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Abstract

We study discrete-time models in which death benefits can depend on a stock
price index, the logarithm of which is modeled as a random walk. Examples of such
benefit payments include put and call options, barrier options, and lookback options.
Because the distribution of the curtate-future-lifetime can be approximated by a
linear combination of geometric distributions, it suffices to consider curtate-future-
lifetimes with a geometric distribution. In binomial and trinomial tree models,
closed-form expressions for the expectations of the discounted benefit payment are
obtained for a series of options. They are based on results concerning geometric
stopping of a random walk, in particular also on a version of the Wiener-Hopf
factorization.
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1 Introduction

This paper is dedicated to the celebration of the 65th birthday of Professor Rob Kaas. A
key motivation for this paper is the problem of valuing Guaranteed Minimum Death Ben-
efits (GMDB) in various equity-indexed and variable annuity contracts. In the literature,
the problem is usually studied in a continuous-time setting, e.g., Milevsky and Posner
(2001), Ulm (2006, 2008), and Gerber et al. (2012, 2013). In practice, many actuaries
use discrete-time models (International Actuarial Association 2010). One reason for this
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is that insurance products are monitored periodically. We consider discrete-time models
in this paper.

For t =0,1,2, ..., we model the time-¢ price of a stock or stock index as
S(t) = S5(0)aX®, (1.1)

where a > 1 is a constant and {X(¢)} is a random walk. If {X(¢)} is a simple random
walk, then (1.1) is the binomial tree model popularized by Cox et al. (1979). In this
paper, many explicit results are derived for binomial and trinomial tree models. For ease
of discussion, the length of each period is usually assumed to be one year.

We are interested in evaluating expectations of the form
E[v"*t15(S(0), S(1), ..., S(K,))], (1.2)

where K, is the curtate-future-lifetime (time until the beginning of the period of death)
random variable for a life-age-x, and b is a death benefit function that may depend on
the stock-price history up to time K,. We assume that the death benefit is paid at the
end of the period of death.

Let us give some examples. Consider a GMDB rider that guarantees the following
death benefit payment,

max(S(K,),G), (1.3)
where G is the guaranteed amount. Because
max(S(Ky), G) = S(K,) + [G — S(KL)]+,
the problem of valuing the guarantee becomes the problem of valuing
G = S(KL)]4, (1.4)

the payoff of a put option. Since K, is a random variable, the put option is of neither the
European style nor the American style. It is a life-contingent put option (whose valuation
in a binomial or trinomial tree model can be obtained by applying formula (7.10) below).
Next, suppose that G is not a constant but a fraction, say 90%, of the maximum stock
price from time 0 to time K,. Then the problem is to value the payoff

0.9 x max(S(0), S(1), ..., S(K.)) — S(K.)];. (1.5)

This path-dependent option is called a fractional floating strike lookback put option (which
can readily be evaluated by applying formula (9.19) below). Our third example arises from
the fact that if the stock price rises, a put option such as (1.4) becomes less valuable and
the policy may lapse. Thus, instead of (1.4) we may want to consider the payoff

Tmax(5(0),5(1),....S(Ko))<H) X [G — S(Kz)]+, (1.6)

where () denotes the indicator function and H is a barrier. This is the payoff of an
up-and-out put option, a particular form of barrier options that will be studied in Section
8.



To evaluate (1.2), we assume that the random variable K, and the stock price process
{S(t)} are independent. As shown in Section 5, the distribution function of K, can be
approximated by linear combinations of geometric distributions. Hence, our problem can
be reduced to the evaluation of

E[™15(S(0), S(1), ..., S())], (1.7)

where 7 is an arbitrary geometric random variable independent of {S(¢)}. Also, (1.7) can
be factorized as

E[v™E[b(S(0), S(1), ..., S(7))], (1.8)

where tilde signifies that the parameter value of the geometric random variable 7 is altered;
see (5.5) below. Thus, our problem can be further reduced to the problem of evaluating

E[b(S(0), S(1), ..., S())], (1.9)

for arbitrary geometric random variables 7 independent of the stock price process {S(t)}.
For binomial and trinomial tree models, we have derived explicit expressions for (1.9) for b
being payoff functions of call options, put options, barrier options, and lookback options.

Geometric stopping of a random walk is the discrete counterpart of exponential stop-
ping of a Lévy process. Sections 2 - 4 provide a self-contained exposition of results, which
are the tools for the subsequent sections.

Let M (1) denote the running maximum of {X(¢)} up to time 7. We show that the
random variables M (1) and [X (7) — M (7)] are independent. Hence, under the assumption
that the random walk {X(¢)} is integer-valued, for integers h and j with A > max(0, j),

Pr{X(r) = j,M(r) = h} = Pr{M(r) = h} x Pr{X(r) — M(r) = j — h}.  (1.10)

To determine the two probabilities on the right-hand side (RHS) of (1.10), we find their
probability generating functions by means of the identity

E[zX("] = E[zM"] x E[zX("-M(), (1.11)

Details of this important step are given in Section 3. Similarly, we can find the joint
probability

Pr{X(7) = 7,m(r) = h}, h < min(0, j),

where m(7) denote the running minimum of { X (¢)} up to time 7. These joint probabilities
are useful for valuing barrier options; see Section 8

Many contracts have a finite expiry date. This problem may be handled by means of
the time-honored actuarial method of Esscher transforms; see Section 10.

The Appendix gives two identities in the trinomial tree case for the joint probability
of X(T') = j and M(T) > k, where T, j and k are integers, with 7" and k nonnegative
and k£ > j. In the binomial tree case, these two identities can be found in Féllmer and
Schied (2011).



In deriving our formulas, we do not make any assumption whether the expectation
(1.2) is calculated with respect to a risk-neutral probability measure. With the payoff
being a function of K, we are in an incomplete market situation where there is no unique
choice of probability measure for valuation.

We should emphasize that results in this paper are not restricted to valuing death
benefits. Instead of a time-until-death random variable, we can consider a time-until-
catastrophe random variable, and so on. A key assumption is that such a random variable
is independent of the stock-price process {S(t)}.

There is a relatively large literature about equity-linked annuities. Excellent literature
reviews can be found in Azimzadeh et al. (2014), Bacinello et al. (2011), and MacKay
(2014).

2 Geometric stopping of a random walk
We consider a random walk with initial position X (0) = 0 and independent and identically
distributed (i.i.d.) increments Xy, Xs,... For t = 1,2, ..., the position after ¢ steps is
Xt)=X1+ -+ X (2.1)
Let 7 be a geometric random variable (r.v.) independent of the random walk, with
Pr{r=t}=(1-mr', t=0,1,2,.. (2.2)
Its probability generating function (pgf) is

1—m

Pz)=> Pr{r=t}' = : (2.3)

1—mz

We assume that each step of the random walk takes one time unit. We stop the random
walk at time 7 and are interested in X (7). Its characteristic function is

1—m

E[ein(T)] _ E[E[ein(T)h‘H — E[E[einl]T] — T{eiy&]’

(2.4)

y real. This determines the distribution of X (7). Many actuaries would recognize (2.4)
in the context of aggregate claims and interpret X (7) as a compound geometric r.v. See
(12.2.9) in Bowers et al. (1997) or (9.8) in Klugman et al. (2012).

We are also interested in the record highs and lows of the random walk. Let
M (t) = max{0, X (1),..., X(t)} (2.5)

denote the running mazximum up to step t and, similarly, m(t) the running minimum up
to step t. We are interested in M (7) and m(7). We discuss two basic properties:

1. The random variables M(7) and X(7) — M(7) are independent. This is true
because the conditional distribution of [X(7) — M(7)], given M(7), is the conditional

4



distribution of X (7), given X (t) < 0 for ¢ = 1,...,7, and hence the same for all values
of M(7). To see this, consider the first time t* when X (¢*) = M(7); thus 7 > t* and
[X(t) — X(t")] <0 for t =t*,...,7. Then observe that by the memoryless property of 7,
the conditional distribution of 7 — ¢* does not depend on t*. Similarly, one shows that
m(7) and X (7) — m(7) are independent.

2. The random variables M(7) and X (7) — m(7) have the same distribution. This is
true because M (t) and X (¢) — m(t) have the same distribution for each ¢. To see this,
compare the following,

M(t) = max{0, X, X1+ Xy, ..., X1 +Xo+ ...+ X4},
X(t) —m(t) == maX{07Xt7Xt+Xt_1, ,Xt+Xt_1+...+X1},

and use the assumption that X, Xo, ... are i.i.d. Similarly, one shows that m(7) and
X(1) — M(7) have the same distribution.

From the decomposition

and the two properties above, it follows that, for each real y,
E[e¥X ()] = E[eWMME[eWX (=M™ = EewM D) E[evm™)], (2.6)
which can be viewed as a version of the celebrated Wiener-Hopf factorization.

The proofs for the two basic properties of the geometrically stopped random walk are
accessible if not elementary. For the exponentially stopped Lévy process, two analogous
properties hold. A proof of the first property is much more challenging from a technical
point of view; see Bertoin (1996), Doney (2007), or Kyprianou (2006). Hence, the results
for the geometrically stopped random walk are also helpful for a better understanding of
those for the exponentially stopped Lévy process.

Remark 2.1: Formula (2.6) also follows from an identity due to Spitzer (1954, Theo-
rem 6.1); see also Wendel (1958) and Kesten (1993). Let x4 = max{0,z} and z_ = (—x).
For |w| <1 and |z| < 1, Spitzer’s formula is

[e.9] o0 k
> ' BlwMOMOX0] = exp (Z %{E[wx(k”] + B[zX®)-] — 1}) : (2.7)
t=0 k=1
which can be rewritten as
Z(l . W)WtE[wM(t)ZM(t)_X(t)]
t=0
= exp (f: 7T—I{:{]El[wx(k)*] - 1}) exp (i 7T—k{E[zX(k)*} — 1}) (2.8)
il il

The left-hand side (LHS) of (2.8) is E[w™ () ;MT=X(")] By considering z = 1 or w = 1,
we see that the two factors on the RHS of (2.8) are E[w™ (7] and E[z™(M=X(")]. Hence,
(2.6) is a consequence of Spitzer’s identity.



3 Integer-valued increments

We consider the special case where the increments are integer-valued and between —m
and n (m >1,n>1). Let p; = Pr{X; = j}; we assume p_,, # 0 and p,, # 0. The pgf of
an increment is

Py, (2 Z p;?. (3.1)
j=—m
Note that (2.4) can be written in terms of pgf’s:

1—m

Px(r(2) = TPy (2)

(3.2)

Similarly, (2.6) becomes

Px(7)(2) = Pri(r)(2) Pin(r) (2)- (3.3)

Note that the RHS of (3.2) is a rational function. Let us write it as a ratio of two
polynomials:

= (1 —m)zm
PX(T)( ) g(z) ) (3'4)
where
9(:) = "L = 7Py, ()] = 2" — 7 3 gy (3.5)

is a polynomial of degree m + n. Because for |z| = 1,

n
m-+j
> Pt

j=—m

n

<7 Y il =7 <27, (3.6)

j=—m

m_

|z

it follows from Rouché’s Theorem that g(z) has the same number of zeros, counting
multiplicity, inside the complex disk of radius 1 as the function z™. Denote these m zeros
of g(z) as ay, ..., .. Denote the other zeros of g(z), those with absolute value greater
than 1, as i, ..., B,. Then, it follows from the condition Px(-(1) = 1 that (3.4) can be
written as

P == (T2 (H 2= 5.7)

j=1

The function ¢(z) has exactly two positive zeros, one between 0 and 1, the other
greater than 1. To see this, consider the denominator of (3.2) on the interval (0,00). It
is a continuous function of z, and its second derivative is negative. Thus it has at most
two positive zeros. On the other hand, the denominator is positive for z = 0 and tends
to —oo at each of the two ends of the interval.



Because M (1) > 0,
It follows from (3.3), (3.

and

(r)(2) exists for |z| < 1. Similarly, P (2) exists for |z > 1.
) Ild PM(T)(l) = Pm(.,-)(l) =1 that

Pm(T)(Z) = H 11__%7 (38)
Pucr(z) = [T = (39)

j=1

By expanding (3.8), (3.9) and their product by partial fractions, we can identify the

distributions of M (1),

m(7) and X (7). We assume that the zeros of g(z) are distinct. (If

some of the zeros coincide, the following formulas would have to be amended accordingly.)
Then, (3.9) can be rewritten as

Punte) = 3 10
It follows that
PriM(r) =i} = Z H] A —lgf?)ﬁn Sl (311)
for i = 0,1,2, ... Similarly, we find that
e
for i =0, —1,-2, ... Also,
Prixin = = Z N HZS Zﬁaw rl?ﬁ?él—_ of//% L e
fori = —1,—2, ..., and
P == Z I i HH;é(l(l_—lgﬁ/)ﬂ) G

fori=20,1,2,...

To obtain the joint probabilities, we use properties 1 and 2 in Section 2. For h =

0,1,2, ...

Pr{X(7) = j,M(7) = h} =

and 7 < h we have

Pr{M(r)=h, X (1) — M(1)=j— h}
= Pr{M(7) = h}Pr{X(7) - ()—J—h}

Pr{M(r) = hYPr{m(r) = j — h}, (3.15)



which can be evaluated by means of (3.11) and (3.12). Similarly, for £ =0, —1,—2, ... and
j > k we have

Pr{X(7) = j,m(r) = k} = Pr{m(7) = k}Pr{M (1) = j — k}. (3.16)

If the random walk is skip-free upwards, i.e., if n = 1, there is another way to determine
the distribution of M (7). In this case, the event M (7) > i is the same as the event that
X(t) = i for some t < 7. Write 3 for 8;. We stop the martingale {8X® I 5,} at the
first time t* < 7 when X (¢*) = i, or else at time 7 + 1. Because § > 1, we can apply the
optional sampling theorem to obtain

1= B"Pr{M(r) >i}.

Thus, for: =0,1,2, ...,

P{M(r) 2 i} = ()" (3.17)
and
) 1.1
Pr{M(r) =i} =(1— E)(E)Z’ (3.18)

which is indeed (3.11) with n = 1. For the case where the random walk is skip-free
downwards, i.e., m = 1, we write « for 1, which is a number between 0 and 1. We stop
the martingale {aX([,>,} at the first time ¢* < 7 when X (t*) = i, or else at time 7+ 1.
The optional sampling theorem tells us that

1 = o'Pr{m(r) <i}.

Thus, for ¢t =0,—1, -2, ...,

Pr{m(r) <} = (+)' (3.19)
and
Prim(r) = i} = (1 — a)(é)i, (3.20)

which is (3.12) with m = 1.

Let us look at the exit and overshoot problem for a finite interval. Let k£ be a negative
integer and ks a positive integer. We consider the first time ¢t* < 7 when X (t*) < k; or
X(t*) > kq. Let II}; denote the probability that X (t*) = k; —¢ (i = 0,1,...,m — 1) and
IIy; the probability that X (¢*) = ke +4 (i = 0,1,...,n — 1). For j = 1,2,...,m, applying
the optional sampling theorem to the martingale {C(j((t)[ (r>1)}, We see that

m—1 n—1
> Mot 4> el =1, (3.21)
1=0 =0



Similarly, for j =1,2,...,n,
m—1 A n—1 .
D MBIyt =1 (3.22)
i=0 i=0

These are m + n linear equations for the Ily;’s and Ily;’s.

Remark 3.1: We note that Pr{r >t} = 7" can be interpreted as a t-period discount
factor. Thus the II;;’s and Ily;’s have an alternative interpretation as discounted proba-
bilities of the overshoot at the time of the first exit from the interval. They can be used
to compute the expected penalty or reward, if they are functions of the overshoot.

4 The trinomial tree model

In this section we consider the special case m = n = 1. Then the zeros of g(z), defined
by (3.5), are the zeros of the quadratic polynomial

mp12® — (1 —7po)z + Tp_1. (4.1)

We simplify the notation for the zeros by using the symbols a for a; and g for 5;. Note
that
O<a<l<p.

Formula (3.2) can be written as

Pxo(s) = T (1.2
From (4.2) or from (3.13) and (3.14) we see that
Pr{X(r)=j} = Ca™, j=—1,-2, .., (4.3)
Pr{X(r)=j} = Cp77, j=0,1,2, .. (4.4)
with
o 1-a)B-1) (4.5)

08—«

Thus X (7) has a two-sided geometric distribution.

Formulas (3.17) - (3.20) are of course valid in this special case. From (3.15), (3.18)
and (3.20) we obtain

Pr{X(r) =, M(r) =} = (1 = )1 = ) ()" (1.6

for h=0,1,2,... and 7 < h. Then, for £k =0,1,2,...
CHE) i<k, (4.7

PHX(r) =M 2k ={ ¢
Cl5), if § > k. (4.8)



Similarly, for £ =0, —1, -2, ... one finds that

yE i >k, (4.9)

™|~

CEN
Pr{X(7) =j,m(r) <k} = 1

- o=y, ifj < k. (4.10)

From (4.4) with j = 0 we see that C' = Pr{X(7) = 0}. More generally, it follows from
(4.7) and (3.17) that

C = Pr{X(r) = k|M(r) > k}, (4.11)
k=0,1,2,... Similarly,
C = Pr{X(r) = —k|m(r) < —k}, (4.12)
k=0,1,2,.. If (4.11) is written as
Pr{X(r) = k|M(r) > k} = Pr{X(r) = 0}, (4.13)

it also holds for skip-free upward random walks. To see this, consider the first time when
X(t) = k and use the memoryless property of 7. Similarly, if (4.12) is written as

Pr{X(7) = —klm(1) < =k} = Pr{X(7) = 0}, (4.14)
it also holds for skip-free downward random walks.

From (4.1), we have

af = -1 _ Pt (4.15)
™1 b1
It follows from (4.7) and (4.4) that for £k > 0 and j < k,
1 )
Pr{X(r)=j,M(r) = k} = C(a/@)k_](g)%_]
_ (%)k_jPr{X(T) =2k — j}. (4.16)
1
Similarly, it follows from (4.7) and (4.3) that for £ > 0 and j < k,
Pr{X(r) = j, M(r) > k} = (22" Pr{X(r) = —(2k — j)}. (4.17)

P-1

If po = 0 (the binomial tree case) and if 7 is replaced by a positive integer, the identities
(4.16) and (4.17) can be found in Lemma 5.48 on page 298 of Follmer and Schied (2011).
In the next section, we shall see that the distribution of any nonnegative-integer-valued
random variable can be approximated by linear combinations of geometric distributions.
Hence, 7 in (4.16) and (4.17) can be replaced by any nonnegative-integer-valued ran-
dom variable independent of {X(¢)}. A derivation of (4.16) and (4.17) by means of the
reflection principle and the method of Esscher transforms can be found in the Appendix.
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Consider 0 < j < k. Dividing (4.7) by (4.4) yields
Pe{M(r) > I X(r) = j} = (a/B). (4.13)
Similarly, it follows from (4.9) and (4.3) that
Pr{m(r) < —k|X(r) = —j} = (a/B)* . (4.19)
Consequently, for j =0,1,2,... and k > 7,
PE{M(r) = K[X(r) = j} = Pe{M(r) = k — jIX(7) = 0}, (4.20)
Pr{m(r) < —k|X(7) = —j} = Pr{m(r) < —(k = j)|X(7) = 0}.  (4.21)

Identity (4.20) holds more generally for random walks that are skip-free upwards. To
see this, consider the first time when X(¢) = j and use the memoryless property of
7. Similarly, identity (4.21) holds more generally for random walks that are skip-free
downwards.

Finally, let us consider the exit problem of Section 3 in the special case m = n = 1.
Let II; be the probability that X (¢) reaches k; before or at time 7, and before X (t) = k.
Similarly, TI5 is the probability that X (¢) reaches ks before or at time 7, and before
X(t) = k1. According to (3.21) and (3.22)

I0f + Ie™ = 1, (4.22)
I, 8% + 1,88 = 1. (4.23)
It follows that
/Bkz _ Oék2
Hl akl/@k2 . OékZ/Bkl 9 (424)
k1 _ Rk1
m - 9 =0 (4.25)

okt B/Q _ akzﬁ/ﬁ

Note that

1\"
kg—)oo (0%

which is consistent with (3.19), and that

1\*
kllir{loo H2 - (E)

which is consistent with (3.17).

5 The valuation problem and its reduction

We now turn to the evaluation of expected discounted values of the form (1.2). In a first
step we choose an appropriate time unit. Let K, denote the curtate-future-lifetime r.v.
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(measured in number of time units) for a life-age-x. Upon death, a benefit payment B
is payable at time K, + 1. We assume a constant rate of interest and denote by v the
discount factor per unit time. The general goal is to calculate

E[v"*'B] = Y "Pr{K, = n}v""'E[B|K, = n], (5.1)

n=0

the expectation of the discounted death benefit payment.

The random variable B depends on a stock index or stock price, the time-t value of
which is denoted as S(t), ¢ = 0,1,... In general, B can be a function of S(0),S(1),...,
S(K,),

B =b(5(0),S(1), ..., S(Ky)). (5.2)
We assume that K, and {S(t); t =0, 1,...} are independent.

The distribution of K, can be approximated by distributions that are linear combina-
tions of geometric distributions:
Pr{K, =n} =~ ch(l -y, n=0,1,2,.., (5.3)
J
with >, c; = 1. (Note that some of coefficients cy, ca, ... can be negative.) To see this,
consider the future-lifetime r.v. T,. It is well-known (Dufresne 2007a, 2007b; Ko and Ng
2007) that its distribution can be approximated by distributions that are linear combina-
tions of exponential distributions,

Pr{T, > t} = che_)‘jt, t>0,
J

with > ¢; = 1. Then,

Pr{Kaj = n} = Pr{n S TJ) <n + 1} ~ ZC]<]- _ e—Aj)(e_)\j)n‘

J
With the substitution 7; = e™% this yields (5.3).

As a consequence of (5.3), it suffices to consider the reduced problem where K in (5.1)
is a geometrically distributed r.v. 7 which is independent of {S(¢)}, that is, to calculate

E™B] =Y (1—m)x"v""'E[B|r =n. (5.4)

n=0

We can simplify the problem by one more step:

E[v"*'B] = ”1(1_—_1}:) > (1 —wm)(vm)"E[B|r = n]
_ v(l — W)E[B]

1—vm

= Ep™YE[B]. (5.5)

12



Formally, there is no discounting in the expectation E[B] But note that the expectation
is taken with respect to the geometric distribution with parameter vm instead of 7. Some
actuaries would recognize this change of distribution as an Esscher transform. We shall
refer (5.5) as a factorization formula. See also Remark 10.4.

Remark 5.1: There is a more general factorization formula for the LHS of (5.1). We
note that

E[v"~*'B] = E[p"*'] x Y Pr{K, = n}E[B|K, = n] (5.6)

n=0

with the changed probabilities

—~ v"Pr{K, = n}
Pr{K, =n}= Bjoke] , n=20,1,2,.. (5.7)
Hence,
E[v% =t B] = E[v%=*!] x E[B], (5.8)

where the last expectation is taken with respect to the changed probabilities (5.7).

6 The stock price model

To complete the description of the problem, we specify the model for {S(t); t =0,1,2,...}.
In the rest of this paper, we assume that for some a > 1,

S(t)=S(0)a*®,  t=0,1,2,.., (6.1)

where {X(t); t =0,1,2,...} is a random walk of Section 4. That is, we assume a trinomial
tree model for stock price movements. (Many authors write a as w and 1/a as d.) Thanks
to the factorization formula (5.5), we can use the results of Section 4, if 7 is replaced by
vm. The quadratic polynomial (4.1) is replaced by

vrp12? — (1 — vmp)z + vmp_y. (6.2)

In this section, we abuse notation to also denote the zeros of (6.2) as aw and 3, 0 < o <
1 < 8. Note that a and § are the two values of z for which the stochastic process,

{0 XD 5y, t=0,1,2...},
is a martingale.

As a first example, we consider B = S(7). By (5.5) and (4.2) with z = a, we have

Bl 5] = s
— —”fl__UZ)S(O)E[aW]
— 5(0) v — ) (6.3)

1 —vm(pra+ po + p_1a=t)’
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In order that this is finite, we assume here and in the following that
vr(pra+po +p_1a”t) < 1, (6.4)

or equivalently, that 8 > a; recall that 3 is the larger of the two zeros of (6.2) and that
a > 1. Note that by (3.7), the expectation E[a*(")] is also

-a)B-1)
(a—a)(f—a)

If v is the one-period risk-free discount factor, p1, po and p_; are risk-neutral probabilities,
and the stock pays no dividends, then (6.4) reduces to = < 1, which is always true.

The Brownian motion can be approximated by (and obtained as a limit from) trinomial
random walks. Let {WW(¢), t > 0} be a Brownian motion with drift ;4 and diffusion
coefficient . A first idea is to construct a crude approximation for W (¢) by using X (|t]),
where k£ = Ina > 0 is the amplitude of the jumps. Here, |z | denotes the greatest integer
less than or equal to x. Matching the first two moments of W (1) and X (1) yields two
conditions:

—Kp—1 + Kp1 = U, KPp_1 + KPp1 = 0% + pP.

The second condition means

2 2
PR i (6.5)
1 —po
The first condition is satisfied by setting
l—py p l—po
= _ B - iy 6.6
P-1 5 ot Pt 5 + o (6.6)
If we impose the additional condition of matching third moments,
—k’p_1 + KPpr = 3po® + 417,
then the solution is unique, with
202
= —. 6.7
Po= 33 + p? (67)
A better approximation can be expected, if W (t) is approximated by
rX ([nt]), (6.8)

with n sufficiently large. (Of course, k depends on n.) To use (6.5) and (6.6), we must
replace p by p/n and o2 by 0?/n on their RHS. As n is large, it is reasonable to set

g

K= (6.9)

vn(l —po).
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Hence (6.6) becomes
N St L N VA S T St L AV 1)
- 2 20/n 2 20/n

We would mention two prominent special cases. The first case is the binomial tree of Cox
et al. (1979, p. 249). Here, po = 0, and (6.9) and (6.10) become

¢T 1 p [1 Lon 1
K=04/— -1= 5~ 5-\/= =5 T 5 \/ -
o P T TV T T as
The second case is the trinomial tree of Hull (2012, p. 444), where the value of pg is

determined by considering (6.7), with p replaced by p/n, o2 replaced by ¢?/n, and n
sufficiently large. Thus, py = 2/3, and

%? 1 o /3 L,op [3
k=o04]— === == =4 —4/—.
n’ P-1 6 60V n’ P 6 60V n

Results in Gerber et al. (2012) can be obtained as limits from results in this paper by
considering

(6.10)

S(t) = S(0)erXnth, t>0,

with x defined by (6.9) and the probabilities of down and up moves given by (6.10). This
continuous-time stock price model has up to n jumps per unit time. Formulas in this
paper are usually given for the case of one period per unit time. Hence, we would replace
v by /" =9/ and 7 by 7!/ M7 where 6 denotes the force of interest and \ is

the parameter of the exponential stopping time in the continuous model in Gerber et al.
(2012).

= € = €

Remark 6.1: Consider the geometric two-Poisson stock price model,
S(t) = S(0)erN2O)-MMI 4 > (6.11)

where Ni(t) and Ny(t) are independent Poisson processes with parameters \; and Ay,
respectively. The two-Poisson process can be obtained as a limit of trinomial random
walks by setting

p_lz)\l/n, p1:>\2/7’L, pozl—()\1+)\2)/n. (612)

Thus several results of this paper can be used to obtain results for the geometric two-
Poisson stock price model. Of course this model is not nearly as popular as the classical
geometric Brownian motion model. But note that the latter can be obtained as a limit
from the former. For example, set

0% — kL

2k2 7

o? + KU
2k2

/\1:

)\2:

K — 0. (6.13)
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7 B a function of S(K,)

Consider a death benefit payment B that is a function of the stock index at the beginning
of the time interval in which (z) dies,

B = b(S(K,)) (7.1)

for some function b(s). Because of the approximation formula (5.3) and the factorization
formula (5.5), it is sufficient to calculate

BB = EIS())
=Y KSR = 1)

j—foo

:Zb aJC’on—l—Zb 0)a)CB. (7.2)

j_—OO

The last equality is due to (4.3) and (4.4). We introduce the function
Ev(s) = E[b(sa* )], s> 0. (7.3)

Then the expectation E[B] can be written as &(S5(0)). We shall now consider some special
cases where the RHS of (7.2) can be simplified.

For b(s) = I(s<k), the payoff function of a cash-or-nothing put option, it follows from
(7.2) that

¢ Ul if S(0)> K
&(5(0)) = S sy . ’ (7.4)
1-c8+, if S(0) <K,
where
¢ = [log, 575 (7.5)

is the integer part of log, %.

For b(s) = sls<k), the payoff function of an asset-or-nothing put option, it follows
from (7.2) that

w“m:{ggﬁ?gmﬂ%£i f 0 n (7.6
By (2.4),
BIS(r)] = S0 (1.7
in the trinomial tree model, and
E[S(7)] = S(0)———— (7.38)




in the binomial tree model.

For the put option with exercise price K, b(s) = (K — s);. Instead of determining
E(S(0)) by (7.2), we can use the identity

(K — S)+ = KI(ng) - Sj(ng)' (79)
Hence,
KOOl _ go)cleler if S(0)> K,
O = { e (1/19)@(“) o @By v (7.10)
K—KOW—E[S(T)]-FS(O)CW, if S(O) SK,

the difference of K times (7.4) and (7.6).

For b(s) = I(s>k), the payoff function of a cash-or-nothing call option, it follows from
(7.2) that

cal if S(0) <K
_ _/67 —_ 9
&SWD—{l_d%% it S(0) > K. (7-1)

For b(s) = slis>K), the payoff function of an asset-or-nothing call option, it follows
from (7.2) that

[ s if 5(0) < K,
&ww»_{maﬂ—S@oﬁ%, it S(0) > K. (7.12)

For the call option with exercise price K, b(s) = (s — K),. Instead of determining
E(S(0)) by (7.2), we can use the identity

(s = K)y = slis>r) — Klis>k).- (7.13)
Hence,
SO0y — KO if S(0) < K,
gb(S(())) = (a/a)Z (1/a)e X (714)
E[S(r)] — S(0)0{%r, — K + KO, if $(0)> K,

the difference of (7.12) and K times (7.11).

Remark 7.1: As a check, note that the difference between the RHS of (7.14) and
that of (7.10) equals E[S(7)] — K, in accordance to put-call parity.

8 Barrier options

For the knock-in options, B = b(S(K,)) if the stock price reaches one or two predetermined
barriers before or at time 7; otherwise B = 0.
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First we consider a double barrier option with barriers L < U and initial stock price
S(0) with L < S(0) < U. We may assume that

L
kl :loga(_)a kQ

50 (8.1)

U
= 1Oga(m)

are integers. The probability that the stock price first reaches the lower end L of the
barrier interval, and that this takes place before or at time 7, is I1; given by (4.24). At that
time, because of the memoryless property of the geometric distribution, the conditional
expectation of B is &,(L); where &y(s) is defined by (7.3). Similarly, the probability that
the stock price first reaches the upper end U of the barrier interval, and that this happens
before or at time 7, is Il given by (4.25). Then the conditional expectation of B is &(U).
Hence, by conditioning we find that

E[B] = IL&(L) + ILE(U). (8.2)

We remember that for the call and put options, closed-form expressions are available for
Ev(s); see (7.10) and (7.14).

Now we turn to the single barrier options. The down-and-in option comes into exis-
tence if the stock price reaches the level L before or at time 7, the probability of which is
given by (3.19) with £ = k;. Thus

E[B] = a™™&(L). (8.3)

In contrast, the up-and-in option comes into existence if the stock price reaches the level
U before or at time 7, the probability of which is given by (3.17) with k& = ky. Thus

E[B] = p7&,(U). (8.4)

We note that (8.3) and (8.4) can be obtained as limiting formulas from (8.2), if U — oo
or L — 0, respectively. Also, (8.3) holds more generally for random walks {X(¢)} that
are skip-free downwards; as in Section 3, a stands for ay. Similarly, with g = 51, (8.4)
holds more generally for random walks {X (¢)} that are skip-free upwards.

A knock-out option exists at time 0 and goes out of existence when the stock price
reaches the predetermined barrier(s). The payoff B of a knock-out option is the payoff of
the corresponding ordinary option reduced by the payoff of the corresponding knock-in
option. From this and (8.2) - (8.4) it follows that

E[B] = &(5(0)) — ILi&(L) — IL&(U) (8.5)
for the knock-out double barrier option,
E[B] = &,(5(0)) — ILé&(L) (8.6)
for the down-and-out option, and
E[B] = &(5(0)) — IL&(U) (8.7)
for the up-and-out option.
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Remark 8.1: Let 6; = log,(«) and 6y = log,(/3). It then follows from (8.1) that

with which the dependence on the current stock and barriers in (8.3) and (8.4) can be seen
more clearly. It turns out that 6, and 6, are the two values of 6 for which the stochastic
process,

{IS) >y, t=0,1,2,...}, (8.9)

is a martingale. Stopping these two martingales at the first time when S(t) reaches L or
U, and using the optional sampling theorem, we obtain

S(0) = LU, + U,
S(0)%2 = LP11, 4+ U%IL,.

By Cramer’s rule,

S(0)? Ugl}

det [
S(0)02 -
I, = (0) (8.10)

01 0.7 °
det [L U }

L% yb-
L 5(0)"
det |:L92 5(0)92

L yhl
det [L92 U(’J

which are more meaningful than (4.24) and (4.25) in the context of the stock price reaching
a barrier. From (8.10) and (8.11), we can immediately see that if S(0) = L, we have IT; =1
and II, = 0, and if S(0) = U, we have II; = 0 and Il = 1.

Remark 8.2: For the single barrier options the expected payoff can also be obtained
from (4.7) - (4.10). For example, for the up-and-in option, it is

o0

Z b(S(0)a!\Pr{X (1) = j, M(7) > ky}

= 3 6(S0))Ca (%) + 3 b(S(0)a))CB. (8.12)

j=—o0 b j=hat1
To see that this is the same as (8.4), rewrite (8.4) as

E[B] = p7"2£,(5(0)a")
and apply (7.3) and (7.2).

Remark 8.3: In general, out-of-the-money put and call options can be viewed as
single barrier options, with the barrier being the strike price. For example, the out-
of-the money call option in Section 7 is an up-and-in barrier option with U = K and
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b(s) = (s — K)4. Let us check that the two expressions for E[B] are indeed equivalent.
We start with the upper expression on the RHS of (7.14). It follows from (7.5) and (8.1)
that ¢ = ky. Because S(0)a‘ = K, the expression can be written as

gt ko8 _ e 118 (8.13)

T—a/f  CT-1/B)

With S(0) = K in (7.14) and in (7.5), we see that the expression inside the bracket of
(8.13) is & (K). Thus, for S(0) < K, we have

E(S(0)) = B~ E(K),
which is the RHS of (8.4) with U = K.

Remark 8.4: In addition to knock-in and knock-out options, there is a third kind
of barrier options known as rebate options. A rebate option makes a fixed payment, if
the stock price reaches a barrier before the option expires. The payment is made at the
moment when the barrier is reached. (If the payment is made at the expiry date, the
option is called a deferred rebate option.) With a and 3 being the zeros of (6.2), a=*
is the expected present value of the contingent payment of 1 from a down rebate option
if level L is reached before or at time 7, and 72 is the expected present value of the
contingent payment of 1 from an up rebate option if level U is reached before or at time
7. (Also note (8.8).) Similarly, II; and Il, are also expected present values of rebate
payoffs. Rebates are usually associated with knock-out options, as compensations when
the options are knocked-out. Here, we can use the concept of rebate options to value
knock-in options because 7 has the memoryless property.

Remark 8.5: Barrier options can be used to incorporate lapses and surrenders. As
we discussed in the Introduction, a put option becomes less valuable as the stock price
rises. Because the policy may lapse, we might consider the up-and-out put option payoff
(1.6), which can now be rewritten as

Ls@yam ko <y X |G — S(Ky)]+ (8.14)

Of course, the value of (8.14) is lower than that of (1.4). The higher is the stock price, the
more likely a policy will lapse. A refinement of (8.14) is a weighted average of up-and-out
put option payoffs,

ZWJ’I(S(O)aWszHj) x |G = S(Ky)l+, (8.15)
J

where S(0) < Hy < Hy < H3 < ... and 7y, 7o, 73, ... are positive numbers that sum to one.
Two recent publications that extensively discuss lapses and surrenders are Campbell et
al. (2014) and MacKay (2014).

Remark 8.6: In practice, the price of the underlying asset of a barrier option or
lookback option is not monitored continuously, but periodically. This is certainly an
argument in favor of a discrete-time model.
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9 Lookback options

Many equity-indexed annuities contain lookback, high water mark or low water mark
options (Streiff and DiBiase 1999; Tiong 2000). In this section we provide closed-form
formulas for various lookback options.

9.1 Fixed strike lookback call option

The benefit payment or payoff B is

[max(H, max S(t)) — K], = [max(H, S(0)a™™) — K],. (9.1)

0<t<r

Here, H is a positive constant with H > S(0); it can be interpreted as the maximum
level of the stock’s historical (¢ < 0) prices. To value this payoff, we need to distinguish
whether the strike price K is higher or lower than the historical maximum price H, that
is, we need to distinguish whether the option is out-of-the money or in-the-money.

For the out-of-the-money case (K > H), the payoff (9.1) simplifies as

[S(0)a™™ — K], (9.2)
By (3.18),
B[S©a"? - K]] = [5(0)a" — K](8 - 15~
k=(+1
B L@/ 1
= SO =Tz ~ KW (9.3)

For the in-the-money case (K < H), the payoff (9.1) is
max(H, S(0)a™™) — K. (9.4)
By rewriting (9.4) as
H— K +1[S(0)a™™ — H], (9.5)
and using (9.3) with K replaced by H, we find that the expectation of (9.4) is

B —1(a/B)™

H—K+80== 15 -

— H(1/B)". (9.6)

9.2 Fixed strike lookback put option

The benefit payment or payoff B is

[K — min(H, min S(t))]; = [K — min(H, S(0)a™™)],. (9.7)

0<t<r
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Here, H is a positive constant, with H < S(0); it can be interpreted as the minimum
level of the stock’s historical (¢ < 0) prices. To value this payoff, we need to distinguish
whether the strike price K is lower or higher than the historical minimum price H, that
is, we need to distinguish whether the option is out-of-the money or in-the-money.

For the out-of-the-money case (K < H), the payoff (9.7) simplifies as
K — S(0)a™™)],. (9.8)

By (3.20),

a/o ¢
B[~ S(0)a" )] = K(1/a)' = SO0 - a){ 9.9)

For the in-the-money case (K > H), the payoff (9.7) is
K —min(H, S(0)a™) = K — H + [H — S(0)a™],, (9.10)

whose expectation is

K—H+H(1/a)£—5(0)(1—a)M. (9.11)

9.3 Floating strike lookback call option

The benefit payment or payoff B is

S(7) — min(H, min S(t)), (9.12)

0<t<r

where 0 < H < S(0). By comparing (9.12) with the LHS of (9.10), we see that the
expectation of (9.12) is (9.11) with K replaced by E[S(7)], namely,

a/o ¢
E[S(T)] — H + H(1/a)" — S(0)(1 — a) 1(_/Q>/a. (9.13)

9.4 Floating strike lookback put option

The benefit payment or payoff B is

max(H, max S(t)) — S(7), (9.14)

0<t<r

where H > S(0). By comparing (9.14) with (9.4), we see that its expectation is (9.6) but
with K replaced by E[S(7)]. The result is

B—1(a/p)*
B 1—ajB

H — E[S(T)] + S(0) H(1/8) (9.15)
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9.5 Fractional floating strike lookback call option

The benefit payment or payoff B is

[S(7) =y min S+ = S(0)[a™™ —ya™],

0<t<r

— S(o)am(T) [a(X(T)—m(T)) — 4+, (9.16)

where v > 1. By noting that m(7) and [X(7) — m(7)] are independent and by applying
(9.3), the expectation of (9.16) is

L= [B1(a/f)ts
l—afa| B 1—a/p

5(0) —y(1/B)leEanl . (9.17)

9.6 Fractional floating strike lookback put option

The benefit payment or payoff B is

[y max S(t) — S(r)l+ = S(0)[ya™™ — a* V], = $(0)a™ D[y — a*¥O7HOL - (9.18)
where 0 < v < 1. By noting that M(7) and [X(7) — M(7)] are independent and by
applying (9.9), the expectation of (9.18) is

p-1 y(1/o)llega) — (1 — Q)W

S((Dﬁ—a 1—a/a |

(9.19)

9.7 High-low option

The high-low option is also called the length-of-range option. Its benefit payment or
payoff B is

max(H, max S(t)) — min(H, OrglgTS(t)), (9.20)
where 0 < H < S(0) < H. The parameters H and H can be interpreted as the past
stock-price minimum and maximum, respectively. We note that the payoff (9.20) is the

sum of (9.14) with H = H and (9.12) with H = H. Hence it follows from (9.15) and
(9.13) that the expectation of (9.20) is

= B —1(a/B)"

H + 5(0) 5 1_ad — H(1/8)"!
4
— H+ H(1/a) - S0)(1 - a) 1(‘1/ ?/a (9.21)
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10 Expiry at time T

Suppose that b(S(K,)) is payable at time K, + 1, provided that K, < T, where T is a
fixed positive integer. This is the situation of a T-year term insurance contract. Because
of (5.3) and (5.5), it is sufficient to determine

Bo(S(T)r<n)] = E[B(S(7))] = EBS(T) L(z>1)]- (10.1)
The last term in (10.1) is
Eb(S(t)z>n)] = Pr{r = T}EB(S(7))|T = T]

= 7 EB(S(T)aX XD - > T
= 7 EE[D(S(T)aXD=XD) 7 > T, 5(T)]).

Because 7 has the memoryless property and is independent of the random walk {X(¢)},
we see that

E[b(S(T)a™ =X D) |7 > T, S(T))
= E[b(S(T)a*"))|S(T)] = &(S(T)), (10.2)

where 7% has the same distribution as 7 and is also independent of { X (¢)}. Hence
ED(S(r)r2m)] = 7 E[&(S(T))]. (10.3)
So the remaining task is to calculate E[&(S(T"))].

For each of the b(s) functions considered in Section 7, a formula for E[&,(S(T))] is
given below. These results will be explained and justified after this paragraph. For

b(s) = I(s<k),

E[&(S(T))] = C%E[aX(T)]Pr{S(T) > K;a}
+ Pe(s(r) < ) - YR Ipes() < Ko (100

where £ is defined by (7.5). For b(s) = sl(s<k),
El&(S(T))] = C%S(O)E[QX(T)]PF{S(T) > K;al
+ E[S(N)]E[a*DPr{S(T) < K;a}

ol >/5 SOEEYDIPS(T) < K58} (10.5)

For b(s) = (K — s)4,

E[&(S(T))] = C {K% — S(O)%} E[a*DPr{S(T) > K; a}
(a/B)! (1/8)+
T—a/s " 1-1/8
+ KPr{S(T) < K} — E[S(T)]E[a*DPr{S(T) < K;a}.  (10.6)

s cfso el mIpnisir) < x:)
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For b(S) = ](5>K)7

(1/8)
I 1/5

+ Pr{S(T) > K} — (J(l/al E[aXDIPr{S(T) > K;a}. (10.7)

B[&(S(T))] = C E[XTPr{S(T) < K; 5}

For b(s) = sl(s> k),

(@/5)ngl X(T)1py )
L a5 SOEFTIPHS(T) < K )

+ E[S(1)]E[a*D)Pr{S(T) > K;a}

E&(S(T)] = C©

— C1<‘i/z);aS(O)E[aX(T>]Pr{S(T) > K;al. (10.8)

For b(s) = (s — K)4,
(a/B) —(1/B)*
T—a/p 1178

+C {K% — 5(0)%} E[o®*DPr{S(T) > K;a}

— KPr{S(T) > K} + E[S(7)]|E[a*D]Pr{S(T) > K;a}. (10.9)

E[&(S(T))] = O[Sm) }E[/BX”)]Pr{S(T)sm/B}

We shall now explain these results. The probabilities in (10.4) - (10.9) refer to Esscher
transformed probabilities of X (T). For h > 0, they are defined by

Pr{X(T) = j: h} = WPr{X(T) = j}/E[r*T]. (10.10)
An immediate consequence is the factorization formula for Esscher transforms:
B[O £(X (7)) = B OJELF(X(T)); h]. (10.11)
See Gerber and Shiu (1994). Note that
E[RXD] = (E[p™))T, (10.12)

which is (p1h+po+p_1h~1)T in the trinomial tree model and (ph+q¢h~1)T in the binomial
tree model.

Because E[&£,(S5(0))] = &(5(0)), it is no surprise that with 7' = 0, formulas (10.4) to
(10.9) are (7.4), (7.6), (7.10), (7.11), (7.12), and (7.14), respectively. For the converse,
i.e., for deriving the formula for E[&,(S(T"))] from the corresponding &,(S(0)) formula, we
evaluate

E&(S(T))] = E[&(S(T)) L sery<k)| + EE(S(T))Is(1)>K)]- (10.13)
Because S(0) is to be replaced by S(T) = S(0)a*X™), ¢ is replaced by
Lloga S T)J = I_loga S + loga 5((3’)J = Lloga S )J X(T) = E - X(T)
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As an example for the verification, we now show how the first term on the RHS of
(10.4) follows from the first line of (7.4). Here, b(s) = I(s<x). We have indeed

E[&(S(T)(s(ry>x))

1 V4
= C—(1/ ) Ela®® Isirysx)]

= C(f/—yE[aX(T)]Pr{S(T) > K;al. (10.14)

Remark 10.1: As a check, note that the difference between the RHS of (10.9) and
that of (10.6) equals

E[S(m)]E[a*™] - K = E[S(T)|E[«*""] - K,
in accordance to put-call parity.

Remark 10.2: Under the Esscher transform, the increments {X;} remain i.i.d, with
modified probabilities

. h? . h?
Pr{X; = jih} = WPY{)Q =J} = Bl (10.15)

In the binomial tree model, the modified probabilities are

_ph
ph +qgh~t’

qh™!

Pr{X; =—-1;h} = (10.16)

Remark 10.3: The factorization formula (10.11) remains valid if f(X (7)) is replaced
by a function that depends on X (1), X(2), ..., X(T'). For example, the function can depend
on M(T) or m(T) or both. Let us write such a function or functional as fr(X). Then,

BT f7(X)] = ERXEf7(X); ). (10.17)

Remark 10.4: It follows from the law of iterated expectations and formula (2.2) that

E[RX™)] = E[E[RV]7] = %EE;X] (10.18)

Thus, the factorization formula (10.17) can be generalized as

E[RX) f,(X)] = B[R OIELS, (X0 4, (10.19)
where, however,
Pr{r=t;h} = (1 —m)(m)", t=0,1,2, .., (10.20)
with
T, = TE[h]. (10.21)
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Here, o« and 8 are replaced by «/h and [3/h, the solutions of

E[(hz)™]

] = 7 x E[(h2)*].

1 =7, x E[z*; h] = m, x

If 7, < 1, we still have ao/h < 1 < /h. From condition (6.4), we have 7, < 1.

Remark 10.5: As an application of (10.19), let us show that we can derive the asset-
or-nothing call option formula (7.12) from the cash-or-nothing call option formula (7.11).
From (10.19) we have

E[S(T)I(s(r)>K)) = E[S(7)|Pt{S(7) > K;a}. (10.22)
Comparing (7.12) with (7.11) and noting (4.5), we see that it remains to show

(1-aah)(Ba™" — 1) (1-a)(B-1)

Ba=! — aa?! B—a ’

E[S(7)]

= 5(0)

or

Bl = = e,

which corresponds to (3.7) with m =n =1 and z = a.

11 Conclusion

The goal of this paper is the valuation of the expected present value of death benefits
that are a function of the price or price history of a stock or stock fund. The logarithm of
the stock price process is modeled as a discrete random walk. The policyholder’s future
lifetime is assumed to be independent of the stock price process. Because the distribution
of the curtate-future-lifetime random variable can be approximated by linear combinations
of geometric distributions, it suffices to consider curtate-future-lifetimes with a geometric
distribution. That is, the evaluation problem reduces to the special case where the force
of mortality is constant. A key tool is a discrete-time analog of the continuous-time
Wiener-Hopf factorization approach used in Lévy processes exit problems. The paper is
self-contained, as the theoretical machinery needed in the discrete model is much simpler
than that in the continuous model. For binomial and trinomial tree models, we have
derived closed-form formulas for the expected present value of the following options that
are exercised at the end of the period of death: call options, put options, barrier options,
and lookback options. Option Greeks and higher moments can also be readily determined.

The evaluation of equity-linked insurance and annuity products normally requires the
use of computer systems. Closed-form formulas are especially useful for testing whether
the computer system has been programmed correctly.
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Appendix: Joint distribution identities in the trino-
mial tree model

In this Appendix, we derive two identities, which are equivalent to (4.16) and (4.17), by
means of the reflection principle and the method of Esscher transforms. As in Section 4,
we consider the trinomial tree model. Let T, k and j be integers, with 7" and £ being
nonnegative and k > j. The two identities are:

Pr{X(T) = j,M(T) 2 k} = (p-1/p)"’Pr{X(T) = 2k — j}, (A1)
Pr{X(T) =5, M(T) 2k} = (p1/p-1)"Pr{X(T) = —(2k - j)}. (A.2)

First, we consider the symmetric trinomial tree case, i.e., py = p_1. Then, by the
reflection principle,

Pr{X(T) =j, M(T) 2 k} = Pr{X(T)=k+(k—j)}
= Pr{X(T) =2k - j}. (A.3)

Because p; = p_1, we also have the identity
Pr{X(T) = j, M(T) > k} = Pr{X(T) = —(2k — j)}. (A4)

Next, we consider the general trinomial tree case (i.e., p; is not necessarily the same as
p—1). We use the method of Esscher transforms. Formula (10.15) means

Pr{X; = j;h} o< h'p;. (A.5)
Hence, under the Esscher transform indexed by the parameter
b = \/p-1/p1, (A.6)
the r.v. X; is symmetric, i.e.,
Pr{X; =1;h"} = Pr{X; = —1;h"}.
Let { X7} denote a sequence of i.i.d. r.v.'s with
Pr{X; =n} =Pr{X; =n;h"}. (A7)
Note that
Pr{X; =n;1/h"} = Pr{X; = n}. (A.8)

Define X*(t) = 22:1 X7 and let M*(t) denote its running maximum up to time ¢. Then
identities (A.3) and (A.4) are valid with X (¢) replaced by X*(¢) and M (t) replaced by
M*(t). Now,
Pr{X(T) =5, M(T) = k} = Ellx@)=jm@)znm)
= E[1—()( (T)=4,M* (T)>k)’ '1/h*]
[(1/h*>X* [(X (T) *(T)>k)]

i} e
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The numerator in (A.9) is

[(1/h )X I(X —j,M*(T)Zk)]
= (1N YE[L(x* (1)=j.0a* 1y2h)]
= (1/}1*)] [ (X™*(T)=2k— ])]
= (1/h*)y=C=DE[(1/h*)X DI xr (y=20-5)- (A.10)

It follows from (A.9), (A.10) and (A.6) that
Pr{X(T) = j,M(T) > k} = (1/h*)7>"" ”)E[f( “(m)=2k—); 1/P"]
= (p1/p)* TEl(x(r)=26—5), (A.11)
which is (A.1).

To obtain (A.10), we used (A.3) with X (¢) replaced by X*(¢) and M(t) replaced by
M*(t). Instead of (A.3), we can use (A.4). Then, instead of (A.1) we have (A.2). Because
the factor (p;/p_1)* does not involve j, identity (A.2) is equivalent to

Pr{X(T) < j & M(T) >k} = (p1/p_1)Pr{X(T) <j — 2k}, Kk >max(j,0). (A.12)

Remark: Recall the continuous-time stochastic processes {xX(|nt|), t > 0} intro-
duced in (6.8), with x, p_; and p; defined by (6.9) and (6.10). In the limit n — oo, it is
the Brownian motion, {W(¢), ¢t > 0}, with drift 4 and diffusion coefficient 0. We claim
that

Pr{W(t) <z & My (t) >y} = YPr{W(t) <z — 2y}, y>max(z,0), (A.13)

where My (1) = max{W(s), 0 < s < t}, and R = 2u/o?. We use R because it is the
usual symbol for the adjustment coefficient in actuarial risk theory. To obtain (A.13), we
use (A.12) with j = |z/k], k = |y/k|, and T = |nt]. Thus

Pr{X([nt]) < |z/x], M([nt]) = |y/x]}
= [p1/p—1]WPr{X (|nt]) < |2/x] — 2[y/x]}. (A.14)

Using (6.9) and (6.10), we have

lyy/n(1=po)/o] )
+o(1/v/n) = 2/7*,

hm [pl/p JWR = lim |14 ———

2
S NN
Hence (A.13) is obtained as a limit of (A.14).
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