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Abstract

We shall study the paper by Cetin, Jarrow, Protter, [1]. This pa-
per extends classical arbitrage pricing theory to include liquidity risk by
studying an economy where the security’s price depends on the trade size.
Extended first and second fundamental theorems of asset pricing are in-
vestigated. In an approximately complete market, derivative prices are
shown to be the classical arbitrage free price of the derivative plus an ad-
justment for the initial liquidity cost of forming the replicating portfolio.
The approach to liquidity risk has, as a special case, arbitrage pricing
theory given transaction costs.
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