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Abstract. In a plain vanilla option, its holder is given the right, but not the obligation, to buy
or sell the underlying stock at a specified price (strike price) at a predetermined date. If the
exercise date is at maturity, the option is called a European; if the option is exercised anytime
prior to maturity, it is called an American. In a British option, the holder can enjoy the early
exercise feature of American option whereupon his payoff is the ‘best prediction’ of the European
payoff given all the information up to exercise date under the hypothesis that the true drift of
the stock equals a specified contract drift. In this paper, in contrast to the constant interest rate
and constant volatility assumptions, we consider the British option by assuming that the economic
state of the world is described by a finite state continuous-time Markov chain. Also, we provide a
solution to a free boundary problem by using PDE arguments. However, closed form expression
for the arbitrage-free price are not available in our setting.
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1. Introduction

Plain vanilla options such as European options and American options are widely used
in the market and their pricing mechanisms are well studied. An option gives the holder
the right, but not the obligation, to buy or sell an underlying asset for a specified price,
called strike price, on or before a specified future date, called maturity date or expiration
date. The option is European if the holder can exercise it only at expiration date; it is
American if the option can be exercised anytime even prior to the expiration date.
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One of the pricing mechanisms for European option is provided by the well-known
Black-Scholes-Merton formula. This mathematical model assumes, among other things,
the absence of arbitrage opportunities and that lending and borrowing are possible at the
same risk-free rate. Such method falls within the so-called risk-neutral pricing framework.

In [5], G. Peskir and F. Samee introduced a new type of option, called British option,
which is American in nature because it can be exercised prior to maturity but with Eu-
ropean payoff. The motivation for this new financial product stems from the disparity
between the expected value of the option buyer’s investment, in the form of premium
paid, and the expected value of his payoff when the actual drift rate of the underlying
stock price deviates from the risk-free rate. An added feature is built into this instrument
which aim at both providing protection against unfavourable price movements as well as
securing higher returns when these movements are favourable [5].

The derivation of the British option price in [5] assumes the usual model as in the
Black-Scholes-Merton formula: a geometric Brownian motion for the dynamics of the
underlying stock, a constant risk-free interest rate and a constant volatility. In [2], Yao,
Zhang and Zhou priced the European options in continuous-time regime-switching via a
recursive algorithm. This paper aims to extend the result in [5] by assuming that the
economic state of the world is described by a finite state continuous-time Markov chain.
The paper is organized as follows. In Section 2 we present the definition of the British
put option as given in [5] and the financial setting. In Section 3 we define the stopping
set and boundary function and provide results involving these two. In particular, we show
that the boundary function satisfies the Volterra type equation, then conclude.

2. Setting of the Problem

In this paper, we assume that the economic state of the world is described by a finite
state continuous-time Markov chain a = (o¢)ier, on M = {1,2,...,m}. Suppose that
the volatility o : M — (0, 00) depends on the state a of the economy. Under the real world
probability measure P, we assume that the dynamics of the stock price process follows a
geometric Brownian motion:

dXt = MXtdt + O'(Oét)Xtth, Xo =T > O, (].)

where 1 € R is the true drift, W = (W});>0 denotes the standard Brownian motion
defined on a probability space (2, F,P). Here, we assume that W is independent of the
Markov-chain a and the filtration F = (F;);cr, is generated by W and a.

We will consider the British put option on stocks in the aforementioned financial
market. The British put option with strike price K and time to maturity 7" (in years) is
defined in [5] as follows:

Definition 1. [5] The British put option is a financial contract between a seller/hedger and
a buyer/holder entitling the latter to exercise at any (stopping) time T prior to maturity
T whereupon his payoff (deliverable immediately) is the ’best prediction’ of the European
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payoff (K — X1)% given all the information up to time T under the hypothesis that the
true drift u of the stock price equals the contract drift .

In [5], the price of the British put option is derived under the hypothesis that the
volatility is constant for all ¢ € [0,7]. Hence, this paper presents an extension of the
results in [5].

For 0 <t <T, let

L He — [
8ty = @)

where p. # . Define an equivalent measure P#¢ via the following:

dPHe
=7
dP T, (3)

where
z=eo| [ waw,— [ B )] (1)

and E[Z;] =1 for 0 < ¢ < T. Then by Itds formula,

This shows that Z; is a local martingale. From Lemma 1 in [2], we have

t
Whe — W, - / B(w)du (6)
0
is a P#e-Brownian motion. Under the probability measure P, (1) becomes
dXt = ,chtdt + O'(th)XtthMc (7)

where 0 < ¢t < T with Xo = = € (0,00). Thus, making use of (3), we have Et¢(X) =
E(ZrX)=FE(Zr)E(X) = E(X) for any random variable X.
The payoff of the British put option at a given stopping time ¢t = 7 is given by

B[ (K = Xp)" | Fr ] (8)

where the conditional expectation is taken with respect to a new (equivalent) probability
measure P#e under which the stock price X evolves as in (7) with Xg = « € (0,00). Thus,
the effect of exercising the British put option is to substitute the contract drift u. to the
true (unknown) drift p of the stock price for the remaining time of the contract. Note
that the value of the contract drift u. must be equivalent to the buyer’s tolerance level
for the deviation of the true drift p from his original belief. Moreover, to avoid arbitrage
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opportunity, the contract drift naturally satisfies (See [5])
L > T (9)
Note that by It6’s formula, the solution to equation (7) is
Xo = X2l (10)

for 0 < s <t <7T where

7" = exp [/t <uc . ”2(20‘“)> du + /:a(au)dwgc] (11)

so that the payoff (8) can be written as
Bre (K — X, 2")" | Fy ). (12)

Let ag be given. Applying the usual hedging scheme, then the arbitrage-free price of
the British put option at deal date (time 0) is given by

V. = V(0,Xo, )
= sup E [e_TTE”C (K = X7)*|F>) )]:0] (13)
0<r<T
= sup E [e"TE! (K — Xp)t|Fr)]
0<r<T

where the supremum is taken over all stopping time 7 € [0,7] of X and the E is taken
with respect to the (unique) equivalent martingale measure P.

Now, fix t € [0,T]. We want a general expression for the price, denoted by V (¢, X, o),
of the British put option at any time ¢ at which the stock price X; = x > 0. Denote the
payoff in (8) at 7 = s by

G (s,9.4) = B (K — yZ25)" | o = 3. X, = o] (1)

for s € [0,T] where Z%. is given in (11) . If the exercise date of the British put option is
at time ¢t + 7, where 7 € [0, T — t], then extending the argument in (13), we have

V(t,z,i) = sup  Epg [e77TGH(t + T, Xppry5) | au = i, Xy = ] (15)
0<r<T—t

where the supremum is taken overall stopping time 7 € [0, 7—t] of X and Et,a: is taken with
respect to the (unique) equivalent martingale measure ﬁ”t,z under which X; = = € R,.
Using the same argument as above with p. is replaced with r in relations (2) through
(7) and that Z7,,, (as defined in (11) with s is replaced with r) has stationary and
independent increments (i.e., Z7,., is a version of Z{ ), the option price in (15) can be
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rewritten as

V(t,Xy,aq) = sup FE [ e TGl (t+ 1, X4 X1, J) | Fu ] (16)
0<7T<T—t

where the process X = X (r) under P solves
dXt = ’I"Xtdt + O'(Oét)Xtthr
with Xg = 1. Note that they are equivalent because F; knows the values of X; and .

Proposition 1. For any t € [0, 7] and j € M given and fixed, the mapping
x— GFe(t,x, j) (17)
is convex on (0, c0).

Proof. Let 0 < A <1 and z3 = Az + (1 — )3 for some x1,x3 € (0,00) with 21 < z3.
We have

Gre(t, e, ) = GFe(t, Arr + (1= Mas, j)

+
= Ee [(K — A1 Z{% — (1 - A)ngéf%) | Xy =200 = j]
+
= [He |:()\K+ (1 B )\)K — )\leﬁfp — (1 — )\)iL‘thlf%) | Xt =T,0 = ]:|
_l’_
S AEMC [(K_xlzg%> ‘ Xt:.'L‘7Oét:j:|

+ .
+ (1= \)Ere [(K - xgz;j;) | Xt =z, 04 = J]
= AGFe(t,x1,5) + (1 — N)GHe(t, 23, 5),

which completes our proof. O

It can also be verified that the mapping in (17) is strictly decreasing on (0, 00) with

GHe(T,x,j) = (K — X7)T, GF*(t,0,j) = K and liIJ)rn G"<(t,x,7) = 0. By Proposition 1
T—>+00

and equation (15) above, it follows that the mapping
x = V(t, z,1) (18)

is convex for any ¢ € [0,7] and ¢ € M given and fixed and strictly decreasing on (0, c0) with
V(T,z,i) = (K — Xp)", V(t,0,4) = K and lirf V(t,x,i) = 0. Hence, both mappings
T—r+00
(17) and (18) are continuous on (0,00) for any ¢ € [0,7] and a; € M given and fixed.
Define the set

D :={(t,x,5) € [0,T] x (0,00) x M : V(t,z,j) =Gl (t,z,j)}. (19)
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Let (T, z,j) € {T} x (0,00) x M. We note that
V(Tv XT?.j) = (K - XT)+ = G (Ta XT7j)' (20)

Hence, {T'} x (0,00) x M C D, which is consistent with the fact that the supremum in
(15) is taken over (JF¢)e[o,r)-stopping times 7 € [t, T'|. Furthermore, by Corollary 2.9 page
46 in Peskir and Shiryaev [6], the (F);c[o,7]-stopping time

p(t, Xty o) :==1inf{s € [0,T —t] : (t,x,j) € D} (21)

with Xy = 2 € (0,00) and oy = j € M, is an optimal stopping time for option price
in (15) since  — V(t,z,j) and © — GFe(t,z,j) are both continuous on (0,00) and
Gte(t,z,j) < K for allt € [0,T] and j € M. Moreover, by using the equivalent expression
for the stopping set D in Relation (46) in Proposition (2), 7p(t, X;, ay) can be rewritten
in terms of the optimal stopping boundary function as

p(t,z,j) :==inf{s € [0,T —t] : x <bp(t,j)}, (22)

where bp(t,j) is defined in (44) below at which X; = z and ay = j.
We next derive the following continuity results to show that the set D in (24) is closed.

Lemma 1. The mapping (¢, z) — G#<(t,x, j) is jointly continuous on [0, 7] x (0, 00).

Proof. The continuity of the mapping x — GF¢(t,x,j) follows from the fact that
GHe(t,z,7) is convex with respect to z € (0,00) for any time ¢t € [0,7] given and fixed.
It remains to show the uniform continuity of the mapping ¢ +— G*<(t,x,j) at time ¢t = ¢;.
Let z € (0,00) be given and fixed and 0 < ¢; < to < T. Then we have,

ft2]

0 < )Guc(t27x7j)_Guc(tlaxvj)‘

< B || — 2zl - (K -2zt

ft2]

< st 2t

ft2]

_ :12 (#c‘@) du_j;gtf o—(au)dW#jC +
= zBF ||Zlq|1—e Fi,
1,

- N
J— E,Uc Z/‘c 1 ZtHQCvT
= 7z t1,T o Zﬂc

t1,T

Therefore, as to — t; — 0, we have GFe(ta,x,j) — GH<(t1,x,j) — 0 uniformly, which
completes our proof. ]



F. Sumalpong, M. Frondoza, N.L. Sayson / Eur. J. Pure Appl. Math, 16 (3) (2023), 1830-1847 1836

Lemma 2. For any j € M, the mapping (¢,2) — V(t,z,7) is jointly continuous on
[0,7] x (0,00).

Proof. The continuity of the mapping = — V(¢,x,j) at a point z( follows from the
fact that V (¢, z,j) is convex with respect to z € (0,00) for any time ¢ € [0,7] given and
fixed. It remains to show that the mapping t — V(¢,z,j) is continuous at ¢; uniformly
over x € R. Let x € (0,00) be given and fixed and suppose 0 < t; < to < T. Let
71 = 7p(t, x, 1) be the optimal stopping time for (15) and 7 = 71 A (T — t2). Then

0 < |V(t,z,4) - V(tQ,x,i)‘
< E[eiTTlG“C(tl+71,Xt1+n,j) ‘ ]:h]
—E [e7" G ety 4 T2, Xtgtra J) | Fia)
< E[e*TTQG“C(tl+T1,Xt1+n7j) ‘ fh]
—E [e72G e (ty + T2y Xtgtrs, J) | Fo]
< |E e G (t + 11, Xby oy, 5) — GPe(ta 4 72, Xty ir, 4)} | Fro)

S D |:6_TT2 ’G#C(tl + T1, thJrTlaj) - G#C(tQ + T2, Xt2+7'25j)’ ‘ ]:t2:| .

By the continuity of the mapping ¢ — GHe(t,x,j) from Lemma 1, the mapping t
V(t,z,1) is continuous on [0, 7], uniformly in x € (0, c0). O

3. Stopping set and boundary function
Define
F(t,z,j)=V(t,x,5) — G(t,z,j) >0, (23)
which is nonnegative for ¢ € [0, 7], € (0,00) and j € M, so that we have
D ={(t,z,j) €[0,T] x (0,00) x M : F(t,z,j) = 0}. (24)

By the continuity of both mappings (t,z) — V (¢, z,4) and (¢,x) — GH<(t,z,7) on [0,T] X
(0,00), the set D is closed. Thus, the continuation set

C=D°={(t,x,j) € 0,T] x (0,00) x M : F(t,z,j)> 0} (25)
is open.

Lemma 3. For any (¢,x,j) € D, we have

F(t ) — F(t,z,J
(7$+€7J) (’$7]) SO (26)

lim sup

e\0 €
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Proof. For all z € (0,00) and € > 0, consider the (Fs) e[, 7]-stopping time
=1tz +ej)€0,T 1 (27)

€

defined in (21), which solves the optimal stopping problem

V(t,x +e,04) =  sup E[e‘”G“C(HT,XHﬂJ) )ft]
0<r<T—t

= E [e—”? Gre(t+ 715, X, +,7) ‘]:t} : (28)
We first claim that
=0 as e—0. (29)
From the definition of 7p (¢, x + €, j), we have, on the event {a; = j},

o(t,z+¢€,j) = inf{se[0,T—t]:(t,x+¢€7j) € D}

_ inf{se 0,7 —t]: sup E[e—“Eﬂc {(K—(x+e)XsZt"js7T)+‘]:t+s} ft]

0<s<T—t

= Ete [(K —(z+ e)XsZ#;S,T)ﬂEﬂ} }

< mf{s el0,T—1: sup E [e—’“SEMc [(K—xxszf;sT)+(ft+s] ft}
0<s<T—t ’
> B [(K = (4 X, 205, 1)t | Fiss] |
< inf {s €0,T—t]: sup E [e*mE”E [(K — a:Xstﬁs T)+‘ft+3] .7-}}
0<s<T—t ’

1
> Ere [2 (K —aZf o= €2 o+ | K — a2l - €ZYéL+SvT’> ‘ft+s] }

This implies that

lim7p(t,z +¢€j) < liminf {S e0,T—t]: sup E {eiTsE“c {(K — X2} T)+‘Ft+5}
e—0 e—0 0<s<T—t ’

7

1
> [ [2 (K — a2l g = eZlsor+ |K =02l 0 — <2t 1) ‘fws} }

d

= inf {s €0, T—t: sup F {e‘rsE“C [(K — X Z} T)+‘]:t+s}
0<s<T—t '

1
> [l [2 (K — a2y o+ | K - xZéﬂrs’TD ‘fm} }
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— inf {3 el0,T—1: sup E {e*“E“c [(K —aX, 7, T)*‘IHS} ft}
0<s<T—t ’
- b [ -, ']
= inf {s €0, T—t]: sup FE [e‘”E’“C [(K - :chijs T)+“Ft+5:| ]:t}
0<s<T—t ’

= B (K - X, 2%, 1)"] }
= inf{s€[0,T—t]: (t,z,j) € D}
= 0.

Now to prove (26), we use (28). Thus, we have

limsup V(t,$ + 67.]) — V(t,.%',j)
e\ 0 €

1
= limsup — {E [eiTTjG”C (t+70,2+€7) ‘]:t] — sup E [efrTjG“C (t+ 7 2,7)) ’}—t} }
N0 € 0<r<T—t

1
< limsup + {E [e—rriguc (t+ 75,2 +€7) ‘}'t} - F [e_”jG“c (t+75,2,5)) ‘]'—t]}
eNo €

< limsup1 {G“C (t—i—Tj,x—i-e,j) — GHe (t—i—Tj,w,j))}

eNo €
OGHe
= (t,x,j
o i), (30)
hence we conclude (26). O

It is well-known that every convex functions on the open interval I are differentiable
almost everywhere, e.g. [3]. In the following Lemmas, we use the fact that both V (¢, z, j)
and GH<(t,x, j) are differentiable P-almost surely for all z on (0, c0).

ov GH'e
Lemma 4. The functions — (¢, z, j) and T(t’ x, j) are continuous on (0, co) P-almost
x

T
surely for fixed ¢t € [0,7] and j € M.

Proof. Let € and ¢ € (0,00) be arbitrary. Since V(¢,z,j) is differentiable for all
€ (0,00) for fixed t € [0,T] and j € M, we know that there exists 6 > 0 such that

V(t,l’,])-V(t,C,j)_@l .
o 5y (Led)| <

(31)

DN

whenever 0 < |c — 2| < §/2. Moreover, by Mean-Value Theorem, there is an element
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y € (x,c) such that

V(t,l’,j) — V(t,C,j) _ ov

Cc— 1T %(tvgﬁ])

and inequality (31) becomes

ov

L 0V .
%(ty:])_%(tvc)]) < 3. (32)

N

Note that we have 0 < |y —¢| < |z —¢| < 6/2. For t € [0,T] and j € M given and fixed,

we know from Proposition 1 that V (¢, z,j) is convex for all z € (0, 00), then a—(t, x,j) is
x

monotonically increasing. Thus, if 0 < |z — y| < §/2 we have

ov

) 51% ) €
%(t,%]) - %(t,yd) <3 (33)

Therefore, combining inequalities (32) and (33) we have

6—V(t:v ')—8—V(tc )| < e
ax ) 7] ax Y 7] Y
whenever 0 < |z —¢| < |z —y|+ |y — ¢| < §.

He

Furthermore, by Lemma 6 and the fact that
i
that V' = G*< in the stopping set D which is defined in (24) above, we have

is monotonically increasing and

V(ta va]) - V(t7x17j) _ al(t,ﬁ,])
To — T1 ox
L
iy 8x ) 7]
Ghe(t,zg, j) — G'(t, 21, j)

= >0

T2 — X1

for x1,z9 € (0,00). Therefore, continuity of 8?;% (t,z,7) follows from the continuity of

%—‘l{(t, x,j) on (0,00). This completes our proof. O
Define the infinitesimal generator

0 0 1 0? ,
Lits.nia) = (g +rag + goane sy~ ) fs.0.d)
+ZjSf(svxvi) (34)

=1
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of the Markov process (XS)SE[O,T], where Q = (ij)i,j=1.2,...,m is the infinitesimal matrix
generator of the Markov process (as)sejo,7), for any sufficiently differentiable function f
of (s,z,7) € [0,T] x (0,00) x M.

Lemma 5. For all (¢,z,5) € [0,T] x (0,00) x M, we have
LGHe(t,z,7) <0 (35)
when the contract drift . satisfies p. < r.
Proof. The payoff function in (14) can be rewritten as
Gle(t,x,j) = B*[(K — Xp)*| Xy = 2, ap = j]

for all 7 € M and hence a martingale by tower property. By (7) and the 1t6’s formula we
have

OGHe OGHe
e N . :
dG (t,l’,]) at (t,fL‘,j)"‘,uc.’L’ 3$ (t7x)])
1y, 2 0°GHe N
+ 20 (j)$ 922 (t,x,]) +;QJIG (t,:L‘,Z)
. OGHe .
+ o(j)x 5 dwl.
Since GHe(t,x,j) is a martingale, we find
OGHe , OGHe W1 g 4 0%GHe .
W(tﬂm])_'—,ucxﬁ(tawa])—i_ia (])l‘ 2 (t>$7.7)
+ Y qjiGre(t @, i) =0, (36)
i=1
Substituting (36) to (34) we have
, OGHe , .
ILGMC(t’l,’]) = (T_NC)I‘W({:?J%]) _TGHc(t’x7])_ (37)

Since GHe(t,x,7) is convex and decreasing with respect to z € (0,00), then we have

OGHe , .
W(t’ x,j) < 0. This completes our proof. O

Lemma 6. For all (t,y,j) € C, we have

ov OGHe

?y(t?ynj) > Ty(tvyvj)' (38)

Proof. Let (t,xp,7) be a fixed point on the boundary function bp(¢,7) so that x, =
bp(t,j). Let x, <y < K so that (t,y,j) € C. Since z — V (¢, z, j) is continuous on (0, co)
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by Lemma 2 and differentiable P-almost surely, by Mean Value Theorem, there exists at
least one ¢ € (zp,y) such that

Vit,y,j)—V(tz i) oV,
( Y ]) ( b ]) :ai(tvcvj)'
Y — Tp T

Similarly, we have

GHe tvyaj — Ghe tvxbaj oGHe .

Since V(t,y,j) > GH<(t,y,7) for all (t,y,j) € C, we have

ov _ V(ta yaj) — V(ta xbaj) > Guc(tv ya]) — Guc(tv CUb,j) OGHe

—(t,c, ) = = t,¢,j).
5 () — — 5 (b6

Since V' and G*¢ are continuous and convex, the above inequality holds for all (t,c,j) €
C. O

Lemma 7. For any (¢,x,j) in the optimal stopping boundary dC C D, we have

ov

oV ) .
%(t,l‘—l—,j) - 87{13(1:7:1:_’]). (39)

Proof. For nay € > 0, consider the stopping time 7." = 7p(t,x +¢,j) as in (27). Noting
that 7.7 — 0 as € — 0 as claimed in (29), by (30) we have
OGHe V(t,z+e€j)—V(tx,j)

——(t,z,j) > limsu .
5y (H®7) 2 usup -

On the other hand, since (¢, z,7) € 0C C D, we have

V(t,z+ej) - V(L)) Ghe(t,x +€,j) — G'(t, x, j)

lim inf > liminf
e\0 € e\0 €
)
- ax b 7] *
Since V = G*< on a closed set D, we have

ov OGHe oV

— — 7)) = — j) = — — 7). 40

5y (020 d) = (62, ) = 5t 2=, ) (40)

Lemma 8. We have
{(t,z,i) € [0,T] x (0,00) x M : LG*¢(t,x,i) >0} C C

where C' = DF¢ is the continuation set.
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Proof. Let (t,z,i) € [0,T] x (0,00) x M be such that LG*<(t,z,i) > 0. By Lemma 1
in [2] we have

e_TSGMC(t + SvXt+S7at+s) = Gt (t,l’,Z)
t+s
+ / e LG (u, Xy, oy )du + M, (41)
t
where M, = tt+8 e "o (o) Xy agjf (u, Xy, o )JdWH'® defines a continuous martingale for

s €]0,T—t] with ¢t € [0,T). By Lemma (1), Lemma (4) and equation (37), the infinitesimal
generator LGH<(t,x, j) is continuous with respect to (¢t,z) € [0,7] x (0,00). Thus there
exists an open neighborhood U x V' C [0,T") x (0,00) of (¢,z) such that LG <(s,y,j) > 0
for all (s,y) € U x V. Let

v =1inf{r : (t+7,Xetr) €U XV, (X, a0) = (z,0) € V x M}.
By Optional Sampling Theorem, the Relation (41) with s = 7y shows that

E e "TUGHe (t + U, Xt-I—TU ) at—l—TU)

]—"t] = QHe(t, i)

t+7y
+ E { / e’"“ILG“E(u,Xu,au)du‘ft} .
t
(12)

Since LG (u, Xy, o) > 0 for u € (t,t+7y), the right hand side of equation (42) is strictly
greater than GH<(t,z,1), while from equation (15) we have

V(t,x,i) > F [e_rTUGMC(t"i_TUvXt-FTU?O‘t-FTU) ‘ ]:t]

showing that V (¢, x,7) > G*<(t,x,4), which implies that (¢,x,7) € C. This completes our
proof. O
Next, we define the boundary function bp(t, j) via the following:
For any stopping time 7 € [0,7 — ], it can be verified from equations (37) and (42)
that there is a continuous function h : [0,7] x M — R such that the infinitesimal generator
(37) satisfies

LG (¢, h(t, 5),5) = 0. (43)

Since p. > r, we see that LG*< (¢, h(t, j),j) > 0 for = > h(t, j) and LGH<(t, h(t,j),j) <
0 for # < h(t,j) when ¢t € [0,T] and j € M are given and fixed. In view of equation (42),
this implies that for any stopping time 7 € [0, 7 —t], there is no point (¢, z) € [0, 7] x (0, 00)
with 2 > h(t,j) is a stopping point. From here, we define the optimal stopping boundary
as follows:

bp(t,j) ==sup{z € (0,00) : (t,z,j) € D}. (44)
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Now, we characterize the stopping set defined in (24) in terms of the boundary function
bp(t,j).

Proposition 2. For any (t,z,5) € [0,T] x (0,00) X M such that (¢,z,7) € D we have
{t} x (0,z] x {j} ¢ D (45)
and
D ={(t,xz,j) € [0,T] x (0,00) x M :z < bp(t,j)}. (46)

Proof. Let (t,y,j) € {t} x (0,z] x {j}. Since (t,x,j) € D and V (¢, x,j) > G'<(t,z,j)
for all x € (0,00), we have

V(t,$,j) — V(t7y7j) _ G‘U‘C(t,i,j) — V(tv ya])
=y =Y
GHe(t,x, j) — G (t,y, )
S r—y .

Taking the limit on both sides as z —y — 0 and by Lemma (3), we have (t,y,j) € D and
conclude (45). From the definition of the boundary function in (44), we have the following
equivalence

(t,z,7) € D<= {t} x (0,z] x{j} C D <=z <bp(t,j). O
Lemma 9. For any (z,7) € (0,00) x M, the mapping
t— F(t,z,j) =V(t,x,j) — GF(t,x,j) (47)
is nonincreasing in ¢ € [0, 7.

Proof. Let s1,s2 € [0,T — t] with s; < s9 and consider the stopping time 75, =
Tp(s2,x,7) € [0,T — s2]. From definition of the function F in (23) and replacing 7y with
Ts, in (42), we have

F(827$aj) = V(827$7j) - Guc(s%xaj)
= E e 2G (52 + Ty, Xstry,, Qstry, )| QXsy = j} — GHe(s9,2,7)
[ [52+Tsy
= F / e "LGH (u, Xy, o) du| o, = j]
- 82732
= FE / e "ILGY (52 + u, Xogtus a82+u)du‘a0 = j} . (48)
LJo

Combining (48) with (49) below

F(S]_,I',j) - V(Sl)x7j)_GHC(Slax7j)
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Z FE €_TT52 GMC(Sl +T527X81+7'527a31+7'52)

Qs = .]:| - GMC(SL.TJ,j)

S1+Tsy
= FE / e "LGH (u, Xy, ) du

LY S1

Qs = J}

T52
= E / e "ILGHe (51 + u,Xsl+u,a51+u)du‘ao = j] , (49)
L/ O
we have

F(s2,x,j) — F(s1,,7)

Ts
< E |:/ ’ e "MILGHe (52 + u, st-l-ua a82+u)du’a0 = .7:|
0
Tsg
—F |:/ e_ru]LGuc(Sl + u, Xs1+ua as1+u)du‘a0 = ]:|
0
Tsg
S E |:/ {]LGMC(SQ + U,X52+u, a32+u)du - ]LG“C(Sl + u, X51+u,a51+u)du} ‘ao = _]:| .
0

From Relation (37) with r < p., since t — G*#<(t, z, j) is nondecreasing on [0, 7], we say
that ILGH<(t,z,7) is nonincreasing in ¢, we find that the right hand side is nonpositive,
thereby conclude that F'(t,x,j) is nonincreasing in t € [0, 7. O

Proposition 3. The boundary function bp(t, j) is continuous in ¢ € [0, 7] for all j € M.

Proof.

Let oy = j € M be fixed. We first show that the boundary function bp(¢,j) is left-
continuous. Suppose to the contrary that it is not left-continuous at time ¢ = ty. Consider
the following cases:

Case 1. bp(to—,j) < bp(to,J)
Let (¢,2',7) € (0,t0) % (bp(to—, J), bp(to, 7)) X M be a point in the continuation set C

o , ov OGHe
with ¢’ close to tp and t' 1 tg. We know that, by Lemma 4, x — — and = —
ov oG o o
are both continuous. Since both — and are bounded by —P(y < K) for

x x
(t,y,7) € D, by Newton-Leibniz formula and Lemma 6 we have

bp (to.4)
0 < [ W) - i) du
x/
= Gl(t',a',j) - V(' ', )
as t' — to. This implies that V (to,2’,7) < GHe(to,2’,j) which contradicts the fact
that (to,2’,7) € D since o’ < bp(to,j), i.e., V(to,2',j) = GF(to,2’, j).

Case 2. bp(to—,7) > bp(to,J)
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Let (t*,2*,j) € (0,t9) x (bp(to,7),bp(to—,7) X M) be a point on the stopping set
D with t* close to tgp and t* 1 9. By (40), we have V,(t*,z*, j) = GF<(t*,2*,j) on
D. Similarly, by Newton-Leibniz formula, we have

0 = [ W) - G o) do
bp(to,j)
= V(t*>$*7j)_Guc(t*7x*7j)

as t* — to. This shows that V(to,z*,j) = GHe(to,x*, j) which contradicts the fact
that (to,x*,7) € C since x* > bp(to, j), i.e., V(t*, 2%, 5) > GFe(t*, z*, j).

Therefore, in either case, bp is left-continuous. To prove the right-continuity can be done
similarly. O

Proposition 4. The boundary function bp(t, j) satisfies the Volterra type equation
T
Guc(tab[)(tmj):j) = F(ta bD(tv.j)a.]) - / J(ta bD(tvj)7u7 bD(uaau)7au)du7 (50)
t
for 0 <t < T, where
Flt,5) = B [(K = Xp)*|ay = j, X, = 2] (51)
and
J(ta €, U, bD(U, Oéu), Oéu) = E |:]LXV(U, Xua.])I(X’u < bD(ua ]))‘at = j’ Xt = l':| ’ (52)

for 0 <t < T and z € (0,00).

Proof. From Relation (16), we see that V(t,z,j) > GFe(t,z,j) for all (¢t,z,j) €
[0,T] x (0,00) x M and recall the continuation set

C = D = {(t,,5) € [0,T] x (0,00) x M| V(t,2,j) > G (t,z,j)}.
Noting that the stopping time 7p = 7p(¢, x, j) defined in (21) is optimal for (16), we have
V(t,z,i)=FE [e_TTGMC(t + TDaXtJrTDaj) ‘ ap =1, Xy =x|.

It is well known from the theory of Markov processes that V (¢, x,4) is C1? in the contin-
uation set and it solves the Cauchy-Dirichlet free-boundary problem

{ LxV(t z,j) =0, (t,z,j)eC

V(t,z,j) = Gre(t,z,5), (tz,]) € aC, (53)

where OC' is the boundary of the open set C. By the local time space formula of [4], we
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have

V(T.Xr.j) = E|(K=Xp)*|a =, X =]
=V

(t.4) + B M}

o = j, Xy ZJU}

T
+E U LV (t, Xu, ) (Xu # bD(u,au))du‘at — X, = x]
t

T
Ll [/ <8V(u, Xt ) — aV(u,Xu—,au)) (X = bo(u, an)de? (X7)
t

5 3y ay Qr = 7, Ay 4

(54)

T

ov

where Mtb = / a(au)Xua—qu is a continuous local martingale and b = (EZ (X*))t<u<r
¢ x -7

is the local time of X* = (X,,)i<u<7 at the curve u — bp(u, j). Using that

GHe
tx. j) =
" (t,x,j)

(t,y,7) <0 for all t € [0,T), it can easily be verified from Proposition

ox
4.4, page 45 in [1] that E [Mtb] = 0. By the smooth-fit property shown in Lemma 7,
the last two terms in (54) above vanishes. Furthermore, by (53) above and the fact that
V = G*< in the closed set D, equation (54) becomes

Pz < K) < ZV

E {(K - XT)Jr‘at —j X, = x} = GHe(t,,7)
+ /t "B [EXV(u, X 0)I(Xu < b, 00)|on = . Xe = 2w (55)
Substituting = with bp (¢, j), we have
G (t,bp(tg).5) = B[(K = Xr)*|ar = j. Xe = b (1, )]
— /tTE [ILXV(u,Xu,au)I(Xu < bD(u,au))‘at =7,X¢ = bD(tv.j):| du

T
= F(t,bp(t.7).5) - / J(tb(t 5), 0, b (1, ), ).

4. Conclusion and Recommendations

This paper extends the results for British put option that was introduced by G. Peskir
and F. Samee (2011) by considering stochastic volatility, particularly in a regime-switching.
We have shown that the boundary function satisfies the Volterra equation, instead of
deriving the closed form expression for the arbitrage-free price for the British put option.
For further studies, a similar extension may be done for the British call option. In addition,
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one may provide a practical implication of this study.
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