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Abstract

We propose an approach of option pricing based upon game theory in
a typical nonlinear robust control fashion. In this approach, one needs a
description of the set of possible trajectories for the underlying stock’s price
process, but no probabilistic law over it.

We first quickly review the classical theory —albeit stripped of all ref-
erences to probabilities—, mainly to underline the role of trajectory sets, in-
cluding the bounded variation case and the “naive” hedging strategy it leads
to.

Then we propose a purely (robust) control theoretic view of the problem,
and solve it that way, both for continuous trading and for discrete time trad-
ing. At this time, we consider only “european” options, that is a security
whose value is defined at a fixed terminal tiffie

The new theory exists in both continuous and discrete time. In continuous
time, we are at present restricted to a bounded variation set up, recovering
the naive theory. We expect to get a more robust result once we include
transaction costs, a work currently in progress.

In discrete time, the model proposed, although strongly reminiscent —
if the security to be replicated is convex— of the theory of Cox, Ross, and
Rubinstein, has the advantage of being realistic in its finite step version, and
not only in the limit as the step goes to zero. As a matter of fact, it does
not assume that the stock price evolves on a binary tree, but to the contrary,
allows for a continuum of possible values at the end of each time period.
It provides us with an efficient discrete time hedging strategy against that
continuum of possible outcomes.

We show that in the convex case, the limit of the discrete time theory
gives back either the “naive” solution or the classical Black and Scholes so-
lution depending on whether we chose a bounded variation or a bounded
guadratic variation function for the underlying stock’s price history.

*i3s, University of Nice-Sophia Antipolis and CNRS, France



1 Introduction

The crucial point in Black and Scholes’s theory of option pricing [2] is that of
finding a portfolio together with a self financed trading strategy that insures the
same return as the option to be priced. Hence, if no riskless profitable arbitrage
is to exist in that market, the price of the option should be equal to that of that
portfolio.

What is requested is that the portfolio and strategy constructed replicate the
option, i.e. yield the same payment to the owfaerall possible outcomes of the
underlying stock’s valueAs has been stressed by several authors, this statement is
not in terms of probabilities, and therefore the precise (probabilist) model adopted
for the stock’s price should be irrelevant. As a matter of fact, it is known that if one
adopts a “geometric diffusion” model

d—S = pdt + odv, Q)

S

v(t) a Weiener process, then the famous Black and Scholes equation and formula
do not containu. In our formulation,u: just does not appear in the problem state-
ment. We shall further argue that the volatilityappears only as a characteristic of

the set of allowable historie$(-), not as a probabilistic entity.

We first show an elementary theory that emphasizes this point, and let us dis-
cuss a zero volatility, but yet stochastic —in the senseSlgtis a priori unknown
and can thus be thought of as stochastic— model. This model leads, in continuous
time, to a naive hedging strategy, which lacks robustness against transaction costs.
This naive theory is usefull to set the stage for further discussion downstream, but
apart from that, the fact that it fails in discrete time only serves the purpouse of
stressing its limits.

The only novelty we claim in this note, if any, is to take a control theory view-
point where the value of a portfolio is seen as a dynamical system, influenced by
two exogeneous inputs : the underlying stock’s price and the trading strategy of the
owner. With this viewpoint, it is only natural to reinterpret the goal of replication
as one of controllability in the presence of disturbances. Now, a recent trend in
control theory is to deal with uncertain disturbances with little modeling, but try-
ing to insure a desired outcome against all possible disturbance histories within a
prescribed set of possible such histories. This leads to a dynamic game approach
(and the theory of “capturability” [5, 1]). This is what we propose to do here.

We first investigate a continuous time theory, using the theory of differential
games. If the resulting game has some interest from a game theoretic viewpoint,
in its present form that theory only recovers the naive one. We expect to be able



to make it into a more practical theory by introducing transaction costs into the
model, a work currently in progress.

We finally investigate the discrete time case. When the terminal payment at-
tached to the contingent claim considered is a convex function of the underlying
stock’s price at that time, the new approach leads to a theory strongly reminiscent
of that of Cox, Ross, and Rubinstein [3, 4], but with the advantage that now the
model is more realistic even with a finite time step —and not only in the limit as
the time step goes to zero—, since we do not have to assume that the underlying
stock’s price evolves on a binary tree. We allow for a continuum of possible prices
at the end of each time step, and yet find a hedging strategy. (It even gives a way of
recovering at each time step part of the price paid for the portfolio to hedge against
past risks that did not materialize.) When the terminal payment is not convex, our
theory still yields a numerical solution to the pricing problem and a hedging strat-
egy. The binary tree approach in that case underestimates the price of the claim.

The limit of the discrete time theory can be made, as in [3], to coincide with
the classical Black and Scholes theory, or with the “naive” theory, depending on
what class of stock price trajectories we choose to approach.

2 Problem formulation

The time variable, always denotédranges, depending on the model, either over
a continuous time interval, 7'] of the real line or over the intege(s, 1,...,7'},
or over the discretized time intervfl, h, 2h, ..., Nh =T}

A given stock is assumed to have a time dependant, unpredictable, market price
S(t) at timet. An important part of the discussion, both in discrete and continuous
time, will be the sef of possible time functions'(-) assumed.

There also exists in that economy a riskless bond, the value of one unit of which
at timet is R(t), characterized byr(7T") = 1 and its ratep. ThusR(t) is a pesent
value factor. In continuous time,

and in discrete time,
R(t) = (1+p) T =T,

where we have set
1+p=r.

(In the “discretized time interval” case, we may choose either of the two models

R(kh) = e*k=Nh  or  R(kh) = r(F=N)h



with N = T'/h, without altering the limiting results.)

We are interested in replicating a security whose value at fihig a given
function M of S(T"). As is well known, in the case of a call of striking pri¢e,
M (s) = max{s — K, 0}, that we shall writeV/ (s) = [s — K]+, and in the case of
aput,M(s) = [K — s]+. Inthese casesy/ is convex and has a finite growth rate
at infinity, a case of interest later.

We shall consider a portfolio made@Ehares of the stock andiskless bonds.
Its value at time is thus

w(t) = z(t)S(t) +y(t)R(t) .
We shall consider trading strategies of the form

x(t) = o(t,5(1)) )

and discuss the choice of the function, or strategyn discrete time, this is a nat-
ural concept : the owner of the portfolio watches a market (fige at timet, and
essentially simultaneously buys or sells the necessary equities talld(t))
shares, that he or she keeps until the next trading#ime In continuous time, de-
ciding whether it is feasible to instantly and continuously implement such a strategy
is more debatable. In line with all feedback theory, we shall accept that concept,
stressing that we shall allways restrict the functidffs) to a set2 of continuous
functions so that it is mathematically unambiguous.

The trading of the riskless bonds will always be decided, beyond the initial
time, by the requirement that the portfolio be self financed. Hence, the amount of
shares bought at time dz(¢) in continuous time or:(¢t) — x(¢t — 1) in discrete
time, at the priceS(t) should exactly balance the amount of trading in the bond,
dy(t) ory(t) — y(t — 1) at the priceR(t). Therefore we should have either

S(t)dz(t) + R(t)dy(t) =0, 3)

or
St)(z(t) —z(t—1)) + R()(y(t) —y(t —1)) =0. 4)
As a result, inherent in our models will be that, in continuous time

dw(t) = z(t)dS(t) + y(t)dR(¢),
or, using the fact thatB(¢) = pR(t)dt andy(t)R(t) = w(t) — x(t)S(t),
dw(t) = z(t)dS(t) + p(w(t) — x(t)S(t))dt . (5)

The use we shall make of that “differential” form will be made clear later.
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In discrete time, we get, using (4),
w(t) =Szt —1)+ R(t)y(t—1),

therefore, using the discrete time definition®ft), and shifting all time instants
by one, we shall use either the form

w(t+1)=(St+1)—S@t)z(t) — px(t)S(t) + (1 + p)w(t) (6)

or the form
wt+1) =S+ Dx(t) + r(w(t) —x(t)S(t)) . @)

3 An elementary approach

3.1 Continuous time
3.1.1 Bounded variation : the naive theory

In this section, we assume that the §ebf possible market price histories(-)
is that of continuous bounded variation positive functions. One possible instance
would be a stochastic process driven by (1), witktechasticdrift © and zero
volatility o. In spite of its zero volatility, this can be a very unpredictable stochastic
process, of very high frequency, depending upon the stochastic precBss we
shall not need that interpretation.

We want to find a functiod¥ (¢, s) and a trading strategy(t, s) such that
the use of (2) will lead tav(t) = W (¢, S(¢)) for all ¢ € [0,7], and this for all
S(-) € Q. If this is possible, and iV is of classC*!, we must have

A () = %—Vf(t, S(£)dS(t) + aa—VtV(t, S())dt = du(?) (®)
where du(t) is to be taken in (5), and the differential calculus is to be taken in the
sense of Stieltjes. We have a way to make this hold for egéry< Q) by equating
the terms in & through the choice

ow

#(t) = S5 (1.5(1), ©

and further equating the remaining terms irycelds

plu(t) — 2(0)5(1) = 2 (¢, 5(t))



Using the previous equality again, we see that this will be satisfietifs),

ow ow
W(t’ s)—pW(t,s) + psg(t, s)=0. (10)

If this partial differential equation has a solution that furthermore satisfies
Vs e RT W(T,s) = M(s), (11)

then a portfolio of total valué¥ (0, 5(0)) at time O, driven by the strategy thus
computed indeed replicates the security considered. An equilibrium price for the
option in that model is thu8/ (0, S(0)).

The unique solution of the PDE (10)(11) is the (discounfmdty value:

W(t,s) = et (T s). (12)

Take the case of a call say. The associated naive hedging srategyzis§ust
if the call is out of the moneys(t) < exp(p(t —T)K), andx = 1 otherwise. This
nave strategy is easily seen to be indeed self financed, and replicating the call.

Its bad feature is in case the price of the underlying stock oscillates close to the
discounted value of the striking price. Then the owner is perpetually in doubt as to
whether the price will go up, and he must buy a share, or down and he must not.
Any friction, like transaction costs, ruins that strategy. We argue that the weakness
of that model, which would yield an essentially free insurance mechanism, is in the
fact that we ignored transactions costs in the maadatjn the choice of2, which
may be more realistic than the more classical next choice.

3.1.2 Fixed quadratic relative variation

Assume now that the sé€t of allowable price processes still contains continuous
positive functions, but now of unbounded total variation, and all of quadratic rela-

tive variation Ny
: S(tk+1)—5(tk)>2 2
lim =0t
kzl ( S(t)

the limit being taken as the divisidh= ty < t; < ... < ty = t has its diameter
—the largest interval, | — tx— that goes to zero. (And thug correlatively goes
to infinity.) Allmost all trajectories generated by (1) have that property. But the
drift has no effect on the set of possible trajectories, and hence does not appear
here.

For this class of functions, we have the following lemma (see appendix) :




Lemmal LetV(t,s) : R x R — R be twice continuously differentiable. Let
S(-) € © and assume thaV/0s)(t,S(t)) = 0 for all t € [0,7]. ThenVt €
[0, 71,

t 2 2
V(t,S(t) =V(0,5(0)) +/0 (%—Z(T,S(T)) - %5(7)287‘2/(7, S(T))) dr.
We apply the lemma td’(¢,s) = W(t,s) — z(t)s — y(t)R(t), trying to keep
V(t, S(t)) equal to zero. Firstinsure thédV’/0s)(t, S(t)) = 0 through the choice
(9). Assume that this will lead to a differentiabig-), thus alsoy(-). Then (3)
yields &S + yR = 0. Finally, using agaiyR = p(w — xS), we insure that
V(t,S(t)) remains constant along any trajectoryft, s) € [0,7] x R™,

ow ow  a% ,0*W
W—pW—i—psg—l—Esz 552 =0,
which, togeher with (11), is Black and Scholes’equation.

It is a simple matter to check that its famous solution indeed converges to (12)
aso — 0, and that the corresponding hedging strategy also converges to the naive
strategy.

As a final remark, let us point out that extending that elementary theory to a
claim contingent on the value severalunderlying securities is straightforward.

3.2 Discrete time

We quickly look at what that approach leads to in discrete time. Starting from (7),
we see that we would like to find a functid¥i(t, s) and a strategy(t, s) such that

VS, S eRF, Vte{l,...,T},
W(t+1,5) = ot,8)S" +r(W(t,S) — o(t, 5)S).

The right hand side of the above equality is affineSinthus so should be the
left hand side, i.eW (t + 1,s) = Ai18 + Biy1, and A = (¢, s), hencep
should be independant frogm Placing this back, for time in the above equation,
we get

Bt+1 = T'[(At — At+1)S + Bt} .

Since B, cannot depend o, we see that necessarily; = A;11, i.e. Ay is a
constant, sayl, andB;,, = rB, i.e. B, = "B for some constanB. As a
consequence, the only possible form for the final value of the security considered
is M(s) = As + B, totally uninteresting.



Notice that in that approach, limiting the range of variation$'@f+ 1) given
S(t) would not help. It is why in their discrete time theory, Cox, Ross, and Ru-
binstein [3], are obliged to limit the variations §fto exactly two possible values,
leading to the now classical binary tree. A model which can be considered hardly
realistic as a normative one, except in the limit as the step size goes to zero.

4 The robust control approach

4.1 A controllability viewpoint

We observe that the dynamic equation governirig) defines a dynamical system
with inputs.S(-) andz(-), and outputw(-). A portfolio will be at least as good as

the option, and therefore defines an upper bound to the equilibrium price, as soon
as we can find a strategy wher&) depends only opast and present information

that leads to a final value greater or equal to that of the option for all admissible dis-
turbancesS(-). (This controllability propertyagainst all admissible disturbances

is calledcapturability).

We therefore need to know which initial portfolios, if any, can thus be driven
to a set of “admissible” terminal states. A good definition of the equilibrium price
of the option isthe least expensiveitial portfolio that enjoys that property. As a
matter of fact, we have already argued that, being controllable to the desirable ter-
minal condition, it sets an upper bound on the equilibrium price. But in addition, if
any cheaper portfolio might be faced with possible price histdfiesthat prevent
its being driven to that desirable state, then the option is more valuable than any
of those cheaper portfolios. It can therefore not be lower priced than that limiting
“capturable” portfolio.

It is easily seen that if we set no restriction in the admissible time functions
S(-), there is likely to be no capturable set. The classical way of imposing such
restrictions is by representing the said function as the output of a controlled system,
the simplest of all being of first order. We are thus led to the introduction of a
second dynamic equation, that we may choose of the form

S(t) = (u+ov(t)S(t), |v(t) <1, (13)

in continuous time, withv(-) measurable —this implies that we restrit:) to
absolutely continuous, bounded variation, positive functions—, or

St+1)=0+pu+ov(t)St)=(m+ov(t)SE), |vit)<1 (14)

in discrete time. In these two models; ) is a “noise” signal that only serves the
purpose of defining a set of admissible disturbarftfes not a brownian motion. It

8



ranges over the continuous interyall, +1], andnot over the finite sef—1, +1}.
For that reason, we shall let, in the discrete time analysis,

m-—o=a, m+o=>b,

instead of the " and “u” of [3], to distinguish our model from theirs. But they
shall play a very comparable role in the subsequent calculations.
We have set, or shall also use, the definitions

l1+pu=m, p—p=m-—-r=2A.

The standard approach is then to consider the two equatiorfsdodw as a
dynamical systenmy as the disturbance, as the control,

ar={ () e ® P |wzms) (15)

as the set of admissible terminal states.
The relationship with game theory is best displayed by noticing that the pre-

scription
. (3) e

influ(T) ~ M(S(T))] 2 0. (16)

and the existence of an admissible strateghat insures (16) is equivalent to

can also be written

max ll/I(lg[’w(T) —M(S(T))] >0

at least if the maximum exists. No wonder then that the methods of robust control
be the same as those of dynamical games.
4.2 Continuous time

We are therefore faced with the task of finding the initial states that can be con-
trolled to the set (15) in the dynamical system

§ = (urov®)s, wl<1,
w = pw+ (A+ov(t)Sz(t),

where we choose(t) as our control.



It is known that the solution of this “qualitative game” (or “game of kind”) can
be sought through the backwards construction of a barrier from the boundary of
the (usable part of the) capture set. It turns out that that construction presents an
unusual feature, interesting from a game theoretic viewpoint. We choose here to
skip that question, and directly exhibit a solution.

We claim that a barrier is the 2D manifold parametrizedtland S asw =
W (t,S) whereW (-,-) is given by (12). Let us directly check this fact. At a point
(t,S,w) of this manifold, we compute a normal pointing in the direction of larger
w's. We useR = exp(p(t — T')). The normalk is given by

ny p[-RM(S/R) + M'(S/R)S]
n(t, S, w) = (ng) = ( —M'(S/R) )
1

Nw
then we form
H =ny +ngS + ny = (A + ov)S(z — M'(S/R)).

Now, A < o, so thatv has the choice of the sign ¢A + ov), so thatinf, H is
nonpositive. Thereforenax, inf, H is obtained forr = M’(S/R), and is indeed
zero. Therefore the manifold = W (t,S) is indeed a barrier. The choice of
strategyz(t) = M'(S(t)/R(t)) for any state lying on this manifold will prevent
the state of the system from crossing it. (Actually, starting on the manifold, the
state will stay on it for any/(-). This is, in disguise, the same argument as in the
naive theory.)

Take the case of a call, indeed= M’(S/R) is the naive hedging strategy we
have discussed. In the parlance of differential games, the I8@s= K R(t) is
a pursuer dispersal line. That is, when the state of the system is on that locus, the
pursuer, here the disturbance, can behave the way it wants. The evader, here the
portfolio’s owner, must adapt and play= 0 if S goes down, ana = 1 if S goes
up. We have already noticed that in this dilema lies the unrealistic character of that
strategy from a practical perspective.

4.3 Discrete time
4.3.1 Isaacs’equation

The system we now consider is governed by

St+1) = (m+ov(t)S(t),
w(t+1) = rw(t)+ AN+ov(t)St)z(t).
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It is convenient to make the following change of variables

_S() _w(t)
U(t)—%a U(t)—ma
and to take the alternate control variables
()= (m+ov)cla I = [% g] () = a(tul)
Then the system is simply
u(t+1) = 71(t)u(t), a7)
v(t+1) = w@)+ (7(t) — Dy(t). (18)
The set of admissible terminal states is still
AT:{(Z)E(R+)2)1;2M(u)}. (19)

Let A; be the set of states at timtecapturable tad; at terminal time. i.e.,
(u,v) € Ay if and only if there exists an admissible strategy

¢(t/) = @(tlﬂ u(t,)v U(t/)) ) t'> t,
such that the system (17)(18) initialized (at(t), v(t)) = (u,v), driven by that
strategy ends in an admissible state at tifnr all admissible disturbances-).

We notice first that if a statgi, v) belongs ta4,, then clearly so do allz, v)'s
for v > v. Let therefore

W(u)zmin{v‘(Z) eAt}.

The functionV;(-) completely describes the sdt as its epigraph.

We shall now proceed backwards, by dynamic programming. The sequence
of sets.A; and the hedging strategy(t) = ¢(t, .S) are simultaneously defined by
Isaacs’equation:

Ty, (u,v) = mﬁxinf Mg, (Tu,v+ (1 = 1)) (20)
where ) )
ronN 1 ifo Z‘/;H-l(u)v
]1At+1(u ') = { 0 ifv/ < Vi(u),
and

Vi(u) = min{o | 14, (u,0) = 1}. (21)
This actually provides us with a computational procedure thats lets us compute

Vo(.S) for every admissibleé (0) = S, and thus a valuation formula for the contin-
gent claim.
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4.3.2 The convex case

Notice now that ifA/(-) is convex, so is the sed7. Furthermore, for a given state
(u(T'—1),v(T — 1)) and a fixed)(T' — 1), the set of possibléu(T"),v(T)) is a
line segment inu, v) space. It is entirely contained in the convex gt if and
only if its end points are. Therefore we investigate for whiahv) there exists a
fixed ¢ such that

v+ (@—1)y <M@u), v+ (b—1) < M(bu).

Remember thai < 1 < b, so that the above pair of inequalities is satisfied provid-

ed that . 1
——[—v+ M(bu)] < <

b—1 l-a

There exists sucha if and only if

1 ~ 1
—|— M <
b—l[ v+ (bu)]_l—d

or equivalentlyy > Vp_;(u), with

Vi) = 2= N Gu) + 2200w

—a b—a

This therefore describes the séf-_;. Now, it is a simple matter to check that,
due to the convexity of\/, the functionVp_; above is still convex, (notice for
that purpose that is the convex combination afu and bu with the respective
coefficients(b — 1)/(b — @) and(1 — a) /(b — a)) and therefore also the sd_;.

As a consequence, the same calculation can be propagated backwards, defining
a sequence of functiorig (-) through

w_1<u>:g‘lvxauwg‘f‘vt(éw, Ve(u) = M), (22)

—a —a

Itis convenient to get back in the original variables, and to set
W(t,S) = R(Vi(S/R(t)) = TV (rT71S)

and to rewrite the above recursion as

10b— _
W(t-1,8) =~ bor a

W (t,aS) + Z

—a —a

W, bS)| ,  W(T,S)=M(S),
(23)
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which is the same as in [3], equation (2) or (4). This recursion enables one to
numerically compute a sequence of functidhgt, S) for a givenM(-). And it
yields an equilibrium pric&V (0, .5(0)) for the security considered.

Notice that, if we are to trade bonds for shares of the underlying stock a finite
number of times, i.e. at discrete instants of time, this model is the relevant one. As
we shall see, it gives a higher price for the option than that obtained for any of the
continuous limits we shall consider. The difference is the price to be paid for less
attentive behaviour. However, part of this price may be recovered through careful
trading if the risk it was meant to hedge against does not materialize. Here is how.

Assume that at timeé — 1, w = W (¢t — 1,5), i.e. we are on the boundary
of admissible states, the portfolio’s current value is the minimum one if we are to
hedge against all admissible disturbances in the future stock’s price. We use the
strategy —the portfolio composition— advised by the present theory (explicitly
given below). Now, assume also that the pritfg) that happens to materialize is
not an extreme one, but interior to the admissible intefwslt — 1), bS(t — 1)].

Then, in general (this is not always so), we shall get that the differancg) =
w(t)— W (t, S(t)) will be strictly positive. Therefore, an admissible hedging strat-
egy is to first sell equities in the portfolio for an amount equal to that difference,
and being then back to a worth(t*) = W (¢, S(t)), choose a portfolio compo-
sition according to the now unique hedging strategy easily derived from the above
analysis :

2(1)S(t) = %[W(t +1,6S(8) — Wt + 1,aS(8))].

The complemeny(t)R(t) = w(t) — x(t)S(t) is thus :

YO R(E) = — [QW(tH,QS(t))—%W(Hl,bsm)].

b—ar

It might be interesting to notice that the amouxi(¢) recovered at each step
by selling the excess portfolio value is directly related to the convexity of the suc-
cessivelV/ (t, -), hence ofM(-), as is shown by the following formula. (Writg~
andS+ for aS(t—1) andbS (¢ — 1) respectively to make the formula more legible.)

Aw(t) =
(ST=S5)(S() = 57) <W(t7 SH-W(,S®) Wt S@1)

S+ — G- B — S~

W(t,57)
ST =5(@) S(t) ) '

An interesting question, then, would be to evaluate the expectation of the (discount-
ed) sum of these benefitsiifis, say, evenly distributed betweeri and 1.
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4.3.3 Non convex contingent claims

We relied in the above theory on the convexity of the functidiis) giving the
payoff at terminal time. The natural question then is what if this payoff is non
convex, such as a spreadf(s) = min{max{0,s — K}, L}, or a “digital call’
such asM (s) = L(1 + sign(s — K))/2. Then, the fact that the endpoints of the
segment described by (17)(18) bedn. ; is no longer sufficient to guarantee that
(ui+1,ve4+1) be in that set for all possible(t). Therefore, that theory alone, i.e.
the Cox, Ross and Rubinstein valuation formulagderestimatethe value of the
replicating portfolio, and of course gives no hint as to a hedging strategy.

In that case, we must revert to numerical implementation of the Isaacs equation
(20)(21). For each time stepwe traverse the state spacedrand for fixedu per-
form a dichotomic search for the lowest admissikl& hat way, if one accepts our
model of S(-), which is at least more realistic than a binary tree, the present theory
can be used to compute both a hedging strategy and a valuation. The computational
load remains light for classical contingent claims based upon a single underlying
good.

We give hereafter the results of computations that display the disparity between
the Cox Ross and Rubinstein valuation and the new one proposed here.

4.4 Vanishing step size
4.4.1 The general framework

We wish now to investigate the case of vanishing step sizes. In [3], the solution of
(23) in the case of a call is explicitly computed, and its limit as the step size goes
to zero is computed, with two limit procedures : one corresponding to a geometric
diffusion process foiS(-), and the other one to a jump process. Here, in keeping
with our previous theory, we shall consider the case of a continuous bounded vari-
ation function and that of a continous, fixed quadratic variation, one. However, we
choose a path that lets us deal with a more general contingent claim characterized
by its convex terminal valu@/ (S (7)), assumed to have bounded growth rate at
infinity. We shall deal elsewhere with non convex claims.

In both cases, we need to letandb, or ¢ and B, depend on the step size
We denote thena;, andby,, or a, andb,. We callv,fh)() the function obtained

from the recursion (22), with;, andbj, in place ofa andb, for the timet = kh.
Therefore, the “initialization” of that recursion at terminal time is now given by

VAP (u) = M (u). (24)
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We wish to obtain

. h
Ve (u) = lim V" (),

or, for that matter,
V2(w) = lim Vi (),

t

h
for any fixedt. Our method will be to show that the recursion (22) approximates the
solution of a partial differential equation, Black and Scholes’ in the fixed nonzero
guadratic variation case. To do so, notice that using (22) and substra’éﬁ?@)
from both sides, we get

h h
LV ) = v () =
bh—11
by, —ap h

h -~ h L—ap 11 h
[Vk( )(ahu) - Vk( )(u) +— [Vk( )(bhu) — Vk( )(u)] .
by, — ap I
(25)
We also notice the following easy facts :
Propositions

1. The application — V;(-), or equivalentlyM — V" (-) defined by (22),
is a contraction in the large for the distance of uniform convergence.

2. If M € CY(R"), and|M'(u)| < C for all u, then all ther(h)(') have first
derivatives bounded by .

3. If M € C*(RY), and|M” (u)| < C, for all u, then all ther(h)(~) have
second derivatives. They are uniformly bounded by a nunib@rovided
that

Vh, (an +bp —anbp)"/"Cy < D. (26)

Let M.(-) be a convex function, of clags, for each fixed epsilon, approaching
M uniformly ass goes to zero as

VueRT,  |M.(u) — M(u)| <e.

Such anl, exists because we have assumed fifahas a finite growth rate at
infinity. We can consider the recursion (22) initialized @/},1 = M. instead of
(24). Because of proposition (1) above, eag@?) (u) lies within ¢ of the corre-
sponding one when the recursion is initializedVat Therefore so does their limit
V2 (u). We may therefore evluate this limit for@? terminal valueM, and let that
function converge td/ in the resulting expression.
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4.4.2 Bounded variation

For the sake of completeness, we first examine the case where the sefitignge
is requested to approach a bounded variation function. This is done by choosing

i, =a" and b, =b".

In that way, the amplitude of admissible variationsSobver a fixed time interval
is preserved for alk. Notice then that

(an, + b, — anbp)™/" — 1

ash — 0 so that it is indeed bounded. .
Consider equation (25) with the abolg andb;,. Notice further that

b —1 Inb 1—ah —Ina

= — — , = - — ,
bh — ah Inb—1Ina bh — ah Inb—1Ina

and, assuming that the derivatives exist (we have repla¢dyy ). as explained
above)

(h)
Lo, an 10 dv, _
N [Vk (@"u) =V, (u)} ~ 4 (w)ulna,
h
1 dv,"

- [v,jh)(éhu) - v,j“(u)} = (w)ulnb.

h
As a consequencé;l/h)[v,ff)l(u) - Vk(h)(u)] — 0. More precisely, using the
bound on the second derivatives of M§l),

1o h
- V@) - v | < o

so that, for any,

15

P (w) = h(T —t)D < VI (w) < VI (u) + h(T — t)D

h

Hence, in the limit/;° = M., and letinge go to zeroV,’ = M for all t.

We therefore recover the naive theory where the equilibrium price of any such
security is constant in discounted values. The corresponding srategy is the naive
strategy.
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4.4.3 Fixed quadratic variation

We now want to approach the case where the admissible fundichsave fixed
quadratic variation. This is done by choosing

&hzl—i-,uh—a\/ﬁ, l;hzl—l-,uhﬁ—a\/ﬁ,

wherep;, /h converges to somg/, ash goes to zero.

Let us consider (25) and létgo to zero. The left hand side formally converges
to —9V,2/ot. Calculation of the limit of the right hand side requires that the dif-
ferences be expanded to second order, since the variation in the arguments is only
of the order ofv/h. It is however an elementary task to check that (25) formally
converges to . .

oV, o 50°Vi(u)
o WE T e

i.e. Black and Scholes’partial differential equation in discounted variables.

To make that statement precise, we first use the previous trick of replafing
by aC? M., and let it converge td/ in the limiting V,. We shall therefore assume

that ther(h) are all twice differentiable in.. Notice also that we now have that

(27)

(dh + i)h — Elhi)h)T/h — e”2

so that again, that function is bounded and continuosash approaches 0. Thus
it has a finite maximum and we are still in the conditions of proposition (3) above.
The calculation proposed above lets us conclude that

0_2 82v(h)
Vi)~ VPl Gt < VRD. (8)

1
h

Let us consider a dyadic sequence of time divisions, in sigps 2~ ". The
first and second derivatives inof the Vk(h) are all bounded, uniformly in, k, u.
By Tychonov’s theorem, there is a subsequence for which these derivatives have a
pointwise limit. By repeated application of the dominated convergence theorem,

these limits are the first and second derivatives of a liffitu) of the Vt(/i;)(u)'s.

Let us further, for each fixed, interpolate linearly the sai@l’k(h) (u)’s for val-

ues oft between the discretization points, and, with a transparent abuse of not-
ations let us call thith(h) (u). It results from (28) tha(avt(h)/at)(u) converges

to —(02/2)(9?V,?/0u?)(u), and again from the dominated convergence theorem,
this limit is (0V;/0t)(u). Thus,V,?(u) satisfies equation (28). The solution of
that equation with boundary valud, atT" is unique. Therefore it is the whole
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sequence that converges. Finally, the solution of that equation can be seen to be

continuous in its boundary value, thus we have that indé@é/’g), converges to the
solution of Black and Scholes’equation with boundary valietT.

5 conclusion

We conclude that the classical Black and Scholes equation can be seen as a property
of the set of trajectorieassumed for the underlying market prices, not of a proba-
bilistic measure it would be endowed with. A weakness of the bounded quadratic
variation case (i.e. Black and Scholes’s theory) is that tlioés not sufficéo
assume that the quadratic variation be bounded to calculate a valuation. We need
to know the exact volatility. In contrast, in the bounded variation case —the zero
volatility case— the total variation does not need to be known. And the problem
does not seem much less meaningfull. The weakness of that theory, in its present
form, being that it yields our “naive” hedging strategy, that we have seen to be non
robust to even small transaction costs. We are currently investigating its solution
in the presence of these costs, using our robust control approach.

As a matter of fact, we have a coherent piece of theory based upon robust
control and game theoretic tools, concerning the pricing of a contingent claim at a
fixed expiration date, such as european options. In continuous time, we only have a
“bounded variation” theory, easily recovering our naive theory. But as we said, we
hope to get a much more realistic hedging strategy by including transaction costs.

In the case of discrete time trading, by exhibiting a hedging strategy against
infinitly many possibilities, we give a normative value to the theory of Cox, Ross
and Rubinstein, and improve over it in the case of non convex contingent claims. In
that last case, we have shown that the previous theory underestimates the value of
the contingent claim (which was known to a large extent) and we have a numerical
tool to efficiently compute a valuation, if one accepts our model for market prices.

We have carried out numerical checks of that theory. If carefully done, the
computation proves to be very fast, and completely corroborates the theory. We
give here two graphics concerning the digital call, chosen because it is not simply
constructed from calls and puts. Similar caluclations have been performed for
standard calls and puts, and various spreads. In the results shown, the discount
factor has been chosen unrealistically large to better separate the curves. The first
graphic shows the valuation of the digital call for various maturities. The second
one provides a comparison with a “Cox Ross and Rubinstein” approach.

Finally, we extended the convergence results of the Cox, Ross and Rubinstein
theory for vanishingly small stepsizes in two directions : on the one hand, we allow
for a wider class of contingent claims than just call or put, on the other hand, we
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show that the bounded variation theory can also be recovered that way. An aim of
further research is to exploit recent advances in the numerical approach to dynamic
games, using the tool of viscosity solutions, to investigate the limit of our valuation
in non convex cases.

Finally, the methodology advocated here lends itself to deal with other types of
contingent claims, american options, asiatic options, barrier options, etc. We plan
to cover these in forthcoming papers.
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7 Appendix

We prove here a lemma of deterministio ttalculus, a slightly modified ver-
sion of which is lemma 1 in the text.

Lemma 2 Leto(-) be a measurable real function and-) be a continuous
real function, both defined over the interyal 7], such that for any € [0, 7]
and any sequence of divisiofs= tg < t; < to < ... < ty = t with a
diameterh going to0 (and thereforeN — o0), it holds that

t
lim Z 2(tpgr) — 2(tr))% = / o?(t)dr. (29)
0
Let f(¢, z) be a function fronj0, 7] xR to R twice continuously differentiable.
And assume that, for atl€ [0, 77,

o1
Lt 2(1)) = 0.

Then, for allt € [0, 7],

t olr 2 92
fltoate) = 100,500+ [ (Ghratr + CEE T L s ) o

Proof Consider a divisiord = ¢y < t1 < t3 < ... < ty = t. Using a
Taylor expansion to second order with exact rest, we have

Ptk 5{tks)) = £, 2(0)) = (50050000 ) (s = 1)+
2
(G2t 2(0)) (o) = 2(00) + § Gt s = 02 +
0? 0?
Lt — 1) (thr) — 200) + § 22 (eltir) — 2000,
where all second partial derivatives are evaluated at a ggjnt; ) on the
line segmenti(ts, 2(tx))  (tk+1, 2(tkt1))]-

By assumption, the second term in the r.h.s. is equal to zero. We summ these
expressions fok = 0to N — 1. The L.h.s. is jusif (¢, z(¢)) — f(0, 2(0)). We
want to investigate the limit of the four remaining sums in the r.h.s.

The first sum is elementary : sin¢e— (0f/0t)(t, 2(t)) is continuous, we
get
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Proposition 1

N-1
hmz (g{ b 2 (tk))> (bors — t2) = / o ra(r) dr.

Let us examine the quadratic terms. Again, it is a trivial matter to check that

Proposition 2
N-1
lim Z (at? th, 2, ) (tesr — )2 = 0.
=0

Let us show

Proposition 3

N-1 2
lim z;) <§;aj; (tk,zk)> (k1 — ti) (2(tkg1) — 2(tk)) = 0.

Proof This is hardly any more complicated than the previous fact, but let
us be careful with terms involving(-). However, we know that that function

is continuous ovefo, t|, hence uniformly so. Therefore, for any positive

there exists a sufficiently small such that if the diameter of the division is
less thanh, then|z(tx+1) — 2(tx)| < e for all k. Moreover, z(t) remains
within a compact, and thus so do all thgs. Hence,f being of clas<”?, its
second derivative evaluated(t],, z; ) is bounded by a numbér. Therefore,

for a small enough diameter, the absolute value of the above sum is less than

Z Ce(tys1 — tg) = Cet,

hence the result claimed.
We now want to prove

Proposition 4

2

. t 82
fim Z <8 j;(tk’zk)> (2(tes1) — 2(tr))? :/0 0(7)2%(7,2(7))d7.
k=0
To that aim, we show two intermediary facts :
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Fact 4.1 For any continous real functiaf(-), we have that, fot;, < ¢ <

tk‘—i—l!
N-1

lim a(t)(z(tgrr) — 2(tr))% = tCL(T)O’(T)2 dr.
rar k+1 k /0

Proof Notice that the result trivially follows from the assumption (29)
whenever the function is piecewise constant. (In the limit &s— 0, on-

ly a finite number of interval&:(ty), z(tx + 1)] contain a discontinuity o,

and their weight in the sum vanishes. For all the other ones, just piece togeth-
er the intervals where is constant. There the differences are multiplied by a
constant number.)

Now, both the finite sums of the I.h.s. and the integral are continous with
respect tau(-) for the uniform convergence. (Concerning the finite sums, they
are linear inu(-). Check the continuity at zero.) Andbeing continuous over

[0, T, it is uniformly continuous and can be approximated arbitrarily well, in
the distance of the uniform convergence, by a piecewise continuous function.
The result follows.

Fact 4.2 For any continuous functiob(t, ), we have fort, < ¢ <t
andz(ty) < 2z, < z(tg41)

Jim Z bt 2 (=(trr) — 2(t0)? :/O o (7)2b(r, 2(7))dr .

Proof Replace first; by z(¢ ) as the second argumenttagh the I.h.s. Then
justleta(t) = b(t, z(t)) in proposition 4.1, and he limit follows. Now, &s—
0, and becausé andz are continuoush(t}, z;,) — b(t},, 2(t},)) converges to
zero uniformly ink. (They both approach(t, z(¢x)) uniformly.) The result
follows.

Setb = 92 f /0x? in the fact 4.2 above to get proposition 4.
Propositions 1,2,3, and 4 together yield the lemma.

Remark Useb(t, S) = S%(92V/0s?)(t, S) in Proposition 4.2 to derive the
slightly different lemma 1 in the text.
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