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Chapter 1

General introduction

Insurance companies are currently facing many challenges. One of these challenges is the
current low-interest phase, which has already lasted for several years. But the high fluctu-
ation of interest rates also represents a fundamental financial risk for insurance companies.
In general interest rate risk has a major impact on the solvency of insurance companies.
In particular, the actuarial reserve of life insurance companies, whose portfolios consist of
policies with long maturities that promise a relatively high guaranteed return, is affected

by interest rate risk (cf. Berdin and Griindl (2015), Hieber et al. (2015)).

The subject of this work are life insurance companies who provide participating
life insurance contracts. Especially German life insurer have a huge amount of long term
contracts in their portfolio, such that they are exposed to potential risks on the financial
stability, in particular interest rate risk i.e. losses due to interest rate fluctuations. Life
insurance contracts with (innovative) guarantees, which are of particular relevance for life
insurance companies due to the ongoing low-interest phase and the high fluctuations on the
financial markets as well as the regulatory requirements from Solvency II (cf. Schmeiser
and Wagner (2015)), are investigated in this thesis. Those participating life insurance
contracts are contracts where the insured participates in the return of the insurers asset
portfolio with her initially paid premium. In addition, a minimum return on her premium
is often guaranteed. A distinction is made between terminal and cliquet-style guarantees,
whereby terminal guarantees only take into account the return at the contract maturity,

while cliquet-style guarantees do it regularly at specific intervals (e.g. annually).

In the German life insurance market, participating life insurance policies still account

for a large proportion of all current insurance policies, although the number decreased in
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recent years (c.f. GDV (2022)). One risk affecting such policies is that the return on the
insurer’s investment portfolio may be lower than the guaranteed minimum return promised
to the policyholders. In this case, the insurer is liable. For this reason, the policyholder
pays a risk premium to the insurer. This risk threatens the solvency of the insurers and
must therefore be adequately managed. Moreover, due to this, the minimum guaranteed
return of such policies are regulated by local authorities. In Germany, an upper limit for
these minimum guaranteed returns is set by the German Federal Ministry of Finance based
on the recommendations of the German Association of Actuaries (DAV) and the German
Federal Financial Supervisory Authority (BaFin). In order to earn the guaranteed returns
on older policies, insurers must make investments that promise a higher return than the
risk-free rate. Since a higher return is associated with more risk, insurers must therefore

take more risks in order to avoid insolvency.

German government bond 30 years yield vs. upper bound on minimum
guaranteed return from 01/2010 to 08/2022

Return in %

E \ \ \ \ \
2010 2012 2014 2016 2018 2020 2022

Figure 1.1: A comparison between the development of the monthly yield of German government bonds
with a maturity of 30 years (solid line) and the upper bound on the minimum guaranteed return set by the
German Federal Ministry of Finance (dashed line) in the period from January 2010 to August 2022. The
data of the government bonds originates from Refinitiv Workspace while the data one the upper bound
comes from the German Association of Actuaries (DAV).

Figure 1.1 shows the development of this upper limit for these minimum guaranteed
returns (dashed line). Currently, the upper limit is 0.25%. Since this upper limit only
applies to new policies, many insurers still have old policies in force that provide minimum
guaranteed returns of over 2%. The upper limit for these minimum guaranteed returns was
much higher before 2010 with values up to 4% from 1995 to 2000. In comparison, figure

1.1 also shows the development of the yield on German government bonds with a term of
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30 years (solid line), which can be regarded as a representative risk-free interest rate due
to its high rating. In fact, Figure 1.1 shows that the current risk-free interest rate is well
below the current upper bound for minimum guaranteed returns. It can also be observed
that participating life insurance contracts currently offered by German life insurers meet

this upper limit.

The aim of this thesis is to examine participating life insurance products with regard
to their exposure to interest rate risk. In addition to the question of the optimal design
of these products, this thesis also deals with the question of how an appropriate choice of
different products can hedge against interest rate risk. Furthermore, the regulatory basis

for hedging interest rate risks in the EU given by Solvency II will be examined.

Chapter 2 analyzes minimum return rate guarantees (MRRGs) including fixed guar-
antee rates prevailing for the whole contract horizon as well as floating guarantee rates
which are linked to the interest rate evolution. In a complete arbitrage free market where
the asset and bond price dynamics are given by Gaussian processes, we obtain closed
form pricing solutions for both guarantee schemes. Differences in the guarantee costs are
then explained by the difference of the arbitrage free values of the fix and floating rate
guarantees and the difference between cumulated volatilities resulting from forward and
simple volatilities. We then consider the perspective of the asset liability management, i.e.
we analyze the sensitivities of the asset and liability side against changes in the interest
rate by determining the duration and convexity. We show that a combination of fix price
and floating strike guarantees enables a natural hedge against changes in the interest rate.
Furthermore we analyze the derived hedging strategy of fix and floating strike guaran-
tees regarding the risk management of insurance companies by considering different risk

measures like the value at risk and the conditional value at risk.

Chapter 3 analyzes the design of participating life insurance contracts with mini-
mum return rate guarantees. The default risk, i.e. the risk that the value of the asset is
lower than the intended guaranteed payout at the end of the term, is considered. In this
context, a simple contract design of participating life insurance contracts with a mini-
mum return guarantee (MRRG) is presented. Without default risk, the insured receives
the maximum of a guaranteed rate and a participation in the investment returns. With
default risk, the payoff is modified by a default put implying a compound option. Under
regulatory guidelines for this probability of default, the optimal design of the MRRG is
then determined in a simple Black Scholes model setup and under the assumption of a

constant mix strategy. We represent the yearly returns of the liabilities by a portfolio
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of plain vanilla options. A closed form of the probability of default as a function of the
equity ratio is derived. In a Black and Scholes model, the optimal payoff constrained by
a maximal shortfall probability can be stated in closed form. Due to the completeness of

the market, it can be implemented for any equity to debt ratio.

Chapter 4 analyzes the Solvency II capital requirements under the interest rate risk
submodule. The aim of this chapter is to compile the results of these studies and to provide
an overview of the strengths and weaknesses of the SCR with regard to protection against
interest rate risk. At the end, the question whether the SCR under the current Solvency
IT regulations represents an adequate capital reserve for insurance companies regarding
interest rate risk will be discussed on the basis of the available scientific literature. It
begins by a brief introduction to Solvency II regulation. It then introduces the interest
rate risk submodule and discusses the minimum capital requirements under the standard
formula. Finally it summarizes the results from a collection of research papers that relate

to capital requirements under the interest rate submodule.

Chapter 5 concludes this thesis. In addition, the appendix contains an analysis of
the Vasicek model with respect to the derivation of the formulas, the simulation, and the

estimation of the parameters.



Chapter 2

Natural hedging with fix and

floating strike guarantees

2.1 Introduction

Low interest rate scenarios and (downward) changes in the term structure of interest rates
may deteriorate the solvency situation of a life insurance company. In this chapter, we
focus on the possibilities to build a natural hedge against interest rate risk by offering a
suitable product mix of different minimum return rate guarantee schemes (MRRGs). In
particular, we consider both, immunization of the interest rate risk on the liability side as

well as on the asset and liability side simultaneously.

MRRGs are embedded in traditional and innovative participating life insurance
products which are e.g. popular in German speaking countries.! Here, the savings ac-
count of the insured grows at least according to a guaranteed rate, but the insured also
participates in the excess returns of the investment strategy conducted by the insurer, i.e.

if there is any.

In view of the long-term horizons which are common in life insurance products, the
guarantees (long term put options) can cause a substantial risk exposure to the provider.
Recently, writing (traditional) long term terminal guarantees is often considered as too

expensive by the insurance industry, in particular in view of low interest rate regimes and

L For example, reference is made to the products KonfortDynamik, InvestFlex and IndexSelect of Allianz,
PrivatRente Performance of R+V and TwoTrust Vario of HDI.
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the capital requirements posed by the Solvency II regulation, cf. Berdin and Griindl (2015)
and Mirza and Wagner (2018). In consequence, there are innovative insurance products
discussed and placed on the market linking the guaranteed rate to the interest rate evo-
lution and/or the insurer’s investment results which are considered as less expensive and
riskily if compared to traditional guarantees, cf. Eling and Holder (2013) and Reuf et al.
(2016).

In a dynamic version, a natural hedge (on the liability side) implies that the value
of the product mix does not change if there is a change in the term structure of interest
rate, i.e. if the interest rate sensitivities of both products (each weighted by the number of
products) coincide. In the first instance, we analyze the possibilities of building a natural
hedge. Regarding the products, we compare fixed guarantee rates prevailing for the whole

contract horizon and floating guarantee rates linked to the interest rate evolution.

W.r.t. the numerical illustrations, we place ourselves in a complete and arbitrage
free financial market model setup where the asset and bond price dynamics are given in
terms of Gaussian processes. We assume a competitive insurance and financial market (as
well as competition between the insurance and financial market) such that the guarantee
contracts under consideration are priced under the no arbitrage condition. Using well
known pricing results concerning the option to exchange two (lognormal) assets, we obtain
closed form pricing solutions for the benchmark contract/guarantee designs. A contract
is called fair (competitive) if the arbitrage free value of the liabilities to the insured are
equal to her (up front) contribution. For a given initial contribution and guarantee rate,
it is basically possible to determine the participation (in the excess returns) such that
the contract is fair.? In particular, higher guarantee costs are associated with a lower
participation fraction. We compare the participation rates of fixed rate and (interest rate
linked) floating strike guarantees. The Gaussian model setup is especially convenient to
obtain an intuitive explanation for the differences in the guarantee costs of fix and floating
rate guarantees. Both guarantee costs are exclusively specified by the arbitrage free values
of the (fix, floating) guaranteed amount and the difference between cumulated volatilities
resulting from forward and simple volatilities of the asset side which is determined by
an investment strategy in assets traded on the financial market. We then consider the
price sensitivities of the asset (investment strategy) and liability side (consisting of fix

and floating strike guarantees) towards changes in the interest rates and the correlation

2 Alternatively, one can determine the fair guarantee rate for a given participation fraction.
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between the assets and the interest rate. We show that fix and floating strike guarantees
give rise to opposing effects such that a suitable combination of fix and floating interest
rates can build a natural hedge against interest rate and correlation risk. Illustrations are
given in terms of a Black and Scholes (1973) /extended Vasicek model (c.f. Hull and White
(1990)). We further analyze the meaning of fix and floating strike guarantees for the risk

management of insurance companies.

The contributions of the chapter can be summarized as follows. While natural hedg-
ing possibilities are for example discussed in the context of life insurance and annuities (cf.
Gatzert and Wesker (2012)), we are, to the best of our knowledge, the first who discuss
the possibility to build up a natural hedge by means of a suitable product mix of different
guarantee schemes. Compared to an immunization of the buffer (difference of assets and
liabilities) by adjusting the duration of the asset side, the natural hedge has in addition
the following advantage. Reducing the (stochastic) duration of the asset side may be dif-
ficult because it is not necessarily possible to trade in (liquid) bonds which are consistent
with the long maturities of life insurance contracts. In addition, any modification of the
investment strategy (asset side) also impacts the value of the guarantees (liability side). In
contrast, a natural ALM hedge based on a product mix on the liability side has no impact

on the asset side.

This chapter is related to several strands of the literature including the ones on (i)
pricing and hedging embedded guarantees/options, (ii) portfolio planning, (iii) innovative
guarantee contracts, and (iv) natural hedging by means of life insurance products. Without
postulating completeness, we only refer to the most related literature and hint at the

additional literature given within the mentioned papers.

Pricing embedded options by no arbitrage already dates back to Brennan and
Schwartz (1976). For a fair valuation of participating life insurance contracts, we refer,
among others, to Briys and De Varenne (1994), Tanskanen and Lukkarinen (2003), Bal-
lotta (2005), and Bauer et al. (2006), Eckert et al. (2016), Orozco-Garcia and Schmeiser
(2019) and Bacinello et al. (2021). Risk management and hedging aspects are e.g. dis-
cussed in Mahayni and Schlogl (2008), Klusik and Palmowski (2011) and in the context

of variable annuities in Feng and Yi (2019).

Literature on portfolio planning with a main focus on insurance contracts with
guarantees includes e.g. Huang et al. (2008), Milevsky and Kyrychenko (2008), Boyle and
Tian (2008), Branger et al. (2010), and Mahayni and Schneider (2016). Portfolio planning
itself dates back to Merton (1975) who, amongst other results, solves the portfolio planning
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problem for a CRRA investor. For alternative or innovative guarantee contracts, we refer
to Eling and Holder (2013), Mahayni and Muck (2017) and Rufl and Schelling (2018).

Hedging of mortality risk in life insurance contracts is related to our basic idea
since contracts with opposing sensitivities to mortality risk are combined. Cox and Lin
(2007) e.g. analyze natural hedging of life insurance and annuity liabilities. Wang et al.
(2010) show that natural hedging can Gatzert and Wesker (2012) lower the sensitivity of an
insurance portfolio with respect to mortality risk. They use simulations to select portfolios
of insurance contracts which immunize the insurer’s solvency against chances in mortality.
While Wang et al. (2010) only concentrate on the liability side and do not consider the asset
side, Gatzert and Wesker (2012) take into account both, asset and liabilities, as well as
their interaction. Luciano et al. (2017) extend the previous literature by introducing hedges
within a single generation and across generations in the presence of both, longevity and
interest-rate risks. Wong et al. (2017) further analyze the effect of life insurance product
design on natural hedging by using a variety of standard products. A natural hedge based
on a product mix is also subject to the work of Bernard and Boyle (2011). The authors
focus on equity indexed annuities and consider a standard equity linked contract and a
so-called Monthly Sum Cap EIA, both accounting for a fix strike guarantee. However, we
consider a product mix of a fix strike guarantee and a floating strike guarantee which is
linked to the interest rate evolution in a participating life insurance contract where the

insured also participates in the insurer’s excess returns of the driven investment strategy.

The rest of the chapter is organized as follows. Section 3.2 introduces fix strike
and floating strike guarantees. We state the model setup for the asset and interest rate
evolution and derive the pricing formulas for the different benchmark guarantee schemes.
In Section 3, we model the asset side of the insurer by means of a strategy conducted at
the financial market. We then analyze the sensitivities of the asset and liability side w.r.t.
changes in the interest rate. We then discuss the possibilities to obtain a natural hedge on
the liability side which immunizes the buffer (assets minus liabilities) against changes in
the interest rate. In Section 4, the results are illustrated in a Black and Scholes/Vasicek

model setup. Section 2.6 concludes the paper.

2.2 Preliminaries

Throughout the following, we analyze two versions of MRRGs which are meaningful in the

context of participating life insurance contracts. One version is implied by a guaranteed
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rate which terminal value is once determined at the contract inception. We refer to it as fix
strike guarantee. The other version is a (stochastic) guarantee rate which is implied by the
interest rate accumulation over the contract horizon. We call it floating strike guarantee.

These two versions are understood as corner cases of more general contract designs.

Since the insured receives the maximum of the guarantee and a fraction of the
asset result, we need assumptions on the evolution of the asset side and the interest
rate dynamics. We use a Gaussian model setup which gives rise to closed-form (market
consistent) values of the liabilities of the insurance company and allows to obtain first
insights about the (basic) differences of the guarantee costs associated with fix strike and
(interest rate) floating strikes. A detailed analysis of the interactions of asset and liabilities
which are closely linked to the investment strategy conducted by the insurance company

is dedicated to the subsequent section.

2.2.1 Contract design, model setup and pricing

The contribution of the insured consist of a single premium Py at the inception ¢ = 0
of the contract.> Her payoff prevails at T > 0 and is given in terms of a participation
on positive investment results/returns and includes a return guarantee. To simplify the
expositions, we restrict ourselves to terminal guarantees and, as mentioned above, we
distinguish between two corner cases. One is implied by a guarantee which is determined
at the contract initialization. The other benchmark case is given by a guarantee which is
proportional to a (stochastic) money account growing with the interest rates (r¢).ejo,r)-
Formally, the benchmark guarantee schemes (contracts, respectively) are described as
follows. Let (At).e[o,7] denote the value process of the insurer’s investment portfolio (asset

side), then the payoff to the insured with a terminal guarantee is of the form

_ AT o AT AT +
T
where K = f(I(0,T)) and I(t,T) ::/ Ty du
t

and « denotes the participation fraction of the investment return ‘j—g. K represents the

terminal guaranteed return which we refer to as strike guarantee, since the payoff can be

3 Since we abstract from mortality or surrender risk, there is no loss of generality due to a single premium

compared to more flexible premium payments.
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represented in the form of a put option on insurer’s assets with strike K. In the following

we consider two types of guarantees:

(i) The fix strike guarantee is given by a constant strike K = Kjpy.

(ii) The floating strike guarantee is given in terms of a strike which is proportional to
the money market account, i.e. Kg = aelOT) where & denotes the fraction of the

interest rate accumulation.

Assuming a competitive insurance (and financial) market, the participation fraction « (or
the strike K of the guarantee option) is determined such that the initial contribution P
matches the (arbitrage-free) value of the contract payoff. Thus, we have to pose assump-
tions on the asset and interest rate dynamics. We assume a complete and arbitrage-free
financial market model under interest rate risk where the dynamic of the price process

(At)tejo,r) as well as the dynamics of the zero coupon bonds B(,t) paying one monetary

unit at maturity ¢ € [0, T are lognormal.*

Thus, the index dynamic is modeled along the lines of Black and Scholes (1973), the
interest rate dynamic is given by a Gaussian Markov Heath, Jarrow and Morton (1992)

model. In particular, there exist a uniquely defined martingale measure P* such that

dA; = A (’I“t dt + O'A(t) th*) (22)
dB(t,t) = B(t,t) (ry dt + of(t) dW;) (2.3)
where W* denotes a d-dimensional Brownian motion with respect to P*, and o4 and o}

satisfy the usual regularity conditions.

To simplify the notation further, we introduce the cumulated volatility (of the pro-

cess Z) from time t up to time T by v(¢,T), i.e.

v(t,T) := \//tT lloz(s)||? ds (2.4)

where || - || depicts the euclidean norm. The subsequent pricing results can be traced back

to the pricing of an option to exchange two assets. The pricing formula for a European

4 We call a stochastic process (Z:)o<i<r lognormal iff it is a solution of
dZt = Zt(/.,tt dt + O'Z(t) th)

with deterministic dispersion coefficient o7 : [0, T[— R%

10
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option to exchange two lognormal assets dates back to Margrabe (1978) and is summarized

in the following lemma.

Lemma 2.2.1 (Pricing formula for exchange option) Let X and Y denote two log-
normal assets.> Then, the t—value of the European option to exchange the assetY for the

asset X at maturity T with payoff [ X1 — Yr|* is given by
C(t, X1, Yy) = XeN(di(t, Zr)) — YN (dao(t, Z4)) (2.5)

and

<

where Z :=

In(Z) + 0%(t,T)
v(t,T)

dl(t, Z) = s dz(t, Z) = dl(t,Z> - U(t, T),

and v(t,T) := \//tT lloz(s)|? ds.

Using the above pricing formula for the option to exchange two lognormal assets X and Y
immediately implies closed-form pricing formulas for the insurance contracts with fixed and
floating strikes. To simplify, from now on we concentrate on the case where Py = Ag =1,
i.e. where the initial single premium paid by the insured as well as the initial value of the

insurer’s investment portfolio is normalized.

(i) First, consider the fix strike guarantee (K = Kjy). Let Y; = a4y, i.e. Y is (along
the lines of Eqn. (2.2)) a lognormal process. In addition, observe that the guarantee payoff
is [ X7 — Y7]* where X7 = Kjy. Notice that the (arbitrage free) value of the payoff X1 at
time ¢ is given by the expectation (under the pricing measure P* and given the information

prevailing at t) of the discounted payoff, i.e.
X = E, {e_l(t’T)Kfi:c‘]:t} = KjipEBule "D R = B(t, T)K iy

In addition, we need the cumulated volatility v(¢,T") of the quotient process Z; = % It

1) = [ tatieds = [ oato) - ortetas

® A lognormal (synthetic) asset in fact means that its dynamic is lognormal and that under the risk

is given by

neutral pricing measure the local drift coefficient is equal to 7.

11
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(ii) Now, consider the floating strike guarantee (K = ae!(®©1)). Again, let Y; = aA;.
Now it holds X7 = ae!(®T) such that the t-value of the asset X now is given by

X, = E, [e—l(t,T)&eI(O,T)|ft} — QB[ TEDHOD)| ] = el 0,
Notice that

t
dX; = d (defo Tu d") = are!OY gt = Xyry dt.

such that the cumulated volatility v(¢,T') of the quotient process Z; = % is given by

o(t.T) = J [ torts)pas = \/ [ oa)le ds.

Thus, using Lemma 2.2.1 together with the payoff definition of fix and floating strike

guarantees gives the following pricing results for the guarantee contracts.

Proposition 2.2.2 (Contract Pricing) Let Py = 1 and let C(t, Xy,Y:) be defined by
Equation 2.5. Then the arbitrage-free prices Cy(t, K}*, aAs) (w € {fix, fl.}) of the guar-

antee payoffs are given by
Cyw (t, K, 0Ay) = aAr + C (t, K, aAy)

(i) for w= fix (fix strike guarantee) it holds

T
fo = B(t,T)K iz and vg,(t,T) = \//t lloa(s) — or(s)]|? ds.

(ii) for w = fi. (floating strike guarantee) it holds

T
Ktﬂ. — ael 00 4nd v (t,T) = \// lloa(s)||? ds.
t

Recall that C(t, K, «A;) denotes the option price to exchange the strike K for the insured
asset fraction aA;. In its interpretation, this option is a put on the insurer’s assets, i.e.
a option to sell the assets back at strike K, which is granted in addition to the asset
participation. The contract price of a fix strike (floating strike) guarantee contract is thus
obviously increasing in Ky (in &). An important observation concerns the pricing impact

of the correlation between the asset price and interest rate.

12
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2.2.2 Fair pricing

Before further analyzing the effects of interest rate changes on the guarantee values, we
first express the guarantee costs by means of the participation fraction o which ensures
that the contract value is equal to the initial contribution of the insured.® We call the
associated participation fraction the fair participation fraction. In fact, the participation

fraction is valid if one assumes a competitive market.

Formally, let C(t, X, Y:) be defined by equation (2.5). For w € {fix, fl.} and for
given guarantee strikes (Kgy or accumulation factor &, respectively), the participation

rate o' is called fair iff
avAy+ C (0, Ky, aon) =P

where K} is given as in Proposition 2.2.2. Note that the guarantee costs can be resembled
by the fair participation fraction agy, i.e. the lower the oy, the higher the guarantee

costs. In particular, since we assume Py = Ag = 1 the actual guarantee costs are
C(0,Ky,a”)=1—a".

We want to shed a light on the question whether the costs of a floating strike guarantee
are lower than the ones of a fix strike guarantee. The answer is simple if one assumes that

the present value of the guarantee is equal, i.e.
&= B(0,T)K .

Recall that the option price which defines the guarantee costs is increasing in the cumulated
volatility of the quotient process Z. Thus, for & = B(0,T)Ky;,, the difference of the
floating strike guarantee and fix strike guarantee is determined by the difference of the
cumulated volatilities. It immediately follows that for & = B(0,7)Ky, the guarantee
costs of the floating strike guarantee are lower than the ones of the fix strike guarantee

: fix fl. :
(l'e‘ Afair < afair)’ iff

T T
/O \IaA(s>—aT(s)||2ds>/0 loa(s)||? ds.

Remember that at time s the local forward volatility /]|oa(s) — o7 (s)]]? which defines

the guarantee costs of the fix strike guarantee is decreasing (increasing) in the local asset

6 Notice that analogous reasoning can be conducted along the lines of the strikes, i.e. one can also fix the

participation fraction « and determine the fair strike Kux (accumulation factor &).

13
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bond (interest rate) correlation. In contrast, the correlation between the interest rate (bond
prices) and asset value does not affect the guarantee costs of the benchmark floating strike
guarantee. Thus, the difference of fix and floating strike guarantee costs is decreasing
(increasing) in the asset bond (interest rate) correlation. Assuming a constant correlation
between asset prices and interest rates e.g. implies that there exists a critical level peit of
the correlation such that the fair participation fractions of fix and floating strike guarantees

are equal.

In addition, it is worth mentioning that, ceteris paribus, the price of the floating
strike guarantee does not depend on the initial interest rate term structure (zero bond
curve, respectively). In contrast, falling interest rates (rising bond prices) positively impact
the value of a fix strike guarantee contract. In addition, it is necessary to consider the
impact of the term structure of interest rates which is introduced by its impact on the
asset value A;. The value of both guarantee versions, fix and floating, are given in terms of
the prices of options written on the asset value of the insurance company. Thus, a change
in the term structure of the interest rate effects the asset value and thus also the liability
value. For further clarification, we are going to model the asset dynamics of the insurance
company by means of the value process of an investment strategy with financial market

instruments in the next section.

2.3 Financial market model, investment strategies, and risk

management

Recall that in both cases, fix and floating strike guarantees, the contract value at time
t € [0,T] depends on the dynamics of the insurer’s asset side (A;);c(o,77- In the previous
section we assumed that the asset dynamics is described by a lognormal process (cf. Eqn.
2.2) such that the contract values are explicitly given in terms of the current value of the
insurer’s assets A; and the riskiness of the asset side measured by the cumulated volatility
v(0,T) (cf. Proposition 2.2.2). In the following section we model the asset side as the result
of an investment strategy conducted by the insurance company on the financial market.
In the first instance we pose assumptions on the investment strategies and the investment
opportunity set which are consistent with the closed-form pricing formulas derived in the
previous subsection. Thus, the contract prices can still be expressed in closed-form. The

same is true for the sensitivities of all risk factors.

14



2 Natural hedging with fix and floating strike guarantees

2.3.1 Financial market model and investment strategies

Throughout the following, we assume that the insurer can invest in one risky asset .S and
(risky) bonds B(-,t) with maturities ¢ € [0, 7). We assume that the bond dynamics (under
the pricing measure P*) are given as defined by Eqn. 2.3. The stock dynamic is modeled
by

dSt == St (Tt dt + gs th*) (26)

where W* denotes a d-dimensional Brownian motion with respect to P* and og denotes
the constant stock volatility. In particular, P* is uniquely defined (the financial market
model is complete in the stock and d — 1 bonds with different maturities). In order to
stick to a Gaussian model setup w.r.t. the insurer’s asset dynamics A; (and also w.r.t.
realistic applications), we assume that the investment strategy conducted by the insurer is
a constant mix strategy, i.e. a strategy which is defined by constant fractions of portfolio
wealth invested into the traded assets. Let the fractions of wealth invested in S and the
bonds With maturities ¢t < to < ...tg—1 be denoted by © = (7g,71,...,mq—1) where
Tg + Z 1 m; = 1. The above assumptions imply that the dynamics of the asset side is

given by a (d-dimensional) lognormal process, i.e.

dA, L dB(t,t)
= 4 2.
A WS Z "Bt ) ) (27)
Alternatively, the above dynamics can be represented in terms of the numbers ¢§5) = ”ST‘:“
and ¢>§’> = 75(1'{22), ie.
5 d—1
dA; = VdS, + 3 ¢ dB(t, t). (2.8)
i=1
Since the strategy ¢ = (¢§S), ¢§1), ceey ,Ed_l)> is self-financing, we also have
< -1
Ar=¢08 + 3 o Bt ). (2.9)
i=1

Thus, we still can rely on the closed-form pricing formula summarized in Proposition 2.2.2
and shed further light on the (joined) sensitivities of the asset and liability side of the

insurance company.
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2.3.2 Interest rate sensitivities and natural hedging

Proposition 2.2.2 implies that the sensitivities (Greeks) of both, fix and floating strike,

guarantee contracts can be stated in closed-form.”

Our main focus is on the asset liability management of interest rate risk. Thus, we
also focus on the sensitivities of the asset and liability side, i.e. on the sensitivity of the
buffer A; — L;. Since we intend an immunization on the basis of the duration as well as the
convexity, we consider in the following the first two derivations according to the interest
rate. Along the lines of our assumptions, A, is defined by Eqn. (2.7). We assume that the
insurer issues one type contract with a fix strike guarantee and one type of contract with
a floating strike guarantee. Let ng, and ng. denote the fractions of those fix and floating
contracts issued by the insurer and 7ngx + 1g. = 1 such that the liabilities can be described
by

Ly = naxChix (t, K™, OfﬁxAt) + na. Ch. (h K, Oéﬁ'At)
(nﬁxa + .« ) A + 1 C (t, fo, aﬁXAt) +na.C (t, Ktﬁ', aﬁ'At) . (2.10)

Eqn. (2.10) shows that the value of the liabilities can be divided into three parts. One part
refers to the assets, one to the guarantee costs of the fix strike guarantee and one of the

floating strike guarantee. It follows, that the buffer value can be described by
A —
(1 — Nax@ T — Mg« ) Ay — naxC (t, fo,aﬁXAt) —na.C (t, Ktﬂ',aﬂ'At) : (2.11)

A default occurs if the buffer value becomes negative, i.e. A; — Ly < 0. Notice that the

proposed bond dynamics are affine, i.e.
B(t,T) = e B&EDre+ART), (2.12)
With Eqns. (2.9) and (2.12), the interest rate sensitivities of the asset side are given by

040§t midy
8rt N 7:: B(t7 tZ)

(=B(t, t;)B(t,t :—Atzm (t, t;) (2.13)

2

2 d—1
%z—%zm B(t,t;) <Zm tt) >0 (2.14)

7 (Closed form solutions for the price sensitivities are especially convenient since numerical approximation

of the derivatives of non-closed-form solutions are demanding.
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where B(t,t;) denotes the duration of the bond maturing at ¢;, i.e. B(t,t;) is an increasing
function in t; and Z?fll miB(t,t;) is the duration of the portfolio.

Proposition 2.3.1 (Interest rate sensitivities of the buffer value) The interest rate

sensitivities of the buffer value are given by

oW (A — Ly)
(67})(’“)

ok A, ok (t, Kl aﬁmt) ) O (t, K", aﬂ'At)

fix _ fl. _ _
1) Gr® I @ T ) ®

(1 — NfizQr

For w € {fiz, fl.} C(t,K{",a"A;) denotes the price of the exchange option according to
Eqn. (2.5). It holds

AC(t, K, avAy)  OK} ( ( K ))_ wOA ( ( K ))
87} N (97“,5 N dl t7 OéwAt @ 8T‘tN d2 t7 OéwAt

In particular,

fix
a;f,t = —B(t, T)B(t,T) Kz <0, (2.15)
t
oK
Ori =nrKq > 0. (2.16)

For the convexity it holds

?C(t, KPP, avAy)  OPKY KpP 0% Ay K
Tt 2 Tt L oV t @ Tt (o' t
(Ory) (0 )QN( ( A)) (0 )2N(2<’ A))

w w w 2
+N’<d1 (t, K} )) 1 ( 1 0K +\/Kt E)At>

O[wAt ’U(t, T) \/ K;U 87} At 87'15
and
RK"
= B(t,T)?B(t,T)Kf; > 0 2.17
(O, (¢, T)"B(t,T)Kf > 0, (2.17)
K )
r (1+77) Kn > 0. (2.18)

A proof for Proposition 2.3.1 can be found in the appendix.

Proposition 2.3.1 states the following. With regard to the general interest rate sensi-
tivity of the buffer value, we can see three influencing factors. One factor is represented by
the interest sensitivity of the asset portfolio, one by the interest sensitivity of the exchange

option price with the fix strike and one with the floating strike guarantee. The exchange
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option price sensitivity depends on two factors, one regarding the interest rate sensitivity
of the strike and on regarding the interest rate sensitivity of the asset portfolio. For the
fix strike one can see, that the interest rate sensitivity is negative (Eqn (2.15)). For the
fix strike option it holds
OC(t Kf* oAy _ 9K <d1 (t K )) Ry <d2 (t Kﬁ))
ory Ory T afix A, Oory T afix A,
~—— ——

In general the exchange option price with a fix strike is decreasing with increasing interest

rate, if it holds
OKfix Kfix i OAL K
dy | t, —t— XN (dy [
or, ( ' < oA, ) ) S o PN R

Thus, depending on the investment strategy (and the option’s moneyness), we may observe

a option price which is increasing, decreasing, or immune against interest rate changes.
Formally, there exists a critical level [* such that, for —%—f; < I* (sufficient low interest

rate duration of the asset side) it holds

oC(t, Kfx ofxAy)
87}

> 0.

The critical level is defined by

Kﬁx
o V(a(55)
= - (2.19)
t OéﬁXN (d2 <t, Oéﬁ’ﬁAt>)

Contrary to this the exchange option price with a floating strike is always increasing

with increasing interest rate, i.e.

o0(t, K o A) oK K g OA; K
87“t N 87’t N dl t7 Oéﬂ'At - 87} N d2 t’ Ctﬁ'At >0
N—— N—_——

>0 >0 <0 >0

Thus, if the directional effects are opposing each other, a suitable number of fix and
floating strike guarantee products can (locally) immunize the interest rate sensitivity on
the liability side. However, from the perspective of the asset liability management, it is
merely important to immunize the difference of the asset and the liability value against
interest rate changes. We call this a natural ALM hedge in fix and floating strike guarantee

products.
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2 Natural hedging with fix and floating strike guarantees

Such a natural hedge is meaningful if the duration of the asset side is low compared to the
duration implied by a full investment in the bond maturing at the terminal contract date
T. In particular, this is the situation faced by the life insurance industry. In particular,
assuming that the interest rate duration of the asset side is rather low we can determine
the optimal fraction 7, of fix strike guarantees such that the buffer value is immunized
against a change in the interest rate, i.e. such that

0(A; — Ly)

ory

There are a few comments worth mentioning. Basically, one can also obtain an immuniza-

=0.

tion of the buffer by adjusting the duration of the asset side. Normally, the duration of
the asset side of a life insurer is much lower than the one of the liability side. However,
this may turn out difficult because of at least two reasons. For one, it is not necessarily
possible to trade in (liquid) bonds which are consistent with the long maturities of life
insurance contracts. In addition, any modification of the investment strategy (asset side)
also impacts the value of the guarantees (liability side). In contrast, a natural ALM hedge
which is constructed by a product mix (on the liability side) has no impact on the asset

side.

In the following section, we illustrate and quantify the results by means of a two

factor model.

2.4 Illustration — two factor model

The main focus of the following subsection is an illustration of the possibilities to obtain
an interest rate immunization by introducing floating strike guarantees in addition to fix

strike guarantees.

2.4.1 Two factor model (d = 2)

For the numerical illustrations we assume that the asset price dynamics S is lognormal
with a constant volatility o, and the interest rate dynamics are given along the lines of
the (extended) Vasicek model, i.e. we place ourselves in a two dimensional Gaussian setup
along the lines of Eqn. (2.2) and (2.3) where

orT (t)

o5 = cor() = 7| where orn(t) = Ir (1 - emaT-1),
a

V1= pio
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Alternatively, we can formulate this model setup by means of the asset and Vasicek interest
rate dynamics (and in terms of two independent Brownian motions) where under the risk

neutral probability it holds

dsS, 1 2
?tt = redt + podW M + /1 = p2o aw® (2.20)
dry = a(0(t) — ) dt + oy th(l). (2.21)

W and W® denote two independent Brownian motions under the risk neutral measure
P*. In addition, the volatility o of the stock is a constant, o, is also a constant. a denotes
the speed of mean reversion of the Ornstein Uhlenbeck process driving the interest rate
dynamics with mean reversion level 6(¢) where 0(t) is a deterministic function of the
extended Vasicek model. In the special case of the Vasicek model it is constant, i.e. 6(t) = b.
In particular, the above mentioned interest rate dynamics implies the following bond price
dynamics

dB(t,1)

e UL L2 _ 7 dwV ) =
Bit.D) rydt — o B(t,t) dW,” where B(t,t)

SHES

(1—e1) (2.22)
implying (cf. e.g. Brigo and Mercurio (2006))

B(t, %) — e*B(t,f)Tt‘l’A(t,E) (223)

where A(t,7) = (B(t,T) — (T — 1)) (b _ o ) - 42‘52(75,5). (2.24)

2a2

Notice that the interest rate model is complete in two bonds. In particular, this implies
that any duration of the asset side (cf. Eqn. (2.13)) can be resembled by an investment
strategy which only refers to two bonds. Thus, we simplify the exposition by referring to

investment strategies including the stock and two bonds with different maturities.

Let 7 = (ng,m1,m2) with (mg + m + m2 = 1) denotes the (constant) fractions of
wealth invested in the asset S and the zero coupon bonds with maturities 77 and T5. This
implies the insurer’s asset process A given by

dA; dS; dB(t, Th)
— =T + T =
Ay St B(t,T1)

Since all three asset dynamics are given by lognormal processes, the process A is also

dB(t, T»)

+(1—mg —Wl)m.

(2.25)

lognormal. For the pricing purpose, we only need the volatility structure of A and B(.,T),

i.e. (in terms of a two dimensional Brownian motion)

oat) = prso +mor (t) + (1 — g — m)or, (t) op(t) = or(t)
V1= pPrso ’
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where Gp(t) = 2 (1 — e~4T=)). W.Lo.g., we restrict ourselves to the case where T} = T
and a very short bond To — ¢ (i.e. a cash position) such that

o4 (t) _ pPTSO + TROT (t) ’ UT(t) _ oT (t)

V1= plrgo 0

where mg = m is the fraction invested in the bond and 1 — 7 — 7 is the fraction invested

in the cash position.
Table 2.1: Benchmark parameter setup
Contract Black Scholes Vasicek Portfolio

\T\PoHSo\U\ﬂs Loro Jal b [ b [ o | p] Ws\ﬂB
095 ] 1] \0.2\0.07\\0.0115\0.3\0.042\0.0305\0015\05\015\

For simulation we need to change to the real world measure P. Assuming a constant
market price of interest rate risk A, leads to asset and interest rate dynamics under the

real world measure given by

dsS = (1 = (2
Ttt = pg dt + po dWM + /1 = p2o aW? (2.26)
dri = a(b—ry) dt + o, th(l), (2.27)

where b = b+ % If not otherwise mentioned, we use the model parameters summarized

in Table 2.1. For the market price of interest rate risk we set \, = —0.23.%

2.4.2 Illustration of correlation effects

Recall that at time ¢ (¢t < T') the guarantee costs depend on the cumulated asset volatilities

(respectively forward volatilities) v(t,T"). Depending on the investment fractions 7g (stock

8 Our benchmark parameter setup is consistent with the one used in recent literature (e.g. Hieber et al
(2019), Graf et al. (2011)).
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Cumulated volatilities and fair participation rates

0.48; ‘ ‘ — 081
Z 047 ]
= z 08
8 046" 1
g E ] o}
8 045 |E 079
© r ]
3 044
3 043 0.78
04 -02 00 02 04 04 -02 00 02 04
P P

Figure 2.1: For varying asset bond correlation p, the figure on the left hand side depicts the cumulated
volatility for fix (black line) and floating strike (dotted line) options. The figure on the right hand gives
the corresponding fair participation rates. The underlying model parameters are given as summarized in
Table 2.1. (We set Kgx = €”%% and & = B(0, T) Kgx.

fraction) and mp (wealth fraction invested in the bond with maturity 7), it holds

T
Rt = [ oats) = or(s)|*ds
= 720%(T —t) + /tT(2p7T,5‘<7TB —1)oa7(s) + (15 — 1)%G%(s)) ds,
T T
Vo (07) = [ lloa(s)|2ds = 730*(T — )+ [ omsmaomr(s) + 7hah(s)) ds.

Assuming that the investment fractions are non-negative (no short positions), the above
formulas implies that the directional effects of the bond position wp on the volatilities
(cumulated volatilities) of fix and floating strike guarantees are different, i.e. for a given
asset fraction mg. While the (cumulated) volatility o 4 needed for pricing the floating strike
guarantee contract is increasing in the bond fraction mg, this is not necessarily true for
the forward volatility o4 7 needed for pricing the fix strike guarantee. Notice that the

difference of fix and floating (cumulated) volatilities is determined by

T T
[ lrats) = or(s)Pds = [ oate)) ds
— %m0 /tTaT(s) ds + (1 — 27p)0 /tTa%«(s) ds,

i.e. for a sufficiently high asset bond correlation, the fix strike cumulated volatility is lower

than the floating strike cumulated volatility.
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2 Natural hedging with fix and floating strike guarantees

Based on the benchmark parameters summarized in Table 2.1, Figure 2.1 illustrates
the cumulated volatilities (and fair participation rates) of fix and floating strike guarantees
in the special case that mg = 1 and wp = 0. Here, the cumulated volatility of the floating

strike guarantee is constant while the one of the fix strike guarantee is decreasing.’

Cumulated volatilities for varying bond fraction
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Figure 2.2: For varying bond fractions 71, the figures depict the cumulated volatility for fix (black lines)
and floating strike (dotted lines) guarantees. The upper (lower) figures refer to a stock fraction g = 0.375
(ms = 0.125). The figures on the left (right) hand side are based on an asset bond correlation of p = 0.25
(p = 0.1). The underlying model parameters are given as summarized in Table 2.1. Furthermore we set
T=1.

9 1In particular, in the special case ms = 1 and 75 = 0 (pure stock investment) it holds (cf. Appendix B.2)
T
A7) = [ loas) - or(ol ds
t
. 2 or 03 or Of —a(T—t) Cf% —2a(T—t)
_(0 — 2po —|—>(T—t)+2(p0612—a3>(1—ea )—&-ﬁ(l—e )7

a a?

T
vﬁoat‘(t,T) = / HO’A(S)H2 ds = 02(T —t).
¢
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2 Natural hedging with fix and floating strike guarantees

An illustration of the (cumulated option) volatility effects w.r.t. the asset fraction
wg, mp and the asset bond correlation p is given by Figure 2.2. Along the lines of the above
reasoning, for a given asset fraction, the cumulated volatilities embedded in the pricing of
the floating strike guarantee options are increasing in the investment fraction for the long
bond (cf. dashed lines). However, the effect may be reversed in the case of the fix strike

guarantee options.

Cumulated volatilities depending on various parameters
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Figure 2.3: This Illustration shows the effect of different parameters on the cumulated volatility of fix
(solid lines) and floating (dotted lines) strike guarantees. The upper row refers to the correlation p (left),
stock volatility o (mid) and interest rate volatility o, (right), while the lower row refers to the stock fraction

s (left), bond fraction 7p (mid) and time to maturity 7" (right). The underlying model parameters are

given as summarized in Table 2.1. Furthermore we set Ky, = €292 and & = B(0,T)Kfiz.

A further analysis of the cumulated volatility is given in Figure 2.3, which illustrates
the cumulated volatility of fix and floating strike guarantees in dependence of the corre-
lation p, stock volatility o, interest rate volatility o, stock fraction mg, bond fraction 7p
and time to maturity 7. It shows that the cumulated volatilities have opposing affects on

the correlation p and the bond fraction mp and otherwise same effects.

2.4.3 Illustration price and strikes

As mentioned above, the guarantee costs depend on the cumulated asset volatilities. After
taking a further look on the cumulated volatilities we now take deeper look at the guarantee

prices and examine the influence of the various parameters on them. Recall, that the
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2 Natural hedging with fix and floating strike guarantees

contract prices are given in Proposition 2.2.2. Besides the cumulated volatility, the contract

fair fair

price also depends on the strike. Figure 2.4 illustrates the K" and &™" for varying

correlation p, interest rate volatility o, and time to maturity 7.

At first glance, one can see that the correlation p have the same effect on both

strikes, where K" is greater then G™*. For low interest rate volatility the K is always

greater then @™ and for higher interest rate volatility otherwise. Moreover, Figure 2.4
shows that K" Gatzert and Wesker (2012) increases with a higher time to maturity 7,

while &* slightly decreases. An explanation for this distinction is given by the following.

Ky, is the terminal value of the fix strike, i.e. the value of the strike process
K™ = Ele 1D K 1| F] = Ele "D FIK fiw = B(t, T)K fia
at time T', where B(t,T) is the value of a Zero-Coupon-Bond with maturity 7". At inception
the strike value is K™ = B(0, T)Kfig.

K14t is the terminal value of the float strike, i.e. the value of the strike process

thloat _ E[e—I(t,T)&eI(O,T)’]:t] _ E[el(o’t)|}'t]d — 1005

at time 7. At inception the strike value is Kgloat = @&. So the floating strike can be
interpreted as investing the amount & on a bank account with continuously compounded

interest rate ](%LT) .

To sum up Ky = Krf,i” and & = Kg loat o the difference is that for the fix strike
guarantee the terminal guarantee is known at inception while for the floating strike guar-

antee the terminal guarantee depends on the interest rate dynamics.

Now we can finally examine the contract prices. To do so, Figure 2.5 illustrates
the impact of the various parameters on the contract prices. Under investigation is the
correlation p, interest rate volatility o,, stock fraction mg, bond fraction 7, the associated

strikes and the time to maturity 7.

First, it shows that the correlation has opposing effects, where the the fix strike
guarantee is decreasing and the floating strike guarantee is increasing with increasing
correlation. Both prices increasing with the interest rate volatility, whereby the fixed strike

guarantee increases more steeply.

Furthermore the illustration shows, that the floating strike guarantee is higher than

the fix strike guarantee, when the same strike is assumed. In addition, a lower floating
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2 Natural hedging with fix and floating strike guarantees

Fair strikes depending on various parameters
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Figure 2.4: This Illustration shows the effect of different parameters on K" (solid lines) and &™* (dotted

lines). Figures refers to the correlation p (left), interest rate volatility o (mid) and time to maturity T (left).

The underlying model parameters are given as summarized in Table 2.1. Furthermore we set K y;, = e*-°2

and & = B(0,T)K¥iz.

strike is necessary for the guarantee price to be fair, then for the fix strike, such that the

fair floating strike is lower than the fair fix strike, as stated above.

Moreover Figure 2.5 illustrates the effect of a increasing maturity on the guarantee
prices. The guarantee prices shows an opposing behavior on the time to maturity. The
floating strike guarantee is increasing with maturity while the fix strike guarantee is de-
creasing. The price of a floating strike guarantee is higher for longer maturities with 7' > 5

and lower for short maturities T' < 5 than the price of a fix strike guarantee.

2.4.4 Interest rate sensitivity and convexity

In the following section we are going to investigate the interest rate sensitivity and con-
vexity of the exchange option of the fix and floating strike guarantee as well as of the
asset portfolio. Recall that the interest rate sensitivities of the asset portfolio are derived

in Section 2.3.2 and given by

0A

877"; == —Atﬂ'BB(t7T)
0%A
e = A (BB T)).

Moreover recall, that the interest rate sensitivities of the exchange option are stated in
Proposition 2.3.1. As stated above, a natural hedge against interest rate risk is possible, if
interest rate duration of the asset side is sufficient low, i.e. if —%—f; < I* where the critical
level is defined by Eqn. (2.19). We are now going to investigate if this condition is fulfilled

for a model setup given by Table 2.1. Therefore, Figure 2.6 illustrates the relationship
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2 Natural hedging with fix and floating strike guarantees

Guarantee prices depending on various parameters
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Figure 2.5: This Illustration shows the effect of different parameters on the fix (solid lines) and floating
(dotted lines) strike guarantee prices. The upper row refers to the correlation p (left), interest rate volatility
or (mid) and stock fraction g (right) while the lower row refers to the bond fraction mp (left), the strikes
(mid) and time to maturity 7" (right). The underlying model parameters are given as summarized in Table
2.1. Furthermore we set Ky = €’9? and & = B(0,T)K yix.

between the duration of the asset side given by —%—ff and the critical level [*. The Figure
shows that the condition is always fulfilled for different levels of stock fractions mg, bond
fractions mp and time to maturities T. Moreover, the figure shows that the duration of
the asset portfolio is independent of the stock fraction, which already follows from the
above stated formula, as the stocks are independent of the interest rate. In addition, the

duration of the asset portfolio increases with the bond fraction and the time to maturity.
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Guarantee prices for various parameters
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Figure 2.6: This Illustration shows the relationship between the duration of the asset side given by

_ 0A:
or

fractions 75 and time to maturities 7. Furthermore we set K, = ¢%%% and & = B(0, T) K .

(solid line) and the critical level I* given by (2.19) (dashed line) for various stock fractions 7g, bond

Interest rate sensitivity of asset portfolio and exchange options
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Figure 2.7: This Illustration shows the relationship between the duration of the asset side given by

_% (solid line) and the critical level I* given by (2.19) (dashed line) for various stock fractions s, bond

fractions 75 and time to maturities 7. Furthermore we set Ky, = €%%? and & = B(0,T) K ¢z

Next, we look at the interest rate sensitivity of the exchange options. Figure 2.7
therefore illustrates the interest rate sensitivity of the asset portfolio (solid line), the
exchange option of the fix strike guarantee (dashed line) and of the floating strike guarantee
(dotted line) for varying stock fraction mg, bond fraction 75 and time to maturity 7. First
of all, it becomes apparent that the interest rate sensitivity of the floating strike is positive
while for the fix strike and the asset portfolio is negative. It is also seen that the interest
rate sensitivity of both exchange options increases with bond fraction, while it decreases

for the asset portfolio.

To hedge against interest rate risk, the interest rate sensitivity of the asset side must
coincide with that of the liability side. For this reason, we now look at the interest rate

sensitivity of the buffer value. Recall that the interest rate sensitivities of the buffer value
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Interest rate sensitivity of the buffer value
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Figure 2.8: This Illustration shows the relationship between the duration of the asset side given by
— %‘:‘f (solid line) and the critical level I* given by (2.19) (dashed line) for various stock fractions 7s, bond
fractions mp and time to maturities 7. The solid line refers to short term 1" = 5, the dashed line to mid

term 7" = 10 and the dotted line to long term T = 20 contracts. For the last two figures, it is assumed that

an equal number of fixed strike and floating strike guarantees are sold, i.e. nax = na. = 0.5. Furthermore
we set Kyfip = €292 and & = B(0,T)K ¢ix.

A; — Ly is also stated in Proposition 2.3.1. Figure 2.8 presents the interest rate sensitivities
of the buffer value for varying fraction of fix strike guarantees sold ngy, stock fraction mg
and bond fraction wg. The first illustration shows that a natural hedge can be achieved
for all maturities with ng, = 0.4. The last figure shows that a natural hedge can also be

achieved by a suitable bond fraction.

As already mentioned in the second chapter of this thesis, the first derivation only
provides a hedge against small changes in the interest rate. To obtain a better hedge against
interest rate risk, it is worthwhile to take into account the curvature represented by the
second derivative. For this reason, we now also consider the convexity, which is represented
by the second derivative according to the interest rate. The convexity of each exchange
option and the buffer value is also stated in Proposition 2.3.1. Figure 2.9 presents the
convexity of the asset portfolio (solid line), the exchange option of the fix strike guarantee
(dashed line) and of the floating strike guarantee (dotted line) for varying stock fraction
g, bond fraction g and time to maturity T'. The figures show that the convexity of the
fixed strike guarantee is Gatzert and Wesker (2012) larger than that of the floating strike

and the asset portfolio.

Finally, we consider the convexity of the buffer value. Figure 2.10 presents the con-
vexity of the buffer value for varying fraction of fix strike guarantees sold ngy, stock frac-
tion g and bond fraction mg. The figures show that a natural hedge due to a convexity
matching is not possible. In particular, it is not possible to hedge against interest rate risk

simultaneously using interest rate sensitivity and convexity. It is not possible to find a

29
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Convexity of asset portfolio and exchange options
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Figure 2.9: This Illustration shows the relationship between the duration of the asset side given by

_0A4
or

fractions 75 and time to maturities 7. Furthermore we set Ky, = €%%? and & = B(0,T) K 5.

(solid line) and the critical level I* given by (2.19) (dashed line) for various stock fractions mg, bond

Convexity of the buffer
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Figure 2.10: This Illustration shows the relationship between the duration of the asset side given by

_0A
or

fractions mp and time to maturities 7. The solid line refers to short term 7' = 5, the dashed line to mid

(solid line) and the critical level I* given by (2.19) (dashed line) for various stock fractions mg, bond

term 7' = 10 and the dotted line to long term 7" = 20 contracts. For the last two figures, it is assumed that
an equal number of fixed strike and floating strike guarantees are sold, i.e. nsx = 1a. = 0.5. Furthermore
we set Kyfip = e%%% and & = B(0,T)K ¢ix.

suitable combination of fixed and floating strike guarantees so that both the interest rate
sensitivity and the convexity of the buffer value are zero. In the following section, we will
restrict ourselves to hedging with the help of interest rate sensitivity. We will determine
a suitable combination of fixed and floating strike guarantees so that the interest rate

sensitivity of the buffer value is zero and then specify the associated convexity.

2.4.5 Illustration natural hedging

We now illustrate the perspective of the asset liability management. The main focus is on

the possibility to obtain a natural hedge by means of a suitable mix of fix and floating strike
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2 Natural hedging with fix and floating strike guarantees

Table 2.2: Natural hedging

QA —Ly

o Tg B Ki%(ir dfair %ﬂ: 886;2,( B%HTZM- n;m o
09 0.15 0. | 1.1331 0.9983 0. -2.3088 0.0108 | 0.0047 | -1.0330

T
5
5 109 015 0.2 1.1345 0.9980 | -0.1757 -2.2194 0.1572 | 0.0736 | -2.4691
5
5
5

0.9 0.15 04 ] 11354 0.9973 | -0.3515 -2.1123  0.2988 | 0.1385 | -3.9745
0.9 015 0.6 | 1.1359 0.9963 | -0.5272 -1.9882 0.4329 | 0.2006 | -5.5759
0.9 015 0.8 ] 1.1362 0.9949 | -0.7030 -1.8492 0.5576 | 0.2609 | -7.4074
10 109 015 0. | 1.3425 0.9930 0. -2.3179  0.0098 | 0.0042 | -0.978
10 1 09 0.15 0.2 | 1.3511 0.9915 | -0.1457 -2.3510 0.1170 | 0.0533 | -2.5973
10 1 09 0.15 04 | 1.3574 0.9883 | -0.2914 -2.3621 0.2149 | 0.0947 | -4.2869
10109 015 0.6 | 1.3614 0.9835 | -0.4371 -2.3388 0.3004 | 0.1304 | -5.9642
10 1 09 015 0.8 | 1.3632 0.9769 | -0.5828 -2.2714 0.3728 | 0.1630 | -7.6736
20 1 0.9 015 0. | 1.9247 0.9799 0. -1.9174 0.0085 | 0.0044 | -0.8488
20 109 015 0.2 ] 19585 0.9754 | -0.0974 -2.0256 0.0683 | 0.0373 | -1.7645
20 109 0.15 04 ] 19852 0.9665 | -0.1947 -2.1281 0.1195 | 0.0618 | -2.7044
20 109 015 0.6 | 2.0036 0.9535 | -0.2921 -2.2033 0.1604 | 0.0802 | -3.6047
20 1 09 0.15 0.8 ] 20128 0.9370 | -0.3895 -2.2207 0.1923 | 0.0958 | -4.4428

guarantees. To simplify the exposition, we normalize the current asset value to one, i.e. we
set A; = 1. In reality, the duration (minus times the interest rate sensitivity) of the asset
side of an insurance company is lower than the duration of the liability side. Basically,
the insurance company can obtain a higher duration of the asset side by changing its
investment strategy towards investments in bonds with higher time to maturity. However,

any modification of the investment strategy has also an impact on the liability side.

Recall that, in the two factor model setup, the interest rate duration can be resem-
bled by the duration of an investment in two bonds only, in particular a long-term bond
(maturing at the guarantee contract horizon T') and a very short term bond (i.e. cash
position). In addition, we consider an investment in stocks. Notice that (for a given frac-
tion of stock investment mg), an increase of the investment fraction mp of the long-term
bond is the same as a reduction of the cash position 1 — 7g — wp. Intuitively, it is clear
that the value of a fix (floating) strike guarantee is increasing (decreasing) in the fraction
wp of the long-term bond. While the fix strike guarantee can be honored almost surely
for a sufficiently large investment in the long-term bond (in this case, the guarantee put
is worthless), a higher cash position (accumulation according to the short term interest

rate) decreases the value of the floating strike guarantee put. Thus, the directional effect
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2 Natural hedging with fix and floating strike guarantees

Natural hedging depending on bond fraction
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Figure 2.11: For varying bond fractions mp, the figures depict the number of floating strike guarantees
per fix strike guarantee. The black lines refer to a time to maturity 7" = 5, the dashed black lines to T" = 10,
and the dotted gray lines to 7" = 20. The stock fraction is equal to ms = 0.15. The figure on the left (right)
hand side are based on an asset bond correlation of p = 0.25 (p = 0.1). Otherwise, the underlying model

parameters are given as summarized in Table 2.1.

of varying the investment fraction wp has an opposing effect w.r.t. fix and floating strike

guarantees.

In order to make the guarantee contracts comparable, we consider only contracts
which are equal in their value. In Table 2.2, we fix the varying long-term bond investment
fractions wp and the participation rate a = 0.9 and determine the fix strike Kgyx (column
five) and the floating strike accumulation factor & (column six) such that the contract
value is equal to one. Along the lines of the above reasoning, observe that K{;ﬁm (afery is
increasing (decreasing) in the long-term investment fraction 7p, i.e. increasing wp reduces
(increases) the value of a fix (floating) strike guarantee which is compensated by increasing
(decreasing) the strike. We then summarize the interest rate sensitivities of the asset side
(column seven), the fair fix strike guarantee (column eight), and the floating strike guar-
antee (column nine) for different investment strategies (in terms of 7g and mp). Observe
that the interest rate duration (minus times the sensitivity) of the asset side is increasing
in the long-term investment fraction mp. The same is true for the (fairly priced) fix and
floating strike guarantee contract. However, as long as the duration of the asset side is not
too large, the sign of the interest rate duration of the floating strike contract is negative
while the one of the fix strike guarantee is positive, i.e., ceteris paribus, writing floating
strike guarantee contracts can reduce the duration of the liability side (and thus immunize

the duration of the asset side). Then, the fraction of fix strike guarantees is stated in
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2 Natural hedging with fix and floating strike guarantees

the penultimate column. A graphical illustration of this number is given in Figure 2.11.
Finally, the last column states the convexity of the buffer immunized by the interest rate

sensitivity.

To sum up, natural hedging with floating strike guarantees is possible if the duration
of the asset side is rather low (consistent with the situation of participating life insurance).
While switching to a higher duration on the asset side (increasing the money spent in long-
term bonds, if possible) has an impact on the liability side at the same time, the reduction

of the duration of the liability side can be obtained without impact on the asset duration.

2.5 Value at Risk

We now assess the natural hedging strategies using the 1 year value at risk in line with
Solvency II. Therefore we generate 100,000 paths of short term interest rates using Equa-
tion (2.21) and investment portfolios using Equation (2.25) simultaneously based on the
benchmark parameters summarized in Table 2.1. Prices of zero-coupon bonds are deter-
mined for each path using Equation (2.23). For given investment fractions g and 75 and
participation rate a = 0.9 the fix strike Kg, and the floating strike accumulation factor
& are determined such that the contract value is fair. The values of the guarantees at
time ¢t = 1 are calculated as given in Proposition 2.2.2. For all simulation paths we then
determine the buffer value after one year By = Ay — L using Equation (2.11). In addition
to the 1 year value at risk of the buffer value, we also calculate the conditional value at
risk and the variance of the buffer value at time ¢ = 1. Solvency II requires insurers to
hold sufficient capital such that the probability of default is equal to 0.5%. Default occurs
if the buffer value becomes negative, such the the 1 year value at risk and the conditional

value at risk with confident level g is given by
VaRéyT = argmin {P (B; < z) =1— 5}
CVaRy" =R[By|B; < VaRg]

To meet the capital requirements provided by Solvency II we consider a 1 year value at
risk with confidence level 0.995. Furthermore, we choose a confident level of 0.985 for
the conditional value at risk. First, we examine the impact of the distribution of fixed
and floating strike guarantees on the risk measures. Therefore Figure 2.12 presents the
different risk measures for varying levels of 75x. Moreover a comparison of the 1 year

value and the value at maturity T of each risk measure is made. The Figure shows, that
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Risk measures for varying fraction of fix strike guarantees
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Figure 2.12: This Figure shows the Value ar Risk with confident level 0.995, the conditional Value at
Risk with confident level 0.985 and the Variance of the Buffer for varying fraction of fix strike guarantees

Nax- The solid line refers to the value at maturity 7' = 5 and the dashed line to the value at time ¢ = 1.

the 1 year value is always below the T year value. Furthermore the figure shows that a
suitable combination of fix and floating strike guarantees can minimize the corresponding
risk measure. The exact value as well as the values for different maturities can be found

in the Appendix of this thesis.

Table 2.3 shows the results of the simulation by supplementing the previous results
by the 1 year value at risk for a level of 0.995, the 1 year conditional value at risk with
confidence level 0.985 and the 1 year variance of the buffer. We use a lower confidence level
(98.5%) for 1 year conditional value at risk compared to the 1 year value at risk (99.5%)

so that both values are comparable.
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Table 2.3: Risk measures induced by natural hedging

T| o wng =wp| K abr N ia 8’457;;‘ VaRylys CVaRyss Variance
5 109 015 0. | 1.1331 0.9983 | 0.0047 | -1.0330 0.0708 0.0693 0.00089
5 109 015 0.2 1.1345 0.9980 | 0.0736 | -2.4691 0.0690 0.0674 0.00084
5 109 015 04| 11354 0.9973 | 0.1385 | -3.9745 0.0675 0.0659 0.00079
5 109 015 0.6 | 1.1359 0.9963 | 0.2006 | -5.5759 0.0664 0.0648 0.00075
5 109 015 0.8 1.1362 0.9949 | 0.2609 | -7.4074 0.0652 0.0640 0.00073
10109 015 0. | 1.3425 0.9930 | 0.0042 | -0.9780 0.0692 0.0681 0.00080
10 1 0.9 0.15 0.2 | 1.3511 0.9915 | 0.0533 | -2.5973 0.0661 0.0650 0.00072
10 | 0.9 0.15 04 | 1.3574 0.9883 | 0.0947 | -4.2869 0.0631 0.0617 0.00065
10109 015 0.6 | 1.3614 0.9835 | 0.1304 | -5.9642 0.0598 0.0583 0.00058
10 109 0.15 0.8 | 1.3632 0.9769 | 0.1630 | -7.6736 0.0564 0.0549 0.00052
20 1 0.9 0.15 0. | 1.9247 0.9799 | 0.0044 | -0.8488 0.0637 0.0623 0.00062
20109 0.15 0.2 19585 0.9754 | 0.0373 | -1.7645 0.0602 0.0586 0.00056
20 109 015 04 ] 19852 0.9665 | 0.0618 | -2.7044 0.0556 0.0542 0.00048
20 109 0.15 0.6 | 2.0036 0.9535 | 0.0802 | -3.6047 0.0508 0.0495 0.00041
20 |1 0.9 0.15 0.8 ] 2.0128 0.9370 | 0.0958 | -4.4428 0.0463 0.0451 0.00035

A graphical illustration of this result is given in Figure 2.13. For varying investment
fractions in the corresponding long-term bond (7p = 0,0.2,0.4,0.6,0.8), the fair initial
strike of a fixed strike Kff{;‘r guarantee, the fair accumulation rate of a floating strike

fair “the fraction of fix strike guarantee contracts which immunizes the buffer

option &
A; — Ly against changes in the interest rate and the resulting convexity are adopted from
Table 2.2. Additionally the 1 year value at risk with confidence level 0.995, the 1 year
conditional value at risk with confidence level 0.985 and the 1 year variance of the buffer
are stated in the last three columns. Observe that all three risk measures are decreasing
in the long term investment fraction mp. The Figure illustrates the reduction in the risk
for different maturities. The results can also contribute to the debate on the comparison
of value at risk and conditional value at risk. As noticeable the conditional value at risk
with confident level 0.985 is slightly below the value at risk with a higher confident level of
0.995. Furthermore, the results show that variance leads to a significant underestimation

of risk compared to the other risk measures.

35



2 Natural hedging with fix and floating strike guarantees

Risk management depending on bond fraction

0.08]

1yr
0.985

CVaR

0.06] ... :

Figure 2.13: For varying bond fractions 75, the figures depict the 1 year value at risk with confidence
level 0.995 on the left and the 1 year conditional value at risk with confidence level 0.985 on the right. The
black lines refer to a time to maturity 7" = 5, the dashed black lines to T' = 10, and the dotted gray lines
to T' = 20. The stock fraction is equal to g = 0.15. Otherwise, the underlying model parameters are given

as summarized in Table 2.1.

2.6 Conclusion

Low interest rate scenarios and (downward) changes in the term structure of interest rates
may deteriorate the solvency situation of a life insurance company. In this paper, we focus
on the possibilities to build a natural hedge against interest rate risk by offering a suitable

product mix of different minimum return rate guarantee schemes (MRRGs).

We analyze two versions of MRRGs which are meaningful in the context of par-
ticipating life insurance contracts. One version is implied by a guaranteed rate which is
once determined at the contract inception (fix strike guarantee). The other version is a
(stochastic) guarantee rate which is implied by the interest rate accumulation over the
contract horizon (floating strike guarantee). We use a Gaussian model setup which gives
rise to closed-form (market consistent) values of the liabilities. This is especially convenient

to obtain insights in the price sensitivities.

We then propose a natural hedge against changes in the term structure of interest
rates. The natural hedge is based on the coexistence of fix and floating strike guarantee
products. Normally, the duration of the asset side of a life insurer is much lower than
the one of the liability side. In this case, we show that selling floating strike guarantee

products reduces the (stochastic) duration of the liability side such that it is possible to
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2 Natural hedging with fix and floating strike guarantees

obtain an immunization.

Compared to an immunization of the buffer (difference of assets and liabilities) by
adjusting the duration of the asset side, the natural hedge has the following advantage.
Reducing the duration of the asset side may be difficult because it is not necessarily
possible to trade in (liquid) bonds which are consistent with the long maturities of life
insurance contracts. In addition, any modification of the investment strategy (asset side)
also impacts the value of the guarantees (liability side). In contrast, a natural ALM hedge
which is based on a product mix on the liability side has no impact on the asset side.
Finally, we illustrate the results by means of a two factor model. Additionally we analyzed

the risk profile by considering different risk measures.
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Chapter 3

Participating life insurance
contracts with minimum return

rate guarantees under default risk

3.1 Introduction

This chapter analyzes the optimal design of participating life insurance contracts with
minimum return rate guarantees (MRRGs) under default risk and is based on Mahayni
et al. (2021).! The benefits to the insured are linked to an investment strategy which
is conducted by the insurer on the financial market as e.g. observed in participating life
insurance contracts. Unless there is a default event, the insured receives the maximum
of a guaranteed rate and a participation in the investment returns. An optimal contract
design implies the highest expected utility to the insured. The focus is on MRRGs which
are fairly priced (pricing by no arbitrage condition) and satisfy regulatory requirements

posed on the probability that the guarantees are violated (quantile MRRGsS).

It is worth mentioning that we merely focus on a savings plan which is motivated
by participating life insurance contracts. In reality, these contracts are much more com-
plicated. They also include a term life insurance component and possess several premium

payment options to policyholders. It is often criticized, that the underlying of this kind of

1 In particular, we refer to annual return rate guarantees which are common in German-speaking countries.
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3 Participating life insurance contracts with minimum return rate guarantees under default risk

life insurance product is in reality typically based on book values and not market values
like it is suggested in most research papers. However, the main effect is, that the underlying
possesses a lower volatility (via "smoothing") and - ceteris paribus - the value of the embed-
ded options is lower. In any case, one can in principle account for this effect via choosing
the "appropriate" volatility in the GBM - whenever her model is adjusted to empirical data
via time series data. For a detailed description of participating life insurance contracts, we
refer e.g., to Grosen and Jorgensen (2000) and Grosen and Jgrgensen (2002). Additionally
to these facts, the insurance companies even smoothen their asset and liability sides in
reality to overcome bad financial years with the surplus of good years.? Furthermore, we
also define the default event exclusively in terms of the investment returns and do not

consider that the insurance company may itself default.

Considering the possibility that the liabilities (guarantees) can not be honored im-
pedes the basic idea of a guarantee. However, in reality there is no guarantee prevailing
with probability one. Any guarantee may fail in times of extremely negative market condi-
tions, i.e. guarantees are only valid under sufficiently good scenarios. Thus, one may soften
the term guarantee and imagine it as honored with a high probability (quantile guaran-
tee). In the context of participating life insurance contracts the guarantee is secured by
regulatory requirements on the maximal shortfall probability. For example, Solvency II
contains the condition that the shortfall probability w.r.t. a time horizon of one year
is limited to 0.5%. Intuitively, it is clear that the value of a guarantee is decreasing in
the shortfall probability. Default risk mitigates the guarantee component (it is less often
binding and thus the guarantee is cheaper than without default risk). In contrast, control
of the shortfall probability makes the guarantee more binding. In summary, the pricing
effects due to the impact of default risk are rather obvious. The impacts on the utility
to the insured is more ambivalent, unless the insurer implements an optimal investment
strategy. Therefore, our main focus is on the optimal contract design in the presence of
an upper probability bound on the shortfall probability posed by the regulator, i.e. the
optimal design of quantile MRRGs.

We proceed as follows. In the absence of mortality and surrender risk, we discuss

the modification of the (return) payoff which arise by introducing default risk referred to a

2 A paper on this topic is for example Maurer et al. (2016), where a stylized model with payout smoothing
is provided and a literature overview of this topic is given. In addition, Kling et al. (2007) shows an

example how smoothing can be modeled when analyzing some question related to participating products.
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3 Participating life insurance contracts with minimum return rate guarantees under default risk

strictly binding guarantee. In a stylized manner, we model the asset side of the insurance
company (the contract provider) by means of the value process of an admissible financial
market investment strategy, i.e. a self-financing strategy where the initial value is given
by the sum of equity and the contributions of the insureds. The liability side, i.e. the
benefits to the insured, depends on the guarantee promise as well as on the question how
the surpluses, if any, are distributed between the shareholders and the insured. This is
modeled by a participation fraction on the investment returns. Considering default risk,
the return payoff to the insured also depends on the amount of equity backing up the
guarantee. If the intended payoff which is paid in a default free version is not obtained
by the investment strategy, the remaining amount is provided by reducing the equity, i.e.

unless the equity amount drops to zero.

In summary, the impact of the default risk on the contract pricing is captured by a
short position in a default put option. In financial terms, the default put is a compound
option (option on an option). The inner option is introduced by the guarantee option of
the insured, i.e. arising from the (intended) guarantee. The outer option is implied by the
default possibility, i.e. the intended payoff is only honored if the asset/investment perfor-
mance is sufficiently good. We show that, w.r.t. each annual return payoff, the (return)
payoff of the compound option can (for a suitable distinction of the equity to debt ratio
compared to a function of the guarantee and participation fraction) be disentangled into
a piecewise linear payoff function (of the investment return), i.e. the payoff can be stated
in terms of plain vanilla options. The same is true for the liabilities to the insured (Propo-
sition 3.2.5). Closed form solutions for pricing the default put and the insurance contract
itself are possible in any financial market model setup which provides closed form solutions
for plain vanilla options. Closed-form solutions for the return payoff in the context of no

default risk but with mortality risk can be found e.g. in Bacinello (2001).

The Cliquet-style contracts can then be solved in closed form in any model and
investment setup which implies independent and identically distributed return increments,
at least if one assumes a constant or deterministic equity to debt fraction. Some general
implications of considering (i) default risk and (ii) regulatory requirements on the shortfall
probability can already be derived in a model free manner such that the results are valid
in any arbitrage free model setup. We illustrate and quantify the results in a Black and
Scholes model setup. This simple model setup in combination with the assumption that
the insured is described by a constant relative risk aversion (CRRA) gives further insights

on the utility effects from the perspective of the insured.
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3 Participating life insurance contracts with minimum return rate guarantees under default risk

Due to the completeness of the model setup and the exclusion of mortality and
surrender risk, we can even solve the resulting pure portfolio optimization problem and
state the expected utility maximizing return payoff under the quantile condition posed
by the regulator, i.e. the upper bound on the shortfall probability (Proposition 3.3.1).3
In particular, the derivation of the optimal quantile contract is tractable because of the
complete market assumption. W.l.o.g., one can analyze the relevant optimization problem
without considering equity, i.e. by means of setting the equity to debt fraction to zero.
Once the optimal return distribution is computed without equity, the same return payoff
distribution can be implemented in the presence of any equity amount held by the insur-
ance company. We compare the optimal quantile MRRG with the unrestricted solution
(no shortfall condition posed by the regulator) as well as with solutions which are based
on restrictions on the investment strategy implemented by the insurance company. For
example, we consider the case that the insurer is restricted to constant mix strategies.
Intuitively it is clear that the upper bound on the shortfall probability (if binding) affords
some kind of quantile hedge. The resulting optimal payoff is not attainable without some
(synthetic) option positions and can not be contained by a fixed sharing rule between eq-
uity and debt. We show that the utility loss to the insured arising if the insurer implements

a suboptimal investment strategy can be significant.

The contributions of the paper can be summarized as follows. Based on the dis-
tinction between a high and a low equity to debt ratio (compared to the combination of
guarantee and participation fraction), we state the return payoff to the insured (Proposi-
tion 3.2.5) by means of piecewise linear functions of the return of the insurers asset returns.
On the one hand, this simplifies the pricing problem under default risk to the pricing of
standard call (put) options. On the other hand, this already gives model independent in-
sights, i.e. insights which are true w.r.t. any arbitrage free financial market model setup.
For example, a low (high) equity to debt ratio implies a concave (piecewise concave and
convex) payoff.* Thus, for a low equity to debt ratio, the value of the liabilities is de-
creasing in the riskiness of the insurer’s assets. Consequently, the default risk dominates
the guarantee option which contradicts the guarantee concept, i.e. if the admissible asset

distributions are not restricted by an upper bound on the shortfall probability (on the

Notice, that in general Solvency requirements and Solvency II in particular lead in fact to restrictions

when it comes to optimal asset allocation settings.
In our setup, a low equity to debt ratio is always implied if there is a return guarantee which gives a

return accumulation higher (or equal) one.
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guarantee). A further contribution is then given by deriving the optimal return payoff
distribution to the insured (Proposition 3.3.1). Because of the market completeness, the
optimal (return) payoff to the insured can be implemented for any equity to debt ratio.
Finally it is important to point out that there are utility losses to the insured (and there

is too much equity involved) if the insurer implements a suboptimal investment strategy.

Our paper is related to several strands of the literature including the ones on (i) pric-
ing and hedging embedded guarantees/options, (ii) the impact of default risk (emphasizing
on participating life insurance contracts), (iii) utility losses caused by guarantees and/or
suboptimal investment decisions (conducted by insurance companies or pension funds),
(iv) portfolio planning, (v) quantile hedging, and (vi) the analysis of piecewise convex and
concave contingent payoffs. Without postulating completeness we only refer to the most

related literature and hint at the additional literature given within the mentioned papers.

Pricing embedded options by no arbitrage already dates back to Bremnan and
Schwartz (1976). A more recent paper is Nielsen et al. (2011). Risk management and hedg-
ing aspects are discussed in Coleman et al. (2006), Coleman et al. (2007), and Mahayni
and Schlogl (2008). An early paper which already provides tools to determine closed-form
solutions for the solvency restriction based on a shortfall concept under certain distribu-
tion assumptions (normal and log normal case) is given by Winkler et al. (1972) using
partial moments. Non-linear optimization problems under shortfall constrains have al-
ready been solved in the past, c.f.McCabe and Witt (1980) who calculated the optimal

chance-constrained expected profit of a non-life insurer.

Considering default is, in the context of participating life insurance contracts, firstly
analyzed in Briys and De Varenne (1997) and Grosen and Jgrgensen (2002). More re-
cent papers are Schmeiser and Wagner (2015) and Hieber et al. (2019). Other papers on
participating life insurance contracts excluding default risk are e.g. Bacinello (2001) who
discusses amongst other results how a minimum interest rate guarantee "technical rate")
has to be set, such that the contracts are fairly priced and Gatzert et al. (2012) where the

customer value of the policyholder is maximized.

Papers on utility losses caused by (suboptimal) investment strategies include Jensen
and Sgrensen (2001), Jensen and Nielsen (2016) and Chen et al. (2019).5 Chen et al.

(2019) consider a general utility maximization under fair-pricing and budget constraints

5 In particular, Jensen and Sgrensen (2001) analyze wealth losses for pension funds and emphasize that

the individual investor can substantially suffer from the investment strategy conducted by the sponsor.
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in a complete, arbitrage-free Black and Scholes model setup for an CRRA Investor. The
payoff function is chosen such that it also includes default risk. They apply their results
on equity-liked life insurances using a constant mix strategy and examine the effect of

taxation.

Literature on portfolio planning with a main focus on insurance contracts with
guarantees includes Huang et al. (2008), Milevsky and Kyrychenko (2008), Boyle and Tian
(2008) and Mahayni and Schneider (2016). The general idea of maximizing the expected
utility of the insured by choosing optimal parameter settings which fulfill fair pricing
conditions has been provided in the literature before. The paper of Branger et al. (2010)
analyzes different forms of point-to-point guarantees. Cliquet-style options are analyzed
in Gatzert et al. (2012) and Schmeiser and Wagner (2015). In contrast to these articles
we add the portfolio composition as a decision variable in the optimization problem to
determine the overall expected utility maximizing payoff of the insured in quasi-closed

form.

Portfolio planning itself dates back to Merton (1975) who, amongst other results,
solves the portfolio planning problem for a CRRA investor. The solution for investors who
must also manage market-risk exposure using the Value-at-Risk (VaR) is firstly mentioned
in Basak and Shapiro (2001). Yiu (2004) solves the problem where the VaR constraint is
posed for the entire investment horizon. More recently, Gao et al. (2016) derive the solution
for an investor with a dynamic mean-variance-CVaR and a dynamic mean-variance-safety-
first constraint. A joint (terminal) VaR and portfolio insurance constraint is considered in
Chen et al. (2018a). Multiple VaR constraints are analyzed in Chen et al. (2018b).

With respect to European and American guarantees, we also refer to El Karoui et
al. (2005). Quantile hedging already dates back to Follmer and Leukert (1999). For an
analysis of retail products with investment caps (piecewise convex and concave payoffs)
we e.g. refer to Bernard and Li (2013), Bernard and Li (2013), Mahayni and Schneider
(2016).

Literature on the insurance demand dates back to Leland (1980) and Benninga and
Blume (1985) who show that in a complete financial market setup with risky and risk-
free asset investments and a utility function with constant risk aversion the investor will
never buy portfolio insurance, instead buys the asset itself directly. Ebert et al. (2012)
confirm the result for guarantee contracts, i.e. for CRRA Investors with reasonable risk
aversion parameter Cumulative Prospect Theory (CPT) can not explain the demand for

complex guarantee contracts. Rufl and Schelling (2018) introduce the concept of Multi
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Cumulative Prospect Theory (MCPT) which does not only consider the terminal value
of the investment but also the annual value change. Under the MCPT the demand for

complex guarantee products can be explained.

There is a great body of literature that discusses the duration of insurance liability.
Briys and De Varenne (1997) present a model for pricing a terminal participating life
insurance policy. Moreover, the effective duration and Macaulay duration is examined.
Briys and De Varenne (1997) state, that the effective duration is greater than the Macaulay
duration for maturity below five year. Otherwise the effective duration is less then the

Macaulay duration.

Kim (2005) investigates the impact of surrender rates on the value and interest rate
sensitivity of interest indexed annuities. In summary, Kim (2005) shows that surrender
behavior has a large impact on the duration and convexity of interest indexed annuities.
In addition, Kim (2005) shows that duration and convexity also depend on the choice of
interest rate model. It should be noted that single-premium contracts are less common than

level-premium contracts and that the duration of such products can differ significantly.

Tsai (2009) examines the duration of the policy reserves for an endowment life
insurance. Tsai (2009) shows that the duration of the cover reserve can be negative and/or
have a high value. Policies with abnormal high or negative duration have longer maturities
and therefore smaller reserves than policies with normal figures, such that they have no big
impact on the duration of the aggregated reserves. Tsai (2012) complements the findings of
Tsai (2009) by adding an empirical surrender rate model analyzing the impact of surrender
options on the durations of insurance policy reserves. In general, Tsai (2012) showed that

surrender options reduce the duration of policy reserves.

Charupat et al. (2016) study the impact of the interest rate risk on the prices of
life annuities. Charupat et al. (2016) show that insurer do not instantaneously adjust
annuity prices to changes of interest rates. Furthermore Charupat et al. (2016) shows that
the duration is higher when interest rates are increasing than decreasing. With increasing
interest rates the annuity prices are decreasing more quickly and in larger magnitude than

when interest rates are decreasing.

Finally, Lin and Tsai (2020) investigates natural hedging strategies for mortality
and interest rate risk. For this purpose, Lin and Tsai (2020) derive closed-form solutions
for mortality-interest rate duration and convexity of the net single premiums of whole life
insurance and deferred whole life annuity products. Moreover Lin and Tsai (2020) compute

a suitable portfolio allocation of both products such that the portfolio is immune against
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mortality and interest rate risk.

The rest of the paper is organized as follows. Section 3.2 describes the contract
design. In particular, it is based on a combination of the contract parameters and the
equity fraction such that the contract design gives no rise to any arbitrage opportunity. In
addition, the contract design must meet some regulatory requirements regarding an upper
bound on the shortfall probability. Along the ways, we give some convenient representa-
tions of the payoff profiles. We illustrate the contract design and some important properties
in a Black and Scholes model setup. In Section 3.3, we derive the optimal contract de-
sign (return payoff, respectively) of a quantile minimum return guarantee (MRRG), i.e.
a return guarantee which satisfies the fair pricing condition and an upper bound on the
shortfall probability, and in view of an insured whose preferences are characterized by a
constant relative risk aversion. We illustrate the utility loss to the insured which is caused
if the insurer implements a suboptimal investment strategy. We further investigated on
the interest rate risk of those quantile guarantees. We therefore calculated the effective
duration and convexity for suitable combinations of the minimum return rate guarantee

and the corresponding fair equity ratio. Section 3.5 concludes the paper.

3.2 Participating life insurance contracts with minimum re-

turn rate guarantees

3.2.1 Preliminaries

In the following section participating life insurance with minimum return rate guarantees
are introduced and analyzed. Mortality risk and surrender risk are not taken into account.
The policyholder pays a single premium at the inception of the insurance contract denoted
by Py. This premium is thus called upfront premium. Together with its existing equity
amount, the contract provider invests this premium on the financial market. The existing
equity amount of the contract provider is denoted by Ey and the value of the investment
portfolio at inception is given by Ag = Py+ Ey. Throughout the following we set Py = 1, so
we normalize the policyholders premium, and we set Eg = ¥ where o € [0, 1] represents
the equity ratio (resp. equity to debt ratio). The terminal value of the investment portfolio

is denoted by Ar, where T' defines the maturity of the insurance contract. For simplification
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we set T = 1 fo this section, i.e. a one period setting.® This assumption implies, that the

policyholder has no other premium payment option than the upfront premium.

At the contract maturity, the policyholder receives the premium paid, compounded
at either a guaranteed interest rate g > —1 or a participation on the return of the invest-
ment portfolio whichever is higher. So g is referred to a the minimum return rate guarantee

(MRRG). The terminal payoff of the insurance contract is then given by

P1:1+max{g,a(j;1)} (3.1)

where a € [0, 1] denotes the participation fraction on the investment portfolio. The special

case g = —1 represents a contract without guarantee. This leads to the following lemma.

Lemma 3.2.1 (Intended payoff representation)
The intended payoff of a participating life insurance contract with maturity T = 1 and

initial premium paid by the policyholder Py =1 is given by

g
a?

A +
P{:1+g+a<1—K> , with K =1+ (3.2)

A

where o € [0,1] denotes the participation fraction on the investment portfolio, g > —1 is
the minimum return rate quarantee, Ag = 1 + o is the value of the investment portfolio
at inception stated with the equity ratio o € [0,1] and finally Ay denotes the terminal
value of the investment portfolio. Moreover (ﬁ—é — K)+ = mazx {ﬁ—é - K, O}.

The payoff presented in Lemma 3.2.1 is called intended payoff, because it may differ
from the actual payoff L; in case of a default event, which we will introduce later in
this section. Lemma 3.2.1 shows, that the intended payoff can be replicated by (i) a long
position in e~ (1 4 g) zero bonds with maturity "= 1 (where r denotes the continuously
compounded bond yield), and (ii) a long position in A% call options on the synthetic asset
A with maturity 7 = 1 and strike K = Ag (14 £). The effect of parameters «, g and o
on the intended payoff Pll is illustrated in Figure 3.1.

5 The assumption of a maturity 7' = 1 gives us the possibility to state the payoff of the insured in closed-
form. For a maturity 7" > 1 this is not possible anymore. See for example the comment in the paper of

Schmeiser and Wagner (2015) on page 669.
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Effect of parameters o, g and o on the intended payoff P/
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Figure 3.1: This figures illustrate the effect of parameters «, g and o on the intended payoff P{. The
figures show the intended payoff P{ in dependence of the terminal value of the investment portfolio A;.
By standard the parameters are a = 0.8, g = 0.1 and o = 0. The adjusted parameters are given in the

legend above the corresponding illustration.

The standard case is given by the black solid line and refers to the parameter setup
a=0.8,g=0.1and a” = 0. While the terminal value of the investment portfolio A; is
below the strike K = Ag (1+ £) = 1.125, the payoff considers only the guaranteed part
given by 1 4+ g = 1.1. If the terminal value of the investment portfolio exceeds the strike,

the payoff is increased by a participation fraction on the investment return by 0.84; —0.9.

The upper left illustration shows the impact of the participation fraction « on the
intended payoff Pll . It reflects the extent to which the policyholder participates in the
investment return. A higher « increases this participation, which is shown by a steeper
rise of the graph. In addition, the participation fraction also influences the strike and
thus also the extent to which the policyholder participates in the investment return. As
« increases, the strike decreases, which means that the investment return must be greater

for the policyholder to participate.
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The upper right illustration shows the impact of the minimum return rate guarantee
g on the intended payoff P{. It influences the guaranteed return that the policyholder
receives. A higher g increases this guaranteed return. Furthermore, the minimum return
rate guarantee also affects the strike. A falling g lowers the guaranteed return and thus

leads to an earlier participation in investment return and vice versa.

Finally, the lower illustration shows the impact of the equity ratio o on the intended
payoff P{. The equity ratio mainly influences the initial value of the investment portfolio
Ag. With a higher equity ratio, the initial value of the investment portfolio is higher. Thus,
the final value of the investment portfolio must also be higher in order for the policyholder

to participate in the investment return.

3.2.2 Consideration of default risk

In the following we first introduce a default event. A default occurs, if the terminal value
of the investment portfolio A; is higher than the intended payoff P{. Therefor the policy-
holder only receives the intended payoff P{ if the terminal value of the investment portfolio
Aj is sufficiently high. When default occurs and the terminal value of the investment port-
folio Ay is not sufficiently high the policyholder only receives the terminal value of the
investment portfolio A; as compensation. The actual payoff Ly to the policyholder where

default risk is considered is thus given by
1 g +
Ly=Pl = (Pl - A1), where

7 + Aq + g A1 * g

P —A =11 ——K|] —(1 — ith K =1+ =

(A=) = (1rora(G-K) —rahp) wimx =14
can be interpreted as a default put option of the contract provider. The terminal value of
the default put option is the difference between the default free (intended) payoff and the
payoff in presence of a default. Although the default put option is given in terms of a nested
version of the max operator (a compound option feature), it is possible to disentangle the
payoff in terms of the payoffs of plain vanilla options, only. To disentangle the nested

+
payoff, we make a case distinction where we consider the inner call option (ﬁ—; - K )

+
given from the intended payoff and the (outer) default put option (Pll - Al) given from
the actual payoff, respectively.

1. Case:‘g—égKl:l—F%

At first we consider the case where the inner call option is out the money, i.e. ’2—(1) <K=
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1+ £, so the intended payoff is P! =1+ g, so the intended payoff only considers the

guaranteed return. Then the default put option is given by

+ AT AT
(P —41) = <1+g—(1+aE)A(l)> = (14 a¥) (K —A;) : (3.3)
1
where Ky = 1 _:_agE' (3.4)

Thus the default put option can be stated in terms of a put option on the terminal value
of the investment portfolio A; with strike (1 + aE) Ko=1+g.

2. Case: %ZKlzl—i—%
Secondly we consider the case where the inner call option is in the money, i.e. ﬁ—é > K=
1+ %, so the intended payoff is PII =14+« (ﬁ—é - 1). Then the default put option is given
by

+ A AT AT
(Pl —a)" = <1 ta <1 - 1) e +aE)1> — (o — Ao) <K3 - 1) . (35)
Ao Ao
11—«
where K3 = m

Thus the default put option can be stated in terms of a put option on the terminal value
of the investment portfolio A; with strike (1 + aE) K3 = (1 + aE> l—a

1+af—a”

In consequence, we can express the payoff of the default put option by means of

piecewise linear functions as follows:

(Ko — (14 a®)4t) if 41 < Ki and 4L < K,
_l’_
(P A1) =1 oloe® (s — (1+a®)4L) if 41 > K and 4 < K,
0 else

A
= (Kz —(1+ OéE)A(1)> LA, <min{K1,K2})

a—1-aF A1
+ T oF (Ks—(1+04 )Ao> Lk <A <Ks)s
where
g 1+g¢ 11—«
Ki=1+2 K,= — Ko=———. 3.7
1 +Oé7 2 1+O[E7 3 1+aE—a ( )

A crucial distinction is given by a different ranking order of the strikes K7, Ko and Kj.
However, the relation between the strikes is given by comparing the equity ratio o to
the minimum return rate guarantee g and the participation fraction «. The result is

summarized in the following lemma.
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Lemma 3.2.2
Let K, Ky and K3 be defined as in Equation (3.7), then the following relations hold

(i) K1 = Ky = K3 & of = %=1

.. E ~ gla—=1)
(ii)) K1 > Ky > K3 < a” > p

E o~ g(a—1)
(iii) K1 < Ky < K3 & a” < P

In particular it holds

-1 E
of 9= aa”
g+ a a—1—af

A visualization of the relation between the strikes and the minimum return rate guarantee

E

g and the equity fraction o™ is given in Figure 3.2 for fix o = 0.8.

First we discuss the dependence on the minimum return rate guarantee g, i.e. the
upper row. The left hand side is based on a” = 0 and shows that the ordering of the strike
changes at g = 0. The right hand side is based on o = 0.1 and shows that the ordering

of the strike changes at g < 0. In particular the strikes coincide at g = %
Nest we discuss the dependence on the equity fraction o = 0, i.e. the lower row.
The left hand side is based on g > 0 and shows that the ordering of the strike does not
change at all. The right hand side is based on g < 0 and shows that the ordering of the
g(e—1)

: E _
strike changes at a™ = e
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Relation between the strikes and parameters g and o
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Figure 3.2: This figures illustrate the strikes K1, K> and K3 depending on the minimum return rate
guarantee ¢ in the upper row and the equity fraction o in the lower row. We fix o = 0.8. The upper left
hand figure is based on a” = 0 while the upper right hand figures is based on o = 0.1. The lower left
hand figure is based on g = 0.1 while the lower right hand figures is based on g = —0.1.

Let us now take a closer look on the term %. At first one should recognize that

g>0= % < 0 for every a € [0,1]. Thus g > 0 implies a” > % as the equity
ratio o € [0,1] is nonnegative by definition. This is also shown in the illustration at the

bottom left of Figure 3.2.

In summary, the payoff (return) of the default put can be represented as follows.

Proposition 3.2.3 (Payoff representation of the default put option)

The payoff of the default put option can be stated in terms of a piecewise linear function
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in the asset increments 1‘3—(1), i.e.
(1+a”) (Ko - 41) 1{%§K1}

(Pl—a) =] +(o—1+a") (K- 4 o)

>1{K1§,‘X;SK3} Jora” SEEET L (38)

(1 + aE> (Kz - %)Jr for aF > ggof;;)

WE now take a look at the actual payoff L1 to the policyholder. An intuitive way to
understand the liability side under default risk is analogously given by stating the payoff
L, depending on the asset increment ﬁ—é. First recall that, without default risk, the call
option of the policyholder (cf. Lemma 3.2.1) is in the money if 1‘3—(1) > K1 = 14 2. Otherwise
the intended payoff is 1+ g. In this case, under default risk, the policyholder only receives

1+ g if this is possible, i.e. if A} > 1+ ¢, or equivalent if ﬁ—é > 1?;9,; = K. So for ﬁ—é < Kj,

the policyholder only receives the minimum of 1 4+ ¢ and Aj.

Now, consider the case that ﬁ—é > Ky, ie. Pl =1+a (% — 1). Again, under default

risk, the policyholder nevertheless only receives the lower of 1+ « (ﬁ—; — ) and A1, which

is defined by the benchmark K3 = 1;%

—. In summary, we obtain

(1+ aE)ﬁ—é for ﬁ—é < min{K7, Ky}

1+g for min{Kl,K2}§%<K1
L =

(1+ aE)ﬁ—é for K < ﬁ—é < max{Ki, K3}

14+« (%{1) - ) for % > maX{Kl,Kg,Kg}.

Before we state the actual payoff as a function of the equity ratio, we need a brief

remark.

Remark 3.2.4
It follows from Lemma 3.2.2

K E < gla=1)
min{ K1, Ko} = Lo aE - g(gcj—al) ’
Ky  fora®™ > s
K E < gla=1)
max{K1, K3} = o Jor aE - g(g;—al) ’
Ky fora® > e
K E < gla=1)
max (K, Ko, Ka} = 4 -0 17 = (o)
K, forao® > gg+a
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Now we can specify the actual payoff as a function of the equity ratio.

Proposition 3.2.5 (Actual payoff representation)
Let K1, Ky and K3 be defined as in Equation (3.7). Then it holds

(i) Low equity ratio: For o < g(;:j), the payoff (return) to the insured is given by
(1+aE)ﬁ—(1) forﬁ—(l)<K3

Lo (4 —1) for 4> Ky,

A A +
ie. Ly = (1+ a2 — (1 —a+aP) (1—K3> . (3.9)
Ao Ao
(ii) High equity ratio: For o > % it holds
(1—|—aE)£—(1] forﬁ—é<K2
Li={ 1+¢g for Ky < 44 < K
1+a<£—é—1) forﬁ—ézKl,
. Ay Ay + Ay +
e Li=1+af) = —(1+aF) ("~ - K — Ky . 1
i.e. Ly (—i—a)AO (+a)<AO 2) —l—a(AO 1) (3.10)

For a low equity ratio (Case (7)), the above Proposition states that the liabilities of the
insured are given by the payoff of

(i) one long position in the insurer’s assets A and

(ii) L-ata® ghort calls on A with strike (1 + aE) K3 = (1 + aE) 1-c

14-af l—ataf "

For a high equity ratio (Case (ii)), the above Proposition states that the liabilities of the
insured are given by the payoff of

(i) one long position in the insurer’s assets A,
(ii) (1 + aE> short position in a call on A with strike (1 + aE> Ky =1+ g and

(iii) « long calls with strike (1 + aE) Ky = (1 + aE) (1+9).

In addition, the above Proposition immediately implies the following important properties

of the liability payoffs.
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Corrolary 3.2.6 (Properties of the liability payoff)
Let Ly be the liability payoff stated in Proposition 3.2.5, then it holds

(i) Ly is increasing in g and of. For g > 0, Ly is increasing in .

» E » gla—l) : in AL
(it) For o < #7222, Ly is concave in .

—1 . . . . .
(iii) For af > g(gia), L1 is piecewise concave and piecewise convex in ﬁ—é.

An illustration of L; is given in Figure 3.3. The left hand figure is based on o < %

(low equity fraction) while the right hand figure is based on the case o > % (high
equity fraction). In particular, the payoffs on the left hand side are concave while the
payoffs on the right hand side are piecewise concave and convex while. Intuitively, it is
clear that a higher amount of equity means that the real degree of guarantee is, ceteris
paribus, higher than for a lower amount of equity. This is resembled in the payoff profiles,
i.e. a higher amount of equity gives more convexity to the payoff profile (implying a more

valuable guarantee).

Illustration of the contract payoff under default risk

Figure 3.3: For varying asset increments ﬁ—é, the figures illustrate the actual contract payoff L. It holds
0 =af < aof < af. The black solid line refer to o = 0, the black dashed line to of = of = 0.1, and
the dotted line to af = az = 0.2. The left hand figure is based on o < g(gaT_&U (low equity fraction) while
the right hand figure is based on af > g(ga_'_i_al) (high equity fraction). Moreover we set o = 0.7 and the

minimum return rate guarantee g = —0.3 for the left figure and g = 0.3 for the right figure.

3.2.3 Fair pricing and regulatory requirements

Throughout the following analysis, we make some assumptions on the contract design (and

the model setup for the financial market). We assume that the financial market model is
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arbitrage free. Furthermore, we assume that, because of competition, the contracts are
fairly priced such that no arbitrage is introduced (among the insurers and between the

insurance products and the financial market products):

Assumption 1 (No arbitrage)

We assume that the financial market model is arbitrage free. Thus, the fundamental the-
orem of asset pricing implies the existence of an equivalent pricing measure P* such that
the price of any traded asset X with payoff X1 atT > 0 is given by the expected discounted
payoff under P*,i.e.

T .
XO = E]P* |:€_ fO Tu duXT:| 5 (311)

where T, denotes the forward rate, such that fUT Ty du s the continuously compounded

interest rate prevailing at time T'.

Assumption 2 (Fair pricing)

We assume competition between the insurance companies (and with the opportunity to
invest in the financial market). In particular, we thus assume that the insurance contracts
are fairly priced, i.e. depending on the investment decisions which are carried out by the
insurer on the financial market, the contract prices are given by the arbitrage free (financial
market) prices.”

Assumption 3 (Stakeholders)

The policyholders are not able to participate at the arbitrage free financial market, such
that they cannot replicate future cash-flows. They just have the possibility to invest in the
asset side of the insurance company. The insurer itself, resp. its shareholders, of course

have this access to the market.®

In addition, we assume later that an admissible contract design must honor regulatory re-
quirements as e.g. posed by an upper bound on the shortfall probability. First, we consider

the assumption on the contract pricing and the implications of postulating an arbitrage

It should be mentioned that in practice it would not be possible to e.g. make sure that all these
contracts are initially fair: Rather, in practice, cross-subsidizing effects are unavoidable (cf. e.g. Hieber
et al. (2015)).

This assumption is reasonable and has often been used in other literature dealing with this topic, e.g.
Schmeiser and Wagner (2015) or Briys and De Varenne (1997).
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free financial model setup. Subsequently, we introduce the regulatory requirement and

represent the shortfall probability in terms of the strikes introduced above.

Along the lines of Proposition 3.2.5, the arbitrage free value of the liabilities (and
the default put, respectively) is given by the (arbitrage free) value of the corresponding
portfolio of plain vanilla options. To simplify the exposition, we refer to a one year horizon,
i.e. the call (or put) options have a maturity of T'= 1. The (arbitrage free) value of a call
(put) option (with maturity 7' = 1) and strike K is denoted by Call(K) (Put(K)). To be
more precise, Call(K) (Put(K)) denotes the t = 0 value of the T = 1 payoff (4; — K)"
(K — A;)™, respectively).

Proposition 3.2.7 (Fair pricing conditions)

Assume that the asset A can be synthesized by a financial market strategy, i.e. the t = 0
price of the payoff Ay is Ao (A is an asset paying no dividends). In addition, assume
that the financial market is arbitrage free. Then, the fair pricing condition is given by
the condition that the market consistent price of the payoff Ly is equal to Py = 1. In
particular, depending on the equity ratio o, the minimum return rate guarantee g, and

the participation fraction o, the following pricing conditions hold:

(i) Low equity ratio: For o < 9= "t holds

gta ’
1= (140a”) = (1-a+a®)Call(K3). (3.12)
(ii) High equity ratio: For a® > %, it holds
1= (1+4a") = (14 a¥) Call(Ks) + aCall(K1). (3.13)

where the strikes K1, Ko and K3 are defined as in Equation (3.7).

Corrolary 3.2.8 (Properties of fair contracts under default risk)

The fair pricing conditions imply the following properties
(i) For of =0, a fair contract implies o/*" = 1.
(ii) In the special case that g = —1 (no guarantee) it also holds o/*" = 1.

The proof is straightforward and the results are intuitive: Part (i) states that without
equity, the insured face the whole risk of the asset investments, i.e. the (fair) liabilities are

given by L1 = A;. In particular, without further restrictions on the distribution of ‘2—(1),
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i.e. restrictions on the riskiness of the investment strategy, there is no guarantee without
equity. The interpretation of part (ii) is analogous. Since there is no guarantee if g = —1,

a fair contract must imply L; = A;.

Now consider the condition that there is a regulatory requirement on the shortfall
probability. Assume that the regulator requires an upper bound e for the probability that
the intended guaranteed accumulation P{ is not honored because the asset value A; is

lower, i.e.
P4 < Pl)<e (3.14)

The event {Al < P! } can be represented in terms of the strikes given by Equation (3.7):
K defines the level of 1‘2—(1) such that the inner option is in the money, i.e. where the intended
payoff P! pays out 1 + « (ﬁ—é — ) instead of 1+ g. The strike Ko defines the level of ﬁ—é
such that the put option is in the money, i.e. the intended Payoff Plf is equal to 1 + g,
but the asset side A; is lower. K3 defines the level of ‘3—(1) where the liabilities can not be

satisfied if the inner option is in the money, i.e.

Ay Ay Ay Ay }
A <Pl =2 <KL <K S Kt <Ky b. 1
{1< 1} {AO_ 1,A0< Q}U{AD> 1,AO< 3 (3.15)
With Lemma 3.2.2 and the representation of the shortfall event in Equation (3.15), we

immediately obtain the following Proposition.

Proposition 3.2.9 (Shortfall probability)
The shortfall probability P (A1 < Pll) is given by

P(Ar<Pl)=P <j(1) < min{Kl,Kg}) +P <K1 < il) < maX{Kl,Kg})
Ay

= <AO<K3> 1{aE<g(;¢+;)}+P<j;§K2) J{QE>%}. (3.16)
It is worth to emphasize that, e.g. in the context of Solvency II, the upper bound on
the shortfall probability determines the amount of equity which is needed to assure the
solvency to a high degree, i.e. to honor the liabilities to the insured. Obviously, the lower
the strike is, the lower is the probability that the value of a given investment strategy
drops below the strike. Since the above strikes are decreasing in the equity fraction o, a

higher equity fraction is able to reduce the shortfall probability.”

9 However, if one assumes a complete financial market model, any reduction in the shortfall probability

can also be implemented by a change in the asset distribution by means of a suitable investment strategy.
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3.2.4 Black and Scholes model setup and illustration

Along the lines of the previous subsections, the contracts can be fairly priced in closed
form in any arbitrage free model setup which allows closed form solutions of plain vanilla
options. For the sake of simplicity, we place ourselves in a Black and Scholes model setup
to give some illustrations. The financial market model over the filtrated probability space
(Q, F, (Ft)tefo,1]; P) is given by the Black and Scholes model, i.e. there are two investment
possibilities, a risky asset S and a risk-free asset B which accumulates according to a
constant interest rate r. The filtration (ft)te[o,T} is generated by the standard Brownian
motion (W;)yecpo,7]- Because of the completeness of the Black and Scholes model, there
exists a uniquely determined equivalent martingale measure P* under which the process
(W )telo,r) defines a standard Brownian motion. In particular, the risky asset (St)iecfo,7]

and risk free bond dynamics (Bt).c[o,) are given by

dS; =S¢ (ndt + o dWy) = Sy (rdt + o dW)), So=s
dBt = BtT dt, BO =b.

Under the real world probability measure P, the asset price follows a geometric
Brownian motion with constant drift 4 (u > r) and constant volatility o (o > 0). Under
the uniquely defined equivalent martingale measure (pricing measure) P*| the asset price
follows a geometric Brownian motion with constant drift » and constant volatility o (o >

0). The risk free bond B grows at a constant interest rate 7.

Constant mix strategies

Assuming that the insurer decides to implement an investment strategy which is described
by a constant fraction of wealth m(4) invested in the risky asset (and the remaining fraction
1 —mM™ is invested in the risk free bond) implies that the asset process is also given by

a lognormal process, i.e.

dA; = Ay (mm)dS‘% +(1— m(A))rdt) .
t

Thus, w.r.t. an investment horizon of T' = 1, it holds

Al _ Aoeui‘RW)_%o'i-i-a'AWl — Aoe'r'—%a'i—i-a',qwl*
where pilRW) =mWpu+ (1 —m)r and 04 = mAWo.
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p W) denotes the drift of the asset dynamics under the real word measure P. Under the
pricing measure P*, the drift is equal to r. In particular, let N(u,o?) denote the normal
distribution with mean p and variance 02 and ®(-) the cumulative distribution function
of the standard normal distribution. Then it holds

A 1
lnA—1 ~ N <MA — 20%,0%) under P,

0
A 1
In A—(l) ~ N (r - 50124, Ui) under P*.

In consequence, the arbitrage free (competitive) price of the liabilities Ly (the default put,
respectively) can be derived by means of Proposition 3.2.7 where the call price formula
Call(K) = Call'®9 (K, 04) is given by the Black and Scholes pricing formula (w.r.t. the

returns), i.e.

Call'P)(K,04) = ®(di(K,04)) — e "TK®(dy(K,04)), (3.17)

—InK +r+ 107
where di (K, 04) = 294

and do(K,04) = di1(K,04) — 04.
oA
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INlustration of fair contracts (constant mix strategies)
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Figure 3.4: The contract and model parameters are given as in Table 3.1. The left figures illustrate
fair tuples of the contract parameter (o, g). The black line refers to af’ = 0.01, the black dashed line to
af = 0.02, and the dotted line to af = 0.05. The figure on the right hand side (the black line, respectively)
depicts fair contracts for the benchmark case in terms of fair combinations of the equity fraction o and
the investment fraction m (defining the volatility of the assets, i.e. o4 = m(A)U)A The solid line refers
to a = 0.9, the dashed line refers to a lower participation fraction @ = 0.85 and the dotted line refers to
a=0.8.

Figure 3.4 gives an illustration of fair contract designs. The left figure illustrates
fair tuples of the contract parameter («,g). Along the lines of the model free results,
the (return) payoff of the MRRG under default risk is increasing in « and g. Thus, in
order to stay on a fair contract design, an increasing guarantee g must be compensated
by decreasing the participation rate «. In addition, the fair («, g) combinations are lower
for higher equity fractions, i.e. the black line refers to af* = 0.01, the black dashed line
to o’ = 0.02, and the dotted line to af’ = 0.05. This result is straightforward and can,
for example, be found in Grosen and Jgrgensen (2000). An interesting effect arises in
view of the piecewise concave and piecewise convex payoff structures (implied by g > 0
and of > 0, cf. Corollary 3.2.6). Although the contract value is increasing in the equity
fraction o, this is not necessarily true with respect to the riskiness of the investments, i.e.

w.r.t. m() (the volatility o4 = mWe, respectively). Thus, for a fixed equity fraction o,

(A1) (A4,2)

there may be two investment fractions m and m such that the contract is fairly
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priced. This is illustrated in the right hand plot of Figure 3.4 which depicts fair contracts
for the benchmark case in terms of fair combinations of the equity fraction a¥ and the
investment fraction m(4) (defining the volatility of the assets, i.e. 04 = m(A)J). The solid
line refers to a = 0.9, the dashed line refers to a lower participation fraction o = 0.85 and
the dotted line refers to a = 0.8. For the shortfall probability given in Proposition 3.2.9,
the Black and Scholes model setup immediately implies

gto

P (A1 < P) = @ (do(Ks)) Lfqegstomny + @ (do(F2)) 1ty (3.18)

— InK — — 152
where do(K) := " (114 20‘4).
OA

Again, notice that, e.g. in the context of Solvency II, the upper bound on the shortfall
probability is posed to determine the amount of equity which is needed to assure the
solvency to a high degree, i.e. to honor the liabilities to the insured. Obviously, the lower
the strike is, the lower is the probability of a constant mix strategy that its terminal value
drops below the strike. Since the above strikes are decreasing in the equity fraction a®,
a higher equity fraction is able to reduce the shortfall probability, cf. Figure 3.5 for an

illustration.

It is worth noticing that any reduction of the shortfall probability can also be ob-
tained by suitably adjusting the investment strategy, i.e. the distribution of A;.

Table 3.1: Benchmark parameter settings

Model parameter Contract parameter Upper bound on P (Al < P! )
T 1 o By Ag o g €
0.03 0.07 02 | 1 1+af 0.9 0.0175 0.005

3.3 Optimal design of quantile guarantees

The following section discusses, from the perspective of the insured, the optimal design
of a MRRG under default risk and an upper bound on the shortfall probability. A fair
contract design which provides a higher (expected) utility to the insured is also beneficial
to the insurance company. The contract provider competes with other insurers and the
financial market. Choosing among different contracts, the insured selects the contract

which provides herself the highest (expected) utility. Throughout the following, we assume
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Fair contracts honoring the upper bound on the shortfall probability
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Figure 3.5: If not otherwise mentioned, the contract and model parameters are given as in Table 3.1.
The black lines depict the fair contracts in terms of fair combinations of the equity fraction of and the
investment fraction m(*) (defining the volatility of the assets, i.e. 04 = m(A)U). The shaded region is the
region where the upper bound on the shortfall probability (¢ = 0.005) is honored. While the figure on the
left hand side refers to the benchmark guarantee g = 0.0175, the right hand side is implied by g = —0.0175.

that the preferences of the insured are described by a utility function v = u(¢EE4) implying
a constant relative risk aversion (CRRA) denoted by 7, i.e. ulCFEA) (z) = "”f_—j (v > 1)
and uw(©FEA) () = Inz (y = 1). Assuming CRRA preferences has its merits. There are
empirical investigations which justify CRRA preference, cf. e.g. Chiappori and Paiella
(2011). In addition, CRRA utility allows that the analysis is based on returns.!® The
relevant optimization problem is posed by maximizing the expected utility of the insured
under constraints posed by a competitive market (fair pricing) and the restrictions posed

by the regulator.!'! In the first instance, we formulate the optimization problem without

10 1t is worth mentioning that CRRA preferences can not explain the existence of (quantile) guarantees
using, cf. Leland (1980). However one can understand that policy makers provide tax advantages for
products with downside protection for old-age provision to reduce the risk of poverty among the elderly
and possible implications for tax payers - even if downside protection reduces utility on the individual
level for CRRA-type policyholders. For the effect of taxation on equity-linked life insurance we refer to
Chen et al. (2019)

1 The optimization procedure with a value at risk restriction can be referred to as a chance-constrained

approach. It is transferable in a non-linear (deterministic) optimization program of normal of log normal
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stating the optimization arguments, i.e.

max Ep [u(Lq)] s.t. P (Al < Pll) <e Epe[e7"A1] =1+ of and Ep- l[e7"Lq] = 1.
(3.19)

The first condition states the regulatory requirement on the upper bound on the shortfall of
the intended payoff (guarantee) P{. The second condition ensures that the asset value A;
is obtainable by a self-financing investment strategy with initial investment Ay = 1 + o%,
and the third part captures the fair pricing of the liabilities, i.e. the ¢t = 0 value of the
liability payout at time t = 1 is equal to the contribution Py = 1. To shed further light
on the (overall) optimal design of quantile guarantees, we discuss and compare (in the
Black and Scholes model setup) different approaches concerning the arguments which are
optimally chosen in the maximization problem (3.19) in order to maximize the utility
which is provided to the insured. As a benchmark, we consider the optimal unconstrained

B 0, this is the classic

strategy (no upper bound on the shortfall probability). For «
Merton problem (cf. Merton (1975)). The solution implies the highest possible utility and

thus provides an upper bound of the expected utility of all contract designs.

We also comment on an approach suggested in Schmeiser and Wagner (2015) who
assume that the insurer implements a constant mix strategy, but can decide on the fraction
of asset wealth which is invested riskily. The insurer simultaneously determines the equity
fraction o” and the investment fraction m(4) such that the pricing and shortfall constraints
are satisfied for a given guarantee g. The utility to the insured is then maximized by

selecting the guarantee g which gives the highest expected utility.

Finally, we consider the optimal solution under the pricing and shortfall constraints

(without restricting the insurer’s investment strategy to constant mix strategies).

3.3.1 The Merton solution as a benchmark

Assume that the insured is not committed to select among MRRG contracts, only. Instead,
assume that she can, without transaction costs, dynamically trade on the financial market.

In terms of the MRRG contracts, this is the special case that o = 0 (the insured owns the

returns are assumed (cf. McCabe and Witt (1980)). Basically, we also consider log normal payoffs for
t = 1,2,... under a Geometric Brownian Motion (GBM) assumption. However we have added the
assumption that the insured is described by a constant relative risk aversion (CRRA) which gives

further insights on the utility effects from the perspective of the insured.
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asset side herself) and a vanishing shortfall probability bound € = 1 (she is not restricted

by the regulator). The optimization problem (3.19) then boils down to

Ay AT
H}ﬁXEP {u (A()ﬂ s.t. Ep« [e AJ =1,

i.e. the investor chooses the optimal payoff L; = A; (return, respectively, Ag = Py = 1).!2
Assuming a Black and Scholes model setup to describe the financial market model, gives
the classic Merton problem. The solution is firstly stated in Merton (1975). Under the real

world measure P, the optimal payoff L] = % is given by

il] — eNEqRW)—%UE"i‘O'AWl’ (3.20)
where ,LL‘(ARW) =mWpu+ 1 —=mr, o4 = mWo and mA) = BT . gp(Men),

o?

In the optimum, the investor uses a constant mix strategy where the fraction m(4) of
portfolio wealth which is invested riskily is given by the quotient of the (local) excess return
(p—r) and the squared asset volatility scaled by the parameter of relative risk aversion yo2.
The certainty equivalent wealth/return C'E which makes the investor indifferent to the
Merton payoff is defined by the condition u(CE) = Ep[u(4,)], i.e. CE = v~ (Ep[u(41))).

Straightforward calculations imply

g (=r)? —r)?
CE* = ¢ 207 = CEMer) and Yy =InCE* =r+ ('I;Z), (3.21)
yo

where y“F" denotes the (optimal Merton) savings rate. Notice that the above C'E* defines
an upper bound to all certainty equivalents which are implied by (admissible) MRRG

(Mer)

contracts and refer to the upper bound by CE . Analogously, we refer to the optimal

. Mer er
Merton payoff (fraction) by A(l ) (mMen))y,

3.3.2 Upper bound on shortfall probability and restriction to constant

mix strategies

Schmeiser and Wagner (2015) consider the optimization problem under a shortfall prob-
ability condition but assume that the insurer implements a constant mix strategy. In
consequence, the insurer does not consider a quantile hedge to honor the guarantee. To

ensure the shortfall probability condition for a given guarantee, the insurer is restricted to

12 Recall that of = 0 implies a = 1, cf. Corollary 3.2.8 . With Ag = 1 it follows L1 = A;.
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suitable combinations of investment fractions and equity capital. Amongst other results,
Schmeiser and Wagner (2015) consider the optimization problem

Ep[u(L1)],
max plu(L1)]

where G denotes the set of admissible guarantee rates and where the equity fraction o”

and the investment fraction of the asset side m(4) are determined simultaneously by the

conditions!®

P(A1 < Pl) <eand Bpe [e "] = 1.

Notice that P (Al <P ) is analytically given by Equation (3.18). The liability value
Ep+ [e7" L] is stated in Proposition 3.2.7 in combination with Equation (3.17).}4 A few
comments are worth mentioning here: Schmeiser and Wagner (2015) consider the exact
fulfillment of the shortfall probability corresponding to the minimum safety requirement
where the ruin probability P (A1 < PII ) is equal to the upper bound e. Intuitively, this is
meaningful if the shortfall constraint is binding in the case without equity capital, i.e. if
the upper bound on the shortfall probability € is sufficiently low compared to the lowest

guarantee contained in the set G.

13 Notice that the condition Ep+ [efrAl] = 1+ o is ensured since the insurer implements a constant mix
strategy with initial investment 1 + .

1 Once the equity fraction a” and the investment fraction of the asset side m(*

are determined, the
expected utility (and CE) can be stated in quasi closed form. Schmeiser and Wagner (2015) determine

the solution by Monte Carlo simulations.
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Table 3.2: Certainty equivalents of quantile MRRGs under the additional restriction to

constant mix strategies (e = 0.005)

g | of m | Ly SFP CE"=2 CEY=356 CEY=594
m(Mer) = .5 m(Mer) = (.28 m(Mer) = 0.169
CEWMer) —1,0408 CEMer) =1,0363 CEMer) =1.0339
-0.100 | 0.1285 0.5277 | 1  0.005 1.0405 1.0341 1.0247
(1.0406)
-0.095 | 0.1250 0.5101 | 1  0.005 1.0405 1.0345 1.0257
-0.090 | 0.1211 0.4921 | 1  0.005 1.0404 1.0348 1.0266
-0.085 | 0.1175  0.4745 1 0.005 1.0403 1.0351 1.0275
-0.080 | 0.1140 0.4571 1 0.005 1.0401 1.0353 1.0283
-0.075 | 0.1105  0.4397 1 0.005 1.0400 1.0355 1.0290
-0.070 | 0.1073  0.4229 1 0.005 1.0398 1.0357 1.0297
-0.065 | 0.1034  0.4047 1 0.005 1.0396 1.0359 1.0304
-0.060 | 0.1000 0.3876 1 0.005 1.0394 1.0360 1.0310
-0.055 | 0.0970 0.3710 1 0.005 1.0392 1.0361 1.0315
-0.050 | 0.0925 0.3521 1 0.005 1.0389 1.0361 1.0320
-0.045 | 0.0890 0.3347 1 0.005 1.0386 1.0361 1.0324
(1.0362)
-0.040 | 0.0850 0.3165 | 1  0.005 1.0383 1.0361 1.0328
-0.035 | 0.0812 0.2987 | 1  0.005 1.0380 1.0360 1.0331
-0.030 | 0.0775 0.2811 | 1  0.005 1.0377 1.0359 1.0334
-0.025 | 0.0738  0.2634 1 0.005 1.0373 1.0358 1.0336
-0.020 | 0.0694  0.2443 1 0.005 1.0369 1.0356 1.0337
-0.015 | 0.0653  0.2259 1 0.005 1.0365 1.0354 1.0338
-0.010 | 0.0611  0.2074 1 0.005 1.0360 1.0351 1.0338
(1.0338)
-0.005 | 0.0569  0.1887 1 0.005 1.0356 1.0349 1.0338
0.000 | 0.0519 0.1684 1 0.005 1.0350 1.0345 1.0336
0.005 | 0.0471  0.1485 1 0.005 1.0345 1.0341 1.0334
0.010 | 0.0419 0.1278 1 0.005 1.0339 1.0336 1.0331
0.015 | 0.0362 0.1063 | 1  0.005 1.0333 1.0331 1.0328
0.020 | 0.0299 0.0833 | 1 0.005 1.0326 1.0325 1.0323
0.025 | 0.0219 0.0567 | 1  0.005 1.0318 1.0317 1.0317

66



3 Participating life insurance contracts with minimum return rate guarantees under default risk

In addition, we consider an exogenously given participation fraction « (e.g. o = 0.9
as implied by German legislation). However, a (1 — «, respectively) implicitly defines a
guarantee fee, i.e. the insured gives up some upside participation for downside protection.
In particular, if « is already sufficiently low (compared to g), there does not exist an equity
fraction o > 0 such that the (fair) pricing condition can be satisfied, cf. Figure 3.4 and

the results in Schmeiser and Wagner (2015).

As a numerical example, we refer to the benchmark parameter setting summarized
in Table 3.1 and consider the above optimization problem for the guarantees g, taking the
values g € G = {—0.1,—0.095,...,0.02,0.025} and a shortfall probability bound given by
€ = 0.005. For each g € G, Table 3.2 summarizes the combination of equity fraction o
and investment fraction m(4) (implying that the SFP is exactly met and the contract is
fairly priced) as well as the certainty equivalent contract wealths C'Es of insureds which
are described by three different levels of relative risk aversion (y = 2, 3.56, and 5.94). In
addition, the Merton solution is summarized in the upper line. For each level of relative
risk aversion, the highest certainty equivalent (CE) is marked which implies the optimal
guarantee rate. Observe that the CEs obtained by the (optimal) contracts are close to (but
below) the Merton solution. In addition, the corresponding investment fractions mA) are
close to (but above) the Merton fractions. Intuitively, this is explained by the participation
fraction o which is (along the lines of the benchmark parametrization) equal to o = 0.9,

i.e. the investor gives up 10% of the upside returns.

3.3.3 Optimal quantile payoff

As mentioned above, the Black and Scholes model is complete such that any state depen-
dent payoff is attainable, i.e. it can be synthesized by a self-financing strategy in the asset
S and the risk free investment opportunity B. In addition with the assumption that the
contracts are fairly priced, we can obtain the utility maximizing quantile guarantee payoff
L1 with an initial investment of Py = 1, i.e. the optimal payoff is independent of the equity
fraction o”. Thus, w.l.o.g. we can set a” = 0. Recall from Corollary 3.2.8 that for o = 0,
a fair contract implies a = 1, i.e. L1 = A1 = ﬁ—é (since Py =1 and Ag = 1+ o = 1), such

that the optimization problem (3.19) simplifies to
nhapr [w(A1)] st. P(A1 <1+g) <eand Ep« [e7"A] = 1. (3.22)
1

The solution to this problem can already fully be traced back to Basak and Shapiro (2001)

who state the optimal payoff (in dependence of the state prices) under a terminal VaR
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constraint.®

Proposition 3.3.1 (Optimal quantile return payoff)

(Mer)

If the shortfall probability is not binding, i.e. if P AlA <1+4g) <€, the optimal so-

0 =

lution coincides with the Merton solution. If the shortfall probability is binding, i.e. if

A(Me'r)

]P’< L <1+ g> > ¢, the optimal return payoff w.r.t. the optimization problem (3.22)

18 given as ?0”0’!1]8
* Mer Mer

- = + 1+ - L 1 er P
Ao P Ag ( 90 Ao ) {K</3A<1M )<K}

Ag —

where 0 < K < K := 1+ g. K is determined by the SFP bound ¢ and B by the pricing

condition, i.e.

(Mer) (Mer)
P (Al < K> =candl— B =ce "Ep+ (1 +g9— 5A1 ) 1 A(Mer)
Ap B Ao {K<ﬁ - <K}

In the limiting cases € — 1 (no constraint on the shortfall probability) and € — 0 (full

guarantee) it holds

(Mer)
Al

(i) For e — 1 (and/or]P’( o < 1—|—g> <€), it holds 3 =1, and K = K, i.e. the

* (Mer)
optimal (return) payoff is given by the Merton solution (fl(l) = A1A0 >

(ii) For e — 0, it holds K =0 (and K =1+ g) such that

AT gMeT) +

- — (1

A ( +g)+<ﬁ A ( +g)> ,
where B solves

1=e"(1+g)+ pCall?¥ (1 9 a“‘“’“))

g A

and Call’P®) is given by Equation (3.17).'6

5 Basak and Shapiro (2001) state the optimal solution in dependence of the state prices for a general
class of utility functions in a dynamic complete market setup where the investor can choose between
one risk-less bond and several risky stocks.

16 Notice that the pricing condition is, by means of the put call parity, now given in terms of the call price.
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Instead of explicitly stating the adoption to our setup, it is worth to comment on
the intuition behind the result. Obviously, if the quantile constraint is not binding, the
optimal solution is given by the Merton solution. W.r.t. the other limiting case where the
return payoff is constrained by a shortfall probability of zero (e — 0), we also refer to
El Karoui et al. (2005). The optimal unconstrained payoff is a modification of the Merton
solution (unconstrained solution).!” Intuitively, it is clear that a full hedge of the guarantee

features a put option. Notice that

(Mer) (Mer)
1

(1+g)+<ﬁ ! —(1+g)>+=6 +<(1+g)—6‘4§M@7ﬂ)>+
AO AO AO ’

i.e. the return of the Merton solution is backed up by a put option with strike K =1+ g.
The put payoff gives the tightest (and thus cheapest) possibility to obtain a full hedge
of the guarantee. Thus, it enables the investor to obtain the tightest modification of the

unconstrained optimal payoff.

To honor the pricing condition, i.e. the value of the payoff must be equal to one,

the investor can no longer obtain the full Merton return but only a fraction 8 of it. In
(Mer)

particular, while the value of — 4 Is equal to one, the investor now receives only a

fraction of the return, i.e. in the presence of a (non vanishing) guarantee, her investment

amount which is not needed to finance the put is only a fraction 5 (0 < 8 < 1).

In summary, the fraction g is determined by a Eix p)oint problem which is due to the
Mer

condition that the value of the put on the return 5A1 Hp— must be equal to the reduction

of the initial investment 1 — 3 (i.e. both sides depend on £3). Intuitively it is now clear that

any deviation from a perfect guarantee (¢ — 0), an admissible shortfall probability which
is higher than zero gives rise to lower hedging costs than the solution characterized above.

While in the case of a zero shortfall probability the optimal payoff is given by

A(Mer) (Mer)

1 1
+ 1+ - 1 er 9
B8 i (( 9)—B A ) {K<BA§M ><K}

Ag —

where K = 0 and K = 1+ g, the investor is now allowed to implement a smaller guarantee
interval [K, K| where 0 < K < K <1+ g. Notice that the upper bound on the shortfall
probability implies that fixing either K or K implies the other strike such that f is
determined by the resulting fix point problem.

17 In fact, the result does not depend on the Black and Scholes model which implies the Merton solution.
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However, the cheapest way to do so is by setting K = 1 + g, i.e. starting with the
high asset prices (Merton returns, respectively) which are linked to the cheapest states
(to be hedged). In summary, the optimal quantile hedge is a scaled version of the Merton
solution overlaid by the (cheapest) quantile hedge which honors the SFP bound.'® In order
to illustrate the improvement obtained by the optimal quantile hedge, we add in Table 3.2
the CEs associated with the optimal quantile guarantees, cf. italic numbers in brackets
below the bold faced numbers referring to the optimal values under the restriction to
constant mix strategies (and choosing the guarantee). Again, it is worth to emphasize
that the optimal quantile payoff can be implemented for any equity fraction o of the

insurer.

3.4 Interest rate risk management

Interest rate risk plays an important role for life insurance companies. In particular when
assessing life insurance liabilities, interest rate risk should be considered. In the following
section we shed a light on the interest rate risk of the above stated guarantee scheme. In
order to evaluate the interest rate risk, we first recall the arbitrage-free price at time ¢t = 0

of the payoff L; in a Black and Scholes model setup.

Proposition 3.4.1 (arbitrage-free price at time ¢ of the payoff L) The arbitrage-
free price at time t of the payoff L is given by the following:

(i) Low equity ratio: For af < g(gi_al), it holds

Li = Ay — (1 — a4 oP)Call(K3). (3.23)
.. . . . E (a—1) .
(ii) High equity ratio: For o™ > gg?, it holds
Ly = A~ (14 a¥) Call(Ky) + aCall(K:). (3.24)

where the strikes K1, Ko and Kz are defined as in Equation (3.7) and further Call(K) =
Call'BS) (K, 04,t) is given by the Black and Scholes pricing formula (w.r.t. the returns),

'8 W.r.t. quantile hedges, the interested reader is referred to Follmer and Leukert (1999) who show how
to obtain the highest success probability when hedging a claim with a lower initial investment than the

one needed for a full hedge (or the other way round).
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i.€.
Call'B) (K, o4,t) = AN (di(K,04)) — e "I OKN (do(K,04)), (3.25)
In(4t) + (r+103) (T —1)
where di(K,04) = () + ( T2 ?) and do(K,04) = di(K,04) — oav/T —1.
oA —

Next we define the interest rate sensitivity of the liability L;.

Proposition 3.4.2 (Interest rate sensitivities) The interest rate sensitivity of the li-

ability Ly is given by following:

( o
(i) Low equity ratio: For o < 99 T it holds

oL dCall(Ks)

— (1 - m (11— E
5 (I-mYNA — (1 —a+a”) 5 (3.26)
ii) High equity ratio: For of > gla= 1), it holds
gta
8Lt o (A) E 80&”(}(2) (9C'all(K1)

where the strikes K1, Ko and K3 are defined as in Equation (3.7) and the interest rate
sensitivity of the call option Call(K) = Call'BS) (K, 0 4,t) is given by

(BS) — m@\T —
OCll o0 1) (1 ) AN (dh (K, 74)) + AN (dn (1, 4)) e =D
or oav1l —t

+ (T = )e " T KN (do (K, 04))
1 —mW) T —1)

— e TTDREN (dy(K,04)) (

oav1l —t
In (%) + (7“ + %0124) (T —1)
where dy(K,04) =
oavIT —t
and do(K,04) = di(K,04) — oaVT —t.
Proof: The proof is given in Appendix C. U

The interest rate sensitivity of the asset side is given by

04,

o = (1 —mA)4,

and the interest rate sensitivity of the buffer is then defined by aAt
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Interest rate sensitivities for different levels of g, o and o
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Figure 3.6: This Illustration show the interest rate sensitivity for different levels of g, a” and «. If not

stated otherwise the parameters are given by Table 3.1 and o = 0.

First we discuss the interest rate sensitivity in more detail. Therefore, Figure 3.6
illustrates the interest rate sensitivity of the price of the liability L. For the parameter
setup given by Table 3.1 and a” = 0 the illustration shows the interest rate sensitivity for
different levels of ¢, a” and «. For a rather low equity ratio the interest rate sensitivity is
increasing in the guaranteed rate g. Furthermore the interest rate sensitivity is increasing
with increasing participation fraction a. Moreover, Figure 3.6 shows that the equity ratio
a¥ does not have a monotonic effect on the interest rate sensitivity. Only in the case of a
negative guarantee rate g it can be seen that the interest rate sensitivity falls monotonically

E

as the equity ratio ™ rises.

We then examine interest rate sensitivity for quantile MRRGs. For this purpose, we
add the corresponding values of the interest rate sensitivity to the Table 3.2. The results
are given in Table 3.3. We also added the interest rate sensitivities of the asset portfolio as
well as of the buffer. On the asset side, the influence of the interest rate is only represented
by the investment in the risk-free bond. For this reason, the interest rate sensitivity of the
asset portfolio increases as the guarantee rate g rises, as this is also accompanied by an
increase in the share of the risk-free bond given by (1 —m(4)). Table 3.3 shows that the
interest rate sensitivity of the liabilities is first increasing with g until it hits its maximum

in g = —0.035. Then it decreases with increasing g. For ¢ < —0.1 and g > 0 the interest
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rate sensitivity of the liabilities is negative. Furthermore Table 3.3 shows that the asset
portfolio is more sensitive to changes in the interest rate than the liabilities. The lowest
interest rate sensitivity of the buffer value is therefore given by the smallest guarantee
rate considered in this observation interval g = —0.1, because this also leads to the lowest

bond fraction (1 —m)). A visualization of these results is given in Figure 3.7.

Table 3.3: Interest rate sensitivity of quantile MRRGs

E (A) ALy OA4 OA¢—Ly
g «@ m LO SFP or or or

-0.100 | 0.1284 0.5274
-0.095 | 0.1252 0.5104
-0.090 | 0.1213 0.4924
-0.085 | 0.1178 0.4749
-0.080 | 0.1142 0.4574
-0.075 | 0.1107  0.4400
-0.070 | 0.1073  0.4228
-0.065 | 0.1037  0.4054
-0.060 | 0.1001  0.3879
-0.055 | 0.0962 0.3698
-0.050 | 0.0928 0.3526
-0.045 | 0.0891 0.3349
-0.040 | 0.0853 0.3171
-0.035 | 0.0815 0.2993
-0.030 | 0.0774 0.2809
-0.025 | 0.0735 0.2628
-0.020 | 0.0695 0.2445
-0.015 | 0.0653 0.2260
-0.010 | 0.0611 0.2072
-0.005 | 0.0567 0.1882
0.000 | 0.0520 0.1687
0.005 | 0.0472 0.1487
0.010 | 0.0420 0.1280
0.015 | 0.0363 0.1063
0.020 | 0.0298 0.0830
0.025 | 0.0220 0.0568

0.005 | -0.0090 0.5333 0.5422
0.005 | 0.0055 0.5509  0.5454
0.005 | 0.0210 0.5692  0.5482
0.005 | 0.0353 0.5870  0.5517
0.005 | 0.0489 0.6046  0.5557
0.005 | 0.0617  0.6220  0.5603
0.005 | 0.0735 0.6391  0.5656
0.005 | 0.0845 0.6563  0.5717
0.005 | 0.0948 0.6734 0.5786
0.005 | 0.1045 0.6908  0.5863
0.005 | 0.1118 0.7075  0.5956
0.005 | 0.1180 0.7244  0.6064
0.005 | 0.1219 0.7412  0.6192
0.005 | 0.1233 0.7578  0.6345
0.005 | 0.1221  0.7748  0.6527
0.005 | 0.1169 0.7914  0.6745
0.005 | 0.1068  0.8080  0.7012
0.005 | 0.0889  0.8245 0.7357
0.005 | 0.0641 0.8412  0.7772
0.005 | 0.0247 0.8578  0.8331
0.005 | -0.0359 0.8745 0.9104
0.005 | -0.1224  0.8915 1.0139
0.005 | -0.2632 0.9086  1.1719
0.005 | -0.5088 0.9261 1.435

0.005 | -1.0132 0.9443  1.9575
0.005 | -2.4190 0.9640  3.3829

e e e = T e T = T e S O e e N e T e e e e T e T s T = S S S
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Interest rate sensitivity for different levels of g
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Figure 3.7: This Illustration show the interest rate sensitivity of quantile MRRGs L, the asset portfolio
A and the Buffer A; — L;.

3.5 Conclusion

This chapter analyzes the optimal design of participating life insurance contracts with
minimum return rate guarantees under default risk. The benefits to the insured depend
on the performance of an investment strategy which is conducted by the insurer. This
strategy is initialized by an amount given by the sum of equity and the contributions of the
insured. Unless there is a default event, the insured receives the maximum of a guaranteed
rate and a participation in the returns. Considering default risk modifies the payoff of the
insured by means of a default put implying a compound option feature (nested maximum).
Based on yearly returns, we show that,in spite of the compound option feature, the (yearly
return) payoff of the default put (and the liabilities to the insured) can be represented by
piecewise linear functions of the investment return, i.e. the payoff of a portfolio of plain
vanilla options. Thus, the liabilities are easily priced in any model setup which gives closed

form solutions for standard options.

In a complete market setup, we then derive the optimal (expected utility maximiz-
ing) quantile guarantee payoff of an investor/insured with constant relative risk aversion.
Because of the completeness assumption, the return payoff can be implemented by the
insurance company for any equity to debt ratio. We illustrate the utility loss which arise

if the insurer implements a suboptimal investment strategy.

We further investigated on the interest rate risk of those quantile guarantees. We

therefore calculated the effective duration and convexity for suitable combinations of the
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minimum return rate guarantee g and the corresponding fair equity ratio a®.

For future work, it would be useful to extend the model to 7' > 1 and additionally
consider, for example, periodic contributions. It could also be of interest to consider further
interest rate models in order to ensure a more accurate assessment of interest rate risk.
Furthermore, the consideration of mortality risks and surrender options would be a useful
addition.

75



Chapter 4

The interest rate risk submodule

under Solvency II: An Overview

4.1 Introduction

The crises of the past few years, as well as those that are still ongoing, have led to a
rethinking on the part of financial regulators. In this process, regulation has become more
comprehensive and demanding. In the area of banking regulation in Europe, a revision of
Basel I1I regulation has been published in the form of the Review of the Trading Book. In
the insurance sector, the area of risk measurement has been revised within Solvency II. In
addition, the rapid development of financial products is accompanied by increasing com-
plexity, which makes valuation more demanding. Furthermore, the ongoing low-interest
phase continues to cause difficulties for insurance companies. Life insurance companies in
particular are experiencing difficulties in fulfilling their guaranteed returns. Moreover, the
range of innovative contracts is increasing compared to traditional life insurance policies,
which also involve riskier investments. At the same time, the attractiveness for customers

must be ensured.

In this respect, quantitative requirements for insurance companies are becoming
increasingly important. Solvency II provides the regulatory basis for this. In order to
maintain stability, insurance companies are required to form capital reserves. Too low
capital reserves represents an insufficient hedge against various risks, while too high capital
reserves impairs insurers’ ability to do business by lowering their own funds. These capital

reserves form the Solvency Capital Requirements (SCR) under Solvency II.
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Solvency I1 is a supervisory system for the European insurance market which entered
into force in 2016. Under the Solvency II regulation interest rate risk is being addressed
by imposing the SCR based on the 99.5% Value at Risk. This SCR is basically determined
either by a standard formula or an internal model. The standard formula is specified by
the regulator with implementing standards, the internal model is developed by the insurer
itself and is certified by the supervisory authorities. Most insurers to which this regulation
applies use a standard formula to calculate the SCR. The standard formula is based on
a bottom-up approach, where the basic SCR (BSCR) is being calculated based on six
risk modules. In this paper we refer to the market risk model and more precisely to the
interest rate risk sub module which is addressed in the delegated regulation (EUR-LEX
(2015) Art. 165 ff.).

There is already a large body of literature that examines the SCR with regard to
various aspects. The aim of this paper is to compile the results of these studies and to
provide an overview of the strengths and weaknesses of the SCR with regard to protection
against interest rate risk. This brief literature review shall establish an understanding
of the Solvency II interest rate risk submodule. At the end, the question whether the
SCR under the current Solvency II regulations represents an adequate capital reserve
for insurance companies regarding interest rate risk will be discussed on the basis of the

available scientific literature.

An overview on internal risk models in the context of Solvency II is given by Liebwein
(2006). An analysis of the mathematical aspects of the standard formula is given by Scherer
and Stahl (2021). Moéhlmann (2021) investigates the sources of interest rate risk for life

insurers.

The rest of the chapter is organized as follow. The following section begins with
a brief introduction to Solvency II regulation. It then introduces the interest rate risk
submodule and discusses the minimum capital requirements under the standard formula.
The fourth section summarizes the results from a collection of research papers that relate

to capital requirements under the interest rate submodule. The final section concludes.

4.2 Solvency II regulation and standard approach

The main objective of the supervision through the Solvency II regulation is the protection
of policyholders. In this context, Solvency II regulation follows a three-pillar approach. The

first pillar deals with quantitative requirements for capital adequacy, the second pillar
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with qualitative requirements for risk management and corporate governance, and the
third pillar with market transparency and reporting requirements. The capital adequacy
requirements under the first pillar are intended to ensure that insurance companies are
protected against possible unexpected losses arising from the risks to which they are
exposed. These capital requirements are determined in two steps. First, a solvency balance
sheet is to be prepared containing all assets and values of all liabilities. The difference
between the assets and values of all liabilities represents the basic own funds. In the
second step, the SCR is determined on the basis of the various risk modules. Sufficient
solvency is ensured if the basic own funds plus additional own funds exceed these SCR.
The SCR should be high enough to ensure that insolvency occurs at most every 200 years
(i.e. the one-year probability of default is less than or equal to 0.5%). In order to ensure
this, the value at risk at the confidence level 0.995 of the distribution of own funds at the
end of the year shall be used to determine the SCR, in general. In order to determine the
SCR, one can either use the standard formula, resort to an internal model, or use a partial
model as a hybrid of both approaches. The standard formula is specified by regulation and
provides a simplified representation and measurement of risks. The internal model, on the
other hand, is developed by the insurer itself and provides a more detailed representation
and measurement of the risks. Compared to the standard formula, the internal model is

more complex, but offers more flexibility.

The standard formula is based on a modular structure. A distinction is made between
actuarial risks (health, life and non-life risks), market risks, counterparty default risks and
intangible asset risks, with some of these modules consisting of further submodules. The
SCR using the standard formula are determined using a "bottom-up" basic principle. First,
the SCR of the individual submodules are determined. Then, taking diversification effects
into account, the SCR of the individual submodules are aggregated to form the basic SCR
(BSCR). The final SCR is then composed of this BSCR, the SCR for operational risks and

an adjustment for the risk-reducing effect of the surplus participation and deferred taxes.

The market risk module takes into account the risk arising from the level and volatil-
ity of the market prices of financial instruments that affect the measurement of assets and
liabilities. The interest rate risk submodule is part of the market risk module. It repre-
sents the change in basic equity based on a change in the risk-free nominal interest rate. In
the interest rate risk sub module, the capital requirements M kt;,; are determined based
on the present value of interest rate risk exposures. The present value PV of all inter-
est rate sensitive exposures is given by discounting the respective aggregated cash flows
CF(t) = >2;-1 CF;(t) of all single cash flows at time ¢ using the risk-free rate r; at time
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_ < CF()
PV = ; (1 + T’t)t

with 7' = max{t|CF(t) # 0}. The interest rate sub module is based on the consideration
of two different stress scenarios, a upward and a downward shift of the interest rate. Thus
stressed present values are being determined adding a upward shock given by s“P(t) at
time t and a downward shock 5% () at time ¢ on the risk free rate ;. The corresponding

present value is then given by

L CF(t)

PVk:;(l—i—rt-(l—Fsk(t)))

7,k € {up, down}.

To obtain the M kt;,; the impact of the stress scenarios need to be calculated by determined

the difference between the present value and the stressed present value
Mkt* = PV — PK* k € {up, down}.
The capital requirements for the interest rate sub module are then given by

Mkt = max{MFEt*?, Mkt?wn}.

4.3 Selected aspects of regulatory requirements for interest
rate risk according the standard model of Solvency II

addressed by the literature

4.3.1 Comparison between standard model and partial internal model

Gatzert and Martin (2012) compare the standard formula for the market risk module with
a partial internal model by looking at a asset portfolio consisting of fixed income bonds
and stocks. The SCR in the internal modal is calculated by the change of the market value
of the asset portfolio over one year applying the Value at Risk with confidence level 99.5%
which is in line with Solvency II. In the internal model it is assumed that the stocks follow
a geometric Brownian motion and the short rate is described by the CIR short rate model.

The capital requirements are then derived by

1
SCR™ = MV (0) — VaRg.o05 <e_ Jo ”dtMV(l))
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where MV (t) is the market value of the asset portfolio at time ¢. The market value of the
asset portfolio at time ¢ = 1 is discounted with the risk free short rate r;. To asses credit
risk, Gatzert and Martin (2012) uses the Jarrow-Turnbull model which quantifies credit
risk by credit ratings and possible changes in those ratings. To take into account model
risk Gatzert and Martin (2012) replace the stock, interest rate and credit risk models.
Furthermore, diversification effects between stocks and bonds are also investigated in two
ways. The first level diversification effect describes the diversification effects of pure stock
or bond portfolios and is defined by

_ SCRg
e SCRy

where SCRy, is the capital requirement corresponding to a individual asset k of the asset

dl(K) —1,K€{S,B}

class of stocks S or bonds B and SC Ry denotes the capital requirements for a portfolio
consisting only of stocks or bonds. The second level diversification effect considers portfolio
of both stocks and bonds and is defined by
SCRsyB
de2(S+ B) = -1
25+ B) = 56Rs + 5CRs
where SCRg+p denotes the capital requirements for a portfolio including stocks and

bonds.

Gatzert and Martin (2012) demonstrate that the SCR calculated by the standard for-
mula is inappropriate comparing to their internal model, especially for bond investments.
They show that the predefined scenario in the standard model both over- and underesti-
mates the actual risk belonging to investments, such that the risk situation is not being
sufficiently reflected. Regarding diversification effects, Gatzert and Martin (2012) show
that although the SCR for individual stocks is higher in case of the internal model, the
SCR for a portfolio of those stocks in lower. So diversification effects implied a significant
reduction of the SCR in the internal model compared to the standard model. Furthermore
Gatzert and Martin (2012) show that model risk can have a strong impact on the internal
model. The capital requirements are substantially higher if the stock dynamics are mod-
eled by the Heston model instead of a geometric Brownian motion. Regarding interest rate
models the SCR is higher using the Vasicek model than CIR model for high rated bonds
like AA or AAA. For B-rated bonds this difference almost vanish. Gatzert and Martin
(2012) explain this effect with the diminishing importance of interest rate risk for lower

rated bonds, where credit risk is becoming the major risk driver in the SCR.

Asadi and Al Janabi (2020) compare the standard model under Solvency II with an-

other innovative internal model, with regard to sufficient capital requirements in times of
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extreme events. Equity risk, interest rate risk and spread risk were taken into account for
different stock and bond portfolios. With regard to the internal model, the marginal dis-
tribution of the individual stocks is modeled using a hybrid Glosten-Jagannathan-Runkle
Extreme Value Theory (GJR-EVT) model. Subsequently, the students t-copula function
is used to model the dependence structures of the individual stocks on each other. Finally,
the SCR is determined using the value at risk. To assess the risks for bond portfolios, an
approach based on Lando and Mortensen (2003) is used. The Cox-Ingersoll-Ross model is

used to model the short rate.

On the one hand, Asadi and Al Janabi (2020) show that the internal model requires
a higher SCR than the standard model for the equity risk for stock portfolios. For bonds
with high rating quality and long maturity, the results between the internal model and
the standard model are similar. This is also in line with the findings of Gatzert and
Martin (2012). However, bonds with low rating quality and short maturity are overvalued
according to the standard model. In this case, the interest rate risk is underestimated and
the spread risk overestimated. This result contradicts the findings of Gatzert and Martin

(2012), using their internal model approach.

4.3.2 Impact on asset allocation

Horing (2013) examines the impact of the Solvency II standard model capital requirement
for the market risk module on the asset allocation of European insurers. In doing so,
Horing (2013) examines whether the capital requirements for market risk under Solvency
II lead to a mandatory portfolio rebalancing for European insurers. To test this, a fictitious
and representative European life insurer is assumed. The capital that the life insurer must
hold for market risk is determined and compared using the standard model under Solvency
IT and the Standard & Poor’s (S&P) rating model. S&P evaluates insurance companies
with regard to their creditworthiness on the basis of quantitative and qualitative criteria.
In the process, certain security levels are defined for different rating levels. The target
rating of "A" requires risk-based capital requirements based on a confidence level of 99.4
percent, which corresponds to the confidence level of 99.5 percent required by Solvency 11
for calibration. For a rating of "BBB", the confidence level is 97.2 percent, "AA" is based
on a level of 99.7 percent and "AAA" is based on 99.9 percent. The diversification effects
between shares, bonds and real estate are also taken into account at S&P. The market
risk portfolio of the fictitious insurer consists of 82 percent debt instruments, of which 49

percent is sovereign debt and 36 percent is corporate debt. The remainder are covered
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bonds. The duration of the liabilities is 8.9 years and the duration gap between assets and

liabilities is 2.1 years.

Horing (2013) shows that, taking into account the risk-mitigating effect of provisions
and deferred taxes of Solvency II, insurance companies have to hold 68 percent more capital
for net market risk with a target rating of "A" compared to Solvency II. If only the interest
rate risk is considered, the capital requirements under Solvency II are 14 percent higher.
Even for a target rating of "BBB", the capital requirements under S&P are 27 percent
higher than under the Solvency II standard model. Hoéring (2013) concludes from these
findings that insurers with a good credit rating and good regulatory solvency standing are
not expected to adjust their asset allocation due to the introduction of the Solvency II

regulation.

Nevertheless, the study presented is also subject to limitations. Firstly, when consid-
ering the fictitious insurer, no precise assumptions are made about the liability portfolio
in terms of policies issued. Furthermore, a comparison of capital requirements is made be-
tween the standard and the rating model, which assumes that the insurers only maintain
the regulatory minimum ratio. Also, the insurance company may use internal models or

partial internal models instead of the standard formula.

Braun et al. (2018) examine the impact of Solvency II on risk-adjusted performance
measures of life insurers through adjustments to asset allocations. For this purpose, a
stylized insurance company is considered. A dynamic single-period model is used to model
the assets and liabilities. The initial investment portfolio is divided into equity and the
premium payments of the policyholders. The initial liabilities are given by the present value
of the expected future payments to its policyholders. The asset return and the liability
growth rate are assumed to be normally distributed. Furthermore, a diversification index
is introduced, which is based on the Herfindahl index and reflects the level of concentration
within the asset portfolios. The return on risk-adjusted capital (RORAC) is considered
as a performance measure. Here, the expected change in equity is set in relation to the
SCR according to the market risk standard model. Five typical investment types of a
European life insurer are considered, consisting of stocks, government bonds, real estate,
corporate bonds and money market instruments. Two scenarios are considered. For the first
scenario, historical data between 2000 and 2015 is used to calibrate these investments and
the investment in money market instruments is not considered. The second scenario takes
into account data between 2011 and 2015 and includes the investment in money market

instruments. This distinction is intended to represent different interest rate environments,
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business cycles and other macroeconomic effects.

The results from Braun et al. (2018) show that there is a negative correlation be-
tween the diversification index and the asset risk represented by the standard deviation
of the asset portfolio. This means that a lower-risk portfolio implies greater diversifica-
tion. Moreover, the diversification index in the first scenario is more dispersed than in
the second scenario. Analyzing the expected profit for each portfolio, it can be seen that
the average profit for the first scenario is 389 million euros and for the second scenario
287 million euros. Looking at the Solvency II capital requirements, the average capital
requirement for the first scenario is 679 million euros and for the second scenario 724 mil-
lion euros. Two conclusions can be drawn from these observations. First, asset portfolios
with a higher risk achieve a higher expected profit. On the other hand, lower-risk and thus
broadly diversified portfolios are subject to a higher capital requirement under Solvency
II.

When analyzing the RORAC values, the reverse effect can be observed for the cap-
ital requirements. For the first scenario, the average RORAC values are 61.1% and for
the second scenario 41.8%. Consequently, the low-risk and thus well-diversified portfolios
are associated with low RORAC values. This is the exact opposite for the risky asset
compositions. This shows that the RORAC values are more strongly influenced by the
Solvency II capital requirements than the expected profits. This is the exact opposite for
the risky asset portfolios. It shows that the RORAC values are more strongly influenced
by the Solvency II capital requirements than the expected profits. To the extent that an
insurance company uses RORAC as a key performance indicator, it will seek to reduce

the cost of capital rather than maximize expected profits.

In summary, Braun et al. (2018) shows that the RORAC essentially depends on
capital requirements. Expected profits, on the other hand, play a minor role. In addition,
the standard formula requires a low capital charge for low-diversified portfolios with a
high asset risk. This leads to high RORAC values. Lower-risk portfolios that are broadly
diversified require a higher capital deposit. This results in low RORAC values. If a life
insurer manages its performance measurement on the basis of RORAC, this can have a

negative impact, especially for its stakeholders.

In addition, there is further literature that has examined the potential impact of
Solvency II on asset allocation. Van Bragt et al. (2010) investigate the impact of Solvency
II on the risk and return trade off for life insurance companies. They show that asset allo-

cation and asset duration can have a large impact on the Solvency II capital requirements.
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Reducing the interest rate risk by matching the duration of the asset and liabilities might

decrease the long term expected return and thus also the capital requirements.

The actual changes in the asset allocation of German life insurers from 2005 to
2021 is illustrated in Figure 4.1 based on GDV (2014) and GDV (2022). The Solvency
IT directive was published in 2009 and has been in force since January 2016. Figure 4.1
shows that since publication, the proportion of stocks has increased annually from 25,4
% in 2009 to 41,4 % in 2010 and the proportion of bonds has decreased from 58,5 % in
2009 to 41,2 % in 2021.) Within the bond shares, it is clear that the share of registered
bonds, promissory notes and loans is falling while the share of bearer bonds and other

fixed-income securities is rising since publication.

Asset allocation of German life insurers from 2005 to 2021
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Figure 4.1: This Figure shows the changes in the asset allocation of German life insurers from 2005 to
2021 based on data from GDV (2014) and GDV (2022).

1 Bond shares include registered bonds, promissory notes and loans as well as bearer bonds and other

fixed-income securities.

84



4 The interest rate risk submodule under Solvency II: An Overview

4.3.3 Impact of model risk

Martin (2013) ties in with Gatzert and Martin (2012) and compares the SCR for interest
rate risk and credit risk derived from the standard model with the one derived by the
partial internal model introduced by Gatzert and Martin (2012) by assessing model risk.
In doing so, the author refers to the choice of model for interest rates and examines what
impact the choice of model has on the SCR with respect to bond investments. Three
interest rate models in continuous time are considered, the Merton model, the Vasicek
model and the CIR model. These models are considered because they provide bond prices
with an affine term structure, which allow for analytical tractability. Moreover, similar to
Gatzert and Martin (2012), credit ratings are adapted using the Jarrow Lando Turnbull
model. So bonds are assigned with credit ratings whose dynamics are represented by
Markov chains. Both corporate and government bonds are considered. For individual bonds
as well as for bond portfolios, the SCR is calculated regarding interest rate risk, credit risk
and for both risks, taking into account diversification benefits, using the internal model

based on the three interest rate models and the Solvency II standard formula.

First, single corporate bonds were considered. For corporate bonds with a high rat-
ing, the SCR is affected by the choice of the interest model, as the interest risk drives a
bigger role for the SCR compared to the credit rating. Here the Merton model lead to
the highest SCR in the internal model, while CIR model leads to the lowest SCR. Nev-
ertheless, the standard formula provides the highest SCR taking both risks into account.
For corporate bonds with a low rating, the SCR with regard to the credit risk increases
significantly for all approaches. It is clear that the standard formula significantly underes-
timates the credit risk compared to the internal model. With regard to the internal model,
the SCR is similar for all interest rate models. For corporate bonds with a long maturity,
the interest rate risk increases. The Merton model provides the highest SCR. for interest
rate risk, while the CIR model gives the lowest SCR. For government bonds, the results

are the similar to those for corporate bonds.

The SCR. for the bond portfolio is then considered, with the bond portfolio consisting
largely of highly rated government and corporate bonds. The results for the interest rate
risk as well as for the credit risk are the similar to the single bond exposure. In addition,
the impact of the interest rate model parameters on the SCR in the internal model is
examined. For this purpose, both the initial interest rates ro and the volatility o, of each
interest rate process is separately increased and decreased by 20 percent. These shocks

show a great influence on the interest rate risk. For example, a 20 percent decrease in the
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initial interest rate leads to a 17.5 percent decrease in the SCR in the CIR model, and a
20 percent increase in volatility leads to a 15.3 percent increase in the SCR. in the Merton
model. This identifies model parameter calibration as an important source of risk when

using internal models.

Subsequently, the difference between the SCR determined by the standard model
and the internal model is examined, considering all three interest rate models. It becomes
clear that the SCR for the standard model differs significantly from the SCR for the
internal models. The difference is smallest when the Vasicek model is used. The lowest
SCR level is provided by the CIR model.

Overall, Martin (2013) shows that model risk has a major impact on the SCR for
government and corporate bonds in several aspects. On the one hand, the choice of in-
terest rate model in the internal model is an important factor. Furthermore, the model
parameter calibration is also an important risk factor. Moreover, Martin (2013) shows that

diversification has a large impact on the SCR of bond exposures.

4.3.4 Default probability

Braun et al. (2015) address the default probability implied by the standard formula in
respect of the market risk submodule. In addition, the standard model is compared with
an own partial internal model. Braun et al. (2015) consider a stylized balance sheet ap-
proach to capture the asset portfolio structure of life insurers. For this purpose, a large
number of mean-variance efficient portfolios based on six different asset classes are con-
structed and then examined with regard to their SCR. The investment limits imposed by
the German regulator are taken into account as well as short sale constraints in the con-
struction of those portfolios. In total about 130,000 portfolios without investment limits
and 75,000 portfolios with investment limits are considered. First, the capital requirements
are calculated according to the standard model. It shows that portfolios with a very high
proportion of investments in the money market and in government bonds are admissible
under Solvency II. Admissible under Solvency II means that the following condition must

be met:
SCRy: < BOF,

i.e., that the capital requirements under the Solvency II standard model regarding the
market risk module are covered by the current basic own fund of the insurer. Subsequently,

the actual default probability of the individual portfolios was determined using the partial
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internal model. This shows that some of the portfolios admissible under Solvency II have
a significantly higher default probability than the 0.5 percent targeted by Solvency II.
A sensitivity analysis shows that an increase in equity capital increases the number of
admissible portfolios, but also increases the number of admissible portfolios with an actual
default probability of more than 0.5 percent. This increases the likelihood of selecting a

portfolio allocation with an inappropriately high default probability.

Braun et al. (2015) conclude from their findings that the current framework and the
calibration of the Solvency II standard model for market risk are insufficient. Furthermore,
they consider the assessment by the standard model using only stress scenarios to be
incompatible with the insurance industry, as this approach is designed to avoid risks rather
than to offset them.

Fischer and Schliitter (2015) shows that reducing the investment risk by increasing
the stock risk parameters in the calibration of the standard formula does not necessarily

lead to a reduction in the default probability.

4.3.5 Stress scenario calibration

EIOPA (2016) investigates whether the Solvency II interest rate risk calibration is still
adequate in the current low interest situation. The standard formula for the interest rate
sub module was firstly released in 2009 where negative interest rates were not yet foresee-
able. Since then, no adjustments have been made to the shock scenarios with regard to
negative interest rates. EIOPA (2016) states that one drawback of the standard formula
is, that the shock scenarios are given in terms of percentage on the actual short rate, so
the absolute shock is decreasing with decreasing interest rates and it is zero for negative
rates. In the standard formula there is a minimum upward shock of 1% and no minimum
downward shock. In addition, negative interest rates are not stressed downwards. EIOPA
(2016) therefore concludes that the current shock calibration is not appropriate. Analo-
gous to the upward show, introducing a minimum downward shock of 1%, as proposed
in CEIOPS (2009), would result in only a small improvement. Furthermore, it would also
only bring a smaller improvement if negative interest rates were also stressed downward.
EIOPA (2016) proposes alternative methods to incorporate the stress scenarios into the
risk-free curve. One approach is given by an additive stress where the stressed short rate

is of the form

¥ = aFry 4+ 0% k € {up, down}
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where a* and b* depend on the scenario and the maturity. To sum up, EIOPA (2016)
show that the stress scenarios significantly underestimates interest rate risk in the current

interest rate environment.

Fischer and Schliitter (2015) examine the impact of the standard formula calibration
on insurer’s capital and investment strategy. They show that the insurer decreases the
fraction invested in risky stocks, when the stock risk parameter increases in the calibration,
which is intuitive. A low equity risk stress factor in the calibration can lead to higher

investment risk without impacting capital requirements.

4.3.6 Comparison between Value at Risk and Expected Shortfall

In accordance with Solvency II, the Value at Risk (VaR) with a level of 99.5 percent on
a l-year period is used to calibrate the stress scenarios of the standard model. Boonen
(2017) investigates the impact on the SCR of using the Expected Shortfall (ES) instead
of the VaR. Boonen (2017) also examines the impact on the SCR of empirically deter-
mining the stress scenarios. The market risk submodules equity risk, interest risk and the
life submodule longevity risk are considered in this context. For this purpose, a fictitious
life annuity insurer is considered, whose liability portfolio consists of 100,000 male poli-
cyholders aged between 21 and 79, with an average age of 50. The considered policy is a
(deferred) single-life annuity that is paid at the end of each year starting at age 65. It is
assumed that the insurer has no basic own funds. The insurers asset portfolio is composed

of 25 percent global equity and 75 percent 5- and 30-year bonds.

A first result shows that the confidence level of the ES must be equal to 98.5 percent
if the SCR under the VaR with confidence interval 99.5 percent should match to the SCR
under the ES. If the VaR is considered at the level of 98.5 percent, a level of 97 percent
must be considered for the ES. The stress scenarios are then determined using the VaR
and the ES. The difference is small when the confidence level of 99.5 percent is considered
for the VaR, with the VaR providing a slightly larger stress rate. If 98.5 percent is taken
as the confidence level, the difference is greater. The downward shock is greater than
the upward shock. Applying these stress scenarios to the determination of the SCR, the
reduced total SCR is 23.24 percent of the best estimate of the liabilities (BEL), which
represents the present value of the expected future liability payments. When applying
these stress scenarios to the determination of the SCR, it can be seen that the SCR under
VaR is always lower than under ES, if the same confidence level is considered for both risk

measures. In addition, Boonen (2017) examines how proportion of the interest rate SCR to
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the reduced total SCR changes when the ES is used instead of the VaR in the calibration.
It becomes clear that the change is small when a level of 99.5 percent is chosen for the
VaR. When the level is lowered to 98.5 percent, the change becomes more noticeable,
with the interest rate SCR increasing by 2.27 percent. Boonen (2017) then examines how
the share of interest rate SCR changes when stress scenarios are determined empirically.
For this purpose, it is assumed that the distribution of past returns corresponds to the
expected future returns. The empirical VaR and ES are then derived in order to compute
the stress scenarios. The interest rate SCR. decreases by 13.09 percent compared to the
SCR using the VaR with a level of 99.5 percent. The proportion of the interest rate SCR
changes slightly with empirical calibration, both for a level of 99.5 percent and for 98.5
percent. However, the empirical calibration has a large impact on the other risk modules
considered, so that overall it can be said that the differences in SCR allocations by using
the ES instead of the VaR are significantly larger when the calibration of the stress scenario
is done empirically. In a subsequent sensitivity analysis, in which the shares of the insurer’s
asset portfolio and the average age in the liability portfolio was varied, the above results

can be confirmed.

4.3.7 Compersion between Solvency II and Basel III

Laas and Siegel (2017) compare the market risk and credit risk assessments in the Sol-
vency II and Basel III standard model. In doing so, they examine both approaches both
theoretically and quantitatively for their consistency. With regard to banking regulation,
both the current Basel III regulation and the forthcoming adjustment of the market risk

and credit risk frameworks named Basel IIT* are considered.

In the theoretical investigation, the mechanics of the standard models are opposed
to each other. Significant discrepancies between the two approaches are becoming ap-
parent. On the one hand, it is clear that under Basel III, capital requirements are only
based on the asset side and the liability risk is not considered. In contrast, Solvency II
takes both assets and liabilities into account. In Basel III, the 99 percent value at risk
is used to calibrate parameters, while Solvency II requires the 99.5 percent value at risk.
In the adjusted Basel III* regulation, the 97.5 percent expected shortfall is used. There
are conceptual differences, particularly in the interest rate risk sub-model. On the one
hand, Basel III distinguishes between specific and general capital charges. Under Basel
II1, capital requirements for assets are determined using predefined yield changes, their

modified duration and their respective market value. Solvency II, on the other hand, uses
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interest rate shocks, as described above, to determine capital requirements. In addition,
under Solvency II, liabilities are also taken into account and total requirements are de-
termined using stress scenarios. Finally, interest rate risk for bonds in the banking book
is not taken into account under Basel III. The adjustment of Basel ITIT* also changes the
assessment of interest rate risk. Under Basel IIT*, the risk-free yield curve is shocked at
each maturity point separately, whereas under Solvency II the yield curve is stressed for
all maturity points simultaneously. Thus, under Basel IIT*, this means that a number of

changes in the present value is considered and aggregated.

Subsequently, a numerical investigation of the standard approaches is carried out.
For this purpose, a stylized balance sheet approach is adopted to capture the asset port-
folio structure of European life insurers, as in Braun et al. (2015). The asset portfolio is
composed as follows: 35 percent government bonds, 38 percent bonds, 38 percent corporate
bonds, 9 percent stocks, 4 percent property, 6 percent cash at bank, 6 percent residential
mortgage loans, and 2 percent alternative investments. The liability side is structured in
such a way that 87 percent represent life insurance liabilities and the remaining 13 percent
are basic own funds. The asset portfolio in this stylized version is used to determine the
capital requirements under both Solvency II and Basel III/IIT*. Taking into account the
risk-mitigating effect of future discretionary participation and the loss-absorbing capacity
of deferred taxes under Solvency II, the final SCR is lower than the capital requirements
under Basel III and Basel ITIT*. According to the banking regulations, a distinction is made
between global systemically important banks (GSIB) and non-global systemically impor-
tant banks (non-GSIB). GSIBs must take a larger buffer into account, so that GSIBs must
meet significantly higher capital reserves overall. The numerical analysis shows that un-
der the adjusted Basel IIT* regulation, non-GSIBs already have to set aside twice as high
capital reserves as insurers under Solvency II. The capital requirements for GSIBs even

exceed those of insurers by 139 percent.

Subsequently, the individual portfolio weights of the various assets were varied as
part of a sensitivity analysis. The analysis shows that the Basel IIT* capital requirements

exceed the Solvency II requirements in all adjusted portfolios.

4.3.8 A scenario-based approach

Schliitter (2021) presents a scenario-based approach for measuring interest rate risk that
is intended to address the disadvantage of the current standard formula presented by the
Solvency II regulation outlined by Gatzert and Martin (2012) and by EIOPA (2016). The
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value at risk is approximated using a principal component analysis to consider various
stress scenarios. For this purpose, the interest rate is approximated using the Nelson-
Siegel model as well as an adjusted version of the Nelson-Siegel model, which takes into
account lower limits for the interest rates. The calculated value at risks approximations
are backtested based on historical return curves and stochastic models. For this purpose,
1000 hypothetical asset-liability portfolios with associated deterministic cash flow patterns
are considered. For each portfolio, the accuracy of the value at risk approximations is
measured. The backtest shows that the results of the traditional Nelson-Siegel model are
similar to the adjusted ones. This shows that by adjusting the Nelson-Siegel model with a
lower bound on the interest rate, one does not get a deterioration in accuracy. Such a lower
bound is particularly important in a low interest rate environment to avoid unjustifiably
high negative interest rates. Furthermore, Schliitter (2021) shows that the approximation
of the scenario-based approach can be improved by taking correlation parameters into

account when aggregating the results of the individual scenarios.

4.4 Conclusion

Within these literature reviews it has been examined whether the SCR under the current
Solvency II regulations represents an adequate capital reserve for insurance companies with
regard to interest rate risk. The literature presented on this chapter has demonstrated the
advantages and disadvantages of the standard formula in the assessment of interest rate
risks.

First, the insurers asset allocation has a large impact on the SCR. In more detail,

predefined scenario in the standard model both over- and underestimates the actual risk

belonging to investments, such that the risk situation is not being sufficiently reflected.

Conversely, it was shown that insurers with a good credit rating and good regulatory
solvency standing are not expected to adjust their asset allocation due to the introduction
of the Solvency II regulation. This is due to the fact that the requirements of rating
agencies are higher than under Solvency II in terms of the default probabilities of asset

investments, so that the capital requirements seems not to be a binding constraint.

Furthermore, model risk is also a major factor influencing the determination of
capital requirements under Solvency II. The choice of interest rate model also plays a
significant role in the calculation of minimum capital requirements. The SCR for the

standard model differs significantly from the SCR for the internal models. The difference
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is smallest when the Vasicek model is used.

When considering the probability of default, the current design and calibration of
the Solvency II standard model appears to provide insufficient protection against interest
rate risk. In particular, the assessment by the standard model using only stress scenarios
to be incompatible with the insurance industry, as this approach is designed to avoid risks
rather than to offset them.

A common point of criticism in the Solvency II calculation is the use of value at risk
as the underlying risk measure. Since value at risk is not sub-additive, diversification is not
rewarded. Furthermore, the value at risk does not take into account tail risks outside the
confidence interval. As a result, worst case scenarios are not taken into consideration. A
risk measure that does not have these disadvantages is the expected shortfall. It has been
shown that for the calibration of the stress scenarios, the value at risk and the expected
shortfall provide similar results. In order to generate the same results when calculating
the minimum capital requirements, a confidence level of 98.8% must be considered in the

case of the expected shortfall.

Comparison with the Basel III banking regulations reveals substantial discrepancies
in the level of minimum capital requirements. The capital requirements under Basel 1I

exceed those under Solvency II.

92



Chapter 5

(General conclusion

This thesis can be placed within the literature in interest rate risk for participating life
insurance products. In particular, we discussed the optimal design of participating life
insurance contracts with minimum return rate guarantees under interest rate risk. In
addition we focus on interest rate sensitivity of those products. Moreover we investigate
on hedging strategy on interest rates for a portfolio of different participating guarantee
schemes. The results are of interest to both practitioners and academics in the research

field of liability insurance and risk management.

In the second chapter we focus on ways to build a natural hedge against interest
rate risk by offering an appropriate product mix of different minimum return guarantees
(MRRGS). In particular, we analyze two versions of MRRGs that are relevant in the
context of participating life insurance contracts. One version implies a guaranteed rate
that is fixed once at the inception of the contract (fix strike guarantee). The other version
is a (stochastic) guarantee rate which is implied by the interest rate accumulation over
the contract horizon (floating strike guarantee). Furthermore, we propose a natural hedge
against changes in the term structure of interest rates. The natural hedge is based on the
coexistence of fix and floating strike guarantee products. The duration of the asset side
of a life insurer is usually much lower than that of the liability side. In this chapter, we
show that selling floating strike guarantee products shortens the duration of the liability

situation such that it is possible to achieve immunization.

In the third chapter we analyzes the optimal design of participating life insurance
contracts with minimum return rate guarantees under default risk. Unless there is a de-

fault event, the insured receives the maximum of a guaranteed rate and a participation
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in the returns. Considering default risk modifies the payoff of the insured by means of
a default put implying a compound option feature (nested maximum). Based on yearly
returns, we show that, in spite of the compound option feature, the (yearly return) payoff
of the default put (and the liabilities to the insured) can be represented by piecewise linear
functions of the investment return, i.e. the payoff of a portfolio of plain vanilla options.
Thus, the liabilities are easily priced in any model setup which gives closed form solutions
for standard options. Furthermore we derive the optimal (expected utility maximizing)
quantile guarantee payoff of an investor/insured with constant relative risk aversion in a
complete market setup. We further investigated on the interest rate risk of those quan-
tile guarantees. We therefore calculated the effective duration and convexity for suitable
combinations of the minimum return rate guarantee and the corresponding fair equity

ratio.

In the fourth chapter we analyzes the Solvency II capital requirements under the
interest rate risk submodule. First we give a brief introduction to the Solvency II regu-
lation. We then introduces the interest rate risk submodule and discusses the minimum
capital requirements under the standard formula. Finally we summarizes the results from
a collection of research papers that relate to capital requirements under the interest rate

submodule.
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Appendix A

Interest rate modeling with the

Vasicek model

In the following chapter two frequently used one factor short rate models are introduced.
The first one, the Vasicek model, is discussed intensively while for the Cox Ingersoll Ross
model only the most important information is addressed. The following elaborations are

mostly based on Brigo and Mercurio (2006).

A.1 Vasicek Model

In the following section we introduce the Vasicek model which was first mentioned in
Vasicek (1977). In the Vasicek model it is assumed that the short rate follows an Ornstein-

Uhlenbeck process with constant coefficients such that the short rate dynamic is given by
dry = a(b — ry)dt + odW,; (A1)

where 19, a, b and o are positive constants. rq is the initial process value at t = 0. The
parameter b is called mean revision level. If the short rate r; is higher than b, the drift
term (b — r;) becomes negative and the drift will tend to decrease the process to the level
of b. Otherwise, if the short rate r; is below b, the drift term is positive and therefore it
will tend to increase the process to the level of b. A process with this property is called
mean-reverting. The parameter a is called mean revision speed and it defines the force
of the drift term on the process. With higher a the force increases such that the process
tends stronger to the mean revision level b. Last the parameter ¢ is called volatility and

it depicts the impact of the randomness defined by the standard Brownian motion W;.
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Impact of parameters on Ornstein-Uhlenbeck processes

Figure A.1l: The figures illustrates the impact of the parameter in the Ornstein-Uhlenbeck process. All
figures shows three simulated paths where one parameter is varying and the others are fixed at a certain
level. Each path consist of 200 simulated values. The left figure shows the impact of the mean revision level
b by varying the initial value ro, where b = 1, a = 1 and o = 0.2 are fixed. The solid lines shows ro = 0,
the dashed line o = 1 and the dotted line ro = 2. The center figure shows the impact of the mean revision
speed a, where 7o = 0, b = 1 and o = 0.2 are fixed. The solid lines shows a = 0.3, the dashed line a = 1
and the dotted line @ = 5. The right figure illustrates the impact of the volatility o, where 1o =1, b =1
and a = 1 are fixed. The solid lines shows o = 0.05, the dashed line ¢ = 0.2 and the dotted line o = 0.6.

The impact of those parameters are illustrated in Figure A.1, showing the mean-
reverting property. The left figure illustrates the impact of the mean revision level b by
varying the initial value r9. When the initial value is below the mean revision level b
(solid line), the process tends to increase in time, while when it is above (dotted line),
the process tends to decrease in time. When the process starts at the mean revision level
(dashed line), the process fluctuates around the mean revision level. The center figure
illustrates the impact of the mean revision speed a. With a rather low speed (solid line)
the process tends to reach the mean revision level much slower than with a rather high
speed (dotted line). At last, the right figure illustrates the impact of the volatility o. This
figure shows, that with increasing o the process fluctuates more whereby for a low o (solid
line) the process seems to follow closer the mean revision level than for a high o (dotted
line), which shows more breakouts around the mean revision level. In the following the

solution of the stochastic differential equation given by (A.1) is derived.

Theorem A.1.1 The solution for the stochastic differential equation given by (A.1) for
s<tis

t
ry=rse ) 4 (1 — e*“(tfs)) + 0'/ e~ = qw,,.

S
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Proof: First we rewrite the dynamics (A.1) to
dry = (ab — ary)dt + odW;. (A.2)
Then by using the chain rule it follows that

1
d <e“t(ab - art)) = —edry + e (ab — ar;)dt. (A.3)
a

Multiplying both sides of (A.2) by —e% leads to
—e®dry = —e(ab — ary)dt — e odW;.
Inserting this to (A.3) gives

1
d (e“t(ab - art)) = —e"(ab — ar))dt — e adW; + e (ab — ary)dt = —e™ odW;.
a

Integrating both sides gives

1 1 ¢
—e"(ab — ary) — —e™(ab — ars) = —a/ e™dWw,
a s

a

1 1 !
& —e®(ab— ary) = —e**(ab — ars) — U/ AWy
a a S

Finally multiplying both sides with ae=% leads to
t
ab — ary = e~ ") (ab — ary) — aa/ e~ aw,
S
t
& —ary = —ab+ e~ (ab — ary) — aa/ e =W,
S

t
ST = b— e—a(t—s) (b _ Ts) + O./ e—a(t—u)qu
’ t
& =re ) 4 (1- ) g [eatva,

S

O

Remark A.1.2 Theorem A.1.1 implies that the short rate vy is normally distributed with
mean E [ri| Fs] and variance Var [ry|Fs], i.e. r¢ ~ N (E [r| Fs], Var [ri|Fs]), where

E [r| Fs] = ree” =9 4 p (1 — e_a(t_s)> = rge”9) 4 — pea(t=9)
= (rs —b) ealt=s) 1 p

¢ 2
Var [Tt’]:s] = / o2e2a(t—w) g, % (1 _ e—2a(t—s))

s
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This implies that for all ¢ the short rate r; can be negative with probability

o (E Ire| 7] ) >0
Var [ryFs]

where ® describes the cumulative distribution function of the standard normal distribu-
tion. The past development of the historical short rate has shown that a negative short
rate is very much possible. Since tlgrolo E [r¢|Fs] = b one can confirm the mean-reverting
property of the process, as it shows, that the expected short rate tends to the mean revi-
sion level b for ¢ going to infinity. So the mean revision level b is also referred to as a long
term average rate. To derive the price of a zero coupon bond it is necessary to specify the

distribution of the interest rate integral I(s,t) := [ r,du.
Lemma A.1.3 The interest rate integral I(s,t) := fst rydu is given by
t
T(s,8) = B(s, )(rs — b) + bt — 5) + = / (1 - et aw,
a Js

where B(s,t) := 1 (1 — e*a(t*S)).

Proof:
t
I(s,t):/ rudu
—/ <7’ e =) p (1 o)) —|—a/ “(““)dW)d
= /_“(“Sdu—i—b/du—b/ a“s)du—l—a// —) g, du

= roB(s,t) + b(t — s) — bB(s,t) + & / / =) udIw,
t

= TSB(S,t) + b(t — s) — bB(S,t) + g/ (1 _ e*a(tfv))de
a Js

= B(s,£)(rs — b) + b(t — ) + % /t(l O

It is now possible to specify the distribution of I(s,t).

Remark A.1.4 The interest rate integral I(s,t) := ['r,du is normally distributed with
mean E[I(s,t)|Fs] and variance Var [I(s,t)|Fs], i.e

I(s,t) ~ N (B[L(s,t)|Fs], Var [I(s, t)| Fs]) ,
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where
E[I(s,t)|Fs] = B(s,t)(rs —b) + b(t — s)
o2 qt o2t
Var [I(s,)|F] = 2 / (1— emat=w)2gy = 7 / (1 — 2e~at=) 4 o=2alt=u)ygy,

a S a S
o? 1 9

_ _ _ - o —2a(t—s)

== <(t s) —2B(s,t) + 50 (1 e >>

with B(s,t) == 1 (1 - e‘“(t_s)).
Now it is possible to derive the price of a zero coupon bond.

Theorem A.1.5 The arbitrage-free price at time s of a zero coupon bond with maturity

t is given by

B(S,t) — eA(s,t)fB(s,t)rs

where
o? o?
A(s,t) = (2(12 - b) ((t—s)—B(s,t)) — @B(s,t)2
B(s,t) = % 1 e_a(t_s))

The yield is then described by

Als,t B(s,t
y(s:t) = t(— 3) B t(— s)rs

Proof: A zero coupon bond pays one unit at maturity ¢. The arbitrage-free price is then

given by the expectation of the discounted payoff under the risk neutral measure, i.e.
B(s,t) =E {efl(s’t”]:s}

Since I(s,t) is normally distributed with mean E [I(s,t)|Fs] and variance Var [I(s,t)|Fs],
it follows that e~!(5!) is log-normally distributed with parameters E[—I(s,t)|F,] and
Var [—I(s,t)|Fs]. The expected value of e~ 1(5%) is then given by

E [e—l(s,t) ]_—S] — GBI I(s)|Fal+5Var[—1(s,t)|Fs]
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For the exponent it follows

E[~1(s, 1)1 Fi] + 5Var [I(5, )|

= —B(s,t)(rs —b) = b(t —5) + ;Zz <(t —5) — 2B(s, 1) + % (1 - e—2a<t—8>)>

o? o? o? /1 9
_ _ _ A A e _ ,—2a(t—s)
= —B(s,t)rs + B(s,t)b—b(t — s) + 52 (t—ys) 2 B(s,t) + 5,2 (2@ (1 e ))

1

In the next step the last term (1 — e‘2a(t—5)> is unformed in the following way

2a
_2 2 _ _Q i o —a(t—s) —2a(t—s) l __—a(t—s)
SB(s,1)” + B(s,t) = (a2 (1-2 +e ))+ . (1-e )
N (s AP (S B S ()
2a  a 2a a a
_ i i —2a(t—s)
" 2a 2ae
_ 1 —2a(t—s)
=5, (1-¢ )

So it follows

02 02 0—2 1 —2a(t—s)
— B(s,t)rs + B(s,t)b —b(t — s) + th(t —5)— EB(S’t) + 202 <2a (1 —e >>

—  Bls, s — b((t— 5) — B(s,1)) + ;;(t _ 8- (;B(s, ’+ 2(’; (—33(8, £)2 + B(s, t)>
= —B(s,t)rs —b((t —s) — B(s,1)) + ;;(t —5) — ZjB(s,t) — Z;B(s,t)2 + ;;B(s,t)
= — B(s,t)rs — b((t —s5) — B(s,t)) + ;;(t —5) — ;;B(s, t) — ZB(S, t)?
= B(s,t)rs — b((t — s) — B(s,)) + 2"; ((t—s) — B(s, 1)) — Zzzs’(s, £)2
= — B(s, t)rs + <2Ua22 - b) ((t —s) — B(s,t)) — 226(3, t)?
=:A(s,t)

g

Theorem A.1.5 shows that the continuously-compounded spot rate is an affine func-

tion of the form
A(s,t) — B(s,t)rs.

Models with this property are referred to as affine term-structure models.
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A.1.1 Real World Measure
Under the real world measure PP the interest rate dynamics can be described by

dry = a (b—i—)\a —rt) dt—}—athP
a
=a(b—n)dt+odWf (A.4)
where A is referred to as the market price of risk. It is usually assumed that the market

price of risk is constant in the Vasicek model, such that the Novikov condition is satisfied,

i.e. the Radon-Nikodym derivative

dQ _ 1 [ Nerids+ [ drdW?
dp
is a martingale. By Girsanov theorem it follows that Q is equivalent to P and that

dWE = \dt 4 dW;

is a Brownian motion under P.

A.1.2 Maximum Likelihood Estimation

In the following section we derive the maximum likelihood estimators for the Vasicek
model. The estimation is made on the basis of n+1 historical short rates r = (rg, 71, ...,75)
with equidistant time partition dt. Since we use real world data as a basis of the estimation
the estimation parameters are given by the short rate dynamics under the real world

measure P given by (A.4). The mean and variance for each r;,i = 1,2,...,n is given by

Ep [Tz] = Ti_leiadt + i)(l — 6iadt)
2
o —2a
Varp[r;] = %(1 — g 2adty,

For a sample r = (rg,71,...,7,) the probability function is therefore given by
. 1 _ (rrEn»[Ei]f
riia,b,0°) = ——=—=e 2Vorrlmil |
fri ) 2nVarp [rq]

The likelihood function is then defined by

_ n _ 1 n n . ('r'if]E]P[r,L-])Q
l(a,b,0?) = H f(riza,b,0%) = ([]) H e 2Varp[r]
r; i

i1 2nVarp —
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The log-likelihood function is therefore given by

- ~ = — Ep [ri])?
L(a,b,0?) =In (I(a,b,0%)) = —= ln (2m) — = ln (Varp [ri]) —_—
( ) ; 2Va7']p (7]
2 n —ad —adt)\2
o n o —oadt (ri —ri—1e —b(1 — e~dty)
— —511’1 (27T) — 511’1 <2a(1—€ )) —; %2(1_6_2[“#)

The maximum likelihood estimators @, b and 62 are then given by maximizing the log-

likelihood function, i.e.

max L(a,b,0?) = L(a, b, 62).
(a,b,02)

It the next step we are going to derive closed form solutions for the maximum likelihood

estimators @, b and 62.

Theorem A.1.6 The maximum likelihood estimators a, g and &% are given by

Lo Dt Tim1Ti = D=1 Tj—1 Dieq T
2
nSy = (S

z _ i (s — Tifle_adt)

n(1 — e—adt)
/\ n . ~ R
62 _ _2adt Z — e dt b(l _ e—adt))Q
n( z:l
Proof: At first we define
A= —adt
2
— %(1 _ 672adt)

such that the log-likelihood function can be rewritten as

L(a,b,0) = —gln (27) — 71n Z — 7114 Bb(l _ A2
=1

Proof for g: To find the maximum we need to derive the log-likelihood function regarding
to b, i.e.

L 1-A ~

0 = Z(TZ —T'Z‘_lA—b(l —A))

=1

9 B
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Setting the right side equal to zero and assuming a # 0 leads to

zn:(T‘i — T‘i_lA — i)(l - A)) =0
=1

@ni)(l — A) = Z(Tz — Ti_lA)
=1
i 2im(ri—riaA)
n(l —A)

So the maximum likelihood estimator for b is given by

_ Zniln i) (A.5)

n(l — e—adt)

S

Proof for 62: To find the maximum we first need to derive the log-likelihood function
regarding to B, i.e.

oL n

9B~ 2B 2B2 Z;

Ti_lA — 5(1 — A))2

Setting the right side equal to zero and multiplying both sides by B leads to

n

% Z(Tz — 7“7;_114 — i)(l — A))2 =0

i=1
1

7B (’r‘i — 7“1;114 — B(l — A))2 =

|3

=4

— ||M:

3

=B ffj §— i1 A= B(1 - A))?

Substituting B = Z-(1 — e72%%) and A = e~ gives finally the maximum likelihood

estimator for o2

n
6’2 — 2adt Z —ri_qe —adt b(]. . efadt))2
n - ¢ i=1

Proof for a: To finally derive the maximum likelihood estimator for a we ﬁrst need to

rewrite the log-likelihood function L(a,b,o?) by substituting (1 — A)b* = ba(ry —
rj—1A) from (A.5), i.e

= g n n 1 & 1 « 9
L(a, b,a ) = —5 In (271') — 5 In (B) — ﬁ ;(n — T‘Z‘_lA — n]z:l(T‘j — Tj_lA))
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Now we need to derive this function by A in order to find maximum likelihood estimator
for a, i.e.

% :é :1 (ri_1 + % (jzj; Tj—l)) (n - (m_1 - % (é Tj_1>) A— % (é T_j) )}

i=1

2
( 7‘2-21—2;27’]'127’7;14—;(27']'1) )A
j=1 i=1 j=1

=1 j=1 j=1 j=1
2
:% (Z(Tﬁlrz) — i Z’l’b,l Z’I’Z — (ZTZQI _ l (erl) ) A)
=1 j=1 i=1 i=1 i=1
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Setting the last term equal to zero leads to

n n n
% ;m 175) er 1;73 Zri{l_% j;rj,l Al =0

n n 1 n
2
<:>§ Ti— lrz § rj1§ i — E 7”1‘,1_% E Ti—1 A=0
im1 j=1
2
n n n n n
E ’I"?fl—l E Tji—1 A= E (7‘1‘,17“1‘)—l E Tj—1 E T
i=1 7j=1 i=1 Jj=1 i=1
n n n
MY iy TieATi = Do Tj—1 D51 Ti
2
n
Ryt = (S rie)

SA =

Finally the maximum likelihood estimator for a can be derived by substituting A = e=%% i.e.

e—adt _ n Zzl:l Ti—1T3 — Z;‘lzl Tj—1 Z:-l:l T
N 2
nY i T (Z?:l Tj—1)
si= -1 N3 iy TimaTE = DG T Y T
B 2
ny T~ (Z?:l Tj—l)

A.1.3 Parameter bias

In this section we investigate whether the maximum likelihood estimators are biased.
The discrete time version of the Vasicek model is a autoregressive model of order 1 with
autoregressive coefficient § = e~ ie. AR(1). Marriott and Pope (1954) and Kendall
(1954) showed, that

A 14 36 1
E[f] =6~ +0(2>
n n
where n is the sample size and 0 is the maximum likelihood estimator of the autoregressive

coefficient 6.

To illustrate that bias of the parameter a we use parameters regularly used in the
literature, i.e. Hieber et al. (2019) and Graf et al. (2011). We chose 79 = 0.0115, b = 0.0305,
and o = 0.015. For 100 different values of a € [—0.5,0.5] we generate 500 paths of monthly

short rates with a total sample size of 240 per path, using the above stated dynamics. For
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each path we then derive the maximum likelihood estimator a.

Relation between a and actual «a
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Figure A.2: Relation between & and actual a.

Figure A.2 illustrates the bias of the maximum likelihood estimator @ and the actual
a. The black line represents the relationship between the actual value a and its estimator
a. The Figure shows that for small values of a < —0.2 the distortion is rather small as it
follows the gray line. For values between —0.2 to 0 the bias is increasing. For values above
0 the bias is present, but not increasing with a. There are several methods mentioned in
the literature to correct this bias. One is a jackknife method proposed by Phillips and
Yu (2005). At first, the sample, consisting of n observations is divided into m consecutive
subsamples each with [ observations, such that n = ml. Then the jackknife bias corrected
estimator is given by
m_5_ 2lim1 0;
-1 m? —m

Ok =

where 0 is the maximum likelihood estimator of § = e~%?* for the whole sample and 0; are
the maximum likelihood estimators for each of the m different subsamples. Phillips and
Yu (2005) suggest to use m = 4 which gives the best trade-off between bias reduction and
variance inflation. The result of the jack bias corrected estimator is illustrated in Figure
A.3.
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Relation between a ;i and actual «

«©

Figure A.3: Relation between a;x and actual a.

A.1.4 Estimation

In the following section we are going to talk about the parameter estimation based of real
world interest rates used as reference rates. This data is collected in the real world, so the
statistical properties of those reference rates characterize the distribution of the short rate
process r; under the real world measure P. Therefore the model parameters derived by
estimation using real world references rates are given by the real world measure dynamics.
Later we are going to talk about calibrating the short rate by using observed prices of
derivatives and other financial products. Those prices are calculated using the risk neutral

measure Q, so the parameters derived by those prices are under the risk neutral dynamics.

Estimation on EONIA rates

In the following section we are going to calibrate the Vasicek model using the above derived
maximum likelihood estimators. We use daily Euro OverNight Index Average (EONIA)
rates from its inception, which was 04.01.1999 to 08.11.2021 as our basis for the estimation.
The development of the EONIA rate is illustrated in Figure A.4.
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EONTIA rate from 04.01.1999 to 08.11.2021
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Figure A.4: The Figure shows the development of the EONTA rate from 04.01.1999 to 08.11.2021.

The EONIA rates are given on a daily basis, so we set dt = ﬁ. In total we have
n = 5961 interest rates given. The maximum likelihood estimators are calculated using

the formulas given in Theorem A.1.6. The results are stated in Table A.1.

Table A.1: MLE results based on EONIA

A

a b o

0.385955 0.00965424 0.0178384

Estimation on Euro short-term rate

The Euro short-term rate (ESTR) is a new reference rate calculated by the European
Central Bank based on European money market data. It is meant to extend the EONIA
rates by also taking into account lending to money market funds, insurance companies and
other financial corporations while the EONIA only refer to inter-banking lending, which
gives the ESTR bigger relation to insurance companies. The ESTR is being published as
of the 1. October 2019 and is calculated by using overnight unsecured fixed rate deposit
transactions over 1 million euro for each TARGET?2 business day. The development of the
ESTR rate from 01.10.2019 to 09.11.2021 is illustrated in Figure A.5.
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ESTR rate from 01.10.2019 to 09.11.2021
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Figure A.5: The Figure shows the development of the ESTR rate from 01.10.2019 to 09.11.2021.

The ESTR is also given on a daily basis, so we set dt = ﬁ. In total we have n = 551
interest rates given. The maximum likelihood estimators are calculated using the formulas
given in Theorem A.1.6. The results are stated in Table A.2.

Table A.2: MLE results based on ESTR

a b &
2.68049 —0.00557684 0.021722

A.1.5 Calibration

In this section we calibrate the Vasicek model by using prices of financial products. As
already mention, those prices are calculated under the risk neutral measure Q, so the
parameters derived by those prices are under the risk neutral dynamics. One possibil-
ity is by using zero coupon bonds. The arbitrage-free price at time 0 of a zero coupon
bond with maturity 7" is given by B(0,7) which was derived in Theorem A.1.5. The ob-
served price of zero coupon bonds with maturity 7" on the market are given by B (0, T).
One way of calibration is by choosing the parameters such that the aggregated quadratic
difference between the observed price and the calculated price for different maturities
T =T1,T5,...,Ty is minimized, i.e.
N 2
min Y (BY(0,T;) — B(O,T.)) .

a,b,o,r0 -1
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min Z(

a,b,0,ro -1

— y(0, T)) :

This problem can simply be rewritten in terms of the corresponding zero bond yields, i.e.

(A.6)

For our calibration we use German treasury notes and zero coupon bonds. The yields are

Table A.3: German treasury notes as of 22.11.2021
Bond Maturity Coupon | Time to maturity | Yield in %
2019 IV Schatz 10.12.2021 | 0.00 0.05 —0.1491
2020 Schatz 11.03.2022 | 0.00 0.30 —0.7653
2020 II Schatz 10.06.2022 | 0.00 0.55 —0.7925
2020 IIT Schatz 16.09.2022 | 0.00 0.82 —0,7511
2020 IV Schatz 15.12.2022 | 0.00 1.06 —0, 7868
2021 Schatz 10.03.2023 | 0.00 1.30 —0, 8257
2021 II Schatz 16.06.2023 | 0.00 1.56 —0, 8431
2021 IIT Schatz 15.09.2023 | 0.00 1.81 —0,8204
2021 IV. (2023) Schatz | 15.12.2023 | 0.00 2.06 —0, 7746
Table A.4: German zero coupon bond as of 22.11.2021
Bond Maturity Coupon | Time to maturity | Yield
2016 (2026) Bund 15.08.2026 | 0.00 4,73 —0,6777
2021 (2028) Bund 15.11.2028 | 0.00 6,99 —0,5123
2020 (2027) Bund 15.11.2027 | 0.00 5,98 —0,5781
2019 (2029) Bund 15.08.2029 | 0.00 7,73 —0,4788
2020 (2030) Bund 15.08.2030 | 0.00 8,24 —0,4662
2020 (2030) II Bund | 15.02.2030 | 0.00 8,73 —0,4429
2021 (2031) Bund 15.02.2031 | 0.00 9.24 -0, 3904
2021 (2031) II Bund | 15.08.2031 | 0.00 9.73 —0,3378
2020 (2035) Bund 15.05.2035 | 0.00 13,48 —-0,2114
2021 (2036) Bund 15.05.2036 | 0.00 14.49 —0,1641
2019 (2050) Bund 15.08.2050 | 0.00 28.75 —0,0383
2021 (2052) Bund 15.08.2052 | 0.00 30.75 —0,0065
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The results of the calibration by solving Eq. (A.6) using the yields given in Table
A.3 and Table A.4 are stated in Table A.5.

Table A.5: Calibration results based on German yield curve

a b o 0

0.324746 0.0208519 0.0711287 0.00631842

Yield curve of german government bonds as of 22.11.2021

Yield

0 5 10 15 20 25 30
Maturity

Figure A.6: This figure shows the Yield curve of german government bonds as of 22.11.2021.
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Appendix to Chapter 2

B.1 Derivation Margrabe formula

B.1.1 Model free pricing formula

We consider a time horizon T' > 0 and a filtered probability space (2, F, F¢, P). We assume
two non dividend paying assets, whose price process is defined by (S})ejo.77 and (S7)sepo,17-
The terminal payoff of a European option to exchange the asset S' for the asset S? at
time T is given by [S% — ST = max[S% — Sk, 0]. We assume a arbitrage-free market, so
there exist a martingale measure Pg1 and Pg2, which represent risk-neutral measures. Let
C(t, S}, S?) denotes the price at time ¢ of a European option to exchange the asset S* for

the asset S? at time T, i.e. (T, St, S%) = [S2 — S| *. Under the risk-neutral measure its
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holds
_ i T 1 2
O(t, 5}, 57) = S)Eg | X5 57) T)|]-"t]

(g2 _ qiy+
— §lEg | ST 50" m]

3 52 +
= S{Eq <S{—> | P
T

N 52
= S'Eq (Si - 1) IL{S%>S:1F}\}}]
= S'E _S—%]l |F| — SR []l |]:] (Change numeéraire S* to 5%)
= Ol S% {82>sLy 1Vt eS| sz > 51yt g
= SPBs2 |12 g1y || — SIBs (3 > SF)

= S2Pgs (S% > S}p) — S{Ps (S% > S%’)

B.1.2 General model setup

Now we specify the model by assuming the following dynamics for the two assets S' and

S? with Brownian motions W;! and W2.
dS} = S2 (g1 (D)t + 0y 51 (AW + 0,51 (H)dW?)
dS? = §F (s (t)dt + oge (£)dW )

where pgi(t), pg2(t), 051 (t), 0g2(t) are deterministic functions and og1(t),042(t) > 0. The

solutions of above dynamics are given by geometric Brownian motions

t t t
S = Sledn (st (=30 (wSh)durt [T o5t (paWit [ o1 () /T=pPawy

StQ _ Sgefot(usz (u)—%aQ(u,Sﬁ))du—i-fot o g2 (u)dW,

121



Appendix B

2
The dynamics of the fraction % can then be derived by Ito’s lemma
t

Sz 1
d=t =—dS? —
[T

S? 1
(S7)? (S¢)
2 2

S, S
:§§ (ns2(t)dt + g2 (t)dW}) — ng (nsr (t)dt + 01,1 (£)dW,! + 0o g1 (£)dWY)

2
t

(57)?

ds} — 5dStdS) + dS;dsS;}

2

S
— Sitl (12 (t)dt + og2 () dW}) (s (t)dt + 01,1 (£)dW,! + 09 g1 (£)dWP)
t

2

S
+ Sftl (Nsl (t)dt + 01,51 (t)thl + 02,51 (t)dWE) (,USl (t)dt + 01,81 (t)thl + o251 (t)thQ)
t

2
_°t
St
—o1,51(t)os2 (t)dt + o1 g1 (t)?dt + 09 51 () dt]

2
i’zl [(Hsz (t) — psi(t) — os2(t)or,51 (t) + 01,51 (t)?* + 02,51 (t)Q) dt

sz (t)dt + 052 () AW} — pgi (t)dt — o1 51 (£)dW — 09 51 (£)dW}

+(0'52 (t) — 01,51 (t))thl — 02,81 (t)thQ]

2
gltsl [(ps2 (1) = psr (1) — o52(t) 01,51 (8) + 01,51 (1) + 02,51 (1)) it

/(052 (t) = 01,5 (1)2 + 72,91 (12}

2
g,t} (ns2(t) — psi (t) — 052 ()o,51 (t) + 01,51 (1) + 02,51 (1)°) dt

=p g2 (1)
ST

+ \/(Usz (t) — 01,51 (t))2 + 02,51 (f)Q thS

=0 g2 (1)
sT

=2 [W (t)dt + o g2 (£)dW?
ST

We can now define the market price of risk by

psa (t)
e(t) - CT; (t)

s

We define the Radon-Nikodym derivative by

dPg: efot(fﬂ(u))dwqffféfot(70(u))2du

dP
Then by Girsanov theorem it follows that

dWE = —0(t)dt + dW,
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T . . . . . . 57
and W; is a Brownian motion under the risk neutral measure. So the dynamics of the fraction <t
t

can be rewritten as

2 2
ds% =S% os2 (£)0(t)dt + o 52 (t) (—0(t)dt + dVT/t)}
St St ST ST
52 s
:S—Zlo— s (t)dW;

By applying Ito’s lemma the solution of this is given by

SP_ S8 - Iy o s f) o i,
o1 = 716 s1 ST
Si So
2 ~
This shows the distribution of the fraction % under the risk neutral measure Pg:. Now we do a
t
numéraire change to the risk neutral measure Pg2. The Radon-Nikodym derivative is given by

~ Sf t = t

dPg2 B i B efo U%(u)dwuffo %U%W)Qdu
= =5 =

d]psl Si({

0

where the market price of risk is now given by —o s2 (u). Then by Girsanov theorem it follows that
ST
AW, = — (—aﬁ(u)) dt + dW,
ST
R 2
and W, is a Brownian motion. So the dynamics of the fraction % can be rewritten as
t

St _S¢

d— =—0g42
St SHost

(t) (ag(u)dt + th)
ST

SQ

-5 (U%:; (w’dt +og (H)dW7,)

By applying Ito’s lemma the solution of this is given by

2 2 1 24 t adw.
S 53 Iy by [l gy i,

st S8
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This shows the distribution of the fraction gf under the risk neutral measure sz Now we derive
the Probabilities Pg1 (S% > S}) and Pge (52 > S1).

~ N 2
Pgi (S7 > S7) = P @{ > 1)
T

2 — [T 1lo g (u)2dut [F AW,
St f si1 uﬁa%f(u) S

T
1
— 50

52
e ST

= B ([if’zﬂufd“*/;“zf( i >1<§>>
( ~ 1

2 (u) dquf 0'52 (u)dW,, - Sg)

124



Appendix B

and

Ps2 (S > ) = Pse

|

To sum up the price at time t of a European option to exchange the asset S! for the asset S? at
time T'

O(t, S}, 57) = SP@ (du(t)) — S/ @ (d2(t))

where

In S—if 1 Tasz u)2du
du(t) == () + 44 7 )  da(t) = di (1) — /Taszw)?du

ftT o s2 (u)2du st
Sl

and 0 2 (t)* = (052 (t) — 01,61 (1))* + 02,51 (1)?

S

B.1.3 Black Scholes model and Heath Jarrow Morton model

We assume a complete and arbitrage-free financial market model under interest rate risk where the
dynamic of the price process (A¢)e(o,r] as well as the dynamics of the zero coupon bonds B(-, T)
paying one monetary unit at maturity 7' > 0 are lognormal. Thus, the index dynamic is modeled
along the lines of Black and Scholes (1973), the interest rate dynamic is given by a Gaussian
Markov Heath, Jarrow and Morton model introduced by Heath et al. (1992). In particular, there
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exist a uniquely defined martingale measure P* such that

Ay = Ay (redt + o1 a(t)dW, + 02 a(t)dW )
B(t,T) = B(t,T) (ridt + or(t)dW})

where W* denotes a d-dimensional Brownian motion with respect to P*, and o4 and o satisfy
the usual regularity conditions. The first asset from the above model S} is then represented by the
fraction of the investment return of the asset A, i.e. S} = aﬁ—é. The dynamic can then be derived

by Ito‘s lemma and is given by

A A
d(a=t) =a=L (rdt + oy a(t)dW} + oo 4(t)dWE)
Ao Ao

Fix strike

For the second asset S? we distinguish between two cases. The first case is the fix strike guarantee.
Then the asset is given by S? = B(t,T)Kfx, where Kgy is constant. Then the dynamic can be

derived either by Ito‘s Lemma and is given by
d(B(t,T)Ksx) = B(t, T)Kgx (redt + op(t)dW}!)
The price at time ¢ of a European option to exchange the asset S' for the asset S? at time T

(10 BT ) = BO.T)Kin® (01 (1) — @ (o)

where

i (25 ) 43 47 o 7
dy(t) == 0 ot , do(t) = dy(t) — /t o(u)?du

t

and o (t)? = (o7 (t) — o1.4(t)) + 09,a(t)?

Floating strike

The second is the floating strike guarantee. Then the asset is given by S? = ael O where I(t,T) :=

/, tT rydu and (7¢)ep0,7 is the instantaneous spot rate. The dynamics are the given by
d (del(o’t)) = &el(o’t)rtdt
The price at time ¢ of a European option to exchange the asset S' for the asset S? at time T
C (t, a%, del(o’t)> = ael O (dy (1)) - 0t (da(t))

0 A
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where

In (5‘21;0;”) +1 ftT o(u)?du T
dy(t) = — — Lol =it =y [ otwd

and o(t)% = a1 4(t)? + 09,(t)?
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B.2 Cumulated volatilities

Lemma B.2.1 For

- = T
o\ A ) YT 0

and oz(t) = ogr(t) = 0g — or(t) it holds

2 2 2
_ 2 Or oy Or o, —a(T-t) o, _ —2a(T—t)
_(0 —2paa+a2)(T—t)+2(paa2—a3>(1—e )+2a3 1—e .

Proof:
2
oz = (po = 221 = e“T=0)) 4 (1 = p)o?
o, o2 A o2 o
_ <0_2_2p0_a7+a;>_~_2<p0_a a;) e—a(T—t)_|_ ;; e 2a(T—t)
~~
Ay A As
It follows

T
1 1
/ oz (s)||Pds = Ay (T —t) + Ag—e= T =8 4 Ag—e=20(T—1)
f a 2a

2 2
N 2 Oy 0, Or Oy —a(T—t o, _ —2a(T-t)
<O’ 2p0a+a2)(Tt)+2(p0a2a3>(le ( ))+72a3 (1 e )
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B.3 Derivatives of the exchange option price C(t, K}’, a" Ay)

C(t, Kt , At) = Kt N <d1 (t, O[U)t[4t>> — AtN (dQ (t, Oéwillt)>

First derivatives of d; and d,

K'UJ
p KN _ In i + $02(t,T)
\Uava, ) v(t,T) ’

‘ ‘
K — K _
da <t, — t) dy <t, — t) v(t,T)

K\ In(K{) In(a™Ay) 1
d (’oﬂ”At) =wr) - e 20T
K\  In(K{) In(a¥A;) 1
@2 <t’ a“’At) oot T) v(t,T) iv(t’T)
First derivative of d; and d, regarding A;
K K
oy (1, ) ~ dy (& i) B )
5At - aAt o At’l)(t7 T)
First derivative of d; and d; regarding K}’
ody (1 i) 0dy (1 54 )
OKY B OKY K Po(t,T)
First derivative of d; and ds regarding r;
Ky Ky
9d, (t’ awA,,) B 9dy (t’ oz'“JAt) _ 1 oln(Ky) 1 9ln(a¥Ay)
Ory o Ory w(t,T)  Ory v(t,T) Ory
1 0K} 1 OA;

T ot TVKY or, o, T)A, Oor,

First derivative of d; and ds regarding cumulated volatility v(¢,7")

ody (i) K

_ g N 1

Ov(t,T) v3(t,T) 2’
K}’ w

dds (t, m) B _lnoff,—‘At 1

owt,T) 02, T) 2
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First derivative of C(t, K}, a" A;) regarding A,

K
ottt e RN o (o 5)

(@)

— a4, ol (an(/;t G ))

(b)
N (a (e F)) a2

ad, ( , Ong ) Ap(t,T) av A,

o (4 (1 75)) x
ad, ( ’ a{f;”; ) Aw(t,T)

= awN( 2 < ’afiit)>

+

Derivative (a)

o (0 (. 85)) o o 25) o (. 25

0A; B ad, ( ’ aw: ) 0A;
(k)
K

ady ( A) Aw(t,T)

Derivative (b)

ow (s (1)) oN (o (1)) o (1 )

0A; N dds ( 7 K: ) 0A;
_ V(@ (t))
__aﬂp%)&Mﬂ
(o (5
(x) od, ( %) av Ay Ap(t,T)

o (o ()

B ad, ( KA ) av A?v(t,T)
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Derivative (x)

o (4 (1)) (k)

ads (t L) V2r

Y aW A,

dq (¢ Ky ’ 2dq (¢ Ky t,T t,7)2
|\ bgoa; | 24| bawa, |vETHe@T)
= 67 2
V2T
‘ ( K ) w
1|t K
1 _ oA di (taTtA’:)U(t»T) (1)
= \/276 2 e e 2
s
K’U! 2
dy (¢,
1 _ ( “wAf) IRt eeD?  wem)?
— e 3 e amaAy 2 e 2
V2
o (1o )
1|t =wh
1 ) KR wem? wem?
= ——¢ 2 e 2 e 2
V2 OZwAt
o (oot )
H\ Mamay w
1 K]
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First derivative of C(t, K", a" A;) regarding K}’

w y K
) o 5 ) e 2 )

(e)

— a4, oN (dza(;;f: ))

(d)
w ON (dy (¢, ip
=N (dl <t’ offi‘lt)> N 351 1(£ ijiA))> v(t%T)
o (4 (1 25))
 ady (t, K ) v(t, T)

aw Ay

_ Ky’
=N <d1 (t, a“’At)>

Derivative (c)

o (0 1 255)) 0w (0 (1 5) o 1 )

oKWY ad, (t K ) oK

Derivative (d)

o (2 (1)) _ o (e (1)) o (1 i)

0K} Ods ( , : ) OKY

_oN (& (nE)) o

ody (1, i) Kot T)

(0 (025)) ke s

) od, ( KA ) av Ay KPo(t,T)

I A ) )

oy (1, K)o Aw(ET)
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Second derivative of C(t, K, a" A;) regarding A,

PO K 0" A) _ oN (da (1. 3555 ))
(94, )2 - 24,
(0 (15) i

® o4, ( t, i ) Afu(t,T)

A Ky K}
=N (d1 (t7 avAy ) ) Afo(t,T)

Second derivative of C(t, K',a" A;) regarding K}*

POt Kp.avA) N (dl ( v ))
(OK})? K
(o (o 25))

@ oay (tA)  KIWET)

o Ky 1
=N (dl (’“ aﬂfA)) KPo(t, T)

Second derivative of C'(t, K}",a" A;) regarding A; and K}"
§ICEL o Ar)

G N (2 (1. 2555 ))
OK OKp
o (4 5)

© ad, ( : a{fiﬁ) Apw(t,T)

Y K 1
=N (dl (’5’ awAt>> Aot T)

Second derivative of C'(t, K}",a"* A;) regarding K}’ and A,

e R G )
94, = 0A,;

o (o (o 5)) 4

@ ad, ( ’a{fit) Apw(t,T)

Y K 1
=N (dl (’5’ awAt>> Aot T)
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First derivative of C(t, K", a" A;) regarding r;

oC(t, K, o™ Ay) _OKY (d1 (t’ Ky )> +K;”8N (d1 (t, ;j—i))

ar ory av Ay Ory
Ky
oA, Ky ON (2 (1 ;)
—a"—— do [t —a"vA
@ 87“tN( 2<’OéwAt)> @ t 8’/}
K

»
2 a2 e (a2 )) 20 )
Ky
o Qe (0, (1, 0)) v (i (1 25)) 2 <3:%>
=i ({1t ) ) o (e (1555
TN (dl <t’ aKZ» (vu,z{)m 85@ - v(t,lmt 854>
~ana (a4 (1 55 ) ) (Gms o~ s o)
T (0 (o)) o (0 ()
+N’( (v aei)) ey o (0 () v o
_N/( ( )) £ZU+N/ dl(’wm)) v(ﬁl})At%ﬁ
= (a (1l ) ) e (e (v 5,

Derivative N () regarding r;

o (0 e 5)) o (i o 25 )) o 155

ors adl( K ) ors

) awA

v (i (2 )) 2 )
o (1 5)) o (i (. 55 )) o (15

8rt 3d2 ( 7%) 37“15
0 (o 22 Y) M)
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Second derivative of C(t, K", a" A;) regarding r,

orcy O (o (135 ))

PP*C(t, K, a"Ay) K KpP
(87“t)2 (87}) N <d1 ( ’ wA,g)) + 87“,5 Grt
Ky
LA AN TS )
(8rt)2 2 ’ OéwAt a’l‘t 87“t
P*KY KP w 02 A, KP
(s 0.) (873) N < ( (XwAt>> @ (6rt)2N <d2 (t7

1))

aKth,( ( ))6011 o
ory
B 8At 04s o d2 : Kw (9d2 2 at A )
ory av Ay
_OPKY K 82At K
() (@r,)? N<d1 ( ’ awAt» RN N( ( wAt>>
3K§”N, K 1 oK}’ 1 %
8 ’ wAt (t T)Kw 3rt ’U(t,T)At 87}
oA, oKy Kp oA,
(9 t t T At 87“,5 (t,T)A% 87’t
82sz Kw 82At KZU
e N(dl( )) e (% ()
aKw 1 0K} 0A
! t Y4t
M ( b ( t,T) K“’ ory > v(t,T)As Or¢ 873)
y OKP 0A,  Kp (DA
7 t T At 87} a’l’t (t T) a’l"t

?Sfin(( )) G (¢
Kw

! t
o (a (125 )

0K}’ 0A:

Ky

x))

1 OKY > 1 oA
’U(t,T)Ktw 87’t ’U(t,T)At a’f’t 8T’t

2
i (a2 (1

_OPKy
=@ <d1 ( ’

K
(XwAt

o2

Ky (94N’
v (t, T) A% a’l”t
K’w

w))

av A

Y (d (t K >) 1 oKy JEP  0A,
\ava ) )\ eanrp o T @A, on
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B.4 Derivatives of the asset portfolio A,

FiAt

d—1
i TgA i
A= 0754300 B ), 6P =25 o) =
i=1

Bondprice B(s,t)

B(s,t) = e~ Bl0ratAG)

B(s,t) = %(1 —em(t=9))

A(s,t) = (B(s,t) — (t — s)) (b -

2
Oy

2a2

2
_Irpe

> 4aB (s,t).

First derivative of B(s,t) regarding

0B(s,t)
or,

= —B(s,t)B(s,t)
Second derivative of B(s,t) regarding r;

0%B(s,t)
Oor?

OB(s,t)
org

= B(s,t)>B(s,t)

= —B(s,t)

First derivative of A; regarding r;
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Second derivative of A, regarding 7,
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B.5 Derivatives of strikes K and K

Fix Strike Kfix
K™ .= B(t, T)Kgy

First derivative Kfi* regarding r;

= —KuB(t,T)B(t,T)

Second derivative Kfi* regarding r;

02 K
(0r)?

OB(t, T
= _KﬁxB(taT)%
t

= KﬁxB(ta T)2B(t7 T)

Floating Strike K
K= o?efo reds
First derivative K regarding r;

8K?' - 8ef0 rads
=a
ory ory

t
= drtefo Teds

Second derivative Kf* regarding r;

aQKf. L ft
@)~ ¢

rsd:
o Ut ary————
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B.6 Derivatives of the Buffer A, — L;
Liabilities
Ly = n™Cax(t, K™, o™ A,) + " Cq (t, KT, o™ Ay)
= nﬁx (O[ﬁXAt + O(t, fo, O[ﬁXAt)) + T]ﬂ' (O{ﬂ'At + C(t, Ktﬂ, Oéﬂ'At))
_ (’I’}ﬁXOéﬁX + 77ﬂ.oéﬂ.) At + ’I’]ﬁXC(t,K?X,OéﬁXAt) + nﬂ'C(t,Kf',aﬂ‘At)

Buffer At — Lt

At _ Lt _ (1 _ nﬁxaﬁx _ nﬁ.aﬂ.> At _ ’I’]ﬁxc(t,K?X,OéﬁxAt) _ nﬂ'c(t,Ktﬂ',Oéﬂ'At>
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First derivative of A; — L, regarding r;

a. 6At fix 8C(t, Kflx, OdﬁXAt)

A — Ly fix, fix Al
(] pfixgfix =t
37'15 ( na e ) 57"t n 5'7“25
0A
— (1 ,r]ﬁxaﬁx _ nﬂ.aﬂ.) 6775

6Kf1x
G (e

0A
fix fix fl. fl. t
(1 e n-a )—art

0A:

fix fix
(1 77 “ )an

(/e

DK fix Kfix 4 OKH
(o () ) G (o o

Kfix fx OA
ﬁxAt))_ 8tN( (
OKM: K L A,

[ (o (ot ) ) et e (e

o DK K Y
aﬂ( ) e A CIC

ﬂaKz? Ktﬂ’ fl. ﬂaAt
—-n —N ﬂ'A +n o 8tN ds

_ 77ﬁ' 8C(t, Kf, aﬂ'At)

57",5

)]
)

w)
)

w5))

0A Kfix 0A Kﬂ
fix  fix Y4 t . . Y4
+n o 8rt N (dg (t, OzﬁxAt>) +n o 87’15 ./\/ (d2 ( ot Af))

ﬁxﬁx_ﬂ.ﬂ.%
(1 N« na)art

ar OKfix Kfix 4 OK!
ot (il ) ) - e o

K\ )] 940
ﬂ At 87}

Kﬁx

NP )) +nﬁaﬁN(d2 < )
t

Kﬁx

ﬁxAt>)

+ {nﬁxaﬁ"/\/ (dg (

|:1 nﬁxaﬁx nﬂ.aﬂ. + 77ﬁxoéﬁ)(./\[ (dQ (

Kﬂ 0A
a. f. huta ]
e N(d2< ﬂAt))] ory
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_ {Hnﬁxaﬁx <1_N<d2 <t1ﬁ<{ix>)>
afix A,
A
- (o (1)) - e (5
i) (N

aKﬁX Kﬁx aKﬂ Kﬂ
_ o fix t d t Mt o fl t d ¢ By
n aTt N( 1 ( ) OéﬁXAt n 8Tt N 1 s aﬁ-At

Second derivative of A, — L; regarding r;

oA — Ly
@2

52At . ﬂﬁx 820(t, fo7 O[ﬁXAt) B nﬂ' 820(t7 I({l7 O[ﬂ'At)
(Ore)? (Ory)? (Or¢)?

— (1 o nﬁxaﬁx o T]ﬂ'Oéﬂ')
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B.7 Simulation

In this section we present the simulation used to calculate the risk measures.

B.7.1 Product design

Pay-Off:
A
ng = Pymax {Kﬁxa OéT}
Ao
Pﬂ‘ B {~ 1(0,7) AT}
= Pymax < ae ,a——
Ao

Assume Py = 1. Price at time ¢:
Cf(t, Kgy) = NG t, aﬁ7 B(t, T)Kgy
Ay Ap
Ay

A
fl. A t ~ I(0,t)
CH(t,a) =« O+C(t,aA0,ae )

Fair Pricing:

A A
O (0, Kpy) = aA—O +C <O,aAO,B(O7T)Kﬁx) =P =1=C(0,0,B(0,T)Ksx) =1—«
0 0
Cﬂ'(O,d):a@—kC O,aﬁ,& =FP=1=C0,a,8)=1—«
Ao AO

Choose Kfir and ¢ such that

C(0,a, B0, T)Kfr) =1 -«
C(0,0,6™) =1-a

B.7.2 Model specification (Risk neutral measure)

Stock:
sy 1 5 9
5 = redt + posdW, + /1 — p?osdW;
t
Interest Rate:
dry = a(b—r¢)dt + o, dW}
Bond:
dB(t

T) 1 —a(T—t) 1
BTy =" oy (1 e )th
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Bank account:

d(el(o,t))
7{3[(017&) = ’/‘tdt
Investment Portfolio:
dA; dsS; dB(t,T) d(e 1))
0 et —_\r/ 1—7q— A
4, s S, + 7B B, T) + (1 —7ms—7p) e1(0,1)
1
—1g (rtdt 4 posdWE+\/1— p%Sde) . (rtdt —o - (1 - e—a<T—t>) dW,})
a

+ (1 —7mg — wp)rdt

1
=r.dt + (wspas — WBUTE (1 — e_“(T_t)>) thl + 75y 1— plos de
—_———

=:02,4(t)

=:01,a(t)

B.7.3 Model specification (Real world measure)

The dynamic of the interest rate in the Vasicek model are given under the risk neutral measure P*
drf” = a(b* —rF)dt + o dWHE

For simulation we need to change to the real world measure P. Assuming a constant market price

of interest rate risk A leads to P dynamics
drf = a(b—r1)dt + o dW}H*

where b = b* + A%, Furthermore under the real world measure P the stock dynamic is given by

ds,”
?f = pgdt + posdW' + /1= p2ogdW?r.
t
The Investment Portfolio dynamics are then given by
dA,"
8 = rspas + (1= ms)rie + loa() T

S, B(0,T
Ay =522 +7p 0.7)

1— — =1
S Bo.1) T 7~ 78)

Liabilities:
Ly = aA; + naC (t, 0 Ay, B(t, T)KEY) + (1 — ngy)C (t, oA, afairef<0¢>)
Lo = o+ nxC (0,0, B(O, T)K ) + (1 — 1) C (0, v, a™)
=a+ (1 —a)+ (1 —nax)(1 —a) =1

Ly = 0 PP + (1 = nix) Pp
= Ngx MaAX {Kg’ir, aAT} + (1 — max) max {dfaireI(O’T), aAT}
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B.7.4 Distribution

If
ds,
?’ﬁ = rydt + posdW M + /1 = pogdW®
t
dry = a(b— ry)dt + o dW,

it holds

Ty T (re—b)e =) +p i1 ciz c13

lng—z g—o ~N | B(st)(rs —b)+ (b — %ag) (t—1s) Co1 Coy  Co3

f; Ty dU f(f ryudu B(s,t)(rs —b) + b(t — s) Cs31 C32  Cs3
where

o2
c11 = ﬁ (1 _ ef2a(tfs))
2
Clg2 = C21 = (% + pUS) O'TB(S,t) — 5‘;42 (1 — 6720.(1575))
0-7% 0-7% —2a(t—s)
c13 = C31 = ;B(Sat) - ﬁ(l —e )
2 2
_ Or T s —2a(t—s Or Or 2

C2 =2~ <*,005 - ;) B(s,t) + 2a3(1 — e 2alt=o)y 4 <a2 +2pas; +JS> (t—s)

c33 = U—g (t —s) —2B(s,t) + L (1 - efza(tfs))

33 — a2 bl 20;

o

C93 — C32 — C33 —+ pO’SZ ((t — 8) — B(S,t))

and
1 —a(t—s)
B(s,t):=—-(1—e ).
a

Proof:

t
o= e (1= ) gy [y

i [rtl]:s] — rse—a(t—s) + b (1 _ e—a(t—s)) — Tse—a(t—s) + h— be—a(t—s) — (Ts _ b) e—a(t—s) + b

2

t
Var [ry|Fs] = / ofe*QG(t*“)du _ ‘2% (1 _ ef2a(tfs))

t
I(s,t) ::/ rydu
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u

¢
I(s,t) = / <rSea(“S) +5b <1 - e*a(’“s)) + O'T/

S

t t t t u
:rs/ e*“(’“s)du+b/ ldufb/ e*“(“fs)du+gr// e~ =) g M dy,

t et
=rB(s,t) + b(t — s) — bB(s,t) + O‘r/ / e~ =) qudW Y (Fubini for stoch. integrals)
S v

e“<“v>dW51>) du

t
=1 B(s,t) + b(t — s) — bB(s,t) + 2= / (1 — e~ t=w))gw M
a S

t
— Bls,t)(re — b) + bt —5) + 2 / (1= e=alt=) gy ()
a S

0.2 t 0_2 t
Var[I(s,t)|Fs] = 72 / (1— e—a(t—u))Zdu _r (1-— 9e—alt—u) | e—2a(t—u))du
a S

= Z—’E ((t —5) — % (1 - 67“(t78)> + % (1 - eQa(ts))>

s t 1 ! '
In (St) :/ rodu — §U§(t —5) +/ posdW Y +/ V1= pPosdW?
S s S S

- t 1 t
=B(s,t)(rs — b) + b(t — ) + U—/ (1= e =AW D = Sod(t =) +/ porsdW D)
a s s

t
—|—/ V1= p2ogdW?
1 Loy
=B(s,t)(rs — b) + (b — 20@) (t—-s) +/ (%(1 —emalt-w)y 4 pos) dw (D
t
+/ V1= pogdw ?
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E [ln (?) ‘f} =B(s,t)(rs — b) + (b - ;;g) (t—s)
Var [ln (g:) ‘fs} /St (%(1 — emaltw) +pas)2du + /:(1 — pH)okdu
= /t (Uz(l —emaltmu)2 4 2p05%(1 —emaltmwy 4 p20'§<> du
+ (1= p*)o§(t —s)
= /t (:5(1 —emeltmw)Z 4 2,005% — 2pasc;rea(t“)) du
T pPoR(t—s)+ (1— )t — 5)

t /o2
g —a(t—u Or _a(t—u
:/s (a;(l—e (¢ ))2—2,00'5;746 (¢ )> du

Or
+ 2p05;(t —8)+oE(t—s)
t 2
:/ (0-;(1 _ Qe_a(t_“) + e—2a(t—u)) _ 2p0’so-re_a(t_u)) du
s a

+ (Zpag% + U?;) (t—1s)
2

:/t <U; B Qée_a(t_u) 4 ée_za(t—qL) _ QpUSUTe—a(t—u)> du
s \a a a a

+ (20057 +0%) (- 9)

t 2
:/ (20'7“ (_po_s _ ﬁ) e—a(t—u) + O;e—2a(t—u)) du
R a a a

o? o
+ aﬁ(t —-s)+ (Zpasé + U?;) (t—s)
o o ¢ o2 [!
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In particular, if

dS;

5 =+ oshydt+ posdW ) + /1= pRosdw®

where \; = “ffi;” it holds

E [ln (g:) J-‘S} =o0g /St Audu + B(s,t)(rs — b) + <b - ;ag> (t—s).

B.7.5 Parameters

The parameters are chosen to be in line with recent literature (e.g. Hieber et al (2019), Graf et al.
(2011)).

Contract parameters:
T | P,
09 |5 1
Black Scholes model parameters:
So ‘ o5 ‘ fs
| 0.2 | 0.07
Vasicek model parameters:

ro ‘ a ‘ b* (Risk neutral) ‘ A ‘ b (Real world) ‘ o ‘ P
0.0115 | 0.3 | 0.042 | —0.23 | 00305 | 0.015] 015

Calculated fair prices:

= Kfir —1.1287
= a'ir = 0.9982
Investment Parameter:
s TR

0.15 | 0.4

At = 365 = 365 -5+ 1 = 1826 values per Path
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B.7.6 Simulation

Simulation of one path of interest rate, asset portfolio and interest rate

integral
LI — : e
12F . ]
1.0f ; :
0.8F i ]
. It
0.6f . ]
. At
0.4 E T fﬁdt
0.2} T 1
. TR S W,
00 cr : n 1 P S I S SR SR o |
0 1 2 3 4 5

Figure B.1: This Figure illustrates a simulated path of the interest rate, asset portfolio and interest rate

integral under the real world measure.
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B.7.7 First simulation results

Simulating A7, P3* and P! for T =5

Table B.1: Summery distribution and risk for T'=5

Mean Median SD Variance VaRgogs; CVaRgoss
A 1.1510 1.1475 0.0875  0.0076 0.9439 0.9478
PTﬁX 1.1400 1.1354 0.0181 0.0003 1.1354 1.1312
prfleat | 11144 1.1119  0.0652  0.0043 0.9577 0.9615

Resulted histograms for T'=5
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Figure B.2: This figure shows the histogram of the simulated terminal value of the asset portfolio (top
left), fix strike guarantee (top right) and floating strike guarantee (bottom) with maturity 7' = 5.

To P*: Remember that K" = 1.1287. In most of the cases the fraction of the investment portfolio
is smaller then the strike, i.e. aAr < K2I' so the exchange option is out-of-the-money (a = 0.9).
To Pqﬂ': In the Vasicek model negative interest rates are possible, so the bank account can be
decreasing. So the initial investment G = 0.9982 can decrease either.

150



Appendix B

Simulating Ar, Pjﬁx and Pjﬂ' for T'=10

Table B.2: Summery distribution and risk for 7' = 10

Mean Median SD Variance VaRgog; CVaRgoss
A 1.3693 1.3603 0.1573  0.0247 1.0094 1.0165
Prfix | 1.3738  1.3574 0.0484  0.0023 1.3574 1.3465
Prfloat 113068  1.2983  0.1407  0.0198 0.9892 0.9950
Resulted histograms for 7' = 10
25
20 6oy
< T
g 15t g 401
g 1.0fF 2
5 § 20/
0.5-
0.0p i ) ) ) ) - -1 or L - - - - - -
0.8 1.0 1.2 1.4 1.6 1.8 2.0 2.2 14 1.5 1.6 1.7 1.8 1.9 2.0
3.0F ‘ ‘ ‘
250
T 20F
_a§ 151
g 10F
0.5F
0,0*‘ ) ) ) ) ) -
0.8 1.0 1.2 14 1.6 1.8 2.0

Figure B.3: This figure shows the histogram of the simulated terminal value of the asset portfolio (top
left), fix strike guarantee (top right) and floating strike guarantee (bottom) with maturity 7' = 10.
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Simulating Ar, Pjﬁx and Pjﬂ' for T = 20

Table B.3: Summery distribution and risk for 7" = 20

Mean Median SD Variance VaRgog; CVaRgoss
A 1.9731 1.9450 0.3380 0.1142 1.2529 1.1900
PTﬁX 2.0343 1.9852 0.1273 0.0162 1.9852 1.9522
Prfloat |1.8533  1.8261 0.3160  0.0998 1.1854 1.1263

Resulted histograms for 7' = 20
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Figure B.4: This figure shows the histogram of the simulated terminal value of the asset portfolio (top
left), fix strike guarantee (top right) and floating strike guarantee (bottom) with maturity 7' = 20.
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B.7.8 Simulating buffer at time ¢t =T and t =1

Table B.4: Risk measures for varying fractions of fix strike guarantees with T'=5

t=T t=1

Nax | VaRogss CVaRposs Variance VaRpg9s CVaRyoss Variance

0 0.158366 0.153661 0.00477675 0.0695071 0.0685395 0.000867232
0.1 | 0.155018 0.150083 0.00459635 0.0676866 0.0664799 0.000809602
0.2 | 0.153047 0.147995 0.00448746 | 0.0666358 0.06559 0.000776033
0.3 | 0.152547 0.147496 0.00445008 | 0.0670639 0.0659501 0.000766526
0.4 | 0.153289 0.148596 0.0044842 0.0693217 0.0675758 0.000781079
0.5 | 0.155649 0.151379 0.00458983 0.0724549  0.0705056 0.000819694
0.6 | 0.160002 0.155794 0.00476696 0.0768014 0.0746235 0.00088237
0.7 | 0.165866 0.161707 0.0050156 0.0815773 0.0797514 0.000969107
0.8 | 0.173245 0.169065 0.00533574 0.0876077 0.0857038 0.00107991
0.9 | 0.181964 0.177767 0.00572739 0.0942533 0.0923372 0.00121477

1 0.191561 0.187596 0.00619055 0.101819 0.0995766 0.00137369
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Risk measures for varying fractions of fix strike guarantees with 7T'=5
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Figure B.5: This figure shows the different risk measures of the buffer for varying frictions of fix strike
guarantees nax. The solid line refers to the buffer value at maturity 7' = 5 and the dashed line refers to

the buffer value at ¢t = 1.
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Table B.5: Risk measures for varying fractions of fix strike guarantees with T' = 10

t=T t=1

Nax | VaRoges CVaRgggs  Variance VaRg.995 CVaRg.oss5 Variance

0 0.27178 0.2635 0.00959667 | 0.0680055 0.0659657 0.000726966
0.1 | 0.258107 0.250383  0.00901034 | 0.0638115 0.0623843 0.000648894
0.2 | 0.247923 0.240807  0.00871245 | 0.0619253 0.0601993 0.000601434
0.3 | 0.242179 0.235614 0.008703 | 0.0612037 0.0598364 0.000584585
0.4 | 0.241614 0.235473 0.008982 0.0631142 0.0616242 0.000598349
0.5 | 0.247745 0.241224  0.00954944 | 0.0671364 0.0655056 0.000642724
0.6 | 0.261498 0.252229 0.0104053 0.0721997 0.0711717 0.000717712
0.7 | 0.277029 0.268522 0.0115496 0.0799544 0.0782453 0.000823311
0.8 | 0.296498 0.289293 0.0129824 0.0882434 0.0864377 0.000959522
0.9 | 0.321584 0.313722 0.0147036 0.0979583 0.095453 0.00112635

1 0.348025 0.34093 0.0167133 0.107906 0.105128 0.00132378

Risk measures for varying fractions of fix strike guarantees with 7' = 10
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Figure B.6: This figure shows the different risk measures of the buffer for varying frictions of fix strike

guarantees 7sx. The solid line refers to the buffer value at maturity 7' = 10 and the dashed line refers to
the buffer value at ¢t = 1.
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Table B.6: Risk measures for varying fractions of fix strike guarantees with T' = 20

t="T t=1

Nax | VaRoges CVaRggss  Variance VaRggs CVaRgoss Variance

0 0.52785 0.510567 0.0231846 | 0.0574121 0.0561246 0.000521507
0.1 | 0.490174 0.475111 0.0219246 | 0.0541114 0.05286 0.00045967
0.2 | 0.462045 0.447466  0.0219002 | 0.0522175  0.0509258 0.000421634
0.3 0.44294 0.43029 0.0231115 | 0.051976 0.0507322 0.000407402
0.4 | 0.439257 0.427366  0.0255585 | 0.0536088  0.0525241 0.000416972
0.5 | 0.450904 0.441922 0.0292411 | 0.0571585  0.0563008 0.000450344
0.6 0.4851 0.474488 0.0341593 | 0.0630621  0.0618151 0.00050752
0.7 | 0.532326 0.522464 0.0403132 | 0.0697324 0.0686174 0.000588497
0.8 | 0.592056 0.581094 0.0477028 | 0.0771709 0.0762803 0.000693277
0.9 | 0.659804 0.647062 0.056328 0.0856038  0.0845477 0.00082186

1 0.732273 0.717069 0.0661889 | 0.0946566  0.0933164 0.000974245
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Risk measures for varying fractions of fix strike guarantees with 7' = 20
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Figure B.7: This figure shows the different risk measures of the buffer for varying frictions of fix strike
guarantees 7sx. The solid line refers to the buffer value at maturity 7' = 20 and the dashed line refers to

the buffer value at t = 1.
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Optimal fraction of fix strike guarantees for varying 7z and T with fixed

g = 0.15
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Figure B.8: This figure presents the optimal fraction of fix strike guarantees 7sx depending on the
stock fraction wp and the time to maturity 7. The left figure shows the optimal fraction depending on
T for different levels of mp and the right figure shows the optimal fraction depending on 7wp for different
maturities T'. For the left line, the black solid line refers to mg = 0, the black dashed line to mg = 0.2, the
dotted line to g = 0.4, the gray solid line to 7 = 0.6 and finally the gray dashed line to 7z = 0.8. For
the right figure, the solid line refers to 7' = 5, the dashed line to 7' = 10 and the dotted line to T" = 20.
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Convexity depending on the maturity 7T for different levels of np with fixed
s = 0.15

Convexity

Figure B.9: This figure shows the convexity of the buffer depending on the maturity for varying levels
of . Max is chosen such that the interest rate sensitivity of the buffer is zero. The black solid line refers
to g = 0, the black dashed line to mp = 0.2, the dotted line to g = 0.4, the gray solid line to 7 = 0.6
and finally the gray dashed line to 7 = 0.8.
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1 year risk measures for varying bond fraction
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Figure B.10: This Figure presents the 1 year risk measures of the buffer for varying stock fraction mp.
The upper left figure illustrates the VaRo.995, the upper right figure shows the CVaRp.9s5 and the lower
figure presents the Variance. The solid line refers to a time to maturity 7' = 5, the dashed line to T' = 10
and the dotted line to T" = 20.
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Contour plot of the optimal fraction of fix strike guarantees depending on T’

and pip

Figure B.11: This Figure presents a contour plot of the optimal fraction of fix strike guarantees nax
depending on the maturity 7" and the bond fraction 7g. 7sx is choose such that the interest rate sensitivity

of the buffer is zero. The brighter the surface, the higher is the 7gx.

Contour plot of the convexity of the buffer depending on 7" and pip
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Figure B.12: This Figure presents a contour plot of the convexity of the buffer depending on the maturity
T and the stock fraction mg. nax is chosen such that the interest rate sensitivity of the buffer is zero. The

brighter the surface, the closer the convexity is to zero.
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Optimal fraction of fix strike guarantees for varying 7g and T with fixed

g =04
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Figure B.13: This figure presents the optimal fraction of fix strike guarantees 7sx depending on the
stock fraction mg and the time to maturity 7. The left figure shows the optimal fraction depending on
T for different levels of s and the right figure shows the optimal fraction depending on 7s for different
maturities T'. For the left line, the black solid line refers to ms = 0, the dashed line to ws = 0.2, the dotted
line to s = 0.4 and finally the gray solid line to mg = 0.6. For the right figure, the solid line refers to
T = 5, the dashed line to 7" = 10 and the dotted line to 7" = 20.
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Convexity depending on the maturity T for different levels of ng with fixed
g =04
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Figure B.14: This figure shows the convexity of the buffer depending on the maturity for varying levels
of ms. nax is chosen such that the interest rate sensitivity of the buffer is zero. The black solid line refers to
ms = 0, the dashed line to ms = 0.2, the dotted line to ms = 0.4 and finally the gray solid line to g = 0.6.
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Appendix B

1 year risk measures for varying stock fraction
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Figure B.15: This Figure presents the 1 year risk measures of the buffer for varying stock fraction ms.
The upper left figure illustrates the VaRp.g995, the upper right figure shows the C'VaRp.0s5 and the lower
figure presents the Variance. The solid line refers to a time to maturity 7" = 5, the dashed line to T'= 10
and the dotted line to T = 20.
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Appendix B

Contour plot of the optimal fraction of fix strike guarantees depending on T’

and pig
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Figure B.16: This Figure presents a contour plot of the optimal fraction of fix strike guarantees nsx
depending on the maturity T and the stock fraction ms. nsx is choose such that the interest rate sensitivity

of the buffer is zero. The brighter the surface, the higher is the ngx.

Contour plot of the convexity of the buffer depending on T and pig

Figure B.17: This Figure presents a contour plot of the convexity of the buffer depending on the maturity
T and the stock fraction ms. nax is chosen such that the interest rate sensitivity of the buffer is zero. The

brighter the surface, the closer the convexity is to zero.
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Appendix C

Appendix to Chapter 3

C.1 Proof of Proposition 3.4.2

Recall that the arbitrage-free price at time ¢ of the payoff L is given by the following:
(i) Low equity ratio: For o < %, it holds
Li=A; — (1 —a+aP)Call(K3). (C.1)
(i) High equity ratio: For o > %, it holds
Ly = Ay — (1+ ) Call(K>) + aCall(K7). (C.2)

where the strikes K1, K, and K3 are defined as in Equation (3.7) and Call(K) = Call'P%) (K, 0 4,t)

is given by the Black and Scholes pricing formula (w.r.t. the returns), i.e.
CallPN(K,04,t) = AN (di(K,04)) —e " T VKN (do(K, 04)), (C.3)

In (%) + (r+10%) (T —t)
O'A\/Tft

The interest rate sensitivity of the asset portfolio is then given by

where di(K,04) = and dy(K,04) = d1(K,04) —oavVT —t.

Ay = Aoem(A)u+(1—m(A))r—%(m(A><7)2+m(A)UW,~,

0A;

= (1- m(A))A()em(A)“—"_(l_m(A))r_%(m(A)U)Q'i'm(A)O-Wt —(1- m(A))At.
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(K, 00) = In (%) + (r+30%) (T -1 _ ImA, —InK+ (r+30%) (T —1t)

oavI —t oaVT —t
In Ay In K Jr7’\/TftJr 10AVT -t
B UA\/ﬁ oavT —t A oA
9d\(K,04) _ oln A, N T-t_ + % N T—1 _ 1—m@ T ¢

or oaVvVT —t OA oavIT —t OA oaVvVT —t OA
(L—mW)NT —t)  9ds(K,04)
oaVvVT —t N or

ON(dy(K,04))  ON(di(K,04)) ddy(K,04) (1 —mAW)(T — 1)

= Nl(dl(K, O'A))

or o 8d1(K,aA) or oavVIT —t
ON(dy(K,04))  ON(da(K,04)) dda(K,04) (1 =mM)(T - 1)
or  0dy(K,04) or = N'(da(K, 04)) oaVT — 1t

0Call'BS) (K, 04,t) 0A,

N (K, 00)) + 4 2N D1 04))

u o ar
(e TT- K | .
— %N(dg(K, o’A)) _ e—7(T—t)Kw
A di(K
O 1)) + 4,2 7)
(T —t)e " T DKN(do(K,04)) — eﬂ«mﬂKW
— V(T —
=(1 —m(A))AtN(dl(K,UA)) +AtNl(d1(K, O'A))(l mW)(T —t)
oaVvVT —t

(T = e =D KA (dy(K, 04)

(1= m)(T —1)

—e " TTI KN (do(K, 04))
oavl —t
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