FREATPELRE gL uP TP E S a2

g BB T Levy AR PR 27
3SR GFf R

T R I

5 0F % 5L 0 NSC 97-2628-M-009-014-

7 HOF C9TE087 0lpx98E0T? 3P
HoFHE R AERY T ()

S TR

PEpe AR Blrimg s JEmm AR o Ep R
By y 4 - FEem A o ER R

oo R R 98& 1070 21



SR

Fld ;r;‘ﬂ;l :
PR AR R Levy yfe 5h— SRS 5 Vil -
FII*] ODE #:75 » 25 PR E(RGE 37 N EHF AT fryfio- ke 74 -

G W SRR g et b 8 e R B 55 o R =

ST - Levy sl ~ B VIR ~ @

Fo I e

Given a two-sided matrix-exponential Lévy process, we consider a
unction of the first exit of this process from an open set. By a standard
result of ODE, the function can be written as a linear combination of
known functions. In particular, when both sides of the jump distribution
are linear combinations of exponentials, we obtain a semi-explicit
solution for this function by using the corresponding integro-differential
equation as a "sifter". For earlier results and related works, see Asmussen,
Avram and Pistorius(2004), Jacobsen(2005), Chen, Lee and Sheu(2007),
and many others.
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1 Introduction

Consider a Markov process X = (X, > 0) on R. For z € R, denote by P, the law of X under which
Xy = x and write simply that Py = P. Given an arbitrary open set G C R, a bounded function g
on G = R\@ and a killing rate r > 0, we consider the function ® which measures the position of
X by a value function g at the first time it leaves G:

O(z) =E, [e_TTGg(XTG)] (1.1)

where 7¢ = inf{t > 0; X; ¢ G} and E,(Y) = [, Y (w)P,(dw). Clearly, ®(z) = g(z) for z ¢ G.
Finding solutions of ® in G which are sufficiently explicit is not only a classical problem in probability
theory but also a critical issue in applied sciences such as mathematical finance and insurance
mathematics. However, except in few cases, little progress was made for general jump-diffusion
processes.

Many studies have been conducted on solutions to ® in a one-sided exit problem, that is G =
(0, 00), with the underlying process X as a Lévy process. Besides the classical case of Lévy processes
with no negative jumps, various authors have found that by choosing the Lévy measure of X in the
family of matrix-exponential distributions (see Section 2 below), sufficiently explicit solutions may
be produced. For example, Asmussen, Avram, and Pistorius [3] studied the Russian and American
put options given that the logarithm of the underlying stock price is a phase-type Lévy process.
(Phase-type distributions are a special case of matrix-exponential distributions.) They showed in
Proposition 2 of [3] that the solution ® is a linear combination of some semi-explicit exponentials
and that the coefficients satisfy a system of linear equations. Their approach relies heavily on the
probabilistic interpretation of phase-type distributions.

Inspired by the works of Gerber and Landry in [16], Asmussen, Avram, and Pistorius in [3] and
many others, Chen, Lee, and Sheu first considered the function ® in [11] under the assumption
that the process follows a two-sided phase-type Lévy process. They obtained a general form for
the function ® under this simplifying assumption. Next, by observing that the solution structurally
depends only on the downward jumps, they obtained a semi-explicit solution for ® even if the
downward jump distribution is a hyper-exponential distribution, namely a convex combination of
exponential distributions (and upward jumps are determined by a general Lévy measure). As an
application, the authors determined the optimal endogenous default level for Leland’s model with
jumps (cf. [18]).

Very recently, Chen and Sheu [13] reconsidered the model in [11] and gave a semi-explicit solution
for ®, with a method completely different from the one in [11], even if the downward jump distrib-
ution is a matrix-exponential distribution. Their result depends on an identity for the joint Laplace
transform of the first-exit time and the undershoot(see Alili and Kyprianou [1]) and a semi-explicit
solution of the negative Wiener-Hopf factor obtained by Lewis and Mordecki [22](see also [3]). (For
a recent advance in the study of a generalization of the function ® when X is a spectrally negative
Lévy process, see Biffis and Kyprianou [5].)

In addition to the classical Lévy model, some authors have devoted to the study and application
of regime-switching Lévy models in insurance mathematics. For example, Jacobsen [19] studied the
time to ruin for a class of Markov additive process with two-sided jumps, which is a special case
of regime-switching Lévy processes. The author determined explicitly the joint Laplace transform
of the time to ruin and the undershoot at ruin under the assumption that the downward jump
distribution is a matrix-exponential distribution. The martingale method used in [19] is based on
the explicit partial eigenfunctions for the generator of the Markov additive process.

The technique in [19] was further exploited in Jacobsen and Jensen [20] for which they con-
sidered Ornstein-Uhlenbeck processes driven by a compound Poisson process and by a perturbed
compound Poisson process. The downward jumps are determined by a distribution on (0, co) which
is a generalized hyper-exponential distribution, namely a linear combination of exponentials. (See
[8].) Besides calculating the joint Laplace transform of the first-exit time and the undershoot as
in [19], the authors considered the two-sided exit problem (assuming the jump distribution is a
two-sided matrix-exponential distribution). The two-sided exit problem, a nontrivial extension of
the one-sided exit problem, aims at identifying the law of the pair (7g, X, ), where G = (a,b) is a
bounded interval. Till the present, very few results are available when X has two-sided jumps. For
surveys when X is a spectrally one-sided Lévy process, see Bertoin [4] and Kyprianou [21].



Our main objective in this paper is to derive sufficiently explicit solutions for the function @,
when G is a general open set and X takes the following form

Ny
Xp=Xo+ct+oW, = Yo, t>0. (1.2)

n=1

Here, ce R, 0 > 0, W = (W, t > 0) is a standard Brownian motion, N = (N¢;t > 0) is a Poisson
process with rate A > 0 and (Y,,,n € N) are independently and identically distributed random
variables with two-sided matrix-exponential distribution F. The random elements W, N and Y are
mutually independent.

We first characterize the function ® as a solution of some ODE in G. (Our approach for this result
is in the same spirit as that in [11]. However, our present result covers a wider class of processes,
as well as a general open set G instead of the restrictive case (0,00) considered in [11]). By a
standard result of ODE, we write ® as a linear combination of known functions in each component
of GC. Then, in the special case that F' is a two-sided generalized hyper-exponential distribution,
we characterize the totality of the coefficients in all components of GP as a solution of a system of
linear equations. Moreover, when G is a bounded interval, our approach solves a special case of
the two-sided exit problem, as shown in Example 4.1 below. Meanwhile, it is plausible that our
methodology can be applied to regime-switching Lévy processes as those considered in [19], except
that one would need to solve a system of ODE’s instead of a single ODE.

The rest of the paper is organized as follows. In Section 2, we give a characterization of matrix-
exponential distributions and show in Theorem 2.1 the transformation of an integro-differential
equation into an ODE. The result in Theorem 2.1 enjoys generality more than our need in this
paper and should be of interest itself. In Section 3, we prove the second-order regularity of ®. By
results of Boyarchenko and Levendorskii [9] and Chen and Sheu [12], ® satisfies an integro-differential
equation and hence an ODE which guarantees ® is a linear combination of complex exponentials.
(Note that the knowledge of regularity of ® is indispensable to ensure that ® takes such a form,
if one does not yet have a solution to the integro-differential equation.) In Section 4, we consider
the case that the jump distribution is a two-sided generalized hyper-exponential distribution. Then,
by using the corresponding integro-differential equation as a ”sifter”, we determine the coefficients
for the function ® by solving a system of linear equations. We close this paper in Section 5 by
considering an application of our result to defaultable bond pricing.

2 Transformation from integro-differential equation to ODE

Throughout this section we consider an integro-differential operator £ given by

Lo(x) = a(x)¢" (x) + b(x)¢' () + c(x)(x) + A / o(z —y)dF (y). (2.1)

Here, A > 0 is a constant, and given a, b, and ¢ all of which have sufficient regularities. To transform
the corresponding integro-differential equation into an ODE, we first recall a definition of the class
of matrix-exponential distributions.

Suppose that dF is a probability distribution on (0,00) such that its Laplace transform takes

the form of rational function: - ()
z
e P (y) = 57—

/0 Q(z)
where P and @) are two polynomials with no common zeros. Note that lim,_, fooo e *¥dF(y) =0,
and hence we must have Order(P) < Order(Q). By partial fraction decomposition, we obtain
N
e VA (y) = )
/0 ; (2 +a;)m

for some N € N, a; € C, A; € C, and n; € N. It follows from the uniqueness theorem for Laplace
transforms that I’ has a probability density f given by

N M
fly) =D Ajynite v =3 " Ri(y)e ¥,  y>0, (2:2)
j=1 j=1



where M > 1, each R; is a polynomial in y, and b; € C are distinct. Based on the argument in
[11] Proposition 3.6, we deduce that Ra; > 0 for all j. Conversely, whenever a probability density
function f taking the form (2.2), its Laplace transform is also a rational function.

Definition 2.1 A distribution F' on (0, 00) with a probability density function f is called a matrix-
exponential distribution if its Laplace transform is a rational function, or equivalently, if f takes
the form (2.2) with R(a;) > 0, A; € C, and n; € N. In general, we say that a distribution dF on
R\{0} is a two-sided matrix-exponential distribution if it has a probability density function f
given by

F@) =pfrWlyso0 +af—)(—=y)1ly<0, YER, (2.3)

where (p,q) is a probability vector and both f(_y and fyy are matriz-exponential distributions on
(0, 00).

The two dense classes of distributions on (0, c0), phase-type distributions and generalized hyper-
exponential distributions, are both subclasses of matrix-exponential distributions and have found
many applications in applied probability. See Asmussen [2] and Botta and Harris [8].

In this section and section 3, we assume that F' is a two-sided matrix-exponential distribution
with a probability density f given by (2.3). Clearly, under this assumption, we have

/ e YdF (y) = ggg, £ iR, (2.4)

where the order of the polynomial P is smaller than the order O of the polynomial @), and P and Q
have no common zeros. Note that ) has no zeros on iR.

Let D be the differential operator: D¢ = ¢'. Also, given a polynomial Y (z) = a,z"+- - -+a1z+ag
over C, we follow the convention that

Y(D)=a,D"+ -+ a1D + apl,

where D"¢(z) = ¢(™(2) and I$(z) = ¢(z). Y(x) is called the characteristic polynomial of the
differential operator Y (D).

Proposition 2.1 Suppose that ¢ is in the space C°(R) of infinitely differentiable function with
compact support. Then

QD) [ ot~ dF) = [ QUDIOL ~ y)aF ) = PDYo  onB.
Proof. Since ¢ has compact support, the derivative of each order is bounded. By dominated
convergence, the first equality follows.

We show the second equality. Write Tk(z) = [ k(x — y)dF(y). Observe that if x € C2°, then
Tk € Ly = Ly(R). Indeed, since f € Lo, we deduce that

/[Tfi(x)]de =/ (/ k(= y)f(y)dy>2 dz = / (/Supp(ﬁ) K(y)f(z — y)dy>2 dx
< K(y)*dy flx—y)’dy | de = |x]7, fx—y)*dzdy
supp(x) supp(x)

<IIsl2, 112, / dy < oo.

supp(k)

Also, Tk € Ly = L1(R) since

/ (Th(a)de < / / Iw(@ — y)|dz s (g)dy < sl | fllo, < oo,



Next, we show that the Fourier transform F(T'Q(D)¢) coincides with the one F(P(D)¢), where
Fh(0) = [e 2™ h(y)dy. Recall that F(Q(D)¢)(0) = Q(27if)F(4)(0) for all § € R. Since
T(Q(D)¢) € L1 N Ly by the above results, we have, for all 6,

F(TQ(D)¢)(0) = / e 2o ( / Q(D)o(z —y) f(y)dy) da

:i/(/Qu”Mx—ykZMWE”MJGQM%f@My

_ P(2mif) i
e Q(2rio) (6)(0)
P(2mif)F(¢)(0)

(
F(P(D)¢)(0).

By the Fourier inversion formula, we deduce that TQ(D)¢ = P(D)¢ almost everywhere. By conti-
nuity, we conclude that the equality actually holds everywhere. The proof is now complete. O

In the following, we consider a special class of two-sided matrix-exponential distributions and
obtain the same result as above by elementary calculus.

Example 2.1. Assume the probability density function f in (2.3) is of the form:

ot

XY pinfe Y,y >0,

fly) = Ty (2.5)
Yo amyeh?, y <O,

where 77;Ir and nj_ are positive real numbers, Z;’i? p; + Z;n:(;) gj =1, and pj,q; > 0.
Assume ¢ is in Cg°. Then we have

M(+) o m(_ 0
ot B _
/‘W — o)Wy = pinf / ¢z —y)e M Vdy + Y am; / Bz — y)e"i Yy
j=1 0 j=1 —0o0
m(4) m(_)

—nta v + _ — oo -
=D pnfe / Sy)e™ Vdy + Y apmy e’ / d(y)e " Vdy.
Jj=1 - j=1 x
Note that
d + —niz * nty
gz T)e o(y)e™ Ydy
—njx ’ 5 —nta ’ +
=— n;re n; / d(y)es Vdy + ¢(x) + 77;6 n; / B(y)ei Ydy = ¢(x),
o e

and similarly
d — T o —n.
(= ) [ otwe vy = —oto)

The last equations imply that

(aZ; +771+) (CZ +n$<+)> (;inf) (;{:nm() /rb(x*y)f(y)dy

m) +m<—) d N\ g .
= ; pin; kl;[l (dz — nk> 1_5[# (dz +n; ) ()
m(—) B m4) d N m(—) d B
_ ; q;n; kl;ll <dm + Uk> l:gij (dx - ) o(x). (2.6)



On the other hand, note that

e YdF (y) = e Y fy)dy + eV f(y)dy
Jesarw=[ o [

_ i) pin; Z(’:) PO

(Gt (e QO]
where Q(¢) = [T;27 (¢ + 7)) TI;21 (¢ = nj ) and
m) me) ™) m) me) M)
Zpgn] [H¢=m) II €+nH) qu] I €= [T €+uH).
k=1 I=1,1£] k=1,k+j I=1
From these and (2.6), we obtain that Q(D) [ ¢(x —y)f(y)dy = P(D)¢(x). O

The following theorem tells us how to transform an integro-differential equation into a linear
differential equation whose characteristic polynomial can be easily identified.

Theorem 2.1 Let @ : R — R be a bounded Borel measurable function twice continuously differen-
tiable on some open set G and LO® = h on G for some Borel measurable function h. Given ¢ € N.
Suppose further the coefficient functions a,b,c and the function h are £—th continuously differen-
tiable on G and a(z) # 0 for all z € G. Then we have ® € C**2(G). Moreover, if £ > O (the order
of the polynomial Q in (2.4)), the function ® satisfies the ODE:

Q(D)Ly® + A\P(D)® = Q(D)h
on G. Here Lo®(x) = a(x)®”(z) + b(z)P' (x) + c(x)P(z).
Proof. Recall the density of F is given by the function f. For the representation (2.3) of f, we set

ME)

()
fow) =D B @e v, y>o.

Jj=1

We first show that if ¢ : R — R is bounded and is continuously differentiable in G up to order
k, then [ ¢(z — y)dF(y) is continuously differentiable in G up to order k + 1. By the definition of
F, we have

/(p z —y)dF(y /(b
z/ <z5(y)f(w—y)dy+/yc(><> o(y)f(x —y)dy

M M)

(=),
=p Z/ YR (@ —y)e " ey + Z/ Py — el Ty,

n—m

Since each R§-+) is a polynomial, once expanding it to the form Y " _, dpnx y™, we see that each

e8]
ffoo ¢(y)R§-+) (x — y)e_b;r (*=9)dy can be written as a linear combination of integrals of the form

g [ o vay, (2.7)

Clearly, the term in (2.7) will be continuously differentiable in G up to order k + 1 and hence
T — ffoo ¢(y)R§-+) (x — y)e_b§'+)($_y)dy will be, whenever ¢ is up to order k. Similar results

hold for the integrals f;o qS(y)Rgf)(y — x)eb;i)(wfy)dy. This proves that z — [ ¢(x — y)dF(y) is
continuously differentiable up to order k£ + 1, whenever ¢ is up to order k.



Suppose now a, b, ¢, and h are in C*(G) and a # 0 on G. Rewrite the integro-differential equation

LP = h as ) ) L
a(x) a(x) a(x) (z)

Since the right hand side is continuously differentiable, it follows that ® is C3(G). Recall we have
shown in the above that  — [ ®(z — y)dF(y) will be continuously differentiable in G up to order
k41 if ® is up to order k. Hence, continuing the argument in this fashion, we deduce from the last
equation that ® € C*+2(G).

To complete the proof, it remains to show that, if £ > O,

/ B — y)dF(y) +

Q

QD) [ @~ y)iF() = PD)® o0 G.

(Note that the right hand side makes sense since the order of P < O.)

Recall the operator T in the proof of Proposition 2.1. Let T™ be its adjoint operator, that
is, T*k(z) = [ k(z + y)dF(y). Then T*k(z) = [k(z — y)dF*(y), where dF*(y) = f(—y)dy and
J e~ dF*(y) = P(—£)/Q(—¢€). Therefore, by Proposition 2.1, we have T*Q(D)*¢ = P(D)*¢ for
any ¢ € C°(G). Hence,

(QID)T®, ¢) L, =

Since ¢ € C°(G) is arbitrary and P(D)® is continuous on G, we have P(D)® = Q(D) [ ®(-—y)dF (y)
on G. g

Example 2.2. Consider the integro-differential operator £ given by Lo(x) = %2¢/’(x) +kxd' (z) +
A [ ¢(x — y)dF (y) — Ap(x). Assume that @ satisfy (£ —r)® = 0 in G. By Theorem 2.1, we know
that ® satisfies the following linear differential equation

0=Q(D) (";D2 + kxD — (A + r)z) ®(z) + \P(D)® ()

=Q(D)(kzD)®(x) + [Q(D) <022D2 —(A+ r)I> + AP(D)] ().

Note that
[Q(D) (;ﬁﬂ — O+ 7‘)]> + )\P(D)} (z)

is a linear differential equation with constant coefficients and the order of this equation is O 4+2. On
the other hand, observe that D™ (zD®(x)) = Z;jé (ajz + B;) D’ ®(z) for some constants a; and f;.
In conclusion, ® satisfies a Laplace equation. Namely,

O+2
> (anz +b,)D"®(x) =0 on G, (2.8)
n=0

where a,, b, are constants in C and ap42 = 0. O

Remark. Novikov et al. [24] considered an Ornstein-Uhlenbeck process X with the generator
L in Example 2.2. They assumed that ¢ = 0 and F is an exponential distribution or a uniform
distribution. They were interested in the function ® given by (1.1) for which G = (0,00), r > 0, and
g = 1. By direct differentiation, they transformed the integro-differential equation (£ —7)® = 0 into
a second-order linear ODE which admits known basis functions. Then they plugged in the general
solution into the boundary value problem itself to find the coefficients. O



3 Function ¢ as linear combination of known functions

Recall that X is a two-sided matrix-exponential Lévy process of the form in (1.2) and F is a two-
sided matrix-exponential distribution with a probability density f given by (2.3). Also, given an
open set G C R and a bounded function g on G¢, the function ® is defined in (1.1). To derive an
ODE for @, we first study the regularity of ®.

Notation. Write h € C?([a,b]) if R (z),i = 0,1,2, are continuous on the interval [a,b]. We say
h € C¢([a,00)) if K9 (x),i = 0,1,2, are continuous in [a,c0) and they all converge to zero as z tends
to infinity. Functions in C?((—oo,b]) are defined in the similar way. Write G as the disjoint union of

the intervals:
¢=U 1
qeN
Here each Iq = (agq, bq) is of the largest possible interval contained in G and Q is either of the finite
set {1,2,--- ,n} or N. We write h € H(G) if for every g € Q, h is in C?([ag, by]) if |by — a4| < 00 or
his in C3((aq,by)) if |by — a4 = O

In the following, we set J as the first jump time of X and X; = Xo+ct+ oW, for all t > 0. We
will show in Proposition 3.1 below that ® € C?([a,b]). Without loss of generality, we may assume
that o = 1 from now on up to Proposition 3.1. For in the general case, if we set ®*(x) = ®(ox) for
x € (071a,0~1b), then ®*(x) is the functional in (1.1) with & = 1 and the continuous differentiability
of ®* is equivalent to that of ®.

Lemma 3.1 Let (a,b) C G = E¢ be mazimal (that is, a,b € OF) and of finite length. For every
x € [a,b], we have

inh ( (b — z)y/2(A + 1) + 2
E, [e_TTG;TG <J, X7, = a] = ec(a_r)s (( VA ) (3.1)
sinh ((b —a)y/2(N+7r)+ 02)
and
sinh ( (z — a)y/2(A 4+ 7) + 2
E, [e7"¢7¢ < J, X5, =b] = 07 (( WEA R ) (3.2)
sinh ((b —a)\/2(\+71)+ 02)
and
E, [e7"7¢g(Xrs); 7 = J| = e T [Hy(x) — Ha(w)]. (3.3)
Here,
r= A , (3.4)
2(A+7) + ¢%sinh {(b —a)\/2(A+7r) + 02}
b
Hi(x) :/ dz/dF(y) cosh [(b —a—lz—z))V2A+7r)+ 62} e P(z —y), (3.5)
and
_/bdz/dF Cosh b+a—z—z) 2()\+r)+62} e”P(z —y). (3.6)

Proof. (3.1), (3.2) and (3.3) follows immediately if © = a or b. So, we may assume x € (a,b).
First, we deal with (3.1). Observe that on [rg < J], the first exit of X from E° is caused by
diffusion: 7¢ = p and X, = X, where p = inf{t > 0; X{ ¢ (a,b)}. Also, [r¢ < J] = [p < J].



Hence, by the independence of W and J, we deduce that
E. [T 7q < J, Xr = a] =Eq [e77";p < J, X5 = d]

:/ e MAE, e p < t, X5 =al
0

oo t
:/ Ae”\tdt/ e P, [p € ds, X§ = a
0 0
:/ e~ M [p€ds,XS=a]  (Fubini’s Theorem)
0
—E, [e""7; Xg = .

Equation (3.1) now follows from Formula 3.0.5(a) in [7] page 309. Similarly, (3.2) follows from
Formula 3.0.5(b) in [7] page 309.

To complete the proof, we show (3.3). Observe that J is a stopping time, and by Strong Markov
property of X it follows that

—rra . > — —rJ [ . 3 c <
E,. [6 g(XTG>7TG = J] Ey |:€ q)(XJ Yi)7a < Ogng XS 0<s<J

max X¢ < b}
_ — (A7)t c . : ¢ < c
/dF(y)/dt)\e E, [@(Xt y);a < Orgn;rﬁlth < Orgsaécth < b} ,

by independence of W, J and Y;. If we let J’ be an exponential random variable with mean (A+7)~!
independent of W and Y7, the last equation can be written as

E; [e799(Xrg); 76 2> ]

A

Zm/dF(y)Ez [‘I)(XJ, —y);a< min X¢ max X< b} (3.7)

0<s<J’ 0<5

Using the density of P, [a < mins< X¢ < maxs<y XS < b, X§, € dz] given by Formula 1.15.6 in [7]
page 271, equation (3.3) now follows from Fubini’s Theorem. The proof is complete. O

Tt is clear from Lemma 3.1 that the functions on the right hand side of (3.1) and (3.2) are both
in C%([a, b]). To have the one on the right hand side of (3.3) also in C?([a,b]), we need the following
lemma.

Lemma 3.2 Let (a,b) be given as in Lemma 3.1. The function

x) = /ab dz/dF(y)eClz*"”‘ecsz(z )

is in C2([a,b]) for any constant C € R.

Proof. Write

/ dz/dF @=2)ec2 P (z—y)+ / dz/dF )eCE=D =P (2 —y), whenever z € [a, ).

On the other hand, a slight modification of [25] Proposition 2.5 Chapter 2 shows a convolution of
an L1 (R) function with a bounded function is continuous. So, by the facts that F' has a density and
® is bounded, we deduce that Hy is differentiable on (a,b) and its first order derivative is given by

0/ dz/dF )= D(z — y) c/ dz/dF )eCET e D (2 — y).

Similar argument shows the left and right hand derivatives of ® at b and a exist and are given by the
right hand side of the last equation with z = b and a, respectively. This gives first order regularities.
The proof of second order regularity of ® follows the same as that of the first order one, and we
omit the proof.



Proposition 3.1 The function ® defined in (1.1) is in H(G).

Proof. Let I be a maximal interval in G. Assume [ is unbounded above. Assume without loss
of generality the left hand boundary is 0. Then by following exactly the same argument as in [12]
Theorem 2.1, ¥ satisfies the integral equation (2.8) in [12]. Since the subsequent proof of regularities
of ® on I depends only on this functional equation instead of on ® itself, it is clear that ® € C2(I).
If I is unbounded below, the same result follows by considering the dual process of X.

We consider the case that I = (a,b) is bounded. First, for « € [a, b], write

®(z) = g(a)E, [T 76 < J, Xrg = a]+g(W)E, [e777% 16 < J, Xpo = b|+E, [e709( X, )i Ta > ]

Then by Lemma 3.1, it suffices to show E. [e7""¢g(X,,);7¢ > J] € C?([a,b]). Observe that since

coshz = <= H, € C?([a, b]). In addition, using Lemma 3.2, H; € C%([a, b]). It follows from (3.3)

that E. [e7""¢ g(X,,);7¢ > J]| € C?([a,b]), and the proof is complete.

O

To write down the integro-differential equation for @, note that, for every £ € iR, we have
E [e$%1] = (), (3.8)

where ,
0(0) = G+ e+ A [ e ap) -

(¢ is called the Laplace exponent of X.) Under the assumption of the distribution F', the Laplace
exponent 1 can be written as the form

2
YO = T+ MO - A, EeiR (3.9)

Here 1 (€) = [e %Y f(y)dy = % by (2.4). As noted before, the right hand side of (3.9) is actually

a rational function on C with a finite number of poles in C\iR. Accordingly, we consider 1 and
on C as analytic functions except at the poles in C\iR. Besides we put

R(C) = Q(O)(¥(¢) — ). (3.10)

On the other hand, the infinitesimal generator £Lx of X has a domain containing CZ(R) and for
any h € C3(R),

Lxh(r) = %h”(:ﬂ) +ch/(z) + )\/h(x — y)dF(y) — Ah(x). (3.11)
(For details, see [4].)

Let Z = (p;;1 < j < m) be the distinct zeros of ¥(¢) — r and each p; be a zero of multiplicity
m; of Y(¢) —r. If m; =1 for all j, then Z is said to be separable. In terms of these p;, we show
below that the function @ is a linear combination of known functions.

Theorem 3.1 Assume G is an open set and g is a bounded Borel measurable function on E = GC.
Then the function ® defined in (1.1) is infinitely differentiable on G and R(D)® =0 on G. (R({)
is the polynomial defined in (3.10).) Moreover, on each mazimal open interval I, = (aq,by) in G,
we have

m

P(x) = Z Qi(w)e . (3.12)

j=1

Here, for every1 < j <m, Q;’(z) is a polynomial of degree less than m;. In particular, if Z is separa-

ble, then Qf(x) = QF are constants. (The polynomial vector Q = (Q%, Qy---,QL ---.Q%---,Q1, -

is called the coefficient vector for the solution ®.)

10
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Proof. By Proposition 3.1, the function ® is in H(G). So, by Theorems 4.1 and 4.2 in [12] (see also
[9]), we obtain that ® is a (strong) solution of the integro-differential equation (£Lx —r)®(z) =0 in
G. Then the first part of our results follows from Theorem 2.1. As for the second part, note that the
zeros of ¢(¢) —r coincide with those of the polynomial R({) defined in (3.10), counting multiplicity.
Since R(D)® = 0 in G, by standard ODE theory (see [15] Theorem 2.32 and Theorem 2.33), the
result follows. O

Remarks. (a) If I, = (a4, 00), we obtain, by Proposition 3.1, that ®(z) — 0 as 2 — oo. Hence
Qi (x) = 0 whenever Rp; > 0. Similarly, if 7, = (00, b,), then Qf(z) = 0 whenever Rp; < 0. To fix
an idea, we say that a polynomial vector Q = (Qi, Q%, e ,Q,ln, Q1 QL - ) satisfies the
vanishing condition if Q% = 0 whenever I, = (ag4,00) (I; = (—00,b,), respectively) and Rp; > 0
(Rp; < 0 respectively).
(b) The equation R({) = 0 is exactly the same as the modified Cramér-Lundberg equation (31)
from [19] when the latter equation is translated using our present notations.
(c) In [19], the author considered the case that G = (0,00) and g(y) = e*¥1,<¢ and searched for
partial eigenfunctions ¢ of the form (3.12) with the boundary condition ¢ = g. In other words, ¢
satisfies the equation (Lx — r)¢(z) = 0in G and ¢ = g in (—00,0). See also [20] for related work.
([

We close this section by stating the uniqueness of solutions for the boundary value problem.

Theorem 3.2 Let ¢ = g on E = GC, ¢ € H(G), and (Lx — r)p = 0 in E°. Then ¢(zx) =
E,[e7""g(X,)] for all z € R.

Proof. The proof is the same as that of Proposition 4.1 in Chen et al. [11] if one replaces Ry by
E¢, and we omit the proof. O

4 Integro-differential equation as sifter

We have seen in Section 3 that for every open set G C R and every bounded measurable function g
on E =GP, the function ® in (1.1) satisfies a linear ODE with constant coefficients and hence has a
known functional form. However, unlike the standard ODE problem, we do not have the knowledge
of boundary conditions of higher order derivatives, and hence the coefficient vector @ for ¢ cannot
be solved by the classical ODE method. On the other hand, we have seen from Theorem 3.2 that
the integro-differential equation together with the function g on F, is sufficient to uniquely identify
the solution. A natural question arises: what can we exert from the integro-differential equation
to attain such a goal? We consider a special class of matrix-exponential distributions. We derive
its corresponding system of linear equations for @ which determines uniquely @ by the uniqueness
theorem.

Throughout this section, we assume the jump-size density function f of X is a two-sided general-
ized hyper-exponential distribution, that is, fi and fo in (2.3) are linear combinations of exponential
distributions. Then we can write f as follows :

fly) = ij|77j|€_njy[>(1(j)1y>o +x2(i)1y<ol;  yeER (4.1)
=1

Here p = (p1,--+ ,pm) Is a vector(not necessary a probability vector) such that > " p; = p > 0,
Zﬁmoﬂpi =qg>0and p+q=1. Also (51, -+ ,9m) € (0,00)™ x (—00,0)™ ™ has distinct
entries, and x; and x» are two indicator functions on integers: x1(j) = 11,... .mo}(J) and x2(j) =
Lmo+1,-,m}(j). We assume further that the zero set Z of 1(z) — r is separable. (This is true if p
is a probability vector. See, e.g., [3] and [23].) It follows from Lemma 1.1(b) of [22] that there are
mo + 1 distinct roots, say, {p;,1 < j < mg+ 1} in Z with Rp; < 0. In addition, by considering the
dual process —X, there are m —myg + 1 distinct roots {p;,mo +2 < j <m+2} in Z with Rp; > 0.
Since Z is separable, the coefficient vector @ is a constant vector. Moreover, the vector @ satisfies
the vanishing condition, i.e. , if —0o = aq < by < 0o, then Qf =0 for k =1,2,--- ,mo + 1, and if
—00 < ag < by = 00, then Qf =0 for k =mo +2,--- ,m+2.
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Given a candidate constant vector @ which further satisfies the vanishing condition if G is
unbounded. Define a function ¢ : R — R by

g(x) ifrek,
o) ={ § S grens, ifacTgcn (12)

Assume further that the candidate vector @ is chosen well so that ¢ satisfies
(Lx —7r)p=0o0n G.

In the following, we will show that ) satisfies a system of linear equation which contains sufficient
information to uniquely identity Q.
Fix I; = (aq, by) for some ¢ € Q and z € (aq,by). We have

m—+2

0=(Lx —1) Z Q" { ph o — (A +r } + A/eb —y)dy. (4.3)

[ ot st =y = ( Lt Lot ambq)) Bw) — )iy,

Let us compute the three integrals on the right hand side of the last equation. Firstly, since
¢ =gon E and z € (a4, by), we obtain

/E b(y) f(w —

Write

g) f(z —y)dy

pjlnsle"® <xl<j> / ) / >g<y>ewdy. (4.4)
(—o00,aq]NE EN(bg,00)

1

J

Secondly, we have

/Ec\m,bﬂ” vy dyZ/ab'¢ f(z — y)dy

q'#q
m m—+2
= e~ + ( (mj+pr)by _ o(njter)ag ) (45
;pﬂml bg x2(j ; Z P (4.5)
And finally,
| st - iy
(agq;bq)
m+2 m+2 —aq
=Y« / 1Sz =iy = 3 Qe | ety
m+2 —aq 0
_ Z Qe ijm] <X1 / +X2(j)/ ) ) e~ (Pktni)y gy
Z—bq
m+2 m
_ Z Queres S Pilnil [Xl(j) (1 _ e—(pkw)(w—aq)) + o)) (e—<pk+m><w—bq> _ 1)]
— =1 PE +
= psl] =
*Z Qqepkx pJ+Jn bats *Zpﬂmle b Z Py (f L()eta P g g ()l )
j j

(4.6)
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Write for 1 < j < m,

Q! [—x1(j)etalPrtni) 4 o (j)ebalertni)]

9 ; pr +1;
‘ ‘ Q‘I/ eMitor)by _ o(nitpr)ag
W) Y e Y ) L )
by <ag by<a,s Pk 1)

where C? is a row vector with obvious entries. Observe in the present case, the Laplace exponent
of X is given by

2 .
6O = G retr D P ) ) A

¢

Jj=
Summarize (4.3) and the decompositions (4.4), (4.5) and (4.6) of [ ¢(y)f(z — y)dy. We derive that
(Lx —r)é(x), which is equal to 0, is the sum of the following two identities:

m+2

S Qe (w(pr) — 1)
k=1

and

ASopilnle ™ |1+ () [ ) [ sendy| . (48)
=1 (—o0,aq]NE EN[bg,00)

Since ¥ (pr) — r = 0 for all k, we deduce that (4.8) is equal to zero. Further, by comparing the
coefficients of e7"* (1 < j < m) and combining the conditions of ¢ on OF, we obtain a square
system S, of linear equations. Its form is given below according to the type of I,.

Case 1: —oc0 < a4 < by < 0o. We have m + 2 equations given by:

ciQ a9y, 1< <mo,

C?Q == fEm[bq,oo) g(y)e"ivdy,  mo+1<j<m, (4.9)
PR gfa) |
g1 Qe = g(bg).

Case 2: —00 < aq < by = co0. (Note that Qf = 0 for k = mo +2,mg + 3---,m + 2 by vanishing
condition.) We have mg + 1 equations given by
ciQ . == f(_oo,aq}mE g(y)em¥dy, 1< 5 < my,
P Qe = glag).

Case 3: —o00 = a4 < by < oo (Note that Qf =0 for k =1,2,--- ,mg + 1 by vanishing condition.)
We have m — mg + 1 equations.

(4.10)

C;]Q == fEﬂ[b ,00) g(y)enjydy, mo+ 1< .7 <m,
m+2 9okby  — (b a (4.11)
Zk:m0+2 k€ = g(by)-
We will write the system S = {S;,¢ € Q} in matrix form:
S:CQ=V(g) (4.12)

where C is the k X k— matrix with obvious entries and V' (g) is a k-dimensional column vector that
can be read off from the right hand sides of (4.9), (4.10), and (4.11). Here the positive integer k is
defined by

Q|- (m + 2), if G is bounded,

1 (19 —1)-(m+2)+mg+ 1, if G is bounded below but unbounded above,
(1Q-1)-(m+2)+m—mo+1, if G is bounded above but unbounded below,
(1Q-2)-(m+2)+m+2, if G is unbounded both above and below.

We summarize our results as follows.
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Proposition 4.1 Given a candidate vector Q that always satisfies the vanishing condition if G is
unbounded. Define the function ¢ for Q by (4.2). If (Lx —r)d = 0 on G, then the vector Q satisfies
the system of equation S in (4.12). Conversely, if the vector Q is a solution of the system S in
(4.12) for a given bounded function g on E, then the function ¢ satisfies the equation (Lx —r)¢p =0
on G.

Proof. By the above argument, one observes that (Lx — r)¢(x) is equal to the identity in (4.8).
Our results follows directly from this observation. |

Theorem 4.1 For every open set G C R and every bounded measurable function g on E = R\G,
the system of equation S in (4.12) has a unique solution @Q that satisfies the vanishing condition if
G is unbounded. Moreover, on each mazimal open interval I, = (aq,bq) in G, we have

O(z) =E, [e " g(X,y)] = Z Qleri. (4.13)

Proof. Let G be an open set in R and g a bounded measurable function on £ = R\G. By
Theorem 3.1, the function ®(x) = E,, [e~""9 g(X,)] is of the form in (4.2) and satisfies (Lx—7)¢ =0
on G. It follows from Proposition 4.1 that the coefficient vector @ for ® is a solution of the system
S in (4.12). Furthermore, by the remark after Theorem 3.1, the vector @ satisfies the vanishing
condition if G is unbounded.

To prove the uniqueness property, we assume that P is another solution of the system S in (4.12)
satisfying the vanishing condition if G is unbounded. Define the function ¢ for P by (4.2)(with Q?
replaced by P;I) Note that ¢ = ® on E. By Proposition 4.1 and then Theorem 3.2, we ob-
tain (Lx —r)¢p = 0 on G and ¢ = ® on G. That P = @ is due to the linear independence of
{er*,1 < i < m+ 2} on each maximal interval I,. This prove the first part of the theorem. The
second part follows directly. (I

Remark. (a) Consider the case that || < co. Then, C is an invertible matrix, and we can find
the vector Q by setting Q = C 'V (g).

(b) It is interesting to compare Theorem 4.1 with Theorem 1(iii)-(iv) of Jacobsen [19]. For related
works, see Jacobsen and Jensen [20] and Novikov et al. [24]. O

In the following example, we consider the two-sided exit problem. We note that when X is a
spectrally negative Lévy process, formulae for solutions of ® for special functions like g(x) = 1,<q
and g(z) = 1> are available in terms of the scale function. See Kyprianou [21] for details and
remarks on the history of these formulae.

Example 4.1. Consider the case that G = (a,b), where —0co < a < b < oo. Then for every
bounded measurable function g on GE, we have, for z € (a,b),

m+2
O(z) =E, [e_TT(“»b)g(XT(avb))] = Z Qe".
j=1

Here the constant vector Q@ = (Q1,Q5, -, Q,,, ) is the unique solution of the following system of
linear equations:

(4.14)

T2 QuLi—ebrr = g(b) + e~ [ gy)n;eivdy, me+1<j<m+1,

+2 —an: ) .
{ he1 Qupet =gla) —e™ J e aymienvdy, 0 < j < m,
Pr+M;

where we set 79 = Nm+1 = 0.
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Indeed, the system of equation (4.9) reads:

m+2 a
Z Qs pr + 77; e = _/ g(y)e™dy, 1< j<mo, (4.15)
k=1 e
m—+2 0o
Z Qr eblpetng) — _/ g(y)e"Vdy,  mo+1<j<m, (4.16)
- PR b
m+2
3 Qe = g(a), (4.17)
k=1
m—+2
S Qe = g(b). (4.18)
k=1

For 0 < j < my, to get the equation in (4.14), we first multiply both sides of (4.15) by nje= "¢
and then adding the resulting equation and (4.17). One may obtain (4.14) for mog+1<j<m+1
similarly. O

In the example below, we write down explicitly the system of equations S in (4.12) when G is a
union of two disjoint bounded intervals.

Example 4.2. Consider the case that G = G1 U Ga, where G1 = (a,b), G2 = (u,w), and —co <
a <b<u<w< oo. Then for every bounded measurable function g on G*, we have, on each G;,

m—+2

B(x) = Bale 70 g(Xrg)] = Y Qfel™.
j=1

Here the constant vector Q = {Q;,i =1,2,1 < j < m+ 2} is an unique solution of the following
system of linear equations:

m+2 Qk karn ek = g(a) — e~ i f_ njenivdy, 0<j<mg,
m+2 J —bnj w w )
L [Q 2 l’k+773 - Q3 npﬁ_m (e (Pk+77.7) — eulprtng))] |
g(b) + e M f(b7u)u(w,oo) (y )njeﬂjydy, me+1<j<m+1, (4.19)
m e i ) . .
+2[C2k Pk+77 evPk + Qi%(eb(ﬂk-‘rm) _ ea(Pk-i-m))]
fg( ) —e "M f( cona)U(bu) I g(y)n;em¥dy, 0<j<mg,
iy Qk SLiewr = g(w) + e~ [ g(y)ngenvdy,  mo+1<j<mt 1.

Here we set 79 = 141 = 0. (By similar arguments as in Example 4.1, we get the above system of
equations from (4.9).) O

5 An application: pricing perpetual callable coupon bond

To illustrate our results in Section 4, we consider an application to bond pricing. For another
two-sided exit problem applied to perpetual American strangles, see Boyarchenko [10].

It is commonly stipulated in a bond covenant that the bond will be redeemed for recapitalization
purpose if the firm value is above a certain level. In this case, in addition to the common practice of
taking into account the recovery at default in corporate bond pricing, one should also consider the
recovery at redemption prior to default. This modeling of corporate bonds is well recognized and
discussed in, for example, Black and Cox [6] and Goldstein and Leland [17].

We assume that the firm asset value is a jump diffusion whose logarithm is the one considered
in Section 4. We will give explicit solution of a risk neutral price of a perpetual corporate bond for
which both the default and redemption of bond are possible given two deterministic boundaries.

We also assume the existence of a constant risk free rate r > 0 for all maturities. Let Q be an
equivalent martingale measure such that the firm’s asset value takes the form

V,=eXt,  t>0.
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Here X, if Vp = 1, is the process considered in Section 4, namely, X is given by (1.2) whose jump
pdf is given by (4.1). Then by the definition of the family (P;), Q = Piog(v;)-

Assume the management decides to follow the upward capital structure strategy throughout
time (see [17]). That is, at time 0, the firm chooses two thresholds V) and V{} satisfying V) < V, <
Vg and issues a perpetual callable coupon bond whose covenant specifies

(1) The life time of the bond ends if either of the following events occurs:

a e firm asset value falls outside , at 7 by crossing the upper boundary V;;. Then

The fi t value falls outside (V2, V) at 71 b ing th boundary V9. Th
recapitalization takes place, and the bond is called at a time-inhomogeneous callable price
K.

(b) The firm asset value falls outside (V,V}9) at 7> by crossing V. Then the firm declares
bankruptcy, and liquidation occurs. The bondholder takes over the firm and receives the
remaining value of the firm. However, a fraction « of the remaining firm value is lost due
to bankruptcy costs.

(2) The bond pays a constant coupon rate C' > 0 up to the life time of the bond.
Under the given risk neutral probability measure Q, the no-arbitrage price of the corporate bond is

given by

T1NT2
D(‘/b) = ]Elog Vo l:/ C<1 - Tp)e_rtdt:| + Elog Vo [./g\(VT1/\Tz)6_TTlA7—2] ’ (51)
0
where 7, is the personal tax rate and

-~ _ (1—0[)y, lfySV[?a
g(y)_{ K, if y > V0.

Set © = logVy. Recall that V; = eXt, and set 7¢ = inf{t € Ry; Xy ¢ G}, where G =
(log V2, log V). Then 7¢ = 71 A 72, and the components of the bond price (5.1) can be written

as
[/ C(l—mp)e _”dt} C( o) (1-E;[e7"]) (5.2)
E, [(1=a)Vee ™ 1(m < )] = (1 - a)E, [e779e X0 1y iy ] (5.3)
and
E[Ke"™1(ry < 11)] = KE, [e*”ﬂ X lo Vg} . (5.4)

We use the result in Section 4 to give explicit solution for D(Vp). For every bounded Borel
measurable function g on G¢, we have, by Theorem 4.1,

m—+2
O(x) =Eu[e "0 g(Xs0) = > Que”, x € (logVy,log V) (5.5)

for some constants Q. Moreover, (4.14) implies that the constant vector Q@ = (Q1,Qq, -, Q,,+2)

satisfies the following system of linear equations:

(5.6)

log V ) .
D Qkpkm (VD) = glog V) — (VD)™™ [Z57F gly)neivdy, 0 < j < mo,
Zm+2 Qk Pk+771 (VUO) - g(log VUO) (VUO flog V0 g y)njenjydya mo + 1 < .7 <m+ 1.

Here we set 79 = m+1 = 0. Consider @ as a column vector. We rewrite the system (5.6) in matrix

form:
DQ =U(g) (5.7)

where D is the (m + 2) x (m + 2) matrix with the entries given by

{ Le_(VO)Pr i 0 < j <mg,1 <k <m+2 58)

Ll (179)Pr ifmo+1<j<m+1,1<k<m+2’
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and U(g) is the column vector with component U(g); defined by

_p. rlogV? y . .
U(g),; — 49008 VE) = (Vi)™ S mg()envdy 0 < j < mo (5.9)
9(10g V) + (V)™ figgvg nigw)e™¥dy  if mo+1<j <m+1.
If we set
gl(y) =1, QQ(y) = eylyglog Ve and 93(y) = lyzlong‘}?
we have
C(1-r
w=- U=y, 4 (10U + KU
Cl-m) ( o 1 0 1 0 )
=— 1,0,---,0,1)+ (1 —«) [V}, Vi, Vvy,0,---,0 +K(0,---,0,1
o) V=) (Ve oo VEee gV ( )
C(l—m1p) 0o l—a_, l—a _, C(l1—m1p)
=-——* >+ 1 -a)Vy,———V7, -, Vy3,0,---,0,——F + K ).
( , ( CV)L771_~_1L 77m0+1L ,

Write M for the inverse matrix of D. It follows from (5.1) that the price of the callable coupon
bond is given by the formula

cd-m) + (MW)"ef(z) (5.10)

r

D(Vo) =

where x = log V) and ef(x) = (e”*®,- .. ePm+2%). Therefore we obtain an explicit formula for the
price of a perpetual callable coupon bond.
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