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Abstract: Annuities providers become more and more exposed to longevity risk due to the increase
in life expectancy. To hedge this risk, new longevity derivatives have been proposed (longevity
bonds, g-forwards, S-swaps...). Although academic researchers, policy makers and practitioners have
talked about it for years, longevity-linked securities are not widely traded in financial markets, due in
particular to the pricing difficulty. In this paper, we compare different existing pricing methods and
propose a Cost of Capital approach. Our method is designed to be more consistent with Solvency II
requirement (longevity risk assessment is based on a one year time horizon). The price of longevity
risk is determined for a S-forward and a S-swap but can be used to price other longevity-linked
securities. We also compare this Cost of capital method with some classical pricing approaches. The
Hull and White and CIR extended models are used to represent the evolution of mortality over time.
We use data for Belgian population to derive prices for the proposed longevity linked securities based
on the different methods.

Keywords: stochastic longevity risk; S-forward; S-swap; solvency capital requirement

1. Introduction

Significant improvements in longevity have been experienced in most developed countries.
For annuity providers, longevity risk, i.e., the risk that future mortality trends differ from those
anticipated constitutes an important risk factor.

Under the new European regulatory environment for the insurance industry, Solvency
II, it becomes a requirement for insurers to measure and evaluate longevity risks
(Levantesi and Menzietti (2006)). As a consequence, the level of the capital required for longevity is
increasing ( EIOPA (2011)), and this creates the need for some longevity risk management solutions.

In the past, annuity providers were only able to transfer the longevity risk to reinsurer who
can offer a standardized, or a customized hedging with no residual basis risk, but this risk transfer
arrangement has become increasingly expensive and present a large counterparty credit risk. In
addition, the capacity of reinsurers is limited because longevity risk cannot be diversified, and, as
a consequence, just few reinsurers accept taking longevity risk (Blake 2008). Hence, finding other
alternatives to transfer the longevity risk, notably securitization, became a necessity (Cox et al. 2013;
Li et al. 2019). Another de-risking approach for a pension provider are the pension buy-in and the
pension buy-out (D’ Amato et al. 2018).

In recent years, some longevity derivatives arose. These products are based on mortality /longevity
rates, similar to those existing in the financial market (Blake et al. 2011).

The two main longevity linked securities that were proposed in the literature are longevity bonds
(Blake and Burrows 2001), and survival swaps (Dowd et al. 2006).

Longevity swaps are considered better because their transaction costs are lower, are more flexible
and could be customized to suit individual circumstances. Moreover, they do not require the existence
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of a liquid market. Therefore, longevity swaps appear to be the most relevant derivative to consider
for hedging longevity risk.

Like the interest rate swaps, the survival swaps can be broken down into a collection of more
simple derivative: the Survival-forwards (Coughlan et al. 2007).

These derivatives have attracted many researchers and practitioners who have published many
papers on this subject, but because of the pricing difficulties, and the fact that these products remove
only the longevity risk, they are still not widely traded in the financial market (Lin et al. 2015).

Some authors have introduced a new methodology inspired by Solvency II: the pricing of longevity
derivatives using the Cost of Capital approach. A version of this method has been proposed by
(Levantesi and Menzietti 2006) in a discrete time model. In this paper, we generalize this approach in
two directions: first, we use a risk measurement more in line with Solvency II and based on successive
one-year time horizons; secondly, we model longevity risk with continuous time processes, as they
offer analytical tractability and can be used for the pricing of financial instruments. We also study the
consistency between this Cost of Capital approach (COC) and three important classical pricing methods
used in finance: risk-neutral pricing, Wang transform and Sharpe ratio. This paper is organized as
follows: in Section 2, we give the general pricing framework for the S-forward with the classical
COC approach, then the same framework is provided in Section 3 for the S-swaps. In Section 4,
we translate the theoretical framework into a numerical illustration, enabling the analysis of the
consistency between the proposed and the existing classical pricing approaches. We show that none
of these methods is completely consistent with the COC approach. Finally, in Section 5, we provide
conclusions.

2. Survival-Forwards

As an interest-rate swap is essentially a portfolio of forward-rate agreement (Hull 2009),
the survival swap can be broken down into a collection of a more simple derivative:
the Survival-forward. Therefore, we will begin our study by focusing on them.

2.1. Definition and Structure

A Survival forward (or S-forward) is an agreement between two counterparties to exchange at a
future date T (the maturity of the contract), an amount equal to the realized survival rate of a given
population cohort (floating leg), in return for a fixed survival rate agreed at the inception of the contract
(fixed rate payment), as shown in Figure 1.

Notional % Fized Survival Rate
Fixed Leg Payer Floating Leg Payer

Notional X Realized Survival Rate

Figure 1. S-forward.

For easiness of representation, we consider the notional amount equal to one monetary unit.
The payoff of the S-forward is then given by:

PﬂyOff(T) = Tpx_Tpx’ (1)

where . p, is the realized survival rate (F measurable), and . p, is a fixed probability of an individual
aged x at time O to be alive at age x + T (F measurable).

2.2. Assumptions

In order to price the S-forward and S-swap, we will need to make some assumptions. For the
whole paper, we will consider the following:
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*  The longevity is stochastic through one explanatory variable, the mortality intensity denoted by
1x(t, w), which represents the force of mortality for an individual aged x + ¢ at time .

e For this mortality intensity, we consider two affine stochastic time-continuous models
(Luciano and Vigna 2015):

1.  Hull and White model (HW):

dpx(t) = b(E(t) — px(t))dt + odw(t), @

2. Cox-Ingersoll-Ross (CIR) extended model:

dpx (t) = b(E(E) — pa(£) )t + 0/ i (B)dw (). ®)

With &(¢) = b " and A, B, b, o all positive numbers, w a standard Brownian motion under the
real world probability measure P.
The CIR model guarantees the positivity of the force of mortality.

e The spot interest rate r(t,w) is stochastic and is solution of an SDE (Stochastic Differential
Equation) of the form:
dr(t,w) = h(t,r)dt +z(t,r)do(t, w), 4)

where h and z are two given functions.

¢ wand @ are independent standard Brownian motions under the real probability measure PP.

e Wedenote by V(t, T) the price at a given time ¢ of an S-forward with maturity T.

¢  The survival index at time ¢ of an individual initially aged x, alive at time t and surviving T-t
years more is given by the following process:

I(x +tT— t) = er ﬂx(u,w)du‘ -

ot
o s =e Jo ()45 i5 the observed survival function (F measurable).

e The two models being affine, the expectation of their survival index is directly given by
(Dowd et al. 2006):
E]}D(I(x + t, T — t) | Fi) = eaIP’(t/T)f/g]P’(tlT)Vx(t)_ (6)

1. Inthe HW model, we have:

T e(BHOT _o(B+b) -
(1, T) = LTI - S = S e T T - TR
Be (1) = (1 —e(170),

2.  In the CIR extended model, we have:

ClR . 85 (e7(T=5) _p=7(T—s))
=24 ft (2y+b) 67T )+ (2y—b)e~7(T—s) ds, (8)
,BCIR( ) s1nh('y(T t))
p (L 9 cosh(y(T—t)+3bsinh(y(T—t))"
with ¢ = 7(1’2*%‘72)%

e P(t,T)=Eg(e” S r()ds | F¢) is the price at time ¢ of a zero coupon bound with maturity T under
the risk-neutral probability measure Q.

®  There is no basis risk: the insurer’s reference population is the same as in the longevity
linked security.

¢ There is no counterparty default risk.
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2.3. S-Forward Pricing by Cost of Capital

There is an ongoing debate and many authors have addressed the question of how to price
longevity-linked securities, but the calibration of the market price of longevity risk remains an open
question as “ in one hand, there is a quest for actuarial or economic methods of how to derive prices
“conceptually” and, on the other hand, there is the problem of how to derive prices given a certain
methodology, i.e., what data to use for calibration purposes ” (Bauer et al. 2010).

Some authors have suggested that, following the directive of Solvency II, the price of longevity
linked securities could be associated with the Solvency Capital Requirement (SCR) to cover unexpected
losses (Borger 2010).

Levantesi and Menzietti (2006) have proposed to price a S-forward using the risk margin implicit
within the calculation of the technical provisions as defined by Solvency II.

The overall idea is based on linking the price of longevity-linked securities with the capital that
the insurer should hold to cover unexpected losses: according to Solvency II, insurance liabilities that
cannot be hedged are evaluated as the sum of a best estimate and a risk margin (RM), which is the
market value of the uncertainty on insurance liabilities. The RM is determined by the cost of capital
approach based on the SCR, the capital required to cover with 99.5% probability the unexpected losses
on a one-year time horizon.

In other words, by entering an S-forward, the insurer can lower its exposition to the longevity
risk and, in consequence, the SCR for longevity risk can be mitigated, or even reduced to zero if
the longevity risk is completely covered, and so does the corresponding RM. Hence, the price of an
S-forward shouldn’t be higher than the cost of holding the SCR; otherwise, insurers won't be interested
in buying it. In fact, this approach provides an estimation of the maximum price that the insurer would
be willing to pay to transfer longevity risk.

Let’s consider a T-years S-forward contract (Figure 2).

Cashflow

0 i i+1 T

Figure 2. T-years S-forward contract.

Under this approach, the price of the S-forward at time ¢ is given by:

V.

coc

(£ T) = BE{ + RM;, )

where BE} is the best estimate, equal to the discounted expectation of the payoff of the S-forward at
time ¢ under the real-world measure, and RM; the risk margin.
At time 0, we obtain:
Ve (0,T) = BE§ + RMy, (10)

where BEg) is as follows:
BES = P(0, T)(Ep(I(x,T) — ;Px)- (11)

The risk margin is defined as the present value of future returns on the successive SCRs:

T-1
RMy=C% Y_ SCR; P(0,i+1), (12)
i=0

where SCR; is the solvency capital Requirement to cover with 99.5% probability the unexpected losses
for year i, and C is the Cost of Capital rate (6% in Solvency II).

These future SCR; are random variables. In order to compute the initial risk margin R M, we need
to use their estimation at time 0 denoted by: SCR; = SCR; lo -
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The risk margin at time 0 becomes then:

T-1
RMy = C% Y SCR; P(0,i+1). (13)
i=0

In order to determine the price of an S-forward, we will need to calculate the estimation the future
solvency capitals. Solvency II provides different methods to calculate these capitals. We will consider
the VaR (Value at Risk) method, which measures the potential loss in value of a risky asset or liability
over a defined time horizon for a given confidence level, say 99.5% (Solvency II standard).

2.3.1. Levantesi and Menzietti’s Specification

A first approach developed by (Levantesi and Menzietti 2006) is based on the VaR of the payoff at
99.5% from the moment of calculation until maturity, as represented by Figure 3:

Cashflow

SCR, H
| | | | | | | |
| | | | \ | \ |
0 i i+1 T

Expectation VaR

Figure 3. Computation of the successive SCR; in the Levantesi and Menzietti’s specification.

Explicitly, the SCR; are given by:

SCR; = VaRsgsy,(P(i,T)Payoff, " — BEF) (14)
= P(i,T)VaRgo sy, (I(x, T)rpx)—P(i, T)(Ep(I(x,T) — ,p,)) (15)
VaRgg 59, (P(i, T)(I(x, T),p,))—P(i, T)(Ep(I(x, T) — 1 .)) (16)

P(i, T)(I(x,i)[VaRog 59, (I(x + i, T —i)) — Ep(I(x,T))], (17)

SCRi |y = P(i,T)[Ep(I(x,i))VaRogso,(I(x +i, T — i) — Ep( I(x, T))]. (18)

From expression (18), we can see that the Value at Risk is measured on the whole interval [i, T].
The price of the S-forward is then equal to:

Veoc(0,T) = PO, T)(Ep(I(x,T)) — ;P,)

19
+ 6%2?;01P(i,T)P(O,i+1)[E]p((l(x,i))VARgg/S%(I(x+i,Tfi))pr(I(x,T))]. (19

2.3.2. Our Specification

To be more consistent with the logic of Solvency II, we propose to adopt another formulation:
the SCR at time i should cover with 99.5% probability the unexpected losses on a one-year time horizon
(the interval [i, i + 1]), and we consider mortality evolution’s up to time i, and from i + 1 to T according
to their best estimates (Figure 4) :
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\ | | SC\RL | | l|T

‘[} | | ‘i 1| o | | TI

\ J \ /
f 7 |

Expectation VaRr Expectation

Figure 4. Computation of the successive SCR; at time 0 in our specification.

Then, the expression of the SCR; becomes:

SCR; = VaRgg59,[BE} 1 P(i,i + 1) — BE'], (20)
where
BE! = (I(x,i+ 1)Ep(I(x +i+1,T—i—1)— .p.))P(i +1,T). (21)
In addition,
BEY = (I(x,i)Ep(I(x+i,T —i) — p,))P(i, T). (22)

The SCR; is then given by:

SCR; = P(i,T)VaRogse,[I(x,i +1)Ep(I(x +i+1,T —i—1)) — I(x,i)Ep(I(x +i,T —i))] )
= P(l, T)I(x, i)[VaR99,5%(I(x + 1,1))E]p( I(X +i4+1,T—i— 1)) — E[P( I(x +1i,T— l))}

Therefore, the estimation of SCR; |y can be given by:

SCR; |o= P(i, T)Ep(I(x,i))[VaRgg 50, (I(x +1,1)) — Ep(I(x+1i,1))]Ep(I(x+i+1,T—i—1)). (24)
The risk margin at time 0 is then equal to:

RMy = 6% Yo' [Ep(I(x,i))[VaRogse, (I(x +i,1)) — Ep(I(x +i,1))]Ep(I(x +i+1,T —i—1))P(0,i + 1)P(i, T). (25)

Finally, the price of the S-forward with the COC approach is:

Veoc(0,T) = P(0,T) (Ep[I(x,T) = +Px])
+ 6% Tf[EP(I(x,i))[VaRgg,s%(I(x +i,1)) — Ep(I(x+1,1))] (26)
i=0

Ep(I(x+i+1,T—i—1))P(0,i +1)P(i, T).

Let us apply these methods in two particular mortality models.
HW Model

In order to determine the explicit expression of the price, we need to compute:
i+1
VaRgo 59, (I(x +1,1)) = VaRggso, (e~ Ji 1)),

In general, we have:
VaR(I(x +t,T — 1)) = VaRgg s, (e~ Ji #(5)85) = VaR (X)), 27)

We know that: ,
I(x+tT—t)= e~ Ji mlww)du — X(ET). (28)
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One can show that, under the real-world risk measure P, we have :
X(t,T) ~ N(m(t,T), n(t, T)?). (29)

Thus, the survival index I is log-normally distributed with:

—b(T—1) _
m(t,T) = Vx(t)(eibl) — B(}ﬁf;) (EB(T#) -1) - b(?;f;) (e*b(T*” -1), 30
> 1oe b1 (1—e NT-D)2 (30)
O )
Then, we have:
VﬂRgg/S%(I(X =+ t, T — t)) — eM(f,T)+Z;7H(t,T), (31)

where z; = 7 is the quantile of a normal distribution N(0, 1) .
We consider 7 = 0,995, z; = 2,58 (Solvency Il standard). Finally, the price of the S-forward at
time 0 becomes:

HW HW HW
Vcoc (0,T) = P(0,T)(e" O~ 0Dk _ P
T sl oo (04)=BH™ (0,1)ux (0) [em (i) 2yn (1) (32)
_ eagw(i,iﬂ)_ﬁgw(i,i+1)m]eagw(i+1j)_ﬁgw(i+1,T)yx(i+1)]P(O, i+1)P(i,T),

HW HW

with 7ix (i) = E; (ux(i)) and &, (., T),B, (., T) are given by Equation (7).
CIR Model

Let us here consider that the intensity of mortality follows the CIR process. The same as in the

ri+1
HW model, we will need to determine VaR (e~ /i ' 1:()4) but as it is not easy to find an analytical
solution, we will simulate it in Section 4. The price of the S-swap is then given by:

VCIR (0,T)

coc

P(0, T) (e OD=FEOTI0) — p )

+ 6% T (e 0D BER OO [yaR (e~ S rse)ds) (33)
_ G- g”{(i,i+1)m]eaglR(iH,T)fﬁ%m(i+1,T);¢X(i+1)]p(oll-_|_1)p(i, T),

CIR R

CI
where ap (., T) and Bp (., T) are given by Equation (8).

2.3.3. Pricing at Any Time ¢

Following our same reasoning, we give the expression of SCR; at any time ¢ (0 < ¢ < 7) under the
COC approach (Figure 5):

Vv

coc

(t,T) = Pt T)I(x,t)Ep(I(x+t,T—t))
+ 6% I(x, ) Ep(I(x +t,i—t))[VaRgg sy, (I(x +i,1)) — Ep(I(x +1i,1))] (34)

Ep(I(x+i+1,T —i—1))P>i, T)P(t,i+1).
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Cashflow
SCR, H
| | | N | | |
\ | | | | | | |
0 t i i+1 T
F, measurable Expectation VaR Expectation

Figure 5. Computation of the successive SCR; at any time t in our specification.

HW Model

We determine under our philosophy the price of an S-forward at time ¢ (0 < ¢ < T) using the Hull
and White model:

HW HW
V(B T) = P(tT)pits.ete (T =he (Tt) —
+ 60/023;71[tpibs-e‘xugw(t'i>_ﬁn§1w<t’i>ﬂ"(t) [em(i,i+1)+zqn(i,i+1) (35)
_ ezxgw(i,i+1)7ﬁgw(i,i+1)m]elxgw(i+1j)fﬁgw(i+1,T);4x(i+1)]p(i, TYP(t,i+1).
CIR Model

Let us here consider that the intensity of mortality follows a CIR process. The price of the
S-forward at time t (0 < t < T) becomes:

CIR CIR CIR
Vo (6T) = P(t,T)[psts.ete Db (tD1) — 5 ]
b6 et (DB 0 [ygR (e ST (o)) (36)
_ ezxﬂcj,IR(i,i+1)7‘BHC>IR(i,i+1)yx(i)]eaﬂgm (i+1,T)7ﬁHC,,IR(i+1,T);¢x(i+1)]P(i/ TYP(t,i+1).

2.4. Comparison with Classical Methods

We develop in this section the pricing of the S-forward contract, following other alternative
theoretical formulas to compare with formula (34):

®  The risk-neutral approach (Cairns et al. 2006a),
e  The Wang transform (Wang 2002),
*  Sharpe ratio (Milevsky et al. 2005).

Numerical comparisons will be given in Section 4.

2.4.1. Risk-Neutral Approach

The risk-neutral pricing is a technique widely used in quantitative finance to compute the values
of derivatives, and could be adapted to price longevity-linked securities.

As discussed in some papers, (see for example (Cairns et al. 2006b)), this approach is not ideal
to price longevity derivatives as the longevity market is immature, and this method requires the
availability of a considered amount of data. However, it is interesting to explore the risk-neutral
pricing formula for comparison purpose.

Under the risk-neutral probability measure Q,, the price of an S-forward at time ¢ is given by:

Vo, (t,T) = P(t, T)[ip8"Eq, (I(x + £, T = 1)) = 1 p, | Fi], (37)
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where A is the market price of longevity risk.
We first consider the HW model to get an explicit expression of the S-forward price. We assume
that py(t) follows the HW process given by (2).
Let s introduce the market prices A(t, ux(t)) associated with longevity risk, and let w*(t, w) =
f o Mt (s
We Con51der a model with a constant market price of risk A(t, ux(t)) = A.
The SDE of the force of mortality under the risk-neutral measure becomes:

du2r (1) = (2(t) — bux () + oA)dt + odw* (t). (38)

From Equation (38), we see that a positive value of A would increase the drift of the force of
mortality. To follow the same insurer’s logic, by overestimating the survival process expected value
and underestimating the mortality, we have to choose a negative value for A.

Under the risk-neutral measure, the survival probability takes the form:

Eq,(I(x +1,T — ) = "0 WP (tDi(t) )

where ucgw(t T) and ﬁHW(t T) are given by:

a%‘:(t, T) = %[e_brf(u-bg;;(swﬁ BT Bt] sz[ (1— e b(T- )) —T+f]— %(1 _ e—h(T—t))Z _ %(1 —exp(—b(T — 1)),
(40)
By, (t,T) = $(1—e-b(T-0),
Hence, the price of the S-forward at time ¢ with the risk-neutral approach is as follows:
HW _ pHW
Vo, (4,T) = Pt T)(p= ' TP ED0 ), @)

CIR Model

Let us now assume that i, (t) follows the CIR process given by (3).

We introduce the market prices A(t, ji(t)) associated with longevity risk, w*(t, w) = w(t,w) —
fo (8 pa(s

Under the real-world probability measure P, w* is a Brownian motion with drift, and therefore is
not a martingale. According to Girsanov’s theorem, w* (¢, w) is a standard Brownian motion under the
risk-neutral measure Q.

The SDE of the force of mortality becomes:

A (1) = (E(8) = bpux () + Aoy (£)dt £ e () (1) (42)
CIR _ pCIR
The survival probability also takes the form: Ep(I(x +t,T —t)) = '@ (ET) =gy (E ()
We assume that the market price of longevity risk has the following classical form: A = #\/ ()
with « is a constant.
Equation (42) then becomes:

A (1) = (&(t) — (b — ox) px())dt + o/ e () dew* (1), (43)
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The parameters zx&R(t, T) and ﬁ&R(t, T) are given by:

CIR . T ng(g'Y(T_s)fg_'\/(T_s))
aQ,\ (t’ T) =24 ff (2y+b—0k)e"(T=5) 4 2y —b4ox)e~1(T—3) ds,
(44)
CIR o sinh(y(T—t))
ﬁQA (t,T) = 7y cosh(y(T—t)+1 (b—o«) sinh(y(T—t))’
. b—ox)24202)3
with ¢ = ((b=gr) +207)2 ‘7”)2 o)2
Finally, the price is given by:
aR(ET)—BGR (8T px (1)
Vor (1T) = P(ET)[pe * T % Al (45)

2.4.2. Wang Transform Approach

The Wang transform method is a distortion approach that is based on a distortion operator
(Leung et al. 2018). In the insurance context, this operator converts the best estimate of the survival
index into its risk equivalent using a specific price of risk. This procedure was presented by
(Dowd et al. 2006) as a pricing method used in the pricing of several over-the-counter longevity
swaps in practice, and used for instance by (Denuit et al. 2007).

The Wang distortion risk measure is given by:

(e )

o5 (1) = [ gs(Fals))ds (46)

where x is a continuous non-negative random variable.
F(s) is its decumulative function, and g; is the distortion function assiciated with the distortion
parameter 6 and given by:
gs(s) = @(@7'(s) +9), (47)

where ®(.) is the cumulative standard normal distribution
Then:

g, 15T =) = [“ (@7 Fyeyr4(5)) + )i (49)

The price of the S-forward at time ¢ is then given by:

Vivang (8. T) = P(£, T) [ 2% pg, (I(x + £, T = 1)) = 1 p, | Fil. (49)

Wang

HW Model

To obtain an explicit expression of the S-forward price with the HW model, we need to determine
the formula of pg (I(x +t, T —t)).

The Wang distortion of a log-normal distribution is still log-normal with a corrected

drift parameter:

eN(m(t,T),nz(t,T)) _ eN(m(t,T)+5n(t,T),n2(t,T)). (50)

Thus:
n(t,T)2

ng(l(x +tT—t) = (B T)+on(LT)+ =5 (51)
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The price of S-forward with Wang approach at time t is finally given by:

n(t,T)2
VI (4 T) = P(t, T)[ppors emtT)+on(tT)+ e )] (52)

Wang

CIR Model

Because of its complicated distribution, it is not easy to find an explicit formula for
pgs(I(x +t, T —t)). Hence, we will need an SDE discretization scheme.
For the CIR model, the Euler discretization scheme is as follows:

pa(t+ A1) = p(8) + (G () = bpx(£)) A + 0/ pux (£) Do (8). (53)

In order to simulate the survival index I(x + ¢, T — t), we will make a classical assumption often
encountered in life insurance theory: we will suppose that the force of mortality is piecewise constant
between each point computed by the above Euler discretization.

We will use an R numerical simulation to determine the price of the S-forward; the algorithm will
be described in Section 4.

2.4.3. The Sharpe Ratio Approach

The Sharpe ratio method was used for instance by (Milevsky et al. 2005) and by (Loeys et al. 2007)
to price g-forwards. It is a standard deviation principle that does not use a transformation of
survival probabilities.

In liquid financial markets, the Sharpe ratio provides a benchmark for the determination of risk

premia. The Sharpe ratio is given by:
market p —7Tf
S =—, (54)
p
where 7, is the expected return of the portfolio, ¢ is the risk free rate and o) is the standard deviation
of the portfolio return.

Using the analogy to the Sharpe ratio in financial market, the Sharpe ratio in the insurance context
(Barrieu and Veraart 2014) is equal to the excess payoff on the longevity-linked securities over its best
estimate divided by its standard deviation:

glnsurance V(X) — Ep(X)

T w®) >

According to this approach, the price of the S-forward is given by:

1% (t,T):P(t,T)(tpi’bsE]p(I(ert,Tft))—Tﬁx+Stp0bs\/var]p(l(x+t,T—t))), (56)

Sharpe X
where S is the chosen fixed Sharpe ratio, and varp(I(x + t, T — t)) is the variance of the survival index.
HW Model
The variance of the survival process is as follows:
varp(I(x + £, T —t)) = Vp(eXED)) = Vp(eN(m(t'T)'”(t'T)z)). (57)

Then:
varp(I(x+t,T—1t)) = (e”(t'T)2 - 1)ezm(t'T)+"(t'T)z. (58)
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The price of the S-forward at time t is then given by:

Vo (6T) = P(LT) (2 Bp 1(x + £, T = )] =, — §,p2%* \/ (en(bT) — 1)e2mtT)+n(LTR)  (59)
CIR Model
We have:
varp(I(x +t,T—t)) = Ep[I(x +t, T —t)] — Ep[I(x +t, T — t)]?, (60)
where: .
E]}‘D[ I(x +t, T— t)Z} = EIP’ (e_ ft Zyx(s)dS) — g“%m*(t'T)_:B]}CPIR*(trT)ZFX(t) (61)
and:
A2px(t) = ((2G(t) — 2bpx (1))t + V20| 20 () dew(1). (62)
CIR (t,T) and ﬁP "(t, T) are then given by:
CIR* . Bs ev (T $) _e=7"(T=s5))
“p =44 ft 2y +b)er” (T75) 4 (29 ~p)e=1"(1=9) s (63)
ﬁC’R*( ) Slnh(? (T—t))
p (L v* cosh(y*(T—t)+ 3 bsinh(y*(T—t))”
. . b2 +402 3
with y* = %

ap p (t,T)and rx]P "(t, T) can be solved numerically. The variance of the survival index under the

real world probability is:

varp(I(x +1, T —t)) = &% = (D) =BE" (ET2ux(t) _ G2l (4T) =BG (L T)px(1)] (64)

Finally, the price of the S-forward is as follows:

CIR

o (5, T) = P(t, T)(p2ts 8 (D= ET ) — . )
0bs 5 1/ () -BEI (T) 20 _ 2aSIR (1)~ pEIR (1T

P
3. Survival-Swaps

As we mentioned previously, the S-swap is considered as the sum of S-forward contracts.

3.1. Definition and Structure

A Survival swap (or S-swap) is a collection of S-forwards exchanged at a predetermined calendar
times [y, ...., ty]. Schematically, an S-swap can be represented as follows (Figure 6):
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Notional x Fixed survival rate at time t;

Notional x Realized survival rate at time t;

Figure 6. S-swap structure.

3.2. S-Swap Pricing under the Cost of Capital Approach

Let P(s, t1, t, ..., tn) denote the price of an S-swap at time s (with s < #; < t < ... < t,;). Under the
assumption of non-existence of arbitrage opportunities, the price at time s of an S-Swap with ¢, t5, ..., t;
as exchange dates is given by:

n
P(s,t1,tp, crtn) = Y V(s, 1), (66)

i=1

where V (s, t;) is the S-forward price in an approach and a model that have to be specified.
Let us consider an S-swap with 7 cash flows. The price at time s of an S-swap is given by:

n n
PCOC (S, tl/ t2/ ceey tn) = 2 BES,t]‘ + E RMS,tj/ (67)
j=1 j=1
where BES,t]. and RMS,t]. are as follows:
BEs; = P(s, tj)[1(x,s)Ep(I(x +s,t; —s) — 1,Px], (68)
ti—1
RMst; = 6% ), SCR;y, |s P(s,i+1). (69)
i=s
We finally find the price of the S-swap at time s:
Pooc(s, ti,ta,nty) = Z]’.’Zl [P(s, tj)(l(x,s) Ep(I(x+s, ti— s) — t].ﬁx)
+ 6% Y P(, tj)P(s,i+1)I(x,s) Ep(I(x +s,i—s)[VaRogse, (I(x +1i,1)) (70)
— Ep(I(x+i1)]Ep(I(x+i+1,t—i—1)].
HW Model

If we consider that the force of mortality follows the HW process, the price under the Cost of
Capital approach is given by:

HW
PCOC(S'tl'tz'm’tn) = Z?:l[P(s,tj)(spgbsg“%w(s/m*5§W(5rfz’>l4x(5)_tjﬁx)

+ 6% Z:L;l P(i, i’j)P(S,i + 1)Spgbs [eagw(s,i)fﬁgw(s,i)yx(s) (eﬂl(i,i+1)+z,xl1(i,i+l) (71)

eagw(i,z‘-s-l)—ﬁgw(z‘,iﬂ)yx(i))eagw(i+1,t,-)—ﬁ§w(i+1,t,-);4x(z‘+1)].

CIR Model
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If we consider that the force of mortality follows the CIR process, the price under the Cost of
Capital approach is given by:

CIR CIR (g 4.)— BCIR (¢ . N
Pcoc(s’tlftZI-'-ftn) = Z?:l[P(S/tj)(SP?cbsealP (&) =P <S’tx)ﬂx(s>_tjPX)

CIR

+ 6% Zf];sl P(i, tj)P(s, i+ 1)5P§bs [e*F (5,0)—BSR (5,i)px (s) (VaRgg 50, (¢~ I }4x(s)d5) (72)

_ ezx%m(i,i+1)—ﬁgm(i,i+l)p.x(i))eagm(i+l,t,~)—/§%m(i+1,t,<);¢x(i+1)}'

4. Numerical Illustration

In this section, we give the numerical results of the prices of different S-forwards, using the
approaches studied previously for the Belgian population.
We use the following assumptions:

*  Aninsurer with a portfolio of pure endowment contracts paying a lump sum of 1 € at maturity T,
and who is interested in hedging its longevity risk.

*  Np = 10,000 initial policyholders for each cohort

e Individuals aged 65, 70, or 75 years old in 2015

e  Payment of 1 € to each policyholder alive at time T

¢  Calibration and fixed leg based on projected data from the IABE unisex projected generational
mortality table!.

¢  Theriskless interest rate is constant (equals to 1%).

The fixed rates used for different ages and maturities are reported in Table 1:

Table 1. The fixed survival rates . p, for different ages and maturities.

T/Age 65 70 75

ux(0)  0.0105677 0.01608859  0.02633591
T=5 09419321 0.9101241  0.850733508
T=10 0.8658090 0.7865578  0.647397474

4.1. Calibration

We calibrate our models to the data, using the Least Square Estimation method.
HW Model

In order to determine the parameters of the survival function, we calibrate the HW model on
projected mortality data for each cohort as explained in the beginning of this section.
The optimal parameters are given by Table 2:

Table 2. Optimal parameters values for the survival function in the HW model.

Age A B b o

65  0.002317753  0.115622207 0.250629489  0.017700069
70 0.00517446  0.11645594  0.32024870  0.02352572
75 0.01008112  0.11656453  0.32687591 0.06456541

CIR Model

The optimal parameters for the three generations are summarized in Table 3:

1 IA|BE Mortality projection for the Belgian population, 2015. Available from: https:/ /www.iabe.be/nl/iabe-mortality-tables.
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Table 3. Optimal parameters values for the survival function in the CIR model.

Age A B b o

65  0.002398110 0.115379365 0.261814487  0.001864268
70 0.005079817 0.116501598  0.311927223  0.006213681
75 0.01573756  0.11389749  0.55079961 0.02816582

4.2. S-Forwards COC Prices

Table 4 gives the the prices found under the COC approach, using HW and CIR models
for mortality, the different values of the best estimates (BE), and the Risk Margins (RM):

Table 4. Comparison between the prices of the different S-forwards with HW and CIR models.

HW Model CIR Model
BE RM Price BE% RM% BE RM Price BE% RM%

X9 =65T=5 4587512  6.756132 52.63125  87.16% 12.83% 4428595  10.68733 54.97327  80.55% 19.44%
xp=65T=10 7653061 11.86875 88.39936  86.57% 13.42% 74.69407  22.70057 97.39464  76.69% 23.30%

x0=70,T= 28.58322  21.38396 49.96718  57.20% 42.79% 28.47494  16.53768 45.01261  63.25% 36.74%
x0=70,T=10 2635731 3516336 61.52067  42.84% 57.15% 24.18322  33.45732 57.64054  41.95% 58.04%
x0="75T= 7247361 7530577  82.5531 91.22% 8.78% —4.960416 55.56708 50.60666  —9.80% 109.8%

x0=75T=10 —11.20288 112.8399 101.6371 —11.02% 111.02% —14.28582 90.50064 76.21482 —18.74% 118.74%

In order to have a better idea of the magnitude of these S-forward prices, we can link them with
the original price of the pure endowment contract received by the insurer.

The premium P of this pure endowment contract is given by: .E, = %, with i the technical
interest rate.

Table 5 reports a comparison between the premium P and the price of the S forward S_price,
considering a technical rate of 0.5% and using COC approach for both models of longevity. HC is the

. S_pri
the hedging cost by HC = ==

Table 5. Comparison between the prices of the pure endowment and S-forward contracts.

HW Model CIR Model
P S_price HC P S_price HC

xo=65T=5 9187329 52.63125 0.57% 9187.329 5497327 0.6%
xo=65T =10 8444.847 88.39936 1.04% 8444.847 9739464 1.15%
x0=70,T=5 8297.805 49.96718 0.6%  8297.805 45.01261 0.54%
x0=70,T=10 7671.854 6152067 0.8% 7671.854 57.64054 0.75%
x0=75T=5 8877.084 825531 0.93% 8877.084 50.60666 0.57%
x0=75T=10 6314525 101.6371 1.61% 6314.525 76.21482 1.2%

We can see that HC is around 1%.

4.3. Consistency with Other Pricing Methods

In this section, we compare numerically the COC approach with other methods developed in
Section 2.4. In order to check the consistency between COC and each of these methods, we compute
the value of the parameters of the three methods; these parameters are computed such that the COC
price is equal to the price given by the considered methods. We can say that a method is consistent
with the COC approach if its parameters are quiet stable for different ages and maturities.

4.3.1. Risk Neutral Approach

In this method, we determine the market price of longevity risk, generating the same price as the
one found with the COC method.
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HW Model

Under the risk-neutral method, and under the assumptions considered previously, the price at

time 0 is:
HW

HW
Vo' (0,T) = =T (o 0T 7Pa, (0Tix(0)

The market price of risk A is determined such that this risk-neutral price is equal to the cost of
capital price. If this coefficient is stable, it means that the two methods are consistent. Table 6 gives the
values of A when we use the HW model for longevity:

Table 6. Equivalent market price of longevity risk in the risk-neutral approach, HW model.

S-Forward COC Price  Market Price of Longevity Risk

xg=65T=5 52.63125 A =—14.40%
xp =65T =10 88.39936 A= —22.61%
xg=70,T=5 49.96718 A =—15.53%
xo=70,T =10 61.52067 A =—-2547%
x0=75T=5 82.5531 A =—-19.33%
xo=75T=10 101.6371 A =—37.53%

CIR Model

Under the risk-neutral approach, and considering that the intensity of mortality follows the CIR
model, the price of the S-forward is:

CIR CIR

HW _ 0,T)— 0,T)ux(0 ~
VQ/\ (0, T) —e rT(E“QA (0,7) ‘BQA (0,T)px(0) _ Tpx). (74)
Table 7 represents the different values of the market price of longevity risk.

Table 7. Equivalent market price of longevity risk in the risk-neutral approach, CIR model.

S-Forward COC Price K Market Price of Longevity Risk A = x+/p,(0)

xg=065T=5 54.97327 —-0.743 A=—=7.64%
Xg=65T=10 97.39464 —0.533 A =—5.48%
xg=70,T=5 45.01261 —0.609 A=—=7.72%
xo =70,T =10 57.64054 —0.436 A =-=553%
x0=75T=5 50.60666 —0.468 A =—7.06%
xo="75T=10 76.21482 —0.297 A =—4.83%

Clearly, the two methods are not completely consistent, even if the parameters seem to be more
stable in the CIR model.

4.3.2. Consistency with Sharpe Ratio

We will now compute the value of the Sharpe ratio corresponding to the S-forward price found
with the COC method.

HW Model

The price with this approach using HW model is given by:

HW

o (0,T) = e*rT(eaSW(O,T)fﬁni’w(o,T)MO) — P +S \/ (en(0T)? — 1)e2m(0.T)+n(0,T)?), (75)
arpe A

Table 8 gives the equivalent Sharpe ratio generating the prices found with the COC approach.
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Table 8. Equivalent Sharpe parameters, HW model.

S-Forward COC Price  Sharpe Parameter

xg=065T=5 52.63125 5=9.62%
Xg=65T=10 88.39936 S =9.55%
x0=70,T=5 49.96718 5 =10.13%
xo =70,T =10 61.52067 5 =10.43%
x0=75T=5 82.5531 S=11.47%
xo ="75T=10 101.6371 5=1391%

CIR Model

With the CIR model, the price of the S-forward at time 0 is given by:

V;::W(o, T) = e T (6 OD B D) _ 5 4 g \/ 8 OT) =B 0T)20x(0) _ 2[R OT) =B OOy (76)
Table 9 presents the different values of the Sharpe parameter under the CIR model:

Table 9. Equivalent Sharpe parameters, CIR model.

S-Forward COC Price  Sharpe Parameter

xg=065T=5 54.97327 S =15.35%
xo=65T=10 97.39464 S =17.44%
x0=70,T =5 45.01261 5=16.17%
xo=70,T =10 57.64054 S =17.55%
x0=75T=5 50.60666 S5 =16.45%
xp=75T=10 76.21482 5=17.61%

We can see that, for both mortality models, Sharpe parameters have a better stability.

4.3.3. Consistency with Wang Transform

We will now compute the value of the Wang transform parameter corresponding to the COC
S-forward price.

HW Model

Table 10 gives the different values of the Wang parameter under the CIR model:

Table 10. Equivalent Wang parameters, HW model.

S-Forward COC Price Wang Parameter

Xg=65T =5 52.63125 6 =9.62%
xg =65T =10 88.39936 6 =9.55%
xo=70,T =5 49.96718 6 =10.12%
x0=70,T=10 61.52067 6 =10.41%
x0=75T=5 82.5531 6 =11.44%
xo=75T=10 101.6371 6 =13.48%

CIR Model

For the CIR model, we use numerical simulation to compute the the Wang Transform parameters
corresponding to the COC prices. We get the following results:
Table 11 gives the different values of the Wang parameter under the CIR model:



Risks 2019, 7, 41 18 of 29

Table 11. Equivalent Wang parameters, CIR model.

S-Forward COC Price Wang Parameter

Xg=65T=5 54.97327 6 =16.29%
xg=65T=10 97.39464 6 =16.49%
x0=70,T=5 45.01261 6 =16.89%
xp=70,T =10 57.64054 6 =17.91%
xg=75T=5 50.60666 6 =16.55%
xo="75T=10 76.21482 6 =17.75%

4.3.4. Synthesis

The Cost of Capital approach is parameterized by one variable: the Cost of Capital rate, which is
fixed by regulation (6% in Solvency Il nowadays). This legal and unique parameter value can be seen
as a benchmark, and allows us to find equivalent values of the parameters in the three other methods.
The simulations presented above show that:

*  None of the classical pricing methods is completely consistent with the COC approach, which is
not surprising (the COC price (Formula (26)) is based on a multiperiod formula).

e  Sharpe ratio and Wang transform methods seem closer to COC than risk-neutral approach.

¢ The absolute values found for Sharpe and Wang methods are quite similar. In Appendix A, we
present for the HW model complete results for ages between 55 and 85, and maturities from T =1
to T =15.

4.3.5. Remark: Smoothing

Taking into account the irregular form of all these prices due to the use of gross mortality
parameters for each age (Formulas (2) and (3)), we can smooth these parameters. Appendix B gives
the methods used for this smoothing. Appendix B gives then the smoothed prices with COC method
in the HW model.

5. Conclusions

In this paper, we have developed in continuous time a new way to price longevity linked securities
based on the Cost of Capital approach, consistent with the directive of Solvency II. We considered two
examples of stochastic time continuous processes for longevity: Hull and White and CIR extended.
This COC method has been compared with three classical methods used in finance: the risk-neutral,
Wang and Sharpe methods. More precisely, we have found the parameters of these three methods
giving equivalent prices to the COC approach with 6% COC charge, as mentioned in the Solvency II
regulation. Even if none of these methods is consistent with the COC approach, it appears that Wang
transform and Sharpe ratio methods are more similar to COC than the risk-neutral method. In this
paper, we didn’t take into account the basis risk. We could use this proposed COC method to price
other longevity linked securities that take into account this risk—for instance, the exchange forwards
and exchanged options.
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COC prices of different S-forwards, HW model
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1.804452614
1.811826103
1.921457249
2642048583
2215083941
4735216291
6587732845
5.482082277
1.508059137
2.696806474
4.614823032
4.645759801
2.8420960562
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8.96517587
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-32.12126964

-22.3467536
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37.97904649
35.23659969
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50,2169846
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39.48672657
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61.68631284
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43.82134841
49.83012195
65.91566247
79.62024624
28.79186491
32.66650209
£2,55313459
87.66077103
92.14230136
20.03731989
102.9355754
-23.54800729
116.3830377
-23.02208561
-7.36609892
20.72540225
-0.732724167

55.44692673
50.97117035
52.26699877
5900887794
59.01751402
58.19946652
78.98996111
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71.53940415
51.371722928
64.56731471
7408400261
77.89160123
55.07295051
51.53842872
56.89394113

81.84330937
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32.74639203
35.02712638
96.81027227
9648468211
102.8797711
22.47408563
121.3566417

-13.50881353

1486407925
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27 66777175
47.12300994
17.03516395

B6.36881349
77.95695133
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Figure A1. Prices of S-forward prices under the Cost of Capital approach, HW model.
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Figure A2. Consistency between risk-neutral and Cost of Capital method, HW model.
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Figure A3. Consistency between Sharpe and Cost of Capital method, HW model.
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Figure A4. Consistency between Sharpe and Cost of Capital method, HW model.
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Parameter A evolution

S-forwards prices

Ages 75
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85 85

Parameter & evolution

Figure A5. 3D presentation of the S-forwards prices and the corresponding parameters with the
other methods.

Appendix B

Table A1. Nonlinear regression results, HW model.

Parameter Fitted Model Error Pseudo-R?
a+bx + cx? 0.004228  0.9300884
A a=2.675x 1071

b=-8947 x 1073
c=7.481 x 107°

a4+ bx + cx? 0.001877  0.5578862
a=1.968 x 1072

B b=2872 x 1073
c=-2154 x 107>
b ax* 0.1431 0.5408143
a=1.968 x 1072
ae~b* 0.02138  0.1448673
o a = 0.0002570

b = —0.0560466
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COC prices of different S-forwards, with fixed rate and smooth parameters, HW model
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Figure A6. Prices of S-forward prices under the Cost of Capital approach with smooth parameters, HW model.
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Consistency COC / Risk neutral with smooth parameters, HW model
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Figure A7. Consistency between risk neutral and Cost of Capital method with smooth parameters, HW model.
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Figure A8. Consistency between Sharpe and Cost of Capital method with smooth parameters, HW model.



Risks 2019, 7, 41

65.89%
6.52%
6.37%
6.40%
6.60%
5.94%
7.41%
8.00%
8.68%
9.46%
10.30%
11.22%
12.19%
13.22%
14.30%
15.43%
15.44%
15.44%
15.45%
15.45%
15.46%
15.47%
15.47%
15.48%
15.49%
15,50%
15.50%
15.51%
15.52%
15.53%
15.54%

6.06%
5.27%
4.78%
4.56%
4.56%
4.77%
5.14%
5.67%
6.32%
7.08%
7.93%
a8.86%
9.85%
10.90%
11.66%
12.17%
12.25%
12.33%
12.41%
12.459%
12.58%
12.67%
12.76%
12.86%
12.96%
13.06%
13.17%
13.28%
13.39%
13.51%
13.62%

6.01%
4.89%
4.16%
3.75%
3.64%
3.97%
4.12%
4.65%
5.33%
6.15%
7.07%
8.09%
9.18%
10.09%
10.62%
11.01%
11.14%
11.27%
11.40%
11.54%
11.69%
11.84%
11.959%
12.15%
12.32%
12.49%
12.67%
12.85%
13.04%
13.23%
13.43%

6.21%
4.80%
3.84%
3.29%
3.07%
3.16%
3.50%
4.05%
4.80%
5.69%
6.72%
7.85%
8.98%
0.70%
10.14%
10.49%
10.66%
10.83%
11.01%
11.20%
11.40%
11.60%
11.81%
12.02%
12.25%
12.48%
12.71%
12.96%
13.21%
13.47%
13.73%

Consistency COC / Wang with smooth parameters, HW model

5
6.23%
4.84%
3.68%
2.98%
2.68%
2.72%
3.07%
3.66%
4.48%
5.47%
6.62%
7.88%
8.89%
9.51%
9.93%

10.27%

10.47%

10.69%

10.91%

11.14%

11.38%

11.62%

11.88%

12.14%

12.42%

12.70%

12.99%

13.29%

13.59%

13.90%

14.23%

6.20%
4.98%
3.81%
2.76%
2.38%
2.39%
2.75%
3.40%
4.29%
5.40%
6.67%
7.99%
8.88%
0.44%
9.85%
10.20%
10.44%
10.69%
10.95%
11.23%
11.50%
11.79%
12.09%
12.39%
12.71%
13.04%
13.38%
13.72%
14.07%
14.44%
14.81%

6.15%
5.17%
3.60%
2.61%
2.14%
2.13%
2.50%
3.21%
4.19%
5.42%
6.84%
B8.11%
8.91%
0.46%
9.87%
10.23%
10.51%
10.79%
11.08%
11.39%
11.70%
12.03%
12.37%
12.71%
13.07%
13.44%
13.82%
14.21%
14.60%
15.01%
15.42%

6.11%
5.30%
3.63%
2.50%
1.95%
1.91%
2.30%
3.07%
4.17%
5.53%
7.08%
B.23%
8.99%
9.52%
9.94%
10.32%
10.63%
10.94%
11.27%
11.60%
11.95%
12.31%
12.69%
13.07%
13.47%
13.87%
14.29%
14.72%
15.15%
15.60%
16.05%

6.07%
5.40%
3.71%
2.42%
1.78%
1.72%
2.14%
2.99%
4.19%
5.70%
7.29%
B.37%
9.10%
9.63%
10.06%
10.46%
10.79%
11.13%
11.48%
11.85%
12.23%
12.63%
13.03%
13.45%
13.88%
14.32%
14.77%
15.24%
15.71%
16.19%
16.68%

6.05%
5.48%
3.83%
2.37%
1.65%
1.55%
2.01%
2.94%
4.27%
5.94%
7.49%
8.51%
9.22%
09.75%
10.20%
10.61%
10.97%
11.34%
11.73%
12.12%
12.53%
12.96%
13.39%
13.84%
14.30%
14.78%
15.26%
15.75%
16.26%
16.77%
17.29%

6.03%
5.54%
3.98%
2.35%
1.53%
1.41%
1.90%
2.92%
4.39%
6.22%
7.68%
B.66%
9.36%
0.90%
10.36%
10.79%
11.18%
11.57%
11.98%
12.41%
12.84%
13.30%
13.76%
14.24%
14.73%
15.23%
15.74%
16.27%
16.80%
17.35%
17.90%

6.01%
5.60%
4.17%
2.35%
1.42%
1.28%
1.81%
2.593%
4.55%
6.48%
7.87%
8.82%
9.51%
10.05%
10.53%
10.98%
11.39%
11.81%
12.25%
12.70%
13.16%
13.64%
14.13%
14.63%
15.15%
15.68%
16.22%
16.77%
17.33%
17.91%
18.49%

6.01%
5.66%
4.36%
2.37%
1.33%
1.16%
1.74%
2.597%
4.76%
6.72%
8.05%
8.98%
9.67%
10.22%
10.71%
11.18%
11.61%
12.06%
12.52%
12.99%
13.48%
13.98%
14.50%
15.03%
15.57%
16.12%
16.69%
17.27%
17.86%
18.45%
19.06%

6.01%
5.71%
4.53%
2.41%
1.25%
1.05%
1.68%
3.03%
5.00%
6.94%
8.23%
9.14%
9.83%
10.39%
10.90%
11.39%
11.84%
12.31%
12.79%
13.28%
13.80%
14.32%
14.86%
15.42%
15.98%
16.56%
17.15%
17.75%
18.37%
18.99%
19.62%

27 of 29

Figure A9. Consistency between Wang and Cost of Capital method with smooth parameters, HW model.
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Figure A10. 3D presentation of the S-forwards prices and the corresponding parameters with the
other methods.
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