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Abstract

This thesis studies three problems of mathematical finance. We address the appropri-
ateness of the use of semi-Markov regime switching geometric Brownian motion (GBM) to
model risky assets using a statistical technique. Component-wise semi-Markov (CSM) pro-
cess is a further generalization of the semi-Markov process, which becomes relevant when
multiple assets are under consideration. In this thesis, we would present the solution to
the optimization problem of portfolio-value, consisting of several stocks under risk-sensitive
criterion in a component-wise semi-Markov regime-switching jump diffusion market. Fi-
nally, the solution to locally risk minimizing pricing of a broad class of European style
basket options would be demonstrated under a market assumption where the risky asset
prices follow CSM modulated time inhomogeneous geometric Brownian motion.
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Introduction

Mathematical finance began its journey with the pioneering work of a French mathe-
matician L. Bachelier in 1900. Bachelier first introduced randomness to model risky asset
price. In his work, he used Brownian motion by using the time limit of random walk to
model the stock price. After a long time, P. A. Samuelson proposed the geometric Brown-
ian motion (GBM) to model the stock price in 1965 to capture the non-negativity of stock
price dynamics. But only after the groundbreaking works of Black, Scholes, and Merton in
1973, GBM became popular in modeling the risky asset price dynamics. Several empirical
studies are against the GBM modeling. The main two drawbacks with the GBM hypothesis
are:

1. GBM model implies the simple returns are normally distributed,
2. this model assumes that the volatility is constant.

In view of these, the researchers became interested in the regime switching models, in-
troduced in mathematical finance by J. D. Hamilton in 1989 [33]. In regime switching
models, it is assumed that there are several unobserved states in the market whose jump
is governed by a pure jump process and the market parameters changes their values as the
state changes. We call each state of the coefficients as a regime and the dynamics as a
regime switching model. Many researchers have implemented the Markov switching models
or hidden Markov models in various studies, e.g., see [2], [48], [37], [18], [17], [63], [64] etc.
By an empirical study in [55], the authors have claimed that all the stylized facts of daily
return series can not be captured by using hidden Markov models. Semi-Markov switching
models are the other possible alternatives, relatively new to the theoretical studies. One
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may find applications of these models in [25], [29], [10], [11]. This list is merely indicative
but not exhaustive by any means. In [7], the authors have shown by empirical studies, the
hidden semi-Markov models can describe the stylized facts better to the previous model.

As per our knowledge, there is no comprehensive statistical analysis which helps discrim-
inating among the cases of GBM, Markov-modulated GBM(MMGBM) and semi-Markov
modulated GBM(SMGBM) for modeling a given asset price time series data. We inves-
tigate the appropriateness of the use of SMGBM by developing a statistical technique.
We propose a discriminating statistic whose sampling distribution varies drastically, under
the regime switching assumption, with varying values of instantaneous rate parameter. We
utilize this statistics to test the model hypothesis for Indian sectoral indices. Strictly speak-
ing, modeling of a market consisting of different assets, governed by a single semi-Markov
process is rather restrictive. Ideally those could be driven by independent or correlated pro-
cesses in practice. Although two independent Markov processes jointly becomes a Markov
process, the same phenomena is not true for semi-Markov processes. For this reason con-
sideration of independent regimes are important where regimes are not Markov. We call
the joint process (with each component as independent semi Markov) as component wise
semi-Markov process which is abbreviated as CSM.

In this thesis, we consider a market with several stocks which are governed by a CSM
process. Under this market assumptions, we address two theoretical problem (1) a portfolio
optimization problem, (2) a European type basket option pricing problem.

A new characterization of general semi-Markov process was explored in [27]. In that,
the semi-Markov process {X;}i>0 on X := {1,...,k} C R is specified by a collection of
measurable function A : {(,7) € X?|i # j} x [0,00) — (0,00) and is defined by the strong
solution of the following system of stochastic integral equations

Xo = KXo+ [ ] WX, Yoo, 2)p(du, d2) (1)
(0,4 JR

Vi =t [ ] (X Vi, 2)pldu,d2), (2)
(0,6] JR

where @(du, dz) is a Poisson random measure with intensity dudz, independent of X, and
hx, gx are appropriately chosen by

iy, z) = > (= D)la,w(2), ay,2) =y > la,w(2),
JEX\{i} JEX\{7}

where for each y > 0, and @ # j, A;;(y) are the consecutive (with respect to the lexicographic
ordering on X x X) left closed and right open intervals on the real line, each having length
Aij(y) starting from the origin. We clarify that if {(X;,Y};)}:>0 is the solution to (1)-(2),
then Y; is called the age process. It is shown in (Th. 2.1.3, [50]) that A becomes the
instantaneous transition rate of X.

First we describe in brief the original contribution of this thesis in in portfolio opti-
mization problem. Because of the abrupt nature of the stock price return, given an outlay,



it is challenging to make an optimal portfolio of an investor. Among a plenty of investment
options, a rational investor need to set his/her investment policy according to the risk
tolerance. There are few mathematical methods available in order to make decisions under
risky investments. Among them

1. the mean-variance analysis,
2. the utility optimization,

are very popular among the market practitioner.

Following the seminal work of Markowitz [45], the problem of optimization of an in-
vestor’s portfolio based on different criteria and market assumptions are being studied by
several authors. In the mean-variance optimization approach, as done by Markowitz, either
the expected value of portfolio wealth is optimized by keeping the variance fixed or the vari-
ance is minimized by keeping the expectation fixed. Though Markowitz’s mean-variance
approach to portfolio is immensely useful in practice, its scope is limited by the fact that
only Gaussian distributions are completely determined by their first two moments.

The utility optimization technique is easier and robust for decision making than the
mean-variance approach. In a pioneering work, Merton [46], [47] has introduced the utility
maximization to the optimal portfolio selection. In this approach, instead of optimizing
the expected value of wealth R, the expected value of some continuous increasing function
U(R) is to be optimized. The function U is known as utility function. Some standard utility
functions are —e =% In(z), bz’ etc, where the parameter a and b are the risk tolerance of
the investor.

Merton’s approach is based on applying the method of stochastic optimal control via
an appropriate Hamilton-Jacobi- Bellman (HJB) equation. The corresponding optimal
dynamic portfolio allocation can also be obtained from the same equation. Although this
approach has greater mathematical tractability but does not capture the tradeoff between
maximizing expectation and minimizing variance of portfolio value.

There is another approach, namely risk sensitive optimization, where a tradeoff be-
tween the long run expected growth rate and the asymptotic variance is captured in an
implicit way. The aforesaid utility maximization method can be employed to study the
risk-sensitive optimization by choosing a parametric family of exponential utility functions.
In such optimization, an appropriate value of the parameter is to be chosen by the investor
depending on the investors degree of risk tolerance. We refer to [3], [20], [21], [43] for this
criterion under the geometric Brownian motion (GBM) market model.

Risk sensitive optimization of portfolio value in a more general type of market is also
studied by various authors. Jump diffusion model is one such generalization, which captures
the discontinuity of asset dynamics. Empirical results support such models [15]. Terminal
utility optimization problem under such a model assumption is studied by [39]. In all
these references, it is assumed that the market parameters, i.e., the coefficients in the asset

3
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price dynamics, are either constant or deterministic functions of time. We study a class of
models where these parameters are allowed to be finite state pure jump processes.

Risk sensitive portfolio optimization in a GBM model with Markov regimes is studied
in [24] whereas [26] studies that in a semi-Markov modulated GBM model. In [26] the
market parameters, r, u' and o' are driven by a finite-state semi-Markov process {X; }s>o,
where u! and o' denote the drift and volatility parameters of [-th asset in the portfolio.
Here we consider a market consisting of several stocks is modeled by a multi-dimensional
jump diffusion process with CSM modulated coefficients.

We study the finite horizon portfolio optimization via the risk sensitive criterion un-
der the above market assumption. The optimization problem is solved by studying the
corresponding HJB equation, where we employ the technique of separation of variables to
reduce the HJB equation to a system of linear first order PDEs containing some non-local
terms. In the reduced equation, the nature of non-locality is such that the standard theory
of integro-PDE is not applicable to establish the existence and uniqueness of the solution.
In this thesis, to show well-posedness of this PDE, a Volterra integral equation(IE) of the
second kind is obtained and then the existence of a unique C" solution is shown. Then it
is proved that the solution to the IE is a classical solution to the PDE under study. The
uniqueness of the PDE is proved by showing that any classical solution also solves the IE.
In the uniqueness part, we use conditioning with respect to the transition times of the
underlying process. Besides, we also obtain the optimal portfolio selection as a continuous
function of time and underlying switching process. The expression of this function does
not involve the market transition rate parameter \. Thus the optimal selection is robust.
This study, as alluded above is presented in Chapter 4 of this thesis. In the 5-th Chapter
we investigate an option pricing problem.

The modern theory of option pricing is fathered by L. Bachelier. Though his work did
not get the recognition for a long time. Bachelier derives the theoretical option prices where
the stock price is modeled as a Brownian motion with drift. The main flaw of his modeling
was the chances of negative stock prices. In 1973 Black, Scholes and Merton considered
a different mathematical model of asset price dynamics to find an expression of the price
of a European option on the underlying asset. In their model, the stock price process is
modeled with a geometric Brownian motion. The drift and the volatility coefficients of the
price were taken as constants. Though this model is widely accepted because of simplicity,
the variability of market parameters can not be captured by using this model. One serious
drawback of their assumptions is the Gaussianity of stock price return.

Since then, numerous different improvements of their theoretical model are being stud-
ied. Regime switching models are one such extension of the Black-Scholes-Merton (BSM)
model. Extensive research has been done to study markets with Markov-modulated regime
switching [2],[6],[12],[13],[16],[31],[32],[36],[44]. However, the consideration of Markov
regimes is not confined in generalizing BSM model only. Regime switching GARCH op-
tion models has been studied in [14]. There are also some studies, carried out by several
authors, involving regime switching extension of other alternative models of asset price.

4



These include jump diffusion models, stochastic volatility model etc. In all these works the
possibility of switching regimes is restricted to the class of finite state Markov Chains.

In comparison with Markov switching, the study of semi-Markov switching is relatively
uncommon. In this type of models one has opportunity to incorporate some memory effect
of the market. In particular, knowledge of the past stagnancy period can be fed into the
option price formula to obtain the price value. Hence this type of models have greater
appeal in terms of applicability than the one with Markov switching. It is shown in [7],
by studying sectoral daily data, that the sojourn times of certain regimes have heavier tail
than exponential. In particular, the standard deviations are consistently larger than mean.
Hence, their study suggests that, the semi-Markov switching models have the capabilities
to describe the stylized facts better than Markov model.

The pricing problem with semi-Markov regimes was first solved in [25]. It is impor-
tant to note that the regime switching models lead to incomplete markets. Since there
might be multiple no arbitrage prices of a single option, one needs to fix an appropriate
notion to obtain an acceptable price. Locally risk minimizing option pricing with a special
type of age-independent semi-Markov regime is studied in [25] using Follmer-Schweizer
decomposition [23]. There it is shown that the price function satisfies a non-local system
of degenerate parabolic PDE. In a recent paper [30] the same problem for a more general
class of age-dependent semi-Markov processes is studied. The option pricing problem un-
der stochastic volatility model with age-dependent semi-Markov parameters is addressed
in [4].

In many regime-switching models of asset price dynamics, the volatility coefficients do
not posses explicit time dependence (see [2],[6],[12],[13],[16],[25],[30],[31],[32],[36],[44]). In
such time homogeneous models the volatility o can take values from a finite set only. Such
models fail to capture many other stylized facts including periodicity feature of . In the
present model, we allow ¢ to be time inhomogeneous.

We consider a market with one locally risk free asset with price process S°, and n risky
assets with prices {Sl}lzl,m,n, and address locally risk-minimizing pricing for a contingent
claim K (Sr). Here we consider a class of Lipschitz continuous functions K : R} —
R, , which includes vanilla basket options. We show that the locally risk minimizing
price of the claim at time ¢, when (S!, X!, V}) is (s!, 2!, 4!), for each I, is a function ¢ of
(t,s = (s',8%...,8"),z= (22", ..., 2"),y = (v°,y',...,y")) and that satisfies a Cauchy
problem. In order to write the equation we use a notation Ré-v, for a vector v € R"*! to
denote the vector v + (j — v')e;, in which the I-th component of v is replaced with j. The
system of PDE is given by

Op - ®
Spbs )+ S5t s xy) +r(2) 35 5(t s, x,y)
1=0 I=1
+ ! z": Zn: al (t, z)s's" 7 (t,s,2,y)
2 == Y a la 4 Y Y )
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+ 303 M) [(t s, Rix, Riy) — o(t, s, 2,9)| = r(2) ¢(t, s,2,y), (3)
=0 72!

defined on
D= {(t,s,2,y) € (0,T) x (0,00)" x X" x (0, T)"** | y € (0,)" 1},
and with conditions
o(T,s,x,y) =K(s); s € [0,00)" 0<y <T; e X, [=0,1,...,n, (4)

where the diffusion coefficient a := (a”/)nxn is continuous in t.

We note that (3) is a linear, parabolic, degenerate and non-local PDE. The non-locality
is due to the occurrence of the term (¢, s, Rix, Ry). Furthermore the terminal data (4)
need not be in the domain of the operator in (3). We establish existence and uniqueness
of the classical solution of (3)-(4) in this thesis via a Volterra integral equation (VIE) of
second kind. Using the Banach fixed point Theorem, we show that the integral equation has
a unique solution. We show that the VIE is equivalent to the PDE. Thus we show that one
can find the price function by solving the integral equation which is computationally more
convenient (see [31] for more details) than solving the PDE. We also obtain an expression
of optimal hedging involving integration of price function.

A concise effort is made to prepare this thesis self contained and accessible. This
thesis consists of 5 chapters and an appendix. Some background material of probability,
stochastic processes and mathematical finance is recalled in Chapter 1. In chapter 2 we
describe a continuous time model testing technique and its application in financial market.
In this chapter, we also present some results of Indian stock market, which suggests semi-
Markov regime switching models are more appealing. In view of the results in Chapter 2,
we present some theories of component wise semi-Markov processes (CSM) which is more
general than semi-Markov process in Chapter 3. In Chapter 4, we study a risk sensitive
portfolio optimization problem in a CSM modulated jump diffusion market. A European
type basket option has been studied in a CSM modulated geometric Brownian motion
market in Chapter 5. The appendix consists of some algorithms used in Chapter 2.



1

Preliminaries

We introduce the established theories we have used throughout this thesis briefly. This
chapter intends to review some basic theories such that this thesis become readable. We
also give references to some excellent texts where they can be found.

1.1 Stochastic Process

Let (Q,F, P) be a probability space. The set 2 is said to be the sample space and
JF is the o-algebra containing all the events and P is the probability measure. We say
a probability space is complete if F contains all the P-null sets. All the definitions and
theorems can be found in some excellent texts, e.g. Cmlar [9], Shiryaev [58], Protter [52],
Karatzas & Shreve [40], Tkeda & Watanbe [35] etc.

1.1.1 Probability

In this subsection, we recall some basic definitions and theorems of probability theory.
We also provide brief information of some distribution, which is useful in this thesis. We
begin with the definition of a random variable.

Definition 1.1.1. Let (E,SG) be a measurable space. A map X : Q — E is said to be a
random variable taking the values in (E,G) such that it is measurable relative to F and
G, d.e., if forany A€ G, X tTAeTF.

Now we define one of the most fundamental concepts of the theory of probability, the expec-
tation, and conditional expectation. The concept of conditional expectation is extensively
used in applied probability.
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Definition 1.1.2. Let X be a random variable on a probability space (0, F, P). Then the
integral of X with respect to measure P is said to be expectation of X, denoted by EX,
and defined by EX = / X (w)P(dw).

Q

Definition 1.1.3. Let H be a sub o-algebra of F. The conditional expectation of
a non-negative random variable X with respect to H is a non-negative random variable,

denoted by Eqc(X) or by E[X|H] such that
i. Egc(X) is H-measurable.

ii. for every A € H,
/ XdP = / Ese(X)dP.
A A

The conditional expectation of any random variable X with respect H, if EX exists, is
given by Ege(X) := Eg(X ) —Eg¢(X ), where X+ := max{X,0} and X~ := max{—X, 0},
Otherwise, if EX*T =EX~ = oo, then Eqg(X) is undefined.

Now we state one of the most fundamental properties of conditional expectation, namely
the Tower Property:.

Theorem 1.1.4. Let Hy,Hy be two sub-o algebras of F, then the following holds.
(Cl) ]f J‘Cl Q :H:Q, then E [E [Xw'(:g] |g{1] =E [Xw'fl] (a.s.).
(b) If Hy 2 Hy, then E [E [ X|Hs] |H:] = E[X|H,] (a-s.).

Now we shall define two most important distributions which play a crucial role in this
thesis namely the exponential distribution and the log-normal distribution.

Definition 1.1.5. A random variable X taking values in R is said to follow exponential
distribution with parameter A (we write X ~ Ezp(\)), if it has the p.d.f of the following

form
e ™™ x>0
flz) = { 0 otherwise.

It is important to note that if X ~ Exp()) then EX = | and Var(X) = 55, where Var(-)
denote the variance.

Definition 1.1.6. A random variable X taking values in R is said to follow lognormal
distribution with parameters p and o (we write X ~ LN(u, o)), if it has the p.d.f of the

following form
_(n acfu)z

f(x): { 270'1271'6 262 x>o

0 otherwise.




1.1. Stochastic Process

We note that if X ~ LN(p, o) then its logarithm In X is normally distributed,
In X ~ N(u,o0),
where N(u, o) to denote normal distribution with mean p and standard deviation o. The
mean and variance of a random variable X following LN(u, o) is given by
2

EX = exp(,u+%) (1.1)

Var(X) = {exp(az) — 1} exp(2p + 0?). (1.2)

1.1.2 Stochastics

In this subsection we present some basics of stochastic process, which would be useful
in our future studies.

Definition 1.1.7. Let (2, F, P) be a probability space and (E,SG) be a measurable space.

1. For each t > 0, let X; be a random variable taking values in E. Then the collection
{Xi}i>0 is said to be a stochastic process with state space (E,S).

2. For each t > 0, let F; be a sub o-algebra of F. The family {F;}i>0 is said to be
filtration such that F; C F; for s < t.

3. A random wvariable T : Q — [0,00] is said to be a stopping time, if the event
{T <t} eF, forallt >0.

4. A process X is adapted to a filtration {F}i>o if X is Fy-measurable for all t > 0.

5. A stochastic process X is said to be rell or cadlag or corlol! if it has sample paths
right continuous and left limit exists almost surely.

The concept of martingale and local martingale plays a crucial role in this thesis. We
first define them and then state the necessary theorems used in this thesis. We refer Protter
[52], Karatzas & Shreve [40] for further details.

Definition 1.1.8. Let (0, F,{F;}i>0, P) be a filtered probability space on which X =
{Xi}i>0 be an adapted, rcll process.

1. LetE|X;| < oo, YVt >0. Then X is said to be martingale (resp. sub-martingale,
super-martingale) if E [ X;|F] = X, a.s. (resp.E[X|Fs] > X, resp. E[X|Fs] <
X ) holds for all0 < s <t < c0.

!Throughout this thesis we use the term rcll.
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2. The process X is a local martingale if there exists a sequence of increasing stopping
times, {Ty}n>1, with ILm T, = 00 a.s. such that Xiar, is a martingale for each n.
- n o0

We present the concept of quadratic variation, which plays a central role in the theory of
stochastic integration. For further details, we refer Follmer [22].

Definition 1.1.9. Let X = {X;}1>0 and Y = {Yi}>0 be two stochastic processes on a
probability space (2, F, P).

1. Let {11, },—12,.. be a sequence of finite partitions of the form 1L, = {0 =t; < t; <
oo <ty } with |I1,| = sup |tix1 — &;| — 0 and t;, — oo. If for allt > 0, the weak™

i€l
limit of
M 1= Z |Xti+1 - Xti 25{ti}7
t;elly,
i<t

t
exists then the distribution function t — [X|; of the limit p given by [X]; = /d,u, is
0
said to be the quadratic variation of X. Furthermore,

[X]e = [X]F + X AXT,
s<t
where, [X]¢ denotes the continuous part, AX, := X, — X, its jump and AX? :=
(AX,)? the quadratic jump of X.

2. The cross variation of X andY is denoted by [X,Y] and is defined by [X,Y]; :=
pX +Y] = [X =Y.

The next theorem demonstrates an excellent property of a martingale which is also well
known as Novikov’s condition for martingales. We refer to [35] (Theorem 5.2) for more
details.

Theorem 1.1.10. Let X := {X;}1>0 be a continuous, square integrable {F;}i>0 martingale
in a filtered probability space (Q, F,{F}es0, P). Let My = exp{X;—5[X];}. If for allt > 0,

E[ %] < 00, then {M;}i>o is a continuous {F; }1>0- martingale.

Now we shall state an important theorem involving the conditions for which a local mar-
tingale becomes a martingale. We refer to [52] (Theorem 1.51 & Corollary 4 of Theorem
I1.27) for more details.

Theorem 1.1.11. Let X be a local martingale.
(1) Then X is a martingale if E| sup |X,|] < oo, for all t > 0.
s<t

10
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(2) If E[[X]w] < 00, then X is a square integrable martingale.

We recall the definition of Brownian motion, the most important stochastic process in our
thesis.

Definition 1.1.12. Let (Q, F, {F;}i>0, P) be a filtered probability space. An adapted process
W = {W;}iso with Wy =0 a.s. is said to be a Brownian motion if

(i) Wy — Wy is independent of Fs for 0 < s <t < 0.
(i1) Wy — Wy follows Gaussian distribution with mean 0 and variance t — s.
(1ii) t — Wy is continuous with probability 1.

We recall the result of quadratic variation of a Brownian motion. We refer to [53]
(Theorem 1.2.4) for details.

Theorem 1.1.13. Brownian motion is of finite quadratic variation and [B]; =1 a.s.

Definition 1.1.14. Let (Q, F, {F;}i>0, P) be a filtered probability space. An adapted process
X = {Xi} >0 with Xo =0 a.s. is said to be a Lévy process if

(1) X; — X is independent of Fy for 0 < s <t < 00.
(ii) X; — Xs has the same distribution as X;_s for 0 < s <t < oc.
(1ii) X is stochastically continuous, i.e. for all 6 >0 and for all s >0
lim P(| X; — X,| > 0) — 0.
s—t
Although in Protter [52], the following class is termed as a decomposable processes, a
subclass of semimartingales, but we use the general term following [38].

Definition 1.1.15. Let (2, F,{F:}i>0, P) be a filtered probability space. An adapted process
X ={Xi}i>0 is said to be a semimartingale if it can be decomposed P a.s. as

Xe=Xo+ M+ A t>0,

where My is a local martingale and A; is an rcll adapted process with locally bounded
variation.

The stochastic integral with respect semimartingale with full generality can be found in
Protter [52]. We shall only state It6’s formula below.

11
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Theorem 1.1.16 (Ito’s formula). Let X be a semimartingale and f be real valued, twice
continuously differentiable function. Then the following hold

F(X0) = f(Xo) = /f )dX, +2/f” )dIX];
+ Z s - Xs—)_f( 8—>AXS']

0<s<t

Now we state a very useful theorem, known as Girsanov’s Theorem. For more details
we cite [40] (Theorem 3.5.1).

Theorem 1.1.17. Let W = {W, = (Wt(l), ey Wt(d))} be a d-dimensional Brownian motion
with covariance matriz I in a filtered probability space (0, F,{Ft}i>0, P). Lett >0, X =
{X; = (Xt(l), e ,Xt(d))}tzo be a vector valued Fy-adapted process satisfying

P

T
/(Xt(i))2dt<oo] =1, 1<i<d,0<T < .
0

d t
Let Z,(X) = exp [Z/Xz AW — 2/||X I ds} be a martingale.  Define a F;-
0

i=1
v _ v — (tirW 77 (d) @ . @) (#) .
measurable process W = {W, = (W, 7, ... , W7} by W := W, XS ds, 1 <i<d,

0
0 <t <oo. Then for each fived T € [0,00), the process {W} is a d-dimensional Brownian
motion on (Q,F,Fr, Pr), where Pr(A) :=E[1,Z7(X)|, A € Fr.

1.1.3 Poisson random measure & Integration

In this section, we first prepare ourselves with the definition of Poisson process and
Poisson random measure. A nice presentation of Poisson process and Poisson random
measure can be found in [9] and [41]. Then we shall concentrate in the construction of
pure jump process with Poisson random measure. Throughout this section we assume that
(Q,F, P) is the underlying probability space.

Definition 1.1.18. A random variable X taking values in {0, L2,.. .} is said to be follow
a Poisson distribution with parameter \ if P(X =1i) = e_’\% fori=0,1,2,....

Definition 1.1.19. The process X = {X; >0, taking values in non-negative integers, de-
fined by Xy(w) ==Y Lysm, )y, where {T,}n>1 is a strictly increasing sequence of stopping

n>1
times, is called a counting process associated to {1, },>1.

12
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Definition 1.1.20. A counting process X is said to be a Poisson process if
(i) X; — X, is independent of Fs for 0 < s < t.
(i) X has a stationary increment.

From the Definition 1.1.20, it is clear that if T}, 75, ... are the jump times of X, then X,
counts the total number of jumps between [0, ] i.e.

X, = #{i > 1,T; € [0,1]}.
Now we introduce the random measure. For more details we refer [9].

Definition 1.1.21. Let (E,§) be a measurable space. A map M : Qx G — Ry is said to be
a random measure if w — M(w, A) is a random variable for all A € G and A — M(w, A)
is a measure on (E,9) for all w € Q.

Definition 1.1.22. Let (E,§) be a measurable space and p be a o-finite measure on it. A
random measure M on (E,§) is said to be a Poisson random measure if

1. M(A) is a Poisson random variable for all A with mean pu(A),
2. if for disjoint Ay, A, ..., A, € G, the random variables M (A1), M(Ay),..., M(A,)

are independent.

Integration

Let (F,§) be a measurable space and u be a o-finite measure on it. Let M be a Poisson
random measure with mean measure (or intensity measure) p. We now describe the class
of functions L?(j1) for which the integral with respect to M to be defined is the following

L*(p) == {f : E — R : f is measurable and/‘ fAdu < oo.}
E

Then the space L?*(p) is a Banach space with under the norm || f]| = /f2 du. It is easy to
E

see that the space of all simple functions on F is dense on L?*(1). Now we state the key
lemma for integration.

Lemma 1.1.23. Let f = Z cjla, where Ay, ..., A, are measurable on (E,G) be a simple
j=1
function. Then

My(e) = [ F@) M) = 3 M, 4).

13
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1.1.4 Stochastic Differential Equation

Let b: [0,T]xR" — R" and o : [0, 7] xR™ — R™™ be two Borel-measurable functions.
Now consider the following stochastic differential equation

dX,

b(t, X,)dt + o (t, X, )dW,
o } .

Z,

where W = {W, };>¢ is a m-dimensional Brownian motion and X = {X };>¢ is the solution
of the equation (1.3), a real valued stochastic process with rcll sample paths. First we recall
the definition of strong solution of the SDE (1.3) following [40] (Definition 5.2.1).

Definition 1.1.24 ( Strong Solution to SDE). Let (Q, F,{F;}, P) be a filtered probability
space, where {F;} is the augmentation of the filtration generated by Z and W. A rcll
process X = {X;}i>0 is said to be a strong solution of (1.3), if

(i) X; is {F}-adapted,
(ii) P(Xo=Z2) =1,

t

(iii) / “bi(s,Xs)l —|—(TZ~2]~(S,XS)} ds < o0 a.s. foralll1<i<n,1<j<nandtel0,T],
0

(iv) the integral version of (1.3)

t t
X, = X+ /b(s,XS)ds + /a(s,Xs)dWs, 0<t<T,
0 0

holds almost surely.

The following theorem asserts the existence and uniqueness of strong solution of the SDE
(1.3) under certain conditions. For more details we refer [40] (Theorem 5.2.9).

Theorem 1.1.25 (Existence and Uniqueness of Strong Solution to SDE). Let b(t, x), o (t, x)
satisfies Lipschitz and linear growth conditions

16(t, ) = b(t, y)l| + [lo(t, z) — o(t,y)l| < Kz =yl (1.4)
[, @) 1” + llo (t, 2)|* < K> (1+ Jl])?) (1.5)
fort € [0,T], z € R", y € R", ||-|| denotes the Euclidean norm and K is a positive constant.

Let Z be a random vector, independent of the Brownian motion W = {W,, F}V:0 <t < T}
and E||Z||* < co. Let {Fi}i>0 be as in Definition 1.1.24. Then there exists a continuous,
adapted process X = { Xy, F;0 <t < T} which is a strong solution of the SDE (1.3).

14
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Let N be a Poisson random measure with intensity measure £ X u, where £ denotes
the Lebesgue measure and N be its compensated Poisson random measure. Consider the
following Lévy SDE

t
dX, = b(t,X,)dt +o(t, X,)dW, + / / K(s, Xo_, 2)N(dt, dz)

0 R™

(1.6)
X, =72,
where b: [0,T] x R" - R", ¢ :[0,T] x R* — R™™ and K : [0,T] x R* x R* — R are

Borel measurable functions. We state the following theorem from [49] (Theorem 1.19) to
ensure the conditions for which the Lévy SDE has a unique strong solution.

Theorem 1.1.26 (Existence and Uniqueness of Solution to Lévy SDE). Let b(t, z), o(t, x)
satisfies Lipschitz and linear growth conditions

Ib(t, ) = b(t, y)|I* + llo(t, 2) — o (t, )|

l t
+Z/||KJ (t,x,2j) — K;(t, z, z) P (dz;) < K|z — y|)?, (1.7)
Jj=1y
g
1b(t, 2)[|” + [lo(t, 2)||* + / 1K (t, @, )P (dzy) < KQ( + H$H2)7 (1.8)
0 J=1

fort € [0,T], x € R", y € R and K is a positive constant. Let Z be a random vector,
independent of the Brownian motion W = {W,, F}V:0 < t < T} and E||Z||*> < oo. Let
{F:}i>0 be the augmentation of the filtration generated by Z, W and N. Then there exists
a rcll, adapted process X = { Xy, F;;0 < t < T} which is a strong solution of the SDE
(1.6).

Definition 1.1.27. A process X = {X;}>o is said to be Diffusion if it satisfies the
following SDE
dXt = b(t, Xt)dt + 0'(7(}7 Xt)dVVt,

where b : [0,T] x R" = R"™ and o : [0,T] x R" — R™™ are two Lipschitz functions in the

1

space variable. The n x n matriz a(t,z) = 500T is known as Diffusion matriz.

1.2 Semigroup of Operators

Throughout this section we assume that B is a Banach space. We present some impor-
tant definitions from Ethier & Kurtz [19].

Definition 1.2.1. A family of bounded linear operators {1} }1>0 on B is said to be a semi-
group of operators if

15
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(i) To = I, I is the identity operator,
(ZZ) Tt+5 = ETS

Definition 1.2.2. A semigroup of operators {T;}+>o on B is said to be a strongly con-
tinuous or Cy semigroup if %ir% Tif = f forall f € B.
—

Definition 1.2.3. An operator A : D(A) C B — B defined by

Lif-f
t

Af =lim Vf € D(A),

is said to be a generator of the semigroup {T;}i>0. The domain of A, D(A) contains
f € B such that the above limit exists.

1.3 Analysis and Control Theory

We shall state a convergence theorem namely Vitali convergence theorem, which can
be found in chapter 18 of Royden & Fitzpatrick [54].

Theorem 1.3.1 (Vitali Convergence Theorem). Let (E, G, v) be a measure space and { f,,}
be a sequence of functions on E which is both uniformly integrable and tight over E. Let
{fn} = [ a.e. on E pointwise and f is integrable over E. Then

Yy [ fydv =t [ o
E E

The multivalued function plays a crucial role in the context of control theory. Our
main intention is to state the maximum theorem. To do this we need some introductory
definitions, which can be found in the lecture note of Srivastava [59]

Definition 1.3.2. Let I and A be two topological spaces and O be the family of all open
subsets of T'.

1. A multifunction ® : T' — A is a map from A to non-empty subsets of B.
2. A multifunction ® : T' — A is said to be O-measurable if for every open subset X
mn A,
{rel:d(x)NX £0} 0.

3. A multifunction ® : T' — A is said to be lower semi-continuous(resp. upper
semi-continuous) if for every open(resp. closed) subset X in A

{z el : d(x)NX #0},

is open(resp. closed) in T.
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4. A multifunction ® : T' — A s said to be continuous if it is both lower and upper
Semi-continuous.

The maximum theorem is one of most useful selection theorem in control theory. The
version we would present here can be found in Rangarajan [60] (Theorem 9.14).

Theorem 1.3.3 (The Maximum Theorem). Let I and A be two subsets of R™ and R™.
Let f : T'x A — R be a continuous function, and ® be a compact valued, continuous
multifunction from A to I'. Let a function f*: A — R and a multifunction ®* : A — T be
defined by

f*(2) .= max{f(z, 2)|zr € ®(2)}
O*(2) := arg maz{f(x,z)|x € ®(2)}.

Then f* is continuous on A, and ®* compact-valued and upper semi-continuous on A.

1.4 Finance

Our aim in this section is to introduce some basics of portfolio optimization and option
pricing. Now we shall recall some ideas of option pricing.

Definition 1.4.1. An option is a contract between two parties which gives the holder the
right but not obligation to trade (buy or sell) an underlying asset at a specified price (strike
price) on a specified date.

Classification of options. Options can be classified according to right, styles, underlying
assets etc.

1. Rights. There are two types of options in this category call and put options.
(a) A call option is an option which gives holder the right but not obligation to
buy a stock from the writer at a fixed strike price.
(b) A put option is an option which gives holder the right but not obligation to
sell a stock at a fixed price.

2. Styles. We can classify options according to the styles as following

(a) European type options are the options which can only be exercised at expiry.

(b) American type options are the options which can be exercised on or before
expiry.

(¢) There are further classification e.g. Asian options, barrier option, binary op-
tions, etc are in this class. In this thesis, we shall not discuss about these type
of options. For more details one can check chapter 26 of [34].

17
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Before we end our discussion about the classification of options, we must include vanilla
and exotic options. The vanilla option is a European/American type call/put options.
Whereas the options other than vanilla options is known as exotic options. Therefore
Asian options, barrier options are exotic options. There are another important exotic
option namely the basket option.

Definition 1.4.2 (Basket option). A basket option is an exotic option whose underlying
asset is the weighted average of different asset which are grouped together into a basket.

Let (92,3, {F:}i>0, P) be a filtered probability space on which the n + 1 assets
{S°,...,5"} where S* = {S}}i>0, be defined. Let S° be a locally risk free asset. Now
we shall talk about some useful definitions which can be found in [38], [42], [57].

Definition 1.4.3. (1) An (n + 1)-dimensional process m = {m = ({,6:),0 <t < T} is
said to be a trading strategy if the n-dimensional process £ is predictable and < is
adapted.

(2) Let w be a trading strategy with initial value Vy. Then for 0 <t < T the process

Vi(m) == ngSf + &Sy,

=1

s said to be the value process with initial wealth V.
(3) The process
Vim) = 3650 + <o,
i=1
where 5% = S;/S° is said to be the discounted value process.

(4) Let S ={S',... 58"} be semimartingale, then the process
¢
Cr=Vi~ [ &as.,
0

is known as consumption process.

(5) A strategy w is said to be self-financing if the consumption process C' is constant over
time, 1.e.

t
V;f:%‘{’/gsdgs
0

Definition 1.4.4 (Arbitrage). Let w be trading strategy with initial value Vo = 0. Then 7
is said to be arbitrage opportunity if

Vr(m) >0 a.s. P, and P (VT(W) > 0) > 0.

18
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Definition 1.4.5 (Contingent Claim). An Fp-measurable random variable Zy is said to
be a contingent claim if

Zr >0 as P and EZr < 0.

Example 1. One of the well known example of contingent claim is Furopean call option.
Let S; be the stock price at time t and K be the strike price. Then the contingent claim for
European call option is given by Zr = (Sp — K)™.

Definition 1.4.6. (1) A trading strategy 7 is said to be a hedging strategy of the
contingent claim Zr if Vp(n) = Zr a.s. P.

(2) A market is said to be a complete market if for given any contingent claim there
exists a hedging strategy.

Example 2. The best known example of complete market is BSM market. In this market
there is one bond and one stock satisfying geometric Brownian motion.

Now we recall one of the most important concept of finance, namely risk-neutral measure
or equivalent martingale measure (EMM) .

Definition 1.4.7. (1) Let P and Q be two measures on a measure space (Q,F). The
measure P is said to be absolutely continuous with respect to Q if P(A) =0 for
each set A € F for which Q(A) =0 and denoted by P < Q.

(2) Two measures P and QQ on a measure space (0, F) are said to be equivalent mea-
sure if P < Q and Q < P and is denoted by P ~ () .

(3) Let (2, F, P) be a probability space. A probability measure Q) is said to be equivalent
(local) martingale measure if Q ~ P and the discounted stock price is (local)
martingale with respect to Q).

The following theorems are known to be as first and second fundamental theorem. They
can be found in [38] (Theorem 7.1 and Theorem 9.7).

Theorem 1.4.8. Let (Q,F, P) be a probability space on which S = {S,}o<i<r be an R"
valued discounted stock prices. If there exists an EMM @, then the market is arbitrage free.
Moreover, if there exists a unique EMM @), then the market is complete.
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2

Testing of binary regime switching models using
squeeze durations

2.1 Introduction

This chapter concerns about the testing of appropriateness of the use of binary regime
switching models. However in order to avoid computational complexity, we restrict our-
selves in a particular parametric class of geometric Brownian motion (GBM) and its sub-
sequent generalizations in terms of binary regime switching. By a binary regime switching,
we mean that there exists an unobserved two-state stochastic process whose movement
allows to change the market parameters i.e. drift and volatility coefficients. Let .S; denote
the asset price at time ¢, under the binary regime switching GBM. Then

dS; = Sy (u(Xy) dt + o(Xy) dBy) (2.1)

where {X;}i>0 is a {1, 2}-valued stochastic process and p(X;),o(X;) are the drift and the
volatility coefficients and B; is the standard Brownian motion. In general {X;};>0 is chosen
to be Markov or semi-Markov process.

We construct the discriminating statistics using some descriptive statistics of squeeze
duration of Bollinger band, which seems to be the most natural approach. The sampling
distribution of the descriptive statistics of occupation measure of Bollinger band under a
particular model hypothesis need not have a nice form and thus one may not be able to
identify that as one of a few known distributions.

In spite of the lack of mathematical tractability, one may surely obtain empirical dis-
tribution using a reliable simulation procedure. This is a standard approach in such cir-
cumstances. We refer to [62] for further details. In Theiler et al [61] this is termed as the
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typical realization surrogate data approach. The surrogate data approach is generally per-
ceived one of the most powerful method for testing of hypothesis. The available algorithms
to generate surrogate can be categorized into two classes namely typical realizations and
constrained realization (see [56]). In this thesis, we shall be using the typical realization
approach.

The rest of this chapter consists of two section. In Section 2, we propose a test statistic
using Bollinger band squeeze. Section 3 concerns about the empirical results.

2.2 Discriminating statistics based on Squeeze Dura-
tion

In this section, a discriminating statistics is proposed whose sampling distribution varies
drastically, under the regime switching assumption, with varying values of instantaneous
rate parameter. The discriminating statistics is taken as vector valued where every com-
ponent is a descriptive statistics of squeeze duration of Bollinger band. This section is
dedicated in describing the statistics and the numerical methods for obtaining its sampling
distributions. The actual numerical experiments are deferred to the next section. This
section is organized in four subsections.

2.2.1 Bollinger Band

Keltner channel and Bollinger bands based on the empirical volatility are the most
popular indicators for trading. John Bollinger introduced the concept of Bollinger band
for pattern recognition in 1980s. Bollinger bands provide a time varying interval for any
financial time series data. The end points of the intervals are computed based on the moving
average and the moving sample standard deviation of the past data of fixed window size.
Now we present a formal definition of the Bollinger bands of an asset.

Definition 2.2.1. A Bollinger band of a given time series data consists of three lines on
the time series plot, computed based on immediate lag values of fized length n say. The
middle line is the moving average of the time series with window size n. The upper and
the lower lines are exactly ko unit away from the middle line where k is a fized constant
and o is the sample standard deviation obtained from the last n numbers of lag values.

It is important to note that the main focus of the Bollinger band is to capture the
fluctuation, to be more precise, the volatility coefficient of the time series. Hence the
closeness of the upper and lower line is termed as squeeze, and is the indication of low
volatility of a particular time series. On the contrary, when the boundaries of band are far
from each other, that corresponds to a high volatility. For more details about Bollinger
bands and squeeze we refer to [5].
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2.2.2 p-Squeeze Durations

In this chapter, we consider the Bollinger bands of the simple return of a financial
time series. We introduce some important notations and definitions which would be used
subsequently. Let S = {S,}i_, denote an equispaced financial time series. The simple
return of S is defined by

_ Sk — Sk-1

. k=2,3,...,N. 2.2
S, (2.2)

T -

Definition 2.2.2 (21,6). By fizing the window size as n, the moving average {my}n_, .,
and the sample standard deviation {o}}j,., are given by

1 n—1
mg ‘= — Z Tk—i, (23)
" izo
1 n—1 ) n )
- - me 2.4
Ok \Jn_li:0<rk ) — (2.4)
for k > n+ 1. The empirical volatility 6 = {6} }n—p1 s given by 6y = 0—2 for all

k > n+ 1, where A is the length of the time step in year unit. Similarly, the empirical
drift fi = {fu}h_ns1 @5 given by fiy = % forallk >n+1.

Definition 2.2.3. Let y = {yr}}, be a random sample of a real valued random variable.
Then the empirical cumulative distribution function or ecdf F, is defined as

A 1™
Fy(@) == —> Lpeo)(® — yr),
m 2
where given a subset A, 1, denotes the indicator function of A.

Definition 2.2.4 (p-percentile). Let Fy be the ecdf of y = {yr}iy. Then for anyp € (0,1),
the p-percentile of vy, denoted by ]:lj_(p), is defined as

F;_(p) = inf {x’ﬁ’y(x) > p}.

For mathematical tractability we use a particular percentile of 6 as threshold in defining
the squeeze of the Bollinger band.

Definition 2.2.5 (p-squeeze). Given a p € (0,1), an asset is said to be in p-squeeze at
k-th time step if the empirical volatility 6y, as defined above, is not more than F5 (p).
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We introduce the sojourn times of the p-squeeze below.

Definition 2.2.6. For a fized p € (0,1) and a given time series {Sy}h—, let {(a;, b;)}2,
be an extended real valued double sequence given by

ag = 0
bi—1 == min{k > a;_1|6+ > F5 (p)}
a; := min{k > b; 1|6} < Fé_(p)L

fori=1,2,... and by following the convention of min () = +oo, where & is as in Definition
2.2.2. Then the sojourn time durations for the p-squeezes are {d;}= |, where d; := b; — a;
and L := max{i|b; < oo}, provided L > 1.

We note that one must multiply each d; by A to obtain the squeeze durations in year
unit. We would consider the finite sequence {d;}~; as a single object. In particular, we

call d; as the i-th entry of the p-squeeze duration or p-SqD in short for the given time series
{Sk}_,. We call L to be the length of p-SqD.

Remark 2.2.7. In a reasonably large and practically relevant time series data, the length
of p-SqD is considerably small. Hence a non parametric estimation of the entries of p-SqD
using empirical cdf is not practicable as that would have a high standard error. Hence,
only a collection of some descriptive statistics such as mean(d), standard deviation(s),
skewness(v ), kurtosis(k) of p-SqD can reliably be obtained and compared.

2.2.3 A Discriminating Statistics

We first consider a discrete time version of continuous time theoretical asset price model
with the time step identical to that of the time series data. We note that, for that theoretical
model, the corresponding p-SqD is a random sequence with random length. However, the
corresponding descriptive statistics as above would constitute a random vector of fixed
length whose sampling distribution would be sought for. A comparison of (d, s, v, k) with
respect to that sampling distribution would be the central idea for statistical inference.
However, this should not lead to the only criterion for rejecting a model. Of course there
are many other natural criteria for the same. Those criteria are typically considered as
constraints on parameterization of the class of models of our interest. Here we illustrate
with an example. If we restrict ourselves to all possible MMGBM models with two regime
as in [7], then

0= {(M(1)7 0(1)a A, ,U(2)7 0(2)7 )‘2)|”(Z) € R, U(Z) >0, A(Z) >0,1=1, 2} (25)

is the class of parameters, where u(7) and (i) are the drift and the volatility coefficients
-\ N

\ ]\ ) is the rate matrix for the Markov chain. Therefore the
2 —A2

respectively and (
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estimation problem boils down to a constrained minimization on a set 4 C © of the
following functional f : © — R given by

10) = E*[(d = d)* + (s = s)* + (' =v)* + (" = r)"], (2.6)

where (d?, s?, 1%, k) is the descriptive statistics vector of a member with parameter 6 € O,
provided the minimizer exists.

The main difficulty in taking ¥ = © is its time complexity due to a large scope of
parameter values. We introduce a fixed set of constraints, p-admissible class(%,-class),
which is a subclass of all possible regime switching models.

Definition 2.2.8 (%),-class). Given a time series data and a fired p € (0,1), a regime
switching model is said to be in 6,-class of models if the model satisfies the following
properties.

1. The long run average of drift coefficient matches with the time average of empirical
drift [i.

1. The long run average of volatility parameters matches with the time average of em-
pirical volatility &.

1. The long run proportion of time that the volatility process stays below Ff(p) s p,
provided the volatility process is not constant.

In view of Remark 2.2.7, we construct a discriminating statistics T = (11,75, ...,T,)

using r number of descriptive statistics of thei p—SLqD. To be more Spefiﬁche choose Z’l =
3

T2 iy o=\ g S (di = Ty)?, Ty o= £ 221% h) (Tyi= 4 Z“(;ﬁi )
Although our test statistics is based on squeeze duraQtionS which are amenabfe to capture
the sojourn times of regime transitions but it is not at all obvious that it would indeed
be successful to capture those unobserved switchings. The main difficulty lies in the fact
that a larger moving window size (n) in defining 6 ignores more number of intermittent
transitions and a smaller window size corresponds to higher standard error. So far window
size is concerned there is a popular choice of window size by practitioners, i.e., n = 20
for computing the empirical volatility. In view of these, we fix n = 20 now onward in the
definition of T.

Next we describe the procedure, adopted in this chapter, of obtaining the sampling
distribution of T under binary regime switching model hypothesis.

ete.

2.2.4 Sampling distribution of the statistics

In this section we give a detailed description of numerical computation of sampling
distribution of T statistics under the null hypothesis using Monte Carlo method, which is
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CHAPTER 2. TESTING OF BINARY REGIME SWITCHING MODELS

popularly known as typical surrogate approach following [61]. It is important to note that
the hypothesis testing, relevant to us, is of composite type (see [62]). The main purpose is
to test a meaningful composite null hypothesis. The procedure is as follows

(a) Given a time series S, the p-admissible class €, under the null hypothesis is identified.
A non-empty subclass &7 of €, is fixed.

(b) For each § € &/, B number of time series { X!, X2 ... X8} are simulated from the
corresponding model # with the same time step as in S. We call these, the surrogate
data of S corresponding to 6.

(c) Let t* := T(S) be the value of T of the observed data S and t := {t',t2,... t%} be
the values of T for the surrogate data { X!, X2 ... XB}, where t! = (ti,¢},... t)) =
T(X?) .

(d) By keeping a two sided test in mind we define o’ in the following manner

B
0 . . * 7
ay = 21jn§17p 9B (Z Lio,00) (£ — tj)) :

i=1

where gp(z) := m(g*x), and t* = (t],65,...,t5).

(e) Therefore the a-value for the test of the class &7 is given by
a, = max a’.
e
(f) We reject the hypothesis that S is a sample from a model in the class with confidence

100(1 — a,-)%, provided «,. is reasonably small.

Remark 2.2.9. [t is important to note, the above method has a pathetic limitation due
to the “curse of dimensionality." Or in other words for a given model 8, the probability of
observing the value of o to be smaller than a very small value is not so small when r is
large. But it is well known that the curse is not so fatal for the dimension r less than five.
Therefore we restrict ourselves in four dimensional testing.

For the purpose of illustration here we consider a specific time series S and r = 2
i.e., the test statistics T = (71,732). In the following plot Figure 2.1, the values T} and
T, are plotted against the horizontal and vertical axes respectively. The position of the
point t* = T(S) is denoted as a circle in the plot. Under the null hypothesis of GBM, the
%,-class turns out to be singleton (see Section 2.3.1 for details). The sampling distribution
of T under the null hypothesis is computed by setting B = 200 and that is presented using
a two dimensional box plot. Furthermore, under the null hypothesis of MMGBM, followed
by fixing B = 1, and a subclass &/ := {3 € (N) N [5,15],0(1) = E (p)} of €, the
values of T are plotted as dots.

In the following section, we implement the ideas developed here for more specific choice
of models and discuss the implementation issues in details.
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Figure 2.1: Plot of (71, T3) for observation and various different surrogate data.

2.3 Empirical study

For empirical study, we consider, 5-minute data of several Indian stock indices from 1-st
December, 2016 to 30-th June, 2017. Assuming there are 250 trading days in a year and 6
hours of trading in each day, we set A = m. We fix p = 15% throughout this section.
The components of t* for each index data are given in the Table 2.1 below. Every row of
the table corresponds to an index, which is mentioned in the second column with their id’s
in the first column. The third column gives the value of L, the number of observations of
p-squeeze duration of each index data.

2.3.1 Surrogate Data under GBM hypothesis

Let (2, F,P) be a probability space on which {W;};>¢ be a Brownian motion. The stock
price, modeled by a geometric Brownian motion (or GBM in short) is given by

dSt = St (,U dt + O'th) t Z 0, S[) > 0, (27)

where p and o are the drift and the volatility coefficients respectively. Equation (2.7) has
a strong solution of the form

1
Sy = Sy exp (,ut — §U2t + th> , 1 >0. (2.8)
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CHAPTER 2. TESTING OF BINARY REGIME SWITCHING MODELS

Table 2.1: Values of discriminating statistics (p = 15%) of a 5 -minutes data of Indian
indices during 1st Dec 2016 to 30th June 2017

Data Indices Occurence ] 3 3 1
101 NIFTY 100 159 10.52 11.31 1.17 3.41
102  NIFTY 200 160 10.45 11.18 1.29 3.79
103 NIFTY 50 155 10.78 11.00 1.08 3.28
104  NIFTY 500 152 11.01 11.40 1.20 3.63
105 NIFTY BANK 159 10.52 11.62 1.39 4.03
106  NIFTY COMMODITY 169  9.89 10.49 1.47 4.59
107 NIFTY ENERGY 168  9.96 11.44 1.59 4.80
108 NIFTY FIN. SER. 168  9.95 10.72 1.46 4.39
109 NIFTY FMCG 178  9.40 10.15 1.58 5.01
110 NIFTY INFRA 174 9.61 11.70 1.72 5.41
111 NIFTY IT 159 10.52 11.36 1.19 3.35
112 NIFTY MEDIA 173 9.66 9.49 1.19 3.77
113 NIFTY METAL 188 8.89 10.53 1.92 6.52
114 NIFTY MNC 178  9.40 10.63 1.54 4.67
115 NIFTY PHARMA 175 9.56 11.13 1.59 4.69
116 NIFTY PSE 148 11.29 12.73 1.28 3.76
17 NIFTY REALTY 177 945 1049 1.83 6.02
118 NIFTY SERVICE SEC. 172 9.72 11.13 1.33 3.77

It is important to note that, the €,-class is singleton as y and o are, by using Definition
2.2.8 (i)-(ii), # = f1 and ¢ = &, where the bar sign represents the time average.

Let Sy be the initial price of a stock consisting of N number of data points. Let
{0 =1t; <ty <...<tyn} bea partition of time interval of the observed data series, where
tivn—t; =Afori=1,2,...,N — 1 and A be the length of time step in year unit. Then
the @,-class of surrogate GBM can be generated by using the discretized version of (2.8)
which is given by

1o _
5,1, = Sy, exp ((g - S5+ Zi) , (2.9)

where {Z; | i = 1,..., N — 1} are independent and identically distributed (i.i.d.) normal
random variables with mean 0 and variance. We use this notation throughout this chapter.

Testing of hypothesis

We intend to test whether the value of T of observed index prices are outliers of T
values coming from GBM models. For each index in Table 2.1, we set our null hypothesis,

Hy : the time series is in €),-class of GBM.
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2.3. Empirical study

We again recall that the %,-class is indeed singleton. The following figures illustrate results
from all 18 indices. Figure 2.2 plots 77 and Figure 2.3 plots T, only. Each box plot is
obtained by simulating the GBM model from %)-class 200 times. The triangle plots are
the representative for original data of all the indices. Here we see that the triangles appear
far from the box plots.

mmmmmmmmmmmmmmmmmmmmmmmmmmmm
8 2 2 2 28 &8 2 8 &8 2 4 o A o 4 o 4O o 28 5 2 2 8 2 3 8 3 =& o o o 4 4O o 4 94

Figure 2.2: Sampling distribution of 7} un-  Figure 2.3: Sampling distribution of T3 un-

der GBM hypothesis der GBM hypothesis

Therefore the above Figures 2.2 and 2.3 indicate a strong rejection for the null hypoth-
esis of GBM model. We continue our investigation with binary regime switching Markov
modulated geometric Brownian motion in the following subsection.

2.3.2 Surrogate Data under Markov modulated GBM hypothesis

In this subsection, we study the testing of hypothesis of &,-class of MMGBM assump-
tion with binary regimes. In this case the equation (2.1) is dependent on a two state
Markov process {X;}i>0. It is important to note that a continuous time Markov chain can
be characterized by its instantaneous transition rate matrix.

In this subsection, we restrict our investigation in a particular subclass .7 of €, which
are embedded in

O = {0 = (u(1), (1), i, 1(2), 0(2), M) (i) € R,0(3) > 0, A > 0,6 = 1,2}, (2.10)

Here the transition rate matrix for the Markov chain is given by

_ (M M
(4
Therefore the sojourn time distribution of state ¢ is Exp()\;) for ¢ = 1,2. Now since
o/ C 6, C O, by using Definition 2.2.8(iii), we have
1

A
T =D (2.11)
T
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CHAPTER 2. TESTING OF BINARY REGIME SWITCHING MODELS

Using Definition 2.2.8(i), (2.11) the drift coefficients (i) satisfy the following relation

pu(1) + (1 =p)p(2) = p. (2.12)

Also using Definition 2.2.8(ii) and (2.11) the volatility coefficients o(7) have the relation
below

po(1)+(1—p)o(2) =6 (2.13)
After a simple computation (2.11) becomes
1
A= ( - 1) Mo (2.14)
b

Thus €, C © is the set of six parameters satisfying equations (2.12), (2.13) and (2.14). We
choose o7 by fixing ;(1) = u(2) and (1) = F¥ (p). Thus « is a subset of the solution
space of five equations in six unknowns, or in other words, &/ can be viewed as a one-
parameter family of models. Next to generate surrogate data, we need to discretize the
MMGBM model corresponding to each member of 7. To this end we discretize (2.1) and
perform Monte Carlo simulation. The discretization of MMGBM surrogate of the form
(2.1) is given by

St = Sucexp (1) = 5020 ) A+ 0(X) )
X =X; — (=D P, (2.15)

where {P; | ¢ = 1,...,N — 1} are independent to each other and also to Z; for all j and
each P; ~ Bernoulli(Ax,A), a Bernoulli random variable with parameter Ax,A.

Testing of hypothesis

We intend to test whether the values of T of observed index prices are outliers of
T values coming from MMGBM models. For each index in Table 2.1, we set our null
hypothesis,

Hy : the time series is in the class &7 of MMGBM.

To test Hy, we adopt the typical realization surrogate data approach and consider the
discrete model (2.15). For every 6 € o7, we perform Monte Carlo simulation two hundred
times (B = 200). Then we record the «aj, as, as and a4 values for each index in Table
2.2. From Table 2.2 it is evident that H, can be rejected for each index with « value 5%
or smaller. We consider the first time series 101 to illustrate the sampling distribution of
T for some models in o7 using the following four plots. In each of the Figures 2.4-2.7, the
circle plot represents t*, the T value of I01. Furthermore, there are three two-dimensional
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2.3. Empirical study

box plots corresponding to i = 5,10 and 15 respectively. It seems from Figures 2.4 that,
the least square estimate of should be in between 5 and 10, so far (77, 73) is concerned.

However, Figure 2.5 implies that the least square estimate of ~— > 15. On the other hand,
Figures 2.6 and 2.7 imply that the data is an outlier. Flnally, since all the ay are less
than 5%, in the MMGBM column of Table 2.2, we reject the null hypothesis with 95%

confidence for each index data.

22 22
20 4| © Empirical 20 || © Empirical
18 |9 18 || 9
0=10 =
16 - 16 - 6=10
—06=15 —0=15
14 - 14
12 - o 12 A
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o N B O ©
| I |
_|!'

0 2 4 6 8 10 12 14 16 18 20 0 2 4
T1 T3
Figure 2.4: Ty and T under MMGBM hy-  Figure 2.5: T3 and 7Ty under MMGBM hy-
pothesis pothesis
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2.3.3 Surrogate Data under semi-Markov modulated GBM

In this subsection, we consider a subclass of the following all class of models

0 = {0 = (u(1), (1), M (-), 1(2), 7(2), Ao ()| i) € R, (i) > 0, \(-) > 0, i = 1,2}.

For every # in 6, C ©, u(i) and o(7) satisfy the equation (2.12) and (2.13). The transition
rate matrix for the semi-Markov chain is a matrix valued function on [0, 00), given by

o —/\1(9) )\1(9)
AMy) = ( Aa(y) —A2<y>> vy €10, 00).

Now for illustration purpose, .« is chosen in the following manner. The holding time distri-
bution of the state i is I'(k;, A;) for i = 1,2, where I'(k;, A;) denote the gamma distribution
with shape k; and rate A;. Then it follows from [27] that A;(y) is the hazard rate of I'(k;, \;)

)\fiykrle»\iy

and is given by )\Z(y) = m,
Since the expectation of I'(k;, \;) is &, it follows from Definition 2.2.8(iii), that

where v is the lower incomplete gamma function.

i.e.

0 2 4 6 8 10 12 14 16 18 20

Figure 2.7: 17 and T, under MMGBM hy-



2.4. Conclusion

In addition to these, as before, we further assume that u(1) = u(2), o(1) = Ff (p) and
k1 = ky. Thus &7 is the solution space of six equations in eight unknowns or in other words
47 is a two parameter subfamily of ©. For drawing samples from each member of &7 using
Monte Carlo simulation, we first discretize (2.1). The discretization scheme for SMGBM
surrogate of (2.1) is given by

1

St = St exp (<,u(XZ) - 202(Xi)) A+ o(X;) Zi> ,

X=X, +(-D% P,

Yigi =Y, +iA) (1 - P), (2.16)
where P; and Z; are as in (2.15). The readers are referred to [27] for more details about
similar representation of semi-Markov process.

Testing of hypothesis

We set our null hypothesis for all index
H, : the time series is in the class &/ of SMGBM.

From Table 2.2 below, Hy cannot be rejected for any index with a significant level of
confidence. Hence we cannot reject the superset also. Or in other words, we cannot reject
the hypothesis that the data, under study, is drawn from a SMGBM population.

2.4 Conclusion

In this chapter, we have developed a statistical technique to test the validity of the use
of binary regime switching extension of GBM. By several numerical experiments we have

shown that we cannot reject the null hypothesis that the Indian index data is drawn from
a SMGBM population.
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Table 2.2: The a-vales for all the indices

MMGBM SMGBM

Index o 1o a3 oy o o o3 oy
1 101 0.490 0.395 0.045 0.040 | 0.495 0.485 0.225 0.095
2 102 0.490 0.400 0.050 0.045 | 0.500 0.455 0.195 0.105
3 103 0.470 0.420 0.050 0.035 | 0.495 0.470 0.230 0.100
4 104 0.435 0.395 0.055 0.040 | 0.500 0.455 0.180 0.105
5 105 0.415 0.395 0.055 0.040 | 0.495 0.415 0.195 0.105
6 106 0.465 0.390 0.055 0.040 | 0.485 0.415 0.200 0.115
7 107 0.430 0.430 0.060 0.040 | 0.500 0.420 0.205 0.100
8 108 0.475 0.420 0.050 0.035 | 0.495 0.455 0.235 0.100
9 109 0.455 0.420 0.085 0.050 | 0.495 0.425 0.220 0.105
10 110 0.460 0.390 0.055 0.040 | 0.485 0.425 0.200 0.115
11 111 0.455 0.420 0.055 0.040 | 0.490 0.430 0.190 0.100
12 112 0.480 0.395 0.050 0.050 | 0.500 0.470 0.210 0.115
13 113 0.490 0.405 0.050 0.040 | 0.500 0.470 0.215 0.105
14 114 0.430 0.395 0.055 0.040 | 0.485 0.415 0.195 0.100
15 115 0.490 0.410 0.050 0.035 | 0.480 0.480 0.235 0.100
16 116 0.435 0.395 0.055 0.040 | 0.495 0.425 0.200 0.105
17 117 0.470 0.410 0.045 0.030 | 0.495 0.400 0.195 0.095
18 118 0.425 0.395 0.055 0.040 | 0.490 0.430 0.205 0.100
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3
The CSM Process

3.1 Introduction

The most common properties of any financial time series are its dramatic change of
behavior over the time. This changes in financial markets often occur due to government
policies, economic news, etc. The regime switching models allow us to capture these abrupt
movements. In this type of models, the market parameters are allowed to be finite state
pure jump process. The empirical study based on Indian stock market, presented in the
Chapter 2, suggests the appropriateness of use of the semi-Markov process to model the
market states. This process is referred to as a hidden semi-Markov process. Age-dependent
semi-Markov process is a generalization of the semi-Markov process. In this chapter, we
recall the age-dependent process in brief and present some properties of component-wise
semi-Markov process (CSM).

3.2 Age-dependent process

The estimation of hidden semi-Markov process from a given time series is generally
known to be as a very difficult tusk. However, it is shown in [28] that the instantaneous
transition rate, i.e the rate at which the semi-Markov process moves between states, can be
estimated. In this section we describe the approach of Ghosh and Saha [27] to construct an
age-dependent process on a finite state space X := {1,2, ..., k}, specified by instantaneous
transition rate A, which is a collection of measurable functions \;; : [0, 00) — (0, 00), where
(1,7) € Xg and Xy := {(4,7)]i # j € X}.

Let (2, F, P) be a probability space. We make following assumption on A

sup Y Aij(y) < oo, (3.1)

y€(0,00) 544
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CHAPTER 3. THE CSM PROCESS

and we consider A\;(y) = — > \i;(y).
J#i

Now let for ¢ # j and for every y > 0, Aj;(y) := ( > )\i/j/(y)) + 10, \ij(y)), using
(#,3") = ()
a strict total order < on Xy. Now we define hy, g, : X x R, x R — R by

h(iy,z) = > (G—D)la,w(2), aey,2) =y > la,w(2).
JEXN(i} JEXN(i}

We define the following system of coupled stochastic integral equation

X, =X+ / / I (X, Yo, 2)p(du, d2)
(0,¢4] R

Y; = Yb_‘—t_ / /g)\(Xu—aYu—aZ)p(duadz)a
(0,¢] R

(3.2)

where g is a Poisson random measure on (0,¢] x R with intensity dt dz. Here p is a
Poisson random measure in time and space variable. We refer to [50] for the proof that,
(3.2) has a unique strong solution under the assumption (3.1). The process {X;}i>o is
known to be as an age-dependent semi-Markov process and {Y;}+>¢ is the age process. We
also note that, the joint process Z; := {(X;, Y3) }+>0 is a time homogeneous Markov process.

The CSM process is further generalization of age dependent semi-Markov process, where
each component is an age-dependent semi-Markov process. If we consider a market with
multiple asset, then it is better to use a CSM process rather than a single semi-Markov
process.

3.3 The CSM Process

In this section we present some properties of CSM process. First we define the CSM
process.

Definition 3.3.1. A pure jump process X on a finite state space 8 is called a CSM if there
is a bijection T : 8§ — X"*! for some non-empty finite set X, and some non-negative integer
n such that each component of I'(X) is semi-Markov process, independent to each other.

To model the regimes of the market, we consider a CSM { X, };>¢ on X" where X',
the [-th component of X, is an age-dependent process with instantaneous rate functions \’,
for every | = 0,...,n. We denote the age process of X! as Y! and Y defined as (Y°,...,Y™)
is the age process of X. For each [ = 0,1,...,n, let {X!'};>¢ be the solution to (3.2) with
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o replaced by p!, X by A, Xy by X} and Y; by Y{. In other words

X! —Xl—i-//hl (XL Y 20)9!(du, dz)

(3.3)
Y} —Yl—i-t— //g (XL Y 2)e! (du, dz),
(0,4 R
where h! = hy and ¢' = gu. We denote the tuple (X?, X}, ..., X") by X, and
(YO, V... )Y") by V. Let X = {1,...,k} C R. For every [ = 0,1,...,n, consider a
function X' : {(7,7) € X2|i # j} x [0,00) — (0,00) with the condition (3.1) satisfying the
following assumptions:

Assumption 3.1. (i) M;(y) = — 3, M;(1),

(it) y — N;(y) is continuously differentiable,

(iii) if A(y /Z)\ v)dv, then hmAl( ) = o0.

0 J#i

Remark 3.3.2. [t is important to note that Assumptions 3.1 (ii), is not required to con-
struct a CSM process. We need this assumption to establish some reqularity of holding time
distribution.

For [ =0,1,...,n, let us consider the following function
Fl(li) == 1 — e for § > 0.
Let f!'(y]7) be the derivative of F'(y|i) with respect to 3. Now for each [ = 0,1,...,n, we
consider the matrix p', where for all ¢ and ¥
AL(9)

pg) ={ Mol LiF (3.4)
0 if i = j

Now by setting ﬁéj = /pizj(g)dFl (y]i), we make further assumption.
0

Assumption 3.2. The matrix (ﬁij) is irreducible for each | =0,1,...,n.

From the definition of F! and the assumptions on A we observe F'(y|i) <1, Vg > 0. We

also note that \;(y) = pl; (gj)lf;g?(‘;)l hold for 7 # j. Tt is shown in [27] that F'(g|i) is the
conditional c.d.f of the holding time of X' and pw( y) is the conditional probability that X!
transits to 7 given the fact that it is at ¢ for a duration of y.

Now we will define some important notations for our future work.
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Notation 3.1. T! denote the time of n-th transition of the I-th component of X, whereas
TN=0and 7l =T —-T .

Notation 3.2. For a fized t, let n'(t) := max{n : T, <t}. Hence T',

<t<Th, ., and

®) )+

()"

Notation 3.3. 7'(t) := time period from time t after which the I-th component of X, would
have a first transition. Note that T'(t) is independent of every component of X other than
[-th one.

Notation 3.4. We denote the conditional c.d.f of T'(t) given X! = i and Y! = y as
F.(-|i,9), and the conditional p.d.f of 7(t) given X! =i and Y} =y as fu(-|i,7).

Notation 3.5. Let ((t) be the component of X;, where the subsequent transition happens.

Remark 3.3.3. It is important to note that this c.d.f does not depend on t mainly because
(X3, Y;) is time-homogeneous. We also notice that T'(t) + Y} is the duration of stagnancy
of X! at present state before it moves to another.

From now we denote P(:|X; = z,Y; = y) by P,,,(-) and the corresponding conditional
expectation as E; , ,(-). Therefore, P, , ,(¢(t) = 1) represents the conditional probability of
observing next transition to occur at the [-th component given that X; = x and Y, = v.
We find the expressions of the c.d.f and the probability defined above and obtain some
properties in the following lemmas.

Lemma 3.3.4. Consider F', f', F.., fu, P, as given above.

(i) For eachl, F.(r|i,y) = %&%@m, and fa(rli,y) = {l_(;,fé"?), forr > 0.

(ii) The joint probability distribution of T'(t) and £(t) = [ is given by

r

Pragl7'(t) < 1, 0(6) = 1) = [ TLQL~ Fon(sla™ y™)) fs(slat o/ ds.
0 m#l

(1ii) For eachl, Py, ,(0(t) =1) = / 11— Em(slz™, y™) fri(s]2’, y')ds.
(iv) Let Foy(-|x,y) be the conditional c.d.f of T'(t) given X; = x,Y; = y and ((t) = L.

Py gy (TH(E) <1 0(8)=1
Then Fruy(rlz,y) = HepGEap=s,
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Proof. (i) One can compute the conditional c.d.f F.(:|7,y) in the following way

= P +Y! <r+y| X =i,V =79

Fa(rli,g) = PO <7'(t) <r|X! =4,V =7)
(t
= PV} Y,

<T+y|YTl Zvaé_%Y;l:g)
nk(

n Lt)+1 )

_ Fl(r+yli) — Fl(yli) B o
— T ) [=0,1,...,n. (3.5)

We denote the derivative of FLi(r|i,y) by f.(r|i,y), given by

f1(+9li)

fr(li,y) = 1= Fl(gli)

(3.6)

This proves (i).
(ii) We introduce a new variable 77!(t) := m;érll 7™ (t). We denote the conditional c.d.f of

77Y(t) given X; = x and Y; = y as F,.—i(-|z, y) which is equal to

1= I (1= Fon (™, y™))

m#l

It is easy to see that P, ,(7'(t) < r l(t) = 1) = P, (77'(t) > 7(t),7'(t) < 7). To
compute this probability we use a conditioning on 7¢(¢). Thus

Proy(T'(t) S l(t) =1) = Epoyl[Pruay(r7(t) > 7(t), 7' (1) < r[7'(1))]

= [ Py (710 > D17 0) = ) fulsla )

= (1= Py (771(0) < ) (sl ') s

0
r

_ /H(l—FTm(s\xm,ym))sz(s\:L’l,yl)ds. (3.7)

This proves (ii).

(iii) It is obvious that, P, ,(¢(t) =1) = P;,,(7'(t) < 00,£(t) =) and this completes the
proof of (iii).

iv) From the definition of F.;(r|z,y) we have,
|
Fap(rle,y) = Pray(r'(t) <rll(t) =1)
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CHAPTER 3. THE CSM PROCESS

Now using (3.7), and (3.8), we completed the proof of (iii).

In the next lemma, we shall discuss about the regularity structure of P, ,(¢(t) = [) and
Fi(v]x,y), which will be used in the forthcoming Chapters.

Lemma 3.3.5. Let F.(r|i,y), fn(r[i,y), Fray(r|z,y) be as in Lemma 8.3.4.

(i) Let fau(r|z,y) is the derivative of Fuy(r|x,y) in r variable. Then the following
identity holds

FH )

frl|l<0‘xag)Pt,x,ﬂ(€(t) = l) = frl(o‘xl7yl) = W

(ii) For eachl, f.(r|i,y) is differentiable in r. Furthermore, F.(r|i,y) and f.(r|i,y) are
differentiable in 1y .

i) Py, (TH(t) < 1, l(t) = 1) is differentiable in y variable and
b} 7y
2 @Pt,zvy(Tl(t) <7 () =1) =D fri(0l2', y") Pray (7'() < 7, £(t) = 1)
i=0

+ H (1 - FTm(rlxm’ym)) f‘rl (T|£Bl7yl) - f71(0|$layl)
m##l

(i) P, .,(L(t) =1) is differentiable in y and

f aayipt,x,y(g(f) =1)= zn: For (02, 4" ) Prgy (0(t) = 1) — (0], 1)),

=0 i=0

(v) Foy(r|z,y) is differentiable with respect to y and

L T (1= Pl ™) e o)
- l) m#l

"9 B v o ]z, y)
; @Frl|l<r‘x7y) - fﬂ'l(0|'r 7y> Pt@y(g(t)

Proof. (i) Consider the expression of Lemma 3.3.4(iii) and differentiating it with respect
to r, we obtain the result.

40



3.3. The CSM Process

(ii) Since A'is Ctinr, sois fu(r|i,y) V1. Again since for all [, F' and f! are differentiable

in g, it follows from 3.3.4(i) that F.(r|i,y) and f.(r|i,y) are differentiable in y. By
a straight forward calculation, we can obtain

jyﬂz (11is§) = Fu(rlisg) — £ (0 5) (1 — Fou(rli, ) (3.9)
0 fL(r + )i
Gt 1) = el A0l ) + (3.10)

where f! denotes the derivative of f! with respect to 7.

(iii) We first recall the Definition of P, ,(7'(t) < r,€(t) = 1) from Lemma 3.3.4(ii),

r

Praa(70) <1 00) = 1) = [ T[T (1= Fon(sla™ y™)) fur(sla’, ')

Since f,i(s|2!, ) is bounded for 4 € [0,7] and it is differentiable with respect to #,
then by using Fatou’s lemma we can interchange the limit and integration. Therefore,

9 .
Tyjpt’x’y(,r (t) S r, E(t) = l)

T

0 .
[T (= Fonsla™ 5™)) 5 (sl ), j=1
_ ) o omA y
r ) . .
—/ [I (1= Fonlsla™, y™) 5= Frs(sla? s o7) fr(slal, y)ds, j #1L
0 ML) Yy
Now,
O oy (8) <y bt) = 1
;ayj by (T (1) < 1 L() = 1)

0 o
S [ TL (1 Bl g™) 5 Fo (sl ) (sl ')
ALY mAlE] Y

Now using (3.9) and (3.10), we have

> aayqu%y(Tl(t) <r () =1)
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CHAPTER 3. THE CSM PROCESS

T

fl(g P
- / H (1 = Frm(slz™,y™)) <f71(3|$l,yl)f71(0|gjl’yl) + f<+y|)> ds

) L — Fi(y'|!)

~ [S I (= Bl y™) (fos (sla?s7) = Fs 00, ) (1 = Fra(sla?, o))
0 JF mAF]

x fa(s|zt, ') ds. (3.11)

Now by using Lemma 3.3.4(i), (ii) and integration by parts in the first integral of
(3.11), we have

Pt7:v,y(7—l(t) <rl(t) = l)frl(0|xl»yl)

+ H (1 - F ( |xm m)) le(r|‘rl7yl> - f71(0|xlayl)
m£l

+ [ X T (1= Fenlsla™y™) feCsla ) faslaly) ds (3.12)
0 il mAlFE

The second integral of (3.11) can be rewritten as

/Z H Tm )) f‘r’( |xi7yi)f7l(s|$l7yl) dS
0 1#l mAF
£ o0t y) [ T] (U= Fon(sla™ y™) fulslel g ds— (3.13)

Therefore by substituting (3.12) and (3.13) in (3.11), we have the desired result.
(iv) This result is obvious.

(v) Using (iii) and (iv), it can be proved. O
Now we state a corollary of the preceding Lemma, which will be used in the succeeding
Chapters.
Corollary 3.3.6. Let 0 <t < T, then the following identity holds

n

Z Fl\l —t|$,y) :f7—1|l<0‘x7y)(Fﬂ'l\l(T—t|x7y)_1)'
0
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4

Portfolio Optimization

4.1 Introduction

This chapter concerns with a risk-sensitive portfolio optimization problem. We consider
a financial market consisting of several assets, governed by a CSM modulated jump diffu-
sion. Under the above market assumptions, we solve the optimization problem by studying
an HJB equation. Using some separation of variables, we reduce the HJB equation to a
linear first order system of non-local PDEs. To show the well-posedness of the linear PDE,
we study an equivalent Volterra integral equation(VIE) of the second kind.

The rest of the chapter is organized as follows. In the next section we give a rigor-
ous description of the model of a financial market dynamics and then derive the wealth
process of an investor’s portfolio. In Section 3 we describe the optimization criteria and
the equations of corresponding optimal portfolio. The problem of optimizing the portfolio
wealth under the risk sensitive criterion on the finite time horizon is presented in Section
4. Section 5 contain some concluding remarks.

4.2 Model Description

Key Assumptions of the chapter
Let (2,.%#,P) be a complete probability space.

4.2.1 Model parameters

Let X denote a finite subset of R. Without loss of generality, we choose X = {1,2,...,k}
and Xy := {(4,7)|i # j € X}. Consider for each | = 0,1,...,n, A\ : X3 x [0,00) — (0,00) a
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CHAPTER 4. PORTFOLIO OPTIMIZATION

continuously differentiable function in y with A,;(y) = — ¥, Al;(y) and

y
lim Al(y) = oo, where Al(y) := /Z)\ij(v)dv.

Yy—0 .
0 JF#i

Assume that for each j = 1,2,...,m9, v; denotes a finite Borel measure on R. Let r :
[0, 7] x X" — [0,00), p! : [0,T] x X" — R, and o' : [0,T] x X" — (0,00)*™ be
continuous functions of the time variable for each [ = 1,...,n, where m; and my are the

positive integers. We also consider a collection of measurable functions 7;; : R — (—1, 00)
foreachl=1,...,n,7=1,...,ms.

We further introduce some more notations. Fix x = (zg,71,...,2,) € X" and t €
[0, 7] and we denote b(t,z) = [u'(t,x) — r(t,z),...,pu"(t,x) — 7(t,2)]1xn, and o(t, ) :=
[01;(t, Z)]nuxcm, , Where 0y; is the j-th component of ¢! function. For each z = (21, ..., 2m,) €
R™2, we denote n(z) := [m;(2;)]nxm,.- We use [-]* to denote transpose of a vector.

4.2.2 Asset price model

Let {X}|1=0,...,n} be a collection of (n + 1) X valued random variables, and {Y{ |
[ =0,...,n} be a collection of (n+ 1) non negative random variables. Let W = {W,};>¢ =
{[W} ..., W{]*}>0 be a standard m;-dimensional Brownian motion. We further assume
that, {N;(dt,dz)|j = 1,...,ma} on (0,00) xR and {p'(dt,dz) | I =0,...,n} on (0,00) xR
are two sets of Poisson random measures with intensity v;(dz)dt and dtdz, respectively
defined on the same probability space. For each j, v; denotes a finite Borel measure. It is
important to note that the random variables, processes and measures are defined in such
a way that they are independent. Let X := {X;};>0 where X; = (X2, X},..., X]") be a
CSM process whose each component is a solution of the following stochastic differential
equation

X! = xiy / / RXE YL 20) (du, dzo)
(

0] R

Y;l = }/E)l+t_ //gl<leLvKszvZO)pl(duad'ZO)v
(0,4 R

where

h)\l (27 Y, Z) = Z (] - Z->1Aéj(y)<z>7 gx (Za Y, Z) = Z ylAiJ(y)(Z)
jeX\{i} jexX\{i}

We consider a frictionless market! consisting of (n + 1) assets whose prices are denoted
by {S?, S, ..., 5"} and are traded continuously. We model the hypothetical state of the

la financial market without any transaction cost.
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4.2. Model Description

assets at time ¢ by the pure jump process X;. The state of the asset indicates its mean
growth rate and volatility. We assume

dS) = r(t, X,)SPdt, S) =so>0.

Thus the corresponding asset is (locally) risk free, which refers to the money market account
with the floating interest rate r(t,z) at time t corresponding to regime x. The other n
asset prices are assumed to be given by the following stochastic differential equation

Sy = S | p'(t, X)dt + " o1, Xo) AW+ / m(z;) N;(dt, dz))

j=1 J=1p
S(I]ZSZ, leO,lzl,Q,...,n.

NERY

These prices correspond to n different risky assets. Therefore, u' represents the growth
rate of the [-th asset and o the volatility matrix of the market. Consider the filtration .%;
be the right continuous augmentation of the filtration generated by W, X, N, j =1,...,mq
such that %, contains all the P-null sets. Here we further assume the following.

Assumption 4.1. (i) Foreachl=1,....,nandj=1,...,ma, we assumen; € L'(v;)N
L*(vj).
(i) For eachl=1,...,n and j =1,...,ma, we further assume In(1+ n;) € L*(v;).
(iii) Let a(t,x) = o(t,z)o(t,z)* denote the diffusion matriz. Assume that there exist

a 81 > 0 such that for each t and x, E*a(t,x)§ > §||&||?, where || - || denotes the
FEuclidean norm, and we use [-]* to denote transpose of a vector.

The next lemma asserts the existence and uniqueness of the solution to the SDE (4.1).

Lemma 4.2.1. Under the Assumption 4.1(ii) the equation (4.1) has a strong solution,
which is adapted, a.s. unique and a rcll process.

Proof. First we show the uniqueness by assuming that the SDE (4.1) admits a solution,
{550, say, the stopping time 7 = min{t € [0,00) | S! < 0}. By applying Ito’s lemma
(Lemma 1.1.16 ) on In(S%) for 0 < s < ¢t A 7 we get,

l

din(sl) = 2=

1
— (L)L Pau(s, X, )ds

mi
(s, X )ds + " 05(s, X ) de]
j=1

+ % /[ln(si_ + i (2)St ) — ln(Sé_)} N;(ds,dz;)

Jj=1 R
Integrating both sides from 0 to ¢t A 7 yields,

tAT tAT

1 )
In (S,fAT) —Ins; = / <,ul(s,XS_) — 2a”(s,X5_)d8) + z /U[j(S,XS_) aw?
0
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tAT

—|—Z //ln 1—{—771] Z] )Nj(dS,de),

Jj=1y
where all the integrals have finite expectations almost surely by using Assumption 4.1(ii).

tAT

tAT
1 m ‘
Sl =sexp [ / (,ﬁ(s, X, ) — 2all(s,Xs_)> ds+Y_ /alj(s,Xs_) dW?
Jj=17y

0

+§//hl(l+77lj(zj>)Nj(dSadzj)] (4.2)

Thus any solution to (4.1) has the above expression. Under Assumption 4.1(ii) / / In(1+
R

m;(2;)) N;(ds,dz;) has finite expectation for any finite stopping time 7.

Let @ = {w € Q : 7(w) < oo}. Now if possible, assume P(£2;) > 0. By letting
t — oo in the above expression, we obtain that SlT(wF is exponential of a random variable
which is finite for almost every w € €. Thus Sl _ > 0. But for almost every w € €y

St 7w < 0. Hence non-positivity occurred only by Jump In other words ;;(z;) < —1 for
some z;. But that is contrary to the assumption on 7. Hence 7 = oo P a.s. Therefore,
SI'>0Pa.s. Vte (0,00) and is given by

m1 t _
= Shexp [Z /O'ZJ (5, X, ) dW? + Z// In(1 + ni(25)) N;(ds, dz;)

J=17 =19 R

+/('ul(57Xs> o ;(0'1(5,)(3)0'1(8,)(5)*)

+Z / In(1 + m;(z;)) — m;(2)) Vj(dzj>) ds| . (4.3)

i= ]1z]|<1

Thus by equation (4.3), {S!};>¢ is an adapted and rcll process and is uniquely determined
with the initial condition S} = sy. Hence the solution is unique.

It is easy to show by a direct calculation that the process S!, given by (4.3) indeed solves
the SDE (4.1). O

Remark 4.2.2. We note that Assumption 4.1(i) and Assumption 4.1(ii) follow for special
case where

—1 < inf m;;(2) < supm;(z) < oo.
z€R zeR

46



4.2. Model Description

By Assumption 4.1(ii) the diffusion matriz a(t,x) is uniformly positive definite, which
ensures that a(t,x) is invertible. We will use this condition in Section 3. This condition
also implies that my; > n.

4.2.3 Portfolio value process

Consider an investor who is employing a self-financing portfolio of the above (n + 1)
assets starting with a positive wealth. If the portfolio at time ¢ comprises of 7! number of
units of [-th asset for every [ = 0,...,n, then for each w € €2 the value of the portfolio at
time t is given by

n
— I ¢l
Vii=>m S
1=0

We allow 7! be real valued, i.e., borrowing from the money market and short selling of
assets are allowed. We further assume that {ml};q is a {%; }i>0 adapted, rcll process for
each [. Then the self-financing condition implies that

v, = > m_ dS;.

7rtS (t)

v , the fraction of investment

If wl are such that V; remains positive, we can set u} :=

in the I-th asset. Then we have > ui = 1 and hence u) = 1 — Zut We call vy =

1=0
[uf,u?, ..., ul]* as the portfolio strategy of risky assets at time ¢. Then the wealth process,

{Vi}+>0, now onward denoted by {V;}:>o, takes the form

d‘/tu n l dSl
‘/tli 1=0 e Stf'

Thus we would consider the following SDE for the value process,

d‘/;u:[/iu< (t, X) _|_Z[ (t, X;) — (t,Xt)} ui) dt
=1

n mi

VIS oyt Xy) uldW
=1 j=1
n mso
VIS /m] z;)N;(dt, dz;). (4.4)
=1 j5=1
Now we denote b(t,z) := [u*(t,z) — r(t,z),...,u"(t,x) — 7(t,2)]1xn, and o(t,z) :=
[01;(t, )]s, , where 0y is the j-th component of ¢! function. For each z = (21, ..., 2m,) €

R™2, we denote n(2) := [11;(2;)]nxm,- Using (4.1), (4.5) can be rewritten as
dV;“ = V;u( T(t, Xt) + b(t, Xt)ut)dt + V;uufa(t, Xt)th
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CHAPTER 4. PORTFOLIO OPTIMIZATION

VS [ [uin(a)] Nyt d), (4.5)

where ufn(z) = [Z upnn (21), -0 Y uinlm(zm)] .
=1 =1 1xXmo

Remark 4.2.3. It is important to note that for all choices of u, the SDE (4.5) need not
have a strong solution. Therefore we should restrict ourselves to particular class of portfolio
strategy.

It is clear from the definition and above derivations that V;*, the portfolio wealth
process, is a controlled process. Let A C R" be a convex set containing the origin, denoting
the range of portfolio. The range is determined based on investment restrictions. For
example, A = R" in the case of unrestricted short selling. The restrictions on short selling
makes A = {u € R" | u! > ¢, 5 u! <1 —¢Vi}, where ¢ < 0 for [ =0,...,n. Clearly,
¢ = 0forl =0,...,n correspond to no short selling. Now we shall define the class of
admissible portfolio strategy for our problem.

Definition 4.2.4. An adapted process u = {Ut}te[o,T] is said to be admissible portfolio
strateqy if:

(i) the process u takes values from the conver set Ay := ANUs, where Us == {u €
R [u™n(2)]; = —1+0,Vj,z} for some 0 <4 <1,

(7i) (4.5) has a unique strong solution,

(1i7) esssupsup |lu(w)|| < oco.
Q [01]

Remark 4.2.5. It is important to note that the set of admissible portfolio strategy is non
empty as the constant zero process is in the set of admissible strategies.

Lemma 4.2.6. Let N be a Poisson random measure on (Q, .7, P) with intensity v(dz) dt,
where U is a finite measure. If 7 € L*(v), then there exists a positive constant ¢ such that

E

exp (//ln(l +72(2)) N(ds, dz))] = exp (ctv(R)) .

0 R

Proof. We first note that |N,| := N([0,¢] x R) is finite a.s. as || < co. Therefore the
¢ B | Vi

integral //111(1 +1°(2)) N(ds,dz) can be written as Y In(1+7%(z;)), where {(t;, z;)} are
0 R

=1
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_ _ | Vi
the point masses of N on [0,¢] x R. To be more precise, N(A) = Y 0@, (A) for all
i=1

A€ A([0,t] x R). Therefore

exp (/t/ In(1+72(2)) N(ds, dz))

0 R

E =E

=1

|Ne|
[T+ 772(%'))] : (4.6)

By conditioning on |N,|, the right hand side of (4.6) can be rewritten as

I

Since (1 4+ 7°(z1)), ..., (1 + 7*(2x,)) are conditionally independent and identically dis-

[Ny |

I+ 77| %

=1

E E

tributed given |Ny| = n, the above expectation becomes

SSE((1+ P ) PN = n).

n=1

Now using E [7%(21)] = ¢, and P(|N,| = n) = e #® (wgf))n in the above expectation, we
have

Z(l + C)neftf/(R) (tD(R>>n

- n!

— ¢ "®) exp (tr(R)(1 + ¢))
= exp (ctv(R)) .

[]

Lemma 4.2.7. Under Assumption 4.1(1) and with admissible control u, (i) the SDE (4.5)
has a unique positive strong solution with finite expectation for an admissible control w. (ii)
The solution has finite moments of all positive and negative orders, which are also bounded
on [0, T] uniformly in u.

Proof. (i) We first note that, since u; € Uy and satisfies Definition 4.2.4(iii),
[ In(1 + fug_n(2)];)] < max ([ o], Clln;(z)])
where C' := esssupsup ||u¢(w)|| and 7.; is the j-th column of the matrix n. Again using
Q [0,7]
Assumption 4.1(i) and finiteness of measure v;, the integration of RHS with respect to

t
N, has finite expectation. This implies that E// In(1 + [u;_n(2)];) N;(ds,dz;) < oo.
0 &
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Therefore in the similar line of proof of Lemma 4.2.1, we can show under the Assumption
4.1(i) and admissibility of u, (4.5) has an a.s. unique positive rcll solution, which is an
adapted process, and the solution is given by

t

t
1
Vi = Vi exp [/ (T(S,Xs) + b(s, Xg)us — Qu:a(s, Xs)us> ds + /U:O’(S,Xs) dW
0 0

+§M/MO+WLWMﬂMW&@D- (4.7)

=l R

(ii) We first consider the first order moment. To prove for each ¢, V;* has a bounded
expectation, we first note that the right hand side can be written as a product of a con-

t
ditionally log-normal random variable and exp (Z;”fl // In(1 + [u;_n(2)];) N;(ds, dzj)),

0 R
where both are conditionally independent, given the process u. We further note that the

log-normal random variable has bounded parameters on [0, 7] uniformly in u. Therefore
it is sufficient to check if

E

@Q>(//HHU'+CWUJ@ﬁNDAG@k>d%)>]a

0R

is bounded on [0,7], for all j = 1,...,my. By applying Lemma 4.2.6, one can show
that the above expectation is bounded on [0,7]. Thus V;* has bounded expectation on
[0, 7], uniformly in u. Now for the moments of general order, we note that for any « €
R, (V;*)* can also be written in a similar form of (4.7) where each of the integrals inside
the exponential would be multiplied by the constant «. Thus the rest of the proof follows
in a similar line of that of first order case, given above. O
It is important to note that for fixed u, Z = {t, X;,Y;, V;"}i>0 is a time homogeneous
Markov process. Let &/" be the infinitesimal generator of the process Z. We will derive
the generator /" in the next proposition.

Proposition 4.2.8. Let u € Ay be fized and (X4, Y:) and V,* be as in (3.3)and (4.5). Let
© be a C™ function with compact support then o € dom(</™) and

ot z,y,v)

0 0 0

- &@(ta x,Yy, ’U) + @@(f,f, yﬂf) + v [T(t,l‘) + b(t’ I) U] %Qp(ta x,Yy, U)
L et eyl it 2, v)

2U u a ,l’u anQSO ,:C,y,v

ma2

+3 [l o (4 ) - olt.2.9.0)] w(dz)

=15
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30 F N0 et R, Ry, v) — olt.2.y.0)] (4.8)
=0 j#z!
where the linear operator R. is given by Rlx == v+ (z — a')e;, [ = 0,...,n, 2 € R and

{e;:1=0,...,n} is the standard basis of R".

Proof. Applying It6’s formula (Theorem 1.1.16) on ¢, using (3.2), and (4.5), we obtain
r 0 o,
90(7‘7 X’M}/;"a‘/ru) - gp(taXtvi/;v‘/tu) +/ 7%0(8,XS_,YS_,V;U_)CZS+/ aﬁy@(S,XS_,Y:g_,V;u_)dS
¢
[ 2 s v veavey s L [ e X v v dlvy,

+Z/t/R (5, X, Yo V4 VE[an()]) — (s, X Yo, V)] N;(ds, day)

+ Z/ / [ Xl _+hi( Xl Yli,zo)(XS_%Ri’;f—gl(Xéi,Ysli,zo)(Y;—% V'Su_)
— (s, Xs, Yo, V;“_)] o' (ds, dz). (4.9)

It is easy to compute d[(V*)%]s = u*a(s, Xs)uds. Now using (3.2), and (4.5), the right
hand side of (4.9), can be rewritten as

) "
P XY Vi) + [ 5ol Xy Yo Vi )ds + [ Sopls, X, Yoo Vit )ds
t 0s t Oy
n / ;Ugo(s,xs, Yo VEOWVE( Rt X,) + b(t, Xo)u) di
t
)
+/ TP 5, Xo, Yol , VWVt (t, X,)dW,
/ 5 2<p s, X, Y, Vi ua(s, Xs)uds

_‘_Z/; /R SO(S7X877}/;*7VSU_ +‘/5u—[u*77(2)]]) _90(57X8771/;77V9u_):| N](ds,dzj)
j=1

+ Z/t' /]R [ 8, RXZ +hl Xl Yli7z0)(XS—)7 Rl —g (Xé7 ysli ZO)(YS—)) Vgu_)
=0

- 90(87 XS—7 }/:9—7 ‘/:gU/_)‘| @l (ds, dZO)

+ Z/t /]R (s, Xoo, Yoo, VI 4 VE urn(2))y) — (s, Xoo, Var, V)| dis duj(2)

—17s—7 §—77 85—

+Z/ /l Xl _+hi(Xx!_)Y! ZO)(X ) Réfl —gl(Xt_Y! ,ZO)(st)aVsu—)
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— (s, X, Yy, V;,“)} dsdz (4.10)
We note that the last term of (4.10), can be rewritten as
Z/ > A (Y, [ (5, RL(X, ), RY(Yal ), V) — (s, X, Vo, V2 )1 ds. (4.11)
JEX|

We denote [y 2p(s, X,—, Y, V)V, u*o (s, X;)dW, by M. Therefore M} is a local mar-

tingale. Since ¢ is in C2°, sup E[(Mtlf] < 00, it follows from Theorem 1.1.11(1) that M}
¢

c

is a martingale. Let
t ~
M2 = [ [ fols Xoo Yoo VE L+ wn(=)]) = ols, Xom, Yoo V)] Nyds, ),

for j = 1,...,my. Again we note that M? is a local martingale. To show, M? is a
martingale, by using Theorem 1.1.11(1), it is sufficient to check that

t 8 2
/(Vu 2 ¢(3,XS_,YS_,\QZ)> ds] < 00,
0

which is readily follows from the previous argument. Consider another term

E

§—77 85—

//[ Xl _+hi(XL Y[,zo)(X )RYZ —gl(Xt_Y! ,ZU)(Ys—%V;u—)
— (s, X, Y, Vs“_)] @' (ds, dz).

By the similar argument as above, we can show that M} is martingale. Now taking
conditional expectation given X; = z,Y; = y,V, = v and denoting it by E;,,, on both
the sides of (4.10) and using (4.11), we have

Er,z,y,v [(P(t, XT7 Y;’? ‘/;u)]

r 0
= p(t, X, Y5, V') + Eiay o [/ %¢(S»Xs—,n—,nt)d3]
t
+E _/Ta (5, Xo_, Yo, V2 )d
z,Y,v S, Ag—y Y5, Vg_)AS
t7 'Y, I ¢ 8ygp

;o
+ B / s X Yo VIV 0, X0) 400, X))

82
#Eayo |5 [ (e Koo Yo Vi as, X )uds]
v

92



4.2. Model Description

mo r
+mwuZ[Aw@&ﬂnw@+mwwm»ﬂmx@nqwﬂ@m%i
=1

+]Et,g:,y,v Z/ Z >\Xl j s [ (S Rl (Xsf)va)(Y;*%‘/suf) _90(57Xs7Y;7V3u)] dS
J
(4.12)

Therefore from the Definition of Markov generator,

Ez v XT,Y;«,VM tX’Y7V
Al 3,y v) — lim ez [P )] = lt, Xe, Y, V)

r—t T

Using (4.12) and strong Markov property of (X, Y, V;*), we have the desired result. [

In the previous proposition, we use the class of smooth and compactly supported func-
tions. We shall attempt to find the generator in a larger class of functions. In view of
(4.12), we introduce a new class of functions V by

V= {y € C((0,00)| sup |v3¢(v)| < o0}

v€(0,00)

We define a linear operator

o1
Duyolt,y) i=lim ~{g(t + =,y +=1) = g(t, )}, (4.13)

where dom(D; ), the domain of D, ,, contains all measurable functions ¢ on [0,7] x [0, 7]
such that above limit exists for every (t,y) € [0, 7] x [0, T]. We shall define a new class of
functions ¢.

Definition 4.2.9. Let 4 C {¢ : Z x (0,00) — R} be such that for every ¢ € 94 the
following hold

(i) o(t,z,y,v) is twice continuously differentiable with respect to v € (0,00) for all t €
(0,7),z € X" y € (0,)"*" and ¢ is in dom(Dy,) for each vz,

(i) for fived (t,2,y) € 7, ot x,y,-) €V,
(iii) for each (t,x,y), v vg—f isin V.

In the similar line of proof of Proposition 4.2.8, we can prove the following.

Proposition 4.2.10. Let u = {u;}eo,r) be an admissible control and (Xy,Y:) and Vi be
as in (3.3)and (4.5). Let p € 9, then

%u@(t’ x? y7 /U)
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0 0 0
- aw(ta z,Yy, U) + %@(t7xa y)”) +v [T(th) + b(ta 'T) U] %(,O(t, z,Y, U)

L et ey it 2, 0)
5V [Walt, 2)u] 5 50(t, 2,y,0

+3 [l o (4 fnE)) - elt.2.9.0)] v(dz)

=1t
+3° 5 Ny [t Rl Ry, v) — o(t,z,y,0)] |
=0 j#al
where the linear operator R. is given by Rlax == o+ (z — 2')e;, [ = 0,...,n, 2 € R and

{e;:1=0,...,n} is the standard basis of R .

4.2.4 Optimal Control Problem

In this chapter we consider a risk sensitive optimization criterion of terminal portfolio
wealth corresponding to a portfolio u, that is given by

2 0
Ty (w,y,0) == — (9) InE [exp (—2 ln(VT“)> ‘ Xo=zYo=y, V' = v]

_— (Z) InE [(v;)i

which is to be maximized over all admissible portfolio strategies with constant risk aversion
parameter € > 0. Since logarithm is increasing, it suffices to consider the following cost
function

X0:x7%:y7‘/()u20‘|7

X[):[L',}/E):y,%uzvl,

E [(V;f)—?

which is to be minimized.
For all (t,z,y,v) € Z x (0,00), let

jg’T(t,x,y,v) =E l(Vr_}f)g

Xt:l'ay;f:ya‘/; 2017 (414)

wo(t,x,y,v) := inf, j;"T(t, T, Y,0),

where infimum is taken over all admissible strategies as in Definition 4.2.4. Hence, @y
represents the optimal cost.

Let u = {u;}cpm be an admissible strategy such that it has the following form
up = u(t, Xy, Y:, Vi) for some measurable @ : Z x (0,00) — A;. We call such con-
trols as Markov feedback control. Then the augmented process {(Xi,Y:, Vi*)}icor is
Markov where, X;,Y;, V;* are as in (4.1), (4.1), (4.5). We note that for any measurable
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4.3. Hamilton-Jacobi-Bellman Equation

u: 2 x (0,00) — Ay, the equation (4.5) may not have a strong solution. However, we will
show the existence of a Markov feedback control which is optimal and under which (4.5)
has an a.s. unique strong solution. For a given u € A, by abuse of notation, we write .&/*,
when 4(t,z,y,v) = u for all t,z,y,v. We consider the following equation

inf /“o(t,z,y,v) =0, (4.15)
uchq
with the terminal condition
o(T,x,y,v) = v_%, re X" yelo, 7", v>0. (4.16)

We clarify below, what we mean by a classical solution to the problem (4.15)-(4.16).

Definition 4.2.11. We say ¢ : 2 x (0,00) — R is a classical solution to (4.15)-(4.16) if
© €9 and for all (t,z,y,v) € Z x (0,00), ¢ satisfies (4.15)-(4.16).

4.3 Hamilton-Jacobi-Bellman Equation

We look for a solution to (4.15)-(4.16) of the form

o(t,z,y,v) = v_g@b(t,x,y), (4.17)

where ¢ € dom(Dy,). Clearly, the left hand side of (4.17) is in class 4. We will establish
the following result in first two subsections.

Theorem 4.3.1. The Cauchy problem (4.15)-(4.16) has a unique classical solution, @y,
of the form (4.17).

Substitution of (4.17) into (4.15), yields
Deytp(t,z,y) + 32 3 Xt (4) [wm Rz, Ryy) — ¢(t,2,y)| + ho(t, 2)y(t,z,y) = 0, (4.18)
U jtal
for each (¢,z,y) € 2 with the condition
W(T,2,y) =1, (4.19)
where the map hy : [0, 7] x X"*1 — R is given by

ho(t,z) := uiélAfl [go(t, z,u)], (4.20)

the infimum of a family of continuous functions

go(t, 7 0) = (-2) () + blt, ) ] +; (—2) (-Z _ 1) [ alt,z) 1]
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3 [+ ) 1) vy

It is important to note that the linear first order equation (4.18) is nonlocal due to the
presence of the term v (t, Réx, RLy) in the equation. It implies that D; (¢, z,y) depends
on the value of 1 at the point (¢, -, R}y), which does not lie in the neighbourhood of (¢, -, y).
We now define a classical solution to (4.18)-(4.19) below.

Definition 4.3.2. We say ¢ : 2 — R is a classical solution to (4.18)-(4.19) if ¢ €
dom(Dy,) and for all (t,x,y) € P, ¢ satisfies (4.18)-(4.19).

Remark 4.3.3. [t is interesting to note that other than the terminal condition (4.19),
no additional boundary conditions are imposed. The remaining parts of the boundary is
20 {(t,z,y)|y = 0,2 € X»',t € [0,T]}. We note from (4.1) that, 0 < Y}, for all
t € [0,T]. Hence {Y;}i+>0 does not cross the boundary. Thus the value of solution on the
boundary is obtained from the terminal condition (4.19).

Theorem 4.3.4. The Cauchy problem (4.18)-(4.19) has a unique classical solution in

Cy(D).

Remark 4.3.5. Note that Theorem 4.5.1 may be treated as a corollary of Theorem 4.3.4
in view of the substitution (4.17) and subsequent analysis. Thus it suffices to establish
Theorem 4.3.4. We establish Theorem 4.3.4 in the subsection 4.3.2 via a study of an
integral equation which is presented in subsection 4.3.1. The following result would be
useful to establish well-posedness of (4.18)-(4.19).

Proposition 4.3.6. Consider the map hy : [0,T] x X"*' — R, given by, (4.20). Then
under Assumption 4.1(iii), we have

(i) hg is continuous, negative valued, bounded below;
(it) Ho(t1,t2, ) == [ hy(s,x)ds is C' in both t; and ty for each x;

(iii) For every (t,x), there exists a unique u*(t,z) € Ay such that ho(t, z) = go(t, x, u*(t, z)).
and u* : [0,T] x X" — Ay is continuous in t;

(1v) {u*(t, X¢)}iso is admissible.

Proof. (i) We recall that, Ay, the range of portfolio includes origin. Therefore it follows
from the Definition of hy in (4.20) that

6
ho(t,z) < go(t,z,0) = —ir(t,x) < 0.

Thus hy is negative valued. By the continuity assumptions on r, b and a, for fixed v and
each z € X", r(t,z), b(t,x), and a(t,z) are bounded on [0, T]. Let M > 0 be such that

max {|r(t, x)[, lb(t, )|, [la(t, 2)[[} < M.
€[0,T7
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4.3. Hamilton-Jacobi-Bellman Equation

We also observe that for each u € Aq,

> [+ @) - D) = =3 [u(dz)

using the finiteness of the measure ;. Also, Assumption 4.1(iii) gives u*a(t, z)u > &;||ul?.
Hence by using the above mentioned bounds, we can write, go(t,z,u) > go(u), where

o) = (—§<M + Ml + S0+ D)6l - ZVAR)) .

Since gp(u) is independent of ¢ and 1 co as ||u|| T 0o, hy(t, z) is bounded below. Now we
will show that for fixed ¢ and z, go(¢,x,u) is a strictly convex function of variable u € A;.
To see this first we take the derivative of go(t, z, u) in w,.

99
ouP

- _Z W(t, ) + Z (Z + 1) ;aw’“j - ;HZ anj(zj) (1+ [U*U(Z)]j)fgfl vj(dz;).
(4.21)

For fixed t and z, let H denote the Hessian matrix for gs. Then we can compute (p, ¢)-th
element of H by using (4.21), denote it by H,,,

[

5 (Z + 1) gt 7) + Z/ ; (Z i 1) s (2300 (23) (1 -+ [u'n(=)]3)™2 7 wy(dz;).

Since u is in Ay, (1+[u*n(2)]; is bounded below by a positive §. Now, by using Assumption
4.1(iii) we shall show that, there exists m > 0 such that H —m/ is a positive definite matrix.

§HE = Z Hp&péq

16 (0
1 (2 i 1) > )t

PES L5 (5 1) mlomate) 04 Won) ek

p,q 3

0 (0 0 (0 9
(2 + 1) auflel® + 5 (2 1 1) 67277 %%:/prnpj(zj)fqnqj(zj) vj(dz;)

0 6 (6 0
<2 + 1) &1 [I€]1% + 3 (2 + 1) 5272 ;/R;@npj(zj)éqnqj(zj) vj(dz;)
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= Z (g + 1) aufl€l* + Z <Z + 1> 5322]:/]1% (€ n5(2))" v(dz)

6 (6 )
=5 (5 1) alere

Therefore we can find an m > 0 such that &*HE > ml|€||?, i.e H — ml is positive def-
inite. Therefore gy(t,z,u) is a the strictly convex function on variable u. Therefore
Ay == A1NG," ((—o0,1]) is a non-empty convex compact set. Hence, (t,z) — A is a
compact-valued correspondence. Since hy is negative, from (4.20), we can write

ho(t,z) = inf{gy(t,z,u)lu € As}.

We also note that (t,x,u) — go(t, x,u) is jointly continuous. Since (¢,x) — A, is contin-
uous, then it follows from the Maximum Theorem 1.3.3 that hy(¢,z) is continuous with
respect to (¢, x). Hence (i) is proved.

(ii) It follows from continuity of hgy(t, x).

(iii) The set of minimizers is defined by

u*(t,x) = argmin{gy(t, x,u)|u € As}.

Again by using Theorem 1.3.3, (t,z) — u*(t, ) is upper semi-continuous. Since gy(t, x, u) is
strictly convex in u, for each ¢ € [0,T] and € X" there exist only one element in u*(¢, ).
By abuse of notation, we denote that element by u*(t, z) itself. Since a single-valued upper
semi-continuous correspondence is continuous, u*(¢, z) is a continuous function.

(iv) Since u* is continuous in t, there exists a positive constant M such that
lu (t, Xe(w))|| < M vVt € [0,T],w € . Since u* does not depend on v, the condi-
tions (1.7) and (1.8) of Theorem 1.1.26 are satisfied. Again since u* is bounded all growth
conditions are also satisfied. Therefore Definition 4.2.4(ii) satisfied and this completes the
proof. n

4.3.1 An Equivalent Volterra Integral equation
In order to study (4.18)-(4.19) we first introduce some notations from Chapter 3.

Notation 4.1. 1. péj := probability the X' jumps from state i to state j, defined as in
(3.4).

2. 7U(t) := time period from time t after which the I-th component of X; would have a
first transition.

3. We denote the conditional c.d.f of T'(t) given X! =i and Y! =y as F.(-|i,y), and
the conditional p.d.f of T(t) given X! =i and Y} =4 as f.(-|i, 7).

o8



4.3. Hamilton-Jacobi-Bellman Equation

4. Let ((t) be the component of X;, where the subsequent transition happens.

5. Let Fay(-|lz,y) and fay(-|z,y) be the conditional c.d.f and conditional p.d.f of T'(t)
given Xy = x,Y; =y and ((t) = L.

Using the above notations we introduce the following integral equation on &

t x y Zptxy )|:(1 — FTZ|Z(T — t|x7y))€He(t,T,x)

+ /0 Holttra) S ol ()t + 7, Ry, Ry + 71) fra(rle, )| dr. (4.22)
j#al

Remark 4.3.7. Fquation (4.22) is a Volterra integral equation of second kind. We note
that the boundary of 2 has many facets. For t = T, we directly obtain from (4.22),
(T, x,y) = 1. Hence no additional terminal conditions are required. Although the values
of ¥ in facets 2 N {(t,z,y)|y' € {0,t},2 € X"+t € [0,T]} are not directly followed but
can be obtained by solving the integral equation on the facets.

Now we shall study the regularity properties of (4.22).

Proposition 4.3.8. The integral equation (4.22) (i) has a unique solution in C(2), and
(1) the solution is in the dom(Dy,).

Proof. (i) We first observe that the solution to the integral equation (4.22) is a fixed point
of the operator A, where

AY(t, x,y) Z]P’tzy )[(1 — F(T — t]z, y))eHotT)

+ A eHG (titr.a) Z pgvlj (yl + 7")?/’(75 +r, Rél’, Ré(y + T]l))frl\l(r|xv y) dr
jFal

It is easy to check that for each ¢ € C(2), A : 2 — (0,00) is continuous. Now since
he < 0 (showed in Proposition 4.3.6(i)),

HMJ A
Sup!fw Al

T—t
= ISR ) =D S gl )
=0 jAxl
x[(t+r, Ria, Ry(y +r1)) — (t + v, Rix, Ry(y + r1))] fry(r|z, y)dr]|
n T—t ~
S Puy (68) = 1) [ e S gl (4 4 1) (e, ) —
=1

il

IN
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< Killy =4I,

where Ky 1= Y0 o Pruy(0(t) = 1) f§ fap(r|z,y)dr. Since F'(y) is strictly less than 1,
Foau(r|lz,y) <1, Vr > 0. Hence K; < 1. Therefore, A is a contraction. Thus a direct
application of Banach fixed point theorem ensures the existence and uniqueness of the
solution to (4.22).

(ii) We denote the unique solution as 1. Next we show that ¢ € dom(D,,). To this end,
it is sufficient to show that A : C(2) — dom(D,,). The first term of Ay is in dom(D,,),
which follows from Lemma 3.3.4 (iv) and Proposition 4.3.6 (ii). Now to show that the
remaining term

T—t
Bi(t, z,y) = /0 eHolbtrm) N pl (' + 1)t + v, Ria, Ry (y + r1)) frp(r|x, y)ldr,
ja

is also in the dom(D;,) for any ¢ € C(Z), we need to check if the following limit

1 T—t—e
ll_{%g {/0 eHo(t+e t+r+e,) Z pélj(yl 4+ 8)¢(t +7r+e, Rém, Ré(y + (7” + 5)]1))
j#a!

X frp(rle,y + €)dr — [ B0 STl (4 )t + 1, Rl Ry +11)
j#al

X f’rl\l(r|$> y)dr:|>
exists and, the limit is continuous in Z. If the limit exists the limit value is clearly

D, ,Bi(t, z,y). By a suitable substitution of variables in the integral, the expression in the
above limit can be rewritten, as

1 =t r,2
. {/8 Holtrettra) N gl (Yt + ) (t + v, Ria, Rh(y + r1)) fup(r — ela,y + €)dr
j#a!
Tt
[ e S8 e+ B Ry rD) (ol )dr
0 ja!
Tt
= [ e Sy T+ 7, Ry, Ry + 1)
0 jal
1 1 re
X = (e_HG(t’H‘E’x)szu(r —elz,y+e) — faplrle, y))dr — —/ eHo(ttettrz) o
€ e Jo
Zp;zj (4 + r)ap(t +r, Réx, Ry(y + 1)) fray(r — elz,y + €)dr. (4.23)
ja!

By Lemma 3.3.4 (iv), fou(T —t|z,y) is in dom(Dy ). Thus Dy, fri(T —t|z,y) is bounded
on [0,T —t] by a positive constant K. Hence by mean value theorem on f., (T — t|z,y),
the integrand of the first integral of (4.23) is uniformly bounded. Therefore, using the
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4.3. Hamilton-Jacobi-Bellman Equation

bounded convergence theorem, the integral converges as ¢ — 0. The second integral of
(4.23) converges as the integrand is continuous at » = 0. Now we compute

Dt,yﬁl(tv x, y)

Tt d
_ /0 eHo(t,t+r2) Z pi:lj (yl + T)¢(t T Ré-:)?, Ré(y + T]l)) (dwe—He(t,t—i-w,m) .
j#a! N

—|—11II1 |:le“( 8|.Z‘,y—|—€)—szll(’f’|ZL’,y+€)+le|l(T|I,y—|—€>—sz|l<7“I,y)}>dT

- Z px] t Rl(E Rf)y) T”l(O'x y)
j#at

oS rlz,y)

using Lemma 3.3.4 (iii). Therefore D, ,5(t, z,y) can be rewritten using Lemma 3.3.5(v) as

T—t
[ eHe e S gl (g (e + v B, Ry + 1)) (—ho(t ) + L0l )

it
frp(rlz,y)dr = > phi, (V)0 (t, Riz, Ryy) fr,(0]z, )
ja!

j#al

Clearly (4.24) is in C(Z). Hence (t, z,y) is in the dom(D;,). Hence the right hand side
of (4.22) is in the dom(D,,) for any ¢ € C'(Z). Thus (ii) holds. O

4.3.2 The linear first order equation

Proposition 4.3.9. The unique solution to (4.22) also solves the initial value problem
(4.18)-(4.19).

Proof. Let 1 be the solutions of the integral equation (4.22). Then by substituting ¢t = T
n (4.22), (4.19) follows. Using the results from the proof of Lemma 3.3.4, Proposition
4.3.8, Lemma 3.3.4(iv) and (4.24), we have

Dyyp(t, ,y) = i {Z Frr(0”, 4" Pray (£(t) = 1) — f1(0]2", yl)} [1— Fay(T — tla,y)]ee®T)

=0

=3 Paalb(0) = ) [y Ok, ) (Fop (vl ) - 1)

x M0 — ot 2) 3" Pryy (0(t) = D)[1L — Fap(T — tlz, y)
1=0

HotTa) | zn: [ZfTT(O\xT,y’”)Pt,z,y(ﬁ(t) =) — sz(O!xl,y’)}Bz(t%y)

=0 r
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# 3 Paglhlt) = l>( ~ ho(t.) +f71|l<0\:c,y>)ﬁl<t,x,y>

Jj#at

Using the equality in Lemma 3.3.4 (v), the right hand side of above equation can be
rewritten as

l l:lj'l
Zl_f(y‘)[ tx,y) = D7 Pa(y)0(t Riz Roy)] — hg(t, 2)9(t, 7, y)

Fi(yla) 2
— =30 % Ny (0 [Ult, Ry, Bhy) = b(t,2.9)| — ha(t 2}t .)
L jAal
Hence 1 satisfies (4.18). O

Proposition 4.3.10. Let 1) be a bounded classical solution to (4.18)-(4.19). Then 1) solves
the integral equation (4.22).

Proof. 1f the PDE has a classical solution ¢, then v is also in the domain of A, where A
is the infinitesimal generator of (¢, Xy, Y;). Then we have from the PDE

A+ hy(t, z)Y(t, z,y) = 0. (4.25)

Consider ,
N, = elo hole X0ty X, ).

Then by I1t6’s formula,

AN, = hy(t, X;)edo "Xt X, V,)dt + edo XM (Apdt + dMY),

where Mt(l) is a local martingale with respect to J;, the usual filtration generated by
(X¢,Y:). Thus from (4.25) NV, is a local martingale. From definition of N,

sup N, < |||l a.s.
[0,7]

Thus N, is a martingale. Therefore by using (4.19), we obtain
w(t7 Xt, Y;) — efo —h@(S,XS)dSNt — E[eft hg(S,Xs)d5|9;'t]'

Hence using the Markov property of (X, Y;) irreducibility of probability matrix, we have

T
Wt 2, y) = Byg el XS] vt 2, y) € 9, (4.26)
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4.3. Hamilton-Jacobi-Bellman Equation

where E, , ,[] = E[-|X; = z,Y; = y|. Let {(t) be the component of X; where the transition
happens. By conditioning on #(¢) and using tower property (Theorem 1.1.4)
T
Gt2y) = EpayBiaylel X))

= Z]Pt,:c,y(g(t) = Z)Et,x,y[e[ft he(s,XS)ds”g(t) = l]? (427)
=0

where P, ,[-] = P[-|X; = ,Y; = y]. Let 7'(¢) be the time period from time ¢ after which
X! would have a transition. By conditioning on 7!(t) the equation (4.27) can be rewritten
as

By leli PoeX0b gy =
= Bugy[Eoaylede X050y = 1 2 (0)]]6(t) = 1
= Proy(r'(6) > T — tle(t) = el rote)is

T—t T
+ Boylede "0CX0% 0ty = 1,74(t) = v fay(rl, ) dr,
0

where f.1;(+|z,y) be the conditional p.d.f of 7/(t) given X; = x,Y; = y and £(t) = [ and its
expression is given in Lemma 3.3.4(iv). Let péj be the probability of transition of X! from
state i to j. Since X, is constant on [t, ¢+ r) provided £(t) = [, 7'(t) = r, above is equal to

T—t
[1 = Fu(T — tla, y)]e ot 4 / oHoltt+r.2)
0
T
KBy gy [By oyl 0508 XL ey = 17 = 9]j0(t) = 1,74 = v] oy (|, y)dr
= [1—=Fa(T — t|r, y)]eH‘)(t’T’z)

T—t
[ M STy )+ Bl By + ) (el )dr,
j#al

where 1 € R™*Y with each component 1. Therefore the desired result follows.
O

Proof of Theorem 4.3.4. The result follows from Proposition 4.3.8, Proposition 4.3.9, and
Proposition 4.3.10. O

4.3.3 Optimal portfolio and verification theorem

Now we are in a position of deriving the expression of optimal portfolio value under
risk sensitive criterion. The optimal value is given by

Zo(v,,y) = sup Jo (0,2, y)
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CHAPTER 4. PORTFOLIO OPTIMIZATION

2
- _5 1n(¢9(07 x,y, 'U))
2

=In(v) — i In(¢(0, z,v)), (4.28)

where the existence and uniqueness of the classical solution to (4.18) - (4.19) follows from
Theorem 4.3.4.

Remark 4.3.11. We note that the study of (4.18)-(4.19) becomes much simpler if the
coefficients r, pu, o are independent of time t. For time homogeneous case, Proposition 4.3.6
is immediate. Furthermore, the proof of Theorem 4.3.4 does not need the results given in
Proposition 4.3.8, Proposition 4.3.9, and Proposition 4.3.10. Indeed Theorem 4.3.4 can
directly be proved by noting the smoothness of terminal condition.

We conclude this section with a proof of the verification theorem for optimal control
problem (4.14).

Theorem 4.3.12. Let @y be the classical solution to (4.15)-(4.16) as in (4.17) then
(i) on(t,x,y,v) < Jy (t,z,y,0) for every Markov feedback control a.
(7i) Let u* := {u*(t, X¢) }i>0 be as in Proposition 4.3.6(iv), then

@M(t7 x? y? /U) = jg*7T<t7 x? y? U)

Proof. (i) Consider an admissible Markov feedback control u := {u;}s>0, where u; =
u(t, X, Ys, Vi) and ¢y, the classical solution to (4.15)-(4.16) as in (4.17). Now by Itd’s
formula

(pM(SaXS:Y:% ‘/;ﬂ) - SOM(LXD)/I-E) ‘/ta) - /t [%aQDM(Ta XT?KH M"a)]dr

mi s a _ _ j
= X Ve VIV X Yo Vi ol X)W
=1

mo 5 ) ) )
+Z/t /R o (r, X, Yo, V(1 + [a(r, X, Yoo, Vi y0(2)])) — ont(ry X, Yo, VY| N (dr, dzy)
j=1

‘|‘Z/t/R QOM(T’Rl)(£7+hl(X£7,YTli,zo)(XT—)7Ré/rlifgl(Xii,YTli,zo)(K’—)?V;"ﬂ—)
1=0

- SOM(T7 X’I’—a }/;—7 Wﬁ_) @l(dra dZO) (429)
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4.3. Hamilton-Jacobi-Bellman Equation

We would first show that the right hand side is an .#, martingale. Since u is admissible,
using definition 4.2.4(iii), it is sufficient to show, the following square integrability condition

2

E/S [Vfaw(r, X, Y., V| dr < oo,
0 ov

to prove that the first term is a martingale. Again since @y (t, z,y,v) = v_g@/)(t, x,y). Thus
using boundedness of 1, vagé” = —ggaM, the above would follow if E [ [Vf]_e dr < oo,
which readily follows from the Lemma 4.2.7(ii) and an application of Tonelli’s Theorem.
Similarly, using the admissibility of 4 we can show that the last two terms of (4.29) are also
martingales. Taking conditional expectation on both sides of (4.29) given X; = z,Y; =

y, V¥ = v and letting s T T, we obtain

E[(V)EX, =2, =y, V" = 0] — pu(t, z,y,0)

T ~ B _
- ]E/ [M“@M(T, X, Y, VX, = 2,Y: =y, Vi = v|dr > 0. (4.30)
t

The above non-negativity follows, since ¢y, is the classical solution to (4.15)-(4.16) and
u, € A; for all r. (4.14) and (4.30) implies result (i).

(ii) The right hand side of (4.30) becomes zero by considering u; = u*(¢, X;) and this
completes the proof of (ii). O

Theorem 4.3.13. Let ¢,y be classical solutions to (4.15)-(4.16), then o (t, x,y,v) >
o(t,z,y,v), where ppr as in (4.17).

Proof. Note that in the Proof of Theorem 4.3.12(i), to show that the RHS of (4.29) is a
martingale, we have only effectively used the fact that ¢, satisfies conditions (i),(ii) and
(iii) of Definition 4.2.9. Hence for any ¢ € 4 and u := {u; }1>0, where u; = u(t, Xy, Yy, Vi)
a Markov control,

QD(S,XS,Y;,V;]) - So(taXtvy;hV;fa) - / [dﬁ90<7'7 me;“a‘/ra)}dr? (431)
t

is an .%; martingale. Now consider «* as in Theorem 4.3.12(ii). Taking conditional expec-
tation in (4.31), given X, = 2,Y; = y, V¥ = v and letting s T T, we have

E [(VTﬁ*)‘ngt =2, =y, V" = 0] = plt,z,,v)

T N
:E/ l;zf“go(r, X, Y,, VY
t

Xt:[B,Y;:y,V;u:’U]dT,

using (T, X7, Y7, VE) = (Vj‘?*)_ . Now using RHS is nonnegative and Theorem
4.3.12(ii), we obtain @ (¢, z,y,v) > ¢((t, x,y,v). ]
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Theorem 4.3.14. Let @y be as in Theorem 4.3.12 and 4 = inf{J;"" (t,z,y,v) : u =
u(t,w) admissible control}. Then @y (t,x,y,v) = palt, z,y,v).

Proof. We first note that in the proof of Theorem 4.3.12, we have only used the properties
(ii) and (iii) of Definition 4.2.4 of the Markov control u. Since these two properties are
true for a generic admissible control u, we can get as in Theorem 4.3.12(i).

en(t,z,y,v) < Jg (¢, 2, y,v)

for every admissible control u. By taking infimum, we get ¢ps < 4. Now using Theorem
4.3.12(ii) and Theorem 4.3.6(iv), @* is admissible, and @y (t,z,y,v) < Jy 7 (t,z,y,v).
Thus @y > pa. Hence the result is proved. [

4.4 Conclusion

In this chapter a portfolio optimization problem, without any consumption and trans-
action cost, where stock prices are modeled by multi dimensional geometric jump diffusion
market model with semi-Markov modulated coefficients is studied. We find the expression
of optimal wealth for expected terminal utility method with risk sensitive criterion on finite
time horizon. We have studied the existence of classical solution of HJB equation using
a probabilistic approach. We have obtained the implicit expression of optimal portfolio.
It is important to note that, the control is robust in the sense that the optimal control
does not depend on the transition function of the regime. The corresponding problem in
infinite horizon is yet to be investigated. This would require appropriate results on large
deviation principle for semi-Markov processes which need to be carried out. The contents
of this chapter is from [11].
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Option Pricing

5.1 Introduction

In this chapter we shall study an option pricing problem. We consider a market where
the asset price dynamics governed by a CSM switching geometric Brownian motion. We
also allow the volatility coefficient to be time dependent. Under these assumptions the
market become incomplete. We have also shown that under admissible strategies the
market is arbitrage free . We shall study a locally risk minimizing pricing of European
basket options. The option price can be obtained via the classical solution of a non-local
partial differential equation. Well posedness of the PDE has been studied. We have also
found a Volterra integral equation which is equivalent to the PDE.

The rest of this chapter is arranged in the following manner. We present model de-
scription in Section 2. In this section we describe the the asset price dynamics. Section
3 presents the approach of option pricing. In this section we state the main result of the
chapter. In Section 4, we establish the existence, uniqueness and regularity of solution
of a Volterra integral equation which is shown to be equivalent to the PDE in the next
section. Section 5 deals with the well-posedness of the PDE. In this section we also derive
certain properties of the solution and its derivative. Using the results of earlier sections,
F-S decomposition of contingent claim is obtained in Section 6. In Section 7 we present a
sensitivity analysis of the solution to the PDE. We calculate the quadratic residual risk in
Section 8. We end this chapter with some concluding remark in Section 9.
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CHAPTER 5. OPTION PRICING

5.2 Model description

Key Assumptions of the chapter

Throughout this chapter, we consider (€2, .#,P) be a fixed probability space which is
complete. We also assume that the market is frictionless.

5.2.1 Model Parameters

Let X denote a finite subset of R. Without loss of generality, we choose X = {1,2,...,k}
and Xy := {(i,7)|i # j € X}. Consider for each [ =0,1,...,n, \': Xy x [0,00) — (0,00) a
continuously differentiable function in y with A,;(y) = — ¥, Al;(y) and

y
lim Al(y) = oo, where Al(y) := /Z)\ﬁj(v)dv.

Yy—o0 .
0 J#i

Assume that for each j = 1,2,...,mq, v; denotes a finite Borel measure on R. We assume
that r : X" — [0, 00), ! : [0,T] x X" — R, and ¢! : [0,T] x X" — R™ are continuous
functions for each [ =1,... n.

5.2.2 Regime switching model for asset price dynamics

We also consider the prices of each assets in the market is governed by CSM process
{X:}+>0 taking values in X" where X = {1,...,k} C R. For every [ = 0,1,...,n,
X! := {X!} is an age dependent process with instantaneous transition rates ' and let
Y; := {Y'} be the age process and X', Y satisfies the following SDE

Xt =X+ [ B YL ) (du dz)

0, R (5.1)
}/tl - YE)Z +1t - / /gl(X’llL*7 Y1577 Zo)pl(du, dZO)
(0,4 R

Suppose that there are a locally risk free asset and n risky assets. Let SP be the price of
money market account, with floating interest rate r(X;) at time t. Therefore its value at
time ¢ is given by

ds = r(X,)S%dt, SJ=1. (5.2)
The prices of the I-th stock governed by X, is given by the following stochastic differential
equation

dS} = S | u'(t, Xo)dt + 3" ol (8, Xo) dWF (5:3)

i=1
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5.2. Model description

S(l) = Sy, S Z 0,

where {th +>o are n independent standard Wiener processes defined on (€2, §, P) inde-

pendent of {p'},. Here ' and o' = (a!,..., ol) represent the growth rate and volatility

rn

coefficient of [-th asset respectively. We define the volatility matrix o(t, z) := (o (¢, 2))w
with o!(t,z) its I-th row vector and we denote (S},...,S") by S;. Let {F:}is0 be
the completion of filtration generated by S;, X; satisfying the usual hypothesis. Let
a(t,z) = o(t,z)o(t,x)* = (Z?Zl aé(t,x)aﬁ/(t,x))”, denote the diffusion matrix, where *

denotes the transpose operation. Then a(t, z) is continuous on [0, T7.
Assumption 5.1. We assume that o(t,z) is invertible for each (t,x) € [0,T] x X"+

We first note that, the SDE (5.3) has a unique strong solution with positive continuous
paths and is given by

t

¢
1 n .
St = s exp [/ <,ul(u, X,) — Qall(u’X“)> du + ijl /Jj»(u, Xu) de] , for 1 > 1. (5.4)
0 0

It follows from (5.4) that

t+v t+v n

_ /(Mz(%Xu)_;all(u7xu))du+/Zla;.(t,xt)dwg.

t

l
St+v
l
St

In

We define Z = (Z*,...,Z"), where for each [ = 1,...,n, Z' ;== In Sét”. Now we recall

some notations from Chapter 3. Let ¢(t) be the component of X where the subsequent
jump happens and 7!(¢) denotes the life of I-th component of X. Clearly the conditional
distribution of Z given S; = s, X; = x,Y; = y,{(t) = m,7™(t) = v is conditional normal

with mean z := (z!,...,2"), where

t+v 1
e [ () = Sa(u, @) du, (5.5)
t
and covariance matrix ¥ with ©% := cov (Zl, Zl/>. ie
le/
t+v t+v
=E / ol (u, X)) dW, x / ol (u, X)) dW,|S, = 5, X, = x,Y, =y, L(t) = m, 7™ () = v
t
t+v

= / a (u, x)du. (5.6)
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In (5.5) and (5.6), we have used the fact that the process X remains constant on [t,t + v)
provided ¢(t) = m,7™(t) > v hold for some m. We summarize the above derivation in the
following lemma where, we use a function 6 : (0, 00)™ x (0, 00) % (0, 00)" x X" x (0, 00) — R
given by

0(s;t,s,z,0) := ! exp <—; S oEpME - (Y - Zl/)> , (5.7)

v (2m)7 26162 - - -5 w

where [Y| is the determinant of ¥, 2! = ln(é—i) and s € (0,00)",t > 0,27 € X" v > 0 and
¥, is the [I'th element of S~! for I =1,...,n.

Lemma 5.2.1. If S; satisfies (5.3), then for any v > 0,t > 0,

-----

(7i) the conditional expectation is given by

Sl
]E t+v
5

t+v
Si=5X,=2,Y, =y, l(t)=m,7"(t) = v] — el Mo

(iii) the conditional covariance is given by

l 4
SH—U St-l—v
cov ooy
t t

T (e ) (e [ ot (w)au 1) _

Si=8,Xi=a,Y,=y,Lt) =m, 7" (t) = v)

The following results on conditional moments of first and second order would be useful.
In particular the following lemma asserts the square integrability of the asset price process.
Lemma 5.2.2. Let {S!}i>0 be as in (5.3) and {FX }i>0 be the filtration generated by X .

(i) Then for each l=1,...,n, andt >0,

E [Sﬁ S"tX < slefolt ! (uXu)du,
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5.2. Model description

(i) For eachl, E <S§2

9’5) < oo for allt.

Proof. (i) Let T} be the time of i-th transition of X!,

Sl > ST.lAt
B|glor| = B |y
0 Li=1~T! At
N St i
TIAt
= E|lim J] i X
N~><>ol.:1 Til At
Sl
. TUAL
< lim E i T
N—o0 i=1 Tilfl/\t
st
. . T'At .. .
by Fatou’s lemma. Now since for each i = 1,...,n, —~—— are conditionally independent
y ) ) ) S y p
N
1—1

to each other given time ¢, and using Lemma (5.2.1)(ii) the above limit can be rewritten

T!
[ wXu)du

t
as lim [TV, e Tt , which is same as eJo puXu)du
N—o0
(ii) In a similar line of proof (i), using Lemma (5.2.1)(iii), the proof follows. O

We denote the joint process (S}, ..., S5") by Sy, where S! is given by (S?)~'S! and represents
the discounted [-th stock price. For each [,

dS} =S} |> b, Xo) dWY + (p'(t, X,) = r(Xy)) dt | (5.8)

J=1

with 5% = 5.

5.2.3 Arbitrage opportunity

In this subsection we show that the market is arbitrage free under admissible strategy.
To see this, we seek existence of an EMM (using Theorem 1.4.8) . Consider ~(t,x) :=
> (o7, x))z (,uj(t, T) — r(x)) for each [ = 1,...,n. Under the Assumption 5.1 and the
j=1
continuity assumption on parameters, the Novikov’s condition (Theorem 1.1.10) holds, i.e.,
for every t € [0, T],

Hence
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is a square integrable martingale and EZ; = 1. Consider an equivalent measure P* defined
by dP* = ZrdP. Tt is easy to check that P* is a probability measure. Hence by Girsanov’s
Theorem 1.1.17, W; is a Wiener process under the probability measure P*, where W} =

t
Wi+ /%(U,Xu)du. Thus (5.3) becomes
0

dS} = St |r(Xp)dt + 3 ol(t, X;) dW7 | . (5.9)

=1

Therefore under P*, the discounted stock price S”i is a martingale and hence P* is an equiv-
alent martingale measure. This proves that the market has no arbitrage under admissible
strategies. The class of admissible strategy is presented in the next section.

5.3 Pricing Approach and the main result

If ¢! denotes the number of units invested in the I-th stock at time ¢ and &; denotes the
number of units of the risk free asset, then 7 = {m; = (&, &) hejo,r) is called a portfolio

strategy. For t € [0,T)], Vi(m) := > _&S; +&.5; is said to be value process of the portfolio

1=1
and the discounted value process is given by

Vt(ﬂ) = §t§t + &

Definition 5.3.1. A portfolio strateqy m = {my = (&,¢¢),0 < t < T} is called admissible
if it satisfies the following conditions

(i) & = (&}, ...,&") is an n-dimensional predictable process and for each | =1,...,n,

i

T
3 / elStatl (1, X,) SV el dt < oo.
0

(ii) € is adapted, and E(e?) < oo ¥V t € [0,T].
(iii) P(Vi() > —a, ¥ t) = 1 for some positive a.

An admissible strategy £ is called hedging strategy for an §r measurable claim H
if V7(¢) = H. For example, the claim associated to a European call option on S! is
H = (S} — K)T, where K is the strike price and T is the maturity time. To price and
hedge an option, an investor prefers an admissible hedging strategy which requires minimal
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5.3. Pricing Approach and the main result

amount of additional cash flow. In [23] the notion of “optimal strtegy' is developed based
on this idea. There the initial capital is referred as locally risk-minimizing price of the
option. It is shown in [23] that if the market is arbitrage-free, the existence of an optimal
strategy for hedging a claim H, is equivalent to the existence of the Follmer-Schweizer
decomposition of the discounted claim H := S%_IH in the form

N n T R N
H:H0+Z/O asl v L (5.10)
=1

where Hy € L2(Q,§o, P), L = {L¥}o<,<r is a square integrable martingale starting with
zero and orthogonal to the martingale part of Sy, and {(&},...,&") >0 satisfies Definition
5.3.1. Further &, appeared in the decomposition, constitutes the optimal strategy. Indeed
the optimal strategy £* is given by

5;5“[ =g, forl=1,2,...,n

” n_oopt . )
Vi ::H0+Z/O ¢ ast + LY, (5.11)
=1
6:0 ::‘A/;f - Zfé’gyﬁ?
=1

and S?Vt represents the locally risk minimizing price at time t of the claim H. Thus the
Follmer-Schweizer decomposition is the key thing in settling down the pricing and hedging
problems in a given market. We refer to [57] for more details. In this chapter, we are
interested to price a special class of contingent claims, of the form H = K(Sr), where we
make the following assumptions on K : R} — R,.

Assumption 5.2. (i) K(s) is Lipschitz continuous function.

(ii) There exists c; € R", and ¢y > 0 such that |K(s) — c¢is| < ¢y for all s € RY}.
This class includes claims of all types of basket options consisting finitely many vanilla

options. As an example, a typical basket call option has a claim (Z clS,i — K)", where
_ =1

K is the strike price. Our primary goal in this chapter is to obtain expressions for locally
risk-minimizing price process and the optimal strategy corresponding to a claim K (Sr).

5.3.1 The pricing equation

In order to study the locally risk minimizing option pricing of the contingent claim
K (St), we study the following Cauchy problem

0 " " 0o
aftsxy ZO (t,s,z,y) +r(x gslastsxy)
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+ ! z”: z”: a’ (t, z)s's" s (t,s,2,9)
2 ) aslasl/ ) Y )
+ 300 Ny [t s, Bix, Rby) — (. 5,2,9)| = r(@) @t 5,2,9), (5.12)

defined on
D :={(t,s,x,y) € (0,T) x (0,00)" x X"*' x (0,T)"*" |y € (0,£)""'},
and with conditions

o(T, s, x,y) =K(s); s €[0,00)"; 0<y <T:; e X, 1=0,1,...,n,
(5.13)

where Riv := v + (j — v')e; for v € R and ¢; is an n + 1 dimensional vector with only
[-th component 1 and rest are zero.

Remark 5.3.2. It is important to note that, if there is one risky asset and one risk-free
asset in the market with the assumption that all the market parameters are constant, then
(5.12) reduces to the famous B-S-M equation, given by

1
oi(t,s) +rsp.(t,s) + 502%51(15, x) =ro(t, ) (5.14)

5.3.2 The main result

We study the Cauchy problem (5.12)-(5.13) and obtain expressions of price and hedging
using solution of (5.12)-(5.13). We state this result as theorems at the end of this section.
But before that we introduce some notation and definition. Again we consider a notation
from Chapter 4. We define a linear operator

1
Diyg(t,y) = lim —{g(t +e,y +el) —g(t,y)}, (5.15)

where dom(D; ), the domain of D, contains all measurable functions g on [0,7] x [0, T
such that above limit exists for every (¢,y) € [0,7] x [0,T]. We rewrite (5.12) using the
above notation

n 8 1 o2 ’ ’ 8290
! W (1 )l
Dy yo(t, s, x,y) +r(z ;S&s t,s,2,y) —|—§§l§a aslasl,(zﬁ,s,x,y)
Y Y M () [@(t s, Riz, Ryy) — o(t,s,2,9)| = r(z) @(t, s,2,y). (5.16)
1=0 j#z!

Now we define the meaning of classical solution of the PDE.
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5.4. Volterra Integral Equation

Definition 5.3.3. We say, ¢ : D — R is a classical solution of (5.16)-(5.13) if ¢ €
dom(D,,), twice differentiable with respect to s and for all (t,s,z,y) € D, (5.16)-(5.13)
are satisfied.

Theorem 5.3.4. Under the Assumption 5.1, the initial value problem (5.16)-(5.13) has a
unique classical solution in the class of functions with at most linear growth.

We establish this at the end of section 5.5. We present the locally risk-minimizing
strategy in terms of the solution to the PDE (5.16)-(5.13). The proof of the following
Theorem is deferred to Section 5.6.

Theorem 5.3.5. Let ¢ be the unique classical solution of (5.16)-(5.13) in the class of
functions with at most linear growth and (§,¢) be given by

a n
fé = 3@l (t, 5, X, Vi) Vi=1,....,n, and e, :=e¢ ~Jy (@(t, Sty X1, Yy) — Zgistl) .
=1

(5.17)
Then

1. (§,¢e) is the optimal admissible strategy,
2. ¢(t, Sy, X1, Y1) is the locally risk minimizing price of the claim K(Sr) at time t.

In order to study the well-posedness of solution of the PDE (5.16)-(5.13), we study a
Volterra integral equation of second kind. We prepare ourself by showing the existence and
uniqueness of solution of the integral equation in the next section.

5.4 Volterra Integral Equation

For each x, consider the following Cauchy problem which is known as B-S-M PDE as
n (5.14),

Ops(t, s) 0t s) LN "t 1) l,8 pz(t, s)

— — = 2 (t, 5.18
TIPS Rt PIP BT ostast  "@peltis) - (5.18)
for (t,s) € (0,T) x (0,00)" and p,(T,s) = K(s), for all s > 0. This has a classical solution
with at most linear growth (see [38]), provided K is of at most linear growth. We would
like to mention that p, is infinitely many times differentiable with respect to s.

For ¢ € R, let ||C|1 denote the norm »_ |¢'|. Let
=1

- t
B :={p: D — R, measurable | |||, := sup el s, 2, y)|

< 00t 5.19
P (5:19)
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Let C2(D) := C%20(D) be the set of all measurable functions on D, which are also twice
differentiable with respect to s.

Let 3 be an n x n matrix, whose elements are as in (5.6). We further use the notation
¥, |¥] and X7 as in (5.7). By replacing p!(u,x) by r(x) in (5.5), we define a function
a: (0,00)" x (0,00) x (0,00)" x X" x (0,00) — R by

1 /
als;t, s, x,v) = exp ( “SOSME = - - )) (5.20)
S

v (27)n‘2\§1§2 . Gp w

t+v
1
where 2! = ln(%) and 7! /(r(x) — §a”(u, z)) du for s € (0,00)",t > 0,2 € X" v >0

and ;! is the [I'th element of Ylforl=1,...,n. Itisclear from (5.20) that a(s;t, s, z,v)
is a log-normal density with respect to ¢ variable for a fixed (t, s, x,v).

Lemma 5.4.1. Let a(s;t, s, z,v) be as in (5.20). Then a(s;t, s, z,v) is C' in t,v, and
infinite time differentiable in s.

Proof. From (5.6), we get that 27! exists for all v > 0 and is differentiable in ¢ and wv.
Therefore a(s;t, s, z,v) defined in (5.7) is differentiable in ¢ and v. Taking logarithm on
both the sides of (5.7), we have

1 1
Ina(s;t, s, z,v) = —In ——In|X|- ZZ”, z —zl)(zl — 7 ) (5.21)
(2m) c 2 2

"G1S2 ... Sy T

Now taking derivative on both the sides of (5.21) with respect to ¢ and using Jacobi’s
formula.

1 E / / / /

i w

41 Z Sl 5 ) (5.22)

i

1 _q v _q
:a<—2tr<218t> 22211% - -2 —I—QZZ”,ztz —Z"

i i

+ = Zz”, - t). (5.23)

w

Similarly
1 0% 1 _ _ oy
= a( - §tr (E 1(%> — 5 %:E”,lv(zl G
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5.4. Volterra Integral Equation

+ Z Ell/ Z Z - El/ ‘I— Z le/ - U/) 9 (524)
w uw

ox !

)om , . e
LL we = —3— . In similar manner one can show « is infinite times

where 3, =
continuously differentiable in s. m
Now we are in a position to introduce the integral equation. To do this, we recall some
notations (Notation 3.3, Notation 3.4, Notation 3.5 ) from Chapter 3.

Notation 5.1. 1. pﬁj := probability the X' jumps from state i to state j, defined as in
(34).

2. 7Y(t) := time period from time t after which the l-th component of X; would have a
first transition.

3. We denote the conditional c.d.f of T'(t) given X! =i and Y! = as F.(-|i,y), and
the conditional p.d.f of T'(t) given X! =i and Y} =y as fa(-|i, 7).

4. Let ((t) be the component of X;, where the subsequent transition happens.

5. Let Fay(-|z,y) and fay(-|z,y) be the conditional c.d.f and conditional p.d.f of T'(t)
given Xy = x,Y; =y and ((t) = 1.

Using Notation 5.1, consider the following integral equation

T—t
olt,5.2,9) zptxy >(pm<ts>(1—FTu<T—t|my b [ e o |2, y)x
0

Z pinzj(yl + ) / @ (t + v,, Ré-:zc, R.(y + vl)) a(s;t,s,z,v)dsdv | . (5.25)
j#at R

Lemma 5.4.2. The integral equation (5.25) has a unique solution in B (as in (5.19)).

Proof. We first note that a solution of (5.25) is a fixed point of the operator A and vice
versa, where

T—t
Ap(t, s, z,y) : ZPtxy )(pz(t $) (1= Fap(T =t | 2, y) +/ @ E (v ] T, y) X
0

Z plxzj(yl + ) / @ (t +0,¢, Ré-x, Ry + vl)) a(s;t, s, z,v)ds dv

; l
JF R

It is simple to verify that for each ¢ € B, Ag : D — R is measurable. To prove that A is
a contraction in B, we need to show that for ¢,y € B, ||Ap1 — Apa|lr < J|lv1 — 2L
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where J < 1. In order to show existence and uniqueness in the prescribed class, it is
sufficient to show that A is a contraction in B. Then the Banach fixed point Theorem
ensures existence and uniqueness of the fixed point in B. To show that for ¢,y € B,
|Apr — Apsllr < J||¢1 — @2||L where J < 1, we compute

Apy — Apy
L+ |s]lx

> Pray (Ut

lAp1 — Al :s%p\

o\’ﬂ
('U

=sup sz|l v | x y Z pxl]l Yy —|—v)
P li=o gt
! ! (g;t787xvv)
/(901 — p2)(t + 0,5, ija Ro(?/‘i‘vl))w ds dv
R" 1
n T—t
<sup| Y Pray(U08) = 1) [ 7 L(w | ,9) 3 Bl +v) %
=0 0 jl#al
- t/ 1o -t
Jatlsly  suw [@1 22)( ,,g,x,yw afsits,a)
& (v ) D L+ [I</[ls L+ [Is]ls
+
- 0 (t, 5,2,0)
(0 S, Tr,v
=sup| Y- Py (U0) = 1) [ € fris(w | ) s — ol 5220
| 2 s J | L+ [Is]

where a(t, s, z,v) := /(1 + [[s]l1)e(s; t, s, 2,v) ds. Replacing p'(u,x) by r(x) in Lemma
R}

5.2.2(i), we get
alt,s,x,v) =14 ||s|e"@".

Thus, ||[Apr — Apa|lr < J||¢1 — wal|n, where

n T—t

J =sup Z oy (L(E) = 1)

D |15

1+ ||s]|re"@®

—r(z)v
€ fT”l(U’:an) 1+H5H1

S —_

" Tt
<sup ZPt’m,y(ﬁ(t) =1) / Jrp(v | z,y) dv

o

n

=Ssup Z t,x )Ffl\l(v | a:,y)|
D li=o

n

<sup | > Pyl )‘21,
D =0
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5.4. Volterra Integral Equation

using r(z) > 0 and the fact that F'(y|i) < 1 for all [,xz,y and i. Thus A is a contraction
in B. This completes the proof. O

Remark 5.4.3. By a direct substitutiont = T in the (5.25), we obtain (T, s, x,y) = K(s).
It is interesting to note that we do not have to impose any other boundary conditions for

existence and uniqueness of solution of (5.25). We can directly obtain other boundary
values by substituting the boundary in the integral equation.

Lemma 5.4.4. Let ¢ be the solution of the integral equation (5.25). Then (i) ¢ €
dom(D,,) N C2(D), and (i) p(t, s, x,y) is non-negative.

Proof. (i) Using the smoothness of p, for each z, the first term on the right hand side of
(5.25) is in dom(D,,) N C?(D). Thus it is enough to check the desired smoothness of

T—t

ﬁz(t,s,x,y)z/ @R L 2,y) > Py + o) /90 (t+v,s, Riw, Ri(y + v1))
0

l
xr
J# R”

a(s;t, s, x,v) ds dv.

First we check the applicability of D;,. It is easy to see that D, ,3(¢, s, x,y) is the limit
of the following expression

{/e “fap(v |z, y+e1) Y ph(y' + v +e)
0 j#at

x [ (t +v+e,6, R, Ry(y + (v + 8)1)) alsit+e,8,2,v) ds dv

t

e |2, y) > Pl + o)
J#a!

x [ (¢4 00, Ria, Bily + 01)) alsst, s, ,0) de do]

R

|
\_, O\'lﬂ +%§\

n
After a suitable substitution, the above expression becomes
T—t
/ e "N Py + ) / o (t+v,5, Rz, Ri(y +v1)) B(v, <3t 8,2, y)ds dv
€ j#a! R”
1 €
-~ / e faplz,y) Y vy + o) / ¢ (t+v,5, Rz, Ri(y +v1)) als;t, 5,2, 0) ds dv,
0 j#at R}

(5.26)
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where
- 1
Be(v,s:t,8,2,y) := g(er(x)Elell(U—g | 2, y+el)a(s; t+e, s, 2, v—e)— frp(v | x,y)a(g;t,s,x,v)).

Now the above defined 3. can be rewritten as

1

6[(67"(:(:)8 -1+ 1) (f‘r”l(v —¢€ | T,y +€1) - le|l('U | T,y —|—€1) + fT”l(U | Z’,y+€1)

- fTZ|l(U | x7y> +le\l<rU | l’,y)) X (@(§;t+€,8,{[‘,v - 5) - Qf(§;t,8,$,v _6)

+ a(g;t,s,w,v - 6) - Oé(g;t,S,Q?,’U) + Oé(g;t,S,SL’,U)) - le‘l(/U | x,y)a(g;t,s,x,v)]. (527)

Due to the continuous differentiability results in Lemma 3.3.5 and Lemma 5.4.1, we can
use the mean value Theorem to rewrite (5.27) as

, 0
<5r(;v)er(:c)ao + 1) (—sz”( —¢e1 |z, y+el)+ Z a0, frp(v | @,y +e21) + szu(v | z y))

=1

X (5at(g; t+e3,8x,0—¢)—ca,(s;t,s,x,v—ey) +afs;t, s, , v)>
1
— fov | zpalsits,2,0)],

for some €, €1, €9, 63,63 < €. After some rearrangement of terms in the above expression,
we get

Be(v,s:t,8,2,y) = a(g; t,s,x,v) (r(x)er(x)50f71|l(v\x,y) — fi(v —e1 |,y +el)
+ Z quz vy +€21))
+ frp(v | 2,y) (at(g;t +e3,8,2,0—¢€) — (s t, s, x,0 — 54)>
+e5e(v, 55t 8,2, 9),

where

Ge(v, 65ty 8,2,y)

= r(z)e @0 <—f;ll<v —& |z, y+el)+ z: ;yiszU(U | z,y + 821)> X

(eau(s;t +e3,8,x,0v —€) —eay(s;t, s, x,v i_54) +als;t, s, z,v))

: ~ 0
+ (r(m)er(x)eoﬂll(y | z,y) = flgv—er | o,y +el) + (‘Ty-fﬂ'l(v | z,y + 521)>

i=1
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5.4. Volterra Integral Equation

X (it +e3,8, 2,0 —¢) — (S t, 8, 2,0 — €4)) .
We also recall from (5.22) and (5.24) that
a(s;t,s,1,0) = als;t, s, 2,0)0(log? s|) and oy (<3 t, s, 2,0) = a(s;t, s, 2,v))O(log? [<]),

where |¢| := max; |g;|. The expression in (5.26) has two additive terms. For showing
convergence of the first term, we intend to use above expressions for applying dominated
and Vitali convergence theorem 1.3.1 in various cases. For that, as ¢ € B, it would be
sufficient if we have the following three results,

(a) v+— / (cis + c) log? [s|a(s; t, 5, 2, v)ds is bounded and left continuous,

B

(b) t+— / (cis 4 ¢2) log? (s a(s; t, s, z,v)ds is continuous uniformly with respect to v,

RY
(¢) lIsllPa(s;t + €1, s, 2, v + €2) is uniform integrable and tight w.r.t. ¢ for 1,69 < 1.

To prove the result (a), we introduce a function B(v) := / (¢t + o) log?(Js])a(s; t, s, z,v)ds.
RY
Now for € > 0 using the mean value theorem, there exist a 0 < &’ < e such that

1
- (B(v) — Bv—¢)) = / (cis + ¢2) log2(|§|)av(§;t, s,x,v—e)ds
€ i
< [ (eallsl +ea) alsits,a.0 s,
RY

for some positive constants c3, ¢;. Now Lemma 5.2.1(iii) suggests that the right hand side is
bounded in v on [e, T|. This implies that B is left continuous. Using the similar reasoning
the boundedness of B also follows from Lemma 5.2.1(iii). Similarly one can prove the
result (b). In order to prove (c), we first recall that a family of normal random variables
with bounded mean and variance is uniformly integrable and tight. Therefore (c) follows
as here a product of a polynomial and a lognormal density function appears.

Now we address the convergence of the second term of (5.26). Clearly the result (a)
implies boundedness of v / © (t +0,¢, Ré-x, R (y + vl)) a(s;t, s, x,v) ds, which assures

RY

the desired convergence. Thus f; € dom(D,,) and hence ¢ € dom(D,,).
Now we discuss the smoothness with respect to s. First we observe that aw (s;t,s,z,v) =
S%O(log(|§|))a(g;t, s,x,v). Since ¢ € B, using uniform integrability and tightness of
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Isl?als;t, s+e, z,v)ds

1
Is|?a(s; t, s+e,z,v) and uniform boundedness of v -
st +¢

st +e
+

for ¢ < 1, we conclude the differentiability of 3;(t, z,y) with respect to s'. Similarly we
can estabhsh existence of partial derivatives of any higher order successively. Thus one can
obtain twice continuous differentiability of ;.

(ii) We have already shown that A : B — B is a contraction. From the form of equation
(5.18), and non-negativity of K, it is clear that (5.18) admits a non-negative solution.
Since all the coefficients in equation (5.25) are non-negative, it follows that Ap > 0 for
¢ > 0. Furthermore, we have shown that A has a fixed point in B. It can be easily argued
that this fixed point is, in fact, non-negative. Hence, ¢ is non-negative. O

5.5 Study of The Partial Differential Equation

In this section we establish Theorem 5.3.4, i.e uniqueness and existence of (5.16)-(5.13).
Before addressing that it is important to clarify few issues regarding boundary conditions.
At s = 0 facet the partial derivative with respect to s disappear. Since the nature of the
domain is triangular, it can be shown by using the method of characteristic that the initial
condition would lead to a solution to (5.16)-(5.13). It can also be shown that the PDE
would have no solution if we impose a boundary condition which is not obtain from the
initial condition. We refer ([50],pp.32) for more details. Let TV be a standard n-dimensional
Brownian motion on a probability space (Q,F, P). For each | = 1,2,...,n, let S! satisfies

dS! = St |r(X,)dt + Z (t, X)) dwj|,  Sy>0, (5.28)

7j=1

where {X;};>o is the CSM process given by equations (3.3) o n (Q, 7, P) and o' is the Ith
row of 0. We denote S, := (S}, ..., SP).

Proposition 5.5.1. (i) The Cauchy problem (5.16)-(5.13) has a generalized solution, p.
(ii) Under Assumption 3.1(i)-(iii) and Assumption 3.2, ¢ solves the integral equation
(5.25). (iii) ¢ € B.

Proof. (i) Let S, be the strong solution of the SDE (5.28). Let §; be the filtration generated
by S; and X, that satisfies the usual hypothesis. Since (¢, X;,Y;) is Markov, then the pro-
cess (t, Sy, Xy, Y:) is Markov process. Let A be the infinitesimal generator of (¢,S;, Xy, V),
where

Ap(t, s, x,y)

n 8@ 1 n n ’ ’ 82§0
= Dy ,p(t,s,z,y) +r(z E St s, x,y) + = g E a (t,x")s's! -(t,s,2,7)
Y —  0s 2 0st0s
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5.5. Study of The Partial Differential Equation

+ZZ)\ { tsRlxR y) — olt, s,x,y)}, (5.29)

=0 j#z!

for every function ¢ which is compactly supported C? in s and C! in y. Let

Ny = E[eJ rdupe (515, = 5, X, = 2,V = ¢, (5.30)

The above expectation is finite due to Assumption 5.2(ii) and Lemma 5.2.2. Thus (5.30)
suggests that N, is a § martingale. Since K (s) has at-most linear growth, and S, has
finite expectation, (5.30) suggests that E|N;| < oo for each ¢t. Hence using the Markov

semigroup of (¢, Sy, Xy, Y;) the PDE has a generalized solution ¢ : D — R measurable given
by

T ~ ~
o(t,s,z,y) = E[efft T(X“)d”K(ST) | Si =5, Xy =x,Y, =1y (5.31)

(ii) By conditioning (5.31) on transition times, we get
So(t7 Sta Xt7 }/;f)
T ~ ~ ~
— E[B|e IR (S | S, X Vil = 1] 1 51 X,V

S P00 = D B [ KO (S) 8, X, Yo l) =

_ fja,x,y(z(t):z)E[E[ - dupe (8 )|st,Xt,x,z()_z,Tl(t)} 180, X, Ya U(t) = 1] .

B[ [ h O 0K (S0) | 51 X0 Yol = L7'(0)] | 51, X, Yil(t) =1
= Plr') > T~ ol 50

+ / { X")duK(ST) | Sh, X, Vi, () = 1,7 (1) = U] Frn(v [ Xe, Vo) dv.

We note that

E [ KO R (3 | 5, X, U0 = 171(0) =

—r(X¢)v l l —fT 7(Xu) du Q Q l
= eTRIY Y P (Y +v) /E {e o K(S7) | Styo = ¢, Xy = Ry,
Jl#X R"
Yiro = Riy, 1(t) = 1, 7(t) = v| a(s;t, 5,2, 0) ds.
Therefore

90(15, St, X4, Yt)
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n T—t
= S Py (U DQmmmO—ﬂmT4L&nn+/eMW@MW&%M
=0 0

Zpijzj(yl%—v)/go(t%—v Rlls Rlx Réy) a(s;t, s, x,v)ds dv

; l
J#x R

Using Assumption 3.2, and since /\éj(y) > 0 for i # j, we can replace (S;, X;,Y;) by the

generic variable (s, z,y) in the above relation. As a conclusion, ¢ is a solution of (5.25).

(iii) To show ¢ is of at-most linear growth, it is sufficient to show for all (¢,s, z,y) €D

lo(t, s, x,y) — cis| < co, where ¢, ¢ is as in Assumption 5.2(ii). We note that, if \S; is

the solution of (5.28), e~ fo’T(X“)dugt is a § martingale. Therefore by using the Markov
~ t ~

property of Sy, X;,Y;, and the fact e~ Jo rXudu 4 F-measurable, we obtain

T ~ ~ T ~ ~
E e—j; T(Xu)duST‘ShXt)n] =k |:€_j;5 T(Xu)duST‘St

o Jy r(X)dug [e‘ IS ,,(Xu)dugT‘%t]
=S;.
Using this equality, (5.31) and Assumption 5.2(ii), we have
lo(ts,2,y) — s
:‘E{e S (X“)d“K( )|St—s X, ==, Yt—y}

— ClE |: f (Xu)duST | gt - SaXt = 1‘7}/; = y:| |

T ~ ~ ~
< B[l W K (Sp) — i8] | 5= s, Xo= .Yy =y
S Co.

This completes the proof. O
Proof of Theorem 5.3.4: Proposition 5.5.1 implies that the PDE (5.16)-(5.13) has a
generalized solution (see equation (1.18) from [51] for a definition) which is in B, and also
solves the integral equation. Lemma 5.4.2 suggests that the integral equation has only
one solution in B. Finally Lemma 5.4.4 asserts that this unique solution of the integral
equation is in dom(Dy,) N C2. Therefore using the above results, we conclude that (5.16)-
(5.13) has a generalized solution which is in the domain of the operators in (5.16). Hence
the generalized solution (5.31) solves (5.16)-(5.13) classically. To prove the uniqueness,
first assume that ¢, and ¢y are two classical solutions of (5.16)-(5.13) in the prescribed
class of functions. Then using Proposition 5.5.1, it follows that both also solve (5.25). By
Lemma 5.4.2, there is only one such solution in the prescribed class. Hence ¢ = po. [
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5.5. Study of The Partial Differential Equation

Lemma 5.5.2. Let o(t,s,z,y) be the classical solution of the Cauchy problem (5.16)-
(5.13). Under Assumption 5.2(i), = (t,s,x,y) is bounded.

i 8Sm

Proof. Since @(t, s, z,y) is the classical solution of (5.16)-(5.13) it is in dom(D,,) N C2. In
fact ¢ has greater regularity than C? which is evident in the proof of Lemma 5.4.4. Indeed
due to Lemma 5.4.1(iii) and the C*° smoothness of p, ¢ is C*™ in s. Let ¥™(t,s,x,y) =
8%%@, s,x,y), form =1,...,n. Now differentiating equation (5.16) with respect to s™ and
using the fact that a(t, z) is symmetric, we obtain

Dtyw (t S, T,Y +Z ( +aml(t Qf)) 81@7(15,3,33,@

=1

L~ L O

+§;l§a (t7l’)88 a la l,(t,S,I,y)

+303 My () [ s, Riw, Ryy) — ¢ (¢, 5,2, 9)] = 0, (5.32)
1=0 j#at

It is easy to check that
AY™(t, s, 2, y)

0
Dy ™ (t, s, 2,y) —l—z ( ) +a™(t, I)) ail(t,s,x,y)

LTS gy ey

a3 s G tsay)

+303 N0 [UT (s, Riw, Riy) — (8 s,2,9)]
1=0 j#a!

is the infinitesimal generator of the Markov process (t, Sy, X1, Y;), where S, = (S},...,S")
and S! satisfies the following SDE

dS} = S} [(r(X)I + Diag(a'(t, X)) dt + o (t, X,)d W], (5.33)

where Diag(a'(t, X;) is the diagonal matrix containing the I-th row of a(t, ) and (X, Y};)
is as in (5.1). Therefore the solution of the PDE (5.32) has the stochastic representation
of the following form

Y™ty s, x,y) =K [K’(S{ﬁ)

St =5 X,=2,Y, = y] , (5.34)

where K’ : R? — R is defined almost everywhere by K(s / K'(R's)dr, for each

s € R} Since K is of at-most linear growth and it is Lipschitz contmuous K’ is in L.
Hence (5.34) suggests ™ (t, s, z,y) is bounded. ]
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5.6 Locally risk minimizing pricing and optimal hedg-
ing

Proof of Theorem 5.3.5: Using Lemma 5.5.2 we can show that 7 = (£, ¢) as given
in (5.17) is an admissible portfolio strategy. Indeed & is left continuous and therefore
predictable. Hence Assumption 5.2(i) and (ii) holds for this pair 7 = (&, ). Therefore the
discounted value function for this pair of strategy using (5.17) is given by

n N t
= €8 ey = e SOy S, X, Yy,
=1

where ¢ is the unique classical solution of (5.16)-(5.13). Now we shall find a decomposition
for Vi(m). Under the measure P, we apply Ito’s formula to

6_ fo T(Xu) dugp(t St7 Xt7 }/;)

Using (5.8), (5.16) and (4.1) and after a suitable rearrangement of terms, for all ¢ < 7', we
obtain,

€ f r(Xw) (t StaXta}/;f)

to
= (0, S0, Xo, Yo) +Z/ g

(u, Sy, Xu_, Y, )dS,

+ / eI TN [lou, Sy X 4+ h(Xom, Yoo 2), Yar = 9(Xus Vi 2))
0 R
— o(u, Sy, Xou—, Yo )|9(du, dz), (5.35)

where ¢ is the compensator of p, i.e. §(dt,dz) = p(dt,dz) — dtdz. Therefore from (5.35),
we have for each ¢t < T

t
1 n
Gt S Xo Vi) = Ho+ Y / € ddl v L, (5.36)
t I=1]
where Hy = (0, So, Xo, Yo) and

t
L= [ hrom [lpu, S, X+ (X, Yoo, 2), Yoo = g(Xo, Yo, 2))
0 R
—p(u, Sy, Xu—, Yo )| 9(du, dz). (5.37)

Clearly the above choice of Hj is §y measurable and Ly is §7 measurable. We know that,
the integral with respect to a compensated Poisson random measure is a local martingale.
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Hence L; is a local martingale. The proof of Proposition 5.5.1(iii) suggests that expectation

of supremum of L; is finite. Hence by using Theorem 1.1.11, it is a martingale. Again since
t

Wy and p are independent, L; is orthogonal to / al(t,Xt)S}th. Thus, we obtain the
0
following F-S decomposition by letting ¢ 1 T in (5.36),
n T
SO K (S7) = (0, So, Xo, Yo) + Z/ggdst’ + Ly (5.38)
=17

This completes the proof. n
Theorem 5.6.1. Let ¢ be the unique solution of (5.25). Set

T—t
0p,(t, s o
n(t, s, x,y) : Zptx,y )(paim)(l—FHl(T—tWy +/€ )lell (v|z,y)
0
a ;t’ ) b
X > p(y' +v) / o(t + v, <, Rz, R)y) ol a;nm v) dsdv |, (5.39)
Ji#al R

where (t,s,x,y) € D. Then n(t,s,z,y) = (tsxy)

Proof. We need to show that ¢ (as in (5.39)) is equal to 5 %;. Indeed, one obtains the RHS
of (5.39) by differentiating the right side of (5.25) with respect to s". Hence the proof is
completed. O

Remark 5.6.2. We have shown in Theorem 5.3.5 that 8@ £ (t,s,x,y) isa necessary quantity
to be calculated in order to find the optimal hedging. Attemptmg to compute L (t,s,x,Y)
using numerical differentiation would increase the sensitivity of 2 Sam(t,8, @ y) to small er-

rors. Equation (5.39) gives a better, more robust approach for computing 8sm 2 (t,s,2,y),
using numerical integration.

5.7 Sensitivity with respect to the instantaneous rate
function

In a recent paper Goswami et al. [28] gave an interesting idea to approximate the solution
by approximating the transition rate. In the previous section we have seen that for a
class of continuously differentiable transition rate function, there exists a unique classical
solution of the PDE (5.16)-(5.13). Let A := (A", ..., A\") be a vector where \! is as in section
5.2. We state and prove the important result below.
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Theorem 5.7.1. Let ¢ and ¢ be two solutions of (5.16)-(5.13) with parameter X and A
respectively. Then || — @l sp < 2¢2T|A = Mlsup, where ¢y as in Assumption 5.2(ii).

Proof. We consider
W(t, s, x,y) == p(t, s, x,y) — ot s, x,y). (5.40)

Now, it is easy to see that ¢ satisfies the following initial value problem,

! w(
D, (t, s, x,y) +r(x lz::lsasltsxy +§§l/§a m(t,s,x,y)
+>°3 )\frlj(yl)< ¥(t, s, Rlx Rby) —(t, s, x y))
1=0 ji#al
— r(@)(t 5, 7.y) zz( J01) (5 iz, Rhy) = 2(t,5,2,9)), (541
=0 j#a!
defined on

D:={(t s,z,y) € (0,7) x R} x X" x (0,7)"" |y € (0,6)""},
with condition
Y(T,s,2,y) =0, seRY; 0<y' <T; =12,k
We rewrite (5.41) using (5.40) as

A(t, s, z,y) = r(x)(t, s,x,y) — f(t,s,z,y), (5.42)
where
S, T )\l ,S,Rll’ RO S, T
(t,s,2.9) z;( Jwh) (st D)~ $ltsay)).

We recall that A is the infinitesimal generator of (t, Sy, Xq, Y;). Using the proof of Propo-
sition 5.5.1(iii), one can show that for all (¢,s,z,y) € D

[f(ts, 2 9)] <2037 37 1IN () = Xoty (9) lsup- (5.43)
1=0 j#a!
The stochastic representation of the solution of the PDE (5.42) is given by,

(%

T
W(t, s, x,y) = E/exp (— /T(Xu)du) f(v, Sy, Xy, Y,)dv|S; = 5, X, =2, Y, =y]. (5.44)

t
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5.8. Calculation of the Quadratic Residual Risk

Since @ is a solution of (5.16)-(5.13) for parameter \, then the proof of Proposition 5.5.1(iii),
|@(t, s, Rix, Rhy) — &(t,s,2,y)| < 2¢;. Now using (5 43) and r > 0 for all t < v < T, we
have

T v
(5,2, 9) oy = sup ]E/exp (—/T(Xu)du) F(0,8y, X0, Yy)do|S, = 5, X, = 2, Y, = 4]
t

D t

< 202 Z Z ||>\ (?J)Hsup

1=0 j##a!
< 26T Y 37 X (¥) = Aty () lsup-
1=0 ji£a!
Hence the proof is completed. O

Remark 5.7.2. It is interesting to note that a weaker variant of Theorem 5.7.1 can also
be proved if the Assumption 5.2(ii) is relazed. Indeed if K € B for such case ||¢ — @||r <
M||X\ = M|sup- This readily follows from the fact that ¢ is of at most linear growth and S,
has finite expectation.

5.8 Calculation of the Quadratic Residual Risk

In this section we find an expression of the quadratic residual risk corresponding to the
optimal strategy. Let & := (£2,...,£") be the optimal strategy and V; be the corresponding
value process as defined in Section 5.3. Further we assume that {C}}:>¢ is the accumulated
additional cash flow process associated with the optimal hedging of the contingent claim
H, where

dCy == dV, — Y &dS;.
Since {SP}+>0 is continuous finite variation process and V, = 1, £1S! | from above we get
1 Vi 1 -
—dCy = (d| o) —Vid th 2 &sid
St St S
=dV, — Zgﬁdﬁg, (5.45)
1=1
where V; is the discounted value process as defined in Section 5.3. Now by (5.11), we have

AV, =3 ldS! +arl. (5.46)

=1
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Now by comparing (5.45) and (5.46), we have

1

5 dC; = dLY.

The discounted value of the accumulated cash flow during [0, ¢] is
"o i1 4
& — Gy .:/0 g G =1
Again, using above and (5.37), we get

. Pl ! !
/ g 1€ = / 52D Lo (880 Bix, ey oy (K0) By g i oY)
—(,D(t, Stathvy;f*)] @l<dt7 dz)

for all t € [0,T]. Thus

dCy = Z/R [@ (t, St, R%{Xi_Jrh(Xt_,)/t_,z)}(Xt*)? R%[Yt_fg(Xt_,Yt_,z)}<Y;*))
1=0
—o(t, S, Xio, V)| 9 (dt, d2). (5.47)

Integrating the above expression, we obtain the external cash flow associated with the
optimal hedging. Hence,

T n
Cr =Co+ 3 ({68 X0 Y0) = ot S X Vi) = [ 30 3 My (V)

te(0,7) =0 ]#th7

[o(t, i, RE(X,), Ry(Yio)) — olt, i, Xo, Vi) dt. (5.48)

Lemma 5.8.1. The quadratic variation process of Cy, the cash flow process corresponding
to the optimal hedge, is given by

Cli= Y (o(r,Sp, X0, Yy) — (1, Sp, X, Yr )2, (5.49)

r€(0,t]
where @ is the unique classical solution of (5.16)-(5.13) with at most linear growth.

Proof. 1t is clear that {C}}i>0 as in (5.48) is an rcll process. Now, for r € (0,7") and for
sufficiently small A, we have

(Cr - CrfA)2
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5.9. Conclusion

- (gO(T, S«,«, Xra Yr) - SO(T; Sm Xr—Aa Y;“—A))Q -2 (90(7"7 Sra Xm Y;“) - @(ra Sra X'I‘—Aa }/r—A)) X

S Na (VL) [0l S REX, a, REYioa) = 0(r, Sy, Xooa, Yoo n)] A
1=0 j#XL "
2

+ 1> > Al){ﬁﬂj(Y}l_A) [90<T7ST’R§X7”7A7R€)Y;'7A_SO(T)SMXTanK"fA)} A?
=0 j£x!_,

+0(4?%).

Since the quadratic variation of C; is the limit of the sum 3,¢/4(Cr — Cr_a)* over a
partition with A — 0, we take the summation both sides. We note that the second
term on right, the multiplier of A is bounded and is of O(A) except the event of whose
probability is O(A). Thus the summation of second, third and fourth terms in the above
expression can be ignored. Hence,

[C]t - Z [QD(’I", Sr7 Xra Y;”) - 90(7“, Sr» Xr—a Y;‘—)]Q . (55())

re(0,t]
[

Given a strategy &, the quadratic residual risk at t = 0, denoted by Ry(€), is defined as
Ro(€) := E[(Cr — Cy)?|Fo). An expression for Ry(7) can be found using Ito’s isometry in
the following way

N T ] 2 T 1
_ 2 _ — _
Ro () =E[(Cor — Cp)?|Fo] = E ( C d0t> ‘ 5, =B Vo g A %1 |
Thus using the above and Lemma 5.8.1, we get
[ 1
jQO(W) =K Z 02 (‘P(ta StuXt7Yt> - QD(t,St,Xt_,Y;_>>2 9:'0
[ t€[0,T] ~t
=E | Y (¢t S Xe, V) — ¢(t, S, Xe-, Vi) | Fo
| t€[0,T
[ n nl(T) 9
=E |3 > (@1}, Sy, Xgu, Yin) = $(T, S, Xu, Vi)™ | Fo (5.51)
[1=1 i=1

5.9 Conclusion

In this chapter, we have studied the locally risk-minimizing pricing of European basket
options, under a market where, we allow the drift and volatility coefficients to be time
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inhomogeneous and CSM modulated. In [25], the above problem was studied assuming
all the coefficients are driven by a single semi-Markov process. It is known that, unlike
Markov chains, two independent semi-Markov processes is not semi-Markov jointly. Thus
the extension to CSM is essential in view of the non-identical regimes of different assets.
It is shown in [25], that the option price can be expressed in terms of a price function
which depends on the present stock price, present regime, and the sojourn time at the
current regime. In this thesis, we have shown that even under the extended CSM setting,
option price does have similar representation involving knowledge of each component of
the regimes. However, the study of well-posedness of the option price equation turns out
to be more involved.

It should be noted that the derivations in this chapter is different from the standard
approach. Here we start with a Cauchy problem which we show to possess a classical
solution. We then construct a hedging strategy using the first order partial derivatives of
the solution so as to obtain Follmer Schweizer decomposition of contingent claim related
to a European option. From the decomposition we conclude that the solution to the
Cauchy problem is indeed the locally risk minimizing price of the corresponding European
option. This approach avoids an a-priori tacit assumption of desired differentiability of the
option price function that is expressed using a conditional expectation with respect to an
equivalent minimal martingale measure.

Besides, we have obtained an integral equation of option price. We have also expressed
the risk-minimizing hedging strategy as a combination of delta hedge and an integral of
the price function. Expressions for the quadratic residual risk and the optimal external
cash-flow are obtained at the end. The contents of this chapter is from [10].
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Conclusion

This thesis concerns the component-wise semi Markov (CSM) modulated market. The
main contribution to the thesis consists of three chapters. The first chapter contains an
empirical study to validate the appropriateness of the use of CSM process to model the
risky asset price dynamics. The rest of the thesis is about the applications of CSM market
setup in a portfolio optimization and a pricing problem.

In the first part, we propose a test statistics to examine the usefulness of one component
CSM process. We build our test statistics by using the descriptive statistics of the squeeze
duration of the famous Bollinger band. In an empirical survey on Indian stock indices,
we show using this test statistics that we can not reject our null hypothesis that the asset
price dynamics are governed by a semi-Markov process whereas the special subclass namely
GBM and the Markov modulated GBM can be rejected. But to limit time complexity of
the problem, we restrict our experiment by keeping the drift parameter insensitive to the
regime and by equating the volatility coefficient at the first regime to a low percentile of
the historical volatility.

In the second part, we solve an optimal investment problem using a utility function
based on the risk tolerance of the investor in a CSM modulated multi-dimensional jump
diffusion market. Using a stochastic control approach, we identify the value function as
a solution of a system of non-local partial differential equation. We use a probabilistic
technique to establish the well-posedness of the partial differential equation.

We address a European type basket option pricing problem in a CSM modulated ge-
ometric Brownian motion at the end of the thesis. In this part, the drift and volatility
coefficients are considered to be time inhomogeneous. Since the market is incomplete, we
employ a locally risk minimizing pricing approach. We identify the option price equation
as a classical solution of Black-Scholes-Merton (BSM) type partial differential equation.
We establish the well-posedness of the PDE equation by using a probabilistic technique.
Finally, we calculate the quadratic residual of risk.
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It is important to note that the infinite horizon counterpart of the risk sensitive control
problem, mentioned above, is open. In a recent work [8], a ground work appears where
the controlled problem is studied in one dimension. The question about multidimensional
setting is yet unanswered. For modeling purpose, continuous time semi-Markov process is
a natural object for many applications including multi class queue with general arrival. In
view of this the need for extension of the results in [8] is evident. As per our knowledge,
no such study is done yet.

In a recent paper, Biswas et al. [4] have studied the option pricing in a semi-Markov
modulated stochastic volatility model. Let {X;}:>o be a semi-Markov process with state
space {1,2,...,k}. In their work, they have considered one locally risk free asset with spot
rate r(X;) and a risky asset whose price is given by the following stochastic differential
equation

dS; = Sy(u(X;) dt +\/V; dW}), Sy >0
dV; = £(X,)(0(X,) — Vi)t + o (X Ve dWE, Vo >0, (6.1)

where the market parameters p, o, k and 6 are driven by same semi-Markov process
{Xi}i>0. This problem would be more interesting if the market parameters r, u, o, k and 0
are governed by a CSM process. The barrier option pricing under CSM modulated market
needs to be carried out.

There might be another research direction for enhancing the implementability of the
above model. That is including a transaction cost. We have not incorporated the trans-
action costs in the problem of option pricing. The hedging strategy in our thesis requires
continuous trading. Therefore the investor will incur heavy expanses by implementing
those strategies in a market with transaction costs. The option pricing with transaction
costs via a utility optimization approach in a GBM market is studied by [1]. However this
problem is open in semi-Markov modulated GBM market.
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Appendix

A.1 Algorithms

In this section we present the algorithms used in the empirical study in Chap-
ter 2. We begin this section with the pseudocode of simple return as in (2.2).

Algorithm 1: Simple return of a time series

1 function SimpleReturn (S);

Input : Time series data of closing prices S
Output: Another series of simple return R
set N < length(S)

let R[1...N] be a new array

for : =2 to N do

. S[i]—S[i—1
IR =

(S, BNV V)

end
return R

N o

Although the algorithms to calculate the sample standard deviation is well known, we
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also present the algorithm for the same.

Algorithm 2: Sample standard deviation

1 function Stdev (a);
Input : An array a
Output: Sample standard deviation
set n < length(a); m < 0; v < 0
fori=1 ton do
| m < m+ ali]
end
m o
fori=1 ton do
| v v+ (ali] —m)?
end

return sqrt(~%5)

© 0 N O U W N

[y
o
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Now we present the algorithm to compute the p-squeeze duration as in Definition 2.2.6.

Algorithm 3: Squeeze duration
1 function SgD (p, S);
Input : A number p € (0,1) and a time series S
Output: p-Squeeze duration
set N <« length(9)
R <+ SimpleReturn(5)
let v[1... N] be a new array
fori=1 to N do
a+ Rli...i+n—1]
v[i] < Stdev(a)
end
v < Sorted(v) \\ create a sorted list
q < Celing(p x length(v)) \\ the ordinal rank
per < v[g] \\ number from the list
let T[1...N] be a new array
set flag < 1
set [+ 1
for j =1 to length(v) do
if flag xv[j| < flag * per then
T «j
[+—1+1
flag < —flag
end

© 00 g oo oA W N

[ R = T e e o o ey
S © W N O ok~ W N = O

end
let dif f[1...N] be a new array
for k =1 to length(T) — 1 do
| dif flk] < T[k+1] — T[k]
end
let duration[l ... N] be a new array
for k =1 to floor(*}) do
| duration[k] < dif f[2 % k — 1] \\ getting the elements of the odd keys.
end
return duration

C N N N N N M N NN
S © 0w N O U W N

Now we present the algorithm for geometric Brownian motion. The discretized scheme
for the GBM is given in (2.9). We also present the algorithm for MMGBM as in (2.15). In
the similar fashion one can write algorithm for SMGBM using (2.16).
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Algorithm 4: Geometric Brownian motion

1 function GBM (N, Sy, mu, sigma, dt);
Input : An integer N, initial price Sy, drift mu, volatility sigma, time step dt
Output: An array of length N
let S[1...N] be a new array
set S[1] < S
fori=1to N —-1do
w < generate-normal(0, dt)\\ generate a normal random variable with mean
zero and variance dt
q < (mu — Lsigma®) % dt + sigma * w
Sli+ 1] <= S[i] * exp(q)
end
return S

[, S SV V)

© 0 N o
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Algorithm 5: Binary Markov modulated Geometric Brownian motion

1

S Otk WN

N1

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

function MMGBM (N, Sy, mu, sigma, la);

Input : An integer N, initial price Sy, drift vector mu = array[mu;, mus),
volatility vector sigma = array|[sigmay, sigmas], transition rate vector
la = arrayl[lay, las]

Output: An array of length N

let S[1...N]and T[1...N] be two new array

set S[1] < Sy

set 1< 0;5=0

while ¢t < N do

T + generate-exponential(la[j])\\ generate an exponential random variable
with rate la|j]

t+ T+t

Je1—=7

end

set k< 0; so=50; C =1

let GB[1...N] be a new array

for j =1 to length(T) do
n < foor(T'[j])
if n not equal to 0 then
GB «+ GBM(n + 1, sg, mu[k], sigmal[k])
for r =1 to ndo
| S[C+7]+ GB[1 +7]
end
sp <— GB[—1]\\ last element of the array GB
k<1-Fk
end
C+C+n
end
return S
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