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ABSTRACT. This paper is concerned with a class of infinite-time horizon optimal stopping problems for
spectrally negative Lévy processes. Focusing on strategies of threshold type, we write explicit expressions
for the corresponding expected payoff via the scale function, and further pursue optimal candidate threshold
levels. We obtain and show the equivalence of the continuous/smooth fit condition and the first-order
condition for maximization over threshold levels. This together with problem-specific information about
the payoff function can prove optimality over all stopping times. As examples, we give an alternative proof
for the perpetual American option pricing problem and solve an extension to Egami and Yamazaki [17].
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1. INTRODUCTION

Optimal stopping problems arise in various areas ranging from the classical sequential testing/change-point
detection problems to applications in finance. Although all formulations reduce to the problem of maximiz-
ing/minimizing the expected payoff over a set of stopping times, the solution methods are mostly problem-specific;
they depend significantly on the underlying process, payoff function and time-horizon. This paper pursues a com-
mon tool for the class of infinite-time horizon optimal stopping problems for spectrally negative Lévy processes, or
Lévy processes with only negative jumps.

By extending the classical continuous diffusion model to the Lévy model, one can achieve richer and more
realistic models. In mathematical finance, the continuity of paths is empirically rejected and cannot explain, for
example, the volatility smile and non-zero credit spreads for short-maturity corporate bonds. These issues can
often be alleviated by introducing jumps; see, e.g. [12, 20]. Naturally, however, the optimal stopping problem
becomes more challenging and cannot enjoy a number of results obtained under the continuity of paths. In the case
of one-dimensional continuous diffusion, a full characterization of the value function is known and some practical
methods have been developed (see e.g. [2, 13, 14]). Most of these results rely heavily on the continuity assumption;
once jumps are involved, only problem-specific approaches are currently available.
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2 M. EGAMI AND K. YAMAZAKI

Despite these differences, there exists a common tool known as the scale function for both continuous diffusion
and spectrally negative Lévy processes. The scale function for the former enables one to transform a problem
of any arbitrary diffusion process to that of a standard Brownian motion. For the latter, the scale function has
been playing a central role in expressing fluctuation identities for a general spectrally negative Lévy process (see
[8, 21]). By taking advantage of the potential measure that can be expressed using the scale function, one can
obtain the overshoot distribution at the first exit time, which is generally a big hurdle that typically makes the
problem intractable.

The objective of this paper is to pursue, with the help of the scale function, a common technique for the class
of optimal stopping problems for spectrally negative Lévy processes. Focusing on the first time it down-crosses a
fixed threshold, we express the corresponding expected payoff in terms of the scale function. This semi-explicit
form enables us to differentiate and take limits thanks to the smoothness and asymptotic properties of the scale
function as obtained, for example, in [11, 21]. By differentiating the expected payoff with respect to the threshold
level, we obtain the first-order condition as well as the candidate optimal level that makes it vanish. We also
obtain the continuous/smooth fit condition when the process is of bounded variation or when it contains a diffusion
component. These conditions are in fact equivalent and can be obtained generally under mild conditions.

The spectrally negative Lévy model has been drawing much attention recently as a generalization of the classi-
cal Black-Scholes model in mathematical finance and also as a generalization of the Cramér-Lundberg model in
insurance. A number of authors have succeeded in extending the classical results to the spectrally negative Lévy
model by way of scale functions. We refer the reader to [6, 7] for stochastic games, [5, 22, 25] for the optimal
dividend problem, [1, 4] for American and Russian options, and [15, 23, 24] for Credit Risk. In particular, Egami
and Yamazaki [17] modeled and obtained the optimal timing of capital reinforcement. As an application of the
results obtained in this paper, we give an alternative proof of the perpetual American (put) option pricing as well
as an extension and its analytical solution to [17].

The rest of the paper is organized as follows. In Section 2, we review the optimal stopping problem for spectrally
negative Lévy processes, and then express the expected value corresponding to the first down-crossing time in terms
of the scale function. In Section 3, we obtain the first-order condition as well as the continuous/smooth fit condition
and show their equivalence. In Section 4, we solve the American option pricing problem and an extension to [17].
We conclude the paper in Section 5.

2. THE OPTIMAL STOPPING PROBLEM FOR SPECTRALLY NEGATIVE LEVY PROCESSES
Let (2, F,P) be a probability space hosting a spectrally negative Lévy process X = {X; : ¢ > 0} characterized

uniquely by the Laplace exponent

v(B) =B [#X] —h 4 207+ [ (-1 Bl TA2), BER,
(0,00)

where ¢ € R, 0 > 0 and II is a measure on (0, co) such that

(2.1) / (1A 25)(dz) < oo.
(0,00)
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Here P is the conditional probability where Xy = x € R and E” is its expectation. It is well-known that ¢ is zero
at the origin, convex on R and has a right-continuous inverse:

®(q) :=supfA > 0:9(\) =¢q}, ¢>0.

In particular, when
(2.2) / (1A 2)II(dz) < oo,
(0,00)

we can rewrite

V(B) = puB + %aQﬂz +/ (e7P* —1)1I(dz), BeR

(0,00)

where
M::c—i-/ z1I(dz).
(0,1)

The process has paths of bounded variation if and only if ¢ = 0 and (2.2) holds. It is also assumed that X is not a
negative subordinator (decreasing a.s.). Namely, we require u to be strictly positive if ¢ = 0 and (2.2) holds.

Let I be the filtration generated by X and S be a set of F-stopping times. We shall consider a general optimal
stopping problem of the form:

(2.3) u(zx) := sup E* [e_ng(XT) +/ e_qth(Xt)dt] , zeR
TES 0

for some discount factor ¢ > 0 and locally-bounded measurable functions g, h : R — R which represent, respec-
tively, the payoff received at a given stopping time 7 and the running reward up to 7.
Typically, its optimal stopping time is given by the first down-crossing time of the form

2.4) T4:=inf{t>0: X; <A}, AeR.
Let us denote the corresponding expected payoff by

wa(z) = 7 [e-wg(xm) + /O ” e‘qth(Xt)dt} . nACR,
which can be decomposed into

wa@) = 4 D@ A F o 4) + Tl A), x> A,
! 9(2), x <A,

where, for every x > A,

T1(w; A) = g(A)E” [e=7™]
25) [y(z; A) := E? {e’q”‘ (9(Xrs) = 9(A)Lix,, <A, ra<oo} | >
3(z; A) :=E* [/TA e_qth(Xt)dt] .
0

Shortly below, we express each term via the scale function.
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Remark 2.1. This paper does not consider the first up-crossing time defined by 7'; = inf{t >0: X, > B}
because, for the spectrally negative Lévy case, the process always creeps upward ( g(ng) = g(B) a.s. on {Tg <
o0}), and the expression of the expected value is much simplified. We focus on a more interesting and challenging
case where the optimal stopping time is conjectured to be a first down-crossing time.

2.1. Scale functions. Associated with every spectrally negative Lévy process, there exists a (q-)scale function
W@ R—R;, ¢>0,

that is continuous and strictly increasing on [0, co) and is uniquely determined by

Oo—ﬁw (D (2)dr = 1
A e W a)de = p Ty

Fix a > z > 0. If 7,7 is the first time the process goes above a and 7y is the first time it goes below zero as a

B> @(q).

special case of (2.4), then we have

1%4C (z)
W@ (a)’

E” |07 and E” [e_q701{7;>m’70<00}} =79 (z) — 29 (a)

Iy + + ] = W (@)
{Ta <70, Ta <oo} W(q) (a)

where
7@ (z) =1+ q/ W@ (y)dy, =eR.
0

Here we have

(2.6) W@(z)=0 on (—00,0) and Z@(z)=1 on (—o0,0].
We also have
_ q
2.7) E® [e790] = 2@ () - - WD(z), 2>0.
[e™™] () B(q) (z)

In particular, W (9 is continuously differentiable on (0, c0) if II does not have atoms and W? is twice-
differentiable on (0, o) if ¢ > 0; see, e.g., [11]. Throughout this paper, we assume the former.

Assumption 2.1. We assume that 11 does not have atoms.

Fix ¢ > 0. The scale function increases exponentially;
2.8) W)~ 1
. x)~——— as x T oo.
P (2(q))

There exists a (scaled) version of the scale function Wg) = {Wa(g) (7); 2 € R} that satisfies
(2.9) We(g(z) = e P "W D(z), zeR

and
1

Ooe_ﬁx r)dx =
[ W= sy

Moreover W) () is increasing, and as is clear from (2.8),

8> 0.

(2.10) Waq(2) T J@@) as = T oo.
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Regarding its behavior in the neighborhood of zero, it is known that

(2.11)
0, unbounded variati - >0

W(Q)(O) _ 1, unbounde \{ar%a ion and W(‘J),(O+) _ 0, o =0and I1(0,00) = 00 p ;
=+, bounded variation q-+11(0,00) .
T “——5—=, compound Poisson

m )
see Lemmas 4.3-4.4 of [23].

For a comprehensive account of the scale function, see [8, 9, 21, 23]. See [16, 31] for numerical methods for

computing the scale function.

2.2. Expressing the expected payoff using the scale function. We now express (2.5) in terms of the scale func-
tion. For the rest of the paper, because ¢ > 0, we must have ®(g) > 0.
First, the following is immediate by (2.7).

Lemma 2.1. For every x > A, we have

Tiai ) = g(4) | 2900 - 4) - G (o - )

For I's and I's, we use the potential measure written in terms of the scale function. By using Theorem 1 of [9]
(see also [18, 30]), we have, for every B € B(R) anda > = > A,

TANTS W@ (z — AW @D (g —
E* [/ e_qtl{XteB}dt] = / [ ( ) (a-y) - 1{z2y}W(Q) (x —y)| dy.
0 BN[A,00)

W@ (a — A)

By taking a 1 oo via the dominated convergence theorem, we can obtain I's(xz; A) in (2.5). For the problem to be
well-defined, we assume throughout the paper the following so that I's is finite. For a complete proof of Lemma
2.2 below, see [17].

Assumption 2.2. We assume that [;° e~ 2@y |h(y)|dy < co.

Lemma 2.2. Forall z > A, we have

Fd%AFﬂV@@—A[/ fﬂm%w+AMy—/ W@@—yW@My
0 A

Lemma 2.2 together with the compensation formula shows the following.

Lemma 2.3. Forall z > A, we have
Lo A) = [ 1w [W@ (=) [y A ) — gy
0 0

uN(z—A)
_/O W@ (x — 2 — A)(g(z + A —u) — g(A))dz
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Proof. Let N(-,-) be the Poisson random measure associated with —X and X, := ming<s<; X forall t > 0. By
the compensation formula (see, e.g., [21]), we have

Ty(z; A) = E* [ /0 - /0 - N(dt, du)e™ " (g(Xi— —u) — g(A))1{x, —u<a, Xt_>A}]
— E* [/OOO e et dt /OOO I(du)(g(Xi— —u) — g(A)1{x, —u<a, X,»A}]
= /OOO I(du)E” [/Ooo e Mg( X —u) — g(A))l{Xt—ugA,Xt>A}dt]

- /Ooo II(du)E” [/OTA e Mg(Xp— —u) — g(A))l{Xt_SAJru}dt] ,

By setting h(y) = (g(y — u) — g(A))l{y§A+u} or equivalently h(y + A) = (g(y + A — u) — g(A))l{ygu} in
Lemma 2.2,

B[ [ e a0 0 - o) e

— W@ (- 4) /O Doy 4 A - u) — g(A))dy — /A WO (@ — ) gy — u) — 9(A) Ly aruydy

U Nz—A)
= W@ (z - A) / e DY (g(y + A —u) — g(A))dy — / WDz — 2z — A)(g(z + A —u) — g(A))dz.
0 0
By substituting this, we have the claim. O

In the next section, we differentiate and take limits on I'; for 1 < ¢ < 3. In particular, I'y contains an integral with
respect to a (possibly infinite) Lévy measure. We show here that it can be simplified upon some mild integrability
conditions. Define, for every A € R,

pé‘fi, = /0 - I1(du) /0 ' e D2 (g(z 4+ A —u) — g(A))dz

oo ut+A
| ) [ e 0 gy — ) - gy,
(2.12) 0 A

A= [ [T g4 4 ) - gl

[ee) u+A
= / T(du) / PO gy — u) — g(A)dy.
0 A

Lemma 2.4. Fix A € R. Suppose

(1) g is C? in some neighborhood of A and
(2) g satisfies

2.13) /1°°H<du> max_ [9(C) - g(A)] < o,

A—u<(<A

then p g

Proof. See Appendix A.1. U

(‘711)4 < 00.



CONTINUOUS AND SMOOTH FIT PRINCIPLE 7

For every z > A, we also define

00 uN(z—A)
o, () = /0 M(du) /0 WO — 2 — A)(g(z + A — ) — g(A))dz,

)

)

00 ANz—A)
29, (2) = /0 T1(du) /O W&z — 2 — A)lg(z + A —u) — g(A)|dz.

By (2.9)-(2.10),

00 uN(z—A)
*;‘fi,(z) — ®(@)(=-4) /0 I1(du) /0 e YD Wy (@ — 2 — A)|g(z + A — u) — g(A)|dz

(2.14)

—(9)
P(@(@=4)_L9.A

< T A N
- ¥'(®(q))
and hence the finiteness of ﬁg’{)‘l also implies that of @;?1)4(56) for any z > A.
Given (1)-(2) of Lemma 2.4 for a given A, we can hence split the integral and

(2.15) Ta(w; A) = W (z — A)pl) — o\ (2), 2> Al

) )

Here we can also write

00 u+A
W (5 — )l = Wy (2 — A)e® @ / T(du) / DY (g(y — u) — g(A))dy,
(2.16) 0 A

0 (u+A)Az
o9, () = /0 M(du) /A W@ (& — 2)(g(= — u) — g(A))dz.

3. FIRST-ORDER CONDITION AND CONTINUOUS AND SMOOTH FIT

The most common way of choosing the candidate threshold level is the continuous and smooth fit principle.
Define

ua(A+) = EﬁuA(m) and u/y(A+) := :lvi&}u’A(:c), A €eR,

if these limits exist. The continuous and smooth fit chooses A such that u4(A+) = g(A) and v/, (A+) = ¢'(4),
respectively. Alternatively, one can differentiate u 4 with respect to A and obtain the first-order condition.

In this section, we pursue the candidate threshold level A* in both ways. We first obtain, for a general case,
the first-derivative Qu4(x)/0A and A that makes it vanish, and then the continuous fit condition for the case X is
of bounded variation and the smooth fit condition for the case X has a diffusion component (¢ > 0). We further
discuss the equivalence of these conditions and how to obtain optimal strategies.

3.1. First-order condition. We shall obtain Ou 4(x)/0A for x > A that satisfies (1)-(2) of Lemma 2.4. Let

oo
T(A) = ——Lg(A) + p'9, + / e~ @DVp(y + A)dy, AcR.
®(q) 9 0

Proposition 3.1 (derivative of u 4 with respect to A). For given x > A, suppose (1)-(2) of Lemma 2.4 hold and

3.1) / M(du) sup |g(A+€) — g(A+ € —u)| < oo,
1 0<€<o
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for some § > 0. Then, we have

0.2
D 4(0) = ~00 (o~ 4) (W) - T ().

where
0 (y) = eq>(q)yW&)(q) (y), y>0.

Because W) is increasing, 019 is positive (see also [23] for an interpretation of ©(9) as the resolvent measure

)
of the ascending ladder height process of X)) and hence

2
(3.2) W(4) - T (4) < (2)0 = uala) > ()0 Vo> A
If there exists A* such that
2
(3.3) T(A*) — %g’(A*) =0,

then the stopping time 74+ naturally becomes a reasonable candidate for the optimal stopping time.

In order to show Proposition 3.1 above, we obtain the derivatives of I'; for 1 < ¢ < 3 with respect to A for
any = > A. By applying straightforward differentiation in Lemma 2.1 and because W (@' (z) = Q(q) W (g (7) +
0 (z),

(3.4) 8%1“1(95; A) = g'(A) [Z@ (z—A) - %W(Q) (x— A)| + g(A)%(%(Q) (z — A).
For I'y, we first take the derivatives of (2.16) with respect to A.

Lemma 3.1. Fix x > A. Under the assumptions in Proposition 3.1,

[ee) u+A
65 g5 | 1w [ e Mgt — ) - g(a)ay

A
o9 1— —®(q)u ,
=01 [T 1) o) — g(A — )~ g (4)]
and
0 o0 (u+A)Az
6O rei@ = [ Tan[WOe - e —ga-w) -g@) [ W2l
Proof. See Appendix A.2. U

By applying Lemma 3.1 in (2.15)-(2.16), the derivative of I'y with respect to A is immediately obtained.

Lemma 3.2. Fix x > A. Under the assumptions in Proposition 3.1,

o ) u+A B
ALzl d) = W (= A)e® D /0 II(du) /A e @Y (g(y —u) — g(A))dy
00 (u+A)Az 1— €—<I>(q)u
+ ’A/ I1(d / WD (g —2)dz — ————— WD (2 — A)).
o) [ ma( | (0= 2)dz = s (z—4))

For I's, as in the proof of Lemma 4.4 of [17], we have the following. Although the continuity of h is assumed
throughout in [17], it is not required in the following lemma; this is clear from the proof of Lemma 4.4 of [17].
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Lemma 3.3. For every x > A,

irg(gc; A) = -0 (z - A) / e P@Yp(y + A).
DA 0

We are now ready to prove Proposition 3.1.

Proof of Proposition 3.1. By combining (3.4) and Lemmas 3.2-3.3, we obtain

gwﬂwz_@@@_mmmmﬂmMMam

where
Q(z; A) = ZD(z — A) — — L Ww@ (5 — 4)

®(q)
B 0 . @y _ 1 — e~ ®(Qu B (u+A)Az
|| (o - tg o f

By Lemmas 2.1 and modifying Lemma 2.3, we can also write
Q(xz; A) =E* [e*qm} — E* [e*qm Lix, <A, TA<OO}} =[E" [e*qm 1{XTA=A,TA<oo}] , x> A.

A spectrally negative Lévy process creeps downward if and only if there is a Gaussian component, i.e., P* { X, = A} >

W (g — z)dz), x> A
A

0 for any x > A if and only if o > 0; see [21] Exercise 7.6. Hence
o0>0<= Q(z;A) >0, Vx > A.

This proves the desired result for the case o = 0. For the case o > 0, as in [10, 28], we can also write

0'2 / 0'2
Qs A) = T (W' (@ — 4) — ()W (w — 4)) = T0W(x — A),
and hence it also holds when o > 0 as well. O

3.2. Continuous and smooth fit. We now pursue A* such that uq+(A*+) = g(A*) and vy, (A*+) = ¢'(A*) for
the cases

(1) X is of bounded variation, and

2) o >0,
respectively. We exclude the case X is of unbounded variation with & = 0 (in this case, W(q)/(O—I—) = 00 by
(2.11) and hence the interchange of limits over integrals we conduct below may not be valid). However, this can
be alleviated and the results hold generally for all spectrally negative Lévy processes when g is a constant in a
neighborhood of A*. Examples include [17] where g(x) = 0 on (0, c0) and [29] where g(x) = 1 on (—o0, 0] and
g(z) = 2 on (0,00); see Section 4.

For continuous fit, we need to obtain

['1(A+;A) == hfﬁ ['i(z;A), Ty(A+;A) = liﬁlfz(ac;A), and T'3(A+;A) = liﬂFg(a:;A)

if these limits exist. Define also gpéqL(A—i—) = limg | 4 gpéqil(x), if it exists. It is easy to see that

(B7)  Ti(A+;A) = g(A) <1 - %W@ (0)> and T3(A+;A) = W@(0) /0 h e~ DYy 4+ A)dy.
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The result for I's is immediate by the dominated convergence theorem thanks to Lemma 2.4 and (2.14)-(2.15).

Lemma 3.4. Given (1)-(2) of Lemma 2.4 for a given A € R, we have
() o) (A+) =0,
(2) Ta(A+; A) = W@(0)pl7),.
Now Lemma 3.4 and (3.7) show
(3.8) ua(A+) = g(A) + WD(0)T(A).
This together with (2.11) shows the following.

Proposition 3.2 (Continuous Fit). Fix A € R and suppose (1)-(2) of Lemma 2.4 hold.
(1) If X is of bounded variation, the continuous fit condition ua(A+) = g(A) holds if and only if

U(A) =0.
(2) If X is of unbounded variation (including the case o = 0), it is automatically satisfied.

For the case X is of unbounded variation with ¢ > 0, we shall pursue smooth fit condition at A € R. The
following lemma says in this case that the derivative can go into the integral sign and we can further interchange
the limit.

Lemma 3.5. Fix A € R. If o > 0 and suppose (1)-(2) of Lemma 2.4 hold, then

(9 ) = /0 ~ (du) /0 Y 0 e Agle A ) g(A)ds, x> A

and

(3.10) Pl (A+) =0,

Proof. See Appendix A.3. ([l

Remark 3.1. In the case of unbounded variation with o = 0, it is expected that (3.9) holds but (3.10) does not.
This is because W(q)/(O—i—) = 00 and the limit cannot go into the integral.

We are now ready to obtain I'}(A+; A) for 1 <4 < 3.

Lemma 3.6. Fix A € R. Suppose o > 0 and (1)-(2) of Lemma 2.4 hold. Then,

(1) T) (A4, A) = =W@'(04)g(A)q/®(q),
(2) Th(A+; A) = W' (04)p2),
(3) T(A+; A) = W' (0+) [ e @DWh(y + A)dy.

Proof. (1) It is immediate by Lemma 2.1. (2) By (2.15),

Th(a; A) = W' (2 — A)p0) — o9 (), 2> A
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By taking x | A via (3.10), we have the claim. (3) Using (2.6) in particular w(a) (0) = 0, we have

(A5 4) = liny [Wm)/(x A /

e~ @Y (y 1 A)dy — / W' (z — y)h(y)dy
0 A

[e.9]

~ W@ (1) / @Ry 4 A)dy.
0

By the lemma above, we obtain
Wy (A+) = WD (04)T(A)
or equivalently, by virtue of (2.11), the smooth fit condition at A* is equivalent to (3.3).

Proposition 3.3 (Smooth Fit). Fix A € R. Suppose o > 0 and (1)-(2) of Lemma 2.4 hold. Then, the smooth fit
condition u'y(A+) = ¢'(A) holds if and only if

0_2

w(4) = Zg'(A)

We summarize the results obtained in Propositions 3.2-3.3 in Table 1. It is clear from Proposition 3.1 and Table

Continuous-fit Smooth-fit
bounded var. VU(A) =0 N/A

o>0 Automatically satisfied | W(A) = o2¢'(A)/2
TABLE 1. Summary of Continuous- and Smooth-fit Conditions.

1 that the first-order condition and the continuous/smooth fit condition are indeed equivalent.
3.3. Obtaining optimal solution. After choosing the candidate threshold level A*, the verification of optimality
of T4+ requires
(i) uax(z) > g(z) forall z € R,

(i) (£ — quax(z)+ h(xz) = 0forall z € (A*, 00),

(iil) (£ — q)uax(z) + h(zx) < Oforall x € (—oo, A*);
see e.g., [27]. Here L is the infinitesimal generator associated with the process X applied to sufficiently smooth
function f

£1@) = ef' @)+ 501 "@)+ [ [ = 2) = F@) + £/ @)1 gcoen)] )

As we shall show shortly below, the conditions (i)-(ii) can be obtained upon some condition. The proof of condition
(iii) unfortunately relies on the structure of the problem; in order to complement this, we give examples where the
optimality over all stopping times holds in the next section.

Lemma 3.7. Suppose A* satisfies (3.3), g is C? on (A*, 00) and

(3.11) U(A)— —g'(4) >0, A> A
Then (i) is satisfied.
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Proof. Because g(x) = ua~(x) on (—oo, A*], we only need to show (i) on (A*, c0). For any z > A*, we obtain
by (3.2) and (3.8) that

uas () > him ua(z) = g(x) + WD(0)¥(x).

For the unbounded variation case, because W (@ (0) = 0, the result is immediate. For the bounded variation case
(which necessarily means o = 0), (3.11) implies ¥(x) > 0 and hence the result is also immediate.
O

Regarding the condition (ii), the stochastic processes

t/\Tg/\TO)’ t/\Tg /\’T())

{e—Q(t/\Tg/\TO)W(Q) (X > O} and {e—Q(t/\TE/\To)Z(Q) (X ot > 0}
for any B < oo are martingales (see, e.g., [10]), and therefore

(3.12) (L—qWD(z)=(L-q)ZD(x)=0, z>0.

Furthermore, integration by parts can be applied to obtain the following (see Section A.5 of [17] for a complete
proof).

Lemma 3.8 (Egami and Yamazaki [17]). We have

L£—q) [/W r—yh(y)dy| = h(z), x> A
By Lemma 3.8, we obtain the following.
Proposition 3.4. For every x > A, we have (L — q)ua(x) + h(xz) = 0.
Proof. Define f(x) := E* [e”774¢g(X;,)]. Then for all z > A, we have by the strong Markov property,
E” [e™ T g(Xr, )| Finra] = e f(Xinry).

Taking expectation on both sides we obtain f(z) = E*[e”74g(X,,)] = E* [e‘q(“\“‘) f(Xinry)]. Hence
{e—q(mm)f(XtATA);t > 0} is a martingale and therefore (£ — q)f(z) = (£ — q)(T'1(z; A) + To(z; 4)) = 0
on (A, 00); see also the appendix of [10] for a more rigorous proof. On the other hand, Lemma 3.8 and (3.12) give

(£~ Ta(a; A) = —(£ — ) [/ WO (z — y)h(y)dy| = —h(z).

Summing up these, we have the claim. O

4. EXAMPLES

In this section, we give examples to illustrate how we can apply the results obtained in the previous sections. We
first consider, as a warm-up, a classical example of the optimal stopping problem known as the perpetual American
put option pricing. We then extend Egami and Yamazaki [17] and obtain analytical solutions.
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4.1. Perpetual American put option. The problem of pricing a perpetual American put option reduces to (2.3)
with g(x) = K — e® and h = 0. Here, eX models the stock price and K > 0 is the strike price; the option holder
chooses a time to exercise so as to maximize the expected payoff. This classical problem is known to have an
optimal stopping time of threshold type (see [26]). In particular, for the spectrally negative case, it has been shown
by [3] that the optimal threshold level is given by

. g ®(q)—1
4.1) A* = log (K@m).

We consider a more general case where h is any non-decreasing function and give a simple proof by directly
using the results obtained in the previous sections. Because

_ q (@ _ 4 A > " —d(q)z(, A _z+A—u
g(A + = K—e +/ II(du / e e e dz
(A) () TP @(q)( ) ; (du) ; ( )
q Al g o 1 — e~ 2(Qu 1 — e (@(9)Du
=——=K + +/ IT(d - “ )
s ot ), g T g )
we obtain
4.2) T(A) - o "A)=-—L kg4 iM + /Oo e~ @Yy + A)d
| 29 o) () " o y

where

2 0o
M, :=q+ %@(q) + / T1(du) [(1 — e @y (1 — e*<<1><q>*1>U)M
0

Here, by the change of measure, M, can be simplified.

Lemma 4.1. We have M, = @?q()qll (g — (1)).

Proof. By the definition of 1) and ®, we rewrite M, as

2 00
q-+ %Cb(q) —I—/ II(du) [(1 — e ®@u _ D(q)ulfue,1)y) —e (1 — e_(q)(q)_l)“)i
0

1 02
— (e~ / u(e™ = 1)TI(dw) ) B(q) + & @()(@(q) + 1)
0

®(q) [ Y ()1
_<I>(q)—1/0 MI(du)e™ (1 - DD 4 (@(g) ~ Dulpeory )

Define, as the Laplace exponent of X under P; with the change of measure %

5 = exp(Xy —¥(1)t),t >0,

1 1 00
G1(8) 1= (02 + e - /0 u(e™ = DII(du) ) 8 + 50%6% + /O (e = 14 Bulpue(oy)e * TI(du).

Then, ¢4 (P(q) — 1) = ¥ (P®(q)) — ¥ (1) = g — ¥(1); see page 215 of [21]. Hence simple algebra shows

_ %)
®(q) —1

as desired. O

P1(®(q) — 1) = My,
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It is clear that M, > 0 and hence (4.2) is monotonically increasing in A. Therefore on condition that

0_2 0o

i i} 2 ___ 7 i —®(q)y
Jim [ (4)- %9 (A)] B A [Ty + Ay <o,

there exists a unique A* such that (4.2) vanishes and by (3.2)

0
— > A= A< A"
6AuA(ac)_0 Vo > <

This shows that 74+ is optimal among the set of all stopping times of threshold type. In particular, when h = 0,
the optimal threshold A* reduces to (4.1). Because the optimal stopping time is known to be of threshold type by
[26], T4~ is indeed the optimal stopping time.

4.2. Generalization of Egami and Yamazaki [17]. We now solve an extension to [17], where we obtained an
alarm system that determines when a bank needs to start enhancing its own capital ratio so as not to violate the
capital adequacy requirements. Here X models the bank’s net worth or equity capital allocated to its loan/credit
business. The problem is to strike the balance between minimizing the chance of violating the net capital require-
ment and the costs of premature undertaking (or the regret) measured, respectively, by

R (7) := E® [e_qel{ng}} and HM(r).=E" [1{T<OO} /6 e_qth(Xt)dt}
T
where h is positive, continuous and increasing and
0:=inf{t >0:X; <0}
denotes the capital requirement violation time. We want to obtain over the set of stopping times,
(4.3) S := {7 stopping time : 7 < 6 a.s.},
an optimal stopping time that minimizes the linear combination of the two costs described above:
UGN (1.7) = B (7) + yHE (1),

for some v > 0. By taking advantage of the property of S, the problem can be reduced to obtaining

inf E” |e™ 9 1{x, <0,r<o00} + /T ' eqth(Xt)dt] = —u(x) + E* [ /0 ’ eqth(Xt)dt]
with

u(z) :=supE” [—e_qu{XT<O,T<OO} +/ e_qth(Xt)dt] .
TES n 0

In other words, the problem reduces to (2.3) with
0, x>0,
-1, <0,

g(z) =

and a special set of stopping times defined in (4.3). Egami and Yamazaki [17] solved for double exponential jump
diffusion [19] and for a general spectrally negative Lévy process.

We shall consider its extension for a more general g (or more general RQQ)(T) = —E” [e"®g(Xp)1{r>0y]) by
assuming the following.
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Specification 4.1. (1) g is negative and increasing on (—o0, 0] (and zero on (0, 0));
(2) h is positive, continuous and increasing.

The first assumption on g means that the penalty |g(Xj)| increases as the overshoot | Xy| increases. The second
assumption on h is the same as in [17]; if a bank has a higher capital value, then it naturally has better access to
high quality assets.

In this problem, it can be conjectured that there exists a threshold level A* such that 74+ is optimal. Here we
can rewrite (2.12) forall A > 0

) u—A
puh = /A T1(du) /0 e Dg(y + A —u)dy,

oo u—A
P9, = /A T(du) /O e P@DVg(y + A — u)ldy.

This avoids the integration of II in the neighborhood of zero and hence Lemma 3.5 also holds for the case of
unbounded variation with o = 0. Now, as a special case of Propositions 3.2-3.3 (noticing g(A) = ¢'(A) = 0 for
all A > 0), we obtain the following.

Lemma 4.2 (Continuous and Smooth Fit). Suppose (1)-(2) of Lemma 2.4 for a given A > Q.
continuous fit: If X is of bounded variation, the continuous fit condition u(A) = 0 holds if and only if
4.4) U(A) =0.

If X is of unbounded variation, it is automatically satisfied.
smooth fit: If X is of unbounded variation, the smooth fit condition u'(A) = 0 holds if and only if (4.4)
holds.

Continuous-fit Smooth-fit
(i) bounded var. U(A)=0 N/A

(ii) unbounded var. | Automatically satisfied | ¥(A) =0

TABLE 2. Summary of Continuous- and Smooth-fit Conditions.

Under Specification 4.1, there exists at most one A* > 0 that satisfies (4.4) because
(o]
(4.5) U'(A) = / e @Y/ (y + A)dy
0

0o u—A 00
+ / I1(du) / e @Yy (y + A — u)dy — / II(du)e~ @@= g0-) > 0.
A 0 A

Verification of optimality: We let A* be the unique root of W(A) = 0 if it exists and set it zero otherwise. By
Proposition 3.4, we only need to show

(@) ua+(z) > g(x) forall x > 0;

(b) (£ —q)ua=(x) + h(x) <O0forall z € (0, A*) when A* > 0.
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By (4.5) we have (3.11) and hence Lemma 3.7 shows (a). We can also show (b), as given immediately below,
by the monotonicity assumptions on g and h.

Lemma 4.3. If A* > 0, we have (L — q)g(x) + h(x) < 0 for every x € (0, A*).

Proof. Because g(x) = ¢'(x) = 0 for every z > 0,

[e.e]

(4.6) (L—-q)g(z)+ h(x) = / II(du)g(x —u) + h(z), € (0,A).

x

We shall show that this is negative. Because A* > 0, we must have

/ e P@WVh(y + A%)dy + / II(du) / ) e ®Wg(y + A" —u)dy =0,
0 * 0

o0

and hence

*

> h(ﬂf)/ e_q)(q)ydy—l-/ H(du)g(m—u)/ e~ ®@yqy
0 * 0

zh(m)/ eq)(q)ydy—i—/ H(du)g(:c—u)/ e *@yqy
0 T 0

= (h(:v) + /:O (du)g(z — u)) /OOO e *@vqy,

where the first inequality holds because g and h are increasing and = < A*, the second holds because ¢ is nonpos-

oo o] u—A*
0> h(x)/ e~ P@Dyqy + / I(du)g(z — u)/ e 2@yqy
0 0

itive, and the third holds because x < A* and g is nonpositive. This together with (4.6) shows the result. ([l

The optimality of 74+ holds thanks to (a)-(b). For the rest of the proof, we refer the reader to the proof of
Proposition 4.1 in [17].

Proposition 4.1. If A* > 0, then T4~ is the optimal stopping time and the value function is given by u s~ (x) for
every x > 0. If A* = 0, then the value function is given by lim 4o ua(z) for every z > 0.

5. CONCLUDING REMARKS

We have discussed the optimal stopping problem for spectrally negative Lévy processes. By expressing the
expected payoff via the scale function, we achieved the first-order condition as well as the continuous/smooth
fit condition and showed their equivalence. The results obtained here can be applied to a wide range of optimal
stopping problems for spectrally negative Lévy processes. As examples, we gave a short proof for the perpetual
American option pricing problem and solved an extension to Egami and Yamazaki [17].

For future research, it would be interesting to pursue similar results for optimal stopping games. Typically,
the equilibrium strategies are given by stopping times of threshold type as in [6, 7, 15] . Similarly to the results
obtained in this paper, the expected payoff admits expressions in terms of the scale function and hence the first-
order condition and the continuous/smooth fit can be obtained analytically. Another direction is the extension to
a general Lévy process with both positive and negative jumps. This can be obtained in terms of the Wiener-Hopf
factor alternatively to the scale function. Finally, the results can be extended to a number of variants of optimal
stopping such as optimal switching, impulse control and multiple stopping.
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APPENDIX A. PROOFS

A.1. Proof of Lemma 2.4. By the assumption (1) and Taylor expansion, we can take 0 < € < 1 such that, for any
0<z<u<eand g4, :=maxo<e<e 9" (A — )| < o0,

1 1
(A.1) |9(A = u+2) = g(A)] < (u=2)|g(A)| + 5 (u = 2)%eac < ulg(A)| + Ju’0ac

Therefore, by (2.1),

/0€ II(du) /Ou e D% g(z 4+ A —u) — g(A)|dz < /06 II(dw) (UQIQ/(A)] + %U?’QA,J < 0.

On the other hand, by (2.13),
oo u 1 o0
—®(q)z — ) — < _
@ [ et 0ol A=) - g < g [T ), max [o(0) 9] < .

Combining the above, the proof is complete.

A.2. Proof of Lemma 3.1. Proof of (3.5): Define o(A) := [;* II(du)q(A; u) with

u+A
o(Asu) = /A DV g(y — u) — g(A)dy, u>0.

By assumption, we can choose 0 < ¢ < 1 such that g is C? on [A — ¢, A + €].
We choose 0 < § < e that satisfies (3.1) and fix 0 < ¢ < J. By the mean value theorem, there exists £ € (0, ¢)
such that
q(A+cu) — q(A;u)

q(A+&u) = . :
Because, for every z € (A, A + ¢), we have
1 — e~ 2(Qu
1/, _ —®(q)z _ _ o /
(A2) d(5) = "% (9(2) — gz —w) = 5 —'(2)),

the Taylor expansion implies that, for every 0 < u < 9,

2

2
' )| < e—0@@A+e ¥ " Y < e—®@AaY] "
[d'(A+&u)| <e 5 (2() +1) max |g7(A+E— ()| <e 5 () +1) | max, 197,

or uniformly in ¢ € (0, ¢)
A . —a(A: 2
|Q( +¢ u) q( au)| < 67<I>(q)Au7((I)(q) + 1) max ’g//(<)|'

c 2 A—6<(C<A+6

Hence uniformly in ¢ € (0,0) by (2.1)

5 . . 5
/ H(du) |Q(A ta ’LL) — Q(Av U)| < 67<I>(q)A max |g//(C)‘M / UQH(dU) < 0.
0 0

c A—6<(C<A+6S 2

On the other hand, by (A.2),
/ T (du) [9(A + ¢ u) — q(A; )
1

C
< @A < lg'(A+ 8|

s SO0, 00) 4+ [ 1) g o4+ €) — gl + - u>) ,
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which is finite by (3.1) and how § is chosen.
This allows us to apply the dominated convergence theorem, and we obtain

A —o(A o0 A . — al(A:
iy QA+ ) — o )_/ H(du)th( +c;u) — q(A;u)
cl0 C 0 cl0 C

= / - I(du)q (A; u) = e~ @4 / - I1(dw) (g(A) —g(A—u)—g'(A)
0 0

The proof for the left-derivative is similar, and this completes the proof of (3.5).
Proof of (3.6): Define

(ut2)A
(A.3) q(zu,x) = / W@ (z —y)gly —u) — g(2)]dy, ze€Randu > 0.

Then, by (2.16), we have <p§q34(x) = [  T(du)q(A; u, ). We use the same 0 < & < € as in the proof of (3.5)
above and fix ¢ and € such that

—A
O<c<6Ax

1 —A

and 0<ei=|S(x—a) - (67"5)] A6
2 4

It is then clear that 0 < ¢ < € < §. We shall split

(A4) /Oo TI(du) [4(A+ cu,x) — g(A; u, 7))
0

_ /eH(dU)W(AJrc; u,z) — q(A;u, )| +/°° H(du)yg(A+c;u, z) — G(A; u, )|
0 £

)
C &

and show that these two terms on the right-hand side are bounded in ¢ on (0,6 A %).

For every fixed 0 < u < ¢, our assumptions imply that g(-;u,x) is C? on (A, A + ¢). By the mean value
theorem, there exists £ € (0, ¢) such that

J(A+&u,z) = Q(A+C;u’xi_ Q(A;u’x).

Given z at which g is differentiable and also satisfying v + z < z, differentiating (A.3) obtains

u+z
7 (zu,0) = WDz —2)(g(2) — g(z = w) = ¢'() / W (2 - y)dy.
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Because x — u —
(A + c;u,z) — q(As u, )|
‘ u+A+§
= WO~ A= Ol + O~ g+ e =g (+6) [ WOy
<WD(@—A—&[g(A+&) —g(A+E&—u) —ug (A+9)|

(A4 &) < z) and g is differentiable at A + &,

=7 (A+&u,2)]

u+A+€
ya+9 [T WO —a-g - W - y))dy\

A+€

<WO(z—A) [g(A+€) —g(A+E —u) —ug (A+¢)|
+ulg(A+ | WO(@ — A=) - W@ —u—Aa-¢)

< fl(A,U,I’)+f2(A,U,$)

where

AAu,x) =Wz —A) max [g(A+¢) —g(A+(—u) —ug'(A+ ),
0<C<onTZ2

folA;u,z) :=u  max |¢g(A+¢)] max |[WOa—-A—¢)-WD(z—u—A-0)|.

0<¢<onz4 0<¢<onzA

First, fo II(du) f1(A; u, x) is finite because, for every u < ¢, we have v < § and

U2

A _ A _ _ /A < 2
b 9(A+ Q) —g(A+C—u)—ug(A+ Q) < o | max g7 (C)]

which is II-integrable over (0, &) by (2.1). On the other hand, by (2.10) and because 0 < { < § A xZA implies
T —u—

‘W(q)(a:—A—C) —W(q)(:c—u—A—C)‘

= ‘S‘P(q)(ﬂc—A—C)Wq)( Wz —A—() eé(q)(w—u—A—C)Wq)(q) (x—u— A=)

2@ (@=A=0) _ ®(@)(@—u=A=()
@(q)(z—u—A—() oA L
_‘ ‘§(Q)) ’—I—e (Wagy (@ — A= () = Wag(z —u— A~ )|
1_67<I>(q)u

Sefb(q)(r—A)( +u  max W&)(q)(y))a

V' (2(q)) A <y<a—A

and hence
€
/ II(du) f2(A;u, x)
0

&€
<  max ]g’(A—I—()]/ u  max
0

—A —A
0<¢<onzgA 0<¢<onzZA

W@ —A—C) - WD (g —u— A C)’H(du)

£
< max [¢(A +C)]e¢<q>(w_A)/ u(
0

1 — e ®@u +u  max W&,( )(y))H(du),
0<¢<onzzA !

V'(2(q)) oA y<p—A
which is finite by (2.1).
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We now obtain the bound for the second term of the right-hand side of (A.4). For every u > ¢ (which implies
u > c), we have

’a(A + ¢ u, .%') B a(Av u, ZC)‘

< BI(A7 cu, Q?) + BQ(Aa G u, 'T)

c
where
1 (u+A+c)Ax A+c
By (A, cu,x) =~ / WD (z —y)|gly —u) — g(A+c)|dy + W (z —y)|g(y — u) — g(A)|dy| ,
c (u+A)Ax A
_ (u+A)Az
By(A,c;u,x) = l9(A+¢) = 9(4)] WD (z — y)dy.

c A+c

For the former, we have

Bi(A cu,x) <3W D (@ — A)  max  |g(z) — g(A)|

A—u<z<A+c
< W@ —A)(, max lo(z) ~ g(A)] + max |g(A+ )~ g(A+ ¢ —u)]).

Here the first inequality holds because |g(y — u) — g(A + ¢)| < |g(y —u) — g(A)| + |g(A) — g(A + ¢)|. For the
second inequality, it holds trivially when the maximum is attained for some A — v < z < A. If it is attained at
z=A+[forsome 0 <[ <c¢. Then, because A —u < A+ —u < A (thankstoc < u)and ¢ < ¢

aomax  19(2) = g(A)] < lg(A+T—u) —g(A)[ +]g(A+ D) — g(A+1—u)

< max 19(2) = g(A)[ + max |g(A+¢) = g(A+( —u)l.

For the latter, by the C? property of g in the neighborhood of A, how § is chosen and ¢ < §, we obtain

& A+c
6 X
/ e " @(q)(z—y) _
< (Ig@l+5  max 1) [0 (@ =)y
1 1)
< / e 1" (b(q)(r—A)'
< S DIE@) (l9')1+3 e g (©)l)e
Therefore,
T1(du) |g(A+ c;u,z) — q(A;u, )|
e C
@ _ > _ B _
<3O = 4) [ 1) (| max lo(:) — a(4)] + gmax o(4+ O — a(A +C — )

S—— o max  |q" (q)(z—A)
T 5@ 19/ +35 s g ()X, 00),

which is bounded in ¢ on (0,6 A ”“"ZA) by (2.13) and (3.1).
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Hence, by the dominated convergence theorem,

(2) (9) 00 ~ -
lim 809?A+c($) - ng?A(fL') B / T1(du) lim JA+cu,z) —q(A;u,x)
cl0 C 0

= /Oo (du)q (A; u, x)
0

cl0 C
00 (u+A)Ax
— [ ) WO - a)g) - ga - w) — ) [ WO -2z,
0 A

The result for the left-derivative can be proved in the same way.

A.3. Proof of Lemma 3.5. It is known as in [11] that ¢ > 0 guarantees that Wq>(q) is twice continuously differ-
entiable and hence W, @ is continuous on (0, c0). Furthermore, (2.11) implies W, )(O+) = % < oo and (2.10)

(¢
implies lim oo Wé(q) (x) = 0. Therefore, there exists L < oo such that

L :=sup Wé(q) ().

x>0

Now for every fixed ¢ > 0

1 [ N(z+c—A)
(A.5) c/ I1(du) / WD (z4+c—z—A)(gz+ A—u) —g(A))dz
0 0

uN(z—A)
_/ WDz —2— A)(glz + A —u) — g(A)dz| < fi(a, A, ¢) + folz, A, ),
0
where
00 uN(z—A)
fi(z, A, c) = / H(du)/ q(z,c,2,A)|g(z + A —u) — g(A)|dz,
0 0
00 uN(z+c—A) (q) o
Folr dye) = / H(du)/ Weremz 24 g(z + A —u) — g(A)|dz,
z—A uA(z—A) C
(9) o A WD (g — 5 —
q(z,c,z,A) = WWate—z-A) - WW(x -2 A).
c
Because
q(x,c,z, A) = eé(Q)(HC_Z_A)ch(Q) (t+c—2—A)— e@(q)(z—z—A)Wq)(q) (z—z— A)
P} ) B
_ @) € = DWag(@ e =z = A) + (Wag) (@ +c =z = 4) - Wa) (e — 2= A))
c
O
< eé(Q)(x_Z_A) € + L 7
B <cw’(<1>(Q)) )
we have
r— e@(Q)C -1 B
N Rl
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On the other hand,

o

< W@ _ _
falaA)) S WD) [ @) max o) g(4)

- (@) (z+c—A)  roo 14 1
< L T max o) —g(4).

By (2.13) , these bounds on f; and f5 also bound (A.5), and hence by the dominated convergence theorem and
because W (9)(0) = 0,

(9) -
+¢) — 00 uN(z—A)

lim Poal 0 = 0(2) / H(du)g / W (x — 2 — A)(g(z + A —u) — g(A))dz

clo c 0 ox Joy

oo uN(z—A) ,
_ / 1(du) / W@ (2 — 2 — A)(g(z + A —u) — g(A))dz.
0 0

The left-derivative can be obtained in the same way. This proves (3.9).
For the proof of (3.10), we first show the following lemma.

Lemma A.1. There exists a finite constant C' 4 independent of x such that
0o Nz—A) ,
/ H(du)/ W@ (z—2— A)glz+ A—u) — g(A)|dz < DD, 2> A
0 0

Proof. Define
1 uN(z—A) ,
o1z, A) = / T(du) / WO (2 — 2~ A)lg(z + A—u) — g(A)|dz,
0 0

9] ANz—A) ,
bo(, A) 1= /1 T1(du) /0 W@ (3 — 2~ A)|g(z+ A—u) — g(A)]d=.

It is sufficient to show there exist finite constants C7 4 and C3 4 independent of = such that

(1) ¢1(x, A) < 2@DE=A 0y 4,
(2) po(x, A) < 2@DE=A(Cy 4,

Choosing 0 < € < 1 and g4 . as in the proof of Lemma 2.4, we obtain by (A.1)

€ 1 uN(z—A) ,
d1(x, A) < / II(du) (u\g’(A)\ + §U2QA,€) / W@ (z — 2z — A)dz
0 0

1 Nz—A)
@ (p— » —
+2A_I{1§2<SA\9(C)|/6 H(du)/o W\ (x—2z—A)dz

_ /O 11(du) (ulg' (A)] + %UQQA,G) (WO~ 4) = WO((@— A~ w) v 0))

1
+ 2A—I{l§aé(§A lg(Q)| /6 II(du) (W(q)(x —A) WD (z—A—u)V O)) .
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Because, by (2.10),
WDz —A)—WD(z—A—u)VO0)
= 2@@=4) [(Wq,(q) (x—A) = Wo((z —A—u)V0)) + <1 — e*q’(q)(“/\(x*A))) Woq((z —A—u)VvO0)
(

p—"
( V' (®(q)) )
)

we have ¢y (z, A) < @@=, 4 with

€ — e~ 2(qu
Crai= [ ) (ulg () + 5uonc) (Bu+ i) V@)

which is finite thanks to (2.1) and by applying the Taylor expansion to (1 — e“I’(q)“) to the first integral. Hence
(1) is obtained. The proof of the existence of Ca 4 that satisfies (2) is immediate because

max |
A-1<¢<A

00 z—A) ,
b(, A) < / M(du) max |g(y) — g(A)| /0 W@ (z — 2 — A)da

A—uly<A

< WO (z - A) /1°OH<du> ma_ lo(y) — g(4)],

and W@ (z — A) < e®@E=4) 14/ (D(q)) by (2.10). O

Now using the lemma above, we can interchange the limit via the dominated convergence theorem as x | A in
(3.9) and obtain (3.10). This completes the proof.
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