Binomial Model

The binomial model is a discrete time model, and it is the simplest possible nontrivial model of a

financial market.

* Almost all important concepts which we will further study later on, have a most intuitive and
accessible version in the binomial case

* The binomial model is often used in practice

The model is very easy to understand, the mathematics required to analyze it can be set at high school
level. For good reasons, we will build it on probability theory reviewed in Chapter 2 and 3.

The building block is one-step binomial model, assume that a coin toss is driving the market: the
stock price goes up from Sy to Spu with probability p (of getting a head), or goes down to Syd, for
brevity, we denoted this one-step binomial model by BM(.Sy, u, d, p, ) with r being the risk-free rate.
For a T'-step binomial model driven by a coin toss sequence, we denote it by BM 1 (So, u, d, p, ).

In this text, a claim is the general term for financial assets. A contingent claim is another term for a
derivative with a payoff that is dependent on the realization of some uncertain future event. By creating
a right and not an obligation, the contingent claim acts as a form of insurance against counterparty risk.

Any derivative instrument that isn’t a contingent claim is called a forward commitment.
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158 Binomial Model

§ 5.1 One-step Binomial Model

One period has two time points, we call the beginning of the period time zero and the end of the
period time one. Free of arbitrage and completeness are most straightforward in the settings of one-step

binomial model.

5.1.1 Price of a Call Option

We start by considering a very simple situation.

Example 5.1.1: We have a stock presently priced at $100. In exactly one year the stock price will
be either $90 or $120, with equal possibility. The current interest rate is 12.5% compounded yearly.
What is the fair price for a European call option on the stock with a strike price $105 expiring in

one year?

Let the present time be ¢t = 0, then the stock price is Sg = 100. For the risk-free bond, By = 1, let
the continuous compounding interest rate be r, then By = ¢" = 1.125. At the future time ¢ = 1, the

payoffs of stock and option are depicted in the following figure:

To capture the two states of stock price movements, we assume that the random source is a coin toss,
Q = {H, L}, with H and L standing for head and tail respectively. Att¢ = 1, the stock price is 57, with
S1(H) =120 and S;(L) = 90. The payoff of the option is X, with X (H) = 15 and X (L) = 0. We are

interest in valuing Xy = p(X), the price of the call option.
|

Remark: Att =0, S1(H) = 120 and S1(L) = 90 are known numbers, but S is a random variable.
More exactly, S is a function that maps { H } to 120 and {L} to 90:

120
90

51:Q—>R

We are not totally blind to random variables, we do not know nothing at all. We do know something,

S1(H) and S1(L) are numbers given, but which one will be taken does not known at ¢ = 0. Only at
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t = 1, the state H or L is revealed, then the (function) value of S is determined accordingly.

Replicating imitates a given asset, usually a financial derivative, by searching for a portfolio of traded
assets. Let us consider the following portfolio V':

* Long: 0.5 shares of stock

* Short: 40 bonds
In other words, to form portfolio V', we buy 0.5 shares of stock, and borrow $40. By law of linear
combination, the price of portfolio V' is Vi = 0.55y — 40By = 10, the value of portfolio V at time ¢t = 1
is

V =0.55] —40B;
In more details, if the stock goes up
V(H)=0.551(H) —40B1(H) =0.5-120 + (—40) - 1.125 = 15 = X (H)
If the stock goes down
V(L) =0.551(L) —40B1(L) = 0.5-90 + (—40) - 1.125 = 0 = X (L)

We see that the payoff of the option is replicated, X = V/, portfolio V' is called the replicating portfolio
of the option. Thus, the price of the option is

Xo = p(X) = p(V) = Vo =10

In a perfect hedge, two investments were combined to produce a fixed return such that the risks
are completely offset. In this sense, hedging is the replication of the risk-free asset. Let us create the
following hedging portfolio V:

* Long: 0.5 shares of stock

* Short: 1 option
By law of linear combination, the value of portfolio V attime t = 1is V = 0.55; — X: In more details,
if it is in the up state

V(H)=055(H)—- X(H)=05-120—-15=45
and if it is in the down state
V(L) =0.551(L) — X(L)=0.5-90—-0=45
the value remains constant, it is a risk-free asset. Thus
Vo = p(V) = p(45) = 45p(1) = 45" =40
Since Vy = 0.55p — X, we have Xy = 0.55¢ — Vp = 10.
Remark: Before we know a good theory, we may know some working ways to tackle the real world

problems.



160

Binomial Model

5.1.2  Model Setup

We now discuss a simple one-step binomial model in which we are interested in valuing an option on

the stock (a European call option, or any other derivative dependent on the stock).

We have two points in time, ¢ = 0 (“today”) and ¢t = 1 (“tomorrow”, next year, etc). In the model we
have two assets: a risk-free bond (risk-free rate at constant r per period) and a stock. At time ¢ the price
of a bond is denoted by

B,=B(t)=¢" t=0,1
and the price of one share of the stock is denoted by S; = S(t). Today’s stock price is S, the future price
of stock Sy is described as follows:
Sou D
Sod 1—p

Figure 5.1 shows the price processes of the bond and the stock.

S1 =

Figure 5.1: Binomial Model  There are two assets: A risk-free bond at price By = 1 and a stock at price S.
At the future time ¢ = 1, the bond’s price is B; = €”, and the price of stock S7 is a random variable, taking

value S1(H) = Spu with probability p and S1(L) = Spd with probability 1 — p.

Sou
b /
Sod

Let the market be driven by a coin toss, we denote the sample space Q2 = { H, L}, where H standing
for head and L for tail. The coin is not necessary fair, with probability P(H) = p, P(L) = 1 — p. Let
the event space be F = {0),Q,{H},{L}}, then (Q, F,P) is the probability space for binomial model.

Define the up-and-down random variable Z as

z=0" P (5.1)
d 1—p
then, Z(H) = wand Z(L) = d, Z is the random source of the market, and
S1 =502

We assume that today’s stock price Sy is known at time 0, as are the positive constants u, d, and p, with
d < u. For brevity, the market setting of one-step binomial model will be denoted by BM (S, u, d, p, ).
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We will study the behavior of various portfolios in the BM(.Sy, u, d, p, ) market, and to this end we
define a portfolio as a vector
h= = [a;b]
b

The interpretation is that a is the number of shares of the stock held by us, whereas b is the number of

risk-free bonds we hold in our portfolio. In one-step binomial model, the marketable payoft space is
X ={aS1 +bB; : a,b € R} =sp(S1, B1)

Remark: Following the perfect market assumption, it is quite acceptable for a and b to be positive as
well as negative. If, for example, b = 3, this means that we have bought three bonds at time ¢ = 0. If on
the other hand a = —2, this means that we have sold two shares of the stock at time ¢ = 0, we borrow two
shares and pay back at time 1. In financial jargon we have a long position in 3 bonds and a short position

in 2 shares of the stock. It is an important assumption of the model that short positions are allowed.
Definition 5.1: Let x; = [Sy; By, the value process of portfolio h = [a; b] is defined by
V; = x}h = aS; + bB; t=0,1
or, in more detail
Vo = b+ aSy
Vi =be" +aSZ

Attime t = 1, please note that we do not rebalance the portfolio, the portfolio is formed at ¢t = 0, and
hold to ¢ = 1. When the new price reveal, the value of the portfolio change.

By the definition of an arbitrage opportunity (Condition 1.13 on page 23), in one-step binomial model,
an arbitrage portfolio is a portfolio with the properties (the symbol “>", weak greater than, is introduced
in page 18 of §1.2.4)

Vo=0,Vi >0

A strong arbitrage portfolio is a portfolio with the properties 1, = 0 and V; > 0. We interpret the
existence of an arbitrage portfolio as equivalent to a serious instance of mispricing on the market. In a

perfect market, such chances will be wiped out immediately for investors prefer more money to less.

Theorem 5.2: The market BM (S, u, d, p, ) is free of arbitrage if and only if the following conditions
hold:
d<e <u (5.2)

Remark: The condition (5.2) has an easy economic interpretation. It simply says that the return on
the stock is not allowed to dominate the return on the bond and vice versa. Which is illustrated in the

following figure, where the point (u, d) indicates the (gross) return of stock
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O

We are so lucky in binomial model, for we can easily judge whether the market is free of arbitrage or not.
For other models of financial market, we usually assume that the market is absence of arbitrage, we are
not able to find tractable restrictions on market parameters to rule out arbitrage opportunities.

In the BM(Sy, u, d, p, ) market, condition (5.2) is equivalent to the positivity postulate in §1.2.4.
We will always assume that condition (5.2) is true, and thus the market is free of arbitrage. In the coming
text, we will prove the FTAP (Theorem 1.3) for one-step binomial model: there is a positive linear pricing

function @(-) in market BM(.Sp, u, d, p, r) such that p(S1) = Sp and p(1) =e™".

5.1.3 Completeness

We go on to study pricing problems for financial derivatives in market BM(.Sp, u, d, p,r).

Definition 5.3: A claim is any random variable X defined on (2, ) with finite expectation under real
world probability measure P. A financial derivative is any claim X of the form X = f(S1), where the

function f is called contract function.

For financial derivatives, we interpret a given derivative instrument X as a contract which pays
z,=X(H)=f(Sou) Z=u
zy; = X (L) = f(Sod) Z =d

dollar to the holder of the contract at time ¢ = 1. A typical example would be a European call option on

X =f(5)=

the stock with strike price K, assume that Sod < K < Spu for practical interests, we see that

Sou — K Z=u

X = f(S)) = (S1 — K)" =max (S; — K,0)={ °
0 Z=d

If X = f(So, S1), because Sy is a known constant, X is effectively a function of S; only. The primitive

assets are trivial derivatives, they are usually excluded from the set of financial derivatives.

Definition 5.4: A given claim X is said to be reachable, or attainable, or marketable, if there exists a
portfolio h = [a; b] such that
Vi=aS1+bB1 =X

In that case we say that the portfolio h = [a; ] is a replicating portfolio of claim X. If all claims can
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be replicated we say that the market is complete.

We see that in a complete market we can in fact replicate all claims, so it is of great interest to
investigate when a given market is complete. For the one-step binomial model we find that the market is

complete.

Proposition 5.5: The BM(Sy, u, d, p, r) market is complete.

Proof. For an arbitrary claim X, we want to show that there exists a portfolio h = [a; b] such that
aS1+bB1 =X

If we write this out in detail we want to find a solution [a; ] to the following system of equations
aSou + be" =z, (5.3)
aSod + be" = x4

Since by assumption u > d, this linear system has a unique solution, and a simple calculation shows

that the replicating portfolio is given by

1 z,—zy
Sk 5.4
“ So u-—d 4
bze_ra:du—a:ud 0
u—d

We see that completeness needs only u > d, not the condition (5.2). Thus, in our one-step binomial
model, completeness is a property of market that does not require the absence of arbitrage.

Because of the completeness, the payoff of any conceivable asset is in the marketable payoft space X.
Let X be a claim, X (H) =z, < oo and X (L) = x,; < oo, define

xu
Tq
We find that vectors in R? and payoffs have one-to-one correspondence, mathematically, the plane R? is
isomorphic! to the marketable payoff space X. As a consequence, a portfolio in the market is equivalent
to a linear combination in R2. For this reason, in binomial model, linear algebra and probability theory
can be used interchangeably at one’s convenience. The analysis of a claim X can be done by the analysis
of the corresponding vector x.
For financial derivatives, the contract function X = f(S7) can be a nonlinear function. For example,

X = S%, Eq (5.4) translate the nonlinear function to a linear function of Si, by the replication portfolio

'Tsomorphic objects may be considered the same as long as one considers only these properties and their consequences. It is
valuable to distinguish between equality and isomorphism: Equality is when two objects are exactly the same, and everything
that’s true about one object is true about the other, while an isomorphism implies everything that’s true about a designated part

of one object’s structure is true about the other’s.
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[a; 0]

X = f(S1) = S} = aS; +bBy
Our main problem is now to determine the “fair” price for a given claim X with contract function f. If
such an object exists at all, what is the price Xy att = 0?
Proposition 5.6: In BM(.Sy, u, d, p, r) market, for any claim X, there is a unique replicating portfolio
h = [a; b] by Equation (5.4), such that X = aS; + bB1, and the price of the claim X at ¢ = 0, will

equal to the price of replicating portfolio

Xy =aSy + bBy
Besides, define
e’ —d
= 5.5
=" (5.5)
We have
Xo = p(X) = e "(qz, + (1 — g)z4) (5.6)

Proof. The existence and uniqueness of h follows from the fact that the linear system (5.3) has a unique
solution. The price of the claim X is
Xo = p(X) = p(aS1 + bB1) = ap(S1) + bp(B1) = aSy + b
For any X € X, with ¢ defined in Eq (5.5)
e "(qr,+ (1 —q)zy) = aSo+ b= Xo O

The ¢ defined in Eq (5.5) has played a significance role in the pricing of derivatives, it deserves an
in-depth discussion in the coming section §5.2.
Example 5.1.2: Given market BM(.Sy, u, d, p, r) by
So=4 u=2 d=1/2 r=1In(4/3)

Find the price of the European call and put option on the stock with strike price K = 5.

By Eq (5.5)
q:e,r—d: %_% :§
u—d —% 9
For the call option with K = 5,2, =2-4—-5=3,2,=0
- 3 (5 5
Vo=e T(qmu+<1—q>xd>=4<9-3+0> =1
For the put option with K = 5,2, = 0,2, =5—3-4=3
3 5
VozeT(qxu+(1—q)xd):4(0+<l—9> ~3> =1

Using formula (5.6), we do not need to solve linear system (5.3) repeatedly.
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Delta hedging: In Equation (5.4), a is the ratio of the change in the derivative price to the change in
the stock price as we move between the nodes. We can construct a portfolio of risky assets, the stock Sy

and claim X, to produce a fixed return, the risk-free asset. We see that
X — CLSl = bBl

thus if we long one claim and short a shares of stock, we produce a risk-free asset bB; in the future time.
The construction of a riskless portfolio is sometimes referred to as delta hedging. And the delta of the

derivative is
T, —
U d a

Sou — Sod N
the ratio of the change in the price of the derivative to the change in the price of the underlying stock.
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§ 5.2 Risk Neutral Valuation

When the market is free of arbitrage, the condition (5.2) is true in BM(Sy, u, d, p, ) market, thus the
q in Equation (5.5) must be
0<g<l1

By the definition of probability measure (Definition 2.2), we see that the weights in formula (5.6), the ¢

and 1 — ¢ can be interpreted as probabilities for a new probability measure 3 defined by
Q(H) =Q(Z =)
QL) =Q(Z=4d)

Denoting expectation under ( measure by EQ (+), we have in Q world

q
1—gq

EZ)=qu+(1—qd=¢" (5.7)
Thus, random source Z grows at risk-free rate in Q world.

From Eq (5.7), we see that if masses ¢ and 1 — ¢ are attached at the points with coordinates v and d

on the real axis, then the centre of mass will be at e".

1—¢q q

In this barycentric interpretation, the ¢ is a mass. We may also have a geometric interpretation for ¢

R(L)
/0) B(e", e")
(07 1) QQ\/ RN S
Ql - S(u,d)
(1,0)//
- / R()
E(u —e"d—e")

The returns of assets are depicted in R?: point B is the (gross) return of risk-free asset, point S is the
return of stock. £ = S — B is the excess return of stock over bond, point @, located at (¢, 1 — ¢), is on
the line joining the points (1, 0) and (0, 1). We see that OQ L OF since Eq (5.7) gives the orthogonal
condition g(u —€") + (1 — ¢)(d — ") = 0. Note that all returns are on the line joining point B and point

S, hence point () is not a return (a return is a payoff with unit price).
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5.2.1 Pricing Probability

Considering the following two investments at ¢ = 0

(a) Invest Sy dollars simply at the risk-free asset, the amount at t = 1 is Spe”

(b) Buy one share of stock at Sy, the expected value at t = 1 is EQ (S1) in Q world

Then
E@ (S) = E? (S50Z) = SoE® (Z) = Spe” (5.8)
Which exactly states that using probability measure Q, these two investments are equally attractive to
risk-neutral investors.
In general, for any payoft X, by formula (5.6)
E?(X) = gz, + (1 — ¢)zg = Xo€' (5.9)
Which shows that, under probability measure Q, E?(X/X,) = e”, the expected return? equals the
risk-free return. Whatever it is risk-free or risky, whatever it is a derivative or a primary asset, investors
require no compensation for risk, the expected return is the risk-free return. In a risk-neutral world all
individuals are indifferent to risk, thus a deterministic dollar is equivalent to an expected dollar. For this
reason, the world with probability measure Q is risk neutral in this situation, probability measure Q is
called risk neutral probability measure, Q world is a risk-neutral world.
Remark: Sy and X are numbers. We know that Xy = o(X), but the number X, is not necessary

bound to the claim X. We can buy X shares of stock, or X dollars of stock (X /Sy shares of stock).

Q world is an imaginary world, a mathematical sleight of hand just to simplify derivative pricing.
Other than the interpretation of a probability, g is a shortcut to solve the linear system (5.3): We multiply
x,, by a number ¢ (to be determined) and x; by 1 — ¢, then add them up

qr, + (1 = q)zy = aSo[qu + (1 — q)d] + be"
Let’s set qu + (1 — q)d = €", then
qr, + (1 — q)zy = aSpe” + be" = (aSy + b)e" = Xpe"

Besides, we find that ¢ = i::g depends only on the market setting, not on the payoff X of given claim.

In Q world,

gz, + (1 — )z, = E¢(X)
is the expected payoff from the derivative. Thus, the value of the derivative today Xo = e™" EQ(X ), is

its expected future value discounted at the risk-free rate (when interest rates are not random).

*The log expected return in Q world is
In(E®(S1/S0)) =r

However, the expected log return is E€(In(S1/S0)) < In(E9(S1/S0)) = r. (Jensen’s inequality)
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Remark: like an auxiliary line in geometry problem, we employ ¢ (determined by the market) to find

the price of any claim directly. Using matrix notation, let

S()u S(]d S() xT
= p = X
e’ e’ By x,

by X’h = x, there is unique solution h = [a;b] = (X~!)'x. Define

q
1—g¢q

q:er-X_lp:

we have formula (5.6)
Xo=aSo+bBy=h'p=xX""p=e"%Xq=¢"(qz, + (1 - q)x,)
for each payoff x, we do not firstly solve its replicating portfolio h, but employ the market-determined

vector q to compute the price directly.

In Q world, by formula (5.6)
" =E9(Z) =qu+ (1 —q)d
solve this equation of ¢. Setting the probability of the up movement equal to ¢ is, therefore, equivalent to

assuming that the expected growth on the stock equals the risk-free interest rate.

5.2.2  Pricing Formula

As we know, it is natural to interpret the variable ¢ in the pricing formula as the probability of an up

movement in the stock price.
Theorem 5.7 (Risk Neutral Valuation): The market BM (S, u, d, p, ) is free of arbitrage if and only if
there is a risk-neutral probability measure Q, and for any claim (payoff) X, the price is

Xo=e "E?(X)

It is valid to assume (with complete impunity) the world is risk neutral when pricing derivatives. The

resulting derivative prices are correct not just in a risk-neutral world, but in the real world as well.

We do not make any assumption about the probabilities of up and down movements in order to
compute the derivative price. The pricing formula
Xo = p(X) = e "(gz, + (1 — @)z,)
does not involve the probabilities of the stock price moving up or down. For example, we get the same

derivative price when the probability of an upward movement is 0.5 as we do when it is 0.9. The price of
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a derivative is irrelevant to the real world probability, thus irrelevant to the stock’s expected return (when
r, v and d are fixed). This is surprising and seems counterintuitive.

The key reason is that we are not valuing the derivative in absolute terms. We want to price the
derivative in a way that is consistent with the underlying prices given by the market. The idea instead is

replication:

* We find the replicating portfolio by solving a system of equations in (5.3), there are no probabilities
in this system.

* The replicating portfolio must work on all stock price paths. This replication works regardless of
whether the stock goes up or down. They are equal state by state, the probability of each state does

not matter.

We create the derivative from trading assets, and determine the price of the derivative in terms of the
market prices of the underlying assets. The probabilities of the up and down moves in real world are
irrelevant. What matters is the size of the two possible moves (the values of u and d).

Remark: random variables X = Y is irrelevance of probability measure, and replication means

X =Y state by state, thus p(X) = (YY) has nothing to do with probability measure.

A financial derivative is defined in terms of some underlying asset which already exists on the market.
In a complete market, derivatives can be replaced by underlying asset: Like the binomial model above,
there is indeed a unique price for any claim. The price is given by the value of the replicating portfolio,
and a negative way of expressing this is as follows: There exists a theoretical price for the claim precisely
because of the fact that, strictly speaking, the claim is superfluous—it can equally well be replaced by its
replicating portfolio.

Remark: the net supply of any derivative is zero.
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§ 5.3 Multi-step Binomial Model

A multi-step binomial model is a stack of one-step binomial models. The following two-step binomial
model is a quick illustration: At time ¢ = 1, one-step binomial models are repeated for the two states

respectively

Let the payoff of a derivative at time 2is X = f(S5), with X(HH) = z,,,, X(HL) =z, = X(LH) =

x4, and X (LL) = x4, Attime t = 1, if there is an up movement, from equation (5.6) we have

uu?

Ty, =€ (g + (1 = q)Tyq)
Repeated application of equation (5.6) for a down movement gives
zg=€"(qrg, + (1 = q)z4q)
Thus, at time ¢ = 0
Xo=¢€¢"(qz, + (1 —q)zq)
= ¢ (P wyy +24(1 = @)y + (1 - @)*zgg) = e EY(X)
Not surprisingly, we arrive at a risk neutral pricing formula since ¢ can be interpreted as the probability

of an up movement. However, note that there are intermediate tradings, we rebalance the replication

portfolio (Eq 5.4) att = 1.

5.3.1 Market Setting

We can generalize the model to 7' time steps: As before we have two underlying assets, a risk-free
bond with price process B; and a stock with price process S;. We assume a constant deterministic period

rate of interest at r (continuous compounding). This means that the bond price dynamics are

By=et t=0,1,2,---,T
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Let Zy,Z, -+ , Z7 be i.i.d up-and-down random variables, taking only the two values v and d with
P(Zy=u)=0p P(Zi=d)=1-p t=1,2,---,T
The dynamics of the stock price are given by the following stochastic process
St = Si17Z; t=1,2,---,T
We can illustrate the stock dynamics by means of a tree, as in Figure 5.2. Note that the tree recombines

in the sense that an up movement followed by a down movement leads to the same stock price as a down

movement followed by an up movement.

Figure 5.2: Multi-step Binomial Model  There are two assets: the bond price dynamics are B; = e,
and the stochastic process for stock price are S; = S;_1 Z;, where the i.i.d up-and-down random variables
Z1,Zs,- - , Zr are the risk source of the market. The tree recombines, every non-leaf node starts a one-step

binomial model. An example of T = 4 gives the following tree

We assume that today’s stock price Sy is known at time 0, as are the positive constants u, d, and p.
What is more, we assume that condition (5.2) is true, say, d < e” < u. For brevity, the market setting of
T-step binomial model will be denoted by BM¢(.Sy, u, d, p, ).

In the BM7(Sy, u, d, p, 7) market, we assume that the market is driven by a sequence of coin tosses,

we define the sample space naturally as
Q={wwy---wr:w, € {HL}t=1,2---,T}

and the event space as the power set of sample space, F = 2. Let I; be the information available up to
time ¢, then Iy = {0, Q}, and (since Z; = S;/S;—1)

I, =0(Z1,Z9,--,Z) = 0(S1, 52, ,St) t=1,2,---,T
As time goes by, the information set becomes larger, I;_; < I;. Note that I; # o(S;) and Iy = F.

A sequence of coin tosses wyws - - - wr is called a state or path, there are oT paths. For each path

wywsy - - - wr there is a unique number ¢ = 1 + Zle 2Tt Ly,=pH, We say wiwsg - - - wr is the ¢-th state or
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path, and denote it by w;. An example with 7' = 3 is shown in Figure 5.3, where w3 = LH L marks the

path of down-up-down.

Figure 5.3: States of World  Tossing a coin three times, a sequence of coin tosses wjwows3 is a path. We
can number the path w;wsw3 by the number i = 1 + Ly, = + 2+ ly,=p + 4 - Ly, =, and denote it by w;.
Clearly, the number of path LH L is 3, hence w3 = LH L. The collection of paths {wy,ws, - ,ws} is the

sample space 2.

ws = HHH
wr = HHL
wg = HLH
ws = HLL
wy = LHH
w3 = LHL
wy = LLH
wi = LLL

Remark: In a probability world, the sample space is known, a doable event space is selected and a
probability measure is equipped with. A market modelled by probability theory is limited to a world of
deterministic uncertainty or known unknowns. The real world is uncertain, there are unknown unknowns,
we may not know the full states of future world, even we know the sample space, we may not know the
real world probability. A world govern by probability model is deterministic in the sense that we know
the deterministic set of outcomes and probabilities for sure, the uncertainty part is which outcome will

be realized.

5.3.2 Self-financing Process
There are only two primary assets in the multi-step binomial model, we have the following definition
of self-financing portfolio as a special case of Definition 1.2.
Definition 5.8: In the BM (.S, u, d, p, ) market, the rebalancing of portfolio is self-financing if
h; = [as; 0] € 1 t=0,1,2,--- ,T—1
such that h; is a function of Sy, Sy, - - , S, and
ar—1S¢ + bi—1 By = aySy + by By t=1,2,---,T—1 (5.10)
A portfolio process {h; } is self-financing if each rebalancing is self-financing. Let hy = [a7_1;b7_1],

the holding sequence {ht};‘rzo of a self-financing portfolio is called a self-financing trading strategy or

portfolio strategy. And the set of all portfolio strategies is denoted by S.
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Remark: For clarity, a portfolio process {h;} will be simply written by portfolio h; when it is clear
that we are not mentioning the holding at time ¢ but the dynamics of the portfolio.

We allow the holdings to be a predictable contingent strategy, i.e. the portfolio we buy at time ¢ is
allowed to depend on all information up to time ¢, by observing the evolution of the stock price. We
are, however, not allowed to look into the future. Thus, all portfolio rebalancings are predictable unless
explicitly stated. The value process corresponding to the portfolio h; is defined by

Vi =V(h) = a;Se + b By t=0,1,2,---,T

Remark: At time T, Vo = arSt + by BT, we set ar = ar—_1 and by = by_1 without rebalancing.

At time ¢, once the asset prices, B; and S; are revealed to the investor (price is right continuous), we
change the holdings from h;_; to h; in response to the arrival of the new information. We hold portfolio
h; = [ay; by at period ¢ + 1 for the time interval (¢,¢ + 1]. The entity V; above is of course the market
value of the portfolio [a; by at time ¢. More exactly, V; gives the portfolio value at the moment right

after the portfolio is rebalanced due to the new price.

Example 5.3.1 (Understanding the Self-financing Condition): The stock prices of IBM and MS

with a portfolio rebalancing are as follows

Price Portfolio
IBM MS IBM MS

t=0 10 12 8 11
t=1 15 9 5 16

Att = 1, we see that the old (portfolio’s) value equals new value (sell old buy new)
8:15+11-9=219=V;=5-154+16-9
Since we sell 3 (b — 8 = —3) shares of IBM, and use the proceeds to buy 5 (16 — 11 = 5) shares

of MS, 3 - 15 = 45 = 5 - 9, this rebalancing is self-financing. The change of portfolio value is
AVy =V; — V=219 — (8- 10+ 11 - 12) = 7, which is caused by the change of assets’ price

AVi=7=8-(15—-10)+11-(9—12)

Observe thatat¢t = 1
219=2-154+21-9=8-15+11-9
=11-15+6-9=14-15+1-9

surely we can form may portfolios having the same value as V;. Thus, these rebalancings are

self-financing, and there are various possibilities for self-financing trading strategies.

Remark: A self-financing portfolio is a portfolio without any exogenous infusion or withdrawal of
money at each rebalancing (self-financing condition 5.10). A self-financing trading strategy is charac-
terized by Vi1 = V4, the values of the portfolio just before and after any transactions are equal, for the

accession of a new asset has to be financed through the sale of some other asset.
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e Let Aat = Q41 — Gy, and Abt = bt+1 — bt, then
BtAbt_l = —StAat_l Vi

Which states that increasing number of bond is done by selling stocks

decreasing number of
stock, and vise versa.
* Transactions do not change the value of portfolio
Vivo — Vi = SiAay—1 + BiAbi_1 =0
The rebalancing of portfolio do not change the value of the portfolio
* Gain of value process: For
AVy = Vig1 = Vi = (atSev1 + i Bit1) — (@St + by By) = ay ASy + bABy

the value change is caused by the change of assets’ prices, not by the change of the holdings

5.3.3 Derivative Pricing: P World

Derivatives are trading in real world, however, it is more convenient to pricing in Q world. The

binomial algorithm is the key of binomial model, and the linkage between the P world and Q world.

For financial derivatives, we have a contract function, such that X is a function of price or price
process of some underlying assets. Thus, a claim is a random variable X € I with finite expectation. A
European option may be exercised only at the expiration date 7". On the other hand, an American option
may be exercised at any time prior to and including its maturity date, ¢ < 7. I like to call European style
derivatives T'-claim, for they cease to exist (execute or expire) exactly at maturity time 7.

Definition 5.9: A given T'-claim X is said to be reachable, or attainable, or marketable, if there exists

a self-financing portfolio h; such that
Vr=V(hr) =X

In that case we say that the portfolio h; is a replicating portfolio of claim X.

The interpretation of 7'-claim is that the holder of the contract receives the random amount X at
time 7'. We are most considering claims that are “simple”, in the sense that the payoff of the claim only

depends on the value St of the stock price at the final time 7.
Definition 5.10: A T-claim X is simple if
X = f(ST) & U(ST)

where the contract function f(+) is some given real valued function.

It is possible to consider derivatives which depend on the entire path of the price process during the
interval [0, T']
X = f(S1,82,---,87) €lr
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but then the theory for path dependent derivatives becomes a little more complicated. We will investigate

its algorithm a bit later.

It is clear from the construction that the price process of stock at time ¢ can be written as
Sin=Soud™™ t=1,2,---, T n=0,1,2,--,t
where n denotes the number of up-moves that have occurred. Thus each node in the binomial tree can be
represented by a pair (t,n) withn =0,1,2,--- ,¢. And
St+1n = Stnd  Sty1ni1 = Stau

Note that the stock price does not follows binomial distribution, but the number of upward price move-

ments, n, follows binomial distribution.

Figure 5.4: Binomial Algorithm  In the BMr(Sy, u, d, p, ) market, at each non-leaf node (¢, n), there is a

one-step binomial model. Thus, we can work backward to find the price of a simple 7'-claim.

n

(t+1,n+1)

(t+1,n)

A multi-step binomial tree is depicted in Figure 5.4, by repeating one-step binomial model, we have

the following algorithm.

Algorithm 5.11 (Binomial Algorithm): In the BM1(Sy, u, d, p, ) market, any simple 7-claim X =
X7 = f(Sr) can be replicated using a self-financing portfolio. If X; ,, denotes the value of the portfolio

at the node (¢, n), then at each final node
X1, = f(Sou™d"™™)
and at earlier nodes, X; , can be computed recursively by the scheme

Xin=e"(qXt41n+1 + (1 — @) Xi41,0) (5.11)
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Where g = %. The self-financing replicating portfolio is given by

Xt+1,n+1 - Xt+1,n o Xt—i—l,n—i—l - Xt+1,n

o - (5.12)
b St+1,n+1 — St+1,n (u—d)Stn

__— Xivin — @t nSte1n  Xer1nU — Xip1n41d
b = -
" Bit1 (u — d)B1

In particular, the arbitrage free price of the claim at ¢ = 0 is given by X = Xq .

Proof. Each non-leaf node (¢,n) starts an immediate one-step binomial model BM(S; ,,, u, d, p,r),
with z,, = X441 n+1 and 4 = Xy41 . The replicating portfolio [ay p; bt ] produces
atnSt41,n + benBir1 = Xig1n
At nSt+1,n+1 + benBit1 = Xit1,n41
Similar to Equation (5.4), we have Equation (5.12). By Equation (5.6) from Proposition 5.6
Xin = atnSin +binBr =€ " (¢Xir1n+1 + (1 — @) Xig1.0) n=0,1,2,--- ¢

Which gives Equation (5.11) fort =T — 1,--- ,1,0. Note that we are working backward.
Given any ¢t in {1,2,--- ,T — 1}, at node (¢,n) we see that

atnStn + bt Bt = Xip = at—1,0St.n + bi—1,n Bt n=20,1,2,---,¢

The first equality reads X ,, as the value of derivative at node (¢,n), while the second equality reads

Xt n as the payoff at node (¢, n) replicated by node (t — 1,n) (if n < t)and (t — 1,n — 1) (if n > 0):

(t+1,n+1)

-7 (t,n) (t+1,n)

Thus, at time ¢

aySt + by By = Xy = ay—15¢ + b1 By

the replicating portfolio is self-financing. OJ

Remark: Let (at,b;) be the self-financing replicating portfolio at time ¢, then random variables

ag, by € Iy, and X = ap_1ST + br_1 Br. Because the portfolio strategy is self-financing, we have
aoSo + boBo = Xo = p(X) = p(ar_1ST + b1 Br)
Example 5.3.2: In the BM (S, u, d, p, ) market, let ' = 3, Sy = 80, u = 1.5,d = 0.5, p = 0.6,

and for computational simplicity, 7 = 0. Find the price of a European call C(S,T, K) on the
underlying stock with K = 80.
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Following algorithm 5.11, first we plot the tree and compute the payoff of the call

Then we working backward

[5/8; —22.5]

We have computed prices of the call at each non-leaf node, along with the dynamic replicating portfolios.

An arbitrage portfolio is defined by condition (1.13), with respect to BM(Sy, u, d, p, ) market, an

arbitrage possibility is a self-financing portfolio [a;; b¢] with value process V; = a;S; + b, B, having the

following properties

Vo=0,Vr >0

Remark: Why the intermediate step is not mentioned? Cause the portfolio [a; b;] is self-financing.
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If there is an arbitrage opportunity at some step ¢ < 7, then we can liquidate all risky assets and invest
all the money in bond at time ¢ and carry forward to end time 7.

The one-step binomial model is the building block of multi-step binomial model, the condition
for no-arbitrage and completeness of BMp(Sy, u,d, p,r) follows straightforward from the results of
BM(Sy, u,d, p,r). If condition (5.2) is true, d < €" < wu, the market BMy(Sp, u,d, p,r) is free of

arbitrage. Conversely, if the market is free of arbitrage, the condition (5.2) must be true.

Proposition 5.12: The market BM1(Sy, u, d, p, ) is free of arbitrage if and only if d < " < w.

If all T-claims (not only simple claims) can be replicated we say that the market is complete.

Proposition 5.13: The multi-step binomial model BMy (S, u, d, p, r) is complete, i.e. every T-claim

is attainable (can be replicated by a self-financing portfolio).

Remark: The BM1(Sy, u, d, p, ) market is dynamically complete, for the replicating portfolio given
by Equation (5.12), h; = [as;b] € 14, is rebalanced every step. If there is no portfolio rebalancing,
the payoff space of static portfolios is only a subset of T-claims. The payoff space of all T-claims is
L2(Q, F,P) (here L2(Q, F,P) = L(Q, F, P)), the attainable payoff space is

X = {arSr + brBr : {[as; b]} 1=y € S}
where S contains all self-financing trading strategies. The completeness of BM7(Sy, u, d, p,r) shows
that X = L%(Q, F,P). Hence, X is isomorphic to R2", intermediate tradings can expand the dimension
of marketable payoff space.

If the claim is path-dependent, the Equation (5.11) in Algorithm 5.11 is updated by

Xe(wws -+ wy) = e "(qXip1(wwe - - - weH) 4+ (1 — q) X1 (wywg - - - wi L)) (5.13)

for any state (path) beginning with wjws - - - w;. Note that we restore the simplified recombining tree to

a non-recombining tree as in Figure 5.5.

5.3.4 Derivative Pricing: Q World

If we define probability measure Q by
Q(wiy1 = H|I}) =Q(Zp1 =ully) =¢q¢  t=0,1,--- . T—1
then we have
Qlwipr = L) = Q(Zyp1 =d|I) =1—¢
Consequently, the probability of state wws - - - wy in Q world? is

Q(wiwy -+ wr) = ¢"(1—¢)" "

*In Algorithm 5.11, Q(wi1 = H | S:) = ¢ is read effortlessly from the recombining tree. However, it only works for
simple T-claim X € o(St), for it will not define a probability measure uniquely, see Exercise 5.11. The recombining tree in
Figure 5.4 is only a simplification for computation purpose, it is readily to be restored to a full tree as Figure 5.5 with 2¢ nodes

at time ¢. In a full tree, we interpret g plainly as the conditional probability, Q(w¢+1 = H |I¢) = gq.
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Figure 5.5: Non-recombining Tree = In BMy(Sy, u, d, p, ) market, if u or d is path dependent, such that
S¢(wy -~ wy—oHL) # Si(wy -+ -wi_o LH), or if the claim is path-dependent, we need a non-recombining

tree. At time t, there are 2! nodes in a non-recombining tree.
o 0
O
T o 0
\)O

o)
O<O<2
O<O

where n = ), 1,,,—p is the number of up-moves. For each single step (coin toss)
Qur=H)=Q(Zt=u)=¢q
Qui=L)=Q(Zt=d)=1-¢q

Comparing with P world
P(wiwy - -wr) = p"(1—p)" "

to change from P world to Q world, simply change the probability of the up movement from p to q.

Remark: Probability measure P and Q are equivalent.

» Z1,%9,--- , Zr are still i.i.d in Q world (Exercise 5.12).
 If a self-financing portfolio h is an arbitrage opportunity in P world, then it is an arbitrage

opportunity in Q world, and vice versa.

In Q world, we have
E?(Z;41) =E9(Zy)=¢  t=0,1,2,---,T—1
and
E?(Sp41) = E? (Spy1 |I) = Sie” t=0,1,2,---, T —1
Furthermore, if V; is the value of a self-financing process, then

EP (Vis1) = €'V (5.14)
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Which is quite similar to Eq (5.9), thus probability measure Q is called risk neutral probability measure,
Q world is a risk-neutral world.

In Q world, Equation (5.13) amounts to
X;=e¢"E¥(Xyq)  t=0,1,---,T—1 (5.15)

For X; is the value process of a self-financing replicating portfolio. As a consequence, for any 7'-claim,

either simple or path-dependent T'-claim, we have the following pricing formula.
Theorem 5.14: The arbitrage free price at t of a T-claim X is given by
X; = e 7T EP(X)

where Q denotes the risk neutral probability measure. In particular, att = 0

T
Xo = e—™T EQ(X) _ T Z (Z;) qn(l _ q)Tfnf (Sounden)
n=0

Proof. The market is complete, X can be replicated by a self-financing portfolio. By Eq (5.15)
X, = e "BP (Xi11) = e " EZ (e EZ (Xi12))
= e EP(Xip) =+ = e "I ER(X)

Let Y denote the number of up-moves in the tree

T
Y =) 1(Z=u)
t=1
then Y has a binomial distribution in Q world, Y ~ B®(T, ¢), and
X = f(Sp) = f(Sou’d"™™)
Thus

T
T
Xo= B =TS (})aa=amns (soura—n) 0

Let’s normalized the asset prices by the price of risk-free bond B,
S = S1/By B, =B;/B; =1
We say that By is the numéraire, the asset in which values of other assets are measured. For convenience,

this price system is called B price system. The price S.; is sometimes called discounted stock price, for

1/B; = e " is a discounted factor (when the risk-free rate is deterministic).

Proposition 5.15: A portfolio h; = [ay; by] is self-financing if and only if AV, = a;AS..
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Proof. For
AVy — atASy = ap41S:44+1 + bir1 — (@St 4+ b) — ar(Sie+1 — Sit)
= 1415441 + bep1 — (@sSiey1 + by)
= [at+15t+1 + by 1Bi1 — (aeSi1 + b Bit1)]/Biya
thus condition (5.10) holds if and only if AV = a;AS.;. O

In B price system, S.; is a Q martingale. What’s more, any value process V; of a self-financing

portfolio is a Q martingale.

Proposition 5.16: In B price system, the value process V.; of a self-financing portfolio is a martingale

under measure Q

E9(Vier1 | 1) = Vi

The following theorem asserts that the converse is also true: there is a replicating portfolio for each

Q martingale.

Theorem 5.17 (Binomial Representation Theorem): Given measure Q such that S.; is a martingale, for

any Q martingale V., there exist a unique predictable process a; such that

t
Vie =Vio+ ) au-1(Su — Su1) (5.16)
u=1

Proof. At time t, the state wjws - --w; is known. For clarity, we suppress wjws ---w; and write
Visr(wiws - - wywyy1) as Viggpq(wis1). Given Vi and Sy, Viyyq and Sy can take on one of two
possible values that we denote by { V.41 (H), Vyy1(L)} and {S.¢41(H), S:t+1(L)} respectively. Since
V. and S, are Q martingale (¢ = Q(wi+1 = H | 1))
B2 (Vieyr) = ¢Vier1 (H) + (1 — @) Vi (D) = Vi
E?(S:Hrl) = qS:tJrl (H) + (1 - Q)S:tJrl(L) = S:t
Solving both equations for ¢ leads to the relation
= Vi=Viern(L) _  St—8ua(L)
Vir1(H) = V(L) Sya1(H) — Siq1(L)
Which in turn implies that
Vir1(H) — Vi (L) _ Vip1(L) =V _ Vi (H) = Vi _ a (5.17)
S:t-‘rl(H) - S:t+1(L) S:t—l—l(L) - S:t S:t+1(H) - S:t ’
Clearly, a; is predictable, a; € I;. For Vi1 (H), Viy1(L), Si41(H) and S.41(L) are known given I,

(read the coming remark on V11 (H) € ;). Equation (5.17) shows that for any w1
Vi1 — Vi = ay(S.e41 — Sit)
and Equation (5.16) is evident.
For uniqueness, if a predictable process A; satisfies Equation (5.16), then

‘/:tJrl - ‘/:t — At(S:t+1 - S:t)
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Accordingly, given wy.+ = wijws - - - Wy, for any wey 1
V. . -V .
At(wl:t) _ .t+1(w1‘twt+1) .t(wl.t)
Sitr1(wiswig1) — Si(wrze)
thus a; is uniquely determined. O

= at(wlzt)

Remark: Vi € I;4q, however Vii(H) € ;. For at time ¢, wy,; = wiws---wy is given,
Vig1(H) = Vg1 (wi4H) € I; contains no uncertainty. However, at time ¢ — 1, V;41(H) is a random
variable: since wy41 = H is given but wy is to be resolved, V.1 (H) takes value in { Vi1 (w11 HH),
Viyri1(wig—1LH)}. For example, at time 1, wy € {H,L} is not resolved yet, if w; = H, then
Vis(H) € {V3(HHH),V.3(HLH)} is the restriction of V3 to the path such that w; = H and w3 = H.
Thus, Vi3(H ) is a random variable at time 1, please find out the corresponding two-step sub-tree in Figure
5.5 for an illustration.

Equation (5.17) is consistent with Equation (5.12), also the delta equals
_ AV Vi =V

AS:t S:tJrl - S:t
In the time period from ¢ to ¢ + 1, the replicating portfolio holds a; shares of stocks and by = V.; — a; S+

cl;

ag

shares of risk-free bonds.
In BMp(So, u, d, p,r) market, if derivative securities are traded, their price processes V.; must be

martingales under risk-neutral measure. (For V7 is reachable and EQ( Vi | I) = Vi)

to do: using martingale to solve BM (like BS) (1) no arbitrage (one-step then multi-step). (2) eq

(2.28) and find ¢ = =4, Qw41 = H|1;) = g and EZ(Sy11) = E? (Sp11 | 1) = Sie” (or working

backward, or unconditional probability, or by BM algorithm find state price). (3) pricing function
Vi=e™ E?(Vtﬂ). (4) complete, define X; = e™" E?(Xt_i_l), and BRT.
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§ 54 Exercise

Does Z in Equation (5.1) follow Binomial
distribution? What are E(Z) and var(Z)?
Prove that if condition (5.2) hold, then
BM(Sy, u, d, p,r) is free of arbitrage.
Show that V) (h) = (V7 (h)).

From Eq (5.4), show that
X/By — Xo
a=
S1/B1— So
Given market BM(Sy = 75,u = 1.2,d =

0.9,p = 1/2,r = In(1.1)). Suppose that
you can borrow money at r, = In(1.12),
but the rate for deposits is lower at rgy =
In(1.08). Find the values of your replicating
portfolios for a European put and a call with
maturity at time 1 for strike price K = 75.
In binomial model, why the price of a deriva-
tive is irrelevant to the real world probabil-
ity?
Options are redundant most of time, why
trading options?
Volatility (standard deviation of the log price
difference) and option price: There is a put
maturing at 1 with strike price K = 100

(a) Market BM(Sy = 100,u = 1.16,d =

0.87,p=1/2,r =1In(1.1)).
(b) Market BM(Sp = 100,u = 1.15,d =
0.85,p=1/2,r =1In(1.1)).

Find the volatility and option price in each
market, is there a simple monotonic relation-
ship between volatility and put price?
In the market BM(Sy, u, d, p, r), there is a
put maturing at 1 with strike price K, and
Sou > K > Spd. Show that

(a) The price of the put P is increasing

with u and decreasing with d.

(b) The price of the put P is increas-
var(In(S1/S0)), the
volatility of the stock price (standard

ing with 0 =

deviation of the log price difference),
if both ud = ¢ and p are constants.
[Hint: % = % 3—2 > Ofor% =
%+%%>Oandj—z>0]

5.10 In the market BM(Sy, u, d, p,r), there is a

call maturing at 1 with strike price K, and

Sou > K > Spd. Show that

(a) The price of the call C is increasing
with v and decreasing with d.

(b) The price of the call C is increas-
ing with o = \/m, the
volatility of the stock price (standard
deviation of the log price difference),
if both ud = c and p are constants.

ip. dC _ dC /do dCc _
[Hlnt do — du @>0f0rm—

oC oC dd do
E+W@>Oand@>0]

5.11 In BM3(So,u,d, p,r) market, let’s define

QLLL) = (1-q)°
If Q is a probability measure, show that
(max (0,2 —1/q) < 1 < min(1/q,2))
(a) max (0,2 —1/q) < a <min(l/q,?2)
() Q(wiy1 = H|[S) =qfort=0,1,2
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§ 5.5 Appendix

some

5.5.1 Stochastic Processes

When ¢ represents time, we can interpret f(¢,w;) and f(t,w;) as two different trajectories that depend
on different states of the world. For example, in Figure 5.3, ws = L H L marks the path of down-up-down,
the collection of paths {wy,ws, -+ ,wg} is the sample space Q2. Hence, if w represents the underlying
randomness, the function f(¢,w) can be called a random function. Another name for random functions
is stochastic processes. With stochastic processes, ¢ will represent time, and we often limit our attention

to the set ¢t > 0.

Note this fundamental point. Randomness of a stochastic process is in terms of the trajectory as a
whole, rather than a particular value at a specific point in time. In other words, the random drawing is

done from a collection of trajectories 2. Choosing the state of the world, w € €2, determines the complete
trajectory.
The price of stock at time ¢ will be denoted by S(t).
S(t) : Q — (0, 00)
We shall write S(¢,w) to denote the price at time ¢ if the market follows scenario w € Q.

Remark: at time ¢, w is not fully revealed, infinite path into the future.

A predictable (previsible) process is one which only depends on information available up to the
current time, but not on any information in the future. Formally, X; € I,.

Remark: most textbook define the discrete previsible process by X; € I;_1, a predictable process is
“known one step ahead in time”. They use X; in the place of my X;_;.

In the BM7(Sp, u,d, p,r) market, w = wyws---wy, the stock price process S; is predictable,
Si(wiws - - -wy) is resolved by the first ¢ coin tosses wi.y = wiws -« -wy, Si(wiwsg---wr) is not
dependent on wey1.7 = Wey1Wit2 - - - wr. For example

So(LH) = So(LHH) = So(LHLLL)

Conversely, knowing the value of S; at time ¢ gives no hints of w; 1.7 on the path of w.7.

5.5.2 Martingale

A martingale is the probabilistic extension of a flat line.
A martingale is a stochastic process for which, at a particular time, the expectation of the future value

is equal to the present observed value even given knowledge of full past history.
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If random process Y; € I, and for all £ and u with ¢ < u the following relation holds:
Ei(Yy) = E(Yu|l;) = Y;
then we say that stochastic process Y (¢) is an (I;)-martingale.

It is important to note that the property of being a martingale involves both the filtration and the
probability measure (with respect to which the expectations are taken). It is possible that Y could be a
martingale with respect to one measure but not another one;

Remark: I[; information up to ¢, called filtration, The information generated by X; on the interval
[0,t], Xs € I; =[x, forany s < t.

Doob’s Optional Stopping Theorem, which says that the expectation of a martingale is constant, even
if we stop the martingale at a random time (so long as that random time does not look into the future).

In mathematical finance and economics, martingales are crucial for pricing models. For example, if
we model a financial asset as a random process, we demand pricing rules (measures) under which the
asset is a martingale. The martingality of an asset is equivalent to not being able to conduct arbitrage

through trades in that asset.

5.5.3 Proof

Let LP(Q, F,P) be the collection of random variables such that E(|X|”) < oo for any random
variable X and real number p > 1. Since payoffs must be finite, we limit our discussion of random
variables with finite expectations. In binomial model, it is clear that L}(Q, F,P) = L%(Q, F,P), thus

both are Hilbert spaces.

Theorem 5.2: BM(Sp, u, d, p, r) is free of arbitrage iff d < e" < w.

Proof: free of arbitrage = (5.2). To show that absence of arbitrage implies (5.2), we assume that
(5.2) does in fact not hold, and then we show that this implies an arbitrage opportunity.

If (5.2) fails, either " > w or " < d. Let us thus assume that one of the inequalities in (5.2) does

not hold, so that we have, say, the inequality e” > u > d, we have
e"—7Z>0
So it is always more profitable to invest in the bond than in the stock. An arbitrage strategy is now formed
by the portfolio h = [—1;.Sp], i.e. we sell the stock short and invest all the money in the bond. For this
portfolio we obviously have Vg = —1-Sp+ Sp-1 =0
Vi=—-1-5Z+5y-€"=Sy(e"—2Z)=>0
the case e < d < w is treated similarly.

What about “(5.2) = absence of arbitrage”?
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Otherwise, we can find an arbitrage portfolio [a; b]
Vo=aSg+b=0
Vi=aSpZ +be" >0
which means b = —a.Sy and
Vi=aSy(Z—-€")>0
Note that a # 0, otherwise V; = 0. Therefore, either a < 0 or a > 0. Assume now that a > 0, then
V120 = V120 = Z>2¢ = d=>e€"

contradict with d < e”. Similarly, a < 0 leads to contradiction. O
|

Discuss: if condition (5.2) is true, define ¢ = e;:g‘li, then Xy = e” EQ(X ) for B and S, it is a pricing

function, and rule out arbitrage.

Theorem 5.7: Xy = e’ E€ (X), the pricing function takes a model specific form
free of arbitrage = (5.2), define ¢ = % and 1 — g to be measure Q. By Eq (5.6), Xo = € E@ (X)

<=, forany V] > 0, EQ(Vl) > 0, thus V) = ¢€" EQ(Vl) > 0, rule out arbitrage opportunity

Proposition 5.12: BM¢ (S, u, d, p, r) is free of arbitrage if and only if d < " < w.
= : each node is one-step tree, interpret ¢ as probability, V; = e™" E?(VtH) = W =
e "TEQ(Vy), any Vi >0, Vo > 0
<= : otherwise d < e < u not hold, find an arbitrage in one-step model, and convert to risk-free

asset and hold to T'.

Proposition 5.13: BMy(.Sp, u, d, p, r) is complete
Proof: one-step is complete, condition on ¢t = 7' — 1,7 — 2,--- 1,0, working backward on a

non-recombining tree

If we define probability measure Q by
Qw1 =HI| L) =q¢q t=0,1,---,T—-1
then
Q(wiwy -~ wr) = ¢"(1— )" "
In the following proof, the notation Q(wyws - - - wr) is somewhat misused. It is a shorthand, as an
example, let T = 3, and wywows = HLH, then Q(wjwows) refers to Q(HLH) or Q(wy = H,wy =
L,ws = H),and Q(ws |w1) is Q(we = L |wy = H).




190 Binomial Model

Proof: by the Proposition 3.14, {wy = H} 1 I, and {w; = L} L [, 4, thus
Q(wiws - - -wr) = Qw1)Q(w2 |wy) - - - Q(wr |wiws - - - wr—1) = Q(w1)Q(we) - - - Q(wr)
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