


• Let G be an adapted process, and σ be a finite stopping time.
• Consider a derivative security that pays Gσ at the random time σ.
• Note Gσ =

�N
n= Gn1σ=n.

• Let (X0, (Δn)) be a self-financing portfolio, and Xn at time n be the wealth of this portfolio at time n.

Definition 6.39. A self-financing portfolio with wealth process X is a replicating strategy if Xσ = Gσ.

Theorem 6.40. The security with payoff Gσ (at the stopping time σ) can be replicated. The arbitrage free price is given by

Xn1{σ�n} = 1
Dn

Ẽn(DσGσ1{σ�n})

Remark 6.41. The only thing required for the proof of Theorem 6.40 is the fact that Xn is the wealth of a self-financing portfolio if
and only if DnXn is a P̃ martingale.











Proposition 6.42. The wealth of the replicating portfolio (at times before σ) is uniquely determined by the recurrence relations:
XN 1{σ=N} = GN 1{σ=N}

Xn1{σ�n} = Gn1{σ=n} + 1
1 + r

1{σ>n}ẼnXn+1 .

If we write ω = (ω�, ωn+1, ω��) with ω� = (ω1, . . . , ωn), then we know in the Binomial model we have
ẼnXn+1(ω) = ẼnXn+1(ω�) = p̃Xn+1(ω�, 1) + q̃Xn+1(ω�, −1) .




