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The Real Option to Lapse and
the Valuation of Death-Protected Investments
ABSTRACT

Variable Annuity (VA), similar to their mutual fund cousins, are managed
pools of investments whose gains are tax-deferred. In addition, they provide
money-back guarantees on invested principal. These guarantees — which can
be viewed as non-separable put options with a possibly increasing strike
price — are structured to mature upon death of the contract owner and/or
at a pre-specified time horizon. The protection is paid for by installments —
as opposed to up front — and is funded with a proportional insurance charge
that is deducted from the underlying fund on a periodic basis.

Of great importance — and critical to any formal analysis of this product
—is the fact that the holder can lapse the contract and instantaneously repur-
chase an identical investment to reestablish a new basis for the guarantee. In
the absence of transaction costs, this would be optimal each and every time
the value of the account reaches a new high. We classify this strategy as the
Real Option to lapse. In this paper we analyze this product, by focusing on
the optimal time to exercise the Real Option to lapse.

Our paper’s conceptual contribution lies in highlighting the critical im-
portance of the deferred surrender charge (DSC) — essentially transaction
costs —in completing the market and allowing the claim to be hedged. Tech-
nically, we formulate the valuation exercise as a optimal stopping problem to
provide a closed-form analytic solution and complete analysis when hazard
rates are constant. Some numerical examples are provided to confirm that
most annuity vendors are substantially overcharging for this guarantee.

JEL Codes: G13, G23, D91, G22

Keywords: Optimal control, option pricing, insurance.



1 Introduction.

Most of the existing literature on derivative pricing — starting with Black-
Scholes/Merton (1973) — tacitly assumes that the price of an a option will
be paid in advance, at the time of acquisition. In practice, however, many
financial and especially insurance contracts, that contain embedded options,
are purchased by a series of installments. So, in fact, a very minor payment
is made up front, and the remainder is due over an extended period of time.
Sometimes, the magnitude of the installment payments themselves is propor-
tional to the value of the underlying security on which the option is written.
Clearly, it is incorrect to amortize the cost of the option over the (expected)
life of the contract. This is because the installment plan endows the holder
(long position) with an additional Real Option!' to terminate payments, or
lapse the contract without having paid the full value of the embedded option
to the seller (short position). Most likely — and rationally — the contract
will be lapsed, or terminated, when the embedded options are out-of-the-
money. Exercising this option is akin to defaulting on a swap contract when
it becomes a liability, or a corporation abandoning a mine when it becomes
uneconomical, although with less distasteful legal (and ethical) consequences.

One of the most common example of this personal abandonment option
occurs with (tax sheltered) Variable Annuities, in the U.S. and Segregated
Funds in Canada. These insurance-based products are quite similar? to their
mutual fund cousins, in all financial, legal and accounting aspects, except
that they contain an additional money-back guarantee (to the estate or heirs)
upon death, or at some fixed horizon®. If the fund has lost money — net of
any withdrawals — the insurance company will refund the difference. In fact,
it is now possible to purchase almost any well known mutual fund product,

'We are using the term real option in the personal, as opposed to corporate finance,
sense of word. This is strictly different from the classical use of the term in the litera-
ture. We refer the interested reader to the work by Berk (1999), Amram and Kulatilaka
(1999), Trigeorgis (1996), Ross (1995), Ingersoll and Ross (1992) and Hubbard (1994) for
additional information about real options.

2The raison detre of the Variable Annuity (VA) is the convenient deferral of taxation
on all investment gains until the funds are withdrawn or annuitized. In this paper we will
not concern ourselves with the tax aspects of the product, other than to mention that one
can, in fact, lapse a VA contract, and purchase another one, without incurring any tax
consequences.

3The insurance lingo for this feature is a guaranteed minimum accumulation benefit
(GMAB) which is available as an additional rider on most variable annuity policies.



with, or without, the added insurance protection. The embedded protection
is paid for by installments — as opposed to up front — and funded via a
continuous insurance charge that is deducted from the underlying fund on
a periodic basis. In other words, the management fees are higher on these
products, compared to regular mutual funds.* The size of this market is not
trivial. According to recent estimates by Moody’s, there is approximately
$1 trillion U.S. invested in variable annuity policies with explicit maturity
guarantees. In fact, Moody’s recently issued a ‘special comment’ which was
entirely devoted to the risks of these products.’

The impetus for our paper, is that the holder of these products — collec-
tively known as Maturity-Protected Investments (MPIs) — can at any time
sell and then repurchase the investment to reestablish a new basis for the
guarantee. This, in theory, would be optimal each and every time the value
of the account reaches a new high. By continuously engaging in this out-
and-in transaction, the individual could theoretically convert a money back
guarantee (i.e. a vanilla put) into a highest-value-achieved (i.e. lookback
put option) guarantee. Of course, transaction costs, in the form of loads and
surrender charges complicate this simple scheme, which is the essence of our
analysis. We classify this feature as the Real Option (RO) to lapse.

For example, assume that a contract owner, who is 55 years old, invests
$10,000 in a variable annuity with a basic money-back guarantee at death,
or in ten years, whichever comes first. The guarantee is funded with an
additional 100 basis points annual fee that is charged to assets on a daily
basis. If, for example, the investment doubles in value to $20,000 over the
next year, the contract owner is still paying 100 basis points for a put option
which is out-of-the-money by 50%. Clearly, there is a huge incentive to sell
the fund, and then re-purchase the exact same investment, to re-establish the
guarantee at the new $20,000 level. The companies providing the guarantee
are aware of this and therefore impose a contingent deferred surrender charge
(DSC) to ‘force’ investors to stay in the fund, or at the very least recoup
some of the costs if investors decide to lapse. Even so — and despite the
transaction costs — it may be optimal to swap the old out-of-the-money put, in

4According to Morningstar Inc., the average expense ratio on the universe of 8,200 U.S.
mutual funds is 137 basis points, while the 6,600 variable annuity sub-accounts have an
average expense of 211 basis points. The 74 b.p. difference can be viewed as payment for
the option.

5See Bells and Whistles: Credit Implcations of the New Variable Annuities. Moody’s
Investors Service, October 2000.



a exchange for the new at-the-money put. This paper will derive the optimal
lapsation policy, in the presence of a particular DSC schedule as well as
the appropriate continuous insurance charge that funds the maturity /death
guarantee. Our paper links the DSC, the continuous insurance charge and
the optimal lapsation strategy in a parsimonious and tractable manner.

From an academic point of view, a large and diverse body of research
has been published over the last 20 years on the topic of maturity-protected
investments. In the finance and insurance literature these products have
been analyzed under the title of equity-linked, or unit-linked, insurance poli-
cies. The landmark contribution in the field, was the Brennan and Schwartz
(1976), or Boyle and Schwartz (1977) extension of the Black-Scholes/Merton
formula (1973) to equity-linked insurance contracts. They assumed a market
that is complete in both financial and mortality risk. Therefore, all derivative
prices can be expressed as suitable expectations with respect to an appro-
priate probability measure. Building on the complete markets framework,
various researchers extended the analysis to stochastic interest rates and ex-
otic payoff structures. See, for example, Bacinello and Ortu (1993, 1996),
Ekern and Persson (1996), Nielsen and Sandman (1996), Persson and Aase
(1997), Aase and Persson (1994) as well as Miltersen and Persson (1999).
Without exceptions, all of the above mentioned papers on equity-linked in-
surance have focused on locating the single initial premium that funds, or
pays for, the maturity benefit. In practice, of course, the guarantee is al-
ways paid by installments, which, as we have argued, completely changes
the nature of the problem. More recently, and more practically, Windcliff,
Forsyth and Vetzal (2000), as well as Boyle, Kolkiewicz and Tan (1999) have
looked at the ‘reset’ features available in some of the variable annuities using
Monte Carlo and numerical PDE approaches. Milevsky and Posner (2000),
provided theoretical and empirical evidence on the cost structure of variable
annuity contracts.

Of course, within the context of insurance, a complete market assumption
implies that vendors can completely diversify their mortality risk by selling
enough policies. In contrast to these assumptions, our main argument is
that when option premiums are paid by installments — even in the presence
of complete mortality and financial markets — the ability to ‘lapse’ de facto
creates an incomplete market in which the contingent claim can not be hedged.
Therefore, to salvage the hedge, our theoretical contribution is to identify
the contingent deferred surrender charges (DSC) — properly calibrated to the
optimal lapsation policy — that will complete the market.



Usually, one thinks of transaction costs, commissions and trading fees as
impediments to pricing via risk-neutral expectations. Indeed, theoretical re-
search by Garman and Ohlson (1981) and Dermody and Rockafellar (1991)
as well as empirical work by Ronn (1987) has shown that ‘frictions’ induce a
multitude of non-unique valuation operators, which is the essence of incom-
plete financial markets. In contrast, we will demonstrate that our particular
contingent claim can only be hedged in the presence of a ‘friction’, which is
the contingent deferred surrender charge (DSC). This is not unlike the ideas
introduced by Dammon and Green (1987), and Prisman (1986), where tax
(frictions) can induce equilibrium in the bond market.

From a slightly different perspective, our research is similar to Geske’s
(1979) compound option, or Carr’s (1988) sequential exchange opportunity
where the holder is granted the right (but not the obligation) to acquire
another option at some future point in time. In our case, the contract owner
has the right to continue holding the fund — while paying additional expenses
— and maintaining the ‘old” money back guarantee. Likewise, our problem
can also be positioned within the context of the vulnerable (defaultable)
options literature, for example Johnson and Stulz (1987), but where the
default emanates with the buyer, instead of the seller.

The technical contribution of this paper is to formulate® the personal
lapsation decision as an optimal stopping problem. The Real Option is then
valued as an American contingent claim, with the strike price being equal to
the underlying account value net of any deferred surrender charges. From
that point, standard American option pricing techniques, such as Jack (1991),
Kim (1990), or Huang, Subrahmanyam and Yu (1996), or the more recent
Ju (1998) or Carr (1998), can be applied to locate the optimal lapsation
boundary, and by inversion, the proper continuous insurance charge.

Conveniently, when the population hazard rate is assumed constant over
time (exponential death) the free-boundary problem can be simplified a la
McKean (1965), and the corresponding ODE can be solved, to obtain closed
form analytic expressions for all quantities of interest. We provide expressions

5Optimal stopping techniques, vis a vis the decision to surrender or lapse an insurance
contract, have been employed in the academic literature. See for example Grosen and
Jorgensen (1997) as well as Albizzati and Geman (1994). However, the options analyzed in
those papers involve explicit interest rate guarantees that are added to insurance products
and therefore more properly treated as financial option, rather than Real Options. More
importantly, in contrast to those papers, our guarantees are paid by installments, which
is the essence of our market incompleteness problem.



for the optimal level at which to lapse the contract, assuming a fixed asset
and deferred surrender charge.

By means of an example we pre-empt our numerical results with the fol-
lowing case study; assuming the current 6% interest rate environment. A
60 year-old individual, with a life expectancy of 20 years’, that purchases
a death-protected mutual fund with a (historical broad-based U.S. equity)
volatility of 20%, an additional continuous insurance charge of 30 basis points
per annum, and a 2% contingent deferred surrender charge, should optimally
lapse the contract as soon as the account appreciates by exactly 57%. The
owner should sell the position — incurring the 2% DSC — and then repurchase
the exact same contract, which obviously generates a new at-the-money guar-
antee. From the insurer’s point of view, if the population exercises too early,
the insurer pockets more surrender charges than are needed to cover the
hedge. If the population exercises too late, then its guarantee — at least for a
time — is at a lower level than the insurer is hedged against. So, when people
die, the insurer does not have to pay out as much.

Stated differently, a 30 basis point continuous insurance charge together
with a 2% contingent deferred surrender charge will completely fund the
money back guarantee. However, the same model also indicates that if the
insurance company charges less than 16 basis points for the guarantee, the
mortality-contingent claim is essentially un-hedgeable, regardless of how high
the contingent deferred surrender charge is set. Finally, if the insurance
company charges more than 167 basis points for the guarantee, regardless of
how low the deferred surrender charge is set, a rational individual will never
purchase the product.

The remainder of this paper is organized as follows. Section 2 will intro-
duce notation, terminology and then derive the general model for the optimal
lapsing time and the value of the American contingent claim. Section 3 con-
tinues by making some specific assumptions about hazard rates and maturity
guarantees which then allows for a closed-form analytic solution. Section 4
provides some numerical examples, while Section 5 concludes the paper with
some general remarks and directions for further research. All technical proofs
are relegated to the appendix.

"This is according to the U.S. Decennial Life Tables for 1989-1991, complied by the
U.S. Department of Health and Human Services in conjunction with the National Center
for Health Statistics



2 The General Model

2.1 Underlying Asset and Dynamics

The contract owner pays exactly $1, at time ¢ = 0, to acquire a long position
in the mutual fund, together with a non-separable increasing-strike put op-
tion that matures at min[r,T], where 7 is the stochastic time of death and
T is the maturity of the guarantee, if any. In other words, the put option
guarantees at least €9, g > 0 at time 7', or at death, whichever comes first.
Of course, we can let T' = oo, which implies a guarantee at death only. In
the most general formulation, the physical price process for the underlying
asset obeys:

dU; = (e — a)Updt + o (Uy, t)d B, Uo =1, (1)

under the statistical (or actuarial measure), where B, is a standard Brownian
motion, y, is the drift rate, net of any non-insurance management fees, and
oy is the to-be-determined continuous insurance charge that ‘pays for’ the op-
tion. The variable o; can be viewed as a dividend yield outflow. Of course,
the dividend does not go to the fund holder, but to the insurance company.
In fact, actual dividends are assumed to be completely re-invested in the
fund, and are therefore absorbed in p;. Nevertheless, the continuous-time
payment o,U; flows to the insurance company providing the maturity /death
guarantee. In practice, the underlying fund consists of a collection of indi-
vidual securities, each following its own diffusion process. Without any loss
of generality, we will simply focus on the mutual fund value U;, and assume
that it can be treated as a single asset.®

The risk neutral process for the mutual fund, which we use for our com-
putations, is:

dUt = (7} - Oét)Utdt + O'(Ut,t)dét, UO = ]., (2)

where r; is the risk-free short rate, that replaces the drift, and Et, is the
Brownian motion under the new (Girsanov-transformed) measure.
One can also think of the underlying process U, as:

Ut = StAt, where At = 67']‘01: asds (3)

8Technically speaking, there is an element of a ‘passport option’ — see Shreve and Vecer
(2000) for recent details on these option — since the holder can re-allocate the individual
sub-accounts to increase the value of the guarantee. We ignore this problem at a first pass.
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and S; is the market value of the assets supporting the fund. In other words:
dSt = TtStdt —+ O'(St, t)dét, S(] =1 (4)

Finally, we let:
Rt = efO T‘Sd57 (5)

denote the standard money market account, where r, is defined as above.

2.2 Lapsation and Deferred surrender Charges.

The owner can lapse or surrender (read: sell) the contract at any time ¢ <
7 < T, and immediately receive an amount (1 —k;)U,, where 0 < k;, < 1. The
deterministic function k; represents the contingent deferred surrender charge
(DSC), which also goes directly to the company insuring the contract. One
can think of the deferred surrender charge k;, as both an incentive to remain
invested in the contract, and, more importantly, as a mechanism for funding
the put option. Intuitively, one can think of k; as back-up for a4, in the event
the owner lapses before the original option has been fully paid for. Clearly,
at the extreme, if k; = 1, the owner will never lapse and the ‘full’ «o; will be
collected for the entire life of the product.

Practically speaking, our model will locate the minimal (suitably de-
fined) DSC needed to cover a fixed (suitably defined) o continuous insurance
charge, as well as the minimal «; required to fund the guarantee, in the pres-
ence of a fixed DSC. Indeed, as we shall prove later, if we assume a k; = 0,
for all ¢ > 0 — in other words, no deferred surrender charges — there is no
viable continuous insurance charge «; that will fund the put option. In other
words, if k; = 0, then the only «a; that will fund the guarantee is so high
that the buyer’s rational policy will be to lapse immediately. Such a product
is not economically viable. Likewise, there is no deferred surrender charge
schedule that can compensate for an a; = 0. A policy of not lapsing will
simply leave no revenue with which to fund the guarantee. Both the deferred
surrender and the continuous insurance charge are critical for completing the
market and to properly hedge the contingent claim.

In particular, in the case of exogenously imposed constant values for the
surrender and continuous insurance charge, our model will identify the (o, k)
‘curve’ that completely funds the guarantee. Any combination of parameters
along this curve will result in a viable product. This curve will also induce
lower and upper bounds for «, denoted by aj and apy respectively, outside
which the product is unsustainable. More on this in section 4.

9



2.3 The Maturity and Death Guarantees

Let G(Uy) = max[e?, U], g > 0 denote the guaranteed amount. The fund
payoft can therefore be described as follows:

(1 — kU, if Lapsed.
Payoff = ¢ max[e9",U,;] at Death (t =7) (6)
max|[edT, Ur] at Maturity (t =T)

The formulation in equation (6) is general enough to include cases with no
maturity guarantee — such as with variable annuity policies in the U.S. — in
which case we set T' = oo. Nevertheless, the following stylized facts should
be evident from the structure of equation (6) First, our model assumes that
all possible surrender charges are waived upon death. In other words, it is
never optimal to lapse ‘an instant’ before death® since max[ed™, U, ] is strictly
greater than (1 —k,)U,, whenever k, > 0. Second, in the event of a time—T"
maturity guarantee, the money back guarantee implies that k7 = 0 and
all surrender charges are eliminated. Note that we do not require k; to be
continuous at t =T.

Finally, it is very important to note that the actual word ‘lapsation’ can
imply two very different activities. Lapsation can be rational, when it is
immediately followed by a re-purchase and solely conducted to re-establish
the basis of the guarantee. And lapsation can be irrational, when the deferred
surrender charge ‘penalty’ exceeds the value of the new option. Regardless
of whether lapsation was rational, or not, the payoff (or value) at the time of
lapsation will always be (1 — k;)U;. Our intention is to locate the situations
where it is rational to incur the k;U; ‘penalty’ for the sole purpose of re-
acquiring the contract and resetting the level of the guarantee. Our model,
as it currently stands, does not account for consumption or other liquidity
needs that would induce people to lapse for reasons other than swapping an
old option, for a new one. As such, we stress for one final time that our
optimal lapsation strategy means the optimal strategy for re-establishing the
basis. Clearly, though, there is nothing irrational about withdrawing funds
from an investment account, in order to fund general consumption needs.

9Note, however, that in practice, estate taxes might create an incentive to lapse the
contract ‘an instant’ prior to death. Needless to say, we will ignore taxes and other market
imperfections for the time being.
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2.4 The Death Rate

Let A\; > 0 be the (hazard) death rate for the insured population holding the
variable annuities. In our current formulation of the problem, and throughout
the paper, the hazard rate is assumed to be deterministic. Therefore, we let:

ﬂt — e fot Asds (7)

denote the probability of any individual within the group surviving to time
t, conditional on being alive at time zero. This implies that 3y, = 1 and
lim;_, By = 0.

More importantly, and quite critical to our model, we assume a very large
pool of insured fund owners — each of whom invests a relatively small amount
in the protected mutual fund — so that a fraction G, \;dt of the population
dies between time ¢ and t 4+ dt. This is another way of stating the classical
(and simplifying) assumption that mortality risk is completely diversifiable,
and therefore not priced by the market. As a result, the outflow (or payout)
due only to death between time ¢ and ¢ + dt is precisely:

Ctdt = ’U()G(Ut)ﬁt)\tdt, (8)

where vy is the (very large) originally invested capital of all the fund owners.
We are tracking the dynamic evolution of the entire sum of money which
was originally invested in the death-protected mutual fund at time ¢t = 0.
Therefore, to be absolutely precise, we will in fact be computing the opti-
mal lapsation policy for the entire population, as opposed to any particular
individual within that group. Rational behaviour will be for all individuals
still alive at that time — who have the same investment guarantee — to lapse
simultaneously.

It should be emphasized that we are not going to hedge any individual
variable annuity account. Rather, we will hedge the seller’s exposure to all
such accounts in aggregate.

2.5 The Hedge Portfolio

The insurance company insuring the protected mutual fund hedges the guar-
antee by trading the underlying asset S; (not U;) and the money market
account R;, during the life of the product. Up to the optimal lapsation time,
the hedge portfolio will be denoted by:

Vi= SOtSt + @/Jth (9)

11



where ; is the amount held in the underlying security, and v; is the amount
invested in the money market account. This formulation is intuitively con-
sistent with the firm’s commitments, since, if there were no guarantees,
Vi := voUy, and ¢, := vg Ay, as per equation (3). The presence of the guaran-
tee ‘forces’” a 1, term, and a more complex trading strategy ;.

The hedging portfolio will obey the following stochastic differential equa-
tion:

d‘/; = QDtdSt + ¢tht - Ctdt, (10)

The term ¢;dS; + ¥dR; in equation (10) is a self-financing portion, while
the quantity, c;dt represents the (consumption) outflow due to death. At this
point we have not determined (optimized) oy and k;, and therefore V4 does not
necessarily equal vy, the original amount invested. In other words, recall that
our objective is to find the {ay, k;} ‘pair’ that makes the hedge self-financing.
In our context, self-financing implies that the initial (aggregate) cost of the
hedge, Vp, is exactly equal to the initial (aggregate) amount invested by the
unit holders, denoted by .

By the definition of a hedging strategy, for the portfolio V; to cover the
guarantee, we must have that:

T

_ <t<

>, =
‘/t - Lt { UoﬁTG(UT) for
The value of the portfolio (assets) must always exceed the liability. The
portion vy (1 — k;) 5, U; covers the ‘lapsation value’ of the fund, for the fraction
(B:) who are still alive, while vo07rG(Ur) covers the maturity guarantee.

2.6 Formulation as American Contingent Claim

Using martingale pricing methodology, extensively described in Karatzas and
Shreve (1998), we now locate Vj, which is the initial cost of the hedge. First,
notice that although V;, from equation (10), is not a self-financing portfolio
(SEP), as a result of ¢;dt, it can obviously be converted to an SFP by adding
an appropriate term. The portfolio V; + n.R;, is an SFP if we construct
dny = (¢;/Ry)dt, and ng = 0. This, in turn, implies that:

1

V,
R (Vi +mRe) = — + s, (12)
t

M, =
t R,

12



is a Martingale. Therefore, since Ry = 1, and 1y = 0, we have that:

~ ~ |V e ~ |V ? Uoﬁt)\tG(Ut)
Vo= My = Ey[M,| = Ey | — —dt| = Ey | — ———dt|,
0 0 0 [ M] 0{R5+/0 R 1 O[Rs-i-/o i
(13)

for any s > 0, where E;[] denotes the risk-neutral conditional (on time—t)
expectation. In words, the discounted value of the hedging portfolio plus
the discounted sum of all payments made at death, is a Martingale. If, for
example, the death rate and the continuous insurance charge are set to zero
(ap = 0, \y = 0), while the deferred surrender charge is set at 100%, (i.e.
k, = 1), equation (13), with s = T, collapses to: Vo = Fy [max[1, S7] /Rr).
This is the Black-Scholes/Merton, risk-neutral expectation for an at-the-
money European put option plus a position in the underlying security.

Finally, our paper’s main theoretical result is as follows: The initial value
(cost) of the hedging portfolio for the variable annuities must satisfy:

Vo = vy sup Eo [£ +/ Mdt] , (14)
0<s<T R, o Ry

where the supremum in equation (14) is taken over all possible stopping
times, in the early exercise sense of McKean (1965). Most importantly, the
value of s*(U.) which maximizes the risk-neutral expectation in equation (14),
is the optimal lapsation time for the death-protected mutual fund.

At first glance, the expectation in equation (14), and the free boundary
problem is creates, is more ‘complicated’ than a standard American option
pricing situation. This is primarily due to the path-dependent nature of
the integral term. And, in the most general case, all we can hope for are
numerical approximation, a la techniques described in detail by Kim (1990)
or Ju (1998), for example. Fortunately, as we shall see in the next section,
when we impose a particular structure on the hazard rate \; (and maturity
guarantee) and in addition we assume a fixed{a, k} ‘pair’, the problem can
actually be solved in closed-form. This is quite similar to the valuation of
the perpetual American put — which is available in closed form — because the
relevant PDE collapses to an easily-solvable ODE.

To complete the argument, the expectation in equation (14) will provide
us with V. We then set Vj = vy, to locate the {ay, k; } surface. To understand
why this is the case, imagine the following. If we assume that k; is small
enough and the a; = 0, then it must be that for any fixed vy, Vy/vg > 1, since
the initial capital is not enough to fund the benefit. Also, if oy = o — o0,

13



then Vg /vy < 1, since, Uy — 0 and in this case the guarantee collapses to:

T gt gl
Yo _ max {1 - ko,/ ﬁt?f a4+ 1< (15)
0 t

Vo Rt

Now, fOT BiAidt = 1— B, so the second term in equation (15) is less than one,
as long as r; > g Vt. This should be intuitive since otherwise the guarantee
exceeds the risk free rate which can not be sustainable.!® Likewise, the
first term in equation (15) is less than one, provided that £ > 0. And so,
Vo/vo < 1, when oo — o0, provided that both conditions apply. Therefore, in
either event, there must exist some intermediate value of @, that results in
Vo/vo = 1, and that exactly funds the maturity /death guarantee.

2.7 Alternative Risk-Neutral Representation.

Define the (future lifetime) random variable, 7, with density \;3;, such that:

P(r>1t) = / \Buds = By, (16)
t
We can now express equation (13) as:

Vo = vosup Ej l (17)

0<s

G ( Umin[T,s} ) ]
Rmin [7,s] 7

which provides a risk-neutral pricing relationship. The sup in equation (17),
is over all stopping times (unlike 7) with respect to the filtration of U;. We
should point out at this juncture, that equation (17), and equation (14), are
general enough to include situations where the guarantee expires at a certain
age. This is the exact opposite of a maturity guarantee, and is common in
some of the variable annuity policies. This essentially implies that if death
occurs after a certain age, (age 80 for example) the payoff from the fund is
limited to U, at the time of death, and not G(U,).

2.8 The Discounted Value of the Continuous Insurance
Charges

In some cases, it might be important to compute the discounted value of the
continuous insurance charge. First, let I, denote the stochastic — discounted

10The few companies who do offer accumulation rates greater than the risk free rate are
obviously undertaking a large amount of credit risk.
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to time zero — value of fees collected until time ¢, on a simple account of initial
investment $1. By construction, we have that:

Uy

dly = 5t (18)

The quantity a,U;dt can be viewed as the instantaneous cash flow to the
insurance company, while the R; * factor, discounts the quantity to time zero.
We are interested in both the dynamics of I and its risk neutral expectation
E’O [IS], where £ is a general stopping time for the process U;. First, by a
simple chain rule, we have that:

Ut _IrtUt 1
d(—) = dt + —dU,
&) =R TR
—'I"tUt (Tt — CYt)Ut O'(Ut, t)Ut ~
= dt dt + ————dB
” T TR TR, !
—OétUt O'(Ut,t)Ut ~
= dt dB
R T TR ‘
= —dI° + Mdgt' (19)

t

Therefore, by rearranging equation (19), and recalling that Ry'Uy = 1, we

have that:
¢ ¢ U So(U, U ~
IO — IO — _t ty t B
£ /0\ d t /0 d(Rt) +/0 Rt d t

13 _
_ _ﬂ+/ oUnt)l (20)
0 Ry

The discounted value of the insurance risk charge, up to a stopping time
(subject to standard integrability conditions) £, is: 1 — RglUg plus an Ito
(martingale) integral term, whose expectation is clearly zero. This implies:

T o - U§ - — 5” a)d
EolIg) =1 - E lﬁj —1- F [Sge J§ (et ”] (21)

where the second equality comes from equation (3). In specific cases, equation
(21) can be solved to provide the entire distribution of the discounted value
of fees.
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3 Analytic Solution.

3.1 Constant DSC and Hazard Rate with Guarantee
at Death only.

In this section we make some assumptions on the structure of A;, oy, ki in
order to derive complete analytic solutions for the optimal lapsation time.
Specifically, we start by assuming that A\; = A, which implies that g, =
exp{—At}. This is an exponential assumption for future lifetime, which can
be calibrated to any mortality table by fixing the same life expectancy. For
illustrative purposed, Figure 1 displays the relationship between the expo-
nential distribution and a proper mortality table, assuming they share the
same life expectancy, or first moment. Specifically, the graph shows the Cu-
mulative Density Function (CDF') of the age-at-death random variable, under
both assumptions. In terms of ‘goodness of fit’ to population mortality, the
exponential assumption kills too many people early on, and lets too many
live later. As well, the exponential assumption allows for a finite probability
of surviving to any age. This is clearly unrealistic, but, we claim it provides
a reasonable first approximation for the optimal lapsation time.

Also, since most insurance companies charge the same insurance fee, a,
regardless of the age of the account holder — which implies that the aggregate
hazard rate is independent of age — we believe that an exponential assumption
can be justified based on common practice in the industry.

In this section, we further assume that T = oo, which means that the
guarantee only applies at death. Likewise, we let ¢ = 0, so that G(U;) =
max[1, U;] and the deferred surrender charge is k; = k and the insurance
charge is a; = a. The constant assumption for both these variable is less
problematic, since, in practice this is usually the case. Finally, we assume a
simplified geometric Brownian motion economy with o(Uy,t) = oU,;, r, = 7,
and R; = exp{rt}.

The main pricing equation, originally presented in equation (13), can be
written as:

V, = V(t,u) = vosup E; | (1 — k)e e 70, +/ Ae Memm@ ) max(1, U,]dg| ,

t<s t
(22)
where the first term in the expectation captures the surrender/lapsation
value, and the second (integral) term captures the actual death benefit. Now,
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Figure 1: The graph displays the relationship between the probability of sur-
vival under an exponential distribution assumption (solid line) and a realistic
Society of Actuaries population mortality table (dashed line), assuming the
same life expectancy of 20 years, at age 60.

60 70

Age-4Death % 100

given the infinite maturity, we can re-write equation (22) as:
V(t,u) = e MW (u), (23)

where

W(u) = sup Ep |(1 — k)e- MU, + / Ae~ MM max(1, U,)dg (24)
0<s 0

Using standard techniques obtained from the generator of the diffusion pro-
cess — see Karatzas and Shreve (1998) for details — this leads to the follow-

ing ordinary differential equation (ODE), satisfied by the valuation function
W (u);

(r — a)uW'(u) + %2u2W”(u) — A+ 7r)W(u) = —Amax[1, u, (25)

on the interval (0, L), and W (u) = (1 — k)u, on the interval [L, c0), where L
is the optimal lapsation boundary. Also, by construction, W (1) = 1.
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The solution to this particular ODE,; is:

A a1 as
o mu+b1u + bou 1<u<L
wi = { Tt sl (20
where:
—(r—a—30%)+ \/(r —a—102)2420%(A+71)
a; = ) (27>
2
o
—(r—a—30?) — \/(r —a—10%)?+20%(A+ 1)
a = 5 (28)
o
and
1 ar A+ aas
by = — 29
! al—ag()\—l—r /\—Fcy)7 (29)
1 A+ aay ar
by = - 30
? al—a2<)\+a )\—I—T) (30)

The next step is to compute the optimal lapsation time, which is the level L,
at which the fund should be lapsed, since the time dependency is irrelevant.
This is similar to the process of computing the perpetual American put price
by locating the lapsation level that maximizes the option value. In our case,
the optimal lapsation boundary is at:

bg(l — CLQ)) ﬁ
L= |2 = , 31
<(CL1 — l)bl ( )
and the corresponding!! deferred surrender charge is:

B A
A+«

k=1 — b L) —pyple2=D) (32)
The feasible region for the continuous insurance is determined by the condi-
tions b; > 0, and L > 1. This leads to a range of feasible values in between:

0_2 2r  2(A+r)

=—|=- ~1 33

HThe details of this ‘proof’ are available from the authors upon request.
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where a is the unique root of the cubic equation,

2
R G A (34)
g ro

and

a2\
2r
Naturally, a, the root of equation (34), must be obtained using (Newton)
numerical methods. Note that when a = ay, the DSC must be high enough
to guarantee non-lapsation so that L = oo. Likewise, when o = ay, L =1
and lapsation is instantaneous. The maximum contingent deferred surrender
charge — that would make the product viable — is:

(35)

g =

A . Qay,
Atar A+ap

k=1 (36)
since by = 0 and L = oco. Stated differently, if the insurance company wants
to levy the lowest possible fee on the variable annuity — denoted by «y, — they
must charge k so they have enough to cover the hedging cost. A Deferred
Surrender Charge of k will complete the market.

Finally, we conclude that the Total Expected (risk neutral) Discounted
Fees consists of two portions The first portion is the present value of fees
collected until the earlier of death or lapsation. The second portion is the
present value of the DSC, if lapsation occurs prior to death. Consequently,

TEDF::[1—i%[R;;mﬂU@mmﬂH-+E%[Rg%ig§<7ﬂ (37)
=1-(1—-k)LE [R;,6 <7] - Eg [R;'U,, € > 7] (38)

=5 i = (1 — Ll_al) L kL™ (39)

In particular, if & = ay, (which implies that L = c0), we have that TEDF =
a/(A+ a).
4 Numerical Examples.

In the following example we will assume an r = 0.06 interest rate environ-
ment, and a population of individuals, each with a life expectancy of exactly
1/X = 20 years. According to equations (35,33), a variable annuity with a
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Figure 2: The graph displays the relationship between the continuous insur-
ance charge («), in basis points, and the optimal lapsation level (L). We
assume an r = 0.06 interest rate, and a 1/\ = 20 year life expectancy. The
volatility is oy = 0.15 (dashed line) and oy = 0.25 (solid line).
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volatility of o = 15%, can ‘afford’ a continuous insurance expense charge of
any number between (10000c;, =) 7.26 and (10000cy =) 93.7 basis points.
If, in fact, the lowest insurance charge, of 7.26 basis points is levied on the
fund, then the company must charge a DSC of exactly £ = 0.0143 (~1.4%),
according to equation (36). The optimal lapsation level, L, will depend on
the particular ‘pair’ («, k) chosen by the company. For example if @ = 10
basis point, then L = 1.564, and the individual should lapse as soon as the
fund appreciates by 56.4%.

Figure (2) displays the graphical relationship between the continuous in-
surance charge (in basis points) and the optimal lapsation level. Specifically,
we assume a 6% interest rate and a 20 year life expectancy. The two curves
represent a volatility of 15% and 25% respectively. Intuitively, a higher curve
indicates a higher volatility because the value of the embedded option is
higher and therefore one should wait longer — i.e. higher price appreciation
— before discarding the old option. Also, ceteris paribus, as the insurance
asset charge increases, the optimal lapsation level decreases. This is because
the costs of holding the fund are higher relative to the value of the guarantee
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Figure 3: The graph displays the relationship between the continuous in-
surance charge («), in basis points, and the Deferred Sales Charge (k). We
assume an interest rate of r = 6%, and a life expectancy of 1/A = 20 years.
The volatility is o3 = 15% (solid) and oy = 25% (dashed).
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as well as the exit costs. In fact, although it is hard to see from the figure,
if the insurance charge is exactly equal to ag, the optimal lapsation level
‘hits’ a value of one. This means that one should lapse the contract instan-
taneously after purchasing it, or in other words, the contract should never
be purchased. Stated differently, if & > ag, the contract is not viable since
no rational individual will ever hold it.

In the same vein, Figure (3) displays the relationship between the continu-
ous insurance charge (in basis points), and the contingent deferred surrender
charge. Once again, we assume a 6% interest rate and a 20 year life ex-
pectancy. The two curves represent a volatility of 15% and 25% respectively.

Perhaps at the risk of belaboring our main point, we emphasize that all
combinations of («, k) on the curve represent an appropriate charge for the
embedded option. In other words, there is no unique price for the contingent
claim. As the figure indicates — in the case of 25% volatility — the insurance
company can pick a DSC of 5.3% and levy a continuous insurance charge
of 28 basis points, or they can charge no DSC and impose a « of 260 basis
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points. Either of these pairs — or any combination on the curve in between
— will create enough money to construct a self financing portfolio to hedge
the option. Of course, the optimal lapsation policy on the part of the indi-
vidual will depend on which one of these pairs is chosen by the company, as
evidenced by Figure (2). Nevertheless, there is no right or wrong continuous
insurance charge, rather, an entire range of values can be justified, provided
the contingent deferred surrender charge is properly selected.

Finally, as a summary, Table #1 displays the relationship between volatil-
ity o and the feasible region for the continuous insurance charges. For exam-
ple, a mutual fund with a volatility of 30%, should, at the very least, levy a
continuous insurance expense charge of 42.3 basis points. This (low) amount
would fund the death benefit, only if the company imposes a DSC of 7.8%. If
the DSC is set lower than 7.8%, when o = 42.3 basis point, the death benefit
is un-hedgeable. Obviously, as intuition would dictate, if the company wants
to charge a higher a than 42.3 basis points, they can charge a lower DSC.

A few points are in order. First, when the life expectancy is greater than
20 years, i.e. the hazard rate A < 1/20, the feasible region (ay,, agr) uniformly
moves lower. In other words, the company can charge less for both (o, k).
Intuitively, higher life expectancy is akin to lower volatility, which, as one
can see in Table 1, has a dramatic effect on the values of ar,ay, and k.
For example, when 1/A = 30, which is roughly a 50 year old, we have that
ar = 22.1 basis points, k = 6.2% and ay = 250 basis points. In the same
manner, a higher interest (discount) rate will also move the feasible region
lower.

As a means of comparison, we contrast our numerical results to data sup-
plied by Morningstar Inc., for the universe of 375 variable annuity policies
(6,600 sub-accounts) sold in the United States. The median insurance charge
levied on a simple money back guarantee variable annuity (fund) is 115 basis
points. The median volatility for these funds is 18%, and the median surren-
der charge is 7%. According to equation (32), for a volatility of o = 0.18, and
a = 115 basis points, with r = 0.06, and 1/ = 20, we get k = 3.1 x 1074,
If we take a more aggressive ten-year life expectancy (1/A = 10), we get k =
9.2 x 1073. Both are nowhere near the median 7% reported by Morningstar.
However, if we let 1/\ = 4.4 years, we obtain ‘fair’ pricing.

Stated differently, according to our model, the average insurance charge
on a variable annuity sold in the United States can be justified, if one as-
sumes that all contract owners are completely rational and when the typical
contract owner is expected to die in exactly 4.4 years. Furthermore, since
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| Assumptions: 7 = 0.06, A = 1/20 |
| Volatility (o) || 10000, | 100k || 10000cy ||

| 10% | 20 [ o4] 416 |
[ 5% [ 72 [ 14] 97 |
I 20% [ 162 | 31 [ 1666 |
I 2% | 282 | 53 [ 2604 |
| 30% | 423 [ 78 | 375.0 |
[ 40% [ 742 [ 129] 6666 |

Table 1: The Effect of Volatility on the Feasible Region

non-rational lapsation benefits the insurer, the reality of non-rational be-
haviour implies that even a lower average life expectancy makes observed
prices “fair”. These results are consistent with the low numbers obtained in
other estimates of the ‘value’ of the death benefit in variable annuities — see
for example Milevsky and Posner (2000) and Windcliff, Forsyth and Vetzel
(2000) — but fully accounts for lapsation in an economically parsimonious
manner.

5 Conclusion.

In a recent issue (July 2000, page 48) of the Dow Jones Investment Advisor,
a financial planner was quoted as saying;:

“...with the guarantee on a variable annuity providing a protected
floor...then if the investments pan out, we can always 1035-exchange'?
the client into another contract that allows us to establish a new
higher death benefit. A few months ago we had a 73-year old client

in tech stocks...when the account appreciated by 40% we did a
1035-exchange. The old contract had the old floor...we got a new
contract with a 40% higher floor.... This strateqy only works...with
products that contain no surrender charges... We like to structure

it so it does not cost the client anything...”

12 A 1035-exchange is the practitioner terminology for the section of the United States
income tax act (ITA) which allows this transaction without inducing a taxable event.
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As the above article indicates, it appears that Real Option to lapse is
valuable and is quite popular. Although we obviously disagree with the
second part of the quote, namely that it only ‘makes sense’ when there are
no surrender charges. In any event, our paper has examined a very basic
question faced by all investors in variable annuity contracts. The issue at
hand is: At what point should I lapse my contract and re-establish the basis
of the guarantee? We view the personal ability to lapse the investment as
a Real Option that is analogous to the abandonment option, or the option
to shut down, in classical corporate finance. The symmetric opposite side
to this question is: What is the optimal asset-based charge that funds the
guarantee, assuming investors will lapse rationally? Indeed, the answer to
both questions lie in the structure of the deferred surrender charge.

Our paper’s main contribution lies in highlighting the critical importance
of the deferred surrender charge (DSC) in completing the market and allowing
the claim to be hedged. In some sense, one can say that transaction costs
(frictions) complete the market and allow for the existence of a self-financing
strategy. The self-financing strategy does not result in a unique price, per
se, but rather a menu or schedule of charges that can support the claim.
Technically, we formulated the problem of when to lapse as a free boundary
problem and provided a closed-form analytic solution when hazard rates were
constant.

Our model should enable users to answer any of the following questions:

1. By how much does the account value have to appreciate, before it
is optimal to exercise the Real Option to lapse the contract, and re-
establish a new (higher) basis?

2. Assuming a particular continuous insurance charge, what is the lowest
contingent deferred surrender charge that will allow the company to
recoup its hedging costs? Likewise, assuming a fixed DSC, what is
the lowest continuous insurance charge that will allow the insurance
company to recoup its hedging costs?

3. How high can the continuous insurance charge be set, while still main-
taining a viable product? In other words, how expensive does the
product have to be, for it to be optimal to never purchase the con-
tract?

Further research will attempt to ‘solve’ the optimal lapsation policy for
more general hazard rates, underlying processes and maturity guarantees.
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Also, the authors will examine some of the issues pertaining to hedging these
guarantees, especially as it relates to using exotic products, such as Barrier
options, that take advantage of lapsation behavior. Finally, the authors will
use some of the recent work on minimizing Shortfall Risk, which is in the
spirit of an actuarial approach, as an alternative to No Arbitrage valuation.
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6 Appendix
Typos and minor changes in the body of the paper.

e Section 2.4: after “the hazard rate is assumed to be determinstic”, add
“and to be non-integrable”.

e Formula (11): “0 <t < T” should be “0 <t < T".
e Section 2.6: delete the phrase “k; is small enough and the”.

e Formula (15): the final denominator should be Rr. And a few lines
later, the appropriate condition should be that ky > 1.

e Section 2.6, end. Add: “The converse is true when the rates r; and
A¢ are constant. In that case the second term in the above expression
equals

A (1 _ 67()\+r7g)T) 1 e Otrg)T
Ar—g ’
which exceeds one for every T, provided g > r. In other words, the
guarantee is perfectly fundable for some a exactly when ky > 0 and
r>g.”

e Formula (17): EZ should be Ej

e Section 3, after (35): Change “a = ay,L = 1" to “a = ay, it follows
that k=0, L =1,

e Section 3, after (36). Add before the last sentence of this paragraph:
“If k > k then L will be infinite, and the only o which perfectly funds
the guarantee is a = a.”

6.1 Generalizing the model

The model of the paper is one in which a closed formula solution can be ob-
tained for the DSC k that perfectly hedges the contract for a given insurance
charge . Much of the same analysis applies to more general models, and for
this reason, we will carry out the calculations for the more general model,
as far as possible. At the end, the general model will produce k as the root
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of an equation. In the context of the paper however, an explicit formula is
possible, and we will point out this simplification.

We incorporate three effects into this model. The first already occurred in
the early sections of the paper, namely a growth rate g > 0 for the guarantee
(in section 3 and 4 of the paper we took g = 0 however).

The second effect is the inclusion of irrational lapsation at a fixed rate Ao,
typically around 10%. We now write \; for the death rate, and set A\ = \{+\s.
Of course, the original model hedged against all possible lapses, rational or
irrational. Irrational lapsation leads to surplus revenue for the policy writer
though, and including this effect into the model permits hedging fees to be
lowered and made more competitive. We model such lapsation as occurring
at a fixed rate, irrespective of the behaviour of the underlying mutual fund.
The irrationality is only from the point of view of the writer of the contracts
— many of the policyholders doubtless have good reasons for lapsing that
simply have nothing to do with the economic value of the policies (eg. cash
flow). Since poor judgement is not assumed to be the cause of lapsation,
we do not assume any corresponding irrationality when it comes to failing
to lapse. In other words, the worst-case scenario that we hedge against is
still one in which there is a stopping time S such that the entire cohort of
indiviuals who haven’t previously died or lapsed (irrationally) will opt to
lapse simultaneously at time S. More complicated models, which we have
not considered, might try to stratify the initial population of policyholders
into groups with different lapsation behaviours (eg. never lapse, only lapse
irrationally, only lapse rationally, etc.)

The final effect we incorporate reflects the reality that most of the con-
tinuous insurance charges actually imposed do not get used for hedging pur-
poses. Instead they get allocated to trailer fees, management expenses, etc.
To model this, we break the total continuous insurance charge « into two
components, &« = aj + g, where oy is the insurance charge reserved for
hedging purposes, and the charge allocated to other purposes is s (specified
exogenously).

In other words, our model is as follows. The asset underlying the policy
still obeys

dS, = rS,dt + oS, dB,

and the account value U; = e~ S, obeys

dU, = (r — a)U, dt + oU, dB,.
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At the time & of lapsation we still recover kU, for the hedge. Of course, one
could also incorporate additional non-hedging DSCs. Unlike non-hedging
insurance charges, these have no effect on how the contracts are hedged,
since their only effect is that the client recovers less than (1 — k)U; upon
lapsing. For this reason we ignore such a possibility.

The fraction of contracts still being held at time t < £ is now

At (M)t
ﬁt—e —e(l 2)7

and the book value of such contracts is f;v9. The outflow from the hedge is
Ct dt = UOﬁtP‘l(Ut vV €gt) + [/\2(]_ - ]{7) + OéQ]Ut] dt

since funds leave the account steadily in three ways — death, irrational lap-
sation, and non-hedging insurance charges. For convenience, write

’}/:)\2(1—k‘)+0(2. (40)

To be hedged, the value of the hedging portfolio must satisfy the condition

1-KkpU, ,t<T
‘/;5 2 Lt _ UO( )6ttt ) <
Uoﬁt(Ut\/eg) ,t:T

for every t. As in Karatzas and Shreve (1998), the portfolio that hedges the
aggregate accounts then satisfies

V,= sup E [e_r(s_t)LS
T>S>t

s
—I—/ voe_’"(q_t)e_kq()\l(Uq Ve +~U,) dg | Fil
t

where the supremum is taken over stopping times 7' > S > t. As before, we
wish to choose the free parameters g, a1, and k to ensure that Vy = vy.

With a finite maturity 7', it is hopeless to look for analytic solutions,
and one has no recourse but to turn to numerical techniques, for example,
solving a free boundary value problem numerically as in the corresponding
problem for American options. Instead we work here with T' = oo, so that
the only way to end a contract is to lapse or to die. Work in progress involves
generalizations of the problem, including the case of a finite maturity. This
is discussed briefly in section ?7.
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To eliminate the t variable, we work with a discounted account value
Y, = e 9tU,. Then

Vi = er(gf)‘)t sup E’[(l — k)e*(kﬂ“fg)(sft)ys
§>t

s
n / ef(A+T*g)(Q*t)()\1(Yé V1) + ’YY;) dg],
t

and the last expression is independent of ¢ by the Markov property. In other
words,

V, = voe(g_k)tW(e_gtUt)

where

W(y) = sup E[(1 - k)e” 795y,

S
+ / e~ Wr=9a(\ (Y, V 1) +~Y,) dq],
0

dY; = (r —a — g)Y,dt + oY, dB,,

The question before us is that of finding parameters so that W (1) = 1. The
approach we will take is the standard optimal stopping argument, in which
it is assumed that the optimal S is the first time Y; exceeds some level L, and
a corresponding free boundary problem is solved. This gives a candidate for
the function W. One then verifies that it is the solution using an argument
via the Snell envelope. Existence and uniqueness is addressed separately,
using monotonicity and the intermediate value theorem.

Having described the general model, we now proceed to work through
the paper, providing technical details and justifications in places where they
were originally omitted. Throughout, we will be careful to indicate places
where our comments are meant to apply to the general model, rather than
to the special cases considered in the paper (as = 0, Ay = 0, and in places,

g=0).

6.2 Commentary on section 2.4 of the paper

In the penultimate paragraph to section 2.4, it is stated that the worst-
case scenario, the one that has to be hedged against, is that all remaining
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individuals opt to lapse simultaneously at the worst possible time for the
writer of the policies. This is clear from econimic considerations, and we
have built the simultaneous lapsation principle into our model. A more
general model could be constructed in which this is a consequence rather
than a hypothesis, but we have not included this here. There are situations
in which such an analysis would be useful however. For example, if the
policy allows the writer to dynamically adjust the parameters within some
given range, the writer might react to partial lapsation at some non-optimal
time by using the surplus earnings to lower a and so delay future lapses. In
such cases, the hedging strategy would have be adapted to react to partial
lapsation. We hope to persue these issues in future work.

6.3 Commentary on section 2.6 of the paper

Consider the general model first. We need to address the following issue from
the end of the section. Fix values of the exogenous variables A\; > 0, Ay > 0,
as > 0, r >0, and ¢ > 0. When do there exist values of the three free
variables a; > 0, k € (0,1], and g > 0 that make V;/vy = 1, and to what
extent are these values unique? In particular, given values for two of the free
variables, does the above condition uniquely determine a value of the third
variable? Note that we rule out the case k = 0, as in that case we expect the
locking in of any gains to produce instantaneous lapsation.
Recalling that U, = e~*S;, we have that

=2 = sup E[(l . k)ef(r+a+/\)sssl{s<T} + 67(r+)\)s(67a555 v egs)l{szT}

+ / eI\ (67098, e99) + ye~*9S,) dg]. (41)
0

Since v = Ao(1 — k) + a, (41) is easily seen to be continuous and monotone
in the free variables a; > 0, k € (0,1], and g > 0. It is decreasing in oy and
k, and is increasing in g.

If Ay > 0 then (41) is strictly monotone in all three variables, at least while
the optimal s satisfies P(s = 0) < 1. To see this observe that the integrand
itself is strictly monotone (notice that e~*9S, — €% takes both positive and
negative values for ¢ arbitrarily close to 0). When P(s = 0) = 1 it follows
that lapsation is instantaneous, and Vy/vg = 1 — k < 1. Thus, for any value
of two of the three free variables, there is at most one value of the remaining
variable that makes Vg /vg = 1.
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If Ay = 0 then (41) is still strictly monotone in a; and g, but does not
vary with & once the optimal s satisfies P(s = T') = 1. In this case, there
will typically be a value k depending on a; and g such that Vj /v is strictly
monotone in k for k < k, and is constant for k > k.

We will analyze this expression further, in the special case that T' = oo.
To ensure convergence, we must have g < A 4 r. Taking limits as a; — o0
gives

E — /Oo )\16—(/\+r)qegq dg = A1 '

Vo 0 A+r—g
If g > Ao+ then this expression exceeds 1, so by monotonicity there will be
no parameter values for which Vj/vg = 1, and the portfolio is unhedgeable.
In other words, though values of g between Ay + 1 and A+ r could be hedged
by charging an initial fee, they cannot be hedged just on the basis of DSC’s
or continuous insurance charges. And values of g exceeding \ + r are simply
unsupportable under any circumstances.

So in what follows, fix a value of g such that g < A +r. Then Vj/vy < 1
for oy sufficiently large, uniformly in k. At the other extreme, consider what
happens when o = k£ = 0. In that case, since e” 795, is a martingale,

— =sup E[/ (A + ag)e”AFa2lagmrag dq

Vo

+ /08 e~ e (N (67298, V €97) 4 (Ag + ap)e 298, dg]
> sup E[/oo()\ + ag)e”AFa2lagTrag dg

+ /OS()\ + ag)e”AFalagmrag gl
= /Ooo()\ + ag)e”WMea gy — 1,

Appealing to monotonicity, we see that the values of o such that there exists
a k € [0,1] making Vy/vy = 1, form an interval [ay, ay|, where 0 < oy <
ayg < oo. This is the feaxible interval — the range of parameters for which
there exists a perfect hedge. Moreover, when a; = ay, the hedging value of
k must be k = 1, otherwise oy could be increased still further.

Consider first the case Ao > 0. The parameter values are constrained
by the inequalities oy, > 0 and £ < 1. By strict monotonicity, at least
one of these inequalities must hold with equality at the lower endpoint the
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feasible interval. In fact, substituting numerical values easily shows that
either possibility can occur. For example, if )y is large it may be possible
to hedge the contract even without using continuous insurance charges for
hedging, in effect using the DSC of lapsing customers to hedge the guarantee
of the remaining customers. On the other hand, if Ay is small but non-zero
it will turn out that this is impossible, and that k£ = 1 when a; = a,.

If A\ = 0, on the other hand, then there is a further constraint to take
account of, because at some point V; /vy ceases to be strictly monotone in
k. This will make it impossible to raise k to compensate for further lowering
a1. In fact, we will see later that in this case, this effect defines the value
oz, and that for a; = oy, a range of values k € [k, 1] will hedge the contract.
The choice of k in this range is irrelevant, because even at k = k, the optimal
strategy is to never lapse.

In fact, there is a related effect even in the case Ay > 0. It will turn out
that there is an intermediate value a;; of interest. Under the perfect hedge,
the optimal lapsation time is a.s. infinite when «; € [ap, ay], and is finite
with positive probability when ay € (apr, agl]. If Ay = 0 then ay = ayy, but
otherwise we have ay < ajp,. When )\, is small but nonzero, the two values
are very close of course, which is why k£ = 1 when «; = «a, in this situation.

6.4 Commentary on Section 3: Snell’s envelope

In the next section we are going to derive the function which is the conjec-
tured solution to the optimal stopping problem discussed above. It is worth
keeping in mind what properties this function must have, before we can con-
clude that it really does solve the problem. Recall that the solution to an
optimal stopping problem

sup E[A]

s>0
(where s ranges over stopping times) is given by the Snell envelope. In other
words, in its simplest form, by a process M; such that

M; is a uniformly integrable continuous supermartingale

M; > A; > 0 for every t

o M} = M, is a martingale, where £ = inf{t > 0 | M, = A,}.

limt_wo Mt = llmt_wo At a.s. on {5 = OO}
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Then for any stopping time s we have that
My > E[M,] > E[A],
and
My = Mg = E[M¢] = E[Ag].
We take

t
My = e P ) [ e OOy, v 1) 4 Y, da
0
t
A= (1= ke Moty / =TT\ (Y, V 1) +9Y,) dg
0
Assume that

g<A+r. (42)

In fact, to actually find a suitable function W satisfying W (1) = 1, we’ll end
up needing the stronger condition g < Ay + r. But the latter is not required
for this part of the argument.

What will be required of W (y) is as follows. There is a value L € (1, 0]
such that:

Y

wW(
o W(1
w(

(1 — k)y for every y > 0.
1.

) >
)
y) is bounded near y = 0.
W(y) is C* on (0, L).

LW(y)—A+r—9gW(y) = —=(M(yV1)+~yy) on (0,L), where L is
the generator of Y;.

If L = oo then there is a &' < k such that
W(y)/y — (1 —Fk)asy — oo.
If L < oo then there is a k' < k such that

o W(y)>(1—FK)yfory<Land W(y) =(1—K)y fory > L.
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e W(y) is convex and C' in some neighbourhood of y = L.

Note that when L < oo, the only situation in which it will turn out that
k' # k is that Ay = 0 and a7 = ay. But when L = oo it will turn out that
kK <k for a; € [ag,any).

Given the above conditions, the necessary verification goes as follows.
First of all, e-**7=9%Y, is a geometric Brownian motion with negative drift,
hence is uniformly integrable and converges to 0 as ¢t — co. By local bound-
edness and linear growth of W, as well as the fact that g < A + r, the same
is true for e~ *+7=941/(Y;). Using the exponential decay of the integrand, in
fact M, is uniformly integrable as well. Moreover, lim; .., M; = lim;_, o, A;.
Since W is C? away from L we can apply Ito’s lemma up to &, the first
time Y hits L. Because of the ODE satisfied by W, it follows that M* is a
local martingale. By uniform integrability, in fact it is a martingale. The
supermartingale property follows similarly, the only potential problem being
near times ¢t when Y; = L < oo. Those get handled using the smooth pasting
condition, namely that W is C! and convex near L.

6.5 Finite Horizon

Before proceeding to solve the optimal stopping, it is worth recording the
form the problem takes if some of our simplifying assumptions (constant k,
infinite time horizon, exponential mortality) are relaxed. For example, in
this section we’ll exogenously specify a DSC schedule k;. Our goal will be to
determine the insurance charge oy that allows the product to be hedged.

We will use the notation ENt,u to denote expectations for the process
(Us)s>¢ under the risk-neutral probability measure making U; = u a.s. Write
At for the hazard rate at time ¢ for the population who bought into the con-
tract at time 0. We still assume that this population is large enough that the
hazard rate can be taken to be deterministic, but we no longer assume that
the rate is constant. A commonly specification is that of Gompertz mortal-
ity, which can often be adjusted to provide a good fit to empirical mortality
rates.

Likewise we assume that the rate of irrational lapsation A? (of investors
still invested at time t) is determinstic, and not dependent, say, on the per-
formance of the market. Deciding how to specify A\? is in fact one of the most
proprietary aspects of corporate modelling of variable annuities. As before,
the net hazard rate is Ay = A} + A2
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As before, the value of the hedging portfolio at time ¢, as a function of
the value u of the underlying account, is

s
sup Et,u le""(s_t)L(S, U5)+/ er_r(q_t)ﬂqG(q, U, dq|, (43)
¢

T>5>t

where v; = A2 (1 — k) + o, B = e Jo X dq_
L(t,u) _ Uo(l—kt)ﬁtu ,t<T
vofB(uVedt) t=T,
G(t,u) = )\;(Uq v e9) 4+ ~,Us,.

To calculate this supremum we set
t
M= VU + [ e BGa, U da
0

t
Ay = e "L(t, Uy) + / voe "13,G(q, Uy) dg,
0

where V(t,u) is chosen to make the conditions on M; from the previous
section hold. This being so, the same argument as given earlier shows that

M, = sup E’[AS 4],

>85>t

in which case simple algebra shows that

s

V(t,U;) = sup E e "STVL(S, Us) +/ voeﬂ"(q’t)ﬁqG(q, Uy dq | F| .,
T>S>t t

so (43) equals V (¢, u).

As before, V(t,u) must satisfy a variety of conditions in order to carry
through the argument, of which we record simply the three most important.
The first comes from the requirement that the contract be hedgeable on the
basis of the initial account deposits. In other words, that

V(0,1) = vp. (44)

The second expresses the fact that the contract is hedged against lapsation,
namely that
V(t,u) > L(t,u) (45)
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for every t,u. Finally, the requirement that M; be a supermartingale (and
a martingale when stopped at the time of optimal lapsation) implies that
V (t,u) satisfies a PDE for values of (¢, u) making the inequality (45) is strict.
To read off this PDE, note that

th = e_rt - TV(t, Ut) + aa—‘t/(t, Ut) + EV(t, Ut)

+ UoﬁtG(t, Ut):| dt + dt
where ; is a local martingale, and
e V(0,1)=1.

- - 1—k)u, t<T
o V(t,u) > L(t,u) = {iwgﬂ T

o Wy (r—a)u@ + Z28Y _ (r — \)V = -G,
Note, as a check of consistency, that these conditions are indeed satisfied

in the case ~
V(t,u) = eI"W (e 9u)

of the preceding sections.

Work currently in progress will examine the numerical solution of such
problems. Note that the condition V(0,1) = 1 means that an iterative
scheme is called for. In particular, the algorithm takes a preliminary value of
a1, solves the PDE using a coarse grid, updates the value of a; depending on
whether the derived value of V(0, 1) overshoots or undershoots, then re-solves
the PDE with a finer grid, etc. The adjustment made to «; is made using an
empirical Newton scheme, based on the change observed over the previous
iteration. An alternative numerical procedure familiar from the American
option literature, which is also suitable for use as part of an iterative solution
scheme, would first translate the PDE into an integral equation.

6.6 Commentary on Section 3: the free BVP

We carry out the argument, as far as possible, with the generalized model
described above. Recall that we are searching for a W (y) satisfying the list
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of conditions given in section ??. In particular, W solves the inhomogeneous
ODE

2
o
(r—a=gyW'y) + v’ W' y) - A+r—gW(y)
=—[u(Vy)+yl. (46)
The general solution to the corresponding homogeneous ODE is

Ayy™ + Ay,

where a; > as satisfy

0.2

Ea(a—l)—i—(r—a—g)a—()\—i—r—g):O. (47)

The value of this expression when a = 0 and a = 1 are —(A +r — g) and
—(A+ ) respectively. By (42), both values are strictly negative. As a result,
we have that a; > 1 and ay < 0. Since W(y) is bounded near y = 0, it
follows that Ay = 0. Of course, we have explicitly that

—(r—a—g—%02)+\/(T—a—g—%02)2+202()\+r—g)
- (48)

—(r—a—g—%a2)—\/(r—a—g—502)2+202()\+7’—g)
a9 = 0_2 . (49)

Note that neither a; nor as depend on k. As well, from the tilting of (47) we
have that a; and a, are increasing in «, with a; — oo and ay — 0 as a — o0.
By direct substitution, a particular solution of (46) on (0,1) is

A
1 1 v
Ad+r—g9 I«

Since W (1) = 1, it follows that

A+ r—g

Y.

(1—y™) + ——(y —y™) + y*. (50)

W) A+«

Similarly, a particular solution of (46) on (1, 00) is

v+ A
A+ay
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Thus on (1, L) our function has the form

Yt NM
A+«

Wi(y)

We require that W be C? on (0, L), which will be the case provided the values
of W(1) and W’(1) agree from the left and right. In other words, we need
the following conditions:

Y+ bry™ + boy*2. (51)

+ A A

7}\+al—l—blal—l—bgag:—alm—k(l—al)/\ia—l—a1 (52)
T+M
by +by=1. 53
Ao ot (53)
Multiplying (53) by a; and subtracting (52), we get that
1 1 A1

—ag)by = a1\ - 4
(01 = a2)b2 = 1 1[)\+r—g /\+a1+)\+a (54)

B A+ a

(>\+(]1)—)\1 ()\‘l—’f‘—g)—)\l /\1
= ax +
A« Ar—g

In other words,

1 M+ (a+A)ar ar(Ae+7—9)
a; — as At a Atr—yg
v+ M\
—1—by— :
b1 b2 Ao (56)

Note that the expression for b, is independent of k£ and generalizes formula
(30) of the paper. Further, (54) can be written in the form

A at+g—r
(al—ag)bgz )\_:a [G1A+£_g —|—]_:| . (57)
But by (47),
aoH—g—r ~ dfay(ar — 1)
"N+r—yg 20 +r—g)
Thus

b — Motai(ap — 1)
T2+ a)(ar —ag)(A+r —g)

> 0. (58)
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6.7 CASE 1:

L < 0.

We first treat the case that L < oo. In that case, W(y)/y and W'(y)

must both equal 1 — k when y = L. In other words,

_ _ + M
1=k = byap L' + byay L + L
202 + 0101 + Nt a
_ _ + A
— byt et 4 LA
2 + o + A+
Therefore
bl(al — ].)Lalil = b2(1 — ag)L“Z*l,
and so

=

(59)

(60)

(61)

(62)

which gives formula (31) of the paper. Note as well that b > 0. Moreover, if
Ay = 0 then not only by, but b; as well, will be independent of k. Thus (62)

determines L and so (60) determines k as in (32) of the paper.

If Ay # 0, we must solve for L numerically instead. Subtracting (59) from

a; times (60) gives the equation
(1 — k:)(a1 — ].) = bg(al — a2>La2—1 —+ (CLl — 1)
Substituting (40) and solving, it follows that

1—-k

v+ M
Ao

_ b2<a/1 — CLQ)LaQ*l()\ + Oé) + (a1 — 1)(0&2 + )\1) .

(CLl - 1)()\1 + Oé)
Using (56) and (40), equation (60) becomes that

A

1 _ Lalfl
—l—a( )

1=k |1-

= by L (1= by) L'+
In other words,

(1 —K)[A +a+ L™

A1+ g
A+

(63)

(1— L),

= by(A+ @) L2 4 (1 —by) (A + )L+ (A 4 ag) (1 — L2,
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Substituting (63) gives that

b2()\ + CY) (a1 — CLQ)
a; — 1
)\2()\1 + 042) 1 )\ng()\ + Oé) (a1 — a2) _9
_|_ Lal + La1+a2
)\1 + o (CLl — 1)()\1 + CY)
=by(A+ )L 4+ (1 = by)( A+ )L+ (A + ap)(1 — LY,

AL+ ag + L%t

Collecting terms,

1 Qg -1 aq -1
a2 a1
bg(/\—f-()é)—l 1L + (/\—f‘Oé) |:bg — )\1 :| L

)\ng()\ + Oé) (Gl - ag)

a1+az—2 — O
(a1 — 1)(M + @)

That is,
bg(l — CLQ) (03] :| _ )\262(@1 — Gg) 1
AV by — [a—a2 L™ =0. 64
a; — 1 +[2 M+« +(a1—1)()\1+04) (64)

For there to be a positive root, the middle coefficient must be negative, that
is, by < ay/(A1+a). In this case it is easily seen that there is exactly one root.
It can be found simply using Newton’smethod, whereuponkis foundusing(63).

Having worked our way down to an equation for L, let us turn the ar-
gument around, and verify that we really have obtained a solution to the
desired problem, and under what conditions we have done so.

The parameters g > 0, r > 0, Ay > 0, Ay > 0, and as > 0 are given, and
(42) is assumed. Fix an oy > 0. Formulae (48), (49), and (58) then define
a1 > 1, ap <0, and by > 0. Assume that

631
)\1 +Oé’

bg < (65)

in which case (64) has a unique positive solution L. Assume further that
L>1 (66)

Define 1 — k > 0 by (63), and then b; by (56). Equations (59) and (60) hold,
from which (61) follows, so that b; > 0. Defining the function W (y) by (50)
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and (51) gives us a solution to (46) on (0, L), which is tangent to the line
(1—-k)yaty=L. Take W(y) = (1 — k)y for y > L.
For y € (1, L),

W"(y) = ai(a; — 1)byy™ % + ag(ag — 1)byy™ > > 0.
For y € (0,1),

A1 Y

W/l — _1 a1—2 1_ _
(4) = ax( = 1y T e

which does not change sign and is positive at y = 1 (by continuity of W").
Thus W is convex on [0, L]. Since (1 — k)y is the tangent line at y = L, we
actually have that W(y) > (1 — k)y for y € [0, L], and that W is convex on
[0,00). Since W(1) =1, also 1 — k < 1. It follows that W satisfies all the
properties demanded in section 7?7, so that W really does give the solution
to the optimal stopping problem. Note also that by (67) we have that

A

l—-————>0
A+r—yg ’

or in other words, we recover the condition
g <X+ (68)

which is stronger than (42). Where we stand is that, assuming (68), the
conditions required to make the above argument work are precisely (65), and
(66). In sections ?? and ?? we identify the range of parameters for which
these conditions hold as an interval (aps, agy).

6.8 CASE 2:
L = 0.

The main argument in this section will only be relevant when Ay > 0. We
reserve discussion of the case Ay = 0 for section 77.

Since L = oo, we are searching for solutions to the PDE on (0,00). In
view of the linear growth condition, we consider solutions with b; = 0. But
by (56) this means that
v+ M
Ata

1— by =
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In other words,

1—k:—%ﬂA+®®—aym&] (69)

Set k' = by > 0. Then

W(y) =1 —K)y—y™) +y™

fory > 1, so that W(y)/y — 1—k asy — oo. Assume that the k determined
by (69) satisfies

1—-k>0. (70)
Then
(1—]{3)>\2+(1/2+>\1 >0

Ao -

too, and as before, it is easy to see that W is convex. Thus W(y) > 1 — ¥
for every y > 0. We have almost shown that W satisfies the conditions of
section ?7. The only additional constraint, other than (70) is that

1—k =

K <k.

In section ?? we will identify an ap; > 0 such that (65) implies that c; > .
So assume that
0<ar <ay. (71)

Then by > a;/(A1 + ). In other words,

)\1‘}‘0(2
1-kK=1-0< .
2_)\1—|—Oé

Therefore

1— k) —ag—
k—y:u—kq—Q+ax f) as — M\
2

:Oé2+/\1—(/\;+04)(1_k,) >0,
2

as required. The upshot is that, subject to the conditions (70) and (71),
we have found a range of solutions to the optimal stopping problem, with
L = o0.
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6.9 Commentary on Section 3: oy and agy

In this section, we will derive the statements made concerning «; and ag,
namely that (34) of the paper has a unique solution, and that formulas (33)
and (35) of the paper hold. Because it simplifies the arguments, we assume
in this section that ay = Ay = 0. We will take up the general case in section
?7?. In the current section we must also take up the issue, left unaddressed
in subsection 7?7, of solutions to the problem with A =0 and L = oo.

Before starting, observe that the constraint that defines ay, in the paper
is that b; = 0, and the constraint defining oy is that L = 1. Observe also
that by (68), we are assuming that g < r.

To obtain oy, note that W/(L) = 1 — k. When L = 1 we must have
k =0,s0o W'(1) = 1. In other words,

(72)

A - 20 - A
r—g 2 r—g r—g
_Atr—g oA >
r—g \2(r—g ’

from which equation (35) of the paper follows.
Turning to ay, note that both a; and as are solutions to the equation

2

%a(a—1)+(r—g—a)a—()\+r—g):0.

In particular, both satisfy

A+r—g o2
—g—a=2"""J 7 (1_
r—g—« - +5(1-a), (73)
and so also \ )
+r—g o
=r—qg— —=— —(1—a). 4
a=r—g- 20 T g (74)

Note that the latter expression is exactly formula (33) of the paper. In fact,
what we will argue is that when b; = 0 it follows that a; satisfies equation
(34) of the paper.
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First note that by (73),

Ar—g o’a; A+r—g oa

aq 2 a9 2
Thus
ag—ap\ 1 1\ o?
A=) (20 = =) (4 - ) = G - aa)
In other words,
20\ +r—g)
= 75
2 o2aq (75)

Now assume that b; = 0, or in other words that by = a/(\ + «). By (58)

we have that
oay(a; — 1)

2
and thus (47) becomes that

A+r—g

= a(a; — ay) 3

A+r—g
A

Substitute (74) and (75) and simplify, to get the equation

alay — ag) +(r—g—a)ag—(A+r—g)=0.

200+ 1r —
A —q\? 2 A —_a\3 2
+ay 2<—+T2 g) (2— d )] —4< r 9) A
o r—g o r—g
Or, writing
20 +71—9) o?
— § — —
g o2 ’ 2(r—g)’ ¢ m
we have
a*+a*(n—1) +an*(1 —6) —n*6 =0. (76)
But a = —n solves this equation, and factoring this out, we see that
a® —a®+an—n?6 =0, (77)
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which is exactly equation (34) of the paper.
By definition, we have that

n>0, npé>1 (78)

So what remains to be shown is that (77) has a unique root, under the
conditions (78).
But
@’ —a® +an —n*8 = (a® +n)(a— 1) —n(én — 1),

The first term has a unique root a = 1, and is strictly increasing on (1, 00).
Since n(6n—1) > 0 by (78), it follows that the equation (77) has a unique root
a as well. Of course this root also satisfies a > 1. It can be found numerically
very efficiently using Newton’s method. Note that it is also strictly less than
the value of a; corresponding to a = ap. This can be seen directly from
the above equations: by (72), this a; equals nd, and substituting né into the
polynomial yields a strictly positive outcome.

To summarize, we have obtained equations that determine values 0 <
ap < ag < oo such that we can exhibit a solution to the optimal stopping
problem whenever « € (ar, ay]. But we have actually done more than this.
Taking o = «ap, and W as in section 7?7, we have a solution to the PDE,
with L = oo and by = 0. Let 1 — k¥ € (0,1) be the value determined by
equation (63). Then this W and « are easily seen to satisfy the conditions
of section ?? for every k € [k’, 1]. Thus we have actually exhibited a solution
to the equation Vy/vg = 1 for every choice of k € [0,1]. By the uniqueness
argument of section 7?7, we have found the entire class of solutions.

6.10 «jy, ay, and ay in general

In this section, we extend the previous arguments to the case Ay # 0, ay # 0.
We obtain computational formulae satisfied by aj; and ag, and discuss the
complete solution to the optimal stopping problem. Finally we look at the
behaviour of these solutions in the limiting case, that g T Ay 4 7.

First observe that the general constraint giving rise to a;, was (65). When
A2 = 0 this was equivalent to having b; > 0, which was the condition of the
paper, and of the preceding section.

Consider ay. As before, when L = 1 we have £ = 0. To ensure that
L > 1, it must be the case that substituting L = 1 in (64) gives a result that
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is > 0. In other words, we must have that

a1 — as )\2 (0%}
bp— |1 > )
2a1—1l+)\1+a}_)\1+a
Thus by (58),
(a1 —ag)()\—i—a) )\102@1
<b = . 79
=0 a; — 1 20 +r—g) (79)

The expression of (47) is < 0 for a € [0,a4], so (79) is equivalent to

G ATr—g20+r—g)
! )\1 )\10’2 !
Ad+r—g

o2 —(A+r—g) <o.

+(r—g—o —ag)2m

Or in other words,

207 [w

3 - 1} +a[—0® +2(r — g — az)] — Mo? <0.
1

Since Ay +r — g > 0, this is equivalent to a; < ay, where

A1

Durr g7 20797

g =

+/ (02 =2(r — g — a2))2 + 802(\g + 7 — g)] . (80)

Turning to ayy, the argument proceeds as before, except that now that
the constraint is that by < a1/(A1 + @), or in other words, that

o?ay(a; — 1)

< anlay — a3) Ad+r—g A+«

2 i a2 A A+
B A+r—g A«
ooy (M8 (A,

and thus by (47), that

oo (5 (32

+(r—g—a)ag—A+r—g)>0.
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By (47),

2
%a(a—1)+()\1+r—g)a—()\—l—r—g) = (M +a)a>0.
Multiplying these two inequalities, and substituting (74) and (75) leads to
a more complicated relation than before, but it may still be solved numeri-
cally to give a value for a; as a root of a polynomial p(a), after which (79)
determines o and hence oy = oy
Carrying out this algebra using Maple yields the following form of the
constraint: ( 1ot
a—1)o
——— >0
pla)—— N :

where

Z99)
pla) = 0a® +a* | =35 = 0(1+0) +0(30 = p)| +a’n(n(n — p) — 6)

+a*’n—p—1)+an’(n—p—2)—n*. (81)
Here

20\ +71—9) 20471 —9g) 2(A + )
o o o
In order for (81) to be really useful, we must verify that the corresponding
equation has a unique root a > 1.

Simplifying p(a), we can write it in the form

4X1 Ao
o4

pla) = =20 + (a+ )| (a = 1)(a"0 +n*(a> +a+n)) — npala® +n)|.

In consequence,
4\ Ao
p(1) = —= = np(1+n)* <0.
Since 6 > 0, there will always be at least one root a > 1.
To address uniqueness, observe that

p(a)
a(a+n)(a® +n)

4a® g (a—1)(a30 +n*(a®> +a+n)

T oarm@tn T ala® + 1)

o1



Taking derivatives in Maple gives the following expression:

4a®X i \an(2a + a® + 3n) N af(a® + an + 2n(a — 1))
o*(a+n)*(a® +n)? (a? +n)?
n*(2a® + 3a*n + n?)
2+

each term of which is seen to be non-negative when a > 1. Thus p(a) has
exactly one such root. We denote the corresponding value of a; by ay,.
In combination with the results of section 77, we have therefore obtained
a solution to the optimal stopping problem with 1 < L < oo, for every
ay € (apr, agl.

If Ay > 0, the results of section ?? provide a value a; < ajs and exhibit
solutions to the optimal stopping problems with L = oo, for every a; €
[ar, ap]. Thus solutions have actually been found for oy € [ay, ag]. If (69)
is nonegative when oy = 0, then a; = 0. Otherwise, «ay is the value of
a; making (69) vanish. Either way, the uniqueness argument of section 77
shows that we have found the entire class of solutions.

Similarly, if Ao = 0, we set a, = ayy and apply the results at the very end
of (??) (which were actually derived with ay = 0, but the same arguments
work when as > 0). Again, a range of solutions was obtained for oy = ay,
which completes the description of the full class of solutions.

To close this section, we consider what happens in the limiting case, that
g T r+ Ay First of all, from (80), it is clear that ay — oo, as g T r + As.
Similarly, as 6 | 0, p(a) converges to

2V
a'| 041 + =3np| + &*n*(n — p) +a**(n—p—1) +an*(n — p—2) — 1,

Y

where n = 2)\;/0? < p. Since every term of the latter is negative, the
positive root of p(a) must be diverging to oo in the limit, and thus so does
ays. Finally, consider o, We may as well assume that Ay > 0. Consider the
limiting form of (69). By (57) and then (47), it is

-1

1l—-k=———la;(c A M — (o A a; — a
ol a2)[ e+ A2) + A1 — (a1 + A2) (a1 — az)]
_1

= — |2(a1 — Q —|—)\ +a Oé—l—)\
)\2(@1 — CLQ) [ 2< ! 2) ! 2( 2)]

= L ( )+ i ( 1) <0

= ——— |t2(a1 — a —Q9o2\a9 —
)\g(al—ag) 2\ 2 2 2\"2
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In consequence, every oy is eventually < «p, so that a — oo. Of course,
this asymptotic implies those for aj; and ag, but it is also useful to see these
directly.

6.11 Commentary on Section 3: TEDF

In the calculation of the total expected discounted fees, at the end of Sec-
tion 3, we have 7 (the time of death) an exponential time with mean 1/,
independent of the price process. The lapsation time is denoted &, which is
a stopping time with respect to the filtration of U;, namely the first hitting
time of L by Y;. In other words, the first time U; equals Le?". We will follow
the calculation under the assumption that Ay = as = 0. As in the paper,

TEDF = [1— By [Rg! Uenr] | + Eo [Rg "k, € < 7]
=1— Ey [R;'Le®, ¢ < 7]
— Eo [R;'U-, € > 7] + Ey [R'kLe® £ < 7]
=1—(1—k)LEy [R;'e®. £ <7| — Ey[R;'U,£>7].  (82)

Consider the second term in (82). Write ; for the filtration of U;. By
independence,

E, [Rglegg,f < 7'] = F, [e_(’"_g)glﬁo(f <T |§)]
= By [ o]

The latter can be read off as a Laplace transform of a passage time for a
Brownian motion with drift. Alternatively, since

2 2 2
al; +a1(r—g—a—%)—(7“—g+k)=0,

we have that

By [0+ — B, le—m(r—g—a—é)e—%ﬁs]

0252 5
— E() {(6—96U5>—a1 e—lTE-&-ang]

= L™
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Thus the second term (82) equals
—(1— k)L,

Turning to the third term in (82), we have by the martingale property
that

By [R\U, € > 7] = By [e7BrF 707 ¢ > T}

I
— By [P Tee £ > 7]

AT A 2.~
= E() GUBg_TgEO [6_0”,5 Z T |d:| .
Since 7 has an exponential distribution, a simple integration shows that this
equals

A
A+

)\ o2 > o2
)\+ (Eo [ 035775] _E, [eoBgf(a+)\+7)§:|>

By {eaég—ff—;g _ (1- 6—(A+a)g)}

1 — By [Uee™VE])

~(
— (1~ By [Le0=o9))
(

1— L),
)\ +a )
Finally, we combine the above expressions, to get that

)‘ 1—a
)\—l—a(l—L 1)

= 5 i — (1= Lm) kL

TEDF =1— (1 — k)L'™™ —

which is the formula given in the paper.
End of Appendix.
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