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Let G be an adapted process, andEbe a finite stopping time. é@. C@> \ C@)
= -

Consider a derivative security that pays G, at the random time o. (\\(6\))
N
Note Gy = ), :Gnks—4.
Let (Xo, (A,,)) be a self-financing portfolio, and@t time n be the wealth of this portfolio at time n.
— - T

Definition 6.39. A self-financing portfolio with wealth process X is a replicating strategy if \:CA};

Theorem 6.40. The security with payo(at the stopping time o) can be replicated. The arbitrage free price is given by
R = — -

—=  Xaligpny = (DgGoligzny) e
Remark 6.41. The only thing required for the proof of Theorem 6.40 is the fact that Xmm of a self-financing portfolio if
and only if D Xn is a P martingale.

(B +ebes <l Lok wh bl «Hw\
A= (D(Mi

W}/u\










= AL = ¢

—~ 6_1 EEN
T reng I L g‘

= = 6
XV VopeD

@K HW i X IO WJM@ g(hjr%wlﬂ‘@ C—% 4@%5 Com L& N%MQD
Cw%&«c AFW/ M n < T
AP e - L e (q

T KA ﬁ%wzﬂ @% £ (0 é®>

\/—’\—/\,






Proposition 6.42. The wealth of the replicatin

times before o) is uniquely determined by the recurrence relations:

Anlo=n} = Gn1l{o=n) .
>} X1 Grl 1 ;\E\er é"‘/
1 n > — Up = + — Cin Ant1. °
()7 Xaliozn) = Galiomny + T tieon B
If we write w = (W', wn11,w") with W' = (w1,...,wn), then we know in the Binomial model we have
L - -

EoXni1(g) = BnXp1 (@) = pXn1 (@', 1) + X np1 (W', =1).
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