The Annals of Applied Probability

2006, Vol. 16, No. 2, 984-1033

DOI: 10.1214/105051606000000088

© Institute of Mathematical Statistics, 2006

ERROR ESTIMATES FOR BINOMIAL APPROXIMATIONS
OF GAME OPTIONS

BY YURI KIFER
Hebrew University

We justify and give error estimates for binomial approximations of
game (Israeli) options in the Black—Scholes market with Lipschitz contin-
uous path dependent payoffs which are new also for usual American style
options. We show also that rational (optimal) exercise times and hedging self-
financing portfolios of binomial approximations yield for game options in the
Black—Scholes market “nearly” rational exercise times and “nearly” hedg-
ing self-financing portfolios with small average shortfalls and initial capitals
close to fair prices of the options. The estimates rely on strong invariance
principle type approximations via the Skorokhod embedding.

1. Introduction. Cox, Ross and Rubinstein’s (CRR) binomial model of a
financial market was introduced in [6] not only as a simplified discrete time
and space counterpart of the Black—Scholes (BS) model based on the geomet-
ric Brownian motion, but also as a convenient approximation of the latter which,
indeed, became a popular tool to evaluate various derivative securities. Clearly,
for an approximation to have any practical value, it is necessary to estimate the
corresponding error. Many papers dealt with both justification of the CRR approx-
imation of European and American options in the BS market and with estimates
of the corresponding error terms (see, e.g., [1, 10, 21, 22, 24, 27, 30]). Still, none
of these papers derived error estimates for options with path dependent payoffs.
In this paper we consider game (Israeli) options introduced in [15] which general-
ize American style options when not only their holders but also their writers have
the right to exercise and we obtain error estimates of binomial approximations of
fair prices, rational exercise times and hedging self-financing portfolios for such
options considered in a BS market and having path dependent payoffs.

A game option (or contingent claim) studied in [15] is a contract between a
writer and a holder at time ¢ = O such that both have the right to exercise at any
stopping time before the expiry date T'. If the holder exercises at time ¢, he may
claim the amount Y; > 0 from the writer and if the writer exercises at time ¢, he
must pay to the holder the amount X; > Y; so that §; = X; — Y; is viewed as a
penalty imposed on the writer for cancellation of the contract. If both exercise at
the same time ¢, then the holder may claim Y; and if neither have exercised until

Received March 2005; revised November 2005.

AMS 2000 subject classifications. Primary 91B28; secondary 60F15, 91A05.

Key words and phrases. Game options, Dynkin games, complete markets, binomial approxima-
tion, Skorokhod embedding.

984


http://www.imstat.org/aap/
http://dx.doi.org/10.1214/105051606000000088
http://www.imstat.org
http://www.ams.org/msc/

BINOMIAL APPROXIMATIONS OF GAME OPTIONS 985

the expiry time 7', then the holder may claim the amount Y7. In short, if the writer
will exercise at a stopping time o < T and the holder at a stopping time t < T,
then the former pays to the latter the amount R (o, T), where

(1.1) R(s, 1) = Xy + Yl <

and we set I4 = 1 if (an event or an assertion) A holds true and I4 = O if not.
As usual, we start with a complete probability space (€2, F, P) and a filtration of
o -algebras {¥;};>0 generated either by a Brownian motion in the BS model or by
i.i.d. binomial random variables in the CRR model. The payoff processes X; and Y;
should be adapted to the corresponding filtration and in the continuous time case
they are supposed to be right continuous with left limits, though the latter could be
relaxed sometimes.

Two popular models of complete markets were considered in [15] for pricing
of game options. First, the discrete time CRR binomial model was treated there
where the stock price Sy at time & is equal to

k
(12) Sce=S [[a+pp.  So>0.
j=1
where p;, j =1,2, ..., are independent identically distributed (i.i.d.) random vari-

ables such that p; = b > 0 with probability p > 0 and p; =a <0,a > —1 with
probability g = 1 — p > 0. Second, [15] deals with the continuous time BS mar-
ket model where the stock price S; at time ¢ is given by the geometric Brownian
motion

(1.3) Sy = Soexp((a@ — k%/2)t +«B;),  So>0,

where {B;};>¢ is the standard one-dimensional continuous in time Brownian mo-
tion (Wiener process) starting at zero and « > 0, o € (—00, 00) are some parame-
ters. In addition to the stock which is a risky security, the market includes in both
cases also a savings account with a deterministic growth given by the formulas

(1.4) by=(14r)"by and b, =bpe"", by, r >0,
in the CRR model (where we assume, in addition, that » < b) and in the BS model,
respectively.

Recall (see [28]) that a probability measure describing the evolution of a stock
price in a stochastic financial market is called martingale (risk-neutral) if the dis-
counted stock prices [(1 + r) %Sk in the CRR model and e~"* S, in the BS model]
become martingales. Relying on hedging arguments, it was shown in [15] that the
fair price V of the game option is given by the formulas
(1.5) V= min max E((1+r)"?""R(0, 7))

o€Tor t€for
in the CRR market [with usual notation a A b = min(a, b), a Vv b = max(a, b)] and

(1.6) V= inf sup E(e"°""R(o,1))

o €T0T TeTor
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in the BS market, where the expectations are taken with respect to the correspond-
ing martingale probabilities, which are uniquely defined since these markets are
known to be complete (see [28]), T is the expiry time and Ty, is the space of corre-
sponding stopping times with values between s and ¢ taking into account that in the
CRR model o and t are allowed to take only integer values. Observe that formulas
(1.5) and (1.6) represent also the values of corresponding Dynkin’s (optimal stop-
ping) games with payoffs (1 +r) """ R(c, t) and e "°"" R(0, T), respectively,
when the first and the second players stop the game at stopping times o and t,
respectively. Observe that since their introduction in [15], various aspects of game
(Israeli) options were studied in [2, 5, 7, 9, 12, 17-20] and recently this technique
was applied in [8] to convertible (callable) bonds.

The continuous time BS model is generally considered as a better description
of the evolution of real stocks, in particular, since the CRR model allows only two
possible values (1 4 b)S; and (1 + a)Sk for the stock price Sy at time k& + 1
given its price Sy at time k. The main advantage of the CRR model is its simplicity
and the possibility of easier computations of the value V in (1.5), in particular, by
means of the dynamical programming recursive relations (see [15]),

V=V()’N, VN,N=(1+7‘)_NYN and
(1.7)
Veoy = min((1 +r) " X, max((1+r) Ve, EViwr,v1F0))

where a positive integer N is an expiry time and {F%},>0 is the corresponding
filtration of o -algebras.

Following [30], we will approximate the BS model by a sequence of CRR mod-
els with the interest rates r = ™ from (1.4) and with random variables p; = p,ﬁ")
from (1.2) given by

r=r™ =exp(rT/n)—1 and

(n) rT T 172
Pk = P, =~ =€Xp 7+K ; & | — 1,

where &; = S](-"), j=12,..., are i.i.d. random variables taking on the val-
ues 1 and —1 with probabilities p® = (exp(/c\/;) + D7 land 1 — p® =
(exp(—/c\/g Y+ DL, respectively. This choice of random variables &;, i € N, de-

(1.8)

termines already the probability measures P = {p™, 1 — p™}> for the above
sequence of CRR models and since Eﬁ p,ﬁ") = r®™ where Eﬁ is the expectation
with respect to Pf , we conclude that P,f is the martingale measure for the corre-
sponding CRR market and the fair price V = V™ of a game option in this market

is given by the formula (1.5) with E = Ei . Some authors consider a bit simpler
and more straightforward approximation (see, e.g., [21] and [22]) where

. BT T\'/2.
(19) pkzpk=exp(—+x<—) sk)—l
n n
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with B =r —k?/2 and ék takes on the values 1 and —1 with the same probabil-
ity 1/2. This approximation leads to similar errors estimates (with, essentially, the
same proof) but, in general, we do not arrive at the martingale probability mea-
sures in this case. Thus, we have to speak then about the prices V™ of discrete
time Dynkin’s games (rather than about the fair prices of the corresponding game
options) given by (1.5) for the CRR market with p; and ™ described above, but

with the expectation £ = E § taken with respect to the probability pPé generated
by é j»J=1,2,..., rather than with respect to the corresponding martingale prob-
abilities. For purposes of approximation, this difference is not so important, but the
first approximation becomes more convenient for the construction of self-financing
“nearly” hedging portfolios with small average shortfalls. Another useful advan-
tage of the first approximation is that it leads to discounted stock prices evolv-
ing on the multiplicative lattice {Syexp(mk (T /n)'/?), m € Z} which substantially
simplifies computations.

Let V be the fair price of the game option in the BS market. The main goal of
this paper is to show that for a certain natural class of payoffs X; and Y; which
may depend on the whole path (history) of the stock price evolution (as in integral
or Russian type options) the error |V — V| does not exceed Cn~'/4(Inn)3/4,
where C > 0 does not depend on n and it can be estimated explicitly. Moreover,
we will show that the rational exercise times of our CRR binomial approximations
yield near rational [(Cn~!/*(Inn)3/4)-optimal stopping times for the correspond-
ing Dynkin games] exercise times for game options in the BS market. Since the
values V™ and the optimal stopping times of the corresponding discrete time
Dynkin’s games can be obtained directly via the dynamical programming recur-
sive procedure (1.7), our results provide a justification of a rather effective method
of computation of fair prices and exercise times of game options with path de-
pendent payoffs. The standard construction of a self-financing hedging portfolio
involves usually the Doob—Meyer decomposition of supermartingales which is ex-
plicit only in the discrete, but not in the continuous time case. We will show how
to construct a self-financing portfolio in the BS market with a small average (max-
imal) shortfall and an initial capital close to the fair price of a game option using
hedging self-financing portfolios for the approximating binomial CRR markets.
The latter problem does not seem to have been addressed until now in the liter-
ature on this subject. This hints, in particular, that since hedging self-financing
portfolio strategies can be computed only approximately, their possible shortfalls
come naturally into the picture and they should be taken into account in option
pricing even if a perfect hedging exists theoretically. Note that the results of the
present paper require not only an approximation of stock prices and the corre-
sponding payoffs, but also we have to take care about the different nature of stop-
ping times in (1.5) and (1.6). It would be interesting to obtain similar results for
discrete time and space (say, multinomial) approximations of sufficiently general
Lévy markets, that is, markets where the stock price evolve according to a geo-
metric Lévy process with jumps, but this requires additional ideas and machinery.
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Some discrete time approximation results without error estimates for American
options in the Merton stock market model were obtained in [25]. Game options
with jump—diffusion models of stock evolutions were considered recently in [8].

Our main tool is the Skorokhod type embedding of sums of i.i.d. random vari-
ables into a Brownian motion (with a constant drift, in our case). This tool was
already employed for similar purposes in [24] and [30]. The first paper treats an
optimal stopping problem which can be applied to an American style option with
a payoff function depending only on the current stock price and, more importantly,
this function must be bounded and have two bounded derivatives which excludes
usual put and call options. The second paper deals only with European options and,
again, only payoffs (though with some discontinuities) determined by the current
stock price are allowed. A number of other papers also deal with error estimates for
the CRR approximation of European and American option prices in the BS market
(see, e.g., [21, 22, 27] and references there), but none of them treat path dependent
payoffs (moreover, boundedness of payoffs conditions there usually exclude even
American style call options) and none of them consider the game options case as
well.

The main results of this paper are formulated in the next section where we dis-
cuss also the Skorokhod type embedding which we employ in the proof. In Sec-
tion 3 we show how this embedding enables us to consider both CRR and BS stock
evolutions in an appropriate way on the same probability space and we exhibit
there a series of steps which lead to the proof of the main results. The necessary
technical estimates are derived in Section 4. In Section 5 we deal with rational
exercise times and self-financing nearly hedging portfolios with small averaged
shortfalls. In Section 6 we generalize to the game options situation the estimates
from [24], which cannot be applied to the standard options as the proof relies on
very restrictive bondedness and smoothness assumptions, but still, in view of their
simplicity, the arguments there may have a pedagogical value and some readers
may prefer to read this case first.

2. Preliminaries and main results. For each ¢ > 0, denote by M[O0, ¢] the
space of Borel measurable functions on [0, ¢] with the uniform metric dy; (v, U) =
SUPg<s<; |[Us — Us|. For each ¢t > 0, let F; and A; be nonnegative functions
on MJO, ] such that, for some constant L > 1 and for any t > s > 0 and
v, 0 e M[O0,t],

(2.1) |Fs(v) — Fs(U)| + [Ay(v) — Ag(D)| < L(s + 1) dos (v, 0)
and

|Fr(v) — Fs(U)| + [Ar(v) — A (V)]
(2.2)

§L<|t—s|<1—|— sup |vu|>+ sup |vu—vs|>.

u€l0,z] uels,t]
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By (2.1), Fo(v) = Fy(vo) and Ag(v) = Ag(vg) are functions of vg only. By (2.2),

(23)  F()+ A(v) < Fo(vo) + Ao(vo) + L(r + 2)<1 + sup |Us|>-
O<s<t
Next, we consider the BS market on a complete probability space together
with its martingale measure P® which exists and is unique as a corollary of the
Girsanov theorem (see [28]). Let B;, t > 0, be the standard one-dimensional con-
tinuous in time Brownian motion with respect to the martingale measure PZ. Set

Bt*=_§t+Bt» t>0.

Then the stock price S,B (z) at time ¢ in the BS market can be written in the form
(2.4) SB(z) = zexp(rt + k BY), SE(z)=2z>0,

where r > 0 is the interest rate and « > 0 is the so-called volatility. We will con-
sider game options in the BS market with payoff processes in the form

Y, =F(S8(z) and X;=G,(S8(z)), tel0,T], T >0,

where G, = F, + A;, F, A satisfy (2.1) and (2.2), S8(z) = S8(z, w) € M[0, T
is a random function taking the value StB (z) = S,B (z,w) at t € [0, T], and in the
notation F,(S8(z)), G;(SB(2)) for t < T, we take the restriction of SZ(z) to the
interval [0, 7]. The fair price V = V (z) of this option with an initial value z > 0 of
the stock is given by (1.6).

Next, we consider a sequence of CRR markets on a complete probability space

such that, foreachn =1, 2, ..., the stock prices S,(") (z) at time ¢ are given by the
formula
[nt/T] 1/2
T T
St(n)(z)zzexp< > (r— +K<—) &)), t>T/n and
n n
k=1

(2.95)

5™ (2) = S(()")(Z) =z>0, te[0,T/n)

where, recall, &, &>, ... are i.i.d. random variables taking the values 1 and —1
with probabilities p™ = (exp(K\/;) +Dland1—p®™ = (eXp(—K\/;) +D)~ 1
respectively. Namely, we consider CRR markets where stock prices S,,;, = S,;"/)n (2),
m=0,1,2,..., satisfy (1.2) with px = p; given by (1.8) and, in addition, in place
of the interest rate r in the first formula in (1.4), we take the sequence of interest
rates r, = exp(rT/n) — 1, where r is the interest rate of the BS market appearing
in the second formula of (1.4) and in (1.6). We consider S™ (z) = S™(z, w) as a
random function on [0, 7], so that N (z, w) € M[0, T] takes the value S,(n)(z) =
S™(z,w)att €[0,T]. Fork=0,1,2,...,n,put

2.6) Vi =Y"(2)=Fir/u(S”() and X;=X"(2) = Gir/n(5"(2)).
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Then for each n, the fair price V = V ) (z) of the game option in the corresponding
CRR market with an initial value z > 0 of the stock is given by (1.5). Set also

[nt/T] 2 1/2
A T T N
S,(n)(z)=ZeXP Z ((r_ K_>_+K‘(—) fk) R tZT/n and
=t 2/)n n
2.7
sW=s5"=z>0, 1e[0,T/n),
where 51 , éz, ... are 1.1.d. random variables such that 51 =1or él =—1 withAthe

same probability 1/2 and the corresponding product measure we denote by PS.
Set

RE(s,1) = F.(S® ()]s + G (SP ()<,
08(s,t)=e"MRE(s,1),
RM (s, 1) = F (8™ (2)) s> + G5 (S (2) i<,

—rSAt
0" (s, 1) =e NMRM (s, 1),

(2.8)

(2.9)

and let R (s, 1), 0™ (s, 1) be defined by (2.9) with S™(z) in place of S (z).

Denote by ’J‘Ol}, Toi and ‘Toi the sets of stopping times with respect to the Brownian

filtration ,‘FtB , t > 0, with values in [0, T'] and with respect to the filtrations .‘st =

o{é,..., &} and ,~k§ = a{él, e, ék}, k=0,1,2,..., respectively, with values in
{0,1,...,n}. Set

(2.10) V()= inf sup E®Q%(0, 1),

ogEeT; 7B
0T T€Tyr

. ¢T nT
(2.11) V™ (z) = min max EEQE”’<_’ _>
4-67()11 ne%n n n
and
R : A T nT
(2.12) V®(z) = min max EéQé")<§—, ”—),
¢ €Ty, €Ty, non

where EB, Eﬁ and E¢ are the expectations with respect to the probability mea-

sures P5B, P,f and Pé , respectively, and we observe that ’J'Osn and fl'oi are finite sets
so that we can use min and max in (2.11) and (2.12).
Recall that we choose P? to be the martingale measure for the BS market and

observe that Png is the martingale measure for the corresponding CRR market since
a direct computation shows that E,% p,En) = ryp. Thus, (2.10) and (2.11) give fair

prices of the game options in the corresponding markets. On the other hand, P¢ is
not a martingale measure, in general, and so (2.12) gives the price of the Dynkin
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game, but not the fair price of the corresponding game option. We note also that
all our formulas involving the expectations EZ, in particular, (2.10) giving the fair
price V of a game option, do not depend on a particular choice of a continuous in
time version of the Brownian motion since all of them induce the same probability
measure on the space of continuous sample paths (see, e.g., Chapter 2 in [29])
which already determines all expressions with the expectations E® appearing in
this paper.

The following result provides an estimate for the error term in approximation of
the fair price of a game option in the BS market by fair prices of the sequence of
game options and prices of Dynkin’s games defined above.

THEOREM 2.1. Suppose that V(z) and V™ (z) are defined by (2.9)~(2.12)
with functions F and G = F + A satisfying (2.1) and (2.2). Then there exists a
constant C > 0 (which is, essentially, explicitly estimated in the proof) such that

max(|V(z) = V? ()], [V(2) = V?(2)])
< C(Fo(z) + Ao(2) +z + D~V 4(Inn)>/*

(2.13)

forall z,n > 0.

The estimates of Theorem 2.1 remain true with, essentially, the same proof if we
define V™ (z) by (2.7) and (2.12) with &1, &3, ... being arbitrary i.i.d. bounded ran-

dom variables such that Eé,- =0and E §i2 = 1. We can choose more general i.i.d.

random variables &1, &, ... appearing in the definition of V™ as well, but these
generalizations do not seem to have a financial mathematics motivation since we
want to approximate game options in the BS market by simplest possible models
which are, of course, game options in the CRR market.

Among main examples of options with path-dependent payoff, we have in mind
integral options where

+
Fi(v)= (/Ot fu(uy) du — L) (call option case)

or

t +
Fi(v) = (L - /(; fu(uy) du) (put option case),

where, as usual, ™ = max(a, 0). The penalty functional may also have here the
integral form

t
Aw) = fo 8. (v) d.

In order to satisfy conditions (2.1) and (2.2), we can assume that, for some K > 0
and all x, y, u,

| fu(x) = fuD] +18u(x) =8 (Y| < K|x — y|
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and
| fu (O] + 184 () < Kx].
Observe also that the Asian type (averaged integral) payoffs of the form

Ff<v>=(;fotfu<uu>du—L)+ or =(L—%/Otfu<vu>du)+

do not satisfy condition (2.2) if arbitrarily small exercise times are allowed, though
the latter seems to have only some theoretical interest, as it hardly happens in
reality. Still, also in this case, the binomial approximation errors can be estimated
in a similar way considering separately estimates for small stopping times and for
stopping times bounded away from zero. Namely, define V.(z) and Vg(")(z) for
e >0 by (2.10) and (2.11), where QgB)(a, 7) and an)(%, %) are replaced by

EB) (oVve, TtVve)and an) (% Ve, % V g), respectively. Assuming that f;, and §,

are Lipschitz continuous also in u (at least for u close to 0) in the form | fi(x) —
Ju@) | +18s(x) =8, (x)| < K(x +1)|s — u| for some K > 0 and all s, u, x > 0, we
obtain that if vy = z and Fy(v) = (fp(z) — L) or = (L — fo(z))™, then

Fow) = Fo)| = Ks(1+ sup fuul) +K sup v, —zl.
0<u<s O0<u<s
Using some of the estimates of Section 4, it is not difficult to see from here that
|V (2) — Ve(2)| and |V (z) — Vg(")(z)l do not exceed C(1 + z)4/¢ for all small
¢ and some constant C. On the other hand, applying the same estimates as in the
proof of Theorem 2.1, we derive that, for some constant C > 0 and all n, ¢ > 0,

Ve(2) = V()| < €A +2)e~'n 4 nn) ¥/,

Choosing ¢ = n~1/6/Inn, we obtain that, under the above conditions in the case
of Asian options, |V (z) — V™ (z)| can be estimated by 3C(1 + 2n~Y2(nn)V/4,

Another important example of path-dependent payoffs are, so-called, Russian
options where, for instance,

Ft(v)=max(m, sup Uu) and A;(v) =dv;.
uel0,t]

Such payoffs satisfy the conditions of Theorem 2.1. Indeed, (2.1) is clear in this
case and (2.2) follows since, for t > s,

max<m, sup vu)—max(m, sup vu) < sup v, — Sup vy
uel0,1] u€l0,s] uel0,z] uel0,s]

< sup vy — Us
ue(s,t]

< sup |v, — vgl.
ue(s,t]
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In fact, the estimates (2.13) can be improved a bit for the Russian options case
dropping the logarithmic term there (see Remark 3.7). Of course, conditions
(2.1) and (2.2) are always satisfied in the case of standard options with payoffs
depending only on the current stock price.

Observe that many other path-dependent and look back options have payoffs
which can be represented via functions F and A satisfying (2.1) and (2.2). Barrier
options have discontinuous payoffs which cannot be represented via functions sat-
isfying (2.1) and (2.2), but a small modification of our approach goes through in
this case as well. This modification is based on the observation that troubles with
the approximation occur here when the supremum of stock prices (or a similar
quantity) belongs to a small neighborhood of the barrier value, but the probability
of this event is small since this supremum is usually a random variable having a
bounded probability density function.

In order to compare V (z) and V) (z) in the case of path dependent payoffs,
we have to consider both BS and CRR markets on one probability space in an
appropriate way and the main tool in achieving this goal will be here the Skorokhod
type embedding (see, e.g., [4], Section 37). In fact, for the binomial i.i.d. random
variables &1, &, ... and é 1s §2, ... appearing in the setup of the CRR market models
above, the embedding is explicit and no general theorems are required, but if we
want to extend the result for other sequences of i.i.d. random variables, we have to
rely upon the general result. Namely, define recursively

T
(n) (n) : (n) .
00" =0, Qkilsz{t>9kn .|B,*—B;‘l£n)|: /;}

where, recall, B = —5t + B; and

) A A T
0" =0, 7 = inf{t > 6" :|B, — By| = \/; }

The standard strong Markov property based arguments (cf. [4], Section 37) show
that 9,5") — 9,@1, k=1,2,..., and é,gn) - é,f'i)l, k=1,2,...,arei.i.d. sequences of

random variables such that (9,&?1 — 0,5"), B;m) — B;‘(,l)) and (é,gﬁ'r)l — ék("), Bé(m —
k+1 k k+1

Bé]in)) are independent of ?lefn) (where, recall, ?IB = o{By,s < t}). This is stan-
dard for the Brownian motion B; and the stopping times GA,E”) (see [4], Section 37),
but can be proved by exactly the same method for the Brownian motion with a
constant drift B} and the stopping times 9,5") as well.

Another way to justify this independency assertion is to apply the Girsanov the-
orem (see [11, 13] and [28]) which is useful to have in mind in our situation any-
way. Namely, for any Brownian stopping time 7 satisfying EZ exp(k?7/8) < oo,
the process B/, t > 0, becomes a standard Brownian motion on the interval [0, 7]
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with respect to the probability measure P determined by

(2.14) dPf=q(t,B,)dP® or dPB=q*(z,B")dP}
where
1 1 _
(.8 =exp(§ 8 — gt ) =exp(§ 57 + gt ) = g7 B))

Observe that if o > t is another Brownian stopping time, then P} = P on
the o-algebra .?'tB so the above probability measures enable us to consider B/

as a Brownian motion on any time interval. Hence, under the measure P*, the
process Bj, t > 0, together with the stopping times 0,5”) k > 0, becomes the
Brownian motion By, t > 0, together with the stopping times 9(") k>0. Hence
by the strong Markov property of the Brownian motion, any two events A € ¥ 9(")

and A € G{B* B;}")’ t € [0, 0,51)1 - 0,5 )]} are independent under P X But
then A and A will remain independent under the original probability P? in view

of the factorization property of the density g*,

9(”)

0(")’ >kn = * 9(”)’ B*n * 0(”) _O(H)aB*n _B*n
(k+l 9}531) q (k 9]£>)q (k+l k 9;531 9}5>)

with the first factor measurable with respect to .?'91(3") and the second factor inde-

k
pendent of it and having the same distribution as q*(@l(”), B;(,,)). It follows that
1

(n) n)
Oy — Bgm -
B k1
ity P” as well.

It turns out (see [30] and the beginning of Section 4) that B*(,,) has the same dis-

tribution as f &. Clearly, B fm = \/> or = \/> with the same probability 1/2,

and so Bé(m has the same distribution as ,/ ;f;‘ 1. Set
1

B;‘k(n)) is independent of ?G,f") under the original probabil-

n

T\1/2 k . T\1/2 k.
(2.15) a,ﬁ’”:(-) & and E,ﬂ’”:(;) Y&,
j=1 j=1

r-(n)

then E;’ and é](:’) have the same distribution as B;‘(n) and B , respectively.
k k

Theorem 2.1 provides an approximation of the fair price of game options in
the BS market by means of fair prices of game options in the CRR market which
becomes especially useful if we can provide also a simple description of ratio-
nal (or §-rational) exercise times of these options in the BS market via exercise
times of their CRR market approximations which are, by the definition, optimal (or
8-optimal) stopping times for the Dynkin games whose price are given by (2.11)
and (2.12), respectively. For each k = 1,2,..., introduce the finite o-algebra
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B n * * * . . . .
=o{B* ,, —-B* ,...,B* , —B , which is, clearly, isomorphic to
G { 2 e(n) o 6 6" } y p
3715 =o{&;,1 <k} considered before since each element of g,k and of fk is an

event of the form
IT
B .
Al(k)n - !B;j(n) - B;j("i)l =1 ;,] =1, ...,k}

A?(b:{sztj,j:l,...,k},

respectively, where () = (t1y ..o k) €{—1, l}k, 95") =0and By =0. Let 88"
be the set of stopping times with respect to the filtration 95’", k=0,1,2,...,

and

where %9 " = {@,Qp} is the trivial o-algebra and Qp is the sample space
of the Brownian motion. The subset of these stopping times with values in
{0, 1,...,n} will be denoted by 55;@”. For each (" = (11, ...,1,) € {—1,1}" and
k <n, we set (9 = (..., ) € {1, 1}*. Denote by Jo.» the set of functions
vi{—1,1}* - {0, 1,...,n} such that if v(:™) =k <n and i®¥ =% for some
1™ e {—1, 1}*, then v(I") = k as well. Define the functions ké") Qe — {1, 1}"

and A3 : Qp — {—1,1}" by A{" (©) = (£1(®). ... £ ()) and

/\(”)(w)=\/z( *  (w), B*, (w)—B%, (0),...
B TV 0" @) 6" (@) 6 @)
(Cl)) - 9(”)1( )(Cl)))

Be,ﬁ’”(w)

where ¢ and Qp are sample spaces on which the sequence &,&,,... and
the Brownian motion B; are defined, respectively. It is clear that any ¢ e Toi
and n € 53 " can be represented uniquely in the form { = u o k ) and n=
Vo kgl) for some w,v € $o.,. Similarly, we introduce g,k = a{Bé(n), Bé(n) —

Bé(n), .-.,Bém) - Bé(n) }, which is isomorphic to fk = a{éj,,l <k}, A(")(a)) —
1 k k—1
¢1(®), ..., & (w)) and

W0 @) = [ = (Byw, (@), Bsw, (@) — By, (@)
B - T 9(")(w) 9(")(w) ‘91(")(60) 9 ey
BA(")( )( ) Bén(n—)l(w) ((,()))

The following result will be proved in Section 5.

THEOREM 2.2. There exists a constant C > O (which is, essentially, estimated

explicitly in the proof ) such that if {; = ., o )»é”) andn} =v;o )»é”), wrs v e Jons
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are rational exercise times for the game option in the CRR market defined by (2.5),
that is,

T T T T
(2.16) V®™(z) = min EEQQ")< —.n —> = max Ef Q™ (;,1 L n— >
n

$eT, neTy,

then ¢; = 9(73 N and Yy = G(Z)W) are 6, (z)-rational exercise times for the game
HUyolp Vo
option in the BS market defined by (2.3) and (2.4), that is,

2.17) sup EB Q (r, 1) —8,(2) <V(2) < 1nf EB Q (o, 9,) +8,(2),

TeT s €757

where 8,(z) = C(Fo(z) + Ao(2) +z+ Dn~Y4(Inn)3/4. The assertions remain true
if we replace above kén), Agl), (n) and V™ (z) by A(") A(n) Q(n) and V" (2),
respectively.

It is well known (see, e.g., [26]) that when payoffs depend only on the current
stock price (a Markov case), §-optimal stopping times of Dynkin’s games can be
obtained as first arrival times to domains where the payoff is -close to the value
of the game (as a function of the initial stock price). For path dependent payoffs,
the situation is more complicated and, in general, in order to construct §-optimal
stopping times, we have to know the stochastic process of values of the games
starting at each time ¢ € [0, T'] conditioned to the information up to ¢. It is not
clear what kind of approximation of this process can provide some information
about §-rational exercise times and the convenient alternative method of their con-
struction exhibited in Theorem 2.2 seems to be important both for the theory and
applications. Moreover, this construction is effective and can be employed in prac-
tice since u, and v;; are functions on sequences of 1’s and —1’s which can be com-
puted (and stored in a computer) using the recursive formulas (1.7) even before the
stock evolution begins. In order to compute A("), we have to watch the discounted
stock price 5',3 (z)=e"" S,B (z) evolution of a real stock at moments 9,5") which are

obtained recursively by 95") =0 and

(2.18) 0 =inf{t > 0 : §F (2) = =< T/WE 38 0 @)

and to construct the {1, —1} sequence k(")(w) by Writing 1 or —1 on kth place de-

pending on whether SB 5 (z) = e"(T/”)l/2 SB , (z) or S8 o () = ek (T/m'? §£;z> (2),
k l k—1
respectively. Observe also that Theorem 2.2 can be extended to more general se-

quences of random variables &1, &, ... and 51, éz, ..., but this does not seem to
have much of an interest for applications.

Recall (see [28]) that a sequence w = (7, ..., m,) of pairs mr = (B, yx) of
F kg_l—measurable random variables B, yk, k =1, ..., n, is called a self-financing
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portfolio strategy in the CRR market determined by (1.2), (1.4), (1.8) and (2.5) if
the price of the portfolio at time k is given by the formula

(2.19) ZP" = Bk + Vi Syy 1 (@) = Beibe + Vi1 {7 (@)

and the latter equality means that all changes in the portfolio value are due to
capital gains and losses but not to withdrawal or infusion of funds. A pair (¢, ) of

a stopping time ¢ € ‘J‘Oi and a self-financing portfolio strategy m is called a hedge
for (against) the game option with the payoff R;") given by (2.9) if (see [15])

(T kT

2.20 VAN R<")(
(2.20) —*\n'n

> Vk=0,1,...,n.

It follows from [15] that, for any ¢ € Toi, there exists a self-financing portfolio

strategy ¢ so that (¢, %) is a hedge. In particular, if we take the rational ex-
ercise time ¢ = ¢, of the writer, then such ¢ exists with the initial portfolio
capital V™ (z). The construction of % goes directly via the Doob decomposition
of supermartingales and a martingale representation lemma (see [15] and [28]),
both being explicit in the CRR market case. In the continuous time BS market
we cannot write the corresponding portfolio strategies in an explicit way, and so
some approximations are necessary though, surprisingly, this problem has not been
treated before in the literature.

THEOREM 2.3. Let ¢ € Toi, 7 =n¢ and (2.19) together with (2.20) hold

true with }‘f—measumble Br = ,3,5 and yy = y,f, so that (¢, %) is a hedge. Then

=frois ¥y, =grkoky ‘andl=po or some uniquely define
B WDy WY and e ly defined

functions fi, gx on {—1, 1)1 and some p € Jon- Let o = o kgl) and set Bf =

fro Ag(_l) and y;p =gro Ag_l) whenever t € (9,5’21, 0,5'1)]. Then
2.21) zB=plb+v!SE(2)

is a self-financing portfolio in the BS market and there exists a constant C > (0
such that
B B B +
E® sup (RE(6V.1) —qu(),,)N)

0<t<T
(2.22)

< C(Fo(2) + Ao(@) +z+ 1)n~/H(Inn)*/*,
where a™ = max(a, 0). In particular, there exists a self-financing portfolio of this
form satisfying (2.22) with the initial value V™ (z) [which according to (2.13) is
close to the fair price V(z) of the game option] taking ¢* = u* o Ag’) if ¢* =
u* o )\én) is the rational exercise time and & = 7% is the corresponding optimal
self-financing hedging portfolio strategy for the CRR market.
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Inequality (2.22) estimates the expectation of the maximal shortfall (risk) of
certain (nearly hedging) portfolio strategy which can be constructed effectively in
applications since the functions f;, g; and u are determined by a self-financing
hedging strategy in the CRR market which can be computed directly and stored
in a computer even before the real stock evolution begins or in case of computer
memory limitations, we can compute these functions each time when needed us-

ing corresponding algorithms for the CRR market. The functions Ag’) or, in other
words, the sequences from {—1, 1}"* which should be plugged into the functions f;,
g1 and u should be obtained in practice by watching the evolution of the discounted
stock price e 'SP at moments 9;") as described after Theorem 2.2.

3. Auxiliary lemmas. In addition to the set 85" of stopping times with re-
spect to the filtration {gf ’n}k:(),],zw introduced before Theorem 2.2, consider
also the set 78 of stopping times with respect to the filtration {?an)}kzo,l,z,...

with values in {0, 1, 2, ...} and the subset of such stopping times with values in
{0,1,...,n} will be denoted by Toign. Clearly, 8B B Set

[(nt/T1
5P = p( > (S k(B - Bl ))) ift € T/n. T,
= \n Ok Ok
(3.1) s = shn ift>7T and
SPr=85"=2>0 iftel0,T/n)
and let S‘,B " be the corresponding expression if we replace in (3.1) r by r — %,

B* by B, and 6"’s by 6. Denote

REM (s, 1) = F.(SB" ()51 + G5 (S8 (2) s,

(-2) B At pB
N . _—rs N7
QZ (s7t)_e RZ (S’t)7
T nT
(3.3) VEBr(z) = inf ~ sup EBQf’”<§—,n—>
§€T00 neTy” non
and
T nT
(3.4) V" (z) = min max EBQf’"<§—,n—>.
;esg;f nez;éf*n” n - n

Consider also the corresponding quantities Iéf’”(s, 1), Qf’"(s, 1), VB’"(z)
and Vf ""(z) which are obtained by taking in the above formulas 3',3 " in place

of 2. Though VSB "(z) and X7f ""(z) are not used in the proofs, their introduc-
tion clarifies the nature of various sets of stopping times involved here.
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The reason for considering the Skorokhod embedding here and the basis for
our proofs of Theorems 2.1-2.3 is the following result which is a generalization
of Lemma 3.1 from [24] and which enables us to consider all relevant processes
on one probability space and to deal with stopping times with respect to the same
Brownian filtration only.

LEMMA 3.1. Forany z,n >0,
(3.5) VI (@) = VW () = VE().

The same result holds true if we replace in (3.5) all V’s by V’s.

PROOF. First, observe that Qén) e 78 for any ¢ € T B (see [24]), where

7B is the set of all almost surely (a.s.) finite stopping times for the Brownian

motion By, t > 0. Indeed,

(3.6) {0 <ty =Ulo" <thnic =k
k=0

and since {¢ =k} € F 1(3”) and {9,5") <t}e ?tB, we conclude that the event in the
ek
right-hand side of (3.6) belongs to %5, and so 9;”) is a stopping time.
Next, as we mentioned before the statement of Theorem 2.2, Toi ={uo

)Lé") ‘€ $o.n} and 55;1” ={v okgl) 1V € Jo.n}- Itis clear that, for any u, v € $o.x,

T T T T
Qg”)<;,u okén), ;v o)\én)> and Qf’”(;,u o)\g), ;v o)»%”)

have the same distributions, and so the first equality in (3.5) follows.
In order to prove the second equality in (3.5), we employ the dynamical

programming relations (1.7) for Vk(';) = Vk(";) (z) and for V,f = Vkl?,;" (2), k=

0,1,...,n, which in our case have the form
v =y v® = TEr(s™)  and
3.7) (n) | k (n) k (n) (n) £
Ve =min(e /" X" (2), max(e /v (2), E(VZF0))
and
vBn =yl yEn == T Fp(sB) and
(3.8)

VkBj;ll’l — min(e—rkT/nXkB,n(Z)’ max(e—rkT/nYkB’n(Z), E(Vki?,nl“?@k?”))))’

where X,(C”)(z) and Yk(")(z) are given by (2.6),

(3.9) Y22 =Fir/pm(SB"(2) and X2"(2) = Gir/n (S (2)).
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For any numbers x1, x2, ..., x,, set
[nt/T] T
xt(n) =xt(n)(z) = zexp( Z (— +/<xk>) ift>T/n
n
k=1

and x,(”) = x,(")(z) =zift €[0,T/n). In view of (2.1), we can write

Frrn (x(n)(Z)) =qir(z,x1,...,xx) and
(3.10)
Akt /n(x™(2)) = 1z, x1, -, Xk)

for some continuous functions g and r; depending only on z,xp,...,Xk.
Next, we show by the backward induction that there exist measurable functions
DOz, x1,...,xx), k=1,2,...,n,and ®y(z) such that

T\ 172 T\ 1/2
(3.11) V;,?)(z):m(z,(;) sl,...,<;> sk), V() = Do (2)

and

B,
Vin "(2) = Dz, B;(,,), BZ(n) - B;‘(n), cees B;‘(,,) - B;(,,) ),
1 2 1 k k—1
(3.12) B
Vo (2) = ®o(2).
Indeed, for k = n, set ®,,(z, x1,...,x,) = e"Tq,, (z,x1,...,Xxn). Suppose that the

assertion holds true for k > [ + 1, that is, that for such k’s, we found functions @y,
satisfying (3.11) and (3.12). Now, set

. (2, x1, ..., x) =min(e T/ (qi(z, x1, ... x) +11(z, X1, -, X)),
max (e gy (z, x1, ..., x0), iz, X1, .., X)),
where
hi(Z, X1, o X1) = ES @141 (2, %1, ..., x1, (T/n)E141)
= EBCI)I+1(Z, Xlyeoey X[, B;(n) - B;(n))-
1+1 1
Then (3.7) and (3.8) will be satisfied for k = with V" (z) and V;5" (z) given by
(3.11) and (3.12), respectively, since &4 and B;‘(n) — B;‘(n) are independent of ?’f
I+1 1

and 57-'13 " respectively, and so by the standard fact (see, e.g., Example 34.3 in [4]),

(oo ()" (2) (1) "))
(1) e (D))
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and

EB(®111(z, B, B

HOE . )|3t13’n)
1

B, — B*,, , B —
) (n) (n) » (n) (n)
01 9[—1 9[+1 61

*  _ p¥
(n) (n)s s
92 01

=hi(z, B, ,B*, — B*,,...,B*,, — B*.,),

( om o e o™ 01<_>1)

completing the induction. Now applying (3.11) and (3.12) with 1< =0, we arrive at
the second equality in (3.5). We obtain the assertion (3.5) for V’s in place of V’s
exactly in the same way as above. [

Next, for readers’ convenience, we formulate a series of lemmas which demon-
strate the plan of our proof of Theorem 2.1 leaving till the next section the actual
proof of these results which rely on relatively standard stochastic analysis esti-
mates. We will do L!-estimates directly with respect to the probability P2, though
we could do instead L? estimates with respect to the probability P}, and then pass
to estimates with respect to the original measure P? using the Girsanov transfor-
mation (2.14) and the Cauchy—Schwarz inequality. This would enable us to work
from the beginning with the stopping times él("), éz("), ... in place of 01(”), 2("), e
which is easier but, on the other hand, would need L? estimates which require few
additional lines anyway. We formulate results which lead to the required estimate
of |V (z) — V™ (2)|. The corresponding estimate of |V (z) — v (z)| proceeds ex-
actly in the same way replacing &;’s by ék’s and 9;")’3 by é,g")’s which, in fact,
leads to a bit easier arguments.

First, observe that though S,B "(z) defined by (3.1) is a piecewise constant ap-
proximation of the BS stock price S;(z) given by (2.4), there is certain inconsis-

tency there between times k7' /n of jumps of StB ""(z) and the values Be(”) — BQW
k k—1

of jumps in the exponent which corresponds to the Brownian stopping time 9,5").
In order to pass to the correct time, we introduce

B.0, (n) e n(n) (n)
S, 7" (z) = zexp(ré, +KB;/5")) ifo,"” <t <6, k=0,1,...,n,

G4 o . N
S @ =80 @  ifr=6,".

Set

REO1 (s, 1) = F (SO0 ()= + Gy (S50 ()<,
(3.15)

QZB,Q,YL(S’ t) — e—rS/\tRZB,Q,n(s’ t)
and

B.6, s B HB.0, (n)

(3.16) vEBOr () = inf sup EPQPO"(6,",6").

eT.on +—B.n
$€%0m ey,
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In order to compare VBn(z) and VB9 (z), we have to be able to compare

SB7(z) and SE9"(z) at the same time ¢ € [0, T]. Definitions (3.1) and (3.14)

require us to compare then, in particular, B9<n> and Be(”)’ provided / Tn!l<t<
1 k

(I+1)Tn~" and 9,5") <t< 9,5'}:1. Via standard renewal theory arguments, we con-

clude that in average |k — [| for such k, [ <n is of order n'/2, then |9,£”) - 91(")| is

of order n~1/2, and so |Be<n) — Be(n>| is roughly of order n—1/4. The proof of the
k 1

following result in the next section makes these heuristic arguments precise and an
effort is made to obtain as best as possible estimates here.

LEMMA 3.2. There exists a constant C > 0 such that, for all n, z > 0,

VER(2) = VB (D)
(3.17)
< C(Fo(z) + Ao(z) + 2+ 1)n~ /4 (nn)*/*.

The values V8?7 (z) are still defined for piecewise constant approxima-
tions SB9"(z) of the BS stock prices S& given by (2.4). Thus, on the next step
we replace SB%7(z) by S8 estimating the corresponding error which turns out to
be of smaller order than in other lemmas, as we have to compare the Brownian
motion here at times s, ¢ such that |t — 5| < ngn) — 9,@1 and since the latter is of
order 1/n, the increment | B; — By| is roughly of order n~!/2
in the following result.

which is made precise

LEMMA 3.3. For each ¢ > 0, there exists C; > 0 such that, for all z,n > 0

—~B.n

and ¢, n € Ton >
B|nB.0,n () B (n(n)
E }Qz n(eé‘n ’ evgn)) - Qz (an ’ 97511)”
B B.0.n(p(n) o) B(p(n) 4n)
(3.18) <E” max [Q77"(6,7.6") — Q6. 6")]
< Cozn® V2.

In (2.10) for V (z) the allowed stopping times take values in the interval [0, T'],
so we have to restrict the stopping times 9,5") (which are not bounded) to this
interval. It is not difficult to understand that in the average |9,§n) — T is of order
n=1/2 and 6" — 6™ A T is of the same order. Then the absolute value of the
increment of the Brownian motion taken at times 9,5") AT and 9,5") is roughly of

order n~'/4, and so the restriction of embedding times to the interval [0, T'] leads
to a difference of about that order (see also Remark 3.7 below).

LEMMA 3.4. There exists a constant C > 0 such that, for all z,n > 0
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B,n
and &,n €Ty,

E®|QB (0. 0") — @B (0" AT. 0" AT)|

(3.19) <E® max [QB6",6") - 0P(6" AT, 0" AT)|

0<k,l<n

<C(Fox) + Ao(@) +z+ 1)n /%,

Until now we considered only stopping times 9,5") for k =0,1,...,n, which
may not be enough, in principle, in order to approximate all Brownian stopping
times bounded by T, so the next result asserts that we can employ the whole se-

quence 96") =0, 01("), 02("), .... The estimates of the corresponding difference here
are similar to Lemma 3.4 and they produce, essentially, the same result.

LEMMA 3.5. There exists a constant C > 0 such that, for all z,n > 0 and
¢, n e T8 (with 78" defined at the beginning of Section 3),

EB1QB(O AT, 0 AT) = QB0 AT, 000, AT)]

AN

(3.20) <E® sup [QBO" AT, 0 AT) = QB0 AT, 0 AT)

kAn IAn
0<k,l<oo

< C(Fo(@) + Ao(2) +z+ 1)n~ /4,

Set TTB’” = {GC(") AT :¢ e T8 and let

(3.21) Vi@ = inf sup EPQB(o, 7).

oeT " reT A"
Then Lemmas 3.3-3.5 yield that, for some constant C > 0,
VB @) = Vo @]

< sup sup EP(|QF" (67, 0%) — QF (6%, 6|

CETB’" UETB’"

(3.22) +1Q2 (00, Oin) — Q2 (070, AT 0% AT))|
+102 (6, AT, 0400 A T)
=07 (0;" AT, 0" AT)))
<3C(Fo(z) + Ao(z) +z+ D)n~ /4,

In definition (3.21) of Vol?’T" (z) we consider only stopping times of the special
form, while in (2.11), which gives V (z), all Brownian stopping times with values
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in [0, T'] are allowed and the last step in the proof of Theorem 2.1 is to estimate
the corresponding error which turns out to be of the same order as in Lemma 3.3
since, again, we have to estimate increments | B; — Bg| when |t — 5| < 9,5") — 9,5"_)1 ,

though here k runs over all positive integers and not only up to n as in Lemma 3.3.

LEMMA 3.6. For any € > 0, there exists a constant C, > 0 such that, for all
z,n >0,

(523) V(@ = Vo7 @] = Ce(Fo@) + Ao(@) + 2+ 1)~ /2,

Lemmas 3.1-3.6 yield the required estimate of |Y(z) — V®(z)| from Theo-
rem 2.1 and the corresponding estimate of |V (z) — V™ (z)| goes through exactly
in the same way.

REMARK 3.7. The estimate of Theorem 2.1 (and so the estimates of The-
orems 2.2 and 2.3) seems to be, essentially, optimal under the general conditions
(2.1) and (2.2) at least, using the method which relies on the Skorokhod embedding
as above. It is known and can be seen from the proof of Lemma 3.2 that the embed-
ding procedure cannot provide, in general, a better than n~!/# estimate there. One
may restrict the class of payoffs assuming, for instance, that for piecewise con-
stant functions v of time ¢ € [0, T'], the functionals F;(v) and A;(v) depend only
on the values of v but not on the time intervals between jumps of v. This condition
is satisfied, for instance, in the case of Russian type options. Then we can skip
Lemma 3.2 and after a slight modification of Lemma 3.1, we can proceed directly
to Lemma 3.3. In view of Lemmas 3.3-3.6, this would lead to a slightly better
estimate Cn /4 than the estimate (2.13) of Theorem 2.1. Still, it does not seem
possible to obtain under reasonably general conditions (which are satisfied, say,
for Russian options) better that n~!/% estimates in Lemmas 3.4 and 3.5. Indeed,
in order to obtain specific estimates, we have to get rid of the general function-
als F and A using the assumptions (2.1) and (2.2), which inevitably leads to an
estimate of

EB sup |B, — B

(n) |
6, AT
k
0 AT <t <0 T

(in fact, of a bit larger expression), which by the Burkholder-Davis—Gandy in-
equality (see [11], Theorem 3.1 in Section 3.3 and [13], Theorem 3.28 in Sec-
tion 3.3) is of order

EB(@™W v T -0 AT)/?

and the latter expression is of order n~!/4. The main obstruction to a better esti-
mate of the first expression above is that (2.2) requires us to write the supremum
and the absolute value inside and not outside of the expectation. This obstruction
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disappears in the other two papers [24] and [30] employing the Skorokhod em-
bedding which also have to face estimates of the error originated from the fact
that, after embedding, we have to consider the Brownian motion until the stopping

time 9,§”) which differs from the expiry time T by about n~'/2. In [30] only Eu-
ropean options with payoffs depending on the current stock price are considered,
which enables the author to apply the simple random walk machinery leading to
better estimates. In [24] and in its generalization considered in Section 6 below
the payoffs also depend only on the current stock price, which together with the
smoothness assumption enables us to use the Itd formula leading to the Dynkin
formula where the stochastic integral part disappears and the remaining Riemann

integral taken between T and 9,§n) has the same order n=1/? as |T — 9,5") |. There
exist other methods of strong invariance principle type uniform approximations
of the Brownian motion by means of properly normalized sums of i.i.d. random
variables (see, e.g., [3, 16, 31]) which may give a better rate of approximation,
but the problem arising there is to find a proper substitution to Lemma 3.1 which
would enable us not only to consider corresponding processes on one probability
space, but also to deal with stopping times with respect to the same filtration in the
inf sup formulas expressing values of corresponding Dynkin’s games. In the case
of European options (or contingent claims) with path dependent payoffs satisfy-
ing (2.1), we do not have to worry about stopping times and need only to produce
a best possible uniform approximation of BS stock prices by appropriate CRR
stock prices. Employing the quantile transformation method from [16] and [31],
this can always be done with an error (roughly) of order n~1/2. On the other hand,
the method of [3] can be used, in principle, in order to approximate markets where
stock prices evolve not necessarily as a geometric Brownian motion.

REMARK 3.8. It follows from [14] that, with probability one,
limsup(| B, — Br|n'/*(nn)~"/(Inlnn)~"/%) =21/,
n—oo n

It would be interesting to understand whether the estimate (2.13) of Theorem 2.1
can be improved to Cn~'/*/Inn(Inlnn)!'/* or the present estimate is sharp. In
view of Lemma 4.1 below, the estimate (2.13) is connected with the bound for
E® max |Be(n) — BkT/n},
0<k<n Yk

though (2.13) requires also an estimate of Hz(") in the next section which does not
seem to be reducible to this one. This question can be formulated in the following
classical form. Let ® = 0 and, successively, ®,+1 = inf{t > ©®, : |B; — B(;)nl =1}
with By = 0. The result of [14] gives that, with probability one,

limsup(|Bg — B, |n Y4(nn) "2 (Inlnn)~1/4) = 21/4,
n— 00 n

For our problem, we need to know the asymptotical behavior as n — oo of

B
E Orélkaéinwé)k — By|.



1006 Y. KIFER

Our estimates give the bound Cn'!/4(Inn)3/4 for this expectation. Is there a better
bound or this bound the best possible?

4. Proving the estimates. Set

T
Bt(”)=—%t/—+8, and O™ =inf{r > 0:|B"”|=1]).
n

By the scaling property of the Brownian motion,
T T
4.1) \/; B® LBy, and 6" ;@“’),

dz = N .
where £ ~ & means that £ and £ have the same distribution. Observe that, in view
of independency of increments B; — B;_1,/=1,2,..., foranyn > 1,

42 PE{O™ >k} < PB{|Bj— Bi_1| <2+ «kNTVI=1,... .k} =e b1k

where by = —In PB{|B;| <2 + kT } > 0. It follows that, for any nonnegative
a<br,

o0
@3 EPe =) e CHPEOM 2 k) = (1 P! < o0
k=0

The estimates of Section 3 are not trivial only for large n, so we will assume that
n is sufficiently big, in particular, that various exponential moments of the form
EB exp(% ©™) are finite, that is, that n > aTb;l.

Since expk B/, t > 0, is a martingale with respect to the probability P8 and
so EBexp(k B;l(n)) = 1 (assuming that n > %Tb} 1), we derive by an easy com-

. _ T _ T (n) _ _ . N
putation that B;‘l(,l) = \/; or = —\/; and B, =1 or = —1 with probability

(1 —i—exp(/c\/;))_1 or (1 +exp(—lc\/§))_1, respectively. Set o, = EBO® g0 that

EB 91(") =y, % Since the Brownian motion is a martingale, and so F B Bgw =0,

we have that
K T K T
——ap | — =EB[-Z0™ = 1 Bga
zan . ( > n—l— 0]

= (1+ VM) (14 VT,

)SKl—
n

This together with an easy estimate shows that

2
T
(4.4) lan — 1] <min( 21 /2, X2 |1
T 2n

KT

n
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where
K1 =min(2c ' 2c? + 77132 «?).
By (4.2),
o
EB‘@(n)‘m < Mm — kae—bT(/(—l)
4.5)

0
< e?br / xMe PTY gy = eZbTm!b;(mH).
0

Assuming, without loss of generality, that n > K| T, we obtain from (4.4) that
PE{l@™ —a,|" >k} < PE{O™ >k -2},

and so
o
(4.6) EB|®(n) _ an|m < Z kM e—br(k=3) _ ,2br M,,.
k=1
Observe that 6 - ankL k=0,1,2,..., is a martingale with respect to the fil-

tration ¥ 5 o k € N. Thus using that (a + bym < 2m=L@m 4+ p™y for a,b > 0,

m>1,we obtaln by (4.1), (4.4), (4.6) and the Burkholder—Davis—Gandy inequal-
ity (see [11], Theorem 3.1 in Section 3.3 and [13], Theorem 3.28 in Section 3.3)
that, for any m > 1/2,

T 2m
EB sup 9(")—4‘—
B.n § n
é‘e?’o n
kT 2m
= E? max 9,5") - —
0<k=<n n
kT 2m
S 22m—1T2m|an _ 1|2m 4 22m—1EB max 0(”) —ay—
0<k=<n n
“4.7)
T 2\ m
< Q2meLgmpdmy =dm | pdmel (nEB 0" g, )
n

< 22m—1T2mn—m(T2mK12mn—m + AmeZmbT ME”)
< Kz(m)szn_m,

where A, = 4" mm@mD (2p — 1ym1=2m ang k(M = p2m=l(gmTm |
A,y e2mbr M3") assuming that n > 1. We will need (4.7) mostly with m = 1 which
requires only the Doob—Kolmogorov inequality (see, e.g., [11]) and in order to
simplify notation, we set K» = Ké .
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Using the exponential martingale exp(aB; — %azt) and applying the Doob—
Kolmogorov and Cauchy—Schwarz inequalities, we obtain

EB sup exp(aB) < EBe/2a% sup exp(aB; — %azt)

0<t<t 0<t<t

12
< (EBeazf)]/2 <EB sup exp(2aB; — azt))

0<t<rt

1/2

(4.8) <2(EBe* ™) *(EB exp(2aB, — d’1))

<2(EBe ’)1/2(EB exp(4aB; — Sazr))1/4(EBe6“2r)l/4
_ 2(EBeazr)1/2(EBe6azr)1/4

for any finite Brownian stopping time 7 and a number a. If ¢ < 7 is an-
other Brownian stopping time, then by the Burkholder-Davis—Gandy inequality
(see [11] and [13]) applied to the (continuous) martingale (stochastic integral)
fé Iy <5 <7 d Bg we obtain that, for any m > 0,

(4.9) EB sup |B, — B, | < AmEB|T — o™,
o<t<t

where A, is the same as in (4.7) and, again, we will use (4.9) only for m > 1/2.
Recall that our relevant formulas do not depend on a particular choice of a contin-
uous in time version of the Brownian motion B; and each such version is, in fact,
Hoélder continuous with probability one.

In the proof of Lemma 3.2 we will need also certain renewal theory estimates
which seem to be standard, but, since we could not find a direct reference, their
proof for readers’ convenience is given here.

LEMMA 4.1. Let k,(”) =max{j <n :91@ <t} forallt >0 and Z,(") =[nt/T]
ift €10, T1and €™ =n ift > T. Then

4.10) EP sup [k —¢)? <2E8 sup [k —nt/T|P +2<2(Ky+2)n
0<t<T O<t<T
and
(4.11) E® sup |Byw — Byw > < Ksn™*(nn)*?,
(n)
et

o<t K"

where K3 > 0 can be estimated from the proof below.

PROOF. Let @5"),6)5"),... be i.i.d. random variables with the same dis-

tribution as ©™ . Set mf,") = max{j < n:Z{Zl ®§") < u}, then, by (4.1), the

process m,(lnt)/T, t €10, T'], has the same distribution as the process kt("), tel0,T].
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Hence,
EP sup [k —nt/T|"=E® sup |m® —ul’.
O<t=<T O<u<n
Set ¥, = Zm ®5.n) for t > 1 and W, = Wy =0 for ¢ € [0, 1). It is clear that if

l<n, thenm()

this case

—u=Il—-uifandonlyif/ —V¥;>!—u>1— W1, and so in

m® — u| < max(|®; — 1|, W1 — (4 D]+ 1).
Ifm(”) =nand u <n, then ¥, <u <n, and so |m(n) —u| <|W, —n|. Hence,

(4.12) max |m(")—u|< mlax ¥ —1]+ 1.

0<u<n
Observe that, by (4.4), for any / <n,
(4.13) b — 1) < ¥ —lo,| + K/ T,
and so by the Doob—Kolmogorov inequality,
EP max |¥;, — 1> <2E® [max W — lay|? 4 2K3T?

0<i<n

< 8EB|\IJn — no |+ 2K3T? = 8nEB(©™ — ) + 2K2T2
1 1

and (4.10) follows from (4.4) and (4.6).
Next, we prove (4.11) estimating, first,

2
sup |Bymw — By |
l;n)

0<t<0(n) k(”)
=4l (n)_ () sup |B:|?
— Tsup m) k" —&; 7 |>D~/nlnn
0< <9 0<t<0(")
+41I 62T SUp Bl
mMaxy ;o —nj<py/uinn 1% —6 1> n—"nn 0<t<g™
—t=Yn

4.14)

+ 41 _ 2 —1/4 3/4
maXg<p SUPOSISDzm |B(9]En)+f Bg]gn) |>D n (lnn)

X sup |B; |2
0<r<6"
+ D12 (nn)*2,
where D > 0 will be chosen below. Observe that
(4.15) sup [k =] <2 sup [k — o]

051507‘(1}1) OSIST

since, by the definition of "™ and ¢,

up K = 6] < K — o .
T<t<Tve™
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Since |k — ™| < |k —nt/T|+1 and the processes m,(ﬁ}T t€[0,T],and k™,

t € [0, T'], have the same distribution, we derive from (4.12), (4.13) and (4.15) that

PB{ sup [k — ™| > D\/nlnn}

0<t<6"

< PB{ max |V; —loy,| > %D\/nlnn — 2}
0<l<n

(4.16) )
< Z(PB{\IJI —loy, > %D«/nlnn -2}
=0

+ PB{lan -y > %D\/nlnn —2}).
By (4.5), (4.6), Chebyshev’s inequality and the definition of \W;,

1
PB{\IJZ —la, > EDannn — 2}
l
< PB:exp(%/ n—llnn Z(@l@ — 01,,)) > nDe_4}
i=1
(4.17) <e*'n P (EB exp(2Vn—"nn (0" — a,)))!

i <4lnn>m/2 Mm>"

|
m—2 n nm:

< e*n=P <1 + b1

dbp p=3_ _
Se4n(8€ by”—D) 5647’1 2’

where we use the inequality (1 + a/q)? < e* for a,q > 0, choose D > 2 +
8¢*7h? and assume that n > 2(16/b%)?, so that n~'Inn < b%/16. Similarly,
under the same conditions,

(4.18) P%{la, — W, > IDVnlnn -2} <e*n2.
Next, by (4.1), (4.3) and the Chebyshev inequality,

PB{ max |t9,£") — 91(")| > D*V/n—'lnn }

k, <n,|k—I[|<D+/nlnn

Bgn) 2./ 1
<nP {G[DW]>D vn~—llnn}
(4.19) :nPB{anT_IG(n) >aD*T "Wnlnn)}
[D/nlnn]
2p—1 B —1,5()
<nexp(—aD°T~'~/nlnn)E” exp(anT Op nlnn])

5n(eXp(—aDT_l)EBea(a(n))DVnlnnfn_l

’



BINOMIAL APPROXIMATIONS OF GAME OPTIONS 1011
(where [b] is the integral part of b) if we choose a positive a < b,

D>Ta '(1—In(1—e* 1)) +T+1 so that (e“(DT_l_l)(l )

and assume that n > ¢, so that n~!Inn < 1/4. Now, by the strong Markov prop-

erty, the reflection principle and the scaling property of the Brownian motion (see,
e.g., [13], Chapter 2),

PB{max sup |B; — B9(11)| > Dzn_1/4(lnn)3/4}
k=n Glgll)ftfelin)—FDz\/n*l Inn k
fnPB{ sup | Bt | > D2n1/4(lnn)3/4}
0<t<D2~/n='lnn

< 4nPB{BD2m > Dzn_1/4(lnn)3/4}
:4nPB{31 > D+/Inn }

o 12 —x2)2
:4n/ Q)" 1V2e ¥ 2 ax

(4.20)

D(Inn)1/2
< 8n e—(]/Z)Dzlnn < 4 ’
D+/2m1Inn n«/2mnn
provided we choose D > 2. Finally, by (4.1), (4.4) and (4.9),
(4.21) EB sup |B/> <4EB0™ =4Ta, <4T(14 K(T),
0<r<6,"

and we obtain (4.11) from (4.14) and (4.16)—(4.21) together with the Cauchy—
Schwarz inequality. [

Now we are ready to pass directly to the proof of Lemma 3.2.

PROOF OF LEMMA 3.2. By (3.3), (3.16) and the equality 9;") A 6,§”) = Hg)n,

422) VB —vEBIr () < sup  sup (Ji(¢, n) + 2 (C, ),

—~B,n +B,n
{€dy,, n€Jy,

where

J(¢, ) =E® (}e’T/"W | RB (ﬂ, ﬂ))
n n

and

(¢, ) =E"P
n

Ba(ST nT B.O.n (p(n)
b (55 0) - bl ).
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Since |¢e™"* — ¢ < r|a — b|, we obtain by (4.7) and the Cauchy—Schwarz in-

equality
T ¢(T nT
Ji(¢,n) <rE® 95(7\),7 - ;{ AT Rf’n<7, 7)
(4.23)
A/ KZI"T 1/2
< (11 (. 0))'2,

=
where by (2.3), (3.1), (3.2) and (4.8),

T nT\\>
Ju(.m=E" (Rf’"<§—, "—))

n n

< 2EB((Fer/menn(SB™(@0))” + (A /mean(SB"(2))7)

< 6<F02(z) + A3(z) +2L(T +2)*EB (1 + sup (S,B’”(z))2>>

0<t<T
4.24)
< 6(F02(z) + A3(z) +2L(T + 2)2<1 + 22 TEB sup eZKBf))
0<t<6™
<6(F3(z) + A§(2)
(n) (n)
+4L2(T +2)2(1 +Z262rT(EBe4K29,, )1/2(E3624K29n )1/4))_
Since
n n
Grg”) = Z(@IEH) — 915721) and BOr(ln) = Z(BGIE") - Belir:)l)
k=1 k=1

are sums of i.i.d. random variables, we obtain by (4.1)—(4.5) and the Taylor formula
that, for any a > 0,

EBeaan(") _ (EBea(T/n)G)(">)n

T  a’T* & a"T" My
<(1+ak +D=
_< +aKi+D—+—3 mZ:Onm(erz)!

(4.25)

T T\\"
< (1 fa(Ky+ )= + a7 302 exp<2bT + “—))
n nbr

< Ca :ea(K1+l)T’

provided n > Tb;3 exp(2br —i—aTb}l) and we use that (1+a/q)? <e“ifa,q > 0.
This together with (4.8) gives also

B (1) (n)
426)  EBTUY <o(EBeT ) A (EBSTNYA < 0(C0) 2 (Ch ) A,
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assuming that n > Tb;3 exp(2br + 2a2Tb;1).
Next, we estimate J>(¢, n). By (3.2) and (3.15),

(&) < EP(|Fera(SP7(2) — Feén)(sw’"(wn
(4.27) + |y /n(S7"(2)) = Fyon (877" (2)|
+|Agrn(SP(2) — Aeém(SB’g’"(Z))D-
Forany ¢ € Toi’", we obtain from (2.1) and (2.2) that
|Fern(S%"(2)) — F9§n><5379’"<z»}

< max (|F9(,1)(SB’"(Z)) — F,m (SB’Q’n(Z))|
<n k k

0<k
(4.28) 5 5
+ | Ferjn(S"(2) = Fya (S5 @)
(n) (n) kT
< L(@n + 1)]21 + L max |0, — —|(1 + J22) + L J23,
0<k=<n n
where
D= sup |S7"(2) = 70",
0<r<0™
(4.29) B
J= sup S;"(z) <ze'T sup P
O=t=T 0<r<6,"”
and
J>3 = max sup IS,B’n(Z) — Sf’n(z)l.
O<k=n ) ()
(KT /m)n6" <u<t<(kT /n)V6}
Set

T
H" (1) = ‘r<9£7,3) —13}”)—) +x(BY —Bf )| and H" = sup H" @),

' " K" e 0<r<6y"

with k™ and ¢ defined in Lemma 4.1. Then by (3.1), (3.14) and (4.29),

(n)
Jo1 < Jzz]IH(,,)<1 sup |eH1 0 _ 1|
= (n)
0<r<6,
(430) +]IH1(”)>1 sup (StB’n(Z) + SIB,Q,n(Z))
0<r<o™

0]
<2z¢'T sup <P Hl(") + 2zHH<n>>l(e’T + e )( sup e"B’).
0<t<6™ ! 0<r <6
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Next, by (4.15),

T
Hl(”) <lr— max 6,5") —k—
0<k<n n
431) i
ry () _ )
+2—|r——| sup |k =&+« sup [Byw — By |.
n 2 0<t<T O<l<9y5n) kt(n) lt(n)

Hence, by (4.7), (4.10), (4.11), (4.31), the Cauchy—Schwarz and the Chebyshev
inequalities, it follows that there exists a constant C > 0 such that

(4.32) PBIH™ > 1} < Cn™2(Inn)*/2.

This together with (4.7), (4.8), (4.10), (4.11), (4.25), (4.30), (4.31) and the
Cauchy—Schwarz inequalities yields that there exists a constant C) > 0 such that

(4.33) EB < CcWzn=4(nn)3/*

and both C and CV can be estimated from the above formulas.
In order to estimate J»3, set

rT
H" (s, 1) = — (& — ") + k(Blw — Bw )
n Z(n) E(”)
t 5
and
(n) (n)
H,”’ = max su H, (s, 1).
) omax. " p y (s, 1)

= kT ymyn6" <s<t<(kT Jn)VO" AT
Then by (3.1), similarly to (4.30),
(4.34) 13 < 2Ly, + H").

If L A6 <s <1 <AL v 9", then by (4.4),

M r m_ T
4 N ST(t s)+1§TOI;1]?;(n9k kn +1
(4.35)
< n (n) T
< max |0 —k—oa,|+ KT +1
T 0<k<n n
and
(n) (n)
0T LT T
(n) (n) (n) t (n) s (n)
o) — ot <o) - ’ o - ’+;W e
m kT T
(4.36) <3 max (0 — —|+ —
O0<k=<n n n
kT
<3 max 9,5'” — —an‘ + 3K4n_1,
0<k<n n
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where K4 =T (KT + 1). Hence, similarly to (4.14) and (4.31),
2

3k? T k2| T
HZ(")SIr—— max 9,§n)—k— + |1 ===
2 |0<k<n n 21ln
4.37 max su B
( ) +0<k<n ) ) p (n) | 915,1)+t
== 1< -6\ 0<t <3maxg<i<u 16" — (T /n)ay |+3Kan~"
— Bglfn) ’
and
™, P o |BQ/§")+’ B B9/f")|
k<n,t<6y" —Ok" ,0<t<3maxg</<n |91” —(T/n)ay|+3K4n~1
<
- 2Hmax0515n |91(")—(lT/n)an|>(1/3)DVn—1 Inn—Kyn—1
(4.38) X sup |Bi|+ Dn~'*(nn)3/4
0<t<6™
+ 21 _ —1/4 3/4
maxg<k<n SUPOsrstlBGIE")H Bglg,,)|>Dn /4(Inn)3/
X sup |Byl.
0<t<6™

Since the sequence {91("),1 > 1} has the same distribution as the sequence

{ g\lll,l > 1} defined in the proof of Lemma 4.1, then in the same way as in
(4.16) and (4.17), we obtain

IT

PB{ max
n

0<i<n

1
> gDVn_l Inn — K4n_l}
(4.39) D
= PB{ max |V, —loy,| > 3—Tannn — K4T_1} < €3K4I’l_1,

0<i<n

provided we choose D > 2 + 18T2e2b7b;3 and assume that n > 2(36T2/b3)2,
so that n~'Inn < 3 T~2b%. Hence, by (4.7), (4.9), (4.20), (4.37)~(4.39), the
Cauchy-Schwarz and Chebyshev inequalities, it follows that there exists a con-
stant C > 0 such that

PE{H > 1} < Cn 2 (Inn)*/2.

This together with (4.7)-(4.9), (4.20), (4.25), (4.34), (4.37)—(4.39) and the
Cauchy—Schwarz inequality yields that there exists a constant C®) > 0 such that

(4.40) EB 1y < CPzn=V4(nn)3/*

and both C and C® can be estimated explicitly from the above formulas. Finally,
estimating the left-hand side of (4.28) by means of (4.7), (4.8), (4.25), (4.28),
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(4.29), (4.33), (4.40) and estimating the other two terms in the right-hand side
of (4.27) exactly in the same way, we obtain that
(4.41) L, n) < COzn V4 (nn)3/*
for some C® > 0 independent of n, which together with (4.22)—(4.26) yields
(3.17), completing the proof of Lemma 3.2. [

PROOF OF LEMMA 3.3. In order to prove Lemma 3.3, we write by (2.1), (2.9)
and (3.15) that, for any £,/ =1,2,...,n,

026", 6f") ~ 0 (" of")

(4.42) <[REm0(6 6) — RE(™, 6™
<L((0 +1)J3),
where
B.0,n B
Ji= sup [S,77(2) =S (D).
0<r <
Set
H""=max  sup  (r(t—s)+«|Bf—B) and H{"=H""
3 = max p t s 3 =43 .
=t ,(n) (n)
0 <s<t<0

Then by (2.4) and (3.14), similarly to (4.19),

) KB (n) (n) kB (n)
443) <2z HY max e % 4+2z¢% 1 o  max e % .
0<k<n H3 >1 0<k=<n

Since |B; — Bs| < |B; — By |+ |B: — By | and (a +b)*" < 22"~ 1(a®" + ™)
k—1 k—1
fora,b>0,m > 1/2, we obtain by (4.1), (4.5) and (4.9) that
) 2 12m »
EB|H{M " <22 ‘ E® max |6 — 6 "

1<k<n

r — —

+ 4m=1, 2m g B mkax sup |B, — B, |2m
1<k=n () (n) k—1
O <t =<6y

2 By ) |2
n n m
E°|6" — 6,7

2
PR
2

n
< 22m—1 Z(
k=1
(4.44)
4222 EB sup B, — B, |2m>
0 <r=<6" !

22
y— —

< 22m—1n<

m
EB ()" + 222 A, EB (9{’”)’“)

< Kém)n_mH,
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where

2
K(m) 22m 1 2bTb (m+1)Tm(

2m

(2m) b7 T™ 4 222 Amm!).
This together with the Chebyshev inequality gives that, for any integers m,n > 1,
(4.45) PE{H > 1) < K~
Finally, by (4.8), (4.25), (4.42)—(4.45) and the Holder inequality, we obtain the
assertion of Lemma 3.3. [J

PROOF OF LEMMA 3.4. The proof of Lemma 3.4 starts similarly with the
estimate
4.46)  [0B@O",6) - 0B (O AT, 6 AT)| < EB(Jalk, 1) + J5(k, 1)),
where by (2.2)—(2.4) and (2.8),

(n) (n)
e = e — TR AT T

4.47)
<rL(T +2)(Fo(z) + Ao(z) +z+1 rT(!O(") T| sup e"B’)
0<t<T
and
Jstk,1) < |[RE(6,6) — RE(00 AT, 0/ A T)
(4.48)
()
§L<|9,§”) —T{(l—l—e’e’“ sup eKB’) —|—151>
0<r<6,"
with
Js1 = max sup  |SP()—SB, (2]
O<k=n o AT <1<6." 9 N
Set

H" = max sup (r(t =6 AT) +x|BF — 0(,,) T|)
0<k<n9(n)/\TSf§9/En)
By (2.4), similarly to (4.30) and (4.43), we obtain that
rT H4(.n) sup eKB[
0<t<T

Js1 <ze
(4.49)
(n)
+Z]IH(n)>1(€r6” sup e/cB; 4+ erT sup eKBr>‘
4 05[59}5’1) OStST

Observe that 0,5”) AT < 9,5") if and only if T < (9,5”) and since k < n, we have in
this case

[0 AT, 6] c[T,6(] [T, 6 v T].
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Hence,

2
(4.50) H" < (r + K—)}e,gn) —T|+« sup |B —Brl.
2 )
T<t<6,’'vT

By (4.7), (4.9) and the Cauchy—Schwarz inequality,
E®  sup |B,—BrP <A EB|0"™ —T| <A TK)*n 2,
T<t<0"vT

which together with (4.7) and (4.50) gives
242
EB|H"|? < Z(r + %) K2T?n~ ' 4 22 A\ TK) *n= 12,
This enables us to estimate PB{HAE") > 1} by the Chebyshev inequality and to-
gether with (4.8), (4.25) and the Cauchy—Schwarz inequality yields
EBJs; <C@zn=1/4

for some C® > 0 independent of n which can be easily estimated explicitly via the
above formulas. Using (4.7), (4.8) and (4.25) together with the Cauchy—Schwarz
inequality in order to estimate EZJ4(¢, n) and the expectation of the remaining
term in J5(¢, n), we arrive at (3.19), completing the proof of Lemma 3.4. [

Next, we derive Lemma 3.5 using estimates similar to the above.

PROOF OF LEMMA 3.5. Namely, forany k,/ =1, 2, ..., we have

[RE(G" AT.0/" AT) = RE@O), AT 0/, AT)|

4.51)
< EB(Jo(k, 1) + J7(k, 1)),

where by (2.2)~(2.4), (2.9) and the equality 8" A 6" = 6" similarly to
(4.43) and (4.49),

Jo(k,1) = (e %A — =TT | RE (9 A T, 0 A T))

(4.52) <rL(T +2)(Fo(z) + Ao(z) + z + 1)e'T
x max [ AT =6 AT| sup &<
n<k<oo 0<t<T
and
T, 1) < |[RE@OY AT, 00" AT) = RE(O AT, 61 AT)|
(4.53) < LzerT<<1 + sup eKB’)
0<t<T

(n) (n) (n)
0, " ANT —6""NT|+ H 20 & ,
o (max o O AT+ + 2 ))
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with

Hs(n) — max sup (r(t—G,E”) AT)+«|Bf —B

*(") ‘)'
) 0, ‘AT
n /\Tfl‘f@k AT

Observe that 9,5") AT < 9,5") AT for k > n if and only if T > 9,5") and then

[0 AT, 0" AT]C [0, T] C [0, 6 v T].

Hence,
6 AT =0 AT|<T v o™ —6"

4.54
(4.54) o

= |T - On |
and

K2
(4.55) H§">5(r+7)|T—e,§”>}+x sup  |B: — Br|.
T<t<6vT

The right-hand side of (4.55) is the same as in (4.50), and so we can use the
same estimates for HS(") as for Hi"), which together with (4.7), (4.8), (4.25), the
Chebyshev and the Cauchy—Schwarz inequalities enable us to estimate E 5 J7(k, 1)
by C®zn=1* for some C® > 0 independent of n. Finally, using (4.7), (4.8),
(4.25) and (4.54) together with the Cauchy—Schwarz inequality in order to esti-
mate EB Js(k, 1), we obtain (3.20), completing the proof of Lemma 3.5. [J

In order to complete the proof of Theorem 2.1, it remains to establish
Lemma 3.6.

PROOF OF LEMMA 3.6. For each o € 7%, set v, = min{k € N:@,E”) > o}

which, indeed, defines v, since 0,5”) — oo with probability one as k — oo. Ob-

B,n

serve that v, € T since {vy <k} = {Qé”) >0} € ?91(9,,). For any o € TOBT, we
¢ ,

set o™ = 952) A T. Since TTB e ’J‘OBT, we conclude from (2.10) that

(4.56) V()= inf sup E? 080, 1).

oeTor re'J‘TB’"
Then for any § > 0, there exists o € %BT such that

(4.57) V() > sup E®QB(0s,7) 3.

~B.,n
TeSp
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This together with (3.21) implies
V(z) > sup EBQf(aa("), T)—§

TETTB‘n
(4.58) — sup EB(QB (0", )~ 0B (05, 1)
teTTB’"
> Vi —8— sup Js(05.7) — sup Jo(0s, 1),
re’TTB'” re‘TTB’"

- 7B,
where, for any o € 7,5, and T € 7",

I, 1) =EB (e " (R (6™, 1) — RE (0, 1))
and by (2.3)-(2.4),
Jo(o,7) = EB(|e—rU(”)Ar _ e—ra/\r‘Rf(o_’ ‘E))

(4.59) <rL(T +2)(Fo(z) + Ao(z) + 2)e' T

xEB< sup |9,£'_?1/\T—9,§")/\T|<1—|— sup e"B’>).

0<k<oo 0<i<T
Since 0™ > &, it follows that
RZ(0,7) = F5(S(2) + Aq (8% (2))
whenever

RE(0™, 1) = Fyu (SB (@) + Ay (5B (2).
Thus, by (2.2) and (2.8), similarly to (4.53) for any o € Tol; and T € TTB’",
RE(c™,7) = RE(0, 1)

<|F,mw(S8(2)) — Fo (SB@)| + 18,0 (S5 (2)) — A (SB(2))]

(4.60)
< LzerT(l + sup eKB’)
0<t<T
(n) _pm (n)
X ( sup |0 AT =6, AT| + Hyg +2]IH(,1)>1>,
0<k<oo 6
where

H" = sup sup (e =6 AT)+x(B] = Bl ).
Ok<00 g™ AT <1 <0 AT '

It is clear that

(4.61) B | < |HY | + |HE)|
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and by (4.54), for all k > 0,

(n) (n) (n) (n)
4.62) |6\ AT =6 AT|< Of?é‘r’f_ﬁkil — 6" +1T = 6"
Hence, we can apply to the right-hand side of (4.60) the estimates of Lemmas
3.3 and 3.5 arriving at a bound of order n~1/4. In order to obtain a better estimate
promised in Lemma 3.6 (though it will not help us to improve the estimate of
Theorem 2.1), we write

(4.63) |H | < |H|

).

(1) (n)
+H9§z)<r(‘H3n ’ + ‘HSn
with H3(n’l) defined above (4.43). In the same way as in (4.44), we obtain

(4.64) EB|H " <2k Myt

Next, by (4.1) and (4.4), similarly to (4.17), (4.18) and (4.39), we obtain the fol-
lowing (large deviations) upper bound:

4.65)  PE{O{Y < T} = PP(2na, — Wy, > nQa, — 1)} < Ce "

for all n € N and some C, p > 0 independent of n. Estimating EZ|T — Gén)lm
by (4.7), we obtain by (4.9), (4.44), (4.55), (4.63)—(4.65) and the Cauchy—Schwarz
inequality that, for any m > 1, there exists K ém) > 0 (which can be explicitly esti-
mated from above formulas) such that

(4.66) EB|H{ " < KW nm L,

Since § in (4.58) is arbitrary, we conclude by (4.7), (4.8), (4.25), (4.55),
(4.58)—(4.60), (4.62) and (4.66) together with the Chebyshev and Holder inequali-

ties similarly to Lemma 3.3 that, for any ¢ > 0, there exists C£6) > 0 such that, for
alln e N,

4.67) V(@) = V(@) = —CO(Fo) + Ao(2) +z + 1)n 12,
By [23], we can represent V (z) not only in the form (2.10), but also as

V(z) = sup infB EBQf(a, 7)

B 0 €T,
T€T,r 0T

< inf EPQ7(0,15)+3$

o€Ty

for each § > 0 and some 15 € TOI;. Introducing Ta(”) and employing the same argu-

ments as above, we obtain that, for any ¢ > 0, there exists C 5(7) > 0 such that, for
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alln e N,

V(z) — VOéi‘n(Z) < Cé7) (FO(Z) +Ao0(@) + 7+ l)ne—l/Z’

which together with (4.67) yields (3.23) and completes the proof of both
Lemma 3.6 and Theorem 2.1. [

5. Exercise times and hedging with small shortfalls. Set

T nT
VO = min ££00 (£, 20),
5.1 ¢t
' — T nT
Ve, €)= max B Q§">(7, 7),
YIS
T nT
VB )= inf EP va"(g—, ”—>,
e Bon non
(5.2) F<on
' _ T nT
VP o) = sup EBQf’”<§—,n—>
et nen
and
) ¢T 0T
Vi = min EPQB7(S510),
(53) 4= I non
’ _ T nT
V?’n(z,f)z max EBQf’"(C—,n—).
r}eSO’;l" n n

~(n) =) ~Bn =Bn . pn =Bn .
We define similar quantities K(n), v |V n, V. Vg ”, V¢ replacing QE”) by

Ag”) and Qf’” by Qf” in the corresponding formulas.

PROOF OF THEOREM 2.2. The starting point in the proof of Theorem 2.2 is
the following result similar to Lemma 3.1.

LEMMA 5.1. Forany z,n > 0 and each . € Jon,

(54) Z?’” (Z, JUe )\,gl)) = Z(n) (Za o }\én)) = ZBJI(Z, Mo )\’(é'l))
and

—B.n (n) () (n) 7B.n ()
(5.5) Vi (zmodyg )=V (z,mors") =V "z, porp’).

. ~ (n) =) .Bn mBn .pn =Bn
The corresponding results hold true also for V",V V.,V V¢ Vg

in place ofz(”), V(n), yBn, VB’”, K?’n, V?n, respectively.
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PROOF. The first equality in (5.4) and (5.5) follows in the same way as the
first equality in (3.5), taking into account that

QW (norf” voirl”) and QF"(noi§ vorl)

have the same distribution for all u, v € o,. In order to obtain the second equal-
ity in (5.4) and (5.5), we employ again the well-known dynamical programming
recursive relations for the optimal stopping problem (see, e.g., [26]) which have
here the form

T
VO =V, V0= Q§”)<T, 777) and
(5.6)
1 . " kT nT n
v =min 00 (S5 T0) BV, G IF)),
700 =T, TG §)—Q(”)< ,T>
(5.7) I
e n)—max(Q§">( K ) EE(V™ @ 0] E))
—~&

for any ¢, n € 7, and

T
i =viren.  vEiem=08(r. 1)

(5.8)
nT
(et ) 0 )
—Bon —B.n —B.,n B.,n {T
V7i(z, )= VO,n (z,0), vn,n (z,8)= QZ’ 7’T and
5.9)

¢T kT

V,ﬁ’,:l(z, n) = max(QB"< " ) (Vk+1 220 9<n))>

n

forany ¢, n € ‘J‘bi

It is clear from the construction of the stopping times w o )‘g and u o XE;)

for u € Jo, that (u o )Ls )) Ak, H/LOXén)Zk and (u o Agl)) Ak, ]Iuokgl)zk are mea-

surable with respect to the o -algebras f‘"kg and § f " respectively. Since Fy(S™),
Ag (S(”)) and Fi.(S®), Ap(S8B) are also f,f and g,’f "_measurable, respectively, we
conclude that Q(n)(kT T/'L k(”)) Q(n)( o )\‘(Vl) kT) and QB n(kT TM o)\‘(”))

n’n n’n
Qf’"(% o Ag’), kTT) are ?’k - and gk -measurable, respectively. It follows from
here by the backward induction in the same way as in Lemma 3.1 that there ex-
ist measurable functions QZ(Z, X1yoens Xk), Qg(z) and 55(@ Xlsoons X)), 5g(z),
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k=1,2,...,n,such that

1/2 1/2
k T T

n
(5.10) () () n
Kon (Za no )"g ) = 9() (Z)s
1/2 1/2
7 D _ % r T
Vi o) =3 (2 (5) e (5) &)
-11) —(n) )\ _ =K
VOn (Z’ Mmoo )‘g ) = q>0 (2)
and
vEBn(z, wor®) = 0¥z, B, B, — B B*,, — B*,)
X kn <, M0 B — =k <, 91(11)’ Qén) Gl(n)a ey Glgn) ‘9](('21 )
(5.12) 5 o
7 B.n (k) __ =k
Vi (&0 0") =B (2 B By = B> Byoo = By ).
(5.13)

_B’ J—
Vor (2, o)) = 95 (2).

Applying these formulas for kK = 0, we obtain the second equality in (5.4) and (5.5).
. ~n) w0 B FBn . pn FB.n o
The corresponding results for V""", V.,V V. V¢  V, are derived in

the same way. [

Define
B.n . B B
Var(z,t)= inf E”Q7(o,7) and
0.1 UG‘TTB’n ¢
(5.14) L,
Vor(zo)= sup EEQB(o,1).
te‘TTB’"

The proof of Lemma 3.2, together with Lemmas 3.3-3.5, yields that there exists
C® > 0 such that, for each W E Jon and all z, n > 0,

‘KB’n(Z’ Mo )‘gl)) - K(l);,’; (z, 9:&%) AT)|

(5.15)
< C®(Fy(2) + Ao(z) + z + 1)n~ /4 (Inn)3/*
and
—B, —B,
V5" (2, 1029)) = Vo 1z, 9;’3%,) AT)|
(5.16)

< C®(Fy(2) + Ao(2) + z + 1)~ 4 (nn)/4,



BINOMIAL APPROXIMATIONS OF GAME OPTIONS 1025

Next, set

517 V(z,r)= inf E®Q5(0, 1), V(z,0)= sup E?Q5(0, 1),

o €Ty +B
0T T€Syr

.. . —B
and similarly to Lemma 3.6, estimate |Z(1)3,}1 (z,t) — V(z,7)| and |V0”; (z,7) —
V(z, )|, but now it is a bit simpler since we have obvious one-sided inequalities

(5.18) VBr L D2V ad Vir o)<V

Forany 7 € T, TB’” and & > 0, there exists o5 € T such that

V(z, 1) =E?Q8(0s,7) -8,

and so using the notation Jg and Jg from (4.58) together with their estimates, we
see that, for any & > 0, there exists Cég) > 0 such that, for any 6 > 0 and n € N,

Vo) =E° Qf(%(n)’ T) — 8 — Jg(0s,T) — Jo(os, T)
> Kg}'(z, 7)—8 — Cé9)ns—1/2'

Since ¢ is arbitrary and we have already inequality (5.18) in the other direction, it
follows that

(5.19) V(1) = Vo )l < COn 12
Similarly, we obtain that
(5.20) V(z,7) = Vo (a0 < COnf 12,
Finally, (5.4), (5.5), (5.10)~(5.13), (5.19) and (5.20) together with (2.13)

yield (2.17), provided (2.16) holds true. The proof is similar for (", A%, 01",
V™ (z) in place of Aé”), )»gl), oM vy, O

Next, we establish Theorem 2.3.

PROOF OF THEOREM 2.3. Since f = ff and y = y; in (2.19) are
Fi—1-measurable, they can be written uniquely in the form By = fi o Ag) and
Yk = &k © kél) for any [ =k — 1,k,...,n, where f; and g; are considered as
functions on {—1, 1}" depending only on first k — 1 variables, that is, in fact, as
functions on {—1, 1}¥~1.

In order to show that the portfolio Z? defined by (2.21) is self-financing, it
suffices to check that the discounted portfolio

(5.21) 2B =7Bb = B¢+ yPSE,  SE=sBe
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is self-financing, which means in our case that, with probability one,
k k) &
(5.22) (fest = fi) 0 25 bo + (gre1 — &) 0 1y’ S,y =0,
k
where, recall, 8} = fi o )Lg{_l) = fyo Xg() and y = gi o)\g{_l) =gk okg() when-

ever t € (6"}, 6" 1. Butif %} (@) = A{ (&), then

k k i
(fiert = fi) 0 b’ @)bo + (gr1 = g1) 0 @)
k

= (fir1 — fo) 0 10 @)bo + (gk1 — &) 0 A (@) 87, (2. ),

where 57, (2) = 87, ()¢ "¥7/" By (2.19), the right-hand side in (5.23) equals
zero, and so (5.22) follows.

(z, )
(5.23)

Recall that the sequence B;‘(m — B;‘(,l) ,k=1,2,..., has the same distribu-
k k—1
tion as the sequence (%)1/251{, k=1,2,.... Since the processes SIB’n(z), t >0,

and S,(") (z),t > 0, defined by (3.1) and (2.5), respectively, are obtained by the same
formulas from these sequences, they have the same distribution as well. Moreover,

ifuedon, {=po )»é"), andp=puo )\g), then the sequences

T kT >
QB,n(go_’_)_Zgn)’ k=0,1,...,n,

< n n oAk
and
( ) é‘ T kT ~ n{ N _
o (7,7 —ZLy k=0.1,....n,
are obtained by means of the same functional from the sequences

T\ 1/2

* * — — =

9,5")_395'31’ k=1,2,..., and (n) &k, k=1,2,...,
respectively. This together with (2.20) yields that

B BT k_T __ >B * _
s et (02 () B ) =0
In order to estimate the left-hand side of (2.22), we observe that
B B + T (B > B +

(5.25) (RE(60V. 1) — Zyw, ) =€ (0265, 1) — Zegm)

and in view of (5.24),
Y + +
(070" 1) = Zyw )7 = (Q2 (05" 1) = 07057, 6,7))

+
(5.26) . (Qf(%m, o) — Qf,n<ﬂ’ ﬂ))

n n

> B 5B\t
Z -7 L4,,
+( 05 Ao egw) Ar
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where we introduce the event A, = {Q5 (Oq()"),t) > Zﬁ,%t} and, again, v, =
(2

min{k € N: 0,5") > t}. Note that since ¢ < n,

0%, 6" = 0B (e, 6",).

(5.27) ; ’ ”T . .
Bnf® Vt _ ABn(?
ot (%) = et (o)
and
(5.28) Q5O AT, 00" NT) = QB0 AT, 6, AT).

Taking into account (5.27) and (5.28), we obtain by the same estimates as in
Lemma 3.4 that there exists C19 > 0 such that, for all z,n > 0,

EP sup [05(60".1) — Q560" A T.1)

0<t<T

(5.29)
< CY(Fy(2) + Aox) +z+ 1)n /4
and
E? sup |07 (6", O5kn) = Q2O AT, 000 AT)|
(5.30) T

< CY(Fy(2) + Ao(z) +z+ 1)n~ 14,

Similarly to the estimates in the proof of Lemma 3.6, we obtain that, for any ¢ > 0,
there exists Céll) > 0 such that, forall z,n > 0,

E® sup (QF (9;,"> AT, 1) — Qf(@éf’) AT, 0 A T))*
0<t<T

< EB sup (|e_9<gn>/\[ . e_e‘f’y”t/\”F;(SB(Z)))
0<t<T

+E sup |F(S(@) = Fyo, (57|
<i< '

(5.31)

< Cs(ll)ns—l/Z‘

Taking into account (5.27), we obtain by estimates of Lemmas 3.2 and 3.5 that
there exists C(!? > 0 such that, for all z, n > 0,

oT v T\\"
B ( B gy _ B,n<_7_>)
Og?gT QZ( oo ) Q: n n

(5.32)
< CY(Fy(2) 4+ Ao(z) + z + 1)n~ Y4 (nn)/4,
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By the definition, 8¢ = ,B;p(n) and ¥ = V(:;n)’ and so

~ +
(ng) o ZﬁrnM) 1y
5)’0(;1)/\,(5:@) Q(n)(Z) 0(;1) (Z))
+
(533) —= y (n) At 9(") (Z)HA[ (exp( (B (n)/\e(n) B;;(;n)/\t)) - 1)

<021

(n)
x (H3(") +1,m_, (1 +e% sup B sup e_"BS>>,
3 0<s <9(n) 0<s<T

with H{" defined before (4.43). Since, by (2.3) and (2.4),

sup QF(67.1) = Fo@) + 20(@) + LT+ (1427 sup &),
0<t<T 0<t<T

we derive from (4.8), (4.44), (4.45), (5.33) and the Holder inequality that, for any
& > 0, there exists CS(B) > 0 such that, forall z,n > 0,
E® sup (2B, . —ZB, )"
OSIET( RN A )m)

< C¥(Fo(z) + Ao(z) + 24 1)n1/2,

which together with (5.25), (5.26) and (5.29)—(5.32) yields (2.22), completing the
proof of Theorem 2.3. [

T4,
(5.34)

6. Estimates 4 la Lamberton and Rogers. In this section we derive a game
option version of the approximation error estimates from [24] whose bounded-
ness and smoothness assumptions do not permit to employ them even for stan-
dard options, but this explicit and simple method still has certain theoretical
and pedagogical value. Let &1, &, ... be i.i.d. random variables on a probability
space (6, P%) with E5& =0, Esélz =1 and Eséf < 00. The latter ensures
that if ® is the Skorokhod embedding time of & into the Brownian motion B;
(i.e., a stopping time such that &; and Bg have the same distribution), then
Var® = E(® — 1)2 < 00 (see [4] or [24]). We will use the same notation as in
Sectlon 2 for "‘( ) given by (2.17) and for the correspondlng sets of stopping times
Te OT and J Wlth respect to the Brownian filtration F, B with values in [0, T'] and

with respect to the filtration ?k generated by &1, &, ... with values in {1, ..., n},
respectively. Let g > f be continuous bounded functions on [0, 7] x R and

R(s,t,x)=g(s, < + f, X)HISS-
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Set

(6.1) V= 1nf sup EB R(o, 1, Borr),

€T,
or teTf;

where, recall, B;, t > 0, By = 0 is the standard one-dimensional continuous in time
Brownian motion, and

T nT
(6.2) V® = inf sup EER(g ’77 g™ )
n

N
LTy, ness, n

THEOREM 6.1. Let f,g:Rt x R — R be bounded continuous and having

bounded and continuous derivatives %]; , %‘f s ?3 f and funcnons Let
X
a1 9%h
ar o 20x2
and p = «/Var ©. Then
af
V=V < 2o (31011 + 3lLello + H—H H H )
Jn ot
(6.3) T
+ ;(”Lf”oo +11Lglloo),
where || - || oo is the supremum norm on the whole R™ x R.

PROOF. As in Section 2, we employ the Skorokhod embedding (see, e.g., [4])
which yields the existence of a nondecreasing sequence of stopping times 6,5"),
k=1,2,..., Gé") = 0 for the Brownian motion B; with its Brownian filtration %2,
t > 0, such that (0,51)1 — an) , Bgo,) — Bg(n)) is independent of ¥ 7, and it has the

+1 k Ok

same distribution as (% T, B@\/; ). Let 78" be the set of integer valued stopping
times with respect to the filtration {?an) }ken and the subset of these stopping times

with values in {0, 1, ..., n} we denote by ’J‘OBH” We claim that
T nT

(6.4) ym —yBn _ mf Sup EBR ({_’ 77_’ Bg(n) (n)).
n n . NBy

4‘ETO n TIGT

Indeed, this result can be proved similarly to Lemma 3.1 employing the cor-
responding dynamical programming recursive formulas. Namely, we can write

v =y i) = F(T, 80Y) and for k=0, 1,...,n — 1,

, kT kT
Vk(riz) :mm<g(7, u,i")),max(f(7, @l(cn)) Eé(vk(flf—)l n|77k$))>
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and, on the other hand, V58" = Vol?;l", V,f,;” = f(T,Br) and for k =0,1,...,
n—1,

kT kT
vB : B(y,B, B
k,nn = mln(g(—n , Bglfn)), max(f(.n—, Belin))’ E (Vk 7’"|$9,§"’)>)'

In the same way as in Lemma 3.1, we show by the backward induction that there
exist a sequence Qg (x1,...,xx), k=1,...,n, of measurable functions and a con-

stant Qo such that Vy") = Qo, Vg = Qo and V") = 0, (D)2, ..., (D) g,

B
an,n = Qk(BGI(")’ Bgz(n) — Bel(n), ey BQ;En) — Belgi)l) fork=1,...,n, and so (64)
follows.
Next, set
BOn _ B (n) H(n)

(6.5) v = 12%}1 sup E®R(0,",06,", Be§’1>A9,§"))'

CEJO,n UG%YV;
Then

|VB,n _ VB,Q,n|
< sup sup EB R(Og("), 9,5”), Be(n)/\g(n))
CeTy neTyly" C
(6.6)
R( S B )|
n s n s 9{(”)/\9,(7")
0 0 T
S (F R A
~B.,n n
00 o] CeJol,gn
Since 9,5") — kTT, k=0,1,...,n,is a martingale with respect to the filtration J‘:'g?n),
k

k > 0, the sequence |0,§”) — k7T|, k=0,1,...,n,is asubmartingale which together

with the Cauchy—Schwarz inequality yields

sup EB
¢eTy

¢T

(6.7)
< (EP(o - TP = 2L,

%

Next, let ‘TTB’n = {Qg(”) AT:C € ‘TOB,,;”} and set

(6.8) Vo= inf sup EB(e7"°""R(0,1)).

~B.,n
0€Jr reTTB‘"
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By the 1t6 formula (see [11]), we arrive at the Dynkin formula, which gives

B.,6, B,

< sup sup
¢ T €T

B n) H(n)
E (R(QC ,9,7 ,Beén)/\ergn))

- (n) (n)
RO AT, 0" AT, Bgz(nwénw))‘

(6.9)
945") 0{(71)
< sup EB/ Lf(s, By)ds| + EB/ Lg(s, By)ds
ceg b 9{(”)/\7‘ 0§(n)/\T

< (ILflloo + ILglloc) EE |6 —T|

T
=< p\/;(”Lf”oo + 1Lgllo0)-

In order to obtain (6.3), it remains to show that
pT
Jn

As in the proof of Lemma 3.6 in Section 4, for each o € ’f(fT, define v, = min{k €

T
(6.10) V- Ve < (;+2 )(||Lf||oo+||Lg||oo).

N: 9,5") >0} and o™ = QV(Z) A T. Similarly to (4.58), we conclude that, for any
& > 0, there exists o5 € 'J‘OFT such that

V> VOI?’T” —§— sup EB(R(O'(S(n), T, B%(n)m) — R(0s, T, Bosar))

~B.,n
TeSp

> Voy' =8~ sup [EP(g(0™. B,w) = (0. Bo))

+B
UEJO.T

— sup |EB(f(r(”),B,(n>)—g(T, By))|

7B
teT

(6.11)

> V' =8 = (ILfllso + ILglloc) sup EZjc™ —o|,

7B
€Ty

where we used also the Itd formula and took into account in the same way as
in (4.60) that 0™ > . By (4.62), for any o € T2,

(n) (n)
o o] < OSII?Sar)l(—lwkil — 6| +1T - 6"

’

and so employing the estimate

E max Zpy<EZy+ +/nVarZ

0<k<n-—1
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from Lemma 3.5 of [24] to the i.i.d. random variables Z; = 9,51)1 — ,E"), we obtain
from (4.1) and (6.7) that
T Tp
6.12 EB|lc™ _ < _ 42
( ) [0 of = n + Jn

Taking into account that § in (6.11) can be taken arbitrarily small, we obtain from
(6.11) and (6.12) that

Tp
n

(6.13) vy s (T+2
. 0,7 = n [

)<||Lf||oo+ ILglloo).

By [23], we can write also that

V = sup infB E®R(0,7, Bynr)
te’TOBT‘TETO.T

< Vol,g%n +8+ sup (R(0, 75, Bongy) — R(o, 7,", BMTa(")))

~B.,n
o€y

and similarly to the above, we obtain that

V- Vi < (Z + 22>(||Lf||oo + ILg o)
4T \n Jn

which together with (6.13) gives (6.10) and completes the proof of Theorem 6.1.

g
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