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Chapter 1

Introduction

1.1 Modelling and managing longevity risk

Different demographic studies have shown that human life expectancy has significantly in-
creased worldwide over the past few decades. According to the Office for National Statistics
(ONS), the global average life expectancy increased by 5.5 years between 2000 and 2016,
which is the fastest increase since the 1960s. The main explanations for this trend are the
significant increase in infants’ longevity that characterized the early 1900s and the advances
in medicine and medical technology (the use of antibiotics and vaccines etc.). In the Euro-
pean Union, life expectancy at birth has also increased by 2.81% over the last 10 years.

Life Expectancy by Region, 1950-2050
Source: UN World Population Prospects, 2017

=

£

@

k] == World

;g 40.00 —4— Africa

ﬁ Asia

5 30.00 —#&— EUrope

g =#—Latin America & the Caribbean
20.00 Nerthern-America

o vel & el ey el o SO el QS o ,@ el o (,9
el ) N\ I N 3 i 3
A O O S G . N L G -

\9@ '5’9'%’ 'ég ég’ '3)\0‘ '3/\% @ﬁe '3@ 'GQP \?q% "S}p 'SF‘Q {9\@' fQ{d -9‘,9“‘ @1";" @'hen {9,.;;‘ @hﬁ {ng
Figure 1.1: Life expectancy at birth in the world
This increase in longevity is impacting most developed countries, and a study made by

the Belgian Statistical Office (Statbel), shows that Belgium is not an isolated case as we can
see in the following figure:
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Evolution of life expectancy at birth, from life tables in exact age, 1885-2018
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Figure 1.2: Life expectancy at birth in Belgium, Statbel

Clearly, mortality is improving from year to year, and this trend will likely continue
increasing in the future years.

Although a higher longevity is a sign of progress, it is also one of the major challenges of
the twenty-first century and a considerable financial concern for most life insurers, annuity
providers and governments. Consequently, even if this longevity risk has not been a priority
for academics due to its long-term aspect, they have now become more interested in the
issue.

Currently, companies are attempting to address the problem and develop new innovative
ideas to cover this longevity risk, especially with the Solvency II directives. The first challenge
is to correctly model the evolution of longevity to obtain accurate future predictions. The
regulator requires the integration of mortality risk analysis into stochastic valuation models,
and we know from the literature that mortality can be more accurately measured by utilizing
stochastic models (see Cairns et al. [6]), given that such models are better able to capture the
uncertainty inherent in the problem. Several stochastic mortality models have been proposed
by researchers. The leading statistical model used for mortality in the existing literature is
the discrete time model developed by Lee and Carter [14] (time series technique).

The choice of this particular model was recommended by two U.S. Social Security Tech-
nical Advisory Panels. An alternative modelling technique is based on the use of continuous-
time stochastic processes for describing the force of mortality, and Milevsky and Promis-
low [22] were the first to propose a stochastic force of mortality model. Since then, several
other stochastic models have been proposed, using the analogy between mortality and inter-
est rate (Dahl [9], Biffis [5], Denuit and Devolder [10], Luciano and Vigna [21], Schrager [23]).
Some of the suggested models were inspired by the natural analogy between mortality inten-
sities, and interest rates or default rates in credit risk. In particular, by using affine processes
for intensity of mortality, the survival function for an individual can be given in a closed
form, which is extremely useful for pricing mortality /longevity-linked securities (exactly like
zero coupon bonds in finance).

Because the longevity risk affects the pricing of life products sold by insurers, it is im-
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portant to distinguish between two fundamentally different sources of risk: unsystematic
and systematic mortality risk. The unsystematic risk refers to the risk associated with the
random development of an insurance portfolio: even if mortality rates are known, the actual
number of deaths remains uncertain. But according to the law of large numbers, this risk
can be alleviated by increasing the portfolio, and if the insurance portfolio becomes infinitely
large, the unsystematic mortality risk is eliminated. Thus, the unsystematic mortality risk
is diversifiable. The systematic risk represents the uncertainty linked to the global future
mortality. That is, it concerns the whole population and this cannot be diversified. There
are only a few options available to hedge this systematic risk (Cairns et al [7] and Li and
Haberman [16]). One is reinsurance, in which the risk is transferred to a reinsurer who is
willing to take it on. However, this option has some serious limitations: on the one hand, the
cost of this customized protection is high, and on the other hand, the capacity of reinsurers
is limited because longevity risk cannot be diversified. Consequently, only a few reinsur-
ers accept taking on longevity risk. The second option is to transfer this longevity risk to
the financial market through securitization. In recent years, some longevity derivatives have
arisen. These products are based on mortality /longevity rates, similar to those traded in the
financial market. Blake and Burrows [3] proposed the use of survivor bonds to transfer the
longevity risk to the capital markets. Subsequently, many authors have focused on longevity
derivatives. The following table reports some of the longevity-linked products suggested in
the literature:
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Longevity products

Mechanism

Longevity bond (Blake
and Burrows [3],
Dowd [11])

Coupons are based on survivor
index (on the percentage of the
reference population who are still
alive).

Longevity swap
(Dowd [11], Dowd et
al. [12])

Consists on exchanging a serie of
future cash flows corresponding to
the realized survival rate (based on
the reference population who are
still alive) of a given population, in
return for fixed survival rates
agreed at the inception of the
contract.

Survivor option

(Dowd [11])

The call holder receives a payoff
equals to Max(rp; — 7psz,0) at
maturity, and the the pull holder
receives a payoff equals to
Maz(7py — 7Pz, 0) where 74, is
the survival fixed rate and pp, is
the realized survival rate.

g-forward (Coughlan et
al. [8])

is an agreement to exchange at a
future date T (the maturity of the
contract), an amount equal to the
realized mortality rate of a given
population cohort (floating leg), in
return for a fixed survival rate
agreed at the inception of the
contract (fixed rate payment).

Mortality option
(Cairns et al. [7])

The payoffs are similar to those of
the Survivir option, with the
survival rate being replaced by the
realized mortality rate

S-forward (LLMA [20])

This contract is similar to the
g-forward derivative, but the
realized mortality rate is replaced
by the realized survival rate.

Longevity nominal
choosing swaption
(Bensusan et al. [1])

It is a tool for transferring interest
rate risk from insurers to banks:
the insurer exchanges a fixed
interest rate for a floating interest
rate, according to its expectations
on the evolution of its
policyholders’ future mortality and
on interest rates.

Table 1.1: Some mortality /longevity-linked securities proposed in literature
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Even if these derivatives can be constructed in theory, their practical implementation
turns out to be problematic. In fact, just a handful of longevity /mortality-linked securities
have been announced or launched in the capital market. In the following we give some of
these products:

e Longevity bonds: two types of longevity bonds have been issued in the market:
coupon-based bonds that pay decreasing coupons based on a cohort survival index
(EIB/BNP bonds), and principal at risk longevity bonds that pay coupons, and whose
principal depends on an index measuring the difference between two mortality rates

(Kortis/Swiss Re)[4].

e Mortality bonds: inspired by Cat Bonds, bonds issued so that insurers and reinsurers
can be protected against natural disasters. If the loss occurs under predefined condi-
tions, investors lose some or all of the return and even the nominal value of the bond.
This way insurers partially protect themselves against the risk of a sudden increase in
mortality by sharing it with other investors. Mortality Bonds work in the same way:
the principal amount of the bond is linked to a mortality rate, and if the mortality
rate exceeds the expected threshold, investors will lose part or all of their investment.
The first mortality bonds were released by Swiss Re in 2003 (VITA1), and then other
similar bonds (VITA2 and VITA3) were launched later (2004 and 2007)

e Longevity swaps: longevity swaps can mainly take two forms, depending on whether
they provide a custom-made cover or a standardized index-based cover [2]. In 2008 JP
Morgan contracts a customized swap with Canada life, and a standardized swap with
Lucida.

e Longevity options: call option with underlying indexed to a longevity product.
Deutsch Bank has launched in 2013 a 10-year maturity out-of-the-money option based
on a 5-year cohort of men and women aged between 55 and 79 (population of England,
Wales and the Netherlands). It is an OTC product that allows its holders to make
gains if the actual longevity rates are higher than those of the underlying asset.

Unlike the classical financial derivatives, these securities were not sufficiently attractive
for investors, mainly due to different reasons depending on the type of the security. For
instance, the standardized products are based on transparent indexes of a population that
differ from those utilized by the insurer. Indeed, unlike professional reinsurers, financial
investors are not experts in insurance risks and consequently need public indexes to avoid
any manipulation. Therefore, these standardized products leave the insurer uncovered against
the basis risk, which can be very high. Customized securities eliminate this problem since
the longevity risk is completely covered, however, this full protection is usually expensive.

Moreover, pricing could be the main reason these linked securities have failed to survive.
At present, the longevity market remains immature and incomplete, with an evident lack of
liquidity. As a result, we lack data for pricing purposes, which leads to the absence of mark-
to-market prices for the longevity derivatives. Different pricing methods have been proposed
in the literature, and the majority of these techniques were inspired by the classical pricing
methods used in the financial market, such as risk-neutral, Sharpe and Wang approaches.
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However, these methods require market data to calibrate the risk parameter (market price
of risk, Sharpe ratio and Wang parameter).

In addition, a good pricing method should be consistent with the directives of Solvency II,
as these products are primarily used by insurers or reinsurers. The main concern of Solvency
IT is to protect policyholders, and keep the insurer solvent by requiring the hold of a solvency
capital requirement (SCR) based on the risks that the insurer faces. This SCR is defined as
the value-at-risk (VaR) of the variation of the own funds over a one-year period, subject to
a confidence level of 99.5%. According to the regulator, insurance liabilities are computed as
the sum of a best estimate plus a risk margin (RM). This latter is determined by the cost
of capital approach based on future SCRs.

1.2 Purpose and contribution of the thesis

The main purpose of this thesis is to propose a longevity hedging and pricing framework in
line with the directives of Solvency II, in a stochastic continuous-time environment. In each
chapter we focus on a specific issue.

As mentioned previously, the first challenge is to properly describe the evolution of
longevity and provide accurate predictions. Luciano and Vigna [21] have studied the appro-
priateness of affine processes, such as the Ornstein-Uhlenbeck, Feller and Vasicek processes,
in modelling mortality intensities. Their approach focused on analyzing and comparing the
fitting of the survival curve provided by these models on historical data. The authors re-
port that non-mean reverting affine processes are more accurate for modelling the force of
mortality. These results have been based on reversion models with a fixed target, which is
not in line with the increasing trend of mortality intensity. Our contribution in this the-
sis is to re-examine this comparison by considering fixed-target mean-reverting models and
mean-reverting models with a moving target. More specifically, we study in Chapter 2
the impact of adding a time-dependent long-term mean element to the Ornstein-Uhlenbeck
and Feller processes. Using different calibration and forecasting tests, we show that adding
a time-dependent long-term exponential target to the selected processes seems to be more
suitable to describe mortality of individuals.

Chapter 3 is devoted to elucidating the pricing framework of S-forward and survival
swap (S-swap) contracts. Some authors have been inspired by the pricing methods used in
finance such as Sharpe, risk-neutral and Wang approaches. However, due to the illiquidity
of the longevity market, the longevity risk premium cannot be observed, and therefore the
calibration of these longevity parameters could be a source of discussion. Levantesi and
Menzietti [15] have provided an approach that makes it possible to avoid this problem:
they have proposed in a discrete-time environment a pricing method for S-forward contracts
inspired by the directive of Solvency II. That is, the price is computed as the sum of the
best estimate and the RM, which is determined by the cost of capital approach based on the
SCR.

This pricing method is also based on one parameter: the cost of capital percentage. But
in this case, this parameter does not need to be estimated because of its regulatory value
in Solvency II (6% at present). Nevertheless, their framework is not entirely consistent with
the one-year view of Solvency II since the VaR is computed over a multi-year horizon. In
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our framework, we propose a pricing approach more in line with Solvency II and based
on successive one-year SCR, using stochastic affine processes for mortality (the Hull and
White and the CIR extended models selected in the previous Chapter). We also study the
consistency between the Cost of Capital approach and three important classical pricing
methods used in finance: risk-neutral, Wang transform and Sharpe ratio.

Due to the eventual mismatch between the reference population and the portfolio to be
hedged, these proposed longevity securities allow only for immunizing the portfolio against
a portion of the systemic longevity risk, leaving the insurer exposed to the basis risk. In
the longevity pricing literature, the general tendency was to ignore this basis risk, but this
mismatch can be highly important due to different factors (Li et al. [17]). Recently, some
few works focusing on this risk have been published (for instance Haberman et al. [13] and
Villegas et al. [24]). These frameworks were based on the spread between a two-population
mortality model for assessing demographic basis risk.

In Chapter 4 we present different possibilities for describing the mortality intensity of
the insurer’s portfolio by modifying the trend, the volatility, or both in the force of mortality
process, under the Hull and White model. Our second important contribution consists in
evaluating the basis risk through a survival exchange forward (S-exchange) instrument, for
which we provide fair prices using the Cost of Capital approach and the three classical pricing
approaches considered in Chapter 3. Moreover, we provide a comparison between different
hedging options depending on the insurer’s risk aversion.

Up to this point of the thesis, we have considered the case of an insurer using one S-
forward contract per cohort to hedge its longevity risk. Namely, if we assume that the insurer
holds a portfolio of policyholders belonging to n cohorts, n individual S-forwards contracts
related to these n cohorts should be purchased. This same insurer can also cover the longevity
risk by entering one global S-forward for the n generations, if such a product is available.
However, in this second case the eventual correlation between cohorts’ mortality should be
taken into account. To do so, we need to develop a multi-population model that allows for
the incorporation of dependence factors.

Some multi-population models that have been proposed in literature are based on the
Lee-Carter model, to which an additional common factor between the multiple populations
is added (see for instance the models presented by Li and Lee [19], Haberman et al. [13],
and Li et al. [18]). Our first contribution in this respect is presented in Chapter 5, where
we propose a multi-generation approach based on the Hull and White model. The idea con-
sists in incorporating risk factors, which allows for the introduction of the inter-generational
correlation between generations with different levels. We have also provided the global S-
forward prices in closed form under the Cost of Capital, risk-neutral and Sharpe approaches
for different correlation levels. In addition, to measure the impact of including this depen-
dence, we have compared the S-forward prices both with and without taking into account
the correlation between generations.

1.3 Published material

In this thesis, we have replicated the text of each previously submitted or published paper to
facilitate an independent reading of the different chapters. Chapter 2 has been published in
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the European Actuarial Journal (EAJ 2020), Chapter 3 has been published in Risks (2019),
and Chapter 5 has been published in Risks (2020). Chapter 4 have been submitted.



Bibliography

Bensusan, H., El Karoui, N., Loise, L., & Salhi, Y. (2016) Partial splitting of longevity
and financial risks: The longevity nominal choosing swaptions. Insurance: Mathematics
and Economics Volume 68:61-72

Blake, D. (2018). Longevity: a new asset class. Journal of Asset Management, 19:278-
300

Blake, D. & Burrows, W. (2001): Survivor Bonds: Helping to Hedge Mortality Risk,
in: Journal of Risk and Insurance, 68(2):339-348.

Blake, D., Cairns, A., & Dowd, K., (2006). Living with Mortality: Longevity Bonds
and Other Mortality-Linked Securities. British Actuarial Journal, 12(1):153-197

Biffis, E. (2005). Affine processes for dynamic mortality and actuarial valuations. In-
surance: mathematics and economics 37:443-468.

Cairns, A.J.G., Blake, D., & Dowd, K. (2006) Pricing death: Frameworks for the val-
uation and securitisation of mortality risk, ASTIN Bulletin

Cairns, A.J.G., Blake, D. & Dowd, K. (2008). Modelling and management of mortality
risk: A review. Scandinavian Actuarial Journal, 2008(2-3):79-113

Coughlan, G.D., Epstein, D., Sinha, A. & Honig, P. (2007). g-forwards: Derivatives for
Transferring Longevity and Mortality Risk.

Dahl, M. (2004) Stochastic mortality in life insurance: Market reserves and mortality-
linked insurance contracts. Insurance: Mathematics and Economics 35:113-136.

Denuit, M. & Devolder, P. (2006). Continuous time stochastic mortality and secu-
ritization of longevity risk, Working Paper 06-02, Institut des Sciences Actuarielles,
Universite’ Catholique de Louvain, Louvain-la-Neuve.

Dowd, K. (2003). Survivor bonds: A comment on Blake and Burrows. Journal of Risk
and Insurance, 70(2):339-348.

Dowd, K., Blake, D., Cairns, A.J.G. & Dawson, P. (2006) Survivor swaps. Journal of
Risk and Insurance, 73(1):1-17.

Haberman, S., Kaishev, V., Millossovich, P.,Villegas, A., Baxter, S., Gaches, A.,
Gunnlaugsson, S. & Sison, M., (2014) Longevity basis risk: a methodology for as-
sessing basis risk, Cass Business School and Hymans Robertson LLP, Institute and
Faculty of Actuaries (IFoA) and Life and Longevity Markets Association



Bibliography

[19]

[20]

[21]

[22]

Lee, R.D,. & Carter, L.R (1992) Modeling and Forecasting U.S. Mortality. Journal of
the American Statistical Association 87(419):671-672

Levantesi, S. & Menzietti, M., (2017) Maximum Market Price of Longevity Risk under
Solvency Regimes: The Case of Solvency II, Risks 5(2):1-21

Li, J. & Haberman, S. (2015). On the effectiveness of natural hedging for insurance
companies and pension plans. Insurance: Mathematics and Economics. 61:286-297

Li, J., Li, J. S., Tan, C.I. & Tickle, L., (2019) Assessing basis risk in index-based
longevity swap transactions, Annals of Actuarial Science, Cambridge University Press
13(1):166-197

Li, J.S.H., Zhou, R. & Hardy, M. (2015) A step-by-step guide to building two-
population stochastic mortality models. Insurance: Mathematics and Economics, 63,
121-134

Li, N., & Lee, R. (2005). Coherent Mortality Forecasts for a Group of Population: An
Extension of the Lee-Carter Method. Demography. 42:575-594

LLMA. 2010. Technical Note: The S-Forward. Washington: Life & Longevity Markets
Association. October.

Luciano, E. & Vigna, E. (2008) Mortality risk via affine stochastic intensities: Calibra-
tion and empirical relevance. Belgian Actuarial. Bull, 8.

Milevsky, M.A.,& Promislow, S.D. (2001) Mortality derivatives and the option to an-
nuitise. Insurance: Mathematics and Economics, 29(3):299-318

Schrager, D. (2006) Affine stochastic mortality. Insurance: Mathematics and Eco-
nomics.

Villegas, A.M., Haberman, S., Kaishev, V.K. & Millossovich, P.,(2017) A comparative
study of two-population models for the assessment of basis risk in longevity hedges,
ASTIN Bulletin, 47:631-679



Chapter 2

Mean reversion in stochastic
mortality: why and how 7

Abstract

Life insurance companies use stochastic models to forecast mortality. Accord-
ing to the literature, non-mean reversion models are more suitable for mortality
modelling than mean reversion models with a fixed long-term target. In this pa-
per, we adopt stochastic affine processes for the force of mortality and study the
impact of adding a time-dependent long-term mean reversion level to two non-
mean-reverting processes. We calibrate the models to different generations of the
Belgian population and assess these models’ abilities to predict mortality using
different statistical methodologies. The backtest shows that the survival curves
provided by the mean-reverting processes are closer to reality. Thus, we con-
clude that incorporating a time-dependent target into these considered models
improves their performance significantly.

2.1 Introduction

For life insurance companies and pension funds, mortality risk has been traditionally
estimated using a simplified approach to reality, based on deterministic life tables pro-
jected from historical mortality rates and added safety margins. While this traditional
method may be prudent for risk management, it does not account for uncertainty re-
lated to mortality evolution, since a deterministic mortality scenario is applied to risk
management and pricing. Ultimately, this approach may lead to a flawed evaluation of
life insurance products. Moreover, under the Solvency II Framework Directive, solvency
capital must be held to avoid the risk of ruin. This capital is related to the risk of devi-
ation of future mortality based on life expectancy and, therefore, should use stochastic
projections. Thus, stochastic models for mortality are needed to measure the trend of
improvement in mortality over the next few decades, along with associated uncertainty
in the projections. By modelling mortality as a stochastic process, reserves can expand
to include uncertainty associated with future development of mortality intensity. This

1Zeddouk, F. and Devolder, P. Mean reversion in stochastic mortality: why and how? (2020), European
Actuarial Journal, 10, 499-525.
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method should allow for a more accurate assessment of future commitments that ac-
count for the systematic risk of mortality. Moreover, the development of mortality and
longevity-related securities requires the use of stochastic models to accurately price
financial instruments according to demographic risks.

To better predict longevity risk, research and development efforts have recently focused
on stochastic mortality models. The Lee-Carter model [12], was the first model to
consider increased life expectancy trends in age mortality dynamics and has been
used for stochastic forecasts of the U.S. Social Security system and other aspects
of the U.S. federal budget (see Congressional Budget Office of the United States ?).
Even though data are typically reported at discrete intervals (e.g. annually), other
models have considered the development of mortality rates in continuous time. Since
the 2000s, with requirements of Solvency II for the assessment of mortality risk, both
insurance companies and academic researchers have become increasingly interested in
continuous-time stochastic mortality models, and various continuous-time stochastic
mortality models have been proposed in the literature. Our framework focuses on
mortality and modelling the survival function of individuals with one-factor short-rate
models which are used in finance to model changes in the term structure of interest
rates. The similarities between mortality and interest rate dynamics were exploited by
Milevsky and Promislow [14], Cairns et al.[3], Biffis [2], Dahl [6], Schrager [16], and
Denuit and Devolder [7] to model the force of mortality, using tools and techniques
developed in interest rate modelling.

In this context, the eventual mean-reverting property of the model is essential. The
analogy between interest rates and the force of mortality models motivates the issue
of mean reversion models. The mean reversion concept is highly intuitive and com-
bines long-term convergence to an equilibrium level (the trend of the process), with a
stochastic noise (the diffusion part of the model). Milevsky and Promislow [14] were the
first to propose a stochastic force of mortality model. Several stochastic affine models
facilitate mean-reverting characteristics; however, according to Cairns et al. [4], affine
stochastic models should not incorporate mean-reverting elements. Moreover, Luciano
and Vigna [13] state that non-mean-reverting affine processes are better for modelling
the force of mortality. These conclusions were based on fixed-target reversion models
(e.g., the Vasigek model).

We revisit this comparison by considering fixed-target mean-reverting models as well
as moving-target mean-reverting models. Not surprisingly, a fixed-time target is incon-
venient in representing the evolution of time on mortality intensity, which increases
with age. Thus, examining a mean-reverting model with an increasing target is more
relevant, especially with an exponential target consistent with the classical Gompertz
model. Hence, we explore the impact of adding a time-dependent long-term mean el-
ement to the Ornstein-Uhlenbeck (OU) and Feller processes. In this paper, we show
that introducing a moving target in the mean reversion process strongly improves the
performance of these models when compared to non-mean-reverting models.

2Congressional Budget Office Of The United States, ”Long-Term Budgetary Pressures and Policy Op-
tions.” (1998))
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This paper is organised as follows. Section 2.2 offers a brief review of the longevity
risk, and presents the considered mean and non-mean reversion processes. Section 2.3
provides an in-depth comparison between these models using statistical methodologies,
including calibration, mortality trend estimation, and backtesting. Section 2.4 presents
a multicohort vision, and Section 2.5 concludes this paper.

2.2 Models presentation

We model mortality using a single explanatory variable: the intensity of mortality p,
at age = defined by:

T Pe<T<z+A|T>u]
e = i A ’

(2.1)

where T is a random variable representing the future lifespan of an individual.
Within our framework, we model the intensity of mortality pu,(t) as a continuous
stochastic process, defined on the real probability space (€2, F',P) and adapted to its
natural filtration (F;)o<t<r. Thus, f1,4+ is written as: p,(t,w), with w an element of the
probability space (2, F,IP). Therefore, the starting point of our modelling describes the
dynamics of the mortality through the specification of a stochastic differential equation
(SDE). Afterwards, we focus on the survival process, which represents the index at time
t of an individual initially aged x, and alive at time t to survive T — ¢t years more. For
one individual, the survival process is defined as follows:

S(x,t,T,w) = e~ i Helww)du (2.2)

At time t, the survival probability is obtained by accounting for the expectation of the
survival process (2.2), i.e.:

T—tPxt+t = EP[S(ZC,t, T, w) | .Ft] (23)

Several stochastic mortality models have been proposed in the literature. According to
Luciano and Vigna [13], constant mean reversion models are not suitable to describe
the mortality of individuals; thus, non-mean reversion models work better.

While we aim to study two mean reversion models, we first incorporate a moving
mean-reverting target, inspired by the Gompertz model, and compare the perfor-
mances between a mean reversion model with a constant mean level and a non-mean
reversion model. Therefore, we consider the following five affine stochastic processes:

e Ornstein-Uhlenbeck (OU)

o Feller

e Vasicek

e Hull & White (HW)

e Cox-Ingersoll-Ross extended (CIR)

For simplicity, we write p,(t,w) = u.(t) to represent the intensity of mortality of an
individual having the age = + ¢ at time ¢, and w(t,w) = w(t), a standard Brownian
motion.



14

Chapter 2. Mean reversion in stochastic mortality: why and how ?

The advantage of considering affine models for modelling i, (¢) is the ease of finding
an explicit expression for the survival probability (2.3). Therefore, for affine processes
under technical conditions (see Duffie et al. [8]), the properties of the classical stochastic
process allow to write:

T—tPe+t — E[P[S(l’,ta T, W) ‘ -Ft] (2-4)

ea(th) _5(t7T)Mz (t) ,

where «(.) and ((.) are two deterministic functions and solutions of the Riccati gener-
alized ordinary differential equations that can be determined numerically, and in some
cases analytically (see for instance Duffie et al. [9]).

2.2.1 Non-mean reversion models
Ornstein-Uhlenbeck model
The force of mortality is assumed to satisfy the SDE:

dpig(t) = ap,(t)dt + odw(t), (2.5)

with @ > 0, ¢ > 0 and w(t) a standard Brownian motion.

As the OU model is Gaussian, we can easily find the expression of the survival proba-
bility by determining its distribution. We can also use the affine framework that gives
the following system of ODEs for a(t,T") and 5(t,T') (see for example [13]):

a(t,T) 1 2
{ dt - 20- ﬁ(t T) (26)

dﬁtT) = af(t, T)—l

with boundary conditions «(7,7T) = B(T,T) =
By solving the system (2.6) we find:

Cl/(t,T) _ 02;11“2—75) + %QQa(T—t) _ Z_iea(T—t) + % (2 7)
B(.T) = H(1— 7). |
The solution p,(t) of the SDE (2.5) is:
(0<s<t<T)
¢
fhe(t) = pg(s)ed=9) 4 0/ e da (u). (2.8)

In this model, the force of mortality has always a strictly positive probability of be-
coming negative. This probability is given by:

S ea(t—s)
Plut) < 0] 7 =@ [ -2 )~ a¢(a0) 2.9)
T

where ®(.) is the distribution function of a standard normal random variable.
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The function ((a,0) is an increasing function of o and a decreasing function of a.
With this model, we can obtain negative values of ju,(t), which is a disadvantage, but
in practice, this probability tends to be very small, since the values of ¢ and a are
respectively small and high enough. This is confirmed by calibration results in our
simulation.

Feller model

The SDE of the Feller process describing the force of mortality dynamics is given by:

dpta(t) = apia ()t + o/ (B)duw(t), (2.10)

with @ > 0, ¢ > 0 and w(t) a standard Brownian motion.

Compared to the OU process, the Feller process avoids negative values for the force of
mortality but can reach zero with a positive probability.

In a Feller setting, «(.) and f(.) are determined using the Feynman-Kac representation
theorem [11].

The survival probability (2.4) is the solution of the following differential equation
(PDE):

Opa:

i) 9 1.2, 02 _

0Pz+t = L.

By substituting (2.4) in the PDE (2.11), we obtain a system of Riccati’s ODE that
a(t,T) and S(t, T) must verify:

dafitt,T) —0
BT — 1 — af(t,T) — L0B2(1, T) (2.12)

(T, T) = B(T,T) = 0.

The unique solution of system (2.12) is given by:

alt, T)=0

_e(b(T—1))
Bt.T) = Cid,;% (2.13)
B(Tv T) =0,

with b = Va? + 202, C:HT“ andd:b_T“.

2.2.2 Mean reversion models
Vasicek model

The Vasigek model of mortality is given by (see for instance [13]):
A (t) = (a — bug(t))dt + odw(t), (2.14)

with a > 0, b > 0, 0 > 0, w(t) a standard Brownian motion.
The drift of this model presents a mean reversion to a constant target 3, realised with
a speed b.
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As the Vasicek model is affine, the survival probability takes the form:

T—tPory = BT TAED= ), (2.15)

a(t,T) and §(t,T) are given by (see for instance [13]):

at,T) =(%—25)G(1 —exp(=b(T —t)) — T +1)

— 22 (1 — exp(=b(T — ))?) (2.16)

B(t,T) = L(1—e 7).

Luciano and Vigna [13] considered the OU, Feller, and Vasigek models and demon-
strated that non-mean-reverting models outperform mean-reverting models. This find-
ing leads us to question the idea of mean reversion. Nevertheless, the poor perfor-
mance of the Vasicek model is not surprising, not due to its mean-reverting property,
but rather because of its fixed-target 3. Indeed, contrary to interest rates models, the
force of mortality has, in essence, an increasing trend with age and thus with time in
equation (2.14). Therefore, it seems essential to recheck the performance of the mean-
reverting models with an increasing target. A natural candidate in this perspective is
to use as increasing target an exponential form, in line with the classical Gompertz
model.

HW model

In order to assess the impact of using a moving target instead of a fixed target, we con-
sider the Hull and White model [10], a time-dependent extension of the Vasi¢ek model,
where the force of mortality tends to return to a moving-target 0 with restoring force

b
b. The expression of the model is as follows:

dita(t) = (£(t) — b, (£))dt + aduw(t), (2.17)

with b > 0, 0 > 0, w(t) a standard Brownian motion, and £(t) a deterministic function.
The form of the target is naturally given by an exponential function, with the same
kind of evolution as the trend of the non-mean-reverting models:

£(t) = AP, (2.18)

with A and B two strictly positive constants. £() corresponds to the classical function
of Gompertz, which expresses that the force of mortality increases exponentially with

age, where % is the baseline mortality at age x, and B is the senescent component.?

3The Gompertz model is an exponential process given by:
wot) = APEHD
_ A’eB:reBt

= 1, (0)eBt
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The Hull and White model is then given by:
dp,(t) = b(%eBt — p(t))dt + odw(t). (2.19)
If we consider that 4 = 11,(0), this equation becomes:
dpto (t) = b(p1z(0)e”" — p1 (1))t + odw(t). (2:20)
Since the Hull and White model is Gaussian, we can easily find the expression of

the survival probability by determining its distribution. We can also use the affine
framework that gives the following system of ODEs for «(t,T") and B(t,T'):

B4 it TIE(D) ~ bo?? 21
dp(t,T .
with the boundary conditions «(T,T") = (T, T) = 0.
a(t,T) and §(t,T) are given by:
o(t,T) = gle T - S = (1 - T — T ]
_Zﬁ(l _ e—b(T—t))2 (2 22)
BtT) =3(1—e ).

By short calculations we find that the force of mortality in the HW model is given by:
(0<s<t<T)

A t
fho(t) = pig(s)e™E%) 4 b—}——B(eBt — Bsbt=e)y 4 O'G_bt/ e’ dw(u), (2.23)

and, conditionally on F, normally distributed with the following expectation and
variance:

Bl (1) | Fo] = pa(s)e 079 4 85 (5 — eBomtlim9))
(2.24)
Varp[p,(t) | Fo] = & (1 — e 2(9),

As in the OU model, for each time ¢, the intensity of mortality can be negative with a
positive probability:

#(s 6—b(t—s) + _A 6(Bt _ eBs—b(t—s)
¢ _M ( ) b+B( ) = ‘I)W(A, Ba ba O_))a (225)

\/g_z (1-— 6—2b(t—s))

which is usually negligible in practice.
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Cox-Ingersoll-Ross (CIR) extended model

The CIR model was developed by Cox et al. [5] and is known as square root process.
We consider here an extension of the CIR by considering a time-dependent long-term
mean. The CIR extended process for the force of mortality is characterised by:

dpe (1) = (§() = b (£))dl + 0/ e (t)dw (1), (2.26)

with b > 0, o > 0, w(t) a standard Brownian motion.
To compare the two models, we choose the same expression for £(t) as for the model
of Hull and White (Gompertz model).

Unlike the model of Hull and White, this process has the advantage of ensuring the
positivity of the intensity of mortality, and due to the presence of the square root,
the intensity process can never be negative. The intensity process can reach zero, but
in practice, this probability is negligible. In our framework, we prevent the intensity
process from reaching 0 by imposing the following sufficient condition (e.g., Mishura
and Posashkova [15]): A > ”72

Nevertheless, this improvement has a price in the sense that the intensity of mortality
cannot be handled analytically.

The CIR model is affine but not Gaussian, (2.26) is a complicated stochastic process
with a distribution difficult to evaluate. We use the Feynman-Kac representation to
determine the survival function. By short calculations we get:

Wl = ¢(t)B(t,T)
{dﬁ”” =03(t,T) + 102B%(t, T) — 1, (2.27)

1
with the boundary conditions a(7,T) = (T, T) = 0, and v = W
a(t,T) and §(t,T) are given by:

BS(e'v(T s) _e—v(T— S))
2fy+b e“/(T S)J,»(Q'y b)e Y(T—s)

ds

a(t,T) = 2Aft
(2.28)

_ sinh(y(T—t))
ﬁ(t’ T) - 7cosh(A/(T—t)—i-%bsinh(w(T—t))'

2.3 Models comparison

In this section, we evaluate the effectiveness of the aforementioned models to predict
mortality using statistical methodologies. We calibrate the models on historical and
projected mortality data. Next, we compare the mortality trend for the different mod-
els. Then, we assess the quality of these calibrations by performing a backtest. Finally,
we use the models to predict mortality.

2.3.1 Calibration

We aim to calibrate our models on different historical survival processes, corresponding
to four different cohorts of individuals, born in 1900, 1915, 1965, and 1970, respectively,
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and initially aged 50 years old. Hence, we calibrate our models on mortality data of
the Belgian population (unisex data) considering the following assumptions:

e We consider the 1900 and 1915 generations, we use historical data from the Human
Mortality Database?, we have unisex annual death rates for ages 0 to 110, from the
years 1841 to 2015;

e We consider the 1965 and 1970 generations, we use projected data from the IABE
projected generational mortality table® starting from the year 2015 to 2060.

e Initial age of observation zy = 50.

e 1i50(0) = —1In(s50), where s5¢ is the one-year survival probability for an individual
initially aged xo = 50.

We have chosen these particular generations and xy = 50 as initial age of observation
to have approximately the same number of observations (50 for historical data and 45
for projected data).

Let (s1, 89, ....8,) be the annual survival probabilities assumed to be functions of both
the age and the calendar year extracted from both life tables. We denote by ;p5¢ the
probability that an individual aged zy = 50 reaches age xg + t. ;P50 is computed as
follows:

50+t—1
tDs50 = H i (2.29)
=50
Let 4,p.(f) be the function to calibrate and defined by equation (2.3), where 6 is
the vector of the model’s parameters. To estimate 6, we use Least Square Estimation
(LSE). While there are many ways to calibrate each of these models, different calibra-
tion techniques yield different results. For instance, we could estimate the parameters
using the maximum likelihood (MLE) or method of moments techniques. However, for
this study, the LSE method was the easiest to implement. We minimise the least square
errors on the survival probabilities computed between the observed survival probabil-
ities (around which we want to calibrate our models) and the predicted mortality by
the stochastic model:

R= rrgn;@px(e) — ipa)?. (2.30)

For the Least Square minimisation, it is necessary to specify the initial parameters
where the R routine starts searching the minimum of (2.30). To solve this non-linear
system, we use the generalised Newton-Raphson method provided by R. Since the final
result is highly sensitive to these starting values, we generate various initial parameters
randomly and calculate some optimisation steps. The values with minimal residual are
taken as start parameters for the final LS optimisation, which supplies the final param-
eters. We use this type of algorithm as well for all other calibration issues described in
the following sections.

4 Available at www.mortality.org
SMortality projection for the Belgian population (2015), available at https://www.iabe.be
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Non-mean reversion models

We calibrate the OU and Feller models to the data using the above described algorithm.

We find the optimal parameters reported in Table 2.1.

1900 1915 1965 1970

p50(0) 0.007909195 0.005820909 0.002850792 0.002600332
OU-error  0.005885259 0.003403252 0.055996630 0.018659380
a-OU 0.080696570 0.082023980 0.078277481 0.074116615
o-OU 0.000000129  0.000000130 0.000000177 0.000000036
FELL-error 0.005885342 0.003403291 0.055996670 0.018659451
a-FELL 0.080687850 0.082019520 0.078272931 0.074114700
o-FELL  0.000001527 0.000010657 0.000001104 0.000011621

Table 2.1: Optimal parameter values for the survival function in the non mean-reverting
models.

The values of the parameters are quite coherent in both models, and parameter a has
a decreasing trend. The values of o are very small which confirms that the volatility of
the mortality is much lower as compared to the financial market. Also, the residuals
are more important for younger generations.

Figures 2.1 and 2.2 present calibration results graphically. As predicted by Table 2.1
above, we see that the fit is acceptable for older generations and poor for younger
generations:

Generation 1900 Generaf tion 1915

Sanlt)

Ssolt)

Generation 1965

Projected data
OU model

(
Saolt)

Figure 2.1: Survival functions, 1900,1915,1965 and 1970 generation for OU model.
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Observed
FELLER model

Saolt)

Ssolt)

Figure 2.2: Survival functions, 1900,1915,1965 and 1970 generation for Feller model.

Mean reversion models

Generat tion 1915

Observer d
FELLER model

General ition 1970

Table 2.2 reports the optimal calibration parameters for Vasicek, HW and CIR models:

1900 1915 1965 1970

t50(0) 0.007909195 0.005820909  0.002850792  0.002600332
Vasi-error  0.355228820 0.379264950  0.345576900  0.145937100
Vasi-a  0.002379388 0.001945061  0.000852597  0.000997105
Vasi-b 0.023799120 0.020618021  0.009913990  0.055305637
Vasi-o 0.000027800 0.000009621  0.000307905  0.000652782
Vasi-a/b  0.009977980 0.094337871  0.085999420 0.018029101
HWe-error 0.000049506 0.002591606 0.006926344  0.003449854
HW-A4  0.004333549 0.004015638 0.000239767  0.000307570
HW-B  0.084061184 0.084626391 0.109395638  0.100627916
HW-b 0.472769826 0.650482593  0.104155542  0.138550587
HW-o  0.030988143 0.000444231 0.000408286  0.000519610
HW-A/b  0.009166298 0.006173321  0.002302015 0.002219915
CIR-error 0.000116668 0.002568589  0.007464623  0.004277590
CIR-A  0.005041583 0.003145545 0.0002742925 0.000608089
CIR-B  0.088362257 0.084695177 0.1086040555 0.097400314
CIR-b 0.665089137 0.491036196 0.1276709251  0.329482866
CIR-o0  0.021254297 0.036289101 0.0191874838 0.021601300
CIR-A/b 0.007580312 0.006405933 0.0021484340 0.001845586

Table 2.2: Optimal parameter values for the survival function in the mean-reverting models.
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The residuals of the Vasicek model are very large for the four generations (1071), and
low for HW and CIR models as compared with the OU and Feller non-mean reversion
models above. We also notice that the volatility of the Vasigek model (Vasi-o) is very
low as compared with the other two models.

As expected, the starting point of the target strongly decreases with the generations;
however, less intuitively, B seems more important for the younger generations, which
could be explained by the fact that the target is much lower for the younger generations.
Figures 2.3, 2.4 and 2.5 present the calibration results graphically. The fit is very poor
for the Vasicek model and very satisfying for the HW and CIR models, as we cannot
distinguish the two survival functions.

Generation 1900 Generation 1915

Observed = Observed
Vasigek model o | Vasigek model

Ssolt)
04 05 06 07 08 O
Saolt)

7 s s s
Age Age

Generation 1965 Generation 1970

Sealt)
Salt)

o 75 80 8 90 95 g
Age Age

Figure 2.3: Survival functions, 1900,1915,1965 and 1970 generation for Vasi¢cek model.
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Generation 1900

I T S S Y T T T S

Saalt)
00 0.1 02 03 04 05 06 07 08 08 10

~ Observed
HW model

Generation 1965

8 9 95 100
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0 55 60
g9
T T T
50 55 EY

Saolt)
00 01 02 03 04 05 06 07 08 09 10

Salt)
00 01 02 03 04 05 06 07 08 08 10
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T (O A S ST M (|

Observed
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Generation 1970

Figure 2.4: Survival functions, 1900,1915,1965 and 1970 generation for HW model.

Generation 1900
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Ssalt)
00 0.4 02 03 04 05 06 07 08 09 10

Ssolt)
00 0.1 02 03 04 05 06 07 08 09 10

Generation 1915

Observed
CIR mode!

Generation 1970

Figure 2.5: Survival functions, 1900,1915,1965 and 1970 generation for CIR model.

Calibration analysis

To conclude, we plot the calibration errors (i.e,. the differences between the observed
survival probabilities and their theoretical counterparts for all generations). Table 2.3
represents a summary of the errors for each model and each generation:
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1900 1915 1965 1970
ou 0.005885259 0.003403252 0.055996630 0.018659380
Feller  0.005885342 0.003403291 0.055996670 0.018659451
Vasigek 0.355228820 0.379264950 0.345576900 0.145937100
HW  0.000049506 0.002591606 0.006926344 0.003449854
CIR  0.000116668 0.002568589 0.007464623 0.004277590

Table 2.3: Calibration errors, all models.

The four graphs in figure 2.6 show that the Vasicek fitting error is very large, which
confirms the conclusions of Luciano and Vigna [13] against mean reversion models;
thus, the Vasicek model is not appropriate to describe mortality. In general, the OU
and Feller models give similar acceptable errors. The HW and CIR models can fit the
observed data with a smaller error. Therefore, we conclude that adding a variable long-
term mean level following a Gompertz law leads to a significant improvement in the
fit, and the mean reversion models perform better than non-mean reversion models,
with the condition of using a variable target.

Error comparison ( observed data - model ) Error cot

mparison ( observed data - model )
generation 1900 generation 1915

— OUmodel ~—— OU model

-+~ CRmodel CIR model
-+ Vasicek model 2 -+~ Vasicek model
HW model ° HW model

Ssalt)

Ssolt)

OU model
-~ Feller model @ -o- model
-+- CIRmodel b -+- CRmodel

ode
-+~ Vasicek model
HW model

Saolt)

Figure 2.6: Calibration errors: Vasicek, OU, Feller, HW and CIR, different generations.

To compare the quality of each model relative to each of the other models, we follow
the routine used by Apicella et al. [1]: we compute the Bayesian Information Criterion
(BIC). This model selection method allows selecting the model that provides a good fit
for the data without losing generality from overfitting the data. This model selection
method identifies the model with the best balance of goodness of fit between data and
complexity. The BIC is given by:

BIC = nln(%) + k1n(n), (2.31)
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where n is the number of observations, k is the number of parameters and R the
residual found with the LSE method.
In Table 2.4 we report the BIC criteria for all models and different generations:

1900 1915 1965 1970

BICCPY  _444.5423 -471.9283 -293.3974 -342.8498
BICFeler 444 5416 -471.9277 -293.3973 -342.8497
BICVesieek 1935 6147 -232.3411 -207.6941 -246.4859
BICHW  _675.6233 -477.7269 -379.8322 -411.1972
BICCIE  _632.7620 -478.1730 -424.8321 -452.6713

Table 2.4: BIC values for all models and different generations.

The two non-mean reversion models, OU and Feller, provide almost identical BIC
values for all generations, which is not surprising because both models have the same
number of parameters and give close residuals. BIC values of the HW and CIR models
are also close for the same reason. We clearly see the gap between the BIC of the two
mean reversion models and non-mean reversion models. For all generations and in all
the cases, the non-mean reversion models have the highest BIC values as compared
with the HW and CIR models. The Vasigek model is the model with the highest BIC
criteria and should be eliminated. Therefore, we keep the Hull and White and CIR
models for reference, as well as the OU and Feller models for further testing.

2.3.2 Best estimate of future mortality

To look at the mortality trend, we compare the best estimate of p,(t) for different
generations in order to illustrate the longevity pattern. We provide the mean of p5(¢)
for the generations 1900, 1915, 1965 and 1975, from age 50 until age 95, using the
optimal parameters found in subsection 2.3.1.

Non-mean reversion models

Figure 2.7 reports the mean of us0(t) for the four generations for the OU and Feller
models:

Mean of mortality intensity, OU process Mean of mortality intensity, Feller process

— 1900 — 1900
030 — 1915 030 4 — 1915
1965
1970

T T T T T T T T T T T T T T T T T T T T
50 55 60 85 70 75 80 85 £ 95 50 55 60 65 70 75 80 85 0 95

Age Age

Figure 2.7: Mean of ps0(t) for generation 1900, 1915, 1965 and 1970, OU and Feller models.
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Mean reversion models

Figure 2.8 reports the mean of s50(t) for the four cohorts for the HW and CIR models:

Mean of mortality intensity, HW process Mean of mortality intensity, CIR process

035 1 — 1900
1915

1965
1970

Heolt)
bsolt)

Figure 2.8: Mean of ps5(t) for generation 1900, 1915, 1965 and 1970, HW and CIR models.

For all models, the older the generation, the higher the mean of p,(t); however we
observe that for HW and CIR models, the mean of u,(t) appears to increase more
rapidly with age.

2.3.3 Backtesting

In this section, we check if, after the calibration of our models on a portion of the
historical survival curve, they can extend it correctly. Hence, we perform backtesting.
Using historical data of the generation 1900, we consider:

e o = 50,the initial age of observation ;

e N = 50, the total amount of historical data;

e Ny, the portion of historical data we use for calibration;
° )= %, the ratio of data used to total data.

The backtest consists on varying ¢ from 20% to 100% to see if the survival curves
provided by the models meet reality.

Non-mean reversion models

Ornstein- Uhlenbeck model

We calibrate the models to the portion of the observed survival function; then, we stock
the optimal parameters and the global error, which refers to the difference between the
curve projected by the model and the historical one. For the OU model, we obtain the
following results:
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Ny  Age 4] Global error a o

10 50-60 20%  0.779266417 0.057915586 0.000001304
20  50-70  40% 0.076667020 0.073191902 0.000000237
30 50-80 60% 0.009913895 0.078843759 0.000000006
40  50-90  80%  0.005931298 0.080496310 0.000001238
50 50-100 100% 0.005885259 0.080696570 0.000000129

Table 2.5: Backtesting OU model, generation 1900.

Backtesting & =20%

e

Backtesting 5 =40%

Ssnlt)

Backtesting 5=60%

Backtesting 5 =80%

Seolt)
03 04 05 06 07 08 09 10

7
Age

E

Backtesting 5=100%

Figure 2.9: Evolution of the fitting quality of the OU model according to the portion of
observed data considered.
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Feller model

Ny  Age 4] Global error a o

10 50-60 20%  0.779101200 0.057919067 0.000203210
20  50-70  40% 0.076726301 0.073188955 0.000038991
30 50-80 60% 0.009921382 0.078842051 0.000010750
40  50-90  80%  0.005931992 0.080494890 0.000024904
50 50-100 100% 0.005885342 0.080687850 0.000001527

Table 2.6: Backtesting Feller model, generation 1900.

Backtesting & =20% Backtesting &= 40%

Obsenved = S
-+ Calibration
---- Fellermodel

Sanlt)
Salt)

Backtesting 5=60% Backtesting 5=80%

Saalt)
,'/
Salt)

Backtesting 5=100%

Ssolt)
05
e

.
=,

Figure 2.10: Evolution of the fitting quality of the Feller model according to the portion of
observed data considered.

Both models OU and Feller, need an important volume (6 > 80%) of information to
correctly complete the historical curve. Below this value, both models overestimate the
survival function.
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Mean reversion models

HW model
Ny  Age ) Global error A B b o
10 50-60 20% 0.003464492 0.002733086 0.088094733 0.334805279 0.001641703
20  50-70  40%  0.000594809 0.003718993 0.085592503 0.400761822 0.027073209
30 50-80 60% 0.000245888 0.006525992 0.081024406 0.690103707 0.053059593
40 50-90  80%  0.000051370 0.004631080 0.083927720 0.509788920 0.033306650
50 50-100 100% 0.000049506 0.004333549 0.084061184 0.472769826 0.030988143

Table 2.7: Backtesting HW model, generation 1900.

Backtesting 5=20%

Saolt)

75
Age

Backtesting 5 =60%

Sxolt)

Backtesting 5 = 100%

Backtesting 5=40%

Ssalt)
4 05 08

7
Age

Figure 2.11: Evolution of the fitting quality of the HW model according to the portion of
observed data considered.
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CIR model
For the CIR model we obtain the following results:
Ny  Age ) Global error A B b o
10 50-60 20%  0.009092467 0.003205452 0.086116506 0.397389283 0.051463759
20  50-70 40% 0.003353861 0.003299728 0.092763104 0.431962054 0.023858361
30 50-80 60% 0.000321363 0.004015533 0.089673479 0.518644014 0.077440960
40  50-90 80%  0.000139469 0.003613061 0.088649272 0.450780512 0.068252594
50 50-100 100% 0.000116668 0.005041583 0.088362257 0.665089137 0.021254297

Table 2.8: Backtesting CIR model, generation 1900.

Backtesting & - 20%

Ssolt)
04 05 06

Backtesting & - 40%

Ssolt)
04 05 06 07 08 0

7
Age

Backtesting 5=60%

7
Age

Backtesting 5=80%

Salt)

Backtesting 5=100%

Ssolt)

Observed

ibration
---- CRmodel

Figure 2.12: Evolution of the fitting quality of the CIR model according to the portion of
observed data considered.

In the backtesting strategy, the HW and CIR models perform better than OU and
Feller model; the fit is very satisfying when § > 40% for both models when compared
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with non-mean reversion models that require more data to fit the historical survival
function correctly®.

2.4 Multicohort vision

In this section, we plot the mortality surface to represent the survival functions of
different cohorts simultaneously. To have enough values, we calibrate the models to
projected data.

2.4.1 Mortality surface

Let us define S/ (zg, 65, z), the survival forward probability between age 65 and age z
for an individual aged x( at time 0 (2015 in our example), and assumed to be alive at
age 65. We define this probability as the ratio between the two corresponding survival
probabilities:

SY (g, 65, 2) = 2=zl (2.32)
65—z0Pzo

This definition is similar to the concept of forward rates in the interest rate theory.
Taking into account (2.2), (2.3) and (2.4), this probability is explicitly given by:

ST (x9,65,2) = ST(x0,2) (2.33)
Ep(S(z0,0, z—1x0))
2.34
EP(S(£C0,0,65—.T0)) ( )
ea(():z_xo)_ﬁ(ovz_xo)ﬂwo (0)
= ) (2.35)

ea(0,65—1’0)—,6’(0,65—950);1,50 (0)

To plot the mortality surface, we follow these steps:

e We consider 11 cohorts of individuals initially aged from 55 to 65 years in 2015;

e We calibrate the models on projected data for the different cohorts (from the age z
until the end of the projected life table);

e We consider that all individuals survive until the age of 65;

e We use the models to project the survival functions for the 11 cohorts from the age
of 65 until the age of 105;

e We plot the mortality surface in three dimensions.

6This result allows to consider using only a portion of historical data for calibration, especially when
projected data is not available
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Non-mean reversion models:
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Figure 2.13: Forward survival surface for individuals aged from 55 to 65 in 2015, projected
from the age 65 to 105, OU and Feller models.

Tables 2.9 and 2.10 present the annual survival probabilities given by the OU and
Feller models, which are used to plot the three-dimensional figure above:

Projection age z  S/(55, 2) S7(58, 2) SI(61, 2) ST (64, 2)
70 0.94270999 0.94086362 0.94000700 0.94073165
75 0.86324605 0.85867284 0.85584838 0.85594137
80 0.75692340 0.74867934 0.74240724 0.73964739
85 0.62208501 0.60956896 0.59843903 0.59017254
90 0.46416890 0.44786853 0.43160361 0.41629487
95 0.29981629 0.28209663 0.26297026 0.24269607
100 0.15614449 0.14104335 0.12407613 0.10538469
105 0.05896950 0.04987813 0.03973097 0.02901933

Table 2.9: Predicted forward survival probabilities with OU model, different cohorts.

Projection age z  S/(55, 2) S7(58, 2) S7(61, 2) ST (64, 2)
70 0.94270779 0.94059967 0.93981972 0.94066064
75 0.86323974 0.85786186 0.85519102 0.85559036
80 0.75691057 0.74695390 0.74089639 0.73871205
85 0.62206344 0.60658881 0.59570571 0.58833943
90 0.46413823 0.44358153 0.42757920 0.41348398
95 0.29978022 0.27708191 0.25826448 0.23939465
100 0.15611136 0.13656292 0.12000066 0.10264470
105 0.05894795 0.04713311 0.03741897 0.02763406

Table 2.10: Predicted forward survival probabilities with Feller model, different cohorts.
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Figure 2.14: Forward survival surface for individuals aged from 55 to 65 in 2015, projected
from age 65 to 105, HW and CIR models.

Tables 2.11 and 2.12 present the annual survival probabilities given by the HW and
CIR models, which are used to plot the three-dimensional figure above:

Projection age z  S/(55, 2) S7(58, 2) ST(61, 2) SI(64, 2)
70 0.962835443 0.960325946 0.957746038 0.950056248
75 0.904339900 0.899711357 0.897777534 0.884516037
80 0.811135375 0.803912194 0.801521846 0.784853820
85 0.669693860 0.659217546 0.652808569 0.635412171
90 0.477145956 0.463747219 0.451074084 0.435174359
95 0.261767768 0.248404861 0.233137192 0.220321818
100 0.090383387 0.081991900 0.072303009 0.064728824
105 0.013744286 0.011454980 0.009139222 0.007139386

Table 2.11: Predicted forward survival probabilities with HW model, different cohorts.

Projection age z S/ (55, 2) S7(58, 2) SI(61, 2) ST(64, 2)
70 0.96289906 0.960181543 0.957353056 0.949143243
75 0.90423742 0.899746640 0.893606531 0.882913764
80 0.81075621 0.804358436 0.793837357 0.783807917
85 0.66912780 0.659968649 0.645760840 0.635573943
90 0.47668261 0.464236350 0.450115603 0.435762844
95 0.26168739 0.248033054 0.239427926 0.219823304
100 0.09058580 0.081125847 0.079370316 0.063408897
105 0.01386676 0.011058342 0.011505930 0.006615424

Table 2.12: Predicted forward survival probabilities with CIR model, different cohorts.
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A comparison between Tables 2.9, 2.10 and Tables 2.11, 2.12 shows that HW and CIR
models are once again more efficient: the forward survival probabilities provided by
HW and CIR models, are more in line with the improvement of longevity for younger
generations.

2.4.2 Parameter smoothing

Next, we examine the evolution trend of the HW and CIR models’ parameters. We
focus on smoothing B, % and o following these three steps:

1. We use projected data for calibration and consider individuals aged from 55 to
85 years old in 2015.

2. We draw the data points related to each parameter and each age;
3. We use smooth non-linear functions to approximate these data points.

We find the following results:

Parameter B evolution Parameter o evolution

At A e et s s o o & eememe . e

Figure 2.15: Non-linear regression applied to the different parameters, HW model.
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Parameter B evolution Parameter ¢ evolution

e

Figure 2.16: Non-linear regression applied to the different parameters, CIR model.

From these figures, we see that parameter B is very stable’. The initial level of the

target % increases exponentially with age, which is also in line with the Gompertz

assumption.

2.5 Conclusion

In this paper, we described the stochastic evolution of mortality using affine processes.
We considered five kinds of stochastic processes that differ in their drift and stochastic
part, and their survival probabilities were provided in closed form and studied analyti-
cally. The intensity processes were calibrated to the Belgian population, using historical
data for old generations and projected mortality tables for younger generations. For
each model, we performed different calibration tests and assessed their ability to fore-
cast mortality. As a result, we showed that adding a time-dependent long-term mean
to the selected processes seems to be more appropriate to describe the death intensity
of individuals, satisfying most of the reasonable criteria for a good mortality model.
Moreover, we proposed procedures for mortality forecasting and mortality trend as-
sessment, which describe the future evolution of mortality within a single cohort and
between different cohorts, respectively. Furthermore, we voluntarily confined ourselves
to one-factor, non-jump basic models in order to focus on our research question con-
cerning the eventual mean reversion mortality property. We conclude that while the
mean reversion aspect is not suitable for mortality when using a fixed target, it is en-
tirely appropriate when using a variable target linked to the increase in mortality with
age. For further research, an interesting study would be to consider different functions
for the floating target and assess the performance of the mean-reverting models.

"This stability confirms the adequacy of Gompertz model.
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Chapter 3

Pricing of longevity derivatives and
Cost of Capital

Abstract

Annuities providers become more and more exposed to longevity risk due
to the increase in life expectancy. To hedge this risk, new longevity deriva-
tives have been proposed (longevity bonds, g-forwards, S-swaps...). Although
academic researchers, policy makers and practitioners have talked about it for
years, longevity-linked securities are not widely traded in financial markets, due
in particular to the pricing difficulty. In this paper, we compare different existing
pricing methods and propose a Cost of Capital approach. Our method is designed
to be more consistent with Solvency II requirement (longevity risk assessment is
based on a one-year time horizon). The price of longevity risk is determined for
a S-forward and a S-swap but can be used to price other longevity-linked secu-
rities. We also compare this Cost of Capital method with some classical pricing
approaches. The Hull and White and CIR extended models are used to repre-
sent the evolution of mortality over time. We use data for Belgian population to
derive prices for the proposed longevity linked securities based on the different
methods.

3.1 Introduction

Significant improvements in longevity have been experienced in most developed coun-
tries. For annuity providers, longevity risk, i.e., the risk that future mortality trends
differ from those anticipated, constitutes an important risk factor.

Under the new European regulatory environment for the insurance industry, Solvency
I1, it becomes a requirement for insurers to measure and evaluate longevity risks (Lev-
antesi and Menzietti [17]). As a consequence, the level of the capital required for
longevity is increasing (EIOPA 2011 [14]), and this creates the need for some longevity
risk management solutions.

In the past, annuity providers were only able to transfer the longevity risk to rein-
surer who can offer a standardized, or a customized hedging with no residual basis

1Zeddouk, F. and Devolder, P. Pricing Longevity Derivatives and Cost of Capital (2019), Risks, 7(2),1-29
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risk, but this risk transfer arrangement has become increasingly expensive and present
a large counterparty credit risk. In addition, the capacity of reinsurers is limited be-
cause longevity risk cannot be diversified, and as a consequence, just few reinsurers
accept taking longevity risk (Blake [3]). Hence, finding other alternatives to transfer
the longevity risk, notably securitization, became a necessity (Cox et al. [10]; Li et al.
[18]). Another de-risking approach for a pension provider are the pension buy-in and
the pension buy-out (D’Amato et al. [11]).

In recent years, some longevity derivatives arose. These products are based on mor-
tality /longevity rates, similar to those existing in the financial market (Blake et al.
[4])

The two main longevity-linked securities that were proposed in the literature are
longevity bonds (Blake and Burrows [5]), and Survival swaps (Dowd et al. [13]).
Longevity swaps are considered better because their transaction costs are lower, are
more flexible and could be customized to suit individual circumstances. Moreover, they
do not require the existence of a liquid market. Therefore, longevity swaps appear to
be the most relevant derivative to consider for hedging longevity risk.

Like the interest rate swaps, the survival swaps can be broken down into a collection
of more simple derivatives: the Survival-forwards (Coughlan et al. [9]).

These derivatives have attracted many researchers and practitioners who have pub-
lished many papers on this subject, but because of the pricing difficulties, and the fact
that these products remove only the longevity risk, they are still not widely traded in
the financial market (Lin et al. [19]).

Some authors have introduced a new methodology inspired by Solvency II: the pricing
of longevity derivatives using the Cost of Capital approach. A version of this method
has been proposed by Levantesi and Menzietti [17] in a discrete time model.

In this paper, we generalize this approach in two directions: first we use a risk mea-
surement more in line with Solvency II and based on successive one-year time horizons;
secondly we model longevity risk with continuous-time processes, as they offer analyt-
ical tractability and can be used for the pricing of financial instruments. We also study
the consistency between this Cost of Capital approach (COC) and three important
classical pricing methods used in finance: risk-neutral pricing, Wang transform and
Sharpe ratio.

This paper is organized as follows: in Section 3.2, we give the general pricing frame-
work for the S-forward with the classical the COC approach, then the same framework
is provided in Section 3.3 for the S-swaps. In Section 3.4, we translate the theoretical
framework into a numerical illustration, enabling the analysis of the consistency be-
tween the proposed and the existing classical pricing approaches. We show that none
of these methods is completely consistent with the COC approach. Finally, in Section
3.5 we conclude.

3.2 Survival-forwards

As an interest-rate swap is essentially a portfolio of forward-rate agreement (Hull [15]),
the survival swap can be broken down into a collection of a more simple derivative:
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the Survival-forward. Therefore, we will begin our study by focusing on them.

3.2.1 Definition and structure

A Survival forward (or S-forward) is an agreement between two counterparties to
exchange at a future date T' (the maturity of the contract), an amount equal to the
realized survival rate of a given population cohort (floating leg), in return for a fixed
survival rate agreed at the inception of the contract (fixed rate payment).

Notional x Fixed Survival Rate
Fixed Leg Payer Floating Leg Payer
Notional X Realized Survival Rate

Figure 3.1: S-forward

For easiness of representation, we consider the notional amount equal to one monetary
unit. The payoff of the S-forward is then given by:

Payoff(T) = P, — Tﬁw (31)

where _.p_ is the realized survival rate (Fr measurable), and _.p, is a fixed probability
of an individual aged z at time 0 to be alive at age x + T' (F, measurable).

3.2.2 Assumptions

In order to price the S-forward and S-swap, we will need to make some assumptions.
For the whole paper we will consider the following:

e The longevity is stochastic through one explanatory variable, the mortality inten-
sity denoted by p,(t,w), which represents the force of mortality for an individual
aged x 4+t at time ¢.

e For this mortality intensity, we consider two affine stochastic time-continuous
models (Luciano and Vigna [21]):

1. Hull & White model (HW):
(1) = (E(1) — ua(8))dt + (). (32)

2. Cox-Ingersoll-Ross (CIR) extended model:

dpi (t) = (§(t) = pa(t))dt + 0/ pra(t)dw(t). (3.3)
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with £(t) = AeP! and A, B,b, o positive numbers, w(t) a standard Brownian motion
under the real world probability measure P.
The CIR model guarantees the positivity of the force of mortality.

e The spot interest rate r(¢,w) is stochastic and is solution of an SDE of the form:
dr(t,w) = h(t,r)dt + z(t,r)dw(t,w), (3.4)

where h and z are two given functions.

e w and w are independent standard Brownian motions under the real probability
measure P.

e We denote by V(¢,T) the price at a given time t of an S-forward with maturity
T.

e The survival index at time ¢ of an individual initially aged x, alive at time ¢ and
surviving 1" — t years more is given by the following process:

I(x+t,T —t) = e~ Ji pelww)du, (3.5)

o p?* = ¢~ Jom(9)ds is the observed survival function (F, measurable).

e The two models being affine, the expectation of their survival index is directly
given by (Dowd et al. [13]):

Ep(I(z+t,T —t) | F;) = x0T lt), (3.6)

1. In the HW model we have:

w _pT e(B+O)T _(B+b)t eBT _ Bt o2 _ -
(t,T) :%[ o BTb — 5] - Sl = e T) — T 1]
1— €_b(T t))
el
FT) = - e

2. In the CIR extended model we have:

CIR eBs(en(T—s) _g—(T— s))
(t T 2Aft (27+b)er(T=5) +(2y—b)e— (T~ S)d (3 8)
BCIR( ) _ sinh(y(T—t)) :
P 'ycosh(v(T—t)+§bsinh('y(T—t)),

1
with v = (b2+202)_2 .

o P(t,T) = Eg(e” S r(s)ds | F¢) is the price at time ¢ of a zero coupon bond with
maturity 7" under the risk-neutral probability measure Q.

e There is no basis risk: the insurer’s reference population is the same as in the
longevity linked security.

e There is no counterparty default risk.
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3.2.3 S-forward pricing by Cost of Capital

There is an ongoing debate and many authors have addressed the question of how to
price longevity-linked securities, but the calibration of the market price of longevity risk
remains an open question as “ in one hand, there is a quest for actuarial or economic
methods of how to derive prices “conceptually” and, on the other hand, there is the
problem of how to derive prices given a certain methodology, i.e. what data to use for
calibration purposes ”(Bauer et al. [2]).

Some authors have suggested that, following the directive of Solvency II, the price of
longevity linked securities could be associated with the Solvency Capital Requirement
(SCR) to cover unexpected losses (Borger [6]).

Laventesi and Menzietti [17] have proposed to price a S-forward using the risk margin
implicit within the calculation of the technical provisions as defined by Solvency II.
The overall idea is based on linking the price of longevity-linked securities with the
capital that the insurer should hold to cover unexpected losses: according to Solvency
IT, insurance liabilities that cannot be hedged are evaluated as the sum of a best
estimate and a risk margin (RM), which is the market value of the uncertainty on
insurance liabilities. The RM is determined by the cost of capital approach based on
the SCR, the capital required to cover with 99.5% probability the unexpected losses
on a one-year time horizon.

In other words, by entering an S-forward, the insurer can lower its exposition to the
longevity risk and in consequence, the SCR for longevity risk can be mitigated, or even
reduced to zero if the longevity risk is completely covered, and so does the correspond-
ing RM. Hence, the price of an S-forward should not be higher than the cost of holding
the SCR, otherwise insurers will not be interested in buying it. In fact, this approach
provides an estimation of the maximum price that the insurer would be willing to pay
to transfer longevity risk.

Let us consider a T-years S-forward contract.

Cashflow

Figure 3.2: T-years S-forward contract

Under this approach, the price of the S-forward at time ¢ is given by:
Vooo(t,T) = BE{ + RM,, (3.9)

where BEY is the best estimate, equal to the discounted expectation of the payoff of
the S-forward at time ¢ under the real-world measure, and RM; the risk margin.
At time 0, we obtain:

Vi

coc

(0,T) = BE; + RMj, (3.10)

where BE] is as follows:

BEy = P(0,T)(Ep(I(z,T) — ;Pr)- (3.11)
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The risk margin is defined as the present value of future returns on the successive
SCRs:

T-1
RMy=C%Y _SCR;P(0,i+1), (3.12)
i=0
where SCR; is the solvency capital Requirement to cover with 99.5% probability the
unexpected losses for year ¢, and C' is the Cost of Capital rate (6% in Solvency II).
These future SCR; are random variables. In order to compute the initial risk margin
RM,, we need to use their estimation at time 0 denoted by: SCR; = SCR; lo-
The risk margin at time 0 becomes then:

T-1
RMy = C% Y _SCR; P(0,i+1). (3.13)

=0

In order to determine the price of an S-forward, we will need to calculate the estimation
the future solvency capitals. Solvency II provides different methods to calculate these
capitals. We will consider the VaR method, that measures the potential loss in value
of a risky asset or liability over a defined time horizon for a given confidence level, say
99.5% (Solvency II standard).

Levantesi and Menzietti’s specification

A first approach developed by Levantesi and Menzietti [17] is based on the VaR of the
payoff at 99,5% from the moment of calculation until maturity, as represented by the
following figure:

Cashflow

Expectation Var

Figure 3.3: Computation of the successive SC'R; in the Levantesi and Menzietti’s specification

Explicitely, the SCR; are given by:

SCR; = VaRggs%(P(1, T)PayoffTvaRggﬁ% — BE;P) ( )
= P(i,T) VaRog 5% (I(z,T)—1p.)—P (1, T)(Ep( (2, T) — ,p,)) (3.15)

= VaRogg s (P (i, T)(I(2,T)—,p,))—P(i,T)(Ep(I(z,T) — ,P,))(3.16)

— PG T) (I ) VaRoose(I(e 11,7 — 1)) — Bo(1(e, )] (3.17)

SCR; o = P, T)[Ep(I(z,i)) VaRog sy (I (x + i, T — i) — Ep(I(z,T))]. (3.18)
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From expression (3.18), we can see that the Value-at-Risk is measured on the whole
interval [i, T.

The price of the S-forward is then equal to:

VCOC(()?T) = P(OvT)(EP(I('T7T)) - Tﬁa-) (319)
T-1
+ 6% 3 PG, T)P(0,i + 1) [Be((I(x,)) VaRao 506 (I (x + i, T — i) — Be(I(x, T))].
1=0

Our specification

To be more consistent with the logic of Solvency II, we propose to adopt another
formulation: the SCR at time ¢ should cover with 99.5% probability the unexpected
losses on a one-year time horizon (the interval [i,7 + 1]), and we consider mortality
evolution’s up to time ¢, and from ¢ 4+ 1 to T" according to their best estimates:

SCR; H
\ | | N | | |
I I I I I I I |
0 i i+1 T
Expectation VaR Expectation

Figure 3.4: Computation of the successive SC'R; at time 0 in our specification

Then the expression of the SC'R; becomes:
SCR; = VaRgg 55| BE;,, P(i,i + 1) — BE]], (3.20)
where:

BE!, = (I(z,i+ )Ep(I(x+i+1,T—i—1)—,p,))P>i+1,T) (3.21)
BE, = (I(x,i)Ep(I(x+i,T —i) — .p,))P(i,T). (3.22)

The SC'R; is then given by:
SCR; = P(i,T) VaReg 54 I (2, + 1) Ep(I(x + i+ 1,T — i — 1)) — I(x, i) Be(I(x +4,T — i))]

= P(’Z:,T)I(x,i)[VaRgg)g)%(I(l' +i,1)Ep(I(x+i+1,T—i—1)) — Ep(I(x+1i,T —1))].
(3.23)

Therefore, the estimation of SC'R; |y can be given by:

SCR; o= P(i, T)Ep(I(x,i))[VaRg 50 (I(x+i,1)) — Bp( I(z+i, 1)) Ee( I(x+i+1,T—i—1)). (3.24)
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The risk margin at time 0 is then equal to:

RMy = 6% 3 (Bo(1 () [VaRonse(Ix 4 5,1)) — Fe( I +5,1))
« Bo(I(z+i+1,T—i—1)P0,i+1)PGT). (3.25)

Finally, the price of the S-forward with the COC approach is:

Vcoc (O’ T) = P(Ov T) (EIP’[](xv T) - Tﬁw])

+ 6% i[EP(I(x, i))[VaRog 5% (I (x 4+ i,1)) — Ep(I(z +1i,1))]
Eo(I(x+i+ 1T —i—1))P(0.i+ 1)P{.T). (3.26)

Let us now apply these methods using two particular mortality models.
HW model

To determine the explicit expression of the price, we need to compute:
i+1
VaRgo 55 (I( + 7, 1)) = VaRgg s (€™ Ji ™ #a(5)ds),

In general, we have:

VaR99,5%(I($ +t, T — t)) = VaR99,5%(e_ ftT Nz(S)dS) — \/‘aRggﬁ%(BX(t,T)). (3_27)
We know that:

I(w+1,T —t) = e~ Ji Hi(we)du _ X(T), (3.28)
One can show that under the real-world risk measure P, we have :
X(t,T)~ N(m(t,T), n(t,T)%). (3.29)

So the survival index [ is log-normally distributed with:

—b(T—t)_ . _ . v
m(tT) = pa(t) 2 = g (P 1) = e e )
9 g2 1—e—b(T—t) (1—e—b(T—1))2 ( : )
n“(t,T)= &[T —t- b - % ]
Then we have:
VaR9975%(I(x + t, T — t)) = €m(t’T)+Z"n(t’T), (331)

where z, = 7 is the quantile of a normal distribution N(0,1).
We consider n = 0,995, 2, = 2,58 (Solvency II standard). Finally, the price of the
S-forward at time 0 becomes:

o ap (0,1 =Bs " (0,T)ua(0) _ 5
V_  (0,T)=P0,T)(e™ W07 DA — p)
T—1 HW
+ 6% E : |:60¢11» 0= B (0.1 (0) [ gm(isi+1)+2yn(isi+1)

=0

afw(i,m)—ﬁ]fw(i7i+1)u7(i>]eafw(

. HW | .
—e +1T)-6, “+LTWW+”]P(0,@'+ 1)P(i,T), (3.32)
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with 1, (1) = E,(p.(i)) and, o, (., T),8, (.,T) are given by (3.7)
CIR model

Let us here consider that the intensity of mortality follows the CIR process. Same as
in the HW model, we will need to determine VaRgg 59 (e~ fz‘M“f(s)ds), but as it is not
easy to find an analytical solution, we will need to simulate it numerically. The price
of the S-forward is then given by:

CIR

VIR (0,T) = P(0,T) (e TOD=BT O 0) _

coc
T-1
+6% Y {eaﬁm(o,w—ﬁfm(o,m<o> [VaRegg g0 (¢~ 5 1 ()5
i=0
_6a]§IR(i,i+1)fBPCIR(i,i+1)E(i)]6a]§IR(i+1,T)7ﬂH?IR(i+1,T)E(i+1) P(0,i +1)P(i,T), (3‘33)

CIR

where ap (., T") and ﬂ;IR(.,T) are given by (3.8).

Pricing at any time t:

Following our same reasoning, we give the expression of SC'R; at any time ¢ (0 < t < 1)
under the COC approach:

Cashflow

L A )
— Y

F, measurable Expectation VaR Expectation

Figure 3.5: Computation of the successive SC'R; at any time ¢ in our specification

Veoot,T) = P(t,T)I(x,t)EBp(I(x+t,T —t))
T-1
+ 6% Z I(z,t)Ep(I(z +t,i — t))[VaRog 500 (I(2 + i, 1)) — Ep(I(z +1,1))]

X Ep(I(z+i+1,T—i—1))P(i,T)P(t,i+1). (3.34)
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HW model

We determine under our philosophy the price of an S-forward at time ¢(0 < t < T)
using HW model:

HW HW(

Vv, (tv T) = P(t» T) Lpgbs - eoF

HW
T)—PBp ) ~
oe 6T)=Pp  (ET)pa(t) _—

T-1 HW(

+ 6% Z [tpgbs . eOP

i=t

oqfw(i,i+1>fﬁ§W<z’,z‘+1>mi)]

ti)—Ba " (1) (1) [em(i-i+1)+2n(i.i+1)

HW
ap

. HW .
—e eor (HLT)=p; ““’T)“I(Z“)]P(z’,T)P(t,z'+1). (3.35)

CIR model

Let us here consider that the intensity of mortality follows a CIR process. The price
of the S-forward at time ¢ (0 < ¢ < T') becomes:

CIR CIR( CIR

V. (t,T) = P(t,T)[po - e  tD=F (D) _ 5

coc Tp»p]
=1 CIR CIR 1
+ 6% Z Lpgbs ceor  (BD)=Bp (HD)pa (D) [VaRag 55z (¢~ 5 M(s)ds)
i=t
CIR CIR(

oot it @) g (L) —6; i+1vT)m(i+1)}P(i,T)P(t,i+1). (3.36)

3.2.4 Comparison with classical methods

We develop in this section the pricing of the S-forward contract, following other alter-
native theoretical formulas to compare with formula (3.34):

e The risk-neutral approach (Cairns et al. [7]);
e The Wang transform (Wang [23]);

e Sharpe ratio (Milevsky et al. [22]).

Numerical comparisons will be given in section 3.4.

Risk-neutral approach

The risk-neutral pricing is a technique widely used in quantitative finance to compute
the values of derivatives, and could be adapted to price longevity-linked securities.
As discussed in some papers, (see for example Cairns et al. [8]), this approach is
not ideal to price longevity derivatives as the longevity market is immature, and this
method requires the availability of a considered amount of data. But it is interesting
to explore the risk-neutral pricing formula for comparison purposes.
Under the risk-neutral probability measure Q,, the price of an S-forward at time ¢ is
given by:

Vo, (tv T) = P(ta T) [tp:chSEQA (I(x +t, 71 — t)) — 7D, ‘ th]v (337)

where A is the market price of longevity risk.
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We first consider the HW model to get an explicit expression of the S-forward price.
We assume that p,(t) follows the HW process given by (3.2).

Let us introduce the market prices A(t, o (t)) associated with longevity risk, and let
w*(t,w) = fo (¢, pa(s

We consider a rnodel with a constant market price of risk (¢, u,(t)) = A.

The SDE of the force of mortality under the risk-neutral measure becomes:

du (t) = (£(t) — buy(t) + oN)dt + odw*(t). (3.38)

From equation (3.38), we see that a positive value of A\ would increase the drift of the
force of mortality. To follow the same insurer’s logic, by overestimating the survival
process expected value and underestimating the mortality, we have to choose a negative
value for .

Under the risk-neutral measure, the survival probability takes the form:

Eo,(I(z+t,T —t)) = e G867 ¢ Dua(t), (3.39)

where af V' (¢, T) and 5§ (t,T) are given by:

HW _pT e(BHOT _ (B+b)t PBT_eBt]

ag, (t,T) = %[e " Brb - B - 2b2i (1—eT=0) — T 4]
— 25 (1— e PT=D)2 — 22 (1 — exp(—b(T — 1))

(3.40)

Hence, the price of the S-forward at time ¢ with the risk-neutral approach is as follows:
aw obs & t,T t, T (t N
Vou  (£,T) = P(t,T)(,po% "% DT Dm0 s . (3.41)
CIR model

Let us now assume that p,(t) follows the CIR process given by (3.3).

We introduce the market prices A(t, i, (t)) associated with longevity risk, w*(¢t,w) =
(t, pa(s

Under thef(l]{eal World probability measure P, w* is a Brownian motion with drift, and

therefore is not a martingale. According to Girsanov’s theorem, w*(t,w) is a standard

Brownian motion under the risk-neutral measure Q.

The SDE of the force of mortality becomes:

du (1) = (£(t) — by (t) + Ao/ e (t))dt + o/ p () dw* (t). (3.42)
The survival probability takes also the form: Ep(I(z+t,T—t)) = o T =AG " ke (t)
We assume that the market price of longevity risk has the following classical form:

A = K/ (t), where k is a constant.

Equation (3.42) then becomes:

A (£) = (€() — (b — o) (£))dt + o/ 1 (B (3.43)
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The parameters af'*(t,T) and 5§!#(t,T) are given by:

BS(EW(T s) _e—v(T— 5))

CIR
(t T = 214]; (2y+b—0r)eVT=5) 1 (2y—btok)e=1(T— S)d
(3.44)
CIR smh(w(T t))
boy O T) = SoaGT—0+ 160w s T—0)
1
with v = po M)ZHU =
Finally the price is given by:
Vo "(t,T) = P(t,T)[ p* ¢*& " D=0y 5 ) (3.45)

Wang transform approach

The Wang transform method is a distortion approach that is based on a distortion
operator (Leung et al. [16]). In the insurance context, this operator converts the best
estimate of the survival index into its risk equivalent using a specific price of risk. This
procedure was presented by Dowd et al. [13] as a pricing method used in the pricing of
several over-the-counter longevity swaps in practice, and used for instance by Denuit
et al. [12])

The Wang distortion risk measure is given by:

Pgs () = /0 ) 95(Fy(s))ds, (3.46)

where x is a continuous non-negative random variable.
F,(s) is its decumulative function, and gs is the distortion function associated with
the distortion parameter  and given by:

gs5(s) = (D7 (s) +9), (3.47)
where ®(.) is the cumulative standard normal distribution
Then: -
oy (I +,T — 1)) = / B(O(Frpsizs(s)) + 6)ds. (3.48)
0

The price of the S-forward at time ¢ is then given by:

Viang (6 T) = Pt T)[02 pg, (I(x +£,T = 1)) = 1, | Fil. (3.49)

Wang

HW model

To obtain an explicit expression of the S-forward price with HW model, we need to
determine the formula of py (I(x +¢,T —1)).

The Wang distortion of a log-normal distribution is still log-normal with a corrected
drift parameter:
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eN(m(t,T),n2(t,T)) SN eN(m(t,T)+5n(t,T),n2(t,T)), (3‘50)
so:
n(t.T)2
pos(I(@ +t,T — t)) = emET+on(eT)+ 250 (3.51)
The price of S-forward with Wang approach at time ¢ is finally given by:
n(t,T)2
Vi (1.T) = P4 T) i e DD 55— ), (3.52)

CIR model

Because of its complicated distribution, it is not easy to find an explicit formula for
pgs(I(x+t,T —t)). Hence, we will need an SDE discretization scheme.
For the CIR model, the Euler discretization scheme is as follows:

pa(t + Al) = pr(t) 4 (£(8) = bpra (1)) AL + 01/ (1) A (). (3.53)

In order to simulate the survival index I(z +¢,7 — t), we make a classical assumption
often encountered in life insurance theory: we suppose that the force of mortality is
piecewise constant between each point computed by the above Euler discretization.

The Sharpe Ratio approach

The Sharpe ratio method was used for instance by Milevsky et al. [22] and by Loeys
et al. [20] to price g-forwards. It is a standard deviation principle that does not use a
transformation of survival probabilities.
In liquid financial markets, the Sharpe ratio provides a benchmark for the determina-
tion of risk premia. The Sharpe ratio is given by:

market r'p =Ty

g = , (3.54)

Op

where 1, is the expected return of the portfolio, ry is the risk free rate and o, is the
standard deviation of the portfolio return.

Using the analogy to the Sharpe ratio in financial market, the Sharpe ratio in the insur-
ance context (Barrieux and Verrart [1]) is equal to the excess payoff on the longevity-
linked securities over its best estimate divided by its standard deviation.

tnswrance V(X)) = Es(X)
S - = (3.55)

According to this approach, the price of the S-forward is given by:

Vorare 0 T) = P(t.T) (0" Ep(I(x +t,T — 1)) — 1

Sharpe T

+ S,p/Varp(I(z +1,T —t))), (3.56)
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where S is the chosen fixed Sharpe ratio, and Varp(I(z +¢,T — t)) is the variance of
the survival index.

HW model
The variance of the survival process is as follows:

Varp(I(z +t,T —t)) = Va(eXET)) = Vp (N T nt1)%)) (3.57)
then:

Varp(I(z +t,T —t)) = (e"®T)” — 1)2mtT+nt1), (3.58)
The price of the S-forward at time ¢, is then given by:

HW

ey (17) = P(&T)( 2" Bel I 4 1.7 = 1)] = 1.
o StPObS \/(en(t,T)Q o 1)e2m(t,T)+n(t,T)2 > (359)

CIR model
We have:

Varp(I(z +t,T —t)) = Ep[ (v +t, T —t)?] — Ep[I(x +t,T —t)]?, (3.60)
where:

Ep[I(x+t,T —t)?] = Ep(e” . 2pa(s)ds) — gof ™ (BT)=BE T (1 T)2pa () (3.61)
and:

d241,(t) = ((26(t) — 2bpg(t))dt + 20/ 24, (t)dw(t). (3.62)

CIRx*

ap " (t,T) and By " (t,T) are then given by:

CIRx* BS e *(T—s)_ —_e— *(T—s)
Oé]Pa (t T 4AL (27" +b) e(W (T— S)+(2’y* be— q)(T s)d 3 63
CIRx ¢ T) smh('y (Tf ) ( : )
BP ( ’ ~* cosh(y*(T— t)+ bsinh(y*(T—-t))’
1
with v* = (b2+§02_)2 .
ap ' (t,T)and ap " (t,T) can be solved numerically. The variance of the survival index

under the real world probability is:
Varp(I(z +t,T — t)) = e GD =BT (0 T)2a(t) _ 2afTH@T) =BT De(0)] - (3,64)

Finally, the price of the S-forward is as follows:

CIR

V. (t,T) = P(t, T)( obs o TR (t,T) =B 7 (8,T) pa (1) — P,

Sharpe

+ s \/ eOF T =B (4 T)2p0 (1) _ p2lof " (6,T) =BT (6T (1)] ) (3.65)
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3.3 Survival-Swaps

As we mentioned previously, the S-swap is considered as the sum of S-forward contracts.

3.3.1 Definition and structure

A Survival swap (or S-swap) is a collection of S-forwards exchanged at a predetermined
calendar times [t1, ...., t,]. Schematically, an S-swap can be represented as follows:

Notional x Fixed survival rate at time t;

Notional x Realized survival rate at time t;

Figure 3.6: S-swap structure

3.3.2 S-swap Pricing under the cost of capital approach

Let P(s,t1,1s,...,t,) denote the price of an S-swap at time s (with s < t; <t < ... <tp,).
Under the assumption of non-existence of arbitrage opportunities, the price at time s
of an S-Swap with ¢y, %, ..., , as exchange dates is given by:

P(s, b1ty o tn) = > V(s 1), (3.66)
i=1
where V(s,t;) is the S-forward price in an approach and a model that have to be
specified.
Let us consider an S-swap with n cash flows. The price at time s of an S-swap is given
by:
Pooo(s ti ta, ty) = Y BE,, + Y RM,, (3.67)
j=1 j=1
where BE ;. and RMj,, are as follows:
BEg;, = P(s,t;)[I(z,s)Ep(I(x + 8,t; — 8)) — 1,D], (3.68)
and
ti—1
RM,y, = 6% Y SCRiy, |s P(s,i+1). (3.69)

=5
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We finally find the price of the S-swap at time s:

n

Pooo(situstaont) = 3 [P(s,tj)(l(x,s) Be(I(z+5,t; — ) — 1,px)
+ 6% JZ: P(i,t;)P(s,i+ 1)I(x,s) Ep(I(x +s,i—s))[VaRog 5% (L (x + 7, 1))
— Ep(I(z+i, )] Ep(I(x+i+1,t; —i—1))]. (3.70)
HW model

If we consider that the force of mortality follows the HW process, the price under the
Cost of Capital approach is given by:

HW n
Pcoc (S’ t,t2, . t") = Z [P(S7 tj)(spgbs eaﬂgw(87ti)_ﬂ]§W(S7ti)Mw(s) - tjﬁz)
=1
tj—1
+ 6% Z P(’i,tj)P(S,i+ 1)Spgbs[ea]fw(s,i)—,ﬁfw(s,i)u,(s)(em(i,i+1)+za7z(i,i+1))
_ eau?W(i,m)foW<m'+1>uz<i>eaé’w<z‘+1,ti>76§W(z‘+1’ti>m<i+1>}. (3.71)
CIR model

If we consider that the force of mortality follows the CIR process, the price under the
Cost of Capital approach is given by:

n
CIR CIR \Y_pCIR . N
P (8,t1,t2, cnty) = E {P(S,tj)(spgbs e (sit) =B (st )pa(s) _ tjpz)

coc
i=1

tj—1

+ 6% Y P(ity) Pls i+ 1),pg [ 070D VaReg g (e I 1o ()

_ eaglR(i,H-l)—BpCIR(i,i+1)ﬂm(i)eanIR(i+17ti)—Brp?IR(i""lvti)m(H‘l)} . (3.72)

3.4 Numerical illustration

In this section we give the numerical results of the prices of different S-forwards, using
the approaches studied previously for the Belgian population.
We use the following assumptions:

e An insurer with a portfolio of pure endowment contracts paying a lump sum of
1€ at maturity 7', and who is interested in hedging the longevity risk;

e Ny = 10000 initial policyholders for each cohort;
e Individuals aged 65, 70, or 75 years old in 2015;

e Payment of 1€ to each policyholder alive at time T
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e Calibration and fixed leg based on projected data from the IA|BE unisex projected
generational mortality table?;

e The riskless interest rate is constant (equals to 1%).

The fixed rates used for different ages and maturities are reported in Table 3.1:

T/Age 65 70 75

p(0)  0.0105677 0.0160885 0.0263359
T=5 0.9419321 0.9101241 0.8507335
T =10 0.8658090 0.7865578 0.6473974

Table 3.1: The fixed survival rates ,p, for different ages and maturities.

3.4.1 Calibration

We calibrate our models to the data, using the Least Square Estimation method.

HW model

In order to determine the parameters of the survival function, we calibrate the HW
model on projected mortality data for each cohort as explained in the beginning of
this section.

The optimal parameters are given by Table 3.2:

Age A B b o

65  0.00231775 0.11562220 0.25062948 0.01770006
70 0.00517446 0.11645594 0.32024870 0.02352572
75 0.01008112 0.11656453 0.32687591 0.06456541

Table 3.2: Optimal parameters values for the survival function in the HW model

CIR model

The optimal parameters for the three generations are summarized in Table 3.3:

Age A B b o

65  0.00239811 0.11537936 0.26181448 0.00186426
70 0.00507981 0.11650159 0.31192722 0.00621368
75 0.01573756 0.11389749 0.55079961 0.02816582

Table 3.3: Optimal parameters values for the survival function in the CIR model

2IAIBE  Mortality  projection for the Belgian population, 2015. Available from:
https://www.iabe.be/nl/iabe-mortality-tables
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3.4.2 S-forwards COC prices
Table 3.4 gives the the prices found under the COC approach, using HW and CIR
models for mortality:
HW model CIR model
BE RM Pricc  BE%  RM% BE RM Pricec  BE%  RM%
mo=65T=>5 4587512  6.75613  52.63125 87.16% 12.83%  44.28595 10.68733 54.97327 80.55%  19.44%
2o =65,T =10 76.53061 11.86875 88.39936 86.57% 13.42%  74.69407 22.70057 97.39464 76.69%  23.30%
2o =T0,T=5 2858322 21.38306 49.96718 57.20% 42.79% 2847494 16.53768 45.01261 63.25%  36.74%
2o =70,T =10 2635731 3516336 G61.52067 42.84% 57.15%  24.18322 3345732 57.64054 41.95%  58.04%
2o =T75,T = 7.24736  75.30577  82.55310 91.22%  8.78% -4.96041  55.56708 50.60666 -9.80%  109.80%

o =75T=10 -11.20288 112.83990 101.63710 -11.02% 111.02% -14.28582  90.50064 76.21482 -18.74% 118.74%

Table 3.4: Comparison between the prices of the different S-forwards with HW and CIR
models

In order to have a better idea of the magnitude of these S-forward prices, we can link
them with the original price of the pure endowment contract received by the insurer.

The premium P of this pure endowment contract is given by: [ E, = (1T f;;T, with ¢ the
technical interest rate.

Table 3.5 reports a comparison between the premium P and the price of the S-forward
S _price, considering a technical rate of 0.5% and using COC approach for both models
of longevity.

HW model CIR model
P S _price HC P S price HC

ro=065T=5 9187.329 52.63125 0.57% 9187.329 54.97327 0.60%
ro=65,7 =10 8444.847 88.39936 1.04% 8444.847 97.39464 1.15%
rg=70,T=5 8297.805 49.96718 0.60% 8297.805 45.01261 0.54%
rg="70,T =10 7671.854 61.52067 0.80% 7671.854 57.64054 0.75%
ro="T75,T=05 8877.084 82.55310 0.93% 8877.084 50.60666 0.57%
ro=75T =10 6314.525 101.63710 1.61% 6314.525 76.21482 1.20%

Table 3.5: Comparison between the prices of the pure endowment and S-forward contracts

We can see that the hedging cost denoted by HC = % is around 1%.

3.4.3 Consistency with the classical pricing methods

In this section, we compare numerically the COC approach with other methods devel-
oped in subsection 3.2.4. In order to check the consistency between COC and each of
these methods, we compute the value of the parameters of the three methods; these
parameters are computed such that the COC price is equal to the price given by the
considered methods. We can say that a method is consistent with the COC approach
if its parameters are quiet stable for different ages and maturities.
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Risk-neutral approach

In this method we determine the market price of longevity risk, generating the same
price as the one found with the COC method.

HW model

Under the risk-neutral method, and under the assumptions considered previously, the
price at time 0 is:

VA (0,T) = e T( %0 O oy OTme® _ 5y (3.73)
The market price of risk A is determined such that this risk-neutral price is equal to
the cost of capital price. If this coefficient is stable, it means that the two methods are
consistent. Table 3.6 gives the values of A when we use the HW model for longevity:

S-forward COC price Market price of longevity risk

29 =065T =5 52.63125 A= -14.40%
xo=65,T =10  88.39936 A= -22.61%
xo =70, =5 49.96718 A= -15.53%
xo =70, =10  61.52067 A= -25.47%
2o =151 =5 82.55310 A= -19.33%
xo= 75T =10 101.63710 A= -37.53%

Table 3.6: Equivalent market price of longevity risk in the risk-neutral approach, HW model

CIR model

Under the risk-neutral approach, and considering that the intensity of mortality follows
the CIR model, the price of the S-forward is:

CIR CIR
VQHAW (0, T) = e_TT( e%ox (01)=hq, (0Dka(0) _ Tﬁx) (3'74)

Table 3.7 represents the different values of the market price of longevity risk.

S-forward COC price K Market price of longevity risk A = x4/11,(0)

29 =651 =5 54.97327  -0.743 A= -7.64%
ro=065T =10  97.39464  -0.533 A= -5.48%
29 ="70,T=5 45.01261  -0.609 A= -7.72%
xo = 70,T =10 57.64054  -0.436 A= -5.53%
xo="15T =5 50.60666  -0.468 A= -7.06%
x9 = 75,T =10 76.21482  -0.297 A= -4.83%

Table 3.7: Equivalent market price of longevity risk in the risk-neutral approach, CIR model

Clearly, the two methods are not completely consistent, even if the parameters seem
to be more stable in the CIR model.
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Consistency with Sharpe Ratio

We will now compute the value of the Sharpe ratio corresponding to the S-forward
price found with the COC method.

HW model

The price with this approach using HW model is given by:

HW

0,7)=e"T (eaﬁw(O,T)—Bﬁw(OvT)uz(O) — b+ S \/(en(oj)? _ 1)62m(0,T)+n(0,T)2)‘

(3.75)
Table 3.8 gives the equivalent Sharpe ratio generating the prices found with COC
approach.

Sharpe

S-forward COC price Sharpe parameter

x9g=065T =5 52.63125 S5=9.62%
9 = 65,17 =10 88.39936 S=9.55%
xo="70,T =5 49.96718 S=10.13%
xo = 70,T =10 61.52067 S=10.43%
2o ="75T =5 82.55310 S=11.47%
xo=175T =10 101.63710 S=13.91%

Table 3.8: Equivalent Sharpe parameters, HW model

CIR model

With the CIR model, the price of the S-forward at time 0 is given by:

CIR
"o = e (o TODFECTI O

Sharpe (07

TS \/eagm*(om)—agm*(o,mzm(m _ 2l0STR(O,T)~ETR(0,T)ue (0)] )(3.76)

Table 3.9 presents the different values of the Sharpe parameter under the CIR model:

S-forward COC price Sharpe parameter

20 =65T=5  54.97327 S=15.35%
z0=65T=10  97.39464 S=17.44%
20="70,T=5 4501261 S=16.17%
20="70,T =10  57.64054 S=17.55%
20="75T=5  50.60666 S=16.45%
20="T75T=10  76.21482 S=17.61%

Table 3.9: Equivalent Sharpe parameters, CIR model

We can see that for both mortality models, Sharpe parameters have a better stability.
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Consistency with Wang transform

We will now compute the value of the Wang transform parameter corresponding to

the COC S-forward price.
HW model

Table 3.10 gives the different values of the Wang parameter under the CIR model:

S-forward COC price Wang parameter

29 =65,T =5 52.63125 J =9.62%
g = 65,17 =10 88.39936 d = 9.55%
290 =70, =5 49.96718 d =10.12%
x9="70,T =10 61.52067 d =10.41%
2o =15T =5 82.55310 d = 11.44%
xo = 75,7 =10 101.63710 d = 13.48%

Table 3.10: Equivalent Wang parameters, HW model

CIR model

For the CIR model we use numerical simulation to compute the Wang Transform
parameters corresponding to the COC prices. We get the following results:
Table 3.11 gives the different values of the Wang parameter under the CIR model:

S-forward COC price Wang parameter

29 =065T=5 04.97327 d =16.29%
9 = 65,17 =10 97.39464 d = 16.49%
29 =70,T =5 45.01261 d = 16.89%
xo = 70,17 =10 57.64054 6 =17.91%
290 ="15,T =5 20.60666 d =16.55%
x9=75,T =10 76.21482 d=17.75%

Table 3.11: Equivalent Wang parameters, CIR model

Synthesis

The Cost of Capital approach is parameterized by one variable: the Cost of Capital
rate, which is fixed by regulation (6% in Solvency II nowadays). This legal and unique
parameter value can be seen as a benchmark, and allows us to find equivalent values
of the parameters in the three other methods. The simulations presented above show
that:

e None of the classical pricing methods is completely consistent with the COC
approach, which is not surprising (the COC price (formula (3.26)) is based on a
multiperiod formula);
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e Sharpe ratio and Wang transform methods seem closer to COC than risk-neutral
approach;

e The values found for Sharpe and Wang methods are quite similar. In Appendix
A we present for the HW model, complete results for ages between 55 and 85,
and maturities from T'=1 to T" = 15.

Remark: smoothing

Taking into account the irregular form of all these prices due to the use of gross
mortality parameters for each age (formulas (3.2) and (3.3)), we can smooth these
parameters. Appendix B gives the methods used for this smoothing. Appendix C gives
then the smoothed prices with COC method in the HW model.

3.5 Conclusion

In this paper, we have developed in continuous-time a new way to price longevity
linked securities based on the Cost of Capital approach, consistent with the directive
of Solvency II. We considered two examples of stochastic time-continuous processes for
longevity, Hull & White and CIR extended. This COC method has been compared with
three classical methods used in finance: the risk-neutral, Wang and Sharpe methods.
More precisely, we have found the parameters of these three methods giving equivalent
prices to the COC approach with 6% COC charge, as mentioned in the Solvency II
regulation. Even if none of these methods is consistent with the COC approach, it
appears that Wang transform and Sharpe ratio methods are more similar to COC
than risk-neutral method. In this paper we did not take into account the basis risk.
We could use this proposed COC method to price other longevity linked securities that
take into account this risk, for instance the exchange forwards and exchanged options.
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Appendices

Appendix A

COC prices of different S-forwards, HW model

Age/Years 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
55 2,1768706  7,645950536  16,33313671 27,66480999 40,64993112 5544692673 70,66711363 86,36881849 101,2028691 1149826224 127,4397041 139,2642165 147,1956821 153,7583705 158,1290551]
56 1,804452614 7,141070861 15,44932364 25,64332178 37,97904649 50,97117035 64,7213424 77,95695133 90,13311681 101,3221848 112,1431302 119,2556828 125,2720068 129,352999 129,8719672
b7 1,811826103 7,648725775 16,05012504 27,16993677 39,2369969 52,26699877 64,86198942 76,29292926 86,64487884 96,5100457 102,4248649 107,0729366 109,5819853 108,2974216 104,4799611
58 1,921457249  7,920167398  18,05871237 30,2542374 44,42009981 59,00887794  73,04967574 86,6096054 100,1962391 110,158004 119,1750683 126,2555655 129,6155118 130,4268428 129,2984779
59 2,642948583  9,943257288 19,7747718 32,17534381 45,62022971 59,01751402 72,52673467 86,66302449 97,63954671 108,2011827 117,2772806 122,9959048 126,4789669 128,3496366 126,0893723|
60 2,215083941 8,711412336 19,14726772  31,62991976 44,62915064 58,19946652 72,70600368 84,11846129 95,18929064 104,7365807 110,7931071 114,4571608 116,4118338 114,0732334 108,1408484
61 4,735216291 14,2038521  27,11310808 42,0329614 59,2169846  78,98996111 97,05021834 116,068152 134,6011976 150,41367 164,388671 177,0825281 185,1151056 188,6430333 187,5581031]
62 6,587732845 21,23944835 39,32925734 59,44172877 80,89562805 98,73259696 115,5543037 129,8827373 139,5706718 145,7215307 149,2412294 147,4938866 141,2423595 130,6609384 117,3882424
63 5,482982277 13,92642322 25,71882976 41,11183479 55,43115179 71,53940415 87,62181391 100,9920245 112,4788675 122,7808907 128,8743127 131,1887049 129,5609005 125,440654  118,4013969)
64 1,508059137 7,612287022 18,09791488 27,79522377 39,48672657 51,37172298 60,92901863 68,98958396 76,37911249 80,02344759 80,35525739 77,20176768 72,15024695 64,74788032 55,37888244
65 2,696806474 12,93272397 24,06172239 38,11826228 52,61632773 64,56731471 74,55632498 833903719 87,85452468 8834422041 84,67728092 78,63810515 69,82053955 58,74166476 44,13148303]
66 4,614823032 14,70019181 30,17790943 47,12023085 61,68631284 74,04400261 84,92702183 90,96105054 92,49951057 89,34859731 83,49987579 74,57252128 63,19150347 48,08872992 34,05617679|
67 4,645759801 18,00554077 34,873336  50,55239268 64,70876231 77,89160123 86,41877207 90,45424822 89,6479275 86,09414769 79,31815963 69,95160513 56,6227264 44,20118202  29,39681558|
68 2,842969562 11,86213427 22,31493623 33,65537116 46,25839593 5597295051 62,53705859 65,18465349 6589000355 63,8451608 59,47580749 51,1013850 4349644597 33,00643291 20,33470013]
69 2,423335339  9,828537047 20,1979862 33,14436205 43,82134841 51,53842873 55,23865342 56,99509509 55,8901631 52,37936921 44,69019465 37,7324747 27,66516155 15,31667731 5,200264764
70 3,66017856 12,72158932  26,38434097 39,15575211 49,83012195 56,89394113 62,38635228 65,09191902 65,33527725 61,08193416 57,24732846 49,6641262  39,18943547 30,4493177 19,14663223|
71 6,437697912 19,36139302  34,51532037 50,71416162 65,91566247 81,8433937 96,38994075 107,9478129 113,8963906 118,9405067 118,4270687 113,184392 107,9791853  98,28643241  93,46497565)
72 9,626547277  25,60957253  44,22020037 61,77712352 79,62024634 95,0679164 106,9139386 112,5812831 117,1533352 1159158426 109,9975096 104,5087689 94,71621509 90,2923888 85,77119758|
73 0,708690787  7,745575089  14,88434237 22,8014924  28,79186491  32,74639203 31,8996754 31,51384471 26,57459596 18,33593112 12,12373136 2,818518646 0,335971796 -1,107867918  2,703995403
74 1,324452393  6,790093136  15,94248958 24,83985865 32,66650309 35,92712688 39,71020253 38,41220462 33,27380515 29,79448071 22,42079287 21,40947446 20,73149664 24,48855191 27,4313317
75 896517587 2627183403 4665248463 67,41543229 82,55313459 96,81027227 1039153274 1051664864 106,3800282 101,6370614 101,7319246 100,5097345 102,0012462 101,5189943 1054746949
76 11,37193116  31,32023918 53,85898223 71,1704332 87,66077103 96,48468211 99,14833263 101,8914638 98,35389107 99,85919291 99,95691176 102,592183 102,9073232 107,5287843 101,8696323
ar 9,658499145 2894395364 49,73262865 74,55628636 92,14289136 102,8797711 112,9217768 115,101614 121,2465898 124,5760643 1289285846 129,7131393 133,6854071 126,1820471 116,7579353|
78 -0,447350425 4,836355716 15,070390139 19,82820347 20,03731989 22,47408563 19,39108984 23,30984615 26,94946238 3374686107 3901944187 49,16110779 48,80895259 47,43346191 43,88340405)
79 5,622704323 27,57268564 52,85582276 76,69639617 102,9355754 121,3566417 144,5677921 164,4761678 183,5556911 194,3075811 204,0164902 197,9108021 186,88201 170,7733475 150,5928846
80 -13,91536234 -22,21973085 -27,24202708 -23,81954003 -23,54800789 -13,59881353 -3,355733165 9,357538472 19,83428968 34,13432718 35,90610776 35,53945197 31,97247623 25,53022891 16,8675239
81 6,156511574  21,67351482 52,33034683 80,3326296 116,3830377  148,6407925 174,412026 190,1447675 203,0038736 197,2817564 185,2499442 167,0297243 144,14982  118,3409479 91,46531186
82 -23,40305252 -30,8710047 -38,56783304 -32,12126964 -23,02208561 -10,24862174 1,873272233 19,04155593 23,24779093 25,8751564 25,36567381 21,80115739 15,6396906 7,693179186 -0,966380885
83 -21,99351947 -37,28919886 -32,59446789 -22,3467536 -7,36699892 7,618202923 27,66777175 33,50429934 37,19812275 36,98416167 32,99747555 25,8239165 16,45087398  6,146465409 -3,73060085
84 -24,35691878 -21,96495376 -11,31965378 4,5534146  20,72940225 41,78248461 47,12300994 49,90577873 48,24442713 42,41805974 33,19167911 21,74362393 9,519340755 -1,981304238 -11,45051649
85 -31,8519033 -41,192253 -36,04810097 -23,36502 -0,732724167  8,299605391  17,03516395 22,32444309 23,62348514 21,04500877 15,29301645 7,52509245 -0,861874474  -8,49566101 -14,28804438|
Figure 3.A.1: S-forward prices under the Cost of Capital approach, HW model
Consistency COC / Risk neutral, HW model
Age/Years 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
55 -8,09% 951%  -1004%  -10,59%  -11,15%  -11,73%  -12,33%  -1294%  -1357%  -1421%  -14,87%  -1554%  -1623%  -1693%  -17,64%
56 -8,97% -9,44% 9,92%  -1042%  -1092%  -11,44%  -11,97% -12,51%  -13,07% -13,64%  -14,22%  -1481%  -1542%  -16,03% -16,66%
57 -9,01% 9,64%  -1030%  -10,98%  -1168%  -12,41%  -1316%  -1394%  -14,74%  -1556%  -16,40%  -17,26%  -1815%  -19,05%  -19,97%
58 -9,01% 9,65%  -1032%  -11,01%  -11,73%  -12,47%  -1324%  -1404%  -14,85%  -1560%  -16,55%  -17,44%  -1834%  -1927%  -2021%
59 -8,99% 9,50%  -10,02%  -10,55%  -11,10%  -1167%  -12,24%  -12,84%  -13,44%  -1406%  -14,69%  -1534% -16%  -16,67%  -17,36%
60 -9,03% 9,71%  -1043%  -11,18%  -1195%  -12,76%  -1359%  -14,45%  -1534%  -1625%  -17,19%  -1815%  -19,13%  -20,14%  -21,16%
61 -4,15% -4,45% -4,78% -5,14% -5,54% -5,98% -6,49% -7,06% 7,71% -8,44% 9,28%  -1023%  -1121%  -12,17% -13,12%
62 -928%  -10,96%  -12,81%  -14,80%  -1694%  -1920%  -2157%  -2403%  -26,56%  -29,16%  -31,81%  -3450%  -37,22%  -39,96%  -42,73%
63 -7,07% -7,64% -8,28% -8,99% 0,80%  -10,71%  -11,67%  -12,60%  -13,53%  -1445%  -1538%  -1632%  -1727%  -1822%  -19,19%
64 -9,04% 9,77%  -1053%  -11,33%  -12,16%  -13,03%  -1392%  -14,85%  -1581%  -16,80%  -17,81%  -1885%  -1991%  -21,00%  -22,11%
65 915%  -10,33%  -11,60%  -12,96%  -1440%  -1591%  -17,49%  -1914%  -20,85%  -22,61%  -24,41%  -2626%  -2815%  -30,06%  -32,01%
66 -920%  -11,06%  -13,02%  -1514%  -17,41%  -19,81%  -22,33%  -2494%  -27,63%  -30,38%  -33,18%  -36,03%  -3890%  -41,80%  -44,71%
67 -930%  -11,11%  -13,10%  -1527%  -17,58%  -2003%  -22,60%  -2526%  -28,00%  -30,80%  -33,65%  -3654%  -39,46%  -42,40%  -4536%)
68 916%  -10,37%  -11,66%  -13,04%  -1450%  -1604%  -17,65%  -1932%  -21,05%  -22,84%  -24,67%  -2654%  -2845%  -30,30%  -32,36%
69 -923%  -10,73%  -12,36%  -14,11%  -1598%  -17,96%  -20,04%  -2220%  -24,43%  -2672%  -29,06%  -3145%  -3387%  -36,32%  -38,79%
70 922%  -10,63%  -12,16%  -13,79%  -1553%  -17,36%  -1928%  -2128% = -23,35%  -2547%  -27,64%  -29.86%  -32,11%  -3438%  -36,69%)
71 -5,42% -6,34% -7,39% -8,61%  -1001%  -1163%  -1346%  -1526%  -17,07%  -1889%  -20,72%  -22,57%  -24,44%  -2633%  -2822%
72 -6,34% -7,93% 984%  -12,11%  -1479%  -17,78%  -20,82%  -2391%  -27,05%  -3023%  -33,43%  -36,66%  -39,89%  -43,14%  -46,39%
73 943%  -11,77% -14,40%  -17,28%  -2036%  -23,62%  -27,02% 30,51%  -34,08% 37,69%  -41,35%  -4503%  -48,73%  -52,44% -56,15%
74 -940%  -1151%  -13.86%  -16,43%  -19,18%  -22,08%  -2512%  -2825%  -31,46%  -3472%  -38,03%  -4136%  -4472%  -48,09%  -51,47%
75 -7,51% 9,85%  -12,70%  -1596%  -1933%  -22,82%  -2641%  -3007%  -33,78%  -37,53%  -41,31%  -4509%  -48.88%  -52,67%  -56,46%
76 -854%  -11,96%  -16,03%  -20,36%  -2492%  -29,64%  -3445%  -3932%  -44,22%  -49,13%  -54,04%  -5895%  -63,85%  -68,74%  -73,63%
77 -7,08% 9,56%  -1259%  -16,25%  -20,08%  -24,02%  -2805%  -32,13%  -36,26%  -4041%  -44,56%  -4872%  -52,87%  -57,02%  -61,16%
78 -9,78%  -13,45% -17,66%  -22,28%  -2717%  -32,23%  -37,39% 42,61%  -47,85% 53,11%  -58,38%  -63,64%  -6890%  -74,16% -79,41%
79 -4,08% -5,83% 798%  -10,57%  -13,60%  -17,11%  -21,10%  -2561%  -30,61%  -3557%  -40,51%  -4543%  -50,31%  -55,16%  -59,99%
80 920%  -11,01%  -1291%  -1496%  -17,15%  -19,48%  -21,91%  -24,44%  -27,04%  -2971%  -32,42%  -3518%  -37,97%  -40,78%  -43,60%)
81 -5,58% 7,70%  -1030%  -13,41%  -17,07%  -2128%  -2551%  -29,76%  -34,02%  -3828%  -42,52%  -46,75%  -50,96%  -55,15%  -59,31%
82 -935%  -11,41%  -1370%  -16,20%  -1888%  -21,72%  -24,68%  -27,74%  -30,89%  -3409%  -37,30%  -40,62%  -4392%  -47,24%  -50,57%
83 -934%  -11,24% -1332%  -1559%  -1801%  -20,58%  -23,26% -26,04%  -28,90% 31,82%  -34,78%  -37,78%  -40,80%  -43,85% -46,90%
84 -944%  -11,67%  -1417%  -1690%  -19,82%  -2291%  -26,13%  -2944%  -32,83%  -3627%  -39,74%  -4325%  -46,77%  -50,30%  -53,83%
85 934%  -11,33%  -1353%  -1593%  -1851%  -2123%  -2408%  -27,02%  -30,05%  -3314%  -3627%  -3944%  -42,63%  -4584%  -49,06%

Figure 3.A.2: Consistency between risk-neutral and Cost of Capital method, HW model
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Consistency COC / Sharpe , HW model

Age/Years 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
55 15,34% 11,31% 9,62% 8,67% 8,06% 7,64% 7,33% 7,11% 6,94% 6,81% 6,72% 6,65% 6,59% 6,55% 6,53%)
56 15,34% 11,27% 9,55% 8,57% 7,94% 7,50% 7,18% 6,94% 6,76% 6,62% 6,50% 6,42% 6,35% 6,30% 6,26%)|
57 15,34% 11,41% 9,78% 8,88% 8,32% 7,95% 7,68% 7,50% 7,37% 7,28% 7,22% 7,18% 7,16% 7,16% 7,16%)|
58 15,34% 11,42% 9,80% 8,90% 8,35% 7,97% 7,72% 7,54% 7,41% 7,33% 7,27% 7,23% 7,22% 7,22% 7,23%)
59 15,35% 11,31% 9,61% 8,65% 8,03% 7,60% 7,29% 7,06% 6,89% 6,76% 6,65% 6,57% 6,52% 6,47% 6,44%)
60 15,34% 11,46% 9,86% 8,99% 8,46% 8,10% 7,86% 7,70% 7,58% 7,51% 7,47% 7,45% 7,44% 7,45% 7,48%)
61 7,05% 5,25% 4,52% 4,14% 3,92% 3,81% 3,76% 3,77% 3,82% 3,91% 4,03% 4,20% 4,36% 4,50% 4,62%)
62 15,36% 12,30% 11,27% 10,88% 10,76% 10,80% 10,92% 11,10% 11,32% 11,55% 11,81% 12,07% 12,34% 12,61% 12,88%
63 12,01% 9,00% 7,82% 7,23% 6,92% 6,79% 6,74% 6,70% 6,67% 6,66% 6,66% 6,67% 6,69% 6,72% 6,75%)|
64 15,34% 11,50% 9,93% 9,08% 8,56% 8,22% 8,00% 7,85% 7,75% 7,69% 7,66% 7,66% 7,67% 7,69% 7,73%)
65 15,34% 11,88% 10,58% 9,94% 9,62% 9,46% 9,40% 9,41% 9,47% 9,55% 9,66% 9,79% 9,93% 10,08% 10,23%
66 15,35% 12,36% 11,39% 11,04% 10,97% 11,04% 11,20% 11,41% 11,65% 11,92% 12,20% 12,49% 12,78% 13,07% 13,37%
67 15,36% 12,40% 11,44% 11,11% 11,04% 11,13% 11,30% 11,52% 11,77% 12,05% 12,33% 12,63% 12,93% 13,23% 13,53%
68 15,36% 11,91% 10,61% 9,99% 9,67% 9,51% 9,46% 9,47% 9,53% 9,62% 9,73% 9,86% 10,01% 10,16% 10,31%
69 15,35% 12,14% 11,02% 10,53% 10,34% 10,30% 10,36% 10,48% 10,63% 10,82% 11,02% 11,23% 11,45% 11,68% 11,91%
70 15,38% 12,09% 10,90% 10,37% 10,13% 10,06% 10,07% 10,15% 10,28% 10,43% 10,60% 10,78% 10,98% 11,18% 11,38%
71 9,07% 7,26% 6,69% 6,55% 6,62% 6,83% 7,14% 7,39% 7,63% 7,85% 8,05% 8,26% 8,45% 8,65% 8,83%)
72 10,39% 8,72% 8,43% 8,61% 9,06% 9,61% 10,13% 10,61% 11,07% 11,52% 11,95% 12,38% 12,79% 13,18% 13,57%
73 15,36% 12,81% 12,16% 12,07% 12,23% 12,52% 12,87% 13,26% 13,68% 14,10% 14,52% 14,95% 15,37% 15,78% 16,19%
74 15,39% 12,66% 11,87% 11,67% 11,73% 11,93% 12,20% 12,52% 12,86% 13,22% 13,58% 13,95% 14,32% 14,68% 15,05%
75 12,18% 10,64% 10,62% 11,02% 11,47% 11,95% 12,44% 12,93% 13,42% 13,91% 14,39% 14,86% 15,32% 15,77% 16,21%
76 13,55% 12,43% 12,75% 13,31% 13,98% 14,68% 15,40% 16,11% 16,81% 17,49% 18,16% 18,80% 19,43% 20,04% 20,63%,
77 11,40% 10,17% 10,33% 10,99% 11,65% 12,29% 12,92% 13,53% 14,13% 14,71% 15,27% 15,82% 16,34% 16,86% 17,35%
78 15,43% 13,83% 13,87% 14,36% 15,02% 15,75% 16,50% 17,25% 17,99% 18,71% 19,42% 20,10% 20,77% 21,42% 22,06%,
79 6,44% 5,99% 6,26% 6,79% 7,48% 8,30% 9,23% 10,26% 11,38% 12,38% 13,30% 14,15% 14,94% 15,68% 16,37%
80 15,36% 12,33% 11,33% 10,95% 10,86% 10,91% 11,05% 11,24% 11,47% 11,72% 11,98% 12,25% 12,53% 12,81% 13,10%
81 8,92% 8,11% 8,32% 8,90% 9,70% 10,65% 11,49% 12,25% 12,95% 13,60% 14,21% 14,79% 15,34% 15,86% 16,35%
82 15,34% 12,58% 11,77% 11,56% 11,60% 11,79% 12,04% 12,35% 12,68% 13,03% 13,38% 13,74% 14,10% 14,45% 14,81%
83 15,39% 12,48% 11,57% 11,27% 11,23% 11,34% 11,54% 11,78% 12,05% 12,35% 12,65% 12,97% 13,28% 13,60% 13,91%
84 15,41% 12,76% 12,04% 11,90% 12,01% 12,25% 12,56% 1291% 13,29% 13,68% 14,07% 14,47% 14,86% 15,25% 15,64%
85 15,35% 12,53% 11,68% 11,43% 11,44% 11,60% 11,83% 12,11% 12,42% 12,74% 13,08% 13,42% 13,76% 14,10% 14,44%
Figure 3.A.3: Consistency between Sharpe and Cost of Capital method, HW model
Consistency COC / Wang, HW model
Age/Years 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
55 15,34% 11,31% 9,62% 8,66% 8,05% 7,63% 7,33% 7,11% 6,94% 6,81% 6,71% 6,64% 6,59% 6,55% 6,52%
56 15,34% 11,27% 9,55% 8,57% 7,94% 7,50% 7,18% 6,94% 6,75% 6,61% 6,50% 6,41% 6,35% 6,29% 6,26%
57 15,34% 11,41% 9,78% 8,88% 8,32% 7,94% 7,68% 7,50% 7,37% 7,27% 7,21% 7,18% 7,16% 7,15% 7,16%
58 15,34% 11,41% 9,79% 8,90% 8,34% 7,97% 7,72% 7,54% 7,41% 7,32% 7,26% 7,23% 7,21% 721% 7,22%
59 15,35% 11,31% 9,60% 8,64% 8,03% 7,60% 7,29% 7,06% 6,88% 6,75% 6,65% 6,57% 6,51% 6,47% 6,43%
60 15,34% 11,46% 9,86% 8,99% 8,45% 8,10% 7,86% 7,69% 7,58% 7,51% 7,46% 7,44% 7,44% 7,45% 7,47%
61 7,05% 5,25% 452% 4,14% 3,92% 3,81% 3,76% 3,77% 3,82% 3,91% 4,04% 4,21% 437% 4,52% 4,65%)
62 15,36% 12,29% 11,27% 10,87% 10,76% 10,79% 10,91% 11,09% 11,30% 11,54% 11,79% 12,05% 1231%  1258%  12,85%
63 12,00% 9% 7,82% 7,22% 6,92% 6,78% 6,73% 6,69% 6,67% 6,66% 6,66% 6,67% 6,69% 6,72% 6,75%
64 15,34% 11,49% 9,93% 9,08% 8,56% 8,22% 7,99% 7,84% 7,75% 7,69% 7,66% 7,65% 7,66% 7,68% 7,72%
65 15,34% 11,88% 10,57% 9,94% 9,62% 9,46% 9,40% 9,41% 9,46% 9,55% 9,66% 9,78% 9,92% 10,07% 10,22%
66 15,34% 12,36% 11,39% 11,04% 10,96% 11,03% 11,19% 11,40% 11,65% 11,91% 12,19% 12,47% 12,76%  13,06%  13,35%
67 15,35% 12,39% 11,44% 11,10% 11,04% 11,12% 11,29% 11,51% 11,76% 12,03% 12,32% 12,61% 1201%  1320%  13,50%
68 15,36% 11,91% 10,61% 9,98% 9,66% 9,50% 9,45% 9,46% 9,52% 9,61% 9,72% 9,85% 9,99% 10,14% 10,30%|
69 15,35% 12,14% 11,01% 10,53% 10,33% 10,30% 10,35% 10,47% 10,62% 10,80% 11,00% 11,22% 11,44%  1166%  11,89%
70 15,38% 12,08% 10,90% 10,36% 10,12% 10,04% 10,06% 10,14% 10,26% 10,41% 10,58% 10,76% 10,95% 11,15% 11,35%
71 9,06% 7,25% 6,69% 6,54% 6,61% 6,83% 7,13% 7,39% 7,63% 7,85% 8,07% 8,28% 8,48% 8,68% 8,88%
72 10,38% 8,71% 8,42% 8,60% 9,04% 9,50% 10,10% 10,58% 11,04% 11,48% 11,91% 12,33% 1274%  1313%  13,52%
73 15,35% 12,81% 12,15% 12,06% 12,22% 12,51% 12,86% 13,25% 13,66% 14,08% 14,50% 14,92% 15,34% 15,75% 16,16%|
74 15,38% 12,65% 11,86% 11,66% 11,72% 11,91% 12,18% 12,49% 12,83% 13,19% 13,55% 13,91% 1427%  1464%  14,99%
75 12,17% 10,62% 10,59% 11,00% 11,44% 11,91% 12,39% 12,88% 13,36% 13,84% 14,32% 14,78% 15,23% 15,68% 16,11%
76 13,53% 12,41% 12,72% 13,27% 13,93% 14,62% 15,33% 16,02% 16,71% 17,38% 18,02% 18,65% 1926%  19,86%  20,43%
77 11,30% 10,16% 10,31% 10,95% 11,61% 12,25% 12,87% 13,47% 14,06% 14,63% 15,19% 15,72% 1624%  1675%  17,24%
78 15,42% 13,82% 13,85% 14,34% 14,99% 15,71% 16,45% 17,19% 17,92% 18,64% 19,33% 20,01% 2067%  21,30%  21,93%
79 6,44% 5,99% 6,26% 6,80% 7,51% 8,34% 9,28% 10,33% 11,46% 12,48% 13,42% 14,28% 1500%  1585%  16,56%
80 15,36% 12,33% 11,33% 10,95% 10,85% 10,90% 11,04% 11,23% 11,45% 11,70% 11,96% 12,23% 12,51% 12,79% 13,07%
81 8,91% 8,10% 831% 8,90% 9,71% 10,67% 11,53% 12,30% 13,02% 13,70% 14,33% 14,94% 1551%  1606%  16,58%
82 15,34% 12,58% 11,77% 11,55% 11,60% 11,78% 12,04% 12,34% 12,67% 13,02% 13,37% 13,73% 1408%  1444%  14,79%
83 15,39% 12,48% 11,56% 11,25% 11,22% 11,33% 11,52% 11,76% 12,03% 12,32% 12,62% 12,93% 13,24% 13,55% 13,87%)
84 15,40% 12,76% 12,03% 11,88% 11,99% 12,23% 12,53% 12,88% 13,25% 13,64% 14,03% 14,42% 1481%  1519%  1557%
85 15,35% 12,53% 11,68% 11,42% 11,44% 11,59% 11,82% 12,10% 12,41% 12,73% 13,06% 13,40% 13,74% 14,08% 14,42%

Figure 3.A.4: Consistency between Sharpe and Cost of Capital method, HW model
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Figure 3.A.5: 3D presentation of the S-forwards prices and the corresponding parameters in

the classical methods
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Appendix B

Parameter Fitted model Error Pseudo-R?
a + bx + cx? 0.004228  0.9300884
a= 2.675e-01
b= -8.947¢-03
c= 7.481e-05
a + bx + cx? 0.001877  0.5578862
a= 1.968e-02
b= 2.872e-03
c= -2.154e-05
az? 0.1431 0.5408143
a= 1.968e-02
aeb* 0.02138 0.1448673
o a= 0.0002570
b= -0.0560466

A

Table 3.B.1: Non-linear regression results, HW model.
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Appendix C

COC prices of different S-forwards using smooth parameters, HW model

Age/Years 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
55 12,8234315 15,7275763 9,46135275 -5,9316194 -31,811434 -67,77583 -115,01798 -173,36205 -243,9983 -327,33262 -423,2985 -531,18174 -654,04103 -789,02028 -936,43444
56 16,8249269 30,8657931 42,0911495 49,7938578 54,4892988 54,8564764 51,0464156 41,2684067 24,9334242 2,03595937 -26,90385 -65,33301 -110,73993  -164,0425 -226,90674
57 20,6706857 43,9019461 68,7301591 95,6801782 123,259435 151,694298 179,747187 206,811731 233,066827 259,175765 281,727279 303,440817 323,267406 339,25663 352,626129
58 23,8942982 53,6825583 89,7883655 130,419677 175,742577 224,446051 275,793804 330,095105 388,112894 446,467021 508,125776 572,400834 637,824128 705,891018 777,534527
59 25,615872 61,0889654 104,178249 154,861326 211,622125 273,452482 340,671966 414,030239 490,045902 571,835435 658,7603 749,434681 845,513061 948,188741 1055,54022
60 27,8000384 65,7858178 113,635374 169,504159 23196268 301,231015 377,909733 458,274334 545451106 638,695729 736,536526 840,618061 952,211603 1069,35263 1193,37817
61 27,8232919 67,394053 116,45885 173,048508 237,19974  309,2667 385,165214 467,926794 556,579108 649,438411 747,998768 853,466593 963,671435 1079,7855 1202,38476
62 28,0385395 66,751118 113,569412 168,310745 231,026523 297,200484 369,718448 447309914 528,005642 613,081728 703,620048 797,161616 894,636687 996,360617 1104,06446
63 26,8286353 62,0545012 105,322839 156,383085 210,262895 269,692657 333,080681 398,154642 465963457 537,464668 609,907813 683,986025 759,765352 838,864343 920,916413
64 23,6235722 55,1238222 94,0419676 134,985575 180,572631 228905494 277,42873 326,989781 378,466198 428,854145 478,530334 526,810575 575,254254 623,327626 671,259767
65 21,1186963 48,9193328 77,7423973 110,207724 144,175282 176,858376 208,955504 241,144764 269,676037 294,874429 316,461664 336,098103 353,221207 368,153484  379,38559
66 19,3975551 38,3026818 59,6014804 81,0571117 99,7527066 115,872108 129,989896 138,719454 142,326018 140,493419 135,08204 125,58689 112,526291 94,5507928 76,4028509
67 12,8860933 26,2416496 38,0577897 45,2135255 47,8198873 46,9347294 39,1208875 24,6501729 3,22369582 -23,016652 -54,465002 -90,348773 -131,81681 -173,6766 -218,78058
68 10,2479045 16,3515347 154055055 7,99146678 -4,4501381 -25,292534 -54,183698 -91,35457 -134,31219 -183,31327 -237,30796 -297,24572 -357,48581 420,660199 -484,87377
69 6,20514836 2,15612113 -10,940236 -30,910099 -60,870277 -100,27494 -149,21856 -204,79087 -267,09204 -334,79064 -408,66539 -482,64994 -559,23507 -636,03223 -706,75984
70 -0,2264307 -13,556375 -36,39077 -71,218862 -117,08843 -173,85218 -238,07727 -309,69316 -387,08213 -470,89386 -554,67496 -640,86109 -726,65047 -805,26437 -878,67237|
71 -6,1562934 -26,131922 -61,016829 -109,04366 -169,60117 -238,58488 -315,70242 -399,03708 -489,14758 -579,23447 -671,76735 -763,61326 -847,57572 -925,65344 -985,93039)
72 -9,4078468  -38,49066 -83,810547 -143,86481 -213,59145 -292,37849 -377,96622 -470,8494 -563,90754 -659,73736 -754,9446 -841,98642 -923,02317 -985,7394 -1033,0043]
73 -15,526725 -52,294961 -107,0043 -173,13369 -249,53891 -333,51768 -425,50697 -518,07298 -614,0256 -709,77272 -797,48009 -879,60531 -943,48346 -992,17608 -1018,9307|
74 -21,022118 -64,999492 -122,96698 -192,84588 -271,30653 -358,69474 -447,251 -540,08123 -633,44825 -719,27575 -800,44761 -863,99121 -913,27268 -941,72827 -952,53497
75 -27,069942 -72,055917 -131,13887 -200,03433 -278,92952 -359,7121 -445,87031 -533,57153 -614,53546 -692,21775 -753,37152 -801,78222 -831,16651 -844,69088 -834,44704
76 -27,489335 -71,893635 -127,39825 -193,93997 -263,04945 -338,72324 -417,10266 -489,75299 -560,86234 -616,93826 -662,31859 -691,10647 -706,51227 -700,73631 -687,8457|
77 -27,41788  -66,63359 -117,28603 -170,69225 -231,63025 -296,37548 -356,42997 -416,9238 -464,15934 -503,18758 -528,62728 -543,80744 -541,1143 -534,89247 -515,93534|
78 -23,975762 -57,446044 -92,151053 -134,37257 -180,96304 -223,61098 -268,72526 -302,4751 -330,83488 -349,10459 -360,82452 -358,67806 -357,43415 -347,464  -330,2853|
79 -21,784298 -38,305528 -59,332139 -83,561621 -103,60216 -127,78003 -142,33357 -154,47892 -160,41635 -164,03261 -158,44953 -159,06337 -155,85042 -150,09237 -142,15796|
80 -9,892879 -12,849081  -13,02644 -6,0582118 -3,6221496 7,37876422 17,9426225 30,6121492 40,9692128 55,2586919 57,2052363 57,173457 53,9924806 47,8213268 39,1261703
81 -3,6437023 14,7385746 50,4633248 84,8545887 128,675908 169,983588 209,398916 241,63232 272,016281 283,044568 285,347579 277,687273 260,630732 235,436049 204,030103|
82 8,09331233 63,4477879 130,484178 212,83905 292,881388 367,85992 430,930489 486,029555 513,970875 525,533456 519,18905 495,755357 457,175152 406,4751 347,569656
83 34,6923827 121,659527 243,335499 369,13773 489,349494 593,91095 684,409771 739,264484 769,206516 772,118337 748,864413 701,919925 635,320419 554,419173 465,434207
84 53,2660323 198,925645 372,488185 547,489146 706,242742 845,767231 940,726251 1001,40126 1024,64128 1011,07913 963,522201 886,88462 787,901934 674,594121 555,506757
85 98,3229728 299,281898 530,525075 754,167258 956,875531 1106,64508 1212,29961 1268,92233 1276,51913 1237,97809 1158,93113 1047,41265 913,239885 767,12949 619,647558

Figure 3.C.1: S-forward
HW model

prices under the Cost of Capital approach with smooth parameters,

Consistency COC / Risk neutral using smooth parameters, HW model

Age/Years 1 2 3 4 5 3 7 8 9 10 11 12 13 14 15
55 -4,04% -5,10% -6,29% -7,62% -8,68% 959%  -1043%  -11,22%  -11,98%  -12,73%  -13,48%  -1423%  -1498%  -1573%  -16/48%
56 -3,83% -4,45% -5,14% -5,91% -6,78% -7,75% -8,83% -9,81%  -10,75%  -11,64%  -12,52%  -1339%  -1425%  -1510%  -1596%)
57 -3,74% -4,05% -4,38% -4,76% -5,18% -5,65% -6,18% -6,78% -7,46% -8,22% 9,09%  -1007%  -11,12%  -12,14%  -13,15%
58 -3,77% -3,87% -397% -4,09% -4,21% -4,36% -4,52% -4,70% -4,91% -5,15% -5,42% -5,74% -6,10% -6,52% -7,00%
59 -3,89% -3,88% -3,87% -3,84% -3,81% -3,78% -3,74% -3,70% -3,65% -3,61% -3,56% -3,52% -3,48% -3,44% -3,40%
60 -4,10% -4,07% -4,02% -3,97% -3,90% -3,83% -3,74% -3,65% -3,55% -3,44% -3,32% -3,20% -3,06% -2,92% -2,77%
61 -4,38% -4,40% -4,01% -4,42% -4,42% -4,43% -4,48% -4,45% -4,47% -4,50% -4,53% -4,58% -4,65% -4,73% -4,83%
62 -4,74% -4,86% 5% -5,15% 5,32% -5,52% -5,74% -6,00% -6,30% -6,65% -7,04% -7,50% -8,03% -8,63% -9,32%
63 -5,15% -5,44% -5,76% -6,13% -6,55% -7,03% -7,58% -8,21% -8,94% -9,76%  -10,71%  -11,79%  -13,00%  -1441%  -1599%
64 -5,62% -6,11% -6,68% -7,32% -8,07% -8,92% -989%  -11,01%  -12,28%  -1374%  -1536%  -1698%  -1860%  -2023%  -2187%
65 -6,13% -6,87% -7,72% -8,70% -983%  -11,12%  -12,61%  -1424%  -1588%  -1753%  -19,19%  -2086%  -22,56%  -24,28%  -26,01%
66 -6,69% -7,70% -8,88%  -1023%  -11,80%  -13,44%  -1508%  -16,74%  -1842%  -20,13%  -21,88%  -23,65%  -2545%  -2727%  -29,12%
67 -7,28% -860%  -1013%  -11,79%  -1341%  -1506%  -16,74%  -1847%  -20,24%  -22,06%  -2391%  -2580%  -27,72%  -29,66%  -31,63%
68 -7,92% 955%  -1120%  -12,81%  -1446%  -1617%  -1795%  -19,78%  -21,66%  -23,60%  -2558%  -2759%  -2964%  -31,71%  -33,81%
69 -858%  -1026%  -11,85%  -13,50%  -1522%  -17,03%  -1891%  -2087%  -22,88%  -2495%  -27,06%  -2021%  -31,40%  -33,61%  -3584%
70 927%  -10,76%  -12,35%  -1407%  -1589%  -1781%  -1981%  -21,90%  -2405%  -2626%  -2851%  -3081%  -3313%  -3549%  -37,86%
71 9,30%  -1087%  -12,57%  -14,40%  -1635%  -18,40%  -2055%  -22,78%  -2508%  -27,44%  -29,84%  -3228%  -3475%  -37,25%  -39,76%
72 933%  -1099%  -12,80%  -1475%  -1683%  -1903%  -2132%  -23,70%  -26,15%  -28,66%  -31,22%  -3381%  -3644%  -39,08%  -4174%
73 9359%  -11,11%  -1304%  -1512%  -17,34%  -1968%  -2213%  -2467%  -27,28%  -2994%  -32,66%  -3540%  -3818%  -40,97%  -4378%
74 9,38%  -1124%  -1329%  -1550%  -17,87%  -2036%  -2297%  -2567%  -28,44%  -3127%  -34,14%  -3705%  -39,98%  -42,92%  -4588%
75 941%  -1138%  -1355%  -1590%  -1842%  -21,08%  -2385%  -2671%  -29,65%  -32,65%  -3568%  -3875%  -41,84%  -44,94%  -48,04%
76 9,44%  -1152%  -1382%  -16,32%  -19,00%  -21,82%  -24,76%  -27,80%  -30,91%  -3407%  -3727%  -4050%  -4375%  -47,00%  -5027%
77 947%  -1167%  -1410%  -16,76%  -19,60%  -2259%  -2571%  -2893%  -32,21%  -3554%  -3891%  -4230%  -4571%  -49,12%  -52,54%
78 950%  -11,82%  -1440%  -17,21%  -2022%  -23,40%  -26,70%  -3009%  -33,55%  -37,05%  -40,59%  -44,15%  -47,72%  -5130%  -54,87%
79 954%  -1198%  -1471%  -17,60%  -20,88%  -2423%  -27,72%  -31,29%  -3493%  -3861%  -42,32%  -4604%  -49,78%  -53,52%  -57,26%
80 957%  -12,14%  -1502%  -18,18%  -2155%  -2510%  -2877%  -32,53%  -36,34%  -4020%  -44,08%  -4798%  -51,88%  -55,78%  -59,68%
81 961%  -12,31%  -1536%  -18,60%  -2225%  -2599%  -2985%  -33,80%  -37,80%  -41,83%  -4589%  -4995%  -54,02%  -58,09%  -62,16%
82 9,65%  -12,49%  -1570%  -19,22%  -2297%  -2691%  -3096%  -3510%  -39,28%  -4350%  -47,73%  -5197%  -5621%  -60,44%  -64,68%
83 969%  -12,68%  -1606%  -19,77%  -23,72%  -27,85%  -32,10%  -3643%  -40,80%  -4520%  -49,60%  -54,02%  -5843%  -62,83%  -67,23%
8 9,73%  -12,87%  -1643%  -20,33%  -2449%  -2882%  -3327%  -37,79%  -42,35%  -4692%  -5151%  -5610%  -60,68%  -6526%  -69,83%
85 977%  -1306%  -1681%  -20,92%  -2528%  -29,82%  -3447%  -39,18%  -43,92%  -4868%  -53,44%  -5821%  -62,96%  -67,71%  -72,45%

Figure 3.C.2: Consistency between
parameters, HW model

risk-neutral and Cost of Capital method with smooth
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Chapter 3. Pricing of longevity derivatives and Cost of Capital

Consistency COC / Sharpe using smooth parameters, HW model

Age/Years 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
55 6,80% 6,06% 6,01% 6,21% 6,24% 6,21% 6,16% 6,12% 6,08% 6,05% 6,03% 6,02% 6,02% 6,02% 6,03%
56 6,52% 5,27% 4,89% 4,80% 4,85% 4,98% 5,18% 5,31% 5,40% 5,48% 5,54% 5,60% 5,66% 5,71% 5,76%)
57 6,37% 4,78% 4,16% 3,84% 3,68% 3,61% 3,60% 3,63% 3,71% 3,83% 3,98% 417% 4,36% 4,53% 4,69%
58 6,40% 4,56% 3,76% 3,20% 2,98% 2,76% 2,61% 2,50% 2,42% 2,37% 2,35% 2,35% 2,36% 2,40% 2,46%)
59 6,60% 4,56% 3,64% 3,07% 2,68% 2,38% 2,14% 1,95% 1,78% 1,64% 1,53% 1,42% 1,33% 1,25% 1,18%
60 6,94% 4,77% 3,77% 3,16% 2,72% 2,39% 2,13% 1,90% 1,72% 1,55% 1,41% 1,28% 1,16% 1,05% 0,95%)
61 7,42% 5,15% 4,12% 3,50% 3,07% 2,75% 2,50% 2,30% 2,14% 2,01% 1,90% 1,81% 1,74% 1,68% 1,64%
62 8% 5,67% 4,65% 4,06% 3,67% 3,40% 3,21% 3,07% 2,99% 2,94% 2,92% 2,93% 2,97% 3,03% 3,12%)
63 8,60% 6,32% 5,34% 4,80% 4,48% 4,29% 4,20% 417% 4,19% 427% 4,39% 4,55% 4,76% 5,00% 5,29%
64 9,46% 7,08% 6,15% 5,70% 5,48% 5,40% 5,42% 5,53% 5,71% 5,94% 6,23% 6,48% 6,72% 6,95% 7,16%)
65 10,31% 7,93% 7,08% 6,73% 6,62% 6,68% 6,85% 7,09% 7,30% 7,50% 7,69% 7,88% 8,06% 8,24% 8,42%
66 11,22% 8,86% 8,10% 7,86% 7,89% 8,00% 8,12% 8,25% 8,38% 8,53% 8,68% 8,83% 9,00% 9,16% 9,32%)
67 12,20% 9,86% 9,19% 8,99% 8,90% 8,80% 8,93% 9,01% 9,11% 9,24% 9,38% 9,53% 9,69% 9,85% 10,02%
68 13,23% 10,91% 10,11% 9,71% 9,52% 9,46% 9,48% 9,54% 9,65% 9,78% 9,92% 10,08% 10,25% 10,42% 10,60%
69 14,31% 11,67% 10,64% 10,16% 9,94% 9,87% 9,80% 9,97% 10,08% 10,22% 10,38% 10,56% 10,74% 10,93% 11,13%
70 15,43% 12,18% 11,02% 10,51% 10,29% 10,23% 10,26% 10,35% 10,48% 10,64% 10,82% 11,02% 11,22% 11,43% 11,64%
71 15,44% 12,26% 11,15% 10,68% 10,50% 10,47% 10,53% 10,65% 10,82% 11,00% 11,21% 11,43% 11,65% 11,88% 12,12%
72 15,45% 12,34% 11,28% 10,85% 10,71% 10,72% 10,82% 10,97% 11,16% 11,38% 11,61% 11,85% 12,10% 12,35% 12,61%
73 15,46% 12,42% 11,42% 11,04% 10,93% 10,98% 11,11% 11,30% 11,52% 11,77% 12,02% 12,29% 12,56% 12,84% 13,12%
74 15,46% 12,51% 11,56% 11,22% 11,16% 11,25% 11,42% 11,64% 11,89% 12,17% 12,45% 12,75% 13,04% 13,34% 13,64%
75 15,47% 12,60% 11,71% 11,42% 11,40% 11,53% 11,74% 11,99% 12,28% 12,58% 12,90% 13,22% 13,54% 13,86% 14,18%
76 15,48% 12,69% 11,86% 11,62% 11,65% 11,82% 12,07% 12,36% 12,68% 13,01% 13,35% 13,70% 14,05% 14,39% 14,74%
77 15,48% 12,78% 12,01% 11,83% 11,91% 12,12% 12,41% 12,73% 13,09% 13,45% 13,82% 14,20% 14,57% 14,94% 15,31%
78 15,49% 12,88% 12,18% 12,05% 12,18% 12,43% 12,76% 13,12% 13,51% 1391% 14,31% 14,71% 15,11% 15,51% 15,90%
79 15,50% 12,98% 12,34% 12,28% 12,45% 12,75% 13,12% 13,52% 13,94% 1437% 14,81% 15,24% 15,66% 16,08% 16,50%
80 15,51% 13,08% 12,52% 12,51% 12,74% 13,08% 13,49% 13,93% 14,39% 14,85% 15,31% 15,77% 16,23% 16,67% 17,11%
81 15,52% 13,19% 12,70% 12,75% 13,03% 13,42% 13,88% 14,36% 14,85% 15,34% 15,84% 16,32% 16,80% 17,27% 17,74%
2 15,53% 13,30% 12,88% 12,99% 1333% 13,77% 14,27% 14,79% 15,32% 15,84% 16,37% 16,38% 17,39% 17,89% 18,37%
83 15,53% 13,41% 13,07% 13,25% 13,64% 14,13% 14,67% 15,23% 15,79% 16,36% 16,91% 17,46% 17,99% 18,51% 19,03%
84 15,54% 13,53% 13,26% 13,51% 13,96% 14,50% 15,08% 15,68% 16,28% 16,88% 17,47% 18,04% 18,60% 19,15% 19,69%
85 15,55% 13,65% 13,46% 13,77% 14,28% 14,87% 15,50% 16,14% 16,78% 17,41% 18,03% 18,63% 19,22% 19,80% 20,36%

Figure 3.C.3: Consistency between Sharpe and Cost of Capital method with smooth param-

eters, HW model

Consistency COC / Wang using smooth parameters, HW model

Age/Years 1 2 3 4 5 3 7 8 9 10 11 12 13 14 15
55 6,80% 6,06% 6,01% 6,21% 6,23% 6,20% 6,15% 6,11% 6,07% 6,05% 6,03% 6,01% 6,01% 6,01% 6,02%
56 6,52% 5,27% 4,89% 4,80% 4,84% 4,98% 5,17% 5,30% 5,40% 5,48% 5,54% 5,60% 5,66% 5,71% 5,76%)
57 6,37% 4,78% 4,16% 3,84% 3,68% 3,61% 3,60% 3,63% 3,71% 3,83% 3,98% 4,17% 4,36% 4,53% 4,69%
58 6,40% 4,56% 3,75% 3,29% 2,98% 2,76% 2,61% 2,50% 2,42% 2,37% 2,35% 2,35% 2,37% 2,41% 2,46%)
59 6,60% 4,56% 3,64% 3,07% 2,68% 2,38% 2,14% 1,95% 1,78% 1,65% 1,53% 1,42% 1,33% 1,25% 1,18%
60 6,94% 4,77% 3,77% 3,16% 2,72% 2,39% 2,13% 1,91% 1,72% 1,55% 1,41% 1,28% 1,16% 1,05% 0,95%)
61 7,41% 5,14% 4,12% 3,50% 3,07% 2,75% 2,50% 2,30% 2,14% 2,01% 1,90% 1,81% 1,74% 1,68% 1,64%
62 8,00% 5,67% 5% 4,05% 3,66% 3,40% 3,21% 3,07% 2,99% 2,94% 2,92% 2,93% 2,97% 3,03% 3,12%
63 8,68% 6,32% 5,33% 4,80% 4,48% 4,29% 4,19% 417% 4,19% 427% 4,39% 4,55% 4,76% 5,00% 5,30%)
64 9,46% 7,08% 6,15% 5,60% 547% 5,40% 5,42% 5,53% 5,70% 5,94% 6,22% 6,48% 6,72% 6,94% 7,15%)
65 10,30% 7,93% 7,07% 6,72% 6,62% 6,67% 6,84% 7,08% 7,29% 7,49% 7,68% 7,87% 8,05% 8,23% 8,41%
66 11,22% 8,86% 8,09% 7,85% 7,88% 7,99% 8,11% 8,23% 8,37% 851% 8,66% 8,82% 8,08% 9,14% 9,31%
67 12,19% 9,85% 9,18% 8,98% 8,89% 8,88% 8,91% 8,99% 9,10% 9,22% 9,36% 9,51% 9,67% 9,83% 10,00%
68 13,22% 10,90% 10,09% 9,70% 9,51% 9,44% 9,46% 9,52% 9,63% 9,75% 9,90% 10,05% 10,22% 10,39% 10,57%
69 14,30% 11,66% 10,62% 10,14% 9,93% 9,85% 9,87% 9,94% 10,06% 10,20% 10,36% 10,53% 10,71% 10,90% 11,09%
70 15,43% 12,17% 11,01% 10,49% 1027% 10,20% 10,23% 10,32% 10,46% 10,61% 10,79% 10,98% 11,18% 11,39% 11,60%
71 15,84% 12,25% 11,14% 10,66% 10,47% 10,44% 10,51% 10,63% 10,79% 10,97% 11,18% 11,39% 11,61% 11,84% 12,07%
72 15,44% 12,33% 11,27% 10,83% 10,69% 10,69% 10,79% 10,94% 11,13% 11,34% 11,57% 11,81% 12,06% 12,31% 12,56%
73 15,45% 12,41% 11,40% 11,01% 10,91% 10,95% 11,08% 11,27% 11,48% 11,73% 11,98% 12,25% 12,52% 12,79% 13,06%
74 15,45% 12,49% 11,54% 11,20% 11,14% 11,22% 11,39% 11,60% 11,85% 12,12% 12,41% 12,70% 12,99% 13,28% 13,58%
75 15,46% 12,58% 11,69% 11,40% 11,38% 11,50% 11,70% 11,95% 12,23% 12,53% 12,84% 13,16% 13,48% 13,80% 14,11%
76 15,47% 12,67% 11,84% 11,60% 11,62% 11,79% 12,03% 12,31% 12,63% 12,96% 13,30% 13,64% 13,98% 14,32% 14,66%
77 15,47% 12,76% 11,99% 11,81% 11,88% 12,09% 12,37% 12,69% 13,03% 13,39% 13,76% 14,13% 14,50% 14,86% 15,22%
78 15,48% 12,86% 12,15% 12,02% 12,14% 12,39% 12,71% 13,07% 13,45% 13,84% 14,24% 14,63% 15,03% 15,42% 15,80%
79 15,49% 12,96% 12,32% 12,25% 12,42% 12,71% 13,07% 13,47% 13,88% 14,30% 14,73% 15,15% 15,57% 15,98% 16,39%
80 15,50% 13,06% 12,49% 12,48% 12,70% 13,04% 13,44% 13,87% 14,32% 14,78% 15,23% 15,68% 16,12% 16,56% 16,99%
81 15,50% 13,17% 12,67% 12,71% 12,99% 13,38% 13,82% 14,29% 14,77% 15,26% 15,74% 16,22% 16,69% 17,15% 17,60%
82 15,51% 13,28% 12,85% 12,96% 13,29% 13,72% 14,21% 14,72% 15,24% 15,75% 16,27% 16,77% 17,27% 17,75% 18,23%
83 15,52% 13,39% 13,04% 13,21% 13,59% 14,07% 14,60% 15,15% 15,71% 16,26% 16,80% 17,33% 17,86% 18,37% 18,86%
84 15,53% 13,51% 13,23% 13,47% 13,90% 14,44% 15,01% 15,60% 16,19% 16,77% 17,35% 17,91% 18,45% 18,99% 19,51%
85 15,54% 13,62% 1343% 13,73% 14,23% 14,81% 15,42% 16,05% 16,68% 17,29% 17,90% 18,49% 19,06% 19,62% 20,17%

Figure 3.C.4: Consistency between Wang and Cost of Capital method with smooth param-
eters, HW model
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S-forwards prices, smooth parameters

o0ud

Parameter A evolution ‘Parameter & evolution

Parameter S evolution

Figure 3.C.5: 3D presentation of the S-forwards prices and the corresponding parameters in

the classical methods
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Chapter 4

Longevity pricing and hedging in
the presence of population basis
risk

Abstract

Hedging the basis risk is a challenging issue for pension funds and insurers,
who are increasingly resorting to longevity-linked securities to transfer their
longevity risk. These derivatives are based on population data rather than their
own policy data, which may lead to a potential loss due to data mismatch. This
paper proposes different possibilities to hedge the basis risk, using S-forward
contracts under the Cost of Capital approach and other classical pricing
methods. We assess and analyze different hedging strategies for firms facing
basis risk, utilizing the Hull and White model to represent the evolution of
mortality over time. We give different numerical examples to illustrate each
possibility using data for the Belgian population.

4.1 Introduction

Annuity providers such as insurers and pension funds are exposed to increased longevity
risk. This later can be broken down into two types of risks: the unsystematic and sys-
tematic longevity risks. The unsystematic longevity risk refers to a possible adverse
development of the policyholders longevity. According to the law of large numbers, the
unsystematic longevity risk can be eliminated by increasing the portfolio size. As for
the systematic longevity risk, which refers to the risk associated with the overall mor-
tality improvement across the whole population, it cannot be diversified by increasing
the portfolio size, but can be mitigated by entering longevity-linked securities such
as survivor bonds, g-forwards, S-forwards, or S-swaps (Blake and Burrows [5], Dowd
et al. [13], Barrieu and Veraart [2], Levantesi and Menzietti [19], and Zeddouk and
Devolder [31]). Some of these financial instruments have been traded over-the-counter
(OTC), but because of the pricing difficulties, and the fact that these products only
allow for a partial hedging of the systematic longevity risk (leaving a residual amount
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of risk known as basis risk), they are still not widely traded in the financial market.
The payoffs of these financial instruments are determined by longevity indices based
on one or more reference populations (for instance the national population). Therefore,
the longevity experience of the annuity provider’s population may not coincide with
the reference populations, (see for example Li and Hardy [20] and Coughlan et al. [10]).

The importance of this mismatch between the two populations depends on different
factors, such as demographic differences (e.g., age profile, sex, socioeconomic status),
the volatility of the portfolio to be hedged in comparison with the reference population,
and the difference between the payoff structures of the hedging tool and the insurer’s
portfolio (Li et al. [21]).

Many authors have focused on the evaluation of the basis risk. For instance, De Rosa
et al. [8] provided a model for assessing the basis risk in longevity and explored its
effect on the hedging strategies of pension funds and annuity providers. Haberman
et al. [15] and Villegas et al. [27] proposed a framework to choose a two-population
mortality projection model for assessing demographic basis risk. Plat [25] proposed a
stochastic model for the spread between the national and the small populations, which
allows insurers to evaluate mortality rates and assess the basis risk; see also Coughlan
et al. [10], Dahl et al. [7], Li and Hardy [20], Ngai and Sherris [24], Tzeng et al. [26],
and Li and Luo [22].

The main objective of our paper is to propose a simple framework to assess and evaluate
the basis risk, by associating it to the payoff of a longevity-linked security: we liken this
basis risk to a longevity derivative that we define and call Survival exchange forward
(S-exchange), whose price corresponds to the hedging cost of this risk. To achieve this
goal, we need a model able to describe the two population’s mortality. Many authors
have proposed stochastic multi-population models for mortality such as Bayraktar and
Young [3], Barbarin [1] and Dahl et al. [7].

In our study, the mortality model should not only be able to forecast mortality, but
must also enable the valuation of longevity derivatives. Affine models could be good
candidates because they meet these criteria (Huang et al.[16] and Xu et al. [29]). More
specifically, in our framework we use the Hull and White process to provide three
multipopulation models, by modifying the trend, the volatility or both.

Once the basis risk is modelled, our other contribution consists in providing fair prices
of the proposed hedging instrument in closed form when possible, using the Cost
of Capital method, which is in line with the directives of Solvency II. In addition,
we use some other classical pricing approaches for comparison purposes. Then, we
provide different hedging options using longevity derivatives, depending on the insurer’s
strategy and risk aversion.

This paper in organized as follow: in Section 4.2, we propose a multi-population model
to describe mortality for the reference and insurer’s population. In Section 4.3, we
briefly give the definition of the S-forward contract, then in Section 4.4, we define
the S-exchange contract and we give closed-form formulas of its price using the Cost
of Capital approach, under three different mortality spreads between the reference
and the insurer’s population. In Section 4.5, we compute the prices of the proposed
security using the classical methods, the risk-neutral, Sharpe and Wang approaches.
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In Section 4.6, we give a numerical illustration of the prices using Belgian data. We
provide sensitivity tests related to the different parameters in Section 4.7, and different
longevity hedging strategies are then proposed in Section 4.8. Finally, in Section 4.9,
we conclude.

4.2 Multi-population modeling in continuous time

In order to assess the basis risk, we need to use a model that is able to capture the
mortality trends in the reference population and in the insurer’s population, whose risk
is to be hedged. We will model mortality using a single explanatory variable, which is
the intensity of mortality u, at age x defined by:

 Pu<T<s+A|T>q]
pa = lim A : (4.1)

where T is a random variable that represents the future lifetime of an individual.

Within the framework of our study, we are going to model the intensity of mortality
. (t) that represents the force of mortality for an individual aged = + ¢ at time ¢,
as a continuous stochastic process, defined in the real space of probability (2, F,P)
and adapted to its natural filtration (F})o<i<r. Thus g, is written as: u,(t,w), with
w an event of the space of probability (£2, F,[P). Therefore, the starting point of our
modelling will be to describe the dynamics of the mortality through the specification
of a stochastic differential equation (SDE). Afterward, we will focus on the survival
process, that represents the index at time t of an individual initially aged x, alive at
time t, and surviving T'—t years more. For one individual, the survival index is defined
as follows: -

I 4,7 — 1) = e~ S nelws)dn (4.2)

4.2.1 Assumptions

In our setting, we have chosen to use a stochastic continuous-time model for mortality,
to benefit from the pricing framework used in finance. Among these approaches, we
considered an affine model, whose general formula is given by:

dps(t) = (f1(8) + fo(t)pa(t))dt + V/ f5(t) + fa(t)pa(t)dw(?), (4.3)

where fi(t), fa(t), f3(t), fa(t) are deterministic functions, and w(t) a standard Brow-
nian motion.

Our choice was motivated by the fact that with an affine model, we can get an ex-
plicit formula of the longevity index which allow the pricing of longevity derivatives.
We choose in particular the Hull and White model (HW), which is a cohort mortal-
ity model! since Zeddouk and Devolder [30] showed that this model is suitable for
describing the force of mortality of the Belgian population. In fact, they presented

!This model describe how the mortality of an individual aged x at time t evolves over time, rather than
modelling age-period mortality like in the Lee-Carter and CBD models
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a comparison between different affine processes such as Ornstein Uhlenbeck, Feller,
Vasigek and CIR extended models, and showed (using different tests such as goodness-
of-fit testing and backtesting) that the HW model gives a very accurate prediction
of the survival function. In addition, the HW model was also used by Zeddouk and

Devolder [31] for mortality to price Survival-forwards and Survival-swaps.
e For the national reference population mortality, we consider the HW model (Hull

[17]):

dpta(t) = (€(8) — by (£))dt + (), (4.4)

with £(t) = AeP! and A, B, b, o all positive numbers, w a standard Brownian motion
under the real world probability measure P. £(¢) is chosen such that it follows the well
known Gompertz formula.

The reason behind the choice of the HW model for mortality and £(t) as a long term
target was discussed in detailed by Zeddouk and Devolder [30].

e The HW model being affine, the expectation of the survival index related to the
national population is directly given by (Duffie et al. [14]):

Ep(I(z +t,T —t) | Fp) = e2xtD =Bt Dnalt) (4.5)

where «(t,T) and (¢, T) are given by (see for instance Zeddouk and Devolder [30]):

_bT e(BHDT _ o(B+b)t oBT _ Bt o2 Y.
Oé(t,T) :%[6 T Brb — B ]—W[%(l—e T t))—T+t]
o2 — —
_m<1 —e b(T t))2

(4.6)

Bt.T) = (1 —exp(=b(T —1)).
e The spot interest rate r(¢,w) is stochastic and is solution of an SDE of the form:
dr(t,w) = h(t,r)dt + z(t,r)dw(t,w), (4.7)

where h and z are two given functions.

e w and w are independent standard Brownian motion under the real probability
measure P.

e We denote by V (t,T) the price at a given time t of an S-forward with maturity
T.

e P(t,T) = Eg(e” Ji r(e)ds | F) is the price at time ¢ of a zero coupon bound with
maturity T under the risk-neutral probability measure Q.

e There is no counterparty default risk.

As mentioned in the introduction, many models have been proposed in the literature
to represent the mortality evolution of two or more related populations (Villegas et
al. [27]). But the majority of the models proposed were based on discrete-time stochas-
tic mortality models such as the Lee-Carter model.

In our study, the HW model will also be used to describe the insurer’s population
mortality. To do that, we investigate three possibilities:
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1. As the insurer’s portfolio is a subpopulation of the national population, we can
consider that the intensity of mortality of the two populations have the same
drift and basic volatility, but the insurer’s population has an additional volatility
related for instance to its reduced size (extra vol).

2. We consider that the subpopulation and the national population have the same
volatility, but a different long term mean-reverting target (constant shift).

3. We consider that the subpopulation has a different mean-reverting level, as well
as an additional volatility (extra vol and constant shift).

4.2.2 First possibility (extra vol)

We consider that the mortality intensity of the two populations have the same drift
and volatility, but the insurer’s population has an additional volatility that could be
related to its small size. For the insurer’s population, we can then write:

Al (t) = (£(t) — bl (t))dt + odw(t) + o dw (), (4.8)

where w'(t) is a standard Brownian motion under the real probability measure P,
related to the extra volatility of the insurer’s population. Because the insurer’s popu-
lation is a subpopulation of the national population, it is reasonable to consider that
w and w'are dependent. Let:

G(t) = ow(t) + o w (t). (4.9)
So the total volatility of the subpopulation is:

&=+ 0"+ 2po0, (4.10)

where p is the correlation coefficient: p(t) =Cov(w(t),w (t)). From (4.9) we have:

/
’

w(t) = Zwt) + Zu' (1), (4.11)
o o
Using the Cholesky decomposition for correlated Brownian motions, formula (4.11)

can be written as:

!

@(t) = Zw(t) + = (pw(t) + VI - pPa()

o+adp o Vi’
=——w(t)+ ——w
o o

(1), (4.12)

where w(t) and w(t) are now independent. The expectation of the survival index related
to the insurer’s cohort is given by:

Bp(I(z +1,T — 1)) = e 1)=F (LT (t) (4.13)

o/(t,T) and 3 (t,T) are given by:
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’ A _pT e(B+O)T _o(B+b)t eBT _ Bt (0'2+0'/2+2P0'0'/) 1 _b(T—t
a(t,T) =ge B B | fL—e ) =T 4t
(02402 +2poa’) —b(T—1)\2

6/ (tv T) = ﬁ(tv T)
(4.14)
Let us look at the form of the spread between the two mortality intensities. We denote
this spread by 6,(t), defined as the difference between the mortality intensity of the
insurer and the national population. We have:

d0,(t) = dp's(t) — dpie(t)
= —b(um(t) o (t))dt + o' duw’ (t)
= —b0,(t)dt + o dw'(¢). (4.15)

The spread 0,(t) given by (4.15) follows the Ornstein Uhlenbeck process, which is
mean-reverting to 0. Its variance is bounded by its asymptotic value:

2

lim Var(6,(t)) = —

lim = (4.16)

In this case, we have a real basis risk because the spread is stochastic.

Let us remark that the initial level of the two mortality intensities can be different:
pz(0) # pl(0) (level effect). We can also observe that, since the spread has a mean
reversion level equal to 0, and a bounded variance (formula (4.16)), there is no diver-
gence between the two populations as discussed, for instance by Villegas et al. [27] and

Li and Hardy [20].

4.2.3 Second possibility (constant shift)

The insurer’s intensity of mortality is given by:

dpue, (1) = (§'(t) — by, (1)) dt + odw(t). (4.17)

where £('t) = g - £(t), and g is a positive constant.
In this case, the expression of a'(.) to put in formula (4.5) becomes:

, g AT ur e(BHOT _ o(B+b)t B eBT _ Bt
a(t,T) = - [e B0 5 ] (4.18)
o 1 b o?
Y D1 b(T-Y v —b(T—t)\2
5 [b(l e ) —T + 1] 4b3<1 e )°.

The spread 6,(t) between the mortality intensity of the national population, and the
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insurer’s one in the second possibility is given by:

= = b(p (1) = pa(2))dt
= (') =¢ (t) b8, (t))dt (4.19)

In this case, we do not have a real basis risk since 6,(¢) is a deterministic mean-reverting
function without any noise.

4.2.4 Third possibility (extra vol and constant shift)

The insurer’s intensity of mortality is given by:

il (t, T) = (€/(t) — bl (£))dt + G (t). (4.20)

The spread 6,(t) between the mortality intensity of the national population and the
insurer’s is given by:

dO,(t) = (€(t) = £(t) = b(py () — pa(t))dt + 0 duw'(2)
= (E'(t) — £(t) — bO,(t))dt + o dw' (t). (4.21)

0.(t) is a mean-reverting process to a floating target &'(t) — £(¢). In this case we have
three effects:

e Level effect: p1,(0) # p.(0)
o Target effect: £'(t) # £(t)

e Volatility effect: presence of additional variance

In this case the expression of a'(.) is given by:

, g AT r e(BHOT _ o(B+b)t B eBT _ Bt
atT) = = g B+b B }
(0 4 0" + 2poa’) 11 (Tt
L)L
(0% + 0% + 2poa’) _b(T—
- 3 (1— e 2T=0)2, (4.22)

Remark 1 We can alternatively choose £('t) such that g is a time-dependent function
that follows the Gompertz form, namely, &' (t) = g( ) - &(t), with g(t) = g- €%, ¥ is a
positive constant, in this case the expression of « ( ) is given by:

o (t,T) = g-4 [ebe eBHHNT _ o(BHo+i)t  o(BHIT _ 6(B+19)t]
b B+b+0 Bro
_ (02 + 0" + 2pca’)

[%(1 —e Tty 4 t}

(1 — e tT=0)2, (4.23)

2b2
(02 + 0% + 2poa’)
43
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4.3 S-forward

4.3.1 Description of the product

A Survival forward (or S-forward?) is an agreement between two counterparties to
exchange at a future date T (the maturity of the contract), an amount equal to the
realized survival rate of a given population cohort (floating leg), in return for a fixed
survival rate agreed at the inception of the contract (fixed rate payment).

For easiness of representation, we consider the notional amount equal to one monetary
unit. The payoff of the S-forward is then given by:

Payof f(T) = 1(x,T) — ,p,, (4.24)

where [(z,T) is the realized survival rate, and ,p, is a fixed survival rate of an indi-
vidual aged x at time 0 to be alive at age x + T (F, measurable). With this derivative,
the insurer can hedge the longevity risk by being the fixed leg payer of an S-forward: if
the realized survival rate is higher than the fixed rate at the maturity of the contract,
he gets a positive payment which can be used to compensate the higher longevity risk
arising from annuity contracts. However, the realized survival rate is usually computed
based on the reference national population. Hence, by using this derivative, only a
portion of the systemic risk can be covered, letting the insurer exposed to the basis
risk.

4.3.2 Pricing of the product

Many authors have shed light on how to price longevity-linked securities, using different
methods usually used in quantitative finance, such as risk-neutral, Sharpe ratio, and
Wang approaches (Barrieu and Veraart [2]). These techniques could be adapted to
price longevity-linked securities. Nevertheless, these approaches require the assessment
of longevity risk parameters (market price of longevity risk (risk-neutral approach),
Sharpe coefficient (Sharpe method) or Wang coefficient (Wang approach)), which is
not easy due to the lack of data in the longevity derivatives market.

In the new regulatory context of Solvency II, another approach is to be more con-
sistent with the corresponding valuation. Therefore, some authors have introduced a
new methodology inspired by Solvency II: the pricing of longevity derivatives using the
Cost of Capital approach. A version of this method has been proposed by Levantesi
and Menzietti [19] in a discrete time model, and another version has been presented
by Zeddouk and Devolder [31] in continuous time models. The overall idea behind the
Cost of Capital method is based on linking the price of longevity derivatives with the
capital that the insurer should hold to cover unexpected losses: according to Solvency
I1, insurance liabilities that cannot be hedged should be computed as the sum of the
best estimate (BE) plus a risk margin (RM), which is the potential costs of transfer-
ring insurance obligations to a third party if the insurer fails. The RM at time 0 is
determined by the Cost of Capital approach based on the future remuneration on the

2The concept of S-forward was first introduced in Life and Longevity Markets Association (LLMA), 2010
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successive SCR:
T-1

RMy = C%Y SCR; |y P(0,i+1). (4.25)
=0
where SC'R; |y is the estimation at time 0 of the solvency capital requirement to cover
with 99.5% probability the unexpected losses for year i, and C' is the Cost of Capital
rate (6% in Solvency II). P(0,i + 1) is the discount factor.
The price at time 0 is then given by:

Veoco(0,T) = BEy + RMj, (4.26)

Namely, the insurer can by an S-forward contract to lower his exposition to the
longevity risk and as a consequence, the corresponding SCR can be mitigated, or even
reduced to zero if the longevity risk is completely covered, and so does the correspond-
ing risk margin RM. Moreover, this approach has the advantage to be parameterized
by the Cost of Capital rate, which is fixed by regulation (6% in Solvency II nowadays).
This legal and unique value can be seen as a benchmark, which is not the case for the
classical pricing methods.

4.4 S-exchange pricing with C.0O.C approach

In this paper, we focus on how to cover the remaining risk called basis risk, by us-
ing another derivative called “ S-exchange contract”. In the literature, the price of
longevity derivatives is usually computed without taking into account the basis risk.
In this section, we will evaluate this risk, and determine the price of a financial tool
that allows for the protection against this basic risk.

Definition

An S-exchange forward is an agreement between the insurer and an investor to
exchange at a future date T (the maturity of the contract), an amount equal to
the realized survival rate of a given national population, i.e the longevity index, in
return for the realized survival rate of the insurer’s cohort population. For easiness
of representation, we consider the notional amount equal to one monetary unit. The
payoff at maturity T of the S-exchange forward is then given by:

Payof f(T) = I(x,T)™ — I(x,T), (4.27)

where I(z,T)™ = e~ Jy #(9)ds ig the realized survival rate of an individual from the
insurer’s cohort population in a model to be specified (Fy measurable), and I(z,T) =
e~ o me(3)ds the longevity index of the national population in a model to be specified.
Under the Cost of Capital approach, the price of this derivative is given by:
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Proposition:

The price of the S-exchange contract at time O under the Cost of Capital ap-
proach is given by:

Veoc(0,T) = P(0,T)(Be(I(z,T)"™) — Ep(I(2,T)))

T—1
+6% > VaRgg 5% [%I(:p Fi, 1) - B ( i, 1) — Ai]
=0
x P(i,T)P(0,i + 1), (4.28)
where:
¥ = Ep(I(x,9)™)Ep(I(x+i+1,T —i—1)")
d, = Ep(I(z,9)Ep(I(xz+i+1,T —i—1))
N = Ep(I(x,9)™)Ep(I(x+i,T —i)™)
— Ep(I(z,0)Ep(I(zx +14,T — 1)). (4.29)
Proof:

We recall that under the COC approach, the price of any product is given by
(Zeddouk and Devolder [31]):

VCOC(t, T) = BEF + RM,, (430)

where BE} is the best estimate under the real-world measure, of the payoff of the
S-forward at time t, and RM,; the risk margin. The price of the S-exchange forward at
time 0 is given by:

Veoc(0,T) = BEy + RM,, (4.31)

where BE} is as follows:

BEE = P(0,T)(Ep(I(z, T)") — Es(I(2,T))). (4.32)

The risk margin is defined by the present value of the future remunerations on the
successive SCR:

T—1
RMy = 6% Y _ SCR; P(0,i+1). (4.33)

=0

The future SCR; are random variables. To compute the initial RM we need to use
their estimation at time 0 denoted by SC'R; |o. The risk margin at time 0 is then given
by:

T-1

RMy = 6% Y _SCR; |y P(0,i+ 1), (4.34)
=0
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The SCR; are given by:

SCR; = VaRgg 55| BEL, P(i,i + 1) — BE]], (4.35)
where:
BE!, = (I(z,i+1)™Ep(I(z+i+1,T—1i—1)")
—I(z,i+)Ep(I(x+i+1,T—i—1))P>i+1,T), (4.36)
and
BEY = (I(z, i)™ Ep(I(x+i,T —1i)™)
—I(x,i)Ep(I(z +1i,T —1))))P(i,T). (4.37)

The SC'R; are then given by:

SCR; = P(i,T)VaRgg 5% [I(x, i+ 1) Ep(I(z+i+1,T —i — 1))
—I(z,))"™ Bp(I(x 44, T —i)™) — I(z,i+ 1)Ep(I(z+i+1,T —i—1))
S 1(z, i) Ep(I(a +i,T — z)))] (4.38)

Formula (4.38) is assumed to be equivalent to:

SCR; = P(i,T) VaRgy sy, [I(x, NIz +0, 1) E(I(x+i+1,T — i — 1))
~Bp(I(z 44, T —i)™)) — I(z,d)(I(z + 4, 1)(Ep(I(x +i+1,T —i—1))
—BEp(I(z+i,T — z)))]. (4.39)

Then their estimations at time 0 are given by:

SCR; |0 = P(i,T) VaRgg 5% [EP(I( D)"Y (x4, 1) ™ Ep(I(x+i+1,T —i — 1))
—Ep(I(x+4,T —14)™)) — Ep(I(x,i))(I(x +i,1)Ep(I(z +i+1,T —i—1))
—Ep(I(z+i,T — z)))] (4.40)

The SCR; |o can be then written as:

where ¥;,®; and A; are constants given by:

U = Ep(I(x,)")Be(I(z+i+1,T—i—1)")
®; = Ep(I(z,i)Ee(I(z+i+1,T—i-1))
A = Bp(I(x,i)"™)Ee(I(x +i,T —1)™)

— Bp(I(z,i))Ee(I(x +i,T — i)). (4.42)

Finally, the risk margin at time 0 is then equal to:
T—1
RMy = 6% > VaRgg 54 [ (x +4,1)™ — &I (x + i, 1) — A|P(i, T)P(0,i + 1).  (4.43)
i=0
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4.5 S-exchange pricing under other classical
methods

We can also compute the S-exchange prices under three other pricing methods often
used in quantitative finance:

e The risk-neutral approach (Cairns et al., [9])
e Wang transform (Wang [28])
e Sharpe ratio (Milevsky et al.[23])

The aim is to compare the results found with these methods to those found with the
COC method, as developed in section 4.4.

4.5.1 Risk-neutral method

Under the risk-neutral probability measure Q,, the price of an S-exchange contract at
time t is given by:

Vo, (0,T) = P(0,T)[Eq,(I"(z,T) — I(x,T))] (4.44)
_ P(O,T)(ea@A(O T) =B (0,721 (0) ea@A(O,T)—BQA(O,T)ug* (0))‘

We introduce the market prices (¢, 1. (t)) associated with the longevity risk, and we

consider a model with a constant market price of risk (¢, (1)) = A.

Using the HW model for longevity and considering the first possibility, the force of

mortahty under the risk-neutral measure for the national population @ and the

insurer’s population /@ are given by:

du> (1, T) = (£(t) — bu2* + oN\)dt + odw*(t) (4.45)
A (t,T) = (€' (t) — by’ D + oN)dt + odw*(t) + o' Xdw” (t). (4.46)
Let w*(t,w)= w(t,w) — [YA(, pil(s))ds, and w"™*(t,w) = — JON(t, i (s))ds.
And let:
Gw(t) = ow*(t) + o w'™. (4.47)

Formula (4.46) becomes:
dp'@ (8, T) = (€' (t) — b/ + o \)dt + oAdb* (t). (4.48)

So the total volatility of the subpopulation is:

& =+024 0"+ 2po0’, (4.49)

where p is the correlation coefficient: p(t) =Cov(w*(t),w* (t)).
From (4.47) and (4.49) we have:

W (t) = %w*(t) + %w* (t). (4.50)
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Using the Cholesky decomposition for correlated Brownian motions, formula (4.50)

becomes:
~ o, o . _
(1) = Zw'(t) + Z(pw () + /T = 2 (1)
oc+adp o Vi=r®
= *(t *(t 4.51
5_ w ( ) +_ 5_ w ( )7 ( )

where w*(t) and w*(t) are independent. Using the HW model, the price becomes:

VQ,\ (O, T) _ P(O, T)( ‘l@)\(o T)— By (0,1 L 0) RN (0,7)—PBox (0, T)uzA(O)) (452)

where:

B1b B
"—3(1 — e_bT) /\—If(l — e tT

00, (0,7) = [T eBisl ] e Th(1 — ) — 7]

(4.53)

Bor(0,T) = (1 —e™*T).

For o/, (0,T) and B'gr(0,T), they take different values for each possibility. For in-
stance, for the third possibility we obtain:

(0 T) _ %[ bTe(B;b)z 1 Bgfl . (02+a’2—&2—2pm7’) %(1 _ e_bT) T}
+ 2b
2 219 ’ _ )\\/24_/2—_’_2 _
_w( — et #(1 ebTY)) (4.54)
B(’@)\(O,T) = %(1 — e,

4.5.2 Sharpe ratio method

The price of the S-exchange under the Sharpe approach is given by:

V.

Sharpe

(0,7) = P(0,T)(Ep(I(x,T)) — Ep(1™(x,T)) (4.55)
+5 \/Varp(fms(x, T)—1(x,T))),

where S is the chosen fixed Sharpe ratio, and Varp(I(z,T')) is the variance of the survival
index. We have:

Varp(I"* (2, T) — I(x,T)) = Ep[ I"™(z,T) — (2, T) — Ep(I"(x,T) — I(x,T))]*. (4.56)

Under the first and the third possibility, this variance could be computed numerically,
but under the second possibility we can obtain an explicit formula.
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4.5.3 Wang method

We will now compute the S-exchange price under the Wang approach. The Wang transform
method is a distortion approach that is based on a distortion operator. In insurance context
this operator converts the best estimate of the survival index into its risk equivalent using a
specific price of risk. This procedure was presented by Dowd et al. [13] as a pricing method
used in the pricing of several over-the-counter longevity swaps in practice, and used for
instance by Denuit et al. [12]. The Wang distortion risk measure is given by:

ous () = / " gs(Fuls))ds — |- abass (4.57)

where x is a continuous random variable. F,(s) is its decumulative function, and gs is the
distortion function associated with the distortion parameter  and given by:

gs(s5) = ®(D(s) +0), (4.58)

where F(.) is the cumulative standard normal distribution. then:

po 7@ T) =1 T) = [ SO Fontay- s () + O (4.59)

0
- / (1= (@ (Fgine o100 (5)) + 6))ds

—00
The price of the S-exchange is given by:

Vivans (0,T) = P(0,T)[pg, (1" (2, T) — I(2,T))] (4.60)

Wang

Like in the Sharpe ratio method, for the Wang approach we can obtain under the second
possibility an explicit formula for the price.

4.6 Numerical illustrations

In this section, we give the numerical results of the prices of different S-exchange contracts,
using the COC method and the classical approaches for the Belgian population. We use the
following assumptions:

e An insurer with a portfolio of pure endowments contracts paying a lump sum of 1€ at
maturity T in case of survival;

e Ny=10 000 initial policyholders for each cohort;
e Individuals aged 65 or 70 years old in 2015;
e Payment of 1€ to each policyholder alive at time T;

e Calibration is based on projected data from the IA|BE unisex projected generational
mortality table.
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e The risk-less interest rate is considered constant (equals to 1%);

e The parameters A\, S and d have been chosen to be quite similar to the values usually
suggested in the literature (see for instance Barrieu and Veraart [2], Cui [11]). These
parameters are reported in Table 4.1:

Parameter | Values
A -20%
S 10%
5 10%

Table 4.1: The classical methods’ parameter values.

We calibrate the HW model on projected mortality data for each cohort using the Least
Square Estimation. The optimal parameters are reported in Table 4.2:

Age 12(0) A B b o
65 | 0.0105677 | 0.002398110 | 0.115379365 | 0.261814487 | 0.001864268
70 | 0.01608859 | 0.005079817 | 0.116501598 | 0.311927223 | 0.006213681

Table 4.2: Optimal parameter values for the survival function in the HW model.

Zeddouk and Devolder [31] have computed the prices of the S-forward contracts under
the Cost of Capital approach, using HW model for mortality and the assumptions made in
this paper. The prices as well as the fixed legs are reported in Table 4.3:

S — forward price | fixed leg
x9g=165T=5 52.63125 0.94193
xo =65, T =10 88.39936 0.86580
x9g=70,T=5 49.96718 0.91012
2o ="70,T =10 61.52067 0.78655

Table 4.3: The prices and the fixed legs of the different S-forwards under the Cost of Capital
approach.

4.6.1 S-exchange prices under the first possibility
The Cost of Capital approach

Using the first possibility, we determine the price of the different S-exchange derivatives
under the Cost of Capital approach. We consider the following parameters:

o 0 =20%c
e p=20.5

o 11,(0) = . (0)
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Table 4.4 gives the comparison between the prices of the different S-forward, and S-exchange
contracts under the 1% possibility found under the COC approach:

S — forward price | S — exchange price
g =65,T=5 52.63125 2.48922
xo =65 T =10 88.39936 5.52361
rg=70,T=5 49.96718 8.89376
20 =70,T =10 61.52067 17.88005

Table 4.4: Prices of the different S-forward and S-exchange contracts under the 15 possibility,
COC method.

The risk-neutral approach

We use the same assumptions made in section 4.3 to compute the prices of the different
S-exchange contracts. Table 4.5 presents the prices of the different contracts under the risk-
neutral method, using the 1% possibility to describe the force of mortality of the insurer’s
population:

S — forward price | S — exchange price
x9g=65T=5 55.24155 1.12973
xo =65 T =10 86.98154 1.41983
x9g=70,T=5 55.95713 3.72324
2o =70,T =10 53.61137 4.97062

Table 4.5: Prices of the different S-forward and S-exchange contracts under the 15! possibility,
risk-neutral method.

The Sharpe ratio method

Now we compute the price of the S-forwards and S-exchange for the Sharpe method under
the 15 possibility. Table 4.6 reports the S-forwards and S-exchange prices for different ages
and maturities:

S — forward price

S — exchange price

x90=65,T=5 52.88389 0.88968
xo =65, T =10 88.89517 1.50233
x0="70,T=5 49.55169 3.23218
x9="70,T =10 59.66057 5.82333

Table 4.6: Prices of the different S-forward and S-exchange contracts under the 15 possibility,
Sharpe method.

The Wang method

Now we compute the price of the S-forwards and S-exchange for the Wang method under
the 1! possibility. Table 4.7 reports the S-forwards and S-exchange prices for different ages
and maturities:
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S — forward price | S — exchange price
rg=065T=5 52.88651 0.93152
xo =65 T =10 88.90408 1.23266
zg=70,T=5 49.57395 3.00687
xo=70,T =10 59.72016 6.06159

Table 4.7: Prices of the different S-forward and S-exchange contracts under the 15 possibility,
Wang method.

Comparison

To summarize, we report in Table 4.8 the different S-exchange prices computed using the
first possibility:

COC Risk-neutral | Sharpe Wang
rg =65 T=5 | 2.48922 1.12973 0.88968 | 0.9315238
x9=65,T =10 | 5.52361 1.41983 1.50233 | 1.232661
rg="70,T =5 | 8.89376 3.72324 3.23218 | 3.006879
xo="70,T =10 | 17.88005 4.97062 5.82333 | 6.06159

Table 4.8: Comparison between S-exchange prices under the different methods, 1% possibility.

Under the first possibility, the classical methods provide quite similar prices, that become
higher with age and maturity. These prices are much more important under the COC method,
especially for the age of 70 years old.

4.6.2 S-exchange prices under the second possibility
The Cost of Capital approach
We consider the following parameters:

e g=10.9

o 11,,(0) = g 1z(0)

Table 4.9 gives the the prices of the contracts under the COC approach using the second
possibility:

S — forward price | S — exchange price
9 =65,T=5 52.63125 49.48473
xo =65, T =10 88.39936 105.81050
xo=70,T=5 49.96718 80.38255
29 =70, T =10 61.52067 170.68800

Table 4.9: Prices of the different S-forward and S-exchange contracts under the
COC method.

possibility,
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Risk-neutral approach

Table 4.10 reports the S-forwards and S-exchange prices under the risk neutral method, for
different ages and maturities:

S — forward price | S — exchange price
x9g=65T=5 55.24155 49.48929
xo =65 T =10 86.98154 107.25240
x9g=70,T=5 55.95713 79.80213
2o =70,T =10 53.61137 172.32600

Table 4.10: Prices of the different S-forward and S-exchange contracts under the 2"¢ possi-
bility, risk-neutral method.

Sharpe method

Table 4.11 represents the S-forwards and S-exchange prices under Sharpe approach, for
different ages and maturities:

S — forward price | S — exchange price
x9g=65T=5 52.88389 49.47635
xo =65, T =10 88.89517 107.2783
xg=70,T=5 49.55169 79.74338
xg=70,T =10 59.66057 172.47010

Table 4.11: Prices of the different S-forward and S-exchange contracts under the 2"¢ possi-
bility, Sharpe method.

Wang approach

Table 4.12 reports the S-forwards and S-exchange prices under Wang approach, for different
ages and maturities:

S — forward price | S — exchange price
x9g=65T=5 52.88651 49.47637
xo =65 T =10 88.90408 107.27841
x9g=70,T=5 49.57395 79.74367
2o =70,T =10 59.72016 172.47280
Table 4.12: Prices of the different S-forward and S-exchange contracts under the 2"¢ possi-

bility, Wang method.

Comparison

To summarize, we report in Table 4.13 the different S-exchange prices computed using the
second possibility:
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COC Risk-neutral | Sharpe Wang
xog=65T=5 | 49.48473 49.48929 49.47635 | 49.47637
o =65,T7 =10 | 105.8105 107.25240 | 107.27830 | 107.2784
2g="70,T=5 | 80.38255 79.80213 | 79.743380 | 79.74367
o =70, T =10 | 170.68800 | 172.32610 | 172.47010 | 172.4728

Table 4.13: Comparison between S-exchange prices under the different methods, 2"¢ possi-
bility.

Under this possibility, we get more or less the same S-exchange prices with the four
methods.

4.6.3 S-exchange prices under the third possibility
The Cost of Capital approach

e 0 =20%0
e p=20.5
e g=10.9

 11(0) =g+ 1a(0)

Table 4.14 gives the the prices found under the COC approach, using HW for mortality:

Table 4.14: Prices of the different S-forward and S-exchange contracts under the 3™ possi-

S — forward price | S — exchange price
xg=65,T=5 52.63125 51.95998
xo =65, T =10 88.39936 111.19450
zg=70,T=5 49.96718 88.37966
2o =70,T =10 61.52067 188.27620

bility, COC method.

The risk-neutral approach

Table 4.15 reports the S-forwards and S-exchange prices for different ages and maturities:

Table 4.15: Prices of the different S-forward and S-exchange contracts under the 3¢ possi-

S — forward price | S — exchange price
o =65,T=5 55.24155 50.62522
xo =65 T =10 86.98154 108.69150
rg=70,T=5 55.95713 83.55947
2o =70,T =10 53.61137 177.41610

bility, risk-neutral method.
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The Sharpe ratio

Table 4.16 reports the S-forwards and S-exchange prices for different ages and maturities:

S — forward price | S — exchange price
x9g=65T=5 52.88389 53.42589
xo =65, T =10 88.89517 116.88090
x0=70,T=5 49.55169 86.51790
2o =70,T =10 59.66057 188.85620

Table 4.16: Prices of the different S-forward and S-exchange contracts under the 3™ possi-
bility, Sharpe method.

The Wang approach

Table 4.17 reports the S-forwards and S-exchange prices for different ages and maturities:

S — forward price | S — exchange price
x9g=65T=5 52.88651 50.68662
xo =65 T =10 88.90408 108.56590
x9g=70,T=5 49.57395 85.32901
2o =70,T =10 59.72016 177.48020

Table 4.17: Prices of the different S-forward and S-exchange contracts under the 3¢ possi-
bility, Wang method.

Comparison

To summarize, we report in Table 4.18 the different S-exchange prices computed using the
third possibility:

COC Risk-neutral | Sharpe Wang
xg=065,T =5 | 51.95998 50.62522 53.42589 | 50.68662
zo=065,T7 =10 | 111.19450 | 108.69150 | 116.88090 | 108.5659
2o ="70,T =5 | 88.37966 83.55947 86.51790 | 85.32901
o =70, T =10 | 188.27620 | 177.41610 | 188.85620 | 177.4802

Table 4.18: Comparison between S-exchange prices under the different methods, 3¢ possi-
bility.

Under this third possibility, the S-forward prices given by Wang and risk-neutral ap-
proaches are more or less similar. Overall, the Sharpe method provides the highest S-exchange
prices in comparison with the four methods.
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4.7 Sensitivity test

In this section, we will perform a sensitivity test for the prices, best estimates and risk
margins computed under the COC approach. For each possibility, cohort and maturity, we
vary one parameter and consider other parameters fixed, and we see how the price of the
S-exchange contract under the COC method changes. For illustration, we provide in the
Appendix section the sensitivity test for the classical methods under the third possibility.

4.7.1 First possibility

In the first possibility, to compute the prices of the S-exchange contracts we have chosen
o' =20%0c and p = 0.5. Now we will use different values of ¢’ and p, and see how the price
changes. The different prices, BE and RM are reported in Tables 4.19, 4.20 and 4.21:

/

o p

10%0 | 20%c | 30%c | 50%0 0 0.5 1
To=05,T =5 | 1.2560 | 2.4892 | 4.2621 | 6.2730 | 2.3410 | 2.4892 | 2.7980
2o =65,T =10 | 2.8349 | 5.5236 | 8.3154 | 13.9834 | 5.3208 | 5.5236 | 5.7838
10=170,T =5 | 4.2763 | 8.8937 | 15.3118 | 22.7217 | 7.5817 | 8.8937 | 9.5652
2o =70,T = 10 | 7.8704 | 17.8800 | 24.8066 | 47.9071 | 15.0588 | 17.8800 | 20.4783

Table 4.19: Price sensitivity test for ¢’ and p parameters under COC approach, 15 possibility.

o’ p
10%0 | 20%0 | 30%0 | 50%0 0 0.5 1
xg=65,T=5 | 0.0299 | 0.0654 | 0.1063 | 0.2045 | 0.0109 | 0.0654 | 0.1199
xg = 65,7 =10 | 0.10628 | 0.2318 | 0.3768 | 0.7246 | 0.0986 | 0.2318 | 0.4251
xo="70,T=5 | 02783 | 0.6072 | 0.9868 | 1.8978 | 0.1012 | 0.6072 | 1.1133
xg="70,T=10| 0.8530 | 1.8613 | 3.0249 | 5.8183 | 0.3101 | 1.8613 | 3.4128

Table 4.20: Best estimate sensitivity test for o/ and p parameters under COC approach, 1%
possibility.

o’ P
10%0 20%0 30%0 50%0 0 0.5 1
xg=065,T=>5 | 1.2260 | 2.4237 | 4.1558 | 6.0685 | 2.3301 | 2.4237 | 2.6780
o =65,T =10 | 2.7286 | 5.2917 | 7.9386 | 13.2588 | 5.1925 | 5.2917 | 5.3587
xo="70,T=05 | 39979 | 8.2864 | 14.3250 | 20.8238 | 7.4805 | 8.2864 | 8.4518
xg="70,T=10 | 7.0173 | 16.0186 | 21.7817 | 42.0887 | 14.7486 | 16.0186 | 17.0654

Table 4.21: Risk margin sensitivity test for ¢’ and p parameters under COC approach, 1%
possibility.

4.7.2 Second possibility

In the second possibility, to compute the prices of the S-exchange contracts we have chosen
g = 0.9. Now we will consider different values for g and see how the price changes. The
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results are reported in the Tables 4.22, 4.23 and 4.24:

Table 4.22: Price sensitivity test for g parameter under COC approach,

9
0.5 0.7 0.9 1.1
Tog=65,T =5 | 250.2315 | 149.2817 | 49.4847 | -49.0785
xo =65,T =10 | 543.6788 | 321.6998 | 105.8105 | -103.7540
2o =70,T =5 | 411.7152 | 244.9485 | 80.3825 | -78.1786
xo = 70,7 =10 | 905.0097 | 526.3405 | 170.6880 | -162.5489

2nd

9
0.5 0.7 0.9 1.1
o =1065,T =5 | 249.9182 | 149.1292 | 49.4378 | -49.16796
xg = 65,7 =10 | 550.2550 | 325.7032 | 107.1109 | -105.6799
xo="70,T =5 | 405.1099 | 240.8466 | 79.5514 | -78.8294
xo = 70,7 =10 | 900.6148 | 527.4891 | 171.6711 | -167.6422

possibility.

Table 4.23: Best estimate sensitivity test for g parameter under COC approach, 2"¢ possi-

bility.

g
0.5 0.7 0.9 1.1
To=1065,T=5 | 0.3133 | 0.1524 | 0.0468 | 0.0894
To=65,T =10 | -6.5761 | -4.0034 | -1.3003 | 1.9259
o =70,T=5 | 6.6053 | 4.1018 | 0.8311 | 0.6508
o =70,T =10 | 4.3949 | -1.1486 | -0.9830 | 5.0932

Table 4.24: Risk margin sensitivity test for g parameter under COC approach, 2" possibility.

4.7.3 Third possibility

In the third possibility, to compute the prices of the S-exchage contracts, we have chosen
g =09, 0 =20%c and p = 0.5. Now we will compute the price using different values of
g, 0’ and p, then we see how the price changes. The results are reported in the Tables 4.25,

4.26, 4.27:
g o’ )
05 0.7 0.9 1.1 10%0 20%0 30%0 50%0 0 0.5 1
2o=065,17 =5 | 253.0618 | 151.8753 | 51.9599 | -46.4201 | 50.7853 | 51.9599 | 53.5352 | 56.3035 | 51.8764 | 51.9599 | 52.3302
7o = 065,17 = 10 | 548.6933 | 326.8021 | 111.1945 | -98.6251 | 108.3595 | 111.1945 | 113.5351 | 119.6683 | 110.5150 | 111.1945 | 111.4551
7o =170, =5 | 424.6750 | 252.2611 | 88.3796 | -70.4250 | 84.3369 | 88.3796 | 92.7267 | 103.0981 | 87.4360 | 88.3796 | 90.6162
7o = 70,7 = 10 | 927.0974 | 544.8262 | 188.2762 | -148.6811 | 179.8440 | 188.2762 | 197.5176 | 218.0175 | 183.5376 | 188.2762 | 193.0048

Table 4.25: Price sensitivity test for g, o’ and p parameters under COC approach, 3" pos-

sibility.




4.8. Different longevity hedging strategies 93
g o’ p
0.5 0.7 0.9 1 0% | 20%0 | 30%c | 50%c 0 0.5 ]
2= 65,1 =5 | 240.9851 | 149.1950 | 49.5036 | -49.1024 | 49.4680 | 49.5036 | 40.5448 | 49.6435 | 49.4480 | 49.5036 | 49.5585
2o = 65,7 = 10 | 550.5031 | 326.8020 | 107.3459 | -98.6252 | 107.2186 | 107.3459 | 107.4928 | 107.8453 | 107.1500 | 107.3459 | 107.5417
2o =70,T =5 | 405.7455 | 241.4701 | 80.1642 | -78.2276 | 79.8323 | 80.1642 | 80.5473 | 814666 | 80.1503 | 80.1642 | 80.6749
2o = 70,7 = 10 | 902.7108 | 520.4879 | 173.5772 | -165.8245 | 172.5446 | 173.5772 | 1T4.7687 | 177.6292 | 171.9880 | 178.5772 | 175.1659

Table 4.26: Best estimate sensitivity test for g, ¢’ and p parameters under COC approach,

37 possibility.

7

g g P

05 0.7 0.9 11 | 10%0 | 20%0 | 30%c | 50%c 0 05 1
To=65T =5 | 3.0801 | 2.6820 | 2.4562 | 2.6816 | 1.3173 | 2.4562 | 3.9903 | 6.6600 | 2.4275 | 2.4562 | 2.7717
To=05T =10 -1.8093 | 0.8587 | 3.8486 | 6.8260 | 1.1400 | 3.8486 | 6.0423 | 11.8230 | 3.3649 | 3.8486 | 3.9133
To=70,T =5 | 18.9304 | 10.7905 | 8.2154 | 7.8026 | 4.5046 | 8.2154 | 12.1794 | 21.6314 | 7.2857 | 8.2154 | 9.9412
To=70,7 = 10 | 24.38662 | 15.3382 | 14.6990 | 17.1434 | 7.2994 | 14.6990 | 22.7488 | 40.3882 | 11.5489 | 14.6990 | 17.8383

Table 4.27: Risk margin sensitivity test for g, ¢’ and p parameters under COC approach, 3"

possibility.

4.8 Different longevity hedging strategies

In this section, we will define and compare different longevity hedging strategies using the
Cost of Capital approach. For each strategy, we determine the Solvency Capital Required
that the insurer should hold to cover unexpected losses, as well as the best estimate at time

0.

Depending on his risk aversion, the insurer can choose to hold an SCR, and/or to totally
or partially hedge the longevity risk. More precisely, we will compare the following possible

strategies:

1. The insurer can choose to hold an SCR, and not resort to the financial market or
reinsurance to hedge the longevity risk.

2. He can choose to only hedge a portion of the systemic longevity risk by entering an
S-forward, and hold the SCR corresponding to the basis risk.

3. In addition to the purchase of an S-forward, he can choose a total protection against
the longevity risk by entering an S-exchange contract (assuming that such product is
available in the financial market, or proposed by an investor).

4. The insurer can choose a total protection without entering an S-forward and an S-
exchange, but simply by transferring the total longevity risk to a reinsurer who accepts
to take it. The cost of this protection is also assumed to be computed using the Cost
of Capital approach.

e Auto-protection: holding an SCR (S1)

In this strategy, the insurer manages himself the longevity risk by holding successive annual
Solvency Capitals following the directives of Solvency II. We denote by ,.p, a fixed survival
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rate of an individual aged « at time 0 to be alive at age x+71" (F, measurable). The premium
paid by the insured is based on this fixed rate.
The best estimate in this case is given at time 0 by:

BEy = P(0,T)(Ep(I(z,T)™ — .p,) (4.61)

The expression of the successive solvency capitals under the COC approach is given by
Zeddouk and Devolder [31]:

SCR; = VaRgy 5% [BE;,, P(i,i+ 1) — BE/] (4.62)

where:

in

BEL = (I (z,i+ 1)Ee(I" (w+i+1,T —i—1)— .p,))Pi +1,T)
BEF = (I (2, ) Ep(I" (x +i,T — i) — .p,))P(i,T). (4.63)

ins

Therefore, the estimation of SCR; |y can be given by:

SCR; o= P(i. T)Ee(I"" (2,0)[VaRog s (I (w +i,1)) = Ep(I" (2 41, 1))]
x Bp(I™ (x+i+1,T—i—1)), (4.64)
and the hedging cost in this strategy is equal to 0.
e Partial hedging: S-forward (S2)

The insurer choose to partially hedge the longevity risk (its systemic part), by entering an
S-forward. In this case, he should pay the price of the S-forward, and hold the SCR to cover
the eventual losses related to the basis risk. The best estimate at time 0 is given by formula
(4.32), and the estimation of the SCR; at time 0 are given by formula (4.40).

e Total hedging: S-forward + S-exchange (S3)

In this strategy the insurer prefers not to hold the SCR, and to be totally protected against
the longevity risk. The cost of this protection is equal to the sum of the S-forward and
S-exchange contracts prices.

e Reinsurance (S4)

Instead of buying an S-forwrad and an S-exchange, the insurer can directly resort to a
reinsurer who accepts to totally cover the longevity risk. In this case, the SCR is equal to
0. For example, if the reinsurer uses the COC approach to compute the price of the total
protection, the price of this protection should be equal to:

Vcoc (Oa T) = P(07 T) (EIP’[ImS(x» T) - Tﬁﬂc])
T-1
+ 6% Z[Ep([ms($, i))[VaRgg 500(I"(x +i,1)) — Bp(I"(x +i,1))]
=0
X Ep(I™(x+i+1,T —i—1))P(0,i+1)P(i,T). (4.65)
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For illustration, we will now compute the different hedging strategies using the third pos-
sibility to describe the insurer’s mortality, under the COC method. Our aim is to compare
the different strategies that reflect the risk aversion of the insurer. We use the same data
considered in the numerical illustration part of section 4.6. We restrict ourselves to two ini-
tial ages, 65 and 70 years old, for a maturity of T=>5 years. Table 4.28 reports a comparison
between the hedging strategies under the COC approach in the third possibility:

x9g=65T=5 o =70,T=5
Price BEg SCR; Price BEq SCR;
t=0 | 17.03330 t=0 | 68.72862
t=1 | 17.35925 t=1 | 69.15855
S1 0 95.31299 | t=2 | 17.43082 0 108.13463 | t=2 | 69.21941
t=3 | 17.27303 t=3 | 68.94691
t=4 | 16.90103 t=4 | 68.35740
t=0 | 4.98812 t=0 | 12.48208
t=1 | 7.82119 t=1 | 23.93022
S2 | 52.63125 | 49.50369 | t=2 | 8.53356 | 49.96718 | 80.16426 | t=2 | 29.12340
t=3 | 10.54643 t=3 | 39.51281
t=4 | 13.38823 t=4 | 48.05535
S3 | 104.59125 0 0 138.34670 0 0
S4 | 100.38690 0 0 128.80417 0 0

Table 4.28: Comparing different longevity hedging strategies using the Cost of capital ap-
proach, 3"¢ possibility.

e In case S1, the insurer does not buy any protection, but he must hold the SCRs
corresponding to the longevity risk (the systemic and the basis risks). This strategy
would only cost him the cost of holding these SCRs (6% of the SCRs), but he might
totally or partially lose the SCRs if things go wrong. In this strategy only, the insurer
is not exposed to the credit risk.

e In case S2, the insurer enters an S-forward contract, which is an exchange traded
derivative based on the national population index, covering him just partially (systemic
risk). Therefore this insurer should hold smaller SCRs corresponding to the remaining
basis risk, which he also risks losing totally of partially. In this strategy, the insurer
is exposed to the credit risk, but this risk is limited since it is spread between a large
number of investors.

e In case S3, the insurer buys two protections: he first buys an S-forward from the
financial markets, then enters an S-exchange derivative which is a customized contract
(OTC). Hence, he will be fully covered against the longevity risk and will not need to
set aside an SCR. The credit risk is more important in this case since it is related to
the financial market(S-forward) and the S-exchange’s seller.

e In case S4, the insurer delegates the risk to a reinsurer, and as in case S3 there is no
need to hold SCRs. The cost of this protection is also assumed to be computed using
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the Cost of Capital approach. This strategy represents the highest credit risk since it
is related to one entity.

Besides S1, whatever the strategy the insurer chooses, the risk will not be completely
mitigated as there is a credit risk that should be taken into account in the risk transfer
decision. The credit risk represents a state where the counterparty (in our case the financial
market or the reinsurer) is unable to fulfill its financial obligations in a timely manner, or
even to pay them at all. Neither the financial market nor the reinsurer is completely free
from default risk, and therefore, the insurer has to hold a capital for this extra credit risk.
However, the level of this risk is more important for the reinsurer than for the financial
market. The assessment of this risk is beyond the scope of this paper, we refer the interested
reader to Biffis et al. [4] for more details.

The choice of the best hedging strategy depends on the insurer’s risk aversion. Moreover,
it is difficult to know at time 0 with certainty the best strategy in terms of the cost: if the
insurer chooses S1 or S2, the cost of the hedging strategy will be known only at maturity of
the contract, since it depends on whether or not the SCRs are used to cover the risk. For
example, S1 would be better than S3 if the SCRs are not needed, otherwise S1 would be
more expensive than S3 and S4. We can also remark that from S1 to S3, the expectation of
the cost (BEL+ Price) increases, and this can be explained by the fact that the more the
insurer protects himself against the longevity risk, the higher the cost will be.

4.9 Conclusion

In this paper, we have developed in continuous-time a framework to assess the basis risk
through the pricing of a longevity derivative. We have first proposed three variants of the
Hull and White process, able to capture the mortality trends in the reference population and
in the insurer’s population, whose risk is to be hedged. We have associated the basis risk
to a longevity derivative called S-exchange, that we have priced under the Cost of Capital
method consistent with Solvency II. This approach has been presented as a new benchmark,
and compared with other classical pricing methods. In addition, we have proposed different
hedging strategies depending on the insurer’s risk aversion. For further research, we can price
non-linear longevity derivatives such as longevity option.

Appendix

We provide a sensitivity test for the prices computed under the traditional pricing ap-
proaches. For each method, we vary the longevity parameter (Market price of risk, Sharpe
ratio and Wang parameter) and we see how the price of the S-exchange contract under these
method changes. We provide the sensitivity test for the 3" possibility, and we have fixed the
values of ¢’, p and g as follows:

o 0/ =20%0c
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4.A.1 Risk-neutral

Let us now consider different values for the market risk A and see how the prices computed
under the risk-neutral method and the third possibility change:

A

—10%

—20%

—30%

—50%

20 =651 =5

50.0641

50.6252

51.1869

52.3120

$0:65,T:10

108.0183

108.6915

109.3656

110.7164

$0:70,T:5

81.8591

83.5594

85.2652

88.6930

20 =170,T = 10

175.4931

177.4161

179.3461

183.2274

Table 4.A.1: Price sensitivity test for the market price of risk A under risk-neutral approach,

37 possibility.

4.A.2 Sharpe Ratio

Let us now consider different values for the Sharpe ratio S and see how the prices computed
under the Sharpe method and the third possibility change:

S
5% 10% 20% 30% 50%
xo=165,T =5 | 51.4643 | 53.4258 | 57.3859 | 61.31286 | 69.1344
xo =657 =10 | 112.1124 | 116.8809 | 126.3752 | 135.9036 | 155.0207
xo="70,T=5 | 83.3895 | 86.5179 | 93.0575 | 99.3063 | 112.2471
2o = 70,7 =10 | 181.2285 | 188.8562 | 204.0879 | 219.3157 | 249.7922

Table 4.A.2: Price sensitivity test for the Sharpe ratio S, 3" possibility.

4.A.3

Wang approach

Let us now consider different values for the Wang parameter § and see how the prices
computed under the Sharpe method and the third possibility change:

0

5%

10%

20%

30%

50%

To=65,T =05

49.84796

50.6866

51.3921

52.5178

55.3607

o = 65,1 =10

107.7274

108.5659

110.9378

112.1098

115.6294

20=170,T =5

82.48541

85.3290

86.56772

88.1180

94.6438

$0:70,T:10

174.9321

177.4802

184.0956

188.0815

200.0472

Table 4.A.3: Price sensitivity test for the Wang parameter 6 under the Wang approach, 3"

possibility.
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Chapter 5

Longevity modelling and pricing
under a dependent multi-cohort
framework’

Abstract

We propose a multi-cohort model that is able to capture the mortality correlation
between different cohorts. The model is based on the Hull and White process to which
we incorporate inter-generational risk factors, by modifying its stochastic part. We
provide a pricing framework for a new survival forward contract under the Cost of
Capital, risk-neutral and Sharpe approaches, allowing to cover the global multi-cohort
longevity risk. We give numerical illustrations for Belgian cohorts, and we compute the
price of the longevity derivative under the proposed methods, for different correlation
levels.

5.1 Introduction

Insurance companies and pension funds are constantly exposed to mortality risk, and they
are, therefore, becoming increasingly interested in longevity-linked securities to transfer this
risk. However, only a few longevity derivatives have been launched for various reasons. One
important cause is that no consensus has yet been reached regarding the best model for
the mortality risk. Many continuous-time stochastic mortality models for a single generation
have been proposed by a number of researchers, including [21, 7, 2, 3, 24, 19].

However, the common trend in the evolution of the longevity of different populations is
relevant, and it should be taken into account by entities seeking to hedge their exposures to
mortality and/or longevity risk, as discussed in detail in [6]. In this way, these entities can
assess the overall longevity risk, and reduce the basis risk between their own population and
population associated with the hedging instruments.

Consequently, researchers have lately become more interested in developing multi-population
models for the evolution of longevity rates (see, for instance, [23, 5, 9, 13]).

1Zeddouk, F.; Devolder, P. Longevity Modelling and Pricing under a Dependent Multi-Cohort Frame-
work. Risks 2020, 8, 121.
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These multi-population mortality models are based on the assumption that the mortality
experiences of the populations are linked together, and do not diverge in long term. Ac-
cording to [5], this assumption could be justified by the long-term mortality evolution and,
therefore, can be applicable to longevity risk modelling.

Some multi-population models that have been proposed in the literature are based on the
generalization of the well-known Carter model [15]. These models capture the mortality
dependence by including an additional common factor between the multiple populations
(see, for instance, the models that were presented by [18, 11, 17, 8]). In addition, [14] have
proposed a model for the mortality intensity using common factors that affect all the cohorts,
as well as specific factors that only affect specific cohorts.

In this paper, we consider a typical life insurer holding a portfolio of individuals with dif-
ferent ages, and who needs to hedge the longevity risk. We attempt to capture the eventual
correlations across generations while using a multidimensional continuous-time mortality en-
vironment based on the Hull and White model. We first consider a portfolio of two different
cohorts, where the correlation is based on the introduction of two risk factors modelled by
independent Brownian motions; we then generalize our framework to n cohorts.

We assess the longevity risk related to these n generations through the pricing of a new
longevity derivative that we call Global Survival forward contract (GS-forward). Therefore,
we need to use a pricing approach in order to compute the price of this derivative. The
different pricing approaches proposed in the literature are mainly based on the traditional
pricing methods used in finance, such as the Sharpe ratio, the risk-neutral, and the Wang
approaches, which have been adapted in the longevity context. However, these methods
require the assessment of the risk premium, which is not easy due to lack of data in the
longevity market. In the literature, some authors use life annuities or announced longevity
bonds for calibration, or consider values usually used in finance. For instance, [4, 20] have
used the longevity bond announced by BNP/EIB in 2004 for calibration. Moreover, these
classical pricing methods are not necessarily consistent with the directives of Solvency II,
which is an important issue for insurance companies. The Cost of Capital method (COC)
allows for avoiding these issues, since this method is consistent with Solvency II, and the
Cost of Capital rate is fixed by the regulator. This approach has been used by [16, 26] to
price longevity derivatives, such as S-forward contracts, allowing to hedge the longevity risk
for individuals belonging to one given cohort. The consistency between this Cost of Capital
and the aforementioned classical methods have been discussed in detail in [26].

Our aim is to determine, in closed form, the price of the GS-forward derivative under the
Cost of Capital, risk-neutral (see [4]), and Sharpe approaches [22, 2] in the case of a multi-
cohort portfolio with correlated mortality experiences, as well as to compare the price of a
GS-forward with the corresponding individual S-forward contracts.

This paper is organized, as follows: in Section 5.2, we present the multi-dimensional model for
two cohorts, we study the correlation between these two cohorts, and we provide the general
pricing framework for the GS-forward under the COC, risk-neural, and Sharpe methods.
Next, we generalize this framework for n cohorts in Section 5.3. In Section 5.4, we present
a numerical illustration enabling the comparison of the different GS-forward prices and also
between these GS-forward prices and individual S-forwards prices. Finally, in Section 5.5 we
conclude.
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5.2 Cohort-Based Longevity Model: Two Cohorts

In order to describe the force of mortality, we have used an affine model that allows for
the valuation of longevity derivatives ([12, 25]). In particular, we have chosen the Hull and
White process (HW), which is a cohort mortality model. [27] provided a comparison between
different stochastic time-continuous models, and have shown that this model can accurately
predict the mortality of the Belgian population. Moreover, the HW model was also used by
[26] for mortality in order to price Survival-forwards and Survival-swaps. We first focus on
the case of a portfolio of two different cohorts, then we generalize our study for n cohorts.

5.2.1 Correlation between Two Forces of Mortality

We consider two different cohorts Y and Z of individuals initially aged o = y and zy = 2
at time ¢t = 0.
The evolution of the mortality intensity of the two cohorts are assumed to be given by:

dpuy (t) = (Aye" = by, (£))dt + o, dw, (t) (5.1)

dp.(t) = (A.ePt — by, (t))dt + o.dw,(t), (5.2)

where A,, By, by, 0, and A;, B,, b,, 0, all positive constants, w, and w, are two dependent
Brownian motions.

Using the Cholesky decomposition for correlated Brownian motions, Equations (5.1) and
(5.2) can be alternatively written as:

dpuy(t) = (Aye®" = by, (1))dt + o, (pyduwn () + V1 — P; dw,(t)) (5.3)
dps(t) = (AP — b, (t))dt + o, (p.dwi(t) + V1 — p? dwy(t (5.4)
with:
wy = pywi + V1= pl ws, (5.5)
and

w, = pw; + V1 — p? ws, (5.6)

where w; and w, are two independent Brownian motions (independent risk factors), and p,
and p, are two risk parameters that link the mortality intensity of the cohorts Y and Z to
the two risk factors.

The forces of mortality that are given by Equations (5.3) and (5.4) are now based on two
independent Brownian motions, generating risk factors that affect the mortality of the two
cohorts, and allowing to introduce the inter-generational correlation with different levels.
The solutions of the SDEs (5.3) and (5.4) are given by:

A t
y () = 1y (0)e™"" 4 e (P — ) Uyebyt/ e dw, (u) (5.7)
b, + B, 0
—bt A, Bt _ —bat N L
po(t) = p.(0)e " + b—(e F—e )+ oe " e dw,(u), (5.8)
z + Bz 0

w, and w, being given by (5.5) and (5.6).
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In order to measure the correlation between the forces of mortality of the two cohorts at any
time ¢, we compute the correlation corr (g, (t), iu-(t)) that is induced by the model.
We first determine the covariance between the two forces of mortality:

Cov(py(t), p=(t)) = Ep[(py (t) = Ep(py (1)) (11:(t) — Ep(pi=(1)))]
= 0,00 P [/ e duw, (u) - / ebzudwz(u)} (5.9)

Using the Ito multidimensional formula (see for instance [10]), formula (5.9) becomes:

t

OOU(IU/y(t)7/J;Z(t)) — O-yo-ze_(by+bz)t/ 6(by+bz)u . pwyﬂuzdu
0

O—yO-Z

=y e (5.10)
Y z

where py, ., is the correlation factor between w, and w, given by:

Puwyw. = PyPz + \/1 - p2 \/1 - (5.11)
Finally, the correlation Coorr(pu,(t), p1,(t)) is:

Cov(py(t), p- (1))
v/ Varp (1 (t)) vV Vare (1))
2vbyb, 1 — e (bytb2)t
= Pwy,w; by + b, \/7_%“\/7_2“
— (pypz +V1-piV1- )( 1 — e—(bytbo)t M) (5.12)

b ‘l‘b \/]_—6_2byt\/]_

= (pypz + \/1—7\/7)%2 (5.13)

Corr(py(t), p=(t)) =

where ¢, .(t) is given by:

2,/byb. 1 — = (by+b2)
) = : 5.14
Py, ( ) (by —+ bz \/1 _ e*?byt\/l — 62bzt) ( )

Remark 1 From (5.12), we can see that, if b, = b,, which means that the reversion force
of mortality is the same for the two noises, then ¢, .(t) = 1, and Corr(pu,(t), 1.(t)) will be
time-independent. In this case, we have also three possibilities:

o The two noises are independent, namely p, = 1 and p, =0 or p, =0 and p, =1, then
Corr(juy(t), () = 0;

e The two noises are perfectly correlated, namely p, = p, = 1, or p, = p, = 0, then
Corr(juy(t), = (£)) = 1;

e The two noises are partmlly dependent, namely 1 < pyp, < 0, then Corr(pu,(t), u-(t)) =
pyp=+V1—povV1—p2;

If b, # b., then we have three possibilities:
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o The two noises are independent, namely p, = 1 and p, = 0 or p, = 0 and p, = 1,
then Corr(py (1), (1)) = 0;

e The two noises are perfectly correlated, namely p, = p. = 1, or p, = p, = 0, then
Corr(py(t), p2(t)) = @y.-(t) (now not necessarily equal to 1);

e The two noises are partially dependent, then Corr(u,(t), p.(t)) becomes a function of
time t (now not necessarily a constant).

5.2.2 Correlation between Two Longevity Indexes

Now, let us study the correlation between two longevity indexes. The two longevity indexes
related to the two cohorts Y and Z at time ¢ are given by:

Ly +t,T —t) = e i mluwwdu (5.15)

Iz(z+t’T_t> — efftT,U«z(u,UJ)du’ (516)

where I,(y +t,7 — t) is the longevity index of an individual of the cohort Y initially aged
y, alive at time ¢, and surviving 7' — ¢ years more.
Let us compute the covariance of the two longevity indexes. This covariance is given by:

Cov(I,(y +t,T —t), L(z+t,T —t)) = Ep[(I,(y +t,T —t) — Ep(I,(y +t, T —1)))
X (L(z+t,T—t) — Ep(L(z +t, T — t)))]

= Ep(l,(y+t, T —)L(z +t, T —t)) — Ep(L,(y +t,T —t))
x Ep(I,(z+t,T —1))

= EIP<€7 LT(#y(U,w)Jruz(u,w))du) _ oo (tT) =By (1T)py (1)

X eaz(t:T)*ﬁz(t’T)lu'Z(t)7 (517)
where «y, 3, and a, a, are given by:
Ay e(By+by)T _ o(By+by)t oByT _ Byt 0'5 _ o
ay(t,T) = gtle™™7" B, 1h, -] - gl (1= e TY) = T 4]
2
9y —b, (T—t)\2
—qg(1— e ) (5.18)

By(LT) = (1= exp(—b,(T — 1)
and
A, —b, (Bz+bz)T _o(Bz+bz)t BT _ Bzt
ax(t,T) = gl ——p=F ~5
2
z)zg (1— e—bz(T—t))2 (5.19)

B.(t, T) = bl(l —exp(=b,(T —1)).
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Let us now compute Ep(e” ftT(“y(“"")*“Z(“’w))d“).

For any given cohort of individuals aged = at time ¢, we have:

Lx+t,T—t)=e" S ey o Xa(tT), (5.20)
Under the real-world risk measure P, we have:

X (t,T) ~ N(mg(t,T), n.(t,T)?). (5.21)

Accordingly, the survival index I, is log-normally distributed with X, having a mean and a
variance given by:

b

{m"”(tT)— o () 0 e

B(T—t) _ 1\ _ _AeBt ( —b(T—t) _
2 b(Tﬁ(HB&(e 7b(T7t))2 1) b(o+B) <€ 1) (5.22)
ni(t,T) = %[T_t_l_e b - 2b J
We have:
Xy(t,T) ~ N(my(t,T), ny(t,T)*) (5.23)
X.(t,T) ~ N(m,(t,T), n.(t,T)?),
where:
. (efby(Tft)_l) AyeByt y - AyeByt —b, .
my(t,T) = 'uf(t) T (_T B)y(by+By)(b€le(T) 2t) - —5iTaye by(T=) _ 1) (5.24)
ay —emby(T-t)  (1—ety(Tt :
n?/<t7T>: @[T_t_l bZ — ! 2b, ) ]7
and
— (eibz(Tit)_l) Azeth z - Azeth —Vz -
m.(t,T) = N;(t) b, - BZ(bZ+BZ)(eB (=) — 1) — bz(bz+BZ)(e b (T1) 1) (5.25)
2 - o 1—e—bz(T—1t) (l—e*bz<T’t))2 :
n:(t,T) = b—g[T—t— - — T ,
then:
where
my:(t,T) = my(t,T)+m,(t,T) (5.27)
n2 (t,T) = n2(t,T)+n2(t,T) 4 2Cov(X,(t,T), X.(t,T)). '
The covariance Cov(X,(t,T), X,(t,T)) is:
Cov(Xy(t,T),X.(t,T)) = Ep[Xy,(t,T) — Ep(X.(t,T)) - (Xy(t,T) — Ep(X.(t,T)))]. (5.28)
Using (5.7) and (5.8), we have:

Cov(X,(t,T), X.(t,T)) :Ep[( /t ' oye /t ) eby”dwy(v))ds- ( /t ' o e et /t ) ebz”dwz(v))ds}

T1_ e—by(T—v) T _ e—bz(T—v)

—E e 7y o, [ 2= g,
’ [(Uy /t b, “’y(”)> <" /t b v (”)>]
Tq _ efby(va) T _ ebe(va)
([ ([

3 dwz(v)>] .
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Using the [to multidimensional formula, we have:

— efby(va) 1

_ esz (T—v)
: d
b, b, ”)

1 T
= 0yO0zPwy,w., ﬁ (/ (1 — e_b?!(T_v)) . (1 _ e—bz(T—'U))d,U)
yvz t

. 1 e=be(T=t) | _ g=by(T=t) | _ o=(b,+b)(T—1)
= TPy {( —t- b - b, + by + b

= 0y0:puw,w. Wy, (t,T). (5.29)

T
1
COU(Xy(t,T)a)(z(t’T)) = Uygzpwy,wz (/
t

where U, .(¢,T) = s b B b, by +b-

Using (5.29), Equation (5.27) becomes:

—e—b2(T—1) _e—by(T—1) _e—(by+b2)(T—1)
(T_t)_le _ 1=e""% +1e Y :|

my.(t,T) = my(t,T)+m,(t,T) (5.30)
ny (6, T) = n2(t,T) +nZ(t,T) 4 2040 puw,w. Yy (1, T).
Let:
K(t,T) = e~ Ji (my(ww) i (uw)du
= KEDHX0T), (5.31)
Ep(K(t,T)) is then given by:
yz(t T)
Ep(K(t,T)) = emv=tD+ ), (5.32)

By replacing (5.32) in (5.17), we get:

COU( (y +t T ) IZ (Z + t7 T — t)) = emyz (t7T)+"l/Z;t'T) — eay(t)T)_ﬁy(t’T)”y(t) . eaz(th)_ﬂz (t)T)Ufz (t) (533)

The correlation Corr(I,(y +t,T —t),1.(z +t,T —t)) is given by:

Cov(l(y+t,T—1t),L.(z+t,T —1))
ny(t,T) - n.(t,T) ’

Corr(I(y+t,T —t), L(z +t,T —t)) = (5.34)

where n,(t,T) and n,(t,T") are the standard deviations that are related to the two longevity
indexes I, and 1.
Using (5.24) and (5.25), we can easily compute n,(t,7") and n,(t,T):

ﬁ?; (t, T) _ eme(t,T)+n§(t,T) . (eng(t,T) . 1)
ﬁg(th) — €2mz(t,T)+n§(t,T) . (eng(t,T) . 1)
We finally get:

n2 £,
ey D)+ =T ()= By (T )y (1) . govs (4.7) =B (1) s (1)

Corr(Iy(y+t,T—1t),L(z+t,T—1t)) =

\/e2my(t,T)+n§(t,T) (€M (T) 1), /e2m= T2 T) (2 (5T) — 1)'
(5.35)
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Remark 2 We remark that, if the two noises are independent, namely p, =1 and p, = 0
or py =0 and p, = 1, then:

o Cov(X,(t,T),X,(t,T)) =0;
e By elementary calculation, we find:

n2 (t,T)
myz(t7 T) + yT = Oéy(t, T) - ﬁy(tv T):uy(t) + az(ta T) - Bz(ta T)p“z(t)a

which means that:

Corr(I(y+t,T —1t),.(z+t,T —1t)) =0.

5.2.3 S-Forward Pricing

An S-forward (called individual S-forward in this paper) is a financial product exchanging
at a fixed maturity T, the realized survival rate of a given population, in return for a fixed
rate that was agreed at inception.

For a notional amount equal to one monetary unit, the payoff of this product at maturity
becomes:

Payoff(T) - ](I, T) - T]A);c’ (536)

where I(z,T) is the realized survival rate at maturity, and ,p, is a fixed survival rate that
represents the probability to be alive at age x + T' for an individual initially aged x.

This derivative allows to hedge the longevity risk that is related to an individual belonging
to a given cohort. The pricing of this derivative under the COC approach as well as under
the classical methods (risk-neutral, Sharpe, and Wang) was discussed in detail in [26].

5.2.4 GS-Forward Pricing

We consider the case of an insurer holding a portfolio of policyholders belonging to the cohort
Y or Z. We assume that this insurer should pay one monetary unit to each individual alive
at maturity 7'

The payoff of this global S-forward (that we call GS-forward) at time ¢ is given by:

Payoff(T') = L,(y, T) + I.(2,T) = (P, + +P.)-

where ,p, and ,.p, are two fixed survival rates related to cohorts ¥ and Z, of an individual
aged y + T and z + T, respectively, at time 0, to be alive at age y and z, respectively, (Fy
measurable).

GS-Forward Pricing under the COC Approach

The price at time 0 under the COC approach is given by:

|

coc

(0,T) = BE; + RM,, (5.37)

where BE] is as follows:
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BEy = P(0,T)Ep[l,(y,T) + L(2,T) — (B, + +5.))-

The risk margin is equal to the present value of the required returns on the future Solvency
Capital Requirements (SCRs):

T-1

RMy =C% Y _SCR; P(0,i+1),
=0

where SCR; is the Solvency Capital Requirement that corresponds to the Value-at-Risk at
a confidence level of 99.5% on a one-year period, and C' is the Cost of Capital nowadays
equal to 6% (Solvency II requirements).

The future SCRs being stochastic, we need to use an estimation of their future values at
time 0. This estimation is denoted by: S CA'RZ:SC’R,- lo -

The initial risk margin is then given by:

T—1
RMy =C% Y SCR; P(0,i+1).

1=0

Taking into account the Solvency II definition of the SCRs (Value-at-Risk at 99.5% on a one
year), the expression of the SC'R; becomes:

SCR; = VaRgg s%|BE;,, P(i,i + 1) — BE]],
where:

BEﬂl =Iy(y, i+ )Ep(Ly(y+i+1,T —i—1)+ L(z,i + 1)Ep(L(z2+i+1,T —i—1))
- (Tﬁy +Tﬁz))P(Z + 17T)

BEY = (Iy(y, ) Ep(Iy(y +1,T — i) + L.(2,0) Ep( L.(2 + i, T — i) — (;p, + +P2))P(i,T).

The SCR; is then given by:

SCR; = P(i,T) VaRog 5% 1y (y,i + D) Ep(Iy(y + i+ 1, T —i— 1)) + L(z,i + DEp(L(2 + i+ 1,T —i— 1))
— Iy(y, ) Ep(Ly(y + i, T — i) = L(2,) EBp(L:(2 + 6, T — i))]

= P(i,T)[VaRog 5% Ly (y, 1) Iy(y + i, ) Ep(Ly(y + i+ 1, T —i — 1)) + L.(2,i)I (2 + i, 1)
X Bp(L(2+i+1,T —i—1)) = I(y,i) Ee(I,(y + 4, T — 1)) — L(2,0) Bp( I.( + i, T — 1))]

= P(i,T)[VaRog 591y (y, ) Iy (y + 1, 1) Ep(Iy(y + i+ 1, T —i — 1)) — I (y,9) Ep( Iy (y +i,T — 1))
+ L(z,)L(z+ i, )Ep(L(z+i+1,T —i—1)) — L(2,0)Ep(L(z +i,T — i))]

= P(i,T)[VaRog 5% Iy (v, %) (Iy(y + i, ) Ep(Iy(y + i+ 1,T —i — 1)) — Ep(1,(y +4,T — 1))
+ L2, )) I (2 + 3, 1)Ep(L(z +i +1,T —i—1)) — Ep(L.(2 +14,T —))].

Therefore, the estimation of SCR; |o can be given by:
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SCR; o = P(i,T)[VaRgg 5% [Ep (1, (y, 1)) (I (y + &, D Ep(Iy(y + i+ 1,T —i— 1)) — Ep(I,(y +i,T — 7))
+ Bp(L(2,0))(I(2 4+, 1) Ep( L(z + i+ 1, T — i — 1)) — Bp(L(2 + i, T — i)))]

— P(i, T) [VaRog 50 [Eo (I, (4, 1) (I, (y + i, 1)

x Bo(L(y+i+ 1T —i—1)) = Bp(L(y + i, 1) Be(L(y +i+ 1T —i— 1))
+ Be(L (2, ) (I (2 + i, ) Es(L(z +i+1,T —i — 1))

— Ep(L(2+4,1)Eo(L(z +i+1,T —i— 1)))]

= P(i,T)[VaRog 5% (v - (Iy(y +1i,1) — Ep(L,(y +i,1))) - 0 + & - (I.(2 +4,1) — Ep( L. (2 +1,1))) - n)],

where v, 0, &, and n are constants given by:

v = Ep(ly(y,1))
0 = Ep(ly(y+i+1,T—i—1))
§ = Ep(l.(2,1))
n Ep(L(z+i+1,T—i—1)).
The risk margin at time 0 is then equal to:
T-1
RMo = 6% Y P(0,i+1)P(i, T)[VaReog 5 (v-(Ty (y+i, 1) = E( I (y+i, 1)))-0-+&-(I. (244, 1) = Ep( L. (244, 1))
1=0

The price of the GS-forward under the COC approach is finally given by:

Viisa(0,T) = PO, T)(Ee(ly(y, T)) + Ep(L.(2,T)) = (D, + p.))

T-1
+6% Y P(0,i+1)P(i, T)[VaRag 504 (v - (I (y + i, 1) = Ee(I,(y +,1))) - 0 + & - (L2 + 4, 1)

= (5.38)
— Ep(L:(z +1,1))) - n)l.

GS-Forward Pricing under the Risk-Neutral Approach

The price of a GS-forward at time ¢ under the risk-neutral probability measure Q, is given
by:

Vel (0.T) = P(0,T)[Eg,,, (I,(y,T) + I.(2,T)) = (+5, + +D.) | Fol, (5.39)

where X and ) are the two market prices of longevity risk that are linked to the two inde-
pendent risk factors, modelled by the two Brownian motions w; and wsy (formulas (5.5) and
(5.6)).

We assume that the market price of risk is constant (A(t) = A and N'(¢) = X).

The two SDEs of the forces of mortality under the real-word measure P are given by formulas
(5.3) and (5.4). Under the risk-neutral measure, these formulas become:

v (t) = (A, — by, (8) + 70,)dt + 0, (p,dwi (t) + V1 — pRdw;(t) (5.40)
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dpw (1) = (A,ePt — b, (t) + 7'0.)dt + o, (p.dwi(t) + V1 — pPdwi(t)), (5.41)

where:

o wi(t)= wi(t)—At, and wi(t)= wo(t)—Nt;

o 7=M\p, + NV1—pZand 7' = Ap, + NV1 — p2.
We have:

Qy 1 Qy 17 Qs v/
Eq,,, (I(y,T)) = o™ OD=8, (0.1, (0)

Qy Qs 17 Qrrs
EQ)\)\/ (I(z, T)) = eaZAA (O,T)—BZ AX (OVT)/Lz)\A (0)

Y

where ay, v ﬁQW and a2, B2 are given by:

2

, _ (By+by)T _ (By+by)t ByT _ Byt _ _
0 () = frle Tl et P S (1 e T0) T 4]
2
_41% (1 _ e_b (T— t)) _ %(1 _ e—by(T—t))

By (HT) = (1 — et

and

Bz+bz BZ 2b2 bZ
1 — e—bz(T—t))Q _ ag_r’(l _ e—bz(T—t))

z

APV (,T) = fxfet-Teltfoe Bt BBl Sa[L(1— e (T0) — T 4 4]
ot

4b5 (
Qi _ 11 _ ,—b(T-1)
PV T) = k(1 ).

GS-Forward Pricing under the Sharpe Approach

Let us now compute the GS-forward price under the Sharpe approach. The price at time 0
is:

Vy,z (OvT) = P(OvT) |:E]P’(Iy(yaT)) + EP(IZ(ZvT)) - (Tﬁy +Tﬁz) + S \/V&I‘]p(jy(y,T) + Iz(zaT)):|7 (542)

Sharpe

where S represents the Sharpe ratio, and Varp(I,(y,T")) is the variance of the survival index.
Because I,(y,T) and I,(z,T) are dependent, we have:

Varp(l,(y,T)+1.(2,T)) = Varp(l,(y, T))+ Varp(IL,(2,T))+2Cov(1,(y,T), I.(z,T)). (5.43)

The price under the Sharpe approach is finally given by:

Ve (0.7) = PO, )| Be(ly(y, 1) + Bo(L(2,T)) = (:, + 15.)

+ SVVarp(I,(y, T)) + Varp(I(2,T)) + 2Cov(I,(y, T), L(z, T))} (5.44)
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From (5.23), Varp({,(y,T")) and Varp(I,(z,T")) are given by:

Varp(ly(y, T)) _ e(2my(O,T)+n§(0,T)) . (enZ(O,T) _ 1)

Vars(L(2,T)) = eCm=@DFE00) . (gn201) _ 1),

We have the expression of the covariance Cov(I,(y,T), 1,(2,T)) given by formula (5.33).
The expression of the variance Varp(l,(y,T") + 1.(z,T')) is given by:

Varp(I, (4, T) + L (2, T)) = eCmu@T)n300) (301 _ 1) 4 (@ma0.T)n20.1)(n201) _ 1)

4 9emu=OT)F DY) 0, (0.T) 6y (0T)RE(E) . yu=(0.7)~B=(0T)1i3 (0)

5.2.5 Consistency between S-Forward and GS-Forward Pricing
Methods

Let us now derive the price of the individual S-forward contract from the GS-forward’s price
formulas given in Section 5.2.4.
Under the real-world measure P, the mortality intensity formulas (5.3) and (5.4) can be
written as:

dpuy(t) = (Aye®" = by, (£))dt + o, di, (t) (5.45)

A1) = (AP — boyu())dt + o (1), (5.46)
where 1y, (t) = pywi(t) + V1 — p wo(t) and w.(t) = pwi(t) + V1 — p2 wa(t).

For each of the three pricing methods, we can determine the price of the individual S-forward
contract directly from the GS-forward price formula, by considering just one cohort.

e Cost of Capital approach:

The prices of the individual S-forwards under the Cost of Capital approach for cohorts Y
and Z are given by:

T—1
Ve 0,T) = P0,T)(Ep[1y(y,T) — py]) + 6% Z[EP(Iy(y, i))[VaRgg 59 (1 (y + i, 1))
=0
— Ep(IL,(y+i, )]Ep(I,(y +i+1,T —i—1))P(0,i + 1)P(i,T) (5.47)
T—1
Vgoc(ovT) = P(OvT) (EP[IZ(Z7T) - Tﬁz]) + 6% Z[EP(IZ(Zai))[VaR99,5%<Iz(Z +1, 1))
=0
— Ep(L(z+i,1)]Ep(L(z+i+1,T—i—1))P(0,i+1)P(i,T) (5.48)

e Sharpe approach:

The prices of the individual S-forwards under the Sharpe approach for cohorts Y and Z are
given by:
VY, (0.T) = P(O.T) | Ep(I,(y. 7)) = 1, + S VVare(L,(y, T))|

Sharpe

V: (0,T) = P(0,T) [EP(JZ(Z, T)) — b, + S VVarp(L(z, T))}

Sharpe
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e Risk-neutral

The prices of the individual S-forwards under the risk-neutral approach for cohorts Y and
Z are given by:
Vo, (0,T) = P(0,T)[Eq,,, (1y(y. 1)) — +p,) | Fol

Vi, (0.T) = P(0,T)[Eg,,, (I-(2,T)) = +p.) | Fol-
Under the risk-neutral approach, formulas (5.45) and (5.46) can be written as:

dpuy(t) = (Aye™" — by, (t) + 70, )dt + 0, dw, (t) (5.49)
dp.(t) = (APt — b, (t) + 7'0.)dt + o.dw,(t), (5.50)
where ,(t) = pyi(f) + VI~ 72 wi(t), and @ (1) = peawi (1) + VI~ 72 wi(r).

We can see that under the risk-neutral measure Q,,/, the drifts have been changed by adding
To, and 7’0, where 7 = Xp, + X'V1 — p2 and 7/ = Ap, + N'V1 — p?.

If we consider the special case where p, = 1, and only one risk parameter p, = p, 7 and 7/
become:

T=A
=X+ N1 - p2

We define the market price of risk A* for the two cohorts, as follows:
A=\
T =Xp+N/1—p2= )"

We find that:

A=\

U Emi
1+p

For illustration, if we consider p = 0.95 and A = —20%, we find that \' = —3.2%. We can
see that the values of A and X\ are very different, but the market prices of risk 7 and 7/ on
which the final price depends are equal.

We conclude that COC and Sharpe methods are coherent between global and individual
models; however, in the risk-neutral approach, we can also obtain coherency between the
models, but we have to impose conditions on the values of A and \.

5.3 Cohort-Based Longevity Model: n Cohorts

Let us now generalize our study to n cohorts. We consider n different cohorts of individuals
initially aged x1, x»....x, at time t = 0, and we use the HW model for describing the evolution
of mortality of each cohort.

The mortality intensities that are related to these cohorts are given by:
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d, (1) ArePrt — by, (t) 1 pi2 p13 - . pia ordws (t)
djt, (t) AseB2t — by, (t) P21 1 pa3 . . pan oodwsy(t)

ol ] e | (5.51)
dﬂ'zn (t) AnGBnt - bn/%‘n (t) Pn1 Pn2 Pn3 - - 1 J7Ldu'n (t)

where wq, ws...w,, are independent.

1 pl’z ’0173 . . pl,n
P21 1 P23 - - P2n

We denote M = ooz 1 o
. . . 1 . .

Pn1 Pn2 Pn3 - - 1

M is a symmetric n x n Matrix that represents the impact of the risk factors between two
cohorts p; ;.

Formula (5.51) is the general case, since it includes n independent risk factors that affect
each cohort. We consider three particular cases in order to limit the number of risk factors,
and also to look at extreme situations. We study three possibilities that express how the
cohorts are correlated:

1. One common risk factor: the cohorts are equally dependent, which means that the
forces of mortality of these cohorts are given by:

dp‘zl (t) AleBlt - blﬂzl (t) ordw, (t)
dﬂwz (t) A2€B2t — bg,u;m (t) O'del (t)
' = : dt+ i
dptz, (1) Ane®t — by, (1) ondwi (t)

In this case, the correlation is given by:

007"7“(,“90;@- (t)v Mo, (t)) = Py, (t),

where ¢, ., (t) is given by:

24/bz, bz, 1 — e (baytba))t )

e (8) = (
()0 k> l( ) bxk _I_ bwl \/1 _ e—2b1kt\/1 _ e—2brzlt

2. Two common risk factors: the cohorts are dependent with different degrees:

dptg, (t) APt — by, (1) pp Vi=pi 0 . .0 ordwi ()
dity, (1) AzeP2t — by, (1) pe V1—p3 0 . . 0 aadws(t)

d/llzn (t) AneBnt - bn“zn (t) pn \/ 1 7 p% 0 0 Jndwn(t)
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where wy, wy ...w, are n independent Brownian motions. In this case, the correlation
is given by:

COTT(NW (t)> oy (t)) = (pkpl + \/1 — Pz\/l - pl2>(1050k,ﬂ?l (t),

3. One risk factor by cohort: the cohorts are completely independent:

duzl (t) AleBlt - blﬂzl (t) o1 dwl(t)
dﬂivz (t) A2€B2t — bz,u,rz (t) O’dez(t)

) = : dt+ ’ )
dpta,, (1) Ane®t — b, (1) ondwn(t)

where wq, wy ...w, are n-independent Brownian motions. In this case, the correlation
is given by:
Corr{jia, (£) 12, (£)) = 0.

5.3.1 GS-Forward Pricing

We consider the case of an insurer holding a portfolio of policyholders belonging to the
cohorts X7, X5 , Xj3....X,,. We assume that this insurer should pay one monetary unit to
each individual alive at maturity 7.

The payoff of this GS-forward at time 7" that is evaluated at time 0 is given by:

n

Payof f(T) = (L (k. T) = 1B, ),

k=1

where ,.p, is the fixed survival rate related to cohort Xy, and I, (x4, T') the survival index
of an individual aged z; at time 0, to be alive at age xp + T.

GS-Forward Pricing under the COC Approach

The price at time 0 under the COC approach is given by:

G

V. (0,T) = BE, + RM, (5.52)

coc

where BE] is as follows:

n

BEy = P(0,T)Es[ Y (L, (x;,T) = .5, )].

J
j=1
The risk margin at time 0 is:
T-1

RMy =C% Y _SCR; P(0,i+1).
=0

Subsequently, the expression of the SC'R; is given by:
SCR; = VaRgg 5% [BE;,, P(i,i+ 1) — BE] |,
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where:

n

BE[ = () Ly (xn,i+ 1) Ep(Iny (w + i+ 1,T —i = 1) = ,p, )P(i+1,T)
k=1

n
BE] = (Y I (xk, 1) Ep(Iy (v + i, T — i) — ., )P0, T).
k=1

The estimation of SCR; |y can be given by:

SCR: |y = PG,T) [vaRggﬁ% (> Be(Ly (e 1) (Lo, (2 + 4, 1)

k=1
X Ep(lyy (v +1+1,T =i = 1)) = Byl (z+ 6, T = )] |.

RM, is then equal to:

T-1 n
RMy = 6% P(0,i+1)P(i,T) [VaRgg,g,% (> Ep(L, (24, 8)) (Ley (24 + 1, 1)

=0 k=1

X BplLy (e +i+ 1,7 — i~ 1)) = oLy, (wi+4, T~ )]

Finally, the price of the GS-forward with the COC approach is:

n T-1
VEL0,T) = POT)Ep[Y (Lo, (xx,T) — 1B, )] +6% Y _ P(0,i+1)P(i,T)

coc
k=1 1=0

3

x| VaRog s [ D Bl (@, 1) (L (2 +,1)
k=1

x Bp(ly (zp+i+1,T —i—1)) — Ep(Ly, (2 +i, T — i))ﬂ . (5.53)

GS-Forward Pricing under the Risk-Neutral Approach
The price of the GS-forward at time 0 is given by:
VE (0.T) = P(0,T) [Z gy, (I, (24, T) = 1., | Fo. (5.54)
k=1

where ), is the market price of risk associated to the cohort x.

GS-Forward Pricing under the Sharpe Approach
The price of the GS-forward at time 0 under the Sharpe approach is given by:

n

VSC;I:MP (O’T) = P(OaT) |:Z(EIP’(IJ% (‘rIC?T)) - Tﬁzk +5 \/Var]P’(i: Ia:k (mk"T)) ] ) (555)
k=1

k=1

where S is the Sharpe ratio, and ,p, is the fixed rate that is related to the cohort Xj.
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Because I, (v, T') are dependent, we have:

Varp (Y I, (2, 1)) = Y _ Varp (L, (2, 7)) +23 Y Cov(Iy, (w1, T), L (21, T)). (5.56)
k=1 k=1 k=1 I#k
=1

The price at time 0 under the Sharpe approach is finally given by:

n

Z EP(IEk (xk7 T))_Tﬁwk +5 Z VarJP’(IEk (‘Tlﬁ T)) +2 Z ZCOU (]l'k- (xlw T)’ I, (xl? T)) )
k=1 k=1 k=1 17k
1=1

ve .0,T)=P(0,T)

Sharpe

(5.57)
where Cov(1,, (xy,T), I, (2, T)) is given by (5.33).

5.3.2 Application to a Portfolio of Annuities

Life and pension annuities are typical products that allow retirees to obtain lifelong incomes.
For fixed lifetime annuities, the longevity risk is completely supported by the insurer or the
pension fund. Therefore, it is crucial for the annuity provider to hedge this risk, which is not
easy given the limited solutions available on the market.

Our pricing framework has the advantage to be flexible, as it can also be generalized to hedge
a portfolio of annuities: we consider a pension fund holding a portfolio of policyholders that
belong to the cohorts Xi, X»,..X,,, to whom he provides fixed annuities of one monetary unit
at each date tq,1to,...,1,, if the policyholder is alive.

For each cohort Xj, the annuity provider can mitigate the corresponding longevity risk by
entering a survival swap (S-swap).

This S-swap is considered to be an aggregation of S-forward contracts (see for instance [26]).
We denote, by P*(0,t1,ts,...,tm), the price at time 0 of an S-swap for the individuals
belonging to the cohort Xy, with ¢q,%s,...,t,, as exchange dates (0 < t; < ty < ... < tp).
Without arbitrage opportunities, the price of this S-swap is equal to the sum of the prices
of the corresponding individual S-forward contracts (see, for instance, [26]):

P01y, g, ooy t) = > V(0. 1;), (5.58)
=1

where V*(0,t;) is the price at time 0 of the individual S-forward contract related to a given
cohort X, for a maturity ¢;.

Therefore, if we do not take into account the eventual correlation between cohorts, the price
of the S-swap for individuals that belong to the different cohorts X, X»,..X,, is given by:

P(0, 1, g, ooy b)) = > Y V(0,1;) (5.59)
k=1 i=1
Alternatively, if such product exists, the annuity provider can cover the longevity risk for
all individuals that belong to the different cohorts X7, X5, ..X,,, by entering one derivative
instead of a derivative by cohort, while taking the eventual correlation between cohorts into
account. The price at time 0 of this Global S-swap (GS-swap) is given by:
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PE(0,ty, t, ooy tn) = 3 VE(0,1;) (5.60)
=1

where V¢(0, ;) is the price of the GS-forward contract.

5.4 Numerical Simulation

In this section, we compute the price of different GS-forward contracts based on the Belgian
population data, and using the different pricing methods.

5.4.1 Assumptions

To price the GS-forwards, we consider these assumptions:

An insurer with a portfolio of pure endowment contracts paying 1€ at maturity 7
Two maturities: 7= 5 and T = 10%;
No=10 000 initial policyholders for each cohort;

We consider two examples: individuals initially aged y = 55 and z = 60, or individuals
initially aged y = 60 and z = 65, old in 2015;

According to the literature, the values of p are around 0.98 [14]. However, to have a
better idea on the price evolution, we consider the following values for p: 0.95, 0.98, 1
(in view of illustration, we also consider the extreme value p = 0);

Data from the Belgian TA|BE unisex mortality table?;
The risk-less interest rate denoted r, is considered constant, r = 1%;

The optimal parameters for the HW model are given by Table 5.1:

Age in 2015 1, (0) A B b o
55 0.00466531 0.00042258 0.11428187 0.11669113 0.00200113
60 0.00722197 0.00089226 0.11571836 0.15355787 0.00166015
65 0.01056770  0.00231775 0.11562220 0.25062948 0.01770006

Table 5.1: Optimal parameters value for the different cohorts, HW model.

2We limit ourselves to a short maturity of 5 or 10 years, since the market is reluctant to longer maturities
given the uncertainty related to longevity.
3IA|BE mortality projection for the Belgian population (2015) available at www.iabe.be.
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e The fixed rates are reported in Table 5.2:

T/Age 55 60 65

T=5 09737899 0.9605744 0.9419321
T =10 0.9395278 0.9107331 0.8658090

Table 5.2: The fixed survival rates ,p, for different ages and maturities.

e For simplification purpose, we chose p, = 1, and we consider only one risk parameter

Pz=pP

The two mortality intensities for cohorts Y and Z given by (5.3) and (5.4) now become:

dpy (t) = (A,eP" — by, (t))dt + o dw, (1) (5.61)
dp(t) = (A.eP — b, (t))dt + o, (pdwi(t) + /1 — p2dws(t)) (5.62)

Pw,.w. and the correlation given by formula (5.13) become:
Py = P (5.63)

Corr(py(t), p=(t)) = ppy,(t)

5.4.2 Correlation between Cohorts

Before computing the prices of the GS-forward contracts, let us determine the correlation
between the cohorts. To do so, we first compute ¢, ,() for the two portfolios considered:

e 1o= 55 and = 60 in 2015 (denoted ¢, 4 (t)); and,

e 1p= 60 and zo= 65 in 2015 (denoted g, (t))-

We use Belgian data from IA|BE and compute ¢s560(t) and pgo65(t) for t = 1 to t = 10.

Table 5.3 presents the results:

$55,60 (t) %60,65 (t)
t=1 0.9999436 0.9995160
t=2 0.9997768 0.9981148
t=3 0.9995068 0.9959374
t=4 0.9991450 0.9931869
t=>5 0.9987058 0.9900917
t=06 0.9982057 0.9868707
t=7 10.9976623 0.9837081
t=8 0.9970927 0.9807412
t=9 0.9965130 0.9780582
t=10 0.9959375 0.9757037

Table 5.3: Some values of ¢, .(1).
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Now that we have the values of ¢, .(t), we can compute the correlation between the forces
of mortality, and between the longevity indexes.

For ease of notation, we write: Corr(p,(t), p.(t)) = Corr(pu,,.(t))

The correlation between the forces of mortality are reported in Table 5.4:

p = 0.95 p=0.98 p=1
Corr(uss,eo(T)) Corr(peo,es(T)) Corr(usseo(T)) Corr(ueoes(T)) Corr(usseo(T)) Corr(ueo,es(T))
T=5 0.9487705 0.9405871 0.9787317 0.9702899 0.9987058 0.9900917
T=10 0.9461406 0.9269185 0.9760188 0.9561896 0.9959375 0.9757037

Table 5.4: Values of Corr(p, .(T)).

The correlation between longevity indexes is given by (5.35). For ease of notation, we write:
Corr(1,(y,T),1.(2,T)) = Corr(l,.(T)). Table 5.5 reports the results:

p = 0.95 p = 0.98 p=1

Corr(I;60(T)) Corr(ly o5 (T)) Corr(ly,e0(T)) Corr(leye(T)) Corr(ly o,(T)) Corr(ly,q(T))

T = 0.9498743 0.9490736 0.9798716 0.9790453 0.9998698 0.9990265
T=10 0.9495996 0.9475659 0.9795936 0.9774933 0.9995898 0.9974450

Table 5.5: Values of Corr(I,.(T)).

5.4.3 Pricing GS-Forwards

Let us now compute the prices of the different GS-forward contracts under the different
methods.

Pricing GS-Forwards under the Risk-Neutral Approach

Because the risk-neutral method is based on the expectation of the survival index, the price
of the GS-forward under this approach does not depend on p. This price is equal to the sum
of the prices of the individual S-forwards that are related to the corresponding cohorts:

V0, T) + V7 (0,T) = P(0,T)[Eq, (I,(y, T)) = +p,) | Fol + P(0,T)[Eq,, (I.(2,T)) — ,p.) | Fo
(0, 7)[Eq, (Iy(y, 1)) + Eq,, (I:(2,T)) = 1P, —1 P.) | Fo

(0,7)[Eqy(Iy(y, T) + LI.(2,T)) = (,B, ++ b.) | Fo

7(0,7) (5.64)

Thus, we will only focus on the COC and Sharpe approaches.

Pricing GS-Forwards under the COC Approach

Let us now compute the price of the GS-forward while using the HW model under the COC
approach.

Table 5.6 reports the prices of the different GS-forwards V%2 (0, T) for different ages, matu-
rities, and correlation levels:



5.4. Numerical Simulation 123

p=20 p = 0.95 p = 0.98 p=1

BE RM Price RM Price RM Price RM Price

V55600, 5)  71.0608 25.5553 96.6161 31.3349 102.3958 31.5374 102.5983 31.6411 102.7020

coc

V5560(0,10) 193.7744 63.4303 257.2047 76.1547 269.9291 76.5697 270.3441 76.7914 270.5658

coc

V60650 5)  84.1478 22.0132 106.1611 27.4256 111.5735 27.5616 111.7095 27.6549 111.8028

coc

V60650 10) 169.7714 18.2327 188.0041 27.1015 196.8729 27.5122 197.2836 27.6512 197.4226

cocC

Table 5.6: The prices of the different GS-forwards for different ages, maturities, and correla-
tions, Cost of Capital (COC) approach.

Pricing GS-Forwards under the Sharpe Approach

Let us now compute the price of the GS-forward under the Sharpe approach, while using
S = 10%, which is consistent with the values found in the literature (see for instance [1],
and [26]). Table 5.7 reports the prices of the different GS-forwards V.# (0,T), as well as

the best estimates and the premiums P for different ages, maturities, and correlation levels:

p=0 p=0.95 p = 0.98 p=1

BE P Price P Price P Price P Price

V35600, 5)  71.0608 12.3187 83.3796 17.0625 88.1234 17.1910 88.2519 17.2761 88.3370

Sharpe

Vsﬁifﬁ(o,m) 193.7744  26.1532 219.9276 36.0616 229.8361 36.3305 230.1050 36.5088 230.2832
V8065 (0, 5)  84.1479 10.2784 94.4263 14.3410 98.4889  14.4507 98.5986 14.5234 98.6713

Sharpe

stjgfi(o,lo) 169.7714 19.6761 189.4476 27.3093 197.0808 27.5159 197.2874 27.6528 197.4243

Table 5.7: The prices of the different GS-forwards for different ages, maturities, and correla-
tions, Sharpe method.

5.4.4 Comparison between Individual and GS-Forward Prices

In our framework, we consider an insurer with a portfolio of individuals that belong to two
different cohorts. Hence, to hedge the longevity risk, this insurer needs to buy a GS-forward
based on these two cohorts. Such a product can be available as an OTC derivative, but if
it is not the case, the insurer should enter two different S-forwards that correspond to the
two different cohorts. It could be interesting to check if these two situations are equivalent.
To do so, we compare the prices of the individual S-forward contracts to the prices of the
GS-forward. We denote, by V¥(0,7) and V" (0,T), the prices of these S-forward contracts
at time 0 for a maturity 7', simultaneously for cohorts Y and Z.

In order to measure the difference between buying a GS-forward for the whole portfolio, and
buying an individual S-forward by cohort, let us define A7" by the following:

V*(0,T) + V(0,T) — V" (0,T)
V= (0,T) ’

A,(0,T) =

We compute Ap”~(0,T) for the Cost of Capital and Sharpe approaches.
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Cost of Capital Approach

Under the COC approach, the prices of the individual S-forward contracts for each cohort
Y and Z are reported in Table 5.8:

Prices
V.35 (0,5)  50.3640
V25 (0,10)  143.2363
V5 (0,5)  52.3390
V.9 (0,10) 127.3379
V5 (0,5)  59.4699
V% (0,10) 108.2631

Table 5.8: The prices of the different individual S-forward contracts under the COC approach.

We report the values of A7 in Table 5.9:

p=0 p=0.95 p=0.98 p=1
A0,5)  6.300% 0.300%  0.102%  0.00098%
A%0,10) 5.198%  0.231%  0.085%  0.00310%
ASY%(0,5)  5.320% 0.211%  0.089%  0.00550%
ASY%(0,10) 5.020%  0.289%  0.080%  0.00978%

Table 5.9: AZ’Z(O, T') values for different ages and maturities, COC approach.

Sharpe Approach

Under the Sharpe approach, the prices of these S-forward contracts for each cohort Y and
7 without the correlation effect are reported in Table 5.10:

Table 5.10: The prices of the different individual S-forward contracts under Sharpe approach.

Prices
Siirpe(075) 42~54136
V35 (0,10) 121.7403
80 (0,5)  45.7909
VS0 (0,10) 108.5467
Siirpe(075) 52-882“9
VS (0,10) 88.8951

Sharpe

We report the values of A7 in Table 5.11.
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p=0 p=095 p=0.98 p=1

A0,5)  5.940%  0.240%  0.097%  0.00062%
APY0,10) 4.710%  0.196%  0.079%  0.00160%
A% 0,5)  4.490%  0.188%  0.077%  0.00350%
ASY%5(0,10) 4.220%  0.183%  0.078%  0.00880%

Table 5.11: AZ’Z(O, T') values for different ages and maturities, Sharpe approach.

For the two approaches, we can see that:
e if p =0, we observe a strong non-additive effect for the two random variables;

e if 0 < p < 1, the prices reflect the non-additive effect as well as the dependence effect
between cohorts;

e if p = 1, the values of A7°(0,T) are almost equal to 0, which means that COC and
Sharpe approaches are additive when the two cohorts are completely correlated; and,

e when p decreases, the GS-forward contract becomes less expensive than individual
S-forwards.

5.5 Conclusions

In this paper, we have explored the correlation between the mortality of different cohorts,
and its impact in the pricing of the GS-forward contract under three pricing approaches.
To describe mortality, we have used the Hull and White model, into which we incorporate
risk factors, which allow for the introduction of inter-generational correlations with different
levels. We have provided the GS-forward price in closed form under the Cost of Capital,
risk-neutral and Sharpe methods for different dependence levels. In addition, to measure
the impact of including this dependence, we have compared both GS-forward and individual
S-forward prices. For the risk-neutral approach, the correlation between generations does
not have an effect on the GS-forward price, whereas, for the Cost of Capital and Sharpe
approaches, we have observed a significant correlation effect on the prices. For these two
pricing methods, if the cohorts are not perfectly correlated, the GS-forward becomes less
expensive than the sum of the respective individual S-forward contracts.
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Chapter 6

General conclusion and perspectives

Longevity risk is a fundamental concern for life insurers, whose primary role is to guaran-
tee, in the case of the policyholder’s survival, the payment of a lump sum or an annuity in
exchange for a premium. The increase in life expectancy has pushed reinsurers and the finan-
cial markets to propose longevity derivatives that allow insurers to transfer their longevity
risk. In this thesis, we have addressed different aspects of this longevity risk, such as the
modelling and pricing issues, from various angles.

6.1 Summary of the main results

The first important step in our risk assessment framework was to determine an appropriate
model allowing to predict mortality accurately. In Chapter 2, we provided a comparison
between mean and non-mean reversion continuous time models using statistical methodolo-
gies, such as calibration and backtesting. We have considered five different models, including
non-mean reversion models (Ornstein-Uhlenbeck and Feller), a mean reversion model with
a fixed target (Vasigek), and mean reversion processes with a time-dependent long-term
level. For the reversion level, we considered an exponential form in line with the Gompertz
law. The Vasicek model provided poor calibration results due to its fixed target, so it was
eliminated from the comparison. The calibration test and the backtesting indicated that the
CIR extended and Hull and White models perform better, and it can therefore be concluded
that incorporating a time-dependent target into the Ornstein-Uhlenbeck and Feller models
significantly improves their performance.

Subsequently, in Chapter 3, we used these two selected models to price two longevity
derivatives: survival forwards and survival swaps. We discussed the difficulties generated
by the use of the classical pricing methods used in finance (risk-neutral, Sharpe ratio and
Wang approaches) for pricing longevity securities, which are due to parameter calibration
issues related to the lack of data and instruments on the market. To solve this problem,
we proposed a pricing approach based on the Cost of Capital methodology consistent with
the directive of Solvency II. This technique enabled us to easily compute the prices of the
longevity derivatives without the need for market data, since the Cost of Capital rate is fixed
by the regulator. In fact, the Cost of Capital approach is parameterized by one variable, the
Cost of Capital rate, which is fixed by regulation (6% in Solvency Il nowadays). This legal
and unique parameter value can be seen as a benchmark, and allows to find equivalent
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values of the parameters in the three other methods. The results obtained show that the
classical methods considered are completely different from the Cost of Capital method. This
could be explained by the fact that these methods are based on different methodologies and
conceptions. It is important for insurers to respect the directives of the regulator, and if they
enter a longevity derivative to cover the longevity risk instead of holding an SCR, the pricing
methodology used to compute the price and to determine the SCR should be coherent.

Hence, the Cost of Capital method approach is more appropriate for pricing longevity deriva-
tives. These longevity derivatives were based on the national population data rather than
the insurer’s own data, which may lead to a potential loss due to data mismatch, called the
basis risk. To measure this basis risk, in Chapter 4 we defined an S-exchange contract,
whose price corresponds to the hedging cost of this risk. We then developed different multi-
population models based on the Hull and White model by modifying the trend and/or the
volatility of the mortality intensity process, and we compared the results with the classical
pricing methods. Based on these results, we proposed different longevity hedging strategies
depending on the insurer’s risk aversion.

Finally, in Chapter 5 we took into account the eventual correlation between generations
and its impact in pricing the S-forwards contracts. The correlation between generations was
captured using a multi-cohort model based on the Hull and White process, into which we
incorporated inter-generational risk factors. We showed that when the cohorts are considered
correlated, the price of the global S-forward contract under the cost of capital and Sharpe
approaches becomes less expensive than the sum of the prices of the corresponding individual
S-forwards contracts.

6.2 General discussion: potential application

Longevity risk is a major issue for life insurers and reinsurers, especially given its system-
atic aspect. Moreover, in the context of the public social security schemes and the aging of
the population, the demand for fully funded pension products should increase in the next
decades. Therefore, it is crucial for life insurers to find appropriate solutions to hedge this
longevity risk from a marketing and a technical point of view. One possible solution is to
transfer this risk (partially or totally) to the financial markets. The advantage of this ap-
proach for insurers and reinsurers is of course quite clear. At the same time, from the investor
side, a big interest could also emerge because of the independence (or weak dependence) be-
tween the financial risks and the longevity risk. Another important point is the huge capacity
of transactions from the financial markets, in comparison with the available equities of the
reinsurers, limited by definition. Nowadays, we have to admit that securitization of longevity
risk is not yet widely developed. Clearly, a first step would be to develop traded products
based on national population indices permitting the financial markets to trust the official
outcomes of the product. Pricing these products remains a challenge; the use of pricing so-
lutions inspired more by finance than insurance (such as the cost of capital proposed in this
thesis) has two main advantages:

e For the buyer, its consistency with the solvency requirement of Solvency 11
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e For the seller, its financial logic, closer to the philosophy of financial markets than
other pricing methods (financialization of the economy).

It will then result only a partial protection for the life insurer. Measuring and eventually
hedging the remaining part of the risk (called the basis risk) is also a subsequent question
to address. The logic proposed in this thesis could be then to stimulate the purchase of an
additional OTC product which is a customized solution that can be added to a more basic
product based on national population. In this thesis we have developed some new innovative
OTC derivatives in that direction (S-exchange contract).

6.3 Perspective and further research

The present work can be extended, among others, in five possible directions:

e Compared to the discrete-time models like Lee-Carter, the stochastic time-continuous
models facilitate the integration of jumps. Indeed, the stochastic differential equation
of the force of mortality can contain a jump part such as a Poisson process. Therefore,
a first promising area is to extend the considered mortality processes to a more general
setting, able to capture sudden events by including a jump effect, using a Poisson
process or a more general Levy process. By introducing jumps into a mortality model,
the intensity of mortality can suddenly change (either improving or worsening) due to
unexpected external events such as the current Covid-19 pandemic. These jumps can
be positive if the mortality worsens (in the case of wars or epidemics, for instance),
while they can be negative if mortality improves (in the case of medical progress, for
example). The jump component can be modelled in a way such that it has permanent
effects on mortality rates, or a transitory effect, where mortality rates pop up when
the catastrophic events happen, and fall back to the normal level when the events
end. This latter is designed to capture short-term catastrophic events such as the 1918
Spanish flu and the 2004 earthquake. It would be interesting to compare the models
with permanent jump effects to the models with transitory jump effects, and assess
their effectiveness in forecasting mortality, as well as their appropriateness in longevity
securitization pricing.

e In Chapter 2, we have chosen the Gompertz model as a target for the Hull and White
and CIR extended model, which is an intuitive choice given the increasing trend of
mortality over time. The calibration has also showed a stable behaviour of the expo-
nential coefficient, which confirms the appropriateness of this choice. Nevertheless, It
could be interesting to consider other time-dependent or even stochastic targets for
these models, and compare the results obtained. For instance, we can use as a target
the Svensson-Nelson-Siegel model that is widely used in finance especially for interest
rate structure.

e In our framework, we have only focused on pricing longevity forward and swap con-
tracts, which are linear derivatives. Our choice was motivated by the fact that these
kinds of assets are the most frequently traded and can form the basis for other longevity
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securities. However, our pricing approach can also be utilized to price other longevity
derivatives, such as survival bonds, or non-linear derivatives, such as survival options.

The Cost of Capital method can be considered for derivatives subject to European
regulations (Solvency II). It would be interesting to see how to adapt this method for
derivatives subject to other regulations. For instance, it may be challenging to use this
Cost of Capital approach to price a longevity product based on the spread between two
longevity indices, one of which concerns a non-European population. This is the case,
for example, with the Kortis/Swiss Re bond issued in 2010. The pricing of such a hybrid
product could still be based on returns on shareholders’ needed capital. However, the
way to compute the required own funds and the remuneration rate should then be
adapted.

Finally, in our pricing setup, we adopted the classical independence assumption usually
made in the actuarial literature between mortality risk and interest rate risk. This
assumption may seem acceptable in the short term; however, it also seems natural
that catastrophic risks, for instance, an earthquake or a severe pandemic such as the
COVID-19 crisis, will affect the economy and the financial markets. Furthermore, in
the long term, it is intuitive that demographic changes can affect the global economy.






