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Abstract

The major purpose of this paper is to construct interest rate risk models for interest sensitive products issued
by life insurance firms in Taiwan. With interest declines in late 1990s, single paid interest sensitive annuity
takes up about 20% of new policy premiums in Taiwan; this implies its risk and profitability become critical
to insurers’ financial health. The paper constructs the Black-Derman-Toy model combining with op-
tional-adjusted spread analysis model to price the spread on asset required to yield to make such products
break even, with further extension to measure the impact of interest shock on asset liability management. We
choose two different crediting strategy products to illustrate the option value of the insurance firms- the op-
tion to reset rates based on the path of interest rates and the expenses charges as well as the option of poli-
cyholders-the option to surrender policy if not satisfied with crediting rate. With our implemenTable models,
insurance firm will have capacity to quantify its risk exposure and source of profitability as well as to seek an

optimal strategy balancing sale volume and aggressiveness of crediting policy.

Keywords: Cash Flow Analysis, Interest Sensitive Annuity, Arbitrage Free Interest Rate Model,

Optional-Adjusted Spread Analysis Model

1. Introduction

Interest rate risk is an important concern for life insur-
ance firms. Insurers issue debt instruments for which the
amount and timings of benefits payment are unknown at
time of policy issuance and invest the premiums to
maximize the return. The asset cash flow is composed of
investment income and principal repayments while the
liability cash flow in any future time is defined as the
sum of the policy claims, policy surrenders and expenses
minus the premium income expected to occur in that
time period. When interest rates fall as the net cash flows
are positive, the net flows will have to be reinvested at
rates lower than the initial rates. The reinvestment risk
emerges. On the other hand, negative net cash flows
mean shortages of cash needed to meet liability obliga-
tions. A cash shortage requires the liquidation of assets
or borrowing. If interest rates rise when the net cash
flows are negative, capital losses can occur as a result of
liquidation of bonds and other fixed-income securities
whose values have fallen. And the price risk occurs.
Taiwan insurance companies are exposed largely to
interest risk even though the popular products change
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over time. Prior to 1990, market was featured with fixed
interest rate products which guarantee 20 or more years
of fixed return to policyholders. With interest starts to
decline in late 1990s, Taiwan insurers realize that high
fixed interest products are too costly to issue but low
fixed-interest rate products won’t be attractive to poten-
tial buyers. With the sale pressure, insurance companies
start to issue unit-linked products as well as interest sen-
sitive products to attract buyers. Single paid deferred
annuities (SPDA) which belongs to interest sensitive
family quickly takes up almost 20% of new premiums in
the market and therefore its risk exposure becomes vital
to insurers’ insolvency.

With single premium payment, SPDA policyholders
earn interest at the company-declared annual interest rate
which is guaranteed for one year at a time. Before the
annuity commencement date, policyholders can with-
draw all of the annuity value or part of it. With the above
features SPDA involves two options. One option is in the
policy holder’s hands, the option to surrender the con-
tract early. As interest rates rise, SPDA owners tend to
surrender and reinvest in higher yielding investments
which is similar to the mortgage borrowers’ behavior.
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The other option is in the insurance company’s hands,
the right to reset interest rates. The reset policy is func-
tion of market competitiveness, insurer’s investment
performance and regulation limitations.

Santomero and Bebbel (1997) state that insurers have
a sense of urgency to apply the tools of asset/liability
management to manage interest rate risk. The traditional
approach to interest rate risk management and valuation,
namely standard immunization method, is based on the
assumption that the yield curve is flat and interest rates
change in a parallel and deterministic manner, which
implies that asset and liability cash flows are independ-
ent of interest rate fluctuations. This condition and ap-
proach certainly does not hold for assets such as callable
bonds and interest sensitive liabilities such as SPDA.
This paper applies arbitrage free interest rate and op-
tion-adjusted spread analysis model to demonstrate how
these models are constructed to measure the risks and to
quantify emerging profits or losses by source for interest
sensitive life products.

This paper makes two primary contributions. First, I
develop implemenTable risk management models for
life insurance firms, using market leading product SPDA
for demonstration. These models will be able to work for
other type of financial institutions as well given modifi-
cations to match product natures. Second, my empirical
results provide several product design and investment
policy insights. The remainder of the article is organized
as follows. The second section reviews the literature and
market background. Next, I describe my model in the
third section and empirical results in section four. The
fifth section summarizes and makes the conclusion.

2. Literature Review and Product
Background

Academic research has shown that insurer insolvency is
significantly related to interest rate volatility. The im-
portance of interest rate risk to life insurance firms can
be summarized as 1) the investment portfolio of the typi-
cal highly leveraged insurer is concentrated in long-term
fixed-income securities (Brewer, Carson, Elyasiani,

Mansure and Scott, 2007); 2) life insurer performance is
negatively related to changes in interest rates (Browne,
Carson, and Hoyt, 1999, 2001); 3) for insurers whose
duration of assets exceeds that of their liabilities, rising
interest rates erode the value of surplus, leading to in-
creased leverage and a greater probability of ruin; 4)
higher leverage increases the insurer’s cost of capital
(Cummings and Lamm-Tennant, 1994); and 5) interest
rate risk leads insurers to take steps to match as-
set-liability durations with futures and options (hedge) in
order to hedge to protect franchise value (Hoyt, 1989b;
Colquitt and Hoyt, 1997).

Duration and convexity (Macaulay, 1938; Redington,
1952).has long been developed to manage traditional life
products such as fixed interest rate whole life or term life
products. Further with immunization techniques, insurers
aim to minimize variations in cash inflows and outflows
on the assumptions that interest rates experience small
deterministic changes and all cash flows are fixed and
not dependent on interest rates.

With more innovative products onto the market, tradi-
tional immunization methodology won’t be proper to
measure interest risk because timing or amount of the
cash flows of such products depends on interest rate
fluctuations. Applying stochastic interest rate approach,
Kleinow (2006) discusses how to evaluate risk-neutral
participating policy value and how the insurer can use its
discretion about investment strategy to hedge product
risk. Huang and Lee (2008) discuss the relationship be-
tween profit margin and declaring policies of interest rate
sensitivity policies. Griffin (1990) points out to manage
the interest sensitive products is to aim to have enough
spread between the earning power of asset and the cost
of liabilities to cover expenses and provide adequate
profit. This paper then combines the Black-Derman-Toy
model and Griffin’s option-adjusted spread analysis
model to measure risk and profit source of such popular
type of product.

SPDA has become dominant product in Taiwan in-
surance market since 2004, measured by first year pre-
mium as reported in Table 1. As shown in Table 1, sin-
gle-paid form policies account for, in average, more than

Table 1. Taiwan SPDA market share.

Year Total FYP SPp SPDA SP/Total FYP SPDA/SP SPDA/Total FYP

2004 446,201,160 195,752,918 78,783,303 44% 40% 18%

2005 540,894,604 215,071,991 77,088,761 40% 36% 14%

2006 524,565,431 227,839,082 62,158,260 43% 27% 12%

2007 751,865,454 376,231,771 86,283,556 50% 23% 11%

2008 855,297,495 528,438,526 156,187,513 62% 30% 18%
2009/1~5 325,604,946 177,061,141 57,212,466 54% 32% 18%
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50% of new premiums during year 2004 to 2009. Of
which SPDA takes up more than 33%, in average, of
total single-paid new premiums. Among all kinds of life
products, SPDA accounts for almost 20% of market
share (except for year 2006 and 2007 due to regulations
constrains) which shows risk and profit quantification of
such product are very important for life issuers.

Taiwan SPDA differs from US SPDA in one major
aspect which is the crediting rate strategy. Taiwan insur-
ers’ crediting strategy is not only a function of market
competitiveness and own investment performance but
also a function of authority regulation limitations. In the
initial phase of SPDA, the crediting benchmark regulated
by insurance authority was set to be not lower than 2

year deposit interest rate with spread not more than 1.5%.

Such crediting practice attracted customers who bought
SPDA to substitute bank deposits and 15 out of 29 life
insurance companies materially promote such product.
Due to strong competiveness in crediting strategy, in-
surance authority promulgated in year 2005 that the
crediting rate for new policies may not exceed the yield
of 10-year government bond which once depresses the
premium incomes of SPDA in late 2005, 2006 and early
2007 as reported in Table 1. This regulation was re-
moved in April 2007 and market boosts in year 2008 and
2009. During years of 2004 to 2009, the crediting strat-
egy of SPDA by insurers demonstrates divergent pattern
as summarized in Table 2. In the initial phase, most in-
surers adopt 2 year deposit rate as crediting benchmark
with plus 1.5% to 0% variations. The second phase, the
prevailing 10 year government bond yielding lower than
2 year deposit rate, all policies were restricted to not ex-
ceed government bond yield. As to the third phase, in-

sures are allowed to declare its own credit rate without
any cap as long as asset segmentation by products has
been performed. Crediting strategies among all insurers
diverge materially

During year 2004 to June 2009, the maximum credit-
ing rate, minimum crediting rate, average crediting rate
of life insurance firms along with 10-year government
bond yield and Taiwan Bank 2 year bank deposit rate are
shown in Graph 1. From Graph 1, we observe that the
maximum credit rate ever reaches 3.8% and down to
2.21% which remains higher than 10 year Government
bond and 2-Year Bank Deposit, and industry average
credit rate records between 3.2% and 1.37%.

At the same time, the aggregate asset portfolio con-
ducted by life insurance firms during year 2003 to year
2008 as summarized in Table 3 doesn’t seem to have
much variation even though premium contribution from
SPDA has reshuffled the product mix and liability struc-
ture materially. In other words, whether life firms are
able to adjust asset allocation dynamically to match with
liability features such as product duration is highly ques-
tionable.

3. Model Construction

Option-adjusted spread analysis aims to calculate the
profitability and measure risk exposure of insurance
products on a spread basis and to incorporate the ex-
pected value of option inherent in the assets and the li-
abilities which is a long-dated option to surrender at a
fixed price into the spread. Since there is no unambigu-
ous market value of liabilities, we won’t be able to com-
pare it directly to the market value of assets or use it to

Table 2. Credit rate regulation and insurers’ practice over 3 regulation phases.

Periods Credit Rate Regulation

Insurers’ Practice

Benchmark Interest

not lower than 2 year deposit
interest rate with spread not
more than 1.5%

2004-June 2005

Crediting rate of new policies
issued after July 2005 won’t be
allowed to exceed the yield of
10-year government bond.

July 2005-April 2007

Insurance Companies are al-
lowed to declare crediting rate
according to own investment
performance.

April 2007 till now

Maximum crediting rate maintains at 3%
for the whole periods while the minimum
crediting rate declines to 1.87% as of June
2005; the average crediting rate starts with
2.54% as of Jan 2004 and goes down to
2.39% as of June 2005.

Combining new and existing policies in
the market, the maximum crediting rate
goes from 3% to 2.85% during this period
while the minimum crediting rate goes
from 1.87% to 1.98%.

The maximum crediting rate reaches his-
torically high as of 3.8% as of June 2008
to Oct 2008 and go down to 2.21% as of
June 2009. The minimum rates range
between 2.38% to 0.14% during this pe-
riod.

Taiwan Bank 2-Yr deposit rate records
as 1.48% as of Jan 2004 and goes up to
1.77% as of June 2005, at the same
time, thel0-Yr government bond yield
records as 2.62% as of Jan 2004 and
goes down to 1.87% as of June 2005.

The 10-Yr government bond yield
records at 1.99% as of July 2005 and
2.02% as of April 2007. During this
period, the 10-Yr bond yield remains
lower than 2 Yr bank deposit rates
which records as of 2.34% as of April
2007.

Both 10-Yr bond and 2-Yr deposit
show declining patterns. They start with
2.02% and 2.34% at the beginning of
the period and go down to 1.63% and
0.85% as of June 2009 respectively.
Staring Jan 2009, the 10-Yr bond yields
higher than 2-Yr deposit.
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Graph 1. The maximum/minimum/average crediting rate and 10-year government bond yield and Taiwan Bank 2 year bank

deposit rate from Jan of 2004 to June of 2009.

Table 3. Life firms asset allocation by year.

Government Benefit Investment Authorized
Bank. & Treasury  Stocks Corporation t?ne 1 thers on Loan to Mortgage  Foreign  Projects or
Deposits Bonds Bonds  Certificates Real Estates  Policyholders Loans  Investments  Public

Investment
2003 4% 24% 6% 2% 3% 5% 5% 10% 11% 26% 2%
2004 4% 27% 6% 2% 2% 8% 5% 9% 9% 27% 2%
2005 3% 25% 6% 3% 1% 10% 4% 8% 8% 31% 1%
2006 4% 24% 7% 3% 1% 10% 4% 7% 8% 30% 1%
2007 5% 23% 7% 3% 1% 9% 4% 7% 8% 31% 0%
2008 7% 24% 5% 4% 2% 8% 4% 8% 8% 30% 0%

calculate an option-adjusted spread on the liabilities. As
suggested by Griffin (1990), I use the market value of
assets, which is known, to calculate the required spread
on assets which represents the spread over Treasuries
that must be earned in order to satisfy the liabilities.

To start to calculate the required spread on asset to
earn for interest sensitive liabilities, I first need to de-
velop a set of Treasury interest rate paths. I adopt
Black-Derman-Toy model as shown in equation (1).

%—a(1)~dt+0'(t).dz(t)

dlnr=9(t)dt+0'dz

(M

The symbol d means differentiate and r denotes inter-
est rate, and a(?) is the stationary process, as well as 6(7)
is the non-stationary process, 6(t) means error terms.

There are two reasons that BDT model is adopted in
this paper. First, due to simplicity of its calibration and
straightforward analytic results, its solutions are avail-
able and practical in term of business application (Ang
and Sherris, 1997). Second, due to arbitrage-free condi-
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tions, BDT dictates that the means of short rates are im-
plied by the term structure of the prevailing Treasury
yield curve at the time of valuation.

Next I continue to calculate asset and liability cash
flows and expenses. For interest sensitive liabilities, this
will be a matrix of cash flows, one for each future period
of time along each interest rate path.

1 define the following notations and cash flows.

JE, denotes initial expense when policy issues,
which includes the 1** year maintenance expense ( ME, ),
front-end loading (/,) , commission to agents ( Cm; ) and
others (ot) such as premium tax and security fund con-
tribution, that is,

IE1=Cmi+ ME,+1,+ot (@)

IP denotes single premium collected.

MVA denotes market value of assets. At the point of
product pricing and design, the market value of asset is
the premium assumed to be received on the product less
up-front expenses,

MVA = IP*(1~IE,) 3)
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CV.) and CR(, denotes cash value and credit rate
matrix in period i and interest path node j, the cash value
in the 1* period ( CV.; ) and the following periods
(CV ;) )are shown in equatlon (4) and (5),

CVap=1Px(1-1) “)
CV(”) = CV(i—l,j) x (1 + CR(’J)) (5)

In equation (6) and (7), withdraw.j) and
Inforce([,j) denote the withdrawing and inforce policy
numbers in period i. 94 j) in equation (8) denotes the
surrender rate in period i and interest rate path j which is
a function of basic surrender rate ( BSR; ), which is
non-sensitive to credit strategy, surrender charge( SC; ),
deviation of company’s credit rate (CR; ;) and market

credit rate (MCR(;. ;) ) and sensitivity factor (sensztzwty)
withdrawy. ;) = Inforce,_; ;= Inforce; (6)
Inforce; = Inforce,_; ;% (1 - qq(H,/)) @)

99,5 = min {BSR(,-) + sensitivity ®
xmax (MCR(i,j) —CRij— SC(;‘)) ,0, 1}

Additionally, with SE; and ME, denoting, surrender
expenses and maintenance expenses in period i respec-
tively, the liability expected cash flow in period i interest
rate node j will be stated in equation (9).

ECF =withdraw. xCV X{I—SC, }
(l,l) (1*1,./) (”1)

(i)
+withdraw " /_)><SE (1) + Inforce  xME

(%) (i-1)

)

Finally, Determine the spread that, when added to the
corresponding treasury rates, will discount the liability
and expense cash flows in equation (9) to the market
value of assets ( MVA). This spread is the required
spread on asset (RSA).

I further measure effective duration as in equation (10)
and convexity as in equation (11) to have full scope of
interest risk management. I adopt interest path derived
from the above BDT model to calculate the original pre-
sent value of cash flow, following the interest change of
up and down 50bp respectively and recalculate the cash
flow.

~dP 1 _R—P P-P

ED = l: * (10)
dy p P
oo @P L _=d(~dp 1)_-dD
dv p dy\dyv p
—p. (11)
_D-D, _ PS B PS P -2P+P,
S S PxS?
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4. Illustrative Outcomes

This section deals with empirical results which come
from a case study. With term structure downloaded from
Gre Tai Security Market as of July 30™ of 2009 and flat
shot rate volatility assumptions of 9.2%', I first choose
one of the aggressive SPDA issued in January of 2008,
that is, the 3™ phase of crediting regulation during which
insurer’s discretion on crediting policy is allowed. This
SPDA claims its credit rate as of June of 2009 to be 2.2%
which is about 130bp more than prevailing 2 year deposit,
at the same time, the most aggressive SPDA claims
2.21% which is only 1bp more than our model SPDA.

Since the model SPDA issuer ranks middle in term of
employees’ size among life competitors, I use the indus-
try average as overhead-related expenses parameters
which include inflation adjusted surrender expenses,
maintenance expenses, underwriting and issuing ex-
penses. Other pricing factors which are disclosed on
Policy Form include surrender charge, starting with 1.5%
in the 1* policy year and decreasing to 0% in the 4™ pol-
icy year, 2% of up-front loading and 1.25% of compen-
sation to brokers. Regulation related expenses include
2% of loading as premium tax and 0.1% of loading as
insurance security fund tax. We also include surrender
sensitivity of 5 to top on the base surrender rate of 1%.
Parameter details are summarized in Table 4.

Table 5 reports the analysis results. As shown in col-
umn (1), the required spread on asset is estimated to be
144bp which implied the spread over Treasuries must be
earned on the assets in order to satisfy the liability side.
This also means all- costs, including expenses and value
of the options granted to the policyholder, should be
144bp more than the yield earned from equivalent
Treasury cash flows. Column (2) illustrates the marginal
effect on RSA of the feature introduced on that line. As
shown, 2% of loading in line (4) is not enough to cover
cost of 2 year deposit rate plus up-front and renewal ex-
penses, and crediting policy of 130bp spread will require
another 129.3bp over Treasuries, in line (5), to recoup
the liability side. Though the surrender charge in the
early years will reduce the RSA by 0.3bp, the reducing
benefit is very limited since our model SPDA punishes
its policyholders for only 3 years. In addition, the interest
sensitive surrender doesn’t add up marginal RSA which
is due to the aggressive crediting strategy of model
SPDA. Column (3) measures effective duration due to
specific feature and totals up to 0.99 which is consistent
to current market practice since resetting rates annually
will give the SPDA an effective duration which is close
to the time to the next rate reset.

'Flat volatility is estimated from yield of 31-90 days commercial paper
as of Jan of 2000 to June of 2009.
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Table 4. Insurer-directed spda pricing parameters.

Base Assumption

Single Premium
Compension

U&l

Up-Front Expenses

Premium Tax

Security Tax
Renewal Expense Maintenance Expenses
Surrender Expense

Entry Loading
Credited Strategy
Surrender Charge

Lapse Rate base surrenders q

interest-sensitive surrenders

NT$1,000,000

1.25% of Premium
3100

2% of Loadings
0.1% of Loadings

1650*(1 + 1% inflation)t — 2
200*(1 + 1%inflation)t — 1
2%
not higher than 2 Yr Bank Deposit Rate+150 bp
s = 0.5*max(3-t,0)
1%

min(q + 5*max(m-c-s,0%),1)
where m = 2 CD rate + 131 bp

¢ = credited rate

s = prevailing surrender charges

Table 5. Risk Measurement for insurer-directed SPDA.

Description RSA (basis point) (1) ?ﬁ:igsh;:)lig?) }g)A Effective Duration (3)
1 credit 2 year CD rate 4.7 0.96
2 deduct up-front comm and expense from MV of asset 22.0 174 0.95
3 add annual renewal expenses to liability cash flow 36.2 14.2 0.98
4 deduct entry loading from liability cash flow 14.6 -21.6 1.00
5 credit 60bp above 2 year CD rate 143.9 129.3 0.99
6 collect surrender charges upon lapses 143.5 -0.3 0.99
7 include interest-sensitive lapses 143.5 0.0 0.99

In summary, Column (1) of Table 5 conveys the in-
formation that investment portfolio dedicated to such
products should yield at least 143.5 bp over Treasuries,
on a risk option-adjusted basis to break and Column (2)
reports marginal required spread on asset for each pric-
ing feature, for example renewal expenses on in-force
polices requires additional 14.2bp over Treasuries to
cover the expenses. Column (3) indicates the effective
duration of asset dedicated to such products should be
approximate 1.

From the Table 5, I observe the challenge of manag-
ing interest risk of such interest sensitive products, that is,
life firms will bear the interest loss if they choose to
match SPDA duration with assets dedicating to, for ex-
ample, 1 or 2 years bank deposits, on the contrary, life
firms will suffer the duration mismatch risk if premiums
from SPDA are dedicated to higher yield assets such as
10 year government bond. But if the issuer is able to re-

Copyright © 2011 SciRes.

duce the overhead-related expenses through scale of eco-
nomics, then RSA will be expected to be further miti-
gated, for example, if we reduce the maintenance ex-
penses by NT$100 per policy, then RSA will be down to
135 bp (not reported), this proves the expenses spread
can increase the potential profitability. Thus insurers
need to come up a strategy to balance sale volume and
aggressiveness of crediting policy. Alternatively, if in-
surers are able to reduce the unit compensation rate by
compensating brokers and agents with better service
quality and negotiations, RSA will be effectively reduced
as well.

I also test another SPDA of same insurer which was
issued late 2005 and regulated by cap of 10 year gov-
ernment bond yield. The expenses related parameters and
other disclosed factors are summarized in Table 6. As
shown in Table 6, the old SPDA is sold through bankas-
surance channel and compensation rate is set to 1.75%

ME



200 J. C. HAO

Table 6. 10-Year government bond cap SPDA pricing parameters.

Base Assumption

Up-Front Expenses Compension

TTO.T
Ul
Premium Tax

Security Tax

Entry Loading
Credited Strategy

Lapse Rate base surrenders q

interest-sensitive surrenders

NT$1,000,000

1.75% of Premium (bankassurance)
3100

2% of Loadings
0.1% of Loadings

1650*(1 + 1% inflation” 2

200%(1 + 1%inflation) !
1%

10 year Treasury Bond
s=12% t<2
s=0.8% t<3

1%
min(q + 8*max(m-c-s,0%),1)
where m = 10 year Treasury Bond
¢ = credited rate
s = prevailing surrender charges

Table 7. Risk measurement for 10-year government bond cap SPDA.

RSA (1) Marginal Effect.ive
o (basis point) on RSA Q) Duration
Step Description (basis point) 3)
1 credit 10 year treasury 11 0.9
2 deduct up-front comm and expense from MV of asset 34 23 0.9
3 add annual renewal expenses to liability cash flow 48 14 1.0
4 deduct entry loading from liability cash flow 37 -11 1.0
5 credit Obp below 10 year treasury 37 0 1.0
6 collect surrender charges upon lapses 37 0 1.0
7 include interest-sensitive lapses 37 0 10

while loading only takes up 1% to attract customers who
look for substitute products of time deposit. With more
conservative crediting strategy, the RSA over Treasuries
is materially reduced to 37bp, and effective duration re-
mains about 1.The lower RSA is evidence of the value of
the insurance firm’s option- the option to reset rates
based on the path of interest rates and the prevailing sur-
render charge. But still, what challenge the investment
strategy is to balance between interest income and dura-
tion matching.

In order to further grasp the impact of interest shock
on interest sensitive products of life firms, I conduct in-
terest sensitive analysis as reported in Table 8. By given
the fair value of assets segmented specifically for SPDA,
we calculate the present value of projected cash flows
with an aggregate discount rate plus up and down 50bp
respectively to measure price change on various asset
classes. In the meantime, I apply duration and convexity
of both SPDA products and measure liability price

Copyright © 2011 SciRes.

change as shown in equation (12). As in our model,
when interest rate goes up 50bp, the assets, usually with
longer duration, will depreciate faster than liability and
end up cash shortage. On the contrary, when interest rate
goes down 50 bp, the asset and liability of our model
company result in 0.9% and 0.5% of appreciation respec-
tively. With all the procedures and reported establish, life
firm will fully monitor its risk exposure and financial
health of issuing interest sensitive products.

SPDA Price Change % =—ED x(dy) +ETC><(dy)2 (12)

5. Conclusions

With interest starts to decline in late 1990s, Taiwan in-
surers start to issue interest sensitive products to replace
the traditional fixed interest life products. Single paid
deferred annuities (SPDA) which belongs to interest sen-

ME



J. C. HAO 201

Table 8. Interest sensitive analysis of SPDA.

Methodology and Assumptions

Valuation Assets
Domestic Bond

Bank Deposits
Foreign Bond
Money Market

PV of projected cash flows with an aggregate discount rate
PV of projected cash flows with an aggregate discount rate
PV of projected cash flows with an aggregate discount rate

PV of projected cash flows with an aggregate discount rate

Valuation Liabilities

Insurer-Directed SPDA

10-Yr Bond Cap SPDA
Fair Value

% price change = ~Dx(dy) + C/2 x (dy):*
% price change =D x (dy) + C/2 x (dy)?

Level

Shock-down

Shock-up % change % change
Valuation Assets
Domestic Bond 1,214,510,808 1,185,757,642 —2.4% 1,244,646,944 2.5%
Bank Deposits 1,103,308,889 1,102,514,239 —0.1% 1,104,021,361 0.1%
Foreign Bond 1,661,238,158 1,565,203,431 —5.8% 1,674,250,680 0.8%
Money Market 1,065,819,090 1,065,290,588 0.0% 1,066,350,495 0.0%
5,044,876,944 4,918,765,901 -2.5% 5,089,269,480 0.9%
Valuation Liabilities % change % change
Insurer-Directed SPDA 4,000,000,000 3,980,073,000 -0.5% 4,019,673,000 0.5%
10-Yr Bond Cap SPDA 1,044,876,944 1,039,800,148 —0.5% 1,049,935,455 0.5%
5,044,876,944 5,019,873,148 -0.5% 5,069,608,455 0.5%

Valuation Assets-Valuation Liabilities

(101,107,248)

19,661,026

sitive family quickly takes up about 20% of new premi-
ums and becomes dominant product in the market. Due
to its vital impact on life insurers’ financial status but
little literature devoted to risk and profit identification,
this paper develops BDT model and optional-adjusted
spread analysis model to demonstrate risk measurement
procedures and analysis results, with further extension to
measure the impact of interest shock on asset liability
management of SPDA.

As shown in our model, the RSA for aggressive cred-
iting strategy requires 144bp while more conservative
crediting strategy only requires 37bp and effective dura-
tion of both SPDA approximates 1. This implies aggres-
sive and conservative products should yield at least
144bp and 37bp over Treasuries respectively, on a risk
option-adjusted basis to break even, and the effective
duration of asset dedicated to such products approxi-
mates 1. The analysis results convey two facts. First, the
lower RSA is evidence of the value of the insurance
firm’s option- the option to reset rates based on the path
of interest rates and the prevailing surrender charge Sec-
ond, Challenge of managing interest risk of such interest
sensitive products is to dynamically balance the interest
income and duration match. Given the common practice
of longer asset duration allocation among life insurers,

Copyright © 2011 SciRes.

the impact on both sides of balance sheet due to interest
shocks are analyzed and reported. Additionally, I also
indicate if the issuers are able to reduce the over-
head-related expenses, such as maintenance expenses per
policy or unit commission rate, through generating large
premium volume, then RSA will be effectively mitigated.
Not only has this proved the expenses spread can in-
crease the potential profitability of SPDA but insurers
would need to focus on strategies to balance sale volume
and aggressiveness of crediting policy. In all, this paper
makes valuable contributions to insurer firms by con-
structing an implemenTable model to quantify risk ex-
posure and sources of profitability of interest sensitive
products.

Further research might explore the impact of dynamic
reset strategies on RSA, for example to adopt strategy
following new money rates less closely instead of 100%
pegging new money rate. And other interest generating
models could be tried out as well.
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Abstract

The major purpose of this paper is to construct interest rate risk models for interest sensitive products issued by life insurance firms in Taiwan. With interest declines in late 1990s, single paid interest sensitive annuity takes up about 20% of new policy premiums in Taiwan; this implies its risk and profitability become critical to insurers’ financial health. The paper constructs the Black-Derman-Toy model combining with optional-adjusted spread analysis model to price the spread on asset required to yield to make such products break even, with further extension to measure the impact of interest shock on asset liability management. We choose two different crediting strategy products to illustrate the option value of the insurance firms- the option to reset rates based on the path of interest rates and the expenses charges as well as the option of policyholders-the option to surrender policy if not satisfied with crediting rate. With our implemenTable models, insurance firm will have capacity to quantify its risk exposure and source of profitability as well as to seek an optimal strategy balancing sale volume and aggressiveness of crediting policy.

Keywords: Cash Flow Analysis, Interest Sensitive Annuity, Arbitrage Free Interest Rate Model, Optional-Adjusted Spread Analysis Model

1. Introduction

Interest rate risk is an important concern for life insurance firms. Insurers issue debt instruments for which the amount and timings of benefits payment are unknown at time of policy issuance and invest the premiums to maximize the return. The asset cash flow is composed of investment income and principal repayments while the liability cash flow in any future time is defined as the sum of the policy claims, policy surrenders and expenses minus the premium income expected to occur in that time period. When interest rates fall as the net cash flows are positive, the net flows will have to be reinvested at rates lower than the initial rates. The reinvestment risk emerges. On the other hand, negative net cash flows mean shortages of cash needed to meet liability obligations. A cash shortage requires the liquidation of assets or borrowing. If interest rates rise when the net cash flows are negative, capital losses can occur as a result of liquidation of bonds and other fixed-income securities whose values have fallen. And the price risk occurs.


Taiwan insurance companies are exposed largely to interest risk even though the popular products change over time. Prior to 1990, market was featured with fixed interest rate products which guarantee 20 or more years of fixed return to policyholders. With interest starts to decline in late 1990s, Taiwan insurers realize that high fixed interest products are too costly to issue but low fixed-interest rate products won’t be attractive to potential buyers. With the sale pressure, insurance companies start to issue unit-linked products as well as interest sensitive products to attract buyers. Single paid deferred annuities (SPDA) which belongs to interest sensitive family quickly takes up almost 20% of new premiums in the market and therefore its risk exposure becomes vital to insurers’ insolvency.


With single premium payment, SPDA policyholders earn interest at the company-declared annual interest rate which is guaranteed for one year at a time. Before the annuity commencement date, policyholders can withdraw all of the annuity value or part of it. With the above features SPDA involves two options. One option is in the policy holder’s hands, the option to surrender the contract early. As interest rates rise, SPDA owners tend to surrender and reinvest in higher yielding investments which is similar to the mortgage borrowers’ behavior. The other option is in the insurance company’s hands, the right to reset interest rates. The reset policy is function of market competitiveness, insurer’s investment performance and regulation limitations.

Santomero and Bebbel (1997) state that insurers have a sense of urgency to apply the tools of asset/liability management to manage interest rate risk. The traditional approach to interest rate risk management and valuation, namely standard immunization method, is based on the assumption that the yield curve is flat and interest rates change in a parallel and deterministic manner, which implies that asset and liability cash flows are independent of interest rate fluctuations. This condition and approach certainly does not hold for assets such as callable bonds and interest sensitive liabilities such as SPDA. This paper applies arbitrage free interest rate and option-adjusted spread analysis model to demonstrate how these models are constructed to measure the risks and to quantify emerging profits or losses by source for interest sensitive life products.

This paper makes two primary contributions. First, I develop implemenTable risk management models for life insurance firms, using market leading product SPDA for demonstration. These models will be able to work for other type of financial institutions as well given modifications to match product natures. Second, my empirical results provide several product design and investment policy insights. The remainder of the article is organized as follows. The second section reviews the literature and market background. Next, I describe my model in the third section and empirical results in section four. The fifth section summarizes and makes the conclusion.


2. Literature Review and Product Background

Academic research has shown that insurer insolvency is significantly related to interest rate volatility. The importance of interest rate risk to life insurance firms can be summarized as 1) the investment portfolio of the typical highly leveraged insurer is concentrated in long-term fixed-income securities (Brewer, Carson, Elyasiani, Mansure and Scott, 2007); 2) life insurer performance is negatively related to changes in interest rates (Browne, Carson, and Hoyt, 1999, 2001); 3) for insurers whose duration of assets exceeds that of their liabilities, rising interest rates erode the value of surplus, leading to increased leverage and a greater probability of ruin; 4) higher leverage increases the insurer’s cost of capital (Cummings and Lamm-Tennant, 1994); and 5) interest rate risk leads insurers to take steps to match asset-liability durations with futures and options (hedge) in order to hedge to protect franchise value (Hoyt, 1989b; Colquitt and Hoyt, 1997).


Duration and convexity (Macaulay, 1938; Redington, 1952).has long been developed to manage traditional life products such as fixed interest rate whole life or term life products. Further with immunization techniques, insurers aim to minimize variations in cash inflows and outflows on the assumptions that interest rates experience small deterministic changes and all cash flows are fixed and not dependent on interest rates.

With more innovative products onto the market, traditional immunization methodology won’t be proper to measure interest risk because timing or amount of the cash flows of such products depends on interest rate fluctuations. Applying stochastic interest rate approach, Kleinow (2006) discusses how to evaluate risk-neutral participating policy value and how the insurer can use its discretion about investment strategy to hedge product risk. Huang and Lee (2008) discuss the relationship between profit margin and declaring policies of interest rate sensitivity policies. Griffin (1990) points out to manage the interest sensitive products is to aim to have enough spread between the earning power of asset and the cost of liabilities to cover expenses and provide adequate profit. This paper then combines the Black-Derman-Toy model and Griffin’s option-adjusted spread analysis model to measure risk and profit source of such popular type of product.

SPDA has become dominant product in Taiwan insurance market since 2004, measured by first year premium as reported in Table 1. As shown in Table 1, single-paid form policies account for, in average, more than 

Table 1. Taiwan SPDA market share.
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50% of new premiums during year 2004 to 2009. Of which SPDA takes up more than 33%, in average, of total single-paid new premiums. Among all kinds of life products, SPDA accounts for almost 20% of market share (except for year 2006 and 2007 due to regulations constrains) which shows risk and profit quantification of such product are very important for life issuers.

Taiwan SPDA differs from US SPDA in one major aspect which is the crediting rate strategy. Taiwan insurers’ crediting strategy is not only a function of market competitiveness and own investment performance but also a function of authority regulation limitations. In the initial phase of SPDA, the crediting benchmark regulated by insurance authority was set to be not lower than 2 year deposit interest rate with spread not more than 1.5%. Such crediting practice attracted customers who bought SPDA to substitute bank deposits and 15 out of 29 life insurance companies materially promote such product. Due to strong competiveness in crediting strategy, insurance authority promulgated in year 2005 that the crediting rate for new policies may not exceed the yield of 10-year government bond which once depresses the premium incomes of SPDA in late 2005, 2006 and early 2007 as reported in Table 1. This regulation was removed in April 2007 and market boosts in year 2008 and 2009. During years of 2004 to 2009, the crediting strategy of SPDA by insurers demonstrates divergent pattern as summarized in Table 2. In the initial phase, most insurers adopt 2 year deposit rate as crediting benchmark with plus 1.5% to 0% variations. The second phase, the prevailing 10 year government bond yielding lower than 2 year deposit rate, all policies were restricted to not exceed government bond yield. As to the third phase, insures are allowed to declare its own credit rate without any cap as long as asset segmentation by products has been performed. Crediting strategies among all insurers diverge materially 

During year 2004 to June 2009, the maximum crediting rate, minimum crediting rate, average crediting rate of life insurance firms along with 10-year government bond yield and Taiwan Bank 2 year bank deposit rate are shown in Graph 1. From Graph 1, we observe that the maximum credit rate ever reaches 3.8% and down to 2.21% which remains higher than 10 year Government bond and 2-Year Bank Deposit, and industry average credit rate records between 3.2% and 1.37%.

At the same time, the aggregate asset portfolio conducted by life insurance firms during year 2003 to year 2008 as summarized in Table 3 doesn’t seem to have much variation even though premium contribution from SPDA has reshuffled the product mix and liability structure materially. In other words, whether life firms are able to adjust asset allocation dynamically to match with liability features such as product duration is highly questionable.

3. Model Construction

Option-adjusted spread analysis aims to calculate the profitability and measure risk exposure of insurance products on a spread basis and to incorporate the expected value of option inherent in the assets and the liabilities which is a long-dated option to surrender at a fixed price into the spread. Since there is no unambiguous market value of liabilities, we won’t be able to compare it directly to the market value of assets or use it to

Table 2. Credit rate regulation and insurers’ practice over 3 regulation phases.

		Periods

		Credit Rate Regulation

		Insurers’ Practice

		Benchmark Interest



		2004-June 2005

		not lower than 2 year deposit interest rate with spread not more than 1.5%

		Maximum crediting rate maintains at 3% for the whole periods while the minimum crediting rate declines to 1.87% as of June 2005; the average crediting rate starts with 2.54% as of Jan 2004 and goes down to 2.39% as of June 2005.

		Taiwan Bank 2-Yr deposit rate records as 1.48% as of Jan 2004 and goes up to 1.77% as of June 2005, at the same time, the10-Yr government bond yield records as 2.62% as of Jan 2004 and goes down to 1.87% as of June 2005.



		July 2005-April 2007

		Crediting rate of new policies issued after July 2005 won’t be allowed to exceed the yield of 10-year government bond.

		Combining new and existing policies in the market, the maximum crediting rate goes from 3% to 2.85% during this period while the minimum crediting rate goes from 1.87% to 1.98%. 

		The 10-Yr government bond yield records at 1.99% as of July 2005 and 2.02% as of April 2007. During this period, the 10-Yr bond yield remains lower than 2 Yr bank deposit rates which records as of 2.34% as of April 2007.



		April 2007 till now

		Insurance Companies are allowed to declare crediting rate according to own investment performance.

		The maximum crediting rate reaches historically high as of 3.8% as of June 2008 to Oct 2008 and go down to 2.21% as of June 2009. The minimum rates range between 2.38% to 0.14% during this period. 

		Both 10-Yr bond and 2-Yr deposit show declining patterns. They start with 2.02% and 2.34% at the beginning of the period and go down to 1.63% and 0.85% as of June 2009 respectively. Staring Jan 2009, the 10-Yr bond yields higher than 2-Yr deposit.
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Graph 1. The maximum/minimum/average crediting rate and 10-year government bond yield and Taiwan Bank 2 year bank deposit rate from Jan of 2004 to June of 2009.


Table 3. Life firms asset allocation by year.
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calculate an option-adjusted spread on the liabilities. As suggested by Griffin (1990), I use the market value of assets, which is known, to calculate the required spread on assets which represents the spread over Treasuries that must be earned in order to satisfy the liabilities. 


To start to calculate the required spread on asset to earn for interest sensitive liabilities, I first need to develop a set of Treasury interest rate paths. I adopt Black-Derman-Toy model as shown in equation (1). 
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The symbol d means differentiate and r denotes interest rate, and a(t) is the stationary process, as well as θ(t) is the non-stationary process, σ(t) means error terms.

There are two reasons that BDT model is adopted in this paper. First, due to simplicity of its calibration and straightforward analytic results, its solutions are available and practical in term of business application (Ang and Sherris, 1997). Second, due to arbitrage-free conditions, BDT dictates that the means of short rates are implied by the term structure of the prevailing Treasury yield curve at the time of valuation.

Next I continue to calculate asset and liability cash flows and expenses. For interest sensitive liabilities, this will be a matrix of cash flows, one for each future period of time along each interest rate path.

I define the following notations and cash flows. 
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 denotes market value of assets. At the point of product pricing and design, the market value of asset is the premium assumed to be received on the product less up-front expenses,
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denotes cash value and credit rate matrix in period i and interest path node j, the cash value in the 1st period (
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In equation (6) and (7), 
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[image: image22.wmf]()


i


BSR


), which is non-sensitive to credit strategy, surrender charge(

[image: image23.wmf]i


SC


), deviation of company’s credit rate (

[image: image24.wmf](


)


,


ij


CR


) and market credit rate (

[image: image25.wmf](


)


,


ij


MCR


) and sensitivity factor (

[image: image26.wmf]sensitivity


).




[image: image27.wmf](


)


(


)


(


)


,


1,,


ij


ijij


InforceInforce


withdraw


-


=-


      (6)



[image: image28.wmf](


)


(


)


(


)


(


)


,1,1,


1


ijijij


InforceInforceqq


--


=´-


       (7)



[image: image29.wmf](


)


(


)


{


(


)


(


)


(


)


(


)


}


,


,,


min


max,0,1


i


ij


ijiji


sensitivity


qq


BSR


MCRCRSC


=+


´--


    (8)


Additionally, with 
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denoting, surrender expenses and maintenance expenses in period i respectively, the liability expected cash flow in period i interest rate node j will be stated in equation (9).
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Finally, Determine the spread that, when added to the corresponding treasury rates, will discount the liability and expense cash flows in equation (9) to the market value of assets (
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). This spread is the required spread on asset (RSA). 


I further measure effective duration as in equation (10) and convexity as in equation (11) to have full scope of interest risk management. I adopt interest path derived from the above BDT model to calculate the original present value of cash flow, following the interest change of up and down 50bp respectively and recalculate the cash flow.
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4. Illustrative Outcomes


This section deals with empirical results which come from a case study. With term structure downloaded from Gre Tai Security Market as of July 30th of 2009 and flat shot rate volatility assumptions of 9.2%1, I first choose one of the aggressive SPDA issued in January of 2008, that is, the 3rd phase of crediting regulation during which insurer’s discretion on crediting policy is allowed. This SPDA claims its credit rate as of June of 2009 to be 2.2% which is about 130bp more than prevailing 2 year deposit, at the same time, the most aggressive SPDA claims 2.21% which is only 1bp more than our model SPDA. 


Since the model SPDA issuer ranks middle in term of employees’ size among life competitors, I use the industry average as overhead-related expenses parameters which include inflation adjusted surrender expenses, maintenance expenses, underwriting and issuing expenses. Other pricing factors which are disclosed on Policy Form include surrender charge, starting with 1.5% in the 1st policy year and decreasing to 0% in the 4th policy year, 2% of up-front loading and 1.25% of compensation to brokers. Regulation related expenses include 2% of loading as premium tax and 0.1% of loading as insurance security fund tax. We also include surrender sensitivity of 5 to top on the base surrender rate of 1%. Parameter details are summarized in Table 4.


1Flat volatility is estimated from yield of 31-90 days commercial paper as of Jan of 2000 to June of 2009.

Table 5 reports the analysis results. As shown in column (1), the required spread on asset is estimated to be 144bp which implied the spread over Treasuries must be earned on the assets in order to satisfy the liability side. This also means all- costs, including expenses and value of the options granted to the policyholder, should be 144bp more than the yield earned from equivalent Treasury cash flows. Column (2) illustrates the marginal effect on RSA of the feature introduced on that line. As shown, 2% of loading in line (4) is not enough to cover cost of 2 year deposit rate plus up-front and renewal expenses, and crediting policy of 130bp spread will require another 129.3bp over Treasuries, in line (5), to recoup the liability side. Though the surrender charge in the early years will reduce the RSA by 0.3bp, the reducing benefit is very limited since our model SPDA punishes its policyholders for only 3 years. In addition, the interest sensitive surrender doesn’t add up marginal RSA which is due to the aggressive crediting strategy of model SPDA. Column (3) measures effective duration due to specific feature and totals up to 0.99 which is consistent to current market practice since resetting rates annually will give the SPDA an effective duration which is close to the time to the next rate reset. 

Table 4. Insurer-directed spda pricing parameters.
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Table 5. Risk Measurement for insurer-directed SPDA.
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In summary, Column (1) of Table 5 conveys the information that investment portfolio dedicated to such products should yield at least 143.5 bp over Treasuries, on a risk option-adjusted basis to break and Column (2) reports marginal required spread on asset for each pricing feature, for example renewal expenses on in-force polices requires additional 14.2bp over Treasuries to cover the expenses. Column (3) indicates the effective duration of asset dedicated to such products should be approximate 1. 


From the Table 5, I observe the challenge of managing interest risk of such interest sensitive products, that is, life firms will bear the interest loss if they choose to match SPDA duration with assets dedicating to, for example, 1 or 2 years bank deposits, on the contrary, life firms will suffer the duration mismatch risk if premiums from SPDA are dedicated to higher yield assets such as 10 year government bond. But if the issuer is able to reduce the overhead-related expenses through scale of economics, then RSA will be expected to be further mitigated, for example, if we reduce the maintenance expenses by NT$100 per policy, then RSA will be down to 135 bp (not reported), this proves the expenses spread can increase the potential profitability. Thus insurers need to come up a strategy to balance sale volume and aggressiveness of crediting policy. Alternatively, if insurers are able to reduce the unit compensation rate by compensating brokers and agents with better service quality and negotiations, RSA will be effectively reduced as well. 


I also test another SPDA of same insurer which was issued late 2005 and regulated by cap of 10 year government bond yield. The expenses related parameters and other disclosed factors are summarized in Table 6. As shown in Table 6, the old SPDA is sold through bankassurance channel and compensation rate is set to 1.75% 

Table 6. 10-Year government bond cap SPDA pricing parameters.
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Table 7. Risk measurement for 10-year government bond cap SPDA.
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while loading only takes up 1% to attract customers who look for substitute products of time deposit. With more conservative crediting strategy, the RSA over Treasuries is materially reduced to 37bp, and effective duration remains about 1.The lower RSA is evidence of the value of the insurance firm’s option- the option to reset rates based on the path of interest rates and the prevailing surrender charge. But still, what challenge the investment strategy is to balance between interest income and duration matching.

In order to further grasp the impact of interest shock on interest sensitive products of life firms, I conduct interest sensitive analysis as reported in Table 8. By given the fair value of assets segmented specifically for SPDA, we calculate the present value of projected cash flows with an aggregate discount rate plus up and down 50bp respectively to measure price change on various asset classes. In the meantime, I apply duration and convexity of both SPDA products and measure liability price change as shown in equation (12). As in our model, when interest rate goes up 50bp, the assets, usually with longer duration, will depreciate faster than liability and end up cash shortage. On the contrary, when interest rate goes down 50 bp, the asset and liability of our model company result in 0.9% and 0.5% of appreciation respectively. With all the procedures and reported establish, life firm will fully monitor its risk exposure and financial health of issuing interest sensitive products.
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5. Conclusions


With interest starts to decline in late 1990s, Taiwan insurers start to issue interest sensitive products to replace the traditional fixed interest life products. Single paid deferred annuities (SPDA) which belongs to interest sen- 


Table 8. Interest sensitive analysis of SPDA.
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sitive family quickly takes up about 20% of new premiums and becomes dominant product in the market. Due to its vital impact on life insurers’ financial status but little literature devoted to risk and profit identification, this paper develops BDT model and optional-adjusted spread analysis model to demonstrate risk measurement procedures and analysis results, with further extension to measure the impact of interest shock on asset liability management of SPDA. 


As shown in our model, the RSA for aggressive crediting strategy requires 144bp while more conservative crediting strategy only requires 37bp and effective duration of both SPDA approximates 1. This implies aggressive and conservative products should yield at least 144bp and 37bp over Treasuries respectively, on a risk option-adjusted basis to break even, and the effective duration of asset dedicated to such products approximates 1. The analysis results convey two facts. First, the lower RSA is evidence of the value of the insurance firm’s option- the option to reset rates based on the path of interest rates and the prevailing surrender charge Second, Challenge of managing interest risk of such interest sensitive products is to dynamically balance the interest income and duration match. Given the common practice of longer asset duration allocation among life insurers, 

the impact on both sides of balance sheet due to interest shocks are analyzed and reported. Additionally, I also indicate if the issuers are able to reduce the overhead-related expenses, such as maintenance expenses per policy or unit commission rate, through generating large premium volume, then RSA will be effectively mitigated. Not only has this proved the expenses spread can increase the potential profitability of SPDA but insurers would need to focus on strategies to balance sale volume and aggressiveness of crediting policy. In all, this paper makes valuable contributions to insurer firms by constructing an implemenTable model to quantify risk exposure and sources of profitability of interest sensitive products.


Further research might explore the impact of dynamic reset strategies on RSA, for example to adopt strategy following new money rates less closely instead of 100% pegging new money rate. And other interest generating models could be tried out as well.
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