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The Pre -Limit i n- period Binomial Trees
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e.g. , in a forward tree
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Cr- s) CTW torta
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= Slo) (Udy)! din
k corresponds to a realization of the
binomial distribution w/ n trials and

pin as the probability of
success in every trial

=D Say , Xn . . . # of upsteps in the n periods .
Then

,
Xu ~ Binomial (# of trials = n ,

SCT) = Sco) ( dug)"Xn. dun
Prob . of success =p)



Note : . Pu can generally be a subjective probability

of an upstep
• If we're pricing options , we use pre pit .

e.g. , in a forward tree pit : =
, feoff

Q : In the past , when you were looking for a limiting
dist'm of a sequence of binomial r. v.s , which

theorem did
you use ?

s: Normal Approximation to the Binomial

(de Moine - Laplace) .

Consider a sequence of binomial random variables

Yu - Binomial ( n = # of trials , p - prob . of success

Set : E[Yn] - n-

p

Var [Yn ] = hpa- p) ⇒ SD[Yu]=TA
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• In statistics
,
we use this theorem like this :

Yu
' '

v
"

Normal ( mean - up , Sd = Fptp)

In our model
,
the probability of success pu

depends on n .

Realized Returns

Inspiration .
Consider an accumulation f 'lion in the compound
interest case .

Let r
. . . continuously compounded ,
risk - free interest rate
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