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Abstract

In this article, we consider the problem of computing the expected discounted value
of a death benefit, e.g. in Gerber et al. (2012, 2013), in a regime-switching economy.
Contrary to their proposed discounted density approach, we adopt the Laplace trans-
form to value the contingent options. By this alternative approach, closed-form ex-
pressions for the Laplace transforms of the values of various contingent options, such
as call/put options, lookback options, barrier options, dynamic fund protection, and
the dynamic withdrawal benefits, have been obtained. The value of each contingent
option can then be recovered by the numerical Laplace inversion algorithm, and this
efficient approach is documented by several numerical illustrations. The strength of
our methodology becomes apparent when we tackle the valuations of exotic contingent
options in the cases when (1) the contracts have a finite expiry date; (2) when the
time-until-death variable is uniformly distributed in accordance with De Moivre’s law.

Keywords: Regime switching; Jump-diffusion process; Equity-linked death benefits;
Guaranteed minimum death benefits; First passage probabilities.

1 Introduction

To accommodate clients with different preferences, many life insurance companies offer insur-
ance protections embedded with different features such as interest rate guarantees, bonus and
surrender options, participating policies, and equity-linked policies. The fair values for these
option-embedded life insurance contracts are crucial to insurance companies for financial
reporting purposes.

Since the late 1970’s, option pricing theory has been applied to the fair pricing of these
life insurance contracts. To see this, let us consider the guaranteed minimum death benefit



(hereafter, GMDB) in a variable annuity for an individual age x with the guaranteed payment
in case of his death,

maX(STX, K) = STX + (K — STX)+ s (1)

Account value  Put option payoff

where T is the time-until-death random variable and K is the guaranteed minimum amount.
The second term on the right-hand side of (1) constitutes the put option with strike price
K and maturity Ty.! Early works focused on the valuation of life insurance products when
(St)t>0 follows a geometric Brownian motion. Brennan and Schwartz (1976, 1979) employed
the Black-Scholes formula to value life insurance products with different options. Boyle
and Schwartz (1977) investigated different dimensions of equity-linked life insurance policies
in addition to those in Brennan Schwartz (1976). Ronn and Verma (1986) provided an
empirical estimate for deposit insurance premiums. Albizzati and Geman (1994) provided
the fair value of surrender options in the life insurance policies. Bacinello (2001) studied the
fair valuation of participating policies with minimum rate guarantees. Milevsky and Posner
(2001) evaluated fair insurance risk fees for GMDBs in variable annuities (VAs) and some
mutual funds. Lee (2003) proposed another type of equity-indexed annuity embedded with
path-dependent options that can increase the participation rates.

As discussed in Gerber et al. (2013) and the references therein, modeling the stock price
process as a jump-diffusion process, i.e. Brownian motion plus an independent Poisson pro-
cess, provides important economic features for its ability in capturing the empirical facts such
as volatility smiles and heavy tails, as, for example, documented in Merton (1976) that are
absent in the Brownian motion framework. Among the popular jump-diffusion models, it is
also well-recognized that the jump-diffusion models become highly tractable when the distri-
bution of the jump sizes can be represented as a combination of exponential distributions.
Examples include Dufresne and Gerber (1988, 1991), Chan (1990), Gerber et al. (2006),
and Dong (2011) on the closed-form expressions for the probability of ruin, discounted divi-
dends until ruin, and the applications in the fair valuations of the option-embedded insurance
contracts under this special jump-diffusion model.

As the durations of life insurance contracts amount to years or even decades, these contracts
should subject to the changes of economic regimes. Yet, the aforementioned literature fo-
cused on the valuations of option-embedded insurance contracts under models with constant
or time-dependent coefficients. In this respect, Markov regime-switching models, in which
the dynamics of the change of economic regimes is modeled by a Markov chain, capture the
state-dependent effect while maintaining a high degree of tractability. One important work
on Markov switching models is Hamilton (1989), in which he introduced a tractable dynamic
model with Markov regime-switching between regimes to capture the endogenous structural
breaks in the business cycle. Moreover, Hardy (2001) showed that the regime-switching
lognormal model provides significant improvement over all other models in the sense of maxi-
mizing the likelihood function when she fitted different models on the monthly data from the
Standard & Poor’s 500 and the Toronto Stock Exchange 300 indices. For the fair valuations

!Equivalently, the same GMDB in a variable annuity can also be expressed in terms of the call option by
the following relation:
_ _ ot
max(STx, K) = K + (STX K) .

Account value (i, option payoff



of the financial and insurance products under the Markov regime-switching models, see, for
example, Siu (2005), Boyle and Draviam (2007), Elliott and Siu (2009), and Yuen and Yang
(2009).

In this article, we tackle the valuation of variable annuities via the Laplace transform instead
of the density approach proposed in Gerber et al. (2012, 2013), as the density of the regime-
switching jump-diffusion process lacks a tractable form. We first assume that the time-until-
death random variable T} of a person at age x is represented as a combination of exponential
distributions, independent of the underlying asset dynamics. Representing the distribution
of T as a combination of the exponential distributions has two advantages. First, it will
become clear in the paper that the valuation of the variable annuities under the exponentially-
distributed T} is equivalent to the Laplace transform of the contingent claims with respect to
the maturity 7. Moreover, we show that the variable annuities in Gerber et al. (2012, 2013)
retain closed-form expressions to a large extent, when we also assume that the underlying
asset dynamics exhibit exponentially-distributed jump sizes in each regime. The tractability
is made possible due to the fact that we can exploit the elementary expression for the first
passage time distribution developed in Siu (2012), thereby facilitating us to compute the fair
values of GMDBs under which distribution of the maximum or minimum values of the assets
is required. Secondly, the exponentially-distributed T is not a strong modeling restriction
due to the fundamental result that all combinations of exponential distributions are weakly
dense in the space of all probability distributions on the positive axis (see Botta and Harris
(1986)). In light of this, we expand the scope of the Laplace transform framework by valuing
GDMBs using the combination of exponential distributions calibrated to a life table.

The rest of the paper is organized as follows. Section 2 introduces the model settings.
Section 3 presents analytical valuations of various GMDBs. In Section 4, we investigate the
valuation problem of T-year options and the case of a uniformly-distributed mortality density
function. Section 5 provides numerical illustrations for the cases when T is exponentially
distributed and when mortality rates are obtained from the life table. Section 6 concludes
the paper. Appendix A provides the derivation of the first passage time distribution of
the model process. As will become clear in the paper, valuing fractional lookback options
under the regime-switching framework requires additional model assumptions. For the sake
of completeness, we provide discussion of valuing fractional lookback option in Appendix B.
Appendix C reviews the numerical Laplace inversion algorithm employed in the paper.

2 Model Formulation

Define a probability space by the usual triplet (Q, F,Q), where F = (F;);>0 denotes the
filtration generated by the random processes described below and Q denotes the risk-neutral
measure under which every discounted price process is a martingale.?

2Since insurance products are not traded in the market, and that the model in this paper lies in the realm
of incomplete market, there exist infinitely many equivalent martingale measures. As in Dong (2011), we
hereafter assume that the equivalent martingale measure Q under which that every discounted price process
is a Q-martingale has been chosen and call this chosen measure a risk-neutral measure. See, for example,
Schweizer (2010) and the references therein for the optimal selection of risk-neutral measure in the context
of minimal entropy martingale measure under the incomplete market setting.



2.1 Asset price dynamics S;

Following Elliott et al. (1994), we model the evolution of the state of the economy over time
via a Markov chain.

Let (J;)i>0 be a continuous-time, time-homogeneous, Markov chain on a finite state space
E = {1,...,d}. More precisely, (J;)¢>0 is right-continuous and irreducible on E such that
Ji = i means the state of the economy at time ¢ is 7.

Let Q be the intensity matrix of J; with respect to the Lebesgue measure, i.e.
Q= {qij}i,jeE’

where ¢;; > 0,for ¢ # j, ¢ = — Zi;&j qi; < 0.

Let {(X7)t>0;7 € E} be a family of mutually independent, double-exponential jump diffusion
processes (see Kou (2002)), i.e.

X} = X} + bjt + o, W/ + N}, (2)

where XJ € R is a constant and (W/ )e=0 denotes a standard Brownian motion; b; and
o; > 0 are constants describing the drift and volatility of X7, respectively; and (N});>o is a
compound Poisson process, independent of (W)=, with a constant arrival rate A; > 0 and

random jump sizes V7 having double exponential distribution v;(dy), i.e.
vi(dy) = (pmpe " 1yz0p + (1= pj)njee™1y<)) dy,

where p; € [0,1], 91 > 1 and ;2 > 0. In addition, (W7 );so and (N});>o are independent of
the Markov chain (J;)>o.

From the standard theory of Lévy processes (see, for example, Cont and Tankov (2004)), the
distributional properties of each Lévy process can be recovered from its own moment gener-
ating function. In fact, as shown in Kou (2002), the Lévy-Khintchine formula on (Xf )

>0
for j =1,...,d, admits an explicit form, i.e.

Elexp(uX])] = exp(r;(u)t), for t>0, wueR\{nj,—npl, (3)
where
2
: . 1 — 0. )0
K (w) —bju+0—]u2+)\j( Pyl +( P )12 —1). (4)
2 T]jl — U ?7]'2 +u

We are now ready to give a precise definition of the regime-switching, double-exponential
jump-diffusion process considered in this paper.

Definition 2.1. Define an asset price Sy = Soexp(Xy), where the regime-switching, double-
exponential jump-diffusion process, denoted by (X, Ji)i>0, is defined pathwisely via

dx; £ dX/', Xo 2 X" =0.

That is, conditional on {J;, = j}, th 18 a double-exponential jump-diffusion process of the
form in (2).



By Definition 2.1, the regime-switching, double-exponential jump process (X3, J¢)¢>0 has the
following canonical representation:

t t t
X, = X+ / by.ds + / o dWi+)° / 1ry,—jydN7. (5)
0 0 0

JjEE

Direct application of It6’s Lemma gives the corresponding infinitesimal generator for (X;, J;)i>0,

denoted by A.

Lemma 2.2. Let f: Rx E — R be a function that is twice continuously differentiable in R.
Then, the infinitesimal generator for (Xy, Ji)i>o, denoted by A, takes the form

lim E[f(Xy, J1)| Xo =z, Jo = i] — f(z,19)

t—0 t

= b0, f(x,7) + %Ufﬁmf(x, i)

+/R\{0} (f(x—l—y,i) - f(x,i)>)\in‘(dy) +Z%‘jf<m7j)-

jJEE

Af(x, 1)

Denote Q;[.] £ Q[.|Jo = i] and E;[.] & E[.|J, = i]. Parallel to the case of jump-diffusion
processes, the moment generating function describes the distributional properties of regime-
switching jump-diffusion process (X, J;)i>o-

Proposition 2.3. Denote by Fyu] the d x d matriz with (i, 7)) element E;[e*Xt; J, = j] and
u e R\ {nn,—np, j=1,...,d}.

Then, the moment generating function Fi[u] for (X, Ji)i>o in Definition 2.1 takes the form
as follows:

Fiu] = KM, (6)
where

Ku = Q+A.
Here, A = {k;(u)}giag denotes the d x d matriz in which A;; = k;(u) and 0 otherwise. The

Laplace exponent k;(u) is given by (4).

Proof. Direct application of Proposition 2.1 in Asmussen (2003) to our model yields the
desired result. O

Since Q denotes the risk-neutral measure, every discounted price process is a martingale
under Q. To this end, we have the following martingale condition.

Denote e; = (0,--+,0,1,0,---,0)7 € R? the unit vector with 1 in the i-th component and
1=(1,---,1)" € R% Here, b" denotes the transpose of b. Finally, let I be the d x d identity
matrix.



Lemma 2.4. Assume that J, = j. The discounted process (S;)>0 = (e7S))i>0 is a Q-
martingale with respect to F; if and only if

1
by = 7”—50]2'—/\]'(@—1),

where v > 0 is the risk-free interest rate and

pinin . (1 =pj)n
L= 4 ) 7

Proof. Let (X, )t>0 be a jump-diffusion process with the triplet (—r +b;
exponent &;(u), where

i 05, 2. v;) and the Lévy

Ri(u) = —ur + k;(u), uweR\{nu,—njpt

Following Definition 2.1, define the process dX; £ de ". Proposition 2.3 gives us that

Elexp(X1)|F.] = E[exp(X,)e) exp (X; — X.,) 1|F,]
= exp(Xu)ej, exp (Q + {Fi(1) haing) (t — ) 1. (8)

From (8), it becomes clear that S; = exp(X;) is an F;-martingale if and only if

e) exp ((Q+ {Fr(1)}diag) (t —u)) 1 =1, forall u<t. 9)

We claim that %;(1) = 0 is a necessary and sufficient condition for (9) to hold for all t > 0
and j € E. Suppose first that for all j € E, we have

By the definition of Q, Q"1 = 0, where n € N. Hence Q has an eigenvalue of 0 with the
eigenvector 1. This implies that

exp ((Q + {Fk(1) Jaiag) (t = w)) 1 = exp (Q(t —u)) 1 = 1.

Therefore, (9) holds. On the other hand, suppose that (9) holds. By, L’Hopital’s Rule, we
have

[ ((Q+ (o1 ) (¢ = ) — 1)1 =, (Q + {1 hag) 1 = Fin (1)

0 = 111&1 e} A
Since it must hold for any J;, we have %;(1) = 0 for all j € E and t > 0. Therefore, the
martingale property of (S);s0 = (exp(X¢))i>o is equivalent to %;(1) = 0 for all j € E and
t>0. [l

When valuing the options, we encounter the issue of invertibility of the matrix (aI — K][ul),
for a € R. To this end, Mijatovi¢ and Pistorius (2011) provided a sufficient condition for the
inverse of (al — KJu]) to exist, where a € C. It is reproduced in the following lemma, with
a few modifications to fit into our framework. Throughout the rest of this paper, we denote
R(x) the real part of z € C.



Lemma 2.5. (Mijatovi¢ and Pistorius, 2011)
Let a € C and assume that R(a) > max{R(k;(u)) :i=1,...,d}, then

Klu] —al = Q — (al — {’{i(u)}diag)

1s invertible and

lim exp((K[u] — al)t)dt = (al— K[u])™".

T—o0 0

As we shall see in Section 3, the valuations of the GMDBs can be greatly simplified in some
cases when the underlying asset price process is the numéraire. In this respect, we conclude
this section with the following proposition.

Proposition 2.6. Define Q to be an equivalent martingale measure of Q wvia the Radon-
Nikodym derivative

do = e’”i. (10)
d@ Fi S()

Let (X4, Jy) be the regime-switching, double-exponential jump-diffusion process in Definition
2.1 under measure Q. Then, the process (X, Ji)i>0 remains a regime-switching, double-
exponential jump-diffusion process under Q with the moment generating function denoted by
Fy[u] as follows.

For u € R\ {1, =12, 7 =1,...,d},

where
K[u] = Q + {7; (1) }diag.

and the corresponding Lévy exponent &;(u) is

7 o; N DT 1 — 5,7
Ro(u) = byu + Za? 4 3, (2 (=)
2 Mj1r — u Nj2 +u

with bj = bj +0'j, )‘j = )‘j<<j + 1), ﬁj = %, ﬁjl = Nj1 — 1, ﬁjg = MNj2 + 1, and Cj
takes the form in (7).
Proof. One can either follow the proof in Proposition 2.1 of Asmussen (2003), together with

Proposition 9.8 of Cont and Tankov (2004), or directly apply Theorem 4.3.1 of Siu (2012) to
our model to obtain the desired result. ]

2.2 First passage time distribution of (X, J;)i>o

As it will become clear in the following sections, valuing certain life-contingent contracts
hinges on the knowledge of the distribution of the maximum or the minimum of the asset

7



price over the life of the contract. This implies that we need to know the distribution of
the first passage time of the asset price. More specifically, we are interested in finding the
distribution of the first time when X, exits a pre-specified interval. Denote 75 the first exit
time of X, from an interval [L, U], i.e

5 2 inf{t >0: X,¢[L, U]}, (11)

where L < Xg =2 < U and Jy = i.

It is easy to see that finding the first passage time distribution is equivalent to solving
[E;[e~¢510%75] by the optional stopping theorem, which admits an explicit structure under
our model. See also Asmussen et al. (2004) for the two-regime case, i.e. E = {1,2}.

To compute E;[e”25T0X 5] we first transform the original process (Xy, J;)i>o into a fluid
process (f(t, Ji)i>0 by removing the jumps in the sample path of (X;,.J;);>o. For the ease
of exposition, we shall only state the representation of the first passage time distribution of
(X¢, Ji)i>0 (Theorem 2.7 and Corollary 2.8) in the remainder of the section. See Appendix
A for the construction of the fluid process (Xt, Jt)t>0 and the corresponding proofs.

Define
<] O -~ O . )
’ Q Q
i O KJu -~ O = 1
Kolu] = . . , +1 KPR (12)
' 4 Qun Qua
(@) O K,[u]
where
o2
K Tl 2 bju+ u’ = Aj—a A ) Apj 1 d
a[u] - Nj2 nj2+u 0 ) J=1,...,4,
nj1 0 Mj1 — U
and
B gi 0 0 ~ g; 0 0
Q,=10 00}, Q,;,=10 00}, i,j=1,..,d
0 00 0 00

By Lemma A.5, we can denote g;,, for [ = 1,...,4d, to be the distinct real roots of the
equation

det (Ka[u]) = 0;
for each g;,, let
hll [a] hl( 3,0) [a]
h'[a] = ., hi[d] hz(j,_)[a] , J=1..d, (13)
h;[a] hijmlal



be the basis of the kernel of Kf[gl,a], for I = 1,...,4d. With (13), define a 4d x 4d matrix
HJa| as follows:

>

and flé [a] is a 4 x 1 vector of the form,

hila] £ (e%Uhi; gy lal, eVhi; ,la], e®e"hi;[a], e®e"hi; a]), (15)
where [ =1,...,4d, and j =1, ...,d.
Let
€T x T
xla] £ (e®"higlal, ..., e®ehil [a]) (16)

The following theorem provides the representation of E;[e™*™2].
Theorem 2.7. Assume that Jy =1, and
—00 < —Nge < ... < =Mz <0< < ..o < Mgy < 00.

Then, for any a > 0,
E;[e 5] = w[a] "1,

where the 4d X 1 vector m|a] is the solution of the following system of linear equations:
xla] = Hla]r[d], (17)

where Hla] and x[a] are defined in (14) and (16), respectively.
Proof. See Appendix A.3 for a proof. O

To compute [E;[e~ ™8 +0% L, —j1], we can invoke the properties of conditional independence
and memoryless in Corollary A.2 and obtain the following corollary.

Corollary 2.8. Let £ be a 4d x 1 vector of the following form,

. N N N N T
i) 2 (Figll fiob) o Fhagll FhoB)
(18)
where
U A bU U A M bU
&jp)[m : € /\(Lj,-i-)[b]:n;be ) (19)
L A bL A Mz bL
f(m)[b} = f(j,—)[b]_njzib
Then,
E; [e ] = wla] "H[1),

where Jo =i, Xo = x, and wla] is the solution in Theorem 2.7.

9



Proof. See Appendix A.3 for a proof. O

k2(01,a)—a—q22 | =
q22 ’

Example 2.1. Consider the case of two regimes, i.e. E = {1,2}. Let vy, =
1,...,8, where the g, ,’s are obtained solving the following equation

0= det(f(a[u]) = (/ﬁ(u) —a— (J11) (@(U) —a— QQ2> — q114922-

In addition, in this case, the basis of the kernel of {h'[a]}i=1...s, admits an explicit form as
follows. For each |l =1,....8, it follows that

gL —1
x [a] Yri2 —T)22
i = () mild = | o | A= | | (20)
hQ[a] YrT1 —M21
i1 — Ola 721 — Ol,a

Applying Corollary 2.8 to (20), we can then obtain the explicit representations of E;[e= 275 T0Xw5].

2.3 Time-until-death T}

As discussed in the introduction, Botta and Harris (1986) showed that the family of all
combinations of exponential distributions approximates any probability distribution on the
positive axis with arbitrary accuracy. The combination of exponential distributions has also
found its place in mortality modeling. In particular, Dufresne (2007) used combinations of
exponentials to construct the Jacobi polynomial expansion and logbeta distribution schemes
to approximate many well-known distributions in actuarial literature. In light of these results,
it suffices for us to consider the problems of valuing equity-death benefits under the assump-
tion that the time-until-death random variable is exponentially distributed, i.e. with density
function given in (21) below. In Section 5.1, we revisit the valuations of the equity-death
benefits using combinations of the exponential functions calibrated to a life table.

Denote by T the time-until-death random variable for a person of age x, independent of the
price process (S;):>0. Based on the above discussion, we assume that 7y is exponentially-
distributed with probability density function

fr.(t) =ae™™, a>0,t>0, (21)

where « denotes the force of mortality.

3 Application to valuations of different options

As in Gerber et al. (2012, 2013), we are interested in valuing embedded options of the form

Ele " Tb(T%, St.)], (22)

10



where b is called an equity-indexed benefit function. Since the time-until-death random
variable of an individual at age x, Ty, is independent of the stock price process S;, (22)
becomes

Ele " b(T, Sp)] = /O h Ele™"b(T, S7)| fr. (T)dT = « /0 h Ele " o(T, St)]e 1 dT.

The above representation is indeed the Laplace (Carson) transform of E[e™"7b(T, Sr)] with
respect to the maturity T, evaluated at the force of mortality a.

We denote by £,(+) and £ '(-) the Laplace transform and inverse Laplace transform operators
with respect to ¢ and k, respectively. To recover the value of each option, we need to perform
a numerical Laplace inversion. We shall adopt the Abate-Whitt algorithm, first proposed by
Abate and Whitt (1992) on R, and later extended by Petrella (2004) to R. The basic ideas
behind the Abate-Whitt algorithm are delegated in Appendix C.

3.1 Basic options

As discussed in the introduction, finding the fair value of the basic option with the payment of
max(St,, K) to the beneficiary of the policy rider upon the policyholder’s death Ty amounts to
computing the fair (discounted) value of the option with the equity-indexed benefit function
given as follows:

b(T, Sr,) = (K — Sp,)™. (23)

To value this put option, the equity-indexed benefit function b(7%, Sz, ) indicates that only
the knowledge of the distribution of the asset price at the time T} is required. In the Laplace
transform framework, we have the following result.

Theorem 3.1. Let Ty be the time-until-death random variable with the density function (21).

For all ¢ satisfying 0 < ¢ < minjep{nj; — 1} and a+r > maxjep{r;(p + 1)}, where x;(u)
is given in (4), the value of the basic call option, denoted by C(K, Ty, 1), takes the form

C(K,Tx,i) = Ele "™ (Sp, — K)*]
= 1 MQT a4+ I — -1
- o (A el o - Kl 1)) (24

3

where k = —log(K/x) and x > K is the scaling parameter.® The value of the basic put

option, denoted by P(K,Tx,1), takes the form
P(K,Tyi) = Eje "™ (K - Sg,)"]

— Efl <aXSOS(()p+1

"\ elp+1)

«

eiT((oz—i-r)I—K[go—l—l])_ll) — So + K. (25)

a+r

3 As discussed in Petrella (2004) and Cai and Kou (2011), the presence of the scaling parameter y makes the
bilateral Abate-Whitt algorithm on R faster and more stable than the original Abate-Whitt algorithm. We
make use of the scaling parameter y when we perform bilateral Laplace transforms, i.e. Laplace transforms
on the entire real line R. See Appendix C for the discussion on the role of y in the numerical implementations.

11



Proof. We first prove (24).

9] +
/ e PP\E,; | (&eXTX — ek> dk
—o0 X
= /00 e @tV E, /OO e vk (ﬁeXT — ek) dk
0 —log<%eXT) X

S(])Lp—i_l /OO —(a+nr)T |ie(90+1)XT :|
= x| — e \otT Ei 1 T =i dT
(X 0 2 oo+ 1) Un

JjeEE

p+1 0o
~ (@) _ T ( / e—<<a+r>I—K[w+1anT> 1
X e(p+1) 0

S() otl « T 1
- () el - Kl

dT

where we makes use of the Fubini Theorem twice in the first equality, Proposition 2.3 and
the independence assumption between S; and Ty, for all £ > 0, in the fourth equality, and
Lemma 2.5 in the last equality. The price of the call option C'(K, Ty, ) then follows by taking
the inverse Laplace transform of (26) with respect to k. Finally, the price of the put option
P(K,T,1) can be obtained by combining (24) with the put-call parity:

«

C(K,Tx,i) — P(K,Ty,i) = Sy — KE [e 7] = S — K.

a+r

O

Observe that Theorem 3.1 covers out-of-money, at-the-money, and in-the-money call options.
Moreover, the proof of Theorem 3.1 also includes the pricing of all-or-nothing options. As
discussed Gerber et al. (2012, 2013), the valuation of the basic options in Theorem 3.1 can be
extended to accommodate additional contractual features. For example, consider the basic
option with roll-up or rising-floor feature, discussed in Milesvsky and Posner (2001) and Ulm
(2006, 2008). Following the notations in Ulm (2006, 2008), we let p to be the “roll-up” rate
such that 0 < p < r to preclude any arbitrage opportunities. Then, the roll-up GMDB has
the following equity-indexed benefit function

broll—up(Txa STX) é (KepTX - STX)+' (26)
Since (26) can be rewritten as
(KepTx . STX>+ — epTx (K _ eprxSTx)+’

we can simply apply Theorem 3.1 to value the roll-up put option in (26) with §Tx = e PIxSp
and discount factor equals e~ ("=P)Tx,

On the other hand, let us consider the basic option with the possibility of lapses or policy
surrenders. We first assume that the decision of lapses or surrenders is independent of both
the mortality random variable T, and the asset price process S; (see Ulm (2006, 2008)).*

4We defer the discussion of the valuation of the options in which the decisions of lapses or surrenders
depend on the path of the underlying asset to Section 3.3.

12



Consider the case of a deterministic, non-increasing function g(¢) such that, given Ty = t,
g(t) denotes the probability that the policy has not been lapsed by time ¢. Hence, the GMDB
with deterministic lapse rate has the following equity-indexed benefit function

blapse(Txa STX) é g(TX)(K - STX)+' (27)

If g(t) = e ¥, with some constant v > 0 denoting the force of surrender, the fair value of
the GMDB with equity-indexed benefit function in (27) becomes

E [ei(TJrV)Tx blapse (Txa STX )] .

We can then apply Theorem 3.1 by replacing r with 7 = r + v.

3.2 Lookback options

Instead of considering a constant minimum guaranteed amount K, as is the case in Section
3.1, let us analyze the GMDB with the guaranteed minimum amount being the running
maximum of the underlying asset S; at any time ¢, i.e. K = maxg<s<;Ss. That is, the
equity-indexed benefit function for this option at Ty becomes

blookback<Tx; STX) é max Ss - STX~ (28)
0<s<Tx

This can be achieved by selling and then repurchasing the contract at the new level. The
GMDB with the running maximum of the asset price as the guaranteed minimum amount
is called lookback option and has been considered in Milevsky and Posner (2001) and Gerber
et al. (2012) under the Brownian motion framework, and Gerber et al. (2013) under the
jump-diffusion framework. In this section, we consider the fair value of the lookback option
under the regime-switching jump-diffusion framework.

3.2.1 Standard lookback options

Since the lookback option with the equity-indexed benefit function in (28) constitutes a
floating strike lookback put option, we begin our discussion with the valuation of a floating-
strike lookback put option. Other situations, such as fixed strike lookback call /put options,
can be treated analogously. Let M be the initial maximum of the asset price, then the
floating-strike lookback put is given as

LP(Sy, M, Ty,i) = E;|e " (max(M, max S;) — St,)

0<t<Tx
SoEi[e "™ max(e”, eM)] — Sy

= SoEle T (eMn — ) azx 529] + Soe’E [e7 ] — S, (29)

where z £ log(M/Sy), M7 = sup,.p, X;, and Jy = 4. Under the regime-switching jump-
diffusion framework, the value of the standard lookback put option in (29) is given as follows:

Theorem 3.2. Let T be the time-until-death random variable with the density function (21).

13



The value of the standard lookback option is

_ OCSO _(a"‘l""’)TnL M
P(SO;Mv TX7 - a+r / Z]E 1{J —j}] (30)
where
Tm = inf{t > 0: X, > m}.
To facilitate the proof of this theorem, we need the following two lemmas.
Lemma 3.3.
lim e™Q;[M;5 >m] =0, for all T > 0. (31)

m—0o0

Proof. Let 6 € (maxjep{—nj2}, min;ep{n;1}). Observe that

{ exp (X, — ki (0)1) }

t>0

is a martingale. Fix 6 € (1, minjeg{n;1}) such that x;(6) > 0. Such a 6 always exists as
Kk,(0) is continuous on (1, min;ep{n;1}) and since x,,(1) =ry;, >0 (see (4)) . It follows that

QM7 2m] = TmmQ My > m] = O Q [, < T
S e(l*@)m Ez [eoXTm/\T]
< eU=0merir TR, [exp (HXTW/\T — Kppr (O)(T A Tm))]

e(

179)meI€JT (B)T’
where the last equality follows from the Doob’s optional sampling theorem. O

Note that we can replace the T" in Lemma 3.3 with T since T is independent of S;, for
all ¢ > 0. To value the desired lookback option, closer observation reveals that one can
decompose the lookback option into the sum of two digital options, which are detailed in
following lemma:

Lemma 3.4.
e TR, [eM%(l{M;‘zz}] = ¢ "R, [ezl{M%(ZZ}] —|—e7"T/ e"Q;[M7 > m]dm
Proof.

e TR, [eMT)"(l{MTXZz}} = —e_TT/ ™ dQ; [ M7 > m]

where in the second equality we first perform integration by parts and then make use of the
fact that lim,, .. €™Q;[M7 > m|T, = T] = 0, proved in Lemma 3.3. O

14



With the necessary results in place, we are now in position to prove Theorem 3.2.

Proof of Theorem 3.2. By the Fubini Theorem and Lemma 3.4, we see that

Mo
a—+r

P(So, M, Ty,i) = So /OO e” /00 ae_(o‘”)T(@i[Mff > m|dTdm + - Sy.
2 0
Since Q;[M# > m] = Q;[r, < T, we have
/ h e~ OFITQ MY > m]dT = / h e~ OtITQ, (1, < T)dT.
0 0
Invoking the Fubini Theorem once more, we have

1
a+r

D OBl )

/ e~ @TQ,(r, < T)AT =
0 jEE

Since Ty and S; are mutually independent for all ¢ > 0, it follows that

P(So, M, Ty,i) = O‘SO/ "y Eile T pldm

a-+r
JjeEE

]

To complete the remaining computation, we need to know how to evaluate E;[fe= ("1, _ 4],
which is covered in Section A.3. Unlike the case of the basic options in Section 3.1, Theorem
3.2 involves no use of the inverse Laplace transform to recover the standard lookback options
within our model.

Remark 3.5. In Gerber et al. (2012, 2013), the valuation of fractional lookback option
follows naturally through the discounted densities, thanks to the property of stationary in-
crements of Lévy processes. The presence of the regime-switching factor, i.e. the Markov
chain (Ji)i>0, complicates the problem significantly as the property of stationary increments
no longer holds. The usual strateqy is to perform the change-of-numéraire technique in Propo-
sition 2.6. Yet, the change-of-numéraire technique is applicable to the pricing of the fractional
lookback options under the regime-switching framework only when the Markov chain (J;)i>o
is reversible. However, a reversible Markov chain is a special form of Markov chain. For
this reason, we choose not to discuss the valuation of fractional lookback options in this sec-
tion, but rather defer it to Appendix B, where we shall solve the valuation problem under the
additional assumption that the Markov chain (J;)i>o is reversible.

3.3 Barrier options

Let us now revisit the GMDB with the possibility of lapses or surrenders in Ulm (2006, 2008),
i.e. the GMDB with the equity-indexed benefit function at the death of the investor, T, as
follows:

blapse(Txa STX) = g(TX)(STx - K>+7
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where ¢(t) denotes the probability that the policy has not been lapsed by the time ¢. Instead
of assuming that ¢ is deterministic, as in Section 3.1, we are interested in the case when the
decision of lapse or surrender depends on whether the underlying asset price has breached over
some pre-specified barrier. As shown in Milevsky and Posner (2001) and Gerber et al. (2012,
2013), the valuation of the GMDB contract under which the decision of lapses or surrenders
depends on the crossings of the pre-specified barriers is equivalent to the fair valuation of
barrier options. In addition, Dong (2011) also showed that the concept of the barrier option
under the jump-diffusion framework can be applied to the fair valuation of some life insurance
contracts with the consideration of default risk. In this respect, we discuss the fair valuation
of barrier options in this section.

A knock-in barrier option comes into existence if the underlying asset has reached a pre-
specified barrier or interval before maturity 7, whereas a knock-out option expires worthlessly
if the barrier or interval has been reached before maturity 7. The connection between the
knock-in and knock-out option can be expressed by the following parity relation:

Knock-in option + Knock-out option = basic option. (32)

In this section, we illustrate the valuation of up-and-in and up-and-out call options in our
model. Other barrier options such as up-and-out, down-and-in, down-and-out, and double
barrier options follow analogously.

Let 7y 2 inf{t > 0: .5, > U} and assume that Sy < U and Jy = i. The equity-indexed
benefit functions at the death of the investor, T, for up-and-in and up-and-out option with
strike price K, respectively, are:

bup—and—in (TX7 STX) (STX - K)+1{7'U<Tx}’
bup—and—out (TX7 STX) = (STx - K>+1{TU>TX}'

>

Denote by UIC(Sy, K,U, Ty, i) and UOC(Sy, K, U, Ty, 1) the fair values of the up-and-in and
up-and-out call options, respectively. In other words,

UIC(Sy, K, U, Ty,i) = Ejle”™(Sp — K) g, <1,

UOC(Sy, K,U,Ty,i) = Eife ™ (Sq, — K) 1, s1)-

In terms of the inverse Laplace transform, their fair values under our model are given as
follows.

Theorem 3.6. Let Ty be the time-until-death random variable with the density function (21).

For all ¢ satisfying 0 < ¢ < min;{n;; — 1} and o +r > maxep{r;j(¢ + 1)}, where x;(u)
is given by (4), the prices of the up-and-in and up-and-out call options take the respective
forms:

. -1 ax—@s(l.)é?-‘rl —(a+r)Tu+(p+1) X
UIC(So, K, U, Tyi) = L' —=—2= > Eie 1y, -] Ajnl | (33)

ple+1) =
- 1 O‘X_‘pSE)PJrl T 1
UOC(SQ,K, U,TX,Z) = ﬁ,: mei ((CY‘F?")I—K[QO—FH)* 1
O‘X_SDSE))D—H —(a+r)Tu+(p+1) X~
T 2 B A plAnl ), (B9
jnekE



where k = —log(K/x), A= ((a+7)I— Klp+ 1))~ with A;, denoting the jn'" element of
the matriz A.

Proof. We first compute the fair value of the up-and-in call option in (33). Under the as-
sumptions, the Laplace transform exists and using Fubini’s Theorem, we then have
— / e —pk / ae” (a+r T]E

S B +
X (_ — € k> 1{7'U<T}

— _X(_O) E, / Y el oot Xry AT
TU

UIC(Sy, K, U, Ty, i)

dTdk

ple+1) \ x =
+1
ax (SO v / —(a+r)(s+70) o+ D)X
p(e+1) \ x = v

E; Z e~ (@) (1) o (P 1) Xy, 11, —5)

LielE

X ZEj [/0 e_(a+r)s+(@+1)(Xs+TU_XTU)1{JS+TU:n}dS

e () g

jer

A

—(a4r)Ty (<,0+1) TUl{J J}/ Z a+r)Is+sK[<p+1]) dS]
U ]n 9

nek

where the third equality follows from the independence assumption of Ty and (St)¢>0, and the
last equality follows from the strong Markov property of X;. The result follows by invoking
the invertibility of the matrix ((a + r)I — K[y + 1]) (see Lemma 2.5). The corresponding
up-and-out call option in (34) now follows by combining the price of the up-and-in option in
(34), the basic call option in (24), and the parity relation in (32). O

To carry on with the remaining computations, we need to know how to compute the term
E; [e-etnweletDXmu 1, 4], which is covered in Section A.3.

3.4 Dynamic fund protection

Dynamic fund protection provides a guarantee that the account value of the investor never
drops below a pre-specified level throughout the life of the contract. More specifically, let
S; be the asset price at time ¢t with 0 < L < Sy. Denote by n; the number of units of S,
purchased at time ¢. In a dynamic fund protection, as soon as the investor’s account value
drops below the guaranteed level L, n; units of S; will automatically be credited into his
account to restore the account value to the guaranteed level L.

Following the discussion in Gerber et al. (2012), n, admits the following representation:

L
ng = max (1 max —) (35)

0<s<t S
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which indicates that the equity-indexed benefit function for the dynamic fund protection at
the death of the investor Ty is

0<t<Tx Sy

L
bProtection(Txa STX) = max <1, max —) STx'

Since

+
e Sy ( max L_ 1)

0<t<Tx S}

+ S0
0<t<Ty Sy ’

L
E; {e_’"T" max (1, max —) STX} = [E;

we evaluate the expectation above by considering Sp, as the numéraire.

Let Q be the equivalent martingale measure defined in (10). Under measure @, we have

S L N - L *
—rTx 2T = _ ) =~
e S <OI<11§}7{1X s, 1) ] SolE; (ogiﬁ s, 1) ] :

By invoking Proposition 2.6, the remaining computation follows in line with the case of
computing standard lookback options under measure QQ in Section 3.2.

SolE;

3.5 Dynamic withdrawal benefits

In Section 3.4, we focus on the case when the investor enters the dynamic fund protection
with an intention that his fund or asset price never drops below a pre-specified level. In
this section, we consider the case when the investor is interested in entering a contract such
that he will be paid “dividends” whenever the fund or the asset price reaches above a pre-
specified level. Following the nomenclature used in Ko et al. (2010), such a contract is called
a dynamic withdrawal benefit.

More specifically, let S; be the asset price at time ¢ and L be the level of the “dividend
barrier” with L > Sy. Whenever the investor’s account value reaches above L within the
duration of the dynamic withdrawal benefit, just enough units of S;, denoted by n,;, will be
sold so that his account value stays at level L.

Following the same reasoning as in Section 3.4, we have

: . L
n; = min (1, min —) : (36)

0<s<t S,

The dynamic withdrawal benefit is a contract in which the equity-indexed benefit function
at the death of the investor, T}, is of the form

L
bwithdrawal(Txa STX) é 1 — min (]-7 min _> STX-

0<t<Tx S}
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The discounted value of the dynamic withdrawal benefit at time 0 is given by:

—rT, : : L —rT; : L i
Ele™ (1—min(1, min — ) |Sp| = Ele™Sy |1— min —
0<t<Tx S} 0<t<Tx Sy

+
= SE e_TTX% (1— min £) ]

So 0<t<Tx Sy

- L\™"
= SE (1—0212%(5) ,

where Q is the equivalent martingale measure defined in (10). By invoking Proposition 2.6,
the remaining computation follows analogously as in the case of the dynamic fund protection.

4 'T-year contingent options and De Moivre’s Law

4.1 T-year contingent options

In Section 3, we assume that the maturities of the contracts coincide with the death of the
investor. In this section, we relax this assumption by working with the defective probability
function, denoted by fr, (see Gerber et al. (2012)), where

fro(t) 2 fr.(O) <y (37)

In other words, the GMDB contracts only provide the payment if the death of the investor
comes before the pre-specified time horizon T

Instead of reworking every problem in Section 3 under fTX, we illustrate the flexibility of the
Laplace transform technique by valuing a basic call option from Section 3.1 and the standard
lookback option from Section 3.2.1 under the defective probability function fr, .

For the following examples, let T be the time-until-death random variable with the density
function (37).

Example 4.1. Following the proof of Theorem 3.1, the Laplace transform of the T-year
maturity basic call option, with respect to k = —log(K/x) where x > K, is given by

0 SO +
/ e PP\E; e (—eXTX — ek> dk
—oc0 X

o0 [ee] S
= / ae’(a”)tl{xT}X]Ei / ; e vk <—Oext — ek) dk | dt
0 —log(TOeXt) X

S p+1
= (%) g e (T Kl 1)
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Example 4.2. Consider the valuation of the floating-strike lookback put option with maturity
T. Following the proof of Theorem 3.2, we readily have

LP(Sy, M,Ty,i) = Sy / em / ae” T Qi[MF > m]dtdm
z 0
+M/ e_(a+r)t1{t<T}dt — 5.
0

Since

h —(atn)ty T < tldt =
/0 € {t<T}@z[Tm } a+r

D Efe I ] - e(amT] ,
JjeEE

we have the value of the T-year standard floating-strike lookback put as follows

S o0
LP(S0, M, Ty ) = oza+07“/ "D By ] - e(“”)T] dm
z jEE
M«
1 - —(a+T)T . S )
o+ r( € ) 0

As shown in Examples 4.1 and 4.2, the valuations of T-year options come effortlessly under
the Laplace transform framework.

4.2 De Moivre’s Law

The explicit formulation of the T-year option can be extended to the case when the time-
until-death random variable T is uniformly distributed. More specifically, from Gerber et
al. (2012), consider the case when 7 has a uniform distribution on [0, w — z], where w is the
maximal possible age. Consider the maturity of the contract T < w — x. It follows by De
Moivre’s Law that the truncated density function of 7Ty under the uniform distribution on
[0,w — z], denoted by f;i”f , takes the form

1 1
lim — t)1 . 38
—— Im — fr () ey (38)

£ 2

As discussed in Gerber et al. (2012), the seemingly innocuous expression (38) has a profound
consequence: the valuation scheme we have discussed so far under the exponential mortality
density function can be carried out in an exact manner by simply replacing (21) with (38).
The following example illustrates this insight in greater detail.

Example 4.3. Let us illustrate the idea by revisiting the T-maturity basic call option in
Ezample 4.1 under f}f”f. For ¢ € (0,min{n;; — 1}) and k = —log(K/x), an application of
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Fubini’s Theorem gives

/ efkaEz‘

+
e lx (&eXTX — ek> dk
X
/ e Pk (&eXt — ek) dk| dt
—log(i—oext) X

s
o(3)
3 ef [T e~ "I-Kl+T] (o] — K[p + 1)) 1.

Other options considered in this paper can analogously be computed under the uniformly
mortality density function f;ﬁ:’f :

5 Numerical examples

5.1 GMDBs under a life table

5.1.1 Calibrating combinations of exponential functions to a life table

To extend the scope of the Laplace transform framework beyond the case of exponentially-
distributed T, we price the life-contingent claims discussed in Section 3 based on a life table
in this section. More specifically, we revisit the valuations of the basic options, lookback
options, and the barrier options by calibrating combinations of exponential functions to a
life table. We use the lllustrative Life Table in Appendix 2A of Bowers et al. (1997) as our
mortality table. Let f(¢,1;a,b) be a combination of exponential functions, i.e.

l
f(t’ l7 a, bl) = Z aie_bitv (39)
=1

where a; £ (ai,...,a;),b; = (by,...,b;) with b; > 0, for i = 1,...,1, and Zizl a; = 1. We
denote by M, the mortality model with the survival function f(¢,l;a;,b;) and we denote
TMi for the corresponding time-until-death random variable under the mortality model M.

We first fit the mortality data for a person at age x with the survival function f(¢,[;a;, b;) in
(39). More specifically, for fixed [,n € N, we find (a;, b;) by solving the following non-linear
least-squares problem:

S(ab bl) £ minZ[tpx - f(ta lu al7bl>]27
Pi=1

a;,b

where ;p, denotes the empirical probability that a person at age x will survive for ¢ more
years. We denote by ¢, and g% 44> Tespectively, the one-year mortality rate of a person at age
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X, in ¢ years based on the life table and based on the calibrated survival function f(¢,[; a;, b;),
ie.
0 o ftLa,b) — f(t+1,1a,b)

2 . 4
et f(t, l;a,by) (40)

For illustration, we calibrate three survival functions f(t,[;a;,b;), for [ = 3,5, 10, using the
[lustrative Life Table for a person at age x = 30 when n = 25. The fitted combinations of
exponential functions are shown as follows:

f(t, 3’ as, b3) — —1.68626_0'038785& + 0.16236_0'10979% + 2.52396_0'0197795, (41)
f(t, 57 a5'b5) — 1'0893670.0212392t 4 0.8730e70.0219805t 4 1'0817670.0708229
+0.68606_0'0215123t . 2.73016_0'0481505t (42)
f(t,10;a50,b1g) = —0.7306e *088166L 1 () 22590179319 1 () G499~ 0-0142838

+O.37496_0'172757t + 0.41446_0'172873t o 0‘33456—0.090413615
+0.41556_0'0158551t o 0.52676_0'270833t + 0.41986_0'0164353t
1+0.0014¢- 0437897 (43

with total errors i [1pso — f (£, [; &, by)]? equal to 0.0000159489 for I = 3, 0.0000125984 for
[ =5, and 0.00000188246 for [ = 10.

Fitted mixtures of exponential functions (x=30)
T T

0 5 10 15 20 2
Figure 1: Performance of the fitted combinations of exponential functions f(¢,[;a;, b;) for

| = 3,5,10. Here, M; corresponds to ¢4,., computed under the mortality model M, (see
(40)), for [ = 3,5, 10.

Figure 1 provides the visual comparisons of the computed mortality rates ¢3,.., 43 4 and
304, against the empirical mortality rates gzo4+.

5.1.2 Valuations with the calibrated mortality models

With the calibrated mortality models (Models M3, M5, and Mjg) in place, we proceed
to compute the options discussed in Section 3 under these calibrated mortality models. In
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Regime 1
ot | m1|m2| p1 | M| @2
0.1 | 40 | 60 | 0.75 2 0.1
Regime 2
o2 | Me1 | M2 | P2 | A2 | g2
041] 60 | 10 | 0.25|10.51]0.2

Table 1: Model parameters

particular, we focus on computing the fair values of the basic options, floating strike options,
and the up-and-out call options.® For the sake of illustration, we focus on the case of two
regimes, i.e. £ = {1,2}. All computations are performed on a desktop with an Intel® 1.4GHz
processor.

Table 1 summarizes the model parameters for the fair valuations of the options in this section.
In Table 1, Regime 1 represents the “good” economy case, i.e. when the underlying asset
has low volatility (o7) and higher probability (p;) of experiencing small-sized upward (71)
jumps than experiencing small-sized downward (7;2) jumps. On the other hand, Regime 2
represents the “bad economy” case, i.e. when the underlying asset has high volatility (o9)
and lower probability (p2) of experiencing small-sized upward (1,1) jumps than experiencing
larger-sized downward (792) jumps. Moreover, we set g;o = 0.1 and ¢o; = 0.2 implying that
the average durations of the good and bad economic states are ql% = 10 years and q%l =5
years, respectively.

Table 2 displays prices of the basic put option with various strike prices. The average com-
putation time for each option is 0.0624 seconds. In Table 2, we see that increasing the strike
price K increases the fair values of the corresponding basic put option. This is logical as
increasing the strike price increases the probability of the put option to be in-the-money at
time 7.

Applying Theorem 3.2, we obtain values of floating strike lookback put options. The nu-
merical results are presented in Table 3. As discussed in Section 3.2, Theorem 3.2 yields
a closed-form solution for each lookback put option and hence the computational time is
negligible.

We now turn to numerical examples for up-and-out call options. We perform the bilateral
Abate-Whitt algorithm to Theorem 3.3 to recover the value of the up-and-out call option.
The results are summarized in Table 4. The average computation time is 0.2340 seconds.
In Table 4, we see that increasing the upper barrier H increases the corresponding price
of the up-and-out call option. This can be explained by the fact that increasing the upper
barrier reduces the up-crossing probability of the underlying asset. This in turn increases the
probability of the up-and-out option remaining “alive” at maturity 7T, thereby increasing the
value of the corresponding option.

Next, we compare the option values in the good (Regime 1) and bad (Regime 2) economic
regimes in Tables 2, 3, and 4, based on the total squared volatility of the asset price in each

In Section 3, we have shown that the dynamic fund protection and dynamic withdrawal benefit are
structurally equivalent to lookback options. In this respect, it suffices for us to compute the fair values of
lookback options for illustration here.
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Table 2: Basic put option with various strike prices K and mortality models M, for d =

3,5, 10.

Note: The computations of the basic put options are performed based on the parameter inputs given in Table
1. Other parameters are Sy = 100, 7 = 0.05, N = 50, m = 18, and y = 10%°. During the implementation of
the bilateral Abate-Whitt algorithm, the scaling parameter y is set to ensure that a+r > max;cp{x;(¢+1)}

Initial regime: Regime 1 (Jy = 1) Initial regime: Regime 2 (Jy = 2)
M M

KOS M | Ms | Mg || ST M | Ms | My
95 0.6060 | 0.6402 | 0.5912 95 1.4024 | 1.4506 | 1.4301
100 0.7519 | 0.7876 | 0.7377 100 1.5800 | 1.6309 | 1.6099
105 0.9073 | 0.9445 | 0.8940 105 1.7657 | 1.8193 | 1.7982
110 1.0714 | 1.1105 | 1.0596 110 1.9589 | 2.0155 | 1.9944
115 1.2439 | 1.2849 | 1.2339 115 2.1593 | 2.2190 | 2.1982
120 1.4241 | 1.4672 | 1.4163 120 2.3665 | 2.4294 | 2.4089
125 1.6117 | 1.6571 | 1.6065 125 2.5800 | 2.6462 | 2.6263

in Theorem 3.1 is satisfied.

Initial regime: Regime 1 (Jy = 1) Initial regime: Regime 2 (Jy = 2)
MMy | oM | M [ M M | M | M

105 60.7740 | 60.7333 | 60.7136 105 62.6244 | 62.6127 | 62.6229
110 60.7908 | 60.7500 | 60.7293 110 62.6462 | 62.6346 | 62.6448
115 60.8174 | 60.7765 | 60.7543 115 62.6810 | 62.6698 | 62.6798
120 60.8532 | 60.8123 | 60.7883 120 62.7279 | 62.7172 | 62.7270
125 60.8978 | 60.8570 | 60.8310 125 62.7861 | 62.7759 | 62.7855
130 60.9508 | 60.9102 | 60.8822 130 62.8547 | 62.8453 | 62.8547
135 61.0119 | 60.9716 | 60.9417 135 62.9331 | 62.9246 | 62.9338

Table 3: Floating-strike lookback put option with various initial maximum asset prices M

and mortality models M, for d = 3,5, 10.

Note: The computations of the floating-strike lookback put options are performed based on the parameter

inputs given in Table 1. Other parameters are Sy = 100 and r = 0.05.
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Initial regime: Regime 1 (Jy = 1), K=95 || Initial regime: Regime 1 (Jy = 2), K=95
M M

g o Ms | Ms Mg g o Ms | Ms M
115 0.1246 | 0.1262 0.1160 115 0.0814 | 0.0835 0.0828
120 0.1600 | 0.1618 0.1495 120 0.1061 | 0.1082 0.1069
125 0.1950 | 0.1971 0.1837 125 0.1317 | 0.1339 0.1319
130 0.2299 | 0.2323 0.2187 130 0.1581 | 0.1604 0.1580
135 0.2650 | 0.2678 0.2546 135 0.1853 | 0.1878 0.1849
140 0.3004 | 0.3036 0.2914 140 0.2133 | 0.2160 0.2128
145 0.3363 | 0.3399 0.3291 145 0.2420 | 0.2450 0.2415

Table 4: Up-and-out call option with various upward barriers H and mortality models My,
for d = 3,5, 10.

Note: The computations of the up-and-out call options are performed based on the parameter inputs given
in Table 1. Other parameters are S = 100, » = 0.05, N = 50, m = 18, and x = 10%°. During the
implementation of the bilateral Abate-Whitt algorithm, the scaling parameter Yy is set to ensure that o +1r >
max,cg{x;(p + 1)} in Theorem 3.6 is satisfied.

initial regime.® The total squared volatility in Regime 1 is 07 1., = 1.1831%, whereas the
total volatilty in Regime 2 is 03 1, = 16.3710%. Table 2 confirms our intuition that the
prices of basic put options in Regime 2 are higher than those in Regime 1, as higher volatility
has an upward price pressure on the values of the corresponding basic options. Analogous
patterns and interpretations can be used to explain the fair values of the standard lookback
options in Regimes 1 and 2 in Table 3. Yet, the values of the up-and-out call options in
Table 4 indicate that the values in Regime 2 are smaller than those in Regime 1. Since the
total volatility in Regime 2 is higher than that in Regime 1, the probability of the underlying
asset up-crossing the upper barrier in initial Regime 2 is higher than that in Regime 1,
ceteris paribus. Hence, the probability of the up-and-out call option to expire worthless at
Ty in Regime 2 is greater than that in Regime 1, which translates into the fair values of the
up-and-out call option in Regime 2 to be smaller than those in Regime 1.

Finally, it is worth noting that the fair values in Tables 2, 3, and 4 under M3, Mj, and
My, are close to one another, with the average differences being within one decimal point.
From these numerical results, we see that the Laplace transform technique is relatively stable
across different (calibrated) mortality models.

6The total squared volatility under each initial regime 3 is given by the following formula:
2 A 2 2
O} Total = 75 T 05 Jumps

where

o2 2y, [ PiNi1 n (1 —pi)ni2:| B [ PiNi1 I (1 —pi)ni2:|2 m>2, i€ E
i,Jump 2 nil — 2 Nio + 2 i1 — 1 Ni2 + 1 o ’
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6 Conclusion

In this paper, we have extended the models in Gerber et al. (2012, 2013) to a regime-
switching jump-diffusion model. Using the Laplace transform approach, common options such
as basic, lookback, and barrier options, as well as dynamic fund protections, admit closed-
form representations, thanks to the explicit results provided in Section 2.2. The numerical
Laplace inversion scheme enables us to efficiently recover their fair values within a fraction of
a second by using any common desktop computer. The advantage of the Laplace transform
becomes apparent in the cases of valuing the options with pre-specified maturities. We
show that valuing the T-year options under the uniform mortality density function comes
effortlessly by using the Laplace transform framework. Numerical examples in Section 5.1.2
indicate that our Laplace transform methodology is robust when we approximate the life table
with a combination of exponential distributions. One possible extension of our approach is
to value GMDBs beyond the family of exponential mortality models. In particular, Lin and
Liu (2007) demonstrated that phased-type distributions can also fit life tables accurately. In
this respect, it will be interesting to see if the present framework can be adopted to include
their phased-type mortality law.

One typical option we have not covered in this paper is the multi-asset option. For the case of
a Margrabe option, also known as exchange option, the technique covered in this papers comes
naturally with appropriate change of measure. In the case of spread options, in particular
in the case of spread call option with payoff structure at maturity: (S}, — 57 — K,0)7,
special care must be taken as the change of measure technique does not yield a simpler
computation. For other options such as dynamic fund protection/withdrawal in which the
first passage time distribution plays a critical role in the computation, the problem becomes
more delicate as we need to specify the correlation structure of two or more assets. For the
case of regime-switching Brownian motions, the problem is manageable as the correlation
matrix fully captures the dependence among the assets. With the presence of jumps, the
degree of difficulty escalates. The problem of valuing multi-asset options will be left for
future research.
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A First passage time distribution of (X, J;)i>0

In this appendix, we provide a self-contained exposition on the first passage time distribution
of the fluid process (Xt7 Jt)t>0 More importantly, we show the equivalence between the first
passage time distribution of the original process (X, Ji);>0 and that of the fluid process
(X, Jt)e=o0-

We begin with the conditional independence and memoryless properties of the original process
(Xt; Jt)tzo-

A.1 Conditional independence and memoryless properties of (X;, J;)i>0

Assume that Xy = 0 and define
o = inf{t >0: X, > U}, for U > 0.
Lemma A.1. For any x > 0, we have
Qy <t, Xp, —U>u, Jr, =Jj)=e"*Q(1y <t, X;, —U >0, J, =7).
Proof. First, note that, for any x > 0, the event {X,, — U > z, J,, = j} occurs only by an

upward jump. Hence, denoting by T;,, n = 1,2,..., the arrival times of the Poisson process
(N{)i>0, where Jr, = j, we obtain

Qi <t,Xp, —~U>a, 0y =) =Y QT =7 <t,X,, —U >,y =j).

Now, due to the conditional independence and the memoryless property of exponential dis-
tributions, we have

Since Q (X7, —U > 0| Xr,— < U, T, =1y <t,Jr, = j) =1, it follows that

Q(maxX <U,Xp, —U>2zT, —TU<tJTn—])
0<s<Tp

= (2 (}(Th —U>zx

max X, < U,T, = TU<tJTnj>

0<s<Thp,

x(@(maXX <UT, =17 <t,Jg, —j>

0<s<Ty

_ e_”ﬂwQ<XTn—U>O max X, < U T,=m <t Jg, —j)
0<S<Tn

x@(maxX <UT, =1 <t, JTn—])

0<S<Tn

= e—’h’lx(@(max Xs<UXp, -=U>0,T, =17 <t Jp, —])
0<s<Thn

= e QT =17 <t,X;, —U>0,J, =7j).

The lemma follows at once by taking the summation over n. O
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The next result follows immediately by letting ¢ — oo and observing that, on the event
{X;, > U}, the first passage time 7 is finite almost surely by definition. That is, we obtain
the conditional memoryless property of the exponential jumps.

Corollary A.2. For any x > 0, we have

QX —U>z|X,, —U>0, J,, =j) =e 1"
Stmilarly, for downward jumps, we have

Q(X,, —L<—z|X,, —L<0,J, =j)=¢e 1%

where T, £ inf{t >0: X, <L}, L <O0.

A.2 Fluidization

Observe that the path of the regime-switching jump-diffusion process (X, J¢)i>0 in (5) ex-
hibits discontinuities, due to the presence of the compound Poisson process (Nt] )i>0, J =
1,...,d under each regime j. Following the ideas of Asmussen et al. (2004), we can remove all
the jumps from the original process (X, J;)i>o through a transformation, called fluidization.
We hereafter denote the transformed process as (X’t, jt)tzo and call it the fluid process.

In simple terms, the fluid model (Xt, jt)tzo is constructed by replacing an upward jump by a
linear segment with slope of 1 and a downward jump by a linear segment with slope of —1.
To move from the original regime-switching jump-diffusion model to its fluid counterpart,
we augment the following states. Denote by E(;0), E(4+) and E(;_y the states in which
the process behaves as a pure diffusion, exhibits an upward jump and a downward jump,
respectively, when the state is j € E. Under such a characterization, the transformed process
no longer possesses jump, whence it has continuous sample paths. The state space of the
regime-switching fluid model is denoted by

E ={Eu0), Eq+), Ea-), B0y, Eotys Bo—ys - Baoy, Ea+), Baa—)

and the process indicating the underlying state by (.J;)i>o.

Note that the time frame under the fluid model is different from that of the original model.
To restrict the elongated time so that the stopping time under the fluid model has the same
distribution as the stopping time under the original model, we follow the concepts adopted
in Jiang and Pistorius (2008) to define the wvirtual time and its right-continuous inverse.

Definition A.3. A function T : R — R is called a virtual time and is defined as, for every
t>0,

t
T(t) = / ey ds,
0

where Ey & {E(1,0)> e E(dp)} C E. The right-continuous inverse of T is defined as

T (s) =inf{t >0:T(t) > s}.
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From Definition A.3, the virtual time T'(¢) takes out all the elongated time due to jumps.
Furthermore, by the definition of the inverse T~'(s) of the virtual time, it follows that
(X7-10), Jr-1(1y) and (X, J;) have the same distribution.

Note that the restriction also applies to stopping times, and thus one can conclude that T'(75)
and 7p agree almost surely, where 7 is a stopping time of the original model and 7g is the
corresponding stopping time of the fluid model. By adopting the concept of virtual time
T'(t) in Definition A.3, finding the first passage time distribution under the original model
()gt, a{t)tzo is equivalent to finding the first passage time distribution under the fluid model
(Xt, Jt)tzoi

Lemma A.4. Let T(t) be the virtual time of the fluid model. For a stopping time Tp of
the original jump model, we have T(Tg) = 7p (pathwise) almost surely, where Tp is the
corresponding stopping time of the fluid model.

A.3 Finding E;[e 280X5]

With the concepts of conditional independence and memoryless properties and the fludization
in place, we now return to our study on the first passage time distribution of the regime-
switching jump-diffusion process (X;, J;)i>o first exiting a pre-specified interval [L, U].

The definition of 75 in (11) entails that it is a stopping time with respect to the o-algebra
o (X4, Ji) generated by (Xt, Ji)i>0 , i.e. for any ¢t > 0, we have

{r <t} € o(Xy, Jy).

In addition, this first passage time problem also includes the single-barrier passage times,
where one can obtain the solutions from the double-barrier problem immediately by taking
U — oo for the first passage time to the lower barrier and by L — —oo for the first passage
time to the upper barrier.

Using Lemma A.4, we have
Ei |:€7aTB+bXTB:| = ]EZ [eiaT(%B)erX%B s for a > O, be R\{Tbl, —MNj2, j = 1, ey d},

where 7p is the first passage time of (X’t, jt)tZO defined by
g2 inf{t >0: X, ¢ [L,U]};

and 7'(t) is the virtual time of the fluid model defined in Definition A.3. Hence, it suffices to
solve

E; |exp(—aT (75) 4+ bX:,)|. (44)
As in the case of 75, the definition of 75 also implies that it is a stopping time with respect

to the filtration o(X,,.J;). In addition to the given restriction on b, we also assume that b > 0
in order to study the joint distribution of 7'(75) and X5z,.
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The fluid process (Xt, JNt)tZO has continuous sample paths, whence either X;B =Uor X;B =L
possibly occurs. Therefore, from (44), it is logical to define

k,A -
Tr((i,j))[a] 2 E exp(_aT(TB))l{];B:(j,k),X;B:A}]7 (45)

where 4,5 € {1,....,d}, k € {0,4,—}, and A € {L,U}. For example, the event {j;B =
(j,+), X;B = U} corresponds to the case of an overshoot, while the event {j;B = (5,0), Xz, =
U} corresponds to the situation that the process diffuses to the upper barrier U with no over-
shoot. The downward case can be interpreted analogously.

In terms of (45), define

.
0,U U 0,L —,L
wla] 2 (709l 75l w0l 7)) (46)

In view of (46), it is now clear that Theorem 2.7 provides the representation of E; [exp(—aT(75))],
which in turn provides the representation of E; [exp(—a7g)] by Lemma A .4.

The proofs of Theorem 2.7 and Corollary 2.8 in Section 2.2 hinge on the following lemma.

Lemma A.5. Suppose that
—00 < Mgz < ... < —M12 <0< M1 <ot < Mgy < 00.

Then, for any a > 0, the equation
det <K [u]) —0, (47)

where K,[u] is defined in (12), has a total of 4d distinct real roots. Moreover, let 914 < --- <
044, be the roots. Then, these roots are located as follows

—00 < 01,0 < —MNa2 < 02,0 < —Nd—1)2 < . < —Ni2 < 02d—1,a < PBo,a < 02d,a < 0
< 02d+1,0 < Bra < 02d42,0 < M1 < 0d+3,0 < o < Nd—1)1 < Oad—1,a < N1 < Oadya < 00,

where By, and Ba, are the roots of gi(s) £ k1(u) —a+ q1 = 0 such that —n1g < Bag < 0 <
51,a < M1i1-

Proof. (Sketch of Proof)
It suffices to consider the case of d = 2, as the proof for the d > 2 regimes follows analogously.
Consider the case when d = 2. Direct computation shows that, for d = 2,

det (f{a[u]) £ f(u) = g1(u)g2(u) — qr1go0,

where g;(u) = k;(u) —a — ¢;; with k;(u), for j = 1,2, takes the form in (4). Under the given
assumption, we observe that

gi(nji—) = gi(=njet) = +oo, gij(mj1+) = gj(—nje—) = —o0,
which immediately implies that
fmin=) = f(=njet) = +o0,  f(nju+) = f(=np—) = —oo.
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In addition, we also see that f(4+o00) = +o0o and f(—o0) = +oo. Hence, since f(u) is
continuous except at the singularities 711, 721, —112, and —1ns9, there exists at least one root
at each of the intervals, (=00, —12), (=722, —=M12), (11, M21), and (721, 00).

To obtain the remaining roots, since 8, and s , are the roots of g;(u) = 0, we have f(f1,) =
f(=P2.4) = —q11¢22 < 0. Furthermore, observe that f(0) = (a + q11)(a + g22) — q11g22 > 0.
Thus, since f(u) is continuous on the interval (—nq,711), there exists at least one root at

each of the intervals, (—n12, £2.4), (82,4,0), (0, B1,4), and (51,4, 7m11)-

So far, we have found eight distinct real roots for f(u) = 0. Since f(u) is a polynomial of
degree 8, the proof is completed. O

We are now ready to prove Theorem 2.7 and Corollary 2.8 .

Proof of Theorem 2.7 .
Let Y; = —aT(t)/b and Z; = X; + Y;, and define the matrix-valued process

t t
M(a,b,t) £ / %15 dsKolb] + "1 — "1 +b / "1 ; dY,
0

0

where 1 1), with j € {1,....d}, k € {0,+, —}, denotes a row vector of length of K, with

all zeros but a one on the position corresponding to regime j, phase k. The matrix K, [b] is
defined by (12). Since the sample paths of (X}, J;)¢>0 are continuous, we can apply Theorem
2(d) of Asmussen and Kella (2000) to conclude that M(a, t) is a zero-mean martingale. Note
that

t t t
b/o %1y dy, = —a/o esz1L1{L€EO}ds_—a/o e"%1; I*ds,

where I* is the 3d x 3d diagonal matrix with 1 on positions E(; ) or 0 elsewhere. It follows
that

t
M(a,b,t) = exp(bX, — aT(t))1; ds(Ko[b] — al") + e*1; —exp(bX, — aT(t))1;
. Js Jo Ji
t
— / exp(bX; — aT'(t))1; dsK,[b] +e™1; — exp(bX; — aT'(t))1},.
0

In particular, post-multiplying the zero eigenvector h'[a] of Ka[gl,a] defined in (13) to M(a, 0;4,1),
where [ = 1, ...,4d, we obtain the zero-mean vector-valued martingale

M(a, 01,0,t) = €®"1; h'[a] — exp(01,.X; — aT'(t))1;h'[a],

which, together with Doob’s optional sampling theorem E[M(a, 0;4,t A 75)] = 0, yields that

egl’“yljohl[a] = Elexp(0.a X7, — aT(%B))lj%B]hl[a], l=1,..,4d. (48)

The terms Elexp (0.4 Xz, — aT(73))1;. ] can be readily computed by observing that

™B

. B L for J- = (4, 0), (4, —),
B U for J: =(4,0), (5, +).
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The system of linear equations in (17) now follows by noting that Jy = (i,0) and decomposing
the expectation in (48) with respect to the 7[a]’s defined in (46).

Parallel to the first passage time distribution under the regime-switching Brownian motion
framework in Guo (2001), the existence of the solution to the system of linear equations
in (17) is established by noting that (17) is known as the Vandermonde system of linear
equations. The Vandermonde system of linear equations is uniquely solvable if and only if
the associated function in (47) has 4d distinct roots (see Lemma A.5). O

Proof of Corollary 2.8
First note that

L=t = Yy =Gon T Y=t T Lidre, =601

Recall that the event {jT(;B) = (4,0)} corresponds to the situation that the process (Xy, J;)i=0
diffuses to either the upper barrier U or the lower barrier L when J., = 7, but not to result
in an overshoot or undershoot. The Laplace transforms of X, for these cases are simply
given by R R

f(ljj‘,o)(U) 2, f@,o)(L) 2

respectively. It follows that

—atp+bX, _ _ ) —arp+bUq B ) —atp+bLq _ B
E; [e ’ Bl{JT(;B):(j,O)}} = B [e l 1{JfB:<j,0),XfB:U}} +E [e N =60), Ky =1
(0,U) vU (0,L) bL
@) € T Mg €
where the 7[a]’s are given by (45).

Next, the event {Jrz,) = (j, +)} corresponds to the case of an overshoot, when J,,, = j. From
Corollary A.2, we know that the overshoot X,, — U is independent of 75 and exponentially
distributed. Hence, we obtain

| a—aTBH+bX - _ U | ,—atp+b(Xrp—U)
E; e Bl{JmB):(j,ﬂ}] e s [e ?

Lyt
bU —ar b(Xrn—-U
)U r
= 7y 16 (0),

i) ()

jf'B :(j7+)}

where

f((yj'+)(U) = ebU/ "nje Y dy = g
’ 0 nj1 —b

Similarly, for the case of an undershoot, we have
L)}
E; |exp(—atp + bXTB>1{JT(;B):(j,+)}] = ngvj) )f(?;)([’)’
where

0

AL A bL b , 52 pL
- (L) =e eYn..ehVdy = —22 %",

f(j’f)( ) /_oo 2 Y Nj2 + b

i

{0,4, -}, and A € {L,U}, the desired result follows. O

Summing the terms ﬁglf’jb))fak)(b), where f@,k)(b) is defined in (19), for i,7 € {1,..,d}, k €
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B Appendix: Valuation of fractional lookback option

Consider a fractional floating strike lookback put option with the equity-indexed benefit
function at the exponentially-distributed maturity Ty with mean + (see (21)) given by

«

+
bfLookback(Txa STX) £ <7 max St - STX) ) (49)

0<t<Tx

where v € (0,1]. We valuate this fractional floating strike lookback put option at time 0, i.e.

e xS max i —1 :
=\ 7, 5% Sr .
Define Q as an equivalent martingale measure via the Radon-Nikodym derivative

dQ
dQ

under which S7, is the numéraire. Then, it follows that

+
e_rT"% (7 max i — 1) ] = S,E

+
E |e (7 Jmax Sy — STX> =K

<t<Tx

— 77‘TX STX
]:Tx SO ’

E
So S,

0<t<Tx

(7 max et *Tx — 1> 1 . (50)

Hence, we can apply Proposition 2.6 to obtain the dynamics of maxg<i<z, €7 under
measure @, provided that we know the dynamics of maxg<i<z, eX*~*7 under Q. To compute
the distribution of maxg<i<, € %7 under Q, we first need to know the distribution of
eXt= X7 under Q, for all ¢ € [0, T}]. For the case of Lévy processes, the answer is immediate.

The property of stationary increments of Lévy processes immediately implies that

Xe—X1y 2 X1y 2 — X7t

(§] (§] (§]

Unfortunately, the property of stationary increments generally does not hold in our regime-
switching model, due to the presence of the Markov chain. For the special case when the
Markov chain (.J;);>¢ is reversible, the property of stationary increments is maintained and
we can still compute the distribution of eX*=*7<. In the remaining section, we complete the
analysis on the fractional lookback option under the additional assumption that the Markov
chain (J;)¢> is reversible.

Lemma B.1. Let (X3, J;)i>0 be the regime-switching, double-exponential jump-diffusion pro-
cess in Definition 2.1. If the Markov chain (J¢)i>o is also reversible, then

_ D _
max et X7 = max e Xt

0<t<Tx 0<t<Tx

Proof. Fort > 0, let {ty < ... < ty} be an arbitrary partition on [¢t, T3], i.e. t =ty < ... <ty =
Ty. Let ug, uq, ..., uy € R. We first study the joint distribution of (Xy, — Xy, ..., Xiy_, —Xiy)-
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Since wy, [Xi, — Xy ] = w [2,’1 ey (Xu, — th)], it follows that

N
Ug [Z (th,1 - th

=1
+un_1 [XtN71 — XtN}

+ u

N
Z th 1 th
=2

ot Uun_o [ i (X, —th)]

I=N-1

N-1
= U [Xto - th] + (U‘O + ul) [th th ( Uy— 1) XtN,Q - Xthl]

+ (Z uH) [(Xin = X - (51)

Using (51), the joint moment generating function of (X;, — X, ..., X¢y_, — Xty ) becomes

Dy

= E‘]to{ exp (Uo [Xto — th] -+ (Uo + U1> [th Xt2 (Z U— 1) XtN72 — XtNJ)

{exp (z w-l) (Xores = W] } }

= (@), (@), (o),
g Ity iy Tty Jin_y

N

where we define C,, £ exp [({/{k (=200 wi1) by Q> (tm — tm_l)} ,form=1,...,N.

In the case when the Markov chain (J;);> is reversible, Q is then symmetric and therefore

matrices C,,, for m = 1,..., N, are commutative. Therefore, the joint moment generating
function of (X, — Xiy, -y Xiy_, — Xiy) in (52) equals to

.
(€000, (02,0, (), = (@), (0, (0,
= (), (€, (0, 09

On the other hand, the joint moment generating function of (=X, ¢,y ..., —Xty—ty_,) I8

EJtN {exp [ - uN—lXtN—tN,1 - uN—QXtN_tN72 - UOXtN—t0i| }
N N-1
= EJtN{eXP - (Z ul—l) (XtN —tN_ 1) - <Z Ul—l) (XtN—tN,g —XtN—tN,1>
=1 =1
-t (U/O + ul) (Xthtl - XtN7t2> : EJtN_tl { eXp |:_u0 (Xthto - XtN7t1>:| }}
_ (CN> .. (Cl) ’ (54)
Jen—t1 Ity —tg

34

Jin—tn Jtn—tn_1

to{ CeXp (UO[Xto - XtN] + UI[XH - XtN] +-e-t UN—Q[Xthg - XtN] + uN_l[Xthl - XtN]) }

(52)



where last equality follows by observing that

EJtN,tm {exp [— (i Ul—l) (XtN—tm,l - XtN—tm)] }
(exp {sz (— iul_1> } | +Q <(tN —tm_1) — (v — tm)) )

Jin—tm Ity —tm_1

Jin—tm Ity —tm_1

By the assumption that Markov chain (J;)¢>o is reversible, we have

(JtN—tm JtN—tu T JtN—tN—1> 2 (Jtov Jt17 ) Jth)' (55)

Combining (53), (54), and (55), it follows that

E,

= (), (@) (@), = ()

EJtN { exp [_UN—lXtN—tN,1 - uN_2XtN_tN72 - UOXtN—to} }

Jin—t1Jen—to

Jin—tn Tty —tn_1

In other words, when Markov chain (J;);>0 is reversible, we can conclude that
D
(XtO - XTX? IR XtN_l - XTX) = (_XTX—toa (RS _XTX—tN_l)'
Since the partition {¢y < ... < ty} is chosen arbitrarily, we can apply Kolmogorov’s Extension

Theorem to show that

_ D
max e XTx = max e
0<t<Tx 0<t<Tx

— X1yt

By Lemma B.1, the fractional floating-strike lookback put option in (50) becomes

ST St + i +
—rTy PTx Pt _ n Xe—X1
¢ SQ (7 022}7{} STX 1> SOE (7 022}7%( ¢ 1)

SoE

[ +
_ " X7t
= SE (7 02?7(; e 1) ] ,

indicating that the fair valuation the fractional floating-strike lookback option is essentially
analogous to the fair valuation of the floating-strike lookback put option, albeit under measure

Q.

35

to{ eXp (U’O[Xto - XtN] + U]_[th - XtN] _I_ T + uN—Q[XtN—Q - XtN] + uN_l[XtN—l - XtN]) }

(56)



C Appendix: Numerical Laplace inversion

In this paper, we adopt the Fourier-series method first developed by Abate and Whitt (1992)
on the positive real line and later extended to the entire real line by Petrella (2004), calling
it the bilateral Abate-Whitt algorithm. The benefits of the Fourier-series method are that
the methodology provides error bounds and converges rapidly. We summarize the results of
Petrella (2004) in this appendix.

Denoted by F(a) the Laplace transform of the function F(t) with respect to t € R\ {0}.
Then F(t) can be recovered from F'(«) by the bilateral Abate-Whitt algorithm on R:

eA/? ~(A /2 & ~ A+ 257
Flty = n (F <_)> 0% (F (—>> reu (57)
2t 2t t 21 2t

J=

where i = /—1, A is an arbitrary positive constant controlling the discretization error ey,
and e; = e} + e, with

ef =) eF((25+1)t)  and ey = Y e PAF((25 + 1)t)).

j=1 Jj=—00

Observe that (57) is almost identical to the Fourier-series method proposed by Abate and
Whitt (1992). The main difference here is that the function F' is defined on R, whereas
Abate-Whitt approximation scheme works on the functions defined on R, .

To assess the accuracy of (57), Abate and Whitt (1992) provide the discretization error
bound for the case when ¢ > 0. Assuming that F' is bounded, i.e. F'(t) < C for some C, the
discretization error eq = e of the Abate-Whitt method can be bounded by

-A

e
~ Ce 4,
1—e 4

€d<C

Thus, we should set A large enough to make the error small. However, because of round-
off errors, increasing A would make inversion harder. In practice, Abate and Whitt (1992)
suggest that the choice of A = 18 should produce stable and accurate results. For the bilateral
Abate-Whitt algorithm, Cai and Kou (2011) numerically show that A € [15,55] yields stable
and accurate results.

For the case of (57), Theorem 1 of Petrella (2004) shows that we still maintain exponential
error bounds:

Theorem C.1. Suppose that to € (A/0~, A/20%) and

CH(HH)e2 i gt >0,  forj >0,

_. 58
C=(07)e? 7, 6= >0 for 5 <0, (58)

F((2) + Dto) < {

with 0= > 207 > 0 and CT(01), C~(07) positive continuous functions, we can then obtain
the following exponential bounds for both discretization errors in (57):

e—(A—29+t0)

el =CT(67) [ (A2 10) and e, =C(07)

e_(e_tO_A)

1 _ o (0 to-A)
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As remarked in Petrella (2004), the exponential bounds in Theorem C.1 only exist for the
values of the inversion point on a specific interval. In practice, however, this is not a significant
constraint, as we can often choose an appropriate inversion point by rescaling the inverted
function F'(.). Note that for the case when the Laplace transform is performed on R, as in
the case of Abate and Whitt (1992), no rescaling parameter is necessary and one can simply
follow (57) to invert the Laplace transform on t > 0.

Observe that (57) is an infinite-series representation. To obtain a high degree of accuracy, we
need to add a large number of terms. However, a large number of summands would certainly
hinder the speed of inversion. Fortunately, close inspection of the Abate-Whitt algorithm
reveals that it is in terms of an alternating series, which can be well approximated by an
appropriate binomial expansion. To speed up the inversion procedure, we can modify F'(t)
by using the Fuler algorithm

m

P~ (3 )2 S, (59)

k=0

e4/2 ~ (A ed/2 & ~ (A 4+ 2kri
k=1

By employing the Euler algorithm, we find that any n > 40 and m > 15 produces stable
results. Since the summation involves less than 100 terms, the algorithm is very efficient.

where
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