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Abstract

In this article we study a decoupled Forward Backward Stochastic Differential Equa-
tion (FBSDE) and the associated system of partial integro-differential obstacle problems,
in a flexible Markovian set-up made of a jump-—diffusion with regimes.

These equations are motivated by numerous applications in financial modeling,
whence the title of the paper. This financial motivation is developed in the first part of
the paper, which provides a synthetic view of the theory of pricing and hedging financial
derivatives, using Backward Stochastic Differential Equations (BSDEs) as main tool.

In the second part of the paper, we establish the well-posedness of reflected BSDEs
with jumps coming out of the pricing and hedging problems exposed in the first part.
We first provide a construction for our Markovian model made of a jump diffusion
like component X interacting with a continuous time Markov chain like component N
(so this model includes in particular Markovian jump-diffusions and continuous time
Markov chain as special cases). The jump process N defines the so-called regime of
the coefficients of X, whence the name of Jump-Diffusion with Regimes for this model.
Motivated by optimal stopping and optimal stopping game problems (pricing equations
of American or game contingent claims), we introduce the related reflected and doubly
reflected Markovian BSDEs, showing that they are well-posed in the sense that they
have unique solutions, which depend continuously on their input data. As an aside, we
recover the Markov property of our model.

In the third part of the paper we derive the related variational inequality approach.
We first introduce the systems of partial integro-differential variational inequalities for-
mally associated to our reflected BSDEs, and we state suitable definitions of viscosity
solutions for these problems (accounting for jumps and/or systems of equations). We
then show that the state-processes (first components Y') of the solutions to our reflected
BSDEs can be characterized in terms of the value functions of related optimal stopping
or game problems, given as wviscosity solutions with polynomial growth to the related
obstacle problems. We further establish a comparison principle for semi-continuous
viscosity solutions to our problems, which implies in particular uniqueness of viscosity
solutions for these problems. This comparison principle is subsequently used for proving
the convergence of stable, monotone and consistent approximation schemes to our value
functions.

Finally in the last part of the paper we provide various extensions of the results
needed for applications in finance to pricing problems involving discrete dividends (on

*This research benefited from the support of the “Chaire Risque de crédit” (Fédération Bancaire
Francaise), of the Europlace Institute of Finance and of Ito33.



a financial derivative or on an underlying

asset), as well as various forms of discrete

path-dependence.
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1 Introduction

In this article, we establish the well-posedness of a decoupled Forward Backward stochas-
tic differential equation and of the associated system of partial integro-differential obstacle
problems, in a rather flexible Markovian set-up made of a jump—diffusion model with regimes.

These equations are motivated by numerous applications in financial modeling, whence the
title of the paper. This financial motivation is developed in Part [[] where we essentially
reduce the problem of pricing and hedging financial derivatives to that of solving (typically
reflected) backward stochastic differential equations (BSDEs), or, equivalently in the Marko-
vian case, associated partial integro-differential equations or integro-differential variational
inequalities (PIDEs or PDEs for short).

In Parts [[I] to [IV], we tackle the resulting Markovian BSDE and PDE problems. In Crépey
and Matoussi [42], a priori estimates and comparison principles were derived for reflected
or doubly reflected BSDEs in the general (non-Markovian) set-up of a model driven by a
continuous local martingale and an integer-valued random measure. In Part [[] we use these
results to establish the well-posedness of a Markovian doubly reflected BSDE, which is used
in Part [IT]] for studying the associated partial integro-differential system of double obstacle
problems, in a rather flexible Markovian set-up made of a jump—diffusion model with regimes.
As an aside we prove the convergence of any stable, monotone and consistent approximation
scheme to the resulting parabolic system. Part[[V]provides various extensions of the previous
results needed for applications in finance to pricing problems involving discrete dividends
(on a financial derivative or on an underlying asset), as well as various forms of discrete
path-dependence.

The main results are summed-up in Propositions and which synthesize the major
findings of Part [T} and [[TI}, respectively.

The paper has above all a unifying perspective. However, even if rather expected in their
statement for most of them, some of the mathematical results derived in Parts [[T] to [[V] are,
to some extent, innovative. For instance, doubly reflected BSDEs with a delayed or an even
more general intermittent upper barrier (RDBSDEs and RIBSDESs, see Definitions (ii)
and , have not been considered elsewhere in the literature (if not for the preliminary
RDBSDE results of Crépey and Matoussi [42]).

As for Part[l] we believe that, beyond providing the motivation for the mathematical results
of Parts |II] to , it also has the merit of giving a unified, cross market perspective (see
Sections @ and on the theory of pricing and hedging financial derivatives, via the
use of BSDEs as a main tool.

Part [ on one hand, and Parts [[I to [V] on the other hand, can be read essentially indepen-
dently. The reader who would be mainly interested in the financial applications can thus
read Part [[] first, taking for granted the results of Parts [[I] to [[V] whenever they are used

therein (see Propositions 3.2 and in particular). Likewise readers mainly

interested by the mathematical results of Parts [l to [[V] can skip Part [[] at first reading.



1.1 Detailed Outline

Section [2| develops the theory of risk-neutral pricing and hedging of financial derivatives,
using BSDEs as a main tool (see El Karoui et al. [51] for a general reference on BSDEs
in finance). The central result, Proposition can be informally stated as follows: Under
the assumption, thoroughly investigated in Part [[T, that a reflected Backward Stochastic
Differential Equation (BSDE) related to a financial derivative, relative to a risk-neutral
probability measure P over a primary market of hedging instruments, admits a solution II,
then II is the minimal superhedging price up to a P — local martingale cost process for the
derivative at hand, this cost being equal to 0 in the case of complete markets. This notion
of hedge with local martingale cost thus establishes a connection between arbitrage prices
and hedging, in a rather general, possibly incomplete, market.

In Section [3| we consider the specification of these results to the Markovian set-up. Using
the results of Part [[TI] a complementary variational inequality approach may then be devel-
oped, and more explicit and constructive hedging strategies may be given (see Section in
particular).

Section M| presents various extensions of the previous results. Section generalizes the
previous risk-neutral approach to a martingale modeling approach relative to an arbitrary
numeraire B (positive primary asset price process) which may be used for discounting other
price processes, rather than implicitly the savings account B = ~! in the risk-neutral
approach. This extension is particularly important for dealing with interest-rate derivatives.
Section[d.2] which is based on Bielecki et al. [17], refines the risk-neutral martingale modeling
approach of Sections[2] and [3]to the specific case, important for equity-to-credit applications,
of defaultable derivatives, with all cash flows killed at the default time 60 of a reference entity.
Finally in Section we deal with the issue of callability and call protection (intermittent
call protection versus call protection before a stopping time).

Up to this point (Part , well-posedness of the resulting pricing reflected BSDEs and PDEs
was taken for granted. The following sections of the paper (Parts [lI| to are devoted to
the rigorous mathematics of these pricing equations.

In Section [5| we recall the general set-up of [42] and the general form of the BSDEs we are
interested in.

In Section [6] we present a versatile Markovian specification of this general set-up, made
of a jump diffusion X interacting with a pure jump process N (which in the simplest case
reduces to a Markov chain in continuous time). The interaction between X and N is
materialized by the fact that the coefficients of the dynamics of X depend on NV, and also,
by a mutual dependence of the jump intensity of either process on the other one. Such
coupled dependence is motivated by applications like modeling frailty and contagion in the
field of portfolio credit risk in finance (see [19]).

A related model was already considered and some of the results of this paper were announced
in [19, 42, [17]. But the possibility to construct a model with all the required properties was
taken for granted there. Indeed the construction of a model with such mutual dependence
is a non-trivial issue, and we treat it in detail in Section[7] resorting to a suitable Markovian
change of probability measure.

This model may also be viewed as a generalization of the interacting (continuous) It6 pro-
cess and point process model considered by Becherer and Schweizer in [I0]. Yet as opposed



to the set-up of [10] where linear reaction-diffusion systems of parabolic equations (pricing
equations of Furopean contingent claims, from the point of view of the financial interpreta-
tion) are considered from the point of view of classical solutions, here the application one
has in mind consists of more general optimal stopping or optimal stopping game problems
(pricing equations of American or game contingent claims, see Part [I) for which the related
reaction-diffusion systems typically do not have classical solutions (and even less so, that
there are also jumps in the component X of our model). This leads us to study in Section
the related reflected and doubly reflected Markovian BSDEs (see |51}, 50, [17]), showing that
they are well-posed in the sense that they have unique solutions, which depend continuously
on their input data.

In Section [9] we derive the associated Markov and flow properties.

In Section we introduce the systems of partial integro-differential variational inequali-
ties formally associated to our reflected BSDEs, and we state suitable definitions of semi-
continuous viscosity solutions and solutions for these problems.

In Section we show that the state-processes (first components Y') of the solutions to
our reflected BSDEs can be characterized in terms of the value functions to related optimal
stopping or game problems, given as viscosity solutions with polynomial growth to the related
obstacle problems.

We establish in Section [I2)a semi-continuous viscosity solutions comparison principle for our
problems, which implies in particular uniqueness of viscosity solutions for these problems.

This comparison principle is subsequently used in Section for proving the convergence
of stable, monotone and consistent approximation schemes (cf. Barles and Souganidis; see
also [9] Briani, La Chioma and Natalini [30], Cont and Voltchkova [38] or Jakobsen et al.
[69]) to the viscosity solutions of the equations. These results thus extend to models with
regimes (whence systems of PDEs [65] [0]) the results of [9], B0], among others.

In Sections [14] to [16| we provide extensions of the previous results to a factor process model
X = (X, N) possibly involving further deterministic jumps at some fixed times 7js. This
is required for applications to pricing problems involving discrete dividends (on a financial
derivative or on an underlying asset), and also, to be able to deal with the issue of discrete
path-dependence.



Part 1

Martingale Modeling in Finance

In this part (see Section [l| for a detailed outline), we show how the task of pricing and
hedging financial derivatives can generically be reduced to that of solving (typically reflected)
BSDEs, or, equivalently in the Markovian case, P(I)DEs. These equations are called pricing
equations in this paper. Well-posedness of these equations in suitable spaces of solutions
will be taken for granted whenever needed in this part, and will then be thoroughly studied
in the remaining three parts of the paper.

2 General Set-Up

The evolution of a financial market model is given throughout this part in terms of stochas-
tic processes defined on a continuous time stochastic basis (Q,F,@), where P denotes the
objective (also called statistical, historical, physical..) probability measure. We may and do
assume that the filtration [F satisfies the usual completeness and right-continuity conditions,
and that all semimartingales are cadlag (i.e., almost surely right continuous with left limits).
Finally, since we are always in the context of pricing contingent claims with a fixed matu-
rity T, we further assume that F = (F)ycpo,7) With Fo trivial and Fr = F, for simplicity.
Moreover, we declare that a process on [0,T] (resp. a random variable) has to be F-adapted
(resp. F-measurable), by definition.

Since our aim in this article is mainly computational (derivation and study of the pricing
equations within a given class of pricing models), we shall typically work under a risk-neutral
probability measure P ~ I/P\’, or more generally, under a martingale probability measure P
relative to a suitable numeraire (see Section , such that the prices of primary assets,
once properly discounted and adjusted for dividends, are P — local martingales.

As we shall see in Section [2.1] under mild technical conditions, existence of such a martingale
measure P is equivalent to a suitable notion of no-arbitrage. In practical applications, it is
convenient to think of P as ‘the pricing measure chosen by the market’ to price a contingent
claim.

2.1 Pricing by Arbitrage
2.1.1 Primary Market Model

To model a financial derivative with maturity 7', we consider a primary market composed
of the savings account B and of d primary risky assets. The discount factor 8 is supposed
to be absolutely continuous with respect to the Lebesgue measure, and given by

By = exp(—/o Ty du) (1)

(so By = 1), for a bounded from below short-term interest rate process r .
The primary risky assets, with R%valued price process P, may pay dividends, whose cumu-
lative value process, denoted by D, is assumed to be an R%valued process of finite variation.



Given the price process P, we define the cumulative price P of the asset as

P,=P+B8" | pBudD.. (2)
[0,2]
In the financial interpretation, the last term in represents the current value at time ¢
of all dividend payments of the asset over the period [0,¢], under the assumption that all
dividends are immediately reinvested in the savings account.

For technical reasons we assume that P is a locally bounded semimartingale.

We assume that the primary market model is free of arbitrage opportunities (though pre-
sumably incomplete), in the sense that the so-called No Free Lunch with Vanishing Risk
(NFLVR) condition is satisfied. This NFLVR condition is a specific no arbitrage condition
involving wealth processes of admissible self-financing primary trading strategies (see Del-
baen and Schachermayer [45]). We do not reproduce here the full definition of arbitrage
price, since it is rather technical and will not be explicitly used in the sequel. It will be
enough for us to recall the related notions of trading strategies in the primary market.

Definition 2.1 A primary trading strategy (¢°,¢) built on the primary market is an R x
R'®9_valued process, with ¢ predictable and locally bounded, representing the number of
units held in the savings account and in the primary risky assets, respectively. The related
wealth process VV is thus given by:

Wi =GB+ G Py (3)
for t € [0,T]. Accounting for dividends, we say that the strategy is self-financing if
th - C,?dBt + Ct (dPt + th)

or, equivalentlyﬂ

d(BWs) = G d(BP) - (4)
If, moreover, the discounted wealth process W is bounded from below, the strategy is said
to be admissible.

Given the initial wealth w of a self-financing primary trading strategy and the strategy ¢ in
the primary risky assets, the related wealth process is thus given by, for ¢ € [0, 7] :

BWy = w + [} ¢ d(BuPy) (5)

and the process ¢° (number of units held in the savings account) is then uniquely determined
as

& =B Wi —GP)
In the sequel we restrict ourselves to self-financing trading strategies. We thus
redefine a (self-financing) primary trading strategy as a pair (w, (), of an initial wealth

w € R and a R'®?_valued predictable locally bounded primary strategy in the risky assets
¢, with related wealth process W defined by .

By classic arbitrage theory (see, e.g., [45] [34, [15]), the NFLVR condition in a perfect market
(without transaction costs, in particular) is equivalent to the existence of a risk-neutral
measure P € M, where M denotes the set of probability measures P ~ P such that ﬁﬁ is a
P — local martingale.

!This equivalence is very general (cf. Section [4.1), and it is an easy exercise in the present context where
B3, given by , is a finite variation and continuous process.
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2.1.2 Financial Derivatives

In the sequel we are going to extend the financial market by introducing a financial derivative
relative to the primary market. A derivative is a financial claim between an investor (or
holder of a claim) and a financial institution (or issuer), involving in a sense made precise
in Definition below, some or all of the following cash flows (or payoffs):

e a bounded variation dividend process D = (D¢)yc(0,1]5

e terminal cash flows, consisting of:

— a payment & at maturity T, where £ denotes a bounded from below real-valued random
variable,

— and, in the case of (American or game) products with early exercice features, put and/or
call payment processes L = (Lt)icor) and U = (Up)sejo, ), given as real-valued, bounded
from below, cadlag processes such that L < U and L < & < Ur.

The put payment L; corresponds to a payment made by the issuer to the holder of the claim
at time ¢, in case the holder of the claim would decide to terminate (‘put’) the contract at
time ¢. Likewise, the call payment U; corresponds to a payment made by the issuer to the
holder of the claim at time ¢, in case the issuer of the claim would decide to terminate (‘call’)
the contract at time ¢.

Of course, there is also the initial cash flow (null in the case of a swapped derivative with
initial value equal to zero, by construction), namely the purchasing price of the contract
paid at the initiation time by the holder and received by the issuer.

The terminology ‘derivative’ comes from the fact that all the above cash flows are typically
given as functions of the ‘primary’ asset price processes P. More generally, the price II of
a derivative and the prices P of the primary assets may be given as functions of a common
set of factors (traded or not) X (cf. Section [3). One may then consider the issue of factor
hedging the claim with price process II by the primary assets with price process P, via the
common dependence of II and P on X.

Here and henceforth all the financial cash flows are seen from the point of view of the holder
of the claim. In this perspective, the implicit assumption above that all the cash flows are
bounded from below, which from the mathematical point of view ensures their integrability
in RU {400}, is indeed satisfied by a vast majority of real-life financial derivatives.

Remark 2.2 Usually in the derivative pricing and hedging literature, dividends are im-
plicitly set to zero, or equivalently, implicitly amalgamated with the terminal cash flows
L,U and &. The related notion of price thus effectively corresponds to a cum-dividend price
(present value of future cash flows plus already perceived dividends reinvested in the savings
account), as opposed to the market notion of ex-dividend price. Since an important propor-
tion of financial derivatives (starting with all swapped derivatives) only entails dividends
(terminal cash flows L = U = £ = 0), it is our opinion that it is better to make the divi-
dends appear explicitly. This is in fact a necessity for the study of defaultable derivatives
in Section [£.2] where we shall see that the specific structure of the products’ cash flows and
their distribution between dividends (in the sense of coupons and recovery) and terminal
payoffs, is fruitfully exploited in the so-called reduced form approach to these problems.

We are now in a position to introduce the formal definition of a financial derivative, dis-
tinguishing more specifically European claims, American claims and game claims. It will
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soon become apparent that European claims can be considered as special cases of American
claims, which are themselves included in game claims, so that we shall eventually be able
to reduce attention to game claims.

In the following definitions, the put time (or put or maturity time, more precisely) 7 and
the call (or maturity) time o represent stopping times at the holder’s and at the issuer’s
convenience, respectively.

Definition 2.3 (i) An European claim is a financial claim with dividend process D, and
with payment £ at maturity 7.

(ii) An American claim is a financial claim with dividend process D, and with payment at
the terminal (put or maturity) time 7 given by,

Lierylr + 1om)€ (6)

(iii) A game claim is a financial claim with dividend process D, and with payment at the
terminal (call, put or maturity) time v = 7 A o given byE|

Lyyererybr + Loy Us + 1§ - (7)

Moreover, there may be a call protection modeled in the form of a stopping time & such that
calls are not allowed to occur before 7.

Example 2.4 In the simplest case of an European vanilla call/put option with maturity T
and strike K on S = P!, the first primary risky asset, one has D = 0 and ¢ = (S — K)*.

Comments 2.1 (i) The above classification, which is good enough for the purpose of this
article, is by no means exhaustive. For instance Bermudan products corresponding to con-
strained put policies might also be introduced. Note however that Bermudan products can
be included in the above set-up by considering a suitably adjusted put payoff process L. This
is indeed a consequence of Proposition (ii) below, in conjunction with our boundedness
from below assumption on all the cash flows at hand.

On the opposite the explicit introduction of call protections appears to be a useful modeling
ingredient. Such protections are actually quite typical in the case of real-life callable prod-
ucts like, for instance, convertible bonds (see Section , with the effect of making the
product cheaper to the investor (holder of the claim). The introduction of such call protec-
tions also allows one to consider an American claim as a game claim with call protection
o="T.

(ii) In Section building on the mathematical results of Section we consider prod-
ucts with more general, hence potentially more realistic forms of intermittent call protection,
namely call protection whenever a certain condition is satisfied, rather than more specifically
call protection before a stopping time above.

Let 7; and T; (or simply 7 and T, in case t = 0) denote the set of [t, T]-valued and [tV &, T)-
valued stopping times. Let also v stand for o A 7, for any (o,7) € T; x T;.

In the sequel, the statement ‘(Il;);cj0,7) is an arbitrage price for a derivative’ is to be un-
derstood as ‘(Pt,Ht)te[o,T} is an arbitrage price for the extended market consisting of the

2With priority of a put over a call, here, though this happens to be rather immaterial in terms of pricing
and hedging the claim.
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primary market and the derivative’. The notion of arbitrage price process of a financial
derivative referred to in the next result is thus the classical notion of No Free Lunch with
Vanishing Risk condition of Delbaen and Schachermayer [45] in the case of European claims,
subsequently extended to game (including American) claims by Kallsen and Kiihn [72] (see
Bielecki et al. [I5]). The proof of this result is based on a rather straightforward application
of Theorem 2.9 in Kallsen and Kiihn [72] (see Bielecki et al. [15] for the details).

Proposition 2.1 (i) For any P € M, the process Il = (Ily);c(o,1) defined by

Billy = Ee{ ;" B dDu + Bré | R}, te(0,7] ®)

1s an arbitrage price of the related Furopean claim. Moreover, any arbitrage price of the
claim is of this form provided

sup Ep{ By dDy, + ﬁTﬁ} <00 9)
PeM 0.7)

(ii) For any P € M, the process Il = (Il;)co,) defined by

Billy = esssup,erBe{ [7 BudDy + By (Lirery Le + 1=y | i}, t€ 0,71 (10)

is an arbitrage price of the related American claim as soon as it is a semimartingale. More-
over, any arbitrage price of the claim is of this form provided

sup Ep sup BudDy + B (1 L+ 1 <00 11
PeM IP)te[O,T]{ [0,¢] t( =Tyt t T}g)} ( )

(iii) For any P € M, the process Il = (Il;)co,m) defined by

esssupTeﬁessinfgej—tIEp{ / BudDy + By (]I{V:T<T}LT +Lipen Us + ]l{V:T}g) | ]-'t} = B,11,
t

= essinfaeﬁesssupTeTtEp{ ftV BudDy + By (]1{1/:7-<T}L7' + ]1{0<7.}U0 + ]l{V:T}f) ‘ ]:t},

(12)

1s an arbitrage price of the related game claim as soon as it is a well-defined semimartingale
(which supposes in particular that equality indeed holds between the left hand side and the
right hand side in @) Moreover, any arbitrage price of the claim is of this form assuming

.

In view of these results, one may interpret an European claim as an American claim with
a (fictitious) put payment process L defined by SL = —(c + 1), where —c is a minorant of
ftT By dDy, + Br€. Indeed, in view of Propositions (ii), for this specification of L, exercise
of the put before maturity is always sub-optimal to the holder of the claim. It is thus
equivalent for a process II to be an arbitrage price of the European claim with the cash
flows D, &, or to be an arbitrage price of the American claim with the cash flows D, L, ¢,
with L thus specified.

Henceforth by default, by ‘financial derivative’ or ‘game option’, we shall mean game claim,
possibly with a call protection &, including American claim (case ¢ = T, in particular
European claim with L as specified above) as a special case. Arbitrage prices of the form

, or will be called P-prices in the sequel.

t€[0,T]
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2.2 Connection with Hedging

We adopt a definition of hedging of a game option stemming from successive developments,
starting from the hedging of American options examined by Karatzas [73], and subsequently
followed by El Karoui and Quenez [52], Kifer [74], Ma and Cvitani¢ |[83], Hamadeéne [60], and
(in the context of defaultable derivatives examined in Section [4.2)) Bielecki et al. [16]17] (see
also Schweizer [93]). This definition will be later shown to be consistent with the concept
of arbitrage pricing of Proposition (iii) for a game option (which encompasses American
and European options as special cases).

We first introduce a (very large, to be specified later) class of hedges with semimartingale
cost process (. The issuer of a financial derivative immediately sets up a primary hedging
strategy such that the corresponding wealth process W reduces to a cost or hedging error
Q, after accounting for the ‘dividend cost’ —D and for the ‘terminal loss’ given by —L, —U
or —£. The initial wealth w may then be used as a safe issuer price, up to the hedging error
Q, for the derivative at hand. Recall that we denote v =7 A 0.

Definition 2.5 An hedge with semimartingale cost process @ (issuer hedge starting at time
0) for a game option is represented by a triplet (w,(, o) such that:

e (w,() is a (self-financing) primary trading strategy,

e the call time o belongs to T,

e the wealth process W of the strategy (w,() satisfies for every put time 7 in 7, almost
surely,

LW, + foy BudQy > fol/ BudDy + By (1{V:T<T}LT =+ ]1{0'<7-}UU + 1{7:0:T}€> : (13)

In the special case of European derivatives, in which case ¢ = T, and if moreover equality
holds in at t =T, then, almost surely,

BrWr + [} BudQy = [ BudDy + Bré . (14)

In this case one effectively deals with a replicating strategy with cost Q.

Comments 2.2 (i) The process @ is to be interpreted as the (running) financing cost, that
is, the amount of cash added to (if d@Q; > 0) or withdrawn from (if dQ: < 0) the hedging
portfolio in order to get a perfect, but no longer self-financing, hedge.

(ii) Hedges at no cost (that is, with @ = 0) are thus in effect superhedges.

(iii) In relation with admissibility issues (see the end of Definition [2.1]), note that the left
hand side of (discounted wealth process with financing costs included) is bounded from
below, for any hedge (w,(, o) with cost Q.

This class of hedges with cost @) is obviously too large for any practical purpose, so we will
restrict our attention to hedges with a local martingale cost @@ under a particular risk-neutral
measure P (cf. the related notions of risk-minimizing strategy in Foéllmer and Sondermann
[55] and mean self-financing hedge in Schweizer [93]). Henceforth in this part, we thus
work under a fixed but arbitrary risk-neutral measure P, with P-expectation denoted
by E. All the measure-dependent notions like (local) martingale, compensator, etc., implic-
itly refer to this probability measure P. In practical applications, it is convenient to think of
P as ‘the pricing measure chosen by the market’ to price a contingent claim. For pricing and
hedging purposes this measure is typically estimated by calibration of a model to market
data.
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2.2.1 BSDE Modeling

We shall now postulate suitable integrability and regularity conditions embedded in the
standing assumption that a related reflected Backward Stochastic Differential Equation
(BSDE, see El Karoui et al. [5I] for a general reference in connection with finance) has
a solution. We shall thus introduce a reflected BSDE under the probability measure
P, with data defined in terms of those of a derivative. Assuming that has a solution
(for which various sets of sufficient regularity and integrability conditions are known in the
literature, see Part [lI| and [42] 62, [61]), we shall be in a position to deduce explicit hedging
strategies with minimal initial wealth for the related derivative.

We assume further for the sake of simplicity that dD; = Cidt for some progressively mea-
surable time-integrable coupon rate process C.

Remark 2.6 It is important to note for applications that it is also possible to deal with
discrete dividends: see [I7] and Section [14]in Part

We then consider the following reflected BSDE with data 8,C,&, L, U, & :

Billy = Bré + [ BuCudu + [ Bu(dK, — dM,), t€[0,T]
Li<I, <U;, tel0,T] (15)
JF @, - L) dK; = [ (0, - 10,) dK; =0

where, with the convention that 0 x 00 = 0 in the last two lines above,

Uy = L5300 + L5y Us (16)

Definition 2.7 (See Partfor more formal definitions, including in particular the speci-
fication of spaces for the inputs and outputs to ) By a P-solution to , we mean a
triplet (II, M, K') such that all conditions in are satisfied, where:

e the state-process Il is a real valued, cadlag process,

e M is a P-martingale vanishing at time 0,

e K is a non-decreasing (null at time 0) continuous process, and K + denote the components
of the Jordan decomposition of K.

By the Jordan decomposition of K in the last bullet point, we mean the unique decomposition
K = Kt — K~ into the difference of non-decreasing null at 0 processes K+ defining mutually
singular random measures on RT.

Remark 2.8 The first line of can be interpreted as giving the Doob-Meyer decompo-
sition fot Bu(dK,, — dM,) of the special semimartingale

N ¢
Belly := Belly +/0 BuCudu . (17)

So an equivalent definition of a solution to ([15)) would be that of a special semimartingale II
(rather than a triplet of processes (II, M, K)) such that all conditions in are satisfied,
where M and K therein are to be understood as the canonical local martingale and finite
variation predictable components of f[o,~] By ld(ﬁtﬁt).
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Note that the first line of is equivalent to
W, =€+ [ (Cy — rully)du + (K — Ky) — (Mp — My), t€[0,T]. (18)

As established in [61] 62, [42], existence and uniqueness of a solution to (under suitable
Lo-integrability conditions on the data and the solution) are essentially equivalent to the
so-called Mokobodski condition, namely, the existence of a quasimartingale Y (special semi-
martingale with additional integrability properties, Section such that L <Y < U
on [0, 7). Existence and uniqueness for thus hold when one of the barriers is a quasi-
martingale and, in particular, when one of the barriers is given as S V ¢ where S is a
square-integrable It6 process and c is a constant in RU{—o00} (see [42] as well as Comments
(V) and Proposition in Part . This covers, for instance, the put payment process L
of an American vanilla option, or of a convertible bond (see Definition and Bielecki et
al. [15, I8]). Moreover one typically has K = 0 in the case of an European derivative.

We thus work henceforth in this part under the following hypothesis.

Assumption 2.9 Equation admits a solution (II, M, K), with K equal to zero in the
special case of an European derivative.

Proposition 2.2 II is the P-price process of the derivative.

Proof. 1f (II, M, K) is a solution to , then IT is a (special) semimartingale (see ),
and, by a standard verification principle (cf. Proposition in Part , II satisfies ,
which in the special cases of American (resp. European) options reduces to (resp. )
One thus concludes by an application of Proposition

We are now ready to interpret the P-price II, thus defined via , in terms of the notion
of hedging introduced in Section Let us set

=inf{uwe[t,T]; I, > U} AT . (19)
Using the minimality condition (third line) in and the continuity of K*, one thus has,
K =0and K=K">0on[0,07, Iy« = Uy . (20)

Note that for any primary strategy ¢, the issuer’s cumulative discounted Profit and Loss (or
Tracking Error) process (et)te[O,T] relative to the price process II of Proposition is given
for ¢ € [0, T by:

Bree =Tl — [y BuCudu + [y Gud(BuPo) = Billy = [3 (=d(BuTL) + Gud(BuP))  (21)

where 11 is defined by , so that, in view of Proposition , Bﬁ can be interpreted as
the P — cumulative price of the option (cf. ) Observe in view of that fe is a special
semimartingale. Let the P — local martingale p = p(¢) be such that pg = 0 and [; B;dp; is
the local martingale component of the special semimartingale Se, so (cf. f)

dpy = dM; — ¢ By d(BPy) (22)
The arguments underlying the following result are classical, and already present for instance

in Lepeltier and Maingueneau [82] (in the specific contexts of the Cox—Ross—Rubinstein or
Black—Scholes models, analogous results can also be found in Kifer [74]).
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Proposition 2.3 (i) For any primary strategy ¢, (Ilo,(,0%), is an hedge with P — local
martingale cost p(C);

(i) Iy is the minimal initial wealth of an hedge with P — local martingale cost;

(iii) In the special case of an European derivative with K = 0, then (Ily, () is a replicating
strategy with P — local martingale cost p. Iy is thus also the minimal initial wealth of a
replicating strategy with P — local martingale cost.

Proof. (i) One must show that for any 7 € T, almost surely:

* *

o AT N OFNT
Mot [ GG+ [ Budp (24)
0 0
g*AT
/ BuCudu + Boxnr <]l{a'*/\‘r:‘r<T}Lt + ]]-{o*<‘r}U0* + ]l{a'*:‘r:T}£>
0

or equivalently, using :

o*N\T
I, + / BudM, > (25)
0

o*NAT
/ Bucudu + 60’*/\7 (]]-{U*/\T:T<T}LT + ]l{o*<T}UU* + ]]‘{O'*ZTZT}§>
0

where by the first line in ([15]):

* AT *

oENT o oENT
Iy + / BudM,y, = Boxprllgxpr + / ﬁucudu + / ﬂudKu .
0 0 0

Inequality then follows by non-negativity of K on [0,5*] (cf. (20)) and by the following
relations, which are valid by the terminal and put conditions in and by :

Ur =¢&, Il; > Ly, Ilpx > U~ .

(ii) There exists an hedge with initial wealth ITy and P — local martingale cost, by (i) applied
with, for instance, ( = 0. Moreover, for any hedge (w,(, o) with P — local martingale cost
Q, one has for every t € [0, T7:

oAt R oA\t
w+ /0 Cud(BuP) + /O BudQu > (26)

oAt
/0 PuCudu + Bont (]l{cr/\t:t<T}Lt + 16U + ]l{cr:t:T}f>

The left hand side is thus a bounded from below local martingale, hence it is a supermartin-
gale. Moreover, also holds with a stopping time 7 € T instead of ¢ therein. So, by
taking expectations in with 7 instead of ¢ therein:

ONT
w > E {/0 Bucudu + /30/\7' (]l{o'/\:T<T}L’T + ]1{J<T} Ucr + ]l{J:T:T}f) } .

Hence w > Iy follows, by .
(iii) In the special case of an European derivative, the stated results follow by setting K = 0
in the previous points of the proof. O
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Comments 2.3 (i) Proposition [2.3|thus characterizes the P-price (arbitrage price relative
to the risk-neutral measure PP) of a derivative as the smallest initial wealth of a hedge with
P —local martingale cost, under the assumption that the related reflected BSDE has a
solution. For related results, see also Follmer and Sondermann [55] or Schweizer [93].

(ii) The special case p = 0 in the previous results corresponds to a suitable form of model
completeness (replicability of European options, cf. point (iii) of the proposition), in which
the issuer of the option wishes to hedge all the risks embedded in the option.

The case p # 0 corresponds to either model incompleteness, or a situation of model com-
pleteness in which the issuer wishes not to hedge all the risks embedded in the product at
hand, for instance because she wants to limit transaction costs, or because she wishes to
take some bets in specific risk directions.

(iii) In case where p may be taken equal to 0 in Proposition the minimality statements
in this proposition can be used to prove uniqueness of the related arbitrage prices.

(iv) Analogous definitions and results hold for holder hedges.

(v) Tt is also easy to see that one could state analogous definitions and results regarding
hedging a defaultable game option starting at any date ¢ € [0,7], rather than at time 0
above.

3 Markovian Set-Up

3.1 Markovian FBSDE Approach

In order to be usable in practice, a dynamic pricing model needs to be constructive, or
Markovian in some sense, relatively to a given derivative. This will be achieved by assuming

that the related BSDE is Markovian (see Section 4 of [51] and Part [[)).

Definition 3.1 We say that the BSDE is a Markovian Backward Stochastic Differential
Equation if the input data r,C,&, L and U of are given by Borel-measurable functions
of some R%-valued (F,P)-Markov factor process X, so

re =71, Xt), Cr=C(t, Xy), §=&(X7), Ly = L(t, Xy), Uy =U(t, Xy) , (27)

and if & is the first time of entry (capped at T') by the process (¢, X) into a given closed
subset of [0,7] x RY.

Remark 3.2 By a slight abuse of notation, the related functions are thus denoted in
by the same symbols as the corresponding processes or random variables.

In particular, the system made of the specification of a forward dynamics for X, together with
the BSDE , constitutes a decoupled Markovian forward-backward system of equations
in (X,II, M, K). The system is decoupled in the sense that the forward component of the
system serves as an input for the backward component (X is an input to , cf. ),
but not the other way round. See Definition [6.4] in Part [[] for more complete and formal
statements.

From the point of view of interpretation, the components of X are observable factors. These
are typically, though non-trivially, connected with the primary risky asset price process P,
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as follows:

e Most factors are typically given as primary price processes. The components of X that
are not included in P (if any) are to be understood as simple factors that may be required
to ‘Markovianize’ the payoffs of the derivative at hand, such as factors accounting for path
dependence in the derivative’s payoff, and/or non-traded factors such as stochastic volatility
in the dynamics of the assets underlying the derivative;

e Some of the primary price processes may not be needed as factors, but are used for hedging
purposes.

Note that observability of the factor process X in the mathematical sense of F-adaptedness
is not sufficient in practice. In order for a factor process model to be usable in practice,
a constructive mapping from a collection of meaningful and directly observable economic
variables to X is really needed. Otherwise, the model will be useless.

3.2 Factor Process Dynamics

Under a rather generic specification for the Markov factor process X, we now derive a
variational inequality approach for pricing and hedging a financial derivative.

We thus assume that the factor process X is an (F = FW¥ P)-solution of the following
Markovian (forward) stochastic differential equation in R? :

dXt = b(t, Xt) dt + O'(t, Xt) th + 5(t, Xt_)dNt s (28)

where:

e W is a g-dimensional Brownian motion, and

e N is a compensated integer-valued random measure with finite jump intensity measure
A(t, Xy, dx), for some deterministic function .

So 0(t, X;—)dNy in is a short-hand for [p, 6(t, X;_, x)N(dt, dz), where the integration is
with respect to the x variable, and where the response jump size function 6 and the intensity
measure A, like the other model coefficients b and o of X, are to be specified depending on
the application at hand: see Section for specific examples and Definition [6.2] in Part [[]
for more precise statements.

Remark 3.3 The generic and ‘abstract’ jump—diffusion will be made precise and spec-
ified in Part|II}in the form of a process X = (X, N) in which a jump diffusion like component
X interacts with a continuous time Markov chain like component N; so the process X in
Part [[T corresponds to X here.

Let us introduce the following additional notation:

e J;, a random variable on RY with law A(t,X1— do)

EX - R9) conditional on X;_, where x represents

the size of a jump in §(t, X;—, ),

e (1), the ordered sequence of the times of jumps of N (note that we deal with a finite jump
measure A, so (t;) is well defined),

e For any (possibly vector-valued) function u on RY,

u(t,z,y) = u(t,z +0(t, z,y)) — ult, ), ou(t,z) = [g, ou(t, z,y)A(t,z,dy)  (29)
(5Ut = (5U(t, Xt_, Jt) s Sut = 5U(t, Xt_) 5
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We apologize to the reader for this admittedly heavy notation, which is motivated by the
wish to give intuitive and compact forms to various expressions of the model’s dynamics,
generator and [t6 formula. Denoting further

6(t,x) == 0ldra(t, ) = [ 6(t, x, yY)A(t, @, dy), 0 = 6(t, Xe—, Jy), 6 = (¢, X¢—) ,
one thus has for instance:
8(t, Xu)dNy = d (4, 80 ) — Gudt (30)
and the dynamics of X may be rewritten as follows:
dX; = b(t, X;)dt + o (t, X;) AW, + d (zm %) (31)

where we set b(t,z) = b(t,z) — (¢, z).

3.2.1 It6 Formula and Model Generator

In view of , the following variant of the Itd formula holds, for any real-valued function
u of class C1? on [0, T] x RY :

du(t, X¢) = Gu(t, Xy) dt + Ou(t, X) o(t, Xe) dWy +d | Y duy, (32)
<t
with
Gu(t,z) = dyu(t, ) + du(t, )b(t, =) + %Tr[a(t, x)Hu(t, x)] (33)

where a(t,z) = o(t,x)o(t,z)T, and where du and Hu denote the row-gradient and the
Hessian of u with respect to  — so in particular

Te[a(t, 2)Hu(t,x)] = > ounlt,x)ogu(t,2)02, , ult,z) .

1<i,j,k<q

Moreover (cf. (30)),
5U(t, Xt_)dNt =d <Ztl§t 5“1&;) - gutdt . (34)

The It6 formula may thus be rewritten as, with the short-hand du(t, X;—)dN, =
Jyera Ou(t, X¢—, x)N(dt, dx),

du(t, Xt) = Qu(t, Xt) dt + aU(t, Xt) O'(t, Xt) th + (5U<t, Xt_)dNt (35)
where we set

Gu(t, ) = Gu(t, z) + du(t,z)

1 — _ (36)
= Owu(t,x) + Ou(t,x)b(t, x) + §Tr[a(t, x)Hu(t, z)] + du(t,x) — du(t,x)d(t, x) .
The process X is thus a Markov process with generator G (see Proposition in Part
for a more formal derivation).

Remark 3.4 By a convenient abuse of terminology we call here and henceforth G the
generator of X, whereas strictly speaking G is the generator of the time-extended process
(t, X) (the generator of X does not contain the 9; term).



20

3.2.2 Brackets

Let IT¢ and ©¢ resp. AIl and A©, denote the continuous local martingale components,
resp. the jump processes, of two given real-valued semimartingales II and ©. Recall that
the quadratic covariation or bracket [I1, O] is given by

d[I1,0]; = d(I1;0,) — I1;_dO; — ©,_dII, (37)
= d(TI°, 0%, +d [ > All,AO, (38)
s<t

with the initial condition [II, ©]g = 0. The sharp bracket (II, ©) corresponds to the compen-
sator of [II, O], which is well defined provided [II, ©] is of locally integrable variation (see,
e.g., Protter [91]).

Assuming IT and © to be defined in terms of the process X of by II; = u(t, X;) and
©; = v(t, X) for deterministic and ‘smooth enough’ functions u and v, an application of

yields:
d[IL, ©), = dua(dv)T (t, X,) dt +d (Ztlgt 5utl5vtl> .

The bracket [II, ©] thus admits a compensator < II,© > given as a time-differentiable
process with the following Lebesgue-density:

d=ILO>e — (u,v) (t, Xy) (39)

where we denote, for any vector-valued functions u and v on R? such that the matrix-product

uwv’ makes sense:

(u,v)(t, z) = dua(dv)T(t,z) + / Su(6v) T (t, x, y)A(t, x, dy) . (40)

yERY

Remark 3.5 In the vector-valued case Ou and Ov are defined component by component,
and can thus be identified to the Jacobian matrices of u and v.

Besides, it comes by application of the It6 formula to the functions u, v and wwv, ‘&’
standing for ‘equality up to a local martingale term’:

d[IL, 8], = d(11;0,) — II;_dO; — ©,_dIIl,
2 {G(uv) — uGv — vGu} (t,X;)dt .
This yields the following alternative expression for % (cf. ):
d=ILO>e — (G (uv) — uGv — vGu} (t, X¢) . (41)
We are now ready to prove the following,
Proposition 3.1 For processes I1 and © given as Iy = u(t, X;) and Oy = v(t, Xy), where u

and v are ‘smooth enough’ and in the domain of the operator G, one has in probability, for
almost every t,

d<r{1’t@>t = limy,_,0 h ' Covy (I, — Iy, Oppp, — ©y) (42)

where the subscript t stands for ‘conditional on Fy’.
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Proof. For any fixed h > 0, one has,

Covi(Ily1p — g, Oy p — O1) + E¢(Iyp, — 1) E(Opyp — Oy) = (43)
E; (I 41,O¢1p — I1,0) — ILE; (©44h — Or) — O, (I, — ITy)

Now one has by the Itd formula applied to u, v and uwv, respectively:

limp, 0 b Ey(Tq, — 1) = Gu(t, Xy)
limp, 0 b~ Bt (Or4n — ©1) = Gu(t, Xy)
limy, 0 b Bt (T4 1 Opyn — 11:01) = Guv)(t, X;)

Hence, by :

lim h_l(COVt(HH_h - Ht, ®t+h - @t) =

h—0
{G(wv) — uGv — vGu} (t, X;) = d<1_c[l’t®> ,

by (41)). O

3.3 Examples
3.3.1 Model Specifications

In case A = 0, the jump component of the generic jump-diffusion vanishes, and we are
left with a diffusion X.

In case b=10 (so b=0in ) and o = 0, the general jump-diffusion X reduces to a pure
jump process.

Under a more specific structure on § and A\ (see Section |§| in Part [lI| for the related math-
ematics), the jump process X is supported by a finite set which can be identified with

E = {1,...,n}, without loss of generality, and X is a continuous-time FE-valued Markov
chain X such that (cf. (31))

dX; = d (ztlgt %) , (44)

with generator G such that, for any time-differentiable function u over [0,7] x E (or, equiv-
alently, any system u = (u")1<i<, of time-differentiable functions u’ over [0,77]):

Gul(t) = O () + u' () = Q' (t) + Y N (t) (ul (t) — u'(t)) . (45)
j#i

3.3.2 Unbounded Jump Measures
For simplicity we did not consider above the ‘infinite activity’ case of possibly unbounded
jump intensity measures A(¢,z,-). Note however that reinforcing our local boundedness

assumption on the response jump size function § into

0,2, y)| < C(LAy]) (46)
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for some constant C' locally uniform in (t,x)ﬂ then most statements in this part (and the
related developments in Parts [LI| to as well) can be extended to more general Lévy jump
measures A(t,x,-) on R? such that, locally uniformly in (¢, ),

/Rq(l A YA, 2, dy) < C . (47)

The stochastic differential equation then defines a Markov process X with generator
(to be compared with (36]))

1
Gu(t,z) = Owu(t, x) + Ou(t, z)b(t, x) + iTr[a(t, x)Hu(t, x)]+
[ (dutt.2.0) ~ utt, )60, ) )\ (8 . dy) (18)
R4
where the integral converges for functions u = u(t,z) of class C? in z, under 7.

Remark 3.6 In the context of Lévy jump measures A on R?, the process X is typically
defined via its Lévy triplet (b, 0, \) in the following form (see, e.g., Cont and Tankov [37]):

dX, = b(t, Xp) dt + o(t, X,) dWs + d | S 6(t. X5, ) +/ 3(t, X, x) N(dt, dx)
<t |z|<1
(19)
where the #;s stand for the successive jump times of N(B x [0,]), in which B denotes the
complement of the unit ball in RY (note that the ordered sequence (¢;) is well defined, in the
case of Lévy jump measures A(t,z,)). By identification with (28], it comes:

b(t,x) = b(t,z) + /|| ) S(t,x,y)A(t,z,dy) .
Y=

The following equivalent form of the generator G in terms of b follows (cf. ):

Gu(t,z) = pu(t, ) + Ou(t, z)b(t,x) + %Tr[a(t, x)Hu(t, )]

(50)
—|—qu (5u(t,x,y) — 8u(t,x)é(t,x,y)]l‘y|<1>)\(t,x,dy) .

3.3.3 Applications

With such versatile specifications ranging from pure diffusions, or (resorting to unbounded
jump measures as explained in Section Lévy processes, to continuous-time Markov
chains, the jump—diffusion model factor process model offers a flexible setting which is
sufficient for most applications in financial derivatives modeling.

This set-up includes in particular the most common forms of stochastic volatility and/or
jump equity derivatives models, like the Black—-Scholes model, local volatility models, the
Merton model, the Heston model, the Bates model, the most common forms of Lévy models
used in finance for pricing purposes, etc.

3In the sense that for every compact set in the (¢,z) variables there exists a constant C' such that (46)
holds for every (¢, x) in this set and y € R.
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Moreover, as we shall see in Section [4.2] one can easily accommodate in this risk-neutral
martingale modeling approach defaultable derivatives with terminal payoffs of the form
Tr<gp(X7) (or 1,.90(X,) upon exercise at a stopping time v, in case of American or
game claims), where 6 represents the default-time of a reference entity. This allows one
to deal with equity-to-credit derivatives, like, for instance, convertible bonds (see Section
. A model X as of is then typically used in the mode of a pre-default factor
process model (see Section and [17]).

As will be explained in Section the risk-neutral martingale modeling approach can also
be readily extended to a martingale modeling approach relative to an arbitrary numeraire,
rather than the savings account implicit in the risk-neutral approach. This allows one to
extend the previous models to interest-rates and foreign exchange derivatives, yielding for
instance the Black model or the SABR model, to quote but a few.

Finally continuous-time Markov chains, or continuous-time Markov chains modulated by
diffusions, which, as illustrated in Section and made precise in Part [II| (see Sections
|§| and [7| therein), can all be considered as specific instances of the general jump-diffusion
framework , cover most of the dynamic models used in the field of portfolio credit deriva-
tives. Let us thus quote:

e The so called local intensity model, or pure birth process, which is used for modeling a
credit portfolio cumulative loss process in Laurent, Cousin and Fermanian [81], Cont and
Minca [36] or Herbertsson [64],

e A more general homogeneous groups model considered for different purposes by various
authors in [58] [14] [41], among others,

e An even more general basket credit migrations model of Bielecki et al. [19] 21] in which
the dynamics of the credit ratings of reference entities are modulated by the evolution of
macro-economic factors, or a recent generation of Markovian copula models of Bielecki et al.
[22] with model marginals automatically calibrated to the individual CDS curves.

3.4 Markovian Reflected BSDEs and PDEs with obstacles
3.4.1 No Protection Price

With the jump-diffusion factor process X defined by and in the special case of a game
option with no call protection (¢ = 0), the partial integro-differential equation formally
related to the pricing BSDE ([15)) writes,

min (max (gu(t, z)+C(t,x) —r(t,z)u(t, ),

(51)
L(t,z) — u(t,x)),U(t,x) - u(t,x)) =0, t<T, z€RY,
with terminal condition u(T,z) = &(x).

An application of the results of Part [[I]] (see Proposition [12.4{i) therein) yields,

Proposition 3.2 Under mild conditions, problem 1s well-posed in the sense of viscosity
solutions, and its solution u(t,x) is related to the solution (II, M, K) of as follows, for
tel0,7]:

I = u(t, Xy) . (52)
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In view of Proposition i), u(0,Xp) = Ily is therefore the minimal initial wealth of a
(super-)hedge with P — local martingale cost process for the option.

Remark 3.7 When the pricing function u is sufficiently regular for an Itd6 formula to be
applicable, one has further, for ¢ € [0,T] (see, e.g., [11}, 12, 8| 5 4]),
th - 5uo’(t, Xt)th + 5U(t, Xt,)dNt . (53)

3.4.2 Protection Price

We now consider a call protection of the form

g=inf{t>0; X, ¢ OyAT (54)
for a constant T' € [0, 7] and an open subset O C R? satisfying suitable regularity properties
(see, e.g., Example in Part [I)).
A further application of the results of Part (Proposition therein) then yields,
Proposition 3.3 (i) (No-protection price). On [5,T]|, the P-price process I can be
represented as 11 = u(t, Xy¢), where u is the unique viscosity solution of ;

(ii) (Protection price). On [0, 7], the the P-price process I can be represented as u(t, Xy),
where the function w is the unique viscosity solution of

max (gﬂ(t,x) + C(t, ) — r(t, 2)alt, ), L(t, ) — a(t,x)) —0, t<T,z€0, (55
with boundary condition W= on ([0,T] x R?) \ ([0,T) x O).

Remark 3.8 Because of the jumps in X, one needs to deal with the ‘thick’ parabolic
boundary ([0,7] x R?) \ ([0,T) x O).

Moreover (cf. Remark , in case the pricing functions v and u are sufficiently regular for
an Itd formula to be applicable, one has further, for ¢ € [0, 77,

th = 8V0'(t, Xt)th + (SIJ(t, Xt_)dNt s (56)

<5

where the random function v therein is to be understood as u for ¢ > ¢ and as w for t < &.

Remark 3.9 Under more specific assumptions on the structure of the jump component of
the model (see, e.g., Section |§| in Part , the generic cascade of two PDEs , can
be amended in various ways. For instance, in the case of a continuous time Markov chain
X over E = {1,...,n} and for ¢ defined by with O therein given as a subset of E,
equations , on R? in fact reduce to a cascade of two systems of ODEs to be solved
in (u,u) = (u'(t),u(t))1<i<n, namely,
u'(T) =€4(T), 1<i<n
min (max (gui(t) L OUE) — ()l (),

L'(t) — ui(t)),Ui(t) — ui(t)> =0, t<T,1<i<n (57)
a=wuon ([0,T] x E)\ ([0,T) x O)

max (gai(t) Ot — A (1), Li(t) — ai(t)) =0, t<T,icO

\

where the generator G therein assumes the form (45)).
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Note that we find it convenient in this article to refer to a decoupled system of partial
integro-differential equations or obstacle problems as a cascade of PDEs, and particularly
so (but not only, cf. above), when this system consists of equations defined over successive
time intervals [T;_1,T;], so that the solution of the equation which is posed over the next
(in ‘backward time’) time interval is used as a terminal condition for the equation over the
previous time interval.

3.5 Discussion of Various Hedging Schemes

In view of Proposition the first line of takes the following form (cf. (L8)):
- dV(t, Xt) = (C - T'I/)(t, Xt)dt + dKy — 8I/J(t, Xt)dBt - (Sy(t, Xt_>dNt (58)

where the function v therein is to be understood as u for t > & and as @ for t < 7.
Let us assume the same structure (except for the barriers) on the primary market price
process P, so P, = v(t, X;) for a deterministic function v(¢, z), and

— d’l)(t, Xt) = (C — T’U)(t, Xt)dt — 81)0'(t, Xt)dBt — 5U(t, Xt,)dNt y (59)

where C(t, X;) represents a primary market coupon rate process.

Note that v is an R%valued function, so in particular dv lives in R%®?, and identity
holds in R%.

The cost p relative to the strategy ¢ (cf. ) can in turn be expressed in terms of the
pricing functions u and v and the related delta functions.

Proposition 3.4 Under the previous conditions in the Markovian jump-diffusion set-up
(@, the dynamics @) for the cost process p relative to the strategy ¢ (and thus the related
tracking error e in ) may be rewritten as (using the notation introduced in (@))

dpt = (81/0(t, Xt) - Cta’UO'(t, Xt)) th

(60)
v ((5u(t, X)) — Goult, Xt_)>dNt

It is thus possible to hedge completely the market risk W by setting, provided dvo is left-
invertible,

G = Ovo(Ova) Lt Xy) (61)

In the simplest case where ¢ = d and dv and ¢ are invertible this formula further reduces
to

G = Ov(O0) 7\ (¢, Xy) (62)
Plugging this strategy into , one is left with the cost process
pr=Jy (Mt, Xi) — Gov(t, Xt—)>dNt (63)

with ¢ defined by (or ) It is thus interesting to note that this strategy, which is
perfect on one hand from the point of view of hedging the market risk W, potentially creates
some jump risk on the other hand via the dependence on ¢ of the integrand in .
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At the other extreme, in case the jump measure has finite support (like in the case of a
continuous-time Markov chain X with state-space reducible to a finite set F, c¢f. Remark
, it is alternatively possible to hedge completely the jump risk N by setting, provided
dv(t, Xy—) is left-invertible,

G = 5V(6U)_1(t,Xt7) . (64)

Plugging this strategy into , one is left with the cost process
o= (8ya(t,Xt) - gtaw(t,xt))dwt (65)

with ¢ defined by . Note however that this strategy potentially creates market risk via
the dependence in ( of the integrand in .

Remark 3.10 In the context of credit derivatives (see also Section in this regard),
hedging the source risk W typically amounts to hedging the spread risk, whereas hedging
the source risk N typically amounts to hedging default risk. We thus see that hedging the
spread risk without caring about default risk, which has been the tendency in the practical
risk management of credit derivatives in the last years (to spare the high cost of hedging
default risk), can lead to leveraged default risk.

3.5.1 Min-Variance Hedging

Again a perfect hedge (p = 0) is hopeless unless the jump measure of X has finite support.
In the context of incomplete markets the choice of a hedging strategy is up to one’s opti-
mality criterion, relative to the hedging cost f. For instance, a trader may wish to
minimize the (objective, P —) variance of fOT Biedp:. Yet the related strategy Z”a is hardly
accessible in practice (in particular it typically depends on the objective model drift, a
quantity notoriously difficult to estimate from financial data). As a proxy to this strategy,
traders commonly use the strategy (** which minimizes the risk-neutral variance of the error.
Note that under mild conditions fo BdM and 513 are square integrable martingales, as they
can typically be defined in terms of the martingales components of the solutions to related
BSDEs. The risk-neutral min-variance hedging strategy ¢"* is then given by the following
Galtchouk-Kunita- Watanabe decomposition of fo BdM with respect to 513 (see, e.g., Protter
[91, IV.3, Corollary 1]):

BedMy = ¢*d(BePy) + Brdpy® (66)

for some R%valued Bﬁ—integrable process (® and a real-valued square integrable martingale
Bedpy® strongly orthogonal to SP. Denoting in vector-matrix form

<A B>= (<A B > <A>=<AA>,
one thus has by and :
va = dsILl>e _ hv)q x, ) (67)

t d<P>; (v

N

Comments 3.1 (i) For every fixed ¢t € [0,7] and h > 0, it follows from that (%) ueft,t+h)
minimizes

t+h t+h N
Var, ( BudM, — / Cud(BudP,))
t t
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where the subscript ¢ stands for ‘conditional on F;’, over the set of all (self-financing) primary
strategies (¢,) on the time interval [¢,¢ + h]. Let likewise ¢; “h minimize

t+h

t+h R
Vart( BudM,, — Cth/t d(ﬁudpu))

t

over the set of all buy-and-hold constant strategies ¢/ on the time interval [t, + h]. The
strategy ¢; @l g given as the solution of the linear regression problem of ftHh Bud M, against

[ d(B.dP,), s

¢ = Cove( [ BudMy, [ d(BudP,)) Var, ([ d(B.dP,))

In view of we deduce that ¢’ = limy_ ('™", as it was natural to expect.

(ii) In case of a diffusion X (without jumps), sharp brackets coincide with square brack-
ets and are independent of the equivalent probability measure under consideration. It
follows that the risk-neutral min-variance hedging strategy ("* defined by satisfies

C'%" are the counterpart relative to the objective

Ya = limy,_, Zfa , where the strategies C
probability measure P of the strategies ¢, " introduced in part (i). In the no jumps case the
risk-neutral min-variance hedging strategy ¢** is thus also an objective locally (but possibly

not globally) minimal variance strategy.

4 Extensions

4.1 More General Numeraires

Up to this point, we implicitly chose the savings account S~!, assumed to be a positive
finite variation process, as a numeraire, namely a primary asset with positive price process,
used for discounting other price processes. However for certain applications, like dealing
with stochastic interest rates in the field of interest rate derivatives, this choice may not
be available (inasmuch as there may not be a riskless asset in the primary market), or it
may not be the most appropriate (even if there is a riskless asset, the choice of another
asset as a numeraire may be more convenient). This motivates the extension of the previous
developments to the case where B is a general locally bounded positive semimartingale, not
necessarily of finite variation. The interpretation of B as savings account and of 3 = B~!

a riskless discount factor is now replaced by the interpretation of B as a simple numeraire,
referring to the fact that other price processes will be typically expressed as relative (rather
than discounted) prices SP.

Understanding a discounted price as a relative price, a risk-neutral model as a martingale
model relative to the numeraire B, etc., the risk-neutral modeling approach developed in
the previous sections holds mutatis mutandis under this relaxed assumption on B. Note
in particular that the self-financing condition still assumes the form of equation (see,
e.g., Protter [92]), though this is not as obvious as in the special case where B was a finite
variation and continuous process. Also note that the concept of arbitrage is now to be
understood relatively to the numeraire B (the set of admissible strategies being a numeraire
dependent notion).
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In this more general situation, we define a formal correspondence between triplets of pro-
cesses (II, M, K) and (m,m, k) by setting

Tt — IBth, dmt = Bt th, dkt = 575 Cth Wlth mo — 0 and k() = 0 (68)

where 8 now refers to the discount factor relative to an arbitrarily fixed numeraire. The
pricing BSDE (15) (with 3 therein just mentioned above) to be solved in (II, M, K), is then
equivalent to the following BSDE with data (c, x, ¢, h) := (B8C, 5r§, BL, BU), to be solved

in (m,m,k) (cf. (18)):

mo=X+er — ¢+ kr =k — (mr—my), tel0,T]
b <m < hy, te€ [O,T] (69)
S (= ) dif = [ (hy —m) dky = 0.
Note that equation is but equation with input data r, C, &, L, U defined as 0, ¢, x, £, h.

The conclusions of Propositions are still valid in this context, provided that ‘a
solution (II, M, K) to ’ therein is understood as the process (II, M, K) defined via
in terms of a solution (m,m, k) to (69).

The Markovian case now corresponds to the situation where (cf. ):
Ct = C(t7Xt)7 X = X(XT) ) gt = E(ta Xt) ’ ht = h(taXt> (70)

for a suitable R%-valued (F,P)-Markov factor process X.

In the generic jump-diffusion model X defined by under a valuation measure P corre-
sponding to the numeraire under consideration, with generator G given by , and for &
given by , the cascade of two PDEs to be solved in the no-protection and protection
pricing functions u, u formally related to the BSDE (69) writes:

u(T,xz) =x(z), x € RY

min (max (Gu + ¢, —u),h —u) =0 on [0,T) x R?
@ =won ([0,7] xR\ ([0,T) x O)

max (Qﬂ—l—c,ﬁ—ﬂ) on [0,T) x O

We then have the following analog to Propositions [3.2

Proposition 4.1 Under suitable conditions, the BSDE @ admits a unique solution (w,m, k),
and the cascade of PDFEs admits a unique viscosity solution (u,u). The connection be-
tween (w,m, k) and (u,u) writes, fort € [0,T] :

Ty = Z/(ta Xt)

where v is to be understood as u fort > & and u fort < ao.

Moreover, in case the pricing functions u, u are sufficiently regular for an It6 formula to be
applicable, one has further, for t € [0, 7],

dmt = 8V0'(t, Xt)th + 5V(t, Xt_)dNt .
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Let us further assume that the primary risky price process P satisfies likewise p = P =
v(t, Xy) for a function v such that

d(BeP,) = duo(t, X, )dWy + u(t, X,_)dN; . (72)
One then has the following analog to Proposition

Proposition 4.2 IIy = Byv(t, Xo) is the minimal initial wealth of a (super-)hedge with P
— local martingale cost process. Moreover the cost process p = p(C) and the tracking error
process e = e(() in , @, may be rewritten as, respectively (with pp =0):

dpt == (81/0(t, Xt) - Cta’UO'(t, Xt)) th

(73)
+ <(5u(t, X)) — Goult, Xt_))dNt
Brer = mo — [u cudu + [§ Cud(BuPy) — = [y dky — [y Budpu - (74)

It is thus possible to hedge completely the market risk represented by W by setting, provided
Ovo is left-invertible,
¢ = Ovo(Ova) Lt Xy) (75)

In the simplest case where ¢ = d and dv and ¢ are invertible this formula further reduces
to

Ct = 81/(61))_1(15, Xt) (76)

Alternatively, it is possible to hedge completely the jump risk N by setting, provided
dv(t, X;—) is left-invertible (assuming a jump measure with finite support, here),

G = dv(60)~1(t, X, ) (77)

Still another possibility is to use the strategy (Y* which minimizes the risk-neutral variance
of the error, and which is given by

)

va _ d<mp>¢ _ (Vv
(v,v)

t T d<p>:

(t7 th) . (78)

4.2 Defaultable Derivatives

To illustrate the flexibility of the above martingale modeling approach to pricing and hedging
problems in finance, we now consider an extension of the previous developments to defaultable
derivatives. This class of assets, including convertible bonds in particular (see Definition
, plays an important role in the sphere of equity-to-credit / credit-to-equity capital
structure arbitrage strategies.

Back to risk-neutral modeling with respect to a numeraire B given as a savings account and
for a riskless discount factor § = B~! as of , we thus consider defaultable derivatives with
terminal payoffs of the form 1p.9¢p(S7) (or 1,94 (S,) upon exercise at a stopping time v, in
case of American or game claims), where 6 represents the default-time of a reference entity.
We shall follow the reduced-form intensity approach originally introduced by Lando [79] or
Jarrow and Turnbull [70], subsequently generalized in many ways in the credit risk literature
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(see for instance Bielecki and Rutkowski [20]), and extended in particular to American and
game claims in Bielecki et al. [I5] 16, [17, [I8], on which the material of this section is based.
We shall give hardly no proofs in this section, referring the interested reader to [15, 16} 17, [1§].

The main message here is that defaultable claims can be handled in essentially the same
way as default-free claims, provided the default-free discount factor process ( is replaced by
a credit-risk adjusted discount factor a, and a fictitious dividend continuously paid at rate
v (the default intensity) is introduced to account for recovery on the claim upon default.

Incidentally note that the ‘original default-free’ discount factor 8 can itself be regarded as
a default probability, at the killing rate r in ({1)).

4.2.1 Cash Flows

Given a [0, 4o00]-valued stopping time € representing the default time of a reference entity
(firm), let us set

Iy =Tgp<ty, i=1—1;.

We shall directly consider the case of defaultable game options with call protection &. For
reasons analogous to those developed above, these encompass as a special case defaultable
American options (case = T'), themselves including defaultable European options.

In few words, a defaultable game option is a game option in the sense of Definition (iii),
with all cash flows killed at the default time 6.

Given a call protection & € T and a pricing time ¢ € [0,7], let v stand for o A 7 A 0, for any
(0,7) € Tt x Te.

Definition 4.1 A defaultable game option is a game option with the ex-dividend cumulative
discounted cash flows Bym(t; o, T), where the F,-measurable random variable 7 (¢; o, 7) is given
by the formula, for any pricing time ¢t € [0, 7], holder call time o € T; and issuer put time
TeT,

i (t;0,7) = (79)
/ BudDy + By Jy (]]-{V:T<T}LT + ]l{z/<fr}Ua + ]l{y:T}§>a
t

where:
e the dividend process D = (Dy)ieo,r) equals

Di= | J,Cudu+ Rydl, ,
[0.4]

for some coupon rate process C = (Cy)¢epo, 1], and some predictable locally bounded recovery
process R = (Ri)iepo,17;

e the put payment L = (L¢).e(o,r) and the call payment U = (Uy).e(o,7) are cadlag processes,
and the payment at maturity £ is a random variable such that

L<Uon|0,T), Ly <£<Ur.
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We further assume that R, L and £ are bounded from below, so that the cumulative dis-
counted payoff is bounded from below. Specifically, there exists a constant ¢ such that

: ]5u dDy + B J: <]1{t<T}Lt + ]l{tzT}f) >—c, tel0,T]. (80)
0,

Remark 4.2 One can also cope with the case of discrete coupons (see [15, [16], (17, 18] and

Section in Part .
4.2.1.1 Convertible Bonds

The standing example of a defaultable game option is a (defaultable) convertible bond.
Convertible bonds have two important and distinguishing features:

e carly put and call clauses at the holder’s and issuer’s convenience, respectively;

e defaultability, since they are corporate bonds, and one of the main vehicles of the so called
equity to credit and credit to equity strategies.

To describe the covenants of a (stylized) convertible bond, we need to introduce some addi-
tional notation:

N: the par (or nominal) value,

S': the price process of the asset underlying the bond,

R: the recovery process on the bond upon default of the issuer,
k : the bond’s conversion factor,

P < C: the put and call nominal payments, respectively; by assumption P < N < C.

Definition 4.3 A convertible bond is a (defaultable) game option with coupon rate process
C, recovery process R and payoffs L, U, £ such that

R = (1 —n)kS;_ V Ry, €? = NV kSt (81)
LbePVHSt,Uth:C_'VHSt. (82)

See [I5] for a more detailed description of covenants of convertible bonds, with further
important real-life features like discrete coupons or call protection.

4.2.2 Reduction of Filtration in the Hazard Intensity Set-Up
An application of Proposition [2.1| yields (see Bielecki et al. [16]),

Proposition 4.3 Assume that a semimartingale 11 is the value of the Dynkin game related
to a defaultable game option under some risk-neutral measure P on the primary market, that
is, fort € (0,77 :
esssup,eg;essinf, 7 Ep(n(t;0,7) | F) =1L, (83)
= essinf, o7 esssup, 7 Ep(7(t; 0, 7) ‘ Fi) -
Then 11 is an arbitrage price process for the defaultable game option. Moreover, a converse
to this result holds under a suitable integrability assumption.
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We work henceforth under a given risk-neutral measure P € M, with P-expectation denoted
by E.

In view of applying the so-called reduced-form approach in (single-name) credit risk (see,
e.g., [20]), we assume further that F = H Vv ﬁ, where the filtration H is generated by the
default indicator process Iy = 1p<4) and F is some reference filtration. Moreover, we assume
that the optional projection of J, defined by, for ¢ € [0,T7,

o =P0 > t| F) = Q

(the so-called Azema’s supermartingale), is a (strictly) positive, continuous and non-increasing
process.

Comments 4.1 (i) If @ is continuous, 6 is a totally inaccessible F-stopping time (see,
e.g., Dellacherie and Meyer [46]). Moreover, 6 avoids Iﬁ‘—stoppmg times, in the sense that
P(f = 7) = 0, for any F-stopping time 7 (see Coculescu et al. [35]).

(ii) Assuming @ continuous, the further assumption that @) has a finite variation in fact
implies that () is non-increasing. This further assumption lies somewhere between assuming
further the (stronger) (H) (or immersion) Hypothesis and assuming further that 6 is an F-
pseudo-stopping time. Recall that the (%) Hypothesis means that all F- local martingales are
F-local martingales; 6 being an F-pseudo stopping time means that all F-local martingales
stopped at 6 are F-local martingales (see Nikeghbali and Yor [85]).

We assume for simplicity of presentation in this article that @ is time-differentiable, and
we define the default (hazard) intensity ~y, the credit-risk adjusted interest rate p and the
credit-risk adjusted discount factor « by, respectively;

dln Q
dt

t t
V== s Mt =T+, = By exp(—/ Yudu) = exp(—/ prudur)
0 0
Under the previous assumptions, the compensated jump-to-default process Hy = I— fot JuYudu,
t € 0,71, is known to be an F-martingale. Also note that the process « is time-differentiable

and bounded, like 5.

The quantities 7 and II introduced in the next lemma are called the pre-default values of T
and II, respectively.

Lemma 4.4 (see, e.g., Bielecki et al. [16]) (i) For any F-adapted, resp. F-predictable
process 11 over [0, T}, there exists an (unique) F-adapted, resp. F-predictable process II over
[0, T] such that JII = JII, resp. J._II = J_1I over [0, T].

(i) For any T € T, there exists a [0, T]|-valued F-stopping time T such that T N0 =T N 6.

In view of the structure of the payoffs 7w in , we thus may assume without loss of
generality that the data C, R, L, U, £, the call protection ¢ and the stopping policies o, 7 are
defined relative to the filtration IF rather than F above. More precisely, we assume in
the sequel that C,L,U are F— adapted, £ € ]-"T, R 1is F-predzctable and ¢,0,T are
F-stopping times. For any t € [0,T], Tt (or T, in case t = 0) henceforth denotes
the set of [t,T]|-valued F- (rather than F- before) stopping times; v denotes o AT
(rather than o A7 A 0 before), for any t € [0,T] and 0,7 € T;.
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The next lemma (which is rather standard, if not for the presence of the stopping policies
o, T therein) shows that the computation of conditional expectations of cash flows 7 (¢; o, 7)
with respect to F¢, can then be reduced to the computation of conditional expectations of
F-equivalent cash flows 7(¢; o, 7) with respect to F;.

Lemma 4.5 (see Bielecki et al. [16]) For any stopping times (o,7) € T; x T;, one has,
E(ﬂ'(t; 0,T) | ]:t) = Jt]E(%(t; o,T) }.7?15),

where (t; 0, T) is given by, withv =7 Ao,
o (t;0,7) = / Ay fudu + v, (]1{1/:7'<T}L7' + 1{1/<'r}UU + ]l{V:T}£> (84)
t
where we set f =C +~vR.

As a corollary to the previous results, we have,

Proposition 4.6 (see Bielecki et al. [16]) If an F-semimartingale II solves the F-Dynkin
game with payoff T, in the sense that, for any t € [0,T],
esssup, e essinf, 7 E(7(t;0,7) | ]T"t) =11,
= essinf, .7 esssup, <. E(7(t; 0, 7)| .ft) ,

then 1 := JII is an F-semimartingale solving the F-Dynkin game with payoff m.

Hence, by Proposition .3} I is an arbitrage price for the option, with related pre-default
price process II. A converse to this result may be established under a suitable integrability
assumption.

We thus effectively moved our considerations from the original market subject to the default
risk, in which cash flows are discounted according to the discount factor 3, to the fictitious
default-free market, in which cash flows are discounted according to the credit risk adjusted
discount factor a.

4.2.3 Backward Stochastic Differential Equations Pre-default Modeling

The next step consists in modeling IT as the state-process of a solution (ﬁ, M , K ), assumed to
exist, to the following doubly reflected BSDE with data o, f = C+~R, ¢, L, U = Tics00+
11.553U (cf. Definition for the definition of a solution to (85)):

atﬁt = O‘Tf + ftT Oy (fudu + dku - dMu) , te [OvT]7
L <IL <U, tel0,T], (85)
JE @, - Ly,)dK;} = [ (0, —1,)dK,; = 0.

Hence, by Proposition , the Iﬁ—semiLnartingale IT solves the ﬁ—Dynkin game with payoff
7. Thus, by Proposition IT := JII is an arbitrage price for the option, with related
pre-default price process II.
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Let us set further, for t € [0, 7] (cf. (7)),
I, = Ty ll Billy = BT, + Bu dDy, (86)

[0,¢]

where we recall that D; = JuCudu+ Ry dI,,. We define M by My = 0 and, for ¢t € [0,T],
(0,¢]

t
[0,¢] 0

The following lemma is key in this section. It allows one in particular to interpret as
the canonical decomposition of the F — special semimartingale BII. In particular M is but
the canonical F-local martingale component of f[o ] B 1d(BI;) (cf. Remark .

Lemma 4.7 The process M defined by is an F-local martingale (stopped at 0).
Proof. One has by (85), for every ¢ € [0,T],

t . L t _ t
/ o, AM,, = oIl — I + / o, dK, + / oy, (Cy + v Ry)du
0 0 0

So by standard computations (cf. Lemma [4.5)), for any 0 <t < u < T,

E(ﬁ;l/ 8, dM, ]—"t> - JtE<at_1/ vy dM, ﬁt) —0.
¢ ¢
O
Let
0*:inf{u€[6,T];ﬁu2Uu}/\T. (88)
For any primary strategy ¢, let the F-local martingale p(¢) = p be given by pg = 0 and
dp; = dM; — ¢ B d(B Py). (89)

Proposition [I.8] can be seen as an extension of Proposition [2.3] to the defaultable case, in
which two filtrations are involved. Note that our assumptions here are made relative to the
filtration F (the one with respect to which the BSDE |D is defined), whereas conclusions
are drawn relative to the filtration F.

Proposition 4.8 (see Bielecki et al. [17, 16]) (i) For any hedging strategy ¢, (1o, (, o),
is an hedge with (F,P) — local martingale cost p;

(i) o is the minimal initial wealth of an hedge with (F,P) — local martingale cost;

(iii) In the special case of an European derivative with K =0, then (ITp, €) is a replicating
strategy with (F,P) — local martingale cost p. Iy is thus also the minimal initial wealth of a
replicating strategy with (F,IP) — local martingale cost.
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4.2.3.1 Analysis of Hedging Strategies

Let H = I; — fg Juvudu stand for the compensated jump-to-default F-martingale. Our
analysis of hedging strategies will rely on the following lemma, which yields the dynamics
of the price process II of a game option or, more precisely, of the F — local martingale
component M of f[o,] B{ld(ﬁtﬁt).

Lemma 4.9 The F-local martingale M defined in satisfies, fort € [0,T N 0] :

dM, = dM, + All, dH, (90)
with Aﬁt = Rt — ﬁt,.

Sketch of Proof (see Bielecki et al. [I6] for the detail). This follows by computations
similar to those of the proof of Kusuoka’s Theorem 2.3 in [78] (where the (#) hypothesis
and a more specific Brownian reference ﬁltratlon F FW are assumed), using in particular
the avoidance property viewed at Comment |4.1{(i) that P(6 = 7) = 0 for any F-stopping
time 7. u

In analogy with the structure of the payoffs of a defaultable derivative, we assume henceforth
that the dividend (vector) process D of the primary market price process P is given as

Dt:/ Ju Cudu + Ry dHy,
[0,¢]

for suitable coupon rate and recovery processes C and R. We also assume that P = J ]3,
without loss of generality with respect to the application of hedging a defaultable derivative
(in particular any value of the primary market at € is embedded in the recovery part of the
dividend process D for P). We further define, along with the cumulative price P as usual,
the pre-default cumulative price, by, for t € [0,T] :

- t
Pt:Pt"‘Oltl/augudu
0

where we set g = C + vyR.

The following result is the analog, relative to the primary market, of identity for a game
option.

Lemma 4.10 (see Bielecki et al. [17]) oP is an F-local martingale and one has, for
te[0,TNO]:

5t_ld(,3tﬁt) = Oét_ld(Oétpt) + Aﬁt dHt (91)
with Aﬁt = Rt - ﬁt,.

Plugging and into , one gets the following decomposition of the hedging cost p
of the strategy (Ily, ¢, ™).

Proposition 4.11 Under the previous assumptions, for any primary strategy ¢, the related
cost p = p(C) in Proposition satisfies, for every t € [0,T A 6],

dpy = dM; — ¢ B (BB, = [d}\%} — ¢ agld(atpt)} + [Aﬁt . CtAﬁt] dH,.  (92)
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4.2.4 Pre-default Markovian Set-Up

We now assume that the pre-default pricing BSDE is Markovian, in the sense that the
pre-default input data yp =r+~, f = C+~R, §, L, U of are given by Borel-measurable
functions of an (I, P)-Markov process X, so

pe = p(t, Xe), fo = f(t, Xe), §=E&(X), Li = L(t, Xy), Uy =U(t, Xy) .

We assume more specifically that the pre-default factor process X is defined by with
respect to F = FW-V | with related generator G, and that & is defined by .

One can then introduce the pre-default pricing PDE cascade formally related to the pre-
default pricing BSDE , to be solved in the (no protection pricing function, protection

pricing function) pair (u,u), namely, with f = C 4+ R, (cf. equations — or
above; see also [17]):

uw(T,z) =¢&(x), x € RY

min (max (Gu + f — pu, L —u) ,U —u) =0on [0,T) x RY
u=wuon ([0,7] xR\ ([0,T) x O)

max (ga+ffuu,L7u) on [0,T) x O

One then has as before, by application of the results of Parts [[I] and [[TI]

Proposition 4.12 Problem @ is well-posed in the sense of viscosity solutions under mild
conditions, and its solution (u,u) is related to the solution (ﬁ, M, IN() of as follows, for
te[0,T]:

I, = v(t, X;) (94)

where v is to be understood as u fort > & and u fort < ao.

Moreover, in case the pricing functions u and @ are sufficiently regular for an It6 formula to
be applicable, one has further, for ¢ € [0, 7],

dM, = dvo(t, Xy)dW; + v(t, Xi_)dNy . (95)

Accordingly, the first line of takes the following form:

—dv(t, X)) = (f — ) (t, X)dt + dK; — dvo(t, X,)dB, — dv(t, X,_)dN; . (96)

Let us assume the same structure (without barriers) on the primary market price process
P, thus P, = v(t, X;), where, setting g(t,2) = C(¢,2) + v(t, 2)R(¢, 2),

— d’l}(t, Xt) = (g — /M])(t, Xt)dt — 8va(t, Xt)dBt — (51}(75, Xt_)dNt . (97)

Exploiting and in , one gets,
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Proposition 4.13 Fort € [0,T A 6],

dpr = (81/0’(157 Xt): 5V(t7 Xt—)a AI/(t, Xt—))_ (98>
By
Ce(Ovo (t, Xy), 0v(t, Xy—), Av(t, Xy—))|d | Ny
H;

where we set Av(t,x) = (R —v)(t,x), Av(t,z) = (R — v)(t,x).

As in Section (see also Bielecki et al. [1§]), this decomposition of the hedging cost p
can then be used for devising practical hedging schemes of a defaultable game option, like
superhedging (p = 0), hedging only the market (spread) risk B, hedging only the default
risk H, or min-variance hedging.

Comments 4.2 (i) Under more specific assumptions on the structure of the jump compo-
nent of the model, the cascade of PDEs can assume various forms, like, for instance,
being reducible to a cascade of systems of ODEs, cf. Remark [3.9) and Part [[T]]

(ii) Analogous developments regarding defaultable derivatives can also be made relatively
to a more general numeraire, cf. Section [I1]

4.3 Intermittent Call Protection

We now want to consider callable products with more general, hence potentially more realis-
tic forms of intermittent call protection, namely call protection whenever a certain condition
is satisfied, rather than more specifically call protection before a stopping time earlier in this
part. This leads us to introduce financial derivatives with an effective call payoff process U
of the following form:

Ut = QEOO + QtUt 5 (99)

for given cadlag event—processesﬁ Q, Qf = 1 — Q4. The interpretation of is that call is
possible whenever €; = 1, otherwise call protection is in force. This is thus a generalization
of , which corresponds to the special case for which Q; = 155y in (99).

The identification between the arbitrage, or infimal super-hedging, P-price process of the
derivative at hand, and the state-process II of a solution (II, M, K), assumed to exist, to
the generalization of the BSDE with U given by therein, can be established by
a straightforward adaptation of the arguments developed in Section [2 (See Remark in
Part .

In the Markovian jump-diffusion model X defined by , and assuming
Q= Q(t, X¢, Ny) (100)

for a suitably extended finite-dimensional Markovian factor process (X, N;) and a related
Boolean function Q of (¢, X, N), it is expected that one should then have I, = v(t, X, Ny)
on [0,T7] for a suitable pricing function v.

“In the sense of Boolean-valued processes.



38

Under suitable technical conditions (including U being given as a Lipschitz function of (¢, z)),
this is precisely what comes out from the results of Section in case of a call protection
discretely monitored at the dates of a finite time grid T= {To,T1 ..., T }.

As standing examples of such discretely monitored forms of call protection, we shall con-
sider the following clauses, which are commonly found in convertible bonds contracts on an
underlying stock S.

Let S; = X} denote the first component of the vector-process X;.

Example 4.4 Given a constant trigger level S and a constant integer 2 :

(i) Call possible whenever S; > S at the last « monitoring times Tjs, Call protection other-
wise,

Or more generally, given a further integer j > 1,

(ii) Call possible whenever S; > S on at least 2 of the last 7 monitoring times Tjs, Call
protection otherwise.

Let S = x1 denote the first component of the mute vector-variable x, and let u(7;—, ) be
a notation for the formal limit, given a function u = u(t,y),

lim u(t,y) . (101)
(t,y)—(Ty,z) with t<T;

Let finally, in the situation of Example (ii),

One thus has by application of the results of Section (16| (cf. in particular (269)—(270)),

Proposition 4.14 In the situation of Example [4.4|(i), the BSDE with U given
by (@) admits a unique solution (II, M, K), and one has II; = v(t, Xy, Ny) on [0,T], for a
suitable pricing function v = v(t,x, k) = vg(t,x) with k € N,, and where Ny represents the
number of consecutive monitoring dates T;s with S, > S from time t backwards, capped at
1. The restrictions of the vgs to every set [Tj—1 T;) x [0, +00) are continuous, and vi(T;—, x)
as formally defined by exists for every k € N,, I > 1 and x in the hyperplane {S # S}

of RY. Moreover v solves the following cascade of variational inequalities,

For | decreasing from N to 1:
e At t =1T;, for k € N,,

V1 (Ty, ) (or ve(Ty,z) if k=1) on {S > S} x RI~!

vr(Ti—, 2) = { vo(Ty, ) (or min(vy(Ty, x),U(Ty,x)) if k =1) on {S < S} x R~ ’(102)

Or, in case | =m, vg(T}—,x) = &(x) on RY,
e On the time interval [T;_1,T;),

max (Gug +C —rvgp, L—v,) =0, k=0...1—1
min (max (Gv, + C —rv,, L —v,), U —v,) =0.
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In the situation of Example [4.4)(ii), the BSDE with U given by (99) admits a
unique solution (II, M, K), and one has II; = v(t, Xy, Ny) on [0,T], for a suitable pricing
function v = v(t, S, k) = vg(t,S) with k € {0,1}, and where Ny represents the vector of
the indicator functions of the events S, > S at the last 3 monitoring dates preceding time
t. The restrictions of the vis to every set [Tj_1 1) x [0,400) are continuous, and the limit
vg (11—, ) as defined by exists for every k € {0,1}, 1 > 1 and x in the hyperplane
{S # 8} of R1. Moreover v solves the following cascade of equations:

For | decreasing from N to 1:
o Att =1, for k € {0,1}/,

(11—, x) = v, (11, 2) (or min(vg, (T3, ), U1y, x)) if |k| > 2 and |ky| < 1)
on {S # S},

Or, in case | = m, vg(T;—, x) = &(x) on RY,
e On the time interval [T;_1,T;), for k € {0,1},

(103)

max (Gug +C —rv,, L—vg) =0, |k] <2 (104)
min (max (Gv, + C —rv,, L—v,),U —v,) =0, |k| >1.

Comments 4.3 (i) Existence of the limits vg(7)—, x) in (102) or (103) for x in the hyper-

plane {S # S} of R? follows in view of Remark |16.12

(ii) Note that (103)-(104]) is a cascade of 27 equations, which precludes the practical use

of deterministic schemes for solving it numerically as soon as j is greater than a few units.

Simulation methods on the opposite can be a fruitful alternative (see [32] 33]).

Moreover, in case the pricing functions vgs are sufficiently regular for an It6 formula to be
applicable, one has further, for t € [0, 7],

th = 8U(t, Xt, Nt)O'(t, Xt)th + (5’0(t, Xt_, Nt_)dNt .
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Part I1
Main BSDE Results

As opposed to Part [[] which was mainly focused on the financial interpretation and use of
the results, Parts [T to [[V] will be mainly mathematical.

In this part (see Section 1] for a detailed outline), we construct a rather generic Markovian
model (jump—diffusion with regimes) X which gives a precise and rigorous mathematical
content to the factor process X underlying a financial derivative in Part[l informally defined

by equation therein.

Using the general results of Crépey and Matoussi [42], we then show that related Markovian
reflected and doubly reflected BSDESs, covering the ones considered in Part [[| (see Comments
(V), Definition and Section , are well-posed, in the sense that they have unique
solutions, which depend continuously on their input data.

This part can thus be seen as a justification of the fact that we were legitimate in assuming
well-posedness of the Markovian BSDEs that arose from the derivatives pricing problems
considered in Part [l

5 General Set-Up

We first recall the general set-up of [42]. Let us thus be given an initial time convention-
ally taken in this section as 0, a finite time horizon 7' > 0, a probability space (2, F,P)
and a filtration F = (F)epo,r) with Fr = F. By default henceforth one considers the
right-continuous and completed versions of all filtrations, a random wvariable has to be F-
measurable, and a process is defined on the time interval [0,7] and F-adapted. All semi-
martingales are assumed to be cadlag, without restriction.

Let B = (Bt);e[o,1) be a d-dimensional Brownian motion. Given an auxiliary measured space
(E, Bg, p), where p is a non-negative o-finite measure on (£, Bg), let u = (u(dt, de))icpo1),ccE
be an integer valued random measure on ([0,T] x E,B([0,T]) ® Bg) (see Jacod-Shiryaev
[67, Definition I1.1.13 page 68]). Denoting by P the predictable sigma field on © x [0, 7], we
assume that the compensator of p is defined by dt ® (p(de) := ((w, €)p(de)dt, for a P ® Bp-
measurable non-negative bounded random intensity function (. We refer the reader to the
literature [67), 13| regarding the definition of the integral process of P @ Bg-measurable
integrands with respect to random measures such as u(dt,de) or its compensated form
w(dt,de) = p(dt,de) — (t(w, e)p(de)dt. By default, all (in)equalities between random quanti-
ties are to be understood dP — almost surely, dP® dt — almost everywhere or dP ® dt ® (p(de)
— almost everywhere, as suitable in the situation at hand. For simplicity we omit all depen-
dences in w of any process or random function in the notation.

We denote by:

e |X|, the (d-dimensional) Euclidean norm of a vector or row vector X in R? or R!®;

e | M|, the supremum of |M X | over the unit ball of R¢, for M in R4,

o M, = M(E,Bg, p;R), the set of measurable functions from (E, Bg, p) to R endowed with
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the topology of convergence in measure, and for v € M, and t € [0, 7] :

oh = [ [ v(erGlepdo)]* € Ry U oo} (105)

e B(0), the Borel sigma field on O, for any topological space O.

Let us now introduce some Banach (or Hilbert, in case of £2, H(Qi or Hi) spaces of random
variables or processes, where p denotes here and henceforth a real number in [2, 00):
e [P the space of real valued (Fp-measurable) random variables £ such that

€]l 2r := (EM); < 4o00;

. Sg (or SP, in case d = 1), the space of R%-valued cadlag processes X such that
1

Il o= (5] g D)) < 4o
€ )

o 1% (or HP, in case d = 1), the space of R!'®?_valued predictable processes Z such that
1

T p 1
121l = (E[/ ZPdt)*)" < oo
0

e H1,, the space of P ® Bg-measurable functions V : Q x [0,T] x E — R such that

Wi o= ([ [ [ Wpaomtaent] ) < +o,

so in particular (cf. (105)

T 1
Wi, = (B[ [ witae] )"

e A2, the space of finite variation continuous processes K with (continuous and non-
decreasing) Jordan components K+ € S2 null at time 0;
° .A?, the space of non-decreasing processes in A2.

By the Jordan decomposition of K € A?, we mean the unique decomposition K = KT — K~
as the difference of two non-decreasing processes K+ null at 0 and defining mutually singular
random measures on RT.

T p 1
Remark 5.1 By aslight abuse of notation we we shall also write || X ||3» for (IE [ / X? dt} 2) ?
0

in the case of merely progressively measurable (not necessarily predictable) real-valued pro-
cesses X.

For the reader’s convenience we recall the following well known facts which will be used
implicitly throughout (Regarding (ii) see e.g. Bouchard and Elie [27]).
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Proposition 5.1
(i) / Z1d By and/ / Vi(e)u(dt,de) are genuine martingales, for any Z € Hp and V €

HE;
(ii) Assuming that the jump measure p is finite, then there exist positive constants ¢, and
C), depending only on p, p(E), T and a bound on (, such that:

WVl <1 [ [ Viontat. dolsy < CollV g (106)

for any V € M. O

5.1 General Reflected and Doubly Reflected BSDEs

Let us now be given a terminal condition &, and a driver coefficient g : @ x [0,T] x R x
R1®d x M, — R, such that:

(H.0) ¢ € £

(H.1.4) ¢.(y, z,v) is a progressively measurable process, and ||g.(y, z,v)|ly2 < oo, for any
y€R, z € RI® 4 € M,;

(H.1.ii) g is uniformly A — Lipschitz continuous with respect to (y, z,v), in the sense that
A is a constant such that for every t € [0,7],y,y' € R, 2,2’ € R1®4 v, v' € M,, one has:

’gt(y,Z,U) - gt(y/7zlvvl)| < A(‘y - y/| + |Z - Z/| + ‘U - v/’t) .

Remark 5.2 Given the Lipschitz continuity property (H.1.ii) of g, the requirement that
lg.(y, 2,0) |32 < 00 for any y € R, z € R*¥4 v € M,

in (H.1.i) reduces of course to |[|g.(0,0,0)||42 < oo.

We also introduce the barriers (or obstacles) L and U such that:
(H.2.i) L and U are cadlag processes in 8%
(H.2ii) L; < U, t €[0,T) and Ly <& < Ur, P-as.

Definition 5.3 (a) An (2, F,P), (B, u)-solution Y to the doubly reflected backward stochas-
tic differential equation (R2BSDE, for short) with data (g,&,L,U) is a quadruple Y =
(Y, Z,V, K), such that:

(i)Y €82, 7 eH?i,V € HZ K € A?,

(ii)Yt—g+/ 9s(Ye, Zs, Va)ds + Ky — K,
t

—/ ZsdBg — / / p(ds,de) for any t € [0,7], P-a.s.

(iii) Ly <Y; < Uy for any t € [0, T] P-a.s.,
T

and / (Vi — Lo)dK; = / (U, — YK, = 0, P-as.
0 0
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(b) An (Q,F,P), (B, p)-solution Y to the reflected BSDE (RBSDE, for short) with data
(9,&,L) is a quadruple Y = (Y, Z,V, K) such that:

()Y eS ZeH;, Vet KeA
T
(if) Yt:§+/ 6:(Ya, Zo, Vi)ds + K — K,

—/ ZsdBs — / / p(ds,de) for any t € [0,T], P-a.s.

(iii) L <Y; for any ¢ € [0,T], P-a.s.,
T

and / (Y; — Ly)dK; = 0, P-a.s.
0

(c) When there is no barrier, we define likewise solutions to the BSDE with data (g, &).

5.1.1 Extensions with Stopping Times

Motivated by applications (cf. Part , we now consider two variants of the above problems
involving a further [0, T]-valued stopping time 7. Note that (1.<;g,&, L.ar,,U.a-) satisfies
(H.0), (H.1) and (H.2), like (g,&, L,U). One can thus state the following

Definition 5.4 Assuming that £ is Fr-measurable,

(1) A solution to the stopped R2BSDE with data (g,&,L,U,T) is a quadruple (Y, Z,V, K)
which solves the R2BSDE with data (1.<rg,&, L.ar,U.a7), and such that Y =Y, K = K,
and Z =V =0on [r,T].

A solution to the stopped RBSDE with data (g,§,L,T) is a quadruple (Y, Z,V, K) which
solves the RBSDE with data (1.<;¢,&, L.ar), andsuchthat Y =Y, K =K, and Z =V =0
on [r,T].

(ii) The RDBSDE with data (g,&, L, U, T) (where ‘D’ stands for ‘delayed’) is the generaliza-
tion of an R2BSDE in which the upper barrier U is inactive before 7. Formally, we replace
U by

Ut = ]].{t<T}OO + ]l{tZT}Ut (107)

in Definition [5.3)(a)(iii), with the convention that 0 x oo = 0.

Comments 5.1 (i) All these definitions admit obvious extensions to problems in which
the driving term contains a further finite variation process A (not necessarily absolutely
continuous).

(ii) In [42], reflected BSDEs stopped at a random time were introduced and presented as
reflected BSDEs with random terminal time as of Darling and Pardoux [44] (only defined
over the time interval [0, 7]). Such (possibly doubly) reflected BSDEs stopped at a random
time and the above stopped R(2)BSDEs are in fact equivalent notions. We refer the reader
to [42] for preliminary general results on stopped RBSDEs and on RDBSDEs.

(iii) In the special case when 7 = 0, resp. 7 = T, then the RDBSDE with data (g,&, L, U, T)
reduces to the R2BSDE with data (g,&, L, U), resp. to the RBSDE with data (g,&, L).
(iv) If (Y, Z,V,K) is a solution to the RDBSDE with data (g,¢, L, U, 7), then the process

(Yr L Z, 1., V, Kopy)
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is a solution to the stopped RBSDE with data (g, Y ar, L, T).

(v) The problem we are most interested in from the point of view of applications consists
of the general RDBSDE (cf. equations , or in Part . However it will come
out from the results of this part (Theorem 8.4} see also [42]) that the solution of a RDBSDE
is essentially given as the solution of a stopped RBSDE before 7, appropriately pasted at
7 with the solution of a (standard) R2BSDE after 7. So the results of this part effectively
reduce the study of RDBSDEsS to those of RBSDEs and R2BSDEs. In Part [[T]) of this paper
we shall not deal explicitly with RDBSDESs. Yet, given the results of this part, the results of
Part [[T]] are applicable to RDBSDEs, giving a way to compute their solutions in two pieces,
before and after 7 (cf. the related cascades of two PDEs in Part [I).

(vi) In Section [16|in Part [IV| we shall consider doubly reflected BSDEs with intermittent
upper barrier, or RIBSDEs, generalizing RDBSDEs to an effective upper barrier U of the
form (to be compared with (107))

Ut QtOO+QtUt 5 (108)

for a larger class of cadlag event-processesﬂ Q, Qf =1-Q4.

5.1.2 Verification Principle

Originally, R2BSDEs have been developed in connection with Dynkin games, or optimal
stopping game problems (see, e.g., Lepeltier and Maingueneau [82], Cvitani¢ and Karatzas
[43]). Given a [0, T]-valued stopping time 6, let Ty (or simply 7, in case § = 0) denote
the set of [#,T]-valued stopping times. We thub have the following Verification Principle,
which was used in the proof of Proposition [2.2] in Part [l We state it for an RDBSDE as
of Definition [5.4{(ii), which in view of Comments [5.1)(iii) covers RBSDEs and R2BSDEs as
special cases. Note that in the case of RBSDEs (Special case where 7 = T) the related
Dynkin game reduces to an optimal stopping problem.

Proposition 5.2 (Verification Principle) If Y = (Y, Z,V, K) solves the RDBSDE with
data (g,&, L, U, T), then the state process Y is the conditional value process of the Dynkin
game with payoff functional given by, for any t € [0,T] and (p,0) € Tr X T¢ :

J(t;p,0) = /tpw 9s(Ys, Zs, Vs)ds + Lol yno—0<1y + Uplpcoy + ELpro=17 -
More precisely, a saddle-point of the game at time t is given by:

pt:inf{s cltvrT];Y, = US}/\T, 0, :inf{se t,T]; Y, :Ls}/\T.
So, for any t € [0,T] :

E[J(t; pr, )| F] < Vi = E[J(tp1,00)|Fe] < E[J(t;p,60:)|F] for any (p,8) € T x T109)

Proof. Except for the presence of 7, the result is standard (see, e.g., Lepeltier and Maingue-
neau [82]; or see also Bielecki et al. [16] for a proof of an analogous result in a context of

5Boolean-valued processes.
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mathematical finance). We nevertheless give a self-contained proof for the reader’s conve-
nience.

The result of course reduces to showing . Let us first check that the right-hand side
inequality in is valid for any p € T;. Let 6 denote 6; A p. By definition of 6, we see
that KT equals 0 on [t,0]. Since K~ is non-decreasing, taking conditional expectations in
the RDBSDE, and using also the facts that Yy, < Ly, if 6, < T, Y, < U, if p < T (recall
that p € T;, so that p > 7 and Up =U,), and Yp = £, we obtain:

0
)/%S]E</ gs(%:Z&VS)dS‘i‘Yb‘Ft)
t

0
< E(/ 9s(Ye, Zs, Va)ds + (Lgp=g, <1y Lo, + Lo,y Up + Lip=1)€) ’ft)-
t

We conclude that Y; < E(J(t; 01, p) ‘ .7-}) for any p € 7. This completes the proof of the
right-hand side inequality in (109). The left-hand side inequality can be shown similarly. It
is in fact standard, since it does not involve 7, and thus we leave the details to the reader.
O

Remark 5.5 For general well-posedness (in the sense of existence, uniqueness and a priori
estimates) and comparison results on the different variants of reflected BSDEs (specifically:
RBSDEs, R2BSDEs and RDBSDESs) above, we refer the reader to Crépey and Matoussi
[42]. We do not reproduce explicitly these results here, since we will state in Section
extensions of these results to more general RIBSDEs (see Comment [5.1vi))

5.2 General Forward SDE

To conclude this section we consider the (forward) stochastic differential equation
dX, = bs(X,)ds + 55(X,) dBs + / 05(Xs, €) Cs(e)fi(ds, de) (110)
E

where by(), 55(x) and 0g(z, e) are d-dimensional drift vector, dispersion matrix and jump
size vector random coefficients such that:

. Es(a:), os(x) and gs(:v, e) are Lipschitz continuous in = uniformly in s > 0 and e € E' ;

¢ b5(0), 05(0) and 95(0, e) are bounded in s > 0 and e € E.

The following proposition can be shown by standard applications of Burkholder’s inequality
used in conjunction with (106]) and Gronwall’s lemma (see for instance Fujiwara—Kunita [59)
Lemma 2.1 page 84| for analogous results with proofs).

Proposition 5.3 Assuming that the jump measure p is finite, then for any strong solution
X to the stochastic differential equation with initial condition Xo € JFog N LP, the
following bound and error estimates are avazlable.

IX12, < GE [IXol + Jo [bu(0)[Pds + [ 15,(0)/Pds + [ [ 185(0, )lPCu(e)p(de)ds|111)
I T8, < G150 K+ 7 () - K+ () - U

Iy S 185X €) = 8L X, )P €) plde) s (112)
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where, in X’ is_the solution of a stochastic differential equation of the form
with coeﬂiczents V., 5, 8 and initial condition Xo e FoNLP. O

6 A Markovian Decoupled Forward Backward SDE

We now present a versatile Markovian specification of the general set-up of the previous
section. This model was already considered and used in applications in [I7, [19, 42], but the
construction of the model has been deferred to the present work.

6.1 Infinitesimal Generator

Given integers d and k, we define the following linear operator G acting on regular functions
u=ui(t,x) for (t,2,i) € £ =[0,T] x R x I with I = {1,...,k}, and where du (resp. Hu)
denotes the row-gradient (resp. Hessian) of u(t,z,4) = u’(t, ) with respect to x :

Gu'(t, ) = ' (t, ) + %Tr[ai(t,x)’}-lui(t,m)] + Oul(t, )b (t, x) (113)
- /R (ita+ 't v, y) — it 2)) £ (E 2 y)m(dy)
+3° nhi(t, ) (uj (t,2) — ui(t, x))

jel

with

bt z) = b (t,z) — . §'(t, 2, y) fit, 2, y)m(dy) . (114)

Assumption 6.1 In -, (dy) is a finite jump measure (not charging the origin
04 in R?), and all the coefﬁments are Borel-measurable functions such that:

e the a’(t,z) are d-dimensional covariance matrices, with a’(t,z) = o'(t,z)o’(t,z)T, for
some d-dimensional dispersion matrices o’ (t, x);

e the bi(t,z) are d-dimensional drift vector coefficients;

e the jump intensity functions f(t,z,y) are bounded, and the jump size functions 6*(¢, z, )
are bounded with respect to y at fixed (¢, z), locally uniformly in (¢, x)lﬂ;

e the n"(t,x); jer are regime switching intensities such that the functions n®J(t,z) are
non-negative and bounded for i # 7, and n®(¢,z) = 0.

We shall often find convenient to denote v(t,x,1,...) rather than v(t,x,...) for a function
v of (t,x,4,...), and n(t,z,i,7), for n®(¢t,x). For instance, the notation f(t, Xy, Ny, %), or
f(t, X, y) with &y = (X, Ny) below, will typically be used rather than f™ (¢, X;,y). Also
note that a function u on [0, 7] x R? x I is equivalently referred to in this paper as a system
u = (u');er of functions u’ = u(t,z) on [0, T] x R%.

5In the sense that the bound with respect to y may be chosen uniformly as (t,z) varies in a compact set.
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6.2 Model Dynamics

Definition 6.2 A model with generator G and initial condition (t,x,7) is a triple
(Q.F, P, (B% x',v"), X' = (X', N),

where the superscript ! stands in reference to the initial condition (¢,z,i) € &, such that
(Q,Ft P!) is a stochastic basis on [t, T, relative to which the following processes and random
measures are defined:

(i) A d-dimensional standard Brownian motion B! starting at ¢, and integer-valued random
measures x* on [t,T] x R® and v* on [t,T] x I, such that x* and v* cannot jump together at
stopping times;

(ii) An R? x I-valued process X' = (X*, N*) on [t, T] with initial condition (z,i) at ¢ and
such that for s € [¢t,T7] :

{ ANE =30 (G — NL)dv(j)

AXE = b(s X! )ds + (s, ) dBL + fos (5, XL ,y) T (ds, dy) ()

(thus in particular v/{(j) counts the number of transitions of N' to state j between times ¢
and s), and the P'-compensatrices ¢ and ' of v* and x! are such that

dvl(j) = dvl(j) — n(s, XL, j) ds
X'(ds,dy) = x'(ds,dy) — f(s, XL, y)m(dy)ds

(116)

By an application of Jacod [66, Theorem 3.89 page 109|, the following variant of the It6
formula holds (cf. formula in Part [[).

Proposition 6.1 Given a model (Q,F P'), (B!, x!,vt), X' = (X', N') with generator G,
one has for any system u = (u');es of functions u’ = u'(t,x) of class C? on [0,T] x R%, for
s € [t,T],

du(s, X!) = Gu(s, X)ds + (Ouc)(s, X!)d B
+/ (u(s,Xﬁ_ +8(s, XL y), NL) — s, X;_))f(ds, dy)
y€ERd

+ Y (uls, Xi, ) — uls, XL))dvy(j) - (117)
jel

In particular (Q,F!, P!, X?) is a solution to the time-dependent local martingale problem with
generator G and initial condition (¢,z,7) (see Ethier-Kurtz [53], sections 7.A and 7.B]).

Comments 6.1 (i) If we suppose that the coefficients b, 0, and f do not depend on ¢,
then X is a ‘standard’ jump-diffusion. Alternatively, if n does not depend on x, then N is
an inhomogeneous continuous time Markov chain with finite state space I. In general the
above model defines a rather generic class of Markovian factor processes X = (X, N), in
the form of an N-modulated jump-diffusion component X and of an X-modulated I-valued
component N. The pure jump process N may be interpreted as defining the so-called regime
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of the coefficients b,0,0 and f, whence the name of jump—diffusion with regimes for this
model.

For simplicity we do not consider the ‘infinite activity’ case of an infinite jump measure m.
Note however that our approach could be extended to Lévy jump measures without major
changes if wished (see in this respect Section in Part . Yet this would be at the cost
of a significantly heavier formalism, regarding in particular the viscosity solutions approach
of Part (see the seminal paper by Barles et al. [6], complemented by Barles and Imbert
).

(ii) The general construction of such a model with mutual dependence between N and
X, is a non-trivial issue. It will be treated in detail in Section [7] resorting to a suitable
Markovian change of probability approach. It should be noted that more specific sub-cases
or related models were frequently considered in the literature. So (see also Section for
more comments about financial applications of this model):

e Barles et al. [6] consider jumps in X without regimes N, for a Lévy jump measure m (cf.
point (i) above);

e Pardoux et al. [87] consider a diffusion model with regimes, which corresponds to the
special case of our model in which f is equal to 0, and the regimes are driven by a standard
Poisson process with constant intensity (instead of a family of independent Poisson processes
with intensities nbJ in our case, cf. Remark [7.3);

e Becherer and Schweizer consider in [10] a diffusion model with regimes which corresponds
to the special case of our model in which f is equal to 0.

6.3 Mapping with the General Set-Up

The model X! = (Xt N?) is thus a rather generic Markovian specification of the general
set-up of Section with (note that the initial time is ¢ here instead of 0 therein; superscripts
¢ are therefore added below to the notation of Section [5| where need be):

e E, the subset (R? x {0}) U ({04} x I) of R,

e B, the sigma field generated by B(R?) x {0} and {04} x Br on E, where B(R?%) and By
stand for the Borel sigma field on R? and the sigma field of all parts of I, respectively;

e p(de) and (!(e) respectively given by, for any e = (y,5) € E and s € [t,T] :

[ mldy) i j=0 . [ fLAXLy) i j=0
p(d€>‘{ 1t g=0, SO T U n@wat)) i y=0.;

e 4!, the integer-valued random measure on ([¢, 7] x E, B([t, T]) ® Bg) counting the jumps of
X of size y € A and the jumps of N to state j between ¢ and s, for any s > ¢, A € B(R?),j € I.

We denote for short:
(E,Bg,p) = (R ® I, BR?) ® Br,m(dy) & 1),

and p' = x* @' on ([t,T] x E, B([t,T]) ® Bg). So the compensator of the random measure
pt is given by, for any s > ¢, A € B(R?),j € I, with A& {j} := (4 x {0}) U ({04} x {j}) :

//A@{J}c} dedr—/ /ert dy)dr+/s (r, X!, ) dr



49

Note that Hit can be identified with the product space Hit X H?,t; and that M, =
M(E,Bg, p;R) can be identified with the product space M(R? B(R?), m(dy);R) x RF.
These identifications will be used freely in the sequel. Let v denote a generic pair (v, w) €

M, = M(R?, B(R?), m(dy); R) x R¥. We denote accordingly, for s > ¢ (cf. (105)):

012 = Jra v ()2 f (s, X0, y)mldy) + 35 w(i)*n(s, X2, ) (118)

(with the slight abuse of notation that [v|s implicitly depends on ¢z, in (118)).

Remark 6.3 Of course ultimately the related semi-group and Markov properties will be
formally established (see in particular Proposition and as well as Theorems
and , so that in applications one shall be able to restrict attention to a ‘single’ process
X, corresponding in practice to the ‘true’ initial condition (¢, x,7) of interest. In the context
of pricing in finance this ‘true initial condition of interest’ corresponds to values of the model
parameters calibrated to the current market data, see Part [I| (cf. also the last section of [42]
in which some of the results of this part were announced without proof). Yet at the stage of
deriving these results in the present paper, it is necessary to consider families of processes
X! parameterized by their initial condition (¢, z,i) € £.

6.4 Cost Functionals

We denote by P, the class of functions u on & such that u' is Borel-measurable with poly-
nomial growth of exponent ¢ > 0 in x, for any ¢ € I. Here by polynomial growth of exponent
p in x we mean the existence of a constant C' (which may depend on u) such that for any
(t,z,9) € &

[u'(t,2)] < C(1+ [z]7) .

Let also P = UP, denote the class of functions u on &£ such that u® is Borel-measurable with
polynomial growth in z for any ¢ € I.

Let us further be given a system C of real-valued continuous cost functions, namely a running
cost function g'(t, =, u, z,7) (where (u, z,7) € R¥ x R'®? x R), a terminal cost function ®(x),
and lower and upper cost functions £*(t,x) and hi(t, ), such that:

(M.O) @ lies in Py;

(M.1.) (t,2,4) = ¢'(t,,u, 2,7) lies in Py, for any (u,z,7) € RF x R1®? x R;

(M.1.ii) g is uniformly A — Lipschitz continuous with respect to (u, z,7), in the sense that
A is a constant such that for every (t,z,4) € £ and (u, z,7), (u/,2/,7") € RF x R1®? x R :

|gi(t,a:,u,z,r) —gi(t,x,u’,zl,ﬂ)‘ <A ( }u — u" + |z — z" + ‘7‘ — r") :

(M.1.iii) g is non-decreasing with respect to 7;

(M.2.i) £ and h lie in Py;

(M.2.ii) £ < h, {(T,-) < ® < h(T,").

Fixing an initial condition (t,z,i) € € for X = (X, N), we define for any (s,y,z,0) €
[t,T] x R x R1®4 x M, with ¥ = (v,w) € M, = M(R?, B(R?), m(dy); R) x R :

G(s, Xk y,2,0) = g(s, XL, 2,7) = > wyn(s, XL, j) (119)
Jel
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where ! = @ (y,w) and 7% = 7! (v) are defined by
. , - N;
@ ={ b, ToN T [ s ma). (120)

Given the previous ingredients, we now define the main decoupled Forward Backward
stochastic differential equation (FBSDE, for short) in this work, encapsulating all the SDEs
and BSDEs of interest for us in this article. Recall that g is defined by and that v
denotes a generic pair (v, w) € M.

Definition 6.4 (a) A solution to the Markovian decoupled Forward Backward stochas-
tic differential equation with data G, C and T is a parameterized family of triples Z! =
(Q,FE P, (Bt v, (X, V8 V), where the superscript ¢ stands in reference to the initial
condition (t,x,i) € £, such that:

(i) (Q,FPY), (B X!, vh), X = (Xt N') is a model with generator G and initial condition
(t,m,i);

(i) V' = (Y, 28, V", KY), with V! = (VI W) € 12, = 2 x M,
— solution to the R2BSDE on [t,T] with data

g(s, Xy, 2,0), ®(XL), (s, XL, h(s,XL); (121)

(iil) V' = (Y*, 2", V', K), with V' = (V,, W') € H?, = H2, x M7, is an (2, F*, P*), (B, ")
— solution to the stopped RBSDE on [t,T] with data

9(s, Xy, 2,0), Y, (s, XL, 7! (122)

T

Vt’

o

where Y is the state-process of Y in (ii).

(b) The solution is said to be consistent, if:
(i) Y =: u(t, z) defines as (¢, ,i) varies in £, a continuous value function of class P on &,
and one has for every t € [0,T], P-a.s.:

Yi=u(s,X!), s€t,T] (123)
For any j € I : WE(j) =w(s, X! ) —u(s, X)), s € [t,T] (124)
/t (¢, XL Y ZE Vhde = / 9(¢, XL (¢, XY, 2L, 7) (125)

— Y G XL ) (W (G XD — u(C, D) ¢, s € 1T
with in :
u(C,XZ) (W (¢, Xg jel T / Vely C,Xf,y)m(dy)

(cf. (120));

(ii) Y =: vi(¢,x) defines as (¢, ,i) varies in £, a continuous value function of class P on &,
and one has for every t € [0,T], P-a.s.:

Yi=u(s, &), s €t (126)

For any j € I: Wi(j) =v/(s, X! ) —v(s, XL) , s € [t, 7] (127)

[ a2 viac = [ [atc.at v X0, 250 (125)
t t

= Y ern(G AL (G XE) —u(G X)) |dC s € 7]
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with in ([128)):
oG XY = (G XD ser =TV = [ VG pmdn)  (120)

(ct. (20))

6.5 Markovian Verification Principle

The following proposition is a Markovian counterpart to the general verification principle of
Proposition [5.2]in Section [5.1.2

Proposition 6.2 If Z! = (Q,F PY), (B \, vt), (X8, Y, V1), is a consistent solution to the
Markovian decoupled Forward Backward stochastic differential equation with data G, C, T,
with related value functions u and v, then:

(i) A saddle-point (py,0;) of the Dynkin game related to V' is given by:

pr =inf{s € [t,T]; (s, X)) € E_YNT , 6, =inf{s € [t,T]; (5, X)) € E4} AT,

with

{(t,z,9) € [0,T] x RY x I; u'(t,x) = hi(t,z)}
{(t,z,9) € [0,T] x RY x I; u'(t,z) = (i (t,x)} ;

E_
&y
(ii) An optimal stopping time 0, of the optimal stopping problem related to V' is given by:
0, = inf{s € [t,7']; (s, X)) € ET} AT, (130)
with
EY ={(t,x,i) € [0,T) x R? x I; v'(t,z) = £i(t,x)} .
Proof. (i) This follows immediately from identity and the definition of the barriers

in ((121)), given the general verification principle of Proposition
(ii) By (126) and the fact that ) is stopped at 7, it comes,

Yi=wv(s ATt X!

sATt

), s€t,T].

Using also the definition of the barrier in (122]), 6; defined by (130)) is hence an optimal stop-
ping time of the related optimal stopping problem, by application of the general verification
principle of Proposition (special case 7 =T therein). O

6.6 Financial Application

Jump-diffusions, respectively continuous time Markov chains, are the major ingredients of
most dynamic financial pricing models in the field of equity and interest- rates derivatives,
respectively credit portfolio derivatives. The above jump—diffusion with regimes X = (X, N)
can thus be fit to virtually any situation one may think of in the context of pricing and
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hedging financial derivatives (see Section in Part [I where this model is represented,
denoted by X, in the formalism of the abstract jump-diffusion )

Let us give a few comments about more specific applications illustrating the fact that the
generality of the set-up of this model is indeed required in order to cover the variety of
situations encountered in financial modeling. So:

e In Bielecki et al. [I7], this model is presented as a flexible risk-neutral pricing model in
finance, for equity and equity-to-credit (defaultable, cf. Section i Part |Z[) derivatives.
In this case the main component of the model, that is, the one in which the payoffs of the
product under consideration are expressed, is X, while NV represents implied pricing regimes
which may be viewed as a simple form of stochastic volatility. More standard, diffusive, forms
of stochastic volatility, may be accounted for in the diffusive component of X, whereas the
jumps in X are motivated by the empirical evidence of the short-term volatility smile on
financial derivatives markets.

In the context of single-name credit derivatives, N may also represent the credit rating of
the reference obligor. So, in the area of structural arbitrage, credit-to—equity models and/or
equity—to—credit interactions are studied. For example, if one of the factors is the price pro-
cess of the equity issued by a credit name, and if credit migration intensities depend on this
factor, then one has an equity—to—credit type interaction. On the other hand, if the credit
rating of the obligor impacts the equity dynamics, then we deal with a credit—to—equity type
interaction. The model X can nest both types of interactions.

e In Bielecki et al. [19], this model is used in the context of portfolio credit risk for the
valuation and hedging of basket credit derivatives. The main component in the model is
then the ‘Markov chain like’ component N, representing the vector of (implied) credit rat-
ings of the reference obligors, which is modulated by the ‘jump-diffusion like’ component X,
representing the evolution of economic variables which impact the likelihood of credit rating
migrations. Frailty and default contagion are accounted for in the model by the coupled
interaction between N and X.

Now, in the case of risk-neutral pricing problems in finance (see Part , the driver coefficient
function ¢ is typically given as ¢} (t,x) — g5(t,x)y, for dividend and interest-rate related
functions ¢g; and go (or dividends and interest-rates adjusted for credit spread in a more
general context of defaultable contingent claims, cf. Section . Observe that in order for
a consistent solution Z! to our main FBSDE to satisfy

| 3620 = [ (6,2 = ac AV g s € 1.7
t t
[ T2V = [ (6 — 9o XDT dC 5 € 17
t t
for given functions ¢g; and go on &, it suffices in view of identities ((125)-(128) to set

g'(t.wu,z,r) = gy (t2) — ghlt,w)u’ + ) 0™ (t,a) (v —u') (131)
jel

Note that g in does not depend on z nor r, so g'(t, ¥, u, z,7) = g*(t,x,u) here. However,
modeling the pricing problem under the historical probability (as opposed to directly under
the risk-neutral probability in Part [I) would lead to a ‘(z,7)-dependent’ driver coefficient
function g.
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Moreover we tacitly assumed in Part [[| a perfect, frictionless financial market. Accounting
for market imperfections would lead to a nonlinear coefficient g.

Also, in the financial interpretation (see Part :

e &(XL) corresponds to a terminal payoff that is paid by the issuer to the holder at time T'
if the contract was not exercised before T

o ((X1), resp. h(X!), corresponds to a lower, resp. upper payoff that is paid by the issuer
to the holder of the claim in the event of early termination of the contract at the initiative
of the holder, resp. issuer;

e The stopping time 7! (corresponding to & in Part is interpreted as the time of lifting
of a call protection. This call protection prevents the issuer of the claim from calling it
back (enforcing early exercise) before time 7¢. For instance, one has 7% = T in the case of
American contingent claims, which may only be exercised at the convenience of the holder
of the claim.

The contingent claims under consideration are thus general game contingent claims, covering
American claims and European claims as special cases;

o X (alias X in Part|l) corresponds to a vector of observable factors (cf. Section .

Recall finally from Section that in a context of vulnerable claims (or defaultable deriva-
tives), it is enough, to account for credit-risk, to work with suitably credit-spread adjusted
interest-rates p and recovery-adjusted dividend-yields ¢ in (131]).

Remark 6.5 In Section |16|in Part (see also Section in Part , we consider products
with more general, hence potentially more realistic forms of intermittent call protection,
namely call protection whenever a certain condition is satisfied, rather than more specifically
call protection before a stopping time.

7 Study of the Markovian Forward SDE

In few words, Sections [7] to [0 which culminate in Proposition [0.4] below, are devoted to
finding explicit and general enough, even if admittedly technical and involved, conditions
on the data G, C and 7, under which existence of a consistent solution

Z'= (Q,F, P, (B', X', "), (X, 0%,)")
to the related Markovian FBSDE can be established.

Our approach for constructing a Markovian model X = (X, N) with mutual dependence
between X and N is to start from a model with independent components (Section [7.1]). We
shall then apply a suitable Markovian change of probability measure in order to get a model
with mutual dependence under the changed measure (Section .

7.1 Homogeneous Case

In this section we consider a first set of data with coefficients n, f,b = n, ]?,3 and related
generator G such that

Assumption 7.1 (i) f=1,and nt(t,z) =n" >0 for any i,j € I;
(ii) bi(t, r), o'(t,x) and §%(t,x,y) are Lipschitz continuous in x uniformly in ¢, 1, ;
(iii) b'(t,0), o"(¢,0) and [p4 6°(t, 0, y)m(dy) are bounded in ¢, y, i.
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Let us be given a stochastic basis (2, F,P), with F = (F)yc[o,7], assumed to support the
following processes, independent of each other:

e a d-dimensional standard Brownian motion B;

e a compound Poisson process P with jump measure m(dy);

e a continuous time Markov chain Q on E = I? x {0,1} with jump intensity from (I, j, )
to (I',5',¢') given by 1. 7! 7' for any (1,4,¢) # (I, 5',¢') (and a given law at time 0, the
nature of which plays no role in the sequel).

Remark 7.2 Since P and @ are independent of each other and the jumping times of P are
totally inaccessible, thus P and () cannot jump together.

We denote by x the random measure x(ds, dy) on [0,T] x R? counting the jumps of P of
size y between times 0 and s, and by v the random measure dvs(l, j) on [0, 7] x I? counting
the jumps of @ to the set {(I,4,0), (l,4,1)} between times 0 and s. The P-compensatrices X
of x and v of v are thus respectively given by

~

R(ds, dy) = x(ds, dy) — F(s, XL_ y)m(dy)ds , dvy(1,5) = dvy(l,§) =i ds.  (132)

Remark 7.3 Conditionally on being in state (I,j,e) at time s,  jumps into the set
{(I',4,0),(I',5/,1)} with probability 7*7 on the time interval (s, s + ds). The V(l j)s for i
and j varying in I thus define independent Poisson processes with mtenmtles nbd. In other
words, (v(1,§))u e is a multivariate point process with intensity (7'7) j)ez2 (see, e.g.,
Brémaud [29)).

We now consider the following stochastic differential equation, for s € [t, T :
AN; = 35er (G = Ng)dvs(N(_, j) (133)
dXt =b(s, Xt)ds—i—a(s X!)dBs + [pa6(s, XI_, NL_,y) x(ds,dy) .

Remark 7.4 The reason why we introduce N indirectly via @ through is that we
need not only to define a process N for every initial condition (¢,z,4), but also to ensure
some kind of consistency between the family of processes thus defined, in order to enjoy error
estimates like below, where it should be noted that ultimately relies on ,
which is valid by construction of N* in . In particular, we define (Q on the product state
space £ = I? x {0,1} as described above to ensure that N jumps from N!_to j # N!_ with
probability n(N!_,j)ds in the time interval (s,s + ds), as must be the case for a Markov
chain on I with intensities 7%7, for every possible state of the underlying Markov chain Q
at time s.

Proposition 7.1 The stochastic differential equation on [t, T| with initial condition

(x,i) on [0,t] has a unique (Q,F,P) — solution X' = (X, N'). For any p € [2,+00), one
has:

IX sy < Gy ( + |[?) (134)

1L (5, (X Xt)ll Cp (L4 [z[P) (r —s) (135)
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Moreover, ¢ referring to a perturbed initial condition (t',x',4), one has:
P(Nt # NY) < Ot —t/| (136)
/ _ 1
Xt = X7\ < Cp (o = a/]P + (1 + aP) |t — ¢]}) (137)

with T = |z| V |2'].

Proof. Note that the first line of (133) can be rewritten as

AN! = > (=D 1oy ydvs(l, 5) (138)
(L,j)el?
= Z (j—l>]1{l:zv;7}/ﬁl’jds+ Z (J =D Lgne ydvs(l,]) - (139)
(Ly)er? (1,5)€I?

The last formulation corresponds to the special semimartingale canonical decomposition of
N, One thus has the following equivalent form of (133,

{ AN? =32 jyerz (G = 1) ]ls<t]1{z:N;_}ﬁl’jd5 + 2 wper U =D Lectlone ydvs(l, )

JJ 140
dXt = 145.b(s, X)ds + 14540(s, X)) dBs + fRd Ts>0(s, XL, y) X(ds, dy) (140)

with initial condition (z,%) at time 0. Any square integrable martingale or martingale mea-
sure is an Lo-integrator in the sense of Bichteler [13] (see Theorem 2.5.24 and its proof page
78 therein). Therefore by application of [13, Proposition 5.2.25 page 297], the stochastic
differential equation with initial condition (z, ) at time 0, or, equivalently, the stochas-
tic differential equation (133]) with initial condition (x,7) on [0,¢], has a unique (Q,F,P) —
solution Xt = (Xt NY).

The general estimates (111))—(112)) then yield, under Assumption

X! < CyC (141)
Moy (XT = X5 < CpC(r — 5) (142)
Ixt - X7 < G, (c;,\t |+ c};t’) (143)

with

Cp = |zlP +E [sup[t,T] [b(-, 0, N*)J? + supy, 71 |o(-, 0, NP + supy; 1) fa 18-, 0, N, y)\pm(dy)]
Cy' =z — /P + B |, [b(s, XE, ND) = B(s, XL, NY)Pds

+ [T o (s, XL NE) — o(s, XL, NI Y|Pds

+ ft:/F\t/ Jra 16(s, XL, NLy) — 6(s, XE, N, y)\pm(dy)ds}

The bound estimates ([134))—(135]) result from ((141)—(142)) by the boundedness Assumption
[7.1[iii) on the coefficients. As for the error estimates (136)—(137), note that by construction
of N via @ in (133]), one has (assuming t < t', w.l.o.g.):

Ni=i = N' =Nt selt,T) (144)

Now
]P’({Ntt, #£1i}) < Zje[ 1 — e[t < Zje[ ﬁi,j’t —t| = mz‘,z’Ht —|,
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whence (136]). Therefore

T ~ ’

E / B(s, Xt N?Y — (s, Xt, N*YPds <
t
1 T . ~ / 3
Clt—t1# (B [ (s XL NP + [os, X1, NY) ) ds)
t
where by (134]) and the properties of b:
E [ [b(s, X!, NY)|?ds < CE [, ([b(s,0, N[ + | XL[?P)ds < Cop (1 + &)
and likewise for EftT [b(s, Xt NY)|?Pds. So
E [ b(s, X1, N2) = Bs, XL, NI )|Pds < Cy(1+ aP)|t — ¢]2

and by similar estimates regarding the terms in o and § of C,t;t/ :

CH' <lz—a'P+Cy(1+aP)|t —t]2 .

Hence (137)) follows, by (143)). O

Remark 7.5 In case where there are no regimes in the model (case k = 1), one can see by
inspection of the above proof that |t — ¢’ \% can be improved into [t — ¢'| in 1)

Let us define further on [¢,T7] :
Bz = BS - Bt ’ Xt =X Xt— Vt = V(N~t—aj) - V(Nf—vj) : (145)

Note that v is a random measure on [0, 7] x I, whereas v is a random measure on [0, T'| x I°.
Let Fpe, Fye, Fye and F' stand for the filtrations on [¢,T] generated by B, x', v*, and
the three processes together, respectlvely Given a further initial condition at time t (F—
measurable random Varlable) denoted by Mt, with generated sigma field denoted by E(Mt)
let in turn Fpe, F ,,t and F* stand for the filtrations on [t, T] generated by E(Mt) and,
respectively, Fpgt, IF‘ ¢, F,i and F’.

Proposition 7.2 (i) Let X! be defined as in Proposition . The stochastic differen-

tial equation f@ on [t,T] with initial condition (x,i) at t admits a unique strong

(Q,F,P) — solution, which is given by the restriction of X' to [t,T|. In particular, (,F*, P), (B!, xt,vt), X*
1s a solution to the time-dependent local martingale problem with generator G and initial con-

dition (t,x,1).

(ii) (F',P; B, X', v') has the local martingale predictable representation property, in the

sense that for any random variable Mt, any (IFt P) — local martingale M with initial condi-

tion Mt at time t admits a representation

Ms:MtJr/ZdB +/ Vi (dz)X(dz, dr) +Z/W )dU(NL_, ), s € [t, T[146)
t R4

Jjel

for processes Z,V,W in the related spaces of predictable integrands. O
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Proof. (i) is straightforward, given Proposition and the fact that the restriction of A
to [t,T)] is Ft-adapted. The fact that (2, P), (B, x*,vt), X is a model with generator G
immediately follows by application of the It6 formula .

(ii) One has the following local martingale predictable representation properties for (Fg:, P; BY),
(Fyt, Py x") and (F,e,P;0'), respectively (see, e.g., Jacod-Shiryaev [67, Theorem 4.34(a)
Chaper IIT page 189] for the two former and Boel et al. [24, 25] for the latter):

e Every (FBt P; B!) — local martingale M with initial condition M, at time t admits a
representation

S
MS:Mt+/ Z,dB,, s€t,T];
t

e Every (ﬁ‘xt,P;Xt) ~ local martingale M with initial condition M, at time ¢ admits a
representation

M, = M, + / Vi(do)¥(d, dr), s € [1,T)
t JRd

e Every (ﬁ‘yt,IP’; V') — local martingale M with initial condition M, at time ¢ admits a
representation

M, = MH—Z/W Ydv(NE_,5), se[t,T],
jel

for processes Z,V, W in the related spaces of predictable integrands.
By independence of B, P and @, added to the fact that the related square brackets are null
(see, e.g., Jeanblanc et al. [T1]), this implies the local martingale predictable representation

property (146) for (F*,P; BY, x*,"). O

7.2 Inhomogeneous Case

Our next goal is to show how to construct a model with generator of a more general form
(113) (if not of the completely general form : see Assumption below), under less
restrictive conditions than in the previous section, with state-dependent intensities. Towards
this end we shall apply to the model of Section[7.1]a suitable Markovian change of probability
measures (see Kunita—Watanabe [76], Palmowski and Rolski [86]; cf. also Bielecki et al. [19]
and Becherer—Schweizer [10]).

Let thus the change of measure function v be defined as the exponential of a function of
class CH? with compact support on £. Starting from g we define the operator G of the form
with data n, f and b as follows (and other data as before), for (¢,z,i) € £ :

i (t,2) = 2L

Filtz,y) = Wﬂ(t z,y), (147)

bi(t,z) = b (t,2) + fpa 0 (8,2, ) (Fi(t, 2, y) — F1(t, 2, y))m(dy) .

Lemma 7.3 (i) The function n is bounded, and the function f is positively bounded and
Lipschitz continuous with respect to x uniformly in t,y, 1.
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(ii) The (F',P) - local martingale Tt defined by, for s € [t, T,

?F:/R<M ) s, + Y (M) (i) 1)) ()

f(57X5t—7y) jel

is a positive (F!,P)-martingale with BTt = 1 and such that (with Tt extended by one on

[0,t]):

HFth <y (149)

Proof. (i) is straightforward, given Assumptions [7.1{ii) and the regularity assumptions on
7.

(ii) By application of Bichteler [I3, Proposition 5.2.25 page 297|, the stochastic differential
equation ((148)) with initial condition 1 on [0, ], has a unique (€2, F,P) — solution I'!. Estimate
(149) follows by application of the general estimate (111)) to I'*. So the local martingale I'*
is a genuine martingale. O

We thus define an equivalent probability measure P! on (Q,]—'%) by setting, for every s €
[t,T] :

dpt

=Tt P-as. 1
P, o a.s (150)

I'? is then the F!-measurable version of the Radon-Nikodym density of P* with respect to P
on FL.

Let us define, for s € [t,T] :

X' (ds, dy) = x'(ds, dy) — [(s, X7, y)m(dy)ds (151)
The proof of the following lemma is classical and therefore deferred to Appendix Note
that this result does not depend on the special form of b in (147)). Recall (145) for the
definition of B?.

Lemma 7.4 B! is an (Ft,P') — Brownian motion starting at time t, and X' and U* are the
P! -compensatrices of x* and V.

Proposition 7.5 (i) The restriction to [t, T] of X* = (X!, N') in Propositions|7.117.9(i) is
the unique (2, Ft,PY) — solution of the following SDE on [t,T| with initial condition (z,i) at
time t :

(N =g N = B =MDl s s = N 10 15
dXt = b(s Xt)ds—i—o(s X1 dBE + [pao( ,Y) X' (ds, dy) .

In particular (Q,FL, P, (B, xt, vt), Xt is a solution to the time-dependent local martingale
problem with generator G and initial condition (t,x,1).
(i) (F%, P Bt xt, vt) has the local martingale predictable representation property, in the
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sense that for any random variable Mt, any (IFt PY) — local martingale M with initial condi-
tion My at time t, where F! denotes the filtration on [t,T] generated by F' and S(My), admits
a representation

M, = Mt+/ZdBt // (dx) X (d, drr) +Z/W i), selt,T] (153)
Rd

jel

for processes Z,V,W in the related spaces of predictable integrands.

Proof. (i) Given (151)-(147), X* is a strong (€, F*,P*) — solution of the stochastic differen-
tial equation (152)) with initial condition (x,) at time ¢ if and only if it is a strong (Q2, F*,P)
— solution of the stochastic differential equation with initial condition (z,%) at time t.
The result hence follows from Proposition [7.2]i).

(ii) The local martingale predictable representation property is preserved by equivalent
changes of probability measures (see, e.g., Jacod—Shiryaev [67, Theorem 5.24 page 196]), so
the result follows from Proposition [7.2{ii). O

Comments 7.1 (i) As an alternative to (148]), one might consider the following variant:

drt _ o
re_

% (s, X1dB,+

Xt
/ (M > (ds, dy) +Z ( >dl/3( . ,J)  (154)
R4 f(sa Xs—’ y) jel )

As compared with ((148]), the change of probability measure defined by (154)), which is used

for instance in [19], would have the additional effect to further change the Brownian motion
into

dB! = dB. — D9 (5, x1)ds (155)

in , and to modify accordingly the coefficient of the first-order term in the generator.
(ii) From the point of view of financial interpretation (see Part [[)):

e The changed measure P! with associated generator G of X* may be thought of as represent-
ing the risk-neutral pricing measure chosen by the market to value financial instruments (or,
in the case of defaultable single-name credit instruments as of Section [£.2] the pre-default
pricing measure).

In the risk-neutral pricing context, this imposes a specific arbitrage consistency condition
that must be satisfied by the risk-neutral drift coefficient b of G in . Namely, in the
simplest, default-free case, and for those components x; of X which correspond to price
processes of primary risky assets, in an economy with constant riskless interest-rate r and
dividend yields ¢q;, arbitrage requirements imply that

bf(t,l’) = (T - QZ)xl 5

for (t,z,i) € £. An analogous pre-default arbitrage drift condition may also be derived in
the case of a pre-default factor process & in the case of defaultable derivatives, see Section
and [I7]. The corresponding components b; of b are thus pre-determined in (147). The
change of measure must then be understood in the reverse-engineering mode, for
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deducing Bl from b; rather than the other way round. The change of measure function 7 in
, possibly parameterized in some relevant way depending on the application at hand,
may be determined along with other model parameters at the stage of the calibration of the
model to market data;

e Another possible interpretation and use of the change of measure (as in Bielecki et al.
[19], where the variant of is used therein), is that of a change of numeraire (cf.

Section .

7.3 Synthesis

Assumption 7.6 In the remaining sections in this part (Sections |8 and @, we shall work
with the models (92, F*, P!), (B, x*, ), X! = (X!, Nt) with generator G thus constructed, for
initial conditions (¢, z,%) varying in £. We thus effectively reduce attention from the general
case to the case of a generator with data n, f,b deduced from one with ‘independent
ingredients’ n, f = 1,b by the formulas .

P!-expectation and P-expectation will be denoted henceforth by Ef and E, respectively. The
original stochastic basis (Q,F,P) and generator G will be used for deriving error estimates
in Sections [§ and [0, where we shall express with respect to this common basis differences
between (Q, F!, P*)-solutions corresponding to different initial conditions (¢, z, ).

Towards this view, in addition to the notation already introduced in section and applied
to the model X specified as above relatively to (2, Ft,Pt), we define likewise, in relation
with the process X* considered relatively to (2, F,P):

e F, the subset (R? x {02}) U ({04} x I?) of R? x R?;

e Bp, the sigma field generated by B(RY) x {02} and {04} x B2 on F, where B(R?) and B2
stand for the Borel sigma field on R? and the sigma field of all parts of I?, respectively;

o 7(de) and (;(e) respectively given by, for any e = (y,(l,j)) € E and t € [0,T] :

m(de) = { Lif y = 04 Gl =\ ity = o,

e 4, the integer-valued random measure on ([0,7] x E, B([0,T]) ® Bg) counting the jumps
of x of size y € A and the jumps of v into the set {(I,7,0), ({,7,1)} between 0 and ¢, for any
t >0, Ac B(RY),(l,7) € I?, viewed as a random measure relative to the stochastic basis
(Q,F,P).

We denote for short (cf. section [6.3)):
(F,Bp,m) = (RY@ I?, BRY) @ B2, m(dy) ® 1)

and u = x @ v. The (9, F,P)-compensator of p is thus given by, for any ¢ > 0,4 €
BRY), (1,5) € I?, with A® {(1,5)} := (A x {02}) U ({04} x {(1,5)}) :

t t t
/ / Ci(e)p(de)ds = / / m(dy)ds + / b ds .
0 JA®{(l,j)} 0 JA 0

Note that ’Hi can be identified with the product space Hi xH2, and that M, = M(F, Bp,m;R)
can be identified with the product space M(R?, B(RY), m(dy); R) x R¥*. For

b= (v,w) € My = MR BRY), m(dy); R) x R |
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we denote accordingly (cf. (105)):

[0 = Jra v(y)*m(dy) + 3 jyer w(l,5)* R . (156)

In the sequel v and v denote generic pairs (v, w) in M, and M , respectively.

8 Study of the Markovian BSDEs

We assume that the cost functions C satisfy the Markovian assumptions (M.0) to (M.2)
introduced in Section [6.4] as well as
(M.3) £ = ¢V c for a C12-function ¢ on & such that

¢, G¢, 0¢o, (t,,1) H/ |0'(t, 2 + 8 (t, 2, y))Im(dy) € P (157)
R4
and for a constant ¢ € RU {—o0}.

Comments 8.1 (i) The standing example for ¢ in (M.3) (see [42]) is ¢ = 1, the first
component of z € R? (assuming d > 1 in our model), whence G¢ = b;. In this case (157)
reduces to

b1, o1, (t2,4) / 181 (¢, 2, y)lm(dy) € P.
]Rd

(ii) Alternatively to (M.3), one might work with the symmetric assumptions regarding h,
namely h = ¢ A C' where ¢ satisfies (157]). However it turns out that this kind of call payoff
does not correspond to any known applications, at least in finance.

Theorem 8.1 (i) The R2BSDE on [t,T] with data (cf. )
(s, X5y, 2,0) , ®(Xp) , Us, XS) , h(s, X0) (158)

has a unique (Q,F PY), (B, ut) — solution Y = (Y, Zt, Vi, KY).
(ii) Denoting V' = (V, W*) with V' € Hi“ Wt e H2, we extend Y by Yy and K, Z' and
YV by 0 on [0,t], and we define on [0,T] :

Wi, §) = Tgone yWEG) forl,j €T, V=(V,W).

Then V' = (Y, Z!, V!, K is an (L, F,P), (B, u) — solution to the R2BSDE on [0, T) with
data

1{s>t}§(s,;\f;,y,z,a) , O(XE), U(sV AL, , h(sVi, XL, (159)
where
9(s, XLy, 2,0) == g(s, XL, 2, 7)) + (7L - F) = > wyat (160)
(1.§)EI2 1#]
with

R t
@) ={ SN A= [ ema).
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Proof. (i) Given (M.0)-(M.1)-(M.2) and the bound estimates on X! and (149) on
I'?, the following conditions are satisfied:

(H.0) ®(XL) € L2

(H.1.i) g(-, X, y,2,7) is a progressively measurable process on [t, T with

T
Et |:/ g(‘a‘)(-tayvzafﬁ)2 dt:| < 400,
t

for any y € R, z € R'®4 5 € M, (where E! denotes P'-expectation);
(H.1.ii)’ g(-, X!, y, z,?) is uniformly A — Lipschitz continuous with respect to (y, z,v), in the
sense that for every s € [t,T],y,y' € R, 2,2/ € R® § 3" € M,

‘5(&9\7;,3/»375)_5(3’9\/;’ /~,)‘<A(|y y|+|Z—Z|+|U—U|)

(cf. (118)) for the definition of [v — ¥'|y);
(H.2.i)" £(s, Xt) and h(s Xt) are cadlag quasi-left continuous processes in S%;
(HL2.4i) (-, X%) < h(- X*) on [t,T), and £(T, XL) < ®(XL) < h(T, AL) .

Therefore the general assumptions (H.0)—(H.1)—(H.2) are satisfied by the data relative
o (,F P, (B, u'). Given the local martingale predictable representation property of
Proposition [7.5(ii) and the form postulated in (M.3) for ¢, existence and uniqueness of an
(Q,Ft PY), (B, ut) — solution V! = (Y, Zt, V!, K*) to the R2BSDE with data on [t,T]
follows by application of the general results of [42].

(ii) By the previous R2BSDE, one thus has for s € [t,T] :

—dY! =G(s, XL, YLz Vids 4+ dK! — ZLdB, —/ VI)X (s, dy) =Y Wi(j)d
Rd

S S
j€elI

= g(s, X;, g, 22, 7)ds + dK; — Z;dB, + d‘ét(y)(i—?)(ds,dy)
—/ Viy)x(ds,dy) — ZWt Ydvt(
R4

jel
Given (151), (147) (where f= 1) and the facts that for s > ¢ :
Zje[ W;(j)dl/g(]) = Z(l,j)e[2 Wg(l?j)dVS(lvj) ) UNts(Ysthst) = ag(Y;,W;) )

one gets that for s > t:

S 87 Ss? S

—dY! = g(s, Xt at, 78, 7)) ds + dK! — Z'dB, +/Rd Vi) (f(s, XL y) — Dm(dy)ds

_/Rdv;( X(ds, dy) = >~ Wi, §)dvs(l, j) -

(Ly)er?

It is then immediate to check that V' is an (€, F,P), (B, 1) — solution of the R2BSDE with
data (159) on [0, 7. O

By application of the general estimates of [42] to % (where the Vis for varying t,x,% are
defined with respect to the common stochastic basis (Q2,F,P), cf. section , one can
derive the following stability result. Since this derivation is rather standard but tedious and
lengthy, it is deferred to Appendix [A22]
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Proposition 8.2 (i) One has the following estimate on YVt in Theorem :

1Y% + 12155 + V'3,

g2 K |5 < C(1+ |2f*) . (161)

(ii) Moreover, '» referring to a perturbed initial condition (tn, Ty, 1) with (tn, z,) — (t,) as
n — 00, one has that yt" 82 x 7—[2 X 7-[2 x A% - converges to yt as n — 0o.

8.1 Semi-Group Properties

Let ¢ refer to the constant initial condition (¢,x,4) as usual. Let X! = (X!, N*) and Y be
defined as in Proposition and Theorem respectively. Given t’ > t, let F! stand for
(FI'),>p with for 7>t/

FU = o(X)) \/]—"]f/ .

As for Ft' = (]:t/)th/, PY, Bt and ut', they are still defined as in Sections with ¢

T
instead of ¢ therein. Note in particular that F? is smaller than or equal to the restriction

F\t[t' 7 of Ft to [t/,T).

Proposition 8.3 (i) Let X' be defined as in Proposition , The stochastic differen-
tialfquation -@ on [t',T] with initial condition Xtt, at t' admits a unique strong
(Q,FY',P) — solution Xt = (X¥ N'), which coincides with the restriction of X* to [t',T),
s0:

X = (X N Yp<r<r = (Xp<r<r -
(ii) The R2BSDE on [t',T] with data

g(s, Xy 2,0) , (X)L L, XL) , h(s, X)) (162)

has a unique (L, FY P, (BY, ut') — solution V¥ = (Y, 2% V¥ K') such that, with
V= (Y ZEVE K i<p<7 defined as in Theorem |8 -

V= zE VK yrer = (VL ZE VKL — K )yarer . (163)

Proof (i) By Bichteler [13, Proposition 5.2.25 page 297], the stochastic differential equation
with initial condition (¢, X)) admits a unique (£, FY | P) - solution X! = (X' N,
and it also admits a unique (€2, Fl[t, AL P) — solution, which by uniqueness is given by X t
as well, since F! is smaller than or equal to F I[t’ AL Now, (Nf)t'grgT is an Ff[t,’T]—adapted
process satisfying the first line of on [t',T]. (X})y<r<r is then in turn an Fiy, ;-
adapted process satisfying the second line of on [t/, T]. Therefore X* = (X!)y<per,
by uniqueness relative to (£2, ]Ff[t,ﬂ ,P).

(ii) Note that the bound estimate on X' is in fact valid for more general solutions
of stochastic differential equations with random initial condition like X* in part (i) above,
by application of Proposition (cf. proof of Proposition . We thus have for any
p € [2,+00), with X*' extended by Xt = X! on [0,t]:

IX¥1g < Cp (L+EIXP) < C, (14 |af?)

where the last mequahty comes from . Consequently, (H.0)'—(H.1)’~(H.2)’ in the proof
of Theorem i) still hold with ¥ (in the sense of the initial condition (¢, X)) for X) instead
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of * therein. Given the local martingale predictable representation property of Proposition
(ii) applied with ¢ and M; therein equal to ¢’ and X/ here, and in view of the form

postulated in (M.3) for ¢, existence and uniqueness of an (Q,ﬁtl,Pt/), (Bt/7 ,ut/) — solution
Vo= (v", 2", VW K") to the R2BSDE with data (162) on [t/,T] follows by application
of the general results of [42]. These results also imply uniqueness of an (Q,]Ff[t, T],Pt/),
(BY, ") — solution to the R2BSDE with data (162) on [¢',T], by (H.0)~(H.1)'~(H.2)" as
above. Since F! is smaller than or equal to Ff[t, oL Y= (Yt/,Ztl,Vt/,K ) is thus the
unique (€2, IFHt, T],]P’t/) (BY, ") — solution to the R2BSDE with data on [/, T]. Finally
given part (i) it is immediate to check that (Yt Zt, Vt K!— Kt/)tl<T<T is an (€, ]F|[t’ T],IP’t/)
(B, ") — solution to the R2BSDE with data on [t/,T]. We conclude by uniqueness

relative to (€, F\[t' T],}P’t’), (BY, ut"). 0

8.2 Stopped Problem

Let 7¢ denote a stopping time in 7T;, parameterized by the initial condition (¢, z,7) of X.

Theorem 8.4 (i) The RDBSDE on [t,T| with data (cf. (129))
(s, X5, y,2,0) , D(Xp), U(s, X]) , h(s, X)), 7' (164)

has a unique (Q,FLPY), (B, ut) — solution Y' = (Y, Z!, V!, K?). Moreover, Y' = Y on
[t T], where Y is the state- -process of the solution Y deﬁned at Theorem-
(i) Let us denote V' = (V?, Wt) with V't € 7—[2t7Wt € H?%,. We extend Yt by Y} and K?,

Zt and V* by 0 on [0,], and we define on [0, T :

Yi=Yl 2t =102 V=1 .V K =K,

W (lvj) = ]]-{l=Nt_}Wt(j) Jorl,jel, vt = ]l-STt(‘/}tth)
Y= (Yt Zt VK, Y = (Y, 28V, KY) .

Then (cf. and for the definitions of g and g):
o Vs an (Q,FLPY), (B, ut) — solution to the stopped RBSDE on [t,T] with data

5(37)(57%37”) Yt = Yt ) 6(57‘)(;) ’ Tt ) (165>

T T

° 7 is an (Q,F,P), (B, u) — solution to the stopped RBSDE on [0,T| with data

]l{s>t}§(57‘)(stay7zva) ) Y‘:t ) 6(3 Vi, X;Vt) ) s (166>
Proof. (i) By the general results of [42] existence of an (0, F,P), (B, u!) — solution V! to
the R2BSDE on [t, T] with data in Theorem [8.1{i) implies existence of an (Q,F P,
(B!, ut) — solution (Y, Z! V1, Kt) to the RDBSDE on [t,T] with data , such that
Yt=Y"on [r,T)].

(ii) This implies as in the proof of Theorem (ii) that Yt = (Y, Zt, (Vt,Wt), K", defined
on [0,7T] as described in the statement of the theorem, is an (Q,F,P), (B, 1) — solution to
the RDBSDE on [0, 7] with data

]l{s>t}§(37‘)(st?yazvﬁ) ’ (I)(Xit“) ’ E(t\/ Sﬂ‘XstVt)ﬂh(tvs’Xstvt)?Tt
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The results of part (i) follow in view of Comments [5.1{iv). O

We work henceforth under the following standing assumption on 7.

Assumption 8.1 7! is an almost surely continuous random function of (¢,z,7) on &.

Example 8.2 Let 7! denote the minimum of T and of the first exit time by & of a given
domain D C R? x I, that is:

Tt =inf{s >t; X! ¢ DYAT (167)
where for every i € I :
DN (R x {i}) = {s' > 0} for some ¢’ € C*(R?) with [V'| > 0 on {¢' =0} . (168)

Then Assumption is typically satisfied on a suitable uniform ellipticity condition on the
data. For classical results in this direction, see, e.g., Darling and Pardoux [44], Dynkin [48],
Theorem 13.8], Freidlin [56], or Assumption A2.2 and the related discussion in Kushner—
Dupuis |77, page 281]. See also [32] for a precise statement and proof in a diffusion set-up.

Under Assumption one has the following stability result on 7. The proof is deferred
to Appendix

Proposition 8.5 (i) One has the following estimate on Y in Theorem (z'i):
Y05 + 112152 + Wtﬂiz K5 < COL+ [2*) . (169)

(ii) Moreover, ' referring to a perturbed initial condition (tn, Ty, i) with (t,,z,) — (t,x) as
n — 0o, then 7" S? x 7—[3 X 7-[,3 x 8% — converges to 7 as n — oo.

8.2.1 Semi-Group Properties

Let X' = (X', N*) and ' be defined as in Secicionﬁ Yy = (Y/t,Zt,Vt,I_(t) and V' be
(ile/ﬁnedia,s in Theorem (ii)7 and let X' = (X* N') stand for X! . Given ¢ > ¢, let
F" = (F!),> be defined by, for r € [t/, T :

Fo=oX)\/ 7

and let 7/ := 'V 7t. As for F¥ = (F!),>p, P, BY and u¥, they are still defined as in

Sections with ¢’ instead of ¢ therein. Note in particular that F* is smaller than or

equal to the restriction Flt[t, 7 of Ft to [t/,T].

To proceed we make the following
Assumption 8.3 7’ is an F* -stopping time.

Note that Assumption [B:3]is satisfied in the case of Example [8.2]
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Remark 8.4 This would not be the case if the domain D had been taken closed instead of
open in (168)), for instance with {¢* > 0} instead of {1/’ > 0} therein.

Proposition 8.6 (i) The following stochastic differential equation on [t',T] :

dN;g/ — ]]-S<Tt (Z(l,j)612 (] - l) l{lzﬁﬁl}ﬁl,jds + Z(l,j)GIQ (] - l) ﬂ{l:]vﬁl}dﬁs(hj)) (170)
dX;’ =Tyt (/b\(s, j/st/)ds + o (s, )ESt/) dB; + fRd (s, A_’s’i,,y) X(ds, dy))

with tnitial condition ftt, at t' admits a unique strong (Q,Ft/,IP’) — solution, which s given
by the restriction of Xt to [t', T}, so:

‘)Et, = (thaNt ) (X /\Tt’N/\’Tt) = (Xf)tISTST : (171)
(ii) The stopped RBSDE on [t',T] with data

G(s, Xy, 2,0), Yh  l(s, XYY, 7' (172)

T

has a unique (Q,FY P, (BY, ut') — solution Y* = (V¥', Z¥ VY KY ) y<r<r, given by:

WY, Z8 VK Yparer = (VL ZL VL KE — Kb y<rer - (173)

Proof. (i) By Bichteler [13, Proposition 5.2.25 page 297|, the stochastic differential equation
(170) with initial condition (¢, X%) admits a unique (Q,F¥,P) - solution X* = (X N ",
and it also admits a unique (£2, Ff[t, T},IP’) — solution, which by uniqueness is given by X as
well, given that F*’ is smaller than or equal to Ff[t’,T]’ 1§Iow, (NHp<r<r is an Ff[t,jT]—adapted
process satisfying the first line of 1 on [t',T). (X!)y<r<r is then in turn an Ff[t, o
adapted process satisfying the second line of (170) on [t/,T]. Therefore X* = (X!)y<,<r,
by uniqueness relative to (£2, ]Ff[t, AL P).

(ii) One has as in the proof of Proposition [8.3ii):

HX“HZS < Cp (L+EIXLP) < Cp (L4 |2
Consequently the data
Lroen (s, Xy, 2,0), Y, Us AT XL L) (174)

satisfy the general assumptions (H.0)—(H.1)-[assumptions regarding L in|(H.2) relative to
(Q,F", P, (BY,u') or (Q,Ff[t,’ﬂ,ﬂ”t/), (B", ). Given the local martingale predictable
representation property of (F!,P%; B, x*,v*) (cf. Proposition [7.5(ii)) and the form pos-
tulated in (M.3) for ¢, this implies existence and uniqueness of an (Q,F* P"), (BY, u")
— solution ¥ = (Y¥ 2" V¥ K') to the stopped RBSDE with data on [t/,T],
which is also the unique (Q,Ff[t,7T},IP’t’), (BY, ") — solution to the stopped RBSDE with
data on [t',T], by application of the general results of [42]. Besides, by Theorem
[8.4(ii), (Yt ZLVE K, )t<T<T is an (Q,FPY), (B u!) — solution to the stopped RBSDE
on [t,T] with data , where in particular V! = 1. <7.tV and V! = (V1 Wt) for some
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Vt e Hit,wt € H?,t' So by Definition (i):

t

]
Y;:YTZ—I—/At i(r, XY 2 Vt)dr R
T
T Tt
- [ Zap, - / [ iRt yan =Y [ W) s
ATt ATt JRE sATt

jel
Tt
U(s, XY <Yl forselt, 7!, and / (YE—t(s,X))dKL =0
o t
Yt K' constant on [r!,T] .

Therefore, given in particular (171)) in part (i):

’

( T
Yi=Y +/ glr, XL Y ZE Vdr + Kt — K
S

r oLy SAT
AT!

! /

—/ ZLdB, — / /Vt”t dy, dr) Z Wtdy (), se[t',T]
AT! AT JR4

((s,X") < Y!for sin (t,7'], and / (YE—t(s, ?E; NA(KE - K}) =0
IR ¢
Yt K' — K}, constant on [7/,T] .

!

where £(s, X!) < Y for s in (¢, 7'] in the third line implies that the last inequality also holds
at s = t', by right-continuity. So (Y;!, Z, VL, Kt Kt,)t/<r<T is an (9, Ff[t, T],]P’t,), (BY, ")
— solution to the stopped RBSDE with data on [t/,T] (cf. Definition [5.4i)). This
implies 7 by uniqueness, established above, of an (Q,F T[t,7T],]P’t,), (B", ') — solution to

the stopped RBSDE with data (172)) on [t/, T7. O

9 Markov Properties

Our next goal is to establish the Markov properties which are expected for the solutions X
of our forward Markovian SDE and ), ) of our backward Markovian SDEs.

Theorem 9.1 For any initial condition (t,z,i) € &, let V' = (Y, Z!, V!, K') with V' =
(VEW?Y) e (7—[2“7-[2 ) be the (Q,FL,PY), (B, ut) — solution to the R2BSDE on [t,T] with

data (@ of Theorem-

(1) Y defines as (t,z,i) varies in € a continuous function u of class P on E.

(ii) One has, Pt-a.s. (cf. (123)-(124)—(125)):

Vi = u(s, X2) , s € [1,7] (175)
Foranyj€I: Wi ) =u!(s, X! ) —u(s, X! ), s€[t,T| (176)
[ty 2 v = [ [o(¢ A ui X0, 287) a77)

— Yjer G AL ) (W (G XE) — ulC, D) ¢, s € (1T
with in .'
u((, XE) = (W (¢, XE))jer , T = /Rd Ve() (¢, XL y)m(dy)
(cf- (120)).
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Proof. By taking r =t' = s in the semi-group property of Y, one gets:
Y!=u(s, &), Pl—a.s. (178)
for a deterministic function u on £. In particular,
Y} = u'(t,x) , for any (t,z,i) € £ . (179)

The fact that u is of class P then directly follows from ((179) by the bound estimate (161])
on V. Let € 5 (tn, ) — (t,2) as n — oo. We decompose

! (t,2) = ' (tn, 2n) | = Y, = Y| < [E(Y) = V)| + ElY,, - Y.,

where the second term goes to 0 as n — oo by Proposition (ii). As for the first term, one
has by the R2BSDE with data (159) solved by V' :

tViy
E( — V)| <E / G(s, XL Y2, 28 Vh)\ds + B Ky, — Kby |

s) 48
Ntn,

in which the second term goes to 0 as n — oo by Proposition ( ), and

tVin ~
E / (s, XL YL 28 Vh)\ds < (- L YE 28 V) et — tal? |
t

Ntn

which also goes to 0 as n — oo, by the properties of g and the bound estimate on Y.
Finally u!(t,,z,) — u'(t,z) whenever £ > (t,, x,) — (t,x) as n — oo, which establishes the
continuity of v on £. Identity then follows from by the fact that Y* and (given
the continuity of u) u(-, X!) are cadlag processes. We then have on {(w,s); N! # N!_}
(whence x(R?, ds) = 0), using also the continuity of w :

AY! = u(s, X)) —u(s, &L ) = Z (W (s, X)) —u(s, X) ZW

Jel Jel

where the last equality comes the R2BSDE with data (121)) satisfied by J*. The last equality
also trivially holds on {(w,s); N! = N!_}. Denoting Wt( ) = u?(s, Xt ) —u(s, XL ), one
thus has on [¢,T] :

0= (Wij) - Wi(j))Avi(j)

jerl
=> (W) - Wi )+ (Wi () n(s, XL, j)ds
jel jeI

(recall (151)for the definition of 7*), P* — almost surely. Therefore Wi(j) = W(j) on [t, T},
P! — almost surely, by uniqueness of the canonical decomposition of a special semimartingale.
This proves (176). Now note that for (y, z,v) = (Y, ZL, VY) in (120):

Ug(Ng) =Y = u(s, A7),
by (175), and then for j # N! :
()7 =Y+ Wi(5) = uls, &) + (w (5, Xi2) — uls, X))



69

by (176)). Therefore u}_ = u(s,Xt_), so that by definition (119) of g :
t

el
- [ s jg<<7»«z%_,zﬁ<> - jze;<uj<s,xz_> -l »«g_>>n<c,xg,j>]d<
= [ et mext = - 2 (06X — ul (e xt.g)|d¢
= /t 9, XL ul(C, X0, 2 7) — jze;(uj@, XE) = u(¢ X))n(C, XL 5) ] ¢

which gives (L77)). O

As a by-product of Theorem [0.1] one has the following
Proposition 9.2 Xt is an (Ft,P*)-Markov process.

Proof. In the case of a classical BSDE (without barriers) with

gtz u,z,r) = Zn’]tx u;),
jerl

and using also the Verification Principle of Proposition [5.2] identities and give:
Y = E'®(X7)|F] = uls, &%)
for a continuous bounded function w in P. Therefore
E'[®(XF)|FL] = Ef [@(Xxp)|Xis(al)] | (180)

where ¥(X?) denotes the sigma-field generated by X?. By the monotone class theorem, (180))
then holds for any Borel-measurable bounded function ® on &, which proves that X? is an
(F*, P')-Markov process. O

9.1 Stopped BSDE

Theorem 9.3 For any initial condition (t,x,i) € &, let Y= (YL ZLV KYcpap, with in
particular V! = ]LSTAA/t and V' = (V, W) e Hit X Hyt, be the unique (Q,FL, P, (B, ut)
— solution to the stopped RBSDE on [t,T] with data of Theorem[8.])(ii).
(i) Y} defines as (t,,i) varies in €& a continuous function v of class P on E.

(ii) One has, Pt-a.s. (cf. (126)—(127)—(128)):
Yi=v(sX), s€t, 7] (181)
o(tt, X)) = u(rt, XL,) (182)
For any j € 1: Wi(j) =vi(s, Xt ) — (s, X)) , s € [t,7!] (183)
[ e v 2 Ve = [ o6 At uie X, 267 (184)
= Yjer G AL ) (¢ XE) — v, X)) ] de 5 € [t 7]
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with :
6 XY) 1= (6 XOer s =TT = [ TS X pyma)
(cf. @ for the definition of 7).

Proof. By taking r =t/ = s in the semi-group property of Y, one gets:
Yi=w(s, &), Pl—a.s. (185)
for a deterministic function v on £. In particular,
V! =v'(t,x) , for any (t,2,i) € £ . (186)

The fact that v is of class P then directly follows from the bound estimate 1) on it.
Moreover, given € 3 (tn, z,) — (t,z) as n — 0o, we decompose

[ (t, 2) = 0" (tn, )| = ¥ = Yy | S [E(Y) = V)| + B[V, - Y.,

where the second term goes to 0 as n — oo by Proposition (ii). As for the first term, one

has by the stopped RBSDE with data (166) solved by )" :

tVin
—_ —_ ~ —_ —_ —_ 7t —_ —_
E(¥ — )| <E / (G(s, X1, V2, 2V )\ds + B KLy, — Kln, |

R ]
tAtn

in which the second term goes to 0 as n — oo by Proposition (i), and:

tVin S S

E / 65, X4 ¥4, 2LV )lds < [1g(, &,V 28 V) et — tal2
tAtn

which also goes to 0 as n — 00, by the properties of g and the bound estimate (169 on

Y. So V' (tn, Tn) — v(t, ) whenever £ 3 (t,,x,) — (t,z) as n — oo, which establishes the

continuity of v on €. Identity (181)) then follows from ([185)) by the fact that Y* and (given the

continuity of v) v(-, X"), are cadlag processes. Given that Y, = Y, (cf. Theorem (ii)),

(181) and (175) in turn imply (182). One has further on {(w,s); s € [t,7], N! # N!_}

(whence x(R?, ds) = 0), using also the continuity of v :
AV = v(s, &) —vl(s, X2) = 3 (7 (s, X0) = vls, X)) Avi(G) = D Wi()AvL())
jel jel

where the last equality comes the stopped RBSDE on [t,T] with data (165) solved by
Yt The last equality also trivially holds on {(w,s); s € [t,7!], N} = N!_}. Denoting
WE(G) == v (s, X!_) — v(s, XL), one thus has, on [t, 7] :

0= (Wi(j) - Wi(5)) Avt(j)

jerI
=" (WLG) - WD) ATLG) + Y (WEG) — Wa(h))nls, XL, 5)ds
jeI jeI

(recall (151)for the definition of 7*), P* — almost surely. Therefore W (j) = W,(j) on [t, 7],
by uniqueness of the canonical decomposition of a special semimartingale, whence (|183)).
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Finally (184) follows from (181)) and (183) like (177)) from (175 and (176)) (cf. proof of
1177)). O

In summary, one has established in Sections [7] to [9] the following proposition relative to the
main FBSDE of Section [f] (cf. Definition [6.4)).

Proposition 9.4 Under the assumptions of Sections[7 to[9, the Markovian FBSDE with
generator G, cost functions C and (parameterized) stopping time T has a consistent solution

VAR (Q’Ft7Pt)v (BtaXtvyt)7 (Xt’yt’j}t)'

The related assumptions, based on the Markovian change of probability measure defined by
f (see Assumption , are admittedly technical and involved, and by no means
minimal. Therefore for more clarity in the sequel we shall give up all these specific
assumptions, merely postulating instead that the main FBSDE of Section [6] has
a consistent solution in the sense of Definition (as is for instance the case under
the assumptions of Sections m to E[)
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Part 111
Main PDE Results

In this part (see Section |1] for a detailed outline), we derive the companion variational in-
equality approach to the BSDE approach of Part [T, working in a suitable space of viscosity
solutions to the associated systems of partial integro-differential obstacle problems.

The results obtained in this part are used in Part [[] for giving a constructive and compu-
tational counterpart to the theoretical BSDE results of Section [2 in the Markovian factor

process set-up of Sections or

As announced at the end of Part [T, we give up all the specific assumptions made in Sections
[ to[0l We make instead the following standing

Assumption 9.1 The Markovian FBSDE with data G, C, 7 has a consistent solution
Zt = (Q,FL P, (B X! vb), (X VDY),

As illustrated in the previous sections, Assumption [9.1] covers various issues such as Lipschitz
continuity properties of the forward SDE coefficients b, 0,6 with respect to x, martingale
representation properties, some kind of consistency between the drivers B, x!, v as t varies,
and almost sure continuity of the random function 7t of (¢, z,4) on &.

10 Viscosity Solutions of Systems of PIDEs with Obstacles

Our next goal is to establish the connection between Z and related systems of obstacle
problems associated to the data G, C, 7, problems denoted by (V1) and (V2) below. In this
article we shall consider this issue from the point of view of viscosity solutions to the related
systems of obstacle problems. We refer the reader to the books by Bensoussan and Lions
[11, 12] for alternative results in spaces of weak Sobolev solutions (see also [11], 12} [8 5 []).

We postulate from now on that
Assumption 10.1 (i) All the (¢, x,7)—coefficients of the generator G are continuous func-
tions;
(ii) The functions ¢ and f are locally Lipschitz continuous with respect to (¢, x), uniformly
n y,;
(iii) 7! is defined as in our standing Example [8.2]in Part [[I} so

t=inf{s>t; X' ¢ D}AT (187)
where for every ¢ € I :

DN (R x {i}) = {¢' > 0} for some ¢’ € C*(R?) with |[V’| >0 on {¢' =0} . (188)

Let D = [0,T] x D, where D denotes the closureﬂ of D in R? x I. Let also

Int,€ = [0,T) x REx I, 0,€ := & \ Int,€

Int,D = [0,T) x D , 9,D := £ \ Int,D (189)

"In the sense that for every i € I, D NR? x {i} is the closure of D N (R% x {i}), identified to a subset of
R?.
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stand for the parabolic interior and the parabolic boundary of £ and D, respectively.

Remark 10.2 The definition of a ‘thick’ boundary 9,D = £ \ Int,D is made necessary by
the presence of the jumps in X.

Given locally bounded test-functions ¢ and ¢ on £ with ¢ of class C'? around a given point

(t,z,i) € &, we define (cf. (113)-(114)):
G0, 0)/(t.2) = AP (6 ) + LTr[al (1 VUG (1, 2)] + 00 (1, 2V (1,2) + T (1) (190)
with

6 (t,2) = faa (6w + 5 (t,2,9)) = 01(t,2) ) F1 (0,2, y)m(dy) (191)

Let also G stand for QN(ga, ©). So in particular (cf. (113)):

Gi'(t.a) + 3 n(t,2) (¢ (t,2) - ¢ (1,2)) = G (k) (192)

jel

The problems (V2) and (V1) that we now introduce will ultimately constitute a cascade
of two PDEs, inasmuch as the boundary (including terminal) condition ¥ in the Cauchy—
Dirichlet problem (V1) will be specified later in the paper as the value function u of Definition
(cf. Assumption , characterized as the unique viscosity solution of class P of (V2).

We thus denote by (V2) the following variational inequality with double obstacle problem:
max (min ( — Guit, ) — ¢i(t,z, ult, ), (Quo)i(t, ), Tu' (¢, x)),
Wi(t,x) — Ot z)),ui(t,x) - hi(t,x)) ~0

on Int,&, supplemented by the terminal condition ® (the terminal cost function in the cost
data C) on 0,€. We also consider the problem (V1) obtained by formally replacing h by +o0
in (V2), that is

min ( — Gul(t, ) — ¢'(t, z, u(t, z), (Buo)'(t, x), Tu' (¢, z)),
ul(t, z) — E’(t,az)) =0,

on Int,D, supplemented by a continuous boundary condition ¥ extending ® on 9,D.

Remark 10.3 We write ‘on 0, rather than ‘at 7" for (V2) in order to emphasize the
formal analogy between the Cauchy problem (V2) and the Cauchy—Dirichlet problem (V1).

The following continuity property of the integral term Z of G (cf. 1) is key in the theory
of viscosity solutions of nonlinear integro-differential equations (see for instance Alvarez—
Tourin [T, page 297]).

Lemma 10.1 The function (t,z,i) — Z'(t,x) is continuous on &, for any continuous
function ¢ on &.
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Proof. One decomposes

Iwi(tn7$n) _Iwi(tvx) = _/ (’l)[)i(tn,ﬂfn)fi(tn7$n,y) - wl(tvx)fl(tal"y))m(dy)

Rd

+ / (wi(tmmn + 5i(tn7xna y))fi(tmxnv y) - wi(tvx + 5i(t7$7y))fi(t7may))m(dy) s
Rd
where
fRd (1/11(15”71‘” + 5i(tn,xn, y))fi(tn,xn, y) - ¢i(t7x + 5i(t7xvy))fi(tvxvy)>m(dy) (193)
= i (¥t 4 2 9)) — 0,24 (0 2,9)) 0, ) ()
t foa ¥ (b + 0t 2, y)) (£ (b 0 y) = f1(22,) )mildy)

goes to 0 as € 3 (tn,zn) — (¢, ), by Assumption [10.1f(ii), and likewise for

/Rd (@Di(tn,xn)fi(tn,mn,y) - ¢i(t,$)fi(t,$,y))m(dy) .
g

The following definitions are obtained by specifying to problems (V1) and (V2) the general
definitions of viscosity solutions for nonlinear PDEs (see, for instance, Crandall et al. [39] or
Fleming and Soner [54]), adapting further the resulting definitions to finite activity jumps
and systems of PIDEs as in [II, 87, 6, [30, [65].

Definition 10.4 (a)(i) A locally bounded upper, resp. lower semi-continuous, function u
on &, is called a wiscosity subsolution, resp. supersolution, of (V2) at (t,z,i) € Int,&, if and
only if for any ¢ € CH2(€) such that u’ — ¢’ reaches a global maximum, resp. minimum, at
(t,z), one has,

max (min ( — Gu, ) (t, @) — g'(t, z, u(t, z), (Opo ) (t, z), Tu' (t, z)),
ul(t,z) — Ei(t,x)),ui(t,x) - hi(t,x)> <0, resp. >0.

Equivalently, u is a viscosity subsolution, resp. supersolution, of (V2) at (t,x,1), if and only
if u'(t,x) < h'(t,x), resp. u'(t,x) > £*(t,z), and if u' (¢, z) > 0*(t, x), resp. u'(t,x) < h'(t,x),
implies that

—g(u, ©)i(t,z) — g'(t, x, u(t, x), (Do) (t, x), Tul(t,z)) < 0, resp. >0, (194)

or inequality with G(u,¢) and Zu replaced by Gy and Ly, for any ¢ € CH2(E) such
that u’ — ¢ reaches a global null maximum, resp. minimum, at (¢,2), or, in turn, with
global null mazximum, resp. minimum, replaced therein by global null strict mazimum, resp.
MINTMAUM.

(ii) A continuous function w on £ is called a wiscosity solution of (V2) at (t,z,i) € Int,E, if
and only if it is both a viscosity subsolution and a viscosity supersolution of (V2) at (¢, x,1).

(b)(i) By a P — wviscosity subsolution, resp. supersolution, u of (V2) on £ for the boundary
condition ®, we mean an upper, resp. lower semi-continuous function of class P on &£, which
is a viscosity subsolution, resp. supersolution of (V2) on Int,€, and such that u < ®, resp.
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u > ® pointwise on 9,€.
(ii) By a P - wviscosity solution u of (V2) on &, we mean a function that is both a P-
subsolution and a P-supersolution of (V2) on & — hence u = ® on 9,€.

(c) The notions of viscosity subsolutions, supersolutions and solutions of (V1) at (t,z,i) €
Int,D, and, given a continuous boundary condition ¥ extending ® on 9,D, P — viscosity
subsolutions, supersolutions and solutions of (V1) on &, are defined by immediate adaptation
of parts (a) and (b) above, substituting (V1) to (V2), +oo to h, Int,D to Int,&, CO(€) N
CL2(D) to C12(€), 9,D to 9,€ and ¥ to ® therein.

Comments 10.1 (i) We thus consider boundary conditions in the classical sense, rather
than in the weak viscosity sense (cf. the proof of Lemma [13.2{ii) for more on this issue, see
also Crandall et al. [39]).

(ii) A classical solution (if any) of (V1), resp. (V2), is necessarily a viscosity solution of
(V1), resp. (V2).

(iii) A viscosity solution u of (V2) necessarily satisfies ¢ < u < h. However a viscosity
subsolution (resp. supersolution) u of (V2) does not need to verify u > ¢ (resp. u <
h). Likewise a viscosity solution v of (V1) necessarily satisfies ¢ < u, however a viscosity
subsolution v of (V1) does not need to verify u > ¢.

(iv) The fact that Gv(u, ¢) and Zu may equivalently be replaced by @,0 and Zy in , or in
the analogous inequalities regarding (V1), can be shown by an immediate adaptation to the
present context of Barles et al. [, Lemma 3.3 page 66| (see also ‘Definition 2 (Equivalent)’
page 300 in Alvarez—Tourin [1]), using the monotonicity assumption (M.1.iii) on g.

Since we only consider solutions in the viscosity sense in this article, (resp. P — ) subsolu-
tion, supersolution and solution are to be understood henceforth as (resp. P — ) viscosity
subsolution, supersolution and solution.

11 Existence of a Solution

The value functions v and v appearing in the following results are the ones introduced in
Definition [6.4] under Assumption [0.1] This result establishes that v and v are viscosity
solutions of the related obstacle problems, with u as boundary Dirichlet condition for v on
o0,D.

Theorem 11.1 (i) The value function w is a P-solution of (V2) on & for the terminal
condition ® on 0,€.
(ii) The value function v is a P-solution of (V1) on & for the boundary condition u on 0,D.

Proof. (i) By definition, u is a continuous function of class P on £. Moreover by definition
of u and Y one has that, the superscript © referring to an initial condition (T, z,4) for X’ :

u(T,x) = VI = ®i(z)
O(t,x) Y =u'(t,x) < Bt o) .

So u = ® pointwise at T and £ < u < h on £. Let us show that u is a subsolution of (V2) on
Int,&. We let the reader check likewise that u is a supersolution of (V2) on Int,€. Let thus
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(t,x,i) € Int,€ and ¢ € CH?(E) be such that u’ — ¢’ reaches its maximum at (¢,z). Given
that u < h, it suffices to prove that

—Go'(t,x) — g (t, z,u(t, ), (Do) (t,z), o (t,2)) <0, (195)

assuming further that u!(t,z) > ¢i(t,z) and u'(t,z) = ¢*(t,x) (cf. Definition [10.4|(a)(i)).
Suppose by contradiction that (195)) does not hold. Then by a continuity argument using
in particular Lemma [10.1

b(s,y) = Go'(s,y) + ¢'(s,y,u(s,y), (') (5, 9), Te' (5, 9)) < 0 (196)

for any (s,y) such that s € [t,t + o] and |y — z| < «, for some small enough o > 0 with
t+a <T. Let

O=inf{s>t;|X! —z|>a N #£i, Y/ =0(s, XD} At +a) (197)
(Y, Zt, VD R = (]l.<9Yt+]l.29ui(9,X§)  1cpZt, LoV, TVt K_tw)(198)
(V4,287 = (¢/(-X1hg) s Lso(Op0) (- XT) | (199)

]l'SQ([(pi('ﬂX-tf + 51(7Xt77y)) - (pi(VX-tf)])yERd) ’

Note that # > ¢, P! — almost surely. Thus, using also the continuity of u’ :
Vi=Y! =ui(t,z) = ¢i(t,z) = Y}, Pl-as. (200)

Moreover, by using the R2BSDE equation for Y (in which K% = 0 on [t, 0] by the related
minimality condition, given that ¢*(s, X!) < Y on [t,#)), one has for s < r in [t,0) :

r

7=l X0+ [ G XL (¢, XD, ZLd — (R - RE)
_/S ngBg—/s /Rd‘/f(y)?(dy,do,

which also holds true for s = r = 6 by definition of Yt in . Furthermore for s < r = 6:
e cither x!, whence X', do not jump at 6, and holds again at r = 6 by passage to the
limit as r 1 6 in (201)),

e or (cf. Definition [6.2(i)) N* does not jump at 0, in which case the R2BSDE equation for
V! integrated between s and @ directly gives (201)) for r = 6.

In conclusion holds for s < in [t, 6].

Besides, by application of the It6 formula (117)) to the function ¢ defined by @’/ = ¢ for all
j € I, one gets for any s € [t, 0] :

4/ (5, X1) = G3(s, X0)ds + (o) (s, X! B!
[ X 805, 9) = (s, X))
= G(s, X0)ds + (00) (5, ) B,
PR 85,2 9) = (s X))
= G'(s, X1)ds + (90)' (s, X!)dB!

+ / (¢(s, X 165, X1 y)) — o' (s, X)X (ds, dy) |
Rd

(201)
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where the second equality uses ((192)) applied to ¢ and the third one exploits the facts that
N cannot jump before 6 and that X' cannot jump at 6 if N* does. Hence (cf. (199)):

. 0/\/ .
:@Z(G,Xé)—/ Q@Z(T,Xf)dr—/ Z'dB! — //Vt X' (dy, dr)
S S R4

= G0.X3) — [ (0. XD) = g XEsu(r, K1), 090 1, X1). T, X1) )

—/ ZtdB! — //Rdvt X' (dy,dr) ,

by definition ((196]) of 1. In conclusion one has for s € [¢,0] :

0
V1= (6, X]) + / g(C. XL, u(C, X1, 2L 7y — (RY™ — Rb™)

- / ZtdBt - / / V4R (dy, dC) (202)
Y] =0, X)) - / 9 (¥(6, X0) = '(¢, X u(c, XD, Zz,w(c,xz»)dc
[ zam - [ [ R e
with by definitions of 7 = (V) of T and of V
[ o (e xtutcxt zmt)ic= [ (Xt X, 2 [ T Xt ymian)ac

[ (e xtutc.x), Zé,zsoi(c,xz)dc -/

In other words:
o (Y, Z! V) solves the stopped BSDE on [t,t + «] with driver (cf. Definition (d) and
Comments [5.1(i))

gi (3, X;, u(s, X;)7 z,/ v(y)fi(s, X;, y)m(dy))ds — dIA(z;*
Rd

0

o (¢ Xl X0, 28 [ Ve (@ XL gpmldy) )

and terminal condition u’(6, X}) at 0;
o (Y1, Zt V1) solves the stopped BSDE on [t,t + a] with driver

gi(s, Xt u(s, X1, z,/ v(y) fi(s, XL, y)m(dy))ds — (s, X )ds

R4
and terminal condition ¢’(0, X}) at 6.
Setting 0Y! = Y — Y we deduce by standard computations (see for instance the proof of
the comparison principle in [42]):

0
sy = B [rgayg + / rgdAg} (204)
t

where:

o §Y) = ?et — }7; = ui(H,Xg) — goi(H,Xé) < 0, by making s = 6 in l}ll and since
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ut < s
o dAL = (r, X!)ds — dKE™ | so that Al is (strictly) decreasing on [t, 6], by (196);
o I' is a (strictly) positive process, the so-called adjoint of §Y (see, for instance, [42]).

0

Since furthermore 6 > t Pl-a.s., we deduce that / ItdA" < 0 Pt-as., whence 6Y}! < 0, by
t

(204)). But this contradicts (200)).

(ii) v is a continuous function on &, by definition. Moreover by definitions of u, v, Y and Y
(including the definition (187)) of 7), we have, for (¢, z,i) € 9,D :

vi(tax) = }_/tt = }/tt = ui(tv ),
and for any (t,z,i) € £ :
C(t,z) <Y =0'(t,z) .

Sov = u on d,D and £ < v on £&. We now show that v is a subsolution of (V1) on
Int,D. We let the reader check likewise that v is a supersolution of (V1) on Int,D. Let then
(t,x,i) € Int,D and ¢ € C°(E) NCH?(D) be such that v — ¢ reaches its maximum at (¢, ).
We need to prove that

—Go'(t,z) — ¢'(t, z,v(t, z), (D)o (t, x), Te'(t,z)) <0, (205)

assuming further v*(¢,z) > £'(t,z) and v*(t, ) = ©*(t, z) (cf. Definition[10.4(a)(i)). Suppose
by contradiction that (205]) does not hold. Then by continuity (s,y,4) € Int,D and

V(s,y) = Ge'(5,9) + 9 (5,9,0(5.9), ()0 (5,9), T¢' (s,)) < 0 (206)
for any (s,y) such that s € [t,t + o] and |y — x| < «, for some small enough a > 0. Let
0 =inf{s>t; | X! —x|>a, NE#£i, YI=0(s, XD}A(t+a)AT! (207)
(V4,28 VD RY = (]1.<9)7t+11.29ui(9,)(5), LepZt, 1ogV?, LgV', f(?w)@os)
(V4,247 = (9'(-X%) » LcolOp0)'(, X7 (209)
L<o([¢'(, X +6°(, X y)) — (:Oi('vX-t—)])yeRd) :

Using in particular the fact that D is open in (187)), one has that § > ¢, P* — almost surely.
Thus, using also the continuity of v* :

Y=Y} =0i(t,z) = ¢i(t,2) =V, Plas. (210)

Note that by the minimality condition in the stopped RBSDE for V!, one has that K =0
on [, 0], since li(s, XY) < Y} on [t,0) and 0 < 7'. By using the stopped RBSDE equation
for J', one thus has for s < rin [t,0) :

r

P =ttty + [ 96 X0l XD 2

/s _—— (211)
s s JRd
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which also holds true for s = r = 8 by definition of Ytin . Furthermore for s <r =14
either x?, whence X*, do not jump at 0, and holds again at » = 6 by passage to the
limit as r 1 0 in , or N* does not jump at 6, in which case the stopped RBSDE equation
for Y* written between s and 6 directly gives for » = 6. In conclusion one has for
s€t,0]:

0
i;st =0"(0, X}) +/ gi(C’Xé’v(Cva),Z\t,fé)d(
0 0 R
_/8 Zdeé—/s Adﬁ(y)it<dy,d4) (212)
with (cf. (129)):
o N o ~ R A
/ gZ (CyXéaU(CaXé),Zt,fz)dC = / gZ (C’XE,U(C,X£)7ZE’/R(1 VC(y)fZ(C,XE,y)m(dy))dC ‘

Otherwise said (?t, 275, 17t) solves the stopped BSDE on [t, t+ a] with driver (cf. Comments
b.1(i))
q' (s, X! (s, X1, Z,/

[ o) (5, X y)m(dy) ) ds

(where v(y) refers to a generic function v € M(R?, B(R?), m(dy); R), not to be confused with
the value function v = v*(¢,z) in v((,Xé)) and terminal condition v*(6, X}) at 6. Besides
one can show as in part (i) above that (Y, Z!, V) solves the stopped BSDE on [t,t 4 a]
with driver

gi (s,Xﬁ, ’U(S,X;), z,/

o) (s, XL y)m(dy) )ds — ¥(s, X1)ds
Rd

and terminal condition ¢*(6, X}) at 6. We conclude as in part (i). O

12 Uniqueness Issues

In this section we consider the issue of uniqueness of a solution to (V2) and (V1), respectively.
We prove a semi-continuous solutions comparison principle for these problems, which implies
in particular uniqueness of P-solutions. For related comparison and uniqueness results we
refer the reader to Alvarez and Tourin [I], Barles et al. [0 [7], Pardoux et al. [87], Pham
[90], Harraj et al. [63], Amadori [2| 3] and Ma and Cvitanic [83], among others.

Assumption 12.1 (i) The functions b, o and ¢ are locally Lipschitz continuous in (¢, z, 1),
uniformly in y regarding J;

(ii) There exists, for every R > 0, a nonnegative function nr continuous and null at 0
(modulus of continuity) such that

|9 (t, 2, u, 2,7) = g (t, 2w, 2,7)| < gl — 2’| (1+[2)))

forany t € [0,T),i € I, z € RY, r € R and z, 2’ € R, u € R* with |z|, |2'], |u| < R;
(iii) The function ¢ is non-decreasing with respect to u’, for any (i, j) € I? with i # j.



80

Comments 12.1 (i) By Assumption [12.1fi), one has in particular
bl V]o| V|6 < C(1+|z|) (213)

on €&.
(if) The monotonicity Assumption [12.1fiii) on g means that we deal with a cooperative
system of PIDEs (see, for instance, Busca and Sirakov [31]).

We are now in position to establish the following

Theorem 12.1 One has p < v on &, for any P-subsolution p and P-supersolution v of (V2)
on & with terminal condition ® on 0,&, respectively of (V1) on € with boundary condition u
on 0,D.

By a classical trick, one can reduce attention, for the sake of establishing Theorem to
the special case when g* is non-decreasing with respect to v’ for any (i,5) € I?, rather than
g non-increasing with respect to u/ for any (i,j) € I? with i # j in Assumption mmi).
Note in this regard that g being non-decreasing with respect to u/ for any (i,5) € I? is
in fact equivalent to ¢ being non-increasing with respect to u as a whole, rather than ¢°
non-increasing with respect to w/ for any (i,5) € I? with i # j in Assumption M(iii).

One thus has,

Lemma 12.2 If Theorem holds in the special case when ¢' is non-decreasing with
respect to u? for any (i, ) € I%, then Theorem holds in general.

Proof. This can be established by application of the special case to the transformed func-
tions e fui(t, 2) and e Fvi(t,x) for large enough R. More precisely, under the general
assumptions of Theorem e Bty and e By are respectively P-subsolution and P-

supersolution of the following transformed problem, for (V2),

max (min (= Gip'(t, @) — e Pl (1,2, (2, 2), €™ (Op)r (1, @), T (1, ) — R (1, ),

Ot x) — e_Rtfi(t,:U)),goi(t,m) - e_Rthi(t,m)) =0

on Int,&, supplemented by the terminal condition ¢ = et on 0p€ (and likewise with
h = +oc for (V1) on Int,D, supplemented by the boundary condition ¢ = e~f¥ on 9,D).
Now, for R large enough, Assumption M(iii) and the Lipschitz continuity property of g
with respect to the last variable imply that g(¢,z, eftty, efitz, eRtr) + Ru is non-decreasing
with respect to u. One thus concludes by an application of the assumed restricted version

of Theorem [12.11 O

Given Lemma[12.2] one may and do reduce attention, in order to prove Theorem to the
case where the function g is non-decreasing with respect to u. The statement regarding (12)
in Theorem is then obtained by letting o go to 0 in part (iii) of the next lemma. The
proof of the statement regarding (V1) in Theorem would be analogous, substituting
(V1) to (V2), +00 to h, Int,D to Int,E and C°(E) NCH2(D) to C12(€) in Lemmabelow
and its proof.
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Lemma 12.3 Let Ay = kA where A is the Lipschitz constant of g (cf. Assumption (M.1.1i)
in Section . Given a P-subsolution p and a P-supersolution v of (V2) on &, let q1 be
an integer greater than qo such that p,v € Pgy,, where g2 is provided by our assumption that
w,v € P an Theorem[12.1. Then, assuming g non-decreasing with respect to u :

(1) w = p —v is a P-subsolution of

min (1w, G — A (max(e!) " + [owa] + (Zw)*) ) =0

on € with null boundary condition on 0,E, in the sense that:
ow <0 on dy€, and
o w'(t,z) > 0 implies

=G (ta) — M (max( (1.0) " +10¢ (1 2)o (1) |+ (TP (L)) <0 (21

for any (t,z,1) € Int,€ and ¢ € CH2(E) such that w' — ' reaches a global null maximum at

(t,z).

(ii) There exists C1 > 0 such that the (regular) function
X' (tx) = (14 [a]®)e T

is a strict P-supersolution of
min (x, ~Gx — A1 (x + |9xo] + (T)*) ) =0
on &, in the sense that x > 0 and
— Gx — A1 (x + |9xo| + (ZTx)T) > 0 (215)

on &.
(iii) max;er(w))t < ax on [0,T] x RY, for any a > 0.

This lemma is an adaptation to our set-up of the analogous result in Barles et al. [6] (see also
Pardoux et al. [87] and Harraj et al. [63]). Here are the main differences (our assumptions
are fitted to financial applications, see Part :

(i) We consider a model with jumps in X and regimes represented by N, whereas [6] or [63]
only consider jumps in X, and [87] only considers regimes;

(ii) We work with finite jump measures m, jump size 0 with linear growth in x, and semi-
continuous solutions with polynomial growth in z, whereas [6] or [63] consider general Levy
measures, bounded jumps, and continuous solutions with sub-exponential (strictly including
polynomial) growth in z;

(iii) [6] deals with classical BSDEs (without barriers);

(iv) We consider time-dependent coefficients b, o, whereas [6] considers homogeneous dy-
namics.

Because of these differences we provide a detailed proof in Appendix [B.1]

To conclude this section we can state the following proposition, which sums-up the results

of Theorems [[1.1] and [2.11

Proposition 12.4 (i) The value function u is the unique P-solution, the maximal P-
subsolution and the minimal P-supersolution of (V2) on £ with terminal condition ® on
Op€;

(ii) The value function v is the unique P-solution, the maximal P-subsolution, and the
minimal P-supersolution of (V1) on & with boundary condition u on 0,D. |
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13 Approximation

An important feature of semi-continuous viscosity solutions comparison principles like The-
orem above is that they ensure the stability of the related PIDE problem, providing
in particular generic conditions ensuring the convergence of a wide family of determinis-
tic approximation schemes. These are the so called stability, monotonicity and consistency
conditions originally introduced for PDEs by Barles and Souganidis [9]. See also Briani,
La Chioma and Natalini [30], Cont and Voltchkova [38] or Jakobsen et al. [69] for various
extensions of these results to PIDEs.

The following results thus extend to models with regimes, thus systems of PIDEs, the results
of [9, B0], among others.

The following lemma is standard and elementary, and thus stated without proof.

Lemma 13.1 Let (&y)n>o denote a family of subsets of £, such that for any (t,x,i) € &,
there exists sequences hy,tn, T, verifying

hy, — 0 and E™ > (tn, Tn,i) = (t,z,1) as n — oo.

Let (up)p>o0 be a family of uniformly locally bounded real functions with uy defined on the
set &, for any h > 0.
(1) For any (t,x,1) € &, the set of limits of the following kind:

ngrfoo u}tn (tn, Zn) with hy — 0 and EM 3 (t,, @y, 1) — (t,z,i) asn — oo, (216)

1s non empty and compact in R. It admits as such a smallest and a greatest element:
u'(t,z) <u'(t,x) in R.

(ii) The function u, respectively @, defined in this way, is locally bounded and lower semi-
continuous on &, respectively locally bounded and upper semi-continuous on £. We call it
the lower limit, respectively upper limit, of (up)nso at (t,z,i) as h — 07. We say that up
converges to l at (t,z,i) € £ as h — 0, and we denote :

lim uz(th,xh) =1,
h—0T
Eha(th,zh,i)%(t,z,i)

if and only if u'(t,z) = u'(t,z) = I, or, equivalently:

. i o
nll)l_’I_loo up, (tn, zn) = 1
for any hy, — 0 et EMm > (ty, 2, 1) — (t,7,1).
(iii) If up converges pointwise everywhere to a continuous function u on &, then this con-
vergence is locally uniform:

max |up, —u| —0
EnNC

as h — 0%, for any compact subset C of £. O

Definition 13.1 Let us be given families of operators

G = Gnu(tn, x1) , On = Opu (tn, 1) 5 Tn = Tnul(tn, 1)
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devoted to approximate gui(th, xh), Gui(th,gh) and Zu'(tp, xp,) on &, for real-valued func-
tions u on &, respectively. For L=09, Z or G : B
(1) we say that the related discretisation L, = 0y, Zy, or Gy is monotone, if

Lyt (th, on) < Lyu(th, zp) (217)

for any functions uy < ug on &, with ul (t,xs) = ub(ty, zp);
(ii) we say that the related discretisation scheme (Lp,)n0 is consistent with £ if and only if
for any continuous function ¢ on & of class C1'? around (¢, z,1), we have:

Li(¢ + &) (thsxn) = Lo'(t, ) (218)

whenever h — 0%, &, > (tp, xp,i) — (t,z,i) € E and R > &, — 0.

Assumption 13.2 The function
RYx REX R 5 (u,p,7) — g (-, u,po,r) € RE (219)

is non-decreasing, in the sense that for any (u,p,r) < (v/,p’,7’) coordinate by coordinate in
R? x R? x R, one has ¢'(t, z, u, po'(t,z),r) < gi(t,z, v, p'o’(t,x),r") for any (t,z,i) € £.

Comments 13.1 (i) The previous monotonicity and consistency assumptions are abstract
conditions which need to be verified carefully on a case-by-case basis for any concrete ap-
proximation scheme under consideration (like specific finite difference schemes). We refer
the reader to Cont and Voltchkova [38] (see also Jakobsen et al. [69]) for the complete anal-
ysis of specific schemes under various sets of assumptions. In our case the most stringent
condition seems to be the one regarding the monotonicity of g with respect to p in .
Note however that this condition is obviously satisfied in every of the following three cases:
e the function g = ¢*(¢, z, u, z,7) does not depend on the argument z, which is typically the
case with risk-neutral pricing problems in finance (see Section ;

e 0 is equal to zero, which corresponds to the situation of pure jump models; note however
that our continuity Assumption on 7! fails to be satisfied in this case for domains as
simple as D = {|z| < R} x I, T being defined as in Assumption [10.1(iii);

e the dimension ¢ of the jump-diffusion component X of X is equal to one and 0 is dis-
cretized by decentered forward finite differences, yielding an upwind discretization scheme
for dpo, by non-negativity of o in the scalar case (see, for instance, Kushner and Dupuis
7). | |

(ii) Under the weaker assumption that ¢*(¢, z, u, po*(t,z),r) is non-decreasing with respect
to (p,r) and non-decreasing with respect to u/ for j # i, then the mapping u(t,z)
u'(t,z) := e fui(t,z) for R large enough transforms the problem into one in which As-
sumption holds (see the proof of Lemma . Suitable approximation schemes may
then be applied to the transformed problem, and a convergent approximation to the solution
of the original problem is recovered by setting u’ (t,r) := ef'ui (¢, z).

By (up)n>o uniformly polynomially bounded in (a) below we mean that wuy is bounded by
C(1+ |z|?) for some C and ¢ independent of h.

Lemma 13.2 Let us be given monotone and consistent approximation schemes

(Gn)n>05 (3n)ns0 and (Zn)nso
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for g~, 0 and I respectively, g satisfying the monotonicity Assumption .
(a) Let (up)n=o be uniformly polynomially bounded and satisfy

max (min ( — Grup (thy 2n) — G (thy Ty un (th, 1), (Onuno) (tny 1), Tnul (th, z1)),  (220)

up (th, xn) — fi(thaivh)>a%(th, Tp) — hi(tha$h)> =0 (221)

on Inty€ N & and up, = ® on € N & for any h > 0. Then:

(1) The upper and lower limits w and w of up, as h — 0, are respectively viscosity subsolutions
and supersolutions of (V2) on Inty&;

(ii) One hasu < ® < u pointwise at T.

(b) Let (vp)n>o be uniformly polynomially bounded and satisfy
min ( — Guvl (thy ) — G (b Ty OB (thy ), (On 00 ) (b 1), Tnvlh (ty 1)), (222)

vl (th, Th) — fi(th,xh)) =0 (223)

on IntyDN &L and vy, = w on O,D NEy, for any h > 0. Then:

(1) The upper and lower limits T and v of vy, as h — 0, are respectively viscosity subsolutions
and supersolutions of (V1) on Int,D;

(ii) One has v < u(= ®) < v pointwise at T.

Proof. We only prove (a), since the proof of (b) is similar (cf. the comments preceding
Lemma . Note that one only has v < u < wv at T in (b), and not necessarily v < u < v
on 0,D; see comments in part (ii) below.
(i) We prove that u is a viscosity subsolution of (V2) on Int,E€. The fact that w is a viscosity
supersolution of (V2) on Int,E can be shown likewise. First note that @ < h, by on
Int,&€ N &, inequality ® < h on 9, (cf. (M.2.i)) and continuity of h and ®. Let then
(t*,2*,1) € Int,€ be such that w'(t*, 2*) > ¢ (t*,2*) and (t*,2*) maximizes strictly u’ — ¢’
at zero for some function ¢ € C1?(€). We need to show that (cf. ):

— Gyl (t*,2%) — g' (%, 2%, u(t*, 2%), (po) (t*, 2%), T (t*,2%)) < 0. (224)
By a classical argument in the theory of viscosity solutions (see, e.g., Barles and Souganidis

[9]), there exists, for any h > 0, a point (¢t,z) in [0, 7] x Bg, where By is a ball with large
radius R around z*, such that (we omit the dependence of ¢, z in h for notational simplicity):

uj, < @'+ (un — @)’ (t, ) (225)
with equality at (t,x), and &, = (up — @) (t,z) goes to 0 = (u — ¢)*(t*,2*), whence
ul (t,x) goes to u!(t*,z*), as h — 0 (cf. an analogous statement and its justification in the
second part of the proof of part (ii) below). Therefore u'(t*, z*) > ¢*(t*,z*) implies that
uﬁl(t, z) > li(t,x) for h small enough, whence by (220):

— QNhu%(t, z) — gt (t, x, up(t, ), (Spupo)(t, x),Ihuz(t, x)) <0. (226)
Given ([225)), one thus has by monotonicity of the scheme and of g (Assumption [13.2)):

—Grle+ &) (tx) < g' (t,z,un(t,z), (On(e + &,)0) (8, 2), Tn(p + &) (L, )
< g (t*,x*,ﬂ(t*,m*), (Do) (t*, %), T (t*, x*))

+ (|t = ¢*)) + nr(|lz — 2*[(1 + |(@po)' (t*,2*)])) + kA I?gf(%(ta ) =@ (", a*))*

+ A’(éh((p + fh)U)i(t, ‘T) - (8900')i(t*7 (L'*)‘ + A(Zh((p + gh)i(tv w) - I(pi (t*v x*))Jr )
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where in the last inequality (cf. proof of Lemma [12.3|(i) in Appendix B.1)):
e 1) is a modulus of continuity of ¢* on a ‘large’ compact set around

(", 2%, a(t",2*), (9po) (", a*), Ty' (t*, 2*)) ;

e 7 is the modulus of continuity standing in Assumption [12.1{(ii);
e the three last terms come from the Lipschitz continuity and monotonicity properties of g.
Inequality (224)) follows by sending h to zero in the previous inequality, using the consistency

(218)) of the scheme.

(ii) Let us show further that @ and u satisfy the boundary condition in the so-called weak
viscosity sense on J,E, namely in the case of @ (the related statement and proof are similar
in the case of u): Inequality (224)) holds for any (t*,2*,i) € 9,€ and ¢ € CH2(£) such that

(5, ) > (5, %) v DUt x¥) (227)
and (t*, 2*) maximizes globally and strictly u’ — ¢’ at zero. As in part (i), there exists, for
any h > 0, a point (¢,z) in [0,7] X Br (we omit the dependence of ¢,z in h for notational
simplicity), where Bg is a ball with large radius R around x*, such that inequality (225))

holds with equality at (t,z), and &, = (up, — ) (¢, z), whence ul (t,z) — u'(t*, 2*), goes to
zero as h — 0. Therefore inequality (227) implies that

up (t, ) > 0t z) vV &' (t, x)
for h small enough, whence (¢, z,) € Int,€ and by (220):
— Gpuly (t, @) — g'(t, @, up (t, @), (Gpuno)'(t, ), Tnud (t,2)) < 0. (228)

Inequality (224)) follows like in part (i) above.

Now (note that the following argument only works at T and cannot be adapted to the case of
problem (V1) on the whole of 0yD, cf. comment at the beginning of the proof), by a classical
argument in the theory of viscosity solutions (see Alvarez and Tourin [I, bottom of page 303|
or Amadori [2][3]), any viscosity subsolution or supersolution of (V2) on Int,& satisfying the
boundary condition in the weak viscosity sense on 0,&, satisfies it pointwise at 7. So, in our
case, suppose for instance by contradiction that

@ (T, z*) > (T, z*) (229)

for some a* with (T, 2*) € 0,€. Let us then introduce the function

—C:(T —t) (230)
in which

Ce > sup (231)
(t,2)E[t—n,T]x B1(x*)

G (M) (t,z) + g’ (t, @, a(t, ), <w> (t,z),T <|y_;|2> (t, @)

goes to 0o as € — 0, where By (z*) denotes the closed unit ball centered at z* in R%. There
exists, for any € > 0, a point (¢,z) in [0,T] x Bg (we omit the dependence of (¢, z) in e for
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notational simplicity), where B is a ball with large radius R around z*, such that:
e for any ¢ > 0 the related point (¢, ) maximizes ¢% over [0,T] x Bg,

o (t,x) — (T,z*) and w'(t,z) — @ (T,2*) ase — 0.

To justify the last point, note that by the maximizing property of (¢,z) one has that

pe(T,a*) < ¢i(t,x)
whence in particular (cf. (230]))

|z* — x| —i B ——
f—FCE(T—t)Su(t,x)—u(T,x ) (232)

(T, z*) <u'(t,z) . (233)

Since @ is locally bounded, (232)) implies that (t,z) — (7, 2*) as € — 0, which, joint to the
upper semi-continuity of @ and to (233)), implies that w'(t, z) — u'(T,2*) as € — 0.

Now one has ¢ < ® pointwise at T, therefore joint to the fact that lim. o @' (t,2) =
(T, x*) imply that @'(t,x) > ¢i(t,z), for € small enough. In virtue of the results already
established at this point of the proof, the function (s,y) — @ + C.(T' — s) thus satisfies
the related viscosity subsolution inequality at (¢, z,1), so

C.—G <y_$|2> (t,z) — g (t,x,u(t,x), (2@_3”)0) (t,2),T <M) (t,@) <0,

9 9 9

which for € small enough contradicts (231)). O

Proposition 13.3 Let (up)p>0, resp. (v)p>0, denote a stable, monotone and consistent
approzimation scheme, in the sense that all conditions in Lemma [13.9(a), resp. (b) are
satisfied for the value function u, resp. v. Then:

(a) up, — u locally uniformly on € as h — 0.

(b) vy, = v locally uniformly on € as h — 0, provided vy, — v(=u) on ,DN{t < T}.

Proof. (a) By Lemma [13.2|(a), the upper and lower limits @ and u are P-subsolutions and
P-supersolutions of (V2) on &£. So u < u, by Theorem Moreover u < u by Lemma
13.1{(i). Thus finally w = u, which implies that up — wu locally uniformly on £ as h — 0, by
Lemma [13.1(ii).

(b) By Lemma[13.2(b)(i), v and v are respectively viscosity subsolutions and supersolutions
of (V1) on Int,D. Moreover, they satisfy 7 < u < v at T, by Lemma [13.2(b)(ii). If, in
addition, vy, — v(= u) on HD N{s < T}, then v < u < v on 9D, and v and v are
P-subsolutions and P-supersolutions of (V1) on £. We conclude like in part (a). 0

Remark 13.3 The convergence result regarding v in Proposition m(b) can only be con-
sidered as a partial result, since one only gets the convergence on £ conditionally on the
convergence on d,DN{t < T'}, for which no explicit criterion is given. Moreover the related
approximation scheme vy, is written under the working assumption that the true value for
u is plugged on 9,D in the approximation scheme for v (cf. the boundary condition ‘v, = u
on 8,D N Dy’ in Lemma [13.2b)).
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Part IV

Further Applications

In this part we provide various extensions to the BSDE and PDE results of Parts [l and
[T which are needed for dealing with important practical issues like discrete dividends or
discrete path-dependence in the context of pricing problems in finance.

Let us thus be given a set T= {Ty, 11 ..., T} of fixed times with 0 = Ty < 11 < -+ <
Tm—1 < Ty, = T, representing in the financial interpretation discrete dividends dates, or
monitoring dates in the case of discretely path-dependent payoffs. Let usset, forl=1,...,m

(recall (I39)),

& :gﬂ{Tl_l StSTl}, Int, & :Intpgﬂ{Tl_l §t<Tl} , Op& :51\Intp€l
Dy =DN{L-1 <t<T}, Int,D; = Int,DN{T1_1 <t < T}, 0,D; =& \ Int,D,
E=En{Ti1 <t<Ty}, Dy =Dn{T11 <t<Ti}.

Note that the sets Int,&s, resp. Int,D;s, partition Int,&, resp. Int,D, and that the sets &'s
and &7y, resp. Df's and D N Ep), with ) = {T'} x R? x I, partition &, resp. D.

Discrete dividends on a financial derivative or on an underlying asset (component of the
factor process X') motivate separate developments presented in Sections [14] and respec-
tively. Section [16| deals with the issue of discretely monitored call protection (intermittent
call protection, as opposed to call protection before a stopping time earlier in this article).

14 Time-Discontinuous Running Cost Function

Many derivative payoffs, like for instance convertible bonds (see Section , entail
discrete coupon tenors, that is, coupons paid at specific coupon dates T}s, rather than theo-
retical coupon streams that would be paid in continuous-time. But discrete coupons imply
predictable jumps, by the coupon amounts, of the related financial derivatives arbitrage
price processes at the Tjs. At first sight the resulting pricing problems are not amenable
to the methods of this paper anymore. Note in particular that all the BSDEs introduced
in this paper have time-differentiable driver coefficients (the place for dividends in the case
of pricing equations, see Part , and that the state-process Y of the solution to a BSDE,
which is intended to represent the price process of a financial derivative, can only jump at
totally unpredictable stopping times.

However, as demonstrated in [15, 16 [I7, 18], this apparent difficulty can be handled by
working with a suitable notion of clean (instead of ez-dividend) price process for a financial
derivative (price less accrued interest at time ¢, a notion of price commonly used by market
practitioners). This simple transformation allows one to restore the continuity in time (but
for totally unpredictable jumps) of the price processes, and to fit the set-up and assumptions
of the present paper.

Yet an aside of this transformation is that the resulting running cost function g is not
continuous anymore, but presents left-discontinuities in time at the 7;s. This motivates an
extension of the results of this paper to the case of a running cost function g defined by
concatenation on the &'s of functions g;s satisfying our usual assumptions relative to the
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&s. Definition for viscosity solutions of (V2) and (V1) then needs to be amended as
follows.

Definition 14.1 (i) A locally bounded upper semi-continuous, resp. lower semi-continuous,
resp. resp. continuous, function u on &, is called a viscosity subsolution, resp. supersolution,
resp. resp. solution, of (V2) at (t,z,4) € Int,€, if and only if the restriction of u to & with
(t,z,1) € Int,& is a viscosity subsolution, resp. supersolution, resp. resp. solution, of (V2)
at (t,z,1), relative to & (cf. Definition [10.4|a)).

(ii) A P — viscosity subsolution, resp. supersolution, resp. resp. solution u to (V2) on & for
the boundary condition ® at 7T is then formally defined as in Definition [10.4|b), with the
embedded notions of viscosity subsolution, resp. supersolution, resp. resp. solution, of (V2)
at any (t,z,4) in Int,E defined as in (i) above.

(iii) The notions of viscosity subsolutions, supersolutions and solutions of (V1) at (¢, x,7) €
Int,D, and, given a further continuous boundary condition ¥ on 9,D such that ¥ = ® at T,
of P — viscosity subsolutions, supersolutions and solutions of (V1) on &, are defined similarly

(cf. Definition [10.4c)).

Proposition 14.1 Using Definition [I].1] for the involved notions of viscosity solutions, all
the results of this paper still hold true under the currently relaxed assumption on g.

Proof. In Part [l]] the continuity of g was used first, to ensure well-definedness of the
process g(s, X1, Y ZL V) (cf. for any (Y, Z!, V) € 82 x H2 x ’Hit, and second, for
the stability results of Propositions[8.2{ii) and [8.5|(ii). But it can be checked by inspection of
the related proofs that these stability results are still true under the current assumption on
g. Moreover the process g(s, X!, Y, Zt, VY) is obviously still well-defined under the currently
relaxed assumption on g, for any (Y, Z!, V') € §2 x HZ x Hit'

In Part [T} Theorem still holds true, by immediate inspection of its proof. Moreover,
under the [ by [ version of Assumption [12.1{(ii) on the g;s, Lemma and Theorem
(whence Proposition can be proven together iteratively on [ as follows. Let p and v
denote a P-subsolution and a P-supersolution v of (V2) on £ (the proof would be analogous
for (V1)). Lemma relative to &, is proven in exactly the same way as before. We thus
have (cf. Theorem 1 <von &y, We can then establish likewise the version of Lemma
relative to Em—1 (note that p—v < 0 on dpEp—1, by the first step of the proof). So pu < v
on Ep,—1, and so on until / = 1. Lemma[I3.1]is of course not affected by the relaxation of the
assumption on g. Finally, given Definition |-J4:|, Lemma (a)(i) can be proven exactly as
before, on each Int,&;, and the proof of Lemma[13.2(a)(ii) does not change. Lemma[13.2)(a)
is thus still true, and so is likewise Lemma (b), hence Proposition follows as before.
a

15 Deterministic Jumps in X

15.1 Deterministic Jumps in X

After having considered dividends on a financial derivative with factor process X in Section
[[4], we now want to deal with pricing problems involving discrete dividends at times Tjs
on a primary asset, specifically given as a component of X in our generic factor process
X = (X, N), underlying a financial derivative.
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Note that our basic model X cannot jump at the Tjs, since the jump times of the driving
random measures x and v are totally inaccessible. We thus enrich our model & by the
introduction of deterministic jumps in X at the T;s (instead of discontinuities in the running
cost function g in Section , specifically,

X1, = 0i(X1,-)

where the jump function 6 is given as a system of Lipschitz functions y — 0{ (y) from RZ
into itself, for every i € Il and [ =1,...,m.

Definition 15.1 (i) A Cauchy cascade ®,v on & is a pair made of a terminal condition @
of class P at T', along with a sequence v = (u;)1<j<m, of functions w;s of class P on the &s,
satisfying the following jump condition on R% x I, for every [ = 1,...,m :

ui(Th, @) = 4 (T3, 0 () (234)

where, in case [ = m, uf 41 1s to be understood as ® in the right-hand-side of . A
continuous Cauchy cascade is a Cauchy cascade with continuous ingredients ®, u;s;

(ii) The function defined by a Cauchy cascade ®,v is the function u on &£ given as the
concatenation on the &'s of the s, along with the terminal condition ® at 7.

The formal analogue of Definition for a consistent solution to the Markovian decoupled
Forward Backward stochastic differential equation with data G (including here the jumps
defined by # in X), C and 7 may thus be formulated, where :

e A ‘model & with generator G’ in Definition (a) is to be understood in the sense that
for every [ =1,...,m with t <1Tj,

— X' obeys the dynamics on the time interval [T;_1 V ¢,T}),

— Xl}l = 91(2\%_) and Nrfpl = N%l_,

where the superscript ¢ refers as usual to a constant initial condition (¢,x,4) for X, so
Xtt = (z,1);

e In Definition [6.4(b):

— The deterministic value function w in Definition b)(i) is no longer continuous on &,
but defined by a continuous Cauchy cascade ®, (u;)1<i<m;

— The deterministic value function v in Definition [6.4[(b)(ii) is defined likewise by a contin-
uous Cauchy cascade @, (v7)1<i<m.

One assumes in this section that the lower and upper cost functions ¢ and h are not con-
tinuous on &, but are defined by continuous Cauchy cascades A, (¢;)1<i<m and T, (h)1<i<m
such that £; < h; for every Il =1,...,m, and A < ® < T, whence in particular

Un(T, ) = AT, 0,,(2)) < (T, 0, (x)) < YT, 0,,(2)) = hy, (T, ) (235)

Note that £(s, X!) and h(s, X!) are then quasi-left continuous processes satisfying our stand-
ing assumption (H.2) in Section , as should be in view of application of general reflected
BSDE results.

Suitable semi-group properties analogous to Propositions[8.3|and [8.6)in Part [[T} and existence
of a consistent solution in the above sense to the Markovian decoupled Forward Backward
SDE with data G, C and 7 (cf. Theorems , and Proposition in Part , can then
be established like in Part [II] (see also Theorem in Part [[V|below).
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Remark 15.2 The fact that the value functions v and v are defined by continuous Cauchy
cascades can be established much like Theorem below. However the proof is much
simpler here. For this reason we provide no proof here, referring the reader to the proof of
Theorem [16.12] for similar arguments in a more complex situation.

The next step consists in deriving analytic characterizations of the value functions u and
v in terms of viscosity solutions to related doubly reflected and reflected partial integro-
differential problems.

Reasoning as in Part (cf. the proof of Proposition for a review of the main argu-
ments), one can thus show,

Proposition 15.1 Under the currently extended model dynamics for X (with deterministic
Jumps in X as specified by 0):

(i) All the results of Part still hold true, using the previously amended notions of solutions
to the related FBSDFEs;

(ii) For everyl=1,...,m,

e vy is the unique P-solution, the maximal P-subsolution and the minimal P-supersolution
of (V2) on & with terminal condition uj, | (T},0;(x)) — with w41 in the sense of ®, in case
l=m — on 0,&,

e vy is the unique P-solution, the maximal P-subsolution and the minimal P-supersolution
of (V1) on & with boundary condition w; on 0,D.

Part (ii) of this Proposition is thus the generalization to the present set-up of Proposition
in Part [[T]] As for the approximation arguments of Section they can only be used
in the present set-up for establishing that, for | decreasing from m to 1:

e u; ;, — u; locally uniformly on & as h — 0, under the working assumption that the true
value for uj(T},z) = uj_;(T;,0)(x)) is plugged at T} in the approximation scheme for wu;;

e v, — v locally uniformly on & as h — 0, under the working assumption that the
true value for wu; is plugged on 9,D; in the approximation scheme for v;, and provided
ULh — v(= ) on ale N{t <T;}.

Of course, in practice (cf. also Remark :

e y; is only approximately known at 7 (except for [ = m) when it comes to approximating
u; on &, using the already computed function w415, at T; as input data;

e v; is only approximately known on 8le when it comes to approximating v; on &, using
the already computed function u; on 9,D; as input data.

There is thus need for improvement in these approximation results.

15.2 Case of a Marker Process N

We motivated the introduction of deterministic jumps in the factor process X in Section|[15.1
by its use in modeling discrete dividends on a primary asset underlying a financial derivative,
the primary asset being given as one of the components of X in our generic factor process

X =(X,N).

Still in the context of pricing problems in finance, there is another important motivation
for introducing deterministic jumps in the factor process X, related to the issue of exten-
sion of the state space when dealing with discretely path-dependent financial derivatives.
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To make it as simple as possible, let us thus consider an European option with payoff
®(St,, 51y, - - -, 57,,) at maturity time T, = T, where S represents an underlying stock
price process. Such payoffs are for instance to be found in cliquet options, volatility and
variance swaps, or discretely monitored Asian options. As is well-known, these can often be
priced efficiently by PDE methods after an appropriate extension of the state space. We
refer the reader to Windcliff et al. [95], [94] for illustrations in the cases of cliquet options
and volatility and variance swaps, respectively.

Now, provided one works with a suitably extended state space, the methods and results
of the present paper are indeed applicable to such forms of path-dependence, with all the
consequences in terms of pricing and hedging developed in Part [I|

Let us thus assume S to be given as a standard jump-diffusion, to fix ideas. A first possibility
would be to introduce the extended factor process X; = (St,S?,...,Sgnfl), where the
auxiliary factor processes S's are equal to 0 before T; and to Sr, on [T},T]. Since this
extended factor process X exhibits deterministic jumps at times 1;s, we are in the set-up of
Section [15.1] (case of a degenerate model X = (X, N) = X therein), which provides a second
and important motivation for the developments and results of Section [I5.1}

But this state space extension is not the only possible one. Exploiding the specific nature
of the payoff function ®, more parsimonious alternatives in state spaces like R? for some
d < m rather then R™ above can often be found (see, e.g., Windcliff et al. [94] [95]).

An extreme situation in this regard is the one where it is enough to know whether the values
of S at the T;s are above or below some trigger levels, so that it is enough to extend the factor
process into X; = (X, Ny), where X; = S; and where the marker process Ny represents a
vector of indicator processes with deterministic jumps at the T;s. By deterministic jumps
here we mean jumps given by deterministic functions of the St,_s, or equivalently, since S
can only jump at totally unpredictable stopping times, of the Sts.

One would thus like to be able to address the issue of discretely monitored call protection T,
like for instance,

Example 15.3 Given a constant trigger level S and an integer 1,

(i) Call possible from the first time 7 that S has been > S at the last « monitoring times,
Call protection before T,

Or more generally, given a further integer j > 1,

(ii) Call possible from the first time 7 that S has been > S on at least 2 of the last 7
monitoring times, Call protection before 7.

As we shall see as an aside of the results of Section (cf. Section @, it is actually
possible to deal with such (and even more general, see Example @ 16.6) forms of path-
dependence, resorting to a ‘degenerate variant’ X = (X, N) of the general jump-diffusion
setting with regimes of this paper, in which X is a Markovian jump-diffusion not depending
on N, and the I-valued pure jump marker process N is constant except for deterministic
jumps at the Tjs, from N%li to

Nf, = 0, (Xf, ), (236)

for a suitable jump function 6.
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Comments 15.1 In this set-up,

(i) In the notation of Section F,+ is embedded into Fy« which is itself embedded into
Fpe VF,¢. Therefore F' = Fp: VF,: VF, = Fpe VEF, ¢, where (Fpe V F, ¢, P%; BY, x?) has the
local martingale predictable representation property (same proof as Proposition (11)) As
a consequence, there are no v' — martingale components in any of the related forward or
backward SDEs.

(ii) Since X does not depend on N, the error estimate on X and the estimates on Y in
Proposition are still valid, independently of the error estimate on N. Incidentally
note that the latter estimate does not hold anymore, since N now depends on X via ,
even under the original measure P (before the change of measure to P*).

15.3 General Case

The situations of Sections and [I5.2) can both be regarded as special cases, covering
many practical pricing applications, of deterministic jumps of the factor process X at fixed
times 7;s. However from the mathematical point of view it is interesting to note that the
general case of deterministic jumps of X from X7,_ to Xy = 6;(Xp—) at the Tjs, for a
suitable function 6, seems difficult to deal with. Indeed, as soon as N depends on X via its
jumps at the Tjs (even under the original measure P):

e First, the error estimate on N is not valid anymore. The error estimate on
X and the continuity results on y and ) in Propositions (11 and . (ii), which all rehed
on ([136]), are therefore not available either (at least, not by the same arguments as before),
unless we are in the special case of Section where X does not depend on IV;

e Second, the martingale representation property of Proposition (ii) under the original
measure P, which was used to derive the martingale representation property under the
equivalent measure P! at Proposition (ii), becomes subject to caution, inasmuch as N
and B are not independent anymore (not even under the original measure P), unless we are
in the special case of Section where F! = Fp: Vv Fye

16 Intermittent Upper Barrier

16.1 Financial Motivation

A more general form of call protection than those considered earlier in Parts [[I] and [IT]]
consists in ‘intermittent’ (or ‘Bermudan’) call protection. In the financial set-up of Part
this involves considering generalized upper payoff processes of the form

Ut = QfOO + QtUt (237)

for given cadlag event indicator processes €y, Q2 = 1 — €, rather than more specifically (cf.

([07))
Uy = ]l{t<T}OO + ]l{tzq—}Ut (238)

for a stopping time 7.

Let a non-decreasing sequence of [0, T']-valued stopping times 7;s be given, with 7o = 0 and
7 =T for [ large enough, almost surely. We assume that a call protection is active at time
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0, and that every subsequent time 7; is a time of switching between call protection and no
protection. Thus, for ¢ € [0,T],

where [; is the index [ of the random time interval [T7,7;41) containing t.

Remark 16.1 Considering sequences 7 such that 9 = 7 = 0 and 7 > 0 almost surely, one
recovers in this formalism the case where the protection is inactive on the first non-empty
time interval.

In the special case of a doubly reflected BSDE of the form with a generalized effective
call payoff process U as of , therein, the identification between the arbitrage or
infimal super-hedging price process of the related financial derivative and the state-process
Y = 1II of a solution, assumed to exist, to , can be established by a straightforward
adaptation of the arguments developed in Part [I| (see Section .

Remark 16.2 We shall see shortly that in the present set-up the possibility of jumps from
finite to infinite values in U leads to relax the continuity condition on the process K in the
Definition of a solution (see Definition below). This is why one is led to a notion
of infimal (rather than minimal) super-hedging price in the financial interpretation. See
Bielecki et al. |16, Long Preprint Version| or Chassagneux et al. or [32] for more about this.

However doubly reflected BSDEs with generalized upper barriers as of , are not
handled in the literature. This section aims at filling this gap by showing that such BSDEs
are well-posed under suitable assumptions, and by establishing the related analytic approach
in the Markovian case.

To start with, the results of Section extend to more general RIBSDEs (see Definition
and Remark the abstract RDBSDE results of Crépey and Matoussi [42]: general
well-posedness (in the sense of existence, uniqueness and a priori estimates) and comparison
results. In order to recover the results of [42], simply consider in Sectionthe special case
of a non-decreasing sequence of stopping time 7 = (77);>0 such that 7, = 7" almost surely, so
71 =719 =T for |l > 2 — with the only difference that the component K of a solution to an
RDBSDE is by definition given as a continuous process, whereas this continuity condition
on K has to be relaxed in the case of a more general RIBSDE.

We then deal with the Markovian case in Section [16.3

16.2 General Set-Up

In this section one works in the general set-up and under the assumptions of Section[5] Let us
further be given a non-decreasing sequence 7 = (77);>¢ of [0, T]-valued predictable stopping
times 738, with 79 = 0 and 7; = T for [ large enough, almost surely. The RIBSDE with data
(9,&,L,U,T), where the ‘I’ in RIBSDE stands for ‘intermittent’, is the generalization of a
R2BSDE in which the upper barrier U is only active on the ‘odd’ random time intervals
[To141, Tor42). BEssentially, we replace U by U in Definition (a)(iii), with for ¢ € [0, 77,

U = 1y, evenyo©o + Ly, oqdy U (240)
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with l; defined by 7;, <t < 7;,4+1. However this generalization leads to relax the continuity
assumption on K in the solution. Let thus A% stand for the space of finite variation but not
necessarily continuous processes K vanishing at time 0, with (non-decreasing, null at time
0) Jordan components denoted as usual by K.

Definition 16.3 An (Q,F,P), (B, u)-solution Y to the RIBSDE with data (g,&,L,U,T) is
a quadruple Y = (Y, Z,V, K), such that:

(i)YeS2,Ze7-L2,Ve7-L2,KeA2,
(ii)Yt—§+/ 9:(Ya, Z, Vi)ds + K - K,
—/ ZsdBg / /V p(ds,de) , t € (0,17,
t
(iii) L<Y on[0,7],Y <U on [0,T]

T
and / (Vi — Ly )dK; :/ (Up- — Y- )dK; =0,
0 0

where U is defined by (240, and with the convention that 0 x +oco = 0 in (iii).

Remark 16.4 In the special case when 79 = T a.s. (so 7p = 7o = T for [ > 2), the RIBSDE
with data (g,&, L,U, ) reduces to the RDBSDE with data (g,&, L,U, 1) (see Definition
5.4((ii)). If moreover 73 = 0, then one deals with an R2BSDE.

16.2.1 Verification Principle

Given t € [0, T}, let T; denote the set of [t, T]-valued stopping times. The following Verifica-
tion Principle, stated without proof, is an easy generalization of Proposition in Part [[T}
From the point of view of the financial application, this result can be used to establish the
abovementioned connection between the arbitrage price process of a game option with call
protection 7 and the state-process Y of a solution, assumed to exist, to the related RIBSDE

(see Remark [16.2)).

Proposition 16.1 (Verification Principle) If )Y = (Y, Z,V, K) solves the RIBSDE with
data (g,&, L,U,T), then the state process Y is the conditional value process of the Dynkin
game with payoff functional given by, for any t € [0,T] and p,0 € T,

J(t;p,0) = /tpw 9s(Ys, Zs, Vi)ds + Lol g pro—pry + Uplipcoy + ELpppno=r -
More precisely, for every € > 0, an € — saddle-point of the game at time t is given by:
pizinf{se [t,T]; YSZUU—e}AT, Qf:inf{se t,T]; Ys SLu—l—e}AT.
So, for any p,0 € xT,

E[J(t;7,0)|F] —e < Vi < E[J(t;p,0)|F] +¢. (241)
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Of course, given the definition of U in , this Dynkin game effectively reduces to a
‘constrained Dynkin game’ with upper payoff process U (instead of U in Proposition ,
which would be posed over the constrained set of stopping policies (p, #) € T; x T;, where T;
denotes the set of the Uj>o[ro41 V t, To142 V ) U{T'} — valued stopping times. In particular,
one has,

p7 :inf{s € U120[7'2[+1 Vi, Too VE); Yy > Uu—z’:‘} AT .

16.2.2 A Priori Estimates and Uniqueness

Recall that a quasimartingale L is a difference of two non-negative supermartingales. The
following classical results about quasimartingales can be found, for instance, in Dellacherie
and Meyer [46] (see also Protter [91]).

Lemma 16.2 (i) (See Section VI.40 of [46]) Among the various decompositions of a quasi-
martingale X as a difference of two non-negative supermartingales X' and X?, there exists
a unique decomposition X = X' — X2, called the Rao decomposition of X, which is minimal
in the sense that X' > X1 X2 > X2 for any such decomposition X = X' — X2,

(ii) (See Appendix 2.4 of [46]) Any quasimartingale X belonging to S8? is a special semi-
martingale with canonical decomposition

Xe=Xo+ M+ A, t€]0,T) (242)
for a uniformly integrable martingale M and a predictable process of integrable variation A.

The following estimates are immediate extensions to RIBSDEs of the analogous results which
were established for R2BSDEs and RDBSDEs in [42].

Theorem 16.3 We consider a sequence of RIBSDFEs with data and solutions indexed by n,
but for a common sequence T of stopping times, and with lower barrier L,s given as quasi-
martingales in S?, with predictable finite variation components denoted by Ans (cf. )
The data are assumed to be bounded in the sense that the driver coefficients g" = g;*(y, z,v)’s
are uniformly A — Lipschitz continuous in (y,z,v), and one has for some constant c; :

167113 + 1197(0,0,0) 132 + IIL"[[32 + U I3 + [ A™ I3 < e - (243)
Then one has for some constant c¢(A) :

Y™ 1% + 127152 + 1Vl + 1K™ 5 + 1K™ 7lI5 < c(A)er . (244)

2
HHZ
Indexing by ™P the differences - — P, one also has:

HY”%P

S 125 + VTPl + 1K™ Il5 < (245)
o).

Assume further dA™~ < ajdt for some progressively measurable processes o™ with ||a™| 42
finite for every n € N. Then one may replace | L"||%, and |L™P||s2 by [|L™|3,2 and ||L™P |32

m and .

c(A)er (Hﬁ”’pH% + gt P, 20 V) R + L |s2 + U™
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Suppose additionally that ||a™| 2 is bounded over N and that when n — oo :

o g"(Y., Z.,V.) H%-converges to g.(Y., Z., V.) locally uniformly w.r.t. (Y,Z,V) € S2><’H3><HZ,
and

o (&", L™, U™) L? x H? x S?-converges to (&, L,U).

Then (Y™, Z", V", K") §? x H2 x Hi x S2-converges to a solution (Y, Z,V, K) of the limiting
RIBSDE with data (g,&,L,U,7). Moreover, (Y,Z,V,K) also satisfies f ‘with,

n = oo’ therein.

Moreover, in the special case L™P = U™P = 0, one has like for R2BSDEs (cf. Appendix A of
[42]) that estimate (245 holds, with L™P = U™P = 0 therein, irrespectively of the specific
assumptions on the L,s in Theorem In particular,

Proposition 16.4 Uniqueness holds for an RIBSDE satisfying the standing assumptions
(H.0)-(H.1)-(H.2).

16.2.3 Comparison

In this section we specialize the general assumption (H.1) in Section to the case where
(cf. section 4 of [42])

gt(y7 Z,’U) = gt (3/7 Z,/

| v(me)(e) plde)) (246)
for a P-measurable non-negative function ne(e) with |n]; uniformly bounded, and a P ®
B(R) ® B(R'®?) ® B(R)-measurable function g : Q x [0,T] x R x R'®? x R — R such that:
(H.1.i)’ §.(y, 2,7) is a progressively measurable process, for any y € R, z € R'®? r ¢ R;
(H.1.ii)’ {|g.(0,0,0) |32 < 4o0;

(H.1.ii)’ [ge(y,2,7) — 3y, 2, 7")] < AMly = ¢/| + |z = 2| + |[r = ¢’|), for any ¢ € [0,T7,
y,y €R, 2,2 € R1® and r, 7’ € R;

(H.1.iv)’ r = G;(y, z,7) is non-decreasing, for any (¢,7,z) € [0,T] x R x R!®4,

Using in particular the fact that

/E (v(e) — v/ (€))me)cule) plde)| < v — v/lylm]

with |7 ¢ uniformly bounded, so g defined by (246 satisfies (H.1).

The following RIBSDE comparison result is then an easy generalization of the R2BSDE
comparison result of Crépey and Matoussi [42].

Theorem 16.5 Let (Y, Z,V.K) and (Y',Z', V', K') be solutions to the RIBSDFEs with data
(9,6, LU, T) and (¢, &, L', U, 7") satisfying assumptions (H.0)—(H.1)-(H.2). We assume
further that g satisfies (H.1)". Then Y <Y’ dP ® dt — almost everywhere, whenever:

(i) £ <& P — almost surely,

(1) g.(Y', Z!, V") < (Y, Z!, V"), dP @ dt — almost everywhere,

(iii) L < L' and U < U', dP® dt — almost everywhere, where U is defined by @) and U’

is the analogous process relative to 7’.
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16.2.4 Existence

We work here under the following square integrable martingale predictable representation
assumption:
(H) Every square integrable martingale M admits a representation

t t
M, = M, +/ Z, dB, +/ / Vi(e)fi(ds,de), t € [0,T] (247)
0 0 JE

for some Z € 7-[(21 and V € 7—[2

We also strengthen Assumption (H.2.i) into:

(H.2.i) L and U are cadlag quasi-left continuous processes in S2.

Recall that for a cadlag process X, quasi-left continuity is equivalent to the existence of
sequence of totally inaccessible stopping times which exhausts the jumps of X, whence
PX = X._ (see, e.g., Jacod—Shiryaev [67, Propositions 1.2.26 page 22 and 1.2.35 page 25]). We
thus work in this section under assumptions (H)—(H.0)—(H.1)-(H.2)’, where (H.2)’" denotes
(H.2) with (H.2.i) replaced by (H.2.i)’ therein.

Finally we postulate the so-called the Mokobodski condition (see [42]), namely the existence
of a quasimartingale X with Rao components in S? and such that L < X < U over [0,77]. In
view of Lemma [16.2] This is tantamount to the existence of non-negative supermartingales
X1, X? belonging to S? and such that L < X! — X2 < U over [0,T]. X is then obviously
a quasimartingale in S2. The Mokobodski condition is of course satisfied when L is a
quasimartingale with Rao components in S2, as for instance under the general assumptions

of Theorem [16.3

The following two lemmas establish existence of a solution in the special cases of RIBS-
DEs that are effectively reducible to problems with only one call protection switching time
involved.

The first case of this kind is that of a RDBSDE (or RIBSDE with 7 = T, see Remark [16.4)).

Lemma 16.6 Assuming (H)—-(H.0)—-(H.1)-(H.2)’ and the Mokobodski condition, then, in
the special case when 19 = T almost surely, the RIBSDE with data (g,§,L,U,T) has a
(unique) solution (Y, Z,V, K). Moreover K is continuous.

Proof. Under the present assumptions, existence of a solution to a RDBSDE was established
in Crépey and Matoussi [42] (in which continuity of the related process K is part of the
definition of a solution), by ‘pasting’ in a suitable way the solution of a related R2BSDE
over [1a,T| with that of a related RBSDE over [0, 2]. O

We now consider the case where m = 0 and 73 = T almost surely, so that the upper barrier
U is effectively active on [0,72), and inactive on [r2,T") (cf. Remark [16.1)).

Let [0] denotes the graph of a stopping time 6.

Lemma 16.7 Assuming (H)-(H.0)-(H.1)-(H.2)’ and the Mokobodski condition, then, in
the special case when 0 = 71 < 15 < 73 = T almost surely, the RIBSDE with data
(9,&, L, U, 7) has a solution (Y, Z,V,K). Moreover, K™ is a continuous process, and

{(w,1); AKS #0} C [, AY;, = AK .
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Proof. The solution (Y, Z,V, K) can be obtained by an elementary two-stages construction
analogous to that used for establishing existence of a solution to a RDBSDE in [42], by
‘pasting’ appropriately the solution (}/}, A , YA/, K ) of a related RBSDE over the random time
interval [r9, T], with the solution (Y, Z,V, K) of a related R2BSDE with terminal condition
Y,, = min(Y;,,U,,) over the random time interval [0,7]. The detail of this construction
appears in the statement of Theorem (1) below. In particular AK_ is set in order to
satisfy the constraint that Y;, < U,, = U;,. Note in this respect that the process U cannot
jump at 72, by Assumption (H.2.i)” and the fact that the 7;s are predictable stopping times.
The random measure p cannot jump at the predictable stopping time 7 either. Therefore
the process (Y, Z,V, K) resulting from this construction is such that

Y‘rg— = UTQ = U‘rg— = U‘I‘Q—7

so that the jump of K~ at 7o respects the minimality condition corresponding to the last

identity in Definition [16.3](iii). O

Iterated and alternate applications of Lemmas [16.6] and [I6.7] yield the following existence
result for an RIBSDE,

Theorem 16.8 Let us be given a RIBSDE with data (g,&, L, U, 7). We assume (H)-(H.0)-
(H.1)-(H.2)’, the Mokobodski condition, and Tp+1 = T almost surely for some fized index
m.

(i) The following iterative construction is well-defined, for 1 decreasing from m to 0: Y' =
(YL, ZL VU K is the (Q,F,P), (B, 1) — solution, with K' continuous, to the stopped RBSDE
(for | even) or R2BSDE (for | odd) on [0,T] with data

g, Yilti ) L y TI+1 (l 6’0671) (248)
g, min(Y!HL U, ), L, U, ny1 (1 odd)

Ti41? 7 Ti+1

where, in case | =m, Yﬁlﬂ is to be understood as & (so min(Yﬁlﬂ, Ur,,) =min({,Ur) = §).

(ii) Let us define Y = (Y, Z,V,K) on [0,T] by, for everyl =0,...,m:
o (Y, Z,V)=(Y', ZL, VY on [1,7141), and also at Ty =T in case | = m,
o dK = dK'! on (1;,7141),

AK, =Y! —min(Y.,U,) = AY,, (=0 for | odd)

U T

and AKp = AYy = 0.

ThenY = (Y, Z,V,K) is the (0, F,P), (B, u) — solution to the RIBSDFE with data (g,§, L, U, T).
Moreover, KT is a continuous process, and

{wt); AK; #£0C | [0l, Ay =AK"on |J [n].

{1 eveny {l even}

Remark 16.5 A natural conjecture is that under (H)-(H.0)-(H.1)-(H.2)" and the Moko-
bodski condition, the RIBSDE with data (g,&, L, U, 7) has a solution (Y, Z,V, K). In other
words, our guess is that it is possible to get rid of the condition that 7,,41 = T almost surely
for some fixed index m in Theorem In the case of a Brownian filtration (so F = Fp and
there is no random measure p involved), this actually follows by application of the results of
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Peng and Xu [89]. More precisely, this follows from an immediate extension of these results
to the case of an RU{+o00} — valued upper barrier U, noting that the results of Peng and Xu
[89], which are based on Peng [88], even if stated for real-valued barriers, only use the fact
that U~ = U~ lies in S?. This is of course verified under the standing assumption (H.2.i) of
this paper (see section . Moreover it is apparent that the penalization approach and the
related results of Peng [88] and Peng and Xu [89] can be extended in a rather straightforward
way to the more general case of a filtration F = Fp V F,,, which would then establish the
above conjecture. Since Theorem [I6.8] is enough for our purposes in this article, we shall
not push this further however.

16.3 Markovian Set-Up
16.3.1 Jump-Diffusion Set-Up with Marker Process

We now specify the previous set-up to a Markovian jump-diffusion model with marker X =
(X, N) as of Section in which X is a Markovian jump-diffusion not depending on N,
and the I-valued pure jump marker process N is constant except for deterministic jumps at
the times T}s, from N%r to

Nf, = 0,(Xf, ), (249)

for a suitable jump function 6.

Again (see Remark , in this set-up:
o (Ft =Fp: Vv ]Fxt,]P)t; B, x%) has the local martingale predictable representation property,
e The error estimate (137) on X is still valid.

Let us set, for a regular function u over [0,T] x R? (cf. (113) and the related comments):

Gu(t,z) = Owu(t,z) + %Tr[a(t, z)Hu(t, )] + du(t, 2)b(t, ) (250)
[ (ult @+ 6t 2,)) — ult,@)) £ (1w, y)mldy)
R4
with
Bt ) = bt ) — / 5(t, 2,9 f(t, 2, y)m(dy) (251)
R4

In the present set-up G defined by ([250)) is thus the generator of the Markov process X.

We now consider a Markovian RIBSDE with underlying factor process X = (X, N). More
precisely, let us be given a family of RIBSDEs parameterized by the initial condition (¢, z, 1)
of Xt (where the superscript ! stands as usual in this article in reference to (¢, x,1)), with
the following data:

e The generator G of X defined by , and the specification of the jump size function 6
of N in ,

e Cost data C as of Section [6.4] assumed here not to depend on i € I,

e 7 defined by 7¢ = ¢ and, for every [ > 0 (to be compared with Hypothesis (iii) in Part
I1I)):

T =inf{s > 74 NE @ AYAT | 75, =inf{s >4 1 N € A} AT, (252)
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for a given subset A of I, resulting in an effective upper payoff process U of the Markovian
form of (237) corresponding to the event-process

QL = Tnega - (253)

Observe that since the cost data do not depend on %, the only impact of the marker process
N is via its influence on 7. Also note that the 7;s effectively reduce to T-valued stopping
times, and that one almost surely has 7,41 = T.

This Markovian set-up allows one to account for various forms of intermittent path-dependent
call protection. Denoting by S! the first component of the R%valued process X! and by S
the first component of the mute vector-variable x € R?, one may thus consider the following
clauses of call protection, which correspond to Example [£.4]in Part [I|

Example 16.6 Given a constant trigger level S and an integer 2 < m, 7 of the form ([252)
above, with:
(i) I=10,...,2}, A={0,...,2— 1} and 6 defined by

5 i+1) A, S>8
61(x>_{(() ) S<8§

(which in this case does not depend on [). With the initial condition N} = 0, N! then repre-
sents the number of consecutive monitoring dates Tjs with Srfpl > S from time s backwards
since the initial time ¢, capped at 2. Call is possible whenever N! > 1, which means that S:
has been > S at the last 2 monitoring times since the initial time ¢; Otherwise call protection
is in force;

Or more generally, given a further integer j > 1,

(ii) I = {0,1}7 for some given integer 3 € {1,...,m}, A = {i € I;]i] <} with |i] =
> 1<j<, by, and 0 defined by

Hll(w) = (152X7i17 cee 7id71)

(independently of 7). With the initial condition Ny = 0,, N! then represents the vector
of the indicator functions of the events StTl > X at the last 7 monitoring dates preceding
time s since the initial time ¢. Call is possible whenever |N{| > 1, which means that S has
been > S on at least 2 of the last y monitoring times since the initial time ¢; Otherwise call
protection is in force.

16.3.2 Well-Posedness of the Markovian RIBSDE

In the present set-up where F! = Fpg: V [+, there are no v! — martingale components in

any of the related forward or backward SDEs, and the definitions of g and g (cf. (119),
(1160))) reduce to the following expressions, where in particular v denotes a generic element
v e MR, BR?), m(dy); R) :

5. X 200) = g5, Xy 2078) with 78 = 70) = [ o) (s, XL ym)
(254)

s, X019 2,7) = (s, X 278) + (7% = 7) with 7= 700) = | ol)m(dy)

Accordingly, the V¢-component of a solution to any Markovian BSDE (cf. Theorem [16.9)
lives in ’Hit = Hit.
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Proposition 16.9 (i) The following iterative construction is well-defined, for | decreasing
from m to 0: Yt = (Ybt Zbt VB KN s the (Q,FEPY), (B, ut) — solution, with Kbt
continuous, to the stopped RBSDE (for | even) or R2BSDE (for 1 odd) on [t,T] with data

]l{s>t}§(stLf,y,z,v) , YTllti’t , sVt XL, , TltH (I even) (255)
ﬂ{s>t}§(s,X§,y,z,v) , min(yjlt—:?t,h(Tlt+1’Xff+1)) L sV, XL, h(sVit XL, , Tlt_H (1 odd)

where, in case l = m, YTlt—H’lt is to be understood as ®(X%).
+1

Let Yt = (Yt, Zt Vi, Kt) be defined in terms of the VYits as ) in terms of the Vs in Theorem
(u) So in particular Yt =Yt on [Tlt,TltH), for every 1l =0,...,m, and

Y ieA
V=< ht 256
t { }/t].,t7 Z¢ A ( )

Then Yt is the (Q,F!, PY), (B, ut) — solution to the RIBSDE on [t,T] with data
§(87 X§7y’ Z7 U) Y Q(X%) ) /g(s? X;) ’ h(87)(8t) ? Tt N (257)

(ii) For every | = 0,...,m, we extend Y5t by Y}/l’t, and Ki’t, Z% and V5 by 0 on [0,1].
Then, for every l =m,...,0: Yot = (Ybt ZUt Vit KUt gs the (Q,F,P), (B, ) — solution,
with K% continuous, to the stopped RBSDE (for 1 even) or R2BSDE (for | odd) on [0, T]
with data as of , with g instead of g therein.

Proof. Part (i) follows by application of Proposition m Identity (256) simply results
from the fact that, since Y* = Y on (7, TltJrl),

vi=Y", NieA (258)
Y/ =Y, N¢A
with N = i. Part (ii) then follows from part (i) as in the proof of Theorem [8.4] O

Our next goal is to derive stability results on Y*, or, more precisely, on the Y'ts. Toward
this end a suitable stability assumption on 7! is needed. Note that in the present set-up
assuming the TltS continuous, which would be the ‘naive analog’ of Assumption would be
too strong for practical purposes. This is for instance typically not satisfied in the situations
of Example [I6.6] One is thus led to introduce the following weaker

Assumption 16.7 Viewed as a random function of the initial condition (¢, z,7) of X', then,
at every (t,z,1) in &, 7 is, almost surely:

(i) continuous at (t,z,4) if t ¢ T, and right-continuous at (¢, z,7) if t € T,

(ii) left-limited at (¢,x,17) if ¢ =T} € Tand 6; is continuous at (z,1).

By this, we mean that:

o i — 7Uif (ty,wpn,1) — (t,x,4) with t & T, or, for t = T; € T, if E11 > (tn, Tn,i) —
(Th Z, i);

o if & > (ty,xn,i) = (t = T}, 2,i) and that 6; is continuous at (z,i), then 7» converges
to some non-decreasing sequence, denoted by 7¢, of predictable stopping times, such that in
particular 7’7 =T forl>m+1.
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Definition 16.8 One denotes by Yt = (jivl’t)oggm, with Yit = (?l’t,zl’t,f/l’t,f?l’t) and
KUt continuous for every I = 0,...,m, the sequence of solutions of stopped RBSDEs (for

even) or R2BSDEs (for [ odd) which is obtained by substituting 7¢ to 7 in the construction
of V! in Theorem M(l)

Observe that since the 738 are in fact 7-valued stopping times:

e The continuity assumption effectively means that 7, t" = 7} for n large enough, almost
surely, for every [ =1,...,m+ 1 and £ 3 (t,, Tn,7) — (t z,i) €& witht ¢ T,

e The right—continuity, resp. left-limit assumption, effectively means that for n large enough
Tlt” = Tlt, resp. 7~'lt, almost surely, for every | = 1,...,m + 1 and &4 3, resp. & >

(tn, T, i) = (T}, z,1) € E.

Remark 16.9 It is intuitively clear, though we shall not try to formally establish at the
level of this article, that Assumption is satisfied in the situations of Example [16.6] in
case the jump-diffusion X is uniformly elliptic in the direction of its first component S (cf.
Example [8.2). We refer the reader to [32] for a precise statement and proof in a diffusion
set-up.

Moreover we make the following additional hypothesis on the upper payoff function h,
whereas the lower payoff function ¢ is still supposed to satisfy assumption (M.3). Also
recall that in this section the cost data C, including the function h, do not depend on i € I.

Assumption 16.10 h is a Lipschitz function of (¢, ).
Then,

Theorem 16.10 Let V! = (V'')o<i<m and V= (jl’t)gglgm be defined as in Theorem

(Z’) and Definition respectively. Then, for everyl =m,...,0:
(i) One has the following estimate on Y,

IYE 5 + 12505 + V5 + 1K 5 < OO+ [2f*) . (259)
Moreover, an analogous bound estimate is satisfied by )7“;
(ii) ' referring to a perturbed initial condition (t,,Tn,1) of X, then:
o in caset ¢ T, Yhin S? x Hfl X ’Hi x 82 — converges to Y as £ 3 (tn, xn,1) — (t,x,1);
eincaset =Ty € T:
— Yhtn 82 x H2 x H2 x 8§ — converges to VO as Epyy D (tn, Tn, 1) — (t,2,9);
— if Oy is continuous at (z,i), then Ybin S% x H2 x 7-[2 x 82 — converges to Y as =)
(tn, Tn,i) — (t,z,1).

Proof. Under Assumption these results can be established, recursively on [ decreasing
from m to 0, by easy amendments to the proof of Proposition [8.5]in Appendix[A.3] using As-
sumption |16.10| for controlling new terms in ||A(tV AT/, 4, Xtt/\T ) h(tn- AT, Xt” e, )| s2
and |[h(tV - A Tl+1,Xtt/\~t ) — h(ty - ?fﬁl,Xt _ )||s2 that arise (for [ odd) in the rlght-
hand-side of the analogs of inequality . O

~tn
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16.3.3 Semi-Group and Markov Properties

Let ! refer to the constant initial condition (t,z,7) as usual. Let X* = (X* N?) and ! =
(Y*, Z', V' K") be defined as in Section [16.3.1]and Theorem respectively. Given t' > ¢,
let F btand for (F'),>y with for r > ¢/

F =o(xiy\| F

Let 7/ =tV Tt in the sense that 7/ = ¢/ V 7f, for | = 1,...,m + 1. As for F¥' = (Ft'),>p,
IP’tl, BY and u , they are defined as usual as in Sections 2, with ¢’ instead of ¢ therein.
Note in particular that F' is smaller than or equal to the restrlctlon F\[t' 1] of Ft to [/, T).

We then have the following semi-group properties which are the analogs in the present set-up

of Propositions in Part [[I]

Proposition 16.11 (i) The Jump-Diffusion model with Marker Process on [t', T] with ini-
tial condition X}, att' admits a unique (Q,F* | P) ~ solution X* = (X, N'), which coincides
with the restriction of Xt to [t’,T], 50:

/

= (XY, N! Yer<r<r = (XD p<r<r -

(ii) For t and t' in the same monitoring time strip so that Tj—1 < t < t' < T, for some
le{l,....,m}, then 7" =t V7t is an F¥' — stopping time, and the RIBSDE on [t',T] with
data

G(s, XYy, 2,0) , ®(XR), £(s, &%), h(s, &), 7’ (260)

has a unique (Q,FY P), (B, ut') — solution V! = (Yt/ Z" V' K") such that, with
Vo= (Y 2L VE Kb <p<r defined as in Theorem

/

VW=t 28 v K pcrer = (VL ZELVE KL — KD )yper - (261)

Proof. Part (i) can be shown much like Proposition [8.3{i). It implies in particular that
whenever T;_1 <t <t < T for some [ € {1,...,m}, then Nt = N! =i for r € [t',T}). In
view of (252 one thus has ) = t' and, for every [ > 0:

Télﬂ =inf{s > 79;; Nf ¢ AYANT, TéHQ = inf{s > Tél+1; Ng EA}NT. (262)

This shows that 7/ is an F!' — stopping time, namely the analog of 7* relative to N*'. Knowing
this, part (ii) can then be established much like Proposition [8.3(ii) or [8.6(ii) in Part[[l O

In the present set-up the suitable notion of a Cauchy cascade (cf. Definition [15.1]) takes the
following form.

Definition 16.11 (i) A Cauchy cascade ®,v on £ is pair made of a terminal condition @
of class P at T, along with a sequence v = (v;)1<j<m of functions v;s of class P on the &s,
satisfying the following jump condition, at every point of continuity of 6] in x:

i ~f min(v1 (T}, 2,0i(2)),h(z)) ifi¢ A and 0i(z) € A,
vi(Th x) = { o1 (Ty, z, 0 (z)) else (263)
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where, in case [ = m, v;41 is to be understood as ®

A continuous Cauchy cascade is a Cauchy cascade with continuous ingredients ® at T and v;s
on the &s, except maybe for discontinuities of the v;s at the points (T}, x,7) of discontinuity
of 0; in x;

(ii) The function defined by a Cauchy cascade is the function on £ given as the concatenation
on the &'s of the v;s, and by the terminal condition ® at T

Remark 16.12 So at points (1}, z,i) of discontinuity of 6} in x, v}(t,,z,) may fail to
converge t (T}, x) as & > (tn,xn,i) — (1},x,i). Note that in the specific situations of
Examples ” or _—. the set of discontinuity points x of «9’ is given by the hyperplane
{x1 = S} of RY, for every [,i.

We are now in a position to state the Markov properties of ). The notion of ¢ — saddle-point
in part (iii) was introduced in the general RIBSDEs verification principle of Propositionm

Theorem 16.12 (i) Given (t,z,i) € £, let Y' = (Y, Z1, V!, K) be defined as in Theorem
. As (t,z,4) varies in £, Y}l is a deterministic function v defined by a continuous Cauchy
cascade ®, (v;)1<1<m on .

(ii) One has, P'-a.s.,

Yi=w(s, X)), se|t,T]. (264)
(iii) For every e > 0, an € — saddle-point of the related Dynkin game at time t is given by,
of = inf{s € Uisolrhers Thiio) : (s, X1) € 5;} AT, 65 = inf{s € [t,T]; (s, 1) € 5:} AT
with
E ={(t,x,i) € E;vi(t,x) > hi(t,x) — e}, &5 = {(t,x,i) € ;v (t,x) > Li(t,z) + ¢} .
Proof. Let us prove parts (i) and (ii), which immediately imply (iii) by an application of

Proposition [16.1| Let us prove part (1)E| By taking r = t' in the semi-group property (261))
of YV, one gets, forevery l=1,...,mand T;_1 <t <r <1y,

Yi=uw(r,X!), Pl—a.s. (265)
for a deterministic function v; on &. In particular,
Y} =v'(t,x) , for any (¢,2,4) € &, (266)

where v is the function defined on £ by the concatenation of the v;s and the terminal
condition ® at 7. In view of (256)), the fact that v is of class P then directly follows from
the bound estimates (259) on Y%! and Y.

Let us show that the v;s are continuous over the &'s. Given £ 3 (t,, xn,1) — (¢, ,4) with
t ¢ Tor t, >T; =t, one decomposes by (256)):
’Ui(tax) - Ui(tn,fL’nN = ‘Y;‘,t - Y;ttnn‘ <
{ B - Yo )+ B =Y, i€ A
1t i i Ltn)
B =Y, O+ EY, —Y, ™, i¢A.

8This proof is an immediate extension to jump-diffusions X of the same result which is shown in case of
a diffusion X in [32]. We also give the proof here for the reader’s convenience.
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In either case we conclude as in the proof of Theorem (i), using Proposition [16.10] as a
main tool, that |v*(t,x) — v*(t,, xy,)| goes to zero as n — oo.

It remains to show that the v;s can be extended by continuity over the &;s, except maybe
at the boundary points (T}, z, ) such that 6§} is discontinuous at z. Given & (tn, Tn, 1) —
(T}, x,1) with ; continuous at (z, z) one needs to show that v}(t,zn) = v'(tn, ) —
v} (T}, x), where v} (T}, z) is given by (2 ) We distinguish four cases.

e In case i ¢ A and 60}(z) € A, one has, denoting v/ (s,y) = min(v(s,y, Hlj(y)), h(y)),

5 (L1, ) = v (b, ) * = [7'(T @) = ¥ <
2E[i(Ti, @) — 5(T3, X[ + 2B (@11, ) — i) (267)

By continuity of ; at (x,7), one has Gl(Xt") = Hz(ac) € A for XT close enough to x, say
||X% — || < c. In this case Ty = 73", therefore (cf. (255)) 1 t” =v(Ty, Xt”) So

e tn Lin\ 2 1,tn 1tn2
Bl <o (O(T1 A7) = Y, ") F S EYR™ =Y, ™,

which can be shown to converge to zero as n — oo by using the R2BSDE satisfied by Y1t»
Ltn 1, ~ thy _ v Litn) |2
and the convergence of Y1t to Y1t. Moreover E‘]IHXH‘—:E\D (o(1y, X)) - Y, )|? goes to

zero as n — oo by the a priori estimates on X and Y and the continuity of ¥ already
established over &, ;. Moreover by this continuity and the a priori estimates on X the first
term in (267)) also goes to zero as n — co. So, as n — 00,

v (tn, x,) = 0 (T}, z) = min(v(T}, z, 0} (x)), h(z)) = v} (T}, z) .

e In case i € A and 0} (x) ¢ A, one can show likewise, using (s, y) := v(s,y, 0{ (y)) instead
of ¥/ (s,y) and Y? instead of Y'! above, that

V' (tn, 2n) — v(Ty, z, 00 (2)) = v}(T}, x) (268)

as n — oo.
o If i,0/(x) ¢ A, it comes,
[04(Thy ) — (b, 20 = [ (Th, 7) — V00
< 2E[3'(T}, ) — B(Ty, X2 + 20E(3(T, ) — V') |2

SQE‘ﬁl(ﬂ7x)_U(ﬂvxtn)‘2+2|E( 1t"— 1t”)|2

which goes to zero as — oo by an analysis similar to (but simpler than) that of the first
bullet point. Hence ([268]) follows.
o If i,0!(x) € A, (268)) can be shown as in the above bullet point. O

16.3.4 Viscosity Solutions Approach

The next step consists in deriving an analytic characterization of the value function v, or,
more precisely, of v = (v;)1<j<m, in terms of viscosity solutions to a related partial integro-
differential problem. In the present case this problem assumes the form of the following
cascade of variational inequalities:
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For [ decreasing from m to 1,
e At t =T}, for every i € I and = € RY,

i | min(v1 (T, 2, 00(z)), h(z)), i¢ A and 0i(z) € A
i) = { ) clse (269)
with v;41 in the sense of ® in case | = m;
e On the time interval [T}_1,T}), for every i € I,
min(—Qvf—g“ﬁvf—f) =0,71€A
R . (270)
max(min(fgvll—g”z,vlZ —E),vl’fh) =0,i¢ A
where G is given by (250)) and where we set, for any function u = u(t, x),
9" =g"(t,z) = g(t,z, u(t, z), (Quo)(t, x), Zu(t, z)) . (271)

In the special case of a jump size function ¢ independent of z, so 0}(x) = 6¢, then the v;s are
in fact continuous functions over the &'s. This can be shown by a simplified version of the
proof of Theorem Using the notions of viscosity solutions introduced in Definition
14.1) one then has in virtue of arguments already used in Part (cf. also Proposition
15.1{(ii)) that for every [ = 1,...,m and ¢ € I, the function vf is the unique P-solution,
the maximal P-subsolution and the minimal P-supersolution of the related problem (V1)
or (V2) on & which is visible in 7, with terminal condition at 7Tj;; dictated by
vt1, h and/or ®. Moreover, under the working assumption that the true value for v is
plugged at Tj,; in an approximation scheme for v;, then v;;, — v; locally uniformly on & as
h — 0.

But, thinking for instance of the situations of Example the case of 6 not depending
on z is of course too specific. Now, as soon as 0 depends z, 6 presents discontinuities in
x, and, under Assumption the functions wv;s typically present discontinuities at the
points (77, z,7) of discontinuity of the Hfs. There is then no chance to characterize the v;s
in terms of continuous viscosity solutions to f anymore. It would be possible
however, though we shall not develop this further in this article, to characterize v in terms
of a suitable notion of discontinuous viscosity solution to 7.

16.3.5 Protection Before a Stopping Time Again

We finally consider the special case where the marker process N is stopped at its first exit
time of A, which corresponds to jump functions 6}(z) such that 6(z) =i for i ¢ A. The

sequence 7t = (Tlt)lzo is then stopped at rank [ = 2, so Tlt =T for [ > 2. In this case the

Markovian form of (237)) reduces to (cf. (253))),

QL =Tyign =1 (272)

t .
§>T)

From the point of view of financial interpretation we recover a case of call protection before
a stopping time as of Parts |[I] and . If N} =i ¢ A, one has ¥ = ¢, and call protection on
[0,7]) actually reduces to no protection. For less trivial examples (provided N} =i € A)
we refer the reader to Example which corresponds to the ‘stopped’ version of Example
116.6H4.4]
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From a mathematical point of view one is back to an RDBSDE as of Definition [5.4](ii) (cf.
:@, ) But this is for a stopping time, ¢, which falls outside the scope of Assumption
0.7 in Part [[II} so that the PDE results of Part [[T]] cannot be applied as such. However,
assuming (272)), one can check by inspection in the arguments of sections [16.3.2] to [16.3.4]
that:

e For i ¢ A, the Yhts do not depend on i, and Y? in Theorem coincides with V? in
Theorem [8.1fi) (special case of X* therein given as X* here);

e The Ybts have continuous K"'s components (since the discontinuities of the K’*s occurred
because of the switchings from no call protection to call protection, and that such switchings
are not possible for 7¢ stopped at rank 2),

e Theorem is true independently of Assumption (since again this Assumption
was only used for taking care of the case where a call protection period follows a no call
protection period), so that Assumption is in fact not required in this section.

16.3.5.1 No-Protection Price

Regarding the no-protection period [f,T] one thus has the following result, either by appli-
cation of the results of Parts[[]| and [ITI} or by inspection of the proofs in Sections [16.3.2] to

M7

Proposition 16.13 (i) For i ¢ A, Y;"' =: u(t,z) defines a continuous function u on
[0,T] x R%.

(ii) This function u corresponds to a no call protection pricing function in the sense that
one has, starting from every initial condition (t,z,1) € &,

Y = u(s, X!) on [, 7],

with 1 = inf{s > t; N! ¢ A};
(iii) The no protection value function u thus defined is the unique P-solution, the mazximal
P-subsolution, and the minimal P-supersolution of

max(min(—Qu—g“,u—E),u—h):O (273)

on & with boundary condition ® at T, where G is given by (@) and where g% is defined by
271).

(iv) Stable, monotone and consistent approximation schemes uyp, for u converge to u locally
uniformly on € as h — 0.

Note that the no-protection pricing function u is but the function v for i ¢ A of Theorem
16.12, which for i ¢ A does not depend on i (v’ is constant in i outside A, under (272)).

16.3.5.2 Protection Price

As for the protection period [0, 1), since the vlis for i ¢ A all reduce to u, the Cauchy cascade

1}1 in v = (U{)}glgm = (v})’legflgm effectively reduces to the following Cauchy—
Dirichlet cascade in (U;)216<?<m7 with the function u as boundary condition, and where in

view of identity 1D in Theorem |16.12 (vf)ﬁ%qn can be interpreted as the protection

pricing function:
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For [ decreasing from m to 1,
e At t =T}, for every i € A and z € RY,

i | u(Ty, ), l=morbi(z) ¢ A
i = { L e ey, e 27y

e On the time interval [T;_1,T}), for every i € A,

min ( — Gu} — g“, vf — E) =0. (275)

Given a pertaining notion of discontinuous viscosity solution of (274))-(275 (Ul )Zle<?< ., could
then be characterized as the unique solution in this sense to (274)—(275

Remark 16.13 The Cauchy-Dirichlet cascade (273))-(274)-(275] involves less equations than
the Cauchy cascade (269)-(270). However ‘less’ here is still often far too much (see for in-
stance Example (ii)) from the point of view of a practical resolution by deterministic
numerical schemes. For ‘very large’ sets A simulation schemes are then the only viable

alternative.

A Proofs of Auxiliary BSDE Results

A.1 Proof of Lemma [7.4]

Recall that a cadlag process Z is a P! — local martingale if and only if I'*Z is a P - local
martingale (see, e.g., Proposition I11.3.8 in Jacod—Shiryaev [67]). Now for

Z =B (ds,d Wi(y
. resp. //]Rd s,dy), resp. resp. Z/

jel

WDy

with V, W in the related spaces of predictable integrands, we have, standing for “equality

up to an (F!,P) — local martingale term:
d(T2)s 2T _dZ, + ATLAZ,
where

AZs =0, resp. [pa Vs(y) x(ds,dy), vesp. vesp. > . Ws(j) dvi(j) -

In case Z = B!, T''Z is obviously a P — local martingale. B? is thus a continuous P! — local
martingale null at time ¢ with (BY, BY); = (s — t)Idggq. Therefore B! is a P* — Brownian
motion starting at time ¢ on [t, T].

In case Z = [, [za Vs(y) X'(ds,dy) , since x and v cannot jump together (sece Remark 7.2))

one has by -

Xt
AT'AZ, = AZ,Tt / He Xt ) s dy)
Re \ f(s, Xi_,y)
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So
Xt
a2y, 21 [ Vi) s ) + T [ Vil (BT 1) (s, dy)
R R fs, X_,y)
Xt
=1 [ V) s atpym(anyds + T [ Vi) BT s ay)
R R fs, X_.y)
f(s, X y) -
= Fi_/ Vs(y)A(it)x(ds, dy)
R f(s, X_,y)
and I''Z is also a P - local martingale in this case.
Incase Z =3 ,c; [} W, 4) dvi(j) one gets likewise
dT'Z), 2T Y Wi(j) ’,j)dus(])
P )

and I''Z is again a P — local martingale.

A.2 Proof of Proposition

First we have, using the facts that f (cf. Lemmal[7.3|(i)) and 72 are bounded, with f positively
bounded for (H.1.ii)™:
(H.1i)” T5n9(, Xt y,2,0) is a progressively measurable process with

||11{'>t}/g\('7Xtayvzaa)”’}-P < oo for any y € Ra KAS R1®d7 ve Mﬂ' )

(H.Lii)” T.5n9(, X!y, 2,0) is uniformly A — Lipschitz continuous with respect to (y, z,7),
in the sense that for every s € [0,T],9,% € R, z,2' € R1®4 5. %' € M,

19(s, X,y 2,0) = (s, X,y 2 0N < AMly = /| + 12 = | + [0 - T))

(cf. (156) for the definition of [v — v'|).
So the driver 1.9 satisfies the general assumptions (H.1), hence the data (159) satisfy
the general assumptions (H.0)—(H.1)—(H.2), relative to (2, F,P), (B, u).

(i) By the general results of [42], one thus has the following bound estimate on Y* :

Hyt 2

152 + 112°13

52 + IV 13 + 1K HZ + K573 < c(B)er
with

c1:= (XI5 + [1Lg5n(, X,0,0,0)[52+

1- T2 {~>t}g7 RS AS) H2

16V, X5 [[52 + 1AC v E XSS + | / Go(r, X)dr |52 |
At
where ¢ is the function introduced at Assumption (M.3). Estimate (161]) then follows by

standard computations, given the Lipschitz continuous and growth assumptions on the data
and the bound estimate (134) on X*.
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(ii) By the general results of [42], we also have the following error estimate in which ¢; is
as above:

V' =Y % + 12" = 23 + V' = V" 5 + 1K' = K™ |52 < e(A)er
(H(I)(X’}) - é(XII:‘n)H% + H]1{>t}§(v Xta Yt> Zta fjt) - ]1{~>tn}/g\('7 ‘)Ctna Yt) Ztv 915)”3—[2
OV X) = GV b, Xy sz + IACV £ X)) = h(- Vi, Xtv"tn)\|s2> - (276)

First note that ¢(A)c; < C(1 + |z|??), by part (i). It thus simply remains to show that each
term of the sum goes to 0 as n — oo in the right hand side of (276]). We provide a detailed

proof for the term
”]l{>t}§(7 X~t7 th Zt? Tjt) - ]1{~>tn}§('7 X‘tna th Zt? ]7t)H’2H2 .

The other terms can be treated along the same lines. Introducing a sequence (R,,,) of positive
numbers going to infinity as m — oo, let thus

Q7" = {s 2 tVita} N {Ng = Ny} 0 {IXE V XE | VYTV IZE v rg < B

with 78 := [FL| v |[FL| Vv |Fin|, where
7 = / Vi (y)m(dy), 7 = / V) (s, X0 N yym(dy), 7o = [ Vi) f(s, XI0, N y)ym(dy) 277)
Rd Rd R4

and let Q" denote the complement of the set Q2¢"". One has for any m,n :

H]l{>t}/g\(7 )(-ta Yt7 Ztv 17t) - ]1{->tn}/g\('7 ‘)Ctnv Yt7 Zt: 1A}t)”%-ﬂ 9
T N ~ R ~
=K ft/\tn |:]1{s>t}g(sa XL Y! Zg? V};) - ]1{s>tn}g($7 Xstna Y:sta Zév Vﬁ):| ds

~ ~ 2
=K f;g\tn |:]l{s>t}§(37 X;a }/sta Zg? V;) - ]l{s>tn}/g\(57 Xstna Y:sta Z};v V;)} ﬂQ;ﬂ,ndS—l-
~ ~ 2
E ftj/:tn []]-{s>t}/g\(s7 XL Y! Z};v V;) - 1{s>tn}§(87 Xgna }/st7 Z};a V};)] ]IQL"*"dS

EREE R

<9E [l [g(s,xt Y, 7L V2 + G(s, Xin, VY Zg,ﬁg)ﬂ Tgmnds+

S s S S

~ ~ 12
IEf()T [a(svxt Yt Z};,V};) - /g(S?Xstn7Y:9t7 Z;,Vg):| ]lQ;n'"dS = Im,n + IIm,n .

sy L g
Now,

G(s, XL Y ZEV? 4 G(s, X, VE 28 V)2 < (278)

s v1s»

C(1+ XL+ | X021+ V)2 4 |ZE2 + VL)

So are therefore the right hand side, and in turn the left hand side, in (278)), since Ve
S? x Hfl X ’Hi x A2. Besides, one has that

Note that |X!|?7 is equi — dIP x dt-integrable, by estimate (134) on X applied for p > 2q.
i

E [, Lgmnds < T|t —to| +E [, Igmnds, (279)
where for s >tV t, :

QP C NG # N U{X VX VYTV IZE V[l = R
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Note that ||rt||l;2 < co. Using also estimates (136) on N, (134) on X and (161) on Y, we
thus get by Markov’s inequality:

T
E ft\/tn ﬂ(zg@,nds

T
SOt =tal + E [iys, (LxtzRny T Lxtnspoy T L0ve2Ray T 11202 R0) + Lt > R0y ) ds
< C(|t = tal + 5r) -

Therefore, given (279)), Eft?tn Lgmnds goes to 0 as m,n — oo.

Note that E [}, Tgmnds = E [, Igmads, with Q2" = Q" N {s > t At,.}. By standard
results, the fact that EIOT]].ﬁm,nds — 0 as m,n — oo implies that EfoT fsn’m]lﬁm,nds —
0 as m,n — oo, for any equi — dP x dt-integrable family of non-negative processes f =
(fs""™)m.n. Applying this to

anm = §(87 X;’ }/:9t7 Z;’ 9;)2 + /g\('s’ ‘X;"?}/st? ZE’ ]7;)2 ’
we conclude that I,,, , — 0 as m,n — oo.

On the other hand, since N! = N on Q¢"", and using the form ((160) of g in which g
satisfies (M.1), we have:

~ ~ 2
IIm,TL = EIOT [?(S,Xﬁ, N§7Ysta Z};’V;) - g(stgn’ Nst’Ytst’ ng Vﬁ)} ]IQT’ndS
T
< Efo im (|X;€ - X§n| + Vg - %"D ds

where n,, is a non-negative bounded function continuous and null at 0. Given € > 0, let
me, ne be such that I, , < % for n > n.. Let further p. be such n,,_(p) < e for p < p.. Ce
denoting an upper bound on 7,,_, it comes, for every n:
T
.o SE fo 1, (1X5 — Xe0| + 7L —70]) ds
T
SEJy (4 Ol xtnpopy + Ol a5

< T+ CePlsupyn g |X! = X1 > ) + CeB J3 U gz -

Now, given estimate (137), one has that Plsupy 7 |X' — X'*| > p] — 0 as n — oo, by
Markov’s inequality. Moreover (cf. (277))

FL=bl < [ VI N ) = F (s, Xl Nyl

so ||t — 7 |l2 — 0 as n — oo, by dominated convergence using the Lipschitz continuity
property of f in Lemma [7.3|i). Thus by Markov’s inequality:

" [ = 73
HQ
E /0 Lm—stnjas>pey < 2

converges to 0 as n — oo.

In conclusion I, n + Iy, 5 < € for n > n. V nl, for any € > 0, which proves that

||]l{>t}/g\(7 Xtv Yt) Ztvi;t) - ]]'{'>tn}/g\(" X-tnv Yt) Zt717t)”§-[2 —0asn—o0.
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A.3 Proof of Proposition [8.5

By the bound estimate 1) on )775, Yth € L2. Moreover, one checks as in the proof of
Proposition that the driver ]l{t<.<7t}§(-,2(.t,y,z,i}\) satisfies the general assumptions
(H.1). Hence the data

ﬂ{t<5<7t}§(s,X§,y,z,@) LYtV s AT XL )

satisfy the general assumptions (H.0)—(H.1)-|assumptions regarding L in|(H.2) relative to
(Q’F’P)7 (B’ /’L)'

(i) By the general results of [42], one thus has the following bound estimate on v

— — 7t —
VA5 + 1215 + IV 1R + 1K 5 < c(M)er

2
H’Hg
with

cr = |[YE3 + 19, &7, 0,0,0) (5,2 + 16tV - ATH XL )22 -

Estimate then follows by standard computations, given the Lipschitz continuous and
growth assumptions on the data and estimate on X*.

(ii) Given the assumptions made on ¢, one has the following error estimate in which ¢; is
as above, by the general results of [42]:

IV! =¥ 5e 4112 = 2[5 + V' = V" 3 + K" = K" [[& < e(A)erx

(I = vie)l3
+||]l{t<-<7-t}/g\('7 /Y-tv Yt7 Zt7vt) - ]l{tn<~<7'tn}§(" X-tnv Yt’ Ztvvt)ng-ﬂ

HEV AT X ) = L VAT X, ) Hﬂz) (280)
(with in particular || - |52, better than || - ||s2, in the last term, thanks to the regularity

assumption (M.3) on £, cf. [42]). Since c(A)e; < C(1 + |x]?9) by (i), it simply remains to
show that each term of the sum goes to 0 as n — oo in the right hand side of (280]). We
provide a detailed proof for the term

A St 5t st . 5t ot
”]l{t<-<7't}g('7 X-t7Yt7 Zt7v) - ]l{tn<-<‘rtn}g('7 X-tna Y-ta Ztvv)Hg-[Z

(the other terms can be treated along the same lines). Introducing a sequence (Ry,) of
positive numbers going to inﬁrlity_as m — 00, let Q4" and Q5"" be defined as in the proof
of Proposition (ii), with (Y1, Zt, V") instead of (Y, Z¢,Vt) therein. One has for any
m,n :
~ ot 5t ot . St 5t ot
H]l{t<s-<‘rt}g('7 ‘X-tﬂ Yt? Z-tv V) - ]l{tn<-<‘rtn}g(‘v th7yt7 Z-t’ V)Hg-ﬁ )
T ~ St 5t vt ~ ot 5 ot
=K fo |:]l{t<s<7't}g(87 X;a }/stv Z};a Vs) - ]]-{tn<s<‘rtn}g(sv X§n7 }/sta Z§7 Vs)} ds
< 2E f(;T |:/g\(87 X;a }_/:sta 2.27?2)2 + §(S, X;/nu }_/tst7 Z.§7vi)2 ]lQZLndS—F
T . St st ot Iy i 5t Sta]2
E f() []1{t<s<‘rt}g(37 Xst’ Ystv Z§7 V) — ]l{tn<s<7't"}g(37 Xstn7 Ysta Z;, Vs):| ]IQQ"’"dS
= Ipp+1ln,.
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As in the proof Proposition (ii) (using the fact that V' es?x H2 x Hi x A? instead of

it therein), Iyn — 0 as m,n — oo. Moreover since N; = N;n on Q7" one has that
T —i 5t =t —t 5t wt\]2
Ilm,n = ]E/O |:]1{t<s<7't}g(57 X}; Nga Ysta Zﬁa Vs) - ]l{tn<s<7'tn}g(s¢ Xgnv N;, YZ? Zﬁv Vs)] ]19;”’”d5
T i 5t Tty o~ —t 5t wt\]2
< 2E/ [9(8, X; N;, Yst7 sz Vo) —4(s, X;”, N;, Ystﬂ sz Vs):| ]IQQ"’"dS
0
T oy =ty
+ 2]E/ |]]-{t<s<7't} - ]]-{tn<s<7't"}|g(5’ X;a N;; }/sta Z}; Vs) ds ’
0
where in the last inequality:
T |~ St At Yot ~ N E T
® Efo [Q(S’ng N;, Yst7 Z;Vs) - g(stgn’ N;, Ytst’ Zza Vs)} ]lQT’ndS < Efo TIm (‘X; - X§n|) ds
for a non-negative bounded function 7, continuous and null at 0 (cf. the proof of Proposi-
tion [8.2[(ii));

oI fOT L grcscrty =L, <s<rtn} | (G(s, XL, NL YL, ZE,VZ)ZCZS goes to 0 as n, m — oo, by dPxdt-
integrability of (s, X!, Nt, V¢, Zt, V)2 joint to the fact that

T
E/ Lgcserty — D csartnylds = Elrt — 7|+t — tp] = 0 as n,m — oo,
0

by dominated convergence (under Assumption .
We conclude the proof as for Proposition [8.2ii).

B Proofs of Auxiliary PDE Results

B.1 Proof of Lemma [12.3

(i) Let (t*,2*,4) € (0,T) x R? x I be such that w!(t*,2*) > 0 and (¢*, *) maximizes w’ — ¢’
for some function ¢ € CH2(€). We need to show that holds at (t*,2*,7). We first
assume t* > 0. By a classical argument, we may and do reduce attention to the case where
(t*, z*) maximizes strictly w® — '. Let us then introduce the function

| et

oL o (ta,s,y) = (it x) — vi(s,y) o' (t,x) (281)

g2 a?
on [0,7T] x R?, in which €, a are positive parameters devoted to tend to zero in some way
later in the proof. By a classical argument in the theory of viscosity solutions known as the
Jensen—Ishii Lemma (see, e.g., Crandall et al. [39] or Fleming and Soner [54]), there exists,
for any positive ¢, a, points (t,z), (s,y) in [0,T] x Bg (we omit the dependence of t,x, s,y
in €, a, for notational simplicity), where B is a ball around 2* with a large radius R which
will be fixed throughout in a way made precise later, such that:

e for any positive ¢, a, the related quadruple (¢, z, s, y) maximizes gpéja over ([0,T] x Bg)2.
In particular,

Pt 2%) = V(8 %) = 't 27) = @l o (27, 8, 2%)

2 2
T —y t—s ;

< (pé,oa(tvx7say) = Mi(t7$) - Vi(say) -

9 (0%
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o (t,x), (s,y) = (t*,2*) as e,a — 0;

2 2
— t_
) %75/' , | a;' are bounded and tend to zero as €,a — 0.

It follows from [39, Theorem 8.3] that there exists symmetric matrices X,Y € R4 such
that

(a+ Op(t,z),p+ 0p'(t,x), X) € P> ui(t, )

X 0 4 I -1 Ho(t,z) 0
< 4
(o —Y>—62<—I I>+( 0 0 (283)
where P>F 1 (t,x), resp. P>~ 1(s,y), denotes the closure of the parabolic superjet of u' at
(t,x), resp. subjet of v* at (s,y) (see [39, 54]), and

2(t — s) 2(x —y)T '

,p= (284)

a =

a2 g2

Modifying if necessary ¢t , = gpé,a(t’, 2',s',y") by adding terms of the form &(z') and £(y/)
with supports in the complement B%/Q of BR/Q, we may assume that (¢, z,s,y) is a global
maximum point of ‘Pé,a over ([0,7] x R%)2. Since w!(t*,2*) > 0, then by (@ there exists
p > 0 such that p'(t,z) —vi(s,y) > p > 0 for (&, @) small enough. Combining this inequality
with the fact that ¢ < v and pu < h, we deduce by continuity of the obstacles ¢ and h that
for (e, @) small enough:

((t,2) < pilt,a) , vi(s,y) < €i(s,y)
so that the related sub- and super-solution inequalities are satisfied by p at (¢, z,7) and v
at (s,y,1). Thus

a0t x) — S Tr(al (,2)X) — pb () — 0 (1) (B (0,2) — [ 6(02,2) (1,2, 2)m(d2))

R4
- /Rd (,ui(t, z+ 04t x, 2)) — pi(t,x) — poi(t, z, z))fi(t, x, z)m(dz)
— g'(t,x, ult, ), (p+ 09" (t, 2))o' (¢, 2), ' (t,x)) <0

= TR (5,)) — P (5,)
- /Rd (Vi(svy + 5i(87yvz)) - Vi(57y) —p(si(&y,z))fi(s,y, Z)m<dz)

- gi(sv Y, V(s,y),pai(s, y)7Iyi(3,y)) 2 0

Comments B.1 (i) The ¢ terms that one has added to ¢, o to have a global maximum
point do not appear in these inequalities because ¢ has linear growth in x and is thus locally
bounded, whereas these terms have a support which is included in BIC% /2 with R large.

(ii) Since we restrict ourselves to finite jump measures m(dz), the Jensen-Ishii Lemma is
indeed applicable in its ‘differential’ form (such as it is stated in [39]) as done here. In the
case of unbounded Levy measures however, Barles and Imbert [7] (see also Jakobsen and
Karlsen [68]) recently established that this Lemma (and thus the related uniqueness proofs
in Barles et al. [6], and then in turn in Harraj et al. [63]) has to be amended in a rather
involved way.
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By substracting the previous inequalities, there comes:

=00 (0) = 5 (Tr(a(1,2)X) = T (5,0))

p(bZ(t ) — bi(s, y))) — Ayt x) (bi(t,x) - 5i(t,x,z)fi(t,x,z)m(dz)>

Rd

/ﬁkﬂﬁx+y@$z» it a) = (V' (s,y + 6'(s,9,2) — V' (5,9))

oLl

(8t x, 2) — 8(s, y, z))} Filt, =, 2ym(dz)
(g t,z, u(t, ) (p—f—(()goz(t,:c))ai(t, JI),I/Li(t,CC)) —gi(s,y,l/(s,y),pai(S,y),Il/i(S,y))) <0

=

Vs, y 4+ 0'(5,0,2) = v (s,) = 8" (5,9, 2))| [ (1, 2) = F(s,,2) | m(d2)

d

=

Now, by straightforward computations analogous to those in [6l page 76-77| (see also [87])
using the maximization property of (¢,z,s,y), the definition of p (cf. ), the matrix
inequality and the Lipschitz continuity properties of the data (and accounting for the
fact that we deal here with inhomogeneous coefficients b'(¢, z), o*(t, ), and &°(¢, x, z) here,
instead of b(x), o(x), and ¢(z, z) in [6, 87]), we have:

PREND 2
pl(lt — o] + e — o)) < =S le =l

&-2
. . t— sl? —yl? ) .
Te(a(t,)X) — Te(a(s,)Y) < O LTI 4yt g0, )
i i t—sl?+ |z —yl?
(5t 2) — (s,))) | < 2

('t x +0'(t 2, 2) = p'(t,2) = (V' (5,9 +8°(5,9,2)) = v'(5,9))

i i i x40tz 2) —y —6(s,y,2)|> |z —y|?
< (¢ (hx—i—é(t,a;,z))—go(t,x))—k(| ( )52 ( W e ‘)

where in the last inequality

’$+5Z(t7$7'z) _y_él(sayvz)P |.%'—y‘2
g2 22

1 . : : .
=3 20z —y) T (6(t, @, 2) — 6(s,y, 2)) + |0 (L, 2, 2) — 6(s,y, 2)|?
. . 1 . ,
(5Z(t T Z) - 51(57y72)) + ?|52(t7$72) - 51(5’3/7 Z)|2

olt=sl’+lz—yf
2
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Therefore

— 3t<pi(t, x) — %Tr(ai(t,x)’l-lcpi(t, x)) — 8¢i(t7x) (bi(t,x) — 5i(t,x, z)fi(t,x, z)m(dz))

Rd

_ /Rd (gpi(t,a?+5i(t,x, z)) — Spi(t,w))fi(t’x?Z)m(dz)

— (9"t nlt2), (p+ 00" (t,2))0 (t,2), Tyt (t,2)) — g/ (5,9, v(5.). 90 (5,9), TV (5.9)

[t —sl* + o —y|?
g2

SC(‘t_S‘—i—‘x—yH-
Ip'(t,x) — Tv' (s, y)) = /R [z/‘(s, y+0(s,y,2)) — yi(s,y)] [fi(t’:n’ )= fi(s,y, z)}m(d@
b [0+ 5, 20) = ) — 0o+ 55,920 945, 00) ] £ 0 )
< /Rd (6t + 88,2, 2)) = (0, 2)] 118, 3, 2)m(d2)

+C (|t = sl + |z —yl +

[t —sf* + o — yl?
2
|t —sf* + o — y/?
82

:Icpi(t,x)—i—C(]t—s\ + |z —y|+

g'(t,z, pu(t,z), (p+ 0" (t, 2))o' (t, ), Iu' (t, z)) — g'(s,y, v(s, ), o' (s,y), IV (s, y))
< (|t — s|) + mr(|lz — y|(1 + [po’ (s, y)])) + kA T?gf(uj(m) — 1 (s,y)*

+Alp(a'(t,x) — o' (5,)) + (Ow0)'(t, )] + A(Zp'(t, ) — T (s,y))*

where in the last inequality:

e 7. is a is a modulus of continuity of ¢° on a compact set parameterized by &, obtained by
using the fact that p in is bounded independently of «, for given ¢;

e 1) is the modulus of continuity standing in Assumption M(ii);

e the three last terms come from the Lipschitz continuity and/or monotonicity properties of
g with respect to its three last variables. Therefore

—Gv@i(t,m) = 0o (t,x) — %Tr(ai(t,m)";’-[wi(t,x)) — 0¢'(t, x) <bi(t,:1:) — §(t,x, 2) fi(t, z)m(dz))

Rd

- [ (Fa s Fita) - ) Fita midz)

<A (l?g;cwj(t, 7) =V (5,9) " + [(9p0) (1, 2)] + Tg (t,2))
+ (]t — s]) + nr(le — yl(1 + [po’ (s, )
¢ — 52 + |x—y|2>
52

+C(Jt=s|+o -yl +

Given p > 0 one thus has for ¢ < ¢, and a < ¢, using the properties of (t,z,s,y) in the
Jensen-Ishii Lemma and the regularity of ¢ :
=~ G (",a") — A (max( (t,2) — v (5,) " + |(9p0) (¢, 2") | + T (1, 2) )
J
< ptne([t —s]) -
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jt—s[2

Note that ¢ —s — 0 for fixed € as &« — 0, by boundness of = in the Jensen-Ishii Lemma.

Whence for a < a.(<e):

= Gt 2%) — Aa (max(u/ (1, @) — 1 (s,))" + [(D0) (,0%)] + T (¢, 2°) ) < 2
j€

Sending p, e, a to zero with ¢ < g, and o < «, inequality (214]) at (t*, 2*, ) follows by upper

semi continuity of the function (#,2’,s',y) — max;ecr(p? (¥, 2') — v7(s',y’)) . This finishes

to prove that (214) holds at (¢t*,2*,4) in case t* > 0.

Now in case t* = 0 let us introduce the function
. . . I3
Pe(t,r) = w'(t,z) — (' (t, ) + ;) (285)

on [0,T] x Bg, in which ¢ is a positive parameter devoted to tend to zero. Assuming again

w.l.o.g. that (t* = 0, 2*) maximizes strictly w’ — ¢, there exists, for any € > 0, a point (¢, )

in [0,7] x Br (we omit the dependence of (¢,z) in ¢, for notational simplicity), where Br

is a ball with large radius R around z*, such that:

e for any ¢ > 0 the related point (¢, 2) maximizes ¢’ over [0,T] x Bg, and one has t > 0,

for € small enough;

o (t,x) — (t*,2*) ase — 0.

In virtue of the part of the result already established in ¢t* > 0, we may thus apply to
15

the function (s,y) — ©'(s,y) + £ at (¢, z,i), whence:

s

£ <o,

~G¢i(t.2) — Ar(max(! (t,2)) " + 109 (@) ()| + (Tt 2))F) < — <

jel

Sending ¢ to 0 in the left hand side we conclude by upper semi-continuity of max;ec (W)t
that (214) holds at (t* = 0, z*,1).

(ii) Straightforward computations give:

_8tX(t7x) = CIX(ta 1")
(L + [zD)lox(t, )| V (1 + [z *)[Hx(t,2)| V x(t 2 + 8 (t 2, 2))| < C|x(t, )]

on &, for a constant C' independent of C;. Therefore for C; > 0 large enough
—Gx — M(x +|oxo| + (ZT)*) >0

on €.

(iii) First note that % goes to 0 uniformly in ¢,7 as |z| — oo, since ¢; > ¢o2. Given o > 0,
let us prove that

sup ((wi(t, z))t — ax(t,x))e_Al(T_t) <0. (286)
(t,z,0)EE

Assume by contradiction that one has > instead of < in (286)). Then by upper semi-
continuity of w™ the supremum is reached at some point (t*,2*,i) € Int,& in the left hand

side of (286), and

(Wt )T > Wit )T — ax(tt,2*) > 0. (287)
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Therefore one has on [0,7] x R?:
(w'(t.2) = ax(t2) )T < (Wit )" = ax(ta) Je T
< ((wi(t*,x*))+ _ ax(t*’x*)>e—A1(T—t*) _ (wi(t*’x*) _ ax(t*’x*))e—Al(T—t*)
thus
Wi(t,z) — ax(t,z) < (wi(t*, x*) — ax(t*,x*))e_Al(t_t*) .
In other words, (t*,z*) maximizes globally at zero w! — ¢’ over [0,T] x R%, with
o' (t,x) = ax(t,z) + (wi(t*,x*) — ax(t, x*))e‘Al(t_t*) .
Whence by part (i) (given that w'(t*,z*) > 0, by ):
=G (o) = A (max( (£, 1961 2" (1, 27)] + (T (1, a")) ) <0 (288)
But the left hand side in this inequality is nothing but
- QJX(t*v ")+ Ay (wi(t*, x*) — ax(t*, :n*))
A (wi(t*, 2¥) + alox(t*, ) (t, 2)| + a (T (t, 3:*))+)
= —aGx(t",a") = Ay (ax(t,2%) + alox(t', a*)o (¢, 2) | + alTx (¢, 7))

which should be positive by (215) in (ii), in contradiction with (288|).
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