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Abstract

Recently, there has been a considerable interest in applications of regime-switching
models in various aspects of finance and insurance. One of the main features of
these models is that some model parameters are modulated by a finite-state Markov
chain. This makes regime-switching models very useful to describe structural changes
in macro-economic conditions, periodical fluctuations in business cycles and sudden
transitions in market modes.

In this thesis, a continuous-time, finite-state, observable Markov chain is adopted to
model the regime switches. Our regime-switching models are a set of diffusion models,
jump-diffusion models or Lévy models coupled by the underlying Markov chain. Under
this modeling set up, the financial market is incomplete. So asset pricing and portfolio
optimization problems are more involved.

Roughly speaking, this thesis can be divided into two parts. The first part is de-
voted to asset pricing problems under regime-switching models. Due to the market
incompleteness, the equivalent martingale measure is not unique. Therefore, we either
choose a particular equivalent martingale measure using the Esscher transform or start
directly from a risk-neutral measure. We present analytical pricing formulae for Eu-
ropean options and variance swaps in Chapters 2 and 3, respectively. Numerical and

empirical implementations of these formulae show that the regime-switching effect is

X



material for asset pricing problems.

In the second part of this thesis, we apply the stochastic optimal control theory to
discuss portfolio optimization problems under regime-switching models. In Chapter 4,
we use the dynamic programming principle approach to solve a mean-variance port-
folio selection problem with uncertain investment horizon. Explicit expressions of the
efficient portfolio and the efficient frontier are obtained. In Chapter 5, the stochastic
optimal control theory for portfolio optimization problems is borrowed to investigate an
fundamental issue in asset pricing problems, i.e. the selection of equivalent martingale
measures. We derive and compare equivalent martingale measures selected by three
different approaches, that is, the stochastic differential game approach, the Esscher

transformation approach and the general equilibrium approach.



Chapter 1

Introduction

Asset pricing, portfolio optimization and risk management are called the three pillars
of modern finance. They are not only important research topics in the fields of financial
mathematics and actuarial science, but also play vital roles in financial activities of both
individual and institutional investors. Indeed, various problems arising in insurance and
finance, such as option pricing and hedging, insurance product pricing, asset allocation,
asset-liability management and optimal reinsurance, can be categorized into these three
topics.

A major revolution in asset pricing came with the path-breaking works of Black
and Scholes (1973) and Merton (1973). The so-called Black-Scholes-Merton formula
provided an acceptable method of evaluating and pricing option contracts. Soon after-
wards, the new formula was applied on the new option exchanges all over the world.
In the last several decades, this formula has been extensively generalized in all possible
directions, and has evolved as a methodology to determine the value of derivatives.
For this, Robert C. Merton and Myron S. Scholes received the 1997 Nobel Prize in E-

conomics. Although Fischer Black became ineligible for the prize because of his death



in 1995, he was mentioned as a contributor by the Swedish academy.

The first pioneering contribution in modern portfolio selection theory was made by
Markowitz’s Nobel winning work. Markowitz (1952) proposed a mathematical elegant
mean-variance paradigm, which simplified the multidimensional problem of investing
in a large number of assets into the issue of a trade-off between only two dimensions,
namely the mean and the variance of the return of the portfolio. Taking into account
of consumption opportunity and preference difference, Samuelson (1969) and Merton
(1969, 1971) considered investment-consumption problems in a multi-period setting
and a continuous-time set up, respectively. In particular, Samuelson (1969) and Merton
(1969) introduced the stochastic optimal control theory to study portfolio optimization
problems in discrete and continuous time, respectively.

One of the main shortcomings of both the Black-Scholes option pricing model and
the Merton asset allocation model is the use of the Geometric Brownian Motion (GBM)
for the underlying asset dynamics. It is known that the GBM assumption is not real-
istic, fails to incorporate many important stylised empirical features of assets’ returns,
and makes the Black-Scholes option pricing model unable to explain some importan-
t empirical behavior of option prices, namely, the implied volatility smile or smirk.
Moreover, the investment opportunity set remains constant over time under the GBM
assumption. However, more economic insights and implications can be gained if the
investment opportunity set is allowed to vary stochastically over time.

To investigate asset pricing and portfolio optimization problems, therefore, the first
task for us is to select more suitable models for primitive assets. As said by a famous
statistician, George Box, “All models are wrong, but some are useful.” Although there
is no perfect model, we can choose some useful models as our underlying dynamics.
Among them, regime-switching models are one of the most important candidates. The

history of regime-switching models may be dated back to the work of Quant (1958)



and Goldfeld and Quandt (1973), where regime-switching regression models were in-
troduced to study nonlinearities in economic data. Tong (1978, 1983) and Tong and
Lim (1980) introduced the idea of regime switching to parametric nonlinear time series
analysis. Hamilton (1989) popularized the applications of regime-switching models
in econometrics. Since then, there has been a growing interest in applying regime-
switching models in various areas of finance and economics, particularly asset pricing
and portfolio optimization.

The basic idea of regime-switching models is to allow model parameters to change
over time according to the states of an underlying Markov chain, which represent
different market, or economic, modes. This provides flexibility in incorporating the
impact of structural changes in macro-economic conditions and business cycles. For
example, the states of the market can be roughly divided into two regimes, “bullish” and
“bearish”, in which the interest rate, appreciation rate and volatility of the asset differ.
Indeed, many empirical studies reveal that regime-switching models are consistent with
important stylized features of financial time series, such as time-varying conditional
volatility, the asymmetry and heavy tailedness of the unconditional distribution of
asset returns, volatility smile and skew and regime switches. Furthermore, through the
underlying Markov chain, regime-switching models allow us to introduce stochastic
interest rate, appreciation rate and volatility into the modeling framework. Then
investment opportunity sets under regime-switching models may evolve in a stochastic
fashion over time. Since the regime-switching models overcome many shortcomings of
the GBM model, they are ideal candidates to be used as the underlying dynamics in
asset pricing and portfolio optimization problems.

In recent years, much attention has been paid to studying asset pricing (particularly,
option valuation) and asset allocation under regime-switching models. Naik (1993)

was an early attempt to investigate option pricing under a two-state regime-switching



model. Elliott at el. (2005) developed a regime-switching Esscher transform approach
to derive a martingale condition for the risk-neutral measure under a regime-switching
GBM model and then obtained an analytical pricing formula for European call options.
Interested readers may also refer to Guo (2001), Buffington and Elliott (2002), Boyle
and Draviam (2007), Siu (2008) and Yuen and Yang (2010) for option pricing, Elliott
and Mamon (2003), Elliott and Siu (2009), Siu (2010) and Elliott et al. (2011) for
bond pricing, and Elliott and Swishchuk (2007), Elliott et al. (2007) and Elliott and
Lian (2013) for volatility derivatives pricing under various regime-switching models.
Zhou and Yin (2003) considered a continuous-time mean-variance portfolio selection
problem with regime-switching and obtained mean-variance efficient portfolios and
efficient frontiers in closed forms. Sotomayor and Cadenillas (2009) investigated an
optimal investment-consumption problem in financial markets with regime-switching
and derived explicit optimal portfolio and consumption policies. Elliott and Siu (2010)
studied a risk minimizing portfolio problem under a regime-switching Black-Scholes
economy and formulated the problem as a stochastic differential game. Other recent
works on portfolio optimization under regime-switching models include Cheung and
Yang (2007), Chen et al. (2008), Wu and Li (2012) and Zhang et al. (2012), just to
name a few.

This thesis includes four self-contained chapters, each of which is concerned with
one asset pricing or portfolio optimization problem under regime-switching models.
Option pricing has long been a challenging and interesting problem in the history of
modern finance. Chapter 2 shall develop a methodology to incorporate macro-economic
risks into option prices. Volatility derivatives, such as variance swaps and volatility
swaps, are gaining increasing attention in the market. Which factors have impacts on
determining the price of variance swaps? We shall answer this question in Chapter

3. If the terminal time is uncertain, could the classical results of the dynamic mean-
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variance portfolio selection problem still hold? This is the major concern of Chapter 4.
Is there any relationship between asset pricing and portfolio optimization? Chapter 5
shall discuss how to find equivalent martingale measures using the stochastic optimal
control theory, that is, how we can apply the method in portfolio optimization problems
to solve asset pricing problems.

In Chapter 2, we consider an option valuation problem under a double regime-
switching model. Roughly speaking, regime switching refers to the feature in which
the model dynamics are allowed to change over time according to an underlying Markov
chain. In a double regime-switching model, the parameters (such as the appreciation
rate, volatility, and interest rate) and the price level are both allowed to switch when
a regime switch occurs. This is in contrast to the single regime-switching models in
which only the model parameters (and not the price level) are allowed to switch. The
jump component of the share price is modeled by a jump martingale related to the
modulating Markov chain, which introduces macro-economic risks or regime-switching
risk into the modeling framework. We develop a generalized version of the regime-
switching Esscher transform to select an equivalent martingale measure, which allows us
to endogenously determine the regime-switching risk from the double regime-switching
model. Indeed, one of the main issues in option valuation under regime-switching
models is how to price the regime-switching risk. In previous literature, this regime-
switching risk was either ignored or determined exogenously. Chapter 2 provides a
possible solution to incorporate the regime-switching risk into option prices. Next, we
use a Fourier transform to derive the integral pricing formula for an European call
option. We then adopt the fast Fourier transform method to discretize the integral
pricing formula. Finally, we provide numerical analysis and empirical study of option
prices under single and double regime-switching models to illustrate the implications

of our results. Chapter 2 is based on the paper by Shen et al. (2013).



Chapter 3 develops a hybrid of two simpler models: a stochastic interest rate model
of Hull and White (1990) and a stochastic volatility model of Schébel and Zhu (1999).
Both of these basic models use the Ornstein-Uhlenbeck processes to model the behav-
ior of two state variables, the interest rate and the volatility. Embedding them in a
Markovian regime-switching model, we combine these two state variables and allow for
correlation between them. We consider the valuation of a variance swap under this s-
tochastic interest rate and volatility model with regime switches, namely the Markovian
regime-switching Schobel-Zhu-Hull-White hybrid model. The basic Gaussian structure
of the distribution of the state variables allows for semi-analytical solutions of the mod-
el. We present integral solutions for the value of the variance swap as well as for the
fair strike value of the variance swap. Using a Schobel-Zhu-Hull-White hybrid model
with two regimes as an example, numerical results are presented to show the impacts
of stochastic interest rate and regime switches on the fair value of the variance swap.
This chapter is based on the paper by Shen and Siu (2013a).

Chapter 4 discusses a continuous-time mean-variance portfolio selection problem
with uncertain investment horizon under a regime-switching jump-diffusion model.
More specifically, the asset price processes are modulated by a continuous-time, finite-
state, observable Markov chain. To make the mean-variance problem with uncertain
investment horizon tractable, we first transform it to an equivalent min-max problem
with fixed investment horizon, where the (quadratic loss) minimization problem can
be readily solved via the dynamic HJB programming approach. After giving a version
of the verification theorem, we derive a regime-switching HJB equation related to the
quadratic loss minimization problem. We provide both the expectation solution and
the closed-form solution of the value function via solving the HJB equation. Using the
Lagrangian duality technique, we obtain the efficient portfolio and the efficient frontier

of our mean-variance problem. To illustrate our results, we provide several numerical



examples of the efficient frontier under different values of parameters. This chapter is
based on the paper by Shen and Siu (2013b).

In Chapter 5, we discuss three different approaches to select an equivalent mar-
tingale measure for the valuation of contingent claims under a Markovian regime-
switching Lévy model, which is associated with an incomplete financial market due to
jumps and regime switches. These approaches are the game theoretic approach, the
Esscher transformation approach and the general equilibrium approach. Indeed, the
stochastic optimal control theory, which is tailored to portfolio optimization problems,
is employed in the stochastic differential game and the general equilibrium approaches.
In this sense, Chapter 5 investigates the interplay between asset pricing and portfo-
lio optimization under regime-switching models. We apply the dynamic programming
principle to solve the control problems arising in the stochastic differential game and
the general equilibrium approaches. We compare equivalent martingale measures cho-
sen by the three approaches and identify the conditions under which these measures

are identical. Chapter 5 is based on the paper by Shen and Siu (2013c).



Chapter 2

Option valuation under a double

regime-switching model

2.1 Introduction

Since the last decade or so, there has been an interest on studying option valuation
problems in regime-switching models. Switches may occur in the model parameters
(e.g. the appreciation rate and the volatility) and the price level of the risky share
whenever transitions in the modulating Markov chain occur. The existing literature on
option valuation can be divided into two categories in terms of the regime-switching
models. The former includes Guo (2001), Buffington and Elliott (2002), Elliott et
al. (2005), Liu et al. (2006), Boyle and Draviam (2007), Siu (2008), Siu and Yang
(2009), Yuen and Yang (2010) and others, where the regime-switching models can only
describe the switches of the model parameters. The latter includes Naik (1993), Yuen
and Yang (2009) and Elliott and Siu (2011), where not only the model parameters

but also the price level of the share may switch whenever a regime switch occurs. To



differentiate these two kinds of models, we call them the single regime-switching model
and the double regime-switching model, respectively. Numerous works focus on option
valuation under the single regime-switching models, while relatively little attention
has been paid to that under the double regime-switching models. However, the double
regime-switching models provide a more flexible way than their single regime-switching
counterpart to describe stochastic movements of the risky share due to the fact that
a jump in the share price level occurs in the former, but not in the latter, when there
is a regime switch. Regime switches caused by transitions in the modulating Markov
chain are often interpreted as structural changes in macro-economic conditions and in
different stages of business cycles. These changes are inevitable in a long time span.
They may cause not only shifts in the mean and volatility levels of the share price, but
also sudden jumps in the share price level, (see Naik (1993), Yuen and Yang (2009)
and Elliott and Siu (2011)). Except Siu and Yang (2009), almost all literature on
option valuation under the single regime-switching models do not consider the regime-
switching risk in the selection of a pricing kernel. Most of the existing works focus
on capturing regime-dependent risk. So option prices may be underestimated under
such regime-switching models. Although Siu and Yang (2009) developed a new version
of regime-switching Esscher transform and found a martingale condition incorporating
both the diffusion risk and the regime-switching risk, it was noted by the authors
themselves that there exist more than one risk-neutral measures.

It appears that Naik (1993) was an early attempt on option pricing under the
double regime-switching models, where a martingale method was employed for the
pricing of a European option under a two-state, double regime-switching model. Yuen
and Yang (2009) extended the model of Naik (1993) to a multi-regime case and adopted
the extended model for pricing of a European option, an American option and other

exotic options using a trinomial tree method. Elliott and Siu (2011) considered a



risk-based approach for pricing an American contingent claim under a multi-state,
double regime-switching model. Compared with the single regime-switching models,
the double regime-switching models allow us to “naturally” price the regime-switching
risk when one changes the real-world measure to an equivalent martingale measure.
However, like a single regime-switching model, a financial market described by a double
regime-switching model is also incomplete. Consequently, not all contingent claims can
be perfectly hedged by continuously trading primitive securities and there is more than
one pricing kernel, or equivalent martingale measure. A primal problem is how to select
an equivalent martingale measure in such a market set up. In Naik (1993) and Yuen
and Yang (2009), equivalent martingale measures were selected by either ignoring the
regime-switching risk or taking an exogenous regime-switching risk. Neither of them
determines the regime-switching risk endogenously from their double regime-switching
models.

In this chapter, we consider option valuation under a double regime-switching mod-
el. More specifically, the model parameters, including the risk-free interest rate, the
appreciation rate and the volatility rate, are modulated by a continuous-time, finite-
state, observable Markov chain. In addition, when a regime switch occurs, there is a
jump in the price level of the risky share. Consequently, the dynamics of the share is a
discontinuous process. The jump component of the share price is modeled by the jump
martingale related to the modulating Markov chain. We first apply a generalized ver-
sion of the regime-switching Esscher transform to select a unique equivalent martingale
measure, which takes into account both the diffusion risk from the Brownian motion
and the regime-switching risk from the chain. Furthermore, the (local)-martingale
condition and the model dynamics of the share are obtained under this equivalent
martingale measure. Then we use the inverse Fourier transform to derive an integral

pricing formula of a European call option. The fast Fourier transform (FFT) method
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is adopted to discretize the integral pricing formula. Using the FFT method, we pro-
vide the numerical analysis of option prices under both the double regime-switching
model and the single regime-switching model and document the pricing implications
of these two models. Numerical examples reveal that ignoring the regime-switching
risk under the double regime-switching model would result in a significant underesti-
mation of the price of an out-of-money option over 6%, even though the market prices
of the regime-switching risk are relatively low in our configurations of the hypothetical
values of model parameters. This illustrates the economic importance of endogenizing
the regime-switching risk under the double regime-switching model. Finally, we pro-
vide an empirical application of the double regime-switching model using the real data
set of the S&P 500 index options. Our empirical results reveal that endogenizing the
regime-switching risk under the double regime-switching model improves the fitting
and prediction errors between market prices and model prices of the S&P 500 index
options. This provides empirical evidence that the regime-switching risk is priced in
the market.

This chapter contributes to the existing literature in at least three aspects. Firstly,
we obtain an analytical pricing formula for the multi-regime case via the Fourier trans-
form method. The pricing formula looks neater than those available in the existing
literture. In Naik (1993), the pricing formula involves the density of the occupation
time of the two-state chain, which makes it difficult, if not impossible, to extend to a
multi-state chain case. The trinomial tree method adopted by Yuen and Yang (2009)
only gave a numerical solution to the option pricing problem under the multi-state,
double regime-switching models. Our second contribution is to introduce a general-
ized version of the regime-switching Esscher transform and to derive its corresponding
(local)-martingale condition, which admits a unique solution for determining a pricing

kernel in the incomplete market described by the double regime-switching model. The
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(local)-martingale conditions given by Naik (1993) and Yuen and Yang (2009) had more
than one solutions, which means the pricing kernels were not uniquely determined. In-
deed, the selection of a pricing kernel under the double regime-switching model is still
an open and challenging problem. To articulate this challenging problem, we provide a
possible solution by introducing the generalized version of the regime-switching Esscher
transform. It is also interesting to note that endogenizeing the regime-switching risk
is crucial in ensuring the uniqueness of the pricing kernel selected by the generalized
version of the regime switching Esscher transform. This may provide some theoretical
insights into understanding the use of the Esscher transform for option valuation in
an incomplete market. In the seminal work of Gerber and Shiu (1994), the Esscher
transform was first applied to option valuation in an incomplete market. It was shown
in Gerber and Shiu (1994) that a pricing kernel can be uniquely determined by the
Esscher transform in a Lévy-based asset price model. This uniqueness result may not
hold in the case of the double regime-switching model. We show that the generalized
version of the Esscher transform in coupled with endogenizeing the regime-switching
risk would lead to the uniqueness of the pricing kernel in the double regime-switching
model. Thirdly, our approach allows us to calculate the market prices of the regime-
switching risk endogenously from the model parameters of the double regime-switching
models, which provides a quantification for how large the regime-switching risk is.
The rest of this chapter is organized as follows. The next section presents the
model dynamics. In Section 2.3, we select an equivalent martingale measure using the
generalized version of the regime-switching Esscher transform. Section 2.4 applies the
inverse Fourier transform to derive an analytical option pricing formula. In Section 2.5,
we give numerical examples to illustrate the valuation of the European call options via
the FFT. In Section 2.6, we provide an empirical application of the double regime-

switching model. Section 2.7 concludes the chapter.
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2.2 The model dynamics

Consider a complete probability space (£2, F,P), under which all sources of randomness
are defined, including a standard Brownian motion and a Markov chain. We equip the
probability space (2, F,P) with a filtration F := {F(¢)|t € T} satisfying the usual
conditions of right-continuity and P-completeness. Suppose that P is the real-world
probability measure. Let 7 denote the time index set [0, T'| of the model, where T' < oc.
We describe the evolution of the state of an economy over time by a continuous-time,
finite-state, observable Markov chain X := {X(¢)|t € T} on (£, F,P) taking values in
a finite-state space & := {s1,82, - ,Sny}. The states of the chain X are interpreted
as different states of an economy or different stages of a business cycle. Indeed, these
states may be regarded as proxies for different levels of some observable macro-economic
indicators such as Gross Domestic Product, Consumer Price Index, Sovereign Credit
Ratings and others. Without loss of generality, we adopt the canonical state space

representation of the chain in Elliott et al. (1994) and identify the states of the chain

with a finite set of standard unit vectors & := {e;, ey, -+ ,ex} C RN, where the [
component of e; is the Kronecker delta d;;, for each j,1 =1,2,--- | N.
Let A := [aj]ji=12,. v be the rate matrix of the chain X under P, where a;; is

a constant transition intensity of the chain X from state e; to state e;. Note that
aj > 0, for j # [ and Zf\il aj = 0, so a;; <0, for each j,l =1,2,--- ,N. Under the
canonical state space representation of X, Elliott et al. (1994) obtained the following

semi-martingale dynamics for the chain:
t
X(t) = X(0) +/ AX(s)ds+M(t), teT,
0

where {M(t)|t € T} is an R-valued, (F¥X,P) -martingale. Here FX := {FX(t)|t € T}

is the right-continuous, P-complete, natural filtration generated by the chain X.

13



In what follows, we introduce a set of basic martingales associated with the chain

X. For each t € T and 5,1 = 1,2,---, N, let J7(t) be the number of jumps of the

chain X from state e; to state e; up to time ¢. That is

Ut = ) (X(s—)e5) (X(s).e)

0<s<t

= ) (X(s—).e;) (X(s) = X(s-), )

0<s<t

- / (X(s-), e5) (dX(5), e1)
- / (X(s5-). e5) (AX(s), &) ds + / (X(5-). ;) (dM(s), e1)

= @ﬂ/o (X(s—),€;)ds+my(t) ,

where mj(t) = fot (X(s—),ej) (dM(s),e;) and, for each j,l = 1,2,--- N, my =

{mu(t)|t € T} is an (FX, P)-martingale.
For each | = 1,2,--- | N, ®,(t) counts the number of jumps of the chain X into

state e; from other states up to time ¢, i.e.

where @, := {®,(t)|t € T}, with &,(t) := Z?{:L#l mj(t), is an (FX,P)-martingale.
Denote by, for each [ =1,2,--- | N,

Gilt) = > ajl/ (X(s—).ej)ds
j=tg# 70
and
a(t) = Z aj (X(t),e;)
i=1,#1



Then, the martingale <T>l and its differential form can be represented as
Bi(t) = @i(t) — Gi(t) .
and
d®y(t) = d(t) — a(t—)dt |

for each I =1,2,--- , N. The former representation may be related to a version of the
Doob-Meyer decomposition for a counting process relating to the chain.

We consider a continuous-time financial market with two primitive assets, namely,
a bank account B and a risky share S. The instantaneous market interest rate is given

by

r(t) = (r, X(1)) ,

where r = (rq,rq,---,ry) € RY with r; > 0 for each j = 1,2,---,N; y’ is the
transpose of a vector or a matrix y; () denotes the inner product in RY. Then the

dynamics of the price process B := {B(t)|t € T} for the bank account is given by
dB(t) =r(t)B(t)dt, B(0)=1.

Similarly, the appreciation rate u(t) and the volatility o(t) of the risky share are

also modulated by X as follows:

pt) = (X (1)), o(t):= (o, X)), teT,

where B = (ﬂl?ﬂ'?v e nuN)/ S RY and o := (017027 to aO—N), S R with M > Tj and
oj >0 foreach j =1,2,---,N.
Let W := {W(t)|t € T} be a standard Brownian motion on (2, F,P). To simplify

our discussion, we suppose that W and X are stochastically independent under P.
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The price process of the risky share S := {S(t)|t € T} then evolves over time

according to the following double regime-switching model:

= p(t=)dt + o(t=)dW () + Y _ (P07 —1)dd;(t) , S(0) =Sy >0 ,(2.2.1)

=1

where £i(t) 1= (8;, X(1)) and B; := (Bu, Ba, -+, Bwvi) € RY. Write 8 := (81,8, -,
By) € RY*N_ Here we provide the flexibility that the jump size of the share price
depends on the states of the chain before and after a state transition, i.e., e®it — 1 is
the ratio of a jump in the share price level when the chain transits from state e; to
state e;. We further assume that §; = 0, which implies that there is no jump in the
share price level when the chain X remains in state e;, for each [ =1,2,--- , N.

The double regime-switching model (2.2.1) is an N-state extension of Naik (1993),
which was also considered in Yuen and Yang (2009). The key feature of the double
regime-switching model is that a change in the state of an underlying economy not only
causes a structural change in the dynamics of the risky share price, but also a sudden
jump in the price level of the risky share. The assumption that there is a jump in the
price level when the regime changes is not unreasonable if the regime-switching risk
(the risk of state transitions) is non-diversifiable. For example, when jumps in price
levels of different assets in a market during a state transition would not be cancelled
out with each other as a whole, a state transition really imposes a change in the price
level of an aggregate portfolio consisting of these risky assets in the market. Here we
suppose that the regime-switching risk is non-diversifiable. This assumption is also not
unreasonable given the fact that macro-economic risks are usually structural in nature.
When the regime-switching risk is non-diversifiable, how to price this source of risk
becomes a key question. We shall address this important question in the next section.

For each t € T, we define Y (t) = log(S(t)/Sy) as the logarithmic return of the
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share over time horizon [0, ¢]. Then by Itd’s differentiation rule, it is easy to see that

() = [mt—)——a -3 () 1= )t |

=1

+Zﬁl )Ady(t) , teT . (2.2.2)

Write Y == {Y(¢)|t € T}. Let F¥ = {F5(t)|t € T} and FY = {FY ()|t € T} be
the right-continuous, P-complete, natural filtrations generated by the processes S and
Y, respectively. Since F° and F¥ are equivalent, we can use either one of them as an
observed information structure. We define the filtration G = {G(t)|t € T} by setting
G(t) := FY(t) vV FX(t), the minimal o-field containing F¥ (t) and FX(t).

2.3 Esscher transform and equivalent martingale
measure

Esscher transform is a time-honored tool in actuarial science. Gerber and Shiu (1994)
pioneered the use of the Esscher transform in option valuation. Indeed, it provides a
convenient tool to specify an equivalent martingale measure in an incomplete market.
Under the single regime-switching model, Elliott et al. (2005) introduced a regime-
switching version of the Esscher transform for option valuation. Siu (2008) justified
that the equivalent martingale measure selected by the regime-switching Esscher trans-
form is related to a saddle point of a stochastic differential game for the expected power
utility maximization. Siu (2011) further verified that this equivalent martingale mea-
sure coincides with the minimal relative entropy measure.

In this section, we first present a generalization of the regime-switching Essch-

er transform to select an equivalent martingale measure under the double regime-
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switching model. Then we derive the (local)-martingale condition and obtain the model
dynamics under the equivalent martingale measure.

Let L(Y') be the space of all processes 6 := {6(t)|t € T} such that
1. For each t € T, 0(t) := (0,X(t)), where 0 := (01,05, ,0y) € RY;
2. 0 is integrable with respect to Y in the sense of stochastic integration.
For each 6 € L(Y), we write
t
0-Y)(t) = / 0(s)dY(s), teT,
0

for the stochastic integral of # with respect to Y. We call # the Esscher transform
parameter in the sequel.

For each § € L(Y), define a G-adapted exponential process D? := {D(t)|t € T}
by

D(t) = exp((8- V(1))
Applying 1to’s differentiation rule to D?(¢) under P, we have
t
Di(t)=1 +/ D’(s—)dH’(s) ,
0

where H? := {H(t)|t € T} is defined as a G-adapted process

H(t) = /0t9(8)[u( ——0 i ) — 1= Bis))au(s) | ds

=1

+ / S0 ()0? (s)ds + / S (P95 — 1 = g(s)i(s)) an(s)ds

=1

+/Ot9( +/Oti ) —1)dd(s) -

=1
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Consequently, D is the Doléans-Dade stochastic exponential of H?, i.e
D°(ty=EH (), teT.

Since H? is a special semi-martingale, its predictable part of finite variation is the
Laplace cumulant process ! of the stochastic integral process (6 - Y) under P. The

Laplace cumulant process M? := {M(t)|t € T} is given by
MO(t) = /tﬁ(s) (s) — 102(5) — Z (661(5) — 1= By(s))a(s)|ds (2.3.1)
= ; H 9 1 l -

/ ~0%*(s)o*(s)ds + Z ("B — 1 —0(s)Bi(s)) an(s)ds -

0 =1
The Doléans-Dade exponential £(M?(t)) of M?(t) is (up to indistinguishability unique)

the solution of the following equation:
EMP() =1+ /Oté’(/\/le(s))d/\/le(s) , teT.
Given the fact that {M°(¢)|t € T} is a finite variation process,
EM(t)) = exp(M°(t)) .

Consequently, the logarithmic transform M := {M?(t)|t € T} of MP(t), for each
0 € L(Y), is given by

MO (1) i=log(EMP(1)) = MP(t), teT. (2.3.2)
Let A% := {A%t)|t € T} be a G-adapted process associated with § € L(Y') as follows:

A(t) ==exp ((0-Y)(t) = MO(1)), teT.

IFor more discussion on the Laplace cumulant process as well as the Esscher transform given below,

interested readers can refer to Kallsen and Shiryaev (2002) and Elliott and Siu (2013).
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Then from (2.2.2) and (2.3.2), we obtain

A(t) = exp{/ 0(s)o(s)dW (s ——/ 0%(s)o?(s)ds + tie(s)ﬁl(s)diﬂl(s)

0 =1

/O [69(8)61(8) -1- 9(3)&(5)} al(s)dt} : (2.3.3)

=1

Lemma 2.3.1. AY is a (G, P)-(local)-martingale.

Proof. Applying 1t6’s differentiation rule to (2.3.3) under P gives

N

Ae(t):1+/0 A?(s—)0(s)o(s)dW (s) / ) (OO 1) dy(s) .

=1
Since the processes {0(t)o(t)|t € T} and {/@%®) 1|t € T}, 1=1,2,--- N, can only
take finite different values, they are bounded. Consequently, A? is a (G,P)-(local)-

martingale. O

For each @ € L(Y'), we define a new probability measure Q equivalent to P on G(T')
by a generalized version of the regime-switching Esscher transform A?(T) as follows:

d@9

A A(T) .

g(T)

According to the fundamental theorem of asset pricing established by Harrison
and Kreps (1979) and Harrison and Pliska (1981, 1983), the absence of arbitrage is
“essentially” equivalent to the existence of an equivalent martingale measure under
which discounted asset prices are (local)-martingales. The following lemma presents a

necessary and sufficient condition for the (local)-martingale condition.

Lemma 2.3.2. Define the discounted price of the risky share as follows:

() = exp{—/ﬂtr(s)ds} S(), teT.
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Then the discounted price process S := {S(t)|t € T} is a (G, Q’)-(local)-martingale if

and only if the Esscher transform parameter 6 satisfies the following equation:
N
p(t) —r(t) + 0()a*(t) + Y ("0 —1) (D —1)ay(t) =0 . (2.3.4)

Proof. By Lemma 7.2.2 in Elliott and Kopp (2004), S is a (G, Q?)-(local)-martingale
is equivalent to that AS := {A?(t)S(t)|t € T} is a (G, P)-(local)-martingale. By Ito’s
differentiation rule and the fact that {®;(¢)[t € T} and {®;(t)|t € T}, do not change

for a common jump when j #1, j,l =1,2,--- N, we have

A°()S(t) - ( )5(0)

= [ W) + / S(s)in(s) + [ diSte), )+ 3 aV(a50
=/ Ae =)(u(s) = r(s))ds + /0 A?(s—)S(s=)o(s)dW (s)
+ /0 A%(s=)S(s=) ) (P —1)d®y(s) + /0 A(s=)S(s=)0(s)o(s)dW (s)

+ /Ot AG(S—)g(S—) Z (69(8)51(8) — 1)d<5[(s) + /Ot Aa(s—)g(s—)Q(S)UQ(s)dS
+ /t Aa(s—)g(s—) Z (eﬁz(s) — 1)( 0(s)Bi(s) _ )d@l( )

+ /Ot A%(s—)S(s—) i (P — 1) ("@P) — 1) qy(s)ds . (2.3.5)

Then A?S is a (G, Q%)-(local)-martingale if and only if the predictable part of finite

variation in (2.3.5) is indistinguishable from the zero process. That is

p(t) —r(t) + +Z ("D —1)a(t) =0 .
This completes the proof. O
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Remark 2.3.1. When the chain is in state ej, Equation (2.5.4) becomes the following

N equations:

N
pi— 1+ 007+ > (€ -1 —Day =0, j=1,2---,N. (236)
I1=1,l#]

Once the regime-switching parameter 0; for state e; is determined, the market prices
of the regime-switching risk from state e; to state e; can be calculated as €%Pit — 1, for
each 3,1 =1,2,--- /N andl # j. Note that when the regime-switching risk is not priced
(see Section 5.1 in Yuen and Yang (2009)), the (local)-martingale condition becomes

p(t) —r(t) +0(t)o*(t) =0, (2.3.7)
or

The following lemma follows from Lemma 2.3 in Dufour and Elliott (1999). We

present it here without giving the proof.

Lemma 2.3.3. For eacht € T, let

and

where



J=1,3#l
and
al(t) = WAy (1)
N
= Y My (X(t)e) -
j=1,j#1

Then W := {WP(#)|t € T} is a standard Brownian motion under Q°, and cf)f =
{®¢(t)|t € T} is an (FX,QP)-martingale, for each | =1,2,--- ,N.

Furthermore, suppose A% is an (N x N)-matriz with the following entries:

0.8, .
€ jﬁ]lajl ; J 7£l )
0 .__ N
ajl T 0,8 .
— g e iltay j=1.
I=1,1#j

Then the chain X has the following semimartingale decomposition under Q°
t
X(t) = X(0) + / AX(s)ds +MO(t) |
0
where MY := {M°(t)|t € T} is an RN -valued, (FX,Q%)-martingale.

Lemma 2.3.4. Under Q°, the dynamics of the return process are given by:

N

() - [r(t—) )= 3 RN (D L e Yan()|
N
—)dW(t) Z —)d®l(t), teT . (2.3.9)
Proof. From Lemmas 2.3.2 and 2.3.3, we immediately have

dY (t)
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This completes the proof. m

The generalized version of the regime-switching Esscher transform allows us to find
an equivalent martingale measure incorporating not only the diffusion risk described
by the Brownian motion but also the regime-switching risk modeled by the Markov
chain. Furthermore, the regime-switching risk is endogenously determined in our mod-
eling framework. This advances over the works of Naik (1993) and Yuen and Yang
(2009), where the regime-switching risk is either ignored or taken exogenously. More
specifically, our method provides us with the flexibility to evaluate the market prices
of the regime-switching risk once the model parameters are known. For an N-state
Markov chain, the double regime-switching model reduces to the single one when 3
is an (N x N)-zero matrix. In this sense, the double regime-switching model incor-
porates the single one. The regime-switching Esscher transform adopted by Elliott et
al. (2005) and Siu (2008, 2011) is a particular case of our generalized version of the

regime-switching Esscher transform.
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2.4 Option valuation using the fast Fourier trans-

form

In this section, we apply the inverse Fourier transform to derive an analytical option
pricing formula under the double regime-switching model. For ease of computation,
we then use the FFT method to discretize the pricing formula.

Consider a European call option written on the share S with strike K and maturity
T > 0. Under the risk-neutral probability measure Q’, the option price C'(0,T, K) at

time zero is given by

C0,T,K) = E [eXp ( - /O Tr(t)dt) (Spe¥ @) — K)J |

where E’[-] denotes an expectation under Q’. Denote by k = log(K/Sy) the modified

strike price, then the above equation can be written as

C(0,T, k) = SyE’ {exp ( — /OTr(t)dt) (e¥ ™D — ek)+] .

As in Carr and Madan (1999) and Liu et al. (2006), we define the dampened call
option price by

akC(0= T> k)

c(0,T,k):=e S ,

where « is called the dampening coefficient and is assumed to be positive such that
c(0,T, k) is square integrable with respect to k over the entire real line. We consider

the Fourier transform of the dampened call price ¢(0, T, k):

(0, T, u) :/ei“kc(o,T,k)dk, i=+v—1. (2.4.1)

R
For each t € T and u € R, let
ey 7% (0, t,u) == E’ ("YW FX@)]
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and

t
Py () 7x) (0,1, u) == exp <—/ T(S)ds) Oy (0,t,u)
0

be the conditional characteristic function and its discounted version of Y (¢) given F*(t)
under Q°. So the unconditional, discounted characteristic function of Y (¢) under Q°

is given by

Py )(0,t,u) = E°[By (1) 7x (1) (0, £, 0)] .
Before giving the option pricing formula, we present two useful lemmas.

Lemma 2.4.1. Under Q°, the Fourier transform (0, T,u) of the the dampened call
price and the unconditional, discounted characteristic function @y (ry(0,T,u) of Y (T)

has the following relationship

GY(T)(O; T u— i(a + 1))
0,7 = . 2.4.2
Y(0.7,) a?+a—u?+ 2o+ 1l)iu ( )

Proof. For notational simplicity, write Ry := fOTT(t)dt. Let Fy(ryzx(y) be the
conditional distribution function of Y (T') given F*(T') under Q’. Then

(0, T,u) = / wke(0,T, k)dk
R
— /eiukeakEQ[e—RT (€Y(T) . Gk)+]dk
R

_ | /R Ik @R[~ Fr (Y (1) _ k) | FX(T )]dk]

— E0 / —RTeiuk ak / ( ek)Fy( T)FX(T (dy)dk:|
R
_ E9 /]R / a—l—zu 6(1+a+iu)k>dkFy(T)|}_x(T) (dy):|
) (1+a+tiu)y (1+a+iu)
= E Fy d
/R ( a+ 1—|—a+zu) YmIFxT (y)}
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E?[e™ 7 oy (pyx 1y (w0 — i 4 1))]
a?+a—u?+ (2a+ 1)iu
SEY(T)(O; T, u — Z(Oé + 1))
a?+a—u?+ 2o+ 1)iu

. (2.4.3)
This completes the proof. O]

Lemma 2.4.2. The unconditional, discounted characteristic function of Y (T') under

QY is given by:
Oy(r)(0,T,u) = <X(O) exp [(dz’ag(g(u)) + BG)T} , 1> ,

where g(u) := (g1(u), ga(u), - -~ , gn(u))" and B’ = [b]l]jl 1,2, ,N With

_ 1 1
gi(w) = —rj+iu(r;— 50?) — éuzajz-
N
+ Z efifin ((e“‘ﬁﬂ — 1) — iu(eﬁﬂ — 1))%1 ;
I=1,1]
and
eluﬁ]la]l , ] # l 3
b‘?l — N
J _ Z ewﬁjza?l ’ j:l )
I=1,1]
Proof. Applying Ito’s differentiation rule to e™¥® we have

deY () — emy(t){w {r( . _U Z OB (Bit) _ 1 _ 5l(t))al(t) dt

- ua dt+z (0O — 1 — juBy(t))af (t)dt + iuo (t)dWO(t)

N
+ Z zuﬁl ) d(pﬁ( ) }
=1



N
—iu(eﬁl(”—1))al(t)}dt+iua HAWO (1) + 3 (M0 — dqﬁ()}
=1

Since ZI;? is an (FX Q) martingale, Cff is adapted to FX, ie. ®Y(t), is an FX(t)-
measurable process, for eacht € T and [ = 1,2,--- , N. Then conditioning both sides

on FX(t) under Q% we have

dpy @) 7%(1)(0, 1, u)

= Py ) rxw (0,1 u){ [ u(r(t) — %(72(,5)) _ %u202(t) I Z NIOEX0

((ewﬂl“)—l)—m( 1) }dt—kz (eA) — dcb"()}

Then
dpy ) 7% 1) (0,1, u)
1 1 al
= Oy (0,t, u){ [ —r(t) +iu(r(t) — 502(75)) - §u202(t) + Z A1)
=1
((ewﬁl“) —1) —iu(e?® — 1) ) ]dt + Z (e — 1)ddY (¢ )}
Note that

wﬁz(t) d(I)e( t) = (DOX(t) — 14+ X(t))/dff)e(t) , (2.4.4)

Mz

=1

where 1 := (1,1,---,1) € RV, & = (9,89, ---,0%) € RN and
Dy := [dj]j =12, v — diag[(di1, da2, - -+ ,dnn)']

with




Here diag(y) is a diagonal matrix with the diagonal elements given by the vector y. It
is easy to see that dj; = b?l/af»l, for each 5,0 =1,2,--- ,N.
Denote by

h(t,u) == X(t)Py @) rx@)(0,t,u) , t€T .

Using the stochastic integration by parts, we have

dh(t,u) = (diag(g(uw))+ A’)h(t, u)dt +h(t,u Z (e —1)ddY(t)

+95y(t)|;><(t)(0,t,u)d1\/[9( )+ AX( )A@y(t)‘]:x“)(o,t,u) . (2.4.5)

From Lemma 2.2 in Dufour and Elliott (1999), the chain X has the following represen-

tation under Q°:

X(t) = X(0) + / t (I—X(s—)1)d®(s) , (2.4.6)

where ®7 := (¢, @9, ..., ®%) € RY and I is an (N x N)-identity matrix.

Denote by
Af =A% — diag[(afl, by, - - ,a?VN)’} ,
and
B} := B’ — diag[(b{},15,, - ,bhn)'] -
It is easy to check that
(I—X(t)1")diag(AJX(t))X(t) =0,

where 0 := (0,0,---,0) € RV,
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Combining (2.4.4) and (2.4.6), we follow the proof of Lemma 2.3 in Dufour and Elliott
(1999) to derive that

AX () APy 1 7% (0,1, u)

(I—X(6)1)AD%(t)(DoX(t) — 1+ X(t)) AR (1) Py (o rx (0 (0, 1, )

(T — X(£)1)diag(d®’ (1)) (DeX () — 1 + X(£)) By x(0) (0,1, )
+(I—X(t)1")diag(AGX (1)) (DoX(t) — 1 + X(t)) By s 7x 1) (0, £, w)dt

= (1-X(1)1)diag(d’ (¢ ))( X(t) = 1+ X(1)) By orxn (0. £, w)
+(T=X(1)1) (BeX(t) — AGX (1)) Gy (n)x(n (0,1, u)dt

= (1- X(1)1)diag(d®' 1 ))(DoX(t) = 14 X (1)) By 1) 7% (0, £, )
+(BPX(t) — A’X(1) Py (1) 7x(1) (0, t, u)dt

= (I- X(t)1’)diag(d<1> (1)) (DoX(t) — 1) Py (1) 7x(1) (0, , 1)
+(B? — A%)h(t,u)dt .

Then taking expectation on both sides of (2.4.5) under Q?, we have
dE°(h(t, u)] = (diag(g(u)) +B?)E’[h(t, u)]dt .
Solving gives
E’[h(T, u)] = X(0) exp [(diag(g(u)) + B))T] .
Consequently,

Sy (0, T,u) = (E°h(T,u)],1)

= (X(0)exp [(diag(g(u)) + B?)T],1) .

This completes the proof. O

30



Based on Lemmas 2.4.1 and 2.4.2, we obtain the main result of our paper, which

gives an integral representation of the call option price.

Theorem 2.4.1. Under Q°, the call option price under the double regime-switching
model (2.2.1) can be represented in the following integral form:

5b€_ak

™

C(0,T,k) = / b e~k (0, T, u)du | (2.4.7)
0

where

(X(0) exp [(diag(g(u — i +1))) + B)T], 1) ‘

T ) —
(0, T,u) a?+a—u?+ (2a + 1)iu

(2.4.8)

Proof. Applying the inverse Fourier transform to (2.4.1), we have

C(0,T,k) = Spe **c(0,T,k)
Sbefak

= o /R e~k (0, T, u)du
Sbe—ak

- / e~k (0, T, u)du .
0

i

Furthermore, combining Lemmas 2.4.1 and 2.4.2 gives (2.4.8). O

In the rest of this section, we briefly introduce the FFT method for numerical com-
putation. Compared with other approaches such as finite difference method and Monte
Carlo simulation, the FFT method is much faster. Indeed if we used finite difference
method or Monte Carlo simulation to compute option prices under the regime-switching
models, we would solve a system of second-order, coupled PDEs or simulate sample
paths of both Brownian motion and Markov chain. This would cost much more com-
putation effort. Furthermore, to apply the FFT method, we first need to derive an
analytical option pricing formula, which is very useful in calibration of model parame-

ters in empirical studies.
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The FFT method is an efficient method for computing the sum of the following

form:
Z e~ ia7 (m=1)( "Dg(m), forn=1,2---,M. (2.4.9)

To apply the FFT method, we first need to write the integration (2.4.7) as the sum-
mation (2.4.9).
As in Carr and Madan (1999), we can approximate the option price (2.4.7) by the

following summation

Soe—ozk < —iUmk
C(0,T, k) ~ Z e~k (0, Tt )7 (2.4.10)
where u,, = (m — 1)n, m =1,2,--- | M. Here n represents the grid size in u.

The effective upper limit (UL) for the integration is:
UL = Mn.
The FFT returns M values of k£ and the values for k are defined as follows:
kn=-b+An-1), for n=1,--- M, (2.4.11)

where b = 42 and X is the grid size in k.

Then substltutlng (2.4.11) into (2.4.10) gives

—aknp M .
CO0.T. k) ~ Spe Z e um R0, T )y, for n=1,--- M .
m
m=1

Noting that w,, = (m — 1)n, we write

Soekn L (m—1)(n—1) _ibu
D e e ih (0, T, )1y - (2.4.12)

m=1

C(0.T k) =
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To apply the fast Fourier transform, the following restriction need to be imposed:

27
="
T

Then (2.4.12) becomes

—akn

C(0,T, ky,) Ze a7 (M=) (=D gibtm )y (0 T, )1y

2.5 Numerical examples

In this section, we perform a numerical analysis for option valuation under the double
regime-switching model. For ease of comparison, we also provide the numerical results
for option prices under the single regime-switching model. To simplify our computation,
we consider a two-state Markov chain X, where State 1 and State 2 of the chain
represent a ‘Bad’ economy and a ‘Good’ economy, respectively. We write X(¢) = (1,0)’
and X(t) = (0,1)" for State 1 and State 2

In what follows, we give configurations of the parameter values. The rate matrix of

the chain X under P is given by
A =

where a takes discrete values from {0,0.1,0.2,--- ,1}. The larger a is, the more volatile
the economy is. That is, the probability of the transition of the economy from one
state to another increases with a. Note that when a = 0, the regime-switching effect
is degenerate. Generally speaking, the main features of the financial market in a ‘Bad’
(‘Good’) economy are low (high) appreciation rate, low (high) interest rate and high

(low) volatility. So we consider the following vectors for the appreciation rate, risk-free
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interest rate and volatility, respectively:
p=(0.04,0.08), r=1(0.02,0.04)", o=1(04,0.2).

1. The double regime-switching (DRS) model
The jump ratio of the double regime-switching model is described by the matrix
0 B
-8 0

To see the effect of the jump ratio on option valuation, we float § from 0 to 1.

2. The single regime-switching (SRS) model

When the jump ratio remains zero during a state transition of the chain, the

jump component of the double regime-switching model is absent. That is

0
0

B =
In other words, the double regime-switching model reduces to the single one.

Table 2.5.1 presents the prices of the European call options with different strike
levels under the DRS model and the SRS model, where we assume 3 = 0.1 for the DRS
model and Sy = 100, T'= 1, a = 0.5 for both models. Under the above configurations
of the hypothetical values of model parameters, the regime-switching Esscher transform
parameters are ¢; = —0.1210 and 0y = —0.8894. Then, the market prices of the regime-
switching risk are calculated as e”'” —1 = —0.012 in State 1 and e~%# — 1 = 0.093 in
State 2, respectively. In Table 2.5.1, the DRS model I and II represent the DRS model
where the regime-switching risk is endogenously determined and ignored, respectively.

In other words, the regime-switching risk is priced under the DRS model I and not

34



Table 2.5.1: Option prices calculated via the FFT

DRS model T DRS model I1 SRS model

Strikes State 1  State 2 State 1  State 2 State 1  State 2
70 34.3847 33.4744 33.9481 33.4357 34.0904 33.1151
(0.00%) (0.00%) (1.27%) (0.12%) (0.86%) (1.07%)

80 27.1651 25.1079 26.6486 25.0263 26.7779 24.5557
(0.00%) (0.00%) (1.90%) (0.32%) (1.43%) (2.20%)

90 21.0267 17.7843 20.4409 17.6632 20.6144 17.1617
(0.00%) (0.00%) (2.79%) (0.68%) (1.96%) (3.50%)

100 15.9804 11.8606 15.3623 11.7194 15.6171 11.3358
(0.00%) (0.00%) (3.88%) (1.20%) (2.27%) (4.42%)

110 11.9595 7.4749 11.3576 7.3378 11.6953  7.1553
(0.00%) (0.00%) (5.03%) (1.83%) (2.21%) (4.28%)

120 8.8423  4.4927  8.2969  4.3757  8.6931  4.3873
(0.00%) (0.00%) (6.17%) (2.60%) (1.68%) (2.35%)
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priced under the DRS model II. Indeed, both the DRS model I and II are the two-
state double regime-switching models given by Eq. (2.2.1). Their (local)-martingale
conditions are given by (2.3.4) and (2.3.7), respectively. This chapter is concerned with
the option prices under the DRS model I. For the purpose of comparison, we also present
the option prices under the DRS model II, which was considered in Section 5.1 in Yuen
and Yang (2009). In the sequel, the DRS model always denotes the DRS model I
unless otherwise stated. In each state, the numbers in parentheses under option prices
denote the percentages of underestimation of the option prices under other models
compared with those under the DRS model 1. As shown in Table 2.5.1, for the same
strike level, the option prices in State 1 are systematically higher than those in State
2 under all three models. This makes intuitive sense. State 1 (‘Bad’ economy) has
a lower interest rate and higher volatility compared with State 2 (‘Good’ economy).
Consequently, it is reasonable that the option prices in State 1 are higher than the
corresponding prices in State 2 due to the additional amount of risk premium required
to compensate for a ‘Bad’ economic condition. The option prices under the DRS
model IT are lower than those under the DRS model I. This also makes intuitive sense
since additional risk premiums are required when the regime-switching risk is priced
under the DRS model I. It is worth mentioning that although the market prices of the
regime-switching risk are relatively small, the underestimation of option prices is not
negligible. If the regime-switching risk is not priced, the percentage of underestimation
reaches as high as 6.17% for an out-of-money option with K = 120 in a ‘Bad’ economy
(State 1). So it is of economic significance to price the regime-switching risk under
the DRS model. Since the risk-free interest rate and the volatility of the asset price,
as well as the generator of the Markov chain are assumed to be the same under the
DRS model and the SRS model, the DRS model apparently gives higher option prices,
due to additional jump risk induced by state transitions. If the DRS model is the
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more suitable or “true” model, which is indeed evidenced by the empirical studies in
Section 2.6, the option prices are underestimated under the SRS model. Note that the
option prices converge very quickly. In our illustration, we always adopt the number
of discretization M = 4096 2. Indeed, varying M from 512, 1024, 2048 to 4096, only
slight changes occur in the four decimal places of the option prices. There is almost
no difference between the option prices using M = 2048 and M = 4096. So adopting
M = 4096, we can achieve accuracy to four decimal places in the option prices.
Furthermore, we also assume = 0.1, T =1 and a = 0.5 to illustrate option prices

under the DRS model with different levels of the initial share price Sy and modified
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Figure 2.5.1: Option prices corresponding to d- Figure 2.5.2: Option prices corresponding to d-

ifferent Sy and k in State 1 ifferent Sy and k in State 2

strike prices k = log(K/Sp) in both State 1 and State 2. Figs. 2.5.1 and 2.5.2 illustrate
that option prices increase with Sy for fixed k, while decreases with k for fixed Sy in both

State 1 and State 2. This feature is similar to that under the classical Black-Scholes

2To control the approximation errors, Carr and Madan (1999) discussed the selection of the upper
limit of the integral. Lee (2004) studied the discretization errors of approximation. Liu et al. (2006)

showed that the truncation errors are considerably small.
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model, even though the double regime-switching effect is present in our model.
We report the implied volatilities of the DRS model when f = 0.1, T" = 1 and
a = 0.5 . Figs. 2.5.3 and 2.5.4 show the implied volatility surface with different

Implied volatilities against k and T in State 1 Implied volatilities against k and T in State 2
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Figure 2.5.3: Implied volatilities corresponding Figure 2.5.4: Implied volatilities corresponding

to different k£ and T in State 1 to different k£ and T in State 2

modified strike prices k£ and maturities 7" in State 1 and State 2. The volatilities in a
‘Bad’ economy (State 1) are higher than the volatilities in a ‘Good’” economy (State 2).
The implied volatilities show the volatility skewness effect in State 1 and the volatility
smile effect in State 2, respectively. This may attribute to the different model dynamics
in two states. It can be seen that the implied volatilities are relatively low for at-the-
money options in State 2 while they are higher for in-the-money and out-of-money
options. The volatility skewness and smile effects are more remarkable for options
with shorter maturities in both states.

Under the DRS model, we assume § = 0.1, Sp = 100 and 7" = 1. We provide the
sensitivity analysis for the option prices with respect to the rate of transition a. From
Figs. 2.5.5 and 2.5.6, we notice that the option prices decrease with a in State 1 while

increase with a in State 2. When a increases, the probability of the chain X transiting
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between State 1 and State 2 will increase. As explained earlier, the European options
are more expensive in State 1 and cheaper in State 2. Thus, the option prices in State
1 decrease with the probability of the chain transiting from State 1 to State 2. On
the contrary, the option prices in State 2 increase with the probability of the chain
changing from State 2 to State 1. This is the reason why the European options are
cheaper when a increases in State 1, while they are more expensive when a increases
in State 2. Note that the probability of the chain transiting between State 1 and State
2 is zero when a = 0. Under this degenerate case, the regime-switching effect does not
exist. Therefore, the option prices are the maximal in State 1 and the minimal in State
2 when a = 0.

Furthermore, we assume Sy = 100, 7' = 1 and a = 0.5. We provide sensitivity
analysis for the option prices with different S in both State 1 and State 2. Figs. 2.5.7
and 2.5.8 illustrate that the option prices increase with § in both State 1 and State
2. The explanation to this finding is that the larger § is, the larger the jump risk

is. Therefore, a higher jump-risk premium leads to a higher option price. It is worth
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mentioning that the European call price increases rapidly as  does. In Figs. 2.5.7
and 2.5.8, the percentage price increases at different strike levels are approximately
70% — 210% in State 1 and 60% —210% in State 2 as 3 goes from 0 to 1. This indicates
that the jump risk in the double regime-switching model has a material effect on the
option price. A comparison of Figs. 2.5.5 and 2.5.6 with Figs. 2.5.7 and 2.5.8 implies
that the option price is more sensitive to # than a. Therefore, during a structural
change in the underlying economy, the sudden jump in the share price level, rather
than the change of the model parameters in the dynamics of the share price, may have
a greater impact on the option price. This may provide some evidence for justifying

the use of the double regime-switching model.

2.6 Empirical studies

In this section, we provide an empirical application of the double regime-switching

model to illustrate the practical usefulness of the model, how well the DRS model might
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fit the observed data and how the DRS model might improve on prior models. More
specifically, we calibrate the model parameters to the market prices of the European call
options and compare the in-sample fitting errors and out-of-sample prediction errors
of different models, including the BS model, the SRS model and the DRS model. As
in numerical examples, we only consider a two-regime case for illustration.

For the sake of liquidity and availability of option prices data, we choose European
call option prices written on the S&P 500 for five consecutive trading days from 1
October 2012 to 5 October 2012 as our data set. These prices are close prices of cor-
responding options obtained from the Datastream Database of Reuters. Accordingly,
the close prices of the S&P 500 are collected as the initial prices of the underlying
asset. For each trading day, the data set consists of 39 call option prices, with 13
strikes ranging from 1300 to 1600 (i.e., the moneyness ratios are approximately 90%
to 110%), and 3 maturities: 17 November 2012, 16 March 2013 and 18 January 2014.
Consequently, our data set consists of 195 call option prices in total, where we take the
first 156 option prices from 1 October 2012 to 4 October 2012 as in-sample data, and
the rest 39 option prices from 5 October 2012 as out-of-sample data.

To focus on the stochastic movements of the risky share, we set the risk-free interest
rate to be r = (0.02,0.04)". Unlike the assumptions imposed in numerical examples,
the rate matrix A = [a;];;=12 and the jump ratio matrix 8 = [B;];i=1,2 are not
necessarily symmetric matrices in practice. Note that a;; = —aq9, azs = —a9; and
f11 = P22 = 0. As in Chen and Hung (2010), we employ the method of nonlinear
least squares for calibration using the in-sample data set. Particularly, we calibrate
the model parameters © := (1, y2, 01, 02, @12, as1, 12, B21, p) by minimizing the sum of
squared errors between the market prices and model prices over the in-sample reference
period, where the model prices are weighted average of the option prices in State 1 and

State 2 calculated from Eq. (2.4.7) with weights p and 1 —p (0 < p < 1). Using the
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language of the Bayesian statistics, the weights p and 1 — p can be thought of as priori
probabilities of the chain X in State 1 and State 2, respectively. Consequently, the
calibrated or implied parameter p may provide information about the market belief
on the economic condition, which may be used to represent prior information about
the economic condition in the Bayesian context. The parameter estimates of the DRS

model based on the in-sample data are as follows:
® = (0.0936,0.0974,0.1099, 0.0700, 0.3573, 0.4694, 0.0484, —0.2302, 0.9999) .

From the (local)-martingale condition (2.3.4), the market prices of the regime-switching
risk are 1412 — 1 = —(.2428 in State 1 and e?%21 — 1 = 0.5042 in State 2, respectively.
This means that the market compensates a regime switch from State 1 to State 2 and
penalizes that from State 2 to State 1. This makes intuitive sense if State 1 represents
a ‘Bad’ economy while State 2 represents a ‘Good’ economy. Indeed, a regime switch
from State 1 to State 2 induces an upward jump in the price level of the risky share. An
investor could profit from a regime switch from State 1 to State 2. Consequently the
market price of the regime-switching risk in State 1 is negative. Similar explanations
apply to the positive market price of the regime-switching risk in State 2. From the
calibration results of the DRS model, the weight p = 0.9999 implies that the chain X
is almost surely in State 1 over the in-sample reference period. In other words, the
market may believe that the economy over the in-sample reference period is bad with
a 99.99% confidence level.

To show how well the DRS model might fit the observed data and how the DRS
model might improve the performances of some existing models, we compare the fitting
and prediction errors of the DRS model with those of the BS model and the SRS model,
whose model parameters are calibrated on the same in-sample data. The out-of-sample

prediction errors of each model are calculated using the implied parameters from the
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in-sample data. We adopt the root mean square error (RMSE) in percentage of the
initial share price as a proxy for the fitting and prediction errors. Table 2.6.1 reports

the RMSE of the in-sample and out-of-sample data for each model. As in Table 2.5.1,

Table 2.6.1: In-sample fitting errors and Out-of-sample prediction errors

Errors DRS model I DRS model II SRS model BS model
In-sample 0.1844% 0.2065% 0.2268% 0.5198%
Out-of-sample 0.3019% 0.3240% 0.5668% 0.9534%

the DRS model T and II represent the DRS model where the regime-switching risk
is priced and not priced, respectively. It is shown that the DRS model I performs
the best, being the one with the lowest RMSE both in fitting the in-sample data and
predicting the out-of-sample data. Although the in-sample fitting errors of the DRS
model and the SRS model are close to each other, the out-of-sample prediction error
of the SRS model is almost twice that of the DRS model I. The in-sample fitting and
out-of-sample errors of the BS model are about three times those of the DRS model
I. Consequently, the DRS model provides a significant empirical improvement on the

existing models, including the SRS model and the BS model.

2.7 Conclusions

We investigate option valuation under the double regime-switching model with an
emphasis on how the regime-switching risk is priced. A key feature of the double
regime-switching model is that a regime switch causes both a structural change in the
underlying share price dynamics and a sudden jump in the share price level. A gen-

eralized version of the regime-switching Esscher transform is used to select a pricing
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kernel. Using the FF'T method, we obtain an integral pricing formula and numerically
and empirically implemented the European call option pricing. Numerical examples
illustrate the regime-switching effects, especially jumps in the price level caused by
transitions of the states, have a material effect on option prices. Our empirical results
based on real option prices data reveal that the double regime-switching model out-
performs the single regime-switching model and the Black-Scholes model in terms of

fitting and predicting option prices data.
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Chapter 3

Pricing variance swaps under a
stochastic interest rate and
volatility model with regime

switching

3.1 Introduction

Volatility derivatives, such as variance swaps, volatility swaps and VIX options, have
been playing an increasingly prominent role in the banking and finance industry. These
products can provide information for the volatility level of an underlying risky asset
and act as potential tools to manage the market volatility risk. Just as options began
trading shortly after the introduction of the Black-Scholes-Merton formula in the 1970s,
variance swaps was first launched in the 1990s partly stimulated by the seminal works

of Neuberger (1990, 1994) and Dupire (1992, 1993) on variance swaps pricing. Ever
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since then the rapid development of trading volatility derivatives has attracted consid-
erable attention from both academics and industrial practitioners. In fact, volatility
derivatives can be regarded as derivatives contracts written on a specified measure of
volatility, which represents risk and uncertainty of the underlying asset prices. There
are different measures of volatility, including realized volatility, implied volatility and
model-based volatility. Realized volatility (or historical volatility) refers to the stan-
dard deviation of financial returns over a fixed period in the past; implied volatility
is the volatility implied by the market price data of the option based on an assumed
option pricing formula, say, the Black-Scholes-Merton formula; model-based volatility
uses various versions of stochastic models to describe the evolution of volatility, such
as Heston’s model and ARCH/GARCH models. Interested readers may refer to Becker
et al. (2007) for predictability in future volatility of implied volatility approach and
model-based volatility approach.

Variance swaps have been actively traded in over-the-counter markets since the
collapse of the LTCM in late 1998. They allow one to speculate on or hedge risks
associated with volatility of some underlying assets, such as exchange rate, interest
rate, stock index and so on. A variance swap is a forward contract where the short
party pays a floating leg equal to the realized annual variance over the swap’s life at
maturity in exchange of receiving a fixed leg at maturity. Typically, the fixed leg of
a variance swap contract is the predetermined strike price such that the value of the
variance swap is zero at transaction. This is called a fair strike value of the variance
swap. Like other forward contracts, the dynamics of the interest rate (or the discount
factor) and the realized annual variance (i.e. the underlying asset) are two crucial
factors for pricing variance swaps. In what follows, various models on these two factors
are recalled dating back to the well-known Black-Scholes-Merton formula.

Black and Scholes (1973) and Merton (1973) established the theory of option pricing
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in their path-breaking works. Despite of the popularity of the Black-Scholes-Merton op-
tion pricing formula, it is well-documented that the assumption for the price dynamics
of the Black-Scholes-Merton model is not realistic. In the Black-Scholes-Merton model,
the interest rate is assumed to be constant, which is untenable in recent years due to
the more fluctuating feature of the market interest rate. Thus modeling the stochastic
behavior of the interest rate is a topic of crucial importance in finance. In the past
three decades or so, numerous short rate models for the term structure of interest rates
have been proposed. Some examples include those introduced by Vasicek (1977), Cox
et al. (1985), Hull and White (1990), and others. These models and their variants
treat the short rate dynamics as continuous-time diffusion processes or jump-diffusion
processes. An important feature of these short rate models is that the short rate pro-
cesses will eventually revert to a long term value. This is called the mean-reverting
property of short rates. This property is widely accepted in the theory and practice of
interest rate modeling.

Furthermore, the classical Black-Scholes-Merton model cannot explain the “volatil-
ity smile” phenomenon, which indicates that implied volatility varies across the strike
and the expiry. Stochastic volatility models are an approach to overcome this short-
coming of the Black-Scholes-Merton model. By assuming that the volatility of the
underlying price is a stochastic process rather than a constant, the pricing and hedging
of derivative securities become more accurate. Indeed, attempts have been made to
develop different stochastic volatility models, including the Heston (1993) model and
the Schobel-Zhu (1999) model, which is a generalized version of the Stein-Stein (1991)
model.

Stochastic interest rate and volatility models mentioned above are all effective in a
short term. However, in the long run, there is strong evidence that structural changes

in macro-economic conditions indispensably lead to dramatic transitions in market
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fundamentals. Consequently, it is of practical relevance to develop stochastic interest
rate and volatility models incorporating the impact of regime shifts. Regime-switching
models provide a natural and convenient way to describe the effect of changes in macro-
economic conditions on price series and economic series. In particular, regime-switching
models do play an important role in interest rate and volatility modeling. The Marko-
vian regime-switching Hull-White model was considered in Elliott and Mamon (2003)
and Elliott and Wilson (2007). Adopting the concept of stochastic flows, Elliott and Siu
(2009) and Elliott et al. (2011) developed regime-switching term-structure models and
exponential-affine forms of bond prices. So et al. (1998) proposed a regime-switching
stochastic volatility model and conducted an empirical analysis for the S&P 500’s data.
Variance swaps for stochastic volatility driven by Markov process were also studied in
Elliott and Swishchuk (2007). Elliott et al. (2007) developed a Markov-modulated
version of the Heston model for pricing volatility derivatives. Elliott and Lian (2013)
presented a set of closed-form exact solutions of pricing discretely sampled variance
swaps and volatility swaps under a regime-switching Heston model. Some other appli-
cations of regime-switching models include Elliott and van der Hoek (1997) for asset
allocation, Elliott et al. (2005) and Mamon and Rodrigo (2005) for option valuation,
and Zhang et al. (2012) for mean-variance portfolio selection.

In this chapter, we consider the pricing of variance swaps under a stochastic in-
terest rate and volatility model with regime switches, which is flexible enough to in-
corporate interest rate risk, volatility risk and economic risk. More specifically, we
adopt the Markovian regime-switching Schobel-Zhu-Hull-White hybrid model, where
the regime-switching Hull-White model drives the dynamics of interest rate and the
regime-switching Schobel-Zhu model describes the stochastic movements of volatility.
In both models, some parameters, including the mean-reversion levels and the volatility

rates of both interest rate and volatility, are assumed to be modulated by a continuous-
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time, finite-state, observable Markov chain. The states of the chain represent different
states of the macro-economic conditions or different stages of a business cycle, which
are usually regarded as proxies for different levels of macro-economic indicators such as
Gross Domestic Product, Consumer Price Index, Sovereign Credit Ratings and others.
We decompose the valuation of variance swaps under our hybrid model into two steps.
In the first step, we adopt a PDE approach to derive an exponential form of the bond
price under the regime-switching Hull-White model and provide the related forward
measure via Girsanov’s theorem for the Brownian motion and the Markov chain. In
the second step, we obtain an integral representation for the price of variance swaps by
virtue of measure changes. In a two-state Markov chain case, we provide a numerical
analysis for the fair strike value of variance swaps against different values of the rate
matrices of the chain, which illustrates that the effect of both stochastic interest rate
and regime-switching is significant in the pricing of variance swaps.

The rest of this chapter is structured as follows. Section 3.2 describes the model
dynamics. In Section 3.3, we derive the bond pricing formula and the related for-
ward measure under the Markovian regime-switching Hull-White model. Section 3.4
considers the pricing of variance swaps under the Markovian regime-switching Schobel-
Zhu-Hull-White hybrid model. In Section 3.5, we conduct a numerical analysis for the

prices of variance swaps. The final section makes the concluding remarks.

3.2 The model dynamics

We consider a continuous-time financial market with a finite time horizon .7 := [0, T],
where T' < oo. Uncertainty over time is modeled by a complete probability space
(Q,.7, ), which is assumed to be rich enough to describe all sources of uncertainties

in the model. Suppose that & is a risk-neutral probability measure. Here, like most of
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the literature about pricing interest-rate related derivatives, we start by the risk-neutral
probability measure & directly. We model the evolution of the state of an economy
over time by a continuous-time, finite-state, observable Markov chain {X(¢)|t € 7}
on (Q,.7, ) taking values in a finite state space . := {s1,sy, -+ ,sny}. The states
of the chain X is interpreted as different states of an economy or different stages of
a business cycle. Without loss of generality, we adopt the formalism in Elliott et
al. (1994) and identify the states of the chain with a set of standard unit vectors
& = {ey, ey, eyt C RV, where the j* component of e; is the Kronecker delta
0;; for each 4,5 = 1,2,--- ,N. This is called the canonical state space representation
of the chain. Let Q := [gij]ij=12.. n be the rate matrix of the chain X under &,
where ¢;; is a constant transition intensity of the chain X from state e; to state e;.
Let FX := {Z#X(t)|t € T} be the right-continuous, £-complete, natural filtration
generated by the chain X. With the canonical state space representation of X, Elliott

et al. (1994) obtained the following semimartingale dynamics for the chain:
t
X(t) = X(0) —|—/ QX(s)ds+M(t), te T . (3.2.1)
0

Here {M(t)|t € T} is an RV-valued, (FX, &)-martingale. It is worth noting that
the bounded variation term in the semimartingale dynamics, which is not a (local)-
martingale, is predictable. This decomposition is called a canonical decomposition.
Consequently, the Markov chain X is a special semimartingale and the decomposition
(3.2.1) is unique.

In what follows, we specify the Markovian regime-switching Schobel-Zhu-Hull-
White hybrid model for the short rate and the volatility. For modeling stochastic
interest rate, the Markovian regime-switching Hull-White model was used in Elliott
and Mamon (2003) and Elliott and Wilson (2007). For modeling stochastic volatili-

ty, the Markovian regime-switching Heston stochastic volatility model was adopted in
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Elliott et al. (2007) and Elliott and Lian (2013). The Markovian regime-switching

Schobel-Zhu model proposed in this paper is a new model for stochastic volatility.
Let y’ be the transpose of a vector or a matrix y. (-,-) is the scalar product in R".

Define {a(t)|t € T} and {a(t)|[t € T}, respectively, as the mean-reversion levels of

the short rate process and the volatility process:

aft) = (e, X(1))

and

a(t) := (a, X(t)) ,
where o := (ay, ag, -+ ,ay) € RY with ; > 0, and a := (a1, as,- -+ ,ay) € RY with
a; > 0, for each © = 1,2,--- | N. They are interpreted as the long-run interest rates

and volatilities corresponding to the different possible states of an economy.
Let v(t) and ¢(t) be the volatility rates of the short rate process and the stochastic

volatility process at time ¢, respectively. Then, we suppose that

V(t) = (v, X(#))

and
c(t) = (¢, X(t)) ,

where v 1= (1,7, -+ ,n)" € RY with v, > 0, and ¢ := (¢1, ¢, -+ ,en) € RY with
c¢; >0, foreach:=1,2,--- , N.

Let S(t) and b(t) be two parameters controlling the speed of mean reversion for
the short rate process and the volatility process, both of which are called the mean-
reversion coefficients, where 3(t) and b(t) are assumed to be deterministic, bounded

functions of time ¢t and 5(¢),b(t) > 0, Vt € 7.
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Then we assume that under &, the evolution of the short rate process r := {r(t)|t €
7} and the volatility process o := {o(t)|t € .7} over time is governed by the following
Markovian regime-switching Schobel-Zhu-Hull-White hybrid model:

dr(t) = B(t)(a(t) —r(t))dt +~y()dW, (1) ,
do(t) = b(t)(a(t) — o(t))dt + c(t)dW, (1) ,

(3.2.2)

where W, = {W,.(t)|t € T} and W, := {W,(t)|t € T} are two standard Brow-
nian motions with respect to their right-continuous, &?-complete, natural filtrations
under . Suppose that the two Brownian motions W, and W, are correlated and the

instantaneous covariance is given by
Cov(dW,(t), dW,(t)) = p(t)dt ,

where p(t) := p(t,X(t)) = {(p,X(t)) and p := (p1, p2,- -+, pn) € RY with —1 < p; < 1,
foreachi=1,2,---, N.

Note that in the Schobel-Zhu-Hull-White hybrid model, there is a positive proba-
bility that the interest rate or the volatility will take a negative value. However, the
Schobel-Zhu-Hull-White model leads to some analytically tractable results for pricing
volatility derivatives, which will facilitate their uses in practical situations, one may
adjust the parameters in the Schobel-Zhu-Hull-White model so that the probability of
getting a negative value of the interest rate or the volatility is small.

We finish this section by introducing the information structure of our model. Let
F* .= {ZF*(t)|t € T} and F9 := {F9 ()|t € T} denote the right-continuous, -
complete filtrations generated by the short rate process r and the volatility process o.

We define two enlarged filtrations G := {¥4(t)|t € T} and H := {J€(t)|t € T}, where



and
H(t) = F*(t) v Fo(t)v.FX(t) .

Here ¢(t) is the minimal o-field containing .Z*(t) and #*(t), and J#(t) is the minimal
o-field containing F*(t), F9 (t) and FX(t).

3.3 Bond pricing and the forward measure

In this section, we employ the PDE approach to derive an exponential affine formula for
the price of a zero-coupon bond. This method is different from the concept of stochastic
flows adopted by Elliott and Siu (2009), Siu (2010) and Shen and Siu (2012) for pricing
bonds under the regime-switching Hull-White or Vasicek model. Furthermore, we give
the forward measure when taking the zero-coupon bond as the numéraire.

Since & is a risk-neutral probability measure, the price at time t € .7 of a zero-

coupon bond with a unit payoff at maturity time 7 is:

P(,T) = E [exp ( - /tT r(s)ds) ’%)1 | (3.3.1)

Here E is an expectation under &. Note that (r,X) is a joint Markov process with

respect to the enlarged filtration G. Then

Pt =5 e (- | Tr<s>ds)

Denote by

r(t),X(t)} = F(t,T,r(t),X(t)) . (3.3.2)

P(t,T) = e hor@dsp Ty = e Jor@ds p(g, T r(t), X (1))

_ E[exp(—/OTr(s)ds> %(t)} Cted

the discounted bond price process.
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In what follows, we suppose that for each x € &, (t,r) — F(t,T,r,x) is continuously

differentiable with respect to t and twice continuously differentiable with respect to r,

where the corresponding partial derivatives are denoted by %—f, %—f and %ZF

Lemma 3.3.1. Under the following reqularity conditions,
El| exp ( fo < 00;
2. Bl e Jor(dudE () 24¢] < oo

the bond price process has the following regime-switching exponential-affine represen-

tation:
P(t,T) = expl|A(t, T,X(t)) — B(t,T)r(t)] , te T,
where A(t,T,X(t)) and B(t,T) are some “smooth” functions satisfying
T
At x) = g {B|ew{ [ (a@pe8.1) - 365D )as x|
T t
B4.T) — / eI Bngy e g

Proof. Firstly, we note that the discounted bond price process ﬁ(t,T), te I, is a
(G, &)-martingale. Applying I[t6’s differentiation rule to ﬁ(t, T)=e" I rds f(¢ T,or(t), X (1))

gives:

dP(t,T) = e—f3r<s>d8{‘2§ (AW, (t) + (F(t, T, 7(t)), dM(t))

+] = o T, x0) + 5+ SEp0ia0 - r(0)
30+ (L Tr(0), QX(0) [ar} (333)

where F(t,T,r(t)) := (F(t,T,r(t),e.), F(t,T,r(t),es), -, F(t,T,r(t),ey)) € RV.
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Since P(t,T) is a (G, 2)-martingale, it must be a special semimartingale, which
admits a unique decomposition when the process of locally integrable variation is pre-
dictable. Consequently, the bounded variation terms, which are not martingales, in
the above stochastic integral representation must sum to zero. Therefore, the func-
tion (t,r,x) — F(t,T,r,x) solves the following regime-switching partial differential

equation (PDE):

or oOF
P F( T ) + G+ 9B al) — )
O F TG =0, (334)
5 = r X) = 3.
with terminal condition:
F(T,T,r,x)=1.

We try the following regime-switching exponential-affine form solution:
F(t,T,r,x) =exp(A(t,T,x) — B(t,T)r) , (3.3.5)

with the terminal conditions A(T,T,x) = B(T,T) = 0, for each x € &. Note that

OF [(0A OB OF PF
E‘(E‘ E) C g T BE e =B
Substituting Eq. (3.3.5) into Eq. (3.3.4) gives
OB
{1 t o~ B(t) }
9A 1 L
+ {E —a(hBMB+ 57 ()B + A <A, Qx” ~0, (3.3.6)

where A := A(t,T,x) = exp(A(t,T,x)) and A := (A}, Ay,--- , Ay) € R with A; :=
g(t,T, e;), foreach i =1,2,--- | N.
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Since Eq. (3.3.6) must hold for all r, the coefficients of 7 in this equation must be

zeros. Then it implies that
T S
B(t’ T) — / e ft B(U)duds ’
t

and A(t, T, x) solves the following regime-switching ordinary differential equation (ODE):

%—’f - [a(tw(tw - %ﬂtw?] +(A,Qx)=0.

Using a version of the Feynman-Kac formula (see Theorem 6 in Elliott and Swishchuk

(2007)), we obtain the following expectation representation for A:

At T,x) = E[exp (/tT (a(s)ﬁ(s)B(s,T) - %72(3)BQ(S,T))dS

X(t) = x} ,
which obviously leads to the desired result. O

Lemma 3.3.2. Define the forward measure 27 equivalent to P on 4(T) by putting:

— A(T) = exp(— Jo r(t)dt) (3.3.7)

gr) Elexp(— [ r(t)dt)]

E[exp {%/OTWQ(t)BQ(t,T)dtH < oo,

and A(t,T,x) is a suitable function in the sense that

dPT
da

Assume that

AtLTXW) [ LOA 4 QA(s, T, X(s)) )
) p{ /0 A(s, 7. X(s)) d}’tey’

A(0,T,X(0)
is a (G, &)-martingale.

Then, under the forward measure P27,
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1. the processes

and
t
WZL(t) = W,(t) +/ p(s)y(s)B(s,T)ds , t € T,
0
are standard Brownian motions with respect to G;

2. the rate matriz of the chain X is Q' (t) := [q¢/;(t)]ij=1,2.. -

A(t, T, e; S,
qijM ) G 7é J s
riy=l AT (3.3.8)
qzj A<t7T7 ek‘) . . o
Sy AlTe)
k#1 A(t7T7 ei)

and the semimartingale decomposition of the chain is given by:
t
X(t) = X(0) +/ Q7 (s)X(s)ds +M*(t), te T, (3.3.9)
0
where {MT(t)|t € T} is an RN -valued, (FX, 2T)-martingale.

Proof. Recall Eq. (3.3.3) and the exponential-affine form of the bond price process, we

have
dlf(ff’f)) = r(t)dt — () B(. TYAW, (1) + A+, T, X (1) (A(t, T),dM(1)) (33.10)
Denote by
A(t) == BIA(T)|F(1)] = ﬁ ((é ? o Rrds ]lj(% :Tr))

Then, from Eq. (3.3.10)
dA(t)  dP(t,T)

Aty — P@T)

—r(t)dt
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= —~(O)B(t, T)dW,(t) + A(t, T, X ()" <A(t,T),dM(t)> . (3.3.11)

Since W, and M are independent under &2, it is easy to see that A(t) = Ai(t) - Ax(2),

where
dAAll(fj;) — (OB TYAW, () |
and
dAA;(%) = AT X(0) " (A7), dM(D))
Hence
M) :exp{ - /0 'y(s)B(s,T)dWr(s)—% /0 72(S>BZ(S,T)ds},
and

py(t) = AETX(@) {_ /Ot%—f—i-QZ(S,T,X(S))dS}.

A0, T,X(0)

A(s, T, X(s))

From the assumption in this lemma, the (G, #2)-(local)-martingales {A(t)|t € T},
{A(t)| t € T} and {As(t)|t € T} are also (G, &2)-martingales. Therefore, the forward
measure 27 defined by Eq. (3.3.7) is indeed a probability measure. The desired result

follows from Girsanov’s theorem for the Brownian motion and Lemma 12.3.3 in Rolski

et al. (1999) or Proposition 5.1 in Palmowski and Rolski (2002). O

3.4 Pricing variance swaps

In this section, we derive the price of a variance swap under the regime-switching

Schobel-Zhu-Hull-White hybrid model. By changing the risk-neutral measure to the
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forward one, we take out the stochastic discount factor from the expectation and sep-
arate the interest rate risk and the volatility risk in a variance swap. Then the price
of a variance swap and the fair strike value are represented in integral forms.

A variance swap is a forward contract written on realized annual variance. Under

the continuous sampling scheme, the price of a T-maturity variance swap at time 0 is

C(0,T) = Elexp ( _ /0 Tr(t)dt) (a; _ K)] , (3.4.1)

where the realized annual variance is given by

1 T
0% = ?/0 v(t)dt (3.4.2)

and the (instantaneous) variance process v := {v(t)[t € .7} has the following relation-

ship with the (instantaneous) volatility process o
v(t) :=c*t), teT .

In practice, the realized annual variance is evaluated based on predetermined discrete
sampling scheme, which is clearly specified for a variance swap. The price of a variance
swap defined by Egs. (3.4.1) and (3.4.2) is only a continuous approximation to that of
the actual contract. Since our main concern is the joint effect of interest rate, volatility
and regime-switching on the price of a variance swap, we only consider the continuous
sampling approximation in this paper. This approximation was also adopted by Elliott
and Swishchuk (2007), Elliott et al. (2007), and others.

To simplify our notation, we write in the following that
R(t,T) := a(t)b(t) — c(t)p(t)y () B(E,T) -
Then,
k(t,T)=r(t,T,X(t) = (x(t,T),X(t)) ,
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where k(t,T) := (k1 (t,T), ko(t,T), -+ ,kn(t,T)) € RY and for each i = 1,2,--- | N,
ki(t,T) = a;b(t) — c;pivi B(t,T) . (3.4.3)
With a little abuse of notation, we denote &*(t,T) := (k3(¢,T), k3(t, T),- -+ , k% (t,T)) €
RN and @? 1= (02,03, -+, %) € RN, » = a, c. Therefore,
KA, T) = (7(t,T),X(1)) |

and

P (1) = (¥*, X(1)) -
Before deriving the price of a variance swap, we present the following useful lemma

about the expectation of the chain X.

Lemma 3.4.1. Let X be a Markov chain defined in Section 2. Then
E[X(t)] = e¥X(0) , (3.4.4)
and
E'X(t)] = ®(t)X(0), te.T, (3.4.5)

where the matriz-valued function ®(t) € RY*N s the fundamental solution of the

following matriz-valued ODE:

d‘I;_P —Q"(1)®(t), ®(0)=1I. (3.4.6)

Here E' is an expectation under the forward measure 27
Proof. Taking expectation on both sides of Eq. (3.2.1), we have
t
B[X(1)] = X(0) + / QEX(s)]ds | (3.4.7)
0

which immediately leads to Eq. (3.4.4). The proof of Eq. (3.4.5) is similar. Hence we
do not repeat it here. O
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The following theorem is the main result of this section, which gives the price of a

variance swap under the regime-switching Schobel-Zhu-Hull-White hybrid model.

Theorem 3.4.1. Under the Markovian regime-switching Schobel-Zhu-Hull- White hy-

brid model, the price of a variance swap has the following integral representation:

C(0,T)

— @/ﬂ {leOt b(s)d5[02<0) + 21%(0’ T)O'(O)]

t t
+2 / 2 s bwdug= Jo bwdu (0 7)o (0)ds + / e2Js b(“)du{<c2,¢>(s)X(O)>
0 0

+2 / e~ J blw)du <n2(z,T),<I>(z)X(O)>dz} ds}dt — P(0,T)Kyar , (3.4.8)
0
and the fair strike value is given by:
e ‘
Kyar = T/ {e‘2fo b(s)ds[c2(0) +2k(0,T)0(0)]
0

¢
+2/ e 2 wdug= Jo bwdu (0 T)g(0)ds
0

t
+ / =2 s bwdu [ (c?, ®(5)X(0))
0
+2 / e~ J2 VW (22 T, ®(2)X(0)) dz] ds}dt : (3.4.9)
0
Proof. By change of measures, Eq. (3.4.1) becomes

C(OvT) = P(07T)ET[O-}2%_KUGT‘}
_ p(o,cr){%/ ET[U(t)]dt—KW}

0

_ P(O,T){% / ET[ET[U(t)yyX(t)]]dt—KW}. (3.4.10)

0

Under 27, the dynamics of stochastic volatility are governed by:
do(t) = b(t)(a(t) — o(t))dt + c(t)(dW; (t) — p(t)7(t)B(t, T))
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= [k(t,T) = b(t)o(t)]dt + c(t)dW ) (t) .
Conditioning both sides of Eq. (3.4.11) on .ZX(t) under 27, we have
dET [o(1)|FX(1)] = [1(t, T) — b()ET [o(t)| F* ()] dt .
Solving Eq. (3.4.12) gives
E” [o(t)| FX(1)] = e o M) (0) + / et b5 Tds |

0

In the same vein, we can derive that

t
EL[k(t, T)o ()| FX(t)] = e~ Jo "% 4(0, T)o (0) + / e Js bwWdu2 (6 T s
0

Under 27T applying 1t6’s differentiation rule to v(t) = o?(t) gives
do?(t) = [*(t) + 2k(t, T)o(t) — 2b(t)o>(t)] dt + 2¢(t)o (t)dW,) (t) .
Conditioning both sides of Eq. (3.4.14) on .ZX(t) under 27 gives

dET[? ()| FX ()] = [(t) + 2B [k(t, T)o(t)|FX(t)]

—20(t)E" [o?(t)|FX(t)]] dt .
Substituting Eq. (3.4.13) and solving Eq. (3.4.15), we have

B 0?75 (8)] = e 2hMIN[e(0) + 26(0, T)or (0)]

t
. / -y b(u)du{&@) 265 My (0, T)or(0)
0

+2/ eIz b(“)d“/-aQ(z,T)dz}ds :

0

Using Lemma 3.4.1 and taking expectation on both sides, we obtain
E'fo(t)] = E'[E'[0*(t).7*(t)]]
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t
=200 b(s)ds[c2(0) + 2/{(07 T)(T(O)] + 2/ e~ 2Js bw)du ,— Io b(u)du/i(o, T)U(O)ds

! o2 [ b(u)du c2 s
+f (X 0)
+2 / e~ S vdn (12 (2 T), ®(2)X(0)) dz} ds . (3.4.17)

Consequently, substituting Eq. (3.4.17) into Eq. (3.4.10) gives (3.4.8), the price of
a variance swap under the Schobel-Zhu-Hull-White hybrid model. Furthermore, it is
not difficult to see that the fair strike value of a variance swap is represented by the

integral form (3.4.9). O

The following corollary is a special case of Theorem 3.4.1. In Corollary 3.4.1, the
effect of stochastic interest rate is degenerate. More specifically, it gives the price of a
variance swap under a regime-switching Schobel-Zhu model with deterministic interest

rate.

Corollary 3.4.1. Under the Markovian regime-switching Schébel-Zhu model with a
deterministic interest rate {r(t)|t € T}, the price of a variance swap has the following

integral representation:

o= Jo )t

T
cO.7) = —F— / {e2f0 b©)ds(c(0) + 2a(0)b(0)0(0)]
0
t t
+2 / =2 s bldug= g bwdug (0)b(0)a (0)ds + / e 2); b(")du{<c2,eQSX(0)>
0 0
—1—2/ e~ = bwdup? () <a2,eQZX(O)>dz} ds}dt— e_foTr(t)dtKvar , (3.4.18)
0
and the fair strike value is given by:
R BRI
Kpar = 7 e 2o "% e(0) + 2a(0)b(0)o (0)]
0
t
+2 / e 25 b=y b 0)b(0)o(0)ds
0
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t
+/ 6_2 S5 b(u)du |: <C2, €QSX(O)>
0

+2/ e J bwdup2 () (a®,e¥X(0)) dz] ds}dt : (3.4.19)
0

3.5 Numerical Implementation

In this section, we perform a numerical analysis for pricing variance swaps under our
proposed model. To simplify our computation, we consider a two-state Markov chain
X, where State 1 and State 2 of the chain represent a ‘Good’ economy and a ‘Bad’
economy, respectively. We write X(¢) = (1,0)" and X(¢) = (0,1)’, Vt € .7, for State 1
and State 2.

First of all, we give configurations of the parameter values. Assume that the rate

matrix of the chain X under &2 is

where ¢ takes values in [0, 1]. For simplicity, we consider two positive constants con-
trolling the speed of mean reversion for the short rate and the volatility, 5 = 0.2 and
b = 4. The values of the other parameters of the Schobel-Zhu-Hull-White hybrid model
are given by:

a = (a1,a2) =(0.04,0.02) , a=(ay,a2) =(0.2,0.4)",

~ = (71,7) = (0.02,0.04)" , c=(c1,09) =(0.2,0.4) .

Then the two-state Schobel-Zhu-Hull-White hybrid model becomes

dr(t) = Blan — r(t))dt + 1 dW, (1) X (Lo o)
do(t) = b(ay — o(t))dt + c1dW, (t)
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and

() = Bloa M E ) 550
do(t) = blag — o(t))dt + codW,(t)

where the instantaneous covariance of W, and W, in State ¢ is assumed to be p;,

i = 1,2, and p = (p1,p2) = (—0.25,—0.5). The initial values of the interest rate

and the volatility are 7(0) = 0.02 and ¢(0) = ((0.2,0.4),X(0)). If the interest rate

is assumed to be constant (i.e. r(t) = 0.02, t € .7), the two-state Schobel-Zhu-Hull-

White (SZHW) hybrid model becomes the two-state Schobel-Zhu (SZ) model.

From Lemma 3.3.1, Lemma 3.3.2, Theorem 3.4.1 and Corollary 3.4.1, we calculate
the fair strike values of variance swaps with a maturity 7' = 1 with stochastic interest
rate and deterministic interest rate. Figs. 3.5.1 and 3.5.2 depict the plots of the fair
strike values of variance swaps against different values of the rate matrices. Note that
the fair strike value of a variance swap has a positive relationship with the price of the
variance swap. Therefore the larger the fair strike value is, the higher the price of the

variance swap is. From Figs. 3.5.1 and 3.5.2, we have the following findings:

1. The price of a variance swap under the regime-switching Schébel-Zhu-Hull-White
hybrid model is higher than that under the regime-switching Schébel-Zhu model.

2. The price of a variance swap in State 1 is lower than that in State 2.

3. The price of a variance swap increases with ¢ in State 1 while decreases with ¢

in State 2.

4. In State 1, the price of a variance swap is minimum when ¢ = 0; In State 2, it is

maximum when ¢ = 0.

Our explanations for the above findings are listed below:
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Figure 3.5.1: Fair strike value of variance Figure 3.5.2: Fair strike value of variance
swaps against ¢ in State 1 swaps against ¢ in State 2

1. Compared with the regime-switching Schobel-Zhu model, the regime-switching

Schobel-Zhu-Hull-White hybrid model incorporates the effect of stochastic inter-
est rate, which leads to a higher price of the variance swap due to fluctuations in

the interest rate.

. Since the rate matrices Q are symmetric, the probability of the chain transiting
from State 1 to State 2 within a fixed period is equal to the probability of the
chain transiting from State 2 to State 1. In other words, the probabilities of the
chain remaining in State ¢ within the same period are equal, ¢« = 1,2. Variance
swaps are cheaper (more expensive) when the interest rate is higher (lower) and
the volatility is lower (higher). Hence the price of the variance swap in State 1
(a “Good” economy with a high interest rate and a low volatility) is lower than

that in State 2 (a “Bad” economy with a low interest rate and a high volatility).

. The probability of the chain transiting from State 1 to State 2 increases with g.

As explained in Point 2, variance swaps are cheaper (more expensive) when the
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interest rate is higher (lower) and the volatility is lower (higher). Furthermore,
the interest rate is higher and the volatility is lower in State 1 than in State 2.
Thus, the price of variance swaps in State 1 (State 2) increases (decreases) with

the probability of the chain transiting from State 1 to State 2.

4. The probability of the chain transiting from State 1 to State 2 or from State 2
to State 1 is zero when ¢ = 0. That is, there is no regime-switching effect when
q = 0. However, if the regime-switching effect is present, the possibilities of the
chain transiting from State 1 to State 2 (from State 2 to State 1) would make

the price of the variance swap higher (lower).

3.6 Conclusion

As shown in the above theoretical work and numerical analysis, both stochastic in-
terest rate and regime-switching have a considerable impact on the prices of variance
swaps. Although variance swaps are volatility derivatives, it is unreasonable to ignore
stochastic interest rate and regime-switching in the pricing. Our pricing framework
merits extension to other stochastic interest rate and stochastic volatility models, such
as the regime-switching Heston-Hull-White hybrid model. However, if stochastic inter-
est rate and volatility are correlated, the square-root term in the Heston model would
drastically complicate the derivation of the analytical pricing formula, especially when
the regime-switching effect is present. This difficulty will be one of our potential re-
search topics in the future. Other potential research topics include the price dynamics
of variance swaps and the valuation of swaptions. The former is important for portfolio
optimization problems with variance swaps as investment vehicles. Once the dynamics

of variance swaps are obtained, we can consider using variance swaps to hedge volatil-
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ity risk in portfolio selection problems. The latter is an interesting but challenging
problem. The challenge is that the payoff of swaptions depends on the whole path of
variance process rather than only the terminal value. The Fourier transform as adopted
in Chapter 2 or the Laplace transform of the first passage time of variance process may

be useful to solve this challenging problem.
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Chapter 4

Mean-variance portfolio selection
with uncertain investment horizon
under a regime-switching

jump-diffusion model

4.1 Introduction

Portfolio selection problem is of great importance in both the theory and practice of
insurance, banking and finance. The modern portfolio selection theory can be traced
back to the seminal work of Markowitz (1952), where the mean-variance formulation
was developed in a single-period setting. Ever since then, there has been a growing
interest in extending and generalizing Markowitz’s ground-breaking work. Using the
embedding techniques, Li and Ng (2000) solved analytically the mean-variance portfolio

selection problem in a multi-period setting. Applying the stochastic linear-quadratic
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theory, Zhou and Li (2000) investigated a continuous-time mean-variance portfolio
selection problem.

Although Zhou and Li (2000)’s results on the continuous-time mean-variance prob-
lem are mathematically elegant, the use of the Geometric Brownian Motion (GBM) for
the asset price dynamics has long been a controversial issue. Please refer to Chapter 1
for the shortcomings of the GBM model. Indeed, more economic insights and implica-
tions can be gained if the investment opportunity set is allowed to vary stochastically
over time. In recent years, there has been a growing interest in the mean-variance
portfolio selection problem under more realistic continuous-time asset price models,
which may incorporate aforementioned realistic features of assets’ returns and stochas-
tic investment sets. Some examples include stochastic interest rate models (Ferland
and Watier (2010)), stochastic volatility models (Dai (2011)), stochastic appreciation
rate models (Chiu and Wong (2011)) and so on.

In the new millennium, there arises a growing interest in the mean-variance portfolio
selection problems under regime-switching models. Zhou and Yin (2003) considered the
mean-variance problem under a continuous-time Markovian regime-switching model.
They formulated the problem as a stochastic linear-quadratic (LQ) optimization prob-
lem and obtained analytical results for the efficient portfolio and the efficient frontier.
Zhang et al. (2012) developed a sufficient maximum principle for a stochastic optimal
control problem under Markovian regime-switching jump-diffusion models. They ap-
plied the sufficient maximum principle to discuss the mean-variance problem. Donnelly
and Heunis (2012) applied a conjugate duality approach to study the mean-variance
problem with constraints under a random regime-switching model, where the market
parameters are random processes adapted to the joint filtration of the Brownian mo-
tion and the Markov chain. They provided explicit optimal portfolios in some special

cases. For the mean-variance approach to asset-liability management problems under
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regime-switching models, interested readers may refer to Chen et al. (2008), Xie (2012)
and Wu (2013).

In this chapter, we study a continuous-time mean-variance portfolio selection prob-
lem with uncertain investment horizon under a Markovian regime-switching jump-
diffusion model. Specifically, we assume that market parameters, including interest
rate, appreciation rate, volatility rate, jump ratio, Lévy density of random measure and
intensity of uncertain time, are all modulated by a continuous-time, finite-state, observ-
able Markov chain. The Markovian regime-switching jump-diffusion model provides us
with flexibility in modeling the asset price dynamics with not only switching regimes
but sudden jumps and hence integrates the advantages of both the regime-switching
GBM models and the jump-diffusion models. We consider an economic agent allocates
his/her wealth into one risky-free bond and multiple risky shares so as to minimize
the risk measured by the variance of his/her portfolio for some given expected return.
Unlike the traditional literature on the mean-variance problems with fixed investment
horizon, the agent does not know with certainty when the portfolio will be liquidated.
Interested readers may refer to Li et al. (2008) and Wu and Li (2011) and references
therein for the uncertainty of investment horizon in a multi-period setting up. To our
best knowledge, the continuous-time mean-variance problem with uncertain investment
horizon and regime-switching has not been considered in the literature. This chapter
will fill in this gap. We first transform and formulate the original problem as an un-
constrained stochastic optimal control problem with fixed investment horizon, which is
called a min-max problem. We employ the dynamic programming principle to solve the
problem. We provide a verification theorem for a Markovian regime-switching HJB e-
quation related to the control problem. By solving the regime-switching HJB equation,
we obtain explicit expressions for the efficient portfolio and the efficient frontier. Even

though the investment horizon is uncertain, we prove that the mutual fund theorem

71



still holds in this general setting. To see the impact of uncertain investment horizon,
regime switching and sudden jump on the mean-variance problem, we provide several
numerical examples in a two-regime economy to illustrate our results.

The rest of this chapter is structured as follows. Section 4.2 introduces the model
dynamics and formulates our mean-variance problem. In Section 4.3, we solve the
quadratic loss minimization problem related to the mean-variance problem. Section
4.4 derives the efficient portfolio, the efficient frontier and the mutual fund theorem.
In Section 4.5, we provide several numerical examples to illustrate our results. Section

4.6 gives concluding remarks.

4.2 Problem formulation

In this section, we first introduce notation to be used throughout this paper. Then
we formulate the mean-variance portfolio selection problem with uncertain investment
horizon under a regime-switching jump-diffusion model. Finally, we transform the
original problem to an unconstrained stochastic optimal control problem with fixed
investment horizon, which can be readily solved by the dynamic programming principle.

Throughout this chapter, the following notation will be frequently used:
C'T: the transpose of any vector or matrix C';
C~1: the inverse of a square matrix C
tr(C): the trace of a square matrix C|
(C, D): the inner product of C' and D, that is (C, D) := tr(CT D);

[|C||: the Euclidean norm of C, that is ||C||* = (C, C);
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diag(C): the diagonal matrix with the elements of a vector C' on the diagonal.

We consider a filtered probability space (€2, F,F, P) satisfying the usual conditions,
where F is a right-continuous, P-complete filtration generated by a Brownian motion,
a Poisson random measure and a Markov chain, which will be defined below. Let
T :=[0,T] denote a finite time horizon, where T' < co. We consider a continuous-
time, finite-state, homogeneous Markov chain X := {X(¢)|t € T} on (Q,F,P) with
state space S := {s1, 82, -+ ,sy}. Without loss of generality, we identify the state space
of the chain to be a finite set of unit vectors £ := {e, ey, - ,exy} C RV, where the
j-th component of e; is the Kronecker delta d;;, for each 7,57 = 1,2,--- , N. Here £ is
called the canonical state space of the chain X. To specify the statistical properties of
the chain X, we define a constant rate matrix or generator, A := [a;;]; j=12,... v, of the
chain X under P, where, for ¢ # j, a;; is the instantaneous intensity of the transition
of the chain X from state e; to state e;. Note that a;; > 0, for ¢ # j and Zf\il a;; =0,
so a; < 0. With the canonical representation of the state space of the chain, Elliott et
al. (1994) provided the following semimartingale dynamics of the chain X

X(t) = X(0) + /t AX(s)ds+M(t), teT, (4.2.1)
0
where {M(t)|t € T} is an RV -valued, (I, P)-martingale.

Let W:={W(@)|t € T} = {(W(t), W(t),--- ,Wt))"|t € T} be a d-dimensional
standard Brownian motion on (Q, F,F,P). We now introduce a Markov regime-
switching Poisson random measure. Let Ry := R\ {0} and B(Ry) be the Borel o-field
generated by open subset O of 3, whose closure O does not contain the point 0. Sup-
pose that +!(dt,dz), | = 1,2,--- ,m, are independent Poisson random measures on the

product measurable space (T x Ro, B(T) x B(Ry)) under P. Assume that the Poisson

random measure v'(dt, dz) has the following Markov-modulated compensator
Vi (dz)dt = (V' (dz), X(t—)) dt ,
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where

V(dz) == (U, (dz), vl (dz), - v (d2))T € RN .

» Peq y Yen

For each I =1,2,--- ,m, write
Ty (dt, dz) := 4! (dt, dz) — v, (dz)dt

for a compensated Poisson random measure, which is a real-valued, (I, P)-martingale.
Here we use the subscript X(t—) in Vé((t_)<d2), [ =1,2,---,m to indicate the de-
pendence of the probability law of the Poisson random measure on the Markov chain.
Indeed, foreach I =1,2,--- ,m, Véi(dz) is the Lévy density of jump size of the random

measure y'(dt, dz) if and only if X(¢—) = e;. To unburden our notation, write
Tx(oy(dt, dz) i= (YH(dt, dz) — vy (dz)dt, - - 4™ (dt, dz) — v, (dz)dt) " € R™

for an m-dimensional compensated Poisson random measure, which is an (IF, P)-martingale.
To simplify our discussion, we assume that the Brownian motion and the Poisson

random measure are stochastically independent under P. Let FY := {FW (¢)|t € T},

FX := {FX(t)|t € T} be the natural filtrations generated by the Brownian motion

W and the Markov chain X, respectively, and F¥ := {F7(t)|t € T} be the natural

filtration generated by the Poisson random measure, i.e.

F(t) ::a(/OS/Efy(dt,dz);Ogsgt,EeB(éRo)) .

Let F := {F(¢)|t € T} be a right-continuous, P-complete, enlarged filtration generated

by the Brownian motion, the Poisson random measure and the Markov chain, i.e.

F(t) = \(F"(s) v F(s) v FX(s) VN)

s>t
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where AN denotes all P-null sets and oy V 0y denotes the minimal o-field generated by
both ¢; and os.

We consider a financial market consisting of n + 1 primitive assets, namely, one
risk-free bond and n risky shares. Let r(¢,X(t)) be the instantaneous risk-free rate at

time ¢, which is modulated by the chain X as follows:

r(t, X (1)) := (r(t), X(1))

where

r(t) := (r(t,e)),r(t,es), -+ ,r(t,en)) " € RV .

Here r(t, e;) is a positive, deterministic, uniformly bounded function in time ¢, for each
i=1,2,---,N. Then the dynamics of the risk-free bond Sy := {Sy(t)|t € T} evolves

dSo(t) = r(t, X (1)) So(t)dt, So(0) =1 . (4.2.2)

The other n assets are risky shares whose price processes Sy := {Sk(t)|t € T}, for
each k = 1,2,--- ,n, are governed by the following regime-switching jump-diffusion
stochastic differential equations

dS(#)
Sk(t—)

=t X(t=))dt+ oy (8, X (=) dW (1)

7j=1

+Z/ Mty 2, X (=)o (dt, d2) | (4.2.3)

where (¢, X(t)) is the appreciation rate of the k-th share at time ¢; oy;(t, X(t)) is
the volatility of the k-th share corresponding to the random shock from the Brownian
motion W7 at time ¢; n(t, z, X(¢)) is the jump ratio in the price level of the k-th share

attributed to the [-th random jump with size z at time ¢.
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Furthermore, we assume that (¢, X(t)), ok, (¢, X(t)) and ng(t, z, X(t)), for each
j=12,---,d, k=1,2,--- ,nand [ =1,2,--- ,m, are also modulated by the chain X

as follows
u(t, X(8) = (1), X())
ok (t, X(t)) = (ow;(t),X(t)) ,
nkl(t7zvX(t)) = <77k’l(t72)’X(t)> )
where
pe(t) = (it en), it e2), - p(t,en)) € RY
Uk’j(t) = (O-kj(t’el)’gk‘j(tveQ)v T 7Ukj(t7eN)>T € %N s
et 2) = (u(t,z,e), mu(t, z,€9), - mu(t, z,en)) T € RY .

Here py(t, €;), ow(t, ;) and n;(t, z, €;) are deterministic, uniformly bounded functions
in time ¢, satisfying og(t,e;) > 0 and n,(t, 2,€;) > —1, for each t € T and i =

1,2,---, N. To simplify our notation, we write
o(t,e;) = [Ukj(taei>]n><d € g . 0tz e) = [t 2, €)lnxm € R,

for the volatility matrix and the jump ratio matrix of the risky shares, for each i =
1,2,---, N, respectively. We assume throughout this paper that the following non-

degeneracy condition is satisfied, that is

@(t>ei) = O<t7ei)o—(tvei>T _'_/ n(taZaei)diag(l/ei<dz))77<t7Zaei)T > 6In><n ) (424)
Ro

where

Ve, (dz) = (y;(dz), yzi(dz), e ,VQZ(CZZ))T e R,
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for each t € T and ¢ = 1,2,--- ,N. Here J is some positive constant and I,, is an

(n x n)-identity matrix. For notational simplicity, we denote by
p(t, ei) = B(t, ei)T@(t, ei)_lB(t, ei) s

foreacht € T andi=1,2,---,N.

In what follows, we consider the situation where an economic agent invests his
wealth into the financial market. Denote by 7 (t), the amount of the agent’s wealth in-
vested in the k-th risky share at time t. We call w() := {n(¢)|[t € T} = {(m(t), ma(t), - - -
me(t)) |t € T} a portfolio strategy of the agent. Denote by Y (¢) := Y™(t) the wealth
of the agent, i.e. the total wealth of the agent at time ¢ corresponding to the portfolio
strategy 7(-). Note that once () is determined, the amount of the agent’s wealth
invested in the risk-free bond is completely specified and equals Y (t) — > p_, m(t) at
time ¢. Suppose that (1) the assets can be traded continuously over time; (2) there
are no transaction costs, taxes, and short-selling constraints in trading; (3) the trading
strategies are self-financing. Then the wealth process {Y (¢)|t € T} of the agent is

governed by the following stochastic differential equation:

av(t) = [r(t,X

(t=NY (t) +7m(t) " B(t, X(t=))]dt + n(t) "o (t, X (t=))dW (t)
+/§R () n(t, z, X(t=))F(dt,dz) , Y (0)= o, (4.2.5)

where
B(t,e;) = (ua(t &) —r(t,e), - pn(t,€) —r(t,e)) " € R,

foreacht € T andi=1,2,---, N.
Unlike the traditional mean-variance portfolio selection problem, we assume that
the investment horizon of the agent is [0, A 7], i.e. the minimum of the planned

terminal time 7" and a non-negative random variable 7 defined on (€2, F,P), which can
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be interpreted as the lifetime of the agent being alive at time 0 or the liquidation time of
the investment fund. In this sense, the uncertainty of investment horizon introduces an
additional source of risk to the portfolio, say, the mortality risk or the liquidation risk
depending on the situation of interest. Suppose that the intensity of 7 is A(t, X(t—))

at time ¢, which is also modulated by the chain as follows
AL, X(t=)) = (A@), X(t=))
where
At) = (Mt e1), \t,e3),--- At en)) € RV .

Here A(t, €;) is a positive, deterministic, uniformly bounded function in time ¢, for each
i = 1,2,---,N. Therefore, given that F(t), we denote by the conditional survival
probability F'(t) at time ¢:

F(t) = P(r>t|F(t))
_ exp{—/o A(S,X(s—))ds}, (4.2.6)

and by the conditional probability density f(¢) at time ¢:

F(t) = Mt X(t-)) exp{ - /0 t)\(s,X(s—))ds} . (4.2.7)

Indeed, our assumption on the intensity of the uncertain investment horizon is related
to the Markov aging process or the Markov credit rating process. Interested readers
may refer to Lin and Liu (2007) and Bielecki et al. (2011) for more details. Note
that the states of Markov chain in regime-switching models usually represent different
market or economic modes while the Markov process introduced in Lin and Liu (2007)
is used to model the health index called physiological age but not economic modes. It

seems more reasonable to regard the uncertain time horizon as the liquidation time of
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the investment fund or the uncertain exit time related to the investment psychology.
However, our modeling framework could be also accommodated to describe the regime-
switching dependent intensity of the uncertain lifetime of the agent. Indeed, the states
of the chain X can be interpreted as different “combined” or “joint” states of economic
and health factors. One may consider two Markov chains X; and X5, one for modeling
the evolution of the state of an economy over time and another one for modeling the
state of health index over time. When the numbers of states of the two Markov chains
are equal, say both of them are equal to N, we can combine the two Markov chains
to form an NZ2-state Markov chain by vec(X; ® X3), where ® represents the tensor
product in RV and vec is the vectorization operator. Consequently, to simplify our
notation, we could consider here a single Markov chain whose states represent joint

economic-health states.

Definition 4.2.1. A portfolio strategy 7 (-) is said to be admissible if the following

conditions hold
1. 7(-) is F-predictable;

2. B[]

o [Im(®)l[*dt] < oo;

3. the SDE (4.2.5) has a unique strong solution Y (-) corresponding to m(-).
The set of all admissible portfolio strategy is denoted by A.

The agent’s objective is to find an admissible portfolio 7(-) € A, such that the
expected terminal wealth satisfies E, o, [Y (T' A 7)] = £ for some given { € # while the

risk measured by the variance of the terminal wealth

Vary, e, [Y (T AT)] = Ey e, [Y (T AT) = Byoo[Y (T AT = By [Y (T A7) = €],
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is minimized, where E, o,[-] and Var,, ¢,[-] are the conditional expectation and variance
given that Y (0) = yo and X(0) = e; under P. Finding such a portfolio is referred
as the mean-variance portfolio selection problem with uncertain investment horizon.

Specifically, we formulate our mean-variance problem as follows:

Definition 4.2.2. The mean-variance portfolio selection problem with uncertain in-
vestment horizon 1s a constrained stochastic optimization problem. For each given
EeR:

FI(%iEDA Juv (o, ei;7(1)) = By o) [Y (T AT) — €7,

EpeY(TAT)]=E, (4.2.8)

(Y(-),m(-)) satisfy (4.2.5) .

The mean-variance problem (4.2.8) is called feasible if there is at least one portfolio

subject to

satisfying all the constraints. An optimal portfolio of the problem is called an efficient
portfolio corresponding to . Suppose that there exists an optiaml solution 7*(+) to
the problem (4.2.8). The wealth process corresponding to 7*(-) is denoted by Y*(-).
Then the pair (Vary, e, [Y*(T'AT)],§) is called an efficient point. The set of all efficient
points is called the efficient frontier.

To make the original problem tractable, we derive from the definitions of the condi-
tional survival probability (4.2.6) and the conditional probability density (4.2.7) that
Eype:Y(T'AT)] = Eye[Y(T)lir<ry +Y(T) o1y
Eyoe: [EY (T)1irery + Y (T)1grsry | F(T)]]
= By, [EY (7)1 irar))| F(D)]] + Eyore, [V (T)E[Lromy | F(T)]]

Eyo e { / ) A(s, X (s))e™ Jo MuX@)duy (g)gg 4 o= Jo MuwX(w)duy ()

0
Similarly, we can derive that

Eyoe,[Y (T AT) =€)
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=Ey0,ei[/oTA<s,X<s>>ef5 MwX )y (5) — €)2ds + = I XXy (T) _ €)?

Therefore, the mean-variance portfolio selection problem with uncertain investment

horizon is equivalent to that with fixed investment horizon given below:

Definition 4.2.3. The equivalent mean-variance portfolio selection problem with fized

investment horizon is a constrained stochastic optimization problem. For each given

EeR:

( T
min 0w () = B | [ A X (o)) FAOXO(y (5) - g

e I )\(u,X(u))du(Y(T) _ 5)2} 7

( Ey, e, |:/T A(s, X(s))e =I5 A, X (u)) duy< )ds (4.2.9)
subject to +e —fEA ))duy( )} —¢.
| (Y (), 7(")) satisfy (4.2.5) .

Since the problem (4.2.9) involves a constraint, we need to discuss its feasibility.
Using [t0’s differentiation rule for regime-switching jump-diffusion processes, we could
follow Zhou and Yin (2003) to provide two sufficient and necessary conditions under

which our mean-variance problem is feasible.

Theorem 4.2.1. Let p(-,e;), i =1,2,--- | N, be the solutions to the following system
of linear ordinary differential equations (ODEs):

N

(€ r(t,e;) — A(t,e;)|p(t, e; a;;p(t, e; At,e;)) =0,
pe(-,€;) + [1(t e;) — A, ;)]p( )+; p(t,e;) + At &) (£210)

p(T, ez-) =1.
Then the following statements are equivalent
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1. The mean-variance problem (4.2.9) is feasible for each given & € R;
2. Elf) e Jo MwXdup X(1))2B(t, X(1)) T B(t, X(t))dt] > 0;
3. B[ B(t,X(t))T B(t,X(t))dt] > 0

Proof. The proof of Theorem 4.2.1 follows the same rationale of Lemmas 3.1-3.2 in

Zhou and Yin (2003). So we omit it here. O

Remark 4.2.1. Although the investment horizon is uncertain in our mean-variance
problem, the conditions of feasibility are very mild. For example, Condition 3 implies
that the problem is feasible as long as the appreciation rate of at least one share is

different from the interest rate in at least market state.

Having addressed the feasibility of the problem, we apply the Lagrange multiplier
technique to deal with the constraint. For each § € R, we consider an auxiliary

performance functional

Iuvi (Yo, ;5 7(-), B)
T

= B | [ M5 X0 By (5) s XXy () - g1
0

T
#20{ By | [ Ao X(6)e FHXMY ()5 4 o= NeXy (1) - ]
T ’ .
=By [ Mo X BNy () — (6 - )
0

e IOy (T) — (6~ p)P| — 7.

Applying the well-known Lagrange duality theorem transforms the original problem

(4.2.9) into the following equivalent min-max problem:
max min  J eim(-), ),
subject to (Y (+),w(-)) satisty (4.2.5) .
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Denote by ¥ := £ — 3. We define a new performance functional

Juvi(yo, e m(+)) = Juve(yo,ein(-), ) + B
T
Ey07ez‘ |:/ )\(57X($))6_ fos /\(’UqX(U))d'UJ[Y(S) _ 19]2d8
0

+e foT )\(u,X(u))du[Y<T) _ 19]2

To solve the min-max problem (4.2.11), we first consider the following unconstrained

stochastic optimization problem,

min  Jyvrn(vo, e n(t))
m()eA (4.2.12)

subject to (Y (+),w(-)) satisty (4.2.5) .

which is called the quadratic-loss minimization problem in the next section.

4.3 Solution to the unconstrained problem

In this section, we employ the dynamic programming principle to solve the uncon-
strained problem (4.2.12). We first provide a verification theorem for the regime-
switching HJB equation related to the problem. Then we derive explicit solutions to
the HJB equation.

To pave the way for the dynamic programming principle, we define the dynamic

performance functional of the quadratic-loss minimization problem (4.2.12) as follows:
T
JMVL(t7yaei;7T(')) = Et,y,ei |:/ )\(S’X(S>>€_ffA(U,X(u))du[y(8> . ’19]2d8
t
te Ir AuX()dury (7Y — 92| |

where E; , o.[] is the conditional expectation given that Y (¢) = y and X(¢) = e; under
P. The value function of the problem is defined by

v(t,y,e;) = nf Juvi(t,y,e;m(-)) . (4.3.1)
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Since the dynamics of the state processes {Y (¢)|t € T} and {X(¢)|t € T} are join-
t Markovian, the optimal control processes can be taken to be Markovian (see, for
example, Elliott (1982) and Oksendal and Sulem (2007b)). In what follows, we restric-
t ourselves to consider only Markovian controls for the problem. Let O := (0,7) x
(—00, +00) be our solvency region. Suppose that D denotes the set such that 7(¢) € D.

To restrict ourselves to Markovian controls, we assume that
7(t) =7(t,Y(t),X(1)),

for some functions 7 : O x & — D. In the following, we do not distinguish notationally
between m and 7 whenever no confusion arises. So, we can simply identify the control
processes with a measurable function 7(¢,y,e;), for each (¢,y,e;) € O x €. This is
called the feedback control.

Let V() : O x &€ = R be a function satisfying V(-,-,e;) € C"?(0), for each
1=1,2,---, N, where the partial derivatives of V' with respect to ¢t and y are denoted
by Vi, V, and V,,. We define the regime-switching generator L™ acting on V' as

LTV (t,y,e;)]

= _)\(t7 ez)v(ta Y, ei) + ‘/t(ta Y, ei) + [T(ta ez)y + WTB(t7 ez)]%(ta Y, ei)
N

1
+§WTU(t, e)o(t.e) 7V, (ty. &)+ Y a;V(ty,e;) (4.3.2)

j=1

m

i Z /9?0 |:V(t’ ¥ FTU[(t, % ei)7 ei) B V(t7 Y ei) - Vy(t’ Y, ei>7rT"7l (ta Z, ei) Véi (dZ) )
=1

where
m(t, z,€;) = (nu(t, z,e),nu(t, z,e;), - ,Unl(tJ?ei))T e R",
for each (t,y,€;) € O x Eandl=1,2,--- m.
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Proposition 4.3.1. Let O denote the closure of O. Suppose that there exists a function
V(- e) €CH?0O)NC(O), and a Markov control w*(-) € A such that:

1. L™V (t,y,e)] + AL, e)(y — )2 >0, for all 7(-) € A and (t,y,e;) € O x E;
3. for all m(-) € A,

lim V (¢, Y (t),X(t) = (Y(T) - 9)?;

t—T—

4. let IC denote the set of stopping times k < T. The family {V (k,Y (k), X(K)) }rex

15 uniformly integrable.
Write, for each (t,y,e;) € O x € and 7(-) € A,
T S
Juvi(ty,eim(r) = Eiye, l/ s, X(s))e™ J XDy (5) — 9] ds
t
te ftT /\(u,X(u))du[Y(T) . 19]2
Then,

V(tvyvei) = U(tay>ei)
—  inf £y, e (-
Tr(l.I)leAJMVL( Y, e (+))
= JMVL<t7y7eZ';7T*<'>> )

and 7*(+) is an optimal Markovian control.

Proof. The proof can be adapted from the proof of Theorem 3.2 in Mataramvura and
Oksendal (2008) to the regime-switching case (see also Elliott and Siu, 2010). We do

not repeat it here. O
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Rearranging conditions in Proposition 4.3.1, we obtain the regime-switching HJB
equation associated with the quadratic-loss minimization problem (4.2.12), i.e.
inf {L7[V(t,y,e)] + A, e)(y—9)°} =0,
m()ed (4.3.3)
V(T> Y, ei) = (y - 7*9)2 :
To solve the problem (4.2.12), we only need to find a classical solution V (-, - e;) €
C'?(0) to the HIB equation (4.3.3).

Proposition 4.3.2. Suppose that ¢(-,e;), (-, €;),0(-,e;) € CH(T), for each i = 1,2,
-«« . N. The optimal portfolio strategy and the value function of the quadratic-loss

minimization problem (4.2.12) is given by

™(t,y,e;) = —O(t,e;) ' B(t, e;) [y - 192;8::;] , (4.3.4)
and
V(t,y, &) =y ot &) — 20yp(t,e;) + V*)(t, ;) (4.3.5)

where ¢(-,€;), (-, €;),0(-,€;), for each i = 1,2,--- /N, are unique solutions of the
following linear systems of ODFEs:

gbt(t, ei) —+ [2’/‘(t, ei) — p(t, ei) — )\(t, e,)]gb(t, ei) + Z CLijQZS(t, ej) + )\(t, ei) = O s

j=1 (4.3.6)
o(Te;) =1,
pult,e;) + [r(te;) — plt,e) — Mt,e)]o(t,e) + Y ayp(t,e;) + Alt,e;) =0,

j=1 (4.3.7)
qb(T, ei) =1 s
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N

wt(tv ei) - /\<t7 ei)w(t7 ei) + Z aijd}(t? ej) + /\<t7 ei) - p(t, ei)

J=1

w(T, 61) =1.
Proof. From the terminal condition of the HJB equation (4.3.3), we try the following

quadratic form for the value function:
Vt,y,e) =yt e;) — 20yp(t, e;) +9*)(t, e;) , (4.3.9)
where the functions
O: T xE—=R,

p: T xE—=NR,
V:T xE—-R,

are continuously differentiable in ¢, i.e. ¢(-, €;),p(-,€;),% (-, ;) € C}(T), for each e; € &.
For each (t,y,e;) € O x & and 7 € A, let

U(t,y,e;m) = L[V(t,y,e)] + At e)(y —9)*. (4.3.10)

First of all, we assume that V... (¢,y, e;;7) = O(t, e;)p(t, €;) is a positive-definite matrix.
which is a sufficient condition for a regular interior minimum. Otherwise, the problem
(4.2.12) may not have a solution. Since ©(¢,e;) is a positive-definite matrix, the above

sufficient condition is equivalent to that
o(t,e;) >0, V(t,e) €T xXE. (4.3.11)

We assume that (4.3.11) is satisfied at this stage. We shall verify it in the later part
of this section.

Using the first-order condition to (4.3.10) with respect to 7 gives that
\Ilﬂ'(ta Y, €3 ﬂ-)
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= B(t,e;))V,(t,y,e;) + a(t,e)o(t,e;) 7V, (t, v, e) (4.3.12)
+ Z / |:V,;J(t7 y+ 7TT77l<t7 2y ei)a ei) - V;U(tv Y, ei) nl(ta Y, ei)yclei(dz) =0.
1=1 7 %o
Substituting (4.3.9) into (4.3.12) leads to
B(t,e;)[2yp(t,e;) — 20p(t, ;)] +20(t, e;)mo(t,e;) =0 . (4.3.13)

Solving (4.3.13) gives

* N e -1 e . w(taei)
Tty e;) = —O(t, e;) ' B(t, e;) [y %(t,ei)} . (4.3.14)

Substituting (4.3.9) and (4.3.14) into the regime-switching HJB equation (4.3.3) yields

y2{qbt(t, e;)+ [2r(t,e;) — p(t,e;) — A(t, ei)|o(t, ei) + Z a;;0(t, e;) + A(t, ei)}

j=1

—219y{g0t(t, e;)+[r(t,e;) —p(t,e) — A(t, e)|p(t,e) + Z a;p(t,e;) + A(t, ei)}

Jj=1

j=1
(4.3.15)

Setting the coefficients of y?, y and 1 equal zeros gives the desired results (4.3.6)-(4.3.8).
Next, we prove the uniqueness and existence of solutions to the linear system of

ODEs (4.3.6). Denote by

O(t) == (0t €1), B(t, €2), -+, d(t, ex)) | € RV .

Then (4.3.6) can be written as the following vector-valued ODE

{ ou(t) + [djag(Zr(t) —p(t) = A(t) + A}gb(t) +A(t) = Onxa (4.3.16)

¢<T) = Inx1 s
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where

Onxt = (0,0,---,0)T € RV,

Iy = (L,1,---, )T e RN .
Since each entry in the matrix “diag(2r(t) — p(t) — A(¢)) + A” is uniformly bounded
in ¢, the ODE (4.3.16) satisfies the global Lipschitz condition. Therefore, from the
theory of the ordinary differential equation, we conclude that there exists a unique
solution ¢(t) to (4.3.16), for each t € T. Equivalently, the linear system of ODEs
(4.3.6) admits unique solutions ¢(t,e;), for each (t,e;) € T x €. The proofs of the

uniqueness and existence of solutions to (4.3.7) and (4.3.8) are similar. We do not

repeat them here. O

Proposition 4.3.3. Let E, ¢, [-] denote the conditional expectation given that X(t) = e;.
The expectation representations for the solutions ¢(t,e;), p(t,e;),v(t,e;) of (4.3.6)-
(4.3.8) are given by

o(t.e) = Eio, {e,ff[2r<u,x<u>>—p<u7x<u>)—A(wX(u))}du}

T
+F e {/ )\(s, X(s))efts[z’“(“vx(u))P(va(u))/\(U:X(U))]duds} ’(4‘3'17)
t

o(t,e;)) = Fig, |:eftT[T(“vx(“))—f)(u;x(u))—A(u,X(u))]du:|
T S

i { | A Xk [T(u’x(“))_p(“’x(“))_A(“’X(“md“ds] . (43.18)
t

and

e) = 1-— ’ s X(s 902(57X(S))e_ftSA(u,X(u))du s
W(t,e;) 1 Et’ei{/t p(s, X( >>—¢(5,X(s)) d} . (4.3.19)
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Proof. We only derive (4.3.17) and (4.3.19). The derivation of (4.3.18) is similar. By

[t0’s differentiation rule,
d{¢(t’ X(t))efé (27 (u,X (1)) = p(u,X (u)) = A(u,X (u))]du
+ / t A(s, X(s))6fdg[QT(uvx(“))*P(u:X(U))*A(U,X(u))]du ds}
0
— Jol2r(w.X(w)—p(uX(u)=A(u.X(u))ldu { (8, X (1))
+[2r(t, X(t)) — p(t, X(t)) — A(t, X(1))]o(t, X(t)) + (o(t), AX (1)) + A(t,X(t))}dt

e o [2r (X () —p(u,X () =A(u,X () du (o(t), dM(1))

— oJol2r(w.X(w)—p(uX(u))=A(u.X(u))ldu (p(t),dM(t)) | (4.3.20)

where the second equation is due to (4.3.6) if X(t) = e;, for each i = 1,2,--- , N.

Integrating (4.3.20) from ¢ to T" and conditioning on FX(t) give

o(t, X () elo 2r(wX(w)=p(u:X(@)-A(uX(w)ldu
t
+ / /\<S7X(S))efos[QT(U:X(U))—P(uyx(u))—/\(u,x(u))]du ds
0

_E [efoT (2 (1, X ()~ (1, X ()~ A1, X ()]s

T
. / A(s, X () o120 X () =p(0. X () =\ X w)) g
0

()

_E [efoT (2 (X (1)) = (1, X () = A (11, X ()} s

T
_|_ / )\(S, :}(_({g))ef()g [Qr(u,X(u))7p(u,X(u))7)\(u,X(u))]duds
0

X(t)} . (4.3.21)

where the second equation is due to that {X(¢)|t € T} is a Markov process with respect
to FX. Therefore, rearranging (4.3.21) and setting X(¢) = e; yield the desired the result
(4.3.17).
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Consider the following transformed function

@Z)(t, ei) = @Z}(t, ei) -1, \V/(t, ei) eT x€&. (4322)

Substituting (4.3.22) into (4.3.19) gives

N 2
~ ~ ~ te;
Bt )~ Mt et e) + D agblt.e) — plt )T —
= ot i) (4.3.23)
(T e) =0.
Then we can derive as in (4.3.20)-(4.3.21) that
T 2
" ©* (s, X(s)) — 5 A(u,X (u))d
P(t,e;) = —Eie, {/ s, X(8)) e e AWM gl 4.3.24
( ) 13 \ p( ( )) ¢(S7X(S>> ( )
Therefore, combining (4.3.22) and (4.3.24) gives the desired result (4.3.19). O

Proposition 4.3.4. For each (t,e;) € T x &, the solutions ¢(t,e;), p(t,e;), v (t, ;) of
(4.3.6)-(4.3.8) satisfy the following relationships:

(1) 0 < p(t,e;) < ot e);
(”) 902<t7 ei) < ¢(t7 ei)w(tﬂ ei)z'
(iii) 0 < ¥(t,e;) < 1.

Proof. (i) Since r(t,e;), A(t,e;) > 0, comparing (4.3.17) with (4.3.18) immediately leads
to 0 < p(t,e;) < ¢(t, e;), for each (t,e;) € T x €. Therefore, (4.3.11) is verified.
(ii) We consider two functions h(-,-),g(-,-) : T x € — R defined by putting

h(t,e;) == :Zg 2; , (4.3.25)
and
g(t,e;) =(t,e;) — (fb(gi’:)) =(t,e;) — h*(t,e)o(t, e;) . (4.3.26)
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From (4.3.17) and (4.3.18), it is not difficult to show that h(¢,e;), for each i =

1,2,

;

hi(t,e;) — r(t,e;)h(t,e;)

, IV, satisfy the following system of ODEs

=

a;¢0(t, e;)[h(t,e;) — h(t, e;)]

Ate) o - (4.3.27)
+ oo [1—h(t,e)] =0,
L h(T, ei) =1.

Similarly, we can derive from (4.3.17)(4.3.18) and (4.3.27) that ¢g(¢,e;), for each i =

1,2,

, NV, satisfy the following system of ODEs

( N

gt es) + ) ayd(t,e)[hlt,e;) — hit, e))”

j=1
al (4.3.28)
+A(t,e)[1 = h(t, )]’ + > aig(te)) =0, "
j=1
g(T7 ei) =0.

\

As in Proposition 4.3.3, we can derive the following expectation solution for g(¢,e;):

Denote by

and

Mz

g(t,ei) = Eie {/tT { éam(s,ej)[h(saej) — h(s, X(1)))*

+ (s, X(8))[1 — h(s, X(s))]z}ds} : (4.3.29)
aijo(t,e;)[h(t,e;) — h(t,e)]* + A(t,e)[l — h(t,e)]*, V(t,e;) €T x &,

F(t) = (F(t,e.), F(t,ey),--- ,F(t,en)) € RV .



Then we further derive that

g(t,e;) = Et,ei{/tTF(s,X(s))ds]

_ /t (exp(A(s — t))ey, F(s)) ds . (4.3.30)

Since ¢(t,€;),A(t,e;) >0, foreach i =1,2,--- | N, and a;; > 0, for each j # i, we have

F(t,e;) = Z a;;o(t,e;)h(t, e;) — h(t,e;)]* + At e)[1 — h(t,e))]> > 0.

=1,
Therefore, we can see from either (4.3.29) or (4.3.30) that g(t,e;) > 0, which immedi-
ately results in p?(t,e;) < ¢(t, e;)Y(t,e;), for each (t,e;) € T x E.
(iii) The non-degeneracy condition (4.2.4) implies that both O(t,e;) and its inverse

©71(t, e;) are positive-definite matrices. Then
p(t,ei) = B(t,ei)T@(t,ei)_lB(t,ei) >0 s V(t,ez) S T x E .
So, from the results in (i) and Eq. (4.3.19), we can see that ¢(t,e;) < 1, for each

(t,e;) € T x £. On the other hand, through the definition of the function g, we have

(pz(t7 ei)
¢(75, ei) '

Therefore, combining the results in (i) and (ii), we obtain that (¢, e;) > 0, for each

w(t7 ei) = g(t’ ei) + hQ(tv ei)¢(t7 ei) = g(t> ei) +

(t,e;) € T x &. This completes the proof. ]

Proposition 4.3.5. Suppose that for each e; € &, the coefficients of the model dy-
namics are time independent, i.e. r(t,e;) = r(e;), u(t,e;) = ple;), o(t,e;) = o(e;),

A(t,e;) = A\(e;). Denote by
r=(r(e),r(es), -- ,r(en))’ € RV,
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P = (p(el)wo(e?): T 7p(eN))T e R )
A= (Mep), Mey), -+, Men)) " € RV .

Then the closed-form solutions of (4.3.6)-(4.3.8) are given by
o(t,e) = <exp { [diag(2r — p— X\) + A](T — t)}ei, 1N>
<exp{ diag(2r — p— ) + A] (s — t)}ei, )\> ds , (4.3.31)

e <{ el
o

exp { diag(r —p — X\) + Al (s — t)}el-, )\> ds , (4.3.32)

and
Ut e) =1 - /tT <eXp { [ — diag(\) + A] (s — t)}ei, f(5)> s (4333)
where
fls) = (P(eﬁ%ap(ez)%, e ,p(mﬂ%)T S

Proof. We only derive (4.3.31). The derivations of (4.3.32)-(4.3.33) are similar. Apply-
ing It6’s differentiation rule to the process {X(s)elt [2rX()=p(X(w)-AX@)ldu|5 ¢ [t T}

gives
d{X(s)eftS [27’(X(u))—p(X(U))—A(X(u))]du} (4.3.34)

= J¢ rX(w)=p(X(w)-A(X(w) ]d“{ [diag(2r — p — X) + A]X(s)ds + dM(s)} :
Conditioning on X(¢) = e; on both sides of (4.3.34) results in

B e, X(s)e S 12r (X (w)—p(X(u))— A(X(u))]dU} (4.3.35)
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— [diag(2r — p— A) + A] By, {x@)eﬁwwp<X<u>>A<X<u>>1du} ds
Solving (4.3.35) gives
Eie. {X(T)@ff [27"(X(u))p(X(u))A(X(U))]dU}
= exp { [diag(2r — p — X) + A|(T — t)}ei . (4.3.36)
Therefore,
E,.. leff [2T<X(u>>—p<><<u>>—A(xw))]du]
=Eio [ (X(T),1y) eftT[%(X(u))—p(X(U))—A(X(u))]du}
= <Et o |:X(T)6ftT[2T(X(u))_p(X(u))_A(X(u))]du:| 7 1N>
= <eXp { [diag(2r — p — \) + A|(T — t)}el-, 1N> : (4.3.37)
Since the integrand in the following expectation
T
Ei o {/ A(x(s))eﬁ[%(x(u»p(X(u))/\(X(u))]duds} :
t
are bounded, we can employ Fubini’s Theorem to derive that
T
E,e. [/ A(x(s))ef,f[2T(X(u))—p(X(U))—A(X(u))]dudS}
t
T
= / Eie, [)\(X(S))efi[2T(X(u))—p(X(u))—A(X(u))}du] ds
t
T
= / <exp { [diag(% —p—=A)+ A} (s — t)}ei, )\> ds . (4.3.38)
t

Combining (4.3.37) and (4.3.38) gives the desired result (4.3.31). O
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4.4 Efficient portfolio and efficient frontier

In this section, we derive the efficient portfolio, the efficient frontier and the mutual
fund theorem of the min-max problem (4.2.11), which is equivalent to the original mean-
variance problem (4.2.8) or (4.2.9). Surprisingly, although the investment horizon is
uncertain, we can still find the so-called efficient portfolio and efficient frontier as in
the classical mean-variance problem with fixed investment horizon. Furthermore, the

mutual fund theorem also holds in our problem.

Theorem 4.4.1. The efficient portfolio of the mean-variance portfolio selection prob-
lem associated with the expected value & € R is an optimal feedback control of (t,y,e;) €
Ox€& as

@(t ei)

(taQZ) ’

™(t,y,e;) = —O(t,e;) ' B(t,e;) |y — (€ — %) (4.4.1)

-

where

€¢<O’ ei) — y0¢(07 ei)
@D(O, ei) —1

Furthermore, the efficient frontier of the mean-variance problem (4.2.9) is given by

B* = (4.4.2)

Vary, e, [Y* (TN T)]

. w(()?el) . 90(07ei) ? ¢(07e1)¢<oﬂel) - 302(0791') 2
T 1-4(0,e) [f w<o,ei>yo} " 0 (0, ;) Yo

Here ¢(t,€;), o(t,e;) and ¥(t,e;) are given by the expectation expressions (4.3.17)-

(4.4.3)

(4.3.19) in Proposition 4.3.2. Particularly, if for each e; € &, the coefficients of the
model dynamics are time independent, then the closed-form expressions of ¢(t,e;),

©o(t,e;) and Y(t,e;) are given by (4.3.31)-(4.3.33) in Proposition 4.3.2.
Proof. Denote by
V(0,50,€;8) = V(0,4,e)— 5 (4.4.4)
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= y50(0,€:) = 2(6 — B)yow(0,€;) + (£ — B)*¥(0,e;) — 5.

The relationship between the performance functionals of the quadratic-loss minimiza-

tion problem (4.2.12) and the min-max problem (4.2.11) implies that
Varyo,ei [Y*(T A T)] = V<07 yO, ei; 6*) )
where

B arg max (0,v0, €5 5)

From (iii) in Proposition 4.3.4, it is clear that

0*V

Then applying the first-order condition to V(0, yo, €;; 5) with respect to [ yields that

200p(0,€5) + 2(8 — €)b(0,e,) =26 =0 | (4.4.5)

Solving (4.4.5) gives

£¢(0, ei) — yOQO(Ov ei)
¢(O,ei) —1

Substituting (4.4.6) into (4.3.4) and (4.4.4) results in

g =

(4.4.6)

. _ 1 * Qo(tvei>
™(t,y,e;) = —O(t,e;)  B(t,e;) [?J (S >¢(t,ei)

K

and

Vary, o, Y (T'AT)] = V(0,y0,e;5)

(0, €;) B ©(0,e;) 2 (0, e,)1(0, e;) — ¢2(0’ &) o
1 —1(0,e;) {5 @/J(O,ei)yo} * (0, e;) Yo -

O
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Theorem 4.4.2. The efficient portfolio that achieves the minimum variance portfolio

¢(Oa ei)w(()? ei) - 902(07 ei) 2

Var, o.[Y* (T AT)] = >0, 4.4.7
ATy, z[ mm( T)] w(()’el) Yo = ( )
1S given by
71—;knin(t? Y, ei) = _@(ta ei)_lB(tv ei) |:y - Sminw} ) (448)
¢(ta ei)
with the expected terminal wealth
(;0(07 ei)

min — y 4.4.9
§ (0, ei)yo ( )

and the Lagrange multiplier B, = 0.

Proof. From (ii) and (iii) in Proposition 4.3.4, we have

w<07 ei)
1 —(0,€)

>0,

and

¢(0> ei)wma ei) B 902(07 ei)
¢(07 ei)

Recalling (4.4.3) in Theorem 4.4.1, the desired results (4.4.7)-(4.4.9) are obvious. In

ZO, ‘v’e,-ES.

addition, substituting (4.4.9) into (4.4.2) yields that 3%, = 0. O

Remark 4.4.1. Contrary to the case without regime-switching, the efficient frontier
is mo longer a perfect square and the efficient frontier in the mean-standard deviation
diagram 1is no longer a straight line. One can not achieve an investment resulting in
a zero terminal variance. That is, a risk-free investment. This is consistent with the
results in Zhou and Yin (2003). Zhou and Yin (2003) provided a sufficient condition,
i.e. the interest rate is deterministic, under which the risk-free investment is achievable.

Howewver, the deterministic interest rate does not suffice to quarantee the solution of
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the ODEs (4.3.27) is state independent. As a consequence, one is unable to achieve
the risk-free investment even if the interest rate is deterministic in the mean-variance

problem with uncertain investment horizon under regime-switching models.

Although the investment horizon is uncertain in our modeling framework, the fol-

lowing mutual fund theorem still holds.

Theorem 4.4.3. Suppose that an efficient portfolio wi(-) is given by (4.4.1) corre-
sponding to & = & > &min- Then a portfolio w*(-) is efficient if and only if there is a
X > 0 such that

T (1) = (1 = X) T (8) + X711 (2) (4.4.10)

*
min

where 7. () is the minimum variance portfolio defined in Theorem 4.4.2.

Proof. The proof is similar to Theorem 5.3 of Zhou and Yin (2003). So we do not
repeat it here. O

4.5 Numerical examples

In this section, we provide several numerical examples to illustrate our results. We show
the efficient frontier of the mean-variance portfolio selection problem with uncertain
investment horizon under a regime-switching jump-diffusion model with a Markov-
modulated generalized Gamma distributed jump part.

In our examples, we consider a simple situation where there are only two states of
the continuous-time, finite-state Markov chain X, i.e. State 1 and State 2, representing
a “Good” economy and a “Bad” economy, respectively. The rate matrix of the Markov

chain is given by

A= . (4.5.1)



The initial wealth and the planned terminal time are assumed to be
Yy=1, T=1. (4.5.2)

To simplify our computation, we assume that the financial market consists of one risk-
free bond and two risky shares. Furthermore, we assume that the standard Brownian
motion defined in Section 2 is of two dimensions. That is, W (t) := (W(t), W2(t))" €
R2, for each t € T. When X(t) = e, for each ¢ = 1,2, the dynamics of the risk shares

are governed by the following regime-switching jump-diffusion models:

(d5(1) = p1(e;)dt + o11(e;)dW (1) + o12(e;)dW3(t)
Si(t—)
s [ (= Db dz) - o dz)]
) Ro (4.5.3)
45 (1) = pia(€;)dt + 01 (e;)dW ' () + 092(e;)dW (1)
Sy(t—)
o [ = D) — v )
\ Ro
where
(de) = etz et oy

['(1 — ag(e;))
Suppose that the configurations of the parameter values, including the intensity of the
uncertain investment horizon and other parameters of the financial market, are given
in Table 4.5.1.

In what follows, we use the hypothetical parameter values given in (4.5.1)-(4.5.2)
and Table 4.5.1 as our benchmark, where yo in (4.5.2) and r, ug, oy, for each k = 1, 2,
in Table 4.5.1 are the default choices of unvarying parameters. Varying the values of
T, A and A\, we provide several numerical examples for our mean-variance problem.
Comparing the efficient frontiers of these examples with that of our benchmark may

induce a deep understanding of the problem. Hence with yq, r, px and o unchanged
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Table 4.5.1: Model parameters

A r H1 H2 (011, 012) (021, 022) by by (651 %)

State 1 0.01 0.06 0.08 0.04 (0.15,0.20) (0.20,0.25) 1.00 1.00 0.00 1.00
State 2 0.02 0.03 0.04 0.02 (0.30, 0.40) (0.40, 0.50) 1.00 0.50 0.50 0.50

in our benchmark, we also provide the efficient frontier when the jump parameters, the
planned terminal time, the rate matrix of the chain and the intensity of the uncertain

investment horizon are given by the following alternative values:

(I) when the jump parts are absent, the dynamics of the risk shares follows the

regime-switching GBM models:

ds,(t
1< ) = ,ul(el-)dt + all(ei)dWI(t) + Olg(ei)dW2(t) ,
S1(0) (4.5.4)
dSs(t o
S 2(<t)) = lip(e;)dt + o1 (€;)dW (1) + oo (e;)dW3(t) ;
2
(IT) the terminal time:
T=2 or 3; (4.5.5)
(IT1) the rate matrix
0 0 2 =2
A= or ; (4.5.6)
0 0 -2 2
(VI) the intensity rate
A=(0,00" or (0.250.5)". (4.5.7)
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Figure 4.5.1: Efficient frontiers in the benchmark Figure 4.5.2: Efficient frontiers: RSJD vs RS-

case GBM

Figure 4.5.1 shows the efficient frontiers in States 1 and 2 of the problem under the
regime-switching jump-diffusion model (4.5.3) with our benchmark parameters. Since
States 1 and 2 represent a “Good” economy and a “Bad” economy, respectively. The
risky shares are more volatile in State 2 than in State 1. So the efficient frontier in
State 1 lies on the left of that in State 2. It implies that given the same expected
terminal wealth, the agent can achieve a smaller variance of the terminal wealth if the
current economy is “Good”.

In Figure 4.5.2, we compare the efficient frontiers of the problem under the regime-
switching jump-diffusion model (RSJD) and the regime-switching GBM model (RS-
GBM). We only show the efficient frontiers in State 1 for both models. It can be seen
that with the same expected terminal wealth, the variance of the terminal wealth un-
der the regime-switching GBM model is smaller than that under the regime-switching
jump-diffusion model. This is intuitive since additional jump risk definitely results in

a higher overall risk (i.e. the variance) of the portfolio.
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Figure 4.5.3 gives the efficient frontiers under the regime-switching jump-diffusion

model (4.5.3). In all subfigures, the blue lines represent the efficient frontiers in State

E[Y(TE )]

—A— A=l 111
- ©-A=[0000]
A2 -2-22)|

LB LB =
0 01 02 03 04 05 06 07 08 09 0 01 02 03 04
Var[Y(Tt)] Varl(Tn)]

(a) (b) (c)

05 06 0.7

Figure 4.5.3: Efficient frontiers with different values of 7', A and A

1 for our benchmark parameters given in (4.5.1)-(4.5.2) and Table 4.5.1, while the red
lines and the green lines represent those for the alternative values of the parameters
given in (4.5.5)-(4.5.7).

In Subfigure (a), the efficient frontiers with longer planned terminal times lie on the
right of those with shorter terminal times. Our explanation to this finding is that the
impacts of the regime switching and the uncertain investment horizon on the portfolio
increase with the length of the planned terminal time. Indeed, in a longer time span, it
is more likely that there exist structural changes in economy and the portfolio may be
liquidated prior to the terminal time, which introduces extra economic and liquidation
risks to the portfolio and hence increase the variance.

In Subfigure (b), it is shown that the efficient frontiers with rate matrices related
to larger transition probabilities fall on the right of those with rate matrices related
to smaller transition probabilities. The explanation in Subfigure (a) also applies here.
That is, the larger the transition probability of the underlying Markov is, the more
economic risk is introduced to the portfolio. Another interesting finding in Subfigure

(b) is that the efficient frontier for the zero rate matrix is tangent to the y-axis. In other
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words, the minimum variance portfolio in this case is a zero variance portfolio, i.e. we
can achieve a risk-free investment. When the rate matrix is zero, the regime-switching
effect is degenerate in our modeling framework. Therefore, the risk-free investment is
certainly expected in the mean-variance problem without regime-switching.

In Subfigure (c), we can see the efficient frontiers with higher intensities lie on the
right of those with lower ones. A higher intensity results in a larger probability that the
portfolio may be liquidated before the planned terminal time. This introduces extra

liquidation risk to the portfolio and increase the variance of the terminal wealth.

4.6 Conclusion

We considered a mean-variance portfolio selection problem with uncertain investment
horizon under a regime-switching jump-diffusion model. The dynamic programming
principle was applied to solve the problem. Although the investment horizon is un-
certain in our problem, it was proved that most results in the classical mean-variance
problem with fixed investment horizon still hold. Specifically, we derived the efficient
portfolio, the efficient frontier and the mutual fund theorem to the problem. Numerical

examples were provided to illustrate our theoretical results.
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Chapter 5

Stochastic differential game,
Esscher transform and general
equilibrium under a Markovian

regime-switching Lévy model

5.1 Introduction

The valuation of contingent claims has long been an important topic in economics and
finance. It plays a central role in the investment, financing and risk management activi-
ties of the finance and insurance markets around the globe. The seminal works of Black
and Scholes (1973) and Merton (1973) provided a path-breaking solution to this impor-
tant problem. Under the assumptions of a Geometric Brownian Motion (GBM) for the
price dynamics of the underlying risky asset, a perfect market and the absence of arbi-

trage opportunities, they derived a preference-free, closed-form option pricing formula
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for a standard European call option. The pricing formula is widely adopted by market
practitioners for pricing, hedging and managing risk of options. Despite its popularity,
it is known that the GBM assumption for the price dynamics is not realistic and fails to
incorporate many important stylized features of assets returns and option prices. Over
the past few decades, various extensions to the Black-Scholes-Merton model have been
introduced. These models include jump-diffusion models, GARCH models, stochastic
volatility models, pure jump models, Lévy processes, regime-switching models, just to
name a few.

One key economic insight behind the Black-Scholes-Merton model is the concept of
the risk-neutral valuation, where the price of an option is determined as its discount-
ed expected value under an “artificial” probability measure, namely, a risk-neutral
probability measure or an equivalent martingale measure. The market considered by
Black-Scholes (1973) and Merton (1973) is complete since there exists only one un-
derlying risky asset with randomness driven by a one-dimensional Brownian motion,
and thus any contingent claim can be perfectly replicated by continuously rebalanc-
ing the composition of a portfolio consisting of the risk-free asset and the underlying
risky asset. However, the financial markets described by other more realistic models
are mostly incomplete. As shown by Harrison and Kreps (1979) and Harrison and
Pliska (1981, 1983), the market completeness is equivalent to the uniqueness of an
equivalent martingale measure. So there exist infinitely many equivalent martingale
measures in an incomplete financial market. A natural question is how to choose an
equivalent martingale measure among infinitely many equivalent martingale measures.
Different approaches have been proposed to address this problem. Recently, @ksendal
and Sulem (2007a) introduced a stochastic differential game approach to choose an
equivalent martingale measure for option pricing in a jump-diffusion market, where a

representative agent chooses a portfolio which maximizes the expected utility of ter-
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minal wealth, while the market chooses a probability measure which minimizes this
maximal expected utility. It was shown in Oksendal and Sulem (2007a) that choos-
ing an equivalent martingale measure is an optimal strategy for the market (see also
Siu (2008) for the stochastic differential game under regime-switching models). The
pioneering work by Gerber and Shiu (1994) adopted a time-honored tool in actuarial
science, namely the Esscher transform to choose an equivalent martingale measure for
option valuation in an incomplete market. The use of the Esscher transform for option
valuation can be justified by maximizing the expected power utility of an economic
agent. Their works highlighted the interplay between the financial and actuarial pric-
ing in incomplete markets. Applications of the Esscher transform for option pricing
under regime-switching models can be found in Elliott et al. (2005), Siu and Yang
(2009), Siu (2005, 2008, 2011), Elliott and Siu (2013) and others. Fu and Yang (2012)
proposed a general equilibrium approach to choose an equivalent martingale measure
for the price dynamics driven by a Lévy process. Many empirical features such as the
negative variance risk premium, implied volatility smirk and negative skewness risk
premium can be explained based on the derived equivalent martingale measure. Other
works with restrictions on the distribution of the jump component on this approach
include Pan (2002), Liu and Pan (2003), Liu et al. (2005) and Zhang et al. (2010).
In this chapter, we investigate the game theoretic approach, the Esscher transfor-
mation approach and the general equilibrium approach to choose equivalent martingale
measures for the valuation of contingent claims under a regime-switching Lévy mod-
el. A financial market consisting of a risk-free bond and a risky share is considered.
The price dynamics of the risky share are governed by a Markovian regime-switching
geometric Lévy process. The market interest rate, the appreciation rate, the volatility
and the Lévy measure are assumed to switch over time according to a continuous-

time, finite-state, observable Markov chain, whose states may represent some (macro)-
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economic factors (e.g. gross domestic product and purchase management index) or
credit rating of a region. Firstly, we consider a two-player, zero-sum, stochastic differ-
ential game approach to choose an equivalent martingale measure for the valuation of
contingent claims. Here the representative agent and the market are the two players
in this game. The representative agent has a power/logarithmic utility and chooses his
optimal investment-consumption strategy so as to maximize the expected, discounted
utility from intertemporal consumption and terminal wealth. Whereas, the market
is a fictitious player of the game and selects a real-world probability measure so as
to minimize the maximal expected utility of the representative agent. We formulate
this min-max problem as a stochastic differential game. We then provide a verifica-
tion theorem for the Hamilton-Jacobi-Bellman-Issac (HJBI) solution to the game and
derive explicit expressions for the optimal strategies of the representative agent, the
market and the value function. An equivalent martingale measure is determined by
the saddle-point of the game. Secondly, we adopt a generalized version of the Esscher
transform using stochastic exponentials and the Laplace cumulant process to choose an
equivalent martingale measure. Thirdly, we consider a general equilibrium approach
to choose an equivalent martingale measure. We formulate the general equilibrium
problem of the representative agent as a stochastic optimal control problem. Then a
verification theorem for the Hamilton-Jacobi-Bellman (HJB) solution to the control
problem is provided. Under a market clearing condition, we derive explicit expressions
for the optimal consumption rate of the representative agent, the value function and
the equilibrium equity premium. Finally, we compare equivalent martingale measures
chosen by the three approaches and identify the conditions under which these measures
are identical. Since we apply the stochastic control theory, which is tailor-made for
portfolio optimization problems, to investigate the selection of equivalent martingale

measures in asset pricing problems, this chapter may provide a link between asset
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pricing and portfolio optimization under regime-switching models.

The rest of this chapter is organized as follows. In Section 5.2, we describe the
model dynamics and formulate the optimal investment-consumption problem of the
representative agent. Section 5.3 presents and compares three different approaches to
choose equivalent martingale measures in our modeling framework. The final section

gives concluding remarks.

5.2 The Model dynamics

We consider a simplified, continuous-time, financial market with two primitive assets,
namely, a risk-free bond and a risky share. These assets are traded continuously over
time in a finite horizon 7 := [0,7], where T" < oco. We fix a complete probability
space (€, F,P), which describes randomness in the market. Here P is a real-world
probability measure or a reference probability measure from which a family of real-
world probability measures is generated. We further equip (2, F,P) with a right-
continuous, P-complete filtration F := {F(¢)|t € T}, where F(t) is the enlarged o-field
generated by information about the values of a Brownian motion, a Poisson random
measure and a Markov chain up to time ¢, which will be defined precisely in the later
part of this section.

We model the evolution of the state of an economy over time by a continuous-time,
finite-state, observable Markov chain X := {X(¢)[t € T} on (22, F,P). As in Elliott
et al. (1994), we identify the state space of the chain by a set of standard unit vectors
E:={e, ey, ,exn} CRY, where the j component of e; is the Kronecker delta 4;;,
for each 7,5 = 1,2,..., N. This is usually called the canonical state space of the chain
X. To describe the statistical laws of the chain X under P, we consider a constant rate

matrix A = [a;;]; j=1,2,.. N, Where a;; is the instantaneous transition rate of the chain X
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from state e; to state e;. Let F* := {FX(t)|t € T} be the right-continuous, P-complete
filtration generated by the chain X. With the canonical state space representation of

X, Elliott et al. (1994) obtained the following semimartingale dynamics for X:
t
X(t) = X(0) + / AX(u)du + M(t) , (5.2.1)
0

where M := {M(#)|t € T} is an RV -valued, (F¥X,P) -martingale.

Let J(,-) be a Poisson random measure on the product measurable space (T X
Ro, B(T) @ B(Ry)), where B(T) and B(Ry) denote the Borel o-fields generated by open
subsets of 7 and Ry := R\ {0}, respectively. Indeed, the Poisson random measure J
can be represented as a counting measure:

J(dt,dy) =Y Ser av @) (At dy) Lz <ceav @20y -
k>1
Here, T} is the random time of the k™ jump; AY (T}) is the random size of the k'"
jump at the time epoch Ty; 61, Ay (1)) (-, ) is the random delta function at the point
(T, AY (T},)) € T x Ro; 1g is the indicator function of an event E. We assume that

the Poisson random measure J has a Markov-modulated Lévy measure under P:

v (dy) == (w(dy), X (1)) =Y (X(t=),e;) vi(dy) ,

i=1
where v(dy) := (v (dy), v2(dy), -+ ,vn(dy))’. Here C' is the transpose of a matrix, or
a vector, C. The scalar product (-, -) selects the component of the vector v(dy) of the
Lévy measures in force at time ¢ depending on the state of the chain X. In particular,
when the chain X is in the i state at time ¢, (i.e. X(¢) = e;), the Lévy measure of .J

at time ¢, say vx ) (dy), is v;(dy). Write J(-, -) for a compensated version of the Poisson

random measure, i.e.
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Denote by F/ := {F7 ()|t € T} the right-continuous, P-complete natural filtration

generated by the Poisson random measure J; that is

Fi(t) ::a(/ou/EJ(dt,dy);ugt,EeB(éRo)> ,

and
Ft) = ((F (W) VN)
ust

where A denotes all P-null sets and o Vo, denotes the minimal o-field containing both
oy and oy. Let W := {W(¢)|t € T} be a one-dimensional standard Brownian motion
with respect to its right-continuous, P-complete natural filtration FV := {FW (¢)|t €
T}. Based on the above definition, the filtration F = {F(¢)|t € T} denotes the enlarged
filtration of FY, F’ and FX, i.e. for each t € T,

F(t):=FVt)v F () v F) .

In what follows, we describe the model dynamics of the primitive assets. To be
more specific, we first extend the Lévy process in Fu and Yang (2012) to its regime-
switching variant to describe the dynamics of the share price. Then we formulate
investment-consumption problem of a representative agent.

Let 7(t) be the instantaneous, continuously compounded risk-free rate at time ¢,

which is modulated by the chain X as follows:

r(t) = (r, X(1)) ,

and
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We assume that there exists a risk-free bond for instantaneous borrowing and lending
at the risk-free rate. Then the dynamics of the risk-free bond B := {B(t)|t € T}

follows
dB(t) =r(t)B(t)dt, B(0)=1. (5.2.2)

Let p(t) and o(t) be the appreciation rate and the volatility of the share at time ¢,
which are modulated by the chain X as follows:

p(t) = (u,X(t)) , o(t):= (o, X(1)) ,
and
= (M17ﬂ27"' a,uN)/ € %N ) o = (017027"' 7UN)/ € %f-i,- )

where R, . is the positive real line. We assume that the share price process S :=

{S(t)|t € T} evolves over time as an exponential regime-switching Lévy process:
S(t)=50)exp(Y(t)), S(0)=s>0.

The logarithmic return process Y := {Y(¢)|[t € T} is a one-dimensional regime-

switching Lévy process with the following decomposition:

(1) = /0 t {u(u)—%az(u)— /m 0 (ey—1—y]l|y|<1)ux(u)(dy)]du

v/ ()W () + / t /| )+ / t / ylddy) (529

where, as in Fu and Yang (2012), we assume that the jump component of Y has finite

variation, i.e.

/ lylvi(dy) < oo,
ly|<1
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for each i =1,2,--- | N. It it clear that (5.2.3) can be simplified as

v = [ [mu)—%a?(u)— [ = oot

+ /0 t / /% yJ (du, dy) . (5.2.4)

Applying Itd’s differentiation rule to S(t) = S(0)exp(Y (t)), we obtain the dynamics

of the share price process:

dS(t) = S(t—) [(r(t) + ¢(t))dt + o (t)dW (t) + /éR (e — 1) J(dt, dy)] . (5.2.5)

where

¢(t) = p(t) —r(t),

is the equity premium and is also modulated by the chain X as follows:

o(t) = (¢, X (1)) = (p —r, X(1)) ,

and

()b:: (¢17(b27"' 7¢N>/: (MI_TI;,UQ_T%'” 7,U/N_TN)/€§RN .

Suppose that there exists a representative agent! in the market who not only invests
his wealth in the risk-free bond and the risky share, but also consumes part of his wealth
over time. The objective of the agent is to maximize the expected, discounted utility
from intertemporal consumption and terminal wealth. In this chapter, we assume that

the agent has the constant relative risk aversion (CRRA) utility:

vl
;o Y>>0,y #1,
Uv)=<{ 1=7 (5.2.6)
logv y=1,

IThe existence of a representative agent is one of the most fundamental problems in modern
economic theory. For more discussions, interested readers can refer to Arrow and Debreu (1954),

Rubinstein (1974), Detemple and Gottardi (1998), Cuoco and He (2001) and references therein.
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where v is called the relative risk aversion coefficient.

Let 7(t) and 1 — 7(¢) be the fractions of the agent’s wealth invested in the share S
and the bond B at time t, respectively. In addition, the amount of wealth consumed
by the agent is ¢(t) at time ¢. Suppose that 7 := {7 (t)|t € T} and ¢ := {c(¢)|t € T}
are an F-predictable, cadlag process and a nonnegative F-predictable, cadlag process,
which are called the portfolio process and the consumption rate process, respectively.
Let V™¢ .= {V™(t)|t € T} be the wealth process of the agent associated with the
portfolio-consumption pair (7, ¢). To simplify our notation, we suppress the superscript
(7, c) and write V (¢) for V™¢(t), for each t € T. Furthermore, we assume that the agent
is endowed with an initial wealth v > 0. Then under P, the wealth process of the agent

evolves over time as:
dv(t) = V(t-) [(r(t) +m(t)o(t))dt + m(t)o(t)dW (t)
+7r(t)/ (e¥ — 1)j(dt,dy) —c(t)dt, V(0)=v>0. (52.7)
Ro

We say that a portfolio-consumption pair (7, ¢) is admissible if the following conditions

hold:
1. fOT 7% (u)du < oo and fOT c(u)du < 0o, P-a.s.;

2. the stochastic differential equation (5.2.7) admits a unique strong solution, such

that V(t) > 0, P-a.s., for each t € T.

Write A for the space of all admissible portfolio-consumption pairs (m, c).
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5.3 Main results

5.3.1 Stochastic differential game

In this subsection, we consider a two-player, zero-sum stochastic differential game
between the representative agent and the market in the Markovian regime-switching
Lévy market. Here the goal of the agent is to select an optimal pair of portfolio
and consumption rate process so as to maximize the expected, discounted utility from
intertemporal consumption and terminal wealth, while the market is interpreted as a
fictitious player in the game and acts antagonistically to select a probability measure
corresponding to a worst-case scenario that minimizes the maximal expected utility of
the agent.

First of all, we generate a family of probability measures Q¢ equivalent to P on F(T')
associated with two F-predictable, cadlag processes or random fields & := {&(¢)|t € T}
and & = {& (¢, y)|(t,y) € T x Ro}. Write Z for the admissible set of all such processes
€ == (€0, 1) satisfying

1. &(t,y) <1, for aa. (t,y,w) €T x Ry x

2. fo {&5(u) + ZZ 1 fgreo E(u, y)vi(dy) (X(u),e;)]}du < oo, P-a.s.

Define, for each £ € =, a real-valued, F-adapted process AS := {AS(¢)|t € T} as follows:

AS(t) = eXp( /fo )AW (u //%Olm—gl u—,y))J(du, dy) (5.3.1)
_5/0 §§(U)du+/0 /%O [In(1 —§1(u—,y))+§1(u_7y)}yx(u)(dy)du> '

Note that A¢ is the controlled state process of the market.
Applying Ito’s differentiation rule to AS(t) gives

dAf(t):Aé(t—)[—go(t)d (t) — 51(t— y)J(dt, dy) AS(0)=1. (5.3.2)
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So A% is an (IF, P)-local-martingale. We suppose that the process £ is such that A¢ is
an (F, P)-martingale. Then E[AS(T)] = 1.
For each ¢ € Z, we define a probability measure Q¢ equivalent to P on F(T) as

follows:

dQ*

— = AT . (5.3.3)

So, we can generate a family Q(Z) of real-world probability measures Q¢ parameterized
by ¢ € Z. Note that the market can choose a real-world probability measure or
generalized scenario from Q(Z) through selecting a process £ € Z. Hence, = is the set
of admissible controls of the market.

In what follows, we consider the two-person, zero-sum stochastic differential game
between the representative agent and the market. For notational simplicity, we define a

vector-valued controlled state process Z := {Z(t)|t € T} of the agent and the market:

dZ(t) = (dZy(t),dZ(t),dZy(t),dZs(t))
= (dZo(t),dZ7°(t),dZ5" (1), dZs(t))"
= (dt,dV™(t),dA*(t),dX (1)),

Z00) = z=(u,2,2,23) .

Under P, the evolution of the components of the controlled state process Z over time

is governed by:

dZy(t) = dt ,
dZ,\(t) = Z,(t—) [(T(t) + m(t)g(t))dt + m(t)o (t)dW (¢)

+7(t) /ER (e¥ — l)j(dt,dy)] — c(t)dt
czzm:zxt—)[—so(t)dvv(t)— [ e Tana)]|
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dZs(t) = AZs(t)dt + dM(t) . (5.3.4)

Then the stochastic differential game of the agent and the market can be formulated
into finding the value function ¢(u, 21, 22, z3), the optimal strategies & = (&,£,) € 2
and (7,¢) € A such that

T
(U2, 20,75) — inf _ sup Ef[ e ety + ek P<S>dSU<Zf’C<T>>],
(50751)65 (W,C)E.A

u

- T " T P
_ Eg{/ e Ju P (p(2))dt + e Ju p(S)dSU(Zf’C(T))] , (5.3.5)

u

where ES[-] and Eﬁ[] are the conditional expectations under Qf and QF, respectively,
given that Z(0) = z. Here p(t) denotes the instantancous discount rate of the agent at

time t. We suppose that p(t) is also modulated by the chain as:

p(t) = (p, X(t)) ,

and

p:=(p1,p2.-,pn) € RV .

By a version of the Bayes’ rule, we have

T
o(u,21,22,23) = inf _ sup Ez[/ €7f“p(s)dSZQ(t>U(C(t))dt
(€0:61)€E (r,0)e A u

e P<S>dSZQ(T)U(Zl(T))1 , (5.3.6)

where E,[-] represents an expectation under P given that Z(0) = z.

It is noted in Elliott (1982) that if the state processes are Markovian, it may not be
unreasonable to consider optimal Markovian controls. Furthermore, under some mild
technical conditions, Markovian controls and general adapted controls have essentially

the same performance (see, for example, Oksendal and Sulem (2007b)). Since the
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vector-valued process Z is Markovian with respect to the enlarged filtration F, it is
not unreasonable to assume that the control processes (&, ;) and (7, ¢) are Markovian
with respect to F. Let O := (0,7 x (0,00) x (0,00) be our solvency region. Suppose
that K1, Ky, K3 and K, denote the sets such that &(t) € Ky, &(t,y) € Ky, 7(t) € K3

and ¢(t) € K4. To consider Markovian controls, we assume that

§0<t> - fﬂ(z(t)) ) fl(t7y) = gl(z(t)7y) )

and

w(t) =7(Z4(1) , ot) =e(Z()) ,

for some measurable functions &, : Ox & — K1, &, : OxExRy — Ky, T: OxE — K3
and ¢: O x & — K,. These are called feedback controls. To save notation, we do not
distinguish &,, &, 7 and ¢ with &, &, 7 and ¢, respectively.

Suppose that H denotes the space of functions h(-,-, -, ) : O x &€ — R such that for
each z3 € &€, h(,, -, 2z3) € CH*2(0). Write

h(u, 21, 22) := (h(u, 21, u2, €1), h(u, 21, us, €3), - - - ,h(u,zl,uQ,eN))/ c RV .
To unburden our notation, write
h = h(u, 21, 22, 23) ,
and
h :=h(u, z1, z2) ,

whenever no confusion arises. Let h,,h,, and h,, denote the derivatives of h with
respect to u,z; and 2y, and h,,,, and h,,., denote the second order derivatives of h

with respect to z; and 2zs.
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Define a Markovian regime-switching generator £50:¢™¢ acting on a function h € H

for the Markov process Z as

Eéo,il’”vc[h(u, 215 22, Z3)]

= —p(u)h + hy, + Kr(u) + 7(2)(u) — 7(z) /sce 0 (e¥ — 1)VZ3(dy)) 2= c(z)} h

1 1
+§W2(Z)02(U)Z%h’2121 + §§§(Z>Zgh2222 - W(Z)fQ(Z)U(U)Zl,ZQthZQ + <ha AZ3>

+/ [h(u, 21(1+7(z)(e? — 1)), 22(1 — &(z,y)), z3) — h+ & (z, y)ZQhZQ] Vas (dy)
Ro

The following lemma presents a version of the Dynkin formula for a regime-switching
Lévy process and will be used for the development of a verification theorem for the

HJBI solution of the stochastic differential game.

Lemma 5.3.1. Let 7 be a stopping time such that T < oo, P-a.s.. Assume further that
for each (&, &1, 7, ¢) € 2 x A, h(Z(t)) and L5 ™[h(Z(t))] are bounded on t € [0, 7].
Then,

Bl Je " h(Z(r))] = h(z) + E, [ / "o ot g sl (7))t

Proof. The result follows immediately by applying It6’s differentiation rule to e~ Ju Ps)dsh(Z(t))
and conditioning on Z(0) = z under P. O

Let O be the closure of @. We now present the HJBI solution to the stochastic dif-
ferential game between the agent and the market in the following verification theorem.

This verification theorem is a saddle-point result.

Theorem 5.3.1. Suppose that, for each z3 € &£, there exists a function h(-,-,-,23) €
Ch22(0)NC(O), and a Markovian control (&,&,7,¢) € = x A such that:

1. LE0SUTE(h(u, 21, 20, 23) |+ 22U (6(u, 21, 20,23)) > 0, for all (&, &) € 2 and (u, 21, 20,23) €
Ox¢&;
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2. Eéo’él’”’c[h(u, 21, 22, 23) |+ 22U (c(u, 21, 29,23)) < 0, forall (7, c) € A and (u, 21, 22, 23) €
O x¢&;

3. LT (u, 21, 29, 23)] + 20U (é(u, 21, 20, 23)) = 0, for all (u, 21, 20,23) € O X &;
4. f07” all (é-o,gl,ﬂ',C) €= X A,

lm h(u, Z1(u), Zo(u), Zs(u) = Zo(T)U(Z1(T)) ;

u—T—

5. let I denote the set of stopping times 7 < T. The family {h(Z(7))}rex is uni-

formly integrable.
Write, for each z = (u, 21, 22,23) € O x € and (§,&1,7,¢) € 2 X A,

T
Jfo,&ﬂr,C(u’ 21,22, Z3) =L, |:/ e Ju p(s)dsZQ(t)U(C(t))dt +e f: p(s)dSZQ(T>U(Zl (T)):| .

u

Then,

h(%ZlyZz,Z?,) = 90(%21,22,23)

= inf ( sup JSO’El’W’C(U,Zl,ZQ,Zg))
(€0,61)€EE \ (m,c)eA

- e ( it JSO’El’Tr’C(u7 21, %2, Z3))
(m,c)eA (é0,61)€E

= . jgngg J&O»flﬂ}vé(u’ 21, 22, Z3)
0,61)C=

= sup J§0,§177T70<u7217227z3>
(m,c)eA

= Jéo,élﬁ,é(u, 21, %2, Z3> )
and (fo,fl,fr, ¢) is a saddle point in the space of Markovian strategies of the game.

Proof. Applying Lemma 5.3.1, the proof of Theorem 5.3.1 resembles that of Theorem
3.2 in Mataramvura and @ksendal (2008). So we do not repeat it here. O

120



Now we can re-state the conditions of Theorem 5.3.1 as follows:

inf  sup {ﬁgo’gl’ﬂ’c[w(uj 21, 22, 23)] + 22U (c(u, 21, 22,23))} = 0,

(€0,€1)€E (mr,c)eA

@(Ta 21y %2, Zg) = ZQU(Zl) .

(5.3.7)

Theorem 5.3.1 implies that the value function ¢ is a classical solution of the HJBI

equation (5.3.7) and we only need to solve the HJBI equation (5.3.7) for solving the

stochastic differential game (5.3.4) and (5.3.6) between the agent and the market.

The following theorem gives the value function and the optimal Markovian control

(éo, &, 7, ¢), which is the saddle-point of the game.

Theorem 5.3.2. The saddle point (fo,fl,fr,é) of the game described in (5.5.4) and

(5.3.6) between the agent and the market is given by

~

o(u) = &o(2)o(w) + | &ilz,y) (e — 1wy (dy) |

Ro

7(z) =0,
and
L 1 vy > 0 » Y 7£ 1 )
¢(z) = [P(:vzi”) !
1
oy v=1.
Q(u7 Z3)
Furthermore, the value function is
P
P(u>z3)z211 ) 7>0777é17
o(u, 21, 22,23) = N
Q(u,z3)20 log z1 + R(u, z3)2s y=1.

(5.3.8)

(5.3.9)

(5.3.10)

Here, for each z3 € &, the functions P(u,z3), Q(u,z3) and R(u,z3) are assumed to

be continuously differentiable with respect to w. Specifically, P := P(u,z3) > 0 is the
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unique solution of the following Markovian regime-switching nonlinear ODE

dP
— +b(u)P + ypl_% + (P,Az3) =0,
du (5.3.12)

P(T,Zg) =1 s

where

and
P .= (P(u7el)7p(ua62>7 o ,P(U, eN))/ S éRN .
Q(u,z3) and R(u,z3) are given by the following explicit expressions

Q(u,z3) = <exp [(A = p)(T —u)]ly

+ /uT exp [(A — p)(t —u)|1ydt, z3> : (5.3.13)
and
R(u,z3) = </uT exp [(A — p)(t — w)]£(t)dt, z3> : (5.3.14)
where
1y = (1,1,---,1) € RV,
p = diag[(p1,p2,-- ,pn)]
and

filu) = 1iQ(u,e;) —log(Q(u,e;)) — 1,
f(u) = (fi(u), fa(u), -, fn(u) € RV .
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Proof. Denote by
W (u, 21, 22, 23; §0, &1, T, ¢) = ﬁfo’&’w’c[SD(u»Zl,Zz,Zs)] + 22U (c(u, 21, 20, 23)) -
Using the first order condition that minimizes W with respect to (&g, &), we have
£0(2) 2302z — T(2)0(U) 212002, = 0 (5.3.15)

and

/ [ — 2092, (u, 21 (L + 7(2) (e¥ — 1)),
Ro
2(1 = £1(2,Y)), 23) + 2202 | Vay (dy) = 0 . (5.3.16)

Similarly, using the first order condition that maximizes ¥ with respect to (m,c), we

have

¢(u)219021 + W(Z)O—Q(U)Z%WQH - fO(Z)O(u)leQSOZlZQ (5317)
+/ (€' =1z {%l (. 211+ 7(2)(e¥ — 1)), 22(1 = &1(2,Y)), 23) — ¥, | Vo (dy) =0,
Ro

and
—¢z + 22Uc(c(z)) = 0. (5.3.18)

1. v>0andvy#1
From the terminal condition of the HJBI equation (5.3.7), we try a solution of the

following form:

P

1—7v’

(5.3.19)

@(U,ZhZz,Z3) = P(U,Zs)Zz

where P is assumed to be continuously differentiable with respect to .
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Substituting (5.3.19) into (5.3.15) and (5.3.18) gives the optimal pair of portfolio and

consumption rate processes

#(z) =0, (5.3.20)

and
iz) = — L 5.3.21
g [P(u,z3)] ( )

Then substituting (5.3.19) and (5.3.20) into (5.3.17), we obtain the following equity
premium equation

o(u) = &o(2)a(u) + | &z, y)(e — Dy (dy) - (5.3.22)

Ro
Note that the value function of the form (5.3.19) ensures that (5.3.16) always holds
regardless of the value of £(z,y). Therefore, substituting (5.3.19)-(5.3.21) into (5.3.7)
yields that P(u,z3) satisfies the Markovian regime-switching nonlinear ODE (5.3.12).
Equivalently, P; := P(u,e;), for each i = 1,2,--- | N, satisfy the following system of

ODEs

AP, 1

Y bP 4P 7 4+ (P, Ae) =0,
du (5.3.23)
P(T, ei) = 1 s

where

b = (1 _V)Tz' —pPi -

Note that Eq. (5.3.23) is a system of N-coupled, nonlinear ODEs. In general, it is
difficult, if not possible, to derive the closed-form solution. However, we could modify
Lemma 3.2 in Pirvu and Zhang (2011) and prove the existence and uniqueness of a

continuously differentiable solution P; to (5.3.23), for each ¢ = 1,2,--- , N. Since the
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modification is trivial, we omit it here. In the sequel, we verify the positivity of P;, for

each i =1,2,--- , N. Rearranging (5.3.23) gives:

N
dP; 1-1
j#i

Then

d[e_(bi"!‘aii)uf)i]

N
—(bitai)u -5 P =
T +e {'yP,; ”—l—ZaUP]} =0,

JFi
which immediately leads to:

T N
P(u7 ei) — plbitau)(T—u) + / elbitaii)(s—u) [Vpl_i(s, ei) + E az»jP(s7 ej):| ds (5324)
v J#i

Define
ty = sup{t € [0, T]|P(t,e;) <0}, i=1,2,--- N.

We denote by o :=t5 V2V -+ V. Recalling that sup ) = —oo, we can see that the
range of ¢y is {—oo}U[0,T]. If ty = —c0 (i.e. t} =t2 =-.. =t} = —0), the positivity
of P; is satisfied. Otherwise, if ¢ty € [0,7], we can find at least one k € {1,2,--- | N}
such that ty = t& € [0,7]. From P(T,e;) = 1 > 0, the continuity of P and the
definition of ¢y, we have that P(u,e;) > 0, for each u € (to,T] and ¢ = 1,2,--- , N.
Furthermore, since ai; > 0, j # k and v > 0, setting u = ¢, and ¢ = k on both sides of
(5.3.24) yields that

T N
0> P(ty,er) = elbrtarr)(T—to) | / e(brtagk)(s—to) |:7P1_—1y(3, er) + Z aij(s, ej)] ds >0 .
fo i#k

This is a contradiction. Therefore, we must have tg = —oo and the positivity of P; is

proved.
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2. v=1
From the terminal condition of the HJBI equation (5.3.7), we try the solution of

following form

QO(U, 214529, Z3) = Q(U, Z3>ZQ 10g(21> + R(U, Zg)ZQ ; (5325)

where () and R are assumed to be continuously differentiable with respect to wu.
Similarly, substituting (5.3.25) into (5.3.15) and (5.3.18) gives the optimal pair of

portfolio and consumption rate processes

7(z) =0, ¢&(z)= Oz (5.3.26)

Then substituting the optimal portfolio process 7(z) = 0 in (5.3.26) and (5.3.25) into

(5.3.17) leads to the equity premium equation

~

¢(u) = &o(z)o(u) + ; E1(2,y) (¥ — vy (dy) - (5.3.27)

Note that the value function of the form (5.3.25) ensures that (5.3.16) always holds

regardless of the value of & (z,y). To simplify our notation, write @ := Q(u, z3),

R := R(u,z3), Q; = Q(u,e;), R; := R(u,e;), foreachi=1,2,--- /N, and

Q = (QDQQ?'”7QN)/€§RN7
R = (R,Ry,---,Ry) eRY.
Substituting (5.3.25)-(5.3.26) into (5.3.7), we obtain
([dQ
u p(u)Q +(Q, Azz) + 1| 22log(21)

+ [% —p(u)R+ (R, Azsz) + f(u)] 29=0, (5.3.28)

L Q(Ta ZS) =1 > R(Tv Z3) =0 5
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where

flu) :==r(u)Q —log(Q) — 1.

Setting the coefficients of 25 log(z1) and 2, equal zeros, we obtain the following Marko-

vian regime-switching ODEs:

d
g —p(u)Q + (Q,Azz) +1=0, (5.3.29)
and
dR
Or equivalently,
dQ;
@ —piQi +(Q,Ae;) +1=0,
du
and
dR;
T pilti + (R, Ae;) + fi(u) =0,

foreachi=1,2,---, N.
Then we can rewrite (5.3.29) and (5.3.30) as the following matrix-valued ODEs:

d
£+(A_P)Q+1N=0N,

Q(T) =1y,

and
dR
%—F(A—p)R—l—f(u) =0y,
R(T) = Oy ,

where



Therefore, the solutions of (5.3.29) and (5.3.30) are given by (5.3.13) and (5.3.14),
respectively. O

From Theorem 5.3.2, we can verify that the probability measure Q¢ , where f =
(éo,él) is determined by Eq. (5.3.8), is an equivalent martingale measure. That is,
the discounted share price process S := {S(t)|t € T} is an (F, Q¢)-(local)-martingale,

where

5(t) = exp {— /Otr(u)du} S(t), teT.
Applying It&’s differentiation rule to A(¢)S(t), we have
AS(1)S(t) — AS(0)S(0) = / (o) — o)) A4 () S(a)aW ()
+ /0 /% 0 (¥ — 1 — e¥éy(u, ) AS(u)S(u) I (du, dy) .
Then the process {A$(£)S(t)|t € T} is an (F, P)-(local)-martingale. By Lemma 7.2.2

in Elliott and Kopp (2004), we can see that S is indeed an (F, Q¢)-(local)-martingale.

5.3.2 Esscher transform

In this subsection, we adopt the approach considered in Elliott and Siu (2013) to find an
equivalent martingale measure of the regime-switching Lévy model based on stochastic
exponential (see also Biithlmann et al., 1997 and Kallsen and Shiryaev, 2002).

Let L(Y) be the space of all processes 6 := {6(t)|t € T} such that

1. Foreach t € T, 0(t) = (0,X(t)), where 0 := (0;,0,--- ,0y) € RY;

2. 0 is integrable with respect to Y in the sense of stochastic integration.
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In what follows, we call 6§ the Esscher transform parameter. For each 6 € L(Y),

define an F-adapted process G? := {G%(t)|t € T} by

GO(t) := exp (— /Otﬁ(u)dY(u)) :

Applying Ito’s differentiation rule to G?(¢) under P, we have
t
GO(t) =1+ / G (u—)dH®(u) ,
0

where H? := {H(t)|t € T} is an F-adapted process defined by putting

w0 = [0 (w0 - o - [ @ )

+%92(U)02(U)+ / (et — 1)VX<u)(dy)} du

Ro
- /O D)o (w)d () + /0 t /% 0 (7" —1) J(du, dy) .

Consequently, GY is the Doléans-Dade stochastic exponential of H? under P, i.e.
GO(t) = E(H (1)) .

Since H? is a special semi-martingale, its predictable part of finite variation is the
Laplace cumulant process of {— fot O(u)dY (u)|t € T} under P. In other words, the
Laplace cumulant process, denoted by M? := {M?(t)|t € T}, is given by

MOt) = /Ot {— 0(u) <u(u) - %JQ(u) — /% (e¥ — 1)I/X(u)(dy)>
%92(“)‘72(“) + /%O (70 — 1)VX<u>(dy)1 du . (5.3.31)

Given that M? is a finite variation process, the Doléans-Dade exponential &(M?(t))
of M%(t) is

E(M’(t)) = exp(M’(t)) .
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So the logarithm transform M? := {MP(t)|t € T} of MO(t) follows

MO(t) :=log(E(MP (1)) = MO(t) . (5.3.32)

Consider an F-adapted process A? := {A%(¢)|t € T} associated with § € L(Y") defined

AP(t) = exp ( _ /0 0wy () W(t)) |

This is the generalized version of the Esscher density process, where the Laplace cumu-

by putting

lant process is used to replace the moment generating function in the classical Esscher’s
measure change.

From (5.2.4) and (5.3.31)-(5.3.32), we obtain

A(t) = exp( ;/ 0% (u du—/ /m W1+ 0(u)y) vx (dy)du

—/0 9(u)0(u)dW(u)—/0 /gﬁ G(U)yj(du,dy)) : (5.3.33)
Applying Ito’s differentiation rule to A%(t) gives
N0 = 1= [ K)o
/ / A2 (u=) (€7 — 1) J(du, dy) . (5.3.34)
Ro

So A? is an (IF, P)-local-martingale. We suppose that the process @ is such that A? is
an (F,P)-martingale. Then E[AY(T)] = 1.
For each § € L(Y), we define a new probability measure Q? equivalent to P on
F(T) by the Radon-Nikodym derivative:
d_Q9 = AYT) .
dP | (1)
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From a version of the second fundamental theorem of asset pricing (see Harrison
and Kreps (1979) and Harrison and Pliska (1981, 1983)), the absence of arbitrage
is ‘essentially’ equivalent to the existence of an equivalent martingale measure under
which the discounted share price is a martingale. We provide a necessary and sufficient

condition for the martingale condition.

Theorem 5.3.3. The discounted share price process S = {S(t)|t € T} is an (F, Q%)-
martingale if and only if the Esscher transform parameter 6 satisfies the following

equation:

6(u) = O(u)o2(u) + / (1= 20 (¥ — 1)y (dy) - (5.3.35)

Ro
Proof. By Lemma 7.2.2 in Elliott and Kopp (2004), S is an (F, Q°)-martingale if and
only if A?S := {A?(t)S(t)|t € T} is an (F,P)-martingale. Using Ito’s product rule, we

have
A ()S(t) - Ae( )S( (5.3.36)

/otAe / S (u=)dA’(u / d[S(u), A ()] + > AN (u)AS(u)

O<u<t

= [ [ot0 -t + / 1) (7 = g )| ) S0
+/Ot(1—9( ))or (u)A° (u)S( / /% (=000 — 1) A% (w)S (w) I (du, dy) -

Then A’S is an (F, Q%)-martingale if and only if the predictable part of finite variation
in (5.3.36) is indistinguishable from the zero process. This leads to the desired result

immediately. O]

For each e¢; € £, i = 1,2,--- | N, the Esscher transform parameter 0; = (0,e;)

satisfies the following equation
¢; = 007 + / (1 —e %) (e¥ — Dwy(dy) . (5.3.37)
Ro
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Define a function g; : 8 — R as follows
9:(0;) = 0,07 +/ (1—e %) (e¥ — Dui(dy) .
Ro
Clearly, g; is a continuous and strictly increasing function and maps (—oo, +00) into
(—o00, +00), since

dg;

= af +/ e’eiyy(ey — Dyi(dy) >0,
do; o

and

lim ¢;(6;)) = —c0, lim ¢(6;)=+o0.

0;——o0 0;—+o0

Therefore, 6; is uniquely determined by (5.3.37), for each i = 1,2,--- | N.
Note that there is only one equation (5.3.8) or the martingale condition for (&, £;) in
the stochastic differential game approach. Therefore, (fo, 51) is not uniquely determined

by (5.3.8). As in Siu (2008), if we impose the following additional conditions
&o(z) = Mu)o(u) , (5.3.38)
and
Gi(zy) =1—e (5.3.39)
where A\(u) is modulated by the chain as follows:
Au) == (A, X(u))

and

A= ()\17)\27"' 7)\N)/E§RN7
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then Eq. (5.3.8) becomes

o) = A(u)o(u) + / (1= e ) (e~ g (dy)

Ro

Equivalently, for each ¢t =1,2,--- | N,
¢i = )\2012 +/ (1 — e_Aiy)(ffy — 1)I/Z(dy) .
Ro
Combining (5.3.37) and (5.3.40) gives
¢ = gi(0i) = gi(Ni) -
Since g; is a strictly increasing function, we must have
ei:)\i7 i:1727"'7N7

and Q¢ and Qé are identical.

5.3.3 General Equilibrium

(5.3.40)

(5.3.41)

(5.3.42)

In this subsection, we adopt the convention of the literature on equilibrium asset pricing

models and consider the general equilibrium of a representative agent under the regime-

switching Lévy model. Here we assume the existence of the representative agent and

also suppose that the representative agent can trade in both the risk-free bond and the

risky share and consume over the time horizon 7.

As in Subsection 3.1, we define a vector-valued controlled state process Z :=

{Z(t)|t € T} of the agent by putting

dZ(t) = (dZo(t),dZ,(t),dZs(t))
= (dZo(t),dZ"(t), dZy(t))
= (dt,dV™°(t),dX (1)),
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Z0) = z=(u,%1,2) ,

where, under P, the evolution of the components of the controlled state process Z over

time is governed by

dZo(t) = dt ,
dZ,(t) = Z,(t—) [(T(t) +m(t)p(t))dt + m(t)o(t)dW (t)

+7(t) /% (ev —1)J(dt,dy)| — c(t)dt

dZi(t) = AZso(t)dt + dM(2) . (5.3.43)

Let E;[-] denote an expectation under P given that Z(0) = Z. The general equilibri-
um problem of the agent is to find an optimal portfolio-consumption pair (7, ¢) € A so
as to maximize the expected, discounted utility from intertemporal consumption and
terminal wealth

E[ / ' e JuPs (c(4))dt + e p(s)dsU(V(T))} : (5.3.44)

u

subject to the market clearing condition 7(t) = 1, for each t € 7. So the value function
of the general equilibrium problem is defined as:
T
?(u,z1,22) = sup EZ[/ e~ Ju PO (c(t))dt + e~ fqu(s)dsU(V(T))} . (5.3.45)
(m,c)eA u
Indeed, the general equilibrium problem of the representative agent is a stochastic
control problem with the state processes and performance functional given by (5.3.43)
and (5.3.44), respectively.
Let D := (0,T) x (0, 00) be our solvency region. Suppose that L; and Ly denote the
sets such that () € Ly and ¢(t) € Ly. As in Subsection 3.1, we consider Markovian

controls and assume that

n(t) =7(Z(t), c(t) =2(Z(1)) ,



for some measurable functions 7 : D x & — Ly and ¢ : D x £ — L,. Again, to save
notation, we do not distinguish 7 and ¢ with 7 and ¢, respectively.
Let H denote the space of functions h(-,-,-) : D x & — R such that for each z, € &,

h(-,-,Z2) € CY*(D). We write h, and hz, for the derivatives of h with respect to u and

Z1, and hz,z, for the second order derivative of h with respect to Z;. Denote by
H(U,, Zl) = (E(U,zl, el),ﬁ(ujl, 82), te ,E(U,zl, eN))' S §RN .

To simplify our notation, we suppress u,Z; and Z, and write i and h for E(u,?l,ig)
and h(u, %), respectively, whenever no confusion arises. For each (7, ¢) € A, we define
a regime-switching partial differential operator £™¢ acting on h € H for the process Z

as:

L™[h(u, %y, 7))

= —p(u)h + hy + Kr(u) + 7(Z)p(u) — 7(Z) /% 0 (e¥ — 1)VZQ(dy)) 2 - c(i)} hz,

1

+§W2(Z)02(U)E§Eglgl + / [7(u,z1(1 + 7(Z) (¥ — 1)),Z2) — h]vg, (dy) + (h, AZ,) .
Ro

As in Subsection 3.1, we need the following version of the Dynkin formula for regime-
switching Lévy processes to develop a verification theorem for the HJB solution of the

stochastic control problem (i.e. the general equilibrium problem).

Lemma 5.3.2. Let 7 be a stopping time such that T < oo, P-a.s.. Assume further

that for each (,c) € A, h(Z(t)) and L™°[h(Z(t))] are bounded on t € [0,7]. Then,

EZ[G_ Jo P(t)dtﬁ(Z(T))] _ E(Z) + E, { /T e~ I P(s)dsﬁw,c[ﬁ(z(t))]dt

u

Proof. Applying Itd’s differentiation rule to e~ Iy P(8)dsp(Z(t)) and conditioning on Z(0) =

Z lead to the desired result immediately. O]
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Let D be the closure of D. We now present the HJB solution to the stochastic

control of the agent in the following verification theorem.

Theorem 5.3.4. Suppose that, for each zy € &£, there exists a function h(-,-,2z) €
CY2(D)NC(D), and a Markov control (7,¢) € A such that:

1. L™h(u,Z1,2Z2)] + U(c(u, Z1,22)) <0, for all (m,c) € A and (u,z1,29) € D x E;

2. /;ﬁ’é[ (u721722)] + U(é(uazlaZQ)) = 07 fO?“ all (U,21,22> €Dx g’.

3. for all (mw,c) € A,

lim h(u, Z,(u), Zo(u)) = U(Z(T)) ;

u—T~

4. let K denote the set of stopping times 7 < T. The family {h(Z(7))}-cc is uni-

formly integrable.
Write, for each Z = (u,Z1,22) € D x € and (m,c) € A,

T
T (0, 71,2) = FrU e~ Py (c(t))dt + = P (Z,(T)

u

Then,

h(uazth) == G(UﬁzlazQ)

= sup J (u,Z,7)
(m,c)eA

= 77}76(“731722) )
and (7, ¢) is an optimal Markovian control.

Proof. Applying Lemma 5.3.2, the proof of Theorem 5.3.4 resembles that of Theorem
3.1 in Oksendal and Sulem (2007b). So we do not repeat it here. O
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As in Subsection 3.1, we can re-state the conditions of Theorem 5.3.4 as follows:

sup {L™[P(u,z1,22)] + Ulc(u,21,22))} =0,
(mc)eA (5.3.46)

@(T, 21,22) - U(El) .
Theorem 5.3.5. In the stochastic control problem (5.3.43) and (5.3.45) of the rep-
resentative agent, the equilibrium equity premium and the optimal consumption rate

process are given by

o) =12 + [ (1= ) (e = v (dy) (5.3.47)
Ro
and
— Zl_ T, 1>0,7#1,
o(z) = [P(z“’ Z2))" (5.3.48)
prm— 1_ , ’y = ]_
Q('LL, Z2)
Furthermore, the value function is
_ zZ"
_ P(uZ2)7— NS0,y £,
?(u,21,2) = - (5.3.49)
Q(u,z2)logz1 + R(u,zo) , vy=1.

Here, for each z3 € &, the functions P(u,zs), Q(u,Zs) and R(u,zy) are assumed to
be continuously differentiable with respect to u. Specifically, P := P(u,Z) > 0 is the

unique solution of the following Markovian regime-switching nonlinear ODE

dP - = 11 = B
T +b(u)P+~P 7+ (P,AZ) =0, (5.3.50)
P(T,z5) =1,

where

_ 1 , B -

bu) = —p(u) + (1 = 7)r(u) + 5(1 =7)70"(u) + /acE (1= 7)e™ + e — 1] vy, (dy) |
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and

P .= (P(u,el),I_D(u,eg), -, P(u, eN))/ e RV .

Q(u,Z2) and R(u,Zy) are given by the following explicit expressions

Q) = <exp (A — p)(T — )] L

+ /uT exp [(A — p)(t — u)] 1th,22> : (5.3.51)
and
R(u,z,) = </JT exp [(A — p)(t —w)]E(t)dt, 22> : (5.3.52)
where
f(u) = (f(u,e1), fu,e2), -, flu,en))'
with

Fluve) i= (vt 502 = [ (1= y= e ula) )Qusen) ~ ox(@u,e0) - 1.
Ro
foreachi=1,2,--- N.

Proof. Since the proof of this theorem is similar to that of Theorem 5.3.2, we only
present some key steps of derivations here. Using the first order condition for maxi-

mizing L@ (u, Z1, Z2)| + U(c(u, Z1,22)) with respect to (7, c) € A gives
o0 = [ (&= Do) 517, + ma) )
+/ (¥ — 1)Z1%5, (u, 21 (1 + 7(Z)(e¥ — 1)),Z2)] vz, (dy) =0,  (5.3.53)
Ro
and
—7.. +U(c(z) =0 . (5.3.54)
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Applying the market clearing condition 7(z) = 1 to Eq. (5.3.53) implies that the
equilibrium equity premium satisfies
1 _ _ -y =
o) =~ WP + [ [ = 15 (016" ) )
z1 Ro

N /;R 0 (¥ — 1) vy (dy) . (5.3.55)

Then substituting 7(z) = 1 and (5.3.55) into (5.3.46) gives

_ _ 1 o _ _ _
—p(w)p + @, + T(U)leﬁzl - 502(@2%%05151 - /§R [(ey - 1)219051 (u,z1€Y, Zz)}’% (dy)

0

+ / [@(u, Z16,22)) — P(u, 21, Z2) | g, (dy) + (@, AZy) — &(Z) 55, + U(E(z)) =0 .
R

(5.3.56)

Since the agent has a different type of utility functions when ~ takes different values,

we conjecture that the solution of (5.3.56) has the following parametric form

_]_—fy
P(u,2) - ; v>0,7#1,
@(u,?l,ig) = 1 - g (5357)
@(u722) logzl + E(u722) ) Y= L.

In what follows, we suppress u and Z; and write ® for ®(u,Z;) whenever no confu-
sion arises, where ® := P, () and R. Furthermore, suppose that ® is continuously

differentiable with respect to u. To simplify our notation, denote by
P = (CID(u, e),P(u,es), - ,CID(u,eN))/ e RV,

where ® := P, Q and R.
Substituting (5.3.57) into the first order condition (5.3.54), we obtain the optimal

consumption rate

—, 7>0,7#1,

o(z) = [P(u,Z2)]> (5.3.58)
_ ~1 : y=1.
Q(U,ZQ)
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Substituting (5.3.57)-(5.3.58) into (5.3.56), we obtain the following Markovian regime-
switching ODEs:
1.y>0and~vy#1

dﬁ — — —1-1 — _
Tu +b(u)P+~P 7+ (P,AZy) =0, (5:3.50)
P(T,z;)=1.
2. v=1
[% — pu)@Q + (Q, AzZs) + 1] logz,
+ [% — p(w)R+ (R, AZ) + T(u)} =0, (5.3.60)
\ @(Ta 22) =1 ) E(TazQ) =0 )
where

70 = (104 300 = [ (1 =9 =)o) J O~ tom(@) ~ 1.
As in Subsection 3.1, we could follow Lemma 3.2 in Pirvu and Zhang (2011) to prove
that (5.3.59) admits a unique continuously differentiable solution. Similarly, we can
verify the positivity of this solution as in the proof of Theorem 5.3.2. In addition, the
closed-form solutions of (5.3.60) are given by (5.3.51)-(5.3.52).
Consequently, substituting (5.3.57) into (5.3.55) gives the equilibrium equity premium

o(u) = vo*(u) + / (1—e) (e’ = 1)vg,(dy) . (5.3.61)

Ro
O

From Theorem 5.3.5, if Eq. (5.3.47) holds, (i.e. the equity premium is in its

equilibrium state), we can define a new probability measure Q7

o
P

= AT,
F(T)
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where

A7 (t)
A (t-)

— o (t)dW (t) + /% (e = 1).J(dt, dy) .

It is easy to verify that Q7 is also an equivalent (local)-martingale measure. Indeed,

applying It6’s differentiation rule to A7(¢)S(t) gives

A(t)S(t) — A7(0)S(0)

- /O (1 =)o (u) A7 (u) S (w)dW (u) + /0 /% (0% — 1) A (u) S () J (du, dy) .
So {AT(t)S(@#)|t € T} is an (F,P)-(local)-martingale and thus {S(¢)|t € T} is an
(F, @7)-(local)-martingale.

For each e; € &, the equilibrium equity premium for the representative agent is

determined by

¢;i = o +/% (T—e ™) (e’ — Dui(dy) = gi(7) -

Comparing with the martingale condition (5.3.35) of the Esscher transform approach

when the equity premium is in its equilibrium state, we obtain

¢i = gi(0:) = g:(7) - (5.3.62)
Again, since g; is a strictly increasing function, for each ¢ = 1,2,--- | N, we must have
91:92:---:9]\[:7’

and Q" and QY are identical. Note that if the market is in equilibrium, the Esscher
transform parameter is state independent and is equal to the relative risk aversion

coefficient in all states.

Remark 5.3.1. Throughout this section, we have employed three different approach-

es to choose equivalent martingale measures for the wvaluation of contingent claims
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i a regime-switching Lévy model. The equivalent martingale measures determined
by the stochastic differential game approach and the Esscher transform approach are
preference-free. Under conditions (5.53.38)-(5.3.39), the two equivalent martingale mea-
sures Q5 and Q are identical. So under conditions (5.8.38)-(5.8.39), the prices of any
contingent claim under Qf and Q° are the same regardless of the preference of the
agent. However, the equivalent martingale measure determined by the general equilibri-
um approach is preference-dependent. The two equivalent martingale measures Q° and
Q7 are identical only if the equity premium is in its equilibrium state. So the prices of
any contingent claim under Q° and Q7 are the same from the representative agent’s

perspective.

5.4 Conclusion

We considered three different approaches, namely, the stochastic differential game,
the Esscher transform and the general equilibrium to choose equivalent martingale
measures for the valuation of contingent claims under a regime-switching Lévy model.
We identified the conditions under which these equivalent martingale measures are
identical. Our results are important for pricing various contingent claims in finance
and insurance under a general modeling framework, including both Poisson jumps and
regime switches. In particular, the pricing framework of our regime-switching models
can be used for the valuation of long-dated insurance products, where an economy

usually experiences several structural changes in the life spans of these products.
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Chapter 6

Conclusion

In this thesis, we have investigated several interesting applications of regime-switching
models in finance. Specifically, we have discussed the valuation of European option-
s and variance swaps under different versions of regime-switching models. Then we
have considered a mean-variance portfolio selection problem with uncertain invest-
ment horizon under a regime-switching jump-diffusion model. Finally, we have applied
the stochastic optimal control theory to study the selection of equivalent martingale
measures under a regime-switching Lévy model.

Various possible extensions to this work remain. So far, we have only considered
the valuation of vanilla options under regime-switching models. For path-dependent
and American options, the closed-form pricing formulae for regime-switching models
are difficult to derive. In the future research, we plan to derive the closed-form pricing
formulae of path-dependent and American options under regime-switching models using
the Laplace transform, which are convenient to be implemented via some standard
inversion methods. These closed-form pricing formulae are important for the valuation

of numerous insurance products with exotic options embedded.
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Another potential research topic is portfolio optimization problems under regime-
switching models with random coefficients, in the sense that model parameters may
depend on not only the current state of but also the full path of the underlying Markov
chain. Research on this topic is still at an infant stage. We shall use a BSDE approach
to investigate the mean-variance portfolio selection, the investment-consumption and
the optimal reinsurance problems under regime-switching models with random coeffi-

clents.
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