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1. Introduction

In financial mathematics there are two main approaches to the calculation of option prices. Either the price of an option
is viewed as a risk-neutral expected value, or it is obtained by solving the Black-Scholes partial differential equation. The
connection between these approaches is furnished by the classical Feynman-Kac theorem, which states that a classical
solution to a linear parabolic PDE has a stochastic representation in terms of an expected value. In the standard Black-
Scholes model, a standard logarithmic change of variables transforms the Black-Scholes equation into an equation with
constant coefficients. Since such an equation is covered by standard PDE theory, the existence of a unique classical solution
is guaranteed. Consequently, the option price given by the risk-neutral expected value is the unique classical solution to the
Black-Scholes equation. However, in many situations outside the standard Black-Scholes setting, the pricing equation has
degenerate, or too fast growing, coefficients and standard PDE theory does not apply. Examples include

i) local volatility models with an unbounded volatility for small stock values such as the CEV-model,
ii) one-factor models for the short rate where the volatility is non-Lipschitz at 0 such as the CIR-model,
iii) models for bubbles such as the CEV-model with unbounded volatility at infinity, and
iv) stochastic volatility models such as the Heston model.

In these cases, the existence of solutions to the pricing PDE does not follow from classical theory. Instead, additional analysis
is needed if one wants to prove the correspondence between the stochastic representation and the pricing PDE. A treatment
of these problems when the boundary of the state space is not hit can be found in [12]. In the setting of that article bound-
ary conditions are mathematically redundant, and are therefore not discussed. However, the knowledge of the boundary
behaviour is crucial when using numerical methods to calculate option prices even if these conditions are redundant from
a strict mathematical point of view. Indeed, in [5], boundary conditions for several pricing PDEs are discussed. That refer-
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ence even has a section entitled “The thorny issue of boundary conditions” for equations of the type under consideration
in this article. Furthermore, in many cases of practical importance, the boundary of the state space is reached with positive
probability, and boundary conditions are then both theoretically needed and numerically useful. To simplify the terminology,
we will speak of boundary conditions rather than boundary behaviour, even when these are redundant from a mathematical
viewpoint.

Existing literature has treated boundary conditions for the pricing equations in cases i)-iii) above. Indeed, in [15], the
connection between the option price given as a risk-neutral expected value and the corresponding Black-Scholes equation
is made precise for options on several underlying assets in a local volatility model with absorbing boundary conditions. In
particular, it is shown that the option price is the unique classical solution to the Black-Scholes equation with boundary
conditions given by a certain iterative procedure. A similar study is performed for the term structure equation in [7] and
[6]. It is shown that the option price in a one-factor model for the short rate r is the unique classical solution to the
corresponding pricing equation with boundary conditions given by formally plugging r = 0 into the equation. Recently,
in [8], the authors studied the one-dimensional Black-Scholes equation in local volatility models with unbounded volatilities
at infinity, i.e the kind of models that have been suggested for the modeling of bubbles, see [4,14,16,17]. In that case,
uniqueness of solutions is lost for general contracts, but it is shown that the stochastic representation formula is the unique
solution to the Black-Scholes PDE in the class of contracts of strictly sublinear growth.

The purpose of the present paper is to provide the precise connection between the risk-neutral expected value and
the pricing PDE with appropriate boundary conditions for stochastic volatility models, thus extending the one-dimensional
results in [7] to a setting with two spatial dimensions. Mathematically, the main difficulty is to study the behaviour of
the option price for vanishing values of the volatility parameter, and to show that the option price given by the stochastic
representation indeed satisfies the stated boundary conditions. Our treatment does not distinguish between models where
the boundary of the state space is hit and models where the boundary is not hit. There is therefore no single change of
variables that transforms the equation to a parabolic equation in standard form. Using our approach, we obtain boundary
conditions that are applicable for all models.

Although there is an extensive literature on equations with degenerating coefficients, compare the classical reference [20],
not even C! regularity of the pricing function is available in the generality that is needed here. In fact, in an example in [14]
a term structure equation with degenerating coefficients is considered, similar to the equations studied here. Two different
solutions to the equation are provided, one of which is bounded and continuous but fails to be continuously differentiable
up to the boundary, whereas the second solution satisfies the appropriate boundary conditions. The authors consider these
different solutions as alternative prices. We, however, take the point of view that only the solution corresponding to the
stochastic representation is the actual price and our boundary conditions single out the stochastic representation among all
possible solutions to the pricing PDE.

In addition to the complications at the boundary at which the volatility parameter vanishes, the pricing equation in
stochastic volatility models falls outside the standard classes of parabolic equations since the volatility of the stock price is
unbounded. Indeed, the instantaneous variance is now an underlying state variable, so the diffusion coefficients grow faster
than quadratically at infinity. This situation resembles the one with bubbles treated in [8], and uniqueness of solutions may
be lost for general contracts. We specify classes of functions for which uniqueness of solutions are proven using maximum
principle arguments.

The remainder of the paper is organised as follows. In Section 2 we introduce the model and present our main theorem
that states that the option price, given as the risk-neutral expected value of the terminal pay-off, is a classical solution
to the corresponding pricing PDE. This result is proved in detail in Sections 3-5 using a mix of analytic and probabilistic
arguments. Finally, in Section 6, uniqueness results for the pricing PDE are provided.

2. Stochastic volatility models and the main result

We assume that the stock price process X is specified under the pricing measure as

dXe =YX dWy, (1)
where the variance process Y satisfies
dY: =B(Yp)dt + o (Yy)dW,. (2)

Here W, and W, are two standard Brownian motions with constant correlation p € (—1,1), and g and o are given
functions specified so that Y remains non-negative at all times, compare Hypothesis 2.1 below. Given a pay-off function
g :[0,00) — R, the price at time t of a European option that at time T pays g(Xt) is u(X;, Y¢, t), where

u(x, y,t) = Ex y.[g(X)]. 3)

In (3), the subindices indicate that the processes X and Y should be started at time t at the values x and y, respectively.
The corresponding Black-Scholes equation is given by

ur+Lu=0 (4)
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where

32 N JZ(y) 82
axdy 2 9y?
with terminal condition u(x, y, T) = g(x). Throughout the article, the following hypothesis is assumed to hold unless other-
wise stated.

1,82 9
L=—yx*— —
SVX g T PO (VX +ﬂ(y)ay,

Hypothesis 2.1. The drift satisfies 8 € C1([0, 00)) with a Holder (ct) continuous derivative for some «, and B(0) > 0. The volatility
o : [0, 00) — [0, o0) satisfies o (0) = 0 and o (y) > 0 for all y > 0, and the function o2 (y) is continuously differentiable on [0, 00)
with a Hélder (o) continuous derivative. The growth condition

B[ +o) <C+y) (5)
holds for all y > 0, where C is a constant. The pay-off function g is bounded and is twice continuously differentiable on [0, c0).
Moreover, xg' (x) and x2g” (x) are bounded.

Remark. Note that the conditions on 8 and o guarantee a unique strong solution to (2), see Section IX.3 in [21]. This
solution stays non-negative automatically, i.e. there is no need to specify any boundary behaviour of Y at the boundary
y = 0. Moreover, the stock price process in (1) has the explicit solution

T

1
XT =xexpi—§/

t

T
sts+/\/75dw1}. (6)
t

Thus
Xt =xHr, (7)
where Hy := exp{—% tT Ysds + jtT ' YsdW1} is independent of the initial state x.

Remark. For ease of exposition, the model is specified with a zero interest rate and with time-homogeneous coefficients g
and o. Generalisations to a deterministic interest rate and time-dependent coefficients are straightforward.

Definition 2.2. A continuous function v : [0,00)? x [0,T] — R is a classical solution to the pricing equation if v €
C221((0, 00)* x [0, T)) N CO11((0, 00) x [0, 00) x [0, T)), with

Vt(X, y7t) +‘Cv(xsyst) =0 if(X, yvt) € (0900)2 X [07 T)a

v(0,y,t)=g(0) for (y,t) € [0, 00) x [0, T],
ve(x,0,0) + B(0)vy(x,0,t) =0 for (x,t) € (0,00) x [0, T),
v(x,y,T)=g(x) for (x, y) € (0, c0)2.

Remark. In accordance with the discussion in the introduction, boundary conditions are included in the notion of a classical
solution regardless if the boundary can be hit or not. The boundary condition at x = 0 corresponds to the fact that if X; is
small, then also X7 is likely to be small, compare (7). The boundary condition at y =0 is obtained by formally plugging in
y =0 into (4). This boundary condition is also specified for the particular case of the Heston model in [13] and Chapter 22.4
in [5], but without further discussion under what conditions it holds.

We next present our main result concerning existence of solutions to the pricing equation.

Theorem 2.3. Assume that Hypothesis 2.1 holds. Then the option price u defined in (3) above is a classical solution to the pricing
equation.

Remark. Theorem 2.3 is formulated for a rather general setting covering most models for the volatility process Y that are
used in practice. Examples of commonly used models covered by Hypothesis 2.1 include the Heston model, in which the
variance process satisfies

dYy = (b —aYy)dt + o /Y dW,
(see [13]), and the ‘Garch diffusion model’ (see [18])
dYt = (b — aYt)dt +oY; sz,

where a, b and o are positive constants. Clearly, Hypothesis 2.1 also covers a whole range of other interesting models that
may lack the analytical tractability of the Heston model, but that can be treated numerically thanks to Theorem 2.3.
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The regularity condition imposed on the pay-off function g may seem restrictive. Note, however, that if Eq. (4) has
a regularising effect, then the methods below together with the Markov property would yield an extension of Theorem 2.3
to irregular pay-off functions. We believe that (4) should have a sufficient regularising effect if §(0) > 0. We also conjecture
that Theorem 2.3 holds for contracts of linear growth. However, the extension to irregular contracts and to contracts of
linear growth seem to entail many technical difficulties. Since the price of a linear contract can be approximated arbitrarily
well on compact sets with prices of bounded and regular contracts, this investigation is not carried out.

The proof of Theorem 2.3 is carried out in several steps in Sections 3-5 below.
3. Continuity and interior regularity
Proposition 3.1. The option price u(x, y, t) is continuous on [0, 00)2 x [0, T].

Proof. Note that by time-homogeneity, the dependence in u on time is only through the time T — t left to maturity. Let
(Xn, ¥n, Tn) be a sequence of points converging to (x, y, T) where the last coordinate denotes time left to maturity, and let
X" and Y™ be defined by

dX!' = /YTXPdWy,
XG =xn

and
dyf =g(Yf)dt + o (Y!)dWo,
Yo = ¥n,

respectively. Moreover, let X and Y be defined accordingly with Xo =x and Yy = y. It follows from Theorem 2.4 in [3] that

[ sup |vr-vif]->o0
0<I<T+8

as n — oo (here 8 > 0 is such that T, < T + §). Consequently,
—, Ta T Ty
</Yt"dt—/ytdt> }< [(/ —Ytdt> }4—25[(
-0 0 0

as n — oo. Similarly,

m

fro-

T

-, In T 2 Ty 2 T 2
E (f Ypdwt—f\/ﬁdwt> }gzs[([ﬁ-ﬁdm) }LzE[(f\/?tdwt) }
-0 0 0 Tn
Tn T
<2/E[}Yt"—Yt|]dt+2/E[Yt]dt—>0
0 Tn

as n — oo. In view of (6) above, it follows that X?n converges to Xt in probability. Thus Exn,yn,O[g(X?n)] — Exyolg(X1)] as
n — oo since g is bounded, so u is continuous. O

Proposition 3.2. The option price u is in C%%1((0, 00)? x [0, T)), and it satisfies u; + Lu = 0 at all points (x, y, t) € (0, 00)2 x [0, T).

Proof. The result follows from the continuity of u by a standard argument as shown below. Let (x, y,t) € (0, 00)? x [0, T),
and let R = (x1,%2) x (y1,Yy2) x (0, T) be a rectangle which contains (x, y,t). Since u is continuous by Proposition 3.1,
it follows from parabolic theory (see Theorem 6.3.6 on page 138 in [10]) that there is a unique solution f(x,y,t) to the
boundary value problem

fe+Lf=0 for(x,y,t)eR,

f=u for (x, y,t) € R,

where 9pR = R \ (X1, x2) x (y1,y2) x {0} is the parabolic boundary of R. The Ito formula shows that the process Zs =
f(Xs,Ys,s) is a martingale on [t, Tr), where

R =inf{s > t: (Xs,Ys,s) ¢ R}.



502 E. Ekstrém, J. Tysk / J. Math. Anal. Appl. 368 (2010) 498-507

Thus
fxy,t)=2= Ex,y,tZTArR = Ex,y,tu(XTArR» YTATp_? TATR)=uX,Yy,t)

by the strong Markov property. Consequently, u = f on R, so u is in C>%1(R) and satisfies u; + Lu =0 in R. Since the
initial point (x, y, t) was arbitrary, the result follows. 0O

The boundary conditions at t =T and x = 0 follow from the continuity of u. It therefore only remains to study the
boundary behaviour at y = 0. To do this, we first derive extra regularity of the value function at this boundary.

4. Regularity at the boundary y =0

In this section we use an approximation procedure to show that the derivative uy is continuous up to the boundary
y = 0. Note that the coefficients of X and Y are not differentiable with respect to the y-variable, so the theory for differen-
tiating stochastic flows is not directly applicable, see for example §8, Chapter 2, Part 2 in [11]. Instead, we take the approach
of first formally differentiating the pricing equation, which in fact has differentiable coefficients, and then we consider the
stochastic representation of the differentiated equation. This stochastic representation is finally shown to agree with the
derivative uy, see Proposition 4.2 below.

If one formally differentiates the pricing Eq. (4) with respect to y one obtains the equation

v+ Lv + %xzuxX =0, (8)
where
] 5 ? oty d 9
= ny Fy%) +p0(y) X3 > ay2 +pa(y)><— +ﬂ(y)— +8'(¥), 9)
. 9
y
and
. 1902
BY) =B+ Ea—(y)' (11)
y

Moreover, since the terminal condition for u does not depend on y, the terminal condition of the derivative should be 0.
We next define a function v to be the stochastic representation of Eq. (8) with terminal condition 0. More precisely, let X
and Y satisfy

d)A(t = p&(?t))A(t dt + \/;[)A(t dW]

and
d¥e = (Y dt + o (Ve) dWso, (12)
respectively, and define the function v : [0, c0)2 x [0, T] by
T
VX, y,0) = %Ex,y,t[/eﬁsﬂ’du)dukfuxx(ks, 95,s)ds:|. (13)

t

Here the indices indicate that X; = x and ¥, = y.
Remark. The pathwise uniqueness of solutions to (12) follows from [2] and Corollary 1X.3.4 in [21].
Proposition 4.1. The function v defined in (13) above is continuous on [0, 00)? x [0, T].

Proof. Using the notation of Eq. (7), we have
Xux(x, y,0) =x’E[H7g" (xH1)] = E[X7&"(X1)].

Since the function x2g” (x) is bounded by assumption, it follows that also x2ux(x, y, t) is bounded, and it is continuous by
a similar argument as in the proof of Proposition 3.1. As a consequence, the function

*,y,0) Ex,y,t[e‘/t ﬁ’(Yu)duXSZHXX(XS, f’s’ 5)]

is of a similar type as the option price u in (3), so continuity again follows by the same argument as before. O
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Proposition 4.2. We have uy, = v. Consequently, uy is continuous on (0, 0o) x [0, 00) x [0, T).

Proof. First let f, € C*°([0, c0)) be a smooth approximation of the function f(y)=.,/y such that 1/n < fa(y) <n, fu(y)
is increasing in y, fn2 is Lipschitz continuous uniformly in n, and such that f; — f uniformly on compacts as n — oo.
Moreover, let o, € C°°([0, c0)) be a smooth approximation of the function o (y) such that o,(y) <y for y €[0,1/n) and
on — o uniformly on compacts. Define Y", X" and u" by

dy{ = B(Y{) dt + on(Y]') dW3,
dX{ = fu(Y{) X} dWy

and
u"(x, y,t) = Exy.[2(X7)], (14)
respectively. Now consider the parabolic equation
w1, 232 "+p o frx " a%u" +a_§32u"+ﬂyzo
ot 2 o axdy 2 9y? dy ’ (15)

u"(x,y,T) =gX).

If one rewrites this equation in the logarithmic variables Inx and In y, then one obtains a uniformly parabolic equation with
smooth and bounded diffusion and drift coefficients. From standard parabolic theory it is known that such an equation has
a unique bounded classical solution (see Theorem 1.12 on page 25 and Theorem 1.16 on page 29 in [9]; boundedness of
the solution follows from maximum principle arguments), and it follows from the Feynman-Kac theorem that the unique
solution is given by u™ defined in (14). In addition, it follows from standard parabolic theory that u" € C°°((0, 00)? x [0, T))N
C221((0, 00)2 x [0, T]).

Moreover,

Ex,y,t[ sup |Y;1 — Ys|2] -0
se[t,T]

as n — oo by Theorem 2.5 in [3], so

T T T
Buye| [172r7) = v ds} < Ex,y,r[ [150rn) = g2 ds} + Ex,y.{ [1s2c - ds} ~0
=t t t

as n — oo since fn2 is Lipschitz continuous uniformly in n, and similarly

}—Exyt[flfn (Y7) = Vs’ ds}

Consequently, X7 — X7 in probability, so u"(x, y,t) — u(x, y, t) at all points (x, y,t) € (0, 00)2 x [0, T]. Therefore, by interior
Schauder estimates, u;(x, y,t) = uy(x, y, t) at all interior points.
Next, since u" is a smooth solution to (15), straightforward differentiation and standard estimates show that

Ex,yt ’/ fn Yn )dW1

n

au
VX, y.t) == — (X, y,t)
ay
is a bounded solution to

A 1
v+ LW+ Eyn(y)xzugx =0,

(16)
vi(x,y, T)=0
where
92 o2(y) 9
fn (y)x +pon(y)fn(y)x X3y +— 32 +pan(y)x +ﬂn(y)—+/3 ),
A 3 n n
Gn(y) = (0 (Jé)f (y))’
y

9 2

) = By )+—“—(y)

ay
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and
Afr )
ay

Eq. (16) is, after a logarithmic change of variables, covered by existing parabolic theory (see [9]) and has a unique bounded
classical solution. Thus the Feynman-Kac theorem applies, so v" has a stochastic representation

Ya(y) =

T
vix, y,t) = %Ex,y,t |: / ef[S B (Vi) du Vn (??)(k?)zuZx(kgv ?snv S) ds:|
t

for some processes X" and Y". Using the stability results of [3] and the same reasoning as in the proofs of Propositions 3.1
and 4.1, it follows that v, — v as n — oo for all points (x, y, t) € [0, 00)% x [0, T]. Consequently, uy =v at all interior points.
Since v is continuous up to the boundary y =0, it is easy to check that so is uy. O

5. Estimates of the second spatial derivatives

Since the function v defined in (13) is continuous by Proposition 4.1, it follows by the methods used in the proof of
Proposition 3.2 that v indeed solves the differentiated equation

N 1,
vt+£v+§x Uyy =0

on (0, 00) x (0, 00) x [0, T), where £ is as in (9). In this section we use a scaling argument to show that oz(y)vy(x, y,t)—>0
and o ,/yvx(x,y,t) > 0as y — 0.

Propesition 5.1. The function v = uy, satisfies

lim v, (x,y,.t) =0 17
(%,9,0)— (x0,0,0) y (.0 (17)

and

li y.H=0 18
<x,y,r>»m(}<o,o,ro>aﬁv"(xy ) (18)

forany to € [0, T) and any positive xo. Consequently, Proposition 4.2 gives that

li ouyy(x,y.t)=0 and lim o /Yuyy(x, y,t) =0.
00 YD (*.9,0— (x0.0,t0) VY%, . )

Remark. Note that Proposition 5.1 shows that the two terms %Uzuyy and po.,/yXuyy in the Black-Scholes equation (4)

approach zero close to the boundary y = 0. In addition to this, recall from the proof of Proposition 4.1 that the function
x%Uux(x, y,t) is bounded, so also the term %yxzuxx vanishes near y = 0. Consequently, it follows that

1~ ) st s ,t , ,t :0 19
(x,y,t)—lﬁo,o,ro)(ut(x Y.+ By, Ouy(x, y.0) (19)

Proof. Let {(Xn, yn,tn)}no; S (0, 00) x (0, 00) x [0, T) be a sequence of points converging to (xo, 0, to), where to € [0, T) and
Xo > 0. Define new coordinates (x, y, s) by letting x = k(x — xp), y =my and s =m(t —tp), where k and m are specified more
precisely below. Then the function w defined by

WX, y,5) =v(x,y,t)

satisfies

1_ ok Y\F _ k 1 ,(y . ok
Ws+§Y(X0+X/’<) WW;@-FPG - Y(Xo-I-X/k)ﬁny-l-EU - mWyy-i-Pa(J//m)(Xo-i-X/k)EWx

A 1
+,3(P/m)Wy+/3’(P/m)EW=0, (20)

where @ and B are as in (10) and (11), respectively. Now consider a box R = R" which contains the point (x,, ¥, tn), and
is such that m can be chosen so that

1<o?(y)ym<2
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in R. Since o2(y) by assumption is continuously differentiable up to the boundary, the region R in (X, ¥, s)-coordinates
does not collapse as n — oo, but it can rather be chosen to consist of a box of fixed size (the location of the box is not
necessarily fixed though). In this box, the coefficients of Eq. (20) satisfy

1<02(1>m<2, (21)
m
and
k2
1< yx5— <2 (22)
m

if k is chosen appropriately. Since w(x, ¥, s) = v(x, y, t) we have that w converges to the constant v(xg, 0, to) = uy(xo, 0, to)
uniformly on R as n — oo. Therefore, by interior Schauder estimates, wy tends to 0 as n — oo. Since

o2y y.t) =0’ <%>mWy(2, ¥.9),

and since 02(%)m is bounded on R, Eq. (17) follows. Similarly, to prove (18), interior estimates show that wj tends to 0
as n— oo, so

AW R S
G(Y)\/yvx(x’y’t)—U<m)\/;\/ﬁwx(xvy7s)_>0

by (21) and (22). O

To show that the boundary condition u¢ 4- fuy, = 0 also holds at the boundary, i.e. not merely in the limit as in (19), we
need to show that u(x,0,t) exists and that u(x,0,t) = —B(0)uy(x,0,t). Since uy is continuous up to the boundary, we
have

u(x,0,t+h)—u(x,0,t)
h
Cux, h% t+h) —ux, h?,t) + Oh?)
= lim
h—0 h
= lim uc(x, h%, ¢ + §) + O(h),

ur(x,0,t) = lim
h—0

for some & € (0,h) by the mean value theorem. Since u; approaches —pu, at the boundary, this finishes the proof of
Theorem 2.3.

6. Uniqueness results

In this section we discuss uniqueness results for the pricing equation in the case of pay-off functions of at most linear
growth. In fact, higher moments do not exist in general for these models, see [1], so superlinear contracts may have infinite
prices. One should note that some care needs to be taken since uniqueness does not hold even for general linear contracts,
compare [18] and the example below.

Example. Assume that the variance process is given by
dyt =0 Yt sz,

and that the correlation p is positive. Then the stock price X is a strict local martingale, see [22] or [19], so the price of the
stock option, i.e. the option to buy the stock itself, satisfies

ux,y,t) =Exy[X7] <X (23)

On the other hand, the function u = x is also a classical solution to the corresponding Black-Scholes equation, so there are
multiple solutions. (To be precise, the function u in (23) is not formally covered by Theorem 2.3 since the pay-off function
g(x) = x is unbounded. Nevertheless, this example strongly indicates that uniqueness is lost for linear contracts.)

Theorem 6.1. There is at most one classical solution to the pricing equation which is of strictly sublinear growth in x and polynomial
iny.
Remark. More explicitly, the growth assumption in Theorem 6.1 means that the solution v satisfies

lvx, y, 0| <C(1+x"¢+y™) (24)

for some constants C, m > 0 and € > 0. The boundedness of g and its derivatives assumed in Hypothesis 2.1 is not needed
for Theorem 6.1, but we rather assume the pay-off function to be continuous and of strictly sublinear growth.
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Proof. Assume that a function v is a classical solution to the pricing equation with g =0, and that v is of strictly sublinear
growth in x and polynomial growth in y. For simplicity, we reverse the time by a change of variable t - T —¢t, so v; = Lv
with an initial condition v(x, y,0) =0.

Let h(x, y) = (1 +x+ y™t1), where m is as in (24). In view of the growth condition (5), we can find a large constant M
so that

m(m-+1)
> T/

2

on (0, 00)2 x [0, T]. For € > 0, define the function v€ : [0, c0)? x [0, T] — R by

Mh a2(y)y™ ' +mp(y)y™ = Lh (25)

vEX, Y. t) =v(x, y,t) + eeMh(x, y).
Then
vE — LvE =eeM(Mh — L£h) > 0
at all interior points. Let
r={xy,0): vi(xy,t) <0},
and note that I" is a bounded set. Assume that I" # J, and define
to=inf{t > 0: (x, y,t) € I for some (x, y) €0, oo)z}.

Since I' is compact, there exists a point (xg, yo, to) with (xg, yo,to) € I, and by continuity it follows that v€ =0 at that
point. Therefore, ty > 0 and xg > 0. First assume that yo = 0. Then, by the definition of ty, we have

Vi (X0, Yo, to) <0
and
v, (X0, Yo, to) > 0.
Since B(0) is non-negative, it follows that
0> v{ (X0, Yo, to) — B(O) VS, (X0, Yo, to) = €eO(M + Mxo) > 0.

This contradiction shows that yo > 0, so (xg, yo,to) has to be an interior point. However, at such a point we have v§ <0,
va =0, vy, >0 and v;y > 0 since (xg, Yo, to) is a local minimum. Consequently,

0> vi — LvE =eeMo(Mh — Lh) > 0
by (25). This contradiction yields that I" = . Since € > 0 is arbitrary, it follows that v > 0. The same argument applied to

—v shows that v =0, which finishes the proof. O

Theorem 6.2. Assume that p < 0 or that o (y) < C(1 + yY) for all y and some constants C, y < 1/2. Then there is at most one
classical solution to the pricing equation in the class of functions that are at most linear in x and polynomial in y.

Proof. Assume that v is a classical solution to the pricing equation with terminal condition g = 0. Let h(x,y) =
(1 +xInx+ xy + y™t1), where m is large so that
v, y, ) <KD(1+x+y™)
for some D. It is straightforward to check that one can find a constant M large so that
Mh > Lh
at all interior points and
Mh > ghy

for y = 0. The proof can then be finished along the same lines as the proof above. O
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