
If important investment decisions are taken every five years, we need at
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The possible final stock prices are: $72, $48, and $32.
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A filtration models the evolution of information through time. So for
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is given by the filtration

Definition (Mathematics)
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This simple portfolio strategy is self-financing.



  

Since the strategy is self-financing, no money is withdrawn nor



 










   









we obtain the self-financing condition
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By definition (see chap. 2), a risk-neutral probability measure or
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Now it suffices to show that
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current value of its final value under the risk-neutral probability.
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satisfies
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Since every derivative is replicable, under NAO, a derivative of final



price from the final option price.


