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To improve the empirical performance of the Black-Scholes model, alternative models have
been proposed to address the leptokurtic feature of the asset return distribution, volatility smile,
and the effects of the volatility clustering phenomenon. However, the analytical tractability of
the option valuation remains problematic for most of the alternative models. In this paper,
we propose a Markov jump diffusion model that can not only incorporate both the leptokurtic
feature and volatility smile but also present the economic features of volatility clustering. To
evaluate the price of derivatives, we apply Lucas’s general equilibrium framework to provide
closed-form formulas for option and futures prices. When the jump size follows a specific dis-
tribution, such as a lognormal distribution or a default probability, we devise explicit analytic
formulas for the equilibrium prices. Through these formulas, we illustrate the effect of jumps on
implied volatility and volatility surface via stochastic intensity as well as sensitivity analysis in
stock option prices.
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1. INTRODUCTION

The characterization of the arbitrage-free dynamics of stocks and interest rates in the presence of
both jumps and diffusion has been developed by many authors in the financial literature. Some
examples include option pricing with Poisson-type jumps (cf. Merton, 1976; Naik and Lee, 1990,
and Kou, 2002), the pricing of interest rate derivatives (cf. Duffie, Pan, and Singleton, 2000, and
Jarrow and Madan, 1995, 1999), and the marked point process framework (cf. Bjork, Kabanov,
and Runggaldier, 1997, and Glasserman and Kou, 2003). Empirical evidence and estimation
methods for jump diffusion models can be found in Chernov and Ghysels (2000), Pan (2002),
and Eraker (2004), among others. A good summary of jump processes and option prices can be
found in Chapter 11 of Shreve (2004). The motivation for including jumps along with diffusion
models is also explained in the above articles and the references therein.
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In the general framework of the marked point process developed by Bjork, Kabanov, and
Runggaldier (1997), the arbitrage and the completeness theory were investigated, and the ex-
istence and uniqueness of a martingale measure was proved. Further developments for interest
rates were made by Glasserman and Kou (2003), allowing randomness in jump sizes and de-
pendence between jump sizes, jump times, and interest rates. They also proved option pricing
formulas via the arbitrage theory in the setting of Poisson-type jump diffusion models, to which
some clear option price formulas for stock market have been established by Merton (1976), Naik
and Lee (1990), and Kou (2002). Although the Poisson-type jump diffusion model can reveal
the empirical phenomena of both the leptokurtic feature and the volatility smile, it is unable to
explain the volatility clustering observed in empirical studies, due to the independent increment
assumption for both the diffusion and the jump. The primary goal of this paper is to bridge
this gap. We propose a Markov jump diffusion model, specified in (2.5), for a stock log return
distribution. It can not only capture the empirical features, including leptokurtic phenomena,
volatility smile/surface and volatility clustering but also provide fully expressed option pricing
formulas in the framework of Lucas’s general equilibrium setting. When the jump size follows a
specific distribution, such as a lognormal distribution or a default probability, we devise explicit
analytic formulas of the equilibrium prices for European call option and futures.

Figure 1: The dynamic process of the underlying asset price under a jump diffusion model

There are two other aspects to be studied in the Markov jump diffusion model beyond
the motivation of capturing empirical phenomena and that of having closed-form option price
formulas. First, the arrival rates of new information, good or bad news, are different from the
“abnormal” vibrations of the asset price that are dependent on the current situation. In the
jump diffusion model, as described in Merton (1976) and Kou (2002), the abnormal vibrations
in price occur only due to the arrival of important information about the stock that has more
than a marginal effect on price. The Markov jump diffusion model with two states, the so-called
switched jump diffusion model, depends on the status of the economy, such as expansion or
contraction. In Figures 1 and 2, we compare the dynamic processes of the asset price under a
jump diffusion model and a switched jump diffusion model. In the jump diffusion model, the
jump rate is averaged in the years as shown in Figure 1. On the other hand, in the switched
jump diffusion model, the jump rates are different in different states as shown in Figure 2. The
jump rates are large in one state and small in the other.

Second, the jump diffusion model as well as the Markov jump diffusion model can be used
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Figure 2: The dynamic process of the underlying asset price under a switched jump diffusion
model

to describe defaultable risk in a financial market. This provides further motivation for including
jumps. In the jump diffusion model, there is a positive probability (default probability) of
immediate ruin, i.e., if the Poisson event occurs, the stock price falls to zero (cf. Samuelson,
1973; Merton, 1976, and Duffie and Singleton, 1999). In the switched jump diffusion model, we
describe the risk with two different probabilities. There are high and low default probabilities
of immediate ruin, and the jump rates are modeled by a two-state Markov modulated Poisson
process.

The remainder of this paper is organized as follows. In Section 2, we introduce the structure
of the model, and make the necessary assumptions in a general equilibrium framework. In
Section 3, we explore the empirical phenomena of the switched jump diffusion model, which
includes the leptokurtic and volatility clustering features. In Section 4, we first present a general
equilibrium framework of Lucas (1978) in the Markov jump diffusion model; we then provide a
formula for Furopean call option price under the Markov jump diffusion model with a general
jump size distribution. In particular, a closed-form solution is given in the case of a default risk
and a lognormal jump size distribution. Further, using the closed-form option price formula, we
study numerical analysis for implied volatility and volatility surface. A sensitivity analysis of
the parameters to the option price is conducted as well. The conclusions are provided in Section
5. An essential point in this study is that we obtain the new transition probability for the new
Markov jump diffusion model. All proofs are provided in the Appendices.

2. GENERAL FRAMEWORK OF THE MODEL

We consider the general equilibrium framework of Lucas (1978) in a frictionless market, where
there is a representative consumer in a rational expectations economy that maximizes an objec-
tive function of the form

C

max B { /0 N U(c(t),t)dt] , (2.1)

where E is the unconditional expectations operator and U(c(t), t) is the utility function, which is
continuously differentiable, strictly concave, and strictly increasing in consumption process c¢(t).
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Throughout this paper, for simplicity, we consider the power utility function. The assumptions
are listed as follows.

Assumption 1. The power utility function. Let the utility function be

a

—ot € :
— 0<axl
Uet) =4 © 4 i 0<a<l, (2.2)
e "logc if a=0,

where 0 is the positive discount rate and a is the risk aversion parameter.

We assume that there are predictable, locally bounded, and self-financing feasible trading
strategies under the nonnegative wealth constraint at all times. For the agent, predictable
trading strategies is an informational constraint to choose portfolios at any time t based only
on the available information before ¢t. Under locally bounded trading strategies, the cumulative
mean and variance of the investor’s portfolio remains finite in finite time so that the stochastic
integral for wealth is well defined. In the case of self-financing trading strategies, the portfolio
wealth at time ¢ could be equal to the initial value of the portfolio plus trading gains, net of the
value of consumption between 0 and ¢. For the nonnegative wealth constraint, we rule out the
liability of the portfolio (borrowing without repayment) so that the agent’s wealth is sufficiently
high to cover it, as shown in Dybvig and Huang (1988), Naik and Lee (1990), and Kou (2002);
this eliminates all arbitrage opportunities in an equilibrium price system.

There exists an exogenous endowment process denoted by () that is available to the in-
vestor. If 0(t) is Markovian, it can be shown (cf. Stokey and Lucas, 1989) that the rational
expectations equilibrium price of the security p(¢) must satisfy the Euler equation

EWU(6(T), T)p(T)| F1)

e AT R

for all T € [t, Tp], (2.3)

where U, is the partial derivative of U with respect to ¢, and T, denotes a finite liquidation
date of the security. Instead, in equilibrium, the investor finds it optimal to simply consume the
exogenous endowment, §(t), i.e., ¢(t) = d(¢) for all ¢ > 0. Under Equation (2.2), or for more
general utility functions, the rational expectations equilibrium price in Equation (2.3) becomes

_ B (D)|F)
M= ey

(2.4)

Assumption 2. The stochastic differential equation of the endowment. Under the physical mea-
sure P, the endowment follows a Markov jump diffusion model,

a(t)
5 = (t)dt+ o dWi(t) +d [ > (Va—-1) |, (2.5)

n=1

where §(t—) denotes the endowment at time t—, 0(t) denotes the endowment at time t, the drift
w1 (t) is the instantaneous return of 6(t) at time t, the volatility oy of the stock price is assumed
to be constant, Wi(t) is assumed to be a one-dimensional standard Wiener process under the
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physical measure P, ®(t) is a Markov modulated Poisson process with a finite state X'; further,
Y, is a sequence of jump sizes when the jump event occurs and is assumed to be independent for
the sequence, where the endowment is from 6(t—) to Y, 0(t—).

The resulting sample path for the endowment process will be continuous except at finite
points in time, where jumps occur with the new information and the jump rate depends on
the status of the economy. The drift term is a deterministic function of time in (2.5), and the
volatility is assumed to be a constant. This setting extends the previous work by Naik and Lee
(1990) and Kou (2002), in which case ®(t) = N(t) is a Poisson process and p;(t) = py is a
constant. We refer to a Markov jump diffusion model as a switched diffusion model when there
are only two states in the underlying Markov chain. Under the general equilibrium framework,
we consider the possibility that asset prices are influenced by an exogenous endowment through
a series of correlated noise, which is characterized by the Brownian motion and jump size.

Assumption 3. The stochastic differential equation of the underlying asset price. The price of
an underlying asset S(t) also follows a Markov jump diffusion model, defined as

D(t)
%(_t)) = p(t)dt+odW(t) +d | S (Y, —1) (2.6)

n=1
D(t)

= p(t)dt + U<de1(t) +4/1— p2dW2(t)) +d Z(?,i’ -1, (2.7)

n=1

where Ws(t) is a Brownian motion independent of Wy(t), p is the constant correlation coefficient
of the underlying asset and the endowment, the drift p(t) is the instantaneous return of S(t) at
time t, o denotes the constant volatility of the asset; further, {Y,} is a sequence of jump sizes
when the jump event happens, which is connected through a power function b € (—oo, 00), where
Y, =Y?, and ®(t) is the same Markov modulated Poisson process as the endowment process.

We observe that the same Markov modulated Poisson process ®(t) affects both the en-
dowment process and the asset price process, and the jump sizes are related through a power
function, where power b € (—o0,00) is an arbitrary constant, Y, = Y*. The Markov jump
diffusion model can be embedded in the rational expectations equilibrium requirement under a
Markovian assumption of the Brownian motion and the jump size in Section 4.

The Markov modulated Poisson process ®(t) forms a particular class of doubly stochastic
Poisson processes where the underlying state is governed by a homogeneous Markov chain (cf.
Last and Brandt, 1995). We particularly consider a series of nonnegative numbers { Ay, Ao, -+, Ar},
where \; denotes the intensity of the doubly stochastic Poisson process ¢ if the underlying
Markov chain X (t) is at state ¢ for time ¢. In this case, {X(¢),{P; : i € X}} is a Markov jump

process on the state space X = {1,---, I}, with transition rate (i, j) defined as
a(i, j), i # 7,
(i, j) =4 — Z a(i, j), otherwise, (2.8)
JJFi

for 7,7 € X. This ® is called the Markov modulated Poisson process. In other words, the
conditional distribution of a point process ® is P-almost surely equal to the distribution of a



Poisson distribution with the intensity function ¢ — Ax(;. In other words,

P(®(t) = n|X) = W’;—f)cw exp|— /Ot Ax@wds] P —a.s. (2.9)

From the Markovian structure of X (¢), we can obtain the joint probability of X (¢) and ®(t) via
the Laplace inverse transform, which is given by P;(n,t) := P;(X(t) = 7, ®(t) = n) := P(X(0) =
i, X(t) = j,®(t) = n) at time ¢ with initial X(0) = i for n € Z*. Define ¥ := (¥(,7)) and
P(n,t) := (P;;(n,t)), and denote A as an I x I diagonal matrix with diagonal elements \;. For
0 <z <1, define

P*(z,t) = i P(n,t)z" (2.10)

with P(n,0) = (1{=0yDsj), where D;; = 1, if i = j and 0, otherwise. Hence, P*(2,0) = (D;;).
By using Kolmogorov’s forward equation, the derivative of P(n,t) becomes

%P(n, t) = P(n,t)(¥ — A) + 151y P(n — 1, t)A.

Further, its unique solution is
P*(z,t) = e[~ (=201 (2.11)

where .
1
eA = Z —'An,
n!
n=0

for any (I x I)-matrix A and A° := (D;;). Using the Laplace inverse transform (2.10) and the
solution (2.11), we obtain the joint distribution of X and ® at the time ¢ as

7

P(n,t) =

P*(z,t)].—o. 2.12
P (2 ) (212
To compute (2.11), we use the numerical inversion method proposed by Abate and Whitt (1992),
which presents a version of the Fourier-series method for numerically inverting the probability
generating function, and obtain a simple algorithm with a convenient error bound from the
discrete Poisson summation formula.

Assumption 4. Jump size distribution. We define Cl(l) = E(?l — 1) and assume that

¢l < oo, (2.13)
Y < oo, (2.14)
(1) _ co I I
EQTve =YY"V +1)"mPy(n,t) < oo, forallt >0, (2.15)
n=0 n=0 i=1 j=1
and
D(t) _ oo I I
E(QLye™ = Y3V + )" mPy(n,t) < oo, forallt>0, (2.16)
n=0 n=0 i=1 j=1



where m; denotes the stationary distribution at state i, and a € [0,1) and b € (—o0,00) are
defined in Equations (2.2) and (2.7), respectively.

The assumption of (2.13) and (2.14) implies that the means of the jump sizes are finite
for the endowment and the asset prices under the first derivative of the power utility function.
Equations (2.15) and (2.16) guarantee that the means of the jump sizes in the Markov modulated
Poisson process are finite under the first derivative of the power utility function.

Two specific jump size distributions are considered in the following sections. First, we take
the immediate ruin as the jump event occurs (cf. Samuelson, 1973, and Merton, 1976). In other
words, if the Markov modulated Poisson event occurs, the stock price falls to zero. Thus,

_ 0, if event occurs,
Y= (2.17)

1, if event does not occur.

Next, the random variable ?,f is assumed to have a lognormal distribution as the jump event
occurs. Let UZ denote the variance of the logarithm of Y;, and p, the mean of the logarithm of

Y:. Note that Assumption 4 is satisfied in both cases.

Assumption 5. The discount rate 6 of the utility function. The discount rate 6 should be suffi-
ciently large such that

9>—ﬂ—aWﬂﬂ+%ﬁﬂ—nﬂ2—@+ﬁ@, for ¢ € [0, 77, (2.18)

D(t)
where ij(t) := dlog{ E[] [ Y"1} /dt.

n=1

This assumption guarantees that the term structure of the deterministic interest rate is

positive; this will be discussed in detail in Section 4. Note that when Ay = Ay = ... = A; = A
o(t)

and as 7(t) = dlog{E[H Yoy dt = M"Y Assumption 5 reduces to 8 > —(1 — a)py(t) +
n=1

10t(1—a)(2—a) + )\Ql(a_l), and the parallel assumption appears in Kou (2002).

Assumption 6. The deterministic interest rate. Let B(t,T) be the price of a zero-coupon bond
with maturity date T'. We assume that the interest rate

—dlog(B(t,T))

r(t) = %12 T (2.19)
1s a deterministic function of t. Therefore,
B(t,T) = e~ Ji r)ds, (2.20)

Note that in Assumption 3, the asset return contains the risk premium from the Brownian
motion and the Markov jump risk, which is the function of ¢. In an equilibrium setting, we
need to establish the relationship between the asset return and the interest rate; therefore, the
interest rate is assumed to be a deterministic function of time in Assumption 6. The details are
presented in Section 4.



3. EMPIRICAL PERFORMANCE

3.1 Leptokurtic features

Recall that S(t) is defined in Equation (2.6). Solving this stochastic differential equation of
the asset price yields the dynamics of the asset price as follows:

S(t) = S(0) exp {/Ot(u(s) _ %a ds + oW (t } H Y, (3.1)

By using Equation (3.1), if the time interval At is small as in the case of daily observations, the
return can be approximated by ignoring the terms with an order higher than At and by using
the expansion e® ~ 1 + z + x2/2. The dynamic return of the asset for a small At is given by

AS(H) <I>(t+At
—— =~ (u(t) — 30°) At + o(W(t + At) Z logV,, + a 2(W(t+ At) — W(t))?
S(t)
B(t+AL)
~ p(t)At + o ZV At + Z logY,,,
n=>o(t)

where Z is the standard normal random variable. The probability of the Markov modulated
Poisson process ®(t) with one jump from time ¢ to t + At is

I I I I
DD mP(X(t) =i, X(t+At) =, Bt +At) =1) =D > mPy(L,
i=1 j=1 Jj=1

=1

In addition, the probability of having more than one jump is o(At).

If the probability of one jump is smaller than o(At), then we can ignore the multiple jumps
and obtain

( I I
B(t4 Al logY,, with probability Z Z i P;(1, At),
Z log ¥, ~ - ]?1 I
n=2() 0, with probability 1— Y mPy(1, At).
L i=1 j=1

The return, in Equation (3.1), can be approximately rewritten as

Asig) ~ u(t)At + o ZV AL+ HYV, (3.2)

Zmpw 1,At), P(H = 0) =

1 j=1

I
where H is a Bernoulli random variable with P(H =

I
1— Z Z m; Pi(1 ,and V =logY is a normal random variable with mean p, = E(logY)

=1 j5=1



and variance o, = var(logY). Note that excluding the last term in Equation (2.6) reduces it
to the classical model of the geometric Brownian motion, with the return AS(t)/S(t) being
characterized approximately by a normal density.

AS(t)
S(t)

fa) = (1= T mpylan)— o 1O
=l (3.3)

. 1 r — p(t)At — py,
+(;;W2PW(1’A1§)),/azAt—l—US(M \/U2At—|—05 )

AS(t) |
50 is

The probability density of is given by

where ¢(-) is the standard normal density function. The mean of

E(ASLY)) = ()AL + (O miPy(1, At)) (3.4)

( i=1 j5=1

and the variance
I I
Var(AS(t)) = o At+02() ) mPy(1,At))
I izfl = I (3.5)

1
+23°N Py (1, A0) 1 - (30 mPy(1,AL)

i=1 j=1 =1 j=1

An important feature of this asset pricing density is that as compared to the normal density
with identical mean and variance, it has a higher peak around the mean and two heavier tails;
in short, this asset pricing density has the leptokurtic feature. Moreover, the density is not
symmetric if the mean jump size p, is not zero; in fact, it is skewed to the left if p,, > 0. These
features have been favored by many empirical investigations.

We now consider the density of the discrete return in a switched jump diffusion model and
compare the difference of this density with the normal density. In Equation (3.3), we consider
the normal density with mean (3.4) and variance (3.5). Figure 3.1 compares the overall shapes
of the two densities, Figure 3.2 details the shapes around the peak areas, and Figures 3.3 and
3.4 show the left and right tails. The dotted line is used for the normal density, and the solid
line is used for the switched jump diffusion model with probability density function f(x). The
parameters used in this case are as follows; the state I = 2, At = 1 day = 1/250 year, o = 20%
per year, u(t)At = 0.06% per year, A\; = 10 per year, \y = 1 per year, the transition rate
a; = 0.9, ap = 0.1, the jump size p, = —2%, and the jump volatility o, = 2%.

It appears that the jump parameters used are quite reasonable for a U.S. stock market. If
the Markov chain remains at state 1, there are approximately 10 jumps per year with an average
jump size of —2% and a jump volatility of 2%; if the Markov chain remains at state 2, there is
approximately one jump per year with an average jump size of —2% and a jump volatility of

9



0.1 % -0.01 ~0. 005 0. 005 0.01”%
Figure 3.1 Overall comparison Figure 3.2 Peak comparison

f f
; 0.2 0.02
‘ 0.175 0.0175
0.15 0.015
"""" ; 0.125 0.0125
0.1 0.01
i 0.075 0.0075
0.05 0. 005
/ 0.025 0.0025

-0.14 -0.12 -0.1 -0.08 -0.06 -0.04 -0.02

Figure 3.3 Left tail comparison Figure 3.4 Right tail comparison

Figure 3: The dynamic process of the underlying asset price under a switched jump diffusion
model

2%. The transition rate is a; = 0.9 of leaving state i for ¢ = 1,2, and «y = 0.1. The leptokurtic
feature is highly evident under the switched jump diffusion model. The peak of the density f(x)
is approximately 30.9, whereas that of the normal density is approximately 29. The density f(z)
also has heavier tails than the normal density, particularly for the left tail, which could reach
—10%, while the normal density is basically confined within —6%, as shown in Figures 3.1 to
3.4. Additional numerical plots suggest that the feature of the higher peak and heavier tails
becomes more significant if either |u,| (the jump size), Zle Zj’:l miP;;(1, At) (the transition
probability), or ¢, (the jump volatility) increases.

3.2 Volatility clustering

A volatility clustering phenomena explored by Mandelbrot (1963) essentially implies that
large values of volatility are usually followed by large values and that small values are followed
by small ones. The GARCH models (Bollerslev, Chou, and Kroner, 1992; Engle, 1995) were
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Figure 4.1 Autocorrelation of daily returns in the switched jump diffusion model
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Figure 4.2 Autocorrelation of daily squared returns in the switched jump diffusion model

Figure 4: Clustering phenomenon under the switched jump diffusion model

among the first to produce the volatility clustering phenomenon. For a GARCH model,

{ = o (3.6)

2 _ 2 2
0; = Qg + a10;_; + Q2€;

the squared volatility depends on the squared volatility in the last period and the squared
residual in the current. The model is covariance stationary if al 4+ asys < 1, given the finite
second moment E(g?) = 7y; then, the stationary volatility is
ag

ol
1—a; —ay

(3.7)

Assuming E(e}) = 4 < oo, the unconditional fourth moment of the return for the model exists
if and only if a3y + 2a1asy2 + a? < 1. According to this assumption, the k-th autocorrelation
of the squared return is

ra272(1 — af — a1a272)

(1 —af — 2a1a272)

(asy2 + aq)

leading to positive autocorrelation in the volatility process with a rate of decay governed by
asy2 + ay given the assumptions a%”y4 + 2aqa97y2 + a% < 1 and a; +asys < 1. The closer asys + a;
is to 1, the slower will be the decay of the autocorrelation of o;.
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Cont (2005) investigates several economic mechanisms that have been proposed to explain
the origin of this volaitlity clustering in terms of the behavior of market participants and the
news arrival process. To apply the view of Cont (2005), a mechanism of heterogeneous arrival
rates of information is proposed for the origin of volatility clustering in Markov jump diffusion
models. Consider the case of a two-state Markov modulated Poisson process, a switched jump
diffusion model, and rewrite Equation (2.6) in discrete time as follows:

N1 (At)
p(t)At + o AtZ(t) Z logY,, if X(t)=1,
n(t)At + o AtZ(t) Z logY,, if X(t)=2,

where Z(t) ~ N(0,1), log¥;, ~ N(py,07), Ni(At) is the Poisson process with jump rate A\; At in
the interval time At when the Markov chain X (¢) remains at state 1, and Ny(At) is the Poisson
process with jump rate A\pAt in the interval time At when the Markov chain X (¢) remains at
state 2. Note that p;; (pge) is the transition probability from state 1 (2) to state 1 (2) in the
interval of time At. At may vary between a minute or seconds for tick data to several days.
For example if At = 1 day, R(t) denotes the return of one day. To simplify the notations,
denote V,,, u, o, N1, and Ny as logYn, ,u( )At oAt, Ni(At) and Ny(At), respectively. Let

£(t) = (Lgxw=13, Lix=2 ZVn,ZV , where 1 denotes the indicator function
and ' denotes the transpose. In a matrlx form, R( )= p—+oZt)+ V(L)

According to the matrix form, the autocorrelation function of the return is computed as

(pn + Pog — 1)k(>\1 Y )2 2 (1—p11)(1—p22)

Hoy (2—p11—p22)?
L ) 2 (1=p22) 2 . -2 (3.9)
(2—p11—p22) 10y + (2—P11—P22)>\2ay +o

See Appendix A in details. When the jump rates are equal (A; = A3), or p1; + paa = 1, or the
mean of the jump size is zero (u, = 0), the autocorrelation function of the return is uncorrelated.

Further, we let p, = 0 and p = 0; then, the autocorreltation function of the squared return will
be

. (p11 4 p22 — 1)*(1 — p11)(1 — paz) (A1 — Ao)%0}
0 = 2 ' (3.10)
(2 — P11 — p22) E

where

>\1(1 —p22) )\2(1 - pn)
+
(2 — P11 — p22) (2 — P11 — p22)
ol A (1 — pgo) n Ao(1 —pi1) _ 2M22(1 = p11) (1 — pa2)
v (2 — P11 — p22) (2 — P11 — p22) (2 — P11 — p22)2 '

E = 20 +40%0(

The autocorrelation of the squared return is positive with a rate of decay governed by p11+paa—1.
The closer pi; + pao — 1 is to 1, the slower will be the decay of the autocorrelation of squared
return. In other words, the feature of volatility clustering is a significant when pi; + pao is close
to 2. Consider the equation of the dynamic return (3.8) with parameters A\; = 0.02, Ay = 0.2,
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o= \/0%, pi1 = 0.999, pas = 0.999, =0, py, = 0, and o, = 0.05. The autocorrelation function
of the squared return decays very slowly in Figure 4.2, while the autocorrelation function of the
returns are almost zero in Figure 4.1.

4. OPTION PRICING: THEORY AND NUMERICAL ANALYSIS

4.1 General equilibrium for a Markov jump diffusion model

Suppose Assumptions 1-6 hold. In this subsection, we study the relationship of the deter-
ministic interest rate, the discount rate, and the return of endowment in Lucas’s equilibrium
setting. In addition, we obtain a risk neutral probability measure that depends on the utility
function (2.2).

Proposition 1 (1) The relationship of the deterministic interest rate and the endowment re-
turn in equilibrium s given by

r(t) =0+ (1 —a)u(t) — %Uf(l —a)(2—a)—n(t) >0 forallte|0,T]. (4.1)

(2) Recall that 0(t) follows Equation (2.5) at time t. Let Z(t) = efot(T(s)_e)dsUc(é(t),t) =
efg(’"(s)_e)ds(é(t))“_l. Then, Z(t) is a martingale under P at time t, and

o(t)
;i(f)) = —i(t)dt + o1(a — 1)dW(t) +d Z(}Z?_l -1 . (4.2)

Using Z(t), one can define a new probability measure dP*/dP := Z(t)/Z(0). Under P*,
the Euler equation defined in (2.4) holds if and only if the asset price satisfies

S(t) = E*(B(t,T)S(T)|F,), for all T € [, Ty). (4.3)

Furthermore, the rational expectations equilibrium price of an Furopean option with payoff
Us(T) at maturity T is given by

Vs(t) = E*(B(t, T)s(T)|F)), forall ¢t € [0,T]. (4.4)
The proof of Proposition 1 is provided in Appendix B.

Remarks: 1. If \; = Ay = ... = A\; = A, then 7i(t) = A"V is a constant. Let Z(t) :=
e"U.(6(t),t). Then, Equation (4.1) reduces to

r =0+ (1—ayu — %O—fu —a)(2—a)— AV s,

and Equation (4.2) reduces to

N(t)
%@) = -GVt + oy(a — AW () +d | Y (Ve - 1)
n=1
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This is the general equilibrium setting for jump diffusion models. cf. Kou (2002).

2. If ap — 0 for some given £k € X and «o; — oo, where {i : i # k,i € X}, then
ii(t) = MY, and the results in Remark 1 still hold.

Theorem 1 Model (2.6) or (2.7) satisfies the equilibrium requirement (2.4) for the zero-coupon
bond and the asset price if and only if

pt) = rt)+oop(l—a)—n*t)
= 04 (1—a)(u(t) — 3012 — a) + orop) — n*(t) — 0(t),
(1)

where n*(t) = dlog [ E*( H Yy | Jdt. If (A.5) is satisfied, then under P*, the equilibrium model

n=1

(4.5)

of the asset price is

(1)
L = (t)dt —()dt + odW () +d [ S (V1) | (4.6)

n=1

Here, under P*, W*(t) is a new Brownian motion, ®*(t) is a new Markov modulated Poisson
process with transition probability given by

(a 1) m
Qi) = TV Pyt

>y > (¢ + 1wy 1)

n=0 i=1 j

(4.7)

and {Y*,n > 0} are i.i.d. random variables with P*-probability density function

1 o
f?*(y) = my lf?(y)-

The proof of Theorem 1 is provided in Appendix B.

Remarks: 3. Owing to the Markovian structure of the diffusion and ®(¢), which is also an
essential aspect of Lucas’s equilibrium setting, ®*(¢) is still a Markov modulated Poisson process
with transition probability @;;(m,t). Therefore, it is an equilibrium model. Note that P,;(m, t)
remains the same in the new transition probability @;;(m,t) of (4.7), and the change is only
affected by the moments of the jump size. This is also coherent with a generalization of the
Girsanov theorem, as in Bjork, Kabanov, and Runggaldier (1997), that a changing measure cor-
responds to a change of drift for the underlying Brownian motion and a change of the stochastic
intensity for the Markov modulated Poisson process.

4 TN = Ao =...= ) = A, then n*(¢) = AT — ¢{* V) is a constant. Hence, under
P*, Equation (4.6) reduces to
N*(2)
dS(t _
% = r(t)dt — MGV = ¢t + odWH () +d | YD (V- (4.8)
n=1
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where N*(t) is the new Poisson process. This is the general equilibrium setting for jump diffusion
models. cf. Kou (2002).

5. If ay — 0 for some k € X and «o; — oo, where {i : i # k,i € X'}, then the new Markov
modulated Poisson process reduces to the new Poisson process with jump rate \g((; (a=1) 4 1).
Hence, n*(t) = Ap(¢{“T7Y — ¢{*™) and the results in Remark 4 still hold.

Corollary 1 Suppose family Y of the distributions of the jump size Y for the endowment process
d(t) satisfies

Y'ey and Y e, (4.9)
1

then the jump sizes for the asset price S(t) under P, and the jump sizes for S(t) under the
rational expectations risk neutral probability P* all belong to the same family Y.

4.2 Option pricing formulas

In this subsection, we will derive the European call option price formula as well as a formula
for a European call option on a futures contract using the results in Section 4.1. The European
put option price formula can be obtained through put-call parity.

namely, the asset price S(0) at time 0, strike price K, maturity T, interest rate 7 fo t)dt, and
volatility o. Further, denote B(0,T") as the bond price in Assumption 6, S(T') is the asset price
at time 7. Then

C(S(0),K,T, % / Tr(t)dt, o) = S(O)N(d(+)) — Ke~Jo "OUN(d(-)),

S
In(zg)  1/20°T

where d(+) = . Let T™ be the delivery date, and denote the futures price
oT
F(t, T*) as
S(t)
F(t,T%) = el reds 4.1
(1T7) = el T = SO (4.10
and define L(T) = e~ Jo " ()t
Theorem 2
(1) From Equation (4.4), the European call option is given by
> 1 /T I
c . * T 7b
MIE(0) = mzzjo <E (C(SO)L(T)V, K. T,?/O r(t)dt, 0)|®*(T ;;m@“ m, T) )
(4.11)
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where ‘7,2 = H ?,fb

(2) The European call option on a futures contract is given by

MIG0) = Y (E*(C(F(O,T*)L(T)V;;,K, T,% /0 r(t)dt, o)| (T ZZW,Q,J (m T)

(4.12)

The proof of Theorem 2 is provided in Appendix C.

We present three degenerated cases of Equations (4.11) and (4.12) as follows.

Corollary 2

(1) If b — 0 or Y* — 1 with probability 1, then the pricing formulas (4.11) and (4.12) reduce
to the corresponding Black-Scholes formulas

1 /7
M) — O(S(0),K.T, 1 / r(t)dt, o), (4.13)
0
1 7
MJi(0) — C(F(0,T%),K,T, T/ r(t)dt, o). (4.14)
0
(2) When Ay = Xy = ... = A; = A, then the pricing formulas (4.11) and (4.12) reduce to the

Merton’s formulas (cf. Merton, 1976) with jump rate A( l(a_l) + 1), as given below:

o b—1 a—1 ~ T
Z(E*(C(S(O)e‘“dﬁ = )>Tvn2,K,T,% / r(t)dt, o)|N*(T) = m)
0

m=0

GG + )T
m!

), (4.15)

e -1 a—1 ~ T
Z(E*(C(F(O,T*)Q—A(C{”b '~ )>Tvng,K,T,% / r(t)dt,o)|N*(T) = m)
0

m=0

e—)\(cf‘“l)H)T()\( (a—1) —I—l)T)
m!

), (4.16)
where N*(T') is the new Poisson process with jump rate )\(Cl Rt 1).
If A =0, then (4.15) and (4.16) reduce to the Black-Scholes formulas (4.13) and (4.14).

(3) If ay — O for some k € X, and oy — oo fori € X and i # k, then the pricing formulas
(4.11) and (4.12) reduce to (4.15) and (4.16) with intensity Ay.
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When the jump size follows a default or a lognormal distribution, we provide explicit formulas
for (4.11) and (4.12) in Corollaries 3 and 4, respectively.

Corollary 3 Suppose that the jump size follows a positive default probability as Equation (2.17).

(1) The price of the European call option is

M) = C(S(O),K,T,% /0 (r(t) — T (£))dt, o), (4.17)

1

where 1, (t) = dlog (Z Z m;iQ4;(0, t)) /dt.

i=1 j=1

(2) The price of the European call option on a futures contract is given by

1 T
MIEA0) = CRO.T)LET L [ 6 -To0)ito).  (418)
0

Note that when A\ = Ay = ... = A\; = A, the pricing formulas (4.17) and (4.18) reduce to

the Merton’s formulas with jump rate A(¢{*™" + 1), as given below:

c L (a=1)
0

1 [ _

Tia0) = CEOT)LKT L [ e+ A+ 1.0). (4.20)
0

In particular, if A = 0, Equations (4.11) and (4.12) reduce to the Black-Scholes formulas (4.13)
and (4.14), respectively. If oy, — 0 for k € X and «o; — oo for i € X and i # k, then the pricing

formulas (4.17) and (4.18) reduce to (4.19) and (4.20), respectively, with jump rate )\k(Cl(a_l)+1).

We now consider two assets. One is the underlying asset that follows a diffusion model

dSs(t)
S(t)

= pa(t)dt + odW (), (4.21)

and the other is that which follows a Markov jump diffusion model with the default probability
as

B(t)
7;12(_15)) = p(t)dt +odW(t)+d [ > (V. —=1)], (4.22)

where Y = Y? satisfies Equation (2.17). In equilibrium, the deterministic return is ps(t) =
r(t) + o10p(1 — a), and the European call option price formula is C'(S(0),T, K, 7 fOTr(t)dt, o)
in the asset given by (4.21). In the asset expressed in (4.22), the deterministic return is
wu(t) = r(t) + orop(l —a) — ni(t), where ny(t) < 0. Therefore, we have u(t) > us(t) for all
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t > 0 in equilibrium, i.e., the second asset has the higher risk premium from the jump risk.
Hence, in the Markov Jump diffusion model, the European call option price formula Equation
C’(S(O) T.K,7 fo — Tni(t))dt, o), with n;(t) < 0, will be higher than that of the asset
(4.21) with no Jump In particular, if A} = Ay = .-+ = A, the return of the asset (4.22) is
[(t) :r(t)—l—amp(l—a)+)\(C1(a_1)+1) > u5(t), and C(S(0), T, K, & [V #(8)dt + A(¢\*V +1),0)
> C(5(0),T,K, 7 fo t)dt,o). As shown in Merton (1973, 1976), the option price is an in-
creasing function of the mterest rate; therefore, the option on a stock with a positive default
probability is more valuable than the one that has no default probability.

Corollary 4 If the Jump size follows a lognormal distribution with location parameter i, and
scale parameter a , then the following holds:

(1) The European call option price is given by

MIE©0) =S (C(S(O),K,T,% /0 r(m,t,T)dt,a(m))szcg;j(m,T)>, (4.23)

where the deterministic interest rate r(m,t,T) = r(t)—Tne(t)+m~ of the jump m times with the
parameter vy = [i, + 505, and the variance of the asset price o*(m) = o2 + maS/T with jump m
times, Qj;(m, T) is the new transition probability of the jump m times fmm the state i at time 0 to

the state j at time T, denoted as Qj;(m,T) = ({ +1)"P;(m,T)/ ZZ C+ 1)"mPy(n,T),

n=0 =1 j=1
oo I

I
and the predictable process is ny(t) = dlog ( Z ¢+ 1)"mPy;(n,t) )/dt
n=0 =1 j=1

(2) The European call option price on a futures contract is given by

b 1 (T I
MJ;,(0) = mz::o(C(F(O,T*),K,T,T/O r(t,m,T)dt,o(m i:1;m@%(m,T)>. (4.24)

Note that if ¢ — 0 or sz, — 0 and o, — 0, the pricing formulas (4.23) and (4.24) reduce to
the Black-Scholes model expressed in (4.13) and (4.14), respectively.

4.3 Volatility smile and surface

The implied volatility should be constant, provided the Black-Scholes model is correct. How-
ever, volatility has a “smile” feature in many empirical phenomenon. In this subsection, we
illustrate that the Markov jump diffusion model can produce a “volatility smile” in a real data
set in the options market. The underlying asset is the IBM stock, priced at 62.66 on February
1; the maturity date is July 19, and the bond price is 0.9851 on February 1 according to the
U.S. Treasury Bill. The exercise price and call value is obtained from the historical data. If we
obtain the applicable parameter A\; = 10, Ay =5, a1 = 0.9, ap = 0.1, p, = —0.02, and o, = 0.02
from the stock data, then we can show the “volatility smile” in Figure 5.1 using the option data
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Figure 5.1 Implied volatility under the switched jump diffusion model
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Figure 5.2 Volatility surface under the switched jump diffusion model

Figure 5: “Volatility smile” and “volatility surface” under the switched jump diffusion model

and the pricing formula in Corollary 4, under the switched jump diffusion model with lognormal
distribution for the jump size.

Similarly, we can show the volatility surface against both maturity and strike in a three-
dimensional plot. In other words, we can consider o(S,t) as a function of S and t. Figure 5.2
displays the price data of the IBM stock with five different maturity days. The call options were
traded on March 15, 2002 with nine strikes of 100, 105, 110, 115, 120, 125, 130, 135, and 140.
This implied surface represents the constant value of volatility that assigns each traded option
a theoretical value equal to the market value. The time dependence in the implied volatility
can be viewed as the time dependence of the volatility of the underlying asset. o(.5,t) deduced
from volatility surface at a specific time t* can be considered as it the local volatility surface.
This local volatility surface can be regarded as the market’s view of the future value of volatility
when the asset price is S at time ¢.

We should emphasize that the examples presented in Figures 5.1 and 5.2 are not empirical

tests of the switched jump diffusion model; they are only illustrations to show that the model
can produce a close fit to the empirical phenomenon.
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4.4 Sensitivity analysis

The option price depends on several parameters in a Markov jump diffusion model shown
in Equation (4.24) when the jump size follows a lognormal distribution. It would be helpful
to understand the impact of each changing parameter on the option price. Table 1 reports
the sensitivity of the parameters for the Markov jump diffusion model to the option prices. The
parametric values listed in the table are the stock prices with small perturbation, a 10% increase,
for the indicated parameter, with all other parameters fixed.

Table 1: Sensitivity analysis of the parameters to option prices

Base valuation | Perturbed NIM
12.6040 Parameter SJe Difference
o 1.1 12.5998 | -0.0042
Qg 1.1 12.6072 0.0032
A 5.5 12.6220 0.0180
Ao 1.1 12.6044 0.0004
—InB(t,T) 0.022 12.6721 0.0681
o 0.22 13.0057 0.4017
Ly -0.022 12.6230 0.0190
Oy 0.022 12.6168 0.0128
T 0.55 12.8726 0.2686

The parameters of the base valuation are S(0) = 100, K = 90, T' = 0.5,
o = 1, Qg = 1, )\1 = 5, )\2 = 1, —1H(B(0,05)) = 002, g = 02,
ty = —0.02, and 0, = 0.02 and are truncated by 15. SJ¢ is the option
price when the parameters increase by 10%, and “Difference” denotes the
difference in the option price between the base valuation and SJ¢ when
the parameters increase by 10%.

In Table 1, the volatility ¢ has the most significant effect, although it is fixed and known
in most time periods. If parameter a; increases by 10%, the Markov chain will leave state 1
rapidly such that the decrease in the jump rate reduces the option price, since the risk premium
decreases in the jump risk. Similarly, if oy increases by 10%, the Markov chain will leave state
2 rapidly so that the increase in jump rate increases the option price. Regarding parameters \;
and ), if one increases by 10% while the other one remains fixed, the increase in the jump rate
increases the option price. If the yield —In B(t,T") = 0.02 increases to — In B(¢,T') = 0.022, then
the European option price increases. For the whole-time varying parameters such as A;, Ao, aq,
az, B(t,T), juy, and o,, we observe that parameter o has the most effect among the others.

5. CONCLUSIONS

In this paper, we propose a Markov jump diffusion model, which can capture the leptokurtic and
asymmetric features, volatility clustering, and the volatility smile. Under the general equilibrium
setting of Lucas for the Markov jump diffusion model, closed-form formulas of the prices for a
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European option and a futures contract have been developed. When the jump size of a switched
jump diffusion model follows a lognormal distribution, we report numerical analysis in detail,
and provide a computation method via the numerical inversion method to calculate the option
prices.

For simplicity, in order to issue the formulas of (4.23) and (4.24) for the European call and
futures with a lognormal jump size in a Markov jump diffusion model, we must estimate the
parameters in the discrete time model, as indicated by Equation (3.8). We can apply the EM
(expectation and maximization) algorithm to maximum likelihood methods to estimate these
parameters. In the future, we will develop the EM algorithm in order to estimate and test the
empirical performance for the Markov jump diffusion model in order that it will be convenient
to value European options.

An exact closed-form formula provides useful insight into European option pricing in the
Markov jump diffusion model. It not only explains the impact of regime switching in the jump
rate on option pricing but also sheds light on analytical approximation, where it accelerates the
computation of European option pricing in the Markov jump diffusion model. It has a number
of further applications. For instance, it can be used to compute hedge ratios and implied Markov
jump diffusion model parameters, i.e., to calibrate the parameters using the implied volatility
surface. The approximation approach can facilitate empirical studies on index options, which
are, in many cases, European in style. This feature is worthy of further exploration and may
have many other applications.

APPENDIX A: Volatility Clustering in the Switched Jump Diffusion Model

Let Ay # A, oty # 0, and p11 + pao # 0. The autocorrelation function of the return is

cov(R(t), R(t — k))

V/var(R(t))+/var(R(t — k))

cov(p+aZ(t) + EOV (), p+0Z(t—k)+ &t —k)\V(t—k))
Vvar(R(t))y/var(R(t — k))

cov(€ MV (1), 't — k)V(t — k)

- : A.
Vvar(R(t))/var (R(t — k)) (A1)

To evaluate (A.1), we first compute var(R(t)) = var(u + o Z(t) + £ (t)V (t)). Note that

~ ~

N1 Na
var(pu + o Z(t) + £ OV (1) = 0 + var <1{X(t)zl} > Vit Lixp-z Y vn)

n=1 n=1

(1 —pa2)
(2 —p11 —p22)

(1—pu)
(2 —pi1 — p22)

(1 = pu)(1 —pa22)
(2 = pu — p22)?

0'2 + )\10’2 + )\20’5 + ()\1 — )\2)2M§(A2)
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Next, we compute cov(&/()V (¢), € (t — k)V (t — k)), which equals

N1 N2
= E((l{Xt k) 1}2‘/ + Lix(—k) 2}2‘/ (Lix)= I}Zvn+1{X(t):2}Zvn)

n=1 n=1 n=1 n=1

1{X(t 1}ZV + 1ixe—r) Q}ZV l{X 1}2‘/ + 1ix Q}ZV (A.3)

To compute (A.3), denote MZ; as the k-period-ahead transition probabilities from 7 to j, and
let v;, i = 1,2, be the eigenvalues of the transition matrix

P:{ P11 1—2911}
1 —pa D22

A simple calculation yields that v; = 1, vy = —1 + py1 + po2, and

— Pjj S(1 — pu 1—pii) — vy (1 —pi
'k': (1 p]])_'_VQ(l b ) and Mk — ( p ) VZ( p )’ fOI"l;'é]
11 1]
(2 — P11 — P22) (2 — P11 — p22)

By making use of a similar calculation as that in Hamilton (1994, p.683), we have

. (1 p11)(1 — p22)
(A.3) = Ui\ — \o)?p T Ew— (A.4)

Putting equations (A.2) and (A.4) into equation (A.1), we obtain

= cov(€ OV (t), € (t — k)V (t — k)
V/var(R(t))/var(R(t —

(P11 + pa2 — 1)* (M — )\2)2M§<

(1 —p22) )\10_2 X (1 —pll) A\
(2 — P11 — P22) v (2 — P11 — P22)

1 - pn)(l - p22)

(2 — p11 — pa2)?

(1= pu)(1 —p22)
(2 = p11 — p22)?

20’2 —+ ()\1 - )\2)2/113

0%+ ”

If the At is very small, the autocorrelation function of the return is almost uncorrelated. In
particular, if we let p, = 0; then the autocorrelation function of the return will be uncorrelated.
Further, we let = 0, then the autocorrelation of function of the squared return will be

cov(R2(t), R*(t — k))
V/var(R2(t))/var(R2(t — k))
cov((u+oZ(t) + &MV (nt+ o Z(t —k) + &t = k)V(t — k))?)

\/var( 2(t )/ var(R2(t — k)

cov((' V(1) (€'t = RV (E = k)))

Vvar(R2(t))/var(R3(t — k))
(P11 + P22 — DF(1 = pi) (1 = pa2) (M1 — A2)?0,

(2 —Pu —p22)2A

*

P =
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where

var((R(1))?) = var((cZ + )V (1))

A1 (1 _p22) )\2(1 - pn)
= 20" 4 40?02 +
((2 P11 — p22) (2 — P — P22)
—I—U4( )\1(1 —p22) 4 )\2(1 —pn) _ 2)\1)\2(1 —pn)(l —p22)) —A
Y (2 — P11 — p22)2 (2 — P11 — p22) (2 — P11 — p22)

and

cov(R3(t), R¥(t — k)

cov(eZ(t) + £t )‘7( )" (0Z(t = k) +&(t=R)V(t—k))
= cov(f (V1) €t =RV (t = k)

~ (putpe =DM = pu)(1 — p) )20t
a (2 = p11 — p2)? (e =) !

APPENDIX B: General Equilibrium for Markov Jump Diffusion Models

Proof of Proposition 1.
(1) Since B(T,T) = 1, Equation (2.4) yields

B(t,T) _ 6—9(T—t) E(<5(T))a_11)‘f.t) ) (Bl)

By making use of

(W)“—l = exp{(a — 1)/t (pa(s) — %Uf)ds +oi(a—1D)(Wy(T —t)} ( H Yfl) ’

O(T—t)
H YU |F) = E(EE

E( H 37”“_1> [ X(0) =4, X(t) = j, ®(T = t) = m))))

J\r/_\

— ZZZ la b +1)"m; Pij(n, T —t),
we have
B(t,T) = exp{—(T—t)9+ﬁT(a—1)(u1(s) 0?)ds + Lo?(a — 1)? (T—t)}
x (ZZfﬁ( 4 1) Py (0, T—t))
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Taking the logarithm, differentiating 7', and limiting T — t, we get

dlog (ZZ OO( @D 4 1y, Py(n, T — ))

T—t dT
O(T—t)
dlog | E( J] Y™

n=1

= 0 (1 —a)u(t) — %al(l _a)(2—a) — lim

T—t dr
o(r-t)
dlog | E( T] v
= 0+ (1 —a)m(t) - 5oi(l - a)(2 - a) - lim dT —t dT
1
= 0+ (1 —a)m(t) - 50i(1—a)2—a) = qt) >0,

where 7i(t) :dlog( BT ?a—l)) Jdt = dlog (Z, D SND DN (e au —I—l)”mPij(n,t)) /dt or
e — 1/ (L Y (Y 1) Py (0, ).

(2) Note that Equation (B.1) implies that
e~ BT — B(UL5(T), T)/UL5(t), 1) F).- (B.2)
By making use of Assumption 2 and Equation (4.1), we have

2(t)

n=1

20) = (5(0) exp{/ 5) — 0) ds—l—(a—l)/o( {(5) — 1/20%)ds + o1 (a — V)W (8)} (Hff;l

o(t)
= (6(0))" " exp{— / s)ds — —01 a—1)2t+o1(a— D)W ()} (H Ysl) ’

n=1

from which Equation (4.2) follows. Next, we need to prove that Z(t) is a martingale. Given
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0<u<t,

E(Z(1)]F ()

(1)

= ) exp{ / ds — —01 a— 1) t+o1(a—1)Wi(t)} (H ?nal) | F(u))

n=1

= Z(u)ZE(eXp{(—/ ( H Yoo 1) u) = k|F(u))

=0 (u)+1

— <Zz 1Zk 12n0<(a1+1) mi i nu) L& al " )
= Z(u )(ZZ 12] T (a—1) +1)"7TZP,](nt) <;Z:0 +1 )" Prj(n,t —u) | .

= Z(u).
Hence, Z(t) is martingale. Now, by Equations (2.4) and (B.2), we have

EU(0(T),T)) Z(T)

o) = T s = O B G e DIF) = BUT)E (o)),
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Proof of Theorem 1.

By using the Girsanov theorem for the Markov jump diffusion model (see Bjork, Kabanov,
and Runggaldier, 1997) we obtain, under P*, W} (t) := Wy(t) —o1(a— 1)t as a Brownian motion.
Further, under P* the transition probability of ®*(¢) = m given X (0) =¢ and X (t) = j is

(¢ + 1) Py(m, 1)
2521 Z]I':1 Zn:o(C1a Y + 1)"m; Pij(n,t)

and }7; has the probability density f3(y) = ( cf*11+ 1)ya_l I3 ().

Qij(m,t) =

We compute the pricing measure via exponential embedding for given ®(¢) = m, X(0) =
and X (t) = j as follows:

dP* (W7 (1), @ (t) = m, X(0) = i, X(t) = 5, Yy", -+, V;3)
= exp{~dot(a— 1) — [} 1(s)ds + or(a — DWA(r (ﬁ 7 )
A

dB(Wy(t), B(t) = m, X (0) = i, X(t) = j, Vi,
— exp{—Lot(a— 1)t >+ o1(a— YWt >}dP<wl<t>>

ng ) o
= dP(®(t) = m, X(0) =4, X (t) = j, Y1, -, Yp)
ZZZ( TV 1) Py, t)

1 (Wi(t) — o1(a — 1)t)?
Nz exp{— 5 }
<H y?f1>
n=1 dP(D(t) = m, X(0) =i, X(t) = j, Y1, -+, ¥,n).

DD D (G 1 TPy (n, )

Then, the new Brownian motion will be Wy (t) := Wi(t) — o1(a — 1)t, and we integrate the
Brownian motion to obtain

AP (D% (t) = m, X(0) =4, X(t) = j, Y7, -+, Y7)

DD D (G 1) mPy(n, )
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For the jump sizes, note that {}71, e ,?m} are 1.i.d. random variables; therefore,

dP*(D*(t) = m, X(0) = i, X (t) = j, Y7, -, Y7)

rTm

= m §a_1)f§~/(y1)---myﬁ_l)f;(ym)
o)
T oo( D dP(®(t) = m, X(0) = 4, X(t) = j).
D> @+ ) Py,
i=1 j=1 n=0

We integrate the behavior of Y, to obtain
dP*(d*(t) = m, X(0) =i, X(t) = j)

_ G+ dP(D(t) = m, X (0) = i, X () = )

ZZZ( @D L 1), Py(n, t)

Y 1)ym P (m,t)

(a
PIDIP BB O

Therefore, the new transition probability will be

(™ + 1) Py (m, t)

Qij(m,t) = 7
DD Ty
Further, the dynamics of S(t) are given by
ds(t) &,
St - p(t)dt + o{pdWi(t) + /1= pdWa(t)} +d | Y (VP - 1)
o (t)
= {ut) + oropla — 1)Ydt + o {pdWi(t) + /1 — p2dWs(t)} + d (Z(jﬁ — 1)) .
Since
@ (t) m
E( (H ?Jb) 7)) = E*(E*(E*(E*(<H 17?) [X(0) =14, X(t) = j, 2(t) =m))))



we have

o (1) dlog | — =
dlog{E*(| [ ¥:* )} SN+ )Py ()
* n=1 i=1 j=1 n=0

DD D (G 1) TPy (n, )
> i( Y 1) Py (n, )

Hence, under the new Markov jump diffusion model, the dynamic process of S(t) is

%(_t)) = {u(t) + oropla — 1) + () }dt — n*(t)dt + o {pdW; (t) + /1 — p2dWs(t)

or (&

(1)
+d (Y — (B.4)
1

n=

If S(t) satisfies (B.4) in the equilibrium setting (4.3), we must have u(t)+o10p(a—1)+n*(t) =
r(t), from which (4.5) follows. On the other hand, if (4.5) are satisfied under the measure P*,
then the dynamics of S(t) are given by

d5) _ (t)dt — n*(t)dt + o{pdW;(t) + /1 — p2dWs(t)} +d CPZ%)Y**’
S(t—)_r gp 2 ra

from which Equation (4.6) follows.

APPENDIX C: Option Pricing Formulas

Proof of Theorem 2.
(1) Under the measure P*, the dynamic process of the asset price S(t) in Equation (4.6)
becomes

®*(T)

S(T) = eXp{/ — " (t) = 1/20%)dt + oW (D)} | ] Y |- (C.1)

n=1

where W*(T') is a normal random variable with mean 0 and variance 7', and the jump sizes
Y, are i.i.d. random variables from distribution fg.(y). Under the conditions of X (0) = ¢ and

28



X(T) = j and given the conditional jump times ®*(T) = m, V! = | Y® and Z is the
standard normal distribution, we can rewrite (C.1) as

S(T) = exp{fo —n*(t) — 1/20?)dt + a\/_Z}Vb

with transition probability @);;(m,T).

Hence, under the rational expectations setting, the equilibrium price (4.4) of the call option
in the Markov jump diffusion model is

MJ¢(0) = E*(B(0,T)(S(T) — K)"|Fo)

= B(0,T)E*((S(T)1isry>r1|Fo) — B(0,T)K E*1{sm)>k}| Fo)

= Y (BO,T)E*(S(T)1s(r)>x3 X (0) = i, X(T) = j, (T) = m)

m=0
1
BO.DRE (a0 X(0) . X(0) = 38(8) = )33 ST
=1 j=1
- Z <E*E* exp{/ —1/20%)dt + oVTZ}V?
m=0
_ Jo rt
{Z<1n(5(0)e*f0T n*(t)dt\i,l,’://%()Jﬁ]gr(t)dt1/20—2T}| (T) )) Ke o
I I
ETE((1 (s©e 0 1 OUTE i) [T r(t)dr—1/202T |8(T) = m)) Z ZWiQij(m, T>>
1Z< o T } i=1 j=1
- Z <E*(S(0)L(T)Vb {z< ISOLEOVE K+ [ r(t)dt+1/2a2T |@%(T") = m)
m=0 ovVT

I I
—B(O,T)KE*(l{Z In(S(0)L(T) VY, / K)+ J r(t)dt— 1/202T}|(I> ) = m) ZZWsz m, T )

ovVT i=1 j=1
= > (E*(S(O) exp{— i 0" (£)dt}VoN(d* (+)) = B(0, T)KN(d*(—))|®"(T) = m)
Z Z ﬂ-iQij (m, T))



Here, C(S(0)L(T)V?, K, T, & 7 fo t)dt,o) is the option price in the Black-Scholes formula

with the stock price S(0)L(T)V?, the strike price K, the maturity day 7', the deterministic
interest rate r(¢), and the volatility of the stock price o. Define E* as the expectation operator

under the distribution V? and

log (5(0) (T)V? /K) + [T r(t)dt £ 1/20°T
oVT '
(2) Using Equations (4.10) and (4.4), we obtain

d*(+) =

E*(BO.T)(F(T,T%)) = E*(B(0.T)(=o)__ — Ky

B(T, T

1 . R

= WE (B0, T)(S(T)— B(T,T*)K)™")
71 N ’ /b * * *
= BT > (E*(S(O) exp{— i n* (1) dt}VEN(de(+)) — B0, T)B(T, T*) KN(d(—))
|®*(T ZZ?T Qij(m,T) )
— mz::() (E*(O(F(O,T*)L(T)V;,K, T%/O r(t)dt,o)|®*(T ;;WQ” m, T )
where
log (SO)L(T)VE/(KB(O,7%)) + i r(t)dt & 1/20°T
dp(£) =

oVT

log (F(0, T)L(T)VA/K ) + [ ( dti—l/QazT
ovV'T

This completes the proof.
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