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J -1, ;=
k
.j_lj/]jl MOZO, M:ZXj;kzlaQa...ﬂ_ ngé’]—x}' O]M’ k:0’1’2’“'%
=1
3 WA (symmetric random walk)eg}t 3t}

Fiwve steps of a random wall

Fig. 2.1 % AW M,

Fo] AL 0=k, <k <-<k,o EAste] FEUFE M_=(M, —M,
o]

—M,), -+, (M, =M, )°] 5 (independent)d o

uis)
4]
rE
&
Al
rlo

5 Y ZF - (independent increment)S zte=thal dhd, S (increment)
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ki1
& AT ke ky Abelel AR el 914 WaE

k, k,
i+1 i+1 1 1

EM, —M]= E E[X7]= 1><——1><—)=0,
i j=k+1 =k 1 2 2

ki+1 ki+l
Var(M, —M )= Y, Var(X)= Y, 1=k, ,—k
j=k+1 j=k+1

nt7b A7t ofHWH s <t <wus WA nsd nusE ATV HA she ¢
of 7V 7tk s, uE A E st
nt—ns t—s

W) = 1=\ W(s) + AWM (W), A= T

AR =,

ftlo

04 dueas sy ER

(W (n)(fl)_ w (n)(t()))’ (W (n)(fz)_ w (n)(tl))’ e
(W (8, — W (¢, 1))el EAA ek

(w 109 0.2) = w 00(0))= Ae 200§

de =W, HEus
A EAe] Avpel wel grol AalAw, (w00 (g 7) — w N0().2))
v o2 oug 5wl 9 B9 Anel w grol ALk nseh
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(s=t)7k A s w (- W (s)e BEFS B IR
A}.

Y U e VAR _ _ 1 &
w () —wM(s) = \/—n(Mm M,)= ol x; ©°
E[W"(t)— w(s)|=

Var[ W (D) — w ™ (s)]= =Zn ar(X )= — (nt—ns)—t—sﬂ
A,
dE B, o[ w0(Q.7)— W N0().2)] = T(])F 50 =0.57F ®ch.

Tk JS%: s7hA1 e BE AH e shd
") = (W) — w(s) + w(s),
[W<n 013, |= B[ W™ ) — W (s)3, |+ E[w(s)13,] = 0+ Wis)
& wEsne W)E mEA el
t=00]a, nt7t Ae A A7 74 W) 9] o)A

rlo

W () — N [ (AL
W, W 1<t>—j231(w< AR
_ nt L 2_ nt li
_j=1 Vn Y _]Eln_t
o]},
(W W ()= N2k 7R o) AR e Alxkelw, Var[W(t)] =t

A%
A WE A5d Aue] FEEOE AZ Aol7 qth

Mys =2 > 5 3 =
My, =23, SFélo] 23¥ s1Wo] 2WolW My =21,., %¥o] 13W SlwWo]
2@l e My =1, .., Sdo] 19 o] 2uWolW My =—230|th. W}



]

A, My —259F 254b0] 9] B4 A4S AT F glonz
Ww19)(.25)=
-2.5, —2.3, =2.1, ..., —0.3, =0.1, 0.1, 0.3, ...., 2.1, 2.3, 2.5

o eSS HE = Ut}
w10.25)=0.10] H7] 9s1AE 250 AgE 13W9] O (+13)7 12
Mol 5l (—12)0] vefof 3o}, ulEbA

P{W 19)(0.25) = 0.1} =25!/13!12!(1/2)% =0.1555.
g s W0.25)0 B Bake 247

Ew%0.25)] =0, Var(W"%(0.25))=0.25.

obg] =g 2.1 Wl0(0.25)e = 5

ZE
ol 0, BAko] 0.25¢ AFTEERE FHITS o 5 )

Fig. 2.1 W1%(0.25)e] 2=
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T T T T T
=348 -1 -0.5 0 0.5 £ 1.5

X
Distribution of W(100)(0.25) and
normal curve y=lormal (0,0.23)

Fig. 2.2 W\1%(.25)e] B ¥

Ao 2.1 HEFF(momentum generating function) My(t)9} 5S4
(characteristic function) ¢ (t)E tha3} o] Aot}

M, (t) = Ele¥] = / e (@),

— 00

oy (t) = Ele™] = / 7t (1) d,

— 00

T3, g (—it) = M(t)e BA7F 9,

5 e o (t)dt (Fourier Inversion Formula).

o] aL @X(U)—ei_ux
A 2.2 t=00] &l nol AXE  W)e] EEi Hito] 0, Eabo] ¢
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) FELDEFF  f)=—p=e ¥ AHEIF

ke

g

M
Lo
i

gt

=2
M

(momentum generating function) M(u)=

Mu) = / _Zew (2)dz :%\/_ / Zexp

=2 \/_ / eXp( G 2;“) )dx

2
T
uxr — —_-

2t

T Mn(u)%
M (u) E[euuﬂul(t)] :E[ﬂj”tlexp(%){j)}:ﬂ?t E|exp %XJ }
u _ o uw \™
— I (e e @:B(e“ﬂe f)l olct. Ao =1
& FHsta T3S FHsd
log[(e" +e "")/2] [(e — ¢~ ")/9]
lim InM, (u)=tlim — lig —uLCe e
0o 20 e z‘;ir%) 2¢[ (e + e~ “*) /2]
t.. ulle™—e ")/2],. 1
=—lim lim—
2550 a0 (" +e ")/2
te
]_ luzt
webA lim M, )= u't7b "k F 0 lmM, ) =e® 9& 2k

px(t)=¢ 2k Tl Felo] AT el ols)A
f(w)Z/_OO e "o (t)dt

b =o] W()e] EE= Fite] 0, Bake] 19l AFEER £

ro
=
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(c) ol mdo) =3kl

Distribution)

AzE 2k 0,1]1 49 o
oA ARER FA7A W
nt7k A57F A tok ng AE@Th

u =1+—— d=1-——o% oW YIZYNE
vn
probability) < r=00°

le} 714 of o 2o
- 1+r—=d, o/v/n u,—1—r
_ — =1/2, =—=1/2.
p “, —d 20/\/5 / q u, — /
AlZE toll o] F21714 (stock price)2 R7]F2

AR W dehds sl os Ag €
H % ntdl 3 9ol 4 3051, 8 il 3 sve] he 352 s
nt=H, +1T,. (2.8)
ey AW M,
ZX — 7,7} f}, (2.9)
j=1

(2.8)9F (2.9)% ¢ =g =) ek

gt 25 827 u Azt tol A o] FA 1A
e)

(stock price

(nt— J\[lt)/Q

(2.10)

g8 2.3 2(2.10)9 §,(t)= nol ARl wat

St)= SOeXp{UW(t) — l(72t}

2 FEsg. o, wHes Fol 0, w4ko] ¢

Mo
Mo

_28_



solth

21) f2)=In(1+2)2 z,=02welq B AMsa
In(1+z) :f(0)+f'(0)a:+%f"(0)x2 + O(x?’):x—%xQ + 0,
w2} A

(0] (0]

ln<1+70—)=7———2+ O(n ~ %7,
n n 2n

(0] (0]

1n<1—707)=—7;'—2—;+ O(n %% olBn =%

1

lnSn(t)zlnSM%(nt—i-Mw)ln 1+% + 5 (nt =M, )in| 1~

7
vn
1

2
5 =T+ 0 )

o)

<nt—Mm>(— o7, O(n3/2))

vn o 2n

+0n 3/2))+ M,

=InS,+—=(nt+M,)

_l’_

ORI

2
g

=InS, +nt(— o

T O W)=
ol )),W@) =,

= InS, — 0%t + Ol ) +o W)+ Ol )W)

b ng TR Bl W) =lm W) el s

n—>:co

lim 1nS,(0) =S, — 0% +oWi).

n—>co

a2 ® lim S, (8 = S(t):SOeXp{UVV(t)—%UQt}.

n— co
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Al
a

(1) AxE s Bo-&= 37

&&= ¢ A approximat-

=

a7

—
fite)

ol

ion)elm& & A A Atst A AA7EAe]l S7F S =SuE =N

-
1

S, =Sd= e

P S, = E me] Ao

S

p, =2t

KeX
=

(transition probability)

RV EE IR

(jump) =

(i) A=

(ii) ©]
(iii) ©]

\.—_mﬂo

o
B
i)

fvze)

X

i+

ol

\.—_mﬂo

B
i)

gt

0<pu<1a 0<pd<]_01010]:

-
1

(iv) & puﬂ' bq

thar 7k ek

g

KeX
=

(lognormal distribution)

52627’At (602At _ 1)

Var(S t)

E(SAt> — SeTAt’
oluw Hgomiy

(3.1)

Ser = up,+dp; =",

S,Py T 504

2 2rAt (AL
5% 4 (e

P, +S2p,— (Se )

2
U
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’

p,tp, =1, 0<p,p; <1. (3.3)

= u’p, +d’p, = e(2rot)an (3.2)

A A BAS u, d, p, pel A e el EAFOR u=1/de 21E
FrlE BE NASLE 78 5 ok

(3325 B2 ddste] pol #Hal ¢
r At —d
= (3.4)

o]t} (3.2)4] o ZHH
Lol A _ u’p, +d’p; = (pu+p,d)u+(p,u+p,d)d—ud. (35)
(B.1D)2AS (35l thgste] Helshd

u+ l_ (rtofAt 4 o=rdt — oy 2 At 4+ O(AL).

2 GEolel AuE Hul % ou £ s
u, 4% WESH= Bdlo] Fa 2 Fulaekl ¥ (CRR)OITHIO0L

d
7} "tk o)AS  #ETH-ulE| (Rendleman-Bartter, RB) L dolz} 3c}
[17,21]. =3 RBEEL2 M FolA F2714 S7F 7|shsh 4 Bk
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LR
das,
?—’T’dt‘i‘O'dW
zhozRE 78 5 sk olE nzAud o8 seteH

EEEE E[ln(St/SO)]:(r—%)t, Var(In(S,/8,))= %7} k.
RE 717 (0)59He) Q452 Solgold s
St :SoeRt

2

2
welA R = E[In(s,/S,)]= (r—%)tollﬂ_i R= (r—%

S,/S=do| =

7} " S,/S=u,

poIn () +p,in(d) = Elin(S,,,/9)) = (r— %Q)At,

paln(u) +piin(d) — (p,In (u) +p,In(d))*= (1—p, )p, (n(u) —In(d))?
= Var[ln (SAt/S)] = 2 At
9o F Ag p,=1/2=p;t Fi u, do #H3 EW
(r—o%/2) At +o /At d:e(rfcrz/Q)At—U\/E

’

u—=e

7F Hh

Atell #&f Blde AAE o =3 2o

u=e" VA =140./At +%02At+ o(A#?),

d=e VA = 1—0\/At+%02At+ O(At?’/Q),
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6rAt _d 1 02 V At 3/2
P= =g Tt OB,
_ _ ]. 02 \/At 3/2
p,(w—1)+p,(d—1)=rAt+ O(A#)
po (w17 +p,(d—17 = At + O(AL)
A9 31 Pu=

)

f7F Fo1x #HAn| EuA A (partial differential equation)©] il
F =}

Py a0 =f7F T 3 AHEA (finite difference scheme)©] 2} 8=} whef
o(St)7F F-3H m] o]

1135l SF<=(smooth function)ol] T 3f
At—0, Az—001W  Pp— P, 5 60
S WSSt fehA R Av g A XA o] 3t (consistent) e}l
sho}
15HA| F2-Z2-FH2ERI(CRR) oy WS ayskAt
At=T/Nelg} st VY(S)E #2714 S9F Al 7F nAto| A 9] &4 717 o) g
]y S =
Vn(S)_ 77At[puvn+1(5’u)+pdvn+1(5d)] (36)
1A Py ash, Frd(St), Po% 7H7F 0haat ko] el sia,
PAt,As¢: = At ,
Foo(S,t)=e " [p,o(Su,t + At)+ p,p(Sd,t + At)]
P¢——¢+; 2528 ¢ —¢—r¢ 0, (3.7)
¢(Su,t+ At), Fo0(S,t)

2 (St+AH)T

dhojl A Bl e s
oSt + Ar) = g(51+ Ar) + 22T AY

Y (u—1)8
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1 9%¢(St+At)

2 852

P LS gy,
Foo(St)=e ™ <pu+pd>¢(s,t+m>+5WS;7;A”{pu<u—1>+pd<d—1)}
2 2
+S_ B ¢(S,t+At)pu<u_1)2+pd(d_1)2} +}

= (1—rAt) [(b(S,t—irAt) +56¢<S’;7;M(

S 9*¢(St+At)
2 85>

ap(S,t+ At) T A

+ (PAt+0(A)) +--

= |p(S,t+ At) +rALS

202 2
taS 9 ¢(S,t+At)+

rAt+ 0(At))

-]

aS 2
—rAte(S,t+ At).
FAt(b_Qsl—C

$(St)

Fyd—d=d(S.t+ At)—d(S,t) +rAts> =

0’S? 2¢(St)
2 p8”
o ol RHAHBE P, 4= Pp+ O(At)7} Hrt.

wekA v g vt A Eet

+ At

28 3.2 ogF I
(3.7 LA o] Ut

Vizt+At)E (x,t)2 ol sldy] Azjsha

2
Viz,t+At) = Viz,t) + MAH— 9 V(z,t)
ot ot

aViz,t)  Viwt+At)— Vix,t)
P oy, + O0(At).

mh b 2 A

At? +
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2 2
Viz+ Az,t) = Viz,t)+ aV(x,t) Ag -t 3*Vix,t) Ax
ox oz 2

+ 0(Az?), (3.8)

2 2
Vie— Aw.t) = Viet)— V@) 7y 07V @t) A

3
o o oA, (3.9)
(3.8)2o A (39)24S wjx Aglshd
oVi,t)  Vie+Ax,t)— Vie— Ax,t) ‘ol
ox 2Ax
(3.8)21% (39241< yata Aystd
2 - J—
B V(f,t): Viz+ Az,t) 2V(x;t)+ Viz Ax’t)—i-O(Ax)
ox Azr
Ba-&z= AJAuR UAa 37)004 ¢= Ve T m5Est p=1sE sk
V 0’2 82V 0'2 aV
2 T e VO (3.10)

V= V(e nAt)e dha (310048 3 Aoz vehd
‘/jnJrl_ V]’n 0_2 V?lel Vn+1+ V]’n 11

At | +7 Az? * T_%Q V;fl;;;/]n+ll_rv;l:0
glol A& viol wal Felain
vi= 1+1rAt [(1_ i??t Vit ;QAAQCZJF T_U; QAA; ey
N P R
(31Dol A 1— ‘jjj:oo]a} S ;’Z’;:%om o \/f e
L M A L Pl e A R e

1
1 +rAt [p“ V;l+11+pdvn+1] - o [pu V’n++11+pdvjnf+1]+ O(AtQ)

b Ak webd vheel gt dEa

B 3.3 olFUFE W (36) 0(Ar)e] ez F3IAEA (3.12)9 o
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%3} th(equivalent).

u: R—>C% ARV 53 st skt we] Fglo W3k (Fourier transform)
ue

- 1 ° —ifx

u(®) = e "u(z)de

2 Ao

A2k g4(grid function)= AAHAA AHojw 45 Loty A 3H4
hl AR A Aol®l AR g v= (.0 00 Uy vp0y..) 00 T FE
of W3tn} Fao] I TS

R [e) ) ﬂ'/h . ~
v(6) = % Yie ™ h v, = j?—ﬂ f e""u(0)dd.

He 34 (L) AR 47l hd AR AelE Ax g
’U:(“.,’U_Q,U_1,’1)0,’[)1,’[)2,,__)% u: R—C Q! 81%7]'%?;5} Z;;:!]—flloﬂ EHEH
o 1/2 . 1/2
||v||=(h > P ||U||=(/ u(x)PPdz
2 Aoer
Ve e V= [, Vi, Vi (3.13)

o et s el (313)Ae] Falel ma 24
1

m/
V= / V0, h=dre A ghel Belaa
™ —x/h
~ 1 i iho) opt1
O)= g e+ )V O)) B
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(e +pe ™)k TRV (0)=gho)V' (0)7) Rk,

g

V'(0)=gho) V' (0) = g(ho)* V' 2 (0) == g(h0)¥ "V (0) ] #ANE w
=g Amrgon V'(9) = g(Axh, AL AV "V (0) o] BANL wHEaT
t zZ

2 2 (amplification factor)} @t}

A8 3.4 (32~ A (Parseval Theorem))
()l = lu(O)I, ol = [lvll.

R /b
A7 il = [ ’;|v<e>|2de.
—x/h

2 /h o m/h 2(N— 2
Ivie= f P @a= [ gio0) PN @R R |g(ho)? < 10]
—7/h

—7r/h

W owp kel Al o)
172 <f VY (0)Pdo = VP = VN

w/h
e e 8 Vel L-w=ge 27|g VN L-wgRt 34 A
th ZA He] Vel ghe ehgH o] At

AL

A9 3.5 (¢FA A (Stability)) th& =4
lg(Az8, At, Ax)| < 1+ KAt
WSk 0, At, Azt HHA A K7 A6 A AleE

o
1A F3habE 2 o] ¢4 % (stable)o] 2kal gk},

lg(hf)l < 1A S o}lr
1 i —ih6\|2
Tyws Ly T
_ 1
(1+rAt)?

lg(hO)I* =

|(p,,cos (k) + pycos (h8))+i(p,sin (hO) — p,sin (h&))|2

u
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1

= ml{pﬁ +p; +2p, Dy (2c0s® (hO) — 1)}
.

1+a’At 1—o’At

N ’ A0 +rAL? 2(1+7At) (2c05(16) = 1)}

A—-09 w [g(ho)P—

cos%h@)—%’g 10|22 A7l =83 #omd
lg(hd)l < 10] = A & 5 QUrh

o 714 pu=%+%\/ﬂ, py=—=——= VAL, a=
et AtE AA Foew fFEakE 4 (B12)= b Aol

A9l 3.6 (& Al7|"(well-posed) wA) Av|ELAA ] 2713 w(Tiz) &
A7y 2 A 7] 5 A ek (well-posed) & AL ojw] 3t & wu(t,z)7}

lu(t,z)l < Cllu(T)ll, 0<t<T

wEsts A5 7 EAsE Aol

il

48 3.7 (F29 5 A (Lax's equivalence theorem)[8]) 2 A|71® A
o 271 Av 2 A S EAERE AR A o] Qb A (stable)o] il d A
A (consistent)©] <& FoER xS $383}H(convergent) = # o] th

o g5 o8 olFErd (36 AE Aws HA o
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BTM TTM
Fig. 3.1 CRR-BTM¥* CRR-TTM9 #7

A H(TTM)S o] 3ur A (BTM)S] geln shdAom u]
23tk AR A2kl S W At7)zF Fo] AAbsrAe] 5, S S, e &)
W S, =8u, S,=5, S,=58dz 7}t HE 0<d<g<ud =71& ¥t

. . Ki:/\,,r\/“\‘:‘/'i"\:\/\»o
zabth, A7 Aol A 9] AAbA o] Sudd wel SE p, AATHA0l S
we] 52 p, ATEAo]l Sdd wel EL pb Ak A A 7 A
T 7] witel] fEES tes ok g

p,tp,tr, =1, 0=p,.p,..p; =1

ApAE7Y A o] 424 - E (lognormal distribution)Z w&tha 714381
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—

I )= [e]
g3 FAke Z2H7)

E(S,)=25""  Var(S,)= 5% (72 —1).

’

S.p,+8,p, +Sp, =59 = up, +ap, +dp,=e". (3.14)

S2p, + 52, + Sipy— (S = §%e A (74 —1)

= u?p, +¢p,, +dp,=F TN, (3.15)

u=1/d% FseetE A
A ACLH NATY AT A Qe AS AAY G} Sl FRLE
]

T
R

|

g
2,
>
N}
o}
o
>,

PN
T A

a9 310RRE g 0F 24 u,
Vv 2 _ 2
o At/2) = V2AE =1 d:(e a\/At/Q)

erAt/Q_e—UAt/Z ) )
P= eaAt/Q_e—crAt/Q’ Dy =P, Py :2p(1_p); pd:(l_p) .

u=(e

CRR At&du-fwrwiel 19-A(A3F = Al
AL AyY2)9F 2ok aYBE AR o] sk o] AIZkgE
7 e

H“
Ao FHET 2 Wik Foma e AW (accuracy)= A Hi #
T AIZE A S AREE ds Ay e ARAS S

g AAE s p, pis 22

1 r o’
P,= 7 T\5—

5 I)\/—\/_—FOAt

o

1 r 2
Pd—z_(§ T)\/_ VAt + O(At)
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7b H pm=%+ O(At)o] #rtt.

(3.11)ell A
2At 1 cAt 1 At VAL
= —0 ‘:tﬂ = — 0| 7] - = O H
(3.11)=
V= 1 1 Tl l_i_(ﬁ_i?) VAL ‘++11
7o 1+rAt 4 \2 4),2s]7
+ l_(i_i "At Vﬂ+1
4 2 4 24 ) 771
1
=y PV Y VY (3.16)
— T [Pu V;z++11+pmv;z+1+pdv;zj11]+O<At2)
7} ),

PAt,As‘ﬁgf Fo(St)E
F,o(S,t)—p(Sit)

Py ast= Al )

Fo,o(Sit)=e " [p,d(Su,t+ At)+p, #(S,t+ At)+p,b(Sd,t+ At) 2 F
Hde el olal Axsd AR WHS Py b= Po+ OA?)
7oAk wEbA guR oy (316 0(Ar)e] ex R FEAE A

Cias

(312)3 538} al(equivalent) T3 AR B (316) 1o &
A

EEA AvE A BN LA A

u=e" V3 =1/d% WFee ® 92 AU 2de wEo] mA 4
(3.15)3} (3.14)=HH
6(27>+02)At :ugpu“‘qum‘f‘ded
Zu(upu—l-dpd)—udpd + pm—i-d(upu—i-dpd)—udpu
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=(u+d) (e —p, )—(1—p,)+p,,.
2w = 2+ 0(AN7F Btk p & 3149 (315

‘ﬂg }l]v% pmoﬂ oH % = 3
st p, pol B8l Ex gde AN A p,, p,= 2
1 r o o’ 1
=—t|l5 VAt + O(At
1 r oo 1
—— |5 VA
Pa=" (2 1 ) NP t+0(At) (3.18)
7F "t
(3.11) 0l A
2 2
| TA_2 G ey OAL_ L At mpg
Az? 3 2A2% 6 Az 30
3112
o 1 2W+1+1+(1_£)\/A_t -
I 14rAt |3 6 \2 4/ 3gs) "
+ l_(i_i \/A_t il
6 \2 4 3g ) 771
1
= 1+T’At [puV?lel—i_pmV;lJrl—i_pdV;l:rll] (319)
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and Trinomial Tree Models
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We investigate the relationship between lattice models, i.e., binomial
model, trinomial model and the Black-Scholes partial differential
equation. The continuous limit of lattice model is the geometric
Brownian motion which agrees with the assumption of asset price in
Black-Scholes PDE derivation. We show that lattice models are
consistent with the finite difference scheme discretized Black-Scholes
partial differential equation. Also we investicate the stability of lattice
models, and the convergence and the speed of the convergence via the
Von Neumann analysis using the Fourier transform. We show that
trinomial model is more stable and converges faster than binomial

model.
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