Finansal Aragtirmalar ve Calismalar Dergisi ¢ Cilt: 8 * Sayi: |5 « Temmuz 2016, ss. 309-323
DOI: 10.14784/marufacd.266062
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Abstract

The increase in life expectancy of individuals poses a risk for insurance companies. If people live lon-
ger than anticipated, insurance companies make losses on their annuity books. The risk that survivor rates
might be higher than anticipated is called the longevity risk.

In this paper, a pension plan whose aim is to hedge its longevity risk with longevity hedging instrument
such as vanilla swap has been considered. We find the optimal hedge ratio which is defined as the number of
units held of the hedging instrument. The optimal hedge ratio is calculated under minimum variance hedg-
ing and exponential utility. For the hedge ratio we need the value of the swap. In order to price the swap, we
modelled Turkish mortality by using the Lee-Carter model and the Cairns-Blake-Dowd model. We find op-
timal hedge ratios for female and male populations of Turkey for different mortality models and different
risk criteria. The analysis showed that the hedge ratios do not change significantly for different mortality
models. However, as we change the risk criteria we observe quite different optimal hedge ratios.

Keywords: Longevity risk, hedge ratios, vanilla survivor swap, Turkey life tables.

Jel Codes: G12, G22, G23

TURKIYE’DEKI OLUMLULUK ICIN
OPTIMAL KORUNMA ORANLARI
Oz
Bireylerin beklenen yasam siirelerinin artmasi sigorta sirketleri i¢in bityiik bir risk olusturmaktadir.
Tahmin edilenden daha uzun siire yapilmasi gereken 6demeler sigorta sirketlerinin aniiite hesaplarinda ka-
yiplara yol agmaktadir. Bireylerin beklenenden daha uzun siire yasamalari riski uzun émiirliilitk riski ola-

rak adlandirilmaktadir. Bu ¢aligmada, uzun 6mirlilik riskine kargi vanilla yasam swaplari ile korunma
saglamak isteyen bir emeklilik plani ele alinmustir. Uzun omiirliilikk riskinden korunma saglanmast igin
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elde bulundurulmasi gereken swap sozlesmesi miktart minimum varyans korunma orani ve iistel fayda
varsayimi altinda hesaplanmistir. Korunma oranlarinin hesaplanabilmesi i¢in swapin degerinin hesaplan-
masi gerekmektedir. Swapin degeri, Tiirkiye verisi kullanilarak Lee-Carter ve Cairns-Blake-Dowd oliimlii-
lik modelleri ile hesaplanmigtir. Korunma oranlari farkli 6léimliilitk modelleri ve farkli risk kriterleri dik-
kate alinarak kadin ve erkek popiilasyonlar i¢in ayr1 ayri hesaplanmistir. Elde edilen sonuglar, korunma
oranlarinin farkli 6limlilik modelleri i¢in 6nemli dl¢iide degismedigi ancak farkl: risk kriterleri i¢in de-
gistigini gostermektedir.

Anahtar Kelimeler: Uzun 6miirliiliik riski, korunma oranlari, vanilla yasam swapi, Tiirkiye hayat
tablolari.

Jel Kodlari: G12, G22, G23

Introduction

The longevity risk is the risk that individuals may live longer than anticipated. Pension pro-
viders commit periodical payments to policy holders from their retirement to death. The increase
in life expectancy poses a risk for insurance companies. Payments that have to be paid over a lon-
ger period cause losses on pension providers’ annuity book. As more pension plans close to fu-
ture accrual plan, sponsors face to choice of selling pension liabilities or retaining them on their
books and managing them. So that pension plans and insurers have begun to focus on the mea-
surement and management of longevity risk.

The worlds first publicly announced longevity swap took place in April 2007. It was between
Swiss Re and Friends’ Provident, a UK life assurer. It was a pure longevity risk transfer and was
not tied to another financial instrument or transaction. Friends” Provident retains administration
of policies. Swiss Re makes payments and assumes longevity risk in exchange for an undisclosed
premium. However, this swap was not a capital market instrument. It was an insurance contract
(Blake, Cairns and Dowd, 2008).

A buy-out market for pension liabilities and a longevity swap market to help sponsors hedge
longevity risk as a part of an asset-liability strategy were developed in the UK. An insurance com-
pany, in exchange for a buy-out fee, takes over the plan liabilities and assets on the responsibil-
ity for making the pension payments until the last plan member dies with a buy-out transaction
(Cairns et al., 2012:217-235).

In this paper we consider the longevity risk and hedge its risk using longevity swaps. We fo-
cus on the optimal hedge ratios for a longevity swap. An asset-liability strategy includes the use of
longevity swaps. However, there are different types of longevity swaps and different levels of ba-
sis risk. We use vanilla survivor swap in this study. Optimal hedge ratios are calculated by using
fixed and floating legs of the swap.

310



Finansal Arastirmalar ve Calismalar Dergisi ¢ Cilt: 8 * Sayi: |5 « Temmuz 2016, ss. 309-323

Coughlan et al. (2011) proposed a framework for (1) developing an informed understand-
ing of the basis risk, (2) calibrating the hedging instrument and (3) evaluating the hedge ratios
and hedging effectiveness. They used model-free bootstrapping approach to the evaluation of the
hedge ratios and hedging effectiveness. Cairns et al. (2012) used Coughlan et al. (2011) frame-
work for the calibrating the hedging instrument and evaluating the hedge effectiveness, however,
different from this study, they used a model-based simulation approach instead of the model-free
bootstrapping approach.

Cairns (2013: 621-648) focused on quantification of the optimal hedge ratios and hedge effec-
tiveness. They investigated the robustness of these quantities relative to inclusion of recalibration
risk, parameter uncertainty and Poisson risk.

In this paper we use the hedging objectives described in Cairns et al. (2013). We compare
the hedge ratios for different mortality models and different hedging objectives by using Turkish
mortality data. To the best of the authors’ knowledge the hedge ratios for Turkish mortality cal-
culated in this paper have not been published in the literature before. The paper is organized as
follows. Section 1 introduces two stochastic mortality models. In section 2, vanilla survivor swaps
are explained. In chapter 3, optimal hedge ratio is defined and minimum variance risk measure
and exponential utility function are examined. Section 4 presents a case study for calculating op-
timal hedge ratio for Turkish mortality and Section 5 concludes.

|. Stochastic Mortality Models

Over the twentieth century there has been a great improvement in mortality. Therefore the
rates of improvement in different years and at different ages become unpredictable. Since the
early 1990s various stochastic models have been developed to analyze and forecast these mortal-
ity improvements.

In this paper, we use the Lee-Carter (LC) model and the Cairns-Blake-Dowd (CBD) model
for forecasting survivor process.

I.l1. The Lee-Carter Model

The Lee-Carter model is a simple bilinear model with the variables x (age) and t (time) for
forecasting mortality rates and defined as:

ln(mx,t ) - ax + bxkt + ex,t (1)
where
m_, :Central death rate at age x and in year t,

a_  :Average age-specific pattern of mortality,
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b : Age-specific parameter,

X

k, :Atime-trend index of general mortality level,

&, :The residual term at x and time t, which has no long-term trend.

The time-varying index K, captures the main time trend on the logarithmic scale in mortal-
ity rates at all ages. The age component b_ tells us which rates decline rapidly or which rates de-

cline slowly in response to changes in kl (Lee and Carter, 1992:659-675).

In order to obtain a unique solution for the system of equations of the model, a_ is set equal
to the averages over time of the ln(m” ), the square values of sum to unity, and kt values sum to

zero, these are of the forms:

a = %Zln(mm LY =1k =0 2)

Lee and Carter (1992:659-675) applied a two-stage estimation method. In the first stage, sin-
gular value decomposition (SVD) is applied to the matrix of {/og( m )-a_ }to obtain estimates
of bx and k; . In the second stage, the time series of kt is re-estimated. Lee and Carter noticed
that once kr and kt have been estimated, the observed total number of deaths D, = ZDN is
not guaranteed to be equal to fitted number of deaths. Therefore, they made a second stage esti-
mation of &, by finding a value that makes the observed number of deaths equal to the predicted

number of deaths (Wang, 2007).

1.2. The Cairns-Blake-Dowd Model

Cairns et al. (2006:684-718) proposed a two-factor stochastic mortality model and show how
the calibrated model can be used to price mortality-linked financial instruments. Cairns, Blake
and Dowd (2006: 684-718) looked at the algorithm of the ratio of the mortality rate to the survival
rate in their model. Different from the natural logarithm as in the LC and Renshaw and Haber-
man model, they used the logistic function. The model is designed for modelling mortality at
higher ages and for modelling longevity risk in pensions and annuities.

The model can be described by a parameter related to the year of interest t, and the interac-
tion between another year-related parameter and the deviation of the age of the individual x from
the average age in the population.
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g(x,t) is the realized mortality rate in year t and the CBD model is defined as follows:

exp[A(t+1)+A,(t+1)(x-X)] 3)
I+exp[A (t+1)+ A, t+1)(x-X)]

q(x,1) =

where

A (t) and A,(t) are discrete-time stochastic processes and 3 is the mean of the range of
ages used in the calibration of the model. Assuming that A(f) = (Al (1), A2 (¢)) is a 2-dimensional

random walk with drift under real world measure P

A@)= A -1)+ A+ CZ1) (4)
where

A isaconstant 2x 1 vector of drift parameters, C is a constant 2x2 lower triangular Chole-
sky square matrix of the covariance matrix V (thatis V' = CC ), and Z(t) is an i.i.d. sequence of
random variables with a 2-dimensional standard normal distribution under P.

In order to estimate the mean and the variance-covariance matrix in equation (3), the mortal-
ity rates for each t are transformed from ¢(x,¢) to

log (Mj =K +Kx’(x-X) (5)
p(x.y

The parameters in equation (5) are estimated by using the least squares method (Cairns et al.,
2006: 684-718).

2. Vanilla Survivor Swaps (VSS)

A survivor swap is an agreement to exchange one or more cash flows in the future based on
the outcome of at least one (random) survivor or mortality index. Survivor swaps are similar
to the reinsurance contracts. Both involve swaps of anticipated payments for actual payments
and both could be used for similar purposes. However, there are differences between survivor
swaps and insurance contracts. Particularly, survivor swaps are not insurance contracts in the le-
gal sense of the term and therefore not affected by some of the distinctive legal features of insur-
ance contracts. Instead, mortality swaps are subjected to the requirements of securities law. Simi-
larly, an insurance contract requires the policyholder to have an insurable interest, but a mortality
swap does not.

It is known from industry contracts that some insurance companies have already entered
into survivor swaps on an over-the-counter (OTC) basis. The counterparties are usually life
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companies and some investment banks are also interested in swap transactions. The attractions
of these arrangements are the obvious ones of risk mitigation and capital release for those laying
off longevity risk, and low-beta risk exposures for those taking it on (Blake, Cairns and Dowd,
2006:153-228).

We consider vanilla survivor swaps as the hedging instrument. A vanilla survivor swap (VSS)
involves the exchange of a single preset payment for a single random mortality-dependent pay-
ment periodically until the swap matures in its period. As in Dowd et al. (2006:51-557), H(t) be
the preset payments which are equal to the product of the rate anticipated in the current mortal-
ity table for the reference population, and S(¢) is a random amount which connects to the survi-
vor index at a future time t. We need to model the mortality first to price the VSS.

The values of fixed and floating payments of swap are calculated as follows;

a(T,x) = exp(-Tr){E,[S(T, x)]|M, ]} ©)

where M represents the filtration generated by the evolution of the force of mortality up to
and including time t. It follows that, given M ,» S(t,x) represents the probability that an individ-
ual aged x at time 0 survived to age X +1. a(T,x) is the value of a level annuity of 1 per annum
payable annually of an individual aged x at time 0 to swap maturity time T under Q risk neu-
tral probability measure.

3. Optimal Hedge Ratio

Portfolio managers, individual investors and corporations use different hedging techniques
to reduce their exposure to various risks. Hedging against investment risk means that using in-
struments in the market strategically to offset the risk of any adverse price movements. In other
words, investors hedge one investment by making another (Smith et al., 1985:391-405).

An investor can hedge her whole portfolio or some portion of it in hedging. The hedge ratio
is the size of the survivor swap contract relative to the cash transaction. In other words optimal
hedge ratio shows the number of units held of the hedging instrument.

In this study, we calculate optimal hedge ratios for VSS transaction by using hedging objec-
tives such as minimum variance hedging and utility-based hedging with exponential utility func-
tion.

3.1. Optimal Hedge Ratio under Minimum Variance Hedge

Suppose the hedger has a liability with value H(¢) and a hedging instrument has a value S(¢)
at time t. Our hedging portfolio consists of the liability plus h units (the hedge ratio or number of
units held of the hedging instrument) of S(¢) and its value attis P(4) = H + AS . The hedger
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wishes to minimise the variance of P(4). By solving this, the optimal hedge ratio is found as fol-
lows (Cairns, 2013:621-648):

b Cov(H,S)
 Var(S)

3.2. Optimal Hedge Ratio under Exponential Utility Hedge

In this subsection, we assume that the hedger has an exponential utility function and wishes
to maximize her expected utility. To do this, below assumptions must be made.

e  Itisone-period model.
e Initial wealth at time () is W, .
e The hedger has a liability to pay an amount H(¢) at time t.

e The hedger invests from time 0 to 1 in the hedging instrument, that is vanilla survivor
swap and its value is S(¢) at time t.

. (H (), S(¢)) is assumed to be bivariate normal.
S(ty=u +0,Z
H{)=p,+0,7Z +0,7Z,
Z ~and Z, are independent standard normal random  variables.

O'f =Var(S(t)), 0,0, = Cov(S(t), H(t)) and 0'; + 0'; =Var(H(t)).

The hedger has an exponential utility function:

u(w) =—exp(—yw) ©)
where y>0.

It follows that

1, 2 2
Elu(W (h))] = —eXP[—J’(Woer —H,— h(/'ll _S(t)er ) +E}/ ((hO'” _O-zl) + 0'22)] 9

The hedger wishes to maximize her expected utility and this is equivalent to minimizing

() =h(S@)e —,ul)+%7/(ha11 -0,,) (10)
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Then the optimal hedge ratio is,

h*:&(l_—(S(”er WJJ ()

]/0-110-21

. o . . o (S(e —u,)
y is the hedger’s risk aversion parameter. As risk aversion increases, the —————— term

70-1 10-21
becomes smaller. For extremely large values of risk aversion, it will approach to zero. In other
words the higher vy is, the higher is the hedger’s risk aversion and the hedge ratio will be closer to

c
the minimum variance hedge ratio, —=+ (Cairns, 2013:621-648).

GI]

4. Case Study

We use Turkish Mortality Tables constructed in 2010 by using the data from 1938 to 1995 to
calculate the hedge ratios.

Starting from age 2, five year age groups are arranged, yet to increase the reliability of the data
of 80 year old and older is excluded.

We fitted the LC and the CBD models to the Turkish female and male data. We forecast future
mortality rates for male and female population and value the survivor swap.

The floating payments of the swap S(¢) are calculated by using projected survivor rates
which are estimated via the LC model and the CBD model.

The fixed payments of the swap H(¢) are calculated with the standard present value method
based on “2010 Turkey Annuity Table”. Interest rate is taken as 0.04. The swap is priced for ten
years maturity as in Degirmenci (2014) and Degirmenci and $ahin (2015:89-112).

Estimated parameter values of the LC model for male and female populations are shown in
Figure 1.
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Figure |: Estimated Parameter Values for the LC Model.

Parameter d, represents the general age shape of mortality. Figure 1 shows that the mortality
has an upward trend in general for both female and male populations, whereas the younger ages
have lower mortality and the older ages have higher mortality. Parameter b, reflects the tendency
of mortality at age x to change as the general level of mortality index changes. The figure shows
that b, values are positive which indicates that the mortality is decreasing for all ages for female
and male populations. b, reaches the highest value for the young age groups and this implies that

317



Selin DEGIRMENCI * Sule SAHIN

the mortality is decreasing faster for this specific age group. The mortality index £k, shows the
changes in mortality over time.

Projected kt values that are obtained by using LC model from 1995 to 2020 are shown in Fig-
ure 2.

Male_kt Female_kt
© o
| < |
— o
£ v | k-2
o _] o _]
| \ o \
=) <

N E E | I B R
1940 1980 2020 1940 1980 2020

Years Years

Figure 2: Projected k; for LC Model.

According to Figure 2, the mortality is decreasing for both males and females over time.

Estimated  values that are obtained by using CBD model from 1938 to 1995 are shown in

Figure 3 and Figure 4. In the CBD model the first parameter affects mortality rate dynamics at

. . 1 . . .
all ages in the same way. The downward trend in Kt( ) shows general improvements in mortality

. L 1 o
over time at all ages. A reduction in Kt( ) represents an overall mortality improvement.

The second factor K(z)

t
. . 2
creasing trend in Kt( )

shows the steepness of the logit-transformed mortality curve. The in-
reflects that the mortality at younger ages improves faster than older ages

(Cairns et al., 2006).

Moreover, in any given year in the future, we expect that mortality rates for older cohorts are

higher than those for younger cohorts. This criterion requires Kt( ) remain positive.

318



Finansal Arastirmalar ve Calismalar Dergisi ¢ Cilt: 8 * Sayi: |5 « Temmuz 2016, ss. 309-323

KN (201
ovs.t Choovs.t
N i < |
< e
1 ] o _|
[co) : — |
< o
1 ] o _|
I I I I I I I I I I I I
1940 1960 1980 1940 1960 1980
year year
Figure 3: Estimated K, values for male population.
(10 (2]
Choovs.t Choovs.t
0 | X T
¥ =
0 | 8 |
T o _|
i D T T T T 1
1940 1960 1980 1940 1960 1980
year year

Figure 4: Estimated K, values for female population.

Projected K, values that are obtained by using CBD model from 1995 to 2010 are shown in
Figure 5 and Figure 6. As expected, the projected K‘t(l) values are decreasing over time at all ages

. 2 . i
and the projected Kt( ) values remain positive.
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Figure 6: Projected K, values for female population.

Projected mortality rates for LC and CBD Model with male and female populations are shown
in Figure 7. According to the LC model the mortality rate is decrasing and the survivorship is in-
creasing. However in the CBD model the mortality rate is increasing and the survivorship is de-
creasing for both male and female populations for an individual who aged 65. According to the
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CBD model Turkish mortality is decreasing until age 55. In other words, the mortality rate at
ages >335 is rising over time than lowering. In addition, as in Cairns, Blake and Dowd (2006),
the mortality curve in each calender year must increase at higher ages.

The LC model produces 7(X,?) whereas the CBD model produces ¢(X,?).
For a valid comparison we need to convert ¢(X,?) to m(x,?) by using the assumption

u(x,t) =m(x,t) =—log(l1—g(x,1)).

m(t,x)

o
o
<
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- B
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oo8
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Figure 7: Projected Death Rates for LC and CBD Model with male and female population.
Table I: Optimal Hedge Ratios
h* Aéz:;zlr:f: Utility Based Hedging
=1 = =1 =1 =1 =1
Hedging y=100 y=500 y=1000 y=10000 y=100000 y=1000000
Cairns-Blake-Dowd Model
Female 1,2687 -6,8783 -0,3607 0,4540 1,1873 1,2606 1,2679
Male 1,5106 -6,6784 -0,1272 0,6917 1,4288 1,5024 1,5098
Lee-Carter Model
Female 1,4131 -8,0182 -0,4732 0,4699 1,3188 1,4036 1,4121
Male 1,773 -8,2488 -0,2311 0,7711 1,6730 1,7632 1,7723
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The optimal hedge ratios are given in Table 1. They are based on different risk measures, risk
appetite of hedger and different mortality models. The optimal hedge ratios show that the num-
ber of units held of the swap contract. For instance, according to CBD model for female popu-
lation we must hold 1, 2687 unit VSS for hedging our longevity risk. A negative optimal hedge
ratio implies selling of VSS. As the risk aversion parameter increases, utility based hedge ratio ap-
proaches to the optimal hedge ratio which has the minimum variance. Optimal hedge ratios vary
for the two models.

The source of the difference between the hedge ratios is the projected mortality rates obtained
from different mortality models. For the LC model the mortality rates are decreasing over time,
however according to the CBD model the mortality rates are decreasing until age 55, then in-
creasing. Therefore, the longevity risk implied by the LC model is higher than the longevity risk
implied by the CBD model. This means that, an investor whose mortality estimated by LC model
must hold more unit VSS than an investor whose mortality modelled by the CBD model.

Another reason of the difference between the hedge ratios is the risk appetite of the investor.
As the 7 increases, the more units of VSS must be hold. The higher 7 is, the higher is the hedg-
er’s risk aversion and the hedge ratio close to the variance hedge ratio.

Conclusions

Considering the improvement in mortality rates over time, the longevity risk has become an
important risk for an insurance company or a pension plan.

In this paper, we obtain the optimal hedge ratio for a pension plan for its longevity risk. The
optimal hedge ratios show the number of units held of the swap contract. The hedge ratios are
calculated for minimum variance hedge and exponential utility function by using projected mor-
tality rates. In order to obtain the projected rates, we use the LC and the CBD mortality models.
The mortality rates which are obtained by using the LC model are decreasing over time, how-
ever according to the CBD model the mortality rates are decreasing until age 55, then increasing.
Thus, an investor whose mortality has been estimated by the LC model must hold more unit VSS
than an investor whose mortality has been modelled by the CBD model. In addition to that we
examine the ratios for the risk appetite of the hedger for Turkish male and female populations. As
the risk aversion parameter increases, utility based hedge ratio approaches to the optimal hedge
ratio which has the minimum variance.

The analysis showed that the hedge ratios do not change significantly for different mortality
models. However, as we change the risk criteria and risk aversion parameter we observe quite dif-
ferent optimal hedge ratios.
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