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Abstract

We derive integral tests for the existence and absence of arbitrage in a financial market with
one risky asset which is either modeled as stochastic exponential of an [t6 process or a positive
diffusion with Markov switching. In particular, we derive conditions for the existence of the
minimal martingale measure. We also show that for Markov switching models the minimal
martingale measure preserves the independence of the noise and we study how the minimal
martingale measure can be modified to change the structure of the switching mechanism.
Our main mathematical tools are new criteria for the martingale and strict local martingale
property of certain stochastic exponentials.
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1 Introduction

The absence of arbitrage is of fundamental interest in many areas of financial mathematics.
Our goal is to provide a systematic discussion for a financial market with one risky asset
modeled via its discounted price process P = (P;);c[0,7], Which we assume to be either the
stochastic exponential of an It process, i.e. to have dynamics

dPt = P,(b,dt—}—atdW,), (11)
or to be a positive diffusion with Markov switching, i.e. to have dynamics
dPr =b(P;, §)dt + o (P, §)d Wi, (1.2)

where & = (&;):¢[0,7) is a continuous-time Markov chain and W = (W;);¢[0, 7] is a Brownian
motion.
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For semimartingale markets the classical concepts of no arbitrage are the notions of no free
lunch with vanishing risk (NFLVR) as defined by Delbaen and Schachermayer [15,16] and
no feasible free lunch with vanishing risk (NFFLVR) as defined by Sin [52]. The difference
between (NFLVR) and (NFFLVR) is captured by the concept of a financial bubble in the
sense of Cox and Hobson [9]. For our market it is well-known that (NFLVR) is equivalent
to the existence of an equivalent local martingale measure (ELMM), see [16], and that
(NFFLVR) is equivalent to the existence of an equivalent martingale measure (EMM), see
[6,52,55]. The no arbitrage condition used in the stochastic portfolio theory of Fernholz [22]
is no relative arbitrage (NRA). In complete markets Fernholz and Karatzas [21] showed that
(NRA) is equivalent to the existence of a strict martingale density (SMD). A weaker concept
is no unbounded profit with bounded risk (NUPBR), which is known to be equivalent to the
existence of a strict local martingale density (SLMD), see [7]. (NUPBR) is considered to be
the minimal notion needed for portfolio optimization, see [35].

The first findings of this article are integral tests for the existence and non-existence of
SMDs, ELMMs and EMMs. For (1.1) the tests are formulated in terms of Markovian upper
and lower bounds on the volatility coefficient o and for (1.2) the tests depend on x — o (x, j)
with j in the state space of the Markov chain &£. The main novelty of our results is that they
apply in the presence of multiple sources of risk. Beside the Markov switching framework,
this is for instance the case in diffusion models with a change point, which represents a
change of the economical situation caused for instance by a sudden adjustment in the interest
rates or a default of a major financial institution. In general, the question whether (NFLVR)
and/or (NFFLVR) hold for a model with a change point is difficult, see [24] for some results
in this direction. Our integral tests provide explicit criteria, which are easy to verify. For
many applications of the Markov switching model (1.2) it is important to know how the
change to an ELMM affects the dynamics of the Markov chain £. As a second contribution,
we study this question form a general perspective for independent sources of risk modeled
via martingale problems. In particular, we show that the minimal local martingale measure
(MLMM), see [25], preserves the independence and the laws of the sources of risk. To our
knowledge, this property has not been reported in the literature. A third contribution of this
article are integral tests for the martingale property of certain stochastic exponentials driven
by Itd processes or switching diffusions. These characterizations are our key tools to study
the absence of arbitrage.

We comment on related literature. For continuous semimartingale models the absence
of arbitrage has been studied by Criens [11], Delbaen and Shirakawa [17], Lyasoff [40] and
Mijatovi¢ and Urusov [43]. Criens, Delbaen and Shirakawa and Mijatovi¢ and Urusov proved
integral tests for the existence of SMDs, ELMMs and EMMs in diffusion frameworks. Our
results can be viewed as generalizations to an [td process or Markov switching framework. For
a model comparable to (1.1), Lyasoff proved that the existence of an ELMM is determined
by the equivalence of a probability measure to the Wiener measure. The structure of this
characterization is very different from our results. In Sect. 3.3 below we comment in more
detail on the results in [11,17,40,43]. The martingale property of stochastic exponentials is
under frequent investigation. At this point we mention the articles of Blanchet and Ruf [3],
Cheridito et al. [5], Criens [11] and Kallsen and Muhle-Karbe [34]. Criens used arguments
based on Lyapunov functions and contradictions to verify the martingale property of certain
stochastic exponential in a multi-dimensional diffusion setting. We transfer these techniques
to a general Itd process setting. Cheridito et al. and Kallsen and Muhle-Karbe related the
martingale property of a stochastic exponential to an explosion probability via a method
based on the concept of local uniqueness as defined in [30]. This technique traces back to
work of Jacod and Mémin [29] and Kabanov et al. [31,32]. We use a similar argument for the
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Markov switching setting. The main difficulties are the proofs of explosion criteria and local
uniqueness. Both approaches have a close relation to the work of Blanchet and Ruf, where
a tightness criterion for the martingale property of non-negative local martingales has been
proven. The connection between Lyapunov functions, explosion and tightness is for instance
explained in [12].

Let us also comment on consecutive problems and extensions of our results: In case the
discounted price process P is a positive [to process of the type

dP[ = b[dt +O'[dW[,

our results on the martingale property of stochastic exponentials can be used to obtain char-
acterizations for no arbitrage with a similar structure as for the model (1.2). Moreover, in
case P is the stochastic exponential of a diffusion with Markovian switching, i.e.

dPt = PtdS[,
dS; = b(St, &)dt + o (St, &)d Wy,

our martingale criteria yield conditions for no arbitrage with a similar structure as for (1.1).
It is also interesting to ask about multi-dimensional models. In this case, results in the spirit
of [11] can be proven by similar arguments as used in this article. However, the conditions
are rather complicated to formulate and space consuming. Therefore, we restrict ourselves
to the one-dimensional case.

The article is structured as follows. In Sect. 2 we give conditions for the martingale and
strict local martingale property of certain stochastic exponentials. In Sect. 3.1 we study the
model (1.1) and in Sect. 3.2 we study the model (1.2). In Sect. 4 we show that the MLMM
preserves independence and laws for sources of risk and we explain how the MLMM can
be modified to affect the law of an additional source of risk. The proofs are collected in the
remaining sections.

2 Martingale property of stochastic exponentials

Fix a finite time horizon 0 < T < oo and let (2, F, F, IP) be a complete filtered probability
space with right-continuous and complete filtration F = (F;);¢[0,7]. Moreover, fix a state
space [ £ (1, r) with —co <[ < r < 4o00.

In the following two sections we provide conditions for the martingale and strict local
martingale property of certain stochastic exponentials.

2.1 The general case

Assume that S = (S;)/¢[0,7] is an [-valued Itd process with deterministic initial value Sy € /
and dynamics

dSl = btdt + Ulth’

where W = (W;);c[0,7] is a one-dimensional Brownian motion and b = (b;);¢[0,7] and
o = (01)se0,1] are real-valued progressively measurable processes. It is implicit that b and
o are such that the integrals are well-defined, i.e. a.s.

T
/ (1bs] + af)ds < 00.
0
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We assume that A ® P-a.e. o # 0, which latter will correspond to the assumption that
we consider an asset price process with a non-vanishing volatility.
Let ¢ = (ct)eq0, 7] be a real-valued progressively measurable process such that a.s.

T
/ c?ds < 00,
0

and let N = (N;);¢[0,7] be a local martingale such that a.s. AN > —1 and [N, W] = 0. We
ask for conditions under which the non-negative local martingale

zég(NJr/O'cdeS), @.1)

is a true or a strict local martingale. Here, £ denotes the stochastic exponential. The structure
of Z is very important in mathematical finance, because Z is the prototype of a strict local
martingale density, see Lemma 3.2 below.

Leta,a: I — (0,00),u,u: I — Rand¢: [0, T] - R, be Borel functions such that

1 1 _
g+a+|u|+|ﬂ| eLlloc(l)’ ¢ GLI([O’ .

In case (f, g) is one of the pairs (u, a), (4, a), ... we set

x y y2 " 2f(z)d
u(f,9)x) = / exp ( - / 2f(z)dz)/ =P (fxo f(@)dz) dudy, xecl, (2.2)
X0 X0 X0 8(”)

where xo € I is fixed. Let [, \ [, r, / r be sequences such thatl < [, 41 <[, <rp, <
Tl < T.
The first main result of this section is the following:

Theorem 2.1 Assume the following:
(M1) The sequence
T, = inf(t € [0, T]: S & (p.r0)), n €N,

is a localizing sequence for Z, i.e. Z.,+, is a martingale for every n € N. We use the
convention that inf (%) £ oo.
M2) For A® P-a.a. (t,w) € [0,T] x 2

o} (@) < £(a(S; (@),
u(S;(@))a7 (@) < by (@) + ¢ (@)oy (@),
U(S1(@)0] (@) = by (@) + ¢ (@)0r ().
(M3) lim, » v(u, @) (x) = limy\y v(u, @)(x) = oo.
Then, Z is a martingale.
The proof of this theorem is given in Sect. 5.
Remark 2.2 (M3) is independent of the choice of xq, see [36, Problem 5.5.28].

Next, we provide a counterpart to Theorem 2.1. Let 7 be the set of all Borel functions
h: Ry — R, which are starting at zero, are strictly increasing and satisfy

&

d

/ 27Z:oo forall ¢ > 0,
0o h=(2)
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and let # be the set of all Borel functions x: Ry — R, which are starting at zero, are
strictly increasing and concave and satisfy

£ d
/—Z:oo forall ¢ > 0.
0 k(2)

In case (f, g) is one of the pairs (u, a), (u, a), ... we say that (f, g) satisfies the Yamada—
Watanabe (YW) conditions, if for every n € N there exist i, € 5 and k, € 2 such that
and for all x, y € [I,,, 1]

187(x) — g2 ()] < hn(lx — yI),
[g(xX) f(x) =g fMI = kn(lx — y).

The second main result of this section is the following:

Theorem 2.3 Assume one of the following conditions:

(SL1) The pair (u, a) satisfies the YW conditions, for A ® P-a.a. (t,w) € [0, T] x Q
a(8;(@) < o/ (@),

u(S:(@)07 (@) < bi(@) + ¢ ()0 (), &

and limy », v(u, a)(x) < 00.
(SL2) The pair (u, a) satisfies the YW conditions, for A ® P-a.a. (t,w) € [0, T] x Q

a(8:(@) = o (@),
U(8;(@)a} (@) = bi() + ¢ (@)or (@),
and lim\; v(u, a)(x) < oo.
Then, Z is a strict local martingale.

The proof of this theorem is given in Sect. 5. In Sect. 2.3 below we comment on the assump-
tions of Theorems 2.1 and 2.3 and related literature.

2.2 Markov switching case

In this section we consider a special case of the setting from Sect. 2.1 and assume that S is
a switching diffusion. Before we introduce the setting in detail, we clarify terminology: A
process is called a Feller—Markov chain if it is a Markov chain which is a Feller process in the
sense that the corresponding transition semigroup is a self-map on the space of continuous
functions vanishing at infinity. For conditions implying that a Markov chain is Feller-Markov
we refer to [2]. It is also important to stress that whenever we have fixed a filtration and a
Markov chain, we presume that the Markov chain is Markovian for the given filtration. All
non-explained terminology for Markov chains, such as irreducible, recurrent, etc., can be
found in [44].

We assume that S = (S;);¢[0,7] is an I-valued It6 process with deterministic initial value
So € I and dynamics

dS; = b(S;, &)dt + o (S, &)dW,, (2.4)
where W = (W;)i¢c(0,7] is a one-dimensional Brownian motion, § = (&)/¢c0,7] 15 a
continuous-time irreducible Feller—Markov chain with state space J £ {1,...,N},1 <
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N < o0, and deterministic initial value jo € J,andb: I x J — Rando: I x J — R\{0}
are Borel functions such that

1+1b(, j)I

o2, J)
It is implicit that the integrals in (2.4) are well-defined. We allow N = oo in which case
J = N. A process of the type (2.4) is called a switching diffusion and the elements of J are

called regimes.
Letc: I x J — R be a Borel function such that

€ Li.(I) foralljeJ. (2.5)

c(-, j)
U('v .])

Lemma 2.4 Almost surely fOT c2(Ss, &)ds < oo.

e L} (I) forall jeJ. (2.6)

Proof Set F £ {§s:5 € [0, T]}, m e mingepo,7] Ss and M e maxge[o,7] Ss. Using that
& only makes finitely many jumps in the finite time interval [0, T'], the occupation times
formula for continuous semimartingales and (2.6), we obtain a.s.

T T
2 _ c(Ss,&5)\2
/()C(Ss,és)dS—/o (—G(SS’&))d[S,S]S
('(SA’.])
d[s, S
<Z/ oSy, J) 5.5
@, )
_Z/ ;(i’ 2L§(x)dx

C(x J)
< max 2L3(y) Z/ "y J) “dx < oo,

where LS denotes the local time of S. The lemma is proven. O

We are interested in the martingale property of the non-negative local martingale

z2 5(/0 c(Ss, SS)dWS).

This definition coincides with (3.3) for the choices ¢ = ¢(S, &) and N = 0.
Before we state the main result of this section, we fix some notation. Because leoc
LIOC(I), (2.5) and (2.6) imply that

|b(7 J) +C(7 J)O(’ ,])l
o2(, J)

) C

€ Ll (D) forall j e J.

Thus, we can set

s 2(b+co)(z,j)

x ; 2ex ==l dr
v(x,j)é/ exp(—/y 72(b+60)(Z’J)dz) /y p(f @) )dsdy

0 0 Uz(Z,j) 0 Z(Ss ,])
for (x, j) € I x J and a fixed x¢ € 1.

We say that o satisfies the Engelbert—Schmidt (ES) conditions for j € J if one of the
following two conditions holds:
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(ES1) For every compactset K C I there are Borel functions f: K — [0,cc]and h: R —
[0, co] and a constant ¢ > 0 such that the following properties are satisfied:
; f 1
(1) o € L' (K).
(i1) For every neighborhood U of the origin

[

2 s
v h(y)

(iii) Forallx,x +y e K,y € (—c,c)

lo(x +y, j) — o, HDI* < FOORY).

(ES2) For every compact set K C [ there are Borel functions g: K — Rand 7: R —
[0, oo] and a constant ¢ > 0 such that the following properties are satisfied:

(i) g isincreasing.
(i1) For every neighborhood U of the origin

|
— =00
v h(y)

(iii) Forallx,x +y € K,y € (—c, ¢)\{0}

oG+ 3, ) — o, P = h(y)w.
(iv) infyeg o (x, j) > 0.

We say that the Markov chain & is recurrent if it is a recurrent Markov chain when extended
to the infinite time interval R .

The following theorem gives an almost complete answer to the question when Z is a true
or strict local martingale. A proof is given in Sect. 6.

Theorem 2.5 (i) Suppose that ¢ is bounded on compact subsets of I x J, that o satisfies the
ES conditions for all j € J and that

]llll V(X == hIIl vx, = OQ Jor all (S J. 2.;
1 }le’l, V4 s a mar ll’lgGZE.

(i) Assume that & is recurrent and that there exists a j € J such that o satisfies the ES
conditions for j and

lim v(x, j) < oo or limv(x, j) < oco. (2.8)
x/r XN\
Then, Z is a strict local martingale.

Remark 2.6 The proof of Theorem 2.5 (ii) is based on a contradiction argument. In case (2.8)
holds and Z is a martingale there exists an /-valued switching diffusion with an explosive
regime j. The recurrence of & simplifies the proof that this switching diffusion reaches the
regime j, which leads to a contradiction. In case the initial regime jo is already explosive, more
precisely if o satisfies the ES conditions for jo and limy », v(x, jo) < ooorlimy\; v(x, jo) <
00, the proof needs no change even without the assumption that £ is recurrent.

Noting that £ is recurrent in case N < 0o, we obtain the following:
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Corollary 2.7 Suppose that c is bounded on compact subsets of I x J, that o satisfies the ES
conditions for all j € J and that N < oo. Then, Z is a martingale if and only if (2.7) holds.

Proof If N < oo, the recurrence of & follows from [44, Theorems 1.5.6, 3.4.1]. Now, the
claim is due to Theorem 2.5. O

In financial applications, N can be interpreted as the number of states of the business cycle
and therefore N < o0 is a reasonable assumption.

2.3 Comments on related literature

The martingale property of non-negative local martingales is under frequent investigation.
We mention a few related works: A general semimartingale setting has been considered in
[13,27,30] and a diffusion and/or jump-diffusion setting has been studied in [5,34,39,43,50,
53].

To the best of our knowledge, for a general Itd6 process or Markov switching setting
Theorems 2.1, 2.3 and 2.5 are the first results which provide integral tests for the martingale
property of certain stochastic exponentials.

For the diffusion case

dS[ = b(Sj)dt + O'(Sz)dW[,

a complete characterization of the martingale property of the non-negative local martingale

7= 5(/0 c(SX)dWX>

has been proven in [43]. We stress that in [43] the diffusion S is allowed to explode, which
is a feature not included in our framework. Provided S is non-explosive, the main theorem
of [43] shows that Z is a martingale if and only if

lim v(u, 0?)(x) = lim v(u, %) (x) = o0,

x/r AN/
where u = hi# and v is defined as in (2.2). The same condition is implied by either
Theorems 2.1 and 2.3, or Corollary 2.7. For the strict local martingale property we require
that o satisfies the ES conditions, which are not imposed in [43].

The key idea underlying Theorems 2.1, 2.3 and 2.5 is a local change of measure combined
with either a Lyapunov-type argument (in case of Theorem 2.1), a comparison with one-
dimensional diffusions (in case of Theorem 2.3) or a local uniqueness property (in case of
Theorem 2.5).

The idea of using a local change of measure is not new. It has for instance been used in
[5,11,13,50,53]. The Lyapunov and comparison arguments were inspired by [11], where a
multi-dimensional diffusions has been studied. To use the ideas in our general setting, we
prove a new Lyapunov condition for It6 processes and we transport the comparison arguments
from a multi-dimensional diffusion setting to a one-dimensional It6 process framework, see
Sect. 5 below. The idea of relating local uniqueness to the martingale property of a stochastic
exponential traces back to [29,31,32]. More recently, the method was used in [5,11,34,53].
Although the terminology suggests the converse, local uniqueness is a strong version of
uniqueness in law. In the proof of Theorem 2.5 we deduce local uniqueness from pathwise
uniqueness by a Yamada—Watanabe-type argument.
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3 On the absence and existence of arbitrage

LetO0 < T < oobeafinite time horizon and let (€2, F, F, IP) be acomplete filtered probability
space with right-continuous and complete filtration F = (F;);¢[0,7]- We consider a financial
market consisting of one risky asset with discounted price process P = (P;)¢[0,1], Which is
assumed to be a positive continuous semimartingale with deterministic initial value.

Recall the following classical terminology: A probability measure Q is called an equivalent
(local) martingale measure (E(L)MM) if Q ~ IP and P is a (local) Q-martingale. A strictly
positive local IP-martingale Z = (Z;);¢[0,1] With Zo = 1 is called a strict (local) martingale
density (S(L)MD) if Z P is a (local) P-martingale.

In the following we study existence and non-existence of SMDs, ELMMs and EMMs in
case P is either the stochastic exponential of an [td process or a positive switching diffusion.
In case P is a positive Itd process or the stochastic exponential of a real-valued switching
diffusion similar results can be deduced from the martingale criteria in Sect. 2.

3.1 Stochastic exponential model
Suppose that P is the stochastic exponential of the real-valued Itd process S = (S;):¢[0,7]
with deterministic initial value Sop € R and dynamics

dSt :btd[+0[th, (31)

where W = (W;);¢[0,7] is a one-dimensional Brownian motion and b = (b;);¢[0,7] and
o = (01)ef0,1] are real-valued progressively measurable processes such that the stochastic
integrals in (3.1) are well-defined. We assume that A ® P-a.e. ¢ # 0, which corresponds to
the assumption that P has a non-vanishing volatility.

3.1.1 Absence of arbitrage
In the following we study when a SMD, ELMM or EMM exists. As a minimal condition

we assume that (NUPBR) holds. This is equivalent to the existence of a market price of risk
0 = (01):e(0,1], 1.€. a real-valued progressively measurable process such that a.s.

T
/ Gszds <00
0

A®P-ae.b—fo =0. (3.2)

and

We define the continuous local martingale

z2 5( - /0 Gdes). (3.3)

Integration by parts and (3.2) yield that
dZtPt = Z[P[(O't —Qt)dW,, (34)

which shows that Z P is a local martingale or, equivalently, that Z is a SLMD. We observe
the following:

(O1) If ZP is a martingale, then Z is a SMD by definition.
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(02) If Z is a martingale, we can define a probability measure @ by the Radon—Nikodym
derivative % £ Zr and Q is an ELMM by (3.4) and [30, Proposition I11.3.8].

(03) If ZP and Z are martingales, then @ as defined in (O2) is an EMM by [30, Proposition
I11.3.8].

In summary, to prove the existence of a SMD, ELMM and EMM we have to identify conditions
for the martingale property of ZP and Z. The following is the main result of this section:

Theorem 3.1 Suppose the following:
(L1) The sequence
T, =inf(t € [0, T]: |S;| > n), neN, (3.5)

is a localizing sequence for Z.
(L2) There are Borel functionsa: R — (0, 00) and ¢ : [0, T] — Ry such that

% € Line®). ¢ eL'((0, 7D,
and Utz(a)) < ¢(t)a(Si(w)) for A @ P-a.a. (t,w) € [0, T] x Q.
Then, Z is a martingale, Q defined by % £ Zr is an ELMM and
B=w+ /0 6,dt (3.6)
is a Q-Brownian motion such that

S =3 +/ o1dB;.
0

* dz

Proof We apply Theorem 2.1 with I £ R, 1, £ —n,r, = n and ¢ £ —6. Note that (L1)
equals (M1). Furthermore, set u(x) = #(x) = 0. Then, (L2) implies (M2), because (3.2)
implies A ® IP-a.e. b + co = 0. Finally, note that

/ioo exp ( - 2/x g(y)dy)dx = /ioo exp ( - Z/X E(y)dy)dx = +o0,

0 0 0 0

If in addition

then Q is an EMM and Z is a SMD.

which shows that (M3) holds due to [36, Problem 5.5.27]. We conclude that Z is a martingale
and that Q is an ELMM by (02).

Next, we assume that (3.7) holds. We apply Theorem 2.1 with I £ R, ],
and ¢ £ ¢ — 6 to show that the local martingale

zpP '
VA ?0 = 5(/(; (o5 — ey)dWY)

A A
= —n,rp=n

is a martingale. In this case, Q is an EMM and Z is a SMD by (O1) and (O3). By (L1), the
set {ZTayr, : ¥ stopping time} is uniformly integrable (see [30, Proposition 1.1.47]). Thus,
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P
SUP]E [Z;/Afnﬂ[Z;/Atn EK}]
Y
< elSol+n sup E]P[ZV/\Tn]l{Zyane“SO“"K}] — 0as K — oo,
Y

where the sup,, is meant to be the supremum over all stopping times y < T. Due to [30,
Proposition I.1.47], we conclude that (M1) holds for Z’. Note that (3.2) implies that A ® P-
a.e. b+ co = o2. Thus, we set u(x) = u(x) £ 1 and note that (L2) implies (M2) for Z’.
Using Fubini’s theorem and (3.7), we obtain that

eZu

o y
lim v(1,a)(x) :2/ eiQy/ ——dudy
x /100 X0 X0 a(u)
00 62” oo
= 2/ = / e dydu
X0 a() J,

_/oo du P
Sy aw)

/7ooexp<—2/xdy)dx:—oo,
X X

0 0

Because

[36, Problem 5.5.27] yields that lim\ —oo v(1, @)(x) = co. Hence, (M3) holds for Z'. We
conclude that Z’ is a martingale and the proof is complete. O

In our setting there might exist several ELMMs and it is an important question which ELMM
should be chosen for applications. The ELMM from Theorem 3.1 is the minimal local mar-
tingale measure (MLMM) as defined in [25].! For financial interpretations of the MLMM
we refer to [25] and for a general overview on possible applications we refer to [23]. In
Theorem 4.3 below we discover a new property of the MLMM: The MLMM preserves
independence and laws of sources of risk.

In the following paragraph we relate the assumptions (L1) and (L2) to so-called weakly
equivalent local martingale measures (WELMM) as introduced in [37]. We explain the con-
nection from a general point of view under the assumptions that 7 = Fr and that (NUPBR)
holds. With slight abuse of notation, let Z = (Z;);¢[0,7] be a SLMD with localizing sequence
(tn)nen- For every n € N we can define a probability measure Q" by the Radon—Nikodym
derivative % £ 77 A, - Itis easy to see that Q" is an ELMM for the stopped process P.z, .
In other words, for every n € N the notion (NFLVR) holds for all admissible strategies which
invest riskfree after 7,,. Roughly speaking, this observation suggests that (NFLVR) holds in
case we can take the limit n — 00. As explained in Section 2.4.2 of [37], Alaoglu’s theorem
yields that (Q"),en has an accumulation point Q for the weak™ topology on the dual of
L>°(Q2, F, IP), which is a finitely additive probability such that Q(A) = O forall A € F with
P(A) = 0, see the “Appendix” of [14]. We use the sans-serif typeface to highlight that Q is
not necessarily a probability measure, because it may fail to be countably additive. Note that
Q = Q" on F;, forevery n € N. Using this fact, it follows that forall A € F withQ(A) =0
we also have IP(A) = 0, which shows that Q and IP have the same null-sets. Indeed, if
A € F = Fris such that Q(A) = 0, we have A N {1, > T'} € F;, and consequently

Q"AN{t, >TH =QAN{r, > T} =0

I In [25] the MLMM has been called minimal martingale measure. Because we distinguish between ELMMs
and EMMs we adjust the terminology.
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for all n € N. This implies IP(A N {r, > T}) = 0 and, because PP-a.s. 7, /" coasn — oo,
we conclude that P(A) = 0. Following [37], we call Q a WELMM. The main difference
between WELMMs and ELMMs, and therefore between (NUPBR) and (NFLVR), is that a
WELMM is not necessarily a measure.

The idea of condition (L1) is to identify a WELMM, which, as explained above, is a
natural candidate for an ELMM. Assuming that (t,),en is given by (3.5) means controlling
the MPR via the size of the asset. This assumption is reasonable from a modeling perspective,
because, as explained by Lyasoff [40, p. 488], “excessively large expected instantaneous net
returns from risky securities entail excessively large demands for money (to invest in such
securities), which, in turn, means higher and higher interest rates, which, in turn, means lower
and lower market price of risk”. In the diffusion settings of Mijatovi¢ and Urusov [42], (L1)
is implied by the local integrability condition [42, Eq. 3.2] on the MPR, see [43, Lemma 6.3].

Condition (L2) takes care on the countable additivity of the candidate WELMM, which
corresponds to problems arising when n — oo. Indeed, Q is countably additive if and only if

limsupQ(z, > T) = limsup Q" (z, > T) =1, (3.8)

n—o00 n—oo
which is also the condition we check in the proof of Theorem 2.1. If Q is countably additive,
then (3.8) follows from the monotone convergence theorem and the fact that P-a.s. 7, / oo
asn — oo. Conversely, assume that (3.8) holds. Let (Ey)ren C F be a decreasing sequence
with (yen Ex = 9. Then, because Ey € F = Fr, we have E; N {t, > T} € F7,, which
yields that
limsupQ(Ex) < Q(r, <T)+limsupQ(Er N{t, > T})

k—00 k—00
=Q(t, <T)+1limsupQ"(ExN{z, > T})
k—00
=Q(r, < T) — 0 withn — oo.

Thus, Q is continuous at zero, which implies that it is countably additive.
3.1.2 Existence of a financial bubble

In Theorem 3.1 we gave conditions for the existence of an ELMM. In this section, we derive

a counterpart to (3.7), which implies the existence of a financial bubble in the sense of [9].
As we explain next, the question when no SMD exists is strongly connected to the question

when a non-negative local martingale is a strict local martingale. We recall the following:

Lemma3.2 If Z is a SLMD, then there exists a market price of risk 0 = (0;)se[0,7] and a
local martingale N = (N;);¢[0,T] Such that a.s. AN > —1, [N, W] =0 and

z=¢g(N- /O B.dW,). (3.9)

Proof See [51, Theorem 1]. O
In case Z is a SMD, (3.9) holds and

zpP = pg(N + /()'(as — 0)dW; ) (3.10)

is a martingale by definition. If this is not the case, we have a contradiction and no SMD

exists.
The following is the main result of this section:
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Theorem 3.3 Suppose there exists a Borel function a: R — (0, 00) such that (1, a) satisfies
the YW conditions (see Sect. 2.1 for this terminology), a(S;(w)) < 0,2(w) for A ® P-a.a.

(t,w) €10, T] x Q and
— . 1
/1 a(z) = GAD

Then, no SMD exists.

Proof We use Theorem 2.3 with / £ R and u £ 1 to show that Z P as defined in (3.10) is
a strict local martingale. Because 6 is a MPR, A ® IP-a.e. b + (o0 — 0)o = 02 = u(S)o2.
Furthermore, Fubini’s theorem and (3.11) yield that

lim v(1,a)(x) —/ooﬁ < 00
xoe Ty a)

Thus, the conditions from part (ii) of Theorem 2.3 hold and we conclude that Z P is a strict
local martingale. Consequently, as explained above, no SMD exists. O

The conditions (3.7) and (3.11) provide a test for the MLMM to be an EMM or not. In
a diffusion setting the conditions boil down to a single sufficient and necessary condition,
which is also given in [11, Proposition 5.2].

3.1.3 Example: diffusion models with a change point

Fontana et al. [24] study (NUPBR) and (NFLVR) for a model with a change point. The authors
are interested in the influence of filtrations, which represent different levels of information.
Under a weak form of the H’-hypothesis the model can be included into our framework.
More precisely, in this case S is of the form

dS; = pedt + (0D (t, SHLjy<ry + P (t, S)Li=r))d W,

where 7 is a stopping time. The coefficient o) is assumed to be positive, continuous and
Lipschitz continuous in the second variable uniformly in the first, see [24, Condition I].
Theorem 3.1 provides local conditions for (NFLVR). In particular, for the special cases
described in [24, Section 3.3], Theorem 3.1 yields that (NFLVR) always holds, because

e =1V, S)Ly<ey + 1@, SHLjr=r), (3.12)

where /L(i ) is locally bounded. This extends the observation from [24] that (NUPBR) holds
in these cases. Furthermore, if in addition to (3.12) fori =1, 2

(0D, 1)) < const. x, (1,x) €[0,T] x [1,00),

then even (NFFLVR) holds. The notion (NFFLVR) has not been studied in [24].

3.2 Diffusion model with Markov switching

In this section, we assume that P is a positive continuous semimartingale with deterministic
initial value Py € (0, oco) and dynamics

dP; = b(P;, &)dt + o (P, &)dW;,
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where W = (W;);c0,1) is a one-dimensional Brownian motion, & = (& )/c(0,7] 1S
a continuous-time irreducible Feller—Markov chain with state space J £ {1,...,N},
1 < N < oo, and deterministic initial value jo € J, and b: (0,00) x J — R and
o: (0,00) x J — R\{0} are Borel functions such that

14+ 16(, I
o2, )
We can interpret N as the number of all possible states of the business cycle. The assump-
tion of irreducibilily means that we exclude all states of the business cycle which are not
attainable from the initial state. We assume & to be a Feller process for technical reasons. In
case N < oo any Markov chain with values in J is a Feller process, because all real-valued
functions on J are continuous and vanishing at infinity. Due to Lemma A.1 in the “Appendix”,
the sources of risk & and W are independent. The lemma even shows that it is not possible
to model & and W as Markov processes for a superordinate filtration without their indepen-
dence. This observation gives a novel interpretation for the independence assumption, which
is typically interpreted as the price process being influenced by the business cycle and an
additional independent source of risk represented by the driving Brownian motion.

€ L. ((0, 00)) forall j € J.

3.2.1 Absence and existence of arbitrage

We impose the following two assumptions: The coefficient b is bounded on compact subsets
of (0,00) x J, o2 is bounded away from zero on compact subsets of (0, c0) x J and o
satisfies the ES conditions for all j € J, see Sect. 2.2 for this terminology.

We define

b(x, j)

0D E Ty

which is a Borel map bounded on compact subsets of (0, oo) x J. The process 6, £ 0(P;, &)
is a MPR. We define the continuous local martingale Z as in (3.3). Note that the observations
(O1) — (03) in Sect. 3.1 also hold in this setting. We call the E(L)MM @ with Radon—
Nikodym derivative % = Zt the minimal (local) martingale measure (M(L)MM). The
following theorem provides conditions for the existence of the M(L)MM and for Z to be a
SMD.

Theorem 3.4 (i) Assume that
! Z
/ ——~dz=00 forall jeJ. (3.13)
0 0z, )
Then, Z is a martingale and the probability measure @Q defined by the Radon—Nikodym

derivative % £ Zr is an ELMM. Moreover, B as defined in (3.6) is a Q-Brownian
motion such that

P=P0+/C7(Pta$t)d3t-
0
If in addition
*© z
/ fdz:oo forall jelJ, (3.14)
1 07z )

then Q is an EMM.
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(ii) If (3.14) holds, then Z is a SMD.

Proof The claim follows similar to the proof of Theorem 3.1 when Theorem 2.5 is used
instead of Theorem 2.1. O

Theorem 2.5 suggests that in case £ is recurrent, the conditions in Theorem 3.4 are sufficient
and necessary. The following theorem makes this precise.

Theorem 3.5 Suppose that & is recurrent.

(i) If there exists a j € J such that

1
z
— = dz < o0, (3.15)
/0 o2z, J)
then Z is a strict local martingale and the MLMM does not exist.
(i) If there exists a j € J such that

o0 z
_dz < oo, (3.16)
/1 a2(z, j)

then Z is no SMD. In particular, the MMM does not exist.

Proof The claim follows similar to the proof of Theorem 3.3 when Theorem 2.5 is used
instead of Theorem 2.3. O

Recalling that in case N < oo the Markov chain £ is recurrent, we obtain the following:
Corollary 3.6 Suppose that N < oo.

(a) The MLMM exists if and only if (3.13) holds.
(b) The MMM exists if and only if (3.13) and (3.14) hold.
(¢) Zisa SMD if and only if (3.14) holds.

With N = 1 we recover [42, Corollary 3.4, Theorems 3.6 and 3.11]. Corollary 3.6 means that
the M(L)MM exists if and only if the M(L)MM exists for all markets with fixed regimes. We
will see in the next section that in case one of the frozen markets allows arbitrage, it is not
possible to find a risk-neutral market in which the business cycle has Markovian dynamics.

3.2.2 Non-existence of structure preserving ELMMs and EMMs

Let Lp the set of all ELMMs Q such that & is an irreducible recurrent Feller—Markov chain
on (22, 7, F, Q) and let M, be the set of all EMMs in L. The main result of this section
is the following:

Theorem 3.7 (i) Suppose there exists a j € J such that (3.15) holds and o satisfies the ES
conditions for j. Then, Lg, = .

(i1) Suppose there exists a j € J such that (3.16) holds and o satisfies the ES conditions for
J. Then, Mg, = 0.

Proof The result follows from the contradiction argument used in the proof of Theorem 2.3,
where Theorem 6.1 has to be used instead of Theorem 5.3. ]

In Sect. 4 we show that an equivalent change to the MLMM does not affect the Markov chain
&. Thus, Theorem 3.7 generalizes Theorem 3.5.
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3.2.3 Example: Markov switching CEV model

We consider a version of the CEV model (see [10]) with Markov switching. Take 8: J —
(0, 00) and assume that

o(x, ) =xPD (x,)) €0, 00) x J.
Furthermore, assume that b: (0, co) x J — R is locally bounded such that
y Zb(Z.,j)dZ)

2b(z,j
foo /y exp(— fxy 12(’3(’]))611)61;(1); B /1 /1 exp(— fs 2280 dsdy = 0o
1 0 Jy

$2B() $2B0)

for all j € J. Then, the discounted asset price process P exists due to Theorem 6.1 below.
Let Z be defined as in (3.3) with 6, = g((?f ?t )) In case N < oo, Corollary 3.6 shows the
following:

(a) The MLMM exists if and only if 8(j) > 1 forall j € J.
(b) The MMM exists if and only if (j) = 1 forall j € J.
(¢) ZisaSMD if and only if B(j) < 1forall j € J.

3.3 Comments on related literature

For continuous semimartingale markets the existence and non-existence of SMDs, ELMMs
and EMMs has been studied in [11,17,40,43]. We comment on these works in more detail.

In [17,43] a one-dimensional diffusion framework has been considered. We discuss the
results from [43] and refer to [43, Remark 3.2] for comments on the relation between [17]
and [43]. In [43] it is assumed that the price process P = (P;)s¢[0,7] is a [0, 00)-valued
diffusion such that

dP; = b(P)dt +o(P)dW,;, Py e (0,00),
where b: (0, 00) - Rand o: (0, o0) — R\{0} are Borel functions satistying

1+ 16|
o2

€ Li.((0, 00)),

see also [36, Definition 5.5.20]. In the following we assume that P cannot explode to zero.
In [43] the notions (NFLVR) and (NFFLVR) are also studied in case P can explode to zero
and (NFLVR), (NFFLVR) and (NRA) are further studied for the infinite time horizon. For
the non-explosive case the results from [43] are as follows:

(a) (NFLVR) < g € leoc((O, 0)) and fol ﬁx)dx = 00, see [43, Corollary 3.4].

(b) gN;FLVR) &b el ((0,00)) and f; stndx = [ 5t5dx = 0o, see [43, Theorem

(c) If g € LIQOC((O, 00)), then (NRA) & floo ﬁdx = 00, see [43, Theorem 3.11].
Applying Corollary 3.14 with N = 1 shows versions of (a) — (c) under slightly more restric-
tive regularity assumptions on b and o. The novelty of Corollary 3.14 or more generally
Theorems 3.4 and 3.5 is their scope of application.

A multi-dimensional diffusion setting has been studied in [11]. We explain the one-
dimensional version: Assume that the price process P = (P;)se[0,7] is the stochastic
exponential of

dSt = b(S[)dt + U(S[)th,
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where b, o: R — R are locally bounded Borel functions such that o> is locally bounded
away from zero. In this setting, [11, Propositions 5.1] shows that (NFLVR) always holds
and [11, Proposition 5.2] implies that (NFFLVR) < (NRA) & floo 0‘212;) = 00. Under
slightly different regularity assumptions on b and o, the same observation follows from
Theorems 3.1 and 3.3. The novelty of Theorems 3.1 and 3.3 is that no diffusion structure
is needed. In particular, the coefficients b and o are allowed to depend on the path of S or
several sources of risk. In [11] the main interest lies in the multi-dimensional setting. We
stress that it is possible to extend our results to a multi-dimensional framework. The structure
of the conditions will be similar as in [11].
In [40] the price process P = (P;)c[0,1] is assumed to be the stochastic exponential of

dS; = —oa(t, S, X)6:dt +a(t, S, X)dW;,

where X = (X;):c[0,7] is a continuous process, o and 6 are suitable processes such that
the integrals are well-defined and A ® IP-a.e. @ # 0. The process X is called information
process. This setting is closely related to those from Sect. 3.1. Let % be the Wiener measure
and let v be the law of — fo Osds + W. The main result from [40] is the following: If a.s.

fOT Qszds < 00, then (NFLVR) & # ~ v, see [40, Proposition 2.3]. This result is very
different from ours, which are intended to give easy to verify conditions for a large class of
models.

4 Modifying minimal local martingale measures

In Sect. 3.2.1 we proved conditions for the existence of the minimal (local) martingale
measure in a Markov switching framework. We ask the following consecutive questions:

1. Does the MLMM change the dynamics of the Markov chain?
2. Is it possible to modify the MLMM such that the dynamics of the Markov chain are
changed in a tractable manner?

In this section we answer these questions from a general perspective under an independence
assumption, which holds in our Markov switching framework.

4.1 Martingale problems

To characterize additional sources of risk in our financial market, we introduce a martingale
problem.

Let J be a Polish space, define D(R ., J) to be the space of all cadlag functions R, — J
and D to be the o -field generated by the coordinate process X = (X;);>0,1.e. X;(w) = w(t)
forw € D(R4, J) and t € Ry. We equip D(R4, J) with the Skorokhod topology, which
renders it into a Polish space. It is well-known that D is the Borel o-field on D(R, J).
We refer to [20,30] for more details. Let D° £ (D?)i=0 be the filtration induced by X,
ie. DY £ 6(X,,s € [0,¢]), and let D £ (Dy)r=0 be its right-continuous version, i.e.
Dy £ (N,-, D forallt € Ry.

Let (B;)nen be an increasing sequence of nonempty open sets in J such that UneN B,=1J
and define

pn(w) Zinf (t € Ry: w(t) ¢ Byorw(t—) ¢ By), o€ DRy, J),neN. 4.1)
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Due to [20, Proposition 2.1.5], p, is a D?-stopping time and, due to [20, Problem 4.27],
pn /1 00 asn — oo. We will use the sequence (p,),en as a localizing sequence for test
martingales of our martingale problem. We fix this sequence, because for some arguments
we need a common localizing sequence consisting of D?-stopping times.

The input data for our martingale problem is the following:

(i) Aset A € C(J, R), where C(J, R) denotes the space of continuous functions J — R.
(i) AmapL: A — PMsuchthatforall f € A, e Ry andw € D(R4, J)

t
/ |Lf(w, s)|ds < 00,
0

where P M denotes the space of all D-progressively measurable processes.
(iii) An initial value jo € J.
(iv) A time horizon0 < T < oo.

We use the convention that in case T = oo the interval [0, T'] is identified with R .

Definition 4.1 (i) Let (27, 77, F?, IP?) be afiltered probability space with right-continuous
filtration F* = (F/)icl0,1], supporting a cadlag, adapted, J-valued process & =
(&1)ref0,11- We say that & is a solution process to the martingale problem (A, L, jo, T),
if for all f € A and n € N the process

N Apn(§)
MT" & f(Epp @) — f (&) — /0 Lf(&,s)ds (4.2)

is a martingale, IP°(§y = jo) = 1 and for all r € [0, T'] there exists a constant C =
C(f,n,1) > 0such that a.s. sup,cpo,,y IM{""| < C.

(i1) We say that the martingale problem has a solution if there exists a filtered probability
space which supports a solution process.

(iii)) We say that the martingale problem satisfies uniqueness if the laws (seen as Borel
probability measures on D(R, J)) of any two solution processes, possibly defined on
different filtered probability spaces, coincide.

(iv) If for all jo € J the martingale problem (A, L, jo, T) has a solution and satisfied
uniqueness, we call the martingale problem (A, L, T') well-posed.

Martingale problems were introduced by Stroock and Varadhan [54] in a diffusion setting.
Martingale problems for semimartingales were studied in [27] and Markovian martingale
problems with a Polish state space were studied in [20]. Our definition is unifying in the
sense that it deals with non-Markovian processes and a Polish state space. Most of the
conditions for existence and uniqueness given in [20,27,54] also apply to our setting.

Example 4.2 (Martingale problem for Markov chains) Suppose that J = {1, ..., N} with
1 < N < oco. We equip J with the discrete topology. Let & = (&/);>0 be a Feller—Markov
chain with initial value jo € J and Q-matrix Q. Due to [46, Theorem 5], the generator
(L,D(L)) of £is given by L = Q and D(L) = {f € Co(J): Of € Co(J)}, where
Co(J) denotes the space of all continuous functions J — R which are vanishing at infinity.
Due to Dynkin’s formula (see [47, Proposition VII.1.6]) the process & solves the martingale
problem (D (L), L, jo, 00) and, due to [38, Theorem 3.33], the martingale problem satisfies
uniqueness.

Conversely, in case £ is a solution process to the martingale problem (£, D(L), jo, 00),
where (£, D(L)) given as above is the generator of a Feller process, & is a Feller—Markov
chain with Q-matrix Q, see [20, Theorem 3.4.2] and [38, Theorem 3.33].
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4.2 How to modify the MLMM

Fix a finite time horizon 0 < T < oo and let (2, F, F, IP) be a complete filtered probability
space with right-continuous and complete filtration F = (F;);¢[0,7], Which supports a solu-
tion process & = (&/)s¢[0,7] to the martingale problem (A, L, jo, T). Let W = (W)s¢[0,7]
be a one-dimensional Brownian motion such that o (W;,t € [0, T]) and o (&, t € [0, T']) are
independent. We think of W and £ as two independent sources of risk influencing the market.
The independence assumption is satisfied when £ is a Feller—Markov chain, see Lemma A.1
in the “Appendix”.

In the following theorem we find a new property of the MLMM. To wit, we show that
the MLMM preserves the independence of the sources of risk and their laws. Because the
M(L)MM is often used for pricing, this observation is important for analytical and numerical
computations. We prove the following theorem in Sect. 7.

Theorem 4.3 Let ¢ = (c/)ief0,1] be a real-valued progressively measurable process such

that a.s.
T
/ cfds < 0
0

zée(/o'csdws), BéW—/O'chs.

Suppose further that Z is a martingale and that the martingale problem (A, L, jo, T) satisfies
uniqueness. Define Q by the Radon—Nikodym derivative Z% 2 Zr. Then, o(By,t €[0,T))
and o (&,t € [0, T]) are Q-independent, B is a Q-Brownian motion and & is a solution
process to the martingale problem (A, L, jo, T) on (2, F,F, Q).

and define

Let us outline an important consequence of Theorem 4.3: If the MLMM exists, then its density
is of the same type as Z in Theorem 4.3 and it follows that the joint law of the sources of
risk remains unchanged by an equivalent change to the MLMM. In particular, in the setting
of Sect. 2.2 this means that £ stays a Markov chain after a change to the MLMM.

We ask further whether it is possible to modify the MLMM such that the law of £ can be
affected in a tractable manner. An answer to this question is provided by the next theorem.
A proof can be found in Sect. 8.

Theorem 4.4 Let f € A be strictly positive and suppose that the process

&) _/“Lf@wwd s
(- e ) *3)

(1>

Z

is a martingale. Set
A*é{gGA:fgeA},
and
s L(f8) —gLf
f

Suppose that for every g € A* and n € N there exists a constant C = C(g, n) > 0 such that
a.s.

L*g

IAPn (8)

sup g@mﬁ»—g@»—/ L*g(&, 5)ds| < C.
t€[0,T] 0
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Define the probability measure Q by the Radon—Nikodym derivative Z% £ Zr. Then,
o(,t € [0,T]) and o (W;,t € [0, T]) are Q-independent, W is a Q-Brownian motion
and & is a solution process for the martingale problem (A*, L*, jo, T) on (2, F,F, Q).

Remark 4.5 (i) Forallw € D(R4, J)and g € A*

/oT (’%l + |L*<‘>’(“’vs)|)ds < 0,

because f and g are continuous and the set {w(¢): t € [0, T]} € J is relatively compact,
see [20, Problem 16, p. 152]. Consequently, Z and the martingale problem (A*, L*, jo, T)
are well-defined.

(i1) In view of [20, Corollary 2.3.3], the process (4.3) is always a local martingale by the
definition of the martingale problem.

We explain an application of Theorem 4.4: Suppose that the MLMM exists. Then, using the
change of measure described in Theorem 4.4, the MLMM can be changed further such that
the law of & gets affected as described in the theorem, while the local martingale property
of the price process is preserved. We stress that in this manner the MLMM induces a family
of ELMMs, which is often infinite. In a Markov switching framework with N < oo the
following proposition explains how the Q-matrix of the driving Feller—-Markov chain can be
changed.

Proposition 4.6 Suppose that J = {1, ..., N} with N < oo and
Lf(w,s) = 0f(w(s)), we DRy, J),s Ry,

for a Q-matrix Q = (qij)i jej and f € A £ RN. Let f € (0,00)N and A*, L* as in
Theorem 4.4. Then, A* = RN and

L*f(w.s) = Q" f(w(s)). feRY we DRy, J).seRy,
Jor Q* = (q}))i.jes with
s qij % i # ],
* L . . s
Y - Zk;&i ‘Iik';(T-;’ 1=
Proof See [45, Proposition 5.1]. O
A useful criterion for the martingale property of (4.3) is given by Theorem 4.9 below. We
consider it as an extension of results from [5,27,54]. In the following X = (X;);>0 denotes
the coordinate process on D(R, J).
Definition 4.7 A set A C A s called a determining set for the martingale problem (A, L, 00)

if for all jo € J a Borel probability measure . on D(R, J) is the law of a solution process
to the martingale problem (A, L, jo, oo) if and only if for all f € A and n € N the process

“APn
f(X.Apn)—f(Xo)—/O Lf(X,s)ds

is a u-martingale and u(Xo = jo) = 1.
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Example 4.8 (Determining set for Feller—-Markov chains) Let J, A and L be asin Example 4.2.
Note that

2{(f. 0f): f € A} C Cold) x Co(J).

Because C(J) equipped with the uniform metric is a separable metric space, G is a separable
metric space when equipped with the taxicap uniform metric. Hence, we find a countable set
A C A such that for each (f, g) € G there exists a sequence ( f),en C A with

Nl fi — flloo +11Qfn — &lloo = 0 asn — oo.

Due to [20, Proposition 4.3.1], Aisa determining set for the martingale problem (A, L, 00).

A proof for the following theorem can be found in Sect. 8.

Theorem 4.9 Let f, A* and L* be as in Theorem 4.4. Moreover, assume there exists a count-
able determining set for the martingale problem (A*, L*, 0c0) and that

L*g(&,1) = Kg(&), feA"1eRy,

where K maps A* into the space of Borel functions J — R. Finally, assume that the
martingale problem (A*, L*, 00) is well-posed and that (p, (§))nen is a localizing sequence
for the local martingale (4.3), see Remark 4.5. Then, the process (4.3) is a martingale.

Roughly speaking, this theorem shows that in Markovian settings we can modify the law of
& whenever the martingale problem (A*, L*, co) is well-posed.

Remark 4.10 The existence of a solution to the martingale problem (A*, L*, jo, T) is often
necessary for the martingale property of Z, see Theorem 4.4.

5 Proof of Theorems 2.1 and 2.3

The following section is divided into three parts. In the first part we prove Lyapunov-type
conditions for non-explosion of Itd processes, in the second part we prove non-existence
conditions for It6 processes and in the third part we deduce Theorems 2.1 and 2.3.

5.1 Criteria for non-explosion

In this section we pose ourselves into a version of the setting from Sect. 2.1. Let [ = (I, r) be
as in Sect. 2.1 and (2, F) be a measurable space which supports three real-valued processes
S = (Sp)ier0,71, b = (br)iejo,7] and o = (0y);¢[0,7- For every n € N we fix a probability
measure Q" and a right-continuous Q" -complete filtration F* = (F}');¢[0,77 on (2, F) such
that S, b and o are F”-progressively measurable. We set 7, as in Theorem 2.1, i.e.

7, =inf(r € [0, T]: S € (U, 70)),

where [, \( I, r, /' r are sequences such that! < [,41 < I, < r, < ry,41 < r. Moreover,
suppose that Q"-a.s.

dSt/\‘L’,, = bt]l{tfrn}dt + O’;]l{lg-[n}dwtn, S() € I,
where W" = (W/");c[0,7] is a Brownian motion on (2, 7, F", Q"). It is implicit that the

integrals are well-defined. We also assume that
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A® Q"-ae. 0 #0 forall n e N (5.1)

and we fix a Borel function ¢ : [0, T] — R, such that ¢ € L0, TY.

5.1.1 A Lyapunov criterion

In this section we give a Lyapunov-type condition for

lim sup Q" (7, = o0) = 1. (5.2)

n—oo

For f € C'(I, R) with locally absolutely continuous derivative, it is well-known that there
exists a A-null set N/ C I such that f has a second derivative f” on I\N/ . In this case, we
set

LEE S+ 51 (s (S)a>,

Theorem 5.1 LetV: I — (0, 00) be differentiable with locally absolutely continuous deriva-
tive such that

limsup V(I,) A V(rp) = 00. (5.3)

n—0o0
Suppose there exists a N-null set N C I such that

LV @) (@) LN (Si(@)) < E@) V(S (@)L (St (w))

5.4
forA®@ Q"-a.a. (t,w) €[0,T] x 2, neN.

Then, (5.2) holds.

Proof Let L® be the local time of the continuous Q"-semimartingale S. Az, The occupation
times formula yields that Q"-a.s.

T, AT o)
/ Ty (Sy)olds = 2/ Ty (X)L (x)dx =0,
0

—0o0

which implies that Q"-a.s A({t € [0,7, A T]: S; € N}) = 0. We will use this fact in the
following without further reference.
Set

U £ exp( - /O o £V (S ).

Using a generalized version of Itd’s formula (see [49, Lemma 1V.45.9]), we obtain that the
process

U +/- "exp(_/ é'(z)dz)({(s)V(Ss)_Ljv(s))ds
0 0

is a local @"-martingale. We deduce from (5.4) and the fact that non-negative local martin-
gales are supermartingales, that Q"-a.s.

U" < Q"-supermartingale starting at Uy = V (Sp).
W.Lo.g. we assume that Sy € (/1, r1). Note that for all n € N we have Q"-a.s. Sy, € {l,,, rn}

on {t, < T}. We conclude that for alln € N
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T
Q"5 = Tyexp (- fo £)ds) (V) A V() = B [U2 1, <7)]
<EY[u2] < V(o).

By (5.3) there exists a sequence (ny)keny C N with ny — oo as k — oo such that V([,,) A
V(ry,) > 0forall k € Nand limg_o V(I ) A V(1) = 00. We deduce from

T 1
0<Q"™(ty, <T) < V(S) exp(/0 C(S)ds)m
ni ng

that
lim Q" (v, <T)=0.
k—00

Because {1, < T}¢ = {1, = 0o}, we obtain

1 = lim Q" (t,, = o0) <limsup Q" (r, = 00) <1,
k— 00 n—o0o

which implies (5.2). The proof is complete. O

5.1.2 Anintegral test

Leta: I — (0,00) and u, u: I — R be Borel functions such that
1 — 1
= + lul + [u] € Ly (1).

Recall from Sect. 2 that in case (f, g) is one of the pairs (u, a), (u, a) we set

X y y 2 u 2 d
v(f,g)(x):/ exp<_/ 2f(z)dz)/ exp( [y, 2/ (@) Z)dudy, rel, (55
X0 X0 X0 g(u)

for a fixed xo € 1. The main result of this section is the following:
Theorem 5.2 Suppose that

limv (u,a) (x) = limv(u, a)(x) = oco. (5.6)
x/r Eawi

Moreover, for all n € N assume that for A @ Q"-a.a. (t,w) € [0, T] x Q
of (@) < C(OaA(S; (),
bi (@) < o} (@)u(S; (), (5.7)
bi(@) = 07 (@)u(S; ().

Then, (5.2) holds.

Proof Due to [36, Lemma 5.5.26], there are differentiable functions U; : [xg, r) — [1, 00)
and Us: (I, xo] — [1, co) with locally absolutely continuous derivatives and a A-null set
N’ C I such that U, is increasing, Us is decreasing, Ui(xg) = Ua(xg) = 1, U{(x9) =
Uj(xo) = 0, for all x € [xg, r)\N' and for all y € (I, xo]\N’

a() (U7 () +aU{(x)) = U1(x) and  a(y) (LUJ(») +uU5(»)) = U2 (y),
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1+v(@,a) <Upand 1 + v(u, a) < U;. We define

va Uy, on[xg,71),
Uz, on(l, xo],

which is a differentiable function with locally absolutely continuous derivative. In particular,
V' >0on|[xg,r), V' <0on (, xo], %V” +uV’'>0on (, xo]\N’ and %V” +uV’>0on
[x0, ¥)\N'. Furthermore,

il/'mr Vix) = )1(1{1‘11 V(x) = oo,
due to the assumEtion (5.6). Let N be the set of all (t, w) € [0, T] x L such that (5.7) holds.
For all (1, w) € N: S;(w) € [xg, r)\N’
LV (1)) = 302 @)V (Si(@)) + by (@) V' (S5 ()
< 07 (@) (3V" (S (@) +U(S; @)V (S (@)))
< t(OaSi (@) (3V"(Si(@)) + U (S (@) V'(S;(@))) = )V (S ().
In the same manner we see that for all (7, w) € N: S (w) € (I, xo]\N’
LV (@) (@) = LDV (Si(w).
We conclude that (5.4) holds for N = N’. The claim follows from Theorem 5.1. O

5.2 Criteria for non-existence

In this section we give a converse to Theorem 5.2. As in Sect. 2, let I = (I, r) with —oco <
|l <r<+ooandleta: I — (0,00) and u, u: I — R be Borel functions such that

1 _
i lu| + @] € Li.(I).

If (f, g) is one of the pairs (u, a), (u, a), we set v(f, g) asin (5.5).

Let 0 < T < oo, (2, F) be a measurable space with right-continuous filtration F =
(Ft)ieo,r) and so € I. Suppose that (€2, F, F) supports three progressively measurable
processes S = (St)ie0,71, b = (bt)icjo, 1) and 0 = (01):¢[0,7]- We define Z be the set of
all pairs (Q, B) consisting of a probability measure Q on (€2, F) and an (F, Q)-Brownian
motion B = (B;)¢[0,7] With the properties that S is Q-a.s. I-valued and

dSr :btdt-l-a,dB,, S() =50,
where it is implicit that the integrals are well-defined.

Theorem 5.3 (i) Suppose that the pair (u, a) satisfies the YW conditions (see Sect. 2.1 for
this terminology) and

lim v(u, a)(x) < oo.
x/'r
Then, there exists no pair (Q, B) € T such that for A ® Q-a.a. (t, w) € [0, T] x

a(S(w) < ol (w),

) (5.8)
u(Sy(w))o; (w) < by(w).
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(ii) Suppose that the pair (u, a) satisfies the YW conditions and

li u .
xlgll v(u,a)(x) < oo

Then, there exists no pair (Q, B) € T such that for A ® Q-a.a. (t, w) € [0, T] x Q

a(Si(w) < ol (w),

_ ) (5:9)
(S, (@)07 (@) = by ().

Proof (i). We use a comparison and contradiction argument as in the proof of [11, Theorem
4.1]. For contradiction, assume that (Q, B) € Z is such that (5.8) holds. W.l.o.g. we assume
that F is Q-complete. In the following we work on (2, F, F, Q). Because « is positive and
continuous and a.s

T
A({r € [0,T]: a(S;) > 0} =0, / olds < oo,
0

the function
oy
a(Ss)

ds

t
[0,T]9t|—>/
0

is a.s. finite, continuous and strictly increasing, which implies that the same holds for the
function
2

qbtéinf(se[O,T]:/Os Cdr=1). 1el0.T)

a(Sy)

see [47, pp. 179 — 180]. Furthermore, we have a.s. ¢; < t forall t € [0, T]. We redefine
¢; to be zero on the null sets where the previously mentioned properties fail. Because F is
complete, this modification of (¢;):c[0,7] is an increasing and continuous sequence of finite
stopping times.

Next, we set Fy £ (Fp)iero,71- The following lemma follows from [47, Proposi-
tions V.1.4, V.1.5].

Lemma 5.4 Suppose that (H;):c[0,1] is progressively measurable. Then, the time-changed
process (Hgp,)ie(0,1) 15 Fy-progressively measurable and a.s.

! % H.o?
/ Hy ds = f - S ds, tel0,T],
0 o a(S)

provided the integrals are well-defined. Moreover, the process By = (Bg,)ie[0,T] IS a contin-

uous local ¥y-martingale with a.s. [By, Byl = ¢, and if a.s. fOT H?2ds < oo then also a.s.
fOT qusdqbs < oo and a.s.

t ¢
/ Hy,dBy, = HidB;, te€l0,T].
0 0

We deduce from Lemma 5.4 that a.s.

A({t €10.T1: a(Sy,) > o4 oru(Se,)og, > by, })

ds = 0.

B / T Lia(5,)>02)0lu(S,)02 b5 05
0 a(Sy)
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We will use this observation in the following without further reference.
Applying Lemma 5.4 with

a(Sy)
H 2 7072[1[{"50}’ t €0, T,
t
yields that a.s.
S,
dg = 4 2¢’)dt. (5.10)
%,

Using again Lemma 5.4, we obtain that a.s. for all # € [0, T]
[ &
Sor =S¢y +/ byds +/ ogd By
0 0

t b S t
=50 +/ 74).\.2(2 ¢S)dS +/ 0¢,d By,
0 0

%,
12 b S t
:so+/ de/ a?(Sy,)dB.,
0 U¢,; 0
where
“0p.dB
B/ é/ ¢]s ¢’s .
0 a2 (Sy,)
Due to Lemma 5.4 and (5.10), we obtain that a.s. for all # € [0, T']
t Gq%
B', B’ :f “—d[Bg, B,
[ 1r ) a(Se) [By, Bpls

Consequently, B' is a continuous local F4-martingale with a.s. [B’, B']; =t fort € [0, T'],
i.e. an Fy-Brownian motion due to Lévy’s characterization. We summarize that

Sy, = Q(S(p,)b—d;dt +a?(S4)dBl. Sp = S0.
%o
Using a standard extension of (2, F, Fg, Q) we can extend (B;);¢[0,7] to a Brownian motion
(B}):=0, see, e.g., the proof of [47, Theorem V.1.7].

We will use the following terminology: When we say that (V;);> is a continuous [/, r]-
valued process we mean that all its paths are continuous in the [/, r]-topology and absorbed
in{l,r},i.e. that V; = V(v forallt > 7(V) £ inf(r € Ry : Vi ¢ I). This convention is in
line with [36, Definition 5.5.20].

Definition 5.5 Let u: I — R and v: I — R be Borel functions. We say that an SDE
dV; = w(Vydt +v(Yr)d B, (5.11)
where (B;");>0 is a one-dimensional Brownian motion, satisfies strong existence and unique-

ness up to explosion, if on any complete probability space (2, F°, IP?) with complete
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right-continuous filtration F° = (F7);>0, which supports a Brownian motion (B;);>0 and
an /-valued F§-measurable random variable v/, there exists a up to indistinguishability unique
adapted continuous [/, r]-valued process (V;);>¢ such that a.s.

VMG,, = ‘/f+/
0

tAO,

tAOp
w(Vy)ds +/ v(Vy)dB}, teRi,neN,
0

where
Qn N inf(t e R+: Vt ¢ (ln, rn))v neN.

It is implicit that the integrals are well-defined. The process (V;);>¢ is called the solution
process to (5.11) with driver (B} ):>0.

Due to [19, Remark 4.50 (2), Theorem 4.53], the SDE
v, = a(Vo)u(Vy)dt + a* (V,)d B! (5.12)

satisfies strong existence and uniqueness up to explosion.
Consequently, there exists a solution process (¥;);>0 to (5.12) with driver (B;});>0. The
following lemma is proven after the proof of Theorem 5.3 is complete.

Lemma 5.6 Almost surely Y; < Sy, forallt < T A t(Y).

Because (Y;),;>0 is regular due to [41, Proposition 2.2] and limy » v(u, a)(x) < oo, we
deduce from [41, Proposition 2.12] and [4, Theorem 1.1] that (¥;);¢[0,7] reaches r with
positive probability. Consequently, due to Lemma 5.6, (S;);¢[0,7] reaches r with positive
probability. This is a contradiction.

(ii). For contradiction, assume that (Q, B) € Z is such that (5.9) holds. By the same
arguments as in part (i), there exists a process (Y;);>¢ such that

dy, = a(Y)u(Y))dt +a? (Y,)dB,, Yo = s,

and a.s. Sy, < Y; forallt < T A 7(Y). Because limy\; v(u, a)(x) < oo, the process
(Y1)tepo,1] reaches [ with positive probability and again the pathwise ordering gives a con-
tradiction. O

Proof of Lemma 5.6 There are functions h,, € # and k, € # such thatforallx, y € [I,, ]

a?(x) —aZ(y)| < hy(lx — y).  la)ux) —a(u()| < knllx — y)).

We set
Pn £ inf(t € [0, T]: So, & (Unsrn) or Yy & (In, ).

Note that for all ¢ € (0, T'] we have

/Mpn dIY — Sy, ¥ — 551, /Mﬂn (a2 () —a2(5p))"  _ / =
0 12(Ys — Sg, D 0 R0 = Seh o '

Thus, [47, Lemma [X.3.3] implies that the local time of Y.»,, — Sy.,,, in the origin is a.s.
zero. We deduce from Tanaka’s formula that a.s.

INpPn
Yinp, — Sqaw,n)+ = / Liy,—s4,>00d(Ys — Sp,), 1t €[0,T].
0
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Taking expectation, using the martingale property of the Brownian part of Y., — S, and
Jensen’s inequality yields that for all ¢ € [0, T']

IApPn
EQ(Yinp, = Sp.) "] = B[ [0 1y, 55,01 (@(Yo)u(¥y) —atsp)” - % )as]

O,
INpn
<E9| / Ly, 5,01 [a(Fo (V) — a(Sp, (S, ds]
0

IA

I\pn
EQ[/ ]l{yS_S¢S>O}Kn(|Ys - S¢s|)ds:|

Finally, Bihari’s lemma (see [11, Lemma E.2]) yields that for all # € [0, T']

EQ [kn ((Ysnp, = Spynp ) D)]ds

Kn (YAAﬁn S¢s/\ﬂn )+])ds

EQ[(YZ‘/\;OH - S¢mpn )+] =0.

Consequently, due to the continuous paths of ¥ and Sy, the claim follows. O

5.3 Proof of Theorem 2.1

Because non-negative local martingales are supermartingales, Z is a martingale if and only if
EP[Zzr1=1. By (M1), we can define Q" by the Radon—Nikodym derivative % =ZTrz,-
We note that the assumption A ® P-a.e. 0 # 0 implies (5.1). Due to Girsanov’s theorem,
there exists a Q"-Brownian motion B" = (B}');¢[0,7] such that

dSint, = (b + c10) Ly <gydt + 041 (1<} d B}
The monotone convergence theorem yields that
EF[Zr] = limsup ¥ [ Z7 1 (7,0 |
n—o0

= limsup Q" (1, = 00).
n—oo

In view of (M2) and (M3), Theorem 5.2 yields that

lim sup Q" (t,, = 00) = 1.

n—o0o

Thus, EP[Z7] = 1 and the proof is complete. ]

5.4 Proof of Theorem 2.3

For contradiction, assume that (Z, ,),e[o 7] is a martingale. Define a probability measure Q by
the Radon—Nikodym derivative dQ =
motion B = (B;)¢[0,7] such that

Zr.By Girsanov’s theorem, there exists a Q-Brownian

dSt = (b[ + CtU[)dt + thB[.
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Consequently, in case (SL1) holds we obtain a contradiction to part (i) of Theorem 5.3 and
in case (SL2) holds we obtain a contradiction to part (ii) of Theorem 5.3. The proof is
complete. O

6 Proof of Theorem 2.5

The section is split into two parts: First, we prove existence, non-existence and local unique-
ness for switching diffusions and second, we deduce Theorem 2.5.

6.1 Existence and non-existence criteria

As in Sect. 2.2, let I = (I,r) with —o0 <[ < r < 4+ooand J = {l,..., N} with
1 < N < oo.Moreover,letu: I x J - Rando: I x J — R\{0} be Borel functions such
that

L+u, j) :
———F— € L, .(I) forall jeJ. 6.1
02(,]) loc( ) or a J ( )

We fix xo € I and set

2u(z, J)
x ) ; y 2exp([ 2 d7)
v(x, j) é/ exp <—/ M(Z’J)dz>/ X0 02@)) dsdy
X X X

0 0 02@ ) ) Uy o%(s, j)

for (x, j) € I x J.Let (2, F,F, P) be a filtered complete probability space with a right-
continuous and complete filtration F = (F;);>0, which supports a Brownian motion W =
(Wi)r=0, a J-valued irreducible continuous-time Feller—-Markov chain § = (§;);>0 and an
I -valued Fp-measurable random variable ¢. The main result of this section is the following:

Theorem 6.1 (i) Suppose that o satisfies the ES conditions for all j € J (see Sect. 2.2 for
this terminology) and that

li ,j)=1 ,Jj) = ijeld. 6.2
xl\ml v(x, j) XI/H} v(x, j) =00 forall j (6.2)
Then, there exists an adapted I -valued continuous process (Y;);>o such that

Y:¢>+/'u(Ys,ss)ds+/'a<Ys,ss>dWs, 6.3)
0 0

where it is implicit that the integrals are well-defined.
(ii) Assume there exists a j € J such that o satisfies the ES conditions for j and

li i i i .
x{nJU(x Jj) < ooor xl/mrv(x Jj) < oo

LetO) < T < 0o be atime horizon. If € is recurrent, then there exists no adapted I -valued
continuous process Y = (Y;):e[o,1] such that (6.3) holds.

Proof The case N = 1 concerns classical diffusions for which all claims are known, see
[4,19,36] for details. We prove the claim under the assumption N > 2.
(i). We define the jump times of & inductively by

V=0, y 2inf(t>y,_1: & #§&, ), neN.
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Because £ isirreducible, we have a.s. 3, < oo (see [33, Theorem 10.19])and a.s. y,, — v, —1 >
0 foralln € N.

We follow the idea from the proof of [26, Theorem IV.9.1] and construct the process Y
explicitly from solutions to the SDEs

dX! = ux!, jydt + o (X!, jdw/, (6.4)

where W' = (W/);> is a Brownian motion. For the construction we require a strong existence
and uniqueness property, which we explain next.

Fix j € J. It follows from [19, Remark 4.50 (2), Theorem 4.53] and Feller’s test for
explosion (see [36, Theorem 5.5.29]) that the SDE (6.4) has a weak solution and that it
satisfies pathwise uniqueness for all deterministic initial values. We conclude from [33,
Theorem 18.14] that there exists a Borel function F/ : T x C(R4,R) - C(Ry4, I) such that
for any one-dimensional Brownian motion W' = (W, ),>( and any /-valued random variable
¥, which is independent of o(W/,t € R,), the process X/ = F/ (¢, W) is a solution
process to (6.4) with X, é = i, which is adapted to the completion of the natural filtration of
W’ and ¥, see [36, Definition 5.2.1]. The function F/ is independent of the law of v and
universally adapted (see [33, p. 346] for a definition).

Set W" £ W.,, — W,,. Due to [47, Proposition V.1.5] and Lévy’s characterization, W"
is a Brownian motion for the filtration F* £ (Fi4y,)r>0. In particular, W" is independent of
Fy,- By induction, define

YO £ F (¢ W=,
jelJ

Yn é Z Fj (Yll/ln_*lynfl ’ Wn)]l{gyn:j}’ ne N.
jeJ

Moreover, set

o0
A n
Y, = Z Y Lyu<i<yupn)s 1€ Ry
n=0

The process Y is /-valued and continuous and, as we explain next, it is also F-adapted. Define
H, & Y J/nll{;,n <1} We claim that (H;);>0 is F-progressively measurable. Because ¢ +—>
Y/, Ly, <s is left-continuous and s — Y/* (1(;< is right-continuous, an approximation
argument shows that is suffices to explain that (4;);>0 £ (YL {IL{(<,}) >0 1s F-adapted for

any F-stopping time ¢ which takes values in the countable set 27N for some m € N and
satisfies ¢ > y,,. Let G € B(R) and set Ny, ; £ 27N N[0, ). We have

thedy=(J (eanEg=n))u(0ecInizn) e,
k€N ¢
Here, we use that {Y," , € G} € Fy—k1y, S Fi—k+¢ and that ;g1 N {¢ =k} € F;. Thus,
(H;)r=0 is F-progressively measurable and consequently (Y;);>¢ is F-adapted.
We note that

Yo = VYot =if(@ € Ry &y #6,),

C - n—1 . . n—1
which is an F" ™" -stopping time. Thus, ¥, |

of o (W/', t € Ry). This yields that the process xXmi & Fj(Y;ln_flynfw W) satisfies

is F,, -measurable and therefore independent

dxX; =uX], jpdt +o (X!, paw, xgl =vyil .
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Thus, due to classical rules for time-changed stochastic integrals (see [47, Propositions V.1.4,
V.1.5]), as. for t € [yy, yut1lon {§,, = j} we have

I=¥n . I=Yn .
y), = G +/0 u(X?"’,j)ds—l—/o o (X5, jaw!

t t
= Y;ln_*ll/nfl + / u(YSn_)/n’ ])dS + / O.(YSn_Vn’ '])dWS
¥n Vi

n

t t
=yl 4+ / u(Ys, &)ds + / o (Y. &)dW;.
Vi Yn

n

By induction, a.s. for ¢ € [y, Vn+1]

Y', =¢+ f
[=Vn 0
Therefore, the process Y satisfies the SDE

t 1

M(Yv,iv)ds—#/ o (Y, &)dW.
0

dY; = u(Y;, &)dt + o (Yr, §)dW;, So = ¢,

and the proof of (i) is complete.
(ii). For contradiction, assume that Y satisfies (6.3). Let j € J be such that
lim,\; v(x, j) < oo orlimy » v(x, j) < 0o. We define

§2inf(t eRy: & = j), ¢ =inf(t = 8: & # j).
Because £ is recurrent, we have a.s. § < oo, see [44, Theorem 1.5.7]. Due to the strong
Markov property of & and [33, Lemma 10.18], for all G € B(R..) it holds that
P¢-6eG)= —f qjje‘“-fxdx, (6.5)
G

where gj; < 0is the j-th diagonal element of the Q-matrix of £.

Recall our convention that we call a process V = (V;);>0 to be continuous and [/, r]-
valued in case all paths are continuous in the [/, r]-topology and absorbed in {/, r}, i.e. that
V; = Vyyy forallt > (V) £inf(t e Ry: V, ¢ 1).

It follows from [19, Remark 4.50 (2), Theorem 4.53] that the SDE (6.4) satisfies strong
existence and uniqueness up to explosion in the sense of Definition 5.5.

Consequently, there exists a continuous [/, r]-valued process X = (X;);>0 such that
dX; = u(Xy, )dt +o(X;, )W), Xo = Ysar, (6.6)

where W8 £ W. 5,7 — Wsar is a Brownian motion for the filtration F® £ (F, 1 s.7)/>0.
We prove the following lemma after the proof of (ii) is complete.

Lemma 6.2 Almost surely Yi15s = X; forall0 <t <¢ —8§onf{¢ <T}

Because on {7(X) < oo} we have X;(x) ¢ I, Lemma 6.2 implies that
P(r(X)<¢—-46,0<T)=0. 6.7)

The proof of the following lemma is given after the proof of (ii) is complete.

Lemma 6.3 Suppose that the SDE (5.11) satisfies strong existence and uniqueness up to
explosion. Let \y be an I-valued Fo-measurable random variable and let (V;);>o be the
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solution process to (5.11) with driver W and initial value v and let T be a stopping time.
Then, all adapted I-valued continuous processes (U;);>0 with

dU; = p(U)1y<pydt +v(U) 1<y dW,, Uy =,
are indistinguishable from (Vi n¢)i>0.

Letl, \\I,r, / r be sequences such that! < [,,y; <1, < ry, < rp41 < r and set for a
function : Ry — [/, r]

To(a) 2inf(t € Rt a(t) ¢ (L, r)).

We conclude from Lemma 6.3 and Galmarino’s test (see [30, Lemma I11.2.43]) that for all
n € N the SDE

Xmj = u(X,«J, j)ﬂ{tgrn(xj)}dt + U(tha j)]l{tfrn()(’j)}dvvf7 (6.8)

satisfies weak existence and pathwise uniqueness in the usual sense, see [36, Definitions 5.3.1,
5.3.2]. Thus, due to [33, Theorem 18.14], there exists a Borel function F”": Rx C(R4, R) —
C(Ry, I) such that whenever X/ solves (6.8) with driver W = (Wp)r=0 and (possibly
stochastic) initial value X(/), then a.s. X/ = F" (X(j), w).

Lemma 6.3 and Galmarino’s test yield that a.s.

(X)) = G (F"(Ysar, WP)). (6.9)

Because strong existence and uniqueness up to explosion holds for the SDE (6.4), for a.a.
w € Q there exists an F? -adapted continuous [/, r]-valued process Y = (¥,”);>¢ such that

dYP =u(Y?, jYdt + o (Y?, AW, Y§ = Yswyar (@) € 1.

We stress that the initial value Y5(,)a1 (@) is deterministic. Lemma 6.3 and Galmarino’s test
yield that a.s.

@ (Y?) = (F" (Y3t (@), WP)). (6.10)
We prove the following lemma after the proof of (ii) is complete.
Lemma 6.4 Forall G € B(R;) we have a.s.
P —68€G|Fspar,0(Wl, 1 e Ry)) = —/ qjje?dx.
G
Using (6.7), the monotone convergence theorem and then (6.9), we obtain that
0= lim P(r,(X) <¢ -6, <T)
n—oo
= lim Pt (F"(Yspr, W*) <¢ =8, =8 +58 < T),
n—0oo

using [33, Theorem 5.4] and Lemma 6.4 we further obtain that

T
— lim / P (0, (F" (Va1 W) < 5.5 +8 < T)(—q;)e?i* ds
0

n—oo

T
= lim [ B[P (F"(Ysar. W) < s|Fsar) Lisys<r)|(—q;))e?7 ds,

n—o00 0

which, due to [33, Theorem 5.4] and the independence of W3 and Fsar, equals

n—o0

T
= lim / / P (1 (F" (Ys()ar (@), W*)) < ) Lisi5(0)<r)P(do)(—q;j;)eVi ds,
0o Ja
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and finally, with (6.10) and the monotone convergence theorem, we obtain

T
= limf /]P(Tn(Yw)fS)]l{s+6(w)ST}IP(dw)(_ij)eqjjsds
0 Q

n—00
T
= / f P(2(Y?) < $)Lis-s00)=1) P(dw) (=g ds.
0 Q

Due to Feller’s test for explosion (see [36, Theorem 5.5.29]), Y reaches / or r in finite
time with positive probability. In fact, because Y* is regular due to [41, Proposition 2.2], [4,
Theorem 1.1] implies that Y even reaches [ or r arbitrarily fast with positive probability,
ie. P(z(Y?) <¢) > Oforall ¢ > 0. Consequently, the identity

T
/ / P((Y®) < $)Liys50)<r)Pd0)(—q;)eti* ds = 0
0 Q

implies that for A-a.a. s € (0,T) we have P(6 < T — s) = 0. However, because & is
irreducible, we have P(§, = j) > 0 for all + > 0. This is a contradiction and the proof of
(ii) is complete. ]

ProofofLemma6.2 Definet = ¢ AT — 8 A T. Note that for all t € R,
{t<ty={¢ <t+8AT} e Frisnr,

which shows that ¢ is an F‘S-stopping time. Moreover, we have for all s, 7 € R

EFs+5AT
SAL+SAT <t} =({s+8AT <t}N{s+3AT < AT})
UEAT <t}N{s+8AT >¢ AT}) € F.

E]'-{/\T

Thus, the random time s A ¢t + § A T is an F-stopping time. We deduce from classical rules
for time-changed stochastic integrals that a.s. for all € R

IALHSAT tALHSAT
Yintsar = ¢ + / u(Ys, &)ds + / o (Y, &)dW;
0 0

t t
= Ysar +/ U(Ys A SAT j)]l{sgL}dS +/ 0 (Ysnit8AT> J.)]l{sgt}dwg-
0 0

Because the SDE (6.4) satisfies strong existence and uniqueness up to explosion, Lemma 6.3
implies that a.s. Yia4sa7 = Xia forallzt e R4.On{¢ < T} C{§ <T}wehavet=¢ -4
and the claim follows. O

Proof of Lemma 6.3 Due to localization, we can assume that 7 is finite. By [47, Proposition
V.1.5] and Lévy’s characterization, the process

Wt £ Wite = Wy, teRy,

is an (F;4)r>0-Brownian motion. Due to the strong existence and uniqueness hypothesis,
there exists a solution process O = (O;)>0 to the SDE

dO; = w(0,)dt + v(0,)dW,, 0 = Us.
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We set

Uy, t<rt,
Z[ é t =
Oi_¢, t>T1.

The process Z has continuous paths and similar arguments as used in the proof of Theorem 6.1
(i) show that it is F-adapted. Let

67 2 inf(r € Ry: Z, ¢ (n, 7).
On {t >t A 67} we have a.s.

1A%

n

N
Zt/\OHZ =y +/ w(Zg)ds +/ v(Zs)dWs.
0 0

Next, we discuss what happens on the set {t <t A OnZ}. Set
00 2 inf(t e Ry: O; & (I, rn)).
On {7 < 67} we have as. 67 = 6,° + 7. Moreover, note that

00, if0f +t <1,

N —T=
G+ - {t—r, ifr <69 + 1.

Thus, 1 A (07 + 1) — 7 < 6. Classical rules for time-changed stochastic integrals yield
thaton {t <t A an} a.s.

INOF —T

tAGHZ—‘L’ .
Zypgz = Zo + f w(0y)ds + / v(0,)d W,
0

0

N N
=27 +/ m(Og—7)ds +/ v(Os—7)d Wy
T T

NG NG
=y +/ w(Zs)ds +/ v(Zs)dWs.
0 0

We conclude that Z is a solution process of the SDE (5.11) with driver W and initial value
Y. By the strong existence and uniqueness hypothesis, we conclude that a.s. Z = V. The
definition of Z implies the claim. O

Proof of Lemma 6.4 Denote the Wiener measure with initial value x € Rby % and by . ; the
law of a Feller—-Markov chain with the same Q-matrix as £ and initial value j € J. Let C be
the o-field on C (R, R) generated by the coordinate process. We deduce from Lemma A.1 in
the “Appendix”, [20, Proposition 4.1.5, Theorems 4.4.2, 4.4.6] that (j, x) = (u; ® #;)(F)
is Borel for every F' € D ® C and that the process (§, W) is a strong Markov process in the
following sense: For all F € D ® C and every a.s. finite stopping time 6 we have a.s.

P((E.40, Weqo) € FIFo) = (gy @ #iwy) (F).
Forall A € D and F € C the strong Markov properties of £, W and (&£, W) imply that a.s.

PE.qs5ar € A, Wosar € F|FsaT)
= pesar (A) Wws,p (F)
=PE sa1 € AlFsaT)P(WisaT € FIFsaT)-
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This implies that o (¢ — §) and o(Wf,t € R;) are independent given Fsa7. Now, [33,
Proposition 5.6] yields that a.s.

P(¢ —8 € G|Fsar, o (W), t e Ry)) =P — 8 € G|Fsnr).

By the strong Markov property of £ and (6.5), we have for F € F;
Pt —-6€G,F)= —/ qjje?7"dx P(F).
G

The proof is complete. O

6.2 Local uniqueness

For the space of continuous functions from R into / or R, we denote by C the o-field
generated by the coordinate process. Moreover, we denote by C° £ (C)i=0 the filtration
generated by the corresponding coordinate process and by C £ (C;) +>0 its right-continuous
version. The image space will be clear from the context. Let

p: CRy, 1) x DRy, J) — [0, o]
be a C? ® D?-stopping time. An example for p is
(@, w) £inf(t e Ry: () ¢ Uorw() ¢ V),
where U € [ and V C J are open:

Lemma 6.5 t is a C° ® D?-stopping time.
Proof See [47, Proposition 1.4.5] and [20, Proposition 2.1.5]. ]

Letu: 1 xJ - Rando: I x J — R\{0} be Borel functions such that (6.1) holds,
o satisfies (6.2) and the ES conditions for all j € J (see Sect. 2.2 for this terminology). In
other words, we ask that the conditions from part (i) of Theorem 6.1 hold.

Fori = 1,2, let (Qi , FLF P! ) be a filtered probability space with right-continuous
complete filtration Fi = (]-'ti )i=0.Let wi = (W,i )+>0 be aone-dimensional Brownian motion,
gl = (é,i )zzQ beaJ Tvalued irreducible Feller—Markov chain with Q-matrix Q and Eé =jo €
J,and let X' = (X});>0 be an adapted continuous /-valued process such that

dX, i gy = WX0 ED L <pxi gindt + 0 (X3 ED Ty <pxi gnyd Wi, Xo =o€l

It is implicit that the stochastic integrals are well-defined. We stress that £! and £ have the
same law, because they have the same Q-matrix, see Example 4.2.
The main observation of this section is the following:

1 1 =1 _ p2 2 2y—1
Theorem 6.6 P O(X.Ap(xl,gl)’g )y =P O(XAAp(Xz,SZ)’S )~

Proof We follow the Yamada—Watanabe-type idea used in [28]. Define
Q*2 C(Ry, I) x CR4, 1) x D(Ry, J) x C(R4, R),
FFECcRCRDPYC,
and fori =1,2
Yi:QF > CRy, D), Yo, 0% o, 0" = o,
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VAR Q* - D[R4, J), Zl o', 0%, 0?, o) = o°,
7% —> C(R4, R), Z2 (0", 0%, 03, o) = o*.

Denote the Wiener measure by # and denote the unique law of £ by 1. Due to Lemma A. 1
in the “Appendix”, we have

PoE , WHl=puew.

When the space of continuous functions is equipped with the local uniform topology it is
a Polish space and the corresponding Borel o-field is generated by the coordinate process.
Thus, there exist regular conditional probabilities

Q': DRy, J) x C(Ry,R) x C — [0, 1]
such that
Pl(X' € dw', & € do?®, W € do’) = Q' (0?, @, do" ) u(dw®) ¥ (dw?).
We define a probability measure Q on (Q2*, F*) by
(Q(da)l x dw* x dw® x dw4) S Ql(a)S, o*, dwl)Qz(a)3, o*, dwz)u(da)3)W(dw4).

With abuse of notation, denote the Q-completion of F* again by F* and denote by F;* the
Q-completion of

()G ®CeD®C), teR,.

s>t

From now on we consider (2%, 7*, F* = (F;);>0, Q) as underlying filtered probability
space. In view of [28, Propositions 4.6, 5.6], for all A € C; the map w +— Ol (w, A) is
measurable w.r.t. the u ® % -completion of (,_, (D¢ ® C). In other words, [27, Hypothe-
sis 10.43] is satisfied and we deduce from [28, Lemmata 2.7, 2.9], [27, Proposition 10.46]
and Lévy’s characterization that Z! is a Markov chain with Q-matrix Q, Z? is a Brownian
motion and

. — _— ) .
lelAp(Yi,Zl) = M(Yl, Z, )]l{tfp(Yi,Zl)}dz + O'(Ytl, Zt )]l{lsp(yi,zl)}dzt s Yé = Y0-
The proof of the following lemma is given after the proof of Theorem 6.6 is complete.

=y?

Lemma 6.7 Almost surely Y (V12N Ap(Y2.Z1)"

Ao ZYAp (Y2, ZY)

Due to Galmarino’s test, this implies a.s. p(Y1, ZY = p(¥Y2, Z"). Thus, ass. Y

2
Y-Ap(YZ,zl)

1 _
Ap(Y1,zh —
and the claim follows from the definition of . m}

Proofof Lemma 6.7 Step 1 Due to localization, we can assume that p(Y', ZD) A p (Y2, Z1) is
finite. Recall the following fact (see [47, Proposition II1.3.5]): If (Z;);>0 is a Feller—Markov
chain for the right-continuous filtration G = (G;);>0 and y is a finite G-stopping time, then
(Z14y)1>0 is a Feller—-Markov chain for a filtration (G, );>0 and both chains have the same
Q-matrix. Due to Theorem 4.4 (i), for i = 1, 2 there exists a process (O;);>0 defined by
i i 1 i 1 p
dO[l - M(O; ) Zt+p(Y1,Zl)Ap(Y2,Zl))dt + U(Otl ) Zt-l—p(Yl ,Zl)Ap(Yz,Zl))dW )
where

wf & 72 -z

(Y1, ZYAp(Y2,Z)) t€Ry,

2
p(Y1,ZY)Ap(Y2,Z1)
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with initial value O = Y;') 1 2 npr2 2ty NOW, set
vie in’? t<p(¥', ZH Apy?, zZh,
t i 1 1 2 1
Ot zonprrzy 1> PXLZ) AP Z0).

As in the proof of Lemma 6.3, we deduce from classical rules for time-changed stochastic
integrals that

dvi =uV}, zhdt + oV}, zHdz?, V| = yo, (6.11)

i.e. that V! and V2 are global solutions. Thus, it remains to show a version of pathwise
uniqueness for the global equation (6.11).

Step 2 We use induction. Let (£,),en be the stopping times

q Einf(r € Ry: Z) #Zg), G 2inf(t =iz Z) #2;, ). n=2.

We stress that &, ' oo as n — oo. Almost surely on {t < {1} we have

t t
4 =yo+/ u(Vs’,jo)ds—i—/ oVl jodz?, i=1,2.
0 0

Recalling that under the assumptions from Theorem 6.1 (i) the SDE (6.4) satisfies strong
existence and uniqueness (up to explosion), we deduce from Lemma 6.3 that a.s. V,! = V2
forallt < ¢;.Incase N = 1, we have ¢; = oo and the proof is complete. In the following,
we assume that N > 2 in which case a.s. ¢, < oo for all n € N. Suppose that n € N is such
that a.s. V,1 = V,2 for all # < ¢,. Using classical rules for time-changed stochastic integrals,
we obtain that a.s. on {t < &1 — &) N {Zgln =j}

. ) 1+ X t+&p . )
Vi, = Ve, +/§ u(Vy, j)ds +/§ o(Vy, NAZ;

t

t
= Véﬂ +/0 u(VSlHn,j)ds—l—/(; a(VS'Hn,j)dWS”,
where

UASS Zzz+;,, -z

o t€R+.

We conclude again from Lemma 6.3 that a.s. th+§n = Vt2+{,1 for all t < ¢p41 — &,. Conse-

quently, a.s. V,l = Vt2 for all # < ¢,41 and our claim follows. O

6.3 Proof of Theorem 2.5

(i). Recall that / = {1, ..., N} with 1 < N < oco. For n € N define
7, 2inf(t € [0, T]: S, ¢ (Iy,rp)or& >n AN).

Because ¢ is assumed to be bounded on compact subsets of / x J, Novikov’s condition

implies that (t,),en is a localizing sequence for Z. We define Q" by the Radon—Nikodym

. . i : 9
derivative % £ 7r Az, By Girsanov’s theorem,

AT,
B"&2 W —/ c(Ss, &)ds
0
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is a Q"-Brownian motion such that
dSine, = (b(S1, &) +c(S1,6)0(St, €))L jy<g,ydt + 0 (S, St)ﬂ{térn}dBtn'

We deduce from Lemma A.1, Example 4.2 and Theorem 4.3 that under Q" the process &
remains a Feller-Markov chain with unchanged Q-matrix. W.l.o.g. we extend W, £ and F
to the infinite time interval R. Applying Theorem 6.1 with u £ b + co yields that on
(2, F, F, P) there exists an adapted continuous /-valued process X = (X;);>0 such that

dX; = (b(X:, &) + c( Xy, &)o(Xy, &))dt + 0 (Xs, &)dW:, Xo = Sp.
We set
on 2inf(r €[0,T]: X, ¢ (y, rp) or & > n A N).
It follows from Lemma 6.5 and Theorem 6.6 that
Po(Xpp €)' = Q"0 (Sng. &)

Consequently, using Galmarino’s test, we obtain that

lim Q" (1, = 00) = lim P(p, = o0) = 1.

n—00 n—00

Now, it follows as in the proof of Theorem 2.1 that Z is a martingale.
(ii). This result follows similar as Theorem 2.3, where Theorem 6.1 has to be used instead
of Theorem 5.3. We omit the details. m]

7 Proof of Theorem 4.3

Step 1 Let g € A and set

t
Mfég(s»—g(so)—fo Lg(§.5)ds, t€[0,T]. (7.1)

Due to the definition of the martingale problem (A, L, T), the process M$ is alocal martingale
with localizing sequence (p,, (§)),en. Thus, the quadratic variation process [M &, W] is well-
defined. Our first step is to show that a.s. [M$, W] = 0. We explain that WM?$ is a local
martingale for the completed right-continuous version of the natural filtration of & and W.
Let0 <s <t <T,Geo(W,,rel0s])EW,and F € o(&,r € [0,s5]) £ &. The
independence assumption yields that

EIP[WZMtg/\pm(E)ILGﬁF] = [WI‘ILG]]E [ INPm (5)1 ]
= E'[Wi16]EV[MS,, o 1F]
= EF (WM, ¢ Lonr]

By a monotone class argument, we have

E]P[Wt thom (@) L 8] = E]P[W MsAp (5)13]

forall B € W; Vv &;. Due to the downwards theorem (see [48, Theorem I1.51.1]), the process
WM .gAp,,, ®) is a martingale for the completed right-continuous version G £ (Gi)ieo, 1) of
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OV Vv Eiero,1)- Consequently, because p,(§) ,/* oo as m — oo, WMS is a local G-
martingale. By the tower rule, also W and M¢ are local G-martingales. Integration by parts
implies that

(W, M8] = WMg—/ Wde.é’—f ME_dwy,
0 0

where the stochastic integrals are defined as local G-martingales. Here, we use that [W, M¥]
can be defined independently of the filtration. We deduce that the process [W, M&] is a
continuous local G-martingale of finite variation and hence a.s. [W, M8] = 0.

Step 2 In this step we identify the laws of B and & under Q. Clearly, B is a Q-Brownian
motion due to Girsanov’s theorem. Next, we show that on (2, F, F, Q) the process £ is a
solution process for the martingale problem (A, L, jo, T'). By Step 1 and Girsanov’s theorem,
the process

"d(Z, M$ '
we— [FAEEE — s - [oatw,me = me
0 Ly 0

is a local @Q-martingale. The equivalence @ ~ P implies that Q(&y = jo) = 1 and that
Mjip” ) is Q-a.s. bounded. Thus, the claim follows.

Step 3 We prove Q-independence of B and & borrowing an idea from [20, Theorem 4.10.1].
We define C,f (R) to be the set of all bounded twice continuously differentiable functions R —
R with bounded first and second derivative. Suppose that f € CZ(R) with infcp f(x) >0
and define

1 t 4 BY
K,féf(Bt)exp(—E/O ];((B‘))ds)’ 1€[0,T].

By 1to’s formula, we have

L (" f"(Bs) "
dk! =exp ( =2 ), FBy dS)(df(Bt) — 31" (B)dr)
L " f"(Bs) /
= exp - 5/0 s,y 40)/ BB

Thus, K/ is a Q-martingale, as it is a bounded local Q-martingale. Recall that the quadratic
variation process is not affected by an equivalent change of measure. By Step 1, Q-a.s.
[B, M38] = 0. Due to integration by parts, we obtain that

dk] M$ = K am$ + M% ak] +d[k’, M4,
= K/ dM# + M# dK/,

which implies that K/ M fi om(®) is a Q-martingale, as it is a bounded local Q-martingale.
Let ¢ be a stopping time such that { < 7 and set
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Because K/ M*® Ao (E) K/ and M (&) Are Q-martingales (see also Step 2), the optional
stopping theorem implies that for all @topplng timesy < T

o f
EQ[MiAp (S)] EQ[M;ZMM(S) ] =0.
" EQ[K/]

Consequently, by [47, Proposition 11.1.4], Mi om(©) isa @-martingale. Because @ ~ @, this
implies that on (2, F, F, @) the process & is a solution process for the martingale problem
(A, L, jo, T). The uniqueness assumption for the martingale problem (A, L, jo, T) implies
that

QM) = Q) (7.2)
for all
r£{& €Gi,....&, € G},
where G1,...,G, €e B(J)and0 <t < --- < t, < T.We fix I" such that Q(I") > 0 and
define
~ EQ[1r1
Q) £ (é(li)r] FeF.

Using the definition of @ (7.2), the fact that K/ is a Q-martingale and the optional stopping
theorem, we obtain
f 0 f
& _ EQ[K/ 1r] _ QMEQ[K] ]
QM) QM)

Because ¢ was arbitrary, we conclude that K fisa @-martingale. Furthermore, @(Bo =
0) = 1 follows from the felc\:t that B is a Q-Brownian motion. Finally, due to [20, Proposition
4.3.3], the process B is a Q-Brownian motion. We conclude that

= E[K]] = f (0.

Q(By, € Fi,..., By, € Fx) = Q(By, € Fi,..., By, € Ft),

forall Fi,..., Fy € B(R)and 0 < 51 < --- < s < T. By the definition of Q we have
proven that

Q(Bs, € F1,..., By, € Fi. &, €G1,...,&, € Gn)
=Q(By, € Fi,..., By € Ft)Q(&, € G1.....&, € Gy),

which implies that the o-fields o (&, € [0, T]) and o (B;, t € [0, T]) are Q-independent.
The proof is complete. O

8 Proof of Theorem 4.4

Because o (&, 1 € [0, T]) and o (W;, t € [0, T]) are assumed to be P-independent, it follows
as in the proof of Theorem 4.3 that a.s. [Z, W] = 0. Thus, Girsanov’s theorem implies that
W is a Q-Brownian motion.

Take 0 < 51 < - <8, <T,0<1t1 < -+ <ty £T,(Gik<m C B(J) and
(Fi)k<n C B(R), and set
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1—‘] = {Ssl € Glmuvé&,,, € Gm}a
Ly 2{W, € Fi,....W, € F,}.
The IP-independence of o (§;,¢ € [0, T]) and o (W, t € [0, T]) and the uniqueness of the
Wiener measure yield that
Q' NTy) = E[Z71r ]
=E"[Z1r, JP(Iy)
=QTHQIT).

We conclude that o (&, ¢ € [0, T]) and o (W;, t € [0, T]) are Q-independent.
For g € A* we set

t
ME 2 g(&) — g(&o) - /0 L*g(€.5)ds. 1<0.T],
t
K/ 2 &) - fEo) - /0 Lf. s)ds. 10,71,
t
K/ 2 fE)5E) — fEeE) /0 L(f9)E )ds, 1t €[0,T].

The processes K/ and K /2 are local IP-martingales. We set

L 1 CLEGE.S)
V= — ds), 0, T].
f(Eo)eXp( /0 FE) ). reto.7]

Integration by parts implies that

L. 1)

dt) = v,dk/ .
7&) r) = viaki

dz, = Vi (df &) — f (&)

Using again integration by parts and the identity L*g = %(L( fg) — gLf) yields

dZM? = Z,_dM§ + M dZ, +d[Z, M®],
= Vi(fEdMf + MEAK] +d1f @), 56)))
= Vi((f&)dg() = F&-)L g (&, Ndr + g(E-)dS (&)

t
— g6 )Lf (€ 0dt — (g(E0) + /0 L*g(&. )ds)dK! +dLf©). g(©)))
' f
= (Al @) — Lo E Nt = (s + [ Ls(eo)ds)ar/ )
t
= vi(ak/* (s + [ Lg(es2ds)ax/).
0
We conclude that ZM$ is a local IP-martingale and it follows from [30, Proposition I11.3.8]
that M¢ is a local Q-martingale. Due to the equivalence  ~ IP, we conclude that on
(2, F,F, Q) the process £ is a solution process to the martingale problem (A*, L*, jo, T).

This completes the proof. O
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9 Proof of Theorem 4.9

Let (X;)s>0 be the coordinate process on D(R, J) and denote

f(Xp) ( /’ Lf(X,s)
€X — R esss—
f (o) o f(Xs)

Define by i £ IP o £~1 a Borel probability measure on D(R., J). We have to show that

M/ 2 ds), 1[0, T].

E[M)] =1.

It follows from [27, Lemma 2.9] that M/ is a local p-martingale with localizing sequence
(Pn)nen. For all n € N, define a Borel probability measure w,, on D(R4, J) via the Radon—
Nikodym derivative

dﬂn _ f
dp

= " TApn”
The following lemma is proven after the proof of Theorem 4.9 is complete.

Lemma 9.1 Let u* be the unique law of a solution process to the martingale problem

(A*, L*, jo, 00). For alln € N we have u,, = u* on D’}Apn.

Recalling that {p, > T} € D‘}Apn, Lemma 9.1 implies that

EA M) = lim B*[M{,, 1(p-n)] = lim @ > T) =1.
This completes the proof. O

Proofof Lemma 9.1 We adapt the proof of [30, Theorem III.2.40]. To simplify our notation,
we set T A p, £ p. We denote by j the unique law of a solution process to the martingale
problem (A*, L*, j, 00).

Step 1 We show that j — 1 ;(G) is Borel for all G € D, following the strategy outlined in
[54, Exercise 6.7.4]. Recall that we assume that A* contains a countable determining set A.
Let P be the space of Borel probability measures on D(R., J) equipped with the topology
of convergence in distribution. Note that a D°-adapted process is a D-martingale if and only
if it is a D’-martingale. The implication = follows from the downward theorem (see [48,
Theorem I1.51.1]) and the implication < follows from the tower rule. For g € A set

t
K £ g(X,) — g(Xo) —/ Kg(X)ds, teRy.
0

Define 7 to be the set of all v € P such that v o X I_s j for some j € J. Moreover, let M
be the set of all v € P such that

Ev[(thApm - K§Apm)1c] = 0’

forall g € A, all rational s < 7,m € N and G in a countable determining class of DY. By
the uniqueness assumption, {u, j € J} =7 N M. Because the set {3;, j € J} is Borel due
to [8, Theorem 8.3.7] and v —~ v o Xal is continuous, Z is Borel. The set M is Borel due
to [1, Theorem 15.13]. We conclude that {u;, j € J} is Borel. Let ®: {u;, j € J} — J
be defined by ®(u;) = j for all j € J. We note that ® is a continuous injection. Thus, the
inverse map &~ is Borel due to Kuratovski’s theorem ([8, Proposition 8.3.5]). This means
that j — w;(G) is Borel for all G € D.
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Step 2 Because u, ~ p, we have 1, (Xo = jo) = 1. As in the proof of Theorem 4.4, we see
that for all g € A™ the process K_ip is a 4, -martingale.

Step 3 For every r € R we denote by 6,: D(R, J) — D(R., J) the shift operator given
by 6w (s) = w(t + s). Recalling that p is bounded, we deduce from [30, Lemma II1.2.44]
that

0 —1 _
D,V 9p (D) =D.
Hence, we can associate to each G € D a (not necessarily unique) G’ € Dy @ D such that
G={weD: (00w e}
We define

v(G) £ /Mn(dw)ﬂw(p(w))(dw*)ﬂG’(wa w*)~

It follows from [30, Lemma I11.2.47] that v is a probability measure, i.e. that v is defined
unambiguously. Our goal is to show that v solves the martingale problem (A*, L*, jo, 00).
Providing an intuition, v is the law of

{X}, 1< p(x"),
2 1
Xt—p(Xl)’ t ZP(X )s

1
p(XhH:
In other words, we extend i1, to a solution of the global martingale problem. For G € Dy

we can choose G’ = G x D(R4, J). Consequently,

in case X! is sampled according to 11, and X? is sampled according to wjwith j =X

v(Xo = jo) = un(Xo = jo) = L.

Let ¢ be a bounded D?-stopping time and fix m € N. Forw,« € D(R4, J) and t € R4 we
set

(1), t < p(w),

2w, a)(t) = {a(l‘ —pw), t>pw),

and

otherwise.

Vi, a) 2 {((lﬁ Apm) Vo —p)z( @), a0)=o(pw),

Due to [18, Theorem IV.103] the map V is Dg ® D-measurable such that V(w, -) is a D°-
stopping time for all w € D(R, J). Furthermore, it is evident from the definition that

W A pm)(@) V p(@) = p(@) + V(0, 0p@)0)
foro € DRy, J).Forallw € {p < Y Apm} € D; anda € D(R4, J) witha(0) = w(p(w))
we have V(w, @) < p;; (). Note further that forw € {p < ¥ A pp}

K (06,00 @@ ®) = Ky ) p(a Oo@@)
(‘//Apm)(w)
= g(@((¥ A pm) (@) — glw(p(w))) — / Kg(w(s))ds

p(w)
_ 8 g
= Ky npm) @) (@ — K0 (@)

@ Springer



504 Mathematics and Financial Economics (2020) 14:461-506

Because K%, is a ju,-martingale, we have

B Ky non] = B [K g gy ] = 0

due to the optional stopping theorem. Therefore, we obtain

EY [K‘i/\pm] =E [K‘i/\/’m o K/f/\l///\ﬂm]
=E"[(Kj ., — K5)Lio<ynonl]
= EU[Ké(-,e/,)(9/))]1{0<WApm}]

= / tn(d@)EF O [KE 0 T o)< nom@) = 0,
again due to the optional stopping theorem (recall that V (w, -) is bounded and that K5 om
is a uj-martingale for all j € J). We conclude from [47, Proposition II.1.4] that K A om 18
a v-martingale and hence that under v the coordinate process (X;);>0 solves the martingale
problem (A*, L*, jg, 00). The uniqueness assumption implies that v = p*. Because also for
G e D/‘; we can choose G’ = G x D(R4, J), we obtain that u*(G) = v(G) = u,(G). The
proof is complete. o
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Appendix A: Independence of Markov chains and Brownian motion

Let0 < T < oo be atime horizon and let (2, F, F, IP) be a complete probability space with
right-continuous and complete filtration F = (F;)¢[0, 77, Which supports a one-dimensional
Brownian motion W = (W;);¢[0,7] and a Feller-Markov chain & = (&);¢[0,7]. We suppose
that the initial value &y of & is deterministic. Recall our convention that W is a Brownian
motion for F and that & is a Markov chain for F.

LemmaA.1 o(W;,t € [0, T]) and o (&,t € [0, T]) are independent.
Proof Let f € Co(J) be such that Qf € Co(J), where Q is the Q-matrix of &. We set
M2 f© - 1@ - [ ors.

Letg € Cg (R) such that inf,cr g(x) > 0 and set

a 1 . " Ws
K :g(W)exp<— 5/0 %ds).
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1td’s formula yields that K is a martingale. The process M is a martingale by Dynkin’s
formula. Thus, integration by parts yields that

thKt =Mdel+thMt+d[M, K]t (Al)

Because £ has only finitely many jumps in a finite time interval, the process M is of finite
variation over finite time intervals. Thus, since K has continuous paths, it follows that
a.s. [M, K] = 0. In view of (A.1), we conclude that M K is a martingale. Now, recall-
ing Example 4.2, we can argue as in Step 3 of the proof of Theorem 4.3 to obtain the claimed
independence. O
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