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Abstract

In this thesis special issues emerging from insurance companies’ risk management
are considered in four research articles and in a brief introduction to concepts
examined in the articles. The three main topics in the thesis are financial guarantee
insurance, equity-linked life insurance contracts, and mortality modeling.

Common to all of the articles is the utilization of Bayesian methods. With
these the model and parameter uncertainty can be taken into account. As demon-
strated in this thesis, oversimplified models or oversimplified assumptions may
cause catastrophic losses for an insurance company. As financial systems become
more complex, risk management needs to develop at the same time. Thus, model
complexity cannot be avoided if the true magnitude of the risks the insurer faces is
to be revealed. The Bayesian approach provides a means to systematically manage
complexity.

The topics studied here serve a need arising from the new regulatory frame-
work for the European Union insurance industry, known as Solvency II. When
Solvency II is implemented, insurance companies are required to hold capital not
only against insurance liabilities but also against, for example, market and credit
risk. These two risks are closely studied in this thesis. Solvency II also creates a
need to develop new types of products, as the structure of capital reguirements will
change. In Solvency II insurers are encouraged to measure and manage their risks
based on internal models, which will become valuable tools. In all, the product
development and modeling needs caused by Solvency II were the main motivation
for this thesis.

In the first article the losses ensuing from the financial guarantee system of
the Finnish statutory pension scheme are modeled. In particular, in the model
framework the occurrence of an economic depression is taken into account, as
losses may be devastating during such a period. Simulation results show that the
required amount of risk capital is high, even though depressions are an infrequent
phenomenon.

In the second and third articles a Bayesian approach to market-consistent
valuation and hedging of equity-linked life insurance contracts is introduced. The
framework is assumed to be fairly general, allowing a search for new insurance
savings products which offer guarantees and certainty but in a capital-efficient
manner. The model framework includes interest rate, volatility and jumps in the
asset dynamics to be stochastic, and stochastic mortality is also incorporated. Our
empirical results support the use of elaborated instead of stylized models for asset
dynamics in practical applications.

In the fourth article a new method for two-dimensional mortality modeling is
proposed. The approach smoothes the data set in the dimensions of cohort and age
using Bayesian smoothing splines. To assess the fit and plausibility of our models
we carry out model checks by introducing appropriate test quantities.

Key words: Equity-linked life insurance, financial guarantee insurance, hedging,
MCMC, model error, parameter uncertainty, risk-neutral valuation, stochastic
mortality modeling
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1 Introduction

This thesis consists of four research papers which consider specific problems aris-
ing from insurance companies’ risk management. In particular, the papers propose
models and techniques for risk mitigation in financial guarantee insurance, equity-
linked life insurance contracts, and mortality modeling. In all steps throughout the
research articles Bayesian methods are utilized. In this chapter a brief introduc-
tion to risk management in the insurance industry is provided and Chapter 2
introduces Bayesian analysis. Chapter 3 serves as an introduction to derivative
pricing, which is a fundamental cornerstone in Papers II and III. Summaries of
original publications discuss our proposed models in financial guarantee insurance,
equity-linked life insurance policies and mortality modeling.

Risk management has become a matter of fundamental importance in all
sectors of the insurance industry. Various types of risks need to be quantified
to ensure that insurance companies have adequate capital, solvency capital, to
support their risks. Over 30 years ago Pentikédinen (1975) argued that actuar-
ial methods should be extended to a full-scale risk management process. Later
Pentikainen et al. (1982) and Daykin et al. (1994) suggested that solvency should
be evaluated through numerous sub-problems which jeopardize solvency. These
include, for example, model building, variations in risk exposure and catastrophic
risks.

Better risk management is a focus in the new regulatory framework for the
European Union insurance industry, known as Solvency II, which is expected to
be implemented by the end of 2012 (see European Commission, 2009). At the mo-
ment mainly insurance risks are covered by the EU solvency requirements, which
are over 30 years old. As financial and insurance markets have recently devel-
oped dramatically, wide discrepancy prevails between the reality of the insurance
business and its regulation.

Solvency II is designed to be more risk-sensitive and sophisticated compared
to current solvency requirements. The main improvement consists in requiring
companies to hold capital also against market risk, credit risk and operational
risk. In other words, not only liabilities need to be taken into account, but also, for
example, the risks of a fall in the value of the insurers’ investments, of third parties’
inability to repay their debts and of systems breaking down or of malpractice.
Recent developments in financial reporting (IFRS) and banking supervision (Basel
IT) have also undergone similar changes. This thesis focuses on market risk, which
affects equity-linked life insurance policies. In addition, credit risk is studied in
the context of financial guarantee insurance.

Solvecy II will increase the price of more capital-intensive products such as
equity-linked life insurance contracts with capital guarantees. This creates a need
to develop new types of products to fulfill the customer demands for traditional life
contracts but in a capital-efficient manner (Morgan Stanley and Oliver Wyman,
2010). One important objective in this thesis was to address this need.

In Solvency II insurers are encouraged to measure and manage their risks based
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on internal models (see, e.g., Ronkainen et al., 2007). The Groupe Consultatif
defines the internal model in its Glossary on insurance terms as "Risk management
system of an insurer for the analysis of the overall risk situation of the insurance
undertaking, to quantify risks and/or to determine the capital requirement on
the basis of the company specific risk profile." Hence, internal models will become
valuable tools, but are also subject to model risk. A model risk might be caused by
a misspecified model or by incorrect model usage or implementation. In particular,
the true magnitude of the risks the insurer faces may easily go unperceived when
oversimplified models or oversimplified assumptions are used.

As Turner et al. (2010) point out, the recent financial crisis, which started in
the summer of 2007, showed the danger of relying on oversimplified models and
increased the demand for reliable quantitative risk management tools. Generally,
unnecessary complexity is undesirable, but as the financial system becomes more
complex, model complexity cannot be avoided. The Bayesian approach provides
tools to easily extend the analysis to more complex models. Bayesian inference
is particularly attractive from the insurance companies’ point of view, since it is
exact in finite samples. An exact characterization of finite sample uncertainty is
critical in order to avoid crucial valuation errors. Another advantage of Bayesian
inference is its ability to incorporate prior information in the model.

In general, uncertainty in actuarial problems arises from three principal sources,
namely, the underlying model, the stochastic nature of a given model and the pa-
rameter values in a given model (see, e.g., Draper, 1995; Cairns, 2000). To quantify
parameter and model uncertainty in insurance Cairns (2000) has also chosen the
Bayesian approach. His study shows that a contribution to the outcome of the
modeling exercise was significant when taking into account both model and pa-
rameter uncertainty using Bayesian analysis. Likewise Hardy (2002) studied model
and parameter uncertainty using a Bayesian framework in risk management cal-
culations for equity-linked insurance.

In this thesis model and parameter uncertainty is taken into account by fol-
lowing the Bayesian modeling approach suggested by Gelman et al. (2004, Sec-
tion 6.7). They recommend constructing a sufficiently general, continuously para-
metrized model which has models in interest as its special cases. If a generalization
of a simple model cannot be constructed, then model comparison is suggested to
be done by measuring the distance of the data to each of the models in interest.
The criteria which may be used to measure the discrepancy between the data and
the model are discussed in Section 2.

As insurance supervision is undergoing an extensive reform and at the same
time the financial and insurance market is becoming more complex, risk manage-
ment in insurance is required to improve without question. However, more ad-
vanced risk management will become radically more complicated to handle, and
complicated systems have a substantial failure risk in system management. The
focus in this thesis is on contributing statistical models using the Bayesian ap-
proach for insurance companies’ risk management. This approach is chosen since
it provides means to systematically manage complexity. Computational methods
in statistics play the primary role here, as the techniques used require high com-
putational intensity.
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2 Bayesian analysis

Bayesian data analysis provides practical methods for drawing inferences regard-
ing unobserved quantities from a set of data using probability models for both
observed and unobserved quantities. The explicit use of probability to quantify un-
certainty is the essential characteristic of Bayesian methods. Gelman et al. (2004)
divide the process of Bayesian data analysis into three steps:

1. Setting up a full probability model — a joint probability distribution for all
observable and unobservable quantities in the problem. The model should
be consistent with knowledge about the underlying scientific problem and
the data collection process.

2. Conditioning on observed data: calculating and interpreting the appropri-
ate posterior distribution — the conditional probability distribution of the
unobserved quantities of ultimate interest, given the observed data.

3. Evaluating the fit of the model and the implication of the resulting posterior
distribution: does the model fit the data, are the substantive calculations
reasonable, and how sensitive are the results to the modeling assumptions
in step 17 If necessary, one can alter or expand the model and repeat the
three steps.

These three steps are taken in all the articles in this thesis.

In Bayesian inference the name Bayesian comes from the use of the theorem
introduced by the Reverend Thomas Bayes in 1764. Bayes’ theorem gives a solution
to the inverse probability problem, which yields the posterior density:

p(6]y) = p0y) _ pO)plo)
p(y) p(y)

where 6 denotes unobservable parameters of interest and y denotes the observed
data. Further, p(0) is referred to as the prior distribution and p(y|6) as the sam-
pling distribution or the likelihood function. Now p(y) = >, p(0)p(y|f) in the case
of discrete 6 and p(y) = [ p(0)p(y|0)dd in the case of continuous §. With fixed y
the factor p(y) does not depend on € and can thus be considered as a constant.
Omitting p(y) yields the unnormalized posterior density

p(0ly) o< p(0)p(y]0),

which is the technical core of Bayesian inference.

The prior distribution can be used to incorporate the prior information in the
model. Uninformative prior distributions (for example, uniform distribution) for
parameters can be used in the absence of the prior information or when information
derived only from the data is chosen. The choice of the uninformative prior is
not unique, and hence to some extent controversial. However, the role of prior
distribution decreases and becomes insignificant in most cases as the data set
becomes larger.
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2.1 Posterior simulation

In applied Bayesian analysis inference is typically carried out by simulation. This
is due simply to the fact that closed form solutions of posterior distributions exist
only in special cases. Even if the posterior distribution in some complex special
cases were solved analytically, the algebra would become extremely difficult and a
full Bayesian analysis of realistic probability models would be too burdensome for
most practical applications. By simulating samples from the posterior distribu-
tion, exact inference may be conducted, since sample summary statistics provide
estimates of any aspect of the posterior distribution to a level of precision which
can be estimated. Another advantage in simulation is that a potential problem
with model specification or parametrization can be detected from extremely large
or small simulated values. These problems might not be perceived if estimates and
probability statements were obtained in analytical form.

The most popular simulation method in the Bayesian approach is Markov
chain Monte Carlo (MCMC) simulation, which is used when it is not possible or
computationally efficient to sample directly from the posterior distribution. The
MCMC methods have been used in a large number and wide range of applications
also outside Bayesian statistics, and are very powerful and reliable when cautiously
used. A useful reference for different versions of MCMC is Gilks et al. (1996).

MCMC simulation is based on creating a Markov chain which converges to a
unique stationary distribution which is the desired target distribution p(f|y). The
chain is created by first setting the starting point ° and then iteratively drawing
0t t = 1,2,3,..., from a transition probability distribution 7'(6*|6*~1). The key
is to set the transition distribution such that the chain converges to the target
distribution. It is important to run the simulation long enough to ensure that the
distribution of the current draws is close enough to the stationary distribution.
The Markov property of the distributions of the sampled draws is essential when
the convergency of the simulation result is assessed.

Throughout all articles, our estimation procedure is one of the MCMC meth-
ods called a single-component (or cyclic) Metropolis-Hastings algorithm or two
of its special cases, Metropolis algorithm and Gibbs sampler. The Metropolis-
Hastings algorithm was introduced by Hastings (1970) as a generalization of the
Metropolis algorithm (Metropolis et al., 1953). Also the Gibbs sampler proposed
by Geman and Geman (1984) is a special case of the Metropolis-Hastings algo-
rithm. The Gibbs sampler assumes the full conditional distributions of the target
distribution to be such that one is able to generate random numbers or vectors
from them. The Metropolis and Metropolis-Hastings algorithms are more flexi-
ble than the Gibbs sampler; with them one only needs to know the joint density
function of the target distribution with density p(#) up to a constant of propor-
tionality.

With the Metropolis algorithm the target distribution is generated as follows:
first a starting distribution pg(#) is assigned, and from it a starting-point 6° is
drawn such that p(°) > 0. For iterations t = 1,2, ..., a proposal §* is generated
from a jumping distribution J(0*|0*~!), which is symmetric in the sense that
J(0,]0p) = J(00,) for all 8, and 6. Finally, iteration ¢ is completed by calculating
the ratio

p(07)

(2.1) r= W
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and by setting the new value at

ot — { 0* with probability min(r,1)
6'=!  otherwise.

Thus, under the Metropolis algorithm, the transition distribution T'(9¢|#*~!) of

the Markov chain is a mixture of a point mass at % = 6! and the weighted

version of the jumping distribution J(6*|0'~1).

The Metropolis-Hastings algorithm generalizes the Metropolis algorithm by
removing the assumption of symmetric jumping distribution. The ratio r in (2.1)
is replaced by

0 YA i
p(0'=1)/J (0" 1]6%)

to correct for the asymmetry in the jumping rule.

In the single-component Metropolis-Hastings algorithm the simulated random
vector is divided into components or subvectors which are updated one by one.
Besides being parameters in the model, these components or subvectors might
also be latent variables in it. If the jumping distribution for a component is its
full conditional posterior distribution, the proposals are accepted with probability
one. In the case where all the components are simulated in this way, the algorithm
is the Gibbs sampler. It can be shown that these algorithms produce an ergodic
Markov chain whose stationary distribution is the target distribution.

It is absolutely necessary to check the convergence of the simulated sequences
to ensure the distribution of the current draws in the process is close enough to
the stationary distribution. In particular, two difficulties are involved in inference
carried out by iterative simulation.

First, the starting approximation should not affect the simulation result under
regularity conditions, which are irreducibility, aperiodicity and positive recurrence.
The chain is irreducible if it is possible to get to any value of the parameter space
from any other value of the parameter space; positively recurrent if it returns to
the specific value of the parameter space at finite times; and aperiodic if it can
return to the specific value of the parameter space at irregular times. By simulating
multiple sequences with starting-points dispersed throughout the parameter space,
and discarding early iterations of the simulation runs (referred to as a burn-in
period), the effect of the starting distribution may be diminished.

Second, the Markov property introduces autocorrelation in the within-sequence.
Aside from any convergence issues, the simulation inference from correlated draws
is generally less precise than that from the same number of independent draws.
However, at convergency, serial correlation in the simulations is not necessarily a
problem, as the order of simulations is in any case ignored when preforming the
inference. The concept of mixing describes how much draws can move around the
parameter space in each cycle. The better the mixing is, the closer the simulated
values are to the independent sample and the faster the autocorrelation approaches
zero. When the mixing is poor, more cycles are needed for the burn-in period as
well as to attain to a given level of precision for the posterior distribution.

To monitor convergency, the variations between and within simulated sequences
are compared until within-variation roughly equals between-variation. Simulated
sequences can only approximate the target distribution when the distribution of
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each simulated sequence is close to the distribution of all the sequences mixed
together.

Gelman and Rubin (1992) introduce a factor by which the scale of the cur-
rent distribution for a scalar estimand ¢ might be reduced if the simulation were
continued in the limit n — oco. Denote the simulation draws as ¢;; (i = 1,...,n;
j =1,...,m), where the length of the sequence is n (after discarding the first
half of the simulations as burn-in period) and the number of parallel sequences
is m. Further, let B and W denote the between- and within-sequence variances,
respectively, computed as

N o, - 1 & 1=
B:m_1;(¢]_¢) ,  where 1/1325122;1/’117 4 :E;w”
and . n
1 m 1 - 2
W:%;Lg?’ where s?zn_1;(¢zj_¢ﬂ)

The marginal posterior variance of the estimand can be estimated by a weighted
average of B and W, namely

n

-1 1
W+ —B.
n

v (Ply) = —

Finally, the potential scale reduction is estimated by

o var (y]y)
W 9

which declines to 1 as n — co. If R is high, then proceeding the simulation can
presumably improve the inference about the target distribution of the associated
scalar estimand.

2.2 Model checking

Assessing the fit of the model to the data and to our substantive knowledge is
a fundamental step in statistical analysis. In the Bayesian approach replicated
data sets produced by means of posterior predictive simulation may be used to
check the model fit. In detail, a replicated data set is produced by first generating
the unknown parameters from their posterior distribution and then, given these
parameters, the new data values. Once several replicated data sets y"°P have been
produced, they may be compared with the original data set y. If they look similar
to y, the model fits.

The discrepancy between the data and the model may be measured by defining
an arbitrary test quantity which is a scalar summary of parameters and the data.
The value of the test quantity is computed for each posterior simulation using
both original and replicated data sets. The same set of parameters is used in both
cases. If the test quantity depends only on data and not on parameters, then it
is said to be a test statistic. The Bayesian p-value is defined to be the posterior
probability that the test quantity computed from a replication, T'(y P, 6), exceeds
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that computed from the original data, T'(y, #). This test may be illustrated by a
scatter plot of (T'(y,0),T(y"°P,0)), where the same scale is used for both coordi-
nates. Further details on this approach can be found in Chapter 6 of Gelman et al.
(2004) or Chapter 11 of Gilks et al. (1996).

If one wishes to compare the fit of different models, nested or nonnested, over
the same set of data, a deviance D(y,0) = —2logp(y|f) may be used. The ex-
pected deviance — computed by averaging the deviance over the true sampling
distribution — has a connection to the Kullback-Leibler information measure and
is thus a reasonable measure of overall model fit. The model with the lowest
Kullbach-Leibler information and thus the lowest expected deviance has the high-
est posterior probability. To obtain a summary which depends only on y, the
average discrepancy may be used. It is defined as Davg(y) = E(D(y,0)|y), where
the discrepancLy is averaged over the posterior distribution and is estimated as
Davg(y) = .12, D(y,0;)/L, where the vectors ; are posterior simulations.

2.3 Computational aspect

In this thesis fairly general and complex models allowed by the Bayesian ap-
proach are used. These models require high computational intensity and thus, the
computational aspects are in the primary role throughout all papers. All the com-
putations in this thesis were performed using the R computing environment (see
R Development Core Team, 2009). A special R library called Lifelns was devel-
oped for computations used in Paper III, and the entire code used in other papers
is available in http://mtl.uta.fi/codes.

In Paper I a Markov regime-switching model or more precisely, a Hamilton
model (Hamilton, 1989), is used to model the latent economic business cycle pro-
cess. The posterior simulations of this model are used as an explanatory variable
in a transfer function model which models the claim amounts of a financial guar-
antee insurance. As the business cycle process is assumed to be exogenous in the
transfer function model, it can be estimated separately. For both models the Gibbs
sampler is used in the estimation. The posterior simulations of the transfer func-
tion model are used to simulate the posterior predictive distribution of the claim
amounts. A number of model checks introduced earlier in this chapter were per-
formed to assess the fit and quality of the models. In particular, both models were
checked by means of data replications, test statistics and residuals. The average
discrepancy was calculated to compare the model fit of the Hamilton against the
AR(2) model, and for competing transfer function models. Further, robustness
and sensitivity analyses were also made.

In Papers II and III the use of the Bayesian approach on pricing and hedging
equity-linked life insurance contracts is particularly attractive, since it can link the
uncertainty of parameters and several latent variables to the predictive uncertainty
of the process. The estimation guidelines provided by Bunnin et al. (2002) are
used in Paper II, and in Paper III the guidelines provided by Jones (1998) are
followed. Metropolis and Metropolis-Hastings algorithms are used to estimate the
unknown parameters of the stock index, volatility and interest rate models as well
as to estimate the latent volatility and jump processes. The major challenge in
estimation is its high dimensionality, which results from the need to estimate latent
processes. In paper I1I we effectively apply parameter expansion to work out issues
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in estimation. Further, the contract includes an American-style path-dependent
option which is priced using a regression method (see, e.g., Tsitsiklis and Van Roy,
1999). The code also includes valuation of the lower and the upper limit of the
price for such a contract. In Paper III a stochastic mortality is incorporated in
the framework and we construct a replicating portfolio to study dynamic hedging
strategies. In both papers the most time-consuming loops are coded in C++ to
speed up computations.

Paper IV introduces a new two-dimensional mortality model utilizing Bayesian
smoothing splines. Before estimating the model special functions are developed
to form a smaller estimation matrix from the large original data matrix. The
estimation is carried out using Gibbs sampler with one Metropolis-Hastings step.
Two Bayesian test quantities are developed to test the consistency of the model
with historical data. Also the robustness of the parameters as well as the accuracy
and robustness of the forecasts are studied.
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3 Principles of derivative pricing

In Papers II and III methods of financial mathematics, in particular derivative
pricing, are used extensively to price and hedge an equity-linked life insurance con-
tract. Glasserman (2004) describes the three most important principles of deriva-
tive pricing as follows:

1. If a derivative security can be perfectly replicated (equivalently, hedged)
through trading in other assets, then the price of the derivative security is
the cost of the replicating trading strategy.

2. Discounted (or deflated) asset prices are martingales under a probability
measure associated with the choice of discount factor (or numeraire). Prices
are expectations of discounted payoffs under such a martingale measure.

3. In a complete market, any payoff (satisfying modest regularity conditions)
can be synthesized through a trading strategy, and the martingale measure
associated with a numeraire is unique. In an incomplete market there are
derivative securities that cannot be perfectly hedged; the price of such a
deriative is not completely determined by the prices of other assets.

The first principle says the foundation of derivative pricing and hedging, and
introduces a principle of arbitrage-free pricing. Arbitrage is a practice of profiting
by exploiting the price difference of identical or similar financial instruments, on
different markets or in different forms. However, the principle does not give strong
tools to evaluate the price in practice. In contrast, the second principle offers a
powerful tool by decribing how to represent prices as expectations. This leads to
the use of Monte Carlo and other numerical methods.

The third principle describes conditions under which the price of a derivative
is determined. In a complete market all risks which affect derivative prices can be
perfectly hedged. This is attained when the number of driving Brownian motions
of the derivative is less than or equal to the number of instruments used in repli-
cation. However, jumps in asset prices cause incompleteness in that the effect of
discontinuous movements is often impossible to hedge. In Paper II our set-up is in
the complete market, while in Paper III we work in the incomplete market set-up.

Let us describe the dynamics of asset prices S; by a stochastic differential
equation

(31) dSt = [L(St,t)stdt + O'(St,t)StdBt,

where B, is a standard Brownian motion, and p(S, t) and o(Sy, t) are deterministic
functions depending on the current state Sy and time ¢. These dynamics describe
the empirical dynamics of asset prices under a real world probability measure P.
We may introduce a risk-neutral probability measure Q which is a particular choice
of equivalent martingale measure to P. These equivalent probability measures
agree as to which events are impossible.
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The asset dynamics under the risk-neutral probability measure may be ex-
pressed as

(32) dSt = TStdt + O'(St, t)StdBto,

where By is a standard Brownian motion under Q and r is a constant risk-free
interest rate. The processes (3.1) and (3.2) are consistent if dBY = dB; + ndt
for some 1 satisfying u(S, t) = r 4+ o(St, t)vs. It follows from the Girsanov The-
orem (see, e.g., Glasserman, 2004, Appendix B) that the measures P and Q are
equivalent if they are related through a change of drift in the driving Brownian
motion. To employ a model of the form (3.2) is simpler than a model of the form
(3.1), because the drift can be set equal to the risk-free rate rather than to a
potentially complicated drift in (3.1). Further, under P and Q the diffusion terms
o (S, t) must be the same. This is important from the estimation point of view,
since the parameters describing the dynamics under the risk-neutral measure may
be estimated based on the real-world data.

The derivative pricing equation
(3.3) Vi =exp(—r(T —1))E, (Vr), t<T,

expresses the current price of the derivative V; as the expected terminal value Vp
discounted at the risk-free rate r. The expectation must be taken under Q. Here V;
is European-style derivative, meaning it can be exercised only on the expiration
date. However, in this thesis we have utilized American-style derivatives which
can be exercised at any time. In articles I and III it is explained how this type of
derivative is priced.

Equation 3.3 is the cornerstone of derivative pricing by Monte Carlo simulation.
Under Q the discounted price process S; = exp(—rt)S; is a martingale. If the
constant risk-free rate r is replaced with a stochastic rate r;, the pricing formula
continues to apply and we can express the formula as

T
Vi=E, | exp —/rsds Vr

t

In Paper IT we utilize the constant elasticity of variance (CEV) model intro-
duced by Cox and Ross (1976) to model the equity index process. This generalizes
the geometric Brownian motion (GBM) model, which underlies the Black-Scholes
approach to option valuation (Black and Scholes, 1973). Although a generaliza-
tion, the CEV process is still driven by one source of risk, so that option valuation
and hedging remain straightforward.

In the case of a stochastic interest rate, we assume the Chan-Karolyi-Longstaff-
Sanders (CKLS) model (see Chan et al., 1992), which generalizes several com-
monly used short-term interest rate models. Now there are two stochastic pro-
cesses which affect the option valuation and hedging. Perfect hedging would now
require two different hedging instruments, but in Paper III we have ignored the
risk arising from the stochastic interest rate and used only one instrument to
hedge.
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The dynamics of the stock index S; and the riskless short-term rate r; are
described by the following system of SDEs:

dS, = pS,dt + vS}~*dBY,
dry = k(€ —ry)dt + or]dB?,

with Bt(l) and Bt@) two standard Brownian motions, correlated through Bgl) =
th(2) +v1- p2B£3), where Bt(Q) and Bt(g) are independent standard Brownian
motions under P.

In Paper III we allow not only the interest rate but also the volatility and
jumps in the asset dynamics to be stochastic. For a stochastic interest rate and
volatility we assume a square-root diffusion referred to as the Cox-Ingersoll-Ross
(CIR) model (Cox et al., 1985). The dynamics of stock index Sy, variance V; and
riskless short-term rate r; are assumed to be described by the following system of
SDEs:

dlogS; = pdt + /VidB{" + Uydg,
dVi = (oq + 1 Vy)dt + oy \/thBfQ)
dry = (ag + Bory)dt + o /rd B,
where Bt(l), Bt(Q) and Bt(g) are standard Brownian motions, and ¢; is a jump

process with jump size U;. We further assume that these Brownian motions have
the correlation structure

P12 P13
Cor(Bt(l)aBt(z)szES)): pi2 1 pa3 ],
p13 p2s 1

and ¢ is a Poisson process with intensity A, that is, Pr(dgs = 1) = Adt and
Pr(dg: = 0) = 1 — Ad¢. Conditional on a jump occurring, we assume that U; ~
N(a,b?). In addition, we assume that g; is uncorrelated with U; or with any other
process.

Euler discretization is used in the estimation of the unknown parameters for all
the models, since the transition densities of the multivariate processes described
above do not have a closed form solution. Accordingly, the simulation is carried
out using the discretized risk-neutral process.

In paper III examine dynamic hedging strategies to control for various risks by
utilizing a replicating portfolio. We study hedges in which only a single instrument
(i.e., the underlying stock index) is employed, in particular, a partial delta-neutral
hedge and a minimum-variance hedge. Delta-neutral hedging is a trading strategy
where the number of shares in the replication portfolio is given by

Vi(St) . (s
NP =2 =7A" >0,
t 6St t =
where V;(S;) is the value of the derivative at time ¢. Here it should be noted that
the only source of risk arises from S;. Delta-neutral hedge is employed to the
model introduced in Paper II.
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Minimum-variance hedging relies on the underlying asset as a single hedging
instrument and we follow the work of Bakshi et al. (1997) when deriving the hedge.
When the minimum-variance hedge is employed the variance of a hedging error
is minimized. This type of hedge can also take into account risks arising from
asset volatility and jumps. Hence, we employ the hedge for the model introduced
in Paper III. However, even this type of single-instrument hedge can only be
partial. Nonetheless, as argued by Ross (1997), such factors as untraded risks,
model misspecification or transaction costs make this type of hedge more feasible
compared to a perfect delta-neutral hedge.
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Summaries of original publications

I. Financial guarantee insurance

Financial guarantee insurance covers a lender from losses due to the default or
delinquency of the borrower. It is a country-specific business, since there are dif-
ferences in laws and regulations (see, e.g., Swiss Re, 2006). In Paper I a specific
financial guarantee insurance administrated by the Finnish Centre for Pensions
(FCfP) is considered. The special feature of the statutory earnings-related pension
scheme in the private sector is that client employers have a legal right to rebor-
row a specific amount of pension payments. In order to use this right, clients are
obliged to take out a guarantee to secure these so-called premium loans.

Losses in financial guarantee insurance may reach catastrophic dimensions for
several years when a country experiences an economic depression. During that
time the number of claims may be extraordinarily high and, more importantly,
the proportion of excessive claims may be much higher than in usual periods. A
mild and short downturn in the national economy increases the losses suffered
by financial guarantee insurers only moderately, whereas severe downturns are
crucial. Hence, financial guarantee insurance is characterized by long periods of
low loss activity punctuated by short severe spikes. This indicates that the eco-
nomic business cycle, and in particular depressions, should be incorporated into
the modeling framework.

To model financial guarantee insurance we propose a simple transfer function
model where a dichotomic business cycle model is incorporated. The latent busi-
ness cycle is modeled with a Markov regime-switching model, or more precisely
a Hamilton model, where the two states represent the depression period state
and its complement state consisting of both boom and mild recession periods. We
use the Finnish real GNP to estimate the business cycle. The prediction of claim
amounts is obtained by posterior predictive simulation, and based on predictions,
the requisite premium and initial risk reserve are determined.

The results in Paper I reveal that an economic depression constitutes a sub-
stantial risk to financial guarantee insurance. A guarantee insurance company
should incorporate the business cycle covering a depression period in its risk man-
agement policy and when adjusting the premium and the risk reserve. According
to our analysis the pure premium level based on the gross claim process should
be at minimum 2.0%. Moreover, our analysis shows the 95% value at risk for a
five-year period to be 2.3 — 2.9 times the five-year premium. The corresponding
75% value at risk is only 0.17 — 0.29 times the five-year premium. Thus, a finan-
cial guarantee insurer should have a fairly substantial risk reserve in order to get
through a long-lasting depression. Moreover, reinsurance contracts are essential in
assessing the risk capital needed.
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1T & III. Equity-linked life insurance contracts

Papers IT and III describe in detail how the Bayesian framework is applied to value
and hedge an equity-linked life insurance contract. The contract is defined to have
fairly general features, in particular, an equity-linked bonus, an interest rate guar-
antee for the accumulated savings, a downside protection and a surrender (early
exercise) option. These properties make the contract a path-dependent American-
style derivative which we price in a stochastic, market-consistent framework.

We denote the amount of savings in the insurance contract at time ¢; by A(¢;).
Its growth during a time interval of length § = t;,11 — ¢; is given by

A(tit1) X(tit1)
. log————= =g¢gd0 +b log ——= —gd
(3.3) og A go +bmax [ 0,log Xt go ),
where X (t;) = >27_, S(ti—;)/(q+1) is a moving average of the total return equity

index S(t;). Further, g is the guarantee rate dependent on the riskless short-term
interest rate and b is the bonus rate, the proportion of the excessive equity index
yield returned to the customer.

The price of an option depends on the assumption of the model describing the
behaviour of the underlying instrument. In our framework the price is assumed
to depend on an equity index and a riskless short-term interest rate. We assume
these to follow a fairly complex stochastic process, and furthermore, the price to
depend on the path of the underlying asset. As a closed form solution for the price
does not exist, we use Monte Carlo simulation methods (see, e.g., Glasserman,
2004).

In Paper IT we utilize the constant elasticity of variance (CEV) model intro-
duced by Cox and Ross (1976) to model the equity index process, and for the
stochastic interest rate, we assume the Chan-Karolyi-Longstaff-Sanders (CKLS)
model (see Chan et al. (1992)). In Paper III we allow not only the interest rate but
also the volatility and jumps in the asset dynamics to be stochastic. For stochastic
interest rate and volatility we assume a square-root diffusion referred to as the
Cox-Ingersoll-Ross (CIR) model (Cox et al., 1985).

As our contract is a path-dependent American-style option, an optimal exercis-
ing strategy needs to be found. It is attained by finding a stopping time maximizing
the expected discounted payoff of the option. The decision to continue is based
on comparing the immediate exercise value with the corresponding continuation
value. We use the regression approach in pricing (see, e.g., Tsitsiklis and Van Roy,
1999), in which the continuation value is expressed as a linear regression of the dis-
counted future value on known functions of the current state. The sample paths
needed in the method are simulated using the posterior predictive distribution
under risk-neutral dynamics, as suggested by Bunnin et al. (2002).

In Paper II we introduce a method to evaluate a fair bonus rate b such that the
risk-neutral price of the contract is equal to the initial investment. The problem of
determining b is a kind of inverse prediction problem, and we need to estimate the
option values for various values of b. Since we also wish to estimate the variance of
the Monte Carlo error related to the regression method, we repeat the estimation
several times for fixed values of b. A scatter plot is produced from the values of the
bonus rates and the option price estimates, and a third-degree polynomial curve
is fitted to the data. Thereafter we solve the bonus rate b for which the option
price is equal to 100, which we assume to be the initial amount of savings.
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These types of insurance policies involve not only risks arising from financial
factors, but also a risk related to mortality. With a stochastic mortality model
we do not need to make an assumption of a large insurance portfolio, and we
avoid invoking the law of large numbers. This again is significant from the risk
management point of view. In Paper II we ignore the risk from mortality and
interpret the policy-holder as surviving until the maturity of the contract. The
model thus provides an upper bound for insurance liabilities. However, in Paper
IIT stochastic mortality is incorporated in the framework.

In Paper III we also study dynamic hedging strategies to control for vari-
ous risks by utilizing a replicating portfolio. As a hedging strategy we employ
minimum-variance hedging, which relies on the underlying asset as a single hedg-
ing instrument. This type of hedge is needed, since a perfect delta-neutral hedge is
not feasible due to untraded risks. However, a single-instrument hedge can only be
partial, since in our set-up there is more than one source of risk. We also construct
a conventional delta-neutral hedge which uses a simpler model for asset dynamics,
and compare the performance of the hedges.

The most important finding in Papers IT and III is the following. When pric-
ing equity-linked life insurance contracts, the model risk should be incorporated
in the insurance company’s risk management framework, since the use of an un-
realistic model might lead to catastrophic losses. In particular, different model
choices imply significant differences in bonus rates. There is a difference in bonus
rate estimate even when fixing the index model and using either a stochastic or
a fixed interest rate model, but only when the initial interest rate is exception-
ally low or high. However, including stochastic mortality has only a slight effect
on the estimated bonus rate. Moreover, we assessed the accuracy of the bonus
rate estimates. Although the confidence interval of the bonus rate was in some
cases fairly long, the spread between the estimate and the lower confidence limit
was reasonably small. This is a good result, since the insurance company would
probably set the bonus rate close to its lower limit in order to hedge against the
liability.

The hedging performances of the minimum-variance hedge and the delta-
neutral hedge turned out to be similar. Probably the effect of the imperfectness of
single-instrument hedging is vanishingly small compared to other sources of error.
Such are, for example, discretization errors and estimation errors of the deltas
obtained with the regression method. Our study showed that the most significant
factor producing large hedging errors is the duration of the contract. In contrast,
the mortality and updating interval of the hedge have only a minor effect on
hedging performance.

Our results suggest the following two-step procedure to choose a sensible bonus
rate: first, the theoretical fair bonus rate is determined, and second, it is adjusted
so that the Value at Risk (VaR) of the hedging error becomes acceptable for the
insurance company.
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IV. Mortality modeling

Mortality forecasting is a problem of fundamental importance for the insurance
and pensions industry, and in recent years stochastic mortality models have be-
come popular. In Paper IV we propose a new Bayesian method for two-dimensional
mortality modeling which is based on natural cubic smoothing splines. Compared
to other splines approaches, this approach has the advantage that the number of
knots and their locations do not need to be optimized. Our method also has the
advantage of allowing the cohort data set to be imbalanced, since more recent
cohorts yield fewer observations. In our study we used Finnish mortality data for
females, provided by the Human Mortality Database.

Let us denote the logarithms of observed death rates as yg: = log(my:) for
ages k = 1,2, ..., K and cohorts (years of birth) t = 1,2, ..., T. The observed death

rates are defined as
diy
Mgt = —,
€Lt
where d; is the number of deaths and eg; the person years of exposure. In our
preliminary set-up we model the observed death rates, while in our final set-up we

model the theoretical, unobserved death rates ug:. Specifically, we assume that
dit ~ Poisson(ugiext),

where di; is the number of deaths at age k for cohort ¢, py, is the theoretical death
rate (also called intensity of mortality or force of mortality) and ey is the person
years of exposure. This is an approximation, since neither the death rate nor the
exposure is constant during any given year.

To smooth and predict logarithms of unobserved death rates, we fit a smooth
two-dimensional curve 0(k,t), and denote its values at discrete points as 0.
Smoothing is carried out in the dimensions of cohort and age, and the smoothing
effect is obtained by giving a suitable prior distribution for 0(k,t).

We perform a number of model checks and follow the mortality model selection
criteria provided by Cairns et al. (2008) to assess the fit and plausibility of our
model. The checklist is based on general mortality characteristics and the ability
of the model to explain historical patterns of mortality. The Bayesian framework
allows us to easily assess parameter and prediction uncertainty using the poste-
rior and posterior predictive distributions, respectively. By introducing two test
quantities we may assess the consistency of the model with historical data.

We find that our proposed model meets the mortality model checklist fairly
well, and is thus a notable contribution to stochastic mortality modeling. A minor
drawback is that we cannot use all available data in estimation but must restrict
ourselves to a relevant subset. This is due to the huge matrices involved in com-
putations when many ages and cohorts are included in the data set. However, this
problem can be alleviated using sparse matrix computations. Besides, for practical
applications the use of "local" data sets should be sufficient.
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In this paper we model the claim process of financial guarantee insurance, and predict the pure premium
and the required amount of risk capital. The data used are from the financial guarantee system of the
Finnish statutory pension scheme. The losses in financial guarantee insurance may be devastating during

fgﬂi‘:gggju]y 2008 an economic depression (i.e., deep recession). This indicates that the economic business cycle, and in

particular depressions, must be taken into account in modelling the claim amounts in financial guarantee

insurance. A Markov regime-switching model is used to predict the frequency and severity of future
PACS: depression periods. The claim amounts are predicted using a transfer function model where the predicted
c11 growth rate of the real GNP is an explanatory variable. The pure premium and initial risk reserve are
G22 evaluated on the basis of the predictive distribution of claim amounts. Bayesian methods are applied
G32 throughout the modelling process. For example, estimation is based on posterior simulation with the
IM22 Gibbs sampler, and model adequacy is assessed by posterior predictive checking. Simulation results show
IM41 that the required amount of risk capital is high, even though depressions are an infrequent phenomenon.
Keywords: © 2008 Elsevier B.V. All rights reserved.
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1. Introduction

A guarantee insurance (surety insurance) is typically required
when there is doubt as to the fulfilment of a contractual, legal
or regulatory obligation. It is designed to protect some public or
private interest from the consequences of a default or delinquency
of another party. Financial guarantee insurance covers losses from
specific financial transactions. Due to differences in laws and
regulations guarantee insurance is a country-specific business (see,
for example, Sigma (2006)).

When a country experiences an economic depression (that
is, deep recession), losses in financial guarantee insurance may
reach catastrophic dimensions for several years. During that time
the number of claims may be extraordinarily high and, more
importantly, the proportion of excessive claims may be much
higher than in usual periods (see, for example, Romppainen (1996)
and Sigma (2006)). As the future growth of the economy is
uncertain, it is important to consider the level of uncertainty one
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can expect in the future claim process. A mild and short downturn
in the national economy increases the losses suffered by financial
guarantee insurers only moderately, whereas severe downturns
are crucial. History knows several economic depressions. These
include the Great Depression in the 1930s, World Wars 1 and II, and
the oil crisis in the 1970s. More recently, the Finnish experience
from the beginning of the 1990s and the Asian crisis in the late
1990s are good examples. An interesting statistical approach in
analyzing the timing and effects of the Great Depression is the
regime switching method presented in Coe (2002).

There is no single “best practice” model for credit risk capital
assessment (Alexander, 2005). The main approaches are structural
firm-value models, the option-theoretical approach, rating-based
methods, macroeconomic models and actuarial loss models. In
contrast to market risk, there has been little detailed analysis of
the empirical merits of the various models. A review of commonly
used financial mathematical methods can be found for example
in McNeil et al. (2005). Since we here study special guarantee
loans, so-called premium loans, which are not traded in Finland, we
adopt an actuarial approach. More specifically, we model the claim
process of financial guarantee insurance in the economic business
cycle context. However, this approach is also demanding, since a
depression is a particularly exceptional event.
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We build on the following three studies of the financial guar-
antee system of the Finnish pension scheme. Rantala and Hietikko
(1988) modelled solvency issues by means of linear models, their
main objective being to test methods for specifying bounds for the
solvency capital. The linear method combined with data not con-
taining any fatal depression period - Finland's depression in the
early 1990s struck after the article was published - underestimated
the risk. Romppainen (1996) analyzed the structure of the claim
process during the depression period. Koskinen and Pukkila (2002)
also applied the economic cycle model. Their simple model gives
approximate results but lacks sound statistical grounding. We use
modern statistical methods which offer advantages for assessing
uncertainty.

From the methodological point of view, we adopt the Bayesian
approach, recommended for example by Scollnik (2001). Simpli-
fied models or simplified assumptions may fail to reveal the true
magnitude of the risks the insurer faces. While undue complexity
is generally undesirable, there may be situations where complexity
cannot be avoided. Best et al. (1996) explain how Bayesian analy-
sis can generally be used for realistically complex models. An ex-
ample of concrete modelling is provided by Hardy (2002), who ap-
plies Bayesian techniques to a regime-switching model of the stock
price process for risk management purposes. Another example can
be found in Smith and Goodman (2000), who present models for
the extreme values of large claims and use modern techniques of
Bayesian inference. Here, Bayesian methods are used throughout
the modelling process. For example, estimation is based on pos-
terior simulation with the Gibbs sampler, and model adequacy is
assessed by posterior predictive checking. The proposed actuarial
model is used for simulation purposes in order to study the effect
of the economic cycle on the requisite pure premium and initial
risk reserve.

We apply the Markov regime-switching model to predict
the frequency and severity of depression periods in the future.
Prediction of claim amounts is made using a transfer function
model where the predicted growth rate of the real GNP is an
explanatory variable. More specifically, we utilize the business
cycle model introduced by Hamilton (1989). In this method, all the
dating decisions or, more correctly, the probabilities that particular
time periods will be recession periods, are based on observed data.
The method assumes that there are two distinct states (regimes)
in the business cycle - one for expansion and one for recession -
which are governed by a Markov chain. The stochastic nature of
GNP growth depends on the prevailing state.

Financial guarantee insurance is characterized by long periods
of low loss activity, punctuated by short severe spikes (see Sigma
(2006)). As such, conventional dichotomic business models are
inadequate, since severe recessions constitute the real risk. We
propose a model where the two states represent (1) the depression
period state and (2) its complement state consisting of both
boom and mild recession periods. We use Finnish real GNP data
to estimate our model. The claim data are from the financial
guarantee insurance system of the Finnish pension scheme.
Combining a suitable business cycle model with a transfer function
model provides a new way to analyze the solvency of a financial
guarantee provider with respect to claim risk.

The paper is arranged as follows. In Section 2 the Finnish credit
crisis in the 1990s is described. Section 3 introduces the business
cycle model and Section 4 presents the transfer function model
and predictions. Model checks are presented in Section 5. Section 6
concludes.

2. The Finnish experience in the 1990s

During the years 1991-1993 Finland’s GNP dropped by 12%. The
period was inevitably harmful to all sectors of the economy and

society as a whole. However, the injuries suffered in the insurance
sector were only moderate, at least compared with the problems of
the banking sector at the same time. An important exception was
financial guarantee insurance related to the statutory earnings-
related pension scheme in the private sector. At a general
level, Norberg (2006) describes the risk for pension schemes under
economic and demographic developments.

The administration of the statutory earnings-related pension
scheme of the private sector is decentralized to numerous
insurance companies, company pension funds and industry-wide
pension funds. The central body for the pension scheme is the
Finnish Centre for Pensions (FCfP). The special feature of the
pension scheme is that client employers have a legal right to
reborrow a specific amount of pension payments. The loans are
called premium loans. In order to use this right, clients are obliged
to take a guarantee to secure the loans. FCfP administrated a
special financial guarantee insurance for this purpose. Competitive
alternatives were the requirement of safe collateral, guarantee
insurance from another insurance company, or a bank guarantee.
The claim event was a failure of the borrowing employer to fulfil
his commitment. A more detailed description of the case of the FCfP
can be found in Romppainen (1996).

The business was initiated in 1962, and continued successfully
until Finland was hit by depression in the 1990s. The consequent
losses reached catastrophic dimensions, and the financial guaran-
tee insurance activity of the FCfP was closed. Claims paid by the
FCfP are shown in Fig. 1. As may also be seen from this figure, the
claim recoveries after the realization process of collaterals has typ-
ically been about 50%. The cost losses were levied on all employ-
ers involved in the mandatory scheme and hence, pension bene-
fits were not jeopardized. Subsequently the FCfP’s run-off portfolio
was transferred to a new company named “Garantia”.

In order to promote the capital supply, the FCfP was under a
legal obligation to grant financial guarantee insurance to client
employers. It therefore employed fairly liberal risk selection and
tariffs, which probably had an influence on the magnitude of
the losses. Hence, the data reported by Romppainen (1996) and
used here cannot be expected, as such, to be applicable in other
environments. The risks would be smaller in conventional financial
guarantee insurance, which operates solely on a commercial basis.

It is interesting to note that there are also, at present,
similar problems in the USA. The corresponding US institute
is the Pension Benefit Guaranty Corporation (PBGC), a federal
corporation created by the Employee Retirement Income Security
Act of 1974. It currently protects the pensions of nearly 44 million
American workers and retirees in 30,330 private single-employer
and multiemployer defined benefit pension plans. The Pension
Insurance Data Book (2005) (page 31) reveals that total claims on
the PBGC have increased rapidly from about 100 million dollars
in 2000 to 10.8 billion dollars in 2005. This increase cannot be
explained by nation-wide depression, but may be related to the
problems of special industry sectors (for example aviation).

3. National economic business cycle model

Our first goal is to find a model by which we can forecast
the growth rate of the GNP. We will use annual Finnish real
GNP data from 1860 to 2004, provided by Statistics Finland.
We are particularly interested in the frequency and severity of
depression periods. For this purpose we will utilize the Markov
regime-switching model introduced by Hamilton (1989). The
original Hamilton model envisages two states for the business
cycle: expansion and recession. In our situation, however, it is
more important to detect depression, since this is the phase
when financial guarantee insurance will suffer its most severe
losses. We will therefore define the states in a slightly different
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Fig. 1. The total amount of claims paid from the financial guarantee insurance by the Finnish Centre for Pensions between 1974 and 2004. The lower dark part of the bar
describes the final loss after recoveries from collaterals and reinsurance by December 2006.

way in our application. Specifically, we use a two-state regime-
switching model in which the first state covers both expansion
and recession periods and the second depression. Our estimation
results correspond to this new definition, since depression periods
are included in our data set. By contrast, Hamilton used quarterly
US data from 1951 to 1984, which do not include years of
depression.

The Hamilton model may be expressed as y; = ag + o015 + z,
where y,; denotes the growth rate of the real GNP at time ¢, s;
the state of the economy and z; a zero-mean stationary random
process, independent of s;. The parameters « and «; and the state
s are unobservable and must be estimated. A simple model for z;
is an autoregressive process of order r, denoted by z; ~ AR(r). It is
defined by the equationz; = ¢1z,—1 + p2zi—2 + -+ + Prze—r + €1,
where €; ~ N(0, af) is an i.i.d. Gaussian error process. After some
initial analysis, we found that AR(2) was sufficient to capture the
autocorrelation of z;, and we therefore used it in estimation. The
growthrate at time t is calculated as y; = log(GNP;) —log(GNP;_1).

We define the state variable s, to be 0, when the economy is
in expansion or recession, and 1, when it is in depression. The
transitions between the states are controlled by the first-order
Markov process with transition probabilities

Pr(se+1 = 0lse = 0) =p,
Pr(sg1=1lsy =0)=1—p,
Pr(sgt1=0[ss =1)=1—gq,
Pr(ser = 1lse = 1) =gq.

Thus, the transition matrix is given by

p=(. P 1-P)
1-q¢ ¢

The stationary probabilities # = (g, )" of the Markov chain
satisfy the equations #'P = «’ and 7’1 = 1, where 1 = (1, 1).
The Hamilton model was originally estimated by maximizing
the marginal likelihood of the observed data series y,. The
probabilities of the states were then calculated conditional on
these maximum likelihood estimates. The numerical evaluation
was made by a kind of nonlinear version of the Kalman filter. By
contrast, we use Bayesian computation techniques throughout, the
advantage being that we need not rely on asymptotic inference,
and the inference on the state variables is not conditional on
parameter estimates. The Hamilton model will be estimated using
the Gibbs sampler introduced by Geman and Geman (1984) in the

context of image restoration. Examples of Gibbs sampling can be
found in Gelfand et al. (1990) and Gelman et al. (2004). Carlin et al.
(1992) provide a general approach to its use in nonlinear state-
space modelling.

Gibbs sampling, also called alternating conditional sampling,
is a useful algorithm for simulating multivariate distributions,
for which the full conditional distributions are known. Let us
assume that we wish to simulate the random vector § =
(01,0, ...,0,) whose subvectors §; have known conditional
distributions p(6;|0;), where 6 _;y = (01, ...0i_1,0i11,...6,).
In eachiteration the Gibbs sampler goes through 61, 8,, . . ., 6, and
draws values from their conditional distributions p(6;|6,_;)) where
the conditioning subvectors have been set at their most recently
simulated values. It can be shown that this algorithm produces an
ergodic Markov chain whose stationary distribution is the desired
target distribution of #. In Bayesian inference one can use the Gibbs
sampler to simulate the posterior distribution, if one is able to
generate random numbers or vectors from all the full conditional
posterior distributions.

To simplify some of the expressions, we will use the following
notation:' y = (y1,¥2,....¥1), 8 = (51,82,...,s7) and
Z,_1 = (Z—1,Z—3, ..., Z_) . Furthermore, we denote the vector
of autoregressive coefficients by ¢ = (¢, ¢2, ..., ¢,)" and the
vector of all parameters by 7 = («o, o1, ¢', 02, p, q)'. Using these
notations the density of y, conditional on s and the parameters 7,
can be written as

p(yls n)f|T| ! exp( ! O —ao— a5t — ¢z )2>
=] | —V7—— —5 50— — - - .
=1 V/270? 207 ' " o

In order to facilitate computations, we assume that the prior
distributions are independent, and are given as follows:
p ~ Beta(ap, ),
q ~ Beta(ag, Bq),
p(@) x 1,
plag) x 1,
1
p(el) o =,
06
play) o N(ety |0, g) x (e < —0.03).
We obtained noninformative prior distributions for p and q by
specifying as prior parameters o, = B, = g = By = 0.5. These
values correspond to the Jeffreys uninformative prior distribution
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in the standard Bernoulli model. We also carried out a sensitivity
analysis, using informative priors with parameters o, = 19, g, =
3;aq = By = 11. These values correspond to the idea that the
chain has switched to state 1in 2 out of 20 prior cases when it has
been in state 0 and has switched to state 0 in 10 out of 20 prior
cases when it has been in state 1. By this choice of priors we could
increase the probability of state 1, so that it would correspond to
our concept of depression.

For ap, ¢ and 03 we gave improper, noninformative prior
distributions. The prior of 03 is equivalent to giving a uniform
improper prior for log(c?) and is a common choice for positive-
valued parameters. The prior distribution of oy prevents it from
obtaining a positive value (that is, the state can then be interpreted
as a depression state). Here, the notation N(a1]| o, 002) refers to
the Gaussian density with mean po and variance a(f and I(ay <
—0.03) the indicator function obtaining the value 1, if ¢y < —0.03,
and 0, otherwise. The cut-off point —0.03 was chosen to draw a
clear distinction between the states of the model and also to speed
up posterior simulation. If the difference was allowed to be smaller,
the iteration process was substantially slowed. We specified the
values ug = —0.1, ag = 0.22 as prior parameters, which results
in a fairly noninformative prior distribution. We also experimented
here with an informative alternative ;o = —0.05, 002 = 0.025%,
which reduces the difference between the states and increases the
probability of state 1. The results were similar to those obtained
when informative priors were given to p and q.

All full conditional posterior distributions are needed to
implement the Gibbs sampler. They can be found in Appendix A.
The computations were performed and figures produced using
the R computing environment (see http://www.r-project.org). The
functions and data needed to replicate the results of this article can
be found at http://mtl.uta.fi/codes/guarantee.

In Fig. 2, one simulated chain produced by the Gibbs sampler is
shown. As will be seen, the chain converges rapidly to its stationary
distribution, and the component series of the chain mix well, that
is, they are not excessively autocorrelated. The summary of the
estimation results, based on three simulated chains, as well as
Gelman and Rubin’s diagnostics (Gelman et al., 2004) are given in
Appendix B. The values of the diagnostic are close to 1 and thus
indicate good convergence.

4. Prediction of claim amounts

Our ultimate goal is to predict the pure premium and the
required amount of risk capital needed for the claim deviation.
The claim data were obtained from FCfP (see Section 2) and the
years included in this study are 1966-2004. The claim amounts are
predicted using the following simple regression model:

X = Po + Pixe—1 + Baye + U, (1)

where x, = G™! (x;), x{ is the proportion of gross claim amount to
technical provision at time t, G~! is some strictly increasing and
continuously differentiable link function transforming the open
unitinterval (0, 1) to (—o0, 00), Y, is the growth rate of the GNP and
ur ~ N(0, auz) is an i.i.d. Gaussian error process, independent of y;.
Note that G~! can be interpreted as an inverse of some distribution
function. The parameters B, 1, B; and o2 are unknown and are
estimated. Note that the assumptions on u, imply that y; is an
exogenous process in the regression model, and, consequently,
this model and the Hamilton model can be estimated separately.
Moreover, the posterior predictive distribution of x,, t = T+1, T+
2, ..., canbe easily simulated using the posterior simulations of 8,
B1, B2 and auz and the posterior predictive simulations of y;.

The model x; = By + B1X¢—1 + B2y: + u, may also be expressed
in the form

Bo B2 1
- 1-pB T TopB"
fo

= + Bt + Prye—1 + Bivia + - 0)
1-H

+ U + Brue—q +1312Ut—2 +--,

from which one can see that it is a transfer function model
(also called a dynamic regression model). We have not done
general transfer function modelling here, but in more complicated
situations it might be appropriate. A useful reference in this
context is Pankratz (1991).

Since the density of x; is normal, the density of x* =
(x7,%5,...,x7), conditional on'y = (¥1,¥2....,¥r) and the
parameters, is of the form

X =

T
1 1
px*ly, B, o)) = -
E g(x) V2102

1
X exp (*ﬁ(xc — Bo— Bixe—1 — ﬁz}’r)2> ,
u

where g(x) = £G(x).

In the following, we will consider the cases where G is the
distribution function of the standard normal distribution (probit
link), the standard logistic distribution (logit link) or Student’s t-
distribution with v degrees of freedom (t link). When using the
t link we did not specify the degrees of freedom parameter v,
but estimated it from the data. We used two alternative prior
distributions for v. For other parameters we used uninformative
prior distributions except that we restricted $; to be less than 1in
order to ensure that the estimated model for x; is stationary. The
prior distributions are as follows:

1
p(V)=-——, v=12,...

, 200,
200

1
pp(v) x —, v=12,...,200,
v

1
p(B, ol |v) = X1 <1,

where I(f; < 1) is an indicator function obtaining the
value 1 when B; < 1, and 0 otherwise. The conditional
posterior distributions needed in Gibbs sampling are presented in
Appendix C.

For comparison, we also estimated the models using probit and
logitlinks. The probit link is defined asx, = @ ~'(x), where ®~'(.)
denotes the inverse function of the standard normal distribution
function. The probit link can be regarded as a limiting case of the
t link, as v — oo. The logit link is defined as x, = logit(x}) =
log(x; /(1 — x{)). It does not correspond exactly to the t link with
any v, butin the value range of the original data set it approximates
the t link with v = 14.

The premium P and the initial risk reserve are evaluated
from the posterior predictive distribution of the proportions of
claim amount to technical provision. For simplicity, the technical
provision is set at 1 in the prediction. The predicted proportions
x;{ are then the same as the predicted claim amounts. We denote
the predicted claim amount at time ¢ on sample path i by x;. The
premium is set at an overall mean of xj; over all iterations i =
1,2, ...,nand predicted time periodst = T+1,T+2,...,T+h,
thatis,P = 30, Y127 | X /(nh). The balance at time t on sample
pathiis givenby by = P(t — T) — Zf_:rﬂ x[’; For all simulations
i we evaluate the minimum balance b/™" = min; b;. These values
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Fig. 3. Simulation results for the balance of guarantee insurance. The solid and dashed lines indicate the 95% and 99% values at risk, respectively, and the dotted lines 50
example paths. The simulation results based on the probit, t (with two different prior distributions) and logit links are shown.

constitute the simulated minimum balance distribution, which is
used to evaluate 95% and 75% values at risk and to predict the
required amount of risk capital.

The distribution of the minimum balance is extremely skewed,
which can be explained by the rareness of depression and by
the huge losses incurred for guarantee insurance once depression
hits. This phenomenon can be seen from Fig. 3, which shows the
95% and 99% values at risk (VaR) evaluated from the five-year
balance prediction for all the link functions. Noninformative prior
distributions were used in estimating the Hamilton model. The
solid and dashed lines indicate 95% and 99% VaRs, respectively.
The curves indicating the 95% VaR differ from each other only
moderately, while there is a major difference in the 99% VaR.

The logit link gives the steepest slope, the probit link the most
gentle, and the t link with the two different priors something
between these two. These differences can be explained by the
curvature of the distribution functions related to the links. These
distributions differ considerably in the left tail area, where the
original observations are being mapped.

Extensive simulations (10 000 000 iterations) were carried out
to evaluate the pure premium and the 95% and 75% VaRs for
the prediction period of five years. The results are presented in
Table 1. The pure premium level ranges from 2.0% to 2.8%. The
95% VaR ranges from 2.3 to 2.9 times the five-year premium and
the 75% VaR from 0.17 to 0.29 times the five-year premium. These
results were obtained when noninformative prior distributions
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Fig.4. The growth rate of the GNP and the probabilities of depression, estimated using two different kinds of prior information. The uppermost part of the figure corresponds
to the case where noninformative prior distributions are used for all parameters and the undermost part that where informative prior distributions are used for p and q.

Table 1

Simulation results of the premium P, the 95% and 75% values at risk proportional to
five-year premium and the average discrepancy for a transfer function model with
different links

P 95% VaR 75% VaR Davg ()
Probit link 1.96 228 0.288 —336.43
t link, prior 1 2.05 2.36 0.272 —335.98
t link, prior 2 2.17 2.45 0.250 —335.33
Logit link 276 291 0.173 —331.74

were used in estimating the Hamilton model. When informative
prior distributions were used, the results did not substantially
change.

5. Model checks for the Hamilton model and the transfer
function model

We made some sensitivity analyses with respect to the
prior distributions related to the Hamilton model. We found
that by using informative prior distributions for the transition
probabilities p and g we could increase the estimated probabilities
of state 1, so as to correspond better to its interpretation as
depression. This can be seen from Fig. 4, where the growth rate
of the GNP is shown along with the probabilities of depression,
estimated using two different kinds of prior information. The same
goal was achieved by giving an informative prior for ;. However,
these adjustments did not markedly affect the estimated premium
or values at risk. According to the posterior predictive checks,
the model with noninformative prior distributions appeared to be
somewhat better. However, the model with informative priors was
also sufficiently good.

The residuals of the Hamilton model appeared to be normally or
nearly normally distributed. In fact, our data set had one positive
outlier which caused rejection of a normality test. This was due
to the fact that the model does not include a regime for the strong
boom periods of the economy. However, it is not necessary to make

the model more complicated by introducing a third regime, since
positive outliers are extremely rare and it was sufficient for our
purpose to model the depression periods.

The fit of a model can be checked by producing replicated data
sets by means of posterior predictive simulation. A replicated data
set is produced by first generating the unknown parameters (and in
the case of the Hamilton model also the states) from their posterior
distribution and then, given these parameters, the new data values.
One can simulate distributions of arbitrary test statistics under
the checked model by calculating the test statistics from each
replicated data set. Then one can compare these distributions
with the statistics of the original data set. This approach to model
checking is well explained in Chapter 6 of Gelman et al. (2004).

We generated 5000 replicates of the GNP data under the
Hamilton model, and from them calculated some basic statistics.
The resulting distributions were consistent with the observed
statistics, as can be seen from Fig. 5. Only the maximum value
of the original data set is extreme with respect to its simulated
posterior distribution. This value is nonetheless plausible under
the simulated model, that is, the Hamilton model. We also made a
similar test for the simpler linear AR(2) model by producing 5000
replicates. The resulting distributions, as seen in Fig. 6, were not
as consistent with the observed statistics as they were in the case
of the Hamilton model. Specifically, the observed mean, skewness
and kurtosis were more extreme than would be expected under a
good model.

The discrepancy between the data and the model may be
measured using several criteria (see Gelman et al. (2004)). We used
the average discrepancy, defined as D,(y) = E(D(y, 0)ly), the
posterior mean of the deviance D(y, 8) = —2log p(y|0). A smaller
value of this criterion indicates a better model fit. The average
discrepancy is estimated as f)avg(y) = Z,L:] D(y, 6))/L, where
the vectors 6, are posterior simulations. The estimated average
discrepancy for the Hamilton model with our noinformative prior
distribution was f)avg(y) = —539.02 and with our informative

prior distribution ﬁavg(y) = —549.56. The criterion value for the
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AR(2) model was f)a‘,g (y) = —274.19, indicating that its model fit
was considerably inferior to that of the Hamilton model.

We also made robustness checks using subsample data in
estimation. The results did not markedly change when only the
first half of the data set (years 1861-1932) was used. When the
second half (years 1933-2004) was used the difference between
the regimes became smaller and the probability of a depression
regime increased. This is natural, since the second half does not
contain the years when the GNP showed extreme drops, that is, the
years 1867 (one of the great hunger years in Finland) and 1917-18
(when Finland became independent and had the Civil War).

We also made checks for our transfer function model, used
in estimating the risk premium and the initial risk reserve. The

predictive distributions of the basic statistics were consistent
with their observed values with all link functions. The residuals,
obtained after fitting the transformed data sets, appeared to be
normally or nearly normally distributed. The average discrepancy
of all models is presented in Table 1. It can be seen that with the
probit link the model fit is best and with the logit link poorest.
However, the difference between the probit link model and the t
link models is small, and it might be advisable to use one of the
t link models, since there is model uncertainty involved in the
choice of the link, and it might be safer to average over several
alternatives.

The observed proportions of claim amount to technical provi-
sionand the lines indicating predictive intervals are shown in Fig. 7.
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Fig. 7. Replication check for the transfer function models. The solid line indicates the observed data series, and the thick dashed line the medium of 5000 replications. At
each time point, 50% of the simulated values lie between the thin dashed lines and 75% between the thin dotted lines.

These lines are based on 5000 replicated series. In all figures, the
solid line is the observed data series, and the thick dashed line the
medium of the predictive distribution. The thin dashed lines indi-
cate the 50% predictive intervals, and the thin dotted lines the 75%
intervals. On the basis of visual inspection, the median line and the
50% interval lines are almost identical in all models. The 75% pre-
dictive intervals differ from each other significantly during the de-
pression period, the logit link being the extreme case. If the 90%
lines were drawn, the upper line would go far beyond the range of
the figure in the case of the logit link, which confirms our earlier
observation that the logit link produces extreme simulation paths.
This phenomenon was already noted at the end of Section 4. If the
estimation period were longer, the variation between the models
would probably be smaller.

A standard approach would be to use a compound Poisson pro-
cess to model the numbers of claims and their sizes simultane-
ously. However, we found such an approach difficult, since both
the claim size distribution and the intensity of claims turned out
to be highly variable during our short estimation period.

6. Conclusions

In this paper we present an application of Bayesian modelling
to financial guarantee insurance. Our goal was to model the
claim process and to predict the premium and the required
amount of risk capital needed for claim deviation. Even though the
data used are from the Finnish economy and from the financial
guarantee system of the Finnish statutory pension scheme, we
would consider the model applicable in similar cases elsewhere.
However, for the interpretation of the results it is important to
note that the risks are probably smaller in conventional companies,
which operate solely on a commercial basis, than in a statutory
system.

The Markov regime-switching model was used to predict the
frequency and severity of depressions in the future. We used real
GNP data to measure economic growth. The claim amounts were
predicted using a transfer function model where the predicted
real GNP growth rate was an explanatory variable. We had no
notable convergence problems when simulating the joint posterior
distribution of the parameters, even though the prior distributions
were noninformative or only mildly informative. The sensitivity
to choice of link function (probit, logit and t link) in the context

of the transfer function was much greater than that to the prior
assumptions (informative or noninformative) in the growth rate
model.

The simulation results can be summarized as follows. First, if the
effects of economic depressions are not properly considered, there
is a danger that the premiums of financial guarantee insurance
will be set too low. The pure premium level based on the gross
claim process is assessed to be at minimum 2.0% (range 2.0%-2.8%).
Second, in order to get through a long-lasting depression, a
financial insurer should have a fairly substantial risk reserve. The
95% value at risk for a five-year period is 2.3-2.9 times the five-year
premium. The corresponding 75% value at risk is only 0.17-0.29
times the five-year premium. These figures illustrate the vital
importance of reinsurance contracts in assessing the risk capital
needed.

Some general observations may be made on the basis of this
study:

e In order to understand the effects of business cycles on

guarantee insurers’ financial condition and better appreciate

the risks, it is appropriate to extend the modelling horizon to

cover a depression period;

A guarantee insurance company may benefit from incorporat-

ing responses to credit cycle movements into its risk manage-

ment policy;

e The use of Bayesian methods offers significant advantages for
assessment of uncertainty;

e The present findings underline the observation that a niche
insurance company may need special features (for example
a transfer function model instead of the Poisson process
approach) in its internal model when a specific product (for
example pension guarantee insurance) is modelled.

We assume that the proposed method can also be applied to
the financial guarantee and credit risks assessment of a narrow
business sector whenever a suitable credit cycle model for the
sector is found.
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Appendix A. The full conditional posterior distributions of the
Hamilton model

We will use the following notation to simplify some of the
expressions: y = (y1,¥2,...,¥1), s = (51,52, ..
(S1,525 +++ s St—1,St415 - -+, 57) and z = (21,2, ..
also need a matrix

., 57), Scpy =
., zr). We will

z)
/

4
z=| 1.

K

Zr—

whose rows are of the form z, = (z,z-1,...,2—r+1)"
Furthermore, we denote the vector of autoregressive coefficients
by ¢ = (¢1, ¢2, ..., ¢r) and the vector of all parameters by 5 =
(o, a1, @, of, P, @)'. In the following treatment we assume the
pre-sample valuesy, = (Yo, ...,¥1-r) and so = (So, ..., S1—r)
to be known. In fact, sy is not known, but we will simulate its
components in a similar way to that used for s.

The full conditional posterior distributions of the Hamilton
model are as follows:

T
{pls} ~ Beta Z[(] —s0)(1 —s¢-1)]

t=1
T
+oap Y s =seDl+ B |,
t=1
T T
{als} ~ Beta | D [sese—11+ g, Y _[se-1(1 =501+ By |,
t=1 t=1

{sels), m, ¥}

Pr(s; = 1|s), st = 1,8_p,
~ Bernoull; | - (St [S(—0), MPYIst )

> Pr(se = jlIsco, MPYISe =J. S—o)» M)
Jj=0
t=1,...,T,
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The notation Inv-x2?(m,s*) means the scaled inverse-chi-
L ) 2 . .
square distribution, defined as ™-, where x,f, is a chi-square

distributed random variable with m' degrees of freedom.

When determining the distribution of {s;|s), y, #}, one needs
Pr(s; = 1|s(r), 7). This is easily calculated as
Pr(s = 1lse—1, P, @) Pr(sesalse = 1, p, q)
Pr(set1lse-1, P, @)

Pr(se = 1lsp, m) =

s

0<t<T.

Appendix B. Estimation results of the Hamilton model with
noninformative prior distributions

The posterior simulations were performed using the R com-
puting environment. The following output was obtained using the
summary function of the add-on package MCMCpack:

Number of chains = 3
Sample size per chain = 2500

1. Empirical mean and standard deviation for each variable,
plus standard error of the mean:

Mean SD Naive SE Time-series SE
alpha0  0.034387 0.0037252 4.302e-05 0.0001311
alphal -0.127041 0.0300157 3.466e-04 0.0014282
phil 0.272877 0.1075243 1.242e-03 0.0031602
phi2  -0.161943 0.0960893 1.110e-03 0.0027343
sigmaE  0.001325 0.0001898 2.192e-06 0.0000047
P 0.972081 0.0213633 2.467e-04 0.0010495
q 0.402894 0.2120644 2.449e-03 0.0037676
sum(St) 5.673333 3.8759548 4.476e-02 0.2744217
2. Quantiles for each variable:

2.5\% 25\% 50\% 75\% 97.5\%

alpha0 0.0274775 0.031792 0.034295 0.036825 0.042004
alphal -0.1864689 -0.148860 -0.125884 -0.104208 -0.074866

phil 0.0462000 0.204920 0.277852 0.345023 0.476358
phi2 -0.3557249 -0.225779 -0.158533 -0.096778 0.022228
sigmaE  0.0009913 0.001193 0.001312 0.001444 0.001734
P 0.9156113 0.962588 0.977417 0.987580 0.997095
q 0.0506376 0.236130 0.389157 0.554960 0.834136
sum(St) 2.0000000 3.000000 4.000000 7.000000 16.000000

Gelman and Rubin’s diagnostics
(Potential scale reduction factors):

Point est. 97.5\) quantile

alpha0 1.01 1.03
alphal 1.03 1.11
phil 1.00 1.01
phi2 1.00 1.00
sigmak 1.01 1.02
p 1.03 1.09
q 1.00 1.01
sun(st) 1.05 1.16

Appendix C. The conditional posterior distributions of the
transfer function models

The following notation is used to simplify some of the

expressions: X = (X1,X2,...,xr), X* = (X}, x5,...,xp),y =
01.y2, -y 1=(1,1,...,1), B = (Bo, B1, B2)" and

1 X% »n

1 x1 »n
X =

1 X1 yr

The conditional posterior distributions of the transfer function
models are as follows:
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p(Blod, v, X, y) N (BIB, o2 XX ™) x 181 < 1,

Py, X', y) = Inv-y? (1T =3, (X ~XB) (x ~XB)/(T—3))

1
p1(v|B, 0.42, X", y) « I —

l_[ ty (X¢)
=1

v=1,...,200,
1
p2(v|B, G,f,X*,y) X~

1
exp| ———=SS ),
"( 202 )
Vnt»(xt)
t=1
, 200,

where SS = ZfT:l(Xt — Bo— Bixe—1 — Bay)? and B = (X'X)"'X'x.
The notation Inv-y2(x|/m, s?) means the density of the scaled
inverse-chi-square distribution (see definition in Appendix A) and
t, (x) the density of Student’s t distribution. Note that v is implicit
in all the above formulas, since it is needed to transform x* to x.

The Gibbs sampler was implemented using two blocks, ; =
(B.o?) and 0, = . The first block was simulated by
at first generating o2 from p(oZ|v,x*,y) and then B from
p(ﬂ|ou2, v, X*,y). The second block (the scalar v) was easy to
simulate, since it has a one-dimensional discrete distribution with
finite support.

v=1,...
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Equity-linked components are common in many life insurance products. In this paper a
full Bayesian procedure is developed for the market consistent valuation of a fairly general
equity-linked savings contract. The return on the contract consists of a guaranteed interest
rate and a bonus depending on the yield of a total return equity index. The contract includes
an American-style path-dependent surrender option, and it is valued in a stochastic interest
rate environment. From the insurance company’s viewpoint this paper provides a realistic
and flexible modeling tool for product design and risk analysis.

The underlying asset and interest rate processes are estimated using the Markov Chain
Monte Carlo method, and their simulation is based on their posterior predictive distribu-
tion, which is, however, adjusted to give risk-neutral dynamics. We introduce a procedure
to determine a point estimate and confidence interval for the fair bonus rate of the contract.
The contract prices with given bonus rates are estimated using the regression method.

The focus is on a novel application of advanced theoretical and computational methods,
which enable us to deal with a fairly realistic valuation framework and to address model
and parameter error issues. Our empirical results support the use of elaborated instead of
stylized models for asset dynamics in practical applications.

Key Words: Metropolis algorithm, model error, option pricing via simulaton, risk-
neutral valuation, Solvency, stochastic interest rate

1. INTRODUCTION

The Solvency II Directive (SII) is an EU directive that codifies and harmonizes the EU
insurance regulation. It will shape the financial world in the decades to come. A number
of other country regulators are watching Solvency II with a view to introducing similar
risk-based capital regulation locally. International Association of Insurance Supervisors
is currently developing and introducing a new global solvency framework, which has
many things in common with SII (IAIS, 2008).
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Solvency II reflects modern risk management practices to define required capital and
manage risk. The regime assumes a market-consistent valuation of the balance sheet.
Under SII, undertakings will be able to calculate the solvency capital requirement using a
’standard formula’ or their own ’internal model’ as approved by the supervisory authority
(see, e.g., European Commission, 2009; Gatzert and Schmeiser, 2006; Ronkainen et al.,
2007)

Most equity-linked life insurance policies, for example variable annuities and equity-
indexed annuities in the United States, unit-linked insurance in the United Kingdom and
equity-linked insurance in Germany, include implicit options, which represent a signifi-
cant risk to the company issuing these contracts. Some products are fairly simple; others
are complex, with a wide choice of guarantees and options. Some products have well-
established features, others are highly innovative. One can find a useful introduction to
different types of equity-linked insurance contracts in Hardy (2003). SII will probably
cause an increase in the solvency capital requirement for products including options or
guarantees. This would result in a search for ‘new traditional products’ which fulfill
the customer demands for traditional life contracts but in a capital-efficient manner (see
Morgan Stanley and Oliver Wyman, 2010).

The European insurance regulator EIOPA (2011) emphasizes that the insurer should
take into account both basis risk and market risk in their life products. Other risks that
might also be relevant include path dependence risk, lapse risk and model risk. Further,
the regulator insists that companies involved in complex, equity-linked or other, products
should use their own internal models for the calculation of solvency capital requirement.
Here, we address many of these risks in a way which is suitable for internal modeling:
we provide a general procedure and R codes.

Market consistent valuation of life insurance contracts has become a popular research
area among actuaries and financial mathematicians; see, for example, Briys and de Varenne
(1997), Grosen and Jorgensen (2000), Tanskanen and Lukkarinen (2003), Ballotta et al.
(2006) and Bauer et al. (2006). However, most valuation models allowing for sophisti-
cated bonus distribution rules and the inclusion of frequently offered options assume a
quite simplified set-up.

One of the aims of this paper is to present a more realistic framework in which equity-
linked savings contracts including guarantees and options can be valuated and analyzed.
Since the existing products vary considerably and new ones are developed in the future,
our valuation framework is fairly flexible; it includes several financial components which
are crucial for equity-linked life products’ risk analysis. Many types of products can be
covered just by excluding some components of the contract.

Assumptions on the price dynamics of underlying assets usually lead to a partial dif-
ferential equation (PDE) characterizing the price of the option. However, a closed form
solution of such a PDE exists only in simpliest cases, and several features may render its
numerical solution impractical, or the PDE may even fail to exist. The approach based
on solving PDEs is difficult when, for instance, the asset price dynamics are sufficiently
complex, or the payoff of an option depends on the paths of the underlying assets, or
the number of underlying assets required by the replicating strategy is large (greater than
three). Instead, Monte Carlo methods are routinely used in pricing this kind of derivatives
(Glasserman, 2004). Nonetheless, pricing American-style options via Monte Carlo sim-
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ulation still remains a challenging task. The problem lies in the estimation of the early
exercise decisions available.

Applications of Monte Carlo methods have become popular also in life insurance. For
instance, Zaglauer and Bauer (2008) present a framework in which participating life in-
surance contracts can be valuated and analyzed in a stochastic interest rate environment
using Monte Carlo and discretization methods. Bacinello et al. (2009) describe an algo-
rithm based on the Least Squares Monte Carlo method to price American options. Their
framework allows, for example, randomness in mortality. Hardy (2002) uses the Bayesian
approach and Markov Chain Monte Carlo (MCMC) methods for the risk management of
equity-linked insurance. Our study extends the previous work in that we deal with es-
timation and model uncertainty issues and a challenging valuation problem in the same
context.

The price of an option depends on the model describing the behavior of the underlying
instrument. Most approaches specify a particular stochastic process to represent the price
dynamics of the underlying asset and then derive an explicit pricing model. However,
neither the true model, nor its parameter values are known. A common practice is to
assume a relatively simple model, and to use point estimates of the model parameters or
to calibrate them using the prices of other options. Yet many options in practice require an
elaborate time-series specification for the price dynamics of the underlying asset, since
a too simple model might fail to explain the price of its derivative (see, for example,
Brigo and Mercurio, 2001). Hence, it becomes difficult at best to derive explicit pricing
formulae. Furthermore, with the additional complexity of a rich time-series specification,
estimation uncertainty becomes a genuine concern.

In this article we utilize the constant elasticity of variance (CEV) model, introduced
by Cox and Ross (1976), to model the equity index process. It generalizes the geometric
Brownian (GBM) model, which underlies the Black-Scholes approach to option valua-
tion. Although being a generalizition, the CEV process is still driven by one source of
risk, so that option valuation and hedging remain straightforward. For stochastic inter-
est rate, we assume the Chan-Karolyi-Longstaff-Sanders (CKLS) model (see Chan et al.
(1992)), which generalizes several commonly used short-term interest rate models.

Equity-linked insurance savings contracts are characterized by an interest rate guaran-
tee and some bonus distribution rules, which typically provide the policyholder partici-
pation at some specified rate in an underlying index. One of the most common options
available is the possibility to exit (surrender) the contract before maturity and receive
a lump sum reflecting the insurer’s past contribution to the policy minus some charges.
These American-style options are called surrender options. In the related research the
emphasis has been on the mathematics of pricing these options and on Monte Carlo ex-
periments.

Following the tradition of equivalence principle in the premium setting, one also deter-
mines the fair bonus rate, that is, the break-even participation rate for which the fair value
of the contract equals the initial investment. In this article we describe in detail how to
apply Bayesian statistics to value equity-linked savings contracts including surplus op-
tions using a fairly realistic model for assets and interest rates. One could also consider
this type of contract as a life-insurance contract in a way that the model provides an upper
bound for insurance liabilities. Then one can interpret the policyholder to survive until
the maturity of the contract as Ballotta et al. (2006) note.
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We follow Bunnin et al. (2002) who use Bayesian numerical techniques to price a
European Call option on a share index. The two major benefits from using Bayesian
techniques are that we can explicitly acknowledge the risks associated to model choice
and parameter estimation. In order to value American-style options we use the Tsitsiklis
and Van Roy (1999, 2001) regression approach, which approximates the value of the
option against a set of basic functions.

From the methodological point of view we address questions about: (i) implementa-
tion of MCMC to estimate the underlying diffusion processes, (ii) implementation of the
regression method to determine the fair price of the insurance contract and its confidence
interval, and (iii) solution of an inverse problem to determine the fair bonus rate and its
confidence interval. From a more applied point of view we investigate the effect of the
contract conditions, such as contract length, guaranteed interest rate and penalty rate,
on the fair bonus rate and its estimation accuracy. Furthermore, we compare the results
obtained in constant and stochastic interest rate environments, and briefly note the dif-
ferences in model fit and valuation results between the used CEV model and the simpler
GBM model.

The paper is organized as follows. Section 2 introduces the framework and model,
Section 3 presents the estimation and evaluation procedures and Section 4 the empirical
results. The final Section 5 concludes.

2. THE FRAMEWORK
2.1. The equity-linked savings contract

Our goal is to price an equity-linked savings contract. The contract is not exactly any
of the yet existing products, but it has many features covering a large scale of different
types of policies.

The contract consists of two parts. The first part is a guaranteed interest and the second
part a bonus depending on the yield of some total return equity index. Thus, our product
resembles equity-indexed annuities in the United States and equity-linked insurance con-
tracts in Germany. On the other hand, in some equity-linked contracts the bonus is linked
to a fund or combinaton of funds, for example in variable annuities in the United States
or segregated fund contracts in Canada (see Hardy, 2003).

We denote the amount of savings in the insurance contract at time ¢; by Y(#;). Then its
growth during a time interval of length § = 7, — ¢; is given by

Y(ti+l)
Y(%)

X(ti+1) )
=gd + bmax|0,log ——= - gd|, 1
g g X g (D

log
where X(t;) = j:o S(ti-j)/(g + 1) is a moving average of a total return equity index S (;),
g is a guaranteed rate and b is a bonus rate, the proportion of the excessive equity index
yield which is returned to the customer. In this study we use the time interval 6 = 1/255,
where 255 is approximately the number of the days in a year on which the index is quoted,
and the lag length of the moving average is chosen to be ¢ = 125 (i.e., half a year). The
use of a moving average decreases the volatility of the contract value, and thus facilitates
hedging.
The model also incorporates a surrender (early exercise) option and possibility for a
penalty p which occurs if the customer reclaims the contract before the final expiration
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date. If the penalty is set at a too high level, the contract becomes like a European-style
option, which is exercised only at the end of the contract period. A further condition is
that there will be a 1 % penalty if the contract is reclaimed during the first 10 working
days. This condition essentially improves the estimation described in Section 3.3.2.

In the following, we will consider the two cases where (i) the riskless interest rate is
fixed at a predetermined value r, or (ii) is assumed to be stochastic. For the constant
interest rate » the guaranteed rate g is set at kr throughout the entire contract period for
some constant £ < 1. In the case of stochastic interest rate, the guaranteed rate is fixed for
one year at a time. It is set annually at kr,, where 7, is the riskless short-term interest rate
at time ¢. By setting the guaranteed rate for one year at a time and not daily, the insurance
company can better hedge its liabilities, and on the other hand, the customer will have a
better idea of the guaranteed growth rate.

In this framework the penalty p for early exercise and the parameters &, g and b are
predefined by the insurance company. However, in the case of a stochastic interest rate, g
is reset annually. We will determine a fair bonus rate b so that the risk-neutral price of the
contract is equal to the initial investment. This gives the contract a simple structure and
makes its costs and returns visible and predictable for the insurer and the customer. Our
main interest is to study the effects of the expiration date, guaranteed rate and penalty rate
on the fair bonus rate in both constant and stochastic interest rate cases.

The equity-indexed annuity contract has a modification called an annual ratchet in
which the index participation is evaluated year by year. Each year the amount of savings
is increased by the greater of the floor rate, which is usually 0 percent, and the increase
in the underlying index, multiplied by the participation rate. Our contract is similar to
this apart from being evaluated on a daily basis. Our contract type is better linked to
the dynamics of the financial markets, since the customer may follow the growth of the
savings daily and also exercise the contract at market value.

2.2. Model with constant interest rate

The constant elasticity of variance (CEV) process introduced by Cox and Ross (1976)
is used to model the equity index process. It is a nonnegative diffusion process, defined
by the stochastic differential equation (SDE)

dS, = uS dt +vS|~*dw,, )

where u, v (> 0) and « are fixed parameters and I, is a standard Brownian motion under
a real-world probability measure . If @ = 0, the process (2) becomes a geometric Brow-
nian motion. In the estimation, we assume that @ > 0, which means that the volatility is
smaller for larger values of S,. If @ > %, there is a positive probability that the process
converges to zero. The model may also be written in the form

ds, =rS,dr +vS!dz, (3)

where r is the riskless short-term interest rate and Z; a standard Brownian motion under
a risk-neutral probability measure Q. The parameters y, v and @ are unknown and will be
estimated.

The transition densities of the process (2) have closed form solutions which use the
modified Bessel function of the first kind (see Bunnin et al., 2002). However, we found



6 LUOMA, PUUSTELLI, KOSKINEN

the Euler discretization of the process to be accurate enough for estimation and simulation
purposes, since our discretization interval is only one working day. The Euler scheme is
the simplest standard method for approximate simulation of stochastic differential equa-
tions; for further details, see Tacus (2008) or Glasserman (2004).

Assuming that the discretized process (2) has been observed at equally-spaced time
points 0, 6§, ...N§, the likelihood function can be written in the form

N

1 (ASis — uS (i—1)65)2
PO0) = l_[ T (_ a2s2-as )
=1 /27rv2S(i_1)6 ) Y (i-1ys
where y is data, 6 = (u, v,@) and AS ;s = S5 — S(i-1)s-

2.3. Model with stochastic interest rate

In our second set-up, we assume that the dynamics of riskless short-term rate », and
stock index S, are described by the following system of SDEs:

dr; = k(& — ry)dt + a'r;ydW,(l), (4a)
ds, = uS,dr + vs!=@dw®, (4b)

with Wt(]) and W two standard Brownian motions, correlated through W,(z) = pW +
V1 =p? W,G), where Wfl) and Wf) are independent standard Brownian motions under a
real-world probability measure. Thus the correlation of W,(I) and Wt(z) is p.

The short-term interest rate model (4a) was introduced by Chan et al. (1992), who
provide a useful summary of short-term interest rate models in their paper. The two most
commonly used models which may be derived from this model by parameter restriction
are the following: If y = 0, the model becomes the Ornstein-Uhlenbeck process, proposed
by Vasicek (1977) as a model of the short rate, and, if y = %, it becomes a square-
root diffusion referred to as the Cox-Ingersoll-Ross (CIR) model (Cox et al., 1985). In
estimation, the parameters «, &, o and 7y are assumed to be positive.

Substituting Z" = W and Z& = WP + (u - r)v (1 - p2)1/28%ds, the system of
SDEs (4a) and (4b) becomes

dr, = k(€ = r)dt + o7 dZV, (5a)
ds, = rS,dt + vS)*dz?, (5b)

where Zt(z) = pZt(l) + 41 - pzZ,G). Now a risk-neutral probability measure Q may be

introduced by assuming that Z" and Z*®) are two independent standard Brownian motions
under this measure. It can then be shown that the discounted price S, = S, exp(— fot rsds)
is a martingale under Q.

The transition densities of the bivariate process described by (4a) and (4b) do not have
a closed form solution, and we will use its Euler discretization to estimate the unknown
parameters «, &, 0, v, i, v and @. Accordingly, we will simulate the risk-neutral process
using the Euler discretization of (5a) and (5b).

In order to obtain numerical stability in estimation, we reparametrize model (4a) as

dx, = (B — kx,)dr + 7x/dW Y,
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where x; = 100 7, (the interest rate given in percentages), 8 = 100 «& and 7 = (100)! 0.
Assuming that the bivariate process has been observed at equally-spaced time points
0,6, ...N&, the likelihood function can be written in the form

N 2
1 (Axis = (B — kX(i-1)5)0)
p(y16) = H TP (— 3
i=1 2m'2x(17_1)65 2t X(i-1)s0
il 1
X
- 2(1-a
i=1 \/27TV2S(i(_1)5)(1 - p?)6
2
(AS is — MS (i-1)50 — VS (l,-:‘f)(;PA W,-(;))
exp|— (6)

22851 - p?)o

where y is data, 0 = (u, v, @, B,k, 7,7, p), Axis = Xis — Xi-1)s, ASis = Sis — S (i-1)s and

A = Xis — X(i—1ys — (B — KX(i-1)6)0
is = )

Y
TX(i-1)s

3. ESTIMATION AND EVALUATION PROCEDURES
3.1. The Metropolis algorithm

The unknown parameters of the stock index and interest rate models are estimated us-
ing Bayesian methods. This makes it possible to take parameter uncertainty into account
when evaluating the fair prices of derivatives. We follow Bunnin et al. (2002) who sim-
ulate the paths of the underlying asset using the posterior predictive distribution of the
underlying asset. In their framework the posterior predictive distribution is constructed
by averaging over alternative models and their parameters, thus taking into account the
uncertainty related to them. However, we do not average over models, since we assume
that model uncertainty can be taken into account by using a sufficiently general, contin-
uously parametrized family of distributions. This approach is recommended in Section
6.7 of Gelman et al. (2004). We also use an estimation algorithm different from the SIR
algorithm used by Bunnin et al. (2002). Even though this algorithm is fast and relatively
simple, it requires an informative and carefully adjusted prior, which makes its use la-
borious when several parameters should be estimated. Instead, we use the Metropolis
algorithm introduced by Metropolis et al. (1953) to simulate the joint posterior distribu-
tion of unknown parameters in both fixed and stochastic interest rate cases.

The Metropolis algorithm is a Markov Chain Monte Carlo (MCMC) method, and can
be used to simulate Markov chains with given stationary distributions. The MCMC meth-
ods are especially useful when direct sampling from a probability distribution is difficult.
The Metropolis algorithm is more flexible than the Gibbs sampler, which presumes the
ability to generate random variates from the full conditional distributions of the target
distribution. In order to implement the Metropolis algorithm, one only needs to know the
joint density function of the target distribution up to a constant of proportionality.

Suppose that we wish to simulate a (multivariate) distribution with density p(6). The
algorithm works as follows: We first assign an initial value 6° such that p(6°) > 0 from
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a starting distribution po(6). Then, assuming that vectors 6°,6', ...,6'~! have been gen-
erated, we generate a proposal * for ¢ from a jumping distribution J(6*|¢"~") which is
symmetric in the sense that J(6,|0,) = J(6,|6,) for all 6, and 6. Finally, iteration ¢ is
completed by calculating the ratio

L PO
")

and by setting the new value at

, 6" with probability min(r, 1)
=1 .
% otherwise.

It can be shown that, under mild conditions, the algorithm produces an ergodic Markov
Chain whose stationary distribution is p(d). We see that the transition kernel T(#'|0""!) is
a mixture of discrete probability at ¢ = #~! and the jumping density J(6*|6""").

As mentioned above, we use the Metropolis algorithm to simulate the posterior distri-
bution. The posterior density is proportional to the product of the prior density and the
likelihood,

p(6ly) o p(O)p(y16).

We use an improper uniform prior distribution

1 when |p| < 1 and min(B, «, T, v, @) > 0
p(0) « .

0 otherwise
for the bivariate model of stock index and stochastic interest rate. The posterior func-
tion is thus proportional to the likelihood (6) in a feasible region of parameters. For the
univariate stock index model (2) we use a uniform prior with the restriction min(v, @) > 0.

3.2. Pricing American options with regression methods
3.2.1. Point estimation of option prices

The equity-linked savings contract we want to price is in practice an American option
with a path-dependent moving average feature. An American option gives the holder
the right to exercise the option at any time up to the expiry date 7. In pricing we adopt
the least squares method introduced by Tsitsiklis and Van Roy (1999, 2001). It is a
simple but powerful approximation method for American-style options. Longstaff and
Schwartz (2001) provide a slightly different version of the method. In the following brief
introduction we follow Glasserman (2004).

The pricing of an American option is based on an optimal exercising strategy. Let us as-
sume that the relevant underlying security prices of the economy follow a d-dimensional
Markov process X(7) and that the payoff value of the option at time ¢ is given by A(X(7)).
The process X(7) may be augmented to include a stochastic interest rate r(¢) and, in the
case of path-dependent options, past values of the underlying processes as well.

Furthermore, let 7~ denote a set of admissible stopping times with values in [0, T'].
More specifically, we assume that the decision whether to stop at time 7 is a function of
X(?) and that the option can only be exercised at the m discrete times 0 < #; < #, < --- <
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tn = T. (If desirable, one can improve the approximation to continuously exercisable
options by increasing m.) The goal in optimal exercising is to find a stopping time max-
imizing the expected discounted payoft of the option. The price of the option is given

by
exp (— f ' r(s)ds) i,(X(T))] ,
0

where {r(¢),0 < ¢ < T} is an instantaneous short rate process and the expectation is taken
with respect to the risk-neutral probability measure.

To simplify notation we will write X(#;) as X;. Let A denote the payoff function for
exercise at #; and fG(x) the value of the option at #; given X; = x. One can then represent
pricing algorithms recursively as follows:

supE
TeT”

Vin(x) = hyu(x)
Vie1(x) = max{hi (x), E[Di_ (XD V(X)X = x1), i=1,...,m,

where D;_1 ;(X;) is the discount factor from #_; to #;. We thus assume that the discount
factor is a function of X;, which may be achieved by augmenting X;, if necessary. Usually,
it is given by D;_; (X;) = exp (— ft: r(u)du), but it is also possible to use a numeraire
process other than the one based on riskless interest, provided that the expectation is
taken with respect to a measure consistent with that numeraire. One can also show that
equivalent to the procedure described above is to deal with time zero values 4;(x) =
Dy i(x)hi(x) and Vi(x) = Do (x)7i(x), i = 0,1, ..., m (see Glasserman, 2004). Then, at time
t;, the decision to continue is based on comparing the discounted immediate exercise value
hi(x) with the corresponding discounted continuation value C;(x) = E[Viy1 (Xix1)IX; = x].
In the sequel, we will use these time zero values in order to simplify notation.

In regression methods it is assumed that the continuation value may be expressed as
the linear regression

M
E[Vit (XX = x] = D Bitho(),
r=1
for some basis functions ¥, : R4 — R and constants Bir, ¥ = 1,..., M. In order to estimate
the coeflicients one first generates b independent paths {Xi j,..., X, ;}, j = 1,...,b, and

sets f/m, ;= hn(X,;), j=1,..,b, at terminal nodes. Then one proceeds backward in time
and, using ordinary least squares, fits at time #; the regression model

M
I’}'i+1,j(/Yi+1,j) = Zﬂi,rl//r(Xi,j) +€;, Jj=1,..b, @)
r=1

where € ; are residuals. The estimated value of the option for path ; at time ¢ is
V. ; = max{hi(X; ), Ci(X; )},

where C;(X; ) is the fitted value from Equation 7. Finally, the estimate of the option price
is given by Vo = (V1.1 + ... + ¥1.4)/b.
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3.2.2.  Determining upper and lower bounds for option prices

Glasserman (2004), Andersen and Broadie (2004) and Haugh and Kogan (2004) de-
scribe in detail methods to determine the upper and the lower bounds for the price of
an American option. These bounds are important in assessing the reliability and ac-
curacy of the price estimate. For the lower bound, one needs to simulate new paths
{Xij,..., X}, j = 1,..,b, of the underlying process, independent of the paths used to
estimate the regression coefficients. Define a stopping time as

#; = min{i : hi(X;)) = Ci(Xip)},

which is the first time when the immediate exercise value is greater than or equal to the
estimated continuation value. The estimated continuation value C;(X; ;) may be computed
using the estimated regression model or some other method. The low estimator for a
single path j is

V= h?/ (Xz,)

and the lower bound of the price is estimated as the mean of low estimators over all paths.
Since no policy can be better than an optimal policy, this results in a low biased estimator.
The upper bounds are based on the inequality

Vo(Xo) = sup E[A-(X7)] < E[ max {h;(X;) — M},
T i=1,..., m
where M = {M;,i = 0,...,m} is any martingale with A, = 0. It can be shown (see
Glasserman, 2004) that this inequality holds with equality when M is defined as

M=A1+...+Ai, i:1,...,m,

where
A= ViX) - EVOOIXir ], i=1,eum. ®)

There are two methods for constructing martingales // which approximate the opti-
mal martingale M. The first method uses approximate value functions and the second
approximate stopping times. We will use the first method, since it is less computationally
intensive. For this method, one also needs to simulate new paths of the underlying pro-
cess, independent of the paths used to estimate the regression coefficients. Suppose that
we have simulated b additional paths {X;, ..., Xi;}, j = 1,..., b. Then the option value at
time 7 + 1 on path j is estimated as

IA/H-l()(i+l,j) = max (hi+l ()(i+1,j) > CAvi+l ()(i+l,j)) s
where the continuation value, Cy, (Xi+1, j), is computed using the estimated regression

model.
Now we could use the martingale differences

Aivrj = Vier (X)) — E(f/i+1(X5+1,j)|Xij = x)
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to approximate the optimal differences (8) if we knew the expected value. However, the
expectation can be replaced by a mean of nested simulations as follows: At each step
X, of the Markov chain, new successors Xl(f)lj, k =1,2,...,n, are generated, and the
corresponding option values,

o (1),) = max (11 (X9 Cio (165, ).

i+1,/ i+1,/ i+1,/

are computed. Then we can define the martingale differences as follows:
~ A 1 & A X(k)
Ai+1,j = i+l()(i+l,j) - ; kZ:‘ Vi+1 ( l‘+1’j)’

and use them as an approximation to (8).
The corresponding martingale values are given by

Mm,j = M} + AHI,_j
with AA/[Q,- = 0. The upper bound of an option may now be estimated as

b
max (hi(X;) - My).

J=1

..........

3.3. Implementation
3.3.1.  Choosing the regression variables

In our application, the continuation values of the option depend on the path of the un-
derlying index value in a complicated way. Theoretically, we would need g + 1 state
variables (or g + 2 in the case of stochastic interest rate) to satisfy the Markovian assump-
tion of the process. However, we consider that the current value of the index, its moving
average, and the first index value appearing in the moving average may be used to predict
the continuation value reasonably well. The use of the moving average may be motivated
by observing that the growth of savings in the insurance contract depends on the path of
the moving average (see Equation 1). The current index value and the first value appear-
ing in the moving average help predict the future evolution of the moving average. The
current amount of savings also helps predict the continuation value, but it is not included
in the regression variables. Instead, it is subtracted from the regressed value before fitting
the regression and subsequently added to the fitted value.

To avoid under- and overflows in the computations, the regression variables are scaled
by the first index value. Thus, the following state variables are used:

_S@)
Xi(t) = 5(0)
108t/ (g+1)
_ j=0 J
X)) = S(0)
X3(t) = S(tig)

5(0)
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However, multicollinearity problems would occur if all the variables X;, X, and X3 were
used at all time points. In fact, X3 would be equal for all simulations paths for i < ¢ and
the moving averages X, would be very close to each other for small values of i. Therefore,
we apply the following rule: The variable X; alone is used for i < ¢/2, X; and X, are
used for ¢/2 < i < 3¢/2 and all variables are used for i > 3¢/2.

We use Laguerre polynomials, suggested by Longstaff and Schwartz (2001), as basis
functions. More specifically, we use the first two polynomials

Lo(X) = exp(~X/2)
Li(X) = exp(-X/2)(1 - X)

for the variables X, X; and X;. In addition, we use the cross-products Lo(X7)Lo(X2),
L()(Xl)Ll(Xz), Ll(Xl)L()(Xz), L()(Xl)L()(X3) and L()(Xz)L()(X3). We also tried addlng L2,
and r, in the case of stochastic interest rate, but these did not improve valuation accuracy.
Thus, we have altogether 11 explanatory variables in the regression. At the time points
where only X is used we have only two explanatory variables, Lo(X;) and L;(X).

3.3.2.  Inverse problem

Using the procedure described above we can determine the option price (i.e., the price
of the insurance contract) when the bonus rate b and the guaranteed rate g have been
given. However, we are interested to determine the bonus rate so that the price of the
contract is equal to the initial savings. The problem of determining b is a kind of inverse
prediction problem, and we need to estimate the option value for various values of b.
Since there are several sources of uncertainty involved in the estimation, we also need
to repeat it several times for fixed values of . We end up estimating a regression model
where the option price estimates are regressed on the corresponding bonus rates. We
found the third degree polynomial curve to be flexible enough for this purpose. After
fitting the curve, we solve the bonus rate b for which the option price is equal to 100,
which we assume to be the initial amount of savings.

We repeat this procedure for the upper and lower bounds of the prices. Thus, we
estimate altogether three regression models, represented by three cubic polynomial curves
(see Figure 1). The intersections of the horizontal line at price level 100 with the upper
and lower bound curves yield lower and upper bounds for the fair bonus rate, respectively.
In order to facilitate the estimation of the lower bound of the fair bonus rate we set the
further condition that there is a 1% penalty for reclaiming the contract during the first ten
days.

Prior to fitting the polynomial, it is, however, necessary to determine an initial interval
for the solution. For this purpose we developed a modified bisection method. In this
method, one first specifies initial upper and lower limits for the bonus rate; we use the
values / = 0 and # = 1. Then one estimates the option price as well as its upper and lower
bounds at (/ + u)/2. If the lower bound of the price is greater than 100, the upper limit of
the bonus rate is set at u — (u — [)/4; if the upper bound of the price is smaller than 100,
the lower limit of the bonus rate is set at / + (u — /)/4. In other cases the upper limit of
the bonus rate is set at u — (v — /)/8 and the lower limit at / + (u — /)/8. This procedure
is continued until # — / = 0.25. Note that the new limit is not set in the middle of the
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interval, as is done in the ordinary bisection method, since this might lead to missing the
correct solution due to the randomness of price estimates.

Figure 1 illustrates the estimation procedure. The option price and its lower and upper
bounds are estimated for 10 different bonus rates, and the estimation is repeated 10 times
for each bonus rate, which produces 300 points to the scatter plot. Each estimation is
based on 1000 simulated paths. The limits for the bonus rate were determined using
the modified bisection method described above. When producing this figure, the time to
maturity was set at 3 years, the guaranteed rate at 0, the penalty rate at 0 and the constant
interest rate at 0.04. We can see that the fair bonus rate is approximately 0.33, the lower
bound 0.31 and the upper bound 0.37.
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FIG. 1. Option price estimates (black diamonds), upper bounds (gray triangle point up) and lower bounds
(gray triangle point down) vs. bonus rates.

As mentioned above, the bonus rate is solved from the equation y = f(x), where y is
the price of the contract and

F(x) = Bo + Brx + Box® + Bsx® = X'B, )

with B = (B, B1. B2, B3)’ the ordinary least squares (OLS) estimate of the cubic regression
model and x = (1, x, x?, x*)" a regression vector. The purpose of the initial penalty rate is
to ensure that there is exactly one solution in the relevant interval.

Using the delta method, one also obtains an approximate variance for the estimate of
X:

1 1 A
Var(®)  ——— Var(f(x)) =~ X' Cov(p)X.

P (B1 +2B:% + 35 )
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4. EMPIRICAL RESULTS
4.1. Estimation of the parameters

In order to experiment with actual data and to estimate the unknown parameters of
the models (2) and (4a,4b), we chose the following data sets: As an equity index we
use the Total Return of Dow Jones EURO STOXX Total Market Index (TMI), which is
a benchmark covering approximately 95 per cent of the free float market capitalization
of Europe. The objective of the index is to provide a broad coverage of companies in
the Euro zone including Austria, Belgium, Finland, France, Germany, Greece, Ireland,
Italy, Luxembourg, the Netherlands, Portugal and Spain. The index is constructed by
aggregating the stocks traded on the major exchanges of Euro zone. Only common stocks
and those with similar characteristics are included, and any stocks that have had more
than 10 non-trading days during the past three months are removed. In estimation, we
use daily quotes from March 4th, 2002 until December 6th, 2007.

As a proxy for riskless short-term interest rate, we use Eurepo, which is the benchmark
rate of the large Euro repo market. Eurepo is the rate at which one prime bank offers
funds in euro to another prime bank if in exchange the former receives from the latter
Eurepo GC as collateral. It is a good benchmark for secured money market transactions
in the Euro zone. In the estimation of the interest rate model we use the 3 month Eurepo
rate, since it behaves more regularly than the rates with shorter maturities. Both the index
and interest series are presented in Figure 2.

Dow Jones EURO STOXX TMI

400
|

200
|

2002 2003 2004 2005 2006 2007 2008

Time

Eurepo, 3 months

0.035

0.020

2002 2003 2004 2005 2006 2007 2008

Time

FIG. 2. The equity index and interest series.

We had no remarkable convergence problems when estimating the model parameters.
We used three chains in MCMC simulation, and all of them converged rapidly to their
stationary distributions. The summary of the estimation results, as well as Gelman and
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Rubin’s diagnostics (see Gelman et al., 2004), are given in Appendix A. The values of
the diagnostic are close to 1 and thus indicate good convergence. All computations were
made and figures produced using the R computing environment (R Development Core
Team, 2010). To speed up computations we coded the most time consuming loops in
C++. The code and data needed to replicate the results of this article are available at
http://mtl.uta.fi/codes/savings.

Density
Density

06 07 08 09 1.0 11 1.2 0.4 0.6 0.8 1.0

FIG. 3. Posterior distributions of the parameters @ (index model) and vy (interest rate model).

The posterior distributions of the parameters @ (Equation 2) and y (Equation 4a) are
shown in Figure 3. As already noted in Section 2.2, the CEV model becomes the geo-
metric Brownian motion (GBM) when « = 0. The figure reveals clearly that the posterior
probability of @ being around zero is vanishingly small, which makes the GBM highly
improbable. We also tested its use in the pricing of the contract, and found that it gave
substantially lower bonus rates than the more general alternative. Both models have, un-
der the risk-neutral probability measure, equal expected yields for the underlying index,
but the volatility will be greater with the GBM, since in the CEV model the volatil-
ity decreases as the level of the process increases. But greater volatility increases the
probability of great profits, while not increasing the probability of great losses, since the
accumulated capital is guaranteed to the customer. Consequently, the fair bonus rate is
smaller in the case of the GBM.

This illustrates how our approach to use general models efficiently prevents the model
error resulting from the use of a too simple model. On the other hand, we see thaty = 1/2
is not highly improbable in the interest rate model, so the model error would not be large
if the CIR model were used instead of the more general CKLS model. The statistical
inference of the parameters @ and y seems to be robust to the choice of data, since their
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posterior distributions remained similar when we included the data from year 2008, which
was exceptional in that there was a collapse both in the stock markets and the interest rate.

Clearly, the fit of the index process could be further improved by modeling the volatility
as a separate process. Such a stochastic volatility model would, however, be more difficult
to estimate, and the valuation and hedging of the contract would be considerably more
complicate.

4.2. Evaluation of the fair bonus rate

There are several parameters which may be varied in the equity-linked savings contract
described by Equation 1. These include the duration of the contract, the lag length of
the moving average, and the guaranteed rate. Furthermore, the number of simulated
paths needs to be decided when the contract price is estimated, as well as the number
of estimation repetitions when the fair bonus rate is determined. When the interest rate
is assumed to be constant, it must be fixed at some predefined level, while when it is
assumed to be stochastics, its starting level must be given. Our model also incorporates
a possibility for a penalty rate which the customer has to pay if he reclaims the contract
before the final expiration date. When the penalty rate is set at a high level, the price of
the contract is determined like that of a European option, since then it is usually more
profitable for the customer to keep the contract until the final expiration date.

We compared the accuracy of fair bonus rate estimation in the following two cases:
first, we simulated 1000 paths to estimate the contract price and repeated the estimation
250 times to estimate the fair bonus price using the regression model (9), and, second,
used 500 simulation paths and repeated it 500 times. We found that the standard error
of the bonus rate estimate was in the second case almost twice as large as in the first
case. This indicates that it is more important to increase the number of paths in the option
price calculation than the number of repetitions in the bonus rate calculation. However,
the differences in the bonus rate estimates resulting from the use of these two simula-
tion schemes were very small; the maximum difference was 0.6 percentage units in our
simulations.

The estimates of the fair bonus rate and the 95 % confidence intervals in the cases
of constant interest rates 0.04 and 0.07 are shown in Tables 1 and 3, respectively. The
confidence interval is calculated using the lower (b;) and upper (b,) estimates of the fair
bonus rate and their standard errors:

CI = (b = 1.96 s.e.(by); by + 1.96 s..(b,)).

The guaranteed rate was set at 0, 1/3 and 2/3 of the interest rate, that is, 0, 0.013 and
0.027 for r = 0.04, and 0, 0.023 and 0.047 for » = 0.07. The corresponding results for the
stochastic interest rate case with the starting interest rate levels 0.04 and 0.07 are shown
in Tables 2 and 4, respectively. The guaranteed rate was not fixed at a constant value
throughout the entire contract period but for one year at a time. More specifically, it was
set at 0, 1/3 and 2/3 of the short-term rate at intervals of one year. In all the cases, the lag
length of the moving average was 125 days, the number of simulated paths was 1000, the
number of option price estimations used to determine the fair bonus rate with its upper
and lower bounds was 300 (100 for each estimate), and the number of nested simulations
used to determine the option price upper bounds was 40.
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TABLE 1.

Fair bonus rates and their 95 % confidence intervals in the case of constant interest rate » = 0.04.

contract guarantee  penalty CI fair bonus CI
length rate rate lower bound rate upper bound
3 0 0 0.308 0.327 0.387
3 1/3 0 0.217 0.234 0.299
3 2/3 0 0.120 0.133 0.167
3 0 0.02 0.485 0.496 0.509
3 1/3 0.02 0.364 0.368 0.378
3 2/3 0.02 0.201 0.205 0.211
10 0 0 0.295 0.326 0.415
10 1/3 0 0.221 0.259 0.310
10 2/3 0 0.109 0.14 0.177
10 0 0.02 0.452 0.475 0.499
10 1/3 0.02 0.343 0.357 0.374
10 2/3 0.02 0.199 0.206 0.216
TABLE 2.

Fair bonus rates and their 95 % confidence intervals in the case of stochastic interest rate
with » = 0.04 as the starting level.

contract guarantee penalty CI fair bonus CI
length rate rate lower bound rate upper bound
3 0 0 0.304 0.322 0.390
3 1/3 0 0.213 0.236 0.302
3 2/3 0 0.115 0.135 0.169
3 0 0.02 0.484 0.496 0.509
3 1/3 0.02 0.363 0.368 0.379
3 2/3 0.02 0.204 0.206 0.213
10 0 0 0.255 0.334 0.443
10 1/3 0 0.197 0.258 0.322
10 2/3 0 0.102 0.141 0.177
10 0 0.02 0.440 0.477 0.503
10 1/3 0.02 0.334 0.361 0.378
10 2/3 0.02 0.198 0.210 0.219

By comparing Tables 1 and 3 (or Tables 2 and 4) one can see that the fair bonus rate is
larger when the interest rate is larger. The reason is that the level of the index grows more
rapidly when the interest rate is larger, since the ’percentage drift’ equals the riskless
interest rate under risk-neutral probability. This makes negative returns in the moving
average of the stock index less probable, and the feature of the contract which protects
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TABLE 3.

Fair bonus rates and their 95 % confidence intervals with constant interest rate » = 0.07.

contract guarantee  penalty CI fair bonus CI
length rate rate lower bound rate upper bound
3 0 0 0.481 0.508 0.575
3 1/3 0 0.364 0.386 0.447
3 2/3 0 0.208 0.225 0.277
3 0 0.02 0.675 0.697 0.728
3 1/3 0.02 0.546 0.566 0.584
3 2/3 0.02 0.340 0.344 0.352
10 0 0 0.470 0.507 0.590
10 1/3 0 0.341 0.385 0.459
10 2/3 0 0.210 0.236 0.294
10 0 0.02 0.638 0.683 0.730
10 1/3 0.02 0.516 0.556 0.591
10 2/3 0.02 0.330 0.356 0.370
TABLE 4.

Fair bonus rates and their 95 % confidence intervals in the case of stochastic interest rate
with » = 0.07 as the starting level.

contract  guarantee  penalty CI fair bonus CI

length rate rate lower bound rate upper bound
3 0 0 0.479 0.507 0.570
3 1/3 0 0.354 0.379 0.455
3 2/3 0 0.198 0.223 0.277
3 0 0.02 0.664 0.690 0.719
3 1/3 0.02 0.533 0.555 0.569
3 2/3 0.02 0.325 0.331 0.337
10 0 0 0.446 0.501 0.606
10 1/3 0 0.327 0.383 0.476
10 2/3 0 0.181 0.227 0.297
10 0 0.02 0.606 0.667 0.707
10 1/3 0.02 0.475 0.534 0.565
10 2/3 0.02 0.299 0.330 0.345

the accumulated capital against negative returns becomes less important. This, in turn,
decreases the contract price, which is compensated by the increase in the fair bonus rate.

The results in Tables 1 and 2 show that the fixed and stochastic interest rate models
with initial interest rate » = 0.04 produce similar estimates for the bonus rates. However,
Tables 3 and 4 suggest that there is a a systematic difference between the constant and
stochastic interest rate models when the initial interest rate is larger (» = 0.07). The
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estimated bonus rates tend to be smaller in the stochastic interest rate model. The reason is
probably the mean-reverting property of the interest rate model, which causes the interest
rate to decrease during the contract period. This phenomenon is emphasized when there
is a penalty in the contract, which in most cases detains optimal stopping until the final
expiration date. The increase in the guaranteed rate also magnifies the difference, which
may also be explained by the drop in the interest rate.

The result tables indicate that the duration of the contract does not generally affect the
bonus rate. However, when the contract includes a penalty and the guaranteed rate is 0 or
1/3 of the short-term interest rate, the fair bonus rate of the 10 years contract seems to be
lower than that of the 3 years contract. If the discounted process of the payoft value (i.e.,
the immediate exercise value) were a martingale for some bonus rate, this would be the
fair bonus rate for all maturities. However, this process is martingale only approximately,
since the expectation of the future values depends on the path of the index, not only
the current value of the savings. Furthermore, the payoft value process is discontinuous
because of the penalty conditions.

The confidence intervals are largest with stochastic interest rate and long maturity, and
shortest with fixed interest rate and short maturity. Moreover, the length of the confidence
interval decreases as the guaranteed rate increases. This can be clearly seen from Figure
4. The figure also reveals that the estimated fair bonus rates are closer to their lower
limits than their upper limits when the interest rate is fixed or when the interest rate is
stochastic and the guaranteed rate is small. The insurance company probably wishes to
set the bonus rate close to its lower limit, and it is good news to the customer that this
lower limit is not far from the estimated fair value.

The result tables also show that the confidence intervals are shorter when the penalty
is included in the contract. The reason is that the penalty changes the contract closer
to a European-style option, which removes the uncertainty related to optimal stopping.
Standard errors of the various estimates are shown in Tables 7, 8, 9 and 10 of Appendix
B, and they indicate that the estimation errors related to Monte Carlo simulation are also
smaller when the penalty is included. On the other hand, the standard errors are similar
in the fixed and stochastic interest rate models.

There is an error related to the use of Euler discretization in estimation and simula-
tion. However, the effect of discretization is vanishingly small, since our discretization
interval is very short, one working day. If daily data were not available, one could use
the high frequency augmentation technique described in Jones (1998) for estimation. On
the other hand, it is important to select appropriate index and interest rate models. For
example, a failure to choose a realistic model for the stock index might lead to over- or
underestimation of volatility, which would make the price estimates biased. Finally, one
should note that the regression methods used in determining prices of American options
are approximative. In addition to Monte Carlo simulation errors, there is a modelling
error related to the choice of regressors. These error sources are taken into account in the
confidence intervals.

An important issue which we have not tackled here is the hedging of the contract lia-
bility. Our contract is so complicated that it would probably be infeasible to transfer the
liability to a third party. This would also increase the overall costs. Instead, the insurer
should manage the risk internally by constructing a replicating portfolio. This portfolio
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FIG. 4. Fair bonus rate is plotted vs. the proportion of guaranteed rate to riskless rate when p = 0 and
r = 0.04. Dashed lines represent the case with stochastic interest rate and 7 = 10, and dotted lines the case with
constant interest rate and 7" = 3. The thick lines represent estimates and the thin lines 95% confidence intervals.

would include investments in a reference fund tracking the stock index, and a money
market account yielding the short-term interest rate. If necessary, a bond maturing at the
end of the contract period could be included to hedge against the interest rate risk. In Lu-
oma and Puustelli (2009), we have studied hedging our contract with a single-instrument
hedge, which employs the underlying stock index and a money market account.

5. CONCLUSIONS

Without sound valuation, economic capital models give a false sense of security. Hence,
valuation is the basis of financial risk management. This paper has attempted to provide
a full Bayesian analysis of an equity-linked savings contract embedding an American-
style path-dependent option in a way which leads to fair valuation. The introduced fairly
realistic and flexible valuation framework suits for the design and risk analysis of new
products. As a concrete problem we have quantified the effect of the discount rate, guar-
anteed rate and penalty rate on the fair bonus rate. We have shown how to determine
the fair bonus rate and its confidence interval using the regression method. The code
needed to utilize the introduced framework e.g. for an internal modeling, can be found at
http://mtl.uta.fi/codes/savings.

The Bayesian approach enables us to analyze estimation and model errors, and to take
estimation uncertainty into account in the valuation of the contract. Statistical methods,
when used appropriately, help detect significant discrepancies between used models and
empirical data. This in turn helps curb errors which stem from using inappropriate mod-
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els, such as a too simple asset model. By studying posterior distributions we found clear
evidence that the CEV model, which explicitly allows departures from the geometric
Brownian motion, provides a better fit to data. This is an important finding, since we
can avoid overestimating volatility, and thus the contract price, by using a more general
model.

One of the major findings of our simulation experiments was that the duration of the
contract did not generally affect the fair bonus rate. We also found that there were no
significant differences in the fair bonus rate between the stochastic and fixed interest rate
models when the initial interest rate was set at 4%. When the initial interest rate level was
set at a higher level of 7%, the fair bonus rate was estimated to be lower in the stochastic
interest rate case. This result suggests that it is more important to use a stochastic model
for the interest rate when the initial interest rate is exceptionally low or high.

The accuracy of the fair bonus rate estimates was poorest when the stochastic interest
rate model was used, the contract duration was long, and the penalty and guaranteed rates
were zero. Although the confidence interval of the bonus rate was fairly long in some
cases, the spread between the estimate and the lower confidence limit was reasonably
small. This is a good result, since the insurance company would probably set the bonus
rate close to its lower limit in order to hedge against the liability.

Since the model fit of the underlying financial time series could be further improved, it
would be interesting to study in future research how the use of more sophisticated models,
such as stochastic volatility models, would affect the valuation results. The impact of
mortality on the results could also be analysed. Furthermore, it would be of practical
importance to compare the perfomance of relevant hedging strategies.
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APPENDICES
A. Estimation results

The posterior simulations were performed using the R computing environment. The
following output was obtained using the summary function of the add-on package MCMC-
pack:

TABLE 5.

Estimation results of the index model with constant interest rate.

Number of chains = 3
Sample size per chain = 5000

1. Empirical mean and standard deviation for each variable,
plus standard error of the mean:

Mean SD Naive SE Time-series SE
mu 0.08723 0.06768 0.0005526 0.001766
log nu 3.41621 0.32460 0.0026503 0.009327
alpha 0.88321 0.05544 0.0004526 0.001592

2. Quantiles for each variable:

2.5% 25% 50% 75% 97.5%
mu -0.0448 0.04134 0.08835 0.1316 0.2185
log nu 2.7876 3.20125 3.41310 3.6349 4.0524
alpha 0.7766 0.84630 0.88314 0.9205 0.9914

Gelman and Rubin’s diagnostics
(Potential scale reduction factors):

Point est. 97.5% quantile
mu 1.00 1.01
log nu 1.01 1.03
alpha 1.01 1.03
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TABLE 6.

Estimation results of the index model with stochastic interest rate.

Number of chains = 3
Sample size per chain = 5000

1. Empirical mean and standard deviation for each variable,
plus standard error of the mean:

Mean SD Naive SE Time-series SE
mu 0.079225 0.067939 5.547e-04 0.0042595
log nu 3.402534 0.327204 2.672e-03 0.0219129
alpha 0.880626 0.055834 4.559e-04 0.0037286
kappa 0.052439 0.045232 3.693e-04 0.0018596
beta 0.221869 0.132709 1.084e-03 0.0060462
taur2 0.009487 0.001697 1.386e-05 0.0001046
gamma 0.683214 0.087154 7.116e-04 0.0051778
rho 0.091389 0.025618 2.092e-04 0.0016489

2. Quantiles for each variable:

2.5% 25% 50% 75%  97.5%
mu -0.048659 0.026263 0.079805 0.12508 0.21444
log nu 2.769493 3.176798 3.401768 3.61407 4.04341
alpha 0.772006 0.843013 0.881094 0.91714 0.98700
kappa 0.001606 0.018515 0.039505 0.07354 0.16534
beta 0.035210 0.126786 0.200871 0.29001 0.53552
taur2 0.006695 0.008333 0.009257 0.01045 0.01355
gamma 0.504586 0.627500 0.687341 0.74042 0.84705
rho 0.041503 0.075450 0.090498 0.10661 0.14419

Gelman and Rubin’s diagnostics
(Potential scale reduction factors):

Point est. 97.5% quantile

mu 1.01 1.04
log nu 1.01 1.02
alpha 1.01 1.02
kappa 1.01 1.03
beta 1.01 1.03
tautr2 1.02 1.06
gamma 1.04 1.10
rho 1.01 1.03
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B. Result tables

TABLE 7.

25

Fair bonus rate and its lower and upper bounds with standard errors in the case of constant
interest rate » = 0.04.

length of  guarantee penalty bonus SEof  lower SE oflower upper SE ofupper

the contract rate rate rate  bonusrate bound bound bound bound
3 0 0 0.327 0.009 0314 0.003 0.365 0.011
3 1/3 0 0.234 0.023 0.227 0.005 0.275 0.012
3 2/3 0 0.133 0.008 0.126 0.003 0.151 0.008
3 0 0.01 0.466 0.006 0.451 0.002 0.484 0.006
3 1/3 0.01 0.357 0.005 0.348 0.002 0.364 0.004
3 2/3 0.01 0.206 0.003 0.204 0.001 0.206 0.003
3 0 0.02 0.496 0.005 0.487 0.001 0.499 0.005
3 1/3 0.02 0.368 0.004 0.366 0.001 0.370 0.004
3 2/3 0.02 0.205 0.003 0.205 0.002 0.205 0.003
10 0 0 0.326 0.009 0.313 0.009 0372 0.022
10 1/3 0 0.259 0.015 0.245 0.012 0.283 0.014
10 2/3 0 0.14 0.014 0.131 0.011 0.157 0.01
10 0 0.01 0442 0.006 0.423 0.005 0.468 0.006
10 1/3 0.01  0.333 0.004 0.319 0.003 0.35 0.005
10 2/3 0.01 0.192 0.004 0.187 0.003 0.198 0.005
10 0 0.02 0475 0.004 0.456 0.002 0.491 0.004
10 1/3 0.02 0.357 0.003 0.347 0.002 0.366 0.004
10 2/3 0.02  0.206 0.003 0.203 0.002 0.208 0.004
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TABLE 8.

Fair bonus rate and its lower and upper bounds with standard errors in the case of stochastic
interest rate with » = 0.04 as the starting level.

length of  guarantee penalty bonus SEof  lower SE oflower upper SE of upper

the contract rate rate rate  bonus rate bound bound bound bound
3 0 0 0.322 0.011 0.312 0.004 0.366 0.012
3 1/3 0 0.236 0.02 0.225 0.006 0.277 0.013
3 2/3 0 0.135 0.008 0.121 0.003 0.155 0.007
3 0 0.01  0.468 0.007 0.45 0.002 0.484 0.007
3 1/3 0.01  0.356 0.004 0.346 0.001 0.364 0.005
3 2/3 0.01  0.207 0.003 0.203 0.001 0.208 0.003
3 0 0.02  0.496 0.006 0.486 0.001 0.499 0.005
3 1/3 0.02  0.368 0.004 0.365 0.001 0.369 0.005
3 2/3 0.02 0.206 0.003 0.206 0.001 0.207 0.003
10 0 0 0.334 0.09 0.306 0.026 0.4 0.022
10 1/3 0 0.258 0.022 0.228 0.016 0.298 0.012
10 2/3 0 0.141 0.014 0.124 0.011 0.157 0.01
10 0 0.01  0.445 0.005 0.411 0.004 0.47 0.006
10 1/3 0.01 0.334 0.005 0.31 0.002 0.355 0.005
10 2/3 0.01  0.196 0.004 0.18 0.003 0.204 0.005
10 0 0.02 0477 0.004 0.446 0.003 0.495 0.004
10 1/3 0.02 0.361 0.004 0.338 0.002 0.37 0.004
10 2/3 0.02  0.21 0.003 0.2 0.001 0.213 0.003
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TABLE 9.

27

Fair bonus rate and its lower and upper bounds with standard errors in the case of constant
interest rate » = 0.07.

length of  guarantee penalty bonus SE of lower SE of lower upper SE of upper

the contract rate rate rate  bonus rate bound bound bound bound
3 0 0 0.508 0.013 0.489 0.004 0.548 0.014
3 1/3 0 0.386 0.01 0.37 0.003 0.423 0.012
3 2/3 0 0.225 0.009 0.216 0.004 0.255 0.011
3 0 0.01  0.646 0.01 0.624 0.003 0.673 0.01
3 1/3 0.01  0.528 0.009 0.51 0.003 0.547 0.006
3 2/3 0.01  0.338 0.005 0.327 0.001 0.342 0.004
3 0 0.02  0.697 0.007 0.679 0.002 0.714 0.007
3 1/3 0.02  0.566 0.005 0.55 0.002 0.572 0.006
3 2/3 0.02 0.344 0.004 0.342 0.001 0.344 0.004
10 0 0 0.507 0.013 0.488 0.009 0.555 0.018
10 1/3 0 0.385 0.011 0.37 0.015 0.426 0.017
10 2/3 0 0.236 0.013 0.23 0.01 0.269 0.013
10 0 0.01  0.643 0.009 0.607 0.007 0.683 0.01
10 1/3 0.01  0.519 0.006 0.488 0.004 0.548 0.008
10 2/3 0.01  0.327 0.004 0.306 0.002 0.344 0.004
10 0 0.02  0.683 0.005 0.648 0.005 0.72 0.005
10 1/3 0.02 0.556 0.003 0.522 0.003 0.583 0.004
10 2/3 0.02 0.356 0.003 0.334 0.002 0.364 0.003
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TABLE 10.

Fair bonus rate and its lower and upper bounds with standard errors in the case of stochastic
interest rate with » = 0.07 as the starting level.

length of  guarantee penalty bonus SEof  lower SE oflower upper SE of upper
the contract rate rate rate  bonus rate bound bound bound bound
3 0 0 0.507 0.01 0.485 0.003 0.548 0.011
3 1/3 0 0.379 0.014 0.364 0.005 0.426 0.015
3 2/3 0 0.223 0.012 0.206 0.004 0.255 0.011
3 0 0.01  0.636 0.01 0.617 0.003 0.674 0.009
3 1/3 0.01 0.52 0.006 0.499 0.002 0.538 0.007
3 2/3 0.01  0.326 0.004 0.311 0.002 0.33 0.004
3 0 0.02  0.69 0.007 0.668 0.002 0.707 0.006
3 1/3 0.02  0.555 0.004 0.537 0.002 0.559 0.005
3 2/3 0.02  0.331 0.004 0.327 0.001 0.329 0.004
10 0 0 0.501 0.013 0.477 0.016 0.563 0.022
10 1/3 0 0.383 0.012 0.356 0.015 0.435 0.021
10 2/3 0 0.227 0.032 0.205 0.012 0.272 0.013
10 0 0.01  0.628 0.01 0.578 0.006 0.67 0.008
10 1/3 0.01  0.502 0.007 0.454 0.005 0.53 0.006
10 2/3 0.01 0311 0.004 0.276 0.002 0.328 0.004
10 0 0.02  0.667 0.005 0.614 0.004 0.695 0.006
10 1/3 0.02 0.534 0.004 0.487 0.006 0.555 0.005
10 2/3 0.02 033 0.003 0.303 0.002 0.339 0.003
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We introduce a Bayesian approach to market consistent valuation and hedging of an
equity-linked life insurance contract. This paper aims to provide a realistic and flexible
modeling tool for product design and risk analysis for insurance companies.

The contract consists of a guaranteed interest rate and a bonus depending on the yield of
a total return equity index. A fairly general and realistic framework is assumed, allowing
interest rate, volatility and jumps in the asset dynamics to be stochastic, and incorporating
stochastic mortality. We employ MCMC methods to estimate both the financial and mor-
tality models, and show how parameter expansion can be effectively applied to estimate
the financial model.

Our contract is an American-style path-dependent derivative, and we value it using the
regression method. This is combined with an inverse prediction method to determine the
fair bonus rate. As a hedging strategy we employ minimum variance hedging which relies
on the underlying asset as a single hedging instrument. We compare its hedging effective-
ness with a conventional delta-neutral hedge which uses a simpler model for asset dynam-
ics. Parameter uncertainty is taken into account using posterior predictive simulations in
valuation and hedging.

Key Words: Option pricing via simulaton, single-instrument hedging, stochastic interest
rate, stochastic mortality, stochastic volatility

1. INTRODUCTION

Insurance markets around the world are changing as well as their supervision. In Euro-
pean Union a new risk-based insurance regulatory framework called Solvency II will soon
be implemented. Solvency II is designed to reflect modern risk management practices,
and the regime assumes a market-consistent valuation of the balance sheet.

In Solvency II insurers are encouraged to measure and manage their risks based on
internal models (see, e.g., European Commission, 2009; Gatzert and Schmeiser, 2006;
Ronkainen et al., 2007). Further, the European insurance regulator EIOPA (2011) insists
that companies involved in complex equity-linked products should use their own internal
models for the calculation of solvency capital requirement. On the other hand, Solvecy II
will increase the price of more capital-intensive products such as life insurance contracts
with capital guarantees. This would result in a search for *new traditional products’ which
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fulfill the customer demands for traditional life contracts but in a capital-efficient manner
(Morgan Stanley and Oliver Wyman, 2010). This paper attempts to serve a need for
creating internal models as well as a need to develop new types of products in a market-
consistent framework.

There is a wide variety of life insurance products in the market. Most equity-linked
life insurance policies, for example variable annuities and equity-indexed annuities in the
United States, unit-linked insurance in the United Kingdom and equity-linked insurance
in Germany, include implicit options, which represent a significant risk to the company
issuing these contracts. One can find a useful introduction to different types of equity-
linked insurance contracts in Hardy (2003). Here we do not assume any existing product
in the market. The existing products vary considerably and new ones are developed in
the future. Instead, our valuation framework is fairly flexible including several financial
components which are crucial for the risk analysis of equity-linked life products. Many
types of products can be covered from our procedure just by excluding some components
of the contract.

Equity-linked and participating life insurance policies are characterized by a vast num-
ber of features including, for example, bonus and surrender options and interest rate guar-
antees. All these features have values which need to be priced. Pricing these policies in a
market consistent framework was first studied by Briys and de Varenne (1997a,b). Since
then a number of articles have appeared on the topic; see, for example, Grosen and Jor-
gensen (2000), Tanskanen and Lukkarinen (2003), Bernard et al. (2005), Ballotta et al.
(2006), Bauer et al. (2006) and Zaglauer and Bauer (2008). However, most valuation
models assume a simplified set-up. Our objective is to present a realistic valuation frame-
work in which the guarantee and the bonus are priced in a stochastic framework, and a
surrender option is included in the contract.

The price of an option depends on the assumption of the model describing the be-
haviour of the underlying instrument. Most approaches specify a particular stochastic
process to represent the price dynamics of the underlying asset and then derive an ex-
plicit pricing formula. A traditional approach involves solving a partial differential equa-
tion. However, when the asset dynamics are assumed to follow a fairly complex model, a
closed form solution of the partial differential equation may not exist or its numerical so-
lution may become intractable. When the payoff of an option depends on the path of the
underlying asset, the price cannot be evaluated in this manner. Instead, Monte Carlo sim-
ulation methods may be used (Glasserman, 2004). For example, Bacinello et al. (2009)
apply the least squares Monte Carlo (or regression) method in pricing a participating life
insurance with early exercise.

Most papers on pricing equity-linked life insurance contracts lack paying attention to
parameter and model errors. Neither the true underlying model nor its parameter values
are known. Typically, a relatively simple model is assumed and the point estimates of
the parameters are used. This might lead to a crucial valuation error. In the Bayesian ap-
proach, parameter and model uncertainty plays a major role. While frequentist methods
typically rely on large sample approximations, Bayesian inference is exact in finite sam-
ples. In derivative pricing an exact characterization of finite sample uncertainty is critical
from the insurance company’s risk management point of view. The Bayesian approach is
particularly attractive, since it can link the uncertainty of parameters and latent variables
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to the predictive uncertainty of the process. Another advantage of Bayesian inference is
its ability to incorporate prior information into the model.

We define an equity-linked life insurance contract with fairly general features. Specif-
ically, it provides a participation in an equity index at a specified rate, option to surrender
at any time, and a downside protection and guaranteed interest rate for the accumulated
savings. These properties make the contract a path-dependent American-style derivative,
whose pricing and hedging requires using advanced simulation techniques. In particular,
we will use the regression approach in pricing (see, e.g., Tsitsiklis and Van Roy, 1999,
2001). The estimated regressions are also used to compute the deltas needed in hedg-
ing. The sample paths needed in the regression method are simulated using the posterior
predictive distribution under risk-neutral dynamics, as suggested by Bunnin et al. (2002).

The used financial model is also fairly general and realistic, allowing the interest rate,
volatility and jumps in the asset dynamics to be stochastic. In estimating this multivariate
process we follow the guidelines provided by Jones (1998). However, we do not apply
high frequency augmentation, since we are dealing with daily data and the discretiza-
tion errors in the volatility and interest rate processes are small. Instead, we show how
parameter expansion can be effectively used in parameter estimation under the general
correlation structure.

Equity-linked life insurance policies involve not only risks arising from financial fac-
tors, but also risk related to mortality. Bacinello (2003) and Shen and Xu (2005) introduce
mortality risk, but only in a simple set-up with deterministic or constant mortality rates.
Biffis (2005) and Bacinello et al. (2009) incorporate stochastic mortality to the pricing
framework. With a stochastic mortality model we do not need to make an assumption of
a large insurance portfolio, and we avoid invoking to the law of large numbers. This again
is significant from the risk management point of view. As a mortality model we will use
a generalization of the Gompertz model which takes the cohort effect into account.

In Solvency II insurers are required to cover their risks appropriately, especially as
guarantees offered to policyholders imply an increase of risks for insurers. Insurers can
manage these risks either through a hedging programme or by additional tools, which
include reinsurance and purchase of structured products. With hedging schemes insurers
manage risks through financial instruments used for replicating cash flows representing
the changes in the market value of liabilities. However, the hedging programme might
not be able to properly take into account some of the risks, for example policyholder
behaviour and other demographic risks, or the interactions amongst different risks. The
insurer may transfer these risks to a reinsurer or to an investment bank. For more, see
EIOPA (2011).

We also study dynamic hedging strategies to control for various risks by utilizing a
replicating portfolio. As a hedging strategy we employ minimum-variance hedging which
relies on the underlying asset as a single hedging instrument. We follow the work by
Bakshi et al. (1997) when deriving the minimum-variance hedge. This type of hedge is
needed, since a perfect delta-neutral hedge is not feasible due to untraded risks. However,
a single-instrument hedge can only be partial, since in our set-up there is more than one
source of risk. We also construct a conventional delta-neutral hedge which uses a simpler
model for asset dynamics, and compare the performance of the hedges. We find that both
methods produce fairly large hedging error standard deviations, which may result from
using approximate delta values obtained with the regression method.
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The paper is organized as follows. Section 2 introduces the framework and models
for the asset dynamics and mortality, Section 3 presents the estimation and evaluation
procedures and Section 4 hedging strategies. Section 5 presents the empirical results
and the final Section 6 concludes. The full conditional distributions of the financial and
mortality models as well as the estimation results are provided in the appendices.

2. THE FRAMEWORK
2.1. The equity-linked life insurance contract

We define the equity-linked life insurance contract as in Luoma et al. (2008). The
contract consists of two parts, the first being a guaranteed interest and the second a bonus
depending on the yield of some total return equity index. Thus, our product resembles
equity-indexed annuities in the United States and equity-linked insurance contracts in
Germany. On the other hand, in some equity-linked contracts the bonus is linked to a
fund or combinaton of funds, for example in variable annuities in the United States or
segregated fund contracts in Canada (see Hardy, 2003).

We denote the amount of savings in the insurance contract at time ¢; by A(#;). Then its
growth during a time interval of length § = ¢, — #; is given by

A(tis)

X(tiv1)
A(t;) - 5)’ M

= g6 + bmax(O, logm

where X(#)) = _‘;:0 S(ti-j)/(g+1) is amoving average of a total return equity index S (¢;),

g is a guaranteed rate and b is a bonus rate, the proportion of the excessive equity index
yield which is returned to the customer. In this study we use the time interval 6 = 1/255,
where 255 is approximately the number of the days in a year on which the index is quoted
and the lag length of the moving average is chosen to be ¢ = 125 (i.e., half a year). The
use of a moving average decreases the volatility of the contract value, and thus facilitates
hedging.

The model also incorporates a surrender (early exercise) option and possibility for a
penalty p which occurs if the customer reclaims the contract before the final expiration
date. If the penalty is set too high, the contract is basically a European-style option and
thus exercised only at the end of the contract period. A further condition is that there
will be a 1 % penalty if the contract is reclaimed during the first 10 working days. This
condition essentially improves the estimation described in Section 3.4. The penalty is not
applied if the contract is reclaimed due to mortality.

In the following, we will consider the two cases where (i) the riskless interest rate is
fixed at a predetermined value », or (ii) is assumed to be stochastic. For the constant
interest rate » the guaranteed rate g is set at kr throughout the entire contract period for
some constant k£ < 1. In the case of stochastic interest rate, the guaranteed rate is fixed for
one year at a time. It is set annually at k7, where r; is the riskless short-term interest rate
at time 7. By setting the guaranteed rate for one year at a time and not daily, the insurance
company can better hedge its liabilities, and on the other hand, the customer will have a
better idea of the guaranteed growth rate.

In this framework the penalty p for early exercise and the parameters &, g and b are
predefined by the insurance company. However, in the case of a stochastic interest rate, g
is reset annually. In Section 3.4 we introduce a method to evaluate a fair bonus rate b so



HEDGING EQUITY-LINKED LIFE INSURANCE CONTRACTS 5)

that the risk-neutral price of the contract is equal to the initial investment. This gives the
contract a simple structure and makes its costs and returns visible and predictable for the
insurer and the customer.

The equity-indexed annuity contract has a modification called an annual ratchet in
which the index participation is evaluated year by year. Each year the amount of savings
is increased by the greater of the floor rate, which is usually 0 percent, and the increase
in the underlying index, multiplied by the participation rate. Our contract is similar to
this apart from being evaluated on a daily basis. Our contract type is better linked to
the dynamics of the financial markets, since the customer may follow the growth of the
savings daily and also exercise the contract at market value.

2.2. Financial and mortality models

We assume that the dynamics of the stock index S, variance V; and riskless short-term
rate 7, are described by the following system of SDEs:

dlogS, = udr + \V,dB" + U,dg, (2a)
dV, = (1 +B1V)dt + oy \[V,dBY (2b)
dr, = (a3 + Bory)dt + oy \JrdBY (2¢)

where Bgl), BSZ) and B§3) are standard Brownian motions, ¢, is a jump process, and U,
is the jump size. We further assume that these Brownian motions have the correlation
structure

Do I p12 p13
Cor(B§ ),Bg ),Bg ))z pi2 1 pa|, 3)

13 p3 1

and g, is a Poisson process with intensity 4, that is, Pr(dg, = 1) = Adz and Pr(dg, = 0) =
1 — Adz. Conditional on a jump occurring, we assume that U; ~ N(a, b*). In addition,
we assume that ¢; is uncorrelated with U; or with any other process. We abbreviate this
model as SVJ-SI.

In order to facilitate estimation, we reparameterize the models (2a) -(2¢) as follows:

dlogsS, = udr + o /Y, dB" + U,dg, (4a)
dY, = (& + B, Y,)dr + 05 \/Y,dB? (4b)
dR, = (@} + B2R))dt + o3 R, dBY (4c)

where Y, = V;/ 0'% is rescaled variance and R, = 100 r, is the interest rate given in percent-
ages. The new parameters are o] = al/a'f, oy =0oy/o, @ = 100a; and 03 = 100,

We introduce a risk-neutral probability measure Q under which the discounted index
process S; = S, exp(— fot rsds) is a martingale. Specifically, we assume the risk neutral
dynamics to be

dS, =(r, - uy)Sdt + V.S dZ" + J,S dg, (5a)
AV, = (a1 + B V)dt + oy \/V,dZ? (5b)

dr, = (@ + Bory)dt + o \FdZP (5¢)
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where J, = eY — 1, u; = B(J,) = exp(a+ %bz) -1, and Zt(]), Z,(z) and Z,(3) are three standard
Brownian motions with correlation structure (3) under Q. In logarithmic form, equation
(5a) is given by

1
dlogS, = (r, -5 V- /l,u_/) dr + V,dz" + U,dg,.

For the intensity of mortality, we will use a generalization of the Gompertz model. The
Gompertz model describes the age dynamics of human mortality fairly accurately in the
middle span of ages, approximately between 30 and 80 years, which is enough for our
purposes (see, e.g., Promislow, 2006). Specifically, we use a generalization of the form

log(tru) = Boo + Poru + Brok + Biiku + €, (6)

where y, is the death rate for age k& and for cohort u set by the year of birth. We assume
the error term ¢, follows an autoregressive process of order one: €, = ¢€—1, + Ak,
where ay, ~ i.i.d. N(0, 02). The parameters Soo, Bo1, B10, B11, ¢ and o2, are unobservable
and must be estimated.

3. ESTIMATION AND EVALUATION PROCEDURES
3.1. Estimation of the financial model

We use Bayesian methods to estimate the unknown parameters of the stock index,
volatility and interest rate models, as well as to estimate the latent volatility and jump
processes. This makes it possible to take parameter uncertainty into account when the
fair price of the contract is evaluated and a hedging strategy is employed. The major
challenge in estimation is its high dimensionality, which results from the need to estimate
latent processes.

We will use Euler discretization in the estimation of unknown parameters, since the
transition density of the multivariate process described by (4a), (4b) and (4c) does not
have a closed form solution. Accordingly, we will simulate the risk-neutral process using
the Euler discretization of (5a), (5b) and (5c). The Euler scheme is the simplest standard
method for approximate simulation of stochastic differential equations; for further details,
see Tacus (2008) or Glasserman (2004).

A discrete version of (4a), (4b) and (4c) is given by

lOgSkH = 10gSk +/J§ + \/Ykée,({{r)l + U141
Yis1 = Yi + (& + B1 )6 + VY, 6

k+1
3
Rist = R + (@5 + BaRi)S + Ry 6€t)
where ¢ denotes discretization interval length, e,({l), ef) and ef) are three normal variables

with zero means, variances o-%, o-% and o-%, and correlation structure (3), Uy ~ N(a, b?) is

jump size and /; ~ Ber(46) an indicator variable of a jump.

Our estimation procedure is a single-component (or cyclic) Metropolis-Hastings algo-
rithm (see, e.g., Gilks et al., 1996). The Metropolis-Hastings (M-H) algorithm is a general
term for Markov Chain Monte Carlo (MCMC) methods which are used to simulate pos-
terior distributions. The algorithm was introduced by Hastings (1970) as a generalization
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of the Metropolis algorithm (Metropolis et al., 1953). Also the Gibbs sampler (Geman
and Geman, 1984) can be viewed as its special case.

The single-component M-H algorithm differs from the basic algorithm in that the sim-
ulated random vector is divided into components which are updated one by one. The
purpose is to simulate the conditional distribution of each block given the current values
of the other blocks. In the case of the Gibbs sampler, random variates from these distri-
butions are drawn directly. In the more general case, a proposal from an approximative
distribution is first generated, and it is accepted with certain probability, or otherwise the
old value is retained.

In the case of our model, it is possible to divide the vector of all parameters into blocks
which can be updated using Gibbs sampling, that is, the full conditionals of these blocks
can be simulated directly. This is possible, since we have introduced a superfluous pa-
rameter o and we use the general correlation structure. Now posterior simulations of
the dispersion matrix of the error vector (eg), ef), ef)) can be drawn from the Inverse-
Wishart density. In order to stabilize simulation, only such draws are accepted for which
0.9 < 0'% < 1.1. Then the scaled variance vector Y is close to the true variance vector
V. We estimate the GARCH(1,1) model to obtain an initial value for Y. Further details
about the updating procedure are provided in Appendix A.

Note that the data do not contain enough information to estimate o-; and Y separately,
but their joint posterior distribution determines the posterior of ¥, which is of interest.
Adding a new parameter is called parameter expansion, which can be more generally
used to improve the convergence of Markov chain simulation. This is discussed in Liu
and Wu (1999), van Dyk and Meng (2001) and Liu (2003), and a simple example is
provided by Gelman et al. (2004).

The volatility and jump processes cannot be updated using Gibbs sampling. Here we
follow the guidelines provided by Jacquier et al. (1994) and Jones (1998). The scaled
variances Y are updated one by one. Their full conditional distribution is p(Y|Y_¢, H, ¢)
where Y_; comprises all of Y except Y;, H comprises the index, interest rate and jump
processes, and ¢ is a vector of all parameters. Since we are dealing with a Markov
process,

PVl Y_i, H, §) o< p(YilYim1, Hi—1, Hie, 9)p(Yiw1, Hi| Vi, Hr, 9).

Now Y} may be updated by first generating a proposal Y} from p(Yi|Yy—1, Hi-1, Hy, ¢) and
accepting it with probability

. ( P(Yir1, Hit 1Y), Hy, )
min| 1, .
DY, Heet| Vi, H, ¢)

A detailed description of this update can be found in Appendix A.

The jump process can be updated similarly. Let us denote the joint process of jumps
and jump sizes as I = (/x, Uy) and the other processes as Ly = (S, Yk, Ry). Because the
jumps are independent, their full conditional is given by p({|/_, L, $) = p(LglLk-1, Lk, §),
which is proportional to

PUP)p(Li|Li-1, I, §).
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Now I; is updated by first generating /;; from its marginal distribution p(/;|¢) and accept-
ing it with probability

mi ( PLilLi-1, I}, d)
" p(LilLi-1, I, 9) )

The jumps /; and their sizes Uy could also be updated separately. A detailed description
of this update can be found in Appendix A.

3.2. Mortality estimation and prediction

To estimate the mortality model (6) we use Gibbs updates for 8 = (Boo, Bo1,B10,811)
and o2, and a Metropolis update for ¢. The needed conditional posterior distributions
can be found in Appendix B. The data are imbalanced in the sense that later cohorts
have fewer observations. The unobserved future death rates are considered as missing
observations, and they are estimated similarly to the unknown parameters using Gibbs
updates. Each missing value is initially given the corresponding death rate from the most
recent cohort where it is available. Then the missing values of each cohort are updated
by generating them from their multivariate normal conditional distribution.

When the mortality model is used to study hedging performance, we need to scale the
estimated AR(1) model, which is based on yearly data, to daily observations. When the
sampling frequency is changed from 1 to §, the high frequency sampling parameters are
given as ¢, = ¢° and o-fn.hf = oﬁ% (see, e.g., Gourieroux and Jasiak, 2001).

When pricing and hedging the contract, we use the worst-case scenario of mortality
from the insurance company’s viewpoint. In practice, we simulate 1000 paths of death
rates and choose the minimum rate for each time point. These minimum death rates are

then used to generate the date of death for each simulation path.

3.3. Pricing American options with the regression method

Our equity-linked life insurance contract is an American-style option with a path-
dependent moving average feature. An American option gives the holder the right to
exercise the option at any time up to the expiry date. In pricing we adopt the regres-
sion (or least squares) method introduced by Tsitsiklis and Van Roy (1999, 2001). It is
a simple but powerful approximation method for American-style options. Longstaff and
Schwartz (2001) provide a slightly different version of the method.

In this method a number of paths from the underlying (multivariate) process are first
generated under the Q-measure. In our application we do not use fixed parameter values
but generate the paths from an adjusted version of the posterior predictive distribution.
The first adjustment is that u is replaced with r, — V;/2 — Au; in order to obtain risk-neutral
dynamics, and the second that we use either 7% or 4% as an initial value of 7, in order to
study its effect on the results.

Option pricing is based on an optimal exercising strategy in which the goal is to find
a stopping time maximizing the expected discounted payoff of the option. The decision
to continue is based on comparing the immediate exercise value with the corresponding
continuation value. In the regression method it is assumed that the continuation value may
be expressed as a linear regression of the discounted future value on known functions of
the current state.

For simplicity, we assume that the value of the insurance contract at maturity, surrender
or death is equal to its accumulated savings at the relevant time point. Special policies
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for these cases could be easily implemented. In the regression method mortality is taken
into account so that at each time point only those simulation paths are used in regression
for which the person is alive. Bacinello et al. (2009) provide a method to generate times
of death, and also a valuation algorithm in which mortality is taken into account. Our
approach is slightly different in that it is based on the Tsitsiklis and Van Roy (2001)
version of the regression method, while theirs is based on that of Longstaff and Schwartz
(2001). The deficit of the latter version is that it in practice produces low-biased price
estimates (see Glasserman, 2004).

In our application, the continuation values of the option depend on the path of the un-
derlying index value in a fairly complicated way. Theoretically, we would need ¢ + 1 state
variables (or g + 2 in the case of stochastic interest rate) to satisfy the Markovian assump-
tion of the process. However, we consider that the current value of the index, its moving
average, and the first index value appearing in the moving average may be used to predict
the continuation value reasonably well. The use of the moving average may be motivated
by observing that the growth of savings in the insurance contract depends on the path of
the moving average (see equation 1). The current index value and the first value appearing
in the moving average help predict the future evolution of the moving average. We also
use the current values of interest rate and volatility to predict the continuation value. The
current amount of savings also helps predict the continuation value, but it is not included
in the regression variables. Instead, it is subtracted from the regressed value before fitting
the regression and subsequently added to the fitted value.

To avoid under- and overflows in the computations, the regression variables related to
the equity index are scaled by the first index value, and the current value of the interest rate
is given in percentages. Thus, the following state variables are used: X (#;) = S(#;)/S(0),
X(4) = [Zizo S(ti-p)/(q + 1)] /8(0), X3(#:) = S(ti-g)/S(0), Xa(t;) = R(;) and X5(t;) =
V(t;)). However, multicollinearity problems would occur if the variables X, X> and Xj
were used at all time points. In fact, X3 would be equal for all simulations paths for
i < g and the moving averages X, would be very close to each other for small values
of i. Therefore, we apply the following rule: The variables X;, X4 and X5 are used for
1 < i< q/2, variables X, X;, X4 and X5 are used for g/2 < i < 3¢g/2, and all variables
are used for i > 3¢q/2.

We use Laguerre polynomials, suggested by Longstaff and Schwartz (2001), as basis
functions. More specifically, we use the first two polynomials

LX) = exp(~X/2)
LX) = exp(~X/2)(1 - X)

for all variables. In addition, we use the cross-products Lo(X7)Lo(Xs), Lo(X1)Lo(X5),
Lo(X1)Lo(X2), Lo(X1)L1(X2), L1(X1)Lo(X2), Lo(X1)Lo(X3) and Lo(X2)Lo(X3). We also
tried adding L,, and r, in the case of stochastic interest rate, but these did not improve
valuation accuracy. Thus, we have altogether 17 explanatory variables in the regression.

3.4. Determining the fair bonus rate
Using the regression method we can determine the option price (that is, the price of
the insurance contract) when the bonus rate b and the guarantee rate g have been given.
However, we are interested to determine the bonus rate so that the price of the contract
is equal to the initial investment. It makes the different hedging strategies comparable,
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since the bonus rate affects the optimal time to surrender, which is the most significant
factor to produce large hedging errors. If the bonus rate is set at a high level, the contract
is almost never reclaimed before the final expiration date, and, on the other hand, if the
bonus rate is too low, early surrender is highly probable.

The problem of determining b is a kind of inverse prediction problem, and we need
to estimate the option values for various values of . Since we also wish to estimate
the variance of the Monte Carlo error related to the regression method, we repeat the
estimation several times for fixed values of . We end up estimating a regression model
where the option price estimates are regressed on the bonus rates. (This regression model
should not be confused with the regression method used in the estimation of the option
value for a fixed ). We found the third degree polynomial curve to be flexible enough
for this purpose. After fitting the curve, we solve the bonus rate b for which the option
price is equal to 100, which we assume to be the initial amount of savings. In order to
facilitate the estimation of the fair bonus rate, we set the further condition that there is a
1% penalty for reclaiming the contract during the first ten days.

Prior to fitting the polynomial, it is, however, necessary to determine an initial interval
for the solution. For this purpose we have developed a modified bisection method. In this
method, one first specifies initial upper and lower limits for the bonus rate; we use the
values / = 0 and # = 1. Then one estimates the option price at (/ + »)/2. If the price is
greater than 100, the upper limit of the bonus rate is set at # — (v — /)/4; if the price is
smaller than 100, the lower limit of the bonus rate is set at / + (v — /)/4. This procedure
is continued until # — / = 0.25. Note that the new limit is not set in the middle of the
interval, as is done in the ordinary bisection method, since this might lead to missing the
correct solution due to the randomness of the price estimates.

Figure 1 illustrates the estimation procedure. The option price is estimated for 10
different bonus rates, and the estimation is repeated 5 times for each bonus rate, which
produces 50 points to the scatter plot. Each estimation is based on 1000 simulated paths.
The initial limits of the bonus rate (0.14, 0.39) were determined using the modified bi-
section method described above. We can see that the fair bonus rate is approximately
28%.

As mentioned above, the bonus rate is solved from the equation y = f(x), where y is
the price of the contract and

() = Bo + Bix + Box® + B3x* = X' B,

where 8 = (Bo, A1, B2, B3)’ is the ordinary least squares (OLS) estimate of the cubic regres-
sion model and x = (1, x, x2, x*)" a regression vector. The purpose of the initial penalty
rate is to ensure that there is exactly one solution in the relevant interval.

Using the delta method, one also obtains an approximate variance for the estimate of
x:

Var(%) ~ ;Var(f(x)) ~ ! X' Cov(B)R.

Lf(x)]? (Bl + 2132)2 + 3’33)22)
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FIG. 1. Contract price estimates vs. bonus rates. The contract length is set at 3 years, guarantee rate at
r+/3, and starting level of r; at 7%, and mortality is not included.

4. HEDGING
4.1. Minimum variance hedging

We construct a single instrument hedge, which employs only the underlying stock in-
dex. This hedge is only partial, since there are several sources of risks in our model.
Uncontrolled risks are those which move the target option value but are uncorrelated
with the underlying index. Such factors as model misspecification and transaction costs
may render this type of hedge more practical to adopt than the conventional delta-neutral
hedge. Besides a perfect delta-neutral hedge would be infeasible, since some of the risks
are untraded.

We assume that there is a reference fund tracking the stock index, and a money market
account (MMA) growing at the rate 7,. Let N° be the number of shares to be purchased
from the reference fund, and let N? be the residual position in the MMA. Then the time
¢ value of the replicating portfolio is N + N7 S,. Furthermore, the hedging error H,, at
time 7 + ¢ is given by

His = NP S1us + N)e™ = Cius, (7

where ¢ is the updating interval of the replicating portfolio, and C,,s is the value of the
contract at time ¢ + 6. In the limit when § — 0, the mean squared hedging error is
minimized by choosing
NS = Cov (dS,,dC))
©7 Var(dS))
Let us denote the jump sizes of the index process S; by J; = eV — 1. The mean and
variance of J; are given by u; = exp(a + 16%) — 1 and 0 = exp(2a + b*)(exp(b*) - 1),

®)
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respectively. Under our framework, the total return variance can be decomposed into two
components

dt S,

where the instantaneous variance of the jump component is given by

L Var (dS’) Vi+ V7, ©9)

v/ = (1/dr)Var (Jdg,) = (1/d0) (E(Jidg,)? - [E(/)E(dg)])
— (1/d1) [ch ] |1z + (adn?] = [ai + (uf)z] .

Now let C,(S;, V3, ;) denote the value of the contract at time ¢ with index value S,
variance V; and interest rate r,. The differential of C,(S, V7, ;) may be written as

aCt(St’ Vii¥e) O AC(S 1, Vi 1e) AC(S 1, Vi 1)
VV.dz, dv, d
s, Y av, T,

+ [Ci(S: + IS0 Vir) = C(S 1, Vi, 1)1 dg,.

dC(Ss, Vi, 1y) =

Using this and equations (8) and (9) we obtain that

Vi AD) P20V A(r)PBO'rVVﬂ’z
R R A A )
4 ) SVe+ V) SVe+ V)
[Et (JiCAS ¢+ JiS1, Vi, 1)) = C(S 1, Vi, vi)s]

SV + VJ)

NS = A®

(10)

where we have denoted the deltas as Ags ) =
3C,(S i r)

AC(S 1, Virr) ) _ 0C(S,Vir) " _
B , A = = and A’ =

Equatlon (10) shows that the position to be taken in the shares of the reference fund
must control not only for the direct impact of stock price changes on the target option, but
also for the indirect impacts of those parts of volatility and interest rate changes which
are correlated with index fluctuations. We can see that the additional number of shares
needed besides A®) is increasing both in p» and p;3. Furthermore, since the jump risk
is present as well, the position to be taken in the reference fund must also hedge the
impact of jump risk on the target option, which is reflected in the last term in (10). This
term is increasing in A and y;, meaning that the larger the random-jump risk, the more
adjustment needs to be made in the hedging position.

We explained in Section 3.3 how to use the regression method to price our contract,
which is an American-style derivative. The estimated regression model is used to deter-
mine the optimal stopping times needed in the simulation of hedging performance. For
each simulation path the used stopping time is the first time when the estimated continu-
ation value is smaller than the immediate exercise value.

We estimate the deltas A, A?) and A”) by differentiating the estimated regression
equation with respect to .S, 7 and . The computations are simplified by noting that the
derivative of X3 with respect to S is 0, and the corresponding derivative of X very small,
so that it can be ignored. Furthermore, we compute the expectation on the second line of
(10) using numerical integration and the estimated regression model.

Comparison of the hedging schemes is based on 1000 simulation paths of the under-
lying process. For each path, the hedging error is computed as the difference of the
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replication portfolio and the balance at the estimated optimal stopping time. Then the
mean difference, mean squared error and quantiles of the error distribution are computed
over all simulation paths. Moreover, this procedure is repeated 100 times using different
simulation paths and regression estimates, and the results of these repetitions are pooled.
The real-world probability measure P is used in this simulation, since we are interested
in the real-world outcome. The Q-measure is only used for pricing and constructing the
hedge portfolio.

Finally, we note that the hedging errors stem from three sources. First, perfect hedging
is not possible even in continuous time, since we have more sources of randomness than
hedging instruments. Second, since portfolio rebalancing takes place in discrete time,
the discretization error given in (7) occurs. Third, since the exact values of the deltas
are unknown, we have to use the regression method to estimate them, which adds to the
hedging error.

The exact values of the parameters oy, 0,012,013, 4,a and b, and the variance V;,
needed in (10), are also unknown, but this has probably only a minor effect on the hedging
error. We use posterior median estimates for the parameters, and update the values of V;
using the GARCH(1,1) model estimated from the original data. In principle we could
update the estimates of V; using Bayesian simulation with the SVJ-SI model, but we
found this to be too computationally-intensive for the hedging experiment.

4.2. Competing model and delta-neutral hedging

A similar approach is used when a delta-neutral hedge is constructed for a simpler
model. The real-world asset dynamics of this model are described as

dr, =k(& — r)dt + o/ dW) (11a)
ds, = uS,dr + vS) " dw®. (11b)

Here W,m and Wt(z) are two standard Brownian motions, correlated through W =
oW + 1= 2w where ") and W) are two independent standard Brownian mo-
tions. The risk neutral dynamics are obtained by replacing the drift ¢ in (11b) with 7,.
Details on estimation and pricing under this model may be found in Luoma et al. (2008).
We abbreviate this model as CEV-SI.

In the delta-neutral hedge corresponding to this model, the number of shares in the
replication portfolio is given by

_ act(St, ”t)

NS
! oS,

=A® > 0.

Again we use the regression method to price the derivative and to compute A). Here we
do not include r, in the regression variables and thus assume that AY) ~ 0.

5. EMPIRICAL RESULTS
5.1. Estimation of the parameters

In order to experiment with actual data and to estimate the unknown parameters of the
models, we chose the following data sets: As an equity index we use the Total Return
of Dow Jones EURO STOXX Total Market Index (TMI), which is a benchmark covering
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approximately 95 per cent of the free float market capitalization of Europe. The objective
of the index is to provide a broad coverage of companies in the Euro zone including
Austria, Belgium, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, the
Netherlands, Portugal and Spain. The index is constructed by aggregating the stocks
traded on the major exchanges of Euro zone. Only common stocks and those with similar
characteristics are included, and any stocks that have had more than 10 non-trading days
during the past three months are removed. In estimation, we use daily quotes from March
4th, 2002 until December 6th, 2007.

As a proxy for riskless short-term interest rate, we use Eurepo, which is the benchmark
rate of the large Euro repo market. Eurepo is the rate at which one prime bank offers
funds in euro to another prime bank if in exchange the former receives from the latter
Eurepo GC as collateral. It is a good benchmark for secured money market transactions
in the Euro zone. In the estimation of the interest rate model we use the 3 month Eurepo
rate, since it behaves more regularly than the rates with shorter maturities. Both the index
and interest series are presented in Figure 2.

Dow Jones EURO STOXX TMI

400
|

200
|

2002 2003 2004 2005 2006 2007 2008

Time

Eurepo, 3 months

0.035
|

0.020
|

2002 2003 2004 2005 2006 2007 2008

Time

FIG. 2. The equity index and interest series.

In this study we use three alternative ways to model volatility. We apply the SVJ-SI
and CEV-SI models for pricing and predictive simulation, while the GARCH(1,1) model
is used for quick variance updating in hedging simulation. Figure 3 shows the returns of
the used index series and curves indicating 95 % probability limits under these models.
We see that the curve of the GARCH model reacts quickly to returns large in absolute
value, after which it decays exponentially, while the peaks of the SVJ-SI curve are more
symmetric. In the CEV-SI model the variance is a deterministic function of the index
level, thus not reacting to the returns.
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FIG. 3. Three volatility models fitted to the index returns. The lines indicate 2 times fitted volatility.

In mortality modelling we use mortality data provided by the Human Mortality Database
(see http:// www.mortality.org). This was created to provide detailed mortality and pop-
ulation data to those interested in the history of human longevity. In our work we use
Finnish mortality data for females between ages 30 and 80. More specifically, we use
cohort death rates for cohorts born between 1926 and 1961.

All computations were made and figures produced using the R computing environment
(R Development Core Team, 2010). To speed up computations we coded the most time
consuming loops in C++. We had no remarkable convergence problems in the MCMC
simulation used in estimation. Estimation of the finance model (2a)-(2c) was computa-
tionally more challenging, and we simulated three chains of length 200000 and picked
every 10th simulation to obtain accurate results. In the estimation of the mortality model
all chains converged rapidly to their stationary distributions. The summary of the esti-
mation results, as well as Gelman and Rubin’s diagnostics (see Gelman et al., 2004), are
provided in Appendix C. The values of the diagnostic are close to 1 and thus indicate
good convergence.

5.2. Hedging results

There are several parameters which may be varied in the equity-linked life insurance
contract described by equation (1). We set the lag length of the moving average at 125
days, the number of simulated paths in contract price estimation at 1000 and the number
of estimation repetitions at 100. The hedging results are based on 100 repetitions of 1000
simulation paths. In each case, the optimal stopping rule is based on the "correct" process,
that is, the process used in simulating the paths. Furthermore, we set the duration of the
contract at 3 or 10 years, and the starting level of interest rate at 4 or 7 percents. We do
not fix the guarantee rate at a constant value throughout the entire contract period but set
it at 0, 1/3 or 2/3 of the short-term rate at intervals of one year. In each case we assume
that the initial investment is 100 (euros).
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We calculate the results with and without mortality. When mortality is incorporated
into the framework, the age of the insurant is assumed to be 80, and we use cohort data
for those born in 1927. Due to simulation and other types of errors it is difficult to detect
the effect of mortality, and it would be even more difficult if younger persons were used.
Moreover, we consider only cases when the updating frequency of the replicating portfo-
lio is either one day or 20 working days, since the results concerning daily and weekly
updates do not differ considerably. Table 1 shows the fair bonus rates and hedging results
when minimum variance hedging with SVJ-SI model is used, while Table 2 shows the
results when delta-neutral hedging with CEV-SI model is used. Table 3 shows the results
of delta-neutral hedging with CEV-SI model when the real-world predictive simulations
are generated from the SVJ-SI model, while Table 4 presents the opposite situation. The
results for the SVJ-SI model with mortality and 80 year old insurants may be found in
Table 5.

TABLE 1.

Fair bonus rates and hedging errors when the SVJ-SI model is used for both hedging and
predictive simulation (no mortality).

contract interest rate guarantee fair bonus 0.5% VaR mean error 0.5% VaR mean error

length starting level rate rate daily update daily update 20d update 20d update

3 4 0 24.1 -1.9 0.07 2.2 0.08
3 4 1/3 17.3 -1.4 0.04 -1.6 0.04
3 4 2/3 8.8 -0.8 0.04 -0.8 0.04
3 7 0 379 -2.9 0.19 -3.4 0.2

3 7 1/3 28.2 2.3 0.12 -2.7 0.13
3 7 2/3 15.3 -1.3 0.08 -1.5 0.09
10 4 0 26.8 -15.7 -0.09 -15.4 -0.07
10 4 1/3 19.1 -11.1 -0.08 -10.8 -0.06
10 4 2/3 9.2 -3.7 0.04 -3.5 0.05
10 7 0 38.1 -17.5 0.23 -16.6 0.26
10 7 1/3 29 -19.2 0.02 -18.9 0.05
10 7 2/3 154 -10.2 0.06 -10 0.07

From all these tables we may see that the estimated fair bonus rate increases as the
guarantee rate decreases. This is logical but it is less obvious why the fair bonus rate also
increases as the starting level of the interest rate increases. The probable explanation is as
follows: When the interest rate is larger the level of the index grows more rapidly, since
the *percentage drift’ equals the riskless interest rate under risk-neutral probability. This
makes negative returns in the moving average of the stock index less probable, and the
feature of the contract which protects the accumulated savings against negative returns
becomes less important. This, in turn, decreases the contract price, which is compensated
by the increase in the bonus rate.

From Tables 1 and 2 we may see that the mean hedging errors, that is, the mean differ-
ences between the replicating portfolio and pay-off values at the optimal stopping time,
are very close to zero, as would be expected. Moreover, they are slightly positive in most
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TABLE 2.

Fair bonus rates and hedging errors when the CEV-SI model is used for both hedging and
predictive simulation (no mortality).

17

contract interest rate guarantee fair bonus

0.5% VaR  mean error

0.5% VaR mean error

length starting level  rate rate daily update daily update 20d update 20d update
3 4 0 32.7 -1.6 0.13 -1.8 0.13
3 4 1/3 23.8 -1.2 0.09 -1.3 0.09
3 4 2/3 13.1 -0.7 0.05 -0.7 0.05
3 7 0 50.2 2.4 0.21 2.7 0.21
3 7 1/3 38.3 -1.8 0.15 -2.1 0.15
3 7 2/3 22.6 -1.2 0.07 -1.3 0.07
10 4 0 32.6 -3.8 0.25 -3.7 0.26
10 4 1/3 26.7 -4.4 0 -4.2 0.01
10 4 2/3 14 -1.1 0.04 -1.1 0.04
10 7 0 50.6 -28.4 -0.12 -27.6 -0.11
10 7 1/3 383 -11.9 0.02 -11.7 0.03
10 7 2/3 24 4.4 -0.01 -4.3 -0.01
TABLE 3.

Fair bonus rates and hedging errors when the CEV-SI model is used for hedging and the

SVIJ-SI model for predictive simulation (no mortality).

contract interest rate guarantee fair bonus

0.5% VaR  mean error

0.5% VaR mean error

length starting level rate rate daily update daily update 20d update 20d update

3 4 0 32.7 -7 -1.01 -7.4 -0.95
3 4 1/3 23.8 -5.1 -0.76 -5.4 -0.72
3 4 2/3 13.1 -2.9 -0.46 -3.1 -0.43
3 7 0 50.2 -11.9 -1.78 -12.6 -1.66
3 7 1/3 38.3 9.1 -1.35 -9.7 -1.27
3 7 2/3 22.6 -5.5 -1.01 -6 -0.97
10 4 0 32.6 -40.3 -5.09 -40 -4.9

10 4 1/3 26.7 -36.7 -9.34 -36.7 9.1

10 4 2/3 14 -15.9 -3.73 -15.9 -3.63
10 7 0 50.6 -117.6 -19.44 -116.6 -18.97
10 7 1/3 38.3 -78.3 -14.78 -77.9 -14.44
10 7 2/3 24 -47.6 -12.82 -47.2 -12.62

cases, probably because the stopping rule based on the estimated regression model is
slightly suboptimal. The exceptions are probably due to simulation errors.

The 0.5% values at risk (VaR) are substantially worse in the 10 years contracts than in
the corresponding 3 years contracts. In the case of the SVJ-SI model the worst figure is
around -20, which means that the hedging error is 20% of the initial investment. In most
cases, when the guarantee rate increases, the VaR improves. This is understandable, since
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TABLE 4.

Fair bonus rates and hedging errors when the SVI-SI model is used for hedging and the
CEV-SI model for predictive simulation (no mortality).

contract interest rate guarantee fair bonus 0.5% VaR mean error 0.5% VaR mean error

length starting level rate rate daily update daily update 20d update 20d update
3 4 0 24.1 -0.1 0.22 -0.4 0.22
3 4 1/3 17.3 -0.1 0.15 -0.3 0.15
3 4 2/3 8.8 0 0.06 0 0.06
3 7 0 37.9 -0.1 0.35 -0.4 0.35
3 7 1/3 28.2 0 0.23 -0.3 0.23
3 7 2/3 15.3 0 0.11 -0.1 0.11
10 4 0 26.8 -1.8 0.31 2 0.31
10 4 1/3 19.1 -1 0.22 -1.1 0.21
10 4 2/3 9.2 -0.1 0.08 -0.1 0.08
10 7 0 38.1 -0.1 04 -0.5 04
10 7 1/3 29 -0.2 0.29 -0.5 0.28
10 7 2/3 15.4 0 0.11 -0.1 0.11
TABLE 5.

Fair bonus rates and hedging errors when the SVJ-SI model is used for both hedging and
predictive simulation, and mortality is taken into account.

contract interest rate guarantee fair bonus 0.5% VaR  mean error 0.5% VaR mean error

length starting level rate rate daily update daily update 20d update 20d update

3 4 0 24.5 -2.1 0.05 2.3 0.06
3 4 1/3 17.3 -1.4 0.05 -1.6 0.05
3 4 2/3 8.9 -0.8 0.04 -0.9 0.04
3 7 0 38 -2.8 0.19 -3.4 0.2
3 7 1/3 28.3 -2.2 0.13 -2.6 0.14
3 7 2/3 15.4 -1.3 0.08 -1.5 0.09
10 4 0 23.6 -4.6 0.16 -4.4 0.17
10 4 1/3 18.7 -8.6 -0.01 -8.4 0

10 4 2/3 9.2 -3 0.04 2.9 0.05
10 7 0 38.6 -17.4 0.17 -16.3 0.18
10 7 1/3 28.9 -17.2 0.04 -16.7 0.06
10 7 2/3 15.6 -9.6 0.05 9.4 0.07

a larger guarantee reduces fluctuation in the value of the contract. In the 3 years contracts
one can see that the VaRs are slightly poorer when the updating interval is 20 days, while
in the 10 years contracts the opposite statement holds. In general, it is not easy to estimate
extreme VaRs accurately using simulation; for example, the standard error for the VaR
value -20 is around 0.6.
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By comparing Tables 1 and 2 one can also see that the fair bonus rates for the CEV-SI
model are substantially higher than for the SVJ-SI model. The reason here is that in the
CEV model the variance of the return process is a decreasing function of the index level,
implying lower predicted variances. This in turn decreases the value of the contract for a
fixed bonus rate, which is compensated by an increase in the fair bonus rate. When the
higher bonus rate is used and the true process is SVJ-SI, the result is unfavourable for
the insurance company. One dramatic consequence of this are the negative mean hedging
errors shown in Table 3, which are large in absolute value. The VaRs are also dramatically
small, which may be explained by the fact that the optimal stopping time is at the end of
the contract period or close to it.

Table 4 shows the results in the opposite situation where the SVJ-SI model is used for
hedging and the true process is CEV-SI. In this case the bonus rate is too small, which
implies that the hedging errors are positive on average. Moreover, the VaRs are very
small in absolute value, since the optimal stopping times are close to the beginning of the
contract period.

The effect of mortality can be studied by comparing Tables 1 and 5. In the 3 years
contracts the fair bonus rate is usually slightly larger when mortality is taken into account,
which is a kind of compensation for suboptimal stopping in the case of death. In the 10
years contracts no systematic difference can be observed, probably because of simulation
errors. The hedging results also look similar in both cases.
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FIG. 4. Difference between hedging portfolio and pay-off value when both SVJ-SI and CEV-SI models are
used in hedging and in predictive simulation. It is assumed that the initial interest rate is 7%, guarantee rate 0
and prediction length 10 years, and that there is no mortality. The bonus rate is 38% when the hedging model
is SVJ-SI and 50.2% when it is CEV-SI. On the left the difference is calculated at the optimum stopping time,
and on the right at the end of the contract period.

From Figure 4 one can see that the hedging error distributions are extremely peaked
when the hedging model corresponds to the true process and the hedging error is defined
as the difference between the replicating portfolio and the pay-off value at the optimal
stopping time. The exceptionally small or large errors may occur when the stopping
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FIG. 5. (a) Distribution of the optimal stopping time in a 10 years contract. It is assumed that the initial
interest rate is 7%, guarantee rate 0 and bonus rate 38.6%, and that there is no mortality. The SVJ-SI model is
used both in predictive simulation and in determining the optimal stopping time. (b) Standard deviation of the
hedging error when SVJ-SI and CEV-SI models are used for the insurance contract, and when the Black-Scholes
model is used to hedge a 10 years European call option with initial price 1, strike price 4, interest rate 7% and
volatility 20%. In each case, the initial investment is 100 (euros) and the replication portfolio is updated daily.
These figures are based on 1000 simulation paths.

time is near the end of the contract period. The right hand side of the figure shows that
the hedging error distributions have large standard deviations at the end of the contract
period. When the correct model is used for hedging, the mean of the error distribution is
slightly positive, since stopping at the end is suboptimal in most cases. When the SVJ-SI
model is used for hedging and the true process is CEV-SI, the bonus is too small and the
hedging error distribution is further on the positive side. In the opposite case, when the
CEV-SI model is used for hedging and the true process is SVJ-SI, the bonus is too large
and the hedging error distribution is concentrated on negative values.

From Figure 5 (a) one may see that the optimal stopping times are concentrated in the
beginning part of the contract period, but in some cases the stopping is delayed until the
end. Figure 5 (b) shows the standard deviation (SD) of the hedging error as a function of
time. For comparison, the SD of the hedging error of a European call option with a suit-
ably chosen strike price is also shown. Interestingly, it is close to the SDs of the insurance
contract. This vanilla option is not easy to hedge because of its leverage, which makes
its value very volatile, while the issue with the insurance contact is that the regression
method does not provide delta values accurate enough.

These results indicate that model error might be crucial when hedging an equity-linked
life insurance contract. In the worst scenarios the errors would mean huge losses to the
insurance company. Small VaRs as such should not be an issue, since the hedging error
distribution can be easily sifted to the positive side by decreasing the bonus rate.

We therefore suggest the following two-step approach to choose a sensible bonus rate.
First, the theoretical fair bonus rate and the corresponding regression coefficient matrix
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is determined using the inverse prediction method described in Section 3.4. Second, the
inverse prediction method is combined with hedging simulation by utilizing the regres-
sion coeflicient matrix from the first step in order to determine a bonus rate such that the
VaR of the hedging error at the maturity of the contract is acceptable for the insurance
company. In order to eliminate the model risk, the SVJ-SI model should be used, since it
implies lower bonus rates.

6. CONCLUSIONS

In this paper we present a full Bayesian analysis of valuation and hedging of an equity-
linked life insurance contract. The Bayesian approach enables us to exploit MCMC meth-
ods and to take parameter uncertainty into account in both valuation and hedging. We
value the contract with the regression method, since it embeds an American-style surren-
der option and no closed-form valuation formula is available. In the valuation we take
both financial and mortality risks into account. Two alternative financial models, SVJ-SI
and CEV-SI, are utilized. As a stochastic mortality model we use a generalization of the
Gompertz model.

The main steps in this paper are the estimation of the financial and mortality models,
generation of the posterior predictive distributions, pricing the American-style contract,
evaluation of the fair bonus rate, and hedging simulation. Two alternative hedging strate-
gies are employed: first, single-instrument hedging combined with the SVJ-SI model,
and, second, conventional delta-neutral hedging combined with the CEV-SI model.

The hedging performances of these alternative strategies turn out to be similar. Prob-
ably the effect of the imperfectness of single-instrument hedging is vanishingly small
compared to other sources of errors, such as discretization errors and estimation errors of
the deltas. However, we find that correct model choice is crucial and that the use of an
unrealistic model might lead to catastrophic losses for the insurance company. In partic-
ular, if the true data generating process were SVIJ-SI, using the CEV-SI model in pricing
might lead to losses, since the latter model implies significantly larger bonus rates.

We find that the duration of the contract is the most significant factor to produce large
hedging errors. On the contrary, including mortality has only a slight effect on the es-
timated fair bonus rate and no observable effect on hedging performance. The effect of
the updating interval is also small; rebalancing the hedging portfolio monthly produces
in practice the same performance as daily updating.

Our results suggest the following two-step procedure to choose a sensible bonus rate:
first, the theoretical fair bonus rate is determined, and second, it is adjusted so that the
VaR of the hedging error becomes acceptable for the insurance company.
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APPENDICES
A. Full conditional distributions of the option pricing model

Let us denote y1 = (a},B1), y2 = (@5,62), ¢ = (U, ¥1,¥2,01,02,03,012, P13, 023),
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Updating y; with a Gibbs step 1]
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Updating v, with a Gibbs step

Prior: p(y;) « 1
Conditional posterior:
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Updating ¥ with a Gibbs step

Prior: p(X) oc Inv-Wishart(X[¥, m) x 1(0.9,1,1)(0'%)
Posterior: p(Zlu, y1,72,S, ¥, R, I) o« Inv-Wishart(Z|W + 4, m+ K — 1) x 1(0_9,1,1)(0'%), where

K
A= Z exe).

k=2
Updating volatility with Metropolis-Hastings steps
Let us denote Hy = (log S, Ix, Ry). The conditional posterior of ¥;:

P Yl Y-, Yewr, Hi1, Hi, Hie1, @)
o< p (YilYi-1, Hi-1, Hi, ®) p (Y1, His| Vi, Hi, )

Proposal Y, is generated from p (YY1, Hi—1, Hy, ¢):
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Y; = Yier + (@} + B1Yic1)8 + Y66l

where eg)* ~ N (#22.13 ), 0'2,13). For k£ = 1 the proposal is generated from unconditional

* 2
distribution Pr(Y;|¢). Since Y is a CIR process, its stationary distribution is Gamma (— 20121 ,— 2%) ]
2

Acceptance probability:

mi ( P(Yk+1,Hk+1|Y*,Hk,¢))
" p(Yir1, Hia|Ye, Hy, )

: * 1 * -1 ’ -
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where e}, | is computed using Y. For k = K the acceptance probability cannot be com-
puted. The proposal is accepted with probability 1.

Updating the parameters of the jump process with Gibbs steps

Prior: Ay ~ Beta(py, p2)

Posterior: Pr(4yl/) < Beta(py + 2, i, po + K= X 1)
Priors: b% ~ Inv-y2(dfj, 0'%), alb? ~ N(ay, b*/by)
Posteriors:

1 bon
P, U ~ Inv-y? (dfo s (dfoag +(n—1)s* + bo‘%(U - ao)z))

b U v
a|b2,1,U~N( odo + 1 )

by +n ’b0+n
wheren =31, U=1Y1U, s*=-L LU - U

Updating the jump process with Metropolis-Hastings steps
Let us denote and L; = (log Sy, Yk, Rx). Then the full conditional distribution of I is

D Uik=1, Dkt Lies Li—1, L1, @) = p (il Lg—1, Ly, @) o<
P (lLi=1,¢) p (Lillk, Li—1, ¢) = p (Ukl9) p (Lillx, Li-1, })

Proposal from distribution p (It|¢): I; ~ Ber(4do), U; ~ N(a, ).
Acceptance probability:

. (1 P(Lg|Ly—1, I} ¢))
" p(LilLi-1, Ik, ¢)

: 1 -1 % /N —
:mm{l, exp [—E(ekz lek—ekz lek)]},

* 3 : *
where e} is computed using /}.
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B. Full conditional posterior distributions of the mortality model

Let us denote yy, = log(uy,) for k = 1,..,K and v = 1,...,U. Furthermore, y, =
Ot s Yk), Y = (015 yu) and X = (X7, ..., X)), where

1l ul u-1
1 u?2 u-2
Xu =1. . . . 5
1l u K u-K
and 8 = (Boo, Bo1,B10,B11)-
The inverse of Cor(y|B, ¢) is
R7! 0
R;' = ) =Iy®R!

0 R™!

where /iy is U x U identity matrix and

¢ 1 ¢:::¢K*2
R=| . ) |

¢K:—1 ¢*? ¢ 1

Updating o2, with a Gibbs step

Prior: p(02) o (%

Conditional postemrior: o, B, ¢ ~ Inv-y*(KU, SS/KU), where SS = (y—XB)'R:' (y—XB).

Updating B with a Gibbs step

Prior: p(B) o 1
Conditional posterior: By, ¢, 02, ~ N(,u,;,ofq V), where ug = X'R'X)'X’R;'y and
Ve = (X'RI'X)L.

Updating ¢ with a Metropolis step

Prior: p(¢) = I-1,1)(®) 1
Conditional posterior: p(#|y, 8, 2) o (1 — ¢*)2VE=Dexp (_#SS) I-1.1)(9)
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C. Estimation results of the financial and mortality models

The posterior simulations were performed using the R computing environment. The
following outputs were obtained using the summary function of the add-on package
MCMCpack:

TABLE 6.

Estimation results of the financial model.

Number of chains = 3
Sample size per chain = 10000

1. Empirical mean and standard deviation for each variable,
plus standard error of the mean:

Mean SD Naive SE Time-series SE
mu 0.1157251 0.0365450 2.110e-04 7.554e-04
alphal 0.1968175 0.0386987 2.234e-04 1.658e-03
betal -6.2996549 1.3530007 7.812e-03 5.483e-02
alpha2 0.2154899 0.1286814 7.429e-04 7.452e-04
beta2 -0.0495622 0.0429811 2.482e-04 2.270e-04
sigma22V 0.2218156 0.0444790 2.568e-04 2.137e-03
sigma33 0.0140068 0.0005198 3.001le-06 3.108e-06
rhol2 -0.7681546 0.0523322 3.021e-04 2.070e-03
rhol3 0.0792596 0.0264295 1.526e-04 2.204e-04
rho23 -0.1322315 0.0517667 2.989%e-04 1.381e-03
a -0.0060781 0.0068594 3.960e-05 1.366e-04
b2 0.0003484 0.0002063 1.191e-06 2.366e-06
lambda® 0.0090029 0.0027855 1.608e-05 6.318e-05
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2. Quantiles for each variable:

mu 0.
alphal 0.
betal -9.
alpha2 0.
beta2 -0.
sigma22V 0.
sigma33 0.
rhol2 -0.
rhol3 0.
rho23 -0.
a -0.
b2 0.
lambda® 0.

2.

5%

0426332
1271985
1239610
0281787
1612529
1457985
0130214
8556995
0266995
2335275
0193522
0001421
0051479

25%

.0911853
.1697973
.1682486
.1218338
.0704730
.1902363
.0136508
.8054466
.0615367
.1670558
.0104156
.0002256
.0065661

Gelman and Rubin’s diagnostics

50%

.1162357
.1944505
.2259077
.1949668
.0382768
.2177842
.0139906
.7729459
.0792856
.1321860
.0062760
.0002996
.0085743

(Potential scale reduction factors):

Point est. 97.5% quantile

mu
alphal
betal
alpha2
beta2
sigma22V
sigma33
rhol2
rhol3
rho23

a

b2
lambda®

1.
.00
.00
.00
.00
.00
.00
.01
.00
.00
.00
.01
.01

e e T e e W =

00

1.

e T R e e T = T =

00
.00
.01
.00
.00
.00
.00
.02
.00
.00
.01
.01
.02

75%

.1406814

0.2216304

.3563520
.2853363
.0170129
.2496907
.0143487
.7370593
.0971150
.0979035
.0019092
.0004109
.0111619

97.5%

.1859535

0.2790440

.8502831

0.5272006

.0015817
.3184338
.0150585
.6501383
.1311709
.0299741
.0080387
.0008392
.0145301
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TABLE 7.

Estimation results of the mortality model.

Number of chains = 3

Sample size per chain = 2500

1. Empirical mean and standard deviation for each variable,

plus standard error of the mean:

Mean
beta®® -7.218e+00
beta®l -1.391e-02
betal® 7.248e-02
betall -2.229%e-05
sigma2m 2.941e-02
phi 2.486e-01

SD

.0230773
.0011916
.0008204
.0001162
.0015699
.0366845

Naive SE Time-series SE

.665e-04
.376e-05
.473e-06
.341e-06
.813e-05
.236e-04

2. Quantiles for each variable:

beta®® -7.
beta®l -0.
betal® 0.
betall -0.
sigma2m 0.
phi 0.

2.

5%

2635215
0162149
0708985
0002524
0266480
1769527

-7

25%
.2333503
.0146982
.0719250
.0001005
.0283436
.2246326

50%
-7.218e+00
-1.392e-02

7.247e-02
-1.917e-05
2.928e-02
2.472e-01

Gelman and Rubin’s diagnostics
(Potential scale reduction factors):

Point est. 97.5% quantile

beta®0®
betafl
betal®
betall
sigma2m
phi

1.
.01
.01
.02
.00
.00

S T

00

1.

1
1
1.
1
1

00
.04
.02
06
.00
.01

7.

1
7
5.
3
2

3.
6.582e-05
3.685e-05
7.
4
1

524e-04

854e-06

.937e-05
.603e-03

75%

203e+00 -

.315e-02 -
.302e-02

772e-05

.038e-02
.714e-01

97.5%

.1731612
.0115150
.0740813
.0002014
.0327533
.3236979
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We propose a new method for two-dimensional mortality modeling. Our approach
smoothes the data set in the dimensions of cohort and age using Bayesian smoothing
splines. The method allows the data set to be imbalanced, since more recent cohorts
have fewer observations. We suggest an initial model for observed death rates, and an
improved model which deals with the numbers of deaths directly. Unobserved death rates
are estimated by smoothing the data with a suitable prior distribution. To assess the fit
and plausibility of our models we perform model checks by introducing appropriate test
quantities. We show that our final model fulfils nearly all of the model selection criteria
proposed by Cairns et al. (2008).

Key Words: Bayesian analysis, cohort effect, forecasting, MCMC, model checking, pa-
rameter uncertainty, smoothing splines, stochastic mortality model

1. INTRODUCTION

Mortality forecasting is a problem of fundamental importance for the insurance and
pensions industry. Due to the increasing focus on risk management and measurement for
insurers and pension funds, stochastic mortality models have attracted considerable inter-
est in recent years. A range of stochastic models for mortality have been proposed, for
example the seminal models of Lee and Carter (1992), Renshaw and Haberman (2006)
and Cairns et al. (2006b). Some models build on an assumption of smoothness in mortal-
ity rates between ages in any given year (e.g. Cairns et al., 2006b), while others allow for
roughness, (e.g. Lee and Carter, 1992; Renshaw and Haberman, 2006).

In this paper we propose a new Bayesian method for two-dimensional mortality mod-
eling. Our method is based on natural cubic smoothing splines, which are popular in
statistical applications, since the smoothing problem can be solved using simple linear
algebra. In this approach the distinct data values are taken as knots of the spline, and its

v
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smoothness is achieved by employing rouhgness penalty in a penalized likelihood func-
tion. In the Bayesian approach, the prior distribution takes the role of the roughness
penalty term. A useful introduction to smoothing splines may be found, for example, in
Green and Silverman (1994).

A more general penalized splines approach would employ a set of basis functions,
such as B-splines. In the case that cubic B-splines are used, one may obtain the same
solution as in the smoothing spline approach by using the same roughness penalty and by
choosing the knots to be the distinct values of the data points. Compared to the general
penalized splines approach our approach has the advantage that one does not need to
optimize with respect to the number of knots and their locations. However, the drawback
in our approach is that the matrices involved in computations become too large, unless
one restricts the size of the estimation data set.

We use age-cohort data instead of age-period data, since we wish to preserve the se-
quential dependence of observations within each cohort. Therefore, we have to deal with
imbalanced data, since more recent cohorts have fewer observations. We suggest an ini-
tial model for the observed death rates, and an improved model which deals with the
numbers of deaths directly. We assume the number of deaths to follow a Poisson dis-
tribution, a common model for the number of deaths in a year in a particular cohort.
Unobserved death rates are estimated by smoothing the data with one of our spline mod-
els. The proposed method is illustrated using Finnish mortality data for females, pro-
vided by the Human Mortality Database. We implement the Bayesian approach using the
Markov chain Monte Carlo method (MCMC), or more specifically, the single-component
Metropolis-Hastings algorithm.

The use of Bayesian methods is not new in this general context. Dellaportas et al.
(2001) proposed a Bayesian mortality model in a parametric curve modeling context.
Czado et al. (2005) and Pedroza (2006) provided Bayesian analyses for the Lee-Carter
model using MCMC, with further work by Kogure and Kurache (2010). More recently,
Reichmuth and Sarferaz (2008) have applied MCMC to a version of the Renshaw and
Haberman (2006) model. Schmid and Held (2007) present software which allows analy-
sis of incidence count data with a Bayesian age-period-cohort model. Cairns et al. (2011)
use the same model to compare results based on a two-population approach with single-
population results. Currie et al. (2004) and Richards et al. (2006) assume smoothness in
both age and cohort dimensions through the use of P-splines in a non-Bayesian set-up.
Lang and Brezger (2004) introduce two-dimensional P-splines in a Bayesian set-up but
in a different context.

Cairns et al. (2008) evaluated several types of stochastic mortality models using a
checklist of criteria. These criteria are based on general characteristics and the ability
of the model to explain historical patterns of mortality. None of the existing models met
all of the criteria. However, Plat (2009) later proposed a model which apart from partly
meeting the parsimony criteria meets all of the criteria. We also follow the same list in
assessing the fit and plausibility of our model.

The plan of the paper is as follows. In the next section we describe the data and its use
in estimation. In Section 3 we explain the smoothing problem and present the Bayesian
formulation of the preliminary model, and in Section 4 we describe our final model. In
Section 5 we introduce the estimation method and provide some convergence results. The
model checks are described in Section 6, after which we conclude with a brief discussion.
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2. DATA

We use mortality data provided by the Human Mortality Database (see Human Mortal-
ity Database, 2009). This was created to provide detailed mortality and population data
to those interested in the history of human longevity. In our work we use Finnish cohort
mortality data for females. We use age-cohort data instead of age-period data, since we
wish to take into account the dependence of consequtive observations within each cohort.
In the complete data matrix the years of birth included are between 1807 and 1977; hence
there are 171 different cohorts. The most recent data are from 2006. When the age group
of persons 110 years and older is excluded, the dimensions of the data matrix become
110 x 171. These data are illustrated in Figure 1, in which the observed area is denoted
by vertical lines and the unobserved by two white triangles in the upper left and lower
right corners.

Our estimation method would produce huge matrices if all these data were used simul-
taneously. Therefore, we define estimation areas which are parts of the complete data set.
A rectangular estimation area shown in Figure 1 indicates the cohorts and ages for which
a smooth spline surface is fitted. The mortality rates are known for part of this area, and
they are predicted for the unknown part. More specifically, an estimation area is defined
by minimum age x;, maximum age xg, minimum cohort #; and the maximum cohort #7.
The maximum age for which data are available in cohort 7 is denoted as x,. Thus, the
number of ages included is K = xg — x| + 1 and the number of cohorts 7 = 17 — #; + 1.

Since some readers might be more familiar with age-period data, we have also plotted
the data set in the dimensions of age and year in Figure 2. One should, however, remem-
ber that the figures in these two types of mortality tables are not computed in the same
way. One figure in an age-period table is based on persons who have a certain (discrete)
age during one calendar year and are born during two consecutive years, while each fig-
ure in an age-cohort table is based on data from two consecutive calendar years about
persons born in a certain year (for details, see Wilmoth et al., 2007).

3. PRELIMINARY MODEL

We start building our model in a simplified set-up. Let us denote the logarithms of
observed death rates as y,, = log(m,,) for ages x = x1,xs, ..., xx¢ and cohorts (years of
birth) ¢ = #1, 1, ..., t7. The observed death rates are defined as

_du
My = —,
€xt

where d,; is the number of deaths and e,, the person years of exposure. In our preliminary
set-up we model the observed death rates directly, while in our final set-up we model the
theoretical, unobserved death rates p,.

3.1. The smoothing problem

Our goal is to smooth and predict logarithms of observed death rates. We fit a smooth
two-dimensional curve 6(x, ¢), and denote its values at discrete points as 6,,. In matrix
form we may write

Y=0+E,

v
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1807 1878 t tr 1977
0 L 0
® Frpk=--------- = X1
(=2
<
Estimation ~ f[----------------- X
71
area
Ww' """"""""" -
110 ; 110
1807 1896 1977

Cobhort (year of birth)

FIG. 1. Age-cohort representation of the data set. The complete data set is indicated by the streaked area,
and the imbalanced estimation set by the white rectangle.

1878 1977
0 L 0
————————————— ~ 29
P N e N NN — X1
j=2J
<
Estimation =~ \c-----------1 = X«
71
area
| x¢
110 T T 110
1878 1917 2006
Year

FIG. 2. Age-period representation of the data set. The complete data set is indicated by the streaked area,
and the imbalanced estimation set by the white parallelogram.

where Y is a K X T matrix of observations, ® is a matrix of smoothed values, and E is
a matrix of errors. We denote the columns of Y, ® and E by y;, 8; and &;, respectively.
Concatenating the columns we obtain y = vec(Y), 8 = vec(®) and & = vec(E).
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We further assume that the death rates within a cohort follow a multivariate normal dis-
tribution having an AR(1) correlation structure with autocorrelation coefficient ¢. Thus,

€ ~NO,0°P), j=12,.,T,

where P is a correlation matrix with elements p,, = ¢" . The observations in different
cohorts are assumed to be independent.
In general, all observations are not available for all cohorts. For each j, we may parti-
tion y; into observed y;; and unobserved y, and 8; correspondingly to 6;; and 6, and
PtoP;,, r,s = 1,2. The unobserved part of the data can be predicted using the result IV
about the conditional distribution of the multivariate normal distribution:

{yplyj. o, ¢} ~ N0j.1,07P;021),
where 0,1 = 0, + Pj,21P;{](Yj1 —6;)and P2y =P — Pj,ZIP;{]
When estimating # we wish to minimize the generalized sum of squares

P

r
S8y = Z(le -0, P}, (Y1 — 0). (1)
=

The vector of all observed mortality rates is y°** = Sy, where S is a selection matrix
selecting the known values from the complete data vector y. The matrix S can be con-
structed from the identity matrix of size KT by including the ith row (i = 1,2,...,KT) if
the ith element of y is known. Now we can write (1) as

SS1 = (y* — S0)(SP.S") " (y*™* — S0), @)

where P, = Ir ® P.
In addition to maximizing fit, we wish to smooth ® in the dimensions of cohort and
age. Specifically, we minimize the roughness functional

2

XK 52 )
£1 [a—xze(x,l,) dX (3)

T 62 12
—0(x, )| dt 4
[ |5t @
foreachk=1,2,.., K.

If 6(x, ¢;) is considered a smooth function of x obtaining fixed values at points x1, x, ..., Xk,
then using variational calculus it can be shown that the integral in (3) is minimized by
choosing 6(x, ¢;) to be a cubic splines curve with knots at x1, x2, ..., xg. Furthermore, this
integral can be expressed as a squared form 6’ G#0;, where Gy is a so-called roughness
matrix with dimensions K X K (for proof, see Green and Silverman, 1994). Similarly, if
0(x, t) is a cubic splines curve with knots at #, ..., f7, the integral in (4) equals OEk)GTO(k),
where 6, denotes the kth row of @ and Gy is a T x T roughness matrix. Thus, we wish
to minimize

foreach j=1,2,..,T and

T
SS, = Z 0/Gx8; = (17 ® G)f (5)
=1
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and

K
SS; = Z 8,,Grby) = 6 (Gr ® Ix)f. (6)
k=1
An N x N roughness matrix is defined as Gy = VyA;! V), where the non-zero elements
of banded N X (N —2) and (N —2) X (N —2) matrices Vy and Ay, respectively, are defined
as follows:

1 1 1 1
Vii= s Vi = —( + ), Viegj = ——
Xit1 — Xi Xit1 = Xi  Xig2 = Xit] Xi+2 — Xi+l
and
Xi+2 — Xirl Xiv2 — Xj
Ay = Airy: = A= ,
ii+1 i+1,i 6 ii 3
with data points x;, i = 1, ..., n. In our case the data are given at equal intervals, implying
that
Vii=1, Vii=-2, Vi =1
and
1 2
Aijs1 =Ajyyi= =, A==,
i,i+1 i+1,i 6 1, 3

Combining the previous results, we obtain the bivariate smoothing splines solution for
6 by minimizing the exression S| + 4;SS, + 4,553, where S5, SS, and SS; are
given in the equations (2), (5) and (6), respectively, and the parameters 4; and A, control
smoothing in the dimensions of cohort and age, respectively. Using matrix differentiation
and the properties of Kronecker’s product, it is easy to show that for fixed values of 4;
and A, the minimal solution is given by

0 ’ =1 -1 n—1,0bs
b =[s'(SP.8)'S + A| S/(SP.S) 7y, (7)

where
A= /11(17" ® GK) + L(Gr ® IK). (8)

In the special case that the data set is balanced (S is an identity matrix), the solution is
simplified to § = (I + P,A)"y.

3.2. Bayesian formulation
Bayesian statistical inference is based on the posterior distribution, which is the con-
ditional distribution of unknown parameters given the data. In order to compute the pos-
terior distribution one needs to define the prior distribution, which is the unconditional
distribution of parameters, and the likelihood function, which is the probability density of
observations given the parameters. Bayes’ theorem implies that the posterior distribution
is proportional to the product of the prior distribution and the likelihood:

p(nly) o< p(m)p(yln),

where y is the data vector and 7 the vector of all unknown parameters.
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In our case, the likelihood is given by
p(y()bslq) — (271_0_2)—% |SP*S,|_% e_ﬁ()’OI]‘v—S@)/(SP*S')’](y”’”—SG)’ (9)

where K, is the length of y°*.

In order to facilitate estimation we reparametrize the smoothing paramaters as follows:
A=A and w = A/, where A, and A, control the smoothing in the dimensions of age
and cohort, respectively. Furthermore, we use the following hierarchical prior for 5:

p() = p(a®)p(D)p(w)p(d)p(Blo”, A, w, ),

where

Py e (10)
Py o Al

P) o« e

p@)cl, —-1l<¢p<l.

As hyperparameters we set @ = 81 = 0.001 and @ = 8, = 10. Thus, the prior of o is
the standard uninformative improper prior used for positive parameters, and the priors of
A and ¢ are also fairly uninformative. The prior of w is instead more informative, having
mean 1 and variance 0.1, since we found that the data do not contain enough information
about w, and with a looser prior we would face convergence problems in estimation.
We made sensitivity analysis with respect to the prior of A and found that increasing or
decreasing the order of magnitude of @; and §; did not essentially affect the results.

The smoothing effect can now be obtained by choosing a conditional prior for @ which
is consistent with the smoothing splines solution. Such a prior contains information only
on the curvature, or roughness, of the spline surface, not on its position or gradient. Thus,
we assume that {8]0%, A, w, ¢} is multivarite normal with density

1
1 [(IT Gy, + W(Gr ® IK)]‘E ozt [(IT@GK&')‘HA)(GT@IK)]@’
an
where Gk, is a positive definite matrix approximating Gg. More specifically, we define
Gk, = Gk +yXX’, where y > 0 can be chosen to be arbitrarily small, and X = (1 x) with
1=(1,..,1) and x = (xq, ..., xx)". Initially, we use Gg, instead of G, since otherwise
p(0lo?, A, w, $) would be improper, which would lead to difficulties when deriving the
conditional posteriors for A and w.
Multiplying the densities in (11) and (9) and picking the factors which include 6 we
obtain the full conditional posterior for 8 up to a constant of proportionality:

P02, 4, w,¢) = Qro)y T

POy, 72, 4, w, ) ol =S0/(5P.8) (P -SO+0 [(IreGrypralGrato o) (1)

Manipulating this expression and replacing Gk, with Gg we obtain

p(0|Ys 0_2’1, w, ¢) o e—ﬁ(O—g)’B(O—O)’

v
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where 6 is given in (7) and B = A + §’(SP,S’)"!S. From this we see that the con-
ditional posterior distribution of @ is multivariate normal with mean @ and covariance
matrix o>B~! in the limiting case when Gx, — Gg. This implies that the conditional
posterior mode for € is equal to the smoothing splines solution provided in the previ-
ous section. Thus, using the multivariate prior described above, we can implement the
roughness penalty of smoothing splines in the Bayesian framework.

In order to implement estimation using the Gibbs sampler, the full conditional posterior
distributions of the parameters are needed. In the following, we will provide these for o2,
4, w and ¢ in the limiting case when Gk, — Gg.

The conditional posterior of o2 is

p(0—2|y’ /l, w, ¢) & (0-2)_( K*-SKT +l)e*2[% [(ynh37sg),(SP*S,)_l (y01}57S0)+0,A0] s

which is the density of the scaled inverted y?-distribution Inv-y?(v, b)', where v = K, +KT
and b = (SS| + A58, + AwSS3)/v with §§1, S, and §S; given in (2), (5) and (6).
The conditional posterior of A is

P, 6,02, w, §) o /1.'1]—1+%e—ﬂ[ﬁl+ﬁ9’(IT®GK+wGT®IK)0]’ (13)
which is the density of Gamma(a; + KT/2, 81 + (SS, + wSS3)/(202)).

The conditional posterior of w is

1
K-2T-2 2

- 2

_ M

’0’ 2’/1’ (1/2+T2 1+ _j
Py, 0.%.1.6) [rm( v

k=1 j=1

e—wlﬁ2+ﬁ€’(Gr®lk)€J’ (14)

where u;, j=1,..,T = 2,and v, k = 1,...,K — 2, are the nonzero eigenvalues of Gr
and Gy, respectively. This is not a standard distribution, but since it is log-concave, it is
possible to generate values from it using adaptive rejection sampling, introduced by Gilks
and Wild (1992).

Finally, the conditional posterior of ¢, given by

PPy, 6,07, 4, w) o (1 — ¢?) 1K z7S51

is not of standard form, and it is therefore difficult to generate random variates from it
directly. Instead, we may employ a Metropolis step within the Gibbs sampler.

Now, the estimation algorithm is implemented so that the parameters A, w, o> and 6 are
updated one by one using Gibbs steps, and ¢ is updated using a Metropolis step. Further
details will be given in Section 5.

4. THE FINAL MODEL

In our final set-up we are able to control for unsystematic mortality risk in addition to
systematic risk. Unsystematic risk means that even if the true mortality rate were known,
the numbers of deaths would remain unpredictable. When the population becomes larger,
the unsystematic mortality risk becomes smaller due to diversification.

"Notation X ~ Inv-y?(v, b) means that vb/X ~ x2.
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4.1. Formulation and estimation

In the final model the inference is rendered more accurate by modeling the observed
numbers of deaths directly. Specifically, we assume that

dy; ~ Poisson(uyey),

where d,, is the number of deaths at age x and cohort ¢, u,, is the theoretical death rate
(also called intensity of mortality or force of mortality) and e,, is the person years of
exposure. This is an approximation, since neither the death rate nor the exposure is
constant during any given year. Our purpose is to model 6,;, = log(u,;) with a smooth
spline surface. Compared to the preliminary model we have replaced m,; by u,, and
removed the error term and its autocorrelation structure.

Similarly to the preliminary model, we obtain the smoothing effect by using a suitable
conditional prior distribution for 6. Specifically, we obtain p(6]|4, w) by replacing o> with
1 in equation (11). For A and w we use the same prior distributions as earlier, given by
(10), and their conditional posteriors are obtained from (13) and (14) when o is set at 1.
However, here we use hyperparameters ; = 8; = 107°, since removing o changes the
scale of A several orders of magnitude.

Now the full conditional posterior distribution of @ may be written as

tr XK
1
p(Bld°", 2, w) o exp {Z D [dutlss = exrexp(6x)] - EO’AO} : (15)

=t x=x

where d° is a vector of observed death numbers, and K, the number of ages for which
data are available in cohort #. The double sum in this expression comes from the likeli-
hood function and the squared form from the prior distribution.

This model can be estimated similarly to the preliminary model, using Gibbs sampling.
However, since the conditional distribution in (15) is non-standard, it is difficult to sample
from it directly. Here we may use a Metropolis-Hastings step within the Gibbs sampler.
As a proposal distribution we may use a multivariate normal approximation to (15), given

by
J(0) « exp {—% (v - sa)' (SzS) (v - s0) - %G’AO} ,

where y°% is a vector of observed log death rates, X is a diagonal matrix with 1/d,,, x =
X1, ., Xg, t = 1y,..., I, as its diagonal elements, and S is a selection matrix defined in
Section 3.1. The approximate variance 1/d,, of the log death rate is obtained by applying
the delta method to the relevant transformation of the underlying Poisson variable.

Thus, the proposal 8 is distributed as
6 ~ MVN(C™'S/(SZS") 1y’s, ¢y,

where C = A + §’(SES’)™!S, and is accepted with probability

min|1 p61d*"”, A, ‘U)/J(G*))

p(Olders, A, w)/J(6)

v
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This update is an independence sampler, since the proposal distribution of 6* does not
depend on the current value #. The whole algorithm is once more a special case of the
single-component Metropolis-Hastings. Further details on this algorithm will be provided
in the next section.

5. ESTIMATION
5.1. Estimation procedure

Our estimation procedure is a single-component (or cyclic) Metropolis-Hastings algo-
rithm. This is one of the Markov Chain Monte Carlo (MCMC) methods, which are useful
in drawing samples from posterior distributions. Generally, MCMC methods are based on
drawing values from approximate distributions and then correcting these draws to better
approximate the target distribution, and hence they are used when direct sampling from a
target distribution is difficult. A useful reference for different versions of MCMC is Gilks
et al. (1996).

The Metropolis-Hastings algorithm was introduced by Hastings (1970) as a general-
ization of the Metropolis algorithm (Metropolis et al., 1953). Also the Gibbs sampler
proposed by Geman and Geman (1984) is its special case. The Gibbs sampler assumes
the full conditional distributions of the target distribution to be such that one is able to
generate random numbers or vectors from them. The Metropolis and Metropolis-Hastings
algorithms are more flexible than the Gibbs sampler; with them one o nly needs to know
the joint density function of the target distribution with density p(#) up to a constant of
proportionality.

With the Metropolis algorithm the target distribution is generated as follows: first a
starting distribution po(6) is assigned, and from it a starting-point 6° is drawn such that
p(@°) > 0. For iterations ¢ = 1,2, .. ., a proposal 6" is generated from a jumping distribu-
tion J(6*|6"""), which is symmetric in the sense that J(6,|0;) = J(6,16,) for all 6, and 6.
Finally, iteration ¢ is completed by calculating the ratio

= 20 (16)
peh

and by setting the new value at

o - { #*  with probability min(r, 1)
6! otherwise.
It can be shown that, under mild conditions, the algorithm produces an ergodic Markov
Chain whose stationary distribution is the target distribution.
Metropolis-Hastings algorithm generalizes the Metropolis algorithm by removing the
assumption of symmetric jumping distribution. The ratio » in (16) is replaced by

_ _p@)Ee)
POD/JET10")

to correct for the asymmetry in the jumping rule.
In the single-component Metropolis-Hastings algorithm the simulated random vector
is divided into components or subvectors which are updated one by one. If the jumping
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distribution for a component is its full conditional posterior distribution, the proposals
are accepted with probability one. In the case that all the components are simulated in
this way, the algorithm is called a Gibbs sampler. As stated above, in the case of our
preliminary model we can simulate all parameters except ¢ directly, and may therefore
use a Gibbs sampler with one Metropolis step. As the jumping distribution of ¢ we use the
normal distribution N(¢'~!, 0.05%). For the final model we use a Gibbs sampler with one
Metropolis-Hastings step for 6. The proposal distribution and its acceptance probability
were already given in Section 4.

5.2. Empirical results

All the computations in this article were performed and figures produced using the
R computing environment (R Development Core Team, 2010). The functions and data
needed to replicate the results can be found at http://mtl.uta.fi/codes/mortality. A minor
drawback is that we cannot use all available data in estimation but must restrict ourselves
to a relevant subset. This is due to the huge matrices involved in computations if many
ages and cohorts are included in the data set. For example, if we used our complete data
set, whose dimensions are 7 = 110 and K = 171, we would have to deal with Kronecker
product matrices of dimension 18810 x 18810. This would require 5 GB of memory
for storing one matrix and much more for computations. Although we can alleviate the
storage problem and also speed up the computations using sparse matrix methods, we still
cannot use the complete data set. In our implementation we use the R package SparseM.

To assess the convergence of the simulated Markov chain to its stationary distribution
we used 5 representative values of 8, denoted as 6y, ..., 85, from each corner and the middle
of the data matrix, in addition to the upper level parameters. The value 65 is in the lower
right corner of the matrix and corresponds to an unobserved data item.
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FIG. 3. Posterior simulations of the final model.
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For each data set and both models we assessed the convergence of iterative simulation
using three simulated sequences with 5000 iterations. In the case of the final model we
discarded 1500 first iterations of each chain as a burn-in period, while in the case of the
preliminary model the convergence was more rapid and we discarded only 200 iterations.

Figure 3 shows one simulated chain corresponding to the final model and the data
set with ages 50-90 and cohorts 1901-1941. It seems that the chain converges to its
stationary distribution after about 300 iterations, and the component series of the chain
mix well, that is, they are not excessively autocorrelated, except for the parameter A.
Summaries of the estimation results for both preliminary and final model as well as the
diagnostics of Gelman and Rubin (1992) are given in Appendix A. The values of the
diagnostic are close to 1 and thus indicate good convergence.

6. MODEL CHECKING

Cairns et al. (2008) provide a checklist of criteria against which a stochastic mortality
model can be assessed. We will follow this list as we assess the fit and plausibility of our
two models. The list is as follows:

. Mortality rates should be positive.
. The model should be consistent with historical data.
. Long-term dynamics under the model should be biologically reasonable.

AW N~

. Parameter estimates should be robust relative to the period of data and range of ages
employed.
5. Model forecasts should be robust relative to the period of data and range of ages
employed.
6. Forecast levels of uncertainty and central trajectories should be plausible and consis-
tent with historical trends and variability in mortality data.
7. The model should be straightforward to implement using analytical methods or fast
numerical algorithms.
8. The model should be relatively parsimonious.
9. It should be possible to use the model to generate sample paths and calculate predic-
tion intervals.
10. The structure of the model should make it possible to incorporate parameter uncer-
tainty in simulations.
11. At least for some countries, the model should incorporate a stochastic cohort effect.
12. The model should have a non-trivial correlation structure.

Both of our models fulfil the first item in the list, since we model log death rates. To
assess the consistency of the models with historical data we will introduce three Bayesian
test quantities in Section 6.1.

A model is defined by Cairns et al. (2006a) to be biologically reasonable if the mor-
tality rates are increasing with age and if there is no long-run mean reversion around a
deterministic trend. Our spline approach implies that the log death rate increases linearly
beyond the estimable region. The preliminary model allows for short-term mean rever-
sion (or autocorrelation) for the observed death rate, while there is no mean reversion at
all in the final model.
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The fourth and fifth points in the list, that is, the robustness of parameter estimates
and model forecasts, will be studied in Sections 6.2 and 6.3. The figures of posterior
predictions in Section 6.3 help assess the plausibility and uncertainty of forecasts and
their consistency with historical trends and variability.

Implementing the models is fairly straightforward but involves several algorithms.
Basically, we use the Gibbs sampler, and supplement it with rejection sampling and
Metropolis and Metropolis-Hastings steps, which are needed to update certain param-
eters or parameter blocks. A further complication is that we have to use sparse matrix
methods to increase the maximum size of the data set.

In the Bayesian approach one typically uses posterior predictive simulation, in which
parameter uncertainty is taken into account, to generate sample paths and calculate pre-
diction intervals. This will be explained in detail in Section 6.3.

The hierarchical structure of the spline models makes them parsimonious: on the upper
level the preliminary model has 4 parameters, the final model only 2. Both models also
incorporate a stochastic cohort effect. The preliminary model incorporates an AR(1)
structure for observed mortality, while the final model has no correlation structure for
deviations from the spline surface.

One should note, however, that the spline model in itself implies a covariance struc-
ture. In a one-dimensional case the Bayesian smoothing spline model can be interpreted
as a sum of a linear trend and integrated Brownian motion (Wahba, 1978). The prior
distribution does not contain information on the intercept or slope of the trend but im-
plies the covariance structure of the integrated Brownian motion. Similarily, in our two-
dimensional case, the spline surface can be interpreted as a sum of a plane and deviations
from this plane. The conditional prior of 8, given the smoothing parameters, does not
include information on the plane but implies a specific spatial covariance structure for the
deviations.

6.1. Tests for the consistency of the model

In the Bayesian framework, posterior predictive simulations of replicated data sets may
be used to check the model fit (see Gelman et al., 2004). Once several replicated data sets
P have been produced, they may be compared with the original data set y. If they look
similar to y, the model fits.

The discrepancy between data and model can be measured using arbitrarily defined
test quantities. A test quantity 7'(y, ) is a scalar summary of parameters and data which
is used to compare data with predictive simulations. If the test quantity depends only on
data and not on parameters, then it is said to be a test statistic. If we already have N
posterior simulations 6;, i = 1,..., N, we can generate one replication ), using each 6,
and compute the test quantities 7(y, 6;) and T(y;”, ;). The Bayesian p-value is defined to
be the posterior probability that the test quantity computed from a replication, 7()"%, 6),
will exceed that computed from the original data, 7'(y, 8). This test may be illustrated by
a scatter plot of (7(y,6,), T(v;”,6;)), i = 1,..., N, where the same scale is used for both
coordinates. Further details on this approach can be found in Chapter 6 of Gelman et al.
(2004) or Chapter 11 of Gilks et al. (1996).

In the case of our preliminary model, a replication of data is generated as follows:
First, 6, o and ¢ are generated from their joint posterior distribution. Then, using these
parameter values, a replicated data vector y" is generated from the multivariate normal

v
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distribution N(@, I® o> P). Finally, the elements of y"¢” which correspond to the observed
values in y°* are selected. In the case of the final model, @ is first generated and then
the numbers of deaths d,, and exposures e,, are generated recursively by starting from
the smallest age included in the estimation data set. The numbers for the smallest age
are not generated but they are taken to be the same as in the estimation set. Finally, the
replicated death rates are computed as y,, = log(d,,/e.,), and the values corresponding to
the observed values in y°** are selected. Further details about this procedure are provided
in Appendix B.

We introduce three test quantities to check the model fit. The first measures the au-
tocorrelation of the observed log death rate and the second and third its mean square
error:

Z[T:zl Zﬁg)_cll (yx+1,t - 9x+1,t)(yxt - gxt)
S Ki ’

where K is the number of observations in cohort z, and

AC(y,0) =

iitl ;ngl (yxt - 9x1)2

2
Z:Qtl (ny,t - gxk,f)
S K '

MSE;(y,6) = -

, MSE>(»,0) =

Figures 4 and 5 show the results when using the data set with ages 50-90 and cohorts
1901-1941. Each figure is based on 500 simulations. If the original data and repli-
cated data were consistent, about half the points in the scatter plot would fall above the
45° line and half below. Figure 4a indicates that the preliminary model adequately ex-
plains the autocorrelation observed in the original data set, while Figure 5a suggests that
there might be slight negative autocorrelation in the residuals not explained by the model.
However, since the Bayesian p-value, which is the proportion of points above the line, is
approximately 0.95, there is no sufficient evidence to reject the assumption of indepen-
dent Poisson observations.
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FIG. 4. Goodness-of-fit testing for the preliminary model.
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FIG. 5. Goodness-of-fit testing for the final model.

The test statistic MS E| measures the overall fit of the models, and both models pass
it (figures not shown). The test statistic MS E, measures the fit at the largest ages of the
cohorts. From Figure 5b we see that that the final model passes this test. However, Figure
4b suggests that under the preliminary model the MS E, simulations based on the original
data are smaller than those based on replicated data sets (pp = 0.98). The reason here
is that the homoscedasticity assumption of logarithmic mortality data is not valid. The
validity of the homoscedasticity and independence assumptions could be further assessed
by plotting the standardized residuals (not shown here).

6.2. Robustness of the parameter estimates

The robustness of the parameters may be studied by comparing the posterior distribu-
tions when two different but equally sized data sets are used. Here we used two data sets
with ages 40-70 and 60-90, and cohorts 1917-1947 and 1886-1916, respectively. We
refer to these as the younger and older age groups, respectively. Figure 6 (c) indicates
that the variance parameter o> of the preliminary model is clearly higher for the younger
age group. This results from the fact that the variance of log mortality data becomes
smaller when the age grows. This also causes a robustness problem for A, since its pos-
terior distribution is dependent with that of 0. Also ¢ seems to have a slight robustness
problem, suggested by Figure 6 (d). On the contrary, w does not suffer from robustness
problems, but the reason is that the data do not contain enough information for its estima-
tion, which implies that the posterior is practically the same as the prior. Since w does not
significantly deviate from unity, one could consider using only one smoothing parameter
instead of two.

Figure 7 (a) indicates that under the final model the posterior of A is more concentrated
on small values for the younger age group. However, the difference between the age
groups is not as clear as in the case of the preliminary model. Besides, the range of the
distribution is fairly large in both cases.

v
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6.3. Forecasting

Our procedure for forecasting mortality is as follows. We first select a rectangular
estimation area which includes in its lower right corner the ages and cohorts for which
the death rates are to be predicted. Thus we have in our estimation set earlier observations
from the same age as the predicted age and from the same cohort as the predicted cohort.
An example of an estimation area is shown in Figure 1.

In the Bayesian approach, forecasting is based on the posterior predictive distribution.
In the case of our preliminary model, a simulation from this distribution is drawn as fol-
lows: First, 6, 0 and ¢ are generated from their joint posterior distribution. Then the
unobserved data vectors y;, j = 1,2,...,T, (which are to be predicted) are generated
from their conditional multivariate normal distributions, given the observed data vectors
y;1 and the parameters 6, o> and ¢. These distributions were provided in Section 3. In the
case of our final model, @ is first generated. Then the numbers of deaths d,; and the expo-
sures e,, are generated recursively starting from the most recent observed values within
each cohort. In this way we obtain simulation paths for each cohort and a predictive
distribution for each missing value in the mortality table. Further details are provided in
Appendix B.
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FIG. 8. Posterior predictive distributions of the death rates at ages 70 and 90, based on the preliminary
model. The solid curves correspond to the larger data set (cohorts 1876 — 1916, and ages 30-70 when the the
death rate at age 70 is predicted, and ages 50-90 when the death rate at age 90 is predicted) and the dashed
curves the smaller (cohorts 1886 — 1916, and ages 40—70 when the the death rate at age 70 is predicted, and
ages 60-90 when the death rate at age 90 is predicted). The vertical lines indicate the realized death rates.

In studying the accuracy and robustness of forecasts, we use estimation areas similar
to those used earlier. However, we choose them so that we can compare the predictive
distribution of the death rate with its realized value. The estimation is done as if the
triangular area in the right lower corner of the estimation area, indicated in Figure 1,
were not known. The posterior predictive distributions shown in Figure 8 are based on

v



18

LUOMA, PUUSTELLI & KOSKINEN

Ages: 70, 90 Cohort: 1892

Ages: 70, 90 Cohort: 1900

o o
w w
2 o 2 o
£ 8 £ 8
[=4 - [=4 -
o) j° 1
a a i
(=3 o Ak
w w ‘! M
T T T T T T T T T T T T T T
0.00 0.05 0.10 0.15 0.20 0.25 0.30 0.00 0.05 0.10 0.15 0.20 0.25 0.30
Ages: 70, 90 Cohort: 1908 Ages: 70, 90 Cohort: 1916
o o
w w
2 o 2 o
£ 8 £ 8
[=4 - [=4 -
53 3
a o)
o W+ o
o K o
o A I N o I

T T T T T T T T T T T T T T

0.00 0.05 0.10 0.15 0.20 0.25 0.30 0.00 0.05 0.10 0.15 0.20 0.25 0.30
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the preliminary model, while those in Figure 9 are based on the final model. The four
cases in both figures correspond to forecasts 1, 9, 17 and 25 years ahead, for cohorts 1892,
1900, 1908 and 1916, respectively, when the death rate at ages 70 and 90 are forecast.
The distributions indicated by solid lines are based on larger estimation sets than those
indicated by dashed lines.

It may be seen that increasing uncertainty is reflected by the growing width of the
distributions. Furthermore, the size of the estimation set does not considerably affect
the distributions when the death rate at age 90 is predicted, while when it is predicted at
age 70, the smaller data sets produce more accurate distributions. The obvious reason is
that in the latter case the larger estimation set contains observations from the age interval
3040 in which the growth of mortality is less regular than at larger ages, inducing more
variability in the estimated model. In all cases, the realized values lie within the 90%
prediction intervals.

Figures 10 and 11 show posterior predictive simulations when the preliminary and the
final model is used, respectively. In each case, the results are shown for the cohorts 1891,
1904 and 1916. Three predictive simulation paths (gray lines) are shown for the cohorts
1904 and 1916. Their starting points indicate the beginning of the forecast region. As
may be seen, their variability resembles that of the observed paths (thin black lines).
The variability of observed death rates around the central trajectories (thick black lines)
reflects sample variability around the expected values.
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7. CONCLUSIONS

In this article we have introduced a new method to model mortality data in both age and
cohort dimensions with Bayesian smoothing splines. The smoothing effect is obtained by
means of a suitable prior distribution. The advantage in this approach compared to other
splines approaches is that we do not need to optimize with respect to the number of knots
and their locations. In order to take into account the serial dependence of observations
within cohorts, we use cohort data sets, which are imbalanced in the sense that they con-
tain fewer observations for more recent cohorts. We consider two versions of modeling:
first, we model the observed death rates, and second, the numbers of deaths directly.

To assess the fit and plausibility of our models we follow the checklist provided by
Cairns et al. (2008). The Bayesian framework allows us to easily assess parameter and
prediction uncertainty using the posterior and posterior predictive distributions, respec-
tively. In order to assess the consistency of the models with historical data we introduce
test quantities. We find that our models are biologically reasonable, have non-trivial cor-
relation structures, fit the historical data well, capture the stochastic cohort effect, and are
parsimonious and relatively simple. Our final model has the further advantages that it has
less robustness problems with respect to parameters, and avoids the heteroscedasticity of
standardized residuals.

A minor drawback is that we cannot use all available data in estimation but must restrict
ourselves to a relevant subset. This is due to the huge matrices involved in computations
if many ages and cohorts are included in the data set. However, this problem can be
alleviated using sparse matrix computations. Besides, for practical applications using
"local" data sets should be sufficient.

In both models we have two smoothing parameters, controlling smoothing in the di-
mensions of cohort and age. Since it turned out that the data do not contain information
to distinguish between these parameters, we might consider simplifying the model and
using only one smoothing parameter. On the other hand, the model might be generalized
by allowing for dependence between the smoothing parameter and age.

In conclusion, we may say that our final model meets well the mortality model selec-
tion criteria proposed by Cairns et al. (2008) except that it has a somewhat local character.
This locality is partly due to limitations on the size of the estimation set and partly due
to slight robustness problems related to the smoothing parameter and forecasting uncer-
tainty.
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APPENDIX A

The posterior simulations were performed using the R computing environment. The
following outputs were obtained using the summary function of the add-on package
MCMCpack:

TABLE 1.

Estimation results of the preliminary mortality model.

Number of chains = 3
Sample size per chain = 4800

1. Empirical mean and standard deviation for each variable,
plus standard error of the mean:

Mean SD Naive SE Time-series SE
lambda 16.940473 5.0795384 4.233e-02 4.001e-01
omega 1.010386 0.2781601 2.318e-03 1.765e-02
sigma2 0.004243 0.0001720 1.433e-06 3.552e-06
phi -0.047612 0.0295280 2.461le-04 6.206e-04
thetal -5.163545 0.0335889 2.799%e-04 4.310e-04
theta2 -1.552719 0.0331673 2.764e-04 2.790e-04
theta3 -3.958345 0.0121454 1.012e-04 1.156e-04
thetad -5.903402 0.0333465 2.779%e-04 2.878e-04
theta5 -3.099490 0.2857720 2.381e-03 3.118e-03
2. Quantiles for each variable:

2.5% 25% 50% 75% 97.5%

lambda 8.643654 13.198089 16.351764 20.291032 28.209809
omega 0.551153 0.814618 0.979278 1.175660 1.634720
sigma2 0.003923 0.004125 0.004237 0.004355 0.004597
phi -0.104964 -0.067280 -0.047333 -0.027680 0.011365
thetal -5.229142 -5.186360 -5.163524 -5.141287 -5.097599
theta2 -1.617886 -1.574978 -1.552572 -1.530468 -1.488354
theta3 -3.982101 -3.966441 -3.958372 -3.950303 -3.934482
theta4 -5.969645 -5.925643 -5.903172 -5.880918 -5.837735
theta5 -3.659055 -3.288343 -3.100254 -2.910501 -2.526937
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Potential scale reduction factors:

Point est. 97.5% quantile

lambda 1.02 1.08
omega 1.03 1.08
sigma?2 1.00 1.01
phi 1.00 1.01
thetal 1.00 1.00
theta2 1.00 1.60
theta3 1.00 1.00
theta4 1.00 1.00
theta5 1.00 1.00

Multivariate psrf
1.02
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TABLE 2.

Estimation results of the final mortality model.

Number of chains = 3
Sample size per chain = 3500

1. Empirical mean and standard deviation for each variable,
plus standard error of the mean:

Mean SD Naive SE Time-series SE
lambda 3635.488 921.74852 8.9953444 7.067e+01
omega 1.001 0.08031 0.0007838 1.945e-03
thetal -5.169 0.04009 0.0003913 1.320e-03
theta2 -1.553 0.02386 0.0002329 7.500e-04
theta3 -3.955 0.01060 0.0001035 3.319e-04
thetad -5.886 0.04394 0.0004288 1.288e-03
theta5 -3.064 0.28431 0.0027745 8.642e-03

2. Quantiles for each variable:

2.5% 25% 50% 75% 97.5%
lambda 2173.3167 2952.634 3483.3201 4195.765 5756.134
omega 0.8506 0.946 0.9989 1.054 1.162

thetal -5.2484 -5.198 -5.1685 -5.142 -5.091
theta2 -1.5998 -1.569 -1.5536 -1.536 -1.506
theta3 -3.9765 -3.962 -3.9548 -3.948 -3.934
theta4 -5.9737 -5.917 -5.8853 -5.856 -5.801
theta5 -3.6252 -3.264 -3.0631 -2.875 -2.515

Potential scale reduction factors:

Point est. 97.5% quantile

lambda 1.06 1.19
omega 1.00 1.00
thetal 1.600 1.01
theta2 1.00 1.01
theta3 1.01 1.01
theta4 1.00 1.02
theta5 1.00 1.01

Multivariate psrf
1.04
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APPENDIX B

In the case of the final model, the numbers of deaths d,; and the exposures e,, should be
forecast for the ages and cohorts for which they are unknown. Furthermore, these values
should be generated when replications of the original estimation data set are produced.

In the case of forecasting, we use an iterative procedure to generate d,, and e,,, starting
from the most recent observation of death rate within each cohort. In the case of data
replication, we start from the smallest age available in the data set. In each case, the
initial cohort size is estimated on the basis of the relationship

qxt = 1- exp(_,uxt)a

where g,; is the probability that a person in cohort ¢ dies at age x. The same equality
applies for the maximum likelihood estimates of ¢,, and p.,, given by §., = d,/n,, and
my; = dy/ey, Where ny, is the number of persons reaching age x in cohort z. Thus, we
obtain the formula

@ =1 —exp(—%), (17)

from which we may solve n,, when d,, and e,; are known.
Further, the number of persons alive is updated recursively as ny41, = 1y, — dy, and the
number of deaths is generated from the binomial distribution:

dy+1, ~ Bin (nx+1,ta qx+],t) .

Then ey, is solved using (17).
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