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Chapter 1

Introduction

1.1 Banking versus insurance

A. The bank savings contract. Upon celebrating his 55th anniversary Mr.
(55) (let us call him so) decides to invest money to secure himself economically
in his old age. The first idea that occurs to him is to deposit a capital of Sy =1
(e.g. one hundred thousand pounds) on a savings account today and draw the
entire amount with earned compound interest in 15 years, on his 70th birthday.
The account bears interest at rate i = 0.045 (4.5%) per year. In one year the
capital will increase to S1 = Sp+Spi = So(1+1), in two years it will increase to
S=51+51i=50(1+ i)2, and so on until in 15 years it will have accumulated
to

S5 = So (1+1)' =1.045'° = 1.935. (1.1)

This simple calculation takes no account of the fact that (55) will die sooner
or later, maybe sooner than 15 years. Suppose he has no heirs (or he dislikes
the ones he has) so that in the event of death before 70 he would consider his
savings waisted. Checking population statistics he learns that about 75% of
those who are 55 will survive to 70. Thus, the relevant prospects of the contract
are:

— with probability 0.75 (55) survives to 70 and will then possess S15;
— with probability 0.25 (55) dies before 70 and loses the capital.
In this perspective the expected amount at (55)’s disposal after 15 years is

0.75 Sis . (1.2)

B. A small scale mutual fund. Having thought things over, (55) seeks to
make the following mutual arrangement with (55)* and (55)**, who are also
55 years old and are in exactly the same situation as (55). Each of the three
deposits Sp = 1 on the savings account, and those who survive to 70, if any, will
then share the total accumulated capital 3 S5 equally.

The prospects of this scheme are given in Table 1.1, where + and — signify
survival and death, respectively, Lz is the number of survivors at age 70, and

5
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Table 1.1: Possible outcomes of a savings scheme with three participants.

(55) (55)* (55)"" L7 3S15/Lro Probability
+ + + S1s 0.75-0.75-0.75 = 0.422
+ + — 1.5 515 0.75-0.75-0.25 = 0.141
+ - + 15555  0.75-0.25-0.75 = 0.141
+

15515 0.25-0.75-0.75=0.141
3515 0.25-0.75-0.25 = 0.047
3515 0.25-0.25-0.75 = 0.047

undefined 0.25-0.25-0.25 = 0.016

|
|+ +
L+

3
2
2
- 1 3515 0.75-0.25-0.25 = 0.047
2
1
1
0

3515/ L7 is the amount at disposal per survivor (undefined if L7g = 0). There
are now the following possibilities:

— with probability 0.422 (55) survives to 70 together with (55)* and (55)** and
will then possess S1s;

— with probability 2 - 0.141 = 0.282 (55) survives to 70 together with one more
survivor and will then possess 1.5 S15;

— with probability 0.047 (55) survives to 70 while both (55)* and (55)** die
(may they rest in peace) and he will cash the total savings 3.575;

— with probability 0.25 (55) dies before 70 and will get nothing.

This scheme is superior to the one described in Paragraph A, with separate
individual savings contracts: If (55) survives to 70, which is the only scenario of
interest to him, he will cash no less than the amount S5 he would cash under
the individual scheme, and it is likely that he will get more. As compared with
(1.2), the expected amount at (55)’s disposal after 15 years is now

0.422- 515 +0.282-1.5- 515 +0.047- 3515 = 0.985 55 .

The point is that under the present scheme the savings of those who die are
bequeathed to the survivors. Thus the total savings are retained for the group
so that nothing is left to others unless the unlikely thing happens that the
whole group goes extinct within the term of the contract. This is essentially
the kind of solidarity that unites the members of a pension fund. From the
point of view of the group as a whole, the probability that all three participants
will die before 70 is only 0.016, which should be compared to the probability
0.25 that (55) will die and lose everything under the individual savings program.

C. A large scale mutual scheme. Inspired by the success of the mutual
fund idea already on the small scale of three participants, (55) starts to play
with the idea of extending it to a large number of participants. Let us assume
that a total number of Ls5 persons, who are in exactly the same situation as
(55), agree to join a scheme similar to the one described for the three. Then the
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total savings after 15 years amount to Ls5 S15, which yields an individual share
equal to

Ls5 515

o (1.3)

to each of the Ly survivors if L7g > 0. By the so-called law of large numbers,
the proportion of survivors L7/ Lss tends to the individual survival probability
0.75 as the number of participants Ls; tends to infinity. Therefore, as the
number of participants increases, the individual share per survivor tends to

1
— S 1.4
0751 (14)
and in the limit (55) is faced with the following situation:
— with probability 0.75 he survives to 70 and gets 0._1755155
— with probability 0.25 he dies before 70 and gets nothing.

The expected amount at (55)’s disposal after 15 years is

0.75 S15 = S15, (15)

0.75
the same as (1.1). Thus, the bequest mechanism of the mutual scheme has
raised (55)’s expectations of future pension to what they would be with the
individual savings contract if he were immortal. This is what we could expect
since, in an infinitely large scheme, some will survive to 70 for sure and share the
total savings. All the money will remain in the scheme and will be redistributed
among its members by the lottery mechanism of death and survival.

The fact that Lro/Lss tends to 0.75 as Lss increases, and that (1.3) thus
stabilizes at (1.4), is precisely what is meant by saying that “insurance risk is
diversifiable”. The risk can be eliminated by increasing the size of the portfolio.

1.2 Mortality

A. Life and death in the classical actuarial perspective. Insurance
mathematics is widely held to be boring. Hopefully, the present text will not
support that prejudice. It must be admitted, however, that actuaries use to
cheer themselves up with jokes like: “What is the difference between an English
and a Sicilian actuary? Well, the English actuary can predict fairly precisely
how many English citizens will die next year. Likewise, the Sicilian actuary can
predict how many Sicilians will die next year, but he can tell their names as
well.” The English actuary is definitely the more typical representative of the
actuarial profession since he takes a purely statistical view of mortality. Still he
is able to analyze insurance problems adequately since what insurance is essen-
tially about, is to average out the randomness associated with the individual
risks.

Contemporary life insurance is based on the paradigm of the large scheme
(diversification) studied in Paragraph 1.1C. The typical insurance company
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serves tens and some even hundreds of thousands of customers, sufficiently many
to ensure that the survival rates are stable as assumed in Paragraph 1.1C. On
the basis of statistical investigations the actuary constructs a so-called decre-
ment series, which takes as it starting point a large number ¢y of new-born and,
for each age x = 1,2,.. ., specifies the number of survivors, £,.

Table 1.2: Excerpt from the mortality table G82M
x: 0 25 50 60 70 80 90

fy: 100000 98083 91119 82339 65024 37167 9 783
dy: o8 119 617 1275 2 345 3111 1845
gz 000579 .001206 .006774 .015484 .036069 .083711 .188617
Dzt 2999421 998794 993226 .984516 .963931 .916289 .811383

Table 1.2 is an excerpt of the table used by Danish insurers to describe
the mortality of insured Danish males. The second row in the table lists some
entries of the decrement series. It shows e.g. that about 65% of all new-born
will celebrate their 70th anniversary. The number of survivors decreases with
age:

gx Z g:chl .

The difference
dy = ez - Ew-&—l

is the number of deaths at age « (more precisely, between age z and age x + 1).
These numbers are shown in the third row of the table. It is seen that the number
of deaths peaks somewhere around age 80. From this it cannot be concluded
that 80 is the “most dangerous age”. The actuary measures the mortality at
any age x by the one-year mortality rate

dy
Qe =

ly’
which tells how big proportion of those who survive to age x will die within one
year. This rate, shown in the fourth row of the table, increases with the age.
For instance, 8.4% of the 80 years old will die within a year, whereas 18.9% of
the 90 years old will die within a year. The bottom row shows the one year

survival rates
[ x+1

by

We shall present some typical forms of products that an insurance company
can offer to (55) and see how they compare with the corresponding arrange-
ments, if any, that (55) can make with his bank.

Pz = =1—q.
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1.3 Banking

A. Interest. Being unable to find his perfect matches (55)*, (55)**,..., our
hero (55) abandons the idea of creating a mutual fund and resumes discussions
with his bank.

The bank operates with annual interest rate i; in year t = 1,2,.... Thus,
a unit Sy = 1 deposited at time 0 will accumulate with compound interest as
follows: In one year the capital increases to S1 = Sg + Spi; = 1 + 41, in two
years it increases to So = S1 45142 = (1+141)(1+1i2), and in ¢ years it increases
to

Sy =(14i) - (L+i), (1.6)

called the t-year accumulation factor.
Accordingly, the present value at time 0 of a unit withdrawn in j years is

(1.7)

called the j-year discount factor since it is what the bank would pay you at time
0 if you sell to it (discount) a default-free claim of 1 at time j.
Similarly, the value at time ¢ of a unit deposited at time j < ¢ is
, . S,

(L+idje) - (Li) = 5
Sj
called the accumulation factor over the time period from j to ¢, and the value
at time ¢ of a unit withdrawn at time j > ¢ is

1 S
(I+iea) - (L+45) 857

the discount factor over the time period from ¢ to j.

In general, the value at time ¢ of a unit due at time j is S; ijl, an ac-
cumulation factor if j < ¢ and a discount factor if j > ¢ (and of course 1 if
j=1t).

From (1.6) it follows that S; = S¢—1(1 + i¢), hence

o St=Si
t St—l ’

which expresses the interest rate in year ¢ as the relative increase of the balance
in year ?.

B. Saving in the bank. A general savings contract over n years specifies
that at each time t = 0,...,n (55) is to deposit an amount ¢; (contribution) and
withdraw an amount b; (benefit). The net amount of deposit less withdrawal at
time ¢ is ¢; — by. At any time t the cash balance of the account, henceforth also
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called the retrospective reserve, is the total of past (including present) deposits
less withdrawals compounded with interest,

t
Ut = StZSj_l(Cj —bj). (18)
7=0

It develops in accordance with the “forward” recursive scheme
U =Ui1(1+4¢) + ¢t — by, (1.9)
t=1,2,...,n, commencing from
Up=co—bg.

Each year (55) will receive from the bank a statement of account with the
calculation (1.9), showing how the current balance emerges from the previous
balance, the interest earned meanwhile, and the current movement (deposit less
withdrawal).

The balance of a savings account must always be non-negative,

U; >0, (1.10)

and at time n, when the contract terminates and the account is closed, it must
be null,

U,=0. (1.11)

In the course of the contract the bank must maintain a so-called prospective
reserve to meet its future liabilities to the customer. At any time ¢ the adequate
reserve is

‘/t:St Z Sj_l(bj—Cj), (1.12)
Jj=t+1

the present value of future withdrawals less deposits . Similar to (1.9), the
prospective reserve is calculated by the “backward” recursive scheme

Ve = (L4 ie41) " (b1 — g1 + Viga) (1.13)
t=n—-—1,n—2,...,0, starting from
V,=0.

The constraint (1.11) is equivalent to

n n

ZSj_lcj—ZSj_lbj :O, (1.14)
7=0

Jj=0
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which says that the discounted value of deposits must be equal to the discounted
value of the withdrawals. It implies that, at any time ¢, the retrospective reserve
equals the prospective reserve,

Ut:‘/;fa

as is easily verified. (Insert the defining expression (1.8) with ¢ = n into (1.11),
split the sum >7"_ into Z;:O + 5441, and multiply with S;/S,, to arrive at
U, -V, =0)

C. The endowment contract. The bank proposes a savings contract accord-
ing to which (55) saves a fixed amount ¢ annually in 15 years, at ages 55,...,69,
and thereafter withdraws b = 1 (one hundred thousand pounds, say) at age 70.
Suppose the annual interest rate is fixed and equal to ¢ = 0.045, so that the
accumulation factor in ¢ years is S; = (1 + i)?, the discount factor in j years is
S;7' = (1+14)77, and the time ¢ value of a unit due at time j is

Sy S; 7 =1 +d) .
For the present contract the equivalence requirement (1.14) is

14
YA+ e~ (1+i)P1 =0,

Jj=0

from which the bank determines

1 -\ —15
S € ) Y P YY (1.15)
Zj:O(]‘ + Z)ij

Due to interest, this amount is considerably smaller than 1/15 = 0.06667, which
is what (55) would have to save per year if he should choose to tuck the money
away under his mattress.

1.4 Insurance

A. The life endowment. Still, to (55) 0.04604 (four thousand six hundred
and four pounds) is a considerable expense. He believes in a life before death,
and it should be blessed with the joys that money can buy. He talks to an insur-
ance agent, and is delighted to learn that, under a life annuity policy designed
precisely as the savings scheme, he would have to deposit an annual amount of
only 0.03743 (three thousand seven hundred and forty three pounds).

The insurance agent explains: The calculations of the bank depend only on
the amounts ¢; — by and would apply to any customer () who would enter into
the same contract at age x, say. Thus, to the bank the customer is really an
unknown Mr. X. To the insurance company, however, he is not just Mr. X, but
the significant Mr. (x) now x years old. Working under the hypothesis that (x)
is one of the ¢, survivors at age x in the decrement series and that they all hold
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identical contracts, the insurer offers (z) a general life annuity policy whereby
each deposit or withdrawal is conditional on survival. For the entire portfolio
the retrospective reserve at time ¢ is

t
UP = S0y 8 e —by) o (1.16)
j=0

= Uf_l(l + ’Lt) + (Ct — bt)fz-ﬁ—t . (117)

The prospective portfolio reserve at time ¢ is
VP = S Y 85y = e)hany (1.18)

j=t+1

= (U4iern) (b1 — copr)larisr + Vi) - (1.19)
In particular, for the life endowment analogue to (55)’s savings contract,
the only payments are ¢; = ¢ for t = 0,...,14 and b5 = 1. The equivalence

requirement (1.14) becomes

14
Z(1+i)_jcf55+j - (1 +i)_151€70 =0, (1.20)

j=0
from which the insurer determines

14+4)71%¢
eo UFDT 00 sy, (1.21)

2 .
Z;:O(l + 1)7]655+j
Inspection of the expressions in (1.15) and (1.21) shows that the latter is
smaller due to the fact that ¢, is decreasing. This phenomenon is known as
mortality bequest since the savings of the deceased are bequeathed to the sur-
vivors. We shall pursue this issue in Paragraph C below.

B. A life assurance contract. Suppose, contrary to the former hypothesis,
that (55) has dependents whom he cares for. Then he might be concerned that,
if he should die within the term of the contract, the survivors in the pension
scheme will be his heirs, leaving his wife and kids with nothing. He figures that,
in the event of his untimely death before the age of 70, the family would need
a down payment of b = 1 (one hundred thousand pounds) to compensate the
loss of their bread-winner. The bank can not help in this matter; the benefit
of b would have to be raised immediately since (55) could die tomorrow, and
it would be meaningless to borrow the money since full repayment of the loan
would be due immediately upon death. The insurance company, however, can
offer (55) a so-called term life assurance policy that provides the wanted death
benefit against an affordable annual premium of ¢ = 0.01701.
The equivalence requirement (1.14) now becomes

14 15
S +i)yTelssyy — > (14i) 7 ldssj1 =0, (1.22)

=0 j=1
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from which the insurer determines

15 N
=~ (1419) T dssei—
o= Zm UE) om0y (1.23)

2;4:0 (1 +1)~9ls5+;

C. Individual reserves and mortality bequest. In the insurance schemes
described above the contracts of deceased members are void, and the reserves
of the portfolio are therefore to be shared equally between the survivors at any
time. Thus, we introduce the individual retrospective and prospective reserves
at time t,

U =Uf lare,  Vi=V [ loye.

Since we have established that U; = V;, we shall henceforth be referring to them
as the individual reserve or just the reserve.

For the general pension insurance contract in Paragraph A we get from (1.17)
that the individual reserve develops as

Loqs .
Ug = Utflg—t1(1+lt)+(ct7bt)
x4+t
dyti— .
= Ui (1+ z+t 1)(1+zt)+(ct—bt). (1.24)
-+t

The bequest mechanism is clearly seen by comparing (1.24) to (1.9): the ad-
ditional term U;_1(1 4 it) dyqt—1/lz4+ in the latter is precisely the share per
survivor of the savings left over to them by those who died during the year.
Virtually, the mortality bequest acts as an increase of the interest rate.

Table 1.3 shows how the reserve develops for the endowment contracts of-
fered by the bank and the insurance company, respectively. It is seen that the
insurance scheme requires a smaller reserve than the bank savings scheme.

Table 1.3: Reserve U, = V; for bank savings account and for life endowment
insurance

t: 0 4 9 14
Savings account: 0.04604 0.25188 0.56577 0.95694
Life endowment: 0.03743 0.21008 0.49812 0.92523

For the life assurance described in Paragraph B we obtain similarly that the
individual reserve develops as as shown in Table 1.4.

D. Insurance risk in a finite portfolio. The perfect balance in (1.20) and
(1.22) rests on the hypothesis that the decrement series ¢, follows the pattern
of an infinitely large portfolio. In a finite portfolio, however, the factual numbers
of survivors, L, ¢, will be subject to randomness and will be determined by
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Table 1.4: Reserve Uy = V; for a term life assurance of 1 against level premium
in 15 years from age 55

t: 0 4 9 14

0.01701 0.04460 0.06010 0.03170

the survival probabilities p,1+ (some of which are) shown in Table 1.2. The
difference between discounted premiums and discounted benefits,

14
D= 2(1 +4)770.0374 Ly j — (1+14)"'° Ly,
§=0

will be a random quantity. It will have expected value 0, and its standard devia-
tion measures how much insurance risk is left due to “imperfect diversification”
in a finite portfolio. An easy exercise in probability calculus shows that the

standard deviation of D /L5 is ﬁ0.1685. It tends to 0 as L5 goes to infinity.

For the term insurance contract the corresponding quantity is \/i—ssO.3478,

indicating that term insurance is a more risky business than life endowment.

1.5 With-profit contracts: Surplus and bonus

A. With-profit contracts. Insurance policies are long term contracts, with
time horizons wide enough to capture significant variations in interest and mor-
tality. For simplicity we shall focus on interest rate uncertainty and assume
that the mortality law remains unchanged over the term of the contract. We
will discuss the issue of surplus and bonus in the framework of the life endow-
ment contract considered in Paragraph 1.4.A.

At time 0, when the contract is written with benefits and premiums binding
to both parties, the future development of the interest rates i; is uncertain,
and it is impossible to foresee what premium level ¢ will establish the required
equivalence

14
ZSj_ICf55+j = 515_11 670, (1.25)
7=0

with
S;j=0+41)--(1+145).

If it should turn out that, due to adverse development of interest and mortality,
premiums are insufficient to cover the benefit, then there is no way the insurance
company can avoid a loss; it cannot reduce the benefit and it cannot increase
the premiums since these were irrevocably set out in the contract at time 0. The
only way the insurance company can prevent such a loss, is to charge a premium
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‘on the safe side’, high enough to be adequate under all likely scenarios. Then,
if everything goes well, a surplus will accumulate. This surplus belongs to the
insured and is to be repaid as so-called bonus, e.g. as increased benefits or
reduced premiums.

B. First order basis. The usual way of setting premiums to the safe side is
to base the calculation of the premium level and the reserves on a provisional
first order basis, assuming a fixed annual interest rate ¢*, which represents a
worst case scenario and leads to higher premium and reserves than are likely
to be needed. The corresponding accumulation factor is S; = (1 + i*)*. The
individual reserve based on the prudent first order assumptions is called the first
order reserve, and we denote it by V;* as before. The premiums are determined
so as to satisfy equivalence under the first order assumption.

C. Surplus. At any time ¢t we define the technical surplus Q; as the difference
between the retrospective reserve under the factual interest development and the
retrospective reserve under the first order assumption:

t t
Q: = StZijlc&g,ﬂ‘ — S:ZS;ilcf55+j
j=0 j=0

t—1 t—1
-1 -1
St E Sj Cf55+j — S: E Sj* Cf55+j.
3=0 3=0

Setting S; = Si—1(1414) and S} = S (1+4*), writing 1 4+¢* = 144, — (ir — %)
in the latter, and rearranging a bit, we find that Q); develops as

Qr = Qe—1(T+4y) + Vi y (g — %) loste—1, (1.26)

commencing from
Qo =0.

The contribution to the technical surplus in year t is
Vitq (i — ") €s5 -1,

which is easy to interpret: it is precisely the interest earned on the reserve in
excess of what has been assumed under the prudent first order assumption.

The surplus is to be redistributed as bonus. Several bonus schemes are used
in practice. One can repay currently the contribution V,* ; (i — i*) fs544—1 as
so-called cash bonus (a premium deductible), whereby each survivor at time ¢
will receive

Viey (i — i) lssge—1/Cs54t -

Another possibility is to postpone repayment until the term of the contracts and
grant so-called terminal bonus to the survivors (an added benefit), the amount
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per survivor being b given by
15
S15 Z Sfl Vity (i — i) losstj = lrob™ .
j=1

Between these two solutions there are countless other possibilities. In any
case, the point is that the financial risk can be eliminated: the insurer observes
the development of the factual interest and only in arrears repays the insured so
as to restore equivalence on the basis of the factual interest rate development.
This works well provided the first order interest rate is set on the safe side so
that i; > ¢* for all ¢.

There is a problem, however: Negative bonus can never be applied. There-
fore the insurer will suffer a loss if the factual interest falls short of the technical
interest rate. In this perspective cash bonus is the most risky solution and
terminal bonus is the least risky solution.

If the financial market is sufficiently rich in assets, then the interest rate
guarantee that is thus inherent in the with-profit policy can be priced, and the
insured can be charged an extra premium to cover it. This would ultimately
eliminate the financial risk by diversifying, not only the insurance portfolio, but
also the investment portfolio.

1.6 Unit-linked insurance

A quite different way of going about the financial risk is the so-called unit-linked
contract. As the name indicates, the idea is to relate payments directly to the
development of the investment portfolio, i.e. the interest rate. Consider the

balance equation for an endowment of b against premium ¢; in yeart =1, ..., 14:
14

Sl5zst_1 Ct£55+t - b€70 =0. (127)
t=0

A perfect link between payments and investments performance is obtained by
letting the premiums and the benefit be inflated by the index S,

c =Sec,
and
bis =S151.
Here c¢ is a baseline premium, which is to be determined. Then (1.27) becomes
14
S15 Y S Spelssi — Sislro = 0,
t=0

which reduces to
14

Z clssyt — l7g = 0,
pary
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and we find
L0

Z,}io ls54t
Again financial risk has been perfectly eliminated and diversification of the
insurance portfolio is sufficient to establish balance between premiums and ben-
efits.

Perfect linking as defined here is not common in practice. Presumably,
remnants of social welfare thinking have led insurers to modify the unit-linked
concept in various ways, typically by introducing a guarantee on the sum insured
to the effect that it cannot be less than 1 (say). Also the premium is usually
not index-linked. Under such modified variations of the unit-linked policy one
cannot in general obtain balance by the simple device above. However, the
problem can in principle be resolved by calculating the price of the financial
claim thus introduced and to charge the insured with the needed additional
premium.

C

1.7 Issues for further study

The simple pieces of actuarial reasoning in the previous sections involve two
constituents, interest and mortality, and these are to be studied separately in the
two following chapters. Next we shall escalate the discussion to more complex
situations. For instance, suppose (55) wants a life insurance that is paid out
only if his wife survives him, or with a sum insured that depends on the number
of children that are still alive at the time of his death. Or he may demand a
pension payable during disability or unemployment. We need also to study the
risk associated with insurance, which is due to the uncertain developments of the
insurance portfolio and the investment portfolio: the deaths in a finite insurance
portfolio do not follow the mortality table (1.2) exactly, and the interest earned
on the investments may differ from the assumed 4.5% per year, and neither can
be predicted precisely at the outset when the policies are issued.

In a scheme of the classical mutual type the problem was how to share ex-
isting money in a fair manner. A typical insurance contract of today, however,
specifies that certain benefits will be paid contingent on certain events related
only to the individual insured under the contract. An insurance company work-
ing with this concept in a finite portfolio, with imperfect diversification of insur-
ance risk, faces a risk of insolvency as indicated in Paragraph 1.3.D. In addition
comes the financial risk, and ways of getting around that were indicated in Sec-
tions 1.5 and 1.6. The total risk has to be controlled in some way. With these
issues in mind, we now commence our studies of the theory of life insurance.

The reader is advised to consult the following authoritative textbooks on the
subject: [6] (a good classic — sharpen your German!), [4], [29] (lexicographic,
treats virtually every variation of standard insurance products, and includes
a good chapter on population theory), [45] (an excellent early text based on
probabilistic models, placing emphasis on risk considerations), [11], [15] (an
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original approach to the field — sharpen your French!), and [23] (the most recent
of the mentioned texts, still classical in its orientation).



Chapter 2

Payment streams and
interest

2.1 Basic definitions and relationships

A. Streams of payments. What is money? In lack of a precise definition
you may add up the face values of the coins and notes you find in your purse
and say that the total amount is your money. Now, if you do this each time
you open your purse, you will realize that the development of the amount over
time is important. In the context of insurance and finance the time aspect is
essential since payments are usually regulated by a contract valid over some
period of time. We will give precise mathematical content to the notion of
payment streams and, referring to Appendix A, we deal only with their proper-
ties as functions of time and do not venture to discuss their possible stochastic
properties for the time being.

To fix ideas and terminology, consider a financial contract commencing at
time 0 and terminating at a later time n (< o0), say, and denote by A; the
total amount paid in respect of the contract during the time interval [0, ¢]. The
payment function { A }1>0 is assumed to be the difference of two non-decreasing,
finite-valued functions representing incomes and outgoes, respectively, and is
thus of finite variation (FV). Furthermore, the payment function is assumed to
be right-continuous (RC). From a practical point of view this assumption is just
a matter of convention, stating that the balance of the account changes at the
time of any deposit or withdrawal. From a mathematical point of view it is
convenient, since payment functions can then serve as integrators. In fact, we
shall restrict attention to payment functions that are piece-wise differentiable
(PD):

t
At:A0+/ a-dr+ Y AA., (2.1)
0

0<r<t

where AA, = A, — A._. The integral adds up payments that fall due con-

19
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tinuously, and the sum adds up lump sum payments. In differential form (2.1)
reads

dAt = a¢ dt + AAt . (22)

It seems natural to count incomes as positive and outgoes as negative. Some-
times, and in particular in the context of insurance, it is convenient to work with
outgoes less incomes, and to avoid ugly minus signs we introduce B = —A.

Having explained what payments are, let us now see how they accumulate
under the force of interest. There are monographs written especially for actu-
aries on the topic, see [31] and [17], but we will gather the basics of the theory
in only a few lines.

B. Interest. Suppose money is currently invested on (or borrowed from) an
account that bears interest. This means that a unit deposited on the account at
time s gives the account holder the right to cash, at any other time ¢, a certain
amount S(s,t), typically different from 1. The function S must be strictly
positive, and we shall argue that it must satisfy the functional relationship

S(s,u) = S(s,t)S(t,u), (2.3)

implying, of course, that S(¢,¢) = 1 (put s = ¢t = u and use strict positivity):
If the account holder invests 1 at time s, he may cash the amount on the left
of (2.3) at time u. If he instead withdraws the value S(s,t) at time ¢ and
immediately reinvests it again, he will obtain the amount on the right of (2.3)
at time u. To avoid arbitrary gains, so-called arbitrage, the two strategies must
give the same result.
It is easy to verify that the function S(s,t) satisfies (2.3) if and only if it is
of the form
S(s,t) = St (2.4)
Ss
for some strictly positive function S; (allowing an abuse of notation), which can
be taken to satisfy
So=1.

Then S; must be the value at time ¢ of a unit deposited at time 0, and we call
it the accumulation function. Correspondingly, S; ! is the value at time 0 of a
unit withdrawn at time t, and we call it the discount function.

We will henceforth assume that S; is of the form

S :ef(;T’ S;l :e_fotT’ (25)

where r; is some piece-wise continuous function, usually positive. (The short-
hand exemplified by [r = [r;dr will be in frequent use throughout.) Accu-
mulation factors of this form are invariably used in basic banking operations
(loans and savings) and also for bonds issued by governments and corporations.
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Under the rule (2.5) the dynamics of accumulation and discounting are given
by

dSt == St Tt dt 5 (26)

ds;t =S, rdt. (2.7)

The relation (2.6) says that the interest earned in a small time interval is pro-
portional to the length of the interval and to the current amount on deposit.
The proportionality factor 7 is called the force of interest or the (instantaneous)
interest rate at time t. In integral form (2.6) reads

t
St:SS—I—/STTTdT, s<t, (2.8)
and (2.7) reads Syt = S; ' — [ S7trodror

t
S;1=S;1+/ S~lrodr, t<u. (2.9)

We will be working with the expressions
S(s,t) = e I
for the general discount factor when t < s and
S(t,u) = eli'r

for the general accumulation factor when t < u.
By constant interest rate r we have S; = e and and S; ' = e~"*. Upon
introducing the the annual interest rate

i=e —1, (2.10)

whereby the annual accumulation factoris S1 = (1+44), and the annual discount
factor

e (2.11)

we have

Sy =(1+4d)t, S7t=0. (2.12)

C. Valuation of payment streams. Suppose that the incomes/outgoes cre-
ated by the payment stream A are currently deposited on/drawn from an ac-
count which bears interest at rate r; at time ¢t. By (2.4) the value at time ¢ of the

amount dA, paid in the small time interval around time 7 is elore=Ior dA-.
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Summing over all time intervals we get the value at time ¢ of the entire payment
stream,

efo”r/ e ST dA, = U, — Vi,

where
t ¢ T ¢ t
U :eJUT/ e Jo "dA; = efdeAT (2.13)
— 07
is the accumulated value of past incomes less outgoes, and (recall the convention
B=-A4)
t ¢ T n T
V, = eJUT/ e o mdB, :/ e Ji T dB, (2.14)
- t

is the discounted value of future outgoes less incomes. This decomposition is
particularly relevant for payments governed by some contract; U; is the cash
balance, that is, the amount held at the time of consideration, and V; is the
future liability. The difference between the two is the current value of the
contract.

The development of the cash balance can be viewed in various ways: Appli-
cation of (A.8) to (2.13), taking X; = elo " (continuous, with dynamics given
by (2.6)) and Y; = fOZ e~ o mdA,, yields

dUt = UtTt dt + dAt 5 (215)
By definition,
Up=A4y. (2.16)

Integrating (2.15) from 0 to ¢, using the initial condition (2.16), gives
U = A + /t U,r,dr. (2.17)
0
An alternative expression,
U =A; + /t eli A 7. dr, (2.18)
0

is derived from (2.13) upon applying the rule (A.9) of integration by parts:

t t
/e—fo’TdAT = AO+/e—fJTdAT
0— 0

t
= Ag+elora, — A —/ AreJo T (—r,) dr.
0
The relationships (2.15) — (2.18) show how the cash balance emerges from pay-
ments and earned interest. They are easy to interpret and can be read aloud in
non-mathematical terms.
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It follows from (2.18) that, if » > 0, then an increase of A results in an
increase of U. In particular, advancing payments of a given amount produces a
bigger cash balance.

Likewise, from (2.14) we derive

dVy = Virydt — dBs . (2.19)
By definition, if n < oo,
V=0, (2.20)
or, setting AB,, = B,, — B,
Vo =AB,. (2.21)

Integrating (2.19) from ¢ to m, using the ultimo condition (2.20), gives the
following analogue to (2.17):

Vt:anBtf/ Ver,dr. (2.22)
¢
The analogue to (2.18) is
v, :Bn—Bt—/ e I (B, = B)rodr. (2.23)
¢

The last two relationships are valid for n = oo only if By, < co. Yet another
expression is

Vi=e l'"(B, - By +/ e 17 T(B, = By)rdr, (2.24)
t
which is obtained upon integrating by parts in (2.23) or, simpler, multiplying
B, — B; with

n
1:e_ftnT—/ el dr
t

(a twist on (2.9)) and gathering terms.

Again interpretations are easy. The relations (2.22) and (2.23) state, in
different ways, that the debt can be settled immediately at a price which is the
total debt minus the present value of future interest saved by advancing the
repayment. The relation (2.24) states that repayment can be postponed until
the term of the contract at the expense of paying interest on the outstanding
amounts meanwhile. It follows from (2.24) that, if » > 0, then an increase of
the outstanding payments produces an increase in the reserve. In particular,
advancing payments of a given amount leads to a bigger reserve.

Typically, the financial contract will lay down that incomes and outgoes be
equivalent in the sense that

U,=0 or V_=0. (2.25)
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These two relationships are equivalent and they imply that, for any ¢,
U =V;. (2.26)

We anticipate here that, in the insurance context, the equivalence requirement
is usually not exercised at the level of the individual policy: the very purpose of
insurance is to redistribute money among the insured. Thus the principle must
be applied at the level of the portfolio in some sense, which we shall discuss
later. Moreover, in insurance the payments, and typically also the interest rate,
are not known at the outset, so in order to establish equivalence one may have
to currently adapt the payments to the development in some way or other.

D. Some standard payment functions and their values. Certain simple
payment functions are so frequently used that they have been given names. An
endowment of 1 at time n is defined by A; = €, (t), where

0, 0<t<n,
En(t):{ . (2.27)

(The only payment is AA, = 1.) By constant interest rate r the present value
at time 0 of the endowment is e "

—rn

or, recalling the notation in Chapter 1, v=".
An n-year immediate annuity of 1 per year consists of a sequence of endow-
ments of 1 at times ¢t = 1,...,n, and is thus given by

n

A=) ei(t) =t An.

=1
By constant interest rate r its present value at time 0 is

n n

] —e
am = Z G_TJ - Ze 9 (228)
j=1

see (2.11) — (2.10).
An n-year annuity-due of 1 per year consists of a sequence of endowments
of 1 at times t =0,...,n — 1, that is,

At:nisj(t): t+1]An.
j=0

By constant interest rate its present value at time 0 is

n—1
) 1—e T
im= e = (1+i)am= (1+i)+. (2.29)
=0

An n-year continuous annuity payable at level rate 1 per year is given by

Ay =tAn. (2.30)
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For the case with constant interest rate its present value at time 0 is (recall
(2.11))

n 1—e ™
im = / eTTdr = —— (2.31)
0

An everlasting (perpetual) annuity is called a perpetuity. Putting n = co in
the (2.28), (2.29), and (2.31), we find the following expressions for the present
values of the immediate perpetuity, the perpetuity-due, and the continuous
perpetuity:

I 1+4 1
-, 0= = . , Oso1 = —.
7 r

- (2.32)

g1 =

An m-year deferred n-year temporary life annuity commences only after m

years and is payable throughout n years thereafter. Thus it is just the difference

between an m + n year annuity and an m year annuity. For the continuous
version,

Ar=((t—m)VO)An=_EA(m+n))—(tAmM). (2.33)
Its present value at time 0 by constant interest is denoted @,,|, and must be

Gmin = Q) — Gm = 0" G - (2.34)

2.2 Application to loans

A. Basic features of a loan contract. Loans and saving accounts in banks
are particularly simple financial contracts for which interest is invariably calcu-
lated in accordance with (2.5). Let us consider a loan contract stipulating that
at time 0, say, the bank pays to the borrower an amount H, called the principal
(’first’ in Latin), and that the borrower thereafter pays back or amortizes the
loan in accordance with a non-decreasing payment function {A;}o<t<n called
the amortization function. The term of the contract, n, is sometimes called
the duration of the loan. Without loss of generality we assume henceforth that
H =1 (the principal is proclaimed monetary unit).

The amortization function is to fulfill Ag = 0 and A,, > 1. The excess of
total amortizations over the principal is the total amount of interest. We denote
it by R, and have A,, = 1+ R,,. General principles of book-keeping, needed e.g.
for taxation purposes, prescribe that the decomposition of the amortizations
into repayments and interest be extended to all ¢ € [0,n]. Thus,

Ay =Fi + Ry, (2.35)
where F' is a non-decreasing repayment function satisfying

Fy=0, F,=1
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(formally a distribution function due to the convention H = 1), and R is a
non-decreasing interest payment function.

Furthermore, the contract is required to specify a nominal force of interest
r¢, 0 <t < n, under which the value of the amortizations should be equivalent
to the value of the principal, that is,

/ e~ JordA, =1. (2.36)
0

There are, of course, infinitely many admissible decompositions (2.35) satis-
fying (2.36). A clue to constraints on F' and R is offered by the relationship

/ eI R, - / e ST~ F)rydr, (2.37)
0 0

which is obtained upon inserting (2.35) into (2.36) and then using integration
by parts on the term [J'exp (— [ 7) dFr = — [['exp (— [, r) d(1 — F;). The
condition (2.37) is trivially satisfied if

th == (1 *Ft)Ttdt,

that is, interest is paid currently and instantaneously on the outstanding (part
of the) principal, 1 — F. This will be referred to as natural interest.
Under the scheme of natural interest the relation (2.35) becomes

dAt = dFt + (1 - Ft) Tt dt, (238)

which establishes a one-to-one correspondence between amortizations and re-
payments. The differential equation (2.38) is easily solved:
First, integrate (2.38) over (0,¢] to obtain

t
At:Ft+/ (1-F,)r, dr, (2.39)
0

which determines amortizations when repayments are given.
Second, multiply (2.38) with exp (— fot r) to obtain exp (— fg r) dA; =

—d (exp (— fot r) (1- Ft)) and then integrate over (¢,n] to arrive at

/ e lirdA. =1-F,, (2.40)
t

which determines (outstanding) repayments when amortizations are given.

The relationships (2.39) and (2.40) are easy to interpret. For instance, since
1— F} is the remaining debt at time ¢, (2.40) is the time ¢t update of the equiva-
lence requirement (2.36). When it comes to numerical computation, the integral
expressions in (2.39) and (2.40) are not so useful, however. Whether we want to
compute A for given F' or the other way around, we would use the differential
equation ( 2.38).
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B. Standard forms of loans. We list some standard types of loans, taking
now r constant. It is understood that we consider only times ¢ in [0, n].

The simplest form is the fized loan, which is repaid in its entirety only at
the term of the contract, that is, F; = &,(t), the endowment defined by (2.27).
The amortization function is obtained directly from (2.39): A; = &,(t) + rt.

A series loan has repayments of annuity form. The continuous version is
given by F; = t/n, see (2.30). The amortization plan is obtained from (2.39):
Ay =t/n+rt(l —t/2n). Thus, dF}/dt = 1/n (fixed) and dR;/dt = r(1 —t/n)
(linearly decreasing).

An annuity loan is called so because the amortizations, which are the amounts
actually paid by the borrower, are of annuity form. The continuous version
is given by A; = t/am, see (2.36) and (2.31). From (2.40) we easily obtain
F, = 1 — @—p/@n. We find dF;/dt = e7"("™!) /a; (exponentially increasing),
and dR;/dt = (1 — e~ "1 /.

Putting n = oo, the fixed loan and the series loan both specialize to an
infinite loan without repayment. Amortizations consist only of interest, which
is paid indefinitely at rate r.



Chapter 3

Mortality

3.1 Aggregate mortality

A. The stochastic model. Consider an aggregate of individuals, e.g. the
population of a nation, the persons covered under an insurance scheme, or a
certain species of animals. The individuals need not be animate beings; for
instance, in engineering applications one is often interested in studying the work-
life until failure of technical components or systems. Having demographic and
actuarial problems in mind, we shall, however, be speaking of persons and life
lengths until death.

Due to differences in inheritance and living conditions and also due to events
of a more or less purely random nature, like accidents, diseases, etc., the life
lengths vary among individuals. Therefore, the life length of a randomly selected
new-born can suitably be represented by a non-negative random variable T" with
a cumulative distribution function

F(t)=P[T <t. (3.1)
In survival analysis it is convenient to work with the survival function
Fit)=P[T>t]=1-F(t). (3.2)

Fig. 3.1 shows F and F for the mortality law G82M used by Danish life
insurers as a basis for calculating premiums for insurances on male lives. Find
the median life length and some other percentiles of this life distribution by
inspection of the graphs!

We assume that F' is absolutely continuous and denote the density by f;

d d -
t)y=—F(t)=——F(). 3.3
1) = SF(@) = —2F() (33)
The density of the distribution in Fig. 3.1 is depicted in Fig. 3.2. Find the
mode by inspection of the graph! Can you already at this stage figure why the
median and the mode of F' in Fig. 3.1 appear to exceed those of the mortality

law of the Danish male population?

28
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Figure 3.1: The G82M mortality law: F broken line, F' whole line.
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Figure 3.2: The density f for the G82M mortality law.
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Figure 3.3: The force of mortality p for the G82M mortality law.

B. The force of mortality. The density is the derivative of —F, see (3.3).
When dealing with non-negative random variables representing life lengths, it
is convenient to work with the derivative of —1In F,

d ft)

p) =— ~InF(t)} = )’ (3.4)

which is well defined for all ¢ such that F(t) > 0. For small, positive dt we have

_fdt Pt <T <t+di]
HBdt = e = T T > 4

(In the second equality we have neglected a term o(dt) such that o(dt)/dt — 0
as dt \, 0.) Thus, for a person aged t, the probability of dying within dt
years is (approximately) proportional to the length of the time interval, dt. The
proportionality factor p(t) depends on the attained age, and is called the force
of mortality at age t. It is also called the mortality intensity or hazard rate at
age t, the latter expression stemming from reliability theory, which is concerned
with the durability of technical devices.

Fig 3.3 shows the force of mortality corresponding to F' in Fig. 3.1. Assess
roughly the probability that a ¢ years old person will die within one year for
t =60, 70, 80, 90!

Integrating (3.4) from 0 to ¢ and using F(0) = 1, we obtain

F(t)=e Jor. (3.5)
Relation (3.4) may be cast as

(1) = P(t)u(t) = e™ o rp(t), (3.6)

which says that the probability f(¢)dt of dying in the age interval (¢, t+dt) is the
product of the probability F'(t) of survival to ¢ and the conditional probability
w(t)dt of then dying before age t + dt.

The functions F, F', f, and p are equivalent representations of the mortality
law; each of them corresponds one-to-one to any one of the others.

Since F'(co) = 0, we must have [;* 1 = oo. Thus, if there is a finite highest

attainable age w such that F(w) = 0 and F(t) > 0 for t < w, then fot w /oo as
t /' w. If, moreover, £ is non-decreasing, we must also have lim; ~, u(t) = oo.

=P[T<t+dt|T>1].
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C. The distribution of the remaining life length. Let T, denote the
remaining life length of an individual chosen at random from the x years old
members of the population. Then T is distributed as T — x, conditional on
T > x, and has cumulative distribution function

F(t|$)=P[T§x+t\T>x]:M

1—F(x)
and survival function
_ F t
F(t|x):P[T>x+t\T>x}=M, (3.7)
F(z)

which are well defined for all  such that F(z) > 0. The density of this condi-
tional distribution is

flx+1)
tlr) = —=—. 3.8
fitle) = Lo (3.5
Denote by p(t|x) the force of mortality of the distribution F'(¢[x). It is obtained
by inserting f(t|z) from (3.8) and F(t|z) from (3.7) in the places of f and F in

the definition (3.4). We find

p(t|z) = flx+t)/Flx+t) = pulx+1). (3.9)
Alternatively, we could insert (3.5) into (3.7) to obtain

Ftlz) = e~ < nw)dy = o= Jo nlatndr (3.10)

which by the general relation (3.5) entails (3.9). Relation (3.9) explains why
the force of mortality is particularly handy; it depends only on the attained age
x + t, whereas the conditional density in (3.8) depends in general on z and ¢
in a more complex manner. Thus, the properties of all the conditional survival
distributions are summarized by one simple function of the total age only.

Figs. 3.4 — 3.6 depict the functions F(¢/70), F(t|70), f(¢|70), and u(t|70) =
(70 4+ t) derived from the life time distribution in Fig. 3.1. Observe that the
first three of these functions are obtained simply by scaling up the correspond-
ing graphs in Figs. 3.1 — 3.2 by the factor 1/F(70) over the interval (70, cc).
The force of mortality remains unchanged, however.

D. Expected values in life distributions. Let 7" be a non-negative random
variable with absolutely continuous distribution function F', andlet G : Ry — R
be a PD and RC function such that E[G(T")] exists and is finite. Integrating by
parts in the defining expression

Bl = | G dF ().
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Figure 3.4: Conditional distribution of remaining life length for the G82M mor-
tality law: F'(¢|70) broken line, F(¢|70) whole line.
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Figure 3.5: Conditional density of remaining life length f(¢|70) for the G82M
mortality law.
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Figure 3.6: The force of mortality p(¢|70) = u(70 +¢), t > 0, for the G82M
mortality law.



CHAPTER 3. MORTALITY 33

we find
E[G(T)] = G(0) + /0 T B(r)dG(r). (3.11)
Taking G(t) = t* we get
E[T*] = k/ooo th=LR(t) dt (3.12)
and, in particular,
E[T] = /OOO F(t)dt. (3.13)

The expected remaining life time for an x years old person is

Er = /Oo F(t|z)dt. (3.14)

From (3.10) it is seen that F'(¢|x) is a decreasing function of x for fixed t if p
is an increasing function. Then €, is a decreasing function of z. One can easily
construct mortality laws for which F(¢|z) and &, are not decreasing functions
of x.

Consider the more general function

0, 0<t<a,
Git)=(tAb)—(tra)={ (t—a), a<t<b, (3.15)
(b—a)k, b<t,

that is, dG(t) = k(t — a)*~1 dt for a < t < b and 0 elsewhere. It is realized that
G(T) is the kth power of the number of years lived between age a and age b.
From (3.11) we obtain
b

E[G(T)] = k:/ (t — a)F=1F(t) dt, (3.16)
In particular, the expected number of years lived between the ages of a and
b is f; F(t) dt, which is the area between the t-axis and the survival function
in the interval from a to b. The formula can be motivated directly by noting
that F(t)dt is the expected number of years survived in the small time interval
(t,t + dt) and using that the “expected value of the sum is the sum of the
expected values”.

3.2 Some standard mortality laws

A. The exponential distribution. Suppose the force of mortality is u(t) =
A, independent of the age. This means there are no wear-out effects; each morn-
ing when you wake up (if you wake up) life starts anew with the same prospects
of longevity as for a new-born. Then the survival function (3.5) becomes

F(t) = e, (3.17)
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Eigure 3;7: Two exponential laws with intensities A\; and As such that A\ < Ag;
Fy and F> whole line, f; and f5 broken line.

and the density (3.6) becomes
f(t) = Xxe . (3.18)

Thus, T' is exponentially distributed with parameter A. The conditional survival
function (3.10) becomes F(t|x) = e~*!, hence

F(t|z) = F(t), (3.19)

the same as (3.17). The exponential distribution is a suitable model for certain
technical devices like bulbs and electronic components. Unfortunately, it is not
so apt for description of human lives.

One could arrive at the exponential distribution by specifying that (3.19)
be valid for all x and ¢, that is, the probability of surviving another ¢ years is
independent of the age z. Then, from the general relation (3.7) we get

Flz+t) = F(z)F(t) (3.20)

for all non-negative x and ¢. It follows by induction that for each pair of positive

integers m and n, F(2) = F(1)™ = F(1)%, hence
F(t)=F(1)! (3.21)

for all positive rational ¢. Since F is right-continuous, (3.21) must hold true for
all t > 0. Putting F(1) = e™*, we arrive at (3.17).

Fig. 3.7 shows the survival function and the density for two different values
of A.
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B. The Weibull distribution. The intensity of this distribution is of the
form

u(t) = a7t (3.22)

a, 8 > 0. The corresponding survival function is F(t) = exp (—(£)”).

If B > 1, then p(t) is increasing, and if § < 1, then u(t) is decreasing. If
B = 1, the Weibull law reduces to the exponential law. Draw the graphs of F
and f for some different choices of o and !

We have pu(x +t) = fa="(z + )=, and, by virtue of (3.22), F(¢|x) is not
a Weibull law.

C. The Gompertz-Makeham distribution. This distribution is widely
used as a model for survivorship of human lives, especially in the context of life
insurance. Thus, as it will be frequently referred to, we shall use the acronym
G-M for this law. Its mortality intensity is of the form

ul(t) = o+ Be, (3.23)
a, 3 > 0. The corresponding survival function is

F(t) = exp (— /Ot(a + ﬁe"s)ds) =exp(—at—pB("—1)/v).  (3.24)

If 3 > 0 and v > 0, then wu(t) is an increasing function of ¢. The constant
term « accounts for age-independent causes of death like certain accidents and
epidemic diseases, and the term 3e?! accounts for all kinds of wear-out effects
due to aging.

We have p(x +t) = a + Be?®e?, and so (3.23) shows that F(¢|x) is also a
G-M survival function with parameters «, Be?®, v. The special case o = 0 is
referred to as the (pure) Gompertz law.

The G82M mortality law depicted in Fig. 3.1 is the G-M law with

a=5-107* B=75858-10"", ~=1In(1.09144). (3.25)

Table E.1 in Appendix E shows pu(t), F(t) and f(t) for integer t.

3.3 Actuarial notation

A. Actuaries in all countries — unite! The International Association of
Actuaries (IAA) has laid down a standard notation, which is generally accepted
among actuaries all over the world. Familiarity with this notation is a must for
anyone who wants to communicate in writing or reading with actuaries, and we
shall henceforth adopt it in those simple situations where it is applicable.
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B. A list of some standard symbols. According to the IAA standard, the
quantities introduced so far are denoted as follows:

gz = F(tlz), (3.26)
e = F(t|) (3:27)
Port = pa+t). (3.28)

In particular, ;qo = F(t) and py = F(t). One-year death and survival proba-
bilities are abbreviated as

dr = 149z Pz = 1Px - (329)

Frequently used is also the “n-year deferred probability of death within m
years”,

n\qu = m+n9x — nQx = nPz — m+nPz = nPz mYx+n - (330)

The formulas in Section 3.1 are easily translated, e.g.

t
e = exp(— / o dr), (3.31)
0
f(t|.’L‘) =  tPzMz+t, (332)
g = / padt. (3.33)
0

Frequently actuaries work with expected numbers of survivors instead of
probabilities. Consider a population of [y new-born who are subject to the
same law of mortality given by (3.28). The expected number of survivors at age
x is

lm = lo zPo - (334)

The function {l,; = > 0} is called the decrement function or, when considered
only at integer values of x, the decrement series. Expressed in terms of the
decrement function we find e.g.

tPxz = lm-l—t/lz s (335)
Hett = *Z;Ht/lzﬂ , (3.36)
ftlz) = —ly/le, (3.37)
ey = / lype dt/l, . (3.38)

0

The pieces of IAA notation we have shown here are quite pleasing to the
eye and also space-saving; for instance, the symbol on the left of (3.27) involves
three typographical entities, whereas the one on the right involves six.
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3.4 Select mortality

A. The insurance portfolio consists of selected lives. Consider an indi-
vidual who purchases a life insurance at age x. In short, he will be referred to
as (x) in what follows.

It is quite common in actuarial practice to assume that the force of mortality
of () depends on z and ¢ in a more complex manner than the simple relationship
(3.9), which rested on the assumption that (z) is chosen at random from the x
years old individuals in the population. The fact that (x) purchases insurance
adds information to the mere fact that he has attained age x; he does not
represent a purely random draw from the population, but is rather selected
by some mechanisms. It is easy to think of examples of such mechanisms.
For instance that poor people can not afford to buy insurance and, to the
extent that longevity depends on economic situation, the mortality experience
for insured people would reflect that they are wealthy enough to buy insurance
(’survival of the fattest’). Judging from textbooks on life insurance, e.g. [4]
and [29] and many others, it seems that the underwriting standards of the
insurer are generally held to be the predominant selective mechanism; before an
insurance policy is issued, the insurer must be satisfied that the applicant meets
certain requirements with regard to health, occupation, and other factors that
are assumed to determine the prospects of longevity. Only first class lives are
eligible to insurance at ordinary rates.

Thus there is every reason to account for selection effects by letting the force
of mortality be some more general function p.(t) or, in other words, specify that
T, follows a survival function Fy(t) that is not necessarily of the form (3.7). One
then speaks of select mortality.

B. More of actuarial notation. The standard actuarial notation for select
mortality is

Qe = Pl <t+7|Tp > 1], (3.39)

P+t = PlTe >t+71[Ty >, (3.40)
g hYz]+¢

Mol = Jim === (3.41)

The idea is that the both the current age, x 4+ t, and the age at entry, x, are
directly visible in [z] + .

From a technical point of view select mortality is just as easy as aggregate
mortality; we work with the distribution function ;qj,) instead of ;q., and are
interested in it as a function of ¢. For instance,

t+7P[x] i
Plz]+t = =exp | — Hiz]+s ds | .
tP[x] t

C. Features of select mortality. There is ample empirical evidence to sup-
port the following facts about select mortality in life insurance populations:
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— For insured lives of a given age the rate of mortality usually increases with
increasing duration.
— The effect of selection tends to decrease with increasing duration and becomes
negligible for practical purposes when the duration exceeds a certain select pe-
riod.
— The mortality among insured lives is generally lower than the mortality in the
population.

There are many possible ways of building such features into the model. For
instance, one could modify the aggregate G-M intensity as

ffa] 4t = aft) + B(t) e (z+t) ,

where a and (3 are non-negative and non-decreasing functions bounded from
above. In Section 7.6 we shall show how the selection mechanism can be ex-
plained in models that describe more aspects of the individual life histories than
just survival and death.



Chapter 4

Insurance of a single life

4.1 Some standard forms of insurance

A. The single-life status. Consider a person aged x with remaining life
length T, as described in the previous section. In actuarial parlance this life
is called the single-life status (x) . Referring to Appendix B, we introduce the
indicator of the event of survival in ¢ years, I; = 1[T, > t]. This is a binomial
random variable with ’success’ probability ;p,. The indicator of the event of
death within ¢ years is 1 — I; = 1[T, < t|, which is a binomial variable with
’success’ probability tq, = 1 —p,. (We apologize for sometimes using technical
terms where they may sound misplaced.) Note that, being 0 or 1, any indicator
1[A] satisfies 1[A]? = 1[A] for ¢ > 0.

The present section lists some standard forms of insurance that (x) can
purchase, investigates some of their properties, and presents some basic actuarial
methods and formulas.

We assume that the investments of the insurance company yield interest at
a fixed rate r so that accumulation and discounting take place in in accordance
with (2.12).

B. The pure endowment insurance. An n-year pure (life) endowment of
1 is a unit that is paid to (z) at the end of n years if he is then still alive. In
other words, the associated payment function is an endowment of I, at time n.
Its present value at time 0 is

PVET =], . (4.1)
The expected value of PV 4", denoted by ,,E,, is

For any ¢ > 0 we have (PV%™)? = ¢~ 9], (recall that I? = I,), and so the
g-th non-central moment of PV " can be expressed as

E[(PVe™)] =, El") | (4.3)

39
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where the top-script (gr) signifies that discounting is made under a force of
interest that is gr.

In particular, the variance of PV%" is

y[pver = ,E®) — E2. (4.4)

C. The life assurance. A life assurance contract specifies that a certain
amount, called the sum insured, is to be paid upon the death of the insured,
possibly limited to a specified period. We shall here consider only insurances
payable immediately upon death, and take the sum to be 1 (just a matter of
notation).

First, an n-year term insurance is payable upon death within n years. The

payment function is a lump sum of 1 — I, at time T},. Its present value at time
0is

PVt = e (1-1,). (4.5)

The expected value of PV" is

A, = /On e Py patr dT (4.6)
and, similar to (4.3),
E[(PV!im)1] = Ag : (4.7)
In particular,
V[PVHn] = A(;%) -A (4.8)

An n-year endowment insurance is payable upon death if it occurs within
time n and otherwise at time n. The payment function is a lump sum of 1 at
time T, A n. Its present value at time 0 is

pyein = emr(Tenn) (4.9)

The expected value of PV %™ is

Amm = / €_T7—7—pm Hz+41 dr + e_rnnpz = Al 7l + nE;v s (410)
O rn
and
E(PVeim)d = A9 (4.11)

It follows that

VP = A% _ A2 (4.12)
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D. The life annuity. An n-year temporary life annuity of 1 per year is payable
as long as (z) survives but limited to n years. We consider here only the
continuous version. Recalling (2.30), the associated payment function is an
annuity of 1 in 7, A n years. Its present value at time 0 is

1— efr(TI/\n)

PVS" = g = (4.13)
” r
The expected value of PV %™ is
n
Oym = / O+ P Potr AT + GmnDa -
0
A more appealing formula is
n
o = / e "7 pLdT, (4.14)
0

which displays the life annuity as a “continuum of life endowments”, a,m =
fO" +E, dr. There are several ways of proving (4.14). Using brute force, one can
integrate by parts:

"d " d
am nPx = dﬁl 0Pz + /0 Edﬁ TPx dr + /0 aA ETpm dr

n n
= / e TPz dr — / a7 1Dz Pzt dr.
0 0

Using the brain instead, one realizes that the expected present value at time 0 of
the payments in any small time interval (7,7 +d7) is e "7 d7 ;p;, and summing
over all time intervals one arrives at (4.14) (“the expected value of a sum is
the sum of the expected values”). This kind of reasoning will be omnipresent
throughout the text, and would also immediately produce formula (4.6) and
(4.10). The recipe is: Find the expected present value of the payments in each
small time interval and add up.
We shall demonstrate below that

q
ain q — q - 1 — T
iV = S S (07l (4.15)
p=1 p
from which we derive
. 2 'S —
VIPYer] = (am - afm)) —al. (4.16)

The endowment insurance is a combined benefit consisting of an n-year term
insurance and an n-year pure endowment. By (4.9) and (4.13) it is related to
the life annuity by

1 — pyein

PV*" = ——— or PV®"=1-rPV%", (4.17)
r
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which just reflects the more general relationship (2.31). Taking expectation in
(4.17), we get

Also, since PV = pyein — pyen =1 — pPV %" — PVE" we have
Ay =1—1ym—n Es. (4.19)

The formerly announced result (4.15) follows by operating with the g¢-th
moment on the first relationship in (4.17), and then using (4.12) and (4.18) and
rearranging a bit. One needs the binomial formula

= 3 (B

p=0

and the special case > 1 (g) (1) P =0 (forx =—1and y = 1).

A whole-life annuity is obtained by putting n = oco. Its expected present
value is denoted simply by a, and is obtained by putting n = co in (4.14), that
is

Ay = / e~ " pydT, (4.20)
0

and the same goes for the variance in (4.16) (justify the limit operations).

E. Deferred benefits. An m-year deferred n-year temporary life annuity
commences only after m years, provided that (x) is then still alive, and is
payable throughout n years thereafter as long as (z) survives. The present
value of the benefits is

_ a;m—+n am __ = =
PV = PV — PV 7aTm/\(m+n)|—aTmAm|
—r(TeAm) _ —r(Tx AN(m+n))

- ¢ c (4.21)

r
The expected present value is
m—+n
m|ndz = amm — Ay = / e_”tpz dt = W Ey Gpimm - (4.22)

The last expression can be obtained also by the rule of iterated expectation,
and we carry through this small exercise just to illustrate the technique:

E[PV] = EE[PV| I,
= mpr[PV|Im:1]+quE[PV|Im:()]
= mpzvmdac-i-mm'

An m-year deferred whole life annuity is obtained by putting n = oco. The
expected value is denoted by ,,a.
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Deferred life assurances, although less common in practice, are defined like-
wise. For instance, an m-year deferred n-year term assurance of 1 is payable
upon death in the time interval (m, m + n]. Its present value at time 0 is

PV = pytimtn _ pytim, (4.23)

and its expected present value is

-A,__=,E A

1 1
Trm4n Tm

m-+n
.= / e 1Dy thatr dT . (4.24)

1 9
r+mmn] m

F. Computational aspects. Distribution functions of present values and
many other functions of interest can be calculated easily; after all there is only
one random variable in play, and finding expected values amounts just to forming
integrals in one dimension. We shall, however, not pursue this approach because
it will turn out that a different point of view is needed in more complex situations
to be studied in the sequel.

Table 4.1: Expected value (E), coefficient of variation (CV), and skewness (SK)
of the present value at time 0 of a pure endowment (PE) with sum 1, a term
insurance (TT) with sum 1, an endowment insurance (EI) with sum 1, and a life
annuity (LA) with level intensity 1 per year, when z = 30, n = 30, p is given
by (3.25), and r = In(1.045).

PE TI EI LA
E 0.2257 0.06834 0.2940 16.04
CV 0.4280 2.536 0.3140 0.1308
SK —1.908 2.664 4.451 —4.451

Anyway, by methods to be developed later, we easily compute the three first
moments of the present values considered above, and find their expected values,
coefficients of variation, and skewnesses shown in Table 4.1. The reader should
contemplate the results, keeping in mind that the coefficient of variation may
be taken as a simple measure of “riskiness”.

We interpose that numerical techniques will be dominant in our context.
Explicit formulas cannot be obtained even for trivial quantities like @, under
the Gompertz-Makeham law (3.23); age dependence and other forms of inhomo-
geneity of basic entities leave little room for aesthetics in actuarial science. Also
relationships like (4.18) are of limited interest; they are certainly not needed for
computational purposes, but may provide some general insight.

4.2 The principle of equivalence

A. A note on terminology. Like any other good or service, insurance cover-
age is bought at some price. And, like any other business, an insurance company
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must fix prices that are sufficient to defray the costs. In one respect, however,
insurance is different: for obvious reasons the customer is to pay in advance.
This circumstance is reflected by the insurance terminology, according to which
payments made by the insured are called premiums. This word has the positive
connotation “prize” (reward), rather antonymous to “price” (sacrifice, due), but
the etymological background is, of course, that premium means “first” (French:
prime).

B. The equivalence principle. The equivalence principle of insurance states
that the expected present values of premiums and benefits should be equal.
Then, roughly speaking, premiums and benefits will balance on the average.
This idea will be made precise later. For the time being all calculations are
made on an individual net basis, that is, the equivalence principle is applied
to each individual policy, and without regard to expenses incurring in addition
to the benefits specified by the insurance treaties. The resulting premiums are
called (individual) net premiums.

The premium rate depends on the premium payment scheme. In the simplest
case, the full premium is paid as a single amount immediately upon the inception
of the policy. The resulting net single premium is just the expected present value
of the benefits, which for basic forms of insurance is given in Section 4.1.

The net single premium may be a considerable amount and may easily exceed
the liquid assets of the insured. Therefore, premiums are usually paid by a series
of installments extending over some period of time. The most common solution
is to let a fixed level amount fall due periodically, e.g. annually or monthly,
from the inception of the agreement until a specified time m and contingent
on the survival of the insured. Assume for the present that the premiums
are paid continuously at a fixed level rate w. (This is admittedly an artificial
assumption, but it can serve well as an approximate description of periodical
payments, which will be treated later.) Then the premiums form an m-year
temporary life annuity, payable by the insured to the insurer. Its present value
is TPV %™ with expected value 7a, 7 given by (4.14). We list formulas for the
net level premium rate for a selection of basic forms of insurance: For the pure
endowment (Paragraph 4.1.B) against level premium in the insurance period,

nEm

dmm

(4.25)

m =

For the m-year deferred n-year temporary annuity (Paragraph 4.1.E) against
level premium in the deferred period,

g minfe  Gomin g (4.26)
Az m) [

For the term insurance (Paragraph 4.1.C) against level premium in the insurance
period,

zm (4.27)
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For the endowment insurance (Paragraph 4.1.C) against level premium in the
insurance period,

N

rn 1
=2 -, (4.28)

Armm Gz

the last expression following from (4.18).

C. The net economic result for a policy. The random variables studied in
Section 4.1 represent the uncertain future liabilities of the insurer. Now, unless
single premiums are used, also the premium incomes are dependent on the
insured’s life length and become a part of the insurer’s uncertainty. Therefore,
the relevant random variable associated with an insurance policy is the present
value of benefits less premiums,

PV = PV’ — gpPy®™ (4.29)

where PV? is the present value of the benefits, e.g. PV 5" in the case of an
n-year endowment insurance.
Stated precisely, the equivalence principle lays down that

E[PV]=0. (4.30)

For example, with PV = PV " (4.30) becomes 0 = Ammfm_zzm‘, which yields
(4.28) when m = n.

A measure of the uncertainty associated with the economic result of the
policy is the variance V[PV]. For example, with PV®=PV®" and m = n,
T.A\n

1—w

VIPV] = V[ | = vt

T
2 (dzm - df%‘))

— "7,
znl

(4.31)

ra

4.3 Prospective reserves

A. The case. We shall discuss the notion of reserve in the framework of a
combined insurance which comprises all standard forms of contingent payments
that have been studied so far and, therefore, easily specializes to any of those.
The insured is x years old upon issue of the contract, which is for a term of
n years. The benefits consist of a term insurance with sum insured b; payable
upon death at time ¢ € (0,n) and a pure endowment with sum b,, payable upon
survival at time n. The premiums consist of a lump sum g payable immediately
upon the inception of the policy at time 0, and thereafter an annuity payable
continuously at rate 7 per time unit contingent on survival at time ¢ € (0,n).
As before, assume that the interest rate is a deterministic function r;.
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The expected present value at time 0 of total benefits less premiums under
the contract can be put up directly as the sum of the expected discounted
payments in each small time interval:

— 7o + / e~ Jo T Pz {Ppotr br — T pdT + by e” Jor Pz - (4.32)
0

Under the equivalence principle this is set equal to 0, a constraint on the pre-
mium function 7.

B. Definition of the reserve. The expected value (4.32) represents, in an
average sense, an assessment of the economic prospects of the policy at the
outset. At any time ¢ > 0 in the subsequent development of the policy the
assessment should be updated with regard to the information currently available.
If the policy has expired by death before time ¢, there is nothing more to be
done. If the policy is still in force, a renewed assessment must be based on the
conditional distribution of the remaining life length. Insurance legislation lays
down that at any time the insurance company must provide a reserve to meet
future net liabilities on the contract, and this reserve should be precisely the
expected present value at time ¢ of total benefits less premiums in the future.
Thus, if the policy is still in force at time ¢, the reserve is

‘/t = / e ff’T " T—tPz+t {/Ler'r b‘r - 7T'r} dr + bn e ftn " n—tPz+t - (433)
t

More precisely, this quantity is called the prospective reserve at time t since it
“looks ahead”. Under the principle of equivalence it is usually called the net
premium reserve. We will take the liberty to just speak of the reserve.

Upon inserting ,_;pgyis = e~ Ji Hatsds, (4.33) assumes the form

Vi = / e~ S (rotpiots) ds {u$+T by — 7TT} dr +e~ S (rstpats) dsbn . (434)
t

Glancing behind at (2.14), we see that, formally, the expression in (4.34) is the
reserve at time ¢ for a deterministic contract with payments given by ABy = —mg
(comes from setting (4.32) equal to 0), dB; = (g4t b — m) dt, 0 < t < n and
AB, = b,, and with interest rate ry + p,4+¢:. We can, therefore, reuse the
relationships in Chapter 2.

For instance, by (2.26) and (2.13), we have the following retrospective formula
for the prospective premium reserve:

t
Vi elirtmetoy o [Cel Ao by dr. (439)
0

This formula expresses V; as the surplus of transactions in the past, accumulated
at time ¢ with the “benefit of interest and survivorship”.
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1le
0 .
0 n £

Figure 4.1: The net reserve for an n-year pure endowment of 1 against single
net premium.

C. Some special cases. The net reserve is easily put up for the various forms
of insurance treated in Sections 4.1 and 4.2. We assume that the interest rate is
constant and that premiums are based on the equivalence principle, which can
be expressed as

Vo=mg. (4.36)

First, for the pure endowment against single net premium ,FE, collected at
time 0,
‘/t = nftEI+t, 0 S t < n. (437)

The graph of V; will typically look as in Fig. 4.1. At points of discontinuity a
dot marks the value of the function.

If premiums are payable continuously at level rate 7 given by (4.25) through-
out the insurance period, then

‘/t = nftE:nth - 7Ta1+tm|
E,
= n,thth — Tj—zaertm‘. (438)
Qzm

A typical graph of this function is shown in Fig. 4.2.
Next, for an m-year deferred whole life annuity against level net premium 7
given by (4.26),

V, = m—t|ax+t — Waertm, 0<t<m,
am+t; t Z m,
— A = az - amm _
= QOx4t — az+tm—t - — am-{-tm—t
Az
_ Gy _
= ottt — =Gy (4.39)

x Ml
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0 n

Figure 4.2: The net reserve for an n-year pure endowment of 1 against level
premium in the insurance period.

dl"‘r’ﬂ'l,

0 "

0 m

Figure 4.3: The net reserve for an m-year deferred whole life annuity against
level premium in the deferred period.
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0 n

Figure 4.4: The net reserve for an n-year term insurance against level premium
in the insurance period

0 n

Figure 4.5: The net reserve for an n-year endowment insurance with level pre-
mium payable in the insurance period.
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(with the understanding that a,;—;; = 0 if ¢ > m). A typical graph of this
function is shown in Fig. 4.3.
For the n-year term insurance against level net premium 7 given by (4.27),

‘/t - Am-li-t n—t - ﬂ-aertm‘

1— T’(_Ixm — nE:E

= 1- Taz-i—t n—t] n*tEI+t - a‘m-{-t n—t

Qgm

a
= 1=y By — (1 — By —2ttn=tl (4.40)
Qgm
A typical graph of this function is shown in Fig. 4.4.
Finally, for the n-year endowment insurance against level net premium =
given by (4.28),

‘/t = Az-i—t n—t| Wam-{-t n—t
_ 1- szm _
= 1- Ta’z-i—t n—tl - a’m-i—t n—t
TN
= 1- Qattn—1l (4.41)
dmm

A typical graph of this function is shown in Fig. 4.5.

The reserve in (4.41) is, of course, the sum of the reserves in (4.39) and
(4.40). Note that the pure term insurance requires a much smaller reserve than
the other insurance forms, with elements of savings in them. However, at old
ages = (where people typically are not covered against the risk of death since
death will incur soon with certainty) also the term insurance may have a V;
close to 1 in the middle of the insurance period.

D. Non-negativity of the reserve. In all the examples given here the net
reserve is sketched as a non-negative function. Non-negativity of V; is not a
consequence of the definition. One may easily construct premium payment
schemes that lead to negative values of V; (just let the premiums fall due after
the payment of the benefits), but such payment schemes are not used in practice.
The reason is that the holder of a policy with V; < 0 is in expected debt to
the insurer and would thus have an incentive to cancel the policy and thereby
get rid of the debt. (The agreement obliges the policy-holder only to pay the
premiums, and the contract can be terminated at any time the policy-holder
wishes.) Therefore, it is in practice required that

Vi >0, t>0. (4.42)

E. The reserve considered as a function of time. We will now take a
closer look at the prospective reserve as a function of time, bearing in mind
that it should be non-negative. The building blocks are the expected present
values ¢ Fyit, Gy gy Apen—g and A . appearing in the formulas in

x4+t n—t|
Section 4.3.
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First,

nftEm+t =e Ji (rtpata) ds

is seen to be an increasing function of ¢ no matter what are the interest rate
and the mortality rate. The derivative is

d
_n—th+t — n—tE;v+t (T + ,U/m-i-t) .

dt
We interpose here that nothing is changed if  depends on time. The expressions
above show that, for this pure survival benefit, » and p play identical parts in
the expected present value. Thus, mortality bequest acts as an increase of the
interest rate.
Next consider

n
Qyytm—g] = / e Ji (rtpays)ds g
t
The following inequalities are obvious:

1 1
Gprpg S ———F——— < —.
ettin—f = infsst plggs — T
The last expression is just the present value of a perpetuity, (2.32). If y is an
increasing function, then

1

Ayttt = T s

We find the derivative

d _ _
2 o+t = (7 + Hatt)8y i pg — 1 -

It follows that a, ;= is a decreasing function of ¢ if p is increasing, which is
quite natural. You can easily invent an example where a, ;7= is not decreas-
ing.

From the identity

Aertm =1l=ra, 7q
we conclude that A, , = is an increasing function of ¢ if 4 is increasing.
For ~
T e
no general statement can be made as to whether it is decreasing or increasing.
Looking back at the formulas derived in Paragraph C above, we can conclude
that the reserve for the pure life endowment against single premium, (4.37), is
always increasing. Assume henceforth that p is increasing, as is usually the
case at ages when people are insured and certainly holds for the Gompertz-
Makeham law. Then also the reserve (4.38) for the pure life endowment against
level premium during the term of the contract is increasing, and the same is the
case for the reserve (4.41) of the endowment insurance. It is left to the diligent
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reader to show that the reserve in (4.39) is increasing throughout the deferred
period and thereafter turns decreasing. This is best done by examining (4.33)
and (4.35) in the cases t < m and t < m, respectively. It follows in particular
that the reserve is non-negative. The same trick serves also to show that (4.40)
is first increasing and thereafter decreasing.

4.4 Thiele’s differential equation

A. The differential equation. We turn back to the general case with the
reserve given by (4.33) or (4.33), the latter being the more convenient since we
can draw on the results in Chapter 2.

The differential form (2.19) translates to the celebrated Thiele’s differentila
equation,

d
it Vi=m — by pgre + (r + pote) Vi, (4.43)

valid at each t where b, 7, and p are continuous. The right hand side expression
in (4.43) shows how the fund per surviving policy-holder changes per time unit
at time ¢. It is increased by the excess of premiums over benefits (which may
be negative, of course), by the interest earned, rV;, and by the fund inherited
from those who die, pyyt Vi.

When combined with the boundary condition

Voo = bn, (4.44)

the differential equation (4.43) determines V; for fixed b and .

If the principle of equivalence is exercised, then we must add the condition
(4.36). This represents a constraint on the contractual payments b and ; typi-
cally, one first specifies the benefit b and then determines the premium rate for
a given premium plan (shape of 7).

Thiele’s differential equation is a so-called backward differential equation.
This term indicates that we take our stand at the beginning of the time interval
we are interested in and also that the differential equation is to be solved by
a backward scheme starting from the ultimo condition (2.21). The differential
equation may be put up by the direct backward construction which goes as
follows. Suppose the policy is in force at time ¢ € (0,n). Use the rule of iterated
expectation, conditioning on what happens in the small time interval (¢, ¢+ dt]:
with probability g+ dt + o(dt) the insured dies, and the conditional expected
value is then just by; with probability 1 — 4+ dt + o(dt) the insured survives,
and the conditional expected value is then —mydt + e~ "% Vi, 4;. We gather

‘/t = bt M+t dt — Tt dt + (1 — Hz+t dt)G_Tdt ‘/t+dt + O(dt) (445)

Subtract Vi44: on both sides, divide by dt and let dt tend to 0. Observing that
(e7mdt —1)/dt — —r as dt — 0, one arrives at (4.43)
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B. Savings premium and risk premium. Suppose the equivalence princi-
ple is in use. Rearrange (4.43) as

d
Ty = % ‘/t — T"/t + (b - Vt),qu. (446)

This form of the differential equation shows how the premium at any time
decomposes into a savings premium,

d
T = p Vi — V4, (4.47)
and a risk premium,
mp = (bt — Vi)t (4.48)

The savings premium provides the amount needed in excess of the earned inter-
est to maintain the reserve. The risk premium provides the amount needed in
excess of the available reserve to cover an insurance claim.

C. Uses of the differential equation. In the examples given above, Thiele’s
differential equation was useful primarily as a means of investigating the devel-
opment of the reserve. It was not required in the construction of the premium
and the reserve, which could be put up by direct prospective reasoning. In the fi-
nal example to be given Thiele’s differential equation is needed as a constructive
tool.

Assume that the pension treaty studied above is modified so that the reserve
is paid back at the moment of death in case the insured dies during the contract
period, the philosophy being that “the savings belong to the insured”. Then
the scheme is supplied by an (n + m)-year temporary term insurance with sum
b = V; at any time t € (0,m 4 n). The solution to (4.43) is easily obtained as

Vi — TS5, 0<t<m,
t= bam, m<t<m+n,

where 55 = fot (1 4+ 4)*=7 dr. The reserve develops just as for ordinary savings
contracts offered by banks.

D. Dependence of the reserve on the contract elements. A small col-
lection of results due to Lidstone (1905) and, in the time-continuous set-up,
Norberg (1985), deal with the dependence of the reserve on the contract ele-
ments, in particular mortality and interest.

The starting point in the time-continuous case is Thiele’s differential equa-
tion. For the sake of concreteness, we adopt the model assumptions and the
contract described in Section 4.4 and will refer to this as the standard contract.
For ease of reference we fetch Thiele’s differential from (4.43):

d
E Vi=m — poye by + (Tt + ,LLert) Vi. (449)
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The boundary condition following from the very definition of the reserve is
Ve = by . (4.50)
With premiums determined by the principle of equivalence, we also have
Vo =70, (4.51)

where 7 is the lump sum premium payment collected upon the inception of the
policy (it may be 0, of course).

Now consider a different model with interest r; and mortality u;,, and a
different contract with benefits b} and premiums 7;. This will be referred to as
the special contract. The reserve function V,* under this contract satisfies

d * * * * * * *
i Vi =m0 — by + (ri + lu’:c+t) Vi, (4.52)
V=10, (4.53)
Vo =mg. (4.54)
Assume that
o =mo, b =b,. (4.55)

We are interested in the difference V;* — V;, and a few words are in order to
motivate this: The reserve is accounted as a liability on the part of the insurance
company. To be on the safe side, the company should, at any time, provide a
reserve in excess of what seems likely to be needed. This is usually obtained
by using technical’ elements r; and puj ,, that are different from the 'realistic’
elements r; and p;4¢, and that produce a reserve V;* bigger than the 'realistic’
V.

Subtract (4.49) from (4.52) to get

d

SV =V = 7+ pin) (V= V), (4.56)

where

*

ne = (7 — m¢) + (Batebe — gy b)) + (rf = 1o+ popy — Hate) Vi (4.57)

Integrate (4.56) from 0 to ¢, using Vo = V", to obtain
t i * *
V-V :/ ST ds
0
Similarly, integrate from ¢ to n, using V,,— = V,*_, to obtain

V-V, = —/ e_ftS(T*"'“*)ns ds.
t
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From these relations conclude: If there exists a to € [0, n] such that
< <
S 0 for t ~ to, (4.58)

then V;* < V; for all t. In particular, this is the case if 7, is non-decreasing. The
result remains valid if all inequalities are made strict. We can now prove the
following:

(1) For a contract with level premium intensity throughout the insurance period,
and with non-decreasing reserve, a uniform increase of the interest rate results
in a decrease of the reserve.

Proof: Now r; —r, = Ar is a positive constant, 7* and 7 are both constants,
all other elements are unchanged, and V; increasing. Then 7, = (7* —7) + Ar V;
is increasing.

(2) Consider an endowment insurance with fixed sum insured and level premium
rate throughout the insurance period. Prove that a change of mortality from pu
to p* such that pj — p; is positive and non-increasing, leads to a decrease of the
reserve.

Proof: Now (uj ., — ftatt) is positive and decreasing (non-increasing), 7*
and 7 are constants, by = bf = b constant, V; increasing (this is the case for
the endowment insurance if p in increasing). Then, since V; < b, we have
ne = (7" — ) — (Hhyy — Hase)(b — Vi) is increasing.

(3) Consider a policy with no down premium payment at time 0 and no life
endowment at time n. Let the special contract be the same as the standard one,
except that the special contract charges so-called natural premium, 7} = by fiz4+.
Then V;* = 0 for all ¢, and (4.58) can be used to check whether the reserve V;
is non-negative (as it should be).

Proof: Putting 7} = piz4+b:, means premiums covers current expected ben-
efits, so there is no accumulation of reserve; V;* = 0. Now 1 = —m; + fz4¢bt,
so if this is increasing, then 0 = V;* < V4. This is the case e.g. if 7 and b are
constants and p; is increasing.

The reason why the impact on the reserve of a change in valuation and/or
contract elements is a bit involved is that, under the equivalence principle, the
premium is also affected by the change. However, if we require that the premium
be constant as function of ¢, then (7* — 7) appearing in the expression for 7; is
constant and does not affect the monotonicity properties of 7;. Note also that,
since V,* — V; starts and ends at 0, 7, cannot be strictly positive in some part
of (0,n) without being strictly negative in some other part.
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4.5 Probability distributions

A. Motivation. The basic paradigm being the principle of equivalence, life
insurance mathematics centers on expected present values. The key tool is
Thiele’s differential equation, which describes the development of such expected
values and forms a basis for computing them by recursive methods. In Chapter
7 we shall obtain analogous differential equations for higher order moments,
which will enable us to compute the variance, skewness, kurtosis, and so on of
the present value of payments under a fairly general insurance contract.

We shall give an example of how to determine the probability distribution of
a present value, which is at the base of the moments and of any other expected
values of interest. Knowledge of this distribution, and in particular its upper
tail, gives insight into the riskiness of the contract beyond what is provided by
the mean and some higher order moments.

The task is easy for an insurance on a single life since then the model involves
only one random variable (the life length of the insured). De Pril [14] and
Dhaene [16] offer a number of examples. In principle the task is simple also for
insurances involving more than one life or, more generally, a finite number of
random variables. In such situations the distributions of present values (and
any other functions of the random variables) can be obtained by integrating the
finite-dimensional distribution.

B. A simple example. Counsider the single life status (z) with remaining
life time T, distributed as described in Chapter 3. Suppose (z) buys an n year
term insurance with fixed sum b and premiums payable continuously at level
rate 7 per year as long as the contract is in force (see Paragraphs 4.1.C-D). The
present value of benefits less premiums on the contract is
U(TI) = beiTTxl[O <T, < n] — ﬂam,

where Gy = fot e " dr = (1 — e ") /r is the present value of an annuity certain
payable continuously at level rate 1 per year for ¢ years. The function U is
non-increasing in 7., and we easily find the probability distribution

0 , U< —Tagm,
P[T, > n] , —mam <u<be " — wam,

PU <u]= P {Tm > %ln (Z:i:)} , be™™ —wam < u < b, (4.59)
1 u > b.

3

The jump at —mazm is due to the positive probability of survival to time n.
Similar effects are to be anticipated also for other insurance products with a
finite insurance period since, in general, there is a positive probability that the
policy will remain in the current state until the contract terminates.

The probability distribution in (4.59) is depicted in Fig. 4.6 for the G82M
case with r = In(1.045) and p(t|z) = 0.0005 4 10~+12+0:038(z+1) when 2 = 30,
n =30, b=1, and 7 = 0.0042608 (the equivalence premium).
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Figure 4.6: The probability distribution of the present value of a term insurance
against level premium.

4.6 The stochastic process point of view

A. The processes indicating survival and death. In Paragraph A of
Section 4.1 we introduced the indicator of the event of survival to time ¢, I; =
1[T; > t], and the indicator of the complementary event of death within time ¢,
Ny =1-1; = 1T, < t]. Viewed as functions of ¢, they are stochastic processes.
The latter counts the number of deaths of the insured as time is progresses and
is thus a simple example of a counting process as defined in Paragraph D of
Appendix A. This motivates the notation N;. By their very definitions, I; and
N; are RC.

In the present context, where everything is governed by just one single ran-
dom variable, T}, the process point of view is not important for practical pur-
poses. For didactic purposes, however, it is worthwhile taking it already here as
a rehearsal for more complicated situations where stochastic processes cannot
be dispensed with.

The payment functions of the benefits considered in Section 4.1 can be recast
in terms of the processes I; and N;. In differential form they are

dB;y" = I de,(t),
dB:lm = 1(07,1] (t) dNy ,
dBfm = Itl(o,n) (t) dt,
dB{"" = dB!"™ +dB" .

Their present values at time 0 are
pven = ol
n
Pyt = / e~ Jo TaN, |
0
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pven =[S,
0
Pvei;n — Vti;n+ve;n.

The expressions in (4.14) and (4.10) are obtained directly by taking expectation
under the integral sign, using the obvious relations

E [IT] = 1Pz,
E[dN;] = . pzfigtrdr.

The relationship (4.19) re-emerges in its more basic form upon integrating
by parts to obtain

e~ Jorr, = 1+/ e_foTT(—rT)IT dT+/ e_fJTdIT,

0 0

and setting dI; = —dN; in the last integral.



Chapter 5

Expenses

5.1 A single life insurance policy

A. Three categories of expenses. Any firm has to defray expenditures in
addition to the net production costs of the commodities or services it offers, and
these expenses must be taken account of in the prices paid by the customers.
Thus, the rate of premium charged for a given insurance contract must not
merely cover the contractual net benefits, but also be sufficient to provide for
all items of expenditure connected with the operations of the insurance company.

For the sake of concreteness, and also of loyalty to standard actuarial no-
tation, we shall introduce the issue of expenses in the framework of the simple
single life policy encountered in Chapter 4. To get a case that involves all main
types of payments, let us consider a life (x) who purchases an n-year endow-
ment insurance with a fixed sum insured, b, and premium payable continuously
at level rate as long as the policy is in force.

We recall that the net premium rate determined by the principle of equiva-

lence is
ﬁbAImb< L T), (5.1)

Az

Qg

and that the corresponding net premium reserve to be provided if the insured
is alive at time ¢, is

a”tj) . (5.2)

thAertﬂﬂaantb(l Bom

The term net means “net of administration expenses”.

When expenses are included in the accounts, one will have to charge the
policy with a gross premium rate w’, which obviously must be greater than
the net premium rate, and the gross premium reserve V; to be provided if the
policy is in force at time ¢ will also in general differ from the net premium
reserve. The precise definitions of these quantities can only be made after we

99
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have made specific assumptions about the structure of the expenses, which we
now turn to.

The expenses are usually divided into three categories. In the first place there
are the so-called a-expenses that incur in connection with the establishment
of the contract. They comprise sales costs, including advertising and agent’s
commission, and costs connected with health examination, issue of the policy,
entering the details of the contract into the data files, etc. It is assumed that
these expenses incur immediately at time 0 and that they are of the form

o +a’b. (5.3)

In the second place there are the so-called B-expenses that incur in connec-
tion with collection and accounting of premiums. They are assumed to incur
continuously at constant rate

ﬁ/ +ﬁ/lﬂ_l (54)

throughout the premium-paying period.

Finally, in the third place there are the so-called y-expenses that comprise
all expenditures not included in the former two categories, such as wages to em-
ployees, rent, taxes, fees, and maintenance of the business operations in general.
These expenses are assumed to incur continuously at rate

,7/ +,y//b+,y///‘/t/ (55)

at time ¢t if the policy is then in force.

The constant terms o', §’, and ' represent costs that are the same for all
policies. The terms o’b, 3”7, and v"'b represent costs that are proportional to
the size of the contract as measured by the amounts specified in the policy. Typ-
ically this is the case for the agent’s commission, which may be a considerable
portion of the a-expenses on individual insurances sold in an open competitive
market, and also for the debt collector’s or solicitor’s commission, which in for-
mer days made up the major part of the S-expenses. The term "'V} represents
expenses in connection with management of the investment portfolio, which can
reasonably be divided between the policy-holders in proportion to their current
reserves.

B. The gross premium and the gross premium reserve. Upon exercising
the equivalence principle in the presence of expenses, one will determine the
gross premium rate 7' and the corresponding gross premium reserve function
V/. When expenses depend on the reserve, as specified in (5.5), we have to
resort to the Thiele technique to construct 7’ and V). We can immediately put
up the following differential equation by adding the expenses to the benefits in
the set-up of Section 4.4:

d
%‘/t/ — ﬂ_/ _ 6/ _ 6//7_(_/ . ,y/ . ,y//b . 7///‘/t/ . uz+tb+ ,r‘/t/ + Nx+t‘/t/ . (5.6)
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The appropriate side conditions are
V! =b, (5.7)
and
Vg =—(a' +a"b). (5.8)

As before, (5.7) is a matter of definition and relies only on the fact that the
endowment benefit falls due upon survival at time n, and (5.8) is the equivalence
requirement, which determines 7’ for given benefits and expense factors.

Gathering terms involving V;/ on the left of (5.6) and multiplying on both
sides with e/ ("=7""+1) gives

d o e~
(e V) = S (1 T~ o — (0 )}
(5.9)

Now integrate (5.9) between t and n, using (5.7), and rearrange a bit to obtain

‘/Z = / e ftT(T*'YW‘hU') {ﬁ/ + ,y/ + (,7// + IU/m-i-T)b _ (1 _ ﬁ//)ﬂ'/} dr
¢
+67 fﬁn’(ri’y///+:“l‘)b. (5'10)
Upon inserting ¢ = 0 into (5.10) and using (5.8), we find

1"

o +ao''b+ fon o j‘of(ri'y”ur#){ﬂ/ +'}/ + (fy// + Nm+r)b}d7+ o= S =~ J“u)b
(1=B8") o e o ="+ dr '

/
m =

(5.11)

In the special case where v/ = 0 we could determine 7’ and V; directly
from the defining relations without using the differential equation. That goes,
in fact, also for the general case with v # 0 by the following consideration:
By inspection of the differential equation (5.6) and the side conditions, it is
realized that, formally, the problem amounts to determining the “net premium
rate” (1 — B”)n’ and “net premium reserve” V; for a policy with (admittedly
unrealistic) benefits consisting of a lump sum payment of o’ + a’’b at time 0,
a continuous level life annuity of 3’ + v’ + 7”b per year, and an endowment
insurance of b, when the interest rate is 7 — ~"".

Easy calculations show that, when 7"/ = 0, the gross and net quantities are

related by
1 o +a’b
”/:1,—5// (” + KJHBIJFV/JFV”Z?) ; (5.12)
and
Vi =V, — ZattnT A o o), (5.13)

Qzm
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It is seen that 7’ > 7, as was anticipated at the outset. Furthermore, V/ < V; for
0 <t < m, which may be less obvious. The relationship (5.13) can be explained
as follows: All expenses that incur at a constant rate throughout the term of
the contract are compensated by an equal component in the “effective” gross
premium rate (1 —3"”)7’, see (5.12). Thus, the only expense factor that appears
in the gross reserve is the non-amortized initial a-cost, which is the last term
on the right of (5.13). It represents a debt on the part of the insured and is
therefore to be subtracted from the net reserve.

In Paragraph 4.3.D we have advocated non-negativity of the reserve. Now,
already from (5.8) it is clear that the gross premium sets out negative at the time
of issue of the contract and it will remain negative for some time thereafter until
a sufficient amount of premium has been collected. The only way to get around
this problem would be to charge an initial lump sum premium no less than the
initial expense, but this is usually not done in practice (presumably) because a
substantial down payment might keep customers with liquidity problems from
buying insurance.

5.2 The general multi-state policy

A. General treatment of expenses. Consider now the general multi-state
insurance policy treated in Chapter 7. Expenses are easily accommodated in the
theory of that chapter since they can be treated as additional benefits of annuity
and assurance type. Thus, from a technical point of view expenses do not create
any additional difficulties, and we can therefore suitably end this chapter here.
We round off by saying that expenses are still of conceptual and great practical
importance. Assumptions about the various forms of expenses are part of the
technical basis, which must be verified by the insurer and is subject to approval
of the supervisory authority. Thus, just as statistical and economic analysis is
required as a basis for assumptions about mortality and interest, thorough cost
analysis are required as a basis for assumptions about the expense factors.



Chapter 6

Multi-life insurances

6.1 Insurances depending on the number of sur-
vivors

A. The single-life status reinterpreted. In the treatment of the single life
status («) in Chapters 3—4 we were having in mind the remaining life time 7" of
an x year old person. From a mathematical point of view this interpretation is
not essential. All that matters is that T' is a non-negative random variable with
an absolutely continuous distribution function, so that the survival function is
of the form .

Do = € Jo HarrdT (6.1)

The footscript = serves merely to indicate what mortality law is in play. Re-
gardless of the nature of the status (z) and the notion of lifetime represented
by T, the previous results remain valid. In particular, all formulas for expected
present values of payments depending on T" are preserved, the basic ones being
the endowment,

By = 0" D, (6.2)
the life annuity,
B _ n . _ n
Qg = / v tpzdt = / thdt, (6 3)
0 0
the endowment insurance,
Ammzl_rdwﬁh (6 4)
and the term insurance,
Al = Aym— nEy. (6.5)

These formulas demonstrate that present values of all main types of payments
in life insurance — endowments, life annuities, and assurances — can be traced
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back to the present value ;F,. of an endowment and, as far as the mortality law is
concerned, to the survival function yp,. Once we have determined ;p,, all other
functions of interest are obtained by integration, possibly by some numerical
method, and elementary algebraic operations.

B. Multi-dimensional survival functions. Consider a body of r individu-
als, the j-th of which is called (x;) and has remaining lifetime T}, j =1,...,r.
For the time being we shall confine ourselves to the case with independent lives.
Thus, assume that the T} are stochastically independent, and that each T} pos-
sesses an intensity denoted by ;¢ and, hence, has survival function

t
iDay = ¢ Jotestrdn (6.6)
(The function p need not be the same for all j as the notation suggests; we have

dropped an extra index j just to save notation.) The simultaneous distribution
of Ty, ..., T, is given by the multi-dimensional survival function

" r 'ty
P [Ty > 53] = [] ¢ypa, = = i o7 vmsr @7

j=1
or, equivalently, by the density
T
H tjpibj,uzj+t]‘ . (67)
j=1

C. The joint-life status. The joint life status (z1 ...z, ) is defined by having
remaining lifetime
Ty, = min{T1,..., T, } . (6.8)

Thus, the r lives are looked upon as a single entity, which continues to exist as
long as all members survive, and terminates upon the first death. The survival
function of the joint-life is denoted by tps,.. +, and is

Dz, = P [ﬂ;:I{TJ > t}} = fUtZ;:1 Hz -+ dr ) (69)

From this survival function we form the present values of an endowment ,, E;, . 4.,
a life annuity @, . .., an endowment insurance Aml___mrm, and a term insur-
ance, AL -, by just putting (6.9) in the role of the survival function in (6.2)
- (6.5).

By inspection of (6.9), the mortality intensity of the joint-life status is simply
the sum of the component mortality intensities,

Hzy...x,. (t) = Z M+t - (610)
j=1
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In particular, if the component lives are subject to G-M mortality laws with a
common value of the parameter c,

fay 4t = aj + BT FHD, (6.11)
then (6.10) becomes
fiz,..z, (t) = o + 37" (6.12)

with
o =3 a5, B=) 5 (6.13)
j=1 j=1

again a G-M law with the same ~ as in the component laws.

D. The last-survivor status. The last survivor status Ty . ..x, is defined by
having remaining lifetime

Tm:maX{Th...,Tr}. (614)

Now the r lives are looked upon as an entity that continues to exist as long as
at least one member survives, and terminates upon the last death. The survival
function of this status is denoted by pz—=z-. By the general addition rule for
probabilities (Appendix C),

P [ngl{Tj > t}]
> pe, = > Pajag, Foot (1) ipaya . (6.15)
j

J1<J2

tpl1...mr

This way actuarial computations for the last survivor are reduced to computa-
tions for joint lives, which are simple. As explained in Paragraph A, all main
types of present values can be built from (G). Formulas for benefits contingent
on survival, obtained from (6.2) and (6.3), will reflect the structure of (G) in
an obvious way. Formulas for death benefits are obtained from (6.4) and (6.5).
The expressions are displayed in the more general case to be treated in the next
paragraph.

E. The q survivors status.

The q survivors status i defined by having as remaining lifetime the
(r — g + 1)-th order statistic of the sample {7T%,...,T;.-}. Thus the status is
7alive” as long as there are at least ¢ survivors among the original r. The
survival function can be expressed in terms of joint life survival functions of
sub-groups of lives by direct application of the theorem in Appendix C:

¢ = - g P11
tpﬁ o };]( 1) <q -1 Z tple...xjp . (616)

J1<...<Jp

q




CHAPTER 6. MULTI-LIFE INSURANCES 66

Present values of standard forms of insurances for the ¢ survivors status
are now obtained along the lines described in the previous paragraph. First,
combine (6.16) with (6.2) to obtain

— - _1\p—¢q p— 1

nBoa=3 (-1) (q ) > 0By, (6.17)
p=q J1<...<jp

the notation being self-explaining. Next, combine (6.3) and (6.17) to obtain

T

_ _.(p—1 B
C=i ™ Z(il)p ! <q — 1) Z Qzjy ..z, 7] - (6.18)
p=q ]-1<~'<jp

Finally, present values of endowment and term insurances are obtained by in-
serting (6.18) and (6.17) in the general relations (6.4) and (6.5):

A (6.20)

1 o

A—am = A im— nbay s, -

The following alternative to the expression in (6.19) has some aesthetic ap-
peal as it expresses the insurance by corresponding insurances on joint lives:

T

_ —1 _

A___am= Z(—l)”‘q (2 - 1) Z Auj\ oy - (6.21)
p=q J1<...<Jp

It is obtained upon substituting (6.18) on the right of (6.19), then inserting

(recall (6.4)) zjy oy, = (1- flzh___%)/r and using (C.8) in Appendix C. A

similar expression for the term insurance is obtained upon subtracting (6.17)

from (6.21).



Chapter 7

Markov chains in life
insurance

7.1 The insurance policy as a stochastic process

A. The basic entities. Consider an insurance policy issued at time O for a
finite term of n years. We have in mind life or pension insurance or some other
form of insurance of persons like disability or sickness coverage. In such lines of
business benefits and premiums are typically contingent upon transitions of the
policy between certain states specified in the contract. Thus, we assume there
is a finite set of states, Z = {0,1,...,7}, such that the policy at any time is in
one and only one state, commencing in state 0 (say) at time 0. Denote the state
of the policy at time ¢ by Z(¢t). Regarded as a function from [0,n] to Z, Z is
assumed to be right-continuous, with a finite number of jumps, and Z(0) = 0.
To account for the random course of the policy, Z is modeled as a stochastic
process on some probability space (€2, H, P).

B. Model deliberations; realism versus simplicity. On specifying the
probability model, two concerns must be kept in mind, and they are inevitably
conflicting. On the one hand, the model should reflect the essential features of (a
certain piece of) reality, and this speaks for a complex model to the extent that
reality itself is complex. On the other hand, the model should be mathematically
tractable, and this speaks for a simple model allowing of easy computation of
quantities of interest. The art of modeling is to strike the right balance between
these two concerns.

Favouring simplicity in the first place, we shall be working under Markov
assumptions, which allow for fairly easy computation of relevant probabilities
and expected values. Later on we shall demonstrate the versatility of this model
framework, showing that it is capable of representing virtually any conception
one might have of the mechanisms governing the development of the policy. We
shall take the Markov chain model presented in [26] as a suitable framework
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throughout this text. A useful basic source is [30].

7.2 The time-continuous Markov chain

A. The Markov property. A stochastic process is essentially determined
by its finite-dimensional distributions. In the present case, where Z has only a
finite state space, these are fully specified by the probabilities of the elementary
events N} _,[Z(tn) = jn), t1 < --- <tp in [0,n] and j1,...,jp, € Z. Now

PlZ(th) =jn, h=1,...,1]
=[IP12tn) =jn | Z(tg) = Gg, g =0,...,h = 1], (7.1)
h=1

where, for convenience, we have put to = 0 and jo = 0 so that [Z(tg) = jo] is
the trivial event with probability 1. Thus, the specification of P could suitably
start with the conditional probabilities appearing on the right of (7.1).

A particularly simple structure is obtained by assuming that, for all ¢t; <
<o <tpin [0,n] and j1,...,Jp € Z,

PZ(tp) = jp | Z(th) = jn, h=1,...,p — 1]
= P[Z(tp) =Jp | Z(tp—l) = jp—l] ) (7-2)

which means that process is fully determined by the (simple) transition proba-
bilities

pik(t,u) =P[Z(u) = k| Z(t) = j], (7.3)
t <win [0,n] and j,k € Z. In fact, if (7.2) holds, then (7.1) reduces to

p
PZ(th) = jn, h=1,....p] = [ Pin_rin (tr-1,tn), (7.4)
h=1

and one easily proves the equivalent that, for any ¢, < --- <1, <t <tp41 <
< thrq in [O,TL] and jla o 7jp7.jajp+17 s 7jp+q in Zv

P[Z(th):jh,h:p+1,...,p+q| Z(t):j, Z(th):jh,hil,...,p]
=P[Z(th) =jn, h=p+1,...,p+q| Z(t) =j] . (7.5)

Proclaiming ¢ “the present time”, (7.5) says that the future of the process is
independent of its past when the present is known. (Fully known, that is; if
the present state is only partly known, it may certainly help to add information
about the past.)

The condition (7.2) is called the Markov property. We shall assume that
Z possesses this property and, accordingly, call it a continuous time Markov
process on the state space Z.
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From the simple transition probabilities we form the more general transition
probability from j to some subset K C Z,

pixc(tu) =P[Z(uw) € K| Z(t) = j] = Y pixlt,u). (7.6)
keKx

We have, of course,

piz(t,u) = ijk(t,u) =1. (7.7)
kez

B. Alternative definitions of the Markov property. It is straightforward
to demonstrate that (7.2), (7.4), and (7.5) are equivalent, so that any one of the
three could have been taken as definition of the Markov property. Then (7.4)
should be preceded by: “Assume there exist non-negative functions pjx(t,u),
Jyk € Z,0<t<wu<n, such that Y, - pj(t,u) = 1 and, for any 0 < t; <
<o <tpin [0,n] and {j1,...,Jp} in Z,..7

We shall briefly outline more general definitions of the Markov property.
For T C [0,n] let Hz denote the class of all events generated by {Z(t)}ier.
It represents everything that can be observed about Z in the time set 7. For
instance, Hy;y is the information carried by the process at time ¢ and consists
of the elementary events @, Q, and [Z(¢) = j], j = 0,...,r, and all possible
unions of these events. More generally, Hy;, . ;) is the information carried
by the process at times t1,...,¢,. Some sets 7 of interval type are frequently
encountered, and we abbreviate H<; = Hjo ¢ (the entire history of the process by
time t), H<y = Hjo,4) (the strict past of the process by time ), and H~¢ = H )
(the future of the process by time t).

The process Z is said to be a Markov process if, for any B € H~,

P[B|H<t] = P[B|Hy] - (7.8)

This is the general form of (7.5).
An alternative definition says that, for any A € H.; and B € Hxq,

]P)[A NnB | H{t}] = P[A | H{t}] P[B | H{t}] s (7.9)

that is, the past and the future of the process are conditionally independent,
given its present state. In the case with finite state space (countability is
equally simple) it is easy to prove that (7.8) and (7.9) are equivalent by work-
ing with the finite-dimensional distributions, that is, take A € Hy, ;) and
B e Ht, i, tyrgy With tp <o <y <t <tpp1 <o <lpyq-

C. The Chapman-Kolmogorov equation. For a fixed ¢t € [0, n] the events
{Z(t) = j}, j € Z, are disjoint and their union is the almost sure event. It
follows that

PZ(u) = k|Z(s) =il = Y _P[Z(t) = j, Z(u) = k| Z(s) = ]
JjEZ
=Y P(Z(t) = j| Z(s) = | P[Z(u) = k| Z(s) =i, Z(t) = j].

Jje2
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If Z is Markov, and 0 < s <t < u, this reduces to

pik(svu) = Zpij(svt)pjk(tau) ) (710)
JjEZ

which is known as the Chapman-Kolmogorov equation.

D. Intensities of transition. In principle, specifying the Markov model
amounts to specifying the p;z(¢,u) in such a manner that the expressions on
the right of (7.4) define probabilities in a consistent way. This would be easy
if Z were a discrete time Markov chain with ¢ ranging in a finite time set
0=ty <t1 <--- <ty =mn: then we could just take the p,i(ts—1,t,) as any
non-negative numbers satisfying >, pjr(tp—1,tp) = 1 for each j € Z and
p=1,...,q. This simple device does not carry over without modification to the
continuous time case since there are no smallest finite time intervals from which
we can build all probabilities by (7.4). An obvious way of adapting the basic
idea to the time-continuous case is to add smoothness assumptions that give
meaning to a notion of transition probabilities in infinitesimal time intervals.
More specifically, we shall assume that the intensities of transition,

(7.11)

exist for each j,k € Z, j # k, and t € [0,n) and, moreover, that they are
piece-wise continuous. Another way of phrasing (7.11) is

Pkt t +dt) = pp(t)dt + o(dt) (7.12)

where the term o(dt) is such that o(dt)/dt — 0 as dt — 0. Thus, transition
probabilities over a short time interval are assumed to be (approximately) pro-
portional to the length of the interval, and the proportionality factors are just
the intensities, which may depend on the time. What is ”short” in this con-
nection depends on the sizes of the intensities. For instance, if the p;r(7) are
approximately constant and << 1 for all k& # j and all 7 € [t,t + 1], then
ik (t) approximates the transition probability p;x(¢,¢+1). In general, however,
the intensities may attain any positive values and should not be confused with
probabilities.

For j ¢ K C Z, we define the intensity of transition from state j to the set
of states K at time ¢ as

o) = tim PR 5 (7.13)
ke

In particular, the total intensity of transition out of state j at time t is 15 z_ ;1 (%),
which is abbreviated

o) = 3 uge(t). (7.14)

k;k#j
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From (7.7) and (7.12) we get

E. The Kolmogorov differential equations.

The transition probabilities are two-dimensional functions of time, and in non-
trivial situations it is virtually impossible to specify them directly in a consis-
tent manner or even figure how they should look on intuitive grounds. The
intensities, however, are one-dimensional functions of time and, being easily in-
terpretable, they form a natural starting point for specification of the model.
Luckily, as we shall now see, they are also basic entities in the system as they
determine the transition probabilities uniquely.

Suppose the process Z is in state j at time ¢t. To find the probability that
the process will be in state k at a given future time w, let us condition on
what happens in the first small time interval (¢, + dt]. In the first place Z
may remain in state j with probability 1 — u,.(¢t) dt and, conditional on this
event, the probability of ending up in state k at time u is p;x(t + dt, u). In the
second place, Z may jump to some other state g with probability p;,(t) dt and,
conditional on this event, the probability of ending up in state k£ at time w is
Pgk(t + dt,u). Thus, the total probability of Z being in state k at time v is

pik(t,u) = (1= p;(t)dt) pw(t +dt,u)

+ > g (t) dt per(t + dt, u) + o(dt) (7.16)
93977

Upon putting dipjr(t,u) = pji(t + dt,u) — pjr(t,u) in the infinitesimal sense,
we arrive at

dipjn(t,u) = . (8) dipir(tu) = D g (t) dt per(t,u) - (7.17)

;973

For given k and u these differential equations determine the functions pjx (-, u),
7 =0,...,r, uniquely when combined with the obvious conditions

pik(u, u) = 0 - (7.18)

Here 0, is the Kronecker delta defined as 1 if j = k and 0 otherwise.

The relation (7.16) could have been put up directly by use of the Chapman-
Kolmogorov equation (7.10), with s, ¢, 4, j replaced by t,t + dt, j, g, but we have
carried through the detailed (still informal though) argument above since it will
be in use repeatedly throughout the text. It is called the backward (differential)
argument since it focuses on ¢, which in the perspective of the considered time
period [t,u] is the very beginning. Accordingly, (7.17) is referred to as the
Kolmogorov backward differential equations, being due to A.N. Kolmogorov.

At points of continuity of the intensities we can divide by dt in (7.17) and
obtain a limit on the right as dt tends to 0. Thus, at such points we can write



CHAPTER 7. MARKOV CHAINS IN LIFE INSURANCE 72

(7.17) as

0
Epjk(tﬂt) = pj. (H)pj(t, u) Z tjg (£)Pgi (L, u) - (7.19)
9977

Since we have assumed that the intensities are piece-wise continuous, the in-
dicated derivatives exist piece-wise. We prefer, however, to work with the
differential form (7.17) since it is generally valid under our assumptions and,
moreover, invites algorithmic reasoning; numerical procedures for solving differ-
ential equations are based on approximation by difference equations for some
fine discretization and, in fact, (7.16) is basically what one would use with some
small dt > 0.

As one may have guessed, there exist also Kolmogorov forward differential
equations. These are obtained by focusing on what happens at the end of the
time interval in consideration. Reasoning along the lines above, we have

p’bj s,t+dt) = Z ng s,t) Ng] )dt+pij(5at)(1 7#’]"(15) dt) + o(dt),
9977

hence

dipij(s,t) Z Dig(8,t)pgi (t) dt — pij (s, t)pj.(t) dt. (7.20)
9:977

For given ¢ and s, the differential equations (7.20) determine the functions
pij(s,+), j=0,...,7, uniquely in conjunction with the obvious conditions

pij(s, S) = (51']‘ . (7.21)

In some simple cases the differential equations have nice analytical solutions,
but in most non-trivial cases they must be solved numerically, e.g. by the Runge-
Kutta method.

Once the simple transition probabilities are determined, we may calculate
the probability of any event in Hyy, . ;) from the finite-dimensional distribu-
tion (7.4). In fact, with finite Z every such probability is just a finite sum of
probabilities of elementary events to which we can apply (7.4).

Probabilities of more complex events that involve an infinite number of co-
ordinates of Z, e.g. events in Hy with 7 an interval, cannot in general be
calculated from the simple transition probabilities. Often we can, however, put
up differential equations for the requested probabilities and solve these by some
suitable method.

Of particular interest is the probability of staying uninterruptedly in the
current state for a certain period of time,

p7(t,u) =PlZ(r) =j,7 € (t,u]| Z(t) = j]. (7.22)

Obviously p7(t,u) = pz(t,s)pj(s,u) for t < s < u. By the “backward”
construction and (7.15) we get

pij(t,u) = (1 — ;. (t) dt) p;(t + dt, u) + o(dt) . (7.23)
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From here proceed as above, using pﬁ(u, u) = 1, to obtain
pit,u) = e i h (7.24)

F. Backward and forward integral equations. From the backward dif-
ferential equations we obtain an equivalent set of integral equations as follows.
Switch the first term on the right over to the left and, to obtain a complete
differential there, multiply on both sides by the integrating factor e/¢ #i-:

dy (eftu “j‘pjk(t,u)) S Z Wig(t) At pgr(t, u).
9973

Now integrate over (t,u] and use (7.18) to obtain

Ok — el Hipig(t,u) = — els na Z Kgi (T)Dji (T, ) dr.
t

Finally, carry the Kronecker delta over to the right, multiply by —e™ Ji 1 and
use (7.24) to arrive at the backward integral equations

pik(t,u) = / pﬁ(t,'r) Z Wig(T)Dgr (T, w) dT + 5jkpﬁ(t,u). (7.25)
¢ 95 973

In a similar manner we obtain the following set of forward integral equations

from (7.20):

t
pij(s,t) = 8ijpr(s,t) + Z / Pig(8, T) g (T)p77(7, t)dr . (7.26)
95973

The integral equations could be put up directly upon summing the proba-
bilities of disjoint elementary events that constitute the event in question. For
(7.26) the argument goes as follows. The first term on the right accounts for the
possibility of ending up in state j without making any intermediate transitions,
which is relevant only if ¢ = j. The second term accounts for the possibility
of ending up in state j after having made intermediate transitions and is the
sum, over all states g # j and all small time intervals (7,7 + dr) in (s,t), of
the probability of arriving for the last time in state j from state g in the time
interval (7,74 d7). In a similar manner (7.25) is obtained upon splitting up by
the direction and the time of the first departure, if any, from state j.

We now turn to some specializations of the model pertaining to insurance of
persons.

7.3 Applications

A. A single life with one cause of death. The life length of a person is
modeled as a positive random variable T" with survival function F. There are
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0
Alive
l "

1
Dead

Figure 7.1: Sketch of the mortality model with one cause of death.

two states, ’'alive’ and 'dead’. Labeling these by 0 and 1, respectively, the state
process Z is simply
Zt)=1T <t],tel0,n],

which counts the number of deaths by time ¢ > 0. The process Z is right-
continuous and is obviously Markov since in state 0 the past is trivial, and in
state 1 the future is trivial. The transition probabilities are

poo(S, t) = F(t)/F(S) .

The Chapman-Kolmogorov equation reduces to the trivial

Poo(s,w) = poo(s,t)poo(t, u)

or(};(u)/dp(s) = {F(t)/F(s)}{F(u)/F(t)}. The only non-null intensity is po1 () =
w(t), an
poo(t,u) = e~ Ji' . (7.27)

The Kolmogorov differential equations reduce to just the definition of the in-
tensity (write out the details).
The simple two state process with state 1 absorbing is outlined in Fig. 7.1

B. A single life with r causes of death. In the previous paragraph it was,
admittedly, the process set-up that needed the example and not the other way
around. The process formulation shows it power when we turn to more complex
situations. Fig. 7.2 outlines a first extension of the model in the previous para-
graph, whereby the single absorbing state (”dead”) is replaced by r absorbing
states representing different causes of death, e.g. ”dead in accident”, ”dead
from heart disease”, etc. The index 0 in the intensities p; is superfluous and
has been dropped.
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0
Alive
/ lﬂj \ﬁr
1 j r
Dead: cause 1 e Dead: cause j e Dead: cause r

Figure 7.2: Sketch of the mortality model with r causes of death.

Relation (7.14) implies that the total mortality intensity is the sum of the
intensities of death from different causes,

plt) = > (1) (7.28)

For a person aged t the probability of survival to u is the well-known survival
probability poo(t, u) given by (7.27). The present enriched model opens possibil-
ities of expressing ideas about the relative importance of various causes of death
and thus better motivate a specific mortality law in the aggregate. For instance,
the G-M law in the simple mortality model may be motivated as resulting from
two causes of death, one with intensity « independent of age (pure accident)
and the other with intensity 3ct (wear-out).
The probability that a ¢ years old will die from cause j before age u is

poj(t,u) = / e~ i m wi(T)dr . (7.29)
¢

This follows from e.g. (7.25) upon noting that p,,.(¢,u) = 1, but — being totally
transparent — it can be put up directly.

Inspection of (7.28) — (7.29) gives rise to a comment. An increase of one
mortality intensity py results in a decrease of the survival probability (evidently)
and also of the probabilities of death from every other cause j # k, hence (since
the probabilities sum to 1) an increase of the probability of death from cause
k (also evident). Thus, the increased proportions of deaths from heart diseases
and cancer in our times could be sufficiently explained by the fact that medical
progress has practically eliminated mortality by lunge inflammation, childbed
fever, and a number of other diseases.

The above discussion supports the assertion that the intensities are basic
entities. They are the pure expressions of the forces acting on the policy in
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each given state, and the transition probabilities are resultants of the interplay
between these forces.

C. A model for disabilities, recoveries, and death. Fig. 7.3 outlines a
model suitable for analyzing insurances with payments depending on the state
of health of the insured, e.g. sickness insurance providing an annuity benefit
during periods of disability or life insurance with premium waiver during dis-
ability. Many other problems fit into the same scheme by mere re-labeling of
the states. For instance, in connection with a pension insurance with additional
benefits to the spouse, states 0 and 1 would be "unmarried” and "married”,
and in connection with unemployment insurance they would be ”employed”
and ”unemployed”.

For a person who is active at time s the Kolmogorov forward differential
(7.20) equations are

= ool ) = pos (s, Dp(t) — pools, ) (1) + (1), (7.30)
2 por(s:0) = poo(s, D(t) —pos (s (1) + () (7.31)

(The probability poz2 (s, t) is determined by the other two.) The initial conditions
(7.21) become

pOO(Sa S) =1 B (732)
poi(s;s) =0. (7.33)
(For a person who is disabled at time s the forward differential equations are

the same, only with the first subscript 0 replaced by 1 in all the probabilities,
and the side conditions are poo(s,s) =0, pii(s,s) =1.).

a o(t) |i
active — invalid
p(t)
\f@ V@'/
d
dead

Figure 7.3: Sketch of a Markov chain model for disabilities, recoveries, and
death.
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When the intensities are sufficiently simple functions, one may find explicit
closed expressions for the transition probabilities. Work through the case with
constant intensities.

7.4 Selection phenomena

A. Introductory remarks. The Markov model (like any other model) may
be accused of being oversimplified. For instance, in the disability model it says
that the prospects of survival of a disabled person are unaffected by information
about the past such as the pattern of previous disabilities and recoveries and,
in particular, the duration since the last onset of disability. One could imagine
that there are several types or degrees of disability, some of them light, with
rather standard mortality, and some severe with heavy excess mortality. In
these circumstances information about the past may be relevant: if we get to
know that the onset of disability incurred a long time ago, then it is likely that
one of the light forms is in play; if it incurred yesterday, it may well be one of
the severe forms by which a soon death is to be expected.

Now, the kind of heterogeneity effect mentioned here can be accommodated
in the Markov framework simply by extending the state space, replacing the
single state ”disabled” by more states corresponding to different degrees of dis-
ability. From this Markov model we deduce the model of what we can observe
as sketched in Fig. 7.3 upon letting the state ”disabled” be the aggregate of the
disability states in the basic model. What we end up with is typically no longer
a Markov model.

Generally speaking, by variation of state space and intensities, the Markov
set-up is capable of representing extremely complex phenomena. In the following
we shall formalize these ideas with a particular view to selection phenomena
often encountered in insurance. The ideas are to a great extent taken from [27].

B. Aggregating states of a Markov chain. Let Z be the general con-
tinuous time Markov chain introduced in Section 7.2. Let {Zy,..., 2z} be a
partition of Z, that is, the Z, are disjoint and their union is Z. By convention,
0 € Zy. Define a stochastic process Z on the state space Z = {0,...,7} by

Zt)=g iff Z(t) € Z,. (7.34)

The interpretation is that we can observe the process Z which represents sum-
mary information about some not fully observable Markov process Z.

Suppose the underlying process Z is observed to be in state i at time s. The
subsequent development of Z can be projected by conditional probabilities for
the process Z. We have, for s < t < u,

1

P[Z(u) = h|Z(s) =i, Z(t) = g] = iz .0

Z Pij (Sa t)pjzh (t7 u).

JEZy
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From this expression we obtain conditional transition intensities of the aggregate
process:

o Bl =h|Z(s) =i, Z() =g) _ 1 S g, sz (0

ult u—t piz, (s,t) =
g

We can not speak of the intensities since they would in general be different if
more information about Z were conditioned on.

As an example, consider the aggregate of the states 0 and 1 in the disability
model in Paragraph 7.3.C, Z; = {0,1}, and put Z; = {2}. Thus we observe
only whether the insured is alive or not. The process Z is Markov, of course
(recall the argument in Paragraph 7.3.A). The survival probability is

P00(0,t) = poo(0,t) + po1(0,1),
and the mortality intensity at age ¢ is

_ poo(0. () + pon (0. (1)
poo(o, t) + po1 (O,t) ’

ji(t)

a weighted average of the mortality intensities of active and disabled, the weights
being the probabilities of staying in the respective states.

C. Non-differential probabilities. Suppose the transition probabilities p;z, (¢, w)
considered as functions of j are constant on each Z,, that is, there exist functions
Dgh(t, w) such that, for each ¢t < w and g,h € Z*,

Piz;, (ta u) = ﬁgh(tv ’LL) 9 vj € Zg . (735)

Then we shall say that the probabilities of transition between the subsets Z, are
non-differential (within the individual subsets). The following result is evident
on intuitive grounds, but never the less merits emphasis.

Theorem 1. If the transition probabilities of the process Z between the subsets
Z4 are non-differential, then the process Z defined by (7.34) is Markov with
transition probabilities pgn(t,uw) defined by (7.35). If Z possesses intensities
Wik, then the process Z* has intensities fign given by

Proof: By (7.8), we must show that, for any event A depending only on { Z(7)}o<r <,

B[Z(u) = h| A, Z(t) = g] = on(t. ). (7.37)

Using first the fact that [Z(t) = g] = Ujez,[Z(t) = j] is a union of disjoint
events, then that A € H.; and Z is Markov, and finally assumption (7.35), we
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get

I
=
=

N
=
I
i

3
™
>
=
£

=P[A, Z(t) = g] Pgn(t, u)

which is equivalent to (7.37). O

D. Non-differential mortality. Let state r be absorbing, representing death,
and let H = {0,...,r — 1} be the aggregate of states where the insured is alive.
Assume that the mortality is non-differential, which means that all u ., j € H,
are identical and equal to A, say. Then, by Theorem 1, the survival probability
is the same in all states j € H:

pin(t,u) =e” Jix (7.38)

The conditional probability of staying in state k& € H at time ¢, given survival,
is

Dik (t7 ’LL)

= . JA
P (0 pik(t,u)e . (7.39)

Pik|n(t,u) =
Inserting pjx (t,u) = pjr |1 (t, u)e” J&* X into (7.25), we get for each j, k € H that

u
pjk\H(tvu)e_f"A _ /e—ft by — ST A Z ujg(T)png(T,U)e_ff Nr
t geH—{3}
+8pe” I e S

Multiplying with e/ J A, we see that the conditional probabilities in (7.39) satisfy
the integral equations (7.25) for the transition probabilities in the so-called par-
tial model with state space H and transition intensities p; x, j,k € H. Thus, to
find the transition probabilities in the full model, work first in the simple par-
tial model for the states as alive and multiply the partial probabilities obtained
there with the survival probability.

7.5 The standard multi-state contract

A. The contractual payments. We refer to the insurance policy with de-
velopment as described in Paragraph 7.1.A. Taking Z to be a stochastic process
with right-continuous paths and at most a finite number of jumps, the same
holds also for the associated indicator processes I; and counting processes Ny,
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defined, respectively, by I;(t) = 1[Z(t) = j] (1 or 0 according as the policy is in
the state j or not at time ¢) and N (t) = 8{r; Z(7—) = j, Z(r) =k, 7 € (0,t]}
(the number of transitions from state j to state k (k # j) during the time in-
terval (0,¢]). The indicator processes {I;(t)};>0 and the counting processes
{N,i(t)}+>0 are related by the fact that I; increases/decreases (by 1) upon a
transition into/out of state j. Thus

dI;(t) = dN.;(t) — dN;.(t), (7.40)

where a dot in the place of a subscript signifies summation over that subscript,
e.g. Nj‘ = Zk;k;éj Njk.

The policy is assumed to be of standard type, which means that the payment
function representing contractual benefits less premiums is of the form (recall
the device (A.15))

dB(t) =Y Ie(t) dBi(t) + Y bre(t) dNke(t) , (7.41)
k

kL

where each By, of form dBy(t) = by(t) dt + By(t) — Bi(t—), is a deterministic
payment function specifying payments due during sojourns in state k (a general
life annuity), and each by, is a deterministic function specifying payments due
upon transitions from state k to state ¢ (a general life assurance). When different
from 0, By (t) — Bi(t—) is an endowment at time ¢. The functions by and by, are
assumed to be finite-valued and piecewise continuous. The set of discontinuity
points of any of the annuity functions By is D = {to,1,...,tq} (say).

Positive amounts represent benefits and negative amounts represent premi-
ums. In practice premiums are only of annuity type. At times ¢ ¢ [0,n] all
payments are null.

B. Identities revisited. Here we make an intermission to make a comment
that does not depend on the probability structure to be specified below. The
identity (4.18) rests on the corresponding identity (4.17) between the present
values. The latter is, in its turn, a special case of the identities put up in Section
2.1, from which many identities between present values in life insurance can be
derived.

Suppose the investment portfolio of the insurance company bears interest
with intensity r(¢) at time ¢. The following identity, which expresses life annu-
ities by endowments and life assurances, is easily obtained upon integrating by
parts, using (7.40):

[ el nman e = I By - e HLWB0 + [ e LB ) dr

t t

; / T I By () d(Ny. () — N (7).
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C. Expected present values and prospective reserves. At any time
t € [0,n], the present value of future benefits less premiums under the contract
is

V(t) = /tn e I TdB(r). (7.42)

This is a liability for which the insurer is to provide a reserve, which by statute
is the expected value. Suppose the policy is in state j at time ¢. Then the
conditional expected value of V(t) is

Vj(t):/t e_f‘frzpjk(tﬁ) dBy(T Zbu T)uge(T)dr | . (7.43)
k

0,0k

This follows by taking expectation under the integral in (7.42), inserting dB(7)
from (7.41), and using

E[lx(1)[ Z(t) = j] = pjr(t, 7),

E[dNge(1) | Z(t) = j] = pjn(t, T) e (7) d7 .

We expound the result as follows. With probability p;x (¢, 7) the policy stays
in state k at time 7, and if this happens the life annuity provides the amount
dBy,(7) during a period of length dr around 7. Thus, the expected present value
at time ¢ of this contingent payment is p,x (¢, 7)e” J7 ™ dBy (7). With probability
Pk (t, T) tie(T) dr the policy jumps from state k to state ¢ during a period of
length dr around 7, and if this happens the assurance provides the amount
bre(T). Thus, the expected present value at time ¢ of this contingent payment
is ik (t, 7) pure(T) dr e J7 T bye(7). Summing over all future times and types of
payments, we find the total given by (7.43).

Let 0 <t < u < n. Upon separating payments in (¢, u] and in (u,n] on the
right of (7.43), and using Chapman-Kolmogorov on the latter part, we obtain

Vj(t):/ e ITT it ) [ dBR(7) + Y bre(7) e () dr
¢ k

0,0k

JEmS " pin(t,w) Vis(w). (7.44)
k

This expression is also immediately obtained upon conditioning on the state of
the policy at time wu.

Throughout the term of the policy the insurance company must currently
maintain a reserve to meet future net liabilities in respect of the contract. By
statute, if the policy is in state j at time ¢, then the company is to provide
a reserve that is precisely V;(t). Accordingly, the functions V; are called the
(state-wise) prospective reserves of the policy. One may say that the principle
of equivalence has been carried over to time ¢, now requiring expected balance
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between the amount currently reserved and the discounted future liabilities,
given the information currently available. (Only the present state of the policy
is relevant due to the Markov property and the simple memoryless payments
under the standard contract).

D. The backward (Thiele’s) differential equations. By letting u ap-
proach ¢ in (7.44), we obtain a differential form that displays the dynamics
of the reserves. In fact, we are going to derive a set of backward differential
equations and, therefore, take the opportunity to apply the direct backward dif-
ferential argument demonstrated and announced previously in Paragraph 7.2.E.
Thus, suppose the policy is in state j at time ¢ ¢ D. Conditioning on what
happens in a small time interval (¢,t 4 dt] (not intersecting D) we write

Vi(t) =bi(t)dt+ > pu(t) dt b (t)
k;k#j
H(1 = () d)e DNVt dt) + Y () dt e D WV (t+ dt).

kik#j

Proceeding from here along the lines of the simple case in Section 4.4, we eas-
ily arrive at the backward or Thiele’s differential equations for the state-wise
prospective reserves,

d
ZVilt) = () +pst =)
k;k#j
= 3 baltn(e) (7.45)
ksk#j
The differential equations are valid in the open intervals (t,—1,t,), p=1,...,¢,

and together with the conditions
Vj(tp*) = (Bj(tp) - Bj(tp*)) + Vj(tp) o p=1...,¢,j€Z, (7-46)

they determine the functions V; uniquely.

A comment is in order on the differentiability of the V;. At points of con-
tinuity of the functions b;, bjx, %, and r there is no problem since there the
integrand on the right of (7.43) is continuous. At possible points of disconti-
nuity of the integrand the derivative %Vj does not exist. However, since such
discontinuities are finite in number, they will not affect the integrations involved
in numerical procedures. Thus we shall throughout allow ourselves to write the
differential equations on the form (7.45) instead of the generally valid differen-
tial form obtained upon putting dV;(¢) on the left and multiplying with dt on
the right.

E. Solving the differential equations. Only in rare cases of no practical
interest is it possible to find closed form solutions to the differential equations.
In practice one must resort to numerical methods to determine the prospective
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reserves. As a matter of experience a fourth order Runge-Kutta procedure works
reliably in virtually all situations encountered in practice.

One solves the differential equations 'from top down’. First solve (7.45) in the
upper interval (t;,—1,n) subject to (7.46), which specializes to Vj(n—) = B, (n)—
Bj(n—) since V;(n) = 0 for all j by definition. Then go to the interval below and
solve (7.45) subject to V(tq—1—) = (Bj(tq—1) — Bj(tg—1—)) + Vj(tq—1), where
Vj(tq—1) was determined in the first step. Proceed in this manner downwards.

It is realized that the Kolmogorov backward equations (7.17) are a special
case of the Thiele equations (7.45); the transition probability p;x(¢,u) is just
the prospective reserve in state j at time ¢ for the simple contract with the only
payment being a lump sum payment of 1 at time w if the policy is then in state k,
and with no interest. Thus a numerical procedure for computation of prospective
reserves can also be used for computation of the transition probabilities.

F. The equivalence principle. If the equivalence principle is invoked, one
must require that

Vo(0) = —Bo(0). (7.47)

This condition imposes a constraint on the contractual functions b;, B;, and
bjk, viz. on the premium level for given benefits and 'design’ of the premium
plan. Tt is of a different nature than the conditions (7.46), which follow by the
very definition of prospective reserves (for given contractual functions).

G. Savings premium and risk premium. The equation (7.45) can be re-
cast as

—bj(t)dt = dV;(t) — r(t) dt V;(t) + > Rjn(t)pu(t) dt. (7.48)
ki
where
Rjk(t) = bjk (t) + Vi (t) — Vj(t) . (7.49)

The quantity R (¢) is called the sum at risk associated with (a possible) tran-
sition from state j to state k at time ¢ since, upon such a transition, the insurer
must immediately pay out the sum insured and also provide the appropriate
reserve in the new state, but he can cash the reserve in the old state. Thus,
the last term in (7.48) is the expected net outlay in connection with a possi-
ble transition out of the current state j in (¢,¢ + dt), and it is called the risk
premium. The two first terms on the right of (7.48) constitute the savings pre-
mium in (¢,¢ + dt), called so because it is the amount that has to be provided
to maintain the reserve in the current state; the increment of the reserve less
the interest earned on it. On the left of (7.48) is the premium paid in (¢, ¢ + dt),
and so the relation shows how the premium decomposes in a savings part and a
risk part. Although helpful as an interpretation, this consideration alone cannot
carry the full understanding of the differential equation since (7.48) is valid also
if b;(t) is positive (a benefit) or 0.
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H. Integral equations. In (7.45) let us switch the term (r(t) + p;.(¢)) V;(t)

appearing on the right of over to the left, and multiply the equation by e~ Jotr+ns)
to form a complete differential on the left:

d

= (e* J‘J(rﬂtj«)vj (t)) =

—em ot ST U (O Vi) + b8+ D by u(t)

kik#j kik#j

Now integrate over an interval (¢,u) containing no jumps B,;(7) — B;(7—) and,
recalling that e~ [¢ #- = pj;(t, 7), rearrange a bit to obtain the integral equation

u

Vi) = pt ) e IET b () + D wi(P)(bjk(T) + V(7)) | dr
¢ ks ki
+ptu)e 1TV (u-). (7.50)

This result generalizes the backward integral equations for the transition prob-
abilities (7.25) and, just as in that special case, also the expression on the right
hand side of (7.50) is easy to interpret; it decomposes the future payments into
those that fall due before and those that fall due after the time of the first
transition out of the current state in the time interval (¢,u) or, if no transition
takes place, those that fall due before and those that fall due after time wu.

We shall take a direct route to the integral equation (7.50) that actually is
the rigorous version of the backward technique. Suppose that the policy is in
state j at time t. Let us apply the rule of iterated expectations to the expected
value V; (¢), conditioning on whether a transition out of state j takes place within
time u or not and, in case it does, also condition on the time and the direction
of the first transition. We then get

G = [raen 3w ([T s eI 0 + i)

ks k#j
+p55(tu) (/ e Th(s) ds + e S vj<u>) '
t

To see that this is the same as (7.50), we need only to observe that
/ Py (t,7) g (7) / e 1 7h;(s) ds dr

/ / (—pss(t, 7)) dre= I by (s) ds

= —p(t,u) / I (s) ds + /tupjju,s)eff’“bj(s)ds.

t

(7.51)
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I. Uses of the differential equations. If the contractual functions do not
depend on the reserves, the defining relation (7.43) give explicit expressions for
the state-wise reserves and strictly speaking the differential equations (7.45)
are not needed for constructive purposes. They are, however, computationally
convenient since there are good methods for numerical solution of differential
equations. They also serve to give insight into the dynamics of the policy.

The situation is entirely different if the contractual functions are allowed to
depend on the reserves in some way or other. The most typical examples are
repayment of a part of the reserve upon withdrawal (a state ”withdrawn” must
then be included in the state space Z) and expenses depending partly on the
reserve. Also the primary insurance benefits may in some cases be specified
as functions of the reserve. In such situations the differential equations are an
indispensable tool in the construction of the reserves and determination of the
equivalence premium. We shall provide an example in the next paragraph.

J. An example: Widow’s pension. A married couple buys a combined
life insurance and widow’s pension policy specifying that premiums are payable
at level rate ¢ as long as both husband and wife are alive, widow’s pension is
payable at level rate b (as long as the wife survives the husband), and a life
assurance with sum s is due immediately upon the death of the husband if the
wife is already dead (a benefit to their dependents). The policy terminates at
time n. The relevant Markov model is sketched Fig. F.4. We assume that r is
constant.

The differential equations (7.45) now specialize to the following (we omit the
trivial equation for V3(t) = 0):

d

Vo) = () +0(0) V(1)

CpBVA() — v ()Valt) + e, (7.52)
%Vl t) = (r+ z/(t)) Vi(t) —b, (7.53)
DValt) =+ (0) Valt) ~ (1) 5. (7.54)

Consider a modified contract, by which 50% of the reserve is to be paid back
to the husband in case he becomes a widower before time n, the philosophy being
that couples receiving no pensions should have some of their savings back. Now
the differential equations are really needed. Under the modified contract the
equations above remain unchanged except that the term 0.5V (¢)v(t) must be
subtracted on the right of (7.52), which then changes to

DLyo@) = (r+ ult) + 0.50(8) Vo (t) +

dt
—pOVi(t) —v()Va(t) (7.55)

Together with the conditions V;(n) = 0, j = 0, 1,2, these equations are easily
solved.
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0 1
Both alive _H» Husband dead
2 W 3

Wife dead E— Both dead

Figure 7.4: Sketch of a model for two lives.

As a second case the widow’s pension shall be analyzed in the presence
of administration expenses that depend partly on the reserve. Consider again
the policy terms described in the introduction of this paragraph, but assume
that administration expenses incur with an intensity that is a times the current
reserve throughout the entire period [0, n].

The differential equations for the reserves remain as in (7.52)—(7.54), except
that for each j the term a V;(t) is to be subtracted on the right of the differential
equation for V;. Thus, the administration costs related to the reserve has the
same effect as a decrease of the interest intensity r by a.

7.6 Select mortality revisited

A. A simple Markov chain model. Referring to Section 3.4 we shall present
a simple Markov model that offers an explanation of the selection phenomenon.

The Markov model sketched in Fig. 7.5 is designed for studies of selection
effects due to underwriting standards. The population is grouped into four cat-
egories or states by the criteria insurable/uninsurable and insured/not insured.
In addition there is a category comprising the dead. It is assumed that each
person enters state 0 as new-born and thereafter changes states in accordance
with a time-continuous Markov chain with age-dependent forces of transition
as indicated in the figure. Non-insurability occurs upon onset of disability or
serious illness or other intervening circumstances that entail excess mortality.
Hence it is assumed that

Az > Kz x> 0. (7.56)

Let Z(x) be the state at age  for a randomly chosen new-born, and denote
the transition probabilities of the Markov process {Z(x); = > 0}. The following
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1
Insurable Pz Insurable

Not Insured Insured

Ox Dead Ox

3 2
Not insurable Not insurable

Not insured Insured

Figure 7.5: A Markov model for occurrences of non-insurability, purchase of
insurance, and death.

formulas can be put up directly:

x4+t
exp{— / (0 + 1)}, (7.57)

pr1(z,z +1)

patra st = [ oot [ty [ 2
(7.58)

poo(0,2) = exp{/oz(JJrlerp)}. (7.59)

B. Select mortality among insured lives. The insured lives are in either
state 1 or state 2. Those who are in state 2 reached to buy insurance before
they turned non-insurable. However, the insurance company does not observe
transitions from state 1 to state 2; the only available information are x and x+t.
Thus, the relevant survival function is

tP[z) = p11(z, @ + 1) + pra(z, x + 1), (7.60)

the probability that a person who entered state 1 at age x, will attain age = +1t.
The symbol on the left of (7.60) is chosen in accordance with standard actuarial
notation, see Sections 3.3 — 3.4.
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The force of mortality corresponding to (7.60) is

Kot P11(T, 0 +1) + Apye pra(w, @ + 1)
pri(z,x +1t) + pra(z,z + 1)

Bla]+t = (7.61)

(Self-evident by conditioning on Z(z).) In general, the expression on the right
of (7.61) depends effectively on both x and ¢, that is, mortality is select.

We can now actually establish that under the present model the select mor-
tality intensity behaves as stated in Paragraph 3.4.C. It is suitable in the follow-
ing to fix x 4+t = y, say, as we are interested in how the mortality at a certain
age depends on the age of entry.

C. The select force of mortality is an decreasing function of the age
at entry. Formula (7.61) can be recast as

Hia]+y—z = Ky + (@, 1) (Ay — Ky) (7.62)
where
_ p12(7,y)
C(w,y) = @ 9) T @) (7.63)
1

B L+ pii(x,y)/pr2(z,y) (7.64)

We easily find that

Y Y

pra(e ) /pney) = [ ovesn [ (o +n-N}du,
xr u

which is a decreasing function of z. It follows that p[,4,—, is a decreasing

function of = as asserted in the heading of this paragraph.

The explanation is simple. Formula (7.61) expresses fi[;]4+y—s as a weighted
average of ky and A, the weights being (of course) the conditional probabilities
of being insurable and non-insurable, respectively. The weight attached to Ay,
the larger of the two rates, decreases as x increases. Or, put in terms of everyday
speech: in a body of insured lives of the same age x and duration t = y — x,
some will have turned non-insurable in the period since entry; the longer the
duration, the larger the proportion of non-insurable lives. In particular, those
who have just entered, are known to be insurable, that is, pi[;] = z.

D. Comparison with the mortality in the population. Let i, denote
the force of mortality of a randomly chosen life of age x from the population.
A formula for [, is easily obtained starting from the survival function ,py =
Z?:o poi(0,2). Tt can, however, also be picked directly from the results of the
previous paragraph by noting that the pattern of mortality must be the same
in the population as among lives insured as newly-born, i.e. ji, = p[g)4,. Then,
since fi[z)4+y— 1S a decreasing function of x and fi, corresponds to z = 0, it
follows that fiy > fijz)4y—o for all z <y.
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Again the explanation is trivial; due to the underwriting standards, the
proportion of non-insurable lives will be less among insured people than in the
population as a whole.

7.7 Higher order moments of present values

A. Differential equations for moments of present values. Our frame-
work is the Markov model and the standard insurance contract. The set of time
points with possible lump sum annuity payments is D = {tg,t1...,tm} (with
to = 0 and t,, = n).

Denote by V (¢, u) the present value at time ¢ of the payments under the con-
tract during the time interval (¢,u] and abbreviate V(t) = V(t,n) (the present
value at time ¢ of all future payments). We want to determine higher order mo-
ments of V'(¢). By the Markov property, we need only the state-wise conditional
moments

V() = E[V ()1 Z(t) = 5],
q=1,2,...

Theorem 2. The functions Vj(Q) are determined by the differential equations

Vi) = (o) +m V00 — by V)
_ ) - q ) py/(a—p)
k%] M:k(t)p; (p) (b ()P V(1)

valid on (0,n)\D and subject to the conditions
@ = (4 (a-7)
Vo) =3 (1) 0 - B, (7.69

teD. O

Proof: Obviously, for t < u < n,
V(t) =V(t,u)+e 1TV (), (7.66)

For any ¢ = 1,2,... we have by the binomial formula

Ve(t) = zq: (Z)V(t, w)? (e*ft”V(u))H . (7.67)
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Consider first a small time interval (¢, t + dt] without any lump sum annuity
payment. Putting u = ¢t+dt in (7.67) and taking conditional expectation, given
Z(t) = j, we get

vt = zq: (q)E [V(t, t + dt)P (e*“t) MY (t+ dt))q

p=0 p

p‘ Z(t) = j] . (7.68)

By use of iterated expectations, conditioning on what happens in the small
interval (¢,¢ + dt], the p-th term on the right of (7.68) becomes

<;) (1 — . () dt) (b () dt)? e~ a=Pr @ty =) (¢ gy (7.69)
( ) > piklt (t) dt + by (1))Pe (@RI Aty @) gy
ks k#j
(7.70)

Let us identify the significant parts of this expression, disregarding terms of
order o(dt). First look at (7.69); for p =0 it is

(1 — () dt)e™ O UV (¢ 4 ar) |
forp=1itis

gbj(t) dte= @Dy =D 4 gy
and for p > 1 is o(dt). Next look at (7.70); the factor

p

a0+ 0300 = e 3 (7) 05(0) a0 00

r=0
reduces to dt (b;r(t))? so that (7.70) reduces to
( ) > pik(t) dt (b (1) e~ (a=P)r@®) diy (a=P) (4 4 gpy
k; k#j
Thus, we gather
‘/J(‘J) (t) — (1 o H’J(t) dt)efqr(t) dt ‘/J(‘J) (t + dt)
+qby(t)dte= @O Ay Dy gy
q
+> (q) ST () dt (b (t))pe @ Pr @ty ) ¢ g gpy
p=0 P/ ik

Now subtract Vj(q) (t + dt) on both sides, divide by dt, let dt tend to 0, and use
limy | (e~ 4 — 1) /dt = —qr(t) to obtain the differential equation (7.65).
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The condition (7.65) follows easily by putting ¢ — dt and ¢ in the roles of ¢
and v in (7.67) and letting dt tend to 0. OJ

A rigorous proof is given in [38].
Central moments are easier to interpret and therefore more useful than the

non-central moments. Letting mEQ)j denote the g-th central moment correspond-
ing to the non-central Vt(‘m , we have
m(t) = vV, (7.71)
q
_ q 1 q—p
e = Yo (e (e)" e

p=0

B. Computations. The computation goes as follows. First solve the differ-
ential equations in the upper interval (¢,,—1,n), where the side conditions (7.65)
are just

V9 (n-) = (B;(n) — Bj(n—))* (7.73)

since Vj(q) (n) = 40 (the Kronecker delta). Then, if m > 1, solve the differential
equations in the interval (t,,—2,tm—1) subject to (7.65) with ¢t = ¢,,—1, and

proceed in this manner downwards.

C. Numerical examples. We shall calculate the first three moments for
some standard forms of insurance related to the 'disability model’” in Paragraph
7.3.C. We assume that the interest rate is constant and 4.5% per year,

r = In(1.045) = 0.044017,

and that the intensities of transitions between the states depend only on the
age z of the insured and are

fiz = vy = 0.0005 + 0.000075858 - 1009387
o = 0.0004 + 0.0000034674 - 10°-067
Pz = 0.005.

The intensities u, v, and o are those specified in the G82M technical basis.
(That basis does not allow for recoveries and uses p = 0).

Consider a male insured at age 30 for a period of 30 years, hence use pg2(t) =
,LL12(t) = H30+t; Ho1 (t) = 030+t, ,Ltlo(t) = p30+t, 0 <t < 30 (: Tl) The central
moments mgq)] defined in (7.71) — (7.72) have been computed for the states 0
and 1 (state 2 is uninteresting) at times ¢t = 0, 6, 12, 18, 24, and are shown
— in Table 7.1 for a term insurance with sum 1 (= by = b12);

— in Table 7.2 for an annuity payable in active state with level intensity 1
(= bo);
— in Table 7.3 for an annuity payable in disabled state with level intensity 1
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(= b1);

— in Table 7.4 for a combined policy providing a term insurance with sum 1
(= bo2 = bi2) and a disability annuity with level intensity 0.5 (= by) against
level net premium 0.013108 (= —bg) payable in active state.

You should try to interpret the results.

D. Solvency margins in life insurance — an illustration. Let Y be the
present value of all future net liabilities in respect of an insurance portfolio.
Denote the g-th central moment of Y by m(?. The so-called normal power
approximation of the upper e-fractile of the distribution of Y, which we denote
by y1—e, is based on the first three moments and is

2 1m®
~ m® 2) 4 G—e 2N~
Y1—e "M +C1¢ m(2) + 6 m
where c¢1_. is the upper e-fractile of the standard normal distribution. Adopting
the so-called break-up criterion in solvency control, y1_. can be taken as a
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Table 7.1: Moments for a life assurance with sum 1

Time ¢ 0 6 12 18 24 30

miM? =m®: 0.0683 0.0771 0.0828 0.0801 0.0592 0
m{P? =m{®": 00300 0.0389 0.0484 0.0549 0.0484 0
m{P =m® . 00139 00191 0.0262 0.0343 0.0369 0

Table 7.2: Moments for an annuity of 1 per year while active:

Time ¢ 0 6 12 18 24 30
mit° 15.763  13.921  11.606  8.698  4.995 0
m{t? 0.863  0.648 0431 0230 0.070 0
m{*0 . 5885  5.665 4740 2950 0.833 0
m{?t 7795 5372 3104 1290 0234 0
m{®° . —51.550 —44.570 —32.020 —15.650 —2.737 0
m{® . 78888  49.950 25.099  8.143  0.876 0

Table 7.3: Moments for an annuity of 1 per year while disabled:

Time ¢ 0 6 12 18 24 30
m{? 0277 0293 0289 0239 0.119 0
m{M" 15176 13.566  11.464  8.708  5.044 0
m{? 1750  1.791  1.646  1.147 0364 0
m{P* 11502 8987  6.111  3.107 0.716 0
m{*0 . 15960  14.835  11.929  6.601  1.277 0
m{P: 101500 —71.990 —42.500 —17.160 —2.452 0
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Table 7.4: Moments for a life assurance of 1 plus a disability annuity of 0.5 per
year against net premium of 0.013108 per year while active:

Time ¢ 0 6 12 18 24 30
m{M° 0.0000  0.0410  0.0751  0.0858  0.0533 0
m{M" 7.6451  6.8519 58091 44312  2.5803 0
m{? 0.4869 05046  0.4746  0.3514  0.1430 0
m{t 27010  2.0164 1.2764 05704  0.0974 0
m{*° 21047  1.9440  1.5563  0.8686  0.1956 0
m{P 121200 —8.1340 —4.3960 —1.5100 —0.1430 0

minimum requirement on the technical reserve at the time of consideration.
It decomposes into the premium reserve, m(!), and what can be termed the
fluctuation reserve, y1_. — m). A possible measure of the riskiness of the
portfolio is the ratio R = (yl_E — m(l)) /P, where P is some suitable measure
of the size of the portfolio at the time of consideration. By way of illustration,
consider a portfolio of N independent policies, all identical to the one described
in connection with Table 7.4 and issued at the same time. Taking as P the
total premium income per year, the value of R at the time of issue is 48.61 for
N =10, 12.00 for N = 100, 3.46 for N = 1000, 1.06 for N = 10000, and 0.332
for N = 100000.

7.8 A Markov chain interest model
7.8.1 The Markov model

A. The force of interest process.

The economy (or rather the part of the economy that governs the interest) is
a homogeneous time-continuous Markov chain Y on a finite state space J¥ =
{1,...,JY}, with intensities of transition Acy, e, f € JY, e # f. The force of
interest is 7. when the economy is in state e, that is,

r(t) =Y 1Y ()re, (7.74)

where 1Y (t) = 1[Y () = €] is the indicator of the event that Y is in state e at
time ¢.

Figure F.5 shows a flow-chart of a simple Markov chain interest rate model
with three states, 0.02, 0.05, 0.08. Direct transition can only be made to a
neighbouring state, and the total intensity of transition out of any state is 0.5,
that is, the interest rate changes every two years on the average. By symmetry,
the long run average interest rate is 0.05.
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>\12 =0.5 )\23 =0.25
r1 = 0.02 ro = 0.05 r3 = 0.08
>\21 =0.25 )\32 =0.5

Figure 7.6: Sketch of a simple Markov chain interest model.

B. The payment process.
We adopt the standard Markov chain model of a life insurance policy in Section
7.2 and equip the associated indicator and counting processes with topscript
Z to distinguish them from the corresponding entities for the Markov chain
governing the interest. We assume the payment stream is of the standard type
considered in Section 7.5.

C. The full Markov model.
We assume that the processes Y and Z are independent. Then (Y,Z) is a
Markov chain on JY x JZ with intensities

)\ef(t), €7£f,j:k,
Kejpe(t) = win(t), e=f,j#k,
0, et f,i#k.

7.8.2 Differential equations for moments of present values

A. The main result.

For the purpose of assessing the contractual liability we are interested in aspects
of its conditional distribution, given the available information at time t. We
focus here on determining the conditional moments. By the Markov assumption,
the functions in quest are the state-wise conditional moments

-5 (c )

Copying the proof in Section 7.7, we find that the functions Ve(;z)(-) are deter-
mined by the differential equations

Y(t)=e, Z(t) = j] .

dV(q)( t) = (qre + . (1) + Ae) V2 (1) — gbs (VI (1)

dt <
q
q
=D k)] <p) i@V ) = 3 Aef Vi (#) (7.75)
k;k#j p=0 fif#e
valid on (0,7)\D and subject to the conditions
q
Vit =3 (Z) (AB;(1)PVI™P(t), teD. O (7.76)

p=0
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(@)

ej
to Ve(;]) (t), and define mg) (t) = e(jl)(t). Having computed the non-central
moments, we obtain the central moments of orders g > 1 from

=3 (V) (v m)

p=0 P

For ¢ = 2,3,..., denote by m_ % (t) the g-th central moment corresponding

B. Numerical results for a combined insurance policy.

Consider a combined life insurance and disability pension policy issued at time
0 to a person who is then aged x, say. The relevant states of the policy are 1 =
active, 2 = disabled, and 3 = dead. At time ¢, when the insured is x + ¢ years
old, transitions between these states take place with intensities

p13(t) = pg3(t) = 0.0005 + 0.000075858 - 10-038@+1)
p12(t) = 0.0004 + 0.0000034674 - 10%-06(+1)

We extend the model by assuming that the force of interest may assume three
values, 71 = In(1.00) = 0 (low — in fact no interest), ro = In(1.045) = 0.04402
(medium), and r3 = In(1.09) = 0.08618 (high), and that the transitions between
these states are governed by a Markov chain with infinitesimal matrix of the
form

-1 1 0
A=X[ 05 -1 05 |. (7.77)
0 1 -1

The scalar A can be interpreted as the expected number of transitions per time
unit and is thus a measure of interest volatility.

Table 1 displays the first three central moments of the present value at time
0 for the following case, henceforth referred to as the combined policy for short:
the age at entry is x = 30, the term of the policy is n = 30, the benefits are
a life assurance with sum 1 (= b13 = ba3) and a disability annuity with level
intensity 0.5 (= b3), and premiums are payable in active state continuously at
level rate m (= —b1), which is taken to be the net premium rate in state (2,1)
(i.e. the rate that establishes expected balance between discounted premiums
and benefits when the insured is active and the interest is at medium level at
time 0).

The first three rows in the body of the table form a benchmark; A\ = 0
means no interest fluctuation, and we therefore obtain the results for three
cases of fixed interest. It is seen that the second and third order moments of the
present value are strongly dependent on the (fixed) force of interest and, in fact,
their absolute values decrease when the force of interest increases (as could be
expected since increasing interest means decreasing discount factors and, hence,
decreasing present values of future amounts).
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Table 7.5: Central moments m,

(

97

3) (0) of orders ¢ = 1,2,3 of the present value

of future benefits less premiums for the combined policy in interest state e and
policy state j at time 0, for some different values of the rate of interest changes,
A. Second column gives the net premium 7 of a policy starting from interest
state 2 (medium) and policy state 1 (active).

.05

e j:

.0131

.0137

.0134

.0132

.0132

W N =

—_

W N

[\]

1,1

)

0.15
2.55
20.45

0.06
1.61
11.94

0.02
0.65
3.34

0.00
0.51
2.26

0.00
0.50
2.15

1,2

)

13.39
12.50
—99.02

11.31
12.26
—42.87

8.43
4.90
—13.35

7.7
2.86
—12.51

7.69
2.74
—12.37

2,1

)

0.00
0.49
2.11

0.00
0.62
3.20

0.00
0.55
2.59

0.00
0.50
2.20

0.00
0.50
2.15

2,2

7.65
2.70
—12.12

7.90
5.41
—4.33

7.81
4.15
—10.13

7.70
291
—12.19

7.69
2.74
—12.37

3,1

—0.39
0.13
0.37

—0.03
0.25
0.94

—0.02
0.46
2.02

0.00
0.49
2.14

0.00
0.50
2.15

3,2

5.03
0.80
—2.38

5.78
2.43
—0.08

7.24
3.52
—7.74

7.64
2.86
—11.88

7.69
2.74
—12.37
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It is seen that, as A increases, the differences across the three pairs of columns
get smaller and in the end they vanish completely. The obvious interpretation
is that the initial interest level is of little importance if the interest changes
rapidly.

The overall impression from the two central columns corresponding to medium
interest is that, as A increases from 0, the variance of the present value will first
increase to a maximum and then decrease again and stabilize. This observation
supports the following piece of intuition: the introduction of moderate interest
fluctuation adds uncertainty to the final result of the contract, but if the interest
changes sufficiently rapidly, it will behave like fixed interest at the mean level.
Presumably, the values of the net premium in the second column reflect the
same effect.

7.8.3 Complement on Markov chains

A. Time-continuous Markov chains.

Let X = {X(¢)}+>0 be a time-continuous Markov chain on the finite state space
J =1{1,...,J}. Denote by P(t,u) the J x J matrix whose j, k-element is the
transition probability p;x(¢t,u) = P[X (u) = k | X(t) = j]. The Markov property
implies the Chapman-Kolmogorov equation

P(s,u) = P(s,t)P(t,u), (7.78)
valid for 0 < s < t < u. In particular
P(t,t) =17*7, (7.79)

the J x J identity matrix. The intensity of transition from state j to state k
(# j) at time ¢ is defined as k() = limgs o pji (¢, t +dt)/dt or, equivalently, by

pik(t,t + dt) = ki (t) dt + o(dt) , (7.80)
when the limit exists. Then, obviously,
Pjj (t,t + dt) =1- Hj‘(t)dt + O(dt) s (781)

where r;.(t) = 3. 1; #jr(t) can appropriately be termed the total intensity
of transition out of state j at time ¢. The infinitesimal matrix M (t) is the J x J
matrix with ;5 (¢) in row j and column k, defining x,;(¢t) = —k;.(t). With this
notation (7.80) — (7.81) can be assembled in

P(t,t+dt) = I + M(t)dt. (7.82)

The probabilities determine the intensities. Conversely, the probabilities
are determined by the intensities through Kolmogorov’s differential equations,
which are readily obtained upon combining (7.78) and (7.82). There is a forward
equation,

0
ap(sa t) = P(S’ t)M(t) ) (783)
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and a backward equation,

0
gt w) = —M(O)P(t,u), (7.84)

each of which determine P(t,u) when combined with the condition (7.79).

B. Stationary Markov chains.

When M (t) = M, a constant, then (as is obvious from the Kolmogorov equa-
tions) P(s,t) = P(0,t—s) depends on s and ¢ only through ¢t —s. In this case we
write P(t) = P(0,t), allowing a slight abuse of notation. The equations (7.83)
— (7.84) now reduce to

%P(t) =P(t)M = MP(¢). (7.85)
The limit IT = lim;_, o, P(t) exists, and the j-th row of II is the limiting (sta-
tionary) distribution of the state of the process, given that it starts from state
j. We shall assume throughout that all states communicate with each other.
Then the stationary distribution 7/ = (m1,...,7s), say, is independent of the
initial state, and so

m=1"%7, (7.86)

where 1/%! is the .J-dimensional column vector with all entries equal to 1.
Letting t — oo in (7.85) and using (7.86), we get 1/*7/M = M17*1x/ =
07>/ (a matrix of the indicated dimension with all elements equal to 0), that

is,

M =07, M1t =07t (7.87)

Thus, 0 is an eigenvalue of M, and 7’ and 1/*! are corresponding left and right
eigenvectors, respectively.

From Paragraph 4.3 of Karlin and Taylor (1975) we gather the following
useful representation result. Let p;, j = 1,...,J, be the eigenvalues of M
and, for each j, let 1/13 and ¢; be the corresponding left and right eigenvectors,
respectively. Let ® be the J x J matrix whose j-th column is ¢;. Then the j-th
row of @~ is just ¢}, and introducing R(t) = diag(e”’"), the transition matrix
P(t) can be expressed as

J

P(t) = dR(t)D ' = el (7.88)

j=1
which is computationally convenient. We can take p; to be 0 and ¢, = 1/%1.
Then ¢} = «’/, and we obtain

J
P(t) =177+ et (7.89)
j=2
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All the p;j, j = 2,...,J are strictly negative, and so the representation shows
that the transition probabilities converge exponentially to the stationary distri-
bution.

At this point we need to make precise that in (7.85) the % is to be thought
of as an operator, to be distinguished from the matrix P(M)(t) of derivatives it
produces when applied to P(t). Now, for A > 0, define

Py(t) = P(\t). (7.90)
Upon differentiating this relationship and using (7.85), we obtain

d d
—Py(t) = —P(\t) = PO(X)X = Py(t)AM
dt dt

which shows that P)(t), which is certainly a matrix of transition probabilities,
has infinitesimal matrix

My =AM . (7.91)

Thus, doubling (say) the intensities of transition affects the transition probabil-
ities the same way as a doubling of the time period.

7.9 Dependent lives

7.9.1 Introduction

Actuarial tables for multi-life statuses are invariably based on the assumption
of mutual independence between the remaining lengths of the individual com-
ponent lives. The independence hypothesis is computationally convenient or,
rather, was so in those days when tables had to be constructed. In the present
era of scientific computing such concerns are not so important.

Let S and T be real-valued random variables defined on some probability
space. Being mainly interested in survival analysis related to life insurance, we
shall let S and T represent the remaining life lengths of two individuals insured
under the same policy, let us say husband and wife, respectively. Thus, we make
the convenient (but not essential) assumptions that S and 7" are strictly positive
with probability 1 and that they possess a joint density.

The variables S and T are stochastically independent if

PS> s, T >t] = P[S > s]P[T > t] for all s and t.

In particular, stochastic independence implies that C(g(S),h(T)) = 0 for all
functions g and h such that the covariance is well defined. (We let C and V
denote covariance and variance, respectively.)

Mortality statistics suggest that life lengths of husband and wife are depen-
dent and, moreover, that they are positively correlated. It is easy to think of
possible explanations to this empirical fact. For instance, that people who marry
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do so because they have something in common (’birds of a feather fly together’),
or that married people share lifestyle and living conditions and therefore also
hazards of diseases and accidents, or that death of the spouse impairs the living
conditions for the survivor (’a grief effect’, or maybe the husband just does not
know where the kitchen is and starves to death shortly after the loss of the
spouse).

Correlation is a rather special measure of dependence — essentially it mea-
sures linear dependence between random variables — and it is not sufficiently
refined for our purposes.

7.9.2 Notions of positive dependence

There are various notions of positive dependence between pairs of random vari-
ables, and we will introduce three of them here. A comprehensive reference text
is [5].

Definition PQD: S and T are positively quadrant dependent, written PQD(S, T),
if

PS> s, T >t > PS> s|P[T >t for all s and ¢. (7.92)

This definition is symmetric in the two variables, so PQD(S,T) is the same as
PQD(T, S). The defining inequality (7.92) is equivalent to

PS> s|T >t] > PS> 9], (7.93)

which is easy to interpret: knowing e.g. that the wife will survive at least s
years improves the survival prospects of the husband.

Definition AS: S and T are associated, written AS(S,T), if
C(g(S,T),h(S,T)) >0 (7.94)

for all real-valued functions g and h that are increasing in both arguments (and
for which the covariance exists).

Also the definition of AS is symmetric in the two variables, so AS(S,T) is the
same as AS(T, S).

Definition RTI: S is right tail increasing in T, written RTI(S|T), if
P[S > s|T > t] is an increasing function of ¢ for each fixed s. (7.95)

The definition of RTT is not symmetric in the two variables.

To each notion of positive dependence there is a corresponding notion of neg-
ative dependence. We can reasonably say that S and T are negatively quadrant
dependent if the inequality (7.92) is reversed. This is the same as PQD(-S,T),
see Exercise 21. We can say that S and T are negatively associated (’dissociated’
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does not have the right connotation) if the inequality (7.94) is reversed. This is
the same as AS(—S,T), see Exercise 21. We say that S is right tail decreasing
in T, written RTD(S|T) if P[S > s|T > t] is a decreasing function of ¢ for
each fixed s. This is the same as RTD(—S|T'), see Exercise 21. Since results on
positive dependence thus translate into results on negative dependence, we will
henceforth focus on the former.

Theorem 1: RTI(S|T) = AS(S,T) = PQD(S,T).

Proof (incomplete): The first implication, RTI(S|T) = AS(S,T), is the hard
part. The proof is long and technical and can be found in [20].

The second implication AS(S,T) = PQD(S,T) is easy. For ¢(S,T) =
L(s,00)(8) = 1[S > s] and (S, T) = 1u,00)(T) = 1[T > t], (7.94) reduces
to

C([S > s],1[T > t]) >0, (7.96)

which is just a reformulation of the defining inequality (7.92).

As a partial compensation for the absence of proof of the first implication, let
us prove the shortcut implication RTI(S|T) = PQD(S,T): if RTI(S|T'), then
PS> s|T >t >P[S>s|T > 0] for t >0, which is the same as (7.93). O

The following result is a partial converse to the second implication in The-
orem 1. It could be formulated by saying that positive quadrant dependence is
equivalent to “marginal association”.

Lemma 1: PQD(S,T) < C(g(S), h(T)) > 0 for increasing functions g and h.

Proof: By (7.96) the result holds for increasing indicator functions. Then it
holds for increasing simple functions, g(S) = go + Y ;- ¢:1[S > s;] and h(T) =
ho + Z?Zl h;1[T > t;] (with constant coefficients g; and h; and g; > 0, i =
1,...,mand h; >0, j=1,...,n), as is seen from

C(g(8), MT)) = " gih;C(A[S > s;], 1[T > ;]) > 0.

i=1 j=1

Then it holds for all increasing functions ¢g(S) and h(T') since since any increas-
ing function from R to R can be written as the limit of a sequence of increasing
simple functions (monotone convergence). O

In the definitions of PQD, AS, and RTI we could equally reasonably have en-
tered the events S > s and T' > t. Due to the continuity property of probability
measures, it does not matter which inequalities we use, > or >. See Exercise 21.
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7.9.3 Dependencies between present values

The following table lists formulas for the life lengths and the survival functions
of the four statuses husband, wife, their joint life, and their last survivor.

Status (z) Life length U Survival function P[U > 7]
Husband (z) S P[S > 7]

Wife (y) T P[T > 7]

Joint life (z,y) SAT PS>7,T>7]

Last survivor T,y SvT PIS>7]+PT>7]-PS>7,T>7]

The next table recapitulate the formulas for present values and their expected
values for the most basic insurance benefits to a status (z) with remaining life
length U.

Payment scheme Present value Expected present value

Pure endowment e~ 1[U > n] nE, =e ™PU > n]

Life annuity fo e U > 7ldr  G.m= [y e " P[U > 7]dr

Term insurance e "U1[U < n] A1_| =1—-,F, —a.m
rmn

The life lengths of the statuses listed in the first table are increasing functions
of both S and 7. From the second table we see that, for a general status
with remaining life length U, the present value of a pure survival benefit (life
endowment or life annuity) is an increasing functions of U, whereas the present
value of the pure death benefit is a decreasing function of U (we assume the
interest rate r is positive.)

Combining these observations and Theorem 1, we can infer the following
(and many other things): If PQD(S, T), then pure survival benefits on any two
statuses are positively dependent, pure death benefits on any two statuses are
positively dependent, and any pure survival benefit and any death benefit are
negatively dependent.

We can also draw conclusions about the bias introduced in equivalence pre-
miums by erroneously adopting the independence hypothesis. For instance, if
PQD(S,T) and we work under the independence hypothesis, then the present
value of a survival benefit on the joint life will be underestimated, whereas the
present value of a survival benefit on the last survivor will be overestimated. For
the death benefit it is the other way around. Combining these things we may
conclude e.g. that, for a death benefit on the joint life against level premium
during joint survival, the equivalence premium will be overestimated.

7.9.4 A Markov chain model for two lives

It is not easy to create a given form of dependence between the life lengths .S and
T by direct specification of their joint distribution. However, the process point



CHAPTER 7. MARKOV CHAINS IN LIFE INSURANCE 104

of view, which is a powerful one, quite naturally allows us to express various
ideas about dependencies between life lengths of a couple. A suitable framework
is the Markov model sketched in Figure F.4.

The following formulas are obvious:

p00(87 t) = e fst ptv )
t

p01(57t) = / e_f;'ﬂ'i‘l/'u/Te_f:l/ dT,
ét T rt o

po2(s,t) = /effs nrvy e= e dr
s

The joint survival function of S and T is

0,t 0,s s,t),s <t

PS> Tt = L e ) 4t
[ e st

e Jo + [ e o vee I M s>t
The marginal survival function of T is (put s = 0 in (7.97))
P[T">t = poo(0,t) +poi(0,1)
= e_f(;“""’+/te_f07“+”u.,.e_f:”/,tZ 0. (7.98)
0

It is intuitively obvious that S and T are independent if /. = p, and v, = v,
for all 7, and this will follow from Theorem 2 below (see also Exercise 1). It is
also intuitively clear that S and T will become dependent if we let the mortality
rates depend on marital status. Let us see what happens if the mortality rate
increases upon the loss of the spouse.

Theorem 2: If y/ > p, and v, > v, for all 7, then S and T are positively
dependent in the sense RTI(S|T') (hence AS(S,T') and PQD(S,T)).

If 4 < p, and v, < v, for all 7, then S and T are negatively dependent in
the sense RTD(S|T') (hence AS(—S,T) and PQD(—S,T)).

If W/ = pir and v, = v, for all 7, then S and T are independent.

Proof: Consider first the case s < t. From (7.97) and (7.98) we get
Ty O g L
e~ Jontv 4 fot e~ Jortv e I ar
fos e lo nrv=v' e dT

Y _ t _ [T _ .
e~ lontv=vi g [Lem o mtv=r Yy dr

PS>s|T >t =

=1

Now we need only to study the denominator in the second term as a function

of t. Its derivative is
e fOS ptv—v (l/; — Vt) .
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It follows that P[S > s|T > t] is an increasing function function of ¢ if v; > 14
and a decreasing function function of ¢ if v < 1.

Next consider the case s > ¢. This is a bit more complicated. From (7.97)
and (7.98) we get

e~ Jontv 4 f: e~ Jontvy eI qr

PS>s|T>t] = = — - .
[ | ] e Jorty g [Fem oty em v dr

By the rule d(u/v) = (vdu—udv)/v?, the sign of %]P’[S > s|T > t] is the same
as that of

t
(6_ f[;‘ ptv +/ e~ Jq ntv L e—f: v/ dT) (—6_ fot pntv Ve~ IN N/)
0
s s T s ’
(e_fou+y+\/ e_f() N‘+Vl/,r€_f7'u dT) X
t

t
<€J[)tu+l/(ut — Vt) + eij()tlu‘J’»VMt +/ eif(;-‘ufi»yl,[,,r 671:V dr (l/é)) .
0

In this expression two terms cancel in the last parenthes}s. Further, to get rid
of some common factors, let us multiply with efo #*¥ efo #+7 which preserves
the sign and turns the expression into

t
_ (1 + / el utv—y' Ly dT) e n—n'+v »

0

s t
+ (1 + / el? n=w'tvy, dT) (Vt + / elr “+V_V/MT dr V{) .
t 0

Substituting
s s ’ s s ’
/ elr n=r'Fvy_dr = / et I (uy — il 4 vy) dr
t t
s s ’
+/ el I (W — ) dr
t
s ’ s Bl ’
N A S | +/ elsn—n Tl — ) dr
t
and rearranging a bit, we arrive at

t s
(l/t + v, / el-wtv=r"y dT) / ef*s‘uf‘uuﬂl(l/r — pr)dr

0 t

t
+/ el7 = dr (U — ).
0

It follows that P[S > s|T > t] is an increasing function function of ¢ if p; >
and v; > 1, and a decreasing function function of ¢ if u; < ps and v, < vp. O
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7.10 Conditional Markov chains

7.10.1 Retrospective fertility analysis

In connection with a pension insurance scheme there is an additional benefit
which is a sum insured payable to possible dependent children less than 18
years old at the time of death of the insured. In the technical basis we therefore
need to make assumptions about births. We have to distinguish by sex, and
in the following we consider female insured only. The Figure below shows a
flowchart for possible life histories with death and births (at most J). To keep
things simple, we assume that the insured enters the scheme in state 0 at age
0 and that the process is Markov: for a t year old who has given birth to j
children, the mortality rate u;(t) and the fertility rate ¢;(t) are functions of ¢
and j only.

0 j J
®o ¢j-1 o bI-1
Alive Alive Alive
0 births j births J births
Ho Mg 22
y Y y
d. Dead

Assume now that the past history of births and death is observed only upon
death of the insured, when the additional benefit to the possible dependents is
due. Suppose that the statistical data comprise only those who are dead at the
time of consideration and that for each of those there is a complete record of the
times of possible births and of death. In these data the observed life history of
a woman, who entered the scheme u years ago, is governed by a Markov process
as described above, but with intensities

1

B0 = mO—s. (7.99)
sit) = asj(t)%m. (7.100)

We see that p5(t) > p;(t), which is easy to explain (we are looking at the
mortality, given death).

We are going to prove a more interesting result: If mortality increases with
the number of births, that is,

uj(t)guj+1(t), 1=0,...,J—-1,t>0, (7.101)
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then

$5(t) > ds(t), j=0,...,J =1, t>0. (7.102)
We need to prove that pji1,q(t,u) > pja(t,u), 5 =1,...,J — 1. It is convenient

to work with
J
pj(tau) =1 7pjd(tau) = ijk(tvu)a (7103)
k=j
the probability that a ¢ year old with j births will survive to age u, and to prove
the hypothesis
H;: pr(t,u) <pjt,u), k=j+1,...,J, (7.104)

for j =0,...,J — 1. The proof goes by induction ’"downwards’, proving that
Hj, implies H;. Thus assume H;, is true.

By direct reasoning (or an easy calculation) the mortality intensity at age u
(> t) associated with the survival function (F.49) is

_ Zij Pk (t, w) e (u)

i (t,u) = S (7.105)
hence
pj(t,u) =e” S mateyds (7.106)
Two more expressions for p;(¢,u), both obvious, are
pi(tiu) = pik(t, ™) pr(r,u), (7.107)

k>j

t<7<wu,and

pj(t,u) = e~ JE0t) 4 / e IT @) G (7) pra () dr . (T.108)

t

By (F.47) and (7.105) we have

Ky (u) < ,u’jJrl(ta u) ) (7109)

hence
e I s > pj+1(t7u)'

Therefore, from (F.53) we get
pitu) = e I pi (k)

+/ e~ 7 @ i(t,7) Py (,7) piga(ryw) dr . (7.110)
t
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Focusing on the last two factors under the integral, use in succession (F.49), the
induction hypothesis (7.104), and (F.50), to deduce

J
pj+1(t T)pjr1(T,u) = Z Pjt+1k(t, T)pjar (T, 1)
k=j+1
J
Z Pj+1.k(t, T)pk (7, u)
k=j+1
= pi+1(t,u).

v

Putting this into (7.110), we obtain

p;(t,u) > <e I ¢ +/ eI 0 ®;(t, ) dT) pi+1(t,u) = pjra1(t,u).
t
It follows that H; is true. Since Hj_; is obviously true, we are done. [

Comment: The inequality (F.48) means that the fertility rates will be overesti-
mated if one uses the estimators for the ¢ based on diseased participants in the
scheme. If the inequalities (F.47) are reversed, then also the inequality (F.48)
will be reversed, and the estimators the ¢} will underestimate the fertility. In
particular it follows that, under the hypothesis of non-differential mortality, the
fertility rates will be unbiasedly estimated from the selected material of diseased
participants.



Chapter 8

Probability distributions of
present values

Abstract: A system of integral equations is obtained for the statewise proba-
bility distributions of the present value of future payments on a multistate life
insurance policy under Markov assumptions. They are brought on a differential
form convenient for computation and applied to some cases.

Key words: Multistate life insurance, Markov counting process, optional sam-
pling, stochastic interest.

8.1 Introduction

A. Background and motive of the present study.

By tradition, life insurance mathematics centers on conditional expected values
of discounted cashflows. A key tool of the theory are Thiele’s differential equa-
tions, which describe the development of such expected values for a multistate
policy driven by a Markov process. In two recent papers one of the authors
(Norberg, 1994, 1995) obtains differential equations for higher order moments
of present values and offers examples of their potential uses in solvency assess-
ments and in construction of untraditional insurance products. In continuance
of those results, we undertake to determine the probability distributions that
are at the base of the moments and of any other expected values of interest.
Knowledge of the distribution of the present value, and in particular its upper
tail, gives insight into the riskiness of the contract beyond what is provided by
the mean and the higher order moments.

B. Contents of the paper.

By way of introduction, Section 2 deals briefly with models involving only a fi-
nite number of random variables. In such situations the distributions of present
values (and any other functions of the random variables) can be obtained by

109
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integrating the finite-dimensional distribution. This approach comes down over-
against more complex situations where stochastic processes have to be employed.
In Section 3 we consider a general multistate insurance policy with payments
of assurance and annuity types and with state-dependent force of interest. As-
suming that the state process is Markov, we derive in Section 4 a set of integral
equations for the conditional probability distribution function of the present
value of future benefits less premiums, given the state at the time of considera-
tion. The equations are converted to a differential form that forms the basis of
a computational scheme. Examples of applications, including numerical illus-
trations, are given in Section 5.

8.2 Calculation of probability distributions of
present values by elementary methods

A. A simple example involving only one life length.

De Pril (1989) and Dhaene (1990) compile lists of distributions of present values
of standard single-life insurance benefits ; pure endowment, term assurance,
endowment assurance, and life annuity. To offer an example along this line,
consider a life insurance policy specifying that the sum assured b is to be paid
out immediately upon the (possible) death of the insured within n years after
the date of issue of the policy and that premiums are payable continuously
at level rate ¢ per year as long as the contract is in force. Suppose interest
accumulates with constant intensity ¢ so that the 7 years discount factor is
v™ = €797, Denoting the remaining life time of the insured by T', the present
value of benefits less premiums on the contract is U(T') = bv™ 1 (g, (T') — g

where az = fot vTdr = (1 — e7%)/6 is the present value of an annuity certain
payable continuously at level rate 1 per year for ¢ years. The function U is
nonincreasing in 7' and, letting T be a random variable, we easily find the
probability distribution (4.59).

The jump at —cag) is due to the positive probability of survival to time n.
Similar effects are to be anticipated also for more complex finite term insurance
products since, in general, there is a positive probability that the policy will
remain in the current state until the contract terminates.

Fig. 1 shows the graph of the function in (4.59) for the case where § =
In(1.045) = 0.044017, P[T > t] = e~ Jo #(M47 with p(t) = 0.0005 + 0.000075858 -
100-038B30+1) "y = 30, b = 1, and ¢ = 0.0042608; interest and mortality are ac-
cording to the first order technical basis currently used by most Danish insurers,
supposing the insured is a male who is 30 years old at the time when the policy
is issued, and the given value of ¢ is the net premium rate. This contract will
henceforth be referred to as the term insurance policy.

Figure 1 about here.

Fig. 1: Probability distribution of the present value at time 0 of the term in-
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surance policy.

B. Models involving a finite number of random variables.

The analysis above was straightforward because the present value is a func-
tion of only one random variable. The approach works whenever only a finite
number of random variables, 11, ...,T,, are involved, e.g. for a multilife insur-
ance depending on r lifetimes. The probability distribution of a present value
U(Ty,...,T,), say, is obtained by integrating the joint probability function of
the Tj-s over the sets {(t1,...,t.); U(t1,...,t) < u} for (in principle) all u.
When applicable at all, this procedure would usually be far more complicated
than the one we are going to demonstrate. Thus, with no further ado, we now
turn to the principal message of the paper.

8.3 The general Markov multistate policy

A. Payments, interest, and present values.

Consider a stream of payments in respect of a contract issued at time 0 and
terminating at time n, say, and denote by B(t) the total amount paid in the
time interval [0,¢]. The payment function {B(t)};>0 is assumed to be right-
continuous and of bounded variation. Money is currently invested in (or bor-
rowed from) a fund that at any time ¢ yields 6(¢) in return per unit of time and
unit amount on deposit, that is, §(¢) is the force of interest at time ¢. Then the
discounted value at time ¢ of a unit due at time 7 is e~ /¢ % and so the present
value at time ¢ of the future payments under the contract is

/ne_ftT‘sdB(T). (8.1)

t
The short-hand exemplified by [§ = [d(s)ds will be in frequent use through-

out. By convention, fab means f(a p if b < o0 and f(a soy if b= 00.

B. The multi-state insurance policy.

We adopt the standard set-up of life insurance mathematics as presented in
Norberg (1994). There is a set of states, J = {1,...,J}, such that at any time
t € [0,n] the policy is in one an only one state. Denote by X (t) the state of
the policy at time ¢. Considered as a function of ¢, {X };>¢ is taken to be right-
continuous, and X (0) = 1 implying (as a convention) that the policy commences
in state 1. Introduce I;(t) = 1[X(¢) = j], the indicator of the event that the
policy is in state j at time ¢, and N, (¢t) = t{r;7 € (0,¢], X,— = 5, X (1) = k},
the total number of transitions of X from state j to state k (# j) by time ¢.
The payment function B is assumed to be of the form (7.41), where each B; is
a deterministic payment function specifying payments due during sojourns in
state j (a general life annuity) and each b, is a deterministic function specifying
payments due upon transitions from state j to state k (a general life assurance).
The left-limit in I;(t—) means that the state j annuity is effective at time ¢ if
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the policy is in state j just prior to (but not necessarily at) time ¢. Consistently
we define I;(0—) = 1.

We shall allow the force of interest to depend on the current state, that as
in (7.74.

C. The time-continuous Markov model.
It is assumed that {X (t)}+>0 is a (continuous-time) Markov chain. Denote the
transition probabilities by

pik(t,u) = P[X (u) = k[X(t) = jl.

The transition intensities

k(t) =1 ikt t+h

pik(t) =l pje(t, ¢ + 1)
are assumed to exist for all j, k € 7, j # k. The total intensity of transition out
of state j is ;. (t) = >y, Hk(t). The probability of staying uninterruptedly

in state j during the time interval from ¢ to w is el

8.4 Differential equations for statewise distribu-
tions

A. The statewise probability distributions.

The problem is to determine the conditional probability distribution of the
liability in (8.1), given the information available at time ¢. Since the Markov
assumption implies conditional independence between past and future for fixed
present state of the policy, the relevant functions are the statewise probability
distributions defined by

Pi(t,u) =P {/ e I %dB(r) <u
¢

Li(t) 1}, (8.1)
te0,n],ueR,jeT.

B. A system of integral equations.
A simple heuristic argument will establish that the probabilities in (8.1) satisfy
the integral equations

Pi(t,u) = Z/ e i (s) ds

kik#j 7Vt

Py <s,eéf(s_t)u —/ eéf(s_T)dBj (r) — bjk(s))

t

e T U e=%(T=0gB, (1) < u} , (8.2)

t
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In the first terms on the right here the factor e~ /i #3115, (s)ds is the probability
that the policy stays in state until time s (< n) and then makes a transfer to
state k (# j) in the small time interval [s, s + ds). In this case the annuity B;
is in force during the time interval (¢, s], the lump sum b;x(s) falls due at time
s, and the interest rate during this time interval is §;, and so the event

/" e 17 %dB(r) <u (8.3)

t

takes place if

/ e TR, (1) + e % (s) 4 7% 57 / e J7%dB(r) < u

t s

or, equivalently,

/ e I SdB(T) < % (=1 (u f/ e‘sj(Tt)dBj('r)) —bjx(s).

s t

Thus, the corresponding conditional probability is

Py <s,e§j(5t)u —/ =1 dB; (1) — bjk(s)) .
t

Summing over all times s and states k, we obtain the first terms on the right of
(8.2), which thus is the part of the total probability that pertains to exit from
state j before time n.

Likewise it is realized that the last term on the right of (8.2) is the remaining
part of the probability, pertaining to the case of no transition out of state j
before time n.

This heuristic argument is made rigorous by applying Doob’s optional sam-
pling theorem to the martingale generated by the indicator of the event in (8.3)
and the stopping time defined as the the minimum of n and the time of the first
transition after ¢ from the current state j.

C. A system of differential equations.

Already (8.2) might serve as a basis for computation of the statewise probability
functions, but is not convenient since the integrand on the right depends on t.
Introduce the auxiliary functions (); defined by

Q;(t,u) = P (t,e‘sft (u — /Ot e %7dB; (7‘))) (8.4)

or
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t
Pi(t,u) = Q; <t,e§jtu+/0 e‘szdBj(T)> . (8.5)

Multiply by e~ /o 4 in (8.2), insert %! (u - f(f e %7dB; ('r)) in the place of u,
and rearrange a bit to obtain

Q) = [ el ST () ds
t

k;k#j

Qr (876(51_5")%—#/ e~ T dBy()

0

—6(61_5’“)8/ 6_6deBj(7‘) —e_6ksbjk(s))
0

+eJorig {/ e";deBj(’r) < u} . (8.6)

0

Now the integrand on the right does not contain ¢, and we are allowed to differ-
entiate along ¢ on the right hand side by simply substituting ¢ for s in minus the
integrand. Performing this and cancelling the common factor e~ Jo v , We arrive
at the following main result, where the side condition (7.76) comes directly out
of (8.6) by letting t T n:

Theorem. The functions Q; in (8.4) are the unique solutions to the differential
equations

dQ;i(tu) = (At Qs(t,u) — Y pi(t) dt

k;k#j

t
Qr <t,e(5j5’€)tu+/ e %" dBy(7)
0

t
,e(5j*5k)t/ e %7dB;(t) — eaktbjk(t)> ; (8.7)
0

0 <t <n, subject to the conditions

Q;(nu) = 1 Uone—éﬂdBj(T) < u} . (8.8)

Having determined the auziliary Q;, we obtain the P; from (8.5).
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Remark: The differentiation is in the Stieltje’s sense for functions of bounded
variation and does not require differentiability or any other smoothness proper-
ties of the functions involved.

D. Computational scheme.
A simple numerical procedure consists in approximating the functions @; by
the functions Q7 obtained from the finite difference version of (8.7):

Qi(t—hu) = (1—pMRQ;tEw)+h Y wk(t)

kikj

t
-Q (t,e(6f_6k)tu+/ 6_6deBk(T)

0

t
,e(éj—éwt/ e—éﬂdBj(T)e—éktbjk(t)). (8.9)
0

Starting from (8.8) (with @ in the place of @), one calculates first the func-
tions Q7 (n — h, ) by (8.9) and continues recursively until the Q7(0, -) have been
calculated in the final step.

The Qj(t,u) are defined for ¢ € {0,h,2h,...,n} and u € {a,a + h',a +
21, ..., b}, say, where the steplengths h and h’ must be sufficiently small and a
and b must be chosen such that the supports of the Q;(¢,-) are sufficiently well
covered by [a,b]. What is “sufficient” must be decided on in each individual
case by judgement and by trial and error. If two states j and k are intercom-
municating, then Q;(¢,-) and Qx(t, ) have the same support. The supports are
finite and usually easy to determine in situations where the number of assurance
payments has a non-random upper bound. The w-arguments in the functions
@ on the right of (8.9) must, of course, be rounded to the nearest point in
{a,a+h',a+21, ... b}

E. Comments on the method.
Before turning to applications, we pause in this paragraph to offer some moti-
vation and discussion of our approach. It is not needed in the sequel and may
be skipped on the first reading.

The equation (8.7) is just the differential form of the integral equation (8.6).
It does not require that the derivatives %Qj (t,u) exist, which they do not in
general for the obvious reason that the statewise annuity functions on the right
of (8.7) may have jumps.

If one should attempt to construct differential equations along the lines of
Norberg (1994), the starting point would be the martingale M defined by

M(t)="P [/ effof‘sdB(T) <ul|F|,
0

where F; = o{X(7);7 < t} is the information generated by the state process
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up to time ¢. Using the Markov property of conditional independence between
past and future, given the present, we find

t
M(t) =" Iit) P, (t, el (u - / e~ lo 5dB(r))> :
; 0

Now, the recipe would be to apply the change of variable formula to the ex-
pression on the right and then to identify the martingale component that is
predictable (and of bounded variation) and hence constant. Accomplishing this
without caring about justification, would lead to the first order partial differen-
tial equations

0 0
EPj(t,u) + %Pj(t, u)(d5u — bj(t))
+ ) win(t) (Pu(t,u = bs(t)) — Pi(t,u)) =0,

ki

valid between jumps of the contractual annuity functions Bj, and

Pj(t_vu) = Pj (tvu - ABj(t))a

valid at jumps of the B;, and subject to the condition that the Pj(n,u) are 0
and 1 according as u < 0 or u > 0.

The approach requires that the functions P; possess first order derivatives
in both directions. As we have seen already in the introductory example of
Section 2 they generally do not. This difficulty might possibly be circumvented
by conditioning on the ultimate state at time n, but proving differentiability of
the conditional probabilities would require additional assumptions and would
not be straightforward.

These remarks serve to show that the method developed in Section 4 is not
just one among several candidate approaches to the problem; it is the only
mathematically sound solution we are able to offer. One general conclusion we
can extract is that there is no single general technique for solving the bulk of
problems of the kind considered here; the method will have to be designed for
each individual problem at hand and will depend on the model assumptions and
the functional of interest.

8.5 Applications

A. The Poisson distribution.

In continuance of the example in Paragraph 6B of Norberg (1994), consider the
special case with two states, J = {1, 2}, no interest, §; = do = 0, and the only
payments being an assurance of 1 payable upon each transition, b5 = bg; = 1.
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Then, taking n = 1, the present value in (8.1) is just the number of transition
in the time interval (¢, 1], N12(1) 4+ Na1(1) — N12(t) — Na1(t). Furthermore, take
f12 = p21 = [, a constant (> 0). Then it is seen from the defining relation (8.4)
that the functions P; and ; are all the same. Denoting this function by P, we
can work with (8.2), which becomes

1
P(t,u) = / e P P(s,u — 1)ds + e #1910 < u). (8.1)
¢

Using that P(t,u) = 0 for u < 0, we readily obtain from (8.1) that P(t,u) =
e 171 for 0 < uw < 1. Then, for 1 < u < 2, it follows from (8.1) that
P(t,u) = p(1 — t)e (=1 4 ¢=r(1=1)  Proceeding by induction we obtain, for
each u > 0, that

u] i
Pt u) = Z (M(li!— t) )

1=

which is the Poisson distribution with parameter (1 — t)u, of course.

As a check on the accuracy of the numerical method, we list the computed
values of P(0,u), u = 0,1,...,8, for t = 0 and u = 1 together with the exact
values of the Poisson probabilities (in parantheses): 0.3670 (0.3679), 0.7358
(0.7358), 0.9202 (0.9197), 0.9813 (0.9810), 0.9965 (0.9864), 0.9994 (0.9994),
0.9999 (0.9999), 0.9999 (0.9999), 1.0000 (1.0000). These results were obtained
with A = 1/200, »’ = 1/100, a = —0.5, and (truncating the infinite support)
b=9.5.

B. The term insurance policy.

To analyse the term insurance policy in Paragraph 2A, take J = {1, 2}, n = 30,
p12(t) = 0.0005 4 0.000075858 - 100-038B30+8) 5, — In(1.045), by = —0.0042608,
b12 = 1, and all other intensities and payments null.

Again, as a check on the accuracy of the numerical method, we list the com-
puted values of P(0,u) together with exact values (in parantheses): P(0,u) =0
for u < —0.0705 (0 for u < —0.0709), P(0,u) = 0.8453 for u € [—0.0705,0.1965)
(0.8452 for u € [—0.0709,0.1961)), P(0,0.2) = 0.8491 (0.8490), P(0,0.4) =
0.9465 (0.9467), P(0,0.6) = 0.9774 (0.9776), P(0,0.8) = 0.9918 (0.9919), P(0,1)
1.0000 (1.0000). These results are based on h = 1/1000, ' = 1/2000, a = —0.1,
and b =1.1.

C. A combined insurance policy.

In our final numerical example we consider what will be referred to as the
combined policy, which is the same as the one in Paragraph B, but with a
disability pension added. More specifically, 1 is payable upon death, an annuity
with level intensity 0.5 is payable during disability, and premium is payable with
level intensity in active state. The relevant model entities are J = {1,2, 3},
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n = 30, b1s = bag = 1, by = —0.013108 (net premium when the intensities are
as specified below), bs = 0.5, and, adoping the standard Danish technical basis
except for the recovery intensity, § = In(1.045) (independent of state), and

p13(t) = pas(t) = 0.0005 + 0.000075858 - 10°-038
f112(t) = 0.0004 + 0.0000034674 - 10%-06(30+),
pio1 (t) = 0.005,

all other payments and intensities being null.
Figure 2 about here

Fig. 2: Probability distribution of the present value of the combined insurance
policy in (a) state 1 and (b) state 2.

This example is a follow-up of Paragraphs 4B-C in Norberg (1994), where
the first three moments of the present value are calculated for the combined
policy.

D. Numerical evaluation of multiple integrals.

Numerical integration in higher dimensions is in general complicated, and there
exists no technique held to be universally superior. The technique developed
here can be used to evaluate integrals that, possibly after a reinterpretation,
can be recognized as a probability related to a present value for a suitably
specified policy. Just to illustrate the idea, suppose 17 and T» are independent
positive random variables with cumulative distribution functions F; and F5 with
densities f1 and fa, respectively, and that we seek P[(To A1) — (T3 A1) < w).
It is realized that this probability is found as P(0,u) for the policy with J =
{1,2,3,4}, p2(t) = psa(t) = fo(t)/(1 = F1(t)), pas(t) = p2a(t) = f2(t)/(1 —
Fy(t)), b1(t) = —1, ba(t) = 1, n = 1, and no interest. Countless examples of this
kind can be constructed.



Chapter 9

Reserves

Prospective and retrospective reserves are defined as conditional expected val-
ues, given some information available at the time of consideration. Each speci-
fication of the information invoked gives rise to a corresponding pair of reserves.
Relationships between reserves are established in the general set-up. For the
prospective reserve the present definition conforms with, and generalizes, the
traditional one. For the retrospective reserve it appears to be novel. Special
attention is given to the continuous time Markov chain model frequently used in
the context of life and pension insurance. Thiele’s differential equation for the
prospective reserve is shown to have a retrospective counterpart. It is pointed
out that the prospective and retrospective differential equations have, respec-
tively, the Kolmogorov backward and forward differential equations as special
cases. Practical uses of the differential equations are demonstrated by examples.

9.1 Introduction

A. Sketch of the idea. The concept of prospective reserve is no matter of dispute
in life insurance mathematics. It is defined as the conditional expected present
value of future benefits less premiums on the policy, given its present state. A
straightforward generalization is obtained by conditioning on some other piece
of information, e.g. on the policy’s staying in some subset of the state space.
It is proposed here to define the retrospective reserve analogously as the condi-
tional expected present value of past premiums less benefits.

B. An example: insurance of a single life. A person aged = buys a life insurance
policy specifying that the sum assured, b, is payable immediately upon death
before age = + n and that premiums are to be contributed continuously with
level intensity ¢ throughout the insurance period. Let T, denote the person’s
remaining life length after the policy is issued at time 0, say. Assume that
the survival function ;p, = P{T, > t} is of the form ;p, = e~ Jo Hats ds  with
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continuous force of mortality, p. Finally, assume that interest is earned with a
constant, nonrandom intensity § so that v = e % is the annual discount factor
and i = ¢ — 1 is the annual rate of interest (144 = v~! is the annual interest
factor).

At any time ¢ € [0,n] the policy is either in state 0 = "alive” or in state 1
= "dead”. The prospective reserves in the two states, indicated by subscripts 0
and 1, are

VO = [0 pass i — chdr (9.1)

(by the usual heuristic argument, the sum of expected discounted benefits minus
premiums in small time intervals (7,7 4 dr), 0 < 7 < ¢, and, of course,

Vit (t) =0. (9.2)

The statewise retrospective reserves as defined above are

Vy (t) = c/o (1+4i)"dr (9.3)

(trivial) and

1

Vi () = —

t

/ (1+ i)ti’r{c (+Pz = tPzx) — b 1Dz flotr } AT (9.4)
0

(use the same kind of argument as in (9.1) noting that, conditional on death

within time ¢, the probability of survival to 7 is (;pz — pz)/(1 — ¢p.) and the

probability of death in (7,7 + d7) i rpafiatrdT/(1 — ps), 0 < T < 1) .

The state at time ¢ is X (t) = 1[T,, < t], the "number of deaths” of the person
within time ¢. This is the information on which the reserves in (9.1) — (9.4) are
based.

Now, suppose the complete prehistory of the policy is currently recorded, so
that it is known at any time if the person is alive or dead and, in the latter case,
when he died. The information available at time ¢ is the pair (X (¢), min(Ty,t)).
Denote the reserves correspondingly by a double subscript. The reserves in state
0 remain as above, Voit(t) = V;E(t), and so does the prospective reserve in state
1, of course, Vi*,. (t) = V;"(t) = 0. Only the retrospective reserve in state 1
is affected by the additional information on the exact time of death. It now
becomes simply the value at time ¢ of past premiums less the benefit payment,

Vir,

(t) = c/OTm (1+4)"Tdr —b(1 +i) 7=, (9.5)
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The quantity in (9.1) is what traditionally is referred to as the prospec-
tive reserve. The notion of retrospective reserve launched here differs from the
traditional one, which in the present example is

- | A

Vo(t) = — / (1+9)"7 s (¢ — by s )dr. (9.6)
tPx Jo

This quantity emerges from the principle of equivalence, which requires that

benefits and premiums should balance in the mean at the outset:

/ V" 1Pz (Dppzr — c)dr = 0. (9.7)
0

Splitting [, into f(f + [ in (9.7) and substituting from (9.1) and (9.6), yields

Volt) = Vit (0. (9.8)

Thus, the traditional concept of ”retrospective reserve” is rather a retrospective
formula for the prospective reserve, valid for b and c satisfying the equivalence
principle. For general b and ¢ the quantity ~Vp(¢) is not an expected value, and
it has no probabilistic interpretation in the present model involving one single
policy. In an extended (artificial) model, with m independent replicates of the
policy issued at time 0, it may be interpreted as the almost sure limit of the
total accumulated surplus per survivor by time ¢ as m tends to infinity.

As compared with (9.8), the retrospective reserve introduced here is related
to the prospective reserve under the equivalence principle by the identity

Vg () + (1 —p)Vy () = tpz%+(t) . (9.9)

C. Outline of the paper. In Section 2 the present notions of reserves are defined
for quite general stochastic payment streams and discounting rules, and certain
relationships between them are established. No particular reference to the in-
surance context is made at this stage. In Sections 3 and 4 the framework of the
further discussions is presented: payments of the life annuity and life insurance
types in a continuous time Markov chain model. A useful auxiliary result is that
a Markov process behaves like a composition of mutually independent Markov
processes in disjoint intervals when its values at the dividing points between
the intervals are fixed. This together with standard results for Markov chains is
used in Section 5 to investigate the properties of reserves in the Markov chain
case. The prospective reserve, given the state at the time of consideration, is
the traditional one, which satisfies the well-known generalized Thiele’s differen-
tial equations (see e.g. Hoem, 1969a), here also referred to as the prospective
differential equations. The statewise retrospective reserves turn out to satisfy a
set of retrospective differential equations, different from the prospective ones. It
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is pointed out the differential equations for the reserves have the Kolmogorov
differential equations for the transition probabilities as special cases. Surpris-
ingly, maybe, it is the retrospective equations that generalize the Kolmogorov
forward equations, while the prospective equations generalize the Kolmogorov
backward equations. In Section 6 some more examples are supplied.

9.2 General definitions of reserves and statement
of some relationships between them

A. Payment streams and their discounted values. First some basic definitions
and results are quoted from Norberg (1990).

Consider a stream of payments commencing at time 0. It is defined by a
finite-valued payment function A, which for each time ¢ > 0 specifies the total
amount A(t) paid in [0, ¢]. Negative payments are allowed for; it is only required
that A be of bounded variation in finite intervals and, by convention, right-
continuous. This means that A = B — C, where B and C are non-negative,
nondecreasing, finite-valued, and right-continuous functions representing the
outgoes and incomes, respectively, of some business. In the context of insurance
B represents benefits and C represents contributed premiums on an insurance
policy (or a portfolio of policies). The payment function extends in a unique
way to a payment measure on the Borel sets, which is also denoted by A.

Assuming that payments are valuated by a piecewise monotone and contin-
uous discount function v, the present value of A at time ¢ is

1
u(t)

(the sum of all payments in small intervals discounted at time 0, multiplied by
the interest factor 1/v(t) for the interval from 0 to ¢). Just to obtain transparent
formulas, it will be assumed throughout that v is of the form

V(t,A) = /[0 ) v(T) dA(T) (9.1)

o(t)=e o 9, (9.2)

with piecewise continuous interest intensity . (The shorthand exemplified by
fot 5= fg 5(7) dr will be in frequent use throughout.)

B. Definitions of retrospective and prospective reserves. The restriction of A to
a (measurable) time set 7 is the measure A7 counting only those A-payments
that fall due in 7; A7{S} = A{SNT}.

At any time ¢ > 0 the payment stream splits into payments after time ¢ and
payments up to and including time ¢; A = A o) + Ajo,¢- The present value in
(9.1) splits correspondingly into



CHAPTER 9. RESERVES 123

V(t,A) =VT(t,A) -V~ (t,A), (9.3)

where

1
VTt A) = V(t, At,00)) = @ /(t,m) v(T)dA(T) (9.4)

is the discounted value of future net outgoes (in the insurance context benefits
less premiums), and

1
u(t)

is the value, with accumulation of interest, of past net incomes (in the insurance
context premiums less benefits). The quantity V (¢, A) is observable by time
t and can suitable be called the individual retrospective reserve of the policy at
time ¢. If the future development of (v, A) were known, then VT (¢, A) would
be the appropriate amount to set aside to cover future excess of benefits over
premiums on the individual policy. However, if the future course of (v, A) is
uncertain, it is not possible to provide V* (¢, A) as a prospective reserve on an
individual basis.

Assume now that A and, possibly, also v are stochastic processes on some
probability space (€2, F, P). An operational definition of the prospective reserve
must depend solely on information that is at hand at the moment when the
reserve is to be provided. Let F = {F;};>¢ be a family of sub-sigmaalgebras of
F, F; representing some piece of information available at time ¢. The family
F may be increasing, that is, Fs C F;, s < t, but this is not required in gen-
eral. Reserves are defined as conditional expected values, given the information
provided by F. At time t the prospective F-reserve is

Vot A) = Vit~ Apy) = /[  vDA=A) (9.5)

Vi (t, A) = Ex,V*(t, A), (9.6)

and the retrospective F-reserve is

Vi (t, A) = Ex, V= (t, A), (9.7)

where the subscript on the expectation sign signifies conditioning. The prospec-
tive F-reserve meets the operationality requirement formulated above as it is
determined by the current information. Even though the retrospective individ-
ual reserve in (9.5) is observable by time ¢, it may be judged relevant to calculate
retrospective reserves with respect to some more summary information F. For
a given realization of {v(7)}o<r<:, Fr may be thought of as a classification of
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the policies, whereby all policies with the same characteristics as specified by F;
are grouped together. Forming the mean, conditional on F;, means averaging
over all policies in the same group, roughly speaking.

The reserves are conditional means of the present values V*(¢, A). Other
features of the conditional distributions of these random variables may be of
interest. In particular, as measures of variability, introduce the variances

VE® (1, A) = Varg, VE(t, A). (9.8)

C. Relationships between reserves. When only one payment stream is consid-
ered, notation can be saved by dropping the symbol A from V' (¢, A). Thus,
abbreviations like V (t) and Vi (t) will be frequently used in the sequel.

By (9.1) — (9.3), the value of A at time 0 is related to its value at any time
t >0 by

V() = v(®)V()
Taking expectation gives

EV() = E{vt)V(t)} (9.9)
= E{o®(V* () -V (1)} (9.10)

The equivalence principle of insurance states that premiums and benefits should
balance on the average as seen at the outset, that is,

EV(0) =0. (9.11)

It does not imply EV(t) = 0 for ¢ > 0 unless v is a deterministic function, confer
(9.9). Taking iterated expectations in (9.10), the equivalence requirement can
be cast as

E{v(t)Ve (1)} = E{o(t)V§ (1)} (9.12)

if v(t) is determined by F;, and

EVg (t) = EVF (t) (9.13)

if v is deterministic. Relation (9.9) is a special case of (9.13).

Let ¥/ = {F/}1>0 be some sub-sigmaalgebra representing more summary
information than F = {F;};>¢ in the sense that F} C F;, t > 0. The rule
of iterated expextations yields the following relationship between reserves on
different levels of information:



CHAPTER 9. RESERVES 125

Vi () = Er Ve (1), 9.14)

By the general rule VarX = EVaryX + Var Ey X, variances denoted as in
(9.8) are related by

Ve () = Ex (Ve P () + (VE (6)%) — (VE (1)) (9.15)

There exist also useful relationships between reserves at different times for
a fixed source of information, F. The discounted values of future net outgoes
at two different points of time, ¢ < u, are related by

v(t)VT(t) = / v(1) dA(T) + v(u)V T (u).

(t,u]

Similarly, for s < ¢,

)V () =v(s)V(s) +/( ; v(1) d(—A)(T).

Taking expectations in these two identities, yields a pair of basic relationships
under the assumption that v is deterministic. If {A(7)},>, depends stochasti-
cally only on F, for given F; and F,, then

(Vi () = / o(r)d Ex, A(7) + v(u) Ex Vit (u). (9.16)

(t,u]

Likewise, if {A(7)},<s depends stochastically only on F; for given Fy and Fi,
then

v(t)Vp (t) = v(s)Ex, Vg (s) +/( ; v(r) d(—=EF,A)(7). (9.17)

D. Right-continuity of the reserve processes. As defined by (9.6) and (9.7) the
reserves are right-continuous stochastic processes. They could alternatively be
made left-continuous by letting the integrals in (9.4) and (9.5) extend over [t, 00)
and [0,t), respectively. This would be in keeping with tradition, but the right-
continuous versions are chosen here since they fit into the general apparatus of
stochastic integrals and differential equations and thus are the more convenient
quantities to deal with in anticipated applications of the theory to complex
models. Anyway, the right-continuous and the left-continuous versions differ
only at points of time where non-null amounts fall due with positive probability.
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9.3 Description of payment streams appearing
in life and pension insurance

A. Specification of the insurance treaty terms. Having insurances of persons in
mind, consider insurance treaties specifying terms of the following general form.
There is a set J = {0,...,J} of possible states of the policy. The policy is
issued at time 0, say. At any time ¢ > 0 it is in one and only one of the states in
J, commencing in state 0. Payments are of two kinds: general life annuities by
which the amount Ag(t) — Ag(s) is paid during a sojourn in state g throughout
the time interval (s, t], and general life insurances by which an amount agp, (t) is
paid immediately upon a transition from state g to state h at time ¢. They com-
prise benefits, administration expenses of all kinds, and premiums (negative).
The contractual functions Ay and a;h are, respectively, a payment function and
a finite-valued, right-continuous function.

B. The form of the payment function. Let X (t) be the state of the policy at time
t. The development of the policy is given by {X (¢)}+>0. This process, regarded
as a function from [0, 00) to J, is assumed to be right-continuous, with a finite
number of jumps in any finite time interval. Let Ny, be the process counting
the transitions from state g to state h, that is, Ngp(t) = #{7 € [0,t]; X(7—) =
9, X (1) = h}. The stream of net payments is of the form

A=) {Ag+ > A},

hih#g
with
dA,(t) = 1[X(t):g]dA;(t), (9.1)
dAgn(t) = ag,(t) dNgn(t).

The behaviour of the retrospective and prospective reserves is now to be
studied for some specifications of F that are of relevance in insurance. The model
framework will be the traditional Markov chain, which yields lucid results.

9.4 The Markov chain model

A. Model assumptions and basic relationships. The process {X (t)}i>0 is as-
sumed to be a continuous time Markov chain on the state space J. The tran-
sition probabilities are denoted

pik(t,u) = P{X(u) = k | X(t) = j}.

The transition intensities
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are assumed to exist for all ¢ and j # k. To simplify matters, the functions
5% are furthermore assumed to be piecewise continuous. The total transition
intensity from state j is

Ky = Z Hjk -

k; k#j

From the Chapman-Kolmogorov equations,

pjk(tvu) = Z pjg(th) pgk(Ta u),
geT

valid for ¢t < 7 < u, one obtains Kolmogorov’s differential equations, the forward,

Sepia(ss) = 3 pials. 1) mgg (1) — pisl s 1), CRY

95 9#7

and the backward,

%ij(tau)Zuj(t)ij(tau)— > g (Opgr(t, u). (9.2)
95 973

Together with the initial conditions p;x(t,t) = d;i, 4,k € J, (the Kronecker
delta) they determine the transition probabilities uniquely. The Kolmogorov
equations are the major tools for constructing the transition probabilities from
the intensities, which are the basic entities in the system; they are functions
of one argument only and, being readily interpretable, they form the natural
starting point for specification of the model.

The conditional probability of staying uninterruptedly in state j through-
out the time interval [t,u], given that X (t) = j, is (solve a simple differential
equation)

pﬁ(t,u) = Ji'H, (9.3)

B. Moments of present values. Throughout the balance of the paper it will
be assumed that the interest intensity is nonstochastic. Consider the general
annuities and insurances defined by (9.1) and (9.2). The present values at time
t of their contributions in some time interval 7 are
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V(t Agr) = % /T o(M1X () = gldAS(r),
Vit Apr) = % /T o(r)aSy (7) ANy (7).

Here follows a list of formulas for the first and second order moments of such
present values, conditional on X (s), with 7 C [s,00). The mean values are

Bx-Vtdr) = o | oot ragio) (9.4)
ExooiV(t Agir) = % /T o(F)as (Dpig (5, Tign (r) dr. (9.5

The noncentral second order moments, for intervals S, 7 C [s, 00), are

Ex(s)= z{V (t, Aes)V (t, AgT)}

i [ e < (s, 0y (0.7)
+1[19 > T]pig(s, T)pge (T, 0) } dAZ (V) dA (7)), (9.6)



CHAPTER 9. RESERVES 129

X(s)= z{V (t, Aeps)V (L, Agnr)}
- v2 // P9 < Tlpic (s, 9)p 1o (9, 7)
S><T
[19 > T|pig (8, T)Dhe (T, 0) e s (D gn(T)acy (D)agy (r) dd dr
Hoopon [ Ol (DG () dr 1)
SNT

EX(s) z{v t AeS t AghT)}

== [ @uE < s g (0.7
10> s el VA o ) 09

Variances and covariances are now formed by the rule Cov(X,Y) = E(XY) —
EXFEY.

The formulas are easily established by a heuristic type of argument. To
motivate e.g. (9.8), put

Ex(s)= {/ =e| dA2(¥Y) [[v(r)a;h(r)ngh(T)}
‘]/éxT”W)(>Exw ALIX(9) = €] Ny (r) YaZ, (1) dAZ(0),

and calculate the expected value in the integrand for ¢ < 7 and for ¥ > 7.
Rigorous proofs will not be given here. Some of the results in (9.4) — (9.8)
are proved for absolutely continuous Ay by Hoem (1969a) and Hoem & Aalen
(1978).

C. Conditional Markov chains. Viewing reserves as conditional expected values,
one may be concerned with various sub-sigmaalgebras of the basic sigmaalgebra
F. They will typically be of the form Fr = oc{X(7); 7 € T}, the sigmaalgebra
representing all information provided by the process X in the time set 7. Of
particular interest are Fo 4 and Fry 4.}

The Markov property means precisely that for B € F(; ),

P{B| Fo.nt = P{B| F}, (9.9)
that is, the future development of the process depends on its past and present

states only through the present. An equivalent formulation is that, for A € Fo )
and B € .7:(,5700),
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P{ANB | Fiyy} = P{A| Fiy }P{B | Fiiy }, (9.10)

which says that for a fixed present state of the process its future and past
are conditionally independent. The equivalence of (9.9) and (9.10) is easily
established in the present situation with finite state space. By induction (9.10)
extends to the following: for 0 =t < t; < ... <ty < tgy1 = co and A4, €
f(tp—17tp)7 p= 17 ce 7Q+ 17

g+1

p=1

where Fy;, o} = Fyr,}- Thus, conditional on X (0), X (t1),..., X (t,), the devel-
opments of the process in the intervals (¢,-1,%p,) are mutually independent. So,
to study the conditional process, given its values at fixed points, interest can be
focused on the behaviour of the segment {X (7)}s<r<¢ for fixed X (s) and X (¢),
say. For s <7 <9 <t and A€ F 7y,

P{X(W)=h| A X(r) =g, X(s)=1i, X(t) =
P{X(s) =14, A X(1) =g, X(¥) =h, X(t)=j}
P{X(s) =i, A, X(1) =g, X(t) =j}
P{X(S) =i, A, X(T> = g} pgh(Tv ﬁ)phj(ﬁat)

P{X(s) =1, A, X(7) = g}pg;(7.t '

—

Thus, the conditional process is Markov with transition probabilities

Dgh (Ta ﬂ)phj (197 t)
Pgj (Ta t)

pgh|ij(7_719 | Sat) = (911)

and intensities

Phj (Ta t)

97 Tat),

Hghlij (T | 5,8) = pign(T) (9.12)

both independent of s and 7. As 7 T ¢, a point of continuity of all the intensities,
the expression in (9.12) tends to 0 if g = 7, to pgn(t)pn;(t)/ g, (t) if g, h # 7,
and to 400 if h = j, which reflects that the conditional process is forced to end
up in state j at time ¢. The conditional process { X (7)}o<r<¢, given X(t) = 7,
was studied by Hoem (1969b) in connection with statistical analysis of selected
samples in demography.
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9.5 Reserves in the Markov chain model

A. Individual reserves. There are as many definitions of the reserves in (9.6)
and (9.7) as there are possible specifications of F. Each F represents a way of
classifying the policies, and the F-reserves at time t¢ are classwise averages of
discounted excess of benefits over premiums in the future or accumulated excess
of premiums over benefits in the past.

The simplest concepts of reserves are the individual reserves obtained by
conditioning on the full history of the individual policy, that is, take F; = Fjg 4.
The individual retrospective reserve is simply the cash value at time ¢ of the net
gains so far, defined by (9.5) and exemplified by (9.5):

Vi (t) = V(). (9.1)

By the Markov property, the individual prospective reserve is

Vi (t) = ExpV*(t).

Thus, in the Markov case it suffices to study the prospective reserve for given
current state.

B. Reserves in single states. Now, let F = {Fr3}4>0 so that reserves at time ¢
are formed by averaging over policies in each single state at that time. In short,
write VjjE (t) for the reserves Vi (t) when X (t) = j. The prospective reserves
are the same as in Paragraph A. The explicit formula is gathered from (9.4) —
(9.5):

1 o
Vj+(t) = Wt) /(t,oo) v(T) ; pjg(th){dAg(T)

+ Y agy(T)ugn(r) dr}, (9-2)

h; h#g

defined on [0, 00) for j = 0 and on (0, 00) for j # 0.

The retrospective reserve in state j is obtained by combining the results
in Paragraphs 4B — C. Conditional on X(t) = j for ¢ > 0 (and X(0) = 0),
{X(7)}o<r<t is a Markov chain starting in state 0, with transition probabilities
and intensities given by (9.11) and (9.12). Noting that

Do OaTMthh’Tﬂf
P0gl0j (0,7 | 0,8) pignjoj (7 0,1) = o(0,7) . (g ),
po](ovt)

the general formulas (9.4) and (9.5) give
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i = —W/] 3 a0, A5 7 (1)
+ D agn(T)ugn( )phj(ﬂt)df}- (9.3)

h; h#g

This expression is valid if pg;(0,¢) > 0. In particular, V; (0) = —A§(0), of
course, whereas V;~ (0) is not defined for j # 0. Formula (9.3) is easy to interpret
by direct heuristic reasoning: conditionally, given X (0) = 0 and X (¢) = j, the
probability of staying in state g at time 7 is pog(0, 7)pg; (7, t) /p0; (0,1), and the
probability of a transfer from state g to state h in the time interval (7,7 + dr)
is pog (0, 7)pgn (T)dTpr; (7, t)/P0; (0, 1).

The conditional variances,

VO () = Varx o VE(®),
are composed from (9.6) — (9.8) upon inserting the relevant conditional transi-
tion probabilities and intensities.

Finally, note that the future and the past developments of the process are
independent, hence uncorrelated, for fixed present X (t) = j.

C. More general reserves. Referring to Paragraph 2C, let F be as in Paragraph
B and let ' = {F/},>0 be the more summary information with F/ generated by
the events X (t) € J;, L =1,...,m, where {J1,..., m} is some partitioning of
J. Thus, F'-reserves at time t are now conditionalon X (¢t) € J;, € {1,...,m}.
For any L C J and t < u put

pix(t,u) = P{X(u) € K| X (1) = j} = Y pju(t,u)
ke

Applying (9.14) and (9.15), one obtains (with obvious notation)

VE®) = > poj (0,)ViE(2)
T ]
L p0‘7l 0 t JET
and
Vi) = pw( 5 2 poi0) WV () + VE®?) - Vi),
l

JET

hence F’-reserves and F’-variances can be composed from the corresponding
single-state quantities.
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A variety of reserves based on different choices of F can be analysed by
the results in Section 4. For instance, taking F; = F4, ¢, .. }n[o,) Mmeans that
reserves are formed by averaging over policies that are known to have visited
certain states at given epochs in the past. The reserves and variances are found
for each of the intervals and, by conditional independence, simply added to give
the required total reserve and variance.

D. Differential equations for prospective reserves in single states. In the present
Markov chain set-up (9.16) specializes to

W) = /( D i) + 3 ()i

hih#g
+ Z Pjg(t, U)W;_ (w), (9.4)

where, for each j € 7,

W (t) = o)V (t). (9.5)

J

Consider the case where all payments are restricted to a finite interval [0, n].
Assume first that the functions A2 are absolutely continuous between 0 and n,
that is, dAJ(t) = ag(t)dt, t € (0,n). Then all W are continuous in (0,n).
Assume furthermore that all the functions ag, ag),, pgn, and § are continuous in
(0,n). Then, for u =t + dt (9.4) becomes

W) = vi{a;(t)+ D mg(t)as,(t)} dt
95 977
(L= () dOWT (E+ dt) + D g ()W, (t + dt) + o(dt),

95 9#J

where o(dt)/dt — 0 as dt — 0. Now, subtract Wj+ (t 4+ dt) and divide by dt on
both sides, and let dt | 0 to obtain the prospective differential equations, which
are the multistate generalization of Thiele’s classical equation:

9 o+

57 O = —vt){a;) + > wig(t)as, (1)}
95 9#7
FuiOWH () = D (W (). (9.6)
95 9#7

For fixed contractual functions the ij+ are uniquely determined by the equations
(9.6) together with the conditions



CHAPTER 9. RESERVES 134

Vi (n—) = A3(n) — AS(n—). (9.7)

If the principle of equivalence (9.11) is invoked, then the additional condition

Vo' (0) = —A5(0) (9.8)

must be imposed — a constraint on the contractual functions.

The procedure is to be modified only slightly if A;? has jumps at points
ti1,. .. tjq—1 in (0,n). Put tjo = 0 and ¢4, = n. The solution of (9.6) has to
be obtained in each of the intervals (¢; ,—1,%p), p =1, ..., ¢;, and the piecewise
solutions in adjacent intervals must be hooked together by the conditions

VjJr(tjp_) = V]'Jr(tjp) + A; (tjp) - A;(tjp_)a (9~9)
p=1,...,q;, which comprise (9.7).

A comment is needed also on possible discontinuities of the functions a3,
Wig, and d. At such points and at the points t4, (if any) where Ag jumps and
VVgJr is discontinuous for some g # j, the derivative %W; does not exist. The
left and right derivatives exist, however, and if the discontinuities of the kind
mentioned are finite in number, they will cause no technical problem as they
will not affect the integrations that have to be performed to obtain the solution
of the differential equations.

Pursuing the previous remark, switch the term p; (1f)Wj‘|r (t) appearing on the

right of (9.6) over to the left, multiply by the integrating factor e~ I3 13 to form
the complete differential %{e‘ Jo mi W;r(t)} on the left, and finally integrate
over an interval (¢, ) containing no jumps of A? to obtain an integral equation.
Insert (9.5) and solve (recall (9.2) and (9.3))

1 “ [e] [e]
VIO = sl g a0+ S (e, )+ Vi ()yar
¢ g 977

+v(u)pj7(t,u)vj+(uf)]. (9.10)
This expression is easy to interpret: it decomposes the future payments into
those that fall due before and those that fall due after time u or the time of
the first transition out of the current state, whichever occurs first. By fixed
contractual functions the integral equations in conjunction with the conditions
(9.9) determine the Vj+.

E. Differential equations for retrospective reserves in single states. The starting
point is (9.17), which now specializes to
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pog (0, 8)pg;(s,t)
vV (t Z 2o (0 Vy (s)
pOg (T
/S . Z P {dA (P ()
+ Y agn(T)pgn (7)pns (1, 1) dr}. (9.11)
h; h#g

Upon multiplying by po;(0,¢) and introducing

W (t) = v(t)po; (0, 1)V} (1), (9.12)
Jj € J,(9.11) can be reshaped as

ZW 8)pg;i(s,t)

- /( G Z Pog (0, 7){dAS (7)pgs (7,1)

+ Z T)tign (T)pnj (T, t)dT}. (9.13)
h; h#g

Again, consider the case where all payments are restricted to a finite interval

[0, n], with dA(t) = ag(t)dt, t € (0,n), and aj, agps Mghs and ¢ all continuous
in (0,n). With ¢ and ¢ + dt in the places of s and ¢, (9.13) becomes

Wo(t+dt) = > Wy (O)pg(t)dt+ W, (£)(1 — py(t)dt)
93977

—u( Z Ppog (0,t){a(t)dt pg;(t,t + dt)

+ > agn(E)gn (t)pa;(t,t + dt)dt} + o(dt).
h;h#g
As pi;(t,t +dt) is p;j(t)dt + o(dt) for i # j and 1 — p;(¢t)dt + o(dt) for i = j, all
terms p;; (¢, t+dt) on the right can be replaced by d;; (the difference is absorbed
in o(dt)). Then proceed in the same manner as in the previous paragraph to
obtain the retrospective differential equations

SWin =Y Wy g0~ Wy (a0

;977

—o(0){po; (0, t)as(t) + Y pog(0, thag; (D), ()} (9.14)

95 9#£3
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For fixed contractual functions the retrospective reserves are determined uniquely
by (9.14) together with the conditions

W (0) = —d0;45(0). (9.15)
The equivalence condition (9.11) can be cast in terms of the retrospective
reserves as

Z po;(0,n)V;"(n) = 0. (9.16)

JjE€ET

Possible discontinuities are accounted for in the same manner as for the
prospective reserves, the retrospective counterpart of (9.9) being

Vj_ (tjp) = Vj_(tjp*) - (A(;‘(tjp) - A;(tjp*))v (9.17)

p=1,...,q;.
Copying essentially the steps leading to (9.10), one obtains from (9.14) the
integral equation

V(o) = m[U(S)POJ‘(OaS)Pﬁ(svt)vj_(s)

- / v(T){Po; (0, 7)py5(7, t)aj(7)

+ > p0g(0,7)g; (Mpz(r, D) (ag; (7) = Vi (7)) }dr ],

95 9#7

(9.18)

valid in intervals (s,t) containing no jumps of Aj. It decomposes the past pay-
ments into those that fall due before and those that fall due after time s or the
time of the last transition into the current state, whichever is the latter.

F. The prospective and retrospective differential equations are gemeralizations
of Kolmogorov’s backward and forward differential equations, respectively. This
result is established by considering a simple endowment in the special case where
v(t) = 1 (no interest). First, assume that the only payment provided is a unit
benefit payable at time w contingent upon X (u) = k, that is, A} = &, the
measure with a unit mass at u, and all other A; and all a;h are null. Then,
for t < w, Wf(t) in (9.5) reduces to p;x(t,u), and the prospective differential
equations in (9.6) specialize to the Kolmogorov backward equations in (9.2).
Second, the Kolmogorov forward differential equations in (9.1) are obtained as
a specialization of the retrospective differential equations in (9.14) by letting the
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only payment be a unit premium at time s, contingent upon X (s) = i, whereby
W, (t) in (9.12) reduces to po; (0, s)pi;(s,t) for t > s.

Likewise, integral equations for the transition probabilities come out as spe-
cial cases. From (9.10) one gets

pik(t,u) = /t ' Pi;(t7) D pig(T)pgk (T, u)dr + Sipy;(t ), (9.19)

95 9#7
and from (9.18)
t
pio(st) =Gupa(e )+ Y [ pals Do rdr. (020)
g;9#3 7 °

These equations are easy to interpret.

In a similar manner one may also find differential and integral equations for
expected sojourn times. For v(t) = 1, dAS(t) = dt, and all other contractual
functions null, VjJr(t) and V™ (t) are just the expected future and past total
sojourn times in state k, conditional on X (¢) = j.

G. Uses of the differential equations. In the case where the contractual functions
do not depend on the reserves, the defining relations (9.2) and (9.3) are explicit
expressions for the reserves. The differential equations (9.6) and (9.14) are not
needed for constructive purposes — they serve only to give insight into the
dynamics of the policy.

The situation is entirely different if the contractual functions are allowed
to depend on the reserves in some way or other. The most typical examples
are repayment of a part of the reserve upon withdrawal (a state ”withdrawn”
must then be included in the state space J) and expenses depending partly
on the reserve. Also the primary insurance benefits may in some cases be
specified as functions of the reserve. In such situations the differential equations
are indispensable tools in the construction of the reserves and determinaton of
the equivalence premium. The simplest case is when the payments are linear
functions of the reserve, with coefficients possibly depending on time. Then
the operations leading to (9.10) and (9.18) can basically be reproduced after
collecting all terms involving the reserve in state j on the left hand side and
multiplying by the appropriate integrating factor. Such techniques are standard
and frequently used for the traditional prospective reserve. They carry over to
the retrospective reserve, as will be illustrated by examples in the final section.

Apart from some very simple situations, like the one encountered in Para-
graph 1B, the computation of the reserves will usually require numerical solution
of the set of differential equations (or the equivalent integral equations). There
is, however, an important class of situations which allow for more direct com-
putation by iterated numerical integrations, and a comment shall be rendered
on those. When returns to formerly visited states are impossible, y1;, = 0 for
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g < j, say, the equations (9.10) form the basis of a recursive computational pro-
cedure. The sum over g on the right of (9.10) extends only over g > j (void if
j = J), and so one can suitably start by determining VJJF, which is easy since the
equation for V]Jr involves no other Vg+ (typically the policy is no longer in force
in state J and VJ+ is identically 0). Then proceed downwards through the state
space: having determined Vj"jrl, ...,V use (9.10) with u = tj, and (9.9) in
each interval (¢ ,_1,%;p), starting from time ¢4, = n. Similarly, the equations
(9.18) are solved recursively starting with the equation for V;~, which involves
no other V;7: having determined Vol ..o, Vjtl, use (9.18) with s = ¢;,—1 and
(9.17) in each interval (¢;,—1,%;p), starting from time t;o = 0. Again, the ex-
amples in the following section are referred to.

H. Behaviour of the retrospective reserves in the vicinity of 0. In establishing
the retrospective differential equations, the auxiliary functions W, defined in
(9.12) are more convenient to work with than the reserves themselves. The
V.~ are defined only for those ¢ where po;(0,t) > 0, whereas the W~ are well

defined in all of [0,00). The W~ are right-continuous, and their values in 0,
given by (9.15), are simple initial conditions for the differential equations. The

reserves V™ are also right-continuous, but in 0 only Vj~ is defined (—Ag(0)).

For j # 0 the limit V7 (0+) must be obtained by letting ¢ | 0 in (9.3). Leaving
details aside, only the intuitively appealing result is reported. A state j # 0 is
said to be immediately accessible from state 0 in ¢ steps via the directed path
g = (9192---9¢-1) if pg(0) = pog, (0)ptg,4,(0) ... g, ,5(0) > 0. Let g; be the
minimum of all ¢ for which this property holds for some path, and denote the
set of such minimal paths by P;. Then

ZgE'Pj Hg (0){@891 (0) + a;192 (O) +.t a;qj—lj(o)}
> eer, 1(0) '

1. A different notion of retrospective reserve. In a recent paper Wolthuis & Hoem
(1990) have launched a notion of retrospective reserve quite different from the
one introduced here. Working in the Markov chain model, they require that the
statewise retrospective reserves should satisfy

V7 (04) = ~45(0) -

Ex(0)=V(0) = v(t) > pis (0,0{V;" (1) = V;~ (1)} (9-21)

JjET
for ¢ = 0, which conforms with (9.10). Then, imagining that the policy might
start from any state different from 0, they require that (9.21) be valid for all ¢,
whereby some hypothetical values must be chosen for the Ex)—;V(0), i # 0.
There exists no such choice that can produce the retrospective reserves (9.3),
and so the approach is incompatible with the one taken here. The same is the

case for the approach proposed by Hoem (1988), where (9.21) is required for
i =0 and V;™(t) is put equal to V;" () for j # 0.
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9.6 Some examples

A. Life insurance of a single life (continued from Paragraph 1B). In this simple
situation the prospective differential equations (9.6) are

9+

EWO (t) = o (C - MZ+tb) + Nﬂc-‘:—tWO-i_(t) - Mzﬂ-th—i_ (t)7 (9'1)
[—
- — . 2
SWEY) = 0 92)
With the conditions
W (n=) = Wi (n-) =0 (9:3)

they lead to (9.1) and (9.2), which could be put up by direct prospective rea-
soning. The equivalence premium is

fon U7+ Py gt dT

=b
‘ fon T szdT

Suppose the treaty is modified so that the prospective reserve is paid out as
an additional benefit upon death before time n; a§; (t) = b+ Vi (). Then the
reserve and the equivalence premium cannot be determined directly by prospec-
tive reasoning, and it is necessary to employ the differential equations (9.6).
Now, instead of (9.1) one gets

DWert) = o' {e— prased+ ViF (O} + poss Wil (£) — o Wi (8)

ot
= v {e— pateb} — pan W (1), (9.4)

Equation (F.38) and the conditions (F.39) remain unchanged. One finds V" (¢) =
0 as before, and

Vit (t) = /t T (b — ) d 9.5)

The equivalence premium is determined upon inserting ¢ = 0 in (9.5) and equat-
ing to 0:

fon VT gy dT

=b
¢ fon vTdT

(9.6)

These techniques and results are classical, and are referred here for the sake of
comparison with what now follows.
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For the standard contract, with no repayment of the reserve, the differential
equations (9.14) become

EWO_ (t) = —Wy (thare + 0" pac, (9.7)
0. _ _
an (t) = WO (t)Mz+t - Ut tpm,uac-i-tb' (98)

With the conditions

Wy (0) =Wy (0) =0 (9~9>

they lead to (9.3) and (9.4), which could be put up directly.

Suppose now that the retrospective reserve is to be paid out as an additional
benefit upon death; af,(t) = b+ V; (t). Then the retrospective differential
equations must be employed. Instead of (9.8) one gets

Wf (t) = Woi (t)ﬂx+t - Ut tPxMx+t (b + ‘/07 (t))

= — tpm,uertbv

ot

whereas equation (9.7) and the conditions (9.9) remain unchanged. One arrives
at the same expression for V;~ as before, of course, and

. oot
Vi) = 71_15]? /0(1+Z)t 7Pzt dT.

The equivalence premium c is determined by (9.16):

b fon v ‘rp:n,u:nJerT

c =
nDx fon vTdT

B. Widow’s pension. A married couple buys a widow’s pension policy specifying
that premiums are to be paid with intensity ¢ as long as both husband and
wife are alive, and pensions are to be paid with intensity b as long as the wife
is widowed. The policy terminates at time n or upon the death of the wife,
whichever occurs first. The relevant Markov model is sketched in Fig. reffig:two-
lives. Expressions for the transition probabilities are easily obtained by direct
reasoning or by use of (9.19). The reserves can be picked directly from (9.2)
and (9.3):

Vit(t) = %/ 7){bpo1(t, ) — cpoo(t, T) }dT,
Vif(t) = L pu(t, 7)dr,

>

3
—
~
SN—
Il
35
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Vo (1) = Wct) /O o(r)dr, (9.10)
_ 1 i
V0 = o [ o ema©. b ()

—bpo1(0, 7)p11 (7, t) }dT, (9.11)

Vo (t) = m/o v(7) poo (0, 7)po2 (T, t) dT, (9.12)
Vi (t) = ﬁ/OU(T){CPOO(O,T)Pm(TJ)

v(t) pos
—bpo1(0,7)p13(T, t) }dr. (9.13)

The differential equations are not needed to construct these formulas. The
retrospective ones are listed for ease of reference:

W) = o o)+ poslt) +olpoo0. e, (9.14)
W) = Wo @Wpon(®) Wi (Omisl) — olpor (0.6, (9.15)
Wr ) = W (Duoslt) — Wy (Dss(0) (9.16)
SWe) = WD) + Wy (Dss(0) (9.17)

Consider a modified policy, by which the retrospective reserve is to be paid
back to the husband in case he is widowered before time n, the philosophy
being that couples receiving no pensions should have their savings back. Now
the retrospective differential equations are needed. The equations above remain
unchanged except that the term v(¢)poo(0,¢)Vy (t)p02(t) = Wi (¢)po2(t) must
be subtracted on the right of (9.16), which then changes to

0, _

Sy (6) = ~ Wy (s (). (918)
Together with the conditions W, (0) = 0, j = 0,1,2,3, these equations are
easily solved. Obviously, the expressions for V; (t) and V™ (t) remain the same
as in (9.10) and (9.11). From (9.18) follows V5 (¢) = 0, which is also obvious.
Finally, (9.17) gives

VY3_(t) ! (O,t) /O U(T) {CPOO(OvT)POB(Tv _7t)

v(t) pos
—bpo1(0, 7)p13(7,t)} dr, (9.19)
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where

¢
P013(T,—,t)=/ Po1 (T, 9)p13(9)dd

is the probability of passing from state 0 to state 3 via state 1 in the time
interval [7,t], given that X (7) = 0.

As a final example the widow’s pension shall be analysed in the presence
of administration expenses that depend partly on the reserve. Consider again
the policy terms described in the introduction of this paragraph, but assume
that administration expenses incur as follows. At time ¢ expenses fall due with
intensity eg(t) + ef (t)c in state 0 (the latter term represents encashment com-
mision) and with intensity e/(t) in state 1. In addition, expenses related to
maintenance of the reserve fall due with intensity e(t)x (current retrospective
reserve) throughout the entire period [0, n].

Instead of (9.14) — (9.17) one now gets
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W) = —Wo ()a0r (1) + poa(1)
—ult)poo(0. ) {eh(t) +ef(t)e + )V (1) — ), (920
Wi = We (uort) — Wi (sl
—ot)pon 0.+ €L (1) + e(V; (1)), (9.21)
W) = W (Duonlt) — Wy (uss(t)
~0(1)poa (0, )e(1)V; (1), (9.22)
DWe) = Wi Ous) + Wy (Opas(r)
—v(t)po3(0,t)e(t)Vy (1), (9.23)

and the conditions (9.15) become W, (0) =0, j =0,1,2,3. Now a small trick.
In each of the equations (9.20) — (9.23), say the one for %W; (t), there appears
a term —v(t)po;(0,t)e(t)V,; (t) = —e(t)W; () on the right hand side. Switch
this over to the left and multiply on both sides by elie. Form a complete
differential % eloe W (t)} on the left hand side and absorb everywhere the
factor elo ¢ into v(t) = e~ Jgo (remember v(t) is a factor in W, (¢)). What
remains are retrospective differential equations for the the same situation as
the original one, modified to the effect that the administration costs related to
the reserve have vanished and the interest intensity J has been decreased by
e. Thus, one can apply the explicit expression (9.3) for this modified case, and

arrive at the following formulas, where v*(t) = e~ Jo(6=e).

G0 = g | v = o) - e

VO = e 0 0 (et = () - eb(r)}
= po1(0,7)p11 (7, 1) (b + €y (7)) | dr,

VO = e | v 0 (e = () - )

Vg (t) = m/oU*(T)[pOO(OvT)pOB(Tvt){C(l68(7_))66(7_)}

—po1(0, 7)p13(7, 1) (b + €1 (7)) | dr.

Using the equivalence principle in the form (9.16), one obtains the equiva-
lence premium

S5 O po0(0, T)eh(r) + poa (0, 7)(b + ¢4 ()} dr (924)

fon v*(7)poo (0, 7)(1 — ef (7)) dr
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If the cost element e(t)V,” (t) is replaced by e(t)VjJr (t), the prospective differ-
ential equations must be used. The procedure above can essentially be repeated,
and just as for the retrospective reserves it turns out that the prospective re-
serves are those correspending to e(t) = 0 and discount function v*. The equiv-

alence premium remains as in (9.24).



Chapter 10

Safety loadings and bonus

10.1 General considerations

A. Bonus — what it is. The word bonus is Latin and means ’good’. In insur-
ance terminology it denotes various forms of repayments to the policyholders
of that part of the company’s surplus that stems from good performance of
the insurance portfolio, a sub-portfolio, or the individual policy. We shall here
concentrate on the special form it takes in traditional life insurance.

The issue of bonus presents itself in connection with every standard life insur-
ance contract, characteristic of which is its specification of nominal contingent
payments that are binding to both parties throughout the term of the contract.
All contracts discussed so far are of this type, and a concrete example is the com-
bined policy described in 7.4: upon inception of the contract the parties agree
on a death benefit of 1 and a disability benefit of 0.5 per year against a level
premium of 0.013108 per year, regardless of future developments of the inten-
sities of mortality, disability, and interest. Now, life insurance policies like this
one are typically long term contracts, with time horizons wide enough to cap-
ture significant variations in intensities, expenses, and other relevant economic-
demographic conditions. The uncertain development of such conditions subjects
every supplier of standard insurance products to a risk that is non-diversifiable,
that is, independent of the size of the portfolio; an adverse development can not
be countered by raising premiums or reducing benefits, and also not by can-
celling contracts (the right of withdrawal remains one-sidedly with the insured).
The only way the insurer can safeguard against this kind of risk is to build into
the contractual premium a safety loading that makes it cover, on the average in
the portfolio, the contractual benefits under any likely economic-demographic
development. Such a safety loading will typically create a systematic surplus,
which by statute is the property of the insured and has to be repaid in the form
of bonus.

145
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B. Sketch of the usual technique. The approach commonly used in prac-
tice is the following. At the outset the contractual benefits are valuated, and
the premium is set accordingly, on a first order (technical) basis, which is a
set of hypothetical assumptions about interest, intensities of transition between
policy-states, costs, and possibly other relevant technical elements. The first
order model is a means of prudent calculation of premiums and reserves, and
its elements are therefore placed to the safe side in a sense that will be made
precise later. As time passes reality reveals true elements that ultimately set
the realistic scenario for the entire term of the policy and constitute what is
called the second order (experience) basis. Upon comparing elements of first
and second order, one can identify the safety loadings built into those of first
order and design schemes for repayment of the systematic surplus they have
created. We will now make these things precise.

To save notation, we disregard administration expenses for the time being
and discuss them separately in Section 10.7 below.

10.2 First and second order bases

A. The second order model. The policy-state process Z is assumed to be a
time-continuous Markov chain as described in Section 7.2. In the present context
we need to equip the indicator processes and counting processes related to the
process Z with a topscript, calling them I jZ and N ﬁc. The probability measure
and expectation operator induced by the transition intensities are denoted by
P and E, respectively.

The investment portfolio of the insurance company bears interest with in-
tensity r(t) at time ¢.

The intensities r and p; constitute the experience basis, also called the
second order basis, representing the true mechanisms governing the insurance
business. At any time its past history is known, whereas its future is unknown.

We extend the set-up by viewing the second order basis as stochastic, whereby
the uncertainty associated with it becomes quantifiable in probabilistic terms.
In particular, prediction of its future development becomes a matter of model-
based forecasting. Thus, let us consider the set-up above as the conditional
model, given the second order basis, and place a distribution on the latter,
whereby 7 and the p;;, become stochastic processes. Let G; denote their com-
plete history up to, and including, time ¢ and, accordingly, let E[-|G;] denote
conditional expectation, given this information.

For the time being we will work only in the conditional model and need not
specify any particular marginal distribution of the second order elements.

B. The first order model. We let the first order model be of the same type
as the conditional model of second order. Thus, the first order basis is viewed as
deterministic, and we denote its elements by r* and p;, and the corresponding
probability measure and expectation operator by P* and E*, respectively. The
first order basis represents a prudent initial assessment of the development of
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the second order basis, and its elements are placed on the safe side in a sense
that will be made precise later.

By statute, the insurer must currently provide a reserve to meet future lia-
bilities in respect of the contract, and these liabilities are to be valuated on the
first order basis. The first order reserve at time ¢, given that the policy is then
in state j, is

Vi (t) =E* [/tn e 17 dB(T)

/tne_ffr* Zp;g(t,T) dBy(T) + Z bon (T)pgr (7) dr | (10.1)

hi;h#g

Z(t) = j}

We need Thiele’s differential equations

AV (t) = r* (t)V; () dt — = > Ry () p (1) dt, (10.2)
k; k#j
where
R (1) = bji(t) + Vi (1) = V(1) (10.3)

is the sum at risk associated with a possible transition from state j to state k
at time t.

The premiums are based on the principle of equivalence exercised on the first
order valuation basis,

E* Un e o’ dB(T)} =0, (10.4)

or, equivalently,
V5 (0) = —=ABy(0) . (10.5)

10.3 The technical surplus and how it emerges

A. Definition of the mean portfolio surplus. With premiums determined
by the principle of equivalence (10.4) based on prudent first order assumptions,
the portfolio will create a systematic technical surplus if everything goes well.
Quite naturally, the surplus is some average of past net incomes valuated on the
factual second order basis less future net outgoes valuated on the conservative
first order basis. The portfolio-wide mean surplus thus construed is

St) = E[/O_efrd( ] ZpOJOt
,efo / Zpoj (0,7) dB Z bjk ,Lij 7)dr

kik#j

- Zpoj(o, t)Vi(t). (10.6)
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The definition conforms with basic principles of insurance accountancy; at any
time the balance is the difference between, on the debit, the factual income in
the past and, on the credit, the reserve that by statute is to be provided in
respect of future liabilities. In particular, due to (10.5),

S(0)=0 (10.7)

and, due to V*(n) =0,

S(n)=E U(: el7 T d(-B)(7) gn] , (10.8)

as it ought to be.
Note that the expression in (10.6) involves only the past history of the second
order basis, which is currently known.

B. The contributions to the surplus. Differentiating (10.6), applying the
Kolmogorov forward equation (7.20) and the Thiele backward equation (10.2)
to the last term on the right, leads to

t .
ds(t) = erTT(t)dt/O eiJUTZpoj(O,T) dBj( Zb]k T) ik (T) dr
N J

kik#j

*ZPOJ'(OJ) dB;( Zbgk tik(t
j

kik#j

,Z > pog(0,1) prg; (£) dt — poj (0, 8) . (t) dt . | Vi (2)

95 gF#7j

—Zpoj()t (V7 (t) dt — — Y Ry(t) g (t) dt

ks k#j

Reusing the relation (10.6) in the first line here and gathering terms, we obtain

dS(t) = r(t)dt S(t) + Zpoj (0, )¢5 (t

with

ci(t) ={r(t) =" O}V; () + > RuO{ui(t) — mx()} - (10.9)

k; k#j

Finally, integrating up and using (10.7), we arrive at

S(t) :/0 ef:TZpOj(O,T)Cj(T) dr, (10.10)
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which expresses the technical surplus at any time as the sum of past contribu-
tions compounded with second order interest.

One may arrive at the definition of the contributions (10.9) by another route,
starting from the individual surplus defined, quite naturally, as

Sual) = 7 [ i aBn - Y OO o

0—

Upon differentiating this expression, and proceeding along the same lines as
above, one finds that S;,4(t) consists of a purely erratic term and a systematic
term. The latter is fot elir > I7(7)c;() dr, which is the individual counterpart
of (10.10), showing how the contributions emerge at the level of the individual
policy. They form a random payment function C' defined by

dC(t) =Y I/ (t)c;(t)dt. (10.12)
J
With this definition, we can recast (10.10) as

S(t)=E Ut el=7do(r)

0

Qt] : (10.13)

C. Safety margins. The expression on the right of (10.9) displays how the
contributions arise from safety margins in the first order force of interest (the
first term) and in the transition intensities (the second term). The purpose
of the first order basis is to create a non-negative technical surplus. This is
certainly fulfilled if

r(t) > r*(t) (10.14)

(assuming that all V() are non-negative as they should be) and

sign {134(t) — i (1)} = sign R, (1) (10.15)

10.4 Dividends and bonus

A. The dividend process. Legislation lays down that the technical surplus
belongs to the insured and has to be repaid in its entirety. Therefore, to the
contractual payments B there must be added dividends, henceforth denoted
by D. The dividends are currently adapted to the development of the second
order basis and, as explained in Paragraph 10.1.A, they can not be negative.
The purpose of the dividends is to establish, ultimately, equivalence on the true
second order basis:

E U{: e ld " d{B + D}(r)

gn} =0. (10.16)
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We can state (10.16) equivalently as

E[/neﬁrd{B—i—D}(T)

gn} =0. (10.17)

The value at time ¢ of past individual contributions less dividends, com-
pounded with interest, is

Ul(t) = /Ot_ el 7 d{C — D}(r). (10.18)

This amount is an outstanding account of the insured against the insurer, and
we shall call it the dividend reserve at time t.

By virtue of (10.8) and (10.13) we can recast the equivalence requirement
(10.17) in the appealing form

E[U%n)|Gn] =0. (10.19)

From a solvency point of view it would make sense to strengthen (10.19) by
requiring that compounded dividends must never exceed compounded contribu-
tions:

E[U(t)[Gi] > 0, (10.20)

t € [0,n]. At this point some explanation is in order. Although the ultimate
balance requirement is enforced by law, the dividends do not represent a con-
tractual obligation on the part of the insurer; the dividends must be adapted
to the second order development up to time n and can, therefore, not be stip-
ulated in the terms of the contract at time 0. On the other hand, at any time,
dividends allotted in the past have irrevocably been credited to the insured’s
account. These regulatory facts are reflected in (10.20).

If we adopt the view that “the technical surplus belongs to those who created
it”, we should sharpen (10.19) by imposing the stronger requirement

Udn) =0. (10.21)

This means that no transfer of redistributions across policies is allowed. The sol-
vency requirement conforming with this point of view, and sharpening (10.20),
is

Ud(t) >0, (10.22)

t € [0,n].

The constraints imposed on D in this paragraph are of a general nature and
leave a certain latitude for various designs of dividend schemes. We shall list
some possibilities motivated by practice.

B. Special dividend schemes. The so-called contribution scheme is defined
by D = C, that is, all contributions are currently and immediately credited to
the account of the insured. No dividend reserve will accrue and, consequently,
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the only instrument on the part of the insurer in case of adverse second order
experience is to cease crediting dividends. In some countries the contribution
principle is enforced by law. This means that insurers are compelled to operate
with minimal protection against adverse second order developments.

By terminal dividend is meant that all contributions are currently invested
and their compounded total is credited to the insured as a lump sum dividend
payment only upon the termination of the contract at some time 7" after which
no more contributions are generated. Typically 7" would be the time of transition
to an absorbing state (death or withdrawal), truncated at n. If compounding is
at second order rate of interest, then

T
D(t) = 1[t > T] / el rdc(r) .
0

Contribution dividends and terminal dividends represent opposite extremes
in the set of conceivable dividend schemes, which are countless. One class
of intermediate solutions are those that yield dividends only at certain times
Ty < -+ < Tg < n, e.g. annually or at times of transition between certain
states. At each time 7; the amount AD(T;) = f;il el "dC () (with Ty = 0)
is entered to the insured’s credit.

C. Allocation of dividends; bonus. Once they have been allotted, divi-
dends belong to the insured. They may, however, be disposed of in various ways
and need not be paid out currently as they fall due. The actual payouts of div-
idends are termed bonus in the sequel, and the corresponding payment function
is denoted by BP.

The compounded value of credited dividends less paid bonuses at time ¢ is

Ub(t) = /t el:7d{D - B*}(r). (10.23)

This is a debt owed by the insurer to the insured, and we shall call it the bonus
reserve at time t. Bonuses may not be advanced, so B® must satisfy

Ub(t) >0 (10.24)

for all ¢ € [0,n]. In particular, since D(0) = 0, one has B*(0) = 0. Moreover,
since all dividends must eventually be paid out, we must have

Ub(n) =0. (10.25)

We have introduced three notions of reserves that all appear on the debit
side of the insurer’s balance sheet. First, the premium reserve V* is provided
to meet net outgoes in respect of future events; second, the dividend reserve U¢
is provided to settle the excess of past contributions over past dividends; third,
the bonus reserve U? is provided to settle the unpaid part of dividends credited
in the past. The premium reserve is of prospective type and is a predicted



CHAPTER 10. SAFETY LOADINGS AND BONUS 152

amount, whereas the dividend and bonus reserves are of retrospective type and
are indeed known amounts summing up to

t
Ud(t) +U(t) = / el d{C — B*}(7), (10.26)
0
the compounded total of past contributions not yet paid back to the insured.

D. Some commonly used bonus schemes. The term cash bonus is, quite
naturally, used for the scheme B = D. Under this scheme the bonus reserve is
always null, of course.

By terminal bonus, also called reversionary bonus, is meant that all divi-
dends, with accumulation of interest, are paid out as a lump sum upon the
termination of the contract at some time 7', that is,

T
b(t) = el T).
BY(1) 1[tzT1/0 dD(r)

Here we could replace the integrator D by C since terminal bonus obviously
does not depend on the dividend scheme; all contributions are to be repaid with
accumulation of interest.

Assume now, what is common in practice, that dividends are currently used
to purchase additional insurance coverage of the same type as in the primary
policy. It seems natural to let the additional benefits be proportional to those
stipulated in the primary policy since they represent the desired profile of the
product. Thus, the dividends dD(s) in any time interval [s, s + ds) are used as
a single premium for an insurance with payment function of the form

dQ(s){B™ (1) — B¥(s)},
T € (s,n], where the topscript ”*” signifies, in an obvious sense, that only
positive payments (benefits) are counted.

Supposing that additional insurances are written on first order basis, the
proportionality factor dQ(s) is determined by

dD(s) = dQ(s)V5 () (5). (10.27)
where N
Vit =B | [ eI am )| 209)

is the single premium at time s for the future benefits under the policy.
Now the bonus payments B’ are of the form

dB°(t) = Q(t)dB™(t). (10.28)

Being written on first order basis, also the additional insurances create technical
surplus. The total contributions under this scheme develop as

dC(t) + Q(t)dCT(t), (10.29)
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where the first term on the right stems from the primary policy and the second
term stems from the Q(¢) units of additional insurances purchased in the past,
each of which has payment function BT producing contributions C* of the form

dCH(t) = 32, I7(t) ¢ (t) dt, with

et = {r() — (Y7 () + 3 R (O{e(t) — mnl0)}
ks k#j
R () = b5 (0) + Vi (1) = Vit ().

The present situation is more involved than those encountered previously
since, not only are dividends driven by the contractual payments, but it is
also the other way around. To keep things relatively simple, suppose that the
contribution principle is adopted so that the dividends in (10.27) are set equal
to the contributions in (10.29). Then the system is governed by the dynamics

C(t) + Q(1)dC™ (t) = dQ(1)V ;) (t)

or, realizing that VZ*(J;)( ) is strictly positive whenever dC(¢) and dC™*(t) are,

dQ(t) — Q(t) dG(t) = dH (t), (10.30)
where G and H are defined by

dG(t) = V§£)( ) dCT (1), (10.31)

dH(t) = VZ*(;)( 5 dC'(t) . (10.32)

Multiplying with exp(—G(t)) to form a complete differential on the left and then
integrating from 0 to ¢, using Q(0) = 0, we obtain

Qt) = /Ot eCO=C) gl (7). (10.33)

10.5 Bonus prognoses

A. A Markov chain environment. We shall adopt a simple Markov chain
description of the uncertainty associated with the development of the second
order basis. Let Y (t), 0 < t < n, be a time-continuous Markov chain with
finite state space Y = {1,...,¢} and constant intensities of transition, A.f.
Denote the associated indicator processes by I}. The process Y represents the
“economic-demographic environment”, and we let the second order elements
depend on the current Y-state:

r(t) = ZIZ(t) Te =Ty (1) »

Mjk(t) = ZI ,U/e,]k = IU/Y(t);jk(t) .
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The r. are constants and the pi.;x(t) are intensity functions, all deterministic.

With this specification of the full two-stage model it is realized that the pair
X = (Y, Z) is a Markov chain on the state space X = Y x Z, and its intensities
of transition, which we denote by ke;, ri(t) for (e, j), (f, k) € X, (e, j) # (f, k),
are

Kej £3(t) = Aef » e# f, (10.34)
Kej,ek (t) = He;jk (t) . J ?é k, (1035)

and null for all other transitions.
In this extended set-up the contributions, whose dependence on the second
order elements was not visualized earlier, can appropriately be represented as

dC(t) = c(t)dt =Y I (£)I7 (t)ce; (t) dt,

where
Cej(t) = {re =" O}V () + Y RipO{pp(t) — peye ()} - (10.36)
ks k#j

Under the scheme of additional benefits described in Paragraph 10.4.D a similar
convention goes for C and ¢t and, accordingly, (10.31) and (10.32) become

dG(t) = g(t)dt="> IY(t)I7(t)ge;(t)dt, (10.37)
o

9i(t) = T o (10.38)

dH(t) = h(t)dt =" 1Y ()17 (t)he;(t)dt, (10.39)

hej(t) = ;Q(Z) (10.40)

B. Preparatory remarks on the issue of bonus prognoses. There is no
single functional of the future bonus stream that presents itself as the relevant
quantity to prognosticate. One could e.g. take the total bonuses discounted by
some suitable inflation rate, or the undiscounted total bonuses, or the rate at
which bonus will be paid at certain times, and one could apply any of these pos-
sibilities to the random development of the policy or to some representative fixed
development. We shall focus on the expected value, and in the simplest cases
also higher order moments, of the future bonuses discounted by the stochastic
second order interest. From this we can easily deduce predictors for a number
of other relevant quantities. We turn now to the analysis of some of the schemes
described in Section 10.4.
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C. Contribution dividends and cash bonus. This case, where B = C =
D, is particularly simple since the bonus payments at any time depend only on
the current state of the process. We can then employ the appropriate version
of Thiele’s differential equation to calculate the state-wise expected discounted
future bonuses (= contributions),

We;(t) =K [/n e T e(r)dr

t

X0 = ()]

They are determined by the appropriate version of Thiele’s differential equation,

d

G Wei(t) = e Wej(t) — cej(t) = D Ao (Wis(t) = Wes (1))
fif#e
— Y teggk () (Wer(t) = Wes (1)) (10.41)
kik#j
subject to
Wej(n—) =0, Ve,j. (10.42)

D. Terminal dividend and/or bonus. Under the terminal bonus scheme
dividends and bonuses are the same, of course. The problem of predicting
the total bonus payments discounted with respect to second order interest is
basically the same as in the previous paragraph since it amounts to adding
the total amount of compounded past contributions, which is known, and the
state-wise predictor of discounted future contributions.

Suppose instead that at time ¢, the policy still being in force, it is decided
to predict the undiscounted value of the terminal bonus amount,

T t
W= / elT o) dr = / eJET (7Y dr W) + W (1) | (10.43)
0 0
where
Wity = el
T o
w't) = /ejf "e(r)dr .
t

We need the state-wise expected values

Wit) = EW'(0)]Y(t) =el,
W5t = EW"@) | X(t) = (e, )],

to find the state-wise predictors of W in (10.43),

W (t) = /0 LT e(r) dr W(E) + W (1)
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We shall find these functions by the backward construction, starting from
W'(t) = e W (t+dt),
W"'(t) = ct)dtW'(t)+ W"(t +dt).

Conditioning on what happens in the small time interval (¢,t + dt], we get

W/(t) =€ | (1= Ae.dt) W/(t+dt)+ Y Aep(t)dt Wi(t +dt) |
I fe

and
W5t) = cei(t) dtWi(t) + (1= (Ne. + ey () dt) W (t + dt)

ej
+ D7 Aep(t) dt W (¢ + dt)
fife
+ Y ek () dEW(E+ dt) .

k; k#j

From these relationships we easily obtain the differential equations

d

ZWit) = —reW(t = D der (Wi = WD) (10.44)
fi f#e
d
WG = et = D ey (WF(0) = WE(1)
fi f#e
= D per(t) (W(8) = WE(®) (10.45)
k; k£
which are to be solved subject to

Win—=)=1, W}n-)=0, Ve,j. (10.46)

E. Additional benefits. Suppose we want to predict the total future bonuses
discounted with respect to second order interest,

Wi = [ eI Qe anT),

t

with @ defined by (10.33). Recalling (10.37)—(10.40), we reshape W (t) as

W(t) = /e*fﬁ/ el 9 h(r)dr dBT (1)
t 0

n t -
= / e~ Il (/ ef:gh(r) dreli 9 —|—/ el 9 h(r) dr) dB™T (1)
t 0 t

= /t el IR dr W () + W (2), (10.47)
0
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with

W'(t)

/ el 9= aBt (1),

t

w'(t) = /tne_ftTTW'(T)h(T)dT.

Thus, we need the state-wise expected values

W) = EW'(6)| X () = (e,5)],
Wi(t) = EW"@) | X(t) = (e5)],

in order to find the state-wise predictors of W (t) in (10.47),
t t
We;(t) = / el 9 h(r) dr Wi (t) + Wi(t).
0

The backward equations start from

W'(t) = dB*(t)+ OOVt yi gy
W"'(t) = W(t)h(t)dt+ e "O®EW (¢ +dt),

from which we proceed in the same way as in the previous paragraph to obtain

AWl(t) = —dBj*(t)Jr(re—gej(t))dtWe’j(t)
= > Aepdt (W) = W)
fi f#e
= 3 mear@®dt (B0 + W) = W5(0) . (10.48)
ksk£j
AW (t) = —Wi(t)he;(t)dt + 1o dt W(t)
= > Aepdt (W) = W)
fi f#e
— D pegr(t) dt (W(8) = W/(1) - (10.49)
ks k#j

The appropriate side conditions are
/ o + 17 _ .
Wei(n=) =ABf(n), Wg;nh—)=0, Vej. (10.50)
F. Predicting undiscounted amounts. If the undiscounted total contribu-

tions or additional benefits is what one wants to predict, one can just apply the
formulas with all r. replaced by 0.
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G. Predicting bonuses for a given policy path. Yet another form of
prognosis, which may be considered more informative than the two mentioned
above, would be to predict bonus payments for some possible fixed pursuits of
a policy instead of averaging over all possibilities. Such prognoses are obtained
from those described above upon keeping the realized path Z(7) for 7 € [0,¢],
where ¢ is the time of consideration, and putting Z(7) = z(7) for 7 € (¢,n],
where z(+) is some fixed path with z(t) = Z(t). The relevant predictors then
become essentially functions only of the current Y-state and are simple special
cases of the results above.

As an example of an even simpler type of prognosis for a policy in state j
at time ¢, the insurer could present the expected bonus payment per time unit
at a future time s, given that the policy is then in state ¢, and do this for some
representative selections of s and i. If Y/(¢) = e, then the relevant prediction is

Eley (s)i(s) [ Y() = €] = > p¥;(t,s)cri(s).
7

10.6 Examples

A. The case. For our purpose, which is to illustrate the role of the stochastic
environment in model-based prognoses, it suffices to consider simple insurance
products for which the relevant policy states are Z = {a,d} (Calive’ and ’dead’).

We will consider a single life insured at age 30 for a period of n = 30 years,
and let the first order elements be those of the Danish technical basis G82M for
males:

r* = In(1.045),
wig(t) =t (t) = 0.0005 + 0.000075858 - 10°-038(30+8)

Three different forms of insurance benefits will be considered, and in each
case we assume that premiums are payable continuously at level rate as long
as the policy is in force. First, a term insurance (TI) of 1 = buq(t) with first
order premium rate 0.0042608 = —b,(t). Second, a pure endowment (PE) of
1 = AB,(30) with first order premium rate 0.0140690 = —b,(¢). Third, an
endowment insurance (EI), which is just the combination of the former two; 1
= baq(t) = AB,(30), 0.0183298 = —b, ().

Just as an illustration, let the second order model be the simple one where
interest and mortality are governed by independent time-continuous Markov
chains and, more specifically, that r switches with a constant intensity A; be-
tween the first order rate r* and a better rate e;r* (e; > 1) and, similarly, u
switches with a constant intensity \,, between the first order rate p* and a better
rate ey p* (€, < 1). (We choose to express ourselves this way although (10.15)
shows that, for insurance forms with negative sum at risk, e.g. pure endowment
insurance, it is actually a higher second order mortality that is “better” in the
sense of creating positive contributions.)
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bb,a gh.a

) er*, u*, alive

)\m )\m dead )\m )\m

Emp™(t) em ™ (1)

Y Y

bg,a gg,a

r*, eqnu”, alive €%, eqmu”, alive

Figure 10.1: The Markov process X = (Y, Z) for a single life insurance in an
environment with two interest states and two mortality states.

The situation fits into the framework of Paragraph 10.5.A; Y has states
Y = {bb, gb, bg, gg} representing all combinations of “bad” (b) and “good” (g)
interest and mortality, and the non-null intensities are

Abb,gb = Agb,bb = Abg,gg = Agg,bg = Ai

Abb,bg = Abg,bb = Agb,gg = Agg,gb = Am -

The first order basis is just the worst-scenario bb.

Adopting the device (10.34)—(10.35), we consider the Markov chain X =
(Y, Z) with states (bb,a), (gb,a), etc. It is realized that all death states can be
merged into one, so it suffices to work with the simple Markov model with five
states sketched in Figure 10.1.

B. Results. We shall report some numerical results for the case where €; =
1.25, €, = 0.75, and \; = A\, = 0.1. Prognoses are made at the time of issue
of the policy. Computations were performed by the fourth order Runge-Kutta
method, which turns out to work with high precision in the present class of
situations.
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Table 10.1 displays, for each of the three policies, the state-wise expected
values of discounted contributions obtained by solving (10.41)—(10.42). We shall
be content here to point out two features: First, for the term insurance the
mortality margin is far more important than the interest margin, whereas for
the pure endowment it is the other way around (the latter has the larger reserve).
Note that the sum at risk is negative for the pure endowment, so that the first
order assumption of excess mortality is really not to the safe side, see (10.15).
Second, high interest produces large contributions, but, since high initial interest
also induces severe discounting, it is not necessarily true that good initial interest
will produce a high value of the expected discounted contributions, see the two
last entries in the row TT.

The latter remark suggests the use of a discounting function different from
the one based on the second order interest, e.g. some exogenous deflator re-
flecting the likely development of the price index or the discounting function
corresponding to first order interest. In particular, one can simply drop dis-
counting and prognosticate the total amounts paid. We shall do this in the
following, noting that the expected value of bonuses discounted by second order
interest must in fact be the same for all bonus schemes, and are already shown
in Table 10.1.

Table 10.2 shows state-wise expected values of undiscounted bonuses for
three different schemes; contribution dividends and cash bonus (C, the same as
total undiscounted contributions), terminal bonus (7'B), and additional benefits
(AB).

We first note that, now, any improvement of initial second order conditions
helps to increase prospective contributions and bonuses.

Furthermore, expected bonuses are generally smaller for C than for TB and
AB since bonuses under C' are paid earlier. Differences between T'B and AB
must be due to a similar effect. Thus, we can infer that AB must on the average
fall due earlier than T'B, except for the pure endowment policy, of course.

One might expect that the bonuses for the term insurance and the pure en-
dowment policies add up to the bonuses for the combined endowment insurance
policy, as is the case for C' and T'B. However, for AB it is seen that the sum of
the bonuses for the two component policies is generally smaller than the bonuses
for the combined policy. The explanation must be that additional death bene-
fits and additional survival benefits are not purchased in the same proportions
under the two policy strategies. The observed difference indicates that, on the
average, the additional benefits fall due later under the combined policy, which
therefore must have the smaller proportion of additional death benefits.

C. Assessment of prognostication error. Bonus prognoses based on the
present model may be equipped with quantitative measures of the prognosti-
cation error. By the technique of proof shown in Section 10.5 we may derive
differential equations for higher order moments of any of the predictands con-
sidered and calculate e.g. the coefficient of variation, the skewness, and the
kurtosis.
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Table 10.1: Conditional expected present value at time 0 of total contributions
for term insurance policy (TI), pure endowment policy (PE), and endowment
insurance policy (EI), given initial second order states of interest and mortality

(b or g).

bb gb bg 99
TI: 00851 .00854 .01061 .01059
PE:  .01613 .01823 .01595 .01807
EI: 02463 .02677 .02656 .02865

10.7 Including expenses

A. The form of the expenses. Expenses are assumed to incur in accordance
with a non-decreasing payment function A of the same type as the contractual
payments, that is,

dA(t) =Y I7(t) dA;(t) + Y ajk(t) ANF(t) . (10.51)
J J#k

It is common in practice to assume, furthermore, that expenses of annuity type
incur with a lump sum of initial costs at time 0 and thereafter continuously at a
rate that depends on the current state, that is, AAo(0) > 0 and dA,(t) = a;(t) dt
for ¢ > 0. The transition costs a;x(t) are not explicitly taken into account
in practice, but we include them here since they add realism without adding
mathematical complexity.

B. First order assumptions. The elements AA((0), a;(t), and a;x(t) will
in general depend on the second order development, and the first order basis
must, therefore, specify prudent estimates AAG(0), aj(t), and aj (). Denote
the corresponding payment function by A*.

C. Surplus and contributions in the presence of expenses. The intro-
duction of expenses adds a new feature to the previous set-up in that also the
payments become dependent on the second order development. However, the
essential parts of the analyses in the previous sections carry over with merely
notational modifications; all it takes is to replace everywhere the contractual
payment function B with A + B in the past and A* + B in the future. One
finds, in particular, that the first order equivalence relation (10.5) now turns
into

V5 (0) = —AAj(0) — ABy(0), (10.52)
the surplus at time 0 becomes

5(0) = AAL(0) — AAy(0), (10.53)
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Table 10.2: Conditional expected value (E) of undiscounted total contributions
(C), terminal bonus (T'B), and total additional benefits (AB) for term insurance
policy (TT), pure endowment policy (PE), and endowment insurance policy (EI),
given initial second order states of interest and mortality (b or g).

bb gb bg 99

T E C: 02153 02222  .02436  .02505
E TB: 03693  .03916  .04600  .04847

E AB: 02049 03096  .03545  .03706

PE: E C: 04342 04818  .04314  .04791
E TB: 07337  .08687  .07264  .08615

E AB: 07337 08687  .07264  .08615

El. E C: 06495  .07040  .06750  .07296
E TB: 11030 12603 .11864  .13462

E AB: 10723 12199 11501 .13003

and the contributions consist of a jump
AC(0) = AAL(0) — AAy(0) (10.54)

at time 0 and thereafter a continuous part, which is defined upon replacing
(10.9) with

() = {r@®) —r" O}V (0) + {aj(t) — a;(t)}
+ > g (t) = age(®) b (t)

ks kj
+ 3 Ry () — pgk(t)} (10.55)
k; k]
where now
R (t) = afp () + b () + Vi (8) — Vi (1) . (10.56)

Referring to the discussion in Paragraph 10.3.C, we see that the contributions
emerge from safety margins in all first order elements, r*, p7,, and A*.

D. Prediction in the presence of expenses. The complexity of the predic-
tion problem depends heavily on the assumptions made about the second order
expenses, and at this point some new problems may arise.

Just to get started, suppose first that the expense elements AAy(0), a;(t),
and a;(t) are deterministic. Then the methods in Section 10.5 carry over with
only trivial modifications. Presumably, this simplistic model is at the base of
the frequently encountered claim that “administration expenses can be regarded
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as additional benefits”. Unfortunately, real life expenses are of a different, and
typically less pleasant, nature. An exhaustive discussion of this issue could easily
exhaust the reader, so we shall be content with just outlining some tentative
ideas.

The problem is that expenses are made up of wages, commissions, rent,
taxes and other items that are governed by the economic development. In
the framework of the Markov model in Paragraph 10.5.A, one simple way of
accounting for such effects is to make the second order expenses dependent on
the current state of Y, that is,

AAy(0) = ZIY ) AA(0),
a;(t) = ZIY ac;(t
ZI aejk

with deterministic AA¢, acj, and ae;i. By enriching sufficiently the state space
of Y, one can in principle create a fairly realistic model.

Perhaps the most reasonable point of view is that expenses are inflated by
some time-dependent rate «y(t) so that we should put a;(t) = elo Yaj(t) and

ajk(t)

a;i(t) = elo a9, (t) with af and af;, deterministic. One possibility is to put the
second order force of 1nterest r in the role of 7. More realistically one should
let v be something else, but still related to r through joint dependence on a
suitably specified Y. We shall not pursue this idea any further here, but note,
by way of warning, that prognostication in this kind of inflation model will
present problems in addition to those solved in Section 10.5.

10.8 Discussions

A. The principle of equivalence. This principle, as formulated in (10.4),
is basic in life insurance. The expected value represents averaging over a large
(really infinite) portfolio of policies, the philosophy being that, even if the in-
dividual policy creates a (possibly large) loss or gain, there will be balance on
the average between outgoes and incomes in the portfolio as a whole if the pre-
miums are set by equivalence. The deviation from perfect balance, which is
inevitable in a finite world with finite portfolios, represents profit or loss on the
part of the insurer and has to be settled by an adjustment of the equity capital.
(The possibility of loss, about as likely and about as large as the possible profit,
might seem unacceptable to an industry that needs to attract investors, but it
should be kept in mind that salaries to employees and dividends to owners are
accounted as part of the expenses discussed in Section 10.7.)

B. On the notion of second order basis. The definition of the second
order basis as the true one is slightly at variance with practical usage (which is
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not uniform anyway). The various amendments made to our idealized definition
in practice are due to administrative and procedural bottlenecks: The factual
development of interest, mortality, etc. has to be verified by the insurer and
then approved by the supervisory authority. Since this can not be a continuous
operation, any regulatory definition of the second order basis must to some
extent involve realistic, still typically conservative, short term forecasts of the
future development. However, our definition can certainly be agreed upon as
the intended one.

C. Model deliberations. The Markov chain model is mathematically tractable
since state-wise expected values are determined by solving (in most cases sim-
ple) systems of first order ordinary differential equations. At the same time,
when equipped with a sufficiently rich state space and appropriate intensities
of transition, it is able to picture virtually any conceivable notion of the real
object of the model.

The Markov chain model is particularly apt to describe the development of
life insurance policy since the paths of Z are of the same kind as the true ones.

When used to describe the development of the second order basis, however,
the approximative nature of the Markov chain is obvious, and it will surface
immediately as e.g. the experienced force of interest takes values outside of the
finite set allowed by the model. This is not a serious objection, however, and
the next paragraph explains why.

D. The role of the stochastic environment model. A paramount concern
is that of establishing equivalence conditional on the factual second order his-
tory in the sense of (10.16). Now, in this conditional expectation the marginal
distribution of the second order elements does not appear and is, in this re-
spect, irrelevant. Also the contributions and, hence, the dividends are functions
only of the realized experience basis and do not involve the distribution of its
elements.

Then, what remains the purpose of placing a distribution on the second
order elements is to form a basis for prognostication of bonus. Subsidiary as it
is, this role is still an important part of the play; although a prognosis does not
commit the insurer to pay the forecasted amounts, it should as much as possible
be a reliable piece of information to the insured. Therefore, the distribution
placed on the second order elements should set a reasonable scenario for the
course of events, but it need not be perfectly true. This is comforting since any
view of the mechanisms governing the economic-demographic development is
to some extent guess-work. When the accounts are eventually made up, every
speculative element must be absent, and that is precisely what the principle
(10.16) lays down.

E. A digression: Which is more important, interest or mortality?
Actuarial wisdom says it is interest. This is, of course, an empirical statement
based on the fact that, in the era of contemporary insurance, mortality rates
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have been smaller and more stable than interest rates. Our model can add some
other kind of insight. We shall again be content with a simple illustration related
to the single life described in Section 10.6. Table 10.3 displays expected values
and standard deviations of the present values at time 0 of a term life insurance
and a life annuity under various scenarios with fixed interest and mortality, that
is, conditional on fixed Y-state throughout the term of the policy. The impact
of interest variation is seen by reading column-wise, and the impact of mortality
variation is seen by reading row-wise. The overall impression is that mortality
is the more important element by term insurance, whereas interest is the (by
far) more important by life annuity insurance.
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Table 10.3: Expected value (E) and standard deviation (SD) of present values
of a term life insurance (TI) with sum 1 and a life annuity (LA) with level
intensity 1 per year, with interest r = ¢;7* and mortality p = €,,u* for various

choices of ¢; and €,,.

€; !

0.5

1.0

1.5

€m -

SD:

1.5

.14636
.27902

.09927
.20245

.06976
.15858

TI
1.0

.10119
.24104

.06834
17330

.04782
13437

0.5

.05250
.18041

.03531
12857

.02460
.09868

1.5

20.545
03.691

15.750
02.505

12.466
01.759

LA
1.0

20.996
03.101

16.039
02.097

12.655
01.468

0.5

21.467
02.257

16.340
01.521

12.852
01.061



Chapter 11

Statistical inference in the
Markov chain model

Think of the insurance company as a car:

At the steering wheel sits the managing
director trying to keep the vehicle steadily

on the road. In the front passenger seat

sits the sales manager pushing the speed
pedal. At the rear sits the actuary peeping
out the back window and giving the directions.

11.1 Estimating a mortality law from fully ob-
served life lengths

A. Completely observed life lengths. Let the life length of an individual be
represented by a non-negative random variable 7" with cumulative distribution function of the
form

F(t;0) =1 — e~ Jo n(si) ds (11.1)
The mortality intensity p is assumed to be continuous (at least piece-wise) so that the density
(&) = p@®) 1 - F(t)) (11.2)

exists.
A. Right-censored life times. Let the total life length of an individual be rep-

resented by a non-negative random variable 7" with cumulative distribution function of the
form

F(t)=1—e Jons)ds, (11.3)
The mortality intensity p is assumed to be continuous (at least piece-wise) so that the density
f(®) =p@®) 1 - F(), (11.4)

exists.

Suppose that the individual is observed continually in z years from its birth so that only
the truncated life length W = T'Az is observed. A technical term for this kind of observational
plan is right-censoring at time z. The cumulative distribution of W is

F(t), 0<t<z,
1 t>z.

)

P[Wgt]:{

167
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and the density (with respect to Lebesgue measure on (0, z) and the unit mass at z) is (recall
(11.4))

g(t):{ pt) (1 —F(), 0<t<z,

1—-F(z), t==z.
Introduce
d(t) =1(o.0)(t) = { é ?;ﬁf = (11.5)
to obtain the closed expression
g(t) = p@®)* DA - F@),0<t< 2. (11.6)

Denote the indicator function of survival to age u > 0 by I(u) = 1[U > u]. The indicator
of death before age z is
D=dT)=1-1(z—)=1-1(z2), (11.7)
where the last equality holds with probability 1.
We will need the following formulas, valid whenever the displayed moments exist:

E[D*] = F(2),k=1,2,..., (11.8)

BTt = k/ *FL 1~ F)dt , k=1,2,..., (11.9)
0

E[DT] = E[T]-2(1- F(z)). (11.10)

To verify (11.10), use (11.7) and T = [ I(t)dt to write DT = [ I(t)dt — zI(z), and take
expectation.

B. The truncated exponential distribution. We set out by analyzing the simple

case with constant mortality intensity, partly as a motivating example, but also because the

techniques are at the base of an important class of procedures in actuarial life history analysis.
Thus, assume that U is exponentially distributed with cumulative distribution function

Fluyp)=1—e"#", u>0, (11.11)

that is, p is constant, independent of age. The expected life length is

o 1
v = / (1= Flu; p))du = > . (11.12)
0 H
Using (11.8) — (11.11) one easily calculates
E[D] = 1-e™#%, (11.13)
VID] = e HE(1—e M), (11.14)
1— e nz
ET] = —o (11.15)
I
1—-2 —pz _ ,—2uz
viI] = pee _——°* (11.16)
In
E[D—uT] = O, (11.17)
VID—pT] = 1-—e k=, (11.18)
C. Maximum likelihood estimators based on censored exponential
variates. Let U;,i = 1,2,..., be independent replicates of U. Consider the problem
of estimating p from a sample of n censored life lengths, T; = U; A z;,4 = 1,...,n. The

interpretation is that a mortality study is carried out in a population during a certain period
of time terminating at time £, say, the sample being n individuals born during the period at
timest —z;,i=1,...,n.
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Referring to (11.7), put N; = 1[T; < z;],¢ =1,...,n. By (11.6) and (11.11), the likelihood
of the observables is

A= H?:LuNie*“Ti = ,uNef“W = elnp N—pW, (11.19)
where
n
N = Z N;, the total number of deaths occurred,
i=1
n
w = Z T;, the total time exposed to risk of death.
i=1

Clearly, (N, W) is a sufficient statistic. Take the logarithm,
InA=InpgN — puW,

and form the derivatives
1o} N

—InA==-W, (11.20)
o Iz
2
N
9 an=_N (11.21)
ou? u2

Putting the expression in (11.20) equal to 0 and noting that the second derivative is non-
positive, we find that the maximum likelihood estimator (MLE) of p is the so-called occurrence-

ezposure rate, (OE rate)
eV 11.22)
A= (11.
the number of deaths occurred per unit of time exposed to risk of death in the sample. It is
the empirical counterpart of the mortality intensity, which is the expected number of deaths
per time unit, roughly speaking.
The MLE of the expected life length in (11.12) is
o= % , (11.23)
defined as +00 when N = 0. This estimator has no mean (and no higher order moments).
The expressions for the likelihood in (11.19) and the MLE in (11.22) do not appear to
depend on the censoring mechanoism. The censoring is, however, decisive of the probability
distribution of 4 and, hence, of its performance as an estimator of pu. Unfortunately, this
probability distribution is not easy to calculate in general, and we shall therefore have to add
assumptions about the censoring mechanism, ranging from the special case of no censoring,
where everything is simple and a lot of powerful results can be proved, to weak conditions
under which only certain asymptotic properties are in reach.

D. The special case with no censoring. Suppose now that the n lives are com-
pletely observed without censoring, that is, z; = oo and T; = U;, ¢t = 1,...,n. Then all N;
are 1, N=n, W =37, T;, and the likelihood in (11.19) becomes

A= elBpn—uW (11.24)

In this simple situation it is easy to investigate the small sample properties of the estima-
tors. The sum of the life lengths, W, is now a sufficient statistic. It has a gamma distribution
with shape parameter n and scale parameter v = 1/u, whose density is

n
K yr—temmw ,w>0.
I(n)
One finds (perform the easy calculations) for k > —n that
T'(n+k)

]E[Wk] = W )



CHAPTER 11. STATISTICAL INFERENCE IN THE MARKOV CHAIN MODEL170

hence ng
E[ﬂ]:myn>17
2 2
N n?u
Vg = —— 2 nso,
W= ey "
and

Ep]=v,n>1,
2
Vg]=— ,n>1.
n

The estimator [ is biased and, on the average, overestimates pu by p/(n — 1), which is
negligible for large n. An unbiased estimator of u is ji = (n—1)/W. Its variance is u2/(n —2).
The estimator & is now just the observed average life length, the empirical counterpart of v.
It is unbiased, of course. In fact, i and ¥ are UMVUE (uniformly minimum variance unbiased
estimators) since they are based on W, which is a sufficient and complete statistic: by (11.24),
the distribution belongs to an exponential family with canonical parameter p varying in the
open set (0, 00).

E. Asymptotic results by uniform censoring. Suppose all z; are equal to z,
say. Writing

1 n .
~ ;Zi:1Nz
H= 1 n T’7

n i=1"1?

and noting that E[N;] = pET; by (11.13) and (11.15), it follows by the strong law of large
numbers that the estimator is strongly consistent,

A a.8.

=
To investigate its asymptotic distribution, look at

1 n
T iz (Ni — pTh)
Vil = p) = e

n =1

The denominator of this fraction converges a.s. to E[T;] given by (11.15). By the central limit
theorem, the limiting distribution of the numerator is normal with mean 0 (recall (11.17))
and variance given by (11.18). It follows that

12
i ~vas N (g, — 2 . 11.25
M ~as (N n(1—€7“2)> ( )

Copying the arguments above (or using (D.6) in Appendix D), it can also be concluded
that o defined by (11.23) is strongly consistent and that

. 1
V ~as N (I/7 nﬂQ(l — e_Hz)> . (1126)

No strong conclusions as to optimality can be drawn in parallel to those in the previous
paragraph. The reason is seen from (11.19): the distribution belongs to a general exponential
family with canonical parameter (Inpu, ), which does not vary in an open (two-dimensional)
set. Therefore, the sufficient statistic (N, W) cannot be proved to be complete (not the usual
way at least), and standard theory for inference in regular exponential families of distributions
cannot be employed.

F. Asymptotic results by fairly general censoring. Consider now the general
situation in Paragraph C with censoring varying among the individuals. A bit more effort
must now be put into the study of the asymptotic properties of the MLE. It turns out that
a sufficient condition for consistency and asymptotic normality is that the expected exposure
grows to infinity in the sense that
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which by (11.15) is equivalent to
n
> (1 —e M) - o0, (11.27)
i=1

that is, the expected number of deaths grows to infinity. Thus assume that (11.27) is satisfied.
In the following the relationships (11.13) — (11.18) will be used frequently without explicit
mentioning.
First, to prove consistency, use (11.15) and (11.18) to write
f—p = Z?:l(Ni —uT;)

i1 T
o1 (Ni — puTy) ( iz Ti >71
i1 VING — pT3) \ p 320 E[T3]

The first factor in (11.28) has expected value 0 and variance

1 1
iy VIN; — pT3] B i1 (1 —emnzi) '

(11.28)

which tends to 0 as n increases. Therefore, this factor tends to 0 in probability. The second
factor in (11.28) is the inverse of Y 7 | T;/p > 7 E[T;], which has expected value 1/u and
variance equal to 1/u? times

2iz1 VT o Xima(L—2pzem e — e~ 2nzi)
(Zin @ - emr)® (i (= emr=0))?
EZL:1 a(pzi) (1l — e H=i) 1

i (1 —emr=i) i (L —emnEy’
(11.29)

where a is defined as
1—2te”t —e2
1—et

The function a is bounded since it is continuous and tends to 0 as ¢ \, 0 (use 'Hospital’s rule)
and to 1 as t / co. The first factor in (11.29) is bounded since it is a weighted average of
values of a, and the second factor tends to 0 by assumption. It follows that the expression in
(11.29) tends to 0 and, consequently, that the second factor in (11.28) converges in probability
to p. It can be concluded that the expression in (11.28) converges in probability to 0, so that
[ is weakly consistent;

a(t) = ,t>0.

. P
n= .
Next, to prove asymptotic normality, look at

n n n -1
(N — T n T
S (1 —emrE)(p - p) = 121( it ) ( Zfl - ) .
i=1 Vo (U —emrz) \pdli, E[T]
In the presence of (11.27) the first factor on the right converges in distribution to a standard
normal variate. (Verify that the Lindeberg condition is satisfied, see Appendix D.)
The second factor has just been proved to converge in probability to u. It follows that

2

. p

fo~as N (IM W) . (11.30)
i=

Likewise, it also holds that ¥ is weakly consistent, and

1
D ~oas N (u, > . (11.31)
* p2 3ol (1 —emmei)
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G. Random censoring. In Paragraph E the censoring time was assumed to be the
same for all individuals. Thereby the pairs (N;, T;) became stochastic replicates, and we could
invoke simple asymptotic theory for i.i.d. variates to prove strong consistency and asymptotic
normality of MLE-s. In Paragraph F the censoring was allowed to vary among the individuals,
but it turned out that the asymptotic results essentially remained true, although only weak
consistency could be achieved. All we required was (11.27), which says that the censoring
must not turn too severe so that information deteriorates in the end: there must be a certain
stability in the censoring pattern so that individuals with sufficient exposure time enter the
study sufficiently frequently in the long run. One way of securing such stability is to regard the
censoring times as outcomes of i.i.d. random variables. Such an assumption seems particularly
apt in a non-experimental context like insurance. The censoring is not subject to planning,
and the censoring times are just as random in their nature as anything else observed about
the individuals.

Thus, we henceforth work with an augmented model where the assumptions in Paragraph
F constitute the conditional model for given censoring times Z; = z;, ¢ = 1,2,..., and the
Z,; are independent selections from some distribution function H with (generalized) density h
independent of p. This way the triplets (N;,T;, Z;), ¢ = 1,2, ..., become stochastic replicates,
and the i.i.d. situation is restored with all its powers.

The likelihood of the observations now becomes

A=17 uNie T p(Z;) = P N=2W D p(Z,). (11.32)

Maximizing (11.32) with respect to p is equivalent to maximizing the likelihood (11.19) in
the conditional model for fixed censoring, hence the MLE remains the same as before. Its
distribution is affected by the structure now added to the model, however. It is easy to
prove that the results in Paragraph E carry over to the present case, only that the expression
1 — e ## is everywhere to be replaced by 1 — E [e‘“z}, where Z ~ H.

11.2 Parametric inference in the Markov model

A. The likelihood of a time-continuous Markov process. Consider now the
general set-up, whereby the development of an insurance policy is represented by a continuous
time Markov process Z on a finite state space Z = {0, 1,...,J}. As usual, let I,4(t) and Nyp(t)
denote, respectively, the indicator of the event that the process is staying in state g at time
t > 0, and the number of transitions from state g to state h in the time interval (0,¢]. The
transition intensities p4;, are assumed to exist, and to be piecewise continuous.

Suppose the policy is observed continuously throughout the time period [¢, ¢ |, commencing
in state go at time t. One then speaks of left-censoring and right-censoring at times ¢t and
t, respectively, and the triplet z = (¢,t,go) will be referred to as observational design or
censoring scheme of the policy.

Consider a specific realization of the observed part of the process:

g0 <7<,

g1 ytHdty < T < tg,
X(r) =
gg—2 S tg—2+dtg_o < T <tg_1,
gg—1 s tg—1 +tdtg—1 <1<t

By the given censoring, the probability of this realization is as follows, where tg = ¢, tq =,
and pg = Z,Hég itgn denotes the total intensity of transition out of state g:

t1 t2
exp (—/t Mgo) Kgog1 (t1)dt1 exp <—/ Mm) Hgygs (t2)dta ...
0 t1

tg—1 tq
exp —/ Hgy_2 | Hog_29,—1(tq—1)dtq—1 exp —/ Hgq_1
tg_2 t

q—1

q—1 q tp
= H Kgp_19p (tp)dtp exp <—Z/ Mgp1>
p=1 1 Jtp—1
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q—1

q tp
= exp Z lnﬂgpflgp (tp) — Z /t Hgp_1 dty...dtg_1.
1 p—1

p=1

It follows that the likelihood of the observables is

A 2/51 ()dN()Z/E()I()d
= exp nl,l/ T T) — l,l/ T « T)aT
=, f gh gh - i g g
t
— e | X [ pgn (NG ()~ g (g (r)dr} | (11.33)
g#h’t

B. ML estimation of parametric intensities. Now consider a parametric model
where the intensities are of the form pgp(t,6), with = (01,...,0s)" varying in an open
set in the s-dimensional euclidean space, s < co. We assume they are twice continuously
differentiable functions of 6.

Suppose that inference is to be made about the intensities or, equivalently, the parameter
0 on the basis of data from a sample of n similar policies. Equip all quantities related to the m-
th policy by topscript (m). The processes X (m) are assumed to be stochastically independent
replicates of the process Z described above, but their censoring schemes z(™) may be different.

By independence, the likelihood of the whole data set is the product of the individual
likelihoods: A = []"_; AU™. Thus, by (11.33),

mA=Y" / (1011 (7, 0)AN 1, (7) — pagn (7, )Ly (r)dr} | (11.34)
g#h
with N "
Ngn =Y NGV 1,= 3" 1™
m=1 m=1

The censoring schemes are not visualized in (11.34), and they need not be if, as a matter of
definition, dN;ZL)(t) and Iém)(t) are taken as 0 for ¢ ¢ [t("™), ()], Likewise, introduce

(m) gy
pgm (t) = pg[()M)g(i(m) > t)l [t(m) ,£(m)) (t) ,

the probability that the censored process Z (™) stays in g at time ¢, by definition taken as 0
for ¢ ¢ [t(m) T(m) ],
In the MLE construction we need the derivatives of (11.34), of first order (an s-vector),

0 0
oA =3 [ i agn () [ANgh (1) = g (7,0, (1)} (11.35)
00 Zn 00
and of second order (an s X s matrix),
o2 o2
g A = ggh / {78980, I pigh (7, 0){dNyh () — pign (. 0) I (v)dr}
1} 1%}
~ 38 In pgp (T, G)M,ugh(ﬂ', 0)Ig(7)dr (11.36)

By (11.35) the MLE @ is the solution to

Z / % In :u'gh(Tv 9){ngh(T) - /Jgh(T, Q)Ig(T)dT} |9:é: 0511 . (11.37)
#h

A comment on the form of the likelihood (9.31): For each type of transition g — h

N,
introduce Ny, the number of transitions of that type, and (if Ngp, > 0) Tg(i), e T;h yh), the
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times when such transitions occurred. In terms of these quantities the log likelihood in (9.32)
assumes the form

Z Z lnﬂgh Z /Ngh (r, G)Ig (r)dr,

g#h j=1 g#h

and the ML equations (9.35) become

NH
ae “gh( h ) 9 )
22 7@? = Z/gugh(fﬁ) Ig(r)dr, (11.38)
g#h j=1 :ugh(Tgh ,0) g#h i

t=1,...,s. The form (11.38) is explicit and is, of course, the one we will work with when it
comes to numerical computation of the MLE: The good thing about the form (9.32) is that
it, by use of the counting processes, writes the sum on the left as a sum of contributions
from all small time intervals. This is particularly useful in the derivation of the statisti-
cal properties of the MLE. (A similar remark could be made about the benefit of using the
counting processes to define the payment stream for a general insurance policy in Section 7.5.)

Referring to Appendix D, the large sample distribution properties of the MLE are given
by

0 ~as N(0,5(6)), (11.39)
where X(0) is given by its inverse, the so-called information matriz,
()~ =—-E 9 A (11.40)
B 9000’ ' '

Taking expectation in (11.36), noting that the terms

Ngn(T) — pgn (7, 0)I4(T)dT

have zero means, we obtain

5(0)- ;L/“gh(Tﬂ)( g (7, )ae,ugh(,e))n; (r,0)

(11.41)

The expression in parentheses under the integral sign is an s X s matrix and all other quantities
are scalar.
It is seen that the information matrix tends to infinity, hence the variance matrix of

the MLE tends to 0, if the terms Z%zlpgm) (7,60) grow to infinity as n increases, roughly
speaking, which means that the expected number of individuals exposed to risk in different
states gets unlimited.

C. Estimating the parameters of a Gompertz-Makeham mortality law.
The actuarial office in a life insurance company is to estimate the mortality law governing
the company’s portfolio of term insurance policies. (The mortality law for the portfolio of life
annuities may be different since people who (believe they) are in good health would probably
find a pure survival benefit more useful and profitable than a pure death benefit. Thus, it
seems appropriate to perform a separate mortality investigation for each line of life insurance
business. Moreover, since mortality also depends on sex, the study would typically include
only males or only females.)

Suppose the statistical data comprises n individuals who have been insured under the
scheme during a certain period of time. For each individual No. m (= 1,...,n) there is a
policy record with the following pieces of information:

— Zm, the age on entry into the study;
— Ym, the age on exit from the study;
— Ni, the number of deaths during the study (0 or 1).
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Here z,, would typically be the age at issue of the policy. If N,, = 1, then y,, is the age at
death, and if N,, = 0, then y,, is the age at the time of censoring, either at the term of the
contract or upon termination of the study, whichever occurred first. In any case ym — Tm is
the time spent under observation as alive during the study. With these definitions x,, takes
the role of ﬂm) in the general set-up and, for N,, = 0, ym takes the role of fm)

The state space is now just Z = {0,1} ("alive” and "dead”). Assume the mortality law
is Gompertz-Makeham so that the mortality intensity at age ¢ is

(T, 0) = a+ Be™7,

with
«a
0 = B
v
‘We need the derivatives of the intensity w.r.t. all three parameters,
1o}
— (T, 0 = 1,
50 (7 0)
1o}
7“(7—7 9) = e )
oB
0 .
7“(7—7 9) = /8 e T )
Oy
and their integrals with respect to time,
v o
[ penmoyar = y-a,
z Oa
v 9 VY _ eV
—pu(r,0)dr =
« OB v
y 9 Ty — eI VY _ eV
Dy = (THTE e
z Oy Y Y
The MLE equations (9.35) specialize to
1
— = (Ym — xm),
m; Nyp=1 aJ,»[Be’me ;
eYym _ Z eYym _ g¥Tm
m; Nom=1 &+ Be':/ym s ;Y )
e;‘/ym Ym _ Z <e"/ym Ym — eVrm g, eYYym — eVTm )
s Nl & + Betym — y 42

To find the information matrix (9.38) we need the matrix with the products of the deriva-
tives,

P P 1 e Be’ T
(T, 0) (T, 0) = - e BeTr (11.42)
a6 a6 . . 32277 72

(symmetric) and the probabilities p(()m) (7,6), which are

pém)(ﬂ 6) = exp <7/T (a+geWs)dS>

eVT — eVTm
v ) 7
for 7 € [Tm,ym] (the survival probability) and 0 otherwise. (There is only one kind of
transition, from 0 to 1, and the summation over g, h in the information matrix (9.38) can be

dropped.)
We see that all ingredients in the asymptotic variance matrix are given by explicit formu-
las, and it remains only to perform a numerical integration to find its value for given 6.

= exp (—oz(’r —zm) — B (11.43)



CHAPTER 11. STATISTICAL INFERENCE IN THE MARKOV CHAIN MODEL176

11.3 Confidence regions

A. An asymptotic confidence ellipsoid. From the asymptotic normality of the
MLE it follows that . .

(6 —0)S710)(0 — 0) ~as X3, (11.44)
the chi-squared distribution with s degrees of freedom. Therefore, denoting the (1 —¢)-fractile
of this distribution by X?, 1_.» an asymptotic 1—¢ confidence region is the set of all 6 satisfying

6 —6)S 1 (0)(6—0) < X2 .. (11.45)

The expression on the left here will typically be a complicated function of 8, and it is in
general not easy to find the values of 0 that satisfy the inequality and constitute a confidence

region. Now, suppose X(6) can be estimated by some function of the data, X, and that the
estimator is consistent in the sense that

seh9) - 1. (11.46)
Then it is easy to show that also the relation
O —0YS710—0) <2, (11.47)

determines an asymptotic 1 — € confidence region. The relation (11.47) defines an ellipsoid,
which is a fairly simple geometric figure and, as we shall see in the following paragraph, a
convenient basis for deriving other confidence statements of interest.

A straightforward way of constructing 3> would be to replace 6 in 3(6) by the consistent
estimator é, that is, put

L =%().

This works well if the entries in X(0) are closed expressions in 6. Unfortunately, this is the case
only in certain simple situations, typically when the state space Z is small and the pattern of
transitions is hierarchical. One example is the mortality study with parametric mortality law,
e.g. of G-M type. In more complex situations we cannot in general find closed formulas for the

probabilities p!(,m)(’r) involved in 3, even if the intensities themselves are simple parametric

functions. Then a different construction is required. A simple device is to replace the pgm) (m)

by their empirical counterparts I;m) (7) and put

3 piM ()~ Ig(r). (11.48)
m=1

B. Simultaneous confidence intervals. The confidence ellipsoid (11.47) can be
resolved in simultaneous confidence intervals for all linear functions of 6 in the following way.
The Schwarz inequality says that for all vectors a and = in R?,

la'z| < Vadax'z,
with equality for a = cx. Thus, noting that the quadratic form on the left of (11.47) is
(271/2(9 — )Y (271/2(0 — 6)), the confidence statement can be cast equivalently as
la’$712(6 — 6)] < \/a’axgylis,Va. (11.49)
Since 3 is of full rank, the vector $-1/24 ranges through all of R® as a ranges in R®. Thus,
writing a’a = (£71/2a)'3(271/24), (11.49) is equivalent to
la’ (0 — )| < \/a’iaxg 1_¢» Va,

that is,

a'0ela'f— \/Xi, 1_6a’fla, a'd+ \/Xi l_ga/ia} , Va. (11.50)

The intervals in (11.50) are (asymptotic) simultaneous confidence intervals for all linear func-
tions of € in the sense that the probability is at least 1 — & that they all hold true.



CHAPTER 11. STATISTICAL INFERENCE IN THE MARKOV CHAIN MODEL177

C. Confidence band for the G-M mortality intensity. Returning to the
mortality study example in Paragraph 11.2.C, let ¢ be taken as known so that the mortality
intensity is a linear function of the unknown parameter § = (a, 3)’. The MLE is obtained by
solving the equations (11.42) and (11.42), and the appropriate variance matrix X is obtained
by inverting the upper left 2 x 2 block in the information matrix defined by (11.41), (11.42),
and (11.43).

From (11.50) we obtain simultaneous confidence intervals for all pu(7) = a+ 8e?™, consti-
tuting a confidence band in the space of mortality intensity functions;

w(r) € [+ BT — \/x% LGy & e — \/X%’lfaz%] , V7 >0, (11.51)
where

) el 1
6 =(1, ¢ )E( 677>.

11.4 More on simultaneous confidence intervals

A. Simultaneous confidence intervals based on a confidence region.

Let X € X be some observation(s) with distribution Py, 6 € O, some s-dimensional set. A
1 — € confidence region for 6 is a function C' from X to the set of subsets of © such that the
random set C = C'(X) satisfies

P{0eCt=1-¢ WeO.

From a confidence region we readily obtain confidence intervals for the values g(6) of
all real-valued functions g : © — R as follows. For a fixed g, define the random variables
g = infgec g(0) and g = supgyec g(0). Clearly, 6 € C implies g < g(0) < g for all g, hence

P,{g<g(0)<g,Vg}>1—¢c, ¥V9EO.
Thus, by stating that
9(0) € g, 9], Vg, (11.52)

all statements hold true simultaneously with a probability no less than 1 —e¢. In this sense the
intervals in (11.52) are simultaneous confidence intervals with (simultaneous) confidence level
1 —e. A practical consequence is that we are allowed to snoop around in the data set, looking
for possible interesting effects (within the model), and still keep control of the probability of
making false statements.

B. Confidence ellipsoid for a normal mean; Scheffé intervals.
Let 0 is an estimator of an s-dimensional parameter vector # and assume that

0~N(@O,%),
with 3 known. A 1 — ¢ confidence region of 6 is the ellipsoid defined by (3.2):
C={0:(0-0)S"10-0)<xZ1 .}
To construct the confidence interval (11.52) for a specific function g(#), we are left with
the mathematical problem of finding the extrema of g over the ellipsoid, which may be a
difficult task. For linear functions it is simple, however, and it goes by the the technique
in Paragraph 3B, which is due to Scheffé. The simultaneous confidence intervals for linear
functions a’f = 22:1 aplp are, with a bit sloppy notation,

a'GEa/éiaa\/xg 1_c» Va € R?,

where

2

!
o, =a Xa

is the variance of the point estimator a'f.
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C. Narrowing the confidence intervals.
Generally speaking, in the presence of uncertainty, the price we have to pay for making many
safe statements is that each individual statement has to be vague. In our situation this general
truth takes a very manifest form: for a fixed confidence level 1 —¢ the lengths of the confidence
intervals increase with the dimension of 6 since xﬁ 1_. is an increasing function of s (why?).
We can gain precision in terms of lengths of the intervals by reducing the number of
statements we want to make. Suppose we are only interested in drawing inferences about
linear combinations of r linearly independent functions b;@, j=1,...,r,r <s. Thus, putting
B = (b1,...,br), an s X r matrix, we are only interested in linear functions a’6 with a = Bc for
some 7-vector ¢, that is, a € R(B), the r-dimensional linear space spanned by the b;. Then,
start from

B'0 ~ N(B'0,B'SB),

and apply the results above to obtain that simultaneous confidence intervals for all linear
functions of B’ 6 are given by

¢BOc B+ \/c/B/ZBcX% L, VCERT, (11.53)
or, equivalently,
afe a/éioa \/X3717€ ,Va € R(B).

It is seen that, by reducing the ”dimension of our statements” from s to r, we have gained a

reduction of the lengths of the confidence intervals by a factor \/X% 175/X§ 1_g

B. Bonferroni intervals for a finite number of parameter functions.
Let gj(0), j = 1,...,r, be a finite number of real-valued parameter functions, and assume
that for each g;(#) we have constructed an individual confidence interval [ 9, g, ] with level

1 —¢e;. Thus, denoting the event g;(6) € [gj » g;] by Aj, we have P, (A;) > 1 — ¢; for each j.
The probability that all A; hold true at the same time is

Py (NyA5) = 1-P,(U;Af)

1— Z P, (A%)
j=1

T
leeJ'.
j=1

It follows that the intervals taken together are simultaneous confidence intervals with simul-
taneous confidence level no less than 1 —¢, where e = }°7_ ;.

This simple device, due to Bonferroni, represents an attractive alternative to the approach
in Paragraphs A — C in situations where we take interest only in a finite number of param-
eter functions. It turns out that the Bonferroni intervals often are shorter than the Scheffé
intervals, which aim at an infinite number of parameter functions. Bonferroni intervals with
simultaneous confidence level 1 — ¢ for ¢ linear functions agﬂ, j=1,...,q, are

\Y

Y

a;ﬂea;é:taaj \/Xil—e/qw (11.54)

(Note that \/X? 1—e/q 18 just the (1 — e/2q)-fractile of the standard normal distribution, so

we recognize (11.54) as the traditional individual 1 — ¢/q confidence interval for a normal
mean.) Let 7 (< s) be the dimension of the space spanned by the coefficient vectors a;. The
corresponding Scheffé intervals based on (11.53) are

/ ) 2
a6 Ga;ﬂioaj \/Xr,l—s'

The ratio of the length of the intervals by the two constructions is B/S(q,r,&) = \/X%’ l—s/q/xg‘, 1_en

Clearly, the ratio decreases with r. It increases with ¢, and (for » > 1) it starts from ¢ = 1
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with a value smaller than 1 and tends to infinity as ¢ grows. There will be some value ¢(r, €)
such that the ratio is < 1 for ¢ < g(r,€). Inspection of a table of the chi-square fractiles shows
e.g. that ¢(2,0.025) = 5, ¢(4,0.1) = 20, ¢(6,0.25) = 50 (approximately).

E. Confidence intervals based on consistent and asymptotically normal point es-
timators.

The results and considerations in the previous paragraphs carry over to the situation in Section
3, where (3.4) formed the basis for simultaneous inference.

Suppose we are interested in functions of a set of parameter functions f;(6), j =1,...,7,
r<s. Put f=(f1,...,fr). If fis continuously differentiable, first order Taylor expansion
gives .

f(0) ~as N (f(0), £4(9))) .
with

$5(0) = Df(0) £(0) Df(0),
and

0
Df(0) = —f(0
1) = 5-£(6),
an s X r matrix. We obtain the asymptotic confidence ellipsoid
Cr={fs(f=FO)EF = F(0) < xF1-c}s

where 2f is some consistent estimator of ¥ in the sense of (3.3), e.g. 2f = Ef(é). Asymp-
totic Scheffé intervals for all functions g(6) = h(f(0)), with h real-valued and continuously
differentiable, are

9(6) € 9(0) + 64 /X2 1 .

where
0 1o}
g = —9g(0)X(0) —g(0 5 -
59 = 5 9OV S6) 19(0)|o—s
Asymptotic Bonferroni intervals for a finite collection of functions g;, j = 1,...,q, are ob-

tained upon replacing r and € with 1 and ¢/gq.

F. The G-M mortality intensity revisited.
The confidence intervals (3.8) are infinitely many, so Bonferroni ideas cannot help here. If also
¢ is to be estimated, we obtain asymptotic confidence intervals by the device above. The same
goes for any function of actuarial relevance, like the reserve of a life insurance or a portfolio
of insurances. Think of examples.
Returning to the mortality study example in Paragraph 2C, let v be taken as known so that
the mortality intensity is a linear function of the unknown parameter 6 = (o, 3)’. The MLE
is obtained by solving the eqnarrays (11.42) and (11.42), and the appropriate variance matrix
3 is obtained by inverting the upper left 2 x 2 block in the information matrix defined by
(11.41), (11.42), and (11.43).

From (11.50) we obtain simultaneous confidence intervals for all u(7) = o+ 8e?7, consti-
tuting a confidence band in the space of mortality intensity functions;

wr) € [a+ B — /X3, _.or, G+ BT = \[x3 1 _L64], ¥ >0,
X (1
6r =(1, ¢ )E( T > .

11.5 Piecewise constant intensities

where

A. Piecewise constant intensities. Let 0=1tg <t1 <---<--- <t =1 be some
finite partition of the time interval [0, %], and assume that the intensities are step functions of
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the form
Ngh('r) = Ngh,qv're[tq—lvtq)7‘1:17---77'7
T
= Z l[tq,l,tq)(T):ugh,q ) (11.55)
g=1

where the 4, ¢ take values in (0, co), with no relationships between them. The situation fits
into the general framework with 6 = (..., pign. q,--.)’, a vector of (typically high) dimension
Jx Jxr.

B. The MLE estimators are O-E rates. The log likelihood in (11.34) now
becomes

T
InA = Z Z{lnﬂgh,qNgh,q - Mgh,qwgﬂl}v (11.56)
g#h g=1
where
tq
Ngh,q = / dNgn(7), (11.57)
tg_1
tq
Wy = / I,(r)dr (11.58)
tg—1

are, respectively, the total number of transitions from state g to state h and the total time
spent in state g during the age interval [t4—1,q).

Since the pgp, 4 are functionally unrelated, the log likelihood decomposes into terms that
depend on one and only one of the basic parameters, and finding maximum amounts to max-
imizing each term. The derivatives involved in the ML construction now become particularly
simple:

Ie] 1
InA=——Nghg—Woq, (11.59)
Otgh,q Hgh,q
82
——InA = b hq. 010 Ngh,q - (11.60)
Otigh,qOg nt g e “zh,q o
It follows from (11.59) that the MLE is
N,
N gh,q
figh.g = =29 (11.61)
g Wy.q

an O-E rate of the same kind as in the simple model of 11.2.B. Noting that, by (11.57),

e I
E[Ngh,q] = Mgh,q/t Z ps(i )(T)d’ﬁ

q—1 m=1

we obtain from (11.60) that the asymptotic variance matrix becomes

Hgh,q
t
Je! et pgm)(T)dT

q—1

3(0) = Diag | ..., , (11.62)

a diagonal matrix, implying that the estimators of the uy, , are asymptotically independent.
An estimator of ¥ is obtained upon replacing the parameter functions appearing on the

right of (11.62) by their straightforward estimators: put pgn,q = figh,q defined by (11.61) and,
by the device (11.48),

tq n (m) tq
/ Z pg (T)dT &~ / Ig(r)dr =Wy q,
t

q—1 m=1 tg—1
to obtain
N N,
E:Diag(...,gh’q,...>. (11.63)

2
I/Vg,q
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C. Smoothing O-E rates. The MLE of the intensity function is obtained upon in-
serting the estimators (11.61) in (11.55). The resulting function will typically have a ragged
appearance due to the estimation error in a finite sample. This is unsatisfactory since the
intensities are expected to be smooth functions: for instance, there are a priori reasons to
assume that the mortality intensity is a continuous and non-decreasing function of the age.
Now, the very assumption of piecewise constant intensities is artificial, of course, and the
estimates obtained under this assumption cannot serve as an ultimate answer in practice. In
fact, they represent only the first step in a two-stage procedure, where the second step is to
fit some smooth functions to the raw estimates delivered by the O-E rates. The functions
used for fitting constitute the model we have in mind. It may be objected that the two-stage
procedure is a detour since, if the intensities are assumed to be functions of a smaller set
of parameters, one could follow the prescription in Section 11.2 and maximize the likelihood
directly. There are two reasons why the two-stage procedure never the less merits special
treatment: in the first place, the O-E rates and their asymptotic variance matrix are easy to
construct; in the second place, a comparative plot of the fitted functions and the O-E rates
makes it possible to detect systematic deviations between model assumptions and facts.

A commonly used fitting technique is the so-called generalized least squares method, which
amounts to minimizing a positive definite quadratic form in the deviations between the raw
estimates and the fitting functions. In the following brief outline of the procedure we focus
on one given intensity and drop the subscripts g, h.

For each interval [tq—1,tq) choose a ”representative” point 74, e.g. the interval midpoint.
Put @ = (... ,fq,...)’, the vector of O-E rates, and (with a bit sloppy notation) p(f) =

(-.. yu(rq,0),...), the vector of true values. Let A = (apq) be some positive definite matrix
of order r X r. Estimate 6 by 6* minimizing
(1(6) — 4 AGu(O) — i) = 3 apaia(rps0) = fin) ({72, 0) — fig) - (11.64)
Pq
If the intensity is a linear function of 6 (like in the G-M study with known ~),
u(6) = Y'(1)0, (11.65)
then .
6='AY) v Ap. (11.66)

The asymptotic variance of § is (Y’ AY)~1Y/AS(0)AY (Y'AY)~!. By the Gauss-Markov
theorem it is minimized by taking A = $(6)~1, and the minimum is (Y'£(9)~1Y)~1. Thus,
asymptotically the best choice of A is f]’l, where 3 is some estimate of satisfying (11.46).
Write ¥ = 3(0). The symmetric, pd matrix ¥ has a symmetric pd square root W such that
T =Ww2

A (Y'AY) 'Y ASAY (Y/AY)™! — ('~ 1y) !
Y'AY) 'YW AW [I - WY (WYY (WY) "L (WY) ]| WAY (Y'AY)~*

= (YAY) 'Y AW HWAY(Y'AY)~ L.

where
H=1-P{PP)~'P.
The matrix H = I — P(P'P)~1P’ is symmetric, H = H’, and idempotent, H? = H, Thus,
H = H'H and
A= (HWAY(Y'AY) ") (HWAY (Y'AY)™1)
which is indeed pd.

More on analytic graduation - the G-M example: Let us focus on one intensity that is to
be graduated and, to fix ideas, assume it is the mortality intensity in the simple model with
two states ’alive’ and ’dead’..

The first step is to assume that the intensity is piece-wise constant:

lu‘(t):/J‘Q7 q71St<q»]:1727
The log likelihood (9.53) is

InA = Z(lnﬂqu —1aWa),
q
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where Ny and Wy are, respectively, the number of deaths and the total time spent alive in
the age interval [q — 1, q).

Bach pgq is a parameter which is functionally unrelated to all the others, so there are many
parameters in this model! For instance, if we are interested in mortality up to age 100 and
have data in the age range from 0 to 100, there are 100 parameters, which is quite a lot.
Remember, however, that this model is just a first step in a two-stage procedure where the
second step is to graduate (smooth) the ML estimators resulting from the present naive model
with piece-wise constant intensity.

The ML estimators are the occurrence-exposure rates,

which are well defined for all ¢ such that W, > 0 (i.e. in age intervals where there were
survivors exposed to risk of death). The fi; are asymptotically (as n increases) normally
distributed, mutually independent, unbiased, and with variances given by

og = as.V[i] =

2 (11.67)

Hq
E[W,]’
where the expected exposure is

n

E[W,] = Z /‘1 p(m)(’r) dr,

m=1"v4-1

p(™) (1) being the probability that individual No. m is alive and under observation at time 7.
The variance oy is inversely proportional to the corresponding expected exposure. In
the present simple model, with only one intensity of transition from the state ’alive’ to the
absorbing state 'dead’, we find explicit expressions for the expected exposure.
For instance, suppose we have observed each individual life from birth until death or until
attained age 100, whichever occurs first (i.e. censoring at age 100). Then, for 7 € [¢ — 1,q)
with ¢ = 1,...,100, we have

P = exp <_ /0 Tu(s)ds>

= exp Z pp —(r—=(@=1)pq | , (11.68)
hence
EW, = n / exp Z pp — (T = (g = 1) pq | dr
q—
q—1
1 —exp(—
= newp |- 1—exp(zpa)
Hq
and
1 Iz
ol =— 4 . (11.69)

™ exp (= S4Zimp) (1= exp (—piq)

You should look at other censoring schemes and discuss the impact of censoring on the vari-
ance. Take e.g. the case where person No m enters at age z,, and is observed until death or
age 100, whichever occurs first (all z,, less than 100).

Estimators &g of the variances are obtained upon replacing the p; in (G.55) by the
estimators fij. Simpler estimators are obtained by just replacing pq and E[W,] in (G.53) with
their straightforward empirical counterparts: [73 = fig/Wq = Nq/ Wq2.

Now to graduation. The occurrence-exposure rates will usually have a ragged appearance.

Assuming that the real underlying mortality intensity is a smooth function, we will therefore
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fit a suitable function to the occurrence-exposure rates. Suppose we assume that the true
mortality rate is a Gompertz Makeham function, p(t) = o+ Be?*. Then, take some represen-
tative age 74 (typically 7¢ = ¢ — 0.5) in each age interval and fit the parameters o, 3, v by
minimizing a weighted sum of squared errors

Q=Y ay (g —a— Be7T0)?.
q

This is a matter of non-linear regression. The optimal weights aq are the inverse of the
variances, but since these are unknown, we plug in the estimators and use aq = 1/&2.

The minimizing values o, 8%, and v* are obtained by differentiating @ with respect to
each of the three parameters and setting the derivatives equal to 0. The derivatives are:

0
aQ = Xq:a,ﬂ(ﬂq—a—ﬁe"”")(—l),

0
%Q = Xq:a,IQ(;lq—a—ﬁeWQ)(—e“’TQ)7

0 .
87’YQ = Z aq2 (fig — o — Be?79) (=P Te7g) .
q
Thus o*, 8*, and v* are the solution to the equations
Z aq (ﬂq —at = 5*67*7") = 0,
q
S (s —a” =) = o,
q
Zaq (ﬂqfa*fﬁ*e””ﬁ e’Y*TqTq — 0.
q

This is in general a set of non-linear equations that does not allow of an explicit solution.
Actually these equations are just as involved as the maximum likelihood equations in Para-
graph 9.2C above, which is disappointing since the two-stage procedure considered here was
supposed to be simpler. (Occurrence-exposure rates are easy to find and they are asymptoti-
cally independent, which makes it easy to find their asymptotic variances. The graduation is,
however, messy.)

Suppose now that v is taken to be known. Then only the two first equations above are
relevant and they reduce to

* YT * _ ~
E aga”™ + E aqge’™ BF = E aqflq ,
q q q
" * *
g aqe’ T1at — E age? T gr = E agfiqge’ 79
q q q

This is a linear system of equations with an explicit solution, which the industrious reader
certainly will find.

11.6 Impact of the censoring scheme

A. The precision of the estimation. The precision of the MLE depends on the
amount of information provided by the censoring scheme of the study. Asymptotically it
is the variance matrix X(6) that determines everything, and in Section 11.2 it was pointed
out that the size of this matrix depends on the censoring scheme only through the functions

:anl pgm)(ﬂ-)7 g=20,...,J, the expected numbers of individuals staying in each state g at
time 7. (It depends also on the parametric structure of the intensities, of course.) We shall
look at two censoring schemes frequently encountered in practice.
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B. Longitudinal observation (cohort studies). The term cohort stems from
Latin and originally signified a unit division in an ancient Roman legion. In demography
it means a class of individuals born in a particular year or more general period of time (a
”generation”), and a cohort study is one where a cohort is observed over a certain period,
possibly until it is extinct. This was the situation in Paragraph 11.2.C.

Thus, let the n Markov processes in the general set-up be stochastic replicates, all com-
mencing in state 0 at time 0 and thereafter observed continuously throughout the time interval
[0,%]. In this case

n
> oy () =npi(r), g=0,.... 1,
m=1

and
-1

1
I — 6 d
= Z/ g 5T O gt 084 (e
This matrix tends to 0 as n increases if the inverse matrix indicated exists.

C. Cross-sectional observation. In a cross-sectional study a population is observed
over a certain period of time. As an example, suppose the G-M mortality study in Paragraph
11.2.C is conducted cross-sectionally throughout a calendar period of duration ¢, and that it
comprises n individuals at ages tm) m =1,...,n, at the beginning of the study. In this case
the factor depending on the design in the information matrix is

n

n et ™ (e
Z p(’m) (T) = Z 1 [E(m),ﬁ(m)‘Ff](T) exp (a(q— — i(m)) — [8# .

m=1 m=1 Y



Chapter 12

Heterogeneity models

12.1 The notion of heterogeneity — a two-stage
model

The life length T" of an individual depends on a number of factors like biological inheritance
(some are strong and healthy, others are weak and sickly), occupation (mining and forestry
have higher accident rates than office work), leisure activities (mountain climbing is more
wholesome but also more dangerous than philately), nutrition (see the weekly magazines for
current wisdom), smoking and drinking habits. The list might be extended endlessly. Let all
such individual characteristics be represented by a parameter 6, which may be quite complex,
possibly of large dimension comprising numbers and strings of letters. The dependence of
T on these characteristics is accounted for by letting the probability law of 7" depend on 6.
Thus, write Fyp(t) for the probability that a person with characteristics 6 dies within age ¢
and Fp(t) for the corresponding survival probability. Assuming that Fy possesses a density

fo, the force of mortality is g (t) = fo(t)/Fp(t), and Fy(t) = exp (— fot 1o (s) ds) JFo(t|z) =

exp (— f;+t 1o (s) ds), and so on.

Apparently the aggregate mortality law treated in Section conflicts with the myopic
viewpoint taken here, but this is really not so: the aggregate law describes the mortality
pattern in the population as a whole and represents the prospects of longevity for a person
when nothing is known as to his/her personal characteristics. To make this precise we let the
individual characteristics of a randomly chosen newly born be a random element © with a
distribution G, and the conditional distribution of the life length for fixed © = 6 is Fy. If
the value of © is observed to be 6, then Fy is the relevant basis for making predictions about
T. If © is not observed, then predictions about 7' can only be based on the unconditional
distribution function

kokk

F() = B[Fo(0)] = [ Fo(t) dG(0) (12.1)
or any of the equivalent functions in (3.2) — (3.4), which now assume the forms
F(t) = /Fg(t) dG(9), (12.2)
10 = [ a0 ace), (12.3)
_ 5oy JJo(®)dG(0) [ po(t)Fy(t) dG(0)
ut) = fO/F(@E) = TR0 dG@O) [ Fo(t) dG(0) (12.4)
= Elpe®)|T>1]. (12.5)

185
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Formula ( 12.5 ) calls for a comment. The joint distribution of T and © is given by
MTeA@eBp://jﬁﬂﬁﬂﬂ@:/zmmdmm.
BJA B
The marginal distribution of 7" is given by
PUGM:HM:/%MMQW

where the integral sign without indication of the area signifies integration over the entire range
of the variable. The conditional distribution of ©, given T" € A, is

[ FolA] dG(0)

G[B|T € A] = 12.6)
BT A= TR A ac0) (
or, in terms of the generalized density,
Fy[A]dG(6)
dGO|TeEA) = ——————. 12.7
O e =T, A1) (20
In particular, the conditional distribution of ©, given T' > ¢, is given by
F,
40| T > 1) = L) dG) (12.8)
J For(t) dG(0")

and the last expression in (12.4) is recognized as the expected value of pg(t) with respect
to this distribution. Inserting A = [t,¢ + dt] and Fy[A] = fodt in (12.7) gives (somewhat
informally)
_ JodG(O)
J for () dG(0")

The probabilities in (12.7) have a straightforward interpretation as proportions in a cohort
of individuals born at the same time. They cannot in general be interpreted as proportions in
a given population, and the reason for this is that no assumptions have been made as to the
birth rates that would govern the development of the age composition of the population over
time. It is certainly true that (12.8) is the distribution of ® amongst those who, at a given
moment, are exactly ¢ years old in the population. It is not the distribution of ©® amongst
those who, at a given moment, are ¢ years or older (as the conditioning on 7" > ¢ might
suggest). Likewise, (12.9) is the distribution of © amongst those who are known to have died
at age t in the past.

The conditional probability P[T' € A’ |T € A] may be expressed as

FIA’ N A]
F[A]
[ FyA’ N S]dG(9)
F[A]
::/%MGM%WM@
FolA] FlA]

dG(0|T =1t) = (12.9)

FIA'|4] =

- /mpmAummTeAy (12.10)

Formula ( 12.10 ) says that, when T € A is given, the probability of T' € A’ is to be formed
in the usual way, by taking the average of the probability of T € A’ for fixed © over the
distribution of ©, all distributions being conditional on 7" € A. In particular,

F(t|x) :/Fg(t\a:) dGO|T > z), (12.11)

which resembles (12.2), only that the distributions of 7" and © are updated in regard of the
information that the person has survived to age x.

Those who adhere to a deterministic world picture would presumably fancy the idea that
T could be exactly determined if only the individual and its surroundings could be sufficiently
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accurately described — down to the atoms. Then T would be just a function T(©) of ©, and
Fy would reduce to a one-point distribution in 7'(¢) which need no longer be explicated in
the model since the mortality law would simply be GT~!. The model formulation (12.1)
with Fy a non-degenerate distribution, expresses the point of view that something remains
unexplained beyond ©. Two interpretations are possible. Either that there exists such a thing
as pure randomness in the world, or that not all explanatory factors are included in ©. Now,
leaving such speculations to the philosophers, let us pursue the chosen approach.

12.2 The proportional hazard model

The perhaps simplest means of describing mortality variations is the so-called proportional
hazard model, which specifies that © is a positive random variable, and

Ho (t) = 0 (1), (12.12)

where p°(t) is some ”baseline” force of mortality. According to this assumption, the mortality
pattern is basically the same for all people, only that some die ”faster” than others at all ages.
It does not allow for the possibility that e.g. some people have mortality above the average
in the youth and below the average in the old age.

Introduce the accumulated baseline intensity at age t,

W (z) :/ w1l (s) ds. (12.13)
0
Under the assumption (12.11), the conditional survival function by fixed © = 6 is
Fo(t) = e W0, (12.14)
and the conditional density is
folt) = 0p°(t) e W), (12.15)
The functions in (12.2) — (12.5) become
F@t)y = /e*W(f) dG(6), (12.16)
) = wo /ee—@W“) 4G (0), (12.17)

[0e=W® dc()

t) = ‘) r—r—L =pu’ ) EO|T > t). 12.18
WO = O ey, = O BOIT> 0 (12.18)
Although the unconditional distribution F' is the only thing that matters when © is
unobservable, the present two-stage model is of interest also in such circumstances. In the
first place it is of theoretical interest due to its explanatory import, and in the second place
it is of practical value since it produces candidates for suitable aggregate laws. Assume now
that G is G, 5, the gamma distribution with shape parameter v and scale parameter 51,

whose density is

0 o1 05
gy 5(0)==—=60"""e"",0>0, (12.19)
K I'(v)

and v, 6 > 0. Here I is the gamma function
oo
T'(y) = / " reTtde,
0
which satisfies
Py =0@-DlH-1),v>1,
(easy to prove by integration by parts) and I'(1) = 1. It is immediately seen that
E (@7‘ 67@s> _ o F('f‘ + 7)
L(y) (s+8)r+7’
8 (r 4+ —1)"

= W7T:0,1,"'75>—(5. (1220)

r>—y,8 > —0,
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In particular, all moments of © exist, and
E® = ~/6 (12.21)
VO =~/8. (12.22)
The role of the scale parameter becomes clear by substituting 6’ = 6§ in the integral
G.y.5(0) = /0 O v =09 gg — /06 Loyt gy — G 08),  (12.23)
’ o I'(y) o Tt ’

which is an increasing function of 4.
By use of (12.20 ), it is readily seen that the present case (12.16)—(12.18) specialize to

_ ) R
F) = <7W(t)+5> ; (12.24)
) = pot 7y 12.25
@& = p@® W’ (12.25)
_ o Y
p@) = p(t) W9 (12.26)
Observe that
_ ¥
P>l = FOvw) = (55

that is, W(t) 4+ ¢ is Pareto-distributed with parameters (4,7). Observe also that pu(t) is
1°(t) times a factor that decreases with ¢. Notice that p° is not a force of mortality in the
unconditional law.

The survival function for an z year old is obtained from ( 12.24 ) as

Flt|2) = F(o +)/F(@) = (%)
(12.27)
which can be written as
F(t|z) = (Ly (12.28)
W(t|z)+ 6(z) '
with
t
Wtls) = W(t+a)— W) =/0 1 (x + 7) dr,

8(z) W(x) + 6.

Thus, the survival distribution of an z-year old is of the same form as that of a newly born,
see (1 12.24 ), but with updated value of the scale parameter.

Despite what has been said about ©® and G as elements of a mere explanatory background
of the ”surface” entities T" and F', it may be of interest to study the conditional distribution
( 12.6 ) for some given aspect T' € A of the life length. As an example, take the general
proportional hazard model and focus attention at (see ( 12.6 )

J5 e "W dc(e)

GO|T>t)=PO>0|T >t = = TV dG@)

To study the dependence of this function on t, differentiate:

9 _
—GO|T>t)=
S GOIT>0)

fOOO e—0'W(t) dG(0") f@oo e_e/W(t)(*G/ 10 (1)) dG(6") — fOOO e_e/W(t)(*G/ 10 (1)) dG(6") f@oo e—0'W(t)

dG(0

(199
Tz

{fOOO e—0'W(t) dG(O’)}2

N

9
]
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By introduction of the probability measure H given by

e~ W (=) 4G (6)

fooo e—0'W(t) dG(6") ’

dH(0) =

(12.29 ) can be cast as
) {—Ey(©1[© > 0]) + Eu© Eyl[® > 0]} = —p°(t)Covy (0, 1[0 > 0]), (12.30)

where subscript H signifies that the operators are formed by the distribution H. Now, © and
1[{® > 0] are both increasing functions of ©, hence associated and positively correlated. It
follows that the expression in ( 12.30 ) is negative, hence that the probability G(0 |T > t) is a
decreasing function of ¢t and so RT'D(© | T). Thus, old people are likely to have a small value
of 6.

Specialize now to the gamma case ( 12.19 ) again. By ( 12.8), the conditional density of
O, given X > z, is

Gys(0]T > t) = 71 e OW D+ (12.31)

where ¢ does not depend on 6. The constant ¢ need not be calculated since, by inspection of
(12.19) and ( 12.31 ) it follows that

g'y,é(e | T> t) = g'y,W(t)+(5(0) . (12'32)
Formula ( 12.28 ) is also obtained from ( 12.11 ) upon inserting
Fy(t|z) = exp[-6{W (z + t) — W (z)}]

and, from ( 12.32 ), dG(0|X > z) = g, w(x)+s(0)d0 and using ( 12.20 ). From a com-
putational point of view this is a detour, but it uncovers the role of the hidden © in the
play.



Chapter 13

Group life insurance

13.1 Basic characteristics of group insurance

A group insurance treaty is an arrangement whereby a group of persons is covered by a single
contract with an insurer. In its broadest context, group insurance would include a variety
of coverages, including life insurance, accident insurance, health insurance, annuities, civil
property insurance, and others. The major types of groups eligible for group insurance are
individual employer groups (the employees of a firm are covered by a contract between an
insurer and the employer, typically as a part of a labour—-management negotiated employee
welfare and security plan), multiple employer groups (the same as individual employer groups,
except that the individual firm is extended to two or more firms/employers, e.g. a trade
association or an entire industry), labour union groups (the members of a labour union are
covered by a contract issued directly to the union), and creditor — debtor groups (life and/or
health insurance is provided for debtors through a contract issued to the creditor, e.g. a
commercial bank; if the borrower dies or is disabled, benefits are paid to the lender to cancel
the insured part of the debt). A great variety of groups beyond the foregoing classifications
are covered by group insurance. Among such miscellaneous groups are associations of public
and private employees, professional organizations, fraternal societies, and many others.

When group insurance is contrasted with individual insurance, a number of characteristic
features are evident, In the first place, the coverage is offered to all members of the group,
usually without medical examination or other evidence of individual insurability. Thus, the
criteriae by which individuals are recruited to a group are considered to provide a sufficient
guarantee against adverse selection of high-risk individuals, so-called antiselection against
the insurer. For instance, it is to be expected that the staff of an engineering workshop or
publishing house or the membership of an association of lawyers or teachers has only a small
infusion of impaired lives. To further preclude the possibility of antiselection, there are usually
some requirements pertaining to the minimum number of persons needed to constitute a group
and to the minimum proportion covered in the entire group.

Another feature characteristic of group insurance is that the persons insured under a
contract are not parties to the contract, since legally the contract is between the insurer and
the policyholder (usually an employer or an organization).

A third characteristic of group insurance is that it is essentially low-cost, mass protection.
Marketing and administration costs are far below the level typical of individual insurance.

As a fourth characteristic, it should be pointed out that group insurance contracts are
of a continuing nature, in that the contract and the plan may last long beyond the lifetime,
or membership in the plan, of any one individual. New persons are added to the group from
time to time, and others terminate their coverage. The contract is renewed regularly, typi-
cally annually. Therefore, both contract terms and premium rate can be currently adjusted in

190
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accordance with the observed development of costs, risk conditions and other circumstances
influencing the economic result. This feature sets a difference of great principal and practical
importance between group contracts and individual contracts in life insurance. An individual
life insurance policy usually specifies premiums and benefits that remain unalterned through-
out the contract period, which may extend over several decades. Therefore, a substantial
safety loading is usually built into the individual premium to meet possible unfavourable fu-
ture developments of mortality and expenses. In group life insurance there is no need for this
kind of safety loading since the premium rate can be currently adjusted in accordance with
the experiences.

The last remark points directly to the final feature of group insurance to be mentioned
here. To save expenses, usually only very summary characteristics of the groups are observed
and used as a basis for the rating of premiums at the outset. Those risk characteristics that
are not observed may vary considerably between the groups and give rise to substantial risk
differentials between them, despite that they “appear to be similar”. As an example, in group
life insurance one may choose to observe only the number of persons insured under the plan of
a group and leave other characteristics such as occupation and age composition unobserved. If
the groups differ considerably with respect to these unobserved risk characteristics, they will
have different “true underlying risk premiums”. These differentials will be reflected by the
risk experiences of the individual groups as time passes and claims statistics accrues. Thus,
the individual claims record of a group provides some information on its “risk profile”, which
could be taken into account in the current adjustment of the premium. When the premium is
regulated this way for each group in regard of its claims experience, one speaks of experience
rating.

There is yet another point of difference between individual and group insurance which
ought to be mentioned because it explains why experience rating is widely used in group
life insurance. If you should ask holders of individual life insurance policies if they find the
premiums reasonable; the answers would typically be “I guess so” or “I don’t know”. They
don’t know and don’t haggle over the price, simply because they have no access to statistics
from which they could judge the fairness of the premiums. In group life insurance this is
different. Each master contract is managed by a policyholder who can compare premium
payments with received benefits in the long run. Those policy holders who find that premiums
exceed by far the benefits, will sooner or later call for a discount (the others will remain silent).
Therefore, a competitive market will tend to enforce experience rating of groups life contracts.

13.2 A proportional hazard model for complete
individual policy and claim records

Consider a group life portfolio for which statistical records have been maintained during the
period (7/,7), where 7"’ is the present moment. The portfolio comprises I master contracts,
labeled by ¢ = 1,...,I. Let (7/,7]') be the period during which contract ¢ has been in
force (7]’ < 7" if the contract has been terminated in its entirety). Let J; be the number
of persons currently or formerly insured under the plan of contract ¢. They are labeled by
(4,4), 5 = 1,...,J;. For each individual (7, j) introduce the following quantities, which are
observable by time 7/’ :

Ti/j, the time of entry into the group,

Tij, the age at enty,

Tij, the time exposed to risk as insured before time 7’

K;j, the number of times the coverage has been terminated on an individual basis before
time 7/,

M;j;,  the number of deaths as insured before time 7/’

The pairs (K5, M;;) can only assume the values (0,0), (1,0), (0,1) (implying that participa-
tion in the group will not be resumed once it has been terminated). The hidden mortality
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characteristics of group i are represented by a latent quantity ©;. The T;;, K5, M;;, and ©;
are viewed as random variables, and the following assumptions are made.

(i) Variables belonging to different groups are stochastically independent and ©1,...,0r
are iid (independent and identically distributed).

(ii) Variables belonging to different persons within one and the same group 7 are condition-
ally independent, given ©;.

(iii) All persons in one and the same group follow the same pattern of mortality and termi-
nation. More specifically, it is assumed that the ©; are positive and that, conditional
on ©; = 0;, a person who entered group 7 at age = and is still a member of the group
at age  + ¢ (x,¢ > 0), then has a force of termination

ri(z,t) (13.1)

and a force of mortality of the form

Oz, t). (13.2)

Assumption (i) corresponds to the idea that the groups are independent random selec-
tions from a population of groups that are comparable, but not entirely similar. It is this
assumption, in conjunction with (15.2), that establishes a relationship between the groups
and forms the rationale of combining portfoliowide mortality experience with the mortality
experience of a given group in an assessment of the mortality in that group. The “propor-
tional hazard” assumption (15.2) represents, perhaps, the simplest possible way of modelling
mortality variations between groups. It states that the risk characteristics specific of a group
act on the force of mortality only through a multiplicative factor, implying that the mortality
pattern is basically the same for all groups. Such an assumption is not apt for describing more
complex mortality differences, e.g. that a group may have a mortality below the average at
early ages and above the average towards the end of life. For example, it is thinkable that
such hazardous occupations as blast furnace operation and mining attract only physically fit
and healthy applicants and that those who are employed quickly get worn out by the severe
working conditions.

The statistical data presently available from group 4 are the individual entrance times,
Ti,j, entrance ages, x;;, and histories as insurees,

O; = {(Kyj, Mij,Ti5); §=1,...,Ji}.
The conditional distribution of (Kj;, M;j;,T;j), when ©; = 0;, is given by
P{K,’j =0, Mij =1, tij; < Tijtij +dtij |®1 = 9,}

ti;
= Gi,u(a:ij, tij) dtij exp |:7/ {ni(mij, t) + eip(xij, t)} dt| ,
0

0< tij; < Tz‘” _Ti/j7

P{Kij =1, Mij =0, t;5 < Tl‘jtl‘j + dtij ‘@z = 97;}
ti;
= Iii(mij,tij) dtl‘j exp |:7/ {Iii(mij,t) =+ 97;;1,(1'2']', t)} dt| ,
0

0 <ty <7/ 7TZ~/J~,
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P{Kij = Mij = O,Tij = tij |®1 = 91}
tij
= exp |:—/ {Hi($ij,t) + 9“,L($ij,t)} dt| ,
0

Y /A
tij =T; Tij

From these expressions we gather the following formula for the conditional likelihood of O;:

J;
1 (siwiz, Tij) i3 0wy, Tij) } M0
j=1

Ty
exp[f/o (ki@ 0) + Oupu(ei, )} di)), (13.3)

(K,]7M,]) S {(0,1),(1,0)} and 0 < Tij < Ti// — T'L'lj or (K”,M”) = (0, 0) and Tij = ’Ti” —

Ti,j, j=1,...,J;. For each person (%, j) introduce the cumulative basic force of mortality

T
Wij = / ,u(a:ij, t) dt. (13.4)
0

It is seen from (15.3) that a set of sufficient statistics for group ¢ are

M, = Z]J;l M;j;,  the total number of deaths, (13.5)

W, = ZJJ’:I Wij;,  the sum of cumulative basic intensities, (13.6)

and that the conditional likelihood, considered as a function of 6;, is proportional to
M; —6;W;
0, e . (13.7)

The expression in (15.7) is gamma shaped. Motivated by the convenience of the analysis
in the previous chapter, it is assumed that the common distribution of the latent ©; is the
gamma distribution with density

= g
INGONN

9r,5(05) e %0, 0; > 0. (13.8)

The conditional density of ©;, given O, is proportional to the product of the expressions
in (15.7) and (15.8), hence

9v,6(0:10:) = gar, +,w; +5(05)- (13.9)

By use of (14.25)—(14.27), it follows that

M;
E(©:|0;) = W.i; (13.10)
M; +
Var(0;]0;) = m7 (13.11)
W: +6 M;+v
E(e—wGi |(’),) = (Wm) , w > —(Wi + 6) (13.12)
7

The conditional mean in (15.10) is the Bayes estimator ©; (say) of ©; with respect to squared
loss. It can be cast as
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6; =GiOi + (1= Gi)v/s, (13.13)
where
6; = M;/W; (13.14)
is the maximum likelihood estimator of 6; in the conditional model, given ©; = 6;, and
G = Wi/(W; +9). (13.15)
The expression in (15.13) is a weighted mean of the sample estimator ©; and the unconditional

mean, E©; = /5. The weight (; attached to the experience of the group, is an increasing
function of the exposure times Tj;, confer (15.4).

13.3 Experience rated net premiums
The set of master contracts in force at the present moment is
I={i:7/ =7"},
and for each group i € 7 the set of persons presently covered under the plan of the group is
Ji={j:7i;+Tiy ="}

For each person (3, j) presently insured let M/ ; and S denote, respectively, the number of

deaths and the sum payable by death in the next year, (T”, 7" +1). To prevent technicalities
from obscuring the main points, disregard interest and assume that all the SQ; will remain
constant throughout the year.

For a group i € Z the net annual premium based on the available information O; is

= > S} E(M];|05). (13.16)

€T

The expected values appearing in (15.16) are

E(M510:) = BE{E(M|©i,0;)|0;}

1
= E[l — exp {—@,/ ;,L($ij,Tij + t) dt} ‘OZ},
0

which can be calculated by formula (15.12). Defining

wi; = /01 (g, Tij + 1) dt (13.17)
and
Qiw=1— (%) Miﬂ, (13.18)
one finds
E(M5|0i) = Q; .- (13.19)

yWi

Substituting (15.19) into (15.16) yields



15.4. THE FLUCTUATION RESERVE 195

= Z Sy Qi,w;;, (13.20)

Jje€Ti
with Q; ,,» defined by (15.17) and (15.18).
wi

As an alternative to the premium (15.20), which is exact on an annual basis, one could
use the “instantaneous net premium” per time unit at time 7/,

Pl = Jim B j;? Sy Ml (AT)|O; ¢ /AT, (13.21)

where M (A7) is the number of deaths of person (4, ) in the time interval (v, 7" + Ar7).
Now,

E{M{j(AT)|Oi} = E[E{Mj(A7))|6;,0;}|0i]
= E{O;u(xrij, Tij)AT + o(At) | M;, W;}
= u(xij7 Tij)Atéi + O(At), (13.22)
the last passage being a consequence of (15.10) and (15.13). Combine (15.21) and (15.22), to
obtain
=Y S nlij, Tig)Os. (13.23)
VISV

To see that P! is an approximation to PZ-A, apply the first order Taylor expansion (1+x)~% =~

K3

1 — ax to the second term on the right of (15.18) and then approximate w;; in (15.17) by
w(zij, Tij), which gives
Qi = 1—{1+w; W +8)}~(Mit)
~ 1= {1 = (M + wij (Wi +6)}
n(ij, Tig)Oi. (13.24)

X

Using (15.25) in (15.20), yields P{* ~ Pf. The approximation is good if the wi; are << Wy,
which is the case for groups with a reasonably large risk exposure in the past, and if the
u(zij, T;; +t) are nearly constant for 0 <t < 1.

13.4 The fluctuation reserve

A measure of the uncertainty associated with the annual result for group 7 is the conditional
variance,

ViA — Var Z S// M//
JE€ET;

= B SUSEMEME IO — (P

5,keT;
— Z S//QE(M//IO)
JET;
+2 Z Sz] zk M”M” ‘Ol) - (PiA)2 (13.25)

3,k€Ti55<k
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(M Z’; is equal to its square since it is 0 or 1). The expected values appearing in the second
sum in (15.26) are

E(Mj;Mji | Oi)

E{B(M;M];,10;,0;)| O;}
= E[{l —exp(=0;wjj) H1 — exp(—Oiw;})}| Oi]
= Qiwy T Qi — Qiwlul (13.26)

confer (15.12) and (15.18). Now, insert the expressions (15.19) and (15.26) into (15.25) to
obtain

A _ 12 U AN2
Vi - Z Sij i,wg’j +2 Z Sijsik(Qi,w;’j + Qi,wg/k - Qi,w;;-o-w;/k) - (Pi )
J€T; J,k€Ti; i<k
_ 1" pA 112
= 2 SGPM- ) SiPQuu
JET; JET;
U A2
-2 ) SijSik Qi wlf 4wl — (P77 (13.27)
5, k€T i<k

where Q; ,» and P/ are given by (15.17), (15.18), and (15.20). By use of the approximation
wi

(15.24),
VAR Y SiPwii6; — (P2 (13.28)
J€T;

Charging each group 4 its net premium PiA would only secure expected equivalence of
premium incomes and benefit payments for the portfolio as a whole. (At any time groups with
low mortality will subsidize those with high mortality, but as time passes and risk experience
accrues, these transfers will diminish: eventually each group will be charged its true risk
premium.) To meet unfavourable random fluctuations in the results, the company should
provide a reserve for the entire portfolio. By approximation to the normal distribution, which
is reasonable for a portfolio of some size, a fluctuation reserve given by

2
FA=233|Y vt (13.29)
1€T

with VA defined by (15.27) or (15.28), will be sufficient to cover claim expenses in excess of
the total net premium, ZieI PZ.A, with 99% probability. To establish the reserve in (15.29),
it may be necessary to charge each group an initial loading in addition to the net premium.
Thereafter the reserve can be maintained by transfer of surplus in years with favourable results
for the whole portfolio. (Charging the insurees a total premium loading equal to F4 each year
is, of course, not necessary: that would create an unlawful profit on the part of the insurer.)
The loadings can be determined in several ways. One reasonable possibility is to let each
group % contribute to F4 by an amount FiA proportional to the standard deviation (VZA)%,
that is,

FA =FAVA3/ 3 (V3. (13.30)
kel

Upon termination of a master contract, the group should be credited with the amount
(15.30).



15.5. ESTIMATION OF PARAMETERS 197

13.5 Estimation of parameters

At time 7'/ the observations that can be utilized in parameter estimation are O;, i = 1,...,1.
It is, of course, only in this connection that the data from terminated master contracts come
into play.

Assume now that the basic mortality law is of Gompertz-Makeham type and is aggregate,
that is, p(z,t) = p(x + t), where

uly) =a+pcY, y>0. (13.31)

(In group life insurance there is actually no reason to expect selectional effects since eligibility
is not made conditional on the insuree’s health or other individual risk characteristics.)

From (15.3), (15.8) and (15.31) one gathers the following expression for the unconditional
likelihood of the data:

Ji oo [ Ji Ji
II / 11 #it@is, Tij) 5 0} I (a+ Beria i) Mis
j=1 |70 j=1

Jj=1

T Ji o,
exp 72 / ! K)i(xij,t) dt — 91’2 / ](a+ﬁczij+t)dt
j=1"70 j=1"0

& 1 _se
@97 te 597~d92}.

The forces of termination do not appear in any of the expressions for premiums and reserves,
and so one can concentrate on the estimation of v, §, , 3, c. The essential part of the likelihood
is

S

I J; I
(Cl{+,8€zij+Tij )Mij ( 5 >
i1 e L'(v)

7

f[ T(M; + )
4 J; Ji wasy Ths Mi+~ -
i=1 {Oézjleij +62j:10”(c 1J—1)/1nc+(5}

The maximum likelihood estimators v*, 0*, a*, 8*, ¢* have to be determined by numerical
methods, e.g. steepest ascent or Newton-Raphson techniques. Note that the number of pa-
rameters is essentially only four since a scale parameter in 6; can be absorbed in g in (15.2).
On should, therefore, put y=dora=1or §=1.



Chapter 14

Hattendorff and Thiele

Hattendorff’s classical result on zero means and uncorrelatedness of the losses created in
disjoint time intervals by a life insurance policy is an immediate consequence of the very defi-
nition of the concept of loss. Thus, the result is formulated and proved here in a setting with
quite general payments, discount function, and time intervals, all stochastic. A general rep-
resentation is given for the variances of the losses. They are easy to compute when sufficient
structure is added to the model. The traditional continuous time Markov chain model is given
special consideration. A stochastic Thiele’s differential equation is obtained in a fairly general
counting process framework.

14.1 Introduction

A. Short review

Hattendorfl’s (1868) theorem states that the losses in different years on a life insurance policy
have zero means and are uncorrelated, hence the variance of the total loss is the sum of the
variances of the per year losses. The loss in a year is defined as the net outgoes (insurance
benefits less premiums) during the year, plus the reserve that has to be provided at the end of
the year, and minus the reserve released at the beginning of the year, all quantities discounted
at time 0. This classical result has had its recent revival with the advent of modern life
insurance mathematics based on the theory of stochastic processes, notable references being
Gerber (1979, 1986), Papatriandafylou and Waters (1984), Wolthuis (1987), and Ramlau-
Hansen (1988). The first three of these papers deal with losses in fixed time intervals but,
apart from that, the proofs do not really rest on any specific model assumptions. The two
last-mentioned papers deal with stochastic periods, namely the total sojourn times in differ-
ent states in the framework of the continuous time Markov chain model, with deterministic
contractual benefits and constant interest rate. The proofs, hence apparently also the results,
depend on the particular structures of the model.

B. Outline of the present paper
It is shown here that Hattendorff’s results are valid for virtually any payment stream and
rule for accumulation of interest, no matter what stochastic mechanisms govern them, and for
any natural time periods, random or not. The crux of the matter is the very definition of the
losses: as pointed out by Gerber (1979), they are the increments of a martingale. The rest
follows from the optional sampling theorem. This general result is established in Section 2.
It is only when it comes to formulas for the variances of the losses that specific model
assumptions are crucial. Section 3 deals with the situation where the events upon which
payments are contingent are governed by a continuous time stochastic process with finite state
space, essentially a multivariate counting process. A representation theorem for martingales

198
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adapted to a counting process is used to identify the variance process that generates the
variances of the losses. As a byproduct, Thiele’s differential equation, well-known from the
case with Markov counting process and benefits depending only on the present state, turns
out to be a special case of a stochastic differential equation valid under far more general
assumptions.

The Markov case with nonrandom benefits and discount function, is simple enough to
allow for easy computation of the variances. As an example of what can be gained by the
general formulation of Hattendorff’s theorem, it is applied to the periods of time spent upon
the n-th visit to a certain state. Benefits depending on the past development of the process
can also be dealt with without great difficulties. Relaxing the Markov assumption is what
makes computation of variances cumbersome.

For ease of reference, some elements from the theory of martingales are gathered in the
final Section 4. They are taken as prerequisites throughout.

14.2 The general Hattendorff theorem

A. Payment streams and discounted values

A suitable framework for a general treatment of properties of payment streams is set in
two recent papers by the author (Norberg, 1990, 1991). It is adopted here with sufficient
explanation to make the presentation selfcontained.

Consider a stream of payments commencing at time 0. It is defined by the payment
function A, which to each time ¢ > 0 specifies the total amount A(t) paid in [0,t]. Negative
payments are allowed for; it is only required that A be of bounded variation in finite intervals
and, by convention, right-continuous. This essentially means that A is a difference of two
non-decreasing, finite-valued, and right-continuous payment functions representing outgoes
and incomes, respectively. When the discount function v is used, the present value at time 0
of the payments is

V:/vdA. (14.1)

To allow for random development of payments and interest, the functions A and v are
assumed to be stochastic processes defined on some probability space (2, F,P). They are
adapted to a right-continuous filtration F = {F:};>0, each F; comprising the events that
govern the development of payments and interest up to and including time ¢.

B. The notions of reserve and loss

At any time ¢ the insurer must provide a reserve to meet future net liabilities on the policy.
An adequate reserve would be the cash value at time t of future outgoes minus incomes, but
this quantity is in general unobservable by time t. What can be entered in the accounts, is its
expected value given the information available by time ¢, the so-called (prospective) F-reserve,

Vr(t) = ﬁE (/(tvoo) vdA | ft> . (14.2)

The F-reserve plays a central role in insurance practice since it is taken as a factual liability
and, by statute, is to be accounted as a debt in the balance sheet of the insurer at time ¢. In
accordance with this accountancy convention the insurer’s loss in the period (s,t] is defined
as

Lis = /( g vdA+v(t)VF(t) — v(s)VF(s), (14.3)

the expression on the right being construed as follows: at the end of the period the net outgoes
throughout the period have been covered (the first term), the new reserve must be provided
(the second term), and the reserve set aside prior to the period can be cashed (the third term).

C. Hattendorff’s theorem generally stated.
The basic circumstance underlying Hattendorff’s theorem and its generalizations is the fact
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that the loss as defined by (14.3) is the increment over (s,t] of the martingale generated by
the value V' in (14.1). More precisely, assuming that E|V| < oo, define for each ¢ > 0

M@) = E(VI|F)
= / vdA + v(t)Vr(t), (14.4)
(0,¢]

the second equality due to F-adaptedness of A and v and the definition (14.2). By inspection
of (14.3) and (14.4),

Ls 4y = M(t) — M(s). (14.5)
Clearly, {M(t)}:>0 is an F-martingale converging to V. It can always be taken to be right-
continuous (see e.g Protter, 1990, p-8) so that the optional sampling property and its conse-
quences apply, confer Section 4.

A general Hattendorff theorem is now obtained by merely spelling out some basic prop-
erties of martingales and stochastic integrals quoted in Section 4, in particular (F.38), (F.39),
and (14.10), with stopping times in the roles of the ¢;. Thus, let 0 = Top < T1 < --- be a
nondecreasing sequence of F-stopping times. This covers the simple case where the T; are
fixed (typically T; = i, the end of year No. i) and all practically relevant cases where they are
random. Abbreviate

L; :L(Ti,I,Ti]v t=1,2,..., (146)
and define consistently the loss at time 0 as

Lo = A(0) + Vg (0) —EV. (14.7)
Theorem 1. Assume that the value V in (14.1) has finite variance. Then the losses L; defined

in (14.6) — (14.7) have zero means and are uncorrelated, and this is also true conditionally:
fori<j<k

E(L;|Fr,) = 0, (14.8)
COV (LJ,Lk ‘ ‘T-T1) = 0, (149)
hence
o0 o0
Var | > Ly | Fr, | =Y Var(Ly | Fr,). (14.10)
k=3 k=3

The variances in (14.10) are of the form

Var (L; | Fr;)

E((M)(T;) — (M) (Tj-1) | Fr,) (14.11)

B </(T-1,Tj] (M) | .7~'Ti> : (14.12)

J

where (M) is the variance process defined by (14.9) in Section 4.

The results listed in the theorem are quite independent of the nature of the processes
involved. They are rooted in the very definition of the concept of loss, not in any particular
assumptions as to what mechanisms they stem from. There are Hattendorff results for virtually
any payment stream and rule for accumulation of interest, in insurance, life as well as non-life,
and in finance in general. The periods may be any time intervals delimited by stopping times.

The qualitative part of the theorem, (14.8) — (14.10), is done with once and for all. The
quantitative part concerning the form of the variances, (14.11) — (14.12) and (14.9), calls
for further examination of special models to find computable expressions. The next section
is devoted to the case where payments are generated by an insurance policy modelled by a
multivariate counting process.
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14.3 Application to life insurance

A. The general life insurance policy

A life or pension insurance treaty is typically of the following general form. There is a set
J = {0,...,J} of possible states of the policy. At any time ¢ it is in one and only one of
the states in J, commencing in state 0 at time 0, say. Let X (¢) be the state of the policy
at time ¢. The development of the policy, {X(¢)}:>0, is a stochastic process. Regarded as
a function from [0,00) to J, it is assumed to be right-continuous, with a finite number of
jumps in any finite time interval, and X (0) = 0. For each j € J, let I;(t) = 1[X(t) = j] be
the indicator of the event that the process is in state 7 at time ¢ > 0, and for each j, k with
J # klet Njp(t) = #{r € (0,t]; X(1—) = 4,X(7) = k} be the number of transitions from
state j to state k up to and including time t > 0. Define N;;(0) = 0 for all j # k. The
processes X, (I;)jer, and (Nji)jzk, jkes correspond mutually one-to-one and carry the
same information, which is the filtration F = {F¢ };>¢ generated by {X(¢)};>¢. In particular,
since the process is in state j at a given time if and only if the number of entries into j exceeds
(necessarily by 1) the number of departures from j by that time,

L) =060, + Y (Nij(t) — Njr(®)) . (14.1)
ki k#j
It is assumed that the process possesses intensities. The intensity of transition from state j
to state k, j # k, is denoted by Ajx(t) and is of the form

Ajk(t) = L;i(B)pjk ), (14.2)

with g, some F-adapted process.

Insurance benefits are of two kinds. In the first place, the general life annuity provides
the amount A7 (t) — A7 (s) during a sojourn in state j throughout the time interval (s,t]. In
the second place, the general assurance provides the lump sum a;k (t) immediately upon a
transition from state j to state k at time t. Insurance premiums are counted as negative
benefits. The contractual functions A; and a;k are, respectively, a payment function as
defined in Paragraph 2A and a left-continuous, finite-valued function, both predictable with
respect to F, which means that benefits at any time may depend on the past development of
the policy. The total stream of payments A is of the form

dA(t) =D I;(t) dAS(t) + Y aZy () dN;x(t) .
J Jj#k
It is assumed throughout that the discount function v is continuous and deterministic. In
general the reserve Vg(¢) depends on the entire history Ft, but it is convenient to suppress
this in the notation and visualize only the dependence on the present state of the process.
Thus, henceforth write Vj(¢) for the reserve when X (t) = j.

B. The variance process
In the present model the martingale in (14.4) takes the form

M@ = A3(0)+ /( o) [ 3 L(m)dAs() + 3 ag(r) dNi(r)
J

0,t] J#k

+3° L) vV (t) (14.3)
J

Assume that E(| vdA)? < oo so that {M(t)}:>0 is square integrable, that is, sup,>oE M2 (t) <
oo for all t > 0. Then a general representation theorem (see Bremaud, 1981, Section III.3)
says that M is of the form
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M) = M(0)+/ > Hjw(r) (dNji(r) = Aji(r)dr) (14.4)
0.t j#k
where the Hj, are some predictable processes satisfying

EY / H2,(7) \jp(r)dr < oo (14.5)
J#k
Moreover, the variance process is given by

M)(t) =) Hiu(t) Aji(t)dt (14.6)
Jj#k
Thus, to find the variance process, it suffices to identify those functions in (14.3) that take
the roles of the Hjy in (14.4).
To simplify notation, introduce

a7, () = v)aj(®), (14.7)
A3(t) = /(O,t] o(T) dAj (T), (14.8)
W;@) = o®)V;), (14.9)

the last two being right-continuous processes with bounded variation (define W;(0) = V;(0+)
for j # 0). Note, in passing, that the function A‘]? -+ W; is continuous since

AS(t=) +Wy(t=) = A§(t=) + (A5(8) — AF(t-)) + W;(D)
= Aj )+ W;(t).
In terms of the functions in (14.7) — (14.9) the relation (14.3) is

M) = AS(0) + § Ij(r)dA‘;(THE %y (1) ANk (T)
(0,2]
g J

i#k
IR HONCIOR (14.10)
J
The last term on the right of (14.10) can be reshaped as follows. Integration by parts gives
() W;(t) = 1;(0) W;(0) + /(O g 1i(r) dW;(7) + o] Wi(r—=)dI; (7).

In the last term here use (14.1) to write

> d(Nyj () — Njr(t)
ks k#j
and obtain

Y LOW0 = 3 50)W0) +Z/ 5(7) v (1)
J J

+Z ) Y d(Nkj(r) = Njk(r))

Ot] kk#

- Wo(0)+/(0 t]ZIj(T)de(T)
g

+/(o,t] ;C(ka_) = W;(r=))dNji (7).
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Upon inserting this, (14.10) becomes

t ~
M(t) = Ag(0) + Wo(0) +/0 Z 1;(r)d(A2 (1) + Wy (7))
J
+ /(O’t] j;k(ajk (7) 4+ Wi (=) — Wi(1—)) dN;x (7). (14.11)

Now, identify the discontinuous parts on the right of (14.4) and (14.11), to obtain the following
result.

Theorem 2. For any continuous discount function and any predictable contractual functions
such that E([ vdA)? < oo, the variance process (14.6) is given by

Hpt) = a2,(0) + Wilt—) — Wy(t—), (14.12)
with the elements on the right defined by (14.7) and (14.9).

The functions Hjj, in (14.12) can be expressed as

Hjj(t) = v(t)Rjp (1) , (14.13)

where

Rjk(t) = a;?k (t) + Vi (t*) — Vj(t*) (14.14)

is the so-called sum at risk in respect of transition from state j to state k at time t.

C. A stochastic Thiele’s differential equation.
Upon identifying the continuous parts of the expressions on the right of (14.4) and (14.11)
and recalling (14.2), the following result is obtained.

Theorem 3. For any continuous discount function and any predictable contractual functions
such that E([ vdA)? < oo, the identity

L) d(AS () + Wi(t) + Y Hjr(t) \je(t)dt =0 (14.15)
k; k#j

holds almost surely, the elements being defined by (14.7) — (14.9) and (14.12).

This is a generalization of the classical Thiele’s differential equation, well-known from the
case with Markov counting process and deterministic contractual functions. The stochastic
differential equation (14.15) is valid for any counting process possessing intensities, and for
any predictable benefit functions, including lump sum survival benefits.

For technical purposes the compact form (14.15) is expedient. For ease of interpretation
and comparison with the traditional Thiele’s equation, an alternative form is suitable. Assume
that the discount function is of the form v(t) = exp(— fot d(7)dt), so that §(t) is the interest
intensity at time ¢. Insert (14.8), (14.9), and (14.14) in (14.15), put dW;(t) = dv(t)V;(t) +
v(t)dV; (t) = —v(t)d(t)dtV; (t) + v(t)dV; (t), divide by v(t), and rearrange a bit to obtain

L) d(=A7)@) = 1;(t) (@V;(t) = V;()s(t)dt)

+ D7 Rj(t) Aj(t)dt . (14.16)
k; k#j
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On the left of (14.16) is the premium (possibly negative) paid in state j during a small time
interval around ¢. The expression on the right shows how it decomposes into a savings pre-
mium (the first term), which provides the amount needed for maintenance of the reserve in
excess of the interest it creates, and a risk premium (the second term), which covers the outgo
related to transitions from the current state (sum insured plus new reserve minus old reserve).

D. Losses in a given state _
In the present set-up it is meaningful to speak of the total loss L) in a certain state j. Let

Sﬁf) and T,(Lj) denote the (stopping) times of arrival and departure, respectively, by the n-th
visit of the policy in state j (they are co if no such visit takes place). Then

L@ = i(M(T(’) M(S,(Lj))) (14.17)

n=1

= Z/(sm ) dM (1) (14.18)

=1

3

Il
—

1j(r—=)dM(r),

the last equality due to the right-continuity of X, by which

{X(t-) =j} = [j {89 <t <1y,

n=1
The function I;(t—) is left-continuous, hence predictable. Then, by a general martingale
result ((14.8) in Section 4), Var L(7) = B f(o ooy 1d (7—) d(M)(7). Inserting (14.6) and recalling
(14.2), gives

oo
Var L) = / E|Li(r=) Y wn(r) Hpy(7) | dr, (14.19)
0 ki ket
E. The Markov chain model revisited
To obtain feasible expressions for the variance in (14.19), more structure must be placed on
the model. Thus, assume now that the process { X (¢)}+>¢ is a time-continuous Markov chain,
and denote the transition probabilities by a

pjk(t,u) = P{X(u) = k| X(t) = j},
0<t<wu,jk€J. The ;i appearing in (14.2) are now deterministic functions given by

For the time being the contractual functions A; and a;?k are taken to be deterministic,
that is, the benefits depend only on the current state. Then the discounted reserves W;(t) are
deterministic functions given by the integral expressions

Wj(t):/(t )v(T)ijg(t,r) dAG(T)+ Y ag,(7) pgn(r)dr |, (14.20)
»O0 g

h; h#g
which are easy to compute.
It follows that (14.19) reduces to
) oo
Var L) = / po; (0, 7) Z Bk (T) HJQk(T) dr. (14.21)
0

ks k#j
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The expression (14.21) was obtained by Ramlau-Hansen (1988) by use of martingale the-
orems applied to the compensated multivariate Markov counting process in combination with
the classical Thiele’s differential equation, implying that the life annuity benefits are abso-
lutely continuous. As for the qualitative part of the Hattendorff theorem, an examination
of the proof indicates that the special model assumptions are redundant: at the stage where
Thiele’s differential equation is invoked, all terms pertaining to intermediate transitions be-
tween visits to state j vanish.

It follows from Theorem 1 that not only are the losses created in different states uncorre-
lated, but so are also the losses created in respect of different visits to one and the same state.
The loss in connection with the n-th visit to state j is

LSP:M(T;J'))_M(S;J’)):/ M),
(s$), 1N

the n-th term on the right of (14.17) or (14.18). (If there are fewer than n visits to state j, then
Sﬁﬁ) = T,(L]) = oo by definition and L&ﬂ) = 0 since E|V| < oo implies lim¢— o0 ftoo vdA =0

almost surely.) Repeating the argument above, replacing I;(t—) with 1[57(3) <t< Tr(Lj)] (also
a left-continuous function), one arrives at

. oo
Var LY) = /0 p(()?)(o,T) Z ik () H;k (7) dr, (14.22)
ks k]

where

p5)(0,t) = P{s) <t < T}

is the probability of sojourning in state j for the n-th time just before time ¢. Summing
(14.22) over n gives (14.21), a consequence of the general theorem.

The results above carry over to visits within a fixed time interval (¢, u] since for any stop-
ping time T the truncated times (T'V¢) Aw and t V (T A u) are also stopping times (V and A
form maximum and minimum, respectively); just replace fooo by ftu. For any stopping time
T the Fr-conditional variances of losses in state j after time 7" are obtained upon replacing

fooo by f;o and p(()?)(O,T) by the appropriate conditional probability.

F. Computational problems in more complexr models

An immediate extension of the simple set-up in the previous paragraph, which does not destroy
the computability of the variance of the loss, consists in letting the contractual functions A;
and a;k depend on the past development of the policy. The expressions may become messy,
however.

An interesting issue is to study computational problems under non-Markov assumptions,
e.g. when the transition intensities are allowed to depend on the duration of the period
that has elapsed since the policy entered the current state. This would complicate matters
immensely since integrations would have to be performed over the times of transitions. In
principle a numerical procedure can always be arranged. Another possibility would be to let
the counting process be doubly stochastic.

Finally, it should be mentioned that the discount function and the contractual functions
could be made stochastic and independent of the development of the policy. Then computa-
tions would still be feasible by the rule of iterated expectations.

All the extensions indicated here present computational problems that do not pertain
particularly to Hattendorff’s and Thiele’s results, and this is not the right place to pursue
such technical issues.

14.4 Excerpts from martingale theory

A. Definition of martingale
Let (9, F, P) be some probability space. A family F = {F;};>¢ of sub-sigma-algebras of F is
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called a filtration if it is non-decreasing, that is, Fs C F; for s < t. The index ¢ represents time,
and F; is some collection of F-events whose occurrence or non-occurrence is settled by time
t. Thus, F represents a description of the evolution of the internal history of the phenomena
encountered. It is assumed thet F is right-continuous, which means that Fs = Ng;¢>sF%.

A stochastic process { M (t)}+>¢ is said to be F-adapted if M (t) is measurable with respect
to Fy for each t. It is an F-martingale if it is F-adapted, E|M (t)] exists for all ¢, and

E (M(t) — M(s)|Fs) =0 (14.1)

for s < t. (Relations involving random variables are understood to hold almost surely.)

B. Basic properties of square integrable martingales

In what follows {M(¢)};>0 is assumed to be a square integrable martingale, that is, (14.1)
holds and supy>oE M?(t) < co. Let 0 = to < t; < --- be some partitioning of [0, cc), and
denote the increments of M over the intervals by

AjM = M(tj) = M(tj—1). (14.2)
As straightforward consequences of the martingale property, the increments have conditional
zero means and covariances: for i < j < k,

E(AJM‘»FQ) = E(E(AJM|ftJ71)‘ft7/)
0 (14.3)
E(A;MALM | F,)
E (A;ME(AGM | Fop ) | Fr,)
N (14.4)

Cov (A; M, A M | Fr,)

It follows that, for ¢ < j < I < oo and for H any square integrable F-adapted process,

l
E Z H(tk_l)AkM ‘ ]:ti
k=j
l
=B | > H(te—))E(ARM | Fo,_,) | F,
k=j
=0, (14.5)

and

1
Var H(tkfl)AkM | ‘Fti

k=j

1o
=B | > Y H(tp—1)H(ty—1)E(AeMAy M | Foy ey, ) | Fe
k=j k'=j

!
=B | Y H*(th)E ((AM)? | Fop ) | F, | - (14.6)
k=j

Integral analogues of (14.5) and (14.6), obtained by passing to the limit, are valid with
certain qualifications. Denote by F;_ the history as specified by F up to, but not including,
time ¢. It is a sub-sigma-algebra of F;. Assume that the process H is predictable in the sense
that H(t) is Ft—-measurable for each t. Left-continuity certainly implies predictability. Now,
let s =t; < tiy1 < --- <t =t be a partitioning of [s,t]. Refine it indefinitely to obtain from
(14.5) that
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E ( HdM | ]-'s> =0, (14.7)
(st]

and from (14.6) that

Var HdM | Fs| =E H2d(M) | Fs |, (14.8)
(s,t] (s,t]
where (M) is the so-called variance process of M defined (informally) by

dM)(t) = E ((dM(D)? | Foo) - (14.9)
As a special case, take H(t) = L(;;_,¢;)(t), a left-continuous function of t. Then (14.8)
reduces to

Var (A;M | Ft,) = E (M)(t;) —(M)(tj-1) | F;)

- E (/(tjl,md(m |]'—ti> . (14.10)

C. Stopping times and optional sampling
So far the time points ¢; have been taken as fixed. It turns out that all results stated above
carry over to certain random times T, now to be defined. A nonnegative random variable T'
is an F-stopping time if {T" < t} € F,Vt > 0, which means that the information provided
by the description of the history by F suffices to ascertain at any time whether or not 7'
has occurred. The collection of all events that are observable by time T' is denoted by Fr.
Formally, these are the events F' € F such that F N {T <t} € F,Vt. Obviously they form a
sigma-algebra.

Doob’s fundamental optional sampling theorem states that (14.1) remains valid if s and ¢
are replaced by F-stopping times S and T'. More precisely, if {M (¢)}+>¢ is a right-continuous
F-martingale, which converges to a random variable M (co) with finite mean, then

E (M(T)— M(S)|Fs)=0 (14.11)
for S and T F-stopping times such that S < T. Now, since all the results above rest on the
martingale property (14.1), they remain valid if the ¢; are replaced by F-stopping times T; in
the presence of (14.11).

By necessity the present brief survey is imprecise at some points. Recommendable rigorous
expositions of martingale theory are e.g. the readable text by Gihman and Skorohod (1979)
or the recent one by Protter (1990).
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Addendum to Hattendorftf’s Theorem and Thiele’s
Differential Equation generalized

RAGNAR NORBERG

A. Purpose of this note

Any specific application of the theory in Section 3 of the paper would demand that the
statewise reserves V; be precisely defined. There is some latitude at this point, however,
and it turns out that Theorem 3 as stated may require that an appropriate definition
be used. Paragraph B of the present note adds rigour on this issue. Paragraph C offers
some guidance as to how to construct and compute the reserves in nontrivial cases.
Some technical lemmas are placed in the final Paragraph D.

Notation and results from the background paper are used without further expla-
nation (formula numbers in that paper indicate section and formula within the section
separated by decimal point, in contrast to the integer formula numbers internal to the
present note). We shall feel free also to employ certain basic concepts and results in
the theory of point processes and their martingales as presented in Paragraphs I11.1-4
of Andersen & al. A number of statements about paths of stochastic processes are tac-
itly understood to be with the qualification ’almost surely’. We shall also frequently
use the fact that we are dealing only with processes of bounded variation without
explicitly saying so.

B. Supplement to Section 8
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The history of the state process throughout the time interval (0,¢] is completely de-
scribed by the present state, X (¢), the time of last entry into the present state, S(t),
and the “strict past” made up by the times of (possible) previous transitions and the
state arrived at upon each of those transitions (define the first transition to take place
at time 0, taking the process into state 0). Therefore, fairly generally, the reserve (2.2)
is of the form

Vr(t) = f(S(t),t,U(t), X(t)), (14.12)

where U(t) is some (finite-dimensional) predictable semimartingale. Now, (14.12) may
be cast as

VF(t) = Z I; (t)f(S(t),t, U(t)7]) = Z Ij(t)f(sj(t)7 t, U(t)aj)7 (14.13)

J J

where

Sj(t) = Ij(t)S(t) + (1 — Ij(t))t (14.14)

is S(t) during sojourns in state j and ¢ otherwise. The statewise reserves introduced
at the end of Paragraph 3A may conveniently be defined as

Vit) = £(S; (1), £, U(2), 5), (14.15)
and, accordingly, W;(t) = v(t)V;(¢).

Obviously, the definition of S;(¢) at times ¢ when I;(t) = 0 is immaterial. The
choice (14.14) reflects the fact that, even if we cannot predict times of transition of
the policy, we know just prior to any transition what S(¢) will be and hence what
new value the reserve will assume upon the transition. The semimartingale S;(t) is
continuous at (the random) times of transition into state j and also everywhere else
except at times ¢ of transition out of state j, where it jumps from S(¢) (< t) to t.

We are now in a position to explicate the arguments following (3.11) and leading
to Theorems 2 and 3. First, noting that 3, I = 1, put

Ldw;t) = Y L(t=)L)(W;(t) — Wi(t—)) + I (t—)1;(t)dW; (¢)
kikj
= Z de](t)U(t)(f(t,t, U(t)7]) - f(t_7t_7 U(t_)vj)) (1416)
kikj
I (=) T () AW (). (14.17)

where we have used that, as a matter of definition, S;(7) = 7 for all 7 in the non-
degenerate interval [S(t—),t] if the policy enters state j at time ¢ > 0. By Lemma 1
below (in Paragraph D), the predictable process f(t,t,U(t),j) has no jumps coinciding
with jumps of the counting processes, and so the sum in (14.16) is 0. By Lemma
3 below, the term in (14.17) is predictable (or, more presicely, the increment of a
predictable process). It follows that I;(t)dW;(t) is predictable. Finally, by Lemma
2 below, Ij(t)dA;(t) is predictable since dfl‘]’(t) is. Comparison of the predictable
(bounded variation) parts of (3.4) and (3.11) leads to Theorems 2 and 3.
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With the present definition of the statewise reserves it makes no difference if we
replace Wy, (t—) with Wy (¢) in (3.12) (and Vi (t) with Vi (¢t—) in (3.14)). This obser-
vation settles the apparent disagreement with the result (3.5) in Mgller (1993). He
considers the case where the contractual payment functions, the transition intensities
and, hence, the reserve depend only on ¢ and S(¢) or, equivalently, on ¢ and ¢t — S(t)
(he uses U(¢) to denote the latter).

C. Construction of the reserve

Usually Thiele’s differential equations are mobilized when the reserve cannot be put up
by a direct prospective argument, typically when the payments depend on the current
reserve. However, as long as the payments and the transition intensities do not depend
on the past, the statewise reserves remain functions of ¢t only and can, therefore, be
determined by a set of simple differential equations. Real difficulties arise only when
payments and transition intensities are allowed to depend on the past in a more or
less complex manner; then the reserves will be functions of several variables and it is
rather obvious that they cannot be determined by just a set of first order ordinary
differential equations.

Let us look briefly at the case mentioned at the balance of the previous paragraph,
where payments, intensities, and hence the reserve depend on S(t) (and t). We seek the
two-dimensional statewise discounted reserve-functions W(s,t) (say), 0 < s <t < mn,
j € J, where n is the time of expiry of the contract. Conditioning on whether or not
there is a transition out of state j within time n and, in case there is, the time and
the direction of the first such transition, we obtain the integral equation

Wi(s, t) = / e Ji Hi(su)du Z Wik (s, T)dT
¢ ksk£j
(A3 (s,7) — A5 (5,8) + @Sk (s, ) + Wi(T,7)) (14.18)

e i emdu fo (s n) — A2(s,t)).

Again, we see that Wy (7,7) can be replaced with Wi (7—,7—) since the integration
with respect to d7 annihilates the at most countable number of differences between
them. To determine the reserve functions, solve first the W;(¢,t) from the integral
equations with s = ¢, and then solve the Wj(s,t) from the general equations.

To obtain a differential form of the integral equation (14.18), add A;’ (s,t) and

s,u)du

multiply by e™ Jo m-( on both sides, then differentiate with respect to t, and finally

(s,u)du
)

divide by the common factor e~ Jg mi- which gives the following equivalent of

(3.15):

de(Wi(s,t) + A5 (s, 1)) = — Z wik (s, t)dt(@gy (s, ) + Wi(t, t) — Wj(s,t)). (14.19)
kik#j

D. Some auziliary results

Lemma 1. If H is a predictable process, then

/0 H(T—)dek(T)I/O H(7)dNj(7). (14.20)
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Consequently, H has no jumps in common with the counting processes.

Proof: Let Mj, be the martingale defined by dM;r(t) = dN;i(t) — \jx(t)dt. The
difference between the two integrals in (14.20) is

/0 (H(r) — H(r—))dNj(r) = / (H(r) — H(r—)Aju(r)dr
+ / (H(r) — H(r—))dM(r).

The first term on the right is zero because the integrand differs from 0 at most at a
countable set of points. Likewise, the second term is also 0 because its variance is

E/O (H() — H(T=))*X\j1(1)dr.

The last assertion is an obvious implication of the argument above. [

Lemma 2. If A is a predictable semimartingale, then so is also the process H defined
by dH (t) = L;(t)dA(t).

Proof: By the rule of integration by parts, we have the identities

dH (t) = dI;(t)A(t—) + 1; (t)dA(t) = dI;(t)A(t) + I; (t—)dA(t).

Forming the difference between the last two expressions and using (3.1), gives

Li(t)dA(t) = L;(t—)dA(t) + Y (A(t) — A(t—))(dNk;(t) — dNj(t)).

kik#j

The first term on the right is predictable and the second term is 0 by Lemma 1. OJ

Lemma 3. If G is a semimartingale, then the process H defined by dH (t) = 1;(t—)I;(¢)dG(¥)
is predictable.

Proof: Inserting the Doob-Meyer decomposition

dG(t) = dGo(t) + Y Gir(t)(dNix(t) — Nik(t)dt),
i#k
with Go(t) and the Gk (t) predictable, and noting that I;(t—)I;(t)dN;k(t) = 0, we get

dH(t) = I;(t=)I;(t)dGo(t) — > Gin(t
i#£k
Here the first term is predictable by Lemma 2, and the second term is certainly pre-
dictable as it is continuous. O



Chapter 15

Financial mathematics in
insurance

15.1 Finance in insurance

Finance was always an essential part of insurance. Trivially, one might say, because
any business has to attend to its money affairs. However, for at least two reasons, in-
surance is not just any business. In the first place insurance products are not physical
goods or services, but financial contracts with obligations related to uncertain future
events. Therefore, pricing is not just a piece of accountancy involving the four basic
arithmetical operations, but requires assessment and management of risk by sophis-
ticated mathematical models and methods. In the second place, insurance contracts
are more or less long term (in life insurance for up to several decades), and they are
typically paid in advance (hence the term ’'premium’ for ’price’ derived from French
'prime’ for 'first’). Therefore, the insurance industry is a major accumulator of capital,
and insurance companies especially pension funds are major institutional investors in
today’s society. It follows that the financial operations (investment strategy) of an in-
surance company may be as decisive of its revenues as its insurance operations (design
of products, risk management, premium rating, procedures of claims assessment, and
the pure randomness in the claims process). Accordingly one speaks of assets risk or
financial risk and liability risk or insurance risk. We anticipate here that financial risk
may well be the more severe: Insurance risk created by random deviations of individ-
ual claims from their expected is diversifiable in the sense that, by the law of large
numbers, it can be eliminated in a sufficiently large insurance portfolio. This notion
of diversification does not apply to catastrophe coverage and it does not account for
the risk associated with long term contracts

insurance

ic insurance risk

Financial risk created random economic events are

by booms, recessions and, rare but disastrous, crashes in the market as a whole
is not diversifiable; it is the uncertain events are part of our the world history non-
replicable averaged out in any meaningful sense. Financial risk created by the day-to-
day rises and falls of individual stocks, is not diversifiable

212



CHAPTER 15. FINANCIAL MATHEMATICS IN INSURANCE 213

on large random ups and downs is held to be indiversifiable since the entire portfolio
is affected by the development of the economy.

On this background one may ask why insurance mathematics traditionally centers
on measurement and control of the insurance risk. The answer may partly be found
in institutional circumstances: The insurance industry used to be heavily regulated,
solvency being the primary concern of the regulatory authority. Possible adverse devel-
opments of economic factors (e.g. inflation, weak returns on investment, low interest
rates, etc.) would be safeguarded against by placing premiums on the safe side. The
comfortable surpluses, which would typically accumulate under this regime, were re-
distributed as bonuses (dividends) to the policyholders only in arrears, after interest
and other financial parameters had been observed. Furthermore, the insurance indus-
try used to be separated from other forms of business and protected from competition
within itself, and severe restrictions were placed on its investment operations. In these
circumstances financial matters appeared to be something the traditional actuary did
not need to worry about. Another reason why insurance mathematics used to be void
of financial considerations was, of course, the absence of a well developed theory for
description and control of financial risk.

All this has changed. National and institutional borders have been downsized or
eliminated and regulations have been liberalized: Mergers between insurance compa-
nies and banks are now commonplace, new insurance products are being created and
put on the market virtually every day, by insurance companies and other financial
institutions as well, and without prior licencing by the supervisory authority. The
insurance companies of today find themselves placed on a fiercely competitive market.
Many new products are directly linked to economic indices, like unit-linked life insur-
ance and catastrophe derivatives. By so-called securitization also insurance risk can be
put on the market and thus open new possibilities of inviting investors from outside to
participate in risk that previously had to be shared solely between the participants in
the insurance insurance schemes. These developments in practical insurance coincide
with the advent of modern financial mathematics, which has equipped the actuaries
with a well developed theory within which financial risk and insurance risk can be
analyzed, quantified and controlled.

A new order of the day is thus set for the actuarial profession. The purpose of
this chapter is to give a glimpse into some basic ideas and results in modern finan-
cial mathematics and to indicate by examples how they may be applied to actuarial
problems involving management of financial risk.

15.2 Prerequisites

A. Probability and expectation.
Taking basic measure theoretic probability as a prerequisite, we represent the relevant
part of the world and its uncertainties by a probability space (Q, F,P). Here Q is the
set of possible outcomes w, F is a sigmaalgebra of subsets of {2 representing the events
to which we want to assign probabilities, and P : F — [0, 1] is a probability measure.
A set A € F such that P[A] = 0 is called a nullset, and a property that takes
place in all of Q, except possibly on a nullset, is said to hold almost surely (a.s.).
If more than one probability measure are in play, we write “nullset (P)” and “a.s.
(P)” whenever emphasis is needed. Two probability measures P and P are said to
be equivalent, written P ~ P, if they are defined on the same F and have the same
nullsets.
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Let G be some sub-sigmaalgebra of 7. We denote the restriction of P to G by Pg;
Pg[A] = P[A], A € G. Note that also (2,G,Pg) is a probability space.

A G-measurable random variable (r.v.) is a function X : Q@ — R such that
X_l(B) € G for all B € R, the Borel sets in R. We write X € G in short.

The expected value of a r.v. X is the probability-weighted average E[X] =
J X dP = [, X(w)dP(w), provided this integral is well defined.

The conditional expected value of X, given G, is the r.v. E[X|G] € G satisfying

E{E[X|G] Y} = E[XY] (15.1)

for each Y € G such that the expected value on the right exists. It is unique up to
nullsets (IP). To motivate (15.1), consider the special case when G = 0{B1, B, ...}, the
sigma-algebra generated by the F-measurable sets Bi, Ba, ..., which form a partition
of Q. Being G-measurable, E[X|G] must be of the form >, bx1[Bx]. Putting this
together with Y = 1[B;] into the relationship (15.1) we arrive at

[, Xdp
E[X|G] = 1[BJ]W ;

J

as it ought to be. In particular, taking X = 1[A], we find the conditional probability
P[A|B] = P[A N B]/P[B].

One easily verifies the rule of iterated expectations, which states that, for H C G C
F,

E{E[X|G]| H} = E[X|H]. (15.2)

F. Change of measure.
If Lis a r.v. such that L > 0 a.s. (P) and E[L] = 1, we can define a probability
measure P on F by

BlA] = /ALdIP’: E[1[A]L]. (15.3)

If L >0 as. (P), then P~ P. i
The expected value of X w.r.t. P is

E[X] = E[XL)] (15.4)

if this integral exists; by the definition (15.3), the relation (15.4) is true for indicators,
hence for simple functions and, by passing to limits, it holds for measurable functions.

Spelling out (15.4) as [ X dP = J XL dP suggests the notation dP = LdP or
dP
—=1L. 15.
1P (15.5)

The function L is called the Radon-Nikodym derivative of P w.r.t. P.
Conditional expectation under P is formed by the rule

E[X|G] = %4 (15.6)

To see this, observe that, by definition,

E{E[X|G] Y} = E[XY] (15.7)
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for all Y € G. The expression on the left of (15.7) can be reshaped as
E{E[X|0] YL} = E{E[X|g] E[LIG] Y}
The expression on the right of (15.7) is
E[XYL] =E{E[XL|G]Y}.
It follows that (15.7) is true for all Y € G if and only if
BIX|G] EIL|g] = EIXLIg],

which is the same as (15.6).
For X € G we have

Eg[X] = E[X] = E[XL] = E{X E[L|G]} = E¢ {X E[L|G]} , (15.8)
showing that

dPg
.~ EILI9)- (15.9)

B. Stochastic processes.

To describe the evolution of random phenomena over some time interval [0,7], we
introduce a family F = {ft}ogng of sub-sigmaalgebras of F, where F; represents the
information available at time ¢. More precisely, F; is the set of events whose occurrence
or non-occurrence can be ascertained by time ¢. If no information is ever sacrificed,
we have Fs C F; for s < t. We then say that F is a filtration, and (Q, F, F,P) is called
a filtered probability space.

A stochastic process is a family of r.v.-s, {X;}o<i<r. It is said to be adapted to
the filtration F if X; € F; for each ¢ € [0,T], that is, at any time the current state
(and also the past history) of the process is fully known if we are currently provided
with the information F. An adapted process is said to be predictable if its value at any
time is entirely determined by its history in the strict past, loosely speaking. For our
purposes it is sufficient to think of predictable processes as being either left-continuous
or deterministic.

C. Martingales.
An adapted process X with finite expectation is a martingale if

E[X|F:] = X,

for s < t. The martingale property depends both on the filtration and on the probabil-
ity measure, and when these need emphasis, we shall say that X is martingale (F,P).
The definition says that, “on the average”, a martingale is always expected to remain
on its current level. One easily verifies that, conditional on the present information,
a martingale has uncorrelated future increments. Any integrable r.v. Y induces a
martingale {X;}:>¢ defined by X; = E[Y|F;], a consequence of (15.2).

Abbreviate Py = Px,, introduce

dP,

=%t
T ap,
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and put L = Lr. By (15.9) we have
Ly = E[L|F], (15.10)

which is a martingale (F,P).

D. Counting processes.
As the name suggests, a counting process is a stochastic process N = {N;}o<i<7 that
commences from zero (Ng = 0) and thereafter increases by isolated jumps of size 1
only. The natural filtration of N is FY = {FN}o<i<r, where FI¥ = o{Ny;s < t} is
the history of N by time t. This is the smallest filtration to which N is adapted. The
strict past history of N at time t is denoted by Fi¥..

An FN—predictable process {A¢o<i<r is called a compensator of N if the process
M defined by

Mt = Nt - At (1511)

is a zero mean FYN-martingale. If A is absolutely continuous, that is, of the form

t
At:/ )\sds,
0

then the process A is called the intensity of N. We may also define the intensity
informally by
Aedt =P[dNy = 1| Fi-] = E[dN, | Fe-]

and we sometimes write the associated martingale (15.11) in differential form,
dM; = dNy — A dt. (15.12)

A stochastic integral w.r.t. the martingale M is an F"-adapted process H of the
form

t
H, = H, +/ he dMs (15.13)
0

where Hy is F&¥-measurable and h is an F¥-predictable process such that H is inte-
grable. The stochastic integral is also a martingale.

A fundamental representation result states that every FY martingale is a stochastic
integral w.r.t. M. It follows that every integrable F}¥ measurable r.v. is of the form
(15.13).

If Ht(l) = Hél) +f0t hgl) dM; and Ht(2) = H(gQ) +f0t hf) dM; are stochastic integrals
with finite variance, then an easy heuristic calculation shows that

T
Cov[HY, HP |F] = E U SN ISOW ds|.7-'t} , (15.14)
t

and, in particular,
T
Var[Hr|F:] = E U h2 s dﬂ}}} .
t
H® and H® are said to be orthogonal if they have conditionally uncorrelated in-

crements, that is, the covariance in (15.14) is null. This is equivalent to saying that
HOD H® js o martingale.
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The intensity is also called the infinitesimal characteristic if the counting process
since it entirely determines it probabilistic properties. If A; is deterministic, then N
is a Poisson process. If A\ depends only on N;_, then N; is a Markov process.

A comprehensive textbook on counting processes in life history analysis is [3].

E. The Girsanov transform.
Girsanov’s theorem is a celebrated one in stochastics, and it is basic in mathematical
finance. We formulate and prove the counting process variation:

Theorem (Girsanov). Let N; be a counting process with (F,P)-intensity \¢, and let
Xt be a giwen non-negative F-adapted process such that At =0 if and only if A\ = 0.
Then there exists a probability measure P such that P ~ P and N has (F, I@’)-intensity
Ai. The likelihood process (15.10) is

¢ t
L; = exp (/ (InAs —InAs) dNs + / (As — As) ds) .
0 0

Proof: We shall give a constructive proof, starting from a guessed L in (15.5). Since
L must be strictly positive a.e. (P), a candidate would be L = Lr, where

Lt:exp(/otqbsts—&-/Otwsds)

with ¢ predictable and ¢ adapted.
In the first place, L should be a martingale (F,P). By 1t6’s formula,

dL; = Liidt+ Li_(e® —1)dN;
L <¢t n (e¢f - 1) )\t) dt + Ly (e¢f _ 1) M, .

The representation result (15.13) tells us that to make L a martingale, we must make
the drift term vanish, that is,

Wy = (1 _ e¢f> At (15.15)

whereby
dL; = Ly (e¢f — 1) AM, ,

In the second place, we want to determine ¢; such that the process M given by
dM, = dN; — X dt (15.16)
is a martingale (F,P). Thus, we should have E[M;|F;] = M; or, by (15.6),
E[3LIF.]
TEREAE]
Using the martingale property (15.10) of L, this is the same as

E [Mtqus] — M.L.
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i.e. M.L; should be a martingale (F,P). Since
d(MiLi) = (=Aedt)Le + Mi(e®* —1)Li(—\: dt)
+ <(Mt7 —+ 1)Lt7€¢t — Mthtf)) dNt

= Ledt (fﬂt n em)\t) n ((Mt, F1)Le_e® — Mt,Lt,)) dM, .

we conclude that the martingale property is obtained by choosing ¢; = In e —In Xy
The multivariate case goes in the same way; just replace by vector-valued processes.

15.3 A Markov chain financial market - Intro-
duction

A. Motivation.

The theory of diffusion processes, with its wealth of powerful theorems and model
variations, is an indispensable toolkit in modern financial mathematics. The seminal
papers of Black and Scholes [10] and Merton [32] were crafted with Brownian motion,
and so were most of the almost countless papers on arbitrage pricing theory and its
bifurcations that followed over the past quarter of a century.

A main course of current research, initiated by the martingale approach to arbi-
trage pricing ([24] and [25]), aims at generalization and unification. Today the core
of the matter is well understood in a general semimartingale setting, see e.g. [13].
Another course of research investigates special models, in particular various Levy mo-
tion alternatives to the Brownian driving process, see e.g. [18] and [40]. Pure jump
processes have been widely used in finance, ranging from plain Poisson processes in-
troduced in [33] to quite general marked point processes, see e.g. [8]. And, as a
pedagogical exercise, the market driven by a binomial process has been intensively
studied since it was launched in [12].

The present paper undertakes to study a financial market driven by a continuous
time homogeneous Markov chain. The idea was launched in [39] and reappeared in [19],
the context being limited to modelling of the spot rate of interest. The purpose of the
present study is two-fold: In the first place, it is instructive to see how well established
theory turns out in the framework of a general Markov chain market. In the second
place, it is worthwhile investigating the feasibility of the model from a theoretical as
well as from a practical point of view. Poisson driven markets are accommodated as
special cases.

B. Preliminaries: Notation and some useful results.

Vectors and matrices are denoted by in bold letters, lower and upper case, respectively.
They may be equipped with topscripts indicating dimensions, e.g. A™*™ has n rows
and m columns. We may write A = (ajk)§§§ to emphasize the ranges of the row
index j and the column index k. The transpose of A is denoted by A’. Vectors are
invariably taken to be of column type, hence row vectors appear as transposed. The
identity matrix is denoted by I, the vector with all entries equal to 1 is denoted by
1, and the vector with all entries equal to 0 is denoted by 0. By Djzl,m,n(aj)7 or
just D(a), is meant the diagonal matrix with the entries of @ = (a',...,a™)" down
the principal diagonal. The n-dimensional Euclidean space is denoted by R™, and the
linear subspace spanned by the columns of A™*™ is denoted by R(A).
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A diagonalizable square matrix A™*™ can be represented as
n
A=®Dj_1  .(p)® ' = Z pip;P (15.1)
j=1

where the ¢; are the columns of $"*" and the 1/:3 are the rows of ®~'. The p; are

the eigenvalues of A, and ¢; and 1/:9 are the corresponding right and left eigenvectors,
respectively. Eigenvectors (right or left) corresponding to eigenvalues that are distin-
guishable and non-null are mutually orthogonal. These results can be looked up in
e.g. [30].

The exponential function of A™*™ is the n x n matrix defined by

[e')

1 o L
exp(A) =) HAP =@Djo1n(¢”) R =) ), (15.2)
! —

p=0

where the last two expressions follow from (15.1). The matrix exp(A) has full rank.

If A™*" is positive definite symmetric, then (;,{,), = ¢7A{, defines an inner
product on R™. The corresponding norm is given by ||€]|, = (¢, C)}X/QA If F**™ has
full rank m (< n), then the (-, -),-projection of ¢ onto R(F) is

¢r =Pr(, (15.3)
where the projection matrix (or projector) Pg is
Pr = F(F'AF) 'F'A. (15.4)
The projection of ¢ onto the orthogonal complement R(F)l is
Crr =C¢—Crp=(I-Pr).
Its squared length, which is the squared (-, -),-distance from ¢ to R(F), is
I¢elA = ICIA — I<rlR = AT - Pr)C. (15.5)

The cardinality of a set ) is denoted by |Y|. For a finite set it is just its number
of elements.

15.4 The Markov chain market

A. The continuous time Markov chain.
At the base of everything (although slumbering in the background) is some probability
space (2, F,P).

Let {Y:}i>0 be a continuous time Markov chain with finite state space Y =
{1,...,n}. We assume that it is time homogeneous so that the transition probabilities

plF =PYop = k| Y. =]

depend only on the length of the transition period. This implies that the transition
intensities
, pik
MF = lim & | (15.1)
t\O0 ¢
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j # k, exist and are constant. To avoid repetitious reminders of the type “j, k € )7,
we reserve the indices j and k for states in ) throughout. We will frequently refer to

V= {k;N* >0},

the set of states that are directly accessible from state j, and denote the number of
such states by

n’ =Y.
Put
AT — )\ = Z A7k
kikeyd
(minus the total intensity of transition out of state j). We assume that all states

intercommunicate so that p{k > 0 for all §,k (and ¢ > 0). This implies that n’ > 0 for
all j (no absorbing states). The matrix of transition probabilities,

P, = (p]"),

and the infinitesimal matrix, _

A= ()‘Jk) ’
are related by (F.41), which in matrix form reads A = limy\ o +(P; —I), and by the
backward and forward Kolmogorov differential equations,

%Pt — P,A — AP, (15.2)

Under the side condition Po = I, (15.2) integrates to
P; = exp(At). (15.3)

In the representation (15.2),
P, =®Djo, (") =) e'g ), (15.4)
j=1

the first (say) eigenvalue is p1 = 0, and corresponding eigenvectors are ¢; = 1 and
= (p',...,p") = lim oo(pl’,...,pl"), the stationary distribution of Y. The

remaining eigenvalues, pa, ..., pn, are all strictly negative so that, by (15.4), the tran-

sition probabilities converge exponentially to the stationary distribution as ¢ increases.
Introduce

Il =1[y; = j], (15.5)

the indicator of the event that Y is in state j at time ¢, and
N*=|{s5;0<s<t, Yso =3, Ys =k}, (15.6)

the number of direct transitions of ¥ from state j to state k € J7 in the time interval
(0,t]. For k ¢ J’ we define N7* = 0. Taking Y to be right-continuous, the same goes
for the indicator processes I’ and the counting processes N7%. As is seen from (15.5),
(15.6), and the obvious relationships

Y, =Y g4I, =L+ (N7 —-N"),
J kik#j
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the state process, the indicator processes, and the counting processes carry the same
information, which at any time ¢ is represented by the sigma-algebra F} = o{Ys;0 <
s < t}. The corresponding filtration, denoted by F¥ = {F} };>0, is taken to satisfy
the usual conditions of right-continuity (F: = Nu>+Fw) and completeness (Fo contains
all subsets of P-nullsets), and Fo is assumed to be the trivial (§,Q). This means,
essentially, that Y is right-continuous (hence the same goes for the I and the Njk)
and that Yy deterministic.
The compensated counting processes M7%, j # k, defined by

dM7* = dN7* — I N* dt (15.7)

and Mgk = 0, are zero mean, square integrable, mutually orthogonal martingales w.r.t.
(FY,P).

We now turn to the subject matter of our study and, referring to introductory
texts like [9] and [43], take basic notions and results from arbitrage pricing theory as
prerequisites.

B. The continuous time Markov chain market.
We consider a financial market driven by the Markov chain described above. Thus, Y;
represents the state of the economy at time ¢, Fy represents the information available
about the economic history by time ¢, and FY represents the flow of such information
over time.

In the market there are m + 1 basic assets, which can be traded freely and friction-
lessly (short sales are allowed, and there are no transaction costs). A special role is
played by asset No. 0, which is a “locally risk-free” bank account with state-dependent

interest rate
v, o
re=r1t= E I,
J

where the state-wise interest rates v/, j = 1,...,n, are constants. Thus, its price

process is
t ot
B; = exp (/ rsds) = exp (ZT‘J/ Igds> ,
0 7 0

dBt = BtTtdt = BtZ’f‘jIg dt
J

with dynamics

(Setting Bo = 1 a just a matter of convention.)
The remaining m assets, henceforth referred to as stocks, are risky, with price
processes of the form

Si = exp Za”/o I’ ds+Z Zﬂ”’“Ng’“ , (15.8)
J J kelyd

i=1,...,m, where the ¥ and 8%% are constants and, for each 7, at least one of the
B89* is non-null. Thus, in addition to yielding state-dependent returns of the same
form as the bank account, stock No. ¢ makes a price jump of relative size

,yijk — exp (ﬁijk> _1
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upon any transition of the economy from state j to state k. By the general Ito’s
formula, its dynamics is given by

as; = Si_ | Y a"rdt+d " Y A7RdNT* | (15.9)
J

J keYi

_ Taking the bank account as numeraire, we introduce the discounted stock prices
St = S;{/B:,i=0,...,m. (The discounted price of the bank account is By = 1, which
is certainly a martingale under any measure). The discounted stock prices are

Si=exp | (a¥ —rf)/ Hds+Y > p7"N*|, (15.10)
0

J J keyi
with dynamics
dS; =8 | @7 =) dt+ Y 3 yhangt | (15.11)
J J keYi

1=1,...,m.

We stress that the theory we are going to develop does not aim at explaining
how the prices of the basic assets emerge from supply and demand, business cycles,
investment climate, or whatever; they are exogenously given basic entities. (And God
said “let there be light”, and there was light, and he said “let there also be these
prices”.) The purpose of the theory is to derive principles for consistent pricing of
financial contracts, derivatives, or claims in a given market.

C. Portfolios.
A dynamic portfolio or investment strategy is an m + 1-dimensional stochastic process

0y = (n:,€1)

where 7; represents the number of units of the bank account held at time ¢, and the
i-th entry in
&= (&, &

represents the number of units of stock No. ¢ held at time ¢. As it will turn out, the
bank account and the stocks will appear to play different parts in the show, the latter
being the more visible. It is, therefore, convenient to costume the two types of assets
and their corresponding portfolio entries accordingly. To save notation, however, it is
useful also to work with double notation

0, =(07,...,07"),
with 00 =n:, 01 = £ i=1,...,m, and work with
Sy =(SY,...,8"), Sy =B8:.

The portfolio 0 is adapted to FY (the investor cannot see into the future), and the
shares of stocks, £, must also be FY-predictable (the investor cannot, e.g. upon a
sudden crash of the stock market, escape losses by selling stocks at prices quoted just
before and hurry the money over to the locally risk-free bank account.)
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The value of the portfolio at time ¢ is

VY =mBi+ Y &Si =nBi + &S = 0,S]

=0

Henceforth we will mainly work with discounted prices and values and, in accor-
dance with (15.10), equip their symbols with a tilde. The discounted value of the
portfolio at time ¢ is

Vi=n+€S8,=0,S;. (15.12)

The strategy 0 is self-financing (SF) if dV)Y = 0} dS; or, equivalently,

AV =6,dS; =) _ & dS; . (15.13)

i=1

We explain the last step: Put Y; = B ! a continuous process. The dynamics of the
discounted prices S} = Y;S} is then dS; = dY;S; + Y;: dS}. Thus, for V? = YV, VY, we
have

AV = dY, V¥ + Y, dV{ = dY, 0} S} + Y0} dS} = 0 (dY:S] + Y. dS;]) = 6, dS; ,

hence the property of being self-financing is preserved under discounting.
The SF property says that, after the initial investment of V¢, no further investment
inflow or dividend outflow is allowed. In integral form:

t t
V8=V + / 0 dST =V + / ¢ dS. . (15.14)
0 0

Obviously, a constant portfolio 8 is SF; its discounted value process is V¥ = 6’ S;,
hence (15.13) is satisfied. More generally, for a continuous portfolio 8 we would have
df/t(ﬂ) = d@’ S; + 0, dS?, and the self-financing condition would be equivalent to the a
budget constraint d@} S; = 0, which says that any purchase of assets must be financed
by a sale of some other assets. We urge to say that we shall typically be dealing with
portfolios that are not continuous and, in fact, not even right-continuous so that “d@.”
is meaningless (integrals with respect to the process 6 are not well defined).

D. Absence of arbitrage.
An SF portfolio 8 is called an arbitrage if, for some ¢t > 0,

V09<0 and VtQZO a.s. P,

or, equivalently, 3 .
Voe <0 and Vte >0 as. P.

A basic requirement on a well-functioning market is the absence of arbitrage. The
assumption of no arbitrage, which appears very modest, has surprisingly far-reaching
consequences as we shall see.

A martingale measure is any probability measure P that is equivalent to P and
such that the discounted asset prices g,’{ are martingales (F,If”) The fundamental
theorem of arbitrage pricing says: If there exists a martingale measure, then there is
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no arbitrage. This result follows from easy calculations starting from (15~.14): Forming
expectation E under P and using the martingale property of S* under P, we find

¢
BIV) =V + B € a8 =7
0
(the stochastic integral is a martingale). It is seen that arbitrage is impossible.
We return now to our special Markov chain driven market. Let
A= (V)

be an infinitesimal matrix that is equivalent to A in the sense that A* = 0 if and only
if M’* = 0. By Girsanov’s theorem, there exists a measure ]13’7 equivalent to P, under
which Y is a Markov chain with infinitesimal matrix A. Consequently, the processes
M* j=1,...,n, ke )’ defined by

dM7* = dN7* — 7N dt (15.15)

and Mg’“ = 0, are zero mean, mutually orthogonal martingales w.r.t. (FY, Iﬁ’) Rewrite
(15.11) as

a5 =5 |5 [0 v+ 3 45 | ae Y Y vt |, (5.6)
J keyi J keyi

i=1,...,m. The discounted stock prices are martingales w.r.t. (F¥ P) if and only if
the drift terms on the right vanish, that is,

ol i 1 3T R — g, (15.17)
keyi
j=1,...,n,i=1,...,m. From general theory it is known that the existence of such

an equivalent martingale measure P implies absence of arbitrage.
The relation (15.17) can be cast in matrix form as

P1—a’ =N, (15.18)

j=1,...,n, where 1 is m x 1 and

. iy . o\ keVI < oy
W o) om= ()Y Mo
i=1 m i=1,....m key?

.....

The existence of an equivalent martingale measure is equivalent to the existence of a

solution A’ to (15.18) with all entries strictly positive. Thus, the market is arbitrage-
free if (and we can show only if) for each j, 71 — @ is in the interior of the convex
cone of the columns of TV.

Assume henceforth that the market is arbitrage-free so that (15.16) reduces to

dsi = Sz’_z Z ~IR AN (15.19)
J keyi

where the M7* defined by (15.15) are martingales w.r.t. (FYP) for some measure P
that is equivalent to P.



CHAPTER 15. FINANCIAL MATHEMATICS IN INSURANCE 225

Inserting (15.19) into (15.13), we find that 6 is SF if and only if
~ m o~ P ~
vl =3 > Y &Sy tang”, (15.20)
J keyii=1

implying that V? is a martingale w.r.t. (FY,]@) and, in particular,
Ve =E[VE|F). (15.21)
Here E denotes expectation under P. (Note that the tilde, which in the first place was
introduced to distinguish discounted values from the nominal ones, is also attached
to the equivalent martingale measure and certain related entities. This usage is moti-

vated by the fact that the martingale measure arises from the discounted basic price
processes, roughly speaking.)

E. Attainability.

A T-claim is a contractual payment due at time T. Formally, it is an Fx -measurable
random variable H with finite expected value. The claim is attainable if it can be
perfectly duplicated by some SF portfolio 6, that is,

Vi=H. (15.22)

If an attainable claim should be traded in the market, then its price must at any
time be equal to the value of the duplicating portfolio in order to avoid arbitrage.
Thus, denoting the price process by m: and, recalling (15.21) and (15.22), we have

7o =VY =E[H|F], (15.23)
or
m =T [e—J'tT*H‘ ]—"t] 4 (15.24)

By (15.23) and (15.20), the dynamics of the discounted price process of an attain-
able claim is

7 =Y Y S €Sl it (15.25)

J keyi i=1

F. Completeness.
Any T-claim H as defined above can be represented as

T . -~
H = E[H] +/ SN ran, (15.26)
O j keyi

where the C{ k are FY-predictable and integrable processes. Conversely, any random
variable of the form (15.26) is, of course, a T-claim. By virtue of (15.22), and (15.20),
attainability of H means that

T
i = vgu/ v’
0]

= W [ Y Yas (15.27)
0

J keyi i
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Comparing (15.26) and (15.27), we see that H is attainable iff there exist predictable
processes &t , . .., &M such that

Z&SF =",

for all j and k € Y?. This means that the n’-vector
j ik
Ci = (Cg )keyj
is in R(TY").
The market is complete if every T-claim is attainable, that is, if every n’-vector is

in R(TY'). This is the case if and only if rank(TV) = n?, which can be fulfilled for each
j only if m > max; n;.

15.5 Arbitrage-pricing of derivatives in a com-
plete market

A. Differential equations for the arbitrage-free price.
Assume that the market is arbitrage-free and complete so that prices of T-claims are
uniquely given by (15.23) or (15.24).

Let us for the time being consider a T-claim of the form

H = h(Yr,S8%). (15.1)
Examples are a European call option on stock No. ¢ defined by H = (Sl} - K)t, a
caplet defined by H = (rr — g)T = (T — ¢g) ", and a zero coupon T-bond defined by
H=1
For any claim of the form (15.1) the relevant state variables involved in the condi-
tional expectation (15.24) are t,Y:, Sf, hence m; is of the form

mo=Y I f(t55), (15.2)
=1
where the
fit,s)=E [e_ftTTH‘ Yi=34, S =s (15.3)

are the state-wise price functions. ~
The discounted price (15.23) is a martingale w.r.t. (FY,P). Assume that the
functions f7(¢,s) are continuously diferentiable. Using Ité on

fr=e 0N IS, (15.4)
=1
we find
) . | B
e Zﬂ( VLS + 2 (LS + i8St ‘J) "

e ST ST (S (2 — (8,5 ) ang

J keYi
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= el ZV( rd f3(t,S5) + f’(t St)+—ff(t SHSLat

£ Y0 LS ) — (SN

keyi

YD ( (t, S 1+v“j’“))—fj(t7sf,)) PIVELS (15.5)

Jj keyi

By the martingale property, the drift term must vanish, and we arrive at the non-
stochastic partial differential equations

1 fi(t,5) + o 7 (65) + o 1, 5)sa

+3 ( (t, s(1+~%)) — ff(t,s)) N* =0, (15.6)
keyi
j=1,...,n, which are to be solved subject to the side conditions
FI(T,s) = h(j,s), (15.7)

j=1...,n
In matrix form, with

R=D;_1...(7), A'=Dj1.  n(a"),

and other symbols (hopefully) self-explaining, the differential equations and the side
conditions are

9 gt 5) + sA D5 (t,5) + A (L s(1 4+ 7)) = 0, (15.8)

—Rf(t,s) + 5 s

f(T,s) = h(s). (15.9)

B. Identifying the strategy.
Once we have determined the solution f7 (t,s), 7 =1,...,n, the price process is known
and given by (15.2).

The duplicating SF strategy can be obtained as follows. Setting the drift term to
0 in (15.5), we find the dynamics of the discounted price;

= eSS (PS4 — £ SE)) it (15.10)
J keyi

Identifying the coefficients in (15.10) with those in (15.25), we obtain, for each state
j, the equations

Zasﬁf PS4 = P S, (15.11)

k € Y9. The solution & = (&,7)i=1...m (say) certainly exists since rank(I'’) < m, and
it is unique iff rank(I'V) = m. Furthermore, it is a function of ¢ and S;_ and is thus
predictable. This simplistic argument works on the open intervals between the jumps
of the process Y, where dM;" = —I7\* dt. For the dynamics (15.10) and (15.25) to
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be the same also at jump times, the coefficients must clearly be left-continuous. We

conclude that .
€t = Z [g_Et s
=1

which is predictable.
Finally, n is determined upon combining (15.12), (15.23), and (15.4):

e iy (zgfmsf) 1 zgzvfsz) |

j=1 i=1

C. The Asian option.
As an example of a path-dependent claim, let us consider an Asian option, which

+
essentially is a 7T-claim of the form H = (fOT Stdr — K) , where K > 0. The price

process is
- T T +
m = E e*fﬂ(/ Sf.deK) Fr
0
= > If (usf,/ Sfdr)7
j=1 0
where
) . . T +
fj(t787u) = K e_ft 7"(/ Sﬁ—‘,—u—K) K:],szs .
t

The discounted price process is

ﬁt:e_féerIgfj (t,Sf,/ Sﬁ) .
Jj=1 0

We obtain partial differential equations in three variables.
The special case K = 0 is simpler, with only two state variables.

D. Interest rate derivatives.

A particularly simple, but still important, class of claims are those of the form H =
h(Yr). Interest rate derivatives of the form H = h(rr) are included since rr = r¥7.
For such claims the only relevant state variables are ¢ and Y%, so that the function in
(15.3) depends only on ¢ and j. The equation (15.6) reduces to

d o o
A D DY G AR (15.12)
keyJ
and the side condition is (put h(j) = h?)
f=1n. (15.13)

In matrix form,
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subject to
fr=h.

The solution is
f, = exp{(A = R)(T — t)}h. (15.14)

It depends on t and 7" only through 7" — ¢.

In particular, the zero coupon bond with maturity 7' corresponds to h = 1. We
will henceforth refer to it as the T-bond in short and denote its price process by p(t,T')
and its state-wise price functions by p(t,T) = (p?(t,T))j=1,....n;

p(t,T) = exp{(A — R)(T — t)}1. (15.15)

For a call option on a U-bond, exercised at time T' (< U) with price K, h has
entries b/ = (p? (T,U) — K)*.
In (15.14) — (15.15) it may be useful to employ the representation shown in (15.2),

exp{(A—R)(T —t)} =®Dj=1,_ (e’ T )", (15.16)

say.

15.6 Numerical procedures

A. Simulation.

The homogeneous Markov process {Y:}ic[o,7) is simulated as follows: Let K be the
number of transitions between states in [0, 7], and let T4,...,Tk be the successive
times of transition. The sequence {(Tn, Y7, ) }n=o,..., Kk is generated recursively, starting
from the initial state Yy at time Tp = 0, as follows. Having arrived at 75, and Yr,,
generate the next waiting time T,,+1 — T, as an exponential variate with parameter
Av,,. (e.g. —In(Un)/Ay,., where U, has a uniform distribution over [0, 1]), and let the
new state Yr be k with probability Ay, x/Ay,.. Continue in this manner K + 1

n+1
times until Tx < 7T < Tk+1.

B. Numerical solution of differential equations.

Alternatively, the differential equations must be solved numerically. For interest rate
derivatives, which involve only ordinary first order differential equations, a Runge
Kutta will do. For stock derivatives, which involve partial first order differential equa-
tions, one must employ a suitable finite difference method, see e.g. [46].

15.7 Risk minimization in incomplete markets

A. Incompleteness.

The notion of incompleteness pertains to situations where a contingent claim cannot
be duplicated by an SF portfolio and, consequently, does not receive a unique price
from the no arbitrage postulate alone.

In Paragraph 15.4F we were dealing implicitly with incompleteness arising from a
scarcity of traded assets, that is, the discounted basic price processes are incapable of
spanning the space of all martingales w.r.t. (FY,]?’) and, in particular, reproducing
the value (15.26) of every financial derivative (function of the basic asset prices).
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Incompleteness also arises when the contingent claim is not a purely financial
derivative, that is, its value depends also on circumstances external to the financial
market. We have in mind insurance claims that are caused by events like death or fire
and whose claim amounts are e.g. inflation adjusted or linked to the value of some
investment portfolio.

In the latter case we need to work in an extended model specifying a basic prob-
ability space with a filtration F = {F;};>0 containing FY and satisfying the usual
conditions. Typically it will be the natural filtration of ¥ and some other process
that generates the insurance events. The definitions and conditions laid down in Para-
graphs 15.4C-E are modified accordingly, so that adaptedness of n and predictability
of & are taken to be w.r.t. (F,P) (keeping the symbol P for the basic probability
measure), a T-claim H is Fr measurable, etc.

B. Risk minimization.
Throughout the remainder of the paper we will mainly be working with discounted
prices and values without any other mention than the notational tilde. The reason is
that the theory of risk minimization rests on certain martingale representation results
that apply to discounted prices under a martingale measure. We will be content to
give just a sketchy review of some main concepts and results from the seminal paper
of Féllmer and Sondermann [21].

Let H be a T-claim that is not attainable. This means that an admissible portfolio
0 satisfying

Vi=H

cannot be SF. The cost, C‘f , of the portfolio by time t is defined as that part of the
value that has not been gained from trading:

t
Cf:vff/ ¢.dS, .
0
The risk at time ¢ is defined as the mean squared outstanding cost,

Ro=E (04 -0

7-}} . (15.1)

By definition, the risk of an admissible portfolio 0 is

T
ﬁ:EkaWf/sﬂ$f
t

7.

which is a measure of how well the current value of the portfolio plus future trading
gains approximates the claim. The theory of risk minimization takes this entity as
its object function and proves the existence of an optimal admissible portfolio that
minimizes the risk (15.1) for all ¢ € [0,T]. The proof is constructive and provides a
recipe for how to actually determine the optimal portfolio.

One sets out by defining the intrinsic value of H at time ¢ as

VA =R[H|F].

Thus, the intrinsic value process is the martingale that represents the natural current
forecast of the claim under the chosen martingale measure. By the Galchouk-Kunita-
Watanabe representation, it decomposes uniquely as

t !’ -~
v =IE[H]+/ eras, + L,
0
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where L is a martingale w.r.t. (F, ]@) which is orthogonal to S. The portfolio 8 de-
fined by this decomposition minimizes the risk process among all admissible strategies.

The minimum risk is "
RI=E& {/ d(L7y,
t

7.

C. Unit-linked insurance.
As the name suggests, a life insurance product is said to be unit-linked if the benefit
is a certain predetermined number of units of an asset (or portfolio) into which the
premiums are currently invested. If the contract stipulates a minimum value of the
benefit, disconnected from the asset price, then one speaks of unit-linked insurance
with guarantee. A risk minimization approach to pricing and hedging of unit-linked
insurance claims was first taken by Mgller [34], who worked with the Black-Scholes-
Merton financial market. We will here sketch how the analysis goes in our Markov
chain market, which conforms well with the life history process in that they both are
intensity-driven.

Let T, be the remaining life time of an x years old who purchases an insurance at
time 0, say. The conditional probability of survival to age x 4 u, given survival to age
z+t(0<t<u),is

wetDait =P[Ty > u|Tp > t] = e Ji potsds (15.2)
where i, is the mortality intensity at age y. We have
du—tPott = u—tPot+t fhatt dt . (15.3)
Introduce the indicator of survival to age = + ¢,
I = 1T, > ],
and the indicator of death before time t,
Ne=1T, <t]=1-I+.

The process N; is a (very simple) counting process with intensity It piz+¢, that is, M
given by

th = dNt — [t Ma+t dt (154)

is a martingale w.r.t. (F,P). Assume that the life time T, is independent of the
economy Y. We will work with the martingale measure P obtained by replacing the
intensity matrix A of ¥ with the martingalizing A and leaving the rest of the model
unaltered.

Consider a unit-linked pure endowment benefit payable at a fixed time 7', contin-
gent on survival of the insured, with sum insured equal to one unit of stock No. ¢, but
guaranteed no less than a fixed amount g. This benefit is a contingent 7T-claim,

H=(S+Vg)lr.

The single premium payable as a lump sum at time 0 is to be determined.
Let us assume that the financial market is complete so that every purely financial
derivative has a unique price process. Then the intrinsic value of H at time ¢ is

H -
Vit = me Ly 7—tPatt
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where 7; is the discounted price process of the derivative S% V g.
Using Ité and inserting (15.4), we find

thH = dfe Li— 7—tPaott + Tt Li— 7—tPatt phott dt + (0 — Te— 7—tDate) ANy
= dm [i— T—tPx+t — Te— T—tPx+t dM; .

It is seen that the optimal trading strategy is that of the price process of the sum
insured multiplied with the conditional probability that the sum will be paid out, and
that

deI = —T—tPx+t ﬁ't_ th .

Consequently,

T
Rf = / T_spi+SE[7~r§].7:t] s—tDott Hots dS
t

T
- T,tpm/ E [#3]| Fi] 7—sPats fatsds. (15.5)
t

15.8 Trading with bonds: How much can be
hedged?

A. A finite zero coupon bond market.
Suppose an agent faces a contingent T-claim and is allowed to invest only in the bank
account and a finite number m of zero coupon bonds with maturities T3, i = 1,...,m,
all post time T'. For instance, regulatory constraints may be imposed on the investment
strategies of an insurance company. The question is, to what extent can the claim be
hedged by self-financed trading in these available assets?

An allowed SF portfolio has discounted value process ‘7;9 of the form

AV =% &y > (0" T) — F (4, T))dM]" =y d(MG)'FiE,

=1 J keyi J

where & is predictable, 1\71{ g (Mg k)k@jj is thej@j -dimensional row vector comprising
the non-null entries in the j-th row of M; = (M7*), and

F/ =Y'F,
where

F: = (ﬁj (t7Tl));zll”:zn = (f)(t7T1)7 o 7f)(t7Tm)) ) (15'1)

.....

and Y7 is the n/ x n matrix which maps F; to (§*(t,T}) — ﬁj(t,Ti))E;‘j“’mA If e.g.
V" ={1,...,p}, then Y" = (IP*P  op*(n—p=1 = _3px1)

The sub-market consisting of the bank account and the m zero coupon bonds is
complete in respect of T-claims iff the discounted bond prices span the space of all
martingales w.r.t. (F¥,P) over the time interval [0, 7]. This is the case iff, for each j,
rank(FJ) = n’. Now, since Y’ obviously has full rank 77, the rank of F? is determined
by the rank of F; in (15.1). We will argue that, typically, F; has full rank. Thus,
suppose ¢ = (c1,...,Cm)" is such that

FtC = 0”X1 .
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Recalling (15.15), this is the same as
Z ciexp{(A—R)T;}1 =0,
i=1

or, by (15.16) and since @ has full rank,

m .
Do (D ce” d 1 =0. (15.2)
i=1

Since ®~! has full rank, the entries of the vector ®~'1 cannot be all null. Typically
all entries are non-null, and we assume this is the case. Then (15.2) is equivalent to

ZcieﬁjTi =0, gj=1,...,n. (15.3)
i=1

Using the fact that the generalized Vandermonde matrix has full rank, we know that
(15.3) has a non-null solution c if and only if the number of distinct eigenvalues 7 is
less than m, see Section 15.9 below.

In the case where rank(F? ) < n? for some j we would like to determine the
Galchouk-Kunita-Watanabe decomposition for a given Fx -claim. The intrinsic value
process has dynamics

i =3 S crantt = 3 Ay ¢l (15.4)
J keyi J

We seek a decomposition of the form

dv, = > Gdp(t, )+ > it amit
i J keyi
= Y > D &E T) - F T A" + Y Y wltdit
J jeyi i J keyi

> dM)FIE] + ) d(MY) p]
J J
such that the two martingales on the right hand side are orthogonal, that is,

DI Y (FiE) Nyl =0,

J keyi
where A7 = D(S\j). This means that, for each j, the vector ¢7 in (15.4) is to be
decomposed into its (, )4, projections onto R(F?) and its orthocomplement. From
(15.3) and (15.4) we obtain o o

Fi& =Pi(y,

where

P!~ FI(F/ AR A,
hence

& = (FI'AF))'FIAC. (15.5)
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Furthermore,
1=@-P)¢, (15.6)

and the risk is

/t : Dopit Do N ds. (15.7)

keyi

The computation goes as follows: The coefficients ¢?* involved in the intrinsic value
process (15.4) and the state-wise prices p’(t,T;) of the T;-bonds are obtained by si-
multaneously solving (15.6) and (15.12), starting from (15.9) and (15.12), respectively,
and at each step computing the optimal trading strategy & by (15.5) and the v from
(15.6), and adding the step-wise contribution to the variance (15.7) (the step-length
times the current value of the integrand).

B. First example: The floorlet.
For a simple example, consider a 'floorlet” H = (r* — r7)", where T' < min; T;. The
motivation could be that at time 7" the insurance company will ascribe interest to the
insured’s account at current interest rate, but not less than a prefixed guaranteed rate
r*. Then H is the amount that must be provided per unit on deposit and per time
unit at time 7.

Computation goes by the scheme described above, with the C,f k= f;’“ - ft] obtained

from (15.12) subject to (15.13) with A/ = (r* — ri)T.

C. Second example: The interest guarantee in insurance.

A more practically relevant example is an interest rate guarantee on a life insurance
policy. Premiums and reserves are calculated on the basis of a prudent so-called first
order assumption, stating that the interest rate will be at some fixed (low) level r*
throughout the term of the insurance contract. Denote the corresponding first order
reserve at time ¢ by V;*. The (portfolio-wide) mean surplus created by the first order
assumption in the time interval [t,t+dt) is (r* —r:) T ¢piV;* dt. This surplus is currently
credited to the account of the insured as dividend, and the total amount of dividends
is paid out to the insured at the term of the contracts at time 7. Negative dividends
are not permitted, however, so at time 1" the insurer must cover

T fTr * 4+ kyx
H = els "(r* —rs) spr Vs ds.
0
The intrinsic value of this claim is
~ ~ T (S
H = E {/ e o — )t piVEds ft}
0

¢ o
= / e_J“T(r*—rs)+ PRV ds+e Jor E Il fl,
0 .
J

where the ftj are the state-wise expected values of future guarantees, discounted at
time t,

T
fi=E [/ efftsr(r* — )T iV ds

t

vi=il .
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Working along the lines of Section 15.5, we determine the fg by solving
TN A GRS B DR AR DY
keyi
subject to
fi=0. (15.8)
The intrinsic value has dynamics (15.4) with ¢/* = ff — f7.

From here we proceed as described in Paragraph A.

D. Computing the risk.
Constructive differential equations may be put up for the risk. As a simple example,
for an interest rate derivative the state-wise risk is

2
R = / Zp Agk( 3’“) dr.
kik#g
Differentiating this equation, we find
G == 3 W z > ()
T pr t T T,
ksk#j kik#g
and, using the backward version of (15.2),
ps t— Z A]hp +)‘]p%gt7
h;h#j

we arrive at
—RJ =- > N (1/)Jk> - > N'R{+XN'R].

kik#3j kik#j

15.9 The Vandermonde matrix in finance

A. The Vandermonde matrix.
Let A, denote the generic n x n matrix of the form

0B j=1,...,n
A = () : (15.1)

i=1,...,n
where a1, ...,a, and B1,..., B, are reals. This is a classic in matrix theory, known as
Bj

the generalized Vandermonde matriz (usually its elements are written in the form z;
with z; > 0). It is well known that it is non-singular iff all «; are different and all ﬁ]
are different, see Gantmacher [22] p. 87.

B. Purpose of the study.
The matrix A, in (15.1) and its close relative

i=1,...,
A, —1,1, = (eaiﬁj _ 1)’ " (15.2)
i

i=1,...,n
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arise naturally in zero coupon bond prices based on spot interest rates driven by certain
homogeneous Markov processes. It turns out that, in such bond markets, the issue
of completeness is closely related to the rank of the two archetype matrices. Roughly
speaking, non-singularity of matrices of types (15.1) or (15.2) ensures that any simple
T-claim can be duplicated by a portfolio consisting of the risk-free bank account and a
sufficiently large number of zero coupon bonds. The non-singularity results are proved
in Section 15.10, and applications to bond markets are presented in Section 15.11.

15.10 Two properties of the Vandermonde ma-
trix

A. The main result.

We take the opportunity here to provide a short proof of the quoted result on non-
singularity of the Vandermonde matrix in (15.1), and will supply a similar result about
its relative defined in (15.2).

Theorem

() If the a; are all different and the B; are all different, then A, is non-singular.

(ii) If, furthermore, the o; and the 3; are all different from 0, then A, — 1,1}, is
non-singular.

Proof: The proof goes by induction. Let H, be the hypothesis stated in the two items
of the lemma. Trivially, H; is true. Assuming that H,_; is true, we need to prove
H,.

Addressing first item (i) of the the hypothesis, it suffices to prove that det(A,) # 0.
Recast this determinant as

e(al_an)ﬁl . . . e(al—an)ﬁn
det(An) = (H 6anﬁj> det _ _
=t elan—1—an)B . lan—1—an)Bn
1 A 1
n n—1 A 1
= H el el@imon)Bn | et ( ot ot ) (15.1)
j=1 i=1 n—1 1
where
j=1,...,n—1
An71 = <€(ai7an)(ﬂj7ﬁ’ﬂ-)> . (152)
i=1,...,n—1

The determinant appearing in (15.1) remains unchanged upon subtracting the n-th
row of the matrix from all other rows, which gives

An—l ln—l _ An—l - ln—l 1%—1 On—l
det ( 1, 1 ) = det ( 1, 1
= det (An—1— 111, ). (15.3)
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Now, since the «; are all different and also the 3; are all different, the matrix A,_1
in (15.2) is of the form required in item (ii) of the lemma and so, by the assumed
hypothesis Hy,—1, det(A,_1 — 1,_11},_;) # 0. It follows from (15.1) and (15.3) that
det(A,) # 0, hence item (i) of H, holds true.

Next, we turn to item (ii) of H,. Preparing for an ad absurdum argument, assume
that A, is as specified in item (ii) of the lemma and that A, —1,1;, is singular. Then
there exists a vector ¢ = (c1,...,cn)" # 0, such that

A,c=1,1,c. (15.4)
Introducing the function
n
fla) =3 e,
j=1
and putting ag = 0, we can spell out (15.4) as

flao) = flar) = -+ = flan), (15.5)

that is, f assumes the same value at n+ 1 distinct values of a. Since f is continuously
differentiable, Rolle’s theorem implies that the derivative f’ of f is 0 at n distinct
values af, ..., a; (say) of a. Now,

flla) =" ¢;B;e%%
j=1
and since some c; are different from 0 and all 3; are different from 0, it follows that
Jj=1,..., n

the matrix A, = (eajﬁj> should be singular. This contradicts the previously

i=1,..., n
established item (i) under H,, showing that the assumed singularity of A, — 1,1/, is
absurd. We conclude that also item (ii) of H, holds true. O

B. Remarks.

In fact, if on < - < oy and B1 < --- < Bn, then det(A,) > 0 (see [22]). If we take
this fact for granted, (15.1) and (15.3) show that also det(A, — 1,1},) > 0, implying
that the latter is non-singular under the hypothesis of item (ii) in the theorem. The
sign of a general Vandermonde determinant is, of course, the product of the signs of
the row and column permutations needed to order the «; and the 3; by their size.

15.11 Applications to finance

A. Zero coupon bond prices.

A zero coupon bond with maturity 7', or just T-bond in short, is the simple contingent
claim of 1 at time 7. Taking an arbitrage-free financial market for granted, the price

process {p(t,T)}+c(o,7) of the T-bond is

p(t,T) =E [e_ [ du

ft} : (15.1)

where E denotes expectation under some martingale measure, and F; is the information
available at time t.
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We will provide some examples where the results in Section 15.10 are instrumental
for establishing linear independence of price processes of bonds with different maturi-
ties. The issue is non-trivial only in cases where the bond prices are governed by more
than one source of randomness, of course, so we have to look into cases where the spot
rate of interest is driven by more than one martingale.

B. Markov chain interest rate.
Referring to Chapter 7, let us model the spot rate of interest {r:}:>0 as a continuous
time, homogeneous, recurrent Markov chain with finite state space {rl, st

We are working under some martingale measure given by an infinitesimal matrix
A= (S\Jk) of the Markov chain, that is, the transition intensities are S\jk, j # k, and
N =— Zk;k# N*. The price at time ¢ < T of a zero coupon bond with maturity 7'
is

p(t,T) = P’ (t,T),
j=1

where I} = 1[r; = 7] and

The vector of state-wise prices,
p(t,T) = (0" (t,T)) =1,
is given by (15.15),
p(t,T) = exp{(A — R)(T — t)}1 = & Diag(e” ") w1

where R = Diag(r/) is the n x n diagonal matrix with the entries 7/ down the prin-
cipal diagonal, 1 is the n-vector with all entries equal to 1, 57, j = 1,...,n, are the
cigenvalues of A — R, and ® and ¥ are the n x n matrices formed by the right and
left eigenvectors, respectively.
The price processes of m zero coupon bonds with maturities 77 < --- < T), are
linearly independent only if the matrix
(6ﬁjTi)j:1,m,n

1=

has rank m. From item (i) in the theorem in Paragraph 15.10A we conclude that
this is the case if there are at least m distinct eigenvalues p’. It also follows that the
market consisting of the bank account with price process exp ( fot Ts ds) and the m
zero coupon bonds is complete for the class of all Fr, -claims only if both the number
of distinct eigenvalues and the number of bonds are no less than the maximum number
of states that can be directly accessed from any single state of the Markov chain.

C. Mixed Vacicek interest rate.
The Vasicek model takes the spot rate of interest to be an Ornstein-Uhlenbeck process
given by

dri=a(p—ry)dt+odW;. (15.2)
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Here p is the stationary mean of the process, « is a positive mean reversion parameter,
o is a positive volatility parameter, and W is a standard Brownian motion under a
martingale measure. The dynamics of the discounted T-bond price,

Bt T) = e Jomudup T, (15.3)
is
dp(t, T) = ﬁ(t,T)% (e*“(T*“ - 1) AW, (15.4)

see e.g. [9]. Obviously, any FW¥ claim can be duplicated by a self-financing portfolio
in the T-bond and the bank account, and so the completeness issue is trivial in this
model.

To create an example where one bond is not sufficient to complete the market, let
us concoct a mixed Vasicek model by putting

n

where the 77 are independent Ornstein-Uhlenbeck processes,
dri = (pj frf)dtJraj dVth,

j=1,...,n, and the W7 are independent standard Brownian motions. We assume
that the o are all distinct (otherwise we could gather all processes 7/ with coinciding
mean reversion parameter into one Ornstein-Uhlenbeck process). The mixed Vasicek
process is not mean-reverting in the same simple sense as the traditional Vasic¢ek
process. It is stationary, however, and is apt to describe interest that is subject to
several random phenomena, each of mean-reverting type.

By the assumed independence, the price of the T-bond is just

p(th) = H pj(th) )

where p?(t,T) = E [e_ S ru du

r{}, and the discounted price is

where 7 (t,T) is the “j-analogue” to (15.3). By virtue of (15.4), we conclude that the
discounted T-bond price has dynamics
dp(th) = p(tv T) Z J

Jj=1

(e*‘” (T=1) _ 1) AWy . (15.5)

Now, consider the market consisting of the bank account and m zero coupon bonds
with maturities 71 < - -+ < Tp,. From (15.5) it is seen that this market is complete for

the class of fgl’“"W"—claims if and only if the matrix

ORI R (155)

j=1,...,n
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has rank n. By virtue of item (ii) in the theorem in Paragraph 15.10A, we conclude
that this is the case if m > n.

D. Mixed Poisson-driven Ornstein-Uhlenbeck interest rate.
Referring to [40], let us replace the Brownian motions in Paragraph C above with
independent compensated Poisson processes, that is,

dW} = dN? — X dt,
where each N7 is a Poisson process with intensity A\’?. Instead of (15.5) we obtain

n

dp(t,T) = p(t—, 1)y (exp{g—j <e*(” (T—1) _ 1)} - 1) AW . (15.7)

j=1

It is seen from (15.7) that the market consisting of the bank account and m zero
coupon bonds with maturities 74 < --- < T,, is complete for the class of fﬁl""’N"-

claims if and only if the matrix

O'j 3 (T—s i=1,....,m
(exp{—j (e“’ (T=1) —1)} - 1)
Qv .
j=1,...,n

has rank n. By item (ii) in the theorem in Paragraph 15.10A, we know that the matrix
(15.6) has full rank. Thus, completeness of a market consisting of the bank account
and at least n bonds would be established — and we would be done — if we could prove
that the n x m matrix (e?/* — 1) has full rank whenever (vy;;) has full rank. With this
conjecture our study of these problems will have to halt for the time being.

15.12 Martingale methods

A. Preliminaries. Referring to Sections 5.4 and 7.3 we shall see examples of how
martingale methods can be used to prove results that throughout the text have been
obtained by the direct backward argument.

The policy was described as a time-continuous Markov chain Z with finite state
space and transition intensities pjx, j # k. We introduced

I;(t) =1[Z(t) = 4],
the indicator of the event that Z is in state j at time ¢, and
N(t) =t{s; 0<s<t, Z(s—)=7j, Z(s) =k},

the number of direct transitions of Z from state j to state k (# j) in the time interval
(0,t]. Taking Z to be right-continuous, the same goes for the indicator processes I;
and the counting processes Njy.

Let FZ = 0{Zs;0 < s < t}, t > 0, be the filtration generated by Z. The
compensated counting processes M, j # k, defined by

dek(t) = dek(t) — Ij(t) Hik dt (15.8)

and M;(0) = 0, are zero mean, square integrable, mutually orthogonal martingales
w.r.t. the filtration.
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We need a couple of general results:
1. Let X be a real-valued random variable such that E|X| < co. Then the process M
defined by
M(t) = E[X|F]

is a martingale. This follows by the rule of iterated expectation and the filtration
property, Fs C F; for s < t:

E[M(t) | Fs] = E{E[X|F]|Fs} = E[X | Fs] = M(s).

2. A martingale M with paths that are (almost surely) continuous and of finite
variation in every finite interval is constant as a function of time; M(t) = M(0)
for all t. This is seen as follows. Since M has finite variation, it obeys the rules of
ordinary calculus and, in particular,

M*(t) = M*(0) + Q/OtM(s) dM(s).

Since M is continuous, it is also predictable so that the integral fg 2M(s)dM(s) is a
martingale. It follows that
E [M?*(t)] = M?*(0).

Since E[M (t)] = M (0), we conclude that
Var[M(t)] = 0,

hence M is constant.
Now to the martingale technique:

B. First example: Thiele’s differential equation. Consider the standard
multi-state insurance policy defined in Paragraph 5.4.A and recall the form of the
payment function,

= le(t ) + ijk ) ANk (), (15.9)

J#k

where the B; and the b, are deterministic functions. Motivated by Section 5.6, we
allow the interest rate to depend on the current state of the Markov process:

r(t) = Tz = le(t) . (15.10)

(This does not complicate matters.)
Define the martingale

E {/ e 0 TdB(7) ft}
0—
t n
/ e I TdB(r) + e IR U e 17 rdB(r) }'t}
0— t

_ / IS T aB(r ZI (15.11)

M(t)
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(Recall the short-hand [ r = [ r(s) ds.) The last step follows from the Markov prop-
erty of Z and the fact that the payments at any time are (functionally) independent

of the past:
E Utn e )i "dB(T) }'t} = E Utn e i TdB(T)
le(t)Vj(t)A

Zt} = Vg (t)

Now apply Itd’s formula to (15.11):

AM(t) = e-ftf*dB(t)+e-ftf*(—r(t)dt)sz(t)v](t)

+e o ZI JdV;(t) + e fi7 ZdN]k ) (Ve(t) = Vi)
J#k

The last term on the right takes care of the jumps of the Markov process: upon a jump
from state j to state k the last term in (15.11) changes immediately from the discounted
value of the reserve in state j just before the jump to the value of the reserve in state k
at the time of the jump. Since the state-wise reserves are deterministic functions with
finite variation, they have at most a countable number of discontinuities at fixed times.
The probability that the Markov process jumps at any such time is 0. Therefore, we
need not worry about possible common points of discontinuity of the V;(t) and the
I;(t). For the same reason we can also disregard the left limit in V;(¢—) in the last
term.

We proceed by inserting the expressions (15.9) for dB(t), (15.10) for r(¢), and the
expression dNji(t) = dMjr(t) — I;(t) u;r(t) dt obtained from (15.8), and gather

dM(t) = e lor le(t) dB;(t) — r; Vi(t)dt + dV;(t) + > i dt Ry(t)
j s kit
telor > Ry(t) dM(t), (15.12)
Jj#k
where

R (t) = bjw(t) + Vi(t) — Vj(t)
is recognized as the sum at risk in respect of transition from j to k at time ¢.

Since the last term on the right of (15.12) is the increment of a martingale, the
first term of the right is the difference between the increments of two martingales and
is thus itself the increment of a martingale. This martingale has finite variation and,
as will be explained below, is also continuous, and must therefore be constant. For
this to be true for all realizations of the indicator functions I, we must have

dB;(t) — v Vi(t)dt + dV;(t) + > pjdt Rjx(t) = 0. (15.13)
k; k#j
This is nothing but Thiele’s differential equation. We also obtain that
dM Z Rjk dM]k )
J#k

which displays the dynamics of the martingale M.
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Finally, we explain why the (15.13) is the increment at ¢ of a continuous function.
The dt terms are continuous increments, of course. Outside jump times of the B; both
the B; themselves and the Vj; are continuous. At any time ¢ where there is a jump
in some B; the reserve V; jumps by the same amount in the opposite direction since
Vi(t—) = AB;j(t) + V;(t). Thus, B; + V; is indeed continuous.

C. Second example: Revisiting Exercise 56, the geometric Poisson
price process. Martingale methods are certainly not needed in this case since the
Poisson process is sufficiently well structured to allow of direct computation of all
functions asked for in the exercise. But just for the sake of the example:
Introduce
V(t) = E[S()].

Let Fi, t > 0, be the filtration generated by the Poisson process N. Fix a time 7" > 0
and introduce the martingale

M(t)

E[S(T)| Fi]
TN [ea(Tft)Jrﬁ(N(T)fN(t)

|
= SHV(Tr-t).
Here we have made use of the fact that the Poisson process has stationary and inde-

pendent increments.
Write V' = <LV and apply Ito:

dM(t) = S(t) adtV(T —t) + St) V(T —t)(—dt) + (S(t) — S(t—)) V(T — tj15.14)
the last term accounting of jumps. Rewrite
S(t) _ S(t—) — eat+ﬂN(t) _eat+ﬁN(t—)

GOtHBN(E)+AN () _ jat+BN (=)

= S(t-) (eﬁAN“) - 1)

= S(t-) (eﬁ - 1) AN (1),

where the last two step is due to the zero-or-one nature of the increments of counting
process N. Upon inserting this into (15.14) and introducing the martingale

dMn(t) = dN(t) — Adt,
we get
AM(t) = S(t) [aV(Tft) — V(T —t) + (e" - 1) /\V(Tft)] dt
+5(t-) (eﬁ - 1) dMn(t)

Here we have used the fact that S(t—)dt = S(t)dt which is to be understood in
integral form: [ f(t—)dt = [ f(¢)dt since the integral is not affected by a change
of the integrand at an at most countable set of points. Arguing as in the previous
example, the drift term in the dynamics of M must vanish, and we arrive at the
differential equation

V(1) = [a n (eﬁf 1) A] V(t),
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The solution, subject to the obvious condition

is

V() = exp[(a + (65—1) /\) t] .

To rehearse the technique, you should use it to solve Item (c) in exercise 56. Start
from the martingale

M(t) = E{/{)Ts*l(r)d

where )
V(t) = JEUO S_I(T)dr} 4

D. Third example: Revisiting pricing of the unit-linked term insur-
ance with guarantee, pages 166-167. We need to determine

m = n«:{/on <1Ve*fo”g) f(r)dr} .

Let Fy = o{Ys; 0 < s < t}, t > 0, be the filtration generated by the ’economy process’
Y. Start from the martingale

t} /S )dr 4+ e AN O (T ¢

M) = E[(1ve l7g) f(T)dT]ft]
= /Ot (1 ve lo Tg) flr)ydr + e iR {/tn <ef0tr \/efff”g) f(r)ydr Ft:|
= /Ot(1Ve7fJT)f( dr + e loT ZI We(t,eld ),

where

We(t,u) =E {/tn <u\/ e I7 Tg) f(r)dr|Y(t) = e} .

Assuming that the partial derivatives %I/Ve(t7 u) and We( u) exist, apply Ito:

AM(t) = (1\/e*fof'rg> Fydt + e~ 18 (—r(t) dt) ZI ) We(t,eld ™)

felor ZI ( (t,elo Ty dt + ;—uWe(t,efJT) eld Tr(t)dt)
telor > T ANy () (W(t,eld ) — We(t,eld 7).
e#f

Substitute
dNef(t) = dMef(t) + )\ef dt,



CHAPTER 15. FINANCIAL MATHEMATICS IN INSURANCE 245

T

where the M,; are martingales, and put U(t) = elo "
Paragraph B, we conclude that

Arguing along the lines of

(IVU@®) " g) F(t) = U®) " re We(t,U(1))

+U@t) (%We(uU(t)) + %We(uU(t))U(t) Te(t))
FUM™ D Aes Wi(H,U () = We(t,U (1)) = 0.
fi f#e

for all realizations of Y. We end up with the partial differential equation
0 0
(wVg) f(t) = reWe(t,u) + | 5 Welt,u) + Z-We(t,u) ure(t)

+ Z Aeg (Wi(t,u) — We(t,u)) =0,
fi f#e

which are to be solved subject to the obvious conditions

We(n,u) = 0.

E. Remark on the technique. In all three examples we needed to determine
the expected value of some random variable W that depends on the development of
a stochastic process. Here is an outline of the method: Start from the martingale
M(t) = E[W | F]. Inspect W and try to write it in the form

W =W(T(t),U(t),

where T'(t) depends only on the future development of the process and U(t) depends
only on the past history F;. The random variable U(t) is the called the ’state vari-
able(s)’ (it may be multi-dimensional). How to proceed from here depends on the
properties of the driving stochastic process. In our situations (let us keep the example
in Paragraph D in mind) we use the Markov property of Y to conclude that the con-
ditional expected value M (t) must be a function only of the current time, state, and
value of the state variable:

M(t) = Fy(t,U() = ) L(t) Fe(t,U(t)).

Assuming continuous differentibility of the functions F. with respect to ¢t and u, use
1t6 to form the dynamics of M:

M) = S L@ (%Fe(tﬂ(t))dt + a—auFe(t,U(t))dUC(t))
+ Y L) Folt, Ut)) — o(t—) Fo(t—,U(t-))] .

Here U® denotes the continuous part of U. The jump part may have contributions
from possible jumps of U outside jump times for Y, but these will always cancel out
and vanish in the end, however, see the example in Paragraph B above. In any case
the jump part will consist of the following terms due to jumps of Y:

D dNes (1) [Fr (8, U(t)) = Fe(t,U(t-))].

f#e
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Now, insert dNes(t) = dMcs(t)+ Ay dt and identify the martingale part and the drift
part with the factor d¢ in the expression for dM(t). The drift part must vanish, and
we arrive at a set of constructive non-stochastic differential equations from which the
functions Fe(t,u) can be solved (at least numerically).
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Appendix A

Calculus

A. Piecewise differentiable functions. Being concerned with operations in
time, commencing at some initial date, we will consider functions defined on the pos-
itive real line [0, 00). Thus, let us consider a generic function X = {X;}+>0 and think
of X as the state or value of some process at time ¢. For the time being we take X
to be real-valued.

In the present text we will work exclusively in the space of so-called piecewise
differentiable functions. From a mathematical point of view this space is tiny since
only elementary calculus is needed to move about in it. From a practical point of view
it is huge since it comfortably accommodates any idea, however sophisticated, that an
actuary may wish to express and analyse. It is convenient to enter this space from the
outside, starting from a wider class of functions.

We first take X to be of finite variation (FV), which means that it is the differ-
ence between two non-decreasing, finite-valued functions. Then the left-limit X,_ =
limsp¢ X and the right-limit X, = lim,}; X exist for all ¢, and they differ on at most
a countable set D(X) of discontinuity points of X.

We are particularly interested in FV functions X that are right-continuous (RC),
that is, Xy = lims+ X, for all ¢{. Any probability distribution function is of this type,
and any stream of payments accounted as incomes or outgoes, can reasonably be taken
to be FV and, as a convention, RC. If X is RC, then AX; = X; — X;—, when different
from 0, is the jump made by X at time t.

For our purposes it suffices to let X be of the form

t
thxo+/ zrodr+ Y (X — X)), (A1)
0

o<r<t

The integral, which may be taken to be of Riemann type, adds up the continuous
increments/decrements, and the sum, which is understood to range over discontinuity
times, adds up increments/decrements by jumps.

We assume, furthermore, that X is piecewise differentiable (PD); A property holds
piecewise if it takes place everywhere except, possibly, at a finite number of points in
every finite interval. In other words, the set of exceptional points, if not empty, must
be of the form {to,t1,...}, with to < ¢1 < ---, and, in case it is infinite, lim; o0 t; =
0o. Obviously, X is PD if both X and z are piecewise continuous. At any point
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t ¢ D=D(X)UD(x) we have £ X, = x,, that is, the function X grows (or decays)
continuously at rate x;.

As a convenient notational device we shall frequently write (A.1) in differential
form as

dXt = Tt dt + Xt — th . (A2)

A left-continuous PD function may be defined by letting the sum in (A.1) range
only over the half-open interval [0, ¢). Of course, a PD function may be neither right-
continuous nor left-continuous, but such cases are of no interest to us.

B. The integral with respect to a function. Let X and Y both be PD and,
moreover, let X be RC and given by (A.2). The integral over (s,t] of Y with respect
to X is defined as

t t
/ YTdXT:/ Yewrdr+ Y Ve(Xr — X0, (A.3)

s<t<t

provided that the individual terms on the right and also their sum are well defined.
Considered as a function of ¢ the integral is itself PD and RC with continuous incre-
ments Yz dt and jumps Y:(X¢ — X¢—). One may think of the integral as the weighted
sum of the Y-values, with the increments of X as weights, or vice versa. In particular,
(A.1) can be written simply as

t
X, = X, +/ X, (A.4)

saying that the value of X at time t is its value at time s plus all its increments in

(s,t].
By definition,

t— t t
/ YTdXT:Ii;ri/ YTdXT:/ Y-dX; —Yi(Xe — Xeo) = Y:dX-,
a left-continuous function of ¢. Likewise,
t t t
/ YTdXT:h}n/ YTdXT:/ YrdX, +Ye(Xs — Xoo) = Y:dX,,
a left-continuous function of s.

C. The chain rule (Ité’s formula). TLet X; = (X{,...,X;") be an m-variate
function with PD and RC components given by dX{ = zidt + (X} — X}_). Let
f : R™ — R have continuous partial derivatives, and form the composed function
F(X:). On the open intervals where there are neither discontinuities in the = nor jumps
of the X*, the function f(X;) develops in accordance with the well-known chain rule
for scalar fields along rectifiable curves. At the exceptional points f(X:) may change
(only) due to jumps of the X* and at any such point ¢ it jumps by f(X:) — f(X¢-).
Thus, we gather the so-called change of variable rule or It6’s formula, which in our
simple function space reads

oL (X0 i+ 7(X0) ~ F(X0), (4.5)

i

df (X:) = Z
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or, in integral form,
O = f06)+ [0 P f(X)ahdr+ 30 {(f(X) — f(X)). (A)
S i=1 s<T<t

Obviously, f(X¢) is PD and RC.
A frequently used special case is (check the formulas!)

A(X.Y)) = Xeyedt+Yiawedt+ XY — Xe_Yie
= X dY,+Yio dXe+ (Xo — Xoo)(Yi — Yio)
= X, dYi+YidX;. (A7)

If X and Y have no common jumps, as is certainly the case if one of them is continuous,
then (A.7) reduces to the familiar

A(X:Yy) = X, dY: + Y dX, . (A.8)

The integral form of (A.7) is the so-called rule of integration by parts:
t t
/ YrdX, = ViX; — Yo X, — / X, dYs. (A.9)

Let us consider three special cases for which (A.9) can be obtained by direct
calculation and specialises to well-known formulas. Setting s = 0 (just a matter of
notation), (A.9) can be cast as

t t
YiX: = Yo Xo +/ Y, dX, +/ X, —dY,, (A.10)
0 0

which shows how the product of X and Y at time ¢ emerges from its initial value at
time O plus all its increments in the interval (0, ¢].

Assume first that X and Y are both discrete. To keep notation simple assume
X = Zg't]:o z; and Y: = th]:o y;. Then

(] [t]

XYy = me Zyj

i=0  j=0

[t i [t] j—1
= -’Eoy0+22ij¢+zzfmyj

i=1 j=0 j=1i=0
[t] t]

= XoYo+ ZYixi +ZXJ'—1 Yj
i=1 =1

¢ ¢
= X0Y0+/ YTdXT+/ Xr_dY;,
0 0

which is (A.10). We see here that the left limit on the right of (A.10) is essential.
This case is basically nothing but the rule of changing the order of summation in a
double sum, the only new thing being that we formally consider the sums X and Y as
functions of a continuous time index; only the values at integer times matter, however.
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Assume next that X and Y are both continuous, that is,

t

t
Xt:Xo—i—/ deT,Ytho—f—/ Yr dT .
0 0

Take Xo = Yy = 0 for the time being. Then

t t
XYy = / T do / Yr dT
0 0
// deT.CEgdU+// To do y- dr
0<T<o<t 0<o<T<t
t o t T—
/ / deTxng'-‘r/ / To do yr dT
o Jo o Jo
t t
/ Y,xs do + / X y-dr
0 0

t t
/‘KdXT+/jX0&@,
0 0

which also conforms with (A.10): the left limit in the next to last line disappeared
since an integral with respect to dr remains unchanged if we change the integrand at
a countable set of points. The result for general Xy and Y; is obtained by applying
the formula above to X; — Xo and Y: — Yo.

Finally, let one function be discrete and the other continuous, e.g. X; = th]:o x;

and Y; = Yo + fot yr d7. Introduce

J
Jo = Yo, y;j:/ yedr, j=1,...,[1]
j—l

We have X; = X[y and
XoYe = XY+ X (Ye — Yp)

[t] [t] t
Zmi ZQJ —‘y—X[t]/ yr dT . (All)
i=0  j=0 [t]

Upon applying our first result for two discrete functions, the first term in (A.11)
becomes

[t 4 [t] j—1
X0Y0+ZZ:QJ'-’E2'+ZZ$¢ZL'
i=1 j=0 j=1i=0
[t] [t]

:XO)/O—’_Z}/jxi—"_ZXj—l /]

Yr dT
i=1 j=1 j—1

t [t]
= XoYo +/ Y dXT + / XT—dYT
0 0

The second term in (A.11) is f[i] X,—dY-. Thus, also in this case we arrive at (A.10).
Again the left-limit is irrelevant since dY, = y, dr.

The general formula now follows from these three special cases by the fact that
the the integral is a linear operator with respect to the integrand and the integrator.
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D. Counting processes. Let 1 < t2 < --- be a sequence in (0, 00), either finite
or, if infinite, such that lim; . t; = co. Think of ¢; as the j-th time of occurrence
of a certain event. The number of events occurring within a given time t is Ny =
#ist; <t} = 32, 1p;,00(t) or, putting to = 0, Ny = j for t; <t < tj41. The
function N = {N;};>0 thus defined is called a counting function since it currently
counts the number of occurred events. It is a particularly simple PD and RC function
commencing from Ny = 0 and thereafter increasing only by jumps of size 1 at the
epochs t;, 7 =1,2,...

The change of variable rule (A.6) becomes particularly simple when X is a counting
function. In fact, for f: R — R and for N defined above,

F(N) = F(N)+ D {F(N2) = f(N--)} (A.12)
= N+ S (Ve 1) - FNe NN, — Ne) (A1)
= )+ [ 1) - f Y ans. (A.14)

Basically, what these expressions state, is just

FG) = JO0)+ 3 {fG) = Fli =D}

Still they will prove to be useful representations when we come to stochastic counting
processes.

Going back to the general PD and RC function X in (A.1), we can associate with
it a counting function N defined by N, = #{r € (0,¢]; X # X,_}, the number of
discontinuities of X within time t. Equipped with our notion of integral, we can now
express X as

dX, = i dt + 2 ANy, (A.15)

where z{ = x; is the instantaneous rate of continuous change and z¢ = X; — X;_ is
the size of the jump, if any, at ¢. Generalizing (A.14), we have

FO0) = 106 + [ g atdr+ [ {706 5~ F(X)}an.
(A.16)



Appendix B

Indicator functions

A. Indicator functions in general spaces. Let € be some space with generic
point w, and let A be some subset of Q. The function I4 : 2 — {0,1} defined by

1 if weAd,
L“(“’)*{o if we A,

is called the indicator function or just the indicator of A since it indicates by the value
1 precisely those points w that belong to A.
Since I4 assumes only the values 0 and 1, (14)? = I4 for any p > 0. Clearly,
Ip =0, 1o =1, and
Tac=1—14, (B.1)

where A° = Q\ A is the complement of A.
For any two sets A and B (subsets of ),

lan = 1alp (B.2)
and

Tavp=1Ia+1Ip—14lp. (B.3)
The last two statements are displayed here only for ease of reference. They are special

cases of the following results, valid for any finite collection of sets {A1,..., A, }:

T
ImjleAj = H IA]‘ 3 (B~4)
j=1
Tus_a; = S da; = > Tay ag, oA (1) ay e I, (B.5)
J J1<J2

The relation (B.4) is obvious. To demonstrate (B.5), we need the identity

T

[Teai+b) = D23 aj--abj,,, b, (B.6)

j=1 p=0 r\p
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where 7\p signifies that the sum ranges over all (7) different ways of dividing {1,...,7}
into two disjoint subsets {j1,...,jp} () when p = 0) and {jp+1,...,Jr} (0 when p = r).
Combining the general relation

{Ua Ao} = NaAg, (B.7)

with (B.1) and (B.4), we find

Tup_a; =1—Tns_ae =1 [[(1-14)),
j=1

and arrive at (B.5) by use of (B.6).

B. Further aspects of indicators. The algebraic expressions in (B.4) and (B.5)
apply only to the finite case. For any collection {A.} of sets indexed by « ranging in
an arbitrary space, possibly uncountable,

Inya, =infla, (B.8)

and
Iu,a, =suply, . (B.9)
[e3

In fact, inf and sup are attained here, so we can write min and max. In accordance
with the latter two results one may define sup, Aa = Ua Ao and info Ao = NaAa.
The relation (B.7) rests on elementary logical operations, but also follows from
1 —sup, la, =infa(1 —14,).
The representation of sets by indicators supports the understanding of some con-
ventions and definitions in set theory. For instance, if {A;};=1,2,... is a disjoint sequence
of sets, some authors write Zj Aj; instead of UjA;. This is motivated by

Tu;a; = Z Lay,
J

valid for disjoint sets.
For any sequence {A;} of sets one writes limsup A; for the set of points w that
belong to infinitely many of the A;, that is,

limsup A; = N;j Ur>; Ak

(for all j there exists some k > j such that w belongs to Ay). By liminf A; is meant
the set of points w that belong to all but possibly finitely many of the Aj;, that is,

limianj =U; Nik>j Ag
(there exists a j such that for all k£ > j the point w belongs to Ax). This usage is in

accordance with

In;ups 4, = infsup la,
I k>

and

Iu.nw.A, =supinf Ia,
iNke>5 Ak jpkzj ko

obtained upon combining (B.8) and (B.9).
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C. Indicators of events. Let (2, F,P) be some probability space. The indicator
I4 of an event A € F is a simple binomial random variable;

I ~ Bin(1, P[A]).

It follows that
E[la] = P[A], V[I4] =P[A](1 -P[A]). (B.10)

Since we often will need to equip indicator functions with subscripts, we will use
the notation 1[A] and I4 interchangeably.



Appendix C

Distribution of the number
of occurring events

A. The main result. Let {41,...,A.} be a finite assembly of events, not neces-
sarily disjoint. Introduce the short-hand I; = Ia,;. We seek the probability distribution
of the number of events that occur out of the total of r events,

Q=>1,.
j=1

It turns out that this distribution can be expressed in terms of the probabilities of
intersections of selections from the assembly of sets. Introduce

Zy= > P[A;n---nA;]l, p=1,...m (C.1)
J1<...<jp
and define in particular Zp = 1.

Theorem
The probability distribution of Q can be expressed by the Z, in (C.1) as

=
O
Il
=,
Il
(-
—~
|
—
N
i+
|
=}
/-~
S ]
~
N
L)
|
L
3
Q
[\
-

p=q p—q
PQ >q] = Z(—l)pq<g_;)2p, g=1,...,r. (C.3)

Proof: Obviously,

R=ag=U4,n-n4,nA5  n--nA4;.

Jq+1
r\q

The elements in the union are mutually disjoint, and so

Loy =Y Ly L,(1—L.) - (1—1I;,).

r\q

12
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Starting from this expression, the generating function of the sequence {I{Q:p} Yp=0,....,r
can be shaped as follows by repeated use (B.6):

Y gy = Yy Ly L,(1=1, ) (1—1;)
p=0 p=0 r\p

T

S b Ly (1),
p=0 r\p

T

= J[GL+1-1))

j=1

= J[s-n1+1)

j=1
= D Y (s=DI (s =1, 1777,
Pp=0r\p

where the first term corresponding to p = 0 is to be interpreted as 1. Thus,

T

> P Lgepy =Y (s — 1PV, (C.4)
p=0

p=0
where
Yo=Y Ij--I,, p=1,...,m (C.5)
j1<...<Jjp

and Yo = 1. Upon differentiating (C.4) ¢ times with respect to s and putting s = 0,
we get

T
QMigeg) = Zp(q)(*l)piqyp ,
p=q

hence, noting that p'® /¢! = (f;) = (pfq),

I{Q—q}_Z(l)Pq( P )Yp~ (C.6)

pP=q

Taking expectation, we arrive at (C.2).
To prove (C.3), insert Iyg=py = I{g>p} — I{o>p+1} on the left of (C.4) and rear-
range as follows:

T

S os" (Ligspy — Liazpry) = Y5 Tazp — 25" Tigen
p=0 p=1

p=0
r
= 1+Z(87 1)Sp71[{QZp}.
p=1

Thus, recalling that Yo = 1, (C.4) is equivalent to

T

r
Y s gy =Y (s — )P,
p=1

p=1
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Differentiating here ¢ — 1 times with respect to s and putting s = 0, gives

T

(@ = DUg>qy = Z(p - 1)(q_1)(_1)p_qypv

pP=q

hence

Lgzq = Y (1)1 (p B 1) Yo, (C.7)

p=q P=4q
which implies (C.3). O

B. Comments and examples. Setting all A; equal to the sure event €, all the
indicators I; become identically 1. Thus Y, defined by (C.5) becomes (;), and (C.7)
specializes to

1— i(—l)p’q (i’) - ;) (;) A (C.8)

p=q
For ¢ = r, the theorem reduces to the trivial result
PlQ=r]=PQ>r]=P[Ai1N---NA,].

Putting ¢ = 1 in (C.3) and noting that [Q > 1] = U; A;, yields

PlU;A;] = ZP[Aj] - Z P[A;, N Aj,]

4.+ (=)TIPAIN-- N AL,

which also results upon taking expectation in (B.5). This is the well-known general
addition rule for probabilities, called so because it generalizes the elementary rule
P[AU B] = P[A] + P[B] — P[A N B] (see (B.3)). The theorem states the most general
results of this type.

As a non-standard example, let us find the probability of exactly two occurrences
among three events, A, As, As. Putting r = 3 and ¢ = 2 in (C.2), gives

P[Q = 2] = P[Al N Ag] + P[Al N A3] + P[AQ N A3] - 3P[A1 NAxnN A3] .
From (C.3) we obtain the probability of at least two occurrences,
P[Q > 2] = P[Al N Ag] + P[Al N A3] + P[Al N A3] - 2P[A1 NAxnN A3] .

The usefulness of the theorem is due to the decomposition of complex events into
more elementary ones. The observant reader may have asked why intersections rather
than unions are taken as the elementary events. The reason for doing so is apparent
in the case of independent events, since then P[N!_, A;] = J]?_ P[A;], and the
expressions in (C.1) — (C.3) can be computed from the P[4;] by elementary algebraic
operations.

Note that the results in the theorem are independent of the probability measure
involved; they rest entirely on the set-relations (C.6) and (C.7).



Appendix D

Asymptotic results from
statistics

A. The central limit theorem Let X1, X5, ... be a sequence of random variables
with zero means, E[X;] = 0, and finite variances,

ol =V[Xy], i=1,2,... (D.1)

Define n
bp=> o;,n=12... (D.2)

i=1

The celebrated Lindeberg/Feller central limit theorem says that if

S E[XPL[X? > ebl]]

2 —0 ,Ve >0, (D.3)
then "oy
2271 < N(0,1). (D.4)

B. Asymptotic properties of MLE estimators The asymptotic distribu-
tions derived in Chapter 11 could be obtained directly from the following standard
result, which is cited here without proof.

Let X1, X2, ... be a sequence of random elements with joint distribution depending
on a parameter 6 that varies in an open set in the s-dimensional euclidean space. As-
sume that the likelihood function of X1, Xa, ..., Xn, denoted by An (X1, X2, ..., Xn,0),
is twice continuously differentiable with respect to # and that the equation

a sx1
% lnAn(X17X27 N 7Xn79) =0
has a unique solution O (X1, Xo,...,X,), called the MLE (maximum likelihood esti-
mator). Then, if the matrix

%(0) = (fIE {%mm})l (D.5)
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tends to 0°*° as n — oo, the MLE is asymptotically normally distributed,

0 ~as N(0,(6)) .

C. The delta method Assume that 0 is a consistent estimator of € ©, an open
set in R”, and that 6 ~,s N(0,%). If g : R® — R is a twice continuously differentiable
function of 6, then

o) ~ae N (300). 39005 359(0)) (0.6)

The result follows easily by inspection of the first order Taylor expansion of g(é) around

6.
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The G82M mortality table

Table E.1: The mortality table G82M

T s f(x) Uy = 105F'(rc) dz Qx
0 0.00057586  0.00057586 100 000 58 0.00057911
1 0.00058279 0.00058246 99 942 59 0.00058635
2 0.00059036  0.00058968 99 883 59 0.00059426
3 0.00059863 0.00059758 99 824 60 0.00060289
4 0.00060765 0.00060621 99 764 61 0.00061231
5 0.00061749 0.00061565 99 703 62 0.00062259
6 0.00062823 0.00062598 99641 63 0.00063381
7 0.00063996 0.00063726 99578 65 0.00064606
8 0.00065276  0.00064958 99513 65 0.00065942
9 0.00066672 0.00066304 99 448 67 0.00067401
10 0.00068197 0.00067775 99 381 69 0.00068993
11 0.00069861  0.00069380 99 312 70 0.00070731
12 0.00071677 0.00071134 99 242 72 0.00072627
13 0.00073659 0.00073048 99170 74 0.00074697
14 0.00075823 0.00075137 99 096 77 0.00076956
15 0.00078184 0.00077417 99019 78 0.00079422
16 0.00080761 0.00079906 98941 81 0.00082113
17 0.00083574 0.00082621 98 860 85 0.00085050
18 0.00086644 0.00085583 98775 87 0.00088256
19 0.00089994 0.00088814 98 688 90 0.00091754

17
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20
21
22
23
24
25
26
27
28
29

30
31
32
33
34
35
36
37
38
39

40
41
42
43
44
45
46
47
48
49

50
51
52
53
54
55
56
57
58
59

Mz

0.00093652
0.00097643
0.00102000
0.00106754
0.00111944
0.00117608
0.00123790
0.00130538
0.00137902
0.00145940

0.00154713
0.00164288
0.00174738
0.00186144
0.00198594
0.00212181
0.00227011
0.00243197
0.00260863
0.00280144

0.00301189
0.00324157
0.00349226
0.00376588
0.00406451
0.00439045
0.00474620
0.00513447
0.00555825
0.00602077

0.00652560
0.00707658
0.00767794
0.00833430
0.00905067
0.00983254
0.01068591
0.01161732
0.01263389
0.01374341

f(z)

0.00092338
0.00096182
0.00100373
0.00104942
0.00109924
0.00115353
0.00121270
0.00127718
0.00134743
0.00142394

0.00150727
0.00159800
0.00169678
0.00180428
0.00192125
0.00204849
0.00218686
0.00233728
0.00250075
0.00267834

0.00287119
0.00308050
0.00330759
0.00355382
0.00382066
0.00410964
0.00442239
0.00476062
0.00512607
0.00552060

0.00594609
0.00640446
0.00689767
0.00742765
0.00799632
0.00860553
0.00925700
0.00995232
0.01069283
0.01147959

Ly = 108F(x)

98 598
98 504
98 405
98 303
98195
98 083
97 964
97 840
97709
97570

97 424
97 269
97104
96 929
96 743
96 544
96 333
96 107
95 865
95 606

95 329
95031
94712
94 369
94 000
93 604
93178
92719
92225
91693

91119
90 502
89 837
89121
88 351
87521
86 628
85668
84 636
83528

do

94

99
102
108
112
119
124
131
139
146

155
165
175
186
199
211
226
242
259
277

298
319
343
369
396
426
459
494
532
574

617
665
716
770
830
893
960
1032
1108
1189

qx

0.00095573
0.00099740
0.00104288
0.00109252
0.00114669
0.00120582
0.00127034
0.00134076
0.00141762
0.00150150

0.00159304
0.00169293
0.00180196
0.00192094
0.00205078
0.00219247
0.00234710
0.00251584
0.00269998
0.00290091

0.00312018
0.00335944
0.00362051
0.00390537
0.00421619
0.00455532
0.00492533
0.00532902
0.00576943
0.00624989

0.00677402
0.00734576
0.00796941
0.00864963
0.00939153
0.01020062
0.01108295
0.01204506
0.01309408
0.01423775

18



APPENDIX E. THE G82M MORTALITY TABLE

60
61
62
63
64
65
66
67
68
69

70
71
72
73
74
75
76
T
78
79

80
81
82
83
84
85
86
87
88
89

90
91
92
93
94
95
96
97
98
99

Mz

0.01495440
0.01627611
0.01771868
0.01929317
0.02101162
0.02288721
0.02493430
0.02716858
0.02960717
0.03226874

0.03517368
0.03834425
0.04180475
0.04558167
0.04970395
0.05420317
0.05911381
0.06447348
0.07032323
0.07670789

0.08367637
0.09128204
0.09958318
0.10864338
0.11853205
0.12932494
0.14110474
0.15396168
0.16799427
0.18331000

0.20002621
0.21827096
0.23818401
0.25991791
0.28363917
0.30952951
0.33778728
0.36862894
0.40229077
0.43903065

f(=z)

0.01231325
0.01319402
0.01412149
0.01509456
0.01611127
0.01716867
0.01826263
0.01938769
0.02053690
0.02170163

0.02287138
0.02403370
0.02517403
0.02627566
0.02731973
0.02828534
0.02914974
0.02988871
0.03047703
0.03088920

0.03110030
0.03108704
0.03082907
0.03031033
0.02952051
0.02845661
0.02712418
0.02553851
0.02372520
0.02172028

0.01956945
0.01732660
0.01505134
0.01280578
0.01065073
0.00864156
0.00682433
0.00523248
0.00388474
0.00278447

Ly = 108F(x)

82339
81064
79 698
78238
76678
75014
73243
71361
69 365
67253

65 024
62679
60218
57645
54 965
52184
49 311
46 358
43 338
40269

37167
34 056
30958
27899
24905
22004
19223
16 588
14123
11849

9783
7938
6319
4927
3755
2792
2020
1419

966

634

1275
1366
1460
1560
1664
1771
1882
1996
2112
2229

2345
2461
2573
2680
2781
2873
2953
3020
3069
3102

3111
3098
3059
2994
2901
2781
2635
2465
2274
2066

1845
1619
1392
1172
963
772
601
453
332
233

qx

0.01548448
0.01684342
0.01832447
0.01993841
0.02169690
0.02361259
0.02569916
0.02797145
0.03044546
0.03313851

0.03606928
0.03925790
0.04272605
0.04649704
0.05059590
0.05504946
0.05988641
0.06513740
0.07083506
0.07701411

0.08371127
0.09096537
0.09881727
0.10730975
0.11648747
0.12639675
0.13708534
0.14860208
0.16099656
0.17431855

0.18861740
0.20394126
0.22033622
0.23784520
0.25650675
0.27635358
0.29741104
0.31969526
0.34321126
0.36795078

19
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100
101
102
103
104
105
106
107
108
109

110

Hax

0.47913004
0.52289614
0.57066422
0.62280022
0.67970357
0.74181017
0.80959582
0.88357981
0.96432893
1.05246177

1.14865351

f(z)

0.00192066
0.00127047
0.00080282
0.00048261
0.00027473
0.00014737
0.00007408
0.00003469
0.00001504
0.00000599

0.00000218

£, = 10°F(x)

401
243

qx

0.39389013
0.42098791
0.44918271
0.47839101
0.50850528
0.53939240
0.57089277
0.60281998
0.63496163
0.66708109

0.69892078

20



Appendix F

Exercises

Exercise 1
Acquaint yourself with the software Turbo and the program ’ode-1.pas’. Use the pro-
gram to solve the following simple problems:

(a) Compute the integrals fol t? dt and fol t=Y2dt and check the answers.

(b) Produce a table of values of the standard normal distribution function ®(z) =
# I eXp(—%) dt. (Note that ®(—z) = 1 — ®(x) so you only need to compute the
integral fox)

(c¢) Consider the payment function A; = ¢, t € [0, 10], and let the rate of interest be
constant = 0.05. Compute the cash balance U; by a forward scheme and the reserve
Vz (which is here negative of course) by a backward scheme for ¢t = 0,1, ..., 10.

Exercise 2

Draw a sketch of the payment function A; and the cash balance U; for the fol-
lowing deterministic payment streams, assuming that the interest rate is 4.5% p.a.
(r =1n(1.045)):

(a) A single payment (endowment) of 1 at time 5.
(b) An annuity-due with payments of 1 at times 0,1,...,9.
(¢) An immediate annuity with payments of 1 at times 1,...,10.

(d) An annuity paid continuously at rate 1 per time unit in the time interval [0, 10].
Compare the graphs in (b) — (d).

(e) Now consider the random payment function generated by premiums less benefits
on a temporary term assurance with sum 1, payable immediately upon death within 10
years, against premium payable continuously at level rate 0.00212 during the insurance
period. (This is the equivalence premium if the insured is 30 years old upon issue of
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the contract, and we use the Danish mortality law.) Draw a sketch of the payment
function and the cash balance in the case where the insured dies at time ¢ = 5 and in
the case where the insured survives throughout the term of 10 years.

Exercise 3
Draw the graphs in Figures 3.1 - 3.7 in the lecture notes (Basic Life Insurance Math-
ematics). Use the program ’ode-1.pas’ to do the computations.

Exercise 4

Find expressions for f(t), F(t), u(t), f(t|z), and F(t|r) and sketch graphs of these
functions for the following mortality laws, all of which have finite w:

(a) De Moivre’s uniform mortality law,

tAw

(b) The more general law given by

F(t):u(pM—‘")a,

w

a > 0. Look in particular at the case o = 1/2.

(¢) The law given by
_In(1+ (tAw))
F) = In(1 + w)

Exercise 5

Population statistics shows that more than half of all new-born are boys (e.g. in Nor-
way some 51.2% at the present). It also shows that the mortality law depends on the
sex. Denote by sg* the probability that a new-born is male and by S(f) =1— 57" the
probability that a new-born is female. Let ;pg’ and ui* be the survival function and
mortality intensity, respectively, for males and let tp{; and ,u{ be the corresponding
functions for females.

(a) Find the probability si* that a randomly chosen ¢ years old person is a male.

(b) Find the survival function ¢po and the mortality intensity p in the population (of
males and females). If pi* and ,uf are both of Gompertz-Makeham form, does it then
follow that also p; is Gompertz-Makeham?

(c) Assume that female mortality is lower than male mortality at all ages. (This is
typically the case, and a common way of modeling this difference is by age reduction,
e.g. take puf = pi5.) Show that under this assumption s is a decreasing function.
Give a sufficient condition for s to tend to 0 as ¢ tends to co.
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(d) Express the following quantities pertaining to the population in terms of s, s,
and the corresponding quantities specific for males and females, respectively: :p.,
m|ndx, nFx, and, in general the net premium reserve at any time during the term of
an insurance contract.

Exercise 6

A survival function of polynomial form can be fitted arbitrarily well to a given (finite)
set of (non-contradictory) constraints if we choose the degree of the polynomial high
enough. Obviously, the maximum attainable age w must be finite for a polynomial
survival function.

Consider henceforth a trinomial survival function,

F(t):ao+a1t+a2t2+a3t3,
t e [0,w].

(a) Find the general expressions for the density f(t) and the mortality intensity p(¢).
Verify directly, by inspection of the expression, that lim; ~, pu(¢f) = co. Observe that
F(t|z), considered as function of ¢, is also trinomial.

(b) Having four parameters, the coefficients (ao, ..., a3), a trinomial survival functions
can be fitted to four independent constraints. It should certainly be required that
F(0) = 1 and it is quite natural to fix an w, hence require that F(w) = 0. Two more
constraints should be added, e.g. f(w) = 0 and that the expected life length be equal
to a given age eg € (0,w). Spell out the equations that the coefficients must satisfy.
One must, of course, check that the solution produces a F that is decreasing and thus
is a genuine survival function.

Exercise 7

We adopt the Danish technical basis in (3.25) and consider a policy issued to a life at
age ¢ = 30 and with term n = 30. Find and draw a sketch of the probability distri-
bution of the present value at time 0 of the following benefits: (a) A pure endowment
benefit of 1; (b) A term insurance with sum 1; (¢) An endowment insurance with sum
1; (d) A life annuity of 1 per year.

Exercise 8
(a) Prove and explain the following relationships:

m+nEac = mEac nEx+m7
m\naac = mEac aac+mm7

(b) A more general rule for expected present values of deferred benefits can be formu-
lated in terms of the prospective reserve: Verify that

‘/;t = ‘/(t,u] + ufthﬁ»t Vu 5
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where V{; ) is the expected present value at time ¢ of benefits less premiums payable
in the time interval (¢, u].

(c) Find formulas (analogous to those derived in Section 4.1) for the variances of the
present values with expected values listed in item (a) above.

Exercise 9

Let T > 0 be the time of occurrence of some event and let N; = 11 ) (t) be the (very

simple) counting function that, for each time ¢ > 0, counts how many times the event

has occurred by time ¢ (none before time T" and once at and after time T').
Application of the rule of integration by parts to the product N? = N; N, gives

t t
NZ = NE +/ N- dN; +/ N._dN-. (F.1)
0 0

Check that this relation is true for all ¢ > 0 by finding the value of each individual
term for ¢ < T (trivial) and for ¢ > T (almost trivial). The left-limit in the last integral
on the right hand side of (F.1) is now essential since the two factors in the product
certainly have a common jump. What happens if you ignore the left-limit?

Explain that the first integral on the right hand side of (F.1) is the same as
fg(NT_ + 1)dN; and that fot N;_dN,; = 0 for all t£. Thus (F.1) boils down to the
trivial fact that Ny = [ dN,.

Exercise 10

Using the program ’ode-1.pas’, do Items (a), (b), and (c) below; for each item run the
program and print the output file.

(a) Compute the survival function ¢po for the mortality law in (3.25) in BL and output
values for ¢t = 0, 10, ..., 100.

(b) Modify the program so that it computes ¢p7o and outputs its values for t = 0,1,...,30.
(Insert the following statements in the appropriate places: x := 70; term := 30; outp

= 30;)

(c) Now consider the expected life length in ¢ years for a new-born,

t
€0.71 :/ spodT.
0

Make the program compute and output values for ¢ = 0, 10, ..., 100.

Exercise 11

Study the program ’thielel.pas’, which solves Thiele’s differential equation numerically
for a fairly general single-life policy.

(a) Check the accuracy of the program by computing some functions that possess
closed formulas (e.g. G5 = (1 — e™3°")/r by setting n = 30, u = 0, ba = 1, and all
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other payments null).

In the following use the Danish technical basis given in the program.

(b) Compute 30—t E30+t, G301+ 30-7, A Azt 30=8h (15-1)4 | 15— (¢—15)4 30+t

304+¢ 30=2’
fort=0,5,...,30.

(c) Compute the quantities listed in (b), now with = 0, to find 30—tp3o+, €304, 30=7)>
30—tq30+t, 1 (1), and (15-t)4 | 15— (t—15), €30+¢. Compare with the results in (b) to get
an impression of the impact of interest.

(d) Setting instead the mortality rate p equal to 0, compute the quantities in (b) again
(some of them are now trivial), identify their proper names and symbols in the world
of deterministic payments, and compare with the quantities obtained in (b) to get an
impression of the impact of mortality.

(e) Do the same exercise again, now assuming that both r and p are 0, which means
that you just have to write down the total (not discounted)payments under some
simple deterministic contracts. Certainly you do not need the program to find the
answers. Compare the results with those obtained in the previous items.

(f) Going back to the full model with mortality and interest, compute the net pre-
mium level © and net premium reserve V; at times t = 0,5, 10, 15, 20, 25,30 for the
standard forms of insurance treated in Chapter 3, first for the (rare) case with a single
premium at time 0 (has already been done in Item (b) above), and then for the case
with continuous premium at level rate. For the deferred annuity, take m = n = 15.
Draw the missing graphs in Figures 4.1 — 4.5.

(g) Compute the variances of the random variables whose expected values are listed
in (b).

Exercise 12

Revisit Exercise 11 Item (b), which lists the reserves for four contracts with standard
benefits against single premium at time 0. Compute the corresponding reserves under
the modified scheme where k V; is paid back to the insured (i.e. his or her dependents)
upon death during the term of the contract. Use k = 0.5. (You have already the
numbers for the cases £ = 0 and k = 1, and you should be able to explain why that is
$0.)

Exercise 13

Prove that, if the mortality intensity is an increasing function of age, then the net
premium reserve for a deferred level benefit life annuity against level equivalence pre-
mium in the deferred period (both continuously paid) is an increasing function of time

throughout the deferred period, and thereafter is a decreasing function.

Exercise 14
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Consider the endowment insurance against continuously payable premium, which com-
prises the three main types of contingent payments: a death benefit of b; at time
t € (0,n), a life endowment of b,, at time n, and a life annuity with intensity —m; at
time ¢ € (0,n). Thiele’s differential equation for the reserve V4 is

d

EV} =7t — bt poyt + (7 + pate) Vo, (F.2)
t € (0,¢), with side condition

Voo =bn.

We remind of the direct construction of the differential equation at the beginning
of Section 4.4 and add here some further details: Denote by PV ,) the present value
at time ¢ of benefits less premiums in the time interval (¢,u]. By definition, V; =
E[PV(¢,n) | Tz > t]. We have

PV(t,n] = PV(t,t+dz] + e_TdtPV(Hdt,n] . (F?’)

Take expectation in (F.3), given that the policy is in force at time ¢. On the left we
get Vi. On the right we use the rule of iterated expectation, conditioning on what
happens in the small time interval (¢, ¢+ dt]: with probability pie++ dt the insured dies,
and the conditional expected value is then just b;; with probability 1 — pg4+ dt the
insured survives, and the conditional expected value is then —m.dt + e Tt Vitar. We
gather

Vi = pate dtbe + (1 — proye dt)(—medt + e T Vigat) -

Subtracting Vitq4: on both sides, dividing by dt, and letting dt tend to 0, we arrive at
(F.2).

(a) Use the same technique to obtain a differential equation for the conditional second
order moment, Vt(2) = E[(PV{t,n))* | T > t]. Start by squaring (F.3),

(PVieu))® = (PVitivan)” + 2 PVirage " “PVisarn + e 2" “(PVisarn)® s

and work along the lines above. Having obtained a differential equation for Vt@)7 you
find also one for the conditional variance Mt(Q) = Vt@) — V2 upon differentiating:

d. 2 d
dtMt T dt

d
‘/;(2) 72‘4%‘/}

(b) Explain how you can compute the variance function Mt@) by extending the program
‘thielel.pas’.
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Exercise 15

Poisson processes, which are totally memoryless, can of course be generated from
continuous time Markov chains, which are more general. For instance, let {Z(t)}+>0
be a Markov chain on the state space {1,2} with intensities of transition pi2(t) =
w21(t) = p. Then {N(¢)}i>0 defined by N(t) = Ni2(t) + Na1(t) (the total number
of transitions in (0,¢]) is a Poisson process with intensity p; transitions counted by
N occur with intensity p at any time regardless of the past history of the process.
Two independent Poisson processes, {N1(t)}:>0 with intensity 1 and {N2(t)}+>0 with
intensity p2, can be generated by letting {Z(t)}+>0 be a Markov chain on the state
space {1,2,3,4} with intensities p12(t) = p21(t) = paa(t) = paz(t) = p1, pais(t) =
ps1(t) = poa(t) = paz(t) = po, paa(t) = par(t) = pos(t) = ps2(t) = 0, and defining
Ni(t) = N12(t)+Na21(t)+Nza(t)+Naz(t) and Na(t) = Niz(t)+Na1(t)+Naa(t)+Naz(t).
Three independent Poisson processes can be generated from a Markov chain with 8
states (work out the details), and, in general, k independent Poisson processes can be
generated from a Markov chain with 2% states.

In the following let {Z(¢)}:+>0 be a Markov chain on the state space {1, 2} and take
w12(t) = pe1(t) = 1. The total time spent by Z in state 1 during the time interval
(t,n] is

Ti(t,n] = /” Li(r)dr,
and the total number of transitions made ftrom state 1 to state 2 in that interval is
Ni2(t,n] = Niz2(n) — Ni2(t) .
(These quantities can be viewed as present values of benefits of annuity type and as-

surance type, respectively, for a two-state policy with no interest.)

(a) Assume Z(0) = 1. What are the interpretations of the random variables T (¢, u]
and Ni2(t,u] in terms of the Poisson process N (t) = Ni2(t) + Na1(t)?

(b) Find, by solving the relevant differential equations analytically, explicit expressions
for the first two state-wise conditional moments

V() =E[T{(t,n] | Z(t) = j],

J

W P (t) = E[N{y(t,n] | Z(t) = j],

b
j=1,2,g=1,2, and find also the corresponding variances. (You should obtain e.g.

BT (] | 20) = 1] = 3 (14 2u— ™)

Var[Ti(t,n] | Z(t) = 1] = Fl,ﬂ (L4+4— (2= e )?) |

(c) Using the program proresl.pas, solve the differential equations also numerically
and compare the results with the exact solutions obtained in (b).

Exercise 16

Consider the Markov chain model for death, sickness, and recovery sketched in Figure
7.3, which is apt to describe insurances with payments that depend on the state of
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health of the insured (e.g. disability pension or waiver of premium during disability).
Apart from the names of the states and the symbols for the intensities, we adopt stan-
dard notation for the transition probabilities p; (¢, u) and the occupancy probabilities

pﬁ(t u)'

(a) Prove, both by a forward and a backward argument, that

pestu) = oxp (~ [ (0(6) 4 o)) ds)

(b) Given start in state a at time 0, write up the probability that the process remains
in a during the time interval [0, ¢1), then jumps to state ¢ in [t1,¢1 + dt1), then remains
in ¢ during the time interval [t1 + dt1,t2), then jumps to state a in [t2,t2 + diz2), then
remains in a during the time interval [tz + di2, ¢3), and finally jumps to state d in the
time interval [t3,t3 + dts). This is the probability of one particular full specification
of the history of the process.

(c) Write down the forward Kolmogorov differential equations for paq(s,t) and pai(s,t)
and their appropriate initial conditions at time ¢ = s. (Since paa(s,t) = 1 — paa(s,t) —
Pai(s,t), there is no need to work with the differential equation for paq(s,t). This is a
useful property of the forward equations.)

(d) Find an explicit solution to the differential equations in (c) in the case where the
intensities are constant. Since the transition probabilities in this case depend only on
t — s, we can set s = 0 and simplify notation to p;x(0,t) = pea(t). (Hint: Differenti-
ate the differential equation for e.g. pqa(t), and substitute expressions for pa(t) and
its first order derivative to obtain a second order differential equation involving only
Paa(t). This equation can be solved by a standard techniques.)

Exercise 17

Continuing Exercise 16: We consider an insurance policy purchased by an = years old
person in active state. We are now interested in the life history after age =, conditional
on the state then being a. Therefore, to visualize the insured’s age at entry and the
time elapsed since issue of the policy, we put o(t) = oztt, p(t) = paote, u(t) = pote,
v(t) = Voyt and ¢p5® = paa(z, T + 1) ete.

From Exercise 16 (c¢) we fetch the (forward) differential equations for ¢p3® =
Paa(0,t) and ;p%* = pai(0,t) and their side conditions.

(a) Find closed form expressions for ;p2, ;p%, and ¢p% in the case without recovery
(pz+t = 0). You can either solve the differential equations or put up the expressions
by direct reasoning, see Chapter 7.

(b) The remaining lifetime T’ of (z) has survival function :pjy) = ¢p3® +p%*. What are
the conditional probabilities, :pz® and Py, of being active and invalid, respectively,
at time ¢, given survival to time ¢ (and start as active at time 0)? Find the mortality
intensity fi[y)+¢ of the survival function ¢p(,). Discuss the expression for p[,)4, observe
that it is select in general, and give a verbal explanation of the selective mechanism

which is at work here.
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(c) Assume now that pz++ = Vz+t, usually referred to as the case of non-differential
mortality. In this case piz)4+ = pz+t, of course. Verify that the conditional probabil-
ities +p5® and +p2’ are the corresponding transition probabilities in the partial model
sketched in Figure F.1. (Check that they are solutions to the forward differential equa-
tions for the transition probabilities in the partial model.)

a O+t 1
active - invalid
pz+t

Figure F.1: A partial Markov chain model for sickness and recovery, no death.

(d) Consider the following case: Age at entry is z = 30, term of contract is n = 30, the
benefit is a life insurance of 1, premium is payable at level rate while active (waiver
of premium during disability), interest rate and transition intensities are as given in
the standard version of the program ’proresl’. Fill in appropriate statements in the
program 'proresl’ to make it compute the state-wise reserves at times ¢t =0, 1, ..., 30.

Exercise 18

Let Z(t), t > 0 be a time-continuous Markov chain on a finite state space 7 = 1,..., J,
starting in state 1 at time 0; Z(0) = 1 . Assume that it possesses transition inten-
sities, and adopt standard notation for basic entities: intensities of transition p;x(t),
transition probabilities p;x(t,u), and probabilities of uninterrupted sojourns pz(t, u).

(a) Let to < t1 < -+ < tr < tp41 be times in [0, 00) and let jo, j1,- .., Jr, jr+1 be states
in J. Express the following probabilities in terms of the basic entities:

r+1
P ﬂ Z(t:) —jz} ;
P m Z(t:) = Ji | Z(to) = Jo, Z(tr4+1) = jr+1:| . (F.4)

(b) Let s and ¢ be fixed times such that s < ¢, and let 7 and j be fixed states. Use the
result in (F.4) (if you got it right) to show that, conditional on Z(s) =i and Z(¢) = j,
the process Z(7), T € [s, 1], is a Markov chain.

(¢) Suppressing the dependence on s,t and ¢, from the notation, denote the condi-
tional Markov chain by Z(7), 7 € [s,t], and denote its transition probabilities and
intensities by Pgn(7,9) and fign(7), respectively. Determine these probabilities and
intensities.
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(d) What is the limit of fig,(7) as 7 tends to t? Distinguish between the cases where
(i) g and h are both different from the “destination state” j, (ii) g # j and h = j, (iii)
g =j and h # j. Give a verbal explanation of the results.

(e) Now specialize to the disability model in Figure 7.3, and condition on Z(0) = a
and Z(t) = i. Write out the expression for &(7) and the value of fi(7) (trivial). Find
an explicit expression for ¢(7) in the case with constant intensities and no recovery,
and discuss it with particular attention to the limiting value as 7 tends to t.

Exercise 19

(a) Describe in words the single life insurance policy for which Thiele’s differential
equation is

d
EVt =rVi+c—pat(1-Vy), 0<t<m,

subject to the condition
Voo =1.

Integrate the equation, using the technique with integrating factor, to obtain the direct
prospective expression for the reserve Vi. Express the reserve in standard actuarial
notation. Explain how to determine c so as satisfy the equivalence requirement Vo = 0.
|

(b) Prove that if g4+ is an increasing function of ¢ € [0,n], then V; is an increasing
function of ¢ € [0,n]. Construct an example where V; is not an increasing function of
tforalte (0,n). O

Exercise 20

(a) Let T be a random lifetime with continuous survival function ¢po, and let G be a
non-decreasing real-valued function such that E[G(T")] is finite. Prove the formula

E[G(T)] = G(0) + /O T pedG(). O (F.5)

Let w(t), defined on [0,00), be a continuous and strictly positive function such
that [;° w(s)ds = oo. Define

W(t) = /Ot w(s)ds

and
5o\ .,
tPo = (m) = (1 + W(t)/(;) . (F6)

(b) Show that ¢po is a survival function, and find the corresponding mortality intensity
. Find the conditional survival function ¢p, and observe that it is of the same form
as (po, only with different W and §. Prove that W (T') + § is Pareto-distributed with
parameters (vy,6). O
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(c) Consider the special case where w(t) = 2¢, and v > 1. Use (F.5) to find an explicit
expression for E[T?]. O

(d) The parameters v and § are to be estimated from data on n independent lives
observed from birth until attained age z or death, whichever occurs first. Thus, if
T, is the life length of person No. m, the observations are T,, Az, m = 1,...,n.
Write up the log likelihood function, derive the likelihood equations that determine
the ML estimators 4 and ) , and explain without doing calculations how to find their
asymptotic covariance matrix. [

(e) Assume that ¢ is known. Then there is an explicit expression for 4. Find this
expression and use (F.5) to show that 4 converges to v with probability 1. O

(f) Assume now that the data available are the occurrence-exposure rates in years
j=1,...,z Explain how to estimate v and § by the technique of analytic graduation
by weighted least squares. [J

Exercise 21

An x years old person buys a permanent disability pension policy specifying that pre-
mium is paid continuously at fixed rate ¢ per time unit in active state and pension
is payable continuously at fixed rate b per time unit in disabled state. The policy
terminates z years after issue. The relevant Markov model is sketched in Fig. F.2.
Assume that the interest rate r is constant.

a o 1
x4+t
active —_— disabled
M-t Vet
d
dead

Figure F.2: A Markov chain model for permanent disability insurance.

(a) Derive the differential equations and their side conditions for the reserves in the
states a and 7. [J

(b) Suppose the reserve is paid back upon the insured’s death as active before time z.
How does this change the differential equations in Item (a)? O



APPENDIX F. EXERCISES 12

(c) Describe in words the product for which the reserves satisfy the differential equa-
tions

DVelt) = 1Valt) e = owralVilt) = Valt)) — pose (1 = Va(),
TGV = TV — b= v (1= Vi),

with side conditions V,(2—) =1 and V;(2—) =1. O

(d) Write down, without proofs, explicit expressions for the probabilities paa(0,t),
p"(07 t)7 and pai(o,t). O

(e) Assume that n independent policies, identical to the one described above, are
observed in z years, and that the intensities are of the form:

Lt = a+ ﬂe"/ (z+t) ,
Vert = a-+ ﬂe”’/ (z+t) 7
oy+t = o (constant).

Explain how to estimate the parameters «, 3, v, 7/, and o from the data. Write up
the log likelihood function and derive the likelihood equations that determine the ML
estimator. [

Exercise 22

Use the program ’actuary.pas’ to study how the (fixed) premium rate and the reserve
per survivor depend on the age of the insured, the length of the premium payment
period, the term of the contract, and the interest rate for various forms of insurance.
In the case of life annuities, compare with the corresponding bank savings solution.

Exercise 23

Prove that an FV function has at most a countable number of discontinuities. (Hint:
Consider a non-decreasing and finite-valued function X. Its set of discontinuities is

D(X) = Ug:l Uiozl Dm,n )

where Dy = {t;n—1<t<n, Xiy — X > %} Show that D, is finite, possibly
empty. Thus, D(X) is a countable union of finite sets, and is thus at most countable.)

Exercise 24

Define eu(t) = 1{u,00)(t), which for fixed u is a very simple RC and PD function
of t. Apply (A.7) to the very transparent case where X; = &, (¢),and Y: = &4, (),
0 < t1 < t2, and compare the results of the formal calculations to what you can put
up by direct reasoning.

Exercise 25
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Let X be an RC and PD function and let N count its discontinuities. Prove that

q—1
AX{ = gX{ 7 aidt+ Y (q> XE (@)™ dv, (F.7)
p

p=0

which generalizes the well-known rule dX¢ = ¢X?~' dX, for continuous X.

Exercise 26

Let N be a counting process and consider a process S defined by
St = exp(at + bNy),
where a and b are constants. Use It6’s formula to show that the dynamics of S is given

by
dS, = Si_ (a dt + (¢ — l)dNt> .

In integral form
t
S, = 1+/ S, _ (adT+ (" — 1)de) .
0

Assume now that N is a Poisson process with intensity A. By the independent
increments property of N, we can heuristically conclude that X,_ and dN, are inde-
pendent, so

E[S-—dN-] = E[S;—]E[dN-].
Use this together with E[S-_] = E[S-] to obtain an integral equation for E[S;]. Solve
it to find
E[S;] = exp (at + (eb - 1) )\t) .

Verify the result by direct calculation using that N; has a Poisson distribution with
parameter At.

Exercise 27
Verify (2.4). (A recommended text on functional equations is [2].)

Exercise 28

(a) Apply (A.8) to (2.14), taking X = exp (fot s ds) andY; = [" exp (— [ rsds) dB-,
to obtain (2.19) and integrate over (¢, n] to obtain (2.22).

(b) Prove the relationship (2.24). by applying integration by parts (A.9) to [," e~ IsraB,
(it is convenient to put dBr = d(B; — By)). Give a verbal interpretation of (2.24).
Then prove (2.23) by using (2.9).

(c) Observe that if B consists only of a unit payable at time n, then, essentially, all
the relationships (2.22), (2.23), and (2.24) reduce to (2.9).
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Exercise 29

(a) Let A = —B and A’ = —B’ be two payment functions with retrospective and
prospective reserves denoted by U and V and U’ and V’, respectively. Assuming that
the interest rate is always positive, verify the following rather obvious assertions: If
Ay < A, for all ¢, then U; < U, for all t. If, moreover, A; < A} for some ¢, then
U, < U! for all T > t. Similarly, if B,, is finite and B,, — B: < B}, — B, for all ¢, then
Vi < V/ for all t.

(b) In particular, any advancement of deposits will produce an increase of the ret-
rospective reserve if the interest rate is positive. This is the general circumstance
underlying results like the following about ordering of the present values in (2.28),
(2.29), and (2.31): am < am < dm -

Exercise 30

Let the payment stream A represent deposits less withdrawals on an n years savings
account that bears interest with strictly positive interest rate. It is required that
Us > 0 for all ¢, with strict inequality for some ¢, and that U, = 0, see (1.10) and
(1.11). Prove that A, < 0, and explain this result.

Exercise 31

We refer to the theory of loans in Subsection 2.2. In practice amortizations are typically
due at whole years after the loan is paid out and, accordingly, interest is calculated
on an annual basis. Thus, the payment functions A, F', and R are pure jump func-
tions with jumps a¢, f:, and p¢, respectively, at times ¢ = 1,...,n. (The symbol p:
is chosen since r; is reserved for the instantaneous interest rate, which is something
different.) Denote the annual interest rate in year ¢ by i¢ and the corresponding dis-
count factor by v; = (1+ z't)fl. They are related to the instantaneous interest rate r¢

by 1+ i; = exp (f;l Tr dT)A
(a) Rewrite the relationships appearing in Subsection 2.2 in terms of the Ay, a, Fy, ft,
Ry, pi, it, and v, restricting to discrete times ¢ = 0, ..., n. In particular, dynamical re-

lations like (2.38) are to be written out as recursive equations in the style of Chapter 1.

(b) Use the program ’actuary.pas’ on L:\KUFML (set mortality equal to 0) to study nu-

merically the properties of various forms of loans; fixed loan (fy =0fort =1,...,n—1
and f, = 1), series loan (f; = f for ¢ = 1,...,n), and annuity loan (a; = a for
t=1,...,n).

Exercise 32

By inspection of Fig. 3.1, estimate roughly the expected number of years spent in the
age intervals (0,10], (10,20],..., (90,100] for a new-born. Compute the exact figures.
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Exercise 33

Starting from a given aggregate mortality intensity u., there are uncountably many
ways of inventing a select mortality law (), with select period of a given length s
and ultimate mortality law pq++, t > s. We shall propose four possibilities:

(a) A duration dependent weighted mortality intensity,

K]t = % Vatt + (1 - %) Hatt

where v is some mortality intensity such that v, < p, for all x > 0, and w is some
non-increasing function such that w(0) > 0 and w(t) = 0 for ¢ > s. For instance, one
could take v; = pg—qo for some a > 0 (assuming p is increasing) and

w(t)=(1-1t/s)*V0

with ¢ > 0. If ¢ > 1, then the derivative of w at t = s is 0, making p ”smooth” there.
Suggest another choice of w.

(b) A mortality intensity obtained by reducing age in the select period,

Hiz),t = Hatt—w(t)

with w as in item (a) above.

(c¢) A simple Cox regression model,

figa]e = exp(Brw(t) + Bow? () frate

with w as in item (a) above.

(d) A piecewise constant intensity,
M[x],t:)\j+ﬁk7 j—1<z+t<j, k—1<t<k,

i=1,2,...k=12...,s.

(e) Discuss in general terms how the select mortality laws in items (a) - (d) can be
estimated from data. Matters may simplify in (a) - (c) if you assume that the ultimate
mortality law is known. Carry out a more formal analysis for the case (d).

Exercise 34

The bank proposes a savings contract according to which (55) saves a fixed amount
c annually in 15 years, at ages 55,...,69, and thereafter withdraws a fixed amount of
b =1 anually in 10 years, at ages 70,...,79. The annual interest rate is ¢ = 0.045. The
balance equation is

14 24

S+ e- > (1+0)* b=0,

=0 j=15
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which gives
24 -
_ 2i—15 v’
¢C= <7
iz
Find the annual premium for the corrresponding life annuity with benefits payable
contingent on survival.

=0.381b.

Exercise 50

So-called Loss of profits insurance covers losses suffered by firms during cessation of
production caused by fire or other accidental events. Suppose that a firm at any time
is either in state “a = active” (normal production) or “i = inactive” (no production).
The insurance can be purchased when the firm is in active state. The indemnification
(benefit) is paid continuously at constant rate 1 per time unit in inactive state, and
premium is paid as a single amount upon issue of the policy at time 0 (say). Denote
the term of the contract by n. Let Z(t) denote the state of the firm at time ¢. Under
these conventions the total indemnification in respect of the policy is the time spent
in inactive state during the term of the contract,

n
Tn = / I{Z(‘r):i} dr.
0

Assume that Z is a time-homogeneous Markov chain as sketched in Figure F.3; the
intensities o and p are constant. Put

pik(t,u) = PlZ(u) = k| Z(t) = j],

0<t<u<nandjk € {a,i}.

Active _— Inactive

Figure F.3: A Markov chain model for loss of profit insurance.

(a) Show that
o (o _
Pai(t,u) = —— (1 o~ (e tp)(u t)) 7

and paa(t,u) = 1 — pai(t,u). The probabilities p;a(t,u) and ps; (¢, u) are given by the
same expressions when o and p change roles. Explain why the probabilities p;x (¢, u)
depend only on the length of the time interval, u — ¢. Notice that

g

lim pgi(t,u) = ,
Jimpas(t, ) P

and explain why the result is reasonable.
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(b) Find the single premium 7, = E[T,] for the loss of profit insurance described above;
Employ the principle of equivalence assuming no interest. Show that the premium per
year, 7, /n, is an increasing function of n, with upper limit o/(c + p) (compare with
the last formula in (a)).

(c¢) The intensities o and p are to be estimated from statistical data from m indepen-
dent, identical firms, which have been insured and observed over the same period of
time, [0, n]. Assume first that for each firm there is a complete record of transitions be-
tween states in the observation period. Write up the likelihood function, explain how
the maximum likelihood (ML) estimators of the parameters are derived, and find their
asymptotic variances. Examine these variances as functions of n for fixed mn = w
(total time under observation), and comment.

(d)item For0 < s1 <--- < s, <t <wu<nandji,...,jr €{a,i}, find the conditional
probability

pik(t,u) = P[Z(u) = k| Z(s1) = j1,..., Z(sr) = jr, Z(t) = j, Z(n) =i,

a function of j, k, ¢, and u. Conclude that, conditional on Z(n) = i, the process Z
behaves like a Markov chain Z with transition probabilities Djk(t,u). Find the transi-
tion intensities &(t) and p(t) for Z.

(e) Assume now that p = 0 and that the data available are occurrence-exposure rates
in years j = 1,...,n for those firms that are inactive at time n and no information
about other firms in the portfolio. Using the results in (a) and (d), explain how to
estimate o by the technique of analytic graduation. (Do not try to find an explicit
expression for the estimate of ¢.)

Exercise 51

(a) Consider the Markov model for death, sickness, and recovery sketched in Figure
7.3. Apart from the special symbols for the intensities, we adopt standard notation
and assumptions: Z(t) is the state at time ¢ > 0, the process starts from active state,
Z(0) = a,
pik(t,u) = PlZ(u) = k| Z(t) = 4], (F.8)
and
pi;(t,u) = P[Z(t) =34, 7 €[t,u] | Z(t) = j]. (F.9)

(a) item Derive forward differential equations for the probability p((lli)(O,t) of being
disabled for the first time at time ¢ and for the probability p((lla) (0,t) of being active at
time t after having been disabled once. Proceed in the same manner to derive forward
differential equations for the probabilities p((llz) (0,¢) and pflka) (0, ¢t) of being disabled and
active, respectively, at time ¢ after exactly k onsets of disability, for k = 2,3, ....

What is S22, pls (0, )?
(b) Express the probability
PlZ(r) =47 €[t —q,t] | Z(0) = d]

in terms of the basic entities defined in (F.40) and (F.9).
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(c) At time 0 an active person buys an insurance policy which specifies that a pension
benefit is to be paid continuously with fixed intensity 1 as long as the insured is
disabled and has been so uninterruptedly for at least ¢ years. (The term ¢ is called the
qualifying period.) The policy expires upon death or, at the latest, at time n (> ¢q). A
single premium 7 is paid at time 0.

Determine the premium 7 by the principle of equivalence, assuming that the in-
terest rate r is constant. Find the reserve at time ¢ < n — ¢ for an insured who is
disabled and is currently receiving the disability benefit.

(d) Consider the Markov chain model in Figure 7.3. Fill in appropriate statements
in the enclosed program ’proresl’ to make it compute the transition probabilities
Pai(t,10) and p;i(¢,10) for ¢ = 0,1,...,10 in the case where all the intensities are
constant: 4 =v =0 =0.01 and p = 0.

Exercise 52

(a) We adopt the usual notation and assumptions of the theory of multi-life insurance
policies and consider two independent lives (z) and (y) with remaining life lengths T’
and T, respectively. Assume that the benefit is an assurance of 1 payable at time
Ty if Tp +n/2 < Ty < n and that premium is payable at constant rate 7 until time
min(T5, Ty, n/2), where n is the term of the contract (fixed). Determine the equiva-
lence premium 7.

Exercise 53

The employees of a firm are automatically members of a pension scheme with salary
dependent premiums and benefits defined as follows. Consider an employee (z), who
enters the scheme z years old at time 0 (say), retires at pensionable age 65 at time
m = 65 — z, and earns salary at rate S(t) per time unit at time ¢ € [0,m]. Contingent
on survival, premium is payable continuously at rate wS(t) at time ¢ € [0, m], and
pension is received as an endowment of 55(m) upon retirement at time m.

Assume that the economy is governed by a continuous time Markov chain Y'(¢),
t > 0, with state space J = {1,...,J}, constant intensities of transition Az, j # k,
and initial state Y (0) = i, say. At any time ¢ > 0 the accumulation factor U(t) of the
investment portfolio is given by

U(t) = exp (/Ot r(s) ds) , r(s) = Z Ii(s)r;,

and the salary rate is given by
t
S(t) = exp (/ a(s) ds) . a(s)= E I;(s)a; .
O .
J

Here, I;(t) = 1[Y (¢) = j], and the r; and the a; are known, fixed numbers; r; is the
interest rate and a; is the rate at which salary increases per time unit and per unit of
salary when the economy is in state j.
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(a) Demonstrate how to determine the premium rate 7 that makes expected discounted
benefits less premiums equal to 0 at time 0; Construct differential equations for bene-
fits and for premiums and specify appropriate side conditions.

(b) Explain that, if a; = r; for all states j so that salary is perfectly linked to in-
vestments, then equivalence can be attained in a large (in principle infinitely large)
portfolio of identical policies.

Exercise 54

(a) Describe briefly the main characteristics of with-profit insurance and unit-linked
insurance.

(b) Consider a pure endowment benefit at time n (the term of the contract) against
a single premium at time 0. Assume that the investment portfolio of the insurance
company bears interest at rate r(t) at time t, where r is driven by a Markov chain as
described in Question 6. Show how to determine the single premium for a unit-linked
contract with sum insured max(U(n), g), where U(n) is the index of the investment
portfolio given by U(t) as defined in Question 6, and g is a guaranteed minimum sum
insured.

Exercise 55

We adopt the usual notation and assumptions of the theory of multi-life insurance
policies and consider two independent lives (z) and (y) with remaining life lengths T’
and T, respectively.

(a) Assume that the benefit is an assurance of 1 payable at time Ty, if 2T, < T, < n
and that premium is payable at constant rate m until time min(7%,Ty,n/2), where n
is the term of the contract (fixed). Determine the equivalence premium .

(b) Propose a method for computing the premium numerically. (Hint: One possibil-
ity is to treat ;/op. as a survival function p, with intensity fiz++, which you would
need to express in terms of 1, and then solve a Thiele differential equation numerically.)

(c) Determine the reserve at any time ¢, assuming that the insurer currently knows
the complete past history of the two lives. You need to distinguish between various
cases, whether (y) is alive or dead, whether ¢ is before or after time n/2, and whether
x is alive or dead and, if dead, when. Is the reserve always non-negative?

(d) What is the variance of the present value of the benefit?
SURPLUS, BONUS, WITH PROFIT, GUARANTEES, UNIT-LINKED

A. Preliminaries. We are going to restate the theory of surplus and bonus and
related problems in the framework of the simple, still fairly general, single life con-
tract treated in Section 4.4 and add material on interest guarantees and unit-linked
insurance.
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The terms of the contract are set out in the expression for the prospective reserve,

n
V= / e~ J{ (Tu+#m+u)du(uz+7_ b, — 71'7—) dr + e J& (rutpggq) du b,
t

and the equivalence relation
Vo = To, (FIO)

where 7 is the lump sum premium payment collected upon the inception of the policy
(it may be 0, of course). The equivalence relation (F.10) can be cast as

t
Mo + / TGt ) by dr — T o e ier) duy, o (R
0

The first two terms in (F.11) are the expected present value at time 0 of premiums less
benefits up to and including time ¢. The second term is minus the expected present
value at time 0 of benefits less premiums after time ¢. Thus, the equivalence principle
ensures that, at any time, net incomes in the past provide precisely the amount needed
to meet net liabilities in the future.

Thiele’s differential equation is

d
EV} = Tt — fatt bt + (Tt + pore) Vi, (F.12)

with the boundary condition
Vie =bn. (F.13)

B. With profit contracts (participating policies); Surplus and Bonus. Insurance poli-
cies are long term contracts, with time horizons wide enough to capture significant
variations in interest and mortality. Therefore, at time 0 when the contract is writ-
ten with benefits and premiums binding to both parties, the future development of
(r¢, bott), t > 0, is uncertain, and it is impossible to foresee which premium level will
satisfy (F.11) and establish equivalence in the end. If it should turn out that, due
to adverse development of interest and mortality, premiums are insufficient to cover
benefits, then there is no way the insurance company can avoid a loss; it cannot reduce
the benefits and it cannot increase the premiums since these were irrevocably set out
in the contract at time 0. The only way the insurance company can prevent such a
loss, is to charge a premium ’on the safe side’, high enough to be adequate under all
likely scenarios. Then, if everything goes well, a surplus will accumulate. This surplus
belongs to the insured and is to be repaid as so-called bonus, e.g. as increased benefits
or reduced premiums.

The usual way of setting premiums to the safe side is to base the calculation of
the premium level and the reserves on a provisional first order basis, (r{, upi¢), t > 0,
which represents a worst case scenario and leads to higher premium and reserves than
are likely to be needed. We follow common practice and take the first order interest
rate to be constant, r*. (From a mathematical point of view this is just a matter of
notation.) The reserve based on the prudent first order assumptions is called the first
order reserve, and we denote it by V;". It satisfies Thiele’s differential equation

d * * * * *
E‘/t =m4+r Vi — ppie(be = Vi), (F.14)
subject to the natural side condition V,;_ = b,. The premiums are determined so as

to satisfy the first order equivalence relation V' = mo.
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Taking our stand at a given time ¢ after the inception of the policy, the develop-
ment of interest and mortality in the past, (rr, tztr), 7 < t, is now known and can
be invoked in an updated calculation of the net incomes up to time t. The future
development of interest and mortality, (7, ie+-), 7 > t, remains uncertain, however,
so for the assessment of future liabilities one must stick to the conservative first order
basis, (r*, usi,), T > t. Thus, instead of the balance equation (F.11), which cannot
be set up since it involves unknown future rates of interest and mortality, we have the
following expression for the mean surplus per policy at time ¢:

t "
Sy =mo + / e o (T“Jr“”“)du(ﬂ; — Hagtrbr)dT — €™ M(T“-F”“”)d“vt* . (F.15)
0

If the factual interest and mortality in the past were more favourable than the pes-
simistic first order basis, then this surplus is positive.

C. Emergence of surplus. To see how the surplus is emerges, we need to study the
dynamics of S¢. Differentiating (F.15), using (F.14), and rearranging terms, we obtain

d — t T U
Est —e Jo (rutpeiy)d ct,
where
ce = (re =)V + (pags — prate) (be = V7). (F.16)

Obviously, c¢: is the rate at which surplus emerges per survivor and per time unit at
time ¢. Interpret the two terms on the right hand side of (F.16) as surplus emerging
from safety margins in the interest rate and in the mortality rate, respectively. We can
reasonably say that a first order element is set on the safe side if the corresponding
contribution to the surplus is positive. By inspection of the first term on the right of
(F.16), we see that r* is on the safe side as long as it is less than the true r¢ (provided
that the first order reserve is positive, as it should be for any meaningful contract).
By inspection of the second term on the right of (F.16), we see that the sign of the
sum at risk by death, by — V;*, determines how to set first order mortality to the safe
side: If the sum at risk is positive (e.g. term assurance or endowment assurance), then
Wn1e is on the safe side if it is bigger than piz+¢. If the sum at risk is negative (as is the
case for e.g. a pure endowment, a deferred annuity, or some other savings insurance
with b, = 0), then p;, is on the safe side if it is less than pgq¢.

D. Redistribution of surplus as bonus. The word bonus is Latin and means ’good’. In
insurance terminology it denotes various forms of repayments to the policyholders of
that part of the company’s surplus that stems from good performance of the insurance
portfolio, a sub-portfolio, or the individual policy. In the present context of life insur-
ance it denotes the repayments of surplus stemming from favourable development of
interest and mortality. Let us denote such repayments by b in general. For the sake
of concreteness, suppose bonuses are paid back continuously at rate be per survivor
for 0 < t < n and possibly with a lump sum b, per survivor at time ¢t = n. By
statute, surplus is to be repaid in its entirety, which means that equivalence is to be
re-established on basis of the true interest and mortality conditions when these are
ultimately known at the term of the contract:

n _ T n _ T ~
/ e I (rutragtu) duCT dr = / e J§ (rutigyy)du b, dr
0 0

(n

+67J0 (Tu+#m+u)dugn ) (F.17)
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In the following Paragraphs E - G we will study some commonly used bonus schemes.

E. Cash Bonus. This means that surplus is being repaid continually as it emerges,
i.e. l;t =c¢, 0<t<mn,and Bn = 0. It may for instance take the form of a premium
deductible payable at rate c; as long as the insured is alive during the contract period.
In the case of a term assurance contract it could reasonably take the form of an
additional payment be upon death at time ¢ € (0,n), and a natural choice is by =

ct/Batt

Exercise 1-12
Verify that the two cash bonus schemes described above comply with the ultimate
equivalence requirement (G.36). Construct a scheme that is a combination of the two
proposed here.

F. Terminal Bonus. This means that surplus is repaid as a lump sum bn to survivors
at the end of the term, and b; =0, 0 <t < n.

Exercise 1-13
Determine b, by (G.36).

G. Purchase of Additional Insurance. Under this bonus scheme the surplus is spent
on purchase of additional insurance. Additional insurance is written on the first order
basis and will therefore also generate surplus, which in its turn will be used for further
purchase of additional insurance, and so on. The scheme is non-trivial and requires a
bit of theoretical reasoning:

For a policy in force at time ¢ let V" denote the expected present value, on the
first order basis, of future benefits only;

‘/;*+ _ / e ftﬂ'(r*+,u,;+u) duuz+7— b‘r dr + e,ftn(r*+y.;+u) du bn )
t
It satisfies the Thiele’s differential equation

d * * * * *
E‘/}Jrzr Vt+*ﬂx+t(bt*Vt+): (F~18)

with natural side condition V"t = b,.

The quantity V;*t is the single premium payable at time ¢ if the insured then were
to purchase an additional insurance for the balance of the term, with the same benefits
as in the original contract. Spending the surplus ¢, dt generated in [t, ¢+ dt) as a single
premium for additional benefits of the form specified in the original contract, will buy
the insured a fraction ¢; dt of future benefits given by

ce=q Vi, (F.19)

At any time ¢ € (0,n) the death benefits from the original contract and from the
additional benefits purchased during (0, ¢] total

(14 Q¢) b, (F.20)

where

Qt:/o grdr. (F.21)
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Likewise, the total endowment benefit at the term of the contract is
1+ Qn)bn. (F.22)

At time ¢ the total surpluses from the original contract and the additional benefits
purchased during (0, t] emerge at rate

co = (re =) (Vi 4+ QeVi) + (age — pase) (L+ Qu)be — Vi = QuVF'T) . (F.23)

Now all elements needed are in place, and a dynamic computation will deliver the
solution. First, at the time of the inception of the contract, the functions V;* and V;**
and the equivalence premium 7 are determined by use of the program ’proresl.pas’
(or ’prores2.pas’). The computation goes backwards starting from the side conditions
Vi = b, and Vt*f = bn. Then, as time goes by and surpluses are being observed
and disposed of, one computes simultaneously the functions V;* and V;** (again) and
the random function Q; as solutions to the differential equations (F.14), (F.18), and
(rewrite (F.19))

d 1
—Qt = —— F.24
dtQt VT C, (F.24)

with ¢; given by (F.23). The computation goes forwards, starting from time ¢ = 0
with the initial conditions

VO* = 07
‘/()*+ — V0*+
(picked from the first computation), and
Qo=0.

Having determined @, the benefits under this bonus scheme are now given by (F.20)
and (F.22).

H. Prognostication of bonus. At regular times (typically annually) the customer re-
ceives a statement of his policy account, informing about bonus earned from surplus
in the past and also predicting future bonuses based on a qualified guess as to the
future development of interest and mortality.

Exercise 1-14

Outline such a statement with these pieces of information for the standard contract
considered so far, including the relevant formulas, and basing the prognostication of
future surplus on the assumption that rr = r* + Ar and poyr = iy, — Ap for some
given positive Ar and Ap.

Exercise 1-15

Apply the present theory to a pension insurance policy for which benefits are an m
year deferred life annuity payable at level rate 1 per year in n years, and premiums are
payable at level rate during the deferred period. Write out all relations and formulas
that differ from the corresponding ones above. Will surplus emerge also in the benefit
period [m,m +n)?
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Exercise 1-16

Extend the theory so as to include expenses. Consider an endowment insurance with
constant sum insured b and constant gross premium rate 7’ (no down payment 7 at
time 0). Assume that true expenses incur with a lump sum o’ + o”’b at time 0 and
thereafter continuously at rate 8; + B/7' + i + v'b + fyé”Vt*/ at time t € (0,n) as
long as the policy is in force. Here Vt*l denotes the gross premium reserve on first
order basis. First order assumptions specify that expenses incur with a lump sum a*b
at time 0 and thereafter continuously at constant rate 3*7’' + v*b. Discuss how the
first order elements can be set on the safe side. Observe that there is a lump sum
contribution to surplus at time 0.

1. Stochastic interest. The uncertain development of the second order elements can
be built into the model by describing the interest rate and the (parameters of the)
mortality rate as stochastic processes. To keep things simple, we will focus on interest,
which is the more important of the two, and assume that the mortality is perfectly
predicted by the first order basis: pyi ;s = pio+t. This means that contributions to
surplus stem only from interest gains, so that

et = (re — )Vt (F.25)

As a simple, but flexible, model for stochastic interest, we will assume that {r:}:>0
is generated by the Markov chain model in Section 7.8 of BL, see also Exercise 2. To
save space, we will write Y; and 7, instead of Y (¢) and r(¢) and, since subscripts are
now used for the time variable ¢, denote the state-wise interest rate by r°.

The statement of account, which is regularly sent to the insured, usually comes
with a prognosis of future bonuses on the insurance. Such a prognosis must be based
on a qualified guess about the future development of the factual valuation basis — in
our simplified situation about r. This guess may be exogenous to the model, e.g. based
on combined opinions of experts in the finance department of the company. Having
adopted a stochastic model for r, the insurer can make an endogenous, model-based
forecast of future bonus payments. Thus, consider a policy which is still in force at
time ¢, and suppose the insurer wants to inform the insured about the conditional
expected value of future bonuses, given that the current interest rate is r+ = r° (which
means Y; = e, assuming that all 7¢ are different). We will consider a few examples.

J. Cash bonus: The rate at which bonus will be paid at some fixed future time wu,
provided the insured is then alive, is

W = (r, —7r")V, .
At time t < u, given r = r¢, W is predicted by its conditional expected value
We(t) =E[W | re =7°].

Exercise 1-17
Show that the functions W, (t) are the solution to the differential equations

W) = 32 s (Welt) = W5(0).
L f#e
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subject to the conditions

e=1,...,J%.

K. Terminal bonus: Bonus payable as a lump sum at the term of the contract n,
provided the insured is then alive, is

w = /ef:'”ds(rTfr*)Vde

0
t
= Wt'/ elrrs ds(rT — IV dr + WY,
0
where
Wt/ _ eftn Ts ds7
n n
/ el s ds(rT -V dr.

t

1"
Wy

The random variables W/ and W,’, which are unknown at time ¢, are predicted by

Wot) = E[W{ | r=r,
W)t = E[W! |r=r°.
Exercise 1-18
Writing
th = Wt,+dt s
W = W{(r:—r))Vidt + Wiia,

show that the functions W/ (t) and W/'(t) are the solution to the differential equations
d .

! ! !

EWe(t) = —Te We(t) + Z Aef(We(t) - Wf(t)) ’
fif#e
d 1 e * * 1"
W) = WG -+ YD A (WL ) - W),
fif#e
subject to the conditions
Win-)=1,
We”(ni) = 07

e=1,...,JY.

L. Additional benefits: At a fixed future time u bonus is paid as a multiple @, of the
contractual benefits provided the insured is then alive. At time ¢ we decompose Q.
into @+, which is known, and Q. — @+, which is unknown, and we need to predict the
latter. Recalling (F.19) and (F.25), start from the differential equation

d Vi

7@ =(re—17) (Vt*+ + Q)



APPENDIX F. EXERCISES 26

and use the technique with integrating factor to obtain

Qu = W/ Qi + W/,

where
th _ eftu('rsfr*)ds ,
Y, o Vi
Wt” _ / efq— (rs—r )ds(TT —r )V*_’_ dr .
t T

Exercise 1-19
Derive differential equations for the state-wise predictions W/ (¢) and W/ (t) of W/ and

1"
t -

Exercise 1-20
(a) Predict discounted future cash bonuses given survival to n,

/ e Jirs ds(rT —r)Vidr.
t
(b) Predict discounted future cash bonuses,

n
/ e~ It (rs+uz+s)d8(7,7 — WV dr.
t
(c) Find differential equations for the conditional variance, given r; = r¢, of the fu-
ture cash bonuses. You may try your hand also on the conditional variance of future
terminal bonus.

As we have said before, the Markov model proposed here can hardly be 100 per
cent realistic. Now, the usefulness of a model depends on its purpose. The sole pur-
pose of the interest rate model is to provide the insured with a reasonable guess as to
his future prospects of bonus, and for that purpose a rough model can certainly be
adequate. Anyway, at the end of the day the bonus payments will be determined en-
tirely by the factual interest rate and will not depend on the assumptions in our model.

M. Guaranteed interest. Recall the basic rules of the 'with profit’ insurance contract:
On the one hand, any surplus is to be redistributed to the insured. On the other
hand, benefits and premiums set out in the contract cannot be altered to the insured’s
disadvantage. This means that negative surplus, should it occur, cannot result in
negative bonus. Thus, the with profit policy comes with an interest rate guarantee to
the effect that bonus is to be paid as if factual interest were no less than first order
interest, roughly speaking. For instance, cash bonus is to be paid at rate

* *
(re =1")+ Vi
per survivor at time ¢, hence the insurer has to cover

(r* —r)+ Vi (F.26)
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Similarly, terminal bonus (typical for e.g. a pure endowment benefit) is to be paid as

a lump sum
(/ el reds (r — YV dr)
0 +

per survivor at time n, hence the insurer has to cover

(/ R (| dT) . (F.27)
+

0

(We write ay = max(a,0) =aV0.)

An interest guarantee of this kind represents a liability on the part of insurer. It
cannot be offered for free, of course, but has to be compensated by a premium. This
can certainly be done without violating the rules of game for the participating policy,
which lay down that premiums and benefits be set out in the contract at time 0. Thus,
for simplicity, suppose a single premium is to be collected at time 0 for the guarantee.
The question is, how much should it be?

Being brought up with the principle of equivalence, we might think that the ex-
pected discounted value of the liability is an agreeable candidate for the premium.
However, the rationale of the principle of equivalence, which was to make premiums
and benefits balance on the average in an infinitely large portfolio, does not apply to
financial risk. Interest rate variations cannot be eliminated by increasing the size of
the portfolio; all policy-holders are faring together in one and the same boat on their
once-in-a-lifetime voyage through the troubled waters of their chapter of economic his-
tory. This risk cannot be averaged out in the same way as the risk associated with the
lengths of the individual lives. None the less, in lack of anything better, let us find the
expected discounted value of the interest guarantee, and just anticipate here that this
actually would be the correct premium in an extended model specifying a so-called
complete financial market. Those who are familiar with basic arbitrage theory know
what this means. Those who are not should just imagine that, in addition to the
bank account with the interest rate r;, there are some other investment opportunities,
and that any future financial claim can be duplicated perfectly by investing a certain
amount at time 0 and thereafter just selling and buying available assets without any
further infusion of capital. The initial amount required to perform this duplicating
investment strategy is, quite naturally, the price of the claim. It turns out that this
price is precisely the expected discounted value of the claim, only under a different
probability measure than the one we have specified in our physical model. With these
reassuring phrases, let us proceed to find the expected discounted value of the interest
guarantee.

(a) Cash bonus with gurantee given by (F.26): Given that ro = r® (say), the price of
the total claims under the guarantee, averaged over an infinitely large portfolio, is

E {/ eI =) Vi pedr

0

ro = re} . (F.28)

A natural starting point for creating some useful differential equations by the backward
construction is the 'price of future claims under the guarantee’ in state e at time ¢,

We(t) =B |:/ e ftTT(T* - rT)JFV: Pz dT

t

re = TE} , (F.29)

e=1,...,JY,0<t<mn. The price in (F.28) is precisely We(0).
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Conditioning on what happens in the time interval (¢, ¢+ dt] and neglecting terms
of order o(dt) that will disappear in the end anyway, we find

We(t) = (1 — Ae.dt) ((r* — )V padt + e T WL (E + dt)) + > Aepdt Wi(t).
fi f#e
From here we easily arrive at the differential equations

d

G Wet) = =(r" = 1)1 Vi pe + r°Wel(t) — D Aepdt (Wy(t) = We(t),  (F.30)

fi f#e
which are to be solved subject to the conditions
We(n—)=0. (F.31)

(b) Terminal bonus at time n given by (F.27): Given 1o = r°, the price of the claim
under the guarantee, averaged over an infinitely large portfolio, is
ro = r6:|

E | o= f¢ s ds (/ elrrs S —r )V dT) nPe
+
To = Te] nPax - (F.32)

0

(/ e 0T =)V dT)
0 +

Let us try and copy the method of Item (a) and look at the ’price of the claim at
time ¢’, which should be the conditional expected discounted value of the claim, given
what we know at the time:

o ftn rsds (/ ef:‘ s dS(r* _ TT)V: dT) Da
+

0

(Ut +/ eI — )V dT)
t +

=E

E

rT;Ongt}

=E

rT;OgTSt] nPzx -

(F.33)

where

t
U; = / efftr(r* —r)Vidr.
0

The quantity in (F.33) is more involved than the one in (F.29) since it depends effec-
tively on the past history of interest rate through U:. We can, therefore, not hope to
end up with the same simple type of problem as in Item (a) above and in all other
situations encountered so far, where we essentially had to determine the conditional
expected value of some function depending only on the future course of the interest
rate. Which was easy since, by the Markov property, we could look at state-wise con-
ditional expected values We(t), e = 1,...,J", say. These are deterministic functions
of the time ¢ only and can be determined by solving ordinary differential equations.

Let us proceed and see what happens. Due to the Markov property (conditional
independence between past and future, given the present) the expression in (F.33) is
a function of ¢, 7+ and U;. Dropping the uninteresting factor ,ps, consider its value
for given Uy = v and 1y = re,

ry = re} .

(u+/ e T — )V dT)
t +

We(t,u) =E
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Use the backward construction:

We(t,u) =

(1= Ae.dt)E

(u—&-(r* _re)‘/t* dt+e—redt/

e Jirar "(rf —r)V; dT)
tdt

Tt+dt = Te:|
+
+ > Aepdt Wy(t,u) =
fi f#e
(1= Aedt)e ™™ MWe(t +dt,e” Mut (= )V dt) + Y Aepdt Wy(t,u).
fi f#e

Insert here e 9 =1 + r°dt + o(dt),
We(t +dt,e” “u+ (r* — )V dt) =

We(t,u) + %We(t, u) dt + ((%We(t,u)(u e 4 (r* = r)V) dt + o(dt),

and proceed in the usual manner to arrive at the partial differential equations

a e * e * a €
aWe(t,u)—i—(ur +(r =r)V; )%We(uu)—r We(t7u)+f%j Aef (We(t,u)—We(t,u)) =0.

These are to be solved subject to the conditions
We(n—,u) = uy,

e=1,...,JY.

Since the functions we are interested in involved both t and U, we are lead to
state-wise functions in two arguments and, therefore, quite naturally end up with
partial differential equations for those.

N. Unit linked insurance. We have been discussing the participating (or with profit)
policy, characteristic of which is that benefits and premiums are set out in nominal
amounts in the contract at time 0. Thus, For the fairly general contract described
in the introduction to this note, the functions b; and m; would be deterministic, not
dependent on the development of the interest rate over the term of the contract.

Introduce .
Ty du
U = 6f0 “my

which is the value at time ¢ of a unit deposited in the investment portfolio at time
0. We may call it the price index of the investment portfolio. Recast the equivalence
relation (F.11) as

—mo + / U:lTpx(ux.H by — ) dr + U7 pabn =0. (F.34)
0

With b, and m; fixed at time O there is no way one can make them fulfill (F.34) for
all possible future courses of the interest rate process. Depending on the economic
development there will be inequality in the one or the other direction. The financial
risk thus introduced is hedged (hopefully perfectly) by setting premiums on a prudent
first order basis, i.e. replacing the unknown r; in (F.34) by some r* set to the ’safe
side’.
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An alternative scheme for management of financial risk in life insurance is known
as unit linked insurance (also called variable life insurance). The idea of this concept
is to link benefits and premiums to the performance of the investment portfolio, that
is, let contractual payments be inflated by the index U instead of being fixed nominal
amounts.

Under a perfect unit linked contract we would have by = U;b; and 7 = U, wy for
some "baseline’ benefits b7y and premiums 77, ¢ € [0, n], determined at time 0. Inserting
this into (F.34) gives

—mo + / P (fatr by — 7o) dT + npz by, =0. (F.35)
0

We see that, for a given baseline benefit function b7, the equivalence relation can be
fulfilled by a suitable choice of baseline premium rate 77. The future course of the
interest rate process has disappeared from the relation upon discounting the indexed
payments and, thus, the problem with financial risk has been resolved by the perfect
unit linked device.

However, in practice unit-linked contracts are usually not perfect in the sense
described above. Typically, only the benefits are linked to the investment index,
whereas premiums are not. Furthermore, the unit linked contract is typically equipped
with a guarantee specifying that the benefit cannot fall below a certain pre-specified
nominal minimum. Such modifications to the perfect linking re-introduce financial
risk, of course.

Before we return to mathematics, we dare to suggest that guarantees, whether
they apply to benefits under unit linked contracts or to interest under with profit
contracts, are remains of the social security concern that traditionally was paramount
in life insurance. They introduce a discrimination between various forms of saving;
unlike those who invest in stocks, bonds, or real estate, those who invest in life or
pension insurance are granted the privilege of gaining from booms without loosing
from recessions. However, parity can be restored by letting the insured pay for the
guarantee. Thus we proceed to determine its right price.

For an example, let us try and determine the single premium payable at time 0 for
a term insurance with sum b, = (U; V g) at time t € (0, n), where g is the guaranteed
minimum sum insured specified at time 0. The premium is

W:EUone*fo”(efJWg)szuHTdT} :EU; (1Ve*fo”g) deT} ,

where we have abbreviated

ft = tPx M+t -
Following the recipe in Item (b) of Paragraph M, consider the ’price of future claims
at time t’,
E {/ e~ T (ef"?r\/g) frdr|r-;0< T St}
t
:]EU <Utve*ft”g)ffd7 rT;Ongt} ) (F.36)
t

Arguing as before, the expression in (F.36) is a function of ¢, r+ and U;. Consider its
value at time ¢ for given Us = u, and r = r°,
6}
re =7T .

We(t,u) =E {/n (uv e 7 Tg) frdr
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When ro = ¢, the premium we seek is We(t, 1)
Now use the backward construction, this time leaving details aside:
We (tv u) =

n

(1= Ae.dt)E {(u Vg) fedt+ e T / (eredtu Ve Jirar Tg) frdr
t+dt

—+ Z )\efdth(t7u)
fi f#e
— (1 - Aedi) <(u V) fedt +e T MWLt + dt,eredtu)> + 3 Asdt Wi (tu).
f; f#e

_ (=
Tt4dt =T

Insert e =1 + r°dt + o(dt) and
We(t+dt,e” u) = Welt+dt,u+ urtdt) + o(dt)

0 0 e
= We(t,u)JrEWe(t,u)dtJr%We(t,u)ur dt + o(dt) ,

and fill in some details to arrive at the partial differential equations

e 0 1o}
(uVg) fe—r°We(t, u)JraWe(t, u)Jr%We(t, u) ure+f% Aef (We(t,u)—We(t,u)) =0.

These are to be solved subject to the conditions
We(n—,u) =0,

e=1,...,JY.

0. Salary dependent premiums and benefits. The employees of a firm are enrolled in a
pension scheme with salary dependent premiums and benefits. Consider an employee
(z), who enters the scheme z years old at time 0 (say), retires at pensionable age 65 at
time m = 65 — x, earns salary at rate S(t) per time unit at any time ¢ < m, and will
receive pension continuously at level rate @ (yet to be determined) for n years after
retirement. Let us first work under the assumption that the interest rate r is constant
and known for the entire term of the contract up to time m + n.

(a) We will first consider a ’defined contributions’ scheme under which a fixed propor-
tion of the salary is used as premium for additional pension benefits. It will turn out
that equivalence is automatically attained regardless of the development of the salary.
In any small time interval [¢,t 4+ dt), t < m, the insured earns S(¢)dt. A fixed
proportion wS(t) dt, 0 < w < 1, of this salary is used as a single premium for a pension
of q(t) dt per time unit in the time interval [m, m +n]. By the principle of equivalence,
g+ is given by
s S(t) dt = q(t) dt m_t‘nax.u s
that is,
S(t) S(t)

qit) =7 . = Z .
m—t|nAz+t m—tEztt Gztmm

The total rate of pension per time unit purchased by a survivor at time m is

m " S(7)
= T)dT = 7T/ ——————dr.
Q ‘/0 q( ) 0 m—TE:H-T Ax+mm]
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It should be fairly obvious that the equivalence requirement is fulfilled by this
scheme since, no matter how much or little salary the insured will earn and no matter
if it can be predicted or not at the outset, the benefits are entirely determined by
the salary-dependent contributions. Let us, however, just check: For any given salary
function, S, the expected discounted premiums are

7r/ effOT(rJr““S)dSS(T)dT:W/ ~Ey S(T)dr,
0 0

and the expected discounted benefits are

_ m S(T _ "
Qm\nax Iﬂ'/ E(—)_dTmEx Az+mm :ﬂ'/ 7B S(7)dT,
0 m—71Laz4+r QGz+mmnl 0

where we have used the well-known identity mFEz = + Ez m—rEztr.

(b) Suppose now that, instead of letting the contributions determine the benefits, the
benefits are linked to the salary whereas the premiums are not. More specifically,
suppose pension is payable continuously at rate 0.755(m) (i.e. 75% of the salary rate
at the time of retirement) for n years after retirement, and that premium is payable
at a prefixed level rate m while active (both contingent on survival, of course). To
determine the premium level 7 at time 0, we now need to make assumptions about
the future development of the salary. Let us also abandon the unrealistic assumption
that the future development of the interest rate is known:

Assume that the economy is governed by a continuous time Markov chain Y'(t),
t > 0, with state space J = {1,...,J}, constant intensities of transition Ak, j # k,
and initial state Y (0) = ¢, say. At any time ¢ > 0 the accumulation factor U(t) of the
investment portfolio is given by

U(t) = exp ( /O t r(s) ds) . or(s) = Z Ii(s)ry, (F.37)

and the salary rate is given by

S(t) = exp (/Ot a(s)ds) als) =Y (s)ay

J

Here, I;(t) = 1[Y (¢) = j], and the r; and the a; are known, fixed numbers; r; is the
interest rate and a; is the rate at which salary increases per time unit and per unit of
salary when the economy is in state j.

Exercise 1-21
Determine the premium rate 7 that makes expected discounted benefits less premiums

equal to 0 at time 0; Construct differential equations for benefits and for premiums
and specify appropriate side conditions.

Exercise 1-22
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Consider the Markov chain interest model outlined in Figure F.5. Fill in appropriate
statements in the program ’prores2’ to make it compute the state-wise expected dis-

count factors E [exp (f f05 r(s) ds) ’ Y (0) = j]7 j=1,2,3.

Exercise 1-22

Let the benefit be an n years unit-linked pure life endowment with guaranteed sum
insured max(U(n), g), and let premium be payable continuously at level rate m during
the insurance period. Show how to determine 7.

Exercise 56

Let {N(t)}t>0 be Poisson process with intensity A. This is a counting process of even
simpler type than the counting processes associated with a Markov chain; N is not
only Markov, but also has independent increments. Thus, in any small time interval
[t,t + dt) the process N makes a jump of 1 with probability A dt regardless of the past
history of the process in [0, ).

Let the price S(¢) of a share of stock at time ¢ be modelled as a so-called geometric
Poisson process with drift,

S(t) = exp (at + BN(t)) ,

t > 0. If 3 =0, then S(¢) is just the accumulation factor for a bank account with fixed
interest rate. The Poisson term in the exponent adds jumps at random times, and
a jump at time t makes the stock price jump from S(t—) to S(t) = S(t—)e”. Thus,
v = e® — 1 is the relative change (S(t) — S(t—))/S(t—) in the stock price at the jump
time. Between the jumps the stock price increases at fixed “rate of interest” a.

(a) Find the expected value E[S(¢)] at time 0 of the stock price at time ¢, and do this
in two ways: First, work directly with the Poisson distribution of N(¢) and, second,
solve a differential equation obtained by the direct backward construction (condition
on “what happens in the small time interval [0, dt)”). Explain that, having determined
the expected value, higher order moments are easily obtained.

(b) Find the dynamics dS(t) of the stock price by applying the change of variable rule,
see Appendix A.

(c) Using the direct backward construction, show that the expected present value of a
perpetuity (an everlasting annuity), is

E UOOO S7(r) dT} =(a+A1—e")7t.

(d) Let {N1(¢)}e>0 and {N2(t)}+>0 be independent Poisson processes with intensities
A1 and Az, respectively. Let the price S(t) of a share of stock at time ¢ be

S(t) = exp (at + B1 N1 (t) + B2 Na(t)) ,

t > 0. Letting 1 and (2 have opposite signs, we have created a stock price which may
increase or decrease with instantaneous jumps. Write out the straightforward analogs
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of the formulas in Items (a) - (c¢) for this more general model.

Exercise 57

(a) Let A and A’ be two payment functions with retrospective reserves denoted by
U and U’, respectively. Assuming that the interest rate is always positive, verify the
following rather obvious assertion: If A, < Aj for all ¢, then U; < Uy for all t. (In
particular, any advancement of deposits will produce an increase of the retrospective
reserve if the interest rate is positive. This is the general circumstance underlying
results like the following about ordering of expected present values: am < am < dm.)

(b) Let the payment stream A represent deposits less withdrawals on an n years
savings account that bears interest with strictly positive interest rate. It is required
that Uy > 0 for all ¢, with strict inequality for some ¢, and that U, = 0. Prove that
A, <0, and explain this result.

Exercise 58
(a) Show that, for t < s < w, p77(t,u) = p37(t, 5) pj7(s, v), which is obvious.

(b) Given start in state a at time 0, write up the probability that the process remains
in a during the time interval [0, ¢1), then jumps to state ¢ in [t1,¢1 + dt1), then remains
in ¢ during the time interval [t1 + dt1,t2), then jumps to state a in [t2, t2 + dtz2), then
remains in a during the time interval [tz + di2, t3), and finally jumps to state d in the
time interval [t3,t3 + dts). This is the probability of one particular full specification
of the history of the process.

Exercise 59

Read Sections 9.1 and 9.2 in 'Basic Life Insurance Mathematics’. Suppose n indepen-
dent lives, which follow the same Gompertz-Makeham mortality law with intensity
u(t) = a+ B exp(yt), are observed from birth until death. Find the equations for the
Maximum likelihood estimators for the parameters «, (3, and v, and find the asymp-
totic properties of the estimators.

Exercise 60

In the situation of Paragraphs 9.1.B-E, consider the problem of estimating p from the
D; alone, the interpretation being that it is only observed whether survival to z takes
place or not. Show that the likelihood based on D;, i =1,...,n, is

qN(l - q)niN )

with ¢ = 1—e™##, the probability of death before z. (Trivial: it is a binomial situation.)
Note that N is now sufficient, and that the class of distributions is a regular
exponential class. The MLE of q is
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with the first two moments

1-
Eq" =gq, Varg" = al=q)
n
It is UMVUE in the class of estimators based on the D;.
The MLE of y = —In(1—¢q)/z is p* = —In(1—¢*) /2. Apply standard asymptotic
results about MLE to show that

* q
~as N —— | .
. (“ mz<1_q>)

The asymptotic efficiency of i relative to p* is

asVarp™ e —e 7 ’ _ (sinh(uz/2) 2

asVarji puz N ( wz/2 )
(sinh is the hyperbolic sine function defined by sinh(z) = (e* —e™*)/2). This function
measures the loss of information suffered by observing only death/survival by age z
as compared to inference based on complete observation throughout the time interval
(0,2). It is > 1 and increases from 1 to co as pz increases from 0 to co. Thus, for small

pz, the number of deaths is all that matters, whereas for large pz, the life lengths are
all that matters. Reflect over these findings.

Exercise 61

We refer to the disability model.

(a) Consider an z years old insured who enters an insurance scheme at time 0. The
probability paa(0,t) = exp(— fot(ux+3 + 024s)ds) can be viewed as the probability
p((l?l) (0,t) of being active at time t after having been disabled 0 times. Derive forward
differential equations for the probability 117,(111,)(07 t) of being disabled for the first time
at time ¢ and for the probability p,(lla) (0,t) of being active at time ¢ after having been
disabled once.

(b) Find the probability of being disabled for the first time at time ¢ and that the
disability has lasted for at least ¢ years.

(c) At time 0 an active person aged x buys a disability pension insurance with the
following terms: The benefit is a pension payable at level rate 1 during the first dis-
ability, but only after it has lasted for at least ¢ years (the qualifying period). Premium
is payable at level rate m as long as the insured is active and has not yet been disabled,
but not after time n — ¢, where n is the contract period (n > ¢). Determine the pre-
mium 7 by the principle of equivalence, assuming that the interest rate r is constant.
Find the reserve at time t < n — ¢ for an insured who is disabled for the first time and
is currently receiving the disability benefit.

Exercise 62

The two-state Markov chain Z sketched in Fig. F.1 can be given many interpretations;
it could describe transitions of a person into and out of the work-force ("active’ means
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employed, ’invalid’ means unemployed, and mortality is disregarded), or the transitions
of a person between marital states ("active’ means single, ’invalid’ means married), or
the transitions of a machine or mechanical device between states of functioning ("active’
means intact, 'invalid’ means out of order), and so on.

Let us take the model as a description of a lamp, which is always switched on
(it is installed in a submarine), and which is ’active’ when the bulb is intact and
‘invalid’ or ’inactive’ when the bulb is burnt-out. One can assume that the life-time
of a bulb is exponentially distributed, and it also seems reasonable to assume that
the lapse of time from a bulb burns out until the failure is discovered and the bulb is
replaced, is exponentially distributed. Then the intensities o and p are constant (o is
the 'mortality’ intensity of the life length of a bulb or the expected number of ’deaths’
per time unit for an burning bulb, and p is the expected number of maintenance
inspections per time unit.).

We follow the lamp from time 0 when it is active. Let Ng;(t) and Niq(t) denote the
number of failures and replacements of bulb, respectively, in the time interval [0, ¢],
and let I, (t) and I;(t) be the indicators of the events ’active at time ¢’ and ’inactive
at time t’, respectively. Of course, I;(t)+I.(t) = 1, and Niq(t) — Nai(t) is either 0 or 1.

(a) Find E[Z;(t)] = pai(0, t) by solving Kolmogorov’s forward equations, using paq(0,t) =
1- Pai (07 t)

(b) Find the expected time as inactive in [0, ¢], E[fot I;(7) dr]. You may just integrate
the function p.(0,7) in (a). Explain why.

(c) Find E[Ngi(¢)]. You may also find the answer by just integrating the function
Paa(0,7) in (a) and multiplying with o. Explain why.

(d) Divide the expected values in (b) and (c) by ¢ and find the limit as ¢ — oco. Discuss
the expressions as functions of ¢ and p.

(e) Find the failure intensity 6(¢), 0 < t < n, for the Markov chain Z, conditional on
Z(n) =1.

(f) If o = p, then Na;(t) + Nia(t) is a Poisson process with intensity o. Explain why.
What is then Ng;(t) in terms of the Poisson process?

Exercise 63

The situation is as described in Exercise 62. Suppose data are available for m inde-
pendent lamps observed over the same time interval [0, n], all active at time 0.

(a) Assume complete histories have been recorded for each lamp. Find the MLE for
o and find its asymptotic distribution.

Exercise 64

(b) The parameter p is subject to control since it is the frequency with which the lamps

are being checked by maintenance personnel. Show that the asymptotic variance of
the MLE in (a) is a decreasing function of p.
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(c) Suppose that, at time n, data are available only for lamps that are inactive at
the time. Then it is the conditional process in 7.8e which is the relevant stochastic
model for the individual histories. Find the MLE in this situation and find also its
asymptotic variance.

Exercise 65

Go through Paragraphs 9.1 A-E and G in 'BL’ and add all details in proofs.

Exercise 66

At your disposal are data from m independent lives insured under one and the same
scheme. You know for each individual the time of entry into the scheme, the age upon
entry, the length of the observation period, whether he/she died during the observation
period, and - if died - the age at death.

Find the ML estimators under the assumption of piece-wise constant intensities
and explain how they can be fitted by analytic graduation by a Gompertz Makeham
function.

Exercise 67

Consider the continuous time version of an n-year endowment insurance of 1 (say)
against level premium 7 during the insurance period. Assume that the interest rate r
is constant. Prove that the premium rate 7 is a decreasing function of n and that the
premium reserve V; for fixed ¢ is a decreasing function of n for n > t. Note that the
results are valid for all specifications of interest rate and mortality rate.

Exercise 68

We refer to Basic Life Insurance Mathematics (BL), Section 7.5, Paragraph J, Widow’s
pension. The situation is depicted in Figure F.4. At time ¢t = 0 (say) the husband (z)
is  years old and the wife (y) is y years old. Their remaining life lengths after time 0
are denoted by S and T, respectively. The joint distribution of S and T is determined
by the mortality rates named in the figure: for instance, at any time ¢ > 0, (x) has
mortality rate p(t) if (y) is still alive and p’'(¢) if (y) is dead.

(a) Find integral expressions for the marginal survival probabilities P[S > s], P[T > ],
and for the joint survival probability P[S > s, T > t].

(b) Prove that, if the mortality rates are independent of marital status, u = p’ and
v =1', then S and T are stochastically independent:

PlS>s, T >t =P[S>s|PT > 1.

Adopt the independence assumption in (b) and assume that z = y = 30 and that
(z) and (y) are subject to the same law of mortality, G82M, irrespective of marital
status. Thus, at any time ¢ > 0,

u(t) = v(t) = ¢/ (t) = v/'(t) = 0.0005 + 0.000075858 x 1.09144%°+* (F.38)
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The couple buys a combined life insurance and widow’s pension policy specifying that
a pension is to be paid with intensity b = 0.5 as long as the wife is alive and husband
is dead, a life assurance with sum s = 1 is due immediately upon the death of the
husband if the wife is already dead (a benefit to their dependents), and the equivalence
premium is to be paid with level intensity c as long as both husband and wife are alive.
The policy terminates at time n = 30. Interest is earned on the reserve at constant
rate r = In(1.045).

(c¢) Using the direct backward argument, derive the differential equation for the non-
central moments of first and second order of the discounted future benefits in state 0.
(The first order moment is just the reserve.)

(d) Using the program ’proresl.pas’, compute the three first moments of discounted
benefits less premiums at times 0,5,...,30. Do the same for a modified contract, by
which 50% of the current reserve (in state 0) is to be paid back immediately to the
husband in case the wife dies before him during contract period.

(e) Let us now drop the independence assumption in (b) and instead assume that, for
each party, the mortality rate increases upon the death of the spouse (a ’grief effect’):

wo>p, vV>v. (F.39)

In a forthcoming note ’Dependent lives’ it will be proved that, under the assumption
(F.39), S and T are positively dependent in the sense that

PS> s, T >t >P[S>s|P[T>t.

Give some numerical evidence in support of this result by e.g. computing P[S >
30, T > 30], P[S > 30], and P[T" > 30] in the case where p and v are as in (F.38) and
W' (t) = p(t) +0.0005 and v/ (t) = v(t) + 0.0005.

(f) Under the assumptions of Item (e) find the covariance between the present values
at time 0 of a term insurance of 1 in 30 years on (z) and a similar insurance on (y).
(The relationship Cov(X +Y) = 2[Var(X +Y) — Var(X) — Var(Y)] may be useful.)
Exercise 69

The uncertain development of interest can be accounted for by letting the interest rate
r(t) at any time ¢ depend on the “state of the economy” Y (t) modeled as a stochastic
process. We will assume that {Y (¢)}+>0 is a continuous time Markov chain with finite
state space JY = {1,..., JY}. The probability of transition from state e to state f
in the time interval from t to u is denoted by

Pes(t,u) = P[Y (u) = f | Y(t) = €]. (F.40)

We assume that the process is homogeneous, which means that the transition proba-
bilities pey(t,u) depend on ¢ and u only through u — ¢, the length of the time interval.
This implies that the process has constant intensities of transition,

Moy = lim Per b1 H a0

limy T . (F.41)

Just like the mortality intensity, Aey is a ”probability of transition per time unit”. The
total intensity of transition out of state e at time ¢ is denoted by

Aee= > Ay

fif#e
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0 1
Both alive _H» Husband dead
2 ' 3

Wife dead E— Both dead

Figure F.4: Sketch of a Markov model for two lives.

A12 = 0.5 A2z = 0.25
r1 = 0.02 ro = 0.05 r3 = 0.08
>\21 =0.25 )\32 =0.5

Figure F.5: Sketch of a simple Markov chain interest model.

(a) Use the "direct backward argument” to derive the so-called backward Kolmogorov
differential equations for the transition probabilities:

%pef (tw) = D Aeg(Pes(t,u) — pos(t,u)).

g;g#e

The side conditions are

Pes(u,u) = ey,
ie. 1if e = f and 0 otherwise (the Kroenecker delta). These differential equations
can easily be solved numerically with a suitable variation of the program ’proresl.pas’
or 'prores2.pas’.

Stochastic interest is now modeled by letting the interest rate assume J¥ possible
values r1,...,7;v and, at any time ¢, the interest rate is r(t) = ry«) (dependent on
the state of the economy).

Figure F.5 shows a flow-chart of a simple Markov chain interest rate model with
three states, 0.02, 0.05, 0.08. Direct transition can only be made to a neighbouring
state, and the total intensity of transition out of any state is 0.5, that is, the interest
rate changes once in two years on the average. By symmetry, the long run average
interest rate is 0.05.
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(b) Use the direct backward argument to derive differential equations for the state-wise
expected discount factors

We(t) =Ele™ 17" | v () = ¢,
€ [0,n), What are the side conditions?

Remark: It has been said that ”all models are wrong, but some are useful”. The
Markov model proposed here is, of course, unable to mimic perfectly the development
of the true interest rate. We can, however, by judicious choice of the state space (suf-
ficiently big) and the transition intensities, make it catch the basic features of the real
world interest fairly well.

(c) Consider the model in Fig. F.5. Fill in appropriate statements in the program
‘prores2.pas’ to make it compute the state-wise expected discount factors E [exp (— f05 r(s) ds) ’ Y (0) = e} ,
e=1,2,3.

Exercise 70

Poisson processes, which are totally memoryless, can of course be generated from
continuous time Markov chains, which are more general. For instance, let {Y (¢)}+>0
be a Markov chain on the state space {1,2} with intensities of transition pi2(t) =
p21(t) = A. Then {N(t)}+>0 defined by N(¢) = Ni2(t) + N21(t) (the total number of
transitions in (0,¢]) is a Poisson process with intensity A; transitions counted by N
occur with intensity A at any time regardless of the past history of the process. Two
independent Poisson processes, {N1(t)}+>0 with intensity A1 and {Na(¢)}+>0 with in-
tensity A2, can be generated by letting {Y (¢)}:>0 be a Markov chain on the state
space {1,2,3,4} with intensities p12(t) = po1(t) = paa(t) = pas(t) = A1, ps(t) =
ps1(t) = p2a(t) = paz(t) = A2, paa(t) = par(t) = pos(t) = ps2(t) = 0, and defining
Ni(t) = Ni2(t)+ N2 (t)+ N3a (t)+Naz(t) and Na(t) = Ni(t)+Ns1(t)+Naa(t)+ Nao(t).
Three independent Poisson processes can be generated from a Markov chain with 8
states (work out the details), and, in general, k independent Poisson processes can be
generated from a Markov chain with 2F states.

(a) Let {Y(¢)}t>0 be a Markov chain on the state space {1,2}, and take pi2(t) =
w21(t) = 1. Denote the corresponding indicator processes and counting processes be
I.(t) and Ney(t). The total time spent by Y in state 1 during the time interval (¢, n]
is N
Tl(t,n]:/ Il(T)dT,
t
and the total number of transitions made from state 1 to state 2 in that interval is

ng(t, n] = ng(n) — ng(t) .

(These quantities can be viewed as present values of benefits of annuity type and as-
surance type, respectively, for a two-state policy with no interest.)

(a) Assume Y (0) = 1. What are the interpretations of the random variables T (¢, u]
and Ni2(t,u] in terms of the Poisson process N (t) = Ni2(t) + Na1(t)?
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(b) Find, by solving the relevant differential equations analytically, explicit expressions
for the first two state-wise conditional moments

VED(t) = E[T(t,n] | V(1) =],

W (t) = E[Nfy(t,n] | Y(t) =],
e=1,2, ¢ =1,2, and find also the corresponding variances. (You should obtain e.g.

1

EIT(0,1] | Y(0)=1] = -

(1+2p—e ),

Var[T1(0,1] | Y(0) = 1] = ﬁ (144p—(2— e—2u)2) .

(c¢) Using the program proresl.pas (or prores2.pas), solve the differential equations
also numerically and compare the results with the exact solutions obtained in (b).

Exercise 71
Let {N(t)}+>0 be Poisson process with intensity A. This is a counting process of even
simpler type than the counting processes associated with a Markov chain; N is not
only Markov, but also has independent increments. Thus, in any small time interval
[t,t + dt) the process N makes a jump of 1 with probability A dt regardless of the past
history of the process in [0, t).

Let the price S(¢) of a share of stock at time ¢ be modelled as a so-called geometric
Poisson process with drift,

S(t) = exp (at + BN(t)) ,

t > 0. If 8 =0, then S(t) is just the accumulation factor for a bank account with fixed
interest rate. The Poisson term in the exponent adds jumps at random times, and
a jump at time t makes the stock price jump from S(t—) to S(t) = S(t—)e”. Thus,
v = e? — 1 is the relative change (S(t) — S(t—))/S(t—) in the stock price at the jump
time. Between the jumps the stock price increases at fixed “rate of interest” a.

(a) Find the expected value E[S(¢)] at time 0 of the stock price at time ¢, and do this
in two ways: First, work directly with the Poisson distribution of N(t) and, second,
solve a differential equation obtained by the direct backward construction (condition
on “what happens in the small time interval [0, dt)”). Explain that, having determined
the expected value, higher order moments are easily obtained.

(b) Find the dynamics dS(t) of the stock price by applying the change of variable rule,
see Appendix A.

(c) Using the direct backward construction, show that the expected present value of a
perpetuity (an everlasting annuity), is

E Mm S (7) dr} =(a+1—e")".

(d) Let {N1(¢)}e>0 and {N2(t)}+>0 be independent Poisson processes with intensities
A1 and Ao, respectively. Let the price S(t) of a share of stock at time ¢ be

S(t) = exp (at + B1 N1 (t) + B2 Na(t)) ,
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t > 0. Letting 81 and (2 have opposite signs, we have created a stock price which may
increase or decrease with instantaneous jumps. Write out the straightforward analogs
of the formulas in Items (a) - (c¢) for this more general model.

Exercise 72

(a) Using your Turbo Pascal program with the Danish basis, compute the net pre-
mium rate 7 and the net premium reserve V; (at selected times t) for an endowment
insurance with age at entry z = 30, term n = 30, sum insured b; = b, = b =1, and
premium payable continuously at constant rate throughout the contract period.

(b) Compute the gross premium rate ' and the gross premium reserve V; assuming
that administration expenses consist of a lump sum cost of 0.003 + 0.001 b at time O,
costs incurring continuously at rate 0.0001 + 0.01 7’ + 0.005V; at any time ¢ in the
insurance period, a cost of 0.002 due immediately upon possible payment of the death
benefit, and a cost of 0.0001 due at time n upon possible payment of the endowment
benefit. Compare with the quantities net of expenses found in Item (a).

Exercise 73

In connection with a pension insurance there is an additional benefit which is a sum
insured to possible dependent children less than 18 years old at the time of death of
the insured. I the technical basis we therefore need to make assumptions about births.
We have to distinguish by sex, and in the following we are going to consider insured
women only. The Figure below shows a flowchart describing a life history with births
(at most J). To keep things simple, we will assume that the process is Markov, that
all participants enter the insurance scheme in state 0 at age 0, and that the individual
life histories are independent replicates of the process. Assume furthermore that the
mortality intensity u;(¢) and the birth intensity ¢,(t) for a ¢t year old woman, who has
given birth to j children, are given by

pit) = a;+pe,j=0,....J (F.42)
o;(t) = mif(t),j=0,....0 -1, (F.43)

where ¢ and the function f are known and the parameters o, 3, and 7n; are unknown.

(a) Assume for the time being that, at the time of consideration, we have complete
information about the past history for all individuals that have previously been or
currently are insured under the scheme (i.e. we know the exact times of possible
births and death). Put up the equations for determining the ML (maximum likeli-
hood) estimators for the unknown parameters and, to the extent possible, find explicit
expressions for the estimators. Explain also how to determine the asymptotic covari-
ance matrix.

(b) In our model there is non-differential mortality if
ag =+ =0QyJ. (F.44)

Derive the likelihood ratio test for the null hypothesis (F.44) and determine the rejec-
tion limit such that the asymptotic level is 10%.
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Assume now that the past history of births and death is being observed only upon
death of the insured, when the additional benefit to the possible dependents is due.
Suppose that the statistical data comprise only those who are dead at the time of
consideration and that for each of those there is a complete record of the times of
possible births and of death. In these data the observed life history of a woman, who
entered the scheme u years ago, is governed by a Markov process as described above,
but with intensities

ni(t) = pi(t) pT(i mE (F.45)
bi(t) = @@%5%%9. (F.46)

It is to be proved that, if the mortality increases with the number of births, that is,

(1) < i (8), £>0, =0, —1, (F.47)
then
o;(t) > ¢;(t), t>0, j=0,...,J—1. (F.48)
Introduce
pi(t,u) =1 —pjalt,u), (F.49)

the probability that a ¢ year old with j births will survive to age u. Build the proof
as follows:

(c) Prove that, for t < 7 < w,

pi(t,u) = pik(t,u) = pik(t, )pe(r, ). (F.50)

k>3 k>3
(d) Prove that
pi(t,u) = e~ S matdw (F.51)
where
Zk> Dk (T w) e (u)
(1, 0) = 2 P , (F.52)
Zkzj pjk(t,u)
the mortality intensity at age u for a woman who is in state j at time ¢ < ).
(e) Show (preferably by direct reasoning), that
polto) = O [T g  (ryar. (59
t
(d) Use the results (F.50) — (F.53) to show that (F.47) implies
pj+1(t7u)§pj(t7u)7 j=0,....,J-1, (F54)

which by (F.46) and (F.49) implies (F.48). The relationship (F.54) is easy to prove
for j = J — 1, and the result then follows by induction.
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0 j J
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Ho 122 125
Y Y Y
d. Dead

Commment: The inequality (F.48) means that the fertility rates will be overestimated
if one uses the estimators for the ¢ based on diseased participants in the scheme. If
the inequalities (F.47) are reversed, then also the inequality (F.48) will be reversed,
and the estimators the ¢} will underestimate the fertility. In particular it follows that,
under the hypothesis of non-differential mortality, the fertility rates will be unbiasedly
estimated from the selected material of diseased participants.

Exercise 74

We adopt the usual notation and assumptions of the theory of multi-life insurance
policies and consider two independent lives (z) and (y) with remaining life lengths T’
and Ty, respectively.

(a) Assume that the benefit is an assurance of 1 payable at time Ty if 2T, < Ty < n
and that premium is payable at constant rate 7 until time min(7,,Ty,n/2), where n
is the term of the contract (fixed). Determine the equivalence premium .

(b) Propose a method for computing the premium numerically. (Hint: One possibil-
ity is to treat ;/op. as a survival function p, with intensity fiz++, which you would
need to express in terms of 1, and then solve a Thiele differential equation numerically.)

(c) Determine the reserve at any time ¢, assuming that the insurer currently knows
the complete past history of the two lives. You need to distinguish between various
cases, whether (y) is alive or dead, whether ¢ is before or after time n/2, and whether
x is alive or dead and, if dead, when. Is the reserve always non-negative?

(d) What is the variance of the present value of the benefit?

Exercise 75
Find an expression for the mortality intensity of the life length of the last-survivor
status =1 ...x,. Do this by direct reasoning and also the hard way by calculating

d
Maran(t) = — oy e para
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Exercise 76
An example of an insurance policy with benefits that are 'path-dependent’; that is,
dependent on the past history of the policy:

(a) Consider two independent lives (z) and (y). Find the expected present value
at time O of a life annuity payable continuously at rate 1 from time T, until time
max(Tzy + 20, Tsy + 10). In words, payments start at the time of the first death and
continues thereafter for a term of 20 years or until 10 years after the death of the
survivor, whichever is the longer period.

(b) Suppose premium is payable continuously at level rate 7 from time 0 until time
T.y. What is the reserve for this policy” This question is difficult and will be addressed
later, but you can start thinking about it.

Exercise 77

Another example of 'path-dependent’ payments: Consider three independent lives (),
(y), and (2). Find the expected present value of a sum insured of 1 payable at time
T, if T < min(7T%, T, + 20). State in words what this contractual benefit is.

Exercise 78
Use the program ’proresl.pas’ to compute

- A20,20,ﬁ|

— 9
a20,20,7

assuming that both lives follow the mortality law G82M and that the interest rate is
r = In(1.05). What are the terms of the policy for which 7 is the level equivalence
premium rate?

Exercise 80

We refer here to Section 7.9 'Dependent lives’ in BL.

(a) Prove the rather obvious statements PQD(T,T'), AS(T,T), and RTI(T|T).

(b) Prove that the Definitions PQD — RTI are equivalent to the modified definitions
obtained upon replacing the strict inequalities S > s and T" > t with the non-strict
inequalities S > s and T > ¢. For instance, for PQD prove that (7.92) is equivalent to

P[S>s, T >t] > P[S > s]P[T >t] for all s and ¢.
(c) Negative dependence in the PQD sense: Prove that PQD(—S,T) is equivalent to
P[S>s, T >t] < PS> s]P[T >t] for all s and ¢.

(d) Negative dependence in the AS sense: Prove that AS(—S,T) is equivalent to
Cov(g(S,T),h(S,T)) < 0 for all real-valued functions g and h that are decreasing in
S and increasing in 7' (and for which the covariance exists).

(e) Negative dependence in the RTI sense: Prove that RTI(—S|T) is equivalent to
RTD(S|T).
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(f) Consider the model in Figure 7.6, and let 4 = ' and v = v/. We have shown in
Exercise 1 that S and T" are then independent.

Now, add a cause of simultaneous death (due to ’catastrophe’) with intensity po3 =
k. Does it follow that RTI(S|T)?

Assume instead, maybe more reasonably, that catastrophe risk is present inde-
pendently of the state of the marriage: po1(t) = p(t), po2(t) = v(t), pos(t) = (),
w13 (t) = v(t) + k(t), pes(t) = p(t) + x(t). Prove that RTI(S|T), hence PQD(S,T).

Exercise 81
We refer to Chapter 8 of BL, and Exercise paper No. 6. Note the following correction
to Exercise paper No. 6, page 8, line 2 from top: "Recalling (10) and (14),...”.

A 30 years old buys a pure life endowment of 1 in n = 30 years against premium
payable continuously at level rate as long as the policy is in force. The first order basis
specifies G82M mortality and interest at instantaneous rate 0.02. The second order
basis specifies the same mortality G82M and stochastic interest as given in Fig. 1 of
Exercise 2.

(a) See Exercise 20a. Suppose surpluses are to be repaid immediately as cash bonus.
Compute the state-wise expected present values (under second order interest) at time
0 of future bonuses, given that the insured survives 30 years. Use the program
‘prores2.pas’. It may be a good idea to define two ’alive’ states which do not commu-
nicate, one for computation of the first order reserve, the other for computation of the
expected present values of bonuses.

(b) See Exercise 19. Suppose instead that that surpluses are currently spent on pur-
chase of additional benefits. Compute the state-wise expected values at time 0 of the
additional benefit Q3.

OK TO HERE
(b) Give an alternative proof of (3.16) along the following lines: Write

(T/\b)—(T/\a):/bItdt,

a

where It = Itpsyy. By Ité’s formula,

b k b t k—1
(/ Itdt) :/ (/ Isds) I, dt.

Use I.I; = I; for s < t and I} = I;, and take expectation.

Exercise 2
Find the g-th non-central moment of PV“™™ in (4.21). Start from

a;m|n 1 ! q Tz Am — TA(m+n
(Ve \ )7 = T_qz (p)vp( Am) (a=p)(TA(m+n))
p=0

Exercise 4
Dependence of expected present values on age, duration, and technical basis.
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Commence with the pure endowment treated in Paragraph A. The expected present
value in (4.2) can be written as

By = e Tt B ds, (F.55)

The dependence of FE, on the deferred period t, the age x, and the technical basis r
and p is to be discussed. Some qualitative aspects are obvious by inspection of (F.55)
and also on intuitive grounds: :FE, decreases with increasing t; :E, decreases with
increasing z if 4 is an increasing function; ;E, decreases with increasing r (or interest
rate i); +F, decreases by a general increase of p.

A closer study, also of the quantitative aspects, can be based on the derivatives

9]

a2t tEx = — 1By (r+ paote), (F.56)
9]
& th - - th (,UzJﬁt - Hz) (F57)

(the derivative of fg Pats ds = fOert oy dy — fox Wy dy with respect to « IS o+t — ta ),

% By = _tEact7 (F58)

and, if us = p(x,«) is a differentiable function of some finite-dimensional parameter
a=(at,...,ar),

iE——Ei/t (x+s,a)ds (F.59)
aaj tve — tLvx aaj o 1% 9 . .
In particular, if the force of mortality is of G-M type,
IU‘I =« + /ch7
then
t
/ prrsds = at+ 6 (¢ —1)/Inc
0

= at+ (faott — pa)/Inc.

One easily finds (check the details)

a t
30 | Hets ds = ¢,
0
a [t c(ch—1)
gp [ pesets = SN
— Mzt — Ha
Blnc
a [ et [(4+t) —x -1
= T sd = -
80‘/0 Hats 45 pe { Inc InZc

- L {(x - %) (et — i) + (pa e — a)} A
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Thus, in the G-M case (F.59) specializes to

% th = 7th t; (F60)
i th - - th ; (,UzJﬁt - /111)7 (F61)
a8 Blnc

ad 1 1

% tEx = - tEx m xr — m (Nac+t — [,Lx) =+ t(,ux.H — Oé) . (F62)

The expressions in (F.59) and (F.58) are the same, of course, since ;E, depends on
r and « only through their sum r 4+ «. In general, a constant change in the force of
mortality is equivalent to a change in the force of interest.

A comparison of (F.57) and (F.61) reveals that a change of (3 is essentially the
same as a change of z. In fact, replacing 8 by g’ = 3c" (say) is equivalent to a shift
from z to = + h.

The expression in (F.62) is not so transparent, but one may say that a change of
ctod =ct (say) amounts to an expansion or contraction in age by a factor h.

All right hand side expressions in (F.56)—(F.62) include —  F; as a factor. Division
by — +E5 gives the derivative of — In +E,, which is the relative decrease of ; E; (in units
of +E) by a unit increase in the argument. The factors multiplying — + E; form a basis
for comparing the arguments with respect to the import of changes. Roughly speaking,
for common values of the arguments, they can be ordered as follows according to their
impacts on the value of ; F, starting with the less important: z,t and «, 8, and c. In
fact, a change in t is generally of greater importance than a similar change in x. This
result is immediately meaningful since ¢ and x are measured in the same units.

Other comparisons that can be made are not so lucid since the arguments are not
”commensurable”. For instance, even though changes in § are more important than
changes in x in the sense that % B > % +Es (for common values of the arguments,
that is), it must be kept in mind that the relevant changes in these two arguments
are of quite different order of magnitude. Usually 8 is confined to values below 1073,
whereas x typically ranges between 20 and 70. To account for this aspect, one should
rather compare the two differentials ai +E. db and a% +E; dx for representative changes
db and dz, and (presumably) conclude that x produces the greater changes in F..
Here is another comment along the same line: Despite the fact that r and « play
equivalent roles in F, from a purely mathematical point of view, the interest rate is
widely held to the most important element in the technical basis. The reason is, of
course, that the interest rate nowadays varies by percentages whereas the mortality is
fairly stable and varies by less than per milles.

Now, consider an n-year temporary level life annuity with expected present value
given by (4.14). Taking derivatives under the integral sign, one obtains results about
Gzm by just inserting the expressions from (F.56)—(F.62). The dependence on n is
obtained immediately from (4.14). The results are

0

5] _
&axﬁ! = _A%m“ruxaxm

= —{1-(r+pe)aem— nEa}, (F.64)
93 - 95 =—(la) (F.65)
or i - da znl — z nly .
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5] _
E Aem = —([(_l)xm’lh (F66)
9 em = — = (4 ) Gem— B} (F.67)
8ﬂ xnl — /8 h’lC ,U/z xnl ntix .
g _ 1 1 — _ - a -
e = e (7 ) (R peem) 4 T2 (),

= — (e o) - O+ p)aem — B

o clne v Inc "' Ha)Gam = nbe

+azm— (r+)Ia@)sm — 1 n By (F.68)
Finally, the dependence of A 1 (and Azm) on the arguments is obtained from the
results above upon putting A%_‘ =1—rasm — nE.. Work out the details.

Clearly, since the expressions in (F.56)—(F.62) are all negative when p is increasing,
so are also the expressions in (F.63)—(F.68). As a by-product one obtains that

1> (T‘i‘ﬂx)aacﬁ!"" nEa,

which can easily be established by direct calculation.

Exercise 2

In the situation of the present paragraph consider the problem of estimating p from
the D; alone, the interpretation being that it is only observed whether survival to z
takes place or not. Show that the likelihood based on D;, i =1,...,n, is

qN(l - q)niN )

with ¢ = 1—e™##, the probability of death before z. (Trivial: it is a binomial situation.)
Note that N is now sufficient, and that the class of distributions is a regular
exponential class. The MLE of q is

with the first two moments

* * 1-
Eq" =gq, Varqg" = al—q) .

It is UMVUE in the class of estimators based on the D;.

The MLE of p = —In(1 — ¢)/z is p* = —In(1 — ¢*)/z. Apply (D.6) in Appendix
D to show that

* q
~as N —— | .
a (“ nz2<1—q>)

The asymptotic efficiency of fi relative to p* is

L Z z 2
asVarp" (6}7 —e'uT) B (sinh(uz/Q))2

asVarji, wz uz/2

(sinh is the hyperbolic sine function defined by sinh(z) = (e” —e~")/2). This function
measures the loss of information suffered by observing only death/survival by age z
as compared to inference based on complete observation throughout the time interval
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(0,2). It is > 1 and increases from 1 to co as pz increases from 0 to co. Thus, for small
pz, the number of deaths is all that matters, whereas for large pz, the life lengths are
all that matters. Reflect over these findings.

Exercise 3
Use the general theory of the present section to prove the special results in Section 11.1.

Exercise 4
Work out the details leading to (11.42) — (11.42).

Exercise 5

An insurance company is to carry out a mortality study based on complete records
for n life insurance policies with unlimited term period. Policy No. ¢ was issued z;
years ago to a person who was then aged x;. The actuary sets out to maximize the

likelihood
n z;+T;
T] (s + 70, 6)™ exp ( | s e>ds) ,

i=1 i
where the notation is selfexplaining.

One employee in the department objects that the method represents a neglect of
information; it is known that the insured have survived, not only the period they were
insured, but also the period from birth until entry into the scheme. Thus, he claims,
the appropriate likelihood is rather

n i+ T

x;+
1 i +T:,0)" exp (/
0

i=1

u(s, e)ds) A

Settle this apparent paradox. (Hint: A suitable framework for discussing the problem
is an enriched model with three states, ”uninsured”, ”insured”, and ”dead”.)

Exercise 6

(a) Modify the formulas to the situation where person No. i entered the study z; years
ago at age x;.

(b) Find explicit expressions for the entries of the asymptotic covariance matrix of the
MLE.

Exercise 1
Prove (C.6) in the theorem by induction: Verify that it is true for r = 1 and, assuming
it is true for a given r, prove that it is true also for r + 1.

Exercise 2
Derive the binomial distribution by applying the theorem to the situation where
Ai,..., A, are independent and equally probable, P[A;] =p, j=1,...,r.
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Exercise 3
Use the theorem to find E[Q] and V[Q] expressed in terms of the Z,.

Exercise 4
Find the probability that at least 3 out of 4 events occur.

Let the price at time t of a stock be
S(t) = GOtHBN ()

I

where N(¢) is a Poisson process with intensity A\. The money market account bears
interest at spot rate r.

At time 0 our hero (z) purchases an n-year unit linked pure life endowment with
sum insured S(n) V g against a single premium 7. Here g is the guaranteed minimum
sum insured introduced to protect the insured against poor performance of the stock; if
3 is negative (in which case a should certainly be positive), then a Poisson event at time
t represents a sudden drop in the stock price from S(t—) to S(t) = S(t—)e” (a crash in
the stock market if the absolute value of 3 is big). Combining basic principles in finance
(no arbitrage) and insurance (equivalence), m should be the expected discounted value
of the claim under a suitable probability measure (equivalent martingale measure for
the market and physical measure for the life length):

T=Ele " (S(n)Vg)l[T: >n]] = E[S(n)Vgle ™ nps. (F.69)

We need to find the expected value appearing in the last expression.
Start as usual from the conditional expected value of the random variable S(n)V g,
given everything that is known by time ¢:

E[S(n) Vg|N(r); 0 <7 <]
= E [N v g | Ny 0 <7 < 1]

- E [6at+ﬁN(t)6a(n—t)+B(N(n)—N(t)) v g’ N(r);0<T<t

Here we have separated out what pertains to the past (known under the conditioning)
and what pertains to the future (remains random under the conditioning), and it is
seen that we can work with the function

W(t,u) = E [uea(n—i)+[3(N(n)—N(t)) \/g] A
Preparing for a backward construction, write
Wtu) = = E [ueadt+ﬂ<w<t+dt>—w<t>>6a(n—t—dt>+ﬂ<w<n>—w(t+dt>> vg] 7
and proceed as usual, conditioning on what happens in (¢,¢ + dt):
Wtu) = (1 - Ad)W (t +dt,ueadt) + AW (t+dt,uea‘“+ﬁ) + o(dt)
- W (t—l—dt,ueadt) — AW (tu) + NdtW (t,ueﬁ) + o(dt)
= W(t+dtu+ uadt) — NdtW(t,u) + AdtW (t,ueﬁ) + o(dt)
= W(tu) + %W(t,u) dt + %W(t,u)uadt
—XNdtW (t,u) + NdtW (t,ueﬁ) + o(dt).
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We arrive at

2] 2] 8\ _
EW(t,u) + a—uW(t,u)ua — AW(t,u) + )\W(tme ) =0,

which is to be solved subject to the condition
Wn,u) = uVyg.
Remark: We could have written (F.69) as

) [eﬁN(n) N, gefa n] e(ozf'r)nnpz ,

and, redefining W (¢,u) accordingly, essentially get rid of e”**. We have chosen the
present approach since it gives us an opportunity to see the different roles of the
(non-stochastic) smooth function e~** and the (stochastic) jump process N (t).



Appendix G

Solutions to exercises

Exercise 1
(a) Exact value fol t?dt = 1/3 = 0.3333.... Can be computed by solving numerically
the ordinary differential equation

v'(t) = a(t) +b(t)v(t) (G.1)
by ’Ode-1.pas’. Take §
v(t) = ./0 sids, '(t) = 1,

hence a(t) = t* and b(t) = 0. Compute forwards ("F’) starting from v(0) = 0. Insert
the following statements in the program:

(*SPECIFY DIMENSION OF v I*¥)
dim := 1;

(*SPECIFY DIRECTION OF COMPUTATION - FORWARD (’F’) OR BACKWARD
(B):%)
BF :="F’;

(*SPECIFY THE TIME INTERVAL [0,T] BY INSERTING T IN "term” AND - IF
NEEDED - THE AGE OF THE LIFE AT TIME 0 ! *)
term := 1;

(*SPECIFY BOUNDARY CONDITION(S) AT TIME t = 0 IF FORWARD (BF =
F) AND AT t = T if BACKWARD (BF = 'B’): %)
v[1] := 0;

(*SPECIFY THOSE COEFFICIENTS a AND B AND DERIVATIVES a’ and B’
THAT ARE NOT 0 I¥)

a[l] := txt;

al[l] := 2xt;
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Similar for fol t=1/2dt = 0.5. Take

t
v(t) = / sTV%ds, V() =t""2,

0
hence a(t) = 1/4/t and b(t) = 0. Statements as above, except

(*SPECIFY THOSE COEFFICIENTS a AND B AND DERIVATIVES a’ and B’
THAT ARE NOT 0 1¥)

a[l] := 1/sqrt{t};

al[l] := -0.5%a[1]/t;

(b) Since ®(—z) = 1 — ®(z), we need only compute ®(z) for positive z. Moreover,

I([) 0 57 hBIlCE
@(.’17) O + — /xe P (7—) dt
5 X .

Put

and use 'Ode-1.pas’ for (G.1) with a(t) = \/%7 exp(—%) and b(t) = 0, working for-

wards (’F’) starting from v(0) = 0.5. Statements as above, except

(*SPECIFY THOSE COEFFICIENTS a AND B AND DERIVATIVES a’ and B’
THAT ARE NOT 0 I¥)

a[l] := (1/sqrt{2xpi})+exp(-t«t/2);
al[l] := a[1]*(-t);

(c) Us: Use *Ode-1.pas’ forwards for the differential equation U{ = rU; + 1.
Vi Use ’Ode-1.pas’ backwards for the differential equation V/ = rV; — 1.

Exercise 3
Fig 3.1: The functions we are interested in are

un(t) = F(t) = exp (— /Otu(s) ds) = exp (—at—ﬁew{ 1) 7

vat) = f(t) = F(t)u(t) = vi(t)vs(t),
v3(t) w(t) = a + e,

They can be computed directly since they are given by explicit formulas. Thus, the
program 'Ode-1.pas’ is not really needed, but it is still useful since it can produce a
nicely arranged output. One could drop everything that has to do with the difference
scheme and just put in the following statements beginning from line 27:

dim := 3;
(*auxiliary quantities from Danish life table :*)

alpha := 0.0005; (*Gompertz-Makeham parameters™*)
beta := 0.00007585775;
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gamma := 0.038*In(10);

for 1 := 0 to 100 do (*Do not confuse the letter 1 with the number 1%*)
begin

writeln; writeln(odeout); (*Line shift*)

t:=1

v[3] := alpha + betaxexp(gammaxt);

v[1] := exp ( - alphaxt - betax( exp(gammasxt) - 1)/gamma );
v[2] := v[1]*v[3];

write(t:4,” 7); write(odeout,t:4,” );

for j := 1 to dim do

begin

write(’ ’,v[j]); write(odeout,” ’,v[j]);

end;

end;

close(odeout);

end.

Alternatively, one could use the program as it is to compute F' and add statements
to compute f and pu. We have

U/l (t) = b11 (t) (%1 (t) s
where

bi(t) = —a — Bexp(yt)).

Having computed b11(t) and v1(¢), we compute

’Ug(t) = —b11 (t) s
V2 (t) = 1 (t) vg(t) .

Statements:

(*SPECIFY DIMENSION OF v !¥)

dim := 1;

(* SPECIFY DIRECTION OF COMPUTATION - FORWARD (’F’) OR BACK-
WARD ('B’): I*)
BF :="F’;

(*auxiliary quantities from Danish life table :¥*)
alpha := 0.0005; (*Gompertz-Makeham parameters™*)
beta := 0.00007585775;

gamma := 0.038*In(10);

(*SPECIFY THE TIME INTERVAL [0,T] BY INSERTING T IN "term” AND - IF
NEEDED - THE AGE OF THE LIFE AT TIME 0 ! *)
x:= 0; term:= 100;

(*SPECIFY STEPS IN DIFFERENCE SCHEME AND OUTPUT !: *)
steps := 10000; (*number of steps in difference method*)
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outp := 100; (*number of values in output™®)
h := term/steps; (*steplength*)
count := steps/outp - 0.0005;

(* SPECIFY BOUNDARY CONDITION(S) AT TIME t = 0 IF FORWARD (BF =
F’) AND AT t = term if BACKWARD (BF = 'B’): I¥)
v[l] :=1;

(*SPECIFY THOSE COEFFICIENTS a AND B AND DERIVATIVES a’ and B’
THAT ARE NOT 0 1¥)

B[1,1] := - alpha - betaxexp(gammax(x+t));

B1[1,1] := - betaxexp(gamma*(x+t))*gamma;

(Then comes the difference scheme, and we do not need to do anything until we come
to the output at times t = 0,1,...:)

if countout > count then

begin

v[3] := - B[1,1]; v[2] := v[1]*v[3]; (*this comes extra*)
countout := 0;

writeln; writeln(odeout);

write(t:4,” 7); write(odeout,t:4,” );

for j := 1 to 3 do (*NB! 3 instead of dim*)
begin

write(’ *,v[j]); write(odeout,” ’,v[j]);

end;

end;

end; (*difference scheme*)

close(odeout);

end.

Exercise 4
(a) A special case of (b) - just put o = 1.

(b) Write out the defining expression in each interval where there is one analytic

expression:
0
1-—
1

f(t)={0 )

The mortality intensity is w(t) = f(¢)/(1 — F(t)), defined for all ¢ such that the
denominator is positive:

4y —1
u(t) = 2(#) =% . 0<t<uw,
undefined , t>w.

) t§07
(1-4H)" |, 0<t<uw,
t>w.

F(t) =
1 , t<o,
(=), 0<t<w,

0 , t>w.

(1) =2 (=27t | p<t<w,

l
L/J w
else.
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Note that u(t) / 400 as t / w (as is always the case if w < oo and p is non-
decreasing).

For z and z + ¢ both in (0,w),

Piie) = £0E0 — (=228),

the same type of distribution as F, only with w replaced by w — . Thus we find f(t|z)
and p(t|z) by just replacing w with w — z in the formulas above.

(c¢) Do as above.

Exercise 5

(a)

o = P[T > t] = PIM|P[T > t|M] +P[F|P[T > t|F| = si" pt" + st 0} -

. PM N (T >t)] P[M]P[T > t|M m . pm
s} :P[M|T>t]: [ ( )]: [ ] [ | ]: S0 tpOf -
P[T > ] P[T > t] ST epl + sl
(b)
e b SEGwE sl 8 ol i+ s ol nl
tPo sy Pyt + shpd sy Pyt + shpd

= st + sl

a weighted average of the mortalities at age ¢ for males and females, the weights being
the conditional probabilities of being male and female, respectively, given survival to
age t.

()

6" 50"

sy = = ,
s+ shent /ent! s+ s exp [fot(pg” —ud) ds]

a decreasing function of ¢ if pj" — u{ > 0 for all ¢ > 0.
If [ (ps — pl)ds = oo, then s — 0 as t — oo.

(d)
obtPo SO at Pl + 8hatip))
=Po S§apl + shapl)

tPz = = sy .y + st upd
(From this expression we could have derived the mortality intensity uz upon forming
limy 0(1 — ¢pz)/t, which would give the result in (b).)
Similarly
—_m m f f
m|ndz = Sz m|nQz + sz m|ndz »

wEs = sT o E™ + sl ET.
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Exercise 6

F(t)=ao+ait+azt’ +ast®, tec[0,w], asz#0,.

(a)
ft) = —=F'(t) = —a1 — 2a2t — 3azt®>, te€[0,w].
f(t) a1 + 2as t + 3as t2
t) = —r = — telo,w.
#O F(t) ao +ait+azt?+aztd’ €0l
Proof of
: IR ()
fm () = Hm 555 = (G2)

We know that lim; ., F(t) = 0. If lim; o, f(¢) # 0, then (G.2) holds. If lim; ~, f(t) =
0, then we have a 0/0 expression in the limit and use 'Hospital’s rule:

o
e = = Ty

If lim¢_~, f'(t) # 0, then (G.2) holds. If lim; ~, f'(t) = 0, use 'Hospital again:

i = — lim f//(t)
fim p() = = Jim “or

But f(t) = —6as # 0, and so (G.2) holds.

Observe that F'(t|x), considered as function of ¢, is also trinomial.

(b)
F(0) =1 ap = 1,
F(W):Oi CboJrc11o.z+azo.z2Jrag,w?’:07
flw)=0 a1 + 2a2w + 3azw® = 0,
/ F(t)dt = eo : aowt+ Lo+ Ly Byt = g,
0 2 3 4

Exercise 7

The probability distribution of the random variable T}, is given by P[T, < t] = ¢pa,
t > 0. We are interested in the probability distribution of a present value PV (T%)
which is just a real-valued function of the random variable T,: P[PV (T:) < u],
u € (—00,00). Thus for each value of u we need to determine the set of values of
T, that make PV (T,) < u and determine its probability. It may be helpful to draw
a graph of the function, with T, on the horizontal axis and PV (1) on the vertical
axis, and for each given u on the vertical axis determine the set on the horizontal axis
where the graph is under u. We summarize the results:

(a) Pure endowment benefit of 1:

PV(Ty) = ¢ "™ 1Ty >n] = { g,m
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A very simple non-decreasing function with just two values.

0 , u<0,
PPV (T,) <u] = 1 —npe , 0<u<e™™,
1 , e "M <u.
(b) Term insurance with sum 1:
PV(Ty) = e "' [T, <n] = e L<n,
- = 10 , Tp>n.

A simple non-increasing function starting from its maximum value 1 at T, = 0, de-

creasing exponentially for T, € (0,n], dropping to 0 at T, = n and remaining 0
thereafter.
0 , u<O0,
npz b) O S u < ei’rn )
PPV (1) <u] = =
[ V( )_U] —lnu/rPx 6rngu<17
1 , 1<u.

The third line on the right is the only one that takes a small bit of calculation: For
e <u<lsolvee ™ =utofindt=—Inu/r, and conclude that PV (T;) < u is
equivalent to Ty, > t.

(c) Endowment insurance with sum 1: Same problem as (b), only simpler:

0 , u<e ",
P[PV(TI)SH] = —1Inu/rPx 5 6_m§u<1,
1 , 1<u.
(d) Life annuity of 1 per year:
0 , u<0,
PPV(T:) <u] = 1 — _ma—rw)y/rP= >, 0 u<am,
1 , am<u.

Exercise 8
(a) There are several ways of proving these things. We will sketch two:

First method works directly on the expressions for the expected values:
Life endowment:

m-+n

m+nEz =e J0 (T+#m+u) du

— e SO (rtpg o) du e~ S (et g a,) du

or just

+

m+n m n
m+nEx = m+nPx =V mPxV nPzx+m -

Deferred life annuity:
m—+n . m—+n .
m\naz = / V tPz dt = Um mpz/ v -m t—mPz+m dt = mEz az«kmﬁh
m m

the last step by substituting 7 = ¢ — m in the integral.



APPENDIX G. SOLUTIONS TO EXERCISES 8

Second method works with the indicator functions I; = 1[T, > t] and the rule of
iterated expectation E[X] = EE[X |Y]. (Seems like shooting sparrows with cannons
in these simple examples, but serves to illustrate a technique that may be useful):
Life endowment:

m+nEac =k ['Um+nlm+n] =v"v"E [Im+n] s
and (just to illustrate)

E [Im+n] = E [E[Im+n |Imn = mPz E[[m+n | Im = 1] + mQz E[[m+n | Im = 0]

=  mpPxnPax+m -

Deferred annuity:

m+n
m\naz = [E I:/ ”Ut I dt:|

m+n
= ™E {IE/ o™, dt‘ Im}

m

m—+n
V™ poE {E/ ™ g, dt‘ Im = 1}
m
m—+n
+0™ g E {n«:/ O dt‘ Im = 0}

m _
= UV mpPzOz+mmn]-

Similar for deferred endowment insurance.

(b) Here we use the second method, which is general. Let PV{; ,) denote the random

present value at time t of benefits less premiums in (¢,u], and abbreviate PV; =
PVi,00)- We have

PV = PV +0" "' PV,. (G.3)

Then
Vi=E[PVi| L =1] = ]E[PV(t,u] [ I, = 1]+ v"_tE[PVu [ I, =1].

Here E[PV(y,. | It = 1] = V{4,4), and
E[PVu|I: =1 =E[E[PVy|1: =1, I.]| It = 1] = u—tPott Vu + u—tqett - 0.
From this you gather the stated result.

(c) Second method is the superior one. We start from (G.3) for payments deferred in

m years:
PVo=v" PV

Denote variance by V. We have
V[PVo] = v*"V[PV;,]
and
V[PVin] V[E[PVin | In]] + E[V[PVin | In]]
V[ Im E[PVin | I = 1]] + E[ Ly V[PViy | In = 1]]
= V[In] (E[PVin|Im = 1))? + E[Ln] V [PVin | I, = 1] ,
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hence
V[PVo] = v*™ {mpa m@e (E[PVin|Lm = 1)) + mpa V[PV | I = 1]}
= (mEff” - mEi) (E [PV | Im = 1])% + m BV [PV, | Im = 1] . (G.4)

For instance, for an m year deferred n year annuity (G.4) gives the variance (see (4.16)
in BL)

ory 2 (_ _(2r) 2 _2
B2 (az+mm - ax+mm) B2

Apply the result to the pure life endowment (a deferred benefit by its very definition)
and to a deferred life insurance. (You could put up the expressions immediately using
the trick shown in Chapter 4.)

Exercise 9

t t
N} =Ng +/ N dN- +/ N,_dN; .
0 0
For t < T: All terms on both sides are 0, so the equation holds.
For t > T: On the left N7 = 1. On the right Ng = 0, [J N;dN. = 1, and
fg N;_dN,; = 0, so the equation holds. Ignoring the left limit gives 2 on the right

when ¢ > T (the jump of N at T') has been “counted twice”).
The relationship

t t
/ N, dN, :/ (N._ 4+ 1)dN,
0 0

is true for any counting process, not only the simple one considered here. By definition

/0 N, dN, = " N(r)(N(r) - N(r-))

<t

The sum on the right ranges effectively over the (finite number of) time points 7 where
N jumps, and at such a time 7 it jumps (by 1) from the value it had just before the
jump, N(7—), to the value at the jump time, N(7) = N(7—) + 1.

In particular, if N has only one jump, then N(7—) = 0 at the time jump time 7,
and the integral is therefore 0.

Exercise 10
(c) Set v1(t) = po, v2(t) = €y They satisfy the differential equations

v'1(t) = —v(t) pe

va(t) = —va(t) vi(t),
with side conditions v1(0) = 1, v2(0) = 0.
Statements:

(*SPECIFY DIMENSION OF v I*)
dim := 2;

(* SPECIFY DIRECTION OF COMPUTATION - FORWARD (’F’) OR BACK-
WARD ('B): I¥)
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(*auxiliary quantities from Danish life table :¥*)
alpha := 0.0005; (*Gompertz-Makeham parameters™*)
beta := 0.00007585775;

gamma := 0.038*In(10);

(*SPECIFY THE TIME INTERVAL [0,T] BY INSERTING T IN "term” AND - IF
NEEDED - THE AGE OF THE LIFE AT TIME 0 ! *)
x:= 0; term:= 100;

(*SPECIFY STEPS IN DIFFERENCE SCHEME AND OUTPUT !: *)
steps := 10000; (*number of steps in difference method*)

outp := 100; (*number of values in output™*)

h := term/steps; (*steplength*)

count := steps/outp - 0.0005;

(* SPECIFY BOUNDARY CONDITION(S) AT TIME t = 0 IF FORWARD (BF =
'F") AND AT t = term if BACKWARD (BF = 'B'): I¥)
v[1] := 1; v[2] := 0;

(*SPECIFY THOSE COEFFICIENTS a AND B AND DERIVATIVES a’ and B’
THAT ARE NOT 0 !*)

B[1,1] := - alpha - betaxexp(gammasx(x+t));
B1[1,1] := - betaxexp(gamma*(x+t))*gamma,;
B[2,1] :=1;

Exercise 13

Premium payable at rate 7 in the deferred period ¢ < m and pension payable at rate 1
in the pension period m < t < m+n, say. Use Thiele’s differential equation: Inspect it
directly, or integrate it from 0 to ¢ and from ¢ to n to obtain the retrospective formula
for ¢ in the deferred period and the prospective formula in the benefit payment period:

¢ ¢
TTU b S )
Vt—{ W(foexp(fT(rJr,ujL )du) dr 0<t<m

fthrnexp (= )7 (r+ poyu) du) dr, m<t<m+n.

It is seen that V; is an increasing function for ¢ < m, no matter if p is increasing or
not; increasing ¢ gives a bigger integrand integrated over a longer interval. We know
from the theory in Chapter 4 of BL that, for t > m, V; = @, , ;77— is decreasing if
W is increasing.

Exercise 14

(a)
Vi = E[PVw|Te> 1
= E [P‘/(t,t+dt] + e_rdtPV(t-o-dz,n]

Tx>t]

= (I - ot dt)E [Pv(t,t+dt] + 6_MltPV(Hdtm] ‘ Ty >t+dl
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+ Uztt dtE [P‘/(t,t+dt] + e_TdtP‘/(t_th’n] t<T, <t—+ dt}

= (1 — Max+t dt) |:—7Tt dt + G_Tdt‘/t+dt] =+ M4t dt [bt =+ G_Tdt . 0] + O(dt)
d
= — Tt dt + (1 — Hax+t dt)(l — ’f’dt)(‘/t + E‘/t dt) + M+t dt bt + O(dt)

d
= —mdt+ Vi — (paott +7)dt Vi + =Vidt + prate dt by + o(dt)

dt
Cancel V4, divide by dt, and let dt go to 0, to arrive at Thiele’s diff. eq.
(b)
Vi = E[PVE,.|Te >t

- E [(PV(t’Hdt])Q F2PVisran e " PVisarn + ¢ (PVivsdrn)’ ‘ T, > t]

= (1— pored)E [(Pvgt,mt])2 2PV sran e “PVisarn + € N (PVisdrn) ‘ Ty >t+ dt}
¥ fopt dtE [(Pv(tmm)2 2PV srane " PVisarn + e N (PVisdrn) ’ t< Ty <t+ dt]

= (1 — potedt) [(—m dt)2 + 2(—my dt)e_rdtVHdt +e %" din(let]
Fhtage dt [b? + e 0 e -02] + o(dt)

= (1= o dt) 2 (—medt) (1 — 7 dt) (vt + %Vt dt) (1 = prase dt)(1 — 2r dt) (VP + %Vt(?) dt)
izt dEb; + o(dt)

= 2mdtVi+ (1 (ase + 20) AV + %Vt@) dt + pose dLD? + ofdt)

Cancel Vt(2)7 divide by dt, let dt go to 0, and rearrange a bit to arrive at

d
Evt@) =2m Vi + (paye + 20V = poga 7
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Exercise 15

(a) Let 71,72, ... denote the times of transition of Z listed in chronological order. The
process Ny = . 1[r; < t], ¢ > 0, which counts the total number of transitions, is a
homogeneous Poisson process with intensity . (Write p instead of A to make the for-
mulas given in item (b) meaningful.) The times 71, 73, ... are the times where N takes
odd values, and 72,74, ... are the times where N takes even values. Thus Ni2(t,u] is
the number odd numbered occurrences of Poisson events between time t and time w.
In particular, N12(t) = [%] Likewise, Na1(t) = [%] T1(¢,u] is the total time
in (t,u] with odd value of N.

(b) We could derive the backward differential for the functions Vj(q) (t) and WJ-(Q)(t),
but they are really special cases of Thiele’s differential equation for the reserve and
its generalization to higher order moments: T4i(t,n| is the present value at time ¢ of
an n-year annuity of 1 per time unit running in state 1 in the present simple Markov
model, and with no interest. Similarly, N12(¢,n] is the present value at time ¢ of an
n-year insurance 1 payable upon every transition from state 1 to state 2.

Thiele for the annuity:

d

OO R O A O (G.5)
Sy = —nOm - v, (G.6)

subject to
ViV(n) = ViV (n) = 0. (G.7)

There are many ways of solving these equations and we mention a few:
(1) Differentiate (G.5) and substitute expressions for the first order derivatives from
(G.5) and (G.6) to obtain a second order differential equation in Vl(l)(t) subject to
conditions Vl(l) (n) =0 and %Vl(l)(n) = —1, the latter obtained from (G.5). There are
standard methods for this problem, see solution to Exercise No 15 in Exercise paper
No 5.
(2) Add (G.5) and (G.6) to obtain

d

S+ = -1,

subject to (Vl(l) + V2(1))(n) = 0. Solution:
Vi v ) =n—t. (G.8)
Subtract (G.6) from (G.5) to obtain

d .a 1 1 1

SV =) = —1 -2 (VY = v)(@),

subject to (Vl(l) - V2(1))(n) = 0. Solution (we recognize the differential equation and
side condition for the reserve on a deterministic annuity of 1 at interest rate 2 pu):

n _ o 2p(n—t)
V@) — v ) = / o2ur—tyar gL —e
t 2p
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We find
1 n—t 1 — e 20—t
V) = = (C.9)
—2p(n—t)
(1) n—t 1 —e
t) = -
Vi = o

(3) Already before we arrived at relation (G.8) we ought to have realized the following:
Given Z(t) = 1, T1(t, n] is the time that remains to spend in the current state. Given
Z(t) = 2, T1(t,n] is the time that remains to spend in the other state. Given Z(t) = 1,
Ta(t,n] = (n —t) — T1(¢,n] is the time that remains to spend in the other state. Due
to symmetry, the two last mentioned cases are probabilistically identical, so we can
conclude that
i) = (-t - Vi),
which is (G.8). Substituting this into (G.5), we get
d 1 1
V(M) =1+ p((n—t) - 2,7 (1)),
which is to be solved subject to Vl(l)(n) = 0. We easily arrive at the solution above.
Now to non-central second order moments, and we proceed with method (3) using
the general differential equation, which specializes to
d

V0 = pv? ) - 200 - n 52 (),

subject to
Vi@ m) = 0.
Using the symmetry again, we realize that
V2@ = (=0 = 200-0 V(@) + V().

Substituting this and reorganizing a bit, the differential equation above becomes

Lv®w) = 2un—1) ~ D) — o —1)°.

Inserting the expression (G.9), we get

W0 = - [ (2wo-n -0 (5T + D) e o

Substituting n — 7, we are left with the simple task of integrating some standard
functions. One should finally arrive at

1— (2 e <”—i>)2
Var[Ty(6,n] | 2(8) = 1] = VO ) - (v 1)? = = | n—t +
) 1 1 4“ 4/1/

Exercise 16
(a) Obviously, for t < s < u,

pﬁ(tv u) = pﬁ(tv 5)pﬁ(57 u) :
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Details:

PZ(t) =a, T € (t,u] | Z(t) = a]
=PZ(r)=a,7 €(t,s]|Z(t) =alP[Z(T) =a,T € (s,u] | Z(t) =a,Z(T) =a,T € (t,5]];

The first factor here is paa(t, s), and the second factor is (due to the Markov property)
paa(s,u).
For instance forward argument (put u and u + du in the roles of s and u):

paa(t,u + du) = paa(t, w)paa(u, v + du) = paa(t, u)(1 — (p(u) + o(u))du) .
From this we get
%pm(uu) = —paa(t,u)(p(u) + o(u)) .
Integrating, using the side condition pag(t,t) = 1, we arrive at the answer.
(b) Using the Markov property:
Paa(0,t1) o(tr) dtr pis(tr + dtr, t2) p(t2) dta Paa(tz + dta, ts) pu(ts) dts

(plus o(dt1) + o(dt2) + o(dts), strictly speaking). Due to the factors d¢; we can replace
the arguments t; + dt; appearing here by ;.

(d) The Kolmogorov forward equations with constant intensities, letting differentiation
w.r.t. t be denoted by primes:

p:za(t) = _paa(t) (N + U) + pai(t)p7 (GlO)
Pai(t) = Paa(t)o — pai(t) (v + p) . (G.11)
Side conditions:
Paa(0) =1,  pa:(0)=0. (G.12)
Differentiate (G.10):
Pa(t) = —Paa(t)(p+0) + pai(t)p. (G.13)

Substitute here pl;(t) from (G.11):
Paa(t) = =Paa(t)(t +0) + (Paa(t)o — pai(t) (v + p))p - (G.14)

Now solve pqi(t) from (G.10) and substitute into (G.14) and rearrange a bit to arrive
at

Paa(t) + Paa®)((n+0) + (v + p)) + paa(®)((+ o) (v +p) —0op) = 0. (G.15)

This is a simple homogeneous second order ordinary differential equation, which is to
be solved subject to the conditions

Paa(0) =1, poa(0) = —(u+o0), (G.16)

the latter obtained by setting ¢t = s in (G.10). The general solution to (G.15) - (G.16)
is
Paa(t) = cre”™" + coe™"



APPENDIX G. SOLUTIONS TO EXERCISES 15

when r1 and 72 are distinct solutions to
r+r((u+ o)+ (W+p) + (n+0)v+p)—op) =0.

Here ¢1 and co are constants that are to be determined so as to match the side condi-
tions (G.16):
ci+c = 1,
cari+cr: = —(p+o).

If the roots r1 and r2 coincide, r1 = r2 = r (say), then the general solution is of the
form (c1 + cat)e™. You find

1 }:_(u+o)+(u+p)i¢((u+o)—(v+p))2+4ap
T2 2

Fill in the details yourself.

Exercise 17
Recall the forward equations:

0
apaa (07 t) = _paa(07 t)(Ux+t + Uac+t) + pai(07 t)px+t ) (G17)

0
&pai(07 t) = paa(O, t)o'z+t — Pai (07 t)(Vz+t + Pz+t) . (G18)
Side conditions
Paa(0,0) =1,  pai(0,0) =0. (G.19)

Note the following: The forward differential equations for the transition probabilities
are usually easier to work with than the backward differential equations. Under the
forward construction we work with the functions p;x(t, -), k = 1,2, ..., J, for fixed j
and t. These functions sum to one and therefore we need only solve J — 1 equations.
Under the backward construction we work with the functions p;x(-,u), j =1,2,...,J,
for fixed k and u, which do not sum to 1 or anything else that could be helpful. If one
should never the less want to use the backward equations in the present situation, one
would face a quasi-difficulty which is due to the notation: e.g. in +p3®, which means
Paa(z, +t), x appears in both time variables. To apply the backward construction
one must parametrize time as in the general theory, letting starting time and ending
time be functionally unrelated.

(a) When pgyt = 0, (G.17) reduces to

1o}
apaa(m t) = —Paa(0, t)(ﬂx-H +0z1t),

which subject to the first condition in (G.19) integrates to

t
paa(o, t) = exXp (7/ (,Uz+s -+ Uz+s) ds) s
0
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the same as the occupancy probability paz(0, t), of course. The equation (G.18) reduces
to

0
apm’((), t) = Paa(0,8)0s+t — Pai(0,) Vatr
or

0
apm (O, t) + pai(o, t) Vg4t = paa(oy t)gz+t 5

where the function on the right is now known. Multiply by integrating factor exp (fg Vats ds) ,

integrate from 0 to ¢, use the second condition in (G.19), and arrive at

t T t
Pai(0,t) = / exp (—/ (Hats + Onts) ds) Oxtr €XP (—/ Vats ds) dr,
0 0 T

or :
Pai(0,t) = / ‘rp;_a Ozt t*Tpgci+T dr.
0

This expression can be read aloud; Under the integral sign is the probability that the
policy stays in a until an intermediate time 7, then makes the transfer to state 7 in the
time interval (7,7 + d7], and thereafter stays in state ¢ until time ¢, and the integral
sums up the probabilities of these mutually exclusive events. See Section 7.F of BL.
The reason why we get explicit expressions here is that there is no return to a state
once the policy has left it. It should be made clear, however, that computation of the
probabilities goes by numerical solution to the differential equations, which is just as
easy with recovery as without. The explicit expressions are useful mainly because they
can be directly understood and also because they give us a possibility of discussing
how the transition probabilities depend on the intensities.
In the same manner as for paq(0,t) we find in the case without recovery that

t
pii(0,t) = exp (—/ Vits ds) .
0

(b) The conditional probability of being active at time ¢, given alive at time ¢ (and
start as active at time 0), is

_ P[Z(t) = an Z(t) € {a,i}]

B2 = PZ(t) = a| Z() € {a,i}] P[Z(t) € {a,i}]
Paa(0,1)
paa(07 t) + Pai (07 t) .
Likewise,
tﬁ;i _ pai(07 t)

Paa (07 t) + Pai (07 t) .
Differentiating tpjz) = paa(0,t) 4 pai(0,t) and using (G.17) and (G.18), one finds

d
_ 9ttPla]
tP[z]
_ %paa
Paa
. _Paa(

Hlz]+t =

(0,8) + Fpai(0,1)

(0, ) + pai(0,t)

0, )(Ux+t + 0z4t) + pai(ov )P+t + Paa(0, t)Uac-H - Pai(ov t)(’/ac-H + prtt)
Paa(0,t) + pai(0,t)

Paal0, )ttt + Pai(0,1)Vays
paa(07 t) + pai(07 t)

~aa ~ai
=  tPx MHz+t + tPr Vrtt,
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a weighted average of mortality for active and mortality for invalid, the weights being
the conditional probabilities of being active and invalid, respectively, given survival.

The select mechanism is in this case due to the fact that the insured is known to
be, not just alive and = years old at time 0, but also in active state.

(€) If prott = vore for all £ > 0, then pipz) 4y = pote, of course, and

t
tP[x] = €XP (7/ Hz+s ds) .
0

t
Py’ = tpij/tp[z] = pg’ exp (/ Pats ds) ,
0

j = a,i. Differentiating w.r.t. t, and rearranging a bit, you will see that the p%7,
Jj = a,t, satisfy the differential equations (G.17) - (G.18) with p = 0, which are the
Kolmogorov forward equations for in the partial model. They also satisfy the side
conditions (G.19). Thus, in the case of non-differential mortality, the transition prob-
abilities can be obtained by first determining the transition probabilities in the simpler
partial model with only two states, and then multiplying them with the survival prob-
ability.

We have

(d) Statements:

(* SPECIFY NON-NULL PAYMENTS AT TIME t ! *)
bi[1,3] := 1; bi[2,3] := 1;
ca[l] := 1;

(* SPECIFY MAXIMUM ORDER OF MOMENTS AND NUMBER OF STATES !
%)

q := 1; (*moments™*)

JZ := 3; (*number of states of the policy™*)

(* SPECIFY TRANSITION INTENSITIES FOR POLICY Z ! Here Danish basis ex-
tended with recovery; States 1 = active, 2 = disabled, 3 = dead:*)
alpha[1,3] := 0.0005;

beta[1,3] := 0.00007585775;

gamma[1,3] := 0.038*In(10);

alpha[2,3] := 0.0005;

beta[2,3] := 0.00007585775;

gamma|2,3] := 0.038*In(10);

alpha[1,2] := 0.0004;

beta[1,2] := 0.000003467368;

gammall,2] := 0.06*In(10);

alpha([2,1] := 0.005;

(*SPECIFY AGE x, TERM t, INTEREST RATES AND NON-NULL LIFE ENDOW-
MENTS ! *)

x:= 30; (*age*)

t := 30; (*term*)

r := In(14-0.045); (*interest rate*)
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be[l] := 0; be[2] := 0; (*endowments at term of contract*)

(*SPECIFY LUMP SUM PREMIUM AT TIME 0: PUT c0 := 1 IF ALL OTHER
PREMIUMS ARE 0 AND ONLY MOMENTS OF BENEFITS ARE WANTED ! *)

c0 := 0; b0 := 0;

(*SPECIFY NUMBER OF STEPS IN RUNGE-KUTTA (OPTIONAL) ! *)
steps := 3000; (*number of steps*)
h := t/steps; (*steplength*)
count := 30; (*number of output times*)
count := steps/count - 0.5;

Result:

state:

time:

NC 1:

time:

NC 1:

time:

NC 1:

time:

NC 1:

time:

NC 1:

time:

NC 1:
pi = 0.

1

30.00

0.000000

29.00
0.009740

28.00
0.017861

27.00
0.024547

15.00
0.038582

1.00
0.002763

0.00
0.000000

004336

Exercise 18
The process must start somewhere, so let us say Z(0) = 1.

(a)

P

r+1

_ﬂ Z(ti) = ji

0.000000

0.013915

0.025918

0.036236

0.066309

0.064598
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= P ﬂ Z(ts) —ji] Piriris (trytrg) -

=0

We have here used the Markov property of the process. Repeating this, we obtain

[r+1 r+1
P () Z(t) = J’z} = p1jo(0,t0) [ [ pjizyoii(tim1,ta). (G.20)
li=0 i=1

Next, using (G.20),
P [Nty Z(t:) = ji]
P[Z(to) = jo, Z(trs1) = jrsa]

P10 (0, %0) Hz 1 Pji— i (tie1, i)
P1jo (0, to) Pjosjrg1 (t07 trt1)

1
H:+1 Dii_1,5: (ti—1,t3)

n Z(ti) =7 Z(to) = jo, Z(tr+1) :jr+1:|

- . (@21
Piosir+1 (t07tr+1)
(b) For s =to <t1 <+ <tr <trp1=1:
r—1
P Z(tr) = jr Z(ti) =ji, Z(s) =1, Z(t)—j]
i=1
r—1
= P|Z(tr) =jr Z(t:) = ji, Z(to) = jo, Z(tr+1)_jr+1}
=1
P2 = 4]
P [mi:O,m,r—l,r-kl Z( 1) = JZ]
_ P1jo (0, to) 2211 Pji_1.5: (ti—1,t3)
P1jo (07 to) Hi:l ..... r—1Pii—1.3i (t¢,17 ti) Pjr_1.drs1 (trflv tr+1)
— Pjr_1.dr (tT—17t7‘)pjT7j(t7‘7t) ) (GQQ)

Pir_1.5(tr—1,t)

For given t, = t, jr+1 = j (and to = s, jo = 7) this is just a function pj,_, ;. (tr—1,tr)
(say) of jr—1, jr, tr—1, and t,, showing that the conditional Markov chain is itself
Markov.

The intensities of the conditional Markov chain are

_ . Pgn(T, T4+ dr
Mgh(T) = d]:{lo %
P (T, T+ d7) prj(T + d7,t)
dr\0 dr pgj(T +dr,t)

_ ) Prs(T: )
- Ngh( )pgj(Ty t) . (G23)

i (t . .

lj’gh(t) ZZ;E&’ g7é]7 h#]>

lim fign(7) = § oo, 9#ih=4,
0, g=Jjh#j.
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The expression in the case g # j, h # j is obtained upon writing

pri (1, 8) _ pri (T t)/(t—7)
Pgi(T,1) pgi(T,t)/(t —T)

before taking the limit.
Think about these results - they are quite natural.

(e)
o(r)=o(r pii(,1) ,
pai(T7 t)
_ pai(1,t)
i(r) = pl(r) = —% =
( ) pai(T, t)
Constant intensities and no recovery:
~ eV (t—7) 1

o(r) = Uf: e—(pt0)(s—7) g e—v (t—s) dg - f: elv—p—0)(s—7) dg

___ v—p—a oy —
g VM=o #F0,
1

= v—u—o=0.

Exercise 19

(a) An n-year endowment insurance with sum insured 1 against level premium ¢ per
time unit, continuous time, age of insured upon issue of contract is x.

(b) Integration is book-work, see lecture notes. One obtains

V. — /e—f{(?“-ﬁ-HIJrs)dS(ux_’_T_C)dT+e—ft"(r+uz+s)d5
t

= Aiiimma — COyyin—a-

Determine ¢ by equivalence requirement Vo = 0 (no down payment at time0):

pN
8
3

=]
8
3

(b) One must first prove

Appimmn = 1 = Taun=n,

which is book-work (there are several ways). See lecture notes.
Then write

Vi=1—-ra, 7= — Clypynmg = 1 — (r + c)a‘z+tn7t .

Thus, the problem reduces to proving that if p.4++ is an increasing function of ¢, then
4, 47— is a decreasing function of ¢. This is book-work, see lecture notes.



APPENDIX G. SOLUTIONS TO EXERCISES 21

To construct an example where V; is not an increasing function, i.e @, ;5= is not
a decreasing function, we must obviously take a 4+ that is not increasing. Fix t <n
and write

n

_ T

Azm = /6 Jo (rtpats)ds g
0

t n
_ / e*fJ(T+#m+s)dS dr + e JE(r+pats) ds / e~ JT(rtpgys)ds dr
0 t

= a‘xﬂ + tEIdw-{—tm\'
Keep pio+s fixed for t < s < n. By increasing p1z+5 for 0 < s < ¢, we can obviously make

a,7 and [, arbitrarily small. In particular we can arrange that a,z < 0.5a,,,57=
and (F, < 0.5, hence Gom < @,y 1777

Exercise 20
(a) Book-work. See lecture notes.

(b) ¢po is a survival function since it is decreasing and opo = 1, sopo = 0. The mortality
intensity is

d

4itPo yw(t)

— a7 - TP G.24
He Do 5+ W(t) (G.24)

_z+tp0_( 6+ W(z) )7_( 5+ W(x) )7

e =y T \siwary) T \Grwa)r Wt W),
This is of the same form as ¢po, only with W (¢) and 6 replaced by W (z +t) — W(x)
and 6 + W (x), respectively.

PW(T)+6> x| =P[T >W 'z —0)] = (W(W_l(jﬂ;))m)w = (g)w ;

x > 0, a Pareto distribution with shape parameter v and truncation parameter §.

(c) Use (F.5) with G(t) = t*, hence dG(t) = 2tdt

) o 1

Substitute u = 1 + t?/§. We have du = 2t/5 dt and u is an increasing function of ¢,
u =1 for t =0, and u = oo for t = co. Thus

> )
IET2:5/ w Tdy = ——.
(T7] : po—|

One could also observe directly that

/DOQt (L+t%/8) "7 at

0 7+1 0
_ [(1+oo /6)7 = (14 07/0)

oo

d(1+¢2/85)
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(d) Recall (G.24). We need
Inp =Iny + Inw(t) — In(d + W(t))

and

/OAzutdt:/O Az’y(s_'_wil(/lt/)(t)dt=’y(1n((5—i—W(T/\z))—ln(S).

Log likelihood is

InA = Z Invy + nw(Tw) — In(6 + W(Tin))]

m; Tm < z2m

— S (8 + W (T A 2)) — Ing).

First order derivatives:

9 -1

— InA = — In(6 + W(Tm A 2)) —1Ind],

7 m;TmZ<zm’y ;[ ( ( ) ]
0 1 1 1
== 2 s 2 (e i)

Put N(z) = #{m; Trn < z}, the number of deaths within age z. The ML equations
are
4= M (G.29)
Yo In(1 4+ W (T A 2)/0)

1 . 1 1\
2. m”%(ms)“ (G26)

m; T < zm

These equations have to be solved numerically. Insert the expression (G.25) for 4 into
(G.26) and solve the latter w.r.t. 4. Substitute the solution into (G.25) to find 4.
To find the asymptotic variance matrix, form the second derivatives % In A,

% In A, %25 In A, find their expected values, change sign, and invert the informa-

tion matrix.

(e) If § is known, then (G.25) with & replaced by d is an explicit expression for 4.
Divide by n in denominator and numerator, let n go to oo, and use the law of large
numbers to conclude that

R P[T < 2]
T En(L+ W(Ty A 2)/0)]

(G.27)

From (F.6) we have

PITy <2 =1 — po=1— (m)w

Use (F.5) with ¢po given by (F.6) and G(t) = In(1+ W (¢t A 2)/é), for which G(0) =0
and

w(t)
dG(t) = { mwe ¢, 0<t<z,
0 t>z.
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We find

Elln(1+ W(Ti A 2)/5)] = /OZ(W(;;

B
ENCOEDEUIOREDE
k) v
o e
Wi(z)+¢

Inserting these expressions in (G.27), we find that the limit is .
(f) OE rate in year j is

=
where N; = f{m;j —1 < T\, < j} and W; = Zm((Tm ANj)—(j—1)) V0. Choose
representative age 7; € (j — 1, j] and weights w; and minimize

:i (755 7,6 —ﬂJ)QZi(ﬂrwfV%_ﬂj)Q'

Minimize by forming the partial derivatives,
o) ) _w(n)
Q Z (5+W(TJ) “J) S+ W(r)’
ad = w(T; R —yw(Tj
%Q:ZU&Q( Y (J) ——Mj) ( ° (J)
Jj=

setting them equal to zero and solving for v* and ¢*

Exercise 21

(a) Direct backward argument, conditioning on what happens in the small time interval
(t,t + dt) and splitting payments in (¢, z] into payments in (¢,¢ + dt] and payments in
(t+ dt, z]:
Va(t) = (1= pagedt — 0prr dt)(—cdt + e "V, (t + dt))
+ oo dt (O(dt) + e " Vit + dt)) + pase dt O(dt) + o(dt),

where O(dt) is of order dt and o(dt) is of order less than dt (i.e o(dt)/dt — 0 as dt — 0).
Insert (Taylor expansion to first order)

e "M =1 — rdt+o(dt),

+ Lyiydt + o(dt), j=ai,

Vilt+dt) = Vi) + &



APPENDIX G. SOLUTIONS TO EXERCISES 24

and collect all terms of order dt? or less in o(dt):

Va(t) = — cdt+ (1—prose dt—0ose dt — 1 dt) Va(t) + %Va (6) dt + oase dE Vi(t) + o(dt) .
Subtract V() on both sides, divide by d¢ and let d¢ go to zero, to arrive at

d

2 Va(t) = 1Va(t) + ¢ = 0apa(Vi(t) = Va(t)) + paseVa(t) -

Similarly
%Vi(t) = 1 Vi(t) = b+ vasiVilt).

Side conditions V,(z) = Vi(z) = 0.

(b) The differential equations now become

%Va(t) = rVa(t) + ¢ — oot (Vi(t) — Va(t)) .

d
SVit) = Vi(t) — b+ v Vi),
Side conditions remain the same.

(c¢) Same product as in (a) plus an endowment insurance with sum 1.

(d)
Paa(s,;t) = e~ fst(“av+u+ffm+u)du7
pii(s,t) = e Jivetude
Dai(s,t) = /t e~ IT (euton) dug | o= [ vegudu g
Pad(s,t) = 1 — paa(s,t) — pai(s,t).

(e) As usual, let I;(¢t) and Nji(d) denote, respectively, the number of policies in state
j at time ¢ and the total number of transitions j — k up to and including time ¢. The
log likelihood function is

InA = / In o dNai(t) + / In(o + Be” DY AN, (t) + / In(a + Be” Y dNq4(t)
0 0 0
- / (a+ B’ 4 o) I,(t) dt — / (a+ ﬂe"’/(xﬂ)) Ii(t) dt.
0 0

1st derivatives:

9 jaa = / S — dNaa(t) + / S S dNia(t)
0 0

oo o+ fer(@+t) a+ Be (@+t)
- [+ L,
0
9 LA z eY(tt) AN z e (@ +t) N
—mA = [ — ANt — - dNu(t
a8 n /0 o+ Ber@+D) a(?) +/O o+ Ber @+ a(?)

- / (@@L () + & @HOL (1)) dt,
0
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b _ z /86"/(ﬂc+t)(l.+t) z (@)
— InA = . WdNad(t)_A ,66 (ac—i—t)]a(t)dt,
b - z ﬁe-y/(z+t)(x+t) z o (t)

z 1 z
9 A / —dNai(t)—/ La(t)dt.
do 0 O 0
Set equal to 0 and solve for the ML estimators.

Exercise 23
Assume that X is non-decreasing. Note that

D(X) = Ug:l Ui°:1 Dm,n )

where Dimn = {t;t <n, Xeg — Xp— > %} Since

1
0 >Xn>Xo+ Y. (Xep —Xio) > Xo+ = tDmon,
t€Dm,n "

we conclude that §D,, , is finite. Thus, being a countable union of finite sets, D(X)
is (at most) countable.

Exercise 25

AX7 = X{ ™ wpdt+ ((Xoo +a)? = X[ ) dN.

Exercise 26
(See also Exercise 56. Here notation is changed: a and b are called o and [3)

dS(t) = e PNOadi 4 AN(1) (e“”ﬁ(w‘” Vo ett? N“_)>
AN gt 4 AN (1) eHHAN () (eﬁ - 1)

S(t=) (adt + (2 = 1) an(e))

S(t=) (a2 (" ~1)) dt + 5= (¢ 1) amce),

where M(t) = N(t) — At, a so-called martingale (a process with conditionally zero
mean and uncorrelated increments, here actually independent increments).
The rest is straightforward .

Exercise 34

Balance equation

14 24

S+ Tetssyy — Y A+ Tblssy; =0

=0 j=15
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gives _
() sy
S o(L+149) 77 s

c =0.381.

Exercise 50
(a) Kolmogorov forward, using the obvious paa(t,u) = 1 — pai(t,u):

Pai(t, u + du) = pai(t,u)(1 — pdu) + (1 — pai(t,u))o du,

0
%pai (t7 u) + Pai (t7 u) (p =+ G) =0

0
5 <pai(t7u)€(ﬂ+0)u> = gelptolu
Integrate from ¢ to u using pai(u,u) = 0 to find
(el O- o o
Pai(t, u)e P = s (e(”+ pp )t) )

hence the claimed formula. It depends only on w — t due to homogeneity.

(b) Either direct integration

n 1— —(p+o)n
T = / Pai(0,7)dT = g n— € ,
0 pt+o pto

or use Thiele’s differential equations.
Single premium per unit of time insured is

Tn O (1 1— e—(ﬂ+0)")
n  p+to (p+o)n '

The function

1—e7 "
g(x) = (G.28)
T
has derivative
e 1—e" a1t x—e"
g (x) T - ) - 2 )

which is < 0. It follows that, as n " +oo,

Tn o

n p+o’

Reasonable: Increasing function of o, decreasing function of p.

(¢) Likelihood
A= O.NaipNia e~ "Wa—pW;
where W, = Y%, Ty(Lm)7 the total time spent in active state (and W; = nm — W, the
total time spent in inactive state).
8 Nai

— InA =
80n

,I/Va7
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2 .
a—lnA: _ Nai

0o? o2’

plus similar expressions for derivatives w.r.t. p, and

82

InA=0.
aaapn

Thus, the ML estimators are the occurrence-exposure rates

Nai . N;
Wa’ p*Wl7

o=

which are asymptotically independent, normally distributed and unbiased, and

2

as.Varg = 7 _ g
’ " ENai  mn(l—m,/n)’

where we have used

Tn

ENai = m/ Paa(0, 7)o dr = ma/ (1 = pai(0,7)) dr = mno(1l — 7)7
0 0

see item (b).
For fixed w = mn (i.e. m =w/n)

as.Varg = m 5

which is an increasing function of the time span n by the results in item (b).

We also find 5
P P

ENia ’U)W—" ’

n

as.Varp =

where we have used
n n
EN;q = m/ Pai(0,T)pdr = mnp=_=.
0

We see that as.Varp is a decreasing function of the time span n for fixed w.

27

Comment: The asymptotic variance of an intensity estimator is better the longer
the total expected time spent in the state from which the the relevant transition is
made. All policies start from state a at time 0. For fixed total exposure the estimation
of o will be good for many policies observed over a short time (when they are likely to
remain active), and estimation of p will be good for few policies observed over a long

time when they can make it to inactive state.

(d) We find

P[Z(s1) = j1,---, Z(s¢) = jr, Z(t) = J, Z(u) = k, Z(n) = i]

Parb) = TR = gt Z(oe) = s 20 = 5, Z(n) = 1]
(

Paji (0,81)  pj,_1j (Sr—1,8v)Dj,5(Sv, )P (¢, w)pri
Pajy (0,81) Py, _1j, (Sr—1, Sr)pjj (S, t)pji(t,m
Pik (t7 u)pki(u7 n)
p;i(t,n)
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Corresponding intensities:

aill, ii (U, ii (L,
5(t) = lim PailbW) paun) _  pilt,n)
uNt u—1t pai(t,n) Pailt,n)

and, similarly,
~ ai (t7 n)
pt) = p==2—=,
) pii(t,n)
with pai(t,n) and pi;(¢,n) given by expressions in item (a). Full expression for &(t) is
useful later:

o 45 (1m0} et
o UL-Q—p (1 —e-(e+ntn=8)) 7 1 _e-(o+p)(n-t) °

(e) When p =0,

- o

o) = T=awmn -
Let the occurrence-exposure rate in year j = 1,...,n be

G — Nai;j
! Wasj '

where Nyi;; and W,; are the number of claims and the total time at risk in year j (time
interval [j—1, 7)). Graduation means estimating o by minimizing the weighted squares
differences between the observed rates &; and the theoretical intensities 6(j—0.5), with

weights equal to the inverse estimated variances Varé; = Nai.;/ W2
2 Ny \ 7 T T emotn370m )
Jj=1 ’

Exercise 51

(a)
P20, ¢+ dt) = pl(0,8)(1 — (v(t) + p(1)) dt) + paa(0,t) o(t) dt
leads to

Lp2(0,0) = = 0,00:0) + (1)) + pr=(0,00(0),

with side condition
1
p{(0,0)=0.

(Integrating gives the following integral expression, which could be put up by direct
reasoning:

p20.0 = [ exp(= [t aots)ds (= [+ )

Next,
PY (0,8 + dt) = pl(0,8)(1 — (u() + o(t)) dt) + pSy(0,1) p(t) dt

leads to

4 p1(0,6) = 200, 0)(u(t) + 0(0) + P (0,0) (1),
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with side condition
p5(0,0) =0,

(Integral expression, which could be put up by direct reasoning:

t
p20.0 = [ A 0.9 p(s)ds exn(— [ Gt o))
Repeating the argument for k = 2,3, ...:

Lp8(0,6) = =p 0,00:0) + p(1)) + P00, 0) (1),

p®)(0,0) =
and
B(0,8) = —p(0,6)(u(t) + o (1)) + L (0,) p(t)

dtpaa
Pl (0,0) =0.

Introducing p% (0,t) = paa(0,t) would save work.

Obviously,
Zp(k) 0,t) = pai(0, ).

(b)
PlZ(r) =47 €[t = q,t] [ Z(0) = a] = pai(0,t = @)pz(t — g, 1).

(c) N
T = / e " pai(0, 7 — q)p5 (T —q,7)dT.
q

Reserve: f:+q e_T(T_t)pg(t7 T)dr + fﬁrq e_T(T_t)pii(t7 T —qQ)pr(T —q,7)dT.

Exercise 52

Expected PV at time 0 of benefits is

n
/ 67’”—(1 - Tfn/QPI)prlu‘yJﬁT dr.
n/2

Expected PV at time 0 of premiums is 7 times

n/2
/ e T Purpy dT .
0

Equivalence premium 7 is the ratio between these expressions.

Exercise 53

(a) Expected present value at time 0 of benefits is 5 times
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Wb =F [ef[¢<—r<s>+a<s>—u<z+s>>ds

Y (0) = z] . (G.29)

Consider the functions

Wh(t) = B [Ji" (roete)utason

Y =i,
te[0,m],j=1,...,J. We need to determine W° = W?(0). Backward construction:

WP(t) = (1— Ajdt)el T m @ SoG 4 dy + N~ AjdtWi(t) + o(dt)
kik#j

leads to

d
EW;’(t) =\ 1y —a; +pl@+)WiE) = Y Ne W),
oy

Solve backwards subject to conditions

j=1,...,J.
Expected present value at time 0 of premiums is 7 times

W¢=E {/ eld (=r(s)ta(s)—p(z+s)) ds dT‘ Y (0) = Z:| ) (G.30)
0

Consider the functions

Wi(t)=E {/m eJi (=r(e)tals)—p(ets))ds ;o
t

v =)
tel0,m],j=1,...,J. We need to determine W° = W(0). Backward construction:
W) = (1= Apde) (dt + TP HEED e an)) 4 37 AwdtWE (L) + ofdt)
kik#j

leads to

d c c (&

Wi (0) = =1+ (N + 75— a; + plz + 1))Wi(t) — PRV UAGE
ki k]

Solve backwards subject to conditions

ch(m) = 0 )

j=1,...,J.
Solve both systems numerically by e.g. "prores2’ and determine 7 = W° JWe.

(b) If a; = r; for all 7, then a(t) = r(¢) for all ¢ and they cancel out of the expressions
for the present values when we drop the expectation. Thus, equivalence in the sense
defined can be attained.
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Exercise 54

(a) With profit contract: Stipulating benefits and premiums in nominal values, binding
to both parties. Charge a premium ’on the safe side’, typically by using conservative
technical (first order) valuation basis. If everything goes well, surplus will accumulate.
This surplus belongs to the insured and is to be repaid as so-called bonus, e.g. as
increased benefits or reduced premiums.

Unit linked: Unit linked contract: Stipulating benefits and (possibly) premiums
in units of a share of the investment portfolio, that is, let contractual payments be
inflated by the ’price index’ of the investment portfolio rather than being fixed nominal
amounts. With all payments perfectly linked, the financial risk will be eliminated in
a large portfolio.

(b) Single premium, given Y (0) = ¢, is
r=E [e-fo" "(U(n) v g)‘ Y (0) = z] nDa -
Disregarding the uninteresting term ,,p, henceforth, we need to determine
W=E [(1 v e*fo”’rg)] Y (0) = z] .

The starting point is the ’price’ of the claim at time ¢, given the current information
about the past,

E[e 7 wmyve) | vmso<r<t| =E[(U@)ve " rg)|v(ms0<r<t].

Due to the Markov property this expression is a function of ¢, Y (¢) and U(t). Consider
its value at time ¢ for given U(t) = u, and Y (¢) = 7,

W;(t,u) =E [(u\/efffn Tg)’Y(t) :j] .

The premium we seek is W;(0, 1)
Now use the backward construction, disregarding terms of order o(dt):

Wj(tu) = (17)\j.dt)IE[<uv e*rfdfe*ftldﬂg)‘Y(Hdt) :j] + 37 Ardt Wit )
ks k#j
_ (1 _ )\Jdt) e—?”jdt]E [(ueTjdt v 6—j,t7—+dt Tg) ’ Y(t + dt) = ]i| + Z )\]kdt Wk(t7u)
ki k#j
= (L=Xjdt)e T UW,(t+dt,ue’ )+ > Njpdt Wi (t,u)
ks k%35

Insert e % = 1 4 r;dt 4 o(dt) and
Wit +dt, e ™) = W;(t+ dt,u+ urjdt) + o(dt)
W;(t,u) + %Wj (t,u)dt + {%Wj (t,u)ur;dt+ o(dt),

and fill in some details to arrive at the partial differential equations

B )
= Wit u) + Wit u) + =Wyt w)ury + Y Ak (Wi(t,u) — Wyt u) = 0.
ot Ou Noyw
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These are to be solved subject to the conditions
Wi(n,u) = (uVg),

j=1,...,J.

Exercise 55

(a) Expected PV at time 0 of benefits:

n
/ e_rT(l - 7/2pz)7py,“y+7' dr.
0

Expected PV at time 0 of premiums is 7 times

n/2
/ e " prrpy dT .
0

Equivalence premium 7 is the ratio between these expressions.

(b) (Do not spend too much time on this.) A straightforward method for computation
is to define v1(t) = 1 — 4 2Pz, v2(t) = Py,

t
vs(t) = / e (1 = 7/2Pz)rPyby+- dT .
0
and solve numerically the system of differential equations

Ui (t) = ﬂz+t/2 (1/2) U1 (t) I

/

v2(t) = — iyt v2(t),
Uh(E) = €01 (8) va(t) g
by a forward difference scheme starting from the conditions v1(0) = 0, v2(0) = 1,
v3(0) = 0.
A more sophisticated method hinted at in the problem: Observe that

t/2 t 1
t/2Pz = €xp 7/ w(x +s)ds | =exp (7/ —,u(:er—s)ds) ,
0 0 2 2

formally a survival function with intensity fi(t) = u(xz + t/2)/2. Then the sin-
gle premium is the difference between the single premiums of two well-known sim-
ple products, which may be computed by solving their Thiele differential equations
numerically. Or compute by e.g. the program ’proresl’ the expected discounted
value of an assurance of 1 payable upon transition from state 1 to state 3 in a four
states Markov model on {0, 1,2, 3}, starting from state 0, with transition intensities
wo1(t) = pas(t) = p(z +t/2)/2, po2(t) = uis(t) = u(y +t), and all other intensities 0.

(c) Reserve V; at time ¢t € [0,n] depends on what is currently known about (z) and
(y):

(y) dead: V; = 0.

(y) alive, t > n/2, T, > n/2: V; =0.
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e—T(T—i)

(y) alive, t > n/2, T, <n/2: V; = -fQT;“m\/t r—tDy+tiy+r AT
(y) alive, t <n/2, T, <t: V; = f;Tz e "D Dyt gy dT

(y) alive, t < n/2’ T, >t: Vi = f; eiT(T*t)(lir/Q—th+t) Dy tfhy dr—m ftn/2 e—r(‘rft)

T—tPz+t T—tPy+t dr.

(d) In general, for a unit due at some random time, the non-central 2nd moment of
present value is the same as the expected value, only with 27 instead of r.

Exercise 21

(b) The expected present value at time 0 of the benefits is 0.75 times

Wb

Y (0) = z}

m

m—+n
E { S(m) / U(r)™" opsdr
- E { efo a(s)ds / e*fo (r(s)+p(z+s)) ds dT‘ Y(O) _ Z:| )

Proceed along the lines of Problems 4.7 - 4.11. The conditional expected value of the
discounted benefits, given what is known at time ¢ € [0, m + n], is 0.75 times

m+n .
wh(t) = E{efo’"a(S)dS/ e Jo (r(s)+uats))ds 5o
m

Y(T);ogfgt}.

The gist of the matter in the backward construction is to separate out what relates

only to the past and what relates to the future here, and to work with the conditional

expected values of the latter, given the relevant pieces of current information.
Firstly, for m <t <m+n,

t
W) = efomus)ds/ o 1T ) rutats) ds g
m

4 eJo" als) ds= [ (r(s)+u(z+s) ds [W"(t) |Y(r);0< 7 < t] 7

where
m—+n
Wb(t) :/ e JE () +p(zts))ds g
t

In the expression for WP(t) we need to determine the conditional expected value
of Wb(t) in the last term. Due to the Markov property (conditional independence
between past and future, given the present), this conditional expected value depends
only on the time ¢ and the current state of the economy, Y (¢). Therefore, we can
restrict attention to the state-wise conditional expected values,

Wy =E[Wo| v =],
m<t<m+n,j=1,...,J. These are the solution to the differential equations

d - - - -

EWf(t) = (rj+pE+ )W) —1— > X (WR(@) =W (1) =0, (G.31)
ki k#j

subject to the conditions

W) (m+n)=0, (G.32)
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j=1,...,J. Outline of details (which you shouldn’t spell out unless you are explicitly
asked to do so):

~ t+dt .
Wit = / e I Fuata)ds g
t

m+n )
= ftt+dt(r(s)+u(x+s))ds/ o= [ () +nats)) ds g
t+dt

= O gy 4 o rOFREEO A b dr) + o(dt)
where O(dt) is of order dt and o(dt) is of order (dt)?, hence
WP(t) = dt + (1 — (r(t) + p(x +t)) dt) WP(t + dt) + o(dt).
(We have lumped negligible terms into o(dt): For instance, by Taylor expansion,

dt exp(O(dt)) = dt (1 + O(dt)) = dt + o(dt) and dt WP (t + dt) = dt (W{(t) + O(dt)) =
dt WE(t)+o(dt).) Now, condition on what happens in the small time interval (,¢+dt):

Wot) = (1—X;. dt)E [dt + (1= (r(t) + pla + t)) dt) Wh(E + dt) + o(dt)’ Y(r)=j, Tt t+ dt}]
+ 3 AdtE [dt (1= (r(t) + pla + ) dt) WO(t + dt) + o(dt)’ Y(t) =4, Y(t +dt) = k]
ks k#j
= (L=Xjdt)[dt+ (1= (rj+ pla+1)d) W (E+d)]+ Y Nedt WE(t) + o(dt)
k; k#j
= dt+ Wit +dt) — (rj+pl@+) + X ) dEW] () + > Nwdt We(t) + o(dt) .
ks k#j

(The first step in the above derivation is made here just to make sure you understand
the argument - it need not be given in an answer to the Problem.) Subtracting
Wf(t + dt) on both sides, dividing by d¢, and letting dt go to 0, we arrive at (G.31).
Another way to do it is to set

W2+ dt) = W) + S0y di+ o(a)

cancel W}’ (t) on both sides, and finally divide by dt.
Secondly, for 0 <t < m,

Wb(t) — Jola(s)=r(s)—n(a+s) ds g [Wb(t)|Y(T); 0<7<t|,

where now

m—+n
Wb(t) e " (a(s)=r(s)—p(z+s))ds / eff;L(r(s)Jru(vas)) ds g

m

The state-wise conditional expected values of this function are
W =E[W'| v =],

0<t<m,j=1,...,J. These are the solution to the differential equations

W7 () = (rj + plx+1) —a)) Wi (t) — > X (WR(t) = W/ (t) =0. (G.33)
k; k#j
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At time ¢ = m the defining expressions for W°(t) in [0,m] and [m,m + n] coincide,
so we just proceed backwards in [0, m] from the values W;’(m) obtained after having
completed the backward scheme in [m,m + n].

Brief outline of details of the derivation of the differential equations:

Wb(t) _ eftt+dt(a(s)_r(s)—u(z+s)) ds Wb(t + dt)
(1+ (a(t) — r(t) — p(z + 1)) dt) WO(t + dt);

Wlt) = (1—=X.dt)(1+ (aj —r; — plx 4 1) d)W) (t + dt)
+ 37 Npdt Wit +dt) + o(dt)
ki k#j

and the rest is trivial.
The expected present value of future benefits at time 0, when the economy starts
in state 1, is

Wb == V~Vlb(0) .

The expected present value at time 0 of the premiums is 7 times

Wc

E Mm U(r) ™' pedr| Y (0) = z}

E {/m e~ Jg (r(@)tulets)) ds dT‘ Y (0) :z} :
0

The situation is now simpler than in the case of the benefits. For ¢ € [0, m] it suffices
to look at the state-wise conditional expected values

t

Y(t) = J} |

0<t<m,j=1,...,J. These we determine as the solution to the differential
equations (copy arguments for the case t € [m,m + n] above)

d (& (& c c
SW) = (s + e+ D)W —1— 37 e (WD) ~ Wi () =0, (G.34)
ki k#j
subject to the conditions

We(m) =0, (G.35)

j=1,...,J.
The expected present value at time 0, when the economy starts in state i, is

Wc = WZC(O) .
Finally, determine 7 from the equivalence relation 7 Wy (0) = 0.75 W7 (0):
7 = 0.75 W (0)/WF(0).

This solution was filled with details that would not make any good in an exam;
you should just write the essential steps. To check your understanding of these things,
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try your hand on the modified contract where the benefit is a lump sum of 4 S(m)
payable upon retirement at time m. (A simpler problem, of course.)

Problem 4.15
This is a small perturbation of Problem 4.11, and actually it is simpler. We treat only
the benefits (for premiums we do as in Problem 4.13).

Suppose Y (0) = i. The expected discounted value of the benefits is ,,p, times

W =E [e*fo”'T(U(n)Vg)‘Y(o) :i] =E [(We*fo“g)]y(o) - z] .

A suitable starting point is the ’price’ of the claim at time ¢, given the current infor-
mation about the past,

E[e M @Wmve|vmso<r <t =E[(Ut)ve [ 7g)|v(mio<r<d].

Arguing as in Problem 4.10 of the Exercises, we realize that this expression is a function
of t, Y(t) and U(t). Consider its value at time ¢ for given U(t) = u, and Y (¢) = j,

W;(t,u) =E [(u\/efffn Tg)’Y(t) :j] .

The value W we seek is W;(0, 1).
Now use the backward construction, disregarding terms of order o(dt):

Wiltu) = (1 f)\j.dt)IE[(uv e it Iae ’"g)‘Y(tert) :j] + 37 Adt Wit )
ks k%37
— (1—)\.dt)e TUE [(u iy e Iikar Tg) ’ Y(t+dt) = j] + 0 Aedt Wit )
k; k)
= (1 — A dt) e i dth (t + dt,ue'? dt) + Z Ajrdt Wk(t, u) .

ks k#j
Now do as in 4.11 and fill in some details to arrive at the partial differential equations

0 ad
—riWilt,u) + Wit u) + 2= Wit w) ur; + D Ak (Wit w) — Wi(tu) =0.
ks k#j

These are to be solved subject to the conditions
Wij(n,u) = (uVg),

j=1,...,J.
The expected discounted premiums are found as in Problem 4.13.

Exercise 57
(a) Direct from the Poisson distribution:

E[S()] = 'E [0

oo
_ at Bn (At)n — At
= e EOE oy e
n=
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oo B n
et Z (e”At)

n!
n=0
= e Mexp <eﬁ)\t)
= exp <at + (e — 1)/\t> .

Backward construction, particularly simple here since at + bN(t) has stationary
and independent increments:

Vi) = B el

= (1= Xd)e*™V (t — dt) + Ndte*™ TPV (t — dt) + o(dt)
= eV (t —dt) — Ndte®™V (t — dt) + Ndte* TPV (t — dt) + o(dt)
d

= (L+ad)(V(H) — V(5 d)

—Xdt eV (t — dt) + Ndte* TPV (¢ — dt) + o(dt).

Cancel V(t), divide by dt and let dt go to 0 to obtain a simple differential equation,
to be solved subject to V' (0) = 1.
For non-central ¢g-th moments, just replace a and § with ga and ¢g.

(b)
dS(t) _ eatJrﬁN(t)adt + dN(t) <eat+ﬁ(1\l(t—)+1) o eat+ﬁ1\7(t,)>
= TNED gt 4 AN (£)e TN (eﬁ — 1)

S(t—) (at +A (eﬁ - 1)) dt + S(t-) (eﬁ - 1) dM(t),

where M(t) = N(t) — At, a so-called martingale (a process with conditionally zero
mean and uncorrelated increments, here actually independent increments).

(c) Replace a and (3 in (a) with —a and —f, and integrate the expression for the
expected value, to obtain the claimed answer (misprint: a A is missing).

(d) This is now trivial.
BEGIN From 305exsol
Exercise 55

(a) Expected PV at time 0 of benefits:

/ e "T(1 = 7 /2Pa) rPyfiy+r AT -
0

Expected PV at time 0 of premiums is 7 times

n/2
/ e T rPurpy dT .
0
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Equivalence premium 7 is the ratio between these expressions.

(b) (Do not spend too much time on this.) A straightforward method for computation
is to define v1(t) = 1 — 4 2Pz, v2(t) = Py,

¢
vs(t) = / e ""(1 = 7/2Pz)rPyby+- dT .
0
and solve numerically the system of differential equations

Ui (t) = ﬂz+t/2 (1/2) U1 (t) I

/

v2(t) = —pytev2(t)
vi(t) = e or(t) v2(t) pye
by a forward difference scheme starting from the conditions v1(0) = 0, v2(0) = 1,
v3(0) =0.
A more sophisticated method hinted at in the problem: Observe that

t/2 ‘1 1
t/2Pz = €xp 7/ w(x +s)ds | =exp (7/ —,u(:er—s)ds) ,
0 0 2 2

formally a survival function with intensity f(¢t) = wp(z + t/2)/2. Then the sin-
gle premium is the difference between the single premiums of two well-known sim-
ple products, which may be computed by solving their Thiele differential equations
numerically. Or compute by e.g. the program ’proresl’ the expected discounted
value of an assurance of 1 payable upon transition from state 1 to state 3 in a four
states Markov model on {0,1,2, 3}, starting from state 0, with transition intensities
po1(t) = pas(t) = p(x +t/2)/2, po2(t) = pis(t) = p(y +t), and all other intensities 0.

(c) Reserve V; at time t € [0,n] depends on what is currently known about (z) and
(v):

(y) dead: V; = 0.

(y) alive, t > n/2, T, > n/2: V; =0.
®)

(¥)

(¥)

y) alive, t > n/2, T, <n/2: V; = fQ"TIVt T py iy sy dT

y) alive, t <n/2, T, <t: Vi = f;Tz e_T(T_t)T_tpert fy+r dT.

(&

y) alive, t <n/2, Ty > t: Vs = f; eir(‘rit)(l_r/z—tpx-o—t) r—tPy+thy+r dT—T ftn/2 67T(T?t)7——tpx+t r—tPy+t AT

(d) In general, for a unit due at some random time, the non-central 2nd moment of
present value is the same as the expected value, only with 2r instead of r.

Exercise 75
We work under the independence hypothesis (should have been stated in the exercise
text.)

First the brute force method:

tPaTar = 1 *H(lftpzj)-

J
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Using the rule for differentiating a product (special case of Itd),

%mm = *Z*%tmk H (1 —+tpz;) = *thzk P+t H (1 —tpay) -
k

J; 3#k k J; 3#k

It follows that

p (t) = 2w Py Pt [ e (1= o))
xT1...Tp 1 — HJ (1 — tpzj) .

Second, direct reasoning: The conditional probability that the last survivor dies
in (¢,t+dt), given that there are survivors at time ¢, is dt times the expression above.

Exercise 76

(a) Apology: Problems of this kind are one of the favorite sports of classical actuaries,
not because they are so common in practice (market share in the per mille range), but
rather because they can entertain and stimulate the brains of actuaries. The proposed
product is not totally inconceivable, however: it might be useful for a couple that needs
to secure economically the last survivor and also their children after the possible early
death of the last survivor. It is also of some theoretical interest beyond that of mere
parlor games as it is an example of a product where payments are dependent on the
past history of the driving process. This is seen clearly if the problem is formulated
in the set-up of the Markov chain models for two lives. Now to work:

As is almost always the case, the best method is to find the expected value of the
discounted payment in each small time interval (7, 7+d7) and then sum over all times.
For 7 < 20 the benefit is running if (and only if) T,y < 7. For 7 > 20 the benefit is
running if 7 — 20 < Ty < 7 or if Tpy <7 —20 and 7 — 10 < Tz < 7. We gather the
following expected value of future discounted payments at time 0:

20
/ e’ (1 — 7Pz rDy) dT
0

+ / € " [r—20Px r—20Py — +Pa +Py) AT
20

+ / I~ 1—20p2) 100y — 70y) + (1 +—20py) (+—10p2 — +p2)]
20

(b) The premium rate 7 is the ratio between the expected present value in item (a)
and the expected present value

oo
/ e " rPx Dy dT .
0

The reserve is a long and tedious story. One must, at each time of consideration t,
distinguish between all possible past histories of the two lives along. For instance, if
Try > t, then the reserve is simply the first expression above minus 7 times the second
expression above, with x and y replaced by x 4+ ¢ and y + ¢.

Exercise 77

20 oo
/ e " Pa Phatr +Pz AT + / e i pa Ha+r r—20Py vP= AT .
0 20
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A benefit of 1 payable immediately upon the death of (z) if (z) is then still alive and
(y) was alive 20 years ago.

Exercise 78

Let us say n = 30. Use the set-up of the four states Markov chain for two lives. Set age
2 =0 (we could have taken x = 20 since, accidentally, the two start at same age, but
the z in the program, which refers to a single life, doesn’t really apply to the general
case). Account of starting age of the two by writing o + Be” 20+ — o 4 B*e7t with

ﬁ* — ﬂe'y20:

(* SPECIFY NON-NULL PAYMENTS AT TIME t ! *)
bi[2,4] := 1; bi[3,4] := 1;
ca[l] :== 1;

(* SPECIFY MAXIMUM ORDER OF MOMENTS AND NUMBER OF STATES !
*)

q := 1; (*moments™*)

JZ := 4; (*number of states of the policy™*)

(* SPECIFY TRANSITION INTENSITIES FOR POLICY Z ! *)
alpha[1,2] := 0.0005;

gammal(l,2] := 0.038*In(10);

beta[1,2] := 0.00007585775%exp(gammall1,2]*20);
alpha[1,3] := 0.0005;

gammall,3] := 0.038*In(10);

beta[1,3] := 0.00007585775%exp(gammall,3]*20);
alpha[2,4] := 0.0005;

gamma|[2,4] := 0.038*In(10);

beta[2,4] := 0.00007585775%exp(gammal2,4]*20);
alpha[3,4] := 0.0005;

gammal[3,4] := 0.038*In(10);

beta[3,4] := 0.00007585775%exp(gammal3,4]*20);

(*SPECIFY AGE x, TERM t, INTEREST RATES AND NON-NULL LIFE ENDOW-
MENTS ! *)

x:= 0; (*age*)

t := 30; (*term™*)

r := In(14-0.045); (*interest rate*)

be[l] := 0; be[2] := 0; (*endowments at term of contract™)

(*SPECIFY LUMP SUM PREMIUM AT TIME 0: PUT c0 := 1 IF ALL

OTHER PREMIUMS ARE 0 AND ONLY MOMENTS OF BENEFITS ARE
WANTED ! %)

c0 := 0; b0 := 0;

Exercise 1-12

Pure verification - just insert the appropriate expressions on the right hand side.
Any combination of cash bonus at rate I;t = a4 ¢; and additional death benefit of
by = (1 — at) et /ppatt, 0 < a < 1, produces a right hand side equal to the left hand
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side.

Exercise 1-13

b, must solve

/ e J§ (rutrzsa) d“CT dr = e~ & (rutpa i) dui)n 7 (G.36)
0

hence

b :/ elr (rutbau) due_gr, (G.37)
0

Exercise 1-14
Relation (7) becomes
ce = Ar Vi + Ap(by — Vi)
Here are some examples of time ¢ prognosis of future bonuses, assuming that the
insured will survive the term of the contract:
1. Rate of cash bonus payments at time u € (¢,n) is just ¢, defined above.
2. Present value of future cash bonuses:

n *
/ 67(T +Ar)(T—t) e dT,
t
3. Value of terminal bonus (not discounted):

n
P A N
/ eJr Bops A+ + T)dschTA
0

Exercise 1-15
All that is needed is to put m + n in the role of n and work with the general formulas.
Here V;" is given by

d * * * *

%‘/t = (Nz+t+r)‘/t +7T7 O<t<ma

d * * * *

E‘/t = (Nz+t+’f’)‘/t -1, m<t<m+4n.

This is the only place where the particulars of the contract matter: Thiele’s differential
equation is needed for the computation of V;* alongside that of c;.
Since V;* > 0 for all ¢ € (m,m + n), also ¢; > 0 throughout this time interval.

Exercise 1-16
Expenses can be treated as benefits in addition to those specified in the contract (see
Chapter 5). We need the differential equation for the first order gross reserve,

d *l *l * * * * *,
EVZ =Vir+m =871 =7~y (b - V) (G.38)
(with side condition V,f,_ = b), and the equivalence relationship,

/

‘/Oa‘< = —Oé*b7
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which determines . The discounted mean surplus per policy at time ¢ is now
Sy = —(a +a"b)
t
- / e IS ettt ) Ao (e b — B — B — A — b — V) dr
0
—e fot(rs‘i’ﬂz«#s) ds‘/;*/ .

It is seen that ,

So = —(/ +a"b) — Vg = a'b — (a' +a"b),
which is the surplus arising immediately upon issue of the contract due to prudent
first order assumptions about the initial cost. It is positive (and indeed prudent) if

a’b > (o' +a"'b),

which means that the first order initial cost is set on the safe side. (This cannot be
achieved for all b > 0 if o’ > 0; one then has to assume that b is greater than a certain
minimum, which is certainly the case in practice.)

The dynamics of the surplus is

ds; = e JS(rs+paeys)ds (T — fase b — Bh— Bln =~ — b — ’Yé//vt*/) dt

+ e*fot(ru%uﬁu) du (Tt + Mz+t) V?l e JErutpgya) du dV;*, )
Inserting th*l = %Vt*/ dt from (G.38), we gather
dsS; = e~ JErstroys)ds cr dt,

where

o = (o= W 4 (B -8B
V===V (e = Hae) (= V)

is the mean contribution to surplus per survivor at time ¢. This contribution decom-
poses into gains stemming from safety loadings in the various first order elements —
interest, expenses of § type, expenses of v type, and mortality — and how these el-
ements can be set on the safe side. Just as for the initial cost, there is a problem
with the safety loading on expenses of 3 and ~ type: if e.g. i > 0, then there will
inevitably be a loss on the v expenses for small ¢ since the gross reserve starts from a
negative value. This loss has to be compensated by setting other first order elements
sufficiently to the safe side to make ¢; (or at least Si) non-negative for all t € (0, n).

Exercise 1-17
This is a trivial one, and the same goes for the conditional expected value of any
random variable that depends only on the state of Y at some fixed future time. Starting
from
We(t) = (1= Ae. d)We(t+dt) + > Aepdt Wy(t+dt) + o(dt),
L f#e
we get

We(t) = We(t+dt) = —Xe. We(t+dt) + Y Xep dtW(t +dt) + o(dt),
£ f#e
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and, dividing by dt and letting dt \, 0, we arrive at the answer. The side conditions
are obvious (as always).

Exercise 1-18
We start with W and supply details (to be precise, add a term o(dt) on the right of
the two expressions given for W/ and W/’ in the exercise):

W(t)

(1 - Ae.dt)E [e” WL

YTZE,t§T§T+dT]

+ 3 A dtE [e” WL
fife
= (L=Acdt)e” "Wit+dt)+ > Aepdte®? Wit +dt) + odt),
fife

Yt:67Yt+dt:f] + o(dt)

where O(dt) signifies a term of order dt (i.e. such that O(dt)/dt is bounded as d¢ \, 0).
Inserting the Taylor expansions

U = 14 r%dt + o(dt),

Wit+dt) = Wit)+ %Wg(t) dt + o(dt),
P — 14 0(d),

Wit+dt) = Wit)+0(dt),

multiplying out, gathering all o(dt) terms and rearranging a bit, one obtains the dif-
ferential equations for the functions W/..

Next, the W', a bit more sketchy and gathering o(dt) terms currently as they arise
without further mentioning:

WI(t) = (L=Xedt)(Wo(t) (r® —r") Vi dt + W/ (t + dt))
+ > Aepdt WU (t) + ofdt).
fif#e

Proceeding as above, we obtain the differential equations for the functions W/'.
The side conditions are obvious.

Exercise 1-19
Goes along the lines of Exercise 18.

Exercise 1-20
(a) Same thing again. Introduce

Wt = / eff[ T's dS(T'T 77"*)‘/7.* dT,
t

and write
Wi = (re =)V dt + e " " Wirar + o(dt).
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Apply the direct backward construction to We(t) = E[W; |Y; = e]. Start from
We(t) = (1—Ae.di) <(re — Wi dt + e MWLt + dt))

+ ) Aep dtWi(t) + o(dt),
fif#e

and do a small piece of paper-work to arrive at

Doty = Weltyr — (¢ =)V = 2 Aes (W (0) — We(t).

fif#e

Side conditions are: We(n—)=0,e=1,...,J".
(b) Basically the same exercise as (a).

(c) For discounted cash bonuses use the general formula for higher order moments of
present values of payment streams with state-dependent payment intensity and interest
intensity.

Forget about the variance of terminal bonus (too cumbersome).

Exercise 80

Items (a) - (e) are rather theoretical and not typical exam questions in ST305. Any-
way, we offer something for students who accept only statements that have been firmly
proved.

(a) RTI(T|T) is easy to prove:

P[T > max(s,t)] FIT>s] t<s
PIT T>t = —— -~ — P[T>1] ’ ’
[T>s]T>4 P[T > ¢] 1 L >,

This is obviously an increasing (non-decreasing) function of ¢ for fixed s. PQD(T,T)
and AS(T,T) then follow.
We could also prove PQD(T,T') directly:
P[T > s, T >t] =P[T > max(s,t)] > P[T > s|P[T > t].

A direct proof of AS(T,T') goes as follows: Let g(s,t) and h(s,t) be increasing
functions in both arguments. Then §(t) = g(¢,¢) and h(t) = h(t,t) are increasing
functions in ¢. Thus, marginal association is enough, see notes ’depend-l.pdf’.

(b) Proof of the continuity property of probabilities: Let A,, n = 1,2,... be an
increasing sequence of events, that is, A,, C A,+1 for all n. Write

Uzid; = Avu (4045,

Jj=2

which is a union of mutually exclusive sets. (Here A° denotes the complement of the
event A.) Then

P[UjZ,4;] = PlAd] + Z(P[Aj] —P[A;-1])
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= lim (P[All + Z(P(Aj)P[Ajl])> ;

=2
hence
P [U;-";IAJ-] = lim P[4,].
n—o0o0
Let A, n =1,2,..., be a decreasing sequence of events, that is, A, D A,+1 for all n.
Then

P[N214,] = lim P[A,].

The two statements are equivalent. For instance, the latter follows by applying the
former to the increasing sequence Aj,:

P[N521A4;] = 1-P[(N5214;)] =1 - P[UZ,4A5] =1 — lim P[A})]

n— oo

= 1 lim (1 — P[4,]) = lim P[A,].

Now,

PS>s,T>t] =P

U(st+l7T2t+l)
- n n

hence . .
P[S > s]P[T > t] = lim P|:823+E:|P{T2t+—:| )

and

P[S>s,T>t] =P

ﬂ(S>s—l7T>t—l)} = lim]P’{SZs—l7TZt—l} ,
. n n n—oo n n
hence . .

P[S > s]P[T > t] = limP{S>375}P{T>th}.

It follows that the strict inequalities > in the definition of PQD and RTI can be re-
placed by >. (The definition of AS is no issue here.)

(c) PQD(—S|T") means
P[-S > —s, T >t] > P[-S > —s|P[T > {]

for all s (or all —s, which is the same, of course) and all ¢. This is the same as

PS<s,T>t] > PlS<s|PT>t],
which is the same as

PT >t —PS>s, T>t] > (1 —-P[S>s])PT >t],

which is the same as

P[S>s,T >t <P[S>s|PT>t.

Due to the result in (b), this is the same as the asserted result.
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(d) Misprint in the exercise text: < should be >. Now, AS(—S5,T) means that
C(g(*S,T), h(fsa T)) > 0

for all g and h that are increasing in both arguments. But this is equivalent to the
asserted result.

(e) RTI(—S|T") means that P[—S > —s|T > t] is increasing in ¢ for fixed s. Rewriting
P-S>—s|T>t]=1—-P[S>s|T >t
and recalling the result in (b), we arrive at the asserted result.

(f) The Markov model is sketched in the figure below. Only small amendments are
needed in the calculations made in the theory (’depend-l.pdf’), but the results are a
bit surprising. We will discuss the matter under the more general assumption that
pe > pe and vy > v

First the case s < t:

e Jo utvin 4 Jlem I mtvts o v ar

P[S T>t =
e R ey T

L fos e Jo ptv+r—v’ L dr .
e J¢ ptvtr—v + f(f e~ Jo ptvtr—v’ wr dr

0 ’ 1

Both alive — | Husband dead
l ’ X l ’
2 W 3

Wife dead e Both dead

We need to discuss this expression as a function of ¢, which appears only in the
denominator. The derivative of the denominator is
e*f(f #+V+n7u’(yé — s — Ht) )

It follows that, in the presence of a positive k¢, P[S > s|T > t] is not in general an
increasing function function of ¢ if v; > v;. For v, = 14 it is actually decreasing. We
have thus already answered the question and need not look into the case s < t.

The second part of the question is now easily sorted out in the case s < t by setting
wy = pt + ke and v{ = vy + k¢ in the result above. We find that P[S > s|T > t] is
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independent of ¢ for s < t. Therefore, the RTI issue is so far unsettled and we need to
investigate the case s > t:

—[§ ntvts s o= J§ ptvts — [ ntr
e + [Te o vre T dr
PS>s|T >t = Ji

e~ f[;‘ ptvtr + fg o I ptvts L €™ f;f VR I
= e_fts'iIF’*[S >s|T >t],

where P* denotes probability under the independence hypothesis p; = u: and v, = 1y
(see expression in ’depend-l.pdf’). This is an increasing function of ¢, and we have
proved RTI(S|T).

Exercise 81
See 'TEXERC22A.pas’ on public folder.

END From 305exsol

Exercise 57

(a) Inspect (2.16) in BL. It should be quite obvious that the cash balance at any time
will get bigger if at any time a bigger amount has been deposited on the account (when
interest is positive). In particular this is true if a given amount of deposits is being
advanced, i.e. payed earlier.

(b) If Uy > 0 for some t € (0, n), then, by right-continuity of U, U, > 0 for 7 € [t, t+€),
some non-degenerate interval, hence || :Jth Urr-dr > 0 if r is strictly positive. If,
moreover, Uy > 0 for all t € (0,n), it follows that fon U;rrdr > 0. Then, if U, =0, it
follows from (2.15) that

O:An—i—/ Urr-dr,
0

and so A, < 0.

Think of a savings account: Deposits are made first, interest is earned on these,
and at the end one can withdraw more than the total deposited. For instance, a unit
deposited at time 0 grows with interest to exp(fon r) in n years, which can then be
withdrawn to make the balance nil at time n. In this case A; = 1 for 0 < ¢ < n and
An =1 —exp([;' r), which is negative if interest is positive.

Exercise 58
(b)
paa(0, 1) o(t1) di1 p(ta, ta2) p(t2) dbapaa(ts, ts) p(ts) dts + o(dt)
where dt = max(dty,dts, dts). We have used the differentiability of the transition
probabilities to write e.g. pz(t1 + dit1,t2) = pgz(t1, t2) + o(dtr).

Exercise 61

(a)
P (0, ¢+ dt) = pl(0,8)(1 — (w(t) + p(t)) dt) + pa=(0,t) o(t) dt
leads to 4
ZiPer (0,8) = =2 (0,0 (1) + () + paz(0, )0 (1),
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with side condition
py(0,0)=0.

Integrating gives the following integral expression, which could be put up by direct
reasoning:

p20.0 = [ el [+ ots)ds (= [+ ).

Next,
P52 (0.t + dt) = pS(0,4)(1 — (u(t) + (1)) dt) + p( (0,%) p(t) dt

leads to d
ZP5d (0.) = —=p (0.0) (u(t) + o (1)) + Pl (0.) (1),
with side condition

Pt (0,0) =0,
Integral expression, which could be put up by direct reasoning:

ot ot
p0.0 = [ 52090 ds ol [ (u+ o).
JO J s
As an exercise, repeat the argument for k = 2,3, ... to find differential equations
for the probability pfﬁ)(O, t) of being disabled for the k-th time and the probability
pgﬁ)(O, t) of being active after having been disabled & times.
One could attack this problem by redefining the state-space of the process as

indicated in Figure G.1, where the notation speaks for itself:

Oy T Ox
a0) | — i(1) S I i T
lﬂm+t ll/m+t l,uert Vi/ pzﬂlT%H
d Lttt a(>1)

Figure G.1: Problem 7.7
(b)
1) e
PO = apat=a. 0= [ pe(0.7) orerpr(r ) dr.
0

You should be able to interpret the integral expression as a sum of probabilities of
mutually exclusive favourable events.



APPENDIX G. SOLUTIONS TO EXERCISES 49

(c)
Sl e pl (0,7 = @pm(r — q,7) dr
fon e " paa(0,7)dT

Comment: The premium plan is unacceptable in practice since it will produce a neg-
ative reserve if the insured is in premium paying state after time n — ¢ (then, for sure,
no benefits will be received, but premium will still be paid). Therefore, the premiums
should be paid only over a shorter period and certainly not after time n — q.
Reserve: f:+q e_T(T_t)PE(tv T)dr + fﬁrq e T pi(t, T — Q)pz(T —q,7)dT.

Exercise 62

(a) Use Kolmogorov forward, taking advantage of the obvious relationship paa (¢, u) =
1 — pas(t,u):

pai(t7 u+ du) = pai(t7 u)(l - pdu) + (1 - pai(tv u))adu .

You obtain a (very simple) differential equation for pa;(t, - ), which you integrate from
t to u using pai(u,u) = 0, and find

-_c T —(pto)(u—1)
i(t,u) = — . G.39
poilton) = 0 - e (C.30)

Then calculate paq(t,u) =1 — pai(t,u):

__°r 0 _—(pto)(u—t)
aa tyu = + —-e . G.40
pualti) = —L— - 2 (G.40)
The transition probabilities depend only on u — t due to homogeneity. Discuss the
probabilities as functions of u — ¢t and look at the limits as u — ¢t tends to +oo.

(b) Thiele is actually not a good idea (it is doable, of course, but being a backward
equation it does not make use of the fact that pea(t,u) + pai(t,u) = 1). Since we have
an explicit expression for pa;(t,u), the easiest way is to calculate

. {/otji(T) dT} B /otE[Ii(T)] dr = /Otpai(O:T) dr=—2—1— g 7 (1 _ o (oot

pto  (p+o

()

2

)(G.41)

E[Nui(t)] =E {/Ot dNai(t):| = /Otpaa(o,‘r)adr S (1 — e_(”+")t>(G.42)

prol T rar
(d) From (G.41) the expected proportion of inactive time in ¢ years is

o o 1 — e~ (pto)t G.43
pto proRE i (G-43)

The function

(G.44)
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is 1 for z = 0 (’Hospital). It has derivative

e 1—e7" e —=1—-x

!
g@)=— g =

which is < 0 for > 0 (Taylor expansion), hence g is decreasing. Thus, as t — 400,
the proportion in (G.43) is increasing from 0 to

g
p+o’

Reasonable: Increasing function of o, decreasing function of p.
From (G.42) the expected number of onsets of invalidity per time unit in ¢ years is
po o2 1 — g~ (pto)t
pto  (p+o)? t

As t increases from 0 to 00 the value of this expression decreases from o (of course!)
to (po)/(p+o). It is interesting to note that the limiting expression here is symmetric
in p and o. You should try and figure why.

(e) If p were 0, we could pick the result from Item 7.2 (e) above, setting p = v = 0:

(e

(t)zm, 0<t<n. (G45)

G

In general we have

_ _ pii(t,n) o+ pef(/ﬂrfr)(nft)
o(t) = Upai(tﬂl) Sl e e ey 0<t<n. (G.46)

Here we have used (with a view to (G.40), just switch roles of o and p)

P —(pto)(u=t)
pto p+o

pii(t,u) =

(f) Constant intensity of transition (whether a — ¢ or ¢ — a) means that the transi-
tions are generated by a Poisson process. Ng; and N;, count every second transition:
Nai counts transition No. 1,3,... and so on, i.e. Ng;(t) is distributed as [N(t) + 1]/2,
where N(t) is a Poisson variate with parameter o¢. N;, counts transition No. 2/4,...
and so on, i.e. N;q(t) is distributed as [N(¢)]/2, where N(¢) is a Poisson variate with
parameter ot.

Exercise 64

Problem 9.3
(a) To simplify notation, put Na; = Nai(n) and N;qa = Nia(n). The likelihood is

A= O.NaipNia e " Wa—pW;

)

where W, = 27:1 T,S””, the total time spent in active state (and W; = nm — W, the
total time spent in inactive state).
8 Nai

— InA =
80n

,I/Va7
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2 .
a—lnA: _ Nai

0o? o2’

plus similar expressions for derivatives w.r.t. p, and

52
InA=0.
dodp
Thus, the ML estimators are the occurrence-exposure rates
~ Nai N N»L
o= =
Wa ’ P Wz ’

which are asymptotically independent, unbiased, and normally distributed with asymp-
totic variances

2 2

. L
as.Varg = N as.Varp = EN. (G.4T)
By (G.40),
EN, = m/ Paa(0,7) o dr (G.48)
0
= ma/ ( p + -2 e_(pJ“’)T) dr
0 pto pto
_ 14 g —(p+o)n>
= 1—
"o (p+an+(p+a)2( ‘ )
(G.49)
hence
as.Varé = olp+o) . (G.50)
m (pn + o= (1—6—(P+")")>
Similarly
as.Varp = plpto) . (G.51)
mo (n - L (1- e—(p+o)n)>
pto

(b) One can discuss the explicit expression (G.51), but there is an easier way: By
(G.47) and (G.48)

o
NVar6 = ——~———— G.52
as.Varé — fon a0 dr ( )

so it suffices to show that paq(0,7) is an increasing function of p or, what is the same,
an increasing function of p + o. By (G.40)

0,7) = + L ——
Paa(0,7) pt+o  pto (p+o)r

so you need only recall that the function g in (G.44) is decreasing.

c¢) General comment: The theory of conditional Markov chains worked out in Problem
7.2 is often needed in statistical analysis of insurance data where one does not have
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access to the complete ’life histories’ of the policies. It is often the case that one must
work with data that are selected somehow. For instance, suppose data on disabilities
can be seen only from the claims records of those that are currently disabled. Then the
relevant probabilities and intensities are the conditional one, given that the process is
now in disabled state.

In the present situation you must therefore work with the intensities in 7.8 (e).

Exercise 66

To conform with the notation in 'Basic Life Insurance Mathematics’, let us call the
number of lives n instead of m. We will throughout refer to formulas in the general
theory in ’Basic Life Insurance Mathematics’.

Assume piece-wise constant mortality intensity, see (9.58):

pt)=pe, q—-1<t<gq,j=12,...

The log likelihood (9.53) is

InA = Z(lnﬂqu = 1qWa),
q

where N, and W, are, respectively, the number of deaths and the total time spent
alive in the age interval [¢ — 1, q).

Each pq is a parameter which is functionally unrelated to all the others, so there
are many parameters in this model! For instance, if we are interested in mortality up
to age 100 and have data in the age range from 0 to 100, there are 100 parameters,
which is quite a lot. Remember, however, that this model is just a first step in a two-
stage procedure where the second step is to graduate (smoothen) the ML estimators
resulting from the present naive model with piece-wise constant intensity.

The ML estimators are the occurrence-exposure rates

_ N
quq’

=

which are well defined for all ¢ such that W, > 0 (i.e. in age intervals where there
were survivors exposed to risk of death). The [i, are asymptotically (as n increases)
normally distributed, mutually independent, unbiased, and with variances given by

o2 = as.V[jig] = ﬁ , (G.53)

where the expected exposure is

E[W, =" /: p™ (r)dr,

™) (7) being the probability that individual No. m is alive and under observation at
time 7.

The variance ag is inversely proportional to the corresponding expected exposure.
In the present simple model, with only one intensity of transition from the state ’alive’
to the absorbing state 'dead’, we find explicit expressions for the expected exposure.
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For instance, suppose we have observed each individual life from birth until death
or until attained age 100, whichever occurs first (i.e. censoring at age 100). Then, for
T €E€[g—1,q) with g=1,...,100, we have

p™(r) = exp(— /OTu(s)ds)

exp ( i pp — (1= (¢ —1)) uq> : (G.54)

p=1

hence
q q-1
EW,] = n/ exp (—Zup—(T—(q—l))uq> dr
q—1 p=1
q—1
e ( HP) L exp ()
1 Hq
and
2
ot=1 Kq , (G.55)

You should look at other censoring schemes and discuss the impact of censoring on
the variance. Take e.g. the case where person No m enters at age 2" and is observed
until death or age 100, whichever occurs first (all 2™ less than 100).

Estimators &2 of the variances are obtained upon replacing the p; in (G.55) by
the estimators fi;. Simpler estimators are obtained by just replacing pq and E[W,] in
(G.53) with their straightforward empirical counterparts: 6. = fiq/Wq = Ng/W7.

Now to graduation. The occurrence-exposure rates will usually have a ragged ap-
pearance. Assuming that the real underlying mortality intensity is a smooth function,
we therefore will fit a suitable function to the occurrence-exposure rates. Suppose we
assume that the true mortality rate is a Gompertz Makeham function, u(t) = a+Be".
Then, take some representative age &, (typically £, = ¢ —0.5) in each age interval and
fit the parameters «, 3, v by minimizing a weighted sum of squared errors

Q:Zaq (ﬂq_a_ﬂevt)?

This is a matter of non-linear regression. Optimal weights a, are the inverse of the
. . . . ~2
variances, but since these are unknown, we plug in the estimators and use a, = 1/57.

Belongs to what?:
For fixed w = mn we have n = w/m and

. o
as.Varg = m )

w/m

which is a decreasing function of m by the results in item (b).

We also find )
P p
ENig  qplwim’

w/m

as.Varp =
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where we have used
n n
ENiq = m/ Pai(0, 7)pdr = mnp=_=.
0

We see that as.Varp is an increasing function of m for fixed w.

Comment: The asymptotic variance of an intensity estimator is better the longer
the total expected time spent in the state from which the the relevant transition is
made. All policies start from state a at time 0. For fixed total exposure the estimation
of o will be good for many policies observed in a short time (when they are likely to
remain active), and estimation of p will be good for few policies observed over a long
time when they can make it to inactive state.

Exercise 67

If r is constant, then

which is a decreasing function of n.
For t < n the premium reserve is

Qo 1 et
Vi=1-— xftntzli _ z+t|n _.
Az tEI axﬂ+z+t\n7taz

For fixed t this is a decreasing function of n.

In particular, a whole life insurance has smaller premium than an n-year temporary
endowment insurance, and it has also smaller reserve for t < n.
Exercise 3
Follows from () and the fact that U is right-continuous, hence strictly positive in some
interval. The result says that total withdrawals exceed total deposits, which is due to
earned interest,.
Exercise 3

(a) Prove (3.11) along the following lines: By definition,
E[G(T)] = G(0)F(0) + /0 TG dr(). (G.56)
Observe that
/0 TGy dr() = — /O ~ G(aF(). (G.57)
Integrate by parts to obtain
/0 "Gl dF() = Gn) F(n) — G(0)F(0) — /0 " Fl-)de) . (G.58)

Assuming first that G is non-negative and non-decreasing, we have

G(n)F(n) = G(n) / T are) < / TG dF) — 0,
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hence G(n)F(n) — 0, as n — oco. The same holds true for an integrable G of finite
variation, which is the difference between two integrable non-decreasing functions.
Thus, letting n — oo in (G.58), we obtain

/ TG dR() = —GO)F©) - [ Ft—)dG(t). (G.59)
Now combine (G.56) — (G.59) to arrive at (3.11).

Exercise 1
Assume that X is non-decreasing. Note that

D(X) = Ux:l U;L.o:l Dm,n 3

where Dimn = {t; 6 <n, Xeg — Xp— > %} Since

1
0>Xn>Xo+ Y. (Xep —Xi)>Xo+ = Do,
tEDm,n mn

we conclude that #Dy, » is finite. Thus, being a countable union of finite sets, D(X)
is (at most) countable.

Exercise 2

AX = gX0™ 2l dt + ((Xt, +ahT - Xt‘l) dN; .



