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The Binomial Asset Pricing Model.

Problem 11.1. In the setting of the one-period binomial model, denote by 𝑖 the effective interest rate f 
per period. Let 𝑢 denote the “up factor” and let 𝑑 denote the “down factor” in the stock-price model. If𝑑 < 𝑢 ≤ 1 + 𝑖
then there certainly is no possibility for arbitrage. True or false? Why?

Problem 11.2. In our usual notation, does this parameter choice create a binomial model with an arbitrage 
opportunity?𝑢 = 1.18, 𝑑 = 0.87, 𝑟 = 0.05, 𝛿 = 0, ℎ = 1/4
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Realized Returns.
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R(k) for k = < , ..., m are all RANDOM VARIABLES

We make the following assumptions :
· the returns over disjoint intervals are independent;
· all the returns over the same length intervals are

identically distributed.
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Hence, realized returns are additive.
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We generalize this identity to arbitrary lengths h :

On = ·04



Forward Binomial Trees [revisited].
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