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Abstract

While extensive literature exists on the valuation and risk management of financial guarantees embedded in
insurance contracts, both, the corresponding longevity guarantees as well as interactions between financial and
longevity guarantees are often ignored. The present paper provides a framework for a joint analysis of finan-
cial and longevity guarantees and applies this framework to different annuity conversion options in deferred
unit-linked annuities. In particular, we analyze and compare different versions of so-called guaranteed annuity
options (GAO) and guaranteed minimum income benefits (GMIB) with respect to the value of the option and
the resulting risk for the insurer. Furthermore, we examine whether and to what extent the insurance company
is able to reduce the risk by typical risk management strategies. The analysis is based on a combined stochastic
model for both, the financial market as well as future survival probabilities. We show that different annuity
conversion options have significantly different option values and that different risk management strategies lead
to a significantly different risk for the insurance company.

Keywords: financial risk, longevity risk, guaranteed annuity option, guaranteed minimum income benefit, val-
uation and risk analysis of embedded guarantees
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1 Introduction

In a pure unit-linked deferred annuity, premiums are typically accumulated in one or several funds
until some retirement date at which the policyholder can either receive the account value as a lump
sum or convert it into an annuity at then prevailing annuity rates. The resulting annuity payments
depend on the fund value at the policyholder’s retirement date and on then prevailing interest rates
and mortality expectations (which determine the conversion rate). In particular, at the start of the
deferment period such contracts do not guarantee a minimum annuity amount. Therefore, insurance
companies often add certain guarantees to deferred unit-linked annuity contracts in order to increase
customer acceptance. Furthermore, in some countries (e.g. in Germany), certain guarantees are even
required to qualify for tax advantages.

For these reasons, a variety of different forms of annuity guarantees within unit-linked deferred an-
nuities are being offered in many markets worldwide. Typically, such guarantees constitute complex
embedded options with a payoff that depends on the development of the underlying fund, interest
rates, and mortality. Nevertheless, these guarantees can differ significantly with respect to both, their
value at the start of the deferment period and their ‘character’, i.e. the question whether they are
predominantly equity, interest or mortality options. As experienced in the UK during the late 1990s,
such options (due to long contract terms of commonly several decades) can become unexpectedly
valuable and a potential cause for an insurer’s insolvency (cf. Boyle and Hardyl, 2003)).

In this paper, we consider three different types of annuity conversion options. The first one, the
guaranteed annuity option (GAO), guarantees the policyholder at the start of the deferment period a
certain minimum conversion rate that will be applied at the end of the deferment period to convert the
account value into a lifelong annuity. The second option is a limited GAO. It reduces the insurer’s risk
by defining a maximum account value up to which the guaranteed conversion factor at most applies.
Any fund value above this amount can only be annuitized at then prevailing rates. The third option
type, a so-called guaranteed minimum income benefit (GMIB), is often offered within variable annu-
ities in the US. This option guarantees the policyholder at the start of the deferment period a minimum
amount for the lifelong annuity which is, in particular, independent of the development of the fund
value. With this guarantee, at the retirement date the policyholder can choose between receiving the
guaranteed annuity, converting the account value into a lifelong annuity at then prevailing rates, and
taking the account value as a lump sum.

We use a combined stochastic financial and mortality model to analyze the value of and the risk re-
sulting from these three annuity conversion options for insurance companies. We particularly consider
the effect of different risk management strategies.

During the last decade, several authors have addressed the valuation of GAOs. For example, [Boyle
and Hardy (2003), Ballotta and Haberman (2003), and [Van Haastrecht et al.  (2010) derive explicit
formulas for the market price of GAOs. In particular, [Van Haastrecht et al. (2010) assume stochastic
volatility for the equity price and apply a one-factor as well as a two-factor Gaussian interest rate
model in order to compare the resulting GAO prices. However, the above authors’ analytical approach
is only possible when we assume deterministic survival probabilities and then interpret GAOs as call
options on coupon bonds.

Meanwhile, there seems to be a broad consensus that the future development of mortality cannot
be forecast with sufficient precision and thus needs to be modeled stochastically, too (cf. Currie et al.,
2004). Thus, among others, |Milevsky and Promislow|(2001), Bitfis and Millossovich! (2006), Ballotta
and Haberman| (2006) (which is an extension of |Ballotta and Haberman, 2003), and Schrager| (2006)
not only model equity and interest rates as stochastic processes, but they also project future survival
probabilities by means of so-called spot force models in order to adequately price GAOs. There



also exists some literature on the valuation of GMIBs, commonly in the general context of pricing
guarantees within variable annuities, as e.g. Bauer et al.| (2008b), Marshall et al. (2010), and Bacinello
et al. (2011)).

However, in order to assess the insurer’s risk implied by annuity conversion options such as GAOs
and GMIBs, knowing the option’s value is not sufficient, in particular, when the corresponding risks
cannot be completely hedged. Therefore, an analysis of the risk associated with annuity conver-
sion options in a stochastic model that combines the financial market as well as mortality seems
worthwhile. In our paper, we analyze the insurer’s risk and examine whether and to what extent the
insurance company is able to reduce the risk by risk management strategies typically used in prac-
tice. In our combined stochastic financial and mortality model, the financial market is modeled by a
one-factor Cox-Ingersoll-Ross model for the interest rates and a geometric Brownian motion for the
fund value, while for projecting the survival probabilities a slightly modified version of the forward
mortality model proposed by Bauer et al.|(2008a) is used.

The remainder of this paper is organized as follows. In Section[2] we specify the combined financial
and mortality model. Section 3|introduces the insurance contract and the considered annuity conver-
sion options, as well as the considered risk management strategies and risk measures. In Section[d] we
present the results of our numerical analyses including several sensitivity analyses. Finally, Section[5]
summarizes and concludes.

2 Financial market and mortality model

For the remainder of this paper we fix a finite time horizon 7™ and a filtered probability space
(Q,F,F,P) with F = (F;)o<t<r~ satisfying the usual conditions of right-continuity and P-
completeness. Throughout, F; describes the total information available at time ¢. We assume
to be trivial and set /' = Fp~. Additionally, all processes introduced below are assumed to be adapted
and of bounded variation. In what follows, we introduce the two components of our stochastic model:
the financial market and the mortality model.

2.1 Financial market

We consider a financial market where the only primary tradeable assets are a bank account, zero

coupon bonds with any maturity 7" € [0, 7*], and a fund. We assume that trading takes place contin-

uously, without any transaction costs or spreads, and all assets are assumed to be perfectly divisible.
The bank account B(t) evolves according to the differential equation

dB(t) = r(t)B(t)dt, B(0) = 1,

where 7(t) denotes the short rate at time ¢. Following (Cox et al. (1985), the P-evolution of the short
rate is modeled as a mean-reverting square root process

dr(t) = k(0 — r(t))dt + op\/r()dW" (t), 7(0) > 0,

with P-Brownian motion (W (t))o<i<r+. The parameters «, 6 and o, are positive constants, ~ de-
scribing the speed of mean reversion, 6 the long-run mean level, and o, the volatility. For 2x6 > o2,
the short rate remains strictly positive.

In Section we specify our choice of risk-neutral measure Q such that the Q-dynamics of
(r(t))o<t<7+ again follow a square-root diffusion with risk-neutral parameters &, 6 and &,. There-
fore, the price at time ¢ of a zero coupon bond with maturity 7" equals (cf. Brigo and Mercurio, 2006,
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The fund value process (S(t))o<:<7+ follows a slightly modified geometric Brownian motion with
P-dynamics

dS(t) = (g +r(1)S(t)dt + osS(t)dW?5(t), S(0) > 0.

Compared to a standard geometric Brownian motion the drift is not constant, but given by
the F-adapted process u(t) = Mg + r(t), 0 <t <T* where \g denotes the equity risk pre-
mium. Again, og > 0 is the volatility and (W¥9(#))o<i<7+ a P-Brownian motion. Let the pa-
rameter p € [—1,1] characterize the correlation between W" and W?°. Then, by means of a P-
Brownian motion (W*" (#))o<;<7~ independent of (W (t))o<s<7+, we can specify W5(t) = pW" (t)+
V1= pW*5(t), t € [0, T*]. Note that later on we are only interested in the fund value at maturity 7',
but not in the whole path in between. Thus, it seems sufficient to choose this rather simple fund value
process.

2.2 Mortality model

We consider a homogeneous portfolio of policyholders aged z at time 0. Let 7% € (0,7%], i € N,
denote the random residual lifetime of the -th policyholder as seen from time 0. All residual life-
times are modeled as [F-stopping times. In the following, we distinguish between the information on
the financial market and the death probabilities on the one hand, and the information on the actual
occurrence of death on the other hand. Both information flows are modeled by strict subfiltrations
G and I of T, respectively, and we assume that F = G V I, ie., 7, = G, VZ, forall t € [0,T%]. In
particular, the survival information I is given by Z, = \/, .y Z{, t € [0,7%], where

IZ = 0{]]-{7-jc§s}>0 <s< t}

is the smallest filtration with respect to which 7 is a stopping time.

In the following, all equalities between random variables are in the almost sure sense. We as-
sume that the residual lifetimes are conditionally independent and identically distributed given the
o-algebra Gr-. The conditional independence implies that once the information on the environment
carried by G is taken into account, the residual randomness in the residual lifetimes is independent
across individuals (cf. Biffis et al., 2010, p. 288). The assumption of identically distributed random
variables given G- implies that for all 7, j € N

E" (P (7. <t|Gr)

Gs) = E° (P (77 < t|9r)

gs) ,
and by the tower property of conditional expectations we get
P(7i <t|G,) =P (i <t|G,) 2.1

forany s, t € [0, T*]. Both assumptions, the conditional independence as well as the conditional iden-
tical distribution, are quite natural. In particular, it directly follows that {1 -4, i € N}, t € [0,77],
is again a sequence of Gp«-independent random variables with the same conditional distribution.



A conditional version of Kolmogorov’s strong law of large numbers then yields (cf. Majerek et al.,
2005, p. 154)

1 & P-a.s.
52111{7;%} —5 P (7 > t|Gr) (n— o0). (2.2)
Finally, we come back to the filtration [F. It can be shown that for all ©+ € N (cf. Bielecki and
Rutkowski, 2004, p. 145)
, P(7i>T|G)
P(r.>T|F)=1isn——"7-.
(Tx ‘ t) {ri>t} P(7i > t|G)
Defining 7, := 7., equation (2.1) implies that P (7% < ¢|G,) = P (7, < t|G,) for all ¢ € N. Thus,
it is sufficient to solely model the random probabilities P (7, > T'| G;), ¢, T € [0,T*]. For this, we
use a so-called forward mortality model which provides at any future time ¢ a forward mortality table
considering any maturity 7" such that nested simulations can be avoided later on. In addition, such a
model implicitly allows for changes in the future mortality trend expectation since it becomes random,
too. We follow Borger (2010) and apply a slightly modified version of the forward mortality model
introduced by [Bauer et al.| (2008a) and |Bauer et al.| (2010}, and refer to it as the BBRZ model. In the
following, we require that the forward force of mortality with maturity 7" as from time ¢ for a person
aged x at time 0,

(2.3)

0
p(t, T, z) = ~a7 logP (1, >T|G), (2.4)

is well defined. Then the BBRZ model assumes that, for any fixed (7, x), the P-dynamics of the
process (pu(t, T, x))o<i<7+ are given by
du(t,T,z) = a(t, T, z)dt + o(t, T, x)dW*(t), n(0,T,x) >0, (2.5)

where «a(t, T, x) denotes the drift, o(¢,7,z) a 6-dimensional volatility vector and (W*(t))o<t<r~
a 6-dimensional P-Brownian motion. We assume that WW* is independent of W" and W*°" which
corresponds to the assumption that mortality and the financial market are independent. The drift term
a(t, T, x) has to satisfy the condition (cf. Bauer et al., 2008a, p. 176)

T
alt,T,z)=0(t,T, x)/ o(t,s,x) ds, (2.6)
t

so that a(t, T, x) is already implicitly given by the volatility structure o (¢, T, x). Furthermore, from
definition (2.4) it directly follows

]P) (Tx > T| gt) =e fOT u(t,u,x)du’
which, inserting the dynamics (2.5), yields
P (Tz > T| gt) —e fOT (M(O,u,ﬂc)-I—f(;5 a(s,u,z)ds—&-fot U(Sauw)dW“(s))du e

—P (Tm > T) e fOT(fOt oa(&u,:z:)ds—i—f(;5 o‘(s,u,x)dW“(s))du'

This implies that for determining the probabilities P (7, > T|G;), t,T € [0,T*], we actually do
not have to specify the forward forces of mortality. Instead, given (2.6), it is sufficient to know the
volatility structure o (¢, 7', x) and the best estimate survival probabilities IP (7, > T") at time 0. The
volatility structure as suggested by Borger| (2010) is given in Appendix [A] The best estimate survival
probabilities are taken from the generational life table DAV 2004 R (cf. Deutsche Aktuarvereinigung
(DAV), 2005).



2.3 Change of measure

Assuming the absence of arbitrage, we can find a probability measure (Q which is equivalent to [P and
under which all discounted price processes are martingales. Since the biometric risk is not tradeable
in our financial market, the market is incomplete and the risk-neutral measure Q is not unique (for a
further discussion, cf. Mgller and Stetfensen, 2007, p. 147).

Lety(t) = (-(t), vs+(t), vu(t)) , 0 <t < T™, be a G-adapted process of bounded variation. Define

)= e {= [t -} [ Inwlia,

where W (t) := (W"(t), W9 (¢), W”(t)T)T is a P-Brownian motion by definition, and assume

o (e {3 [ ol <o

that is, Novikov’s condition is satisfied. Then, QQ defined by its Radon-Nikodym denvatlve = L(T")
is a P-equivalent probability measure on (2, F) (cf. Shreve, 2004, p. 33/34), and by G1rsanov s theo-

— S ~ T
rem, the process W (t) = (W’"(t), WS (1), W“(t)T> defined as

W(t) = W(t) + /O t v(u) " du (2.8)

is a Q-Brownian motion. In particular, the components W’”(t), WS (t) and W“(t) are again inde-
pendent Brownian motions now under Q. This implies that the independence of the financial market
and mortality is preserved under Q. Note that by our choice of v we implicitly assume that the mar-
ket is risk-neutral with respect to unsystematic mortality risk which is motivated by the law of large
numbers (cf. equation (2.2))).

Now we need to specify () such that Q is also a martingale measure. Imposing the restriction

Vs« (t) = \/%pg (i—j — pr(t ))

uarantees that (3% o<t<7+ 18 a Q-martingale (cf. Graf et al., 2010, p. 25). However, neither the
g B(t)/0<t< g p

discounted price process of B(t) nor of P(¢,T) imply additional conditions. Thus, we choose ..(t)
and +,(t) under practical aspects. In order to preserve the square-root process of the short rate un-

der Q, we assume 7,.(t) = A\.\/7(t), A\, € R, as proposed e.g. by Brigo and Mercurio| (2006, p. 65).
Altogether, this results in the following Q-dynamics of r(t) and S(¢):
dr(t)
dS(t)

(6 — r(t))dt 4 op/T(E) AW (t), r(0) > 0,
r(t)S(t )dt +0sS(H)dWS(t), S(O) > 0,

wherews( —pW’” ++/1—p WS* ,t€[0,T*],and K = Kk + A0, 0= . A possible
approach for specifying v, (t) is prov1ded in Bauer et al.| (2010, p. 141/142). Instead ‘of explicitly
defining 7,(t), they assume a time-constant Sharpe ratio A, € R and deduce that

o(t,T,x)7u(t) = Aullo(t, T, ).



The choice of this rather simple risk process is motivated by the fact that there is still no information
available on the structure of the market price of longevity risk.

Finally, risk-neutral survival probabilities Q (7, > T'| G;) , t, T € [0,T*], can be derived from their
P-counterparts as follows. Since QQ is equivalent to P, the convergence from also holds under Q.
Thus, the conditional dominated convergence theorem (cf. Koralov and Sinai, [2007, p. 182) yields

1 n
Q .
2 (55 Lirisn
=1

Since the residual lifetimes are assumed to be identically distributed given Gz~ under P, this holds
under Q as well, and the left-hand side of (2.9)) no longer depends on 7. Thus, we obtain

gT*> B P (1, > Gre) (= 00). (2.9)

1 n
Q(7 > t|Gr) = lim E® <ﬁ > sy gT*) B p(r, > 16r) Qas. (2.10)
=1

for all t € [0, T*|. The risk-neutral survival probabilities can now be calculated via (cf. Bauer et al.,
2010, p. 141)

Q(7 > T|6) EEY(P (7, > T|Gr-)| G))
D po <e—f5 (st () s (s ,0) AW (5) )
3

o)
)

« elo [ o(sua)yu(s)dsdu

_ EIP (6_ fOT (u(t,u,x)—i—ft" asu,z)ds+ [ U(s,u@)dW“(s))du

« elo [ o(sua)yu(s)dsdu

—P (Tm > T‘ gt) efOT I U(s,u,x)'m(s)dsdu,

since WH(t) = WH(t) + fot v, (u)du is a Q-Brownian motion and o (¢, T, ) = 0 for any ¢t > T Note
that the equations actually hold for any deterministic choice of ,,(t).

3 Liability framework

3.1 General setup of the insurance contracts

We consider different unit-linked deferred annuities that are issued at time ¢ = 0 to the homogeneous
portfolio of z-year-old policyholders introduced in Section [2.2] At inception of each contract, the
policyholder pays a single premium F, which is invested in a fund with unit value S(0) at time
t = 0. We assume that the policyholder neither pays additional premiums nor makes withdrawals or
surrenders during the term of the contract. For the sake of simplicity, we also ignore any ongoing fees
associated with the annuity contract. Denoting the policyholder’s account value at time ¢ by A(¢), this
implies that A(t) = A(O)% as long as the money is invested in the fund. In case of pre-retirement
death, the beneficiaries receive the entire current account value and the contract is terminated.

The deferment period ends with the policyholder’s retirement at time 7'. The policyholder then
has the choice between taking the current account value A(7") as a lump sum, annuitizing it at then
prevailing rates, or choosing a guaranteed annuity by exercising an annuity conversion option. Since
the first two alternatives have the same value, in what follows we only consider the choice between



the account value A(7") and the guaranteed annuity. The difference between the considered contracts
are the guaranteed annuities. They vary from contract to contract and thus define different annuity
conversion options as described in more detail in Section [3.2] With respect to the policyholder’s
choice, we always assume a financially rational behavior which means that the annuity conversion
options are exercised if and only if they are in the money. Besides, all annuities are paid annually in
advance throughout the remaining lifetime of the insured.

In addition to the option types, we consider different pricing and hedging strategies of the insurance
company. We distinguish whether the insurance company charges a fee for the annuity conversion
option or not and whether the fee, if any, is used for hedging or just invested into a bank account (see
Section [3.3)). Finally, in Section [3.4] we specify the option values and the quantity on which our risk
analyses are based, namely the insurer’s loss.

3.2 Annuity conversion options

Before we specify the considered annuity conversion options, we determine the time-7" value of an
immediate lifelong annuity starting at time 7" and paying the policyholder an annuity of unit amount
annually in advance. Assuming some finite limiting age w < 7™ beyond which survival is not possible
(a.s.), 1.e. 0 < 7, < w — z, the risk-neutral valuation approach yields an annuity value of

w—(x+T)—1 -
EQ Z e I T(S)ds:n'{Tz>T+k} Fr
k=0
w—(x+T)—1
= Y  P(I.T+k)Q(r>T+k|lFr)
k=0
w—(z+T)—1
Q(7: > T + k| Gr)
— 1, P(T,T +k —: 1o a(T).
{ >T} kgo ( ) Q(Tx >T‘gT) { >T} ( )

The first equation follows from the assumption that the financial market is independent of mortality
and the second equation from the analog to equation under Q. Note that, aside from the indi-
cator function which indicates the survival until time 7, this annuity value is almost surely the same
for every policyholder of the homogeneous portfolio. Thus, it is sufficient to consider a(7") whose
distribution is implied by the models introduced in Section [2]

Guaranteed annuity option (GAO)

A guaranteed annuity option gives the policyholder the right to annuitize the account value A(T) at
some conversion rate g which is already specified at the very beginning of the contract, that is, at
time 0. The conversion rate describes the annual annuity guaranteed per unit of the account value.
Consequently, the guaranteed life annuity amounts to gA(7") per year. The GAO’s maturity value
which is equal to the payoff of an option to exchange A(7") for an annuity worth gA(7T)a(T) is then
given by

VEAN(T) .= max {gA(T)a(T) — A(T),0} = gA(T) max {a(T) - g, O} :

provided the policyholder is still alive at time 7". Otherwise, the payoff is just zero.



GAO with limit (Limit)

Since the payoff of the GAO at time 7" is proportional to the account value A(T"), the potential loss
is unbounded. Therefore, many insurers introduce an upper bound L to which the conversion rate g
at most applies. If A(T") < L, the GAO with limit is identical to the traditional GAO. However, if
A(T) > L, the conversion rate g only applies to L and the resulting annuity is given by gL per year.
Any excess A(T')— L is annuitized at then prevailing rates which is equivalent to paying the additional
cash amount A(7") — L at maturity. Then, analogously to the GAO’s maturity value, we obtain for the
time-7" value of the GAO with limit

i 1
V(T .= gmin {A(T), L} max {a(T) -5 0} ,
g
provided the policyholder is still alive at time 7. Otherwise, the payoff is again just zero.

Guaranteed minimum income benefit (GMIB)

Compared to a GAO, a GMIB does not guarantee a conversion factor on some account value but
a fixed minimum annuity instead. Usually, the minimum guaranteed annuity is communicated to
the policyholder by defining a guaranteed account value G and a guaranteed conversion rate g. The
guaranteed annuity is then given by ¢gG per year. In other words, the policyholder has the choice
between taking out the ‘real’ account value A(7") and choosing an annuity of annual amount ¢G
which results from annuitizing the ‘virtual’ account value G at a rate of g. In case the policyholder is
still alive, this implies a time-7" option value of

VEMIB(TY .= max {gGa(T) — A(T),0}.

Otherwise, the option payoff is again zero. Note that here, in contrast to GAO and GAO with limit,
the minimum annuity amount is already nominally known at inception of the contract.

3.3 Insurer’s pricing and hedging strategies

Similar to the option types, we focus on risk management strategies that are commonly used in prac-
tice. As observed, some annuity conversion options are offered without any additional charge and no
special risk management actions are taken. Sometimes, an option fee is charged, but the contracts are
still not adequately hedged. Finally, sometimes option fees are used to buy certain hedge instruments
against market risks. These observations result in the following three strategies which are summarized
in Table [Tk

No hedging Hedging

No option fee A -
Option fee B C

Table 1: Overview of the strategies.

e Strategy A: No option fee, no hedging
The insurer charges no fee for the annuity conversion option. Naturally, since no fee is charged,
the insurer does not hedge its option liabilities.



e Strategy B: Option fee, no hedging
The insurer charges an option fee. Nevertheless, the insurer does not hedge its liabilities. The
charged option fee is simply invested in the bank account.

e Strategy C: Option fee, hedging
Again, the insurer charges an option fee. Now the fee is used for hedging the option liabilities
against the financial risk during the deferment period.

We assume that any option fee Fj is directly deducted from the single premium F,. Thus, the
policyholder’s initial account value can be generally specified as A(0) = Py — Fj, where Fy = 0 in
the case of strategy A. Later on, the option fee will vary between the different option types and risk
management strategies. As a result, the account value and thus the option’s payoff at time 7" depend
on the option type and the risk management strategy as well. Henceforth, if the context requires, this
dependence is indicated by a pair (o, s), where o € { GAO, Limit, GMIB} and s € {A, B, C}.

In practice, standard actuarial approaches are typically used for pricing the annuity conversion
options (if they are priced at all, i.e. only under strategies B and C). Thus, we derive the option
fees Fy charged under strategy B and C assuming deterministic mortality. Uncertainty about future
mortality is simply considered by applying safety margins to best estimate mortality tables, while
the financial market is modeled stochastically as in Section [2.1] In contrast, the ‘real’ option value
V(0) as described in Section [3.4]is calculated considering both a stochastic financial market as well
as stochastic mortality.

Moreover, since there exists no liquid financial market for longevity instruments, the insurer is only
able to hedge its liabilities against the financial risk. In practice, again, the remaining mortality risk is
typically taken into account by using mortality tables including safety margins. Therefore, we assume
that the insurer’s hedging approach under strategy C is specified assuming deterministic mortality. In
Section {] we analyze the resulting risk under a stochastic mortality model.

In what follows, we assume that the same mortality table is used for pricing and hedging. Let ;p,
denote the according deterministic ¢-year survival probability of an x-year-old, and define

w—(z+T)—1
a(T):= > P(T,T+k)porr.

k=0

For hedging GAO, GAO with limit and GMIB, respectively, derivatives with the following payoffs at
time 7" can be purchased or replicated in the market at time 0:

1
HOO(T) = g AR (T) max {&(T) — 5 0}

HY™Y(T) := gmin {AP™O(T), L} max {d(T) — 1, 0}
g
HMB(T) := max {gGa(T) — AMBO(T), 0}

Obviously, the above derivatives are similar to the annuity conversion options introduced in Sec-
tion[3.2] The only difference is that the payoff at time 7" is independent of the realized and expected
future mortality at time 7'. Thus, in order to hedge its option liabilities, we assume that the insurer
buys for each contract hedge securities according to the expected probability of surviving until time 7,
i.e. 7P, units. If H()(0) denotes the price of the hedge security at time 0 (which clearly depends on
the option type), the hedging costs amount to 7p, H (')(O) per contract. Since we assume that mor-
tality is independent of the financial market and since the same mortality table is used for hedging
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/€)

and pricing, the option fee FO("B charged under strategy B and C exactly equals the costs for the

financial hedge, that is, Fé"B/ ©) = . H) (0). As a result, under strategy B and C we have
S(T) .8/ S(T) R S(T)
ACBO(T) = ACB/O(0) 2L = (py — FU BN — () — 1p, HO)(0)) 2L

Finally, applying the risk-neutral valuation formula, we obtain the following time-0 prices for the
derivatives introduced above:

e Derivative for hedging GAOs:
1
HGAO(O) = EC (e_ I T(S)dsgA(GAO’C)(T) max {d(T) - -, 0})
g

= g (P — 1 HOO(0)) ﬁE@ (e-foT 0§ (T) max {am -5 o}) ,

yielding the explicit price formula

gPOS(l()) EQ (e‘ foTT(s)dsS(T) max {d(T) — é, O})

1 T 1 ’
I+g TﬁmeQ (6_ Jo 7(5)ds §(T") max {d(T) - -, 0})

HGAO(O) —

e Derivative for hedging GAOs with limit:

HMmit(0) = EC (e Iy r(8)ds g min {A(Limit’c) (T), L} max {d(T) - 1, O})
9
=g E° <e Jo 7(9)ds 1in { (Po — 7P H*™*(0)) % L} max {d(T) — é, 0}) .

We can show that there exists a solution to this fixed-point equation, but in general the solu-
tion cannot be found analytically. Instead, we have to apply numerical procedures to obtain
HLimit(o)'

e Derivative for hedging GMIBs:
HMP(0) = B2 (& I 7% max {Ga(T) — APB(T), 0} )

— R <e Jo (8)ds 1y { 9Ga(T) — (Py — 1 HEM®B(0)) % 0}) .

Again, in general the fixed-point equation cannot be solved analytically, but requires a numer-
ical solution procedure. Moreover, depending on the parameter set a solution does not always
exist, although in our parameter settings later on the existence of a solution will always be
given.

In our numerical analyses, all prices are calculated by Monte Carlo simulations.
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3.4 Option value and insurer’s loss

To approach the risk implied by the three different annuity conversion options, we first consider the
time-0 option values per contract in a risk-neutral framework including both a stochastic financial
market as well as stochastic mortality:

. 1 1
Ve (0) = g (P = B ) B (G_IOTT“’“I{M} S(T) max {“(T) Ty 0})

S5(0)
. o , it 0\ S(T 1
v it () = g 1O (e W1y i { (Po— R s(<o)> 7 L} e {“(T) s 0}>
(GMIB, -) Q( —[Fr(s)ds (GMIB, -) S(T)
v (0) =EQ (e Jo v 1, v max { gGa(T) — (Po o ) S0

The respective numerical results are given in Section d.2] Clearly, the option values depend on the
option type as well as the insurer’s strategy, in particular, on whether an option fee is charged or
not (Fy may be 0). We also observe that in the case of GAOs and GAOs with limit, the option
value decreases with increasing option fee whereas in the case of GMIBs, the option value increases
with increasing option fee. However, as we will see in Section knowing the option value is not
sufficient for assessing the insurer’s risk implied by annuity conversion options. In particular, the
insurer’s risk changes with the applied risk management strategy, although the option value remains
the same under strategy B and C. Therefore, in our numerical analyses we particularly focus on the
insurer’s loss distribution at time 7 for the nine combinations of options types { GAO, Limit, GMIB}
and strategies {A, B, C}.

Commonly, the insurance company is not interested in the loss caused by the individual contract,
but in the average amount of loss per contract. We ignore unsystematic risk and thus consider an
infinitely large homogeneous insurance portfolio. The conditional strong law of large numbers (cf.
equation (2.2))) then yields that the average option payoff per contract is given by

R
lim — Z Ly V(T) = op.V(T),
=1

n—oo N 4

where rp, =P (7, > T QT*l. Depending on the option type and the strategy, the insurer’s average
loss per contract, denoted by I1(7"), thus amounts to

e Strategy A: ﬁ(.’A)(T) = p. VAT,

e Strategy B: P

(1) = ppVOBUT) — 2p, HO(0) B(T),
e Strategy C: 9 (T) = rp, VONT) — 1 HO(T).

Remember that the account value A(7") depends on the strategy, in particular, on whether an option
fee is charged or not, and thus V' (7") does as well. In each of the following numerical analyses, we
show the probability distribution of the insurer’s average loss per contract standardized by the single

premium paid, that is the distribution of I}D—;f, as well as selected risk measures such as
— I
e Shortfall probability: P (75 > O) ,
e Expected shortfall: E¥ (max {%OT, O}) ,
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4 Results

4.1 Qualitative comparison of the annuity conversion options

Before we start with the numerical results, we provide a short qualitative comparison of the considered
annuity conversion options introduced in Section given strategy A, i.e. the account value is the
same for each option type and equals A(t) = PO% for all ¢. In accordance with the analysis below,
we restrict the comparison to the case where the limit L as well as the guaranteed account value G
equal the single premium F,. This implies

VOO (T) = g A(T) max {a<T> -2 0} ,

VHmit (7Y — g min {A(T), Py} max {a(T) - é, 0} ;

A(T)

Obviously, it holds VEA(T) > VHmit(T) We also see that by introducing a limit to the GAO, the
option payoff is only reduced in case the fund value A(7") exceeds the single premium F,. Otherwise,
the option payoffs are the same. The relation between GAOs and GMIBs can also be easily stated.
Depending on the account value at time 7', it holds

VGAO (T) {2 VGNHB(T)J if A(T) 2 PO

< VOMIB(T) - if A(T) < P,.
Clearly, as soon as the ‘real” account value A(7") exceeds the guaranteed account value P,, the GAO
implies a higher loss for the insurer compared to the GMIB since the conversion rate g not only
applies to P, but to the higher amount A(T") and vice versa. Finally, we compare GAOs with limit
and GMIBs. Analogously to the previous result, it can be shown that

y/Limit () {2 VOEMIB(TY - if A(T) > Py

VEMIB(TY — max {gPy a(T) — A(T),0} = gA(T) max {ia(T) - é,O} :

< VOMIB(T) | if A(T) < Py,

If A(T') > Py, in the case of GAOs with limit, any account value beyond the limit P is still annuitized,
though at conditions prevailing in the market and not at the guaranteed rate. Thus, compared to a
GMIB where the exceeding amount remains with the insurer, the insurer’s loss is higher with GAOs
with limit than with GMIBs. Conversely, if A(T") < P, the guaranteed conversion rate g only applies
to A(T) instead of the guaranteed account value Py and the insurer’s loss is lower with GAOs with
limit than with GMIBs.

It is noteworthy, that for GAOs and GAOs with limit, the question if the option has a positive payoff
only depends on interest and mortality, and the payoff is proportionally increasing in the fund value
S(T) (at least up to the limit). For GMIBs, however, the question if the option has a positive payoff
simultaneously depends on interest, mortality, as well as the fund value S(7"). Moreover, here the
payoff is decreasing in S(7T').

Assuming an increasing fund value over time, at first sight the above comparisons imply that GMIBs
are less risky than GAOs and GAOs with limit. However, in case A(T") < P, the GMIB is actually
likely to be triggered and to be strictly greater than the payoff of the GAO and the GAO with limit
while in case A(T") > P, the GAO and GAO with limit are not necessarily in the money since they
are only triggered by interest and mortality. Thus, upfront it is not clear which option implies a higher
risk for the insurer.
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4.2 Numerical results

In our numerical analyses, we perform Monte Carlo simulations with 10,000 paths and 100 discretiza-
tion steps per year. For simulating the forward force of mortality, we follow an approach proposed
by Borger| (2010, p. 254) using 150 standard normally distributed random variables in each path. We
assume a 50-year-old male insured with a deferment period of 15 years and assume that the insurer
uses the expected risk-neutral survival probabilities (hence implicitly including safety margins) as
implied by the stochastic mortality model for hedging and pricing. The limiting age is set to w = 121.
All other parameters for the base case are given in Table [2] where the parameters for the GBM and
the CIR model are taken from |Graf et al. (2012[] and the parameters for the BBRZ model are taken
from Borger (2010).

Description Parameter Value
conversion rate (all options) g 0.05
limit (GAO with limit) L P
guaranteed account value (GMIB) G b
GBM risk premium Ag 0.03
GBM volatility os 0.22
CIR initial value r(0) 0.0029
CIR speed of reversion K 0.2

CIR mean level 0 0.045
CIR volatility oy 0.075
CIR risk premium Ar 0
explicit GBM-CIR correlation p 0
BBRZ volatility parameter a 0.1069
BBRZ volatility parameter b -12.57
BBRZ volatility parameter c 0.0007896
BBRZ volatility parameter 1 0.07744
BBRZ volatility parameter Co 0.07456
BBRZ volatility parameter C3 0.06747
BBRZ volatility parameter cy 0.25902
BBRZ volatility parameter Cs 0.04215
BBRZ volatility parameter Cé 0.24054
BBRZ Sharpe ratio A 0.10

Table 2: Input parameters for the base case.

!Only the initial short rate 7 is adapted to current conditions and determined as the money market rate for overnight
money reported by Frankfurt banks as from 2012/03/30 (cf. www.bundesbank.de).
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4.2.1 Base case

We start our numerical analyses by displaying in Figure [I] the distribution of the insurer’s loss at ma-
turity 7" for all three considered annuity conversion options and all three considered risk management
strategies in the given base case scenario. The respective risk measures are shown in Table [3] All

values are given relative to the single premium paid.
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Figure 1: Distribution of the insurer’s loss in the base case scenario.

In the base case scenario, where the long term interest rate level § = 0.045 is relatively high
compared to a rather low guaranteed conversion rate ¢ = 0.05, the option fee F{ charged under
strategy B and C is equal to zero in the case of GAOs (with and without lirnit)E] As a result, all
considered risk management strategies for GAO and Limit, respectively, show the same distribution
and the insurer never faces any profit (negative loss) from these options. Nevertheless, there is a
slightly positive option value V' (0) and a slightly positive probability of almost 1% that the GAO is
in the money at maturity 7°. If it is in the money, it is in the money for the GAO version as well as
for the Limit version of the product. It is only the extent of the insurer’s loss that might be different

2Remember that we assume that the insurer does not use stochastic mortality when calculating the option fee Fyy and

setting up the hedging strategy.
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GAOa GAOg GAOc¢ Limita Limitp Limitc GMIBx GMIBg GMIB¢

VaRo.995 0.0143 0.0143 0.0143 0.0093 0.0093 0.0093 0.5813 0.4909 0.1361
TVaRo.99 6.7030e-4 6.7030e-4 6.7030e-4 2.6542e-4 2.6542e-4 2.6542e-4 0.6002 0.5076 0.1505
Shortfall prob. 0.0067 0.0067 0.0067 0.0067 0.0067 0.0067 0.1602 0.1330 0.0591
Exp. shortfall 6.7030e-4 6.7030e-4 6.7030e-4 2.6542e-4 2.6542e-4 2.6542e-4 0.0383 0.0267 0.0034
Option value V' (0)|7.7077e-4 7.7077e-4 7.7077e-4 4.5354e-4 4.5354e-4 4.5354e-4 0.0667 0.0750 0.0750

Option fee Fy 0 0 0 0 0 0 0 0.0748 0.0748

Table 3: Selected risk measures of the insurer’s loss in the base case scenario.

for GAO and Limit. However, due to the rather low probability that the option is in the money at all,
the risk of these guarantees seems negligible. Even in the 99.5th percentile, the loss of the insurer is
below 1.5% of the single premium.

The GMIB guarantee shows a completely different risk profile. Under strategy A, where the insurer
neither charges an option fee nor hedges its financial risk, the insurer never makes a profit (negative
loss) but faces a loss in 16% of the cases. While the GAO needs sufficiently low interest rates and
low mortality rates to be in the money, the GMIB guarantee can also be triggered by low fund values.
Thus, most of the scenarios where the insurance company faces a loss are scenarios of falling fund
prices, mostly combined with rather low interest rates and low mortality probabilities.

Under the strategies B and C, the insurer charges for the GMIB guarantee an option fee of Fy =
7.48% of the single premium paid. The corresponding option value is V' (0) = 7.50%.

Under strategy B, where the insurer just charges this option fee but does not buy any hedging
instruments, there is a high probability for the insurer to make a small profit. This profit comes from
the option fee and the interest rate earned on it in all cases where the guarantee is not or only slightly in
the money at maturity. However, if the guarantee is in the money, it is very unlikely that the option fee
is enough to cover the liability. The shortfall probability in this case equals 13.3% while the expected
shortfall amounts to almost 3% of the single premium paid. Losses can reach an amount of up to 50%
of the single premium paid in the 99.5% VaR or 99% TVaR in case no hedging is in place. This clearly
shows that, if the risk based capital is calculated under market consistent valuation approaches such
as Solvency II or Swiss Solvency Test, such a strategy would hardly reduce the capital requirements.

Under strategy C, the insurer uses the option fee to purchase interest rate and equity hedges ac-
cording to its prudent mortality assumptions. There are a number of cases where neither the hedge
instruments bought nor the claim the insurer has to pay have any positive value at maturity 7". These
cases lead to an insurer’s loss of zero. There is a probability of almost 15% that the value of the hedge
instruments is greater than the value of the insured’s claim at maturity 7". In most of these cases, no
claim is to be paid at all but the hedge instruments have some positive payoff. All these cases lead
to some profit for the insurer. In the opposite event where the hedge instruments are not sufficient to
cover the insurance claims, the insurer faces a loss. This happens in roughly 6% of the cases with an
expected shortfall of 0.3%. Compared to strategy B, 99.5% VaR and 99% TVaR can be significantly
reduced by the capital market hedge from roughly 50% to 13% - 15%. However, the remaining risk
resulting from stochastic mortality still leads to rather high capital requirements.

The results in this base case scenario, where long term interest rate assumptions are rather high
compared to guaranteed conversion rates, show that the GMIB guarantee seems to carry a much
higher risk for the insurer than GAOs. The main reason for this result, however, is the rather high
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interest rate level and the fact that the GAO is far out of the money at inception of the contract. This
can be seen by the following sensitivity analyses with lower interest rate levels.

4.2.2 Sensitivity with respect to the level of interest rates

In this section, we provide some sensitivity analyses for lower long term interest rate assumptions.
We distinguish between an environment of ‘low interest rates’ (¢ = 0.03) and an environment of ‘very
low interest rates’ (6 = 0.015). All other parameters remain unchanged.

Figure 2] shows the distribution of the insurer’s standardized loss at maturity 7" for all three consid-
ered annuity conversion options and all three considered risk management strategies in the scenario

of low interest rates. The respective risk measures are shown in Table ]
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Figure 2: Distribution of the insurer’s loss in a scenario of low interest rates.

The first and very obvious result is that in comparison to the base case scenario, all considered
annuity conversion options become more valuable from a client’s perspective and riskier from an

insurer’s perspective.

However, the option fee for the GAO charged under the strategies B and C is still practically zero.
More precisely, assuming deterministic mortality tables as described in Section [3.3] the insurer cal-
culates a slightly positive option fee that is below 0.01% of the single premium. Thus again, for the
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GAOa GAOg GAOc¢ Limita Limitp Limitc GMIBx GMIBg GMIB¢

VaRo.995 0.5597 0.5597 0.5597 0.1956 0.1956 0.1956 0.7548 0.5685 0.2264
TVaRo.99 0.7209 0.7208 0.7203 0.2199 0.2198 0.2197 0.7827 0.6008 0.2494
Shortfall prob. 0.1043 0.1042 0.1042 0.1043 0.1042 0.1042 0.2609 0.2057 0.1016
Exp. shortfall 0.0157 0.0157 0.0157 0.0068 0.0068 0.0068 0.0789 0.0451 0.0080
Option value V'(0)|0.0157 0.0157 0.0157 0.0093 0.0093 0.0093 0.1386 0.1757 0.1757

Option fee Fy 0 2.225%e-5 2.2259%-5 0 1.1195e-5 1.1195e-5 0 0.1761 0.1761

Table 4: Selected risk measures of the insurer’s loss in a scenario of low interest rates.

GAO and the Limit guarantee, there is practically no difference between the considered risk manage-
ment strategies. The option value taking into account stochastic mortality, however, already amounts
to 1.57% of the single premium in the GAO case and 0.93% of the single premium in the case of the
limited GAO. This shows the effect of the pricing methodology commonly used in practice, which
systematically ignores one source of risk, namely stochastic mortality.

Under the assumptions of low interest rates, the difference between the GAO and the limited GAO
becomes visible, especially when the tail risk is considered. While for an unlimited GAO, the 99.5%
VaR (99% TVaR resp.) reaches a level of 56% (72% resp.), the limited GAO only faces a risk of 20%
(22% resp.) of the single premium. Note that the shortfall probability is still the same (10%) for both
options since the shortfall is triggered by the same scenarios, namely when low interest rates coincide
with low mortality rates. However, in a scenario of high fund returns the extent of the shortfall is
higher if no limit is set on the GAO. This can also be seen by comparing the expected shortfall of
1.57% in the GAO case and 0.68% in the Limit case.

Under low interest rates, the GMIB generally shows a similar pattern as in the base case scenario.
Naturally, guarantees become more valuable compared to the base case scenario and thus risk be-
comes more pronounced. In the case where no option fee is charged, the shortfall probability in-
creases to 26%, the expected shortfall increases to 8% and the tail risk increases to 75% - 78% of the
single premium paid. If the option fee of 17.61% is charged but no appropriate hedging is in place,
the risk is reduced but still high.

Even if hedging is in place, that is, the insurer follows strategy C, the risk increases compared to the
base case parameter setting. However, comparing the GAO and the GMIB guarantee in more detail,
there are some effects that deserve a little more attention. If guarantees are not adequately hedged,
the GMIB is much riskier than the GAO. It shows a much higher option value as well as higher
shortfall probabilities and expected shortfalls. However, the tail risk is similar for both products. If
the insurance company hedges capital market risks, the risk of the GMIB can be heavily reduced while
practically no hedging effect can be seen for the GAO products. The latter effect is rather clear since
the option fees for the GAO products are practically zero. For the GMIB, however, the rather high
option fee is used to buy a hedge portfolio according to the expected probabilities of surviving. Still,
losses occur due to deterministic mortality assumptions. The shortfall probability reaches a similar
level in the hedged GMIB as in the hedged GAO case (roughly 10%). The potential loss, however, is
limited in the GMIB case while it is unlimited in the GAO case. Furthermore, as described above, for
the insurer the considered hedging strategy works better for the GMIB than for the considered GAO
product. This leads to a situation where, even though the shortfall probabilities are similar for all
product designs, the expected shortfall as well as the tail risk is much higher in the GAO case when
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compared to the GMIB case. The hedged GMIB even shows a similar tail risk as the limited GAO.
The effects are even more pronounced in a scenario of very low interest rates (¢ = 0.015). Figure

shows the corresponding distribution of the insurer’s standardized loss at maturity 7" for all three

considered annuity conversion options and all three considered risk management strategies. The

respective risk measures are shown in Table 5]
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Figure 3: Distribution of the insurer’s loss in a scenario of very low interest rates.

In an environment of very low interest rates, again, all guarantees become more valuable from a
client’s perspective and all products become riskier from an insurer’s perspective. The effect, though,
is much more pronounced for the GAO product design than for the GMIB product design. Under
very low interest rates, the GAO product shows by far the highest risk, even if the considered hedging
strategy is in place. The tail risk in the 99.5% VaR and 99% TVaR, even after hedging, exceeds the
single premium. Although — in contrast to the scenario of low interest rates — the option fee charged
is positive, the considered risk management strategy C hardly reduces the risk. This is because the
question whether or not the option is in the money heavily depends on the development of mortality
which is not hedged due to the lack of mortality hedge instruments. In contrast, for the GMIB option,
the question whether the option is in the money primarily depends on the development of the fund

which is hedged. Hence, although the GMIB hedge is also not perfect, the hedge at least returns some
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GAOa GAOg GAOc¢ Limita Limitp Limitc GMIBx GMIBg GMIB¢

VaRo.995 1.6469 1.4206 1.0147 0.4636 0.4025 0.3720 0.9957 0.6087 0.4074
TVaRo.99 1.9860 1.7331 1.2804 0.5059 0.4398 0.4010 1.0472 0.6630 0.4542
Shortfall prob. 0.5185 0.2666 0.2390 0.5185 0.2787 0.2390 0.3925 0.2945 0.1823
Exp. shortfall 0.1132 0.0696 0.0426 0.0522 0.0274 0.0211 0.1567 0.0593 0.0203
Option value V(0)|0.0978 0.0899 0.0899 0.0618 0.0602 0.0602 0.2773 0.4644 0.4644

Option fee Fy 0 0.0801 0.0801 0 0.0537 0.0537 0 0.4688 0.4688

Table 5: Selected risk measures of the insurer’s loss in a scenario of very low interest rates.

positive payoff in most scenarios where the option’s payoff is positive. This is not the case for the
GAO options.

These sensitivities certainly show that guarantees that have been sold in times of very high interest
rates with seemingly no value and almost no risk, now turn out to be extremely valuable and risky.

4.2.3 Sensitivity with respect to equity volatility

As a next step, we focus on the impact of different equity volatility assumptions on the risk of the
different product designs. Since under the base case assumptions the GAO did not show any risk
at all, we perform the sensitivity analysis with respect to equity volatility under the scenario of low
interest rates. Thus, throughout this section we assume a long term interest rate level of § = 0.03.
We start with the case of low volatilities by assuming 0g = 0.1 as opposed to the base case where
os = 0.22 and also show the case of high volatilities by assuming g = 0.3.

Figure [] respectively [5] shows the distribution of the insurer’s standardized loss at maturity 7" for
all three considered annuity conversion options and all three considered strategies in the scenario
of low, respectively high, equity volatility. The corresponding risk measures are shown in Table [6]
respectively

First, we want to mention that the shortfall probability of all GAO product designs is not affected
by equity volatility. The question whether a GAO product is in the money or not is only triggered by
interest rates and mortality rates. Equity (and thus equity volatility) only has an impact on the extent
of the insurer’s loss if the option is in the money. Since the insurer’s loss increases in the fund value
for the unlimited GAO, the risk is increasing in equity volatility. The higher the volatility, the higher
is the likelihood of high fund values when the GAO is triggered. The 99.5% VaR (99% TVaR resp.)
is given by 48% (55% resp.) in the case of low equity volatilities and 61% (87% resp.) in the case
of high equity volatilities compared to 56% (72% resp.) before. Thus, the GAO shows a rather low
sensitivity to changing equity volatility, in particular compared to the previously shown sensitivity
with respect to interest rates. Apparently, the product’s exposure to interest rates and mortality seems
to be higher than its exposure to changing equity volatility. This is even further pronounced in the
case of the limited GAO which is hardly affected by changing volatilities since the limit completely
absorbs the increased risk.

The GMIB shows a different sensitivity to equity volatility than the GAOs. Remember that the
GMIB guarantee is not only triggered by low interest rates combined with low mortality rates, but
also by low fund values. Thus, high equity volatility leads to a high risk for the insurer and this risk
can be seen in any of the risk measures. The shortfall probabilities rise from 2.4% in the unhedged
case (1.4% in the hedged case resp.) to 42% (15% resp.) if the volatility is increased from og = 0.1 to

20



Empirical CDF
o o o o o
LR RIS IR A

o
>
T

0.3

0.2

0.1r

Averagelossat time T

(a) GAO

0 | | | | | | | | | | | | | i
-05-04 -03-02-01 0 01 02 03 04 05 06 07 08 09 1

Empirical CDF
o © o o o o
o9 N 9 @9 =B

I
w
T

0.2-

0.1r

Empirical CDF

5N
1

o
©
T

o
®
T

o
~
T

o
o
T

o
5
T

o
=

o
w
T

0.21

0.1r

_lellA
_— leltB

0 | | | | | | | | | | | | | i
-05-04-03-02-01 0 01 02 03 04 05 06 07 08 09 1

Averagelossat time T

(b) Limit

-
s

——GMIB,
____GMIBB

Averagelossat time T

(c) GMIB

0 | | ! | | | | | | | | | i
-05-04-03-02-01 0 01 02 03 04 05 06 07 08 09 1

Figure 4: Distribution of the insurer’s loss in a scenario of low equity volatility and low interest rates.

GAOa GAOg GAOc¢ Limita Limitg Limitc GMIBx GMIBg GMIB¢
VaRo.995 0.4844 0.04843  0.4844 0.2157 0.2157 0.2157 0.2158 0.1966 0.0873
TVaRo.90 0.5490 0.5490 0.5486 0.2423 0.2423 0.2422 0.2474 0.2286 0.1114
Shortfall prob. 0.1043 0.1042 0.1042 0.1043 0.1042 0.1042 0.0241 0.0231 0.0141
Exp. shortfall 0.0160 0.0160 0.0160 0.0077 0.0077 0.0077 0.0033 0.0029 0.0012
Option value V(0)0.0160 0.0160 0.0160 0.0114 0.0114 0.0114 0.0321 0.0367 0.0367
Option fee Fy 0 1.9435e-5 1.9435e-5 0 1.3947e-5 1.3947e-5 0 0.0346 0.0346

Table 6: Selected risk measures of the insurer’s loss in a scenario of low equity volatility and low

interest rates.
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Figure 5: Distribution of the insurer’s loss in a scenario of high equity volatility and low interest rates.

GAOa GAOg GAOc¢ Limita Limitg Limitc GMIBx GMIBg GMIB¢
VaRo.995 0.6126 0.6125 0.6126 0.1851 0.1850 0.1851 09116 0.5954 0.2534
TVaRo.90 0.8744 0.8743 0.8736 0.2028 0.2028 0.2026 0.9395 0.6295 0.2813
Shortfall prob. 0.1043 0.1042 0.1042 0.1043 0.1042 0.1042 0.4178 0.3170 0.1483
Exp. shortfall 0.0156 0.0156 0.0156 0.0058 0.0058 0.0058 0.1706 0.0726 0.0117
Option value V' (0)0.0152 0.0152 0.0152 0.0078 0.0078 0.0078 0.2164 0.2716 0.2716
0.2729 0.2729

Option fee Fy

0

2.5701e-5 2.5701e-5 0O

9.3583e-6 9.3583e-6 0

Table 7: Selected risk measures of the insurer’s loss in a scenario of high equity volatility and low

interest rates.
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os = 0.3. The expected shortfalls even increase from 0.3% in the unhedged case (0.1% in the hedged
case resp.) to 17.1% (1.17% resp.). A similar pattern, though on a different scale, can be seen when
comparing tail risk measures such as VaR and TVaR. Under any considered risk measure, the impact
of volatility is much higher in the unhedged case than in the hedged case.

Overall, the GMIB product shows a much higher sensitivity to equity volatility than the GAOs. For
lower equity volatility, the risk of the GMIB product is significantly reduced while the effect on the
GAO s is less pronounced. In the case of high equity volatility, the GMIB and the unlimited GAO
show very high tail risks that can only be partly reduced by hedging in the GMIB product design and
hardly reduced by hedging in the GAO product design.

4.2.4 Sensitivity with respect to the volatility of mortality

Finally, we analyze the impact of the volatility of mortality on the risk of the different product de-
signs. As in previous sections, we provide this sensitivity under the scenario of low interest rates.
Thus, throughout the section we assume a long term interest rate level of § = 0.03. Note that the
BBRZ model uses a variety of different (volatility) parameters. As a sensitivity for high volatility of
mortality, in this section, we double the general level of volatility oy (cf. Appendix [A) and thus use
c1 = 0.15488 as opposed to ¢; = 0.07744 in the base case.

Figure 6 shows the distribution of the insurer’s standardized loss at maturity 7" for all three consid-
ered annuity conversion options and all three considered risk management strategies in the scenario
of high volatility of mortality. The corresponding risk measures are shown in Table[§]

First we want to study the impact on the insurer’s pricing, i.e. on the option fee F{. Since for pricing
the insurer uses deterministic mortality tables given by the expected risk-neutral survival probabilities
(including safety margins) as implied by the stochastic mortality model, the sensitivity shown here
also changes the deterministic table used by the insurer and thus the option fee F{. While previously
the option fee for the GAO product designs was practically 0, now the option fee becomes slightly
positive. However, it is still below 1% of the single premium paid for both GAO option types. The
option value, however, increases to over 3% in the GAO case and to almost 2% for the limited GAO.
At the same time, there is only little impact of an increased volatility of mortality on the price and the
value of the GMIB option.

A look at the different risk measures reveals a similar picture. The GMIB option shows much less
sensitivity to a change in the volatility of mortality than the GAO. Of course, all risk measures also
increase for the GMIB, but the impact is relatively low. The reason for this is mainly given by the fact
that for a GMIB option, adverse developments of mortality (i.e. low mortalities) can be compensated
by a good stock market performance.

For the GAO, the risk significantly increases with increasing volatility of mortatlity. The 99.5%
VaR (99% TVaR resp.) is given by 108% (137% resp.) of the single premium paid in the case of
high volatility of mortality compared to 56% (72% resp.) in the case of the previous volatility of
mortality. These numbers can only be slightly reduced to 99% (128%) if hedging is in place. Thus,
the company’s risk almost doubles if the general level of the volatility of mortality is twice as high. A
similar effect (though lower in absolute numbers) can be observed for the limited GAO. This shows
that the sensitivity to changing mortality is higher for the GAO product design compared to the GMIB
product.

We finally want to mention that we have calculated further sensitivities with respect to the volatility
of mortality as well as with respect to other capital market parameters, including the equity risk
premium and the correlation between equity and interest rates. Since the additional analyses did not
reveal any structurally different results, we refrain from showing further sensitivities.
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Figure 6: Distribution of the insurer’s loss in a scenario of high volatility of mortality and low interest

rates.

GAOa GAOg GAOc¢ Limita Limitg Limitc GMIBx GMIBg GMIB¢
0.8023 0.6040 0.3068

VaRo.995 1.0893 1.0659 0.9870 0.3404 0.3330 0.3221
TVaRo.90 1.3724 1.3471 1.2767 0.3514 0.3438 0.3318 0.8514 0.6453 0.3290
0.1472 0.1395 0.2649 0.2016 0.0862

0.1448 0.1395 0.1608
0.0318 0.0151 0.0140
0.0187 0.0187 0.0187
0.0055 0.0055 0

Shortfall prob. 0.1608
0.0130 0.0833 0.0439 0.0095
0.1483 0.1952 0.1952

0.2088 0.2088

Exp. shortfall 0.0369 0.0347

Option value V(0)0.0322 0.0319
0.0092 0.0092 0

0.0319

Option fee Fy 0

Table 8: Selected risk measures of the insurer’s loss in a scenario of high volatility of mortality and

low interest rates.
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5 Conclusion

The present paper provides a framework for a joint analysis of financial and longevity guarantees and
applies this framework to different annuity conversion options in deferred unit-linked annuities. We
analyzed and compared two versions of so-called guaranteed annuity options as well as guaranteed
minimum income benefits with respect to the value of the option and the resulting risk for the in-
surer. Besides the different option types, we considered different risk management strategies of the
insurance company dealing with these options. Since the payoff of the options (and hence also their
value and the resulting risk) depends on the development of the underlying fund, interest rates, and
mortality, we used a combined stochastic model for our analyses where both, the financial market as
well as future survival probabilities, are modeled stochastically.

Although all options depend on all considered risk drivers (fund value, interest rates and mortality),
there are structural differences between the options. First, the risk of decreasing fund values turns
out to be the predominant risk in GMIBs. At the same time it is also the main driver for the question
whether or not the option is in the money. In contrast, for traditional as well as limited GAOs, interest
and mortality risks are of higher relevance since they trigger whether or not the option is in the money.
Only the extent of the insurer’s loss (in case the option is in the money) increases with increasing fund
value. The second structural difference is that for the GMIBs, the payoff of the option is negatively
correlated with the fund value whereas it is positively correlated for the GAOs.

Our results show that the different annuity conversion options can have significantly different option
values and that different risk management strategies can lead to a significantly different risk for the
insurance company. More precisely, we find that in our base case scenario, where long term market
rate assumptions are rather high compared to the guaranteed conversion rate, a GMIB guarantee
constitutes a much higher risk for the insurer than GAOs. The main reason for this result, however, is
that due to the rather high interest rate level, the GAO is already far out of the money at inception of
the contract. Reducing the level of the long term interest rate assumption yields a much higher option
value and also a higher risk for the insurer for all considered annuity conversion options. However,
under low interest rate assumptions, the risk is the highest for the GAO. Even though under the real
world measure the insurer’s shortfall probability might be comparable to other product designs, the
potential extent of the loss is the highest for GAOs. Still, the GAO’s risk-neutral option value remains
much lower than the GMIB’s option value which can be observed throughout all our analyses. This
“change of measure effect” results from the equity risk premium and is particularly pronounced since
the payoff of the GMIB option increases with decreasing fund value whilst the payoff of the GAO
decreases.

Comparing different risk management strategies shows that, as expected, charging a fee and in-
vesting it in the bank account only slightly reduces the insurer’s loss compared to charging no fee,
since the charged fee is low compared to potential losses in the tail of the loss distribution. In con-
trast, investing the fee in suitable hedging instruments is much more effective, especially for GMIBs.
The loss distribution for GMIBs significantly changes to the insurer’s advantage if financial risks are
hedged. Hedging is more efficient in the GMIB case than in the GAO case because here, the main
driver for the question whether the option is in the money, namely the fund value, can be hedged.
Hence, although the hedge is not perfect due to the lack of mortality hedge instruments, the hedge has
a positive payoff in at least most of the scenarios where the GMIB is in the money. This is in sharp
contrast to the GAO options, where the question whether the option is in the money heavily depends
on the mortality development which is not hedged under our strategies.

Furthermore, the GMIB product displays a much higher sensitivity with respect to equity volatility
than the GAO. In the case of high equity volatility, all products show very high tail risks that can
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only be partly reduced by hedging in the GMIB product and hardly reduced by hedging in the GAO
product. For lower equity volatility, the risk of the GMIB product is significantly reduced while the
effect on the GAO is less pronounced. In contrast, the GAO displays a much higher sensitivity with
respect to a change in the volatility of mortality than the GMIB which is in line with our finding that
mortality risk is of higher relevance for the GAO product.

In summary, the risk of decreasing fund values turns out to be the predominant risk in unhedged
GMIBs, whereas for unhedged traditional as well as limited GAOs, interest and mortality risks are
of higher importance. Therefore, the assumed hedging strategy is more effective for GMIB options.
In particular, our results show that for both GAO option types, mortality risk is more substantial than
generally assumed. Since systematic mortality risk is currently not hedgeable, this result should be of
great interest with regard to solvency regulation (e.g. Solvency II in Europe), where options explicitly
need to be taken into account.

Further research could aim at studying more closely the question of decomposing the risk between
the different risk drivers, equity, interest and mortality. This would yield a deeper understanding
of the quantitative influence of the different stochastic processes on the total risk of the insurance
company. Since the influence of the different risk drivers not only depends on the type of product and
the insurer’s strategy, but also varies over time depending on the state of the contract, this question
deserves more attention.
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A Appendix: Specification of the BBRZ model

The BBRZ model specifies the volatility function as a 6-dimensional vector o(t,7,z) =
(01(t, T, x),...,06(t, T, z)), where, for any t < T, each component is defined as follows (cf. Borger,
2010, p. 250):

exp(a(x +T) +b)
I: 1t '
genera z) {1 +exp(a(x + T) + b) " ]
T
short-term: 2 (t, T, x) expla@+T) +5) ¢
1+exp(a r+T)+0b)
x exp [log(0.1)(T — t)];
exp(a(z +T)+0b
young age: os(tT,w) = ¢ {1 n eépéa(x +)T) +) b C}
log(0.5) o log(0.5) 2| .
o { g0z (L= t= 2004 (e H T = 8T8
_ exp(a(x +T) +b)
middle age: ou(t,T,z) =c L +exp(a(z 4+ T) +b)
log(0.5) o 10g(0.5) 2| .
e { ppp T t=2007 4 o (e + T = 6T5)
exp(a(z +T) +b)
old age: o5(t,T,x) = ¢ {1 + exp(a(z +)T) +b)
log(0.5) o log(0.5) 2| .
X exp [ 202 (T'—t—20)" + 302 (z+T = 110)7
exp(a(z+T)+b
long-term: o6(t.T,z) = c {1 + e}fpéa(a: —i—)T) +)b) i C]

1og(0.5)
€exXp 802

(T —t— 120)2] :

Note that the above characterization of each component describes the time or age when the according
component becomes particularly significant, that is, clearly different from zero. Given ¢t > T the
forward force of mortality for maturity 7' is already known at time ¢ and hence deterministic. Thus,
we define o (t, T, x) = 0 forany t > T
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