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Abstract: We provide a characterization of the Gaussian processes with stationary increments
that can be represented as a moving average with respect to a two-sided Brownian motion. For
such a process we give a necessary and sufficient condition to be a semimartingale with respect
to the filtration generated by the two-sided Brownian motion. Furthermore, we show that this
condition implies that the process is either of finite variation or a multiple of a Brownian motion
with respect to an equivalent probability measure. As an application we discuss the problem of
option pricing in financial models driven by Gaussian moving averages with stationary increments.
In particular, we derive option prices in a regularized fractional version of the Black—Scholes model.
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1 Introduction

Let (€2,.A, P) be a probability space equipped with a two-sided Brownian motion (W)ier,
that is, a continuous centred Gaussian process with covariance

1
COV(Wt,Ws):§(|t|+\s|—\t—s\), t,seR.

For a function ¢ : R — R that is zero on the negative real axis and satisfies for all ¢t > 0,

p(t—.) —w(-) € L*(R),

one can define the centred Gaussian process with stationary increments,

t
Ve = [ fet-w - p-w)aw,, tek. (L.1)
[ee]
The purpose of this paper is the study of processes of the form (1.1) with a view towards
financial modelling.
If (X;)i>0 is a stochastic process on (2, A, P), we denote by (F;X)i>o the smallest
filtration that satisfies the usual assumptions and contains the filtration

FXi=0(X,:0<s<t), t>0.
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By (F/V)i>0 we denote the smallest filtration that satisfies the usual assumptions and
contains the filtration

FV =W, : —co<s<t), t>0.

Since (Wy)e>0 is a strong Markov process, it follows from Proposition 2.7.7 of Karatzas
and Shreve (1991) that )
FV =o(FN), t>0,

where

N = {NCQ : NCMforsomeMEa(UftW) with P [M] :0} .
>0

The structure of the paper is as follows. In Section 2 we recall a result of Karhunen
(1950), which gives necessary and sufficient conditions for a stationary centred Gaussian
process to be representable in the form

/g@_mmn,teR, (1.2)
R

where ¢ € L?(R). In Section 3 we give a characterization of those processes of the form
(1.1) that are F"-semimartingales and we show that they are either finite variation pro-
cesses, or for every T' € (0, 00), there exists an equivalent probability measure under which
(Y )iepo,r) is a multiple of a Brownian motion. In Section 4 we apply a transformation
introduced in Masani (1972) to establish a one-to-one correspondence between stationary
centred Gaussian processes and centred Gaussian processes with stationary increments
that are zero for t = 0. This allows us to extend Karhunen’s result to centred Gaussian
processes with stationary increments and to show that every process of the form (1.1) can
be approximated by semimartingales of the form (1.1). By transferring the results from
Section 3 back to the framework of stationary centred Gaussian processes, we obtain an
extension of Theorem 6.5 of Knight (1992), which gives a necessary and sufficient condi-
tion for a process of the form (1.2) to be an F"-semimartingale. In Section 5 we discuss
the problem of option pricing in financial models driven by processes of the form (1.1).
As an example we price a European call option in a regularized fractional Black—Scholes
model.

2 Stationary Gaussian moving averages
Definition 2.1 A stochastic process (Xi)ier is stationary if for all to € R,

d
(Kot )eer 2 (Xe)ien

d
where @ denotes equality of all finite-dimensional distributions.



Definition 2.2 By ®g we denote the set of functions & € L?(R) such that £(t) = 0 for all
t<O0.

If £ € &g, we can for all t € R, define
Xf = / E(t —u)dW,
R

in the L?-sense. It is clear that (Xf)teR is a stationary centred Gaussian process. If
possible, we choose a right-continuous version.

Example 2.3 Let {(t) = 1jg)(t)exp(=At), t € R, for a A > 0. Then, { € &g, and

(Xt5 )ter is a stationary Ornstein-Uhlenbeck process.

Remark 2.4 Let £ € ®g. It can be shown by approximating & with continuous functions
with compact support, that

fim B[ (XF = X5)?| = lim [ (6t — ) — €(~w)*du = 0.

Hence, t — Xf is a continuous mapping from R to L?(£2). Moreover,
ﬂ@{Xﬁ :—00 < St} C (]@{VVS2 — Wy, + —00 < 81,82 <t} C {0},
teR teR

where 5p denotes the L2-closure of the linear span of a set of square-integrable random
variables.

The following theorem follows from Satz 5 in Karhunen (1950).

Theorem 2.5 (Karhunen (1950))
Let (Xi)ter be a stationary centred Gaussian process such that
lim¢ o E [(X; — X0)?] =0  and
(Mier P {Xs : —00 < s <t} ={0} .
Then there exists a £ € ®g such that
d
(Xorez @ (XE)ien

3 Gaussian moving averages with stationary increments

Definition 3.1 We say that a stochastic process (Yi)ier has stationary increments if for

all tg € R,

d
(Yiety — Yiohter = (Vi — Yo)sexn -



Obviously, every stationary process has stationary increments.
Definition 3.2 By &g we denote the set of all measurable functions ¢ : R — R such that
forallt <0: o(t)=0 and (3.1)

forallt>0: / [p(t —u) — o(—u))? du < 0. (3.2)
R
By <I>ISI we denote the set of real-valued functions that can be written in the form

_ v+ft1/1(3)ds, t>0
‘p(t)_{ "0, t<0

foraveR and ay € L2(Ry).

It can easily be checked that &g C g1 and @él C ®bgy.
For ¢ € ®g1 we define the centred Gaussian process with stationary increments

Y7 = / [o(t —u) — o(—u)]dW,, teR, (3.3)
R
where we choose a right-continuous version whenever possible.

Examples 3.3
a) The function ¢(t) = 1jg o) (t) is in ®g;, and V,? = W, t € R.
b) Let H € (0,1) and set ¢(t) = 1(0700)(25)25[{_%, t € R. Then, ¢ € g \ ®L;, and

s

1
Cov (V7 ¥#) = ey (177 + s =t =sP™) | tis €R,

where

1
. 1 o H-1 H-1 2
cH = <2H+/0 [(1+u) 2 —u Q}du) :

These processes were studied by Kolmogorov (1940) in a Hilbert space framework. Man-
delbrot and Van Ness (1968) represented them in the form (3.3) and gave them the name
‘fractional Brownian motions’ (fBm). More information on fBm and further references can
be found in Section 7.2 of Samorodnitsky and Taqqu (1994) or Chapter 4 of Embrechts
and Maejima (2002).

Lemma 3.4 Let ¢ € Og1. Then

lim [ [p(t = u) = @(—u)] du=0. (3.4)
R



Proof. By condition (3.2),

T 0
2UU U—’U,ZUZ —U——UQUOO
/Oso<>d+/0 (T +u) — p(w)?d /Rw ) — p(—u)]? du < oo,

for all 7 > 0. This shows that 1o )¢ € L?(R) for all T > 0. Therefore, it can be shown
by approximating 1y 7)¢ with continuous functions with compact support that

for all >0, lim (10,77 (t + w)p(t +u) — l[O,T}(u)ga(u)]z du=0. (3.5)
—YJR

Now, assume that (3.4) does not hold. Then there exists a ¢ > 0 such that

lim sup/ [o(t 4+ u) — p(u)]* du > 5c2. (3.6)
t\.0 R
We set to := 0 and S := —1. It follows from (3.6) that there exists a ¢t; € (0, 3] and a

T1 > 51 such that
T
/ [p(t1 + u) — gp(u)]2 du > 4¢? .
St

Since ¢ € ®gy, the function p(t; +.) — (.) is in L?(R). Therefore, there exists an Sy > T}
such that

/ "l + ) — o) du < 6.
Sa

It follows from (3.5) and (3.6) that there exists a to € (t1,¢1 + 1] and a T > S5 such that

So 1
/ [p(ta +u) — o(t; + u)]2 du < —c?
s, 16

and

Ty
/ [(ts 4+ u) — @t +u))* du > 4¢? .
Sa

Moreover, there exists an S3 > T5 such that
* 2 1,
[p(t2 +u) — (1 + u)]” du < —c”.
Ss 16

Continuing like this, one can inductively construct sequences of increasing numbers {t, }>- |,
{Sn}.2y and {1}, such that for all n > 1, ¢, € (tp—1,tn—1 +27"], Spt1 > T, > Sy,

S
/ [o(tn + 1) — @(tn_1 +u)]> du < 47",
S

1

Tn
/ [p(tn +u) — @(tn_1 +u)]>du>4c®  and

/ [o(tn +u) — @(tn—1 + u)]2 du < 47",
S,

n+1



We set t := lim,, o0 t, € (0, 1]. It follows that for all n > 1,

et +-) = 9()lL2(s,,70]

> le(tn + ) = @tn—t + lzefs, ) = D ety +.) = @ti-1 + (s, 1)
J#n
> 2c—-) 277c>ec.
in
Hence,
ot +) = (Ol o >§JWH— o Ra(s, 1, = o0
This contradicts (3.2). Hence, (3.6) cannot be true, and the lemma is proved. O

Proposition 3.5 Let ¢ € $g1. Then

(i) limoE[(Y)2] =0 and
() Mhen LV — V5 —00 <1, <1} = {0} .

Proof. Property (i) follows immediately from Lemma 3.4. Property (ii) follows from

ﬂ@{Ysﬁ—Ys‘f : —00 < 51,82 <t}
teR

C (W@{VVS2 —Ws, 1 —00 < s1,s2 <t} C {0} .
telR

O

For the proof of our main result, Theorem 3.9, we need the subsequent technical lemma
and the following proposition.

Lemma 3.6 Let k € L?(R?) such that ||k||3 < 1. Then

B lexp{;/]l%(/ﬂ%k(s,u)dwu)?ds}] < 1—1|!k|%

Proof. There exists a sequence {k, }>° | C L*(R?) such that
lim ||k — kn[2 = 0
n—oo

and all k,, are of the form

Z 11% ’j(U),

j=-n?



where
kn; € L*(R), j=-n%...,n*—1.

2 ...,n*—1 we set

no_ 1 .
Zj = = /]R e (u)dW, .

There exists an orthogonal 2n? x 2n2-matrix U,, such that V" := U,,Z" is a centred Gaus-
sian vector with independent components. Therefore, for all n € N, such that ||k,||2 < 1,

ForallneNand j=—n

n2-1

E —exp{;/R</Rk:n(s,u)qu>2ds}- —E |exp ;Z (z1)?

= wloo VS | = T e[ (2]

j:—n2 j:—n2

1
n2-1 n2-1 2

T U D SO

j:—n2 j:—n2

1
n2—1 2

1
T 17 [
Furthermore, it follows from

2
lim E [/ </ {k(s,u)—kn(s,u)}qu> ds] = lim ||k — ku|2=0,
n—oo R R n—oo

that there exists a subsequence (n;);2; such that

(3.7)

2
lim </ {k(s,u) — kn,(s,u)} qu> ds =0 almost surely.
R \JR

l—o0

This implies that

2 2
lim (/ knl(s,u)qu> ds:/ (/ k(s,u)qu> ds almost surely .
I=oo Jr \JR R \JR

Hence, it follows from Fatou’s lemma and (3.7) that

exp{;/R</Rk(s,u)qu>2dsH
lim nf B [exp{; /R ( /R knl(s,u)qu>2dsH
. 1 !

U1k [l5 VI=TIRIE

E

IN




which concludes the proof. [l

Proposition 3.7 Let k: {(s,u) e Ry xR : u < s} — R, be a measurable function such

that for allt > 0,
t s
/ / E*(s,u)duds < 00 .
0 J—o0

t ps 1 [t s 2
exp (/ / k(s,u)dW,dWs — 2/ </ k:(s,u)qu> ds) , t>0,
0 J—o0 0 —00

is a martingale on <Q, (ftw)po , P), and for all T € (0,00), the process

Then

t s
Wk =w, - / / E(s,u)dWyds, tel0,T],
0 J—o0

is a Brownian motion on (Q, (ftW)te[o 7] ,Pﬁ), where

T rs 1 [T s 2
PF = exp / / k(s,uw)dWy,dWs — 2/ (/ k‘(s,u)qu> ds |- P,
0 —00 0 —00

that is, under lei, the law of (Wtk)te[D,T] is the Wiener measure, and for all 0 <ty <t <
ta, thz - V[/,f“1 is independent of ft‘g/.

Proof. The second claim follows from the first one by Girsanov’s theorem. To prove the
first claim it is enough to show that, for all ¢t > 0,

B [exp (/Ot /; (s, 1) AW, dW, — ;/Ot (/_oo k(s,u)qu>2ds>] 1 (38)
because
exp (/Ot /OO (s, w)d W, dW, — % /Ot (/OO k(s,u)qu>2 ds> >0,

is a positive local martingale and therefore also a supermartingale. To prove (3.8), let
t > 0. There exists an n € N such that, for all j =1,...,n,

Ly s
/ / k*(s,u)duds < 1.
=y J oo

n

Therefore, by Lemma 3.6, for all j =1,... n,

1 %t S 2
E |exp / </ k(s,u)qu) ds p| < o0.
2 i=ly —00
Hence, on all intervals [%t, %t], j =1,...,n, the Novikov condition is satisfied, which
implies (3.8) (see e.g. Corollary 3.5.14 of Karatzas and Shreve (1991)). O



Remark 3.8 Proposition 3.7 is a generalization of Theorem 2 in Hitsuda (1968). Whereas
our proof is based on Lemma 3.6 and the Novikov condition, Hitsuda’s proof uses results
from the theory of Volterra integral equations.

Theorem 3.9
a) Let p € <I>ISI. Then the corresponding process (Y,¥)i>0 is a continuous semimartingale
n (Q, (FY)i>0, P) with canonical decomposition

t S t
Y= s—u wds, where = s)ds, . (3.
% —¢<o>wt+/0/_oo¢< JdW,ds, where (1) 90(0)+/0¢( Jds, t>0. (3.9)

In particular, (Y;”)i>0 is a finite variation process if ¢(0) = 0.

If ¢(0) # 0, then for all T € (0, 00),

{ [ s a0 )ZS}.p(g.m)

is a probability measure on (Q, F¥) and (ﬁyffp)te[o,T] is a Brownian motion on

(Qa (ﬁtvv)te[(],T]a Qf’;)
b) Let ¢ € ®g1. If there exists a T € (0,00) such that (Y, )icjo.r) is a semimartingale on

(L (FY )teor)s P), then ¢ € ®f;.
Proof.
a) If ¢ € ®L; with (t) = (0) + [y ¥(s)ds, t > 0, then

ye = / lp(t — u) — (—u)] AW,

—00

0 t
:/ p(t — ) — p(—u)] dV, +/so<t—u>dwu

_ / /@bs—udde +/ Uu W(s — u)ds + (0| AW,

By the stochastic version of Fubini’s theorem (see e.g. Theorem 146 on page 160 of Protter
(1990)), we can change the order of integration. Hence, the above equals

/Ot /_io Y(s —u)dWyds + /Ot /0 (s — u)dWyds 4+ ¢(0)W;

t S
/ / W(s — w)dWods + o(0) IV,
0 —00

which proves (3.9) and shows that (Y;”)i>0 is a continuous semimartingale on
(2, (FV)i>0, P) and a finite variation process if p(0) = 0. The rest of statement a)
follows from (3.9) and Proposition 3.7.



b) can be proved with the following argument borrowed from the proof of Proposition 15
in Jeulin and Yor (1993):
Let T € (0,00). By Théoreme 1 of Stricker (1984), (Y;");co,r) is a semimartingale

on (Q, (ftw)te[o T , P) if and only if it is a quasimartingale on (€2, (ﬁtw)te[o T ,P). For
0<s<t, 7 7
E[Xt—Xs\fsW]:/ [p(t —u) — (s —u)] dW,,,
and therefore,
2 [* :

Ble - 2 = (2 o0 - oo - )P da)

Hence, (Y;?)¢>0 is a quasimartingale on (€, (F}") +e[0.7] , P) if and only if
(e}
/ [o(t 4+ u) — p(u)]?du = O(t?) ast\,0. (3.11)
0

If ¢ satisfies (3.11), then the sequence of functions {¢,} | given by

enl®)i=n (4t + 1) = 9(0) 120,021,

is bounded in L?(R) and therefore by Alaoglu’s theorem relatively compact in the weak
topology. Therefore there exists a subsequence {,, };°; that converges weakly to a limit
¢ € L*(R,). Since there exists a set N C R, of Lebesgue measure zero such that for all
teRL\ N,

n—00

t++
lim n/ o(u)du = ¢(t),
t

one obtains for all t,s € Ry \ NV, such that s < ¢,

/St Y(u)du = llir& /St on, (w)du
= limm ( / ) - / " ¢(U)dU> — (1) — ols).

l—o0

Let

= li t).
U= o P

Then, for all t € R. \ N,
t
o) = v+ [ wisds,
0

which shows that ¢ € <I>ISI. O

10



Further results on general Gaussian semimartingales, similar to Théoreme 1 of Stricker
(1984), which is used in the proof of Theorem 3.9 b), can be found in Jain and Monrad
(1982), Emery (1982), Stricker (1983) and Galchouk (1984).

It follows from Theorem 3.9 a) by Stricker’s theorem (see Théoréme 3.1 in Stricker (1977)
or Theorem 4 on page 45 of Protter (1990) for an alternative proof) that for ¢ € ®f;, the
process (Y;”);>0 is also a semimartingale in its own filtration. However, the following
example, given in Cherny (2001), shows that the condition ¢ € ®%; is only sufficient and
not necessary for (Y;”);>0 to be a semimartingale in its own filtration.

Example 3.10 (Cherny (2001)) The function

2z —1

is analytic on {z € C : |z| < 2}. Define the sequence {ay},-, by

[e.@]
Zanz” =g(z), |z|<2.
n=0

Since g(z) = g(z), all a,, are real. Furthermore, the fact that ¢ is continuous on the circle
St:={z¢€C : |z| =1} implies that >.°° a2 < co. It follows that the function

n=0 ""n
o
So(t) = Zanl[n,oo) (t) , teR,
n=0
is in Pgr \ <I>ISI. It can easily be checked that for ¢; < to < t3 < t4 such that to — t; < %
and t4 — t3 < %, there exists a constant ¢ € [0, %] and an [ > 1, such that
Cov (th - Yt‘f,

- /R [p(ta — ) — oty — )] [p(ts — u) — plts — u)] du

S
= CE AnOnt] -
n=0

Let ;1 be the normalized uniform measure on S*. Since |g(z)| = 1 for z € S!, we have for
alll > 1,

N = Ooaz”l Ooaz_" z) = 2g(2) | du(z) =
T;)ananJrl—/Sl(?;)n *)(;:On >du() /31 l9(2)|” du(z) = 0.

Hence, (3.12) is zero for all t; < ty < t3 < t4 such that to — t; < % and t4 — t3 < % By
bilinearity, (3.12) is also zero for arbitrary 1 < to < t3 < t4. This shows that (Y;");>0 is a
centred Gaussian process with independent stationary increments and therefore a multiple
of a Brownian motion. In particular, it is a semimartingale in its own filtration.

Y- Y7) (3.12)

11



4 The Masani transformation

In this section we use results of Masani (1972) on the representation of helices in Hilbert
spaces to prove an analogue of Theorem 2.5 for centred Gaussian processes with stationary
increments and to show that every process of the form (3.3) can be approximated by
Gaussian semimartingales of the same form. Furthermore, we translate Theorem 3.9 and
Example 3.10 to the framework of stationary centred Gaussian processes, which will lead
to an extension of Theorem 6.5 in Knight (1992).

Let H be a Hilbert space with scalar product (.,.). In Masani (1972) a mapping z from
R to H is called a stationary curve if it is continuous with respect to the norm of H and
for all a,t,s € R,

(z(t +a),2(s + a)) = (2(t), z(s)) -

A mapping y : R — H is called a helix if it is continuous and for all a, 1, t2,t3,t4 € R,

(y(t2 +a) —y(t1 + a),y(ts + a) — y(ts + a))
= (y(t2) —y(t1),y(ts) — y(ts)) -

It can easily be checked that for a stationary curve x in H and t € R, the integral

fot x(u)du exists as a limit of Riemann sums and the curve

¢
Fz(t) := z(t) — x(0) —|—/0 z(u)du, teR, (4.1)

is a helix. The following theorem is a consequence of Lemma 2.10 and Theorem 2.22 in
Masani (1972).

Theorem 4.1 (Masani (1972)) Let y be a helix in a Hilbert space H. Then for all
t eR,

0

ot)= [ et ly) ~ (e + w)du

—0o0
exists as limit of Riemann sums, and (z(t))ier is the unique stationary curve in H such
that

y(t) —y(0) = Fa(t).

It follows from Theorem 4.1 that the map F given in (4.1) is a linear bijection from the
space of stationary curves in a Hilbert space H to the space of helices y in H that satisfy
y(0) = 0. We call it Masani transformation.

Let £ € ®g. Then t — &(t — ) is a stationary curve in L*(R) which is isometric to
the stationary curve (Xf)teR in L2(2). Tt can easily be checked that F' maps the curve
(&(t — )ier to the helix (f&(t —.) — f€(—.))ter, where the function f¢ is given by

12



Obviously, f¢ satisfies condition (3.1). On the other hand, the fact that (f&(t —.) —
f&(—.))ter is a helix in L?(R) implies that f¢ also satisfies (3.2). Hence,

féEedg and FXE=Y/E,

If o € ®g, then (p(t —.) — ¢(—.))er is a helix in L?(R) which is isometric to the
helix (Y;?)er in L2(£2). The map F~! takes (¢o(t —.) — ¢(—.))ier to the stationary curve
(f~1e(t = ))ier, where

_ o) = [feto(t —u)du, t>0
Frpn = { AT b =0

Hence, )
fTloeds and Flye=x/"¢.

Theorem 4.2 Let (Y;)ier be a centred Gaussian process with stationary increments that
satisfies (i) and (ii) of Proposition 3.5. Then there exists a p € ®gp such that

d
(Y: — Y0)ier @ (Y )ter -

Proof. The process (Y;)ier is a helix in L?(Q). It follows from Theorem 4.1 that the
centred Gaussian process

0
Xt = / 6u(}/t - }/:‘,Jru)du) le R)
-0

is a stationary curve in L?(2), and for —oco < s < t < 00,
t
Y}—YS:Xt—XS+/ Xudu .
S

Since

ﬂ@{XS -0 < s<t}= ﬂ@{Y;QfYSl 1 —oo < s1,52 <t} ={0},
teR teR

it follows from Theorem 2.5 that there exists a £ € ®g, such that

d
(X¢)ter @ (Xf)te]R .

This implies that
(Y: = Yo)ter = (FX; — FXo)ter
(d)
S (FX; — FX§)er = (Y — Y )ier,

where ¢ = f&€ € &g, and the theorem is proved. O
In analogy to <I>ISI we define ®L := dg N <I>ISI.

13



Remarks 4.3
1. For all £ € &g, v € R and € > 0, there exists a continuously differentiable function
n : Ry — R with compact support in R such that n(0) = v and

(/Ooo[nw)—s(u)]?duf <A g

The function & given by

sy L), t=0
is in <I)IS, and for all t € R,
XS X = [Jf—€lp 1A . 4.2
This implies that for all t € R,
X512 < [1XF = Xflla+ [ X7l < 1+ [[€]]2- (4.3)

It follows from (4.2) and (4.3) that for all ¢, s € R,
‘Cov <X§,X ) — Cov <Xt£,X§)‘

3
S
- ‘cov (Xf,Xf—Xg)JrCov (Xf—Xf,XE)’

< IXE|2l|1 XS = XE[lo + [1X7 = X[l [ XS]l2 <&

2. If £ € ®L, then there exists a v € R and a ¢ € ®g such that for all ¢ > 0,

E(t) = v—i—/o C(u)du.

It can easily be checked that for all ¢ > 0,

t
ff(t):v—i—/ow(u)du, where ¢ =&+ (.

On the other hand, if ¢ € @él, then there exists a v € R and a 1 € &g such that for all
t >0,

t
- du,
o(t) = v+ /0 b (u)du
and for all t > 0,
t
flet) = vt /0 Cluydu, where C(t) = ™ ¢ — vl as)).

This shows that
f(25) = ;. (4.4)

14



Proposition 4.4 Let ¢ € g1, v € R and §, T, > 0. Then there exists a ¢ € <I>ISI such
that $(0) = v,

sup [[V7 — Y lz < 8 (15)
teR
and o
sup ‘Cov (Y?D, Y;") —Cov (Y2, Y#)| <e. (4.6)
t,se[-T,T]
Proof. Let
- 5
N:= sup ||Vl and 0:=0A . 4.7
te[iT’T}H sl Ry (4.7)

We set € := f~1p € dg. By Remark 4.3.1, there exists a £ € ®L such that £(0) = v and
1€ — €]|2 < %. Obviously, the function

o EH [y&(s)ds, t>0
o) = { ¢ FCIE 120

belongs to ®%;, ¢(0) = v, and

| S0

1@ —@lla = 1l¢ — fEll2 = I — €]|2 <

This implies that for all t € R,

1Y = Y7l = 1160t =) = (=) — ot = ) + o(=)ll2
< et =) = ot =l + [le(=) = ¢(=)ll2 < 0.

By (4.7), this proves (4.5) and implies that for all ¢t € [T, T,
VIl < 1Y = Y[l + [V ll < 8+ N
Hence, for all t,s € [-T,T],

]cov (Yf, Y¢> ~ Cov (Y7, Y;@)‘

S

’Cov (¥7, v = ¥#) + Cov (V7 - ¥, v¥) ]
IYVP1 120V = Y2 + [V = V|2 [Vl < e,

IN

which proves (4.6). O

The Masani transformation also allows us to derive from Theorem 3.9 the following
extension of Theorem 6.5 in Knight (1992).
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Theorem 4.5
a) Let £ € ®L. Then for all t >0,

Xt — x5 =¢£(0) Wt+// C(s —u)dWyds, where &(t) /g Yds, t>0.

In particular, (Xf)tzo is a finite variation process if £(0) = 0.

If £(0) # 0, then for all T € (0,00), the process (ﬁ(X5 - Xé))te[OT] is a Brown-
ian motion on (€2, (]?tW)te[()’T], Q%) and (X, )te[o 1) is an Ornstein-Uhlenbeck process on
(€, (]:",}/V)te[oyT],ng), where Qgﬂ and QT are defined as in (3.10).

b) Let £ € ®g. If there exists a T € (0,00) such that (Xf)te[o,T} is a semimartingale on
(Q, (ftw)te[O,T], P), then & € <I>IS.

Proof.

a) If ¢ € ®f, then € € <I>ISI as well. Therefore, all statements of a) except the last one follow
immediately from Theorem 3.9 a). To prove the last statement of a), we first note that by
(4.4), f¢€ € ®%;. Tt follows from Theorem 3.9 a) that for all T € (0,00), (#(O)thg)te[O,T]

is a Brownian motion on (€2, (ftw)te[()’ﬂ, Q%g). By (4.1), (th)te[O,T} solves the stochastic
differential equation
dXf = —XFdt + dv/¢,

which show that it is an Ornstein-Uhlenbeck process on (2, (F}V )eelo, 1] QJ}E).

b) Let £ € &g C Pgr. If the process (Xf)tzo is an F"-semimartingale, then so is the
process
VE=Xxf-Xx§, t>0.

Therefore, it follows from Theorem 3.9 b) that & € & N &g = DL. g

Examples 4.6
a) Let ¢ be the function from Example 3.10. Then, the function

- ot —u)du, t>0
t) = flp(t) = —Joe rU=
R R =0
is in ®g \ ®L. However, by (4.1), the process (Xf)tzo solves the stochastic differential
equation
dX* = —Xtdt + dY/?,

and (Y,”);er is a multiple of a Brownian motion. Therefore, (Xf)teR is a stationary
Ornstein-Uhlenbeck process. In particular, it is a semimartingale in its own filtration.
b) Let £(t) = 1p4)(t) € ®g \ @g. Then,

=W; —W;_1, teR.
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Fix T € (0,00). It can be checked by calculation that (Xf)te[o,T] is a quasimartingale
on (€2, (ﬁffg)te[oj], P) if and only if T' € [0, 1]. Therefore, it follows from Théoreme 1 of

Stricker (1984) that (Xf)te[o,T} is a semimartingale on (2, (ﬁt)(g)te[o”l"}, P) if and only if
T €0,1].

5 Option pricing

Let us consider a financial market consisting of two securities whose prices evolve according

to
SY =exp(r(t)) and
Sy = Spexp (r(t) +v(t) +Y;)) } , te€o0,T7],

for T, Sy > 0, r,v € C[0,T] such that r(0) = v(0) = 0 and ¢ € ®g;. We assume that it
is possible to trade continuously in time, that short-selling is allowed and that there exist
no transaction costs. But trading strategies must be adapted to the filtration (fts )te[O,T}-

If @(t) = 01,00 (t), for a positive constant o then, by Example 3.3 a), ¥ = oW;, t €
R. If in addition, the functions r and v are of the form

(5.1)

r(t) = Rt and v(t) = Nt,

for constants R and N, then (5.1) is the standard Black-Scholes model (see Black and
Scholes (1973)), also called Samuelson model (see Samuelson (1965)). Under the P-
equivalent probability measure

N 1 /N 2
Q::exp{—<+0>WT—<+0> T}'P,
o 2 2\ o 2

a

—)t, t T
2)t. e

the process

N
W =W, + <J+

is a Brownian motion, and the discounted price S := S /S can be written as

S, = Spexp {O’WtQ - ;(7225} , te€l0,T].
Since S is a martingale under Q, the Black-Scholes model is arbitrage-free. From the
fact that Brownian motion has the predictable representation property (see e.g. Theorem
V.3.4 in Revuz and Yor (1999)) it can be deduced that it is also complete, that is, every
contingent claim with a time T pay-off that is given by a non-negative random variable
C € LY, FX7,Q) can be replicated by trading in S° and S, and its unique fair time 0
price is given by
Eq [efRTC] .
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In particular, the time 0 value of a European call option with maturity 7" and strike price
K, whose time T pay-off is given by (Sp — K)*, is

BS(o, 5, T,R,K) :=E

+
(S() exp {oﬁZ — ;0’2T} — eRTK> ] ,

where Z is a standard normal random variable.

For general functions r,v € C'[0,7T] and ¢ € ®g, we distinguish between the following
three cases:

(i) o € b5\ @l
By Theorem 3.9 b), the process (Y;”);c(o.7) and therefore, also the discounted price

5 S
St:STtJ’ t 0,77,
is not a semimartingale on (2, (]?tW)te[07T],P). Therefore, it follows immediately from
Theorem 7.2 of Delbaen and Schachermayer (1994) that there exists a free lunch with
vanishing risk consisting of a sequence of simple F"-predictable integrands.

(if) ¢ € ®; and (0) = 0:
It follows from Theorem 3.9 a) that (Y;”);c(o.7] is a finite variation process. Therefore there
exist Y “-predictable arbitrage strategies (see Harrison, Pitbladdo and Schaefer (1984) or
Section 4 of Cheridito (2002)).

(iii) ¢ € ®; and »(0) # 0:
By Theorem 3.9 a), there exists an equivalent probability measure Q% ~ P under which
the process

1
B, :=——Y*, telo,T],
90(0) t [ ]
is a Brownian motion. By Girsanov’s theorem, the process
v(t) | ¢(0)
Bl =B+ =24+t te[0,T],
h AR [0, 7]

is a Brownian motion under the probability measure
T / 1 (T / 2
Q = exp _/ (Nu)w(O))dBu_/ <u(u) +90<0>> b pe
o \¢(0) 2 2 Jo \(0) 2

St
St
Hence, exactly the same arguments that show that the standard Black—Scholes model is
arbitrage-free and complete can be used to prove that the same is true for the model (5.1).

and

Sy =

= S exp {w(o)Bf’? — ;goz(())t} , t€[0,T].
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In particular, the unique fair price of a European call option with maturity 7" and strike
price K is given by

BS(90(0)7SO’T7 T(TvT)vK) . (52)

If ¢ is of the form (i) or (ii), then it can easily be regularized: Choose an arbitrary volatility
v > 0. By Proposition 4.4, there exists for all ¢ > 0 a function ¢ of the form (iii) such
that ¢(0) = v and

sup ‘Cov ()@%Yf) —Cov (Y7, Y¥)| <e.
t,s€[0,T]

Remarks 5.1

1. Let ¢ € ®f; with ¢(0) # 0. Obviously, the distribution of the process (Vi) eqo,
depends on the whole function ¢. On the other hand, the option price (5.2) depends only
on ¢(0). The reason for this is that the option price given by (5.2) is the minimal amount
of initial wealth needed to replicate the option’s pay-off with a trading strategy that can
be adjusted continuously in time, and it can be seen from (3.9) that the volatility of the
model (5.1) is given by ¢(0).

2. By replacing the function ¢ € ®g; in the representation (3.3) by a suitable stochastic
process (¢¢)sejo,r] With values in @gp, it should be possible to extend models of the form
(5.1) to models with stochastic volatility.

Example 5.2 (Regularized fractional Black—Scholes model)
Let

o _1
p(t) = El(o,oo) ()t 2 (5.3)

for a positive constant o, H € (0,3) U (3,1) and cy as in Example 3.3 b). Then the
process (Y,?)ier is equal to (0 Bf!)ier, where (Bf?)icr is a standard fBm, and the corre-
sponding model (5.1) is a fractional version of the Black—Scholes model. For a discussion
of the empirical evidence of correlation in stock price returns see e.g Cutland, Kopp and
Willinger (1995) or Willinger, Taqqu and Teverovsky (1999) and the references therein. In
Kliippelberg and Kiihn (2002) fractional asset price models are motivated by a demonstra-
tion that fBm can be seen as a limit of Poisson shot noise processes. However, it follows
from Theorem 3.9 b) that (Bf),e0.7] is not a semimartingale with respect to the filtration
(FV )telo,7]> and it is well known that it is not a semimartingale in its own filtration either
(for a proof in the case H € (3,1) see Example 4.9.2 in Liptser and Shiryaev (1989),
for a general proof see Maheswaran and Sims (1993) or Rogers (1997)). It follows from
Theorem 7.2 in Delbaen and Schachermayer (1994) that there exists a free lunch with
vanishing risk consisting of simple F°-predictable trading strategies. An early discussion
about the existence of arbitrage in fBm models can be found in Maheswaran and Sims
(1993). In Rogers (1997) an arbitrage for a linear fBm model is constructed, and it is
shown that fBm can be turned into a semimartingale by modifying the function ¢ near
zero. The arbitrage strategies given in Shiryaev (1998) and Salopek (1998) work for linear
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and exponential fBm models with H € (3,1). In Cheridito (2003) arbitrage for linear and
exponential fBm models is constructed for all H € (0,3) U (3, 1).

To regularize the fractional Black—Scholes model, we can modify the function (5.3) as
follows: For v > 0 and d > 0, define

vy v+ 2dzvy if ¢ €[0,d]
P o(t) if ¢ € (—00,0) U (d, 00)

It is clear that for given v > 0,

lim ||p"% — |2 = 0.
N [le™" = el
Hence, it can be shown as in the proof of Proposition 4.4 that for all € > 0 there exists a
d > 0 such that . .
sup ‘Cov (Yf Sy ) —Cov (Y7, Y¥)| <e.
t,s€[0,T]
On the other hand, since the function "¢ is of the form (iii), the corresponding model

(5.1) is arbitrage-free and complete, and the price of a European call option is given by
(5.2).
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