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1 Abstract

This master’s thesis focuses on the embedding of the leverage exchange-traded
fund in the time-continuous Black-Scholes option pricing model. The interest
rate, expense fee, drift, and volatility are all assumed to be constant.

Leverage exchange-traded funds are liquidly traded financial products that pro-
vide (positive and negative) multiples of daily returns on some underlying index
or benchmark. The leverage mechanism stems from derivatives used in the fund.
The risky asset in the model, an It6 process, represents the underlying of the
leveraged fund. The study of random dynamics of the risky asset requires the
Wiener process, the stochastic (Ito) integral, and the Ité formula. This back-
ground allows the construction of the Black-Scholes model. The Black-Scholes
formula enables the pricing of the European put and call option on the leveraged
fund.

The main object of interest is the analytical search for ranges of admissible
leverage ratios. The first admissible range contains all leverage ratios with non-
negative median returns and non-negative expected growth rates. Simple exam-
ples of daily returns demonstrate the probability of negative leveraged returns
while recording positive returns of the underlying. This probability provides an
admissible range of positive leverage ratios. The probability of leveraged return
losses exceeding a specified level gives an admissible range for negative leverage
ratios.
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3 Introduction

A comparatively new financial product liquidly traded in major exchanges is the
leveraged exchange-traded fund (abbr. LETF). In recent years, they recorded
rapid growth in the volume of assets under management (abbr. AUM). Numer-
ous investors regard LETFs as highly accessible and liquid instruments. LETFs
tend to show strong performance in periods of high momentum accompanied by
low volatility. Despite its potential to create significant large returns, it drew
much criticism. Even over manageable investment horizons, say quarterly or
annual, LETF returns are likely to underperform in contrast to the multiple
returns of the underlying. One of the factors causing such issues has been as-
signed to the compounding of returns for instance [1].

Cheng and Madhavan show in [2] that as a consequence of the realized variance
of the underlying, the value of the LETF may suffer from decay in value. Short
and long LETFs are only intended for experienced investors who are aware of
the risk of investments in products with leveraged exposures. In contrast to
investments that do not consider such strategies, the leverage ratio can en-
hance potential negative LETF returns [3]. Guido Giese highlights in [4] the
beneficial properties of the leverage ratio with optimal expected growth rate.
In [1], Tim Leung and Marco Santoli discuss the range of admissible leverage
ratios by analytical computation of the value-at-risk in the Black-Scholes model.

In fixed management periods, different leverage ratios are accompanied by differ-
ent levels of risk. For that purpose, we implement the notion of an admissible
range of leverage ratios. The corresponding LETFs satisfy given risk constraints,
for instance, attaining a low probability of recording negative returns. This no-
tion can help investors to classify certain LETFs as too risky [1].

The main focus of this thesis lies in the following: The analytical search for
admissible leverage ratios provided by the distribution of LETF returns in the
time-continuous Black-Scholes option pricing model. We assume constant drift,
volatility, risk-free interest rate, expense fee, and (mostly) finite management
periods. We obtain an admissible range for both negative and positive leverage
ratios attaining non-negative median returns and non-negative expected growth
rates. To receive an admissible range for positive leverage ratios, we derive the
probability of the event of negative LETF returns when the underlying records
positive returns. The probability of LETF losses surpassing a level z € [0,1]
delivers the admissible range for negative leverage ratios. As a byproduct, we
state the no-arbitrage price of the European put and call option on the lever-
aged fund, where we utilize the derivation of the Black-Scholes formula.

The Black-Scholes model provides a useful ground to understand random as-
set dynamics in continuous time. In financial mathematics, asset dynamics are
often embodied by stochastic differential equations (abbr. SDE). The main SDE
in target is that of the dynamics of LETF value:

—= =0— —((B—1)r+c)dt. (1)

ds(t)
S(t)

We are eager to solve the above equation. This allows us to define the process
following leveraged dynamics. For that purpose, we need to gain various back-



ground knowledge about the Wiener process, stochastic calculus, Itd processes,
and the Itd formula. An It0 process of high interest is that of the risky asset in
the Black-Scholes model. It meets the SDE of the form:

el OR— 2)

The appearance of this equation may look simple at first glance. The above no-
tation is more informal in its nature and associated with the stochastic equation

S(t):S(O)—i-,u/O S(u) du—l—o/o S(u) dW (u),

which is not a usual Riemann- or Lebesgue-type integral. The integrand S(u)
and the integrator dW (u) both depend on the stochastic Wiener process. The
Wiener process does not share any differentiability conditions. While approach-
ing equation (2), also an informal notation of a stochastic integral, we find
reasonable evidence in starting with simple processes. With equation (2) in the
collection, we construct the Black-Scholes model and derive the formula of the
arbitrage-free price of the two vanilla European derivative securities. This mo-
tivates the formula of the European put and call option on the leveraged fund.
The embedding of the LETF into the Black-Scholes model takes place by solving
the SDE (1) with help of (2), which launches the discussion of admissible ratios.

The remainder of this thesis aims to deliver a solid background to attack the
subject of admissible leverage ratios. We do so in a step-by-step manner and
gather a lot of theory in analysis and probability theory:

We start with chapter 4, where we summarize the fundamental theory about
the Wiener process. First, we define the Wiener process and verify its exis-
tence followed by section 4.1, where we gather elementary properties. In 4.2, we
deal with the path properties such as differentiability and quadratic variation
of Wiener processes. Section 4.3 focuses on the Wiener process as a martingale
and we further discuss stopped processes in section 4.4. The chapter closes with
section 4.5, where we link Wiener processes to Markov processes.

The purpose of chapter 5 lies in the discussion about the stochastic (It6) inte-
gral. In section 5.1, we begin with the definition of the stochastic integral for
simple integrands and expand it in 5.2 to general integrands. In both sections,
we also explore various properties such as the quadratic variation of the stochas-
tic integral. The main goal of the chapter takes place in section 5.3 where we
use the gathered theory to define the stochastic It6 process.

Chapter 6 is devoted to the derivation of the It6 formula which solves equation
(1). The chapter starts with an intuitive attempt in 6.1, where the formula
becomes motivated. The chapter states the It6 formula in several forms where
we consider fewer restrictions on the functions in use. Hence section 6.2 brings
the formula for functions of Wiener processes with compact support for one and
two variables. In section 6.3, we have a brief look at localising sequences which
opens the discussion of extending the Ité formula to general C12([0,7] x R)
functions in 6.4 and the definition of local martingales in 6.5.

Chapter 7 is dedicated to the development of the single-stock Black-Scholes



model, where all the theory of the previous chapter is combined. It begins with
section 7.1 introducing a description of the financial model in continuous time.
The main result of section 7.2 is the derivation of the equivalent martingale
measure (abbr. EMM). The EMM is applied when negating the opportunities
to gain risk-free profit in section 7.3 and the completeness of the Black-Scholes
model in 7.4. The chapter ends with section 7.5, where we state the famous
Black-Scholes option pricing formula for the two vanilla European derivative
securities.

The last remaining part is chapter 8, where we use the gathered knowledge to
embed the LETF into the Black-Scholes model. In 8.1, we clarify the subject
of ETF and LETF and discuss the market mechanics. We collect return prop-
erties of LETF in countable examples in section 8.2. The focus of section 8.3
lies in the manifestation of the conditions of LETF in the Black-Scholes model.
Section 8.4 is shown as a consequence of the Black-Scholes formula, where we
state the fair price of the Furopean put and call option on leveraged funds. The
last section 8.5 delivers the main product of the whole thesis. Here, we hunt for
admissible leverage ratios. We define admissible leverage ratios via the median
return. In subsection 8.5.1, we construct a range of admissible leverage ratios
via the probability that considers the event of attaining negative LETF returns
for positive leverage ratios while the underlying records a positive return. In
8.5.2, we acquire the probability of the event, where the return loss is greater
than a chosen level z € [0,1]. This gives the admissible range for § < —1.



4 Wiener process

The following focuses on the study of stochastic processes in continuous time.
One considers an interval of the form [0,7] C R as the time-space and studies
the behavior of a family of random variables X (t), ¢t € [0, T]. For financial pur-
poses, the considered time interval is usually supposed to be bounded. However,
for the deviation of the basic definitions and the development of the first results,
we also work with unbounded intervals. This chapter’s main object of interest
is the time-continuous stochastic process called the Wiener process, which is
also often referred to as Brownian motion.

In 1827, the latter was motivated by Robert Brown who indicated the irreg-
ular movement of particles in a liquid. It took roughly 100 years before Norbert
Wiener successfully presented an accurate mathematical model describing this
very phenomenon. Hence we prefer the term Wiener process. In 1900, Louis
Bachelier used the Brownian motion in his Ph.D. thesis "Theorié de la Specu-
lation" to model the probabilistic dynamics of stock prices. This work became
again very important in context with the Black-Scholes option pricing model
published in 1973 [5]. Here, the Wiener process models the irregular behavior
of the stock price dynamics that we capture in Chapter 7 in more detail.

To state the very definition of a Wiener process, we need to formalize some
terminology beforehand. The Wiener process is a stochastic process that is com-
monly regarded as a family of random variables of the form X = {X(¢) : t € T},
where T = [0,7T], for 0 < T < o0, or even T = [0,00). In general, X is
viewed as a function on T x €2, which is endowed with the product o-algebra
B(T)® F =0{BxA:BecB,A¢c F} to ensure measurability. We capture the
above in the following definition.

Definition 4.0.1 (Stochastic process, [5]). A mapping X : T x Q — R is called
a stochastic process if X is measurable w.r.t. the product o-algebra B(T)® F.

The product o-algebra is the smallest o-algebra, where projections onto com-
ponents of the space are measurable. Hence for a stochastic process X, the
mapping X(¢,-) : @ — R is a random variable.

Definition 4.0.2 (Path, [5]). The maps X(,w) : T — R with t — X(t,w)
for each fized w € Q, are called (sample) paths of the stochastic process X.
The finite-dimensional distributions of a stochastic process is the family of
probabilities

Ptl,...,tn(Al X - X An) = P(X(tl) c Al, .. ,X(tn) (S An);
for every choice of t1,...,t, €T, Ay,..., A, € B(R).

If two random variables agree on a set of full probability, then they are consid-
ered identical. Speaking of stochastic processes, there is a natural extension in
this sense.

Definition 4.0.3 (Modifications and indistinguishable Processes, [6]). Let X =
{X(t):teT} and Y ={Y(t) : t € T} both be stochastic processes on the same
probability space (, F,P) with time set T. Then X and Y are called



(i) modifications or versions of each other if for any t € T, we have
Pw: X(t,w) =Y (t,w)}] =1.
(ii) indistinguishable if
P{w: X(t,w) =Y (t,w) for eacht € T}] = 1.

Remark. From (i) of the above definition 4.0.3, we conclude that the modifica-
tions X and Y must have equal finite-dimensional distributions, meaning

]P)[X(tl) € Elv cee 7X(tn) € En] = ]P)[Y(tl) € Elv c 7Y(tn) € En]v

for all measurable Ey, ..., E, and ti,...,t, € T. In particular, (i) implies (7).
If X and Y are indistinguishable processes, then X is a modification of Y. The
converse is wrong in general but remains true if the paths of both processes are
continuous [6].

One may consider the Wiener process as a limit of a scaled random walk. How-
ever, it is not shown in this thesis. The Wiener process is rather used as a
tool to deal with random dynamics of stock price processes in the Black-Scholes
model, which is emphasized in chapter 7. For interested readers, we refer to [7]
chapter 3.2 delivering a strong idea.

Definition 4.0.4 (Wiener process, [5]). A Wiener process (resp. Brown-
ian motion) is a mapping W : [0,00) x Q@ — R for some probability space
(Q, F,P) measurable w.r.t. the product o-algebra B([0,00)) @ F = o{B x A :
B € B([0,)), A € F} and such that:

(1) W(0) = 0, P-almost surely.

(2) For0 < s <t <oo, W(t)—W(s) ~N(0,¢—s).

(3) For eachn and each 0 < t; <to < ... <t,, the increments W (tx+1)—W (tx)
are independent for each k =0,...,n— 1.

(4) For almost all w € Q, the paths are continuous.

Theorem 4.0.5 (Wiener, [8]). There exist probability spaces of the form (2, F, P),
such that the Wiener process exists on (2, F,P).

This fact is stated for completeness purposes. For an idea of the proof, we re-
fer to [8] theorem 1.3, where with the use of the Gaussian random vectors the
Wiener process is constructed as a uniform limit of continuous functions.
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Figure 1: Wiener process on a fixed path

Source: [6], Fig. 21.1 page 464.

Notice that the above graph is an approximation of the Wiener process W (t, w)
for a certain path w € Q over the period [0,2]. An exact approximation of the
path of the Wiener process is not possible [5]. One may relate this computer
simulation to charts of stocks for example. If this process satisfies any mono-
tonicity or differentiability conditions is nontrivial. The Wiener process heavily
fluctuates even in short periods and exhibits numerous spiky structures.

4.1 Elementary properties

We launch a discussion about some properties of the Wiener process W =
{W(t) : t € T} that are just consequences of definition 4.0.4. Luckily, we do
not require any specific groundwork. The key takeaways of this section are the
Markov property, theorem 4.1.2, the no differentiability condition w.r.t. time
t stated in proposition 4.1.3, and the identification with a centered Gaussian
process as in theorem 4.1.7.

Definition 4.1.1 (independent stochastic processes, [9]). Two stochastic pro-
cesses X and Y are said to be independent if for any times t1,...,t, > 0 and
S1y.-+ySm > 0, the vectors (X (t1),...,X(tn)) and (Y (s1),...,Y (sm)) are in-
dependent.

Theorem 4.1.2 (Markov property, [9]). Assume W is a Wiener process and let
5>0. Then W) = {W(t+s)—W(s):t >0} is a Wiener process independent
of the process {W(u) : u € [0, s]}.

Proof. Since W is a Wiener process, we get W) (0) = 0. Due to the cancellation
of the W (s) terms, property (2) and (3) are satisfied in definition 4.0.4. Also
t +— W) (t,w) is continuous as the sum of the continuous ¢ +— W (t,w) and a
constant W (s), for each w € Q. Hence W(*) is a Wiener process for each s > 0.



By independence of Wiener increments, we directly conclude the independence
of the random vectors (W (t1 +8) —W(s),...,W(t,+s)—W(s)) and (W(s1) —
W(0),...,W(sm)— W(0)). O

In the following, we discuss some basic mean-square properties. The function
t — W(t) is a mapping [0,00) — L£2(Q), where £%(Q) denotes the space of
square-integrable random variables on (2.

Theorem 4.1.3 ([5]). As a function, W : [0,00) — L2(), the Wiener process
is continuous and nowhere differentiable.

Proof. Let t > 0 and observe
|W(t+s)— W(t)||2ﬁ2(9) =E [(W(t + ) — W(t))Q] =Var[W(t+s)—-W(t)] =s,

which becomes zero as s — 0. At ¢t = 0, we only have right continuity. To show
the non-differentiability of the Wiener process, we consider

. [(W(t-ﬁ- s) — W@))j _ S%Var[W(t-‘r 5) = W(t)] = 1»

S S

which has no defined limit for s — 0. Hence we cannot differentiate at any point
since t > 0 was arbitrarily chosen. O

Continuing the discussion in the £2({2)-sense, we examine the covariance of
Wiener processes.

Lemma 4.1.4 ([5]). Let W be a Wiener process, then Cov[W(s), W(t)] =
min(s,t).

Proof. Suppose 0 < s < t < 00, then
Cov[W(s), W(t)] = E[W (s)W (t)] — E[W (s)|E[W (t)]

2] +E[W (s) (W (t) = W(s))
()] = s. =

E
Var[W(s
We aim to show an alternative characterization of the Wiener process which
leads us to Gaussian processes.

Definition 4.1.5 (Gaussian vector, [5]). The n-dimensional random vector Y =
(X1, Xo,...,X,) is Gaussian with mean p = (1, ..., in) and covariance 3 =
(0ij)1<ij<n with o = BE[(X; — ;) (X; — py)] if its density w.r.t. the Lebesgue
measure v is given by

()% (@et(2) " exp (o~ ) TS o)) for alla € B,

Here, T denotes the transpose of the vector and det is the determinant of a
matriz.



Remark. If ¥ is a diagonal matrix, then the random variables (X%)o<k<n are
uncorrelated since X;; = 0,; = Cov[X;, X;] = 0, for all i # j. Moreover, the
random vector Y = (Xy,...,X,,) with X = W (tx41) — W(tg) is centered and
the covariance matrix ¥ = (04;)o<i,j<n must be diagonal where oyt = tg11 —tg,
for each 0 < k < m — 1. Therefore det(X) = Hz;ll okk, and the density of
Y becomes the product of the densities of X;. In particular, this property
shows that the random variables (X} )o<k<n are independent, which makes Y a
Gaussian vector.

Definition 4.1.6 (Gaussian process, [5]). A stochastic process X = {X(t) :
t > 0} is a Gaussian process if for every choice of 0 <t <ty < ... < tp,
the vector of increments (X (t2) — X(t1),..., X(tn) — X(tn-1)) is a Gaussian
random vector.

The covariance function uniquely specifies the finite-dimensional distributions
of a centered Gaussian process, since a multivariate normal distribution is com-
pletely specified by its expectation vector and its covariance matrix. We have
all ingredients to state the relation between the Wiener process and Gaussian
processes.

Theorem 4.1.7 ([6]). Let X = {X(¢) : t > 0} be a stochastic process. Then
the following statements are equivalent:
(i) X is a Wiener process.

(i1) X has almost surely continuous paths and is a centered Gaussian process
with Cov[X (s), X (t)] = min(s,t), for each s,t > 0.

Proof. e First, we check () implies (i7):

X is centered since E[X (t)] = 0, for each ¢t. X is also continuous in ¢ due to
property (4) in definition 4.0.4. Lemma 4.1.4 delivers the covariance property.
Since X has independent, normally distributed increments, it is a Gaussian
process.

e Now, we check (i7) implies (4):

We only need to show that the off-diagonal entries of the covariance matrix of
the vector (X (tx))1<k<n are all equal to zero. Let k < ! and observe

Cov[X (tpr1) — X(tr), X (1) — X ()]

= E[(X (tk+1) — X (t0)) (X (tig1) — X (11))]

= E[X (te+1) X (tig1) = X(trr1) X (0) — X (80) X (tr41) — X (te) X (81)]

= Cov[X (trr1), X (tr1)] — Cov[X (s, X (81)] — Cov[X (tx), X (t141)] + Cov[X (t4), X (11)]
=tpt1 — tgt1 — tp + = 0.

For s < t, we get

Var[X (1) — X(s)] = E [(X(t) - X(5))*] -~ E[X(t) - X(s)]?
= Var[X (¢)] — 2Cov[X (s), X (t)] + Var[X (s)]
=t —2min(s,t) + s
=t—s. O



4.2 Path properties

The function ¢ — W (t,w), w € Q, is now under the scope. The continuity of
the path of Wiener processes is provided by definition. The main focus of this
section is devoted to the no differentiability property of Wiener paths 4.2.2 and
the quadratic variation of the Wiener process 4.2.4. One first result is that they
have no interval of monotonicity.

Proposition 4.2.1 ([10]). For all0 < a < b < 0o, the Wiener process is almost
surely not monotone on [a,b].

Proof. Let 0 < a < b < oo and assume that W is monotone in [a,b]. We slice
[a,b] into n sub-intervals of the form [ak, ag41], for & = 0,1,...,n — 1, where
a=ag<a <...<a,=>0. Each increment satisfies the following;:

W(ak) — W(ak_H) >0 or W(ak) - W(ak+1) <0,

for each £ =0,1,...,n — 1, with probability of at most

1 n
2(2> —0asn — oo,

due to the symmetry of normal variables around their mean. Under considera-
tion of a countable union of intervals, almost surely, there exists no interval with
rational endpoints where W is monotone (Q is dense in R). For each interval
[a,b] C R, there exist a’,b’ € Q, such that [a’,b'] C [a,b] and W is not monotone
in [a’,b']. Thus W is also not monotone in [a, b]. O

When modeling financial markets, one may be interested in the change of stocks
over time where differentiability becomes useful. Economic quantities are prod-
ucts created by human minds. Similarly to figure 1, stock prices happen to
heavily fluctuate suddenly without an evident pattern [5]. To make the Wiener
process suitable for modeling financial markets such as the Black-Scholes model,
we have to deal with its path differentiability.

Theorem 4.2.2 ([5]). For each t, almost all paths of the Wiener process W
are not differentiable at t.

Proof. We fix some ¢t > 0. The goal is to prove that

D = {w:t— W(t,w) has no derivative at ¢}

is a subset of a set with zero probability. By definition, if the derivative of a
function at ¢ exists, then the ratio (W (t + h) — W (¢))/h has a limit as h — 0.
Define

W(t+h) — W(t)

gz,o<h<1}
n

_J.. W(t+h)—W() 1
—{w. IWh < N glx/ﬁ,0<h<n}.



This ratio as a function of A must be bounded for small h, implying

D C

(@

G D!,
n=1

We seek an upper bound of the probability of D!, for some fixed I. Since
(W(t+h)—=W(t)/Vh ~N(0,1), we get by independence of increments that

l

1

P[DL] = P {W(t + ’\I/)E_ WO ¢ iva, z\/ﬁ}]

o {W(t+f\z/)EW(t) glx/ﬁ] _P[W(t+l\1/)EW(t) < h
< ®(lvn) — 2(—1v/n),

where ®(z) = 1/v2r [*_ e"*/2dy is the cumulative distribution function
(abbr. cdf) of the standard normal distribution. The above must converge
to zero since

tim o (77) = m e (~75) =00 =,

for each [. It holds that D!, C D! . If w € D!, then there is some h > 0, such
that

W(t+h) — W(t)
Vh

implying w € D!,. We have Q\ D!, C @\ D. Since D!, = Q\ (Q\ D}), we
conclude

€ [-lv/n,lvn] C [-IVn+1,1vn+ 1],

P LQD;} =P

=1- lim P[Q\ D] =0.

n—oo

mﬂmwﬁ»]

n=1

The above is true for each [ > 1. We obtain

(oo} oo [ee] oo
P(D)SP[UUDQ]g P[UDL]:O. O
I=1n=1 1=1 =1
Remark. At first glance, the Wiener process W is not endowed with favorable
properties for integral calculus. From a financial modeling perspective, one
may claim that continuity is an undesired property because prices jump. In
particular, we are only able to track the position of a path in discrete-time
instants. A jump may be interpreted as large continuous changes over tiny

intervals [5].

10



We want to strengthen the idea of the Wiener process as an integrator. For that
purpose, take their variation into account. Consider a partition

I1,(0,T) = {to, t1,-- -, tnt, (3)
where 0 = t) < t; < ... <t, =T. Let the length of the largest subinterval be
defined by ||11,,(0,T)|| = o nax 1(tk+1 —tr).

Definition 4.2.3 (Quadratic variation process, [5]). For any process X and
t € 10,7, we write

n—1

Qb (n) = Qo (X (t))o<k<n) = (X (thy1) — X ().

k=0

If there exists a process [ X, X] = {[X, X](t) : t € [0,T]} such that for each t €
[0,T] and any sequence of partitions of [0, t], f&H (n) = [X, X](t) in probability
as n — oo, then [X, X]| is the quadratic variation process of X over the

interval [0,T).

Remark. If there exists another quadratic variation process Y = {Y(¢) : t €
[0,T]}, such that Qfg’t] (n) — Y (t) in probability as n — oo, then Y = [X, X]
almost surely.

Theorem 4.2.4 (Quadratic variation of Wiener process, [5]). Let W be a
Wiener process, then [W,W](t) =t for all t > 0, almost surely.

Proof. As convergence in £2(2) implies convergence in probability, we show the
result by proving lim Qrgt] (n) =t in £2(2). For a given partition IT,,(0,t) of
n—o0 ’

[0,t] as in equation (3), observe

n—1

K [Qrgyt] (n) — t} =E lZ(W(tkH) = W(t1))? = (trer — 1)
k=0

n—1

=3 Var[(W(txs1) = W(te)] = (trsr — tx) = 0.

In other words, the expectation of the square is equal to the variance. Since the
increments are independent, we obtain

1
Var [QK.V,t] (n) — t} = Var[(W (tgs1) — W(tk))Q — (trrr — )]

3
|

1T
= O

(4)
Var[(W (tke1) — W (t))?).

>
Il
=)

For N ~ N(0, 02), we have E[N] = 304, implying Var[N?] = E[N]— (E[N2])* =
204, Recall that W (tg1) — W (tg) ~ N(0,tr41 — tx). We continue the calcula-
tion in equation (4) as follows:
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n—1

S Varl(W(tes) — Wt = 3 2001 — 10)?
k=0

k=0
n—1

< 2|[IL,(0, )] Z(tkﬂ —tr)
k=0

= 2||IL,(0,t)||t — O,
as n — 0o, which derives us the convergence in £2(). O

Definition 4.2.5 (Variation, [5]). For any process X and t € [0,T], we write
n—1
Vi) = Vie (X (tk)osken) = Y X (k1) — X ().
k=0

If there exists a process VX = {VX(t):t € [0,T]} such that for each t € [0,T)]
and any sequence of partitions of [0,t], V[é{t] (n) — VX(t) in probability as n —
oo, then VX is the variation process of X over the interval [0,T).

Remark. In some literature, the variation and the quadratic variation are often
referred to as first- and second-order variation. In general, one can define the
variation process of any order k > 1. If for a fixed k > 1 the kth-order variation
of a square-integrable continuous martingale is finite, then all its variations of

lower order are infinite and all its variations of higher order are zero with positive
probability [11].

Theorem 4.2.6 ([5]). The variation of a Wiener process is infinite.

Proof. Recall the partition II,, (0, t) of [0, t], analog to equation (3), and observe

n—1

QU y(m) < s (W(txn) = W(t)) 3 [W(tan) = W(ts).
- k=1

Due to the continuity of Wiener paths, hence uniform continuity on bounded in-
tervals, we further note that max (W (tg4+1)—W(tx)) — Oas lim ||I1,(0,T)|| =
0<k<n-—1 n—o0

0. By contradiction, suppose that the variation of a Wiener process is finite,
meaning

n—1

sup > |W (trg1) — W(ts)| < oo.
k=0

Above supremum is considered among all possible partitions II,,(0,¢) and thus

n—1
Qi) <, Jmmx OV (ta) = Wtk)) sup 3 [W (i) = Wt

almost surely. But this contradicts the fact that [W, W](t) = t, for each t > 0,
which is a limit in probability. Hence there is a subsequence of each partition
converging to t as n — oo almost surely. We conclude the claimed result. O
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4.3 Martingale properties

We are eager to explore further properties of the Wiener process. The most
important results of this section are theorem 4.3.6, where we show the indepen-
dence of Wiener increments W (t) — W (s), for s < t, on the o-algebra FYV. We
further wish to identify certain functions of the Wiener process with martin-
gales as in theorem 4.3.7. Beforehand, we need to gather some definitions to
ensure measurability. Consider a stochastic process X = {X(t) : t € T} on the
probability space (2, F,P).

Definition 4.3.1 (Filtration, [5]). A family F = {F; : t € T} of sub-o-algebras
of F is called a filtration, if Fs C F; whenever s < t. The filtration F;X =
o{X(s) : s < t}, fort € T, is called the natural filtration for the stochastic
process X or the filtration generated by X. If an arbitrary filtration F =
{Fi}ter is specified, then (2, F,F,P) is called a filtered probability space.

Definition 4.3.2 (Adapted, [5]). A stochastic process X is adapted to the
filtration F = {F, : t € T} if for each t € T, X(t) is Fy-measurable.

The natural filtration X is the smallest filtration that X is adapted to. By
definition, stochastic processes demand measurability as a function of the pair
(t,w). Thus the inverse images of Borel sets in R must be in the o-algebra
B(T) ® F. For any ¢t € T, the inverse image of Borel sets in R is in J; if the
stochastic process X is in F;.

Definition 4.3.3 (Progressive measurability, [5]). Given a filtration F;, a stochas-
tic process X : T x  — R is progressively measurable (or short progres-
sive) w.r.t. Fy if for any t € T, the map (s,w) — X(s,w) is B([0,T]) @ F; -
measurable.

The following links adapted processes to progressive measurability.

Proposition 4.3.4 ([5]). Let X : T x  — R be a path-continuous process that
is adapted to a filtration Fy. Then X is progressively measurable.

Proof. For some fixed ¢ € T, we define the piecewise constant map X, : [0, ] x
Q — R, where

on on on

X(t,w), if s=t.

X (5:) = {X ((k+1)t) ifse |:kt (k+1)t] fork—0.1...27—1

By definition, X, is B([0,t]) ® F;-measurable. For almost all w € 2, we have

nh_}ngo Xy (s,w) = X(s,w),
due to path-continuity. Thus the limit is B([0, ¢]) ® F;-measurable which makes
X progressively measurable. O

Definition 4.3.5 (Martingale, [6]). Let (Q, F,P) be a probability space, T C R
the time-space, and F = {F; : t € T} the filtration. Let M be a real-valued,
adapted stochastic process such that E[|M(t)|] < oo, for each t € T. Such M is
called
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a martingale w.r.t. F, if E[M (t)|F,] = M(s),
a submartingale w.r.t. F, if E[M(t)|F,s] > M(s),
a supermartingale w.r.t. F, if E[M(t)|F,] < M(s),

for each s,t € T with s <t.

We turn our attention to the behavior of the Wiener process w.r.t. its natural
filtration FV.

Theorem 4.3.6 ([8]). For every s > 0, the process W) = {W(t +s) — W (s) :
t > 0} is independent of FYV = o{W(u) : u € [0, s]}.

Proof. FIV is generated by {W(u) : u € [0,s]}. Due to the Markov property
4.1.2, W(t) — W(s) and W(u) — W(0) are independent processes, whenever

u < s < t. Hence W) must be independent of F, for each s < t. O
Theorem 4.3.7 ([5]). Each of the following processes is a martingale w.r.t.
]:tW:

(1) Wt

Proof. (i) Clearly, W(s) is FV-measurable and by the recent theorem 4.3.6,
W (t) — W (s) is independent of FV, for s < t. Therefore we are left with

E[W (1) 7] = E[W (1) — W(s) + W(s)| 7]
=E[W(t) — W(s)] + E[W (s)| F] = W(s),
because W (s) is FV-measurable.

(#i) For s < t, one notes

E[(W(t) — W(s))2|F] = EIW>(O)|FY] — 20 (s)E[W (1) F] + W2(s)
[ 2(0)|FW] - W2(s) = E[W2(t) - W2(s)| FLV]
Var W (£)] — Var[ W (s)] = ¢ — s.

We conclude the claim since

E[W2(t) — t|F] = E[W?(t) = W2(s)] — t + W3(s) = W3(s) —

(iii) Recall for N ~ N(0,0?), that Efexp(N)] = exp (3 Var[N]) = exp (%2)
Thus we have
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E {exp (aW(t) — Cit) |]-"SW] = exp <—022t> Elexp(a(W(t) — W(s) + W (s)))|FV]
= exp (GW(S) - ";t) Elexp(a(W(t) — W(s)))].

Since (W (t) — W(s)) ~ N(0,0%(t — s)), we obtain

o2
Blexp(o (W (1)~ W(s))] = exp (G (0 =) .
Conclude the desired result as

E [exp (UW(t) - 022t> | FWV ] = exp (JW(S) - 0225> . O

In the following, we explore a useful property for any martingale M (t), which is
now defined on the filtered probability space (Q, F,F,P), where again F = {F; :
t e T}

Proposition 4.3.8 ([5]). If M(t) is a martingale w.r.t. F;, then for s <t,

E[M?(t) — M?(s)|Fs] = E[(M(t) = M(s))*| F].

In particular,

Proof. We have

E[M?(t) — M?(s)| Fo] = E[M?(t)| F] — 2M (s)E[M>(£)|Fs] + M?(s)
= E[(M(t) — M(s))*|F].

By the tower property of conditional expectation, we get

4.4 Stopping times

This section concentrates on the concept of stopping times in interaction with
martingales. We aim for the optional stopping theorem 4.4.12 as well as the
optional sampling theorem 4.4.15. The first part is devoted to the preparation
for stopped processes.
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Definition 4.4.1 (Stopping time, [11]). Let a filtration F = {F; : t € T} be
given. A random variable T : Q — [0,00] is a stopping time w.r.t. F, if

{w:T(w) <t} ={r <t} eF, foralteT.

Furthermore, we call 7 bounded if there exists T > 0, such that 7(w) € [0,T]
for all w € Q.

Lemma 4.4.2 ([5]). If 7 and ¥ are F-stopping times. Then 7V ¥ = max(7,9)
and 7 A9 = min(7,9) are also F-stopping times.

Proof. Since T and o are stopping times, we have {r < t}, {0 < ¢} € F. In
conclusion, we obtain

{rvi<tp={r<tin{v <t} e,
{rAn9<tl={r<t}u{v<t}eF,

because the countable intersection/union of measurable events remains measur-
able in a g-algebra. O

Definition 4.4.3 ([5]). Let T be a stopping time. The o-algebra of events
known by time 7 is defined as

Fr={AeF: An{r <t} e F, forallt > 0}.
Proposition 4.4.4 ([5]). F, is a o-algebra when T is a stopping time.

Proof. We check the three properties of the definition of a o-algebra. Recall
that F respectively F; are o-algebras by definition.

(i) Clearly, both © and @ are in F, since QN {r < ¢} = {7 <t} € F; and
Dn{r<tl=0€eF.

(i4) Let {Agtren C Fr. Then Ay N {r < t} € F for each k, which means
that

Un{r<t}) = (U Ak> N{r <t}) € .
keN keN

Hence we have |, Ar € Fr.

(791) Let A € F;. Then AN {r <t} € F; and we get
An{r<tl={r <t} \(An{r <t}) e F,

implying that A¢ € F,. O

We are ready to consider a new type of process X : [0,00) x © — R given by
(t,w) — X (t A 7(w)), which shall be adapted to the filtered space (92, F,F,P).
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Definition 4.4.5 (Stopped process, [5]). If X is an adapted process and T :  —
[0,00] a stopping time, then the stopped process X, is defined on [0,00) X
by

X (t,w)=X[{tAT(w),w).

On a given path, X, is constant when ¢t = 7(w) is reached, meaning X (¢ A
T(w),w) = X(7(w),w), for each t > 7(w).

Proposition 4.4.6 ([5]). If X is a continuous, adapted process, then so is the
stopped process X .

Proof. The goal is to show that for any Borel set B containing real numbers
and for each t > 0, {X; € B} n{r <t} € F. For fixed ¢, the mapping
X; 0 [0,t] x Q@ — R with (s,w) — X(s A 7(w),w) is a composition of two
maps. Consider a map ¢ : [0,¢] x Q — [0,¢] x Q with (s,w) — (s A 7(w),w).
The stopping time t A 7 is Fya--measurable and because of Finr = F; N Fr
also Fi-measurable. As a consequence, g is B([0,t]) ® F;-measurable. We can
compose g with X as X(s A 7(w),w) = X o g(s,w). By proposition 4.3.4, X is
progressively measurable. Thus for each ¢ > 0, X restricted on [0,t] x € must
be B(]0,t]) ® Fi-measurable. O

Corollary 4.4.7 ([5]). If X is continuous and T is a stopping time, then the
random variable X (1) = X (1(w),w) is Fr-measurable.

Proof. Since X, is adapted to F and 7 is a stopping time, we directly conclude
the result. For any Borel subset B and each ¢ > 0, we have

{X(r)eB}n{r<t}={X({tA71)eB}n{r <t} eF,
because both sets of the intersection are F,.-measurable. O]

Proposition 4.4.8 ([12]). Let X be a path-continuous process adapted to a
filtration {Fi}icjo,r)- Then the first hitting time of a real closed set is a JF;-
stopping time.

Proof. Suppose C C R is closed. Define the first hitting time as ¥(w) = inf{t €
[0,T]: X(t,w) € C}. Counsider a sequence of open neighbourhoods of C' written
as A, = {x e R: inf

yel
A, by C. The goal is to show that for any ¢ € [0, T}, it holds

1
(lz —y|) < —}. Let 7, be the associated hitting time of
n

{m<ty= |J {X(q) €A}

a€[0,t)NQ
If some g € [0,¢)NQ satisfies X (q) € A,, for some n, then i[I(l)fT]{X(S) €A} <t
sg|0,

On the other hand, if this infimum is smaller than ¢, then X (q) € A, for some

q € [0,t) N Q by path-continuity of X. This implies {7, < t} € Fy. {7n}n>1 is

increasing and satisfies 7,, < 9, for each n. Thus 7 = lim 7, < ¢. We aim to
n—oo

show that 7 = 9. If 7 = 0, we are done. However on {7 > 0}, there exists some
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m(w) > 1, such that 7, = 0 for all £ < m(w). Hence if 7 (w) > 0 for k > m(w),
the hitting times are strictly increasing and bounded by ¥, because A,, are open
and A,y1 C Ay, for all n. Since C = ﬂnzl Ay, we get X(¥) = nh_}rgo X (1)
by path-continuity. X(7x) is in the closure of Ay and thus also in A;, for
Il < k. Welet k — oo and obtain X(¥) € A;, giving ¥ < 7. We conclude
{0 <t} =N,,>1{m <t} € F;. In other words, ¥ is a stopping time. O

Now, we extend the above theory to continuous £2-bounded martingales. If the
considered time set is of the form [0, 7], the Wiener process W is included as
Var[W(s)] = E[W?(s)] = s, for each s € [0, T]. For the remainder of this section,
the supposed filtered probability space is given by (2, F,F,P). We consolidate
some facts from the discrete-time setting. The respective proofs are left out
because we are only interested in results from continuous time.

Theorem 4.4.9 (Discrete optional stopping, [6]). A stopped process M, =
{M(tAT(w)):t >0} is a martingale for each martingale M and stopping time
T

Proof. For this result, we refer to [6] theorem 10.15. O

Lemma 4.4.10 ([5]). For every L£L2-bounded martingale M, say E[M?(n)] < c
for c € R and n € N, there exists a L2-bounded random variable X such that:

()P LILH;OM(n) = X} =1.

(i) lim E [(M(n) — X)*] =0.

(131) M(n) = E[X|F,], for any n € N.

Proof. Interested readers may have a look at [5] theorem 1.39. O

Theorem 4.4.11 (Discrete optional sampling, [5]). Let M be a L*-bounded
martingale such that M(n) = E[X|F,] for any n € N and for some square-

integrable random variable X. Then for stopping times 7,9 with T < ¢ it holds
that E[M (9| F;] = M (7).

Proof. This result is shown in [5] theorem 1.40. O

Theorem 4.4.12 (Optional stopping, [5]). Let M = {M(t) : t > 0} be a
continuous L2-bounded martingale and T : Q — [0,00) be a finite valued stopping
time for the filtration F;. Then the stopped process defined by M (t A T) is also
a Fy-martingale.

Proof. Let s < t and consider the set of dyadic rationals {2% n>1ke Z}
which is dense in R. Define 7,,(w) = min{a € 4, : @ > 7(w)}, where 4, =
{s + %(t —s): ke Z}. By density of the dyadic rationals, we deduce that
Tn(w) is decreasing to its limit 7(w) as n — oo, for any w € Q. We choose
ap = s+ 2%(75 — s) and observe the stopping time property of 7, (w), since

{r=ar} ={r <ap}\ {7 <ar_1} € Fa,.
Indeed, M(a A T,) for a € A, is a martingale by the discrete optional stopping

theorem 4.4.9. This forces E[M (t A1,)|Fs) = M(sATy), because s,t € A,. Due
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to the path-continuity of M, we further have M (s A 7, (w)) = M (s A7(w)) and
M@AT,(w)) = M(tAT(w)) as n — oo, for each w € Q. M(t AT,) is integrable
for each t € [0,T] due to dominated convergence, because | M (tA7,,)] is a discrete
submartingale. We apply lemma 4.4.10 on the £2-bounded M(a A 7,), a € Ay,
which ensures almost sure convergence of M (t A 7,) to the limit M (¢ A7) in the
L2-norm. We conclude E[M (t A 7)|Fs] = M(s A7), for each s < ¢t. O

Before showing the optional sampling theorem in continuous time we collect two
lemmas.

Lemma 4.4.13 ([5]). Let H; = [\ 5, Fs be the right continuous extension of
{Fi}t>0. Then T is a Hi-stopping time if and only if {T < t} € Fy, for each
t>0.

Proof. Clearly, F; C H; because Fs C F;, for s < ¢t. On the other hand,
H: C ﬂs>t Fs = JF; by right continuity. Hence they are equal. Assume 7 is a
‘H,-stopping time, meaning

{T<t}=U{T<t—i}e U#HirCF

n>1 n>1

Conversely when {7 < t} € F, for each t > 0, we have {7 <t} =
N1 {7 < s} € He O

Lemma 4.4.14 ([5]). Assume {7, }nen 8 a decreasing sequence of Fi-stopping
times with limit 7. Then T is a Hy-stopping time and H, = (), Hr,. If in
addition T, is finite valued and T, > T for alln € N, then H, = ﬂnZl Fr,-

Proof. Tt holds that

fr<tt=Ufm<tt=J U{an_}c}eﬁ

n>1 n>1k>1

By lemma 4.4.13, 7 is a ‘H-stopping time. We also have H, C H,_ which gives
Hr C(,>1 Hr,- Suppose there is some set H, such that AN {7, <t} € F; for
alln>1and t > 0, then

An{r<t}=|JAn{m <t}) e F.

n>1

Thus A € H,. Since 7 < 7, by assumption, we write

A=JAn{r <g<m}).
q€Q

A € H. ensures that both AN {7 < ¢} and {7, > ¢} are in F;, C F;. This
derives the result, because

An{r < g} n{m > gt Nn{m <t} € F,
which implies A € F,. O
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Theorem 4.4.15 (Optional sampling, [5]). Let M = {M(t) : t > 0} be a
continuous L2-bounded martingale and let 7,9 : Q — [0,00) be finite-valued
stopping time for Fy with T <. Then

E[M (9)|F;] = M().
Proof. For w € Q, we fix n > 1 and select 7,(w) = £ whenever £ < 7(w) <
2%, where 7 is a finite valued F;-stopping time. Let A € H; = (1,5, Fs. It holds

il ) o< A\ 5)) e

{Tn}nen is a decreasing sequence with limit 7, because |7, (w) — 7(w)| < 57 — 0
as n — oo. The following steps are shown only for 7,,. Note that the same can
be applied to ¥,,. Both sequences {7, }nen and {3, }nen are countable. As M is
L£2-bounded, we conclude by the discrete optional sampling theorem 4.4.11, that
Sy M(7)dP = [, M(9,,)dP, for each A € F,, . Lemma 4.4.14 ensures that this
statement must be also true for every A € H., and hence for every A € F,. By
path-continuity of M, we further have M(7,(w),w) = M(7(w),w) as n — oo,
for almost all w € €2, which brings convergence in probability. Consider the
finite index set {2% k> 0} N [0,¢ + 1]. Then the discrete optional sampling
theorem delivers the integrability condition of M(7,). Additionally, we get
E[M (1) Fr, ] = M(Tp41), since Fr ., € Fr,. In other words, M(r,) is a
so-called backward martingale w.r.t. 7, . We observe

N

M(7,) = E[M (1_1)|Fr,]
= E[E[M (n—2)|Fr,_, || Fr,.]

= E[M ()| F7,]-

We have convergence of M (7, (w),w) to the limit M (7(w),w) w.r.t. the £2-norm,
since [,y = Hr. Let A € F;, then

n—0o0

lim E[14(M(r,) — M())] =0,
lim E[14(M(d,) — M(9))] = 0.

n—oo

As A € F; was arbitrarily chosen, we receive [, M(7)dP = [, M(9)dP. O

4.5 Markov property

In theorem 4.1.2, we emphasized that the Wiener process "forgets the past". In
other words, one may restart a Wiener process when its path has accomplished a
specified state. We aim to show that this property remains even under stopping
times. Theorem 4.5.4 proves this fact.
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Definition 4.5.1 (Markov process, [5]). An adapted process X = {X(t) : t > 0}
is Markowv if for all bounded Borel functions f : R — R and for all
0<s<t<T < o0, it holds that

E[f (X (8))IF] = E[f(X ()| 7], (5)

The Wiener process with its natural filtration ¥ = o{W(s) : s € [0,#]} is an
example of a Markov process as we capture in the next proposition.

Proposition 4.5.2 ([5]). A process with independent increments is a Markov
process w.r.t. its natural filtration.

Before showing the proof, we need a lemma as support.

Lemma 4.5.3 ([13]). Let (0, F,P) be a probability space and let G C F be a
o-algebra. Suppose that X : Q@ — R is a G-measurable random variable and
Y : Q — R is a random variable independent of G. If f : RXxR — R is a
bounded Borel measurable function, then G : R — R defined for any x € R by
G(z) =E[f(z,Y)] is a bounded Borel measurable function. Moreover, we have

E[f(X,Y)|G] = G(X), P — almost surely.

Proof. The proof of this lemma is out of the scope of this thesis. Hence we refer
to [13] Theorem 4.27 for details. O

Proof of proposition 4.5.2. In the spirit of theorem 4.3.6, X (¢) — X(s) is in-
dependent of ]-"SX for s < t, whenever X has independent increments. Let
f be a bounded Borel function and set f(X(t)) = f(X(t) — X(s) + X(s) =
F(X(s),X(t)—X(s)), where f(z+y) = F(x,y). By the above lemma 4.5.3, we
get

E[f(X®)IFT] = G(X(s)),

with G(z) = E[F(z, X (t) — X (s))]. We conclude

E[f(X(1)[Fx(s)] = G(X(s)). O
We now formalize the mentioned restart condition.

Theorem 4.5.4 ([5]). Let W be a Wiener process and T a finite-valued stopping
time. Then the process W) = {W (1 +t) —t : t > 0} is a Wiener process w.r.t.
the filtration {F)./Ef_t :t > 0} and its increments are independent of the o-algebra
FW.

Proof. Let I1,(0,t) = {to,t1,...,t,} be a partition of [0,¢] in the form of (3).
Let Ji = W (tgy1) =W (ty) = W (T +tx11) — W(T +1,) represent the incre-
ments of W(T) and let [, = tr+1 — tx be the length of the partition subintervals
for k=0,1,...,n—1. The first task is to show that for any =g, z1,..., 2,1 € R
and any bounded F""-measurable random variable V', we have
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E

V exp (z z_: kak>] =E[V] 1:[ exp (—;ajilk> . (6)
k=0 k=0

Fix some N > 0. We want to use the optional sampling theorem 4.4.15 on some
arbitrary chosen stopping time ¥ and the martingale M (t) = exp(iW (t)+ 322t),
which is £2-bounded on [0, N]. Consider 9y =9 A N. We get

E[M Wy + )| F5h ] = MIn).
Thus it holds that

exp <;x2(191v + t)) E [exp(izW (I +1))|Fy7 | = exp <;$219N> exp(izW (Iyn)),

and hence we obtain

E [exp (z’x(W(ﬁN +1)— W(Wn)) + ;x2t> fglvv} =1.

For N — o0, the above equation implies

1
E {exp <ix(W(19 +1)—W(0)) + 2x2t> fgv] =1, (7)
since W is path-continuous and ¥ is monotonically increasing to the limit .
As V is F¥-measurable, by conditioning on fﬂtn within the expectation,
we have

—1

E

n—1
1
V exp (Z 1Ty JE + 21k>

k=0

n—1
. 1
exp (Z ixgJy + 2$klk> |]'—T+tn_1H

k=0

=E |VE

=E

n—2

1 1

Vexp (Z ixgJy + Qmilk> E [ixn_lJn_l + Qxilln_lfmtan .
k=0

We choose ¥ = 7 + t,—1. With help of equation (7), the inner conditional
expectation now reads as

1
E [exp (ixnlJnl + Qxilln1> |fﬁtnl]

1
=E {exp (ixn_l(W(T +it,) =W +tn—1))+ 2:1:%_1171_1) |-7'—K|-tn_1]

1
=FE {exp (ixn_l(W(ﬂ +lpo1) = W) + 25331_1%—1) |ng} =1.
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It follows that

n—1 n—2
1 1
E [V exp (Z irpJr + 2x%1k>] =FE |Vexp (Z gy + 2:5%@)] .
k=0 k=0
By iterating this technique for k = n —2,n —1,...,1,0, we can remove the

terms in the sum one by one by conditioning on Fﬁtk. This derives equation

(6).

The next task is to show that for the given partition II,,(0,¢), the increments
Jg, for K =0,1,...,n — 1, are independent normally distributed random vari-
ables with zero mean, variance equal to t;y; — tx, and independence of the
o-algebra FV. Choose V = 1. Equation (6) delivers the characteristic function
of the random vector J = (Ji)o<k<n—1 = (W (t1) = W (tg),...,W(t,) —
W (t,_1)), since

E |exp (gzmkh>] Hexp< xklk>

In other words, the increments of the process W(™) are centered and Gaussian,
which has a diagonal covariance matrix with diagonal entries [;. The density of
J can be written as the product of densities of .J;, which makes the increments
independent. W (") inherits its path-continuity from the Wiener process W and
also W(7)(0) = 0, by construction.

Consider exp(izI) for some arbitrary F"-measurable random variable I and
x € R. Equation (6) now takes the form:

n—1
E lexp (izI) exp ( kaJk>] E [exp(iz)] H exp (—;xﬁlk>

exp( )|

The characteristic function of the pair (I, J) is the same as the product of their
respective characteristic functions making I and J independent. Since I is F-
measurable, for any given partition II,,(0,t), the vector of increments of (™)
is independent of FV. O

= E [exp(iz])| E

23



5 Stochastic calculus

The main goal of this chapter is to become familiar with stochastic calculus to
develop the Itd formula 6.4.2 in the following chapter. This work is fundamen-
tal for the understanding of stock price dynamics in the Black-Scholes model.
Apart from ordinary calculus which focuses on deterministic changes, stochastic
calculus deals with random changes in continuous time.

5.1 Ito integral for simple processes

The last section showed that the Wiener process does not share any differentia-
bility conditions and finite variation properties. In other words, f: F@)dw (t)
is not a usual Riemann- or Lebesgue-type integral. It is currently unclear how
dW (t) can be interpreted. This motivates to start in a basic manner with simple
processes. Limits of simple processes enable us to give meaning to the integrals
in focus. The following is devoted to defining the stochastic integral for simple
processes, definition 5.1.6, and the It6 isometry for simple integrands, theorem
5.1.10.

We start with a class of stochastic processes we want to utilize as integrands.
It is crucial to consider finite time intervals.

Definition 5.1.1 (space of M? integrands, [6]). Let T > 0 and define
T

M? = {f :[0,T] x @ = R, f product measurable and adapted, E [/ f2(t) dt] < oo} .
0

We can already identify a class of processes surely contained in M?2.

Proposition 5.1.2 ([5]). If f is product measurable, adapted, and bounded,
such that for some c € R, |f(t,w)| < ¢ for each t,w, then f € M2.

Proof. Since |f(t,w)| < ¢ < o0, for all ¢,w, the claim follows as

/OTf2(t) dt] <E /OTc2 dt

Proposition 5.1.3 ([5]). Let W be a Wiener process, then W € M?.

E =T < oo. ]

Proof. W is almost surely finite in [0, T], product measurable and adapted. Due
to Fubini, we are allowed to take the expectation into the integral on a bounded
interval. Indeed, it holds that

T ) B T ) B T _22
EVO W(t)dt]—/o E[W(t)]dt—/o it = < oo 0

Now, we launch the discussion about a new class of processes that creates a
base for all the following theory in this section.
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Definition 5.1.4 (simple process, [5]). We say that f € M? is a simple
process, writing f € &, if there exists a partition 0 =tg <t1 < ... <t, =T
and Fy, -measurable random variables & with E[¢2] < oo, for k=0,...,n—1,
such that

n—1

F(tw) = Eo(w) Loy (6) + D &r(@) Lty tay) (0)- (8)
k=0

We capture the first result underlining the importance of simple processes when
working in M?2.

Theorem 5.1.5 ([5]). For every progressively measurable process f € M?2, there
exists a sequence {fp}nen C E of simple processes such that

T
lim V (f — )% (1) dt] =0. (9)
n—oo 0
Proof. Suppose f is continuous and bounded. Let {f, }nen with f,,(0) = 0 and

2" —1
Fu(t) = Do py(t) Y f(R27"T)1a, (8),

k=0
where A, = (k27"T,(k + 1)27"T], for k = 0,1,...,2" — 1. By definition,
{fatneny C &, and we get lim f,(t,w) = f(t,w), for all t > 0 and w € Q. We

n—oo

conclude equation (9) by the dominated convergence theorem. Furthermore,
suppose f is progressively measurable and bounded. We aim to verify the

existence of continuous, adapted processes { f,, }nen satisfying equation (9). For
t>0andalln €N, let

Such f, is continuous, adapted and also bounded as sup,¢(o 7 |f()| < o0. Due
to the fundamental theorem of calculus, we conclude lim f,(t,w) = f(t,w), for
n— o0

Lebesgue-almost all ¢ € [0,7] and for all w € Q. With help of Fubini and the
dominated convergence theorem, we obtain

lim E

n—oo

T
/0 (fffn)Q(s) d5‘| = lim (.f*fn)2(saw) (V@P)(d(&w)) =0.

n=20 J10,T]xQ

For the last step, we assume f is progressively measurable with E [ fooo f? (t)dt] <
oo. We take fn(t) = f(t)1jrt)|<n}(t). Thus {fn}nen is a bounded, progres-
sively measurable process which satisfies equation (9). O

Remark. In other words, theorem 5.1.5 states that w.r.t. the £1((Q, F,P), £2([0,T7)))-
topology, £ is dense in M?2.
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As mentioned at the beginning of this section, stochastic calculus is designed
for dealing with random changes in continuous time. The idea is to treat the
integral of a simple process as a random variable.

Definition 5.1.6 (Itd integral of simple processes, [5]). The stochastic Ité
integral of a simple process f € € on [0, T, written in the form of (8), is given
by

T
ka (tes) = W) = [ 5(e) aw e

For any subinterval [a,b] C [0,T], we have 1 f € € and write

b
/ F(8) dW () = I(Lgay )-

We capture the first properties of the It6 integral w.r.t. simple processes.

Proposition 5.1.7 ([5]). Let f,g € € and a,b € R, then

I(af +bg) = al(f) +bI(g).

Proof. By definition, the linear combination of simple functions must remain
simple. Let X,Y € &£ be of the form

X(t,w) = &(w ]1{0} + Z Ep(w)ly,, tkﬂ]( ),

Y (t,w) = o(w) Loy (t +Zwk Lty 0] (1)-

{tx }o<k<n shall be the smallest partition such that X and ¥ can be represented
exactly as above. We obtain the claim since

I(aX +bY) = z_:(afk + b ) (W (tgy1) — W (tr))
k=0
= aka (tos1) — Wi(tk)) +b2wk (thy1) — Wi(tr))
= aI( )+ bI(Y). O

Proposition 5.1.8 ([5]). If fe & and0<a<c<b<T, then

I(Lapf) = I(Lg,q f) + T(Ljep) f)-
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Proof. We extend a given partition of [a, b] by adding ¢ such that a =t < ... <
ty < ¢ <tpy1 < ...<t, =0b. This partition does not affect the value of the
integral, because each factor & of f is fixed on the respective half-open interval
(tk,tg+1]- We manipulate the sum in the following way:

§(W (k1) = W(te)) = & (W (k1) — W(e) + W(e) — W(tr))
= & (W (thy1) = W(e)) + & (W (e) = W (tk)).

The above equation gives the result as

T b
I(Lanf) = / 1,4 (0) /(1) AW (1) = / £(t) dW (1)

= Z& (tig1) = W(t))
- Z@ (t102) = W (t)) + 6. (c) — W(t0)

+ & (W (the1) — Z §W (ti1) — W(h))

l=k+1

/de /de

_ / L () (8) AW () + / Lo (0 /() AW (1)
0 0
=1L, f) + I(Lpey) f)- O

Wiener increments have zero expectation by definition. The combination of the
Markov property, theorem 4.1.2, and the tower property of conditional expec-
tation brings the next claim.

Proposition 5.1.9 ([5]). For f € £, we have E [fo t) dW(t)| =

Proof. Note that & is Fr-measurable and observe by the tower property:

B[S (W (ter1) — W (tk))] = E[E[S (W (te1) — W (tk)) | Fl]

= E[GE[W (tr41) — (tk)|fkﬂ
= E[GEW (te41) — W(tr)]] =
Therefore we get the result in the target:
Z Ee(W (tr41) — W(tk))
= Z E[GE[W (te41) — W(tw)]] = 0. H
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We now state the main result of this section by utilizing the equality between
the variance of Wiener increments and the time step.

Theorem 5.1.10 (Itd isometry for simple integrands, [11]). For every f € &,

1t holds that
T
=E [/ f2(t) dt] .
0

Proof. The left-hand side of the above equation claimed can be written as

E[I()] = E[I(£)I(f)]

=E [Z &t (W (tigr) — W (tw)) (W (t141) — W(lk))]

k,1=0

ka (tet1) — (t/c))ﬂ

n—1

+2E Z E& (W (tggr) — W(te)) (W (ti41) — W(lk))
k=0
ftl

The first summand of the above equation becomes by the tower property

3
|
—

Zik (trar) = W(tn)? | = Y E[SE[W (trsr) — W(t))?|Fe]]

it
= O

(]

E [&Var[W (tii1) — W (te)]]

T
E [ (tes1 —ti)] = E l/o F2() dt] :

We receive the claim as the second summand is zero. For | < k, we observe

it
= O

b
o

Z & (W (thgr) = W(te) (W (ti41) — W(lk))
kkl#o
= Y EE&GW (teg1) — W(te) (W (tigr) — W (k)| F]

k,1=0
|

n—1

= > E[G&(W (ti1) = W(tR)EW (fi1) = W(t)]] = 0. O
k,l=0
k#£l
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5.2 It6 integral for general integrands

In the following, we want to determine the stochastic integral for arbitrary
f € M2. In the same fashion as in section 5.1, we define the Itd integral for
general integrands, definition 5.2.1, and the respective It6 isometry 5.2.5. To
do so we consider {f,}nen C &, such that

T
lim E [ / (f = Fa)2(0) dt] 0,
as in theorem 5.1.5. We already have the stochastic integral of simple functions
frn in the form of I(f,). Hence we aim to show that I(f,) converges as n — oo.
To reach convergence in the £2(Q) sense, the sequence {I(f,)}nen requires to
be Cauchy in £2(€). The It6 isometry for simple integrands 5.1.10 provides this
property, because {f, }nen satisfies the Cauchy condition in £2([0,T] x €):

E(A(h—MWMW®> _E

for any n,m > 0 as n,m — oco. Due to the linearity of the integral, we further
obtain I(f, — fm) = I(fn) — I(fm) and therefore have I(f,) being Cauchy in
L2(Q).

Definition 5.2.1 (It6 integral for general integrands, [5]). We write

A(n—mﬁwﬂza

T
hmfwozé F(t) AW (t) = I(), (10)

n—oo
and call this random variable the stochastic Itd integral of f.

Proposition 5.2.2 ([5]). The stochastic integral I(f) as in equation (10) is
independent of the chosen sequence { f, }nen, which approzimates f.

Proof. Let {fn}nen, {gn}nen C &, such that for some f € M?2,

lim E [/T(hn — 2@ dt] =0,
0

n—oo

with h,, € {fn,gn}. We observe

E

T T
t/(n—gm%wmlel/ «n—f»—wn—ﬁfuwﬂ
0 0

T
/(%—ffwd4
0

A(Uh—ﬂ@n—ﬁXﬂﬁ]

=E[A(h—ff®dt+E

—2E

T
<2E / (fn — £)2(t) dt| +2E
0

/O (gn — £)2(t) dt] -0
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as n — oo. The integrals I(f,,) and I(g,) are assumed to exist. Moreover, the
limits of I(f,) and I(g,) exist in £2(£2). It remains to show that the limit of
I(f,) corresponds to the limit of I(gy,). By linearity of the mean and the Ito
isometry, we obtain

E [(I(fa) = I(g0))*] =E

</ fu(t) dW(t) — / gn(t) dW(t))
0 0

2

r T
_E ( / (fn = 9a)(®) dW(t))

:E/‘%—%f@ﬁmao

as n — 0o, the desired result. O]

Next, we show that the properties for simple integrands also remain in the limit

fe Mz
Proposition 5.2.3 (Linearity, [7]). Let f,g € M? and a,b € R, then
I{af +bg) = al(f)+bI(g).

Proof. Let {fn}nen, {gn }nen C €, such that for f,g € M2,

T
/O (g0 — 9)2(2) dt] 0.

Thus af, — af respectively bg, — bg in L2([0, T|x ). We deduce that (af+bg)
must also converge in £2([0,T] x Q), since {af, + bgn }nen C €. Consequently,
we obtain

T
lim E l/o (fn — )2() dt] = lim E

n—roo n—oo

nh_}n;o I(af, + bgn) = I(af + bg).

The linearity in £ concludes the claim:

lim I(af, +bgy) = lim al(f,)+ lim bI(gy)
n—oo n— oo n— oo

= al(f) + bI(g). m

Proposition 5.2.4 ([5]). Let f € M? and a < ¢ < b, then

b c b
/ F(t) dW () = / £ty AW (t) + / F(t) AW (z).

Proof. Let {fn}nen C & approximate f € M2 We first show that changing
the integral at some arbitrary point does not affect the value of the It6 integral.
Consider a partition II,, ,,,(0,T) = {tn.k fo<k<m of [0,T] with
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0=tho <tni1<...<tpm =T, for each n,m € N, and a family of random
variables {&, i to<k<m suitable for f,, such that

=

m—

I(fn) = En,k(W(tn,k+1) - W(tn,k))~
k=0

For arbitrary « € [0, T], there exists some [ satisfying

E [(I(fn) = I(Lj0.2)0(e11/n))?] = E [(L1a3€nt)*(W (tni1) — W(tna))?]
= E [(1(2}6n.0)"E [(W (tn,i11) = W (tn1))?| F]]
=E [(L23&n0)* (tngs1 — tny)]
< & 1My 1 (0,T)]] = 0

as n — oo. To end the proof, consider a < ¢ < b and observe that

b T
/ £(t) AW (t) = / (L ) (£) AW (1)
T
:-/0 (]]-[a,c]f+ ]]-[c,b]f)(t) dW(t)
T T
- / (L f)(E) AW (1) + / (Lo f)(6) AW (2)
0 0
c b
— [ F@)daw(@) + / £(8) AW (D). 0

Theorem 5.2.5 (It6 isometry, [5]). Let f € M2, then f satisfies the Ité isom-
etry

E [(/OTf(t) dW(t)ﬂ “E VOTf2(t) dt} .

Proof. Since every norm is a continuous function on a vector space, ||-|[z2(j0,71x )
is continuous on £2([0, 7] x Q). Let {f,} nen C € and f € M?, such that

Jim I1f = fallz2(o.mx0) = 0.

In particular, this means

T
lim E l/o (f — fa)2(t) dt] =0,

n—oQ

which implies
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lim E

n—oo

T2 _ T2
Aﬁmﬁ—ﬂéf@4~

By theorem 5.1.10, we get

T 2 T 2
lim E < /0 £ul®) dW(t)) _E ( /0 f(t)dW(t))

Thus the [t6 isometry remains in the limit. O

Proposition 5.2.6 ([5]). Let f € M?, then

E

T
/0 £(1) dW(t)] = 0.

Proof. Let {f,}nen C € be an approximating sequence of f € M?. Proposition
5.1.9 brings E[I(f,)] = 0, for every n € N, meaning

where the above inequality follows from Jensen’s inequality. We now apply the
1t6 isometry, which leads us to

T
E[(I(f) = I(fa))?] =E VO (f = fa)*(®) dt] —0

as n — oo, the desired result. O

5.3 1It6 processes

This section covers plenty of central results that are applied in the following
chapters. Besides various other crucial results, we wish to define a process
based on the stochastic integral - the It6 process 5.3.3. We further state the
conditional It6 isometry 5.3.7. In theorem 5.3.8, we extend theorem 4.3.7 (i7)
for a specific version of It6 processes. The quadratic variation of the It6 process
is covered in theorem 5.3.12. The section ends with theorem 5.3.13, where we
state the unique representation of each Itd process.

So far we specified the stochastic Itd integral over arbitrary intervals of the

form [a,b] C [0,T]. We continue our work for intervals [0, ¢], with ¢ € [0,T], and
are interested in defining a process satisfying
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t T
to [0 v = [ Wenn ave). (1)

where f € M?. The random variables fo s)dW (s) only exist almost surely
as the limit case of a sequence of random variables. Equation (1]) is only
reasonable in a set of full probability. Even though for each ¢, fo $)dW (s)
is defined everywhere except on a set N; with zero probability, the union may
satisfy P[|J, N¢] > 0. The goal of the next steps is to define a continuous
martingale X, which is a modification of (11).

Theorem 5.3.1 ([5]). If f € M2, then there exists a continuous martingale X,
such that for all t € [0,T],

P [X(t) - | @oane dw<s>] —1 (12)

Proof. By theorem 5.1.5, there exists { f,, }nen C € satisfying equation (9). Since

/OT fa(s) ds} < 0,

we have 1 fn € &, for all n € N. This ensures that

E <E

T
/ (1[0,t}fn)2(5) ds
0

X, (1) = / (Lo fu) () AW (s)

is well-defined for ¢ € [0, T]. Suppose f, satisfies

Jn(s) = &oloy(s +Z€k (tastaa] (

where {&,}nen C £2(Q) and & is F, -measurable. We fix some ¢ € [0, T], thus
t € [tm,tms1] for some m € N, and receive

Lio,g(8) fn(s) = Lo, (501{0} +Z§k1(tk,tk+1]( ))

m—1

= &Ly () + Y &t tna)(8) + Emlie,a(s).

k=0

This delivers the stochastic integral of a simple function,

T
X, (1) = / (Lo fo)(s) AV (5)

Z Er(W (the1) = W(tk)) + Em(W(E) = W (tm)).
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X, (t) is continuous in ¢, because ¢ only occurs in the last term and almost all
Wiener paths are continuous. To preserve path-continuity in the limit X (¢), we
need to verify uniform convergence of the paths of the process X,,(t). Let s < ¢
with s € (1, t141] and I < m, then

E[X,(t

Z gk tk-‘,—l ( )) + gm(W(t) - W(tm))fs]

ka (ter1) = W(te))|Fs | +EG(W (ti41) — W(H))|F]

m—1
+E Z fk(W(tk+1) - W(tk))‘]:s +E [gm(W(thrl) - W(tm))|]:5]
k=l+1
Zﬁk (ths1) = W(tk)|Fs | +&W(s) = W(h))
= Xn( )

Indeed, X, is a martingale. By Doob’s inequality, we get

P LSE&% O ] < LEIX*(T)) (13)

for any martingale X € M?2. Thus for each n and j, we obtain

P LSE&% 1) = X,(0)] > ] < SE[(Xa(T) - X;(T))?].

We now want to calculate the expectation of the above RHS. The It isometry
delivers

E[(X,(T) — X,(1))?] = E (/ Fuls) AW (s / £3(s) dW (s )]
T
—E (/ (fo = £1)2(s) d <s>>]

= ! — '28 S
‘E_/o U f»()d].

T
Because li_>m E l/ (f — fn)2(s)d31 = 0, there is some n; < j such that
n oo 0

’ o 2(6) ds -3
El/ (; fm><>d]<2 .
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Furthermore, there exists ny > n; such that

' P — 2(s) ds —3)?
E[/ ; fm)()d]<(2 )

for all no < j. Generally speaking, there exists ny > ng_1 such that

E [(X;(T) = X5, (T))*] = E

T

/ (fj = far)?(5) dS] <27%,
0

for all ny < j. We apply inequality (13) to conclude that

273]{:

o (14)

P l sup |X"k+1 (t) - Xnk (t)‘ > Z] <
te[0,T)
for each k and any z. Hence we choose z = 2*§, which gives an upper bound
of 272k of the above inequality. Since Dok 272F < 0, as a consequence of the
Borel-Cantelli lemma, there exists some set Q* with P[Q*] = 1, such that for
any w € Q*, it holds

sup | Xn,., (t,w) — X, (t,w)] < 27k

te(0,T]

k+1(

for k > l(w). Here, I(w) represents some index depending on w. X, (t,w) is
Cauchy in (C([0,T)),|-||cc) endowed with the supremum norm, i.e. the space
of continuous functions on [0,7], where ||f||c = supsc(or||f(?)[|. Therefore
X, (t,w) is also uniformly convergent w.r.t. ¢ € [0,77], for all w € Q*. The
above estimates also deliver the convergence of the random variables X,,, (¢) on
0*, for each ¢t. This gives almost sure convergence to X (¢) on . Combined
with equation (14), we receive convergence in £2. The martingale property of
X, (t) is preserved in the limit. Hence X is a martingale. In the following, we
attack equation (12) and note

2

T
E (/ (ﬂ[o,tuf—fm))(s)dvv(s)) —E
0

T
/0 (Lo, (f = fu)*(s) ds]

<E

T
A (f_fmc)z ds] —0

as ng — 00. It follows that

2
T
E <X(t) - / (Ljo,4.fn1.)(8) dW(s)) —0
0
as n, — 00. Since the limit of the sequence is unique, we conclude the claim. [
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Remark. From now on, fo s)dW (s) always represents the continuous mar-
tingale X as in theorem 5.3.1. We do not distinguish between different mod-
ifications of a given process. With the above theorem in hand, we can relate
the stochastic process (t,w) — fOT(]l[07t]f)(s,w)dW(s,w) to a martingale X ()
for every f € M?2. This idea also works for W € M?, because the stochastic
process t — fOT(]l[07t]W)(s,w)dW(s,w) can be identified with the martingale
LW2(t) — 1)

5 .

Theorem 5.3.2 ([5]). If a continuous martingale X satisfies
T
Px(0) = [ (LogW)s) aW(s)| =1,
0
for each t € [0,T], then such X takes the form
L2
X(1) = 502 (1)~ 1).

Proof. We begin by comparing the mean and the variance of the respective
processes. As a consequence of the Itd isometry and theorem 5.1.6, we have

/W ) dW (s 1 </ W(s) dW (s )
—s|[ W d,s]

_ /T Var[W (s)] ds = -

0

Since W (t) ~ N(0,t), it is clear that
B |507(1) - 7)] = gVl (1)) - 1) =

which brings us to

Var B(WQ(T) - T)} = %Var[W%T)}

= B D) - 77)
Lo o 12
= (7 1% = 5.

Let ¢, = ’%, for k=0,1,...,n — 1, and define
n—1

Fa) =D W (tn i) Lt sa) (),

k=0
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with £,,(0) = 0, for all n € N. Consider the identity 2y(z—y) = (2?—y*)—(z—y)?
for x,y € R, which delivers

E[I(fn)] =K lz_: W(tn,k)(w(tn,k—i-l) - W@n,k))]
k=0

1
=_-E
2

n—1 n—1
S W2 (tngs1) = Wtnw) = > (W tnpr) — W(tn,k))21

k=0 k=0

1
=_F

as W(t)—W(s),W(t—s) ~ N(0,t—s) and t,, 41 —tn,kr = <. The independence
of the increments shows that

n—1 n—1
Var [ > (W (tn k1) — W(tn,k))Q] = > Var[(W(tnk41) = W(tnr))’]
k=0 k=0
n—1 T
=3 Var [Wz ()}
n
k=0
TN® [T\
(- 2]
n n
as n — 00, which completes the proof. O

Definition 5.3.3 (It6 process, [6]). Let b : [0,7] x Q@ — R and 0 € M? be

progressively measurable stochastic processes with fg(UQ + b)) (s,w)ds < oo, P-
almost surely for every t € [0,T]. Then the process X defined by

X(t):X(O)—i—/O b(s) ds+/0 o(s) dW(s), fort € [0,T],  (15)

is called an Itdé process with characteristics b and o. b is called the drift and
o is called the diffusion coefficient.

Remark. The above equation (15) is often written in its stochastic differential
equation (abbr. SDE) form:

dX (t) = b(t)dt + o (t)dW (2). (16)
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To be precise, equation (16) has no particular mathematical meaning and is just
an informal notation for equation (15).

We gather some properties of the It6 process.
Proposition 5.3.4 ([5]). Almost all paths of X as in (15) are continuous.

Proof. fo s)ds is defined path-wise and is continuous as a function depending

on t. Since o € M? by definition, fo s)dW (s) has P-almost surely continuous
paths as a consequence of theorem 5.3.1. O]

Proposition 5.3.5 ([5]). IfE { I |b(s)|ds} < o0, then

Proof. We have

E[X(t)] = E {X(OH/; b(s) der/Ota(s) dW(s)}

The proof ends by applying proposition 5.2.6 and Fubini’s theorem, since

B (0] = BXO) + [ Ebs) ds + [ [ o) aw o)

= X(0) —|—/0 E[b(s)] ds. O

The following theorem asserts that the Itd isometry remains true also for con-
ditional expectation. Beforehand, an additional fact is needed.

Lemma 5.3.6 ([5]). If X is F,-measurable and bounded, then, for f € M?, it
holds that

X/f ) (s /Xf ) AW (s).

Proof. For bounded X, say |X| < C, we have X?f? < C?f2. This guarantees
X f e M2 Let {fn}nen, such that f,, converges to f in M?, then

lim E < /f ) dW (s X/fn dW()>2
§JL‘EOCQE (/f ) dW (s /fn ) dW (s > =0.

The claim follows since

lim E

n—o0 n—oo

/T(Xf—an)Q(s) ds] < lim C?*E
0

T
/0 (f = f2)?(s) ds} =0. O
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Theorem 5.3.7 (Conditional It6 isometry, [5]). If f € M? and [a,b] C [0,T],
then

b 2 b
E ( / £(5) dW<s>) 7| =E / £2(s) dsm].

Proof. 1 4 is bounded and F,-measurable for every A € F,. By the It6 isometry
and the previous lemma 5.3.6, we receive the desired result:

b 2 b
E |14 ( [ 1) dW(s>> - ( [ s dW(s>>

b
—E| [ (s ds]

=E EV Taf?(s) ds|.7-'aH
r b
/ £2(s) ds|}'aH. O

By theorem 4.3.7, the Wiener process W (t) and W?2(t) —t are both martingales.
For the latter process, one may interpret ¢ as a compensator, which is subtracted
from the submartingale W2(t). W?2(t) — [W, W](t) is also a martingale, since
[W, W](t) = t. Our next task is to extend these thoughts to stochastic integrals
and seek their compensator.

2

=E |14E

Theorem 5.3.8 ([5]). If f € M? and X(t) = [} f(s)dAW (s), then X?(t) —

fg f2(s)ds is a martingale.

Proof. The following calculations are consequences of proposition 4.3.8 and the
conditional It6 isometry. For s < ¢, we observe

E[X2(t) — X*(s)|F] = E[(X () — X(s))*| 7]

:(/Ot flu) dW (u) — /05 f(u) dW(u))2 |]:51
=E -</:f(u) dW(u)>2 |]:S]

_E /t ) du|]-"s}

=E

_E / P) du— XI5

We subtract the very last expression of the above equation from the first ex-
pression and are left with the claim:
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B [x0- [ £ ] —IEUOSfQ(U) [ P
- [ 7w du|fs]
]E{Xz / F(u du|]~"]
—/O £2(u) du. 0

Any given It0 process can be transformed into a martingale. There is some
compensator which is in the form of fg f?(s)ds. The following shall deliver clar-
ification to the relation between the compensator and the quadratic variation.
It opens the opportunity to state the uniqueness of the representation of any
It process.

Lemma 5.3.9 ([5]). If X is a martingale with continuous paths and | X (t,w)| <
C < oo, then

n—1

B> (X(tksr) = X(tx)*| =0

k=0
as ||I1,(0,t)|| = 0, where I1,,(0,t) = {tx }o<r<n s a partition of [0,1].

Proof. Since we only take bounded intervals into account, the paths of X are

uniformly continuous. Thus for every € > 0, there exists § > 0, such that

[|II1,,(0,t)|| < ¢ implies o nax 1(X(tk+1) — X (t))? < €. This gives X (tpy1) —
= 7”7

X (tx) almost sure convergence to zero. Consider the following estimate using
proposition 4.3.8:

n—1

E Z(X(thrl) - X(t))?| =E ZE (th41) — (tk))2|ftk]]

k=0

=E ZE (thy1) — Z(tk)ftk]]

—F Z X2(tpyr) — XQ(tk)]
k=0

= ]E[)_(z(t) - X?(0)] < 2C”.

(17)

Due to the Cauchy-Schwarz inequality, we observe
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2
< JE [(Oggggl(?((tkﬂ) - X))

With the dominated convergence theorem on the bounded martingale, we receive

n—1 2
E (Z(X(tm)—xak»?) .

k=0

lim E

n—oo

( max (X (tk41) — X(tk))2>2l =0.

0<k<n—1

It remains to show that E [(Z(X(tkH) - X(tk))2)2} is bounded and indepen-
dent of the chosen partition I, (0, ¢). Doing some algebra leads us to

(Z (ths) — <tk>>2>

< S K )~ X 42 5 (K (ten) = X0 (K (1) — X (1)
k=0 k,l1=0
k£l
<402 S (X(t) - X +22 (thr) — X0 Y (X(tier) - X(0))%
k=0 l=k+1

By adding the expectation, the first sum of the above very RHS is bounded,
because

E Z_:(X(tk+1)—x(tk))2 =E z_:XQ(tkH)—X?(tk) <2072,
k=0 k=0

We apply the technique used in equation (17) for the second sum as well, which
brings the desired result:

E [imtm) CX)P Y (K(te) - X(W]

k=0 I=k+1

z_: (X(tl-‘rl) - X(tl))2|Ft1+1‘|‘|

I=k+1

—E [ " (X(tes1) — X () PE[XC() — X2(t40)] | < 20 O

41



Theorem 5. 3 10 ([5]) Suppose f € M? is such that fo f2(s)ds < ¢ and
fo s) satisfies | X (t)] < d for some ¢,d > 0. Then

/Ot f2(s) ds

Proof. Let t € [0,T] and let IL,(0,t) = {to,t1,...,t,} be a partition of [0,¢],
analog to equation (3). Our goal is to show that

}{j (i) = X())* = | () ds =0,

k=0
as lim ||I1,(0,t)]| = 0. The above integral becomes separated into a sum of
n—oo
integrals over the subintervals [tx, tx11], for & € {0,1,...,n—1}. In this fashion
we acquire
n—1
X = Zks
k=0

where we defined Zy = (X (tg41) — X (tx))% — fttk'““ f?(s)ds. We prove conver-
gence in probability by showing X,, — 0 in £2. Hence we consider

E[X%] =E (7121 Zk>
k=0

=E ZZk+2ZZkZl (18)
k,l=0
L k£l
n—1 n—1
=Y E[Z}]+2 > E[ZcZ).
k=0 k,1=0
k#l

Let k < I. Due to the tower property of conditional expectation, we have

ElZv 2] = E [E[Zx 21| Fy ]| = E[Z:E[Z1|F]] -

We are interested in the value of the conditional expression. With theorem
5.3.7, we further get

ti41

E[Z|F,] = E _(X(tl+1) - X(0))? —/ fQ(S)dSIfn]

t

=E _XQ(tl_H)—XQ(tl)_/H—l F*(s) dSIftl]

—E :XQ(tHl) - /0““ fz(;dsml] - (Xz(tl) - /otl e d5> B
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since X?2(t) + fot f?(s)ds is a martingale by theorem 5.3.8. Equation (18) now
reduces to

n—1

E[X]] =) E[Z]]
k=0
For arbitrary a,b € R, it holds that (a — b)? < 2a? + 2b%2. We choose a =

(X (tpy1) — X(t))? and b = tt:“ f?(s)ds in order to receive

S Bz <2 Y B [( (i) - X0 +2 ([ 0 as) ] .
k=0 k=0 k=0 123

(19)

By lemma 5.3.9, the first term of the above RHS converges to 0 as n — oo.
We fix w € Q. The function of the form h(t,w) = fg f2(s,w)ds,t € [0,T],
is continuous on [0,77], because f2(t,w) is integrable. Thus h : t — h(t,w)
is uniformly continuous on [0,7]. Moreover, for every sequence {e, }nen with
€n — 0 and €, > 0 for all n € N, there exists a sequence {8, }nen also converging
to zero, such that ||IL,,(0,t)|| < &, implies j;t:“ J?(s,w)ds < €,. Therefore we
obtain

te+1 2 tet1 n—1 ity
(/t 12(s) ds) ] < (Oﬁrl?gaff—l/t £2(s) ds) Z/t f2(s) ds

t
Sen/ f2(s) ds < enc — 0
0

as n — oo. Indeed, the RHS in equation (19) converges to zero almost surely,
which dominates the convergence of E[X?2]. O

Proposition 5.3.11 ([5]). If X(t) = X(0) + fot b(s)ds, then [ X, X](t) =0, for
all t € [0,T].

Proof. We use analog reasoning as for h(t,w) from the previous proof of theorem
5.3.10. For X (t,w), there exists a sequence {¢, }nen with €, — 0 and €, > 0 for
each n € N, such that

n—1

— 0<k<n-1
k=0 -

T
SGn/ |b(s,w)| ds — 0,
0

because ||II,,(0,T)|] — 0 as n — oco. We conclude that ZZ;&(X(tkH,w) -
X (ty,w))? converges to zero almost surely. O

The remaining task is to state the two last central results of this section.
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Theorem 5.3.12 (Quadratic variation of Ito process, [5]). For an Ité pro-
cess dX(t) = b(t)dt + o(t)dW(t) with fo (s)dW (s) bounded, it holds that

= foto'2

Proof. Let X (t) = Xp(t) + X, (t) with X, (t) )+ fo s)ds and X, (t) =
fot o(s)dW (s), then

n—1 n—1
D (X (trgr) = X(8))* =D (Xo(trsr) — Xo(t) + Xo(tes1) — Xo(tr))
k=0 k=0

= (Xp(tryr) = Xp(tr)* + Z o(tey1) — Xo(tr))?
k=0
n—1
+23 (X (thar) = Xo(tr) (Xo (trar) — Xo(tr)).
k=0

As in the proof of proposition 5.3.11, we conclude that Zz;é (Xp(thy1)—Xp(t))? —
0, because [|11,, (O T)H — 0 for finer partitions. Furthermore, ZZ_S (Xo(trt1)—

Xo(te))? — fo s)ds by theorem 5.3.10. To show the convergence of the third
term, we use the Cauchy-Schwarz inequality:

n—1
D (X (ther) = Xo(tr) (Xo (trs1) — Xo(tr))
k=0
\J i: (Xp(try1) Xb(tk))QJ z_:(Xa(tkH) - Xo(tk))*
k=0 k=0

Indeed, the above upper bound converges to zero as the product of a sequence
with limit zero and a bounded sequence. O

Theorem 5.3.13 (Uniqueness of representation of Ito processes, [5]). The rep-
resentation of an Itd process in the form dX (t) = b(t)dt 4+ o(t)dW (t) is unique.
That is: Suppose

dX (t) = by (t)dt + ox (£)dW (t),
dY (t) = by (t)dt + oy (£)dW (t),

with fo oz(s)dW (s) bounded, for Z € {X,Y}, and assume that X (t) =Y (¢) al-

most surely. Then bx (t) = by (t) and ox (t) = oy (t), for almost all t, Lebesgue-
almost surely.

Proof. Consider Z = X + Y and observe by linearity:
t t
Z(t) = / (bx —by)(s) ds +/ (ox —oy)(s) dW(s).
0 0
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Hence Z is an It6 process. By assumption, Z(t,w) = 0 for almost all w € Q.
Thus

B(#) = /O (bx — by)(s) ds = — /O (ox — oy)(s) AW (s) = &(1).

We have [b(t), b(t)](t) = 0 due to proposition 5.3.11. However, it also holds

[b(),b(®)](8) = [6(1), 5(1)](t) = /0 (ox —oy)(s)* ds.

To have the last integral be equal to zero, we need ox(t,w) = oy (t,w), for
almost all w € 2. We deduce 6(t) = 0, for almost all w € Q, which gives

/t(bX —by)(s) ds =0, for all ¢t € [0,T]. (20)
0

Let b(t) = bx (t) — by (t) and define b™ > 0 as the positive part of b respectively
b~ > 0 as the negative part of b, such that b(t) = b*(¢) — b~ (t). By equation
(20), we have

d d
/ bt (s) ds = / b~ (s) ds = 0, for almost all [¢,d] C [0,T]. (21)

Next, let b7 (E) = [,b%(s)ds resp. b~ (E) = [, b (s)ds, for E € B([0,T)).
Both bt and ZNZ* satisfy the measure conditions on B([0, T) and by equation (21),
we conclude bt ([c,d]) = b~ ([e,d]), for all [¢,d] C [0,T]. B([0,T]) is generated

by intervals of such kind. Hence we obtain b™ (E) = b~ (E), for all E € B([0,T)).
By contradiction, we assume the set {t : b(t) # 0} = {t : b (t) # b~ (t)}
has positive Lebesgue-measure. In this case, at least one of the sets BT =

{t 0" () > b (t)} or B~ = {t: b (t) < b (t)} must have positive Lebesgue-
measure. Consequently, we deduce

bVH(E) - b (E) = / (bt —b7)(s)ds >0, for E€ {B~,B"},

contradicting bt (F) = b~ (E), for all E € B([0,T]). This forces b™ — b~ =
bx — by = 0 almost surely on [0, T]. O
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6 ItO0 formula

The focus of this chapter is the following question: If F'(¢, z) is a smooth function
depending on two variables and X is an It6 process, is F(t, X (t)) again an
1t6 process? Which form would its characteristics take? For simplicity, we
first consider only smooth F(W (¢)) and answer this question in a step-by-step
manner. The beginning of this chapter is rather informal.

6.1 Intuitive attempt

This section is mainly inspired by [5] and is devoted to giving a brief idea of the
It6 formula. We want to design F(W(t)) in the form

F(W(t) = F(W(0)) + / br(s) ds + / or(s) AW (s),

and identify its corresponding characteristics by and op. We start our guess in
some tiny interval [t,¢ + h], for very small h > 0. By Taylor expansion for a
suitable smooth function F', we have

F(t+h)=F(t)+ f: FOw h*.

k
We replace ¢t by W(t), and h by W(t + h) — W(¢t). The above equation now
becomes

ey AlCD)
Fv e+ ) - Fw (o) = T v o) win)

k=1

We analyze the sum of the above RHS term by term. The first term may be
recognized as ftH_h F'(W(s))dW (s). Because (F' o W)(t) is continuous in ¢,
the stochastic integral of the simple process 1 45)(s)F'(W(t)) takes the form
FI(W(t))(W(t 4 h) — W(t)), that is close to L ¢yn)(s)F'(W(s)), for tiny h,
due to theorem 5.1.5. Hence for tiny h > 0, we capture arbitrary W(t + h) —
W (t) informally as dW(¢). Since the quadratic variation of a Wiener process
over [t,t + h| is h, the second term may be regarded as an ordinary Riemann
resp. Lebesgue integral of 1/2F"(W (s)) over [t,t + h] w.r.t. s. Therefore one
informally identifies (W (t + h) — W (t))? with dW (t)dW (t) = dt, for tiny h > 0.
As W(t+ h) — W(t) ~ N(0,h), we obtain by the Cauchy-Schwarz inequality
that

E[[W(t+h) = W(O)F°] < VE[(W(t +h) = W(&)E[(W (¢ + k) — W(1))?]
= /@ - 12k
= V3h3

vanishes for b — 0. Thus one may represent (W (t+h)—W (t))3 by dW (t)dt = 0
for tiny h and forget about all terms of order k > 3.
The It6 process in question may be represented in the form:
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t+h t+h
F(W(t+h)) :F(W(t))+/ br(s) ds+/ or(s) AW (s),

where bp(s) = F'(s) and op(s) = 1/2F"(s). Therefore one informally identifies
the above equation in differential form by

AP (W (t)) = %F”(W(t))dt + (W ()dW ().

We now wish to formalize our conjectured results. In the last chapter 5, we
constructed the It6 integral for simple functions as sums of Wiener increments.
This allowed the definition for f € M? due to the means of the It6 isometry.

6.2 Formula for functions of It6 processes

In order to obtain a formula for a large class of functions F', we start with some
technical restraints on F. In the first place, this very formula shall be stated
for bounded, continuous F' with compact support which depends on a Wiener
process as an input variable, theorem 6.2.3. This fact is applied in theorem 6.2.4
to acquire an extension for general functions in C? with compact support. The
construction begins with a result in £2-convergence.

Proposition 6.2.1 ([5]). If f € M? has continuous paths, then for each t €
[0,T] and sequence 1y, 1y(n)(0,t) = {tnr}o<k<mn) of partitions of [0,t] with
[Tl 1 (n) (0, )] — 0 as n — oo, we have

m(n)—1 2

lim E / f(s) dW(s) — Z Ftn ) W (tn k1) — W(tnx)) =0.
0 k=0

n— oo

Proof. Let Hn’m(n)(o,t) be as assumed and

m(n)—1

fn(s) = ]1{0}(8)f<0) + Z ]l(tn,k,tn,k-u](S)f(tn,k)'

k=0

In the proof of theorem 5.1.5, we approximated any f € M?2 by simple processes
{fn}nen C &, for arbitrary intervals [0,¢]. Therefore f,, meets the property:

lim E Uot(f—fn)Q(s) ds] =0.

n—oo

We conclude by the It6 isometry and linearity that
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t m(n)—1 2
= lim E (/ fls) dwi(s)— > f(tmk)(W(tn,kJrﬂ—W(tmk))) =0.
0 k=0

O

Corollary 6.2.2 ([5]). Assume G : R — R is continuous and G(x) = 0 for
x ¢ [—c,c], ¢ >0, then

lim E

t—o0

t m(n)—1
/0 G(W(S)) dW(S) - Z G(W(tn,k))(w(t7z,k+1) - W(tn7k))2] = O

k=0

Proof. The integral fot G(W (t))dW (t) exists, because G(W(t)) € M? as it is
bounded. The result directly follows from proposition 6.2.1. O

Theorem 6.2.3 (It6 formula for functions of Wiener processes, [5]). Assume
that F : R — R is twice continuously differentiable and F(x) =0 for x ¢ [—c, ],
¢ > 0. Then the Ité formula holds:

FOW (1)) — F(W(0)) = /O FW(s)) dW(s)+% /0 FY(W(s)) ds.

Proof. We choose an equidistant partition {tx }o<g<n, for some n € N, such that
ty = k%, for all k. We treat the above LHS as a telescope sum and observe

n—1

F(W(t)) = F(W(0) = > (F(W (tir1)) — F(W (t))). (22)
k=0

Let z, be some value in between of W (t;) and W (ti4+1). Then by the Taylor
formula we have

W (t41)) — FOW (1)) = F'OW (1) (W (t1.2) — W (1)) + 5 F” (W () (W (tx2) — W (13))°
(23)

We combine equations (22) and (23), which gives

FW (1) ~ FOV(0)) = Y F/(W (0) W (1) — W (1)
k=0
n—1
5 3 F V)W (1) — W (16))?
k=0



We receive an expression for the limit in £2(Q) of the first term of the above
RHS by corollary 6.2.2, since

T S F )0 ) - Wiee) = [ FOV () aw(s),
k=0

Thus there exists a subsequence that converges almost surely. Next, we claim
that

n—1

dim Y (F"(z) = F"(W () (W (tresa) = W (tr))* = 0, (24)
k=0

almost surely. F' and the Wiener paths are uniformly continuous. Hence for any
€ > 0, there exists ¢ > 0, such that |u—v| < ¢ implies |F"'(u) — F"(v)| < e. For
almost all w € €, given § > 0 there exists v(w), such that |t — s| < v(w) implies
|[W (t,w) — W (s,w)| < 5. We fix a certain path w € Q and an arbitrarily chosen
€ > 0. The condition on F' gives ¢, which provides v(w) from the condition on
the Wiener paths. Let h(w) > 0 be satisfying ﬁ < v(w). For n > h(w), it
holds that |z — W (tr)| < ¢ and therefore |F" (W (zy)) — F" (W (tx))| < e, for

k=0,1,...,n. Thus for almost all w € Q, we conclude
n—1 n—1
B> (F"(z1) = F'(W () (W (thar) = W(t)? | < B | D> (W (thpr) — W(t))?
k=0 k=0
n—1
=€ (tk—i-l — tk) = €t.
k=0

Indeed, > (W (tg41)— W (t)))? is finite for almost all w € Q. We derive equation
(24), because € > 0 was arbitrarily chosen. The next goal is to show that

Tim 37 F W ()W (tesn) — W(t2)? = / F'(W(s)) ds.
k=0 0

The above RHS may be approximated by > F" (W (tx))(tk+1 — tx). Since t —
F"(W(t)) is continuous we have

t
JE&ZF” N(thg1 — tr) = / F"(W(s)) ds,

0

almost surely. The current task reduces to proving that

i i F"(W () (W (ti1) = W (tk))? = (tr41 — 1)) = 0.
k=0
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We aim for convergence in £2(£2). Observe

n—1 2 n—1
E <ZFN(W(tk))Zk> =E | > (F"(W(t))Z)?
k=0 k=0
» (25)
+2E | Y FI(W () F" (W (th) 2120, |
k,1=0
k#l

with Zp = (W (tgs1) — W(tx))? — (tg+1 — tx). For I < k, the expectation of the
cross terms in equation (25) equals zero, since the increment W (tg41) — W (t)
is independent of the o-algebra by theorem 4.3.6. Furthermore, independence
of Z;, F"(W(t;)) and F"(W (t)), all F;,-measurable, is also given. The tower
property and independence deliver

[
= E[F"(W () F" (W (tx)) ZiE[Zk| Fe,]]
= E[F"(W(t)F" (W (tx)) ZI]E[Z]
= E[F"(W () F" (W (tx)) Zi) (Var[W (1) — W (te)] = (ter — i)
=0.

The square term of (25) is now under the scope. By assumption, we have
sup (F"(x))? = J and thus

z€[—c,c]
n—1 n—1 n—1
E > (F'(W(t)Ze)®| <JE|> 22| =7 E[Z}].
k=0 k=0 k=0

We claim that the above expression converges to zero. For that purpose, we
have proper a look at E[Z?] and derive

E[Z) = E[(W (tg11) — W (tx))"]
= 2Var[W (trr1) — W(t)](tks1 — te) + (terr — 1)

2
= B () - W) - (1) (26)
212

This delivers

n—1 2t2
. 21 . _
nlgr;o kE_OE[Zk] = nlgrolon <n2 ) =0,

which guarantees the almost sure convergence of a subsequence. O
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The above fact shall be directly extended to It0 processes.

Theorem 6.2.4 (It6 formula for functions of It processes - one variable, [5]).
Assume that F : R — R with F € C? and F(z) = 0 for x ¢ [—c,c], ¢ > 0.
Assume that X is an Ito process of the form

dX (t) = b(t)dt + o (t)dW (2),

where o € M?, both b and o have continuous paths, and where X and o are
bounded by some constant. Then the process F(X (t)) is an Ité process and the
It formula holds:

F(X(t)) = F(0) -l—/o F'(X(s))b(s) ds
+/ F'(X(s))a(s) dW(s) + %/0 F"(X(s))o?(s) ds.

0
This can be informally identified with the SDE of the form:

1

dF(X (1)) = <F’(X(s))b(s) + 2F”(X(s))0'2(s)) ds + F'(X(s))o(s)dW (s).

Proof. We again write F'(X(t)) — F(0) as a telescope sum and recall equation
(23) w.r.t. the It6 process X, then

F(X(t) — F(0) = ) F(X(tk41)) — F(X(t))
k=0
= / 1 = 1" 2
=D F(X () (X (the1) — X(t)) + 5 D F () (X (trar) — X (1))7,
k=0 k=0

(27)

where t;, = kL and z; is in between of X (t) and X (t341)). The first term in
the very RHS of equation (27) may be written as

:z;éF'(X(tk)) (/tk+1 b(s) ds + /tk+1 o(s) dW(S)) .

tr tr

F'(X(t)) is uniformly continuous. Hence for each € > 0, there exists § > 0, such
that |u —v| < 0 implies |F'(X (u)) — F'(X (v))| < e. Consider some m > 0, such
that n > m and 1/m < §, which gives

wn [ s as— [T PG as

tr tr

=0
Z_:/M IEF'(X(s)) = F'(X ()] ds

/ )l ds.
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To deal with the second term in the very RHS of equation (27), we define

Tn(t) = Srzo Litgotrsn) (D)o (tr). Thus

ty

2 (i F/(X (1)) () (W (b — Z P [ o) dW(s>>

n—1
=E | > (F'(X(tx)Zr)*| +2E | > F'(X(t)F' (X (ts)) 212 | ,
k=0 k,1=0
k£l

(28)

with Z;, = tk“(an —0)(s) dW(s). For the first term in the RHS of (28), we
conclude

E | (F(X(0) 21
k=0
trt1 2
<tes[%pT]|F |ZE </ (on —U)(S)dW(S)> ]

< sup |F'(X |Z [ /A " ow = 06) v

te[0,T]

which converges to zero as n — co. The second term in the RHS of (28) is zero
because for [ < k, we have

E[F'(X (t))F' (X (tr)) Z1Zy] = E[F'(X () F'(X (tx)) Z)E[Zk | F1, ] = 0,

due to the martingale property of the stochastic integral. Next, we aim to show
that

Tim Y (F(2) = F(X () (X (te1) = X (t1))* =0, (29)

almost surely. We translate the reasoning and notation from equation (24) and
below. Hence for n > h(w), it holds that |z — W (tg)| < ¢ implies |F"(zy) —
F'"(W(tg))| < e for k=0,1,...,n — 1. Thus for almost all w € €, it holds

n—1

D (F"(zk) = F(X (10))) (X (try1) — P<e Z (trr1) — X (),

k=0

which converges to € fot o2(s)ds in £2(Q) as n — oo. Equation (29) follows, be-
cause it is true for every € > 0. Furthermore, there exists a bounded subsequence
converging almost surely. We need to show that
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n—1

Jim S PO 00) (X )~ X(0))? = [ FYO()o(s) ds in £2(9),
k=0 0

The increments of X are integrals that are multiplied by F” (X (t)) at fixed times
t. Because o has continuous paths, we consider Zz;é F'"(X (tx)) tt:“ o%(s)ds.
F" is bounded by some constant C'. Hence

S P ocm) (/tk“ 7 (s) ds = o (tw) (trt - tk)) '

k=0 b

n—1 (7
SCZ/ lo2(s) — o2(tx)| ds
k=0 "tk

n—1

<CY sup [0°(s) — o (u)|(trs1 — L)
k=0 ls—ul<%

=Ct sup |o%(s) — o*(u),

[s—u|<t

—n

which converges to zero as n — co. The claim now reduces to showing

tr41

lim n_lF”(X(t N (X (trg1) — X (te))* —
i 3% P00 (X)X

ty

o?(s) ds> =0, (30)

almost surely. The It0 process X is decomposed into two components, the drift
and a stochastic integral which is a martingale. Thus we consider

n—1 n—1

S FX (B (X (Brsn) — X (1)) = 3 F7(X (1) ( [ s [ ots) dW<s>)

2

k=0 k=0 23 23
(31)
As fot |b(s)|ds < oo almost surely, we further have
n—1 tht1 2 tht1 n—1 .t
P (X(t)) ( / b(s) ds) < sup |F"(z)] max / b(s) ds| > / b(s)| ds
o tr 2€[~C,0) Osk<n—11|J¢, 0 /i
and

n—1

> et ([ as) ([ ot awe)

k=0

< jnk
- we[sllg7c] | (:L')| OSII?Sar}L(fl

/ () aw ()

k
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Because t — fot b(s)ds and t — fg o(s)dW (s) are continuous functions, they are
also uniformly continuous on [0, T'|. Moreover, Y [ |b(s)|ds is bounded, meaning
both upper bounds of the above converge to zero almost surely. Combining
equations (30) and (31), it remains to prove that

2

Tim. :Z_: F"(X(t)) (( / . o(s) dW(s))

tk

tht1
7/ o?(s)ds | =0,
tr

almost surely. Let Z(t) = fot a(s)dW (s), so

n—1 tet1 2
E (ZF"(X(@)) (@) -z - [ ) d)) (32)

k=0 Lk

is currently in the scope. First, we want to show that the cross-terms in equation
(32) are zero. For | < k, we use the tower property w.r.t. F;, and remove
everything out of the conditional expectation but the (Z(ty11) — Z(t))* —

tt:“ 0?%(s)ds term. If this very term is zero within the conditional expectation
it remains to deal with the square terms in equation (32). As a consequence of

theorem 4.3.8, we obtain

B |2 - 2007 - [ " o2s) 5172,

tr

= E[Z%(tpg1) — Z%(te)| ;] — E Uml o2 (s) dSIFtk}

—&[20- [0 ds|f:] - (#0- [ as) =0

where we get the last equality by theorem 5.3.8. All cross-terms in (32) vanish.
Next, we take the square term in equation (32) into account. Consider the
identity (z + y)? < 222 + 2y2. Since F" is bounded, we have

E

n—1 tha1 2
(F"(X(te)))* | (Z(trs1) — Z(t1))* — o”(s) ds 1

<20E | > (Z(tesr) — Z(t)* + (/tt+ 7o) d5> 2]

1
L

Lk=0
[n—1 A tha1 ) n—1 i1 5
< —
< 2CE Z(Z(tkﬂ) Z(ty))"| +2C oJhax /t o“(s) ds Z/t o*(s) ds
Lk=0 k k=0 k
n—1 tei1 t
<2CE (Z(tps1) — Z(tp))*| +2C  max / o?(s) ds / o?(s) ds.
Lk=0 Osksn—1 |y 0

The first of the above upper bound converges to zero due to lemma 5.3.9, because
the process Z is a bounded, continuous martingale. Regard the second term of
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the above upper bound. We note that ¢ fot 02 (s)ds is continuous, hence also

uniformly continuous, and fot 0%(s)ds < oco. For that reason, the upper bound
converges to zero almost surely. Again there is a subsequence almost surely
converging. O

We turn our attention to functions of two variables ¢t and x. Beforehand, we
implement some new notation on which the following It6 formulae depend.

Definition 6.2.5 ([5]). For any function F : [0,T] x R — R with (t,z) —
F(t,x), the notation of its partial derivatives is now given by:

OF
Ft 57
OF
Fx 877
0*F
Fww @

Moreover, let C12([0,7] x R) be the collection of all functions F(t,x) with
continuous partial derivatives Fy, F, and F,,.

Theorem 6.2.6 (It6 formula of Ité processes - two variables, [5]). Assume
F(t,z) € CH*([0,T] x R) and F(t,x) = 0 for x ¢ [—c,c], ¢ > 0. Let X be

bounded by a constant and satisfy

dX (t) = b(t)dt + o (t)dW (¢),

with o € M? and b, o having continuous paths. Then F(t, X (t)) is an Ito process
attaining the formula:

F(t, X(t)) = F(0,0) +/O Fi(s, X (s)) ds
+ /0 Fu(s, X(s))b(s) ds + /0 Fu(s, X(s))o(s) dW(s)  (33)
+%/0 FM(S,X(S))Gz(s) ds.

Proof. Again let t;, = k%, for k=0,1,...,n. By Taylor formula, we get
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n—1

F(t, X (1) = F(0,0) = )  F(teyr, X(tet1)) — F(tr, X (k)

0
= o

- Fy(te, X (tr)) (tkt1 — tr)

=0
n

o
|
—

+ 2 (Filsk, X(t)) = Filte, X (8:)) (trra — ) (34)

1M
= O

+ > Fu(te, X () (X (te1) — X (tr))
0

n

=~
Il

1

sz(tlm Zk)(X(tk+1) - X(tk))27
k=0

+
DN | =

where sy, € [tk, tr+1] and zj is in between of X (tx) and X (¢+1). The first sum in
the very RHS of equation (34) is an approximation of fot Fi(s, X(s))ds, whereas
the second sum converges to zero due to the continuity of F;. We already dealt
with the third and fourth sum in the proof of theorem 6.2.4, which derives the
claim. O

Assuming that F' is zero outside some bounded interval is very restrictive. The
1t6 formula is currently not applicable to basic functions such as constants or
the exponential. For that purpose, we want to develop techniques to gain access
to a wider class of functions that can be considered in unbounded intervals.

6.3 Extending the integral

The goal of this section is to provide tools for the extension of the It6 formula
for general functions in C12([0,T] x R). We do so in exploring the localisation,
definition 6.3.1, and further aim for proposition 6.3.4. Theorem 6.3.5 ensures the
existence of the limit process which is independent of the choice of localisation.
Let X = {X(t,w) : t € [0,T],w € Q} be a stochastic process with continuous
paths. For some ¢ > 0 and w € (2, define

Te(w) =inf{t € [0,T] : | X(t,w)| > ¢},

where inf{(} := T. In other words, we want to stop the process once it reaches
a given level ¢ and remains constant from then on. If X is assumed to be
{Fi}1epo,m-adapted, then

{re>ty= ] {IX(s)|<c}er,

s€[0,¢]NQ

which makes 7. a stopping time. Let
Xe(t) = Lo, (1) X (£) + L7, 00 (),
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which satisfies |X.(t)] < ¢. Thus we apply the instruments available that we
gathered for bounded processes. If ¢ — oo, then X, is the original X and we
only need to pass to the limit. Continuous paths are bounded on bounded in-
tervals. If ¢ is above this bound, we have 7. = T'. Hence if the process remains
below the boundary ¢, a process must not be stopped.

We introduce a new class of stopping times. It helps to verify that once a
given process is stopped we receive a process in M?2.

Definition 6.3.1 (Localising stopping time, [5]). Let X : [0,7] x @ = R be a
stochastic process. We call a sequence of stopping times {7, }nen localising for

X in M? if:

(1) 7 < Ty, for eachn > 1.

(2) Tp<r X € M2, for each n > 1.

(B) PUpii{w: a(w) =T} = 1.

The class of localising stopping times is key for the extension of the stochastic
integral. We define the space

T
P? = {f :[0,7] x @ — R, f product measurable and adapted, / f(s)ds < ocoP— a.s.} .
0

If f € M2, we have E[fOT f?(s)ds] < oo. This implies fOT f?(s)ds < oo, P-almost
surely. Therefore f € P2, ie. M? C P2.

Proposition 6.3.2 ([5]). If f € P2, then the sequence of stopping times defined
forn>1 by

=it {s€ 0.1 [P duzn},

where inf{Q)} = T, is a localising sequence of f in M?>.

Proof. By definition, {7,}nen is an increasing sequence. For each w € 2, we
have

T o
/ L{s<r, ) (8)f*(s,w) ds = / f2(s,w) ds < n.
0 0

This implies

T
E l/o (Lis<ry f7)(s) ds] <n < oo,

which guarantees 1<, 1 f € M?. Moreover for each w € € with fOT f(s,w)ds <
00, there exists n € N such that fOT f?(s,w)ds < n. The claim follows as

EP[{MEQ:/TfQ(s,w)dS<OO}]=1. O
0
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The extension of the stochastic integral begins as follows: For every f € P2,
there is some localising sequence for f in M2, such that there exists a continuous
martingale X, (t) satisfying

T
Axnu>=té (Lo Loy f)(5) AW (s). (35)

Definition 6.3.3 ([5]). For f € P2, we define its stochastic integral as

t
/0 £(s) dW(s) = lim X,(0).
with X, (t) as in equation (35).

A process X with continuous paths fOT F(X(t))dt can now be defined because,

given F' continuous, fOT F2(X(t))dt < oo almost surely. In the following step,
we aim to relate stopping times to stochastic integrals. In particular, we prove
the following: If the values of two stochastic processes remain the same until
some stopping time 7, for some w € €2, then their stochastic integrals are equal
until every time ¢ < 7(w), for almost all w.

Proposition 6.3.4 ([12]). Let f,g € M? and let 7,9 both be stopping times,
such that f(t,w) = g(t,w), if T <t < 9. Then for any 7 < s <t < ¥, we have
for almost all w,
t t
[t awi) = [ gta) awa)

Proof. Fix s and t, such that s < ¢. We need to ensure that if f(¢t,w) = 0 on
E={(tw)e0,T]xQ:ter,9}, then fst fw)dW(u) =0on A(t) ={w e N:
ten,9)}={r <t}n(Q\ {9 <t}) e F. Assume f € £ is as in definition 5.1.4.
There exists | < k for any w € Q, such that 7 € (¢,t;41] and ¥ € (g, tgy1]-

If f vanishes on E, we need &;(w) =0, for I < j < k. Let s € (t,t;41] and
t € (tk, tg41], then

(/: f(u) dW(u)) (w) = </0t f(u) dW(u)> (w) — (/O f(u) dW(u)) (w)

-1

S

0

<

Il
- R
I

E(W(tjpr,w) = W(tj,w)) + &k(w)(W(t,w) — W (ty,w))

=

E(W (1, w) = W(tj,w) = G(w)(W(s,w) = W(t,w)).
1

J

If 1 <s<t<49,then {(w) =0, for I < j < k. Thus the above sum equals
zero. Let f be bounded and assume the existence of an increasing sequence
{fn}tnen C & converging to f in M?. Further let h,(t,w) = L) (t)fn(t,w),
which is an adapted process. We have that fst hn(w)dW(u) = 0, for 7 < s <
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t < 9. As f, converges to f in M2, we get that h, converges to Taw)f and
conclude

t

lim ‘ hy(u) dW (u) = / f(u) dW (u) in £2(9).

n— oo s

There exists a subsequence converging almost surely. Moreover, f; fw)dW (u) =
0, for 7 < s <t <4, is true on a set of full probability €2;. We observe

/f )dW(u)=0on | ] Q.

g€(s.INQ

This result can be extended to all ¢ € [0, T], by continuity. To close the proof let
feM?and f,(t,w) = Lq1#(t,w)<n} (W) f(t,w), which converges to f pointwise.
Due to dominated convergence, we deduce convergence in M?2. Linearity of the
stochastic integral and the It6 isometry deliver f: frn(uw)dW (u) converging to

f flu ) in EQ( ). Since f, is bounded, it is also zero for 7 < s <t < .
Indeed, fs fn W (u) = 0 holds, forcing f; f(uw)dW (u) = 0. O

Remark. Notably, the above proposition implies equality of the stochastic inte-
grals over [0,t] by taking 7(w) = 0, for all w € .

Theorem 6.3.5 ([5]). There exists a continuous process X (t), such that X (t) =
lim X,,(¢t) almost surely. The limit does not depend on the choice of localising
n—oo

sequences {7, }nen used to define X, as in equation (35).

Proof. Let {7,}nen be a localising sequence and consider Q* = J,{w € Q :
Tn(w) = T}, which has full probability. Furthermore, let ©,, C Q with P[Q,,] =
1, for all n € N, such that w € Q,, implies t — X,,(¢,w) has continuous paths. Let
Q. =), Q. Since P[J,, 2\ 2] =0, we get P[€2,] = 1 and also P[Q2,NQ*| = 1.
We denote the smallest n, such that Tn( ) T, for w € 2,NQ*, by m(w). Define
fu(t,w) = f(t,w) o, @ (t) (ie. Xn( fo (Ljo,9.fn)(s)dW (s)) and let 7 =
Tn. For any (¢,w) with t < 7(w), we have fa(t,w) = fry1(t,w), because {7, }nen
is an increasing sequence. As a consequence of the previous proposition 6.3.4,
for any (t,w) with ¢t < 7(w), it holds that fot fa(8)dW (s) = fot Frr1(8)dW (s).
Therefore X, (t,w) = X,,4+1(¢, w) holds. This is enough to ensure for w € 0, NN*
and n > m(w) (i.e. 7,(w) =T), we have X,,(t,w) = X,11(t,w), for all t < T.
We conclude that X, (t,w) may be constant and write X (t,w) = X, (t,w).

The path-continuity of the limit X (¢) follows from those of X, (¢). We wish to
prove the independence of X(¢) of the chosen localising sequence Let ¥, be
another localising sequence of f in M? and define Y,,( fo 0,0,)f)(8)dW (s).
Also, let

r= ﬂ{weQ:Tn(w) =T and 9, (w) = T}.
neN

By definition, P[I'] = 1 as both {7, }nen and {9, }nen are localising. Again we
apply proposition 6.3.4 and consider
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f‘rn (taw) = ]]-[O,Tn(w)] (t)f(t7w)7
fﬂn (ta w) = ]]-[0,19,” (w)] (t)f(tv (.U).

Define ¢,, = 7, AY,, which is a stopping time by lemma 4.4.2. Clearly, f. (t,w) =
fo, (t,w) for all w € Q with ¢t < ¢,(w). Since P[] = 1, it follows from propo-
sition 6.3.4 that X,,(t) = Y, (¢) almost surely, for each t < T. Thus we have
lim X, () = nl;rrgo Y. (t). O

n—oo

All the necessary work is done to attack It6 processes for more general inte-
grands.

Definition 6.3.6 ([5]). Let b, o be given progressively measurable processes sat-

isfying fOT |b(s)|ds < oo and fOT 0%(s)ds < oo, almost surely. If the process X
is of the form

X(t) = X(0) —|—/0 b(s) ds —|—/0 o(s) dW(s), (36)

then such X is called an Ité process. The differential form of X as in equation
(36) satisfies

dX(t) = b(t)dt + o(t)dW (t).
Next, we restate proposition 6.3.4 for a more general space of integrands.

Proposition 6.3.7 ([5]). If T is a stopping time and f,g € P?, such that
flt,w) = g(t,w), for each t < 7(w), then

/ () dws) = / gls) AW (s).

for almost all w with t < 7(w).

Proof. Let f,g € P?, and consider h = f — g € P2. By assumption, we have
h(t,w) = 0 almost surely, for ¢ < 7(w). We define the localising sequence for h
in M

Tp(w) = min {t € [0,7]: /Ot h%(s,w) ds > n} .

Due to theorem 6.3.5, the sequence

X (1) = /0 (Luzry £)(s) AW (s)

has a stochastic process X as limit. It holds that h(t,w)l{;<r, ()} (t) = 0, for
t < 7(w). We obtain
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t
/ (Lgt<r,yh)(s) dW(s) = 0, for every t < 7(w).
0

We conclude the claim as nl;rgo Xn(t) = X(t,w)=0,if t < 7(w). O
Certain paths of stochastic integrals are equal if the very same paths of the
integrands are equal. The next task is to apply the gathered theory for the final
version of the Itd formula. Beforehand, we want to highlight the importance of
a more general space of functions. For b with fOT |b(s)|ds < 0o and o € P?, the
1t6 process X takes the form

X(t):X(O)—k/O b(s) ds+/0 o(s) dW (s).

We need the existence of the stochastic integral fot Fo(s, X (s)dW(s). M? is
not a suitable space, because F(t, X (t))o(t) is not necessarily contained in M?
for general ¢ € M?. Then |F,(t,X(t))o(t)] may be unbounded. Moreover,
we required X to be bounded by some deterministic constant as in theorem
6.2.3 and 6.2.6. X contains a Wiener process W. Consequently, fg o(s) dW(s)
needs to be bounded. This excludes constants o, which does not apply to our
intentions in the Black-Scholes model. Thus we need localisation to relax the
restrictions. P? only asks for X and F, to be continuous, which means that
t — F,(t, X(t)) is bounded on bounded intervals. Hence fOT F2(s,X(s))o?(s)ds
is well defined. However, there is no counterpart to theorem 5.3.1 anymore. In
other words, t — fg(]l[o,t]a)(s)dW(s) is not a martingale in general.

6.4 Itd6 formula for general integrands

The goal of this section is the construction of the general It6 formula 6.4.2 and
Lévy’s theorem 6.4.4. The previous section 6.3 delivered a new technique called
localisation. This opens the derivation of more general versions. In the same
fashion as in section 6.2, we begin with the Itd formula for functions of Wiener
processes.

Theorem 6.4.1 (general It formula for functions of Wiener processes, [5]). If
F:R — R with F € C?, then

Proof. Let F € P? and define

Q, ={weQ:|W(t,w)| <n, forallt € [0,T]}.

There exists Q* C ) of full probability, such that W (¢,w) has continuous paths
on *. Tt holds that Q* C |, oy 2., because continuous paths are also bounded
on compact intervals. Let w* € Q* and n € N large enough, such that w* € €,,.
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Consider F,, € C? with F,(z) = F(z), for € [-n,n], and F,(z) = 0, for all
x ¢ [—(n+1),n+ 1]. By the It6 formula, we obtain

1

FW(0) = FW () = [ FLW(s) aws)+ 5 [ FI0v(s) ds.

Define 7(w) = min{t € [0,7T] : |[W(t,w)| > n} and thus F,(W(t)) = F'(W(t)),
for all (t,w) with ¢t < 7(w). Proposition 6.3.4 states that

/PMW@MW@z/JWW@MW@,
0 0

for any (t,w). Moreover, the chosen w* € Q* satisfies 7(w*) = T. Therefore
we receive the It formula as in equation (37), for all ¢ € [0, T, since the other
terms F), can be exchanged by F'. O

Consider 7 = min{t € [0,7] : X(t) > ¢}. For X € P?, X(t A1) € M? is
a martingale. We now wish to state the main result of the whole chapter for
¢ — 00, where X (t A1) — X(t).

Theorem 6.4.2 (general It6 formula, [5]). Assume that F: [0, T] xR — R with
F € CY? and let X be an It6 process

dX (t) = b(t)dt + o (t)dW (t),

where fOT |b(s)|ds < oo, almost surely, and o € P?. Then the process F(t, X (t))
is an Ito process and attains the Ito formula:

F(t,X(t)) = F(0,0) —|—/O Fi(s,X(s)) ds +/O F.(s,X(s))b(s) ds
(38)

t lt S 80'28 S
+ [ P X)) W (6 + 5 [ Farls X () s) s

Proof. Let F,, € C%? with F,(t,x) = F(t,x), for x € [-n,n|, and F,(t,z) = 0,
for x ¢ [—(n+1),n+ 1]. We further define 7,,(w) = min{t € [0, 7] : | X (¢,w)| >
nor |o(t,w)| < n}. Due to the continuity of the paths t — X (t,w) on [0,T7], we
have

=1. (39)

P[U{TnZT}

neN

We take the stopped process X, into account, which satisfies | X, (t)] < n. We
aim to show that

dX, (t) = by, ()dt + or, (£)dW (1),
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with b., = bl ., and o,, = oljg ], is an Ito process If t < 7,(w), then
b, (s, o.)) = b(s,w), for s € [0,t]. We deduce that fo (s,w)ds = fo s,w)ds by
proposition 6.3.4 and similarly for o, (s,w) = a(&w)7 that fo o, (s,w)dW(s) =

fo s,w)dW (s), which gives X, = X. Furthermore, b, (t) =0 and o, (t) =
0, for t > 7(w). Thus X, (¢t) = X(7,). For bounded F,,, we already have
the Ité formula in the form of equation (33). If ¢ < 7(w), then we also have
(Fn)z(t, Xs, (1)or, (t) = Fp(t, X(t))o(t), because F,(t,z) = F(t,z) for z €
[-n,n]. Hence for ¢t < 7(w), we obtain

/ (Fo)a (5, Xo (5))0m. () AW (s) = / Fu(s, X(5))o(s) dW (s).
0 0

If t < 7(w), when F,(t, X, (t)) is written in the form of equation (33), we
exchange F,, with F', X, with X, b, with b, and o,, with 0. We receive the
expression as in equation (38). This remains true almost surely by equation
(39). O

In addition, we show two applications of the Itd formula.

Corollary 6.4.3 (Product rule, [7]). Let X,Y both be It6 processes of the form:
dX(t) =bx(t)dt + ox (t)dW (1),
dY (t) = by (t)dt + oy (t)dW ().

Then their product XY is also an Ito process, which satisfies

A(XY) = XdY +YdX + oxoydt.
Proof. For F(t,z) = 22, so F; = 0, F, = 2x, F,, = 2, the Ito formula 6.4.2

delivers

1
—20% (t)dt

dF(t, X (t)) = 2X (t)(bx (t)dt + ox (t)dW (t)) + 5

= o% (t)dt + 2X (t)dX (1),

meaning

XQ(t):XQ(O)—&—/O 0% (s) d3—|—2/0 X(s)dX(s).

We use this fact on (X + Y)? and observe

(X(t) +Y(1)? = (X(0) +Y(0))? +/O (ox +oy)?(s) ds +/0 (X +Y)2(s)d(X +Y)(s).

The claim follows immediately as



Recall that W (t) and W?2(t) — t are martingales by theorem 4.3.7. The useful
fact below characterizes a specific class of stochastic processes with the Wiener
process.

Theorem 6.4.4 (Lévy - one dimension, [14]). Let X = {X(t) : t € [0,T]} be
a stochastic process on the probability space (2, F,P). Suppose that X(t) is a
continuous martingale w.r.t. the Wiener filtration F}V, which satisfies X (0) = 0
and [X, X](t) = t, P-almost surely. Then X is a Wiener process.

Proof. Almost all paths of X start at zero and are continuous w.r.t. the Wiener
filtration. Let v € R and consider F(t,z) = exp (yz — 372t) € C12([0,T] x R).
Thus Fy(t,z) = —3v*F(t,z), Fy(t,z) = vF(t,z) and Fpu(t,z) = v*F(t,z).
Such F satisfies Fy(t,z) + §Fye(t,z) = 0. The It6 formula 6.4.2 gives the
martingale property of F (¢, X (t)), because

dF(t, X (t)) = Fi(t, X (t))dt + F.(t, X (t))dX (t) + %Fm(t,X(t))d[X, X|(¥)
= —%VQF(t, X(t)dt +~F(t, X (t)dX (t) + %VZF(t,X(t))dt
=~F(t, X (t))dX (¢).
Let s < t, then
E [exp <7X(t) — ;7215) |.7-"5] = exp ('yX(s) — ;’yzs) ,

which implies

E [exp (v(X(t) — X(5)))] = E[E [exp (v(X(t) — X (s))) | F]]

o (b )]
= exp sz(t - 8)> :

The above expression is the moment-generating function of the standard normal

In particular, X (¢) — X (s) ~ N(0,¢ — s). Moreover, it holds that

ELX(OI7] = exp (X + 320 -9))

Let 0 <t; <ty <...<t, <T and {y}1<k<n C R. We observe
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E leXp <71X(t1) Y (X () — X@k—ﬁ))]
k=2

=E |exp (i(% — Y1) X () + VnX(tn)ﬂ

k=1

=K lexp (Z Ve — Y1) X (tr) + %X(tn)> |]'—tn_1H
k—1

~E [exp (im - w)X(tk)) memmm}]

k=1

—E |exp ( (o — m)X(tk))] exp (;vﬁ(tn - tnn)
L k=1

:exp< 'yltl—i— Z’Yk —tp_ 1)
=eXP( wﬁ) HeXp< Velth — - 1))

The above calculation verifies that X (¢1) — X (0), X (t2) — X (t1),..., X (tn) —
X (t,—1) are independent increments. Indeed, X is a Wiener process on (2, F, P),
since each condition in definition 4.0.4 is satisfied. O

6.5 Local martingales

Localisation allowed the derivation of the It6 formula for more general processes
f € P2. The price we pald is that we gave up the martingale property of the
stochastic integral fo s)dW (s). This section is a small collection of tools
applied in section 7.3, where we erase opportunities to gain risk-free profit in
the Black-Scholes model. We aim to capture propositions 6.5.2 and 6.5.4.

Definition 6.5.1 (Local martingale, [5]). The process X (t) adapted to F is
a local martingale, if there exists a sequence {T,}n>1 of stopping times so
that for each w € Q, there is some N(w) € N, such that n > N(w) implies
Tn(w) > T. Moreover for each n, X,, is a martingale w.r.t. Fy.

By definition, every martingale is a local martingale as the martingale property
remains under general stopping times. We state the first result linking processes
f € P? to local martingales.

Proposition 6.5.2 ([5]). Let f € P?, then X(t fo is a local
martingale.

Proof. In the spirit of definition 6.3.3, the stochastic integral for processes of
f € P? was defined as

0= [ ) aWs) = Jim X, (0.
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with the continuous P-martingale

T
XAﬂ::A (Lo, L0.r01 /) (5) AW (3).

The limit X is independent of the choice of localising sequence {7, }»en used to
define X,, due to theorem 6.3.5. Consider

Tn:inf{tSTZ/tfz(S)dSZn}a
0

with the convention inf{(}} = co. Notably, a process must not be stopped if the
integral remains below the upper bound n. The calculations below verify the
martingale property of the stopped process X, = {X(m, At):t € [0,T]}:

X, () =X(mAt) = nh_}rglo Xn(me A t)

T
= lim [ (Tjo,r,ng Ljo,r,1 ) (s) AW (5)
T
= lim [ (LjoLj0.r) o7, f)(5) AW (s)
n oo 0

T
=A<MMWJWMW@:XW>

We obtained the second last equation because 7, > 7, for n > k. Thus
Ljo,7,(8) < 10,71 (8), for each s. O

Lemma 6.5.3 (Conditional Fatou, [5]). Let {x,}n>1 be a sequence of non-
negative random variables on a probability space (0, F,P). Then for any o-
subalgebra G C F, it holds that

E [lim inf zn\g} < lim inf E[z,|G].
n—oo n—oo
Proof. Interested readers may consult [5] theorem 4.27 for the full proof. O

Proposition 6.5.4 ([5]). Every non-negative local martingale is a supermartin-
gale.

Proof. Consider a non-negative local martingale X = {X(¢) : t € [0,7]} and
an associated sequence of stopping times {7, },>1, such that 7,, > T whenever
n > N(w) € N, for some path w € Q. This gives the martingale property to
X, (t)=X(1h At) as

E[X,, (t)|Fs] =X-, (s), forall0 <s <t <T.

Moreover, for n large enough it holds that 7,, At = t. We deduce
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liminf X, (t) = X(¢) and liminf X, (s) = X(s), almost surely.

n—oo n—oo

Let Z, = X, (t) > 0. By conditional Fatou 6.5.3, we receive the desired result:

E[X (t)|F,] =E [nm inf X, (t)|]-“s}

n—roo

=E {lim inf Zn|]:5}

n—oo

< liminf E[Z,|F]

n—oo

= liminf E[ X, (¢)|Fs]

n—oo

= liminf X, (s) = X(s). O

n—oo
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7 Black-Scholes Model

This chapter is dedicated to constructing an environment, which models the
random price dynamics in a continuous time financial market, the Black-Scholes
option pricing model. Its main purpose lies in the fair price of a contingent claim
only exercisable at maturity and independent of risk or expected return. The
leveraged exchange-traded fund becomes embedded in this model in the next
chapter 8.

7.1 Model description

The main tools to construct the Black-Scholes model are delivered in this section.
We seek the solution of the SDE modeling the risky asset in the Black-Scholes
model, covered in theorem 7.1.4. In theorem 7.1.6, we prove the uniqueness of
this solution.

First, we turn our attention to the continuous time price processes of the only
two assets in the (single-stock) Black-Scholes model.

Definition 7.1.1 (Risk-free asset, [12]). The risk-free asset, also called money
market account, satisfies the property

dB(t) = rB(t)dt, B(0) =1, (40)

where r > 0 is the risk-free interest rate. In particular, equation (40) is an
ordinary differential equation of the form B’(t) = rB(t). Equation (40) admits
the unique solution

B(t) =e™.

Since B(t) is fully deterministic. One may associate the risk-free asset B(t) to
a bank account with fixed interest rate r.

Besides the risk-free asset, we wish to model the time evolution of the stock
price S(t) assumed to be an Itd process. From an economical point of view, it
is reasonable to split S(t) into two parts, a systematic part and a random part.
The systematic part may be modeled by udt for a constant, known p € R, called
the drift. It represents the mean rate of return of the stock. The random part
may be modeled by odW (t), where W is the usual Wiener process responsible
for the random dynamics in the stock value. The volatility ¢ > 0 represents
the fluctuations caused by W. However, if ¢ = 0 there is no risk involved.
Therefore, we assume ¢ > 0 for the remainder of this thesis.

Definition 7.1.2 (Risky asset, [12]). The risky asset in the Black-Scholes model
is represented by an Ito process, which satisfies
dS(t) = uS(t)dt + oS(t)dW(t), S(0)> 0, (41)

with p € R and o > 0.
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Remark. In some literature, the process described by equation (41) is often
referred to as Geometric Brownian motion. We consider the filtered proba-
bility space (Q,F,FY,P) on W. The filtration F; = ¢{S(u) : u € [0,¢]} mea-
sures the stock price fluctuations and coincides with V' = o{W (u) : u € [0,]},
the natural Wiener filtration. S(¢) and W (¢) only differ by some deterministic
function. Hence they share the same source of randomness. We understand
equation (41) in integral form as

S(t) = S(0) + /0 S(u) du + o /0 S(u) dW (u),

which is solvable thanks to the work done in the last chapter 6. Beforehand, we
need to verify that the above It6 integral exists.

Proposition 7.1.3 ([5]). If the process S = {S(t) : t € [0, T} is of the form

S(t) = S(0) exp ((u - ";) t+ aW(t)) , (42)

then S € MZ2.

Proof. S in equation (42) inherits its product measurability and adaptation
from the Wiener process. By definition 5.1.1, it remains to show that

T
EVO S(t)dt] < 0.

Recall the moment-generating function of W (¢) ~ A (0,t), namely

Efexp(W(£))] = exp (;Var[W(t)O — exp (;) .

We want to change the integration order. Fubini’s theorem delivers the claim
as

T
E = 52(0)/0 E [exp (2ut — ot + 20W (t))] dt

/OT S2(t) dt

T
= S%(0) /0 exp (2ut — 0*t) E [exp(20W (1))] dt
T
= 5%(0) / exp(2ut — ot) exp(20%t) dt
OT
= 52(0)/ exp(2ut + o?t) dt < oco. O
0

Theorem 7.1.4 ([5]). The process described by equation (42) solves the SDE
(41).
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Proof. With theorem 6.4.2 in hand, we set S(t) = F(t, W(t)) with F(t,z) =
S(0) exp ((u — %2) t+ aa:), which delivers the partial derivatives

o? o?
Fi(t,z) = S(0) (u - 2) exp <ut - ?t + a:c) ,

2
F,(t,x) = S(0)oexp (ut - %t + Ux) ,

2
Fou(t,x) = S(0)o? exp (ut - %t + aa:) .

By the general It6 formula 6.4.1, we can write dS(t) as below:

—_

dS(t) = (Fi(t,x) + = Fyp(t, 2))dt + Fp(t, x)dW ()

= <S(0) (u = 022) exp ((u - U;) t+ OW(t))

+ 5(0)"72 exp <(u - ";) toW(t)) >dt + 5(0)0 exp ((M - U;) t+ aW(t)) dW (t)
= uS(t)dt + oS(t)AW (¢). O

DO

Next, we aim to show that the process meeting equation (42) is the unique
solution to (41).

Lemma 7.1.5 (Gronwall, [6]). Let f,g:[0,T] — R be integrable and let ¢ > 0,
such that
t
F@) <g@®) —I—C/ f(s) ds, for allt €10,T).
0

Then

F@) <gt)+ c/o exp(c(t — s))g(s) ds, for allt € [0,T].

In particular, if g(t) = a € R is constant, then

ft) < ae®, for allt € [0,T).
Proof. The proof is shown in [6] lemma 26.9 page 593. O

Theorem 7.1.6 (Unique solution, [5]). Equation (41) admits at most one so-
lution in M?2.

Proof. Assume there exists some X,Y € M?, such that

Z =2(0) —&—/OtﬂZ(u) du—&—/OtJZ(u) dW (u), for Z € {X,Y}.
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This construction allows the following estimate:

2

(X —Y)%(t) = </Ot w(X —Y)(u) du+ /Ot (X —Y)(u) dW(u)>

< 22 (/(f(x—m(u) du)2

We further see that

2

+ 202 (/Ot(x ~ Y () dW(u)) .

2

E[(X -Y)*(t)] < 24°E + 20°E

(/Ot(X—Y)(u) du)
(/Ot(X—Y)(u) du)

where the second summand of the above RHS was due to It6 isometry. We
want to approach something similar for the first summand. By Cauchy-Schwarz
inequality, we get

(/Otu(x ~Y)(w) du)

( /0 (X V)W dW(u)ﬂ

+20°E Uot(x —Y)?(u) du] :

2
= 21°E

2

g/ot;ﬂ du/ot(X—Y)Q(u) du
< MQT/Ot(X—Y)Q(u) du.

Furthermore, it holds that

(/Ot w(X —Y)2(u) du>2 (/Ot o(X = Y)(u) dW(u)>2]

< z,ﬂ‘T/O E[(X -Y)*(u)] du+ 202/0 E[(X - Y)*(u)] du

E[(X —Y)*(t)] <2E +2E

= 2(p*T + 02)/0 E[(X - Y)*(u)] du.

Observe for f(t) = E[(X — Y)%(t)], £(0) = 0, that

t
fO <0+ 20T+ %) [ fw) du,
0
which delivers f(t) < 0. We conclude the claim by the Gronwall lemma 7.1.5.
O
We introduce some additional definitions which we hereby assume all to be
preserved in the model.
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Definition 7.1.7 (European contingent claim, [5]). A European contingent
claim (abbr. ECC) is a contract represented by a random variable H on the
probability space (Q, F,P) supporting the Wiener process W equipped with its
natural filtration FYY = o{W(t) : t € [0,T]}. H is sometimes also called a
European derivative security.

The ECC H, the stock price process S, and the Wiener process W all share the
same measurability conditions. Let f be some Borel measurable function and
H = f(S(T)), then the contingent claim is path independent. In other words,
if S(T,w1) = S(T,ws) for some wy,wy € Q, then H(w;) = H(ws). However, the
opposite is not true in general since the o-algebra F7 is generated by the whole
process S and not just by S(T).

Definition 7.1.8 (European put option, [15]). A European put option P on
a risky asset with price process S, strike price K € (0,00) and maturity date T
is a contract, which provides the holder the right but not the obligation to sell S
at time T for price K. In particular, such P satisfies

P(T) = (K — S(T))" = max{K — S(T),0}.

Definition 7.1.9 (European call option, [15]). A Furopean call option C
on a risky asset with price process S, strike price K € (0,00) and maturity date
T is a contract, which provides the owner the right but not the obligation to buy
S at time T for price K. In particular, such C' satisfies

C(T) = (S(T) — K)" = max{S(T) — K,0}.

Remark. Contingent claims of such kind are bought/sold at time 0. In some
literature, they are often referred to as the two vanilla options.

Definition 7.1.10 (Trading strategy, [12]). A trading strategy in the underlying
(single-stock) market is an adapted process of the form

¥ = (z,y) = {(x(t),y(t)) : t € [0, T]}.

x(t) represents the number of shares of stock and y(t) is the number of units in
the money market account held at time t.

We assume a trading strategy ¢ = (x,y) to be square-integrable, i.e. fOT 22 (t)dt <
oo and fOT y?(t)dt < oo, P-almost surely. These conditions guarantee that

/Ot w(u) dS(u) = p /O (@8)(w) du+o /0 (@8)(u) dW ()
/Oty(U) dB(u) = T/Ot(yB)(u) du

are finite P-almost surely. Practically speaking, there is reasonable evidence as
we want an investor’s wealth to remain finite.
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Definition 7.1.11 (Value of the trading strategy, [12]). Let ¢ = (z,y) be a
trading strategy. The value of the strategy Vi, = {Vi(t) : t € [0,T]} is defined
as

Vi (t) = z(t)S(t) + y(t)B(t).
Definition 7.1.12 (self-financing, [15]). A trading strategy v is called self-
financing if Vi is a continuous adapted process, such that

dVy(t) = z(t)dS(t) + y(t)dB(t), P — almost surely.

In integral form, the above equation is understood as

Vi (t) = Vi (0) +/() x(u) dS(u) —1-/0 y(u) dB(u), for allt € [0,T].

The self-financing condition guarantees that there is no possibility to make
money "out of nothing". Changes in the portfolio value stem from changes in
the money market account B or the stock price S.

Definition 7.1.13 (Discounted processes, [15]). Let 1 be a trading strategy
Then one calls

(i) S={S:t€[0,T]} a discounted stock price process, if

S(t)= =~ =e"S(t), fort €[0,T).

(i1) Vi = {Vy(t) : t €[0,T]} a discounted value process associated to 1, if

7 Vi (1)

w(t) = B0 = e ""Vy(t), fort €10,T).

The next proposition states that the increment in the risk-free asset vanishes
when speaking of discounted values. In other words, the position taken in the
risk-free asset has no influence.

Proposition 7.1.14 ([12]). A trading strategy ¢ = (x,y) is self-financing if
and only if

dVy(t) = z(t)dS(t).

Proof. Let ¢ = (x,y) be self-financing. Then due to the product rule 6.4.3, we
have

dVy(t) = d(e "'V (t)) = —re "V (t)dt + e "t dViy (1)
= —re " (z(t)S(t) +y(t)B(t))dt + e " (x(t)S(t) + y(t)dB(t)).
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Since dB(t) = rB(t)dt and d(e~"") = —re~"dt, we are left with
dVy(t) = z(t)(—re " S(t)dt + e "' dS(t))
= z(t)dS(t).
Suppose that dVy,(t) = z(t)S(t). Again by the product rule, we receive
dV (t) = d(e"*Vy(t))

= re" Vy(t)dt + e dViy(t)
=7V (t) + e (t)dS(t).

Insert dS(t) = —re "tS(t)dt + e~ "*dS(t) and calculate dV (t) as follows:

dV () = r(x(t)S(t) + y(t)B(t))dt + e x(t)(—re " S(t)dt + e "dS(t))
= ry(t)B(t)dt + z(t)dS(t) = y(t)dB(t) + z(t)dS(t),
which meets the self-financing condition. O

7.2 Equivalent martingale measure

In a well-functioning market, the opportunity to create income without attain-
ing any risk is an unwanted feature. In the discrete-time setting, the absence
of such opportunities is equivalent to the existence of a probability measure P
sharing the identical null sets with the given probability measure P, such that
discounted price processes are P-martingales. This result is captured as the first
fundamental theorem of asset pricing. However, this task is rather sophisti-
cated in the continuous-time setting. One cannot state an analog of the first
fundamental theorem immediately. This unwanted feature may be erased if
we exclude all trading strategies creating such opportunities. It turns out that
the main tool in this context remains such a measure P. Before discussing this
feature in context with the Black-Scholes model, we need some additional theory.

This section attacks the existence and form of the probability measure P. A
crucial instrument for this task is a simple version of Girsanov’s theorem 7.2.11.
This brings equation (52), the main object of interest of the following. We start
the discussion with some results from measure theory.

First, note that the distribution measure of some random variable X on the
probability space (€2, F,P) is defined by

Px[E] = P[X € E], for every E € B(R).
We are allowed to integrate functions with Px over R, since Px is a probability

measure on R. The fact below links the Lebesgue integrals over R to those over

Q.
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Proposition 7.2.1 ([7]). Let X be a random variable on the probability space
(Q, F,P) and let f be a Borel-measurable function on R, then

E[|f(X)]] = / | )| dPx (u).

If this quantity is finite, then

E[f(z)] = / F(u) dPx (u).

Proof. The proof of this claim can be found in [7] theorem 1.5.1. O

Remark. In other words, the above proposition states that if one is interested
in computing E[X] = [, X(w)dP(w), it is enough to compute the integral
Jp f(@)dPx (u).

The current task is to accomplish a change of measure from P to P. To do so
one may consider a random variable R giving a relation between P and P in the
form of

R(w) = E;EZ;, for each w € Q. (43)

We want to avoid a division by zero. Hence we rewrite the above equation (43)
as

R(w)P(w) = P(w). (44)
This equation is always meaningful but completely disregards the value of R,

since any value times zero remains zero. Anyway, equation (44) delivers a solid
start and we continue this task preferably set by set rather than path by path.

Theorem 7.2.2 ([7]). Let R be a random variable on (Q, F,P), such that R > 0
almost surely and E[R] = 1. For E € F, we define

BlE] = /E R(w) dP(w). (45)

Then such P is a probability measure. Moreover, if a random variable Z > 0
P-almost surely, then

E[Z] = E[ZR]. (46)

If even R > 0, P-almost surely, then for every random variable Z > 0, we have

E[Z] =& [g . (47)
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Proof. This proof is not shown here. We hence refer to [7] theorem 1.6.1. for
detailed proof. O

Remark. We introduced E as in equation (46) representing the expectation
under P to distinguish it from the expectation E under P. In fact, E satisfies

fi[2] = /Q Z(w) dP(w)
- / (ZR)(w) dP(w).
Q

Definition 7.2.3 (Equivalent probability measure, [15]). Two probability mea-
sure P and P defined on (Q, F) are said to be equivalent, if for each E € F we
have

P[E] = 0 if and only if P[E] = 0.

P and P in (45) are equivalent under the circumstances of theorem 7.2.2 when
R > 0, P-almost surely. We apply theorem 7.2.2 and rewrite (46) and (47) as
follows:

| 2618w = [ (ZRw) ),

Q
7 g
/Q Z(w) dP(w) = /Q o )

From the above equation, one may formally interpret R(w) = dP(w)/dP(w). We
catch this in the definition right below.

Definition 7.2.4 (Radon-Nikodym derivative, [7]). Let P and P be two equiv-
alent probability measures on (2, F) and consider a random variable R > 0,
almost surely, relating P to P as in equation (45). Then such R is called a
Radon-Nikodym derivative of P w.r.t. P. We write

_dP

R=—.
dP

(48)
We proceed by doing a change of measure on N ~ N(0,1) on some probability
space (€, F,P). The standard normal probability density function (abbr. pdf)
is given by

ola) = e (-5 (19)

and thus
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Let ¢ > 0 be some constant and let ¥ = N + ¢. Under P, Y is normally
distributed as the sum of a normal variable and some deterministic constant
which satisfies E[Y] = ¢ and still Var[Y] = 1. The new probability measure P
on (€, F) in target shall change Y to a standard normal variable. In particular,
we want E[Y] = 0 and E[Y?] = 1. This is accomplished by associating more
probability to those w, where Y (w) < 0, and less probability to those w, where
Y (w) > 0, rather than subtracting ¢ from Y. In other words, the goal is to
change only the distribution of Y without modifying the random variable Y
itself. In financial applications, the change from the currently given probability
measure P into a new probability measure P affects the asset prices’ distribution
but not the asset prices themselves. We take a different random variable R into
account satisfying

2
R(w) = exp (CQ — cX(w)) , for every w € Q.

This random variable R shares two crucial properties, namely R(w) > 0 for all
w € Q (which is stronger than P[R > 0] = 1) and

E[R] = /Rexp (2 52(;:5) o(z) dz
= \/% /Rexp (—; (2 —|—20:c—|—62)> dz

_ \/%/Rexp (—;(x—c)Q) do
:/ch(y) dy =1,

where we substituted z+c by y. Hence R provides a Radon-Nikodym derivative,
which allows the construction of a new probability measure PP as below:

P[E] = /E R(w) dP(w), for all E € F.

We now claim that Y ~ N(0, 1) under the above P. Let d € R and observe

d
By <d = [ R) dP(e)
_ /Q (1gy<ay R)(w) dP(w)
= [~ tveaanwen (-5 ) du

— 00

= e (yerer) = [ o
=— xp (—=(z +¢ T = ,
97 ) P D) 70090?4 Y
showing that indeed Y ~ N(0,1) under P.
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The next result guarantees the existence of such R when P and P are equiv-
alent. In particular, we are content with fewer restrictions.

Definition 7.2.5 (Absolute continuity of measures, [13]). Given two measures
w and 0 defined on the same o-algebra F on Q, we write 0 < pu and call 6
absolutely continuous w.r.t. u if for any E € F it holds that

W(E) = 0= 0(E) =0.

Remark. Comparing definitions 7.2.3 and 7.2.5, we observe that two probability
measures P and P are equivalent if and only if P < P and P < P. Moreover, if

P < P is provided, then % exists.

Theorem 7.2.6 (Radon-Nikodym, [13]). Let P and P both be probability mea-

sures defined on the same o-algebra F on Q, such that P < P. Then there exists
a random variable R € LY(P), such that

P[E] = /ER(w) dP(w), for each E € F.

Proof. The proof of this result is shown in [13] theorem 4.54. O

Next, we want to make the above theory applicable to financial mathematics.
We now translate it to stochastic processes under the usual probability space
(Q,F,P).

Definition 7.2.7 (Radon-Nikodym derivative process, [7]). Let R be a random
variable on (0, F,P), such that R > 0 almost surely and E[R] = 1. Further let
P be a probability measure, such that

PE] = /ER(o.)) dP(w), for allE € F.

Then we call the process of the form

U(t) = E[R|F], fort € [0,T], (50)
a Radon-Nikodym derivative process.
Corollary 7.2.8 ([7]). U as in equation (50) is a P-martingale.
Proof. Let 0 < s <t <T, then

E[U(#)|Fs] = E[E[R|F]|Fs]
= E[R|F] = U(s). N

Lemma 7.2.9 ([7]). Let t € [0,T] and let Z be an Fi-measurable random
variable, then

E[Z] = E[ZU(t)].
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Proof. As before, this is just a consequence of the tower property for conditional
expectation. By theorem 7.2.2 equation (46), we conclude

| |
=

E[Z] = E[ZR]

[E[ZR|F]]
[ZE[R|F]]
[

ZU(t)]. 0

E
E
E

Lemma 7.2.10 ([7]). Let0 < s <t < T and let Z be an F;-measurable random
variable, then

7] = ﬁE[ZU(t)U—"S].

Proof. Clearly, 1/U(s)E[ZU (t)|Fs| is Fs-measurable. We wish to have

. 1 1
= / Z dP, for all E € F,.
E

With lemma 7.2.9 in hand, we are left with

E{IEU?S)[ <>|f1} E[LLE[ZU(8)|F.)
E[E[152U ()| .]
E[152U(s)
(1pZ]

7 dP. O
E

I ||
=h

We are ready to state the main results of this chapter.

Theorem 7.2.11 (Girsanov - simple version, [7]). Let W = {W(t) : ¢t € [0,T]}
be a Wiener process on the probability space (Q, F,P), where F; for t € [0,T)]
is the natural Wiener filtration. Let o = {o(t) : t € [0,T]} be an adapted,
progressively measurable process and define

R(t) = exp (—; /Ot o?(s) ds — /Oto(s) dW(s)) ,
W(t) = /0 " o(s) ds + W)

Moreover, suppose that
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g 2
E l/o (cR)*(s) ds] < 0.

If R = R(T), then E[R] = 1 and w.r.t. the probability measure P as in equation
(45), the process W = {fot o(s)ds+W(t):te [O,T]} is a Wiener process.

Proof. W starts at zero, has continuous paths and [W,W](t) = t, since the
corresponding integral term fot o(s)ds becomes zero in the quadratic variation.
Furthermore, it holds that dW (t)dW (t) = (o(t)dt + dW (t))? = dt. We define

Thus for F(z) = e*, we get

dR(t) = dF (X (t))
= F(X()dt + 3 (X (0)(dX (1)’
= X0 (—;02(t)dt - a<t>dW(t)) +5eX O ()it
— o ()R()AW (1),

This proves that R(t) is a P-martingale and also a Wiener process w.r.t. P, by
Lévy’s theorem 6.4.4. Integration gives R(t) = R(0) —fot(oR)(s)dW(s)7 which is
a martingale as a stochastic integral, i.e. R(t) = E[R(T)|F:] = E[R|F:]. Indeed,
R(t) is a Radon-Nikodym derivative process because it meets all conditions
in definition 7.2.7. Consider W (¢)R(t) and use the product rule 6.4.3, which
delivers

d(WR(t)) = W(t)dR(t) + R(t)dW (t) + dW (t)dR(t)

R(t)dW (t) + R(t)dW (t) + o (t)R(t)dt — o (t)R(t)(dW (t))?
(dW (t))? — a®(t)R(t)dtdW (t)

( )

R(t) is a P-martingale.

There appears no expression with some dt term. Thus W ()
<t<T, we deduce

We now apply lemma 7.2.10 on W (t)R(t). For 0 < s

BV ()17 = BV (017 = 5 (R(s) = W)
In other words, W (t) is a P-martingale. O

Girsanov’s theorem 7.2.11 gives rise to a probability measureNIfD with nice prop-
erties in context with the discounted stock price process S(t) = S(t)/B(t).
Beforehand, we examine the expectation of S under P.
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Corollary 7.2.12 ([12]). Let 0 <u <, then

E[S(t)|Fu] = S(u) exp((p —7)(t — ).

Proof. The proof just consists of some basic calculation steps we have already
seen throughout the entire work. We begin by pulling out the deterministic
terms,

2

E[S(t)|F.] = S(0) exp ((u e "2) t) E[oW ()| F.).

We again use the identity W (t) = W (t) — W(u) + W (u) and recall that W (t) —
W (u) is independent of F,,. This is also true for exp(W(t) — W(u)). We now
have that

2

ES0I7] =50 exp (== G ) t+0W(w) EloW(0) - W)

Since Elexp(a(W (t) — W(u)))] = exp(c?/2(t — u)) the claim follows as

i 2w oo (- )

((
— S(0) exp ((u —r— (’22) u+ UW(u)) exp((i — 7)(t — u))
= S(u) exp((u —r)(t — u)). O

We notice that S would be a martingale under P if w = r. This is not given in
general and one is not allowed to add this condition on the expectation w.r.t.
P. Therefore we seek a new probability measure P sharing the same null sets
with P, which is equipped with the martingale condition. By theorem 4.3.7,
exp(—02/2 4+ oW (t)) is a P-martingale. For that purpose, we rewrite S in a
related form:

2

S(t) = S(0) exp (—0275 + aW(t)> :

where we defined

W(t) = H;Tt—i-W(t). (51)

We apply a Girsanov transformation as follows: Let v = (u — r) /0o, called the
market price of risk, and define the Radon-Nikodym derivative process as

R(t) = exp (-ft - 7W(t)) .
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Then by Girsanov’s theorem 7.2.11, W = {yt + W (t) : t € [0,T]} is a Wiener
process under the probability measure

:/ R(t) dP, for E € F.
E

Using the density fi(z) = 1/v2m exp(—22/(2t)) of the Wiener process W, we
have that

P[E] = E[lg] = /Q 1g(t) dP

_ / R(t) dP = / R(z) fw (z) do (52)
E E

= / exp (—’YQt - 7:3) L exp (—x2> dx.
E 2 V2m 2t

In other words, dP = R(t)dP and since R(t) > 0 for every t € R, P is equivalent
to P. Indeed, W has the desired expectation under P, because

E[W (t)] = E[W (t)R(t)] :/QW(t)Rt dP

:/S2 <“;Tt+W(t))exp<—ét—7W )
:/Z(7t+x)exp (—ft—*ya:) ;Ttexp< “;)

C s (-0

Furthermore, S is a P-martingale, since

BISO1R) = B [ (=Gt + oW (0)) 17| = S0, foru <.

We give P in equation (52) a formal meaning.

Definition 7.2.13 (Equivalent martingale measure, [15]). An equivalent mar-
tingale measure (abbr. EMM) is a probability measure P on (Q, F) equivalent
to P, such that discounted stock price processes are martingales under P.

Remark. In some literature, the EMM is also referred to as risk-neutral mea-
sure.

7.3 No Arbitrage Principle

We collected enough theory to launch the discussion about the undesired feature
we mentioned at the very beginning of section 7.2. This short section aims for
the extinction of opportunities that create riskless wealth in the Black-Scholes
model, covered in theorem 7.3.4. This task starts by giving the unwanted feature
some mathematical embodiment and continues by defining respective trading
strategies negating such opportunities.
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Definition 7.3.1 (Arbitrage opportunity, [11]). A self-financing trading strat-
egy ¥ = (x,y) is called an arbitrage opportunity, if the value of the process
Vi satisfies the following three conditions:

(1) Vi (0) = 0.
(1) P[Vy(T) > —c| =1, for allt € [0,T] and for some ¢ > 0.
(¢13) P[Vy(t) > 0] > 0, for some t € [0,T7].

Remark. Suppose a European contingent claim is traded whose price process,
denoted by H(t) with H(T) = H, is an Fp-measurable random variable. We
extend the market by adding the derivative security which consists of the assets
S(t), B(t) and H(t). In other words, the considered trading strategies are now
triples ¢ = (z,y, z) with value process V¢(t) = z(t)S(t) + y(t)B(t) + z(t)H(t).
We assume H(t) to be an It6 process and fOT 2%(s)ds < oo, P-almost surely.
Hence the associated self-financing condition now reads as

dVe(t) = z(t)dS(t) + y(t)dB(t) + z(t)dH (t). The respective arbitrage opportu-
nities are defined equally by just replacing ¢ = (z,y) with { = (z,y, 2).

An arbitrage opportunity represents the opportunity to gain risk-free profit.

They occur with certain classes of trading strategies. This motivates a new
class of trading strategies, which erases arbitrage.

Definition 7.3.2 (Tame strategy, [11]). A self-financing trading strategy ¢ =
(z,y) is called tame if

Vy(t) >0, for allt € [0,T].

Next, we catch a result concerning the discounted value of the process w.r.t.
tame strategies under the equivalent martingale measure P.

Proposition 7.3.3 ([12]). Let ¢ = (z,y) be a tame trading strategy, then Vi
is a supermartingale w.r.t. the EMM P.

Proof. 1 = (z,y) is self-financing by proposition 7.1.14. Since dS(t) = oS (t)dW (t)

we obtain

dV (t) = x(t)dS(t) = ox(t)S(t)dW (t).

As a consequence of proposition 6.5.2, this very stochastic integral must be a
non-negative local P-martingale. We conclude the claim with help of proposition
6.5.4. O

We are ready to state the main result of this short section.

Theorem 7.3.4 ([11]). The (single-stock) Black-Scholes model contains no ar-
bitrage opportunities w.r.t. tame strategies.

Proof. Let 1 be tame, then f/w is a supermartingale by proposition 7.3.3 and
thus

E[Vy(t)|Fs] < Vi(s), forall0 < s <t <T.
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Assume that such v is an arbitrage opportunity. Thus ‘N/;/, (0) = e "V,(0) =0
and from the above we get E[V, ()] < 0, for all t € [0,T]. As 1 is also tame,
Vy(t) > 0 for each t € [0,T]. We conclude that E[Vy,(¢)] = 0 for each t € [0, 7).
Since P and P are equivalent we have by definition of arbitrage opportunity,
that

P[Vy(T) > 0] = P[Vyy(T) > 0] =

Both these facts imply

P[V,(T) > 0] = P[Viy(T) > 0] = 0,

contradicting the properties of the arbitrage opportunity . Hence the Black-
Scholes model is free of arbitrage w.r.t. tame trading strategies. O

7.4 Completeness

From now on, we assume that arbitrage opportunities are non-existent in the
model. We want to use this base to approach the pricing of European contingent
claims. But how can we model the value process of such claims? In finance,
it is common to assume a certain class of trading strategies such that its value
at maturity equals the payoff process of the contingent claim. Then one may
consider the behavior of the trading strategy until maturity which simulates the
value of the contingent claim at any time before maturity.

Definition 7.4.1 (Replicating strategy, [12]). A trading strategy v = (x,y)
replicates a random variable H(t), that models the payoff process of a derivative
security if Vy(T) = H.

Replication only considers strategies involving the assets available in the un-
derlying market. Replication in the extended market seems trivial as one takes
z(t) = y(t) = 0 and z(t) = 1, for all t € [0,T]. The key takeaway of this
section is theorem 7.4.16, where we state that under specific restrictions any
payoff process H is replicable. One of the crucial results used for this fact is
the martingale representation theorem 7.4.14, which identifies any martingale
under the Wiener filtration with a continuous modification.

Definition 7.4.2 (Completeness, [12]). The market model is said to be com-
plete if every .7-'5? -measurable random variable H can be replicated.

We want to highlight that replicating strategies only consider assets from the
underlying market. Next, we catch a result linking replication to the No Ar-
bitrage Principle. In particular, we state that if both the stock price process
S(t) and the derivative price process H(t) are Itd processes, then they have
to coincide at each ¢ € [0,T] in order to maintain the No Arbitrage Principle.
Beforehand, we introduce a small lemma as support.

Lemma 7.4.3 ([12]). If the value of a process X satisfies dX (t) = f(t)X(t) for
a stochastic process f, then f(t) =r, P-almost surely for allt > 0.
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Proof. W.l.o.g. assume that X(0) = 1. We aim to show that X satisfies the
conditions in (40). Let z(¢) indicate the holdings of X (¢) at time ¢ and y(t)
the holdings in the money bank account B(t), where x(t) = 1x(+)> () (t) and
y(t) = —x(t). The value of the respecting strategy ¢ (x,y) now reads as

Vi (t) = z(t) X (t) + y(t) B(t)
= (Iyx@y>B)} (1) — Lixw<pe)(X(t) — B(t)),

and meets the condition

dVy(t) d d
7 =x<>d—X<>+y<>dtB<t>
= a(t)dX () +y(t)dB(1).

The above implies that v is self-financing with V4 (0) = 0 and we also have
Vi (t) > 0 for all £ > 0 by construction. Due to the No Arbitrage Principle, we
conclude V,(t) = 0 for all ¢ > 0 which shows that indeed X (t) = B(t) =€"". O

Theorem 7.4.4 ([12]). If H is replicated by ¥ = (x,y) and its price process
H(t) is an Ité process, then the No Arbitrage Principle implies Vi (t) = H(t),
for each t € [0,T].

Proof. For simplicity purposes, we assume that w.lo.g. B(t) = 1, for all
t € [0,7]. The value of the trading strategy ¢ now reads as Vy(t,w) =
x(t,w)S(t,w) + y(t,w), for all ¢ and w. If ¢p = (x,y) replicates H(t), then
Vy(T) = H(T). Suppose that for some t* € [0,T) and w € Q*, with P[Q2*] > 0,
we have Vi, (t*,w) # H(t*,w). We write Q* as the union of two disjoint sets of
the form

O ={weQ:V,(t"w) < H{t",w)},
Qo ={weQ:V,(t"w) > H(t" w)}.
0.

By construction, P[] > 0 or P[Qs] > Let ¢ = (a,b,c) be an arbi-
trage strategy. For t < t*, we choose a(t) = b(t) = c(t) = 0, so Ve (t,w) =
a(t,w)S(t,w) + b(t,w) + c(t,w)H (t,w) = 0. There is no incentive to take any
action into account. Notably, V¢(¢,w) remains the zero portfolio for w ¢ Q*. At
t > t*, depending on whether w € Q; or w € €y, we buy the cheaper and sell the
expensive asset to invest the difference risk-free. We wish to ensure that the arbi-
trage strategy never falls below —h, for some constant A > 0. Therefore we con-
struct a, b, ¢ w.r.t. a sequence of stopping times, which indicate the management
periods. We wish to avoid losses caused by an unfavorable difference between
H and V. Further, let D(t,w) = |Vy(t,w) — H(t,w)|. One may set the limit of
loss to %D(t*,w) under the assumption that D(¢t*,w) < h. The value of the ar-
bitrage strategy now reads as Vi (t,w) = a(t,w)S(t, w) + b(t, w) + c(t, w) H (¢, w),
where

a(t,w) = (Lo, (W) — Lo, (w))z(t,w),
b(t’w> = (]191 (w) —1g, (W))y( ) + ]lQ*( )D(t*vw)a
ct,w) = —lg, (w) + Lo, (W),
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implying Vi, (¢t*) = 0. Assume w € Qy, then if H(t,w) — Vy(t,w) < D(t*,w),
for some ¢t > t*. We have no incentive to do something, because V¢(t,w) =
—(H(t,w) — Vi (t,w)) + D(t,w) > 0. But if in that case H(t,w) — Vy(t,w) >
D(t*,w), we need to protect ourselves from the losses falling below —h. For
w € 9, the above is analog. We define the stopping time

3
T = ]IQ* ((,U) lIlf {t > t* . D(t,W) Z 2D(t*,W)} AN T + ]lQ\Q* (W)T7

with convention inf{(} = co. 71 as the first hitting time of a closed set is a F;-
stopping time, because H and V, have continuous paths by proposition 4.4.8.
If w € Q, both holdings in H and V,, are liquidated at ¢ = 7 (w). This forces
at,w) = c(t,w) = 0 and b(t,w) = —2D(t*,w). Hence V¢(t,w) = —1D(t*, w).
This value coincides with the left limit:

1
li Ve(t,w) = —=D(t*,w).
dim Vet w) = =5 D(,w)
All changes are performed within the available funds. Indeed, V¢ (¢) is also path-
continuous at 7 (w). At t > 71(w), we aim to recover some loss which is possible,
because tlin% H(t)—V1(t) = 0 by replication. There is some 75(w), where D (¢, w)
—
crosses 2 D(t*,w). We may assume that the It6 process H (t) — Vy(t) has infinite
variation. If otherwise, then its stochastic part is zero since it has the same

dynamics as the risk-free asset by lemma 7.4.3. Thus there is some ¢ € (71,7,
such that D(t) > 2D(t*) while D(T) = 0. Define

T—t*

5
T = 1o« (w) min {t > max {Tl,T - } : D(t,w) > 4D(t*,w)} AT + To\q- (w)T.

At t = 7 (w) for w € QF, we reconstruct the holdings in H and V;;, by choosing

a(taw) = (191 (w) — 1o, (w>)$(tvw)7

b(:) = (19, (6) = s ()(0) + 1 () (=500 ) + T D))

c(t,w) = —1g, (w) + 1, (w).

Our actions at 7y and 7o brought a holding in cash of %D(tﬂw) at . We
continue in the above style and gain a general setting for w € * by choosing
70 = t*. Hence for n > 0, let

1
Ton+1 = Lo+ (w) min {t > Ton : D(t,w) > (1 + 2”4‘1> D(t*vw)} AT + 1o\o- (W)T,

T—t*
2n + 2

} : D(t,w) < <1 + 27}+2) D(t*,w)} AT + Lo\ (w)T.

Ton+2 = Lo+ (w) min {t > max {Tgn+1, T

Clearly, 7,, converges to T'. In this fashion, we keep the value above —h at any
time ¢ € [0,7] and maintain an arbitrage profit of at least %D(t’ﬂw) att =T,
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for all w € Q*. Construct the general arbitrage strategy ¢ = (a, b, ¢) as follows:
Define

Cn = {(taw) : Tn(w) <t < Tn+1(w),w € Q*},

for n € N. On Cy,, we buy the cheap and sell the expensive asset. On Cay, 41,
we keep all our holdings in the bank account which remains constant, because
B(t) = 1. For w € Q*, we consider

Z]]-Czk t w ]]‘Ql( ) 192(w))$(t7w)7

b(t,w) leczk (t,w)(La, (w) — Lo, (w))y(t,w)

00 1 .
Z CZkUC2k+1 t w) (1 + 2n+1> D(t ,W),
k=0

_Z Loy, (6, w)(—1o, (W) + Lo, (w)).
k=0

For w ¢ Q*, choose a(t,w) = ¢(t,w) = 0 and b(t,w) constant depending on the
proﬁt gamed The self-financing condition for ¢ reads as V() fo

fo ), for all t € [0,T]. For ¢t < t*, we keep the zero portfolio. Let [t*, T)
be ﬁxed There exists a deterministic m € N, such that 7,, <t < 7,41 for
some w € Q*. The above expressions for a, b, and c are all finite. Moreover, let
Ag={w e Q*:te[t*,(w)}. Due to proposition 6.3.4, for w € Ag, we have

t

/t (Lo, — Lay)(w) (Lo,2)(s,w) dS(s) + / (—1a, + La,)(@) Loy (5,w) dH(s)

* *

t

— (10,0) = 1 @)Lao) [ 2(5) dSCe) — 1100~ () )

=(1191(W)—1192(W))( Vip(t) = Vi (t7) — (H(t) — H(t)))
=a(t)S(t) + b(t) — Lo- (w)D(t*) + c(t) H(t) + (1g, (w) — Lo, (W) (H (") — Vi (7))
= Ve(@®).
For A1 = {(t w) : Tl(w) < t < m2(w)}, we choose a(t) = c¢(t) = 0, thus

f )+ f =0, but also V¢(m1) = V¢(¢). In additional active
perlods Where a(t) ( ) 7é 0 we argue similarly as above for Ay when consider-
ing C};, for k even. When k is odd, we hold V; constant on Cj. This proves the

self-financing condition of the arbitrage strategy (. O

Remark. In other words, the above theorem means that holding the replicat-
ing portfolio and holding the contingent claim are the same from a financial
perspective.

Definition 7.4.5 (Admissible trading strategy, [12]). A self-financing trad-
ing strategy ¥ = (x,y) is called admissible, if ¢ is tame and Vy(t) is a P-
martingale.
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Remark. Admissible in the context of trading strategies is not to be confused
with admissible in the context of leverage ratios.

Proposition 7.4.6 ([12]). If a derivative security H can be replicated by two
admissible strategies v = (x,y) and ¥* = (x*,y*), then

(t) = 2" (t),
y(t) =y (1)
Proof. As both strategies ¢ and ¢* are admissible and replicate the same deriva-

tive security, we obtain the following after discounting with e="7":

E[H(T)|F)
E[H(T)|F]

E[Vy (T)|F] = (t)
E[Vy- (T)|F] = Vy- (8),

where H(t) = H(t)e™"* is the discounted payoff. Both expressions in between
the equation signs are equal as they replicate the same derivative security. Thus
we also have equality for the RHS. After multiplying by e, we get

Let G(t) = Vi (t) — V= (t) = 0. We now use the self-financing property, which
gives the Itd dlfferentlal of G:

dG = dViy(t) — dVy- (t)
= x(t)S(t) + y(t)dB(t) — (z"(t)dS(t) + y"(t)dB(t))
= (z(t) — 2" (1))dS(t) + (y(t) — y*())dB(t)
= ((=(t) — 2" ()pS(t) + (y(t) —y"(£))rB(t)) dt + (z(t) — =™ (t))o S(t)dW (2).

Since the representation of an It6 process in the form dX (¢t) = b(t)dt+o (t)dW (t)
is unique by theorem 5.3.13 and G is the zero process, we conclude that the
characteristics are zero as well. Therefore it hols that x(¢) — *(¢) = 0 and
y(t) —y*(t) = 0, for all . O

In the following, we want to show that a large class of derivative securities is
replicable in the Black-Scholes model. We introduce a central martingale prop-
erty beforehand. In section 5.3, we have seen that, provided a Wiener process
W, every square-integrable martingale w.r.t. its natural filtration F}V can be
represented by an It6 process. This enables a straight computation of the price
process of an arbitrary path-independent European contingent claim. For this
purpose, we seek the explicit formulae of the European put and European call
options.

Suppose H(t) is a value process of a derivative that can be replicated by an
admissible trading strategy ¢ = (z,y), such that Vi, (¢) = H(t). Hence the dis-
counted process H(t) = e " H(t) is a P-martingale, which allows to write H (t)
in the form:
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H(t) =E[H(T)|F]=E[e""H|F]. (53)

Moreover, since 1 is also self-financing, it holds that

dVy(t) = x(t)S(t)odW (t).

Thus in stochastic notation, we set

By equation (53), we deduce

B[ TH|IF] = V(0) + o /0 2(w)S () AV (u).

The following task is to define a process X such that its stochastic integral is
equal to a martingale M as in the form of the above equation’s LHS.

Due to theorem 5.3.1, M(t) = fot f(s)dW(s) is a martingale for f € M? with
M € L£%(2). We now desire to prove that the converse is true as well. In
particular, we wish to show that each square-integrable martingale M w.r.t. the
natural Wiener filtration 7}V is a stochastic integral. We start the discussion
about the representation of martingales with an example.

Proposition 7.4.7 ([12]). For any bounded (deterministic) function g : [0, T] —
R, there exists f, € M?, such that

o (=3 [ 6rds+ [aawe) =1+ [ 56 ave)

Proof. Consider Y (t) = eX® with

We use the It formula on Y (t) = F(X(t)) with F(z) = e® = Fy(z) = Fy()
and
AX(t) = —%gQ(t)dt + g(t)dW (1),

Observe that

dy (t) = —% (Fu(X(£)g°(t) = Fua(X (t))g*(8)) dt + Fu (X (1))g()dW (1)

= Y (t)g(t)dW (t).
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Since Y (0) = 1, we conclude

Y(t)=1 —I—/O Y (s)g(s) dW (s).

Therefore we choose f,(t) = Y (t)g(t). The next step is to show that f, € M?.
g is bounded, say |g| < ¢ for some ¢ € R. With help of Fubini, we conclude

/OT Y2(s) dt]
tATwp(—A:f@Mh+2le$dW%$>d%
=c?exp <— /Otgz(s) ds> E /OTexp (2/:9(3) dW(s)> dt]
— Pexp (- /Ot 2(s) ds> /OTE [exp (2/(:9(5) dW(s))] dt
=c?exp (— /Ot g% (s) ds) /OT exp (2/; g% (s) ds> ds

¢
< AT exp (—/ g*(s) ds + 262T) < 00,
0

E

/ R dt] < K

=*E

which verifies that f, € M?2. O

The following result enables a simple interpretation of the random variables
w.r.t. stochastic integrals.

Proposition 7.4.8 ([12]). Assume that for arbitrary Fr-measurable X € L3(12),
there exists fx € M?2, such that almost surely it holds

T
X =E[X]+ /0 Fx(s) dW (s). (54)

Then any martingale M € L%(Q)) can be written in the form

M@=M@+AhmMW®,

almost surely for some fir € M2,

Proof. If M (t) is a square-integrable martingale so is M (t) — M (0). We choose
M(0) =0. Let X = M(T) and far = fx, which delivers

T
M(T) = /0 Far(s) dW (s).

90



Using the conditional expectation w.r.t. F}¥ on the above equation, we obtain

M(t) = E[M(T)|F"] =

/ Far(s) dW (s >|fW]

Furthermore, the stochastic integral allows one to write

/fM ) dW (s |]-"t] /fM ) dW (s O

Proposition 7.4.9 ([12]). An Fr-measurable X € L2(S2) can be written in the
form of equation (54) uniquely. In particular, if some fx,gx € M? satisfy

T
+/0 fx(s) dW (s),
T
X = E[X] + / gx(s) AW (s),

then fx = gx, P®v([0,T])-almost surely.

Proof. We take the above notations and notice

T
X=X = [ (rx = gx)s) aw (o),
0
Hence by the It isometry, we receive

T 2
E (/ (Fx - 9x)(s) dW(s>> -

For almost all w € 2, we conclude that

T
/O (Fx — 93)%(s) ds] 0.

T
/0 (fx — gx)(s,w) ds = 0.

Moreover, for each w € Q we have fx(t,w) = gx(¢,w) almost surely w.r.t. t.
Since fx,gx € M?, which is a £2-space w.r.t. (¢,w), they are also equal in

M2, O

We search for a representation of general random variables. To do so we con-
struct an approximating sequence of some special random variables of which
representation we are already aware. Thanks to proposition 7.4.7, we have a
stochastic integral representation of a certain class of random variables.
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Proposition 7.4.10 ([12]). Random variables of the form

= exp (Z k(W (trs1) W@k))) :

with t, € [0,T], tx < tis1, and ¢ € R, admit the representation as in equation
(54). The same holds for their linear combination with deterministic coefficients.

Proof. Consider the deterministic, bounded step function

n

g(t) = Z Ck]]‘[tk7tk+1)'

k=1

By proposition 7.4.7, we get

1 (T, r _ g
exp (—2 | s+ | g(s)dW(s>>—1+ | ax awe.

We multiply both sides by exp (2 fo ds) which delivers the result in tar-
get. The linearity of the stochastic integral derives the claim. O

In the next step, we extend the representation to some complex random vari-
ables. Let f:[0,7] x — C be a complex process. We introduce the class M%,
where we ask the real part f.. and the imaginary part f;,, both to be elements
in M2. We define the stochastic integral of some complex process f as

/f AW (s /fre AW (s +z/fzm ) dW (s).

This extension prepares the necessary tools for the martingale representation
theorem 7.4.14 without needing too much of additional theory. We may redirect
results for complex random variables to results for real random variables by just
showing that the respective imaginary part is zero.

Proposition 7.4.11 ([12]). Linear combinations of random variables of the
form

= exp (l Z ek (W (tes1) W(tk)>> ;

k=1

with ty € [0,T), tx < tgy1, and ¢, € R, admit the representation as in equation
(54) by means of a complex-valued process fx € M2.

Proof. We want to show that
Y(t) = exp (; / CP(s) ds +i / () dW(s>) — 1+ / ()Y (s) AW (s)
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We split Y into real and imaginary parts and get

Y (t) = exp (; /Ot 7% (s) ds> cos (/otg(s) dW(s)) +iexp (; /ot g*(s) ds) sin (/Otg(s) dW(s))

= Yre (t) + ZY"-Lm (t)a

where Y., represents the real part of Y respectively Y;,, the imaginary part of
Y. We now apply the Ité-formula on Y, = f(¢, Z(t)) with Z(t) = fg g(s)dW (s),
dZ(t) = g(t)dW(t), and

Thus we obtain

v, = gty (— [ ) s )sn ([ ot aw(s).

In a similar way for Y, (t), we observe

W¥in(®) =g 0xw (3 | 2(s) i) oos ([ g(s) aws).

The results follows by proposition 7.4.7, since

(o) = (cos ([ () awi)) +isn | g(s) av(e)) (e (-5 | () )

= ig(t)Y (1). 0

Let ﬁ%(Q) denote the space of complex-valued, square-integrable random vari-
ables. We add a fact from functional analysis to the collection.

Lemma 7.4.12 ([12]). The family L of all linear combination of random vari-
ables

is dense in E%.
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Proof. This proof is not shown here. Interested readers may consult [12] lemma
3.6 for the full proof. O

The above lemma provides an extension of the representation.

Proposition 7.4.13 ([12]). For any Fr-measurable real-valued X € L2(f2),
there exists a unique fx € M?, such that almost surely it holds

T
X:E[X]—!—/O fx(s) dW (s).

Proof. By lemma 7.4.12; there exists some {X,, }pen C £, such that lim X,, =
n— oo

X in L£2(€). Due to proposition 7.4.11, these random variables can be written
as a stochastic integral in the form of

X, = B[X,] + /0 Fr. () AW (s).

Each sequence of random variables converging in £2 also converges in £, be-
cause the computation of the integral is w.r.t. a probability measure. Thus
lim E[X,] =E[X]. Since the sequence {X,, }nen converges in L2, the sequence
n— 00

{X,, —E[X,,]}nen is Cauchy in £LZ(Q). Therefore {f, }nen is Cauchy in LZ(9).

The It6 isometry delivers {fx, }nen being Cauchy in £4(£2). In other words,

there exists fx € M2 such that li_)m Ix, = fx wr.t. the MZ-norm. Again
n—oo

with help of the It6 isometry, we receive

T T
lim fx,.(s) dW(s) = /0 fx(s) dW(s) in LZ.

n— oo 0

This gives

T
X = E[X] +/0 Fx(s) dW ().

It remains to show that with means of a real-valued process, we obtain the
representation of a real random variable. For real X, we have E[X] € R and

[ Fx(s)dW (s) € £2(€). Hence it holds that

T
A finL(S) dW(S) =0.

As a consequence of the It6 isometry, we have

E [/OT f2.(s) ds} =0.

This implies that f;,(t) = 0, almost surely on Q x [0, T]. O
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Theorem 7.4.14 (Martingale representation theorem, [12]). If M is a mar-
tingale w.r.t. the Wiener filtration, such that M € L2(Q), then there exists a
unique process far € M? such that almost surely it holds

M(t) = M(0) + / far(s) W (s). (55)

Proof. We receive the respective fa; of the process M (T) by proposition 7.4.13.
The representation of M (t) is obtained by proposition 7.4.8. M (t) is an It
process by construction. Therefore the uniqueness of fj; is ensured by the
uniqueness of the It6 process characteristics. O

Remark. The martingale representation theorem 7.4.14 states that {M(t) :
t € [0,7)} and {M(O) + fot fau(s)dW(s):te [O,T]} are modifications of each
other. Hence every F-martingale has a continuous modification. Indeed, the

martingale in equation (55) has continuous paths as a stochastic integral pro-
vided by the Wiener process W.

Moreover, theorem 7.4.14 enables us to attack the question of completeness in
the Black-Scholes model. Assume the path independent European derivative
security satisfies H = h(S(T')) with h € B(R), and meets the conditions

H > 0and E[H"] < oo, for some n > 2. (56)

If H has arbitrary sign, one splits H into a positive and a negative part, such
that H = HY — H~, where H™, H~ > 0. Each component is priced individu-
ally. Hence the price of H results by additivity. The second property helps to
guarantee the square integrability of H w.r.t. the martingale probability. We
enhance the regularity conditions on the initial measure. The EMM P satisfies

P[E] :/Eexp <—722T—7W(T)) dP.

By setting v = (u — r) /o, we get

E[H? =E [H2 exp (—722T — VW(T))] :

The single-stock derivative pricing model is defined over the probability space
(Q,F,P) and the considered time-space [0,7]. The underlying asset S is en-
dowed with its natural filtration F;’, which coincides with the natural Wiener
filtration F/V. We want to exclude all trading strategies leading to arbitrage.
First, we add a lemma that ensures the required square-integrability w.r.t. the
EMM P.

Lemma 7.4.15 ([12]). IfE[H"] < oo for some n > 2, then E[H?] < oo, where
P is the EMM in the Black-Scholes model.
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Proof. Let X,Y be two real-valued random variables. Due to the Hélder in-
equality, we have

Q=

E[IXY|) < (E[X?))7 (E[YY)7,

where p > 1 and %4’% = 1. Weapply thison X = H2Y = exp (,"/27277 — ny(T))

and choose p = ¢ (implying ¢ = =%5). This gives the claim as

e (r- )] = o)) (2o (52 gwen)])
= (B[H))* exp <—7;T> (E [exp <—aanW(T)>} ) -
- @) e (-5 7)o (45 57)
= (E[H®])® exp (af2T> < 00 m

All necessary theory is collected to attack the main result of this section.

Theorem 7.4.16 (Completeness, [12]). The Black-Scholes model is complete
in the following sense: For each Fr-measurable H > 0 with E[H"] < oo for
some n > 2, there is an admissible replicating strategy ¥ = (x,y), such that

Vp(t) =E e " TV H|F| .

Proof. By choosing t = T, the replication property follows immediately as H is
Fr-measurable,

Vy(T) = E[H|Fr] = H.

Recall that B(t) = e™. Hence it holds that

Vy(t) = E[B(T)e "™ H|F] = B(t)E[e " H|F]. (57)
The process M (t) = E[e~"T H|F] is defined by the conditional expectation of a

square-integrable martingale. Thus

E[M(t)) = E[Ele™"" H| 7]’
< E[E[e>TH?|F)]
— TR < o,

where the inequality is obtained by Jensen’s inequality on the convex function
f(x) = 22. We are looking for an admissible strategy, such that
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Vy(t) = B(t)E[H|F). (58)

Because the assumptions on the martingale representation theorem are satisfied,
we write M (t) = E[H|F;] as a stochastic integral w.r.t. W. Hence there exists
a unique adapted process fas(t), such that

M(t) = M(0) + / fae(s) AW (s),

with dM(t) = far(t)dW (t). We now have a proper look at equation (58) and
compute their respective differentials. Due to the self-financing condition, we
have on the LHS:

AV, (t) = z(t)dS(t) + y(t)dB(t)

z(t)rS(t)dt + z(t)oS(t)dW (t) + y(t)rB(t)dt, (59)

where dS(t) = S(t)dt+o0S(t)dW (t). On the RHS of equation (58), the product
rule 6.4.3 gives the differential as follows:

A(B()M(t)) = B(t)dM(t) + M(t)dB(t)

] (60)
= B(t) far (H)dW (t) + rB(t) M (t)dt.

We insert equations (59) and (60) into equation (58). After rearranging, we are
left with

(z(t)rS(t) +y(t)rB(t) — rB(t)M(t)) dt + (x(t)oS(t) — B(t) far(t)) dW (t) = 0.
Since the differential representation of any Itd process is unique, we conclude

2(t)rS(t) + y(t)rB(t) — rB(t)M(t) = 0,
2(t)oS(t) — B(t) far(t) = 0.

The latter equation reads as

2(t) = W (61)

which we put into the first equation and obtain

fwrw) +y(t)rB(t) — rB()M(t) = 0.

We get an expression for y(t) after dividing by rB(t), such that
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oM(t) — far(t)

y(t) = .

We insert x(t) and y(t) into the self-financing condition and observe

M(t) — fu(t)

g

volt) = 2000 (0 4.7

— M(#)B(t)
B [e‘T(T_t)HLFt} .

B(1)

Indeed, this identity at ¢t = T ensures that ¢» = (x,y) is a replicating strategy
of H. Moreover, ¥ = (z,y) is also tame, since H > 0. Hence for all ¢ € [0,T],
it holds that

Vyp(t) = E |e " TV H|F,| > 0.

As a consequence of equation (57), we observe that

is a P-martingale. Finally, we need to check for the self-financing condition. To
do so we reconsider equation (61) and solve for fy;. We receive

furtt) = 2 — oai)3(0),

with S(t) = S(t)e~"*B(t). It holds that

dVy(t) = dM ()

= fu(t)d (t)
= ox(t)S(t)dW (1)
= ox(t)dS(t).

By proposition 7.1.14, we conclude that v is admissible. O

7.5 Derivative Pricing

One of the main purposes of the Black-Scholes model lies in the fair pricing of
European contingent claims, in particular the European put and call option. As
mentioned in the introduction of this thesis, we are also interested in deviat-
ing the prices of European contingent claims on leveraged funds. The required
groundwork is settled in this section. The main result of this section concerns
theorem 7.5.7, which clarifies the pricing task in focus.
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In section 7.2, we constructed an EMM P as in equation (52). We are in-
terested in the question of whether the Black-Scholes model is equipped with
another EMM P*, where discounted price and discounted value processes are
P*-martingales with value H = ¢ "TH = e "Th(S(T)) at expiration. The
martingale representation theorem 7.4.14 brings a useful expression for the dis-
counted value process,

Vp(t) = e "Vy(t) =E [e "TH|F],
which introduces the first result.

Theorem 7.5.1 ([12]). The martingale probability P as in equation (52) is
unique in the Black-Scholes model.

Proof. W.lo.g. let H = 14, for some A € ]-"7“?, regarded as the payoff of a
derivative security. Let P* be another EMM with its respective expectation E*.
By definition of H, we get

e "TP*[A] = E*[e"T H] = E*[H]
= E*[E*[H|Fr]] = E*[Vy(T)]

where we used the replication property and the EMM condition of P*. By
reversing the above calculations, we are left with

V(0) = e "TE[H] = e "TP[A].

Since A € F7 was arbitrarily chosen, we showed that both EMMs P* and P
must coincide. Indeed, P is the unique EMM in the Black-Scholes model. O

We gathered various promising properties of the Black-Scholes model. There
exists a unique EMM P. Furthermore, w.r.t. admissible trading strategies,
the Black-Scholes model is not only free of arbitrage but also complete. This
enables the discussion of the pricing of general derivative securities. Consider
an arbitrary path-independent derivative security H, with H = h(S(T)) for
h € B(R), where the stock price process S meets the condition

S(T) = S(0) exp <<u - ";) T+ oW(T))
= S(t) exp ((r - ”;) (T — )+ o(W(T) — W@))) ,
with W (t) as in equation (51). We want to calculate

H(t) = E[e-" "V H|F] = Ele" T n(S(T))|F]

—E [e“T% (S(t) exp (<7~ - C’;) (T —t) + o (W(T) — W(t)))) |]-'t} .
(62)



The next lemma provides a useful tool to solve this problem.

Lemma 7.5.2 ([13]). Let (Q,F,P) be a probability space and let G C F be
a o-algebra. Assume that Z : Q — R is a G-measurable random variable and
X : Q = R is a random variable independent of G. If © : R? = R is a bounded
Borel measurable function, then ¥ : R — R defined by

9(2) = E[O(X, 2)] = /R@)(x, 2) dPx(z), 2 € R,

is a bounded Borel measurable function. Moreover, it holds that

E[O(X, 2)|G] = ¥(Z), P — almost surely.
Proof. The proof of this fact is stated in [13] theorem 4.27. O
We choose X = W(T) — W(t), Z = S(t) and deduce

I(t,z) =E[O(t, z, X )| F]

sl (en((-Gr0e)]
= "IYER [h (zexp (<r - ‘j) (T —t)+ aX))} :

Since X = W(T) — W(t) ~ VT —tN, N ~ N(0,1), we continue equation (63)
as follows:

I(t,z) = e "TIE [h (z exp (<r - O;) (T —t)+ ax/ﬁN))}

(@) /_O; o(2)h (z exp ((r - ";) (T 1) + amx» da.
(64)

This general expression is useful for the evaluation of the Black-Scholes option
pricing formula for the European put since its payoff h(z) = (K —z)" € [0, K] is
bounded. h satisfies both conditions in equation (56), because it is non-negative
and integrable to any power n > 2. ¢ in equation (64) now satisfies

9(t,z) = e—r(T—t)\/% /_O:o exp (—f) (K — zexp ((r - U;) (T —1t)+ m/ﬁm)Y da.

We seek an upper bound of the integral range, which solves the non-linearity of
the payoff function. Observe that
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(K—zexp((r— ‘j) (T—t)+a\/1Ttx)>+ >0
— eXP((T—Cf;) (T—t)+amx> gg

@iawT—m§m<f>—<wf§>G—o
— z < d(t,2),

where

111(%)—(7‘—%2) (T —1)

oVl —t

d(t,z) =

We obtain 9 =9+ — 9~ =9 w.r.t. d(t,z). Hence by linearity,

d(t,z) = e "(TD / s o(z) (K — zexp <<r - ”22) (T —t)+ a\/ﬁx» dz

e[ o [ (e %) -y o) ).
(66)

One may read the first term within the bracket in (66) as

Ko(d(t, 2)), (67)

where ® represents the cdf of the standard normal,

B(2) = / " () da, (68)

with the standard normal pdf ¢ as in (49). Consider the variable change y =
x — o/T —t with dy = de. We can manipulate the second term within the
bracket in (66) as follows:

L[ ey 2 ST O
\/ﬂ/oo ze exp(—2+cr T—tx—2>d:c
= e’“(T*t),zL /d(m) exp (1 (x —oVT — t)2> dx
V21 ) oo 2

(T—t) 1 d(t,z)—o/T—t y2
(Tt~ 2 ) d
‘ %%[m m(2>y

=T (d(t,z) - a\/ﬁ) .

(69)
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We insert (67) and (69) in (66). This gives

It z) = e "TD (K@(d(t, 2)) —e"T D20 (d(t7 z) — U\/ﬁ))
= Ke " T-90(d(t, 2)) — 2® (d(t, 2) - a\/ﬂ) .

Corollary 7.5.3 ([12]). Fort <T, it holds

E [1(smy<xylFi] = ®(d(t, S(t)))

and

B [S(D) (s Fi] = T80 (d(t. S®) - ovT 1)) .

Proof. The calculations are restricted to the case, where S(T) < K, which
provides linearity. Hence the put price takes the following form:

P(t) =E[e " ""(K — S(T))"|F]
= E[e_T(T_t)(K S(T))I{S(T)gK}LFt]
=70 (E[KH{S(T)SK}V'}] - E[S(T)H{S(T)SK}IJ:?&]) .

We recall equations (66), (67), and (69), where we obtained expressions for these
two terms separately. We deduce the claim. O

Due to lemma 7.5.2, we acquired the expression for the payoff of a European
put option,

P(t) = 9(t,S(t)) = e " TIE[R(S(T))| F],
which allows us to state the first central result of this section.

Theorem 7.5.4 (Price of European put option, [12]). The price of the Furopean
put option, with strike price K at time t € [0,T)], is given by

P(t) = Ke " T9(d(t, S(t))) — S(t)® (d(t, S(t)) — ovT — t) ,
with d(t, z) as in (65) and ®(x) as in (68).

Proof. By lemma 7.5.3, we receive the payoff of a European put option,

P(t) = 9(t,S(t)) = e " TIE[R(S(T))|F)-
Since h(Z) = (K — Z)" = (K — Z)1z<k}, we write

P(t) = 6_7'(T_t)E[K]1{5(T)§K}|.7:t] — 6_7'(T_t)E[S(T)]l{S(T)§K}|.7:t].

Corollary 7.5.3 brings the claim. O
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We turn our attention to the price of the European call option. An increase in
the stock price forces an increase for the call and a decrease for the put option. If
the stock price decreases, the opposite is the case. The payoff of the call option
must satisfy the conditions (56). Hence we need to verify (S(T) — K)* € L"(P)
for some n > 2. It holds that

E[(S(T) — K)"] <E[(IS(T)] + [K])"]
<2"E[S(T)" + K]
= 2"(E[IS(T)]"] + E[[K|"]) < o0

Moreover, we have a nice bound for S(T'):

g

E[S(T)"] = S(0)’E [exp ((u _ ;) T+ UW(T))p}

< 5P e (v (4= G ) ) Blexploow (1)

= S(0)? exp (p <u — 0;) T+ (Ug)ZT) < 0.

The price process of a European call option C(¢) must be equal to the value
process of its replicating strategy, which becomes a P-martingale if discounted.
We state an important result showing the connection between the respective
price processes.

Theorem 7.5.5 (Put-call parity, [11]). Let P(t) and C(t) denote the prices of
a Furopean put and a European call option on the underlying asset S with strike
price K and exercise date T respectively. Then we have the put-call parity:

S(t)+ P(t) — C(t) = Ke (T,
Proof. We distinguish between the following two cases:

If S(T) — K > 0, then

S(T) - (S(T) - K)"+(K-S(T)*=8(T)-(S(T) - K) =K.

On the other hand, if S(T) — K <0, then

S(T) = (S(T) — K)" + (K = S(T)" = S(T) + (K - 8(T)) = K.

In either case, we have

rT

By multiplying with e™"*, we obtain
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e "TK = e "T(S(T) — C(T) + P(T)) = S(T) — C(T) + P(T).
S(t),C(t), and P(t) are P-martingales. We conclude the desired result after
multiplying by e™ as follows:

S(t) = C(t) + P( )=( () () ~())€”
= [ e (- t)|~7:t]
= Ke "(T71), O

With the price of the European put option and the put-call parity in the col-
lection, the next crucial fact is proven with a small effort.

Theorem 7.5.6 (Price of European call option, [12]). The price of the Furopean
call option, with strike price K at time t € [0,T], is given by

@) = S(t)® (f (d(t, S(t)) — o\/ﬂ)) ~ Ke " T=Dg(d(t, (1)),

with d(t, z) as in (65) and ®(x) as in (68).

Proof. The put-call parity theorem 7.5.5, delivers

S(t) = P(t) = C(t) = Ke """ = C(t) = S(t) + P(t) — Ke """,

As a consequence of the fair price of a European put option 7.5.4, we conclude

C(t) = S(t) + Ke " T=Dd(d(t, S(t)))
— 5@ (d(t,5(t) ~ oVT —t) ~ Ke T~
— S(t) (1—(1)(0!( S(t)) — oVT — t)) e(T=0(1 — ®(d(t, S(1))).

(70)
Since the standard normal cdf ® is symmetric around its mean 0, we get
1 00 xz d .%‘2
1—9(d) = — —— | dx — —— | d
(d) 2ﬂ</_ooexp< 2) T /_Ooexp< 2) x)
1 o x?
L 7Y (71)
m/ o ( 2 > ’
1 —d x?
= — —— | dx = ®(—d).
=/ ew(-%) a=ata
Finally, we apply this to equation (70) and receive the claim. O]
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We summarize the results from this section in the following theorem.

Theorem 7.5.7 (Black-Scholes formula, [12]). The arbitrage-free prices of the
FEuropean put and the European call option are given by

P(t) = Ke"T=D3(d(t, S(1))) — S(t)® (d(t, S(t) — oVT — t) ,
C(t) = S@ (- (d(t. S®) — oVT—1)) = Ke " T (~d(t, S(1))),
with d(t, z) as in (65) and ®(x) as in (68).

An immediate consequence of the Black-Scholes formula is the prices at time
t=0.

Corollary 7.5.8 ([12]). The prices of the European put and European call op-
tion at timet =0 are

P(0) = Ke "T®(d(0, S(0))) — S(0)®(d(0, 5(0)) — oVT),
S(0)® (— (d(o, S(0)) — m/:F)) — Ke "Td(—d(0, 5(0))),

Q
~
o
N/
Il

with d(t, z) as in (65) and ®(x) as in (68).
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8 Leveraged ETF

This chapter covers the main object of interest in this thesis - leveraged
exchange-traded funds (abbr. LETF). In sections 8.1 and 8.2, a superficial
introduction to the LETF and its return properties takes place. The embed-
ding of the leveraged fund in the Black-Scholes model is the purpose of section
8.2, where we complete the preparation for the discussion of admissible leverage
ratios. Section 8.4 is devoted to the fair pricing of the European put and call
options based on leveraged funds. We do so by applying the results from section
7.5. The remaining part, section 8.5, is dedicated to the research of admissible
leverage ratios, the main goal of the entire thesis.

8.1 Introduction of LETF

In the same manner as stocks, exchange-traded funds (abbr. ETF) are traded on
large exchanges like NYSE or NASDAQ. Equal to index funds or mutual funds,
ETFs are investment funds as well. In contrast, most ETFs are created to track
a specific index, which can consist of bond index, stock index, commodity index,
and many more. Over time, a small expense fee is charged. This market opens
an opportunity for investors to get access to trade in various international asset
classes and sectors [1][16].

ETF Provider

T |

Securities  ETF Shares (In-kind Transfer)

Authorized Participant

t
ETF Shares
v

Buyer Stock Exchange Seller

Figure 2: ETF Market

Source: [1], Fig. 1.1 page 2.

Figure 2 illustrates how the ETF market works. In the so-called primary
market, ETFs are created or redeemed because of trading interactions between
some authorized participant and the ETF provider. The authorized participants
consist of authorized dealers, market makers, and ETF managers who represent
an ETF provider such as ProShares for example. ETF managers receive ETF
units from authorized dealers, whereas they give underlying assets in return.
Reversely, the ETF manager creates and delivers units of the ETF of equal cash
value to some physical basket that is provided by the authorized participant.
The consequence of this creation process is the effective increase in the amount
of ETF units. The secondary market consists of exchanges, in which ETFs
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can be traded liquidly. There, buyers obtain shares from real ETF holders [1].

In 2006 in the United States, leveraged exchange-traded funds joined as a new
member to the ETF family. LETFs are publicly traded funds that provide
(positive and negative) multiples of daily returns on some underlying index
or benchmark. To satisfy this condition, leverage is used in the fund that
stems from derivatives such as forward and future contracts [1]. A classifi-
cation of LETFs may be based on their leverage ratio. Possible leverage ratios
may be —lx,£2z,+3z. Those with negative leverage ratios are often called
inverse/short /bear LETFs that aim to give the exact (multiple of the) addi-
tive inverse of the underlying’s daily returns [16]. For instance, the —2z-LETF
ProShares UltraShort S&P 500 (SDS) promises minus two times the daily re-
turns of the S&P 500 index. On the other hand, those LETFs with a positive
ratio are called long/bull LETFs. The +2z-LETF ProShares Ultra S&P 500
(SSO) creates two times the daily returns of the S&P 500 minus some small ex-
pense fee [1]. The leverage ratio is supposed to remain constant throughout the
whole management period. Thus there is an attached rebalancing mechanism,
where a reallocation of securities takes place to rebuild the desired ratio. In
daily rebalancing, this exposure adjustment is executed each day as a response
to the movements of the underlying. This rebalancing mechanism may cause
discrepancies between the multiple long-term returns of the underlying and the
LETF returns [16]. In this thesis, we do not pay any more attention to this
feature.

In September 2015, the global LETF industry consisted of over $70.1 billion
assets under management (abbr. AUM) [17]. AUM represents the volume of
the client’s accumulated funds. Popularity rose among investors as it reached
globally $84.5 billion AUM in October 2020. 43% of the 2020 AUM was held
in short LETFs with leverage ratios between —1 and —3. The remaining 57%
AUM was held in long LETFs with ratios 8 > 2. The ratio 2 itself was the most
preferred with a volume of roughly $24.51 billion AUM [3]. LETFs only repre-
sent a small partition of the ETF market. For instance, the US ETF industry
consisted of $2.1 trillion AUM in 2015 [1].

8.2 Returns of LETF

This section gives a brief insight into the returns of leveraged funds in daily
examples. We want to gather some indentation of the compounding effect. The
following mainly stems from [1].

LETFs promise a constant multiple of the daily returns of some underlying
index or asset by design. Let R} represent the return of the reference of the

k-th trading day and [ the leverage ratio provided by the LETF. L, denotes
the value of the LETF on day n,

Lo = Lo [[(1+ BRy). (72)
k=0
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This is also known as the leverage benchmark. After several days, the com-
pounded returns of the LETF are not just 8 times the compounded returns of
the ETF. If the underlying is moving in the desired direction, then the leverage
ratio 8 can enhance returns. Doing some algebra on equation (72), we observe

L, 1 L.\ <
I = g(l + BRy) <= In <L0> = kzzoln(l + BRy).

The requirement R;, > —<+, for each k, is crucial here because only then the
above expression is well-defined. However, if there exists some k such that
Ry < —%, then a total loss of capital occurs. By taking the derivative w.r.t. 3,

we get
d L, "\ Ry
— (In | — = e
dﬂ( <Lo>> kzzol—i—ﬁRk:

In (%’;) and also L,, are both increasing in (3, if Ry > 0 for each k. If the ref-
erence asset’s value increases, bigger positive leverage ratios are preferred as an
amplification of the return. Moreover, given Ry < 0 for each k, smaller S also
yield to higher In (i—o) and hence L,, as well. If the reference asset decreases in
worth, more negative leverage ratios 8 enlarge the return [1]. The following ex-

ample shows the consequence of keeping constant leverage ratios (here +2) when
nondirectional movements (i.e. some Ry > 0 and some R; < 0 for k # [) happen:

- -1x- %o- -2x- -
change LETF change LETF change
0 100 100 100 100
1 a7 —3% 94 —6% 103 +3% 106 +6%
2 9991 +39% 99.64 +694 99.91 -3% 99.64 -6%
3 96.91 —3% 93.66 —6% 102.91 +3% 105.62 +6%
4 99.82 +3% 99.28 +6% 99.82 -3% 95.28 -6%

Table 1: Compounded daily LETF returns

Example over four trading days for 8 € {£1,42}. For 8 = 1, the LETF is the ETF itself.

By daily design, long and short LETFSs are supposed to move in opposite direc-
tions. As illustrated in this example, it may be the case that both short and
long LETFs have negative cumulative returns over a longer holding period. If
the ETF records a loss, so does any long LETF because the leverage ratio also
amplifies negative returns. After four trading days, we recorded a loss of 0.18%
on the ETF and an even greater loss of 0.72% on the +2x-LETF, which is more
than the doubled ETF loss, since 2 - 0.18% = 0.36% < 0.72%. Interestingly,
both the —1z-LETF and the —2z-LETF do not end up with a positive return.
The —1z-LETF records the same loss of 0.18% as the ETF. The —2z-LETF
records the same loss as the +22-LETF.

Independent of the sign of the leverage ratio, we manifest an erosion in value
in volatile markets in a short period due to the compounding effect. Over a
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holding period of longer than one day, the LETF return can deviate from the
promised multiple of the underlying. Both negative and positive leverage ratios
can amplify negative returns.
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Figure 3: Returns of SSO and SDS against the multiple of SPY returns

The SSO is on the left and the SDS is on the right. The considered management periods
were single day (top row), two weeks (middle row), and two months (bottom row) within the
period 29.09.2010 — 30.09.2012. Source: [1], Fig. 2.2 page 11.

In figure 3, the returns of the ProShares Ultra S&P 500 ETF (SSO) with a
leverage ratio of § = +2 and the ProShares Ultra-Short S&P 500 ETF (SDS)
with a leverage ratio of 5 = —2 are compared to those of the 2 return multiples
of SPY. Each of the 1-day returns follows the straight line with slope one. This
indicates that both SSO and SDS replicate the multiple daily returns of the
underlying ETF. By stretching to a 14-day respectively to a 60-day holding
period, return discrepancies become visible. The dots are below the straight
line, which implies a weaker performance of the LETF against the multiple of
the underlying. We record the same phenomenon of decay in value as in table
1.
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8.3 LETF in the Black-Scholes model

This section is devoted to the embedding of the LETF in the Black-Scholes
model. In section 7.1, we defined the performance of the stock price process
according to the SDE:

AW _ v oaw (v,

where W is a Wiener process w.r.t. the probability measure P. We now link
the above SDE to the SDE defining the LETF based on S. The key result of
this section is the solution of the SDE following the leveraged price dynamics,
theorem 8.3.2. Afterwards, we manifest its distribution in proposition 8.3.3.

In terms of a LETF L = {L(¢) : t € [0,T]} with 8 > 1, for any given time
t, BL(t) is invested in the underlying stock price process S. (8 — 1)L(t) is bor-
rowed from the risk-free asset B at the risk-free interest rate » > 0. Usually, a
small expense ratio ¢ > 0 is charged. The S-LETF value satisfies the following
SDE:

dL(t) _  dS(t) dB(t)
Two Psw P Dpe o
das(t) (73)
:53@T7«ﬂfnr+@a.

In addition, for a short-leveraged ETF with negative leverage ratio § < —1, a
short position of a value equal to |SL(¢)| in S is taken, whereas (1—/)L(t) is kept
in the money market account. There may be a rate of borrowing A > 0 for taking
a short position on S. In order to include this in equation (73), simply replace
w by u+ A. One may construct a constant proportion portfolio considering
B € (—1,1). Since most typical leverage ratios in practice are § € {£2, 3}, we
do not want to pay any more attention to it. Furthermore, we assume continuous
rebalancing [1].

Remark. The expense fee c represents the internal operating cost. This fee is the
portion of the total investor’s account value that is removed annually [18]. In
the model, this removal happens continuously. Since the expense fee is paid by
the investor, we assume r — ¢ > 0 for the remainder of this thesis. For instance,
this assumption will avoid the discussion of complex solutions in equations (94),
(99), and (103).

The next goal is to solve equation (73). In the same spirit as for the research
of the solution of the SDE in definition 7.1.2, we wish to ensure the existence
of the It6 integral in the target.

Proposition 8.3.1. If the process L = {L(t) : t € [0, T} satisfies

B o2
10 =20) (55 ) ew (@ -vr+or+sa-pge), @

with S as in equation (42), then L € M?2.
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Proof. To hold calculation steps tight, define

o2

y(B) = ~((B-1)r+c)+ 51~ F)~- (75)

Clearly, L is product measurable and adapted because S € M? by proposition

7.1.3. We need to verify that
T
/ L2(t) dt| < oo.
0

Recall that S(t) = S(0)exp ((p — 0%/2) t + oW (t)) and observe

/OT L3(t) dt

The Lebesgue measure is finite on [0, 7] and P is finite on Q. Thus the integral
remains finite after a change of integration order. Note that E [exp(28cW (t))] =
exp(2(B0)?t). We deduce the claim by Fubini’s theorem, since

/OT LA(t) dt

E

E

= L*(0)E VOT exp (Qﬁ (u - U;) t+ 2y(6)t) exp(2B80W (1)) dt] :

E = L*(0) /OT exp (25 (u - ‘j) t+ 2y(,8)t) E [exp(28cW (t))] dt

= L*(0) /0 exp ((08)%t +2(u — 1) Bt +2(r — c)t) dt < <.
O

Theorem 8.3.2. The process described by equation (74) solves the SDE (73).
Proof. Recall y(8) from equation (75). Let

2

z(t, x) —6<p—02)t+0[3m

and

B o2
P =20) (553) o (@ vr+ar s -5)%0)
= L(0) exp(:(, ) explu())



By applying the It6 formula 6.4.2 on dL(t), we deduce

dL@(E@Jﬂ+;ﬂmwx0dt+FAu@&V@)

-2 ((#(n-F) - (6-vr+0)

+8(1 - ﬁ)%z + (Uf)Q)dt + 0BdW(t)>
= L(t) (B(pdt + odW () — (8 — 1)r + c)dt)
=L(t) (ﬁ (0555((5)) —((B—=1)r+ c)dt) . O

Remark. The value of the LETF is always above zero as its price dynamics are
given by S in (41). Note that this is a consequence of the assumed continuous
rebalancing mechanic. For example, if a LETF is rebalanced monthly, then the
LETF value may reach zero.

The following concentrates on the preparation for the discussion about admis-
sible leverage ratios. First, we consolidate the derivative of the S-LETF return
w.r.t. the leverage ratio: We observe

o2
é(((?) —1=-exp <ﬂ(u —r)t+ BoW(t) — 52?15 + (r— c)t> -1

and therefore

oLy _
(L(ao)ﬁ ) = ((u—7r)t+oW(t) —Bazt)llj((é)).

The influence of 8 on the LETF return (and also on the LETF value) is deter-
mined by the constant parameters p, o, r over time ¢. Furthermore, the leverage
ratio directly amplifies the random fluctuations of the Wiener process. For a
more accurate determination, we take the distribution of LETF returns into
account.

Proposition 8.3.3 ([19]). If the B-LETF value process is described by equation

(74), then
i ()~ (5 (- “2) o). (50

with y(B) as in (75).

Proof. From equation (74), we deduce

=5 ((u - ‘;) t+ aW(t)) +y(B)t.
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Therefore In(L(t)/L(0)) must be normally distributed as a sum of some deter-
ministic constant and the Wiener process W (t) ~ N(0,t). The mean can be

computed easily,
(48] 5) v

The second moment can be obtained as follows:

o ()]l (35) - () ]
i ((u ) e ﬁ) co(®) (-G ) e+
U o
_R? [m <L(é>ﬂ + (Bo)?t.

We conclude

= (Bo)’t. O

Let L2 L8 1 and N ~ N(0,1), then the cdf of the S-LETF takes the form

7(0)

JETR

[ e - (8t (%) +yB)t)
1Blov/E

. (ln(1+x)<ﬂt(u)+y(ﬂ) ))7

|Blovt

Fr(z)

~

=
I

(76)

where @ is the cdf of the standard normal as in equation (68). We acquire the
respective pdf by taking the derivative of the cdf w.r.t. =, which becomes

OF () 1 In(1+z) - (ﬂt (u - *) + y(ﬂ)t)
fr(z) = = o) 7

dr  |Blovi( 1BlovE
(77)

where ¢ is the pdf of the standard normal as in equation (49). We now con-
solidate an arbitrarily selected example of the pdf and cdf of the returns of a
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B-LETF. There, we compare different positive and negative leverage ratios (8
for positive and negative drift parameters pu.

0
-1 -0.5 0 0.5 1 L5 2 2.5 3
z

Figure 4: Cdf of LETF returns for positive drift

Fy, as in equation (76) among different leverage ratios 3, for p = 10%, o = 20%, r = 2%,
c=0.95%, A = 0%, and ¢t = 1.
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Figure 5: Pdf of LETF returns for positive drift

fL as in equation (77) among different leverage ratios 3, for u = 10%, o = 20%, r = 2%,
c=0.95%, A = 0%, and t = 1.

As shown in figure 4, if the drift p is positive and bigger than the interest rate
r, here u — r = 8%, we see that the larger leverage ratios 8 the higher the
probability to receive large gains. On the other hand, also the probability of a
significant loss increases. The —1z-LETF performs the worst in the cdf sense
among the chosen ratios, given p > r, because the underlying is expected to
grow. Both the +22-LETF and the +102-LETF have a probability of roughly
22% to reach a return of more than 50%. Meanwhile the probability to attain a
return of —50% is significantly different: The +22-LETF only has a probability
of approximately 3%, whereas the +10%-LETF has a probability of almost 60%
within the given time ¢ = 1.

Figure 5 shows that the pdf is likely symmetric at * = 0 for § = 1. While
increasing the leverage ratio and keeping the other parameters constant, the

114



maximum of the pdf moves the left side towards x = —1. Somewhere in between
B8 = 45 and 8 = +10, the pdf becomes a strictly monotonically decreasing
function. Adapting this observation to their respective cdfs, the graphs deform
from an approximate S-shape to a logarithmic shape. Indeed, the cdf of the
+102-LETF return becomes flatter but remains slowly raising as x increases.

Figure 6: Cdf of LETF returns for negative drift

Fr, as in equation (76) among different leverage ratios 3, for p = —10%, o = 20%, r = 2%,
c=0.95%, A\ = 3%, and t = 1.
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Figure 7: Pdf of LETF returns for negative drift

fr as in equation (77) among different leverage ratios 8, for p = —10%, o = 20%, r = 2%,
c=0.95%, A\ = 3%, and t = 1.

Considering figure 6, we recognize a similar pattern when the trend is go-
ing downwards w.r.t. the interest rate r and the rate of borrowing A\ (here
1w+ A —7=—-9%). The probability to reach significantly high returns still be-
comes bigger if the leverage ratio increases in absolute value. Even though the
+1z-LETF contains no rate of borrowing, here A = 3%, it performs the worst.
We notice that the —2z-LETF happens to have a probability of about 12% to
attain a return of more than 50% while the —102-LETF has a probability of
approximately 37% for the very same event. If we check for a —50% return
then —22-LETF has a probability of less than 1% and the —102-LETF has a
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probability of about 33%.

Looking at figure 7, we observe a similar pattern as in figure 5. Without know-
ing the shape of the pdf of the —10z-LETF return one may not notice that the
respective cdf is still an S-shaped function.

8.4 Pricing of LETF

The following covers the byproduct of this thesis, the pricing of the European
put and call options on the leveraged fund in the Black-Scholes model, theorems
8.4.2 and 8.4.3. The derivation of the Black-Scholes formula 7.5.7 provides the
desired answers. Hence we first emphasize the behavior of the leveraged fund
w.r.t. the Wiener process W as in equation (51) under the unique EMM P.

Corollary 8.4.1 ([20]). If the leveraged fund L is described by equation (73),
then

L = (r — c)dt + BodW (t), (78)

with W as in (51).

Proof. Since the stock price process S satisfies the identity
S(t) = S(0) exp(r — 02/2)t + cW (t)), the 1t6 formula gives

as(o)

50 = rdt + odW (t). (79)

We insert this into the LETF SDE and derive

ﬁ* — )r C
st~ (8= D+

B
B(rdt + O'dW( ) —((B—1Dr+c)dt
= (r — ¢)dt + BodW (t). O

The SDE (78) has many similarities to the SDE (79). We are interested in how
these small changes affect the pricing of their respective European contingent
claims. Let H = h(S(T)) be a general path-independent European derivative
security, where the leveraged price process L satisfies

L(T) = L(0) (‘Z,((f)))ﬁexp (~(@-vr+ar+sa-p%T)

= L(t) exp ((7« —c— (5;)2> (T — t) + Bo(W(T) — W(t))) .

We want to calculate
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H(t) = e " T=UE[R(S(T))| F]
=K [e_T(T_t)h (L(t) exp ((r —c— (65)2) (T —t) + Ba(W(T) — W(t)))) |]-"t] .

In the spirit of lemma 7.5.2, we choose G = F;, X = W(T)—W (t) and Z = L(t).
Thus we obtain

O(t,z,x) =e T (z exp ((7‘ —c— (6;)2> (T —t) + ﬁaa:)) .

Since W (T) — W (t) ~ |8lo/T — tN with N ~ N(0,1) under P, it holds that

- {QT(T% (Z e <(T e (62)2> (T —t)+ 5|0\/T7tN)>}

=TT /O; o(z)h (z exp ((r —c— (5;)2> (T —t)+ |ﬁ|a\/ﬁx>) dz,
(80)

where ¢(x) is the standard normal pdf as in equation (49).

We now attack the pricing of the European put option with payoff function
h(z) = (K — 2)T. This function satisfies the crucial integrability conditions
(56), because max{0, K — L(T")} € [0, K]. Inserting this into the general form,
we have

o(z) (Kzexp (<r —c— (ﬂ;)2> (T —t) + |f1|m/ﬁx>>+ dz.

To gain linearity for the above expression, we want to set an upper bound.
Consider

I, z) = efr(Tft)/

—0o0

K—zexp<(r—c—(5;’)2) (T—t)+|5|m/ﬁx> >0,

which delivers an upper bound of the form

In (&) - (T‘—C— @(T—t))
BlovT 1 '

x <d(t,z) = (81)

Therefore ¥ can be written as
d(t,z)

I, z) = e_T(T_t)/ o(x)K dx

— 00

(Tt /_ i(:’z) ()2 exp ((r e (55)2) (T —t) + 5|a\/ﬂx) da.
(82)
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The first term of the above equation (82) is recognized as

Ke T T=9®(d(t, 2)).

For the second term in equation (82), we consider the change of variable y =
x — |BloV/T —t, dy = dx, and we further get

e T(T=Y /d(m o(z) exp ((r —c— W) (T —t)+ |5a\/ﬁx) da

g
. 2

(T—t) d(t,z)  q 1 2
=ze "V T exp| —=(x—|B|o T—t) dzr
B~ p( 2( |Blov )

d(t,z)—|BlovVT—t
= ze_c(T_t)/ o(x) dx
—o0

=ze T Vg (d(t, z) —|BlovT — t) .

Theorem 8.4.2. The price of the European put option on the leveraged fund
L described by equation (74) with strike price K is at t <T given by

P(t) = Ke " T=00(d(t, L)) - LT (d(t, L(1)) — [BlovT 1),

with ®(x) as in (68) and d(t, z) as in (81).
Proof. We recall that

P(t) =E[e " (K — L(T))"|F)
= Ke_T(T_t)E[]l{L(T)SK} ‘]:t] — e_T(T_t)IE[L(T)]I{L(T)SK} |]:t]

Due to corollary 7.5.3 and the previous calculations above this theorem, we
conclude

E[lLim<iyFi] = @(d(t, L(1)))

and

BIL(T) L nmy<iy i = e CHTOL0)@ (d(t, L) ~ [BlovT =) . O

To receive the formula of the European call option on the leveraged fund L, we
recall the respective put-call parity:

P(t)—C(t) = Ke 7T~ — L(t)e=e(T=1), (83)

This introduces the price of the European call option.
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Theorem 8.4.3. The price of the Furopean call option on the leveraged fund
L described by equation (74) with strike price K is at t < T given by

C(t) = L™ T=00 (= (d(t, L)) = 1BlovT 1) ) = Ke" T (=d(t, L(1))),

with ®(x) as in (68) and d(t, z) as in (81).

Proof. Recall equation (71), then the put-call parity (83) immediately derives
the claim:

C(t) = P(t) + L(t)e T~ — Ke (T
= L(t)e~eT=? (1 _ (d(t,L(t)) - w;m))  KerT0(1— a(d(, L(1).

O

8.5 Choice of admissible leverage ratios

A leverage ratio 3 is considered as admissible if its S-LETF satisfies given risk
constraints. This last section is devoted to the main object of interest of the
entire thesis: The analytical hunt for ranges of admissible leverage ratios. We
start by defining intervals via the median return of LETFs, which provides ad-
missible ratios for both short and long LETFs. Hereby, we capture an expression
showing strong performance in the asymptotic sense. In subsections 8.5.1 and
8.5.2, we attack this task separately. The first subsection begins with exploring
an undesired feature of negative LETF while recording positive returns of the
underlying. We obtain the probability of this event, which provides a range of
admissible leverage ratios § > 1, given a specified risk tolerance ay € [0,1].
In the latter subsection, we consider the probability of LETF return losses ex-
ceeding a chosen level z € [0,1]. We define admissible leverage ratios under a
specified risk tolerance a_ € [0, 1].

By proposition 8.3.1, L(t) has log-normal distribution. Without much effort,

one can calculate the mean, the variance, and the median M of the LETF re-
turn [19]:

[ L(t)

B2 - 1: — exp(But — (B — Vr + o)) — 1, (84)
Var é(((t))) — 1| = exp(2But — 2((8 — 1)r + c)t)(exp((Bo)*t) — 1), (85)
M :é((é)) — 1: = exp (B,ut —((B=1)r+cot- (ﬁg) t) -1 (86)

The fluctuations caused by the Wiener process can be significantly amplified by
the choice of the leverage ratio since Var[oW (¢)] = (¢3)*t. This expression
represents the leading term of order two w.r.t. 3 within the exponential in (85)
and (86). At the end of section 8.1, we emphasized a phenomenon noted as
volatility erosion in expanded periods. It seemingly has a further appearance
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as Var[oSW (t)] has a negative sign in (86). We have a look at the values of
the above expressions depending on the leverage ratio in a given example. The
volatility below is the square root of the variance as in equation (85).

Leverage
ratio B
Mean (%) —-6.71 9.47 18.59 28.47 50.76
Volatility (%) 18.85 22.12 49.40 84.57 197.62
Median (%) —8.56 7.30 9.47 7.30 —B8.56

Table 2: Mean, variance, and median of LETF return

Performance of different leverage ratios for p = 10%, o = 20%, r = 2%, ¢ = 0.95%, A = 0%,
and t = 1. All values are rounded to two digits after the decimal point.

Only for f = —1, we record a negative mean return. Both the mean and the
variance are increasing in 8. The mean return of the +-5x-LETF is almost three
times the mean return of the +2x-LETF, whereas the volatility is roughly four
times larger. Its consequences become visible when considering the respective
median returns. Those of the —12-LETF and of the +52-LETF are both equally
negative while on the +22-LETF, we record the highest median return of 9.47%.
The median is symmetric at the maximum S = 2. This observation is not too
surprising due to the polynomial in the exponential. As the expressions in (84)
- (86) already suggested, the variance and the median of the S-LETF returns
are more sensitive w.r.t. the leverage ratio as compared to the mean return.
The volatility grows from 18.85% for 8 = —1 to more than its decuple 197.62%,
the volatility for 5 = 5. The median changes its sign twice.

We quickly summarize the impressions regarding the influence of the leverage ra-
tio on the S-LETF return: Regardless of the considered time setting and length
of the period, we recorded examples of the erosion of compounded LETF returns
in volatile markets over expanded management periods. In other words, LETFs
are inconvenient for long-term investments, because compounded returns likely
deviate from the promised ratio. The longer the management period and the
larger the leverage ratio, the fiercer the compounding effect [16]. The leverage
ratio may amplify the fluctuations caused by the Wiener process. Independent
of the drift u, an inappropriate choice of leverage ratio significantly increases
the probability of negative returns (figures 4 and 6). Recall table (2). Even
though the mean LETF return is increasing in /3, the median return reached its
peak at 8 = 2 and turned negative again for § = 5. Nevertheless, it may be
favorable to exclude at least all leverage ratios that have a different sign as the
drift.

We now give the above a bit more mathematical embodiment. Thus we start
with an intuitive attempt. The derivative of the expected return w.r.t. 3 takes
the form:

[t

5 = t(p —r)exp(But — (B — 1)r + o)t).
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The expected return is increasing in 3, if p > r. It is also increasing for decreas-
ing B, when p < r or particularly for short S-LETF p+ A < r. Regarding this
derivative, it is reasonable to choose 8 > 1,if u > r,and f < =1, if p+ A < 7.
From a naive perspective, one may consider large || in each case because the
expected return is rising in |3]. If x> r and ¢ > 0, then

. L(#)
lim E | 22 1] = oo.
el [L(O) ] > (87)
Ifp+X<randt>0,then
. L(t)
lim E |27 1| = .
i [L(O) ] > (88)

We have a look at the asymptotic behavior of the variance and median of the
B-LETF return w.r.t. the leverage ratio and time. Given |(30)?| > 2|8u— ((8—
1)r 4 ¢)] and o > 0, then

[0

If only | — (B0)?| > |Bp — ((B — 1)r 4+ ¢)| and o > 0, then
: L(t) _

Hence over enlarged management periods, due to the amplified volatility, the
B-LETF is more likely to attain significant amounts of losses. We obtain equal
results when |§| — co. As long as both o,¢ > 0, it holds that

e VO [5(((?) - 1} -

and

lim M {L(t) — 1] =—1.
|8]—o0 L(0)
From the above, we conclude that under any management period [0, t], a risk-
averse investor may never consider large || in any case. For |3| large enough,
we may have negative median returns even though the expected return is sup-
posed to increase in value. Indeed, there is reasonable evidence behind this
assumption. Even besides the observations in (87) and (88), where the return
diverges under given restrictions, for any ¢ > 0, we have that

lim Fr(0)= lim &

o 2
| —But+((5—1)r+c)t+%t _
|B]=o0 800 ’

|Blovt
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with Fy, as in equation (76). Combining this with equation (87) and (88), we
emphasize that a high expected return is accompanied by a high probability
of attaining a loss. Thus investors cannot simply maximize the expected fund
value in order to maximize the expected return. For that reason, we adapt the
strategy for finding admissible leverage ratios and hence pay more attention
to the median return. It turns out there is an "optimal" leverage ratio in the
median sense that maximizes the expected growth rate [4]. If ¢, > 0, we define
it as below:

=0 = f=p"=—. (89)

Interestingly, the optimal leverage ratio in the median sense is independent of the
expense fees ¢ and also of the time ¢. It remains the same over each considered
management period [0,¢]. The expected growth rate of the LETF can be
written as follows [4]:

e[ ()] <5 (u-F) - @-vr+0+s0-95 "

:<_f>ﬂ%uﬂ—Mﬁ+v—@.

The above expression is a polynomial of second order w.r.t. 8 that is decom-
posed into the following three terms:

(i) The multiple expected growth rate of the underlying

e ((56) )]0 %),
(i3) The refinancing cost —((8 — 1)r + ¢).

(ii7) The volatility term 8(1 — 3)a?/2.

Remark. The sum of the refinancing cost and the volatility term is equal to the
correction term y () mentioned in (75).

Indeed, 8* as in equation (89) is the maximizing ratio since

L L(t)
o (4E [lojg(L(O))D 0 B=p",

and

o (% [ios (5151

o0p?

=—0¢2<0.

(£* supports the conclusions, where we analyzed the expected return: For p—r >
0, we exclude § < —1. Similarly for p + A —r < 0, 8 > 1 is not preferable.
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Moreover, £* is equipped with some nice asymptotic properties over time. If
£* #0 and o > 0, then

t—o0

I R
= o ( 1oV )=0 o

When p = 10%, o = 20% and r = 2%, we get 8* = 2. Replace u = 10% by
i+ A = —10% and observe * = —3. However, regarding the form of 8*, one
needs matching parameters p, o, r, and A (for short LETF) in order to have
B* € Z\ {0}. For example, given 5* = 1.8, it is not clear if 8 = 2 is a better
choice than 5 = 1. Under given risk constraints, 5 = 2 may be too risky. Thus
we search for a range of admissible leverage ratios rather than a fixed value. For
that purpose, we consider

‘ﬁ—ﬁ*

L(t) o\ a2
M|—=-120 < (——=t|B°+(u—r)tB+(r—c)t >0, (92)
L(0) 2
which is a usual polynomial of second order w.r.t. 5. Notice the similarity to
equation (90). The global maximum is in 5*. Furthermore, the above is similar
to the task of solving

—_1} > 0. (93)

If t = 0, we have equality in both (92) and (93) independent of the value of £.
If ¢t > 0, the midnight formula allows us to define the first range of admissible
leverage ratios regarding a non-negative median return in the form of [3_, 8],
where

pi = = (=) V=P 20— ). (94)

o2

The above expressions is defined in R, given (u —7)? + 202(r — ¢) > 0. One
may consider each 5 € [_,8+] as an admissible choice in this context: Each
such ratio attains both non-negative median returns and non-negative expected
growth rates. Due to the symmetry of the median around g*, it always holds
that

—T:ﬁ++57

o2 2

gr=t € [8-, By).

Depending on the sign of p — r, the form of [5_, 5] allows both positive and
negative leverage ratios. In particular, for u,o,7,¢, and A as in table 2, we
receive [B_, 4] ~ [—0.13,4.13]. Hence § € {1,2,3,4} are admissible choices for
all t > 0. On the other hand, if 4+ A = —10% and o, r, ¢ as before, we obtain
[B-, B+] = [—6.09,0.09]. This makes 8 € {—6,...,—1} admissible.
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Figure 8: Median of LETF returns

M is as in equation (86) for o = 20%, r = 2%, ¢ = 0.95%. For the red line, p + A = —10%
was chosen, while for the blue line u = 10% and A = 0%.

Indeed, the red line reaches its maximum for § = —3, the blue line has its
maximum at § = 2. The associated intervals [5_, 5;] computed above figure 8
match the intersection points of the red and the blue line with the horizontal
line, where the median return is zero. However, a clear weakness of the ad-
missible ratio in the median sense is the disregard for time. Under a specified
management period, some 3 € [5_, 3;] may heavily enhance the volatility such
that the LETF returns are significantly deformed downwards compared to the
multiple returns of the underlying (table 1 and figure 3).

8.5.1 Admissible leverage ratios for long LETF
We recall equation (74) and obtain

L(¢t) S(t)
i (ziy) = e (53 ) + 00

with y(8) as in (75). The log return of the leveraged fund is always less than
B times the log return of S because of the added "correction term" y(3)t. This
must not be the case when comparing arithmetical returns among different
leverage ratios. We recall table 2 and have a closer look at the mean return
row. The doubled mean ETF return is more than twice the of the mean +2z-
LETF return, since 2 - 9.47 = 18.94 > 18.59. However, this is not true when
comparing the ETF and the +3z-LETF as 3 -9.47 = 28.41 < 28.47, analog for
the +52-LETF. We record the probability of this very event formally.

Proposition 8.5.1 ([19]). Let A denote the probability of the event that the
arithmetical return of the leveraged fund L is less than B times the return of the
associated underlying stock index S. Then A is of the following form:

oVt oVt ’
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where ® is as in (68), and where z; resp. z, denote the two solutions of the
equation 2° exp(y(B)t) — Bz + (B — 1) = 0, with y(B) as in (75).

Proof. For simplification of the notation, we write V' = L(t)/L(0) and Z =
S(t)/S(0). Equation (74) now becomes

V = 28 exp(y(A)1).

Since y(8) = —((B — 1)r + ¢) + B(1 — B)o?/2, we have y(8) < 0 if and only
if 4 > 1. By assumption, the probability A can be represented as A(S) =
P[V —1 < B8(Z —1)]. It holds that

V-1<p(Z-1) < Zexp(y(B)t) — BZ + (8 —1) <0.

Consider f(z) = 2° exp(y(B)t) — Bz + (B — 1) satisfying

fl(2) =0 < B2 Lexp(y(B)t) —B=0

= zz*exp<z(€)f> >1,

which is a minimum on z € (0, 00), because f”(z) = B(8 — 1)z’ "2 exp(y(B)t) >

0. Furthermore, we have f(z.) = z.(1 — 8) < 0, while also f(0) = —-1>0

for each § > 1. Since lim f(z) = oo, there must exist z;, z, > 0, such that for
Z—> 00

z > 0, we receive

2P exp(y(B)t) — Bz + (B —1) <0, for z, € (2, 24).

Because of In(Z) g (u—02/2)t + o/tN with N ~ N(0,1), we conclude

A(B) =PV —1< B(Z—-1)]
=P[n(Z) € (In(z),1n(z4))]

2 2

we- (- %)] [ e (n-%)
— /|l -p|N< — 2

=P |N< O

We recall table 1, but with a small modification. On trading day 4, we assume
a change of +3.25% instead of +3%. Then the underlying ETF would record a
return of 96.91 - 1.0325 — 100 =~ 0.06 while the +2z-LETF would experience a
return of 93.66 - 1.065 — 100 ~ —0.25. This event seems rather counterintuitive.
We manifest the possibility of attaining negative returns for leverage ratios 5 > 1
even though the underlying stock price index records a positive return.

Proposition 8.5.2 ([19]). Let Uy denote the probability of the event that the
leveraged fund L with leverage ratio > 1 decreases while the associated under-
lying stock price index S increases. Then we have
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—y(ﬁ)t—ﬂ(u—";)t o (u—‘;—g)t

U+ =2 1BlovE U et )

(96)

with y(B) as in (75).

Proof. We adopt the notations V and Z from the proof of proposition 8.5.1. By
definition, Uy = P{V < 1} N {Z > 1}] and we obtain

V<1l = ZPexpy(B)t) <1

because we only take 5 > 1 into account. We further receive

— Z<exp<—

PH{V <1} n{Z > 1}] :P{l < Z < exp (—y(?tﬂ

=P {0<ln(Z) < —y(g)t} .

Using N ~ N (0, 1), we deduce

U.(8) =P {ln(Z) < _y(g)t] —PIn(Z) < 0]
—y(ﬁ)t—ﬁ( —%Q)t (u—";)t
=P |N< o —-P N<—T ,
which is equal to the claimed equation (96). O

Remark. This phenomenon is also explainable by recalling equation (73),

dL(t) ds(t) dB(t)

—= =0—=—(f—1)—=— — cdt, f 1.
If the underlying S records a gain but not sufficiently large enough, then besides
the expense fees ¢ also the short position in the risk-free asset B may cause a
loss in the LETF value.

Corollary 8.5.3 ([19]). Let A be the probability as in equation (95) and Uy
the probability as in equation (96). For g > 1, it holds that Uy < A.

Proof. Recall that A(f) =P[V—-1< (Z-1)]and U, (8) =P[{V <1} n{Z > 1}].
We conclude the claim since {V <1} N{Z > 1} C{V <1+ 5(Z - 1)}. O

Corollary 8.5.4 ([19]). If @ +7 > cand o > 0, then the derivative of Uy
as in equation (96) w.r.t. the leverage ratio, i.e. OU4 /Of, is non-negative.
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Proof. We recall the standard normal cdf ® with ®'(x) = p(z) = 1/v/271exp(—2?/2) >
0 as the respective pdf. The derivative of the correction term y(3) satisfies

0_2
y(B) = —r+(1-28)%.

By assumption, we derive the result in the target:

ou. Vi, —y(ﬁ)t—ﬁ(u—”zi)t
B %(—y (B)B+y(B))e Bovi
2 —y(B)t— B (n— %)t
:[;i<(ﬁ;) +r—c)<p 50\% 2) > 0. 0
We choose a risk tolerance ay € [0, 1], such that
ayp — [U+ Z 0. (97)

Due to the form of U, we can solve this inequality w.r.t. 8 and obtain a range
of admissible leverage ratio attaining equation (97). We focus on the largest
£ > 1 that just meets this very condition, meaning

—y(ﬁ)t—ﬁ(ﬂ—é)t ® _@ =a,. (98)

P _
|5|0\/i 0\/{5

We write J = —(u — 02/2)/(0v/t), which is independent of 3. The above
equation holds if and only if

YY)t - B (u - "2) = Boid oy + B()))

— (ft) B+ ((7‘ — )t —oVtd  (ay + @(J))) B—(r—ct=0,

which is a polynomial of order two w.r.t. 3. The midnight formula gives the
solutions:

(-Ty £AL), (99)

where we defined

Dy = (r—pt — oVi®™ oy + (J)),

Ay = /T2 +2(r — )(0t)2.
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Given I'2 +2(r — ¢)(0t)? > 0, let A represent the range of admissible leverage
ratios w.r.t. Uy, given a risk tolerance a.y (i.e. respecting inequality (97)), then

0, if max(8_,84) <1
Ay = { {1}, ifmax(8-, 8;) € [1,2).
[1, Lmax(ﬁ,7ﬁ+)J], else

We illustrate an example. Here, we allow us to forget about the expense fee c.

0.4 : T
—t=1025
t = 0.50
0.3H—t=0.75 J
—t =100
=
02t i
+
-
0.1F J
Oy
0 L L L L L L L 1
1 2 3 4 5 6 7 8 9 10

Figure 9: Probability U, (8,t)

U4 (B,t) as in equation (96) among different management periods ¢ € {0.25,0.5,0.75,1}, for
u=10%,0 = 20%, r = 2%, ¢ = 0%, and X\ = 0%. The risk tolerance is a = 5%.

One may consider investing in a +2z-LETF until ¢ = 0.75 w.r.t. Uy. For
t = 0.75, the admissible range of leverage ratio is Ay = [1,[2.00521]], hence
8 =2 € A, is admissible. If the management period is set to one year, then
U4 (2,1) = 5.76% > a4 and thus also A;[1,[1.8628]|] = {1}. In other words,
each 8 > 1 is too risky.

Given t > 0, U, increases as the leverage ratio 8 increases. Here, Uy is
not as strongly affected by the time ¢ as compared to the leverage ratio. If
B = 2, then U,(2,0.25) ~ 2.95% and U, (2,1) ~ 5.67%. However, the prob-
ability is significantly increased when considering higher leverage ratios, since
U4 (5,0.25) ~ 9.52% and U4 (5,1) ~ 18.73% for instance. The sensitivity of the
leverage ratio is large relative to the sensitivity of time.

At the end of this subsection, we again highlight the nice asymptotic prop-
erties of 8* over time as in (89), but w.r.t. Uy. We do some basic algebra and
observe similarity to equation (91). Let o, > 0, then

_ ) _ —y(B) =B (n— %)t (h=%)t
Jim U (67,1) = lim @ Flo v B Sy

_ ok (p— )%t — (r =)t ( —L;)t B
N e R B

t—o00
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In other words, inequality (97) is satisfied regardless of the risk-tolerance ay >
0. One may consider 3* = £5" as an admissible choice in the above asymptotic
sense.

8.5.2 Admissible leverage ratios for short LETF

The following is inspired by [1]. Here, we want to find a range of admissible
leverage ratios A_, for § < —1. In table 1, we emphasized that short LETFs
may record a loss even if the underlying records negative returns. In figure 6,
we observed that short LETFs seem to have significantly high probabilities of
attaining negative returns. We wish to protect our investments from such losses.
Due to proposition 8.3.3, we have the identity in distribution In(L(¢)/L(0)) 4
|BloVEIN + B(p+ X — 02 /2)t +y(B)t with y(B) as in (75) and N ~ N(0,1). For
B < —1, we define the probability that the LETF attains a loss greater than
some level z € [0,1] given an investment horizon ¢:

U_(,B):IP’{l—IL/((t)))>Z}
=P {ln féé;) < In(1 —z)} (100)
(A (8(n=2-5)t+ysn)

In the same spirit as in inequality (97), we choose a risk tolerance a_ € [0, 1]
such that

a_—U_>0. (101)

Again due to the beneficial form of U_, we can solve this inequality w.r.t. [
and acquire a range of admissible leverage ratios for short LETF. We focus on
the smallest § < —1, that just meets the condition in (101) and solve

(1= 2)— (B (u+ A= %) t+y(B)t)

=
“ BloVi

(102)

We obtain the solution of the above equation similarly as for equality (98). There
exists a polynomial of second order w.r.t. S as follows: The above equality (102)
remains true for < —1 (i.e. |f| = —p) if and only if

BovVtd o )= —In(1-2)+8 (M +A- U;) +y(B)t
= (—szf) B2+ ((,u +A—r)t— ax/f@*l(a_)> B+ (r—c)t—In(l—2z2)=0.

The midnight formula provides the solution to the above equation. Therefore
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1

Bt = 7

(-T_+A_) (103)

solves equation (102), where

I =(u+X—r)t—oVtdHa_),
Ao =T2 +2((r - )t — In(1 - 2))o?t.

We require T2 + 2((r — ¢)t — In(1 — 2))ot > 0 in order to receive solutions in
R. If this property is satisfied, then

@, if min(8_,84) > —1
A_ = q{-1}, if min(B_,B4) € (-2, 1]
[[min(8_, B+)], —1], else

represents the range of admissible leverage ratios w.r.t. U_, given a risk toler-
ance a_ € [0,1] and a level of relative loss z € [0, 1].

—t =025

06H—t=05 3
05 _: - 0.75 |
04+ 1

N2
0.3} i

)
0.2+ o
0.1+ |

-1 -2 -3 -4 -5 -6 -7 -8 -9 -10

Figure 10: Probability U_(8,t)

U_(B,t) as in equation (100) among different management periods ¢t € {0.25,0.5,0.75,1}, for
uw=—10%,0 = 20%, r = 2%, ¢ = 0%, and A\ = 3%. The risk tolerance is a— = 15% and the
relative loss is z = 20%.

For illustrative purposes, the scaling in the horizontal axis is reversed. The
probability is increasing when |3| increases. For larger management periods ¢,
the whole graph is moving upwards. If ¢ = 0.25, the —2z-LETF is an admissi-
ble choice, because A_ = [[—2.4437], —1]. For ¢t € {0.5,0.75,1}, 8 = —2 is ex-
cluded, since U_(—2,0.5) & 15.84% > 15%. Thus A_ = [[—1.929], —1] = {-1},
for t > 0.5. U_ is increasing in ¢ in figure 10. This plot suggests a high sensi-
tivity of U_ w.r.t. 3, since U_(—5,0.25) = 33.31% and U_(—2,0.25) ~ 10.28%
is almost three times smaller. This is highly significant even though the con-
sidered investment horizon is small. However, U_(,t) is relatively insensible
w.r.t. the investment horizon ¢ as for example U_(—3,0.25) =~ 20.17% and
U_(-3,1) =~ 28.44%.
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