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Abstract. Financial asset price movements are considered, where the
risky asset price is a marked point process. Let its dynamics depend on
an underlying event arrivals process which is assumed to be a marked
point process unobserved by the market agents. Taking into account the
presence of catastrophic events, the possibility of common jump times
between the risky asset price process and the arrivals process is allowed.
The equivalent martingale measures are characterized. The arbitrage-free
pricing of a European contingent claim is identified as the conditional ex-
pectation with respect to the observations under the minimal martingale
measure.
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1 Introduction

This paper studies the problem of the arbitrage-free pricing of a European con-
tingent claim under the minimal martingale measure in a financial market where
the assets prices are modeled by market point processes.

In the economic literature, stochastic models of financial markets mainly
consider continuous paths processes, quote [18] among others. Anyway, the form
of the real data, suggests, as in [17], that the prices are piecewise constant and
jump at irregularly spaced random times in reaction to trades or to significant
new information.
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Intraday information on financial asset price quotes and the increasing amount
of studies on market microstructure lead many authors to believe that pure jump
processes may be more suitable for modeling of the observed price or quantities
related to the price, [11], [10], [9], [17], and references therein. Often, they believe
that models that consider continuous trajectory processes, even if the presence
of jumps are allowed, does not take into account the discreteness in the data and
could lead to wrong conclusions.

In order to describe the amount of information received by the traders re-
lated to intraday market activity, the activity of other markets, macroeconomics
factors or microstructure rules, some of these references introduce exogenous
stochastic factors. In all these cases, the local characteristics of the price process,
such as the jump-intensity and the jump-size distribution, depend on a latent
process whose behaviour is described in different ways by different authors.

This is the framework of this paper that considers a stylized financial market
with a single risky asset and a bond. All over the paper the price of the risky
asset is assumed to be discounted with respect to the price of the bond and for
the sake of simplicity it will be denote by price process.

In order to link informations released and the behaviour of trading activity,
as suggested by the economic literature (as in [4] and [13]), this paper assumes
that the local characteristics of the price process depend on the whole history
of an exogenous marked point process. Moreover, as in [13], the markovianity
of this processes is assumed, but as an additional generalization, herein, they
may have common jump times. This means that trading activity may affect the
law of the exogenous process and the possibility of catastrophic events is also
allowed.

The main interest of this paper relies on the fact that the price process has
a jump behavior which implies incompleteness of the market. As a consequence
a set may exists with an infinite number of risk-neutral measures.

Chosen a risk-neutral probability measure the no-arbitrage price of a contin-
gent claim can be defined by the conditional expectation under this measure, as
in the case of complete markets. Many choices have been discussed in the liter-
ature. Let us quote the minimal martingale measure, [1], [8], [17], and [18], the
mean-variance martingale measure [5] and [19], the minimal entropy martingale
measure, [9], [12], and [14].

This paper will focus, in particular, on the minimal martingale measure,
introduced in [8].

However, in this note, recalling that the risky asset price has a pure jump
behavior then some of the results proven in [8] cannot be applied. Anyway, suffi-
cient conditions for existence and uniqueness of the minimal martingale measure
are given following [1] and some of its properties are also derived.

Finally, the paper deals with the problem of the valuation of a contingent
claim. Assuming that the exogenous process cannot be observed by the agents,
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the arbitrage-free price of a contingent claim has to be defined. To this end
taking into account the discussion performed in [16] and [3], the arbitrage-free
price of a European contingent claim under restricted information is identified as
its conditional expectation with respect to the observations under the minimal
martingale measure.

Observing that under suitable assumptions the minimal martingale mea-
sure preserves the Markovianity of the model, following the innovation method
the Kushner-Stratonovich equation for the filter is written down. Existence and
uniqueness for its solution is proven and with a classical procedure the compu-
tation of this conditional expectation with respect to the observations reduces
to the computation of an ordinary expected value.

The paper is organized as follows. In Section 2 the model and some of its
properties are described. Section 3 is devoted to the characterization of the risk-
neutral measures. Recall that, since the market is incomplete, this discussion
is not trivial. Even if the result given in [8] cannot be used as a consequence
of the jump behavior of the price process, in Section 4 the minimal martingale
measure is determined explicitly and some of its properties are derived. Section 5
is devoted to the evaluation of a contingent claim, assuming that the exogenous
process is not observable. Last section is devoted to some conclusions.

2 The Model

On a filtered probability space, (2, F,{Fi}i>0, P), where {F;};>0 satisfies the
usual conditions, let us consider a market model with a single risky asset S and a
non-risky asset. The price of the risky asset in units of the numeraire is a process
S having the form S; = Spexp {Y:}, with Sy € R*.

The logreturn price Y is supposed to be an IR-valued marked point pro-

cess, with Yy = 0, characterized by the sequence {7}, Yoy =Yy}, where

{r¥},>0, is a nondecreasing nonexplosive sequence of stopping times. This
means that the jump times of Y, {7} tn>0, are positive random variables, such
that {1} <t} € F, Vt, and

v =0, ¥ <40 = 17 <7’,}:+1, nErJrrloonL/:Jroo.

The dynamics of the logreturn price depend on an exogenous marked point
process X, describing arrivals of news to the market, characterized by the se-
quence {7,, X, —X; _}, -, where again {7,},>0 is a nondecreasing nonex-
plosive sequence of stopping times. The process X takes values in a finite set
X C IR, with initial condition Xy = 0, and let us assume that it admits only
non-negative jump sizes.

In order to describe the joint dynamics of the processes X and Y, let us
define

Ne=) 1gy<n, (1)

n>0
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the point process counting the jump times of Y up to time t. Let N admit a
(P, Fi)-intensity A+, whose structure similar to that given in [4] and [13], is

A = a(t) + be ¥ Z, == \(t, Z,).

Thus, A is a deterministic measurable function of the time ¢ and of the process

t
Zy = 2p Jr/ er dX,,
0

which is a non homogeneous pure jump process, taking values in a suitable
Z C IR", and having the same jump times of X. The jump sizes of Z are given
by Zt - th == ekt(Xt - Xt7>-

The constants b and k are real positive parameters, zg is assumed to be
strictly positive and a(-) is a measurable IR*-valued deterministic function, ver-
ifying

0<a(t) <a< +oo.

A more explicit expression for \; is given by

A= alt) +bzoe M+ (X, — Xp e T gy (2)
>0

The latter shows that A; is strictly positive and in addition that A; is bounded,
since for A suitable positive constant and V¢,

There is a natural and intuitive interpretation of Equation (2). When some
news reaches the market a sudden increases in the trading activity takes place
represented by the positive jump size of X at a random time 7,. Successively a
progressive normalization of the market occurs with a speed expressed by k.

Finally, the function a(-) describes the activity of the market in absence
of perturbations. An adequately choice of a(-) allows us to take into account
deterministic features like seasonalities. The constant b compares the effect of
the arrivals of the news and that of the seasonalities.

On one hand, the model proposed in [13] has been generalized by allowing
the possibility of common jump times between the latent process X and the
logreturn process Y, thus X and Y are strictly correlated.

On the other hand the model has been simplified by assuming the following
structure.

At first, let us introduce the counting processes

Ntl = Z 1{T7§/St} 1{YTY -Y, y_ >0} and N} = Z 1{7'5/§t} 1{YTY —Y.y <0}
= Y Y >0 n n

so that
N; = N} + N?.
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Moreover, denoting by {7:X},>0 € {7n}n>0 the sequence of stopping times at
which X;x# X x_ and Y, x =Y x_, we define

NP =) lixay
n>0

and we assume that N9 admits a (P, F;)-intensity given by AY := X\o(t, X;—, Z;),
where \o(¢, z, z) is a bounded non-negative measurable function,

Ao(t,z,2) < A

Furthermore, for i = 1,2, the point process N¢ admits a (P, F;)-intensity \; pi,
where Ay := A(t, Z;_), and pi := p;(t, X¢—, Z;_), i = 1,2, with p;(¢, x, 2) strictly
positive measurable functions such that

p1(t, @, 2) + pa(t,z,z) = 1.

Then, let us assume the existence of the measurable functions £(t, x, z), 1 (¢),
72(t), such that

(a)  £:]0,T] x X x Z — R U{0},
and for any t € [0,T], z € X, z € Z, 2 + &(t,x,2) € X,

(b) fori=1,2,m :[0,T] — IR* is such that,
0 <n <n;(t) <7, for some real constants 77 and 7.

Finally, setting & := (¢, X;—, Z;_ ), the processes involved in this model will
be represented as

t
X, = / &, [AN? +dN,],
0
t t
Y= [ mw) avi = [ mw anz,
0 0
t
Zy =20+ / eg, [AND + dN,).
0

The discussion performed in [7] about the structure of the generator of the
pure jump processes allows us to claim that the joint generator of the process
(X,Y,Z), for f(t,x,y,z) belonging to a suitable class of real-valued measurable
functions, t > 0,z € X, y € IR and z € Z, is given by

0
+ LYf(t,w,y, 2) + Ly f(t,2,y,2) + LEf (L, 2,0y, 2),
where

L?f(t,m,y,z) = A0(1571‘7"2) f(t,I + f(tazv'z)’yv'z + ektf(tazv’z)) - f(tvxayaz)]7
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and, for i =1, 2,
sz(tv z, Y, Z) = )‘(tv Z) ' pl(ta Z, Z)
' |:f(t7 T+ f(t, Zz, Z)7 Y+ (_1)i_177i(t)? z+ ektf(ta Zz, Z)) - f(t7 z,Y, Z):| :
Proposition 1. In the framework of this paper, (X,Y,Z) is a Markov process.
Last Proposition follows by Theorem 7.3 in [7], since the generator
Ly=L{+L{+Lj,
is bounded. Then the Martingale Problem associated with the operator L and

initial condition (Xo = 0,Yy = 0, Zy = zp), is well posed. In addition, its solution
is a Markov process with trajectories in Dyxxyxz3[0,T].

Lemma 1. The stock price process Sy is a special (P, JFt)-local semimartingale
with canonical decomposition

Sy = So+ A7 + M7, (5)

where AY is a locally bounded variation predictable process and M7 is a locally
square integrable (P, F;)-local martingale given by

t
AP :/ A Su— [e’“(“) pt e W p2 1| du, (6)
0

t
M = / Su— (e —1) [dN} = \up,, du] + (7)
0
t
+ / Sy (e7W) — 1) [dN2 — Ap? dul,
0
respectively, and
t
< M* >t:/ AuS2 [(emu) —1)2pl 4 (e —1)2 p2| du.  (8)
0
Proof. By It6 formula, the stock price process is such that
t t
Sy = So + / Su— (e —1) N, + / Su— (e —1) AN} = (9)
0 0
t t
=5 +/ Sy (M —1) [dN}! = \upl du] —|—/ Sy (€M™ — 1) \upl du +
0 0

t t
+/ Su_ (7 — 1) [AN2 — \,p? du] —l—/ Sy (e — 1) A\ p? du.
0 0



Option pricing for a partially observed pure jump price process 25

Thus, (6) and (7) follows. Moreover, M is a locally square integrable (P, F)-
local martingale since

t
/ Ay 52 {(em(“) —1)%pL 4 (e7m) — I)Qpi] du < +00 P—a.s.
0

For f(y) = Spe? and recalling that

< M5 >,= /O [Lu(F(Yas)?) = 2F (Vo ) Lu F (Y )] s

substituting we get the thesis. a

3 Equivalent Martingale Measures

From now on, let T be a fixed finite horizon and by a little abuse of notations
let F; :=0{X,,Ys, 0<s<t}, fort <T.

This section characterizes the equivalent martingale measures, that is the
set of probability measures @, equivalent to P, under which S is a (Q, F;)-local
martingale. The main tool for the characterization of the risk-neutral measures
is a suitable version of the Girsanov Theorem.

The choice of the internal filtration allows us to claim that, for M (P, F})-
local martingale, any probability measure ) equivalent to P is a solution to the

¢
exponential equation £; = 1 —l—/ Ls_dMs,, [6] and [15], whose unique solution
0

is given by £y = eM=3<M™>v T (14 M, — M,_) e~ (Me=Ma),

Furthermore, since £y = (1+M;—M;_) L;_,if M is a (P, F;)-local martingale
such that My — M;_ > —1, then L is a (P, F;)-local martingale and a strictly
positive supermartingale, which is a (P, F;)-martingale when IE[Lr] = 1. In this

d
last case, the measure @) defined by the Radon-Nykodim derivative £ . Lr
T

is a probability measure equivalent to P.

On the other hand, setting p? := A/)\, any (P, F;)-local martingale M,
admits the representation

t
M=o+ Y [ gl [aNG - A ] (10)
i=0,1,2 Y0

where g¢, for i = 0, 1,2, are (P, F,)-predictable processes. Under the assumption
that

t t
Z / lgi| AL ds < 400 P—a.s. or IE Z / lg8] X! ds| < 400,
i=0,1,2 /0 i=0,1,2 Y0
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M, is a (P, Fi)-local martingale or a (P, F;)-martingale, respectively. In this last
case, necessarily, M; is uniformly integrable, since we are working on a finite
horizon.

Remark 1. By (10), My — My— =3, 41, gi (N} — Nj_). Therefore, if t does
not coincide with a jump time of X or of Y, obviously My — My_ > —1. Other-
wise, at any jump time of the process (X,Y, 7Z),
M, — M,_ > -1 = gi>—1 for i=0,1,2. (11)
In this last case,
Lr= [ e / log (1 + g,)dN; —/ gt Al ds (12)
i=0,1,2 0 0

is the density of Q with respect to P.

Next, we are going to determine the semimartingale structure of the price
process under the measure (). Note that under the assumption

T
Z / (92 + 1) \epl dt < +o0 P —a.s., (13)
i=0,1,2 Y0
the process N*, for i = 0,1, 2 admits (Q, F;)-intensity given by (gi + 1) \pj.
Proposition 2. Under the condition gi > —1 for i = 0,1,2 and under the

condition (13) the price of the risky asset, S, is a special (Q,F)-local semi-
martingale, such that

S = S0+ AP + M7

where
t
A2 = / NuSu (€700 = 1)(gh + Dph + (70 = 1)(g2 + 12| du,
0

and

t
ME = / Su—(em™ —1) [dN} — (gb + DAy pl du] +
0

t
+ [ S 1) [aNg - (g2 + DA 2 dl].
0

The proof is similar to that of Lemma 1, taking into account the (Q,Fy)-
intensities of the processes N* for i = 1, 2.
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Remark 2. Recalling Lemma 1, if AY =0, P-a.s., the original measure P is a
risk-neutral measure. With the same procedure, @Q is risk-neutral if and only if

A? =0, P —a.s., (14)

and MP2 is a (Q, F;)-local martingale. If
t

/ AuSu— [(e’““” —1)(gy + Dp, + (1 —e ™) (g2 + 1)p2i} du < +oo  P—a.s.
0

then MtQ is a (Q, Fi)-local martingale which turns to be a (Q, Fi)-martingale if

t
E U XS {(6’“(“) —1)(gs + Dp, + (1 —e ™=™)(g2 + 1)p3} dU] < +o0,
0

Let us note that if the price process is strictly increasing, or strictly decreas-
ing, (14) cannot be satisfied and the model does not admit any equivalent mar-
tingale measure.

Next, in the set of the risk-neutral measures, when it is not empty, one can
find an element preserving the Markovianity of the process (X,Y, Z) assuming
the existence of the real valued measurable deterministic functions g*(t,z,y, 2),
1 =0,1,2, such that

gz :gz(thf—;}/f—vzt—) (]‘5)
In this case, defining
0
LOf(t,,y,2) = 5 f(ta,y,2) + L f(t.2,y, 2), (16)

where, setting )\?(t, x,2) = ANt 2)pi(t,z, 2)(1 + g (t, z,y, 2)) for i =0, 1,2,

LEf(t,2,y,2) =

- )\gg(t,ac,z) [f (t,a: +&(t 2, 2),y, 2 +ekt§(t,x,z)) — f(t,x,y,z)] +
—I—)\?(t,x,z) [f (t,x—i—f(t,x,z),y+n1(t,m,z),z+ektf(t,x,z)) — f(t,amy,z)] +
+)\2Q(t,x,z) [f (t,x—!—f(t,x,z),y —na(t,z,2), 2+ ektf(t,x,z)) — f(t,m,y,z)] ,

for any bounded, real valued, measurable function f, under (13) with g¢ given
by (15), we have that the process

t
M‘}?(t) = f(t7 Xt7 }/;57 Zt) - f(Ov Zo, 07 ZO) - / LQf(sv XS; }/Sa Zs)ds
0
is a (Q, Fi)-local martingale.
The Martingale Problem for the operator L? given in (16) and initial con-

dition (0,0,0, zg) is well posed since such is the Martingale Problem for the
operator L given in (4) with the same initial conditions. This implies that the
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process (Xy,Ys, Z;) is Markovian under the measure Q. We observe that, when
(15) holds true, the condition

(€2 —1) [L+g'(t,2,y,2)] pr(t, 2z, 2) + (17)
_~_(67n2(t7w,z) - 1) [1 + 92(taxa Y, Z)] pZ(ta (E,Z) =0

provides a sufficient condition for (14).

4 Minimal Martingale Measure

The minimal martingale measure P, as observed in [17], was introduced in [8],
to obtain hedging strategies, which are optimal in a suitable sense.

In [18], the author shows that the value process can be computed as the
conditional expectation with respect to P and then a risk-neutral approach to
option valuation is provided. The classical definition given in [18] is

Definition 1. An equivalent martingale measure P s called minimal, if each
(P, F;)-local martingale, R, strictly orthogonal to M*, (7), is a (P,F;)-local
martingale.

For any initial probability P, there exists at most one minimal martingale
measure, (Theorem 2.1, [1]). Herein, for this model its existence is proven and
its structure is described below.

The main tool is the following Theorem whose proof can be found in [20],
Proposition 2. We recall this Theorem for sake of completeness.

Theorem 1. Assuming that there exists a (P, F;)-predictable process ¢, such
that

t
() Af:/ cu d< M% >,
0

t
(id) / cal? d < MS Su< f00 P —as.,
0

(ii3) 1 — (M — M7 )>0 P —a.s.,

t

then, L, = & (—/ Cu dM;?) is a (P,JFy)-strictly positive local martingale.
0

When L is a (P, F;)-martingale, the probability measure P defined by

. dP
YT ap

Fi

s the minimal martingale measure.
On the other hand, when P (1 — (M7 — M7 ) < O) > 0, the minimal mar-
tingale measure does not exist.
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From now on, taking into account the particular structure of the model stud-
ied in this note, results stronger than in a more general setting can be obtained.
Recalling (6), (7) and (8), (¢) implies that

(enl (t) — 1) ptl + (e—ﬁz(t) — 1) th
Se— [(em® —1)2 pj + (e —1)2 p7]

Ct =

Note that ¢; is a predictable process as required. Moreover, Condition (i¢) of
Theorem 1 is verified, since \, is bounded and

/\cu|2d<MS >, < /)\ du < 400 P-a.s..

Condition (#47) of Theorem 1 is trivially satisfied if ¢ is not a jump time of Y,
recalling (7) and Remark 1. Otherwise, if ¢ is a jump time of Y, (44) becomes
(em® —1) pi + (7™ 1) pf
St_(enl(t) — ]_)2 p% + (6*7’/2(” — ]_)2

S (€MD = D1y, _y, sy + (70 — 1)1{yﬁyt,<o}} <1,

that is always verified.

t
Summing up, L£; := & (—/ Cy de) is a (P, F;)-strictly positive local
0
martingale. Setting
t
M; = —/ Cu dM,f
0

the martingale M, has the structure given in (10), with

L

=0, gr=—¢S_ ("D 1),  GZ=—¢ S_ (e™® _1). (18)

Proposition 3. The probability measure P is equivalent to P. It is a risk-
neutral measure and coincides with the minimal martingale measure. Further-
more P preserves the Markovianity.

Proof. For a real constant K > 0, depending on 7 and 7,

9t| v |97] < K, (19)
and, for all ¢t > 0, Zt, the solution to
t
Ct—1+/ Ls_dMg =

—1—|—/ L, ag: le Aspl ds] /135_5 [de—)\spg ds|
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is a strictly positive supermartingale, [1], [6]. Consequently, [2], IE [Et] =1, since
t t t R
B [/ Lo [ Asp! ds+/ Lo [32] Asp? ds} gKA/ E {Es_} ds < +o0.
0 0 0

The last claim is true because (15) is a conesquence of (18) and (13) follows by
(19) since

T T
E| > /0 (1+g5)\pidt gJEVO (W + MK)dt| <TAI+K) <400 O

i=0,1,2

Under 13, the generator of the Markov process (X,Y, Z) is then given by

~

LF(t,z,y,z2) = (20)

o ~ ~ ~
= aF(t,.T,y,Z) +L?F(t,x,y,z)JrL}F(t,x,y,z) +Lt2F(t7I7yaz)7

where, setting, for ¢ = 1,2,

X0(157Xt, Zi) = Xo(t, Xy, Z;) and }\\i(taXtht) =X (1+3}) pl,

we gAet
L?F(t7 x? y’ Z) = L?F(t7 x? y? Z) =

= Ao(t,fﬂ, Z) |:f(t,£l] + f(t,l’, Z)aya zZ+ ektg(taxa Z)) - f(trz'aya Z)]

and
LéF(t,Z‘,y,Z) = Ai(taxwz)'

. [F (t,m + &ty 2),y + (=1) " tni(t), 2 + ek'tg(t,x,z)) - F(tx,y,z)} .

5 Pricing

Let us consider a European contingent claim with maturity 1" whose payoff is
given by H(St), referred to as the option and such that is a random variable
belonging to £2(£2, F, P). From now on the exogenous process X is assumed to
be unobserved by the market agents, hence this section deals with the problem
of pricing, that is to determine the value of the payoff at each time ¢ € [0,7] in
order to avoid arbitrage opportunities, in a partially observed model.

Let us define the price of the claim as the expectation conditioned to the
observations, under a suitable martingale measure. As suggested by the con-
siderations developed in [16], here the minimal martingale measure is chosen.
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In order to compute IE'IS[H(ST)LEY] = ZE’IS[EIS[H(ST)|F,5]|]:,}/], since P
preserves the Markovianity of the process (X,Y, Z), there exists a measurable
function h(t,z,y, z) such that

E"[H(Sr)|F] = h(t, Xi, Vi, Z4), (21)
where h solves the system

Th(ti,y2) = Dhta,y,2) + Loty y,2) = 0
W(T 2y, 2) = H(Soc").

Next proposition shows that the latter is a linear system with final data
which can be solved by classical recursive methods.

Proposition 4. Assuming that H(-) < H, the problem (22) admits a unique
measurable bounded solution which is absolutely continuous with respect to t.
Then, for any (x,y, z) and for a.a. t there exists %h(t,x,y,z) and is bounded.

Proof. Let
O[(t7 &€, Z) = l)‘\O(tv €, Z) + Xl(t, x, Z) + 3\\2(751 &€, Z) =
= Xo(t,x,2) + Xe(t, 2) L+ G (1,2, 2))p' (t, 2, 2) +
et 2) 1+ G°(t, 2y, 2))p* (L, 2, 2)
and
G(t,z,y,2,h) = Xo(t,m,z)

h (t7x + §(t7x7 2)797 z+ ektg(t7x7 Z)) +
+X1(t,x7z)
)

(t,l' + g(t,l’,Z),y + 771(t7$72)7z + ektg(tamaz)) +

h
+X2(t,x72 h (t,x +&(tx, 2),y —n2(t,z, 2), 2 + ekt§(t,x,z)) ,

substituting (22) can be written as

O hlt,y.2) — alt, 7, (e, 2,y,2) + Gty 2,5) =0
' (23)

h(Ta z,y, Z) = H(Soey)

Consequently, (23) is equivalent to

T
h(t,z,y,z) = H(Soe¥) exp {—/t a(u,x,z)du} + (24)

T s
+/ G(s,z,y,z,h) exp{—/ a(u,x,z)du} ds,
t t

since, differentiating both sides of (24) with respect to ¢, one can obtain an
equation that, joint with (24) reproduces (23).
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The equation (24) has a unique bounded solution. In fact, if hq, ho are two
bounded solutions, setting

Ap(t) = sup |hi(t,2,y,2) — ho(t, 2, y, 2)|

z,Y,2

and recalling (19), we get that

T T
Ap(t) < / a(s,z,2)Ap(s) ds < A3+ 2K)/ Ap(s) ds
t t
and the assertion follows by a slight modification of the Gronwall Lemma.

Finally, the existence of a bounded solution absolutely continuous with re-
spect to t is obtained by a classical recursive method. Defining, recursively,

T T s
ho(t,z,y,z) = H(Spe¥) e /. a(s’x’z)ds—i—/ H(Spe?) e J7 etz 2y a(s,z,z) ds
t
and, for j > 0,

T
«

T s
hjyi(t,x,y,z) = H(Spe¥) e~ J: (u’I’Z)dqu/ G(s,2,y,2,h;) e J et o
t

then
|hi —ho|| <TAH (3+2K)[2+TA (3+2K)]
and
A (3+2K) ,
hpealt,2) — byt 2] < T (@i — o <
AN (34 2K)
< (J,) 7 |[h1 = hol|

and the conclusion by standard arguments. a

Thus, the pricing problem reduces to a filtering problem, i.e. the computation
of R R
BY[H(Sr)|F] = EY[h(t, X, Y. Z0)| F ],

and one can deal with this problem by the classical innovation method.

The conditional law of the process (X, Z,Y), given the o-algebra F = FY
is characterized by introducing the filter, which is the cadlag version of this
conditional law. R

For any bounded measurable F, the filter, 7,(F) = ET[F(t, Xy, Zs, Y1) |FY ],
satisfies a stochastic differential equation known as the Kushner-Stratonovich
equation [2]. Following a procedure analogous to that presented in [13], the
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filtering equation is written down and strong uniqueness of its solutions is proven.

Recall that N, := N}! + N2 and that the process Y; can be represented as

t t
Yt:/ () dN&—/ na(u) dN
0 0

then F) = FN' v FN".
The main result of this section is given by Theorem 2 below.

Theorem 2. The (Ig,ft)—intensity of N, is given by the process
No=N(t X, Zi),  i=1,2.

For any bounded measurable function F defined on X x IR x Z, the Kushner-
Stratonovich equation can be written as

e (F) 7T0(F)+/Ot7r
3 [ e (o) L) (e (Rs0) )

i=1,2

»
/N

LF(s,- Y, -)) ds + (25)

where
Wl (F) =ms_ (N, ) F) = moe (Ni(8, -, ))ms— (F) + s (LLF (s, -, Y, ),

and at = %1{a>0}. Moreover, the filtering equation has a unique strong
solution.

Proof. The first claim is obtained by taking into account the joint dynamics of
X4, Y:, Z; given in (20).

By applying the classical innovation method as described in [2] the Kushner-
Stratonovich equation is written down. In particular, the last term in ¥!_(F),
which arises when common jump times between the state and the observations
are allowed, is related with < F(X,Y,Z), N® >;,i=1,2.

As far as the strong uniqueness of the solutions of (25), observe that at any
jump time t = ’7' , the filter is uniquely determined by the knowledge of m;_. In
fact, for Y; — Yt, > 0, m—(A1(t,+,))#0, or for ¥z —Y;— <0, m—(A2(t,-,-))#0,
and

m(F) = m—(F) +
e (M5, )) WL () Dy, oy, w0y + mae (N, ) 02 (F) Iy, oy, <oy =
= mo- (Mas, )F+E1F(57'7Ys—"))ll{y Y,_>0} T

71'3_()\1( s, ,-)) o
ﬂs—(/)\\z )F + L2F (s, Y, "))

Ts— (/\2( ))

Tiv, —v,_<0}-
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For t € [7), 7Y, ), the behaviour of the filter is defined by the equation
t
T (F) = oy (F) + /Y{ws(L‘;F) + s (A(s, ))ms (F) = ms(A(s, ) F) s, (26)
Tk

where N
At Xe, Ze) = M, Zo—) [L+G; i + 37 p7]

For any two solutions 7} and 77 of (26), such that 7!, (F') = 72, (F), there exists
k

a suitable positive constant C' depending on ||F|| = sup, , , . |F(t,z,y, )|, such
that

t
I (F) — n2(F)| < C / Il — 2| ds,
e

where ||-|| denotes the bounded variation norm of the signed measure 7! —72. The
last inequality guarantees uniqueness for ¢ € [lel ,7'13/ +1) since (26) is Lipschitz
with respect to the bounded variation norm and the thesis follows by induction.

O

Finally a representation for the filter via a classical linearized method can
be performed, as for example in [13], showing that the computation of the filter
between two consecutive jump times can be reduced to the evaluation of an
ordinary expectation.

More precisely, for t € [le/ , 7',3/ +1),

t
F;,.. {F(Xt.Zt) exp{—/ Mu, Xy, Zy) du}]

v (da, dz)

— Y
S_Tk

XXZ

Tt F) = 7
FEs, . {exp {—/ X(u,XU,Zu) duH
XXZ s

where P; , . denotes the law of the process (X, Z), whose dynamics is defined by
the operator LY with initial condition (s, x, z). Technical details on this procedure
can be found in [13] and references therein.

Ty (dz,dz)

— Y
S=Ty,

6 Conclusions

This paper studies a financial model in which the asset prices have a jump
behavior depending on an exogenous stochastic factor, supposed unobservable.
The market is incomplete and an infinite number of risk-neutral measures may
exist.

The contribution of this paper is twofold. First aim is the characterization of
the equivalent martingale measures and in particular of the minimal martingale
measure. Then, given an European contingent claim, the value of the payoff at



Option pricing for a partially observed pure jump price process 35

each time is determined in order to avoid arbitrage opportunities, under the
minimal martingale measure.

The first aim requires a change of probability measure obtained by a Girsanov
type change of measure. This procedure characterizes the class of the risk-neutral
measures.

The dynamics of the price process guarantee that this class is not empty. By
Proposition 2 in [20], the minimal martingale measure is given and in our setting
we get an explicit expression of it.

For the second aim, following the existing literature, the problem reduces
to evaluate the expectation conditioned to the observations, under a suitable
martingale measure, which is chosen to be the minimal martingale measure.
This bring us to a filtering problem for which an explicit solution is given.
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