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Chapter 1

Optimal stopping in discrete time

In this chapter, we consider a probability space (£, F,P), equipped with a discrete time filtration
(Fn)nen. For basic results on discrete time martingales, we refer the reader to [115], chapters I to
IV (also, note that chapter VI deals with optimal stopping in discrete time). The applications to
American option pricing in discrete time models are presented in [98], chapter 2.

1.1 Essential supremum. Uniform integrability

1.1.1 Essential supremum

It is well known that if (X, ),en is a sequence of real valued random variables, sup,,cy Xy, is a random
variable (with values in R U {+00}). When uncountable families of random variables have to be
considered, as occurs in the theory of optimal stopping, the notion of essential upper bound is needed.

Theorem 1.1.1 Let (X;);cr be a family of real valued random variables (with a possibly uncountable
index set I). There exists a random variable X with values in R, which is unique up to null events,
such that

1. Forallie I, X; <X a.s..

2. If X is a random variable with values in R satisfying X; < X a.s., for alli € I, then X < X
a.s..

Moreover, there is a countable subset J of I such that X = sup;c; X; a.s..

The random variable X is called the essential upper bound (or essential supremum) of the family
(Xi)icr and denoted by ess sup;c;X;.

Proof: By using a one-to-one increasing mapping from R onto [0, 1], we can assume that the X;’s
take on values in [0, 1]. Now, given a countable subset J of I, set

X =sup X;.
ieJ
This defines, for each J, a random variable with values in [0, 1]. Denote by Py the set of all countable

subsets of I and let

a = sup EX.
JEPy



Consider a sequence (J,),en of elements in Py such that lim,, .., EX; = a. The union J* = Unen Jn
is a countable subset of I and we have &« = EXj-. We will now prove that the random variable
X = X« satisfies the required conditions.

First, fix ¢ € I. The set J* U {i} is a countable subset of I and XJ*U{Z-} = X V X;. Therefore,
E (X Vv Xi) <EX, and X V X; = X a.s., which means that X; < X a.s..

Next, consider a random variable X such that X > X; a.s., for all ¢ € I. Since J* is countable, we
have X > sup;cj« X; = X a.s.. o

Definition 1.1.2 A family (X;)ier of real valued random variables is said to have the lattice property
if, for all indices i, j € I, there ewists an index k € I such that X, > X; V X; a.s..

Proposition 1.1.3 If (X;);cr has the lattice property, there exists a sequence (in)nen of indices such
that the sequence (X, )nen is nondecreasing (up to null events) and ess sup;c;X; = sup,eny Xi, =
lim, o Xi, a.s..

Proof: Let (jn)nen be a sequence of indices such that ess sup;c;X; = sup,cyXj, a.s. Note that
the existence of such a sequence follows from Theorem 1.1.1. Since the family (X;);er has the lattice
property, one can construct a sequence (i,)nen of indices such that, for every integer n > 1, X; >
max(Xj,,...,Xj,,X;, ;) a.s.. This sequence satisfies the desired properties. o

Proposition 1.1.4 Let (X;);c; be a family of nonnegative random variables with the lattice prop-
erty.  We have E(ess sup;c;X;) = sup;c;EX; and, more generally, for any sub-o-field B,
E(ess sup;c;Xi | B) = ess sup;c/E(X; | B) a.s.. These equalities remain valid if the nonnegativity
assumption is replaced by Eess sup;cr|X;| < oo.

Proof: Use the previous proposition together with a monotone convergence argument for the case
X; > 0, and a dominated convergence argument for the case Eess sup;c;|X;| < co. Note that it would
be sufficient to have uniform integrability of the family (X;) (see the next section). o

1.1.2 Uniform integrability

Definition 1.1.5 A family (X;)ier of real integrable random variables is called uniformly integrable
if dim S}g’E (IXil1{x,120y) = 0.

It is easy to verify (exercise!) that a finite family of integrable random variables is uniformly integrable.
it can also be proved that if (X,,)nen is bounded in LP for some p > 1, the sequence (Xp)nen iS
uniformly integrable. This follows from Hoélder’s inequality, from which we derive E (\Xi\l (1 Za}) <

11\ 1—(1/p)
1,11 (P(1Xi] = @)= 0/9) < |1, (1500

a

[ [~ "

S al_p(l/P)

Proposition 1.1.6 A family (X;)icr of integrable random variables is uniformly integrable if and only
if sup;e; E|X;| < 0o and, for any € > 0, there exists n > 0 such that

P(A)<n = supE(|X;|]14) <e. (1.1)
i€l



Proof: If (X;)ics is uniformly integrable, we can find a > 0 such that sup;c; E (| X;i|1(x,>a)) < 1.
We then have E (|X;]) < E (| Xi|1{x,1>a}) + E (IXil1{x,1<a}) < 14 a. Hence, sup;c;E|[X;| < 0o. On
the other hand, for any event A, E (| X;|14) = E (| Xi|1an{x;1>a}) +E (1 Xi|1an{/x,/<a}). Given e >0,
choose a such that sup;c; E (| X1 x,/5q}) < /2. We have E (| X;]14) < (¢/2) + aP(A) and it suffices
to take n = ¢/(2a).

Conversely, if (X;)ies is bounded in L! and satisfies (1.1), we have P(|X;| > a) < M/a, with
M = sup;c; E|X;|. Hence, given ¢ > 0 and the associated 7 given by (1.1), we have, for a > M/n,
sup;er B (| Xil1gx,2a) <& o

Proposition 1.1.7 If X € L'(Q, F,P) is an integrable random variable, the family of all conditional
expectations E(X|B), where B is any sub-o-field of F, is uniformly integrable.

Proof: We have, with the notation XB = E(X’B), E (‘XB’]‘{\XMZG}) < E (E(’X‘ ’ 8)1{|X5|2a}) =
E (|X 11y Xslza})’ since Xp is B-mesurable. The single integrable random variable X being uniformly
integrable, we know that, for any € > 0, there exists n > 0, such that

P(A)<n = E(X[1a)<e.

Now, P (|Xs| > a) < E|[Xp|/a < E|X|/a. Therefore, if a > E|X|/n, E (| X5[1{xs>a}) <€ o

Proposition 1.1.8 Let (X,)nen be a uniformly integrable sequence which converges in probability to
a random variable X .Then, X is integrable and we have convergence in L'.

Proof: The integrability of X comes from the L!-boundedness of (X, )nen together with Fatou’s
lemma. For L! convergence, we note that E|X,,— X| < E| Xy — X1 x, - x>} +¢€ < B[ Xn|1gx,—x|>c}+
E|X|1{x,-x|>c} + & Using the fact that lim, .. P(|X, — X| > €) = 0 and Proposition 1.1.6, the
conclusion follows easily. o

1.2 The Snell envelope

Let Z = (Zp)nen be an (F,)-adapted sequence of random variables with Esup,,cy|Z,| < co. The
optimal stopping problem for Z consists in maximising E(Z,) over all finite stopping times v. The
sequence (Zy)nen is called the reward sequence, in reference to gambling. In the setting of American
options, Z, is the profit attached to exercizing the option at time n.

Let 7 be the set of all stopping times with respect to the filtration (F,)nen. We will use the
following notation:

T.n = {veT|PwenN])=1}, 0<n<N,
Tnoo = {veT|Pven,+o00)) =1}, neN.

)

The Snell envelope of (Z,,)nen is the sequence (U, )nen defined by

Uy = ess sup,cr, E (Zy | Fn) -



Note that (Up)nen is defined up to null events. Let Z% = sup,cn|Zn|. The random variable Z7%_ is,
by assumption, integrable and we have |Z,| < Z% a.s., for every v € 7j o.. Therefore,

VneN, |U,| <E(ZL|F),

which proves that the sequence (Up,)nen is bounded in L!, and, in fact, uniformly integrable (cf.
Proposition 1.1.7). More precisely, we have, for v € 7 o, |U,| < E (2%, | ) and the family (U,)ve7; o
is uniformly integrable.

Theorem 1.2.1 The Snell envelope U of the sequence Z satisfies the following properties:
1. For every integer n € N, EU, = sup,c7,  E(Z,).
2. For every integer n € N, U,, = max (Z,,, E(Up+1|Fn)), a.s..

3. U is the smallest supermartingale majorant of Z.

The proof of Theorem 1.2.1 relies on the following lemma.

Lemma 1.2.2 Fiz n € N. The family (E(Z,|F,),v € Th.) has the lattice property.

Proof: Let v1,15 € T oo and X; = E(Z,,|F,) (i = 1,2). Define a stopping time v by setting:

v=v1lix >x,) T relix <xo)
We have v € 7, oo and E(Z,|F,,) > E(Z,,|F,), for i =1, 2. o

Proof of Theorem 1.2.1: The first assertion follows immediately from Lemma 1.2.2 and Proposi-
tion 1.1.4.
For the second assertion, first consider a stopping time v € 7,, ».. We have (with probability one)

E(Z,|Fn) = Zulp—py +E(Zo10snFn)

= an{y:n} + 1{u>n}E(Zuv(n+1)|~7:n)
an{u:n} + 1{y>n}E(Un+l‘Fn)
max (Zp, E(Up+1|Fn)) -

VANVA

It follows that U, < max (Z,,E(Up+1|Fn)) a.s.. The inequality U,, > Z, a.s. comes from the deter-
ministic time n being in 7, . On the other hand, the family (E(Z,|Fp+1),v € Th+1,00) satisfying the
lattice property and being dominated by E (Z% | F,,+1), we have, using Proposition 1.1.4 again,

E(Unpy1 | Fn) =E (ess supyeTnH’ooIE(Zy\}"nH) ‘ fn) = ess supVeTnH’OO]E (E(Zu|Fns1) | Fn),

Now, if v € 741,00,
E(E(Z,|Fns1)|Fn) = E(Z)|Fn) < U, as.,

where the last inequality comes from the inclusion 7,11 00 C 7y 00. Hence U, > max (Zy,, E(Up41|Fn))
a.s..

From this property, we deduce the inequality U, > E(U,4+1|F,), a.s., which means that U is a
supermartingale. Now, if a supermartingale (V,,),en satisfies V,, > Z,, a.s. for every n € N, we have

YVWweTlpoe, Vu>2Z,as.



Hence E(V,, | F,,) > E(Z, | F) a.s.. Using the optional sampling theorem, we have, for every N > n,
Vo 2 E(Voan | Fn) = E(Zuan | Fa),

and, by Fatou’s lemma (applied to the sequence (Z,An)nen, which is bounded below by the integrable
random variable —Z% ), V,, > E(Z, | F,,), hence V,, > U, a.s., which proves that U is the smallest
supermartingale dominating Z. o

Remark 1.2.3 Since U is a supermartingale, so is (Uyan)nen, for every stopping time v. It follows
that EU,nn, < EUp and that, for v € 7y, EU, < EUy, by letting n go to infinity and using the

uniform integrability of (Uyan)nen.

Remark 1.2.4 One can define the Snell envelope with finite horizon N, (UT(LN))OgnS N, by setting
UM = ess sup,er, JE(Z, | Fr), 0<n<N.

This can be viewed as a special case of the preceding discussion, by replacing Z, by Z,,n and F,, by
Furn- In particular, from property 2 of Theorem 1.2.1, the following algorithm, called the dynamic
programming algorithm, can be derived:

v = zy
{ v = max{Zn,E (Uﬁff{ | fn)} for 0 <n<N-—1.

The effectiveness of the dynamic programming principle is more transparent in a Markovian setting
(see Section 1.5). It is easy to prove that,under the assumptions of this chapter, the Snell envelope with
horizon N tends to the Snell envelope with infinite horizon as N — oo (for fixed n, limy_, 7(ZN) =U,

a.s.).

Since the supermartingale (U, ),en is bounded in L', the sequence (U, )nen is almost surely con-
vergent (cf. [115], chapitre IV). The following proposition specifies the limit.

Proposition 1.2.5 We have, with probability one, lim,_.c U, = limsup,,_.., Zn.

Proof: From the inequality U, > Z, a.s., we deduce lim sup,,_,., Zn < lim,_cc Up,.
On the other hand, for every m € N and for n > m, we have

VweTho, E(Z,|F,)<E (sup Zy | fn> ,

P>

so that U, < E(Suszm Zp]}"n) a.s.. The random variable sup,-,,Z, is integrable, and
measurable with respect to the o-field F, generated by the union of the F,’s. Therefore,
limy, oo E (SUpys,m Zp | Fn) = Supps,, Zp almost surely (cf. [115], Proposition II-2-11). Hence,
limy 00 Up < SUpp>,, Zp a.s. and, by passing to the limit as m goes to infinity, lim, U, <
limsup,, o, Zn.- o



1.3 Optimal stopping times

The following theorem characterizes optimal stopping times, i.e. stopping times v which maximize
EZ,.

Theorem 1.3.1 A stopping time v* € Ty satisfies EZ,« = sup,cq,  E(Z,) if and only if both of
the following conditions are satisfied:

1. Ul,* = Zl,* a.s.,

2. The stopped sequence (Uyan)nen 8 a martingale.

Proof: Note that, due to Theorem 1.2.1, v* is optimal if and only if E Z,« = EUy. On the other
hand, we know that, for every v € 7 o, EZ, < EU,, because U dominates Z, and EU, < EUj from
Remark 1.2.3. It follows that the optimality of v* is equivalent to the double equality EZ, « = EU,» =
EUy. Since U > Z, the first equality is equivalent to Uy~ = Z,« a.s., and we are left with proving
that EU,~ = EUj if and only if (Uy«ap )nen is a martingale. Since (Upxap )nen is a uniformly integrable
supermartingale, we have EU,«~ = EUj if and only if, for every n € N, EU,xn, = EUy. But the
property EU,«p(n+1) = EUy+nn, together with the inequality Uy«nn > E(Uyxp(ng1) | Fn), is equivalent
to Upan = E(Upp(ng1) | Fn) as.. o

The following corollary provides a necessary and sufficient condition for the existence of an optimal
stopping time and characterizes the smallest optimal stopping time.

Corollary 1.3.2 There exists a stopping time v* € 1o o such that EZ,~ = Sup,er, .. EZy if and only
if P(vp < 00) = 1, where
v =inf{n e N| U, = Z,}.

The stopping time vy is then the smallest optimal stopping time.

Proof: It follows from Theorem 1.3.1 that, if there is an optimal stopping time, we have P(ry <
o0) = 1, and any optimal stopping time v* satisfies P(vy < v*) = 1.

In order to prove that, if P(vy < oo) = 1, 1y is optimal we need to verify that the sequence
(Uyoan)nen is a martingale. We have

E (Upornt1) | Fn) = ZUjl{VO:j} +E (Uns11{pg>nt1y | Fn)
=0

= Y Uilpyg—jy + Luozney B (Ut | Fa)
§=0

where we have used the fact that {vg

>n+ 1} € F,. On the event {vyg > n+ 1}, we have Z,, < U,
and, since U,, = max(Z,,E(Up+1 | F»)), Uy =E

(Up+1 | Fn), whence

3

E (Uuo/\(nJrl) | fn) = Ujl{uozj} + 1{1/02n+1}Un = Uuo/\n.
=0

.



Remark 1.3.3 This proof shows that the sequence (Uy,an)nen is a martingale, even if P(vy = o0) is
positive.

Remark 1.3.4 In the case of a finite horizon, the stopping time 1 is obviously finite (because U and
Z coincide at terminal time), so that v is the smallest optimal stopping time. In the infinite horizon
case, there may not exist any optimal stopping time: this occurs, in particular, if (Z,)nen is a strictly
increasing sequence.

The following proposition introduces almost optimal stopping times.

Proposition 1.3.5 Given ¢ > 0, the stopping time
ve=inf{n e N| U, < Z, +¢}
18 finite almost surely and we have

EZ, > sup EZ, —c.
v€T0,00

In other words v, is e-optimal.

Proof: The fact that P(v. < o) = 1 follows from lim,,_,« U,, = limsup,,_,., Z, a.s.. On the other
hand, since v < vy and (Uyyan)nen is a martingale, so is (Up_an)nen. This martingale is uniformly
integrable (because |U,| < E(Z% | F,) a.s.). Therefore, EU,, = EUp and, since U,. < Z,_ + ¢,
EZ, >EUj—e. o

1.4 The Doob decomposition and the largest optimal stopping time

Recall that a predictable sequence is an adapted sequence (X, )nen such that, for every positive integer
n, X, is F,_1-measurable.

Theorem 1.4.1 Let (Up)nen be an integrable supermartingale. There exist a martingale (My,)nen
and a nondecreasing, predictable sequence (Ap)nen, with Ag = 0, such that

VneN, U, =M, — A,.

The above decomposition is unique up to null events. It is called the Doob decomposition of the
supermartingale (Up)neN-

Proof: We obviously have My = Uy and Ay = 0. The martingale property for M yields
E (Un+1 + An1 | fn) =U,+ A4, as,

and, since A is predictable, A,4+1 — A, = U, — E(Up4+1 | Fn), which determines A, in a unique
way. From this characterization of A and the supermartingale property of U, we deduce that A is
nondecreasing. We then have M,, = U, + A,, and, by construction, (M ),ecn is a martingale. o

Now, let (Z,)nen be an adapted sequence with Esup,cy|Z,| < oo and denote by (Up)nen its
Snell envelope. The Doob decomposition U, = M, — A, of the Snell envelope leads to additional
information about optimal stopping times.



Theorem 1.4.2 A stopping time V.. can be defined by setting
Umax = iInf{n € N | 4,11 > 0}.

Any optimal stopping time v* satisfies v* < Vpay 0.5 and, if P(Vpax < 00) = 1, Vpay @S an optimal
stopping time.

Proof: The stopping time property for v, follows from the predictability of A.

Let v* be an optimal stopping time. We know that the stopped sequence (Uy,«apn)nen is a martin-
gale. Therefore, EU,+p, = EUy = EMy — EA,+an, for every natural integer n. Since My = Uy, we
deduce that EA,«s, = 0 for every n and, by monotone convegence, EA,- = 0, hence P(A,~ =0) =1,
so that v* < v, a.s..

We will now prove that, if P(Vpa < 00) = 1, Vpay is optimal. It follows from the definition of v,
that Uy, .. an = My, .an- Therefore, the stopped sequence (U,,,. . An)neN 1S @ martingale. It remains
to show that Z, =U, We have

Vmax Vmax *

Ubmax Z Uj 1{l/rmx_J}

On {Vpao = j}, we have U; = M; and E(Ujp1|F;) = M; — Ajqn < Uj, so that U; =
max(Z;, E(Uj41|F;)) = Z;. Hence Z, =0, a.s.. o

Vmax Vmax

1.5 Optimal stopping in a Markovian setting

1.5.1 Finite horizon

Recall that a transition probability (or transition kernel) on a measurable space (E,€&), is a family
(P(x,-))zer of probability measures on (E, ) such that, for every A € £, the mapping x — P(x, A)
is measurable.

If P = (P(x,))zer is a transition kernel on (E €) and if f is a nonnegative Borel-measurable
function on E, the function Pf, defined by Pf(x) = [, P g P(z,dy) f(y) is measurable and nonnegative.
For more details on these notions, we refer to [114] chapter 3.

Definition 1.5.1 Let (Q, F,F = (F,)nen, P) be a filtered probability space and (Pp)nen a sequence of
transition kernels on a measurable space (E,E). A sequence (Xp)nen of random variables with values
n (E,E) is an F-Markov chain with transition kernels (Py,) if (Xn)nen is F-adapted and, for every
nonnegative measurable function f on (E,E), we have E (f(Xn+1) | Fn) = Pnf(Xn), for every n € N.

The probability measure P, (x,-)can be viewed as the conditional distribution of X,, ;1 given {X,, = z}.
If the kernel P, does not depend on n (P,, = P for n € N), the Markov chain is said to be homogeneous.
Now, consider (Xp)nen, an F-Markov chain with transition kernels (P,) and a reward sequence
Zy given by
Zn=f(n,X,), neN,

where, for every n € N, f(n,.) is a nonnegative measurable function such that the random variable
f(n, X,,) is integrable.

10



Proposition 1.5.2 Under the above assumptions, the Snell envelope with horizon N of the sequence
(Zn)nen is given by
UM =vV(n,X,) as.
where the functions V(n,-) (n = 0,...,N) are determined by the following dynamic programming
algorithm:
V(N,z) = f(N,z)
{ V(n,z) =max{f(n,z), P, [V(n+1,)|(z)}, for0<n<N-1.

Proof: Since f is nonnegative, the functions V(n,-) (n =0,..., N) are well defined (with values in
[0,4+00]) by the dynamic programming algorithm. We have, using the Markov property,

Vin,X,) = max{f(n,X,),P.[V(n+1,)](Xn)}
= max{f(n, X,),E(V(n+1,Xpnt1) | Fn)} as,

which, together with the terminal condition V(N,Xpy) = Zy, proves that the sequence
(V(n, X5))o<n<n satisfies the characteristic properties of the Snell envelope with horizon N (see
Remark 1.2.4). o

Remark 1.5.3 In this Markovian setting, with finite horizon N, the smallest optimal stopping time
is given by

vo=1inf{n € [0,N] | V(n,X,) = f(n, X,)}.
The set of all (n,z) such that V(n,z) = f(n,x) is called the stopping region, the set of all (n,z) such
that V(n,z) > f(n,z) is called the continuation region.

Remark 1.5.4 The value function V(n,x) can be interpreted as follows. Fix n € {0,..., N} and de-
note by X™* = (X3" )n<m<n a Markov chain with respect to the filtration (F,)n<m<n, with transi-
tion kernels P,,, which satifies X;;"* = x almost surely. Then, we have V (n,z) = sup 7, , Ef(v, XJ").

1.5.2 Infinite horizon

We now consider a homogeneous F-Markov chain (X,,),en, with transition kernel P and a reward
sequence of the form

Zn = p" f(Xn),
where f is nonnegative and measurable and p > 0. We also assume that sup,cy Z,, is integrable, so
that the results of the beginning of this chapter apply.

Proposition 1.5.5 The sequence of functions (un)nen, defined by
up(z) = f(x)
Unt1(z) = max(f(x),pPuy(z)), meN

is nondecreasing and the Snell envelope of the sequence (Zy)nen is given by U, = p"u(X,) a.s., where
u(z) = limy, o0 un(x). Moreover, the function u solves the equation u = max(f, pPu).

Note that, in particular, we have u(Xo) = ess sup,cq, E(p”f(Xy,) | Fo) as..

Proof: A simple induction argument yields u,11 > u,. Next, by monotone convergence, we have
u = max(f, pPu). Using dynamic programming, it can be checked that the Snell envelope with horizon

N of Z is given by U,(lN) = p"un—_n(X,) a.s.. By passing to the limit as N goes to infinity, we get
U, = p"u(X,) as.. o

11



Chapter 2

Optimal stopping in continuous time

The main references for this chapter are: [60] (see also appendix D of [84]), and, for Markov processes,
[124, 117].

2.1 Preliminary results

In this chapter the probability space (€2, F, P) is equipped with a continuous time filtration F = (F})¢>o.
We assume that the so called usual conditions are satisfied, which means that the filtration is right
continuous and complete (see [81], chapter 1 or [121], chapter I).

We denote by 7 the set of all stopping times with respect to the filtration F and introduce the
following subsets of 7:

Tir = {TeT|P(re[t,T) =1}, 0<t<T < oo,
Ttoo = {T€T|P(r€[t,+0)) =1}, t>0.

We now recall some basic results on martingales and supermartingales in continuous time (proofs
can be found in [121], chapitre II).

Theorem 2.1.1 Let (M;)i>0 be a right-continuous martingale. If o, T are bounded stopping times
with o < 7, the random variables M, and M. are integrable and

E(M: | Fs) =M, as.

Theorem 2.1.2 Let (X;)i>0 be a nonnegative right-continuous supermartingale. The limit X =
limy_, o0 X exists with probability 1, and, if o, T are stopping times with o < 7, we have

E(X;|F) <X, as.

Note that in the above statement the stopping times ¢ and 7 may be infinite.

Theorem 2.1.3 Let (X¢)i>0 be an integrable F-supermartingale. If t — EX, is right-continuous, the
process (Xt)i>0 has a cadlagt modification which is an F-supermartingale.

We will use the following terminology.

Definition 2.1.4 An adapted right-continuous process (X¢)i>0 is said to be

LA cadlag process is a process with sample paths that are right-continuous and have left-limits everywhere.
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e regular if, for every T € Ty o0, X; is integrable and, for every nondecreasing sequence (Tp)nen of
stopping times with T = limy,, oo T, we have lim, . E(X,,) = E(X,);

e of class D if the family (X;)ret, .. is uniformly integrable.

Note that a regular process may have discontinuous paths. Example: let (N¢);>0 be an F-Poisson
process with intensity A, we have EN,; = AE7 for any stopping time 7 and the process (Nia1)e>0 is
regular.

2.2 The Snell envelope in continuous time

Throughout this chapter, we consider an adapted right-continuous process Z = (Z;):>0, satisfying
Vi>0, Z;>0 and E (supZt> < 00.
>0

The process Z is obviously of class D. The introduction of the Snell envelope of Z relies on the
following theorem.

Theorem 2.2.1 Fort >0, set
Up = ess sup,cr, E(Z; | 7).
1. The process (Ut)e>0 is a supermartingale.
2. For every t > 0, E(Ut) = sup,¢7, E(Z7).
3. U admits a right-continuous modification.

The right-continuous modification of U is called the Snell envelope of Z and will still be denoted by
U. For the proof of Theorem 2.2.1, we will need the following lemma, which can be proved in the
same way as Lemma 1.2.2.

Lemma 2.2.2 Fizt > 0. The family (E(Z:|F:), T € T, o) has the lattice property.

Proof of Theorem 2.2.1: 1) Suppose s and ¢ are nonnegative numbers, with s < ¢. It follows from
Lemma 2.2.2 and Proposition 1.1.4 that

E(U|Fs) = esssup.eq, E(E(Z:|F) | Fs)
= ess supTeTtmIE(ZTU-"S) <U,, as.,

where we have used the inclusion 7; oo C 7 oo.

2) The second property follows again from the lattice property and Proposition 1.1.4.

3) In order to prove the existence of a right-continuous modification, it suffices, according to Theo-
rem 2.1.3, to prove that ¢t — E(U) is right-continuous. If (¢,),en is a nonincreasing sequence with
limy oot = t, we have, for every n, E(U;,) = sup,cz,  E(Zr) < E(U;). On the other hand, if
T € Tt o0, the stopping time 7, = 7V t, is in 7;, oo and ’limnﬂoo Z., = Zr, by the right-continuity
of Z. Hence, E(Z;) < liminf,, o E(Z;,) < liminf, .. E(U:,). The inequality being valid for every
T € Ty oo, we have E(U;) < liminf, o E(Uy,), so that lim, .o E(Uy,) = E(Uy). o

13



Remark 2.2.3 Note that U is of class D. Indeed, we have 0 < U < M, where M is the uniformly
integrable martingale defined by M; = E (supszo Z s|.7-}).

Corollary 2.2.4 The Snell envelope U is the smallest right-continuous supermartingale dominating
Z.

Proof: If V is a right-continuous supermartingale with V > Z, we have, using Theorem 2.1.2,
V1 € Tioo, E(Z:|F) <E(VA|F) <Vi as.
Hence U; < V; a.s.. o

As in the discrete case, and with a similar proof, we can identify the limit of the Snell envelope at
infinity.

Proposition 2.2.5 The Snell enveloppe U of the process Z satisfies limy_,oo Uy = limsup,_, ., Z; a.s..

2.3 Optimal stopping times and the Doob-Meyer decomposition

2.3.1 A characterisation of optimal stopping times

We will say that a stopping time 7* € 7o is optimal if E(Z;+) = sup,cq,  E(Z;). We have, as in
the discrete case, a characterization of optimal stopping times.

Theorem 2.3.1 A stopping time 7% € Ty o is optimal if and only if the following two conditions are
satisfied:

1. U = Z+, almost surely.

2. The stopped process UT", defined by U{* =Urpt, 0<t < T, is a martingale.

Proof: The stopping time 7 is optimal if and only if EZ,« = EUy. On the other hand, using U > Z
and Theorem 2.1.2 applied to the supermartingale U, we have EZ .« < EU;» < EUy. Therefore, 7*
is optimal if and only if E(Z;+) = E(U;+) = E(Up). The equality E(Z,+) = E(U,+) is equivalent to
Zp« = Upx as., since U > Z. The equality E(U;+) = E(Uy) is equivalent to the martingale property
for the stopped process U . Indeed, if U is a martingale, we have E(U,«;) = EUp for every t > 0
and, since U is of class D, E(U.+) = EUj by passing to the limit as ¢ goes to infinity. Conversely, if
E(U,+) = EUy, we have (by applying again Theorem 2.1.2 to U) E(Uy«a) = EUy, for every t > 0, and
we conclude, as in the discrete case, that U7 is a martingale. o

2.3.2 The Doob-Meyer decomposition and c-optimal stopping times

The following theorem is the analogue, for continuous time, of Theorem 1.4.1. We refer to [53], [119]
or [81] for a proof.

Theorem 2.3.2 Let U = (Up)i>0 be a right-continuous supermartingale of class D. There exists
a martingale (My)i>0 and a nondecreasing right-continuous predictable process A = (At)t>0, with
Ag = 0, which are unique up to indistinguishability, uniformly integrable, such that

Uy =M, — A, t>0.

Moreover, if U is a reqular process, the process A has continuous paths with probability one.
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The above decomposition is called the Doob-Meyer decomposition of the supermartingale U.

Theorem 2.3.3 Let U be the Snell envelope of the process Z. Fort > 0 and € > 0, define
D =inf{s>t| Z; > Us —¢}.
We have Dj € Ty o, EUps = EU; and E(Zps) > EU; — .

In particular, we have E(Zp;) > EUp — ¢ = SUPer; . BZr — €. The stopping time Df is said to be
e-optimal. In fact, Dy is e-optimal among stopping times in 7; ..

Note that Dj is the hitting time of the closed set [0,¢] for the right-continuous adapted process
U — Z. The fact that it is a stopping time is a consequence of the usual conditions for the filtration
(see [121], chapter I, section 4). This stopping time is finite almost surely because lim;_,oo Uy =
lim sup;_,, Z; a.s..

In order to complete the proof of the theorem, we will rely on the following lemma.

Lemma 2.3.4 Let A be the nondecreasing process in the Doob-Meyer decomposition of the Snell
envelope U. We have, fort > 0 and € > 0, Aps = A; almost surely and the processes (Aps) and A
are undistinguishable.

Proof: ~We know that EU; = sup,.7, EZ;. Introduce a sequence (7;)jeny with 7; € T; o and
lim; oo EZ;, = EU;. We have

EZ,, <EU, =EM; — A,, = EU; —E (A,, — 4,).

Therefore lim;_, E (UT]. — ZTJ.) = lim; . E (AT]. — At) = 0. By passing to a sub-sequence, we can
assume, without loss of generality, that lim; .. (UT]. — Z.rj) = lim; . (AT]. — At) = 0 almost surely.
The equality lim;_ (UT]. — ZT].) = 0 implies Dj < 7; for j large enough, so that Ap: < A, and, since
lim; o0 (AT], — At) = 0 a.s., we have Ap: < A; a.s. and the equality follows from the fact that A is
nondecreasing. In order to prove that the processes are undistinguishable, consider an event Q) with
IP’(Q) = 1, on which the paths of U, Z, A are right-continuous, and such that, for every w € Q) and every
rational number ¢ > 0, Ap:(,)(w) = Ai(w). For an arbitrary ¢, take a sequence (t,)nen of rational
numbers satisfying ¢, > ¢ and lim,_,o t, = t. We have A;(w) < ADf(w) (w) < ADfn (@) (w) = 4y, (w),
and, due to the right-continuity, Ap:(,)(w) = Ai(w). o

Proof of Theorem 2.3.3: It follows from the definition of D; and from the right-continuity of U — Z
that Zp: 2 Up: —e. From Lemma 2.3.4, we derive IEUDg = EU;. Hence, EZDi > EU; — . o

2.3.3 The regular case

Theorem 2.3.5 If the reward process Z is regular, so is its Snell envelope. In this case, the existence
of an optimal stopping time is equivalent to P(1p < o0) = 1, where

70 = inf{t > 0| Uy = Z;},

and T then is the smallest optimal stopping time.

Proof: Fix 71 € 7y and let (7,)nen be a nondecreasing sequence of stopping times with lim,, .o 7, =
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7. From the supermartingale property of U, we deduce that (E(U,, ))nen is nonincreasing and we have
E(U;,) > E(U,) for all n.

On the other hand, for a fixed ¢ > 0, D; = inf{s > 7, | Zs > Us — ¢} is a stopping time
and, according to Lemma 2.3.4, ADs = A, almost surely, which yields EUp: = EUr,. Hence
EZp; > EUp: —e = EU,, —e. The Sequence (Ds. Jnen is nondecreasing and "dominated by D:.
The stopping time 7 = Iimn_m D3 satisfies 7 < 7 < D: and, from the regularity of Z, we derive
E(Z7) = lim, oo E(pr))‘ Hence,

E(U;) > E(Us) > E(Z7) = lim E(Zp: ) > lim EU,, —¢

n—oo n—oo

The regularity of U follows.

We know from Theorem 2.3.1 that the existence of an optimal stopping time implies P(7p < oco) = 1.
Conversely, assume P(15 < 0o) = 1 and consider a nonincreasing sequence (&, )nen of positive numbers
such that lim,,_,~ £, = 0. The sequence (7;}),en, defined by 7,f = DE" is nondecreasing and dominated

by 79, and we have
E(Uo) = E(Ury) < E(Zr;) + en.

By taking limits as n goes to infinity and using the regularity of Z, we see that the stopping time
7% = lim;,, oo 7, is optimal. This implies (due to Theorem 2.3.1) that Z,« = U« a.s., hence 7% > 79
a.s., so that 7% = 7y a.s., which proves that 7y is optimal. According to Theorem 2.3.1, it is minimal
among optimal stopping times. o

In the regular case, the largest optimal stopping time can also be identified. Note that if Z is
regular, its Snell envelope U is a regular supermartingale and the Doob-Meyer decomposition of U
reads Uy = — A;, with A a nondecreasing continuous adapted process.

Theorem 2.3.6 Assume the reward process Z is reqular and define the stopping time
Tmax = i0f{t > 0| A; > 0}.

If 7 is optimal, we have P(t* < 7,..) = 1 and the stopping time Tmasx L {rmax<oo} T T*]'{Tmaxzoo} 8
optimal as well. If P(Tha < 00) =1, Tmax @8 the largest optimal stopping time.

Lemma 2.3.7 Fort € [0,+00) define a (possibly infinite) stopping time DY = inf{s >t | Us = Z}.
The process (ADQ>t20 (defined with the convention Aso = limy .~ A) is undistinguishable from A.

Proof: We know from Lemma 2.3.4 that, for ¢ > 0, we have (up to a negligible set) A; = Aps,
for every t > 0. Let (e,,)nen be a nonincreasing sequence of positive numbers with lim,, o g, = 0.
The sequence (D), .y is a nondecreasing sequence of stopping times with Df" < DY. Set 7 =
lim,, o D;™. This limit is a stopping time, with values in [0, +o00] and we have 7 < D?. Moreover,
since A is continuous, A;» = A;. In order to prove the lemma, it suffices to derive the inequality
DY < 77 a.s. (this will yield 4; = A py a.s., for fixed ¢, and undistinguishability will follow as in the
proof of Lemma 2.3.4). For T' > ¢, we have

EZD:”/\T - E (ZDEn 1{D5n<T} + ZTl{Dfn>T}>

v

(Upen — en)lipencry + ZTl{D£">T}>

Y

E(
<UD5nAT1{Dfn<T} + ZTl{DE”>T}) En
E(

UDE"/\T + ZT - UT)]-{DE">T})
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From the regularity of the processes Z and U we deduce lim, . EZDfn AT = EZT;/\T and
lim,, .o EU DERAT = EUT;AT. On the other hand, by monotone convergence, lim, ., E(Ur —
ZT)]_{DtEn>T} = ]E(UT — ZT)]'{Tt*>T} Hence

EZsrr > E (UTt*/\T + (Zr — UT)1{75>T}>
= E (UTEI{TE‘ST} + ZT1{7:>T}) :

Therefore, EZ +1(x<py > EUr+ 1= <y Tt follows that Z+ = Ur- a.s. on {77 < oo}, hence D} < 7
a.s. on {77 < co}. The inequality clearly holds on {7;* = oo} as well. o

Proof of Theorem 2.3.6 : We know that if 7* is optimal, we have EU.~ = EZ,« = EUjy, so that
EA;« = 0 and 7 < 7,., a.s.. To complete the proof, it suffices to prove that, on {7,.. < oo},

Zroesx = Unpa a8.. We deduce from Lemma 2.3.7 that, on {7,.. < 0o}, inf{s > T | Us = Zs} = Tnax
a.s. and, by the right-continuity, U, ., = Z-... a.s.. o

Remark 2.3.8 If Z is a continuous semimartingale, there are interesting connections between A and
the local time at 0 of the semimartingale U — Z (see, in particular, [78]).

2.3.4 Finite horizon

When dealing with an optimal stopping problem with finite horizon 7', one needs to introduce the
Snell envelope with horizon 7', which is defined by

Ut(T) = ess sup,c7, B (Z7 | ).

We then have U%T) = Zr a.s. and, if the process (Z;)o<;<7 is nonnegative, right-continuous, regular
and satisfies Esupg<;<r Z; < 00, the stopping time 79 = inf{t > 0| Uy = Z} is in To 7, since Zp =
U}T), and is minimal among all optimal stopping times. The following theorem is a characterization of
the Snell envelope in terms of its Doob-Meyer decomposition. It can be used to establish the relation
between optimal stopping problems and variational inequalities (see Section 4.3 below).

Theorem 2.3.9 Assume the reward process (Zi)o<i<r is regular. Let U= (Ut)ogth be a regular
right-continuous supermartingale of class D, with Doob-Meyer decomposition U = M — A. U is the
Snell envelope (with horizon T') of Z if and only if the following conditions are satisfied:

1. U > Z,
2. UT =Zr, a.s.,

3. for every t € [0,T), Ay = Az, where 7y, = inf{s >t | U, = Z,}.

Proof: The first two conditions are obviously necessary and the third one is also, as a consequence
of Lemma 2.3.7. Conversely, if U satisfies these three conditions, we have U > U from Corollary 2.2.4.
Moreover, we have

Ai=A; = EU) =EUy)=E(Zy).

Hence E(U;) < E(U;) and U = U. o
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2.4 The dual approach to optimal stopping problems

We complete this chapter by introducing the dual approach to optimal stopping problems, which was
independently developed by Rogers [122] and Haugh and Kogan [74] (see also [52]). This approach
can be used for the computation of American option prices by Monte-Carlo methods (see Chapter 4).
For simplicity, we restrict the presentation to the case of finite horizon 7.

Theorem 2.4.1 Let (Z;)o<i<T be a nonnegative, right-continuous, regular process satisfying
Esupy<;<p Zt < 00. Then we have

sup E(Z;) = inf E ( sup (Zs — Ms)> , (2.1)
T€To. MeMo 0<s<T

where My is the set of all right continuous martingales M = (My)o<i<T with My = 0.

Proof: Suppose that M € M. Then, for any stopping time 7 € 7y 7, we have

E(Z,) =E(Z, — M,) <E ( sup (Zs — MS)> ,

0<s<T
therefore
sup E(Z,) < inf E| sup (Zs — M . 2.2
TGTET ( T)—MEMO (()gng( s 5)) (2.2)

On the other hand, the Snell envelope (with horizon T') of Z admits a Doob-Meyer decomposition
o) = M, — Ay,
where M is the martingale part and A the increasing process. The process M = M — My is in My
and we have .
U =U" + My - A
so that UéT) = A; — Mt + Ut(T) > 7y — Mt. Hence
sup E(Z;) = E(UéT)) > sup E < sup (Zs — MS)> ,

T€Ty, T 0<t<T 0<s<T

which proves that we have equality in (2.2) and that the infimum is achieved by taking M = M. o
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Chapter 3

Pricing and hedging American options
in complete markets

In this chapter, we present the theory of American options in a complete market, as it developed from
[25, 82, 83]. For a slightly more general set up, see [84].

3.1 The model

We consider a financial market in which there are d risky assets and one riskless asset. We denote
by SY the unit price of the riskless asset at time ¢ and by S} (i = 1,...,d) the prices of the risky
assets at time ¢. The model is based on a filtered probability space (2, F,F = (F;)t>0,P), where the
filtration IF is the completion of the natural filtration of a standard d-dimensional Brownian motion
B = (B},...,Bf);>0 (which means that the coordinates are independent standard real Brownian
motions). It is well known that this filtration satisfies the usual conditions.

The time interval in which the model is studied is a bounded interval [0,7] and we assume that
the price of the riskless asset is given by

t
S? _ ef() rsds’

where (r¢)o<t<7 is a measurable adapted process which is uniformly bounded!. Here, r; represents
the instantaneous interest rate at time ¢t. For the evolution of the prices of the risky assets, we assume
the following equations:
asi _
si

d
pidt +> " oi(t)dB], i=1,....d, (3.1)
j=1

where the processes (u1)o<t<7 and (04;(t))o<t<r (1 < i,j < d) are adapted, measurable and uniformly
bounded. We assume that the i-th risky asset continuously distributes dividends at rate &, which
means that the holder of one unit of this asset at time ¢ receives the wealth 4;Sidt during the in-
finitesimal time interval [t,t + dt]. The processes (0!)o<i<t (i = 1,...,d) are assumed to be adapted,
measurable, and uniformly bounded.

'A real process (X;)o<i<r is said to be uniformly bounded if sup,<,<s sup,cq [X¢(w)| < oo. For the theory of
stochastic integration of measurable adapted processes with respect to Brownian motion, we refer to [81]. Replacing
measurable adapted by progressively measurable throughout this chapter would not entail any real loss of generality.
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We will also assume that, for every t € [0, 7], the matrix oy = (0;(t))1<i j<d is invertible and that
the process (o, V)o<i<7 (with values in the space of d x d matrices ) is uniformly bounded. The process
0 = (0;)o<i<r (With values in R?) defined by

1
Ht = Ut Mty

where [i; is the vector with coordinates fii = ui + 8¢ — ry, for i = 1,...,d is then measurable, adapted
and uniformly bounded and, if we set

t
Wt:Bt+/ 0ds,
0

equation (3.1) can be rewritten as

d
= (r = 0))dt + > oy (AW}, i=1,....d. (32)
j=1

t 1 t
Li=exp(— [ 60s.dBs—= [ |0s%ds ),
2
0 0

with the notations 0;.dBs = S°% | 61dBi and |6,]? = Z?:1(9§)2. The process (Lt)o<¢<7 is a martingale.

i=1"s

We denote by P* the probability with density Lr with respect to P
dpP*
dP

According to Girsanov’s theorem (cf. [81], Section 3.5), under probability P*, the process (W;)o<t<T

is an F-standard Brownian motion with values in R%. For i =1,...,d, let

ds;
S

For 0 <t<T, let

L.

. t . .
szexp(/ (5§—rs)ds>52, 0<t<T.
0

Under probability P*, the processes (8))o<i<r are martingales. Note that we have dSi/S! =
Z?:l 0 (£)dW] and

d . d

. . 1

3i = Si exp 2/ aij(s)de—Q/ S 02 (s)ds | (3.3)
j=1"0 0 j=1

We also introduce the discount factor, defined by

1
_Sg

— e Ji rads

B

The discounted prices of risky assets at time t are given by

t .
§i = BiSi = exp (—/ rsds> S i—1...d
0
Note that )
a5
Si

d
= "0i(t)dW; — djdt. (3.4)
j=1
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3.2 Admissible strategies

A strategy is defined as a measurable adapted process (HY, H}, ..., H})o<i<7, with values in R+
where the coordinate H; stands for the number of units of asset number i that are held at time ¢. The
value at time ¢ of the portfolio associated with this strategy is given by

d
Vi=> HS.
j=0

In order to state the so called self-financing condition, which means that there is no external source of
wealth, or that the evolution of the wealth is completely determined by the dividends, the asset price
variations and consumption, we need the following integrability condition.

T T d ‘
/ |Ht0]dt+/ Y H{Pdt < oo as. (3.5)
0 0 =1

The self-financing condition can now be written as follows:
Vi =Vo +/ H%4SY + Z/ HI(dS? +6289ds) —Cy, 0<t<T, (3.6)
0 — Jo
7j=1

where (C¢)o<t<7 is a nondecreasing adapted continuous process with Cy = 0, which represents the cu-
mulative consumption up to time ¢. The equality (3.6) must be interpreted as the undistinguishability
of two processes (and therefore implies that V' is continuous).

Definition 3.2.1 A strategy defined by a measurable adapted process (Hp, H}, .. .,th)()StST s said
to be admissible if conditions (3.5) and (3.6) hold and

Vte[0,T], Vi>0 a.s. (3.7)

The following proposition shows how the self-financing condition can be expressed in terms of dis-
counted quantities.

Proposition 3.2.2 Let (H°,H', ... ,Hd) be a measurable adapted process with values in R4, satis-
fying (3.5). The self-financing condition (3.6) holds if and only if we have, with probability one,

d  pt A t
Vi=Vo+ > [ @S]+ s - [ pac., o<isT, (3.8)
=170 ‘

where V, = V;/SY = BV} is the discounted value of the portfolio at time t.
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Proof: If condition (3.6) is satisfied, we have, by differentiating the product 5;V;,
dpVe = pidVi + VidB

d
= B | HYdS? + Y HI(dS] + 6] S]dt) — dCy | + Vidp,
j=1

d d
= B | HPAS) + Y HI(dS] +6]S]dt) —dCy | + (HPS) + > H]S!)dB,

j=1 j=1

d
= HY (S} + SPdp) + > HY (B(dS] + 6751t + Sap;) — BdCy
Jj=1
d . . . .
= > i (Bds] + Sjap, + 5 Sldt) - gdc,
j=1
d . - P
S (dsg + 5gsgdt) — BdCy,
j=1

which, by integrating, leads to (3.8). The converse implication is obtained similarly, by differentiating
the product SPV;. o

Proposition 3.2.3 Under probability P*, the discounted value of an admissible strategy is a super-
martingale.

Proof: We deduce from Proposition 3.2.2 and (3.4) that, if (V;)o<s<7 is the discounted value of an
admissible strategy (H°, H',..., H?), we have

d st t
Vt:Vb+Z/ HS! Zaw )AW? —/ B5dC.
i=1 70 0
The process M, defined by
Mt:VO-|-Z/ HS! Zaw Ydwi |,
i=170

is a nonnegative P*-local martingale (because V; > 0 and C is nondecreasing, with Cy = 0), hence a
supermartingale. The same is true for V since the process fo BsdCs)o<t<T is nondecreasing. o

3.3 American options and the Snell envelope

An American option with maturity 7' is characterized by a non-negative adapted continuous process
Z = (Zt)o<t<r. The number Z; stands for the profit attached to exercizing the option at time ¢. In
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the case of a call (resp. put) with strike price K on the first risky asset, we have Z; = (S} — K)4
(resp. (K — S})+). We will also impose the following integrability condition:

E* sup Z; < oc. (3.9)
0<t<T

Note that this assumption is equivalent to E* supy<;<p Zy < o0, with Z; = 8,7, because the process
r is uniformly bounded.

Definition 3.3.1 A hedging strategy for the American option defined by the payoff process Z is an
admissible strategy with value V = (V;)o<i<T such that, with probability one,

vte[0,T], Vi>Z.

Proposition 3.3.2 Consider an American option defined by a nonnegative, continuous, adapted pro-
cess Z = (Zy)o<t<T, which satisfies (3.9). Denote by U the Snell envelope, under P*, of the process
Z, with Z, = 3.Z; and let U be the process defined by Uy = SOUt We have

U, = ess sup, 7. B* (e_ S reds 7| .’Ft) . 0<t<T, (3.10)

and, if V is the value process of any hedging strategy for the American option, we have, almost surely,
Vi > Uy, for every t € [0,T7].

Proof: We know, from Proposition 3.2.3, that Vis a supermartingale. Since we have a hedging
strategy, V' > Z and V > Z, so that the Proposition follows from the Snell envelope U being the
smallest supermartingale majorant of Z. o

The following theorem asserts that, in the model under study, there exists an admissible strategy
with value V' equal to U. This strategy has minimal value among all hedging strategies, and can be
used to define the fair price of the option.

Theorem 3.3.3 Under the assumptions of the previous Proposition, there exists an admissible strat-
egy with value V' satisfying V.= U, where U is given by (3.10).

Proof: We start from the Doob-Meyer decomposition of U, the Snell envelope (under P*) of Z. We
have

Ut = - éta

where M is a martingale under P* and Cisa nondecreasmg, continuous, adapted processs with
Cp = 0. The continuity of C' follows from the regularity of the continuous process Z. Since M is a
P*-martingale, (M;L:)o<t<7 is a P-martingale. Since F is the natural filtration of Brownian motion
B, we may apply the martingale representation theorem (cf. [81], Section 3.4 D), which states the
existence of a measurable adapted process a = (af,...,ad)o<i<7 With fOT lo|2dt < oo, a.s. (where

|oy| is the Euclidean norm of the vector oy = (of ,...,af)), and
t
M,L; = Mo +/ ag.dB,, 0<t<T.
0

from this equality, we derive (write My = M;L;/L; and use the equality d(1/L;) = 65.dWs/Ly)

t
M, = My +/ bug.dWs,
0
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with é&s = 7= + M0s.
Now define H; = (H},..., H?) by

d
=1

This determines H; in a unique way, due to the invertibility of the matrix o;. It can easily be verified
that the process H is measurable and adapted and satisfies f(;f |H|?dt < oo a.s.. By construction, we
have

d
M= My+y / Hi (ds; + 5;5;ds) .
=170
We now define the process H° by
d
HY =U,— Y HS.
i=1
The process (H°, H', ..., H d) defines an admissible strategy with value equal to U. o

Remark 3.3.4 The condition érg = Cp = 0, where 7 = inf{t > 0 | U; = Z;}, means that there is
no consumption if the option is exercized at time 7.

The following proposition shows that the price of an American call on an asset which does not distribute
dividends is equal to the price of the European call, as long as the interest rate is nonnegative.

Proposition 3.3.5 Suppose ry > 0 and 6} = 0 for every t € [0,T]. Then, for every K > 0, we have,
fort €[0,T],

ess sup,¢7; , E* (e* Jirods (S; — K)Jr | .7-}) =E* (e* S reds (St — K)+ | .7-}) ,  Q.S..

Proof: Let 7 € 7; 7. We have
E* <e_ Jirsds (81— K), | ]—"t) = SJE* <<Si ~ Kelo ’"sd3>+ | ft)

Since ! is nought, the process (Stl)()StST is a P*-martingale and, by Jensen’s inequality, (or direct

reasoning)
o ((5% - Ke ) | fT) > (B (5 ke Wi £))
e G GO }"T))+

> (S - kel Tsd8>+ ,

T T
where the last inequality follows from the estimate Ke™ Jo rsds > Ke=Jo "sds which is a consequence
of 7 > 0. Multiplying by Sy and taking the conditional expectation with respect to JF; yield

T [T
B (em bt (sh— K), | F) 2B (e H 0 (SL-K), | F),
which proves the proposition. o

Remark 3.3.6 A similar argument shows that, if the process r is zero, the American put is equivalent
to its European version.
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Chapter 4

Price functions. Numerical methods

4.1 Optimal stopping and stochastic differential equations

Consider a stochastic differential equation
dXt == b(t,Xt)dt+ O'(t,Xt).th, (41)

where W = (W}, ..., W})o<i<7 is a standard I-dimensional Brownian motion with respect to a filtra-
tion F = (F;)o<t<T, defined on a probability space (€2, F,P), b is a continuous function from [0, 7] x RY
into R, ¢ a continuous function from [0,7] x R? into the space Mg, of real matrices with d rows
and [ columns. We assume that the functions b and o satisfy a Lipschitz condition with respect to z,
which is uniform over time, in other words, there exists a constant C' > 0 such that

V(t,z,y) € [0,T] x R x R, [b(t,x) —b(t,y)| +|o(t,2) = o(t,y)| < Clz —yl,

where | - | denotes the Euclidian norm on R? or on the space Mgy, (viewed as R%). We then have
existence and uniqueness of a strong solution for equation (4.1) (cf. [81]). For (t,z) € [0,T] x R%, let
(X&")<s< be the unique solution of (4.1) on the time interval [t, T], such that X" =

Let 7 : [0,7] x R? — R be a continuous nonnegative function and f : [0, 7] x R? — R a continuous
nonnegative function, with f(t,xz) < C(1 + |z|¥) for every (¢,z) € [0,T] x R where C and k are
positive constants. We are interested in the optimal stopping problem with reward process Z; =
e~ Jo (5:Xs)ds £(¢ X,), where X is a solution of (4.1) (with X, deterministic). The processus Z is
continuous (and regular) and satisfies Esupg<,«7 Z; < 0o. The following theorem shows that the
problem reduces to the computation of a function F of ¢t and z, called the value function of the

optimal stopping problem. This type of result can be proved in a very general Markov setting (see
(61, 124]).

Theorem 4.1.1 The function F, defined on [0,T] x R? by
F(t,z) = sup E (8" f(r, X)), (4.2)

T€Ty, T

with Be" = exp(— [ 7(0,X;")d0) is continuous and if X is a solutzon of (4.1) (with Xy deter-

ministic), the process (B¢F(t, X¢))o<t<T, where B = exp(— fo s)ds), is the Snell envelope of

Z = (Bef(t, X¢))o<t<T-
Moreover, if the functions r, b and o do not depend on time, we have

F(t,x)= sup E (ﬁg’$f(t + T, X(T]’x)) .

T€To, 7t
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4.2 Call and put prices in the Black-Scholes model with dividends

4.2.1 Price functions

In the Black-Scholes model, there is just one risky asset, with price Sy at time ¢ and the various
coefficients (namely the interest rate r, the volatility o, the dividend rate §) are constants. Under the
risk neutral probability measure, which, from now on, we denote by P, we have

dSy

St
where (Wy)o<t<7 is standard Brownian motion. We derive the following proposition from the results
of the previous chapter and from Theorem 4.1.1.

= (r —0)dt + odWy, (4.3)

Proposition 4.2.1 Let ¢ : [0,4+00) — [0,+00) be a continuous function with sublinear growth. The
value at time t of an American option with payoff process Zy = (Sy) is given by V(t,S), where

0_2
V(t,z) = sup Ee "9 (xe<r52)T+aWT> .

T€To, 17—t

The next proposition establishes a symmetry relation between call and put prices. It was observed
in the context of foreign exchange options by O. Grabbe [73] and later by various people (see [43],
[108]). To clarify our statement, we highlight the dependence of prices with respect to parameters
K,r, §. Namely, we set

2
C(t,x; K,r,0) = sup Ee '™ <xe(r52)T+UWT — K>

T€T0, 17—t +
and
2
P(t,z; K,r,0) = sup Ee '™ <K — xe(T52)T+”WT) .
T€To, 71t I

Proposition 4.2.2 We have
C(t,x; K,r,0) = P(t,K;x,0,r) = xP(t, K/z;1,8,r).

Proof: For 7 € 7y r_4, we have, with the notation W, for W, — ot and P for the probability measure
with density given by dP/dP = eoWr—(*/2)T

Ee~ "7 <we(r§"22)7+oWT - K) — E676T60W77(02/2)T (JE _ Ke(érJr";)TaW-r)

+ +

— Ee*éTGO'WTf(a'Q/Q)T <.’13 . Ke((sT‘U;)TUWT) ,
+

where the last equality comes from the fact that (e"Wt_("2/ 2)t)t20 is a martingale. Therefore,

Ee~ "™ <xe(7‘6022)7'+0'w7— _ K) — Eef&- <$ _ Ke(ér”;)TUWT> )
+ +

Now, under probability P, the process (Wt)ogth is a standard Brownian motion, as well as, by
symmetry, the process (—Wi)o<i<r. Hence, C(t,x; K,r,d) = P(t,K;z,d,r). The other equality is
trivial. o
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4.2.2 Analytic properties of the put price

We now restrict our attention to the American put. Proposition 4.2.2 shows that this entails no loss
of generality. We will use the notation P(t,x) for P(t,z; K,r,d). We have

02
P(t,x) = sup Ee "¢ (me(r_‘s_z)“L”WT) , (4.4)
T€To, 17—+t
with
(@) = (K — ).

We also assume r > 0 since, if » = 0, the American put is equivalent to the European put (see
Remark 3.3.6).
The following properties follow easily from (4.4):

1. For every x € [0,+0), t — P(t,x) is a nonincreasing function.
2. For every t € [0,T], x — P(t,z) is a nonincreasing convex function.
3. For every (t,z) € [0,T] x [0, +00), P(t,xz) > ¢(x) = P(T,x).
The second assertion is a consequence of the convexity and monotonicity properties of .

Proposition 4.2.3 1. For every (t,z) € [0,T] x [0, +00), we have

P(t,z) = sup Ee "Iy (ace(r_‘s_g;)T(T_t)JravT_tWT) ) (4.5)

7€T0,1
2. For every t € [0,T], and for z,y >0, |P(t,x) — P(t,y)| < |x —y|.
3. There exits a positive constant C' such that, for x € [0,+00), and for t,s € [0,T],
\P(t,z) — P(s,7)| < C(\/T—t— VT — s| .

Proof: The first equality is a consequence of the scaling property of Brownian motion. Indeed, let
Fs = F(r—1)s- We have 7 € Top—¢ if and only if 7/(T —t) € Tp,1, where 7y is the set of all stopping

times with respect to the filtration (Fs)o<s<1, with values in [0, 1]. Therefore,

P(t’x) = sup Ee_TT(T_t)w <xe(r_5_(722)T(T_t)+UWT(Tt)>
TETOJ

Now, observe that (Fs)o<s<1 is the (completion of) the natural filtration of the process (Wyr_s))o<s<1
and that (Wyr_¢))o<s<1 has the same law as (VT — tWs)o<s<1-
For the second statement, note that, for 7 € 77—,

,¢ (xe(r—é—oj)T—l-aWT) o 1/} <ye(r—§—"22)T+JWT>

where we have used the Lipschitz property of 1. The desired inequality can now be derived from § > 0

02
and Ee"V7 =% = 1.
The third part of the proposition can be deduced in a similar way from (4.5). o

< |{L‘ - y|€(r—6—"—22)7—+oWT

)

Remark 4.2.4 It follows from the Lipschitz properties of P, as given by Proposition 4.2.3, that
the first order partial derivatives of P (in the sense of distributions) are locally bounded on the
open set (0,7) x (0,+00). More precisely, we have |[0P/0x|re(0,1x[0,400)) < 1 and, for ¢ € [0, 77,
[[(OP/0t)(t, )| Lo (j0,400)) < C/VT —t. We refer to [123] for the basics of distribution theory.
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4.3 The variational inequality

4.3.1 Heuristics

With the assumptions and notation of Section 4.1, we aim at a PDE-characterization of the value func-
tion F, given by (4.2). We introduce the so-called Dynkin operator D, associated with equation (4.1):

0
ZZaUtx 9 6%—1—217 (t,z) 8301 (4.6)

11]1 =1

where the matrix a(t,x) = (a;j(t,2))1<ij<a is the product of the matrix o(¢,x) with its transpose

(a(t, z) = o(t, z)o™(t, x)).
If X is a solution of (4.1) on the interval [0,7] and if §5; = exp (— fgr(s, Xs)ds>, it follows from

Ito’s formula that, for a function F' of class C*2 on [0, T] x R?, we have

B F(t, X;) = F(0,Xo) + /Ot Bs(DF —rF)(s, Xs)ds + /Ot BsVF (s, Xs).0(s, Xs).dWs,

GF
8:6

stochastic integral is a martingale. In order to ensure that the process (B.F'(t, Xt))g<,<r be the Snell
envelope of the discounted payoff process (5 f(t, Xt))y<;<7, We are lead to imposing DF —rF < 0 on
one hand (so that we have a supermartingale), and, on the other hand, with the three conditions of
Theoreme 2.3.9 in mind, we need F' > f, F(T,-) = f(T,-) and DF — rF = 0 on the set {F > f}.
The last condition ensures that the nondecreasing process in the Doob-Meyer decomposition increases
only on the set of times ¢ which satisfy F'(t, X;) = f(t, X;). All these conditions can be synthesized in
the following form:

with the notation VF(s, X;).0(s, X5).dWs = (s, X5s) Zo—” s, Xs)dW?. If VF is bounded, the

{ max (DF —rF,f —F)=0
F(T7 ) - f(Tu )

This kind of partial differential equation is called a wariational inequality. In fact, the precise con-
nection between the variational inequality and the value function of the optimal stopping problem is
delicate, as the function F is in general not of class C1'2. For that reason, a notion of weak solution
needs to be introduced. The concept of wiscosity solution has the merit of requiring little regularity
on the payoff function f and on the solution F. If the function f belongs to a suitable Sobolev space,
variational methods lead to solutions in a stronger sense (see. [23, 24, 65] for the theory of varia-
tional inequalities). This approach was applied to American options in [79] for diffusion models and in
[130, 131, 132] for jump-diffusion models. For recent results about American options on several assets,
see [33, 126]. Regularity results based on viscosity solutions can be found in [19, 20]. In the case of
one-dimensional diffusions, the variational inequality can be derived for very general payoff functions
(see [101, 102]). There are also results for exponential Lévy models in [100].

4.3.2 Application to the American put price in the Black-Scholes model

We will now derive some consequences of the variational inequality satisfied by the American put price
in the Black-Scholes model. If we set X; = log(S:) in (4.3), we see that X satisfies

dX; = pdt + odW,, (4.7)
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with p =r —9§ — 0—22 Denote by X* the solution of (4.7) with X§ = z, so that X} = z + ut + ocW,.
The Dynkin operator of diffusion X is an operator with constant coefficients, given by

p_o 2 0
T ot 2022 " Hor

The price function of the American put can be written P(¢,x) = F(t,log z), where the function F is
defined by
F(t,r)= sup Ee ™™ f(X?)
T€T0, 1t
with
flx) = (K —¢)4.

The verification of the variational inequality is rather straightforward in this setting, due to the fact
that the process X is Brownian motion with drift. Indeed, it can be proved (see for instance [96],
proof of Proposition 10.3.7) that, if ¢ is a bounded continuous function on [0, 7] x R and (Wy)o<i<r
standard Brownian motion, the process (¢(t, Wi))o<t<r is a supermartingale, if and only if the function
¢ satisfies (9p/0t) + (1/2)(0%¢/0x?) < 0 in the sense of distributions in the open set (0,7) x R. By
applying this result to (t,z) — e "'F(t,ut + ox), we derive the inequality DF — rF < 0 in the
sense of distributions. On the other hand, we have estimates for 0F/0t and 0F/0x which come from
the Lipschitz property of f (see Proposition 4.2.3 and Remark 4.2.4). Moreover, the convexity of
the function x — P(t,z) implies that the second derivative 9*P/0x? (in the sense of distributions)
is a nonnegative measure. It follows that (92F/0z%) — (0F/0z) is a nonnegative measure. The
functions OF /0t and OF/0x being locally bounded, we obtain, when putting together the inequalities
DF —rF <0 and (0*F/02%) — (OF/dx) > 0, that the second derivative 9*F/dz? is a locally bounded
function. This provides enough regularity to apply a generalized Ito formula (see [89], chapter 2) and
prove that the value function solves the variational inequality. This can be sumarized in the following
theorem (see [96] for a detailed proof).

Theorem 4.3.1 1. The partial derivatives OF /0x, OF /0t and 0*F/0z? are locally bounded. More
precisely, OF /0x is uniformly bounded on [0,T] x R and there exists a positive constant Cy such

that P2 o
1

Z T (t.. <

o S

vt € [OvT)a Haa}_;(tv )

L (R)
2. The function F satisfies the following variational inequality:
max (DF(t,z) —rF(t,x), f(z) — F(t,z)) =0, dtdr a.e. in (0,7) xR
with terminal condition F(T,-) = f.

Corollary 4.3.2 The function (OF/0x) is continuous on [0,T) x R.

Proof: Based on Theorem 4.3.1, it suffices to prove that if U(¢, z) is a continuous function on R x R
with partial derivatives OU/0x, OU /Ot and 0*U/dz? that are uniformly bounded functions on R x R,
then OU/Ox is a continuous function (a standard localization procedure will allow to extend the result
to the case of locally bounded derivatives). This is a classical result in analysis (see [91], chapter
2, Lemma 3.1). Indeed, one can prove that if U is of class C? on R x R, with bounded derivatives
oU 0z, OU /Ot and 0%U/0x?, the function OU/Ox is Holder continuous with exponent 1/2 with respect
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to time, and Lipschitz continuous with respect to the space variable, with a control on the constants
by the bounds on the derivatives.
For this, fix s,t, 29 € R. We have, for every real number =,
roUu rou
%(ta y)dy - %(Sa y)dy = U(t¢ SL’) - U(ta :I:O) - U(Sa IE) + U(S¢ :L'O)
xo xo

= U(t,z) —U(s,x) + U(s,x0) — U(t, z0).

Hence,
rou U ou
—(t,y)dy — — dy| < 2||— t — s|.
oty = [ S| <2|| T -
On the other hand, for 7 = ¢, s, we have
oU 1 T oUu 0*U
= _ il dul < |[|=—= _
o) - = [ < | Tz e
Therefore,
ou ou ouU |t — s 0%U
= (t,z0) — — <2||% 2 -
’830( 71"0) ox (571:0) = H ot . |.T _$0| H Ox2 . ‘l’ :Z:0|
By choosing x so that |x — z¢| = v/t — s, we get
ou oU oU 02U
——(t,z0) — — <2v/|t — = —— .
a0 - G| < 2=l (|5 |+ 52| )
Moreover, we have, for ¢t,z,y € R,
W2 - Wit < |24 1o
or "’ oz Y| = || a2 oo yl:

<o

Remark 4.3.3 The continuity of OF/0x is a refined version of the so-called “smooth-fit property”.
This property can be approached by more probabilistic methods (see [62, 78, 128, 63] and [117]). This
property has been studied in the context of exponential Lévy models in [5] for the perpetual case,
and, for finite maturities, in [132] (jump-diffusion case, see also [21]).

The continuity of (9F/dt) on [0,T) x R can be derived from quadratic estimates for the second
order derivatives of F' (see [64] and [87], chapter 8). We also refer to [28] for recent results on the
continuity of the time derivative.

Remark 4.3.4 The limit of the American put price as T' tends to infinity can be computed explicitly.
This is the price of a perpetual put. To be more specific, if

02
Py (z) = esql}p Ee " (xe(r_‘s_z)ﬂ'”wf) , (4.8)
T 0,400

with ¢(z) = (K — x)4 and 7p 4+ the set of all finite stopping times, it can be proved that Py (x) =
K —z,if z <z* and Px(z) = (K — 2*)(z/2*)77, for x > 2*, with 2* = Kv/(1 + ) and

1 o2 o2\ ?
= — — _ — _ 2
v 2 (r 1) 2)—}—\/(7" 1 2) + 2ro

These formulae go back to [109] (see also [98] chapter 4, section 4, for a more probabilistic approach).
They can be extended in various ways (see, for instance, [68]). For recent results on perpetual options
in models based on Lévy processes, see [110].
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4.3.3 The exercise boundary and the early exercise premium

For t € [0,T), let
s*(t) = inf{x € [0, 4+00) | P(t,z) > ¢¥(z) = (K —z)4+}.

The number s*(t) is called critical price at time t. We clearly have 0 < s*(t) < K for ev-

ery t € [0,7[. The inequality s*(t) < K follows from P(t,z) > 0. Indeed, we have P(t,z) >
o2
Ee (Tt (xe”‘sﬂ(TtHUWTt . On the other hand, s*(t) > z*, where x* is defined in Re-

mark 4.3.4. This follows from the inequality P(t,2) < Pso(x).
We deduce from the convexity of x +— P(t,x) that

Ve <s*(t), P(t,x)=K -z and Vz>s'(t), P(t,zx)>(K—x)4.

By translating the variational inequality satisfied by F'(¢,z) = P(t,e”) into an inequality satisfied by
P, we get, dtdx almost everywhere on (0,7") x (0, +00),

opP o? ,0°P oP
E(t’ x) + E:UQW(IS,JU) +(r— (5):6%(@33) —rP(t,z) = (02 — 7K)Lp<e )}

The function s* is called the free boundary or exercise boundary. On the set {P > 1}, called the
continuation region, the function P solves

OP o2 %P op
oP 07 2P 5.9 _p_o
or P g T drg P =0

The set {P = 1} is called the stopping region. Using the generalized Ito formula (see [89], chapter 2,
we get

t OP t
e_rtP(t, St) = P(O, S()) + / G_TUO'Su%(U, Su)qu + / e_”“((SSu — rK)l{SuSS*(u)}du.
0 0
Thus, we have obtained an explicit form of the Doob-Meyer decomposition of the supermartingale
(e7"P(t, St))o<t<r. Incidentally, observe that the amount of risky asset in the minimal hedging

strategy is given by Hy = (OP/0x)(t, St).
By letting ¢ — T' and taking expextations, we obtain

T
Pe((), S()) = P(O, S()) + / e "E ((6Su - TK>1{Su§s*(u)}) d’U,,
0

0_2
where P,(t,z) = Ee "T=1y) (:):e(”_(s_ﬂ(T_tH”WTt). Note that P, is the function price of the

European put. We are thus lead to the following relation between P(t,z) and P (¢, x).
T—t
P(t,z) = Po(t,z) + / (rKe-WN(dl(x, t,u)) — dxe U N (da(z, 1, u))) du, (4.9)
0

where IV is the standard normal cumulative distribution function,

log(s*(t +u)/z) — (r—9 — U—;)u

di(z,t,u) = o |
et ) = P Z OO,
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Remark 4.3.5 The relation (4.9) gives an explicit expression for the quantity P — P, called the early
exercise premium (as it is the additional price you have to pay for the possibility of exercising before
maturity). It can be used to derive an integral equation satisfied by the function s*. It seems to have
been discovered and used by several persons at essentially the same time (see [86], [43], [39], [76]).
The proof of [76] is probabilistic and does not rely on the variational inequality.

Remark 4.3.6 The function s* is clearly nondecreasing on [0, T']. It can be proved that lim;,p s*(t) =
K A (rK/d) (cf. [86]), that s* is differentiable on [0,T) (cf. [64], [87], [29], [44]). The behavior of s*(t)
as t approaches T has been studied in [15] (see also [93]) in the case § = 0 and in [99] in the case § # 0.
More precise results have recently been derived in [44]. The convexity of s* was proved in [59, 45] in
the no-dividend case, but does not seem to be true in general. See also [118, 129, 22] for results in
the case of jump diffusions, [100] for general Lévy processes and [47] for local volatility models. For
higher dimensional problems, the exercise region has been studied by a number of authors (see [33],
[126], [46], [55]). We also refer to the recent monograph [117] for a systematic study of free boundary
problems in connection with optimal stopping.

4.4 Numerical methods

During the last ten years, a large number of numerical methods for American options appeared in
the literature. A first set of methods can be related to analytic approaches, based on the analytic
characterization of the value function (variational inequality, free boundary problem). Other methods
are closer to the probabilistic formulation and may involve Monte-Carlo methods. Note that many
numerical methods have been implemented in the Premia software (which can be downloaded from
the web-site http://www-rocq.inria.fr/mathfi/Premia/index.html).

In this section, we will first survey numerical methods from a historical perspective, then we will
present with more details the linear regression method proposed by Longstaff and Schwartz [103]. For
comparisons of various methods, we refer to [70, 32, 34, 4] and, for more recent comparisons to [67, 37].

4.4.1 Analytic methods

Analytic methods are based on the solution of the variational inequality (or the free boundary problem)
satisfied by the price function. The finite difference method of Brennan and Schwartz [31] was the
firs to appear in the financial literature (see [79] for a rigorous justification and [131, 132] for a
complete proof of the result of strong convergence and an extension to models with jumps). More
complex options were treated in [54] and [17, 18]. Among recent papers using numerical analysis, one
can mention [127] (ADI methods), [1] (finite elements), [106, 107, 75] (wavelet methods), [26] (finite
volumes).

The quadratic approximation of MacMillan [105] (see also [16, 48]) is a quasi-explicit approximation
of the American put price in the Black-Scholes model, which has some extensions to models with
jumps [131]. The paper [40] can be seen as a refinement of this method, which leads to a more accurate
approximation. In a somewhat different spirit, approximations of American prices by European options
can be given (see [80]). Asymptotic expansions based on the integral equation can be found in [44].

4.4.2 Probabilistic methods based on approximations of the stopping times or of
the underlying

A natural idea for approximating the price of an American option consists in restricting the set of
stopping times to discrete stopping times (with values in some subdivision of the interval [0,77).
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This amounts to replacing the American option by a “Bermudean” one (i.e. an option which can be
exercized at a given finite number of dates). This method appears (for the case of the put in the Black-
Scholes model) in [116], [69] but the exact computation of the Bermudean put can be achieved only if
the number of exercise dates is small. On the other hand a precise estimate of the approximation error
can be given (cf. [42]) and, in infinite horizon, an expansion of the error (cf [57]).This approach has
been extended to jump-diffusion models in [111]. Note that there are other ways of restricting the set
of stopping times (in particular, one can consider hitting times, see [27] or [32]). A “randomization”
of stopping times has also been proposed by [41], and analysed in [30]. There are also iterative
constructions of the optimal stopping time of Bermudean options (cf. [88]).

When the number of exercise dates of the Bermudean option is large, or when the underlying is
multidimensional, additional approximations are needed. The simplest method consists in approx-
imating Brownian motion by a random walk. The so called binomial method (see [50]) and more
generally tree methods fit in this framework. Convergence results for this type of approximation in a
general setting go back to [90] and [2] and have been applied to financial models in [6, 7]. Another
approach to convergence has been developed in [92] (see also [112] for results on the functional con-
vergence of envelopes). It seems to be difficult to establish the precise rate of convergence for these
approximations (for some results in this direction, see [94], [95], [85]).

4.4.3 Quantization methods

Quantization methods for the computation of Bermudean options have been devel-
oped by Bally, Pages and Printems (see [9, 10, 11, 12, 13]). The approach is based
on dynamic programming, quantization techniques are used for the approximation
of conditional expectations. Information on quantization methods can be found on
http://www.quantification.finance-mathematique.com/

4.4.4 Monte-Carlo methods

Monte-Carlo methods for American (or, rather, Bermudean) option pricing were initiated by Broadie
and Glasserman [35, 36], see also the recent monograph [72]. Techniques involving Malliavin calculus
have also been developed (cf. [66, 120] and, for a comparison with other methods, [37, 67]).

As mention in Section 2.4, the duality approach can be used to compute American option prices
by Monte-Carlo techniques (cf. [122], see also [74]). In fact, using the representation (2.1), one can
compute an upper bound by choosing a martingale vanishing at 0 and running simulations of the
payoff process and the martingale. The problem is to find a good martingale (the martingale which
achieves the minimum in (2.1) is not known explicitly).

Another recent approach is based on regression methods (cf. [38, 103, 125]). We will show how
this approach develops in the Longstaff-Schwartz algorithm (see [103]).

Let (Zj)j=o,...... be a sequence of square integrable real random variables. We assume that this
sequence is adapted to some filtration (.7-"]) j=o0,....- Denote by 7 1, the set of all stopping times with
values in {j,...,L}. We have

sup EZ,; = Uy,
7€T5 L
with
Up =121
{ Uj:max(Zj,E(Uj+1|.7-'j)), OSJSL—l
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We also have U; = E (Z, | F;), with
T; = min{k > j | Uk = Zk}

In particular, EUy = Sup,eq, , BZr = EZ,.
The dynamic programming principle can be written as follows:

T, =1L
7 =Y z;>k2. 1y Tl <Rz 15y, 0S TS L-1

and, if Z; = f(j, X;), where (Xj);=o,.. 1 is an (F;)-Markov chain, we can replace E(-|F;) by E(:|.Xj).

The first approximation consists in replacing E(-|X;) by the linear regression on e1(Xj),. .. em(Xj),
where eq, e,...form a basis of functions. Namely, we set (with e™ = (ey,...,ep))
Tl[:m} =L
[m] _ [m] :
i = Jl{zjza;.wem(xj)} + Tj+11{zj<a;n~em(xj)}» l<j<L-1,
where

2
o' = arg min E <ZT[m] -a- em(Xj)> :

J aER™ 41
This provides an approximation of Uy by
U(;n = Imax <Z0,EZTl[m]) .
The second approximation consists in using a Monte-Carlo method for the computation of IEZT[m].
1
We assume that we can simulate N independent samples (X ;1)), . ,(X](.n)), e (X](.N)) of the Markov

chain (X;) and we denote by ZJ(-n) (Z(-n) = f(j, Xj(n))) the associated payoff for j = 0,..., L, and

J
[m]

n=1,...,N. For the path numbered n, the times T, can be approached by:

Tz’m’]]:[[ = L N
n,m . n,m
7—4 ’ ’ = 1 n m, n + 7- : ’ 1 n m n
j J {Zg< >ZO¢§ N)Aem(XJ(- ))} j+1 {Z]( )<a§_ ’N)~€m(X](~ >)}’
(1<j<L-1)
(m,N) . .
where o; is the least squares estimator:

N 2
a}m,N) = arg a%lé&lrln 2 <Z’E;+)TN —a- em(XJ(n))> :

We then have the following approximation for Uy":

N
mN _ 1 (n)
Uy = max (Zo, N nzl Zrl"’m*N .

Under some moment and regularity hypotheses it can be proved that the vector

N
1 (n) (m,N)
—= D (2 —BZ jm), VN (0™ = aff)
( NI= T ! j=1,....[—1

J

converges in distribution towards a Gaussian vector as N goes to infinity. For the proofs of the
convergence results, we refer to [49] (see also [58]).
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Remark 4.4.1 In fact, the real Longstaff-Schwartz algorithm involves only at the money samples,
namely those for which Z ](-n) > 0, which improves the efficiency of the algorithm (cf. [103]), but does
not alter the analysis of convergence (see [49], Remark 2.1). The practical implementation of the
method requires a good choice of the basis functions, of the truncation number m, and of the number

of trials (see [71] for more comments).
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