USE OF GENETIC ALGORITHMS FOR OPTIMAL
INVESTMENT STRATEGIES

by

Fan Zhang
B.Ec., RenMin University of China, 2010

A PROJECT SUBMITTED IN PARTIAL FULFILLMENT

OF THE REQUIREMENTS FOR THE DEGREE OF

Master of Science

in the
Department of Statistics and Actuarial Science

Faculty of Science

(© Fan Zhang 2013
SIMON FRASER UNIVERSITY
Spring 2013

All rights reserved.

However, in accordance with the Copyright Act of Canada, this work may be
reproduced without authorization under the conditions for “Fair Dealing.”
Therefore, limited reproduction of this work for the purposes of private study,
research, criticism, review and news reporting is likely to be in accordance

with the law, particularly if cited appropriately.



APPROVAL

Name: Fan Zhang
Degree: Master of Science
Title of Project: Use of Genetic Algorithms for Optimal Investment Strategies

Examining Committee: Dr. Derek Bingham
Associate Professor
Chair

Dr. Gary Parker
Associate Professor
Senior Supervisor

Simon Fraser University

Dr. David Campbell
Assistant Professor
Supervisor

Simon Fraser University

Dr. Yi Lu
Associate Professor
Examiner

Simon Fraser University

Date Approved: April 17

ii


lib m-scan7
Typewritten Text
April 17


Partial Copyright Licence S F U

The author, whose copyright is declared on the title page of this work, has granted to
Simon Fraser University the right to lend this thesis, project or extended essay to users
of the Simon Fraser University Library, and to make partial or single copies only for such
users or in response to a request from the library of any other university, or other
educational institution, on its own behalf or for one of its users.

The author has further granted permission to Simon Fraser University to keep or make a
digital copy for use in its circulating collection (currently available to the public at the
“Institutional Repository” link of the SFU Library website (www.lib.sfu.ca) at
http://summit/sfu.ca and, without changing the content, to translate the thesis/project or
extended essays, if technically possible, to any medium or format for the purpose of
preservation of the digital work.

The author has further agreed that permission for multiple copying of this work for
scholarly purposes may be granted by either the author or the Dean of Graduate
Studies.

It is understood that copying or publication of this work for financial gain shall not be
allowed without the author’s written permission.

Permission for public performance, or limited permission for private scholarly use, of any
multimedia materials forming part of this work, may have been granted by the author.
This information may be found on the separately catalogued multimedia material and in
the signed Partial Copyright Licence.

While licensing SFU to permit the above uses, the author retains copyright in the thesis,
project or extended essays, including the right to change the work for subsequent
purposes, including editing and publishing the work in whole or in part, and licensing
other parties, as the author may desire.

The original Partial Copyright Licence attesting to these terms, and signed by this

author, may be found in the original bound copy of this work, retained in the Simon
Fraser University Archive.

Simon Fraser University Library
Burnaby, British Columbia, Canada

revised Fall 2011



Abstract

In this project, a genetic algorithm (GA) is used in the development of investment strategies
to decide the optimum asset allocations that back up a portfolio of term insurance contracts
and the re-balancing strategy to respond to the changing financial markets, such as change
in interest rates and mortality experience. The objective function used as the target to
be maximized in GA allows us to accommodate three objectives that should be of interest
to the management in insurance companies. The three objectives under consideration are
maximizing the total value of wealth at the end of the period, minimizing the variance of the
total value of the wealth across the simulated interest rate scenarios and achieving consistent
returns on the portfolio from year to year. One objective may be in conflict with another,
and GA tries to find a solution, among the large searching space of all the solutions, that
favors a particular objective as specified by the user while not worsening other objectives
too much.

Duration matching, a popular approach to manage risks underlying the traditional life
insurance portfolios, is used as a benchmark to examine the effectiveness of the strategies
obtained through the use of genetic algorithms.

Experiments are conducted to compare the performance of the investment strategy pro-
posed by the genetic algorithm to the duration matching strategy in terms of the different
objectives under the testing scenarios. The results from the experiments successfully illus-
trate that with the help of GA, we are able to find a strategy very similar to the strategy
from duration matching. We are also able to find other strategies that could outperform
duration matching in terms of some of the desired objectives and are robust in the tested

changing environment of interest rate and mortality.

Keywords: Genetic algorithms; Investment strategy; Duration matching; ALM; Tradi-

tional life insurance
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Chapter 1

Introduction

1.1 Background and Motivation

Genetic algorithm (GA) is a searching technique that could explore the large solutions space
of a particular problem and quickly move towards the subspace which contains the best
solution according to user-defined objectives. One advantage of GA is its flexibility. It is very
easy to implement and can be suitable for many optimization problems, in particular, those
that are complicated and multi-dimensional. For a problem with no direct mathematical
solution, GA offers an alternative route to solve it.

GA has been widely used in many areas, such as engineering, medicine and finance. In
finance, it is particularly helpful in dealing with a complicated optimization problem in asset
management. For a fund manager, the objective is selecting assets, such as bonds or stocks,
among a wealth of assets available, that allows the portfolio to achieve excellent return
while minimizing risk. A common measure for the fund managers’ performance would be
the Sharpe ratio, which calculates additional return gained for each unit of volatility (Sharpe,
1994). The benchmarks for investment managers are usually the market index and peers.
This type of research has been carried out by various researchers and many have shown that
GA-aided strategy is able to successfully select a portfolio that could beat the market index
consistently in the period studied.

The investment management for insurance companies faces a more complex situation
than the pure asset management of fund managers. The reason is that insurance companies
need to consider both the asset side and the liability side of the portfolio. In a simplified

situation, insurers need to make sure future premiums to be collected and reserves are
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enough to cover future claims and expenses while having enough capital left to satisfy the
capital requirements from regulators (Cooper et al., 2010).

Given the difference in nature of the assets and liabilities facing an insurer, the focus
of Asset and Liability Management (ALM) of insurance contracts has been on managing
the various risks associated with the mismatch between the asset and liability side (Cooper
et al., 2010).

The type of product we are interested in studying is a term life insurance product, which
is a type of traditional life products. Traditional life product has been shown to be sensitive
to interest risk and therefore managing interest risk has been a top consideration in the
ALM practice (Mathis, 1993). Duration has been introduced as a risk measure for interest
rate risk and a history of the development of the duration matching strategy can be found
in Reitano (1991). Due to its ease of implementation, duration matching has become a
common and forefront method in ALM practice for traditional life insurance products and
even for companies who do not hedge interest risk actively for this line of business, they
have targets in place for the mismatch allowed between the assets and liabilities (Reynolds
and Wang, 2007).

In this project we adopt the dollar duration matching approach as introduced in Reynolds
and Wang (2007) for term life insurance product. With this method, we are able to find a
portfolio of assets that match the dollar duration of liabilities. We re-balance the portfolio
at the end of each year to enable the dollar duration from asset and liability sides to be
matched again. We are able to calculate return and risk measures for the portfolio by
adopting the duration matching strategy, and the performance is used as a benchmark to
evaluate the performance under the GA-based strategies.

We use GA to determine a portfolio of assets to back up the insurance portfolio too.
However, instead of attempting to find assets that match the dollar duration of liabilities, we
aim to find assets that could optimize our objectives under consideration. We are interested
in studying if with the help of GA, we are able to find alternative strategies that could
outperform the duration matching strategy, by some of the objectives, such as achieving a
higher return or a lower semi-standard deviation. We will show that the matched position
of dollar duration can also be considered as an objective and GA offers us the flexibility to
relax that position to a certain level while accommodating to other objectives a bit more.
For example, in some occasions, it may be worthwhile to allow for a duration mismatch for

higher profitability.
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Duration matching is a method that requires constant re-balancing. As market changes,
assets may be bought or sold to maintain the duration matched position. We introduce
re-balancing in GA program to let GA benefit from that feature too. We further use GA
to help us re-balance actively by selecting strategies based on the known information about
interest rate and mortality experience.

From this study, it is shown that GA is able to produce portfolios that are better than
the portfolios that duration matching yields, at least in some sense. GA helps find the best
allocation for different risk appetites, by allowing for a trade-off between different objectives.
It is shown that the re-balancing strategy can be optimized by means of GA. GA is also able
to produce a strategy that mimics the performance under the duration matching strategy
closely. In addition, it can be observed that duration matching offers a very balanced

strategy that GA can learn from as well.

1.2 Literature Review

Genetic algorithm has existed for the past twenty years and has been widely used as an
optimization tool. Extensive research has been carried in the field of portfolio optimization
of stocks portfolios to either relax the constraints in the portfolio theory or to improve
the performance of GA. Some recent contributions include Aranha (2007) who considers
transaction costs and introduces the Euclidean distance as the measure for the transaction
costs in re-balancing the portfolios. Soam et al. (2012) introduces an active re-balancing
strategy to improve the performance of GA-strategy especially in periods of market crashes.
Another contribution from that paper is that the trading volumes of stocks are considered
in the re-balancing stage as a signal for the future price movements. Chang et al. (2009)
introduces different risk measures for evaluating the portfolios and incorporates them into
a GA framework. Chan et al. (2002) studies a multi-stage optimization problem for stocks
portfolios. One contribution from this paper is the use of the tree representation for scenarios
that span multi-periods. It considers a simple scenario that only consists of upward and
downward movements in each period, and finds the investment strategy for each scenario. In
these previous researches, the performance from the GA-based strategy in stocks portfolio
optimization problems has been shown to be efficient and able to outperform other strategies,
such as a passive market index tracking approach, by achieving a higher return and a lower

risk.
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GA has only been recently introduced to the actuarial profession and very few papers
have been published by actuaries. One of the papers is Jackson (1997), which compares GA
and Newton’s method in an asset allocation problem and shows that GA is more efficient
in finding the optimal solution as the problem becomes more complex. Tan (1997) uses
GA to find asset allocations of various bonds and mortgages to back up a portfolio of
single premium deferred annuity contracts in a framework that incorporates price, risk and
competitiveness as the objectives.

For the duration matching strategy, which is used as a benchmark for the GA-based
strategy, the steps proposed by Reynolds and Wang (2007), who also study the ALM prob-
lem for traditional life insurance product and use a dollar duration matching strategy to
manage interest risk, are followed. Another strategy to manage bond portfolios to back up
liability cash flows is cash flow matching. Details of these two strategies can be found in
Fabozzi et al. (2007). Bierwag et al. (1983) discusses the conditions to satisfy in order to
achieve immunization for a portfolio that involves several liabilities and shows that duration
matching is not the only criteria needed to achieve immunization. Reitano (1991) shows
the limitations of the duration matching strategy in terms of non-parallel shifts on the yield

curve and develops a multi-variate model for the shifts on yield curve at different points.

1.3 Outline

Inspired by the previous research, such as Tan (1997), we explore whether GA offers a
promising alternative as a tool for portfolio optimization in the insurance setting.

Chapter 2 gives an introduction into genetic algorithm. Details of the GA are discussed.

Chapter 3 gives details of the problem and introduces the assumptions used. It also
introduces interest rate and mortality scenarios used in the training and testing of the
experiments done in Chapter 6.

Chapter 4 discusses the duration matching technique and presents some preliminary
results from the duration matching strategy.

Chapter 5 discusses the GA optimization framework. It gives details about the pa-
rameters in GA and about the objectives and expected results of the experiments. It also
introduces the active re-balancing program in the experiments.

Chapter 6 presents results from the experiments and comments on the various strategies

obtained through different methods.
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Chapter 7 reviews the advantages of using GA to obtain investment strategies and the
advantages of the duration matching strategy, and their limitations. Chapter 8 discusses

possible future research areas.



Chapter 2

Genetic Algorithm: What Is It and
the Theory Behind It

Genetic algorithm (GA) is an optimization technique that is developed in Holland (1975).
GA mimics the phenomenon of natural selection in the evolution of human beings to select
optimal solutions by the use of a computer. Based on the concept of survival of the fittest,
GA starts with randomly generated solutions to the problem that are analogized to a gener-
ation of individuals. By evaluating these solutions using the objective function specified by
the user, GA assigns the solutions (individuals) with higher scores a higher chance of being
selected as the parents to produce the offspring that form the next generation of solutions.
Therefore, the fittest individuals are most likely to pass their genes to the next generation
and the children are more likely to fit the environment even better. GA mimics this phe-
nomenon in nature by letting the binary chromosomes which represent the individuals to
recombine into new individuals. Although GA is a simplified version of the evolution of
life, it is expected that the solutions will become better generation by generation, in the
same way the human population evolves through time. GA has become a state-of-the-art
technology that is used to solve many real world optimization problems. The details of GA

procedures are explained in the following section.
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2.1 GA Procedures

In this section, the procedures in GA are introduced. The work flow of GA is displayed in

Figure 2.1 and more details are given following this.

(A generation of . k& Decodinginto
random binary = real number > Evaluation Selection
chromosomes | solutions ) L J

Recombination

—'—/‘

No l
Termination ’ A new B .
o < : Mutation
condition met? generation

Yes

Termination

s/

Figure 2.1: GA Procedures

Chromosome Coding: The first step of GA is to start with a number of random solutions
to the problem as the initial generation. There are various coding techniques to represent

a solution, such as binary, real numbers and permutations (Haupt and Haupt, 2004). For

example,
e Binary strings (0101110...0010);
e Real numbers (2.3,45.4,...,56.2,21.3);
e Permutations (1234,1243,2134,...,3412).

The binary representation is the way we will represent our variables. More coding
techniques are developed to suit a particular problem. Ideally the coding should be as

close as possible to the natural representation of the solution. For example, for the famous
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Traveling Salesman Problem (TSP) that attempts to find the cheapest way to travel a finite
number of cities, the best coding choice is permutation. For asset allocation problems, two
candidates of coding are feasible, binary strings and real numbers coding. The advantage
of real numbers coding is that it allows full machine precision while with binary coding,
the precision is limited by the number of digits allowed for each variable. In Herrera et al.
(1998), a discussion about the advantages and disadvantages of both coding methods is
given. According to Gaffney et al. (2010), no coding method outperforms the other in all
situations and the performance largely depends on the algorithms for the GA operators
other than on the coding method alone. We adopt the binary representation because it
is the most original way for representation in a simple GA (SGA). Further analysis could
be done to implement the real numbers coding method to decide which suits this problem
better.

Therefore, a number of randomly generated binary chromosomes are used as the initial
generation, with each one representing an individual solution. We could also start with a set
of solutions provided by methods other than random generation. For example, to generate
stocks portfolios, we could start with a portfolio of stocks recommended by experts and use
GA to aid in selecting a few stocks from them.

The total length of the binary chromosome is determined by the number of variables,
and the level of precision allowed for each variable. Let the variable be on the interval [a, b],
where a and b are real numbers, let the level of precision required be ¢ decimals, and let the
ith variable of interest denoted by x;, then the number of binary digits d needed for z; is
calculated by

297t < (b—a) x 10° < 24 — 1. (2.1)

For example, if a variable is on the interval [0,1] and the level of precision required is 4

decimals. The number of binary digits for each variable can be found by solving
2971 <« (1-0)x 10t < 29— 1. (2.2)

Since
211 < (1-0) x 10" <2 -1, (2.3)

the number of digits required for this variable is 14.

Decoding: In the second step, the binary chromosomes are decoded into real numbers

using the Gray decoding method (Rowe et al., 2004). The Gray coding system is considered
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as a special case of the binary coding system. It also uses the numbers 0 and 1 to represent a
real number. The reason for choosing the Gray decoding system instead of binary decoding
system is that Gray codes offer smaller Hamming Distance than binary codes do. Hamming
Distance is the number of substitutions required to change one code to another code of
equal length. For example, the Hamming Distance between [001011] and [101101] is 3.

A Dbrief example is given to illustrate why Gray decoding is more appropriate than
binary decoding. Suppose there are two parents, and we denote the first parent as parent!
and the second parent as parent2. As detailed later in this chapter, during reproduction
there is a crossover point where the chromosomes of the parents are cut and then joined
together to produce two new chromosomes as their offspring. A crossover point randomly
falls somewhere in the middle of the chromosomes of the parents and results in two offspring,
offspringl and offspring2. The position of the cut is indicated using “|” and the parents
used in this example are 13 and 16. In the first example, regular binary coding system is

used. The following equations represent the real numbers converted by binary decoding:
parent! = [01|101] = [13],
parent2 = [10|000] = [16].

The difference between the real numbers is 3 while the Hamming Distance between the
binary codes is 4. The crossover results in offspring that diverge from the parents as shown
in the following. The two offspring produced are 8 and 21, i.e.,

offspring1 = [01|000] = [8],
offspring2 = [10[101] = [21].
In a second example, Gray decoding system is used to represent the same real numbers
13 and 16 as in the first example, that is,
parentl = [01|011] = [13],
parent2 = [11|000] = [16].
It can be observed that the Hamming Distance of the Gray codes of the two parents is

3, same as the difference between the real numbers.

With the same crossover point, the offspring are given in the following equations:
offspringl = [01|000] = [15],
offspring2 = [11|011] = [18].
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The resulting offspring are more similar to their parents than the offspring in the first
example, who are outside the range of the two parents. Therefore these two examples show
that with the Gray decoding method the children produced are more aligned with their

parents.

Evaluation: FEach individual is a solution and a potential candidate that solves the op-
timization problem of interest. After they are decoded into real numbers in step 2, the
objective function takes a solution as input and produces a “score” for the solution.

A multi-objective function can be created by taking a weighted average of several ob-
jective functions. The importance of each objective function f;(z) for i = 1, 2, ..., n, is

represented by the weight u; and the multi-objective function f,.1t; is
n
i=1

There are other ways to accommodate multiple objectives, such as the use of “objective
sharing” as used in Soam et al. (2012). Objective sharing is a method that assigns a
probability to each of the objectives of interest, and in each generation, GA is performed
on one of the objectives or an objective function that incorporates a few objectives, that is

randomly selected based on its probability.

Selection: As introduced earlier in the Evaluation step, each individual solution is as-
signed a score. Individual solutions are ranked by their scores and a higher rank results
in a higher probability of being selected. The same number of solutions as in the initial
generation are selected for reproduction. The order of these selected solutions is shuffled and
every two of them become a pair of parents. Stochastic universal sampling (SUS) is used
in this study and more details can be found in Baker (1987). There are also other popular
selection methods, such as the roulette wheel selection and the tournament selection, and

more details can be found in Haupt and Haupt (2004).

Recombination: In this step, single point crossover is used on each parent indicating a
cut point. The crossover point is random. The two chromosomes of parents are cut at that
crossover position and they recombine to form two offspring. By repeating this for each pair

of parents, a new generation of solutions is created.
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Mutation: Mutation is an operator used to avoid the problem that the solutions converges
too quickly to a sub searching space that is suboptimal and to add a level of heterogeneity
into the population. Each element in the binary chromosome is mutated from 0 to 1 or from
1 to 0 with a given probability. A common choice for the number of digits to be mutated
is 1 per individual candidate and that is what is used in this study. For a comprehensive

investigation on the optimal mutation rates, please refer to Bick (1993).

Termination Condition: A new generation of solutions are created and the loop is
repeated from the second step, which is decoding into real numbers. From there, the rest
of the procedures are followed. The loop ends when the termination criteria is met. More
details can be found in Haupt and Haupt (2004). The common termination criteria of the

iteration are listed below:
e A specified number of generations have elapsed.
o A satisfactory solution is found (for problems that have a definite solution).
e No improvement in solutions for a specified number of generations.

Since for the problem being studied it may not be possible to find a globally optimal

solution, only the first and the third type of termination criteria are considered.

Extra Considerations for GA: The work of Holland (1975) was inspired by the evolu-
tion of nature. GA operators could be modified to better imitate the phenomenon in nature,

which is supposed to improve the performance of GA, such as the speed of convergence.

e Elitism: In nature the parents often co-exist with the children instead of dying off
immediately after the children are produced. Elitism is letting a proportion of parents
with top performance to be kept in the next generation instead of altering them in

the crossover, recombination and mutation processes.

e Mutation rate: Mutation rate is used in GA to introduce the heterogeneity in the
population; however, this type of move could also result in slow convergence. While
a lot of research has been focused on finding the optimal mutation rates, some have
introduced a technique to make it more flexible, which is to change the mutation

rate depending on the results from generation to generation. For example, Fogarty
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(1989) shows that a mutation rate that decreases exponentially over the generations

has superior performance.

e Starting generation: Although it is common to use an arbitrary starting generation,
it may save a lot of time to use a generation from a last run or from a generation of

solutions that are selected with the knowledge of the particular problem.

2.2 Quantitative Explanation for GA: Schema Theorem and
Building Block Hypothesis

In this section, an in-depth discussion is given about why GA works. First of all, let us take

a look at the GA jargons. For more details, please see Haupt and Haupt (2004).

e Schema (pl. schemata): a schema S is a pattern in a chromosome. Let (0, 1, %) be
the symbol alphabet, where “x” is a wild card symbol that can represent either 0
or 1, then, for example, the schema [00%101%] matches strings [0001010], [0001011],

[0011010] and [0011011].

e Length of Schema: the length of schema [ is the number of bits in a string. For schema

[00%101%], the length [ is 7.

e Order of Schema: the order of schema S, denoted as o(S) is the number of fixed
positions in a schema. In schema [00x101%], the order of schema is 5. The number of

strings that match schema S is 2/=°(5).

e Definition Length of Schema: the definition length of schema S, denoted as 6(.5) is the
distance between the first and the last fixed position in it. For example, for schema
[00%101%] the position of the first fixed position is 1 and the position of the last fixed
position is 6, and therefore §(.5) is 5.

e Building Block: short schemata that give a chromosome a high fitness value and

increase in number as the GA progresses.

e Building Block Hypothesis: a genetic algorithm seeks near-optimal performance through
the juxtaposition of short, low-order, high-performance schemata, called the building
blocks.
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2.2.1 Schema Theorem

The foundation of the theoretical explanation for the effectiveness of GA is first given by
means of the Schema Theorem in Holland (1975). Schema Theorem states that short, low-
order, above-average schemata receive exponentially increasing trials in subsequent genera-
tions of a genetic algorithm. Inside the black box of GA, the calculations going on are in
essence the calculations of schemata. In this subsection, the Schema Theorem that explains

the power of the GA operators is presented.

Selection Let m(S5,t) denote the number of chromosomes (solution candidates) in gen-
eration ¢ that has schema S. Let fs(t) be the average fitness score evaluated from the
objective function of chromosomes belonging to schema S in generation ¢, and let f(¢)
denote the average fitness score of all chromosomes in the population in generation .

The expected number of chromosomes belonging to schema S at time (t+1), m(S,t+1),
can be calculated as follows
fs(?)
f@)”

Assume that schema S has a fitness score that is greater than average by ¢ > 0, then

m(S,t+1) =m(S,t) t=0,1,...,last generation — 1. (2.5)

the fitness score of schema S is given by
fs(t) = f(t) +cf (1) (2.6)

The expected number of chromosomes with schema S at t+1 is given by

f(t) +cf ()
f(t)

If ¢ is constant and t starts from 0, the expression for m(S,t) can be obtained from

m(S,t+ 1) =m(S,1) =m(S,t)(1 +c). (2.7)

m(S,0), which is the number of chromosomes with schema S at time 0, as
m(S,t) = m(S,0)(1+c)f, t=1,2,...,last generation. (2.8)

This explains why the selection procedure in GA works. Note that this proof is based on
the most simple roulette wheel selection method, which specifies that the probability for each
candidate solution being selected is proportional to the fitness score that it receives. This
implies that the schema with higher fitness value will have a higher chance of appearing
in future generations and the growth is exponential when only the effect of selection is

considered.
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Crossover A schema can be kept only if the cut point in crossover falls beyond the
definition length. In chromosome A=[0011010] there is schema S;, [***x01%], and there is

schema Sy, [*0++x1%]. The definition length for these two schemata is given by
0(51)=6—-5=1,
0(52)=6—-2=4.

There are [ — 1 points that the crossover can fall in. For schema S7, the crossover point
can fall anywhere outside the two numbers, and the schema will survive in the crossover.
For schema Ss, the crossover point needs to fall before the first star or after the last star
so that the schema will not be destroyed in crossover. The longer the definition length is,
the more likely it is destroyed in the crossover. The probability of schema S; and Ss to be
destroyed is given by
6(51) _
-1
G
The survival probability from crossover of these two schemata is give by

1

PS(S1) =1—-Pj(51)=1—- 5=

4
Pi(S2) =1-Py(S2) =1~ ¢ =

Pi(51) =

?

(o9

~
D O =

)

S DO Ut

Let P. denote the probability of crossover happening to a chromosome. The probability
that schema S can survive from a crossover in this example is given by
P.5(S)

-1

However, even if the crossover point falls within the definition length, it is possible that

Pe(S)=1—P.P5(S) =1—

S

(2.9)

the schema will survive. The next example illustrates that for schema So, if chromosome
A recombines with chromosome B=[1001000], it will survive even when the crossover point
falls within the definition length. Suppose that the crossover point falls after the third star,
the two parents and the two children after the recombination are given below

parent] = A = [001]1010]

parent2 = B = [100]1000]

offspringl = [001|1000]

offspring2 = [100/1010].
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Schema S5 is preserved in offspring2 even though the crossover point falls within the
definition length in parent1. This is because chromosome B has at least one digit the same
as schema Sy. In this example, the second digit of chromosome B is the same as the second
digit of schema Ss5. Therefore, the survival probability of a schema is

 P.4§(S)

C > .
Pi(S) 21— =22

(2.10)

The combined effect of selection and crossover is achieved through multiplying both sides
of (2.5) by (2.10), as shown below

m(S,t+1) > m(S,t) J;f((;) (1 - P;i@) : (2.11)

Recall that (2.10) gives the expected number of chromosomes belonging to schema S
at time ¢ 4+ 1 only considering the effect from selection. (2.5) gives the survival probability
of a schema from crossover. Therefore, the expected number of chromosomes belonging to
schema S at time ¢ + 1 after surviving selection and crossover is obtained by (2.11).

This implies that the schema with short definition length will have a higher chance of

appearing more in chromosomes in the future generations.

Mutation Mutation is a GA procedure that mimics the phenomenon that a gene can be
perturbed in the reproduction process. Let us denote the mutation probability by P,,. The

probability of a schema S surviving a mutation is given by

PM(S) = (1 — Py,)°Y). (2.12)

s

Since P, << 1, this probability can be approximated by

P"(S) = 1— Pyo(S). (2.13)

S

The combined effect of selection, crossover and mutation is given by the following equa-

tions, which demonstrates the Schema Theorem,

m(S,t—i— 1) > m(S,t)fS(t) (1 _ PC(S(S)

- Pmo<5)> , (2.14)

f() I-1
m(S,t+1) > m(S, 1) J?(ig) <1 — Pﬂ?) (1= P,)°®), (2.15)
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2.2.2 Building Block Hypothesis (BBH)

The previous section presents mathematical proof of Schema Theorem that states that
schemata with above average fitness value, short definition length and low-order will receive
exponential growth rates in subsequent generations. These types of schemata are called
“building blocks”.

GA seeks the optimal solutions by the juxtaposition of these building blocks. From these
short, low order and above average building blocks, it hopes to eventually find the global
near-optimal solution, which is long (approaching [), high-order and above average. This
theory is first introduced in Holland (1975) and Goldberg (1989). In the following, a simple
example is used to illustrate how building block hypothesis works.

Suppose a type of light is [red red yellow yellow green green] and we start with a gen-
eration of size 5 that have chromosomes with the building blocks of this solution. Star

represents a blank bit that can be any color.

chromosomel = [rr x  * %]
chromosome2 = [  * % x|
chromosome3 = [* x yy * %]
chromosomej = [* * * % x|

[ ]

chromosomed = [* x % % gg

Note that in the first generation, chromosome1, chromosome3 and chromosome have
the building blocks for the optimal solution. GA can be applied to solve this simple opti-
mization problem and the optimum solution appears in generation 23.

Chromosomes from generations 1, 2, 10 and 23 are displayed in Figure 2.2. Each row
represents a different chromosome. Figure 2.2(a) displays the initial generation of chromo-
somes, with the first, the third, and the fifth row having the building blocks as introduced
earlier. The other chromosomes are kept as blank. The optimal solution would be a row
with two red lights, two yellow lights and two green lights. Figure 2.2(b) shows the chromo-
somes in the second generation. It can be observed that every chromosome has the building
block for the optimal solution. In generation 10, which is displayed in Figure 2.2(c), the
building blocks in the chromosomes become longer. Finally, in Figure 2.2(d) the buildings
blocks in each chromosomes are longer than the building blocks in previous generations and

in the last row we are able to obtain the optimal solution. This illustrates how the building
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blocks can form the optimal solution quickly by the GA procedures.

(a) Chromosomes in (b) Chromosomes in (¢) Chromosomes in (d) Chromosomes in

Generation 1 Generation 2 Generation 10 Generation 23: Op-
timal Obtained (last
row)

Figure 2.2: Traffic Lights: Convergence towards Optimal Solution from Building Blocks.
Each row represents a chromosome and each circle represents a traffic light.

The results in Figure 2.2 are obtained by using GA procedures discussed in Section
2.1 . Mutation is used to intentionally introduce random fluctuations in the reproduction
process to avoid early convergence into suboptimal solutions. To illustrate the effect of the
mutation operator, we start with the same initial generation of chromosomes and disable the
mutation procedure. The results from generations 1, 2, 5 and 9 are displayed in Figure 2.3.
It is shown that in generation 2 and generation 5, more chromosomes have building blocks
and the building blocks become longer. In the last plot of Figure 2.3, all chromosomes are
the same and we are not able to further improve them without the mutation operator, and

therefore we end up with suboptimal solutions.

(a) Chromosomes in (b) Chromosomes in (¢) Chromosomes in (d) Chromosomes in
Generation 1 Generation 2 Generation 5 Generation 9: Subop-
timal Solutions

Figure 2.3: Traffic Lights: Early Convergence towards Suboptimal Solution without Muta-
tion Operator. The chromosomes will not improve further from Generation 9, resulting in
suboptimal solutions

It is worth noting that there is a lack of comprehensive theoretical basis for GA and

the building block hypothesis offers one explanation for the success of GA. It is possible
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that these building blocks can lead GA to converge to suboptimal areas. The way to
deal with this problem is usually through adjusting the objective function. For a detailed
investigation on how building block hypothesis works during GA operations, readers are
encouraged to read Forrest and Mitchell (1991). While GA has been achieving success in
practical applications, the precise theory to explain it has not been found. Altenberg (1995)
gives a discussion of the problem and contradiction of the building block hypothesis. For an
alternative hypothesis that also attempts to explain why GA works, please refer to Beyer
(1997).

2.3 GA Toolbox

In this project, all the calculations are based on the Genetic Algorithm Toolbox for MAT-
LAB (GATbx) that is developed by the Department of Automatic Control and Systems
Engineering of The University of Sheffield, UK. The version used is GA Toolbox v1.2 and
is published under the GNU General Public License.



Chapter 3
Description of the Problem

In Chapter 2, we introduced the framework of GA and attempted to explain the theory
behind GA. In this project, GA is used to solve the portfolio optimization problem in an
insurance setting. For a portfolio of term insurance contracts, the decision needs to be made
on the asset allocations to back up this portfolio. As the number of choices for the assets
gets large, the problem becomes complicated enough that no direct method can be applied
to solve it. The problem spans on multi-periods and the re-balancing strategies need to be
determined too. The many variables involved in this problem make the solutions space so
large that it becomes a challenge to find the optimum solution quickly. In addition, the GA
system must tailor to the specific characteristics of liabilities of insurance contracts, instead
of focusing only on the assets side, with the latter being the approach used in the stocks
portfolios optimization problems.

In this chapter, the details of the problem studied are given. The interest rate and
mortality scenarios to be used for the simulation in training and testing of the experiments

are also discussed.

3.1 The Problem Studied

The characteristics of the product studied are described in Table 3.1.
In pricing of this product, an interest rate of i=4% is used. A net level premium P"

payable annually at the beginning of the year is assumed from the policyholders. The net

19



CHAPTER 3. DESCRIPTION OF THE PROBLEM 20

Table 3.1: Description of the Product

Product Characteristics Assumptions
Product Type Term Life
Sum Assured $100,000
Term n=10
Size of Pool 1000
Mortality 1997-2004 CIA Basic Male, Combined
Sex Distribution 100% male
Issue Age 50

premium P'° for each policyholder is calculated from the formula below:

A,
P = 100, 00052101 (3.1)
GSO:W

The number of policyholders of age 50 surviving to the beginning of year ¢ + 1 under
scenario s is denoted as l504¢($), the probability of policyholders of age 50 surviving to the
beginning of year t+1 under scenario s is denoted as ps0(s), and the number of policyholders
of age 50 dying in year t under scenario s is denoted as dso4¢(s), t = 1,...,10. No expense
is assumed. Policy lapse is not taken into consideration. The premiums collected at the
beginning of year ¢ in scenario s, p(t,s), and the claims to be paid at the end of year ¢ in

scenario s, c(t, s), can be calculated from

p(t,s) = PO x Lsgya(s), (3.2)
¢(t, s) = 100,000d504(s), (3.3)
lso+4(s) = lso(s)epso(s), (3.4)
d50+(5) = l504+4(8) — lso4t+1(s)- (3.5)

3.2 Interest Rate Scenarios

A subset of 200 interest rate scenarios are generated from the Cox-Ingersoll-Ross (CIR)
model in the training stage of the experiments. CIR model is an important one-factor
model for short rate (Zeytun and Gupta, 2007).

For deterministic interest rate scenarios testing, we would test the New York Seven inter-

est rate scenarios, which are prescribed by New York State Regulation 126. For stochastic
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interest rate testing, a subset of 500 interest rate scenarios are generated from the same CIR
model as the one used in training. In this section, the interest rate scenarios to be used in
the experiments are discussed.

For the purpose of generating interest rate scenarios for the training and testing pur-
poses of the experiments, the real world parameterization should be used; in pricing, the
appropriate model to be used is the risk neutral model. The formulae for the CIR model in
this section are taken from Zeytun and Gupta (2007).

Under the risk neutral parameterization of the CIR model, the short rate is assumed to

satisfy the stochastic differential equation

dr(t) = k(0 — r(t))dt + o/r(t)dW (t), r(0) = 7o, (3.6)

where k represents the mean reversion speed, 6 represents the long term mean, a\/@
is the volatility term and r(t) represents the current interest rate. These are all positive
constants. W(t) is a standard Brownian motion under the risk neutral measure (Zeytun
and Gupta, 2007).

The CIR model assumes a mean-reverting process for the short rate 6 and the speed for
reversion is equal to k; with the volatility term a\/@ , the interest rate is always positive
and the volatility depends on the interest rate level (Zeytun and Gupta, 2007).

The random variable r(¢) has a non-central chi-square distribution, so that the future

short rates can be simulated from the following closed form formula:

r(t+T)=r(t)+cY, (3.7)

(1—«217;7_’“°T)‘72

2K
freedom and non-centrality parameter 2cr(t)exp™

and Y is a non-central chi-square distribution with %9 degrees of
KT

where ¢ =

Under the risk neutral measure, the conditional expectation and variance of the short

rate are given by
Elr(t)|F(u)] :r(u)efﬁ(t—u) +0 <1 _ e*ﬁ(tfu)>

2 0 2 2
Var[r(t)|F(u)] :r(u)g— <e_”(t_“) — 6_2”(t_“)> + i (1 — e_”(t_“)> ,
K 2K
where 7(u) is the short rate at time u and F(u) is the available information as of time .
Under the real world parameterization, the corresponding stochastic differential equation

that the short rate is assumed to satisfy is given by

dr(t) = (k0 — (k + Ao)r(t)) dt + o/r(t)dWO(t), (3.8)
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where ) is a constant and W9 is a Brownian motion under the real world measure.

The risk premium at time ¢ is given by

At) = \r(t),  t=0,1,...,10. (3.9)

Let r(t, s) represent the current interest rate for scenario s. The price of a zero-coupon

bond under scenario s of maturity 7" at time ¢ is given by
P(t,T,s) = A(t,T)e "&9)BET), (3.10)

where

o he htr+X)(T—t)/2 260 /02
) :(2h + (h+ K+ ) (eMT-1) — 1))
2(€h(T—t) _ 1)
2h + (h + K+ A)(ehT-1) — 1)’
h =/ (k+ \)? + 202.

A(t, T

i

B(t.T)

Deterministic Interest Rate Scenarios The New York Seven interest scenarios are
first stated in New York State Regulation 126. Details of them can be found in Ramsey

(1990). The seven scenarios are:
1. Level interest rate.
2. Increase by 0.5% each year for the next ten years and then remain at that high level.

3. Increase by 1% each year for the next five years and then decrease by 1% each year

for the next five years, then remain level.
4. Pop up 3% in the first year and then remain level.
5. Decrease by 0.5% each year for the next ten years and then remain at the low level.

6. Decrease by 1% each year for the next five years and then increase by 1% each year

for the next five years, then remain level.
7. Pop down 3% in the first year and then remain level.

According to American Academy of Actuaries (1995), the shocks in the New York Seven

scenarios are applied to the 5-year Treasury bond yield. One common practice is to apply
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the same shocks to the entire yield curve. When in a low interest rate environment, in some
scenarios under the New York Seven, it could result in negative interest rates. According
to American Academy of Actuaries (1995), a floor of the 50% of the 5-year Treasury bond
yield at the beginning of projection is used. A common practice for the ceiling of interest
rate is 25% (American Academy of Actuaries, 1995). These approaches are followed for the

New York Seven interest rate scenarios testing.

Stochastic Interest Rate Scenarios The CIR model with the same parameters as used
in the training stage is used to simulate a sample of 500 interest rate scenarios for testing.
In the training stage of the experiment, the parameters in the CIR model are given

below:

e The set of parameters used is k = 0.2, 8 = 0.08, A\ = 0.01, ¢ = 0.05 and rg= 0.04.
t=0,1...,10 and 7T is from 1 to 10. x, which represents the speed to revert to the long
term mean, is 0.2, the long term mean 6 is assumed to be 0.08, the risk premium A
is assumed to be 0.01 and the volatility ¢ is assumed to be 0.05. ¢ represents the
time and T represents the term to maturity of bonds. rg= 0.04 is chosen since it is
the instantaneous bond yield used in pricing. The CIR model does not produce a flat

yield curve as used in pricing.

Figure 3.1 displays the yields of bonds of different maturities during the term of the
contract in a simulation of 200 interest rate paths. Each plot shows the yields of bond
of maturity from 1 to 10 respectively with the z-axis representing time and the y-axis
representing the yield from the bond. From the last subplot of this figure it can be seen
that for the 10-year bond, the yield has much less change, from t=0 to t=10, than the
change from the 1-year bond whose yields are shown on the first subplot of this figure. This
is consistent with our expectation, because under a CIR model, interest rates are supposed
to approach a long term mean at a speed specified in the model. The yields of the 10-year
bond start at a high level and in the long term, there will not be as much rise in the yields
as the bonds of shorter maturities.

Figure 3.2(a) presents the yield curve at the start of the first year with z-axis showing
the different maturities of bonds and y-axis showing the yield for a particular bond. From
this plot, one can roughly check whether the simulated interest rate scenarios are consistent

with the parameters in the CIR model. As stated in Kan (1992), the shape of the yield
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Figure 3.1: Yields of Bonds at t. Each plot shows the yields of a particular bond, with each
line representing a scenario. z-axis is the time and y-axis is the value of the yield.

curve from the single factor CIR model should be uniformly increasing when the short rate

satisfies the following condition
K0

F .

In our case the short rate at time 0 satisfies this condition and the yield curve should

0<r< (3.11)

be uniformly increasing. The plot of the yield curve as shown in Figure 3.2(a) is consistent
with this characteristic of the yield curve.

Figure 3.2(b) presents E[r(t)], the expected value of the short rate at different time.
As expected, in the long term it approaches the long term mean parameter 6 in the CIR
interest rate model.

For deterministic interest rate testing, the New York Seven scenarios are applied to the
yield curve at the start of the first year. The yields for the 5-year bond during the term of

the contract under the New York Seven scenarios are presented in Figure 3.3. As explained
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Figure 3.2: Stochastic Interest Rate from CIR Model

earlier, the yields for other bonds follow the same level of shift to the yield as the 5-year
bond.

MNY7 1
— NY¥7 2
—MNY¥7 3
— NY¥7 4
MNY7 &
MNY7 6
MY7 7

field of 5-¥ear Bond

Figure 3.3: New York Seven Scenarios for the Yield of 5-Year Bond
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3.3 Mortality Scenarios

The claims incurred are stochastic in nature, with the number of claims and the amount of
each claim being random. It is assumed the number of claims to be paid follows a binomial
distribution with probability of each claim to be paid out equal to the probability of a person
dying during that year.

Because the computing time associated with running many stochastic mortality scenarios
is too long, six simple deterministic mortality scenarios are tested under the New York Seven

interest rate scenarios and the CIR generated interest rate scenarios.
1. Mortality rate is 10% higher than the mortality table.
2. Mortality rate is 20% higher than the mortality table.
3. Mortality rate is 30% higher than the mortality table.
4. Mortality rate is 10% lower than the mortality table.
5. Mortality rate is 20% lower than the mortality table.
6. Mortality rate is 30% lower than the mortality table.

For example, in the first scenario when the mortality rate is 10% higher, ¢, of all ages

on the mortality table is multiplied by 1.1 to arrive at the new ¢, for this scenario.
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Duration Matching Strategy

The impact of interest rates on traditional life insurance product mainly comes from the
changes in the discounting factor of liabilities and the changes of the market value of bonds
(Reynolds and Wang, 2007).

Duration is a measure for the sensitivity to interest rate risk for a stream of future cash
flows. It is first developed by Macaulay (1938) when the word “duration” is coined. It
measures the percentage change in price per unit of interest rate change. It is expected that
the higher the duration of a cash flow is, the more sensitive it is to interest rate changes.
Generally, duration is defined as
—0Price/0r

4.1
Price (4.1)

Duration =

Dollar duration can be considered as the numerator of the above equation, which mea-
sures the change in dollar value per unit of interest rate change. The dollar duration is given
by

—0Pri
Dollar Duration = ——- ", (4.2)
or
Therefore, the relationship between duration and dollar duration is given as follows
Dollar Durati
Duration = =224 'w“a on. (4.3)
Price

Note that (4.1) and (4.2) give the duration or the dollar duration of a particular cash
flow. A simple example of a 5-year bond is given to illustrate the calculations of duration.

Suppose the original yield is 7=5% and after an increase of 1%, r'=6%. The prices of the

27
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5-year zero-coupon bond, before and after the interest rate changes, P(5;r) and P(5;7),
are given as follows

P(5;7) = (14 0.05)7° = 0.7835,
P(5;7) = (14 0.06)7° = 0.7473.

Therefore, the duration and dollar duration can be calculated as in (4.1) and in (4.2).

P(5;r) = (1+7)77,

_8];55”") = —(=5/(147r)°% =5(1+r)"°
6
Duration—= 20+ _ 5 5 _ e

(14+7)"5  1+7r 1.05
Dollar Duration = P(5;7) x Duration = .7835 x 4.7619 = 3.73009.

Note that the dollar duration can also be approximated by:

—(P(5:7r) — P(5; —(0.7473 — 0.
Dollar Duration ~ (P; 7“/) (5:7)) = (0.7473 — 0.7835) = 3.62.
r—r 0.01

In the assets or liabilities portfolios of the problem studied, the cash flows have different
maturities and different yields. Therefore, each cash flow has a dollar duration. The dollar
duration of a portfolio can be obtained by taking the sum of the dollar duration of the
individual cash flows. When considering the change in interest rate, we assume that there
is a parallel shift on the yield curve, which means the yields of different bonds are increased
or decreased by the same magnitude.

The duration matching strategy as introduced in Reynolds and Wang (2007) is adopted.
Note that in Reynolds and Wang (2007), durations are matched at a quarterly frequency.
However in this project, we adopt an annual re-balancing strategy. It is expected that the
more frequent we re-balance the portfolio, the better hedged it should be against the interest
rate risk. An improvement could be to increase the frequency at which we re-balance the
portfolio.

Duration matching is used in this study as an evaluation criterion to the strategy pro-
duced by GA, which takes into consideration several other objectives. Duration matching
strategy is based on the concept of matching dollar duration of both assets and liabilities in
order to protect the portfolio against parallel interest rate changes. Some disadvantages with

the duration matching strategy is that it may only work well with small changes in interest
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rate and it only considers parallel shift on the yield curve. Both of these conditions can
easily be violated in reality. An alternative strategy would be cash flow matching, however
duration matching strategy may allow for more combinations of assets that could possibly
provide a higher return. Also, sometimes it is impossible to find an asset with a maturity as
long as the liability cash flow, making it impossible to achieve cash flow matching (Fooladi
and Roberts, 2000).

The sensitivity to interest rate is measured by DV 01, or the dollar value of a basis point.
One reason for choosing dollar duration is that it is shown to be very close to Macaulay
duration in Reynolds and Wang (2007). Another reason is that it is a measure for the dollar
value mismatch between the assets and liabilities, which is exactly what we are focusing on
for insurance portfolios.

In the rest of the report, DV 01 will be referred to as dollar duration. It can be calculated
from the following equation:

DVO0l=—(P,— Py)/2, (4.4)

where P, represents the price of assets after an upward shock of 0.01% is applied to the
yield curve and P, represents the price of assets after a downward shock of 0.01% is applied
to the yield curve.

The shock applied here is uniform across all maturities, which means that the yield curve
is increased or decreased by 0.01% for bonds of all maturities. In the case of bonds, the bond
values decline when there is an upward shock to the yield curve and the bond values increase
when there is a downward shock to the yield curve. Therefore, the difference between P,
and P, is negative and the negative sign in (4.4) is to allow the value of the dollar duration
to be positive. Note that DV 01 is just an approximation for the dollar duration given in
(4.2).

Let Pny(t, s) denote the discounted value of future premiums at the beginning of year ¢
after an upward shock of 0.01% is applied to scenario s and Png(t, s) denote the discounted
value of future premiums at the beginning of year ¢ after a downward shock of 0.01% is

applied to scenario s. They can be calculated by

n—1

Png(t,s) = Z p(v,s) X Py(t,v —t,s)
v=t+1

n—1

Pn,(t,s) = Z p(v,s) * Pu(t,v —t,s),
v=t+1
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where P;(t,T, s) is the bond price at time ¢ with T" as the term to maturity given a downward
shock for scenario s, P,(t,T,s) is the bond price (same as the bond price for Py(t, T, s))
given an upward shock for scenario s, p(v, s) is the premiums collected for year v in scenario
s.

Let C(t, s) denote the discounted value of future claims at the beginning of year ¢ after
an upward shock 0.01% is applied to scenario s and let Cy(t, s) denote the discounted value
of future claims at the beginning of year t after a downward shock 0.01% is applied to

scenario s. They are calculated by

n

Cqa(t,s) = Z c(u, s) X Py(t,u —t,s)
u=t+1

Cul(t,s) = Z c(u,s) x Py(t,u—t,s),
u=t+1

where c(u, s) is the claims paid for year u in scenario s.

Let L, (t,s) denote the discounted value of net liabilities at the beginning of year ¢ after
an upward shock 0.01% is applied to scenario s and Lg4(t, s) denote the discounted value of
net liabilities at the beginning of year ¢ after a downward shock 0.01% is applied to scenario

s. They can be obtained through
L, (t,s) =Cyu(t,s) — Pny(t, s),
Ly(t, s) =Cy(t,s) — Pngy(t, s).
Let DV 01, s) denote the dollar duration of the net liabilities of scenario s and DV 01 44 )

denote the dollar duration of the assets of scenario s. The dollar duration of the net liabilities

can be obtained by the same method as given in (4.4):
DVOlL(t7S) = - [Lu(t, S) - Ld(t, S)] /2. (45)

At the beginning of the first year, an initial asset allocation is constructed by matching
dollar duration of liabilities DV01,g ) and dollar duration of assets DV014(g ). At time
t, the dollar duration each unit of bond of maturity T from scenario s can contribute to is

given in the following equation:
— [Pu(t,T,s) — Py(t, T, s)] /2. (4.6)

Let u(t,T, s) denote the units to purchase at time ¢ for bonds of maturity 7" of scenario s

and the units of bonds to be purchased at the beginning of first year is denoted as u(0, 7, s).
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If (4.6) is multiplied by u(t,T,s), we obtain at time ¢ the total dollar duration bonds of

maturity 1" can contribute to in future times t +1,¢t+2, ..., t + 1"
u(t,T,s) x —[Pu(t,T,s) — Py(t, T, s)] /2. (4.7)
At the beginning of the first year, the dollar duration for future times 1, 2, ..., 10 from

purchasing u(0, 7, s) units of bonds of maturity 7" bonds is:

u(0,T,s) x —[Py(0,T,s) — Py(0,T,5)] /2. (4.8)
The dollar duration at time 0 from future claims at times 1, 2, ..., 10 is given by:
—[e(T,s) x Pu(0,T,s) —c(T,s) x Py(0,T,s)] /2. (4.9)
The dollar duration at time 0 from future premiums at times 1, 2, ..., 10 is given by:
— [p(T, s) x P,(0,T,s) —p(T,s) x Py(0,T,s)] /2. (4.10)

To match dollar duration between the assets and the net liabilities portfolios, (4.8) must
match the dollar duration from net liabilities at time ¢ for future times 1, 2, ..., 10, as given

in the following equation:

u(0,T,s) x {—=[Pu(0,T,s) — Py(0,T,5)] /2} = — [e(T, s) x Py,(0,T,s) —c(T,s) x Py(0,T,s)] /2
—{=[p(T,s) x P,(0,T,s) —p(T,s) x Py(0,T,s)]/2}.
(4.11)

Rearranging the terms in (4.11), the units of bonds to be purchased at the beginning of

first year, u(0, 7, s), is given as follows

—[e(T,s) x Pu,(0,T,s) —c(T,s) x Py(0,T,s)]/2
—[Pu(0,T,s) — Py(0,T,5s)] /2
- [p(T,s) x P,(0,T,s) —p(T,s) x Py(0,T,s)] /2
— [Pu(0,T,s) — Py(0,T,s)] /2 '

u(0,T,s) =

(4.12)

To purchase these bonds, the capital required for scenario s is given by C'R(0, s)

10
CR(0,s) = Y _u(0,T,s) x P(0,T,s). (4.13)
T=1
In (4.11), if the terms are rearranged, it can be seen that the units of bonds are purchased

to achieve a cash-flow matched portfolio. This is because in each year, the value from the
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matured bonds is equal to the difference between the claims and premiums cash flows. To
achieve this position at the start, additional capital may be raised or some capital may be
left after the first capital inflow, which is the first year premiums.

Assuming the capital available at the beginning of first year is the premiums collected
p(0,s), capital available C'A(0,s) of scenario s, after bonds are purchased for cash flow
matching is given by

CA(0,s) =p(0,s) — CR(0, s). (4.14)

At the beginning of the first year, we adopt an arbitrary strategy by investing capital
available C'A(0, s) into bonds of maturities 1 and 10. Let u(0,7,s)" denote the additional
units of bonds to be invested or short-sold. The additional units of 1-year bond and 10-year
bond to be purchased or short-sold are calculated by letting the total contribution of the
dollar duration from the additional purchase (or short-selling) of these two types of assets
be zero and letting the total capital from purchasing (or short-selling) these two types of
assets be equal to the capital available. Then u(0,T),s)" can be obtained by solving the

following system of equations:

w(0,1,5)P(0,1,s) + u(0,10, s) P(0,10, s) = CA(0, s)

u(0,1,5) {—[P.(0,1,s) — Py(0,1, )] /2} + u(0, 10, 5)" {— [P.(0, 10, 5) — P4(0,10, s)] /2} = 0.

The actual units of 1-year bond, 2-year bond, ..., 10-year bond to purchase at the

beginning of the first year are
u(0,1,8) +u(0,1,s),u(0,2,5),...,u(0,10,s) + u(0, 10, s),

respectively.

In subsequent years, the capital available is calculated by the following equation
CA(t,s) =p(t,s) —c(t,s) +u(t —1,1,s), (4.15)

where u(t — 1,1, s) represents the 1-year bonds from last year that mature now.

The dollar duration of the bonds portfolio is calculated by the following

10
DVOLagg =Y ult —1,T,s) x {~[Pu(t, T —1,8) — Pa(t,T — 1,5)]} /2, (4.16)
T=2
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where u(t — 1, T, s) represents the number of T year bonds from last year that actually has
a maturity of T'— 1 in the current year.
The mismatch between the dollar duration of the liabilities portfolio and the assets
portfolio is given as follows
DVOlpys) — DVOly,s)- (4.17)

We adopt an arbitrary re-balancing strategy to use bonds of maturity 1 and 10 — ¢ + 1.
Let u(t,1,s) and u(t,10—t+1, s)" denote the additional bonds to be invested or short-sold.
The number of additional units of bonds to purchase or short-sell at time ¢ in order to match

dollar duration can be found by solving the following system of equations.

u(t,1,8) P(t,1,8) +u(t, 10+t —1,8)P(t, 10+t — 1,5) = CA(t, s) (4.18)
u(t, 1, s)' {—[Pult, 1,5) — Pu(t, 1,5)] /2}
+u(t, 104+t —1,s) {— [Py(t,10+ ¢t — 1,s) — Py(t,10+t — 1,s)] /2}

= DVO0lys — DVOLgq ). (4.19)

Next, the bond allocations obtained with the duration matching method are presented.
The bond allocation at the beginning of the first year is presented in Table 4.1. This is the
allocation of bonds that matches the dollar duration of liabilities for each cash flow. It is
equivalent to cash flow matching because there is an asset for every liability cash flow. It
shows that the weights in earlier years until year 4 are negative and in later years the weights
are positive. This means that in earlier years there should be money left after paying off
the claims from the premiums collected and in later years, as people age, the death rates
increase and this results in higher claims. Therefore, part of our fund is taken to pay off
the claims. The numbers in this table and all subsequent tables for bond allocations in this

report represent the percentage of total fund value to be invested in a particular bond.

Table 4.1: Bond Allocation at the Beginning of First Year before Adjustments for Duration
Matching. This is to achieve a cash-flow matched position for assets and liabilities and the
sum of the weights is 68% of the fund value for all scenarios, with some additional capital
left.
l-year 2-year 3-year 4-year b5-year 6-year 7-year 8-year 9-year 10-year
-34%  -26%  -18%  -10% -2% 6% 14% 21% 29% 88%

After cash flow matching, there is some capital left to be invested somewhere. As shown

in Table 4.1, 68% of total fund value collected is enough to achieve cash-flow matched
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position at the start of the first year. The reason only 68% of total fund value is enough
to achieve cash-flow matching is that the yields used in cash-flow matching are higher than
the interest rate used in pricing. The dollar duration of future claims is higher than the
dollar duration of future premiums, therefore, when yields are increased, the decrease in the
present value is higher on the liability side than on the asset side, leaving us with additional
capital left. Additional capital available is invested in 1-year and 10-year bonds so that it
is not left as cash. After the adjustments, the bond allocation at the beginning of first year
is shown in Table 4.2. As displayed in Table 4.2, the weights for 1-year bond and 10-year
bond change a lot after this adjustment, while the weights for other bonds do not change.

The additional capital is invested to retain the duration matched position of the portfolio.

Table 4.2: Bond Allocation at the Beginning of First Year after Adjustments for Duration
Matching. The weights of 1-year and 10-year bonds change from Table 4.1 due to re-
balancing. The weights are the same for all scenarios and they sum to 100%.

l-year 2-year J3-year 4-year b5-year 6-year T7-year 8-year 9-year 10-year
2% -26% -18%  -10% -2% 6% 14% 21% 29% 84%

As introduced in Chapter 3, after each year in the projection, the portfolio is re-balanced
to enable the dollar duration from the asset side and the liability side to match again. The
bond allocations in every year are obtained following this approach and they are presented
in Table 4.3. In Table 4.3, each row represents the percentage of total capital invested
in each bond in each year. With the duration matching method, the bond allocation for
each interest rate scenario is different and the results presented in Table 4.3 are the average
weights across all scenarios.

Note that the re-balancing strategy may not always offer the most reasonable solution.
For example, in the last row of Table 4.3 which shows the asset allocation at the beginning
of year 10, a strategy to short sell some two-year bonds is adopted. A more natural strategy
would be investing only in one-year bonds since the only cash flow in the future is in the
next year. This strategy is the result of solving the system of equations in re-balancing
when there is additional capital to be invested somewhere.

For duration matching experiment there is no “training” stage analogous to experiments
that use GA, as for duration matching, the same methodology applies for both the “training”
and “testing” stages, which is to achieve a dollar duration matched position. Duration

matching only requires the current interest rate and does not involve the optimization
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Table 4.3: Bond Allocation at the Beginning of Each Year after Adjustments for Duration
Matching. The columns are bonds of different maturities. The rows are different periods.
The weights are the average across scenarios.
1 2 3 4 5 6 7 8 9 10
Yr 1 2% -26% -18% -10% -2% 6% 14% 21% 29% 84%
Yr 2 8% -13% ™% 1% 4% 10% 16% 21% 63% 0%
Yr3 11% 6% -1% 4% 9% 13% 18% 53% -1% 0%
Yr4 15% -1% 3% 8% 12% 16% 48% -1% 0% 0%
Yr5 19% 3% % 11% 15% 45% -1% 0% 0% 0%
Yr6 23% %  11% 15% 45% 2% 0% 0% 0% 0%
Yr7 29% 12% 16% 46% -3% 0% 0% 0% 0% 0%
Yr8 3™ 1% 50% 5% 0% 0% 0% 0% 0% 0%
Yro 52% 5% 9% 0% 0% 0% 0% 0% 0% 0%
Yr 10 126% -26% 0% 0% 0% 0% 0% 0% 0% 0%

(training) to obtain a strategy. Further results from duration matching strategy therefore

are not shown individually, but are presented together with the results from GA experiments

for comparison purposes in Chapter 6.



Chapter 5

Multi-Objective Portfolio
Optimization and Active

Re-balancing

In the previous chapter, a specific allocation of bonds is obtained by adopting the dura-
tion matching strategy. Duration matching is a common practice for insurance companies,
because it provides a hedge for interest risk, one of the risks the insurance companies are
most concerned about for assets and liabilities management over a long horizon. It is also
possible to use GA to integrate other strategies for this line of business. Some research, such
as Soam et al. (2012), handles the multi-objective optimization problem of selecting stocks
portfolio in multi-periods. In that paper, GA is used in the training stage of the experiment
to find investment strategies and in the testing stage, and strategies from the training stage
are used with active re-balancing to the portfolio in response to the change in the financial
markets.

In this study, a similar approach is followed. 200 stochastic interest rate scenarios from
the CIR model as introduced in Chapter 3 are used in the training stage of the experiment.
In training, mortality is assumed to follow its expectation exactly in each scenario, which
means no mortality risk is assumed. The investment strategies obtained in the training
stage are tested under a set of deterministic scenarios like the New York Seven scenarios
and stochastic scenarios generated from the same model as the one used for the training

stage. The description of the scenarios tested is given in Chapter 3.

36
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In the testing stage, we relax the assumption of mortality risk and let the mortality
experience change. We would like to use the same framework for both the duration match-
ing method and the GA method, and evaluate how the GA-based strategy compares to the
duration matching strategy. Duration matching can naturally provide us with the initial
investment strategy and also the re-balancing strategy by the principle of matching dura-
tions. With GA, the criteria is specified in the objective function in order for the solutions
to move towards a particular area of the searching space. The advantages of using GA are
that it may be able to find a better solution than duration matching and it gives the user
the flexibility to specify the objectives. There are a few objectives that should be of interest

in managing this insurance portfolio.

1. Achieve a high return on the portfolio at the end of the term, measured by the value

of the portfolio or the surplus of the portfolio.

2. Under a set of stochastic interest scenarios or deterministic interest rate scenarios,
minimize the semi-standard deviation of the fund value across all scenarios at the end

of the term.

3. The plot of the surplus of the portfolio against time fits an upward sloping quadratic

line well. It is not desirable that the value of portfolio drops suddenly in a year.

5.1 Details of the GA Framework

The details of the elements in GA are given in Chapter 2 and in this section the assumptions

for the GA parameters are given. GA framework can be represented by the following:

GA=(C,E,I,8,CO,M,T) (5.1)

C-Coding

E-Evaluation

I-Initial

S-Selection

e CO-Crossover
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o M-Mutation
e T-Termination

A population size of 100 is used as a rule of thumb, which means in each generation
there are 100 individuals, each of which represents a bond allocation strategy. A larger
population size such as 200 has also been tested and it does not offer a better solution.

In each chromosome, the strategies for both the initial allocation and re-balancing are
encoded and 19 variables are introduced. The first 10 variables in a chromosome represent
the percentage of the portfolio invested in each bond at time 0. To be consistent with the
re-balancing strategy in duration matching, at time ¢ when there is additional capital left
from paying off the claims or when there is not enough money from the matured bonds and
the premiums collected to pay off the claims, a combination of bonds with maturity of 1
and 10 +¢ — 1 are bought or short-sold. The last 9 variables in a chromosome represent the
percentage of money to be invested in the bond with maturity of 1 at time ¢, ¢ = 1,...,9
when re-balancing.

For each variable, d = 7 digits is used to allow two decimals for each variable on [0,1].
Therefore, there are in total 19 x 7 digits in each chromosome. The binary (Gray) numbers
are converted into real numbers. For the first 10 variables that represent the initial bond
allocation, 0.5 is deducted from each number, to allow for some short selling. For the
variables that represent the re-balancing strategy at the end of each year, each number is
multiplied by 3 and then deducted by 1, giving an interval of [-1,2]. This is to allow the
amount of any purchased asset to be at 200% maximum of the capital available and the
amount of any short sold asset be at -100% of the capital available. The sum of amounts of
the two re-balancing assets should always be equal to the capital available.

Fund value is defined as the total value of the bonds portfolio. Let F'V (¢, s) denote the
fund value at time t for scenario s. Surplus is defined as the difference between the market
value of the portfolio plus the present value of the expected future premiums, and minus
the present value of expected future claims. Let C(t, s) denote the present value of future
claims at time ¢ under scenario s. Let Pn(t,s) denote present value of future premiums at
time ¢ under scenarios s. Let SP(t,s) denote the surplus for a given scenario s at time .

The formula for calculating surplus is given in the following:

SP(t,s) = FV(t,s) + Pn(t,s) — C(t,s), (5.2)
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where

n

C(t,s) = Z c(u,s) X P(t,u —t,s),
u=t+1
n—1

Pn(t,s) = Z p(v,s) x P(t,v —t,s).
v=t+1

Let Sv(t) denote the semi-standard deviation of surplus at time ¢ across all scenarios. Let
ST@) denote the average of surplus at time ¢ across all scenarios. As previously introduced,
the number of interest rate scenarios N=200 is used in training. The average surplus and
the semi-standard deviation of the surplus across all scenarios at time ¢ are calculated by

the following formula:

SP(t) =Y _SP(t,s)/N, (5.3)

N
So(t) =Y (maaz{SP(t, s) — SP(1), 0})2 /N. (5.4)

s=1
For scenario s, it is desirable that the accumulated surplus at different time ¢, SP(t, s),
can fall on a smooth quadratic line. We introduce a model for the accumulated surplus as

given in the following:

SP(t,s) =y(t,s) = B(s)x(t) (5.5)

where

(x(t) ()" 2(t) y(t, 5).

D
—~
»
SN—
|

The residuals from the regression Re(t,s) are calculated by:

—

Re(t,s) = B(s)x(t) — y(t, s). (5.6)

The “time” standard deviation for scenarios s, std(s), is given as the sum of squared

errors divided by the degree of freedom, which is 11-2=9:

10
std(s) = Re(t,s)*/9. (5.7)
t=0
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For a given solution, std is the average “time” standard deviation across all scenarios

and is calculated by
N
std =Y std(s)/N. (5.8)
s=1

It is worth noting that other models may represent the accumulated surplus better than
the simple quadratic model, and this could be improved in future research.

Selection is based on the score each individual achieves in the objective function, denoted
by ObjV, which is a weighted average of the three objectives achieved at the end of the
contract. The negative signs in the objective function are used because the second and the
third terms are to be minimized. The value of the following objective function is to be

maximized:

ObjV =a x SP(10) — b x Sv(10) — ¢ x std,
a+b+c=1

Since it is unrealistic to short sell assets more than what you own, a penalty is given to
candidate solutions with the weights invested in any bond that are less than -100%, which
indicates a short selling that is more than the total fund value. The way to control this is to
assign a smaller score to those with too much short-selling, for example, to those candidate
solutions that involve short-selling more than 100% of the total fund value. Therefore, after
the score of each individual solution is obtained, it is further examined if too much short-
selling is involved during the projection years and the following steps are performed for the

scores of the solutions.

1. If given a candidate solution, the weight invested in any bond during the projection

years are always bigger than -100%, the original score of this solution is accepted.

2. If given a candidate solution, during the projection years, it ever occurs that the short-
selling is more than 100% of the portfolio, the original score achieved by this solution
is not accepted and the smallest score from this generation of solutions is assigned to

this individual solution.

By doing this, we let the solutions that involve too much short-selling receive the lowest
rank.
In order to test that the solution from duration matching is just one of the solutions

among the solutions space of GA, we specify another two objective functions.
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1.
10
ObjV = a x SP(10) — bx Y (maz {Su(t) — Su(t),0})*; (5.9)
t=0
2. 0
ObjV = a x SP(10) —bx Y _ (Su(t) — Su(t)')?, (5.10)
t=0

where Sv(t)’ represents the semi-standard deviation of surplus across scenarios at time ¢ with
the duration matching strategy. In the first objective function, we penalize the solutions
when they give a higher semi-standard deviation than the duration matching strategy. In
the second objective function, we penalize the solutions when they give a different semi-
standard deviation than the duration matching strategy. Negative signs are used for the
second terms in the two objective functions, because a high value from these terms will be
penalized.

Three experiments that use the three objective functions are conducted. They are re-
spectively:

e Experiment 1: ObjV = 0.5 x SP(10) — 0.25 x Sv(10) — 0.25 x std

e Experiment 2: ObjV = 0.01 x SP(10) — 0.99 x Zgo (maz {Sv(t) — Sv(t),0})?

e Experiment 3: ObjV = 0.01 x SP(10) — 0.99 x 312 (Sv(t)’ — Sv(t)')?

Experiment 1 is specified to put a heavy weight on the return item in the objective
function, which is determined by m, the average surplus at the end of the contract
across all scenarios. Having experimented with different combinations of weights, we have
observed that the weight on return should not be too high. If the weight is too high, the
increase in return will be accompanied by a much higher increase in both semi-standard
deviation and “time” standard deviation. If the increase in surplus at time ¢ to the initial
surplus at time 0 is divided by the semi-standard deviation of the surplus at time ¢, it can
be seen that there is a cut-off point when the increase in surplus cannot justify the increase
in semi-standard deviation. The weight 0.5 is chosen at a level close to that cut-off point
that could yield satisfactory results and avoid a semi-standard deviation that is too high.
Experiment 1 aims to demonstrate that by the specified objective function, the strategy

obtained with GA is able to outperform the duration matching strategy, by some of the

objectives.
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Experiment 2 and Experiment 3 are designed to mimic the behavior of the duration
matching strategy. In Experiment 2, a heavy weight is added on the second term to prioritize
on semi-standard deviation. In the second term, a penalty is given when the semi-standard
deviation from the strategy obtained with GA, Swv(t), is higher than the semi-standard
deviation obtained with duration matching, Sv(t)’. By doing this, we hope to obtain a
strategy that allows us to have lower semi-standard deviation than duration matching in
each year during the term of the contract. Experiment 2 aims to show that by specifying
this objective function, the use of GA enables us to achieve lower semi-standard deviation
than duration matching while maintaining a similar return on surplus during the term of
the contact.

In Experiment 3, a heavy weight is also imposed on the semi-standard deviation term.
This time, a penalty is given to the solutions when the semi-standard deviation from GA-
based strategy is different from the semi-standard deviation from duration matching strat-
egy. By doing this, we are tuning the GA to give a solution that should match the perfor-
mance from the duration matching strategy very closely. If GA is effective in doing that,
we illustrate that duration matching offers one solution among the searching space of all
the possible solutions. We also illustrate the ability of GA in moving towards a specific

subspace of the searching space by the specified objective function.

5.2 Active Re-balancing

In the training stage of the experiment, GA is used on 200 stochastic interest rate paths
generated from the CIR model to select an ideal solution for the initial asset allocation and
the re-balancing strategy. In the testing stage, the asset allocations are inherited from the
training stage and are tested on the deterministic and stochastic interest rate scenarios.

If the interest rate scenarios simulated by the CIR model are sufficient in training and
GA has the power to select the optimal strategy, then it is expected that this strategy should
also work well under the interest rate scenarios testing.

A few deterministic mortality scenarios are introduced, with some of them involving
extreme shocks to mortality rates. When the mortality experience is adverse, claims in-
curred can be much higher than expected, and this can greatly alter the dynamics of the
portfolio. For example, when the actual mortality experience is higher than expected, we

might experience negative cash inflow early.
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The re-balancing strategy from training is evolved by assuming no risk from mortality.
It is expected that when mortality risk is assumed, this may not be the optimum strategy
and can face the risk of making wrong decisions. For example, if the capital available is
positive in training for a given year, a negative sign from the re-balancing strategy for a
particular bond indicates that we should sell that bond and use the money raised together
with the capital available to buy more of another bond. While in testing, if adverse claims
experience occurs, the capital available can be negative for the same year, if we simply adopt
the re-balancing strategy from training, then it indicates we should buy more of that bond
by short selling other bonds. As can be seen from this example, the change of patterns (and
signs) of the cash flow may defeat the original purpose of the re-balancing strategy that is
optimized for the particular mortality scenario in training.

With the current interest rate becoming available as the input, GA is used to train
the active re-balancing strategies specific to different scenarios. We investigate whether
this approach can deal with adverse mortality scenarios better than simply using the re-
balancing strategies from training (referred to as passive re-balancing). Without active
re-balancing, GA produces one strategy and uses that on all the scenarios. As explained
earlier this strategy may not even be suitable for some scenarios. Duration matching offers
the flexibility to produce one strategy for each scenario. With active re-balancing, GA
allows us to have a strategy tailored for each scenario, like duration matching does.

To be more specific, with the active re-balancing program, we start with the bond
allocations obtained from the training stage. After each year, given the prevailing interest
rate that becomes available, stochastic interest rate scenarios are generated based on this
current rate from the CIR model. GA is used to find the optimal re-balancing strategy
based on the simulated interest rate paths with the interest rate at time ¢ as the current
interest rate. A similar objective function as the one in the training stage is used. The
specification of the weights in the objective function largely depends on the expectation
of the future mortality experience and also the objectives. It is expected that with the
suitable objective function, GA is able to select the active re-balancing strategy that offers
better results than the re-balancing strategy obtained from training. However, the current
re-balancing program is not able to capture all the available information that allows GA to
optimize for this strategy. For example, the interest rate model is not refitted each time
new experience becomes available and the mortality is always assumed to be as expected

regardless of the actual experience.
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In the next chapter, we compare the results given by the active re-balancing strategies

with those given by the passive re-balancing strategies under the adverse mortality scenarios.



Chapter 6

Experiment Framework and

Results

6.1 Introduction

In this section, we introduce the training stage and the testing stage of the experiments.
First, let us look at the framework of experiments in the existing literature that solves the
multi-period asset allocation problem for stocks portfolios. Historical data of stock prices,
which are readily available, are used as the training data. GA is used on this training data
to find the optimal investment strategy. Then, the investment strategy obtained is tested on
historical data in a later period for its robustness and efficiency. In some experiments, active
re-balancing is considered in testing. The active re-balancing scheme has been introduced
mainly because during the financial turmoil, static GA-based strategy may not be able to
consistently outperform other commonly used methods, such as tracking the market index
for stock portfolios, and can make wrong investment decisions (Aranha and Iba, 2008). The
main reason for this is that the strategy is trained for a period without stock market shocks
but in the testing period, there are stock market shocks.

A possible design for the re-balancing program is to make use of additional information
available. For example, in Soam et al. (2012) daily trading volumes of stocks are used as
indicators for the future movement of stocks’ prices. Historical data are appropriate for this
type of study because training and testing periods are relatively short and data are readily

available and representative.

45
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In our research, the span of a term insurance product can be as long as ten, 20 or even
25 years. It is difficult to find a period so long with interest rates that are representative of
future interest rates. In Figure 6.1, the historical rates for one-year, five-year and ten-year
zero-coupon bonds from 1986 to 2012 are plotted. For example, if the period 1986-1996 is
used as the training data, it can be observed that in the next ten years 1996-2006 (testing
data) there are large changes to the bond rates. This is one example which shows that the

training period cannot predict what will happen in the testing period.

One-year Bond
Five-year Bond
Ten-year Bond

Yield of Zero-Coupon Bond

Figure 6.1: Historic Rates of Zero-Coupon Bonds (Bank of Canada)

We choose to simulate interest rate scenarios from a CIR model as the training data. GA
procedures are then used to find the investment strategy that is best suited for the simulated
interest rate scenarios in the sense of the specified objective function. The process followed
is shown in Figure 6.2.

There are a few goals we hope to achieve in the training stage:

e Demonstrate the effectiveness of GA in finding different investment strategies suitable

for different risk appetites.

e Illustrate that duration matching is a strategy that belongs to the solutions space of
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Figure 6.2: Framework of the Training Stage of the Experiment

GA.

In the testing stage, two types of risks facing an insurer are considered, the interest rate
risk and the mortality risk. Interest rate scenarios are simulated from the CIR model as
the testing data. We adopt the investment strategies obtained in the training stage and
test how the portfolio would perform under the simulated stochastic interest rate scenarios.
This tests if the scenarios from the CIR model used in the training stage are sufficient or
not. In addition, we test our investment strategies on a set of deterministic interest rate
scenarios as recommended by insurance regulators. Note that for the interest rate testing
we assume the mortality experience to be exactly like expected.

We introduce volatility into mortality experience in the testing stage. We make a few
simple deterministic mortality scenarios and test if our investment strategies are still able
to achieve excellent results. Each of the mortality scenarios assumes either an increase

or a decrease applied to the mortality rates in all the future years, which may represent
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anti-selection mortality from policyholders or improved mortality experience.

For the purpose of mortality testing, we test each of the scenario under both deterministic
interest rate scenarios (New York Seven) and stochastic interest rate scenarios that are from
the same CIR model as used in training.

As mentioned in Chapter 5, one advantage of duration matching method is its ability
to produce a different strategy for each scenario and this can be a huge advantage in an
environment with much variation from expectation. We introduce active re-balancing to
GA in the testing stage to allow GA-based strategies to tailor to different scenarios during
re-balancing as well. With active re-balancing, we use the information about interest rate
and mortality experience that becomes available as an input to the GA and specify the
re-balancing strategies at the end of each year as the solutions candidates recommended by

GA. Figure 6.3 outlines the flow of the testing stage of an experiment.

Testing Stage of the Experiment

Best Strategy Calculate Risk and Return
from Training No Active ' Measures

Re-balancing

For Each Scenario

NY 7 or Stochastic
Interest Rate

Simulate Future Interest Rate
Scenarios from the CIR Model
based on the Current Rate at

Scenarios or Mortality :
Scenarios With Active \ Beginning of Year t+1

Re-balancing :
i Find Re-balancing Strategy at
Beginning of Year t+1 Using GA
as in Training

Sett=t+1

: —

______

A
Calculate Risk and
Return Measures

Figure 6.3: Framework of the Testing Stage of the Experiment

There are a few goals we hope to achieve in the testing stage:
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e Test the robustness of the GA-based strategies obtained in the training stage and

the re-balancing strategies as the interest rate environment or mortality experience

changes.

o Test if interest rate simulation from CIR model in training is sufficient.

6.2

Training Stage of Experiments

In this section, we present results from Experiments 1, 2 and 3, as introduced in Chapter 5.

6.2.1

Convergence of GA

First, we present some preliminary results from Experiment 1 in Figure 6.4 and Figure 6.5

to illustrate the convergence of GA.
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Figure 6.4: Score of the Best Solution in Each Generation. As generations elapse, the best
solution improves.

One way to study the convergence of GA is to examine the objective the best solution in

each generation achieves. After all, the best candidate available is selected as the proposed

investment strategy. In Figure 6.4(a), we see that the objective of the best solution starts

at a very low level, which is expected given that the first generation consists of random

solutions. As the generations elapse, the best candidate gradually improves and in the last

twenty generations, it remains at a high level and does not improve significantly at around

generation 120. Note that in some generations, especially in the first few generations, the
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Figure 6.5: Bond Allocations in Different Generations. Each line represents the strategy
from an individual solution and all individual solutions are plotted on each small plot.
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best solutions drop suddenly to a level much lower than the previous generation. This may
be because the best solutions from each generation are not retained, and therefore, causing
the convergence to slow down. We can also see that GA indeed involves a certain level of
randomness and the exact time for convergence may not be guaranteed, which is considered
a weakness of GA.

In Chapter 2 we introduce a way to improve GA that is called “elitism” and it involves
retaining the top parent solutions from previous generation and letting them be part of the
solutions in the next generation. An experiment using GA with “elitism” has also been
carried out. In this experiment, the top 10% of the parent solutions are kept in the next
generation. The score of the best solution in each generation is shown in Figure 6.4(b). It
can be observed that from generation to generation, the best candidate improves consistently
and the convergence occurs at around generation 60, greatly reducing the generations needed
for convergence. Also, we check the converged level of objective for both experiments, and
it shows that with “elitism”, the objective achieved from the best solution is 0.24% higher
than the best solution from the experiment that does not implement “elitism”. It indicates
that “elitism” is an effective method to improve the performance of GA.

From these results, we are confident that with GA the performance of the best solutions
displays an upward trend and gradually improves over generations. With the implementa-
tion of “elitism”, the improvement is more consistent and the convergence is reached more
quickly. It can also be observed that in the last few generations, the objective of the best
solution remains a flat line, with no further improvement on the objective. This indicates
that the 150 generations used are sufficient for convergence. In order to reduce the running
time, it may be a good idea to implement “elitism” to the GA program and specify that if no
improvement happens in five consecutive generations, GA program will terminate, instead
of running 150 generations every time.

Another way to examine the convergence of GA solutions is through checking the bond
allocations in each generation. In Figure 6.5(a), each small plot represents the bond alloca-
tions of all candidates in generations 1, 5, 10, 50, 100 and 150 for the GA without “elitism”.
FEach point represents what percentage of the portfolio is invested in bonds of different ma-
turities. The points are connected together to form lines to reveal allocation patterns. It is
obvious that the plots look chaotic in generations 1, 5 and 10 because solutions in the first
generation are randomly selected. Candidates converge to a clear pattern from generation

50. In generation 150, almost all the existing solutions converge to a single solution, which
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is ideal. In Figure 6.5(b), we present the same results for GA with “elitism” implemented.
It is obvious that the convergence is much faster.This is another way to show the successful
convergence of GA. It can be observed that the converged asset allocations are different
under the GA with and without “elitism” despite using the same initial generation. This
may indicate that there are multiple solutions to arrive at the same objective.

In addition, we can check from Figure 6.5(a) and Figure 6.5(b) that the short selling
of any bond in these two portfolios is both less than 100% of the total value of the fund
at the beginning of the first year. This is consistent with our expectation because a heavy
penalty is imposed on solutions with excessive short-selling of a single bond. However, the
total amount of short-selling of all bonds is more than 100% of the fund value. This may
be impossible to achieve in practice and a further improvement could be limiting the total
amount of short-selling to be less than 100% of the fund value or to be less than or equal
to the maximum amount of short-selling allowed under the duration matching strategy. An
experiment forcing the total short-selling to be reduced is conducted too and by the same
objective function as the one used for Experiment 1, GA is able to find a solution that
produces very similar results in both training and testing as the strategy in Experiment 1,
with total short selling smaller than 100% of the total fund value. When a stricter short
selling constraint is imposed, say, less than 50% of the total fund value, the results become

worse than the results when a higher short selling amount is allowed.

6.2.2 Results from the Training Stage of Experiments

Having examined convergence of GA from Experiment 1, we present the results in the
training stage for Experiments 1, 2 and 3 in this subsection.

Figure 6.6 shows the results from Experiment 1.

As introduced earlier, in Experiment 1, we aim to find a strategy that can outperform
the strategy from duration matching by the risk and return measures we specify. Figure
6.6(a) shows the average accumulated surplus across all scenarios for each year, with the
blue line representing the strategy proposed by Experiment 1 and the red line representing
the strategy from duration matching. The z-axis is time and the y-axis is the accumulated
surplus at each time. Both strategies start at a surplus of the same level. The initial surplus
is not zero because we use a flat interest rate in pricing and we use that interest rate as the
short rate in the CIR model for the interest rate paths simulation, which means that the

yield curve at the beginning of the first year is not flat as assumed in pricing. The initial
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Figure 6.6: Experiment 1 Training. Aims to let GA strategy outperform DM strategy by
certain objectives.

surplus is due to the fact that the yields of bonds generated by the CIR model are higher
than the interest rate used in pricing. The calculations for both the GA-based strategy
and the duration matching strategy use the same interest rate paths simulated by the CIR
model. The GA-based strategy is able to produce a slightly higher accumulated surplus in
each year and results in higher surplus than the duration matching strategy at the end of
the contract, which is ideal.

Figure 6.6(b) shows the semi-standard deviation of surplus across scenarios for both
strategies in each year. GA has a higher semi-standard deviation in early years and has
a lower semi-standard deviation in later years. It can be observed that the semi-standard
deviation at the end of the contract from duration matching is a lot higher than that of GA-
based strategy. From this, we can tell that GA selects a strategy that allows us to reduce

the semi-standard deviation across scenarios at the end of the term, as we have specified in
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the objective function. However, the reduction in semi-standard deviation may be a result
of letting the GA program be too greedy for that objective. This may indicate that the
weight we put on semi-standard deviation could be too high and we sacrifice extra return
on surplus to achieve this.

Figure 6.6(c) displays the paths that surplus follows for all scenarios during the term
of the contract. The surplus paths from the duration matching strategy become more and
more widely dispersed in later years while with the GA-based strategy, they become a bit
more widely dispersed until in the middle when they start to become narrower approaching
the end of the term. The reason for this particular shape of the surplus paths for the GA-
based strategy is that we put a priority on the semi-standard deviation at the end of the
contract. As we can see from this figure, GA can help us achieve this goal. However, it
loses to the duration matching strategy by the semi-standard deviation measure in the early
years.

Figure 6.6(d) displays the distribution of the sum of squared residuals for different sce-
narios after fitting the surplus paths to quadratic lines. As discussed before in Chapter
5, the reason for making this an objective is that an upward sloping shape of the surplus
indicates consistent growth in all the years, which is considered desirable. It is shown that
with the duration matching strategy, the residuals are smaller, indicating a better fit to
quadratic lines, which is a desirable feature. This is also consistent with the results in Fig-
ure 6.6(c). The surplus paths from the GA-based strategy are not as smooth as the surplus
paths from the duration matching strategy, and hence the larger residuals. We notice that
in Experiment 1, we put more weight on risk and return while putting less weight on the
measure for consistent growth.

Figure 6.6(e) shows the ratio between the difference of the average surplus at time ¢ and
the initial surplus at time 0 to the semi-standard deviation at time ¢. It is a measure of
whether the additional volatility can be justified by the additional return, which is akin to
the Sharpe ratio used to evaluate stocks portfolios. GA-based strategy yields worse result
than the duration matching strategy in the first few years, however in later years, it results
in a much better performance according to this measure.

From the training results of Experiment 1, we observe that the GA-based strategy offers
a trade-off between the objectives. It offers better results for the return and semi-standard
deviation at the end of the contract while suffering from higher volatility on surplus in the

early years and loses the consistent growth from year to year on surplus.
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Figure 6.7 presents the results from Experiment 2.
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Figure 6.7: Experiment 2 Training. Aims to let GA strategy achieve a lower semi-standard
deviation in all years than DM strategy.

As introduced earlier, in Experiment 2, we aim to let GA find a solution that mimics the
performance of duration matching while achieving an even lower semi-standard deviation
when possible.

Figure 6.7(a) shows that the GA-based strategy is still able to produce a slightly higher
average accumulated surplus in each year than the duration matching strategy. The results
look very much like the results from Experiment 1 as shown in Figure 6.6.

However, the graph for semi-standard deviation looks very different from that in Ex-
periment 1. Figure 6.7(b) shows that with the GA-based strategy we are able to achieve a
lower semi-standard deviation in all years than the duration matching strategy, although as
the term approaches maturity, the semi-standard deviation under both strategies become

very close to each other. From this, we can see that GA is indeed very sensitive to the
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objective function and is very effective in finding the solution that is perfectly aligned with
the objective function.

In Figure 6.7(c), the surplus paths of GA-based strategy appear to be narrower than the
surplus paths of the duration matching strategy in the early years, and in the last few years,
they begin to look like that of duration matching. This is consistent with the results shown
in Figure 6.7(b), with GA-based strategy having a much lower semi-standard deviation in
earlier years and becoming more like duration matching approaching the end of the term.

Figure 6.7(d) displays the distribution of the sum of squared residuals after fitting the
surplus paths to quadratic lines for all scenarios. We could see for the duration strategy, it is
much more to the left, indicating a better fit to quadratic lines than the GA-based strategy.
Similar to Experiment 1, we put less weight on this measure in the objective function of
Experiment 2, and hence the larger residuals of the GA-based strategy.

Figure 6.7(e) shows the ratio between the difference of surplus at time ¢ and the initial
surplus at time 0 to the semi-standard deviation at time ¢. With the objective function in
Experiment 2, we are able to produce a higher ratio in all years although as we approach
the maturity of the term, this measure under the GA-based strategy becomes very close to
that from the duration matching strategy. This result is consistent with the results in other
figures of this experiment.

Figure 6.8 displays the results from Experiment 3.

In Experiment 3, we aim to let GA find a solution that exactly mimics the performance
of duration matching.

In Figure 6.8(a) we could see that the average accumulated surplus in all years from
the GA-based strategy is very closely aligned to that of the duration matching strategy,
resulting in a slightly higher end of term surplus. Figure 6.8(b) shows that the semi-
standard deviation from both strategies are very close to each other in all years. Figure
6.8(c) displays the surplus paths for all scenarios during the term of contact. Each line
represents the surplus path of a scenario. As expected the shapes of both strategies look
very identical. Figure 6.8(d) displays the distribution of the sum of squared residuals after
we fit the surplus path to a quadratic lines for all scenarios. We could see that this time
the GA-based strategy is able to achieve a slightly better result than duration matching.
Figure 6.8(e) shows that the ratio of the increase in surplus to the semi-standard deviation
at time t. Again, both achieve very similar results by this measure.

From the results of the three experiments we have carried out, we see that GA is very
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Figure 6.8: Experiment 3 Training. Aims to let GA strategy mimic DM strategy.

effective in tuning the solutions so that they are perfectly aligned with the objective functions
we specify. From the results in Experiment 3, we also see that GA is capable of generating
a strategy that mimics the duration matching strategy very closely. In addition to the
duration matching solution, GA is capable of generating other solutions that meet different
preferences from the user. From Experiment 3, we see that by specifying semi-standard
deviation alone, we can let GA find solutions that are perfectly aligned with that of duration
matching in terms of the three objectives we specify.

Last but not least, we present the average dollar duration of the bonds portfolio across
scenarios for the three experiments in Figure 6.9. Consistent with our expectation, the
dollar duration of GA-strategy follows duration matching most closely in Experiment 3, as
presented in the third plot. In Experiment 1, GA-based strategy is able to produce a lower
level of long term volatility while having a higher dollar duration in every year. Experiment

2 aims to offer a lower volatility in all years and results in the dollar duration being very
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high in some years.
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Figure 6.9: Average Dollar Duration of Bonds Portfolios: GA Compared to DM in Experi-
ments 1, 2 and 3

While Experiments 2 and 3 are designed to illustrate one aspect of GA, we choose
the asset allocation strategy obtained from Experiment 1 to conduct the testing, because
it offers the lowest long term volatility among the three and has the highest potential so
far to outperform the duration matching strategy. Note that with the duration matching
method we obtain different weights for each scenario and that is where GA might have a
disadvantage in the testing stage. We expect that if we simply adopt a very similar strategy
as duration matching in the testing stage, such as the strategy from Experiment 3, we will
end up with worse results than the strategy from duration matching. This is because the
net cash flows will be very different when we introduce adverse mortality scenarios and
although the strategy from Experiment 3 works well in the training stage, it may not be
able to adapt as well as the duration matching strategy which has the flexibility to tailor to

a particular scenario in testing.

6.3 Testing Stage of Experiments

In the testing stage of the experiments, we test how the investment strategy obtained from
the training stage would perform under both deterministic and stochastic interest rate sce-
narios. The claims experience is set to be the same as expected for both types of interest
rate testing and this is relaxed to be deterministic scenarios later. The deterministic interest

scenarios tested are as follows:

e New York Seven scenarios with a current interest rate of 4%. The 4% used is the short

rate used in the CIR model.
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The stochastic interest scenarios tested are:

e 500 stochastic interest rate scenarios from CIR model with the same parameters as

the ones used in training.

6.3.1 Deterministic Interest Scenarios

We present the testing results under deterministic interest rate scenarios with the strategy
obtained in Experiment 1 in this subsection. Again, note that this is assuming a determinis-
tic mortality experience as well. As introduced earlier, for duration matching, the portfolio
is always actively re-balanced. For the GA-based strategy, no active re-balancing means the
asset allocation obtained in the training stage, including both the initial weights and the
re-balancing weights, are used directly in the testing stage without considering additional
information about interest rate or mortality experience as the projection progresses. For
GA-based strategy, if active re-balancing is used, only the initial asset allocation, but not the
re-balancing weights, obtained from the training stage is kept. Each year, the re-balancing
weights are obtained through training a new GA-based strategy with the additional infor-
mation about interest rates and claims experience as they become available. We do not
consider active re-balancing in this section and will discuss active re-balancing strategies in
Section 6.5. More details about active re-balancing are given in Chapter 5.

First, we present detailed results in Table 6.1 and Table 6.2 for the surplus at the end
of the contract under the New York Seven scenarios for both GA-based strategy and the
duration matching strategy. We compare them to the surplus obtained from the training
stage as well. In these two tables, the seven columns in the middle show the end surplus
under the New York Seven scenarios. The last column is the average surplus at the end of
the contract for both strategies in the training stage. The last row shows the percentage
change of surplus from the New York Seven testing to the average value in training.

Comparing these two tables, we discover that the percentage changes from GA-strategy
are a lot more modest than the percentage changes from the duration matching strategy.
Duration matching strategy performs better under two scenarios, NY2 and NY4. Both of
these scenarios present an increase in interest rates and then a subsequent flattening of
interest rates. GA-strategy sacrifices the excess return from these scenarios but achieves
much more stable results under the scenarios with severe drops in interest rates, such as

scenarios NY5, NY6 and NY7. For the flat scenario, NY1, the GA-based strategy is also
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able to outperform the duration matching strategy.

Table 6.1: Experiment 1 New York Seven Testing End of Term Surplus (in thousands of
dollars). The first row is the end of term surplus achieved through the Experiment 1 strategy
under the New York Seven scenarios. The second row is the change to the average end of
term surplus in training.

NY1 NY2 NY3 NY4 NY5 NY6 NY7 Avein Training
EoT Surplus, Testing 214 210 215 208 209 212 214 210
% Change from Training 2% 0% 2% -1% 0% 1% 2% N/A

Table 6.2: Duration Matching New York Seven Testing End of Term Surplus (in thousands
of dollars). The first row is the end of term surplus achieved through the duration matching
strategy under the New York Seven scenarios. The second row is the change to the average
end of term surplus in training.

NY1 NY2 NY3 NY4 NY5 NY6 NY7 Avein Training

EoT Surplus, Testing 165 218 212 223 145 167 143 200
% Change from Training -17% 9% 6% 12% -27% -16% -28% N/A

We also present the performance of the portfolio throughout the term of the contract
under the New York Seven scenarios in Figure 6.10. As a reminder, the details about the
New York Seven scenarios were introduced earlier in Chapter 3.

In Figure 6.10(a), we present the average accumulated surplus across New York Seven
scenarios. We could see that the GA-based strategy is able to outperform duration matching
in all years. Figure 6.10(b) shows that the semi-standard deviation under the GA-based
strategy is higher in the early years and lower in the later years, ending with a much lower
semi-standard deviation at the end of the contract. Figure 6.10(c) displays that the GA-
based strategy is able to achieve excellent results for the ratio between the increase in surplus
to the semi-standard deviation too.

Figure 6.10(d) shows the surplus paths at different times for the seven scenarios tested.
It is consistent with the results in the training stage, with the GA-based strategy able to
achieve a much narrower looking shape than the duration matching strategy towards the
end of the contract. It can be observed that in the lower plot of the figure, which presents
the surplus paths under GA, in some scenarios, the surplus keeps growing during the term
of the contract while for some others, the surplus paths do not grow as fast. In the upper

plot of this figure, which presents the surplus paths under the duration matching strategy,
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Figure 6.10: Experiment 1 New York Seven Testing

we could observe that the surplus paths under all scenarios keep growing. At the end of
the contract, the variation among the seven scenarios under the GA-based strategy is much
smaller than the variation from the duration matching strategy. From this we can see that
the GA-based strategy from Experiment 1 handles shocks in interest rates well and allows
us to achieve our objective. The CIR scenarios used in training are able to capture the
New York Seven scenarios that involve the shocks. However, the particular shape of the
surplus paths is one disadvantage of this GA strategy. For example, it can be observed that
in the first five years, GA-strategy has a higher semi-standard deviation on surplus among
different scenarios, as shown in Figure 6.10(d). GA-based strategy intentionally allows this
to happen because following this strategy, the surplus paths under different scenarios can
join to achieve very lower semi-standard deviation at the end of the contract.

Finally, in Figure 6.10(e) we present paths for the dollar duration of the bond portfolio. It

indicates that the GA-based strategy chooses bonds of longer maturity to invest on average.
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6.3.2 Stochastic Interest Scenarios

In this subsection, we present the results from testing the robustness of the investment

strategy from Experiment 1 under 500 stochastic interest rate scenarios. The results are

presented in Figure 6.11.
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Figure 6.11: Experiment 1 Stochastic Interest Testing

In Figure 6.11(a) shows the accumulated average surplus across the 500 scenarios tested.
It shows that GA-based strategy achieves very similar results as the duration matching
strategy, while being slightly better at the end of the contract. In Figure 6.11(b), we
present the semi-standard deviation of surplus across the 500 scenarios tested. Compared
to the results in training as shown in Figure 6.6(b), again the testing results are consistent,
with GA-based strategy achieving a lower level of semi-standard deviation at the end of
the term. In Figure 6.11(c), consistent with our expectation, the ratio between the increase
in surplus to the semi-standard deviation is very favorable for the GA-based strategy. In

Figure 6.11(d), we present the surplus paths across time. Consistent with the results in
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Figure 6.11(b), with the GA-based strategy, the plot of surplus paths looks much narrower
during the term of the contract than the surplus paths that the duration matching strategy
yields, which again looks like a fan. It is worth noting though, that GA sacrifices the high
return in some scenarios to achieve this. As we compare the two plots in Figure 6.11(d), we
can see that for a few scenarios, duration matching offers much higher end of term surplus.
In Figure 6.11(e), we present the paths of dollar duration across time for the bonds portfolio.
Again, GA seems to invest in bonds of longer maturities.

From Figure 6.11 we can see that the results are similar to those in the training stage as
presented in Figure 6.6 and the strategy from Experiment 1 is very robust under the testing.
It indicates that the 200 interest rate scenarios used in the training of the GA-based strategy
are sufficient to represent the distribution of the interest rate paths. Further research can
be done to use different parameters in the CIR model to generate the interest rate scenarios

in the testing stage.

6.3.3 Mortality Scenarios

Last but not least, we introduce mortality scenarios to the testing. We introduce a few simple
deterministic mortality scenarios as discussed in Chapter 3. Adverse mortality experience
can be caused by anti-selection behavior from policyholders or a pandemic like the Influenza
in 1918. Since our mortality scenarios involve an increase or decrease to the mortality rates
in all future years, the adverse scenarios are more likely to represent the effects from the
anti-selection behavior to mortality and the favorable scenarios are more likely to represent
the phenomenon that people are living longer.

The strategy obtained from Experiment 1 is tested on each of the six mortality scenarios
with either CIR interest rate scenarios or New York Seven scenarios. The surplus paths of
the six mortality scenarios under the testing of New York Seven scenarios are presented in
Figure 6.12. Each plot represents one of the six mortality scenarios and each line represents
the paths that the surplus follows under one of the New York Seven scenarios.

It can be observed that when mortality experience is better than expected, the GA-based
strategy from Experiment 1 is able to generate higher average surplus across the scenarios
while maintaining lower semi-standard deviation than the duration matching strategy. The
other results not shown confirm this as well, showing that Experiment 1 strategy is able
to outperform duration matching in most of the New York Seven scenarios, with a higher

average surplus at the end of the term. The semi-standard deviation among the New York
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Seven scenarios is lower too.

When mortality experience is worse than expected by 10%, the other results not shown
indicate that Experiment 1 strategy is not able to outperform duration matching on both
of the objectives. It is able to achieve a slightly higher average surplus however also having
a much higher semi-standard deviation at the end.

When mortality experience is worse than expected by 20% or even 30%, the results
reveal that Experiment 1 strategy is not suitable. As can be observed from Figure 6.12,
Experiment 1 strategy yields surplus paths that have larger variation among scenarios. The
detailed results indicate that on average, the end of term surplus is lower too.

The surplus paths under the six mortality scenarios with CIR-generated interest rate
scenarios are presented in Figure 6.13. The results are similar to those under the New York
Seven scenarios. The GA-based strategy of Experiment 1 performs well when mortality
experience is better than expected, achieving higher surplus and lower semi-standard de-
viation. When mortality experience is adverse, the GA-strategy achieves very similar or
slightly worse on the surplus side and suffers from increased volatility across scenarios.

The results of Experiment 1 strategy from mortality testing suggest that this strategy
is not optimal for the adverse mortality experience, especially when the actual mortality
rates are 20% or 30% higher. From the training stage for Experiment 1 we have seen that
the strategy is optimized in a way that favors a few objectives more than others. For
example, the strategy obtained is able to achieve a slightly higher return and a much lower
semi-standard deviation at the end of the term. However, it falls short on the measure,
“time” standard deviation, as evidenced by Figure 6.6(c). In this figure, it can be seen
that although we are able to achieve a narrow variation in the surplus at the end among
all the scenarios, for some scenarios, the surplus paths flatten approaching the end of the
contract, indicating a faster growth of surplus in earlier years followed by a slower growth
in later years. This is not most desirable because ideally we would like the surplus to grow
consistently and that is why we choose to fit them into a quadratic line in the first place.
To summarize, the GA-based strategy of Experiment 1 sacrifices “time” standard deviation
for the low semi-standard deviation at the end of the contract. This is caused by an overly
heavy weight on the semi-standard deviation relative to the “time” standard deviation in
the objective function.

We specify semi-standard deviation as a top priority because it is certainly very desirable

to gain comfort that we will achieve less variation on surplus under different scenarios at the
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Figure 6.12: Experiment 1 Mortality Testing with New York Seven. In each plot, a shock is
applied to the mortality rate and each line represents one of the New York Seven scenarios.
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Figure 6.13: Experiment 1 Mortality Testing with Stochastic Interest. In each plot, a shock
is applied to the mortality rate and each line represents one of the CIR simulated scenarios.
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end of the term of the insurance contract. It is reasonable to assume that for an insurance
company, the performance at the end of the term is very important. As we have seen, in
order to achieve this, this sacrifices the return on surplus and also the upward quadratic
shape for the surplus paths, which indicates a consistent growth in surplus every year, with
the latter being an advantage of the duration matching strategy.

There may be a possibility that there exists a solution in training that allows the GA-
based strategy to outperform duration matching by all three objectives we specify, instead
of being much better in one objective while much worse in another. We hope this strategy is
more aligned with the duration matching strategy in terms of the “time” standard deviation
objective and we let GA search for solutions conditional on this priority. The strategy
obtained from the new experiment may be able to yield more stable results for mortality
testing.

We design an experiment called Experiment 4 that aims to outperform duration match-

ing in each of the three objectives. The objective function is given as follows:

e Experiment 4: ObjV = 0.5 x SP(10) — 0.05 x Sv(10) — 0.45 x std

The results from the training stage are presented in Figure 6.14. Figure 6.14(a) presents
the average accumulated surplus across scenarios. It shows that both strategies offer very
similar results with GA-based strategy being a bit higher in the end.

In Figure 6.14(b), we present the semi-standard deviation of surplus across scenarios.
It is satisfactory that GA-based strategy achieves lower semi-standard deviation in most of
the years and also at the end of term.

In Figure 6.14(c), we present the surplus paths which tell us how the surplus of each
scenario evolves. The first thing that can be observed is that the shape of both plots
look similar. Compared to Experiment 1, this time GA yields a strategy that offers more
consistent growth, judging from the more smooth and upward sloping shape for the surplus
paths. It also shows that with GA-based strategy, the semi-standard deviation is smaller
during the term of the contract, judging from the narrower range the surplus paths appear
to be.

Last, in Figure 6.14(d), we show the residuals after we fit the surplus paths to quadratic
lines, which also act as a measure for the consistency in growth. Consistent with the result
from Figure 6.14(c), the GA-based strategy offers good results in terms of “time standard

deviation”. As we can see from this plot, the distribution of the residuals from GA are more



CHAPTER 6. EXPERIMENT FRAMEWORK AND RESULTS 68

to the left of the graph.

Compared to the dollar duration of the duration matched portfolio, the portfolio in
Experiment 4 has a slightly higher dollar duration in all years. However, its dollar duration
is lower than the portfolio under the strategy in Experiment 1.

From these results in the training stage, we can see that the strategy from Experiment
4 indeed offers satisfactory results among all the objectives of interest. The dollar duration
of the bonds portfolio from following this strategy is examined too and it is found that
it falls in the middle between the strategy from Experiment 1 and the duration matching
strategy. It offers an improvement to all the objectives studied, however for some objectives,
the improvement is smaller than from Experiment 1, as a trade-off for improvement in other
objectives. To summarize, the strategy from Experiment 4 is more similar to the duration
matching strategy than Experiment 1, evidenced from a lower dollar duration than the
portfolio under the strategy in Experiment 1.

Before we move on to mortality testing, we first test the Experiment 4 strategy under
stochastic CIR scenarios and deterministic New York Seven scenarios, without assuming
any mortality volatility. Figure 6.15 displays the surplus paths from these two tests. Under
the New York Seven scenarios, the GA-based strategy offers a higher average surplus across
the scenarios while also having a large semi-standard deviation. More detailed results show
that GA strategy achieves a higher end of term surplus for the first five scenarios out of
New York Seven scenarios and has an average surplus 5.31% higher than that of duration
matching.

As for the results under CIR scenarios testing, it can be observed that the semi-standard
deviation of the GA-based strategy is much lower during the projection years. Also, the
average surplus is higher with the GA-based strategy. This again indicates that the interest
rate scenarios used in training are sufficient.

Finally, we present the surplus paths from mortality testing for the strategy from Ex-
periment 4. The mortality testing results under New York Seven scenarios are presented in
Figure 6.16 and the mortality testing results under CIR scenarios are presented in Figure
6.17.

From Figure 6.16, we can see that a major improvement from Experiment 4 is that the
semi-standard deviation from the adverse mortality scenarios is reduced. The trade-off is
that in the more favorable mortality scenarios, the semi-standard deviation is increased. If

we compare these results to the results from the strategy in Experiment 1, we discover that
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Figure 6.14: Experiment 4 Training. Aims to outperform duration matching by all three
objectives

Experiment 1 may be a more suitable strategy for mortality scenarios that have decreased
mortality rates or increased mortality rates up to 10% more than expected, by offering a
higher average surplus and lower semi-standard deviation than the results Experiment 4
strategy yields. However when mortality rates are 20% and 30% higher than expected, the
strategy from Experiment 4 offers the protection by producing a higher average surplus and
lower semi-standard deviation than the results from the Experiment 1 strategy.

From Figure 6.17, again we can see that a major improvement on the semi-standard
deviation side compared to Experiment 1. The detailed results indicate that for the favorable

mortality scenarios, we are able to achieve a higher average surplus with the new GA-based
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Figure 6.15: Experiment 4 New York Seven and Stochastic Interest Testing

strategy while having the semi-standard deviation much reduced. For the adverse mortality
scenarios, we have a slightly lower average surplus accompanied by much lower semi-standard
deviation. If we compare these results to results from Experiment 1 in Figure 6.13, we can
indeed see much improvement on the semi-standard deviation objective for the scenarios
with increased mortality. The trade-off is, on the one side, sometimes we are losing a little
on surplus and on another side, we have slightly increased semi-standard deviation from the
favorable mortality scenarios.

From these results, we show that Experiment 4 allows us to have the trade-off we desire,
if we expect the actual mortality experience to be a lot worse than the assumption for
mortality rate used in pricing. We lose some of the advantages in the favorable scenarios
while gaining more stability in the adverse scenarios. Compared to the duration matching
strategy, it offers a trade-off as well, by having a higher average surplus accompanied by
a slightly higher semi-standard deviation in the favorable mortality scenarios and having a
slightly lower average surplus accompanied by lower semi-standard deviation in the adverse
mortality scenarios.

We have experimented with stochastic mortality scenarios. The results show that with
a reasonable number of stochastic mortality scenarios, for example, 500, the results from
the duration matching strategy are stable. However the results are very volatile for the GA-

based strategy if no active re-balancing is used even when we use a large number of mortality
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Figure 6.16: Experiment 4 Mortality Testing with New York Seven. In each plot, a shock is
applied to the mortality rate and each line represents one of the New York Seven scenarios.
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Figure 6.17: Experiment 4 Mortality Testing with Stochastic Interest. In each plot, a shock
is applied to the mortality rate and each line represents one of the CIR simulated scenarios.
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scenarios. This indicates that the GA-based strategy is very sensitive to the volatility from

the mortality experience.

6.4 Analysis

The results from the testing of interest rate scenarios seem to indicate that GA is able to
find a strategy that produces better results than the duration matching strategy under the
New York Seven scenarios and the 500 stochastic CIR scenarios, at least in some sense.
From the testing of a few deterministic mortality scenarios, we observe that the strategy
from GA in Experiment 1 is not able to outperform duration matching when the mortality
experience is adverse.

In this section, we aim to study what attributes the strategy from GA has that enables
it to outperform duration matching in interest rate scenarios testing or lose its advantage
in the mortality scenarios testing.

Firstly, we intend to separate the effect of initial allocations and the re-balancing allo-
cations. In duration matching, at the end of each year, assets are bought or sold to enable
the dollar duration of the assets and liabilities to match again. On the other hand, for GA,
the information for re-balancing is encoded as part of the “genes” of each solution candi-
date. In the experiments we perform earlier, when we evaluate an individual in GA, we are
evaluating both its initial allocation strategy and its re-balancing strategy.

We design an experiment called Experiment 5 that allows us to see the effect from
using GA to select the re-balancing strategies alone. In this experiment, we fix the initial
weights for individuals in any generation to be the same as the initial weights we obtain
from duration matching. In future years, when re-balancing is required, we use GA to select
the weights of the re-balancing assets only. Therefore, we have a hybrid of GA and duration
matching strategy that starts with a duration matched portfolio and re-balances using GA
under an appropriate objective function.

We adopt the assumptions in Experiment 1 to perform Experiment 5 and the results
indicate that the accumulated average surplus across all scenarios is very similar to that
from Experiment 1. The semi-standard deviation at the end of the projection is about twice
of the semi-standard deviation in Experiment 1. The surplus paths look very much like
that from duration matching in the first two years, which is expected since they both start

from the same initial allocation of bonds. After the first two years, they start to widen.
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In the last few years they look much narrower than the surplus paths from the duration
matching strategy, although a bit wider than Experiment 1, as evidenced by the variation
across scenarios at the end of the term. These results indicate that the re-balancing strategy
is effective in reducing the semi-standard deviation for surplus at the end of the term.

It may be helpful to start from examining the surplus paths that the GA-based strategy
in Experiment 5 and duration matching strategy each presents to us. The surplus paths
of the duration matching strategy look like a fan, very narrow in early years and gradually
becoming more and more widely dispersed in later years. For the GA-based strategy, the
surplus paths are more widely dispersed in the first few years but in later years the shape
of the paths remains like a tube, resulting in a lower level of semi-standard deviation at
maturity. One hypothesis is that with GA we are able to take advantage of the information
in all projection years while with duration matching we adjust the portfolio year by year
only using limited information, i.e., current interest rates.

We also examine the average dollar duration across all scenarios and the duration paths of
the portfolio from following the Experiment 5 strategy. The results reveal that at the start,
both GA-based and duration matching strategies have the same level of dollar duration.
This is expected since the initial allocations are the same. However, it seems that GA
chooses to re-balance to a portfolio of much higher dollar duration from the second year,
just like it does in Experiment 1.

The bond allocation obtained from Experiment 5 is given in Table 6.3 . FEach row
represents the percentage of total fund invested in bonds of different maturities for a specific
year. We compare this table to Table 4.3 which displays the asset allocations obtained from
the duration matching strategy, averaged across scenarios. It is obvious that GA chooses
to invest heavier in bonds with longer durations from the second year. For example, at the
end of the first year, when both re-balance for the first time, GA-based strategy chooses to
invest -30% in 1-year bond and 37% in 10-year bond while the duration matching strategy
chooses to invest 8% in 1-year bond and 0% in 10-year bond.

Another method that allows us to gain an insight into GA-based strategy is through
checking whether the GA-based or the duration matching strategy matches future cash
flows more closely. We compare each asset cash flow at different times and we discover
that in Experiment 5, GA-based strategy chooses to invest a lot more heavily in bonds of
longer durations instead of matching future liability cash flows closely, like what duration

matching does. We take the difference between the future cash flow from net liabilities
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Table 6.3: Bond Allocation at the Beginning of Each Year after Adjustments for GA in
Experiment 5. The columns are bonds of different maturities. The rows are different
periods. The weights are the average across scenarios.
1 2 3 4 5 6 7 8 9 10

Yr1l 2%  -26% -18% -10% -2% 6% 14% 21% 29% 84%

Yr2 -30% -13% ™% -1% 4% 10% 16% 21% 63% 3™%

Yr3 9% 6% -1% 4% 9% 13% 18% 53% 20% 0%

Yr4 3% -1% 3% 8% 12% 16% 48% 1™% 0% 0%

Yr5 2% 3% % 1% 15% 45% 20% 0% 0% 0%

Yr6 1% % 11%  15%  45% 20% 0% 0% 0% 0%

Yr7 6% 12% 16% 46% 20% 0% 0% 0% 0% 0%

Yr8 11% 1% 50% 22% 0% 0% 0% 0% 0% 0%

Yro9 16% 57% 2% 0% 0% 0% 0% 0% 0% 0%

Yr10 64% 36% 0% 0% 0% 0% 0% 0% 0% 0%

(claims less premiums) and assets (bonds that are maturing) for both the GA-based strategy
and duration matching strategy, and the results are shown in Table 6.4 and Table 6.5
respectively. In these two tables, each row shows, at the beginning of a particular year in
the projection, the difference between the future cash flows on the asset and liability side.
It can be observed from the first row that both strategies offer the same results, which
is expected given that we let GA-based strategy start at a duration matched position in
Experiment 5. From the second year, duration matching has more cash flow from 1-year
bond than the liabilities side while GA-based strategy has more cash flow from 10-year bond
than the liabilities side. This is consistent with the results in Table 6.3. It indicates that if
we fix the first year allocation of the GA-based strategy, it decides to invest very heavily on
10-year bond when re-balancing in the second year in order to achieve the objectives.

All these investigations allow us to arrive at the conclusion that when we specify semi-
standard deviation at the end of maturity as a top objective to optimize, GA tends to invest
much more heavily in bonds of longer maturities, resulting in a much higher dollar duration
of the portfolio than duration matching during the term of the contract. In addition, as we
have seen in Experiment 5, although we force the portfolio to start as a duration matched
portfolio, GA quickly adjusts to a longer dollar duration portfolio at the next time it has
the chance to re-balance the portfolio.

From this, it is not hard to understand why the GA-based strategy from Experiment 1 is

able to outperform the duration matching strategy in the training stage. In order to achieve
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Table 6.4: Difference Between Future Asset and Liability Cash Flow for GA in Experiment
5. The table shows the difference between assets and liabilities cash flows (in thousands of
dollars) in future years (columns) given we are in year t (rows).

1 2 3 4 ) 6 7 8 9 10
Yrl 130 O 0 0 0 0 0 0 0 -23
Yr2 -70 0 0 0 0 0 0 0 -23 369
Yr3 -12 0 0 0 0 0 0 -23 265 O
Yr4 13 0 0 0 0 0 -23 225 O
Yr5 15 0 0 0 0 -23 223 0
Yr6 -10 O 0 0 -23 259 O
Yr7 -18 O 0 -23 269 O

Yr8 -34 0 -23 287 O 0
Yr9 -45 -23 297 O 0 0
Yr10 -95 323 O 0 0 0

O O O O O
OO O O o O
OO OO o oo

0
0
0
0

the low semi-standard deviation at the end of the contract as we specify in the objective
function, GA favors strategies that invest more heavily in longer-term bonds in order to lock
the returns. As the yields change during the term of the contract, we may observe higher
volatility of surplus from the GA-based strategy. However, if we have a heavier weight on
long term bonds, although we may experience volatility from their values during the term,
when they mature, say, at the end of the contract, the return is guaranteed.

When a heavy weight is put on the performance at the end of the term, the “safest”
and most obvious way would be to invest in 10-year bonds that will have a definite value
at maturity. As we can see from the strategy in Experiment 1, GA selects a strategy that
invests heavily in 10-year bond either at the start or when it re-balances for the first time.
As the portfolio progresses, although GA re-balances so that the dollar duration of the
portfolio keeps decreasing, the dollar duration is always higher than a duration matched
portfolio.

From the plot of the surplus paths in Experiment 1, as shown in Figure 6.6, we can
also see that the volatility of the surplus under different scenarios is higher in the middle.
However, approaching the end of the contract, the volatility greatly reduces. As explained
earlier, the trade-off the Experiment 1 strategy makes it sacrifice the volatility during the
contract but able to get very low semi-standard deviation in the end.

This GA-based strategy from Experiment 1 works well under the interest rate testing,

evidenced by the results from Figure 6.10 for New York Seven scenarios testing and Figure
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Table 6.5: Difference Between Future Asset and Liability Cash Flow for Duration Matching
in Experiment 5. The table shows the difference between assets and liabilities cash flows (in
thousands of dollars) in future years (columns) given we are in year t (rows).

1 2 3 4 ) 6 7 8 9 10
Yrl 130 O 0 0 0 0 0 0 0 -23
Yr2 138 O 0 0 0 0 0 0 -23 -3
Yr3 147 O 0 0 0 0 0 -23 6 O
Yr4 158 0 0 0 0 0 -23 -10 O 0
Yr5 171 0 0 0 0 -23 -16 O 0 0
Yr6 187 O 0 0 -23 -23 O 0 0 0
Yr7 209 O 0 -23 -35 O 0 0 0 0
Yr8 239 0 -23 -55 O 0 0 0 0 0
Yr9 289 -23 -94 O 0 0 0 0 0 0
Yr 10 397 -213 O 0 0 0 0 0 0 0

6.11 for stochastic interest scenarios testing. For stochastic interest rate scenarios, this is
largely because the scenarios we use to train and test are from the same interest rate model,
therefore we expect the results to be consistent, as long as the CIR model is well-represented
by the scenarios used in the training stage. For New York Seven scenarios, one explanation
might be that the CIR model we use for training is able to capture the New York Seven
scenarios. In addition, recall that the scenarios GA-based strategy does not perform as
well as the duration matching strategy are those that involve a sharp rise in interest rates.
This may be because when interest rates drop, investing in bonds of longer maturity can
lock in the initial higher interest rates through to end of the contract. On the other hand,
when interest rates rise, especially when they rise sharply, having longer term bonds is not
desirable because even yields from shorter term bonds can exceed the yields that were locked
in previously.

However, there is limit as to how much higher dollar duration is allowed in the portfolio
than the duration matched portfolio. One way to understand is by the means of objective
function. A higher dollar duration implies a higher return, which means a heavier weight
on the return in the objective function. As different weights on the return are tested, the
results show that there is a cut-off point when the extra return is accompanied by much
higher volatility. This indicates that it is important to find the balance between the several
objectives, such as return and volatility, and by the use of GA, we are able to find a strategy

that balances the several objectives. Another possible explanation is that, if we invest too
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heavily in longer term bonds, we may need to short sell a lot of shorter term bonds to raise
the capital. In the short term, when claims are incurred, with a short position in the short
term bonds, we may need to sell longer term bonds to raise the capital to pay off the claims.
As a result, as the projection progresses, we lose the longer term bonds and will not be able
to secure the returns.

The GA-based strategy in Experiment 1 works well when the mortality scenarios are
favorable. However it does not work as well when the mortality experience is adverse. One
possible explanation for this may come from the shape of the surplus paths. Recall that the
volatility of surplus in the middle of the surplus paths from the GA-strategy can be much
higher than that of the duration matching strategy. The disadvantage of this is that when
the mortality experience is worse and more claims are incurred than expected during the
term of the contract, the higher volatility of surplus in the middle may make the shape of
surplus paths to be more widely dispersed.

When we introduce Experiment 4, we could see from the training and testing results
that we obtain a more modest strategy than the strategy in Experiment 1. It puts less
weight on the end of term semi-standard deviation and ensures the shape of the surplus
paths to be more consistent with the surplus paths of duration matching. The benefit from
this is that it allows this new strategy to be more similar to duration matching in a way
that it responds to adverse mortality scenarios better while at the same time, it loses some

advantages from Experiment 1.

6.5 Re-balancing Strategies

From the experiments we have carried out, we are able to observe the trade-offs between
different objectives, for example, between return, which is measured by the surplus, risk,
which is measured by the semi-standard deviation, and also the “time standard deviation”,
which measures the consistency of growth of surplus.

Without active re-balancing, the strategy from Experiment 1 works well under interest
rate scenarios and mortality scenarios with 10% increase in mortality rate or with a decrease
in mortality rates. If one expects that the actual experience is more likely to be one of these
scenarios, then the strategy from Experiment 1 may be a desirable choice.

In order to deal with the adverse mortality scenarios, we introduce a more balanced
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strategy, Experiment 4 strategy, that behaves more similar to the duration matching strat-
egy. The disadvantage of this strategy is that it loses some of the advantages in the more
favorable scenarios in order to offer the protection for the adverse mortality scenarios.

Ideally we hope to adopt the Experiment 1 strategy and let it take advantage of the
active re-balancing program to reduce the losses from the adverse mortality scenarios.

We examine the re-balancing strategy obtained in Experiment 1 first. We discover that
it may not be a suitable strategy under adverse mortality scenarios. For example, the re-
balancing weights it selects may be tailored made for the mortality scenario used in training,
which assumes no risk in mortality. Note that the surplus keeps growing in training, while
the surplus keeps dropping when the actual claims are much higher than expected in testing.
This means that we may have extra cash for re-balancing in training, while we may need to
short sell bonds to raise money in testing. Therefore the re-balancing strategy from training
may suggest buying and short selling the wrong bonds.

On further examination of the dollar duration position of the portfolio from Experiment
1, we confirm this hypothesis. For example, in the +30% mortality scenario, there is a time
when the dollar duration of the portfolio goes from positive to negative when the re-balancing
weights signal a large short-sell of long term bonds. This may not be an intention of the
strategy because when the strategy is trained, mortality and cash flows are as expected and
perhaps the re-balancing weight is intended to be a purchase of long-term bonds to obtain
a slightly higher duration but not to drastically lower duration and turn it into negative. It
can be observed that in later years the dollar duration of the portfolio remains very low and
that easily explains why the returns from this testing are not satisfactory. This happens
because as explained earlier the signs and patterns of the cash flows change when adverse
mortality is introduced. The dollar duration of the portfolio from the Experiment 1 strategy
starts at a higher dollar duration than the duration matched portfolio and under expected
mortality experience, it should be able to maintain that position. One re-balancing strategy
we find that works well to improve the average return on the Experiment 1 strategy is to
let GA find the re-balancing strategy that allows the portfolio to maintain a higher dollar
duration position.

We also examine the re-balancing strategy and the dollar duration of the portfolio in
the +30% mortality scenario for the duration matching strategy and the GA-based strategy
from Experiment 4. By comparison, the duration matching strategy chooses to short sell a

lot more 1-year bonds in order to buy longer term bonds in the testing than the strategy
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from Experiment 4. This may be the reason why the duration matching strategy achieves a
higher average return than the strategy from Experiment 4 yields. The dollar duration of the
two portfolios confirms this belief, showing that the re-balancing strategy from Experiment
4 lets the portfolio have a lower dollar duration than the duration matched portfolio during
the projection. One possible route to improve the performance of Experiment 4 in testing
may be to let GA actively select the strategy that raises the dollar duration of the portfolio
by a certain level.

The advantage of the duration matching strategy is that it responds to the adverse
mortality experience well. Therefore, we make a re-balancing program that combines the
initial allocation from Experiment 1 and incorporates an active re-balancing program that
may have objectives that are very different from Experiment 1. For example, if we expect
the future mortality to be much worse than expected, then it may not be desirable to put
too much weight on the semi-standard deviation at the end of the contract.

One way to specify the objective function in the re-balancing program is to select a
re-balancing strategy that allows the semi-standard deviation of surplus at the end of next
year to be optimized. This is similar to the premise of duration matching where it looks
at current rates and tries to minimize the year-to-year change in surplus. However, in the
re-balancing program itself, there can be multiple objectives as well. Other than year-to-
year tracking of semi-standard deviation, another way is to look at a longer term, say the
semi-standard deviation at the end of the contract. The latter is what Experiment 1 puts
the heaviest emphasis on.

The specification on the objective function reflects the user’s preference. For example,
if the user would like to mimic the behavior of the duration matching strategy, then he may
need to put a heavy weight on the volatility of surplus in next year; if the user would like
to deviate from the duration matching strategy, then he may need to put a heavy weight
on the volatility at the end of the term. The decision also requires the user’s judgment on
the future trend for mortality experience, as different expectations of future experience may
result in different preferences of objectives.

We add this simple active re-balancing program to the initial allocation of the GA-based
strategy from Experiment 1 and test it under the New York Seven scenarios for the mortality
scenario that has 30% higher mortality rates than expected. Note that to be consistent with
the duration matching strategy, we use the current interest rate available as the starting

short rate in the CIR model, and we update the future expected premiums and claims after
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taking into account of the actual claims incurred. However, we do not adjust the expected
mortality rate in the future, which means for the mortality experience in the future, we still
use the same assumption as originally used in pricing.

The difference in the objective function for the active re-balancing program from the
objective function used in training is that we do not only need to maintain the balance
between return and volatility, but we also need to maintain a balance between short term
volatility and long term volatility of the surplus across scenarios. The need for the latter
objective is in response to the adverse mortality experience.

The results for before and after the implementation of active re-balancing are presented
in Table 6.6. It is shown that the results from NY1, NY4, NY5 NY6 and NY7 are improved
while for the other three scenarios, the results are worse. On average, the results improve
as well and are higher than the results from the duration matching strategy. Further exam-
ining the active re-balancing strategies, we discover that they avoid some of the mistakes
the passive re-balancing strategies make, however, they are are not optimal. One obvious
weakness is that the interest rate model used to simulate the interest rate scenarios in the
re-balancing program. The effectiveness of the re-balancing program relies very much on
the interest rate model and the current model still use the old parameters regardless of the
new experience available. This could lead the GA to search for strategies optimized for the

simulated interest rate paths but not for the actual experience.

Table 6.6: Experiment 1 New York Seven Testing Active Re-balancing. The first row is
the end of term surplus (in millions of dollars) achieved through the Experiment 1 strategy
under the New York Seven scenarios without using active re-balancing. The second row are
similar results but with the use of active re-balancing. Mortality rates are 30% higher than
expected.

NY1l NY2 NY3 NY4 NY5 NY6 NY7

Active Re-bal -1.11 -1.28 -1.27 -1.28 -1.06 -1.11 -1.02
Passive Re-bal -1.14 -1.28 -1.23 -1.33 -1.09 -1.15 -1.03
DM -1.12 -1.28 -1.19 -1.23 -1.08 -1.20 -1.09

Although the current re-balancing program can help improve the performance by the
specification of the suitable objectives, it is worth noting that in the re-balancing stage,
GA needs additional information as input compared to the duration matching strategy. For
example, it relies on a good interest rate model that can represent the future interest rate

well. Ideally the interest rate model is refitted each time new interest rates become available.
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Also, the objective function in the active re-balancing program is flexible and requires more

tuning before a suitable objective function can be found.



Chapter 7

Conclusion

In this project, we build a framework with GA to handle an ALM problem for a term life
insurance product. We have demonstrated that GA is definitely able to find a solution to
this type of problem effectively, evidenced by the reasonable running time for each program
investigated and the solution, which consists of 19 variables, representing both the initial
allocation and the re-balancing strategy, and is robust in both stochastic and deterministic
testing for interest rate and deterministic testing for mortality.

To be more specific, from Experiment 1, we are able to obtain a strategy that offers
better results than the duration matching strategy in two of the three objectives specified
in the training stage of the experiments. This strategy achieves excellent results in New
York Seven and CIR interest rate testing. It is able to sacrifice the return in some scenarios
while boosting returns in the more adverse interest rate scenarios. The average return
is higher than that of duration matching strategy and the semi-standard deviation across
scenarios is much lower. This strategy performs well with favorable mortality scenarios or
a mortality scenario with 10% increase to mortality rates. However, it may not be optimal
when we introduce adverse mortality scenarios. The major reason for this is that the static
re-balancing strategy may be tailored for the mortality scenario used in training and may
not give the best results when mortality experience is a lot worse than expected.

We introduce a strategy from Experiment 4 that offers better results than the duration
matching strategy in all three objectives in the training stage of the experiments, indicating
that it is a more balanced strategy that the strategy from Experiment 1. The results from
testing show that it sacrifices some of the advantages from Experiment 1, while offering a

better protection from the adverse mortality scenarios.
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The choice of the strategy to be used depends largely on one’s risk preference and the
forecast for the future interest rate and mortality experience. If one expects the mortality
rates to only drop or increase slightly, say by 10%, with high likelihood, then the strategy
from Experiment 1 may be a good choice. If one wants to be on the safe side from the adverse
mortality experience and expects the mortality rates to be a lot higher than expected with
high likelihood, then duration matching strategy should be adopted. If one would like to
benefit from the favorable scenarios and would like to have some protection for the adverse
scenarios too, then the strategy from Experiment 4, which falls in the middle between the
strategies from Experiment 1 and duration matching, should be considered. Note that this
is assuming no active re-balancing in GA strategies.

It is expected that with an active re-balancing program, the performance of GA strategies
could be further improved. For example, for the Experiment 1 strategy, we have observed
that the re-balancing strategies obtained in the training stage works well for the expected
mortality scenarios. However, under the adverse mortality scenarios, when the signs and
patterns of the cash flows change, the static re-balancing strategies could lead us to make
wrong decisions. We make a simple active re-balancing program that takes into account
of some of information available, such as the current interest rate and the actual claims
occurred, and this has improved the performance of the GA-based strategy from Experiment
1 in the adverse mortality scenarios. The weaknesses of our re-balancing program is that
the interest rate model is not refitted and expected mortality rates are not updated based
on the new information that becomes available. This could lead us to suboptimal decisions
and further improvement to the re-balancing program is recommended.

One discovery we make from the experiments is that for a solution to perform well in
all the testings we conduct in the study, it cannot have too much weight on any one of
the objectives, but rather, a balance needs to be maintained. The strategy we find that is
able to perform well in all the testing is the strategy that is able to outperform duration
matching in the training by all the specified objectives, while having a slightly higher dollar
duration than the duration matched portfolio. It shows that the duration matching is indeed
a method that can balance different objectives well.

From Experiment 5 we also discover that, the initial allocation and the re-balancing
strategy are both very important, since only when they both work together, are we able
to achieve the lowest semi-standard deviation, indicating that they both contribute to the

reduction in the semi-standard deviation.
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The merit of GA we recognize through our research is that GA is a very flexible tool
that allows us to find strategies that meets the needs of different risk appetites. Duration
matching method offers us one strategy. It is shown that GA is able to find a strategy that
mimics duration matching strategy closely. In addition, with GA we are able to achieve
strategies that are different from duration matching but also have their own merits, such
as, being able to outperform duration matching in some sense.

Another advantage of using GA is that it may allow the users to directly monitor the
real objectives, such as return and risk. Note that for ALM practice, duration matching is
an effective tool however it is not the end goal. After all, return and risk are the true goals.

GA allows the user the freedom to specify the objective function and will quickly adjust
the solutions to tailor to the specific objective function. This flexibility is a double-edged
sword. On the down side, this means it lacks a good theory like the duration matching
theory behind it, and relies much on the user’s judgment on what objectives are important.
The specific weights to put on the objectives require tuning too. Ideally, GA is used as a
component of an ALM program, and other theories or knowledge are in place to assist in

making the framework more comprehensive.



Chapter 8

Future Work

There are a few areas where further research could be explored. First of all, more elements
in the natural evolution can be introduced into the GA used in this project to make the GA
program more complicated. For example, as introduced in Chapter 2, the mutation rate can
be made more adaptive, for example, declining over the generations, instead of being a fixed
value, to increase the speed of convergence. Also, a model for the adaptive crossover and
mutation rates can be introduced into the GA program, based on the concept that each pair
of chromosomes should receive a crossover or mutation probability based on its individual
performance, see Lin et al. (2003).

Another possible area to improve the performance of the current GA is to use real-
valued or continuous representation for the solutions, which means that each variable is not
represented by a few digits of binary numbers but simply by a real number. For one thing,
this is probably the most natural way of representation for this problem. For another, there
are many variables in this problem (19 variables) and the implementation of the continuous
GA can allow us to save running time and storage. A good reference on how to implement
the real-valued GA is Adewuya (1996).

Further research is also recommended to make GA deal with adverse mortality experience
better. Ideally, the interest rate model or mortality model could be refitted as the experience
becomes available. Or, other information available can be used as an indicator for the
interest rate or mortality outlook. Also, for the re-balancing, transactions costs could also
be incorporated.

Last but not least, more objectives could be explored. For example, the deviation from

the duration matched portfolio could be specified as an objective and this may allow us to

86



CHAPTER 8. FUTURE WORK

study specifically the impact on return and risk measures due to these deviations.
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