Appendix

Derivation of Equation (3.12):
According to Equation (3.11), we have
V(0) = Cy,(0) - Egon[max(Sy, (To) — K, 0)|Fo].

By Radon-Nikodym derivative, the probability measure can be changed from Q%" to

Qm

d 0,n
V(0) = Cy,(0) - Egm Li%nmax(s(,m (Ty) — K, o)|F0]

CO,n (TO)/CO,n (0)
ém (TO)/ém (0)

= Con(0) - Egm [ max(Son (To) — K, 0)|Fol

Replacing C,, and C,, , we get

V(0) =
Z?=1(Ti—Ti—l)'T’(To:Ti)'Q(T>T0|FT0)/
[ Y1 (Ti=Ti—1)-P(0,T;)-Q(x>0|Fp)
CO,n (O)EQ"‘ (Ti_Ti—l)'TJ(TO:Tm)'Q(T>TO|FT())/ max(SO,n (TO) -
(T;=T;-1)-P(0,T,)-Q(r>0|Fp)
K070,

Arranging the above formula, we thus can obtain

Y1 (Ti=Ti—1)-P(To,Ty)
F(TO'Tm)

V(0) = P(0,T,,) - Egn [ max (S, (Ty) — K, O)|F0].
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