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ABSTRACT. In this paper, we explore the indifference pricing of the insurance contract relevant
to the home reversion plan involving a single insured and a pair of insureds. Under the assumption
that the risk-free bonds accumulate with a stochastic interest rate driven by a diffusion process, we
applied the principle of equivalent utility to derive the partial differential equation system that the
indifferent annuity benefits satisfy under the exponential utility function. Interestingly, the partial
differential equation systems under stochastic interest rate coincide in form with those under the
constant interest rate. However, while some parallels exist, there are subtle differences between them.
In case that the value of stochastic interest rate at the beginning of signing the insurance contract
is the same with the constant interest rate, the indifference annuity benefits under the stochastic
interest rate coincide with those under the constant interest rate. The indifference annuity rates
under the stochastic interest rate relate only with the initial value of stochastic interest rate at the
start of writing the insurance contract, and have nothing to do with the specific paths of the diffusion

process that drives the dynamics of stochastic interest rate.
Keywords: Stochastic interest rate; Home reversion plan; Long-term care; Markov model; Indiffer-

ence continuous annuity; HJB equation.
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1. INTRODUCTION

Reverse mortgages are specialized loans available to elderly homeowners. This
loan, as opposed to a simple sale, enables the qualifying seniors to convert some of
their home equity into cash while allowing them to continue to live in their own

homes. Also with a reverse mortgage, such qualifying seniors can access a significant
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amount of cash to pay for living expenses, in-home services and supports, insurance

premiums for long-term care.

With the increase in the aging population, the pressure on social security and
medicare entitlements is on the rise. So, it becomes increasingly important to find
effective ways to improve the seniors’ long-term care financing system, as well as
to decrease state medicare/medicaid budgets. Thus the idea if utilizing the reverse
mortgage to pay for long-term care services and insurance has come into being couple
of decades ago, see [3], [4], [5], [9], [10].

However, the published research on pricing the contract that links the reverse
mortgage to long-term care are still scanty. In a recent work, [11] first designs a special
insurance contract linking the home reversion plan to the long-term care involving a
single insured, and then prices the contract with the equivalent utility principle. Our
earlier work [8] modified and followed the method in this work to design and price the
continuous annuities of home reversion plan and the insurance contract linking home
reversion plan to long-term care for a ‘pair of insureds’ (meaning, husband and wife).
The work [8] assumes that the insurer can choose investment proportion dynamically
between the risky assets and the riskless bonds, the instantaneous yield of the risky
assets is governed by a geometric Brownian motion, and the riskless bonds accumulate
with a constant interest rate. Then, [7] generalizes the dynamics of the risky assets
(i.e. home price) to follow a Lévy process, while the riskless bonds still accumulate
with the constant interest rate. In this paper, we extend the constant interest rate to
the stochastic interest rate and the stochastic interest rate is modeled by a diffusion
process; however, the instantaneous yield of the risky assets is still governed by a

geometric Brownian motion.

The remainder of the paper is organized as follows: Section 2 presents the results
of the optimal investment without the insurance risk under the stochastic interest
rates. As in the case of the insurance contract linking Home Reversion Plan (HRP)
to Long-Term Care (LTC) involving a pair of insureds, we derive, in Section 3, a
system of partial differential equations satisfied by the indifferent annuities under the
exponential utility function. In Section 4, as in the home reversion plan involving
a couple (presented by [8]), we derive the partial differential equation system that
the indifferent annuities satisfy. In section 5, we modify the work of [11] and derive
the partial differential equation system that the indifferent annuities satisfy under the
stochastic interest rate. Interestingly, the partial differential equation system that the
indifference annuities satisfy under the stochastic interest rates are the same in form

with that under the constant interest rate; however, they have different implications
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and meanings. The final Section 6 presents the conclusion and indicate our future

direction in such problems.

2. OPTIMAL INVESTMENT WITHOUT THE INSURANCE RISK

We consider a complete filtered probability space (€2, F, (Fs)i<s<r, P) satisfying
the usual conditions, where T" denotes the term of the trading horizon. The filtration
F, consists of two subfiltrations, i.e., F, = F¥ V Fr where F7 = (FH

)i<s<T covers

the information about the risky asset, and F" = (F,);<s<r contains the information

about the stochastic interest rates. We make some blanket assumptions here.

e The filtrations F and F" are independent. The insurer invests in both a risk-
free asset and a risky asset.
e The value process (Hy)i<s<r of risky asset is modeled by a geometric Brownian

motion
(1) dH, = H,(uds +0 dBY), Hi=H >0, t <s<T,

where B is a standard Brownian motion on the probability space (9, F, P),
adapted to the filtration F# = o(BY : 0 < u < s). The constant drift parameter
w1 and the diffusion parameter o denote the mean return rate and the volatility
of the risky asset, respectively.

e The value of risk-free asset accumulates with the stochastic interest rate r, > 0,

for t < s <T. The dynamics of the stochastic interest rate is governed by
(2) drs = a(s,rs) ds +b(s,rs) dBL, ry=r >0, t < s <T,

where B! is a standard Brownian motion on the probability space (2, F, P),
adapted to the filtration F] = o(B], : 0 < u < s). Note that the Brownian

motions {B¥} and {B7}, 0 < s <T, are independent.

e The stochastic interest rate given by (2) satisfies the assumptions:
(B1) a(s,rs) : [0,T] x (0,00) — R and b(s,7s) : [0,T] x (0,00) — R are continuous
functions, uniformly in s, locally Lipschitz continuous in r;
(B2) For any (t,r) € [0,7] x (0,00), we have

sup Bllral? | 7o = 1] < o0,
u€[t,T)

P(r, € (0,00),Yu e [t,T] | rs=71)=1.

Under the Assumptions (B1)—(B2), there exists a unique strong solution to the SDE
(2) such that the mapping (¢,7,s) — r%"(s) is P — a.s. continuous, and for each
starting point (t,7) € [0,7] x (0,00), the stochastic interest rate process is non-

explosive on [t, T].
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With the dynamics of the stochastic interest rate for the single-factor structure
governed by the SDE (2), [1], [2] and [13] analyze the pricing of the insurance contract,
where they assume that a(ry, t) > 0 and b(r, t) > 0 so that r, > 0, for all £ > 0.

e Now, the dynamics of risk-free asset M, (¢t < s <T) is given by
dMy, =r Myds, t < s <T.

e Let W, denote the wealth of insurer at time s, with initial wealth W; = w.

e The insurer can adjust the dynamic proportion of risky to risk-free asset. Par-
ticularly, the insurer invests 7, into the risky asset (in our case, the real estate)
at time s (t < s < T'), and the remainder of the asset W, — 7 into the riskless
asset. Then, the wealth process of insurer W associated with 7, is a solution to
the following SDE

dH, dM;
H; M,
= [rWs+ (n—ry)m] ds +om, dBY, (t <s<T),

dW, = m,

+ (Ws — my)

with the initial wealth W; = w.

e Without the insurance risk, the value function of the insurer is defined by

(3) UO(w,r,t) = sup E[u(Wr)|W; = w,r, = r],
{TFSGA}

where the utility function v : R — R is assumed to be strictly increasing and
concave.

e Let A denote the set of all admissible strategies m, that are F,-adapted, self-

T
financing and square integrable (i.e. F </ m2ds | < 00).
t
e Assume that the utility u is given by the exponential utility function
1
(4) u(w) =——e* (a>0),
«

where the parameter o measures the absolute risk aversion of the insurer.

Definition 1. For notational brevity, we introduce the following partial differential

operators:
x _ 9f IRV} S L | of
DAL f (0 Ht) = Sh o ot (u= ) - D)5 4 oL () o
15 0 f af 2 , O*f 9 o0 f
(5) +—b (t,r )82+“H8H+ HW+UWH8w8H’
o of of >*f of 0*f
7 _ Y97 . o] o2n? 9gJ 2
3Abf(w7/r’ t) T at + (Tw+ (Iu T)ﬂ- b) aw + an +a (t 7”) a +3 b ( )8
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T,0 _g ﬁ 1 2 2a2f
(7) oL, f(H, 1) : o +7"H8H + 50 H S

Here the partial derivatives in equation (5) and (6) are defined as functions of (w, r, H, t)

+ bae" T

and (w,r,t), respectively; for instance, gf in (5) means that 8f = gf (w,r, H,t), and
af in (6) means that ﬂ = g—f(w, r,t); the parameter « is the same asin (4); T, p, o
denote, respectively, trade horizon, the mean return rate, and volatility of risky asset

given by the Equation (1); and r denotes the initial value of stochastic interest rate

given by (2).

We will freely use the following standard results:

1. Applying It6 formula to U (w,r,t) we get

ou® ou® 1 0*UW© ou®©
0 _ 2 2
dU )(w,r, t) = [ 5 + (rewy + (0 — 1)) 9 50 T, 0 + af(t, ”)—ar
1 9*U© ou© v
+§bQ(t7 Tt)W:| dt + OT¢ aw dBtI{ + b(t, Tt)WdBt .

2. Using the standard stochastic control methods, we obtain that U(® (w,r,t) solves

the following HJB equation

U U v 1, U
BT + rw 9 +a(t,r) o + 3 (t,r) B2
1, ,0°U© U
(8) +max {50 T +(p—r)m 5 [~ 0

3. Let & := ae” ™. In order to simplify the above HIJB equation for U© (w, r, t),

we make an ansatz of the form

1
9) U (w,r t) = - exp(—awe" T g(r,t).
Then g(r,t) solves the following equation with the boundary condition g(r,T") =
0
_ L, 1, _
aw(T —t) |—a(t,r) — §b (t,r)(T —1t)+ §b (t,r)aw(T —t)
(b —1r)? g
20_2 g(/’n7 t) + at
dg 0?
(10) +p@m—awT—ww@th+ m<>ag:a

3. INSURANCE CONTRACT LINKING HRP TO LTC: PAIR OF
INSUREDS

Under the financial market described in Section 2, we first adopt Markov models

to describing the actuarial construct of the contract linking Home Reversion Plan to



554 L. MA, J. ZHANG, AND D. KANNAN

() O
(a) (b)

F1GURE 1. The Markov model for a pair of insureds

Long Term Care, and then show the indifference annuity rates are controlled by a

system of nonlinear partial differential equations.

3.1. Markov Model Distinguishing the Gender of Insureds. The study of this
section is mainly based on a seven-state continuous time Markov model illustrated in
Figure 1(a), which describes the states and transitions for the contract linking home
reversion plan to long term care for a pair of jointly insureds. In the following, the
pair of insureds are denoted by (z) and (y), with the interpretation (z) = x-year old
husband and (y) = y-year old wife. The corresponding states in the Markovian model

are as follows:
1) State 6 represents that the insured pair (z) and (y) lives at home;
2) State 5 represents that (z) is dead and (y) lives at home;

(

(

(3) State 4 represents that (y) is dead and (x) lives at home;

(

(5) State 2 represents that the only survivor (y) lives at nursing home;
(

)

)

)
4) State 3 represents that (z) and (y) both live at nursing home;

)
6) State 1 represents that the only survivor (z) lives at nursing home;
)

(7) State O represents that both (z) and (y) are dead.
The model is assumed to work under the following implicit hypotheses:

(A1) The two events One insured dies and The other insured moves into a nursing

home cannot happen simultaneously.

(A2) For the convenience of analysis, we forbid the event that One of the insureds

lives at home, while the other lives at nursing home.

NOTE: (1) By assuming that the couple (x) and (y) cannot die at the same time,
we can employ Figure 1(b) to illustrate the states and transitions. In the absence of
this assumption, we can use Figure 1(a) to describe the actuarial structure.

(2) Comparing Figure 1(a) with Figure 1(b), we observe that the transitions 6 — 0
and 3 — 0 appear in Figure 1(a) but not in Figure 1(b).
(3) Under the assumption (A1), both the transitions 6 — 1 and 6 — 2 cannot happen.



UTILITY INDIFFERENCE PRICING 555

Assume that Z, is a continuous-time Markov chain representing the policy state at
the time s € [t,T). Let P;(s,t) = P(Zy = j|Zs =), (i,j € S, s < t) denote the tran-
sition probabilities, and \;;(t) = lim,_ w, i # s and Ni(t) = — 325 N (1),
denote the corresponding transition intensity. Let 7; be the stopping time of entering

the state ¢ (i = 0,1,...,5), d.e., 7, :=inf{t; Z, =i},i=0,1,...,5.
Cash Flow SDEs: When the policy states and transitions are illustrated by

Figure 1(a), the insurance contract linking home reversion plan to long term care, for

a pair of insureds, is designed as follows:

(I) When the insureds are at state i (i = 1,2,...,6), the insurer pay the insureds

the continuous annuity with rate b; (i = 1,2,...,6).

(IT) The insureds employ all cash from the sale of the house to repay the insurer at

the time T = min{70,7—177-277—3}'

Then, when the insurer underwrites the above contract linking home reversion

plan to long term care, the cash flows of the insurer are governed by the following
system of SDFEs:

( dW, = ug ds + oms dB,  t < s < min(7y, 73,74, 75),

dW, = ps ds + oms dB, 13 =174 =00, t <75 < s < min(7y, ),
dW, = py ds + oms dB, 13 =15 =00, t <74 < s < min(7g,71),
(11) dW, = puz ds + oms dBY, 74 =175 =00, t <13 < s < min(7y, 71, T2),
AW, = jy ds + oms dB,  1y=00, t <y <s<T19<T,

dW, =y ds +oms dB,  15=00, t <7 <s<T79<T,

dW, = o ds + oms dB?,  t<19<s<T.

\

where by = 0 and p; = rsWs + (u—rg)ms — b; (1 = 0,1,...,6), with the boundary

conditions:

'Wt:wa
WTJ :WT(; + Hry, Tg = Ty = T5 = OO,

(12) § Wer =W+ Hp, 3=T5=00, t<T <79 <T,
WT;:WT;jLHTQ, T3 =T, =00, t <Tp <79 <T,
\WT3+:WT§+H73, Ty =T5=00, t<T3 <790 <T.

3.2. The HJB Equations for the Indifference Annuity Rates.

Definition 2. A strategy {ms : (t,7] x Q — R,t < s < T} is called admissible, if
T is progressively measurable with respect to the filtration Fj, the SDE system (11)

has a unique strong solution, and E[[, n2ds] < oc.
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Value Function: Let A denote the set of all admissible strategies. For the
above insurance linking HRP to LTC in the above subsection, the value function of
the insurer at state ¢ (i = 4,5,6) is defined by

UD(w,r,H,t) = sup Elu(Wp)|Wy=w,r=r H,=H,Z, =i], i=4,5,6.

{ms€A}

When the insureds are at state i (i = 1,2,3) at time ¢t (0 < ¢ < T), the insurer
pays the insureds a continuous annuity at the constant rate b; (i = 1,2,3). This
still leaves the insurer at risk of payment of the annuity. From article (II) of the
insurance treaty described above, the insured repays the insurer with the cash of
selling the house at time 7 = min{7y, 71, 72, 73}. In other words, at the time ¢t > 7 =
min{ 7y, 71, T2, 73}, the insured has repaid the insurer. Then, the maximum expected
utility of terminal wealth for the insurer corresponding to the states ¢, 1 = 1,2, 3,
which are derived by the optimal strategy, are not dependent on the house price. So,
the value function of the insurer at state i (i = 1,2, 3) are defined as follows

UD(w,r,t) = sup Elu(Wp)|W, =w,r, =1, Z = i].
{rs€A}

The following Lemma 1 gives the nonlinear partial differential equation system
that the value functions U® (w,r, H,t) (i = 4,5, 6) and U9 (w,r,t) (i =1,2,3) solve.
The PDE operators 2 A7 U (w,r, H,t) and 3 A7 UY (w,r,t) are defined in (5) and
(6), respectively. The definition of U®(w,r,t) are given by (3) and it satisfies HJB
Equation (8).

Lemma 1. U9 (w,r, H,t) solve the following HJB equation

maux[zA’r U (w,r, H t)] + Z Xe; (O[T (w,r, H t) — U (w,r, H,t)]

j=4,5
(13) —1—2)\6 UD(w+ H,rt) — U (w,r, H,t)] =0,
7=0,3
where U (w,r, H,t) (i = 4,5) and U®) (w,r,t), respectively, satisfy the following
HJB Equations
(14) max A7 U (w,r, H,t)] + > Agj()[UY (w + H,r,t) = U (w,r, H, )] = 0,

7=0,2

(15) max [p A7, UW (w,r, H,t)] + > Ay()[U (w + H,r,t) = UD(w,r, H, )] = 0,

§=0,1

(16) max |: Aﬂ- U(g) w r, t Z )\33 w,r, t) - U(g)(wa r, t)] =0.

7=0,1,2
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Furthermore, U (w,r,t) (i = 1,2) solve the following HJB Equation
(17) max [3A2iU(i)(w, rt)] + X [UO (w,r,t) — UD(w,r,t)] = 0.
The HJB Equations (13)—(17) are subject to the following terminal conditions
UD(w,r,H,T) = u(w) (i =4,5,6), UD(w,r,T) =u(w) (i=1,2,3).

Proof. Assume the insurer fixes the strategy {m} as {m} from the time ¢ to t + h,
which may not be the optimal strategy. From the time ¢+ h to the end of horizon, the
insurer invests with the optimal investment strategies. We consider the next possible
state from State 6 and the optimal investment. From the definition of U®) (w,r, H,t),
we obtain
UO(w,r, Hit) > > Py(t,t+h)E" U (Wipn + Hn, regn t + b))
§=0,3

+ Z Pj(t,t + h)Ew’r’H’t[U(j)(WHh, Teahs Hipn, t + D))

j=45

(18) +P66 (t, t+ h)Ew’T’H’t[U(ES)(Wt_;,_h, Tt4+h, Ht—i—h, t+ h)],

where the notation £ denotes the conditional expectation with respect to {W; =
w,ry =1, H = H}.
Apply It6 formula to U@ (w,r, H,t) (i = 4,5,6) to obtain

U(i)(Wt+ha Teshs Hipn, t +h)

t+h
= U (w,r, H,t) +/ 2«4§2U(i)(WS77“sv Hy, s)ds
t

t+h aU(i)
—l—/ b(s,rs)——(Ws,rs, Hs, s)dB.
t

or
t+h (4) (3)
(19) +/t [JHS%LH(WS,TS,HS,S)—l—UWagw (Wi, rs, Hy, s)| dBY,

Again, It6 formula applied to U™ (w, 7, t) yields

U(i)(Wt-FhJ Tein, b+ h)

t+h
= U9 (w,n,1) +/ s Ay U (W, 1y, s)ds

t

t+h (i) t+h 0)
(20) T / U (W, $)dBH + / b(s, ) L W v, ) B
t t

on ow or

where by = 0. Note that, as h — 0, we have
PﬁG(t, t —+ h) — 1,
Pﬁj(t7t+h) — O (j:073,4,5>,
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P (t,t+h
% —  Xg;(t) (=0,3,4,5),

S Pytt+h) = L
j=0,3,4,5,6
Inserting (19) and (20) into (18), reorganizing terms appropriately, dividing the equa-
tion by h, and letting h — 0 we obtain
0> AL U (w,r,H,t) + Z)\(; HUD (w,r, H,t) — U (w,r, H,t)]

j=4,5
(21) + 3 AU (w+ Hr,t) — U (w,r, H,1)] =0,
7=0,3
Finally, we follow the optimal strategy = = 7* in the time interval [¢, ¢+ h] to observe
that the Equality in (18) holds true. We obtain (13).

In the same way, we can show that (14)—(17) hold. We thus conclude the proof.
[

While the insurer pays the insureds the agreed upon continuous annuity, the
insureds repay the insurer with the cash on selling the house at a random time of the
insurance period as compensation. When the insurer pays out the annuity so that
the optimal investment with the insurance risk and paying the continuous annuity
coincides with the optimal investment without insurance risk and not paying the
annuity, the insurer is indifferent with and without underwriting the insurance risk.
In this case, the annuity rates are known as the indifference annuity rates. Thus,

when the annuity rates are the same with the indifference annuity rates, we have
UOw,rt) =UO(w,r, H t;b,i =1,...,6).

The following theorem presents the nonlinear PDE system that the indifference

annuity rates solve.

Theorem 2. Assume that the utility function is exponential, viz, u(w) = —ée‘o‘“’.

Let ¢;(t) (i = 1,2) be the solution of the following terminal value problem

doi(t _
(22) 0 L baoi) + A1~ 6] =0, 6T =
Then the indifference continuous annuity rates b; (i = 1,2,...,6) satisfy the following
equations
(23) ¢6(H7t;b17b27"'7b6) :07

where ¢(H,t) solves the following HJIB Equation

oLy Ge(H, ) + 3 Ags(t)[e 070 — 1]

j=4,5
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(24) + 3 A () D (9 (8) 1152y + Lyj=0y) — 1] = 0,
j=0.3
with the terminal condition ¢pg(H,T) = 0. The functions ¢;(H,t) (j =4,5) and ¢3(t)
in (24) solve the following HJB equations

(25) oLy ds5(H, 1) + [Asa(t)ha(t) + Aso(t)]e @HTOH — [Xoh(2) + Aso(t)] = 0,
(26) oLy  da(H, ) + [Maa(t) e (t) + Ao (1)]e™@HFOaELD) [N, (#) + Ao (t)] = 0,
@ B e # 3 080 = 0]+ X0t~ 6n()] =0

subject to the terminal conditions ¢;(H,T) =0 (i = 4,5) and ¢3(T) = 1, respectively.

Proof. To reduce dimensions of the equations in Lemma 1, we make the transforma-

tion
(28) UD(w,r, H,t) = UO(w,r t)e? D j =456,
(29) UD(w,rt) = U (w,r,t)gi(t), i=123.

We obtain the derivatives of U® (w,r, H,t) (i = 4,5,6) from Equation (28)

oU® _ i oUW ou® _ €¢i(H,t)U(o)%
or or ’ OH OH’
92U sED 520 oU @ B ¢i(H7t)aL(O) O
o~ © orz owoH ~ © ow OH
oU @ oU ) U@ oU ) D
— bi(HE) — oPi(H 1) oz
D T w o ¢ { o 81&}’
92U @ 92U o) 92U D¢, Lo
_ ¢ (H, _ _¢i(H, 0 1 2\2
ST i =0 G+ G

Substituting the partial derivatives of U'® (w,r, H,t) into max, {2 AL U® (w,r, H,t)},
and noting (8) and (9), we can obtain that

(30) max [zAgsU(G)(w, r,H t)] = U (w, r,t)e?sH oLy ¢6(H, 1).

Inserting (28) and (29), and noting & = ae” =" we get

Z Xej(t J) (w,r,H,t) — U(6)(w,7’, H,t)]
j=4,5
(31) U()(w Tt ¢6(H,t) Z)\ ¢] (Ht)—¢e(H,t) _ 1)7
7j=4,5

(32) U (w+ H, 7, )~ UO(w, r, H,1) = U (uw, r, 1)) (=0 (1) — 1)

(33) U(O)(w + H,rt)— U(ﬁ)(w, r,H,t) = U© (w,r, t)e¢6(H’t) (6_6‘H_¢6(H’t) — 1) )
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Substitute (30), (31), (32) and (33) into (13) to obtain the Equation (24). With
similar steps, we get the Equations (25) and (26) from (14) and (15), respectively.
Noting the operator 3Aj (w,r,t) defined by (6) and Equation (8) and (9), we obtain

(34) max [3A§BU(3)(w,T, t)} = U(O)(w,r, t) QZ’( ) + byags(t )} )
Substitute U® (w, r, t) =UO (w,r, t)¢i(t), (i =1,2,3), to obtain
Z As;(t) (w,r,t) — U (w,r,1)]
7=0,1,2
(35) (w,r,1) LZ Az (1) — ¢3(t)) + Aso(t) (1 — 9253(15))]
—12

Substituting (34) and (35) into (16) we obtain (27). Equation (22) follows similarly
from the HJB Equation (17). This completes the proof. O

Remark 1. Theorem 2 presents the indifference pricing equations for the continuous
annuity rate b; (i = 1,2,...,6). Apparently, the b;, (i =1,2,...,6), do not appear in
those equations. In fact, the b;’s are hidden in the appropriate differential operators.
For example, noting the definition of £, f(X,t) given by (7), the specific form of
oL, ¢i(H,t) (i =4,5,6) is expressed as
2

3 g 3
where r denotes the value of stochastic interest rate r, at time t.

(36) OEZ;UQSi(H, t) = + b Oé€ (T t),

Remark 2. For the contracts linking home reversion plan to the long term care based
on Markov models in [8], we just need to make the corresponding modifications in
the derivative details of Lemma 1 and Theorem 2. Then the results paralleling them

under the stochastic interest rates can be derived without much effort.

Employing the methods of Theorem 3.4. and Corollary 3.5 of [8], we can obtain
from Theorem 2 the Feynman-Kac formula for the indifference continuous annuity
rates b;, 1 =1,2,...,6.

4. HOME REVERSION PLAN FOR A PAIR OF INSUREDS

The contents of Sections 4 and 5 parallel that of Section 3. Therefore, we continue
to follow similar notations as in Section 3. With constant interest rate, [8] prices the
home reversion plan for a pair of jointly insureds with the principle of equivalent
utility. In this Section, we continue the study of this problem under the assumption
of stochastic interest rate. Allowing that a pair of jointly insureds die simultaneously,
we can adopt Figure 2(b) to describe the policy states and transitions. Otherwise

the corresponding policy states and the transitions are given in Figure 2(a). The
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(a) (b) ()

FI1GURE 2. Markov model for home reversion plan for a pair of insureds

following are based on Figure 2(a). The associated policy states for the couple are as

follows:

1. State 3 represents that both (z) and (y) are alive;

)

2. State 2 represents that (z) is dead and (y) is alive;

3. State 1 represents that (z) is alive and (y) is dead;
)

4. State 0 represents that both (x) and (y) are dead.

Here, as before, (z) and (y) denote the x-year old husband and y-year old wife,
respectively. Let 7, = inf{t; Z, = i} denote the stopping time of entrance into state
i (i = 0,1,2). The home reversion plan applied jointly by a couple is designed as

follows

e As for benefits, we assume that a continuous annuity benefit is paid at an in-
stantaneous constant rate b; when the insureds are in state i, 1 = 1,2, 3.

e In return, the insurer will be repaid with g(X,,, 7) at the time of entering into
state 0, where 0 < g(X,,,70) < X,,. In other words, the insureds agree as per
the contract, to repay with whole or part of the cash generated from the sale of

the house at time 9.

Dynamics of Wealth: Based on the financial market in Section 2, when the

insurer underwrites home reversion plan for a couple, the dynamics of wealth is as

follows
( Wi = w,
W+ =W, - +g(Hy, ), t<m<T,
AW, = [ Wo+ (= 73)ms = bs] ds + omy dBT, 1 <'s <min(r,m) <T,
AW = [ Wet (= ro)ms = bo ds + omy dBY, 1 <m<s<m<T, 7 =0,
AWy = [rsWs + (u —r)mg —by] ds +on, dBY, t<m <s<1<T, 7 =00,
AWy = [rWy + (u — r6)7s] ds + omg dB t<t<s<T.



562 L. MA, J. ZHANG, AND D. KANNAN

Value Functions: For the above home reversion plan, the corresponding value
functions U@ (w,r, H,t) (i = 1,2,3) are defined as follows

(37) UD(w,r,H,t) = sup Eu(Wp)|Wy=w,r =r H, = H,Z =1i].
{ms€A}
Here A represents the set of all admissible strategies that can be strictly defined in
the same way as in Definition 2.
Computing the corresponding derivatives as in the proof of Lemma 1, we can

show that the value functions defined by (37) solve the following HJB system.

Lemma 3. U®) (w,r, H,t) solves the HJB Equation
(38) {m%[zAggU@ (w,r, H)| + > Asi()[UD (w, r, H,t) = U (w,r, H, )] =0,
e =12

where U (w,r, H,t) (i = 1,2) solve the HJB Equations

(39) {maﬁ [zAZfZ,U(i)(w, r, H, t)} + )\io(t)[U(O) (w+g(H,t),rt)— U(i)(w, r,H,t)] =0,
S

subject to the terminal conditions
UD(w,r,H,T) = u(w), i =1,2,3,
respectively.
With the continuous indifference annuity rate by, by, b3, the optimal investment
with insurance risk is the same with the optimal investment without the insurance

risk, i.e.
U(O) <w7 T, t) = U(g)(wa r, Ha t; bla b27 b3)

The following Theorem 4 gives the pricing equation system that the indifference

annuity rates by, by, b3 satisfy.

Theorem 4. Assume that the utility function is exponential, viz u(w) = —ée_o‘w.
Then, the indifference continuous annuity rates b; (i = 1,2,3) solve the following
equation

(4()) ¢3(H7t7 b17 b27 b3) = 07

where ¢3(H,t) solves the HIB Equation

(41) oﬁg’:(bs(H, t) + Z )\3@@) (e@(H,t)*d)S(H,t) — 1) — O’

i=1,2

and ¢;(H,t) (i = 1,2) satisfies the HIB Equation
(42) 0Ly di(H, t) + Nig(t) (e~ (@8ULO+H D) 1) —
b;

subject to ¢;(H,T)=10,1=1,2,3.
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Remark 3. The reader will notice that Theorem 4 coincides with Theorem 4.3. in
[8] in form, just with different notations. However, there exist both differences and

similarities between them.

e DIFFERENCE: The main differences are due to the different meanings of r in
these two theorems. The rate r in Theorem 4 represents the initial value of
stochastic interest rate whose dynamics are modeled by the diffusion process
(2). Thus, Theorem 4 indicates that the indifference annuity rates only relate
with the initial value of stochastic interest rate at the beginning of underwriting
the insurance, and have nothing with how the diffusion process evolves. Note
here that the r in Theorem 4.3 of [8] denotes a fixed deterministic interest rate
during the whole insurance period.

e SIMILARITY: There exist mutual connections between them. Suppose here that
the initial value of stochastic interest rate in Theorem 4 coincides with the
constant interest rate in Theorem 4.3 of [8], the indifference annuity rates under

stochastic interest rate are the same as for that under the constant interest rate.

5. INSURANCE CONTRACT LINKING HRP TO LTC: A SINGLE
INSURED

Under the hypothesis that the interest rate is constant, the work [11] prices the
insurance contract linking home reversion plan and long-term care insurance with the
principle of equivalent utility. In this section, we will continue to price the linked
contract, but now under the assumption of stochastic interest rate rather than a fixed
rate. Since this section parallels Sections 3 and 4, we adopt similar notations and

omit the proofs.

The article [11] adopts a three-state Markov model to illustrate the policy states
and transitions of the linked contract. The corresponding policy states are:
e State (2): the Insured is healthy and living at home,
e State (1): the Insured is in the nursing home, and
e State (0): the Insured is dead.
Assume that there is no chance to recover from State (1) to health (State (2)), i.e.

the transition 1 — 2 cannot appear in Figure 2(c).

The stopping time 7; = inf{t; Z;, =i} represent the time of entering the State i,
i = 0,1. The linked insurance contract designed by Xiao (2010) is characterized by

the following clauses:

(I) When the insured stays at state i (i = 1,2), the insurer pay the continuous

annuities with the constant rate b;, 1 = 1,2, and by < by.
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(IT) At the stopping time T = min{ry, 71}, the insureds repay the insurer with the

cash of selling house.

By the clause (II), if the insureds directly enters State 0 from State 2, then at
time 79 the insurer will sell the insured’s house and own all the cashes coming out of
the sale of the house as compensation for annuity. If the insureds first enter State 1
from State 2 before entering state 0, then at time 7 the insurer will sell the house of

insureds and own all cash proceeds.

Wealth Equations: In the current context, when the insurer signs the insurance
contract linking home reversion plan and long term care, the dynamics of its wealth

are as follows:

( Wt = w,
W =W+ Hp, T <7 <T,
WTS’ - WTO_ + HTO, T =00, 1o < T,

dWs = [T5Ws _'_ (:u - 7ns)/]—rs - 62] dS + OTs dBf’ t <s< min(TO’ 7—1)’
AW, = [rsWs + (u — rs)ms — by] ds + om, dBE, 71 < s < 7,
AW, = [rsW, + (1 — 14)7s] ds + omy dBI, To<s<T.

\

Value Functions: The value functions describe the goal of the insurer which is
to maximize the expected utility of terminal wealth. In the present case, the value

functions at the State 2 and 1 are:

(43) UP(w,r, H t;by,by) = sup Eu(Wp)|W, =w,r, =r, H, = H, Z, =2,
{ms€ A}

(44) U(l)(w,r,t; bi) = sup E[u(Wp)|W,=w,r, =1 Z; = 1],
{ms€eA}

where A represents the set of all admissible strategies which can be defined in the

same way as in Definition 2.

Modifying slightly the derivations in Lemma 1, we can show that the value func-

tion defined by (43) and (44) solve the following HJB equation system

Lemma 5. The value function U®) (w,r, H,t) solves the HJB equation

(45) max[zAZ,;U(Q) (w,r, H,t)] + Z AU D (w+ H,r,t) — UP(w,r, H, )] =0,

i=0,1

where the value function UMV (w, r,t) satisfies
(46) max [gAZIU(l)(w, r, t)] + Mo U (w,r,t) — UV (w,r,t)] =0,
subject to the respective terminal conditions

UD(w,r,H,T) = u(w), UY(w,r, T) = u(w).
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If the insurer pays the insureds with the indifference continuous annuity rates
b1, ba, then the maximum expectation utility of the insurer subject to the insurance

risk coincides with the one without the insurance risk, i.e.
U(O) (w7 Ty t) = U(2) (U}, Ty H7 t; bl; b2)

Pricing Equation: With the notation @ = ae’ "%, the following Theorem 6
presents the pricing equations of indifference annuity rates b; (i = 1,2) for a single

insured.

—Qw

Theorem 6. Assume that the utility function is exponential, viz u(w) = —ée

The indifference continuous annuity rates b; (i = 1,2) satisfy the following equation
(47) ¢2(H, t; 1, b2) = 0,

where ¢o(H, t) solves the HJB equation

(48) oLyl da(H, 1) + e 220 Gy (£) Ay (1) + Ao (£)] — [Aan (£) + Ao (t)] = O,

in which ¢1(t) satisfies the following ordinary differential equation

(49) %}f” +[b1d — Ao(t)] 61 () + Awo(t) = 0,

where (48) and (49) are subject to the boundary conditions ¢po(H,T) = 0 and ¢1(T) =

1, respectively.

Remark 4. Although Theorem 6 coincides in form with Theorem 2 of [11], these
two theorems have some connections as well as differences. The interested readers
can imitate Remark 3 to conclude their connections and differences. In particular,
the notation r in Theorem 6 represents the value of the stochastic interest rate at the
initial moment of signing the insurance contract, while the notation r of Theorem 2

in [11] is the fixed constant interest rate during the whole insurance period.

6. CONCLUSION

With a multi-state Markov modeling, this article explores the indifference pricing
of continuous annuities of the insurance contract relevant to the home reversion plan
involving a single insured and an insured couple. We assume that the risky asset (i.e.,
home value) follows a geometric Brownian motion, and the risk-free bonds accumulate
with a stochastic interest rate driven by a diffusion process. Under such assumptions,
we applied the principle of equivalent utility to derive the partial differential equa-
tion system that the indifferent annuity benefits satisfy under the exponential utility
function. Interestingly, the partial differential equation system under stochastic in-

terest rate coincides in form with those under the constant interest rate. However,
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there exist connections as well as differences between them. In case that the value of

stochastic interest rate at the beginning of signing the insurance contract is the same

as the constant interest rate in [11] and [8], then the indifference annuity benefits un-

der the stochastic interest rate coincide with those under the constant interest rate.

The indifference annuity rates under the stochastic interest rate relate only with the

initial value of stochastic interest rate at the start of writing the insurance contract,

and have nothing to do with the specific paths of the diffusion process that drives the

dynamics of stochastic interest rate.
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