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Summary

In any life and pension insurance company, it is a central task to calculate the value of the
liabilities toward the policyholders. In the classic model for such valuations, a continuous
time Markov chain in a finite state space describes the state of the insured, and the
interest rate, mortality rate, disability rate, and other transition rates are assumed to be
deterministic. Broadly speaking this PhD thesis consists of various extensions of this
model to address the modern needs of life insurance companies. These extensions can be
categorised into two types: the inclusion of policyholder behaviour in the model, and the
modelling of the interest and transition rates as stochastic processes.

The forthcoming Solvency II rules from the EU have contributed to an increased focus
on the modelling of policyholder behaviour, and in this thesis we focus on the so-called
surrender and free policy options. A surrender is a cancellation of the policy in return
for a payout of the technical value, and a free policy conversion is a cancellation of all
future premiums only, whereafter the future benefits are reduced to account for the
missing premiums. Since an exercise of such an option has an effect on the liabilities of
the life insurance company, it is important to take them into account when calculating
the liabilities in the first place. In this thesis they are modelled as random transitions
of the Markov chain. Since the modelling of the free policy option introduces duration
dependence, this increases the complexity of the model. The first main result is a
modification of Kolmogorov’s forward differential equation that allows us to include
modelling of the free policy option without the extra duration dependence. This result is
presented in both the Markov and the semi-Markov life insurance setup.

A central part of the forthcoming Solvency II rules is the requirement to quantify the
risk inherent in the life insurance policies. Since a large part of this risk originates from
changes in the underlying transition rates, for example the unpredictable decline of the
mortality rate, it is necessary to model the underlying transition rates as stochastic
processes. This significantly complicates matters, and one way to deal with this is to
restrict oneself to the class of affine processes. The second main result is a generalisation
of the formulae which make the affine processes mathematically convenient. This allows
us to utilise affine processes for the calculation of the reserve for more complicated life

vii
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insurance products.

In the general setup with stochastic transition rates, where we are not restricted to
affine processes, we present the third main result, namely Kolmogorov’s forward partial
integro-differential equation. In life insurance companies it is, for hedging purposes,
important to know the interest rate sensitivity of the liabilities. For this sensitivity,
the expected cash flows of the policies are often calculated since it is straightforward
to calculate the interest rate sensitivity of a cash flow. Considering the general case
of stochastic transition rates, it is complicated to calculate the cash flows, since the
transition probabilities are required. To find these, one could, for each future time point,
solve Kolmogorov’s backward partial differential equation. Here Kolmogorov’s forward
partial integro-differential equation is advantageous, since it only needs to be solved once
in order to obtain all the relevant transition probabilities for calculating the cash flow.



Resumé

I livsforsikrings- og pensionsselskaber er det en central opgave at opggre vaerdien af for-
pligtelserne over for forsikringstagerne, ogsa kaldet henseettelserne. I den klassiske model
angiver en tidskontinuert Markovkaede péa et endeligt tilstandsrum forsikringstagerens
tilstand, og renten, dgdeligheden, invaliditetshyppigheden og andre overgangshyppig-
heder er antaget at veere deterministiske. Groft sagt bestar denne ph.d.-afhandling af
forskellige udvidelser af den klassiske model for at adressere nogle af de moderne krav
fra livsforsikringsselskaber. Disse udvidelser kan kategoriseres i to typer: modellering af
policetageradfzerd samt modellering af rente og overgangshyppigheder som stokastiske
processer.

De kommende Solvens II regler fra EU har bidraget til et gget fokus pa modellering af
policetageradfeerd, og i denne athandling fokuseres specielt pa de sakaldte genkgbs- og
fripoliceoptioner. Et genkgb er en opheevelse af policen mod at fa udbetalt den tekniske
veerdi af denne, og en fripolicekonvertering er en annullering af alle fremtidige praemier
mod at de fremtidige ydelser bliver tilsvarende reduceret. Da et genkgb eller en fripoli-
cekonvertering sendrer vaerdien af hensaettelserne, er det vaesentligt at modellere disse
optioner i forbindelse med opggrelsen af hensaettelserne. I denne afhandling modelleres
genkgbs- og fripoliceoptionerne som tilfzeldige overgange i Markovkaeden. Da modellering
af fripoliceoptionen introducerer varighedsafhaengighed kompliceres modellen. Det fgrste
hovedresultat er en modificeret version af Kolmogorov’s forlens differentialligning som
tillader os at inkludere modellering af fripoliceoptionen uden at dette forer til den ek-
stra varighedsafhsengighed. Dette resultat praesenteres bade i Markov og semi-Markov
livsforsikringssetuppet.

En central del af de kommende Solvens II regler er kravet om at kvantificere risikoen
i livsforsikringspolicerne. Da en stor del af denne risiko stammer fra sendringer i de
underliggende overgangshyppigheder, for eksempel det uforudsigelige fald i dedeligheden,
er det ngdvendigt at modellere overgangshyppighederne som stokastiske processer. Dette
komplicerer modellen betydeligt, og en méade at handtere dette er at begraense sig til at
modellere overgangshyppigheder med affine processer. Det andet andet hovedresultat er
en generalisering af de formler der ggr affine processer specielt fordelagtige. Dette tillader

X



X RESUME

os at udnytte den affine struktur til at beregne reserver for endnu mere komplicerede
livsforsikringsprodukter.

I den generelle model med stokastiske overgangshyppigheder, hvor vi ikke begreenser os
til affine processer, praesenterer vi det tredie hovedresultat, nemlig Kolmogorov’s forlsens
partielle integro-differentialligning. I livsforsikringsselskaber er det, for hedgingformal,
vaesentligt at kende hensaettelsernes rentefslsomhed. For at bestemme denne fglsomhed i
praksis udregnes policernes cashflow ofte, da det er simpelt at opggre rentefglsomheden
af et cashflow. I den generelle model med stokastiske overgangshyppigheder er det
kompliceret at bestemme cashflowet, idet alle overgangssandsynlighederne forst skal
findes. For at udregne disse kan man, for hvert fremtidigt tidspunkt, lgse Kolmogorov’s
baglaens partielle differentialligning. I dette tilfeelde er Kolmogorov’s forlaens partielle
integro-differentialligning imidlertid fordelagtig, da den blot skal lgses en enkelt gang for
at udregne alle de til cashflowet ngdvendige overgangssandsynligheder.



Chapter 1

Introduction

This PhD thesis is broadly about techniques for valuation of life insurance liabilities. In
this introduction we first outline some background for the research, and then we present
the key mathematical ideas of the thesis and explain the main connections between the
chapters. Throughout we refer to the different chapters, and for references to other
literature, see the introductions in the relevant chapters where the research is presented
and related to existing literature.

1.1 Background

1.1.1 The classic life insurance setup

Given an insurance policy, where certain future premiums and benefits are agreed upon,
the insurance company must calculate the value of this policy in order to know what is
required to honour the policy agreement. The starting point for this investigation is the
classic Markov chain life insurance setup. Here, the stochastic process Z = (Z(t))>0 is
a continuous time Markov chain in a finite state space J = {0,1,...,J}, where each
state has an interpretation like alive, disabled, dead etc., such that the random insurance
events can be interpreted as transitions between states. A classic example is found in
Figure 1.1. Payments are then associated with sojourns in states, b;(t) at time ¢ in state
J, and transitions between states, b;;(t) for a transition ¢ — j at time ¢. The payment at
time ¢ can then be written as

dB(t) = Liza=pbi(t) dt+ > bij(t) dNy(),
J 12
where Nj; is a counting process, counting the accumulated number of transitions 7 — j.

The reserve A fundamental task of the actuary is to calculate the reserve for the

balance sheet. This is given as the expected present value of the future payments.
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[ 0, active ]O[ 1, disabled ]
N

Figure 1.1: The disability Markov model. The arrows represent the possible transitions.

2, dead

Conditional on being in state i at time ¢, this is usually denoted V;(t'), and is given by
o0 ¢
Vi(t) =E [ / e~ Jurls)ds dB(t)‘ Z(t) = Z] :
tl

where r(t) is the interest rate, which in the classic setup is assumed to be deterministic.
It is well known that V;(t) satisfies Thiele’s differential equation.

1.1.2 Stochastic transition rates

Stochastic interest rate In Denmark and several other countries, it is mandatory to
calculate the reserve in a market consistent manner. Thus, the interest rate assumptions
used for reserving must be consistent with the interest rate assumptions used for trading
interest rate derivatives on the financial market. In particular this means that the interest
rate r(t) is stochastic, and the results from the classic setup do not seem applicable.
Luckily, if the stochastic interest rate is independent of the Markov chain Z, which is a
reasonable assumption, a simple result shows that one can simply replace the interest
rate r(t) with the forward interest rate at time ¢', fi/(¢). This is defined through the
relation

E [e* [hir(s)ds

f(tl)} — e ftt, fu(s) ds’

where (F(t)),s, is the filtration generated by (r(t));>0, and the expectation is taken
using the risk neutral measure. The reserve Vi(t') is found similar to in the classic setup,
but we must condition on F(¢') as well. Conditioning on the path of Z and using the
independence, we find that

Vi(t) = B [/ B e~ o)
tl

=E [/Oo e i Ju(s)ds dB(t)‘ Fth, Z(t') = z} :
t/

F(), z} dB(t)‘ F(), Z(t) = z}

Thus, using f,(t) as the interest rate in the classic setup and considering u as fixed, the
usual results hold, e.g. Thiele’s differential equation, and in this way it is simple to extend
the classic setup to calculate the reserve with a market consistent interest rate model.
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With a stochastic interest rate assumption, the reserve is dependent on the forward
interest rate, which changes every day. In the recent years this has been decreasing,
which has resulted in an increasing reserve. In order for the life insurance companies to
handle this, it is vital to hedge the interest rate risk, for example by investing in bonds,
which also increase in value when the interest rate decreases. A simple way to precisely
manage this hedge in practice is to calculate the interest rate sensitivity of the liabilities
and invest in assets such that the asset portfolio has a similar sensitivity with respect to
the interest rate. It is thus central to calculate the interest rate sensitivity of a portfolio
of life insurance contracts.

The cash flow A computationally efficient way of calculating the interest rate sensi-
tivity of a large portfolio of life insurance policies is to calculate the expected cash flow
(which we simply refer to as the cash flow) of each policy. This cash flow can be easily
discounted with different interest rates in order to measure the sensitivity. The cash flow
consists of the expected payments at future times ¢ > t/, and conditional on being in
state i at time ¢, we denote this by a;(¢,t), satisfying

a;(t',t)dt = E [dB(t)| Z(t') = 1] .

As can be seen from e.g. Chapter 2, a;(t', t) can be found by first calculating the transition
probabilities for Z, by e.g. Kolmogorov’s forward differential equation. The reserve can
then be calculated by a simple discounting,

Vi(t') = / e~ Ji fu (&) dsg (¢ 1) dt.
t/

In all of the chapters below, one of the main objectives is to calculate the reserve in the
respective model of the chapter. In Chapters 2, 3 and 6, the primary focus is on efficient
calculation of the cash flow.

Stochastic mortality As the reserves in the balance sheet change due to a changing
interest rate, they also change due to fluctuations in the underlying assumptions of
the transition rates of Z. In the classic setup the transition rates are deterministic.
However, an example is the mortality, which has been declining the last centuries at
an unpredictable pace. Thus, even though most agree that the mortality will continue
to decline, it is difficult, if not impossible, to predict how much. What is important
from the insurer’s and regulator’s perspective is to be aware of the risk originating from
the unpredictable mortality, and a central way of modelling this mathematically is by
letting the mortality transition rate be stochastic. In this situation, the classic setup
again breaks down. In the simple survival model, a forward mortality rate can be defined,
analogously to the forward interest rate, and the formulae of the classic setup then hold.
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But in more advanced models, e.g. in the disability model from Figure 1.1, the forward
mortality rate approach does not directly work if the mortality as active and as disabled
differs.

It is worth noting that the rules on market consistent reserving in principle also apply for
the mortality element. However, as there is yet to be a liquid market for trading mortality
risk, there does not exist a unique risk neutral measure for the mortality element. In
that case, expectation is taken using the physical measure, which is a best estimate, and
some sort of safety margin may be added instead.

Systematic risk According to the forthcoming Solvency II rules from the EU, the
insurance company must measure 1-year risk and have enough capital to withstand a
loss corresponding to the 99.5% quantile. For large insurance companies, the main part
of this loss originates from the so-called systematic risk, which can be thought of as the
risk affecting all policies in the same way. As the transition rates of Z in practice change
during the year, this becomes the main contribution to the systematic risk. The reserve
in one year, V(¢ + 1), is dependent on this development. Thus it is stochastic, and it
is the 99.5% quantile in V' (#' + 1) that constitutes the quantification of the systematic
risk in a Solvency II context. For handling this problem mathematically, it is essential to
model the transition rates as stochastic processes, and be able to calculate the reserves
in such a model. In Chapter 4 we see how the class of affine processes can be utilised for
modelling dependent stochastic interest and transition rates. This study is continued in
Chapter 5, where we also consider the Solvency II capital requirement.

1.1.3 Policyholder behaviour

In the recent years, in part because it is required by the forthcoming Solvency II rules,
there has been a focus on correctly modelling some of the policyholders’ options inherent
in life insurance policies. Two of these options, the surrender and free policy options,
have attained a particular focus in Denmark. The surrender option is a right of the
policyholder to cancel all future premiums, and in return have the (technical) value of
the policy paid out immediately. This occurs often in Danish labour market pensions
when a policyholder transfers his policy from one pension fund to another, typically in
connection with a job change. The free policy option is a right of the policyholder to
cancel all future premiums, where in return all future benefits are reduced to account for
the missing premiums.

By considering the surrender option as a random transition of the Markov chain Z, it
is readily handled in the classic setup, since the payment upon surrender typically is a
deterministic function of time. The free policy option can also be modelled as a random
transition of Z if the classic setup is extended to include dependence on the duration
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[ 7, surrender

free policy free policy free policy

N

] ; [ 4, active ]/\[ 5, disabled ]

free policy

Figure 1.2: The 8-state Markov model, with disability, surrender and free policy. Arrows
illustrate the possible transitions, and each arrow can be associated with terms in Kolmogorov’s
forward differential equation. The free policy option can be handled by modifying a term of the
transition 0 — 4.

since the time of the free policy conversion, which brings us to the so-called semi-Markov
setup. Modelling of the policyholder’s options can then be included in the disability
model from Figure 1.1 by an extension to the state space from Figure 1.2. The main
challenge of this setup is that the payments are reduced upon the free policy conversion,
i.e. the transition 0 — 4, and this reduction is dependent on the time of conversion.
Therefore the payments in the free policy states are duration dependent, which is not part
of the classic setup, but can be handled by the semi-Markov setup. The semi-Markov life
insurance setup is an extension of the classic life insurance setup to include the duration
in certain states, such that the transition rates and the payments are allowed to depend
on this duration. However, the semi-Markov setup is more complicated than the classic
Markov life insurance setup, and in particular the computational time required is higher.
The main result of Chapters 2 and 3 is a modification of Kolmogorov’s forward differential
equation in order to account for this duration dependence and avoid dealing with the
complications of the semi-Markov formulae. In Chapter 5 we also consider surrender
modelling, but here we let the surrender rate be stochastic and dependent on the interest
rate. In this model, we first see that the usual forward interest rate is not applicable
due to the dependence. We introduce so-called dependent forward rates. Further, we

examine the Solvency II capital requirement and present a numerical example.
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1.2 Overview of the thesis and key ideas

The classic setup is well studied in the literature. In broad terms, this PhD thesis deals
with different ways of generalising the classic setup, such that some of the challenges
discussed above can be handled. The focus is primarily on calculation of the reserve and
the cash flow in practice. Each following chapter of the thesis consists of a stand-alone
paper. The papers are presented here not in chronological order of production!, but in the
order which the author thinks is best suited for presenting a combined story. Chapters 2
and 3 mainly deal with the question of including the modelling of policyholder behaviour,
which is done in a setup with deterministic transition rates, and the semi-Markov setup
is also included. Chapters 4 and 5 mainly deal with modelling the interest and transition
rates as stochastic and dependent processes, in particular as affine processes, with the aim
of finding efficient formulae for calculating the life insurance reserve. Chapter 6 somewhat
unifies these two topics in the sense that Kolmogorov’s forward differential equation is
generalised, such that general (i.e. both affine and non-affine) diffusion processes can
be used to model the transition rates. Both the semi-Markov setup and the setup with
stochastic transition rates can be considered as special cases of this setup.

The main contributions of this thesis can at a stretch be formulated as three mathematical
ideas. In the rest of the introduction, we try to explain these three ideas in an intuitive
way. In addition, we highlight other relevant parts and connections in the thesis. Some
mathematical precision is sacrificed, and for a precise treatment the reader is referred to
the respective chapters.

The first mathematical idea is the duration elimination allowing us to efficiently model
the free policy option. This is introduced in Section 1.2.1 below. In Chapter 2 this idea
is made precise in the classic Markov setup, and in Chapter 3 the result is presented in
the semi-Markov setup.

The second mathematical idea is the generalisation of certain expectations of transforma-
tions of affine processes that allows for a more general application of affine processes in
life insurance. This is introduced in Section 1.2.2 below. In Chapter 4 we present the
theory of affine processes and the results, and in Chapter 5 the results are applied more
thoroughly in life insurance, including considerations on the Solvency II risk quantification
and a numerical example.

The third mathematical idea is the generalisation of Kolmogorov’s forward differential
equation to handle e.g. the doubly stochastic Markov chain setup. This is introduced in
Section 1.2.3 below and is made precise in Chapter 6.

!The chronological order of the chapters is: 4, 5, 3, 2 and 6.



1.2. OVERVIEW OF THE THESIS AND KEY IDEAS 7

1.2.1 Modelling of the free policy option

When the free policy option is modelled as a random transition of the Markov chain Z,
as in the state space shown in Figure 1.2, the payments in the free policy states (4, 5
and 6) become dependent on the time of the free policy conversion. This can be handled
by the more complex semi-Markov setup. The first result is that we don’t have to adopt
the semi-Markov setup for modelling the free policy option, but can do something which
in comparison is simple.

The idea behind the result is to consider and modify Kolmogorov’s forward differential
equation for the transition probabilities of Z. Upon a free policy conversion at time ¢, all
future benefits are reduced by a deterministic factor p(¢). Considering payments in the
free policy states only, the cash flow can be written as

ai(t',t) = > E[lzw—pp(t = W»)| Z(H) =] [ bi(t) + > mje(t)bje(t)
jeJgt Ll

Here W (t) is the time since the free policy conversion, thus ¢ — W (t) is the time of the
transition 0 — 4. Also, uj(t) are the transition rates of Z. If p(t) = 1 for all ¢, the
expectation is simply the transition probability for state i — j from time ¢’ to ¢, and this
can be calculated with Kolmogorov’s forward differential equation,

%sz(t/, t) = —pi;(t't) Y pje(t) + > pie(t', ) e ().

GEF£] Gt#g

The trick is to see that the expectation is essentially the transition probability, but
multiplied with p(t) at the time of the transition 0 — 4. Interpreting Kolmogorov’s
differential equation, we identify the first of the two terms, which is negative, as probability
mass leaving state j at time ¢ to any state £. The second term is identified as probability
mass entering state j at time ¢ from any state £. Thus if we replace the term

pio(t', t) poa(t),

with the term

pio(t',t) poa(t)p(t),

we have effectively multiplied all the probability mass entering state 4 by the value of p
at the time of transition. The resulting modified transition probabilities are then in all
free policy states reduced by p at the time of the transition 0 — 4, and this is essentially
the result.

Chapter 2 consists of two parts and a numerical example. In the second part, we show
the main result, which is the effective elimination of the duration. This is done in the



8 CHAPTER 1. INTRODUCTION

classic 3-state disability model. In the first part of the chapter, we show a simple way
of manipulating existing cash flows without inherent policyholder behaviour in order to
include policyholder behaviour. This is done in a survival model, however applying the
method for cash flows from a disability model can be thought of as an approximation
which is easy to handle. In the end of the paper a numerical example is studied, where
the approximation is compared with the correct formulae from the second part of the

paper.

In Chapter 3 the outset is the semi-Markov setup. The purpose of this chapter is
two-fold. First, we present Kolmogorov’s forward integro-differential equation, which
is the generalisation of Kolmogorov’s forward differential equation to the semi-Markov
setup, and we discuss how to solve it in practice. Second, we apply the same duration
elimination trick as above to the semi-Markov model; modelling free policy behaviour
in the semi-Markov setup still introduces an extra duration dependence, in practice
giving us a double duration setup, and applying the result from above we can include
the modelling of free policy behaviour without the extra duration dependence.

Some parts of Chapter 2 can be thought of as a pedagogical version of Chapter 3, where we
can discuss the results without having to deal with the complications of the semi-Markov
setup. In particular, the content of Section 2.4 constitutes a special case of Chapter 3.

1.2.2 Affine processes in life insurance

One of the disadvantages of the policyholder behaviour model from Chapters 2 and 3
is that the surrender and free policy options occur randomly and independent of the
interest rate. A simple, reasonable conjecture is that if the market interest rate is high,
then a low interest rate guarantee inherent in a life insurance policy is of little value,
and surrender rates will be high. On the other hand, if the market interest rate becomes
lower than the guaranteed interest rate, then the guarantee will be of high value, and
the likelihood of surrender may be low. This effect can be modelled with stochastic and
positively correlated interest and surrender rates, and this is a motivation for modelling
the interest and transition rates as stochastic processes. Other reasons for modelling
the interest and transition rates as stochastic processes include risk measurement of the
systematic risk, e.g. in a Solvency II context, and also the study of hedging possibilities.

In Chapters 4 and 5 we study the application of affine processes for valuation of life
insurance liabilities. Assume X = (X(t)):>0 is an affine stochastic process, possibly
multidimensional, and that the interest and transition rates are functions of X (t):
r(t, X(t)) and p;(t, X (t)). Conditional on the whole path of X, we assume that Z is
a Markov chain. Unconditionally Z is no longer a Markov chain, and the results from
the classic life insurance setup do not hold. In particular, we can use neither the classic
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version of Thiele’s differential equation nor the classic versions of Kolmogorov’s forward
and backward differential equations.

The idea is to consider hierarchical models (or decrement models) where you cannot
return to a state after you have left it. In that case, both the reserve and the transition
probabilities can be written as expectations of integral expressions. For example, for
a term insurance with payout 1 and level premium 7, one can show that the reserve,

conditional on being alive, can be written as

T
V(t)=E [/ e Jr (rlw X (@) tpor(w X)) du ()0 (s X (5)) — ) ds
t

x().

using an appropriate market-consistent measure. Interchanging expectation and integra-
tion we see that we must calculate the following expectations,

E [e, S (0w, X (w)) 401 (u,X (u))) du

X(t)] 7 (1.2.1)

E |:€— S (r(u, X (u))+po1 (u, X (u))) du'u()l(s, X(S))’ X(t):| . (122)

For more complicated models, e.g. a term insurance in a disability model, we also need
to calculate expressions similar to

[ ft r(u, X (w))+po1 (u, X (u ))+u02(u,X(u)))duM01<3 X(S))

i (1.2.3)
e~ S rlw X @)t X @) duy, o X (y ‘X ]

for t < s <w. It is well known that if 7(¢,2) and p;;(¢, ) are affine functions of z, then
(1.2.1) can be written as an exponential affine function in X (¢),

E [e— S (X () 401 (u,X (u))) du

X(t)} P+t TX (),

where ¢ and 1) are solutions to a set of Riccati differential equations. This relation is
closely coupled with the definition of affine processes. Furthermore, a similar relationship
for (1.2.2) exists,

B [ X )t Xy (5, ()| X 0]

_ )+t TX (D) ( A%t s, 5) + B (1,5, 5) T X(t)) . (1.2.4)

where A and B are solutions to a set of linear differential equations.

The main result of Chapter 4 is twofold. First, we present a new proof of (1.2.4). Second,
this proof is constructive, and the idea can be applied to obtain a similar relation for
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(1.2.3),
E |e= /i (r(wX (@) por (uX (@) tpoz(w X (@) du o (5 X (5))
x(1)]

= () TX (D) ( <A01(t, v,s) + B (t, v, S)TX(t)>

% e f:(r(u,X(u))+u12(UaX(u)))duﬂu(v,X(v))

X (AH(t, v,v) + B2(t,, v)TX(t)) + O(t,v,s,0) + D(t,v, s, U)TX(t)> :

where the functions C' and D are solutions to a set of differential equations. The idea can
be reapplied to obtain relations for similar expectations, where (¢, X (t)) and p;;(t, X (t))
appear inside an exponential function as terms and outside an exponential function as
factors.

Using these three relations, we calculate transition probabilities and life insurance reserves
using affine interest and transition rates, and these methods are explored in Chapters 4 and
5. In Chapter 4, the theory is presented with results and proofs. Further generalisations
are discussed, and a numerical example of a doubly stochastic Markov chain is carried
out to illustrate the numerical advantage compared with solving a partial differential
equation or applying Monte Carlo methods.

In Chapter 5, we apply the relations in life insurance and discuss several aspects of the
theory. First, from relation (1.2.4) it is natural to define so-called dependent forward
rates, which generalise the concept of the forward interest rate and the forward mortality
rate to the case of dependent rates. This is discussed and related to other proposals
of forward rates in a setup with dependent interest and transition rates. Second, we
study an example with surrender modelling. Letting the interest and surrender rate
be dependent, the effect of the dependence on the reserve is calculated numerically. In
the last part of Chapter 5, we study the systematic risk in a Solvency II context, and
show how the affine processes can be exploited in measuring this risk. We also study
numerically how the dependence of the interest and surrender rate affects the systematic
risk, defined as the 99.5% quantile in the loss over one year.

1.2.3 Generalisation of Kolmogorov’s forward differential equation

In the life insurance setup with affine stochastic transition rates in Chapters 4 and 5,
there are two main restrictions. First, the rates must be an affine transformation of
an affine process X. However, we would like to consider the case where the transition
rates are not necessarily affine. Second, we need a hierarchical model in order to apply
the methods, so for example in the classic 3-state disability model as shown in Figure
1.1, we cannot include recovery to the original active state. In Chapter 6 we generalise
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Kolmogorov’s forward differential equation, such that it handles the general case where
the transition rates are any diffusion process. Also, there is no restriction to hierarchical
models. This result is of particular use for calculating cash flows, and it generalises
Kolmogorov’s forward differential equations from the classic Markov and the semi-Markov
life insurance setup, wherein the transition rates are deterministic.

The key idea is to examine Kolmogorov’s forward differential equations. To obtain a
consistent notation in this introduction, the notation differs slightly from the notation
used in some of the following chapters. In the classic setup where Z is a Markov chain
with transition rates p;;(t), it reads

d

TP (t',t) = —pij(t',1) Z pje(t) + pr(t/, ) e (1), (1.2.5)
e g e g
2 2

where p;;(t',t) = P(Z(t) = j|Z(t') = i). We interpret the right hand side as consisting of
essentially two parts: what the location of the process is, and where it is headed. The
probability density p;;(t’,t) contains information about where Z(t) is, and the transition
rates fiz(;—;(t) determine where Z(t) is headed. The first term, which is negative, is
transitions out of state j to any state £, and the second term is transitions from any state
¢ to state j. The transition rates pz_);(t) depend on the location of Z(¢—), thus an
idea is that this construction is possible because Z is a Markov chain: knowledge of the
current location of Z(t—) yields the transition rates that determine where Z(t) is headed.

In the more complex semi-Markov case, the transition probabilities are solutions to
Kolmogorov’s forward integro-differential equation,

d D(t)
&pl‘j (t/7u7t7D(t)) = _/ Dij (t/7u,t,d2) /,Lj(t,2,’>
0

utt—t’ (1.2.6)
+> / pie (', u,t,dz) pei(t, 2),
teg 0
£]

where
pij (t',u,t, D(t)) = P(Z(t) = 5,U(t) < D) Z(t') = i, U(t') = u),

and D(t) =d+t—t, see Theorem 3.3.1. This differential equation yields the transition
probabilities for the process (Z,U). We can again interpret the right hand side as
consisting of the two parts: the location of the process, and where the process is headed.
Again, the transition density p;; (¢, u,t,dz) determines the location in the state space.
The main difference from above is that the transition rates j14;—y;(t, U(t—)) determining
where the process is headed are dependent on the current duration U (t—), thus making it
a requirement to know the location of U(t—) in the state space. In particular, it does not
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seem possible to obtain a differential equation for Z alone. By itself, Z is not a Markov
process, and we might again infer that the Markov assumption of the process is essential.

Consider now a diffusion process X, satisfying the stochastic differential equation
dX(t) = B(t, X (1)) dt + o (t, X (¢)) AW (2),

where (¢, x) and W(t) are d-dimensional and (¢, ) is (d x d)-dimensional. This is also
a Markov process, and we know that given certain regularity conditions, the probability
density satisfies the Fokker-Planck partial differential equation,

8 (t, ) (t,w’,t,x))

1 52 o (1.2.7)
SN (pi(t, 2)p(t, 2t

+ 2 Z axzax‘j (pZ]( 7$)p( 7'%. Y 7m)) 9
where p(t', 2/, t,z)dr = P(X(t) = dz| X (t') = 2) and p(t,z) = o(t,x)o(t,z)". Again,
the right hand side can be interpreted as consisting of the two parts, location and direction.
The transition density appears on the right hand side, together with the drift (¢, ) and
the diffusion term p(¢, x), which, through the stochastic differential equation, determine
where X (¢) is headed. We can repeat, that to determine the value of 5(¢,x) and p(¢, x),
we need to know where in the state space X () is

Common for the three examples above is that the Markov assumption seems necessary
if we want to determine where the process is headed solely based on information about
where the process is now. In the general case of a doubly stochastic Markov chain,
the transition rates of Z are dependent on X, and we write ji;_);(t, X(t)). In this
setup, (Z,X) is a Markov process, and the idea is that we should be able to determine
where (Z(t), X (t)) is headed since, if we know the location of (Z(t—), X (t)), we know
the transition rates piz;_);(t, X(t)) of Z, as well as the drift and diffusion term of X. It
turns out that this is indeed doable, and we refer to the result as Kolmogorov’s forward

partial differential equation,

d

J
—p(t' K, 2t k, 1) Z
ot —

(t,z) (t',k:',x’,t,k,x))

1 52

2 M (s (1.t K2 1, )
< (1.2.8)

+ Z ,ufk(t, m)p(t ’ kl) LE,, t, f, ZE)

teJ

£35
N Z Mkf(t’ x)p(t/7 kl? x/7 t7 k; x)?

leg

2k
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where p(t', k', 2/, t,k,x)de = P(X(t) = dz, Z(t) = k| X (') = 2/, Z(t') = k). This is a
key version of the main result of Chapter 6. We see that the right hand side is essentially
(1.2.5) and (1.2.7) combined.

In Chapter 6 we first consider a general jump-diffusion, and assuming certain regularity
conditions, we obtain a forward partial integro-differential equation for the transition
probability. Similar results seem to exist in the literature, however the author has
not been able to find such in the form presented and proven in Chapter 6. We then
consider the doubly stochastic Markov chain with diffusion driven transition rates, and in
particular obtain (1.2.8) as a special case of the general forward partial integro-differential
equation. We relate the results to the life insurance setup and see that we can easily
calculate the cash flow of a life insurance policy in the general doubly stochastic setup.
This is the natural generalisation of the setup excluding policyholder behaviour from
Chapters 2 and 3. However, the author believes that the duration elimination result from
Chapters 2 and 3 can be generalised to the doubly stochastic setup; this is postponed for
further research.

We remark that (1.2.8) does not seem directly connected to (1.2.6), which is because the
semi-Markov setup is not a special case of the doubly stochastic Markov chain setup.
However, the semi-Markov process is a special case of a general jump-diffusion, and
(1.2.6) is indeed a special case of the general forward partial integro-differential equation
that is presented in Section 6.2; this connection is studied in Section 6.5.

Forward rates as expectations In the last part of Chapter 6 we show that the
forward mortality rate fy(t), defined through the relation

B [e— S s, X (s)) ds

X(t):| = eiftt’ ft/(s)ds7 (129)

can be represented as the expectation of the mortality rate u(t, X(t)), conditional on
survival,

fo() =E[pt, X ()] Z(t) =0,X(t)]. (1.2.10)

This representation follows by comparing (1.2.8) with the derivative of (1.2.9). Further,
this is generalised to the dependent forward rates from Chapter 5, and we find that when
Z is a doubly stochastic Markov chain in a survival model with multiple causes of death,
the expectation in (1.2.10) equals the dependent forward rate.






Chapter 2

Life insurance cash flows with
policyholder behaviour

This chapter is based on the paper [10], written jointly with T. Mgller.

ABSTRACT

The problem of valuation of life insurance payments with policyholder behaviour is
studied. First a simple survival model is considered, and it is shown how cash flows
without policyholder behaviour can be modified to include surrender and free policy
behaviour by calculation of simple integrals. In the second part, a more general
disability model with recovery is studied. Here, cash flows are determined by solving
a modified Kolmogorov forward differential equation. This method has recently
been suggested in a more general semi-Markov setup in Buchardt et al. [11]. We
conclude the paper with numerical examples illustrating the methods proposed and

the impact of policyholder behaviour.

2.1 Introduction

In a classic Markov chain multi-state life insurance setup, we show how policyholder
behaviour can be included in cash flow projections. We study two approaches. First,
we consider the survival model and show how simple integral expressions can solve
the problem. Second, we consider the disability model, and present certain ordinary
differential equations that solve the problem. We discuss how the integral expressions
originating from the survival model can be used to approximate the more correct modelling
in the disability model, for a very simple yet effective type of policyholder behaviour
modelling.

15
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In this paper, the policyholder behaviour consists of two policyholder options. First,
the surrender option, where the policyholder may surrender the contract cancelling all
future payments and instead receiving a single payment corresponding to the value of the
contract on a technical basis. Second, the free policy option', where the policyholder may
cancel the future premiums, and have the benefits reduced according to the technical
basis. Policyholder modelling has a significant influence on future cash flows. If the
technical basis differs considerably from the market basis, policyholder behaviour can
also have a substantial impact on the market value of the contract.

The policyholder behaviour is modelled as random transitions in a Markov model as
in [35] and [26], and rationality behind surrender and free policy modelling is thus
disregarded. An empirical analysis of policyholder behaviour in the German market
and further references on policyholder modelling can be found in [18]. In contrast, one
can consider surrender and free policy exercises as rational, where they purely occur
if it is beneficial for the policyholder with some objective measure, see e.g. [45]. For
an introduction to policyholder modelling and a comparison of various approaches, see
[38] and references therein. Attempts to couple the two approaches have been made
for surrender behaviour, where surrender occurs randomly, but where the probability is
somewhat controlled by rational factors, e.g. [23] and [8]. From a Solvency II point of
view, the modelling of policyholder behaviour is required, see Section 3.5 in [12].

In the first part of the paper a simple survival model is considered. We calculate cash
flows without policyholder behaviour as integral expressions. Then we extend the model
by including first surrender behaviour and then both surrender and free policy behaviour.
We see that these extensions can be obtained via simple modifications of the cash flows
without policyholder behaviour. This can be viewed as a formula for extending current
cash flows without policyholder behaviour. However, this modification of the cash flows is
only correct for the survival model, and not for e.g. a disability model. If this method is
applied to cash flows from a disability model, it could be viewed as an approximation to a
more correct way of modelling policyholder behaviour. Also, we show that the cash flows
with policyholder behaviour can be derived from cash flows with surrender behaviour.
This method can be used in the case where one has access to cash flows with surrender
behaviour but not free policy behaviour. In practice, many life insurance companies work
with cash flows without policyholder behaviour, hence, the proposed method may be
viewed as a simple alternative to full, combined modelling of policyholder behaviour and
insurance risk. The quality of these formulae as an approximation is assessed numerically
in the last part of the paper. This issue is also studied numerically in [26], where they
examine ways to simplify the calculations when modelling policyholder behaviour.

In the second part, we consider the more correct way of modelling policyholder behaviour

Lthe free policy option is sometimes referred to as a “paid-up policy” in the literature.
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in a multi-state life insurance setup. This model is presented in [11] for the general
semi-Markov setup, and here we present the special case of a Markov process for the
disability model with recovery. Within this setup, the transition probabilities are first
calculated using Kolmogorov’s forward differential equation, and then the cash flow
can be determined. When including policyholder behaviour, duration dependence is
introduced since the future payments are affected by the time of the free policy conversion.
This complicates calculations significantly. We present the main result from [11] that
allows us to effectively dismiss the duration dependence and calculate cash flows with
policyholder behaviour by simply calculating a slightly modified version of Kolmogorov’s
forward differential equation. The complexity of the calculations is therefore not increased
significantly by inclusion of policyholder behaviour.

In the third part of the paper a numerical example is studied, which illustrates, in
part the importance of including policyholder modelling when valuating cash flows, and
in part the quality of the approximating cash flows obtained by applying the integral
expressions from the first part to cash flows without policyholder behaviour from a
disability model. We see that the structure of the cash flows changes significantly in
our example, and the dollar duration measuring interest rate risk is reduced by about
66%, when including policyholder behaviour. For hedging of interest rate risk, it is thus
essential to consider policyholder behaviour. We compare the approximate method with
the correct approach of solving the modified Kolmogorov differential equations, and find
cash flows with policyholder behaviour in a disability model. We find that in our example
the approximation is very precise.

Since the results obtained in the second part of the paper can be viewed as a special
case of the ones presented in the more general semi-Markov framework in [11], we briefly
describe the main differences between the two presentations. As mentioned above, in [11]
the Kolmogorov forward integro-differential equation in the semi-Markov framework is
studied and a modified version is presented that allows for the inclusion of policyholder
behaviour in an efficient manner. The present paper contains three parts. In the first
part, we discuss a simple approach to modelling policyholder behaviour, which is based
on a modification of the underlying cash flows without policyholder behaviour. This
construction provides simple pedagogical interpretations for the various new terms that
arise in the cash flows when we introduce policyholder behaviour. Similar results are
presented in [26], who compare with alternative modifications of the cash flows in more
abstract models, such as the disability model. The second part presents the modified
Kolmogorov equation in the classic Markov model. We believe that the presentation in
this part could be accessible to a wider audience than [11], since we can avoid the more
technical issues related to the semi-Markov framework with duration dependence. This
leads to simpler results that are more easy to interpret, implement and more directly
applicable than the semi-Markov framework. Moreover, the proofs are more direct and
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should be easy to follow for readers familiar with the classic Markov models as presented
in e.g. [31].

2.2 Life insurance setup

The general setup is the classic multi-state setup in life insurance, consisting of a Markov
process, Z, in a finite state space J = {0, 1,...,J} indicating the state of the insured,
see [27]. We associate payments with sojourns in states and transitions between states,
and this specifies the life insurance contract. We go through the setup and basic results;
for more details, see e.g. [39], [31] or [38].

Assume that Z is a Markov process in 7, and that Z(0) = 0. The transition probabilities
are defined by

pij(s:t) = P(Z(t) = j| Z(s) = 1),

for i,j € J and s < t. Define the transition rates, for i # j,

1
pij(t) = }L{% Epz'j(t,t + h),

i (t) = i (1)
JjeJ
J#1
We assume that these quantities exist. Define also the counting processes N;;(t), for
i,j € J, 1 # j, counting the transitions between state ¢ and j. They are defined by

Ni(t) = # (s € (0.1]|Z(s) = 4, Z(s—) = i},

where we have used the notation f(t—) = limp~ f(t — h).

The payments consist of continuous payment rates during sojourns in states, and single
payments upon transitions between states. Denote by b;(t) the payment rate at time ¢ if
Z(t) =1, and let b;;(t) be the payment upon transition from state ¢ to j at time ¢. Then,
the accumulated payments at time ¢ are denoted B(t), and are given by

dB(t) = Y 1iz@m=nbi®)dt + > bij(£)dNj;(#). (2.2.1)
e ig’;?
7]

Positive values of the payment functions b;(t) and b;;(t) correspond to benefits, while
negative values corresponds to premiums. It is also possible to include single payments
during sojourns in states, but that is for notational simplicity omitted here.
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We assume that the interest rate r(¢) is deterministic. Then, the present value at time ¢
of all future payments is denoted PV (t), and it is given by

PV(t) = / e Jordrqp(s).
t

The formula is interpreted as the sum over all future payments, dB(s), which are
discounted by e~ Ji7(™M4T For a current valuation, we take the expectation conditional
on the current state, E[PV(t)| Z(t) =1i]. This expected present value is called the
prospective (state-wise) reserve.

Definition 2.2.1. The prospective reserve at time t for state i € J is denoted Vi(t), and
given as

‘/;(t) =F |:/Oo efftST(T)deB(S)
t

Z(t) = 1} .

The prospective reserve can be calculated using the following classic results.

Proposition 2.2.2. The prospective reserve at time t given Z(t) =1, i € J, satisfies,

o
Vi) = [ IS ) | By(s) + 3 (bt | s
¢ jeTg keT
k#j
Proposition 2.2.3. The prospective reserve at time t given Z(t) =1, i € J, satisfies
Thiele’s differential equation,

SVt = r(OVA) —bi(t) — 32 g 0) big0) + Vi) — Vi)

JET J#i
with boundary conditions Vi(oo) =0, fori € J.

Remark 2.2.4. If a time point T" > 0 exists such that b;(t) = b;;(t) = 0 for ¢t > T and
all 4,7 € J, then the boundary conditions V;(T") = 0 for i € J are used with Thiele’s
differential equation. &

It can be convenient to calculate not only the expected present value (the prospective
reserve), but also the expected cash flow. From here on, we simply refer to the expected
cash flow as the cash flow, and it is a function giving the expected payments at any
future time s. The cash flow is, in this setup, independent of the interest rate, and thus
the cash flow can be useful for hedging and for an assessment of the interest rate risk
associated with the life insurance liabilities.
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Definition 2.2.5. The cash flow at time t associated with the payment process (B(t))¢>o0,
conditional on Z(t) =1i, 1 € J, is the function s — A;(t,s), given by

Ai(t,s) = B[B(s) - B#)| Z(t) = 1],
for s € [t,00).

A formal calculation yields an expression for the cash flow: From Definition 2.2.1, we
note that

Vi(t) = /t T e I8 [ B(s)| 2(1) = i)
— /too e i QB [B(s) — B(1)| Z(t) = 1))
- / Tk "M g 4, (t, s),

where we have used that B(t) is a constant and doesn’t change the dynamics in s. We
state the result in a proposition.

Proposition 2.2.6. The cash flow A;(t,s) satisfies,

Vi(t) = / e I A (1, 5),
t

dAi(t,s) = Y pijlt,s) [ bi(s) + D mr(s)bju(s) | ds.
JeT keJg
k#j
The second result in Proposition 2.2.6 follows from the first result and from Proposition
2.2.2.

In order to actually calculate the cash flow, one must first calculate the transition
probabilities p;;(s,t). In sufficiently simple models, so-called hierarchical models, where
you can not return to a state after you left it, the transition probabilities can be calculated
using only integrals and known functions. These kind of models are considered in Section
2.3. In general Markov models, closed form expressions for the transition probabilities
typically do not exist. Instead, the transition probabilities can be found numerically by
solving Kolmogorov’s forward or backward differential equation.

Proposition 2.2.7. The transition probabilities p;;(t,s), fori,j € J, are unique solu-
tions to Kolmogorov’s backward differential equation,

d
i (t8) = pi.(O)pis(t, 5) — > wik(t)prj (¢, 5),
i
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with boundary conditions p;;(s,s) = li=j, and Kolmogorov’s forward differential equa-
tion,

d

gpij(t, s) = —pi;(t, s)pj.(s) + E Pik(t, 8)1rz(s),
keJ
[

with boundary conditions p;j(t,t) = 1.

Using Kolmogorov’s differential equations, the transition probabilities needed in order to
calculate the cash flow from Proposition 2.2.6 can be found. It is worth noting, that for
calculating the cash flow, using the forward differential equation is the easiest way to
obtain the desired transition probabilities.

2.2.1 Technical basis and market basis

In practice and in our examples, we distinguish between calculations on the so-called
technical basis, used to settle premiums, and the market basis, used the calculate the
market consistent value of the life insurance liabilities, referred to as the market value.
A basis is a set of assumptions used for the calculations of life insurance liabilities, and
it typically consists of an interest rate r(t) and a set of transition rates (ui;(t))s jes-
There can also be different administration costs associated with different bases, however
administration costs are not considered in this paper. The Markov model can also be
different in different bases, and the policyholder behaviour modelling of this paper is an
example of this. Here, policyholder behaviour is not included in the technical basis, but
is included in the market basis, so the Markov models differ by the surrender and free
policy states.

Throughout the paper we let 7#(t) and fi;;(t) be the first order interest and transition
rates, respectively, i.e. the interest and transition rates associated with the technical
basis. We let 7(t) and p;;(t) be the interest and transition rates, respectively, for the
market basis. In general, values marked with a " are associated with the technical basis.
Thus, V(t) is the prospective reserve for the market basis, and V (¢) is the prospective
reserve for the technical basis.

2.2.2 The policyholder options

We study life insurance contracts with two options for the policyholder. She can surrender
the contract at any time or she can stop the premium payments and convert the policy
into a so-called free policy.

If the policyholder surrenders the contract at time ¢, all future payments are cancelled,
and instead the policyholder receives a compensation for the premiums she has paid
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so far. Usually, the prospective reserve calculated on the technical basis, Vi(t), is paid
out, but the formula allows it to be any deterministic value. In this paper, we allow

for a deductible, and say that the payment upon surrender is (1 — x)V;(¢). Since any
deterministic value can be chosen, in particular, we can choose « to be time dependent.

If the policyholder stops the premium payments, i.e. exercises the free policy option,
all future premiums are cancelled, and the size of the benefits are decreased to account
for the missing future premium payments. If the free policy option is exercised at time
t, all future benefits are decreased by a factor p(t). In order to handle this, we split
the payment process in positive and negative payments, corresponding to benefits and
premiums, respectively. The benefit and premium cash flows are denoted by A™ and A~
respectively, and are given by

dAf(t,s) = Zpij(t7 s) [ bi(s)" + Z 11 (8)bj ()™ | ds,
jeq ke
J

dA; (ts) = Y pijt.s) | bi(s)™ + D min(s)bju(s) ™ | ds,
JjeTJ ]Zij
J

where the notation f(z)™ = max(f(z),0) and f(x)~ = max(— f(z),0) for a function f(x)
is used. The prospective reserve can then be decomposed as well, and we have

vt = [ e ioaars),
t

Vi (t) = / eI AT q A (1, 5),
t

and Vj(t) = V;"(t) — V;" (t). The relations also hold on the technical basis, thus Vi(t) =
f/ﬁ(t) —V[ (t), where Vf(t) and Vf (t) are the values of the future benefits and premiums,
respectively, valuated on the technical basis.

If the free policy is exercised at time ¢, then at future time s, the payment rate while in
state 4 is p(t)b;(s)* and the payment if a transition from state i to j occurs, is p(t)b;;(s)™
Hence, the prospective reserve on the technical basis at time s in state ¢, given the free
policy option is exercised at time t < s, is

A

| B p0aAs 5,) = 0V ),

where d/l;r(s, u) is the cash flow calculated with the first order transition probabilities
and rates, determined by fi;;(t).
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The factor p(t) should be deterministic and is usually chosen according to the equivalence
principle on the technical basis: The prospective reserve for the technical basis should
not change as a consequence of the exercise of the free policy option. We assume in this
paper that the free policy conversion can only occur from state 0. Thus, if the free policy
option is exercised at time t, the prospective reserve on the technical basis before the
free policy option is exercised, V(t), should be equal to the prospective reserve after the
exercise, p(t)V*(t). Thus, we require V(t) = p(t)VT(t), yielding

V(t)
VH(t)

p(t) =

Here, we omitted the subscript 0 from Vo(t), and we do that in general the rest of the
paper when there is no ambiguity. We see that p is the value on the technical basis of
benefits less premiums, divided by the value on the technical basis of the benefits only.
We refer to p(t) as the free policy factor.

2.3 The survival model

We consider the survival model and extend it gradually to include policyholder behaviour.
First, we include the surrender option, and afterwards, we include the free policy option
as well. The survival model consists of two states, 0 (alive) and 1 (dead), corresponding
to Figure 2.1.

[ 0, alive J — [ 1, dead J

Figure 2.1: Survival Markov model

Assume the insured is x years old at time 0. The payments consist of a benefit rate b(t)
and a premium rate 7(t), and a payment b,q(t) upon death at time ¢t. Referring to the
general setup, we have

bo(t) = b(t) — (1),
b (1) = baa(t),

and also, we denote the mortality intensity po1(t) = paq(t). The prospective reserve on
the technical basis at time ¢ in state 0 is given by Proposition 2.2.2, and we get

V(t) = /too e i f(u)dué‘—tﬁx—&-t (b(s) — m(8) + ftaa(s)baa(s)) ds,

We have used the actuarial notation for the survival probability, s—¢py++ = pPoo(t, s), and
it is given by,

e =€ Jo Aaa(z+u)du
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Thus, ¢p, is the survival probability of an x-year old reaching age = + t, calculated on
the technical basis.

The market values of benefits and premiums, respectively, are then given by

V) = / e I i (b(s) + paa(s)baa(s)) ds,
t

o
V(1) :/ e T pyim(s)ds,
t
and the associated cash flows, conditioning on being alive at time ¢, are

dA+ (t; 3) = s—tPz+t (b(S) + Had(s)bad(s)) dS,

(2.3.1)
dA™ (ta S) = s—tpx+t7r(3)d5,

with V(t) = V*(¢)—V~(t) and dA(¢t, s) = dAT(t,s)—dA~ (¢, s) being the total prospective
reserve and cash flow, respectively. Here, we have omitted the subscript 0 from the
notation dAg(t, s).

The free policy factor is determined by

where V1 (t) is the value on the technical basis of the benefits only. If the free policy
option is exercised immediately, the market value is

and in Denmark, this is often referred to as the market value of the guaranteed free
policy benefits.

2.3.1 Survival model with surrender modelling

We continue the example from above and determine the market value including valuation
of the surrender option. The Markov model is extended to include a surrender state,
corresponding to Figure 2.2. The surrender modelling is only included in the market
basis, and the valuation on the technical basis does not change.

[ 2, surrender J <—[ 0, alive J% [ 1, dead J

Figure 2.2: Survival Markov model with surrender.
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On the market basis, we denote the surrender rate by pas(t). We introduce a quantity
+p5, which is the probability that an x-year old does not die nor surrender before time
x +t. It is thus the probability of staying in state 0, and is given by,

(t7 S) =e fts ('u‘ad(T)—i_“aS(T))dT - fts ,u‘as(T)dT'

s . _
s—tPg4+t -= P00 = s—tPz+t€

Here, the transition rates pu,q and p,s are for an x-year old at time 0, which for simplicity
is suppressed in the notation.

The payment upon surrender at time s is (1 — /1)17(3), and the cash flow valuated at time
t is, by Proposition 2.2.6,

QA% (1, 5) = o i3gt (B(s) = 7(5) + p1aa (8)baa(s) + pas(s) (1 = W)V (s5) ) ds. (2.3.2)
We decompose the cash flow in all payments excluding the surrender payments,

dA*N(t,5) = sotPoys (b(5) — () + paa(s)baa(s)) ds
= e~ JomaeMdrq Ay, s),

and the surrender payments,
dAP(t,8) = 1Py ehtas(5)(1 — )V (s)ds.

Here, dA(t, s) is the cash flow from the model in Figure 2.1, as defined by (2.3.1). The
market value calculated on the market basis including surrender is denoted V*(t), and is
given by

VS(t) _ /OO = JEr(r)dr (dASl(t,S) + dASQ(t, S))
t

_ / o= i TO)AT = [ as (AT A 1 ) (2.3.3)
t

4 / e ATt tas(8)(1 — ©)T (5)ds.
t

We see that the cash flow and market value including surrender modelling are found
using the original cash flow without surrender modelling, dA(¢, s), and multiplying the
probability of no surrender e~ Ji mas(r)dr Thus, finding the cash flow and the market
value in the survival model with surrender is particularly simple when the existing cash
flow is known.

2.3.2 Survival model with surrender and free policy modelling

We extend the model to include free policy modelling on the market basis, and the
Markov model is extended in Figure 2.3 to include free policy states. The mortality and
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[ 2, surrender ] <—[ 0, alive ]*» [ 1, dead ]

5, surrender 3, alive 4, dead
free policy free policy free policy

Figure 2.3: Survival Markov model with surrender and free policy.

surrender transition rates in the free policy states are identical to those in the premium
paying states, paq and fias.

We introduce a free policy rate p,¢(t), which is the transition rate of becoming a free
policy at time t. We introduce the notation

Py, = e Ji (Baa(T)bpas (M) bptar (r))dr

—e fts(Ma5(7)+uaf(7))d737tpm+t
=e fts Maf(T)de—tp;J,-t?

which is the probability of staying in state 0, i.e. not becoming a free policy, surrendering
nor dying.

If the free policy transition occurs at time ¢, the future benefits are reduced by a factor
p(t), and the future premiums are cancelled. Thus, in the free policy state at a later time
s, the payment rate is p(¢)b(s), and the payment upon death is p(¢)baq(s). The surrender
payment, if surrender occurs as a free policy, is p(t)(1 — )Vt (s), where p(t)V 1 (s) is the
prospective reserve on the technical basis.

The payment process is dependent on the exact time of the free policy transition, i.e. the
payments are dependent on the duration since the free policy transition. It can be shown
that the cash flow valuated at time ¢ is given by

dA'(t,s) = o p, <b(s) —1(8) + 1ad (8)baa (8) + pras(5)(1 — m)f/(s)> ds
+ /ts Tftpis-i-t/laf(T)szp;-H (2.3.4)
X (P(T)b(s) + pad(8)p(T)bad(5) + ftas(s)p(T)(1 — n)V+(s)) drds.

The result can be obtained as a special case of Proposition 2.4.1 below, where the disability
rate is set to 0, but for completeness, a separate proof is given in Appendix 2.A.1. The
first line is the payments in state 0 and the payments upon death and surrender. The
second and third lines contain the payments as a free policy. This expression can be
interpreted as the probability of staying in state 0 until time 7, then becoming a free
policy at time 7, and then neither dying nor surrendering from time 7 to time s. This is
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multiplied with the payments as a free policy at time s, given the free policy occurred at
time 7. Finally, we integrate over all possible free policy transition times from s to .

The cash flow is decomposed into four parts. First, the benefits and premiums, excluding
surrender payments, while alive and not a free policy,

dAfl (tu 3) = s—tpgcs-i-t (b<3> - 7T(8) + Mad(s)bad(s)) ds

. 2.3.5
— o Ji (pas(u)+par (u))du (dA+ (t,s) — dA~ (¢, S)) ' ( )
Then, the surrender payments, if the free policy transition has not occurred,
dAR(t, s zs_pis as(8)(1 — K)V (s)ds
(t,8) = s—tDzyihas(s) (1 — K)V(s) (2.36)

—e ) Haf(u)dusftpij-kt:uas(s)(l - ”)V(S)ds-

Note that these cash flows correspond to the cash flows in the surrender model, but
reduced with the probability of the free policy transition not happening.

The third cash flow is the benefits while a free policy
dAP(t,5) = / r Pl tta (T)P(T) s 7Py rdT ((8) + paa (5)baa(s)) ds (2.3.7)
¢
- / retPatta () p(r)e” I P (OAAT (7, s)dr,
t

and the fourth cash flow is the surrender payments while a free policy,
S
dAf4(t, S) = / T—tpfcs+tﬂaf(T)p(7—>s—7—p;+‘rd7— ' Mas(s)(l - H)VJF(S)dS' (2'3'8>
t

The third cash flow (2.3.7) seems complicated, since the cash flows at time s evaluated at
time 7, dA™ (7, s), is needed for any 7 € (t,s) and all s > t. However, a straightforward
calculation yields,

T—tp:fESth/'Laf(T)p(T)e* f-rs Has (u)dudA+ (T, S)
=e ff (.“‘as(u)“‘,“af (u))duﬂaf(T)p(T)e_ f: MAS(U)duT—tpx+tdA+ (7-’ S)
=e ff(Has(u)+ﬂat'(u))du#af(T)p(T)e_ ff .Ufas(u)dudA+ (t7 5)’

which simplifies things, and insertion of this into dA® yields,
dAfS(t, s) = </ e~ ftf(uas(u)Jruaf(u))duuaf(T)p(T)e* 7 Mas(U)dudT> dA*(t, s).
¢
Define the quantity

rP(t,s) = / e a0 (2.3.9)
t
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and note that
dAf?’(t, s)=7rP(t,s)e” J; pas(u)dug g+ (t,s),
dA™(t,5) = 1P (t, 8)s 1P} ehtas(s) (1 — K)V T (5)ds.

The market value including surrender and free policy modelling is denoted V(t), and it
may finally be written as

Vi) = /t e Ji e (dAﬂ (t,s) + dAZ(t, s) + dAB(t, 5) + dAM(, s))
_ / " e I AT g [ s (0 s (0N (G A (1, 5) — A (8, 5))
t
+ / T T B (5)(1 - )V (s)ds (2.3.10)
n /:o e~ ST (1 g)em i maswdug At (1 )

o0
+ / e T ) S btas(5) (1 — &)V (s)ds.
t
The last four lines in (2.3.10) have the following interpretation.

e The first line is the value of the original cash flow (2.3.1) without policyholder
behaviour, reduced by the probability of not surrendering and not becoming a free
policy.

e The second line is the value of the surrender payments, when not a free policy.

e The third line is the benefit payments as a free policy, i.e. the positive payments
reduced with the free policy factor p(7) at the time 7 of the free policy transition.

e The fourth line is the surrender payments if surrender occurs after the free policy
transition.

The formula gives the market value of future guaranteed payments, including valuation
of the surrender and free policy options. In order to calculate the value, the following
quantities are needed

e The original cash flows dA™ (¢, s) and dA™ (¢, s),

e The prospective reserve on the technical basis V*(s) and V= (s), for all future time
points s > t, which allow us to determine the surrender payments and the free
policy factor p(s).

e The factor 7°(t, s), which is a simple integral of the free policy transition rate.
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2.3.3 Free policy modelling when surrender is already modelled

In the previous section, we found the market value including surrender and free policy
modelling based on cash flows without any policyholder behaviour modelling. It is also
possible to find this market value based on cash flows including surrender modelling.
This could be relevant if the existing cash flows already include surrender modelling, and
one wishes to modify these cash flows to include free policy modelling. Thus, we assume
that the cash flow including surrender behaviour modelling, (2.3.2), are available, and
that it is split in a cash flow associated with the benefits and a cash flow associated with
premiums, i.e.

QA (t,5) = - Pie ((5) + praa(5)baa(s) + pras(s) (1 = 1) VH () ) dis,

) (2.3.11)
dA> (t,s) = s—iDh s <7r(s) + pas(s)(1 — n)V‘(s)) ds.

Note that the payment upon surrender is split between the two cash flows, through the
decomposition V() = V*t(¢) — V= (t), i.e. the value of the future benefits less the value
of the future premiums.

The market value with surrender modelling, but not free policy modelling, V*(¢) from
(2.3.3), is then given by

VS(t) = / T e AT (A5 (1, ) — dAS (1, 8)) |
t

We find the cash flow including free policy modelling by modifying the existing cash flows
into two cash flows: One, which is reduced by the probability of not becoming a free
policy, and a special free policy cash flow. With a few calculations using (2.3.5), (2.3.6)
and (2.3.11), we see that

AA (L, ) + dAZ (8, 5) = o8y, (b(s) = 7(5) + praa()baa(s) + pas() (1 = )V (s) ) ds
= e~ [T marldu (qAsF (¢ 5) — dAS(1,5))
and also, by (2.3.7), (2.3.8), (2.3.9) and (2.3.11),
dAB(t,s) + dAM(t, 5)
= /t ) Dttt () p(T) s—r Pl rdT (5(8) + f1ad (8)Dad (8) + fas(s) (1 — H)V+(S)> ds

=rP(t,s)dA>T (¢, s).

The total cash flow is then given as

dA!(t,5) = e [ marldu (qAsH (¢ 5) — A (8, 5)) + 12(t, )d A>T (L, 5).
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This cash flow can be interpreted as a weighted average between the original cash flow,
reduced with the probability of not becoming a free policy, and the payments as a free
policy. The payments as a free policy are the positive payments multiplied with 7°(¢, s).
The quantity r°(t, s) is interpreted as the probability of becoming a free policy multiplied
with the free policy factor p(7) at the time 7 of the free policy transition.

The market value from before, VI(¢), can then be calculated as
Vi) = / e Jer(ndr (dAfl(t, )+ dAZ(t, s) + dAB(t, s) + dA™ (¢, s)>
t

- / e Jr(DAT o= [T mar(wdu (qASH (¢ 5) — dAST (1, 5))
t

+ / e Ie ""(T)d’rrp(t7 s)dAS’+(t, s).
t

If we only include surrender modelling, the needed extra quantities are simple integrals of
the surrender rate p,s(t). If we in addition include free policy modelling, the free policy
factor p(t) must also be found, which requires access to future prospective reserves on the
technical basis. When these are found, the market value is relatively simple to calculate.

2.3.4 Approximate method

An essential assumption for these calculations is that there are no payments after leaving
the active state, i.e. that the prospective reserve is 0 in the dead and surrender states.
That is, after the payment upon death or surrender, there are no future payments. If
one adds a disability state, similar simple results can only be obtained if the prospective
reserve is 0 in the disability state. This is typically not satisfied, and as such the methods
of modifying the cash flows presented here are not applicable. However, assuming
one has cash flows from a more general model without policyholder behaviour (e.g. a
disability model), formula (2.3.10) can be applied to these cash flows in order to obtain
an approximation to cash flows with policyholder behaviour. We refer to this method as
the approximate method.

In the following section, we examine how to correctly model policyholder behaviour in a
disability Markov model.

2.4 A general disability Markov model

In this section we consider the survival model extended with a disability state, from which
it is possible to recover. We extend the model further by including states for surrender
and free policy, and end up with an 8-state model, see Figure 2.4. By solving certain
ordinary differential equations for the relevant transition probabilities and a special free
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[ 3, surrender ] <—ﬁ[ 0, active ]O[ 1, disabled ]

SN

7, surrender 4, active [ 5, disabled
free policy : free policy T free policy

N

free policy

Figure 2.4: The 8-state Markov model, with disability, surrender and free policy. The transition
rates between states 0, 1 and 2 are identical to the transition rates between states 4, 5 and 6. The
two surrender states can be considered one state, and then this model is known as the so-called
“T-state model”.

policy quantity, similar to r* from (2.3.9), the cash flow and prospective reserve can be
found.

The results can easily be extended to more general Markov models than the disability
model, as long as free policy conversion only occurs from the active state 0. A more general
setup is studied in [11], which is here specialised to the case of the survival-disability
model.

For valuation on the technical basis, the survival-disability Markov model, consisting of
states 0, 1 and 2, are used. In this section, the payments are labelled by the state they
correspond to instead of the labels used previously. Thus, the payment rate in state 0,
active, is bo(t) and in state 1, disabled, it is bi(t). Upon disability there is a payment
bo1(t), upon death as active there is a payment bp2(t), and upon death as disabled there
is a payment b12(t). The payment function in state 0, by(t), is decomposed in positive
payments bo(t)™, which are benefits, and negative payments, by(t)~, which are premiums.
Thus,

bo(t) = bo(t)™ — bo(t) .

We assume that all other payments functions are positive. The notation corresponds
to the notation used in (2.2.1) for the payment functions by(t), b1(t), bo1(t), bo2(t) and
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b12(t), and all other payment functions b; and bi; are zero. The transition rates are also
labelled by numbers, e.g. the transition rate from state i to j is p1;5(%).

Using Proposition 2.2.6, the cash flow for state 0 under the technical basis is,

~

dA(t, s) = poo(t, s) (bo(s) + fo2(s)bo2(t) + o1 (s)bo1(s))
+ po1(t, s) (b1(s) + f112(s)b12(s)),
where the notation p and fi refers to the transition probabilities and rates on the technical
basis. The first line contains payments while in state 0, active, and payments during
transitions out of state 0. The payments on the second line are payments in state 1,

disabled, and payments during transitions out of state 1. We decompose the cash flow in
positive and negative payments, and define,

dA*(t,s) = poo(t, s) (bo(s) " + fioa(s)boz(s) + fio1(s)bo1(s)) ds
+ Po1(t, s) (b1(s) + f112(s)b12(s)) ds,
dA™(t,s) = poo(t, s)bo(s) ~ds,

such that dA(t, s) = dA(¢,s) —dA~(t,s). The prospective reserve on the technical basis
V() is also decomposed,

V() = / e~ i Tduq At (¢ ),
t

V() = / e~ JiTduq A= (¢, ),
t

and we have V(¢) = V*(t) — V~(t). Here we again omit the notation 0 for the state in
the reserves and cash flows.

For valuation on the market basis, we consider the extended Markov model in Figure 2.4.
We define a duration, U(t), which is the time since the free policy option was exercised
(or since surrender),

U(t) = inf {s > 0]|Z(t — 5) € {0,1,2} } .

If the free policy option is exercised, and the current time is ¢, the time of the free policy
transition is then ¢t — U(t). Upon transition to a free policy, the benefits are reduced by
the factor p(t — U(t)), and the premiums are cancelled. The payments in the free policy
states are thus duration dependent, and at time ¢ they are,

ba(t, U(t)) = p(t = U())bo(t) ™,

bs(t,U(t)) = p(t — U(1))b1(2),
bas (¢, U(t)) = p(t — U(1))bo1 (1),
bag(t, U(t)) = p(t — U(t))boz(1),
bss(t, U(t)) = p(t — U(t))bi2(t).
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Upon surrender from state 0, an amount (1 — x)V(¢) is paid out, where V(t) is the
prospective reserve on the technical basis. If the free policy option is exercised and
surrender occurs from state 4, the prospective reserve on the technical basis is the value
of the future benefits, reduced by the free policy factor p(t — U(t)). Thus, the payment
upon surrender as a free policy is (1— k)p(t— U (t))V(t). The parameter x is a surrender
strain and is usually 0. We have,

bos(t) = (1= k) V (1),
bar(t, U () = (1 — k)p(t = U() V(1)

The total payment process is then given by,

dB(t) = (1{z)=0ybo(t) + 1{z)=13b1(t)) dt
+ bo1 () No1 () + bos () Nua (£) + bra(£)dN1a(t)
+ (1= &)V (¢)dNos(t)
+p(t — U(t)){ (Lizy=aybo(t) " + Liz)=5yb1(t)) dt
T bor (£)d N5 (£) + boo (£)A N6 (£) -+ bra(£)d Nas (1)

+ (1= RV (AN (1) }.

(2.4.1)

The first two lines contain the benefits and premiums in the states 0, alive, 1, disabled
and 2, dead. Line three contains the payment upon surrender as a premium paying policy,
and line six contains the payment upon surrender as a free policy. Lines four and five
contain the payments as a free policy.

We find the cash flow, and to this end it is convenient to define the quantity

pi(t,s) = E [Liz=pp(s = U(s)| Z(t) = ] ,

for i € {0,1,2}, j € {4,5,6}, and ¢t < s. Then, it holds that

Pt s) = /t Dt 7) 04 (7)paj (7, 8)p(T)dT. (2.4.2)

For a proof of (2.4.2), see Appendix 2.A.2. For p(t) = 1, this quantity is simply the
transition probability from state ¢ to j: It is the probability of going form state i to 0 at
time 7, and then transitioning to state 4 at time 7, and finally going from state 4 to state
Jj from time 7 to s. Since a transition from a state i € {0,1,2} to a state j € {4,5,6} can
only occur through a transition from state 0 to 4, this gives the transition probability.
When p(t) # 1, the quantity corresponds to the transition probability multiplied by p(t)
at the time of transition to a free policy.

We now state the cash flow. The proof is found in Appendix 2.A.3.
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Proposition 2.4.1. The cash flow in state 0, dA'(t,s), for payments at time s valued
at time t, is given by

dA'(t,5) = poo(t, s (bo(s + p01(8)bo1(s) + po2(s)boz(s) + pos(s)(1 — R)V(S)) ds
+ poi(t, ) (ba(s )+M12( )bia(s)) ds
+Pfatss) (bo(8)™ + pas(s)bo1 (s) + pas(s)boa(s) + puar(s)(1 — H)fﬁ(s)) ds
+ st s) (ba(s )+u56( )bi2(s)) ds.

Calculation of the cash flow requires pfj (t,s) to be calculated, and with (2.4.2), this
requires the transition probabilities p4;(7, s) for all s and 7 satisfying ¢t <7 < s. Hovvever,
it turns out that this is not necessary, since there exists a differential equation for p (t s)
similar to Kolmogorov’s forward differential equation. Using this, one can calculate all
the usual transition probabilities and the pfj (t,s) quantities together. This eliminates
the need to calculate p4;(7, s) for all 7 and s satisfying t <7 <'s.

Proposition 2.4.2. The quantities pipj(t, s) satisfy the forward differential equation, for
i€{0,1,2} and j € {4,5,6},

d

gpfj(tys) = 1gj—aypio(t, s)poa(s)p(s) — pi;(t, s)pj.(s) + Z Pip(t, s)pej(s),
e{4,5,6}

L£j

with boundary conditions pfj(t,t) =0.

A more general version of this result is presented in Theorem 4.2 in [11] for the general
semi-Markov case, and can also be found for the general Markov case as equation (4.8)
n [11]. For completeness, a straightforward proof is given in Appendix 2.A.4. For the
proposition, we recall that y; (s) is the sum of all the transition rates out of state j. Note
in particular, that if j = 4, the last sum is simply the one term p (¢, s)usa(s), and if
j =5, the last term is pf, (¢, s)pas(s).

The market value including surrender and free policy modelling is denoted V(¢) and is

given by,

Vi) = /t e~ JiraTg A1) )
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B / e Tt 5) (bo(s) + o (5)bon () + aoa(s)boa(s)) ds

« e BTN 4, 5) (ba () + paa(s)bras)) d

[ gt ) (6) 1 0 V()
[T 0,5) ()" + bon (9 + s b)) ds
[ 5) 00(5) + (b)) ds

+ /t T Jormdrpe (¢, $)par(s)(1 — k) VT (s)ds.

The first three lines are the payments when the free policy option is not exercised, and
the last three lines are payments as a free policy. The first two lines are the payments
without policyholder behaviour which is similar to the first line in (2.3.10). The third
line is the surrender payments when the free policy option is not exercised and this is
similar to line two in (2.3.10). The fourth and fifth line are the payments as a free policy,
without the surrender payment, corresponding to the third line in (2.3.10). The last line
is the surrender payments as a free policy which corresponds to the fourth line in (2.3.10).
If the disability state is removed, the formula simplifies to (2.3.10).

2.5 Numerical example

We present a numerical example which illustrates the methods presented in the previous
sections. First, we illustrate the impact of modelling policyholder behaviour, and in
particular we see that the structure of the cash flows changes considerably. With the
modelling of policyholder behaviour, the interest rate sensitivity (duration) of the cash
flow is significantly reduced, which is of importance if one applies duration matching
techniques in order to hedge the interest rate risk.

Second, we illustrate the error when using the simple model from Section 2.3.1 to
modify existing cash flows from a disability model to include policyholder behaviour. In
Section 2.3.1 it is shown how to manipulate cash flows from a life-death model to include
policyholder behaviour according to the model shown in Figure 2.3. When using the
methods on cash flows originating from the 3-state disability model shown in Figure 2.5,
the formulae do not give the correct result, but they can serve as an approximation to
the full model from Figure 2.4. As illustrated in this example, it can indeed be a very
good approximation.

We consider a 40 year old male now at time 0, with retirement age 65. He enters a new
policy with two products:
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[ 0, active ]O[ 1, disabled ]
N

Figure 2.5: Disability Markov model

2, dead

e A disability annuity consisting of an annual payment of 100,000 while disabled,
until age 65.

e A life annuity consisting of an annual payment of 100,000 while alive, from age 65
until death.

He pays a yearly premium while active, determined by the principle of equivalence on
the technical basis. The principle of equivalence states that the prospective reserve on
the technical basis is 0 before any payments are made. The technical basis consists of

e 3-state disability Markov-model, as shown in Figure 2.5.
e Interest rate of 1%.

e Transition rates, where x is the age,

/,LS]_ (SU) — (00004 + 104.54+0.06CE—10) 1{z§65}7
pio(z) = (2.0058 - ¢ 17%) 1, ).

M82 (l’) — 00005 + 105.88+0.038$7107

pia(@) = k(@) (1+ Li<on)) -

The transition rates are designed such that we do not distinguish between disabled and
active after retirement, thus the mortality rate as disabled is simply set to the mortality
rate as active after age 65, and this is simply interpreted as the average mortality rate
from alive to dead.

With the technical basis and the equivalence principle, the premium paid while active
is found to be of annual size 46,409 until age 65. Using the technical basis, we also
find the technical reserve at future time points for the active and the free policy state.
This determines the surrender payments and the free policy conversion factor, which are
needed for the calculations below.

For the market basis, the interest rate provided by the Danish FSA of 2 September
2013 is used. The transition rates loosely resemble those used by a large Danish life and
pension insurance company in the competitive market. With x being the age, they are
given by,
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active — dead, pgz(z): the mortality benchmark from 2012 from The Danish FSA,

active — disabled: po1(z) = Liz<gs5) (105-662015+0.033462x—10)

I

disabled — active: pjp(x) = 4.0116e 0117z

disabled — dead: p12(z) = 0.010339 + 105-070927+0.050492—10

The active to surrender (as), respectively to free policy (af), transition rates are for age
z < 65 given as

pas(x) = 0.06 — 0.002 - (x — 40)7,
Maf(x) = 0.05,

and they are set to 0 for x > 65.

© Transition rates 5 Transition probabilities
o A
o s — Active
—— Disabled

. g _ —— Dead
< —— Surrender
g — © - - - ActiveFree

o T - - - DisabledFree
_ - - - DeadFree
- - - SurrenderFree
<
N 0->2 o 7
g - 1->2
0->1 «
. 1->0 o 7
as
8 ] af o _|
© I T T T T 1 © I T T T 1
40 50 60 70 80 90 40 50 60 70 80
Age Age

Figure 2.6: Transition rates (left) and transition probabilities (right). In the left figure, the
transition rates between the states in the disability model, (0-active, 1-disabled and 2-dead) are
shown, as well as the surrender (as) and free policy (af) transition rates. In the right figure, the
full lines are the non-free policy states and the dashed lines are corresponding free policy states.
The active, free policy and surrender states are dominant.

The transition rates are shown in Figure 2.6 together with the transition probabilities,
which have been calculated using Kolmogorov’s forward differential equation, Proposition
2.2.7. The probability of surrender and free policy conversion are significant, and already
around age 47 the probability of having surrendered or made a free policy conversion
is greater than the probability of still being active. We also note that the transition
probabilities are smooth except at age 65 where the disability, recovery, surrender and
free policy transition rates jump to 0.
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Cash flows Interest rate sensitivity
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Figure 2.7: Cash flows (left) and market value for different parallel shifts in the interest rate
structure (right), measured in basis points. In the figures we see that the modelling of policyholder
behaviour has a major impact. Also, it seems difficult to distinguish the approximate and the
correct method using the eye-ball norm only. The approximation yields a slightly larger cash flow
and market value than the correct modelling does.

We perform three calculations. First, we consider the disability model without policyholder
behaviour, as shown in Figure 2.5. In this model, the cash flow and the corresponding
market value are calculated, using Propositions 2.2.6 and 2.2.7. In Figure 2.7, these
results are shown as the black lines. In the beginning the premiums are paid, and the
cash flow starts at the annual premium level —46,409. If the insured dies, the premium
stops, and upon disability, the premium stops and the disability annuity is paid. Thus, we
see a slightly increasing cash flow until age 65. After retirement, a life annuity is paid out
instead. The value of the cash flow at age 65 is slightly less than 100,000, corresponding
to a strictly positive probability of death before age 65. The cash flow decreases to 0 as
the insured eventually dies.

In Table 2.1 the market value and the dollar duration are presented. The technical
reserve is 0 due to the equivalence principle, corresponding to this being a new policy.
The market value is negative, which expresses a surplus inherent in the contract, because
the technical basis is on the safe side. We see the dollar duration is significant, and from
Figure 2.7 it is seen that a decrease of a little more than 100 basis points in the interest
rate leads to an increase in the market value, eliminating the surplus completely.

For the second calculation we consider the approximate method, as discussed in Section
2.3.4. The cash flow without any modelling of policyholder behaviour, dAy(0,s) =
dAg (0,5) —dA; (0, s) is modified by formula (2.3.10) in order to obtain approximate cash



2.5. NUMERICAL EXAMPLE 39

Without PHB  Approximation Correct
Market value -183,798 -76,599 -72,641
DVo01 130,792 42,462 44,239

Table 2.1: Market value of the cash flow and dollar durations (DVO01), without policyholder
behaviour, with the approximative method and the correct method. The duration is greatly reduced
when policyholder behaviour is included, and the approximation is close to the result from the
correct method.

flows including policyholder behaviour. As mentioned above, this is only correct if the
cash flows originate from a 2-state survival model as shown in Figure 2.1. However, we
perform the modification anyway, and examine the quality of this as an approximation.
One can show that this calculation corresponds to allowing surrender and free policy
from the disability state, see [26]. In Figure 2.7, the results from this modification are
shown as the red lines.

Third and last, we use the results from Section 2.4 and correctly calculate the cash flows,
where surrender and free policy conversion are only possible from the active states. In
Figure 2.7, this is shown as the blue lines.

We see that including modelling of policyholder behaviour has an effect on both the
market value and the structure of the cash flow. The market value is increased, since
the surplus inherent in the contract is reduced if the insured surrenders or converts to
a free policy. In the right part of Figure 2.7, we however see that if the interest rate
drops by 100 basis points, the market value with and without modelling of policyholder
behaviour are identical, and we conclude that the effect on the market value of modelling
policyholder behaviour is greatly influenced by the current market interest rate. The
different structures of the cash flows also lead to significantly different interest rate
sensitivities. The cash flow still begins at the premium level —46,409, but due to the large
amount of surrenders and free policy conversions, it increases rapidly, in part because the
premium stops, and in part because of the payment upon surrender. After retirement,
the cash flow is significantly smaller than without policyholder modelling, in part due
to surrender, in which case there are no life annuity, and in part due to free policy
conversions reducing the size of the life annuity. In both the right part of Figure 2.7
and in Table 2.1, it is seen that the sensitivity of the market value with respect to the
interest is reduced to about one third of the original sensitivity. Thus, for hedging the
actual interest rate risk inherent in the cash flows, one sees that it is essential to model
policyholder behaviour.

In this example, the results from the approximate and the correct method are almost
identical. The cash flow and market value are slightly larger by using the approximation.
We recall that the approximate method corresponds to allowing surrender and free policy
conversion from the disabled state. The larger cash flow and market value are thus due to
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the fact that surrender and free policy conversion as disabled corresponds to the insured
giving up the disability annuity in return for either a smaller technical reserve upon
surrender, or a strictly smaller disability annuity upon free policy conversion. However,
since the disability rate and probability are small, as seen in Figure 2.6, this error only
has a minor effect on the cash flow.
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2.A Proofs

2.A.1 Cash flow for Section 2.3.2

We here prove the formula (2.3.4) for the model presented in Figure 2.3. Define first the
duration U(t) since entering the free policy state, that is

U(t) = inf {s > 0]|Z(t — 5) € {0,1,2} } .

Now, the payments in the setup lead to the payment process

Here, N,q is the counting process that counts the number of jumps from state active to
state dead. Similarly, Nas, Nag ar and Nyt counts the number of jumps from state active
to surrender, from state active, free policy to dead, free policy, and from state active, free
policy to surrender, free policy, respectively.

The cash flow is then given as

/ ' dAf(t, s)

t

:E[/tTdB(s)

Z(t) = o}
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T
K [ | 1zt 0s) = wle)as

Z(t) = 0]

T A
+E /t ba(8)dAN,a(5) + (1 — #)V (5)d Nas (5)

Z(t) = 0}

T
+E /t p(s — U(s)1yz)-apbls)ds| Z(t) = o]

+E /t ! p(s — U(s)) (bad(s)dzvaf,df(s) (- K)W(s)dNaf,sf(s)) ‘ Z(t) = o}

i
_ / otP 1 (b(s) — m(5))ds
T
[ (bamas) + (1= RV (5)as()) d

+E [/tT p(s = U(s))1{z(s)=3yb(s)ds| Z(t) = 0]

+] [ oo = U6) (ha(o)aNag )+ (1 = 0V 6)aNasa(4)) 206 =]

For the first expectation, we used that the expectation of an indicator function is a
probability. For the second expectation, we recall that the counting process here can be
replaced by the predictable compensator.

For the third expectation, we condition on the stochastic variable s — U(s), which is
the time of transition. Then, conditional on Z(¢) = 0, and with the indicator function
L{z(s)=3}, We know that a transition has occured, thus s — U(s) € (t, s), which determine
the integral limits. Also, the density of the time of the transition from state 0 to state 3
is 7+ P, 11as (7). Using these observations, we calculate

T
/E[p(sU( )1 z(s)=33b(s ’Z =0]ds

// T)Lz()=30(5)| 2(1) = 0.5 = U(s) = 7]

x dP (s —U(s) < 7| Z(t) = 0) ds

f (2.A.1)
/ / E [ 12023 | Z(7) = 3] B(8)r 1D, ghtas (r)drds
/ / )s— sz+7 b(s )r—tpiSth/iaf(T)deS
- / [ b st (D091 db(s) s,
t t

For the fourth expectation, we only consider the first part, since the second part is
analogous. Since U(s) is continuous whenever Nyt g¢(s) (and Nyt gt(s)) increase in value,
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we can replace U(s) by U(s—). Using that p(s — U(s—)) is predictable, we can integrate
with respect to the compensator of the counting process Nyt g¢(s) instead, so we get

Z(t) = 0]

B[ [ s - UlDbaaN s
Z(t) = 0}

T
=F [/t p(s — U(S—))bad(s)dNaf,df(S)

T
—5 | [ oo =~ U5 baa(s)1 100 snal()5| 2 = O

T
— [ BIols — Ul izto o3y 2(0) = 0] ba(s)paa(s)ds
¢
T s .
= / / r—tDg+thaf (T)P(T)s— P51 - ATbad (8) paa (s)ds.
t Jt
Since in the second last line, the expression is analogous to the third expectation, the

last line was obtained using the same calculations as (2.A.1). Gathering the results, the
cash flow dA!(t, s) is obtained.

2.A.2 Proof of equation (2.4.2)

Conditioning on the time of transition from state 0 to 4, s — U(s), and using that the
density for the transition time is p;o(t, 7)uo4(7), we find

@b
=3

,8)
=E 1{2() (s =U(s)| Z(t) = i]
1{2(5 —jyp(s — (8))‘Z(t):i,8—U(S):T]dP(S—U(S)ST’Z(t):’L')

Il
v\\\\

1{Z g}} Z(t)=1i,s—U(s) = T} p(7T)pio(t, T)poa(T)dT
on (t, T)poa(T) E [ 252 | Z(7) = 4] p(7)dr
pzo(t, 7)p04(7)pa; (7, 8) p(7)dT.

At line five we used that if we know that s — U(s) = 7, then in particular, we know
that Z(7) = 4. Since Z is Markov, we can then drop the condition that Z(¢) = ¢ and
s —U(s) = 7. Note, that for the proof, it is essential that i € {0, 1,2} and j € {4,5,6},
since we at the conditioning on line three use that s — U(s) € (¢, s), i.e. a transition to
the free policy states occurs in the time interval (¢, s). We can do that, since it must hold

if Z(t)=1i€{0,1,2} and Z(s) =j € {4,5,6}.
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2.A.3 Proof of Proposition 2.4.1

Proof. The cash flow is given as

T T
/'dA%a@::E[/'dB@)za):o},
t t
where B(t) is given in (2.4.1). Inserting B(t) yields,
T
/ dAL(t, s)
t
T
:/ E [(1{2(3):0}170(3) + 1 z(5)=13b1(5)) ‘Z(t) = o] ds (2.A.2)
t

T
+/t E |:,0(S —U(s)) (1{2(5):4}b0(8)+ + l{Z(S):5}b1(S)) 'Z(t) = O:| ds (2.A.3)

T
+E [/ (b01 (S)dN()l(S) + bOQ(S)dNOQ(S) + blg(s)leg(S)
¢ (2.A.4)
+(1— Ii)V(S)dNOS(S)) ‘Z(t) = O}
T
+E [/ p(S — U(S)) (b01(5)dN45(3) + bOQ(S)dN46(S) + blg(s)dN56(5)
¢ (2.A.5)
+(1— K)V+(S)dN47(S)) ‘Z(t) = O]

The four expectations (2.A.2) — (2.A.5) are calculated separately. The first expecta-
tion (2.A.2) is the expectation of indicator functions, and we replace by the transition
probabilities,

T
/t (poo(t, 8)bo(t) + po1(t, s)byi(t))ds.

In the second expectation (2.A.3), the same calculations as in Section 2.A.2 can be
performed to obtain,

T
Z(%w%wﬁﬂwwm@w&

In the third expectation (2.A.4), we integrate deterministic functions with respect to a

counting process. Taking the expectation, we can instead integrate with respect to the
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predictable compensator, and we get,

T
/t E [I{Z(s—)ZO} (bo1(8)po1(s) + bo2(s)po2(s)) + 1iz(s—)=11b12(5) p12(s)
1zt =0y (1 = KV (s)paas(s)dls| Z(1) = 0] s
T
:/t (poo(tas) (bo1(s)p01(8) + bo2(s)po2(s)) + por(t, s)br2(s)p12(s)

+ poo(t 5)(1 = £V (s)pos(s) ) ds.

For the fourth expectation (2.A.5), we start by replacing U (s) with U(s—), since whenever
any of Nys5(s), Nag(s), Nss(s) or Nyz(s) are increasing, then U(s) is continuous. Thus, we
integrate a predictable process with respect to a counting process, and we can integrate
with respect to the predictable compensator instead,

E [ /t ! pls — U(s—)) (bm(s)dN45(5) + boa(s)d N (s)
¥ bia(s)dNsg(s) + (1 — ﬁ)v+(s)dN47<s>> ‘Z(t) - o}
= [ Bt~ U6 (Lo OonJpsts) + b))
+ 1 sy —5pbr12(8)pi56(5) + 1(z(smy—ay (1 — H)Vﬂs)m(s)) (Z(t) - o] ds
= [ (08009 O Ipsts) + b))
+ Bt 5)bra(s)us(5) + b (t,5)(1 = )V (s)par(s) ) ds.

For the last equality, we again used the calculations from Section 2.A.2. Gathering the
four expectations, the result is obtained. O

2.A.4 Proof of Proposition 2.4.2

Proof. We differentiate pf;(t,s) for i € {0,1,2} and j € {4,5,6},

d ,
&pij(t, s)

:i[%wwmmmmwmw

= pilts o (1 (5. 5)0(5) + [ it s () (7 )plr)de
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For the third equality sign, we used that pae(7, s)pej(s) = 0 for £ & {4,5,6}. O






Chapter 3

Cash flows and policyholder
behaviour in the semi-Markov life
insurance setup

This chapter is based on the paper [11], written jointly with T. Mgller and K. B.
Schmidt.

ABSTRACT

Within the setup of a semi-Markov process in a finite state space, we consider a life
insurance contract. First, without the modelling of policyholder behaviour, we show
how to calculate the expected cash flow associated with future payments, and to
that end we present a version of Kolmogorov’s forward integro-differential equation.
The semi-Markov model is then extended to include modelling of surrender and
free policy behaviour, and the main result is a modification of Kolmogorov’s foward
integro-differential equation, such that the cash flow can be calculated without
significantly more complexity than the cash flow without policyholder modelling.
The result is also demonstrated for the traditional Markov case where there is no

duration dependence, and numerical examples are studied.

3.1 Introduction

In this paper we consider the problem of valuation of prospective reserves and expected
cash flows for life insurance liabilities, including the modelling of policyholder behaviour.
The setup consists of a semi-Markov process for the state of the insured in a multi-state
model, and the special case of a Markov process is considered as well. When we include

47
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policyholder behaviour in the model, in particular the so-called free policy option!, an
extra duration dependence arises, such that we have a double duration setup. The main
result of the paper is that we can effectively eliminate the extra duration. Thus, we
simply have to solve a modified Kolmogorov forward integro-differential equation, which
in complexity is equal to the differential equation without policyholder behaviour.

The setup of a semi-Markov model allows for dependence on the duration in the current
state. Thus, the transition rates can be dependent on the duration, and the payment
functions may also be dependent on the duration. An example of the presence of duration
dependence in the transition rates is within a disability model, where a 50 year old
disabled person might have a higher recovery transition rate if disability occured half
a year ago than if disability occured 10 years ago, and hence the transition rate is not
only age-dependent. For empirical evidence, see [44] and [24], wherein the recovery rate
and the mortality rate for disabled are shown to be dependent on time since disability as
well as age. An example of duration dependence in the payment functions is a disability
annuity where one can model a 3 month waiting period after disability before the annuity
starts. If only the payment functions depend on the duration, the semi-Markov process
simplifies to a Markov process, however, in order to valuate the prospective reserve
and/or the expected cash flow, one needs the duration dependent transition probabilities,
and thus the duration dependent formulae are needed.

In terms of understanding the characteristics of the life insurance liabilities, in particular
the future cash flow, it is of importance to take policyholder behaviour into account.
This aspect is also given considerable attention from a Solvency 2 perspective, where life
insurers are required to take into account policyholder behaviour when valuating the
liabilities, see Section 3.5 in [12]. One aim of this paper is to show how the semi-Markov
setup can be used to model policyholder behaviour, and how to efficiently calculate cash
flows.

In the first part of the paper, Sections 2 and 3, we give an overview of current results for
the multi-state semi-Markov life insurance setup, including a version of Kolmogorov’s
backward and forward differential equations, which does not seem to be well known in the
semi-Markov setup. Semi-Markov models in life insurance were first introduced in [28],
and later treatments include [36] and [13]. For a more theoretical treatment of the topic,
see also [25], who first introduced the approach based on cumulative transition rates for
the multi-state semi-Markov life insurance setup. We define the deterministic cash flow
associated with the random future payments as the expectation of the future payments,
and show how to efficiently valuate it using Kolmogorov’s forward integro-differential
equations. We specialise to the Markov case where there is no duration dependence, and

L“Free policy” is sometimes referred to as “paid-up policy” in the literature.
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recover the classic results without duration dependence, which can be found in e.g. [39]
or [31].

In the second part of the paper, Section 4, the semi-Markov model is extended by
including policyholder behaviour in the form of a surrender and a free policy option.
These are modelled by specifying transitions in an extended state space of the semi-
Markov model, corresponding to exercises of the options. The surrender option is a right
of the policyholder to cancel the contract, and receive an account value calculated on
a technical basis. The free policy option is a right of the policyholder to cancel future
payments and let the contract continue as a policy with no premiums and with reduced
benefits, where the reduction is calculated on a technical basis. An exercise of any of
these options thus changes future payments. While the modelling of these options has
an effect on the prospective reserve, it is of even greater importance when considering
the structure of future cash flows, and the interest rate sensitivity. In this paper, the
exercise of the options occurs randomly, and a similar approach is taken in [26] where the
insurance risk and policyholder behaviour is modelled by two separate Markov chains,
possibly dependent. Earlier studies of random policyholder behaviour modelling include
[34] and [35]. In contrast to this is the approach where the surrender occurs rationally,
which is studied in [45]. For a comparison and overview of these approaches, see [38].
Attempts to couple rational and random behaviour are done in [23] and [8], where the
common approach is that the level of random exercises is dependent on certain rational
indicators.

In the extended semi-Markov model, the free policy option introduces a dependence
in the payment functions on the duration since the free policy transition. Thus the
transition probabilities needed for valuation are dependent on two durations, and we say
that we have a setup with a double duration dependence. We show how the dependence
on the duration since the free policy transition can be effectively eliminated, which
is the main result of this paper. With this result, the evaluation of the prospective
reserve and the cash flow can be carried out using a modified version of Kolmogorov’s
forward integro-differential equation, corresponding to the computational complexity
of the original semi-Markov model with one duration. For a portfolio of life insurance
contracts, this reduction, measured in time usage, is considerable.

We also present the results for the Markov case, which is the special case of the semi-
Markov setup where there is no dependence on the duration. The extension to include
policyholder behaviour is shown, and like in the semi-Markov setup, the free policy
modelling introduces a dependence on the duration since the free policy transition.
Thus, the Markov process becomes a semi-Markov process when the free policy option
is included. As in the semi-Markov case, our result effectively eliminates this extra
dependence on the duration, and a modification of Kolmogorov’s forward differential
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equation makes it computationally simple to calculate cash flows, effectively as in a
Markov model.

We conclude the paper by giving numerical results illustrating the cash flows for a simple
life insurance policy. We show how the cash flows change due to policyholder modelling,
and highlight that the dollar duration changes significantly, even though the prospective
reserve might not change a lot. This is of particular interest if the cash flows are used for
the hedging of interest rate risk, for example by duration-matching.

3.2 Setup

We consider the classic life insurance setup with a stochastic process Z in a finite state
space J, denoting the state of the insured, see e.g. [27] and [39], where the process Z is
a Markov chain. In this paper, we let Z be a semi-Markov process as in [13] and [36]. To
each state and each transition between states of Z, we attach payments.

3.2.1 The semi-Markov model

We consider a semi-Markov process Z = (Z(t)):>0 in a state space J = {0,1,...,J — 1}
with J states, and let Z(0) = 0. Let U = (U(t))+>0 be defined as the duration,

U(t) =sup{s € [0,t]| Z(T) = Z(t), T € [t — s,t]},

which implies that U(t) is the time Z(¢) has spent in its current state. We assume that
(Z,U) is a Markov process, thus Z is a semi-Markov process. The processes are defined
on a probability space (2, F, P) equipped with the filtration

F(t) =0(Z(s),U(s)|s <t) = a(Z(s)]s <),

with equality because U is constructed from Z.

We define the transition probabilities for going from state ¢ at time s with duration u to
state j at time ¢ with duration less than z,

pij (s,t,u,2) =P (Z(t) =5,U(t) <z Z(s) =14,U(s) =u), (3.2.1)

and, for F C J and G € B(R), we let
Dir (S)taua G) = Z/ pij(s)ta U,dZ)
jer’G

denote the probability measure of the distribution of (Z(¢),U(t)) given Z(s) = i and
U(s) = u. This measure has finite support: With initial duration u at time s, the
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maximum duration at time ¢ is u +t — s. Thus, the support of the measure is a subset of
J x [0,u+t — s], and we frequently use (0,u + t — s| as integration bounds.

The transition rates are, for ¢,j € J,i # j and t,u > 0, defined as

1
pij(t,u) = }ng(l) 7, Pii (t,t+h,u,00),

JjeT
JF#i

and throughout this paper we assume that they exist, and that they are continuous
in t and u. We see later, in Proposition 3.2.4, that the transition rates determine the
distribution of Z.

Define the counting processes?

Nyj(t) = # {5 € [0,4]] Z(s) = j, Z(s—) = i}

Then N;j(t) counts the number of jumps from state ¢ to state j in the interval [0, ¢].
The counting process Ny;(t) has intensity 1{z—y—pi;(t, U(t—)), and the process My;
defined by

My (t) = Nij(t) — /0 L Zomy—sy (5 U(s—))ds,

is a martingale. Using this, then for any predictable process H(t), we obtain
t t
E [/0 H(s)dNij(s)] =E [/0 H(s)1{z(s—)=iypij (s, U(s—))ds

:/O /OSE[H(S)’Z(S—):i,U(S—)Zz]pOi (0, 5,0,d2) (s, 2)ds.
(3.2.3)

For more details on results of this type, see e.g. [5]. Throughout the paper we use the
convention f; = f(a y and [ = f(a o)» Such that the left endpoint is excluded from the

integration range.

3.2.2 Life insurance payments

We model the payments associated with a life insurance contract by letting the semi-
Markov process Z denote the state of the insured. To each state i, we associate a
continuous payment rate b;(¢,u) and single payments AB;(t,u) at time ¢ with duration
u. Also, for each transition from i to j, we associate a single payment b;;(t, u) at time ¢

2The notation f(z—) = limy, ~, f(y) is used.
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when the duration in the state i was u. We write the total payments at time ¢ as B(t),
and the payment process B then satisfies

)= Lzw=iydBi(t, Ut)) + Y by(t,U(t—))dN;(t),
€7 i (3.2.4)
dB;(t,U(t)) = bi(t, U(t))dt + AB;(¢, U(t)),

where dB;(t,u) are the payments in state ¢ at time ¢ if the duration is u. The functions
b;, AB; and b;; are assumed to be deterministic and piecewise continuous.

3.2.3 Interest rate

Let r(t) denote the continuously compounded interest rate. We assume that r(t) is
deterministic, however, the results of this paper can easily be obtained with a stochastic
short rate instead, if it is independent of Z. In particular, the main results are about the
semi-Markov chain Z and transition probabilities, and are independent of the interest
rate.

3.2.4 Cash flows and valuation

For the balance sheet, one calculates the expected present value of future payments with
appropriate interest rate assumptions. This is denoted the prospective reserve.

Definition 3.2.1. The prospective reserve, V;,(t), at time t of the future payments of
B, given that we are in state i with duration u, is

Viu(t) =E [ /t h e~ JIrMATAB ()| Z(t) = i, U(t) = u] .

Using calculations similar to (3.2.3) and the linearity of conditional expectations yield
the well known result

Viu(t)

0 u+s—t
:/ e i T)dTZ/ pij (t,s,u,dz) | dBj(s, z) + Z,u]k s,2)bji(s, z)ds |,

¢ jeg keg
k#j

(3.2.5)

for more details, see e.g. [28].

The payment at a future time s can formally be written as dB(s), and we say that dB(s)
is the stochastic cash flow at time s. Since it is stochastic, it is not very convenient in
practice, and one can be interested in a deterministic version. This can be obtained by
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taking the expectation of B, thus considering the expected cash flow. For example, if one
has a lot of identical and independent life insurance contracts, the total payments are, by
the law of large numbers, close to the expected payments. We define the expected cash
flow, and simply refer to it as the cash flow.

Definition 3.2.2. The cash flow of a payment process B conditional on (Z(t) = i,
U(t) = u) is the payments of the deterministic payment process (A; (t,s))s>t, defined by

Aiult.s) = E[B(s) - B Z(t) = i, U(t) = u].

Using the cash flow process, the expected payments at a future time s given (Z(t) =
i,U(t) = u) can be written as dA;,(t,s) = Aiu(t,ds). The cash flows can be used to
find the prospective reserve.

Proposition 3.2.3. The cash flow (A;(t,s))s>t satisfies

‘/Z- u(t) — / e~ fts T(T)deAi,u(t, S),
t

)

u+s—t
Dij

dA;u(t,s) = Z/ (t, s,u,dz) | dBj(s,z) + Z Wik (s, 2)bjk (s, z)ds
jeg 0 ke7
j

Proof. Let t > 0. Define B;(s) = B(s) — B(t) and note that Definition 3.2.1 can be

written as

)

Viu(t) =B [/ e By ()
t

Z(t) =i, U(t) = u] .

Let Fy(s) = e~ Jir(™aT and use integration by parts to obtain,

/t b Fy(s)dBy(s) = Fy(00)By(00) — Fy(t)By(t) — /t h By(s)dFy(s).

Applying conditional expectation on both sides, conditioning on (Z(t) = i, U(t) = u),
yields

Vya(t) = Fy(00) Aua(t, 00) — Fy(t) A u(t,t) — /t " Auu(t 5)AF(s),

and the first result follows by integration by parts on the right hand side. The second
result follows immediately from the first result and equation (3.2.5). O
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3.2.5 Kolmogorov’s backward differential equation

Kolmogorov’s backward differential equation provides a way to calculate the transition
probabilities given that the transition rates are specified. Here, we present a version for
the semi-Markov chain, which can be found as a partial differential equation in [13] and
n [25]. We present the differential equation as an ordinary differential equation. The
differential equation can also be obtained from a similar integral equation version found
in [28], by differentiation and some further calculations.

Proposition 3.2.4. (Kolmogorov’s backward differential equation) Let 0 <ty <t and
d,u>0 and j € J. Define D(s) =d+ s —tyg. The transition probabilities p;; (to,t,d, u),
fori € J, satisfy the system of differential equations given by,

iy (5,6, D(s),0) = i s, D)y (5,1, D(s), )

— Z Mik(&D(S))pk]’ (57t707u) ’ (326)

keJ
ki

pij (6,1, D(8), w) = 1=} L) <uy-

From Kolmogorov’s backward differential equations, we see in particular that the transi-
tion rates determine the distribution of Z(t).

Solving Kolmogorov’s backward differential equation, (3.2.6), is done for fixed j € 7,
to <t and d,u > 0 and yields the probabilities (pi; (to,t,d,u));c ;-
of differential equations (3.2.6), starting with boundary conditions p;; (¢,t,d +t — to, u),

We solve the system

1 € J and solving backwards to time ¢y, corresponding to the blue line in Figure 3.1. This
is not straightforward, since the quantities (p;; (s,t,0, u))iej for s € (to,t) are needed,
corresponding to the values on the red line in Figure 3.1. Thus, these values need to
be calculated first. For fixed j € J, to < t and d,u > 0, we outline an algorithm for
calculating the probabilities (p;; (to,,d, u)),. 7» With a numerical procedure using step
size h, corresponding to a grid with step size h. We assume that ¢y, d and ¢, u lie on the
grid, in particular that there is V € N such that ¢t =ty + Nh.

1. With boundary condition p;; (t,t, h,u), calculate p;; (t — h,t,0,u) for each i €
J. Note, that the numerical solution is calculated in one step, so no values
(pij (8,t,0,u));c ; are needed for s € (t — h, ).

2. With boundary condition pj; (t,t,2h,u), calculate p;; (t — 2h,t,0,u). Here, the
numerical algorithm requires two steps, where the values (p;; (t — h,,0,u)),. ; are
used in the middle step.
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Duration D(s)
d+ (t —to)+

Dij (t07 t? da U)

pZ_] (t()a t? 07 U)

to t—kh ¢ Time s
Pij (t - kh7t>07u) Dij (t_ h,t,O,u)

Figure 3.1: Sketch of algorithm to calculate the transition probabilities p;j (to,t,d,u) for all
1 € J using Kolmogorov’s backward differential equation, using a numerical algorithm with
step size h, matching the drawn grid. First, all values p;; (s,t,0,u), s € (to,t) on the red line
are calculated, and then the differential equation along the blue line can be calculated, yielding

pz] <t07 ta da U).

3. Continue calculating (p;; (t — nh,t,0, u))iej for n = 3,4,... as long as t — nh > to.
In this way, we obtain the values p;; (s,t,0,u) needed, that is, i € J and s € [to, 1),
i.e. the red line on the first axis in Figure 3.1.

4. Finish with boundary condition p;; (¢,t,d +t — tg,u) and calculate p;; (t,t,d, u),
where all the previously calculated values are used. Note, that if d = 0, this value
was already calculated above with n such that ¢t — nh = .

Now, we have calculated p;; (to,t,d,u) for i € J and fixed j, t and w. This algorithm
must be repeated for each j € J and u > 0, in order to get the distribution of (Z(t), U(t))
conditional on Z(tg) = i,U(ty) = d. Doing this for all t > ¢y as well, the cash flow in
Proposition 3.2.3 can be calculated.

If we count the number of calculation steps required to calculate the transition probabilities
needed for the cash flow, we find the time complexity to be of order O(N*). Intuitively,
N to the power of 4 is: one power for calculating one line, one power for all the lines,
one power for all terminal durations, and one power for all terminal times. We see later
that it can be of advantage to use Kolmogorov’s forward integro-differential equation,
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which is presented below in Theorem 3.3.1 and is of order O(N?). It should be noted,
that it might be possible to optimise the backward algorithm such that it is O(N?3), by
reusing results between the solutions for different terminal durations uw > 0.

3.2.6 The Markov case

We consider the special case, where the transition rates do not depend on the duration,
i.e. where Z is a Markov process. If also the payments do not depend on the duration,
the duration dependent probabilities are not needed, and the formulae simplify. This
corresponds to the classic setup, see e.g. [39] or [31]. For the transition probabilities, we
write

pij(t,s) = P(Z(s) = j| Z(t) = 7).

Since nothing depends on the duration, we remove the dependency in the notation.
Restating Proposition 3.2.3 in the Markov case, we get the cash flow and prospective
reserve,

dA(t,s) =D pijt,s) [ dBj(s) + D mk(s)bjr(s)ds | , (3.2.7)

V() = / IO A (1, ).
t

We now consider Proposition 3.2.4 in the Markov case, and obtain Kolmogorov’s backward
differential equation for the Markov case,

d
P (8:1) = pa. ()i (s,1) — > wik(s)pr; (5, 1),
keg
ki
with boundary conditions p;;(t,t) = 13-

When calculating the cash flow (A;(to, s))s>t, for fixed tp, the transition probabilities
pij(to, s) need to be calculated for fixed ty and s > ty. This can be done using Kol-
mogorov’s backward differential equation. However, then one needs to solve the differential
equation for each value of s, and one ends up with all the values (pi;(t,5))te(to,s) for all
s > to. It is then an advantage to use Kolmogorov’s forward differential equation instead,
which is a differential equation in s instead of ¢. This yields all the needed transition
probabilities immediately.

Proposition 3.2.5. (Kolmogorov’s forward differential equation for the Markov case)
Let 0 < tg < t. If the transition rates do not depend on the duration, the transition
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probabilities p;;(to,t) satisfy the differential equation

d
&pl](t()) S) = _pzj(tO) S)IU’](S) + Zpig(t()a S)Mﬂj(s)a
7
J

pij(to,to) = 1gi=j)-

By using Kolmogorov’s forward differential equation, the problem is, formally speaking,
reduced by 1 dimension. In the next section, we present a generalised version of Kol-
mogorov’s forward differential equation for the semi-Markov case, which does not seem

to be well-known in the insurance literature.

3.3 Kolmogorov’s forward integro-differential equation

In this Section we present a version of Kolmogorov’s forward differential equation for
the semi-Markov case, which seems less known than the differential equations for the
Markov case presented above and which can also be found in textbooks on life insurance
mathematics, see for example [31]. In the semi-Markov case, Kolmogorov’s forward
differential equation is an ordinary integro-differential equation, and it is similar to the
partial differential equation obtained by [25], Corollary 2.37. The result can also be
obtained from a similar integral equation presented in [28], by differentiation and some
further calculations. As discussed in the previous section in the Markov case, using
Kolmogorov’s forward differential equation is preferable when calculating cash flows,
since this leads directly to the necessary transition probability measures.

Theorem 3.3.1. (Kolmogorov’s forward integro-differential equation) Let 0 < to <t
and u >0 and © € J. The transition probabilities

pij (to, t,u,d+t—to), forjeJ anddeR st. d+t—1ty9>0,

satisfy, with D(s) = d + s — to, the system of integro-differential equations given by

d D(s)
&pl] <t0787uaD(S)) = _/ pl] (to,S,'LL,dZ) ,LLJ(S,Z)
0

wks—to (3.3.1)
+ g / Pie (tO,S,’LL, dZ) :u’fj(svz)v
0

eg
l£j

with boundary conditions pij (to, to, u,d) = 1y liy<ay and, for s > to, pij (to, s,u,0) =
0.
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For completeness we give a simple proof based on the Chapman-Kolmogorov equations
and Kolmogorov’s backward differential equations. The proof is presented in Appendix
3.A.

The terms in the differential equation have a straightforward interpretation. The term
on the first line of (3.3.1) corresponds to the transitions out of state j at time s: It is the
probability of being in state j at time s, and then leaving state j at time s. The transition
rate out of state j is duration dependent, and thus the integral over the duration appears.
We only integrate up to the current duration D(s) = d + s — to, as it is only probability
mass with duration less than d + s — ¢ that is to be deducted. The term on the second
line of (3.3.1) corresponds to new entries into state j at time s. First, it is the probability
of being in state ¢ at time s, where £ £ j, and then at time s transitioning from state £
to state j. Again, this transition rate is duration dependent, and the integral appears.

Here, we integrate up to the maximum duration u + s — tg.

Duration d
U—{—(t—to)** Dij (t07t7uau+t_t0)
pij (to, t,u,u —h +t —tp)
pij (to, t, u, t— S)
ugﬁ
u— h+
I I T .'
to to+h s ¢ Time s
Figure 3.1: Sketch  of algorithm to calculate the transition probabilities

(pij (to, s, u, d))jej,se[to,t],dzo using Kolmogorov’s forward integro-differential equation,
using a numerical algorithm with step size h, matching the drawn grid. The distribution along the
red line is given by the boundary conditions, and then the integro-differential equation is used to
shift the distribution to the right, thus the distribution along the blue line is reached in 1 step,
and continuing yields the distribution along the vertical black line.

We illustrate how to calculate p;; (to, s,u,d) for all j € J, s € [to,t] and d € [0,u+ s — to]
where tg <t and v > 0 and ¢ € J are fixed. Assume a grid of size h according to Figure
3.1, and that ¢g,t and u lie on the grid. We discretise the integral over the duration d
using this grid as well.
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1. At time tg, the boundary conditions yield the values p;; (to, to, u,d) for all j and
d € [0,u], corresponding to the distribution along the red line on Figure 3.1.

2. The differential equation (3.3.1) can now be used to calculate the probabilities
pij (to,to + h,u,d+ h), for all j € J and d € (—h,u|. Together with the new
boundary condition at time to + h for duration 0, p;;(to,to + h,u,0), this yields the
distribution along the blue line on Figure 3.1.

In this step, note that the integral on the second line of (3.3.1) is independent of
d, so the integral only needs to be solved once in this step. Also, the value of the
integral on the first line can be reused for different durations: If the value is known
for d 4+ s — tg, then for d + h + s — g, only the increment of the integral needs to
be calculated.

3. Repeat this, calculating p;; (to,to + nh,u,d + nh) for all j € J and d € (—nh,u],
for n =2,3,..., until ¢ty + nh =t and the distribution along the vertical black line
in Figure 3.1 is reached.

Note that the number of differential equations in the differential equation system is
increased by one at each step, corresponding to the new diagonal line beginning at
duration 0. The algorithm immediately yields all needed probabilities to calculate the
cash flow in Proposition 3.2.3.

Compared to using the algorithm based on Kolmogorov’s backward differential equation,
as sketched in Figure 3.1, this is significantly simpler. The time complexity of solving
Kolmogorov’s forward integro-differential equations as described above, with the opti-
mizations in step 2, is O(N?). Intuitively, N to the power of two is: one power for the
time, and one power for the calculations needed for each time point (the two integrals
and the advancement of the differential equation for each duration). This is simpler than
the time complexity of O(N*) when using Kolmogorov’s backward differential equations
for calculating cash flows.

3.4 Modelling of policyholder behaviour

We consider a life insurance contract in the above setup without modelling of policyholder
behaviour, and show how to extend it to include policyholder behaviour modelling. Our
modelling of the options as random transitions in a semi-Markov model implies that
they are not necessarily exercised rationally, but instead randomly. Rational surrender is
studied in [45], and attempts to couple rational and random behaviour are carried out in
[23] and [8]. In this paper, we carry on with the modelling of policyholder behaviour as
occuring randomly, and this corresponds to a large extent to the behaviour observed in
practice.
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The prospective reserve and the cash flow are calculated on different bases. First,
we consider calculations on the so-called technical basis, with separate (and typically
conservative) interest and transition rates, in a state space J, without any policyholder
modelling. The technical basis is used to determine the premiums as well as the surrender
benefits and the benefits after a free policy conversion. In particular, the policyholder
modelling may be omitted on the technical basis since the surrender and free policy
benefits are chosen such that the value on the technical basis is unaffected. Second,
we consider market consistent calculations on a so-called market basis. This is done
with a market consistent interest rate structure and a best estimate of future transition
rates. These calculations are used for the balance sheet values. The calculations can be
conducted in the same state space J, which is then without policyholder modelling. In
this paper, we extend the state space in the market basis in order to include policyholder
modelling, in the form of a surrender and a free policy option. For a comprehensive
treatment of the policyholder options, see [38].

3.4.1 The life insurance contract and the technical basis

We consider a life insurance contract where the state of the insured is modelled by the
semi-Markov process Z on the state space J, where [J does not include any policyholder
modelling. The payment process B(t) is decomposed into the benefit payments (the
positive payments), described by B*(t), and the premium payments (the negative
payments), described by B~ (), such that the total payments are B(t) = BT (t) — B~ (t).
That is, the benefit payments process Bt (t) is defined as the payment process (3.2.4)
associated with the positive parts of the payment functions b;(t)", AB;(¢)* and b;;(¢)".
Similarly B~ (t) is the payment process of the negative parts.®> The premiums are settled
according to the equivalence principle on the technical basis consisting of a technical
interest rate r* = (r*(¢)); (which is usually constant) and a technical set of transition
rates p1* = (p17;(t,u))ijtu- For calculations on the technical basis, policyholder behaviour
is not modelled.

The technical reserve of the life insurance contract is the prospective reserve calculated
on the technical basis. We denote the technical reserve by V", (f), and it is defined
similar to the prospective reserve in Definition 3.2.1, using the technical basis (r*, u*).
We decompose the technical reserve into the value associated with the benefits and the

3The notation with + and — is a bit ambiguous: For a function f(t), we have f(¢)* = max{0, f(¢)},
and if we write fT(t), it is merely a label.
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value associated with the premiums, defining, for i € J, u > 0,

V*,-i-(t) —E* |:/ e JE r*(T)deBJr(S)
t

iU

Z(t) =i,U(t) = u] :

iU

V7 (t) = E* [ / e~ i B ()
t

Z(t) =i, U(t) = u] .

Thus, the technical reserve is given by V", (t) = V5 (t) — V57 (t). Here, the notation E*

7,0 2,0
denotes expectation using the measure where Z has transition rates p*.

3.4.2 The exercise options

We consider the problem of market based valuation of the life insurance contract including
two exercise options of the policyholder. The policyholder options are:

e The surrender option, where the policyholder stops payments and receives the
technical reserve.

e The free policy (paid-up policy) option, where the policyholder stops premium
payments, and the benefits are reduced proportionally according to the equivalence
principle on the technical basis.

We assume that the policyholder may exercise the surrender option at any time while
in state 0, and similarly, we assume that the free policy option can only be exercised in
state 0. For notational and interpretational simplicity, we assume that on the technical
basis, there is no duration dependence in state 0. That is, we assume that for ¢,u > 0,

Vou(t) = Voo(t)- (3.4.2)

If one has duration dependence in state 0 on the technical basis, certain interpretational
complications arise: One has to consider whether or not the duration should be reset
to 0 after a free policy conversion, and thereby also whether or not the duration on the
technical basis and on the market basis are identical.

The free policy option

If the policyholder exercises the free policy option at time s, the benefits are recalculated
on the technical basis, according to the fact that future premiums after time s are
cancelled. We define p(s) as the benefit scaling factor if the policyholder exercises the
free policy option at time s.
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The free policy benefit factor

On the technical basis, the payment process, conditioning on the exercise of the free
policy option at time s, is, for t > s,

t s p(s)dBT(¢).

That is, the payments are the positive payments dB™(¢) scaled by the factor p(s) at the
time of free policy conversion. Then, the technical reserve at time ¢t > s in state i € J is,
using (3.4.1),

p(s)Vi T (1), (3.4.3)

We stress that this is on the technical basis, where the state space J is without policyholder
modelling.

The equivalence principle is used here to determine p(s), which here states that there
is no jump in the technical reserve due to a free policy conversion. Thus, we have the
requirement p(s)VOber(s) = Vio(s), which yields

_ Voi (5) = Vo (5)

o Vi ()

, (3.4.4)

where we recall the assumption (3.4.2), which states that there is no duration dependence
in state 0 for the technical reserve. In particular p(s) is a deterministic function.

It should be noted, that the model of this paper can be used with other choices of
p(s), as long as it is a deterministic function. Also, we assumed that Vi, (¢) is duration
independent, and therefore p(s) is duration independent. Proposition 3.4.1 and Theorem
3.4.2 below can readily be extended to allow for p(s) being dependent on the duration
immediately before the free policy conversion happened.

In practice there may be free policy options where the benefits do not scale proportionally
as assumed here. For example, some benefits may be removed completely upon free
policy conversion, and the rest may scale proportionally. In that case, for calculating the
market value, the policy can be split into parts where p may be different in each part.
Then, the results of this paper can be used separately for each part of the policy.

The surrender option

If the policyholder surrenders the contract at time ¢, all future payments are cancelled,
and instead the policyholder receives the current technical reserve. If the policy is still
with premium, the technical reserve is Vofo(t), since surrender can only happen from state
0, and since there is no duration dependence on the technical basis in state 0. If the
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policy became a free policy at time s, the technical reserve at time ¢ is given by (3.4.3)
with ¢ = u = 0.

The surrender payment can be more general, and in particular it may depend on the
duration at the time of surrender. Proposition 3.4.1 can readily be extended to allow for

a duration dependent surrender payment, e.g. VO*U( t_)(t), if we had not assumed duration
independence in state 0 on the technical basis.

3.4.3 Extending the Markov model

When valuing the life insurance contract on the market basis, we consider an extended
state space, taking into account the policyholder exercise options. Thus, the difference
between the technical basis and the market basis is not only the interest and transition
rates, but also the state space and hence the payment process.

Consider the extended state space which includes policyholder behaviour (phb),
T =Jugugtugs,

see Figure 3.1. The original state space is J = {0,1,...,J — 1}, which is the one used
for the technical basis. The new parts of the state space are;

e 7% ={J}, which contains the state for surrender when the free policy option is not
exercised;

o J'=TJ+(J+1)={J+1,J+2,...,2J} which is a copy of 7, and is the states
of the policy when the free policy option is exercised;

o Jfs = {2J 4 1} which is the state for surrender as a free policy.

We assume that Z is a semi-Markov model on the extended state space JP'P, with
the same assumptions as before, i.e. that the transition rates exist, defined by (3.2.2),
and that Z(0) = 0. State 0 is the only state from which the free policy option can be
exercised, and state 0 and J + 1 are the only states from which the surrender option can
be exercised. We say that the transition 0 — J + 1 is a free policy conversion, and that a
transition 0 — J (or J + 1 +— 2J + 1) is a surrender (as a free policy). The transition
rates within Jf are assumed to be identical to those of 7. The states in J° and J are

absorbing.

3.4.4 The payment process

For the total payment process in the extended model, we introduce a second duration
process, W, defined by

W(t) =inf{s > 0|Z(t —s) € T},
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2J +1
Surrender

as free

policy

Figure 3.1: A general finite state space J extended with free policy states J' and surrender
states J° and J*. The state space J contains the state of the insured, e.qg. active, disabled, dead,
etc. The free policy states J' is a copy of J, and a transition from J to J* corresponds to a
free policy conversion. A transition to J € J° or 2J +1 € J™ corresponds to a surrender of the
policy.

that is, W(t) is the duration since Z(t) left J, or if Z(t) € J, then W (t) = 0. The
duration W is required for the payments in the free policy states, because, if we are
at time t and Z(t) € J', the free policy option was exercised at time ¢ — W (t), and we
recall that p(t — W (t)) is used to determine the size of the benefits.

The payment process for the extended model can now be stated. On the original part of
the state space, J, the payment process is the same as on the technical basis, B(t), and
is defined by (3.2.4). On the market basis, the payment process on the extended state
space is denoted BP"P, and is given by,

ABP (1) = dB(t) + Vio(t)ANos (1)
+ p(t — W(t)) (dBf’Jr(t) + VOTE)JF (t)dNL]_i_l’Ql]_i_l (t)) .
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We briefly explain the payment process. For Z(t) € J, the payments are determined by
the original payment process B(t), that is, the original payment functions b;, AB; and
bij, for i,j € J. By Section 3.4.2, the payment upon surrender as a premium paying
policy is Vd':o(t)7 and this is paid upon a transition from state 0 to state J. As a free
policy, the payment upon surrender is p(t — W(t))VOf[;r(t), which is paid upon a transition
from state J 4 1 to state 2J + 1. The payment process BY*(t) is non-zero for Z(t) € J*
and is the payments as a free policy, excluding the scaling factor p(t — W(t)). Intuitively
BY(t) is a copy on JF of the positive payments on 7, i.e. of B*(t). To be precise, define
the payment functions b;, AB; and b;; on J f by simply copying their value on 7, i.e.
for i,j € J' let,

bi=0bi_(s41), ABi=AB; (541), bij =bi(j11)j-(7+1)-
Then B (t) satisfies

dBf’Jr(t) = Z 1{2() l}dB Z bl] t U +dNij(t),
ieJt ijegt
7]

dB; (¢, U(t)) = b;(t, U(t))Tdt + AB;(t,U(t))".

3.4.5 Cash flows with policyholder behaviour

We now study the cash flow associated with the payment process BP'® in the extended

model. The cash flow at time ¢ for the future payments is denoted (Aiib(t, s))s>t. By the
use of transition probabilities dependent on the two durations, U and W, we can find
the cash flow. We note that Z is a semi-Markov process such that (Z,U) is a Markov
process, but the payments may depend on the additional duration W.

Due to the simple structure for the extended model, the cash flow for state ¢ € J may
be determined directly via a prospective argument. In this way, it can be shown that the
cash flow satisfies, for i € J, u > 0 and s > ¢,

u+s—t
dAzib(t, s) =dA;(t,s) —I—/ pio (t,8,u,d2) pos(s, 2)Vgo(s)ds

/ / P(Z 3, U(s) <dz,W(s) <dw|Z(t) =i,U(t) = u)
jeJt

X p(s —w) dB+sz Zu]ksz )bik(s,2)Tds
keJgt
k#j

/ / P(Z(s) = J+1,U(s) < dz, W(s) < dw| Z(t) = i, U(t) = u)

X p(s — w)pys1,2741(5,2)Vop' (s)ds.
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We interpret the right hand side. The first part of the first line is the insurance payments
dA;.(t,s), which is the cash flow of the original payment process B(s), i.e. the payments
while in 7. Also, the second part of the first line are payments upon surrender from
state 0. The second and third lines represent the payments of the payment process B,
i.e. as a free policy. The last lines are surrenders as a free policy. In the last term, we
have used that the first order reserve at time s in the free policy state J + 1 is equal to
p(s — w)V(;':bJr(s) if the free policy option was exercised at time s — w.

The cash flow dA4;,(t, s) is given by

u+s—t
dA; . (t,s) = Z/ pij (t,s,u,dz) | dBj(s,z) + Z ik (s, 2)bjr(s, z)ds
jeg 7? ke
]

The transition probabilities can be calculated using Kolmogorov’s forward integro-dif-
ferential equation, (3.3.1), which in this case is on the state space J Phb Tp particular,
the cash flow A;,(t,s) differs from the one obtained without policyholder modelling
where the transition probabilities in the smaller semi-Markov model with state space J
are used.

Because of the structure of the semi-Markov model, knowledge of W is the same as
knowledge of the time of transition from state 0 to state J + 1, and there can only be
one such transition. Recall that by the design, a transition from state 0 to state J + 1 is
necessary to go from state ¢ € J to state j € JHu 7. With this, it can be shown that,
forie J and j € JF U T,

/OOO P(Z(s)=7,U(s) < z,W(s) <dw|Z(t) =i, U(t) = u)p(s —w)

s u+7—1 (3 4 5)
= / / Pio (t,T,u,dU) MO,J—}-I(T”U)p(T)pJ—‘,-l,j (7_787072;) dr o
t 0

=:py; (L, s,u, 2).
Here we defined p”, and it is the probability, given we start in state ¢ € J at time t with
duration u, of being in state j € Jf U J®™ with duration less than z at time s, multiplied

by p at the time of transition from state 0 to J + 1. Using the quantities p, we can
rewrite the cash flow in the following way.

Proposition 3.4.1. The cash flow (AP™®(, s))s>¢ at time t, with policyholder behaviour,



3.4. MODELLING OF POLICYHOLDER BEHAVIOUR 67

s given by

u+s—t
dA,Ele(t, S) = dAl,u (t7 S) + / Pio (ta S, U, dZ) :U’OJ(Sa Z)‘/()TO(S)dS
0

u+s—t
[ ) [ 4B 5.0+ 3 s h(si) ds
jegt 0 keJt
k7
u+s—t n
b tsunde) a5 2V (5)ds,
0
fori e J, where pfj (t,s,u,2) is defined by (3.4.5).

We interpret the right hand side. The first part of the first line is the cash flow when
none of the policyholder options has been exercised. The second part of the first line is
the payment upon surrender when a free policy transition has not occured. The second
line contains the payments after a free policy transition, and the last line is the payment
associated with an exercise of the surrender option after a free policy conversion.

In order to calculate the cash flow, one needs to determine pfj (t,s,u,z). This is time-
consuming compared to the model without policyholder behaviour, because the extra
probabilities pji1; (7,,0,2) in (3.4.5) need to be calculated for all 7 € (¢,s) and s > t.
That is, in excess of just solving Kolmogorov’s forward integro-differential equation, we
now need to solve for each s >t as well. Formally, we can say that the dimension of the
problem is doubled if we determine p? directly via (3.4.5).

See, that if p(t) = 1 for all ¢, then, for i € 7 and j € Jf U J®, we have pfj (t,s,u,z2) =
pij (t,s,u,2). In that case, we can use Kolmogorov’s forward integro-differential equation
directly, which are significantly simpler than calculating (3.4.5). However, it turns out,
that for p(t) # 1, we can find a similar forward integro-differential equation system for
pP, which is the main result of this paper.

Theorem 3.4.2. Let 0 <ty <t andu >0 and i € J. The quantities
pfj (to,t,u,d+t —to), forjeJ'UT® anddeR s.t. d+t—1tg >0,

satisfy, with D(s) = d + s — tg, the forward system of integro-differential equations,
d u+s—to
&pfj (to, s,u, D(s)) = 1{j—J+1}/O pio (to, s,u,dz) po,s+1(8, 2)p(s)
D(s)
_ P .
/0 p” (tO,S,U,dZ) Mj‘(SVZ) (346)

u+s—to
£y /0 Py (to, 5,10, d2) g5 (5, 2),

tegt
t#j
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with boundary conditions pfj (to,to,u,d) =0 and, for s > to, pfj (to,s,u,0) = 0.

The first line of the differential equation corresponds to new free policy conversions, i.e.
transitions from state 0 to state J + 1. We see that here the transition rate is multiplied
with the free policy factor p. The two other lines correspond to the differential equation
from Kolmogorov’s forward integro-differential equations, Theorem 3.3.1. Line two is
transitions away from state j at time s, where the duration is less than the current
duration D(s) = d+ s —t. The last line, line three, is transitions from other states in J*
to state j, for any duration.

Proof of Theorem 3.4.2. Differentiate p?, (3.4.5), and apply Kolmogorov’s forward inte-
gro-differential equations (Theorem 3.3.1), to obtain the integro-differential equation,

d

0
&pz] (t7 S, U, D(S))

u+s—t
= / bio (t7 S, U, dU) IU‘O,J-J'-l(Sv,U)p(S)pJ—‘rLj (S’ S, 07 D(S))
0
u+7—1 d
+ / / pio (875w, dv) po,y41 (7, v)p(T) P41, (7, 5,0, D(s)) dr
t 0

u+s—t
ST /0 pio (£, 5,1, dv) oy 41 (5, 0)p(s)

s u+7—1
+ / / pio (t, 7, u, dv) po, 41 (7,v)p(T) (
¢ Jo

— / Pit1,j (7,8,0,d2) (s, z)dr
0

+ Z/ P16 (7,5,0,dz) pej (s, z)dr )

tegt
t#j

u+s—t
= 1{j=J+1} / Pio (tasvuvdv) MO,J+1(S7U)p(S)

u+s—t

D(s)
—/ pzj(tsudz)u] ssz—l—Z/ Pl (¢, s, u,dz) pej(s, z)dr.
0 et
t#j
Here, the last equality is obtained by interchanging the order of integration. The boundary
condition is obtained directly from (3.4.5). O

Considering the integro-differential equation (3.4.6) for p”, we see that it is of similar
structure as Kolmogorov’s forward integro-differential equations, and that (3.4.6) depends

on pjo (t,s,u,z). Thus, one can with advantage solve for p and p? simultaneously,
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by solving the combined system of integro-differential equations, (3.3.1) and (3.4.6).
Whereas, by letting the payments depend on p at the time of the free policy transition
essentially creates a double-duration setup, Theorem 3.4.2 eliminates one duration. Thus,
computationally, the calculation of cash flows in the model with the two policyholder
options is almost as simple as without: one simply needs to solve a system of integro-
differential equations, and no extra duration is effectively introduced.

3.4.6 Policyholder behaviour in the Markov case

We consider the policyholder behaviour model for the special case where there is no
duration dependence, i.e. neither the transition rates nor the payment functions depend
on U. When the transition rates do not depend on the duration, Z is a Markov process,
and the setup is similar to Section 3.2.6. We still model the free policy option, so the
payment process is dependent on the free policy duration W.

First, p? simplifies a bit, since the integration of the duration disappears, and we have,

S
Py(t.5) = [ piolt Do 1 ()p(r)ps (. s)dr (3.47)
t
Then, the cash flow valuated at time t, given we are in state i € J, becomes

dA?hb(t s) = dA;(t, s) + pio(t, 8)pos (s)Vo (s)ds

+ > pts) [ dB(s)+ Y pir(s)bi(s)Tds

jeJt kegt
k#j

+ 00 s (8 r12041(5)VyF (s)ds,

where dA;(t,s) is given in (3.2.7), using transition probabilities from the state space
JPM - The integro-differential equation for p? reduces to a simple differential equation.
For i € J and j € JF U J®, p# satisfies the forward differential equation,

d
&pfj (t,8) = Lj—srnypio(t, )po,s41(s)p(s) — pf(t, ) (s) + D pfy(t, 8)pae(s),

Legt
24

(3.4.8)

with boundary condition pfj (t,t) = 0.

From the differential equation for p”, it is easy to see, that if p(¢t) = 1 for all ¢, then
pfj =pij for i € J and j € J' U J®. For p(t) # 1, we can interpret the differential
equation intuitively. The second term of the right hand side corresponds to transitions
out of state j, i.e. probability mass leaving state j. The third term corresponds to
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probability mass entering state j from one of the other free policy states £ € Jf. The
first term then corresponds to new free policy conversions, i.e. transitions into JF, and
this probability mass is multiplied by p. Thus, the quantities p” can be interpreted as
manipulated transition probabilities in the way that probability mass that enters J* is
manipulated through a modified transition rate.

Connection with retrospective reserves

The definition of pfj(t, s) in (3.4.7) can be interpreted as a form of retrospective reserve,
where the interest rate is set to 0. To see this, consider the state space from Figure 3.1
and associate a single payment (—p(t)) upon transition from state 0 to state J + 1. Then
the retrospective reserve W, (¢) in Section 5 E of [39] equals pgj (0,t) from (3.4.7), if the
interest rate is set to 0. In particular, (3.4.8) equals the differential equation system
(5.14) in [39] with W (¢) =0 for j € T U J".

To understand that a transitional payment of (—p(t)) is correct, note, that if an individual
is in a free policy state now, e.g. state J + 1, the value of the policy is the accumulated

previous premiums, which is exactly p(t — W (t)). Then, a retrospective reserve for state
J + 1, with zero interest rate, is

Pos+1 (0, ) Elp(t =W ()| Z(t) = T + 1] = E [p(t = W(t)Liz@)=s+13] ,

which is exactly pf 741(0,t), where i € J.

For a similar connection in the semi-Markov setup, one can compare with Chapter 5 in
0
25]: Using (3.4.5), one can see that for a € J and y € Jiu jfs, the quantit Pay(0,£,0.v)
g Yy Y pay(0,,0,0)
is analogous to (5.2.1) in [25].

3.5 Numerical example

We consider a numerical example and study how the modelling of policyholder behaviour
has an effect on the liabilities. Specifically we consider the cash flow and the interest
rate sensitivity in form of the dollar duration, and the prospective reserve. We show that
introducing policyholder behaviour in the model significantly changes the structure of
the cash flows, and to an extent also the prospective reserve.

For simplicity, we consider a survival model, i.e. a 2-state Markov model with states 0,
alive, and 1, dead. We consider an insured male of age 40 with pension age 65, and two
products,

1. a life annuity, starting at age 65,

2. a 10 year annuity upon death, if death occurs before age 65.
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We assume that the insured has already saved an amount of 100,000, and that he pays a
yearly premium of 10,000 while alive, until age 65. We specify the payment functions
from (3.2.4),

b(](t, ’LL) = 37,404 . 1{15225}7
bi(t,u) = 18,702 - 1y <053l {u<io}-

The life annuity is of size 37,404, and the annuity upon death corresponds to 50% of
the life annuity. On the technical basis introduced below, it gives a technical reserve of
100,000, which is the already saved up amount.

The annuity upon death is dependent on the duration u, since it is only for the 10 first years
after death that there is a payment. This implies that we need the transition probabilities
with durations from Theorem 3.3.1, instead of the simpler ones from Proposition 3.2.5.
In other words, we are in practice in the semi-Markov setup, even though the transition
rates are not duration dependent and Z is a Markov process.

We consider valuation on a technical basis, as well as three different market bases. The
technical basis is the one used for pricing, and it is the value on the technical basis, V*(t)
that is paid out upon surrender. Quantities related to the technical basis are generally
marked with *. A market basis is used for calculating market consistent values, i.e.
the prospective reserve for the balance sheet. It consists of a market interest rate and
a best estimate of the mortality rate. We consider three different market bases, with
three different Markov models: One without policyholder behaviour modelling, one with
surrender modelling only, and one with surrender and free policy modelling. The three
different market bases are used to illustrate the effect of including policyholder modelling.

The technical basis consists of the following,

e a survival Markov model with 2 states, alive and dead,
e an interest rate, r*(t) = 0.015,

e a mortality rate given by the Danish G82M mortality table, u*(z) = 0.0005 +
0.000075858 - 1.09144*.

This technical basis has been used historically, and a more conservative technical basis
would be used for new contracts. As stated above, the benefits on our policy are consistent
with a technical reserve of 100,000, calculated using (3.2.5).

Common for the three market bases is the interest and mortality rates. The interest
rate is the one published every day by the Danish FSA for discounting life insurance
liabilities, and the one from 8 May 2013 is used; it is available at [20]. The mortality
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rate is the benchmark mortality rate for 2011, which is published by the Danish FSA; it
is available at [21]. See [29] for a further treatment of this mortality benchmark.

The difference between the three market bases is the Markov model, where the first
model is the survival model without any policyholder modelling, shown in Figure 3.1a.
The second model is the 3-state model, where the survival model is extended with a
surrender state, according to Figure 3.1b. The third model is the 6-state model including
free policy modelling and surrender modelling, see Figure 3.1c. The surrender transition
rate 4*(z) and the free policy transition rate uf(z) are for x < 65 given by,

1 (z) = 0.06 — 0.002 - (z — 40) T,
pf(z) = 0.05,

where x is the age. We assume that surrender and free policy conversion cannot occur
after age 65, and thus the rates are zero above age 65. The surrender and free policy
parameters loosely resemble the ones used in practice by a large Danish life insurer in
the competitive market. The transition rates are shown in Figure 3.2 together with
the corresponding transition probabilities from the 6-state model in Figure 3.1c. The
probability of surrender and free policy are significant and already at age 47 the probability
of either surrender or free policy is higher than the probability of still being a premium

paying policy.

[ 2, surrendered ] — [ 0, alive ] E— [ 1, dead J
(b)

[ 2, surrendered ] — [ 0, alive ] E— [ 1, dead J

i

5, surrendered 3, alive 4, dead
as free policy free policy as free policy

(©)

Figure 3.1: The three state spaces for the market bases. In (a) there is no policyholder modelling.
In (b) the surrender behaviour is modelled, and in (c) both the surrender and free policy behaviour
is modelled.

To find the free policy factor p(t) from (3.4.4), the technical reserve is calculated for all
future time points. This yields a first value p(0) = 0.34, and then it increases almost
linearly, slightly concave, to p(25) = 1, at pension age 65.
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Figure 3.2: Transition rates for the market basis (left) and transition probabilities in the 6-state
surrender and free policy Markov model (right). The mortality rate is for a 40 year old male and
shown including future improvements in mortality. The surrender rate is decreasing, and the free
policy rate is constant. After age 65 it is not possible to surrender or convert to a free policy.
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Figure 3.3: Cash flow of premiums (left) and benefits (right). The premium cash flow in the
basic model is slowly decreasing due to a small probability of death. With policyholder modelling,
the premium cash flow is greatly reduced, since premiums are cancelled when either surrender or
a free policy conversion occurs. The benefits are slightly increasing before age 65, due to a small
probability of the annuity upon death being paid out. At age 65 the life annuity begins. Surrender
and free policy modelling greatly reduces the benefits cash flow, since the benefits are reduced by a
factor p(t) upon transition to a free policy, and cancelled upon surrender.
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Figure 3.4: Cash flow of surrender payments (left) and the total cash flow (right). There are
no surrender payments in the basic model. With free policy modelling, the surrender payments
are slightly smaller, since surrender as free policy yields a smaller payment. The total cash flows
are the sum of the premium, benefit and surrender cash flows, and show that the payments, both
positive and negative, are significantly reduced.

On the three market bases we consider the cash flows. In Figure 3.3 the premiums
and benefits cash flow are shown for the three models, and in Figure 3.4, the surrender
payments and the total cash flow are shown. For the premiums, we see that introducing
surrender greatly reduces the amount of premiums, and a free policy conversion reduces
the premiums further. This is as expected, since if either a surrender or a free policy
conversion occurs, future premiums are cancelled. For the benefits we see the same effect
as for the premiums, where the introduction of both surrender and free policy modelling
greatly reduces the benefits. Some of the reduction of the benefits due to the surrender
modelling corresponds to value that is being paid out as surrender payments, shown in
Figure 3.4, and some corresponds to the value of the future premiums that are cancelled
upon surrender. The small benefits before age 65 are related to the annuity upon death.

The total cash flows in Figure 3.4 are the sum of the premiums, benefits and surrender
payments and show the overall differences. Without policyholder modelling, there are
first 25 years of negative payments, the premiums, and then after the pension age, the
saved up value is paid out. If policyholder behaviour is included, the cash flows are in
general smaller, and some of the benefits are also paid out earlier as surrender payments.

The prospective reserves can be calculated with a market interest rate, and here we
use the one provided by the Danish FSA of 8 May 2013. The prospective reserves are
shown in Table 3.1 and it is seen that the value does not change a lot when introducing
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Basic Surrender Sur. and free pol.

Prospective reserve 105,185 101,536 101,371
DVO01 Total 83,407 41,838 34,547
DVO01 Pos. payments 105,673 57,535 43,085
DVO01 Premiums 22,266 15,697 8,538

Table 3.1: Prospective reserves and dollar durations (DV01). The duration is greatly reduced
when policyholder modelling is included, both for the total cash flows and also for the positive
payments and premiums separately.

Prospective Reserve

o

3 .
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re} —— Surrender

| —— Sur + free pol
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™

Prosp. reserve

0 100000

Change in interest rate

Figure 3.5: Prospective reserves for the life insurance liabilities shown for different parallel shifts
of the interest rate structure. The interest rate is capped at 0, so it is always non-negative. It is
seen that modelling of policyholder behaviour reduces the interest rate sensitivity of the liabilities.

policyholder modelling. However, this change is very interest rate dependent, and in
Figure 3.5, the prospective reserves are shown for different shifts in the market interest
rate. We stress that the lines do not cross in zero: The technical reserve is independent
of the market interest and equal to 100,000, and as seen in Table 3.1, the market values
in the three models are slightly different from 100,000. When the market interest rate
changes it is seen from the figure that the value in the basic model without policyholder
behaviour changes the most. With surrender modelling, the market value changes less,
and even less with free policy modelling. Thus, we see that policyholder modelling greatly
influences the interest rate sensitivity.

In Table 3.1 the interest rate sensitivity for the total cash flows is shown, in form of the
dollar duration, DV01, which measures the absolute change in the value for a 100 basis
point change in the interest rate. Surrender modelling reduces the dollar duration with
about 50% and on top of that free policy modelling reduces the duration by another 17%.
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Thus, if one applies duration matching for hedging the interest rate risk, it is essential to
take into account both surrender and free policy modelling.
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3.A Proof of Kolmogorov’s forward integro-differential
equation

Before we can prove Theorem 3.3.1, we recall the Chapman-Kolmogorov equation.

Lemma 3.A.1. (The Chapman-Kolmogorov equation) Let tg < s <t and u,z > 0. The
transition probabilities satisfy

pij (to, t,u, 2) = Z/

teg’0

u+s—to
DPie (t()v S, U, dv) Pej (Sv t, v, Z) :

In the proof below, we use a slightly rewritten version, where, for 0 < h <t — tg, we
write the Chapman-Kolmogorov equation as,

pij (to, t,u, 2)

u+t—to
:Z/ pie (to,t — h,u,dv — h) pgj (t — h,t,v — h,2),
teg ’0

(3.A.1)

using the notation

pie (to,t — hou,dv — h) = P(Z(t —h) = £,U(t — h) + h < dv|Z(to) = 4, U(to) = u).

We also recall a result on weak convergence of measures, which is stated as Theorem 2.1
in [3].

Lemma 3.A.2. Let (Fp,)ner and F' be measures on R, such that Fj,(R) < 1 and F(R) < 1.
Then the following are equivalent,

weak

1. F, — F for h — 0,
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2. for all continuous bounded functions f,
/ F(2)F(dz) — / F@)Fz) for h—0,

3. for all x where F(x) is continuous, Fy(x) — F(x) for h — 0.

We are now ready to prove the result.

Proof of Theorem 3.3.1. First, see that the boundary condition is evident from inspection
of (3.2.1). Second, we establish differentiability. By Kolmogorov’s backwards differential
equation (Proposition 3.2.4) and Theorem 9.2 in [1], we have that

t —pij (s, t,u,d+t—s)

is continuously differentiable.

Now, let A > 0, and consider the Taylor expansion of p;; (s,t,u, 2) around (s,u) = (t,v),

pij (t —h,t,v —h,2)

d
=pij (t,t,v,2) — h 1P (s,;t,d+s,2)|  +o(h)
° dta=v
= Pij (ta t, v, Z) — Dij (ta ta v, Z) Ml(t7 U)h + Z DPkj (ta L, 07 Z) Nzkz(tﬂ U)h’ + O(h)
i

= 1{i:j}1{v§z} — 1{i:j}1{v§z}ﬂi~ (t, U)h + 1{1-753-}/%]' (t, v)h + O(h)7

where, in the second equation, we applied Kolmogorov’s backwards differential equation,
Proposition 3.2.4.

Before we put it all together, let (¢g,u) and ¢ be fixed, and define
Fij(z7h) = Dij (t07t+ hyu, z + h) ,

and note that Fj;(dz, h) is a measure, and the support is a subset of [0, u + ¢ — tg]. Since

the function Fjj(z, h) is continuous in h, we have by Lemma 3.A.2 that F;;(dz, h) weal

F;j(dz,0) for h — 0.
Putting it all together, we insert into the Chapman-Kolmogorov equations (3.A.1),
Fij (Za 0)

u+t—to
= Z/ Fy(dv, —h)pej (t — h,t,v — h, 2)
teg V0
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u+t—to
= Z/ Fio(do, —h)(l{z:j}l{vgz}
teg 0

— Lo—jy Lio<ay e (6, 0) 0+ Lgppjy prej (8, 0)h + O(h))

z u+t—to
= Fij(za _h) - h/ Fij(dvv _h)uj'(tv ’U) +h Z / Ef(dvv _h)ufj(tﬁ 1}) + O(h>
0 teg 0

l#]
and rearrange to obtain
d
@Fij(% 0)
i Fig(2,0) = Fiy(z,—h)
R\0 h
z u+t—to 1
= lim | — / Fyj(dv, —h)pj.(t,v) + Z/ Fig(dv, —h)pe; (t, v) + — o(h)
N0 0 teg 0 h
l#j
z u+t—to
= / Fz](dvao),u](t?v) + Z / Fig(d’l),O)ng(t,U),
0 teg 0
t#j

where we used Lemma 3.A.2 for the last equality.



Chapter 4

Continuous affine processes:
transformations, Markov chains
and life insurance

This chapter is based on the paper [7].

ABSTRACT

Affine processes possess the property that expectations of exponential affine trans-
formations are given by a set of Riccati differential equations, which is the main
feature of this popular class of processes. In this paper we generalise these results
for expectations of more general transformations. This is of interest in e.g. doubly
stochastic Markov models, in particular in life insurance. When using affine processes
for modelling the transition rates and interest rate, the results presented allow for

easy calculation of transition probabilities and expected present values.

4.1 Introduction

The main results of this paper is a generalisation of a result from [17] which provides
differential equations for calculating the expectation of a certain transformation of affine
processes. We present a, to the author’s knowledge, new proof of the result, which is
constructive and allows for generalisation to expectations of more general transformations.
These results are interesting as a part of the mathematical study of the class of affine
processes. The results are also applicable, and the class of transformations are useful
for the use of affine processes as transition rates in doubly stochastic Markov chains.
Such Markov chains are used in e.g. life insurance mathematics and credit risk modelling,

79
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where it is also possible to model e.g. the interest rate jointly as an affine process. In
life insurance, one of the main contributions from these results is the ability to handle
dependent interest and transition rates while exploiting the structure of affine processes.

In traditional life insurance mathematics, a finite state Markov chain is often chosen to
represent the state of the insured. Associating payments with sojourns in states and
transitions between states, one can easily find the expected present value of life insurance
liabilities when an interest rate is given. Traditionally these models have been studied
with a deterministic interest rate and deterministic transition rates, however in recent
life insurance mathematics, stochastic modelling of the interest and transition rates has
gained attention. This is of particular interest either if one wants to study the risk
associated with changes in the underlying interest and transition rates, and/or if one
wants to hedge this risk in securities based on these same underlying rates. A basic
reference on the life insurance setup with stochastic transition rates is [40], where the
underlying rates are modelled by a finite state Markov chain. In particular, dependence
between the rates is allowed. Basic treatment of stochastic interest rates applied in life
insurance is given in [38], and for stochastic mortality rates see e.g. [14]. For combined
models for stochastic interest and mortality rates see [15] and [2]. Common for several
of the references mentioned is that interest and mortality rates are modelled as affine
processes. This class of processes leads to mathematically tractable models, where one can
solve a system of ordinary differential equations instead of partial differential equations
in order to find expected present values. The results presented in this paper allow for
the application of affine processes in more general life insurance models, thus making it
easier to calculate expected present values.

Finite state Markov chains are also used when modelling credit risk, see e.g. [30]. A
basic credit risk model is a two state Markov chain, where a jump from the initial state
represents a default. A popular extension of this model is to let the default transition rate
be modelled as a stochastic process itself such that it is possible for it to be dependent
on the interest rate and other economic factors. This approach is studied in [33] where
various Markov chain models are considered. A more general treatment of the Markov
chain approach to credit risk modelling with stochastic transition rates is given in [32],
and it is shown how prices generally satisfy a system of partial differential equations. In
both papers, it is shown how one can benefit from affine stochastic processes as transition
intensities and economic factors. If the model is particularly simple, the Riccati equations
and a result from [17] can be used to reduce the problem of solving a system of partial
differential equations to that of solving a system of ordinary differential equations. The
results presented in this paper generalise these methods. This allows us to find prices in
more general decrement Markov chain models solving only ordinary differential equations
instead of partial differential equations.

The paper is structured as follows. In Section 4.2 we introduce the basics of affine
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processes that are multidimensional, continuous and time-inhomogeneous, allowing us to
state the main results precisely. From this we present the main results: We give a new
proof for a result from [17] on the expectation of a transformation of affine processes
and use this to formulate and prove a more general result on affine processes. The
results are discussed and further generalisations are considered. These results can be
applied for doubly stochastic Markov chains, in particular in life insurance and credit
risk modelling. In Section 4.3 we show how the results can be applied for calculation of
transition probabilities in certain doubly stochastic Markov chains, and we present an
example, which is studied numerically as well. In Section 4.4 we show how to apply the
results for valuation of life insurance contracts.

4.2 Continuous affine processes

In this section we study continuous affine processes, inspired by Chapter 10 in [19]. In
Section 4.2.1 we give a proper definition and then present Theorem 4.2.2, which is the
usual theorem and basic property about affine processes, adapted to our setup. This gives
e.g. bond prices and survival probabilities in the case where the short rate, respectively
the mortality rate, is a stochastic affine process. This provides the basis for the main
results which are presented in Section 4.2.2.

4.2.1 Definition and set-up

Let (0, F,(F(t))ier, , P) be a filtered probability space, satisfying the usual conditions,
and denote by W = (W (t));cr, an adapted d-dimensional Wiener process. Let X =
(X(t))ter, be a d-dimensional stochastic process satisfying the stochastic differential
equation,

AX () = 8(t, X(£))dt + p(t, X (1)) dW (1), (4.2.1)

with X (0) = x € X, where X C R? is the state space. The functions § : R, x X — R and
p: Ry x X = R are assumed to be measurable. We have not assumed any Lipschitz
continuity of the parameter functions ¢ and p, and we allow for some discontinuities. In
this paper we make the crucial assumption that X exists for all start values € X, and
start time points.

A continuous stochastic process X is affine on [0, T if the F(¢)-conditional characteristic
function of X (7) has an exponential affine form, and this is made precise in the following
definition. We think of T" as a fixed, long time horizon.

Definition 4.2.1. The process X, with initial value X (0) = z, is affine on [0,T] if there
exist functions ¢ and 1 such that for allxz € X, 0 <t < T and z € R,
B [eizTX(T) ]—“(t)} — T )+ (t,T,2) TX (1) (4.2.2)
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holds, where ¢(t, T, z) is C-valued and (t,T, z) is C*-valued.

It can be shown that for X to be affine, it is a necessary condition that the drift and
diffusion parameter functions are affine of the form

d
5(t,2) = b(t) + 3 Bi(b)w: = b(t) + B(t)a,
=1

J (4.2.3)
,O(t, a:)p(t, :E)T = a(t) + Z ai(t)xiv
i=1
for some vector functions b: Ry — R? and 3; : Ry — R? i =1,...,d, and matrix func-

tions a : Ry — R4 and o : Ry — R4 §=1,... d. We have B(t) = (B1(t),...,Ba(t)),
i.e. column 7 equals 3;(t). We use the notation Ry = {z € R | z > 0}.

From now on we assume that (4.2.3) holds, and that the parameter functions b, 5;, a, a;,
1 =1,...,1 are bounded and piecewise continuous.

In order to allow for modelling flexibility, we consider affine transformations of X. Let
p > 1, and let ¢ and T" be a vector and matrix function respectively, ¢ : Ry — RP and
I': Ry — RP*?, Define the p-dimensional process Y by

Y(t) = c(t) + T(H) X (%) (4.2.4)

We assume that ¢; and I'j;, 7 = 1,...,p, © = 1,...,d are piecewise continuous and
bounded, with limits everywhere. It is noted, that if I'(¢) has a left inverse for all ¢, or,
equivalently if it is injective for all ¢, then the affine transformation Y is an affine process
on some state-space, as can be seen by the definition (4.2.2).

We use the column sums of T, so define the d-dimensional function () = 1 T(¢), where
1=(1,...,1)" is a column vector with 1 in all entries. Then ~;(t) = 1 T'(t)e; is the sum
of column 7 in I', where e; is the ith standard unit vector. Using this notation, we have
1TY(8) = 1Te(t) + S0, () Xq(t).

The following theorem states the essential feature of the affine processes, and the result

is the reason for the great interest in affine processes.

Theorem 4.2.2. Let X be an affine process. If (¢, 1) exists as a solution to (4.2.7) and

the stochastic process

by o JEATY (s)ds (8 T) (8 T) T X (1) (4.2.5)

is a martingale, then

E [67 ftTILTY(s)ds

Fit)] = AT DO, (4.2:6)



4.2. CONTINUOUS AFFINE PROCESSES 83

where the functions & and ¢ solve the Riccati differential equations,
O HT) = — 50, T) a0y, ) — b(0) (1, T) + 1 e,
oD T) =
zw T)= —fw(t T) ai(6)y(t, T) = Bi(t) (8, T) +7(t), i=1,....d,
YT, T) =

For the case of time-homogeneous parameters, the theorem is proven in [19], and this

(4.2.7)

can be generalised to the case of time-inhomogeneous piece-wise continuous parameter
functions presented here.

We briefly consider some important applications of Theorem 4.2.2. Consider the case
where X is two-dimensional and jointly models the short rate and mortality rate, i.e.

X(t) = (X1(t), Xa(t)) = (r(t), u(t)). Choosing

() - [(1) 8] ,

and c¢(t) = 0, we obtain by (4.2.4) that Y"(¢) = r(¢), i.e. Y is the short rate. If we work
under a pricing measure, Theorem 4.2.2 can be applied to obtain bond prices,

P(L,T) =B | e~ J0 Y 08 Fg)| = (D DTXE

)

where P(t,T) is the market value at time t of a payment of 1 at time 7'. Similarly, by
choosing another I', we can let Y# be the mortality rate, i.e. Y#(¢) = p(t). Then, if we
work under the physical measure, the survival probabilities are obtained,

S, T) =B e YHO| Fp)| = P EDHEDTXE,

where S(t,T) is the probability of surviving from time ¢ till time 7". Finally, choosing T’
as the identity matrix, Y is two-dimensional and equal to X, hence jointly modelling the
short rate and the mortality rate. In this case, if we work under a pricing measure, we
obtain the price of a pure endowment,

V() = B[ 171V

.7-"(15)} — PEDFYET)TX ()

where V(t) is the expected present value of a payment of 1 at time 7', conditional on
survival to time 7" given that the individual is alive at time ¢. Note that here the interest
and mortality rate can be dependent. If we consider the special case of independence
between the interest and mortality rate, we obtain V' (t) = P(¢,7)S5(¢,T) and in particular
that

O(t,T) = & (¢, T) + (¢, T),
U(t,T) = U (¢, T) + UH(t, T).
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For an endowment insurance, where there is a payment upon death as well, Theorem
4.2.2 is not sufficient for pricing, and we have to use Theorem 4.2.3 below.

4.2.2 Main results

In this section we present the main contributions of the paper, which is basically a new
proof of Theorem 4.2.3 below. The advantage of the proof is that it is constructive and
the idea of the proof can be reapplied which allows us to state and prove Theorem 4.2.7,
which, to the author’s knowledge, is a new result. Together with Theorem 4.2.2 the two
theorems presented in this section have applications for Markov chain modelling with
stochastic transition rates, e.g. for life insurance valuation or credit risk modelling.

Consider the transformation
Ele ftT lTY(S)dSYk(u)) f(t)] \

for k € {1,...,p} and u € [¢,T], and recall that Y is defined by (4.2.4). In [17] differential
equations are derived for the expectation under slightly different conditions for time-
homogeneous affine jump diffusions, though only for the case where v = T'. The result
presented here is for a general u € [t,T] and the case of continuous affine processes with
time-inhomogeneous coefficients. The system of differential equations found in [17] is
essentially the same as the one presented in Theorem 4.2.3.

Theorem 4.2.3. Let k € {1,...,p} and u € [t,T]|. Then, if either Assumption 4.2.4 or
Assumption 4.2.5 holds, and under the conditions of Theorem 4.2.2, it holds that

Ele IlTY(S)C‘SY;C(U)‘F (t)}
] (4.2.8)
= TN (441, T o) + BHE T )T X (1))

where (¢,v) is a solution to (4.2.7) and (A*, B¥) solves the linear differential equation
system,

0

aA’f(t T,u) = —p(t, T) "a(t)B*(t, T,u) — b(t) " B¥(t, T, ),

5 X, Tow) = e efu), (4.2.9)

aB’f(lt T,u) = —p(t, T) "oy (1) B*(t, T,u) — B;(t) " B¥(t, T,u), i=1,...,d
B*(u,T,u) = e[ T(u).

The original proof of the result, from [17], is the classic one, which holds under the
following assumption.
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Assumption 4.2.4. (Classic integrability condition) The process
s e ftTILTY(s)ds-l-(i)(t,T)—HZJ(t,T)TX(t) <Ak(t, T, u) + Bk(t, T, u)TX(t))
is a real martingale (i.e. not only a local martingale).

The assumption is that, when multiplied with e~ I LTY(s)ds the right hand side of (4.2.8)
is a martingale. Then, by an application of It6’s lemma to the martingale, and by setting
the drift equal to zero, one can obtain the system of differential equations. Carrying out
this proof, note that A¥(¢,T,u) and B¥(t,T,u) are constant for ¢t > u.

Instead of presenting the original proof, we give a new proof. Below is presented an
outline of the proof, where certain details are omitted. The result holds under a slightly
different integrability condition than in the original proof. It holds whenever we can
interchange differentiation and expectation, and this is allowed if we can dominate an
integrand. Then, the integrability condition is the following.

Assumption 4.2.5. (New integrability condition) Let t < uw < T and let J be an open
interval containing u. Then there exists a stochastic bound Z with finite expectation, such
that

sup {e_ ftT(1—€k+(1<s§u’)+1(s>u))ek)TF(S)X(S)dsekTF(u/)X(u/)} < Z (4.2.10)
u'eJ

Proof of Theorem 4.2.3. (Outline) The theorem clearly holds for u = t. We prove the
case c =0 and u < T. So, assume that t < u < r < T. Define now the matrix function

I'(t,u,r) by

{w, J#k,

forj=1,...,pandi=1,...,d. Notice that I'(t) = T'(¢,u,r) when u = r. We consider k
fixed throughout the proof and suppress the functions’ dependence on k. First, using the
definition of T, and then applying Theorem 4.2.2,

E [6_ S (L=ert (Lacuy +Lissm Jer )T ()X (s)ds

Fo

_g [e_ JE TR (syu,r) X (s)ds f(t)] (4.2.11)

_ eq@(t,T,u)—&-d;(t,T,u)TX(t)‘

Here, ¢ and ¢ solve the differential equations (4.2.7) with 4 = 17T in the place of ~y, and
we have added u as an argument to make clear the dependence of u in the solution. The

solution also depends on r, but that is suppressed in the notation.
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We apply —a% on both sides of (4.2.11). On the left hand side we obtain,

- 861 E [6_ S (et (1gu +sn Jer) T X ()ds J-"(t)}
= —% E |:€ ftT(176k+1(s>r)6k)TF(S)X(S)dS*‘[‘tu 6;F(S)X(s)ds F(t):|

_ & |:e_ sz ]1Tf‘(s,u,T)X(s)dse;—F(u)X(u)’ ]_—(t):| ’

where differentiation and expectation can be interchanged by the integrability condition
(4.2.10). When u = r, this is the left hand side of (4.2.8) with ¢ = 0. For differentiation,
we have implicitly assumed that e;—F(t) is continuous in a neighbourhood around wu,
however this is not a necessary assumption for the theorem.

Applying —é% on the right hand side of (4.2.11), we obtain

_ 9 a1 TX ()
ou

_ e TuwdeTawTxw (9 5 T(_9~
e < 8u(]ﬁ(t,T,u)+X(t) < auw(t,T,u)>>.

Let A(t,T,u) = —%qz(t,T, u) and B(t,T,u) = —é%qz(t,T, u). We find, using (4.2.7),

A(t, T, u)
t ~ ~ ~
= aau/T <;w(s,T,u)Ta(s)w(s,T, u) — b(s) T4p(s, T, u)> ds
= / (—’(L(S,T, w)"a(s)B(s, T,u) — b(s)" B(s, T, u)) ds.
T
Then, for i =1,...,d,
Bi(t,T, u)
-5 /T (—iws, ) () (s, Tyu) = Bils) (s, T, ) + Fi(s, w, ”) @

T

= /t (—1;(5, T, u)Tai(s)B(s,T, u) — Bi(s)TB(S,T, u)) ds — gu /Tt ifji(s,u,r)ds
j=1

= /Tt (—1;(3, T,u) " a;(s)B(s,T,u) — Bi(s) " B(s, T, u)) ds — 1(t<u)% /ut Ti(s)ds

= /T (—&(s, T, u)Tai(s)B(s,T, u) — Bi(S)TB(S,T, u)) ds + 1(t<u)Fki(u)-

In particular, A(T,T,u) = 0 and B(T,T,u) = 0, and since the integrands are linear in B
for t > u, we have A(t,T,u) =0 and B(t,T,u) = 0 for all t > u as well.
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Now let r = . Then I' = I and thus P = 1; and ¢ = <Z~>, where ¢ and v are solutions

to (4.2.7). Letting A*(t,T,u) = A(t,T,u) and B*(t,T,u) = B(t,T,u), the system of
differential equations (4.2.9) is obtained, when ¢ = 0.

For uw = T, the result holds as well, which can be shown by taking limits as u  T. The
left and right hand side of (4.2.8) are continuous in v when u < 7', and it can be shown
that the continuity also holds in the limit as u A~ T.

For a general integrable function ¢, we can rewrite in terms of the functions ¢, v, A*?
and B* corresponding to the case ¢ = 0. (The functions ¢» and B* do not depend on c.)
We get,

E {e_ ftT ]lT(C(S)-i-F(S)X(S))dse;— (c(u) + F(u)X(u))‘ ]:(t)}

— e ftT 17 ¢(s)ds < E [e— ftT 1T0(s) X (s)ds

}“(t)} eq c(u)
T
L E [6_ f nTr(s)X(s)dsezr(u)X(u)) ]:(t)] )
o ST T (s O T ()T X () (egc(u) + AR T u) + Bk(t,T,u)TX(t))

where the last equality sign holds whenever ¢ and A* solve the differential equations
(4.2.7) and (4.2.9), respectively. This completes the proof. O

The interesting result is the identity (4.2.8), and this can immediately be extended, which
is done in the following corollary. Since the expectation operator is linear, we have

B e h1TYO (Vi(u) + Vi) F(0)]

—E [e— I 1TY<s>dsyk(u)] f(t)} +E [e— ffﬁ@dsyl(v)] f(t)} ,

forl € {1,...,p} and v € [t,T]. By Theorem 4.2.3, the two expectations on the right hand
side can be calculated, thus enabling us to find the left hand side. However, using that
the system of differential equations for (A, B) is linear, we can actually calculate the left
hand side directly. This is stated in a general way in the following corollary to Theorem
4.2.3. For the corollary, note that for a finite linear combination of elements of the type

1

Yy (u), there exist ¢ > 1, vectors £',...,x? € RP and time points uy,...,uq € [t,T] such

. L . T
that the linear combination can be written as > 7 | k! Y (w).

Corollary 4.2.6. For ¢ > 1 let k*,... k% € RP be vectors and let uy,...,uq € [t,T)] be
time points. If the conditions of Theorem 4.2.83 are satisfied for all combinations of time
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points ui,...,uqs and dimensions k =1,...,p, then

q
E [e JEATY (s)ds Z /ilTY(ul) F(t)

=1
DD (A T) + B(,T)TX (1))

where (¢,) is a solution to (4.2.7) and (A, B) solves the linear system of differential

equations with jumps,

9 AT) = (1) () B, T) ~ b(0) B, T),

Awy—T) = A, T) + & e(w), 1=1,....q

(T7T):O>
0, (4.2.12)
5 Bi(t,u) = —(t,T) " (t)B(t,u) — B;(t) ' B(t,u), i=1,...,d
B(w—,T) = B(u,T) + &! F(ul) I=1,...,q

B(T,T) =0.

Proof. By linearity of the expectation operator and Theorem 4.2.3
q

E [ ft 17Y (s Z )]
P ) T

=3 N R E [ YOSy )| F(1)]

=1 k=1

q p
HTIHDTXO SN (AR(1, Ty) + B Tou) X (1))
=1 k=1

where we used Theorem 4.2.3 for the last equality, such that A¥ and B¥ solve (4.2.9).
Now, let

M“@

kb ARt T ),

i

=1

q

1

’ii:Bk t T7 ul)a

NE

B
Il
—
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and recall that A*(t,T,u) = 0 and B*(¢t,T,u) =0 for t > v and any k = 1,...,d. Then
fort < T,

q P
T)= Z Lie<uy) Z {ﬁkek c(uy)

=1 k=1

+ /: (_¢(S,T)Ta(8)mi;Bk(SaT7 ) = b(s) K|, B*(s, T, ul)) ds}

T

=1 T

(—w(s,T)Ta(s)B(s, T)— b(s)TB(s,T)) ds.
The calculation for B(¢,T') is analogous, and the result is obtained. ]

The functions A and B can be compared to A* and B* from Theorem 4.2.3. As is seen
from the proof, they are a linear function of functions A*(t, T, ;) and B*(t, T, ;) that
solves the linear differential equation system (4.2.9). Thus the linear differential equation
system for A and B is also as in (4.2.9), except the different boundary conditions. In the
system of differential equations for A and B extra jumps occur, which we can consider
as gluing boundary conditions. These are exactly the boundary conditions of each of the
system of differential equations for the functions A* and B* that add up to A and B.

The presentation in the corollary of the transformation yields another insight. We consider
an affine transformation Y of X, but the results also hold for the more general

E [e— I ﬂTY(s)dSKTX(u)‘ .7-"(75)] .

In this case, the boundary conditions in (4.2.12) are changed, such that ¢(¢) = 0 and
I'(u) = 1. To give an intuition for the validity of this, consider for simplicity the case
where c(t) = 0, and where I'(u) has a left inverse, I'"*(u). Then apply the corollary for
q=1and k = R~ (u) for any &. We get,

E [e’ I ILTY(s)dsRTy(u)) ]-“(t)] —E [e’ ftTILTY(S)dsRTX(u)‘ ]-"(t)] .

In other words, the affine transformation of X in the exponentiated integral, does not
need to be the same as the affine transformation outside the exponentiation.

We now present a result which, to the author’s knowledge, is new. Theorem 4.2.2 is the
essential result about affine processes in a multidimensional framework. This result was
used to obtain Theorem 4.2.3, by differentiation in a specific way. This approach can be
applied again, and the following theorem is obtained.
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Theorem 4.2.7. Let k,l € {1,...,p} and u,v € [t,T]. Assuming sufficient integrability,
then

B [em Y ORY (u)vio)| F(0)]

ST HH(T)TX ()
(4.2.13)
x { (Ak(t, T,u) + B*(t, T, u)TX(t)) (Al(t, T,v) + B\(t,T, v)TX(t))

+ CH(E, T u,0) + DM (LT u,0) X ()

where (Ak(t, T,u), B*(t,T, u)) and (Al(t,T,v),Bl(t,T, v)) are given by Theorem /.2.3.
The functions C*'(t, T, u,v) and D*\(t,T,u,v) are solutions to the following system of
differential equations,

%O’“’(t,T, u,v) = —=B*(t,T,u) "a(t)B'(t, T,v) — (t,T) "a(t) D (¢, T, u,v)

— b(t) T DM, T, ),
C*(uAv, T, u,v) =0,
0

anl(t,T, u,v) = —Bk(t,T,u)Tai(t)Bl(t,T,v) — w(t,T)Tai(t)Dkl(t,T,u, v)

— Bi(t)TDkl(t,T,u, v), i=1,...,n
D (u A, T, u,v) =0,

using the notation x Ay = min{z,y}.

Proof. (Outline) The proof is analogous to the proof of Theorem 4.2.3. If either v = ¢
or v = t, the result follows from Theorem 4.2.3. We first prove the result for the case
c(t) = 0 and u,v < T, so assume that u,v € (¢t,7) and v # v. As in the proof of Theorem
4.2.3, define now the matrix function f‘k(t, u,r) by

o j£ R
(1(—oo,u] (t) + 1(7‘,00) (t)) Fﬂ(t) J=k 7

f‘?z(t u, T) - {

for j = 1,...,pand ¢ = 1,...,d. Notice that I'(t) = fk(t,u,r) when v = r. An
application of Theorem 4.2.3 yields

E [6_ JEATE sun) X (s Tk (4 1) X (v)‘ 7 (t)]

_ ST HPET)TX () (Al(t, T,v)+ B'(t,T,v)' X (t)) :

Here, ¢ and v solve the differential equations (4.2.7) with 4 = 1T* in place of ~. The
functions A' and B' solve the differential equations (4.2.9) with boundary conditions
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Al(v,T,v) = 0 and B'(v,T,v) = ¢/ T*(v,u,r). Note that the functions ¢, 1, A' and B!
all depend on u. Applying —% on both sides, we obtain, after a few calculations similar
to those in the proof of Theorem 4.2.3,

E [ef JEATE un X ()ds e TP () X ()] T (0, 1, r)X(v)‘ f(t)}
_ HEDHIET)TX ()

X { (—;ué(t,T) — X(t)Taauw(t,T)> <Al(t,T,v) + Bl(t,T,v)TX(t))
0 )

_ %[U(t,T,v) — X(t) auBl(zt,T,v)}.

From the proof of Theorem 4.2.3 it follows that A*(t, T, u) = —%gﬁ(t, T) and B*(t, T, u)
= —%@E(t, T') are solutions to the differential equations (4.2.9), with boundary conditions
AF(u, T,u) = 0 and B*(u,T,u) = e, I'(u), and ¢ and 1 in the place of ¢ and 1.

Now, let C(t, T, u,v) = —(%Al(t,T,v) and D(t,T,u,v) = —%Bl(t,T,v). By straightfor-
ward differentiation, we find

~ 0

O Tu ) =~ / (<05 7) a()B(s. 7. v) ~ b(s) B (s, T1v) ) i

_ /t{ B (s, Tu)Ta(s) Bl (s, T, v)
— (s, T) "a(s)D(t,T,u,v) — b(s) " D(s, T, u, v)}ds.

For D we find D; fori=1,...,d,

N 9

t . . -
Di(t, T, u,v) = au/ (—w(s,T)Tozi(s)Bl(s,T,v) fﬁi(s)TBl(s,T,v)> ds

= /t { — B¥(s,T,u)To(s)B'(s, T, v)
— (s, T) "ai(s)D(s, T,u,v) — Bi(s) D(s, T, u,v)}ds.

We have ﬁ(t,T,u,v) = 0 for t > v. Since Bk(t, T,u) = 0 for t > u, we also have
f)(t?T, u,v) = 0 for ¢ > u. Similarly é’(t,T,u,v) =0fort>uAwv.

Let 7 = u. Then I’ = I'* and thus ¢ = ¢ and ¢ = 1, where (¢, 1) solves (4.2.7). In
this case, A'(t,T,n) = A(t,T,n) and Bi(t,T,n) = B(t,T,n) for (i,n) € {(k,u), (l,v)},
where (A%, BY) solves (4.2.9). Also, in this case, let C¥ = C' and D¥ = D. The result is
now obtained for ¢ =0 and u,v < T.

Ifu=T,v=T or u=wv, then take limits for v /T, v T or u — v, respectively,
which yields the result, since both the left hand and right hand side of (4.2.13) can be
shown to be continuous in the arguments u and v on [t, 7.
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The extension to ¢ # 0 can be done analogously to the proof of Theorem 4.2.3. First use
the linearity of the expectation operator, second apply Theorems 4.2.2 and 4.2.3, and
last verify the differential equations. This completes the proof. O

4.2.3 Generalisations of the transformations

Theorem 4.2.2 provides the relation (4.2.6), repeated here,
E [6_ ftT]lTY(s)ds

]—“(t)} = HETIHU(ET)TX (@)

where the functions ¢ and ¥ can be found by solving a set of Riccati differential equations,
(4.2.7). By a differentiation argument, as carried out in the proof, Theorem 4.2.3 gives
us the relation (4.2.8), repeated here,

E|e ffﬂW(s)dsyk(u)( f(t)} = D+ TX () (Ak(t,T, w)+ B¢, T, u)TX(t)) .

The functions A* and B¥ are given by a set of differential equations, (4.2.9). Since
they arise through a differentiation argument, we essentially think of them as ¢ and ¥
differentiated, respectively. By an application of the exact same differentiation technique,
but to relation (4.2.8) instead of (4.2.6), we then obtained Theorem 4.2.7, which is the
relation

B [en IOy (u)Yi(w) | F ()] = D EDTXO
X { (A’f(t, T,u) + B¢, T, u)TX(t)) (Al (t,T,v) + B'(t, T, v)TX(t))
+ C*(t, T, u,v) + DF(t, T, u, U)TX(t)},

i.e. (4.2.13). The functions C* and D* are given by a set of differential equations. Again,
they arise because of a differentiation, and we essentially think of them as A* and B*
(or A and B') differentiated, respectively. This can also be seen from the proofs given.

There is no particular reason to stop here. We can apply the differentiation technique to
(4.2.13), and obtain an expression for

o T 1TY(s)dsYk(u)Y2(U)Y}(w)‘ ]-"(t)} )

for some r € {1,...,p} and w € [t,T]. To find the expression, one must apply the
differentiation technique to the right hand side of (4.2.13). The result is obtainable, but
the notation and number of differential equations grow with every differentiation, and
thus becomes even more cumbersome. In principle, one can reapply the technique, and
obtain expressions for any expectation of the form,

B [e, I @y, () - Yi, (uq)’ J—“(t)} : (4.2.14)
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for ki,..., kg € {1,...,p}, u1,...,uq € [t,T] and ¢ > 0. We can count the number of
differential equations that need to be solved when using this approach. For the expression
(4.2.6), corresponding to the case ¢ = 0, the functions ¢ and 1) must be found, which is a
system of differential equations of dimension d + 1. For the second expression, (4.2.8)
(corresponding to ¢ = 1), the functions A* and B¥ must also be found, which is d + 1
extra dimensions, in total 2(d 4+ 1). For the third expression, (4.2.13) (corresponding
to ¢ = 2), Al and B! as well as C¥ and D* must be found, which is 2(d + 1) extra
equations, in total 4(d 4+ 1). It seems that the dimension of the system of differential
equations that needs to be solved is increasing exponentially.

In the relation (4.2.13), one can choose k = [ and u = v, to obtain

B [ YOy (2| Fg)] = e DT X
2
X { (Ak(t, T,u) + B*(t,T, u)TX(t)) + C** (t, T, u, u) + DF*(t, T, u, u)TX(t)}.

Similarly, for particular choices of ki,...,k; and uy,...,u, in (4.2.14), one can obtain
all moments and combinations of moments of different Yj(u). Using linearity of the
expectation operator, one can use this to construct any polynomial in Yj(u).

A special case of transformations are moments of affine processes. For a process Y
consider the modified process,

Y(t) = Ly (DY (8) = (1) + T () X (1),
where é(t) = 17,y (t)c(t) and T'(t) = 17,y ()T(t). Then it holds that
E[Yi(u)| Ft)] =E |e” ftTﬂW@ds?k(u)( f(t)] = A*(t, T, u) + BF(t, T, u) " X (t),

where ¢(t,T) = ¥ (t,T) = 0, because ¢ and I’ equal zero almost surely with respect to
the Lebesgue measure. The system of differential equations for A* and B* simplifies to

;Ak(t,ﬂ u) = —b(t) " B¥(t, T, u), AR (u, T, u) = e] c(u),
%Bk(t,T, u) = —B(t)"B*(t,T,u), B*(u, T, u) = e} I'(u).

Considering the second moment, we can obtain an interpretation of the functions C*
and D* as a covariance. See that

B [Yi(w)Yi(0)| F(O] = B [e” 5 VO ) F(0)| F(0)]
- (A'f(t, T,u) + B*(t, T, u)TX(t)) (Al(t, T,v) + B(t,T, v)TX(t)>
+ CM(t, T, u,v) + DRt T, u,v) T X (¢).
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Combining with the result above, we conclude that
Cov [Yi(u), Yi(v)| F(t)] = C*(t, T, u,v) + D*(t, T, u,v) " X ().

We note here that the functions C* and D* of course depend on the functions é(¢) and
['(t) through (¢, T), which is very special in this case because it is equal to zero. In
general the functions C* and D* do not give the covariance of the stochastic variables

Yj:(u) and Y;(v).

4.3 Doubly stochastic decrement Markov chains

In this section, we consider so-called decrement Markov chains in finite state spaces
with affine and dependent transition rates. The theorems presented above, and their
generalisations, allow us to calculate transition probabilities for such doubly stochastic
Markov chains. We use the notion decrement (or multiple decrement) Markov chain for
the case where, for each state ¢, the Markov chain cannot return to state ¢ after leaving it.
This is also sometimes referred to in the literature as a hierarchical Markov chain model.
The reason for the restriction to this class is, that in the case of deterministic rates, the
transition probabilities can be written as integral expressions, which is necessary for the
approach presented here.

Let a finite state space J be given. We associate a set of non-negative transition rates
(pij), 3, J € J, with some of the transition rates identical to zero, such that it is a multiple
decrement Markov chain. Let the set of non-zero transition rates be modelled as an affine
transformation of a d-dimensional affine process X. That is, assuming that there are p
non-zero transition rates, let functions ¢ : Ry — R? and I' : R, — RP*9 be given, and
define Y (t) = ¢(t) + I'(¢) X (¢). Then each of the stochastic transition rates is modelled as
an element in Y, i.e. for each non-zero transition rate j;;, there is a dimension in Y, &
say, such that p;;(t) = Yi(t).

Define now the stochastic process Z = (Z(t))icr, with Z(0) =0, and let Z be a Markov
chain in J with distribution given by the transition rates (y;;), conditional on X. That
is, we have defined Z through the conditional distribution, given the stochastic transition
rates. With (NVy;(t))ier, , %,J € J, being the process that counts the number of jumps
for Z from state i to j, the compensated process

t
Nij(t) — /0 L(7(s—)=i)hij(s)ds (4.3.1)

is a martingale, conditional on X.

Let the filtrations FZ = (F%(t))ier, and FX = (FX(t))icr, be the ones generated by
the processes Z and X, respectively, satisfying the usual hypotheses. Let the general

filtration be given by F = (F(t))ier, = (F2(t) V ]-'X(t))teR+.
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The transition probability from state i at time s to state j at time ¢ is now FX(s)-
measurable, and using the tower property and the Markov property of X, it can be
written as

pij(s,t) = P(Z(t) :]’
=E [P (Z(t) =jlZ(s) = Z,]:X(oo))’]:x(s)]
:E[px-(s,t)

where pz?j(-(s, t) is the transition probability in the conditional distribution of Z given X.
From this calculation it is seen, that if we know the conditional transition probabilities,
corresponding to the case of known transition rates, we can find the unconditional
ones by applying the expectation operator. For hierarchical models, this is exactly the
expectations appearing in Theorems 4.2.2, 4.2.3 and 4.2.7, and the generalisations (4.2.14).
We can, in principle, find transition probabilities in any doubly stochastic decrement
Markov chain with affine transition rates. The conditional transition probabilities pgj;(s, t)
are known explicitly and can be written in sums and integrals of expressions of the type
(4.2.14). This can be verified using e.g. Kolmogorov’s backward differential equation.

In order to illustrate the method in practice, we present an example in a simple state
space and show how to find the transition probabilities, by applying Theorems 4.2.2,
4.2.3 and 4.2.7.

Example 4.3.1. Let J = {0,1,2}, and assume that the non-zero transition rates are
o1, o2 and pio. This could be a life insurance disability model with state 0, 1 and 2
corresponding to active, disabled and dead, as shown in Figure 4.1. The transition rates
are modelled by (o1 (t), pro2(t), p12(t)) T = Y (t) = ¢(t) + T'(t) X (t), for some affine process
X and functions ¢ and T'.

0 1
Disabled

Active

Y

Dead

Figure 4.1: State space for the disability model.

Conditional on X, the transition probabilities are known explicitly, and for state 0 we
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have

pg% (t, 3) =e J3 (o1 (1) +po2(7))dr

i

pgcl (t7 3) = /S e ftu(“01(7)+ﬂ02(7))d7M01(u)ef Ia HlQ(T)deu,

t
pé(?(t s> - / e Ji (won () puoa(r))dr <M02(U) + o1 (u)/ e~ I M12(T)drul2(v)dv> du
t u

= /ts P25 (¢, w) poa (w)du + /ts P (t, w) pa2 (uw)du,
(4.3.2)

and they can be verified by e.g. Kolmogorov’s differential equations. Define

100 lgcwy O 0
I(l) =10 1 0}, I(Q,U) (t) = 0 1(tSu) 0 >
000 0 0 lgs

and let the processes Y (1) and Y (o, be given by

Yiy(t) = Iy Y (8) = ey (1) + Loy () X (@),
Yv(2,u) (t) - I(2,u) (t)Y(t = C(2,u) (t) + F(Z u)( )X(t>7
where C(l) = I(l)c, F(l) = I(l)F, C(Zu) = I(lu)c and F(Zu) = I(gﬂ)F With these deﬁnitions,
we have

1Y) (t) = por(t) + poa(t),
17 Y0,y () = Lir<uy (o1 (t) + p02(t)) + L (s ti12(t)

and the above conditional probabilities can be rewritten,

pOXO(t7 5) = e fts ]ITY(I)(T)dT

pg(l (t’ S) = / e fts ILT}/(Q,u)(T)dTy'(Zu)’l(u)du’

t (4.3.3)

p0X2(t’3) / _ftu‘_[[TY(l)( )dT)/(l)Q(u)du
/ / Y ™Y (1) Vg 5 (0)dudv

where we use the notation Yy, ;(t) for the ith entry in the vector Y(s,(t). The real
transition probabilities can then be found as the conditional expectations,

pij(t,s) =E [pfjc-(t, s)‘ X(t)] . (4.3.4)
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Insertion of (4.3.3) into (4.3.4) and using linearity and interchanging expectation and
integration, we find

poo(t,s) = PO ST (68 TX D), (4.3.5)

® S S T
poi(t,s) = /t eP(2,u) (18) T2, (8,8) T X (1) (Agw (t,5,u) + Bly, (¢ s, u)TX(t)) du,
(4.3.6)

B S S T
po2(t, s) = /t ) (B3) ) (ts) T X(2) <A%1)(t,U,u)+B(21)(t,u, u)TX(t)) du

n /t /t P (1) TV (2, (E0) T X (1) ( ( Ay (tv,u) + Bl (¢, U,u)TX(t))
X (Aigm) (t,0,0) + B, (8,0, U)TX(t)>
+ 0(12’3u) (t,v,u,v) + D(lé?’u) (t,v,u, v)TX(t)> dudv.
(4.3.7)

We used Theorem 4.2.2 for (4.3.5), Theorem 4.2.3 for (4.3.6) and the first part of (4.3.7),
and Theorem 4.2.7 for the second part of (4.3.7). These theorems provide us with
differential equations for the functions ¢, ¥, A, B, C' and D. In order to calculate the
integrals numerically, the integrand in (4.3.6) and the integrand in the first part of (4.3.7)
must be calculated for each u € [t,s]. Likewise, the integrand in the second part of
(4.3.7) must be calculated for each u,v € [t, s] where u < v. In practice the expressions
are found for v and v in a discretised grid, and these can then be used to carry out the
numerical integration. O

4.3.1 Numerical efficiency

A transition probability in a doubly stochastic Markov chain can be calculated with
Monte Carlo methods, and it can also be characterised by a partial differential equation.
In this section we extend Example 4.3.1 with an actual model, and calculate the transition
probabilities with the method proposed. We discuss the advantages compared to Monte
Carlo and PDE methods.

Example 4.3.2. (Example 4.3.1 continued.) Let the stochastic mortality be defined as

poa(t) = X1(t) + Xa(t)ef ™
Xm(t) = —aiXi(t)dt + O'Z‘dWi(t)
for i = 1,2, where z is the age at time t = 0. Here, the X; and X5 are Ornstein-Uhlenbeck

processes. This model is proposed in [43], in which other affine stochastic mortality
models are studied as well. The mortality should be non-negative, which is not satisfied
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by this model. However, as is pointed out in [43], this drawback is not considered severe
enough in practice to disregard the model, and we accept it. It is also pointed out that
the probability of X; becoming negative is negligible.

—| —— Active
- - - Disabled
-1 Dead

probability

00 02 04 06 08 1.0

age
Figure 4.2: Transition probabilities, starting in the active state at age 30.

For simplicity, we choose to model g2 (t) and p2(t) in a similar way, with correlation
between the transition rates. Let the disability rate be given as

po1(t) = Xs(t) + Xa(t)e3™
dXZ(t) = *aiXi(t)dt + 0; (\/ 1-— p%dWZ(t) + pldWiQ(t)) R

for ¢ = 3,4. Thus, by choice of py it is correlated with the mortality rate as active. Also,
let the mortality rate as disabled be given as

p2(t) = Xs(t) + Xo(t)e5™
dX;(t) = —a; X;(t)dt + oy <\/ 1-— p%dWi(t) + deWi_4(t)> ,

for i = 5,6. Then, if ps # 0 it is correlated with the mortality rate. In particular, if
p1 # 0 and p2 # 0, the mortality as disabled and the disability rate are correlated. Other
dependency structures could also have been chosen.

By specifying I'(t) as

L& 0o 0 0 0
rty=10 0o 1 & o0 o0 |,
0 0 0 0 1 &*

we can write (uo2(t), po1(t), p12(t)) " = Y (t) = T(t) X (t) where X is the 6-dimensional
affine process specified above. We choose parameters for illustrative purpose, partly
taken from [43], and they are given in Table 4.1.
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102 Ho1 H12

¢ 1.09144 o 1.09144 3 1.09144

a;  0.028 as 0.028 as 0.028

as  0.0046 aq 0.0046 ag 0.0046

op 1.79-107° o3 1.5-1.79-107° o5 10-1.79-107°

oo 3.83-1077 o4 1.5-3.83-1077 os 10-3.83-1077
X1(0) 9.31-107° X53(0) 1.5-9.31-107°  X5(0) 10-9.31-107°
X5(0) 2.19-107° X4(0) 1.5-219-107°  Xg(0) 10-2.19-107°

P1 0.5 P2 0.5

Table 4.1: Parameters for the stochastic transition rates. The disability rate po1 is in distribution
equal to 1.5ug2 and the mortality as disabled is in distribution equal to 10ug2. We have added a
correlation. These intensities are stylised versions of what could be used in practice.

In Figure 4.2 the transition probabilities are seen, starting as an active 30 year old.
These are found calculating (4.3.5) — (4.3.7) numerically, by first finding ¢, ¥, A, B, C
and D by numerically solving their differential equations, and afterwards carrying out a
numerical integration. In this example, some of the differential equations can be solved
analytically, which is well known for Ornstein-Uhlenbeck processes, see e.g. [43]. We have
solved them all numerically though, in order to present an example that generally applies
to affine processes.

[Te} [Te)
T - T -
[ —— Slope: 4.12 [
— —
© ©o
T T
[] (]
— - —_ -
< <
s 5 s 5
o ] o ]
- —
e} [o0]
o o
' & 7] — Slope: -1.45
— —
I T T T T T 1 [ T T T T T 1
03 04 05 07 09 12 16 0.1 03 07 16 33 76 174
step size (years) time (seconds)

Figure 4.3: Convergence of the transition probabilities of a 30 year old to age 80, poo(0,50) +
p01(0,50) + pe1(0,50) towards 1, shown with logarithmic azes. To the left we see that the
convergence is of order 4 in step size. To the right the same plot is shown, but with time on the
first azxis instead of step size. This illustrates that the convergence in time seems to be of order
1.5.

The differential equations are solved using the 4th order Runge-Kutta method, and the
integrals in (4.3.5) — (4.3.7) are solved using a 4th order Simpson integration method.
The main work is done in the C programming language, and the rest in R. With the
numerical methods used, the total convergence can be shown to be of order 4 in step
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size, and this is seen in the left part of Figure 4.3. The same step size is used for solving
the differential equations and the integrals. From the right part of Figure 4.3, we see
that the convergence order in time is close to 1.5. We also see that when using step size
0.9, we can calculate pgo(0,50), po1(0,50) and pe2(0,50) in 0.7 seconds, and that total
error is smaller than 1076, The error and convergence order vary a bit for different ages.
The calculation time increases with time-span, so it is significantly faster to calculate e.g.
Dij (0, 10) than Dij (0, 50) O

Monte Carlo and PDE methods

The stochastic process X can be simulated with Monte Carlo methods, and with each
simulation, the transition probabilities can be calculated, e.g. by solving Kolmogorov’s
differential equations. Monte Carlo methods typically yields a convergence in step size of
0.5, and since one has to solve Kolmogorov’s differential equations for each simulation,
the convergence in time will be smaller. Thus, in our example above, exploiting the affine
structure seems advantageous.

The transition probability can also be characterised by a partial differential equation:
Since

E [1z(=p| F(5)] = X Lzto=opis(s:t)
ieJ

is a martingale, It6’s formula can be applied in order to obtain a PDE that can be solved,
typically by numerical methods. For more details about this approach see e.g. [14], where
expectations of more general functions than the indicator function are considered. This
partial differential equation has a time dimension and a dimension for each underlying
process. Thus if X is d-dimensional, the PDE is (d 4 1)-dimensional. In Example 4.3.2
the process X is 6-dimensional, thus we obtain a 7-dimensional PDE. In practice one
would use Monte Carlo methods instead of solving a 7-dimensional PDE with finite
difference methods, since usually this is significantly faster. See e.g. Section 80.16 in [46],
where it is stated that if there are 4 or more dimensions, a PDE problem is usually faster
solved with Monte Carlo methods instead.

In Example 4.3.2, we considered a state space J with 3 states, and an affine process X
with 6 dimensions. The PDE method suffers from the high dimension of X, which is
not a problem if the affine structure is exploited. On the other hand, if X is relatively
simple, i.e. if it is 3-dimensional or less, the PDE method is applicable, and here a more
complex state space J can be considered. If there are a lot of states in 7, one must
solve high-dimensional integrals. Also, if the model is not hierarchical, e.g. if recovery
from disability is possible, the affine methods do not work. The PDE method can handle
a complex state space J. To sum up, we can say that if the state space J is simple (and
X is any affine process), the differential equations presented in this article are preferred,
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and on the other hand, if the stochastic process X is simple (and J is any state space),
the PDE method is preferred.

4.4 An application in life insurance

We adopt the setup from Section 4.3 above, and consider a life insurance contract where
Z describes the state of the insured. We present a brief example which shows that the
methods from Example 4.3.1 also can be used for calculating the expected present value
of a life insurance contract. This idea is further explored in [8] wherein affine processes
are applied in life insurance, and in particular a surrender modelling example is studied.

Example 4.4.1. Let Z be as in Example 4.3.1, i.e. we consider the disability model
shown in Figure 4.1. The interest rate process (r(t))cr, is allowed to be stochastic, and
this is modelled jointly with the transition rates,

(r(t), po1 (1), po2(1), p2(1)) T = () + T ()X (t).

We have thus specified a model where the interest and transition rates can have any
dependent or independent affine structure. For applications, one could argue that the
interest rate might not be dependent on the transition rates, however, because it does
not increase the complexity of the mathematics in any significant way, the general case is
considered here.

We specify a life insurance contract by the payments, given by the accumulated payment
process B, satisfying

dB(t) = by (t)l(z(t)zo)dt + by (t)l(z(t)zl)dt + bo2 (t)dNog (t) + b9 (t)dN12 (t)

Here, b;(t) are continuous payments while in state ¢ which, when negative, corresponds to
premium payments. The functions b;;(t) are the payments upon a transition from state 4
to j at time t. The payment functions are deterministic, and we assume that there are
no payments after time 7.

Conditional on the transition rates and that the policyholder is active, we find the
expected present value of the future payments as we do in the setup with deterministic
interest and transition rates,

X _ T — f: r(r)dr X
VX(t) = / e Pt 5) (bo(s) + po2(s)boa(s))
+ g (t, 8) (bi(s) + p12(s)br2(s)) > ds,

see e.g. [8]. Here, the conditional transition probabilities p()ﬁ- (t,s) are from (4.3.3). The
prospective reserve is now found by taking expectation, V(t) = E [Vx(t)‘ ]:(t)]. By
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insertion of pgg-(t, s) and then interchanging expectation and integration, the reserve can
be calculated analogously to the way we found the transition probabilities in Examples
4.3.1 and 4.3.2. O
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Chapter 5

Dependent interest and transition
rates in life insurance

This chapter is based on the paper [8].

ABSTRACT

For market consistent life insurance liabilities modelled with a multi-state Markov
chain, it is of importance to consider the interest and transition rates as stochastic
processes, for example in order to consider hedging possibilities of the risks, and
for risk measurement. In the literature, this is usually done with an assumption of
independence between the interest and transition rates. In this paper, it is shown
how to valuate life insurance liabilities using affine processes for modelling dependent
interest and transition rates. This approach leads to the introduction of so-called
dependent forward rates. We propose a specific model for surrender modelling, and
within this model the dependent forward rates are calculated, and the market value

and the Solvency II capital requirement are examined for a simple savings contract.

5.1 Introduction

Life insurance liabilities are traditionally modelled by a finite state Markov chain with
deterministic interest and transition rates. In order to give a market consistent best
estimate of the present value of future payments, it has become of increasing interest to
let the interest and transition rates be modelled as stochastic processes. The stochastic
modelling is important in order to consider hedging possibilities of the risks. With
the Solvency II rules, stochastic modelling of the interest and transition rates is also
important from a risk management perspective. Modelling the interest and transition
rates as stochastic processes is traditionally done with an independence assumption.

103
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In this paper, we relax the independence assumption, and consider basic valuation
with dependence between the interest and one or more transition rates. This is done
with continuous affine processes for the modelling of the dependent rates. The study
of valuation of life insurance liabilities with dependent rates leads to the definition of
so-called dependent forward rates. These are natural quantities that appear in case of
dependence, replacing the usual forward rates, which are not directly applicable. Using
the theory of dependent affine rates, we consider the case of surrender modelling, and
propose a specific model for dependent interest and surrender rates. This is of particular
interest from a Solvency II point of view. Within this model, a simple savings contract
with a buy-back option is considered. We calculate the dependent forward rates, the
market value and the Solvency II capital requirement. This is done in part without
hedging, and in part with a simple static hedging strategy. We then examine the effect
of correlation between the interest and surrender rate.

The study of valuation of life insurance liabilities with stochastic interest and transition
rates has received considerable attention during the last decades. Primarily the interest
and mortality rates have been modelled as stochastic, which is often done with affine
processes. For basic applications of affine processes for valuation of life insurance liabilities,
see [2]. Possibilities of hedging can be considered, which is important for market consistent
valuation, and for the study of valuation and hedging of life insurance liabilities with
stochastic interest and mortality rates, see [15] and [16]. Another approach to modelling
stochastic interest and mortality is taken in [42], where the interest and mortality is
modelled within a finite state Markov chain setup. In this paper we extend the study of
affine interest and transition rates to the case of dependence. We consider how to valuate
life insurance liabilities when the interest and one or more transition rates are modelled
as dependent affine processes. This is possible in any decrement/hierarchical Markov
chain setup, that is, in Markov chains where, when the process leaves a state, it cannot
return. We adopt the theory presented in [7], which is reviewed in Section 5.2 of this
paper. This provides the foundation for the study of multidimensional affine processes in
life insurance mathematics. The theory presented in [7] is based partly on a result in
[17], and partly on general theory for multidimensional affine processes presented in [19].

In the financial literature, the concept of a forward interest rate exists, which is convenient,
e.g. for representing zero coupon bond prices. This quantity appears naturally in life
insurance mathematics, when the interest rate is modelled as a stochastic process. If
one also considers a stochastic mortality, independent of the interest rate, it becomes
natural to define a forward mortality rate as well. With these forward rates, the expected
present value of the life insurance liabilities has a particularly compelling representation.
However, if one introduces dependence between the interest and mortality rates, the
forward rates are no longer applicable. In this paper, we introduce so-called dependent
forward rates that appear naturally and are applicable for representing the expected
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present value of the life insurance liabilities in a convenient form, in cases where the
usual forward rates are not applicable. In [37], alternative forward mortality rates are
defined in order to handle the case of dependence. In the present paper, we show that
one of the forward mortality rates defined in [37] is in general not well defined. For a
general discussion on forward rates, and their usefulness, see [41], wherein the case of
dependence between the rates is discussed as well. One of the consistency problems with
forward rates in the dependent setup that is raised in [41] is solved by the proposed
dependent forward rates introduced in the present paper. Also, the dependent forward
rates introduced here generalise the usual definitions of forward rates, in the sense that
when there is independence between the rates, the dependent forward rates equal the
usual forward rates.

Modelling policyholder behaviour has become of increasing importance with the proposed
Solvency II rules, where one is required to consider any dependence between the economic
environment and policyholder behaviour, see Section 3.5 in [12]. The study of surrender
behaviour can either be made using a rational approach, where the outset is, that the
policyholders surrender the contract if it is rational from some economic viewpoint, which
is studied in [45]. This seems a bit extreme, given that this behaviour is not seen in
practice. Another approach is the intensity approach, where the policyholders surrender
randomly, regardless whether or not it is profitable in the current economic environment.
This is not a perfect way of modelling either, since if the interest rates decrease a lot, a
guarantee given in connection with the life insurance contract motivates the policyholders
to keeping the contract. For an overview of some of the approaches, see [38]. In [23],
an attempt is made on coupling the two approaches, using two different surrender rate
models if it is rational or irrational, respectively, to surrender. In this paper, we propose
another way of coupling the two approaches. We let the surrender rate be positively
correlated with the interest rate, thus if the interest rate decreases a lot, the surrender
rate also decreases, representing that the guarantee inherent in the life insurance contract
is of value to the policyholder.

The Solvency II capital requirement is basically, that “the insurance company must have
enough capital, such that the probability of default within the next year is less than 0.5%”,
representing that a default is a 200-year event. When the insurance company updates its
mortality tables, or other transition rate tables, this represents a risk that must be taken
into account when putting up the Solvency II capital requirement. Mathematically, this
can be done using stochastic rates. For an examination of mortality modelling and the
Solvency II capital requirement, see e.g. [4]. For a basic discussion of the mathematical
formulation of the Solvency II capital requirement, see e.g. [6]. In this paper, we determine
the Solvency II capital requirement for the simple savings contract where the interest
and surrender rate risk is considered, both in the case of no hedging strategy, and also in
the case of a simple strategy where interest rate risk is hedged.
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The structure of the paper is as follows. In Section 5.2, we present basic results on
multidimensional continuous affine processes, which provides the foundation for the
application of dependent affine processes in life insurance mathematics. In Section 5.3,
we present the general life insurance setup with stochastic interest and transition rates,
and in Section 5.4, we propose the definition of dependent forward rates and compare to
the usual forward rate definition. In Section 5.4.1, we discuss other definitions in the
literature of forward rates in a dependent setup, and compare them to the dependent
forward rates proposed here. In Section 5.5, we present a specific model for dependent
interest and surrender rates. The model is introduced in Section 5.5.1. We first discuss
how to find the Solvency II capital requirement, which is done in Section 5.5.3, and a
simple hedging strategy for the interest rate risk is presented in Section 5.5.4. Numerical
results are presented in Section 5.5.5, consisting of the dependent forward rates found,
and the market value and Solvency II capital requirement, presented for different levels
of correlation.

5.2 Continuous affine processes

The class of affine processes provides a method for modelling interest and transition rates,
with the possibility of adding dependence. In this section, we consider general results
about continuous affine processes, which we apply in this paper. For more details on the
theory presented in this section, see [7].

Let X be a d-dimensional affine process, satisfying the stochastic differential equation
dX(t) = (b(t) + B(t) X (t))dt + p(t, X (¢))dW (),

where W is a d-dimensional Brownian motion. Here, b : R; — R% is a vector function,
and B : R, — R%? is a matrix function, where we denote column i by 3;(t), so that
B(t) = (Bi(t),...,Ba(t)). When squared, the volatility parameter function p(t, ) must
be affine in z, i.e.

d
p(t, l‘)p(t, x)T = a(t) + Z ai(t)xi7
i=1

for matrix functions a : Ry — R¥™? and a; : Ry — R¥9  Consider now affine
transformations of X, by defining a vector function ¢ : Ry — RP and a matrix function
I': R, — RP*? thereby defining the p-dimensional process,

Y(t) = e(t) + D(£) X (2). (5.2.1)

We think of X as socio-economic driving factors, and then Y is a collection of the
stochastic interest rate and/or transition rates. In this section, we work in a probability



5.2. CONTINUOUS AFFINE PROCESSES 107

space (2, F,FF, P) with the filtration F = (F(t));cr, generated by the Brownian motion
W.

For applications of Y as interest and as transition rates in finite state Markov chain
models, we present some essential relations. The results hold under certain regularity
conditions, for details see [7]. Denote by 1 a vector with 1 in all entries, where the
dimension is implicit. Also, denote by ~;(t) the sum of the ith column in I'(¢), i.e.
7i(t) = 1TT'(t)e;, where e; is the ith unit vector, i = 1,...,d.

The first relation, the basic pricing formula, is for 0 < ¢ < T given by

Ele ftT 1TY(s)ds

]-'(t)] = HEDHU(ET)TX() (5.2.2)

where ¢(t,T) is a real function, and ¢ (¢,T) is a d-dimensional function, given by the
system of differential equations,

0 1

5.0 T) = —5%( ) a(t)(t,T) —b(t) "8, T) + 1 e(t),

0

a@bi(ta T) = _%d)(tv T)Tai(t)w(ta T) - 51'(75)T1/}(ta T) + ’Yi(t)v 1= 17 R da

with boundary conditions ¢(7',T) = 0 and ¢(T,T) = 0.

For the second relation, let a vector k € RP be given, and let u € [t,T] be some time
point. Then,

E|e ftTﬂTY(S)dS/@TY(u)‘ ]-"(t)] — S+ TX(®) (A(t, T,u) + B(t, T, u)TX(t)> ,
(5.2.4)

where (¢, 1) is given by (5.2.3), A is a real function and B is a vector function, given by
the system of differential equations,

ﬁA(t, T,u) = —p(t, T)  a(t)B(t,T,u) — b(t) " B(t,T,u),
gt (5.2.5)
5 Bit, T,u) = —p(t, T) i (t)B(t, T, u) — Bs(t) "B(t, T,u), i=1,....d,

with boundary conditions A(u,T,u) = &' c(u) and B(u,T,u) = x'T'(u). A particular
example of importance is k£ = e, for some k = 1,...,p, and in this case, we write A* and
B* to emphasize the dependence on k. This second relation (5.2.4) is proven in [17] for
u =T, and the extension to the case u < T is for example given in [7].
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The third relation is, for another time point v € [t,T], and two integers k,l =1,...,p,
given by

B e b 1Y Oy ()Y (0)| F(1)] = T 0DTXO
(AT + BT TX0) (A0 T0) + BT 0TXD)  (520)
+ C*Y(t, T, u,v) + DL (¢, T u, U)TX(t)}>

where (¢,1) solves (5.2.3) and (A* B¥) and (A!, B!) both solve (5.2.5) with bound-
ary conditions A*(u,T,u) = e} c(u), B¥(u,T,u) = €] T'(u) and Al(v,T,v) = ¢/ c(v),
Bl(v,T,v) = ¢/ T(v), respectively. The functions C¥ and D* are determined by the
following system of differential equations,

gtC'kl(t, T,u,v) = —B*t,T, u)Ta(t)Bl(t,T,v)
—¢(t,T) "a(t) D (t, T, u,v) — b(t) ' D*(t,T,u,v), (5.2.7)
%Dzkl(ta T: U, U) = _Bk(t> Ta U)Tai(t)Bl(t7 Tv U)

—p(t, T) "o (t) DR (t, T u, v) — Bi(t) T DM(t, T, u, v),

fori =1,...,d, with boundary conditions! C*(uAv, T, u,v) = 0 and D* (uAv, T, u,v) =
0. This result is proven in [7].

5.3 The life insurance model

Consider the usual life insurance setup. Let Z = (Z(t));cr, be a Markov process in
the finite state space J, indicating the state of the insured. The distribution of Z is
defined via the transition rates (j;(t))ier,, i, € J. With (Ny;(t))ier, , 4,j € J being
the process that counts the number of jumps for Z from state ¢ to j, the compensated
process

t
Ni‘(t)—/o L(z(s—)=i)tij(s)ds
is a martingale. We can allow the transition rates (i) to be stochastic. In this case, the

distribution of Z is defined conditionally on the transition rates.

We model the transition rates as a time-dependent affine transformation of a d-dimensional
continuous affine process X. That is, for functions ¢: Ry — R? and I' : R, — RP*?, Jet
Y be defined as

Y(t) = c(t) + T(H)X(2).

!The notation = A y = min{x, y} is used.
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Hence, each of the stochastic transition rates are modelled as an element in Y.

The interest rate process (r(t))icr, is also allowed to be stochastic. This is modelled in
the same way, by specifying r as an element in Y. By the design of I' and X, the interest
and transition rates can be dependent, independent or deterministic.

Let the filtrations FZ = (FZ(t))ier, and FX = (FX(t))er, be the ones generated
by the processes Z and X, respectively, satisfying the usual hypothesis. We consider
the probability space (2, F,F, P), where the filtration F = (F(t))ier, is given by
F(t)=FZ(t) v FX(1).

We consider a life insurance policy, with payment process B = (B(t)):er. , such that B(t)
is the accumulated payments until time ¢. Then we can think of dB(¢) as the payment
at time ¢, and we can specify B as

= 120 t)dt + > bij(t)dN;(t)

eJ ,j€T
i#]

for deterministic payment functions b; and b;;, 7,7 € J. Then b;(t) is the payment while
in state i at time ¢, and b;;(t) is the payment if jumping from state i to j at time ¢.

The present value at time t of the future payments associated with the life insurance
policy is given by

oo
PV(t) = / e~ JirMATqB(s).
t
For reserving and pricing, one considers the expected present value

V(t) =FE |:/OO e fts T(T)deB(S)
t

#]

where the expectation is taken using a market, risk neutral or pricing measure. For
actually calculating V (¢), the tower property is applied, that is, we condition on FX(00)
to get

VX(t) - R [/OO e~ f:r(T)drdB(S)
t

FA(t) v fx<oo>] ,

so that V(t) = E [VX(t)| F(t)]. Here, VX(t) is the reserve conditional on the interest and
transition rates, thus corresponding to the case of deterministic rates. When valuating
VX we need the conditional distribution of Z, and thus B, given the transition rates. By
construction this is known, and well-established theory about life insurance reserves with
deterministic interest and transition rates (see e.g. [40]) hold.
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Example 5.3.1. Consider a surrender model with 3 states J = {0, 1,2}, corresponding
to alive, dead and surrendered respectively. The Markov model is shown in Figure
5.1. Let the transition rate from state alive to state dead, i.e. the mortality rate, be
deterministic. We model the interest rate r and the surrender rate n as dependent affine
processes in the form,

(r(®),n(t) " = e(t) + T()X(2),

for a d-dimensional affine process X. Hence, this specification is analog to (5.2.1). By
the design of X, the processes X;, i = 1,...,d can be dependent processes, such that the
interest rate r and the surrender rate 1 can be dependent processes. Dependence can
also arise through T'.

Alive

Y

Dead

2
Surrendered

Figure 5.1: Markov model for the survival-surrender model.

Let the payments be defined by
dB(t) = b(t)l(z(t)zo)dt + bd(t)dN(n (t) + U(t)dNOQ (t),

where b(t) is the continuous payment rate at time ¢ while alive, by(t) is the single payment
if death occurs at time ¢, and U (t) is the payment upon surrender at time ¢. The payment
functions are deterministic.

Conditioning on the intensitites, the expected present value Vx(t) is the classic result,

V@) =E[PV(t) | FX(), Z(t) = 0]

- / e @D (b5 4 u(s)ba(s) + (s)U(s)) ds,
t

see e.g. [40]. Removing the condition, we find, using Equations (5.2.2) and (5.2.4),

V(t)=E[VX(t)| F(t)]
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_ /oo o fts y,(‘l')dT{ |: ft (r(m)+n(r))dr
t

[ = J o) 4n(r)dry )‘ ]—"(t)} U(s)}ds
_ / o Iin d¢+¢(ts>+w(ts>TX<t>(b(S)+M(5)b A(5)
t

+ (A"(t, s,8) + B(t, s, s)TX(t)) U(s))ds.

F®)] () + u(s)bals))

5.4 Dependent forward rates

The form of V(¢) in Example 5.3.1 motivates the definition of quantities similar to forward
rates, that can be used to express the solution. In particular, this leads to a forward
interest rate, but this is in general not equal the forward rate obtained using the usual
definition. Hence, we apply the term dependent forward rates.

Let X, ¢(t) and I'(t) be given, and let Y be of the form (5.2.1). We consider some
motivating calculations first, and then define the dependent forward rates. See that,

E [e_ ff]lTY(s)dsnTY(T)( ]—"(t)}

0 T 1Ty (s)ds
Ay
_ 9 ety TX()
aT
ot )+t x(w) (_ 9 T(_2
: (2 atmys e (e

where we interchanged integration and differentiation, and applied (5.2.2). On the other
hand, if we instead apply (5.2.4) with k = 1, we find

E [6— STy (s) ds]lTy(T)‘ F(t )}

<tT>+w(tTTX(t>( (t,T T) + t,T,T)
p
k=1 k=1

where (A*, B¥), k =1,...,p are solutions to (5.2.5) with boundary conditions given by
K = ey, i.e. AT, T,T) = e} c(T) and B¥(T,T,T) = ¢/ T(T). The last equality sign
is obtained using the relations Y F_, A*(t,T,T) = A(t,T,T) and > 7_, B*(t,T,T) =
B(t,T,T), which hold since (A, B) also solves the linear system of differential equations
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(5.2.5), with boundary conditions given by x = 1. Gathering the two calculations above,
we conclude that

0 =k 0 & Lk
_87T¢(t7T) _;A (taTvT)v _ﬁw(t7T) _kZ:lB (t7T7T)7

and, in particular, since ¢(t,t) = 0 and ¥(¢,t) = 0, that
T P T P
o(t,T) = —/ D Akt s, s)ds, Wt T) = —/ > B(t,s,s)ds. (5.4.1)
t k=1 t k=1

Definition 5.4.1. Let X be a d-dimensional continuous affine process, and let ¢ and I" be
given, such that'Y from (5.2.1) is defined. Lett < s and k € {1,...,p}. The dependent
forward rate fF(s) for the stochastic rate Yi(s) at time t is then given by

fF(s) = A¥(t,s,5) + X (t) T B¥(t, s, 5), (5.4.2)

where (A*, B¥) solves the system of differential equations (5.2.5), with boundary conditions
given by k = eg.

Remark 5.4.2. Using the notation of the dependent forward rates, we can express the
relation (5.2.2), and for w = T also the relation (5.2.4), as

E |:€— ftT 1TY (s)ds

;(t)} e Y EEHOTES
— M1y (s)ds — [T'S°P_ | fi(s)ds ok (5-4.3)
E[e : Yk(T)]f(t)}:e S S s gk

<

The dependent forward rates are in Definition 5.4.1 only for affine processes. However,
if one wish, equation (5.4.3) can be used to extend the definition to any underlying
process: The equations (5.4.3) uniquely determine the dependent forward rates, thus the
dependent forward rates exist for any underlying process, and not only affine processes.
This is not a constructive definition though, and in the present paper we only focus on
the affine class.

Example 5.4.3. (Example 5.3.1 continued) Using the definition of the dependent forward
rates, we can write the expected present value as,

V(t) = /t Tl <T>+M<T>+f?<f>)d7(b(s)+M(s)bd(s)+ ff(s)U(s))ds. (5.4.4)

We see that the expected present value is of the same form as the formula that appears
in the case of deterministic rates, but with the interest and surrender rates exchanged
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by the corresponding dependent forward rates. Note that we used a slightly different
notation, such that we write f7 instead of f! and f7 instead of f2.

Often we want to consider both the quantity

- {e* STy (s)ds J—“(t)] [ — [ (r(s)+n(s))ds

Fo)).

where Y (t) = (r(t),n(t)), as well as the quantities arising from the models Y'1(¢) = (r(t),0)
and Y?(t) = (0,7(t)),

E [e‘ SF1Ty (s)ds

F()] =B o o

Fo)).
f(t)} .

In such cases, we add a more detailed superscript to the dependent forward rates f, and

E [6_ ftTILTYQ(s)ds

f(t)] —F [e— S n(s)ds

specify the model we think of after a colon. That is, we write

[ — [F(r(s)+n(s))ds

F(t):| — o ftT(f;:(T-M) (S)+f;r]:(r+n) (S))ds

)

as well as
E [e_ i r(s)ds ]-"(t)] =e I
E |:67 ftT 77(s)ds F( )i| — ft 77(3 s
Note that f]"(s) and f{"#(s) are the usual forward rates. O

The representation (5.4.4) is convenient, since it allows us to use the classic formulae,
and just plug in pre-calculated dependent forward rates. The result is only obtainable
with the dependent forward rates defined here. If one used a spread-rate approach, as in
[37], one would have had two different surrender rates and thus not obtained the formula
(5.4.4). In [41], Section 5, the forward rate approach is criticised by the fact that the
formula (5.4.4) is not available, and the dependent forward rates meet this critique. The
difference between the dependent forward rates and the spread rate approach is examined
with (5.4.11) in Section 5.4.1 below.

We briefly compare with the usual forward interest rate. Let the model Y (¢) = ¢(t) +
I'(t) X (t) be given, for p > 1, and let 7(t) = Yi(¢) be the interest rate. The forward
interest rate is the function g;(s) that satisfies

E [ o= S r(s)ds

P = e~
This function also satisfies, as can be shown by differentiation,

E {e* I T(S)dsr(T)‘ J:(t)] —— g1(8)ds g, (T). (5.4.5)
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The dependent forward rate for the interest rate in our model Y, as defined in Definition
5.4.1, is denoted f/(s). It satisfies,

[ — [ (r(s)+Ya(s >+...+Yp<s>>dsr(T)‘ ]-‘(t)] — o~ I O+t 1) ds gr7) - (5.4.6)

where the other forward rates f{(s) satisfy analogue relations.

In the case that r = (r(t)):cr, is independent of Y, ..., Y, the dependent forward rate
for the interest r simplifies to the usual forward interest rate. This can be seen by two
simple calculations. First, see that

o= S (@S2 (8) 4 A fE ())ds
) [ )1 Ya(8) 4t Yy (s))ds ]-"(t)}

T (5.4.7)
=E [ (t):| E |:€_ Ji (Ya(s)+...4Yp(s))ds J’.‘(t)i|

—e ft ()dSE|: ft (Ya(s)4...4+Yp(s))ds

Ft)].
A similar calculation, using (5.4.6) and (5.4.5), yields

e~ S (FEO+F (4457 (9))ds pr ()
— o 9y TR [e— ST (Ya(8)+..4Yy())ds

F®) -
Dividing with the identity (5.4.7) above, we conclude that

fi(T) = g:(T),

which holds for all T" where ¢ < T, and we conclude that the dependent forward interest
rate equals the usual forward interest rate.

The calculations relied critically on the independence assumption, and in the general
case the dependent forward rate for the interest is not equal to the forward interest
rate. Intuitively, when the interest rate appears together with other dependent rates, the
forward rates need to compensate for this dependence, and thus the difference of the
9

dependent forward rates and the usual forward rates can be thought of as a “covariance
term.

5.4.1 Comparison with other dependent setups

For the case of dependent affine rates, there have been other proposals for the definition
of forward rates. In [37], the model contains an interest rate and a mortality rate which
are dependent. This corresponds to the case p = 2, where r(t) = Y7 (¢) is the interest rate
and pu(t) = Ya(t) is the mortality rate. Their approach is to keep the definition of the
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forward interest rate g : [t,00) — R4 unchanged, and then find forward mortality rates
that are compatible with this definition, thus interpreting the forward mortality rate as
a spread rate. In order to make this idea work, they define two different mortality rates,
one for pure endowments, and one for term insurances. We briefly review this approach
and compare to the definition of the dependent forward rates in the previous section.
This serves to highlight the advantage of the dependent forward rates, in particular
that there is only one forward mortality rate when considering a pure endowment, a life
annuity and a term insurance together.

The forward mortality rate for pure endowments, hi° : [t,00) — Ry, is defined as the
function satisfying

E [e= 5 (r(s)+n(s))ds

]—“(t)} _ o ST (e(s)+hEe(9))ds

In terms of the dependent forward rates, f; and f}', we can use the first part of (5.4.3)
and write the forward mortality rate for pure endowment as,

hi®(s) = fi (s) + f{'(s) = ge(s), (5.4.8)

which in particular shows that it is well-defined. The forward mortality rate for pure
endowment can be given an intuitive interpretation. Recall that the dependent forward
rates are different from the usual definition of forward rates, because the mortality rate
appears together with another dependent rate, thus the dependent forward rates contains
a “covariance” part. The forward mortality rate for pure endowments corresponds to
moving the “covariance” from the forward interest rate into the forward mortality rate,
instead of having a part in each of the forward rates. In other words, f; + f}' contains the
“covariance” terms, and subtracting g;, which does not contain any “covariance” terms,
the “covariance” terms are contained in hY°. In this way, the original definition of the
forward interest rate can be kept unaltered, but one can say that the forward mortality
rate for pure endowment hy® contains a “covariance” term belonging to the interest rate.

The forward mortality rate for term insurances, hil : [t,00) — Ry, is defined as the
function satisfying,

T
o [ / o S DSy () du

t

T . .
]—“(t)] — / e i (g (DFEE)ds iy gy (5.4.9)
t

To establish that hl! is well-defined is not as easy as with the forward mortality rate
for pure endowments. First, see that the definition depends on the choice of T'. It is
natural to make the assumption that the forward mortality rate for term insurances h}!
is independent of T'. This assumption is implicity made in the notation used in [37], and
the assumption is also made for the forward mortality rate for pure endowments. With
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this assumption of independence of T', we can differentiate with respect to 7', and find
the equivalent definition,

E [e, S (r(9)+n(s))ds u(T)( ;(t)} = = S (g +hE () ds pti () (5.4.10)

for T > t. We are now ready to answer the question of well-definedness, which is
important for a fruitful definition of a forward rate. It turns out, that when using the
definition (5.4.10), there are cases where the forward mortality rate for term insurances
does not exist for all time points, and one should therefore be careful to use the definition
in practice. This will in particular be the case for models with positive correlation. A
proof is given in Appendix 5.A, where we also present a class of models where the forward
mortality rate for term insurances does not exist. If one instead uses the definition (5.4.9)
and allow h!!(s) to depend on T as well, the extra parameter T probably makes it possible
to show that it is well-defined.

One forward mortality /surrender rate

We are now ready to present the main difference between the spread rate approach and
the dependent forward rate approach. We compare the forward mortality rates from [37]
with the dependent forward rates, and for now assuming that the forward rate for term
insurances exists, we consider a policy consisting of a life annuity with a payment rate
b, and a term insurance with payment 1 upon death. The policy terminates at time T'.
The expected present value at time ¢ is

T
B [ / o= NS (4 (s)) ds

t

7
T s/ pri(rtp) pi(r4p) '(T+ )
_ / eGP () e () s (5.4.11)
t
T A
_ / o= J7 91(s)ds (e* JEEe()dsy 4 o= JF h%l(s)dshgi(s)) ds,
t

where we first wrote it in terms of the dependent forward rates, and afterwards in terms
of the forward mortality rates for pure endowments and term insurances, respectively.
This illustrates the difference between the different types of forward rates. The dependent
forward rate for mortality can be used for both the life annuity and the term insurance,
whereas with the other forward mortality rate definitions, one need a different one for a
different product. If the interest rate is independent of the mortality rate, the different
forward mortality rates simplify and they all equal the usual forward mortality rate.

The fact that the dependent forward rates solve the problem of the two different forward
rates for the different products in (5.4.11) is one of the main advantages. It is exactly
this problem with existing forward rates that is criticised in Section 5 of [41]. With the



5.5. MODELLING INTEREST AND SURRENDER 117

dependent forward rates, this issue is resolved in that a unique forward mortality rate
exists, that can be used for both the life annuity and the term insurance. In the article
[41] a general discussion of the concept of forward rates, and generalisations to dependent
models is carried out, including discussion of requirements for more generalised forward
rates. Even though the critique from Section 5 of [41] is met with the dependent forward
rates, they do not meet all the requirements set up in [41]. In particular, in life insurance
models where one needs to use the relation (5.2.6), the dependent forward rates are not
applicable.

The feature of a unique forward mortality rate in (5.4.11) does also apply to the surrender
setup in Example 5.4.3. The dependent forward rates allow us to have one forward
surrender rate, and if the spread approach was used, one would have had different forward
surrender rates: One for reducing with the probability of not having surrendered, and
another for calculating the probability of surrendering at an exact time. Thus, the
formula (5.4.4) would have had two parts with two different forward surrender rates,
similar to the last line in (5.4.11).

5.5 Modelling interest and surrender

In order to illustrate the methods proposed, we put up a specific model for dependent
interest and surrender rate. The results are presented naturally using the dependent
forward rates such that the formulae are in parallel with the classic life insurance results
obtained with deterministic transition rates. This allows for convenient interpretation
and comparison of the results. For example, using the replacement result, the effects of
introducing stochastic rates can be measured in terms of forward rates, i.e. the difference
between the original deterministic rates and the dependent forward rates.

We model the interest rate as a stochastic diffusion process r, and the surrender rate by
the diffusion process 1. The interest and surrender rates are then modelled as dependent
processes, within the affine setup presented in Section 5.2. Within the Solvency II
regime, one is required to model surrender behaviour, and also take into consideration
any dependence of the interest rate (i.e. the economic environment), see Section 3.5 in
[12]. This model is thus an example of how this can be done.

5.5.1 Correlated interest and surrender model

Let 7°(t) be a deterministic surrender rate, corresponding to best estimate, i.e. the
expectation of the future surrender rate. The interest rate r(t) and surrender rate n(t)
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are then modelled as an affine transformation of X of the form,
r(t) = Xa(t),
n(t) = 1°(6)X2(t),

where X is a 2-dimensional stochastic diffusion process. The process X satisfies the

stochastic differential equation,

dX1(t) = (bi(t) — 1 X1 (t)) dt + o1 (v 1= p2dWi(t) + pv/ Xz(t)dwz(t)> ;
dXz(t) = (bg — /BQXQ(t)) dt + o9/ XQ(t)dWQ(t),

where W is a 2-dimensional standard Brownian motion. The parameters satisfy bs, (1,
Ba, 01, 02 € Ry and p € [—1,1], and the function b; : R — R is chosen such that an
initial term structure is fitted.

(5.5.1)

The process X9 models relative deviations of the surrender rate from the best estimate,
and it stays non-negative, hence the surrender rate 7(¢) is non-negative. The interest
rate process is a mix between a Hull-White Vasicek and a Heston model.

The model is affine, since X is affine and the surrender and interest rates are affine
transformations of X. By choosing no, or little, mean reversion, stress scenarios produced
by the model are close to parallel shifts of the forward rates, which resemble the stress
scenarios of the standard model of Solvency II.

Correlation

The correlation between the interest rate and the surrender rate is not in general equal
to the dependency parameter p, which is due to the appearance of y/X5(¢) in the term
p/Xa2(t)dWa(t) in the first line of (5.5.1). However, if we assume that E [X2(¢)] = 1 for
all t, we can calculate the correlation, using standard methods?,

e(51+/32>f—1\/ 261 \/ 25
Corr [r(t),n(t)] = p 515 Vem 1V @ 1

In the special case where 81 = (2, we get

Corr [r(t), n(t)] = p-

When the parameters are chosen in Section 5.5.5 below, we see that indeed E [X5(t)] =1
and 81 = B2 holds. We note that the correlation considered here is not the instantaneous
correlation between the two stochastic processes t — r(t) and t — 7(t), but the standard
correlation between the two stochastic variables r(t) and n(t).

2The quantities E [r(¢)] and E [n(t)] can be found taking expectation on the It6 representation, and
solving a differential equation. The expectation E [r(¢)n(t)] can be found analogously, by first finding a
stochastic differential equation for the process t — r(t)n(t).
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5.5.2 The (life insurance) product

Consider a simple savings contract with a buy-back option. The savings contract consists
of a guaranteed payment of 1 at retirement at time T'. There is an account at the provider
with a guaranteed interest rate 7 until time 7". The value at time ¢ of the account is then,

U(t) = e T4, (5.5.2)

The owner of the savings contract can then at any time before time 7' surrender the
contract and receive the current account value U (t).

The account value U(t) is not necessarily identical to the reserve (market value) of the
savings contract, thus the savings contract provider has a risk. In order to best estimate
the value of the account, the surrender behaviour should be taken into account. There are
different ways to valuate the surrender option, see [38] and references therein, and [23].
In this paper we adopt the intensity approach, and assume that the insured surrenders
with rate n(t) at time ¢, i.e. in a short time interval [¢, ¢ + dt], the insured surrenders with
probability 7(t)d¢, given that surrender has not occured before time t. We adopt the life
insurance setup of Section 5.3, and consider the state of the insured in the state space J
consisting of the two states alive and surrendered, corresponding to Figure 5.1.

This savings contract is a simplified version of the product considered in Example 5.3.1
and the Markov model shown in Figure 5.1, but in order to keep the notation simple
and focus on the essential parts of the formulae, the mortality modelling is omitted. As
long as the mortality rate is independent of the interest and surrender rate, e.g. if it is
deterministic, it is straightforward to extend the formulae to include mortality. Including
mortality intuitively corresponds to reducing all payments by the probability of death.
For the Solvency II studies below, we can omit mortality because the independence
assumption isolates it from our dependency considerations between the interest and
surrender rate.

0 1
Alive > Surrendered

Figure 5.1: Markov model for the surrender model.

The payments of the contract consist of a single payment upon retirement at time 7', and
a payment upon surrender at time ¢ of size U(t). That is, the accumulated payments
B(t) at time ¢ is given by

dB(t) = U(t)dN()l (t) + 1(Z(t):0)d5T(t)7
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where e7 is the Dirac measure at T. Analogously to the calculations in Example 5.3.1
and Example 5.4.3, we find the present value at time ¢ of the contract as

T
PVL(t) = / e~ KT qB(s)
¢ (5.5.3)

T s T
N / e I TN (5)dNg (5) + e e T 500,
t

and the market value at time t is, given the savings contract has not been surrendered,
V(t)=E[PVE)|F 1), Z(t) = 0]

T
=F [/ e~ ftS(T(T)-HI(T))dTn(S)U(s)ds +e JL () +n(r))dr
t

X (0)

L (5.5.4)

_ / e JUT T @I )ar ) (17 (5)dls
t

L ST @ (1)dr

Here we used Remark 5.4.2. The notation used is introduced in Example 5.4.3 above.

5.5.3 Solvency 11

For Solvency II purposes one wants to control the risk of default, such that it is less than
99.5% during the following year. In this section we specify how to interpret this in our
setup, following the reasoning of Section 1.1 in [6].

We want to find the loss after one year, which is a stochastic variable, and find quantiles
in the distribution of this stochastic variable. Let PV (t) denote the present value at time
t of future payments of the insurance company. At time 0, the Solvency II loss can be
written as

E[PV(0)[F(1)] - E[PV(0)],

where the expectation is taken using the market measure, or some reserving measure.
For the rest of the paper, we refer to this measure as the market measure. The last term
is the value of the future payments now, and the first term is the value conditional on the
following year’s information, which is uncertain. For simplicity, we ignore the so-called
unsystematic risk during the first year, that is, we take average of the Markov chain Z,
conditionally on the underlying intensities X. Formally, we define the Solvency II loss
after 1 year as

L=E[PV(0)|F*(1)] —E[PV(0)].

Both liabilities and assets must be taken into account, so the present value takes the form
PV (t) = PVEY(t) — PVA(t), that is, the present value of the liabilities less the assets.
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We consider our life insurance contract from Section 5.5.2. The simplest possible asset
allocation is to deposit all capital in a savings account, earning the risk free interest
rate. In that case, the present value of the assets is deterministic and equals the amount
invested today. If the amount invested at time 0 is the value of the liabilities, (5.5.4), we
have

PVA(0) = V(0).
Using this, we get the Solvency II loss,
L=E[PV¥0) - PV*0)| F*(1)] - E [PV(0) — PVA(0)]
=E[PV™0)| FX(1)] — V(0),

and we see that the assets disappear from the formula, because they are essentially risk
free. For our case, the first term is obtained from (5.5.3), and we get

E [PVE(0 \fx (1]
_ / e~ J5 AT (17 (5)ds
0
T 4 .
g fol(r(s)Jrr](s))ds/ o= HUTTP @+ @)dr gt (37 (6)ds
1
+e fO(rs ))ds _fl T(T+m )+f17:(r+n)(7'))d‘r.

Subtracting V' (0), given by (5.5.4), yields the loss, and we rearrange the terms slightly,

1 X
I / e S AT (7 (5)ds
0

/ e ST @ ar g (77 (6)ds
0

o (o) rn(s)ds /1 e U@ )T ) ()17 (5)ds

T .
R L T
1

1 e Jo () n(s)ds o= [ (T (O£ (7))

e fO T (T+”7) )+f(’;71<T+77) (r))dr

The first two lines correspond to the losses arising during the first year because of
incorrect expectations of interest and surrender behaviour. The last four lines correspond
to changed expectations of the future, arising because of information received during
the first year. That is, the third and fourth line corresponds to changed expectations of
the future about the surrender payments, and the last two lines correspond to changed
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expectations of the future about the payment occuring at retirement. Intuitively, the
information received during the first year allows for an exact discounting during the first
year, and a more precise valuation of the discounting and surrender behaviour occuring
from year 1 and onwards.

The loss can be written in a simpler form. Using the notation that, for s <¢, f; H(r+n) (s) =
r(s) and ftn:(r+77)(8) = n(s), we can write the Solvency II loss as

T r r .
L= /0 e ST @ Nar i) ()17 () ds

. / e fO T (7‘+”]) )+f8]:<7‘+7]) (T))de(’;’](’l’-‘r?’]) (S)U(S)ds (555)
0

Te fo fl (T‘Hl)( )+f”l T+”I)(T dr e fO T (T+”7) )+f(’;71<T+”7>(7_))dT

This formula gives interpretation to the Solvency II loss, which arises due to the develop-
ment of the forward rates. The loss is the difference in the expected present value with
the forward rates evaluated in 1 year, and evaluated now. In practice the loss can thus
be obtained by simulation of the dependent forward rates one year ahead. This is similar
to how forward rates are used in finance, where the forward interest rate is simulated
ahead to obtain future term structures. Here, we also simulate the dependent forward
rates ahead in order to obtain the future valuation basis.

Recalling that the dependent forward rates flz(rJrn) and f;" ) are F X (1) measurable,

) and f{" () are r(1) and

we can use that X is a Markov process and see that f1
7(1) measurable. Thus, the loss can be found by simulation of the underlying rates r(s)
and 7(s) for 0 < s < 1. The simulation must be done under the real world probability
measure. This is opposed to the market, or reserving, measure, that was used to find the
loss. In this paper, we assume for simplicity that the two measures are identical, and do
not adapt a change of measure approach, relieving us from discussions of preservation of

the Markov property during measure changes.

5.5.4 Hedging strategy with a continuously paid coupon bond

In practice, an insurer tries to hedge the interest rate risk, thereby reducing the loss
significantly. We consider a simple static hedging strategy, in a bond with continuous
coupon payments of the form,

e(t) = e I BT ),
for t € (0,T), and a final payment at time 7" of

C(T) = e o 53"
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For more details, see e.g. [38]. This corresponds to the expected payments of the life
insurance contract, conditional on the interest rate. We can associate a payment process
APond with the bond, given by dAP°"(t) = ¢(t)dt + C(t)der(t). The present value of
future payments associated with the bond is then,

T
vaond(t> _ / e I r('r)d'rdAbond(s)
t

T s n:n . T n:n
:/ e~ @D ()17 (5)ds 4 o (HDHET@)AT,
t

This hedging strategy is the mean-variance optimal static hedging strategy when interest
and surrender are independent. If there is a correlation between the interest and surrender
rate, this strategy is not optimal. The mean-variance optimal static hedging strategy is
in that case more complicated. These considerations are for simplicity omitted in this
paper, and deferred for future studies.

In the case of dependence, the price of the hedging bond is smaller than the value of the
liabilities, so the expected present value of the bond payments AP is less than of the
payments from the savings contract B. We choose to put this excess capital, which is

given as
K =E[Pvi(0) - vamd(())} ,
in the bank account. For the assets, we thus have present value at time 0
PVA(0) = PVPrd(0) + K.

We note that the sign of the payments AP°" is opposite of B, where the latter are
payments to the insured and the former are payments to the insurer. Considering the
life insurance contract and the hedging strategy together, we obtain a Solvency II loss,

L=E[PVY0) - PVA(0)| F*(1)] - E [PV(0) — PVA(0)]

T
_ e fos r(r)dr s) — bond s
E [ /O (dB(s) — dA™™ (s))

]-"X(l)} -K
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1 .
:/o e Jo A (= STy ) — e S5 S 1 (5) ) U1 (5)ds

T = (r o :
+e fol(r(S)—H](S))dS(/l o INCH ( +n)(7-)+flﬂ( M)(T))de?'(Hn)(s)U(s)ds

ye /Y (f{”(’*”)(T)+f1":<"+">(7))d7>

T
o Jo ()T (9))ds (/ o ff(ff”(r)+f67”’(f))dffg"7(S)U(s)ds
1

+e I <ff”(¢>+f6’:"”))d7> - K

T T n:(r
— / o= S U @)+ M)(T))de{r(T”’)(s)U(s)ds
0

T .
_ /0 e~ S U G AT g0 )7 () s (5.5.6)

4o o U@ @ = U T ) g

Similar to (5.5.5), for s < ¢, the notation that f;:(r—i'n)(s) = f{"(s) = r(s) and f?:(r+n)(s)
= 1(s) is used for the last equality. When there is independence the bond value is the
same as the value of the savings contract and K = 0. When there is dependence we have
K > 0, which ensures that E[L] = 0.

5.5.5 Numerical results

In this section we numerically show some consequenses of modelling interest and surrender
as positively correlated processes. First, the model is specified by choosing a set of
parameters, partly inspired by the stress levels in the Solvency II Standard Formula.
With this model, we examine the consequenses for the balance sheet value of the liabilities,
and the level of the Solvency II capital requirement, that is, the liabilities in 1 year’s
time.

For the Solvency II capital requirement, in practice in the industry, when there is no
hedging, most of the risk is interest rate risk. Luckily, both in theory and practice, a lot of
this can be hedged by e.g. buying bonds. For the numerical illustrations of the Solvency
IT capital requirement, we consider two different strategies for the assets, corresponding
to the two strategies considered in Section 5.5.3 and Section 5.5.4, respectively. First, we
consider the case where the interest rate risk is not hedged, and all assets are accumulated
by the risk free interest rate. Second, we consider the case where the insurer tries to
hedge the interest rate risk, and performs a static hedge.
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Parameters

The numerical examples with the model (5.5.1) are carried out for different level of
correlation, namely p € {0,0.3,0.7}. Also, we consider two different guaranteed interest
rates, namely 7 € {1%,4%}. This corresponds to a low interest rate, which could be for a
newly issued policy, and a high interest rate, which could be for a policy issued years ago,
when the interest rate level was higher. We note that the base deterministic surrender
rate n° corresponds to a person aged 40, thus with 7' = 25, the contract ends at age 65.

* ©
S |—— Simulation 1 S 7
—— Simulation 2
© |—— Simulation 3 ©
o : o
S T|—— Forward interest rate s O
2 IS
© r o
9_:. < s <2 -
g o - -8 o
g ° g
< 5 o
o n g ] . -
o —— Simulation 1
o o | Simulation 2
S ——— Simulation 3
g | S —— Base surrender rate
S T T T T | | T T T T |
0 5 10 15 20 25 0 5 10 15 20 25
time time

Figure 5.2: [llustrative realisations of the interest rate (left) and the surrender rate (right), with
p=0.7.

The parameters chosen for the interest and surrender rates are listed in Table 5.1, and in
Figure 5.2 some realisations of the interest and surrender rates are shown. The initial
value X;(0) and function b;(¢) are chosen such that the term structure provided by the
Danish FSA at August 17, 2012 is matched. Let f754(¢) denote the forward rate provided
by the Danish FSA. Then the parameters X;(0) and b; are fitted such that

E [67 I r(s)ds} — e I fFSA(s)ds7
for all ¢ > 0. The parameters of the model correspond to the measure used for valuating
the market value of the life insurance liabilities. Thus, with respect to the interest rate it

is the risk neutral measure. For simplicity, we assume that this measure equals the real
world probability measure.

Dependent forward rates

In Figure 5.3, the dependent forward rates are shown. They are calculated by solving the
differential equations (5.2.3) and (5.2.5) numerically. For the interest rate, the forward
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B 0.02 by 0.02 n°(t) 0.06 —0.002 -t
o1 0.005 By 0.02 X5(0) 1
g9 0.15

Table 5.1: Parameters for correlated interest and surrender modelling. The initial value X1 (0)
and the function by(t) are chosen such that the interest rate model matches the term structure
provided by the Danish FSA for valuating life insurance liabilites, at August 17, 2012.
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Figure 5.3: Dependent forward rates. Left: for the interest rate, fg:(H'")(t). Right: for the

surrender rate, fg:(ﬂr”)(t). The dependent forward rates are shown for different values of p. The

forward interest rate extracted from the Danish FSA at August 17, 2012 is also shown, as well as
the base deterministic surrender rate n°. Higher values of p lead to lower values of the forward
rates, corresponding to less discounting.

interest rate supplied by the Danish FSA, fFSA is shown as well. We see that for
the case p = 0 the dependent forward interest rate f{j is identical to the forward rate
provided by the Danish FSA. This is as expected, since in the case p = 0 the interest rate
and surrender rate are independent, and in this case the dependent forward rates are
equal to the usual forward rates. For a positive correlation, the dependent forward rates
are smaller. This is because the stochastic variable, e~ Jo (r(s)+n(s))ds , which is used to
construct the dependent forward rates, has a heavier tail when the correlation is strictly
positive, due to the exponential function. Intuitively, there is less diversification between
the interest and surrender rate.

For the surrender rate, the basic deterministic surrender rate 7" is shown as well as
the dependent forward rates. Even though E [n(t)] = n°(¢), we see that the dependent
forward rates are systematically lower than 7°. This is due to Jensens inequality, and to
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see this, consider the case p = 0, where we get,
e~ Lo Us)+fT()ds _ g [67 fot(r(s)Jrn(s))ds]
= B [ 8] B [ s
>E [e_ fér(s)ds} o S Em(s)ds

— ¢ o Fs)ds o= Jn(s)ds

for ¢t > 0, using that the usual forward rate is identical to the dependent forward rate for
p = 0. From this inequality, we obtain,

&) <n’(t),

which is what was observed as the red and black lines in Figure 5.3. If there is a positive
correlation, the dependent forward surrender rate, 7"+ is even smaller, similar to
the observation for the interest rates.

Market value

The market value at time 0, V(0) from (5.5.4), can be calculated, solving the integral
numerically. For this, first use (5.4.1) to get

)

T
V(t) _/ e¢(t,s)+1/;(t,s)TX(t)ftn:(?’Jrn)(S)U(S)ds 4 @)+ (T T X (2)
t

which is easier to handle from a computational point of view, because the functions ¢
and ¢ are obtained in the process of calculating the dependent forward rates f7:("+7)
and 7"+ when solving (5.2.3) and (5.2.5). The market value V(0), dependent upon
the guaranteed interest rate 7 and the correlation p, is shown in Table 5.2. The market
values can be compared to the value of the policyholders account which is paid out on
surrender. This is given by (5.5.2), calculated using the guaranteed interest rate. The
value at time O is presented in Table 5.3.

>

4% 1%
0 0.4567 0.6167
p 0.3 04595 0.6191
0.7 0.4631 0.6222

Table 5.2: Market value at time 0, V(0), of the life insurance contract. The value is shown
using three different correlations, corresponding to three different sets of dependent forward rates,
red, green and blue from Figure 5.3. Two different levels of quaranteed interest rate, 7, is used,
which leads to different surrender payouts U (t).
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=

4% 1%
0.3679 0.7788

Table 5.3: Initial value of the policyholders account, U(0). For the high guaranteed interest rate
(4%), the value is lower than the market value from Table 5.2. For the low guaranteed interest
rate (1%), the value is higher than the market value.

The market value without surrender modelling, calculated setting the surrender rate
equal to zero, is 0.5037. It is independent of the guaranteed interest rate. From Table
5.2 it is seen that when we include surrender modelling the market value is somewhere
between the value of the policyholders account and the market value calculated without
surrender modelling.

For both cases of guaranteed interest rates, the market value increases with correlation.
When we discussed the dependent forward rates in Section 5.5.5, we saw that the
dependent forward rates decrease with increasing correlation, which is basically due to
the convexity of the exponential function and Jensen’s inequality. A smaller dependent
forward interest rate leads to an increasing market value. For the surrender rate, it is
more complicated. For the case of a guaranteed interest rate of 4%, an increase in the
dependent forward surrender rate leads to a decrease in the market value, because the
market value come closer to the value paid out on surrender. For the case of a guaranteed
interest rate of 1%, the same argument tells us that an increase in the dependent forward
surrender rate instead leads to an increasing market value. We see that the effect of
the decreasing dependent forward interest rate is largest, and in total, for both levels of
guaranteed interest rate, the market value increases when the correlation increases.

Solvency 11

We examine the effect on the Solvency II capital requirement with two different strategies
for the assets. The first strategy is no hedging and the second strategy is a simple static
hedging strategy. This corresponds to the two strategies discussed in Section 5.5.3 and
Section 5.5.4, respectively. For the first strategy, where all assets are invested in the
bank account, the Solvency II loss is given by (5.5.5). For the second strategy, where the
interest rate risk is hedged statically in a bond with continuous payments, the Solvency
IT loss is given by (5.5.6).

In Table 5.4 the Solvency II loss for the different cases of hedging strategy, guaranteed
interest rate risk and correlation is presented. It is immediately seen, that trying to
hedge the interest rate risk by applying the simple hedging strategy significantly reduces
the Solvency 1II loss.
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Figure 5.4: Guaranteed interest rate 4%. Plot of the interest and surrender rate simulations
after 1 year in the case without any hedging strategy and correlation p = 0 (left) and p = 0.7
(right). The color of a mark indicates the Solvency II loss (5.5.5), where a darker color is a higher
loss, and black colors are losses beyond the 99.5% quantile.
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Figure 5.5: Guaranteed interest rate 1%. Plot of the interest and surrender rate simulations
after 1 year in the case without any hedging strategy and correlation p = 0 (left) and p = 0.7
(right). The color of a mark indicates the Solvency II loss (5.5.5), where a darker color is a higher
loss, and black colors are losses beyond the 99.5% quantile.
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No Hedge Hedge

7 7
4% 1% 4% 1%
0 0.069 0.077 0.014 0.025
p 03 0.072 0.072 0.015 0.028
0.7 0.078 0.060 0.017 0.029

Table 5.4: Simulated Solvency II loss. Without hedging it is given by (5.5.5) and with the
hedging strategy it is given by (5.5.6). Applying an interest hedging strategy significantly lowers
the Solvency II loss. Also, modelling correlation between interest and surrender has a significant
impact on the Solvency I loss.

For the case of no hedging strategy, we see two different correlation effects. When the
guaranteed interest rate is 4%, a higher correlation means a higher Solvency II loss,
because a decrease in interest and surrender rate both increase the present value of the
contract payments. This is depicted in Figure 5.4, where we see that the loss increases
with both decreasing interest and decreasing surrender. A higher correlation means
that the probability of simultaneous drops in the interest and surrender rate occurs
simultaneously, which can be seen at the right graph in Figure 5.4. When the guaranteed
interest rate is instead 1%, a decrease in the surrender rate now means that Solvency II
loss decrease, which can be seen in Figure 5.5. Introducing a correlation leads to less
observations with decreasing interest and increasing surrender, thus leading to more
diversification and reducing the Solvency II loss. This can be seen in the right graph of
Figure 5.5.

5.6 Conclusion

In this paper we review theory on continuous affine processes which sets the basis for the
application in life insurance valuation and risk management. This allows us to introduce
so-called dependent forward rates. They are compared to other forward rate definitions,
and some desired properties about the dependent forward rates are highlighted. In
particular, as is seen in Section 5.4.1, the dependent forward rates meet some of the
critique of forward rates raised in [41]. However, a full answer is not reached, and it is
open for further research whether the concept of forward rates in life insurance is fruitful
beyond being a convenient representation for the quantities needed for calculation of
certain life insurance liabilites under a stochastic intensity assumption.

In the second part of the paper, we apply the theory of the continuous affine processes
and the dependent forward rates. A specific model for surrender modelling is proposed,
where the interest and surrender rate is positively correlated. The surrender rate in this
model is non-negative. We consider a simple life insurance like savings product with a
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buy-back option. The dependent forward rates are calculated for different correlations,
and we see that they are decreasing with increasing correlation. This in part has the
effect that the market value is increasing with correlation, since in part, this means we
in practice use a smaller interest rate for discounting. We also consider the Solvency
IT capital requirement in the form of formulae for the value-at-risk in a one-year time
horison. In particular we obtain the formula (5.5.5), where we see that the loss is given
through the difference of the expected present value valuated with the dependent forward
rates in 1 year and the current dependent forward rates. We calculate the actual Solvency
IT capital requirement in our example, with and without a simple static hedging strategy
for the interest rate risk, and see how the introduction of correlation can both increase
and decrease the Solvency II capital requirement in our example, depending on the
guaranteed interest rate.
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5.A Forward mortality rate for term insurances
not-so-well defined

Consider a interest and mortality rate model (r(¢), u(¢)). This give us a set of dependent
forward rates, and a forward mortality rate for pure endowments. Assume that the
following assumptions hold.

Assumption 5.A.1. Let a model for the interest and mortality rates r(t) and u(t) be
given. The assumptions are,

1. hY°(s) > 0 for all s > t.

2. hY® is bounded from below for some timepoint, i.e. there exist € > 0 and ty > 0
such that hY¢(s) > e for all s > 1.

3. The forward interest rate is greater than the dependent forward rate for the interest,
gt(s) > f{(s), for all s > t.

It is indeed possible to construct models where these assumptions hold, and they will
hold for most models when there is a positive correlation between the interest rate



132 CHAPTER 5. DEPENDENT INTEREST AND TRANSITION RATES

and mortality rate. The first two assumptions state that the forward mortality rate
for pure endowments is positive and bounded below from some time, which is satisfied
in reasonable models. The third assumption usually holds when there is a positive
correlation between the interest and mortality rate.

The forward mortality rate for pure endowments, h}“(s), present in the assumptions, is
not the object of interest in this example. In view of (5.4.8), it can be thought of as a
placeholder for fI + fI' — g:.

Proposition 5.A.2. Under Assumption 5.A.1, there exists a'T > 0 such that the forward
mortality rate for term insurances hii(s) given by (5.4.10) does not exist for s > T.

Proof. Combining (5.4.10) and (5.4.3), and then using (5.4.8) twice, we get that
o= Ji hi(s)ds h(T) = e JE(Fr o)+ 1 ()= ge(s))ds FT)
= e B (P(T) 4 g (T) — f1(T)),

and by integration we find
i T T e
o= i hii(e)ds 1 _ / o= Ji hit(s)ds (hP°(T) 4+ ge(T) — f (7)) dT. (5.A.1)
t
Since the left hand side must be positive for any 1", we conclude that the condition
g T P4 (s)d
/ e Ji hit(s)ds (RP°(7) + ge(T) — (7)) dT < 1 (5.A.2)
t

is necessary for the forward mortality rate for term insurances to be well-defined.

Under the first assumption, the forward mortality rate for pure endowments, h}°, defines
a distribution in a two-state Markov chain, and we recognise the integral ftT e~ J{ i (s)ds
hY®(7)dr as a probability: Let Z be a stochastic variable that denotes the lifetime in a
survival model where death occurs with rate h}°(s) at time s. Then

T
/ e~ IR pPe (Y ar = P(Z < T | Z > 1),
t

Also, under the second assumption the probability converges to 1,
P(Z<T|Z>t)—1forT — oc.

Consider now (5.A.2). Under the third assumption, g:(s) > f{(s) for all s > ¢, there
exists € > 0 and T™ > t such that

T
/ e IO (g (7) — fi (7)) dr > e,
t
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for all T > T*. This allows us to conclude, for a T > T* large enough, such that
P(Z<T|Z>t)>1-—¢, that

T
/ e IS (P () 4 gy(r) — fT(r)dr > P(Z<T | Z > 1) +¢> 1.
t

This contradicts (5.A.2), and the forward mortality rate for term insurances does not
exist. O

We give an example of a model satisfying Assumption 5.A.1. Let the 2-dimensional
process X satisfy

Xm(t) = (1 — Xl(t))dt + UdWl(t),
AXo(t) = (1 — Xo(£))dt + oAdWL (1) + ov/1 — X2dWa(t),

with X (0) = (1,1) 7. Let the interest rate and mortality rate be given by

r(t) = roXi(t),
u(t) = p°(t) + Xa(t) — 1,

with parameters A\ = 0.8, ¢ = 0.07 and base mortality
po(t) =5-10"% + 7.5858 - 1077 - 1.09144°0+¢,

That this model satisfies Assumption 5.A.1 can be shown by solving relevant differential

equations.






Chapter 6

A step forward with Kolmogorov

This chapter is, except for Section 6.7, based on the paper [9].

ABSTRACT

In the general setup of a doubly stochastic Markov chain where the transition
intensities are modelled as diffusion processes, we present a forward partial integro-
differential equation for the transition probabilities. This is a generalisation of
Kolmogorov’s forward differential equation. These models are applicable in e.g. life
insurance mathematics. The result presented follows from the general forward partial
integro-differential equation for stochastic processes, of which the Fokker-Planck
differential equation and Kolmogorov’s forward differential equation are the two most
known special cases. We furthermore consider the semi-Markov case, which relates
to our results. We end the paper by using the forward partial integro-differential

equation to find a novel representation of the forward mortality rate.

6.1 Introduction

We begin this paper by presenting a forward partial integro-differential equation for the
transition probabilities of a general jump-diffusion, which is inspired from Chapter 3.4 in
[22]. A forward partial differential equation exists for the case of a continuous diffusion,
and this is known as the Fokker-Planck equation. For the case of a pure jump process,
this is also known, and is called Kolmogorov’s forward differential equation or the master
equation. The more general result presented here we refer to as Kolmogorov’s forward
partial integro-differential equation, and this sets the basis for the rest of the results. We
are interested in applying the result for a stochastic process Z = (Z(t)):>0 taking values
in a finite state space J = {0,1,...,J}. A basic example is if Z itself is a Markov chain.
Then there exists deterministic transition rates for each transition between states in J.

135
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This setup is widely used in e.g. life insurance to model the state of the policyholder, e.g.
alive, disabled, dead etc. In this case, Kolmogorov’s forward differential equation is well
known, and can be used to find the transition probabilities, that is, given we are in a
state ¢ at time ¢, what is the probability of being in a state j at a future time point s.
The transition probabilities are essential for e.g. calculating expected cash flows in life
insurance. For details about this setup in life insurance, see e.g. [31] or [39], and for cash
flows, see [11].

A more general case is if we allow the transition rates to depend on some underlying
diffusion process X = (X (¢))¢>0. Then Z is no longer Markov, but (Z,X) is a Markov
chain. The main result of this paper is that we present Kolmogorov’s forward differential
equation for this setup, as a special case of the general equation. It is a partial integro-
differential equation, and can be considered a generalisation of Kolmogorov’s forward
differential equation. Various examples of this setup have been studied in the life insurance
literature, see [36], [14], [8], and also in credit risk, see e.g. [33]. It is well known that a
backward partial differential equation exists, but for calculating life insurance cash flows,
a forward differential equation is more efficient in practice.

Another example of a stochastic process Z on a finite state space is when Z is a semi-
Markov process. Let U = (U(t))i>0 be the duration in the current state, then if (Z,U)
is a Markov process, Z is a semi-Markov process. In this case, the transition intensities
may depend on the duration U. It is already known that a version of Kolmogorov’s
forward differential equation exists for this case, see e.g. [11] or [25]. In this paper, we
show how Kolmogorov’s forward partial integro-differential equation specialises in the
semi-Markov setup to Kolmogorov’s forward integro-differential equation.

Common for these examples is that the obtained transition probabilities, or transition
densities, describe the distribution of the multidimensional process (Z,X) or (Z,U). It
seems impossible to obtain an ordinary differential equation for Z alone, since it is not a
Markov process. However, in the simple survival model with the states alive and dead,
where the transition rate depends on a diffusion process X, such a forward differential
equation is easy to find, and it is dependent on the so-called forward mortality rate.
For literature on forward rates, see e.g. [41] or [8]. We show how Kolmogorov’s forward
partial integro-differential equation specialises in this case, and find that the forward
mortality rate can in fact be represented as the expected mortality rate, conditional on
survival. We also present an alternative proof for this result. To the author’s knowledge,
this relation has not been presented in the literature before.

The structure of the paper is as follows. In Section 6.2, we consider a jump-diffusion
process and find a forward partial integro-differential equation for the transition proba-
bilities, Kolmogorov’s forward partial integro-differential equation. In Section 6.3, we
consider the case where Z is dependent on a continuous diffusion process X and present
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Kolmogorov’s forward partial integro-differential equation for this case. In Section 6.4,
we show how to apply this result in life insurance, and why it is an important result.
In Section 6.5, we relate Kolmogorov’s forward partial integro-differential equation to
the semi-Markov setup, and see that we obtain the same integro-differential equation
as in [11]. Finally, in Section 6.6 we examine the simple survival model and compare
Kolmogorov’s forward integro-differential equation to the simple forward differential
equation, which we already know. Here we discover the interesting representation of the
forward rate as the expectation of the mortality rate conditional on survival.

6.2 The forward partial integro-differential equation

Let X be a d-dimensional stochastic jump-diffusion in a state space X C R?, defined on a
probability space (2,F,P). We assume that X is a solution to the stochastic differential
equation,

AX () = B(t, X(£))dt + o(t, X (£))AW (£) + dJ(t), (6.2.1)

for all t € [0, T]. Throughout the article, T is some finite time-horizon. Let 5 : R x R% —
R? B e Ch and 0 : R x R — R4 5 € €12, where C™™ is the set of functions that
are n times continuously differentiable in the first argument, and m times continuously
differentiable in the second argument. Let W be a d-dimensional standard Brownian
motion, and J be a pure jump process. Define also p(t,z) = o(t,z)o(t,z)T.

The jump part of X is the pure jump process J. The jump intensity measure is denoted
p:RYx R x RT = R, We assume it exists, that p(R% ¢, x) is bounded for all ¢, z, and
that the compensated process

Fis J(0) —/O /(y X (s=)) u(dy; 5, X (5—)) ds (6.2.2)

is a martingale. Thus, u(dy;t, ) is the measure of the jump destinations of X, and not
jump sizes. Here and in general, when we omit integration bounds we integrate over the
whole domain of the integrand. We use the notation f(x—) = lim, », f(y), and use 74
as the counting measure on the set A.

The process X can be characterised by its infinitesimal generator A;, which is given as,

82

Auf @) = Y iltsa) g @)+ 3 3 i)

+/kﬂwfm»um%a@,
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for suitable functions f € C2. Last, we also define N as the process counting the number

of jumps,
N(t) = #{s € (0,4] | J(s—) # J(5)}.

It follows that N has compensator f(f (R s, X (s—))ds.
The conditional distribution of X is denoted P, and for ¢ > t' and a Borel set A C R% we

write
P(X(t)e A| X(t')=1")=P(t,A;t',2)) = / P(t,dx;t' ).
A

The transition probability can be described by a forward partial integro-differential
equation (PIDE). This result sets the basis for this article.

Theorem 6.2.1. (Kolmogorov’s forward PIDE) Assume that

t
| 3its, X)X () ()
0
is a martingale for all f € C* with compact support. Assume there exists a set X C X such
that %P(t,dx;t’, N, 8(3: P(t,dx;t',2") and Maax P(t,dx;t', 2") exist for alli,j=1,...,d,

allz e X and t e (t',T). Then the transition probability P of X satisfies, for t € (t',T],
the PIDE,

0
aP(ltAztac Z/axl Bi(t,x)P(t,da;t', 2))
Z/ 9290 oz, pl] (t,z)P (t,dx;t/,x’))

+/AC (/A M(dx;t,y)) P(t,dy;t',2')
_/A </AE M(dy;t7x)> P(t,da;t, ),

for any compact Borel set A C X.

(6.2.3)

The notation AC is the complement of the set A.
Remark 6.2.2. The transition probability trivially satisfies the boundary condition

P, At z) = 1a(x).
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This differential equation does not seem to have any agreed name in the literature. If
X is a continuous diffusion process, it is called the Fokker-Planck equation, and if X is
a pure jump process it is often called Kolmogorov’s forward differential equation, and
also the master equation. Since we usually work with Kolmogorov’s forward differential
equation, and consider this a generalisation, we refer to it as Kolmogorov’s forward PIDE.
For more about Kolmogorov’s differential equations and applications in life insurance,
see e.g. [39]. For more on the Fokker-Planck and the master equation, see e.g. [22]. The
following proof is inspired by the calculations in [22].

Proof. Let f € C?, and assume that f has support on a compact set A C X. An
application of It6’s formula yields,

FX(®) = F(X @)
:Lt Zﬁi(s,X(S))afgifS))+;Zpij(57X(S))82f(X(S)) ds

) ! (6.2.4)
+ (f(y) = f(X(s—))) p(dy; s, X(s—))ds

s[5 s xen S aw + ) - )

i

where J(t) = [ (f — f(X(52)) AN () = fy (f(y) = F(X(5-))) p(dy; s, X (s=))ds.
We know that J(t ) is a martlngale. We also have,

[ )Pt dnst @) = ) = BLAX0) ~ K@) X(W) = o],
By insertion of (6.2.4), and using that the last line of (6.2.4) is a martingale, we obtain
/f P(t,dx;t', 2") — f(2')
02f (X(s))
[/ {Zﬁst orXts) | 1 Zpu axiawj}ds

T / [ () = X () s X (5 ))as
:/;/{Zﬁz‘(sax =

piil 8 833]

/t// ) 1(dy; s, 2) P(s,dz; ¥, 2")ds.

X(t) = a:’]

}P(s,d:c;t’,x’)ds
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We differentiate with respect to t, and then apply partial integration to the two first
terms,

675/f P(t,dz;t,2) = Z/& axl P(t,dz;t',z)
+3 Z/ pii(t,) 8%‘2696) P(t, dost, 2')

J

// ) pu(dy; t, ) P(t,dx; t', 2)

— —Z/ f /31 t x) (t7dx;t,7x/))
2

+ B} Z /A f(x)m (pij(t,x)P(t, dx; t/,x’))

// Yu(dy; t, ) P(t, dx; t', 2).

The boundary terms from the partial integration vanishes due to the fact that f(z) =0
and g f( ) = 0 on the boundary of A, since f is C2.

Let f,, € C? be a series of uniformly bounded functions with compact support in X, such
that f, — 14 for n — oco. This yields the result. O

If u(R%t,x) = 0 for all ¢, x, the process X is continuous. In that case, (6.2.3) reduces to
an integral version of the well-known Fokker-Planck equation.

0
o P(t, At &) Z/axz Bi(t,x)P(t,dx; ¢, 2'))

T
+ - Z/ ax¢a$] pzj t fI?)P(t,de-yt , T )) )

In the opposite case, where 3(t,z) = 0 and o(¢,z) = 0 for all ¢, x, the process X is a
pure jump process. In that case, (6.2.3) reduces to an integral version of Kolmogorov’s
forward differential equation, also known as the master equation,

gtP(t At o)) = /Ac (Aﬂ(dx;t7y)> P(t, dy;t',2")

_ /A (/Ac n(dy; ¢, x)) P(t,dx;t',2"),

Assuming that a density exists with respect to some measure, one can differentiate and
obtain the Fokker-Planck respectively Kolmogorov’s forward differential equation.
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In particular the jump part of (6.2.3) is easily interpreted. The positive term leads to an
increasing probability, and it is the probability of being somewhere in the complement of
A and making a jump inside A. The negative term leas to a decreasing probability, and
it is the probability of being somewhere in A, and making a jump to the complement of
A. Jumps solely inside A or AL does not affect the probability.

6.3 The doubly stochastic Markov chain setup

In this section we consider the doubly stochastic Markov chain setup, which can be
considered a special case of the stochastic process X from (6.2.1). We let a set of
stochastic intensities be modelled as a continuous diffusion process. Conditional on these,
we create a Markov chain with these intensities. For simplicity we restrict to the case of
continuous intensities.

Let a finite state space J = {0,...,J} be given. For each k,¢ € J, where k # ¢, we
associate a transition rate t — uge(t, X (¢)). Here, X is a d-dimensional diffusion process
satisfying the stochastic differential equation

dX(t) = B(t, X())dt + o(t, X (2))dW (¢),
where W is a d-dimensional diffusion process and 8 and o are as in Section 6.2. Thus,
the transition intensities uxy are stochastic.

Define now the stochastic process Z on J, and assume it is cddlag. Conditional on X,
we let Z be a Markov chain, with transition rates pge(¢, X(¢)). Define the filtrations
generated by X respectively Z as FX(t) = o(X(s)|s < t) and FZ(t) = o(Z(s)|s < t).
Define also the larger filtration F(t) = FX(t) vV F%(t). Let Ny, be a counting process
that counts the number of jumps from state k to state £,

Niot) = #{s < t|Z(s—) = k, Z(s) = £}. (6.3.1)

The assumption that Z is a Markov chain with stochastic transition rates pge(t, X (t))
means, that conditional on X, the compensated process

Nio(t) — /0 L 2oyt (5 X (5)) ds (6.3.2)

is a martingale. That is, it is a martingale with respect to the filtration FX(T)V F4(t). In
particular, it is straightforward to verify that (6.3.2) is also a martingale unconditionally
on X, that is, with respect to the filtration F(t).

We are interested in finding transition probabilities for the doubly stochastic Markov
chain Z(t),

pe(t;t,2)=PZt) =L Z(t') =k, X({t) =1x). (6.3.3)
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These are dependent on X (¢'); we think of time ¢’ as now, and thus X (¢') is known. We
find this transition probability by first finding the transition probability for the combined
process (Z(t), X (t)). Thus, let P(t,k, A;t', k', 2") denote the transition probability of
(Z(t), X (t)) conditional on (Z(t'), X(t')) = (k’,2’). Considering the (d + 1)-dimensional
process (Z(t), X(t)) as a special case of (6.2.1), we obtain the following result.

Theorem 6.3.1. (Kolmogorov’s forward PIDE for the doubly stochastic setup) Assume
that

/O Bi(s, X ()£ (X (s)) AV (5)

is a martingale for all f € C' with compact support, and that %P(t, k,dxz;t' K 2",
%P(t, k,dx;t' k' x') and #;sz(t, k,dx;t', k', x") exist. Then the transition probability
P(t,k, A;t' k', 2') for k € J and a compact Borel-set A C R satisfy the forward PIDE

0 0
aP(t,k,A;t’,k’,x’) = —Z/ 7 (Bi(t,z)P(t, k,da; ' K, "))

TN AW
+ - Z/amlaxj pzjtl') (t7k,d$’t7k7x))

(6.3.4)
+Z/,ugktx P(t, ¢, dz;t' K, 2)
Gk
/Z,ukgtx P(t,k,dz;t', K, 2),
C0£k

subject to the boundary condition P(t', k, A;t', k', x) = 1—pyla(z).

Proof. We have the dynamics

Z(t)
X(t)

0 0 0
|8 X (1) 0 ot X(t))

for W(t) = (W(t),W(t)), where W(t) is an adapted standard Brownian motion. In
particular, the jump measure fi(d(¢,y);t, (k,x)) of this process is,

ﬂ(d(&y)a t, (ka JI)) = Mk@(tvm) -d (TJ\{k}(E) ® T{x}(y)) :

Now the result follows from Theorem 6.2.1 applied to the process (Z(t), X (t)). O

d dt + AW (t) +

I

dJ(#)
0

Corollary 6.3.2. Assume Theorem 6.3.1 holds and that a density with respect to the

Lebesgue measure exists,

Pt k,dz;t' K 2") = p(t, k,z;t' K, 2') da. (6.3.5)
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Then the density satisfies, for t > t', the PDE

d
0 0
—atp(t,k,x;t’,k’,x’) =— ;1 oz, (ﬁk(t,x)p(t,k,x;t/,k’,x/))

1 92
T N
+2Zlal,zaxj(pZ](t"T)p(tvkwTatvkvx))

Z?]:

(6.3.6)

+ Z ek (ta a:)p(ta ga €3 t/7 k/7 LU/)
leg

- Z Mk@(ta .’L')p(t, k? X tla kla 37/),
eJg

subject to the boundary condition p(t', k,z;t', k', 2") = 1 =) 1 (z=a)-
Assuming we have solved the PIDE (6.3.4) or the PDE (6.3.6), we have the transition

probability for the process (Z(t), X (t)). If we are interested in the transition probabilities
of Z(t) only, (6.3.3), we can integrate over the underlying state X (¢),

pwr(t:t' ') = P(t,k,RG K ') = /p(t, k,z;t' K, o) da. (6.3.7)

Corollary 6.3.2 is a generalisation of Kolmogorov’s forward differential equation. If the
transition rates are deterministic, which without loss of generality can be characterised
as X being constant, we have that §(¢,z) = 0 and o(¢t,z) = 0. In that case, (6.3.6)
simplifies to Kolmogorov’s forward differential equation,

0
ap(tv k;t/’k/) = Z (Mék(t)p(tuga t/’k/) - :U’kf(t)p(t?kvtla k/)) :
LeJ\{k}

Here we removed z,y from the notation in p(s, j, y;t,i,2) and pge(t, x).

6.3.1 Backward partial differential equation

It is well known that a backward PDE exists for the transition probability; since

t B [Lz0)mm| FO] =) 1zm—gpam(sit, X (1)),
7

is a martingale, we can apply Itd’s lemma and set the drift equal to zero. This yields a
PDE in t,z,¢ for py(s;t,x), together with the boundary conditions pex(s; s, ) = 1(—p).
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Proposition 6.3.3. (Kolmogorov’s backward PDE) For ¢ € J, the transition probabili-
ties per(s;t, ) satisfy the backward PDE

0 0?
oPk(sit7) = Zﬁztx pEkSth pr ™) G PO (55 1)
ij=1 (6.3.8)
- Z :uﬁm(ta .%') (pmk(s; ta l’) _pﬂk(s; tax)) )
meJ\{¢}

subject to the boundary condition pe(s; s, ) = 1(—p)-

If the transition intensities are deterministic, which can be modelled by setting S(t,z) =0
and p(t,z) = 0, the first two terms of (6.3.8) disappear, and we are left with Kolmogorov’s
well known backward differential equation.

With the results presented, we have two ways of calculating pyk(s;t, x). Either, we solve
the backward PDE in Proposition 6.3.3, or we solve the forward PDE from Corollary 6.3.2
and integrate over the intensities as in (6.3.7). In the next section about life insurance
cash flows, we see that we need to find pyi(s;t, x) for fixed ¢,t,z and varying k,s. In
that case, the forward PDE seems preferable, as we only need to solve it once. If we use
the backward PDE, we need to solve it for every fixed pair of k, s.

6.4 Life insurance cash flows

Let a finite state space J be given, where the states could be alive, disabled, dead, or
similar. Then, let the doubly stochastic Markov chain Z from Section 6.3 describe the
state of an insured in this state space. To each state k we associate a continuously paid
payment rate by(t), and to each transition we associate a payment, by, (t). We assume
both are continuous functions. The payments of the contract, accumulated until time ¢,
is thus described by the payment process B(t), satisfying

=Y 1z@=mbe()dt + Y bre(t)dNge(t).

keJ kleJ
kAL

We assume that all payments occur before the finite time horizon T, i.e. that bg(s) =
bre(s) = 0 for all k, ¢ and s > T'. This setup constitutes our modelling of the life insurance
contract. Here we let b, and byy be deterministic functions, but we later discuss the
straightforward extension to dependence on the underlying stochastic process X.

We define the cash flow associated with this contract, as the expected payments.

Definition 6.4.1. The accumulated cash flow at time t' conditional on Z(t') = k' and
X (t') =2’ is the function,

Ap(t;t,2') =E[B(t) - B{t)| Z(t') =K, X(') = 2'] .
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Furthermore, if Ap (t;t',2") has a density with respect to the Lebesgue measure,
Ap/(dt; ¥ 2") = ap (¢, 2) dt,
we refer to ag (t;t',2') as the cash flow.

Remark 6.4.2. In the traditional life insurance setup, single payments can also happen
at deterministic time points. In that case, one allows the cash flow to have a density
with respect to a mixture between the Lebesgue measure and a counting measure. An
extension to this more general case is straightforward, but complicates the notation and
is thus omitted from the present article. &

One can now show the following result; a proof in the semi-Markov setup is given in [11],
and the proof in the present setup is essentially identical.

Proposition 6.4.3. The cash flow exists and is given by,

ap (¢, 2') = Z P(t,k,dx;t' K ') (bk(t) + Z e (t, :r)bkg(t)> : (6.4.1)

keg 7 tggg

Given some continuously compounded interest rate r(¢), which we assume to be deter-
ministic, we can calculate the expected present value at time ¢, conditional on Z(t) = k.
This is defined as,

Vi(t,z) = E [ /t ' e~ JirdvaB(o) Z(t) = k, X (t) = x| .

One can show that the expected present value is simply the sum of the discounted cash
flow, which we state in the following proposition.

Proposition 6.4.4. Ifr is deterministic, the expected present value at time t, conditional
on Z(t) =k and X(t) = x is given as

T
Vie(t, x) :/ e Ji T(“’)dwak(s;t,x)ds.
t

The main objective of the actuary is to calculate the expected present value, and this can
be done e.g. by calculating the cash flow first, and then discounting it, as described above.
Another possibility is to calculate it directly, since one can show that Vi(t,z) is the
solution of a backward PDE, similar in structure to the backward PDE for the transition
probability, (6.3.8), see e.g. [15]. However, one is often interested in the cash flow, since it
is convenient for an analysis of the interest rate risk in practice. For example, if one wants
to calculate the expected present value with different interest rates, it is advantageous to
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first calculate the cash flows, which are independent of the interest rate. In particular, if
a large portfolio of insurance contracts is considered, the cash flows can be accumulated
to a single cash flow for the portfolio, which are easily discounted. For calculation of the
cash flow, one needs the transition probabilities, which can be calculated with Corollary
6.3.2.

Remark 6.4.5. Mathematically it is straightforward to extend the current setup such that
the payment functions by and bgy may depend on the value of the underlying process X,
and we can write by (¢, x) and bge(t, ). In that case, the cash flow (6.4.1) would be

ap (t;t,2') = Z P(t,k,dz;t' K, 2) (bk(t, x) + Z Lre(t, )bre(t, x)) .

keg X 12%

<&

Remark 6.4.6. In this section, we assumed a deterministic interest rate r(¢), however a
stochastic interest rate is easily handled if it is independent of the underlying stochastic
process X and Z. For more on stochastic interest rates in life insurance, see e.g. [38] and
references therein. &

6.5 Semi-Markov models in life insurance

If we in the classic life insurance setup, where the transition intensities are deterministic,
extend the setup and allow the transition intensities and the payment functions to depend
on the time spent in the current state, we have introduced duration dependence in the
setup. In this case, Z is a semi-Markov process, and this class of models are popular in
e.g. life insurance. An example of such a model is a disability model with recovery, where
the recovery rate and the mortality as disabled might decrease as a function of the time
spent as disabled. For a treatment of this model, see [11] and references therein.

We construct the semi-Markov model and show that the semi-Markov process is a special
case of the process in Section 6.2. This can be used to present Theorem 6.2.1 for the
semi-Markov process, and in this case it becomes an integro-differential equation. This
result also presented in [11], but the proof of the result is different.

Let Z be a stochastic process on a finite state space J. Define U as the duration in the

current state,

U(t) =sup{s € [0,t] | Z(w) = Z(t),w € [t — s,t]} .
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We assume that (Z, U) is a Markov process. The process (Z, U) may jump, and the pure
jump part can be written as

Jt) =Y

s<t

We denote the jump measure of J(t), as defined in (6.2.2), by a(d(¢,v);t, (k,u)), and it
has a density with respect to a counting measure,

/j(d(& U)? L, (k7 'LL)) = Mkf(tv u) -d (TJ\{k} (6) ® T{0} (’U)) .

Here, J(t) is the jump sizes, and f((¢,v);t, (k,u)) is intepreted as the instantaneous
probability that if we are in state k with duration u, we make a jump to state £ and have
duration v. By the definition of U we always jump to duration 0, so if v # 0 the density
is zero. We interpret uge(t,u) as the transition rate of Z, and it can be shown to satisfy
the relation

pea(t,0) = i <P (Z(t+ ) = 02(6) = k.U (1) = u).

for k # £. We interpret this as the instantaneous probability of a jump of Z from state k
to state £, if we are at time ¢ with duration u.

With Np(t) given by (6.3.1), we can characterise U (t) as

AU (t) = 1dt — U(t—) Y dNe(t).
kleJ
kA0
The first term on the right hand side is the constant increase of U(t) with slope 1, and
the second term states that whenever Z jumps, U jumps to zero. We remark that the
state space of U(s) is [0, s], and, conditional on U(t) = u, the state space for U(s),s >t
is [0,u + s —t].

We define the transition probability
Pt ku;t' K ) =P(Z#t) =k, U@t <ul|Z{t) =K, U{)=1d").

We specialise Theorem 6.2.1 to this semi-Markov setup. Because of the structure of the
process, in particular the fact that the duration process increases identically as time
almost everywhere and possess no diffusion term, we can write it as an integro-differential
equation (IDE). We note, that since %P(t, k,u;t' k' u') does not exist for all u, the
result is not a direct special case of Theorem 6.2.1.



148 CHAPTER 6. A STEP FORWARD WITH KOLMOGOROV

Theorem 6.5.1. The transition probability P(t,k,u;t'. k' '), fort > t', k € J and
u € [0,u' +t —t'] satisfies the forward IDE

o b w' +t—t'
< > Pt kut' K u') = Z/ por(t,0)P(t, £, dv; ' K u')
0

- + -
ot  du e
- (6.5.1)
— [ > et )Ptk dvst K ),
0 veg
O£k

subject to the boundary conditions P(t',k,u;t', k', u') = 1g—pl(w<u) and, fort >t
P(t, k,0;t', k' u') = 0.

The differential equation can be interpreted both as a partial integro-differential equation,
and as an ordinary integro-differential equation. The latter interpretation makes it easy
to solve in practice, and for details on this see [11], where an algorithm is explained. The
theorem is proven in [11], however, we give an outline of how to prove it with the tools
presented in Section 6.2. Theorem 6.2.1 yields the IDE on the interior of the domain, so
what is left is to make sure the IDE also holds on the boundary.

For the proof and subsequent results, we introduce the following notation,

prtt W) =P(Z(@t) =k U@)=u +t—t' | Z{t') =k, U(t') =)

_exp{_/ot_t/z

leg
14k

pre(t +w, v + w)dw}. (6.5.2)

This quantity is the probability of staying in state & from time ¢’ with duration «’ until
time ¢. It is well known that it has the above expression, see e.g. [28].

Proof. (Outline) The first boundary condition follows directly from the definition of the
transition probability. Since, for any ¢, the probability that a jump occurs exactly at
time t can be shown to equal 0, the probability that the duration is equal to zero is zero,
for all ¢t. This yields the second boundary condition.

We first claim that one can show, that on the open set
{(t,u) [ te (', T),ue (0,u +t—1t)},

the partial derivatives %P(t,k,u; t' k' u') and %P(t,k,u; t' k' ,u') exist. This holds,
since probability mass on that set originates from jumps. Thus, from Theorem 6.2.1, the
result holds on this set.

Since P(t,k,u;t', k', u') is right-continuous in u by definition, the result holds for u = 0.
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For u = '+t —t, note that

Ptk +t -t K u) = Ptk +t—t;t K u) — Pt koo +t—t -6t K u)
+ Pt k,u' +t —t' =5t K ),

and let § \, 0 to obtain

Ptk +t -t K u)=PZEt)=kUt) =u +t -t | Z{t) =K, U{t) =)
+ Pt k, (u +t—t)—t' K ).
(6.5.3)

The second term on the right hand side of (6.5.3) satisfies (6.5.1). The first term on the
right hand side is, for k = k’, the probability of staying in state &’ from time ¢’ to ¢, and
from (6.5.2) we know that this probability is of the form

P(Z(t) =k U(t)=u +t—t'| Z(t") =K, U(t") = u') = Lpppypgz(t; 1, 2).

Applying % + a% to both sides, we find that this functions satisfies a linear partial
differential equation of the form (6.5.1).

Since both terms on the right hand side of (6.5.3) satisfy (6.5.1), which is linear, we use
the fact that if two functions satisfy the same linear IDE, each with their own boundary
condition, the sum of of these functions satisfy the same linear IDE, with the boundary
condition being the sum of the two boundary conditions. From this we conclude that
the whole of (6.5.3) satisfy (6.5.1). Thus, the result holds for all u € [0,u + ¢ — ] and
t>t. O

We can partly solve the forward IDE, and obtain the following integral equation, which
is essentially a differentiated version of equation (4.7) in [28].

Proposition 6.5.2. The transition density p(t, k,u;t' k', ), fork € J,u € [0,u/ +t—1'
exists with respect to a mizture of the Lebesque measure and a point measure. For fized t,

P(t, A, B;t' K u) = Z/ p(t k,ust' K u) (du+ dT{u/+t_t,}(u)) .
kA’ B

The density is given by

o fort—t > u, the integral equation

u +t—u—t’
p(t, k,ust' kK u') = Z/ p(t —u, Lot K u ) g (t — u, )
0

eg
02k

X pi(tit — u,0) (dv + drgyrpiu—py (V)
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e else,
p(t, k,ust' K u') = L=y Lt =u—w) Pz (15 t'u').

Proof. (Outline) For t —t' > u, a jump must have occured between time ¢’ and time ¢,
and we argued in the proof of Theorem 6.5.1 that a density with respect to the Lebesgue
measure exists. That the proposed density satisfies the IDE (6.5.1) can be seen by

applying (% + 8%) to
Pt k,ust' kK u') = / p(t, k, vt K ) (dv + dT{ul+t_t/}('l))) ,
0

and where the proposed density is inserted.

For the second part where t — ' < u, a jump cannot have occurred after time ¢, and we
must have stayed in the initial state. Then the result is known from (6.5.2). O

We interpret the terms of the density. As was argued in the proof, the last part is the
probability mass originating from the initial state, and is simply the probability of having
made no jumps. The probability mass in the first part is all jumps into state k happening
at time t — u. Inside the integral, we see the probability of being in a state ¢ at time
t — uw with a duration v, multiplied with the probability of a jump to state k, which is
again multiplied with the probability of then staying in state k& from time ¢ — u to time t.
Then we simply sum over all states £ and all durations v.

6.6 The survival model and the forward mortality rate

Common for the forward differential equations stated in this paper, is that they are for a
Markov process; however, if we are mainly interested in Z alone, is it then possible to
find a forward differential equation for the marginal transition probabilities for Z7 In
this section, we adopt the doubly stochastic Markov chain setup from Section 6.3, and
we consider a simple model. In this model, we already know that a forward differential
equation for the transition probabilities of Z exists and it depends on the so-called
forward mortality rate. We investigate how our forward differential equation relates to
this.

Consider the 2-state survival model J = {0, 1} with the only non-zero transition rate
being from state 0 to 1, which is denoted p(t, X (¢)). State 0 corresponds to being alive,
and state 1 corresponds to being dead, and we refer to u(t, X (t)) as the mortality rate.
We assume that X is a 1-dimensional diffusion process, and that W is 1-dimensional.
Further, we assume that the transition density for (Z(t), X(¢)) exists on the whole state
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space, and is given by (6.3.5). Recall also the density for Z given by (6.3.3). We have
the relation

prr(t;t a') = /p(t,k,x;t’,k’,x’)dx.
The forward mortality rate fy(t) is defined as the function satisfying the relation

poo(t;t, X () =E [e— I (s, X (s)) ds

X(t), Z(t) = o} = e~ Jifv(s)ds, (6.6.1)

One can furthermore show under Assumption 6.6.3 below, that

t
por (B, X () = F { / e~ Ji X () duy g X (5)) ds
t/

t
:/ e~ Jufudur, (g)ds.
t/

X, Z({t) = 0}
(6.6.2)

It is simple to show by (6.6.1) and Jensen’s inequality, that forward rate is not simply
the expectation of pu(t, X(t)). In fact, if u(¢,x) is increasing in z, and the distribution of
w(t, X (t)) is not degenerate, we have

fo(t) <E [u(t, X (1) X (), Z(t) = 0], (6.6.3)

because of the convexity of z — e™*. If we did not know this, we could be led to believe
that the forward mortality rate could equal the expected mortality rate, which could
make sense intuitively. This is not the case, but as the following theorem shows, we can
actually write the forward mortality rate as the expected mortality rate, conditional on
survival.

In the particularly simple case of this section, we can find differential equations for pgg
from (6.6.1) and (6.6.2),

Spolt: X () = ~FoOpoo(t:t', X(7)),

Sponltst', X() = fulOpoolts £, X (1),

with boundary condition poy(#';t',2) = 1(3—0). The PDE from Corollary 6.3.2 is also

(6.6.4)

a forward differential equation, albeit that it includes the distribution of X. If one
integrates over x in (6.3.6), as we do in the first proof of Theorem 6.6.1 below, the
following differential equations can be found,

Spooltst' ') = — B [ut, X()| 2(0) = 0, (2, X)(¢) = 0,&')] ol ., 2),

%pm(t;t’w') =E [u(t, X(1))| Z(t) = 0,(Z, X)(t') = (0,2)] poo(t; ', 2').

Comparing the two systems of differential equations, we obtain the following theorem.
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Theorem 6.6.1. Under Assumption 6.6.2 or Assumption 6.6.3, the forward rate has
representation

fot) =E [u(t, X(1)| X(¥), Z(t) = 0] .

We note that we don’t have to condition on Z(¢') = 0 since this is necessarily true if
Z(t) = 0. We present two different proofs, each with their own set of assumptions.

Assumption 6.6.2. For all t, assume that E[| X (t)|| (Z, X)(t") = (0,2")] < oo, and that
B(t,x) € O(x), p(t,z) € O(z?), %p(t,x) € O(x), for x — +o0o. Furthermore, assume
there exists K > 0, such that for v < —K and x > K, p(t,k,z;t', k', 2') is convez in x
and

0 _
T %p(t, k,x;t' K 2') e O (1‘ 1) ,

for x — +o0.

A brief word on Assumption 6.6.2: The three asymptotic assumptions on 3(¢,x), p(t,x)
and a%p(t, x) can with a few calculations be seen to follow from the usual Lipschitz
condition on B(t,z) and o(t,x) = /p(t, z) that ensures the existence of the stochastic
process X. We further assume that the density is convex for large |z|, which is satisfied
for all the usual distributions. The last assumption, that %p(t, k,z;t',0,2") € O (q:_l),
does not restrict us in practice; see for example from the proof below that

/K ngcp(t,k,x;t’,o,x')dx < 0.

Thus, if e.g. %p(t, k,x;t',0,2') = 71, the integral would be far from finite, so intuitively,
8%p(zﬁ, k,x;t',0,2') is small compared to x_l; the assumption simply safeguards us from
erratic behaviour.

Assumption 6.6.3. For each t, assume that there exists an open set Jy containing t,
such that

X, = sup <e— ff?#(u,X(U))duM(S’X(S)))
seJy

has finite expectation.

For the first proof, we use Assumption 6.6.2, and then we compare the two forward
differential equations, which is the one from Corollary 6.3.2 and (6.6.4).
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Proof. (First proof of Theorem 6.6.1) We insert into the PDE (6.3.6) from Corollary
6.3.2, and integrate over x,

9 Yy / _ g Ly /
[ gttt 0. do = = [ £ (5(e.)pte, kit 0.09) do
Ll
2 ) Ox?
+ / (1(k:1) - 1(k:0)) /L(t,!l?)p(t, 0,1’;t/, va/) dx

= — [B(t, 2)p(t, kst 0,2")] = (6.6.5)

(,o(t, x)p(t, k,x; ', 0, m’)) dx

o0

1 0 L ,
+5 [p(t, z) bt k@t 0,2 )} N (6.6.6)

o

1 4 / i
+ 3 [p(t, k,z;t', 0,2 )axp(t,x)} (6.6.7)

—0o0

+ (1(k:1) - ]-(k:())) /M(ta$)p(t7 O,CL';t/, O,LE/) dz. (668)

Assume first that (6.6.5), (6.6.6) and (6.6.7) equal zero. Then (6.6.8) is the only non-zero
term. Using that (k,z) — p(t, k,z;t',0,2’) is the density of (Z, X)(t) conditional on
(Z,X)(t') = (0,2'), and that k — pox(t;t’,2) is the corresponding marginal density of
Z(t), we have that

p(t7 07 a:.; tl? 07 x/)
poo(t;t!, ")

T —

is the conditional density of X (¢) given both Z(t) =0 and (Z, X)(¢') = (0,2). Thus, we
can rewrite (6.6.8) to
8 / / / / / /
apgo(t;t » L ) =—E [:u(tv X(t))| Z(t) =0, (Z, X)(t ) = (O7x )] poo(t;t y L )7
0
Sppo (1 @) =B [p(t, X ()| 2(1) = 0,(Z, X)(t') = (0,2")] poo(t; ¥, ).

Comparing with (6.6.4), the result is obtained.

For the rest of the proof, which is to show that (6.6.5), (6.6.6) and (6.6.7) equal zero, see
the appendix. O

We present an alternative proof, which avoids the differential equations. Here we use

Assumption 6.6.3.
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Proof. (Second proof of Theorem 6.6.1) We consider the expectation of the survival
indicator multiplied with the transition rate. First,

E [1(z()=oyp(t, X }X Z(t") = 0]
=E[E [1<Z<t>0|f () ] ( )| X (), Z(t') = 0]
:E[ ft/usX(s ds )‘ ):0]

9 — [% (s, X (s))ds / no_
_—aE{ t X(t),Z(t)_O}
_ _ae— ftt/ fur(s)ds

— e Jidr (s p, ().

Here we could interchange differentiation and expectation by Assumption 6.6.3. Second,
we begin with the same quantity, but perform another calculation,

E [1(z0)=0)u(t; X ()| X(¢), 2(1") = 0]

1
= Z =i | X(t), Z(t') = 0) E[1(z0=o)p(t, X(1))| X(t), Z(t') = 0, Z(t) = i]

[e=]

=poo(t;t X () E [ut, X(1) | X(), Z(t) = 0],

which, with (6.6.1), yields the result. O

We can interpret the theorem in the following way: The forward rate is the expectation
of the transition rate, given the fact that we have not yet made the transition. The
inequality (6.6.3) also makes sense intuitively: If we condition on being alive, then we
might infer that the mortality rate u(t, X(t)) is probably small rather than large, and
hence the expectation conditional on being alive is smaller than if we do not know.

6.7 Dependent forward rates as expectations

This section does not appear in [9], but is added for this PhD thesis. It contains a
last-minute addition, and may not be as polished as the rest of the thesis. In this section,
we generalise Theorem 6.6.1, and find a relation with the dependent forward rates from
[8] (Section 5.4 in this thesis).

We adopt the setup from Section 6.3, so let X be a d-dimensional diffusion process
satisfying the stochastic differential equation

dX(t) = B(t, X(£))dt + o(t, X (£))dW (2).
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We consider the state space J = {0,1,...,J}, where the only non-zero transition rates
are puo;(t, X (t)) for: = 1,2, ..., J. This can for example be interpreted as a survival model
with multiple causes of death. The transition rates are dependent on the underlying
diffusion process X, and thus Z is a doubly stochastic Markov chain. In particular, the
transition rates may be dependent.

In this setup, the transition probabilities can be written as

poo(t;t', X (t)) =E {e— [ 0y poe(s,.X (s)) ds X, z(t) = 0}

— [l 1 (6.7.1)
=e ft/zizlftl(S)dS,

t
pou(tst X () =B | [ e S mits Xty (5, 3 (5)
t/

X, Z({t) = 0}

t
:/ e Jv S £ () d“ftlf(s) ds.
t/

(6.7.2)
for k = 1,...,J. Here, ftlf(t) are the dependent forward rates. The definition of
dependent forward rates, Definition 5.4.1, is only for affine transition rates, however,
from the discussion following Remark 5.4.2, we see that the dependent forward rates
could equally be defined as the functions that satisfy (5.4.3), which is identical to (6.7.1)
and (6.7.2) in our setup. In that way, the dependent forward rates are defined for both

affine and non-affine transition rates. It is noted that we do not allow for a stochastic
interest rate that is dependent on the transition rates.

Following the reasoning in Section 6.6 leading up to Theorem 6.6.1, which is carried out
in the first proof of that theorem, we obtain the following.

Theorem 6.7.1. Under certain reqularity conditions, the dependent forward rates have
representation

(1) = E [nok(t, X ()| X(¢'), Z(t) = 0],

fork=1,...,J.

We present an outline of the proof and in particular we do not precisely state the regularity
conditions. The proof is basically identical to the first proof of Theorem 6.6.1.

Proof. (Outline) By differentiation of (6.7.2), we obtain

ot £, X (W) = Fhpo(t:t', X(7)), (673



156 CHAPTER 6. A STEP FORWARD WITH KOLMOGOROV

for k =1,...,J. From Corollary 6.3.2 we have (6.3.6), and by integration over x, this
yields, for k=1,...,J,

d
—por(t; ', 2) = aat/p(t,k:,x;t’,(),x') dz

dt
)
- _Z/ﬁx» (Br(t, 2)p(t, k, 2:1',0,27)) du (6.7.4)
i=1 ¢
1 & 92
_ - .. ! /
+/MOk(t,x)p(t,O,x;t’,O,x’) dz. (6.7.6)

Similar to in the first proof of Theorem 6.6.1, we claim that the lines (6.7.4) and (6.7.5)
can be shown to equal zero under certain regularity conditions. Further, using that
p(t7 07 x7 tl? 07 x/)
poo(t; t', ')

is the conditional probability density of X (¢), conditional on X (¢') = 2’ and Z(t) = 0,
we can write (6.7.6) as

%P%(f; t',x") =B [por(t, X ()| X (') = 2', Z(t) = 0] poo(t; t', 2").

Comparing this with (6.7.3), the result is obtained. O
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6.A Completion of the proof of Theorem 6.6.1

Here we complete the first proof of Theorem 6.6.1, and we recall that we use Assumption
6.6.2.

Proof. (Last part of first proof of Theorem 6.6.1) We show that (6.6.5), (6.6.6) and (6.6.7)
equal zero. For (6.6.5), see that for = large there exists b > 0 such that,

0 S |6(t7 x) |p(t7 k? ZC; tl? 07 'ZU/) S b’$|p(t7 k? x; t,? 07 x/) —> 07

for z — oo. For the limit, we used the assumption [ zp(¢, k,z;t',0,2")dz < oo with
Lemma 6.A.1 to conclude that xp(t, k,z;t',0,2") — 0 for  — oco. The same argument
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for x — —oo allows us to conclude that (6.6.5) equals zero. Since a% p(t, z) is bounded
similarly to (¢, x), we also conclude that (6.6.7) equals zero.
For (6.6.6), apply integration by parts to see that

[o.¢]
oo>/ xp(t,k,x;t',0,2") dz
K

1 1 [ 0
= [Q:L'Qp(t, k,x;t/,O,x/)]K + 2/}( z? <_8mp(t’k’x;t,’0’$,)) dz.

Since both terms are positive, we conclude that the latter is finite. Again, by Lemma
6.A.1, we conclude that

0
xzap(t, k,xz;t',0,2') — 0,

for # — co. Using this and that there for large z exists b > 0 such that p(¢,z) < bx?, we
obtain

0
0< 'p(t,a;)axp(t, k,x;t',0,2")

0
< be 7]?(75,]?,3?;?5,,0,1'/) — Oa
1y

0

for  — oo. By the same argument for x — —oo, we conclude that (6.6.6) equals zero. [

The following lemma was used for the proof.

Lemma 6.A.1. Let f : R — R and K > 0. Assume that for all x > K, f'(z) exists,
fl(z) <0 and f(z) > 0. Let k € N. If [ ¥ f(z)dz < oo and f(z) € O (z7F1), then
¥ f(x) = 0 for x — oc.

Proof. We prove the contrapositive statement, so assume that z* f(x) /4 0 for £ — co.
Then we can choose an € > 0 such that

VN >03z > N:a2"f(z) >e. (6.A.1)

The idea of the proof is to use that z¥ f(z) infinitely many times becomes larger than
e to show that [ 2 f(2)dz = co. Since f(z) € O (z7*1), we can choose L > K and
¢ > 0 such that f(z) < cx™**! for > L. Then,

d

P (:Ekf(."l:)) = (k::nk_lf(:z;) + xkf'(x)> < ka1 () < ke

Define now § = £, zo = inf{z > L | 2" f(z) > €}, and then recursively

z, = inf{x >z, 1 +6 | 2 f(x) > e},
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for all n > 1. By (6.A.1), x,, is an infinite sequence. Now see, that for n > 1,

/5 Hiwas = [ (e 7 () dy> "

Tn—0
@n o 1, 1
> €— kedy | dz = de — =0“kc = —¢d.
—) T 2 2

Since the intervals (z,, — 0, x,] are disjoint, we obtain

/ooxkf(x)da:Zi/xn azkf(m)deilEé:oo.
n=1"%n—0 n=12

K
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