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We develop a consistent evaluation approach for equity-linked insurance products under
stochastic interest rates. This pricing approach requires that the premium information of standard
insurance products is given exogenously. In order to evaluate equity-linked products, we derive
three martingale probability measures that reproduce the information from standard insurance
products, interest rates, and equity index. These risk adjusted martingale probability measures are
determined using copula theory and evolve with the stochastic interest rate process. A detailed
numerical analysis is performed for existing equity-indexed annuities in the North American
market.

1. Introduction

An equity-indexed annuity is an insurance product whose benefits are linked to the
performance of an equity market. It provides limited participation in the performance of
an equity index (e.g., S&P 500) while guaranteeing a minimum rate of return. Introduced by
Keyport Life Insurance Co. in 1995, equity-indexed annuities have been the most innovative
insurance product introduced in recent years. They have become increasingly popular since
their debut and sales have broken the $20 billion barrier ($23.1 billion) in 2004, reaching $27.3
billion in 2005. Equity-indexed annuities have also reached a critical mass with a total asset
of $93 billion in 2005 (2006 Annuity Fact Book (Tables 7-8) from the National Association
for Variable Annuities (NAVA)). See the monograph by Hardy [1] for comprehensive
discussions on these products.

The traditional actuarial pricing approach evaluates the premiums of standard life
insurance products as the expected present value of its benefits with respect to a mortality
law plus a security loading. Since equity-linked products are embedded with various types of
financial guarantees, the actuarial approach is difficult to extend to these products and often
produces premiums inconsistent with the insurance and financial markets. Many attempts
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have been made to provide consistent pricing approaches for equity-linked products using
financial and economical approaches. For instance, Brennan and Schwartz [2] and Boyle and
Schwartz [3] use option pricing techniques to evaluate life insurance products embedded
with some financial guarantees. Bacinello and Ortu [4, 5] consider the case where the interest
rate is stochastic. More recently, Moller [6] employs the risk-minimization method to evaluate
equity-linked life insurances. Young and Zariphopoulou [7] evaluate these products using
utility theory!. Particularly for equity-indexed annuities, Tiong [8] and Lee [9] obtain closed-
form formulas for several annuities under the Black-Scholes-Merton framework. Moore [10]
evaluates equity-indexed annuities based on utility theory. Lin and Tan [11] and Kijima and
Wong [12] consider more general models for equity-indexed annuities, in which the external
equity index and the interest rates are general stochastic differential equations.

The liabilities and premiums of standard insurance products are influenced by the
insurer financial performance. Indeed, insurance companies adjust their premiums according
to the realized return from their fixed income and other financial instruments as well
as market pressure. Therefore, mortality security loadings underlying insurance pricing
approach evolve with the financial market. With the current financial crisis, a flexible
approach for equity-linked products that allows interdependency between risks should be
used. Hence, we generalize the approach of Gaillardetz and Lin [13] to stochastic interest
rates. Similarly to Wiithrich et al. [14], they introduce a market consistent valuation method
for equity-linked products by combining probability measures using copulas. Indeed, the
deterministic interest rate assumption may be adequate for short-term derivative products;
however, it is undesirable to extrapolate for longer maturities as for the financial guarantees
embedded in equity-linked products. Therefore, we use the approach of Gaillardetz [15]
to model standard insurance products under stochastic interest rates. It supposes the
conditional independence between the insurance and interest rate risks. Here, this approach
is generalized to models that are based on copulas.

Similarly to Gaillardetz and Lin [13], we assume that the premium information of term
life insurances, pure endowment insurances, and endowment insurances at all maturities
is obtainable. We obtain martingale measures for each standard insurance product under
stochastic interest rates. To this end, it is required to assume that the volatilities for standard
insurance prices are given exogenously. Gaillardetz [15] provides additional structure to
find an implicit volatilities for the standard insurance and annuity products. Then, the
martingale probability measures for the insurance and interest rate risks are combined with
the martingale measure from the equity index. These extend martingale measures are used to
evaluate equity-linked insurance contracts and equity-indexed annuities in particular.

This paper is organized as follows. The next section presents financial models for
the interest rates and equity index as well as insurance model. We then derive martingale
measures for those standard insurance products under stochastic interest rates in Section 3. In
Section 4, we derive the martingale measures for equity-linked products. Section 5 focuses on
recursive pricing formulas for equity-linked contracts. Finally, we examine the implications
of the proposed approaches on the EIAs by conducting a detailed numerical analysis in
Section 6.

2. Underlying Financial Models

In this section, we present a multiperiod discrete model that describes the dynamic of a
stock index and the interest rate. These lattice models have been intensively used to model
stocks, stock indices, interest rates, and other financial securities due to their flexibility and
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tractability; see Panjer et al. [16] and Lin [17], for example. Moreover, as it often happens
when working in a continuous framework, it becomes necessary to resort to simulation
methods in order to obtain a solution to the problems we are considering. Moreover, the
premiums obtained from discrete models converge rapidly to the premiums obtained with
the corresponding continuous models when considering equity-indexed annuities.

2.1. Interest Rate Model

Similarly to Gaillardetz [15], it is assumed that the short-term ratefollows that of Black et al.
[18] (BDT), which means that the short-term rate follows a lattice model that is recombining
and Markovian. Particularly, the short-term rate can take exactly t + 1 distinct values at year ¢
denoted by r(t,0),r(t,1),...,r(t,t). Indeed, r(t,I) represents the short-term rate between time
t and t + 1 that has made “I” up moves. The short-term rate today, r(0), is equal to (0, 0), and
in the case where r(t) = r(t,1), the short-term rate at time t+1, r (t+1) can only take two values,
either r(t + 1,1) (decrease) or r(t + 1,1+ 1) (increase). We consider the short-term rate process
under the martingale measure Q and hence, the discounted value process L(t,T)/B(t) is a
martingale. L(f,T) represents the price at time t of a default-free, zero-coupon bond paying
one monetary unit at time T and B(t), the money market account, represents one monetary
unit (B(0) = 1) accumulated at the short-term rate

t-1
B(t) = [I1+r®] (2.1)
i=0

Let g(t,1) be the probability under Q that the short-term rate increases at time t + 1
given r(t) = r(t,1). That is

gt 1) =Qlr(t+1) =r(t+1,1+1) | r(t) = r(t,1)], (2.2)

for 0 < I < t, which is set to be 0.5 under the BDT model. Figure 1 describes the dynamic of
the short-term rate process.

The BDT model also assumes that short-term rate process matches an array of yields
volatilities (o,(1),0,(2),...), which is assumed to be observable from the financial market.
This vector is deterministic, specified at time 0, and each element is defined by

o, () = Var[Inr(t) | r(t-=1) = r(t - 1,1)]
~ rt, 1+ 1)\1?
= ()]

forl =0,1,...,t —1and t = 1,.... Hence, r(t,I + 1) is larger than r(t,[) thus, (2.3) may be
rewritten as follows:

(2.3)

o,(t) = 0.5 1%%). (2.4)
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Figure 1: The probability tree of the BDT model process over 3 years.

Equation (2.4) holds forl € {0,1,...,t -1} and leads to
rt, 1) = rt, 007 (e, 0", (2.5)

for1=0,1,...,t. Equations (2.4) and (2.5) lead to

1 r(t, t)
o, (t) = 2% ln<r(t,0) > (2.6)

By matching the market prices and the model prices, we have

L@J)=E[§%ﬂ

27”1 1 L+1 L o+1 t-1 (2'7)

" Tooay 2 Harrem)™,

11:0 lz=11 l[,lzltfz m=1

where E[-] represents the expectation with respect to Q. Replacing r(t,1),1=1,2,...,t - 1,in
(2.7) using (2.5) leads to a system of two equations (2.6) and (2.7) with two unknowns r(t,t)
and r(t,0), which can be solved for all £.

2.2, Index Model

Similar to Gaillardetz and Lin [13], we suppose that each year is divided into N trading
subperiods of equal length A = N}, which means that the set of trading dates for the index
is {0, A,2A,...}. We also assume a lattice index model such that the index process S(k), k =
A,2A, ... hastwo possible outcomes S(k—A)d(k) and S(k—A)u(k) given S(k—A) for the time
period [k — A, k], where S(0) is the initial level of the index. The index level S(k — A)d(k) at
time k represents the index level when the index value goes down and S(k—A)u(k) represents
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the index level when the index values goes up. Since the short-term rate is a yearly process,
we assume that the values d(k) and u(k) are constant for each year. Hence, we may write
d(k)=d(t) and u(k) = u(t) fork =t-1+A,t-1+2A,...,t. Because of the number of trading
dates per year, the time-k value of the money-market account is given by

Biky= ] [1+r(iD]% (2.8)

i={0,A,... k-A}

fork =0,A,2A,.... Here, || is the floor function.

A martingale measure for the financial model needs to be determined for the valuation
of equity-linked products. This martingale measures Q should be such that L(t,T)/B(t), t =
0,1,...,T, and S(k)/B(k), k = 0,A,...,7, remain martingales. Note that the goal of this
section is to derive the conditional distribution of the index process. Hence, the constraints
imposed by the martingale discounted value process L(t, T)/ B(t) are to be discussed later. Let
7 (k, 1) be the conditional probability that the index value goes up during the period [k—A, k]
givenr(t—1) =r(t - 1,1), that is,

Q[S(k) = S(k — Ayu(t) | S(k - A), r(t-1) = r(t-1,1)] = x(k, 1),
(2.9)
Q[S(k) =S(k-A)d(t)S(k—A),r(t-1) =r(t-1,)] =1-u(k,1),

fork=t-1+A, t-1+2A,...,tandt =1,2,.... Supposing that the discounted value process
S(k)/B(k) is a martingale implies

A+7rt-1,0)%-d@®)
u(t) —d(t) ’

(k1) = (2.10)

fork=t-1+A, t-14+2A,...,tandt=1,2.... From (2.10) it is obvious that or (k, [) is constant
over each year, thatis, or(k,I) = or(t,]) fork =t -1+ A, t—1+2A,...,t. The no-arbitrage thus
requires

dit) < 1+r(t-1,00)",  A+r{t-1t-1)2 <u(t), (2.11)

fort =1,2,.... The previous conditions may not be respected for the BDT model when long
maturity or high volatility are considered. In this case, the bounded trinomial model from
Hull and White [19] would be more suitable.

Under this model, the ratio (S(t))/(S(t—1)) takes N +1 possible values denoted y(t, i),
i=0,1,...,N, which are defined by

y(t,i) =ut)de)N", i=0,1,...,N. (2.12)

Their corresponding conditional martingale probabilities are

S(t)

Qsi-n

. N i N-i
=y(ti) | r(t-1) = r(t—Ll)] - < i >ar<t,l> (1-ar(t, )N, (2.13)

fori=0,...,N.
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Figure 2: The probability tree of the index under stochastic interest rates over f and t + 1 when N = 2 given
r(t) =r(t1).

The model assumes the usual frictionless market: no tax, no transaction costs, and so
forth. Furthermore, for practical implementation purposes, one may also use current forward
rates for r.

Figure 2 presents the conditional index process tree under stochastic interest rates
when N =2 for the time period [t, f + 1].

For notational convenience, let

it:{io,...,it}, (214)

which represents the index’s realization up to time t with
t
S(t,i) =SSO [ru), (2.15)
1=0
fort=0,1,..., where y(0,i) = 1.

2.3. Insurance Models

In this subsection, we introduce lattice models for the standard insurance products under
stochastic interest rates. We will use the standard actuarial notation which can be found in
Bowers et al. [20]. Let T(x) be the future lifetime of insured (x) of age x and the curtate-
future-lifetime

K(x) = |T(x)] (2.16)

the number of future complete years lived by the insured (x) prior to death. For notational
purposes, let

L= {loh,... 1) (2.17)

represent the realization of the short-term rate process up to time t with r(i) = r(i,1;), i =
0,1,...,t, where [y = 0.
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For integers t and n (t < n), let V) (x,t,n,1;} denote, respectively, the time-t prices for
the n-year term life insurance (j = 1), n-year pure endowment insurance (j = 2), and n-year
endowment insurance (j = 3) given that the short-term rate followed the path I;.

The value process WD (x,t,n,1;_1) of n-year term life insurance is defined by

B(t)
1 B(K(x)+ 1)’
WOt 1i0) = S VO (o tm, {1y, s +1)), K(x) 28, r(f) = r(tla +1),  (218)

K(x) <t,
V(l) (x/ t/ n, {li’flr lt,1 })/ K(x) 2 t/ r(t) = r(tl ltfl)/

with VO (x,n,n,1,) = 0. Note that 1, represents the interest rate information known by the
process, but does not stand as an indexing parameter.

Similarly, define W® (x,t,n,1;_1) to be the value process of the n-year pure endowment
insurance and it is given by

0, K(x) <t,
WO (x, t,n, 1) = § VO (x,t,n, {1, L1 +1)), K@) >t rt) =rt, I +1), (2.19)

V(z) (x/ t/ n, {lt—lf lt—l })r K(x) > tr T(t) = T(t, lt—l)/

with V@ (x,n,n,1,) = 1.
Finally, let WO (x,t,n,1,_) denote the value process generated by the n-year
endowment insurance

B(t)
B(K(x)+1)’
W(S) (xr t/ n, lt—l) = V(S) (x/ t,n, {lt—ll lt—l + 1})/ K(x) 2t T(t) = r(tl lt—l + ]-)/ (220)

K(x) <t,

V(S) (x/ t/ n, {lt—lllt—l})/ K(x) 2 t/ T(t) = 7"(t/ lt—l)/

with VO (x,n,n,1,) =1
The processes W (x,t,n), j = 1,2,3, represent the intrinsic values of the standard
insurance products and are presented in Figure 3.

3. Martingale Measures for Insurance Models

In this section, we employ a method similar to the approach of Gaillardetz [15] to
derive a martingale probability measure for each of the value processes introduced in
the last section. Gaillardetz [15] derives these martingale measures under conditional
independence assumptions. Here, we relax this assumption by using copulas to describe
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Figure 3: The probability tree of the combined insurance product (j = 1,2, 3) and short-term rate processes
between t and t + 1 given K(x) > t and r(0),7(1),...,r(t).

possible dependence structures between interest rates and insurance products. It is important
to point out that these probabilities are age-dependent and include an adjustment for the
mortality risk since we use the information from the insurance market.

The martingale measures QJ(C] ), j = 1,2,3, are defined such that WU (x,t,n)/B(t)
and L(t,T)/B(t) are martingales. As mentioned in Section 2, we assume that the time-0
premiums VU (x,0,n), j = 1,2,3, of the term life insurance, pure endowment insurance,
and endowment insurance are given exogenously. The annual short-term rate process r(t) is
governed by the BDT model with g(t,I) = 0.5 and volatilities o, (t) are given exogenously for
1=0,1,...,tand t =1,2,.... The conditional martingale probability of each possible outcome
is defined by

b (1,0,1) = QV[K(x) > t, r(t+1) = r(t+1,1) | K(x) > t,1,],

b (t,1,1) = QY [K(x)>t, r(t+1) =r(t+ 1,1, +1) | K(x) > t,1,],
. . (3.1)
b (1,2,1) = QP [K(x) =t, r(t+1) =r(t+1,1) | K(x) > £,1,],

b7 (t,3,1) = QV[K(x) =t, r(t+1) = r(t+ 1,4 +1) | K(x) > £,1],

for j = 1,2,3. These martingale probabilities are presented above each branch in Figure 3.

The main objective of this section is to determine b’ that will be used to evaluate
equity-indexed annuities in later sections.
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To ensure that the discounted value process L(t, T) /B(t) is a martingale, we must have
: : 1 : : 1
b (,0,1) +bY (£,2,1,) = 5 b (t,1,1) +bY (£,3,1,) = 5 (32)

for j = 1,2,3,t = 0,1,..., and all ;. Note that the martingale mortality and survival
probabilities are given, respectively, by

a7 1) = QV K (x) = £ | K(x) > £,1,] = b (1,2,1,) + b{ (1,3, 1),
(3.3)
pP 1) = QV[K(x) > t| K(x) > £,1,] = b (t,0,1) + b (£, 1,1,).

As in the short-term rate model, additional structure is needed to set the time-t
premiums. Similar to Black et al. [18], we suppose that the volatilities of insurance liabilities

G;j ) (t,1;-1) are defined at time t by

o (t,10)” = Varl [In(W O (x, ,m,1,1) ) | K(x) 2 1, 14], (3.4)
o (t11)? = Var! [In(1- WO (x,t,m,1,1)) | K(x) 2 11, (3.5)

forj =2,3,t=1,2,..., and all I,4. Here, Varfc]) [-] represents the conditional variance with
respect to Q,(Z ). We assume that the volatilities are deterministic but vary over time and are
given exogenously. Gaillardetz [15] uses the natural logarithm function to ensure that each
process remains strictly positive. Since W1 is close to 0, it directly uses In(W®) to ensure
that the process remains strictly greater than 0. On the other hand, it uses In(1 - W) for

j = 2,3 to ensure that the processes are strictly smaller than 1 since W/)’s are closer to 1.

In order to identify the martingale probabilities by, Gaillardetz [15] assumes the
independence or the conditional independence between the interest rate process and the
insurer’s life. Here, the additional structure is provided by the choice of copulas. Indeed,
the dependence structure between the interest rates and the premiums of insurance products
is modeled using a copula. The main advantage of using copulas is that they separate a joint
distribution function in two parts: the dependence structure and the marginal distribution
functions. We use them because of their mathematical tractability and, based on the Sklar’s
Theorem, they can express all multivariate distributions. A comprehensive introduction may
be found in Joe [21] or Nelsen [22]. Frees and Valdez [23], Wang [24], and Venter [25] have
given an overview of copulas and their applications to actuarial science. Cherubini et al. [26]
present the applications of copulas in finance.
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There exists a wide range of copulas that may define a joint cumulative distribution
function. The simplest one is the independent copula

CI(FYl(yl)'FYz(y2)) =FY1(]/1)FYZ(]/2), (3.6)

where Fy, and Fy, are marginal cumulative distribution functions. Extreme copulas are
defined using the upper and lower Frechet-Hoeffding bounds, which are given by

CY(Fy, (1), Fr,(y2)) = min[Fy, (y1), P, (v2)], (3.7)
cP (FYl (yl)'FYz (yz)) = max [FYl (yl) +Fy, (]/2) - 1’0]' (3.8)

One of the most important families of copulas is the archimedean copulas. Among them, the
Cook-Johnson (Clayton) copula is widely used in actuarial science because of its desirable
properties and simplicity. The Cook-Johnson copula with parameter « > 0 is given by

C! (Fy, (1), Fr, (v2)) = [Fry (1) ™ + Fr,(y2) * - 1] /™. (3.9)

The Gaussian (-1 < x < 1) copula, which is often used in finance, is defined as
CE (Fri (1), Fra(v2)) = O (07 (Fr, (1)), 7 (Fr. (12))), (3.10)

where @, is the bivariate standard normal cumulative distribution function with correlation
coefficient x and @~ is the inverse of the standard normal cumulative distribution function.
Hence, the parameter x in formulas (3.9) and (3.10) indicates the level of dependence between
the insurance products and interest rates.

The joint cumulative distribution of W) and r(t) is obtained using a copula Cy(), that
is,

QY [W(f) (xt+1L,n L) <y, rt+1) <y, | K(x) > t,lt]

. (3.11)
= Coy (QV WP, b+ 1,m, 1) <3 | K() 2 1], Q[r(E+1) <32 | 1]),

for j = 1,2,3, where the copula may be defined by either (3.6), (3.7), (3.8), (3.9), or (3.10).
The martingale probabilities have the following constraints:

v (t,2,1)
= QP [WO 4L m1) = Lt + 1) =t + 11) | K(x) 2 1,1
= QY [W<f>(x,t c1ml) <1 rt+1) <r(E+1,L) | K(x) > t,lt]

~ QWO t+1,m, 1) S VO (e b+ 1, m, (L, l)), r(E+1) S 7(E+1,1) | K(x) 2 11
(3.12)
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It follows from (3.11) that
vd (t,2,1)

=QV[r(t+1) <r(t+1,1) | K(x) 2 t,1]

= Cen (QV WO e b+ 1,m, 1) S VO (b4 1,m, {1, 1)) | K(x) 2 11,

Qlr(t+1) < r(t+1,1) |1]).
Using the following inequality

VO (x, t+1,n {1,1)) > VP (x, t+1,n, {1, 1; + 1))
in (3.13) leads to

b (1,2,11) = 0.5 = Coy (b (1,0,1) + b (1,1,1,),05)

=05 Cen (p? (1,1),05),
for j = 1,3, and we have for j =2

v t,2,1,) = Q¥ [w<2> (,t+1,m1) =0, r(t+1) = r(t+1,1) | K(x) > ¢, 1t]

=QW? [w@) (x,t+1,1,1) <0, r(t+1) <r(t+1,1) | K(x) > t,lt].

It follows from (3.11) that

11

(3.13)

(3.14)

(3.15)

(3.16)

b (4,2,11) = Coty (QP WP (x, 4 1,m,1) <O | K(x) 2 1], QIr(t +1) < r(t+1,1) | 1])

= Cyp <5]§c2) (t, 1), 0.5).

(3.17)
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3.1. Term Life Insurance

Proposition 3.1. For given VW(x,0,n,lp) (n = 1,2,...,7), copulas Cxy, and volatilities
0',((1>(t, i) (t = 1,2,...,7 and all 1;_1), the age-dependent, mortality risk-adjusted martingale
probabilities are given by

b (5,2,1) = 05— Coy (1= VO (x, b, £+ 1, 1) (1 +7(4,1))),05), (3.18)
bV(t,3,1) = VO (x, t,t+1,1) (1 + 7t 1) - bV (¢,2,1,), (3.19)
b0 (t,i1,) = % O (i+2,1,), (3.20)

fori=0,1, where the price at time t is defined recursively using

VO (x, t+1,n, (1, 1))

VO (x,t,1,1) (1 +rt 1)) - b (¢,2,1) - b (4,3,15) (3.21)

B b (1,0,1;) + b (¢, 1,1,) e (@ 01 b 10/ 10 01060 t110) o 1)

VO (x,t+1,n, (1,1 +1})

_ VO (x,t,n,1) (1 +r(t 1)) ~ b (12,1) - b (3, 1) (3.22)
bV (t,1,1) + b (¢, 0,1;) e (015 (1 110) /() (L01)BY (1, 11) 1o 1)

fort=0,2,...,n—2andall 1,.

Proof. The proof is similar to the proof of Proposition 3.1 of Gaillardetz [15] and can be found
in Gaillardetz [27]. O

With the martingale structure identified, the n-year term life insurance premiums may
be reproduced as the expected discounted payoff of the insurance

1k (x)<n)
VO (x,0,n) = EY [{— . 3.23
% 0m) = B | e + 1) (3:23)
3.2. Pure Endowment Insurance
Proposition 3.2. For given V@ (x,0,n,ly) (n = 1,2,...,7), copulas Cy, and volatilities

o,(cz)(t, 1) (t = 1,2,...,7 and all 1,_1), the age-dependent, mortality risk-adjusted martingale
probabilities are given by

bP(t,2,1;) = Coir (1= VO (x,t,t +1,1,) (1 + 7(t,1,)),0.5), (3.24)
(t)

b2(1,3,1,) =1-VO(x,t,t+1,1)(1+rt 1) -bP (¢t2,1), (3.25)
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b (t,i1,) = % —bD(ti+2,1), (3.26)

fori=0,1, where the price at time t is defined recursively using

V@ (x, t+1,n, (1, 1))

0.5

VO 1)1 7, 10) =2 11,1 (1 - 5 0G0 5 0 a0 01

7

bP(t,0,1,)+bP (8,1, 1) e €010 t10))/ (67 01068 (111)) )0 (i11)

VO (x,t+1,m, {1, 1 +1})

V@ (x,t,1,1;) (1+7(t, 1)) -b (t,0,1;) <1 _ e (20102 (610))/ 1P 10162 (51.1)) ol <t+1,1t>>

05 ’
)

b (t,1,1,) +b2 (t,0,1,) e (@ 01+ (L11))/ (b2 (01062 (1110} o (t+11)

(3.27)

fort=0,2,...,n—2andall 1,.

Proof. The proof is similar to the proof of Proposition 3.2 of Gaillardetz [15] and can be found
in Gaillardetz [27]. O

With the martingale structure identified, the n-year pure endowment insurance
premiums may be reproduced as the expected discounted payoff of the insurance

Lk (x)>n)

B | (3.28)

Ve, 0,m - E2 |

3.3. Endowment Insurance

There is no general solution for the endowment insurance products since the n-year
endowment insurance price at time n — 2 may not be expressed using only either mortality
or survival probabilities. For the n-year term-life insurance, the time-(n — 1) price is
determined based on the death martingale probabilities and the n-year pure endowment
price may be obtained using the survival probabilities at time n — 1. Therefore, once
you combine both products to form an endowment insurance, there is no way to solve
explicitly for the martingale probabilities. However, closed-from solutions may be derived
for the independent, upper and lower copulas. Numerical methods need to be used for
the Cook-Johnson and Gaussian copulas. Furthermore, the width of the participation rate
bands for the unified approach is narrow under deterministic interest (see Gaillardetz and
Lin [13]). For these reasons, we are focusing on the independent and Frechet-Hoeffding
bounds.
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Proposition 3.3. For given VO(x,0,n,1p) (n=1,2,...,7), copulas C, and volatilities 0',((3)(t, 1;1)
(t =1,2,...,7 and all 1;_1), the age-dependent, mortality risk-adjusted martingale probabilities are

given by

[V@) (x,t,t+2,1) (1 +7r(t 1))

1 1
_0'5<1+r(t+1,lt) 1 +r(t+1,lt+1)>]

b (t,2,1) = {0,
[V@(x, Lt+2,1)(1+r(t1))

—05( ! + ! >]
T\1+r(t+1,0L)  1+r@t+1,L+1)

L 1+r@t+1,1) )’

(b9 (t,2,1),

[V(3) (x, t,t + 2, lt)(l + T(t, lt))

1 1
b (t,3,1;) = 4 _0'5<1+r(t+1,lt) 1 +r(t+l,lt+1)>]

(- o)
' 1+rt+1,1;+1) )’
0,

\

b (ti1) = 05 - b2 (t,i +2,1),

fori=0,1, where the price at time t is defined recursively using

VO (x, t + 1,1, {1, 1;})

= [V(3) (xl t/ n, lt)(l + 7‘.(tl lt)) - bgCB) (t/ 2/ lt) - by(c?’) (tl 31 lt)

1 1
T<2" <1 TG LL) TerGeLL+ 1)))’ Independent,

Upper, (3.29)
Lower,
Independent,
(3.30)
Upper,
Lower,
(3.31)

b0 (t,1,1) (1 — el )<t/0,h>+b§?><t,1,1t>>/{bf)<t,o,1t>b§?><t,1,1t>}°‘5)o£3><t+1,1t’)]
X 7y
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+ (bf) (£,0,1)) + b (1,1, 1,) e & (0140 <t,1,1f>>/:bf)(t,o,lt)bf)(t,l,m1°'S>o£3><t+1,1r>>,

VO (x,t+1,m,{1,1})
= [V<3>(x, t,n,1)(1+rt L) -bP2,1) - b9 (¢t,3,1)

-b9(t,0,1y) (1 _ o @001 @100/ 0 10b (11.0)) ) <t+1,1[>>]
X 7Y

+ <b§f) (£ 1,1) + B2 (¢, 0, 1) e~ (O 1010460 1110)/ (6 (10106 100) ol 1411 )

(3.32)

fort=0,2,...,n—3andall 1,.
Proof. The proof can be found in Gaillardetz [27]. O

Since we suppose that the time-0 insurance prices, the insurance volatilities, the zero-
coupon bond prices, and the interest rate volatility are given exogenously, it is possible to
extract the stochastic structure of each insurance products using Propositions 3.1, 3.2, and
3.3. There are constraints on the parameters because the martingale probabilities should be
strictly positive. However, there is no closed-form solution for the stochastic interest models.

Theoretically, there exists a natural hedging between the insurance and annuity
products. However, Gaillardetz and Lin [13] argue that it is reasonable to evaluate insurances
and annuities separatelysince in practice due to certain regulatory and accounting constraints
and issues such as moral hazard and anti-selection.

3.4. Determination of Insurance Volatility Structure

For implementation purposes, we now relax the assumption of exogenous insurance

volatilities. In Subsections 3.1, 3.2, and 3.3, the volatilities of insurance liabilities 03(51 )(t, li-1)
defined by either (3.4) or (3.5) were supposed to be known. However, identifying these
volatilities is extremely challenging due to the lack of empirical data and studies. Similar
to Gaillardetz [15], we extract an implied volatility from the insurance market under certain
assumptions.

There are three different sources that define the insurance volatilities: the interest rates,
the insurance prices, and the martingale probabilities. The implied insurance volatilities is
obtained assuming that the short-term rate has no impact on the martingale probabilities.
Thus, we extract the insurance volatility such that the martingale probabilities in the case
of an up move from the interest rate process are equal to the martingale probabilities in the

case of a down move. Let o,((j )I(t, 1) (j=1,23t=1,2,...,and all I,_;) denote the implied
volatilities defined by (3.4) for j = 1 and (3.5) for j = 2,3, under the following constraint:

aP ¢+ 1, (1, 1) = 0+ 1, {1, L+ 1)), (3.33)



16 Journal of Probability and Statistics

for j = 1,2,3. In other words, insurance companies that do not react to the interest rate

change should have an insurance volatility close to O',(CI /. Gaillardetz [13, 27] explain that
behavior of insurance companies facing the interest rate shifts could be understood through
these volatilities. They also describe recursive formulas to obtain numerically the implied
volatilities. In the following examples, equity-indexed annuity contracts are evaluated using
the implied volatilities, which are obtained from (3.33).

4. Martingale Measures for Equity-Linked Products

Due to their unique designs, equity-linked products involve mortality and financial risks
since these type of contracts provide both death and accumulation/survival benefits.
Moreover, the level of these benefits are linked to the financial market performance and
an equity index in particular. Hence, it is natural to assume that equity-linked products
belong to a combined insurance and financial markets since they are simultaneously subject
to the interest rate, equity, and mortality risks. Similar to Section 3, we evaluate these types
of products by evaluating the death benefits and survival benefits separately. Under this
approach, two martingale measures again need to be generated: one for death benefits and
another for survival benefits. Furthermore, these martingale measures should be such that
they reproduce the index values in Section 2 and the premiums of insurance products under
stochastic interest rates in Section 3. In other words, the marginal probabilities derived in

the previous sections should be preserved, and the martingale measures Qij " j=1,2,3are
such that {WW (x,t,n)/B(t), t = 0,1,...}, {L(t,T)/B(t), t=01,..,Tand T = 1,...}, and
{S(k)/B(k), k = 0,4,...} will remain martingales. Let efc] )(t, i,it,1;) denote the martingale

probability under fo "* such that (x) survives and
P+ ) =rt+1,0), 2D i, i=o0,.. N,
5(t)
1
r(t+1) =r(t+1,L+1), S(;(:) ) =y(t+1,i-(N+1)), i=N+1,...,2N+1
4.1)
or the martingale probability such that (x) dies and
rE+1) = r(E+1,1), % —y(ti- (2N +2)), i=2N+2,...,3N +2,
t+1
rt+1)=r(t+1,L+1), S(S(J;) ) _ y(t,i—(B3N+3)), i=3N+3,...,4N+3,
(4.2)

between t and t + 1 given S(t), K(x) > t, and 1; as illustrated in Figure 4. The function y is
given explicitly by (2.12).

What remains is to determine the probabilities e;] Vs for all i; and 1;. We introduce
the dependency between the index process, the short-term rate, and the premiums of
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insurance products using copulas. Let G;j), j = 1,2,3, denote this joint conditional cumulative
distribution function over time f and t + 1. That is

G (y1,y0, y3;in 1y) = Q¥)+[S(t +1) <y, WO (x,t+1,1,1;) <y,
(4.3)
rt+1) <ys | K(x) > t,it,lt].

As explained, the marginal cumulative distribution functions of the insurance products and
the index are preserved under the extended measures, that is,

G.’ECJ) (OO/ ]/2/ ]/3/ itl lt)
- QY [w<f>(x,t + L) <yar(t+1) <ys | it,lt], (4.4)

G (y1, 00,0071, 1) = Q[S(t+1) <y | 1],

which are determined using (3.18), (3.19), and (3.20) for j = 1, (3.24), (45), and (3.26) for
j=2,(3.29), (3.30), as well as (3.31) for j = 3, and (2.13) for the index. Let C,() be the choice

of copula, then the cumulative distribution function Gy) is defined by
0 s _ () . () .
Gx (ylr ]/2, y3/ 1, lt) - CK(t) Gx (]/1, 00, 00, 1t, 1t>/ Gx (w/ yZ/ ]/3/ 1, lt) ’ (45)

where x(t) represents the free parameter between t and ¢ + 1 that indicate the level of
dependence between the insurance product, interest rate, and the index processes. Here,
the copula Cy () could be defined using either (3.6), (3.7), (3.8), (3.9), or (3.10). Note that in

some cases, for example, the lower copula (3.8), the function Gg) would not be a cumulative

distribution function. We also remark that Gg)'s are functions of K(x) > t, but for notational
simplicity we suppress K(x).

The martingale probabilities can be obtained from the cumulative distribution
function and are given by

(i, 1) = GV (S(t)y(t +1,i), VD (x,t +1,m, {1, 1)), r(t + 1,lt),-it,1t>
_ (4.6)
=GP (SWyt+1,i=1), VO (e b+ 1,m, (1, L), r(t+1,1);0, 1),

fori=0,...,N,

e (t,i,i, 1) = GY’ (S(t)Y(t +1,i=N-1),VO(x,t+1,n{l, L +1}),r(t+1,1+ 1);it’lt>

-GY <S(t)y(t +1,i-N=2), VO (x,t +1,m {1, +1}),7(t + 1,1 + 1);it,1t>,
(4.7)
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1(]':(1,3”,'1”“ + 1,1[ + 1),’ S(t))’(t + 1, N)

l{j:{m”;r(t +1,1 + 1); S(t)}’(t + 1,0)

VO (x,t,1,1,) L= 7+ 1, 1); S(B)y(t+1,N)
r(t, 1)
S(t)

VO (x, t+1,m, {1, L +1});7(E+ 1,1+ 1); S()y(t +1,0)

VO (x,t+1,m, {1, L)) r(E+1,1); S(y(t+1,N)

VO (x,t+1,m, {1, 1});r(t+1,1); S(t)y(t +1,0)

Figure 4: The probability tree of the combined insurance product (j = 1,2,3), short-term rate, and index
processes between t and t + 1 given that K(x) > t,1;, and i;.

fori=N+1,...,2N +1,

e (1, 1) = GY (S(yy(t+1,i - 2N = 2), 1,7 (t+ 1, )31, 1)
~GP(Sy(t+1,i-2N =3),1,r(t +1,1);i;, 1)
| | (4.8)
~GP(SWY(E+1,i=2N =2), VO (x,t +1,m, (I, li}), r(t +1,1); i, 1)

+ G (SWY(E+1,i-2N =3), VO (x,t+1,m, (1, 1)), r(t+ 1,130 1),
fori=2N +2,...,3N +2,and

e (t,i,ii 1) = G (SOt +1,i=3N =3),1,r(t + 1,1 + 1);iy 1)
G (SM)y(t+1,i-3N =4),1,7(t+1,1 +1);iy1;)
-g¥ (S(t)Y(t +1,i=3N =3), VP, t +1,m, (1, 1)), 7(t+ 1,1+ 1); i, 1t>
~GP(SMy(t+1,i-3N =3),1,r(t +1,1,);i,, 1)

+ GO (SWY(E+1,i=3N =4), VO (x,t +1,m, (I 1)), r(t + 1,1+ 1);ii, 1)
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+ GO (S (t+1,i-3N —4),1,r(t +1,1);is,1;)
+GP(SWY(t+1,i=3N =3), VO (x,t +1,m, (I, li}), r(t +1,1); i, )

~GP(SWy(t+1,i=3N =4), VO (x,t+1,m, {1, 1)), r(E+1, 1), 1), (49)

fori=3N+3,...,4AN+3and j = 1,3, where GY (S(t)y(t+1,-1),...;i,1;) = 0and GY'(_..;iy, 1)
is obtained using (4.5). Similarly, for j = 2,
e? (t,ii 1) = G& (SWY(E+1,0), VO (x b+ 1,m, {1, 1), r(t+1,1);i0, 1)
~GE(SWYE+1,i-1), VO t+1,m, (I 1), r(E+1, 1) 1)
(4.10)
~ GO (S +1,0), VO Ge b+ 1m, (L I+ 1)), 7(E+1, 1) 1)

+ GO (SWYE+1,i=1), VOl t+1,m (L, + 1), r(t+1,1);i,1),

fori=0,...,N,

e (t,1,i,1) = GO (SW)y(t+1,i = N =1), VO (x4 1,m, (I L+ 1)), r(E+ 1,1+ 1) 1)
~GP (St +1,i= N =2, VOl t+1m (L, L+ 1)), r(t+ 1,1 + 1)y 1)
GRSyt +1,i- N =1),0,7(t+ 1,1 +1);i, 1)
~GO(SWyE+1,i-N=1), VO t+1,m (I, +1)),r(t+1,1);i, 1)
+GP(SWy(t+1,i— N =2),0,7(t+ 1,1 +1);i, 1)
+GP (St +1,i= N =2, VOl t+1,m, (L, + 1)), 7(t+ 1,10 1)
+ G (SMY(t+1,i- N =1),0,r(t+1,1);i,1;)

GO (SWy(t+1,i- N =2),0,7(t +1,1);i, 1),

(4.11)
fori=N+1,...,2N +1,
e (ti,i,1) = G (S(t)y(t+1,i —2N =2),0,7(t +1,1,); s, 1)
(4.12)

~GP(SW)y(t+1,i-2N =3),0,7(t + 1,1); i, 1),
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fori=2N +2,...,3N +2,and

e (ti,i, 1) = G (S(t)y(t +1,i = 3N =3),0,7(t+ 1,1, + 1);i,, 1;)

_ G;Z) (S(t)y(t +1,i-3N -4),0,7(t+1,I; + 1)}it;1t)

(4.13)
~GP(SW)y(t+1,i-3N =3),0,7(t +1,1,);is, 1;)
+GP(St)y(t+1,i—3N —4),0,7(t+1,1);i,, 1),
fori=3N+3,...,4N +3.
Consider now an equity-linked product that pays
D(K(x)+1) if K(x)=0,1,...,n-1,
(4.14)
D(n) if K(x)>n.

For notational convenience, we sometimes use D(t,i;) to specify the index’s realization.

Let PY(x,t,n,i;, 1;) denote the premium at time ¢ of the equity-linked contract death
benefit given that (x) is still alive and the index and short-term rate processes have taken the
path i; and 1;, respectively. With the martingale structure identified by (4.6), (4.7), (4.8), and
(4.9), PO (x,t,n,i, 1;) may be obtained as the expected discounted payoffs

D(K(x) + 1)1 {k(x)<n
1) . — 1)+ {K(x) ]Bt i1, K >t] 4.15
P (xl t/ n,1, lt) Ex B(K(X) T 1) ( ) 1,1, (.X') el 7 ( . )
where E{)*[ ] represents the expectation with respect to Q*

On the other hand, let P® (x,t,n,i;,1;) denote the premium at time ¢ of the equity-
linked product accumulation benefit given that (x) is still alive and the index process has
taken the path i;. With the martingale structure identified by (4.10), (4.11), (4.12), and (4.13),
P®@(x,t,n,i;,1;) may be obtained as the expected discounted payoffs

D(n)l
PO (x,t,m,i 1) = E2 ()#K)(")EMBU)

it,lt,K(X) > t] (416)

Let P(x,t,n,i;, 1;) denote the premium at time ¢ of an n-year equity-linked product
issue to (x) with its payoff defined by (4.14). In particular, P(x,0,n,ig,ly) is the amount
invested by an insured or, from insurers’ point of view, the premium paid by the
policyholder. We assume that P(x, t, n, i;,1;) may be decomposed in two different premiums;
PY(x,t,n,i;,1;) is the premium to cover the death benefit and P (x,t,n,i;,1;) is the premium
to cover the accumulation benefit. That is, we assume that

P(x,t,n,i, 1) = PO (x,t,n,i, 1) + PP (x,t,1,i;, 1), (4.17)

where PO (x,t,n,i;,1;) and P® (x,t,n,i;,1;) are obtained using (4.15) and (4.16), respectively.
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An alternative approach is to evaluate equity-linked products containing death
and accumulation benefits in a unified manner, using the pricing information from the
endowment insurance products. In this case, the n-year equity-linked product premium
P(x,t,n,i;, 1;) may be obtained as expected discounted payoffs

D(K +1)1 _ D(n)1 _
P(x,t,m, i, 1) :E£3)+[< (K(x) + 1)1 {k(x)<n-1) . (M) 1k ozn ”)B(t)

B(K(x) +1) B(n)

it, lt, K(JC) Z t] .
(4.18)

Figure 4 presents the dynamic of the equity-linked premiums for time period [t, { + 1].

Bear in mind that the first approach presented in this section evaluates equity-linked
products by loading the death and survival probabilities separately. The second approach
evaluates the equity-linked product using unified loaded probabilities.

5. Evaluation of Equity-Linked Products

In this section, we evaluate equity-linked contracts using recursive algorithms. It follows from
(4.15) and (4.16) that

P(l) (x/ tl n, it/ lt)

1

N
= Trah [Z (et 0+ 2N +2,i,1) + el (t,0 + 3N + 3,1, 1) ) D(t + 1, (i, 0})

v=0

+

Mz

(e (t,0,it, 1)PD (x, £ +1,m, (g, 0}, (11, 1))
0

5]
I}

+el (t, 0+ N +1,i, 1)PD (x, t + 1,1, {ir, 0}, {1, + 1}))],

(5.1)

with PD(x,n,n,i,,1,) = 0 and

: 1 < : :
P(z)(xrt/nrltllt) = T(tl) [Z<e,(c2)(t,v,1t,lt)P(2)(x,t + 1,71, {lt,U}, {lt,lt})
77 | v=0

+e (t,0+ N +1,i,1)P? (x, t + 1,n, {iy, 0}, {1, I + 1}))],

(5.2)

with P@ (x,n,n,i,,1,) = D(n, i,).
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Table 1: Point-to-point with term-end design for various interest rate volatilities.

Decomposed approach Unified approach
o ol cu cc ¢l ) s, S C! cu cp
3% Minimum guarantee on 90% premium
0% 6217  56.27 6858 5994 5838  63.08 5959 7028 6998  70.05
20% 4% 62.17 5585 69.17 59.79  58.07 63.12 5946 7027 6940  70.64
8% 62.15 5544 6975 59.63 5775 63.15 5931 7025 6883 7123
30% 0% 4895 4320 5515 47.02 4563 4979 4654 5546 5514  55.25
4% 4895 4293 5554 4693 4543 4982 4645 5545 5474  55.68
8% 4894 4266 5593 4683 4523 4985 4637 5545 5435  56.11
3% Minimum guarantee on 100% premium
0% 4458 4132 4787 4345 4265 4506 4320 5325 53.12  52.88
20% 4% 4457 4093 4838 4332 4236 45.09 4307 5325 5256  53.46
8% 4455 4053  48.89 4318 4207 4512 4294 5324 5200 54.03
0% 3220 2912 3538 3125 3056 3263 3096 39.27  39.13  38.98
30% 4% 3220 2889 3569 3118 3040 3265 30.89 39.27 3877  39.36
8% 3219 2865 36.00 31.10 3023 32,67 30.81 3927 3841  39.75

A recursive formula to evaluate P(x,t,n,i;,1;) under Qf” is determined using (4.18),
that is,
P(x/ t/ n, it/ lt)
1 ) . 3) . .
- D %(ex (£,0+2N +2,i,1) + e (1,0 + 3N +3,i1, 1) ) D(t +1, {is, v})
N (5.3)
+ Z(e,ﬁ '(t,0,i, 1) PO (x,t + 1,7, (i, 0}, {1, 1}})
v=0
+el (t, v+ N +1,i, 1)P(x, t + 1,1, (i, 0}, (1,1, + 1}))],
fort=0,...,n—2, where
N vl N-v
P(x,n_lln’inilllnil) — Z][(n/lnfl) (1 Jr(n,ln—l)) D(n,{infl,v})- (5.4)

= 1+r(n-1,1,-1)

Note that the surrender options for equity-linked products under stochastic interest
rates are evaluated in Gaillardetz [27].

6. Valuation of Equity-Indexed Annuities: Numerical Examples

This section implements numerically the methods we developed previously by considering
two types of equity-indexed annuities. They appeal to investors because they offer the
same protection as conventional annuities by limiting the financial risk, but also provide
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participation in the equity market. From Lin and Tan [11] and Tiong [8], EIA designs may be
generally grouped in two broad classes: Annual Reset and Point-to-Point. The index growth
on an EIA with the former is measured and locked in each year. Particularly, the index growth
with a term-end point design is calculated using the index value at the beginning and the end
of each year. In the latter, the index growth is based on the growth between two time points
over the entire term of the annuity. In the case of the term-end point design, the growth is
evaluated using the beginning and ending values of the index. The cost of the EIA contract is
reflected through the participation rate. Hence, the participation rate is expected to be lower
for expensive designs.

Our examples involve five-year EIAs issued to a male-aged 55 with minimum interest
rate guarantee of either 3% on 100% of the premium or 3% on 90% of the premium. For
illustration purposes, we assume that the insurance product values, V@ (x,0,n) (j = 1,2,3
and n = 1,2,3,4,5), are determined using the standard deviation premium principle (see
Bowers et al. [20]) with a loading factor of 5.00% based on the 1980 US CSO table (see
http:/ /www.soa.org/). We also assume that the short-term rate r(¢) follows the BDT where
the volatility is either 0%, 4%, or 8%. The observed price of the zero-coupon bond L(0,T)
is assumed to be equal to (1.05)_T forT =1,2,...,5. Hence, the interest rate model may be
calibrated using (2.6) and (2.7). For simplification purposes, the index will be governed by
the Cox et al. [28] model where S(0) = 1 and the number of trading dates N is 3. In this
recombining model, the index at time k S(k) has two possible outcomes at time k + A: it is
either increasing to S(k + A) = US(k) or decreasing to S(k + A) = dS(k). The increasing and
decreasing factors u and d are supposed to be constant and are obtained from the volatility of
the index o. This volatility is assumed to be constant and is either 20% or 30%. In other words,
u=e"YN(g =0.2,0.3) and d = u". The index conditional martingale probability structure is
obtained using (2.10). The conditional joint distribution of the interest rates and the insurance
products are obtained using Propositions 3.1, 3.2, and 3.2. Here, these martingale probabilities
are determined based on the implied insurance volatilities, which are derived numerically
under the constraint given in (3.33).

The analysis is performed using the point-to-point and reset EIA classes with term-end
point design.

6.1. Point-to-Point

We first consider one of the simplest classes of EIAs, known as the point-to-point. Their
payoffs in year ¢ can be represented by

D(t) = max [mm [1 +aR(t), (1 + g)f], p(1+ g)t], (6.1)

where a represents the participation rate and the “gain” R(¢) need to be defined depending
on the design. It also provides a protection against the loss from a down market (1 + g)".
The cap rate (1 +¢)' reduces the cost of such contract since it imposes an upper bound on the
maximum return.

As explained in Lin and Tan [11], an EIA is evaluated through its participation rate
a. Without loss of generality, we suppose that the initial value of EIA contracts is one
monetary unit. The present value of the EIA is a function of the participation rate through
the payoff function D. We then solve numerically for a, the critical participation rate, such
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Table 2: Point-to-point with term-end design and 15% cap rate for various interest rate volatilities.

Decomposed approach Unified approach
o ol cu cc ¢l ) s, S C! cu cp
3% Minimum guarantee on 90% premium
0% 65.65  59.00 7298 6295 6116  66.69 6273 7595 76.61 7543
20% 4% 65.65  58.61 7340 6282 60.88 6672 6262 7595 7610 7585
8% 65.64 5823 7385 6268 6061 6675 6250 7594 7564  76.29
0% 5894 5126 6742 5597 5400 6011 55.62  69.87 7094  69.33
30% 4% 5894 5110 6754 5591 5389 60.12 5559 69.88  70.66  69.52
8% 5894 5096 6770 5586 5379  60.13 5556 6990 7045  69.76
3% Minimum guarantee on 100% premium
0% 4520  41.85 4858 4400 4318 45,69 4378 5460 5493  54.10
20% 4% 4519 4144  49.07 4387 4289 4572 4366 5460 5435  54.63
8% 4517  41.03 4956 4373 4259 4574 4352 5459 5380  55.16
0% 3425 3086 3778 3312 3234 3473 3287 4320 4399  42.60
30% 4% 3425 30.63 38.04 33.06 3219 3475 3281 4320 4346 4296
8% 3425 3040 3831 3299 3204 3477 3274 4321 4297 4345

that P(x,0,n,ip,lp) = 1, where P(x,0,n,iy,lo) is obtained using (4.17) for the first approach
or using (4.18) for the second approach by holding all other parameter values constant.

6.1.1. Term-End Point

In practice, various designs for R(t) have been proposed. The term-end point design is the
simplest crediting method. It measures the index growth from the start to the end of a term.
The index on the day the contract is issued is taken as the starting index, and the index on the
day the policy matures or the time of death is taken as the ending index. Hence, the “gain”
provided by the point-to-point EIA with term-end point may expressed as

R(t) = % - (6.2)
The EIA payoff given in (6.1) is defined by
D(t,i;) = max [min [1 + a<f[ y(@,i) - 1), 1+ g)t],ﬁu + g)t:I. (6.3)
1=0

Tables 1 and 2 give the critical participation rates based on (5.1) and (5.2) for the
decomposed approach as well as (5.3) for the unified approach over different short-term rate
volatilities (0%, 4%, and 8%). The index volatility is set to either 20% or 30%. We present the
participation rates of 5-year EIA contracts with the term-end design without cap rate ({ = o)
in Table 1 and 15% cap rate in Table 2. We consider two types of minimum guarantees:
P =90% and p = 100% and both with g = 3%.

The participation rates obtained for o,(t) = 0% are consistent with the corresponding
participation rates under deterministic interest rates presented in Gaillardetz and Lin [13].
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Table 3: Annual reset with term-end point design for various interest rate volatilities.

Decomposed approach Unified approach
o ol cu cc ¢l ) s, S C! cu cp
3% Minimum guarantee on 90% premium
0% 3891 3719 4051 3842 38.02 3916 3819 4326 4325 4327
20% 4% 3891 3727 4041 3844 38.07 39.15 3821 4326 4331 4321
8% 3891 3735 4032 3846 3812 39.14 3823 4327 4337 4317
0% 2823 2672 2959 2786 2754 2842 2765 3139 31.38  31.39
30% 4% 2823 2679 2950 2788 2759 2841 2767 3139 3143  31.34
8% 2823 2687 2941 2789 27.63 2841 2769 3139 3150  31.30
3% Minimum guarantee on 100% premium
0% 3542 3393 3674 3504 3471 35,62 3482 4059 4057  40.55
20% 4% 3542 3392 3676 3503 3470 35,62 3482 4059 4052  40.60
8% 3541 3390 36.77 3502 34.69 35,61 3481 4059 4049  40.66
0% 2519 2387 2636 2491 2465 2535 2471 2889 2886  28.87
30% 4% 2519 2388 2634 2491 2466 2535 2472 2889 2885  28.89
8% 2519 2389 2632 2491 2467 2534 2472 2890 2885 2891

As expected, the participation rates for the independent copulas decrease as the interest rate
volatility increases; however, this effect is negligible for 5-year contracts.

The independent copula may be obtained by letting k — 0 in the Cook-Johnson
copula. Similarly, the Frechet-Hoeffding upper bound is obtained by letting x — oo. This
explains that the participation rates with x(t) = 0.5 are closer to the independent one than
the participation rates obtained using x(t) = 2, which are closer to the upper copula. Setting
x(t) = 0 in the Gaussian copula also leads to the independent copula. The participation rates
are between the independent copula and the lower copula when x(t) = —0.1. On the other
hand, when «(t) = 0.3 the participation rates are between the independent copula and the
upper copula.

The width of participation rate bands for the decomposed approach increases as the
short-term rate volatility increases. Here, the participation rate band represents the difference
between the participation rates obtained from the lower copula and the upper copula. Indeed,
the participation rate for the upper copula (f = 90% and o = 20%) decreases from 56.27%
(0,(t) = 0%) to 55.44% (0o, (t) = 8%), meanwhile under the lower copula the participation rate
passes from 68.58% (o (t) = 0%) to 69.75% (o, (t) = 0%). This is due to the fact that increasing
o, introduces more uncertainty in the model.

As we increase the volatility of the index, the participation rate decreases since a higher
volatility leads to more valuable embedded financial options. As expected, the participation
rates for f = 100% are lower than the corresponding values with = 90%.

The dependence effects for the unified approach are negligible since there is a natural
“hedging” between the death and accumulation benefits. The introduction of stochastic
interest rates has more impact when f = 90% than when p = 100% because the participation
rates are higher. Although the participation rates are higher when o = 20%, the dependence
has relatively more impact if o = 30% because the model is more risky.

As expected, imposing a ceiling on the equity return that can be credited increases
the participation rates. Furthermore, the magnitude of the increments is more significant
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Table 4: Annual reset with term-end point design and 15% cap rate for various interest rate volatilities.

Decomposed Approach Unified Approach
c o) cu cc ¢l cocs,  cS, c! cu cp
3% Minimum Guarantee on 90% Premium
0% 4249 3858 4586 4135 4044  43.04 4086 52.63 52.62 52.65
20% 4% 4249  38.78 45,65 4139 40,56  43.02 4091 5264 5276 52.53
8% 42.49 38.98 45.44 41.44 40.69 43.00 40.97 52.66 52.91 52.44
0% 35.80 33.10 38.12 35.02 3440 36.18 34.69 4282  42.80 42.83
30% 4% 35.81 33.28 37.93 35.06 34.50 36.17 34.73 42.83 42.94 42.72
8% 35.81 33.47 37.75 35.09 34.60 36.16 34.78 42.84 43.09 42.62
3% Minimum Guarantee on 100% Premium
0% 3542 33.93 37.69 35.04 34.71 35.62 34.82 47.46 47.45 47.35
20% 4% 35.42 33.92 37.73 35.03 34.70 35.62 34.82 47.46 47.36 47.46
8% 3541 3390 3777 35.02 34.69 35.61 34.81 4747 4728 47.60
0% 3040 2760 3272 2973 2917 30.75 2936 3941 39.45 39.34
30% 4% 3040 2763 3266 2974 2919 30.75 2937 3942 3945 39.36
8% 30.40 27.67 32.62 29.75 29.22 30.74 29.38 39.43 39.48 39.40

in a high volatility market. This is because the effect of the volatility diminishes as the cap
rate decreases and hence the behavior of the EIA payoff is similar for different ranges of
volatilities. This is particularly observable when f = 90%.

6.2. Annual Reset

We now consider the most popular class of EIAs, known as the annual reset. They appeal to
investors because they offer similar features as the point-to-point class; however, the interest
credited to a annual reset EIA contract cannot be lost. This “lock-in” feature protects the
investor against a poor performance of the index over a particular year. The payoff of this
type of EIA contracts is defined by

D(t) = max I:ﬁ max[min[1 +aR(l) - v, (1+¢)],1], p(1 + g)t:I, (6.4)

I=1

where R(I) represents the realized “gain” in year [, which varies from product to
product.

The cases where v is set to 0 are known as annual reset EIAs and the cases where
v > (0 are known as annual yield spreads. Furthermore, the participation levels in those cases
v > 0 are typically 100%. As mentioned previously, in the case of annual reset, we fix v = 0
and determine the critical participation rate « while fixing g, §, and ¢. In the traditional yield
spread v needs to be determined such that the cost of EIA embedded options is covered by
the initial premium while fixing a = 100%, g, , and ¢.
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6.2.1. Term-End Point

In the case of annual reset EIA with term-end point, the index return is calculated each
year by comparing the indices at the beginning and ending policy anniversaries. Hence, the
participation rate may be expressed as

R(t) = S5®)

“si-p " (6.5)

In this case, the EIA payoff given in (6.4) is defined by

D(t,i;) = max I:ﬁ max[min[1+a(y(,i) -1) —v,(1+¢)],1], (1 + g)t]_ (6.6)

I=1

Tables 3 and 4 consider an annual reset EIA with term-end point design for various
cap rates ({ = oo and { = 15%). In this numerical illustration, we consider the same set of
parameters; particularly, the short-term rate volatility is either equal to 0%, 4%, or 8% and
the index volatility is set to either 20% or 30% with N = 3. We find a such that (4.17) for the
decomposed approach and (4.18) for the unified approach are equal to 1 by setting v = 0%.

The annual reset with term-end point design is more expensive than the point-to-
point with the term-end point design. The participation rates from the upper copula increase
while the ones from the lower copula decrease as o, (t) increases for both approaches when
p = 90%. This leads to narrower participation rate bands for the decomposed approach.
These behaviors are inverted for p = 100%. In that case, it leads to wider participation
rate bands for the decomposed approach. The imposition of a 15% cap rate may increase
the participation rate as much as 10%. However, there is no impact on the participation rate
under the decomposed approach when o = 20% and f = 100%.

7. Conclusions

The purpose of this paper is to generalize the approach presented by Gaillardetz and Lin
[13] under stochastic interest rates. To this end, martingale probability measures for each of
the term life, pure endowment, and endowment insurances are introduced under stochastic
interest rates. Using the insurance market information, we obtain equity-linked martingale
measures that combined the insurance, interest rates, and index information. Although the
choice of copulas is somewhat arbitrary, with additional premium information from certain
equity-linked products, we would be able to narrow down the choices. We present two
different pricing approaches for equity-linked products. The first approach evaluates death
benefits and accumulation/survival benefits separately. In the second approach, we evaluate
the death benefits and the survival benefits in a unified manner by using the endowment
insurance products to define the martingale measure. A detailed numerical analysis is then
performed for existing EIAs in the North American market.

Our methodology may be used to evaluate variable annuities (segregated fund
contracts in Canada) because of the similarity in payoff structure between EIAs and VAs.
Furthermore, our approach may also be used to evaluate Universal Life insurances, variable
Universal Life insurances, and others equity-linked products.
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Endnotes

1. Utility theory is also used to price standard life insurance products.
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