Chapter 3

Finite Market Model

The binomial model considered in the previous chapter is an example of a finite
market model. In that example, we saw that the existence of both a risk neutral
probability and a replicating strategy played a key role in justifying the unique
arbitrage free price for any European contingent claim. In this chapter, we
extend that idea to the pricing of European contingent claims in a general finite
market model. We first characterize those finite market models in which there
is a risk neutral probability and in which all European contingent claims can be
replicated. Indeed, we will prove the fundamental theorem of asset pricing which
shows the equivalence of the absence of arbitrage in a finite market model to the
existence of a risk neutral probability. It will then be shown that all European
contingent claims in a finite market model without arbitrage can be replicated if
and only if there is a unique risk neutral probability. Finally, assuming there is
such a unique risk neutral probability, we show that there is a unique arbitrage
free price for every European contingent claim. In the binomial model, there is
a unique risk neutral probability and hence, as shown concretely in the previous
chapter, there is a unique arbitrage free price for every European contingent
claim.

3.1 Definition of the Finite Market Model

Throughout this chapter we will be working within the framework of the follow-
ing discrete time, finite state, market model. For short we will call this a finite
market model.

Let (Q, F, P) be a probability space where (2 is a finite set of possible outcomes,
F is the o-algebra consisting of all subsets of €2 and P is a probability measure
on (9, F) such that P({w}) > 0 for all w € Q. Expectations under P will be
written simply as E. Whenever another probability is to be used, this will be
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26 CHAPTER 3. FINITE MARKET MODEL

explicitly indicated in the notation.

We assume that there are finitely many times t = 0,1,..., 7 — 1 (T < o0) at
which trading can occur, and d 4 1 assets, a riskless security called a bond and
d risky securities called stocks.

A o-algebra F; C F describes the information available to an investor at time
t. It is assumed that Fo = {0,Q}, Fo C F1 C ... C Fr and Fr = F. The
collection {F¢,t =0,1,...,T} is called a filtration.

The bond (asset labelled 0) is assumed to have price process S = {SP,t =
0,1,...,T}, where SY denotes the price of the bond at time t. We assume that
for each t, SY > 0 and SY is deterministic, i.e., SY € Fo. For example, if the
bond has an interest rate of r > 0 per unit of time, then S = (1 + ) for all
t. The bond is considered to be a “numeraire”, i.e., it tells us what a dollar at
time 0 is worth (due, amongst other things, to the effects of inflation) at time ¢.

The d stocks are assumed to have price processes S',...,S% where S} is the
price of the i*" stock at time t. It is assumed that S! € F; fori = 1,...,d
and t = 0,1,...,T. Note that since (2 is finite, S; = (S?,S},...,8%), t =
0,1,...,T, can take on at most finitely many values. It follows that in the

development below, all of the expectations we write will be automatically finite.

A trading strategy (in the finite market model) is a collection of (d+1)-dimensional
vectors indexed by t =1,...,T:

p={pe,t=1,...,T}, (3.1)
where for each t € {1,...,T}, ¢ = (6%, ¢}, ..., ¢%) is such that ¢! is a real-
valued F;_i-measurable random variable for i = 0,1,...,d. We regard ¢; as

representing the number of “shares” of asset i to be held over the time interval
(t — 1,t]. In particular, ¢? denotes the number of bonds to be held over this
interval and ¢! denotes the number of shares of stock i to be held over the
interval, i = 1,...,d. A positive value for ¢! indicates that one buys that
number of shares of asset i, at a price of Si_; per share, and holds them over
the interval (¢t —1,¢]. A negative value for ¢! indicates that asset ¢ will be “sold
short”. For example, if ¢! = —1, one is effectively borrowing the value S_; of
asset 7 at time ¢ — 1 with the understanding that the cost to repay this loan at
time ¢ is the value of one share of asset i at time ¢, i.e., Si. We will restrict
attention to self-financing trading strategies, namely, those trading strategies ¢
such that the investor’s initial wealth Wy is given by

Wy = (bl . SQ, (32)
and
Ot St = P15, t=1,...,T—1, (3.3)

where - denotes the dot product in R*!. In this chapter, the term trading
strategy will always mean self-financing trading strategy.
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The initial value of a trading strategy ¢ is Vo(¢) = ¢1 - So and its value at time
te{l,...,T}is

Vi(g) = ¢ S = Z@Sl (3.4)
Using the self-financing property we also have that
‘/;g((b):(bt_i_lst, t:O,l,,T—l (35)

The gains process associated with a trading strategy ¢ is defined by

Gt((b) :V;f((b) _Vb((b)? t=0,1,...,T. (36)

Using the equivalent forms for V;(¢) that come from the self-financing property
of ¢, we can rewrite this process as follows fort =1,...,T":

Gi(d) = D (Vi(9) = Viua(9))

~

R SRR

s=1

= Z(bs s 9 1) (3'7)

= Z(bs : ASS)
s=1

where ASs = Ss —Ss_1. In fact, the last expression is a discrete time stochastic
integral (recall that ¢, is Fs_1 measurable).

An arbitrage opportunity (in the finite market model) is a trading strategy ¢
such that

Vo(¢) =0,  Vr(¢) >0,  E[Vr(¢)]>0.
The finite market model is said to be wviable if it has no arbitrage opportunities.

It will simplify computations to use discounted asset price processes, obtained
by normalizing so that the value of a dollar at any time ¢ is the same as it is at
time 0. This is often called a change of numeraire. For i =0,1,... ,d, we define

Si

S*,i _ ~t
t 0>
S

fort=0,1,...,T.

Note that S;® = 1 for all £. Then S = (57°, 5%, ..., 5% is the value of
the vector of discounted asset prices at time ¢t. We will refer to S* = {S;,¢t =
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0,1,...,T} as the (vector) discounted asset price process. The associated dis-
counted value process for a trading strategy ¢ is defined by
Vi
W(¢)EL§5), t=0,1,...,T, (3.8)
Si

and using (3.4) and (3.5) we see that

Vi'(¢p) = - Sf, t=1,...,T, (3.9)
and

V(@) = 41 Sy, t=0,1,...,T—1 (3.10)

The discounted gains process for ¢ is defined by
Gi(p) =V (o) =V (¢), t=0,1,...,T, (3.11)

and by very similar manipulations to those used in deriving (3.7), this can be
reexpressed as G§ =0 and

t
Gi(¢) =) os-AS:, t=1,...,T, (3.12)
s=1

where AS* = S — 5% ;. An advantage of this last expression is that it only
involves the risky assets, since AS*? =0 for s=1,...,T.

3.2 Fundamental Theorem of Asset Pricing

The following definitions will be needed to state the fundamental theorem of
asset pricing, which characterizes viable finite market models.

Definition 3.2.1 Two probability measures Q@ and Q' on (Q, F) are equivalent
(or mutually absolutely continuous) if

Q(A) =0 s equivalent to  Q'(A)=0 forall A€ F. (3.13)

In the finite market model, P gives positive probability to every w € ), and so
for a probability measure P* on (0, F), P is equivalent to P* if and only if
P*({w}) > 0 for all w € Q.

Definition 3.2.2 An equivalent martingale measure (abbreviated as EMM) is
a probability measure P* defined on (2, F) such that P* is equivalent to P and
S* is a martingale under P* (relative to the filtration {F¢,t = 0,1,...,T}),
i.e., for each t € {1,...,T},

EP (S| Fioa]l = S; 4, (3.14)

where EY” denotes expectation under P* and the above equality is to be inter-
preted componentwise.
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We note for future use that (3.14) is equivalent to

EY[AS) | Fia] = 0. (3.15)

Remark. An equivalent martingale measure is sometimes also called a risk
neutral probability. We will use the terms interchangeably.

Theorem 3.2.3 (Fundamental Theorem of Asset Pricing) The finite market
model is viable if and only if there exists an equivalent martingale measure P*.

ProOF. We first prove the “if” part of the theorem. Suppose there exists
an equivalent martingale measure P*. For a proof by contradiction, suppose
that ¢ is an arbitrage opportunity, that is, ¢ is a trading strategy with initial
value Vp(¢) = 0, final value Vp(¢) > 0, and E[Vp(¢)] > 0. It follows that the
discounted values satisfy Vi (¢) = 0, Vi(¢) > 0, and since P* is equivalent to
P, EF"[V;(¢)] > 0. Then, by (3.11) and (3.12) we have

T
Vi(9) = V5 (0) + G1(d) = 0+ Y ;- AS;. (3.16)

t=1

On taking expectations we obtain

EY [Vi(¢)] = BT

T
S0 As:]
t=1

T
= S BB (60 AS} | Fod]]
t=1

T
= S B [0 B (AS] |1 F]
t=1

= 07

since ¢ € F;—1 and by the martingale property (3.15). But this contradicts
EP" V()] > 0, and so there cannot be an arbitrage opportunity in the finite
market model, and hence the model is viable.

We now turn to proving the “only if” part of the theorem. For this, suppose that
the finite market model is viable. Since () is a finite set, for any random variable
Y defined on (92, F), by enumerating Q as {wi,...,w,}, we may view Y as
(Y(w1),...,Y(wy)) € R™". Thus, there is a one-to-one correspondence between
points in R™ and (real-valued) random variables defined on . Adopting this
point of view for the terminal discounted gain random variables G- (¢), we
define

L = {Gj(¢): ¢ is a (self-financing) trading strategy such that Vp(¢) = 0}.
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Yo

Figure 3.1: An example of the situation for n = 2

Note that L is a linear space, since G%.(¢) is linear in ¢ and any linear combi-
nation of (self-financing) trading strategies with initial values of zero is again a
trading strategy with the same initial value. Also, L is non-empty because the
origin is contained in L. Let

D={YeR":Y;>0fori=1,...,nand Y; > 0 for some j}. (3.17)

Thus, D is the positive orthant in R™ with the origin removed.

Since the market is assumed to be viable, LN D = (. For otherwise there would
be a trading strategy ¢ with Vo(¢) =0, V}i(¢) = G5 (¢) > 0 and Vi (d)(w;) > 0
for at least one 4, which would represent an arbitrage opportunity. Let

F:{YeD:i:Yizl}. (3.18)

i=1
Then F is a convex, compact, non-empty subset of R® and LN F = ().

By applying the Separating Hyperplane Theorem 3.5.1, we see that there is a
vector Z € R™ \ {0} such that the hyperplane H = {Y ¢ R" : Y - Z = 0}
contains L and Z-Y >0 forallY € F. By setting V; =1ifi=j and Y; =0 if
i # j, we see that Z; > 0 for each j € {1,...,n}. Define
P = sy, i1 (319)
) ==—, i=1,...,n. .
wl Z‘/;L=1 ZJ) ? ?

Then P* is a probability measure on (€2, F) and it is equivalent to P. Moreover,
for any trading strategy ¢ such that V5(¢) = 0, we have

B (Gi0) = Y GHOWIy (3.20)

Z?:l Zj
= 0, (3.22)
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where the last line follows from the fact that Z is perpendicular to H which
contains L.

Note that G%.(¢) only involves (¢!, ..., ¢%). From Lemma 3.2.4, proved below,
given ¥, ... ¢ where for i = 1,...,d, %' = {¢i,t = 1,... T} and ¢! is
a real-valued, F;_ji-measurable random variable for each t, there is a unique
ordered set of T' real-valued random variables ¢° = {¢?,¢t = 1,...,T} such
that ¢ = {(V2, ¢}, ..., ¢d),t =1,...,T} is a (self-financing) trading strategy
with an initial value of zero. Upon substituting this ¢ for ¢ in (3.20) and writing
out the expression (cf. (3.12)) for G%.(3), we see that

T
0=E"[G;() = EY Zwt-AS:] (3.23)
=1
tT d
= EVF ZZ@ASN]. (3.24)

t=1 i=1

For each fixed i € {1,...,d}, if we set wg =0 for all ¢t and j # i, we obtain

0=E"

T
sz’ASﬂ] : (3.25)
t=1

for each ¢ = {4i,t = 1,...,T} such that ! is a real-valued F;_;-measurable
random variable for each t. It then follows from Lemma 3.2.5, proved below,
that fori =1,...,d, S*' is a martingale under P*. Hence, P* is an equivalent
martingale measure. U

The next two lemmas were used in the above proof of the Fundamental Theorem
of Asset Pricing. The first lemma shows that given (non-anticipating) holdings
in the risky assets and an initial wealth, there is a unique sequence of holdings
in the riskless asset that makes the associated trading strategy self-financing.

Lemma 3.2.4 For i = 1,...,d, let ' = {4i,t = 1,..., T} where ¥} is a
real-valued, F;_1-measurable random variable for t = 1,...,T. For each real-
valued Fo-measurable random wvariable Vg, there exists a unique ordered set
of T real-valued random variables ¥° = {9t = 1,... T} such that ¢ =
{9, 0k, i), t = 1,...,T} is a (self-financing) trading strategy with an
initial value of Vp.

PROOF. Fix Vj € Fy. For ¢ to be self-financing at time zero, we must have (cf.
(3.2)):
1+ So =Wo (3.26)

and since 11, ... ¢ are given, this will be satisfied if and only if

d
20— (58) (vo . Zwi&%) | (3.27)
i=1
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Note that this ¢{ € Fq. Thus, ¥ is uniquely determined. For an induction,
suppose that for some 1 < s <T — 1,99, t =1,...,s, have been determined
uniquely such that ¢ € F;_1, (3.26) holds, and

wt'St:wt—i-l'St; tzl,...,s—l. (328)

Then, the self-financing property (3.28) holds for ¢t = s if and only if we have

=1

d
0, = (o) (ws 5 zwz+1sz) | (3.29)

Note that this expression for 12 1 is Fs-measurable. This establishes the induc-
tion step and it follows that there is a unique ¥ that makes 1 a (self-financing)
trading strategy with initial value V. O

Lemma 3.2.5 Let M = {M;,t =0,1,...,T} be a real-valued process such that
M, € F; for each t. Then, M is a martingale if and only if

E

T
ZthMt] =0 (3.30)

t=1

for all v = {¢ps,t = 1,...,T} such that : is a real-valued Fy_1-measurable
random variable for t = 1,... ,T. Here, AMy = My — My fort=1,...,T.

T

Remark. The sum Y ¢:AM, is actually a discrete stochastic integral. If one
i=1

extends 1 to a continuous time process by making it constant on (¢ — 1,¢] with

a value of ¢ there, and one extends M to be constant on [t — 1,¢) with a value

of M;_; there, then the sum is the same as the stochastic integral f 0,7] PrdMy.

AM;

: ' : ' ' ; /_‘j

0 1 2 3 t—1 ¢t

PROOF. Suppose M is a martingale. Let ¢ = {¢y,t = 1,...,T} where ¢, is a
real-valued F;_i-measurable random variable for each ¢. Then, since i, € Fy_1,
we have

E

ZthMt] =Y E[WE[AM, | Fi4]]. (3.31)

t=1 t=1

Now, because M is a martingale we have F [AM,; | F;_1] =0, fort=1,...,T,
and it follows that (3.30) holds.
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Conversely, suppose that (3.30) holds for all ) = {44, t = 1,...,T} where ¢4 isa
real-valued F;_1-measurable random variable for each ¢. For fixed s € {1,...,T}
and A € Fs_1, let

wt:{o for t #£ s,

14 fort=s.
Then ¢, € F;_1 for each t. Upon substituting this into (3.30), we obtain
E[14AM,] = 0. (3.32)
Since A € F;_1 was arbitrary, it follows that
E[M, | Fs—1] = Ms—1, (3.33)

and then since s was arbitrary, it follows that M is a martingale. O

3.3 European Contingent Claims

A European contingent claim is represented by a Fr-measurable random vari-
able X. The value (or payoff) of the contingent claim at the exercise time T'
is X. For example, a European call option with strike price K and expiration
date T that is based on the risky asset with price process S' is represented by
X = (8% — K)*. On the other hand, a look-back option usually depends on the
recent history of a risky asset (see the Exercises for an example of such).

We will frequently refer to the random variable X, that represents a European
contingent claim, as the European contingent claim (or ECC for short). For a
European contingent claim X, we let X* = X/S% the discounted value of X.

A replicating (or hedging) strategy for a European contingent claim X is a trad-
ing strategy ¢ such that Vp(¢) = X. If there exists such a replicating strategy,
the European contingent claim is said to be attainable.

The finite market model is said to be complete if all European contingent claims
are attainable.

Theorem 3.3.1 Suppose that the finite market model is viable and X is a repli-
cable European contingent claim. Then the value process {Vi(¢),t =0,1,...,T}
is the same for all replicating strategies ¢ for X. Indeed, for any replicating

strategy @,
Vi (¢) = EV[X* | F], t=0,1,...,T, (3.34)

for any equivalent martingale measure P*, and the right member of (3.34) has
the same value for all such P*.
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PrOOF. By the Fundamental Theorem of Asset Pricing, there is at least one
equivalent martingale measure. Let P* be such a measure. Let ¢ be a replicating
strategy for X. Then, fort =0,1,...,7T, by the martingale property of 5* under
P,

T T
EY |} ¢,-As: ft] = > B 0. BT 1AS: | Foa] | F] =0,
s=t+1 s=t+1
(3.35)
and it follows that (cf. (3.11)—(3.12)):
t
Vi) = Vo(@)+ D ¢ AS; (3.36)
szl .
= V(@) + Y os-ASI+E” | Y ¢, - AS; E] (3.37)
s=1 s=t+1
E” [Vi(¢) | Fi] (3.38)
= EV[X"|F], (3.39)

where X* = X/S2. Since the last line above does not depend upon ¢, it follows
that V;*(¢) and hence Vi(¢) does not depend upon the particular choice of
replicating strategy ¢. Furthermore, since the right member of (3.36) does not
depend upon the particular choice of an EMM P* it follows that the quantity
in (3.39) also has this property. O

Theorem 3.3.2 A viable finite market model is complete if and only if it admits
a unique equivalent martingale measure.

PROOF. Suppose the market is viable and complete. Let Q and @ be equivalent
martingale measures. Fix A € Fp and let X = 14. Suppose that ¢ is a
replicating strategy for X. Then, by Theorem 3.3.1

EC[X*] = E9[X™]. (3.40)
Multiplying both sides by the deterministic quantity S9 yields
EQ[X] = E9[X] (3.41)
and so
Q(A) = Q(A). (3.42)
Hence, Q = Q, since A € Fr = F was arbitrary.

Conversely, suppose the market is viable but not complete. Then we will show
that there is more than one equivalent martingale measure. Since the market is
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not complete, there exists a European contingent claim X that is not attainable.
Let P denote the set of ¢ = (¢',...,¢") satisfying ¢' = {1, t = 1,...,T}
where qgff is a real-valued F;_i-measurable random variable fori =1,...,d, t =
1,...,T. We claim that there is no pair (¢, ¢) such that ¢ € P, ¢ € R and

T
c+ Y i ASF =X, (3.43)
t=1
where §* = (§*1,...,5%4). For, if there were such a pair (¢, ¢), then by Lemma

3.2.4, ¢ could be extended to a trading strategy ¢ = (¢°, ¢, ..., %) with initial
value ¢, and then ¢ would be a replicating strategy for X.

Now, adopting the same device as in the proof of Theorem 3.2.3 of viewing
random variables as vectors in R”, let

T
L:{c+2q§t-AS’Z:qBEP,ceR}. (3.44)

t=1
Then, L is a linear subspace of R™ and X* ¢ L. It follows that L is a strict
subspace of R and there is a non-zero vector Y € R™ such that Y € L*. Then,
Y Y(w)Zw)=0  forall ZelL. (3.45)

weR

Since the finite market model is viable, there is at least one equivalent martingale
measure P*. Then P*({w}) > 0 for all w € 2, and on setting

v Y(w)

(w) = () for all w € Q, (3.46)
we may rewrite (3.45) as
EP'[YZ)=0 forall Zc L. (3.47)
Now, define
P*{wh) =1+ —= P*({w}) foreachw e Q, (3.48)
2|V [loo

where ||V |0 = ma5<|f/(w)|. Since Y # 0, P** # P*. Moreover, P*({w}) > 0
we
for each w € Q. To check that P** is a probability measure, note that

P(Q) = PYQ)+ W pr({wl) 3.49)
( @)+ 3 ) (
1 * -~
_ 1+2HYHOOEP [Y} (3.50)

= 1, (3.51)
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where we used (3.47) with Z = 1 € L to obtain the last line. Thus, P** is a
probability measure that is equivalent to P*. We finally need to check that S*
is a martingale under P**. For any ¢ € P,

T T
S 4 A8 S b A%
t=1 t=1

g _ P

T
1 o |- . .
+———FEF |y qbt-ASt*].
2|IY oo [ ;
(3.52)

The first term in the right member above is zero, by Lemma 3.2.5, since S*
is a martingale under P*. The second term there is zero by (3.47), since Z =
23;1 o - AS’Z € L. On applying Lemma 3.2.5 again, it follows that $** is a

P**-martingale for s = 1,... ,d and since this is trivially so for ¢ = 0, it follows
that S* is a P** martingale and hence P** is an equivalent martingale measure
that is different from P*. O

The following is a form of the martingale representation theorem in a finite
market model context.

Theorem 3.3.3 Suppose the finite market model is viable and P* is an equiv-
alent martingale measure. Then, the model is complete if and only if each real-
valued martingale M = {My,t = 0,1,...,T} under P* has a representation of
the form

t
My=Mo+ Y ¢s-AS;,  t=0,1,...,T, (3.53)
s=1

for some ¢ = (¢',..., %) where for eachi=1,...,d, ¢' = {¢i,t =1,...,T}
and ¢ is a real-valued F;_1-measurable random variable for each t. (Here S* =
(Sx1 802 .., 8%d).)

PROOF. Suppose the model is complete and let M = {M;,t =0,1,...,T} be
a martingale under P*. Then, X = MzS} is a European contingent claim.
Since the model is complete, there exists a replicating strategy ¢ for X. Then,
Vi (¢) = X* = My and by Theorem 3.3.1 we have for t =0,1,...,T —1,

Vi(9) = BY (X | F) = B [Mr | F. (3.54)

Since M is a P*-martingale, the last member above is equal to M; P*-a.s. and
so it follows upon using (3.11)—(3.12) that for t =0,1,...,T,

My =V (¢) = Vo+Gi(9) (3.55)
t

= Vo+ > ¢s-AS; (3.56)
s=1
t

= Mo+ ¢s-AS; (3.57)

s=1
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where ¢ = {(¢},..., ¢, t =1,...,T} and ¢! € F,_y fort = 1,...,T, i =
1,...,d. Here we have used the fact that G;(¢) only involves the holdings in
the risky assets.

Conversely, suppose the representation property holds. To show that the model
is complete, consider a European contingent claim X. Define

M, =EY[X*|F), t=0,1,...,T. (3.58)

Then M is a martingale under P*. Let ¢ be as in the representation (3.53).
By Lemma 3.2.4, ¢ can be extended to a (self-financing) trading strategy ¢ =
(¢°, #',...¢%) with initial value My. Then, for t =0,1,...,T

)

Vi) = Volg) +Gi(9) (3.59)
= Mo+ ¢s-AS; (3.60)
= M, - (3.61)

Hence, Vii(¢) = My = X* and it follows that Vr(¢) = X. Thus, ¢ is a
replicating strategy for X. Since X was an arbitrary European contingent claim,
it follows that the market is complete. ([l

3.4 Arbitrage-Free Price Process

In this section, we assume that the finite market model is viable and complete.
Let P* be the unique equivalent martingale measure. Consider a European
contingent claim with value X at time 7. To determine the arbitrage free
price process for the European contingent claim, we consider a market that
allows trading in the stock, bond and European contingent claim at each time
t =0,1,...,7 — 1 (this is in contrast to section 2.3 where we only allowed
trading in the European contingent claim at time zero).

Let {C;,t =0,1,...,T} be an adapted process, where C; represents the price
of the European contingent claim at time t = 0,1,...,7 —1 and Cr = X. A
trading strategy in stocks, bond and the European contingent claim is a collection
Y = {(¢1,7),t = 1,...,T} where for each t, ¢, = (¢9, é1,...,9%) is a (d + 1)-
dimensional F;_j-measurable random vector such that for i = 0,1,...,d, ¢!
represents the number of “shares” of asset ¢ held over the time interval (¢ —
1,t], and 7 is a real-valued F;_;-measurable random variable representing the
number of European contingent claims held over the time interval (t—1,¢]. This
trading strategy must be self-financing, i.e., its initial value is

Vo(¥) = ¢1 - So + 71 Co,
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and at each timet=1,..., T —1,
¢t St + 1Cr = P41 - St + 41 Ch
The value of the stocks-bond-contingent claim portfolio at time T is
Vr(¥) = ér - Sr +rX.

An arbitrage opportunity in the stocks-bond-contingent claim market is a (self-
financing) trading strategy  such that V(¢) = 0, Vp(¢)) > 0 and E[Vr(3)] > 0.

Theorem 3.4.1 Suppose the finite market model is viable and complete and P*
is the unique equivalent martingale measure. Then for any FEuropean contingent
claim X,

{SYEF" [X* | ), t=0,1,...,T}

is the (unique) arbitrage free price process for the Furopean contingent claim,
where X* = X/SY is the discounted value of X at time T .

PROOF. Let ¢ be a replicating strategy for X. Then by Theorem 3.3.1,
Vi(¢) = SPETT[X* | ], t=0,1,...,T.

Let {Cy,t =0,1,...,T} be the price process for the European contingent claim,
where C7r = X.

We first show that if P(Cy # Vs(¢)) > 0 for some s, then there is an arbitrage
opportunity. Note Cr = Vr(¢) = X. Suppose there is s € {0,1,...,7 — 1}
such that P(Cs > Vi(¢)) > 0. Let A = {w : Cs(w) > Vi(¢)(w)}. Then
A € F,. An investor could act as follows to achieve an arbitrage. The investor
invests nothing in stocks, bond or contingent claim up to time s. If Cy < V,(¢),
the investor continues to invest nothing from time s to T. If Cs > Vi(¢), at
time s, the investor sells (short) one European contingent claim, invests V()
of the proceeds in the market from time s onwards according to the strategy
(¢s+1,---,¢71), and puts the remainder, Cs — Vi(¢), in the bond from time s to
T. This strategy may be formally written as

0 fort<s
b= (qb? + L@ ol e, —1)1A for ¢t > s.

It is readily verified to be self-financing. In particular, V;(¢)) = 0 for t < s, and
1A(¢s+1 . Ss + Cs - Vs((b) - Cs) =0.

Now,

Ve@) = 1a(6r-Sr+(Co—Vi9) 2 — X)
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since Vr(¢) = X, by the replicating property of ¢. Thus, Vp(y) > 0 and
P(Vr(yp) > 0) = P(A) > 0, and 4 is an arbitrage.

Similarly, if s € {0,1,...,7 — 1} such that P(Cs < V5(¢)) > 0 and B = {C, <
Vs(¢)}, and we let

0 fort<s
= (-0 + e .. —of1)1p fort>s,
fort =1,...,T, then 1 represents an arbitrage. Thus we have shown that if

P(Cy # Vi(¢) for some s) > 0, there is an arbitrage opportunity.

It remains to show that if Cy = V(¢) for all s, there is no arbitrage opportunity
in the stocks-bond-contingent claim market. For a contradiction, suppose Cs =
V(o) for all s and that ¢ = {(¢+,%),t =1,...,T} is an arbitrage opportunity.
Then Vi() = 0, Vr() > 0 and E[Vr($)] > 0. Let Vi (¥) = Vi()/S0,¢ =
0,1,...,T. Then

EF[Vi@)] = E” (7St +9rVi(9)]
E” [pr - BT [S} | Froa] + 40 ET [VE(9) | Froi]]
EY [pr - St + 0 Vi1 (9)]
where we have used the fact that S* and V*(¢) are martingales under P*

(cf. (3.32)). Using the self-financing property of 1, we recognize the above as
EP"[V4_,(1)]. One can repeat a similar argument 7 — 1 more times to obtain,

EP V()] = EY [V (v)].

Now, Vi (%) = Vo(¥) = 0 and V(1)) > 0, so it follows that P*(V(y) =0) =1
and since P* is equivalent to P, P(V; () = 0) = 1 and hence P(Vp(¢) = 0) = 1,
which contradicts the assumption that ¢ is an arbitrage.

Thus, C; = Vi(¢) = SPEY [X* | 7], t =0,1,...,T, defines the arbitrage free
price process. ]

Remark: Examination of the above proof shows that the conclusion of the
theorem still holds if the finite market model is viable and X is simply replicable,
i.e., one does not need to assume completeness of the market model.

3.5 Separating Hyperplane Theorem

Theorem 3.5.1 (Separating Hyperplane Theorem) Let F' be a compact, conver,
non-empty subset of R™. Let L be a non-empty linear subspace of R™. Suppose
FNL=(. Then there exists a hyperplane

H={xeR":z-2=0} for some z € R"\ {0}
such that L C H and z-x >0 for all x € F.
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PROOF. Define G=F—L={x €R": 2= f—{for some f € F,¢ € L}. Then
G is convex, closed and non-empty. The convexity follows easily from that for
F and L. To see that G is closed, consider a sequence {zp,, = fm — I}
in G where f,, € F, {,, € L for all m. Suppose z,, — = € R® as m — oo.
Since F is compact, there is a subsequence { fy,, }22, converging to some f € F.
Then ¢,,, = —xm, + fm, converges to —z + f. Since L is closed we must have
—x+ f € L. Hence x = f — (—x + f) € G. Clearly G is non-empty, since F'
and L are both non-empty. Note that G does not contain the origin (otherwise
F would intersect L non-trivially).

Let B = B(0,r) denote the closed ball centered at the origin of radius r > 0.
Choose r > 0 such that BN G # (. Then BN G is closed, bounded, non-empty

and hence compact. So the continuous function g(z) = ||z| attains its infimum
on BNG at some z € BN G, where ||z|| = (z - z)% denotes the Euclidean norm
of x.

Now ||z|| > r for x € G \ B and so combining this with the above we have
lz]] > ||| for all x € G. Then for any A € (0,1) and x € G, Az + (1 — Nz € G
by the convexity of G and so

Az + (1 = X)z||* > ||2||* for all z € G, X € (0,1).

Expanding and dividing through by A yields:

20=Nz-z—-2z-z+MNax-z+2z-2) >0.
Letting A — 0, we obtain

r-z>z-z forallxzed.

Then, (f —¥¢) -z > z-z forall f € F, { € L, which implies

f-z2>20-z+2-z forall feF {elL.
Fix f € F. Then

b-2<f-z—z-z forallle L.

But L is a linear space, so the above holds with v/ in place of ¢ for all v € R.
The only way this can be true is if £- z =0 for all £ € L. Hence, f-2>2z-2>0
for all f € F.

Let H = {x € R" : -z = 0}. Then from the above, L C H and f -z > 0 for all
fekF. O

3.6 Exercises

1. Consider the multi-period CRR binomial model introduced in Chapter 2.
Assuming u > d > 0, verify that this model is viable if and only if d < 147 < w.
In this case, verify that the model is complete.
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2. Let T =2, Q ={wi,...,ws}, Pwi}) > 0fori =1,...,4, Fo = {0,Q},
Fi = {{w1,wa}, {ws, wa}, 0,92}, and Fy be the collection of all subsets of €.
Consider a riskless asset with price process S° = {SY, ¢ = 0,1,2} where S? = 1
for all ¢, and a risky asset with price process S' = {S},¢ =0, 1,2} such that

Siwi) = 5, SH(wi) =8, Si(wi)=9 (3.62)
Si(wa) = 5, S(wz) =8, Si(wp)= (3.63)
So(ws) = 5, Si(ws) =4, S3(ws) =6 (3.64)
Sy(ws) = 5, Si(ws) =4, S3(ws)=23. (3.65)
Then
X =max(0,S; — 7,5 — 7,85 —7), (3.66)

is the value at time T of a so-called look-back option, where this value depends
on the prices of the underlying asset S' in the past as well as at time T.

(a) Draw a tree to indicate the possible “paths” followed by the risky asset
price process S*.
(b) Find an equivalent martingale measure for the model.

(c¢) Find a replicating strategy for the option whose value at time 7T is given
by X.

(d) What is the arbitrage free price for the option at time zero?

3. Consider a finite market model with T' = 2, Q = {w1, w2, w3, ws, w5}, and
P({w;}) >0fori=1,...,5. Suppose there are two assets, a riskless asset with
price process S° = {SY,t = 0,1,2} where SY = (1+r)! for t =0, 1,2, and some
r > 0, and a risky asset with price process S* = {S},t =0, 1,2} where

Sg(w1) 5 Si(w1)=8, Si(w1)=9 (3.67)
Sy(wz) = 5, Si(ws) =8, Sy(w2) =7 (3.68)
So(ws) = 5, Si(ws) =8, Sy(ws)=6 (3.69)
Si(ws) = 5, SH(ws) =4, Si(ws) =6 (3.70)
So(ws) = 5, Si(ws) =4, Sy(ws)=3 (3.71)

a) Draw a tree to indicate the possible “paths” followed by the risky asset
price process S'.

(b) Suppose r = 0.1. Is there an equivalent martingale measure for this model?
If there is one, is it unique? What are the answers to the last two questions
if r =17

4. Show that the separating hyperplane theorem follows from the Hahn-Banach
theorem.



