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Abstract. We adapt the general conditions of the weak convergence for the sequence of
processes with discrete time to the diffusion process towards the weak convergence for the
discrete-time models of a financial market to the continuous-time diffusion model. These
results generalize a classical scheme of the weak convergence for discrete-time markets to the
Black-Scholes model. We give an explicit and direct method of approximation by a recurrent
scheme. As an example, an Ornstein-Uhlenbeck process is considered as a limit model.
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1. INTRODUCTION

The paper focuses on the diffusion approximation for the recurrent schemes of financial
markets. The problem of convergence of the discrete-time financial models to the
models with continuous time is well developed: starting from the central limit theorem
for approximation of the Black-Scholes model by the Cox-Ross-Rubinstein model and
continuing with more involved models, see, e.g., [1-5,12|. The evident questions here
are: does the weak convergence of the stock price processes imply the convergence
of the option price processes or the convergence of the hedging portfolios and the
optimal portfolio strategies. The attempts to go ahead from simple binomial schemes
were made using the results of weak convergence. These results were generalized with
the help of the functional limit theorems in [13] and summarized, e.g., in [19]. The
rate of convergence of the option prices in the framework of weak convergence was
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also widely discussed, e.g. in [2,11]. However, for the case when the limiting stock
price process is a semimartingale of a more general structure, for example, if it is
a solution of the diffusion stochastic differential equation, the results are formulated
under comparatively restricted conditions. For instance, the approximation by Markov
chains is studied and the conditions using analytical terms are formulated in [19]. The
binomial and trinomial models are also widely used (see e.g., [19,24]). For example,
the approximation described in Chapter 2 of [19] is based on the binomial model and
the sequence of real numbers that one needs to define.

The goal of this paper is to adapt the theorems of the diffusion approximation from
[18] and [13] to the multiplicative financial models which are natural for the prelimit
market. Moreover, we construct the recurrent schemes for the prelimit market that
are even more natural, to our opinion, than the trinomial schemes since they are
constructed based on the binomial scheme with the help of the scheme similar to the
Euler approximation. For this we proceed with three steps: first, we consider the Euler
approximation scheme for the solution of a stochastic differential equation; second,
we replace the increments of a Wiener process with binomial random summands; and,
third, we take into account the adjusting term that appears when we pass from the
multiplicative financial schemes to the additive mathematical ones. To some extent,
these ideas were realized in [19], however our approach is more explicit, direct and
general.

The paper is organized as follows. In Section 2 we present the general results
from [18] concerning the conditions of the weak convergence for the discrete-time
processes to the general diffusion process, i.e., we formulate the general functional
limit theorem for the diffusion approximation. In Section 3 we adapt these results
to the additive and, that is even more important, multiplicative schemes. Then we
apply the results to the market for which the limit price process is modeled by the
geometric Ornstein-Uhlenbeck process. The recurrent scheme for the diffusion ap-
proximation for the case when the limiting process is represented by the geometric
Ornstein-Uhlenbeck process is constructed. We discuss the applicability of the ge-
ometric Ornstein-Uhlenbeck process in the sense that the corresponding financial
model is arbitrage-free and complete. The conditions of convergence for the option
prices including the joint convergence of the stock prices and the Radon-Nikodym
derivatives are established as well. Note that another type of approximation of the
financial market driven by the geometric Ornstein-Uhlenbeck process, and even by
the geometric Ornstein-Uhlenbeck-Lévy process, was studied in [21].

2. GENERAL FUNCTIONAL LIMIT THEOREM
FOR THE DIFFUSION APPROXIMATION

Recall some notions from the classical semimartingale theory (see, for example, [18]).
Let the set T = [0,7] and Qr = (Q, F, (F,t € T),P) be a complete filtered probabil-
ity space satisfying the standard assumptions. Denote as D(T) the set of all real-valued
functions on T that have left-hand limits and are continuous on the right (cadlag
functions). In what follows we consider only cadlag processes (processes with cadlag
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trajectories). A real-valued process X = {X;, F;,t € T} considered on the probability
space Qr is called a semimartingale if it admits the decomposition of the form

Xy = Xo+ M; + Ay,

where M is a local martingale with My = 0 and A is a process of locally bounded
variation. A semimartingale {X;, F;,t € T} is called a special semimartingale if it
admits the decomposition mentioned above and the process A is predictable.
Denote as (M) = {(M),,t € T} the quadratic characteristic of the locally
square-integrable martingale {M;, F;,t € T}. It is a predictable increasing process
for which the process M2 — (M), is a local martingale. Also, denote AX; = X; — X;_.

Theorem 2.1 ([18]). If X = {X;, Fy,t € T} is such a semimartingale that for some
a>0 and allt € T we have |AXy| < a, then X is a special semimartingale.

Let {X¢, F:,t € T} be a semimartingale. For each a > 0 we denote

i
Xp=> AXS]I(\AXS|>a):/ / xdp, teT,

0<s<t 0 |z[>a

and Y,* = X; — X2, t € T, where p is the measure of jumps of the process X. The
jumps of Y® are bounded, |AY?| < a, so Y* is a special semimartingale according
to the Theorem 2.1. It means that there exists a local martingale M® and such a
predictable process B*(X) of locally bounded variation that

Y=Xo+B}X)+ M teT, Bj=M;=0.
Thus
X;=Xo+B}(X)+ M+ X}, teT.

In turn, a local martingale { M2, F;,t € T} admits a decomposition
M = e+ Mg

into continuous and purely discontinuous parts, where the continuous component M *¢
does not depend on a, and the purely discontinuous component M2 can be presented

as
t
M = / / wd(p—v),

0 |z/<a

where v is the compensator (a dual predictable projection) of the measure u. Let us
denote M¢ = M* and C¢(X) = (M¢);. The processes (B*(X),C(X),v) compose the
triplet of predictable characteristics for the semimartingale X. Now we introduce the
general pre-limit and limit processes participating in the diffusion approximation. In
a connection to the limit process, let {X;, F;,t € T} be a continuous semimartingale.
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In this case it is obvious that v = 0, and B (X)) coincide for any a > 0. We denote as
Bi(X) the common value of all Bf(X). Suppose that

Bi(X) = [ b(s,X)ds (2.1)
/
and .
Ci(X) = [ P(s,X)ds (2.2)
/

for some predictable measurable functions b(t,x(-)),c(t,z(-)) : T x D(T) — R.
Moreover, we suppose that c(t,z(-)) > 0. In this case we can apply the general-
ized Lévy theorem (see, e.g., [10]) concluding that there exists a Wiener process
W = (W, Fi, t € T), adapted to the filtration (F;, ¢t € T) such that M€ admits the
representation M{ = f(f c(s, X)dWy. Therefore, X is the solution of the stochastic
differential equation

¢ ¢
X; :XO—I—/b(s,X)ds—F/c(s,X)dWs. (2.3)
0 0

Assume that the coefficients of the equation (2.3) satisfy the following condition:
there exists a function L : T — R, such that for any ¢t € T and any X € D(T)

b(t, X)| < L(t)(1 + sup | X 1), (2.4)
A(t, X) < L(H)(1 + S}g(Xs)Q), (2.5)

/L(t)dt < . (2.6)

Suppose that we have the sequence of the probability spaces (2", F", (Fj*,t € T),
P™), n > 1 with a filtration, and a sequence of semimartingales X" = (X[, Fj*,t € T)
on the corresponding probability space, with trajectories in D(T) a.s. and with the
triplets of the predictable characteristics (B™®, C™,v™). Suppose that for any ¢ > 0
and a € (0, 1] the following conditions hold

lim P"(sup [AX] > 5) =0, (2.7)
n teT

t
lim P" (sup B /b(s,X")ds‘ > 5) -0, (2.8)
n teT )
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¢
lim P" (sup ‘(M”’“)t - /cg(s,X”)ds’ > 5) =0. (2.9)
n teT )

Here we denote as Q and Q",n > 1 the measures that correspond to the processes
X and X", n > 1, respectively.

Theorem 2.2 ([18]). Let the conditions (2.4)—(2.9) hold. If, in addition, X{ 4 X,
and functions b, c determine uniquely the measure Q, then we have the weak conver-

gence of probability measures
W

Qn _>Q.

3. A FUNCTIONAL LIMIT THEOREM FOR THE DIFFUSION
APPROXIMATION OF THE SUMS AND THE PRODUCTS
OF RANDOM VARIABLES

3.1. THE DIFFUSION APPROXIMATION FOR AN ADDITIVE SCHEME

To adapt the well known functional limit theorems towards the financial models,
suppose now that we consider the semimartingale X = {X;, F;,t € T} from the
previous section but in a simplified situation. More precisely, we suppose that the
measurable functions b and ¢ have forms b = b(t,z) and ¢ = ¢(t,z) : T x R — R.
We assume also that the coefficients b and ¢ satisfy the conditions for existence and
uniqueness of the weak solution of the stochastic differential equation

dXt = b(t, Xt)ds + C(t,Xt)th, te T, Xo = Xy. (31)

Let c(t,xz) > 0,t € T,z € R, and the limit process X be a solution of this equation.

Remark 3.1. The conditions for existence and uniqueness of the weak solution in
the case of the homogeneous coefficients b and ¢ were formulated in [17] and the most
general conditions were obtained in [6] and [7]. For the inhomogeneous case, we just
refer to the classical book [20] containing results on the existence and uniqueness of
the solution of a martingale problem.

Now we simplify the prelimit processes introducing the step-wise functions. Let
n > 1. Consider the sequence of the probability spaces (Q™, F™, (Ff*,t € T), P™) with
a filtration and the sequence of step-wise semimartingales X™ = {X}", F{",t € T}
defined on a corresponding probability space and admitting a representation

kT (k+1)T

X'=Xir for — <t< (3.2)
n n

n

So, the trajectories of the process X™ have the jumps at the points ¥T'/n, k =0,...,n
and are constant in the interior intervals. Denote Fj' = o(X/,t < *L) and
(" — AX7, = X7 — X% .z, k = 1,...,n. Then the random variables Q"

are Jj'-measurable, k = 1,... ,n and in what follows we identify F* with F]' for
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kT <t < (k“)T . Let the notation [z] stand for the entire part of a number x. It
follows from the deﬁmtlon of the triplet of predictable characteristics that in this case
B = = D1<k<[zt] E(Qk \Qi")liau:k*l)' Since X™ is a jump process, we have that
C™ = 0. Hence

¢

<Mn’a>t:/ / v — Z / v ({s}, d:c)

0 |z|<a 0<s<t |zi<a
- 1<k§m] (e(( Evn))21|c2§;">|ga|fz?fl) - (E (Qi”)ﬂlQ;@‘Sa\f,?,l))Z) (3.3)
<k<[F
= > Var (@1 g, P
1<k<[#] |

Denote by Q and Q™, n > 1 the measures that correspond to the processes X and
X" n > 1, respectively. Throughout the paper, we put 22:1 =0, szl = 1. The
next result follows immediately from Theorem 2.2.

Theorem 3.2. Let the following conditions hold.

For any e > 0,a € (0,1],
lim P" ( sup |Q](€n)\ > 5) =0, (3.5)
n 1<k<n

t
lim P" (Sup‘ > EQUT o F) /b(s7X;L)ds‘ > 5) —0  (3.6)
T ck<int 0

and

T <kgnt)

fim P (sup| 3" Var(@Ligg 7 - [P Xds| ze) =0, (37
0

Also, let the functions b, ¢ uniquely determine the measure Q. Then we have the weak
convergence of the probability measures
W

Q" =2 Q.

3.2. A DISCRETE APPROXIMATION SCHEME
FOR THE PRODUCT-PROCESSES IN THE FINANCIAL MARKET

Consider the sequence of discrete-time financial markets consisting of two assets,
a bond and a stock. We suppose that the bond admits the representation

Br=ny [ (+r").
1<k<[%]
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where {r,(cn) > —1,n > 1,1 < k < n} are real numbers. Let the stock admit the
representation

st=sy I (+RM).

1<k<[nt

where {R,(Cn) > —1,1 < k < n} are random variables on the probability space
(Q™, F™,P"), n > 1. We introduce the o-fields F' = {0,Q}, F}! = O'{Rl(-n), 1 <4<k}
We are in a position to present the conditions of the weak convergence of this product
model to the limit model of the form

t t
By = Bgexp { /r(s)ds}, Sy = exp {Xt — ;/CQ(S,XS)ds},

0 0

where the process X is the unique weak solution of the equation (3.1). Let’s introduce

the processes
Xp= > R

1<k<[#]
and )
v (RO -5 (R0)).

1<k<[%]

We denote as Q and Q™,n > 1 the measures that correspond to the processes S and
S™,n > 1, respectively.

Theorem 3.3.
1) Let the condition (A) hold:

(A) (i) By — Bp and SUPg<k<n |r,(€n)| — 0,mn — oo;

(i) Zl<k<["t] (T](i‘ - l(Tlc ) ) = f s)ds, n — 0o;

(iif) Hmsup, e D 1<pen (r]i )) < 0.

Then the point-wise convergence holds: B* — B, n — 00.
2) Let the conditions (B) and (C) hold:

(B) (i) S§ — exp{zo} and sup; <<, |R,(€n)| 50,0 — oo
(ii) for any a € (0,1]

hm lim sup P" ( Z E(( (n) R<n)|§a|f,?,1) > C) =

@700 moo 1<k<n
(iii) for any a € (0,1]

lim limsupP™ ( Z |E(R,(€n)]1|R§€n)|§a|f£;1)| > C) =

C=00 n—oo 1<k<n
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(iv) for anye >0, a € (0,1]

t

lim P (sup > BB ooy Fi) - /b(s,X;’)ds‘ > g) ~0;
T ks 0
(v) for anye >0, a € (0,1]

t

lirrln p" (sup Z E R(n) |R,(c")|§a|f’?*1) _ /Cz(s,X;’)ds‘ > 5) —0.

T <h<ne A

(C) Functions b and c uniquely determine the measure Q.

Then we have weak convergence of the probability measures
" Q.

Proof. In connection with the convergence of B", let 0 < a < 1 be fixed. Due to condi-

tion (A), (i) we can consider such ng that for n > ng we have that sup; <<, |r,§n)| < a.
For such n we present log(B}*) as

log(By) =log(B) + > log (1+7(") =log(By) + > (,nlgm_%(rén))g)

1<k<[ %] 1<k<[%#

+a(a, r,(C ),OSkSn) Z (r,(cn)) )

1<k<[F]

where |a(a, r,i n) ,0 < k < n)| does not exceed Then the convergence of B"

3(1-a)® a)
follows immediately from conditions (A), (i) and (ii). Consider the weak convergence
of Q™. Due to condition (B), (i), we can fix any 0 < a < 1 and it is enough to establish

the corresponding convergence for

sre=sp 1 (1 n R,ﬁ"’“))

1<k<[%]

where R,(cn’a) = R,(c”)]l . We have that

IR |<a

log S{"* = log S§ + Z log <1 + Ré"’“))

1<k<[%]
log ST (na) _ L pma))?
=log Sy + Z (Rk _§(R’“ ))
1<k<[%4]

(n,a) (n,a) 2
+ala, R, 7, 0<k<n R, ,
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where |a(a, R,(Cn’a), 0 < k < n)| does not exceed ﬁ a.s. It follows from condition

(B), (ii) and the Lenglart inequality ([18, Chapter 1, p. 66]) that for any a € (0, 1]

lim limsupP" ( Z (R](Cn’a))2 > C) =0. (3.8)

O n—oo 0<k<n

We fix an arbitrary 6 > 0, apply condition (B), (ii) and find such C > 0 and n(4, C)

that for n > n(d,C)
P> (R;"’”)z >C) <.

0<k<n
Therefore, with probability P", exceeding 1 — ¢,

2 Ca
(n,a) (n,a)
o(emrP0sksn)| ¥ (RY) <grgm
1<k<[2E]

Using the calculations above and conditions (B), (i) we can conclude that the
weak convergence of the measures corresponding to the processes {Y™, n > 1},

(Yo = ) oeme o (R — S(RYV)?)), {logS™, n > 1} and {log §™, n > 1}
holds simultaneously and implies the weak convergence of {S™, n > 1}. At first we

consider {X™, n > 1} and apply Theorem 3.2 with Q,Sn) = R;C"). It follows from
condition (B), (iv) that (3.6) holds. Furthermore, it follows from conditions (B), (i)
and (iii) that for any € > 0

Jm P (3 EE o T 2 6) 0
1<k<n
Therefore, it follows from condition (B), (v) that (3.7) holds, and we get that
x* ¥ X. Now we can apply Theorem 6.26 from [13] and deduce from the weak

convergence above and condition (B), (iii) that {X" [X"]} A {X,[X]}, where []
means the quadratic variation, X is a weak solution to SDE (2.3). As to [X], it equals

fot c?(s, X4)ds. Therefore, Z1§k§[%](R1(cn))2 Y fot c*(s, X;)ds and we conclude that

vy ¥ x - i gcz(s, Xs)ds whence the proof follows. O

4. A RECURRENT SCHEME FOR THE DIFFUSION APPROXIMATION
WHEN THE LIMIT PROCESS
IS A GEOMETRIC ORNSTEIN-UHLENBECK PROCESS

Let Qx = (Q, F, (F,t € T),P) be a complete filtered probability space satisfying the
standard assumptions, and consider the adapted Ornstein-Uhlenbeck process with
constant parameters on this space

dX, = (u— X})dt + odW,, Xo=ax9€R, teT, (4.1)

where ¢ € R and o > 0.
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We are in a position to construct a discrete scheme that weakly converges to the
geometric Ornstein-Uhlenbeck process which is given for technical convenience by
the formula S; = exp{X; — %Zt} In what follows we denote as C' constant values
of which are not so important, and their values can be different from line to line.
Consider the following discrete approximation scheme. Assume we have a sequence
of the probability spaces (2%, F™,P"), n > 1 and let {q,in),n > 1,0 < k < n} be the
sequence of iid random variables in the corresponding probability space, each with two
possible values :t\/%, n — oo and P”(q,(c") = :t\/%) = 3. Let n > T. We introduce

the recurrent scheme:

(n)
—T T
:z:(()n) € R, R,(C”) = gc,(cn) — xgi)l = W + gqlg”)7 1<k<n. (4.2)

Let 7y = {0,Q} and F}) = J{R§H)71 < i < k}. Denote X{* = ngg[%] R,(;L) =
(n)

12

Lisz, let Q" be the measure corresponding to the process

St =exp{zy”} J[ (+RY), teT
1<k<[%*]

2
and Q be the measure that corresponds to the process S; = exp{X; — %-t}.

Theorem 4.1. Let xén) — xg, n — 0o. Then the weak convergence Q" w Q holds.

Proof. According to Theorem 3.3, we need to check conditions (B) and (C). However,

(C) is evident, so we need to check only (B). At first, we mention that the random

variables x,(cn) can be presented as

k k k k—1i
n n T T E n r
1=1

whence there exists a constant C' > 0 such that supy<<,, \x,(cn)| < C'y/n a.s. Therefore,
SUPg<k<n |R,(Cn)| < % a.s. and it means that the condition (B), (i) holds. Furthermore,

in order to establish (B), (ii), we consider any fixed a € (0,1] and such ng that

\/% < @. Then for any n > ng we have that

> E((R}(Cn))Z]llecmSa/]-",?_l) <C
0<k<n
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for some C' > 0 whence condition (B), (ii) follows. To establish (B), (iii), we should
note that in our case for any € > 0, a € (0,1] and n > ng

T <<

t
liinP"(sup’ S E(RI(Cn)]l‘Rim‘SJ]-'Q_l)—/b(s,Xg)ds‘25)
0

t

= lim (sup‘ Z E( <”>|fg,1)—/(u—xg)ds\zs)

T et 0
(,U - :L.]E;n_)l)T (1 — x(n))T
=limP" ( sup Z -, BT
n teT 1<k<[2] n 1<k<[Zt]-1 "

= lim P" (Sup
n teT

bt sy (1= |22 -0

Now let us check the condition (B), (iv). At first we shall prove that

hm lim sup P" ( max |x,(€n)| > C’) =0.
1<k<n

e el n

Due to representation (4.3), it is enough to prove that

2 (1-3) 120) o

But the last assertion follows immediately from the Kolmogorov’s inequality for the

sums of iid random variables: A < C~2T = 0. Now, we have that for any ¢ > 0 and
€ (0,1]

A= hm lim sup P" ( max
—00 n 1<k<n

t

lim P" <§1§¥ Y OE ((R,i7b))21‘R§€n>‘§a|f,;‘_1) - /02(3,)(:)615‘ > 5)

1<k<[%]

0
2
= lirrln P" (sup Z ((R,g")> |]—',’§,1) - 0275‘ > 5)
T <k<(nt)
QN AN T
:hmP”(sup Z (W) —l—az[%}——azt‘ 25)
n teT 1Sk<["—t] n n

< hm hmsupP ( max \xk \>C)
— 00 1<k<n

+hmPn (sup (O_Qt_a.2|:nti| +M) >5)
n teT Tln n -
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and (B), (iv) holds. The condition (B), (v): for any € > 0 and a € (0, 1]

tim P (3 (EREY, o ) > <)
1<k<n '

_ oy 2
— lim P™ Z <(,uxk)> >e
n n

1<k<n
ul+C 272
7“ ‘ ) > a) =0.

< >
< lim limsupP (félél%(n |z, | > C) + 1171111 P < -

C—o0 n

The theorem is proved. O

5. THE PRELIMIT AND LIMIT ORNSTEIN-UHLENBECK MARKETS
ARE ARBITRAGE-FREE AND COMPLETE

In this section we consider the prelimit discrete discounted Ornstein-Uhlenbeck market

1+ R

n Sn n
Y = = exp{x(() )} H (n)
Tk

n =
Bi 1<kepg T

T
where R,(Cn) are defined via (4.2), {r]in)|1 <k <n,n > 1} is the non-random interest

rate,
Br= [ (@+n")

1<k<[%F]

r,(cn) satisfy the assumptions sup; <<, r,i”) — 0 and B — e"', n — .

Theorem 5.1. Let r,(cn) = o(ﬁ) and the sequence x(()n) be bounded. Then there exists
ng such that for any n > ng the prelimit market (B, Y;") is arbitrage free and com-
plete.

Proof. We look for such probability measures P™* that P™* ~ P™ and for which

Epn (Y| FS) = Y, (5.1)

S

where

Fr=o{rM1<i< | ]} =o{d"1<i< | Z]}

The relation (5.1) is equivalent to

Epr (Vir | F2) = Y(r, 1<k<n, (52)

n
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where ]:1571)1 = U{qgn), 1<i<k-—1}. Let

dpm* L
dPn==IIUf%AM$%
k=1

where {M}’,1 < k < n} is some F}- martingale, AM,E") > —1. Evidently, the mar-
tingale M™ admits the representation

E:émﬂﬁy

where p 1 is f - adapted. Therefore,

dP"* s
H 1+Pk 1Qk - (5.3)

The equality (5.2) is equivalent to

Epn ( dPF:L“*YkTp:I? 1)
dP™* | 1
Epr ( apm P 1)

We have the equivalent relations:

:Y(Y)LC,UT7 1§k‘§7’b.

Epn (ddPF:i;* 11_5_]{(:)”:?_1) —En (d P:n* |]_-]?_1)7

e () () o

k
(/i - ‘Ti(cn_)1) Tn '+ 0E ((1 + Pl(cn)ﬂll(cn )an)|-7:l?71) = rl(cn)'
Denote y,(C R r,g”) - (,u - x,(cn)1> Tn~!. Then we immediately get from (5.4) that

(n) (n)
(n) _ MYy (n) (n) Yk
Pr—1 = oT and Pr_ q’(:) .

To provide the arbitrage-free property and completeness, we only have to check the

Y
5 > 1. The latter inequality will follow from the relation

(n
T

| < oy =

n

inequality %
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Note that it follows from (4.3) that

™k K 7\ i
e — = (& — p) (1 - n> + JZ g\ <1 - n) ; (5.5)

whence

L (5.6)
(n) T, () T T T
<+ =(zg’ —p)—o\/— | [1—=) +04/—
n n n n
Evidently, if r]in) = o(ﬁ) and x(()") is bounded, then for sufficiently large n
m (L m T T\*
" —(zy" - —|]{1-=) >0,
i +<n<xo mm/n)( 0
and i
(n) T, () T T
For such n the prelimit market (Bt(n), Y;") is arbitrage-free and complete. O

As to the limit process, the discounted price process has form

t
o’ —t —t s—t o’
Y}:exp{Xt—?t—rt}:eXp Toe€ +M(1—e )—l—a e dWS—Et—rt
0
t
o2
:exp{/(u—Xs)ds—i—UWt—i—wo—2t—rt}.
0

We look for a measure P* ~ P that w.r.t. P* Y is a martingale. Evidently, the
Radon-Nikodym derivative equals to Ufj%*

t t 9
~exp 7/L*Xsdwfl/ (p—r=X)", \ |
t o 2 o2

0 0

, where
T

Ll
dP

But this is correct only if the last relation corresponds to the martingale. According to
[16], the process () = exp { fot BsdWs — % f(f ﬂfds} is a martingale on the interval
[0,T7] if B is a Gaussian process with

sup E|5:] < o0
t<T
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and

sup Eﬁtz < 0.
t<T

In our case 3; = _%7& and, up to the constant terms, E3? ~ EX? ~ e!, whence
”fi—': defines a new martingale measure on any interval [0,7]. Therefore, the limit

market is arbitrage-free and complete.

6. CONVERGENCE OF THE BOND PRICES
IN THE GEOMETRIC ORNSTEIN-UHLENBECK MODEL

Suppose that we have an option on a stochastic risk-free rate that is governed by the
geometric Ornstein-Uhlenbeck (Vasicek) model. The Ornstein-Uhlenbeck process was
used by Vasicek in [22] in deriving an equilibrium model of discount bond prices. This
Gaussian process has been used extensively by the other scientists in valuing bond
options, futures, futures options, and other types of contingent claims. The examples
include [8,9,14,15]. The motivation of considering the geometric Ornstein-Uhlenbeck
process is in its price recovery effect that is supplied by its mean reverting property.
If we want to establish the convergence of option prices, we need the joint conver-
gence of the bond prices and the Radon-Nikodym derivatives. For this we apply the
multidimensional functional limit theorem from [13].

Theorem 6.1. Let r,(fn) = %,n >1,1<k<n and let xén) — xo as n — co. Then
the joint weak convergence holds:
w (dP*
LS| v,
. aP |.

{ dpP™*
where the prelimit process of the Radon-Nikodym derivative is defined as

dP™

dpn,*

P |, T H (1+P1(gn_)1qg)~
ne]

t

Proof. We can use the same representations and reasonings that have been used in the
general case when we proved Theorem 4.1. Namely, we present the Radon-Nikodym
derivative as

dP™* o
teXp{ > log(1+P§g'_)1qk)}

dP"
k<]

n n 1 n T
= eXp{ > (pi_)lq,i = 2(p,(€_)1)2n)} + Op(n,t)

r—p—i—m,(:'_) (n) 1(7"—#—4—%(:;)1)2]“

—eXP{ 7% b n} + Op(n,t),
1kl ]

g

(6.1)
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where we do not present the exact form of the remainder term Op(n,t), but it can
be bounded similarly to «(a, R,(Cn’a), 0<k<n) Zlgkﬂ%](Réﬂ’a))z from the proof of
Theorem 3.2 and supy<;<7 Op(n,t) — 0 in probability as n — oo.

Furthermore,
(n) (n) (u— )T (n) Ot
Y, =exp oy’ + Z f—l—a a5, —T—Tt +0Op(n,t).
1<k<[2] 1<kh<[2t]

So, we have to establish the joint weak convergence of the couple of processes

(n—a”)T r—pta\eT
{ ¢ =l 5 (i)t

1<k [#) k< [#)

to the couple of the processes

/LXdWS’W/ M+X ds,/
(o

0 0

We can apply Theorem 5.16 (p. 569) from [13] for the multidimensional weak con-
vergence of semi-martingales because the first pair of the components of the prelimit
process are martingales and the second two components can be interpreted as the
processes of bounded variation. We omit the tedious details of the condition verifica-
tion of this theorem since in our simple case they hold evidently. According to this
theorem, the joint weak convergence holds and the proof follows. O

Remark 6.2. We can assume only that max;<x<s, \nr,(c") —

rL|—0asn— oo
Corollary 6.3. It follows from Theorem 6.1 that the option prices converge for call
and put options as well as for any other options whose price is the functional that is
continuous in a Skorokhod topology, for example, Asian options.

Remark 6.4. Returning to the applicability of the geometric Ornstein-Uhlenbeck
(Vasicek) model in the finance, it is no doubt that the interest rate is often supposed
to follow this model. The paper [23] is one of the recent examples of modeling a
stochastic interest rate by the Vasicek model. However, there are some reasons in
favor of the Vasicek model even if we consider stock prices. One of the reasons is that
in the standard Black-Scholes model the variance of the total profit fOT dS—S: equals
0?T — o0 as T — oo while in real markets it often tends to a finite value which is
true for the Vasicek model.
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