade at x7 ,, is to increase the short position
in the stock (recall that I" is negative). This is consistent with the Delta hedge P’ being an
increasing function starting from —1 at a and increasing to 0 at oo. Analogously, statement
(i) says that if the right stopping boundary 7 ;, is non-trivial, the optimal trade at 3 ;, 18 to
reduce the short position in the stock. Statements (ii1)-(iv) formulate a stronger version of the

previous two when the stopping boundaries are trivial.
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Proof of Lemma 3.4.2. Recall that z,(h) € Z and G(z,(h), h) < 0, where x,(h) is defined in
(3.64). Hence, it must be z7 ;, < zp(h) < 3 5, for h € H. The relative placement of z7 ;,, 73 ;,,
xp(h) and zr(h) will be central in this proof.

Proof of (i): If z7 ), > a, then G(7 ;,, ) > 0 by (3.59) and

0 < Gz}, h) < o®(25,) (h— Pl(a5,))* = (D(z1,) — P'(x1,)%) (3.85)

*
1
*
1

= 0*(a} ) (h — D(a} ) (h + (i) — 2P (a,).

where the strict inequality comes from (3.60) upon noting that (I (:L*;h))Q'yl (z7,) > 0 since
7, € T. Recalling that 27, < x,(h) and P" is strictly increasing, we have P'(z7 ;) < h, so

h+T(x},) — 2P (x7,) > T(z},) — h. (3.86)

If h—T'(x7,) < 0, combining (3.85) and (3.86) gives (h —I'(z} ,))* < 0, which is impossible.
The equality h — I'(z] ) = 0 contradicts (3.85). Hence, h — I'(z},,) > 0, which is the first
claim in (7).

For the second claim we expand the square in f(X,, k) and obtain

™
E, [ / e f( Xy, h)du| = h?*31 () — 2hAna (1) + Ans(z) (3.87)
0

with the notation introduced in (3.83). The explicit formulae for 43, ;, 7 = 1, 2, 3, can be derived
from (3.21) upon replacing a and b by z7 , and z7 ;,, and ¢ and ¢ by ), and 1), The latter are,

respectively, the decreasing and increasing fundamental solutions of the ODE
(L —2r)u(x) =0, =x¢€ (fih, T34,
with the boundary conditions
Yn(x] ) =0, Y (@],+) >0, wn(as,—) =0, ¢,(z5,—) <O0.

Again, these can be calculated explicitly using (3.20). Later we will also use that

Lo h
A (@h) = wi (@) / on(2)0? 2l (2)dz > 0, (3.88)

*
1,h

where w;, = w(1 — (x’{’h/x;h)‘ﬂ*@) is the Wronskian (c.f. (3.23)).
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From (3.35) and (3.36) we can write the value function V" and the stopping payoff M as

*

V(z,h) =E, / ' e_QT“f(Xu,h)du] VE,
LJ O

/ N e 2 f (X, F(XT;;))du] (3.89)

= Vi(z) + Va(x),

M(ZE) = Ea: /OTh e_ZTuf(Xu’ F(g;))dui| + Ex

TT
/ e 2 f (X, I‘(x))du] (3.90)
TZ

= M (x) + My(x),
where in Vi, V5, My, M> we omit the dependence on h € H which is fixed. Thanks to the
explicit formulae for 1, and ¢y, (3.21) and I' € C'*°(Z) (Proposition 3.3.2) it is not hard to
verify that M, Vi € C*([27,, x5 ,]). For V5, using the strong Markov property we have

Va(w) = M@} D@3 ))Es [0 00t g | + M D(ws))Es [0 500 ot ]

where 7}, 75, denote the first entry time to [a, z7 ;] and [27 ;,, b], respectively. It is well-known
that the two expected values on the right-hand side of the equation above can be expressed in
terms of ¢, and ¢y, ([18, Ch. II, Par. 10]), hence proving V5 € C'([x] ,, 3 ,]). An analogous
argument applies for M.

Since V' = M at 27, and the smooth-fit holds we have

Vizl ) + Va(al,) = Mi(a7,,) + Ma(a ), (3.91)
Vi(a} ) +Va(ah ) = Mi(ai,) + My(x7 ). (3.92)

Noticing that P,; (7; = 0) = 1 we have Vi (27 ;,) = Mi(z7,,) = 0 and hence,
‘/2(95%) = M2(f{,h)- (3.93)

Using the optimality of I'(z) for M (z,-) and the strong Markov property, for z € (27,25 ,)
we have

‘/Q(Z') = Ex [G_QTT;M(XT;{)} S Ex [6_2TT;]/\4\(XT;;, F(.I)) = MQ(.T)
Hence, V; (27 ;,) < Mj(z7 ;). Inserting the latter into (3.92) we deduce
Vi(@] ) = Mi(a7 ) (3.94)

Our task is now to rewrite both sides of (3.94) using (3.87) and (3.37). For an arbitrary

x € [}, 73,] we have

V() = h*3; 1 (2) — 217}, () + 4, 5(2)
Mj(x) = T*(2)1(2) — 20(2) 3, 2(2) + Fhs(@) + 20 (@) ()30 (2) — 20 (2)Fn 2 (@).
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Inserting the above in (3.94) we obtain
(h* — F2(x>{,h))’%L,1($ih) —2(h = (@] ,)Yh2(21,) = 0. (3.95)

Since 4}, , (27 ,) > 0 by (3.88) and we have shown above that h — I'(x7 ;) > 0, we can divide
both sides of (3.95) by (h — I'(x7 ;,))45,1 (2] ,), thus obtaining

>
~—r

)

I (gt ~ -~
Vh2 (7] =2 lim [y(z) =: 20 (27 ),

h+T(xy,)>2 -
(i) 7;1,1(%,}1 zlry

where the first equality follows from d’Hospital’s rule (see (3.83)). This concludes the proof
of (i).
Proof of (ii): This is analogous to that of (i), hence we omit further details.

Proof of (iii) and (iv): We give a full argument only for (iv) as the case of (iii) can be treated
analogously. Fix h € H such that h < T'(b) and z3 ;, = b.
First we notice that for all z € Z \ {zr(h)} we have

M(z) =E, [/OTI e_QT“f(Xu,F(x))du} < E, {/OTI e~ (X, h)dul | (3.96)

where the strict inequality is due to the fact that for each x € Z, the mapping ( — M (x,C)is
strictly convex and attains its minimum at { = I'(z).

Now fix an arbitrary point & € (xzr(h), b). With the notation introduced in (3.90) we rewrite
(3.96) as

*

Mi() + My(3) < Es { / " p(x, h)du} +Es
0

*

h

(3.97)

/TI e 2 f (X, h)du]
= Vi(&) + Va(&).

Here we are again omitting the dependence of V; and V, on h and note that V; is the same
as in (3.89), whereas V; is not. Since 75, = b, we have {X.» = b} = {7y = 77}, s0

{Xo; =27 ,} = {7, < 7z}. Using this fact and the strong Markov property we obtain

Va(2) — Ma() = E; [e—%;: Ex. [ /0 T e (F (X h) — (X, F(i‘)))du”

h

Es [ e cry] Euy { /0 ) e 2 (f(Xu, h) — f(Xa, F(fc)))du}

Es [ 2 ey | (M (2%, h) — M2, T(2))) <0, (3.98)
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where it remains to justify the final inequality. Since & > zr(h) > 7 j,, by the monotonicity

of I' (Proposition 3.3.2), we have
['(z) > h> F(:zcih). (3.99)

Since the mapping ¢ — M (21 , ) is strictly convex and attains its minimum at I'(x7 ), it is
strictly increasing for ¢ > T'(z] ;). Hence the inequality in (3.98) holds and Va(d) < My(%)
upon noticing that P; (7} < 77) > 0.

Combining (3.97) with (3.98) implies V;(z) > M;(&). Rewriting this inequality in terms

of the functions 73 ;, ¢ = 1,2, 3, given in (3.83), we obtain
(h? = T2(2))3n,1(2) — 2(h — T(2))3n2(2) > 0. (3.100)

It is clear from (3.83) that 4,1 (%) > 0 since & € (7,25 ,). Then, using also (3.99) we can
divide both sides of (3.100) by (h — I'(Z))45.1(Z) < 0 to obtain

bt T(@) < 22028 _op )

A

ﬁ/h,l(x)

]

With Lemma 3.4.2 in place we can now show that the optimal stopping boundaries z7 ,,

x5, are non-decreasing in h.

Theorem 3.4.3. Let Assumption 3.3.7 hold. Then, the mappings h — x7 ;, and h — x5, are

non-decreasing on H.

Proof. We only show that i — 7 ; is non-decreasing as the arguments for the monotonicity
of h +— 7, are analogous. For the clarity of notation let us set z;(h) =z}, fori = 1,2.

Fix h < hin H. If h > T'(b) then z3(h) = b by Propositions 3.3.9 and 3.3.10, so trivially
23 (h) < x3(h). Assume now that i < I'(b). We split the proof into two cases.

(Case 1). Let us first consider x3(h) = b (this can occur under (A.2); see Proposition

3.3.10). Arguing by contradiction we assume z5(h) < b. Then, we have

V(z,h) = M(x) > V(x,h), forallz e (z5(h)V zi(h),b). (3.101)

Taking 77 optimal for V(x, h) and noticing that it is also admissible for V (z, h), it is easy to
check that (3.101) implies

E, { / " e f(Xu,B)du} S E, { / Yemrrup(X, h)du|  forall € (a5(R) V a(h), b).
0 0
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Both expected values above can be written using the functions 7, ;, ¢ = 1, 2, 3, introduced
in (3.83) (see also (3.87)). This gives

(h? — B®)Ana(x) — 2(h — h)Apa(z) > 0.
Dividing both sides by (h — h)4,.1(z) > 0 we obtain

h+h > 27}”2(%)
%,1@)

= 2T, (2). (3.102)

Since zp(h) € C; by (3.84) and I is strictly increasing, we have zp(h) < x3(h) and h < I'(z)

for x € (x5(h) V zi(h),b). Hence,
T(z) +h > h+h> 2T, (),

which contradicts (iv) in Lemma 3.4.2.

(Case 2). Let us now consider z5(h) < b. In this case we have ['(z3(h)) < I'(b), which
gives rise to two sub-cases.

(Case 2a). If b < T'(z%(h)) < h < T'(b), by monotonicity of I" we obtain z%(h) < zp(h).
Moreover, using that z1(h) € C;, it must be zr(h) < 3(h). Hence the claim.

(Case 2b). If h < h < T'(x3(h)) < T'(b), we adapt arguments from Case 1 above. Assume,
by contradiction, that z3(h) < 23(h). Then, as in (3.102), we have h + h > 2I',(z) for all
z € (z5(h) V 2% (h), z5(h)). By assumption h < I'(z%(h)), hence

h+T(a5(h) >h+h>2 lim Th(z),

which contradicts (ii) in Lemma 3.4.2. O]
Theorem 3.4.3 allows us to prove the continuity of the optimal boundaries and the conti-
nuity of the optimal stopping time with respect to z and A (jointly). This is needed to prove

that 0,V exists and it is (jointly) continuous, which will then allow to establish first order

conditions for a minimiser in (3.15).

Theorem 3.4.4. Let Assumption 3.3.7 hold. Then the mappings h — 7, and h — x5, are

continuous on H. Moreover, (x,h) — 7., is continuous on T X H, P-a.s.

Proof. First we show continuity of the optimal boundaries and then continuity of the stopping
times. For the clarity of notation let us set z; (h) = 7, fori = 1,2.

(Continuity of the boundaries). We only give full arguments for the upper boundary 3
as the case of the lower boundary x] can be handled analogously. First we show that x3 is
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3.4 Regularity of the stopping boundaries

left-continuous using a standard argument (see, e.g., [114, Ch. VII]). Fix A € H and consider
an increasing sequence (h,),>1 C H such that h,, T h as n — oo. For each n > 1, we have
(x3(hy), hy) € D and in the limit

lim (25(hn), ha) = (23(h—), ),

n—oo

where the left limit 25(h—) is well-defined by the monotonicity of x3. Since D is closed it
must be (z5(h—),h) € D and then z5(h—) > x3(h). However, since x5(-) is increasing we
also have x5 (h—) < x3(h), so that left-continuity follows.

The proof of right-continuity of z} follows ideas contained in [38]. If z5(h) = b the
claim is trivial. Consider the case x3(h) < b. Arguing by contradiction let us assume that
x5(h+) > x3(h). Then we can find x4 and z,, such that z5(h) < 24 < x, < x3(h+), and a
sufficiently small € > 0 such that (24, x,,) X (h, h + €] C C. Recalling (3.65), we have

(L=2r)V(z,h+¢e)=—f(z,h+¢e), forx e (zq4,2,). (3.103)

Take any U € C2°([xg4,x,)) (the set of functions of infinitely differentiable with compact
support in [z, z,]) with ¥ > 0. Multiplying (3.103) by U, integrating over [z4, x,,] and using

integration by parts we obtain
/ V(z,h+e)(LV —2rVU)(z)dz = —/ f(z, h+¢e)U(z)dz, (3.104)
Tq Zq

where L£* is the adjoint of L:

2
(L*=2r)¥(z) = %%(‘P(m)fﬁ) - ((%(\Il(x)rx) —2r¥(z).
By the continuity of V, we have lim. oV (z,h + &) = V(z,h) = M(z) for all z €
(x3(h), z5(h+)). Then, using the dominated convergence theorem in (3.104) to pass to the
limit as ¢ — 0 we get

_ / " e ) ()ds = / "ML — 20) W (2)dz = / " () (L — 20)M(2)de.

Td

This is equivalent to f;:“ U(z)G(z, h)dz = 0. However, [z4, x,] is in the stopping region Dy,
so G(z,h) > 0. Recalling that U is arbitrary and non-negative, we conclude that G(z,h) = 0

for almost all z € [z4, x, ], which contradicts Assumption 3.3.7.

(Continuity of optimal stopping times). The idea is similar to the proofs in section 2.1.3
where we show the convergence of first hitting times (see also, e.g. [42], [103]). As indicated
in Remark 2.1.10, continuity here means for any (z,,, h,) — (z,h), we have 7; , — 77,
P-a.s.

61



3.4 Regularity of the stopping boundaries

Let
T = nf{t > 0: X ¢ [27(h), 25(h)]}

and Q° = {7}, =77 ,}. By (3.67), we have P(Q°) = 1.

Fix (z,h) € T x H and let (x,, h,),>1 be a sequence converging to (z, h) as n — oo. For
any w € Q,if 77, (w) = 0, then lower semi-continuity holds trivially. If 77, (w) > 0, then for
any ¢t > 0 such that 7}, (w) > ¢, there exists € > 0 (depending on (, z, h,w)) such that

inf d((X"(w),h),dC) > e >0, (3.105)

0<u<t

where we use the standard Euclidean distance

d(y,0C) :== giélafc d(y,7), foryeT xH.

By uniform continuity of (¢,z) — X/ (w) on compact sets, for n sufficiently large we have

inf d((X(w), hn), (X% (w), b)) < /2. (3.106)

0<u<t

Combining (3.105) and (3.106) we obtain

it (X2 (), hn), 0C) > £/2,
for all sufficiently large n. Hence 7; (w) > t for all such n. Since ¢ > 0 was arbitrary we
have

ligiolgf T;mhn (w) > T;k?h(w).

To prove the upper semi-continuity we use 7, , which is identical to 7', on . Recall that
P(7;, < oo) = 1 as 7;, is the exit time of a geometric Brownian motion from a bounded

interval. For any w € Q°, there is t > 77, (w) which is arbitrarily close to 7, (w) such that
X7 (w) ¢ [z5(h), z5(h)]. By the continuity of 7 (+), 25(-) and z — X7 (w), we have X" (w) ¢
[23(hn), 25(hy)] and 7, (w) < t for sufficiently large n. Hence limsup,,_,,, 7 , (w) <
o »(w). Combined with the lower semi-continuity proved above, this implies the a.s. continu-
ity of (z,h) = 75, O

Figure 3.5 illustrates the optimal stopping boundaries 7 ;, and z3;, when h € H is vary-
ing. We highlight points h, and hsz where the continuation region changes from (a, xéh) to
(3 ,, 73 ,) and from (27 ,,, 25 ;) to (7, b), respectively. The three regimes (i)—(iii) of Propo-

sition 3.3.10 are clearly visible on the graph.
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3.5 Optimal initial stock holding

h

Figure 3.5: Plots of the optimal stopping boundaries 7 ;,, 23 ;, as functions of / using parame-
ters 7 = 3%, 0 = 30%, K = 100,b= 150 and a = & = K/(1 + d ') = 40.

3.5 Optimal initial stock holding

The existence of an optimal initial stock holding in (3.15) follows from compactness of ‘H and
continuity of & — V(z,h). Here we show that the minimum of V' (z, -) is attained in the
interior of /. Moreover, although an optimal ~2* cannot be obtained explicitly, we show that it

must solve a simple algebraic equation whose numerical solution is straightforward.

Proposition 3.5.1. Under Assumption 3.3.7, we have V (x, -) € CY(H) for all x € T. More-
over, we have

oV (x,h) =E, { / ' e 22(h — P'(X,))o* X 2du| , (3.107)
0
and 0,V € C(Z x H).

Proof. The argument of proof is analogous to the one used to prove Theorem 3.3.11, so we
only provide a sketch. Let ¢ > 0 and denote by 7, an optimal stopping time for V'(x, h).
Since 7, is admissible but sub-optimal for V(z,h + €), an application of the mean value
theorem yields

V(z,h+e¢)—V(zx,h) <eE, {/ ' e ?2(h, — P’(Xu))a2X3du] :
0

where h. € [h, h + £]. Dividing both sides of the inequality by ¢ and letting ¢ — 0, we obtain

: V(z,h+¢)
lim sup
e—0 5

—Vnh) (g, [ / ey P’(Xu))o2X5dU} - (3108)
0
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3.5 Optimal initial stock holding

For the lower bound we denote by 7, _ the optimal stopping time for V' (z, h+ ¢) and arguing
as above we get

V(:L‘, h + 8) - V(l‘, h) Z 5E$ |:/ h+e 6_2Tu2(h5 . P/(Xu))O'QXidu] )
0

Dividing by ¢ both sides of the inequality, letting ¢ — 0 and recalling the continuity of the
map h — 7, (Theorem 3.4.4) we obtain
h+e)— h Th
liminf L& HE) = V@ h) o { / e 2o (h — P’(Xu))O—Qngu] . (3.109)
0

e—0 g

Combining (3.109) and (3.108) gives
OV (x,h) =E, U ' e 22(h — P’(Xu))UQdeu} :
0

where ;" denotes the right partial derivative. The same arguments can be applied to obtain the
same expression as above also for the left partial derivative 9, V', hence (3.107) holds.
Continuity of the map (x, h) — 0,V (x, h) is easily deduced from P-a.s. continuity of the
maps
(z,h) = (h— P'(XI))o*(XZ)? and (z,h)— 7,

and the dominated convergence theorem. ]

Finally, we give our result regarding an optimal initial stock holding h*.

Theorem 3.5.2. Under Assumption 3.3.7, for each initial stock price Xqg = x € Z,

ari%er?r{nn V(x,h) C (P'(a), P'(b) = int(H).

Moveover, each minimiser h* € argmin, 4, V (x, h) is a solution of the following equation
B =Ty (), (3.110)
where fh was defined in (3.83).

Proof. Fixx € TandletC*:={heH : V(z,h) <M (z)}. We have C* # & due to Proposition
3.3.6. Hence arg min, 4, V' (x, h) C C* given that V' < M and M is independent of h.

Although it is possible that P’(a) or P’(b) are in C*, we will show that the minimum of
V(x,-) cannot be attained there. For that purpose, notice that

OV (z,h) = 241 (z) (h — Th(z))
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Figure 3.6: Top panel: 3-D plot of the value function (z, h) — V' (z, h). Bottom panel: plot of
optimal stock holdings x — h*(z), x — T'(x) and the Black-Scholes Delta x — P’(x) using
parameters 7 = 3%, o0 = 30%, K = 100,b =150 anda = a = K/(1 +d ') = 40.

thanks to (3.107) and with the notation of (3.83). If P'(a) € C?, the inequality I',(P'(a)+) >
P’(a) (see Proposition 3.4.1) implies that 9,V (z, P'(a)+) < 0. Hence the minimum of V' (z, -)
is not attained at P’(a). Similarly, if P'(b) € C*, then 0,V (x, P'(b)—) > 0, so the minimum
of V(z,-) cannot be attained at P'(b).

Consequently, each minimiser ~* of V' (z, -) isin (P’(a), P'(b)) and must satisty 0,V (z, h*) =
0, which is equivalent to (3.110). O]

We used the first order condition (3.110) to numerically compute the optimal initial stock
holding and it turned out that (3.110) admitted a unique solution in all examples we considered.
The top panel of Figure 3.6 displays the three dimensional plot of the value function V. The
bottom panel plots the optimal initial stock holding h*(z), the optimal hedge I'(x) at the rebal-
ance time and the benchmark Black-Scholes Delta P’(x). Notice that the optimal stock holding
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3.6 Remarks on the role of the upper bound b

after rebalancing I'(x) is flatter than the Delta P’(x), thus the constrained trader under/over-
hedges, compared to the Black-Scholes benchmark, if the option is in-the-money/out-of-the-
money.! This reflects the fact that no further trades are possible before 77. For example, if
rebalancing occurs when the option is out of the money (close to b), there is still a positive
probability of reaching the left boundary a before hitting b. Therefore, the optimal stock hold-
ing I'(z) strikes a balance between optimal Black-Scholes hedges P’(b) at b and P’(a) at a.
This is unnecessary in the Black-Scholes setting because the portfolio can be rebalanced con-
tinuously reacting to changes in the underlying price. The optimal initial stock holding h*(z)
exhibits similar flatter characteristics as I'(z) close to boundaries a, b but is steeper than the
Black-Scholes hedge P’'(x) in the middle of the graph. The kinks in the map x — h*(z) corre-
spond to the points £, hg from Figure 3.5. They are the points at which the transition between
single and double boundaries is observed. The steep part of the graph of 2*(z) coincides with

the region where the rebalancing occurs at two boundaries.

3.6 Remarks on the role of the upper bound b

Before moving on to the numerical illustration, it is worth turning our attention to the question
of what happens if we take b = +oc.

In this case, 77 = inf{t > 0 : X; < a} =: 7, and since X has a positive drift, we have
P(r, = o0) > 0. The martingale (e "*X});>¢ is not uniformly integrable and neither is the
one defined by (3.10), for a general admissible trading strategy (7, ). Then the derivation of
(3.12) via optional sampling is not possible (since (3.11) does not hold) and the whole problem
formulation becomes less transparent. We propose here two possible problem formulations and
their corresponding solutions. We note that such solutions appear to be structurally different as
a consequence of different mathematical ways in which we can interpret the event {7, = oo}
in our model.

Thanks to the explicit dynamics of X we can easily derive lim;_,o, e """ X; = 0, P,-a.s., for

all z € (0, 00). Then, using a standard convention on the event {7, = 0o}, we have

e X, = e X L ooy + €T X Dm0y (3.111)

—TTa s —rt __ —TTa
= e alircoop + M e X I, —o0p = €7 Al {7, <00}

Analogously, recalling that the put option price is bounded by K we also have

e P(X5,) = e P(Xr ) <oy = €T P(@) L, <o) (3.112)

"'We are grateful to an anonymous reviewer for this observation.

66



3.6 Remarks on the role of the upper bound b

3.6.1 Zero-mean tracking

With the aim of retaining a zero-mean tracking error analogue to (3.11) we set
T, = inf{t > 0: X; > n}, forn € [a, 00),
and, recalling that 77 = 7,, we study the problem

V(z):= inf limsupVar, e ™ (1120 — P(Xrnn))] (3.113)
(T0)EAF  ntoo T

where A$° is defined in the same way as Definition 3.2.1 with Z replaced by (a,c0) and 7§
replaced by 7. Notice also that we have h € H = [P’(a),0]. With this approach the mean
tracking error can be computed as

lim E, [e_”“/w" (H:;QAT" - P(X’Ta/\’rn))] =0

n—o0

by an application of optional sampling for each n > a given and fixed. Clearly for b < oo
problem formulations (3.12) and (3.113) are equivalent since 77 = 77 A 7,, for all n > b.

As in Sections 3.2 and 3.3.1 (with a slight abuse of notation) we have

Ta\Tn
V(z) = (Tﬂi)réago lirilTilp E. [/O e 2 F( Xy, 0y)du| =: i%f{V(:v,h), (3.114)
where
TNATh -
V(z,h) = inf limsupE, { / e f( Xy, h)du + e TN M (X g ha) |
T7<7a,h1 EHT, ntoo 0

(3.115)

and Ta/\T;
M,(z,¢) == E, U e 2 f (X, Q)du] , (eR, zel. (3.116)

0

First, we show that lim,,1 M\n(x, () = oo for all ¢ # 0. Then we will use it to argue that the
infimum in (3.115) is attained for hA; = 0.

For eachn > a and = € (a,n) we have
Ta/N\Tn
E. { / e 2 f (X, {)du} (3.117)
° Ta\Tn Ta/\Tn
= C’E, { / e_QTUUQXSdu] — 2CE, { / e P (X))o’ X2du
0 0

Ta/\Tn
+ E, { / e_QT“(P’(Xu))QGQXSdu} .
0

67



3.6 Remarks on the role of the upper bound b

The first term on the right-hand side can be written using (3.21) as

e [ [ g2y 3.118
[ e oo
=w, ! (cpn(x)/ ¢(z)0222m'(z)dz+w(9&)/ gon(z)0222m’(z)dz),

where 1) and ¢, are, respectively, the increasing and decreasing fundamental solutions to
(3.18), with boundary conditions ¢(a+) = 0, ¢¥'(a+) > 0 and p,(n—) = 0, ¢/, (n—) < 0,
while w,, is the associated Wronskian. These quantities can be computed explicitly as in (3.20)
and (3.23), and they read

w(m) = N — an*QQxQQ’ SOn(HU) = 2 _ an*lhwfh’ Wy, = UA}(l _ (a/n)m*%)’

where ¢, < 0 < ¢ are given in (3.17).

Clearly w,, T w and @, (z) T 2% as n — oo. Then, the first integral on the right-hand
side of (3.118) remains bounded as n — oco. For the second integral we have, by monotone
convergence,

lim on(2)0?2*m! (2)dz = / 220%22m/(2)dz = +o0,

n—oo T

where the final equality can be easily obtained by recalling the expression of m/(z) (see, (3.22))
and upon noticing that ¢ + d + 1 > 0. Using the same method one can check that the second
and third terms on the right-hand side of (3.117) remain finite as n — oo, due to the damping
effect of P'(x) as x — oo. Then, we have lim, Z/W\n(x, ¢) = +oo unless ¢ = 0.

For any 7 < 7, and h; € H] , using ]\/Zn(n, hi) = 0 we obtain
TNTn, o
E:): |:/ ei2ruf(Xua h)du + 672T(T/\Tn)Mn<XT/\Tm hl):|
0

TNATn -
=E, [/ e 2 f( Xy, h)du + ez”Mn(XT,hl)]l{T<Tn}] ,
0

Since 7,, T coasn — oo, f > 0 and M,, is non-negative and increasing in n, we can apply

monotone convergence theorem to pass the limit under expectation. Hence,

TNATn -
limsup E, [/ e f( Xy, h)du 4 e 2" M, (X, hl)]l{7<7n}}
0

nToo

=E {/ 672Tuf(X“’ h)du + hTIIl 672717—]/\4\%()(77 hl)]l{7'<7'n}:| :
0 ntoo
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Recalling that lim,, 1o ]\/4\n(x, () = +oo for ¢ # 0, we have that the second term above is
infinite unless h; = 0, P,-a.s. It follows that the infimum in (3.113) must necessarily be

attained for h; = 0, P,-a.s., and using the tower property we have

limsup E, 672”]\//7,1()(7,0)]1{7@”}] =E, [/ eQT“(P’(Xu))2a2X3du} = E, [e*QTTM(XT)} )
nToo r

In light of the above, the hedging problem becomes

V(z,h) = inf E, { / ' e 2 f (X, h)du + e‘QTTM(XT)] :
0

T7<Tq

In this case, we have
G(z,h) = (L —2r)M(x) + f(x,h) = c*2x*h(h — 2P'(x)),

and it is easy to check that, for each h € H, the map x — G(x, h) has a unique root x5 =
zp(h/2) on (a,00) (see (3.64)). It follows that G(x, h) < 0 for z € (a,z¢) and G(z,h) > 0
for x > x5. By the same argument as in the proof of Proposition 3.3.10 we have that C;, =
(a,z}) for some =} > x¢ that can be found explicitly by solving an analogue of (3.73). The
corresponding optimal hedging strategy prescribes to clear the stock position (i.e., h] = 0) as

soon as the stock price X; enters the interval [z}, 00).

3.6.2 Non-zero mean tracking error

We can formulate the problem directly with the random time horizon 77 = 7,. With the same
notation as in Section 3.6.1, here we want to solve

V(r)= inf Var, [ (I~ P(X2,))]

and we will indeed produce explicit solutions.

Consider an admissible strategy
7=0 and h; = P(a)a™?,

i.e., the rebalancing is immediate at ¢ = 0 and the bond holding after the trade is m =
P(z) — hyz. The discounted portfolio value associated to the above strategy is I, ;= e 11, =
P(a)a"te "X, + m. Using (3.111) and (3.112) the tracking error at time 7, is deterministic
and amounts to

e (I, — P(X,,)) = m.
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3.6 Remarks on the role of the upper bound b

Hence, the associated variance is zero and the proposed strategy is optimal.
There is, however, a catch: the hedging portfolio under-replicates the claim. Indeed, recall-

ing the expression for m we have
e (I, — P(X,,)) = m = P(z) — (z/a)P(a) <0, P,-as.,

for all z > a, where we used that P(z) < P(a).

One can, however, construct a strategy with a non-negative tracking error (the portfolio
value I1,, dominates P(X,,), P,-a.s.), but with non-zero variance. This strategy prescribes to
initially take a position & = P’(a) in stocks (recall that P’(a) < 0 so this is short-selling), and
buy mg = P(x) — hx bonds. We will show that, on the one hand, if the stock price approaches
the boundary a, the value of this portfolio grows and allows us to rebalance to a perfect hedge
for the boundary a. On the other hand, if the stock price diverges to oo before rebalancing,
the discounted portfolio value converges to mg thanks to (3.111); it follows from h < 0 and
P(x) > 0 that mg > 0, so the tracking error is non-negative as required.

Before rebalancing the hedging portfolio evolves according to e"*mgy + hX;. We choose

the rebalancing time so that a perfect hedge can be constructed. We set
T =7":=Iinf {t >0:e"my+ hX, = XtP(a)a_l}, (3.119)

and hy = P(a)a™! so that the whole portfolio wealth e"*mg + hX; is invested in stocks. The
strategy is clearly self-financing and in order to show that it provides a hedge we first show
that 7* < 7,, P,-a.s., i.e., the rebalancing occurs before hitting the boundary a.

First of all the stopping time 7* can be rewritten as the first time the discounted stock price
Xt = e " X, falls below a certain threshold:

) - mo
*=inflt>0: X, < —— %
! ““{— t—a1P<a>—h}

Using that a=' P(a) > z~'P(x) for all x > a by the monotonicity of y — P(y), we have

mo a7 'P(x)—h

- = Xo = Xo.
a'P(a)—h a'P(a)— Rt 0 0

Therefore 7 > 0, P,-a.s. Since the mapping y — P(y) — hy is strictly increasing for y > a
(because P'(y) > P'(a) = h) we also have

P(z) —hx  P(x)—hx
a-'P(a) —h  P(a) — ha
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so that X; = (P(x) — hz)/(a"'P(a) — h) implies X, > a and therefore 7, > 7*, P,-a.s., as
needed.
Denoting by II; the portfolio value, we have I1,, = P(a) on {7, < co}. Using (3.111) and

(3.112) the discounted tracking error at time 7, amounts to
e e (HTa — P(X‘ra)) =e (HTa - P<X7a))]1{7—*:oo} = mO]l{T*zoo}7 P.-a.s.

Hence, neither the associated variance nor the expectation is zero but the portfolio value dom-
inates the payoff at time 7.

The hedging strategies obtained in Section 3.6.2 seem economically unintuitive as they
prescribe to take a long position in the stock and null investment in bonds after the rebalance.

It should be clear that this is a mathematical artefact due to the infinite-time horizon.

3.7 Numerical comparisons

We assess the performance of our optimal hedging strategy against the performance of ad-
hoc strategies inspired by those often used in practice (see [130, Ch. 6]). The quality of each
strategy is measured in terms of the variance of the tracking error at 77.

We consider five hedging strategies:
(Strategy 1) Our optimal strategy (0%, 7*).
(Strategy 2) Start with an initial stock holding 6y = P’(z) and rebalance at the stopping time
Co=inf{t>0: X7 ¢ ((a+x),50b+2))},
with the classical Delta hedge ; = P'(X?); then hold until 7.

(Strategy 3) Start with an initial stock holding 6, = P’(z) and rebalance when the Delta of

the current stock price leaves a certain region. That is, let
pr=inf{t >0: P(X}) ¢ (5(FP'(a) + P'(2)), 5(P'(b) + P'(x))) }
and rebalance at p with the classical Delta hedge ¢, = P'(X7); then hold until 7.
(Strategy 4) Start with 6y = ['(z) and hold the same amount of stock until 77.

(Strategy 5) Start with 6, = P’(x) and hold the same amount of stock until 77.
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Figure 3.7: A simulation of stock price and the optimal hedging strategy 1 using parameters
r=3%,0 =30%, K = 100,a = 90,2 = 100, b = 130.

An illustration of Strategy 1, which is the optimal one from our analysis, is given in Figure
3.7. Strategies with fixed thresholds, like Strategy 2 and 3 above, are popular in the finance
sector (see [130, p. 95]) and have an intuitive meaning: the trader makes the portfolio Delta-
neutral when the underlying stock price or the associated Delta diverge by a ‘fixed amount’
from their initial values. Such an ‘amount’ of course can be chosen in several different ways;
here we only display results for the specific choices made above. However, other specifications
of the intervals in the stopping rules ¢ and p give results qualitatively consistent with those
presented in this section.

Strategies 4 and 5 are so-called static hedging strategies. In Strategy 4 the static hedging
is optimal in the sense that I'(z) minimises the variance of the tracking error when no other
rebalancing is allowed.

We evaluate the performance of these five strategies by conducting three experiments: we
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Figure 3.8: Sample variance of the hedging error for different values of X, with parameters
as in (3.120).

calculate the sample variance of tracking error with different values of initial stock price X,
volatility o and upper re-assessment boundary b, respectively, when other parameters are fixed.
In all experiments, the estimates are based on the same N = 1000 sample paths of the stock

price and model parameters are fixed as
r = 3%,0 =30%, K =100, X, = 100,a = 90,b = 110. (3.120)

For the first experiment we consider 10 different values for the initial stock price X evenly

spaced in the interval
[91, 109]

with all other parameters fixed as in (3.120). As shown in Figure 3.8 and Table 3.1, the variance
of the tracking error for Strategy 1 is at least 40% lower than the variance for the dynamic
strategies 2 and 3, and at least 15% lower than the variance for the static hedging strategies 4
and 5. It is worth noticing that the static strategy 4 outperforms the dynamic strategies 2 and 3.

In the second experiment, we take 10 values of the volatility o evenly spaced in the interval
[20%, 40%]

with all other parameters fixed as in (3.120). Results are shown in Figure 3.9 and Table 3.2.

Our optimal strategy (Strategy 1) produces the variance of the tracking error which is about
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Table 3.1: Sample variance of the hedging error (%) for different values of X with parameters
as in (3.120).

Strategy 1 Strategy 2 Strategy 3 Strategy 4 Strategy 5

Xo =091 0.29 1.23 1.20 0.58 2.04
Xo=93 0.98 2.55 2.49 1.61 3.44
Xo =095 1.38 3.37 3.22 2.13 3.53
Xo =97 1.69 3.35 3.26 2.26 2.63
Xo =99 1.91 3.39 3.42 2.27 2.29
Xo =101 1.72 2.93 2.98 2.17 221
Xo =103 1.42 2.77 2.79 2.00 2.64
Xo =105 1.28 2.50 2.62 1.88 2.85
Xo =107 0.91 2.38 2.55 1.42 3.04
Xo =109 0.41 0.99 1.01 0.68 1.60

30 — 40% lower than the variance for strategies 2 and 3, and about 15 — 20% lower than the
variance for strategies 4 and 5. The relative gap between different strategies does not vary
significantly as the volatility changes. Strategies 4 and 5 produce almost the same results; this
happens because X, is taken as the middle point in (a, b) and therefore the difference between
P'(Xy) and I'( X)) is very small (for example, when o = 31.11% we have P’(100) = —0.2110
and I'(100) = —0.2115). Strategies 2 and 3 also give very similar results, but they are out-
performed by the static strategies.

The steep decline of all graphs in Figure 3.9 may seem at odds with the intuition that a high
volatility corresponds to a risky trading environment. However, a high volatility also causes
the option price to change slower as a function of the stock price: the difference P(a) — P(b)
is above 0.14 for 0 = 20% and less than 0.05 for 0 = 40%. A larger volatility makes the
tracked values closer to each other and, hence, the tracking problem easier. This intution was
confirmed by extensive numerical studies with representative results for in-the-money and out-
of-the-money options displayed on Figure 3.10.

The third experiment studies the effect of the upper boundary b. We take 10 values of b
evenly spaced in the interval

[105, 150]

with all other parameters fixed as in (3.120). The results are displayed in Figure 3.11 and

Table 3.3. For values of b close to Xy, the variance of the tracking error for all strategies is
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Figure 3.9: Sample variance of the hedging error for different values of o with parameters as
in (3.120).

low because the stock price leaves the interval (a,b) quickly. Observe that when b is large,
the dynamic optimal strategy 1 produces the variance which is 40% lower than the second
best (Strategy 4). This gap shrinks to about 20% when b is small. This indicates that both
dynamic hedging and optimisation are important when one of the re-assessment boundaries is
far away from X. Quite remarkably, in all the above experiments, the optimised static hedging
(Strategy 4) gives a smaller variance of the tracking error than strategies 2 and 3, despite the

fact that the latter two allow for one rebalancing opportunity.

75



3.7 Numerical comparisons

So = 140, a = 90, b = 150 Sy =170, a=65b="75

[ —k—st 1 \ —k—st 1

st 3 sh\ st 3| |
10 F ——st 4] ——st 4
75&\ —f—st 5|4

Variance (%)
Variance (%)

Figure 3.10: Sample variance of the hedging error (%) for different values of o with parameters
r = 3%, K = 100 and deep out-of-the-money option (left panel) and deep in-the-money option
(the right panel).

Table 3.2: Sample variance of the hedging error (%) for different values of o with parameters
as in (3.120).

Strategy 1 Strategy 2 Strategy 3 Strategy 4 Strategy 5

o = 20.00% 6.48 11.10 11.03 8.03 8.03
o =22.22% 4.68 8.21 8.14 5.74 5.78
o =24.44% 3.55 5.98 6.17 4.49 4.50
o =26.67T% 3.05 4.78 4.82 3.58 3.57
o =28.89% 277 4.00 4.20 3.38 3.38
o=31.11% 1.71 3.07 3.05 1.98 1.98
o =33.33% 1.30 2.09 2.09 1.58 1.58
o =35.56% 1.26 2.08 2.14 1.49 1.50
o =37.78% 0.94 1.55 1.58 1.20 1.20
o = 40.00% 0.76 1.28 1.29 0.93 0.94
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Figure 3.11: Sample variance of the hedging error for different values of b with parameters as

in (3.120).

Table 3.3: Sample variance of the hedging error (%) for different values of b with parameters

as in (3.120).

Strategy 1 Strategy 2 Strategy 3 Strategy 4 Strategy 5

b =105 0.51 1.12 1.14 0.66 0.88

b=110 1.84 3.10 3.21 2.20 2.20

b=115 4.12 7.40 7.24 5.29 5.65

b =120 5.85 13.26 13.06 8.11 10.03
b=125 9.45 22.75 21.14 14.04 20.21
b=130 13.23 35.68 32.63 20.69 33.07
b=135 18.91 45.82 40.91 29.04 51.60
b =140 21.58 68.40 6191 38.00 72.40
b =145 29.38 94.32 76.60 48.59 98.58
b =150 37.14 111.93 106.53 68.92 127.93
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Chapter 4

The American put with finite-time
maturity and stochastic interest rate

4.1 Introduction

"Pricing of American options is a classical problem in mathematical finance which has at-
tracted continuous attention since the initial work of McKean in 1965 [101]. Its study has also
become a benchmark for methodological developments of optimal stopping theory and the as-
sociated free boundary problems. In this chapter we contribute to this strand of research by
studying the American put option on a Black and Scholes market with a stochastic interest rate
and finite-time maturity. The stock price and the interest rate are driven by (possibly) corre-
lated Brownian motions. We assume the interest rate dynamics either follows the CIR model,
or more generally has time independent and Lipschitz continuous coefficients.

American option pricing with stochastic interest rates has already attracted a lot of atten-
tion in the literature, mainly focussing on approximations and numerical methods. Lattice
(tree) based methods are employed by Appolloni, Caramellino and Zanette [6] to price options
in Black and Scholes model with CIR interest rate dynamics and by Battauz and Rotondi [12]
in a model with Vasicek interest rates. Geske and Johnson’s ([73]) approximation of discretely
exercised American options prices is adapted by Ho, Stapleton and Subrahmanyam [78] and
Chung [35] to a class of stochastic interest rate models that lead to log-normally distributed
bond prices. An alternative approximation is provided by Menkveld and Vorst [104]. A frame-

work for option pricing with Heath, Jarrow, Morton’s [77] bond market model is developed

I'The results from this chapter form part of the article [26], which is currently under review.
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by Amin and Jarrow [5] with a binomial-tree-based implementation of pricing of foreign ex-
change options performed in Amin and Bodurtha [4].

Hedging underlies the success of mathematical finance in derivatives markets. A rigorous
theory that links hedging of American options with solutions of optimal stopping problems
was initiated by Bensoussan [15] using PDE methods and extended by Karatzas [86] to more
general models and payoffs thanks to the martingale theory of optimal stopping. A hedg-
ing strategy for an American option consists of an investment portfolio and a non-decreasing
cumulative consumption process which increases only when the state-time process is in the
stopping set. As shown in Chapter 2 Section 2.3.1, in the Black and Scholes model with con-
stant interest rate, the classical Delta hedge is known to replicate the option. Our work seems
to be the first to rigorously derive the hedging strategy for American put options on a market
with a stochastic interest rate. This is accomplished thanks to the C'-regularity of the value
function that we are able to prove and which did not appear in previous works.

A characterisation of an optimal stopping boundary as solution to a (system of) integral
equations has been known since the earliest works (see Van Moerbeke [133]). In more recent
works [33, 80, 89, 107] the stopping boundary for the classical Black and Scholes market with
constant interest rate is shown to be the unique solution to an uncountable system of integral
equations arising from the early exercise premium decomposition of the option price. A break-
through came with the work of Peskir [111] where he shows that the stopping boundary is
the unique continuous solution of a single integral equation. The key observation in [111]
is that the integral equation only needs to be satisfied for stock prices at the boundary while
earlier results required that it does so for all stock prices at and below the boundary. Peskir’s
[111] integral equation opens doors to side-stepping the computation of the value function
in the process of determining the optimal exercise strategy; see numerical methods designed
in [90, 98]. Our work extends Peskir’s [111] results to the market with a stochastic interest
rate and the optimal boundary being a two-dimensional surface. It is also the continuity of
the boundary that allows us to establish the uniqueness of solutions to the integral equation.
A closely related paper that furthermore motivated our numerical approach is [46] where the
authors solve an integral equation for Black and Scholes market with stochastic volatility.

The regularity of the value function in one-dimensional optimal stopping problems is often
phrased as smooth-fit. In Chapter 2 Section 2.3 and Chapter 3 Section 3.3.4, we have illustrated
the importance of the smooth-fit in uniquely determining explicit solutions to the optimal stop-

ping problems. In a Black and Scholes model with constant interest rate, as stated in Theorem
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2.3.2, the smooth-fit for American options with finite-time maturity is understood as continu-
ous differentiability of the value function with respect to the stock price, for each fixed value
of the time variable. That is a “directional” derivative and continuity is only considered with
respect to one variable. Sobolev space regularity is studied in [82] for American options on
multiple assets and deterministic, time-dependent discount rate under the assumption of uni-
form ellipticity of the associated second order differential operator. By Sobolev embedding it
is possible to determine continuous differentiability of the value function with respect to the
initial values of all the assets but not with respect to time. Continuous differentiability with
respect to time and stock price for the value of the American put with finite-time maturity and
constant interest rate is obtained in [42] along with other complementary findings about con-
tinuous differentiability of the value function for a large class of optimal stopping problems. In
this chapter, we refine the arguments from [42] removing global integrability conditions that
may not hold in our set-up.

The early exercise premium formula for American options is studied in great generality, in
non-Markovian problems beyond the setting of the American put option by Rutkowski [124]
with methods from martingale theory. The nature of the methods employed in [124] to derive
their main results is such that the emphasis is removed from the optimal boundary, which in
fact only appears in specific examples ([124, Sec. 3]) as a time-dependent function. Here
instead we derive the early exercise premium formula starting from the analysis of the optimal
boundary (and its regularity) as a function of time and one stochastic factor from our two-factor
model.

Rutkowski’s work [124] is later applied by Detemple and Tian [45], who study the pricing
of American call options in a general diffusive model with a d-dimensional Brownian motion.
They formulate assumptions under which there is a single exercise surface but without proving
its continuity. In a Black and Scholes market model with Vasicek interest rates, they justify
the existence of the optimal exercise boundary for the American call option. Using the general
early exercise premium formula in [124], they show that this exercise boundary solves an
integral equation of the same form as in this chapter. However, the uniqueness of the solution
to this integral equation is not discussed. To numerically compute the solution, they truncate
the domain of the interest rate and use step functions to approximate the exercise boundary. In
section 4.9, we will use a different method based on Picard iteration to compute the exercise
boundary for the American put option with Vasicek interest rates.

This chapter is structured as follows. Section 4.2 introduces the market model, main as-

sumptions and notation. In Sections 4.3 and 4.4, under the sole Assumption 4.2.1, we establish
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continuous differentiability of the value function v(¢, r, ) (jointly in all variables), along with
its monotonicity in (¢, 7, z) and convexity in x. We also prove the existence and monotonicity
of an optimal exercise boundary and present two possible parametrisations of it. Then, in Sec-
tions 4.5—4.8, under a mild additional assumption on o and 3 (Assumption 4.5.1) we derive
continuity of the optimal exercise boundary (as a function of two variables) and an integral
equation that uniquely determines it (also under Assumption 4.5.3). We also obtain the early
exercise premium formula for the option price and the hedging portfolio that replicates the
option’s payoff at all times. Finally, a numerical study with interest rates following Vasicek

model is presented in Section 4.9 along with a sensitivity analysis.

4.2 Problem formulation

Let (Q, F,P) be a complete probability space carrying two correlated Brownian motions
(Bt)i>o and (Wy)¢>o with E(W;B,) = pt forall t > 0 and a fixed p € (—1,1) (here E(-)
is the expectation under P). We denote by (F;);>¢ the filtration generated by (B, W) aug-
mented with the P-null sets. On this probability space we consider a financial market with
one risky asset (X;):>o and a bond. The asset and the risk-free (short) rate (1):>( take values,

respectively, in intervals R, := (0,00) and Z C R, and follow the dynamics

dXt = TtXtdt + UXtdBt, X() =, (41)

dry = a(ry)dt + B(ry)dW;, ro =T, 4.2)

with «, 8 : T — R specified below. The probability measure P is a risk neutral measure for
this market. We denote by 7" > 0 a fixed finite trading horizon.

Throughout the chapter we assume o > 0 and Z = (r, 7) (with Z possibly unbounded). The
right boundary 7 is unattainable in a finite time (it is a natural or entrance-not-exit boundary).
The left boundary r is either unattainable or reflecting. It will become clear later that the exact
behaviour of the interest rate process at this boundary is irrelevant for the majority of results
and their proofs. For the dynamics of the interest rate our benchmark example is the CIR
model, but, with a relatively small additional effort, our results cover other stochastic interest

rate models, e.g., Vasicek model. Therefore, we make the following standing assumption:
Assumption 4.2.1. The coefficients o and 3 in (4.2) meet one of the conditions below:

(i) (CIR model) For k,0,~v > 0 we have a(r) = k(0 — r) and B3(r) = ~v+/r.
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4.2 Problem formulation

(ii) « and [ are globally Lipschitz and continuously differentiable on bounded subsets of T
with 5(r) > 0 forallr € Z, and 7 > 0 > r. For any compact set K C I, and any
p € [1,p'] for some p' > 2 and T > 0, there is Cy > 0 (depending on T, p and K) such
that

sup E [ sup e~ Jo rudu
rekl 0<s<T

To = T‘:| S Cl. (43)

The assumption that 7 > 0 cannot be relaxed without trivialising the pricing problem. A
strictly positive lower boundary r could, however, be of interest. For the clarity of presentation,
it is omitted but it can be studied with similar methods as those developed in this chapter.

The above assumptions are sufficient to guarantee that (4.2) admits a unique strong solution
defined on Z. In the case of CIR model, we also have x6 > 0 which implies that the spot rate is
non-negative (but not necessarily strictly positive), see e.g. [83, Sec. 6.3.1], so the left boundary
r = 0 is reflecting (also non-attainable if 6 > o%/2). Hence, the bound (4.3) is satisfied with
the constant C'; = 1. The linear growth of o and /3 in (4.2) guarantees that for each p > 2 there
is Cy > 0 only depending on 7" and p, such that [93, Thm. 2.5.9]

E[ sup [rsf? [ro=7] < Co(1+ |rP), forr € 7. 4.4

0<s<T

Under Assumption 4.2.1, the solution of (4.1) may be expressed as

t
Xy =zexp <oBt + / (7“5 - %2)613) 5 fort > 0, (4.5)
0

so that X depends on both initial values r and x. On the contrary, the dynamics of the interest
rate does not depend on the initial asset value. The coupling between the processes (7;);>o and
(X¢)i>0 stems from formula (4.5) and the correlation between the Brownian motions. To keep
track of the dependence of the processes on their initial values, in what follows we often use the
notation (1}, X;"");>¢ for the process started at r; = r and X" = z. Also we may sometimes
use the notation Py ,.,(-) =P(-|ry =7, Xy =), P, =Pg,z, and P,.(-) = P(-|rg =1).
The rational price of an American put option with maturity time 7', strike price KX > 0,

written on the asset X and evaluated at time ¢ € [0, 7] is given by

T +
v(t,r,z) = sup E,, [e Jo et (K — XT> 1 , (4.6)

0<T<T—t

where r € 7 and € R, are, respectively, the values of the spot rate and of the asset at time ¢,

the function (- )* denotes the positive part and the optimisation runs over all (F;):>o-stopping
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times bounded by 7" — ¢. The above is an optimal stopping problem with Markovian structure
and a 3-dimensional state space.

Since the process
— [tryd
t—e fOTs S(J( —AXt) (4;)

is non-negative and continuous, and thanks to the integrability condition (4.3), we can rely on
standard optimal stopping theory (see, e.g., [88, Appendix D]) to conclude that the smallest
optimal stopping time for (4.6) is P, ,-a.s. given by

7= inf{s >0 : v(t+ 8,74, X,) = (K — X,)*}, (4.8)

where we note that 7, < T — t since v(T,r,z) = (K — z)". Clearly 7, = 7.(¢,r, ) depends
on the initial value (¢, r, z) of the 3-dimensional state process (t + s, 7’5, Xs)s>0-

The form (4.8) of 7* gives rise to the so-called continuation set C and its complement, the
stopping set D, that is

C:={(t,r,x) € [0, T xIT xRy : v(t,r,z) > (K —z)"}, 4.9)
D= {(t,r,2) € [0,T] x T x R, : v(t,r,z) = (K — z)*}. (4.10)

Upon observing the spot rate and the asset value, at each time the option holder must decide
whether to hold the option or to exercise it. She should wait (possibly trading the option on the
market) if (¢, 7;, X;) € C since the option value is strictly larger than the payoff of immediate
exercise. On the contrary, if (¢, 7, X;) € D the option should be immediately exercised. Notice
that

{T} xIT xR, CD.

Remark 4.2.2. Serting
D, :=exp ( —/ rudu), Vii=v(t+s,r5,Xs) and Yy := D,V
0
(i.e., Y is the discounted option value process), we have that [8S, Appendix D]

(Ys)sefo,r—q is a right-continuous P, ,-supermartingale, 4.11)

(Ysnr, )scjo,r—q is a right-continuous P, ,-martingale. 4.12)

We will soon show (Proposition 4.3.3) that v is a continuous function, so that Y is a continuous

process.
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Notation. We set
O:=1[0,T) xT xRy, (4.13)

and denote by 9C the boundary of C in O, i.e., C := (CN O) \ C.
For future frequent use we denote by £ the infinitesimal generator of (r;, X;);>0, which,
for any f € C*(Z x R) reads

okt Br)

Lf = —5—foa+ =57 frr + poxB(r) fra+ v fo + alr) fr, (4.14)

where f,, f. and f.., fz, fz2 denote, respectively, the first and second order partial derivatives
of f.

4.3 Optimal stopping boundary

In the classical Black and Scholes model with constant interest rate, the stopping set is deter-
mined by a boundary: it is optimal to exercise the option the first time when the stock price
drops below this boundary. A similar characterisation of the stopping region D can be de-
rived in our model with the difference that the stopping boundary is a surface. To this end, we

research monotonicity properties of the value function.

Proposition 4.3.1. The value function v is finite for all (t,r,x) € O and it satisfies the follow-

ing conditions:
(i) t — v(t,r, ) is non increasing for all (r,x) € T x R,
(ii) r — v(t,r, ) is non increasing for all (t,x) € [0, T] x R,
(iii) x — v(t,r, x) is convex and non increasing for all (t,r) € [0,T] x Z.

Proof. Finiteness of v follows by (4.3) and boundedness of the put payoff. Monotonicity in (7)
is also a trivial consequence of the fact that the discounted put payoff is independent of time.
For (ii) we argue as follows: since r — r} is increasing P-a.s. for all ¢ € [0, T'] (by uniqueness

of the trajectories) we get, for any € > 0

T rte a? \+
U(t7r + £, fI/') - sup E |:<Ke_f0 Tt+ dt erBT_ 5 7—) :|
0<r<T—t

T T g_ +
< sup E[(Ke_fo 7"tdt—xe"B*_27> ]:v(t,r,x)

0<r<T—t
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where we took the discounting inside the positive part and used (4.5).

Finally, monotonicity in (i77) is a simple consequence of monotonicity of (4.5) with respect
to = and the fact that © — (K — z)" is decreasing. Convexity also follows by standard
arguments: fix A\ € (0, 1), take x and y in R, and denote x := Az+(1—\)y. By the convexity
of the put payoff, using that X"™** = AX"™* 4+ (1 — X)X and that sup(f+¢g) < sup f+supg,
it is not hard to verify that v(¢,r, x)) < (¢, r,x) + (1 — No(t, 7, y). O

The monotonicity in ¢ and = and the convexity in x is the same as in the classical Black and
Scholes model and the proof is very similar. The dependence on 7 has financial explanation:
larger interest rate implies stronger discounting of future cash flows and, hence, lower present

value.

Remark 4.3.2. In the case T' = +o0o (perpetual option) the discounted payoff process (4.7) is
still uniformly integrable and continuous. This implies that, letting v, denote the value of the

perpetual option, the stopping time
Too — lnf{t Z 0 . Uoo(rt,Xt) = (K — Xt)+}

is optimal by standard theory and (4.11)—(4.12) continue to hold in this setting (see, e.g., [ 128,
Ch. 3, Thm. 3]).
Moreover, the proof of Proposition 4.3.1 can be repeated step by step, upon also noticing
that
)?t = I “dth, t>0
is a continuous martingale with lim;_, . )?t =0, P-a.s. Sor — vy (r, x) is non-increasing and

T Voo (1, ) is convex and non-increasing.

From the general optimal stopping theory we expect that the value function v be continu-
ous. In our case, we can show that v is actually locally Lipschitz as presented in Proposition

4.3.3 (without relying on the form of the stopping set).

Proposition 4.3.3. (Lipschitz continuity). For any compact K C O there exists a constant
Li > 0 such that

lu(t, 71, 1) — v(t2, 72, 32)| < Lic([t1 — ta| + |11 — ra| + |21 — 22]) (4.15)
forall (t1,r1,21) and (ta, 72, x2) in K.

Proof. We look separately at Lipschitz continuity in the three variables. Arguments for r and
x are quite standard while the main argument for the Lipschitz continuity in ¢ goes back to [82,
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Thm. 3.6]. However, in our framework the interest rate is random and the coefficients of the

underlying process are state dependent, which results in some additional difficulties.
Continuity in z. Fix (t,7) € [0,T) x Z and take z; < x5 in R,. Let 7y := 7.(¢,r, 1) and
note that it is admissible for v (¢, , z5). Using Proposition 4.3.1(iii), the explicit expression for
X" in (4.5) and the Lipschitz property of the put payoff, we get
0< ’U(t, T, xl) — U(t, T, 1-2) <E [e*fo‘rl T‘st((K . Xr,m)Jr _ (K . Xr,:tg)Jr)]

0.2
S E|:€o'Bfl_?7'1i| (Q:'Q — xl) = (.TQ — Il),

where in the last equality we used Doob’s optional sampling theorem.

Continuity in r. Fix (t,z) € [0,T) x R, and take r; < 5 in Z such that (¢,7r,x) € K.
Denote, for simplicity, r! := 7" and r? := r™ and notice that 72 > r} for all ¢ > 0 P-a.s. Set
7 := Ti(t,r1, z). From Proposition 4.3.1(ii) and simple estimates we obtain

0<wv(t,ry,x)—v(t,r, v) < KE [6_ Jotrids o= Jot ’“zds} —KE [e‘ Jo! rads (1—6_ Is! (Tg‘ri)dsﬂ

< KE |:6_ I 7“;ds/ l(rg — T;)ds] :
’ (4.16)
To complete the proof we consider separately cases (i) and (i) in Assumption 4.2.1. Let us
start with (7): using that 7} > 0 for ¢ > 0, and the explicit form of the SDE in the CIR model,
we get

T1 T—t
E[e’ Jo! ’”ids/ (r? — r;)ds] < / E [r? — r;] ds
0 0

= [ efra -+ [ wot s < (000 -

where we have used the integral equation for (r;) and that 72 > r}.
If Assumption 4.2.1(i1) holds instead, we apply Holder inequality:

E|:e*f0q rlds /OTl(rg _ r;)ds] < (E [672f0T1 réds])é <E[(/O
< 011/2((T —1) /OTt E [(r? — r;)ﬂ ds)é,

where C'; > 0 is the constant from (4.3) which depends on K. To conclude it is sufficient to

T—t

(r? — ri)ds) 2])% 4.17)

use moment estimates for SDEs [93, Thm. 2.5.9] which guarantee that

E [ sup (12 — r;)Q} < d(ry—1)? (4.18)

0<s<T
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4.3 Optimal stopping boundary

for some ¢’ > 0 only depending on 7" and the coefficients in (4.2).

Continuity in t. For t € [0,T), define rl " := ryr_y and X " := X, (7_y) for u € [0,1].
The couple (Tf*t, ngt)ue[o,u is a strong solution to (see, e.g., [11, Ch. 1, Prop. 8.6])

dX! ' = (T —tyl "X 'du+ 0 X! 'dB,,  X]'=u,
dri=t = (T — t)a(rl =) du + 6(T5_t)qu, et =,

where (B, W )uep,1] := (Bu—t), Wu(r—1t) Juefo,1]- Using these processes, we can rewrite (4.6)
as
0 +
v(t,r,z) = sup E,, [exp {— (T —1) / rf*tdu} (K — X7 *t) } , 4.19)
0<6<1 0
where for any (F;)s>o-stopping time 7 in [0, 7" — ¢] the random variable § := 7/(T" — t) is an
(Fu(T—t) )uefo,1]-Stopping time.
Since the process (Byr—t), Wu(r—t))ueo,1] is identical in law to

(\/T - tBua \/T - th)uE[O,l]a

with a slight abuse of notation we can identify (rl —* XT “")uep,1] With the unique strong solu-

tion of
dX] 7 = (T =ty X du+ VT —toX| 'dB,,  Xj'=u, (4.20)
drl~! = (T — )a(rlT~)du+ VT —t5(rT )W, 1§~ =, (#-21)

and take stopping times 6 € [0, 1] in (4.19) with respect to the filtration (F;) generated by
(B, W). In what follows we denote by 6, = 0,(t, r, x) an optimal stopping time for (4.19).

Fix now 0 < t; <t < T and set ! := 7= 2 .= yT=%2 Let 0; := 0,(t1,r,z) and for
1 = 1, 2 denote also

0.2

R:;:<T—ti>/ rids and X[ =exp (VT —10B,— (T ~1)5u),
0

so that X7~ = ze~RuXT~% We remark that 6; is also admissible for the problem in (4.19)
and the underlying dynamics (4.20)—(4.21) with ¢t = t5, because it is an (Fy)s>o-stopping
time in [0, 1]. Indeed the advantage of (4.19) with (4.20)—(4.21) is that the class of admissible
stopping times no longer depends on the initial time ¢.

Recalling Proposition 4.3.1(i) and using Lipschitz continuity of = — ()™ we have
. + ) . +
<K€_R31 — xXg;”) - (Ke_R"l . xXgr“) H

—R2 —R}
—KE, He b1 — e 01

0> v(ty,r,z) —v(ty,r,x) > —Er[

v

| - 21X - X
(4.22)
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4.3 Optimal stopping boundary

Let us consider the second term on the right hand side of (4.22). By the fundamental

theorem of calculus and the explicit formula for X7t
t2 2 1
O] Car——
/tl o\t oy —¢ "
t2 7 T—t 02 1
< EHX - (—9 ——031>Hdt. 423
>~ /t1 01 9 1 9 ,—T — 6 ( )

Fort € (t1,12), define a measure P by Z—ﬁ = )A(f_t. Then B, = B, — os\/T —  is a Brownian

motion under P and

e - X)) =€

2
E HX}l—t<a—9

1= 5 mot)[| =& || = T+ VT 1ot

2 2T —t

L C,

~ o ~ ~ 0'232 / g g
ozl < () < e i
2vT —1 AT —t) 2VT —t = 2T — 19
where we applied Holder inequality and used that #; < 1. Inserting the above estimate into

(4.23) gives

E[|Xg " — X5 2] < ailta — ). (4.24)

Next we address the first term on the right hand side of (4.22). This is performed separately
in cases (i) and (ii) of Assumption 4.2.1. We start by considering case (ii), i.e., & and (3 in (4.21)

are Lipschitz continuous. Fundamental theorem of calculus and Holder inequality give

)

. 91 91
<E, [m?g {e—(T_ti) e T;du} ’(T — ) / ridu — (T —ty) / rﬁdu”
=5 0 0

o o (4.25)
%)2( {e*(Tftz)fo Tudu} ((tz B t1> /O (7,3 B ri)du”
1

< 26, [(t2 - tl)(Er[ sup (Ttl)2]>; +(T - ’52><E’“ Uol(ri - Ti)Qdu] )]

0<t<1

pl P2
E, He Re, _ ¢~ Fo,

01
/ ridu‘ + (T — t)

0

where, using (4.3),

1
Co = sup <Er[ sup e 2T fos”ftd“]) <.
(t,rx)ek 0<s<1

1
Thanks to (4.4), ¢3 1= SUP(;, ek (Er[supogsSl (rI=") 2}) ® < 00, 50 it remains to estimate
the last term of (4.25). By [93, Thm. 2.5.9] there is a constant ¢4 depending only on K and the
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4.3 Optimal stopping boundary

Lipschitz constant for a and 3 in (4.21) such that

1 ,.2)\2
Er[osggl (r, 7})}

§c4ET[/01 <|(T—t1)a(ri)—( —t)alr) + |VT — 80 \/T—tgﬁ(ri”?) du}
<cy(ty —t)? /|a \du}+c4 ty—t,)E /|ﬁ 2du

where for the second inequality we used that /T — t; — /T — t5 </t — t;. Notice that by
(4.4) and the linear growth of o and (3

C5:= Ssup E /|a N2 +18(rE )\Zdu}<oo.
(ryt,z)eR

Inserting the above estimates into (4.25) we conclude that there is a constant cg such that for
any (tla Ty .I'), (t27 Ty .T) €K

E. He_Rél _ e } < cglta — t1].
This and (4.24) feed into (4.22) so that
0> v(ty,r,x) —v(ty,r,x) > —clty — t4| (4.26)

for a suitable ¢ > 0 that depends on K.

Finally, we must estimate the first term on the right hand side of (4.22) under the assump-
tion that (r;),>0 follows the CIR dynamics (Assumption 4.2.1(1)). Let 7, := ! /(T — ;) for
u € [0,1] and 7 = 1, 2. The dynamics for 7 reads

A, = k(a — (T — t;)F,)du + B/FidW,, u € [0,1]. (4.27)

Since k(a— (T —t1)7) < k(a— (T —to)7) for # > 0,and 7} = r/(T —t1) < r/(T —t5) = 72,
comparison results for SDEs [87, Prop. 5.2.18] imply

fi <72 forallu € [0, 1], P-as. (4.28)

Using the integral version of (4.27) and the martingale property of the stochastic integral, we
obtain

e (2=t = (- ) B | [ (@ - (- )]

ta —t

T +(t2—t1)/0 E, 7] ds+(T—t2)/0uEr [ — 2] ds.
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4.3 Optimal stopping boundary

Due to (4.28), the last term is non-positive, so

r

(T —t1)(T — to)

0<E [i2—7] < (to— t1)< + q1> for all u € [0, 1] (4.29)

where

1
q, ;= sup L E, [rff_t] du < 00.

(t,rz)ER T—t 0

We use the inequalities (4.28)—(4.29) and the property that 7% > 0, for i = 1,2, to obtain

the following estimates

- -6
|

01 A 01
< Er He_(T_tl)2 JotAtdu e—(T—tz)2 Jo ! ldu
01 . 01
+ Er Hef(Tftg)2 JotPldu ef(Tftg)2 JotA2du

0

1 2 ~ 01 A
—Ry, —R3, 6—(T—t1)2 Jot Atdu —(T—t2)? [y 72du

(& — € — €

] (4.30)

<a (-0 = (=) + - [ B[ -5t

T—1

< (ty — t1)(2TQ1 +r 2 + (T — t2)2) < er(ty — ty),

where the constant ¢; > 0 depends only on /C but not on a specific choice of ¢4, t9, 7, z. Hence,
as in the case of Assumption 4.2.1(ii), we obtain (4.26). O

The continuity of v means that the continuation set C is open and the stopping set D is
closed. In view of the monotonicity properties established in Proposition 4.3.1, we can show
that there is a surface splitting C and D.

Proposition 4.3.4. There exists a function c(t, z) on [0,T] x [0, 00|, such that

D={(t,r,z) €O :r>ct,x)}U({T} x T xRy), (4.31)
C={(t,r,x) € O :r<ct)}. (4.32)

The function c(t, x) has following properties:

(i) For any (to,x9) € [0,T) x Ry, the mapping t — c(t,xq) is right-continuous and non-

increasing and the mapping x — c(to, x) is left-continuous and non-decreasing.
(ii) c(t,x) =T for (t,z) € [0,T) x [K, o0).

(iii) c(t,x) > 0 for (t,z) € [0,T) x Ry, and lim, o c(t,z) =0 fort € [0,T).
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4.3 Optimal stopping boundary

Proof. The payoff does not depend on (r;) and v is non-increasing in r by Proposition 4.3.1.
Therefore, if (¢,71,z) € D then (¢,73,x) € D for for any ry > r;. This allows us to represent
the stopping region D via (4.31) with

c(t,z) :==inf{r e Z:v(t,r,x) = (K — )"}, (4.33)

with the convention that inf () = 7. It is convenient to prove (ii) first.

(ii) Fix (t,r,x) € [0,T) x T x [K,0). If we show that P, .(X. < K) > 0 for some

€ (0,7 — t], then v(t,r,z) > 0 = (K — z)*. This means that (¢,r,z) € C and ¢(t,x) = T.
Recall that p € (—1,1) is the correlation coefficient between the Brownian motions B and
W driving the SDEs for X and r, respectively. Then we can write B; = pW; + MBE
for some other Brownian motion B independent of W. Letting (F}");>0 be the filtration

generated by W, using the explicit form of the dynamics of X we have

Pr.(X: < K)
=E,, -PM(XE < K|}"EW)}

= Em (exp (a\/l—iBO) < (K/x)exp ( —opW, — / ridt + —8) ‘}"Wﬂ (4.34)

=E, _\Ifx (UpWE + / rydt — %5)} ,
L 0

where

\If()_P(exp(o\/fBO) (K/z)e™ )

and the final equality above holds by the independence of B from F¥ and the fact that

£

(We, [y mdt) is F}V-measurable. Since p € (—1,1), then ¥, (2) > 0 for any z € R and we
conclude that P, ,(X. < K) > 0.

(i) By the monotonicity of v in ¢, we have (¢;,r,2) € D = (to,r,2) € D for any
to > t1, hence ¢(t, z) is non-increasing in ¢.

Fix 0 < 27 < 25 < K and let 71 := 7,(,r, x1) be optimal for v(¢, r, x1). Then, using that
X < X™*2 and recalling (4.5), we obtain

o(t,ryws) = vty r ) ZE e W (= xm) T - (K - X))
Z E |:ei f(}'l rsds (X:ixl o Xgmz)]
=1 — Tg9 = (K — ZE2)+ — (K — ZL‘1)+.

Therefore, if (t,7,21) € C then (t,7,25) € C, which implies that ¢(t, z) is non-decreasing in
x.
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4.3 Optimal stopping boundary

Fix arbitrary (¢,x) € [0,T) x Ry, let t, | tp as n — oo, then c(t,,z) T c(to+,x) as
n — oo, where the limit exists by the monotonicity of ¢t — c¢(¢, ). Since (¢, c(t,, z),x) € D,
then also (o, c(to+,z),z) € D by the closedness of D, hence c(ty+,x) > c(ty,r) which
implies c(tyo+,r) = c(to, ). Taking z,, T x¢, a similar argument yields c¢(¢, xo—) = c(t, x¢).

(iii) Under the CIR model, the positivity follows by the definition of ¢(¢, ). Only under
Assumption 4.2.1 (ii) a proof is required. Assume that there exists (fo,z) € [0,7") x (0, K)
such that ¢(to,z) < 0. Let 0 > o > 19 > 11 > ¢(to,2) and 0 < xy < Z. Define a stopping
time

7 =1inf{s > 0: (s,r°, XI) & [0,T —ty) x (r1,72) x (0,2)}.

PARC I

By the monotonicity of ¢(t, x), we have (o, 9, zo) € D. Hence, 7, is sub-optimal and

K—xy= U(to,?’o, .’L’U) > ETo,ﬂco |:ei Jot rsds (K _ XT1)+:| > KETO,IO |:€7 [ rsds] — 20,
(4.35)

where the last inequality follows from the optional sampling theorem and the fact that (K —
X;,)" > K —X,,. Since P, ,,(71 > 0) = land r4(w) < 12 < 0 for s € [0, 71 (w)), we obtain

71
KE,, » [e_ Jo Tsds} —x9 > K — x,

which, in conjunction with (4.35), leads to a contradiction.
Finally, we show that (¢, 0+) := lim, | c(¢,2) = 0 for any ¢ € [0,7"). Assume c(t,0+) >
9 > 0 for some ¢t € [0,7). By the monotonicity of ¢(¢,z) and the openness of C there is
t € [t, T) such that
[0,£) x (r1,72) x (0,00) C C,

where 0 < 71 < 1y < 8. Fix0 <ty < tand ry € (r1,72). Take an arbitrary xo > 0. Let
T =1inf{s > 0: (s,75) & [0, —to) x (r1,79)}.

By construction Pm,wo((to + 8,75, Xs) € Cfors < 7'2) = 1,s0 7 < Tu(to, 70, To) Prymp-a-s.

By the martingale property of the value function we obtain

K — 2y < U(t0> To, 1'0) = Ero,xo [6_ fOTz TSdSU (to + T2, rTQ? XTQ):|
(4.36)
< KE,yu [e"™] = KE,, [e7].

A contradiction is obtained by taking the limit = | 0, since E,, [e~"™] is independent of X

and strictly smaller than 1. L
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4.3 Optimal stopping boundary

Notice that (i1) and (ii1) above imply that it is never optimal to exercise the option out of
the money or if the interest rate is negative. This is in line with classical financial wisdom.

In models with constant interest rate, an optimal boundary is often defined as function of
time which provides a threshold for the process (X;). An analogous representation of the
continuation and stopping sets is valid in our model. The following proposition whose simple

proof is omitted gives details of the re-parametrisation of the stopping boundary.

Proposition 4.3.5. Define
b(t,r) :=inf{x € Ry : c(t,z) > r}, (t,r) €[0,T) x Z.

The mappings t — b(t,ro) and r — b(to, ) are right-continuous and non-decreasing for any
(to,70) € [0,T) x Z. Foranyt € [0,T) we have K > b(t,r) > 0 whenr > 0, and b(t,r) =0

when r < 0. Furthermore,

D={(t,r,x) €O : x <b(t,r)}U ({T} x T xR,),
C={(t,r,x) € O : z>b(t,r)}.

The parametrisation of the stopping boundary via the function c(¢, x) will usually be more
convenient. In particular, due to technical reasons that will become clearer in later sections, we
will be able to prove the continuity of (¢, ) — c¢(¢, x) jointly in both variables (¢, z), but not
the joint continuity of b in (¢, 7). However, b is more convenient for numerical computations in
Section 4.9 as it admits values in a bounded interval [0, K].

An important consequence of Proposition 4.3.5 is that for € € (0, z)
(t,r,z) e D = (t+e,rz),(t,r+e,2),(t,r,x—e)€D.

We immediately see that OC enjoys the so-called cone property [87, Def. 4.2.18]. Indeed,
for any (tg,70,29) € OJC, there is an orthant 60 with vertex in (o, 79, zo) (hence a cone with
aperture 7/4) that satisfies 60 N O C D. This will be used to establish regularity of the
boundary JC in the sense of diffusions, which, has important consequences for the smoothness
of our value function v, as we shall see below.

Introduce the hitting time to D, denoted op, and the entry time to the interior of D, denoted

op. That is, for (¢,r,x) € O we set P, ,-a.s.
op :=inf{s >0 : (t+s,rs, X;) € D},
(4.37)
op:=1inf{s >0 : (t+ s,rs, Xs) € int(D)} A (T — ).

Both op and op are stopping times with respect to the filtration (F;):>o. We will often write

op(t,r,z) and op(t, r, x) to indicate the starting point of the process.
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4.3 Optimal stopping boundary

Proposition 4.3.6 (Regularity of the boundary). For (to, 79, z) € OC, we have
Pto,To,Jio (OD > O) - Ptoﬂ’o,xo (5-D > 0) =0. (4.38)

Proof. The proof rests on Gaussian bounds for the transition density of a diffusion and ideas
from the proof of well-known analogous results for multi-dimensional Brownian motion, see
e.g. [87, Thm. 4.2.19]. It is also worth recalling that OC is the boundary of C in O, so that it
excludes {T'} x Z x R,.

Fix (tg, ro, o) € OC and define R := [ro, 7] X [0, xo], where we also recall that Z = (r, 7).
Since t — ¢(t, z) is non-increasing, it is immediate to see that [t, 7] x R C D. Recalling the
notation introduced in (2.16), set

or(ro,xo) :=inf{s >0 : (r°, X>%) € int(R)}.

We have o (ro, z9) > op(to, ro, To), P-a.s., and o (ro, o) > op(to, 70, o) by the continuity
of the process (r, X). From now on we omit in the notation the dependence on (tg, rg, o)
since the initial point is fixed throughout the proof.

Take a compact ball L C Z x R, centred at (7, z¢). Let X(r, z) denote the matrix of the
diffusion coefficient for (4.1)—(4.2), i.e.

- :1 o?z®  poxfB(r)
o) 2<pow<r> #(r) )

Since the correlation coefficient p € (—1, 1), there is v = 7 > 0 such that
1
~lzl7 < (B(r2)z,2) <AllzP 2 €RP\{0}, (r2) €K, (4.39)
g

where (-, -) denotes the scalar product in R? and || - || the corresponding norm.

Define a new process (7, X) with the dynamics defined on R?
d X; = px (7, X)dt + ox(X,)dB;,  Xo =z (4.40)

dry = axc(ry)dt + B (1) dW4, To = To (4.41)

such that the coefficients coincide with the coefficients of (4.1)-(4.2) on C, are Lipschitz con-
tinuous on R? and satisfy the uniform ellipticity condition (4.39) with v on R% Denoting
7 = inf{t >0 : (r,X,) ¢ int(K)} and Fc := inf{t > 0 : (7, X,) ¢ int(K)}, by the
uniqueness of solutions for SDEs we get indistinguishable stopped paths:

(Tt/\T)Ca Xt/\‘l‘)c)tzo = (?It/\?}c ) )?t/\?-;c)tzo PTo,xo -a.sS.
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4.3 Optimal stopping boundary

The uniform ellipticity condition (4.39) on R? implies that the process (7, X ) admits a
transition density p(¢, (r,x), (r/, 2’)) which satisfies the following Gaussian bound (see, e.g.,
[7, 59]): there exists m > 0 and A > 0 such that

plt, (r,x), (', 2")) > mt ' exp (—A(r/ —r)° —it_ (2" = x)Q) : (4.42)

Let R” be a closed cone with vertex (ro, 2o) and non-empty interior contained in [(rg, 00) X
(=00, o) U{(ro,z0)} . Put R’ = R”" N (Z x R;). Denote by &% the entry time of (r, X) to
int(R’) and by &7 the entry time of (7, X) to int(R”). The next estimate relies on analogous
results for multi-dimensional Brownian motion ([87, Thm. 4.2.9]); in particular the second
inequality below follows from (4.42):

~ m r—r19)? + (x — x)?

Prozo(0R <t) > Pryao (T, Xy) € R") > 7/ exp (—A( 0) —; ( 0) ) dr dzx.
We change variables to y := (r — 79)/v/t and z := (z — 2¢)/+/t and use that R” is invariant
under this transformation up to a shift of its vertex to the origin. Denoting R{; the cone with
vertex in the origin, we obtain

1
Prozo(0g < t) > 2mm M) gy s —: g > 0. (4.43)
Ry <™

For any ¢t > 0, since R’ C R we have

PToﬂco (OO-R < t)
PTU@O (&;2 < t) > Pro,xo(&;z <t 1> t)
= PTO"UO(&’,}/{ S t7;’C > t) Z PTOJO(COT’,I/Z S t) - PTOJ?O(:FIC S t) Z q— PT0,$O(%}C S t),

where the last inequality is by (4.43). Ast | 0, we have P, ,,(Tx <t) = 0and P, ., (o <
t) = Pry (0 = 0), which implies that P, ., (6g = 0) > ¢ > 0. By the Blumenthal 0 — 1
law [87, Thm. 2.7.17] we obtain P, ,,(6x = 0) = 1. Recalling that P, ., .,(or > op) = 1,

and Py, .2, (0p > op) = 1, we conclude Py, ;o (0p = 0) = Py 1g.00(0p = 0) = 1. O

Remark 4.3.7. It is worth noticing that the arguments above show the existence of the transi-
tion density of the process (T, X ) for any compact set K C I x Ry such that K = M This
implies that for each t € [0, T also the law of (ry, X;) is absolutely continuous with respect to
the Lebesgue measure on T x R, when the boundary of T x R, is unattainable by (r;, Xy).
Indeed, let N C T x R, be such that \(N) = 0, with \ denoting the Lebesgue measure on R>.
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4.4 Smoothness of the value function

Let K C T x R, be a compact set such that K = int(KC). Then by the same construction as

above

Pro,xo((rbXt) € N) = PT07x0((rt’ Xt) c N,t S T]C) + P’I’o,xo(ont)Xt) c N,t > T]C)
= PTo,wo((?tv )N(t) € N7t S ?IC) + PT0,$0(<Tt7Xt) € Nat > TIC) (444)
<Py (71, Xi) € N) 4 Prg g (T < 1) = Prgay (T < 1),

where the final equality uses that the transition law of (T, X ) is absolutely continuous with
respect to . Now, letting IC T Z x R, using that O and +o00 are not attainable by X and r
and T are not attainable by r, we can make P, ., (TK < t) arbitrarily small, which proves the

claim.

4.4 Smoothness of the value function

It is well-known that v satisfies (in the classical sense)

v(t,r,x) + (L —rjo(t,r,x) =0, (t,r,z) €C,

(4.45)
v(t,r,z) = (K —x)7, (t,r,z) € D,

where L is the generator of (r, X') defined in (4.14). Hence, standard arguments assert that v
is 1?2 in C N int(D). Classical optimal stopping theory identifies the boundary of the set C
by imposing the so-called smooth-fit condition. In the American put problem with constant
interest rate this corresponds to proving that x — v2(¢, x) is continuous for each t € [0, 7))
fixed, with v° denoting the value function associated to the option price. In our setting we
prove a stronger result and show continuous differentiability of v across the stopping boundary
dC, i.e., the global continuity of the gradient of v (as a function of all variables) in O. We
use ideas similar to those in [42] but we must refine arguments therein and use estimates with
‘local’ nature since we are not able to directly check the assumptions required in [42].

We start by establishing the following continuity properties of processes r and X.

Lemma 4.4.1. Let (1, x,,)n>1 be a sequence converging to (r,x) € Z x Ry asn — oo. Then

lim sup |r{® — 71| =0, P-a.s. (4.46)
n—-+00 0<t<T
lim sup |X;™™ — X,"| =0, P-a.s. (4.47)

n——+oo 0<t<T

Proof. Assume first that (r,,),>1 is a monotone sequence. Define f;* := ;™ — rj. Then for
ae. w € Q,t— f'(w) is continuous and f;*(w) converges to 0 monotonically as n — oo for
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4.4 Smoothness of the value function

all t € [0, T]. Hence the convergence is uniform on [0, 7] thanks to Dini’s theorem and (4.46)
holds.
For an arbitrary sequence (r,),>1 define monotone sequences 7, = sup;,, 7 and r,, =
infy>, rr. Since ;" —r7 < ri® — 7 < ;" — 17, we have
0< sup | —r;| < sup |?“t£” —r{‘ + sup |rj" —1}]|.
0<t<T 0<t<T 0<t<T
By virtue of the first part of the proof, the terms on the right-hand side converge to 0 as n — oo,

which proves (4.46). The verification of (4.47) is easy using the representation formula (4.5)
for X and (4.46). O]

Lemma 4.4.2. Let (t,,,7,,, T, )n>1 be a sequence in C converging to (t,r, 1) € CNO asn — oo,
Then

im 7. (tn, 7, n) = T(t, 7, ), P-a.s.
n—oo

Proof. The proof relies on known facts from the theory of Markov processes, which we sum-
marise in Chapter 2 Section 1.3. Proposition 4.3.6 and Lemma 4.4.1 imply that Assumptions
2.1.4 and 2.1.5 are satisfied for I = D N O. It is also immediate to see that op = o P-a.s.
with ox defined in (2.16).

The continuity of trajectories of (r, X') means that the process cannot jump instantaneously
to the stopping set D when starting from C, so P; ; ; (7. = op) = 1 for any ({,7,4) € C. When
(f, r,&) € OC, by construction we have T, (f, 7,2) = 0, P-a.s., and, using Proposition 4.3.6,
ap(f, r,2) = 0, P-a.s. Recalling that CNO = CUIC, the claim then follows from Proposition
2.1.9. []

Next we provide gradient estimates based on probabilistic arguments.

Proposition 4.4.3. Let K C O be a compact set with non-empty interior. There is L = L(C) >
0 such that for any (t,r,z) € (int(K) \ OC) we have

0alt,7,@) = ~Eqp | L, <ry e 757 (4.48)
0 2 Ut(t>ra l‘) 2 —L Et,r,x |:€_ fg}c rgds]l{TKST*}:| ) (449)
where Tic == inf{s >0 : (t + 5,75, Xs) ¢ int(K)}.

Proof. Fix (t,r,x) € (int(K) \ 9C). Recall that D C [0,T] x Z x [0, K]. If (¢, 7, z) € int(D)
then (4.48) follows easily from v(t,r,z) = K — x and v,(¢,r,x) = 0. Assume (t,r,x) € C
and notice that 7, = op, P, ;-a.s. We split the proof into two parts.
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4.4 Smoothness of the value function

(Proof of (4.48)) For all sufficiently small € > 0 we have (¢, 7,z + ¢) € C. From now on,
consider such e. To simplify notation let op := op(t,r, z). Using that op is admissible and
sub-optimal for v(t, r, x + €) we get

v(t,r,x+¢e) —o(t,r, )
— (D yrds r1\+ r +
E [e Jo P r3d ((K —(z+e) X)) — (K —2X])) )}
Z E |:€_ f() D ngs]l{X;’;gK} (I.X;g _ (l’ + 6)X§g):| — —SE []]'{X;Z;SK}GUBUD_%UD} .

Dividing the above expression by ¢ and taking limits as ¢ — 0 we get

1 o2
v (t,ryx) = lim = (v(t,r,z +¢) —v(t,r,z)) > —E []]_{Xr,x<K}@UBUD_TUDi| ' (4.50)
e—=0 ¢ oD =

For the reverse inequality we use that op is admissible and sub-optimal for v(t, r, x — ¢):
— [P prds r1\ T r1\t
v(t,r,x) —v(t,r,x —e) <E [e Jo ¥ rid ((K — X)) = (K= (z—e)X]}) )]
< —¢E []I{X(Cg*ESK}GUB"D_TUD] < —¢E [l{xgggK}eaBUD_TUD] ’
where in the last inequality we used that X»**=° < X* s > (. Divide the above expression
by ¢ and take limits as ¢ — 0:

1 o2
Ve (t,r,x) = lim — (v(t,r,x) —v(t,r,z —e)) < —E [IL{X;,;SK}GOBUD—TJD} _ 4.51)

e—0 €
Now (4.50) and (4.51) imply (4.48).
(Proof of (4.49)) The upper bound v, (¢, 7, z) < 0 follows from the monotonicity of v in
t (Proposition 4.3.1). For all sufficiently small ¢ > 0 we have (¢t + ¢,r,2) € K N C and
T = 7x(t,r,x) < T —t — . From now on, consider such €. Denote op := op(t,r, ).
Thanks to the choice of ¢, the stopping time 7 := op A 7 is admissible for v(t +¢, r, x). Using
the (super)martingale property of v (see (4.11)—(4.12)) we get

v(t+e,rx) —o(t,rx)
E [e_ Jo'rids (v(t +e+n,r, XpT) — ot +n,1, X,’;”D))} (4.52)
=E [6_IOTK rsds ( (t + &+ 7, TK,XTI) - U(t + T, T T’C,sz» ]l{T}C<gD}] ,

where the equality follows from v(t+c+op, 7}, , X77) = v(t+op, 1, , X7) = K— X7 on
{7 > op} since t — b(t,r) is non-decreasing (Proposition 4.3.5). Let K° = {(t + s,7,z) :
(t,r,x) € Kands € [0,6]}. Fix a sufficiently small § > 0 so that this set is contained
in O and set L equal to the Lipschitz constant for v on K (c.f. Proposition 4.3.3). Since
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4.4 Smoothness of the value function

(t + 7,77, XIT) € OK, we have (t + ¢ + 7,17, X.") € K° for any ¢ < 4. Using the
Lipschitz continuity of v, we bound (4.52) from below by

e LE|e k" ’“gds]l{mqp} .
Dividing by ¢ and taking the limit ¢ — 0 completes the proof of (4.49). U

We are now ready to claim that the value function is globally continuously differentiable
on O.

Theorem 4.4.4. We have v € C*(O).

Proof. It suffices to show that the value function has continuous partial derivatives across the
stopping boundary, that is

Hm vy(ty,, rpy ) = lim v (tn, 7, ) = 0, (4.53)
n—00 n—00

Hm v, (tn, r, ) = —1, (4.54)
n—od

for any sequence (t,,7,,z,) in C converging to (to,79,29) € 0C as n — oo. Fix such a

sequence and denote 7,, = Ty (L, ', Tp)-

Convergence of v,. Note that P, ,, . (X, = K, 7, < T —t,) = 0 (Proposition 4.3.4)
and Py, ;. . (X, = K, 7, = T—t,) <Py, 20 (Xr—t, = K) = 0 (the final equality can be
shown by arguments as in (4.34)). From Proposition 4.4.3 we therefore have

0B, —%Tn

Uz(tnaTnvxn) =-E H{X;ﬁ‘I"<K}e T
From Lemma 4.4.2, we obtain lim,, ,, 7, = 0 P-a.s. We know from (¢¢, rg, z9) € OC that
rg < K. Lemma 4.4.1 and the continuity of trajectories of (r, X') imply the convergence
Lixman gy = L{ze<xy = 1 asn — oo. An application of the dominated convergence
theorem completes the proof of (4.54).

Convergence of v,. Let IC be a closed ball centred on (¢, 79, o) and contained in O. With
no loss of generality (by discarding a finite number of initial elements of the sequence) we
assume that (¢, 7, x,) € int(K) for all n > 1. Let

e =inf{s > 0: (t, +s,ri", X:"*) ¢ K}, n>0

778

and notice, in particular, that P(72 > 0) = 1. The boundary OK is regular for O \ K and

(t,r, X) by the same reasoning as in the proof of Proposition 4.3.6. Repeating arguments from
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4.4 Smoothness of the value function

the proof of Lemma 4.4.2 shows that 7% — 72, P-a.s. Fix e € (0,1). Since P(72 > 0) = 1,
there exists § > 0 such that P(72 > §) > 1 — e. From inequality (4.49), we get

0> vy(tn, T, ) > —LE [~ 0" ’"i”dsl{f,zs%}}

= —LE|e Jo rinds (]]-{T£§Tn}m{7'£25} + 1{T£<Tn}ﬁ{7£<5}):| (4.55)

— T’TCLTT-” s
> _LE |e o rind (11{7”>a}+]1{f£<6})}-

Using that |11 | is bounded by some constant 7 for every n, we have
0> vy(tn, 1, ) > —Le™T (P (1, > 6) + P (12 < 6)). (4.56)

Lemma 4.4.2 guarantees that 7,, — 0 P-a.s., so the first term converges to 0 as n — oo by the

dominated convergence theorem. Fatou’s lemma gives a bound for the second term:

limsup P (¢ < ) < E[lim sup ]l{TgQg}] <E []I{T)%Cg;}} <eg,

n—oo n—o0

where we used that lim sup,, 14, = liimsup, 4, and the convergence of the stopping times. We
obtain the convergence of v, in (4.53) by sending € — 0.

Convergence of v,. Consider a sequence (t,,7,,x,) € C converging to (ty, g, xo) € OC.
Since OC is the boundary of C in O, without loss of generality we can assume that

{(ron,xn)} Cint(Ky), with o := [re, rp] X [2a, 2] C (r,7) x Ry

Denote Kl := [t,, ty] X Ko. where t, = inf,, ¢, > 0 and t;, = sup, t, < T.

We know that v, < 0 on C (Proposition 4.3.1). We will now develop a lower bound for v,
on CNKT, which will allow us to show that v, (t,,, 7, 7,,) — 0asn — oco. Let KT = [t,,, 1) x K
be a bigger compact, with K := [7,, 7] X [Za,Z3] C (r,7) x R, such that K C int(KT). For
(t,r,z) € CN KL we define

Tic(t,r,x) :=inf{s > 0: (ri, X7") ¢ K} A (T —1t).

By the monotonicity of » +— r. and the explicit expression (4.5) for X™* we have, for all
(r,z) € Ko,
rie <rl <r’, and X.v" < XD < XM P-as.

from which it is not hard to verify that for all (¢,7,x) € C N KL

T (t, 7, 2) > Tic := Tic(tp, Tas Ta) A Tic(to, Tay o) A Tic(to, Ty Ta) A Tic(to, T3, T1),  P-as.,
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4.4 Smoothness of the value function

and T > 0, P-a.s., as well.

Take (t,7,2) € C Nint(KL). There is € > 0 such that (t,r + &,2) € C N K for all
e € (0,Z]. Denote by 7, the optimal stopping time for (¢, r, ). For any ¢ € (0, ], we apply the
(super)martingale properties of the value function (4.11)-(4.12) with the stopping time 7, A Tx:

0>v(t,r+¢, x)—v(t,r,x)

[ —Jg TR e o(t+ (T ATi), e L XTI

’ T AT ? T« \TKC

fT* /\T’C

Y (E (7 AT, T s Xirs) |

>E []l{”rkﬁn}( fo riteds (t—i—T yrte Xr—l—sz) _ —fo rgds (t—l—T;C, T,@sz)>i|

Ky Tic )
+ E [ﬂ{?)c>7_*} ( fOT* rr+5d5(K _ X:j—a,:c)-&- — e~ fo* rgds(K _ X:;x)—&-)}
= El + E27
(4.57)
where for the final inequality we used that v(t + 7,77 , X¥) = (K — X»")*, P-a.s. Recalling
that " > r” and v is non-negative we have

B =E []1{?,<§T*}e*fof’c T ((t %c,rﬁe S I T,C,Xm))}

T T, Tic
— E []l{?KST*} (6_ Jo®rids _ e~ o 7”&+ ds) (t + TIC) T;@Xix)i|

2 —LE [ﬂ{?ngn}effd’)c riteds (‘T£+E _ T; ‘ 4 ‘X;’—Ci-ax XII’)]

K

— KE []l{?/cﬁn}(e_ S rids _ o= Jg TSHdS)} ;

(4.58)

where the second inequality comes from the local Lipschitz property of the value function
(L > 0 is the constant from Proposition 4.3.3), and the function v is bounded by the strike
price K from above.

We shall now use the differentiability of the diffusion flow () with respect to the param-
eter r in the sense of [93, Thm. 2.8.6]. Apart from other assumptions, this requires that the
coefficients are globally Lipschitz. As we only consider (7, X') in a compact set IC, we con-
struct a two dimensional diffusion (7, X ) whose coefficients coincide with the coefficients of
(r, X) on K, are globally Lipschitz, continuously differentiable and with a polynomial growth.
The process (75, X,) is indistinguishable from (r,, X,) on {s < 7ic}, i.e., on the set where it is
of interest for the estimation of E; and FE, so for the sake of readability we will write (r, X) in
the estimates below (we use an analogous construction in the proof of Proposition 4.3.6, where

full details are available).
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4.4 Smoothness of the value function

By [93, Thm. 2.8.6], there is a measurable in (s,w) process (y.(w))s>0, depending on r,
such that for any ¢ > 1

r

prte — gt — 7

S S

£

TH_E

=0 and lim
el0

lim
el0

sup =0, (4.59)

s€[0,T

A

£

* T 1/
where | ], = (E[Z|7)"/ and [V = (E[ 7 [v.Jrds])".
Fix >+ + = 1forsomep € (1,2]. Recalling that 7 ** > r and using Holder inequality

w

yields
T et

c 1
S E |:]l{ﬁ—\K§7—*}€ 0 T9+ ds <‘_

~ (R =) — v

)

) o PG < 7% Tl
(4.60)
where we used the estimate (4.3) in the last inequality and (4.59) to obtain the convergence.
To bound the last term on the right hand side of (4.58), we observe that

T r 7) r =
E []1{&9*}(6#0“8“ e R ds)] = E[]l{?zcﬁf*}efoKTSds/ (ry*e - Tg)ds]'
0

We then apply Holder inequality and the second limit in (4.59):

1
<l < mb (205 - 80 -

1 — fﬂc r’ds * r4e r
EE[I{?KST*}G o (Ts _Ts)ds]

0

% ras 7)1

<E {l{acm}@_f“%ds/ g(rlﬁ —7y) — Y,
0

C/pP(T]C<7'* (H (rrte — ") — g

H%W]

;) 5 OV P < )%
4.61)
By the explicit formula (4.5), we have X, = elo ’”gd‘sf(f, where Xf = ge?Bi=39% and

t
0< X:+z—:,ac o Xtr,ac < efo rg-‘-EdSXéJc/ (T£+€ _ Tg)dS.
0
We proceed similarly asin (4.61) to obtain

<1, e < ! Q\T%—m—y

) “6)

Xz <r)w |y
—o 155l PG < 7) Iyl
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4.4 Smoothness of the value function

Similar arguments as above enable us to derive a lower bound for Es:

]_ ]_ T . T+€ A + T T i +
b 8 [t (R ) )]
3 €

]_ T Ts  T+e
>——KE |:]1{?;c>7*}<67f0 rads _ eifo o d5>:|
15
1 e T
>~ LKE [Lgenye B [T - imyay 463
0

v

1 1
—KCll/p P(Tc > 7)w (HE(T'TH —rT) =y

(e[ [ as]) )

1/pp/~ 1 T r 1/q
— KPR > )b (B[ [ Iilds])
€ 0

where in the first inequality we used the Lipschitz property of z — (z — Xf (w))™ for any
w € .
Combining (4.60)—-(4.63) gives a lower bound for v, on C N K7

0> v.(t,rx)

~ 1 1 . . -~ ~ 11 .
> —LP(Fe < 7.)% (Ol o+ X2, I 1) = K PGie < 7)% Gl (a4
Tx 1/
— KCY/"P(7c > 7.)w (E[/ yilods] ) .
0

By [93, Thm. 2.8.8] and standard diffusion estimates [93, Cor. 2.5.10] the norms of y" and Xz
above are bounded uniformly for (¢,r,z) € KT N C (recall that 7, = 7.(¢,7,z)). Now take
(t,r,x) = (tn,rn,x,) in (4.64). Since 7 > 0 P-a.s. and lim,, o, Tu(tn, 70, ) = 0 P-a.s. by
Lemma 4.4.2, the dominated convergence theorem gives that the first two terms of (4.64) tend

to zero as n — oo due to P(T¢ < 7u(tn,7n, ) — 0 and the last term converges to zero

T*(tn:rn:xn)
lim E[/ yygn\qu] —0
n—0 0

and the mapping 7 — y" is continuous in the norm || - |, see [93, Thm. 2.8.6]. This concludes
the proof. ]

because

It is worth noticing that the proof of the above result combines a number of steps that may
be of independent interest. In particular, we prove local Lipschitz continuity of v (Proposition
4.3.3) and the regularity of the stopping boundary in the sense of diffusions. The latter gives
the continuity of optimal stopping times 7, as functions of the initial state, which plays a crucial

role in the proof of Theorem 4.4.4.
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4.5 Continuity of the stopping boundary and Dynkin’s formula

4.5 Continuity of the stopping boundary and Dynkin’s for-

mula

Preliminary right/left-continuity properties of the stopping boundary (t,z) — c¢(t, z) illus-
trated above follow from its monotonicity and the closedness of the stopping set D (see Propo-
sition 4.3.4). However, thanks to the C regularity of the value function v, we can also prove
joint continuity of the stopping boundary in both variables. For this we require local Holder

continuity of the derivatives of the coefficients in the dynamics of the short rate 7.

Assumption 4.5.1. The functions o and 3 in (4.2) have first and second order derivatives,

respectively, Holder continuous on any compact subset of L.

Note that this assumption is satisfied by CIR model. It strengthens Assumption 4.2.1(ii) by
requiring that the derivatives are not only locally continuous but also locally Holder continuous.
This technical requirement is satisfied by many popular short rate models. The joint continuity
of optimal stopping boundaries depending on multiple variables has not been proved with

probabilistic techniques before, so the next result is of independent mathematical interest.

Proposition 4.5.2. Under Assumption 4.5.1, the function c : [0,T) x R, — [0, 00) is contin-

uous.

Proof. Since c¢(t,x) = 7 on [0,T) x [K, 00), it remains to prove the continuity at (to, z() €
(0,7) x (0, K]. Tt is known from Proposition 4.3.4 that ¢ — c¢(¢,z) is non-increasing and
right-continuous at ¢, and x — ¢(tg, z) is non-decreasing and left-continuous at x.

We first show that x — c(to, x) is right continuous at . It is obvious for zy = K since
c(ty, z) =7 for x > K. We proceed with an argument for 2o < K. Assume, by contradiction,
that ¢(to, zo+) > c(to, o), so there exist r1, o such that c(ty, xo+) > ro > 171 > c(tg, o).
Let R := (r1,7m2) X (%o, x1) for some x; € (z9,K) and Ry := (ry,re) X {zo}. From the
monotonicity of ¢(¢,x), we have {to} x R C C and {t;} x Ry C D. Let u be a function
defined on R and satisfying

(L —r)u(r,x) = —v(ty, r, x), (r,xz) € R,

(4.65)
u(r, ) = v(to, r, x), (r,x) € OR.

Thanks to [69, Thm. 10, p. 72] we know that (r,z) — wv;(to,r,z) is C' on R with Holder
continuous derivatives. Since the coefficients of (4.14) have Holder continuous first derivatives,

there is a unique classical solution u(r, ) of the above PDE (which is of elliptic type) and
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4.5 Continuity of the stopping boundary and Dynkin’s formula

u € C3(R) N C(R) [69, Thm. 19 and 20, p. 87]. From (4.45), the function (r, z) + v(to, 7, x)
satisfies (4.65), so, by uniqueness, © = v on Randu € C! (ﬁ) by Theorem 4.4.4.
We differentiate the PDE in (4.65) with respect to r and obtain

1

§U2m2urm(r, x) = =Ly, (1, 2) — Loug (7, ) —xu, (1, ) =04 (b, 7, ) +u(r,x), (r,z) € R,
(4.66)

where

L1 =5 620) for + (B)F () () i+ (') =) ]
Lof =paf(r)zfr + (paB'(r) + rzx) f..

Let ¢ be a C*° function with compact support on (71, 75) such that ff é(r)dr = 1 and for
x € (x, 1) define
Fy(x) = —/ Uz (1, )P (r)dr.
T1

Multiply (4.66) by —>¢(r) and integrate over (1, r2):

/T2 Upge (T, 7)O(r)dr = — /T2 2 o(r) [Lru,(r, x) + Loug(r,z)]dr

. o2x?
2 9 ” 92
=), FEtn )= | e d vt z)dr

72 2
+ / g o(r)u(r, x)dr.

Integration by parts gives
o nog
Fy(z) = —/ gy [u(r,2) L1 (r)dr + ug(r, 2) L5¢(r) | dr —/ pr (7). (r, x)dr
7";2 2 , . 2 T1
+/ W(ﬁ (r)ve(to,r, m)dr—l—/

22
T1 71 o

¢(r)ulr, z)dr,

(4.67)
where £] and £ are adjoint operators to £ and Lo, respectively. The expression above
involves only u and its first derivatives, which are continuous by Theorem 4.4.4. We take the
limit x — x¢ in (4.67) and notice that u,(r, o) = v,(to, 7, o) = vi(to, 7, 0) = 0, uy(r, 20) =

vz (to, 7, x0) = —1 and u(r, xy) = K — xo. Thus,

) 22 2 2K
ilgz Fy(x) = /T1 U%qu(r)dr —i—/ p o(r) (K — xo)dr = —— > 0,

2 242
1 0 07Ty
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4.5 Continuity of the stopping boundary and Dynkin’s formula

where we also use that f Li¢(r)dr = 0. Since x — Fy(x) is continuous on (zo, z;) and
lim, ., Fys(x) > 0, we have F,(z) > 0 on (g, zo + ) for any sufficiently small € > 0. Using
additionally that u is C*(R), we perform the following integration

Tote [y T2 fTOtE Y
0< / / Fy(z)dxdy = — / / / Uy (7, 2)dxdy ¢ (r)dr
Zo Zo r1 Zo

// (el ) + )y ¢/ (r)dr

__/ (u(r, 20 + &) — (K —20) +€)¢'(r)dr

T1

= /7"2 u(r, o + €)o(r)dr,

T1

where we have used Fubini’s theorem in the first equality, u,(r, x9) = —1 in the second equal-
ity, u(r,z9) = K — xo in the third equality, and the integration by parts in the last equality.
As the above inequality holds for an arbitrary smooth function ¢ with a compact support in
(r1,72), we must have u,.(r, xo+¢€) = v,(to, , zo+¢) > 0 almost everywhere on (1, 75). This
contradicts that r — v(to, 7, o + €) is a non-increasing function (see Proposition 4.3.1), hence
x +— c¢(t, x) is continuous.

We turn our attention to the left-continuity of ¢ — ¢(t, z) at to (the right-continuity has al-
ready been established in Proposition 4.3.4). Assume, by contradiction, that the left-continuity
fails at #. Since t — c(t, z) is non-increasing, there exist rq, ry such that c(tg—, xg) > ry >
r1 > c(to, o). By the continuity of = — ¢(to, z) at zo and the monotonicity of ¢(t, z), there is

x1 € (xo, K) such that r; > ¢(tg, z1) > c(to, o). Hence, for any sequence t,, T to, we have
C(tn, 71) > c(tn, v0) > c(to—, o) > 12 > 11 > (to, 71) > c(to, 7o),
so that

R := (t1,t9) x (r1,72) X (20,21) CC,
= {to} x (r1,72) X (20, 1) C D.

Consider a PDE

wy(t,r,x) + (L —r)w(t,r,z) =0,  (t,rz)€R,

(4.68)
w(t,r,x) =v(t,r x), (t,r,z) € O,R,

where 0, R denotes the parabolic boundary of R. By [69, Thm. 6, p. 65], Equation (4.68)

admits a unique classical solution w, which coincides with v on R. This also implies that
w € C'(R) by Theorem 4.4.4.
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4.5 Continuity of the stopping boundary and Dynkin’s formula

Let ¢; be a C* function with compact support in (¢, ;) and ¢ be a C*° function with
compact support in (7, r2) such that f;l o1(z)dr = f:f ¢o(r)dr = 1. Fixing t = t,, € (t1,10)
from the sequence t,, T ty, we multiply (4.68) by ¢ (x)p2(r) and integrate over (ry,ry) X

(370, .1'1):

/m /;m ¢1($)¢2(T){wt(tn, rx) + (L —r)w(t,,r, x)}d:zcdr =0.

Integration by parts gives

) 1 T2 1
/ / oO1(x) o (1w (ty,, r, x)dxdr + / / W(tp, T, x) (LY — 1)1 (x)do(r)dxdr = 0,
o n (4.69)
where £* is the adjoint operator for £. When n — oo, the first integral vanishes since w €

Cct (E) and w; = v; = 0 on I?;,. By the dominated convergence theorem, (4.69) reads

0—/T1 /IO (to,r,x) (L —1)p1(x)pa(r dxdr—/ / O1(x)pa(r) (L —r)(K — x)dxdr

_/m i 1 (2) o (1) (— 1K) dxdr—/ Go(r) (=1 ) dr

where we integrate by parts and use that v(t,r,z) = (K — x) on Ry, for the second equality.
We obtain a contradiction because the last integral is strictly negative.

Having established the continuity in ¢ and x separately, the monotonicity of ¢ allows us to
conclude the continuity of (¢, z) — c(t, x) at (to, zo) (see, e.g., [92]). O

Summarising, we have v € C'(O)NCY?2(C)NCH*?(D), and the optimal stopping bound-
ary c is continuous. This is not sufficient to apply the change of variable formula developed
in [112] which is often used in optimal stopping literature to establish It0’s formula for the
value function. Indeed, since [112] deals with functions that are not necessarily C?, it requires
that ¢ — c¢(t, X;) be a semi-martingale, so that the local time on the stopping boundary is
well-defined. While we were unable to prove it for our optimal boundary, we can instead take
advantage of the continuous differentiability of our value function and use a generalisation of
[t6’s formula from Chapter 5 which only requires the monotonicity of the boundary. Notice
that, interestingly, we need not control the second order spatial derivatives near OC in order to
apply results from [25]. We do however need to ensure that both boundary points of the set Z
are non-attainable, because we have not proven that the derivatives v;(¢,r, x), v,.(t,r,z) and

vz (t, r, x), understood as the limit as r — r, are well-defined.

Assumption 4.5.3. The lower boundary point r is non-attainable by the process (ry). In par-
ticular, under Assumptions 4.2.1-(i) we require k0 > o2 /2.
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4.5 Continuity of the stopping boundary and Dynkin’s formula

We will first prove an auxiliary lemma whose assertions are used in the proof of Proposition

4.5.5, and also in Section 4.8 to show admissibility of the hedging strategy.

Lemma 4.5.4. For any compact set I C Z x Ry, and p € [1, 2], we have

sup sup Em[ sup e b ruduy (t s, 7“57X5)] < 00, (4.70)
(rix)eK t€[0,T] 0<s<T—t

sup sup E,, [e*pfos’"ud“‘vz(t + s,rS,Xs)’pr] < 00, 4.71)
(r,z)EK s€[0,T)

sup sup E,, [6*2 Jo rudu (vr(t + s,rs,Xs))262(rs)] < 0. 4.72)

(rax)eK s€[0,T]

Proof. From (4.6) we obtain an upper bound for the function v:

v(t,r,x) < KET[ sup e~ Jo T“d“]. (4.73)

0<s<T—t

Using this bound, we have P, ,-a.s.
e Jorduy(t 451y, X,) < e JoruduKE, [ sup el ’“vd”]
0<u<T—t—s

— e~ I TuduKET[ sup e [ rodv

s<u<T—t

7|

< KET[ sup e~ Jo'rodv
0<u<T—t

}"s} < KET[ sup e Jo T

0<u<T

7).

where in the second equality we employ the Markov property of . By Doob’s maximal in-

equality applied to the martingale Y, = E, [supogug e~ Jo' redv ‘]—"s] , we conclude

sup sup Em[ sup e_fos’“ud“v(t+ s,rs,Xs)]
(ryx)ek t€[0,T] 0<s<T—t

< sup sup KET[ sup YS} < sup KET[ sup YS]

(rz)ek te[0,T] 0<s<T—t (r,x)ek 0<s<T
u 1/2
(rx)ek (r,x)ek 0<u<T

where (] is the constant from (4.3). This proves (i).
We now address (4.71). We have

- [ P P _Dg2 _p.2
e Pl oy (4 5,76, Xo) |V XP = Jug(t + 5,175, X ) [FaPePTPem270 < gPeP7Pem570,

where we use —1 < v, < 0 in the last inequality, which follows from (4.48). From here, (4.71)

is immediate.
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4.5 Continuity of the stopping boundary and Dynkin’s formula

It remains to prove (4.72). First we consider the case of Assumption 4.2.1(i1). From (4.16),
(4.17) and (4.18), we deduce

(vrlt,r,2)" 1B, sup 2] (4.74)
0<s<T -t

for some constant ¢; > 0 depending only on 7" and the coefficients of (4.2) (notice in particular

that the expected value in the right-hand side above comes from the constant C'y in (4.17)).

Hence

e—QfOS rydu (Ur(t + 8,74, XS))262(7,8) < 6_2 I ruducl Ers |: sup 6_2 Jo! rvdv:| 620"5)

0<u<T—t—s

-2 [ rudv

J-"s] B(rs),

< Er[ sup e
0<u<T—t

where the last inequality is by the same argument as in the proof of (4.70). We take expectation

of both sides and apply Holder inequality with ¢ = p'/2 (p’ > 2 is defined in Assumption 4.2.1)
andq' =q/(¢—1)

E, [G_QIOS el (p, (t+ 8,71, XS))zﬁQ(TS)}
< (Er |:E7" [0<il<11;t e_Qf(;l rody ]—"S} q] > 1/ (Er [ﬁQq’ (7"5)]) 1/q

<c¢ <E7"|: sup e P s T'vdv})1/q(ET[ﬁ2q’(TS)])1/Q’

0<u<lT—t

< e OV [ (r)]) 7,

where the second inequality follows from Jensen’s inequality and C is the constant from (4.3).
Let L be the Lipschitz constant for 8. Then, using triangle inequality for norms,

< (ETH/B(O) +L|7”5H2q’})1/¢1' _ ((ET‘H/B(O) +L‘7as”2q/:|>1/2q’>2

< (80 + LE[P) ) < (80) + LG+ 1)),

1/q

(E.1(3r2))*7)

where the last inequality follows from (4.4) and 2¢' = p’ > 2. Combining the above estimates
proves (4.72).

We address the case when r follows the CIR dynamics. From the non-negativity of the
process r and from (4.74) we obtain that (vr(t, T, a:))2 < ¢ for any (t,7,x) € O. Hence, we

write
Ep [ 20070 (0, (1 + 570, X)) B2 | < ey Bl

where we used the explicit form of 5. It remains to recall (4.4) to conclude (4.72). O
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4.5 Continuity of the stopping boundary and Dynkin’s formula

Proposition 4.5.5. Under Assumption 4.5.3, for any (t,r,z) € O and any stopping time T €
[0, T — t|, the value function satisfies the following Dynkin’s formula:

v(t,r,z) =E,, [/ e~ Jo' ”d”Kru]l{ru>c(t+u7Xu)}du +e lo Ryt T Xp) | . (475)
0

Proof. Let IC,, be an increasing sequence of compact subsets of O such that U, y/C,, = O and
define 7, = inf{t € (0,7 — ] : (t+s,75,X;) & Kn} A (T — ¢ — 1) for n large enough so
that % < T —t. We apply a version of the change of variable formula from Chapter 5 Theorem
5.2.1 (also see [25]). We delay the verification of the assumptions required until the end of the
proof. Using that
(O + L —r)v(t,r,z) =0, r < c(t,z), 476)
O+ L—r)v(t,rz)=0+L—r)(K—-—2)=—rK, r>c(tx),

we obtain that the dynamics of the discounted value function on [0, 7,,] is given by
SATn
e Jo “d”v(t + SA Tny Tsar,s Xsmn)

SATn, SA\Tn,
= U(t, T, ‘T) - / e o rvdUKTu]l{ru>c(t+u,Xu)}du + / e Jo TUdUO'Xqu(t + U, Ty, Xu)dBu
0 0

SA\Th,
+/ e Jo “d”ﬂ(ru)vr(t + u, 1y, Xy ) AW,
0

4.77)
Taking expectations and applying the optional sampling theorem we arrive at
TNTn
U(t, T, SL’) = Er,:}c[/ e Jo Tvderu]l{ru>c(t+u,Xu)}du
0 (4.78)

+e S r”d”v(t—l—(T A Tn)s Trarn s XT/\Tn)} )

Using (4.3) and (4.4), Holder inequality implies
Tt
E . [/ e o md [ |du | < oo
0

The majorant for the second term of (4.78) follows from (4.70) in Lemma 4.5.4. The dominated
convergence theorem proves (4.75), since 7,, T T'—t upon recalling that the boundary of Z xR ;.
is assumed non-attainable by the process (1, X).

It remains to verify assumptions of 5.2.1. Identifying X! = r; and X? = X, we have,

61’1(757 T, QZ) = ﬁQ(T)v ﬁ1’2<t,7’, SC) = ﬁ2’1<t7 T, .T) = O'pﬁ(?’):ﬂ, ﬁ272(t77ﬁ7 SL‘) = o’a”.

By Assumption 4.2.1, 5% is Lipschitz for i, 7 = 1,2 on every compact set in O. Indeed, it
can be directly verified for the CIR process. In case (ii) of Assumption 4.2.1 we use Lipschitz
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4.6 Early exercise premium

continuity of 5. The marginal distribution of the process (r;, X;) has density with respect to
the Lebesgue measure (Remark 4.3.7), so (¢, 7, X¢) ¢ OC, P, ,-a.s. for any ¢ > 0. This verifies
Assumption A.1 of 5.2.1. In the notation of Assumption A.2 in 5.2.1, using (4.76), we have

1
§L<t’ r,x) = —ravg(t, v, x) — a(r)ve(t,r, o) — vt r,x) +ro(t,r, ) — Ly re)eny 7K.

Since v € C'(©O) and the function a(r) is continuous (see Assumption 4.2.1), L is continuous
and bounded on C,, \ dC. We finally have that Assumption A.3 in 5.2.1 holds by Proposition
4.34. [

In the proof of the above proposition, we show that the discounted value function satisfies

for any stopping time 7 € [0, T — ]
e~ Jo vyt 47 e X))
= U(t, T, fL’) - / e Io TvdeTs]l{rs>c(t+s,Xs)}dS + / e ) TvdUO'Xs'Ux(t + 5,75, Xs)st
0 0
+ / e~ o B(r o (t + 5,15, X, )dW,.
0
(4.79)

This representation will play a fundamental role in deriving a hedging strategy for the Ameri-

can put option in Section 4.8.

4.6 Early exercise premium

Inserting 7 = 1" — ¢ in (4.75), we obtain a decomposition of the American option price into
a sum of the European option price v. and an early exercise premium v, (see [124] for a

derivation of this formula only using general martingale theory):
v(t,r,z) = v,(t,r,2;T,b) + ve(t,r, 2, T), (4.80)

where o
ve(t,r,x; T) = E, e o ”vd”(K - XT_t)+] ,

r pl—t
vp(tv r, ;T b) = Er,z / e Iy rvderu]l{Tu>c(t+quu)}du:| (4.81)
LJ O

r pl—t
LJO

The last equality follows from r > ¢(t,x) < = < b(t, r) by construction of b as the generalised

inverse of c.
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4.7 Integral equation for the stopping boundary

4.7 Integral equation for the stopping boundary

Proposition 4.5.5 provides a characterisation of the optimal stopping boundary c(¢, z). Indeed,
forany (t,z) € [0,7) x R, such that ¢(t,x) € Z, inserting 7 = T'— t and r = ¢(t, x) in (4.75)
yields an integral equation for c:

(K —2)" =Bty {/T o RN ey d €TI0 (K = X )
’ (4.82)
The condition that ¢(¢, z) € Z is necessary as ¢ can take values r and 7 which do not belong do
the state space Z, and the interest rate process  may not be started from there. Notice also that
c(t,x) ¢ T when = > K so the left-hand side of (4.82) can be replaced by (K — x). In line
with well-known results for American options with constant interest rate [111], it also turns

out that c is the unique solution of the integral equation.

Proposition 4.7.1. Under Assumptions 4.5.1 and 4.5.3, the function c is the unique function
®:[0,7) x Ry — [0,7] such that:

1. is continuous, non-decreasing in x and non-increasing in t, with ®(t,z) = 7 for x > K,

2. ® satisfies (4.82) (with c therein replaced by ®) for all (t,x) € [0,T) x Ry for which
O(t,x) € T.

Proof. The proof follows ideas originally developed in [111]. Assume there exists another
continuous function ¢ that satisfies conditions (1) and (2) in the statement of this proposition.
Define a function O > (t,r, x) — 0(t, r, ) such that
T—t
o(t,r,z) =, {/ e f(?T“d”Kru]l{ru%(tﬂ,xu)}du—ke_ fOTft”d”(K—XT_t)”L ,
0
o(T,r,x) = (K —x)", (r,z) eI xR,.

It is not difficult to prove that ¥ is continuous by the continuity of ¢ and of the flow (s, r, z) —

(rt, X*). By the Markov property of (r, X'), one can also check that

VS = / e fou rvderu]l{ru>E(t+u,Xu)}du + e fos T‘UdU/l’}(t + S,TS,XS), s € [O,T _ t],
0

is a continuous P, ,-martingale. Hence, for any (¢, r, x) € O and any stopping time 7 < 7" — ¢,
the optional sampling theorem yields

f)(t’ Ty l‘) = ETJC [‘kf] = Enx {/ ¢ d rvdUKTu]l{’"u>5(t+u,Xu)}du t+e Iy Tvdvﬁ(t + 7,7, XT):| ’
0
(4.83)
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4.7 Integral equation for the stopping boundary

which is analogous to the formula for v in (4.75).

For an easier exposition of the arguments of proof we proceed in steps. In the first four
steps we show the equality ¢(¢, x) = ¢(t,z) for all (t,z) € [0,7) x Ry such that &(¢, x) € Z.
Then, in the final step we use monotonicity and continuity of ¢ and c to extend the equality to
all (t,z) € [0,T) x R,

Step 1. We first show that 0(t,r, z) = (K —z)" for any (¢,r,2) € O such thatr > ¢(t, ).
Fix (t,7,2) € O such that 7 > &(t, ) (the claim for # = &(, 2) follows by the continuity of
v). Define a stopping time

mi=inf{s > 0: 0" <&t +s, X} A (T —1).

By the continuity of s — &(f + s, X,) and s + 7, and the fact that 7 and 7 are unattainable by
(rs), we have &(f + 1, X,,) € T on {r; < T — t}. By assumption (¢, é(t, z),z) = (K — 2)*
and, consequently, ¥ (¢ + 71, ¢(f + 11, X5, ), Xr, ) = (K — X;,)* since 9(T, r,z) = (K —x)™.
In combination with (4.83), this yields

T1 -
0(f,7,2) = Bz { / e o W K du + e~ St A (K — Xn)ﬂ , (4.84)
0

where we use that r, > c(f + u, X,,) on {u < 71}. Applying Tanaka’s formula to (7, z)
(K — x)* and taking expectation, we get

(K — 2)*
T1 “ - 1 71 w
— ETA@ [/ e Jo rvdUKTu]l{Xu<K}du + e~ folrvdv(K _ Xﬁ)-ﬁ- + 5/ e~ Jo mdvdLuK(X)}
0 0

T ™
= Es {/ e o K du 4 e Jot el (K — X71)+} ’
0

where L% (X) is the local time of the process X at K. The local time L% (X) is null until 7,
since r, > ¢(t + u, X,,) = X, < K, recalling that ¢(¢,x) = 7 when > K. Compare the
right-hand side of the above expression to (4.84) to conclude that o(, 7, &) = (K — 2)*.

Step 2. The next step is to show that 0 < v for (¢,7,z) € O. Since we have already proved
o(t,r,x) = (K—2)" <wo(t,r,z) whenr > é&(t, x), we take (£, 7, %) € O such that 7 < &(t, #).
Define a stopping time

Ty i=1inf{s > 0: 77 > &t + 5, X)L A (T — ).
Since 7, < é(f + u, X,) on {u < 75}, we obtain from (4.83)

9(t, 7, &) = Epp |e S0 Tt (K — XT2)+] < (i, #),
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4.7 Integral equation for the stopping boundary

where the first equality is by @ ({472, ¢(t+7, X,,), X,,) = (K—X,,)" and the final inequality
holds by the definition of v.

Step 3. Now we show that ¢(t,z) < ¢(t,z) for any (¢,z) € [0,T) x (0, K) such that
¢(t,x) € T (it is immediate for (¢,x) € [0,T) x [K,00) as &(t, x) = c(t, ) = 7). Arguing by
contradiction, assume that there exists (£, #) € [0,T) x (0, K) such that Z > é&(t, &) > c(t, 2).
Let 7 > &(f,2), and define

75 :=1inf{s > 0: 7" < c(t + 5, X))V A (T —1).

By (4.75) and (4.83), we have

T3 - R
v(t,7,2) = Esz U eI TP Kr L iy du e 0 Ty +73>7“73,X73)} :
0

T3 . )
6(t7 72’ i.) Eﬁj [/ ¢ b rvderull{Tu>5(f+u,Xu)}du +e Jo? rvdv,a(t + 73, T'r3s XT3):| .
0

Since ¥(t,#, %) = (K —2)* = v(t,7,2), ry > c(t +u, X,,) on {u < 73}, and ¥ < v, the above

two equations imply that

T3 T3
Ef,:?: [/0 e~ Jo T“dvKru]l{ru>5({+u,Xu)}du:| > Ef}j [/{; e Jo TvdeTudu:| ‘

As the function ¢ is non-negative, 7, > 0 on {u < 73} and we conclude that

T3

The dynamics of (r, X) is non-degenerate on Z x R, so the density of (r,, X,) has a full
support (on Z x R ) for v > 0 (this can be inferred by classical Gaussian bounds as those we
use in (4.42)). Hence, by the continuity of ¢ and ¢, for a sufficiently small € > 0,

Prs (c(t +u, X,) <1y <&t +u, X,) for some u € (0,¢)) > 0.

Paired with the continuity of trajectories of (r, X), it contradicts (4.85).

Step 4. Next, we prove ¢ = c at all points such that ¢ € Z. Arguing by contradiction,
assume &(t,2) < c(t, ) for some (t,%) € [0,7) x (0, K) such that &(t,2) € T. Let 7 €
(é(t,2), c(t,2)) and define

7y =1inf{s > 0: 77 > c(t + 5, X)L A (T — ).
By (4.75) and (4.83), we have

v(t,7,2) = Esz [e_ Jo! Wyt Ty e, X)) |

o(t, 7, @)

T4 - .
Eﬁi |:/ ¢ fO Tvderu]l{T1L>E(£+U,Xu)}du + e f04 rvdv{}(t + 7-47 T7'47 XT4) )
0
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4.7 Integral equation for the stopping boundary

where in the first expression we used that 1, - .., x,) = 0on {u < 7}. Since &(t,z) <
c(t,z) for (t,z) € [0,T) x (0, K), we have 0(t + 74,7, Xr,) = (K — X))t = o(t +
T4, Try> Xr,) Dy step 1. Then recalling that o < v and comparing the two equations above give

us
T4
Ef’i |:/0‘ e fO rvder’u]l{ru>(~:(tA+u,Xu)}du S O

This is a contradiction since by the continuity of (r, X') and ¢ there is a random variable 1 > 0
such that
ru(w) > &(t 4 u, X, (w)) forall u € [0,n(w)).

Step 5. Here we show that ¢ = c on [0,7) x R,. Let (t,,z,) be a sequence such that
¢(tn,xy) € T and (t,,x,) — (to, zo) with é(tg, z9) = 7 (respectively &(to, x9) = 0). Since
¢(tn, xn) = c(tn, x,) for all n’s, by the four steps above, by continuity we also get c(to, xo) =
¢(to, wp) = 7 (respectively c(tg, z9) = ¢(to, o) = 0). Then, by the monotonicity of both ¢ and
cwe getc(t,x) = é(t,z) forall (¢,x) € [0, to] X [zo, 00) (respectively (¢, ) € [to, T x [0, zo)).
This implies, in particular, that

{(t,0): &t,0) € Ty = {(t,2) : clt,x) € T},
which concludes the proof. [

The integral equation (4.82) has an analogue for the function b(¢, ) from Proposition 4.3.5.
Indeed, for b(t,r) > 0, taking = b(t,r) and 7 = T — ¢ in Proposition 4.5.5 and using
v(t,r,b(t,r)) = K — b(t,r) we see that b solves the integral equation:

T—t
K —b(t,r) = Epptr) [/ e Jo mdeTu]l{Xu<b(t+u,ru)}du:|

0 (4.86)

+ Erper) [6_ fOT?t”d”(K — XT_t)+] 7

where we use {X,, < b(t + u,r,)} = {r, > c(t + u, X,)} which follows from = > b(t,r) <
r < c(t,z) by construction of b as the generalised inverse of c. This parametrisation of the
integral equation extends the one obtained in the classical American put problem with constant
interest rate to our two-factor set-up. Once again we can prove uniqueness of the solution to
the integral equation but without requiring continuity of b, which is a non-standard result for

this type of equations.

Corollary 4.7.2. Under the assumptions of Proposition 4.7.1, the function b is the unique
Sfunction ¥ : [0, T) x T — [0, K) such that:

1. t — V(t,r) and r — V(t,r) are right-continuous and non-decreasing,
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4.8 Hedging portfolio

2. the generalised left-continuous inverse ®(t,x) := inf{r € Z : U(t,r) > x} is continu-

ous in (t, x), non-decreasing in x and non-increasing in t,

3. U satisfies (4.86) with (b therein replaced by V) for all (t,r) € [0,T) x T such that
U(t,r) > 0.

Notice that ®(¢, ) = 7 for x > K follows immediately from ¥ (¢,7) < K.

Proof. We can repeat the same arguments as in the proof of Proposition 4.7.1, always using
x> b(t,r) <= r < c(t, ) to fall back into the exact set-up of steps 1-4 therein. O

Integral equations (4.82) and (4.86) offer a method to compute the optimal stopping bound-
ary without using the value function v. We will demonstrate it in Section 4.9 where we design
a numerical method for solving such integral equations. Knowing the stopping boundary b, the
decomposition (4.80) can be employed to obtain an efficient numerical estimate of the option
value. This offers an alternative to numerical solution of the variational inequality for the value

function v, and, subsequently, extraction of the optimal exercise boundary.

4.8 Hedging portfolio

Thanks to the change of variable formula (4.79) we are also able to rigorously construct a hedg-
ing portfolio that (super)replicates the option payoff at all times. This is based on the classical
delta-hedging ideas in the Black and Scholes model but its rigorous mathematical derivation
requires smoothness of the option price function which was not previously established in the
literature.

Consider a market comprising three instruments: the money market account &; := elo rudu
the risky stock with the dynamics (4.1), and a zero-coupon bond with maturity 7". We will
construct a hedging portfolio for the American option on this market. We remark that the zero-
coupon bond can be replaced by any other financial instrument whose dynamics depends on
the Brownian motion W driving the interest rate, see Karatzas [86].

The risk-neutral price of the zero-coupon bond at time ¢ € [0, T is given by
R(t,r) :=E, [e— I ’t’"“d“} . R(T,r)=1. 4.87)

By standard arguments based on pathwise continuity of the flow (¢, ) — 7} (w), one can easily
show that R is continuous on [0,7] x Z. Then, under Assumption 4.2.1, the classical PDE
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4.8 Hedging portfolio

theory [69, Thm. 9, Ch. 4, Sec. 3] guarantees that I? is the unique classical solution of the

boundary value problem
(O + L, —r)u(t,r) =0, (t,r) €10, T] x (a,b),
u(T,r) =1, r € |a, b,

where £, = a(r)0, + B(r)?/20,, and (a,b) C T is an arbitrary bounded interval. In particular,
by arbitrariness of (a, b) we have R € C**([0,T) x Z) and

(O + L, —7r)R(t,r) =0, (t,r) €[0,T] x Z.
Then, using It6’s formula, the discounted bond price dynamics reads
de=Jo i R(s ry) = Re(s,75)B(rs)dWs. (4.88)

Denote by ¢!, ¢(?)| () the holdings in the stock, the bond and the money account, respec-
tively. Let C' be a non-decreasing continuous process starting from 0 modelling consumption.

A self-financing portfolio starting at time 0 can be constructed by
IL = 0 X, + P R(s, 1) + 0V¢,, s €[0,T], (4.89)
and it holds that
I, = v(0,7,z) + / S oMdx, + / S PP dR(u,r,) + / S pBde, — C,, s €[0,T]. (4.90)
0 0 0

The portfolio is admissible if all integrals above are semimartingales. Taking the money-
market account as a numerdire, we obtain from equations (4.90) that the dynamics of the

discounted portfolio value reads

de™ I ruduHS — qbgl)def Io ruduXS + (bgz)de, I ruduR(s’ Ts) e I rududCS
— e Io T“du(bgl)O'Xsst + e~ I Tudu¢g2)6(rs)Rr(Sa 7,,s)dVVS — e I rududcs'

4.91)
This means that a self-financing portfolio is uniquely determined by the processes ¢!, ¢(?)
and C.
Comparing (4.91) with (4.79), a candidate for the hedging strategy is given by
Ur(s, 75, X ’
¢gl) = ’Ux(S, Ts, Xs)7 (bg) - éqﬂ(& 7’3) >7 CS - /[) KTU]I{T7‘>C(“)X1L)}du' (492)

Thanks to Lemma 4.5.4, we can indeed prove that such portfolio strategy is admissible and

replicates the option’s payoff.
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Proposition 4.8.1. Under Assumption 4.5.3 the portfolio ('Y, ¢'?), C) is admissible and repli-
cates the payoff of the American put option.

Proof. The admissibility condition can be equivalently written as
T s T s 2
/ e 2o rudu (gzﬁ( o X ) ds +/ e 2o 7”“m(gbf)ﬁ(rs)R,«(s, rs)) ds < oo, P, .-a.s.
0 0

(4.93)
Estimates in Lemma 4.5.4 imply

T T
Em[ / e 2l (oo X, ) ds + / e 2l ”d“(czbg?)ﬁ(rsmr(s,m))st} < 00
0

0

which is a stronger condition than (4.93). The fact that the portfolio replicates the option

follows from the construction and (4.92). O]

4.9 Numerical analysis

In the numerical analysis, we assume that the interest rate r follows Vasicek model. In partic-
ular, this means that 7 = R and

dT‘t = /i(@ — Tt)dt + Bth, (494)
whose explicit solution is given by
e = e TR L g(1 — em(5TR) L gesn / e dW,, s>t>0. (4.95)
t

We first derive a numerical method for computing the optimal stopping boundary using the
integral equation from (4.86). Once the boundary is obtained, we use it to also compute the
value function via (4.80). Section 4.9.2 contains an analysis of the effect of parameters on the

stopping boundary and the value function.

4.9.1 Computational approach

With an abuse of notation, we denote by R(t,T) = R(t,r,T) the time-t price of a zero-
coupon bond with maturity 7' (c.f. (4.87)); the dependence on the initial state r is indicated in
the subscript of the expectation operator. Recall the integral equation (4.86) for the boundary
b: for (t,r) € [0,7) x Z such that b(¢,r) > 0, we have

K —b(t,r) = v,(t,r,b(t,r); T,b) + ve(t,r,b(t,r); T), (4.96)
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where v, and v,, are stated in (4.81). With the last parameter 0 of v,,, we emphasise the depen-

dence on the function b:
-t
vp(t,r,x;T, b) = Em [/ e Jo ’"”d”Kru]l{Xu<b(t+uM)}du .
0

In the numerical scheme below, we evaluate v,, for consecutive approximations of b.
We can derive the following formulas for v, and v, using well-known properties of the joint
law of (r, X;):

ve(t,r,2;T) = R(t, T)KN (dy) — 2N (dy), (4.97)
T o)
vp(t, 2T, b) :/ KR(t,u)[/ \/12_ _yT< (t,u) + yy/72(t u) ( tu,y;b))dy du,
t oo V2T
(4.98)

where N () is the cumulative distribution function of the standard normal distribution and
other auxiliary quantities are given by (we suppress dependence on r and x for the sake of

simplicity):

log (K (tT)) 4+ Bl
dl(t,T) L= 5 (t T) s d2<t,T> = d1<t,T) — ’Vl(t,T),
1%
52

q(t,u) - = e TR L (1 — e~ (m0F) - —g(li u— t)

log< t“)b(u q(t,u) +y\/7e(t,u)) ) + 71 Y (t, w)p(t, u)y
ot u,y;b) : = :
V(L= p(t, )2)%( )
p(t,u) s =rg(k,u—1t)+0(u—1t—g(k,u—1t)),
Yt u) : = (u—t)o? + 2p0 B( —t—g(/i,u—t))
62(u—t—29(/<a u—1t)+ g(2r,u—t)),
Yolt,u) : = B2g(2k,u — t),
St = poBg(k,u—t) + 5 g(k,u—t)?
7 \/71 (tv u)72 (t, u) ’
gla,u): = 1%
(4.99)

Now we give the detailed derivation of (4.97) and (4.98).
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Lemma 4.9.1. For a measurable bounded function ¢ : (0,00) x R — R and s > t, the

function
u(t,s,r,x) =E,., [e_ f(f_t’"ud“gp(Xs_t,rs_t)}

has an explicit representation

u(t7 87 r7 x) - eiu(t’s)J’»%BQ fts g(lﬂ787u)2du /
R

g0<meL(t,s)+\/’Yl(t73))Z7 q(t, s) + yv/7a(t, s))
2

o~ TR (7Y - 20(ts)zy) ! _dzdy, (4.100)

2my/1 — p(t, s)

where

2

L(t,s) = u(t,s) — %(s —t) — /ts (B%9(k, s —u)* + pog(k,s — u)) du.

Proof. The proof follows the lines of similar computations in the literature, see [13] and [45].
Using the explicit expression of 7 in (4.95) and stochastic Fubini’s theorem [117, Theorem

IV.64], we compute
/ rodu = g(k,s —t)ry +0 (s —t — g(k,s — 1)) + ﬁ/ g(k,s —u)dW, (4.101)
t t
= u(t,s) + ﬁ/ g(k, s —u)dW,.
t

Define Z; implicitly by
dBt = det + \/ 1— p2dZt.
Then Z is a Brownian motion that is independent of WW. Using the explicit expression of X
and (4.101), we write u as
2

u(t,s,r,x) =E, [e“(t’5)5 fdg_tg('fvrt*“)dw”*g;(x exp {/L(t, s) — %(8 — 1)

s—t s—t
+ ﬂ/ g(k, s —t —u)dW, + / o(pdW, + /1 — p2dZu)}, rst)] :
0 0
(4.102)
Define a new measure P by the Radon-Nikodym density

L e e T (G L
dP ’

where OV = Bg(k,s —t—u), O = 0. Define process W such that

AW, = dW, + By(k,s —t — u)du,
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then (W, Zu)ue[o,s—t] is a two-dimensional Brownian motion under P.

We write the explicit formula (4.101) for r in terms of W
ﬂZ
Ty = T3€ —(s—t)k +9( (sft)ﬁ)__g(ﬁs_t +ﬁ/ —(s— undW

Denoting by E the expectation under P, we obtain from (4.102) (note that we use explicit form
of rywiths =s5—1,t=0)
u(t, s, T, x) — e*u(t,s)+§52 ftsg(ﬁ,sfu)QduE [g& (xeL(t’SHA(t’s), q(t, s) + Y(t, s))] 7 (4.103)

where

s—t __ s—t
Alt,s) - = / (po + Bg(k,s —t —u))dW, + / o1 — p2dZ,,
0 0
ts:_,B/ ~(s—t=wr gy

For each fixed ¢ < s, the random vector (A,Y") is multivariate Gaussian under P with zero

mean, and variance and covariance given by
Vars(A(t,s)) = n(t, s), Vars(Y(t,s)) = 7a(t, s),
Covp(A(t,5),Y(t,T)) = p(t, 5)v/71(t, )72(t, 5).
Hence, we have an explicit integral representation of (4.103)

u(t, s, r, )

_ o h(ts)+ 38 ffg(ms—u)zd“/ gp(xeL(t’st, q(t,s) + Z/)
R2

L2 2 )z
« 67 2(17;31(15,5)2) <v1(t,5) Jrvz%tyS) o \/wil()t(fs)i;;(lt,s)> 1 dZdy
27T\/'71(t7 S)VZ(tv S) \/1 - ﬁ(tv S>2

(4.104)
A change of variable yields (4.100). O]

We now apply the above lemma to derive formulae for R(¢,7"), v. and v,. Taking ¢ = 1 in
(4.100), we have
R(t, S) _ ET |:67 fos—t rsds:| _ e*#(t,S)Jr%ﬁ? J5 g(k,s—u)?du _ e*,u(t,s)+%(s7t72g(n,sft)+g(2n,sft)).

(4.105)
This also implies that

eL(t,s) _ e,u(t,s)—%ftS B2g(k,5—u)?du ——(s t)—fft B2g(k,5—u)?du— I pog(k,s—u)du _ 1 —w'
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Insert this and (4.105) into (4.100) and let

z=p(t,s)y+/1—p(t,s)?z.

This transforms the integral in (4.100) into an integral of two independent Gaussian variables

o ( T /s (A )yt 1-(0s)22)
R(t, s) ’

u(t,s,r,x) = R(t,s)/

R2

. 1
q(t,s) + fyg(t,s)y)e_%('z2+y2)2—d,§dy. (4.106)
7T

Now, letting ¢(z,7) = (K — 2)" and ¢(z,7) = K71 5<p(s,)}, We obtain (4.97)-(4.98).
Equation (4.96) defines the boundary b as a fixed point of a non-linear mapping. To com-
pute it, we follow an iterative scheme motivated by [46]. We fix —0c0 < Tpin < Timae < OO

and discretise the variables (¢, ) as follows:
{(ti,ry) € [, T] X [Pmins Tmaal},  i=1,.,M,j=1,..,N.
We specify an initial approximation b(®) of the boundary:
0O (t;,r;) = K, Vi,j.

For each n > 1, we compute the boundary 5™ at points (¢;, 1;)i; by solving the algebraic

equation:

K — b(n) (tl, Tj) — Ve (tl, 7”]', b(n) (tl, Tj); T) = Up (tl, ’I"j, b(n_1)<ti, Tj); T, b(n_l)) . (4107)
The right-hand side, which is difficult to compute, is independent of b, while the left-hand
side 1s known in an explicit form. We stop iterations when, for a pre-determined £ > 0,

max bV (¢, 1) — b (8, 75)| < <.
i.j

The numerical evaluation of v, (ti, rj, b("*l)(ti, r;); T, b("*l)) requires that the boundary
b=V be known for all points (¢,7) in the state space while we compute it only on the grid
(ti,7;). We, therefore, use Matlab interpolation function with the Modified Akima cubic Her-
mite polynomials (‘makima’) interpolation method. Integrals are computed using Matlab func-
tions employing standard quadrature methods.

It should be remarked that the stopping boundary b may have a singularity (jump) at r = 0,
which corresponds to a horizontal part of the parametrisation ¢ of the stopping surface: a
jump occurs when ¢ 1({0}) # [0,T) x {0}. Furthermore, b(T—, r) := limyr b(t, ) satisfies
b(T'—,r) = 0 forr < 0and b(T—,r) > b(0,r) > 0 for r > 0, see Proposition 4.3.5. This
hints at a potential numerical difficulty around » = 0, particularly for times ¢ close to maturity.
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Figure 4.1: Stopping boundary surface b(t, ).

4.9.2 Sensitivity analysis

Unless stated otherwise, numerical results are presented for the parameter values
T=1K=100,0 =04,k =0.3,0 =0.05,8 =0.01,p = 0.5, (4.108)

and the convergence criterion with ¢ = 0.01. The magnitude of «,  and 3 is based on empirical
findings reported in the literature, c.f. [79, Chapter 31] and [61]. Although main currencies
have recently enjoyed much lower interest rates, our choice of § means that the effects of
random interest rate and its parameters on the market dynamics and optimal stopping boundary
are more pronounced and graphs more transparent.

Figure 4.1 plots the stopping boundary b(¢, r) using parameters (4.108). The optimal stop-
ping boundary increases as ¢ tends to the maturity 7" and as the interest rate r grows (c.f.
Proposition 4.3.5). This behaviour is consistent with the one of the optimal exercise boundary
for the American put option in the Black and Scholes model with a constant interest rate [111].
Figure 4.2 illustrates the value function v(¢, 7, z) via sections in directions of ¢, r and = rooted
at the point (0, 0.0478,82.11), which illustrates the findings of Proposition 4.3.1. In Panel (a),
the value decreases to the value of the immediate exercise as the option is purchased deep in

the money.
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o(t,0.0478,82.11)
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Figure 4.2: Sections of the value function v(t, r, x) through the point (0,0.0478,82.11). The
dashed line displays the payoff (K — z)™.
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Figure 4.3: The r-sections of the stopping boundary (left panel) and the value function (right
panel) for the mean-reversion parameter x € {0.1,0.55, 1}.

Effects of the interest rate. The option price is significantly affected by the initial interest
rate (Panel (b)) because the maturity of the option is long (1 year). The effect depends on the
mean-reversion coefficient x and it increases when the mean reversion parameter decreases.
Indeed, this tendency is clearly visible in Figure 4.3. A large mean-reversion speed (k = 1)
means that the interest rate is quickly pulled towards 6 = 0.05, diminishing the effect of the
initial value. Taking expectation on both sides of (4.95) gives that the expected interest rate at
the maturity 7' = 1 is

E.fri] =re " +0(1 —e™"),

which, for k = 1, means E,[r1] ~ 0.367 + 0.746. On the contrary, we obtain E,[r;] ~
0.907+0.106 for k = 0.1 and so the effect of the initial interest rate on the stopping boundary
(Figure 4.3a) and the value function (Figure 4.3b) is more pronounced. The optimal strategy
for k = 0.1 prescribes to be more patient compared to larger values of x when the interest rate
is near 0 and act faster when the interest rate is close to 1. Indeed, with a slow mean-reversion
the interest rate stays close to the current value for longer, so the observed behaviour of the
stopping boundary and the of value function is akin to that observed by a model with a constant
interest rate [22, 111].

Effects of the correlation coefficient. The sensitivity of the stopping boundary with re-
spect to the correlation coefficient p between Brownian motions driving the stock price and
the interest rate is displayed in Figure 4.4; the value function behaves accordingly and it is not
displayed. High positive correlation p = 0.8 implies that the interest rate and the stock price

tend to move together. The increase in the interest rate pushes the stock price up and vice versa,
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Figure 4.4: The r and ¢-sections of the stopping boundary for the correlation coefficient p €
{-0.8,0,0.8}.

resulting in a more unstable environment and an earlier optimal stopping. On the contrary, a
strong negative correlation sees the stock price and the interest rate dampening the effect of
each other’s moves: an increase in the stock price brings a drop in the interest rate, therefore,
making longer waiting (lower stopping boundary) more desirable due to effect on the drift of
the stock price as well as on the discount factor. Naturally, this effect diminishes the closer one

gets to the maturity of the option, see Figure 4.4b.

Effects of the volatility of stock and interest rate. The effect of the diffusion coefficient of
the spot rate /3 on the stopping boundary and on the value function is negligible. We compared
results for 5 € {0.005,0.01,0.015}, the range of values observed in empirical literature men-
tioned above. We noticed variations in the value function of less than 0.1% and in the stopping
boundary of less than 1%.

In line with the financial intuition, the value of American Put option is increasing in o,
see Figure 4.5¢ and 4.5d. When o = 0.1, the optimal stopping boundary is close to the
exercise price K (Figure 4.5a), so the option is immediately exercised for the initial stock
price x = 82.1053 presented on Panel (c), hence the flat graph. For other values of o, the
exercise boundary is below the initial stock price and the effect of the interest rate is clearly
visible. The structure of results in Figure 4.5 is, as expected, in line with the findings for the

American Put option in the Black and Scholes model with constant interest rate [22, 111].
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Figure 4.5: Effect of the volatility of the stock price o. Panels (a) and (b) display the r and
t-sections of the stopping boundary b(¢, ) and Panels (c) and (d) show the  and x-sections of
the value function v for o € {0.1,0.3,0.5}.
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Chapter 5

A change of variable formula with
applications to multi-dimensional optimal
stopping problems

5.1 Introduction

In this chapter, we provide a version of change of variable formula for the value function
U : R, xR = R in a multi-dimensional optimal stopping problem. The result is applied
in the proof of Proposition 4.5.5 in Chapter 4. Our formula requires the value function to be
continuously differentiable, i.e. the spatial gradient VU is a continuous function. However,
we require minimal regularity on the second order spatial derivatives of U near the stopping
boundary C and very mild monotonicity properties of the boundary itself.

We now review some of the main results in the field but without the ambition to give a
full account of the existing literature, which is vast and branches out in several specialised
directions. In order to avoid confusion with our own setting, below we use F' to denote the
function to which the change of variable formula is applied in the literature that we discuss.

Various change of variable formulae have been developed that do not even require continu-
ity of first order spatial derivatives of F'. Perhaps the best known is the so-called 1t6-Tanaka-
Meyer formula (see, e.g., [117, Thm.IV.7.70]) which applies to functions F' : R — R that
are a difference of convex functions (see also [8, Sec. 3] for an extension to F'(¢, X;) with
X a one-dimensional Brownian motion). Relaxing the assumption of convexity is generally

difficult but a number of results are known in the literature. An early work in this direction is

!The results from this chapter form part of the article [25], which is currently under review.
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the one by Bouleau and Yor [19] who establish a formula for functions ' : R — R which are
absolutely continuous with locally bounded first order derivative and for a fairly broad class
of cadlag semi-martingales. The key idea in that work is that the semi-martingale local time
defines a measure on R via the mapping a — L{ (see, e.g., [117, Thm. IV.7.77] and the sub-
sequent corollary for details). Follmer and Protter [65] generalise those results to functions
F : RY — R whose first order partial derivatives exist in the weak sense as functions in L?
and the underlying process is a d-dimensional Brownian motion. Analogous results in the one-
dimensional case had been previously obtained by Follmer, Protter and Shiryaev in [68] (see
also Bardina and Jolis [10] for time-space extensions in the case of one-dimensional diffusions
with suitable transition density). Those works shift the focus from the use of semi-martingale
local times (as in Bouleau and Yor [19]) to the use of quadratic covariation of VF'(X) and X.
Quadratic covariation appears also in work by Russo and Vallois [123], who require contin-
uous differentiability of the function ' : R? — R but develop change of variable formulae
for more general processes than just semi-martingales, thanks to notions of forward and back-
ward integrals they introduce in earlier papers (see also subsequent results by Errami, Russo
and Vallois [57]). Further results based on quadratic covariation of VF'(X) and X are estab-
lished by Moret and Nualart [106] when F' belongs to the Sobolev class 17,*(R%) and X is a
non-degenerate martingale, using Malliavin calculus techniques. In the case of diffusions as-
sociated to uniformly elliptic operators in divergence form Rozkosz [121] establishes a change
of variable formula for functions F' in the class Wél(;f (R%), for p > 2 A d, via Stratonovich
integrals.

The focus on properties of local times of semi-martingales is central in works by Peskir
[110] and [112], which are close in spirit to our work (see also [74] for further results and
links to other generalisations of Itd’s formula). In particular, in [110] Peskir studies a change
of variable formula for processes F'(t, X;) where X is a continuous semi-martingale, F' :
R, xR — Rissuchthat F € C*?onCand F € C'? on D, with R, x R = CUD and
the sets are separated by the graph of a continuous function b : R, — R of bounded variation.
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Peskir’s formula ([110, Thm. 2.1]) reads as follows.

F(t,X;) = F(0, Xo) + /t % (Fy(s, Xs+) + Fi(s, Xs—)) ds

t
1
+/ — (Fo(s, Xs+) + Fu(s, Xs—)) d X,
0 2
t (5.1)
1
+/ §Fm(s,XS)]I{XS#(S)}MX,X}S
0
t
1
+ [ G FsXeb) = Buls Xoo) L caopdLX),
0
where
Y
LZ(X) =P - hm—/ ]l{b(r)fngsgb(r)+s}d<X7X> (52)
€10 2¢ Jy r

is the local time of X at the curve b for s € [0, ¢]. The local time is needed in the formula as
the spatial derivatives of F’ need not be continuous across the boundary dC = 0D of the two
sets. In optimal stopping problems where C is the continuation set and F' is the value function,
the assumption ' € C"? on C could be too restrictive, as the regularity is usually hard to
verify at the stopping boundary b. Taking this into account, in [110, Sec. 3], Peskir shows this
requirement can be weakened to hold only in the interior of the sets C and D, separately, if X

is a continuous diffusion:

The regularity requirement for /' in this case can be replaced by the following assumptions
([110, Thm. 3.1]),

P1 FeC'"?onCand F € C"? on D,
P2 LF = F, + oF, + 10*F,, is locally bounded on C U D,
P.3 F.(s,b(s) £¢e) — F,(s,b(s)) uniformly for s € [0,t] as e | 0,

P4 supg...s V(F(-,b(-) £e))(t) < oo for some § > 0, where V(g)(¢) denotes the total
variation of ¢ on [0, ¢].

The change of variable formula becomes

t t

F(t, Xy) ZF(O,X0)+/ LF(S,Xs)ﬂ{xs¢b<s>}dS+/ (0F2) (s, Xs)Lix, 20514 Bs
0 0

(5.4)

t
1
+ [ G B Xb) = Fals X)) L caiop LX)
0
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Assumption P.2 is verifiable in optimal stopping. In the corresponding free boundary problem,
we often have LF = 0 on C and LF = LM on D where M is the gain function. Hence,
the assumption P.2 holds as long as LM is locally bounded on D. The second derivative of F'
may explode when approaching the stopping boundary b from C, but the first integral in (5.4)
is well-defined because of the boundedness of function LF. Assumption P.3 and P.4 can be
verified by studying the monotonicity and the C! regularity (smooth fit) of the value function
F'. The idea that only having control over function L£F instead of the individual second order
derivative [, inspired our work. We will explain this assumption further in Section 5.3.

In his other paper [112], Peskir extends the result to multi-dimensional, possibly discontin-
uous semi-martingales X = (X1, ..., X¢) € R?and in this case the sets C and D are separated
by the graph of a function b : R, x R?~! — R that is continuous and such that the process

bX = b(X!,... X% 1) is a semi-martingale. Let F' : R? — R be a continuous function and

2 if X7 is not. Then, if X is a continuous semi-martingale, the following change of variable
formula for F'(X,) holds ([112, Thm. 2.1]):

d ¢
1 .
F(X,) = F(X,)+ Z/O 3 (B (XY, X)) + B (XL X)) dx ()
=1

1 en [f1 o
3 /0  (Foue, (XL, XE) 4 Fo (X X)) (X0, X9 (55)

2,7=1
1 t
+ 5/ (Fog (X2, X04) = Fo (X0, XE2)) 1 xampxy dLA(X),
0
where
1 S
LM(X)=P- lim - / L cexipx (yead( X — 0%, X7 —bX) (5.6)
B 8 0 —=<*s — T

L%(X) is the local time of X on the surface bX. The formula can be extended to the discon-
tinuous case where X is a general semi-martingale with jumps ([112, Thm. 3.1, Thm. 3.2]).
Furthermore, similar to the one dimensional case, the regularity constraint on F' in the closure
of C and D may be replaced by some easily verifiable conditions in the setting of free boundary
problems (see [112, Sec. 4]). However, it is still essential that bX = b(X*,..., X91) has to
be a semi-martingale so that the local time is well-defined. This may be hard to verify directly
in applications to optimal stopping, because the boundary b is not given explicitly, and it was

one of the main motivations for our own formula. Elworthy, Truman and Zhao [55] also obtain
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change of variable formulae for time-space processes where the spatial component is a one-
dimensional semi-martingale (for an extension to two-dimensional diffusions see [60]); they
require left-derivatives in time and space of the function [’ to have bounded variation.

Eisenbaum [51] developes change of variable formulae for multi-dimensional Lévy pro-
cesses when first order partial derivatives of the function F' exist and are integrable, without
further assumptions on second order derivatives. She relies on a suitable notion of integrals
with respect to local time (a,t) — L¢, understood as integrator in both variables, and connects
her results to all the papers we mentioned so far (see also [49] and [50] for earlier closely re-
lated work by the same author). More recently, Wilson [134] also studies integrals with respect
to local time as a map (a, t) — L¢ (building upon ideas from [51] and [74]). He then uses such
integrals in [135] to derive a change of variable formula for functions F' : R, x R? — R
when the underlying process is a two-dimensional jump diffusion process whose jumps are of
bounded variation and with no diffusive part in the second component. Wilson’s assumptions
on F' are in the same spirit as those by Eisenbaum but his change of variable formula draws
on [110] and [112]. However, [135] requires that either the boundary b : R, x R — R be
Lipschitz continuous or b := b(¢, X) be of bounded variation. Both assumptions are gener-
ally difficult to check in applications to optimal stopping. Finally, under the assumption that
smooth-fit holds and with an analogue of our Assumption A.2 in place, [135] obtains a gener-
alisation of 1td’s formula without requiring b* of bounded variation (but still requiring X of
bounded variation).

It is worth mentioning that a number of interesting results on generalisations of Itd’s for-
mula developed in the early 2000 are collected in the book [47]. There we find for example
work by Kyprianou and Surya [94] on a change of variable formula with local times on curves,
for one-dimensional Lévy processes of bounded variation. Some of the work by Eisenbaum,
Peskir, Russo and Vallois are also contained therein.

In the the theory of stochastic control the most widely used extensions of 1t6’s formula for
time-space diffusion processes (generally admitting smooth transition density), require F' €
ngo,z,p (R, x R?) for p > 1 sufficiently large to also guarantee that the spatial gradient V F is
continuous thanks to Sobolev embedding (see, e.g., [16, Ch. 2.8], [93, Ch. 2 Sec. 10] or [64,
Ch. 8]). While our proof is inspired by those results, we remark that our function U does not
belong to the Sobolev class Wzlo’f’p (R, x R) because we do not require integrability of second
order spatial derivatives in neighbourhoods of the boundary OC.

In the context of applications to optimal stopping it is also worth mentioning the work by

Alsmeyer and Jaeger [2]. They prove a change of variable formula for functions F' : R¥! — R
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that are continuously differentiable and whose derivative in its first variable (denoted D, F')

is absolutely continuous as a map z +— D, F(z,z1,...,x4) for all (zq,...,z,4) fixed. Dif-
ferently from our set-up their result applies for processes X = (M, V!, ... V%) where M
is a continuous semimartingale and (V'!, ..., V9) is a continuous process of locally bounded
variation.

This chapter is organised as follows. In Section 5.2 we present our framework and state our
change of variable formula. In Section 5.3 we discuss the applicability of our result in optimal
stopping problems for multidimensional processes. In Section 5.4 we prove our change of

variable formula.

5.2 Setting and main result

On a filtered probability space (2, F, (F;)i>0, P) we consider a d-dimensional Brownian mo-
tion B := (B}, ..., B%),50 and denote by X := (X!, ..., X%) a solution in R? of the stochastic
differential equation (SDE): fori =1, ... ,d,

d
dX} = o'(t, X )dt + Y o7(t, X )dB] +9'( X )dAl,  Xg=as, (57

j=1
where A = (A, ..., A9) is a cadlag process of bounded variation. Here we use boldface letters

to indicate vectors and denote

B(t, x) : Zamtwcﬂktm)

and f,, = ax s S, = a:p a - forall 2,5 = 1,...,d. The coefficients of the SDE are assumed

to be measurable and, for the sake of concreteness, we also assume for all ¢ > 0 that

d
/tz ‘yi(s,Xs_)|d|Ai|8+/ (Z o' (s, X,)| + Z |0 (s, X) )ds < 00, P-a.s.,
0 =1

1,7=1

where we denote by |A’|, the total variation process associated to A’.
We divide the state-space into two subsets, i.e., R, x R? = CUD, with C open and D closed.
We further assume that such subsets can be described in terms of a surface b; : R, x R4~ — R

as

C={(t,x) eRL xR : z; > by(t,19,..29)}, (5.8)
D={(t,x) cR xR : x; < by(t,x9,...79)}. (5.9)
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The main aim of this chapter is to prove a change of variable formula for functions U :
R, x R? — R whose second order spatial derivatives may explode along the boundary 9C

arbitrarily fast.
Theorem 5.2.1. Assume the following:
A.1 The coefficients 3% are locally Lipschitz and P((t, X;_) € 9C) = 0 for a.e. t > 0;
A.2 AfunctionU : Ry xR? — RissuchthatU € C*(R, xR?) withU € C*?(C)NCH(D).

Moreover; for any compact subset K C R, x R? the function

d
= Bt @) Uspa, (t, ) (5.10)
ij=1
is bounded for (t,x) € K \ OC. That is, for any compact K there exists cx such that
sup |L(t,x)| < ck; (5.11)
(t,2)e K\OC
A.3 The mappings x; — by(t,za, ..., 2q), 1 =2,...,d, and t — by(t, z2, ..., x4) are mono-

tonic.

Then, we have the change of variable formula:

U(t,Xt) = U(O,:B)
t d d

(Ut +> O/U:pi> (, Xu) + 5 Luxuygocy (89 Un,a, ) (1, Xu—)} du
=1

= ij=1

+Z/U (u, X, )4z + 3 (U, X,) = Ul X, )

u<t

_|_

L S—

(5.12)

+ Z/ (U, Xy )0 (u, X, )dB.,  fort €]0,00), P-a.s.,

i,j=1
where we used the decomposition Ai = AY" + > ecr AAL with A" the continuous part of the

process A'.

Since the jumps of the process X only arise from the bounded variation process A, the

expression for the jump terms in (5.12) is equivalent to the usual one found in textbooks:

Z / U, (. X, )dAS + 3 (U, X,) — U, X))

u<t
d d
=S /t (u, X, )d AL+ Y ( 0w X,) ~ U, X, ) = Uxi(u,Xu_)AAg).
=1 u<t =1
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It is worth noticing that Assumption A.2 says that the derivatives U,,,; are continuous in
the closed set D but they need not be continuous on the closure of C, i.e., the may explode
arbitrarily fast when approaching the boundary OC from inside C. Indeed, in general bounded-
ness of the function L in (5.10) is not sufficient for the boundedness of all second order spatial
derivatives.

The need to have some control over the function L in (5.10) was already indicated by Peskir.
As presented in the previous section, in one-dimensional case, Assumption P.2 is essential to
guarantee the first integral in his change of variable formula (5.4) is well-defined. Peskir et
al. [56, Thm. 19] also employ a condition similar to (5.11) to obtain Dynkin’s formula (rather
than It6’s formula) for a two-dimensional diffusion. Their proof requires different arguments
to ours as they need convexity/concavity of their function U and use estimates on the expected

value of local times.

Remark 5.2.2 (Degenerate processes). It is intuitively clear and it can be easily seen from the
proof of the theorem that if the i-th coordinate of the process X is of bounded variation (i.e.,
09 =0forall j =1,...,d)itis not necessary to require existence of the second order partial

derivatives Uy, for j = 1,...,d in Assumption A.2.

Remark 5.2.3 (Absolutely continuous laws of the process). If the law of X is absolutely
continuous with respect to the Lebesgue measure on R, then we can relax Assumption A.2.
Indeed, the time-derivative and the second order spatial derivatives in (5.12) only need to
exist a.e. on R x R%. For the proof of the theorem we then require U € C(R, x R%), with
U, € L}, (R xRY), U,, € C(Ry xR and U, € L}, .(C)NL;,.(D) foralli,j=1,...,d,
where f € L2 (C) N L2 (D) means that for any compact sets K; C C and Ko C D we have

/ |f(t,z)|*dt dz < oo.
KiUK>

Notice that K1 N 0C = &, whereas it may be Ko N 0C # &, since C is open and D is closed.
We also continue to require that for any compact K there exists cx such that

sup |L(t,x)| < ¢k,
(t,x)eK\OC

with L as in (5.10). Notice that these assumptions are less stringent than the usual requirement
U € W,2*(Ry x RY) since we do not require Upiw, € Li,o(Ry x R?) (in particular, Uy,
need not be square integrable in a neighbourhood of the boundary 0C).

The proof of our theorem remains unchanged: the derivation of (5.27) therein is justified
using the fundamental theorem of calculus for absolutely continuous functions,; all remaining

arguments can be repeated verbatim.
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Remark 5.2.4 (Assumptions on the boundary). Assumption A.3 is much easier to verify in ap-
plications to multi-dimensional optimal stopping problems than the assumption on the bound-
ary OC made in Peskir’s work [112] (and more recently in [135] but only for two dimen-
sional processes). In his formula (5.5), X is a general semi-martingale and the process
bYX = b(t, X2, ..., X2) must also be a semi-martingale (with b continuous). That is not true
in general if only monotonicity of the boundary is known. Of course, we are able to allow for
much less stringent conditions on the boundary because, differently to Peskir’s work, our focus
is not on the role of local times on surfaces and we assume continuous differentiability of the
Sfunction U.

Remark 5.2.5 (Reflecting diffusions). We chose to state our theorem including the bounded
variation process A in the dynamics (5.7) because we have in mind applications to problems
for reflecting diffusions and applications in singular stochastic control. In those cases, the
condition P((t, X, ) € C) = 0 for a.e. t > 0 in Assumption A.1 is generally satisfied by

Skorokhod’s construction of reflecting diffusions.

5.3 Applications in optimal stopping

Our main motivation for the development of a change of variable formula of the kind in Theo-
rem 5.2.1 is its applicability in optimal stopping problems. Indeed, letting G : R, x R? — R
be a measurable function and s — IT%(X) an additive functional of the process (s, X)s>¢, one
is often interested in problems of the type

U(t,z) = sup Eiq [e_HZ(X)G(T,XT) , (5.13)

t<r<T

where T' € (0, o] is a fixed horizon, ¢ € [0, T}, the supremum is taken over stopping times of
the underlying filtration (F;) and the expectation E; ., is with respect to the measure P; (- ) :=

P(-|X: = «). In most examples the additive functional IT* arises from a discount rate, i.e.,
I (X) = / r(u, X, )du, (5.14)
t

for some measurable functions r : R, x R? — R. However, there are examples in which IT°
may take the form, e.g., of a local time of the process X (see, e.g., [40]).
Under a set of fairly mild assumptions it is known that an optimal stopping time for the

problem above exists and it takes the form (see Chapter 2 Section 2.2, also [114])

. =inf{s € [t,T] : U(s, X5) = G(s, Xs)}.
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5.3 Applications in optimal stopping

From this stems the interest for the study of the continuation and stopping sets, denoted by C

and D, respectively, and defined as
C=A{(t,z):U(t,xz) > G(t,x)} and D={(t,z): U(t,x)=G(t x)}.

In particular, parametrisations of the continuation and stopping sets as those presented in (5.8)
and (5.9) are widely studied in the literature as they often enable a detailed theoretical analysis
of the problem at hand.

Together with the probabilistic results on optimality of 7, and the super-harmonic property
there is also an analytic formulation of problem (5.13), in terms of a free boundary problem
(see Chapter 2 Section 2.2). For simplicity let us take ' = 0 in (5.7) and II? as in (5.14). Then

the free boundary problem solved by the value function reads

Ui+ 3> BUsa, + Y a'Uy, —1U =0, inC,
1,J i

y | (5.15)
Ui+13 890, + 3 ail, —rU <0, inD,
0] i

with terminal condition U(T,x) = G(T,x). It is possible to prove (see [42]) that if OC is
regular in the sense of diffusions for the interior of the stopping set, then U € C([0,T) x R?).
Moreover, it is clear that U = G on D. If for example G € C’LQ(D), then U inherits such
regularity and we have

Up + & ZﬁijUWj + Z a'Uy, —rU =G+ 1 ZﬁijGQEimj + Z a'Gy, —rG, inD.
i i 4,J i

So, by the free boundary formulation we see that the function L from Assumption A.2 reads

L) = { 2rU — .. o', — U)(t, x), (t,x)eC,

205 B9t ) Go, (t, ), (t,z) € D. (5.16)

It is immediate to see that in this context the bound on L required by Assumption A.2 is
satisfied as soon as o and r are continuous functions and G € C1?(D), provided also that U
is continuously differentiable once (which would be implied by regularity of JC in the sense of
diffusions). This brief discussion shows that in optimal stopping, it is potentially rather easy to
prove that Assumption A.2 holds, whereas obtaining bounds on each of the second derivatives
Ug,z; could be extremely difficult. Likewise, proving geometric properties of the boundary
JC beyond the existence of a surface b; as in (5.8) and its monotonicity in each variable,

is prohibitively difficult in the majority of examples in the literature on multi-dimensional
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optimal stopping problems. However, monotonicity is often sufficient to prove regularity of 0C
in the sense of diffusions (see, e.g., [26]) and therefore continuous differentiability of the value
function. This discussion shows that our change of variable formula is tailored for applications

to the value function U of optimal stopping problems like (5.13).

Remark 5.3.1 (Continuous differentiability of U). It may appear that the requirement U &
CL(R, x R?) be much stronger than the usual smooth-fit condition in optimal stopping. How-
ever, the smooth-fit condition is normally proved relying upon convergence of T, to zero in the
limit as the initial point X, = x of the underlying process approaches OC along a direction
parallel to the x,-axis (in the parametrisation of (5.8)). Such convergence is essentially equiv-
alent to the concept of ‘regularity’ of OC in the sense of diffusions, which would also imply
continuous differentiability of U as shown in [42].

Optimal stopping problems on multi-dimensional underlying processes are appearing with
increasing frequency in the literature and here we briefly review specific examples that fit
within our framework. In the previous chapter ([26]), we study the classical American put
option problem under stochastic discounting and we apply directly results from this chapter.
A general study of optimal stopping boundaries for multi-dimensional diffusions can be found
in [34]. In the context of quickest detection problems, multi-dimensional situations arise for
example in [84], [72] and [54]. In problems of singular control (that can be linked to optimal
stopping) solved via free boundary methods we find the contributions [44], [9], [62], among

others.

5.4 Proof of the main Theorem
We first prove our result in Section 5.4.1, in the case when
by is non-decreasing in ¢ and in x;, fori = 2,. .., d. 5.17)

The remaining cases in Assumption A.3 will be discussed later, in Section 5.4.2, as they only

require minor changes to the arguments of proof.

5.4.1 Proof under (5.17)

Proof. We regularise our function U to obtain an approximating sequence

(U™)nz1 € CH*(Ry x RY)
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5.4 Proof of the main Theorem

defined by

z1+1/n xg+1l/n
U"(t,a:)::nd/ / Ult,z1,...,2q4)dz1...,dzg
e d (5.18)

= nd/ Ult,z)dz,
An(z)

where A, (x) := XZ:1 [k, zx+1/n]. To keep the notation simple, below we write A, = A, (x)
whenever z is fixed. Since U € CY(R, x RY) it is clear that U" € C*?(R, x R?) and its

derivatives read

UMt x) :nd/ Uy(t, z)dz, (5.19)
An
Ul (t,z) =n’ / U,,(t, z)dz, (5.20)
An
Uz, (t,x) = nd/ v [ij (t, 2+ 1/n, 2-) — Uy, (t, w4, z_i)]dz_i (5.21)
AL*

= nd/ ] [le (t, Ij + 1/n, Z_j) — Umi(t,l’j, Z_j)} dZ_j7
A7

forany i,7 € 1,...,d, where we use the notations
' i—1 d
A= ( Xze, o+ 1/n]) x (X [zg,zp + 1/n]) and z_; == (21, .., 2i-1, Zitts - - - 24)-
k=1 k=i+1

(5.22)

Although U, fails to be continuous at the boundary JC, for each (t,z) ¢ OC there is a large
enough n such that

U;iﬂ?j (t, ZB) = nd/A Ua:i:cj <t7 Z)dZ.

Consequently, for i, j = 1, ..., d, and for any compact X C R, x R? we have

d
lim sup (|[U"—=U|(t,x)+ |U" —U|(t,x) + Uy —Ul|(t,z)) =0,
m(m)EKO (t,2) + U7 — U (t, ) Z| (t,)) .

lim U, (t,2) = Uy, (t,®), forall (t,x) € (R. x RY) \ 9C.

For § > 0, let us set
VO :=10,1/6] x [~1/6,1/8]¢, (5.24)

and
75 = inf{t > 0: (t, X,) ¢ V°}. (5.25)
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Applying 1td’s formula to U™ (¢, X, ), We obtain

U™t A 15, Xinry) = U™(0, )

tATs d
i /0 KU: * Z OﬂU;ﬁ) (1, X Z L x,-ygocy (B0, ) (u, Xu_)} du
=1

1,j=1
d tATs
+Z/ U2 (u, Xy )dAL+ <U"(u,X )= U™ (uy X ZU” u, Xy AA;)
i=1 70 u<tATs
d tATs
+ Z / Ul (u, X, )o™ (u, X,,_)dBJ, fort € [0, 00), P-a.s.
0

1,7=1

having also used P((¢, X;_) € 0C) = 0 for a.e. t > 0 by Assumption A.l. Since the jumps
of the process X only arise from the bounded variation process A, we can also simplify the

expression above by writing

d T
Z/tMU;(u,Xu_)dAg+ > (U”(U,X) U™ (uy X ZU” w, X, AA@)
170

= u<tATs
d tATs )

=S / U (0, X, )dAG + (U”(u,XU) —U”(u,XU,)),
i=1 70 u<tATs

by using the decomposition A? = A7+ _ A A? with A% the continuous part of the process
A'. Letting n — oo (possibly along a subs_equence) all terms involving only U" and its first
derivatives (including the stochastic integral and the jump terms) converge to their analogue for
the function U, thanks to the uniform convergence in (5.23). Notice indeed that (u, X, ) € Vo
for u € [0,t A 75] and we use pointwise convergence for the single term U”(t A 75, Xia7,) in
the sum of jumps.

If we can justify the use of dominated convergence to pass limits under the integral for the
terms involving the second order spatial derivatives, then using the second limit in (5.23) we
obtain (5.12), upon also letting ¢ | 0 at the end.

Since U is twice continuously differentiable in space at all points off the boundary dC and
given that P((¢, X;_) € dC) = 0 for a.e. t > 0, it is enough to to prove that there exists a
constant Cs > 0 independent of n, such that

sup Zﬁ” (t,z)U;, ( x)| < Cs. (5.26)

(tmeV Zj 1

We accomplish our task in two steps.
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Step 1. We show that for any (¢, ) € V°\ 9C and n fixed, U, 2iz; (¢, @) admits the represen-
tation:

U;Lixj(t,w) :nd/ Uxﬁj(taz)]l{mzbi(t,zz ..... Zd)}dz
" (5.27)
+ nd/ Ul'il'j (t, z)l{zlgbl(t,@ 77777 Zd)}dz + E?’a(t, 33), Ve >0
An

for any 7,5 = 1,...,d, where Fga is a remainder that we will show converges to zero and
b5 : R, x RT!— Ris defined as
bi(t, 20, ... 2q) = bi(t+e,204+¢€,23+¢,...,2¢+¢)+e. (5.28)

Recall the compact notation z_; from (5.22). Since we are currently assuming that b; is non-

decreasing in all variables, the limit:

b(1]+<t, Z_l) = lim bi (t, Z_l),

el0
exists and )" (¢, z_1) > bi(t, z_,). Using that D is closed then
D> (t +e,bi(t,z_1) —e,20+¢6,..., 2+ 5) — (t,b?*(t,z,l),z% o ,zd) €D,

as € | 0 and, therefore, 191 (t, z_1) < by(t,z_1) < b (¢, 2_,) by definition of the set D. The

reason for introducing the function b7 is that the set
Ci={(t,x) c Ry xR : zy > bi(t,x 1)} (5.29)
is such that its closure is strictly contained in C for all € > 0, i.e.,
C; cC. (5.30)

The latter fact will be used several times, along with the fact that U, ,, € C(C5).

Let us start with ¢ = 1 (or j = 1) and using the expression in (5.21), let us re-write the
integral by considering separately the cases in which the interval [z, z; + 1/n] overlaps with
the interval [, b5]. To that aim and recalling the notations A" and z_, it is useful to observe
that

AN () = 65 (21) UTE (21) U XE (21), (5.31)

n

where the sets

@2(1}1) = {Zfl A Z bi(t,z,l)} U {271 T+ % S bl(t, 271)},
F;(Zlfl) = {Z_l T+ % Z b‘i(t,z_l)} N {2_1 . bl(t,Z_l) Z 1'1},

141



5.4 Proof of the main Theorem

and

22(&31) Z:{Zfl X + % > b‘i(t,z,l) > X1 > bl(t,z,l)}

U {2_1 : b‘i(t,z_l) >+ % > T > bl(t, Z_l)}
U {Z_l : bi(t,z_l) > x1 + % > bl(t, Z_l) > ZL‘l}
= 22,1(‘7;1) U 2;,2(1’1) U 22,3(550

are disjoint. So the integral (5.21) can be written as

Uty (62) =t [ Uyt + 4 200) = Uy (10, 2-0) ]2
Ay

J

1
-731"!‘5
= nd/ </ lex]‘ (t, 21, z_l)d21>dz_1
05 (z1) 1

+ nd/ o [ij (t, T+ %7 Z_1> — ij (t, X1, Z_l)} dz_1
I'e (z1

+n

(5.32)

d/ [UI] <t7$1 + %7 z*l) - U:Ej(twrl’ Z*l)] dz*l?
25 (z1)

where we also used that U, (¢, - ) is continuous on [z, z1 + £] X O% (21). In the first integral
(on the set ©% (1)) we have

361+%
nd/ (/ Usia, (t, z)dzl>dz_1
05, (z1) Vo
1

1+~
= nd /A_l ]l{xlzbi(t,z—ﬂ} (/ ﬂ{lebf(t,z—l)}Umxj (t, z)dz1>dz_1 (5.33)

x1

961+n
+n /A » ﬂ{mlﬁsm(t,zfl)}( / Liaisnie-1)yUna, (t72>dzl>d2—1-

n 1

In the second integral (on the set I'?(x;)) we can add and subtract U, (¢, b5(t, z_1), 2_1)
and Uy, (t,b1(t, 2_1), 2_1) to obtain

nd/ |:U (t 1 + _7Z—1) - ij (taxbz—l)] dz—l

/ / Umlx]- (t, Z)le)dZ_l
bE t,z_ 1)

(1) (5.34)
/ t zZ_ 1) Z_1>—ij(t,b1(t,z_1),2_1)} dZ_1
Ie,

bl(tz 1)
+n / (/ lexj(t,z)dm)dz_l
s (z1) T
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by using that Uy, ,; is continuous in C5 and in D. In the third integral (on the set X5 () we can
also proceed in a similar way taking advantage of the decomposition over 3, | (1), 35, (1)

and ¥, 3(71). In particular, that gives

nd/ Uy, (6,20 + £, 220) — Uy, (t, 1, 21) | dzy
Z51,1(351)

IH—%
_ / ( / s, (1. 2)02 )z (5.35)
25L,1($1) b

éi‘(tyzfl)

+nd /EE o) [Um]<t7bi(t; Z—l),Z_l) — Uﬂfj(tvxlyz_l)] dZ_l

and
nd/ [Us, (20 + 2, 220) = Uy, (t, 1, 2-1) ] dzy
22 5(71)

= ”d/ (U (01 4 5 20) = Usy (8,01(8 24), 220)| dz s (5.36)
X o(x1)

’ bl(t,zfl)
| / ( / Uy, (1, 2)d2 ) 2.
5 5(@1)

Let us notice that we can add up the first term on the right-hand side of (5.33), (5.34) and
(5.35), which gives

$1+n
nd/A1 ]l{xlzbf;(t,zl)}</ ]l{zlzbi(uz,l)}Uzlmj(t,z)dzq)dz_l

1

1
1’1-&-5
+nd/ (/ lexj(t,z)dm)dz_l
F%(%l) b

i(tuzfl)
1

$1+E
—|'nd/E ( )(/b lezj(t,z)dzl>dz_1.
fL,l 1

i (t7z71)

The above expression is equal to

1
lerE
nd /Al ]l{xlzbi(t,zl)}(/ ]l{zlzbi(t,z,l)}Uzlxj(t,z)dzl)dz,l

n 1

1
z1+;

+n' /A_1 ]l{x1+l>b§(t,z1>>m}</ Lazai .20y Uiy (B z)dzl>dz‘1
n n— 1

1
it
:nd/Al (/ ]l{z1Zbi:(t,z71)}lexj (t, z)da)dzfl

z1

(5.37)

:nd/A ]I{Z12b§(t,zf1)}Ux1xj<tvz)dzv
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5.4 Proof of the main Theorem

where the first equality uses the fact that on {z + = < b5(¢, z_)} the integral with respect to
dz; vanishes. Similarly, we can now add up the second term on the right-hand side of (5.33)
and (5.36) with the third one on the right-hand side of (5.34), to obtain

I1+n
n /A—l ]l{z1+7ll<b1(t,z_1)}(/ Tz <otz Usia (t,z)dz1>dz,1

1

J b1(t,z,1)
+n / o) (/ U$1$]. (t, z)d21>dz_1
I'e (21

N (5.38)
+nd/ (/ Umxj(t,z)dm)dz_l
35, 5(z1)

1

:nd/A ]l{zlgbl(t,z_l)}lezj (t, Z)dZ.

Finally, we gather the remaining terms from (5.34), (5.35), (5.36) and the one remaining inte-
gral from (5.32) (i.e., the one over 3, ,(z1)) and denote

(¢, @) =n' / Uy, (.55 (1, 21), 21)— Uy, (£, b1 (, 21, 2-1)] dz_y
I (a:l)

+ nd/ [ij (t, bi (t, Z_l), Z_l) — ij (t, xy, 2_1)] dZ_l
Tty (5.39)

+ Tld/ [Um] (t,[El + %, Z_l) — ij (t,l’l, 2_1)} dZ_1
55 2(21)

+ nd /ZE o) [Umj(t7$1 + %; Z—l) - ij(t,bl(t,z_l), z_l)} dz_;.
n,3\T1

Combining (5.37), (5.38) and (5.39) we obtain (5.27) for : = 1. Before proving that indeed
Flnj’8 vanishes as € | 0 while keeping n fixed, we prove (5.27) for a generic couple i, j.

Fix ¢+ # 1,5 # 1 and recall that we are currently assuming b; non-decreasing in all its
arguments. Then, in particular we can define the generalised (left-continuous) inverse of by

with respect to z;:
bi(t,x_;) :=sup{x; € R:xy > bi(t,x9,...,24)} (5.40)

It is not hard to check that x; > by (t,x_1) <= x; < bj(t,z_;), z1 — b;(t,x_;) is non-
decreasing, while z; — b;(¢,x_;) and ¢t — b;(t,x_;) are non-increasing for all j # {1,i}.

Thus, we can parametrise C and D as

C= {(t,:c) S R+ X Rd T < bi(t,m_i)},

(5.41)
D={(t,x) € Ry x R : z; > b;(t,x_,)},
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5.4 Proof of the main Theorem

and the analogue of (5.28) in this case is

bf(t,m_l) = bz(t +e,x1—¢,22+t¢,...,0;1+¢E, i1+ E,..., g+ 8) —E&. (542)

£

It is important to notice that thanks to the monotonicity stated above for b5, the limit:

04 D — 15 € .
b, (t,x_;) : l;i(r]lbz(t,a:_z)

exists and an by (t,x_;) < b;(t,z_;). Then, as in the case of b5 above, since D is closed we

have
(t, o1, 21, 0Tt ), 241, ..., 1q) €D,
Hence
Wt ) <bi(t,x_;) < BT (t,z_,). (5.43)
Furthermore, letting
Co:={(t,x) e R xR : a; < bi(t,x_;)} (5.44)

we have CF C C, for all € > 0. Thus, repeating the same estimates as above we obtain

ur, () =n" /A Usia, (1 2)1 o121y 02

(5.45)

+ nd/ Uxixj (t7 z>]l{zi2bi(taz—i)}dz + Fi?s(tv ZB),

An
where
F'*(t, @) ==n" /F ) )[ij (1, b3ty 2-3), 20) = U, (1,51, 24), 2_5)] dzs
+ nd/ [Us; (i + L, 225) — Uy, (4,65 (8, 2—4), 2—) ] dz—;
3¢ (g

() (5.46)

+ nd/ [ij (t, T; + %, Z,Z‘> — ij (t, Xy, Z,i)} dZ,i
25 o(®i)

+ nd / [Ux] (t, bl<t, Z,Z‘), Z,i) — ij (t, Xy, Z,Z'):| dZ,Z‘
22,3(331')

and we have substituted the sets ', .7 |, 327 , and X7 5 from (5.39) with their counterparts in

this case:
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5.4 Proof of the main Theorem

@2(1’2) = {Z_i LT+ % S bf(t,z_z)} U {Z—i X Z bl‘(t,Z_Z‘)},
FZ(LCZ) = {Z,i - S bf(t, Z,,L')} N {Z,i X+ % Z bl(t, Z,i)},

and

S () i={zo ta < Bt z) < ai+ = < bi(t,z-0)}
U {z_i 0t zo) < xp <@y + % < bi(t,z_i)}
U {z,i Dbt zy) <@y < bi(t,zoy) < a + %}
= 22,1(1’1') U 22,2(%) U 223(%)

Since the sets {2z; = b(t, z_;)} and {z; = b;(t, z_;)} have zero Lebesgue measure in RY, it
is clear that we can take strict inequalities in the indicator functions in the integrals in (5.45).

Then we can also use the equivalences
zi < bz(t, Z_i) — 21> bl(t, Z_l)
and

zz<bf(t,z_z) < Zi+€<bi<t+€,21—8,22+€,...7Zd+€>

= n—e>bi(t+e,mte mte,. . zate) <= 2 > bt z),
to rewrite (5.45) as
U;xj (t,w) :nd/A Uxixj (t>z)]l{Z1Zb‘§(t,z71)}dz
+ nd/ Urixj (t, Z)]l{zlsm(t,zfl)}dz + F;?E(t, w)
Anp

This proves (5.27) for arbitrary i, j.
Step 2. Now that we have derived (5.27) we are in a position to find the bound (5.26).
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Indeed, we have

d

S Bt a)UL, (1 @)

ij=1

- / Z Bt 2)Usya; (t, 2) L iay 505 (421 ) YUz <ba (2 1)} A2

”7,] 1

(5.47)
+n / Z (B7(t, @) — B (t, 2))Usya, (8, 2) Loy 505 (12 1) Uz <t (121} A2

”zy 1

+Zﬁ”th”Stm)

i,j=1

Thanks to Assumption A.2, there exists ¢; ; > 0, depending only on the compact V° in (5.24),
such that

//‘\ Z 5” t z)Ule]<t z)]l{21>be(tz 1)}U{Z1<b1 tz 1 }dz

ng5=1

<n / c1sdz = ci4.
n

(5.48)

Moreover, recalling that D is closed, B% is continuous and U € C 1’2(7)) we also have

<n / Co5dz = Ca,
A’!L

(5.49)

i[5 (508) ~ B0 )V iz

"zj 1

for some other constant 3 5 > 0 only depending on V°.

Next we find a bound for the second integral on the right-hand side of (5.47) on the indicator
of the set {z; > b5(t, z_1)}. We provide the details for i # 1, j # 1, but it will be clear that the
same arguments apply for ¢ = 1 and/or ;7 = 1. Recalling (5.45) and the discussion following

that expression we have

/ (BY(t, ) = BY(t, 2)) Upa, (8, 2) L2y 205 1,211y A2

d

=n BY(t, @) — 57t z))Uxﬂ:J (t, 2)1y, <be(tz—i)}d2

nd

I
/.

b5 (tz—)A@its) g
I / (87(t,) = B7(t, 2)) U, (1, 2)d2: ) dz-
@i (5.50)

n
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By Assumption A.2 we know there is a constant x5 > 0 such that supy,s Z;.lzl |Us,| < Ks.
Integrating by parts with respect to 2; and recalling that 3% is locally Lipschitz (hence Lipschitz
on V? with constant L s > 0 which can be taken independent of i, j gives

bf(t,z_i)/\(mri-%) B .
/ (89(t,) — B (t, 2)) Vs, (1, )15

i

= ! B (t, z)Uy, (t, z)dz;

2zi=bf (t,z— i) N(@i+7y) b7 (hz—i)A(it3,)
o

(89t @) = 89(t,2)) U, (¢, 2)]

Zi=X4 i

1 1
< 2/'{5[/5’5— + Iing,g— =:C35—,
n n n

upon using that the Euclidean norm ||z — z|| < v/d/n for all z € A, and, in particular,
o — b5 (t, z—5) A (2 4+ 1) < 1/n.
Pugging the above bound back into (5.50) we obtain

nd/ (6” <t7 :IZ) - ﬂij (tv z))UIz‘xj (tu z)]l{212bij(t,z71)}dz < 35 nd1/ dz_y = cs.
n Ayt

(5.51)
Thanks to (5.47), (5.48), (5.49) and (5.51) we have

N Bt @) UR, (t@)| < e+ s+ dPess +
i,J

S Bt @) e (1, )

Z‘?j

5 (5.52)

for all (¢, ) € V. Finally, letting ¢ | 0 and using that U € C'*(R,. x R?) and the convergence
of b5 to b; for all 7’s (recall (5.43)), we obtain

15%1 Fl(t,x) = 0.

Hence
> Bt @)UL, (t®)| < c15+ co+ d’csg, forall (t,@) € V',
irj
The latter is equivalent to (5.26) with Cs := ¢1 5 + co5 + d203,5, since the constants are inde-
pendent of (¢, ) € V°.
This completes the proof of the theorem in the case (5.17) holds. [

5.4.2 Relaxing condition (5.17)

Proof. The case in which the boundary has different monotonicity in each variable (as allowed
by Assumption A.3) can be addressed by the same methods employed above up to some obvi-
ous changes. In order to illustrate the main points, fix 2 < k < d and let us assume with no
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5.4 Proof of the main Theorem

loss of generality that ¢ + by (t,z_,) and x; — by (¢, £_;) are non-decreasing for 2 < i < k,
while x; — by (¢, x_;) are non-increasing for k < i < d. Then, in the first part of step 1 in the
proof above we replace (5.28) by

bi(t, g, ..xq) =b1(t+e,20+6,..., 0, + 6,251 —&,...,Tqg—€) + €,

so that b5 is decreasing as ¢ | 0 and its limit 6" (¢, 2_,) equals b;(¢,x_;) by closedness of
D and the same argument as in step 1. Also in this case (5.30) continues to hold and we can
repeat verbatim the estimates that lead to (5.27) for = = 1 in step 1 above. For the second part
of step 1, we need the generalised inverse b; for each i. In particular, for 2 <1 < k the same
definition of b; as in (5.40) and the parametrisation of C and D as in (5.41) continue to hold.
However, z; — b;(t, x_;) is non-decreasing for j = 1 and k < j < d, while z; — bi(t,z_;)
and t > b;(t, x_;) are non-increasing for all 2 < j < k with j # 4. Then, setting

bi(t,x_;) =bi(t+e,01—e,x0+¢6,.. .0, + 6,05, —€,... Ty —€) —€

the functions b5 increase as ¢ | 0 and in the limit b)" (¢, ¢_;) equals b;(t,z_;). So we can
repeat the same arguments as in step 1 and obtain (5.27) for 2 < i < k and any j. Finally, for
k < i < d, since x; — b1(t,x_1) is non-increasing we define its (left-continuous) generalised
inverse as

bi(t,x_;) == inf{z; e R: 2y > by(t,x_1)}.

Then we have 1 > by (t,z_1) <= z; > b;(t,x_;), t — b;(t,x_;) and x; — b;(t, x_;) are
non-decreasing for 2 < j < k, while z; b;(t,x_;) and x; — b;(t, x_;) are non-increasing
for k < j < d with j # i. The sets C and D can be parametrised as

C= {(t,w) c R+ X Rd X > bi(t,ﬂ'}_i)},

D = {(t,w) € R+ X Rd tx; < bi<t7w7i)}7

and we can define the functions
bi(t,x_;) :=bi(t+e,21 —ec,x0+¢€,..., 05 +6,Tf1 —€,..., 24 —€) + €.

The latter decrease as £ | 0 and converge to b;(t, z_;) by closedness of D. Since once again
C? C C, we can repeat the arguments from step 1 and arrive at (5.27) also for all j’s and i # 1.

This completes the analogy with step 1. Step 2 can be repeated verbatim. Thus the theorem
holds under the generality of Assumption A.3 concerning the boundary. ]

149



Chapter 6

Continuity of the optimal stopping surface

6.1 Introduction

'In this chapter, we provide sufficient conditions under which optimal stopping boundaries of
the form (¢,y) — x.(t,y) are continuous. We set mild regularity assumptions on the gain
function and the value function of the optimal stopping problem, as well as on the coefficients
of the dynamics of the underlying process. The idea is similar to the proof of Proposition 4.5.2
in Chapter 4, but the argument is different as we now formulate the optimal stopping problem
in a more general setting.

There is a long history of studying the regularity of the free boundary in obstacle type
problems. Famous results derived from PDE methods in this area are found in [23], [24],
[30], [70], [125], [115], among others. In their work, the continuity, Lipschitz continuity and
even continuous differentiability of the free boundary can be established in certain classes of
obstacle problems. However, their results are not tailored for optimal stopping problems, hence
are somewhat difficult to apply and generalise. In optimal stopping, people still prefer to study
the regularity of the free boundary on a case-by-case basis. In two dimensional finite horizon
optimal stopping problems, where the space variable is a solution of one-dimensional SDE
and the stopping boundary is of the form ¢ — b(t), i.e. function of time, the continuity or the
differentiability of b can often be proved, as in [91], [133], [53], [80], [14], [96] among others.
It is also feasible to prove the continuity of the stopping boundary in some multidimensional
optimal stopping problems, when the boundaries are of the the form y — b(y), where y is a
space variable (e.g. [41], [84], [85]). Our work extends those results to the case where the

stopping boundary depends on both time and another state variable.

!The results from this chapter form part of the article [27], which is currently under review.
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6.1 Introduction

Recently, more systematic approaches to study the regularity of the free boundary in op-
timal stopping problems have emerged. De Angelis [38] provides sufficient conditions under
which the free boundary curve in a general finite-horizon optimal stopping problem is contin-
uous. His work focuses on the problem with an underlying process solving a one-dimensional
SDE. The corresponding free boundary is characterised as a function of time b(¢). The con-
tinuity of b(¢) is proved by a contradiction argument utilising the local properties of the gain
function and infinitesimal generator near b(¢). Some degree of smoothness of the coefficients
of the process is required, but the smooth-fit between the value function and the gain function
is not. Similar contradiction argument is also found in the early work of Lamberton and Mikou
[96], where they prove the continuity of the free boundary b(¢) in the American put option
pricing problem in the exponential Lévy model. Peskir [113] establishes the continuity of the
optimal stopping boundary in the problem with a two-dimensional diffusion process whose
infinitesimal generator can be parabolic or elliptic. The stopping boundary in this case is still a
curve b(y), but it is not necessarily a function of time as the infinitesimal generator can be el-
liptic. In contrast to [38], the role of the smooth fit is emphasised in [113]. Using the boundary
and interior regularity results of PDE, he shows that discontinuity of first kind of b(y) leads to
a contradiction if smooth fit holds. On the other hand, using the local time space calculus, he
shows that the jump portion of b(y) implies the smooth fit. Thus b(y) is continuous as long as it
has no discontinuity of the second kind. Another work that tackles high dimensional problems
is done by De Angelis and Stabile [43], who show the local Lipschitz continuity of the stopping
boundary in an optimal stopping problem with state space [0, 7] x R?. Their method relies on
a probabilistic representation of the derivatives of the value function and an application of the
implicit function theorem. The prominence of their work is that they do not need the uniform
ellipticity of the diffusive operator, which is needed in many PDE methods.

The spirit of our work is similar to [38], [96] and [113]. We still pursue a contradiction
arising from a jump portion in the stopping boundary, but we complement their work by ex-
tending their argument to cover three dimensional optimal stopping problems where the stop-
ping boundary is a surface parametrised as a function x, (¢, y). We prove our result under mild
assumptions exploiting the local nature of the infinitesimal generator. While we do require the
value function to be C'! in the neighbourhood of the stopping boundary, we have less restrictive
assumptions for the SDE coefficients than many PDE methods, e.g. uniform ellipticity is not
necessary in our work.

This chapter is organised as follows. In the first section, we introduce our state process

and formulate a generic optimal stopping problem. The optimal stopping boundary is then
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characterised. In the second section, we make the assumptions and present the main theorem

with the proof.

6.2 Settings

On a complete filtered probability space (2, F, (F;), P) we consider a two-dimensional time-
inhomogeneous diffusion process (X,Y’). The process (X,Y) is assumed to be the unique

solution of the stochastic differential equation

dXs - 051<S7XS7}/S)dS + 2&1(87 X87 K)sta Xt =, (61)
dY, = ao(s, X, Ys)ds + 1/208(s, X, Ys)dW,, Y, =y, (6.2)

for s > t, where W, B are correlated Brownian motions with correlation coefficient p €
[—1, 1], cy, B; are (deterministic) Borel-measurable functions. The Brownian motion (B, W) is
adapted to (F;) and if the solution only exists in the weak sense, then uniqueness is understood
in law. The state space of (X,Y") is denoted by O C R2.

We avoid making specific (global) regularity assumptions on the coefficients «y;, 3;, i =
1,2, but we will later require some local properties thereof. We use the notation Py, ,(-) :=
P(-|X: ==,Y;, =y)and E;,,[ -], for the expectation under P, ,, ,,.

The infinitesimal generator £ of (X, Y’) is defined via its action on any sufficiently smooth

functions f and it is given by

(L), x,y) ::(&amf + BaOyy f + 2B0uy f + c1Opf + agayf) (t,z,y), (6.3)

with B(t, x, y) = p\/ﬁl(@ xz, y)ﬁ2<t7 xz, y)

For future use we also introduce a second order differential operator G defined as

(G, 2, y) = (0nf10pa f+0uPaOyy | + 20550y f (6.4)
+ 0p 10, f + axo@ayf) (t,z,y),

whenever the partial derivatives in = of oy, §;, 8,7 = 1, 2 exist.
Letting T € (0, oo] be the time horizon, for (¢,z,y) € [0,7] x O we are interested in

optimal stopping problems of the form

(t,z,y) = sup By, o7 I reXa g r oy 6.5)
t<r<T
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where the supremum is taken over all (F;)-stopping times. The discount rate r : [0,7] x O —
R and the gain function g : [0, 7] x O — R are Borel-measurable functions and we will require
further assumptions later on as necessary.

We assume that the problem is well-posed, in the sense that the value function is finite for

all (t,z,y) € [0,T] x O, the stopping time
1o =1inf{s € [t,T] : v(s, X;,Ys) = 9(s, Xs,Ys)},  Pray —a.s.
is optimal for all (¢, z,y) € [0,T] x O and the process (Z);scp, 7] defined as
Zy=e" f:’”(“’X“’Y“)d“v(s, X, Ys), Pigy—as.

is a super-martingale, whereas the stopped process (Zx-., ) scje,r] is a martingale for all (¢, z,y) €
[0,T] x O. Existence of an optimal stopping time and the (super-)martingale property of the
value process are discussed in Chapter 2 Section 2.2 (also see [88, Appendix D]), while finite-

ness of the value is generally easy to prove in specific examples (see [114]).

Remark 6.2.1 (Gain function and underlying dynamics). It will be clear from the analysis
below that adding a running cost/profit of the form

/ e—ﬂsr(u’X“’Yu)duh(S,Xs,Y;)ds
t

in the optimisation criterion leads to no additional difficulty. Moreover, this could always
be absorbed in the formulation of (6.5), by an application of Dynkin’s formula, as soon as
h = (0y + L — r)g for some g.

In some applications of optimal stopping (see, e.g., [9], [39], [40]) it may be necessary to

consider more general underlying dynamics of the form
dXt = al(t7 Xt: Y;f)dt + V Qﬂl(t7 Xt7 }/;S)dBt + dAta XO =7,
d}/t - aQ(t7 Xt7 }/;J)dt + V 2/82(t7 Xt7 Yt)th + dCt7 }/E) = y7
where the processes (A;) and (Cy) are of bounded variation and take the form of additive

functionals of the triple (t, X,Y) (e.g., local times). Likewise, we may add a running cost/profit

and a more general discount factor as in

v(t,z,y) = sup Eiuy [/ e Mh(s, X, Y)d(s + Gy) + e Mg, X, Y7 |
t

t<r<T

where Ay := ["r(u, X,,Y,)du + H, and the processes (G,) and (H,) are again of bounded
variation and in the form of additive functionals of (t, X,Y).
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In this case Theorem 6.3.3 continues to hold but we additionally require that dA;, = dC}y =
dG; = dH; = 0 a.s. in a neighbourhood of the stopping boundary (this is precisely the situa-

tion of [40], [42], [9]).
As usual we denote the continuation set by
C .= {(t,x,y) €0,T] x O:v(t,z,y) > g(t,x,y)}

and the stopping set by D = ([0,7] x O) \ C. We assume that C # & and D # .

6.3 The main theorem

The operator £ has a local nature that allows us to prove our results under mild assumptions
which are also of local nature. For that reason we will often use the notation ¢/ to indicate a

generic open bounded subset of [0,7") x O of the form
U= (t,s) xU (6.6)

where U C O is bounded open with a C'! boundary.

The main result of the section is the continuity of the optimal stopping boundary, i.e., 9C,
in any subset U of the form above in which certain regularity conditions are verified. Letting
U be any such subset, we make four standing assumptions. The first one says that OC can be
locally represented as a surface with certain monotonicity properties, the second and third ones
clarify the regularity required for the coefficients of the SDE and the gain function, the fourth

one concerns regularity of the value function.

Assumption 6.3.1. Let U be such thatv € C(U), U NC # &, U N int(D) # & and the

following conditions hold:

(i) (The boundary) There exists a function (t,y) — x.(t,y), such that
CNU=A(t,x,y) €U : x > z.(t,y)} (6.7)

and both t — x.(t,y) and y — x.(t,y) are monotonic on their respective domains in U.

(ii) (Coefficients of the SDE) For the coefficients of the SDE and the discount rate it holds
(679) 6ia r, axaia Gxﬁza 8xr, ax:cﬁz S C(”)?

fori=1,2. Moreover, 35 > 0 onlU.
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6.3 The main theorem

(iii) (The gain function) We have g € CY2(U) and setting h := (0; + L —r)g we have h # 0
onU, d,h € C(U) and 2 (h/B2) > 6 onU for some § > 0.

(iv) (The value function) We have v € C1(U) with 8,(v — g) > 0 onU. Moreover, v satisfies

the boundary value problem
O+ L—7r)f=0inCNU, with f =vond(CNU) (6.8)
and 0,v satisfies
(O +L—71)0v=—(G—0r)v inCNU, (6.9)
with all derivatives understood in the classical sense.

Notice that if 51, 32 > 0 on U and p? < 1 the operator £ is uniformly elliptic I/, so that we

can rely upon the next well-known lemma that guarantees (6.8).

Lemma 6.3.2. LetU C [0,T) x O be defined as in (6.6), assume that
ay, g, 617 527 Ba T,

are Holder continuous inU, By, B2 > 0inU and p € (—1,1). If v is continuous then v €
CY2(C NU) and it solves the boundary value problem in (6.8).

Proof. For any cylinder D := (to,t1) x B C C NU, where B is an open ball, consider a

terminal boundary value problem
(O +L—r)f=00nD, with f=vondD, (6.10)

where 0D := ([to, t1] x OB)U({t1} x B) denotes the parabolic boundary. This problem admits
a unique classical solution (see [69, Ch. 3, Cor. 2, p. 71]).

Now, let (D,,).en be an increasing sequence of cylinders contained in D and such that
D,, 1 D asn — oo. Let 7p be the first exit time of (¢, X, Y) from D and 7p, the first exit time

from D,,. An application of It6’s formula gives
TDn
f(t7 €, y) = Et,az,y |:e_ ft T(S7XS7YS)de(7—Dn> X‘I’Dn ) Y:I'Dn ):| :

Let n — oo. Using the uniform ellipticity of £ on D, we obtain that 7p_ 1 7p almost surely as
n — oo. Since D is bounded and f is continuous, by the dominated convergence theorem we
obtain

D" TD

f(t’x7 y) — Et,x,y |:e— ft"D 'r(S,XS,Ys)dsf(TD7 X Y. >i|

=Ei.y [e‘ftTD T(S’XS’YS)dSU(TD,X Y. )} =(t,x,y),

TD? TD
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for all (¢t,z,y) € D, where the second equality follows from (7p, X

TD?

Y.,) € 0D and the
final equality is by the martingale property of the value function. Hence, v is a unique classical
solution of (6.10). As D is arbitrary in C N U, we conclude that v solves (6.8). O]

Under Assumption 6.3.1 the function © = v — g solves
(O +L—r)u=—h, onCNU, (6.11)
with boundary conditions
u=0u=0u=0u=0 ondCNU. (6.12)
Taking the partial derivative with respect to x of (6.11) we obtain a PDE for 0, u:
(0 + L —71)0pu = —0,h — (G — Oyr)u, onCNU, (6.13)

Some comments on the assumptions above are in order. Continuity of the value function
(at least locally) is generally not difficult to prove and there are numerous papers addressing
this question in broad generality (see, e.g., [114]). If v € C'(U), then the well-posedness (in the
sense above) of the optimal stopping problem usually leads to higher smoothness of the value
function (e.g., as in Lemma 6.3.2). The existence of an optimal boundary is normally proved
on a case by case basis and it is known that there are several possible sufficient conditions that
guarantee it (see, e.g. [114], [81] ). Therefore, rather than providing an inevitably incomplete
list of such sufficient conditions we directly assume that the boundary exists. Also assuming
that the continuation set lies above the boundary is with no loss of generality and the results of
this chapter carry over to the case in which C lies below the boundary, up to obvious changes
to the arguments of proof. Requiring local monotonicity of the boundary is necessary to avoid
pathological examples of boundaries with infinite local variation. In practice, monotonicity is
also checked on a case by case basis and sufficient conditions are known that would imply it'.

Local regularity of the coefficients of the SDE, the discount rate and the gain function are
non-restrictive and hold in virtually all examples addressed in the optimal stopping literature.
The condition 0, (h/f32) > ¢ is slightly more technical but it is in line with the fact that C lies

above the optimal boundary. Indeed, notice that if 0,3, = 0, the condition is equivalent to

'For example, if T' < oo and if g, r and the coefficients of the SDE are independent of time, one immediately
obtains that ¢ — (v — g)(¢, x, y) is non-increasing. So, if (6.7) holds the boundary is increasing in time.
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d:h > 0. In many cases the latter, is sufficient to prove d,v > 0,g which then implies the
existence of the boundary as in (6.7)".

Sufficient conditions that guarantee v € C'(U) are provided in [42] and numerous ex-
tensions have been developed in specific examples (see, e.g., [26], [9] and [84] for multi-
dimensional optimal stopping problems). It is not hard to check that the requirement 0, (v —
g) > 0 is equivalent to (6.7), since U can be chosen arbitrarily small around a point of the
boundary OC. Despite this slight redundancy we prefer to add the condition as part of our
assumptions for clarity of exposition. Finally, (6.8) and (6.9) hold under very mild conditions
that are satisfied in all examples we are aware of. There are many sufficient conditions on the
coefficients of the SDE that would guarantee (6.8) and (6.9) (see, e.g., Lemma 6.3.2 above) but
we decided to state the assumptions in broader generality to also cover some degenerate cases
as, e.g., §1 = 0 (as in the American Asian option [114, Sec.27]) or even oy = [3; = 0 where

y only enters as a parameter in connection to singular stochastic control problems (see, e.g.,

[41]).

Theorem 6.3.3. Under Assumption 6.3.1, the optimal stopping boundary (t,y) — x.(t,y) is

continuous on its domain in U.

Proof. Since the maps ¢ — x,(t,y) and y — z.(t,y) are monotonic it is sufficient to show
that they are also continuous. Then the map (¢, y) — x.(t,y) is continuous by a simple result
from Calculus (see, e.g., [92]). In the rest of the proof we focus on showing continuity of
t— z,.(t,y) and y — x.(t,y).

We start by proving our claim in the case when z, is non-decreasing in both ¢ and y. By
continuity of v on &/ we know that C N U/ is an open set and D N U is closed relatively to U.
Then we can conclude that z,(t, y) is right continuous in y for each ¢ and right continuous in ¢
for each y. Indeed, fix (¢,y) such that (¢, z.(t,y),y) € U and let y,, | y as n — oo. With no

loss of generality we may assume (¢, z.(¢, y,), yn) € U for all n’s. Then

D> li_>m (s Yny Tty yn)) = (L y, (b, y+)) = (b, y+) < zu(t,y), (6.14)

'For example, take g € C12([0,T] x O) and r(¢,x,y) = r > 0 then by an application of Dynkin’s formula

(v—9)t,z,y) = sup Eim, {/ efrsh(s,Xs,Ys)ds]
t<r<T ¢

Assume 9,0 = 0,2 = 0 and that (X, Y") is a strong solution. Denote by (X**¥, Y *%¥) the process with the

initial condition (X;,Y;) = (z,y). For ' > z we have, almost surely, X©%¥ < X5%'¥ and Y v = yhe'v

for all s > t by pathwise comparison. If 9,k > 0 then (v — g)(¢, 2", y) > (v — g)(t, x, y), which implies that the

mapping © — (v — g)(¢, z,y) is increasing.
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where the limit exists by monotonicity, it lies in D by closedness and the implication holds
by definition of the optimal boundary. Since x.(t,y,) > z.(t,y) for all n’s we conclude that
x4 (t,y+) = z.(t,y). An analogous argument holds for the right-continuity in time.

Next we prove left-continuity of y — x.(¢,y). Let us fix (Zy, yo) such that the boundary
point (%o, Yo, Z«(to, yo)) lies in U and, arguing by contradiction, let us assume z,(tg, yo—) <
z«(to, Yo). Then we can fix z.(ty,yo—) < z1 < Ty < x4(to,yo) such that {to} x [x1, 9] X
{yo} C U. By the assumed monotonicity of the boundary we have

Y= (E, to) X (331,33'2) X (g,yo) C C NU and Ztmyo = {to} X (371,33'2) X {yo} cDnNnU

for some §j < yo and ¢ < t, sufficiently close to (¢o, o).
By (ii1) and (iv) in Assumption 6.3.1 we have that u := v — g satisfies the PDE

(Opu+ Lu —ru) = —h, in X.
In particular, since 3, := {to} X (x1,22) X (¥,y0) C C NU we also have
(O + Lu — ru)(to, x,y) = —h(to, x,y), for (to, z,y) € Xy,. (6.15)
Thanks to (6.9) in Assumption 6.3.1 and (6.13) we can also write
[(8t+£—r)8xu} (to,z,y) = — [Gmh+ (g—@xr)u} (to, z,y), for (to, z,y) € L4, (6.16)

On the right hand side of (6.16) above we have a term of the form 9, 3,0,,,u which, using (6.15)

WeE can eXpress as

89652
B2

Plugging the expression above back into (6.16) and defining 'Y = 0,9 — 8;%1/1 for any
Y € C(U) with 0,9 € C(U), we obtain

0y S20yyu = — [h + Oy + [104u + QBﬁxyu + a10,u + dyu — ru] .

(0 + £ — 7)0pu] (to, 2, y)
= — [Fh + TS Oppu + 213 Opyt + Ty Opu + Tag Oyu — I'r u} (to, z,y),

for (t9,x,y) € ¥;,. Finally, we can express 0y,,u that appears on the left-hand side of the

above equation as

=~ By ' [Th+ B Ououu + 20 B Ouyu + Tay Oyu + Tay Oyu — Tru] (to, 2, y)
- /82_1 [ataju + Blacca:ru + QBammyu + alazzu + OQamyu N raﬂ:u} (t()’ o y)

158



6.3 The main theorem

for all (to, z,y) € ¥4,.
Next, let us pick an arbitrary ¢ € C2°(z1,25), with ¢ > 0 and fff @o(r)dx = 1. Then,
from the expression above and using integration by parts we obtain

) = / Dyppetto, , y)p () 6.17)

Z2
= — By [Th+Tay 0pu + Tas yu — T'ru — r0,u] (to, z, y)p(z)dz

1

+/ [0:(¢ Fﬁ—ﬁ;) axu+28x(goz—f)8yu] (to, z,y)dx

1

+ /m2 [0:(85 1) Opu + 0, (085 ) By + 0,(0B5 ) Oyul (to, , y)da

1

1

Letting y 1 yo, we have (tg, z,y) — (to, 2, y0) € X4y C D NU forall x € (21, x,). Hence,

Dy, Oyu, Oyu, u — 0 by C* regularity of u. By dominated convergence we then obtain

lin Foly) == [ B0 (@) 6.18)

Y—Yo z1
x2

—— [ 0.(h/Bo)to, 2. yo)pl(a)de < 5,

1

where the final inequality is by (iii) in Assumption 6.3.1, since ¢ > 0 and integrates to one.
In particular, this shows that the function F, € C([g, yo)) admits a continuous extension to

[g7 yO] .
Since 6 > 0, there exists § € (7, yo) such that

T2 5
= / Ouyyt(to, z,y)p(x)dr < — forall y € [, yo).
1

Then, for any € > 0, integrating over y twice and using Fubini’s theorem we have

- —) / / /axyyuto,m()dxdwy

— (yo—c—j / Onyui(to, v, yo — £)pla)da — / () (Buulto, 290 — £)—Byulto, . §))da

1

(yo—c—9) / Dyute, 7, yo — £)Dpp()de

1

_/ (p(l') (axu(tO,%% - 6)—8mu(t0,x,g)))dx

1
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Letting e — 0 and using dominated convergence and the fact that 0,u = J,u = 0 on ¥, ,, we
obtain

—3(yo — / Oyulty, =, 9)e(z)dx > 0, (6.19)

where the final inequality is by (iv) in Assumption 6.3.1. Hence a contradiction and y
x4(t,y) is left-continuous (and therefore continuous).

We can now use continuity of the map y — z.(t,y) to prove that t — xz.(t,y) is also
continuous. For (o, yy) as above we argue by contradiction and assume that x.(tp—, o) <
z.(to, Yo) and fix . (to—, yo) < x1 < T2 < 4(to, yo). By continuity of y — x.(to,y), we can
find §j < yo and £ < t, close enough to (¢, 7o) such that

$*(t0)y0) Z .Z‘*(t(), g) > To > X1 > I*(to_)yO) Z [L‘*(S, C)) for all (87 C) S (Eu tO) X (g7 yO)u
where the final inequality holds thanks to the monotonicity of .. Thus,

Y= (tN,to) X ([Bl,iﬂg) X (@j,y0> C Cﬂ?/l,
Eto = {to} X (ZL‘l,ZEg) X (g,yg) cDnNnu.

Notice that without continuity of y — (g, y) we would not have been able to guarantee the
inclusion X;, C D NU, which is important for the rest of this proof.

Let us take two arbitrary functions v € CP(x1,x2) and ¢ € C°(7,yo), such that v, > 0
with [* p(2)dz = 1and [ ¢(y)dy = 1. We multiply (6.15) by ¢(x)¢(y) and integrate over
[11, 2] X [y, Yo| to obtain, for allt € (t,t0)

Yo
/ / ) (Opu + Lu — ru) (t, z,y)dy dz

_/xl /ﬂy()‘p(x)w(y)h(t,x,y)dydx_

Using integration by parts for the terms of £ involving second derivatives we get

/ / atu+oz18 u+a28u—ru)(t x,y)dy dz
/ / 0u(pB1) 0yt + 20, (9B)O,u) + i 0, (WB2) D] (1, 2. y)dy d

_ / | / " @) ()b, 7, y)dy de,

for all t € (t,t). Letting ¢ 1 t,, by dominated convergence and the assumed C'! regularity of

-/ / " o@)0()h(to, 7, y)dy dz.

u we obtain
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Since ¢, 1 are arbitrary, the latter implies that H (¢o, x,y) = 0 for all (z,y) € (z1,x2) X (7, yo),
which contradicts (iii) in Assumption 6.3.1. Therefore ¢ — x,(t,y) is continuous.

Next we consider a case with different monotonicity of ¢t — x.(t,y) and y — z.(¢,y). Let
us assume for example that ¢ — x.(¢, y) is non-decreasing and y — z.(t, y) is non-increasing.
By analogous arguments to those in (6.14) we conclude that y — x,(¢,y) is left-continuous
and t — z,(t,y) is right continuous thanks to the monotonicity of x, and the closedness of D.
Then, arguing by contradiction we assume that x,(to, yo) > . (o, yo+) and, slightly abusing

the notation, we consider

Y= (t,to) X (361,332) X (yo,:lj) C C NU and Etmyo = {to} X (331,1'2) X {yo} cDnNnuU

for some ¢ < to and §j > v, sufficiently close to (¢, %0). Using (6.15) and (6.16) (with the
‘new’ YJ;,) and repeating verbatim the arguments of proof employed above, when we let y | yo

we obtain once again (6.18). Then, there exists § € (4o, 7) such that
X2 (S R
Oryyulto, 2, y)p(x)de < —7,  forally & [yo, g].
1

Hence, integrating this expression twice we get

U Y T2
“timw-ot> [ [ [Tt Op@aracay
Yyo+e J yo+e Jx1
T2
— (—yo—c) / Dyulto, s o + £)Daip(a)da
z1

—1—/ o(2) (0pulto, , ) — Opulto, z, yo + €) ) da.

1

Letting ¢ — 0 and using that J,u = J,u = 0 at JC we arrive to a contradiction with (iv) in
Assumption 6.3.1.
The remaining two cases, in which ¢t — z,(t,y) is non-increasing and y — z,.(t,y) is

either non-increasing or non-decreasing, can be treated analogously. ]
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