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ERROR ESTIMATES FOR MULTINOMIAL APPROXIMATIONS
OF AMERICAN OPTIONS IN MERTON’S MODEL

YAN DOLINSKY
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HEBREW UNIVERSITY, JERUSALEM, ISRAEL

ABSTRACT. We derive error estimates for multinomial approximations of Amer-
ican options in a multidimensional jump—diffusion Merton’s model. We assume
that the payoffs are Markovian and satisfy Lipschitz type conditions. Error
estimates for such type of approximations were not obtained before. Our main
tool is the strong approximations theorems for i.i.d. random vectors which were
obtained in [I4]. For the multidimensional Black—Scholes model our results can
be extended also to a general path dependent payoffs which satisfy Lipschitz
type conditions. For the case of multinomial approximations of American op-
tions for the Black—Scholes model our estimates are a significant improvement
of those which were obtained in [§] (for game options in a more general setup).

1. INTRODUCTION

This paper deals with multinomial approximations of American options arbitrage—
free prices in the multidimensional jump—diffusion Merton’s model with finite hori-
zon. The Merton model is a generalization of the Black—Scholes model and it
allows the stock to have jumps of compound Poisson type. We consider a Markov-
ian payoffs which satisfy Lipschitz type conditions and derive error estimates for an
appropriate multinomial approximations. In the multidimensional Black—Scholes
model these error estimates can be also derived for general path dependent payoffs
which satisfy Lipschitz type conditions.

For American options in finite horizon Merton’s model arbitrage—free prices can
not be calculated explicitly. Since multinomial models are active on a discrete set
of times and defined on a discrete probability space, then arbitrage—free prices in
these models can be calculated efficiently by dynamical programming algorithm.
Thus convergence results for multinomial approximations provides an efficient tool
to evaluate arbitrage free prices in the Merton model.

Several papers dealt with multinomial approximations of American options in
models with jumps (see, [I0] and [I2]). In both of the papers the authors considered
the case with one risky asset and used the weak convergence approach. The main
tool that was used in the above papers is the stability results for Snell’s envelopes
under weak convergence which were obtained in [I1]. In [2] the weak convergence
approach was used to show convergence results for multinomial approximations
of game options (which were introduced in [6]) in the Merton model. The main
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disadvantage of the weak convergence approach is that this machinery can not
provide, in principle, speed of convergence estimates. Thus no error estimates were
obtained for multinomial approximations of American options in the Merton model.

Clearly, from practical point of view it is valuable to find estimates of the cor-
responding errors. In order to obtain error estimates we should consider all the
market models on the same probability space, and so methods based on strong
approximation theorems come into picture. Strong approximation theorem allows
to construct a probability space which contain all the markets models such that
the risky assets in the discrete time models will be ”close” with respect to the sup
norm to the risky assets in the continuous model. Several authors applied strong
invariance principles in order to obtain error estimates for American and game op-
tions in the one dimensional BS model (see, [5],[7] and [3]). In all of these papers
the authors used the Skorokhod embedding tool of i.i.d. random variables into the
one dimensional Brownian motion. This tool can not be applied for the multidi-
mensional case. In [8] the author studied discrete time approximations of Dynkin’s
game values for the multidimensional Brownian motion. The main tool that was
used there is strong approximation theorems which were developed in [I] and they
work for sequences of random vectors with close characteristic functions.

In [T4] the author considered a new approach to strong approximations in the
multidimensional case. He showed that for a given sequence of i.i.d. random vec-
tors XM X®@ _ and a random vector Y which has the same expectation and
covariance matrix as X it is possible to construct a sequence of i.i.d. vectors
YW Y@ such that YY) ~ Y and the normalized sums of the last sequence will
be ”close” to the normalized sums of the first sequence. Furthermore for any k£ < m,
Y (%) is independent of X (™). The above approach will be the main tool that we use
in order to establish the results in this paper. For Merton’s model strong approxi-
mation theorems were not used before. An interesting question which is still open,
is whether the method from [I4] can be applied for game options approximations.

Let us remark, that the estimates for the Brownian motion by means of normal-
ized sums of independent random vectors obtained in [I4] are much better than
those which were obtained in [I].

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 auxiliary lemmas
that we use. In Section 4 we complete the proof of main results of the paper.

2. PRELIMINARIES AND MAIN RESULTS

Consider a complete probability space (€, F, P) together with a standard d—
dimensional continuous in time Brownian motion {W(t) = (W1(t), ..., Wa(t))}20,
a Poisson process { N (t)}$2, with intensity A and independent of W, and a sequence
of i.i.d. random vectors {U() = (Ull), s g(lz)) o0, with values in (—1,00)%, inde-
pendent of W and N. We also assume that for any 1 < j < d, E|U]§1)|2 < oo where
E denotes the expectation with respect to P. A d-dimensional Merton’s model
with horizon T' < co consists of a savings account which given by

(2.1) b(t) = b(0) exp(rt), b(0),r >0, 0 <t < T



Error Estimates for American Options 3

and of d risky stocks {S(t) = (S1(), ..., Sa(t))}1_, given by

(2.2)
d d N(t) )
Si(t) = S;(0)exp((r + pi — > 0% /2t + > oW, () [[A+UP), 1<i<d
j=1 j=1 j=1

where 0 = (04j)1<i,j<d is a nonsingular matrix, S;(0) > 0 and without loss of
generality we assume that

(2.3) pi=-AEUM 1<i<d.
Consider an American option with the payoff process
(2.4) Y(t)=F(S(t).1), 0<t<T

where F : Ri x Ry — Ry is a function such that for some constant L > 1 and for
any t > s > 0 and v, 0 € R?,

d d
(2.5) |F(v,t) — F(0,8)] < LZ |vi — 0;] + L(t — s)(1 + Z |vil).
i=1 1=1

Let T be the set of stopping times with respect to the natural filtration generated by
S (which satisfies the usual conditions) with values not exceeding T. The equality
[23) guaranties that the probability measure P is a martingale measure. Thus the
term
(2.6) V = sup E(exp(—r7)Y (7))

TET
gives an arbitrage—free price for the American option.

For any n € N define a sequence of i.i.d. random vectors {U™ = (U™, ..., U"")}
by

[eS)
i=1

n,i k — . .
27 UM = Z(E" 1/8_1)]1{%",1/8_1@;”Sgn,l/g_l}, 1<j<d, ieN

where I = 1 if an event @ occurs and = 0 if not, and M (n) € N satisfies

d " n—1/8
(2.8) ZlE(Uj H{U;1)>Mn*1/871}) < T
i=
Notice that
(2.9) ElUf —Uu™ | <n M8 imeN, 1<) <d

Next we describe the discrete time markets which we use to approximate the Merton
model. Let A € M441(R) be an orthogonal matrix such that it last column equals to
(ﬁ, cey ﬁ) Let Q¢ ={1,2,...,d+ 1}* be the space of infinite sequences w =

(w1, wa,...); w; € {1,2,...,d+1} with the product probability P* = {ﬁ, ceey ﬁ}(’o.
Define a sequence of i.i.d. random vectors £, €3 . by

(2.10) (W) = Vd+1(Au1, Awae Awa), i €N,
Observe that
(2.11) EEW =0 and EEVeY =1if i = j and = 0 otherwise.
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The probability space (¢, P*) was introduced in [4]. For any n we extend (¢, P%)
to a probability space (0, Gy, P,) such that it contains a three independent se-
quences of i.i.d. random vectors {€M}2,, {p™*}7_, and {u™F}?_,. The second
sequence is a sequence of Bernoulli random variables such that P,{p™! = 1} =
1 — exp(—AT'/n) and the second sequence satisfies u™! ~ U™

Foranyn e N0O<k<nand 1<1i<dset N"’k:an:lpn’m and
(2.12)

k d N™k n,j
(M) (4) = S,(0) exp(rkT /n ,/Z 0. £ [I= O +u)
ST = sty [l s ”; & )(1+(1—exp(—AT/n))Enu;l’l)k

m=1
where % <t< W and E,, denotes the expectation with respect to P,. Con-
sider a multinomial n—step market which is active in the moments 0, %, %, vy I

and consists of a savings account which given by (1) and of d risky stocks S(™ =

(S’Yl), . Sc(l")) given by (ZI2). Next, we introduce an American option with the
payoff process

(2.13) Y™ (k) = F(S™ (KT /n), kT/n), 0 < k < n.

Let 7T, be the set of stopping times with respect to the filtration {U(S(()"), Sgl), ceey Sg)}zzo

with values in {0,1,...,n}. Observe that for any n, P, is a martingale measure for
the n—step market. Thus

(2.14) Vi, = sup E,(exp(—7T/n)Y ™ (1))

7'67’71
is an arbitrage—free price of the n—step market. The following theorem says that
the arbitrage—free prices of the n—step markets converge to the arbitrage—free price
of the Merton model and provides an estimates on the error terms.

Theorem 2.1. For any € > 0 there exists a constant C. such that for any n
(2.15) [V = V.| < Concs.

Remark 2.2. Theorem[21] can be extended to a case where we have a finite number
of Poisson clocks. Namely, consider a complete probability space (Q, F, P) together
with a standard d—-dimensional continuous in time Brownian motion W, m inde-
pendent Poisson processes NV ..., NU™) which are independent of W, and for any
1 <k < m a sequence of i.i.d. random vectors {U™"}2, with values in (—1,00)<.
We assume that the sequences are independent of each other and independent of W
and N .. N We also assume E|U]k’1|2 < oo, for j < d and k < m. The
risky assets are given by

d d m N® (1)
(2.16) Si(t) = Si(0) exp((r + i = Y _o5y/2)t+ oWy (0) [T T[ @ +U)
j=1 j=1 k=1 j=1
where p; = =AY, EUik’l, i < d. For an analogical multinomial models (to those

that we used for one Poisson process) we can prove a similar result to Theorem [2]]
The proof for this case can be done in a similar way to the proof of Theorem [21]
and by using the same ideas. For simplicity we provide the proof only for the case
with one Poisson process.
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Remark 2.3. By using the Cauchy-Schwarz inequality and the Chebyshev’s in-
equality it follows that we can set M(n) = [cn'/*] for some constant ¢ ([z] is the
integer part of x). Thus in the n—step mutinomial model which is given by (212)
the number of growth rates is proportional to n*/*. If UV takes on a finite number
of wvalues, then we can construct the multinomial models with a fized number of
growth rates by letting U™ = U@ for any i,n. In this case the proof of Theorem
211 is simpler than for the general case and does not require Lemma[3.3.

3. AUXILIARY LEMMAS

We start with a standard result, but since we could not find a direct reference
its proof is given here for readers’ convenience.

Lemma 3.1. Let n € N and consider a probability space together with a filtration
{Gr}_o and a positive d-dimensional adapted stochastic process {Q(k)}zzo. For
any k let Y(k) = ¢n(Q©,...,QW) where ¢p : R? x ..R? — R,. Assume that
E maxo<k<n Y (k) < 0o and define

(3.1) A = esssupre mE(Y(7)|Go)
where M is the set of stopping times with respect to the above filtration with values
(k) k n
in {0,1,....,n}. Assume that the sequence {(Wv oy %)} is a sequence
d k=1
(k) ()
of i.4.d. random wvectors such that for any k, (W, %) is independent of
d
(1)
Gik—1. Let p(-) be the probability density function of (Q(O) s ooy =&5). Then
d
(3:2) A= p(Q)

where 1y is given by the following dynamical programming relations
(3.3) p = ¢n and for 0 < k < n, (2@, 20 . 2®)) = max(¢p (2@, 2D,
) ‘I(k))a fzeRd wk+1($<0)a I(l)v aS) 'I(k)a Ik7z)p(zla ) Zn)dzldzn)

k,z

Be = (a7 ah%) e R s given by 2 = Mz, i< d.

where x

Proof. Tt is well known (see [I3]) that A = A(0) can be calculated by the following
dynamical programming relations

(3.4)  A(n)=Y(n) and for 0 <k <n, A(k) = max(Y (k), E(A(k + 1)|G))-
By using backward induction, (83) and (84) we obtain that for any 0 <k <mn

(3.5) A(k) = (@, QW, ...,Q"W)
and the result follows. O

Next, we derive several estimates that will be used in this Section. For any n € N
and 1 <14 < d denote,

(3.6) SV (t) = Si(0) exp((r + mi — 30—y 0%/2)t + Y1_y 03 Wi (1)),
I = maxo<pen-1 SUPLr /<< (et 1)r/n |91 (£) = SPY (KT /n)],

d
DV = Zk 1 SUPg<e<T |Sk (t)] and D =37, SuPo<¢<T |Sk(t)]-
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By using the inequality | exp(x) — exp(y)| < |z — y| exp(max(z,y)) we obtain that
forany 1 <:<d

(57) 5 < D% (It i = iy oy 20T+

Jj=

d
2 j—1 ol maxo<k<n—1 SUPLr /m<i< (kg 1yT/n (Wi (t) — Wj(kT/n)|>-

Fix 1 < j <d. From the scaling property of the Brownian motion it follows

E( max sup |[W,(t) — Wj(kT/n)|4) <nE( sup |[W;t)]*) < a
0<k<n—1 g7 /n<t<(k+1)T/n 0<t<T/n n
for some constant ¢;. This together with (1) and the Holder inequality gives

d
(3.8) E Z J < epn=1/4

i=1

for some constant c;. Let 73" C T be the set of stopping times with values in
{0,Z 2L 'T}. Set,

Yn n 0

(3.9) Vn(l) = :17{5)" E(exp(—r7)F(S(7),7)).

Lemma 3.2. There exists a constant Cy such that for any n

(3.10) 0<V -V <o /4

Proof. The inequality 0 < V — Vrsl) is obvious. Thus it remains to prove that
V- Vn(l) < C’ln’l/‘l. Fix n € N and choose € > 0. There exist 7 € T such that
(3.11) V < e+ E(exp(—r )F(S(T),T)).

Define the random Varlable o =min{t € {0,£,2L . T} ¢t > 7}. Observe that
ceThandr <o <7+ ;. Thus from (23) it follows

3.12) V-V < e+ E(exp(—r7)F(S(1), 7)) — E(exp(—ra)F(S(c), )
<e+ E|F(S(r),7) — exp(—rT/n)F(S(0),0)|
< e+ E|F(S(7),7) — F(5(0),0)| + ZLE(F(S(0),0)) < e+ £L(1+ ED)
+LE(XL 1Si(7) = Si(0)]) + ZL(F(S(0),0) + LD + LT(1 + D)).
Next, set the event Q = {N (o) > N(7)}. Notice that for any 1 <i <d
N(®)
(3.13) 1S;(7) — Si(o)| <IoD + 2(021:% [Ta+u2)8.
<I<T

(From B8), BI2)-BI3) and the Cauchy-Schwarz inequality we obtain that there
exist constants cs, ¢4 such that

(3.14) V-V <etesn V44 e /PQ).

(From the strong Markov property of the Poisson process (with respect to the
natural filtration generated by S) and the inequality 7 < o < 7 + % we obtain

(3.15) P(Q) < P(N(T/n)>0)=1—exp(—AT/n) < %

The result follows by combining BI4)—-@B.13) and letting € | 0. O
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For any n define Sb" = (8™, ..., ;™) by
(3.16)

N(t
SER () = Si(0) exp((r + s — Za /2t+Zau HHU’” l<is<d
j=1 = J=1

Let 72" be the set of stopping times with respect to the filtration {o(S(u), ST (u)|u <
)}, with values in {0, L ,T}. Set

Y n"'

(3.17) V7§2): sup E(exp(—r7)F(SY"(1),7)).
TET2™

Lemma 3.3. There exists a constant Cy such that for any n
(3.18) V& — v < Cyn/8,

Proof. ;From Lemma Bl it follows that V") = sup,cy2.n E(exp(—rt)F(S(71),7)).
This together with (23 gives

3.19) [P -1 < LE(supo<t<T SSET () — Si(8)]) < L x
E(DY (X supgeyar [ TINY (1 4+ U) — I (1 + U)))) =
LE(DW)E(X ! supgerer | TIND (1 + UP) = TN (1 + U)).

Next, we estimate the last term from BI9). Fix 1 < ¢ < d. For any n,j € N

set A?’j =U/ J Ui(j ). The sequences U™7, U) are independent of the Poisson
process N. Thus

(3.20) E(supgeier |TINY (1 +UP) — TIND (1 + U)) =
Sy PIN(T) = k)E(maxi << | [T, (1+ UY) —
171+ U + A7) < S5, PIN(T) = k) x

E<maX1Sm§k 27:1 21§q1<q2<...qj§m i:1 |A% | x

.....

m j n,qs (s) _
E<Zj—1 Yi<qi<gacgy<m Lzt 1A  Thcocmsg g,y 1+ Ui )) =

Sy PIN(T) = k) Sy Sy (1) (BAP ) (1 + BUY ym=d

from 29) and the inequality |z — y™| < m|zr — y|(max(z,y))™ ! (for z,y > 0,
and m € N) we obtain

(3.21) = S, PIN(T) = k) 0oy (L + EULY + BIAT )™
1+ EU.“))m) <n USS® P(N(T) = k)X _ m(2+ EUM )=
n~Y85%°_ mP(N(T) > m)(2+ EUM)ym1 <
nl/8Y m()‘T) 2+ EUM)m=1 = AT exp(\T'(2 + EUM))n=1/3.
By combining (319)-@B21I) we obtain (B1]). O
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ForanyneN,0<k<nand1<i<dset
(3.22) g = maxg<men (1 4 (1 — exp(=AT/n)) EUY) ™™ — exp(mmT/n)|,
n k
zZmh = > i1 LN GT/my-N((j-1)T/m)>1} and
n d d
S3™(t) = Si(0) exp((r — > i1 05 /KT /n+ 375, 0y Wi(kT/n)) x
2" a+up)
(14+(1—exp(~AT/n) BUT)

Notice that Z™*F ~ N™* (the last term was defined before (ZIZ)). ;From (23
and (2.9) it follows that there exists a constant c¢s such that

+, for % <t< —(k+73)T.

S vi<i<d

(1) « 22
(3.23) In” =1

Denote §2" = (512’", v 5’3’"). Let 72" be the set of stopping times with respect to
the filtration {o(S(u), S*"(u), S*"(u)|u < t)}]_, with values in {0,Z, 2L T},
Define

(3.24) V7§3): sup E(exp(—r7)F(S*™(1),7)).
TET3™

Lemma 3.4. There exists a constant C3 such that for any n
(3.25) V&) —v@| < Can~/8,

Proof. Fix n € N. Introduce the events Q; = {N(kT/n) — N((k —1)T/n) > 1},
k < n. Notice that for any 1 < <d

(3.26)maxo<k<n |512n(kT/”) - Slln(kT/n” <Liur_,Qi} SuPogth(Silyn(t) +

87" (1) + G exp(uiT|) supo<,<r 577 (1)
;From Lemma B it follows that V,\? = sup,cys.n E(exp(—r7)F(S(7),7)). It is
easy to verify that the terms E(supOStST(Sil’"(t) + SZ™())?) are uniformly (with

respect to n) bounded. Thus ([B:26]) and the Cauchy-Schwarz inequality gives that
there exist constants cg, ¢y such that

3.27) V¥ = Vi < LEY{ maxocken |57 (KT /) — 87" (KT /n)| <

cen V8 + ¢r P(Uy_,Qr) < cen V8 + c74/ —’\252
and the result follows. O

Next, we derive estimates on a discrete probability spaces. For any n and 0 <
k <n define

(3.2857" () = Si(0) exp(krT/n + Yok, S0, (/T noiel™ — 03,17/ (2n)))

AR 1+un’j
X Jj=1 ( i ) -
(1+(17cxp(7)\T/n))Enu?’l)

and V) = sup, ¢, En(exp(—7T/n)F (7, 53" (7)), where §*" = (SP™ ..., 83™).

for kKT/n<t<(k+1)T/n

Lemma 3.5. There exists a constant Cy such that for any n

(3.29) V@ —v,| < oyn~2,
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Proof. For anyn € N, 0 <m <n and 1 <1i <d set,
(3:30)B" =In(1 + T, TTnoye™) — 0, (/Zoue™ — 03 T/(2n)),

mon d m m
S %(Z;‘:l 01'23‘ - ijl Zk:l Uijaikga(' )51(6 ))'

Observe that for any 1 < j < d, |§§1)| < vd+1 a.s. Thus by using the Taylor
series of In(1 + ) we obtain

(3.31) |B™ — O™ < egn~3/?

for some constant cg. ;From (ZIT) it follows that for any ¢, n the random variables
{7 | are iid. with mean 0. This together with the Doob-Kolmogorov

inequali?y (see [9]) gives
k, n ~ k,n 2 1,n2 C_9
(3.32) B, mﬁgnlzc ) <A4E, (I;Ci ?) <anE, (07" <

for some constant cy. It is easy to verify that the terms En(z:?:1 supOStST(S’?’n(t)—i—
S’i(")(t))Q), n € N are uniformly bounded. From (B3I)-332) and the Cauchy-
Schwarz inequality we obtain that there exists a constant C4 such that

ViV —V,| < LE, <2Hsupo<t<T|s3"<> SM)) <

LE, (Y0 maxicmen | Y7y B[ supge, <7 (577 (1) + S (1)) <
LE, (30 (csn™ 1/2+maxl<m<n|zk LOTM ) supgeper (ST (8) + STV (1))
S C47’L 1/2.

4. PROOF OF MAIN RESULTS

The following result which we state without proof was established in [14] under
more general assumptions (see Theorem 2.1, Corollary 3.1 and Lemma 5.1 there).
This result is the main tool that we use in order to complete the proof of Theorem

21

Theorem 4.1. Consider a probability space together with a sequence XM, X2 .
of i.i.d. d-dimensional random vectors and a d—dimensional random vector Y .
Assume that EZ?:1(|X§1)|3 +1Y;?) < 00, EXY) = EY and

(4.1) BE(xX\VxM) = B(vY)) ¥i,je{L,...d}.
For any z > 0 it is possible to extend our probability space to (Q,F,P) which

contain a sequence of i.i.d. random vectors YD Y such that Y) ~Y, and
for anyn € N

d
5 (m) _ yr(m) Cn 2 v (D)3 3
(4.2) P( max z;lin ~Y; |>2)§7;E(|Xi 1>+ 1Yil")

for some constant C' which independent of XM X @) Y and z (E denotes the
expectation with respect to P). Furthermore, for any k > 1 the random wvectors
X .

X =Dy &)y B+ are independent.
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(From Lemmas [B.2H3.9] it follows that there exists a constant Cs such that for
anyn €N, |V —V,| < Csn~ /8 + |V7§2) —v® |. Thus in order to complete the proof
of Theorem [2.1] it remains to establish the following lemma.

Lemma 4.2. For any € > 0 there exists a constant C. such that for any n
(4.3) V@ —v®)| < Cons.
Proof. Fix n € N and € > 0. We start with proving the inequality
(4.4) VA —v® < Cones.
(From (2I0) and Theorem[Tlit follows that we can construct on the same probabil-
ity space (Q, F, P) two sequence of i.i.d. random vectors XV, .. X y®) 'y (®)
such that X1 ~ Y(1 \/75 D and
k

(4.5) ( max Z| Z X i(m)| >n~l8) < Cen=/B

l<k<n

for some constant Cs. Furthermore, for any k& > 1 the random vectors X (1), ..., X (*=1) 'y (k)
..., Y are independent. We can extend the constructed probability space such
that it will contain also two independent sequences of i.i.d. random vectors F(V), ... F(™)
and G| ..., G™ which are independent of X, ... X Y1) 'y and satisfy
FO ~ gl GO~ D) (pm! U™ were defined in Section 2).

For any p <n and ¢ < d set,

M2y a+68)
DO\
(1+(1—exp(~AT/n) ECM)

DX = 8i(0) exp(rT) maxo<r<n exp(Y,_y Sty (04 X(™ — 02T/(2n)))
and DY = 9,(0) exp(rT) maxo<r<n exp(Sn,_y 35—y (035 Y, ™ = 02T/ (2n))).

(4.6) Zw) =3 | FY), D; = maxo<r<n

It is easy to verify that there exists a constant C and for any p > 1 there exists a
constant C), (the above constants does not depend on n) such that

d d
(4.7) Y ED; <C and E((>_ DX+ D)) <G,
i=1 i=1

Define S(t) = (51(), ..., S¢(t)) and S(t) = (S1(t), ..., Sq(t)) by
(4.8)  Si(t) = Si(0) exp(rkT/n + Yk, S0 (0 X" — 03T/ (2n))) x

7, a+e)
(1+(1—exp(—AT/n))EG§“)k

Sk Y (oY ™ — o3 T/ (2n))) (

and S;(t) = S;(0) exp(rkT /n +

. .
25 a+69)
— O\’
L+ (1—exp(—AT/n)) BG)

wherelgigd,ogkgnand%§t<w
Next, let T be the set of stopping times with respect to the filtration {o(S; (u)|u < t)}tTZO
with values in {0, < ,T} and let T be the set of stopping times with respect

L) na"
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to the filtration {o(S(u), S(u)|u < t)};[:O with values in {0, Z, 2L . T}. Set,

'n n

(4.9)7 =sup, .7 E(exp(—rT)F(S'(T), 7)), V= Sup,_ v E(exp(—rT)F(S’(T), 7))

and Q = {maxicrcn Yoy | S0y X" = Y| > 0718,
Observe that S ~ 2" and § ~ $3". ;From Lemma B.1] it follows that V = 1A%
and V = V,Sg), in the last equality we usegi theAfact that X x &= y k) y®)
are independent for any k > 1. Since T' C T then from (@3), ([@7)—-9), the in-

equality | exp(z) — exp(y)| < |z — y| max(exp(x), exp(y)) and the Holder inequality
we obtain

(4.10) v _v® < Sup, v E(exp(—r7)F(S(1),7) —

et Blexp(=rm)F(S(7),7)) < LE(supoeper >y [Si(t) = S;
< LE((n™/® maxi<; j<a |0y + 1) (Xi—y Di(D¥ + DY)
< LO((Co)/Pn=t/84€(Cy) V9 + maxi < j<a o7 |Crn~1/8)

(®)])

where p = 1+85 and ¢ = é. iI‘his completes the proof of the inequality (£4).
The inequality Vn(g) — 7§2) < C.n“"% can be proved in a similar way, just take
X0\ [Te0 and YO ~ W (L), 0

Remark 4.3. In several cases our approach can be extended also for path depen-
dent payoffs which satisfy Lipschitz type conditions. Let MJ0,t] be the space of
Borel measurable functions v = (v1,...,v4) : [0,t] — R? with the uniform metric
dot(v,0) = SUPp<s<t Z?:1 vi(s)
—0i(s)|. For each t > 0 let F;, be a nonnegative function on M[0,t] such that for
anyt>s >0 and v,0 € M|[0,t],

|Fs(v) — Fs(0)| < Ldps(v,0) and |Fi(v) — Fs(v)|
< L[t = s|(1+ sup,ejo,q Xy [vi(w)]) + sup,epe g Sy vi(u) — vils)]).

Consider an American option with the payoff process Y (t) = F;(S) where S =
S(w) € M[0,00) is a random function taking the value S(w,t) at t € [0,00).
When considering Fy(SP) for t < oo we take the restriction of S to the interval
[0,t]. The termV = sup,.c E(exp(—r7)Y (7)) gives an arbitrage—free price for our
model. For the multinomial models we consider the payoffs Y™ (k) = F%(S(”))

and the arbitrage—free prices V, = sup, o, E,(exp(=7T/n)Y "™ (1)). Lemmas[32,
and [[-9 can be extended to this setup in a way that does not ruin the esti-
mates of Theorem[2.1l The problem is with Lemmas[3.3{34] For path dependent
options the equality before (FI9) does not follows from Lemma (although is
correct) and the the first inequality in (3.27) should be replaced by |V7§3) - Vn(z)| <
LE Z?:l Supg<y<r | S (t) — SPT(1)|. The way to fix it is to consider a piecewise
constant approzimations of S, S (t) = Syrm for KT/n <t < (k+ 1)T/n,
0 < k < n. If we could provide an estimates of the term Emaxo<g<n |F% (S) —

Fir (8()| then both of the Lemmas [Z3[37 could be extended. Observe that,
E(maxo<p<n [Fir (S) = Fir (SM)]) < LE(supg<icr Siy 1Si(8) = S (1)) For
the Black-Scholes model (no Poisson process) the last term was estimated in [3.8).
Thus for the Black—Scholes model the estimates from Theorem [21] remain valid for
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path dependent options which satisfy Lipschitz type conditions. However, if we allow
jumps of compound Poisson type than in general the term E(supg<,<r Ele |S;:(t)—

Sf")(t)|) should not tend to 0. Consider a specific type of path dependent options
which are given by F;(S) = max(M,supg<, <y maxi<;<d Si(t)), where M > 0 is

some constant (Russian options). Recall the terms IS that were defined in (3.0)
and the events Qi which were defined before (F26]). For Russian options we have
the following inequality

maxo<k<n |[Fer (S) = Fer ($M)] < Lliun_ g,y supgc,<r Fi(S) +

N(t j d i
SUPg<;<T sz(l)(l + Ui(])) Dic1 .
By using estimates that were derived in Section 3 we obtain that F(maxo<k<n |Frr (S)—

Fir (S™)]) is of order n=/* and so the estimates from Theorem 21l are also valid

for Russian options in Merton’s model.
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