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OCCUPATION TIMES OF INTERVALS UNTIL FIRST PASSAGE TIMES
FOR SPECTRALLY NEGATIVE LEVY PROCESSES

RONNIE L. LOEFFEN, JEAN-FRANCOIS RENAUD, AND XIAOWEN ZHOU

ABSTRACT. In this paper, we identify Laplace transforms of occupation times of intervals until
first passage times for spectrally negative Lévy processes. New analytical identities for scale
functions are derived and therefore the results are explicitly stated in terms of the scale functions
of the process. Applications to option pricing and insurance risk models are also presented.

1. INTRODUCTION AND MAIN RESULTS

In this paper, we are interested in the joint Laplace transforms of

- +
To Te
(7’0,/0 Liap) (Xs)ds> and <7’C+,/0 Liap) (Xs)ds) ,

where X = (X})¢>0 is a spectrally negative Lévy process, where

7o =inf{t > 0: X; <0} and 7 =inf{t >0: X; > c},

C

and where 0 < a < b < ¢. Recently, Landriault et al. [9] and Kyprianou et al. [8] have studied
occupation times of half lines for spectrally negative Lévy processes, though the latter article
considers a more general process, namely a refracted spectrally negative Lévy process. The main
difference between this paper and the papers [9] and [8] is that by using some of the techniques in
[7], we find considerably simpler expressions, which further allow us to establish a more general
set of identities involving occupation times of spectrally negative Lévy processes. Note that
occupation times appear both in option pricing and in insurance risk models; we will mention
two applications later on.

We now briefly introduce spectrally negative Lévy processes and the associated scale functions,
before stating our main results. Let X = (X¢);>0 on the filtered probability space (€2, (F¢)¢>0, P)
be a spectrally negative Lévy process, that is a process with stationary and independent incre-
ments and no positive jumps. Hereby we exclude the case that X is the negative of a subordi-
nator, i.e. we exclude the case of X having decreasing paths. The law of X such that Xy = z is
denoted by P, and the corresponding expectation by E,. We write P and £ when x = 0. As the
Lévy process X has no positive jumps, its Laplace transform exists and is given by
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for A\,t > 0, where

1 oo
W(A) = YA+ 502% + /O (e*AZ —1+ Az1(0,1](z)) I1(dz),

for v € R and ¢ > 0, and where II is a o-finite measure on (0, c0) such that

/00(1 A 2A)TI(dz) < oo.
0

We call the measure II the Lévy measure of X, while we refer to (v, o, II) as the Lévy triplet of
X. Note that for convenience we define the Lévy measure in such a way that it is a measure on
the positive half line instead of the negative half line. Further, note that E[X;] = ¢/(0+). The
process X has paths of bounded variation if and only if ¢ = 0 and fol 2I1(dz) < oo. In that case
we denote by d := v + fol zII(dz) the so-called drift of X.

For an arbitrary spectrally negative Lévy process, the Laplace exponent ) is strictly convex
and limy_,o ¥(A) = oo. Thus, there exists a function ®: [0,00) — [0,00) defined by ®(q) =
sup{A > 0 | ¥»(\) = q} (its right-inverse) such that

Y(®(q)) =q, q=0.

We have that ®(¢) = 0 if and only if ¢ = 0 and ¥'(0+) > 0.

We now recall the definition of the g-scale function W@ . For ¢ > 0, the g-scale function of
the process X is defined on [0, c0) as the continuous function with Laplace transform on [0, co)
given by

/OO @) (y)dy =
W A e
This function is unique, positive and strictly increasing for x > 0 and is further continuous for
q > 0. We extend W@ to the whole real line by setting W@ (z) = 0 for z < 0. We write
W = W© when ¢ = 0. We will also frequently use the following function

for A > ®(q).

Z@(x) =144 / W@ (y)dy, =eR.
0

We recall some of the properties of the g-scale function W@ and its use in fluctuation theory.
Most results are taken, or can easily be derived, from [6]. The initial values of W (9 is known to
be

1
W@ (0) = 1/d when o =0 and [; 2II(dz) < oo,
0 otherwise,
where we used the following definition: W (0) = lim, o W@ (). Now, for a € R, define
7, =inf{t > 0: X; < a},
and
 =inf{t > 0: X; > a},
with the convention inf ) = co. It is well known that, if @ > 0 and x < a, then the solution to
the two-sided exit problem is given by

(2) E, e_qT;r;T;' < Ta] =
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1%.74C ()

W@ (a)’

where, for a random variable Y and an event A, E[Y; A] := E[Y'14]. Also, it is known that, for
a <z <band f a positive, measurable function, we have

(3) E,; [e*qTo_;rO_ < T‘ﬂ = Z(q)(:z) _ Z(Q)(a)

2
(4) B | (X, iy <mif] = fl@)% [W@’(x —a) = WW(z—a)

2

W@D(b—a—y)
W@ (b— a)

4 /Ob_a dy/yoo Fly — 6+ a)TI(d0)

where W (9’ (z) is the derivative of W (@ (z), which is well-defined if & > 0. The first term of this
identity corresponds to the case when X_- = a, a behaviour called creeping.

For more details on spectrally negatlve Lévy processes and fluctuation identities, the reader
is referred to [6]. Further information, examples and numerical techniques related to the com-
putation of scale functions can be found in [5].

W(Q)(m —a)— W(q)(:v —a— y)] ’

1.1. Main results. For our main results we first need to introduce three auxiliary functions.
We note that by taking Laplace transforms on both sides and using (1) we can easily check that
the following two equalities hold:

(=) [ WOl = W)y =W (@) = W),

5) .

@-») [ WOla- 29 )y =29 (a) - 20 (a).
0

We now introduce the following two functions for p,q > 0 and z € R,

WP (z) =W P+ (z) — q/ WP (2 — )W) (3))dy
=W (x) +q / WD (@ — )W (y)dy,
ZP9) (z) .=z P+ (z) — q/ WPt (g — ) ZP) (y)dy
0

=Z®)(2) +q / WFH) (& — ) Z20) (y)dy,

where the second representations of W) (z) and zPa) (z) follow from (5). We will use both
representations throughout the text. We further introduce, for p > 0 and ¢ € R such that
P+ q > 0, the function

74 (P:9) (z) = 2(p)z <1 + q/m e~ 2@y (p+a) (y)dy> , xT€E€R.
0

Note that H P9 (z) = e®®? for z < 0 and that the Laplace transform of H®% on [0,00) is
explicitly given by

- —AT2(P4 —; #
/0 o )(x)dx_k—@(p) <1+w(/\)—p—Q>’ AR



4 LOEFFEN, RENAUD AND ZHOU

We now state our two main results.

Theorem 1. For0<a<b<eg¢,p,g>0and0<zx <cg,
E, {e—pm —qfo 1(a,p)(Xs)ds. Ty < T ] Z(pq) —q/ w e x—z)Z(pQ)( )dz

(p#J) c (p.a)
Za —aly W® (e - 2) 2" (2)d> ( WP (g / w® (z
WC(LP Q) —q [y WP (c— z)W( )( )dz

Theorem 2. ForOﬁaﬁbSc,p,qZOand0<m<c

WP (2 )dz).

(p, Q) (p.2)
et [T s Wa —q [ WP (x — )WV (2)dz
Em |:e pTc QIO l(a b)(XS)d 7— < 0:| — b ) .
WD () — q [y WP (¢ — )WY (2)dz

Note that the two theorems generalise (2) and (3) From these two theorems we can derive
the following list of corollaries.

Corollary 1. (i) For0<a<b andp,q,x >0,

E, [epToCIfoTO 1(a,p)(Xs)ds. Ty < oo} Z(pq / w (x — z) (p Q)( )dz

+ q e~ yz(p ) dy P
Je v (wém (2) — q / W(z - z>w§p’q><z>dz) ,
1+qf e~ WP (y)dy b

where lim,_,o p/®(p) = ¥'(04+) V 0 in the case p = 0.
(i) Fora,p,q,x >0,

—pr——q [0 _
]E:C |:e PTy q‘fo l(a,oo)(XS)ds;TO < OO:|

p+q @ o—®(pt+a)y 7 (p)
_ Z(p’q)(x) _ ®(ptq) —4q Z ( )dy
1— qfo e—<1>(p+q)yW(p) (y)dy

WPD ().

Corollary 2. (i) For —-oo<a<b<c¢, p,q>0andz <c,

HOD (2 — ) — g [ WO — ) MOy — )y
H (p.9) (C — a) —q fbc W ®) (c — y)’H(p:fI) (y — a)dy ’

E%ﬂv%lw%“i<4:

(ii) Forb<e, p,gq >0 and x < c,

HP+a=9) (¢ — b)
HPte—ad)(c —b)’

Corollary 3. (i) Assume ¥'(0+) > 0. Then for —oco <a <b, ¢ >0 and z € R,

+
e Tc
E, [e pre =4 Jo 1(—<><>J))(Xs)ds;7'cJr < oo] =

] - 2 e Wy



OCCUPATION TIMES OF LEVY PROCESSES 5

(il) Assume ' (04) > 0. Then for ¢ >0 and b,z € R,

E, [efq 5 1(*oo,b)(XS)ds:| — MH(q,w) (z —b).
q
(iii) Assume ¢'(0+) < 0. Then for —co < a <b, ¢ >0 and x € R,

E, [e_‘;{fooo 1(a,b>(Xs)dS} = 79D (z —q) - q/ Wz —y)Z9(y —a)dy
b
0[P OZ0 gy

_ 00— a) o | W e )20 (g d).
W(‘P(O))+qfé’_ae—¢(0)y7.[(0,q)(y)dy< (x —a) Q/b (z—y) (y — a)dy

(iv) Assume ¢'(04) < 0. Then for ¢ > 0 and a,z € R,

E, [e—qfo"“ 1<a,w><xs>ds} _ 7@ (g — )= 2D =20 00, ).
®(q)

We remark that Corollary 3(ii) was derived earlier in [9, Corollary 1|. Note that regarding
Corollary 3, due to the long-term behaviour of X, if ¢'(0+) < 0, then [ 1(—oo,p)(Xs)ds = o0
a.s., if ¥/ (04) > 0, then [° 1(400)(Xs)ds = o0 a.s. and if ¢/ (04) = 0, then [ 1(4p)(Xs)ds = oo
a.s..

We also mention the following useful identities,

x b
WPD () — q/ W (z — 2)WPD(2)dz =W P (z) + q/ W (z — 2 )WPD (2)dz,
(7) b a

a a

T b
ZPa) () — q/ W® (2 — 2)ZPD (2)dz =2P) (z) + q/ W (z — 2)ZPD (2)dz.
b a

These two identities can be proved easily by setting first z = a = b in Theorem 2 and comparing
with (2) and then setting 2 = @ = b in Theorem 1 and comparing with (3). Similarly,

T b
8) 1O aa)=q [ WOy HOD (—a)dy = P g [0 @y 1D (=),

which can be proved easily by setting 2 = a = b in Corollary 2(i) and comparing with the
identity in Corollary 2(i) for ¢ = 0. Note that (7) and (8) lead to alternative identities for the
main theorems and corollaries. Further, (7) and (8) will also be used to prove Corollary 1(i) and
Corollary 3(i) respectively.

Remark 1.1. The expressions appearing in Theorems 1 and 2 and Corollaries 1-3 are all given
in terms of scale functions for which in general only the Laplace transform is known. However,
there are plenty of examples of spectrally negative Lévy processes for which an explicit formula
(though the degree of explicitness can vary case by case) exists for the scale function W (9, cf. [5].
For these examples one should then be able to get a more explicit expression for the functionals
appearing in the aforementioned theorems and corollaries. On the other hand, there are good
numerical methods for dealing with Laplace inversion of the scale function (cf. [5, Section 5|) and
these can be used to numerically evaluate the expressions in Theorems 1 and 2 and Corollaries
1-3. Although the Laplace transforms of Z(@ and H ("% are known and thus these functions can

be computed via a single Laplace inversion, this is not true in general for the functions WC(Lp )
and Zc(lp 9 due to the appearance of incomplete convolutions. This also means that several of our
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indentities cannot be computed via a single Laplace inversion and more complicated numerical
procedures involving Laplace inversion and computation of iterated integrals are needed.

Our results improve the results from [9] and [8] (in the no refraction case) in several ways.
First, we consider occupation times of an arbitrary interval, not just intervals of the form (—o0, ).
Second, we deal with the case p > 0. Third, we deal with a general starting point x; note that
the expressions simplify when x < b or < a. Finally, our expressions are considerably simpler
than the ones derived in [9] and [8]. To illustrate this consider Corollary 1(i) with p =0, a =0
and x = b. Then

(¥ (0+) V 0) + g [ e~ 2O 20 (3)dy

) W(q)(b),
144, e~ 2Oy (@) (y)dy

E, e*qfofo_ 1(0,b)(Xs)ds;7-0_ < ool = Z(q)(b) _

which is a more compact expression and easier to evaluate than the one in Theorem 2 of [9] and
Corollary 1(ii) of [8] (in the no refraction case).

The rest of the paper is organized as follows. The main lemma needed for the proofs, which
is based on some of the techniques used in [7], is given in the next section. It is this lemma
which allows us in the end to simplify the expressions obtained in [9] and [8]. Then in Sections
3-5 the proofs of the theorems and corollaries are given. The arguments used in Sections 3 and
4 (at least for the case where X has paths of bounded variation) are similar to the ones in [9].
Finally, in Section 6 we give two applications of our results.

2. MAIN LEMMA

Recall that X is a spectrally negative Lévy process with Lévy triplet (v, 0,1I). For some
particular functions f associated with X, the right hand side of (4) can be written in a much
nicer form (namely, (9) below) and this observation is the starting point of what leads in the
end to the simple form, compared to the earlier works [9] and [8], of the identities in the main
theorems.

For a positive, measurable function v\? (), z € (—00, c0), consider the following condition:

Wz —a)

W’ © 0saszsbh

0 B[O 1] =00 @)
Remark 2.1. Note that (9) implies via the Markov property, (2) and the lack of upward jumps
that the process
t s e a(tATE AT () (XMT;AT;) ’

is a P,-martingale for all z € [a, b]. Conversely, if the above displayed process is a P,-martingale
for x € [a,b], then by taking expectations and the limit as ¢ — oo, one can show that (9) is
satisfied provided v(? is sufficiently regular so that switching of the expectation and the limit is
justified.

For q,a > 0, we define VL(Lq) to be the function space consisting of functions v(? (z) that satisfy
(9) for all  and b such that a < x < b. We will now show that several type of functions lie in



OCCUPATION TIMES OF LEVY PROCESSES 7

V(gq). Consider first the scale function W@ (x). We have for all 0 < a < x < b by the strong
Markov property and (2),

(@)
g(q)((i)) e [eiqﬁjl{ﬂfco*}]
=E, [e_ b 1{ b+<7a_}] + E, [Ez [e—qnjl{m_<7;<%_}’ ]:Ta_”
(@D (p — _
:Vm[//(q)((i_ Z)) +Eq [e_qTa EXT,I {e_q7;1{7;<m,}} 1{TJ<Tb+}}
@) (p — S w@(x
:%q)((i_ Z)) By et W(E)(; )1{T;<Tb+}] )

from which it follows that W (@ satisfies (9) and thus W@ e Véq) for all ¢,a > 0. By spatial

homogeneity it then follows that z — W9 (z — y) lies in Véq) forall g > 0and 0 <y < a. Let
now

(10) V9 (z) = E, [e*%‘ fX 1 {TO,@O}} , zeR,

for some measurable function f such that [v(9(z)| < co. Note that v\@(z) = f(z) for = < 0.
Then we have for 0 < a < x by using the strong Markov property,

(11) v (z) = E, [Em [e_qTJf(XTg)l{Tg<oo}) ]:T;” =E, [e_qT;”(Q)(XT;)l{T;@o}]
and therefore again by the strong Markov property and (2), we have for all 0 < a < x <b,
o (@) =8, e v @(X, 1, ]
—E, :e_QT‘;”(Q)(XT;)l{T;«J}: + e [E’” [e_qT‘;”(Q)(Xrg)l{nf«;@o}‘F 7 H
=E, :e—‘lTa_v(fI)(X )1{7—(1_<T;r}: +E, [e—qnf 1{Tj<r;}} E, {e—qﬂ;v(q) (Xra‘)l{ra‘<oo}]

w@ (z — a) _
—a7a 4, (9)
W@ (b — a) Ep [e VX ) <oo}:| -

—B, [ 01y +
Now using (11) for = b for the last term on the right hand side of the previous computation,

we see that v(9)(-) of the form (10) satisfies (9). In particular, for f = 1, v(@(-) of the form (10)
(

lies in Vaq) for all g,a > 0. As Véq) is a linear space it follows via (3) that we also have for all
g,a >0,

79 (z) = %W(q) (x) +E; [e*qﬁ; 1{Tg<oo}] eV,

The proofs of the theorems and corollaries in Section 1.1 and the next lemma in the case where
the process X has paths of unbounded variation use an approximation argument for which we
need to introduce a sequence (X"),>1 of spectrally negative Lévy processes of bounded variation.
To this end, suppose X is a spectrally negative Lévy process having paths of unbounded variation.
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with Lévy triplet (v, o,

IT). Form for n > 1 the spectrally negative Lévy process X" = (X{")i>0
with Lévy triplet (v, 0,11

n); whereby
I1,(d0) == 1{ps1 /3 11(d6) + 0°n>5y ), (d6),

with 0y /,,(df) standing for the Dirac point mass at 1/n. Note that X" has paths of bounded
variation with the so-called drift given by 4,, := v+ fll/n O11(d#)+o>n?, which means that d,, may

be negative for small n. Though we do have that X™ is a true spectrally negative Lévy process

for large enough n which is all that we need. By Bertoin [2, p.210], X™ converges almost surely
(q) (9)

to X uniformly on compact time intervals. Denote by Vg the function space V,"’ corresponding
to X™. The following lemma is the main result of this section.

Lemma 2.1. Let ¢,a > 0 and v'9 be a positive, measurable function on R. Given a spectrally
negative Lévy process X, consider the following assumptions:

(i) If X has paths of bounded variation, assume that 0@ e Véq) and

(12) / e 0@ (2)dz < 00, for \ large enough.
0

(ii) If X has paths of unbounded variation, assume that v9 is continuous and that there

(9) ( (9)

exists a sequence of functions vy’ € Va?,z satisfying (12) such that vy converges to 0@
uniformly on compact subsets, i.e.,

(13) lim  sup [0 (z) —0v@D(z)] =0, forall zg < 1,

"0 gefxo,1]
and such that for all xg > 0 there exists Ky, > 0, ng > 1 such that
(14) WD (2)| < Ky for all n> ng, © < .
If (i) or (ii) holds, then we have for all p > 0 and x,b such that a < x < b,

(15)

E, (e o' D(X )1 -1y | =0 (2) = (¢ —p) / W (@ — )9 (y)dy

®(r—a b
- IJV/(,,)((b_a)) (v(q)(b) —(¢-p) / W® (b —y)ol@ (y)dy) :

Proof. We first prove (in three steps) the lemma for the case that X has paths of bounded
variation, i.e. ¢ =0 and [ AI1(df) < oo. Recall that d = + [ TI(df) > 0 is the drift of X.
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Step 1. We have by (9) and (4), for a <z <'b,
(16)

0@ (z) WD (z — a)

TR (@ () — —q7a ,,(q)
W(Q)(b—a)v (b) =E, [e v\ (X

Ta )1{Ta <Tb }

/ / )y — 0 + a)II(d6)

W(‘I)(b —a—vy)
W@ (b — a)

(D(h—q—
/ / )y — 0 + a)I1(d6) WW((f)’ = a)y) W (z — a)dy

/ / Ny — 0+ )I(AOW D (2 — a — y)dy,

WD (z—a) - WD (z—a—y)|dy

whereby the splitting of the integral in the last line is possible due to fol OI1(df) < oco. By putting
x = a in (16) and recalling W@ (0) = 1/d, we get for all b > a,

(17) / /( 0D (y — 0+ )II(AOWD (b — a — y)dy = AW D (b — a)v' D (a) — 0D (b).

Step 2. Let Ag > 0 be large enough such that the Laplace transform of v(@ (x) exists for A > A,
cf. condition (12). Taking Laplace transforms in b on both sides of (17) and using (1) leads to,
for A > ®(q) V Ao,

(18) / e N / )y — 0 + a)I1(d0)dy = dv'? (a) — (Y(N) — q)e / e~y (b)db.
(y,00) a
Let p > 0. Then using (18), we get for A > ®(q) V ®(p) V Ao,

[T [T o o aman oo o

e —\a 0o
=00 =1 (dv“”(a) — (¥(\) — g)e / e“’v@(b)db)

—a 00
— T @Dy — oAby (@) _4=P [ @
sy @ / RE TS —p/a H )b

Now by Laplace inversion, we get for all b > a,
(19) / / 0D (y — 0+ a)I(AO)W P (b — a — y)dy
0 J(y,00)

— & D (@W® (b —a) =@ (b) + (g—p) [ WO (b—y)@(y)dy.
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Step 3. We know by (4) that for a <z < b,

E, [e—pﬂfv(Q) (Xrg)l{ra o }}

_ /Ooo/( . V@ (y — 6+ a)T1(d6)

Hence using (19) twice, we get the required identity

W® (b —a—y
W®) (b — a)

)W(p)(:r —a) - WP (z—a-— y)] dy.

E, [P 0@ (X, )10 ny] =00 (@)~ (g / WO (1 — )6 () dy
W@ (z — a) @ b v W
T W®(b—a) (“ (b) = (¢ —p) /a Wb —y)v (y)dy) :

We now prove the lemma for the case that X has paths of unbounded variation. Hereby we
assume without loss of generality that p > 0 as the case p = 0 can be dealt with by taking limits
as p | 0 using the fact that W) (z) is continuous and increasing (cf. (5)) in p > 0. We denote
by WTEP ) the p-scale function corresponding to the spectrally negative Lévy process X™. Further,
let

To,=inf{t>0: X' <a}, 7 =inf{t>0:X}"> b}

Then since we have proved the lemma for the case of bounded variation,

20) B [l (X0 ] =@~ (a-p) [ WP - el )y

S - [rr-meon).

We aim to prove (15) by taking limits as n — oo on both sides of (20).

By p.210 of Bertoin [2], X™ converges almost surely to X uniformly on compact time intervals,
ie. for all t > 0, limy, 00 SUPse(o g [ Xs — Xs| = 0, Pz-as.. Given € > 0, observe that Py-a.s.,

T+e§Tc?§T_

a—e
and
Tore NE S Tan NES T At
for n large enough. Since X has paths of of unbounded variation, we have P,-a.s.,

Tore NET T, At and 7, At LT, At
as € — 04. This implies that for any ¢t > 0, P,-a.s.,
Tan Nt —= T4 At

Similarly,
T;"n ANt — 7';_ At Pg-a.s.

Further, observe that 7,,, = 7, for n large enough if X -<a7, <tand X - >a>X" if

Tu. n

X - =a,7,, <7, <t Then by the uniform convergence of X" and the right contlnulty of X

Y a,n
we have

n
XTa_,nAt — Xra‘/\t P.-a.s..
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Thus, by (13) we have for any ¢ > 0, P,-a.s.,

e p(Ta n/\t) (Q)(Xn

Ta. n/\t) {ra. n/\t<7— At} —y o~ P(Ta At),,(9) (X

T(;/\t)l{ﬂ{/\t<7'gr/\t}'
or equivalently

(21) e Prang(@ (X )1

Ta,n

{Tan <y At} — o7y (XTJ)l{Ta <7l At}
Notice that P, -a.s.,

(22) X

Tan {Tan< } <a’ X 1

{7a <Tb }

which implies further in combination Wlth the triangle inequality,

e PTen ol (X7 )1 e Pl (X )1 -y

{7a, n<7'

<|e” pTan,U(Q)(Xn ) —e pTan,U( )(X" )

{7a, ”<Tb } {7'an<7'b7L /\t}|

+ (X7 )1

_ e PTa @ (x
Tan {T‘;"<Tlrn/\t} € v (

7';) {7a <7 /\t}’

+ e P p(@) (X, —e PO (X

T(:)l{Ta <7, }‘

7)1{T(;<T+/\t}
=|e” PTan,U(‘I)( TM) (rrnsri} {KT n}|

+ e~ p'ranv( (X" )1 — e Payld(x

Tan {T,;n<7';:n/\t} Ta )1{7',1_ <T;"/\t}|

e DXy L

<e P (1{t§Tan} sup o ()| + 1y, sup [0 (y)‘>
™ y<a y<a

+ |e PTany(@D (X" )1

_ e PTa (@)
Tan {T;n<7';n/\t} € v (X

T;)]'{Ta <7, /\t}’
By (14) and (21) we can (since we assumed p > 0) first choose a ¢ large enough and then choose
n large to make the right hand side of (23) arbitrarily small, which means that P,-a.s.,
e PTany(a )(Xn ) frmnsrit ) pT;U(Q)<Xr;>1{r;<r;}'
By (22) and (14) in combination with the dominated convergence theorem we can then conclude
that

lim E, [e PTonp(@ (X" )1

n—00 [ Tan’ {Ta, "<T }}

[e—prgv(q) (XT;)]'{TE o }]

It remains to show that the right hand side of (20) converges to the right hand side of (15). It
is an easy exercise to show that the Laplace exponent of X™ converges to the Laplace exponent
of X which means via (1) that the Laplace transform of Wép ) converges to the Laplace transform
of W®), Hence by the continuity theorem of Laplace transforms (cf. [3, Theorem 2a in Section
XIIL.1)), W, ( ) = W®)(z) for all z > 0 and p > 0. Using the dominated convergence theorem

in comblnatlon with (13), (14) and the fact that scale functions are increasing, we deduce that
indeed the right hand side of (20) converges to the right hand side of (15). O
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Lemma 2.2. The conclusion of Lemma 2.1 holds for (i) v\® (x) = WD () for any q,a > 0, (i)
U(Q)(m) = Z(q)(a:) for any q,a > 0 and (iii) U(Q)(x) = W(q)($ —y) forany ¢q>0 and 0 <y < a.

Proof. Note that case (iii) will follow from case (i) by spatial homogeneity of a Lévy process. For
cases (1) and (ii), from the considerations in the beginning of Section 2 and (1), the assumptions
in Lemma 2.1 are clearly satisfied when X has paths of bounded variation. When X has paths
of unbounded variation, we let the function v,(Lq) € Vé,q% in case (i), respectively case (ii), be W7(LQ)
(the g-scale function corresponding to X™), respectively Z,(lq) () :==1+¢q fox Wéq)(y)dy. We have

seen in the proof of Lemma 2.1 that 1A% (z) converges to W@ (x) and since the g-scale function
is increasing and positive, it follows that (14) is satisfied in case (i). This implies further by the
dominated convergence theorem, that Zq(f)(:v) converges to Z(9(z) and as 79 is also positive
and increasing, (14) is also satisfied in case (ii).

What remains to show is that the convergence of W7(LQ) to W@ and Z,gq) to Z9 is actually
uniform on compact subsets. Since x — log Wff”(m) is a concave function (cf. [10, p.89]) and
converges pointwise to log W (@ (z), it follows that log WT(Lq) converges uniformly on compact
subsets to log W@, ¢f. [12, p.17, Theorem E|. As the exponential function is locally Lipschitz,
it is then easy to show that also Wp? converges to W@ uniformly on compact subsets. It then

)

easily follows that also ZT(Lq converges to Z(@ uniformly on compact subsets. O

Remark 2.2. The proof of Lemma 2.1 in the bounded variation case uses very similar steps
as the proof of Theorem 16 in [7]. In order to make the connection clear between these two
results, let us reformulate the left hand side of (15) in a different setting. Let Y be a spectrally
negative Lévy process with Lévy triplet (v, o,1I) and killing rate p > 0, which means that Y is
a spectrally negative Lévy process killed at an independent exponentially distributed amount of
time with parameter p. Further, let Z be another spectrally negative Lévy process with Lévy
triplet (7/,0’,1I') and killing rate ¢ > 0. Define the first passage times,

=inf{t >0: Y, <a}, 7 =inf{t>0:Y; > b},

Ta
k, =inf{t > 0: Z, <a}, & =inf{t >0: Z > b}.

and denote by Wy the scale function associated to Y, which is defined as the p-scale function
W®) corresponding to the unkilled spectrally negative Lévy process with Lévy triplet (v, o, IT).
Similarly, define W. Also, let v be a positive, measurable function satisfying

Wy (x —a)

“W,0-a) v(b).

E, [v(Z,-)1 {Ha_q;}] = o(z)

Then Lemma 2.1 provides, under some additional regularity assumptions on v, an expression for
the quantity

(24) Ee [0(Y,)1r oty

in the case where v =/, 0 = ¢/ and IT = I’ (i.e. only the killing rates differ), whereas Kyprianou
and Loeffen |7, Theorem 16| provide a similar-looking expression for (24) with v = Wy in the
case where 0 = ¢/, Il = II' and p = ¢ (i.e. only the first parameters of the Lévy triplets differ).
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3. PROOF OF THEOREM 1

We first prove the theorem in the case where X has paths of bounded variation. Fix 0 < a < b
and p,q > 0. For x < ¢, define

_ 0y _
w(zr) =E,; [e_pTO —aJo 1<“vb)(Xs)dS;7'0 < 7’;'_:| :

Using the strong Markov property of X, the fact that X is skip-free upward and (2) and (3), we
can write, for z < a,

w(z) =E, {e_pTO_;T(; < Ttﬂ +w(a)E; [e_pT‘;r;Tj' < T(ﬂ

(25) =7V (z) + (w(a)—Z(p)m)> W (z).

Similarly, for a < z < b, using (25), we have

w(z) =w(b)E, [e*(”q)ﬁj; T < T;} +E, [e’(”*q)”’_w (XT;> o< T;]

Wt (g — q) -
_ —(p+a)7a 7(p) R +
=w(b) W) (b— a) +E, [e VA (Xr;) iTe < T ]
w(a) = Z%)(a) —(pta)ma 7 (p) o<t
(26) + (I/V(p)@ EI |:e w (X‘r;> T < Ty ] .

Since one can show by the lemmas in Section 2 that

Wt (z — q)

—(p+9)7a 117 (P) R +| _ yw®9) (p,9)
(27)  Eale WO (X, )ime <m ] = Wr0(@) - S (eI
and
_ Wetd (z —q
—(pt+a)ra 7(p) - +| — z(P9) () — (p,9)
B o 0 20 (X )iy <] = 2000 — g 2000

we get, for a < x < b,

P+ (p — g w(a) — Z®(a
(28) w(zx) = W <w(b) — ZP9(p) — <()Z()> W(gp’Q)(b)>
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Recalling (6) one easily sees that (28) also holds for z < a. Finally, for b < x < ¢, we have using
(28),

w(z) =E, [e_piw (X _) T, < Tj}

T

wla)— ( ) a 5
w(v) — 287 (b) - (UZH ) WO o)

W (p+a) (b — a)

=B, [ 7% WO (X —a)ir < 7]

(29) +E, [e 200 (X )5 < ]|
() e ) <)

By the lemmas in Section 2 and Fubini’s theorem, we have,

(31)
E, [e_pﬁ; Wip:a) (X% ) T, <T. }

=E, [efml: Wwpta) (XT§> T, < Tj}
- q/a WO ()R, [e=rm Wit (XTb— —y)imy < dy
wrta)( / w® (z WP+ (4)dy

m <W(p+q _gq / W c—y)W(p”)(y)dy)

—q/ w® {W(p+q —y)—q/ W (z — 2)WPHD (2 — 4)dz
b

_ ®)(z — b) (W(p+q) (c—y) —q /C W) (e — 2)WrHd (, - y)dz) }dy
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and, similarly,
—p7, Z(P:q o +
E, e 200 (X, ) imy < 7]

=7+ () — q/ W) (z — 4) 2P0 (y)dy
b

W(p)(aj_b) p q 7(pt+q
__pvg003_1ﬂ<z " ]/ W (e -y (*Ny)dy)
(32) _q/Oa Z®)(y ){W(erq)(x_ —q/ WO (z — 2)WPHD (2 —)dz
W®) (x —b) c

W®) (z — b) =

= — — P,q)

W(P)(c—b)< q/W c—2) ()d)

All is left to obtain are the expressions for w(a) and w(b). It is here that we need the

assumption that X has paths of bounded variation. Settlng & = ain (28), using that W@ (0) # 0
because X has paths of bounded variation and noticing that (cf. (6))

W(gnq) (a) = WP (a) and Z(gp"”(a) = 72")(q),

leads to
w(b) — 2P0 w(a) — ZP(a)

W(gpv‘I) (b) o W(p) (a)
Using the above equation once in (28) and twice in (29),

(33) w(z) =E, [e_pr_Zép’q) (XTb_> i, < Tj}

N (w(b) - Z((zp’q)(b)) E, [e—pn—wép,q) (XTb_) Ty < TS } :

WL(IPH) (b)
for z < c¢. Setting x = b in (33) and using (31) and (32) then yields
(34)
(p) c - Z(ZLQ)
w(b) =ZP9 (b) — _WP0) <Z(SW) (c) — q/ W® (c— Z)Z,gp’Q)(z)dz) " w(b) — 2277 (b)
W@ (c— b) b Wi (b)
w®(0) c
(@) (py — 7\ (P9 (c) — P (e _ (p,9)
x<w; () W@W%w)o% (©) qAIV (c — )WL (@@) .
Solving (33) for w(b) leads to
(p,9)
wlp) = 2 () - 2o (O Zah W2 D20 2O )

WP (¢ ) —q Jy WP (c— )Wép’Q)(z)dz
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Plugging this into (33), using (31)-(32), cancelling out a few terms and rearranging, we get for
all x <e,

w(z) = ZPD(2) — ¢ / W (z — 2)ZPD(2)dz

Z(p q) w®(c— Z( 9 (2)d ¢
B qf C Z) ( ) z (W(SZMZ) (ZL') — q/ W(p) (l’ - Z)W((zp’q) (Z)dZ) )
ngp,q) qu W®(c— z) ( )( )dz ’

which proves Theorem 1 when X has paths of bounded variation.

Now we assume that X has paths of unbounded variation. We assume here without loss of
generality that p > 0 as the boundary case p = 0 can be dealt with by taking limits as p | 0.
In order to prove this case, we use a similar argument as in the proof of Lemma 2.1. Using
the notation in that proof, we have since Theorem 1 has been proved for the case where the
spectrally negative Lévy process has paths of bounded variation,

(35) Eo e Yam(X3s, 7= < ok | = 209 (2) - q/ WP (z — 2) 29 (z)dz
(p,9) cyr7(P) (p,9)
_ Zan(¢) — qu Wy (¢ — 2) Zan (2)dz ( C(”,L / Wp) (z — z) (pq)(z)dz>
WD (e) = g Jy WP (e — WD (2)dz \
where
WP () . =W P+ (5 / WPt (. — )W P (3)dy,
200(a) =20 @) —q [ WO = )20 )ay.

As X" converges IP,-almost surely to X uniformly on compact time intervals, we have, similarly
o (21), for all t > 0, P,-a.s.,

—_ T(In n _ T
o PTon=qJo " Liap) (X)dsy s e P70 —2Jo° L(ap)(Xs)dsq

{70 <TdnAt} {rg <t At}

Further, one can show similarly to (23),

- To_y’"« n
eipTO,niqfo 1(a,b)(Xs )dsl —e pTO _qfO 1(‘1 b>(X‘5)ds]_

{T(in<7'j:n} {ry <7¢ 3

=
— 0,
eipTO,niq fO " l(a,b) (Xg)dsl

—pt —pTH —4q fT(; 1(a,p)(Xs)ds
< 2e + {T(in<Tj:nAt} — e PTo 0 H(ab) 1{70 <rat}|
which yields (because p > 0),
_ o n - o
70~ Jo " Lapy(XF)dsq =17 =4 Jo? Liap(Xs)dsq
e 1{70Yn<72jn} —e ¢ 1{70 <}
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Thus by the dominated convergence theorem it follows that the left hand side of (35) converges,
as n — 0o, to

o —q [TO _
]Ex e P QI() 1(a,b)(XS)d5;7—0 <7—C+ .

On the other hand, we have seen that w9 () and A (z) converge to W@ (z) and Z(@ (z)
respectively for all ¢ > 0 and since w9 (z), Z9 (z) are increasing, positive functions it follows

by the dominated convergence theorem that W(S?ﬁq)(x) — WP () and ng)ﬁq) (x) — zlp ’q)(x)

for any z. Since Wé?ﬁq) (z), Zéﬁ;q)(x) are also increasing, positive functions, it then follows by the

dominated convergence theorem that the right hand side of (35) converges to

ZPaD) (1) — q/ W (z — 2)ZPD(2)dz
b

Z(pvq) _ c W(p) _ Z(pﬂq) d T
- (Zp q)(C) - fbc — a(p q)(Z) . (Wép’q) (z) — q/ W) (z — Z)Wép’q)(Z)dZ> :
Wa " (c) — qu W(p)(c — 2)Wa ¥ (2)dz b

This proves Theorem 1 also for the case that X has paths of unbounded variation.

4. PROOF OF THEOREM 2
The proof of this theorem is very similar to the proof of Theorem 1. We first prove it in the
case where X has paths of bounded variation. Fix 0 < a < b < cand p,q > 0. For x < ¢, define

+
+ Tc
w(z) = Ey [e_p% ~4Jo H<avb>(X5)dS;Tc+ < T0_:| )

Using the strong Markov property of X, the fact that X is skip-free upward and (2), we can
write, for 0 < x < a,

(36) w(z) = w(a)E, [e_pﬁ; < 7'0_] =w(a) ———=
Similarly, for a < x < b, using (36) and (27), we have

Ta

w(x) =w(b)E, <-3'_(p+q)T;r;7'b+ < Ta_:| + E, [e_(p+Q)T‘l_w (X _> 1Ty < Tlﬂ

W (p+a) (x —a) w(a) —(p+a)7a 117 (P) - -+
O GG —a) * e e ()i <]
W+ (z — q) w(a) P.q) Wt (z — a) (p.9)
(37) =w(b) We+a) (b — a) * W®)(a) Wa" () - W(I’T(b—a)wa ")
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Note that via (6) one can easily show that (37) holds also for z < a. Finally, for b <z < ¢, we
have

w(z) =E, e_ij;TJr < Tb_] +E; [e_m’:w (XT{) 1Ty < th_:|

C

W (g —p)  wb) — Wi (b)
TWO(c—b) + Wt (b — a)
w(a
+ s

We need to obtain the expressions for w(a) and w(b). As we assumed that X has paths of

bounded variation, we have W9 (0) # 0 and thus setting 2 = a in (37) yields
wb) _ w(a)
W(SP,Q) (b) W (p) (a) )
Plugging this into (37) and (38) using (31) yields,

E, [e_mf W P+a) (XT{ — a) 1T, < Tj}

(38) E, [e_pr_ Wipa) (XTb_) < 7’2_:| .

chp,Q)(x)
w(z) =w(b) W(p’Q)(b) , x<b,
ooy VW PE=b)  w(b) ) (p)—a [ WO (x— 2 WED (2)ds
(39) (*Wwwwﬂwmﬁm @ =a [ WO
W (w — b) P:q ‘i Pq
— m <Wa )(c) — q A w® (e — Z)WL )(z)dz) }, b<z<ec.

Setting = b in (39) gives us

W (b)
Wépﬂ)(c) —q fbc W) (c— z)Wép’q) (z)dz

w(b) =

and plugging this into (39) leads to
W)~ a fy WO (o — )W (2)dx
Wi (e) = g [y W) (e — )W (2)dz

for all z < ¢. This proves Theorem 2 when X has paths of bounded variation. The case where X
has paths of unbounded variation follows using the same arguments as in the proof of Theorem
1.

5. PROOF OF COROLLARIES

We will prove the corollaries only for p > 0 and g > 0. The cases where p = 0 or ¢ = 0, then
follow by taking limits as p | 0 or ¢ | 0. For the proofs we will make heavy use of the fact that
(cf. |6, Lemma 8.4]) the scale function can be written for ¢,z > 0 as

(40) W () = * @ Wy ) (2),
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where Wy (z) is the O-scale function of the spectrally negative Lévy process with Laplace
exponent Vg () (0) := ¥(®(q) + 0) — q. Further (cf. [6, 8.7]),

1 1
Wag)(00) = lim Waq)(z) = Vo (04) — ¥(@(q))’

which implies that Wgg)(00) < 0o except if simultaneously ¢ = 0 and ¢’(0+) = 0.

5.1. Proof of Corollary 1. (i). Taking limits as ¢ — oo in Theorem 1, we see that we need to
show

(41) y p:q —q fbc Z(gp,Q) (Z)dZ + q fb —&( p)yZa(}D,q) (y)dy
11m _ |
c—00 W —q fb )Wc(vaQ)(z)dZ 1+ qfa e—9( p)yw(gZLQ) (y)dy

Using (7) and (40), it follows by the dominated convergence theorem (recalling that we assumed
without loss of generality p > 0),

( ) (p,q)
thpq —q W P)(c— 2)Wi"?" (2)dz

b
_ —2(p)yyn)(p.a)
Jim W(P) © =1+¢q /a e TPEWP D (y)dy

and similarly, using also |6, Exercise 8.5(1)],

D(c) = g Jy WP (e — 2) 2 (2)dz

: a " ( __P ’ ~®(p)y z(p.a)
Bk W () =gy 0 R

Now (41) follows.

(ii). Setting b = ¢ and taking limits as ¢ — oo in Theorem 1, we see that we need to show

+ a0
” o 2000 il
c—00 ng’q) (C) 1— qf e~ p+q)yW(p)( )d

Recalling (6) and (40), it follows by the dominated convergence theorem (recalling that we
assumed without loss of generality p, ¢ > 0),

lim Wcsp,q) (c)

ZVa  \Y) 1 _ ¢ —®(p+q)y117(P)
c—00 W(p+Q)(c) 1 q/o © w (y)dy

and similarly, using again [6, Exercise 8.5(1)],

(p7q) a
Zq " (c) Ptgq / —a(
lim — _ P+Q)y 7(P) (1)) dw.
oo WEHd)(¢)  B(p + q) (v)dy

Now (42) follows.
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5.2. Proof of Corollary 2. (i). Using spatial homogeneity and Theorem 2 for sufficiently large
m7

E, [e—PTc (Ifo Lap) (Xs)ds, 4 oo}

+
. —prt—qg [Tc _
= lim E, [e P =4 Jo Lapy(Xo)ds, o4 7 ]

m—00 -m

+
PTeym—4 1a m,b+m Xs)ds
T&gn Eztm [e om0 Jo T Lam ) (X) ; c+m < TO]

Wilin(o -+ m) = a fiz W o+ m — )W)z

lim

) -

e WD (e ) — g ““Www+m AWED (2)dz
. Wﬁﬁx+ﬂ0—m& — YWy + m)dy
m=oe WED (¢ 4 m) q iw YWD (y + m)dy

CHOD (@ —a) g [ (x—wH@”(—aﬁy
o ’H(IJ»Q) (C — a) — quc W(p) (c — y)/}-[(qu) (y — a)dy ’

where the last line follows by the dominated convergence theorem (noting that HPD is an
increasing function) and

i Wéi%(a: +m) o W@z +m)+q fam Wt (z — )W P (yy + m)dy
1m ——— = 11In

=e®®) 4 4 /JC WD) (z — 4)e Py

—e?Plag (P9) (5 — ),

which follows by again the dominated convergence theorem and (40).
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(ii). Using spatial homogeneity and Theorem 2,

+
+ Tc
R, e P -qfy 1(—oo,b)(XS)ds;7—c+ < oo}

+
+ Tc
= lim E, [e_pTc —afy l(fmﬂb)(XS)dS;Tj <T_ ]

—m
m— 00

m—00

+
_ + _ Tedm
e PTeim Q,fo 1(0 b+m)(X5)d ; c+m < 7—0 ]

Wt (2 +m —qfx+m

' (x4 m — 2)W Pt (2)dz
e

)
) — ;jﬁ’j W( >(c +m — 2)We+d(2)dz
i WDzt m) — g [ WP (@ - y) WD (y + m)dy
= lim
)

m—oo W P+‘1) c +m) — qu )W(p+q) (y + m)dy
e2(Pto)z (1 —qfy bef¢(p+q)yw( )(y)dy>
e<1>(p+q (1 _ qf p+Q)yw(p)( )dy) 7

where the last equality is due to

fy WO (@4 m) —q ) WP (@ —y) WD (y + m)dy
mgnoo W (»+a) (m)

— 2 ta)z _ q/ W) (z — 3)e®Ptaygy,
b

which follows from the dominated convergence theorem and (40).

5.3. Proof of Corollary 3. (i)
7.5 < oo almost surely, we get using Corollary 2(i) with p = 0, noting that H(O’q)( )

=) Tj
E, [e’qfo 1<a»b)(XS)ds] = lim E, [eqfo Yo (Xa)ds, 74 oo}

c— 00

Z(q)(x—a —qux x—y)Z(Q)(y—a)dy
= lim .
c—00 Z(Q) (C — a — qu y)Z(q) (y — a)dy

Using (8), we deduce using the dominated convergence theorem

c b
i (296~ )~ g [ Wie= )29 - aay) = i (14+a [ Wie- 0290 - )
C o0 b C oo a

b
1 qW(ee) [ 20— apy

b—a
_ 4 (9)
= Z d

which proves Corollary 3(i).

. Assume ¢'(04) > 0, which implies ®(0) = 0. Then since
z) = Z9D(z),

21
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(ii). Similarly as for part (i), we have now using Corollary 2(ii) with p = 0,

E. [e—qfom 1<,w,b>(xs)ds} = lim E, {e 0T 1 (Xo)ds, < oo}

c—00

Further, using (1) and I’'Hépital’s rule,

c—b
lim H@D (e — b) = lim ¥@(D (1 iy / e—¢<Q>yW(y)dy>
0

Cc— 00 CcC— 00
— QI be W (y)dy
e —®(q)(c—b)
_gW()

®(q)
q

“ Y (0+)2(g)’

which proves Corollary 3(ii).

(iii). Assume ¢'(0+) < 0, which implies ®(0) > 0. Then since 7_,,, < oo almost surely for any
m > 0, we get using spatial homogeneity and Corollary 1(i) for p = 0 and sufficiently large m,

m— 00

E, |e=9J0 l@nX)ds| — jiy R, [e_qfﬂ M lapXads, oo oo]

— hm E:D+m |:e_QI00 1(a+m,b+m)(Xs)d5;7-J < OO:|
m—00

=ZD(z —a) - Q/:W(CU —9)ZD(y — a)dy

) e~ ®(O)m 4o —®(0)a fé”a f<I>(0)yZ(q)(y)dy
— 11m
m—00 1 | o—®(0) qf e~ (0,q) (z + m)dz

a+m

X (Wz(z(—)iﬁr)z(x +m) — CI/ W(x — Z)Wé(j;%(z + m)dz> .
b

Note that in the above we used that Z,go’q)(x) = Z9(z — a). Now we have by the dominated
convergence theorem and (40),

. WD (x+m) o Watm) +aq ) W@ (2 — )W (y + m)dy
m—0o W(m) T mSoo W(m)
(43) T+ q/ WD (2 — 4)e®Ovdy

e®©ag0.0) (5 — )
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and thus also,

B(0)ym b (—@(0)z4(0:0) d 1 b
0 wrm (2 + M)Az CIR / e~ 2(0)2e2(0a9/(00) (, _ )4,

m—00 W (m) We
=y/'(2(0)) +¢ /0 T w000 )y,
Combining all three computations gives us Corollary 3(iii).
(iv). Similarly, as for part (iii), we have now using Corollary 1(ii) with p = 0 and noting that

20 (z) = 2@ (z — a),

o =
Ex efq fO 1(a,oo)(XS)ds — hm EZ‘ [eq fo 1(a,oo)(Xs)ds; T:m < 00
m—0o0

. [T _
R

9 g [9T™ —2(q)y
:Z(Q)(m—a)— lim g 1o ¢ dy
mee 1 — g [T e @V (y)dy
Wim Le—ﬂb(q)(!ﬂrm)
70— a) — OOz gty LT ,
m—00 fa—i—me_ (Q)yW(y)dy

where in the last line we used (1) and (43). By (40) and 'Hépital’s rule,
(

WD (x + m)

lim W (m) gige ®@tesm W) o0)e—®(@a . o (2(q)~2(0))m
m=oo [, e MOV (y)dy @(q) s [ o=@ F 0 W (y)dy
(I)(q> - Q(O) —(D(O)a
®(q)

and in combination with the previous computation, this proves Corollary 3(iv).

6. APPLICATIONS

6.1. Perpetual double knock-out corridor options in an exponential spectrally neg-
ative Lévy model. We assume that the price process of an underlying security is given by
(e%t);>0 under the risk-neutral measure P. For this model (which includes the Black-Scholes
model) we would like to price a so-called (European) perpetual double knock-out corridor op-
tion. In a corridor option (see e.g. Pechtl [11]), the payoff function is the amount of time the
underlying spends in a given interval, the so-called corridor. For our option we include the
feature, similar to barrier options, that the option expires when the price process leaves a prede-
termined interval. In particular, if we assume that the corridor is given by (e?, e?) and the option
gets knocked out when the price process leaves the interval [e?,e¢] with 0 < a < b < ¢ < oo,
then the price of the option equals

V(z):=E;

N 7'07/\7'6Jr
e~ P(7g A7) /0 1(ap) (X,)ds| ,
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where p > 0 is the risk-free interest rate and e” is the initial price of the security.
From Theorem 1 and Theorem 2 in combination with the dominated convergence theorem
(which justifies switching derivative and expectation), we have for x € [0, ],

Vi(z)

_ (70
=E, [e_pfo/o 1(a7b)(Xs)dS;T(;<Tj +E,.

—prd g
e ; Lo (X Jds;h <7y

—d E, [G—PTO - L(a,p)(Xs)ds. Ty < T ] +E, [e—PTc QIo L(a,b)(Xs)ds < TO])
dg |,
d

= (Z(gp,q) (z) — q/ W (z — 2)ZPD (2)dz
q=0

dg
_WC(LPQ);U qf Wp):v—z) (pq)( )dz
W(gpq)(c q [y W (c—2z) (P )( )dz

><< ZPa)( —qb WP (c - 2) 20D (2 )dz—1>).

From (5), we deduce with help of the dominated convergence theorem

d Wt () — WP (z) e
(p+4q) — 1 - @ (p — (p)
o (W) | —tim : | W=y

and thus using (6) and again the dominated convergence theorem and noting that W® (z) = 0
for z <0,

d
pq) _ (p) (p,9)
i q / W AWPD )dz)q )
/ WO~ )W)y — [ WO~ )Py
b
— [ WO e — W)y
and

/W z —y) 2% (y)dy.

Hence using all of the above, we get in the end

b P (c) — @) (g
@) Vi) = [ (z@)(y)_%}@lw%)) (V;(p)((c))wwc—y)—W@)(x—y)) dy.
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The identity (44) can also be derived as follows. Using Fubini’s theorem and the Markov property,
we get

o) t
V(z) :/ ept/ P, (g A7, € dt, X, € (a,b))ds
0 0

_ / ( / PP, (1 ATE € dt, X, € (a, b))) ds
0 s

:/ (Em {/ e PP, (7'(; ATH edt s < To AT, X, € (a, b)|fs)]> ds
0 0

:/0 <Ex |:e_psl{s<7’o_/\7'§',Xs€(a,b)}/0 e_ptIP)Xs (T(; A 7_c+ € dt):|> ds
b _ o
—/ E, [e*p(TO Mj)} / e PPu(s <1y AT, X € dy)ds.
a 0

Now (44) follows using (2) and (3) together with the following known formula for the potential
measure of X killed on exiting [0, ¢]:

/ e PPy(s <15 A 75, X, € dy)ds = WTW(Z))(C —y) — W(p)(x —vy) | dy,
0
c.f. [6, Theorem 8.7].
Using the above methods, we can of course also price corridor options with a single knock-out
feature or with the corridor being an interval of infinite length.

6.2. Probability of bankruptcy for an Omega Lévy risk process. Our results can also
be applied to the so-called Omega model (for some specific rate functions) introduced in [1] and
further investigated in [4]. Intuitively in such a model bankruptcy (instead of ruin) occurs at
rate w(x) when the surplus process X = (X;)s>0 is at level z. To be more precise, given the
rate function w : R — [0, 00) the bankruptcy time 7, can be defined as

¢
T, =inf{t >0: / w(Xs)ds > e},
0

where e; is an independent exponentially distributed random variable with parameter 1. Typ-
ically, the rate function w is chosen to be a decreasing function equalling zero on the positive
half line so that bankruptcy does not occur when the surplus is positive.

In order to connect with the results in Section 1.1, we choose for some b, g > 0 the bankruptcy
rate as

0 ifz>0,
wx)=<¢q if-b<x<0,
oo ifx < —b.
Then bankruptcy occurs at rate ¢ when X is between —b and 0 and bankruptcy occurs im-

mediately when X is below level —b. Suppose that the positive loading condition holds, i.e.
E[X:] = ¢'(04) > 0; this implies that bankruptcy does not happen almost surely. Then for any
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x € R, the probability that bankruptcy never occurs is

P, (T, = o0) =P, (/Oow(Xs)ds < el)
0
—FE, |:e— fooo w(XS)ds]

: T |: _qfO —b,0) XS)dS 7b = ooi| .

Hence by spatial homogeneity, Theorem 2, (7) and (40) in combination with the dominated
convergence theorem,

]P)J:(Tw = OO) = li}m ]Em |:e QIO 1( bo)(XS)ds 7_ < T :|

= lim E
Cc— 00 $+b

+
— b1 X
e qfo (0, b)( s)ds : c+b < 0 ]

W@ (z+b)—q b+w Wz +b—2)WD(2)dz
Teh W@ (c+b) —q C+bW(c+ b— 2)W(9(2)dz
W (z +b) —i—qfo (x4b—2)WD(2)dz

e W(c+0b)+q fob W(c+b—2)W@(z)dz
W(a:—i—b —i—qf(f (x4 b—2)WD(2)dz
wom + i Jo WO(2)dz
W (z +b) +qf0 (x4 b—2)W@D(2)dz
Z(@(b) '

=1/(0+)

Similarly, the probability that bankruptcy occurs due to the surplus process dropping below the
level —b is given by

T_b
P, (X7, < —=bT, < o0) =P, (/ w(Xs)ds < e, 77, < oo>
0

T:b
e—4Jo L(=b,0)(Xs)ds, T, < oo]

g [T 3
=E,p [e aJo l(O,b)(Xs)dS;TO < OO:| ’
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which, by Corollary 1 and (7), equals
P, (X1, < —b,T,, < o0)

x+b
=ZD(z 4+ b) — q/ W(x+b—2)29(2)dz
b

U(04) + g fy 29 (y)dy (W(q) Dol Wb W@ >
1+ q [y W@ (y)dy b q/b (bW

b
=1+ q/ Wz +b—2)Z9(2)dz
0
CP04) +q ) Z9(y)dy
Z@(b)
In addition, the probability that bankruptcy occurs while the surplus is between —b and 0 is
P,(=b < X7, < 0,7, < 00) =1 —Py(T,, = 00) — Po(X7, < —b, T, < o0)

(W(:c +b)+q /Ob W(x+b—2)W@ (z)dz> .

b
=— q/ W(x+b—2)29(2)dz
0

b 7() b
+ W (W(x +b) + q/0 Wiz +b— Z)W(q)(z)dz> :
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