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BARRIER OPTIONS AND TOUCH-AND-OUT OPTIONS UNDER
REGULAR LEVY PROCESSES OF EXPONENTIAL TYPE
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We derive explicit formulas for barrier options of European type and
touch-and-out options assuming that under a chosen equivalent martingale
measure the stock returns follow a Lévy process from a wide class, which
contains Brownian motions (BM), normal inverse Gaussian processes (NIG),
hyperbolic processes (HP), normal tilted stable Lévy processes (NTS Lévy),
processes of the KoBoL family and any finite mixture of independent BM,
NIG, HP, NTS Lévy and KoBoL processes. In contrast to the Gaussian case,
for a barrier option, a rebate must be specified not only at the barrier but
for all values of the stock on the other side of the barrier. We consider
options with a constant or exponentially decaying rebate and options which
pay a fixed rebate when the first barrier has been crossed but the second
one has not. We obtain pricing formulas by solving boundary problems for
the generalized Black—Scholes equation. We use the representation of the
g-order harmonic measure of a set relative to a point in terms of the
g-potential measure, the Wiener—Hopf factorization method and elements of
the theory of pseudodifferential operators.

1. Introduction. Various aspects of pricing of barrier options and touch-
and-out options have been considered in a number of papers and books [see,
e.g., Rubinstein and Reiner (1991), Wilmott, Dewynne and Howison (1995),
Musiela and Rutkowski (1997) and Ingersoll (2000) and the bibliography therein],
but to the best of our knowledge only Gaussian processes have been al-
lowed.

In this paper, we consider the case when the returns X; = In S; on the stock S;
follow a Lévy process from a wide class of processes, which we introduced in
Boyarchenko and Levendorskii (1999, 2000) under the name generalized truncated
Lévy processes. In a recent paper, in which a generalization of the class for Feller
processes is developed, Barndorff-Nielsen and Levendorskii (2001) suggest a new
name, “regular Lévy processes of exponential type” (RLPE), and so we will use
the new name. (The second author thanks A. N. Shiryaev for pointing out that the
old name was noninformative.)

If the Lévy process is neither the Brownian motion nor the Poisson process,
the market is incomplete. According to the modern martingale approach to
option pricing [see Delbaen and Schachermayer (1994, 1998) and references
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therein], arbitrage-free prices can be obtained as expectations under any equivalent
martingale measure (EMM), which is absolutely continuous w.r.t. the historic
measure. We assume that the riskless rate r > 0 is constant, and an EMM Q is
chosen so that, under Q, X is an RLPE, and we derive explicit formulas for the
prices of barrier options on the stock with one fixed barrier and touch-and-out
options. In forthcoming papers, we will consider cases of time-dependent barriers
and double barrier options [the latter are considered in, e.g., Geman and Yor
(1996)].

Notice that, in contrast to the Gaussian case, a rebate (if any) must be specified
not only at the barrier but for all values of the stock on the other side of the
barrier, the reason being that trajectories of a non-Gaussian Lévy process are
discontinuous. In particular, we calculate the value of an option with the constant
or exponentially decaying rebate; our general formulas give also explicit formulas
for options which pay a fixed rebate when the first barrier has been crossed but the
second barrier (situated farther than the first one) has not. We also consider touch-
and-out options; they can be considered as barrier options with constant rebate and
zero terminal payoff, so the treatment is essentially the same (and even simpler).

The class of regular Lévy processes of exponential type contains, in particular,
Brownian motions (BM), normal inverse Gaussian processes (NIG), normal
tilted stable Lévy processes (NTS Lévy processes), hyperbolic processes (HP),
generalized hyperbolic processes (GHP), truncated Lévy processes (TLP) and any
finite mixture of independent processes of these model classes. Not only BM,
but the other mentioned processes as well have been widely used to describe the
behavior of stock prices in real financial markets.

Hyperbolic processes were constructed and used by Eberlein and co-authors
[Eberlein and Keller (1995); Eberlein, Keller and Prause (1998); Eberlein and
Prause (1998)]; hyperbolic distributions were constructed by Barndorff-Nielsen
1977).

Normal inverse Gaussian processes were introduced by Barndorff-Nielsen
(1998) and used to model German stocks by Barndorff-Nielsen and Jiang (1998);
in Eberlein and Prause (1998) and Eberlein (1999), generalized hyperbolic
processes were constructed, which contained NIG and HP as subclasses.

The class of NTS Lévy processes was introduced in Barndorff-Nielsen and
Levendorskii (2001) and studied in Barndorff-Nielsen and Shephard (2001); it
contains NIG as a subclass.

Truncated Lévy processes constructed by Koponen (1995) were used for
modeling in real financial markets by Bouchaud and Potters (1997), Cont,
Potters and Bouchaud (1997) and Matacz (1997); a simple generalization of
this family was constructed in Boyarchenko and Levendorskii (1999, 2000) (the
generalization was needed since the probability distributions of Koponen’s family
have tails of the same rate of exponential decay whereas, in real financial markets,
the left tail is usually much fatter). We will call this generalization the KoBoL
family. [Later the KoBoL family was used by Carr, Geman, Madan and Yor
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(2001) under the name CGMY-model.] Earlier, noninfinitely divisible truncations
of stable Lévy distributions had been constructed and used to model the behavior
of the Standard & Poor 500 Index by Mantegna and Stanley (1994, 1997).

In the name of the class under consideration, of exponential type means that tails
of PDF are exponentially decaying, and regular indicates that generators of these
processes enjoy very favorable features from the point of view of the theory of
pseudodifferential operators (PDO); roughly speaking, regular Lévy processes are
the best class one can find if the Brownian motion is not available. [We recall the
definition of PDO in Section 2; for basic facts of the theory of PDO, see Eskin
(1973) and Taylor (1981).] This is important since the PDO technique is very
powerful. We applied it in Boyarchenko and Levendorskii (2000, 2002), where
we obtained explicit analytical formulas for perpetual American options, showed
that the smooth fit principle failed in some cases and suggested a substitute for it.
Later, Mordecki (2000) obtained pricing formulas for perpetual American puts and
calls by using the probabilistic technique, but without explicit analytic formulas for
processes observed in financial markets; his method allows one neither to notice
the failure of the smooth fit principle nor to suggest a substitute for it.

By using the Dynkin formula, we reduced the optimal stopping problem to a
free boundary problem; to solve the latter, we used the Wiener—Hopf factorization
technique in the form of Eskin (1973). In this paper, we use the representation
of the g-order harmonic measure of a set relative to a point in terms of the g-
potential measure to reduce the pricing problem to the corresponding boundary
problem for the generalized Black—Scholes equation; the latter is solved by means
of the Wiener—Hopf factorization technique, the Fourier transform and the theory
of PDO, and in the end we obtain explicit pricing formulas for barrier options and
touch-and-out options.

The pricing formulas are expressed in terms of the factors in the Wiener—Hopf
factorization formula, and hence can be expected to hold for variance Gamma
processes (VGP) used by Madan and co-authors in a series of papers during the
1990s [see Madan (1999), Madan, Carr and Chang (1998) and the bibliography
therein], but the analytical formulas for the factors and some technical details of
the proofs are invalid for VGP.

Notice that if X is a process of any of the classes listed above, it belongs to
the same class under the Esscher transform of the historic measure, which was
used, for example, by Madan and co-authors and Eberlein and co-authors. In
Boyarchenko and Levendorskii (1999) we have shown that if X is an RLPE, then
it remains a regular Lévy process of exponential type under EMM’s from a wide
class. This justifies our standing assumption below that X is an RLPE under a
chosen EMM.

The reader may decide that our technique is too heavy for the relatively
simple case of Lévy processes, when one can obtain many results by using the
fluctuation identities and simple tools from complex analysis (we are grateful to
the anonymous referee for bringing this fact to our attention), but our main concern
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is to introduce a general scheme which can be applied not only in the case of
one-dimensional Lévy processes but in the multidimensional case and in a much
more general situation of Lévy-like Feller processes [cf. Barndorff-Nielsen and
Levendorskii (2001), where approximate pricing formulas for European options
have been derived]. The Wiener—Hopf method in the form common in the theory of
boundary-value problems for PDO [see Eskin (1973)], which we use here, admits
straightforward generalization to the multidimensional case, and the methods of
Barndorff-Nielsen and Levendorskii (2001) and the present paper taken together
will produce approximate pricing formulas for barrier options under Lévy-like
Feller processes, with possible applications to interest-rate derivatives. We plan
to study these possibilities in the future. In addition, the formulas which our
method gives are convenient for developing much simpler approximate formulas
for touch-and-out options and some barrier options; the corresponding results will
be published elsewhere.

The plan of the paper is as follows. In Section 2, we reduce the pricing problem
of a contingent claim to the corresponding boundary problem for the generalized
Black—Scholes equation and give the scheme of the solution of these problems
for some barrier options and touch-and-out options. Notice that this part admits a
generalization to the case of a strong Markov process with absolutely continuous
g-potential measure, and constructions in the rest of the paper can be modified and
used in the case of Lévy-like Feller processes introduced in Barndorff-Nielsen and
Levendorskii (2001), the difference being that here the infinitesimal generator of
the (Lévy) process is a PDO with constant symbol (i.e., the symbol depends only
on the dual variable), and the infinitesimal generator of a Lévy-like Feller process
is a PDO with nonconstant symbol (i.e., with a nontrivial dependence on the state
variable). If the symbol depends appropriately on a small (and/or large) parameter,
the PDO technique allows one to derive and prove approximate formulas for
solutions of boundary value problems for PDO with nonconstant symbols, when
complex analysis alone does not suffice.

In Section 3, we give the definition of regular Lévy processes of exponential
type and examples, and discuss the main properties of the “generalized Black—
Scholes operator” on the real line. In Section 4, we obtain explicit formulas for the
factors in the Wiener—Hopf factorization formula and obtain necessary estimates.
We also give formulas (in terms of PDO) for the solutions of the boundary
problems which are needed in Sections 5 and 6, where we explicitly calculate
prices of touch-and-out options and barrier options, respectively. Section 7
concludes, and in the Appendix we prove some auxiliary technical estimates.

2. Pricing of contingent claims and boundary problems for generalized
Black-Scholes equation. Consider a model market of a bond yielding the
riskless rate of return r > 0, and a stock, for which price at time ¢ is denoted
by S; = exp X;. We assume that X = {X;} is a Lévy process under a chosen
equivalent martingale measure Q on a filtered probability space (2, F; (¥7); P)
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satisfying the usual hypotheses. Let L := Lg be the infinitesimal generator of the
transition semigroup of {X,} under Q. Consider a contingent claim; its price at
time ¢ we denote by f (¢, X;). Denote by C the continuing observation region for
the claim; for example, for a down-and-out option with expiry date 7" and barrier
H=¢", @ = (h, +00) x (—00, T). By analogy with the initial Merton—Black—
Scholes approach, we derive the equation (generalized Black—Scholes equation),
which the function f obeys on €, and by adding appropriate boundary conditions,
which specify a given claim, we obtain a well-posed problem. By solving the
problem, we find f (¢, X;), the price of the contingent claim. Though the setup
is similar to the initial one, the technique differs significantly at some steps since
we no longer live in the Gaussian world; in particular, it is simpler to use not the
It6—Meyer formula but the relation between the generator of the process and the
resolvent, and it is necessary to use the Wiener—Hopf factorization method; the
representation theorem for analytical semigroups [see Yosida (1964)] can be used
to simplify some technical details. At the same time, the technique we use here
produces answers in the Gaussian case as well.

2.1. Reduction to boundary problems for the generalized Black—Scholes equa-
tion. Let X be an n-dimensional Lévy process. Introduce an n + 1-dimensional
process )A(t = (X;,t) on the state space E=R" x (—o00, T]; its generator is
I = 0, + L. Set B := E \ C, and notice that, for X ; € B, the value of the contin-
gent claim is specified by the contract: f (X)) = g(f( +), Where g()A( ¢) is the payoff
(including rebate). Let T be the hitting time of B. If the contingent claim price is
a local martingale under Q, we must have

@.1) f@& =E e Tag(Xp))]-
[Here X = (x, 0).] By comparing (2.1) with Dynkin’s formula

- y n n N , n
(2.2) f(X)=E* [/ ? e "(r— L)f(X;)dt} + Ex[e_’TBf(XTé)],

0

one is tempted to conclude that f solves the following boundary value problem:
(2.3) (r—L)f(®) =0, fee,
(2.4) f&) =gQX), X eB.

By returning to the variables (x,?), we can rewrite (2.3)—(2.4) as a boundary
problem for the generalized Black—Scholes equation:

(2.5) @ +L—-r)f(x,1)=0, (x,1)eC,
(2.6) f,t)=g(x,1), (x,t) € B.

Usually, one writes (2.6) as a pair: the terminal condition and the boundary
condition. For instance, for a down-and-out call option with expiry date 7T, strike
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price K, barrier H and without a rebate, (2.6) turns into the following pair:
2.7 fx, T)y=(e"—K)4, x>1InH,
(2.8) fx, 1) =0, x<InH, t<T.

Suppose, one can show that a solution f to the problem (2.3)-(2.4) in an
appropriate function class exists and that the f is unique and sufficiently regular
that Dynkin’s formula applies to the f; then we conclude that the f is the
contingent claim price we look for. However, it not easy to realize this program
even in some cases when an explicit analytical formula for the f can be obtained,
and therefore it is advisable to have a general result which enables one not to be
bothered with the verification problem.

We work with RLPE’s, and it is easily seen from the definition of RLPE,
which we give in Section 3, that the transition density of an RLPE X is
absolutely continuous. Then the g-potential measure of the process X is absolutely
continuous (the verification is straightforward), and therefore, in the case of RLPE,
the reduction of the calculation of the price (2.1) to the solution of the boundary
problem for the generalized Black—Scholes equation is justified by the theorem in
the next subsection.

2.2. Reduction to the stationary Black—Scholes equation. In this subsection,
X is an n-dimensional Lévy process with absolutely continuous potential mea-
sures, which means that its ¢-potential operators (resolvent operators) U9,

o0
vifw =g [T e,
0
admit the representation

vif = [ =0 dy,

where v? is nonnegative and measurable. One says that X satisfies the (ACP)-
condition [see Sato (1999), page 288].

Let B C R" be an Fj -set [for the general definition, see Sato (1999), page 279;
for our purposes, it suffices to notice that Borel sets are Fi;-sets], and let 7 be the
hitting time of B by X. For g € Lo (B), define

(2.9) Ple(x) = E*[e™T5g(X7)].

The map g — Pg g(x) defines the measure which is called the g-order harmonic
measure of B relative to x.

THEOREM 2.1. Let X be an n-dimensional Lévy process satisfying the (ACP)-
condition. Let B C R" be a closed set, and let B¢ be its complement. Then the
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function f = ng is a bounded solution to the following boundary value problem:

(2.10) (g—L)f(x)=0, x € B,

(2.11) fx)=gx), x €B,

where (2.10) is understood in the sense of generalized functions,
(2.12) (f.(g—Lyw),=0  VweCBO).

Here L is the generator of the dual process X=-X,and L, = Ly(R™; R) is
the real space.

The proof is based on the following result [see, e.g., Sato (1999), Proposi-
tion 42.13, Theorem 42.5 and Definition 42.6].

LEMMA 2.2. Let B be an Fs-set. There exists a o-finite measure dp
supported on B such that

PRI = [ 01 =0 ().

If g is constant and B is closed, then (2.12) follows from Lemma 2.2:

(2.13) (Pgl,(q—l:)w)L2=O Vw e Cy°(B°).
We derive the more general statement
(2.14) (Plg, (g —LDw),=0  YweCP(BY)

from (2.13) by using an additional assumption which holds for RLPE’s: the
characteristic exponent ¥ of X admits analytic continuation into a tube domain
R” + iU, where U is an open set U C R” containing 0.

For y € R", define a function u,, by u, (x) = e'7¥) The first step of the proof
is the following lemma.

LEMMA 2.3. Let—y € U and g+ (—iy) > 0. Then g = u,, satisfies (2.14).

The proof is based on the change of the probability measure: P, = ey XY (=iy)p,
Under the new measure, X is the Lévy process with characteristic exponent

Yy (E) =y (€ —iy) — ¥ (—iy) since
EPy [eiEXt] — EP[etl//(—i)/)-H(E—iy,X,)] — exp[—l‘(l//(f _ l)/) . 'S//(—l)/))]

Let E,, {Py };>0 and L, be the corresponding expectation operator, semigroup
and infinitesimal generator. We have

e Py g)(x) = fR e eVt g (x 4 )P(X; € dy)

(2.15) = V) /R g+ )V ITEMP(X, € dy)

= VEN(P, 8)(x);
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therefore

e_(y’x)Pguy(x) = E;ﬁ [e_(q+1/’(_i7’))Tl/?] =: P}?’Ew(_iy)l(x).
Since g + ¥ (—iy) > 0, (2.13) applies to Pf’;w(_iy)l and i,,:

(qu,?(_ml, (@+Vv(—iy)—L,)w)=0  VYweCF(BY),
or, equivalently,

(uy ' Phuy., (g + ¥ (—iy) — Lu,w')=0  Vuw' e CF(B°),
and finally,
(2.16)  (Puy.(q —u, ' (Ly — Y (—iy)uy)w') =0  Vw'eCF(BC).

From (2.15), uy (L, — ¥(—iy))u;' = L, hence u;'(L, — ¥ (—iy)u, = L,
and (2.16) gives (2.14). Lemma 2.3 has been proved.

For the next step, consider a compact B and an arbitrary bounded measurable g.
We can approximate g in the L°°-norm by continuous functions, and each
continuous function by polynomials (the Stone—Weierstrass theorem). Fix ¢ > 0
such that V(e) :={y | lyll <e} C U, and g + ¥ (—iy) > 0 for all y € V(e).
Since, for any multiindex o,

n n
lim [Ty " =% — [«
r=0i0 j=1

uniformly in x € B, we can approximate g in the L®°-norm by a sequence of
functions of the form

v = > ey,
—yely

where I'y C V (¢) is finite. Since (2.14) is valid for g = u,,, provided —y € U and
q + ¥ (—iy) > 0, it holds for g = gn. By passing to the limit ¢ — 0, N — 400,
we conclude that (2.14) holds for any bounded measurable g and compact B.

It remains to drop the assumption that B is bounded. Notice that it suffices to
consider nonnegative g. For R > 0, set B(R) = B N V(R), and show first that, for
any x,

(2.17) Pjp)&(x) > Pgg(x)  as R— +oo.
We have

E*[e™ M50 g (X (Th )] < EX[e 15 g(X (Tp)] + liglloo [~ 0100
and

E*[e s g(X (Tp))] < E*[e™ T80 (X (T )] + llgllo B[~ uw],
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For a Lévy process, T’(B \ B(R)) — +00 as R — +00, a.s.; hence Ex[e_qTé\BU?)]
— 0 as R — 400, and (2.17) follows.
By the previous step, (2.14) holds with B(R) instead of B; hence

(2.18) /1.{" Pg(R)g(x)(q—i)w(x)dx=0 VweCSO(BC)’

and by (2.17), the integrand in (2.18) converges pointwise to Pg gx)(g — i)w(x)
as R — +o0. Since Pg(R)g(x) is bounded uniformly in R and x, and (¢ — i)w €
L1(R"), we can pass to the limit under the integral sign and obtain (2.18) with B
instead of B(R). This finishes the proof of (2.14).

REMARK 2.4. (a) In each concrete case, we find bounded solutions of the
problem (2.10)—(2.11) by using tools from analysis; in many cases, the bounded
solution is unique, and in other cases, assuming that g is continuous and bounded,
we single out the solution we need as the unique continuous bounded solution.

(b) In many applications, the datum g may be unbounded (think about calls on
the maximum of two stocks). Suppose that g is nonnegative, measurable and finite
a.e. Then we use the following scheme:

1. construct a sequence of nonnegative bounded measurable g, with compact
support, which converge pointwise to g a.e., g, (x) 1 g(x);

2. find the unique bounded solution u” of the problem (2.10)—(2.11) with the
datum g, (or the unique continuous bounded solution);

3. calculate the limit u := lim,_, 1 o, #"; by the monotone convergence theorem,
this is the price of the derivative security.

(c) If the process X does not satisfy the (ACP)-condition, we can solve the
problem (2.10)—(2.11), and after that check that Dynkin’s formula is applicable
to u'; thatis, (g — Lyu™ is nonnegative and universally measurable. Luckily for an
RLPE X, the process X does satisfy the (ACP)-condition.

(d) If the characteristic exponent of X does not admit an analytic continuation,
we can calculate the stochastic expression (2.9) as follows. Take the Lévy measure
F(dx) of X, and define X° to be the Lévy process with the generating triplet
(A, b, Fe(dx)), where A and b are the same as for X, and F.(dx) = e ¢IXI F(dx).
Define pj 58 (x) by (2.9) with X¢ instead of X. The Pf p&(x) can be calculated as
described above, and it is possible to show that ’

PZBg(x) — ng(x) ase — 0.

By calculating the limit, we obtain the formula for Pg g(x).
(e) The constructions above admit a natural generalization to the case of a
Markov process having absolutely continuous potential measures.
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2.3. The generalized Black—Scholes equation as a pseudodifferential equation.
Recall that the characteristic exponent ¥ = 1/ Q of a Lévy process under a measure
Q is defined by E [€6X1] = ¢~1¥ ) [for basic definitions and results of the theory
of Lévy processes, see, e.g., Bertoin (1996) and Sato (1999)]. In Boyarchenko
and Levendorskii (1999), we used the definition E[e 6X1] = ¢~V &) since in the
theory of PDO, the standard definition of the Fourier transform # of a function u
is

(2.19) 0E) = /m ey (x)dx.

(From now on, we consider the one-dimensional case.) This lead to the uncom-
fortable appearance of the minus sign in many places, and so we decided to switch
to the definition of the characteristic exponent common in probability; but we
use (2.19) as the definition of the Fourier transform.

By using the integrodifferential representation of L,

2 400
LF) =211+ b1 )+ /_ () = £ = O 0) F ).

where (62, b, F(d y)) is the characteristic triplet of X, and the Lévy—Khintchine
formula

0—2 2 . +0o0 i%’ .
VO =TE —ibe+ [ (1= gyl ODF@y),
—0o0
we obtain that L acts on oscillating exponents as follows:

(=L)e™ =y (£)e™.

By using the Fourier inversion formula and this equality, we conclude that, for a
sufficiently regular u,

+oo |
(Lut) =" [ ety @i de,
—0o0

This means that —L is a pseudodifferential operator with symbol ¥/ (£):

—L =y (D).
Recall that a pseudodifferential operator with symbol a = a(x, £) is defined by

oo |

(2.20) a(x, Dyu(x) = (27)~"! / ¢*Fa(x,§)i(§) dé.

—0o0

When the symbol is independent of the state variable, x, one writes a(D) and calls
a aPDO with constant symbol. Now we can rewrite the generalized Black—Scholes
equation in variables t =T — ¢t and x as

2.21) or f + (r +¥(Dy) f =0.
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REMARK 2.5. If X belongs to the class of Lévy-like Feller processes
introduced in Barndorff-Nielsen and Levendorskii (2001), we obtain —L =
¥ (x, Dy); it is a PDO with nonconstant symbol ¥ (x, &).

REMARK 2.6. (a) The problem (2.5)—(2.6) is an analog of the Cauchy
problem for a parabolic operator, with Dirichlet boundary condition. In the case
of a non-Gaussian Lévy process, the elliptic part, A :=r + (D), is not a
differential operator but a PDO. The standard technique of the theory of differential
operators is no longer applicable, and the adequate technique is to use the
Fourier transform and the Wiener—Hopf factorization; to study the problem for
the parabolic equation, the representation theorem for analytic semigroups Yosida
(1964) can be used to simplify some technical details.

(b) The approximations u#" on step (3) in Remark 2.5(b) will be found with
the help of the theory of PDO and the Wiener—Hopf factorization, hence by using
the Fourier transform; the resulting formula involves oscillating integrals (which
do not converge absolutely), and so the passage to the limit is nontrivial. In the
case of Lévy processes, when the resulting formula is given by an explicit analytic
expression involving oscillatory integrals, it is fairly straightforward to show that
the limit of the sequence u", call it U temporarily, exists in the sense of the theory
of generalized functions and can be defined by exactly the same expression as u”,
with g substituted for g,. Moreover, we are capable of proving that U is continuous
on C. Since we know that 1" is a nondecreasing sequence of continuous functions,
converging pointwise to u, u is its limit in the sense of generalized functions.
Hence, u = U, and to finish the calculation of the price, it remains to calculate
oscillating integrals in formulas involving PDO.

(c) In the multidimensional case, especially in the case of nonflat barriers,
and for more general Markov processes, the argument above can be significantly
simplified by using the theory of Sobolev spaces. One should construct an
approximating sequence so that it converges in an appropriate Sobolev space, and
general boundedness theorems on the action of PDO in the scale of Sobolev spaces
can be applied to show that the limit of the sequence enjoys necessary properties.

3. Regular Lévy processes of exponential type and main properties of the
generalized Black—Scholes equation.

3.1. Definition of regular Lévy processes of exponential type. In Boyarchenko
and Levendorskii (1999), we have shown that for wide classes of Lévy processes X
used in empirical studies of financial markets, characteristic exponents (both under
a historic measure and under EMM’s from wide classes) satisfy the conditions of
the following definition.

DEFINITION 3.1. Let there exist constants ¢ > 0, v € (0,2], v/ < v, u € R,
A_ <0 <Xy and C > 0 such that

3.1 V(&) =—ing + ¢ (&),
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where ¢ admits analytic continuation from R into a strip J& € (A_, A4), admits
continuous extension up to the boundary of the strip and satisfies the following two
estimates:

(i) for all £ in a strip I& € [A_, A4 ],

(3.2) (&) — clgl’] < C (&),

where (£) = (1 + €[ /%
(ii) forany [A", A/ ] C (A_, A1) and all £ in a strip Jk € [A"_, A/, ],

(3.3) ¢/ (E) < CEY
C depends on [A__, A/, ] but not on &.

We say that X is a regular Lévy process of order v and exponential type [A_, A ].

REMARK 3.2. (a) We have modified the definition from Boyarchenko and
Levendorskil (1999, 2000) to allow for a diffusion component, simplify a
bound (3.2) and allow for the left tail to decay slower than exponentially. The
bound (3.3) is introduced to simplify the proof of uniform estimates in Section 8;
it can be significantly relaxed.

(b) In order that the stock itself can be priced under EMM Q, ¥ (—i) must be
well defined, and hence we must have A_ < —1.

(c) If necessary for applications, one can generalize (3.2):

$(&) ~ cxlEl” + 0,
as NE — xoo in the strip, where ey > 0. This generalization allows for a
significant asymmetry in the central part of the PDF. If $icy > 0, all the results
below hold; only formulas for exponents k1 and the factor d in the construction of

the factors in the Wiener—Hopf factorization formula in Section 4 change [see the
proof of Theorem 6.1 in Eskin (1973)].

EXAMPLE 3.1. A NIG can be described by the characteristic exponent of the
form

V() =—ips +cl@® = (B+iH)HV? - (@ = '),
where a > |B| > 0. Clearly, (3.1)—~(3.3) hold withv =1,V =0and A_ = —a + 83,
Ay =a + B. Thus, NIG are processes of order 1. If we use the same formula with

k € (0, 1) instead of 1/2 in the exponents, we obtain the definition of normal tilted
stable Lévy processes; they are RLPEs of order 2«.

EXAMPLE 3.2. Hyperbolic processes are also processes of order 1. In the
symmetric case, a hyperbolic process can be defined by

EQ[ei§X1]_ o K1(8V0ﬂ+€2)
B KI(O[S) /O[Z_{_gZ ’

where K is the modified Bessel function of third kind and order 1, and «, § > 0.
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NIG, NTS Lévy and HP can be obtained from pure diffusions by subordination
[see Barndorff-Nielsen (1998) and Eberlein (1999)], which has a natural economic
interpretation: the Brownian motion in the random ‘“business time”—see, for
example, the general discussion in Geman, Madan and Yor (1998) (for different
processes).

EXAMPLE 3.3. Truncated Lévy processes of Koponen’s (1995) family
provide examples of processes of order v € (0,2),v # 1 with —A_ =A4; a
generalization of this family constructed in Boyarchenko and Levendorskii (1999,
2000) provides examples of processes of order v € [0, 2) with arbitrary A_, A .
This is important since, for processes in real financial markets, the left tails
are fatter than the right ones, and Koponen’s family can contain processes with
asymmetric PDF’s only when PDF’s are asymmetric in the central part as well,
whereas PDF’s observed in real financial markets are approximately symmetric
in the central part. We will call this generalization the KoBoL family. If v e
0,2),v#1, c > 0, then for a KoBoL process X of order v, v is of the form

Y (&) =—ipg +cL(=v)[AL — Oy +i6)" + (—22)" — (—A- —i8)"].

Clearly, (3.1)—(3.3) hold; an example satisfying not (3.2) but its modification in
Remark 3.1(c) is

V(€)= —ipg+dp T (=)[A} = (o +i8)"]+Hd_T (=) [(—10)" = (=h_ —i8)"],

where d # d_ are positive.

EXAMPLE 3.4. If in Examples 3.1-3.3 we add a diffusion component or
consider a pure diffusion, we obtain a process of order 2.

Clearly, any finite mixture of independent RLPEs is an RLPE.

REMARK 3.3. (a) In Boyarchenko and Levendorskii (1999), we used a
definition which regarded variance Gamma processes (VGP) as RLPE of order 0.
Some of our constructions below do not apply to VGP, and this is the reason we
exclude VGP here.

(b) A convenient feature of a class of HP is its closedness under the Esscher
transform, and the same holds for NIG, VGP and TLP.

In the next lemma, two important estimates for the characteristic exponent of an
RLPE are derived.
LEMMA 3.4. Let (3.1) and (3.2) hold, and let r > 0. Then the following hold:

(a) there exist o_ € [A_,0), 04 €10, Ay] and & > 0 such that, for any & in the
strip J& € [o_, 04],

(3.4) RY(E) +r=6;
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(b) there exist og € R and & > 0 such that, for all A in the half-plane I\ < oy
and all & in the strip J& € [A_, A4],
3.5 REr+r+yY(©))=6.

PROOF. (a) Set M(o0) = ffoof e %" p1(x)dx, where pp is the probability
density of X. By differentiating twice, we conclude that M is convex, and clearly
M1(0) =1 < e". Hence, there exist o_ € [A_,0), 04 € [0, A;] and § > 0 such that,
forallo € [o_,04], Mi(o) < e,

Now, for any £ € R, and these o,

exp(—=Ry (& +i0)) = [exp(—=y¥ (£ +i0))|
+oo |
= ’/ e’sx_‘”pl(x) dx

therefore (3.4) holds, and (a) is proved.
The proof of (b) is similar. [J

—+00
< / e 7 pr(x)dx;
—00

REMARK 3.5. If A4 > 0,thenwecanfind o € (0, A1), andif A_ < —1, then
we can findo_ € (A_, —1).

COROLLARY 3.6. (a) There exist o— <0 <oy and § > 0 such that, for any &
in the strip J§ € [o_, 04],

(3.6) Ry @) +r=80+15)".
(b) The transition density is of the class C*°(R).

PROOF. (a) Follows from (3.4) and (3.1)—(3.2).
(b) Differentiate under the integral sign in the Fourier inversion formula

oo |
(o) = @)~ / emIE—V©) g

o

and use (3.6). [l

The main properties (3.1)—(3.6) of the symbol r 4 1/ (§) of the stationary part of
the generalized Black—Scholes operator in the LHS of (2.21) having been stated;
we can study its action in appropriate scales of normed spaces.

3.2. Properties of the elliptic part of the generalized Black—Scholes equation as
an operatoron R. If v>1 or u =0, then from (3.1), (3.2) and (3.4) we conclude
that there exist Cy, ¢; > 0 such that a(§) :=r + ¢ (£) satisfies both (3.6) and the
following estimate:

(3.7 |Ja(§)/NRa()| < Ci, £ eR.
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Consider A = r + (D) as an unbounded operator in H O(R) = L»(R) with
the domain H"(R) [H® denotes the Sobolev space; see, e.g., Eskin (1973)].
From (3.6), it follows that R A is positive definite: for any u € H*(R),

RAuw,u)o>cillully,  Vue Lr(R),

and from (3.7), (RA)~!3JA is bounded. This means that A is a strongly elliptic
PDO, and therefore the generalized Black—Scholes equation (2.21) is an analogue
of the parabolic equation. If v € (0, 1) and p # 0, then one can reduce (2.21)
to a parabolic equation by changing coordinates x’ = x + ut but this spoils
the time-independent boundary for barrier options and touch-and-out options.
This observation means, in particular, that in cases of time-dependent barriers,
processes of the order v € [1,2] are more tractable than the ones of the order
ve(0,1).

4. Generalized Black—Scholes equation on a half-axis.

4.1. The Wiener—Hopf equation. In this section, we assume that X is an RLPE
of order v € (0, 2] and exponential type [A_, A4], where A_ < —1 <0 < XAy. We
consider two closely related problems, which arise when we apply the Fourier
transform w.r.t. ¢ to a boundary value problem with a time-independent boundary
for the generalized Black—Scholes equation (2.21). Let A € C, and set a(A, &) =
iA+r + ¥ (&). The first problem is

4.1) a(A, Dyu(x) = g(x), x>0,
4.2) u(x) =0, x <0,
and the second is

4.3) a(A, Dyu(x) =0, x>0,
“4.4) ulx) =gx), x <0.

Notice that each of these two problems can be reduced to the other one and that
we will also need similar problems with the inequalities of the opposite signs.

To solve these problems, we apply the Wiener—Hopf factorization method. We
modify some constructions and results of Chapters 6 and 7 in Eskin (1973) (see
the comment at the end of this paragraph) for the one-dimensional case, which we
consider here, though all of them have multidimensional analogs, and analogs for
PDO with nonconstant symbols. In particular, this is pertinent to the calculation
of the factors in the Wiener—Hopf factorization formula in the next subsection:
the formulations and standard proofs of the fluctuation identities in probability are
essentially one-dimensional, whereas the constructions in Section 4 are nothing
but adaptations of the corresponding multidimensional ones. These observations
explain why the method of calculation of prices of barrier options and touch-and-
out options, which is used in this paper, admits straightforward generalizations
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to the multidimensional case, and to the case of Lévy-like Feller processes. [The
reader should be aware of the following systematic differences: the monograph
Eskin (1973) is chosen as a reference book on PDO since in many respects its
exposition is simpler than in later monographs on the subject but it uses the
different definition of the Fourier transform, which has become obsolete in the
theory of PDO. In the result, to establish the correspondence between the results
in Eskin (1973) and their counterparts here, the lower half-plane of the complex
plane must be replaced with the upper one and vice versa, etc.]

4.2. The Wiener—Hopffactorization. Fix A,andsetq =iA+r.If Rg > 0, then
the factorization of a(A, &) = g + 1/ (§) can be done for any Lévy process [see, e.g.,
Theorem 45.2 in Sato (1999)] though without the explicit formulas for the factors;
in Boyarchenko and Levendorskii (2000, 2002), explicit formulas are derived for
any RLPE and, by using them, one can explicitly solve problems (4.1)-(4.2) and
(4.3)-(4.4). We impose the following additional condition on p in (3.1):

4.5) if ve (0,1), then u=0.

This condition enables one to transform the line of integration in the main formulas
for barrier options into an appropriate contour and enhance the rate of convergence
of the integral. [In our situation, (4.5) is necessary lest the representation theorem
for analytical semigroups—see Yosida (1964)—fail.] Until further notice, we
add (4.5) to the list of standing assumptions (3.1)—(3.3) on the process X; at the
end of the section, we explain which changes are to be made when (4.5) fails.
Leto_ <0 < o4 and og < 0 be the same as in Lemma 3.4. For 6 € (0, 7/2), set
Yg={reClarghe[-m —0,0]} and Xy 5, =i00 + Xp.

LEMMA 4.1. There exist c; > 0 and 6 € (0,7/2) such that the following
hold:

(a) ifIE elo_,0+] and A € Xy, then
(4.6) lix+r+y @) >ci(1+]A + &%)

(b) if I €[A_, Ayl and A € Xy ), then (4.6) holds.

PROOF. We prove (a) with the help of (3.4); in the same way, (b) can be

derived from (3.5).
Fix C; > 0 and ¢ > 0, and consider domains

U_(C178) = {()\"é) | |)"| S Cl(l + |%-|V), arg)\' € (_7T — &, 8)’ 3%- S [O'_,O'+]},
UT(C) ={( &) [IA=Ci(1+[§]"), LeC, g o, 0]}

On U (Cy), it suffices to prove (4.6) without |&| in the RHS. From (3.1),
(3.2), (3.4) and (4.5) it follows that there exists Cq such that

la(x, &) < Co(1+16D",
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and hence if C; is sufficiently large, we obtain |a(X, )| > |A|/2; thus, any 6
fits. On U™ (Cy, €), it suffices to prove (4.6) without |A| in the RHS. From (3.1),
(3.2), (3.4) and (4.5) it follows that for any C| we can find sufficiently small ¢ and
c1 = c1(C1, &) such that, for indicated (X, &),

Na(r, &) = cr(1+[E]").
Hence, (4.6) holds with 0 =¢. [
Fix a branch of In by a requirement: In y is real for y > 0; for z € C\ (—o0, 0]

and s € C, set z° =exp[sInz]. Next, fix g > 1 —A_ 4+ A4 and p > 1 such that
pv > 1, and set

Ax (O, &) = (GA 4 r)VPY 4 (5o Fi8)/P).

(Thus, for processes of order v > 1, a choice p = 1 is admissible.) Then choose
d > 0and «_, x4+ € R so that

4.7) B, &) =d 'AL(A, &) THA_(,E) T ar, §)
satisfies, forall A € g, £ e Rand o € [o_, 0],

(4.8) gl:rjltlooB()»,€+lo*)=1,

and b(A, & +ioc) =InB(A, & +io) is well defined for these 1, &, 0.
Choices of d, x4 and k_ depending on properties of B, hence on v, i and ¢ in
(3.1)—(3.2), we have to consider two cases:

1. ifve (0,2,v#1,wesetd =c,k_ =k =V/2;
2. ifv=1,wesetd = (2 + uz)l/z, ke =1/24 o arctan(u/c).

In the first case, (4.8) immediately follows from (3.1)-(3.2) and (4.5), and if
v = 1, then the simplest way to prove (4.8) is to check that In B(A, & +io) — 0 as
& — +oo:

CFiu

) . i i
SR B E i) =Ry F e NG

A jz
=ty — K_)7 Fiarctan— =0.
c

LEMMA 4.2. Forany X € ¥y and o € (06—, 04), the winding number around
the origin of the curve {B(A, & +io) | —00 < & < 400} is zero:

f=+00
(4.9) (27:)—1/ darg B(A, & +io)=0.

=—00
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PROOF. Due to (4.8) and (4.7), the LHS in (4.9) is an integer. From (4.6),
B(L,&) #0 VA € Iy and & in a strip I§ € [0_,04]; hence this integer is
independent of A € ¥y and o € [o_, 04]. With A =0 and 3§ = o, the last factor
in (4.7) assumes values in the half-plane 9z > 0 by (3.4), and the same is true
of the product of the first three factors, since the first one is positive, A_(X, &)
and A4 (X, £) assume values in the same half-plane but in different quadrants, and
0 < k4 < 1. Hence, for all £ in a strip ¢ € [0_,04], —m <arg B(0,§) < m, and
therefore (4.9) holds. [

Under condition (4.9), b(A, &) :=1In B(A, &) is well defined on Xy x {& | I €
[o—,04]}. Next, forreal £, 0 > o_ and 0] € (0, 0), we set

| [Tootior b(,n)

(4.10) bi(ME+io)=—2mi)” / _

—ocotio; €+ioc—n
and forreal £, 0 < o4 and 03 € (0, 04), we set

+ootioy  p(),
@.11) b_(h € +ic) = (2m‘)—1/ _bGm)

—cotio, E+ioc —n
By the Cauchy theorem, b4 (A, &€ + io) are independent of choices of o and o».

It follows from (3.1), (3.2) and (4.8) that there exist C, p > 0 such that, for all 5
in a strip In € [o_, 04],

’

b, <CA+1n)~",

where C depends on A but not on 1 (and p > 0 is independent of A and 7).
Hence, the integrals in (4.10) and (4.11) converge, and by (X, &) is well defined
and holomorphic in a half-plane 3§ > Fo0=. In the Appendix, we will prove the
following lemma.

LEMMA 4.3.  Forany [0 ,0)]C (0_,04), there exists C > 0 such that

4.12) by (A, 8)|<C VLe Ty I§>0l
and
(4.13) lb_(1, &) <C VAEE@,?sSfojr.

By the residue theorem, for o_ <01 <0 <03 <oy,

bi(ME+ioc)+b_ (A E+io)

+Oo+i0'1 +OO+iO’2 b )\”
=—(2m‘)—1(/ —/ )&dﬂ:b(k,é—kio).
—ocotia) —ocotio, /E+io —7
Hence, By = expby satisfy B= B, B_ on Xy x {§ | J§ € (0_,04)}, and if we
set

a-(A,§)=A_(1,6) " B_(1,§),
ar(A, &) =dAy (A, §)F B (A, §),
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then, for A € Xy, J& € (0_, 04),

(4.14) a(r, &) =ay(r,8)a—(1,8).

LEMMA 4.4. (a) For any A € Xy, ay (A, &) is holomorphic in the half-plane
& > o_, admits continuous extension up to the boundary of the half-plane and
satisfies an estimate

4.15) e+ MM 1ED <lar(h, E) < CA + MMV 4 g,

where C, ¢ > 0 are independent of ). € Xg and & in the half-plane I& > o_.
(b) Forany A € g, a_(A, &) is holomorphic in the half-plane 3§ < o4, admits
continuous extension up to the boundary of the half-plane and satisfies an estimate

4.16) (1 4+ MY+ gD <la_r, &) < CA + MYV + g,

where C, ¢ > 0 are independent of . € g and & in the half-plane J& < o..

(c) Forall A € Xy and & in a strip o_ < J& < o4, (4.14) holds.

(d) Factors in (4.14) are uniquely defined by properties (a) and (b), up to scalar
multiples which may depend on A.

PROOF. Fix [0/,0/] C (0_,04), and prove (a)-(c) for A € Xy and &
with 3¢ € [0/, 0/ ]. Clearly, A+(A,&)"* satisfy (a) and (b), and since b are
holomorphic and bounded on the same set due to (4.12)—(4.13), (a) and (b) are
proved; (4.14) has already been proved.

To prove (a)—(c) in full generality, we notice that a(A, &) is continuous on the
strip I € [0, 0], and hence a4 (X, £) admits continuous extension on Xg X
{136 >0_} by ar(A, &) =a(r,&)/a_(A,§), and a_(A, &) admits continuous
extension on Xy x {£ | & < o1} by a—(X, &) = a(r,&)/ar (X, E); then (4.14)
holds for A € Xy, J& € [0, 04] by construction. (4.15) and (4.16) for these A and
& follow from (3.1)—(3.2) and (3.4) and from the already proved (4.15) and (4.16)
forA e %y, It e[o, 0]

To prove (d), fix A, and let a(A, &) = aﬁr (X, &)a’_(A, &) be another factorization
with the same properties. Then a', (A, &)/ay (A, &) [resp., a’ (X,§)/a_(X,§)] is
holomorphic in the upper half-plane J& > O (resp., the lower half-plane I& < 0)
and continuous up to the boundary. Both functions are bounded and nonzero and
coincide on R. Hence, the analytic continuation of any of them is a bounded
holomorphic function on C. By the Liouville theorem, it must be constant. [

REMARK 4.5. Letqg =i) +r be positive, and let

9t eve-
e =4O ©

be the Wiener—Hopf factorization standard in probability theory [see Sato (1999),
Theorem 45.2]. For an RLPE, ¢p_(1,£) := %‘(S), oL (A, E) = ¢;‘(5§) and their

4.17)
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inverses are polynomially bounded w.r.t. £ in the corresponding half-planes [this
is proved in Boyarchenko and Levendorskii (2002)]; therefore by applying the
same argument as in the proof of Lemma 4.4(d), and taking into account that
¢+ (A,0) =1, we conclude that, for g =i\ +r > 0,

as(1,0)
ax(r,§)

Since both sides are holomorphic w.r.t. A in a neighborhood of i(—oo,r),
we conclude that (4.18) holds in the domain of analyticity of ai(X,£) w.r.t.
(&) eC

(4.18) $+(A,§) =

REMARK 4.6. Since all the constructions and estimates above are based on
the estimate (4.6), which is valid not only on ¥y x {£ | I¢ € [0_, 0]} but on
39,00 X {6 | 3& € [A_, A1} as well, we can repeat these constructions and proofs
with ¥y 4, and [A_, A1 ] in place of ¥y and [o_, 0], and use these modifications.
When we do it, we refer to the same formulas.

4.3. Solution of the problem (4.1)—-(4.2). For y € R and a function g defined
on R or its subset, set g, (x) = e g(x). We write g € L% (R) iff gy € Lo(R),
and similarly define L%, (R.). Let o be from Lemma 3.4.

THEOREM 4.7. Let g € L;o’s(R+), where 8 < —A_. Then, for any ) in the
half-plane I\ < o¢ and any By € (B, —\_), the following hold:

(1) a solution to the problem (4.1)—(4.2) in the class Lgf "(Ry) exists;
(1) if k— < 1, it is unique and given by

(4.19) u=a_(r,D)"'0ray (A, D) eyg,

where e g is the extension of g by 0 on the negative axis, and 0 is the indicator
function of the positive axis;

(iii) if k— =1, then the continuous solution of the class L;f "(Ry) is unique,
and it is given by (4.19).

REMARK 4.8.  When we apply the definition of the action of PDO a (A, D)~!
to (4.19), we assume implicitly that the integration is over the line J§ = y, where
y € (A—, —B). Due to the Cauchy theorem, the result is independent of a choice of
sucha y.

PROOF OF THEOREM 4.7. Take any y € (A_, —B), set u, (x) = e’ u(x),
insert u(x) = e~ "*u,, (x) into (4.1)~(4.2), multiply by e”* and use the equality

(4.20) e’ a(r,D)e” " =a(r, D +iy).
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The result is
“4.21) a(L, D +iy)u,(x) =gy (x), x>0,
(4.22) uy(x) =0, x <0.

Due to our choice of y, g, € Lo(Ry) = H 9@R}), and since (3.5) holds, the
problem (4.21)—(4.22) satisfies conditions of Theorem 7.2 in Eskin (1973). This
theorem gives, in particular, that any solution of the class L>(R) is of the
form

uy,=a_(A, D+ iy)_19+a+(k, D+ iy)_le+gy + Cw,

where w = a_(x, D)~'8, § is the Dirac delta-function and C is a constant. By
multiplying by e™7*, we obtain (4.19) with an additional term Ce™"*w. By
integrating by part in the oscillatory integral, which defines w, and using (4.16),
one can show that if k_ < 1, then w is unbounded in the neighborhood of 0, and
if k_ =1, it is discontinuous at 0. Hence, C = 0, and we are left with the unique
solution (4.19). O

COROLLARY 4.9. Let oy be as in Lemma 3.4, and let g(x) = eP*, where
B<—Xi_.
Then, for any y € (A_, —fB) and all A in the half-plane I\ < oy,
423  u@,x)=a-(, D) lar(h, —if) " O4ef)(x)
+oo+iy ei*é

(4.24) = ;/ . d
2rayr (A, —if) J—cotiy a—(A,&)(i& — B)

3

PROOF. By using (4.15) and the Cauchy theorem, it is straightforward to
show that if we evaluate a (A, D)_l(e+g(~) — P at x > 0, we obtain 0. Hence,
in (4.19), we may replace a, (A, D)~ 'e g with

(4.25) ar(L, D) teP =ePa n, —ip) !,

and obtain (4.23)—(4.24). [To see why (4.25) holds, either apply both sides (as
functionals) to f € C3°(R), or recall (4.18) and the probabilistic meaning of
¢_ (1, £)—see, e.g., Equation (45.8) in Sato (1999)]. [

4.4. Solution of the problem (4.3)-(4.4). We consider only a special case
g(x) = ef*.

LEMMA 4.10. Let o9 be as in Lemma 3.4, and let g(x) = ePx, where
,B > —)\._l,_.

Then, for any By € (—A4, B) and all A in the half-plane I\ < oy, the following
hold:
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(i) a solution of the problem (4.3)—(4.4) of the class Lgf "(RL) exists;
(ii) if k— < 1, then the solution is unique, and for any y € (—B, A4) it is given
by

4.26) u(r,x) =¢_(1, D)p_(r, —if) " (0_eP)(x)

. _1 +oo+iy . o1
(4.27) — Qn_(r, —if)) / G (h,E)(B — &) dE;
—0o0+iy
(iii) if k— =1, then the continuous solution of the class Lgf "(R) is unique,

and it is given by (4.26)—(4.27).

PROOF. Lemma 4.10 is a special case of Theorem 4.2 in Boyarchenko and
Levendorskii (2002); for reader’s convenience, we give the proof for the case
B € (—A4+, —A_). Introduce a new function by v(x) = u(x) — ePx. By using (4.20),
we see that v solves the problem (4.1)—(4.2) with g(x) = —a(A, —i ,B)e/sx. Then we
use (4.23) and (4.18) and arrive at (4.26)—(4.27). O

4.5. The case v € (0,1) and u #0. Letv e (0,1). If £ >0, set kg =1,
k—=0and A;+(A,&) =¢eo9 +ir — iu& (there is no need to introduce A_), and
if u<0,setkyr =0,k_=1and A_(X,&) =¢p+ iA — iu& (this time, we do
not need A.). After that we can repeat all the constructions, which have been
made under assumption (4.5) but this time for A from a more narrow set: instead
of g, we can use X'(g) = {A | IA < &}, for sufficiently small & > 0. Remark 4.6,
Theorem 4.7, Corollary 4.9 and Lemma 4.10 are valid for all v € (0, 2] and i € R.

5. Touch-and-out options.

5.1. The setup. A first-touch digital is a digital contract which pays $1 when
and if a specific event occurs. Consider the first-touch digital (another name is a
touch-and-out option) which pays $1 the first time the stock price S hits or crosses
the level H from above. (It would be better to say “hits (0, H];” for simplicity,
in the sequel we say “crosses the level H.”) If the stock price never crosses the
level H before time T, the claim expires worthless. Denote by Vq(H, T; S, t) the
no-arbitrage price of such a contract. (It coincides with the price of an American
put-like option with a digital payoff. Since the payoff is the same for all levels of
the stock price below the barrier, it is optimal to exercise the option the first time
the level H is crossed.)

The formulas for the value V,(H, T'; S, t) of a similar contract, which pays $1
the first time the stock price crosses the level H from below, easily follow by
reflection of the real axis w.r.t. the origin. For explicit pricing formulas for the
case when the dynamics of the stock price is modelled as the geometric Brownian
motion, see, for example, Ingersoll (2000).
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The riskless rate » > 0 is constant, and EMM Q is chosen so that, under Q,
{X:} ={InS;}is an RLPE of order v € (0, 2] and exponential type [A_, A ], where
A< —1<0<As.

At the end of the section, we obtain similar results for power first-touch
contracts; we also consider contracts which pay a nonzero amount when the first
barrier has been crossed but the second one (situated farther) has not, and expire
worthless if both barriers have been crossed in one jump.

5.2. Pricing formulas. Set x =In(S/H), u(x,t) = Vq(H,T; S,t). Then, for
t<Tand x €R,
(5.1) u(x,t) =Ele” " 1gi<r | X, =x],
where T is the hitting time of (—oo, 0] by X. By applying Theorem 2.1 to the

two-dimensional process X; = (X¢, t), we obtain the following theorem.

THEOREM 5.1. The u is a solution of the following problem:

(5.2) (8 — (r + ¥(Dy)))u(x, 1) =0, x>0,1t<T,
(5.3) ulx,t)=1, x<0,t<T,
5.4 ulx,T)=0, x>0,

in the class of bounded measurable functions.

Sett=T —t,v(x,7)=u(x, T — t) and rewrite (5.2)—(5.4) as follows:

(5.5) (0 +r 4+ ¥ (Dy))v(x, 1) =0, x>0, 7>0,
(5.6) vix,7)=1, x <0, T=>0,
5.7 v(x,0)=0, x > 0.

To solve the problem (5.5)—(5.7), make the Fourier transform w.r.t. 7; since the
terminal condition (5.7) is homogeneous, we obtain the following family of the
problems on R, parametrized by A with JA < 0:

(5.8) (ix+7r+ 9 (D)0 (x,A) =0, x>0,
(5.9) Dx, A) = (A7, x <0.

Let op be from Lemma 3.4. By applying Lemma 4.10 and using the equality
¢_(1,0) =1, we find, for A in the half-plane IA < oy,

(5.10) D(x, M) =¢_(x, D)iN) " 'o_.

Recall that if x_ < 1, the solution is unique in the class of bounded functions, and
if k_ = 1, it is unique in the class of bounded continuous functions, and notice that
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the condition x_ = 1 holds (or fails) for all A simultaneously. The equality x_ = 1

implies that either the process is of order 2 and hence has a diffusion component, or

itis a process of order v € (0, 1) and u < 0, that is, a process of bounded variation,

with negative drift. In both cases, by using (5.1), we obtain that « is continuous.
Explicitly, (5.10) is

+oo+iw

B(x, ) = 2m)~! / TeEp_(h,£) (1) d,

—00+ia)+

where wy € (0, A4), and v is obtained by the Fourier inversion: for any negative
o = 0y,

+ootio ptootiog
) / T @0 6)(08) 7 dé di.

(5.11) v(x,7)= (27r)_2/

—oo+ioc J—oo+iwy

If k_ > 0, then on the strength of (4.16) the integrand admits a bound via
CA+ED™ 7oA+ A~

for some C, ¢ > 0. Hence, v is continuous. If x_ = 0, then we integrate by parts
w.rt. x and 7 in the open quadrant (0, +00)?, and by using the explicit formula
for ¢_, obtain the integrand, which (locally w.r.t. x and &) admits the same bound,
and we conclude that v is continuous on (0, 4+00)?. Therefore, (5.11) gives the
price we are looking for. By returning to the initial variables, we obtain the
following theorem.

THEOREM 5.2. For S> H andt < T,

Va(H,T; S,t)
5.12 +oo+io ptootiw
e [

—oo+ioc J—oo+iwy

ei((T_t))L+ln(S/H)S)¢)—()"7S)()\'S)_l d%- d)\.,
foro <ogand wy € (0, Ly).

By making the inversion of the x-axis w.r.t. the origin, which leads to the change
X X,S+—> —S, H> —H, £ > —& and ¢_(1, &) > ¢+ (X, —£), and then
making the change of variable £ — —£ in the integral, we obtain the following
theorem.

THEOREM 5.3. ForS<Handt < T,

VU(H7 T7 S7 t)

(5.13) _ [tootio ptootio . ~
— Q02 / / (T=0tn SOy £)(06)~) dE di,

—oo+ioc J—oo+iw—

foro <ogand w— € (A_,0).



BARRIER AND TOUCH-AND-OUT OPTIONS 1285

5.3. First-touch power options.

5.3.1. Down-and-out case. Let B > —A4, H > 0, and denote by Vdﬁ (H,T;
S, t) the price of the contract which pays S? the first time the stock price crosses
the level H from above. If this does not happen until the terminal date 7', the
contract expires worthless. Let og < 0 be from Lemma 4.1.

THEOREM 5.4. ForS> Handt <T,

VPH, T S, 1)
(5.14) sB +ootio ptootiog ol (T-DAHIINGS/MER () & _ip)
=— ) dé dA,
(2)? /_oo+io /_oo+iw+ A5 (h, —ip) :

forany o <og and w4 € (0, A4+ + B).
PROOF. Clearly,
VPH,T; S,0)=HPV (1, T;S/H.1),

and Vdﬂ(l, T;S/H,t) can be calculated in essentially the same way as Vyq(H, T;
S, t). The result is

VP(H, T: S, 1)
(5.15) HP  ptrootio ptootiog of(T=DAHIINS/HEY () &)
_ T 2 dEdh,
(2)? /—oo—i—ia /_mm ME+iB)p—(h, —iB) §

for any o < 09 and w4+ € (—B, A4). In the case B < 0, the payoff is unbounded;
to be able to use Theorem 2.1, we have to approximate g(x) = e#* by a sequence
of bounded smooth nonnegative functions g,, which converges pointwise to g:
gn(x) 1 g(x), Vx < 0. Denote by Vy(gn; H,T; S,t) the price of the contract
with the early exercise payoff g,. By using Theorem 4.2 in Boyarchenko and
Levendorskii (2002) (Lemma 4.10 is a special case of this theorem), we obtain

HB +ootio
Va(gn; H, T; S, 1) = — & T=Dr(—jp)~!

T J—oo+io
(5.16)
S
x ¢_(h, DYO_p_(1, D) g, (m(E)) dx,
and since e“t+' g, — e“t g in Ly (R_), we have that

in the sense of generalized functions. By writing the RHS in (5.16) explicitly and
integrating by parts, we can prove that the functions involved are continuous in the
region S > H,t < T. Hence, the limit Vy4(g; H, T; S, t) is the price we are looking
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for. By using the equality ¢_ (A, D)~ 'ef* = ¢_(1, —if)~'eP* and the definition
of PDO, we conclude that V4(g; H, T; S, t) is given by the RHS in (5.15).

Shift the line of integration in (5.15) w.r.t. £ and integrate over the line J& =
w4 — B; then change the variable & — & —if. The result is (5.14). U

5.3.2. Up-and-out case. Let f < —A_, H > 0, and denote by Vuﬂ(H, T;S,t)
the price of the contract which pays S# the first time the stock price crosses the
level H from below. If this does not happen until the terminal date 7', the contract
expires worthless.

THEOREM 5.5. ForS<Handt < T,

VEH,T; S, 1)
(5.17) SB rootio ptootion i (T=0A+IS/HE gy (3 & —iB)
=—"— ’ dédx,
(2m)? /—oo+ia /—oo+iw rep(h, —iB) d

forany o <ogand w_ € (A_ + 8, 0).
5.4. First-touch power options: the double barrier case.

5.4.1. Down-and-out case. Let B € R, Hy > H; > 0, and denote by
Vf ((Hy, H2],T; S, t) the price of the contract which pays SA the first time the
stock price crosses the level H, from above unless it crosses the level H as well.
If both barriers have been crossed in one jump or the first barrier has not been
crossed until the terminal date 7', the contract expires worthless.

THEOREM 5.6. For S > Hyandt < T,
VI (Hy, Hal, T S, 1)

+oo+io .
(5.18) :(271)—1/ S T=Dx(_jxn)~!

—oo+io
X -y DYL(—co 0 Hy)— (., D) ' g(In S) d,

where g(x) = eﬂxl(ln Hy,In Hy)(X), and o < oy is arbitrary.

PROOF. We use Theorem 4.2 in Boyarchenko and Levendorskii (2002) [cf.
the derivation of (5.16)]. O

5.4.2. Up-and-out case. Let g €R,0< Hy < H;, and denote by Vu’s([Hl, H),
T: S, t) the price of the contract which pays S? the first time the stock price crosses
the level H; from below unless it crosses the level H; as well. If both barriers have
been crossed in one jump or the first barrier has not been crossed until the terminal
date T, the contract expires worthless.
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THEOREM 5.7. For S < Hyandt <T,
VE(H, H), T; S, 1)

+oo+io
(5.19) =(2n)_1/ S T=Dx(—jn)~!

—oo+io
X (A, D)1{g, +o0)d+ (A, D) ' g(In S) dA,

where g(x) = eﬁxl[ln Hy.nHy)(X), and o < oy is arbitrary.

6. Barrier options. Barrier options are reducible to boundary value problems
with a nontrivial terminal condition and a fixed early exercise boundary. In the
event of the early exercise, the option owner may be entitled to a rebate; that is,
the boundary condition can be homogeneous or inhomogeneous. In contrast to the
Gaussian case, the rebate must be specified not at the barrier only but everywhere
on the other side of the barrier as well.

6.1. Types of barrier options.

6.1.1. Standard barrier options. Consider a contract which pays the specified
amount at the terminal date provided during the lifetime of the contract the price
of the underlying asset does not cross a specified barrier S = H (¢) from above
(down-and-out barrier options) or from below (up-and-out barrier options). When
the barrier is crossed, the option expires worthless or the option owner is entitled
to some rebate. For simplicity, we consider constant barriers only, though non-
constant barriers can also be considered.

The standard variety of barrier options on a stock, without a rebate, comprises
four types of down-and-out and up-and-out options, and four types of down-and-in
and up-and-in options. The “out” options are as follows:

1. the down-and-out put option with the same terminal payoff as for the European
put; denote the price of this contract by Vyo,put(K, H, T S, 1);

2. the down-and-out call option with the same terminal payoff as for the European
call; the price is denoted by Vgo.can(K, H, T; S, t);

3. the up-and-out put option with the same terminal payoff as for the European
put; the price is denoted by Vyoput(K, H, T S, 1);

4. the up-and-out call option with the same terminal payoff as for the European
call; the price is denoted by Vyo.can(K, H, T; S, t).

An “in” option becomes the European option when the specified barrier is crossed
(before or on the terminal date); otherwise it expires worthless. For instance, the
up-and-in put option becomes the European put option when the barrier is crossed
from below; we denote its price by Vyi;put(K, H, T; S, t). Similarly, one considers
the up-and-in call option, with the price Vyi.can(K, H, T'; S, t), and down-and-in
put and call options Vg pu(K, H, T S, 1) and Vgi;can(K, H, T; S, 1).
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In all states of nature, a European option pays the same amount as the portfolio
of the down-and-out option and up-and-in option with the same barrier (of course,
this is pertinent to the portfolio of the up-and-out option and down-and-in option
with the same barrier as well); therefore standard no-arbitrage considerations show
that the pricing problem for an “in” option reduces to the pricing problem of the
corresponding “out” option and the European option, for instance,

6.1) Vdi,call(Ka H,T;S,t)=Vean(K,T; S,t) — Vuo,call(K» H, T;S,t),

where Ve (K, T; S,t) is the price of the European call with the same strike
price K and expiry date 7. Equalities similar to (6.1) hold for other pairs of barrier
options, and in the sequel we will write the explicit formulas for “out” options only.

6.1.2. Options with a rebate. Suppose that when the barrier is crossed from
above, the European option with terminal payoff G(S7) expires but the option
owner is entitled to some rebate G" (S;, t). If the rebate is constant, then standard
no-arbitrage consideration shows that the price of the barrier option with a rebate
is equal to the price of the portfolio of the same type of barrier option but without a
rebate, and the first-touch digital with payoff G”; the same holds for “up” options.
Similarly, the price of an option with a power rebate G’ (S) = S# is equal to
the price of the corresponding option without a rebate, and the first-touch power
option; for instance, the price of the down-and-out put with a power rebate can be
calculated as

62 VP

dopu (Ko H T3 8,0) = Vao pu(K, H, T3 S,0) + V{ (H, T3 8,1).

Likewise, consider the contract for the down-and-out put option, which specifies
that the rebate S? is paid provided the barrier H, has been crossed from above
but the second barrier H; < Hj has not, and the option expires worthless, if both
barriers have been crossed in one jump. The price of such a contract is

63 VE oK. (Hy, Hal, T3 S, 1)
= Vao,pu(K, Ha, T3 S, 1) + V{ (H1, Ho), T3 8, 1).

By using (6.2)—-(6.3) and their analogue for other types of barrier options, and
the formulas for first-touch digitals and power options, we can reduce the pricing
problem of barrier options with a constant or power rebate to the case without a
rebate.

6.1.3. More general barrier options. One can consider barrier options for
other terminal payoffs, say, barrier counterparts of power options, and rebates of
different types. This increases the variety of barrier options still further.
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6.2. Main results for barrier options without a rebate. We assume that the
riskless rate r > 0 is constant and, under a risk-neutral measure Q, X is an RLPE
of exponential type [A_, A+], where A_ < —1 <0 < A.

We consider “out” options with barrier H, without a rebate; the terminal payoffs
are of the form

(6.4) G(ST)=(Sh— K),

where 0 < 8 < —A_, which includes payoffs for calls and “power calls” [we
denote the price of such a contract by Wf (K,H,T;S,T)], or of the form

;call
(6.5) G(S7) = (K — S§)+.

where —A < B, which includes payoffs for puts and “power puts” [the notation
used is W’3 (K,H,T; S, T)]. We also consider barrier contracts with payoffs

*; put
G(Sy) = S?; in the down-and-out case, the price is denoted by WfO(H, T;S, 1),
and in the up-and-out case, by Wfo(H ,T; S,t). (More general payoffs can also be
considered.)

In addition to Wfo and Wfo, we have to consider separately six cases of standard
(power) barrier options:
(i) down-and-out call option Wfo; cann(Ks H, T; S, T), in the case K < H B,
. . B ) . ]
(i1) up-and-out put option Wuo;put(K JH,T;S,T),in the case K > H”;
(iii)) down-and-out put option Wfo;put(l( LH,T;S,T),in the case K > HP;
(iv) up-and-out call option Wfogcau(K, H,T;S,T),in the case K < HP:
(v) down-and-out call option Wfo; cann (K, H, T 8, T), in the case K > H B,

(vi) down-and-out put option Wfo;put(K, H,T;S,T),inthe case K < HP.

Of these eight cases, there are only two essentially different: the calculation of Wfo
(resp., Wfo; ca1)) 18 reducible to the calculation of Wd_oﬂ (resp., Wfo; put) by passing
to the dual process, the prices in cases (i) and (ii) can easily be expressed in terms
of Wfo and Wd_o’3 , and cases (v)—(vi) reduce to (i)—(iv):

THEOREM 6.1. (i) If K < HP, then

6.6) W5 (K, H,T;S,t)=W~. (H,T;S,t)— KW3(H,T;S,1).

o;call
(i) If K > HP, then

6.7 WP (K. H,T;S,t)=KWO(H,T;S,t)—WE(H,T;S,1).

uo; put o
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W) IfK > HPB, then

65 WS (K H. T3 S,1) = Wh (H, T; S,1) — KW (H. T; S,1)
— Wi (K H.T: S, 1).

i) If K < HP, then
Whou (K H. T: S, 1) = KWS(H, T3 S, 1) — W (H. T3 S, 1)

(0}

(6.9) )
— Wh (K H.T; S.1).

It remains to write the explicit formulas for functions in the RHS’s of
(6.6)—(6.9). As in Section 5, the results are formulated in terms of the factors in
the Wiener—Hopf factorization formula.

Let og be from Lemma 3.4. In the formulas below, we may use any negative
o < 0y.

THEOREM 6.2. (a) Let B < —A_.Then,fort <T and S > H,

W (H,T: S, 1)

HB +oo+io  ptootin_
(6.10) /

- 2m)2ar(rh, —iB) J—ocotioc J—ocotio_
 SXPUDHT — 1)+ & In(S/ H)) d§
a_(A,8)(i& —pB) ’

where w_ € (A_, —p) is arbitrary.
(b) Let B > —Ay. Then,fort <T and S < H,

WE(H,T; S, 1)
HB
~ 2m)la_(r, —if)
§ /+oo+io /+oo+iw+ xpUIA(T =) +&In(S/H)D dé 2
—ootio J—ocotiwy ar(A,8)(B—i§)

where wy € (—B, Ay) is arbitrary.

(6.11)

In the last theorem, we need the Fourier transforms of functions
g+(K, H, B:x) == lnpnk/p1(x)(K —eP*)  when K > H?
and

g— (K, H,B:x):=lng/pmm ) —K)  when K < HF;
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they are
. Kl-in/B _ g g—in Kl1-=in/B _ gB—in
g+(K,H,B;n) = . - -
—in p—in
and
. Kl=in/B _ gB—in  gl=in/B _ g g—in
&-(K,H,B;n)= - :

B—in —in

THEOREM 6.3. (a) Let K > HP, B >0 and ky > 0. Then, for t <T and
S>H,

W ou (K. H. T: S, 1)

_ 1 /+00+i0 /+oo+i)/1 /+Oo+iyei(A(T—t)—l-ln(S/H)f)
(6.12) Qr)%i Jocotic J—ootivy J—ootiy

8 g+(K, H, B;n)dndédr

a—(x, &)E —mar(,n)’

where a negative o < ogand A_ < y1 <y < Ay are arbitrary.
(b) Let K < Hﬂ,Ofﬁ <—Ajrandk_>0.Then,fort <T and S < H,

W (K H, T8, 1)
_ 1 /-+oo+ia /+oo+iy1 /-i-oo—H‘y ei(k(T—z)—i—ln(S/H)s)
(6.13) )30 J—ootioc J—ootiyy J—ootiy
" §—(K,H,B:n)dndEdxr
ay (M E)n—&)a_(x,n)’

where a negative 0 < ogand A_ < y < y1 <,y are arbitrary.

REMARK 6.4. (i) The proof of part (a) [resp., (b)] is valid for x = 0 (resp.,
k— = 0) as well; only the last step needs some modification, and the resulting
formulas are more complex.

@) Ifve[l,2)orve(0,1)and u =0, then the factors a (A, £) in the Wiener—
Hopf factorization formula can be constructed so that each of them admits analytic
continuation w.r.t. A in the region of the form

X(—Cop,e):=—Co+{r|argh € (—m — ¢, &)},

for all & € (A_, Ay), with appropriate estimates (cf. Lemma 4.1). Denote by
L(—Cop, ¢) the boundary of X(—Cp, ¢), and notice that in (6.11)-(6.13), we
can transform the line JA = o into the contour £(—Cy, ). This improves the
convergence of the integral.
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To prove Theorems 6.2 and 6.3, we first notice that the proof of the (b)-parts
can be obtained from the proof of the (a)-parts by using the dual process instead
of the initial one and that the (a)-parts are special cases of the following general
result. Let g be a nonnegative, continuous function on [/, +00), where h =In H,
and let g satisfy an estimate

(6.14) g(x) < CeP*,

where 8 < —A_. Below, we identify a function on [/, 400) with its extension
by zero on (—oo, h). Denote by Wyo(g; H, T; S, t) the price of the down-and-out
contract with barrier H, terminal date 7" and payoff g(In S7), and for any y € R
set g, (x) = e’ g(x).

THEOREM 6.5. For S > H andt < T,

e VX [tootic o
Wao(g: H.T:8.1) = —— /—oo+ia T[4 (3, D +iy)”!
(6.15)

X 1p,to0)at(h, D +iy) g, ](nS)dx,
where a negative o < og and y € (A_, —pB) are arbitrary.
PROOF. Construct a sequence {g,} of nonnegative continuous functions with

compact supports converging pointwise to g: g, (x) 1 g(x), n — oco. Then, for any
S>Handtr<T,

(6.16) Wao(gns H, T S, 1) + Wao(g: H, T3 S, 1).

By applying Theorem 2.1 to a two-dimensional process X, = (X;, 1), we find that
vp(x,t) = Wao(gn; H,T; S, t) is a measurable bounded solution to the following
problem:

6.17) (0 — (r + ¥(D)))v(x,1) =0, x>h,t<T,

(6.18) v(x, T) = gn(x), x>h,

(6.19) v(x,t) =0, x<h,t<T.
Setu,(x,t)=v,(x,T — 1), and for A on the line I = o consider the problem
(6.20) (ir4+r+Y(D))iy(x, A) = gn(x), x> h,

(6.21) ip(x,2) =0, x <h.

The Wiener—Hopf method gives the unique bounded solution

(6.22) An( 2 =a_ (A, D) My yooyar(d, D) g,

Define

L prootio e -1 -1
(6.23) un(x,r)=5/ i € (a—(x, D) 1 yo0yay (b, D) gy) (x) dA.
—Oo0+10
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By invoking the definition of PDO and integrating by parts in the resulting
oscillatory integral, it is straightforward to show that u, is continuous on
(h, +00) x (0, +00) and, for any x > 0, u,(x,7) > gu(x), as T — +0. Thus,
Wao(gn; H,T; S,t) = un(x,T —t), and in view of (6.16), to finish the proof of
Theorem 6.5, it suffices to calculate the limit of the RHS in (6.23).

Take y € (A_, —p), set g, ,(x) = eV g, (x), Uy, (x, 1) = e’ i1,(x, 1) and
rewrite (6.22) as

(624)  finp, (M) =a- (A, D+iy) "y rogyar, D+iy) g,

Define i, and u, by (6.24) and (6.23), respectively, with g, instead of g, .
Due to the choice of y, we have g, ,, — g, in the topology of L>(R); therefore
un,y —> uy in the sense of generalized functions. By using the definition of PDO, it
is straightforward to show that u,, is continuous on (2, +00) x (0, +-00). However,
if two continuous functions define the same generalized function, they coincide.
Hence, Wyo(g; H,T; S,t) =u(x,T —t), and (6.15) has been proved. [

6.3. Proof of Theorem 6.2. Now we can deduce (6.10). Without loss of
generality, we may assume H = 1. Then, for x > 0, we have

)1 EY oy = 2L [ et dg
(a+(, D+iy) ™ 1jo, 4000 )(x) = (27) /_OO O ETiGE—F—7)
In view of (4.15), the integrand is meromorphic in the upper half-plane with the
only pole at § = —i (8 4 y), which is simple, and in the upper half-plane, outside a
vicinity of the pole, the integrand admits an estimate via C(1 + |£])~!~*+. Hence,
we can shift the line of integration in the direction I§ — +oc, and by using the
residue theorem we obtain

(6.25) 10, 4o0)as (ks D +iy) 1o 1oy P = ay b, —iB) 110,100y
Once (6.25) has been calculated, we insert the RHS into (6.15), use the definition
of PDO and obtain (6.10). 0O

6.4. Proof of Theorem 6.3. Without loss of generality, we may assume that
H =1. We write (6.15) explicitly, by using the definition of PDO, and obtain, for
any negative 0 <op and any w € (A — v, 0),

B e V¥ +oo+io 4 irT
Wi . K;H,T;S,t:—/ Ae
dospu )= @y Jcorio

+oo+iw . . +o00 .
x/ dée’x(§+’y)a_(k,é+iy)_1/ dye_’yE
0

—oo+iw

—+00 . 1A
x/ dneay(Oon+iy) " g+ iv).

—0o0
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We know that g(n +iy) = O(|n|~1), as n — =oo; therefore in the case x; > 0,
we conclude from (4.15) and the condition w < O that the inner double integral
converges absolutely. By applying the Fubini theorem and integrating w.r.t. y first,

+00 .
/0 dy el 5Dy — (e — )7L,

we obtain

B eVt oot A et
Wi . K;H,T;S,tz—/ Le
do,put( ) (271,)3 cotio

+oo+iw . .
X / d& e’x(§+’7’)a_()»,§ —H)/)_1

—oo+iw

+00
< [ anGE—m) asGuntin) g+ i)
Now it remains to change the variables &€ — & — iy and n— n — iy to
obtain (6.12).

To prove an analogue of (6.12) in the case x4 = 0, we represent a in the form
ar(A, &) =14d (X, &), where di (A, &) decays at infinity w.r.t. £, and work with
the resulting two integrals separately. [J

7. Conclusion. We have suggested a general procedure of the computation
of the price of a contingent claim under a Lévy process and applied it to barrier
options and touch-and-out options under regular Lévy processes of exponential
type. The first step is reduction of the calculation of the price to the boundary
value problem for the generalized Black—Scholes equation, which is a nonlocal
pseudodifferential equation. In this step, we use the representation of the g-
order harmonic measure of a set relative to a point in terms of the g-potential
measure. The reduction procedure generalizes to any Markov process having
absolutely continuous potential kernel; the payoff is assumed measurable and
bounded.

The next step is solution of the boundary problem by means of the standard
tools of the theory of boundary value problems for PDO. Since the infinitesimal
generator of a Lévy process is a PDO with constant symbol, the simplest
tools—the Fourier transform and the Wiener—Hopf factorization—suffice, but for
more general Lévy-like Feller processes considered in Barndorff-Nielsen and
Levendorskii (2001), more serious machinery of PDO is necessary.

After the explicit analytical formula for the unique bounded measurable solution
is found (in some cases, the solution is singled out as the unique continuous one),
we check that it is continuous in the continuation region, and hence this is the
solution we are looking for. The verification is necessary since the solution is found
as a generalized function, and the analytic expression involves the inverse Fourier
transform.
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In the case of an unbounded payoff, one more step is needed. In the stochastic
representation, which defines the contingent claim with payoff g, we replace g
by bounded functions g, with compact support such that g, 1 g pointwise. This
allows one to reduce the problem of the computation of f to the problem which is
already solved: we find f;, as the solution of the corresponding boundary problem
for the generalized Black—Scholes equation. The formula for f; being found, we
pass to the limit in the sense of generalized functions and obtain the analytic
expression for the limit. By inspection, we see that the limit is a continuous
function; hence it coincides with f.

We find explicit formulas for touch-and-out options, first-touch power options
and power-like barrier options (including standard barrier options); we consider
cases of options without rebate, with constant rebate and with exponentially
decaying rebate. We also consider the case of the double barrier, when the rebate
is paid only when the first barrier has been crossed but the second one, situated
farther, has not.

The formulas obtained admit certain simplifications (from the point of view of
the numerical calculations, not the length of the resulting formulas) but they are
much more involved; we consider them in separate publications.

APPENDIX

PROOF OF LEMMA 4.3. We prove (4.10); (4.11) is proved similarly. By
making an appropriate change of variables, we may assume thato >0 =01 > o_.
By using (3.2), (3.3) and (4.6), we easily obtain the estimates

(A.1) c'<|BG., )| <C,
(A.2) 1B, 1) — 1] < Cr(L+ A+ n1") /(0 + A + In]"),
(A.3) 19, B, )/ B, )| < Co(1 4 AV 4+ 1)1,

where C, C and C; are independent of A € ¥y and 7 in a strip In € [0—, 04 ], as
well as all constants below. Set K = (|]A|+1)!/", and for each pair (X, &) introduce
intervals J; C R:
Ji={nlln—-§l =K}, SL={nln—-§&>K, Inl <K},
J={nlln—=&=Inl, Inl > K}, Ja={nlK <n—=§[<Inl Inl> K}

By using the mean value theorem and (A.3), we obtain

bGm)  b(E)

(A4) . = .
E+io—n &E+io—

; +R(A, &, n,0),

where

(A.5) IR(L, €,1,0)] < C3(1+ A~V
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K dn —K —io
—K 10 —n K —io

we deduce, from (A.4)—(A.5) and (A.1),

Since

b(x,n)d
(A.6) w‘ §2nlnC+C3/ A+ A" dn = Cs.
né&+io—n In—&I<K
To prove the following estimate, only (A.1) is needed:
b(r,n)d _
LD s [ s =C
nE+io—n Inl<K

Further, we infer from (A.2) that b admits an estimate of the same form as B — 1;
using this estimate on J3, we obtain

b(., m)dn ‘ - C7/ L+ 1A +[nl”
BE+io—nl = Jpzk Inl(d+ A1+ n]")
By changing variables n = Kn’, we see that the RHS in (A.7) is bounded uniformly

inAeXg, &R, 0=>0.
Since v’ € [0, v), a function

&) =0+ A +5")/(0+]A +5)

is decreasing on [0, +00), and therefore we deduce from (A.2) an estimate, for
neJy,

(A7)

(A.8) 16O, )] < Cs(1 4 A + 1€ —1") /(0 + 2]+ [ = n|").

From (A.8),

(A.9) b(K,_n)dn ‘ - Cs/ L+ [+ & —nl” ’
& +io—n lg—n=k 1§ —nl(1 + A+ 1§ —n|)

and the change of variables n = & + K7’ shows that the RHS in (A.9) is bounded
uniformly in A € Xy.
By gathering bounds (A.6)—(A.7) and (A.9), we obtain (4.10). [
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