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APPLICATIONS OF WEAK CONVERGENCE FOR
HEDGING OF GAME OPTIONS

By YAN DOLINSKY

Hebrew University

In this paper we consider Dynkin’s games with payoffs which
are functions of an underlying process. Under the assumption that
the underlying processes {S<")}ZO:O are extended weak converge to
a limit process S, we prove that the Dynkin’s games values which
corresponds to the sequence {S (”)}noozo converge to the Dynkin game
value which correspond to the limit process S. We use these results
to approximate game options prices with path dependent payoffs in
continuous time models by sequence of game options prices in dis-
crete time models which can be calculated by dynamical program-
ming algorithms. In comparison to previous papers we work under
more general convergence of underlying processes, as well, as weaker
conditions on the payoffs.

1. Introduction. Consider a cadlag stochastic process {St}tT:O (T <
oo) which takes on values in Ri. For two given functions f < g let X; =
g(t,S) and Y; = f(t,S). Define I'(S) = inf, sup, E(X,ly<r + Y:I;<,) which
is the Dynkin game value for the above processes where [4 = 1 if an event A
occurs and =0 if not. The inf and the sup are taken over the set of stopping
times no bigger that T', with respect to the usual filtration generated by the
process S. Our goal is to prove (under some additional assumptions) that

if a sequence of stochastic processes {St(n)}tT:O, n > 1 converges in law to .S
then I'(S) = lim,, oo ['(S™).

Although several papers dealt with stability of optimal stopping values
under weak convergence of the underlying processes (see [2], [3], [5], [6], [14],
[16], [17] and [20]) stability of Dynkin’s games values under weak conver-
gence of the underlying processes was not studied before. In his unpublished
paper [2] Aldous represented the notion of extended weak convergence and
proved the stability of optimal stopping values under extended weak con-
vergence of the underlying processes. In this paper we extend these results
for Dynkin’s games. The main tools that we use for proving the result is the
Skorohod representation theorem (see [7]) and the theory of extended weak
convergence that Aldous developed in [2].
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In [5] and [14] the authors studied binomial approximations of American
put options in the Black—Scholes (BS) model. In both of these papers it was
proved by using different methods, that the option price in the BS model is
a limit of option prices for an appropriate sequence of Cox—Ross—Rubinstein
(CRR) models, furthermore they also proved stability of the critical prices
and the optimal stopping times. In [6] the authors studied stability of optimal
stopping values and optimal stopping times under convergence in probability
of the underlying processes, (though, it seems that the part that related
to convergence of optimal stopping values contains some gaps). The most
general result was obtained in [20] where the authors considered a general
framework and proved Snell envelopes stability under weak convergence of
the underlying processes. The authors used there that the Snell envelope of a
positive process is a positive supermartingale, and so it is a quasi martingale
and the corresponding tightness theorems (see [21]) can be employed. For
Dynkin’s games the value process should not be in general a quasi martingale
and so the above method is not applicable here, and so Dynkin’s games value
process stability under weak convergence remains open question, but we are
able to prove in this paper the stability of Dynkin’s game values under the
weak convergence of the underlying processes.

One of motivations to study Dynkin’s games values stability under weak
convergence of the the underlying processes is applications to game options
approximations. Recall, that a game contingent claim (GCC) or a game
option was defined in [10] as a contract between the seller and the buyer
of the option such that both have the right to exercise it any time up to
a maturity date (horizon) 7. If the buyer exercises the contract at time ¢
then he gets the payment Y;, but if the seller cancels before the buyer then
the latter gets the payment X;. The difference §; = X; — Y; is the penalty
which the seller pays to the buyer for the contract cancellation. Thus the
process S can be considered as a discounted risky asset and the processes
X > Y are considered as the discounted payoff processes. In [10] it was
proved that pricing a GCC in a complete market leads to the value of a
Dynkin game with the payoffs X,Y under the unique martingale measure,
namely if the process S is a martingale then I'(.S) is the option price of the
above game option. In [13] it was proved that for general incomplete market,
if the process S is a martingale then I'(S) is an arbitrage—free price.

Convergence results for Dynkin’s games will allow to approximate options
prices in continuous time markets by a sequence of game options prices in
discrete time markets which defined on a discrete probability space. In ad-
dition to the theoretical interest such results have a practical value for cal-
culations of options prices, since it is well known (see, [22]) that for discrete
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probability space Dynkin’s games values can be calculated by dynamical
programming algorithm. In this paper we give an example for approxima-
tions of game options with Russian (path dependent) type of payoffs in the
Merton model.

Several papers (see, [8], [11], [12]) dealt with approximations of option
prices for game options. These papers used strong approximation theorems
in order to obtain error estimates for discrete time approximations of game
options in the BS model with Lipschitz conditions on the payoffs. The weak
convergence approach does not allow to obtain estimates of the error, but
it works under weaker assumptions on the payoffs and can be applied for
jump diffusion models.

Main results of this paper are formulated in the next section where we
also introduce the notations that will be used. In Section 3 we derive auxil-
iary lemmas that we use. In Section 4 we complete the proof of main results
of the paper. In Section 5 we provide an application for approximations of
game options in Merton model with path dependent payoffs.

Acknowledgements: I am deeply grateful to my adviser and teacher, Yuri
Kifer, for guiding me and helping me to present this work. I also want to
thank the referees for valuable suggestions. This research was partially sup-
ported by ISF grant no. 130/06.

2. Preliminaries and main results. First we introduce some defi-
nitions and notations that will be used in this paper. Let d € N. Given
a probability space (€, F,P) consider a cadlag stochastic process S =
{S5::Q— Rd}tTZO. Denote by F¥ = {.7-}5}?:0 the usual filtration of S i.e.
the smallest right continuous filtration with respect to which S adapted, and
such that the o algebras contain the null sets. Let ’T[g 7] be the set of all stop-

ping times with respect to F° which take values in [0, T]. Denote by P9 the
distribution of S on the canonical space D([0, T]; R%) equipped with the Sko-
rohod topology i.e. for any Borel set A C D([0, T]; RY), P¥(A) = P{S € A}.
For a sequence of stochastic processes S(™ : Q,, — D([0, T];RY) we will use
the notation S(™ = S to indicate that the probability measures P° (n), n>1
converge weakly to P° (where the space D([0,T];R?) is equipped with the
Skorohod topology).

Next, let f,g : [0,T] x D([0,T]; R?) — R, be two measurable functions
such that f < g. We will assume the following.

ASSUMPTION 2.1.  For any t € [0,T] and x,y € D([0,T]|;R?) f(t,z) =
f(tyy) and g(t,x) = g(t,y) if x(s) = y(s) for any s < t. The functions
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f(,x),g(-,z) are right continuous functions with left limits. Furthermore, let
for any n € N, x, € D([0,T];RY) and t,, € [0,T] such that lim,,_,« =, = =,
limy, ooty = t and lim, oo T (t,) = x(t) for some x € D([0,T];RY) and
t €10, T). Then

(2.1) nh—%lo f(tmwn) = f(t,x) and nli_{gog(tmmn) = g(tvx)'

For any cadlag stochastic process S = {St};fzo set the cadlag adapted
processes

(2.2) X7 =g(t,5), ¥, = f(t,9)
and consider the payoff function
(23) Hs(t7 S) = Xigﬂt<8 + YSS]ISSIH t7 S S T

Assume that sup, . 7s EX;9 < oo where E denotes the expectation with
0,T

respect to the probafoility measure of the space on which the process S
defined. Let I'(S) be the Dynkin’s game value of the payoff given by (2.3).
Namely,

(2.4) (S)= inf sup EH%o,7)= sup inf EH(o,7).
o€TG ryre TS re 75,  0€Ty

(0,7 (0,7 (0,71
The second equality follows from Corollary 12 in [15]. Furthermore from
Lemma 5 in [15] it follows that
_ S _
(2.5) ') = 1nfa€7—[é;1T] SUPre 78 EJ?(o,T) =
SUPre 75 infaeT[;;T] EJ%(0,7), where J%(t,5) = [jps=r Y

+Ht/\s<T]It§sX£S + Y:gS]I5<t7 t? S S T.

First we show that I'(S) depends only on the distribution of S. Consider the
probability space (D([0, T]; R%), P®). Let {U,g}tT:O be the canonical process
of coordinate projection, namely U; : D([0, T]; R?) — R? is given by U;(z) =
z(t) and let {gt}tT:() be the usual filtration which generated by the above
process. Introduce the set @ of all functions ¢ : D([0, T]; R?) — [0, 7] which
satisfy {¢ < t} € G, for any t < T. Observe that o € T[(*?’T} if and only if
there exists a function ¢ € ® such that o = ¢(S) a.s. Thus from (2.4) we
obtain

(2.6) T(S)= ;gfnggEHS(sb(S),@b(S)) = di)ggzlelgEsHU(cé(U)W(U))
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where E® is the expectation with respect to the probability measure P.
From (2.6) it follows that I'(S) depends only on the distribution of S.

In [2] Aldous introduced the notion of ”extended weak convergence” via
prediction processes. For the case where the stochastic processes consid-
ered with respect to their natural filtration (with the usual assumptions) he
proved that extended weak convergence is equivalent to a more elementary
condition which does not require using of prediction processes (see [2] Propo-
sition 16.15). Following [6] we will use the above condition as a definition of
extended weak convergence.

DEFINITION 2.2. A sequence S™ : Q, — D([0,T);R?), n > 1 extended
weak converges to a stochastic process S : Q@ — D([0,T];RY) if for any k and
continuous bounded functions 1, ..., € C(D([0, T]; R?))

2.7) (8, zm L z0R)y o (5 20 20 i D([0, T); RYTF)
where for anyt <T,1<i<k andn €N
2.8) 2™ = B, (i(S™)|FS™),n €N, and 29 = E(u;(S)|FS)

E,, denotes the expectation with respect to the probability measure on €, and
E denotes the expectation with respect to the probability measure on . We
will denote extended weak convergence by S™ = S.

Next, we introduce two additional assumptions that we will work with.
Let S™ : Q, — D([0,T];R%), n > 1 be a sequence of stochastic processes
which satisfying the following assumptions.

ASSUMPTION 2.3. The random variables g(t,S™), forn > 1 and 7 €
’T[g %) are uniformly integrable.

ASSUMPTION 2.4. For anye >0

lim lim sup sup P(|S(n) — S| > €)= 0.

510 n—oo N (THu)AT
1 o<u<d Te]_-[_g(T])

The above assumption is called ” Aldous tightness criterion” and was in-
troduced in [1]. The following theorem is the main result of the paper.

THEOREM 2.5. If S™ = § then I'(S) = lim,, oo ['(S™).
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3. Auxiliary lemmas. Let I C [0,7]. For any stochastic process S :
Q — D([0,T]; RY) denote by A the set of all stopping times 7 which takes
on a finite number of values in I and such that for any t € I, {7 = t} €
o{Sulu < t}.

LEMMA 3.1. Let I C [0,T] be a dense set which contains the point T
Then

(3.1) sup inf EH®(o,7)=T(S)= inf sup EJ%(c,7).
TEAY Jef[SO’T] oeA? TE]'—[‘?),T]

PROOF. We start with the proof of the first equality. Choose € > 0 and
TE ’T[()q 7] which satisfies

(3.2) inf EH%(o,7) >T(S) —e

S
0'6.7:[0’71]

For any n let E,, C I be a finite set which contains 7" and satisfies Uee, (e —
1 €] 2 [0, 7). Define
1
(3.3) T, =min{e € Eple >TA(—+71)} neN.
n
Fix n and t € I\ {T'}. Clearly,

1
{mn =t} = {min{e € E, |e — - >T1h=t}e€ fts_l C o{Sulu <t}

which means that for any n, 7, € A?. Since 7 <7, <7+ % Thus 7,, | 7.
Set, ®,, = SUPsers (H®(o,7) — H(0,7,))T, n € N. Observe that,

limsup @, < limsup sup (Y° — YY)t =0 a.s.
n—oo n—oo TStSTn
Since the sequence ®,,, n € N is uniformly integrable then lim,, .o, E®, = 0.
From (3.2) we obtain

I— SUDreas mfaef[so -

] EHS(0,7) <

e + limsup,,_, SUPgers E(H®(0,7) — H%(0,7,))"

<limsup,,_, F SUPgers (H%(o,7) — H%(0, 7)) "
<e+lim, oo EP, =€

and the first equality in (3.1) follows. The proof of the second equality is
similar. ]
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Let S = § and assume that the sequence S, n € N satisfies the
assumptions from Section 2. The following two lemmas are a small modifi-
cation of similar results that were obtained in [2]. For readers convenience
we provide a self contained proof for lemmas 3.2-3.3 which follows the ideas
that were used in [2].

LEMMA 3.2. Let E C [0,T] be a finite set such that any t € E\ {T} is
a continuity point of the process S a.s. Then for any T € A%, there exists a

sequence of stopping times 1, € ’]Eg(:;]) with values in E such that (S(”)7 Tn) =
(S,7) on the space D(0, T]; R?) x [0, T].

PROOF. By using Skorohod representation theorem (see [7]) it follows
that without loss of generality we can assume that there exists a probability
space (Q, F, P) on which the process S and the sequence S are defined
and S — S a.s. on D([0, T]; RY). In order to prove the lemma it is sufficient
to show that for any ¢ > 0 there exists NV € N and a sequence of stopping
times 7, € T[ég <Tn]) with values in F such that

o0

(3.4) P( U {mn#7}) <e.

n=N

Choose € > 0. Let E\ {T'} = {t; < ta < ... < t}. Denote 4; = {1 =t;} €
o{Sulu < t;}, i < k. Since ¢; is a continuity point of the process S there
exists a continuous functions ¢; : D([0, T]; R?) — [0,1], i < k such that

€
(3.5) Ella, — ¢i(9)] < 261D

and the function ¢;(z) depends only on the restriction of x to the interval
[0,t;]. For any n € N define the stopping time 7, € T[g T by

(3.6) 7 =T Amin{t9r(S™) > £}

where min{t;|¢;(S™) > 1} = oo if for any 4, ¢;(S™) < L. Observe that
qﬁgn) (S (")) isa fgn measurable random variable, thus 7, is indeed a stopping
time with respect to the filtration F° ™ Set

Ci = (A; N {6i(S) > 1/21) U (ASN {6:(S) < 1/2}), i < k and C = (k] C.

=1
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Since for any i, ¢; is a continuous function we obtain that for any w € C
there exists N(w) such that for any n > N(w), 7(w) = 7»(w). From (3.5)
and the Markov inequality we obtain

(37)  P(C)=1-P\C)>1- Yk P(|¢:(S) —La| > 1) >
1-yF £>1-c

Set Ep, = oo, {7m = 7}, n € N. Observe that the sequence E,,, n > 1is an
increasing sequence of events and ;2 ; E,, D C. From (3.7) it follows that
there exists N € N such that P(Ey) > 1 — € and (3.4) follows. O

LEMMA 3.3. Assume that 7, € 7{5(;]), n > 1 is a sequence of stopping
times which satisfies (S™,7,) = (S,v) on the space D([0,T];R?) x [0, 7]
for some random variable v. Then

(3.8) (S, S 1.} = (8,S,,v)

on the space D([0,T); R?) x R x [0,T). In addition, if ST = S then for
any t, {v <t} and .7-"5? are conditionally independent given fts, and so for
any uniformly integrable cadlag stochastic process {V}}Z;O adapted to the
filtration f[%,T]

(3.9) inf EV,<EV,< sup EV,.
TE,T[OS,T] Te’]’[gyT]

PrOOF. By using Skorohod representation theorem it follows that with-
out loss of generality we can assume that there exists a probability space
(Q, F, P) on which the process S,v and the sequence S(™) 1. are defined
and (S, 7,) — (S,v) a.s. on D([0, T];RY) x [0, T]. Thus in order to prove
(3.8) it is sufficient to show that Sﬁ:) — S, in probability. Choose ¢ > 0.
The process Z; := S(,44)ar, t = 0 is a cadlag process. It is well known (see,
for instance [4] Chapter 3) that for a cadlag process the set of points for
which the process is not continuous (with positive probability) is at most
countable, thus there exists a sequence u, | 0 such that for any n the pro-
cess Z is continuous at u,, which means that for any w € Q, v(w) + u,
is a continuity point of the function S(w) provided that v(w) + u, < T.
Since the map (f,t) — f(t) from D([0,T];R?) x [0,T] to R? is continuous
at (fo,to) it to is a continuity point of fy (see [4] Chapter 3) we obtain that

for any w € F1 = {v < T}, limy 0 S((ZSJFU”)/\T = S,. This together with
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Assumption 2.4 gives

(3.10) limp—oe P(Ey N {[S, — ST > 2¢}) <

limy, o0 P(Ey O {8, — Syl > €})

+limy, oo P{|S — S((Zz+u")AT\ >el =0.

Next, we deal with the event Fy := {v = T}. For any 6 > 0 and n € N

set TT(L(S) = L «r—smn + I, >7—sT € ’T[g%). Observe that for any w € FEs

there exists N(w) € N such that for any n > N(w), 7% = T. Since the
map f — f(T) from D(]0, T]; R?) to R? is continuous we obtain that for any
6 >0and w € Fy, lim,,_,s S(Z)) = Sr = 5,. Thus from Assumption 2.4 we

Tn

obtain

(3.11) limp—oe P(BN{[S, — ST > 2¢}) <
lim supg o lim sup,,_, P(B N {[S, — S(?(;)>| > €})

+lim supg o lim sup,, o, P{]Sﬁ:) — S(?(S))| > e} =0.
TTL

From (3.10) and (3.11) it follows that lim, ., P{|S, — Sﬁf)\ > 2} =0
and (3.8) follows. Next, let S = S and assume without loss of generality
that (Q, F, P) is large enough such that there exists a random variable H
distributed uniformly on the interval [0, 1] and independent of F2. First we
show that for any ¢ < T, {v < ¢} and F3 are conditionally independent
given F7 i.e.

(3.12) E(,<|FY) = E(L<|Ff).

Fix t < T, a1y € C(D(0,T];R%) and ¢ € C[0,T]. Define the (cadlag)
stochastic processes Z, = E(¢(S)|F2) and z{M = E(@/}(S("))]ff(n)). Let
uy, | t be a sequence such that for any n the process Z is continuous at .
Clearly,

(3.13) E[¢(Tim A ) ((S™) — Zi™)] =0 Vn,m € N.

Since S(™) = S we obtain that for any n, Zz(f:) = Z,,, . Fix n. The sequence

(Sm), Z&T), Tm), m > 1 is tight and so from Prohorov’s Theorem (see [4]) it
follows that there exists a subsequence (S () éTk),ka) which converges
in law to (S, Zy,,,v). This together with (3.13) gives E[o¢(v A uy)(1(S) —

Z(uy))] = 0. The function v € C(D([0,T];R%)) is arbitrary, and so from
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density arguments it follows that for any B € .7-"[‘3 7] and n € N, E[p(v A
un)(Ip — E(Ip|F5 )] = 0. Since {v <t} = {v Au, <t} and ¢ is arbitrary
then by using density arguments it follows that E[I,<,(Ip— E(Ig|F; ))] =0
and by letting n — oo we obtain that for any B € .7-"[‘8 L El,<(Ip —
E(Ip|F¥))] = 0. Thus for any B € f[ﬁT}’

Bl(L<t| FP)p] = E(Tu<dlp) = Ell < E(I|F7)]
= E[E(L<i|F)E(I|F7)] = BIE(L<| 7 )I5]

and (3.12) follows. Next, define the stochastic process Q; = E(I,<|F3),
t < T. Clearly Q is a positive increasing (adapted to F*) cadlag process
and Qr =1 a.s. Set 0 = inf{¢|Q; > H}. From the definition of H we obtain

E(lo<t|77) = E(lg, > p7s) = Qv = (L<t| F7)

and since V is .7-'7‘5: measurable, then EV, = EV,,. Finally, for any 0 <u <1
define oy, = inf{t|Q; > u} € T[g 7)- Since H is independent of V' and @ then

EV, = EV, = [} (EV,,)du and (3.9) follows. O

4. Proof of main results. In this section we complete the proof of
Theorem 2.5. Denote I' = I'(S) and T,, = T'(S™), n > 1. First we prove
that I' < lim,, .o I'y,. Here and in the sequel, for the sake of simplicity we
will assume that indices have been renamed so that the whole sequence
converges. Choose € > 0. Denote by I C [0,7] the union of the point {1’}
together with all continuity points of the process S. From Lemma 3.1 it
follows that there exists 7 € A*Ig such that

(4.1) [(S)<e+ inf EH%o,71).

S
aef[O’T]

From Lemma 3.2 we can choose a sequence of stopping times 7,, € ’T[g (Tnf,
n > 1 such that (S, 7,) = (S,7) on the space D([0, T];R%) x [0, T]. From
Lemma 3.3 we obtain

(4.2) (8™, 80 1) = (S, S,,7)

on the space D([0, T]; R?) x R? x [0, T]. From (2.4) it follows that for any
n € N there exists a stopping time o,, € ’T[(f ;T such that

(4.3) T, > E,H" (On, Tn) — €.
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The sequence (S, a,,) is tight in D([0, T]; R?) x [0,7] and so (S, a,,) =
(S,v) for some random variable v < T'. From Lemma 3.3

(4.4) (S, 8% 0,) = (8, 8,,v)

on the space D([0, T]; RY) x R4 x [0, T]. From (4.2) and (4.4) it follows that the
sequence (S("), ng), S((,Z), Tn,On), 1 > 1 is tight on the space D(]0, T]; R%) x
R24 % [0, T]%. Thus (5™, Sg:), S((yz),m,an) = (S5,85;,S,,7,v). By using Sko-
rohod representation theorem it follows that without loss of generality we can
assume that there exists a probability space (Q, F, P) on which (S, &Z),
SC(,Z),Tn, on) — (5,87, 8,,7,v) as. on the space D([0, T]; RY) x R x [0, T)?.
This together with Assumption 2.1 gives

(4.5) H%(v,7) < liminf a5 (Ony Tn)-

n—oo

From (4.3) and (4.5)

(4.6) EH®(v,7) < liminf eHS™ (Ony ) < nhir& Iy, +e

n—oo

By applying Lemma 3.3 for the process Q; := H®(t,7) it follows

(4.7) inf EH®(o,7) < EH%(v,7) < lim '), +e.
ae]—'[ﬁﬂT] n—oo

From (4.1) and (4.7) we obtain I" < lim,,_,o I';,. In order to complete the
proof we prove that I' > lim,,_,, I';,. Choose ¢ > 0. From Lemma 3.1 there
exists a stopping time o € Af which takes values on a finite set £ and
satisfies

(4.8) (S)> sup EJ%(0,7)—e
TE.T‘[%’T]

From Lemma 3.2 and 3.3 it follows that we can choose a sequence of stopping

times o, € 7[69 <T"]), n > 1 with values in F such that

(4.9) (8™, 8% 0,) = (8, S,,0)

in law on the space D([0, T]; RY) x R? x [0, T]. From (2.5) it follows that for
any n € N there exists a stopping time 7,, € T[g <Tn]) such that

(4.10) Tu< inf EnJ5"™ (0, ) + €.
757

on€ 0,7
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The sequence (S, 7,) is tight thus from Lemma 3.3,
(4.11) (8™, 80 7.) = (S, S,,v)

on the space D([0, T]; RY) x R x [0, T, for some v < T. As before, by using
Skorohod representation theorem it follows that without loss of generality
we can assume that there exists a probability space (€2, F,P) on which
(S("),ng),s((yz),m,an) — (S,8,,8,,v,0) as. on the space D([0, T]; RY) x
R24 % [0,T]%. Observe that if ¢ = T then o, = T for sufficiently large n.
Thus from Assumption 2.1

JS(J, v) > lim sup Js(n) (Ony Tn)-

n—oo

This together with (4.10) and Assumption 2.3 gives

(4.12) EJ®(0,v) > limsup EJS(n)(an,Tn) > lim T\, — e

n—o00 n—oo

By applying Lemma 3.3 for the process Q; := J°(0,t) we obtain

(4.13) sup EJ%(o,7) > EJ(0,v)
T€TS
[0,7]
From (4.8), (4.12) and (4.13), T’ > lim;,, oo ['y. O

5. Applications to game options. In this section we give an example
for an application of Theorem 2.5. We will consider discrete time approxi-
mations of game options prices in the Merton (one dimensional) model. Ap-
proximation of American options in Merton Model were considered in [19].
Let (2, F, P) be a probability space together with a standard Brownian mo-
tion {Wt}tho, a Poisson process {Nt}tho with intensity A and independent of
W, and a sequence of i.i.d. random variables {U;}:°, with values in (-1, c0),
independent of N and W. We assume that EU; < co. A Merton model with
horizon T' < oo consists of a savings account with an interest rate r > 0,
and of a risky asset (stock). Assume that the discounted stock price {S;}7_,
(i.e. a ratio of the original stock price and exp(rt)) is given by

(5.1)
o2 N
Sy = Soexp((p— )t + Wi+ > In(1+Uj)), So,0>0, p=—AEU.
J=1

The equality p = —AEU; guarantees that S is a martingale with respect to
P and the usual filtration F°. Introduce a game option with Russian payoff
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functions, namely the discounted payoffs are Y;° = f(t,S) and X} = g¢(t, S)
where f,g:[0,7] x D([0,T];R) — R, are given by

(5.2) f(t,x) = e " max(M, supg<,<; €2, and
g(t,x) = f(t,x) + éx¢, 0,7, M > 0.

From [13] it follows that

(5.3) V:=0(S)= inf sup FEH(o,71)
0'67—[0 T TE ’T[g,T]

is an arbitrage—free price (recall that the Merton model is incomplete). Fol-
lowing [19] we construct a sequence of discrete time approximations. For
any n € N let (Q,,F,, P,) be a probability space together With three

independent sequences of i.i.d. random variables {f }k 1) {p }k , and
{u }k 1 The first one is a sequence of Bernoulli random Varlables such
that Pn{§k = 1} = 2L the second sequence satisfies Pn{pk =1} =

LB = -1y = eV

exp( U[) exp( U\/7

large such that above term is positive), and the third sequence given by
(") ~In(l1+Uy). For any 0 < k <n and kT/n <t < (k+1)T/n set

(5.4) Wt(n) = \/%Zf:l Pz(n)’ N(n) = ]'671 5'(n)
S() S’oexp(UWt +Zl 1 )).

(we assume that n is sufficiently

The n-step discrete time market is active at times {0, £ n, = L. T} and con-
sists of a savings account with an interest rate r > 0, and of a risky asset
whose discounted stock price S is given by (5.4). Consider a game op-
tion with the discounted payoffs Y}S(n) = f(t,5(™) and th(n) = g(t, SM).
Let A, be the set of all stopping times with respect to the filtration F° o
with values in the set {0, %, %, ..., T'}. Since the process {S]E;)/n}z:o is a
martingale under P, then it follows that V,, which is given by

(5.5) V, = inf sup E,H" (0,7)

gEA, TEA,

is an arbitrage—free price. Next, we describe a dynamical programming al-
gorithm which allows to calculate V,,. For 0 < k < n define the functions
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o o RE (-1 1) {0,1)F - Ry by

(5.6) Q/J,gn)(ml, s Tl YLy ooy Yky Z1 g oeey Zk) = exp(—rkTT) X

max (M, So maxo<i<k exp(w + a\/% Z§:1 yj + ZT:LI a:j>
and ¢§€n)($1’ s Thy YLy woes Yky 21y ooy Zk) =

Tr[}](cn)(xla ey Thy Yy ooy Yy Z15 +o0y Zk) + 530 exp(o-\/ngle Yi + ZZIH lil)

where m; = m;(z1, ..., zk) = Zf]:l 4. Since the process S is constant on
intervals of the form [¢T'/n, (i + 1)T/n), then for any 0 < k <n

(5.7) V@ o e ) = YR
and ¢(n)( 7 U;n)apg )7 apk agln)7 "75,15;”)):)(%”)'

Finally, define a sequence {J,gn)}zzo of functions J,gn) :RF x {—1,1}F x
{0,1}* — R, by the following backward recursion

(5.8) Jn gl _ q/)n and Jlgn)(xl,.,,,xk,yl,...,yk,Zl,...,zk):min< ](gn)(xl

(n)
ooy Thoy YLy evey Yky 21y ovy 2 )5 NAX <wk (T1y .oy g

s YLy oy Ykes 215 445 Zk)a En[J]g:L_)l(xla sy L

,ugn),yl, ...,yk,pgn),zl, ...,zk,g§”))])> fork=n—1,n-2,...,0.

From (5.7) and by using the dynamical programming algorithm that was
obtained in [22] for general Dynkin’s games in discrete time it follows that

(5.9) v, =JM.

The following result says that the option price in the continuous time Mer-
ton model can be approximated by the sequence {V,,},~; (which can be
calculated explicitly as shown above).

THEOREM 5.1. V =Ilim,,_.o V,,.

PROOF. First we prove that V = lim, .o, I['(S(™). Let us check that
the conditions of Theorem 2.5 are satisfied. It can be easily checked that
the functions f,g are satisfy Assumption 2.1 and that for any k& > 1,
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sup,,>1 En(Sy (n )) < co. Thus from Doob’s inequality we obtain that sup,,>;
En[(supg<i<r SLS ))k] < oo and Assumption 2.3 follows. It is well known
that (W), NM™) = (W, N) on the space D([0,T];R?), and so by using
Skorohod representation theorem we can build a probability space on which
(W™ N — (W, N) a.s. and on which there exists a Sequence of i.i.d. ran-

dom Variables U1, U .. which is independent of {W (™) N®™ 1 W N.
Thus oW + SN 1 U — UW—i-Zl 1 Ui a.s. on the space ]D)([O T];R) thus
InS(™ = InS. For any n the process In S has independent increments
and the process In .S is continuous in probability with independent incre-
ments. From Corollaries 1-2 in [9] we obtain that In.S™ = InS and that
InS™, n > 1 satisfies Assumption 2.4. Which means that S = S and
S (”), n > 1 satisfies Assumption 2.4. We conclude that the conditions of
Theorem 2.5 are satisfied and the equality V = lim,, o, T'(S™) follows. In
order to complete the proof it remains to show that

(5.10) lim |V, = T(5™)] = 0.

For any n define the maps ®,,, V¥, T[g (;]) — A,

(511) Bu(0) = —max{kKT/n < o} and Wo(o) = min{HkT/n > o).

From (5.5),

inf  sup E,H5" (0,¥n(7)) =V, = inf sup En.Hs(n)((I)n(O'),T).

0€AR __rs(n) veTS™ reA,

[0,T] [0,7]
Thus
(5.12) L(SM™) —V, <infgyen, SUp__s(m) E, " )(U, T) —
[0,77]
S(n) (n) (n)
infoea, SUP, _potm Bl (0,Wn(r) S sup_ oo BulV?” — Y31

and V,, — T(SM) < inf seTs™ sup,en, B HS(n)(Qn(a),T) -

[0,7]
; s(n) S S
inf ET[S(W]) sup,en, EnH”  (0,7) < sup_ T[S(n) E,| X3 o) — Xo |.

For any 0 < t1,to < T and ui,us > 0 we have the following inequalities,
le™"uy — e M2ug| < Jug —uy| + 7|ty — to| max(ug, ug) and | uy — e"2ug| <
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" (Jug — uy| + 7|ty — to] max(uy,uz)). This together with (5.12) gives

(5.13)

(n) (n) (n)
Vi = T(S™)| < SUp__s(m En (Iv? Yy |+ X3, (r)

(0,71

~x2")) <2L(M + B, supg<j<p €S (")) +2¢' "L By supg<yer S

HO+20T) 50, et EnlS)

(n)
TA(@n(r)+Z )_S(I)n(T))"

The sequence S n > 1 is satisfies Assumption 2.4, and so from (5.13)

(5.14)
. B (n) TN e . n)
nangO]Vn LS| < (6+2e )nle sup(n)E | TA(q) ()+T) S, ()| = 0.
TeTS
(0,77]
O

REMARK 5.2.  Similar results can be obtained for game options in the
Merton model with integral payoffs (Asian options). It can be checked that
integral payoffs satisfy Assumption 2.1 and by estimates in the spirit of this
section we can get convergence results for this case also. Of course, put and
call options can be treated even in a more simple way since their payoffs
depend only on the present stock price.

1]
2]
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