CONTINUOUS DEPENDENCE ESTIMATES
FOR VISCOSITY SOLUTIONS OF INTEGRO-PDES
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ABSTRACT. We present a general framework for deriving continuous depen-
dence estimates for, possibly polynomially growing, viscosity solutions of fully
nonlinear degenerate parabolic integro-PDEs. We use this framework to pro-
vide explicit estimates for the continuous dependence on the coefficients and
the “Lévy measure” in the Bellman/Isaacs integro-PDEs arising in stochas-
tic control/differential games. Moreover, these explicit estimates are used to
prove regularity results and rates of convergence for some singular perturbation
problems. Finally, we illustrate our results on some integro-PDEs arising when
attempting to price European/American options in an incomplete stock mar-
ket driven by a geometric Lévy process. Many of the results obtained herein
are new even in the convex case where stochastic control theory provides an
alternative to our pure PDE methods.
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2 JAKOBSEN AND KARLSEN

1. INTRODUCTION

The theory of viscosity solutions for fully nonlinear degenerate elliptic/parabolic
PDEs is now highly developed [4, 5, 18, 25]. In recent years we have witnessed
an interest in extending viscosity solution theory to integro-PDEs [1, 2, 3, 6, 11,
12, 13, 35, 41, 43, 45, 46, 48, 49]. Such non-local equations occur in the theory
of optimal control of jump-diffusion (Lévy) processes and find many applications
in mathematical finance, see, e.g., [1, 2, 3, 11, 12, 13, 27] and the references cited
therein. We refer to the books [28, 29] for an investigation of integro-PDEs by
completely different methods.

In this paper we are interested in “continuous dependence on the nonlinearities”
estimates and various consequences of such estimates for viscosity solutions of fully
nonlinear degenerate parabolic integro-PDEs. To be as general as possible, we write
these equations in the form

uy(t, ) + F(t, z,u(t, ), Du(t, z), D*u(t,z),u(t,-)) =0 in Qr,

(1) u(0,7) =ug(z) in RY,
where Q7 := (0,7) x RN and F : Q7 x R x RV x SN x C2(RY) — R is a given
functional. Here SN denotes the space of symmetric N x N real valued matrices,
and C2(R") denotes the space of C*(RY) functions with polynomial growth of
order p > 0 at infinity.

These equations are non-local as is indicated by the u(¢,-)-term in (1.1). A
simple example of such an equation is

(1.2) up — /]RM\{O} [u(-,-+2) —u—2zDu] w(dz) =0 in Qr,

where 7(dz) is a positive Radon measure on R \ {0} (the so-called Lévy measure)
with a singularity at the origin satisfying

(1.3) / (1212 10,1y + 217 15(0,1)¢) 7(d2) < o0.
RM\ {0}

Note that the Lévy measure integrates functions with p-th order polynomial growth
at infinity. In view of (1.3) and a Taylor expansion of the integrand, the integro
operator in (1.2) is well defined on Cg (RN). Moreover, it is clear that the integro
operator in (1.2) acts as a non-local second order term, and for that reason the
“order” of the integro operator is said to be two. If |z|? in (1.3) is replaced by
|z|, this changes the order of the integro operator from two to one, since then it
acts just like a non-local first order term. Finally, if |z|? in (1.3) is replaced by 1
(i.e., m(dz) is a bounded measure), then the integro operator in (1.2) is said to be
bounded or of order zero, and in this case the integro operator acts like a non-local
zeroth order term.

An important example of a non-local equation of the form (1.1) is the non-convex
Isaacs equations associated with zero-sum, two-player stochastic differential games
(see, e.g., [26] for the case without jumps)

(1.4) ug + inf sup {—Ea’ﬂu — BBy + f”"ﬂ} =0 in Qr,
a€Agen
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where A and B are compact metric spaces and for any sufficiently regular ¢
LOP(t,x) = tr [a®P(t,2)D?¢| + b*P(t, 2) D — P (t, 2) ¢,

(1.5) a®P(t,z) = 5 Bt x)o™P (t,z) >0,

BOg(t,z) = / [o(t, 2 + 5%0(t, 2, 2) — ¢ — O (t, 2, 2) Do) m(dz).
RM\{0}

Here tr and T denote the trace and transpose of matrices. The Lévy measure m(dz)
is a positive Radon measure on RM™ \ {0}, M > 1, satisfying a condition similar
to (1.3), see (A0) and (A4) in Section 4. Also see Section 4 for the (standard)
regularity assumptions on the coefficients, o, b, ¢, and 1. We remark that if A is
a singleton, then equation (1.4) becomes the convex Bellman equation associated
with optimal control of Lévy (jump-diffusion) processes over a finite horizon (see,
e.g., [41, 43] and the references therein). Henceforth we will refer to (1.4) simply
as the “Bellman/Isaacs equation”.

The general problem we are confronted with here is to find an upper bound on the
difference between a viscosity subsolution u of (1.1) and a viscosity supersolution
@ of (1.1) with F replaced by another nonlinear functional F' satisfying the same
assumptions as F'. The sought upper bound for u—u should be expressed in terms of
“F—F”. Let us give an explicit example of the type of results that can be obtained
with our general continuous dependence framework for integro-PDEs (1.1). Let u
be a viscosity subsolution of (1.2) and let @ be a viscosity supersolution of

(1.6) s — /RM\{O} [a(-,-+2)—u—zDu) 7(dz) =0 in Qr,

where 7(dz) is another Lévy measure satisfying (1.3). For simplicity, suppose that
the viscosity sub- and supersolutions are bounded, the initial values are zero, and
that the Lévy measures admit densities (which is the typical case in finance appli-
cations, see Section 6), i.e.,

7(dz) = m(z) dz, 7(dz) = m(z) dz,

for some functions m(z) and m(z) that may have singularities at the origin. Our
continuous dependence result then yields for any (¢,z) € Qp

(1.7) (u— @)t @) < C\/T/RN\{O} 122 |(m — ) (2)| =

In other words, the difference between u and @ is expressed in terms of a weighted
L' norm of the difference between the Lévy densities m and m. Note that it is
important that the L' norm is weighted with the function |z|?, as the densities
may have singularities at the origin. The reason for the “square-root” is that the
estimate is robust with respect to the smoothness of u and . If v and @ are both
viscosity solutions, then, by reversing the roles of u and 4, we obtain an estimate
for |u — @|. Results similar to (1.7) will be stated for the Bellman/Isaacs equation
(1.4) (where also the parameters o®?, b8 8 %8 are varied) as well as some
integro-PDEs arising in option pricing theory in financial markets driven by Lévy
processes. To our knowledge, explicit continuous dependence estimates like (1.7)
have not appeared in the literature before. Moreover, compared to our previous
work [33, 34], the results obtained herein are new even in the pure PDE case, since
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we allow for growth in the solutions and hence our results can be applied to the
PDEs (and integro-PDEs) arising in finance applications. We will come back to a
finance application of our results in the last section of this paper.

Let us mention that continuous dependence estimates are relevant when it comes
to determining the regularity of viscosity solutions and obtaining explicit error
estimates for approximate solutions. We will provide examples of both aspects.
In particular, we derive error estimates for the vanishing viscosity and vanishing
jump viscosity methods for the Bellman /Isaacs equation (1.4) as well as for another
singular perturbation problem studied first in [39, 36] in a simpler context. The
case of numerical methods is more difficult and some of the first results in that
direction for the pure PDE version of the convex Bellman equation can be found
in [7, 8, 32, 38]. We anticipate that the continuous dependence estimates herein,
together with the ideas in [7, 8, 32], can be used to derive error estimates for the
Bellman equation of controlled jump-diffusion processes. We intend to investigate
this in a future paper. Although we do not pursue this here, let us also mention
that estimates like (1.7) may be relevant to the calibration (inverse) problem for
finance models based on Lévy processes, e.g., the problem of determining the Lévy
densities using, among other things, empirical data.

Let us now put the present paper in a proper perspective regarding previous
literature on continuous dependence estimates for viscosity solutions of pure PDEs.
The case of first order time-dependent Hamilton-Jacobi equations is treated in
[50]. For second order PDEs, an applications of the comparison principle [18]
gives a useful continuous dependence estimate when, for example, F is of the form
F = F + h for some function h = h(z). In general, the estimate provided by
the comparison principle is limited in the sense that it cannot, for example, be
used to obtain a convergence rate for the vanishing viscosity method. Continuous
dependence estimates for degenerate parabolic equations that imply, among other
things, a rate of convergence for the vanishing viscosity method have appeared
recently in [16] (see also [30]) and [33, 34]. In particular, [33] and [34] contain
results that are general enough to include the Bellman equation associated with
optimal control of degenerate diffusion processes as well as the Isaacs equation
of zero-sum two-player stochastic differential games. Recently a modification of
our continuous dependence estimate in [33], accounting for sub-quadratic growing
solutions, was used as one key step in the proof in [14] of the z-Hoélder regularity
of the gradient of solutions to fully nonlinear uniformly parabolic equations.

This paper is organized as follows: Section 2 is devoted to preliminary material
related to viscosity solutions and in particular the statement of an “Ishii Lemma”
for parabolic integro-PDEs (the elliptic version was proved recently in [35]). In
Section 3 we state and prove our general continuous dependence theorem, which
is applied to the Bellman/Isaacs equation (with bounded as well as unbounded
viscosity solutions) in Section 4. In Section 5 we present several applications to the
Bellman/Isaacs equation that include, among other things, regularity results and
error estimates for some singular perturbation problems. Finally, in Section 6 we
illustrate our results on some integro-PDEs for pricing European/American options
in an incomplete geometric Lévy stock market.

Notations. We end this introduction by collecting some notations that will be used
throughout this paper. If x,y belong to an ordered set, then we let x Vy and = Ay
denote max(z,y) and min(z,y) respectively. If z belong to U C R™ and r > 0,
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then B(x,r) denotes the ball {x € U : |x| < r}. We use the notation 1y for
the function that is 1 in U and 0 outside. By a modulus w, we mean a positive,
nondecreasing, continuous, sub-additive function which is zero at the origin. In the
space of symmetric matrices SV we denote by < the usual ordering (i.e., X € SV,
0 < X means that X positive semidefinite) and by | - | the spectral radius norm
(i.e., the maximum of the absolute values of the eigenvalues).

Let v be a signed measure. We denote by v and v~ its positive and negative
part, so that v = v — v~ (the Jordan decomposition). The absolute value or total
variation of v is |v| = v + v~. If 1 and vy are positive measures, we may define
the maximum as follows,

v < dl/l v dl/2 ) ( + )
1% Vg = 1% 1%
! 2 d(Vl + VQ) d(Vl + VQ) ! 2

where the derivatives are Radon-Nikodym derivatives. If there are functions fi, f2
and a measure v such that v; = fiv for i = 1,2 then 11 Vo = (f1 V fo)v.

Let C™(2) n = 0,1,2 denote the spaces of n times continuously differentiable
functions on €2, and let C12((0,7) x Q) denote the space of once in time and twice
in space Q continuously differentiable functions. We let USC(2) and LSC(Q)
denote the spaces of upper and lower semicontinuous functions on 2, and SC(Q2) =
USC(Q) U LSC(22). A lower index p denotes the polynomial growth at infinity,
so C1(Q), Cp2((0,T) x Q), USC,(Q), LSCy(€2), SC,(Q) consist of functions f
from C™(2), C12((0,T) x Q), USC(2), LSC(Q), SC(£), respectively, satisfying
the growth condition

|f(z)] < C(1+ |z|)? for all x € Q (uniformly in ¢ if f depends on time).

Associated to these spaces are weighted L°° norms which we define as follows:

|/ (@)
[flor =sup ———= and  |glo, = sup |g(t )lor
ven (L4 |2])" t€(0,7)
for every r € R and every locally bounded function f on Q and g on (0,7") x .
Finally, we let |- |o = | - |o,0-

2. VISCOSITY SOLUTION THEORY FOR INTEGRO-PDES.

In this section we provide some background material for viscosity solutions of
integro-PDEs that will be needed in the preceding sections. The class of equations
that we cover contains both second order PDEs and up to order two integro op-
erators. This generality has been considered earlier by [6, 43] using directly the
“maximum principle for semicontinuous functions” [17]. However, although this
approach yields the correct results, it has not been justified in general (see [35]).

In [35], the authors justify a slightly different approach which uses a suitably
adapted non-local “maximum principle for semicontinuous functions” or Ishii’s
Lemma, see Theorem 2.2 below. Here, we will use the abstract formulation given
in [35] to derive continuous dependence estimates for (1.1).

For every t € [0,T],z,y € RN r,s e R, X, Y € SV, and ¢, ¢, € C;’Q(QT) we
will use the following assumptions on (1.1):

(C1) The function (¢, z,r,q,X) — F(t,z,7,q, X, $(t,-)) is continuous, and if
(tg, zx) — (t,x), D" ¢, — D" ¢ locally uniformly in Qr for n =0,1,2,
and |¢r(t, )| < C(1+ |z])? (C independent of k and (¢,x)), then
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F(te, z, 7, ¢, X, o (tr, ) — F(t,z,r, ¢, X, (¢, ).
(C2) If X <Y and (¢ — 9)(t,-) has a global maximum at x, then
F(t,x,r,q, X, 0(t,)) > F(t,x,r,q,Y,¥(t,)).
(C3) Thereis a v € R (independent of r, s, ¢, x,q, X, ¢) such that if r < s, then
V(r—s) < F(t,z,r,q, X, 9(t,-)) = F(t, z,5,¢, X, 6(t, ).
(C4) For every constant C' € R,
F(t,x,r,q, X,0(t,-) + C) = F(t,z,r,q, X, d(t,-)).

Remark 2.1. The constants « in (C3) can be assumed to be non-negative. This can
be seen by performing an exponential in time scaling of the solution of (1.1).

Definition 2.1 (Test functions). v € USC,(Qr) (v € LSC,(Qr)) is a viscos-
ity subsolution (viscosity supersolution) of (1.1) if for every (¢t,z) € Qr and ¢ €
C}%(Qr) such that (t,x) is a global maximizer (global minimizer) for v — ¢,

&u(t,x) + F(t,z,0(t, @), Dp(t, ), D*¢(t, x), §(t,-)) <0 (= 0).

We say that v is a viscosity solution of (1.1) if v is both a sub- and supersolution
of (1.1).

Note that viscosity solutions according to this definition are continuous, and that
this concept of solutions is an extension of classical solutions. Furthermore, without
changing the (sub/super) solutions, we may in this definition assume strict maxima
and that u = ¢ at the maximum. See [35] for simple proofs of these statements and
more remarks on this abstract formulation.

Next we introduce an alternative definition of viscosity solutions that is needed
for proving comparison and uniqueness results. For every « € (0,1), assume that
we have a function

F.:Qr x Rx RN xSV x SC,(Qr) x C**(Qr) — R

satisfying the following list of assumptions for every t € [0,T],z,y € R¥ r.s €
R,g € RV, XY € SN, u,—v € USC,(Qr),w € SCH(Qr), and ¢, dx, ¥,y €
Cp(Qr):
(FO) Fu(t,z, é(t,x), Do(t, ), D*¢(t, ), $(t,-), 6(t, )
= F(t,z,¢(t,z), Dg(t, x), D*(t, x), §(t, -)).
(F1) The function F in (F0) satisfy (C1).
(F2) If X <Y and both (u —v)(t,-) and (¢ — ¥)(¢, ) have global maxima at x,
then  Fy(t,z,r,q, X, u(t,-),¢(t,")) = Fu(t, z,7,q,Y, 0(t, ), ¥, ).

(F3) The function F in (FO0) satisfy (C3).
(F4) For all constants Cq,Cs € R,

E.(t,z,r,q, X,w(t,-) + C1,d(t,-) + Ca) = Fe(t,x,r,q, X, w(t, ), d(t,-)).
(F5) If Yy (t,-) — w(t,-) a.e. in RY and |y (¢, z)| < C(1 + |z|P), then

Fi(t,x,r,q, X, ¥r(t, ), o(t, ) — Fo(t,z,r,q, X, u(t, ), (¢, )).

Remark 2.2. If (FO) — (F4) hold, then (C1) — (C4) also hold.
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Lemma 2.1 (Alternative definition). Assume there exists F, satisfying (F0) —
(F2), (F4), and (F5) for every k € (0,1). Then v € USC,(Qr) (v € LSCL(Qr))
is a viscosity subsolution (viscosity supersolution) of (1.1) if and only if for ev-
ery (t,x) € Qr and ¢ € CY2(Qr) such that (t,x) is a global maximizer (global
minimizer) for v — ¢, and for every k € (0,1),

¢t(tam) + Fn(tvxvv(tvx)vD¢(t7$)7D2¢(tvx)7U(t7 ')7¢(t7 )) <0 (Z O)'

The proof is similar to that in Sayah [45], see also [6, 35]. The next theorem
replaces the maximum principle for semicontinuos functions (cf. [17, 18]) when
working with integro-PDEs.

Theorem 2.2. Let u,—v € USC,(Qr), u(t,x), —v(t,z) < C(1+ |z|?), solve in the
V1SCOSItYy sense

ug + F(t, x,u, Du, D*u,u(-)) <0 and wv; + G(t,z,v, Dv, D*v,v(-)) >0,

where F and G satisfies (C1) — (C4). Let ¢ € CY2((0,T) xRN xRYN) and (£, z,7) €
(0,T) x RN x RY be such that

u(t, ) —v(t,y) — o(t, z,y)
has a global mazimum at (t,Z,%y). Furthermore assume that in a netghborhood of
(t,Z,7) there are continuous functions go : [0, T] x RN — R, g1, 92 : Qp — SV with
g9o(t, %,9) > 0, satisfying

D¢ < go(t, x,y) <_I] _II) + <gl(3 K 92((;, y)) '

If in addition for every k € (0,1) there exist F, and G satisfying (F0) — (F5),
then for any 7 € (0,1) there are a,b € R and X,Y € SV satisfying

go(tf,ﬂ) <é ?) < <)0( _Oy) B (gl(g, ) 92((%”) < gol(t_,ﬂ;ﬂ) ( _II II)

such that
(2'2) a+Fl‘Q(t7’ "Z" u({7 j)7Dz¢(E’ f7g)7X7u(E’ .)’gb(E? .7g)) < O and

(2.3) b+ Gu(F. 5, 0(7)s — Dyb(7,7.5), Y0l ), —6(E, 7, ) = 0.

Outline of proof. The theorem is essentially a special case of the corresponding
elliptic result Theorem 4.8 in [35]. This follows from the procedure of Section 3 in
Crandall and Ishii [17] that we will repeat here for the readers’ convenience.

We may assume that the maximum is strict. Then the function

1

u(t5 ‘T) - U(Sa y) - d)(t,I,y) - g(t - 5)27

will have a global maximum at some point (¢, 3, %, 7) € [0, T]?> x R*?V. Furthermore,
as § — 0, along a subsequence (t,3,%,7) — (£,¢,Z,7) and (¢ — §)> — 0. Choosing
& small enough, we have (£, 5) € (0,7)2. Letting ¥(t, s,z,y) := ¢(t,z,y) + 5 (t —s)?,
it is not difficult to see that

Yy —Ys=¢ and D"p=D"¢ (n=1,2).
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With this in mind, we apply the elliptic result (Lemma 7.8) in [35]. The result is
the existence of two matrices X,Y € SV satisfying

SR Y2 (5 ) (0 8) <R ()

such that

where G := y(t,5,7,7) and b= Ys(t,8,%,7). Observe that we use the F/G-
formulation, and not the F},/G,-formulation at this point. Also note that by (C4)
the (¢ —s)? part in 1) does not appear in the non-local part in the above inequalities
because it is a constant w.r.t. z and y.

The inequalities give upper bounds on a and —b, and since a—b = é¢(t, %, 7), the
two sequences are bounded in §. We may therefore extract converging subsequences
of a,b,X,Y as 6 — 0. Denoting the limits by a,b, X,Y, we obtain the result
by sending § — 0 along this subsequence, using (semi) continuity of all involved
functions.

The final step is to show that a similar result holds in the F,;/G,; formulation.
We omit this easy step and refer the interested reader to the proof of Theorem 4.8
in [35], see also Lemma 2.1 above. O

Remark 2.3. The technical condition u(x), —v(z) < C(1+ |z|?) is an artifact of the
method used to prove Theorem 4.8 in [35]. It does not seem easy to remove. In
practice, however, it creates no difficulties.

Remark 2.4. Using the notation of [18], we note that
(0, D20(F,7,9), X) €T Tuf.7)  and (b ~Dyd(t,7,9),Y) €T v(f.5).

But as opposed the pure PDE case, a priori we do not know that the viscosity
inequalities hold for elements in 72’+u(f, Z) and 72’_1)(1?, ) respectively, see [35]
for a discussion of this point in the elliptic setting.

3. CONTINUOUS DEPENDENCE ESTIMATES.

In this section we formulate and prove an abstract continuous dependence es-
timate for Integro-PDEs. It is a pointwise estimate which may have polynomial
growth in the space variable x. As will be explained in the following, this result
is an extension of results in [34] (see also [33, 16]) in two directions: (i) We have
equations with an integro operator and (ii) we allow for (polynomial) growth in
the estimates. In the next sections we will see how this rather complicated and
abstract result can be used to obtain new continuous dependence estimates for the
Bellman /Isaacs and Black-Scholes type equations.

The following crucial condition can be thought of as a “continuous dependence”
version of condition (3.14) in the User’s Guide [18]. For every x € (0,1),t €
0,7, 2z,y € RVN.r.s € R,qg € RV, X,Y € SV u,—v € USC,,,(Qr), and ¢ €
C12(Qr) we assume:

(F6) Let a,e,A >0, p> 2, and define
@

9
ot z,y) = Mg lo—y* + e”z—o(lxlp +yl").
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There are constants n1,...,M4,P1,- -, P4, Ps, K1, Ko, K3 > 0 independent
of a,e, A\, t, and a modulus my . (depending on «, ¢) such that

whenever u(t, z) — v(t,y) — (¢, z,y) has a global maximum at (¢, T, §),
Fe (6.5, ¢¥a(@ - g) - Neglgl,Y,0(d, ), ~6(.7.))
= Fy (La,r,eMa(@ - g) + eMealal 2, X, u(h, ), (7., 9))

4

2
<A1z + (g 4 > (1 + |2+ [g) o]
i=1 1=3
+ Ky(1+ 3]+ |g)™ |7 - 5l + KoeMalz - g2
+ K3eMe (14|27 + [§]P) + ma.c(r),

for every |r| < |u|o A |G, and X, Y satisfying

X 0 N I -1 N |z|P—21 0
. < — .
(3.1) (0 Y) < 2eMa (I I ) +eMe(p—1) 0 P21
The matrix inequality above corresponds to the second inequality in (2.1) when

7 =1/4 and ¢ is as defined above.

Theorem 3.1 (Continuous Dependence Estimate). Let p > 2 and m < p, let F, F’
and F;, F,k € (0,1) be functions satisfying assumptions (C1) — (C4) and (F0) —
(F6) respectively, and let u, —u € USC,,(Qr) satisfy in the viscosity sense

ug(t, ) + F(t,z,u(t, ), Du(t,z), D*u(t,z),u(t,-)) <0 and
Uy (t, x) + F(t,z,a(t, ), Du(t, z), D*a(t, x),a(t,-)) > 0.
Furthermore, let pg > 0 (po is used in (3.2)), assume (F6) holds with
p > 2max(po, . .., Pa,Ps)s

and assume
|Du(0, z)|, |Du(0,z)| < K4(1 + |z| + |y])?*  a.e.
Then there is a constant C > 0 (depending only on K1, ..., K4,p0,.-.,p1,0s,0,T)
such that for every (t,z) € Q-

u(t,z) — a(t,z) < C(1 + |z|)P° ‘(u(O, ) —a(0,-) +‘0p0

(3.2) L pi
+CZT1’ (1 + [a])Pin; +CZTT? (1 + |a|)PetPep,.
=3

Before giving the proof we give some remarks and corollaries.

Remark 3.1. We have not specified the various constants in Theorem 3.1, but it
is possible to get bounds on them by tracing them in the proof below. However,
getting optimal bounds would be difficult from the present proof because of the
complexity, all the approximations used, and arbitrariness of the form that one
factor/term can be decreased at the expense of increasing another factor/term.

However, if all the constants p’s and K'’s are independent of T, it follows from the
proof that the various constants C' can be chosen to be positive, finite, continuous in
T, and strictly positive in the limit as 7' — 0. In addition, it follows that whenever
one of the exponents pg, p1, p2 is equal to 0, we may take the corresponding C' in
(3.2) to be 1.
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Let us now consider a special case where u and % are bounded and there is no

growth in the data, i.e., m=py=---=ps =ps, =0.

Corollary 3.2. Assume that the assumptions of Theorem 8.1 are satisfied with
m=pyg=---=pg =ps =0 and ny =ng = 0. Then there is a constant C > 0 such
that

|(u—a)Flo < [(u(0,-) = @(0,-))Tlo + T + CT"*ns.

This corollary is an extension of Theorem 2.1 in [34] to Integro-PDEs. The
coefficient 1 in front of the Tn;-term is explained in Remark 3.1. Next we consider
the case where u and @ are both continuous. Theorem 3.1 gives an upper bound on

U(t, l‘) - ’L_l,(t, $)
valid for all ¢ € [0,7) and x € RY. Furthermore, this bound is independent of ¢, so
by sending t — T and using continuity the same bound also holds for

w(T,z) — a(T,x).
Renaming 7T to t we then have the following result:

Corollary 3.3. (a) Assume that the assumptions of Theorem 3.1 hold and in
addition that u,u € C(Qr). Then there is a constant C' > 0 (independent of t)
such that for every (t,z) € Qr,

u(t,x) —alt,z) < C(1+ |a|)P \(u(O, )= a(0,)) "y,

+Ozt1_7 1+|I|)pwn +Czt% pT} 1+|I|)P1+Psn
=3
(b)_Assume that the assumptions of Corollary 3.2 hold and in addition that u,u €
C(Qr). Then there is a constant C > 0 (independent of t) such that

u(t,x) — a(t, ) < [(u(0,) = a(0,-))*|o + tn + Ct'/2ns.

That fact that the constants C' can be chosen independently of ¢ follows from
Remark 3.1. Take as new constants the maximum over [0,7] of the ¢-depending
C’s given by Theorem 3.1.

Remark 3.2. Notice the time dependence in the estimate in Corollary 3.3 (a). It
differs from the time dependency in Corollary 3.3 (b) when p; > 0 for at least
one i € {1,2,3,4}. This is an effect of the growth in the data (and hence in the
solutions).

In the above bounds on u — @, p behaves like a free parameter. It may vary
between its lower bound and any number p for which the non-local part of the
equation is well-defined (so no restrictions for pure PDEs!). If we were allowed to
send p — 0o, we would obtain the T-exponents (t-exponents) 1 and 1/2. However,
our estimates do not allow this, since the way we do the proof, at least some of the
constants C will blow up as p — oo.

Remark 3.3. The complicated condition (F6) is a natural “structure condition”
leading to continuous dependence estimates in the viscosity solutions setting. The
use of this condition will be clearer in the next section where we derive both known
and new continuous dependence results for Bellman/Isaacs equations under as-
sumptions that include the Black-Scholes equation. The new features here con-
sist of estimates on the integro operators and allowing for estimates with growth.
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Growth in the estimates arise naturally when studying Black-Scholes type of equa-
tions where the underlying stochastic process is an exponential Lévy process. In
the following sections, we will present examples where some or all of the exponents
Do, -+ ,P4,Ps are different from 0.

Finally, we remark that Theorem 3.1 allows for four error terms 71, ..., 74 (with
corresponding p1,...,ps4). In Corollary 3.2 and in [34], only two terms were used.
One could consider any number of such error terms 7, both in the above theorem
and in applications, but in this paper we confine ourselves to situations where up
to four error terms are sufficient.

Now we turn to the proof of Theorem 3.1.

Proof of Theorem 3.1. We may assume that v > 0, see Remark 2.1. Let us start
by defining the following quantities

_ oo g
T/J(ta%y) = U(t,l’) *U(t,y) - ¢(t,$,y) - ?t - T —¢
where 6, € € (0,1) and
gyt
og:= sup qu(0,z)—u(0,y) —o0,z,y) — =7 |,
o= sup fu(0,2) ~a(0.y) - 9(0,2.9) - 7}
_ 3
7i= swp fulta) = alt) - 6600 - 7 | - o
t€[0,T) -
z,yERN

By the continuity of v, precompactness of sets of the type {u (¢, x,y) > k}, and the
penalization term =, there exists to € [0,T"), 2o, Yo € RY such that
sup ’l/)(t,l’,y) :¢(t0;1‘05y0>'
te[0,T),z,yERN
We want an upper bound on ¢ + 0¢, and we start by deriving a positive upper

bound for 0. We may therefore assume that o > 0. This implies that tg > 0, since
on one hand

¥(to, zo,yo) > 0 + 09 — d0 > 0y,

while on the other hand ¢y = 0 would imply ¥ (tg, o, y0) < 0o, which is a contra-
diction.

We can now apply Theorem 2.2 (with 4 = 1/4) to conclude that there are
numbers a,b € R satisfying a — b = ¢¢(to, xo, yo) + %" + ﬁ, and symmetric
matrices X,Y € SV satisfying inequality (3.1) such that the following inequality
holds

a—>b S FK(th Yo, a(th yo)a _Dy¢(t0; Zo, yo)a Ya ﬂ(to, ')a _(b(th Zo, ))
*Fn(t()v Zo, ’U,(to, 1'0), DI¢(t07 Zo, yo)v X7 u(t07 ')7 QS(tOv "y yO))
Since ¢ > 0 it follows that u(tg, o) > @(to, yo), so after using (F3) with v > 0,
(F6), and the above inequality, we have
o

T

A A
+ 56)\15004:]90 _ y0|2 4 ;e)\toe (|l,0|17 + |y0|p)

4

2
<) (1 + Jaol + [yo)Pimi + > (1 + |aol + yol) P}
=1 1=3
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+ K1 (1+ [zo| + [yo] )P [z0 — yo| + K2eMalzo — yol®
+ Kae 02 (1+ [wo]” + [yo[") + mac (k).
We send k — 0 and choose A to satisfy
A=2(Ks+1)Vp(Ks+1)
(the number +1 is an arbitrarily chosen positive number) and obtain
2 4

ag . .
5? < 2(1 + |20l + [yol)P'mi + a;(l + |@o| + [yol)*Pin;

+ K1 (14 [o| + [yol)P*[xo — yol — e alzg — yo|* — e*0e (1 + |xo|” + |yol”) -
Then we send § — 1, maximize w.r.t. |xg — yo|, and use

3P (1 + |zo| + [yol)” < 1+ |zol” + |yol?

to obtain
4

(14 |20l + [yol)"'ns + Y (1 + |aol + |yo])*"n
=3

2
g
Z <D
=1
+ Co ' (1 + |zo| + |yol)*”* — Ce (1 + |zo| + |yol)”
2

+ZA )+ As(r) — Cer?  where r =14 |zo| + |yol-

Now let r; denote the maximum point of
1
A;(r) — 3067"1),
forte=1,2,...,5. That is

Then we have
0 1
<T Ai(r;) — =Cr?
o< ;( (r:) E rz)

2 __py B 1 __2p 2\ —2 __2ps  __p
=CT E e p-p; mp i COT E e p—2p; (am )p*ZPi + CTe p—2ps o p—2ps,
=1 1=3

- 2 P—2p;
TLi=12% =0 (—O‘m ) L i=3,4 15 =Clca) 7.
e

Now we need an estimate of og. Using the regularity of the initial values and a
similar optimization procedure as we used above, we obtain

(u(0,-) — u(0,))*
1+ | . |;uo

By the calculations above we have

P
PO r—Po

og < Ce r=ro

_ _2ps __ 7P
+O€ P—2ps (Y P—2Ps ,

0

—__po_ 2 2 I
o409 <Ce P My " +CT g g priplT™
i=1

4 __2p; 2pg
+CT E g PT2p; (ON] )P 2P1 + Ce p=2rs P— 2;75
=3
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2 4
= BO + ZBZ + ZBZ(OZ) + B5(O&),
=1 1=3

where M, denotes the weighted norm of the initial conditions. Note that this
expression holds for all positive a. We proceed to obtain an upper bound on o + oy
that does not depend on a by choosing a suboptimal a. Let ag and ay respectively
denote the minimum points of

__2p 2 3 _ _2ps __p
Bi(a) + Bs(a) = CTe »=2ri (an;)r=2%i + Ce™ p=2rs " p=2ps

fori =3 and i =4, i.e.

(p—2p;)(p—2ps) — _P—2Ps Pi—Ps

ap = CT "2p=pi=ps) qp, PTPITP gpopimps for ¢=3,4.

Then set

& = min{as, a4}
and note that since @ < as and a < ay, the definitions of &, as, ay lead to the
following bound

2 4

(3.3) o+00<Bi+» Bi+Y» Bi(a)+ Bs(a)
=1 1=3
2 4

<Bi+Y Bi+ Y Bi(w)+ Bs(a)

=1 =3

—ro_ T 2 ey
= Ce™ 7=ro M, °+C'TE g poring/

=1
4 P—2p; R - p;+ps
eI e e R
=3
2 4
=Ao(e) + > _Aile)+ ) Aie),
=1 =3

which holds for any € > 0.
To complete the proof, we use the definition of o to see that

A ]
u(t,z) — aft,z) - fe”mp ~ <o+

for any (t,z) € Q. We send & — 0, use |z|? < (1 + |z])?, and use the bound (3.3),
to see that is

2
u(t,z) —a(t,x) <o+o9+ —EekT(l + |z|)?
p

<Ao(e)+ Y Aile)+ > Aie) + %e”a + |z|)P.
=1 1=3

This bound holds for every € > 0. Next we find a bound independent of €. Let ¢;
be the minimum point of

Ai(e) +eC(1 + |z|)?
fort=0,...,4, ie.,

go=CMo(L+ )77, & =CT % mi(L+|a))* P, i=12,



14 JAKOBSEN AND KARLSEN

and
= OT 2" (1 + |z|)Pi PP, § = 3,4.
Now we set
£ =max(e1,...,&5).
With this value of ¢, since &; < e for i =0,...,4, we have

2 4 _
ut,x) — a(t,z) < Aog(&) + > Ai(e) + Y Ai(e) + %e’\T(l + |z|)?
1=1 1=3

2 4
9z
< Ao(eo) + D Ai(er) + 3 Aier) + e (1 +[al)”
i=1 =3
which is (3.2) and the proof is complete. O

4. THE BELLMAN/ISAACS EQUATION

In this section we consider the Bellman/Isaacs equation (1.4) with initial values
(4.1) u(0,2) = up(z) in RV,

We will state assumptions that are natural and standard in view of the connections
to the theory of stochastic control and differential games, see [25, 37, 26, 49, 43].
Under these assumptions we then derive continuous dependence results for sub-
and supersolutions that are bounded or have polynomial growth at infinity.

We assume that there are constants Ki,..., K5, K;, > 0, A € R, p > 2, and
a function p > 0 such that the following statements hold for every t € [0,7],
v,y RN ae A, B€B, and z € RM \ {0}:
(A0) o,b,c, f,j are continuous w.r.t. t,x, «, 8 and Borel measurable

w.r.t. z; A, B are compact metric spaces; 7 is a positive o-finite

Radon measure on RM \ {0} satisfying 7({0}) = 0 and
Ko = / p(2)2m(dz) + / (14 p(2))Pr(dz) < oo,
B(0,1)\{0} RM\ B(0,1)

(A1) [f0 () = FP ()] + fuo(@) — uo(y)| < Kilz — ],

(A2) P> and [ (tx) — P (ty)| < Kalz —y,

(A3) |02 (t,2) = 0P (8, )| + [b77 (8, 2) — bV (t y)| < Kslz —yl,

( ) |ja7ﬁ(tamaz)| < K4p(Z)(1+|$|), |ja7ﬁ(tamaz)|XB(0,1)(z) < Kt,za

and |ja,ﬁ(ta z, Z) - jaﬁ(ta Y, Z)' < K5p(Z)|$ - y|

The Lévy measure 7(dz) may have a singularity at z = 0. As an example in
R, take p(z) = |z| and m(dz) = 27° xp(0,1)(2) where § € (0,3). Furthermore,
it integrates functions growing like (1 + p(x))P at infinity. If assumptions (AO)
and (A4) hold, then the integral part of the Bellman/Isaacs equation (1.4) is well
defined for functions in C;’Q(QT), see, e.g., Garroni and Menaldi [29]. Assumptions
(A0) — (A4) were used in Pham [43] to obtain comparison results for second order

integro-PDEs, see also [35].
Note that (A1) — (A3) imply

o7 (t )| + (b7 (¢, 2)| + P (¢, @) + [FF ()] + |uo(x)] < C(1+ |a]),
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for some constant C' > 0. The growth at infinity of the solutions of (1.4) is equal
to the growth of the fastest growing function among the initial data ug and the
“source term” f. Hence, assumption (Al) leads to at most linear growth.
We will now state the continuous dependence results. For i = 1,2 we consider a
sub- or supersolution u® of
ul + inf sup {fﬁf"ﬁui — Ba’ﬁ LR ’B} =0 in Qr,
(4.2) a€A geB
u'(0,2) = uf(z) in RY,

where E?’B and B?’ﬁ are the operators defined in (1.5) corresponding to o, b;, ¢;, ji, 7.

Theorem 4.1 (Bounded Case I). Assume o;, b;, ¢, fi, ub, ji, mi, i = 1,2, satisfy
(A0) - (A4), u' € USCy(Q7) is a viscosity subsolution of (4.2) with i = 1, and
u? € LSCy(Qr) is a viscosity supersolution of (4.2) withi = 2. Then the following
pointwise estimate holds:

ul(t,z) — uP(t,2) < |(up — uf +|O

+ TSUE {|f1 — falo + |u1|0 \ |U2|0|C1 — 02|0}

+ CT1/2(sup |or — o2lo + sup |by — b2|0)

1/2
+CT'/? sup ’/ ljr — jal*m (dZ)‘
RN\ {0}
/2
+ CT1/2(1 + |z|) sup ‘ / j |7T1 — 7T2|(d2)’ ,
RN\ {0} 0,2

where m = max{m,m2} and j = max{jl,jg}.

We can get better results when 41 and us are more regular. We will only state
one such result.

Theorem 4.2 (Bounied Case I1). Assume i, b;, c;, fi, ub, ji, m,i=1,2, satisfy
(A0) - (A4), u* € C(Qr) is a viscosity subsolution of (4.2) withi =1, u? € C(Q7)
is a viscosity supersolution of (4.2) with i =2, and

|Dull + | Du?|p < 0.
Then the following pointwise estimate holds:
u'(t, @) —u?(t,2) < |(up — ug +‘0
th?g {11 = falo + |u'lo V [u®|o]er — e2lo + [ Du'o V [ Du?|o|by — balo }

1/2
0

+ Otl/? sup{|01 — o020+ ’/ |71 fj2|27r(dz)
N

o,
’1/2

)

+ Ct1/2( + |z|) sup ‘/ |7r1 — ma|(dz)
RN\{O}

where m = max{my, T2} cmd j = max{j1,j2}

In the case of sub- and supersolutions with polynomial growth, we will relax
assumption (A1) and strengthen assumption (A2) in the following way:

(A1’)  There is a real number p; > 0 such that
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[foP () = FoP ()] + uo(@) — wo(y)] < Ki(L+ || + [y))P* |2 — g
(A2) P> X and ¢*? is constant for each a € A and 8 € B.
These assumptions have been used in Krylov [37] (but see Remark 4.2), where the

convex Bellman equation without an integro operator is considered. See also [25].
Note that (A1’) implies the following bound on f and wg

|[FoP (8, 2)] + Juo ()] < O+ [a) P+
In view of earlier remarks, such a bound also applies to the solutions of (1.4). In
particular, if p; = 0, the solutions have (at most) linear growth at infinity.

Theorem 4.3 (Polynomial growth). Assume oy, bi, ¢;, fi, ub, ji, i, i = 1,2,
satisfy (A0), (A1), (A2’), (A3), and (A4), u' € USCi1p,(Qr) is a viscosity
subsolution of (4.2) with i =1, and u® € LSC14,.(QT) is a viscosity supersolution
of (4.2) withi = 2. Let R,r > 0. If p > 2max(R,r,1 + ps), then the following
pointwise estimate holds:

ul(t, x) — u’(t, )
_R
< 00+ 1) (| = )|y + 717 suplfy = folor )

Lipe
55 (14 |z) P sup |er — ¢
a,B

+C0T'"
+OTE 5 (14 [a]) e

. o 1/2
soup (lon = ozl + 1o~ bolo, + | [ 1= i)
RN\ {0} 0

o, ,

1_1 1/2
+CT2 % (1 + |z])tHPe sup‘/ 32|m —7r2|(dz)‘ ,
a8 | Jrm\(0) 02

where m = max{w1,m2} and j = max{j1,jo}.

Remark 4.1. The various constants C' in the above two theorems depend on inte-
grability and Lipschitz bounds and growth at infinity of the data/initial values of
two problems, and also on the constant A defined in (A2)/(A2’). In other words,
the various constants and exponents defined in (A0) — (A4), (A1’), and (A2’).

We also remark that all constants C' in the two theorems above, except the ones
in front of the | — 2| terms, can be chosen to depend only on one of the data-sets.
Either the u;-data or the us-data. This fact is written out explicitly in [33].

In applications, the constants R and r appearing in Theorem 4.3 are to be chosen
such that the weighted norms are finite. In the next section, we will see examples
where (i) R =ps and r =0 and (ii) R = 1+ ps and r = 1. Note that one could let
all the weighted norms above be different (have different R’s and r’s), but we have
omitted this case for simplicity.

Remark 4.2. The restrictive assumption (A2’) was introduced to simplify the es-
timates. With this assumption the structure of the equation is respected in the
sense that the coefficients of the i-th order term is O(z*) for i = 0, 1,2. We could,
however, use a more general assumption like the following used by Krylov [37]:

e (t, @) — P (t,y)] < Ka(1+ |2] + [y])Pe|z — y]

for some p. > 0. In addition to modifications to the c-term, the effect on Theorem
4.3 would be to replace ps by 1 4 ps + p. in the last two terms.
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Remark 4.3. Due to the complexity of the problems considered here, it is not
possible to give one continuous dependence result that is well suited for every
special case. We have given some results that are good for problems with order two
integro operators and the specified regularity of the sub- and supersolutions. By
varying the assumptions, many other (mostly easier) results can be obtained from
Theorem 3.1. Let us mention a few possible modifications:

e Better estimates can be had for integral operators of order 0 and 1, at least
when the solutions are, e.g., Lipschitz continuous.

e Estimates for locally Holder continuous ug, f, ¢ can be obtained by adapting
the arguments in [33] for the global Holder case.

e When jump-vectors ji, jo are z-bounded, the estimate of Theorems 4.1 and
4.2 have no growth.

Proofs of Theorems 4.1 — 4.3. The theorems will be proved by invoking Theorem
3.1 (see also Remark 3.1 and Corollary 3.3), so we have to define the appropriate
functions F, F,; and check that they satisfy assumptions (C1) — (C4) and (F0) —
(F6). We set

F(t, z,7r,q, X, ¢(t7 ))

= inf sup { —tr[a®P(t,2) X] — b¥P(t, ) g + P (t, x) r + fOB(t, )
BEB qeA

- / [¢(ta x+ jaﬂ(tv €, Z)) - ¢(t7 m) - jaﬂ(ta Ty Z) Q] W(dz)}
RM\{0}

and

Fka(tv x,T,q, Xa U(ta ')a ¢(ta ))

= inf sup { —tr[a®P(t,2) X] — b¥P(t,x) q + P (t, x) 7
BEB e

+ fayﬁ(tv I) - Bgﬁﬂ(ta z,q, ¢(t7 )) - Ba7ﬁ’n(t7 €, q, ’U(t, ))}
where a®” is defined in (1.5) and
B (t,x,q,6(t,))
-/ [6(t + 7P (t,,2)) — 6(t,7) — 7B (t, 2, 2) g] m(d2),
B(0,x)\{0}
B> (t, 2, q,0(t,-))
= / [v(t,x + 0P (t, x, 2)) — o(t, x) — j4P(t, x, 2) q| m(dz).
RM\ B(0,x)

Note that p is defined in (A0). By (A0) and (A4), F satisfies (C1) — (C4) and Fj,
satisfies (F0) — (F5).

The main difficulty is assumption (F6). For Theorem 4.1 to be true, the constants
in (F6) must be the following: p; = pa =p3 =0, ps =1, ps =0,

M= sup {If1 = falo + [u'o V [u?loler — e2lo}
a,

772:07

)

= Csup {lor = aff 4 b~ aff | [ iy dafadz)
a,3 RN\{0}
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=Cswp| [ Pm - ml(a)]
a8 | SR\ (o) 0,2

Theorem 4.2 corresponds to (F6) being satisfied with the p’s and 73,74 defined as
above and

m = Sug{|f1 — falo 4 lutlo V [u|oler — calo + [Du'lo V [Du?|o[by — b3}
(o)

0}'
Theorem 4.3 corresponds to (F6) being satisfied with p1 = R,p2 = 1 + ps,p3 =

P4 = 17ps = DPs,
m = sup |f1 — f2|o,r:
a,B

nngsup{|Jlfog|§+’/ |j1*j2|27T(dz)
a,3 RN\ {0}

n2 = C'sup |c1 — ¢,
o,

= CSUP{|01 —oalg, + |br = bafg . + ‘ / |71 —j2|27T(dZ)‘ },
a,f RN\{0} 0,r

and 74 defined as above.

In [33, 34], an assumption like (F6) was shown to hold for the pure PDE version
of (1.4) when sub- and supersolution are bounded. So the first case above of p’s
and n’s have been verified when m = 0. The difficulty was the second order term
which was handled by a standard trick due to Ishii [31]. Therefore, here we will
only consider the case where o; = b; = ¢; = 0, which means that for i = 1,2,

F:a(tv x,Tq, Xa U(ta ')a ¢(ta ))
= inf sup { £ (t,0) = B (t2,0,0(t, ) — BN (1w, g 0(t, ) ).
a€Agep ?
The general result easily follows from combining the argument given below with
the ones given in [33, 34], where any modification due to growth should be clear
from the argument below. Furthermore, we only detail the proof of Theorem 4.3
since Theorems 4.1 and 4.2 can be proved in similar but easier ways.
Starting with the r.h.s. of the inequality in (F6) we have

(43) F2.)-F.0)< sw {157ty - 00 2)
acA,peB

+ Bif(u x, DI¢(ta Z, y)7 ¢(t7 ) y)) - B(Q)if(ta Y, _Dy¢(ta Z, y)? _¢(t7 Z, ))
+ B?‘yﬁ’n(tv Zz, DI¢(ta xz, y)7 u(ta )) - B?ﬂﬂ‘é(t, €T, 7Dy¢(ta xz, y)7 U(t7 ))}
By (A1) we have

a,f _ ra,p
Sy — 0 < Ot )™ | | B el )l ol
0

and hence 7; becomes what we announced above. Furthermore, the difference of
the Bf‘f and By f terms is bounded by some modulus w, (), as can be seen from
(A0) and (A4) (see also [43]). So we are left with the difference of the B and
BSP" terms.

Here we will distinguish between the set on which the signed measure 7, — 75 is a
positive measure and the set on which it is a negative measure. We denote these sets
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by D, and remark that by the Hahn decomposition theorem D, UD_ =R\ {0}
and Dy N D_ = . Note that
(m1 —m2)|py = (m1 —7m2) ™.

Let D% := Dy N{|z| > k} and observe that

B (b, 2,4, 0) = Bt oy (62, 4:0) = Bips*(t2,4,0) + Byp*(t,2,q,v),

where ¢ = 1,2 and the extra subscript denotes the domain of integration and v is a
semicontinuous function. We have

(4'4) B]‘igim(t) m) DI¢(t7 x? y)’ u(t7 .)) - nggiﬁ (t7 y’ _Dy¢(t7 x? y)’ ,U(t7 .))
"

- 3?75(2‘:7 x, Z)DZ¢(t7 x, y) - jg7ﬁ(t7 Y, Z)Dy¢(t7 xZ, y)i| ™1 (dZ)

+ [ [olt+ 572 — olt) + 357 . 2Dy . 2.)]

+

X (w1 — m2)(dz).

[ult e + 577 (t,2,2)) = ult,@) — (vlty + 55 (8., 2) = o(t.)

Let ¢ be as in the proof of Theorem 3.1 with v replacing @, and let (¢, z,y) now be
a maximumpoint of ¢ (called (Z,Z,7) in (F6)). Since

Wt y) > otz + 570 (e, 2),y + 55 (1 y, 2),
the first integrand is bounded by
« Yo' ., —
Ml (b2, 2) = 350 (6 y, 2)P + CeMep(2)P(L+ p(2)P ) (1 + [l + [yI?),

where the last term follows from (A4) and a Taylor expansion in z and y of the
e-terms. Furthermore, since we m; — w2 = (w1 — 7)™ on D, a similar argument
considering ¢(t, x,y) > ¥(t, z,y + jg"ﬁ(t7 y,2)) leads to the following upper bound
on the second integral

/D (52187 6y, 22 + CeMap(2)2(1+ p(2)2) (1 + y]?)) (m = 72)* (d2).

2
Note that to obtain the last estimate, it was crucial to have v and not « in the
second integral in (4.4). Combining the above estimates and using the Lipschitz

~
+

regularity of %7, j&7 | and the integrability conditions (A0) and (A4), we get
B?jg;(ta z, DI¢(t7 €, y)a U(t7 )) - B;,gf(u Y, _Dy¢(t7 €, y)’ ’U(t, ))

< %e’\t / 0 (t , 2) — 350 (¢, @, 2) P (dz)
DK/
+

« e

s 5 [ 8ty P - ) (@)
Dy

+ Ce/\ta|:1c — y|2 + Ce)‘te(l + |z” + |y|P).

Note that the constants C' are independent of s since by (A4), there is a factor
p(2)? in all relevant integrands above. In a similar way, but by interchanging the
roles of v and (7w — )" with « and (7 — )™, we get

By gt 2, Dad(t, 2,y), ult, ) — By g (t,y, —Dyo(t, z,y), v(t, )
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Q . .
< 56”/ 52t x, 2) — G5 (t, @, 2) Pra(dz)
D"

« .« _
+ 5 [ 1 P - m) (@)

+ CeMalx — y|? + CeMe(1 + |z|P + |y|P).

Remember that | — ma| = (m — m2)T + (m1 — m2)~. By the above estimates
and the linear growth at infinity of ji, j2, see (A4), we can conclude that

FR() = Fo() < (U 2D+ a1+ [)? 03 + a(L + [a])*n)
+C((1+ lol + Iyl =yl + Male = yl? + Me(1+ [al? + y]?)),
where 71,n3,m4 were defined above. This completes the proof of condition (F6)
when o;,b;,¢; =0 for i =1, 2. ]

4.1. The obstacle problem. We will now state continuous dependence results
for bounded sub- and supersolutions of the obstacle problem corresponding to the
Bellman/Isaacs equation (1.4). For ¢ = 1,2 we consider

max{ui + inf sup {—E?,ﬁui _ Bia,ﬁui + fiaﬂ} ,ui o gi} -0 in Qr,
(4.5) €A geB

u'(0,2) = uf(z) in RY.
The operators E?’B and B # are the operators defined in (1.5) corresponding to
oi, b, ciy Ji, mi. Now we replace assumptions (A0) and (A1) by the following
(A0’)  Assumption (A0) holds and g is continuous and compatible with wug, i.e.

uo(z) < g(0,x) for all z € RY.

(A1) f28(t,2) — 178, )| + g(t, 2) — g(t,9)] + 1o (@) — wo(y)] < Kalz — y.

Theorem 4.4 (Obstacle problem). Assume o;, bi, ¢, fi, ub, ji, i, gi, @ = 1,2,
satisfy (A0’), (A17), (A2), (A3), and (A4), ut € USCo(Qr) is a viscosity subso-
lution of (4.5) with i =1, and u® € LSCo(Qr) is a viscosity supersolution of (4.5)
with i = 2. Then the following pointwise estimate holds:

ul(t, @) —u?(t,2) < |(ug —ud) ™|+ g1 — g2lo

+ Tsug {|f1 — f2|0 + |U1|0 \% |u2|0|c1 — CQ|0}
@,

+ CTl/Q(sup |o1 — o2lo + sup |by — b2|0)
o, a,

1/2 D 1/2
+ CT"/“sup |71 — Jo|*m(dz)
a8 ' JRN\{0} 0

1/2
0

)

+CT (U sup| [ m - mal(d2)
a,f ' JRN\{0}

where m = max{m,m2} and j = max{ji, jo}.
The proof of this result relies on an obstacle version of Theorem 3.1 (see also

Remark 3.1) and follows along the lines of the proof of Theorem 4.1. The modi-
fications are easy and will be omitted here. See [32] for a proof in the case of no
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integral term. We mention that the results corresponding to Theorems 4.2 and 4.3
also hold for the obstacle problem.

In the next sections the above result will be used in the American option problem
and in a singular perturbation problem by J.-L. Lions and S. Koike.

5. APPLICATIONS

5.1. Regularity of solutions. In this subsection we will use the results of the
previous section to obtain Lipschitz estimates for the viscosity solution u of the
Bellman/Isaacs equation (1.4). We remark that the procedure given below have
essentially been used in [33, 32] (bounded solutions) and in [14] (solutions with sub-
quadratic growth) to obtain a-regularity of solutions and in the two last papers also
to obtain the t-regularity. While it is not the most general approach for obtaining
z-regularity, it seems to be a natural approach for t-regularity.

The estimates below will be derived under natural assumptions on the data. In
fact, we will use the same assumptions on the coefficients as Krylov [37] (but see
Remark 4.2), and all results given below will be consistent with those obtained in
Chapter 4.1 in [37]. Note however that as opposed to Krylov, we consider also
non-convex equations and equations with integro terms. Furthermore, we do not
use stochastic control theory, but pure PDE methods.

Let us start by giving an estimate of the Lipschitz regularity in . We assume
that (A0), (A1), (A2’), (A3), and (A4) hold. Theorem 4.3 yields directly the next
result, as can be seen by choosing ul(t,z) = u(t,z + h), u?(t,z) = u(t,z), R = ps,
and r = 0.

Proposition 5.1. Under the assumptions given above, there is a constant C de-
pending only on T and the data, such that for every t € [0,T],z,h € RV,

|u(t,x + h) — u(t,z)| < C(1+ |z|)P*|h|.

We will now show how one can obtain regularity in time — at least when the initial
condition has suitable growth restrictions on its two first derivatives. We proceed
in three steps. First we estimate the difference |u(t + h, ) — u(t, )| using Theorem
4.3 with u!(t,z) = u(t + h,z) and v?(t,z) = u(t,x) and the following natural
assumptions on the time regularity of the data: There are constants Cy,...,Cs
such that for every t,s € [0,7], z € RV, and z € RM \ {0},

(B1)  |f*P(t @) = f*P(s,2)| < Cr(1+ [2)7Pe [t — 5| (ps defined in (A1),
(B2) o (t,x) — o™ (s, )| + b7 (t, 2) — b7 (s, )] < Co(L + [a])[t — 5],
(B3) 177 (t,2,2) = 5% (5,2, 2)| < Cap()(1 + [zt — |-

The result is (with R = 1+ ps and r = 1):

Lemma 5.2. Under the assumptions given above, there is a constant C depending
only on T and the data, such that for every x € RN, and t,h such that h > 0 and
Lt+he (0,T],

u(t + h, @) = u(t,z)] < C(1+ J2) P [u(h, ) = uolo4p, + C(1 + |a]) TP,

The second step is to estimate the weighted norm above. We want to show that
u(h,x) — up(x)

o1 L+ )

< Ch.
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Here we make the following simplifying assumption on the initial data:
(B4) ug € C*(RY) and |Diug(z)| < Ci(1 + |z[)! TP+~ fori=0,1,2.
(ps is defined in (A1%)).
It is not difficult to see that if C' is large and ¢ is small then
wh (t, ) := ug(z) £ Ct(1 + |z|?)(1FP:)/2

is a subsolution of (1.4) when the sign is minus and a supersolution when it is plus.
By the comparison principle we have w™ < u < w* which implies (5.1) for small
h.

Combining step 1 and step 2 we have

u(t + h, ) — u(t,z)] < C(1 + |z[)*P<h

for small h. The third step is to obtain an estimate for any h. Pick an arbitrary h
and let M be an integer such that h/M is small enough for the above estimate to
apply. Then we have
M
[u(t + h,z) —u(t, z)| < Z |u(t +ih/M,z) —u(t+ (i — 1)h/M, )|
i=1
M
< ST C( + |2 Ph/M = C(L+ [a]) FPeh,
i=1
and we are done. What we have proved is the following proposition:

Proposition 5.3. Under the assumptions given above, there is a constant C de-
pending only on T and the data, such that for every x € RY, and t,h such that
h>0 andt,t+h e (0,T],

fu(t + h,2) — ult,2)| < C(1+ fa]) +7 .

We remark that assumption (B4) can be relaxed to requiring that ug belongs
to I/VIQO’COo (RY) and the growth restrictions on the derivatives hold a.e. This follows
from Theorem 4.3 after a mollification of ug, see [32] p. 14 for a similar argument
(see also [14]). However, except for the case where all coefficients are bounded, it is
not straightforward to use this procedure to obtain Holder 1/2 regularity estimates
in time when wg is only Lipschitz continuous. Such estimates have been obtained by
probabilistic arguments, at least for convex Bellman equations. We refer to Pham
[43] for the case where ps = 0 and solutions have linear growth at infinity, and to
Krylov [37] Exercise 4.1.2 for the pure PDE case where solutions have polynomial
growth at infinity.

5.2. The vanishing viscosity method. In this section we will study the vanish-
ing viscosity problem for the Bellman/Isaacs equation,

uj + inf sup {—Ea’ﬁue — BYPuE + faﬁ} =e2Au® in Qr,
a€Agep

u®(x,0) = ug(z) in RN,
where the operators £ and B have been defined in (1.5). The idea is to obtain
the rate of convergence of u® — u” as ¢ — 0. The vanishing viscosity method

have been widely used to obtain both existence and uniqueness of solutions of first
order non-linear equations, see ,e.g., [40, 20, 50] for Hamilton-Jacobi equations and
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[21] for conservation laws. Note that this construction procedure is in general not
reasonable for non-convex second order equations, since now the “viscous problem”
need not have smooth solutions.

We will assume that (A0), (A1%), (A2%), (A3), and (A4) hold, and use Theorem
4.3 to compare u¢ and u°. Note that all coefficients coincide, except for the diffusion
coefficients. In vanishing viscosity equation it is oo™ 421, and in the limit equation
it is ool Tt is not difficult to see that

Vool +e2I — Vool <el,

so we immediately have:

Proposition 5.4. Under the assumptions given above, there is a constant C' de-
pending only on T and the data, such that for every e >0 and (t,x) € Qp,

lu(t, ) — uf(t, )| < CtY2(1 + |z|)Pe.

Such estimates have been known from stochastic control theory, at least for
the convex Bellman equation without an integro operator and no growth in the
solutions (cf. Fleming and Soner [25] p. 181). From a PDE point of view, similar
results have been given for first order Hamilton-Jacobi equation in [19] and recently
for second order equations in [16, 33, 34]. However, the above result is valid under
more general assumptions (polynomial growth and integro terms), and it also gives
the dependence on time t as opposed to earlier results.

5.3. The vanishing jump viscosity method. Now we propose a new limit pro-
cedure which we call the vanishing jump viscosity method in analogy with the
vanishing viscosity method considered above. Consider

uj + inf sup {fﬁo"ﬁuE + fo‘ﬂ} =B.u® in Qp,
(5-2) a€Agep

u®(2,0) = ug(z) in RV,

where the operator £ is as above and B is defined as
Beo=[ [0t +e2) - 0 c2Dofm(dz),
RM\ {0}
for any smooth function ¢ and z € RY. We may write

= g2 1 SZT 2 X zZr)z|ar as)maz
Botn = [ ([ [ B0+ drdsntan

to see that this term is non-local second order term with “ellipticity” constant 2.
Assume that (A0) — (A3) hold with p(z) = |z|, and note that the jump vector
j = ez is bounded in . Then by Theorem 4.1 and Remark 4.3, the following result
holds:

Proposition 5.5. Under the assumptions given above, there is a constant C' de-
pending only on T and the data, such that for every ¢ > 0 and (t,x) € Qr,

lu(t, z) — us(t, z)| < Ct*/%.

Compared with Proposition 5.4, p; = 0 and solutions are bounded. We remark
that for & > 0 the underlying stochastic process is a jump-diffusion process, while in
the limit e = 0 the jump term is zero and the underlying process is a pure diffusion.
We also remark that this result can be generalized to general jump-vectors j and
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a nonlinear dependence on the integro operator. Finally, we mention that it is not
clear if the vanishing jump viscosity method is useful in practice, since it is not
known in general if equation (5.2) has smooth solutions for € > 0.

5.4. A singular perturbation problem by J.-L. Lions and S. Koike. In this
subsection we study a generalization to integro-PDEs of a singular perturbation
problem studied in Koike [36]. This problem is a generalization of the following
problem proposed and analyzed by J. L. Lions [39]:

max{—e?Au® +uf,u° — g} =0 a.e. in Q,
u® =0 on 99,

where (2 is a smooth bounded domain and g is any given smooth function such that
g = 0 on 09. Using the classical theory of variational inequalities, Lions proves
that

H’LLE — ’LLOHLz(Q) S CE,

for some constant C. Armed with viscosity solution techniques, Koike studies the
following generalization:

1rnao<{rnkax{—Lk"su8 — fk},u8 —gt=0 inQ,
u® =0 on 09,
where €2 is smooth and bounded, ¢ > 0, k € N,
LF¢ = %tr[a® D?¢) + eb* Do — c* o,

and the data belong to C?(£2). Furthermore, he assumes that there are a, & > 0 such
that c® > o and ¢TA*¢ > 0[¢€)? for every k and € € RY. Under the compatibility
assumption that «® = min{ming{f*/c*}, g} = 0 on 99, he proves that

Hus — UOHLoo(Q) S Ce.

We will study the following parabolic generalization of the above problems to
integro-PDEs,

max{lgleaj({ut — LY = BY%F — f*Hu®—g}=0 in Qr,
u?(0,z) =0 in RY,
where £ > 0, B* is defined in (1.5) (let e.g. 8 € {0}), and
LY ¢ = e%tr [U%QTD%} +eb® D¢ — *¢.

We will assume that all coefficients are bounded and satisfy (A0’), (A1”), (A2) —
(A4). The boundedness of f (and the 0 initial condition) implies that that both u°
and u” are bounded, so using Theorem 4.4 to compare u° and u? yields:

Proposition 5.6. Under the assumptions given above, there is a constant C' de-
pending only on T and the data, such that for every e >0 and (t,x) € Qr,

|u® — uOHLx@T) < Ce.
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6. CONTINUOUS DEPENDENCE IN THE BLACK-SCHOLES MODEL

6.1. Introduction. The standard model for describing the evolution of stock prices
is the geometric Brownian motion, and this model assumes that the stock returns
are normally distributed. However, the normal distribution poorly fits the stock
returns. Indeed, it is well known that returns distributions are, for example, lep-
tokurtic and have longer and fatter tails than the normal distribution (see, e.g.,
[47, 22, 10, 44]). To improve on this unfortunate situation, many Lévy, or jump-
diffusion models, have been suggested in the literature over the years (we say a little
bit more about this at the end of this section). For a general introduction to the
theory of pricing contingent claims in diffusion as well as jump-diffusion markets,
we refer to [47]. We also refer to [42, 15] (there are many more) for some particular
papers studying option pricing problems in the context of Lévy processes.

In this section we illustrate our continuous dependence results on some integro-
PDE:s for pricing European/American options in a financial market model driven
by a geometric Lévy process for the stock price. In this context solutions are not
bounded, and even in the pure PDE case our previous results [33] cannot be applied.

For the sake of clarity and simplicity of presentation, we will in this section
restrict ourselves to a model consisting of one risky asset (stock) and hence one-
dimensional integro-PDEs. In view of the previous sections in this paper, we can
certainly do this without loss of generality.

6.2. Option pricing in Lévy markets. We consider a financial market where
the underlying uncertainty is described by a probability space (2, F, P) equipped
with a filtration (F})¢>o satisfying the usual assumptions [47]. The financial market
consists of a bond (bank account) whose price process evolves according to dB; =
rBydt, where r > 0 is a constant interest rate, and a risky asset (stock) with
price dynamics denoted by X,;. Under the no-arbitrage assumption there exists
a measure equivalent to P that turns X;e™" into a martingale. In a complete
financial market the unique arbitrage free price of a contingent claim is given as
a discounted conditional expectation value with respect to the unique equivalent
martingale measure, which in turn solves the Black-Scholes PDE. In an incomplete
market, however, there exist infinitely many equivalent martingale measures and
corresponding arbitrage free prices. Consequently, to price a contingent claim,
one needs to select an appropriate equivalent martingale measure. Lévy markets
are indeed incomplete, but we are not interested in any particular choice of an
equivalent martingale measures. Instead, without loss of generality, we assume
that P is a given martingale measure.

The (risk-neutral) price dynamics X; under martingale measure P is here given
by the geometric Lévy model

(6.1) X: = Xoexp(rt+ Ly), t>0, Xo:=2>0,

where L; is a Lévy process. The Lévy-Khintchine decomposition of L; reads [47]

¢ t
Ly :ut+0Wt+/ / zN(dz,ds)+/ / 2z N(dz,ds),
0 Jo<|z|<1 0 J|z|>1

where 1 € R; 0 > 0; W; is a Brownian motion; N (dt, dz) is the jump measure of L,
with a compensator m(dz) x dt; and the so-called Lévy measure w(dz) is a positive
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Radon measure on R\ {0} satisfying
©({0}) =0, / (122 A 1) 7(d2) < oo.
R\{0}

The triplet (u, o2, ﬁ(dz)) is called the characteristic triplet of the Lévy process L;.
We assume that the Lévy measure 7(dz) satisfies the integrability condition

(6.2) /| o (e® = 1) m(dz) < oo,

which is a necessary and sufficient condition for the stock price given by (6.1) to
possess first moments.

The condition that X;e™" should be a martingale puts some restrictions on the
characteristic triplet (u,0?,7(dz)). Namely,

1
p=—=0> —/ (" =1 =21, <1) m(dz).
2 R\{0}

Hence, under (6.2), we can use It6’s formula (see, e.g., [47]) for semimartingales to
write (6.1) as

(63) dXt :TXt dt+UXt th +Xt_/ (ez — 1) N(dz,dt)
R\{0}

For a European option g(X;) with maturity 7, given P, the corresponding
arbitrage-free price at time ¢ is

¢t =E {e_T(T_t)g(XT) |.7:t} ,
while for an American option with payoff {g(X;)},<,< it is given by

C; = esssupE [G_T(T_t)g(XT) | ]:t} ,

T€Ty, T

where 7; 1 denotes all the stopping times between ¢t and 7.
Introducing the change of variables ¢t — T — ¢, the arbitrage-free price of the
European option can be stated as

c =c(T—t,Xy), c(t,z) =K [eiTTg(XT(x)) | Xy =a].
Similarly, the arbitrage-free price of the American option is can be stated as

Ci=C(T—t.X),  Clt,r) = sup E[e”7g(Xr(w)) | X; = a].
T€To,¢

6.3. Integro-PDEs and continuous dependence. It is well know that ¢(¢, x) :
[0,T] x (0,00) — R and C(t,x) : [0,T] x (0,00) — R solve uniquely in the viscosity
solution sense (see, e.g., [43]) the following integro-PDE problems:
1
Uy — 502x2um — XU, + ru

(6.4) - / [u(t,z + z(e* — 1)) — u(t,z) — x(e* — Duy(t, z)] 7P (dz) = 0,
R\{0}

u(0,z) = g(x).
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and

. I 55
min ufg,utfioxumfm:uerru

- / [ut,z +2z(e® = 1)) —u(t,z) — z(e® — 1uy(t, x)] ﬂ'p(dz)} =0,
R\{0}

u(0,z) = g(x).
Typical examples of payoff functions are
g(z) = (x — K)T (call) and g(z) = (K — )" (put),

where K > 0 is the exercise price. Instead of being specific, we shall here simply
assume that g(x) is some function satisfying, for any z,y € (0, 00),

(6.6) 9(z) —g(y)l < Cle—yl,  lg(x)] < CO+ |z]).

Moreover, we shall assume that the Lévy measure 7(dz) admits a density (see below
for an example):

(6.7) w(dz) = m(z) dz, for some function m : R\ {0} — R.

The following theorem is a consequence of our previous more general results.

Theorem 6.1. Assume (6.6) and (6.7) hold. Fori=1,2, assume o; >0, r; >0
are constants, and m;(dz) = m;(z)dz are Lévy measures admitting densities. For
1 =1,2, let u; be a viscosity solution of (6.4), or (6.5), with the “data” o,r,7(dz), g
replaced by

oi, T, mi(dz) =mi(z)dz, g
Then for any p > 2 and any (t,x) € [0,T) x (0,00)

|u1(t7 .Z‘) - u2(ta $)|

<C(l+uwx) (|91 = g2lgy + I — 12|+ o1 — 02|)

Lo W / o [ = mate)

for some constant C' that depends on the data of the two problems and T .

dz

Remark 6.1. In the previous sections we have considered equations set in the domain
(0,7) x RN while here we are on the domain (0,7) x (0,00). So strictly speaking
we can not use our previous results “directly” to obtain Theorem 6.1. But it is easy
to overcome this, simply extend the function g by symmetry to all of (0,7) xR, and
consider equations (6.4) and (6.5) on the new domain (0,7") x R. Now we may use
Theorem 3.1. Theorem 6.1 then follows since the solutions of these new problems
will coincide with u; and us (defined in Theorem 6.1) on [0,7") X (0, c0). The reason
for this is that the equations degenerate at x = 0, so there is no “communication”
between the two domains (0,T") x (—o0,0) and (0,T) x (0, 00).

We will now display some applications of Theorem 6.1.
(i) Different Lévy measures. Note that different choices of the Lévy measure

correspond to different geometric Lévy models for the stock price dynamics. In
particular, as an application of Theorem 6.1, we have an explicit estimate on the
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difference between the unique arbitrage free European/American option (Black-
Scholes) price in a complete diffusion market, call it veom(t,2) and the arbitrage
free European/American option price in our Lévy market, call it vipcom (£, x):

[veom (£, ) — Vincom (£, )| < C(1 + x)\// |z]2m(z)dz.
R\ {0}

(ii) Truncation of domain of integration I. When attempting to solve integro-
PDEs like (6.4) or (6.5) by numerical methods, one needs to reduce the integration
domain R\ {0} to a bounded domain. One way to achieve this is to replace the
original Lévy process L; with characteristic triplet (u, o2, ﬂ'(dz)) by another Lévy
process Li with characteristic triplet (ug, o2, e (dz)), where € > 0 is small and

1
u8:—§0‘2—/ (ez_l_z]-‘z‘<1)ﬂ-5(dz)’
R\{0}

Tré‘(d'z) = 1|z|<1/€ W(dz)

Let ¢ and c. denote the prices of the European option corresponding to the
Lévy process Ly and L, respectively. Then c. solves (6.4) with the integral fR\ (0}
replaced by fR\ (0}Alz]<1/e" Theorem 6.1 provides us with the following pointwise
error estimate for the truncation of the Lévy measure:

le(t 2) — ()| < C(1+ m)\// 2P m(z) dz.
R\{0}N|z[>1/e

For example, if the Lévy measure has enough exponential decay towards infinity,
in the sense that

/ 222512 1 (dz) < o0,

|z|>1

for some constant K > 0. Then we obtain from the above estimate
o(t, @) — ca(t,2)| < C(1 +x)e 572,

which shows that the truncation error decays to zero exponentially fast as € tends
to zero. The same type of estimate holds for the American option value C' and its
approximation C..

(iii) Truncation of domain of integration II. For numerical purposes, one needs
to remove also the small jumps (infinite activity region) from the integro operator.
The small jumps acts like a diffusion term, and one way to account for this is to
replace the original Lévy process L; by another Lévy process Li with characteristic
triplet (ug, o2, ﬂ'g(dz)), where € > 0 is small and

1
pe = =502 = /R\{O} (€ = 1= 21j2y<1) me(d2),

o? 202—1—/ |22 7(dz),
|z<e
T (dz) = 1,5 m(d2).

This approach was used in [23, 24], see also the discussion in the introduction of [11].
Corresponding to the Lévy process L; and Lf, let ¢ and c. denote the respective
prices of the European option. Then c. solves (6.4) with o2 replaced by o2 and
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the integral fR\{o} replaced by f]R\{O}ﬁ|z|>5' In other words, we have removed the
singularity at the origin by introducing a new diffusion term in the integro-PDE.

Theorem 6.1 provides us with the following pointwise error estimate for this
procedure:

le(t,x) —ce(t, z)] < C(1 er)\//' p |z]2m(z) dz.

The same type of estimate holds for the American option value C and its approxi-
mation C.. Suppose m(dz) = m(z) dz for some density m(z) that satisfies for some
constant C' > 0

m(z) < O/, ae[lL,2),
for all z sufficiently close to the origin. Then the above estimate yields
le(t,x) — co(t,3)| < C(1 + x)e'~ %, a€l1,2).

In the specific Lévy measures mentioned below, we have a = 1.

It is interesting to notice that even if we did not insert the removed small jumps
as an additional diffusion term in the integro-PDE, the rate of convergence would
still be e~ %.

Remark 6.2. The above estimates are probably not optimal in the case of an Eu-
ropean option, as the solution to (6.4) is classical away from 2 = 0. One should
however keep in mind that with techniques developed in this paper these estimates
hold also for the American option value and in fact for general fully nonlinear
degenerate integro-PDEs for which classical solutions do not exist.

6.4. Examples of Lévy models. As already mentioned before, many Lévy mod-
els have been suggested in the literature over the years. As an example, let us
mention the HYP (hyperbolic) Lévy model, which is proposed in [22] as a model
for German stock prices, and it is shown to give an extremely good fit. In [10] the
NIG (normal inverse Gaussian) Lévy model is suggested, and in [44] it is shown to
perform well in modeling German stock prices. The last two models belong to the
class of GH (generalized hyperbolic) Lévy models. These models are characterized
by independent increments which belong to the class of GH distributions. This class
of distributions, and in particular its two corresponding subclasses, NIG distribu-
tions and HYP distributions, has proved to provide an excellent fit to empirically
observed log-return distributions.

The class of GH distributions, introduced by [9], can be characterized as normal
variance-mean mixtures, where the mixing distribution is a GIG distribution. This
class of distributions includes many interesting subclasses, and limiting cases like
the NIG, HYP, VG, Student-t, and normal distributions. All of them have been
used to model financial returns.

The density of a GH distribution depends on five parameters (A, a, 3, 6, 1), with
domain of variation

AeR, a>0, pfe(—a,a), §>0, peR,

and with the following interpretation: « is a steepness parameter (the larger «, the
steeper density), (3 is a parameter of asymmetry (if 5 = 0 the density is symmetric
around the mean), ¢ is a scale parameter, and p is a location parameter. The special
case of A = —% gives a NIG distribution. For A\ = % we get the HYP distribution.
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The Lévy measure 79 (dz) is absolutely continuous with respect to the Lebesgue
measure dz, and its density m©H(z) is given by a fairly complicated representation.
As an example, we display the density of the NIG distribution (a subclass of the
GH distributions):

) Ki(ay/6%2 4+ (z — p)?
mNG(z) = — exp (5\/a2 — 32+ B8z —u)) ( )
™ P+ (21
where K is the modified Bessel function of the third kind and index 1, i.e.,

1 o0
Ki(y) = 5/O exp(—%y(s + s_l)) ds, for y > 0,

where z € R, p € R, § > 0, and 0 < |§] < o. The parameters have the following
meaning: « is the steepness of the distribution, § the asymmetry, p the location
and § the scale. If = 0 then the distribution is symmetric. The Lévy-Khintchine
representation for the normal inverse Gaussian Lévy process takes the form

_ B

t
L:gt+// zN(dt,dz), E=p+ .
¢ o oo ( ) e

In empirical studies one usually centers the data and let p = 0. In this case the
Lévy measure takes the form

)

§
NG (dz) = mNC (2) dz = a—eﬁzKl(a|z|) dz.

7|z|
Finally, notice that due to the properties of the Bessel function, the density mNG (2)
behaves like 1/|z|? near the origin.

REFERENCES

[1] O. Alvarez and A. Tourin, Viscosity solutions of nonlinear integro-differential equations, Ann.
Inst. H. Poincaré Anal. Non Linéaire, 13(3):293-317, 1996.

[2] A. L. Amadori. The obstacle problem for nonlinear integro-differential operators arising in
option pricing. Quaderno TAC Q21-000, 2000.

[3] A. L. Amadori. Nonlinear integro-differential evolution problems arising in option pricing: a
viscosity solutions approach. Journal of Differential and Integral Equations, 16(7):787-811,
2003.

[4] M. Bardi and I. Capuzzo-Dolcetta. Optimal Control and Viscosity Solutions of Hamilton-

Jacobi-Bellman Equations. Birkhauser, Boston 1997.

G. Barles, Solutions de viscosité des équations de Hamilton-Jacobi, Springer, Paris, 1994.

[6] G. Barles, R. Buckdahn, and E. Pardoux. Backward stochastic differential equations and
integral-partial differential equations. Stochastics Stochastics Rep. 60(1-2):57-83, 1997.

[7] G. Barles and E. R. Jakobsen. On the convergence rate of approximation schemes for
Hamilton-Jacobi-Bellman equations. M2AN Math. Model. Numer. Anal. 36(1):33-54, 2002.

[8] G. Barles and E. R. Jakobsen Error bounds for monotone approzimation schemes for
Hamilton-Jacobi-Bellman equations. Preprint.

[9] O. E. Barndorfl-Nielsen. Exponentially decreasing distributions for the logarithm of particle
size. J. Roy. Statist. Soc. Ser. B, 353:401-419, 1977.

[10] O. E. Barndorfl-Nielsen. Processes of normal inverse Gaussian type. Finance Stoch., 2(1):
41-68, 1998.

[11] F. E. Benth, K. H. Karlsen, and K. Reikvam. Optimal portfolio management rules in a non-
Gaussian market with durability and intertemporal substitution. Finance Stoch., 5(4):447—
467, 2001.

[12] F. E. Benth, K. H. Karlsen, and K. Reikvam. Optimal portfolio selection with consumption
and nonlinear integro-differential equations with gradient constraint: a viscosity solution
approach. Finance Stoch., 5(3):275-303, 2001.

=



(13]
(14]
(15]
(16]
(17]
(18]
(19]
20]
(21]

[22]
23]

(24]

25]
[26]
27)

(28]

29]
(30]
(31]

(32]

(33]
(34]
(35]
(36]

(37)
(38]

39]

(40]

CONTINUOUS DEPENDENCE 31

F. E. Benth, K. H. Karlsen, and K. Reikvam. Portfolio optimization in a Lévy market with
intertemporal substitution and transaction costs. Stoch. Stoch. Rep., 74(3-4):517-569, 2002.
M. Bourgoing C'1:#-Regularity of Viscosity Solutions via a Continuous Dependence Result.
Preprint, 2002.

T. Chan. Pricing contingent claims on stocks driven by Lévy processes. Ann. Appl. Probab.,
9(2):504-528, 1999.

B. Cockburn, G. Gripenberg and J.-O. Londen. Continuous dependence on the nonlinearity
of viscosity solutions of parabolic equations. J. Differential Equations 170(1):180-187, 2001.
M. G. Crandall and H. Ishii. The maximum principle for semicontinuous functions. Differen-
tial Integral Equations, 3(6):1001-1014, 1990.

M. G. Crandall, H. Ishii, and P.-L. Lions. User’s guide to viscosity solutions of second order
partial differential equations. Bull. Amer. Math. Soc. (N.S.), 27(1):1-67, 1992.

M. G. Crandall and P.-L. Lions. Two approximations of solutions of Hamilton-Jacobi equa-
tions. Math. Comp. 43(167):1-19, 1984.

M. G. Crandall and P.-L. Lions. Viscosity solutions of Hamilton-Jacobi equations. Trans.
Amer. Math. Soc., 277(1):1-42, 1983.

C. M. Dafermos. Hyperbolic conservation laws in continuum physics. Grundlehren der Math-
ematischen Wissenschaften, 325. Springer-Verlag, Berlin, 2000.

E. Eberlein and U. Keller. Hyperbolic distributions in finance. Bernoulli, 1:281-299, 1995.
S. Elganjoui, Diploma thesis, Department of Mathematics, University of Bergen, Norway,
January 2001.

S. Elganjoui and K. H. Karlsen. A Markov chain approximation scheme for a singular
investment-consumption problem with Lévy driven stock prices. Unpublished manuscript
available at available at the URL http://www.mi.uib.no/ kennethk/, 2002.

W. H. Fleming and H. M. Soner. Controlled Markov processes and wviscosity solutions.
Springer-Verlag, New York, 1993.

W. H. Fleming and P. E. Souganidis. On the existence of value functions of two-player,
zero-sum stochastic differential games. Indiana Univ. Math. J. 38(2):293-314, 1989.

N. C. Framstad, B. @ksendal, and A. Sulem. Optimal consumption and portfolio in a jump
diffusion market with proportional transaction costs. J. Math. Econom., 35(2):233-257, 2001.
M. G. Garroni and J.-L. Menaldi. Green functions for second order parabolic integro-
differential problems, volume 275 of Pitman Research Notes in Mathematics Series. Longman
Scientific & Technical, Harlow, 1992.

M. G. Garroni and J. L. Menaldi. Second order elliptic integro-differential problems. Chapman
& Hall/CRC, Boca Raton, 2002.

G. Gripenberg. Estimates for viscosity solutions of parabolic equations with Dirichlet bound-
ary conditions. Proc. Amer. Math. Soc. 130(12):3651-3660, 2002.

H. Ishii. On uniqueness and existence of viscosity solutions of fully nonlinear second-order
elliptic PDEs. Comm. Pure Appl. Math., 42(1):15-45, 1989.

E. R. Jakobsen. On the rate of convergence of approximation schemes for Bellman equations
associated with optimal stopping time problems. Math. Models Methods Appl. Sci. (M3AS).
13(5):613-644, 2003.

E. R. Jakobsen and K. H. Karlsen. Continuous dependence estimates for viscosity solutions of
fully nonlinear degenerate parabolic equations. J. Differential Equations 183:497-525, 2002.
E. R. Jakobsen and K. H. Karlsen. Continuous dependence estimates for viscosity solutions
of fully nonlinear degenerate elliptic equations. Electron. J. Diff. Eqns. 2002(39):1-10, 2002.
E. R. Jakobsen and K. H. Karlsen. A ”"maximum principle for semicontinuous functions”
applicable to integro-partial differential equations. Preprint, 2003.

S. Koike. On the rate of convergence of solutions in singular perturbation problems. J. Math.
Anal. Appl. 157(1):243-253, 1991.

N. V. Krylov. Controlled diffusion processes. Springer-Verlag, New York, 1980.

N. V. Krylov. On the rate of convergence of finite-difference approzimations for Bellman’s
equations with variable coefficients. Probab. Theory Ralat. Fields, 117:1-16, 2000.

J.-L. Lions. Perturbations singuliéres dans les problémes aux limites et en contréle optimal.
Lecture Notes in Mathematics, Vol. 323. Springer-Verlag, Berlin-New York, 1973.

P.-L. Lions. Generalized solutions of Hamilton-Jacobi equations. Research Notes in Mathe-
matics, 69. Pitman, Boston-London, 1982.



32 JAKOBSEN AND KARLSEN

[41] R. Mikulyavichyus and G. Pragarauskas. Nonlinear potentials of the Cauchy-Dirichlet prob-
lem for the Bellman integro-differential equation. Liet. Mat. Rink., 36(2):178-218, 1996.

[42] H. Pham. Optimal stopping, free boundary, and American option in a jump-diffusion model.
Appl. Math. Optim. 35(2):145-164, 1997.

[43] H. Pham. Optimal stopping of controlled jump diffusion processes: A viscosity solution ap-
proach. J. Math. Systems Estim. Control 8(1), 1998.

[44] T. H. Rydberg. The normal inverse Gaussian Lvy process: simulation and approximation.
Heavy tails and highly volatile phenomena. Comm. Statist. Stochastic Models 13(4):887-910,
1997.

[45] A. Sayah Equations d’Hamilton-Jacobi du premier ordre avec termes intégro- différentiels. I.
Unicité des solutions de viscosité. I. Comm. Partial Differential Equations 16(6-7):1057-1074,
1991.

[46] A. Sayah. Equations d’Hamilton-Jacobi du premier ordre avec termes intégro-différentiels. II.
Existence de solutions de viscosité. Comm. Partial Differential Equations, 16(6-7):1075-1093,
1991.

[47] A. Shiryaev. Essentials of stochastic finance., volume 3 of Advanced Series on Statistical
Science & Applied Probability. World Scientific Publishing Co. Inc., River Edge, NJ, 1999.

[48] H. M. Soner. Optimal control with state-space constraint. II. SIAM J. Control Optim.,
24(6):1110-1122, 1986.

[49] H. M. Soner. Optimal control of jump-Markov processes and viscosity solutions. In Stochastic
differential systems, stochastic control theory and applications (Minneapolis, Minn., 1986),
501-511, IMA Vol. Math. Appl., 10, Springer, New York, 1988.

[50] P. E. Souganidis. Existence of viscosity solutions of Hamilton-Jacobi equations. J. Differential
Equations, 56(3):345-390, 1985.

(Espen R. Jakobsen)
DEPARTMENT OF MATHEMATICAL SCIENCES
NORWEGIAN UNIVERSITY OF SCIENCE AND TECHNOLOGY
N-7491 TRONDHEIM, NORWAY

E-mail address: erj@math.ntnu.no

URL: http://www.math.ntnu.no/~erj/

(Kenneth H. Karlsen)
CENTRE OF MATHEMATICS FOR APPLICATIONS (CMA)
UNIVERSITY OF OSLO
P.O. Box 1053, BLINDERN
N-0316 OsLOo, NORWAY
E-mail address: kennethk@math.uio.no
URL: http://www.math.uio.no/ kennethk/



