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ABSTRACT

In this paper, we find explicit expressions for the moments of the fund level
and the value of the total contribution when arithmetic or geometric rates of
return are modeled by a moving average process of order ¢ and when a
proportional control is applied to the contributions. Our approach is based
on the bilinear Markovian representation.

KEYWORDS

Bilinear Markovian representation, geometric bilinear processes, moving
average rate of return, pension funding.

1. INTRODUCTION

Defined benefit pension plans are considered in this paper. For these types of
plans, actuarial valuations determine the annual amounts of contributions
and reserves. The safe aspect of these plans, for employees, makes them very
popular in many countries such as Canada, the Netherlands, the UK and the
USA. Our valuation method is an individual one, where normal costs and
actuarial liabilities are calculated separately for each member and are then
summed to give total amounts for the whole population of the plan. Periodic
valuation methods (here annual) rely on some demographic and financial
hypothesis. Essentially, our hypothesis will be that, we have a pension plan
with random rates of return, no inflation, a stationary population and a fixed
valuation rate. In reality, actuarial hypotheses do not exactly come through.
This has for effect of causing deficits (or surplus). In order to attenuate those
deficits, a control is usually applied to contributions. Here, we use the
proportional control which is common in Great Britain. The main purpose
of this paper is to obtain, for our plan, expressions for the first two moments
of the fund level and of the total contribution when arithmetic or geometric
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rates of return form a moving average process. This is achieved through fund
levels which correspond to bilinear processes and geometric bilinear
processes.

We begin this paper by introducing, in Section 2, the concepts of bilinear
processes, geometric bilinear processes and bilinear Markovian representa-
tions. In Appendix, we explain how to formulate a bilinear Markovian
representation for bilinear processes and geometric bilinear processes. In
Subsection 2.3, we discuss the stationarity and the moments of processes
having a bilinear Markovian representation.

In Section 3, we apply the theory of the previous section to our plan in
order to study the stationarity and the moments of the fund level and of the
contributions. In Subsection 3.1, we see how the fund level at time ¢, F,, can
correspond to a bilinear process or to a geometric bilinear process. Then, in
the next subsection, we give the Markovian representation of {F,} when
arithmetic or geometric rates of return are modeled by a moving average
process of order 0, 1 or 2. In Subsection 3.3, using the bilinear Markovian
representation of {F;}, we study the stationarity and the moments of the
fund level and of the contributions. Finally, in Subsection 3.4, we observe
the variability of those processes for different scenarios.

In practice, it is well known that random rates of return happen to be a
major cause of deficit or surplus. This is why pension funding with random
rates of return has been a popular research subject in actuarial sciences for
the two past decades. In discrete time, essentially, three models have been
considered for rates of return:

— 1i.d. rates of return: Dufresne (1986, 1988, 1989, 1990, 1994), Haberman

(1993b), Zimbidis and Haberman (1993), Cairns and Parker (1997).

— Autoregressive rates of return: Dufresne (1993), Haberman (1993a,

1994), Gerrard and Haberman (1996), Cairns and Parker (1997).

— Moving average rates of return: Bédard (1997), Bédard and Dufresne

(1999), Dufresne (1990), Haberman and Wong (1997).

Haberman and Wong (1997) obtained explicit expressions for the first
two moments of the fund level and of the contributions under the
proportional control when geometric rates of return formed a moving
average process of order 1 or 2. Their approach was based on the fact that
the white noise included in their moving average process is supposed to be
normal. In this paper, using the bilinear processes theory, we solve similar
problems for arithmetic and geometric moving average rates of return of
order ¢ > 0 having a white noise not necessarily normal. Cairns and Parker
(1997) established expressions for the first two moments of the fund level and
of the contributions under the proportional control when arithmetic rates of
return formed a stationary i.i.d. (independent, identically distributed)
process with a mean rate of return different from the valuation rate. Here,
the bilinear theory allows us to find expressions for those moments without
the stationarity condition. However, unlike Cairns and Parker (1997), our
approach does not allow us to solve explicitly optimization problems.
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2. BILINEAR PROCESSES, GEOMETRIC BILINEAR PROCESSES
AND THE BILINEAR MARKOVIAN REPRESENTATION

We first define bilinear processes and geometric bilinear processes. Then, we
investigate the probabilistic structure of those processes through their
bilinear Markovian representation. Bilinear processes were introduced in
1978 by Granger and Andersen and the theory on geometric bilinear
processes has been developed in Bédard (1997). As you will notice in
Section 3, the Markovian representation of those two non-linear time series
happen to be very helpful in pension funding with arithmetic and geometric
moving average rates of return.

2.1. Bilinear Processes and Geometric Bilinear Processes

m m
Let t € Z. The sum > and the product [] are defined as zero for m < n.
I=n I=n
Definition 2.1: The process {X,} is a bilinear process of order p, q, P, Q,
denoted: {X;} ~ BLg(p,q, P, Q), if it satisfies

ZakX’ k+th€[ h—i—ZZﬁ]kX, K€+« (2.1)

j=0 k=1

where {e;} is a sequence of i.i.d. random variables, usually but not always
with zero mean, and {ac}, {64}, {B;x} and « are real constants.

Definition 2.2: The process { X} is a geometric bilinear process of order p, q, P
denoted: {X,} ~ BLg(p, ¢, P), if it satisfies:

ZakX, k—l—}’ 6’, ng et1>(2bk)(, k+C>+O¢ (22)

k=1 k=1

wherer : R - Randg,: R — R, =0, 1, ..., g, are measurable functions
in e;, {e;} is a sequence of i.i.d. random variables, usually but not always
with zero mean, and {ax}, {bx}, ¢ and « are real constants.

Because Expressions (2.1) and (2.2) are not very tractable when we want to
examine the probabilistic structure of bilinear processes and geometric
bilinear processes, we usually work with their bilinear Markovian
representation that is defined below.
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2.2. Bilinear Markovian Representation

Definition 2.3: Let {X;} be a bilinear process or a geometric bilinear process.
The bilinear Markovian representation of {X,}, if it exists, is in the form of:

{ Zt = A(e[)Zt—l -+ H(e,) (2 3)

Xt = B(et)Zt_l + C(e,) ’

where X, represents the output of the system at time ¢ and where:

(a) {e:} is a sequence of i.i.d. random variables (not necessarily with zero
mean);

(b) Z, is a state vector of dimension »n x 1. This vector is not always
uniquely defined;

(c) The matrices A(e;), H(e;) and B(e;) are respectively matrices of
measurable functions in e, of dimensions n x n, n x 1 and 1 x n; and
C(e;) is a measurable function in e;;

(d) {e:} is independent of {Z, }, k=1,2, ...

The Representation (2.3) is said to be “bilinear” since it contains matrices
which have for components measurable functions in e¢,. Moreover, the
present state of the System (2.3) (i.e. Z,), together with the future inputs
{ertk, k=1, 2, ...} is sufficient to obtain {X,«, k=0, 1, ...}. Since the
inputs are independent random variables, the Representation (2.3) is based
on the Markov property, which implies that given the present state, the
future of the system is independent of its past. Hence, the name bilinear
“Markovian” representation for the two equations in (2.3). The Markovian
representation is considered as a very general approach in the modeling of
time series. Its Markovian property allows to have a better knowledge of the
probabilistic structure of some processes such as bilinear processes and
geometric bilinear processes. This representation plays an important role in
time series, especially in Kalman filtering.

Theorem 2.4: Pham (1986): If {X,} is a bilinear process (Equation 2.1) then
{X:} has a bilinear Markovian Representation (2.3).

Theorem 2.5: Bédard (1997): If {X,} is a geometric bilinear process
(Equation 2.2) then {X;} has a bilinear Markovian Representation (2.3).

The proof of Theorems 2.4 and 2.5 are given in Appendix. They indicate the
procedure for obtaining a bilinear Markovian Representation from a
bilinear process and from a geometric bilinear process. We will refer to those
proofs in Subsection 3.2.
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2.3. Moments of Processes Satisfying a Bilinear Markovian Representation

Guégan (1987) studied processes {X;} having the bilinear Markovian
Representation (2.3) where E[C(e,)] =0 and obtained results about the
stationarity and the moments of those processes. In Bédard (1997), it was
found that her theorems remain valid when E[C(e,)] # 0. We will state three
of her theorems. The first gives recursive expressions for the first two
moments of processes {X,} given by the Representation (2.3). The two other
theorems give explicit expressions for the first two moments of processes
having a Representation (2.3) and which are first-order or second-order
stationary.

We begin by presenting concepts that are necessary to the understanding
of those theorems.

Definition 2.6: Nicholls and Quinn (1982): Let S and 7 be two matrices of
order m x n and p x ¢ respectively. The Kronecker product of S with T,
S® T, is the mp x ng matrix whose (i, j)th block is the p x ¢ matrix S;T,
if S is the (i, j)th element of S.

Let M and N be two matrices.

vec M is the vector obtained from M by stacking its columns one on top of
the other, in order, from left to right

p(M) supposed that M is a squared matrice,
p(M) represents the maximum modulus of the eigenvalues of the

matrix M
M@N = E[M(e,) ® N(e)]
MN = E[M(e)N(e,)
M = E[M(e,)], vt.

M &N, MN and M are in fact functions of p, = Ele,] and o? = varle,]
where we omit i, and ag in order to simplify the notations.

Definition 2.7: A process {X,,t € Z} is first-order stationary if
(a) E[X{] is constant,

and {X,,t € Z} is second-order stationary if condition (a) holds and if:
(b) E[X.X;] depends only on the value of (¢ — s).

Theorem 2.8: Guégan (1987): Suppose {X,} satisfies (2.3). Then
E[Xt] = EE[Zt—l] + ?7 (2-4)
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where
E[Z])=A4EZ ||+ H
( +A+ . +A"‘>H+Z’E[ZO]
=([@-1)"'(A-1)'H+4'Ez)
and
E[X?] = B® BvecA, | + 2B® CE[Z,_|]+ C& C
where

(2.6)

vech, = vecE[Z,Z]] =A@ AvecA, . + (HR A+ A® H)E[Z, ||+ H® H.

(2.7)

Theorem 2.9: Guégan (1987): If p(A) < 1, then the process {Z,}, and
consequently {X,} of Representation (2.3), are first-order stationary and

x= tlim E[X,)=Bz+C with

)

z=1lmE[Z]=(I-4) H.

—00

Theorem 2.10: If p(A4) < 1 and p(4 ® A) < 1, then the process {Z,}, and

consequently {X,} in (2.3), are both second-order stationary and

(a) Guégan (1987):. if s =0

lim cov(X;, X;1s) = lim var[X/]
—o0 1—00

:B®Blimvec/~\,+2B®Cz+C®C—x2

100

where

lim vecA, = lim vecE [ZZ’ ]

f—0o0 —0

—(I-48A) ' [(AeH+HoA)z+Hs H).

(b) Bédard and Dufresne (1999): if s £ 0:

|s|—2
lim cov(X;, X;ys) = B Z‘skl{ + Z A i
=0

I—00
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where

§=B®Alimvech, + (C®A+BOH): + H C.

Remark: Based on Guégan’s (1987) results, it is also possible to find
expressions for the moments of even degree k = 2n, (n € IN) for the k-order
stationary processes {X;} satisfying (2.3).

3. PENSION FUNDING: PROPORTIONAL CONTROL
AND MOVING AVERAGE RATES OF RETURN

3.1. Applications of Bilinear Processes and Geometric Bilinear Processes
to Pension Funding

In the following, we apply the results of Section 2 to study the moments of
the fund level and of the contributions for the pension plan described in the
introduction. We consider this a defined benefit pension plan with an
individual valuation method under Assumptions Al to A4 given below.
From now on we let 1 € IN.

Let ¢, D and F be processes representing respectively the total
contribution, the unfunded liability and the fund level. The symbols AL, B
and NC refer to the actuarial liability, the benefits and the normal cost,
respectively.

The unfunded liability at time ¢, D,, is the excess of actuarial liabilities
over assets (which may be positive or negative): D, = AL, — F,.

The total contribution made at time 7 is given by

where NC, and ADJ, represent respectively the normal cost and the
adjustment made to the contributions at time ¢.

Let R, be the rates of return for the period (r —1,2), 6, = In(1 + R,),
r = E[R/], 6 = E[6;] and i be the valuation rate of interest. We assume that
contributions and benefits are paid in full at the beginning of each year, and
therefore

Ft = (1 ‘+‘ Rl)(FI~1 + C[_] - Bt\l) (32)
We make the following assumptions:
4
Al. {R,—r} ~MA(q)ie R —r=7>de.;,

. J=0
where dy =1, {d;, j =1, 2, .", q} are real constants, and
{e;,t > 0} is a zero mean white noise process, or
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q
AT, {6, -6} ~MA(q)ie 6, —6=> de.;.
j=0
A2. Thereis no inflation on benefits and on salaries.
A3. The population is static.
Ad. The valuation rate, i, is fixed.

Assumptions A2 to A4, which also have been made by Dufresne (1986, 1988,
1989, 1990, 1994), Haberman (1993a, b, 1994), Haberman and Wong (1997),
Zimbidis and Haberman (1993) and Cairns and Parker (1997), are stronger
than the ones usually met in practice. However, they allow us to detect more
easily the effect of a random rate of return on the value of the fund and on
the contributions. Moreover, Assumptions A2 to A4 imply that AL,, NC,
and B; do not depend on time.

Equivalently, as mentioned in Cairns and Parker (1997), one may
suppose that salaries are inflated by imagining that the valuation rate and
the random rate of return are linked to the rate of increase of salaries. For
example, if s is the rate of increase of salaries, we could replace respectively
R, and i in all formulas by H, = lf—f;’ —land byj= ll—j; — 1. Approximately,
H, can be seen as the rate of return over the increase of salaries (i.e.
H, = R, —s), and j as the valuation rate over the increase of salaries (i.e.
j =1i—15). In our numerical example of Subsection 3.4, the rates R, and i
can both be thought of as ““net” rates.

When a proportional control is applied to the contributions, the
adjustment made to the contributions at time ¢ corresponds to a proportion
of the deficit at time .

where k € (0,1]. |

Replacing the above equation in Expressions (3.1) and (3.2), we find under
Assumptions A2 to A6 that the processes {C,} and {F;} are such that:

=1+ R)(1 —k)Fr—y + h), (3:5)

where h = NC + kAL — B.
Equation (3.5) allows us to establish the two following theorems:

Theorem 3.1: Dufresne (1990): If {R, —r} ~ MA(g), then {F;} ~BL(1,4,1,q).
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Proof: We first replace {R, — r} by a moving average process of order ¢
in (3.5):

Fi=(14+R)(1—k)Fi_y+h)

= (1 +r+ idje,»,)((l —k)Fi1 +h)
=0

q q
=1+ —k)F +(1=k)> de jFi+hy_ dej+(1+r)h
j=0 j=0

where dy = 1.
Setting a; = (1 +r)(1 — k), b; = hd;, 8;1 = (1 — k)d; and o = (1 + r)h in the
preceding equation, we obtain

q q
F[ ———a1F,,1 +ijet_j+z,8j’1F[_]€tﬁj+a - (36)
j=0 j=0

Thus {F,} ~BL(1,4,1,9). 1

Theorem 3.2: If {6, — 6} ~ MA(q), then {F;} ~ BLg(0,q,1) (Equation 2.2)
where g;(e,-;) = €% with dy = 1.

Proof: We replace {6, — 6} by a moving average process of order ¢ in (3.5):
F=(0+4+R)(1—-k)Fi_1+h)

q
(5+Z d/(’[ j
pard

Fi=e (1=k)Fii+h), (6 =In(1+R)anddp=1).

Setting b = €®(1 — k) and ¢ = ¢’ in the above equation implies that:

q
F =[5 (b1Fioi +0). (3.7)
=0
Thus {F,} ~BLg(0,q,1) where gj(e.;) = e and r(e) =a=0 (see
Equation 2.2). O

3.2. Markovian Representation of Fund Levels

In this section, we apply the procedures given in the proofs of Theorems 2.4
and 2.5 in order to show how to obtain a bilinear Markovian Representation
(2.3) for the process {F;} with {R, — r} ~ MA(q) (¢ = 0 or 1) (Equation 3.6)
and for the process {F,} with {6, — 6} ~ MA(2) (Equation 3.7).
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3.2.1. Case: {R; — r} ~ MA(0) and {R; — r} ~ MA(1)
For the case {R, — r} ~ MA(1), Equation (3.6) results in:
F,=a\Fi-y + boe, + bre,y + BorFrorer + BraFrier + o
And, the bilinear Markovian representation for {F,} is given by:
Z,=Ale))Z,— + H(e)
F, = B(e))Z,—1 + Cley),

—

F,
Zi= (alF,%-ble,—i—ﬁi,OF,e,)
B Bo,1€: 1 boe, +
a ((al + B 0er)Bo 1€ @ +ﬁ’1,oer>z’*l * <b16,+ (a1 + B ger) (boe, + a)>
F= (50,16’;, D)Z—1 + (boe; + «)

where 3], = Bi,1-

Remark: Naturally, when {R; —r} ~ MA(0), the Markovian Representa-
tion is obtained by setting b, = 0 and ;| = 0 in the representation above.

3.2.2. Case: {6, — 6} ~ MA(2)
When {6, — 6} ~ MA(2), Equation (3.7) becomes
F, = ehergherighes (b1F_1 + ¢).

With the later equation, we obtain the following bilinear Markovian
representation for {F,}:

Zt = A(et)Zt_[ + H(e;)
F[ == B(e,)Zhl + C(e,),

=

0

z

Z, == Zt(o)edzel
edge,
A40(er) COer) Dey) B (er)
— A(O)(et)edze, c (e,)edze’ D(O)(el)edze, Zi + B (e,)edz‘)’
01x2 012 0 e

Ff = (0, ed(“", 0, 0, 0)2[_1 +0
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where 0;,2 = (0, 0) and

20 _ ki
i edleledzé’, 1 (blFl + C)

— A(O)((,’[)ng)l + B(O)(et) + <C(0)(et)zt( | —|—D 0)(e )) der |
0 b\ o , (0 0 0 () 0 bey.
) <0 0 )ZH ! <0) * ((0 ble(d0+du)e,>zt1 + Cedle,) e,

3.3. Moments of {F;} and {C,}

Proposition 3.3: Under Assumptions Al to A4, if a proportional control is
applied to the contributions and that {F;} is a second-order stationary
process, it follows from Theorems 2.9 and 2.10, the following explicit
expressions for the first two moments of {F;} and {C,}:

J = lim E[F] = B(I - A)'H+C, (3.8)

lim cov([F, Fiy]

1—00

B Blim vech, + 2B@ C(I —A) "H+C® C—f2 if s=0,

B|a" ‘f+|§jzA fH| +fC -7 it s>0, 39
where lim vech, = (1~ A 4) ' [(A©H + HA)(I - A) 'H+He H)|
and £ = B®AhmvecA, +(CoA+BeH)(I~4) H+H&C.

And, from Equatlon (3.4):
lim E[C/] = NC + k(AL ~f) and (3.10)
lhjg cov[C,, Cyys] = K2 tli;&cov[F,,F,+s], s> 0. (3.11)

Proof: In Subsection 3.2 we have shown, under Assumptions Al to A4, that
when the adjustment made to the contributions is a proportional control,
{F;} has a bilinear Markovian Representation (2.3). Using this representa-
tion, we apply Theorems 2.9 and 2.10 to obtain the above formulas for the
first two moments of {F;}. Then, with Expression (3.4), we find the moments
of {C/}. 0
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Remark: Obviously, since {F;} has a bilinear Markovian representation, it is
always possible to calculate the moments of {F;} and {C,} recursively. For
example, for the first two moments, we use formulas (2.12), (2.14) and (3.4).

Remark: The first-order moments of F; and C, exist only if the process {e,} is
such that the expectations: 4, B, C and H exist. And, the second-order
moments of F; and C, exist only if the process {e;} is such that the
expectations: 4, B, C, H, A®A4, BB, C®C, HH, BRC, AQH,

HRA, B A, CR A, B H and H® C exist.

3.4. Numerical Results

In this section, we use the theory of the previous subsection to study the
variability of the fund level and of the contributions. This is done in the
context of arithmetic moving average rates of return of order 0, 1 or 2.

Our proportional control is the “spread control” which is commonly
used in the UK and which has been investigated by Cairns and Parker
(1997), Dufresne (1986, 1988, 1990, 1994), Gerrard and Haberman (1996),
Haberman (1993a, 1994) and Haberman and Wong (1997). With this
method, the deficit is spread over a certain number of years M (in practice:
around 20-25 years), i.e.

1 e
ADJ, =kD, = —D, = —2—— D,
am 1—(l+l)

where M € IN and i is the valuation rate. Hence, the formulas for F; and C,
are obtained by setting

in Expressions (3.5) and (3.4), respectively.

According to Equations (3.9) and (3.11), var[F}] and var[C,] are both
functions of the fraction k and implicitly, of the spread period M. In studies
such as Cairns and Parker (1997), Dufresne (1986, 1988, 1994), Haberman
(1994) and Haberman and Wong (1997), it was shown that for i.i.d. rates of
return, autoregressive rates of return and moving average rates of return,
there is usually a value M* at which var[C,] reaches its minimum. And,
usually for all M between 1 and that M*, var[F)] increases and var[C}]
decreases as the period M increases and, when M > M*, var[F;] and var[C;]
both increases as M increases. This is why the period [1, M*] is the optimal
spread period for an actuary.
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In the following, we study the variability of the fund level and of the
contributions with respect to the spread period M and the moving average
parameters d; and ds.

In Examples 1 to 4, we consider arithmetic rates of return when
Vvar[R,] = 0.05 or 0.1. As you will see, for all those examples, results
indicate that we have optimal spread periods [1, M*].

Since y/var[F,] and /var[C;] are proportional to AL and that we only

want to minimize +/var[F;] and ./var[C,], we therefore proceed as in
Dufresne (1986, 1988, 1994), i.e. we calculate

V/ var[Fy] d Vv var[Cy]
aL % TNe

In Figures 3-1 to 3-4, those values are given in percent of AL and NC,
respectively, where AL = 451% and NC = 14.5% of the payroll.

For the MA(g) processes considered in our calculations, we set the values
of the parameters di, d;, ..., d; and var[R,]. We suppose that {e;} ~ Beta
(2,2) over (—2,2), this is, a density equal to

3
(b2 — X _pp)(x);

7
where the value of b is determined by the following relation:
b R
varfe] = — = var(Ry

5 .
(1+d&+d3+ ... +a2)
As it is often the case in actuarial papers dealing with random rates of

return, we suppose in our calculations, except for Example 2, that the mean
rate of return is equal to the valuation rate, i.e. r = [.
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Example 1

We study the process {F;} given by (3.5) when rates of return are i.i.d. and
have a mean rate, r, equal to the valuation rate of return i. Our calculations
support Dufresne’s (1994) conclusions. We have optimal spread periods
(1, M~]; this is, for all M between 1 and M™, var[F] increases and var[C}|
decreases as the period M increases.

|
! ar
© I @ when +/var[R;] =0.05
o
!
l D @ when /var[R] = 0.05
|
| e B hen \Joar R =01
= | T
© ‘| @ when +/var[R]=0.1 "_,,z-"'
x -
|
\
N
o
e
(=]

FIGURE 3-1: Case: {R, — r} ~ MA(0), r =i = 0.0]
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Example 2

Here, we also consider i.i.d. rates of return. But, unlike Example 1, the mean

rate of return, r, is greater than the valuation rate, . Increasing r to 0.02
increases var(F| and var[C] and reduces significantly M*.

|
“ @ when \/var [Ri] = 0.06
©
o |
“ reenaeans VO ohen \/var [Bi] = 0.05
‘\ ————————— C;"Lm when +/var[R] =0.1 _,v"l
| : ay
T4\ ——— JwE _ S/
= \ 11\7—* when +/var{R] =0.1 o

0.2

00
1

FIGURE 3-2: Case: {R, — r} ~ MA(0), r =0.02, i = 0.01
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Example 3

We set R, =r+e +e_; in order to have Corr[R,,R_1]=1>0. As
expected, according to Figure 3-1, this positive correlation between

successive rates of return increases the variances of the fund levels and of
the contributions.

< P when \/var [Ry] = 0.05
| meeeeenenn J%C‘: when +/var [R] = 0.05 a
|
S | = ™ when y/var [ =0.1
|
|l T 3%@ when fver[R]=01 -7
| -
\ .
1

1 A,
* | *
0 M 50M 100 150 200
M
FIGURE 3-3: Case: {R, —r} ~MA(1), r=i=001,dy = 1
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Example 4
We set R, =r+e +e_1 +0.3¢,_, and naturally, increasing o> to 0.3
increases the variances of both the fund level and of the contributions.

b
-

| @ when +/var[Ri = 0.05 /./
= S 3%5@ when +/var[R] = 0.05 /’/
24 YR ghen /var (Rl = 0.1
S T 3@;@ when (/var[R]=0.1 ,_/"/

i
* ! *
0 M 50 M 100 150 200
M
FIGURE 3-4: Case: {R, —r} ~MA(2),r=i=0.01,d,=1,d, =03

3.4.1. Analysis of results

Let A(e;) be the matrix of Representation (2.3). We observe that for |d; < 1],
ldy < 1|, M <200, 0<i, r, 6<0.5 and {e;} ~N(0,varle,] < 00), we
usually have that p(4) < 1 and p(4 ® 4) < 1, 1.e. the processes {F;} and

{€,} are second-order stationary. This implies that for this range of

parameters, we usually have explicit expressions for the first two moments of

{F;} and {C,} which are given by (3.8), (3.9), (3.10) and (3.11).

For all scenarios of Figures 3-1 to 3-4, it results that p(4) <1 and
p(A® A) < 1. This means that for those scenarios {F;} and {C} are
second-order stationary processes and that we can use the explicit formulas
(3.8) to (3.11) to calculate, E[F}], E[C/], var[F;] and var[C,].

From Figures 3-1 to 3-4, we make the following conclusions:

(a) As mentioned earlier, we have an optimal spread period for all
examples, i.e. we have a range of M where var[F;] increases and var[C]
decreases as the spread period M increases and the other parameters
stay constant. This means that for each example, there is an increase of
the spread period which implies an increase of the variability of the fund
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level and a decrease of the variability of the contributions. What is
interesting is that this period is always longer than 15 years. From
Figures 3-1 to 3-4, we observe that increasing y/var[R;] from 0.05 to
0.1 increases significantly var[F;], var[C;] and also the optimal period
[1, M7].

(b) As we could naturally expect, the variability of the fund level and of the
contributions seems to increase with the moving average parameters d;
and d,.

(¢) We made analogue calculations for geometric rates of return and we
observed similar results than those obtained for arithmetic rates of
return.

4. CONCLUSION

Haberman and Wong (1997) obtained, under the proportional coatrol,
explicit expressions for the first two moments of the fund level and of the
contributions when geometric rates of return formed a moving average
process of order 1 or 2. Their method was based on the fact that the white
noise included in their moving average processes is supposed to be normal.
Here, we use the bilinear Markovian representation to find similar results.
We found, under the proportional control, explicit and recursive expressions
for the moments of the fund level and of the contributions when arithmetic
or geometric rates of return were modeled by a moving average process of
order ¢ > 0 with a white noise not necessarily normal. It was Dufresne
(1990) who suggested the Markovian approach. Here, the Markovian
approach happened to be remarkable since it allowed us to easily resolve
problems which were considered difficult. Unfortunately, this approach has
some limitations. It cannot really be used for autoregressive rates of return
since it would involve infinite order matrices and it does not allow to solve
explicitly optimization problems.

ACKNOWLEDGMENTS

The author would like to express her thanks to the referees and to Prof.
Daniel Dufresne for their helpful comments. The author is also grateful to
the Chaire en Assurance 1'Industrielle-Alliance and to the National Sciences
and Engineering Research Council of Canada for their financial support.

REFERENCES

[11  BEDARD, D. (1997). Modélisation stochastique des caisses de retraite. Ph.D. Thesis,
Université de Montréal, Montréal.

[2] BEDARD, D. and DUFRESNE, D. (1999). Pension funding with moving average rates of
return. To be published.

[3] Cairns, AJ.G. and PARKER, G. (1997). Stochastic pension fund modelling. Insurance:
Mathematics and Economics 21: 43-79.

https://doi.org/10.2143/AST.29.2.504615 Published online by Cambridge University Press


https://doi.org/10.2143/AST.29.2.504615

[4]
3]
6]
(71
(8]
(9]
(10]

(1]
[12]
[13]
[14]

(15]

STOCHASTIC PENSION FUNDING 289

DUFRESNE, D. (1986). Pension funding and random rates of return. In: Insurance and Risk
Theory, M. Goovaerts et al. (eds.): 277-291.

DUFRESNE, D. (1988). Moments of pension contributions and fund levels when rates of
return are random. Journal of the Institute of Actuaries 115: 535-544.

DUFRESNE, D. (1989). Stability of pension systems when rates of return are random.
Insurance. Mathematics and Economics 8: 71-76.

DUFRESNE, D. (1990). Fluctuations of pension contributions and fund levels. Actuarial
Research Clearing House 1990.1: 111-120.

DUFRESNE, D. (1993). Some aspects of statement of financial accounting standards no. 87.
Actuarial Research Clearing House 1993.2: 1-130.

DUFRESNE, D. (1994). Mathématiques des caisses de retraite. Editions Suprémum,
Montreal.

GERRARD, R.J. and HABERMAN, S. (1996). Stability of pension systems when gains/losses
are amortized and rates of return are autoregressive. Insurance: Mathematics and
Economics 18: 59-71.

GRANGER, C.W. and ANDERSEN, A.P. (1978). An Introduction to Bilinear Time Series
Model. Vanderhoeck and Ruprecht, Gottingern.

GUEGAN, D. (1987). Different representations for bilinear models. J. Time Ser Anal. 8:
389-408.

HABERMAN, S. (1993a). Pension funding with time delays and autoregressive rates of
investment return. Insurance: Mathematics and Economics 13: 45-56.

HABERMAN, S. (1993b). Pension funding: The effect of changing the frequency of
valuations. Insurance: Mathematics and Economics 13: 263-270.

HABERMAN, S. (1994). Autoregressive rates of return and the variability of pension
contributions and fund levels for a defined benefit pension scheme. Insurance:
Mathematics and Economics 14: 219-240.

HABERMAN, S. and WonNgG, L.Y.P. (1997). Moving average rates of return and the
variability of pension contributions and fund levels for a defined benefit pension scheme.
Insurance: Mathematics and Economics 20: 115-135.

NicHoLLs, D.F. and QUINN, B.G. (1982). Random coefficient autoregressive models: an
introduction. Lectures Notes in Statistics. Vol. No. 11. Springer, New York.

PHaM, D.T. (1986). The mixing property of bilinear and generalised random coefficient
autoregressive models. Stochastic Processes Appl. 23: 291-300.

ZiMBIDIS, A. and HABERMAN, S. (1993). Delay, feedback and the variability of pension
contributions and fund levels. Insurance: Mathematics and Economics 13: 271-285.

APPENDIX

Proof of Theorem 2.4:
The aim is to find a procedure which allows to obtain a bilinear Markovian
Representation (2.3) for the bilinear process (Equation 2.1):

X = ZakXt k+zbh€f /mLZZﬁ,ka—ker - +a

j=0 k=1

Q

P

Let (x) =" Z BikXi—ke,—;. It is easier to obtain a Representation (2.3)
j=0k=1

0 P
when we first split the double sum (x) = >~ > ;4 X;_re,—; into three parts.

j=0k=1
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P
The first part is the term e, Y, B9 x X;—«. The second part consists in the terms
k=1

in (*) where the subscript of X is less than or equal to the subscripts of e
(cases where 1 <j < k). The remaining terms form the third part of (*).
Define P/, Q, B,'w. and 3 ; as follows (for k > 1):

P=Q-1

Q' = min[P, max{k|B;1xx # O for at least one value of j, j =1, 2, ..., P'}]
g = {ﬂk,j+k ifj>0

ki 0  otherwise
/6” _ {ﬁj+k,k lf.] Z 1

kj =

0 otherwise.
Then Equation (2.1) becomes

14 q P
X = Z ar Xi—i + boe, + Z bue—in + e Z Box X1k
= =1

P Q Iid
+ Z Z IBIICJXt~k~j€t—k + Z

MQ

Xt k€r— —j— _k t+ . (Al)

7=0 k=1 J=1 k=1
Let n= max(p P +¢,P+ Q,P+ Q) and m = n —max(q, Q, Q'), and define
a vector Z
Zt(gl)] = Xt—m+i7 1 <i< m,

?
ifn—m=0 and max(p,P)=1 : Z((Er)rH—l] =Y & X i1,
k=1

8

i p n—m P
ifn—-—m>1: ngznﬂ] = Z G Xi—kyi + Z by + Z IBIICJXt+i~j7k:| €rii-k
k=1 k=i j=0

n—-m/| P
+ Zﬂkdet+l—j k| Xevioks 1<i<n-m
k=i
We obtain
- 0 (0)
Xl = z ﬂO,m—jHZ(pl),U] e + Z(t-l),[erl] + b()et + « (AZ)
i=m—P+1
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and
/

P
Oe)z2) + BOe) + > |z + DV e)] ey, (A3)

=
where 4 (¢,), BO(e,), Cj(o) (e;) and D/(.O)( ) are matrices or vectors in e;.
Let F(")(l') = (e, weenn s Crik-p) k=1, ..., P, and define
!
zP = (29, 2}V @ PR ), F(")(t)) . k=1,., P. (A4)
Then, we claim that
z) = MW(e)Z® + NP (e),  k=1,.,P, (A5

where M™*)(e;) and N%)(e,) are matrices of finite degree polynomials in e;.
Using the definition of Z{k), we can show by induction that Equation (A.5)
is valid. Indeed, according to Expression (A.3), the equation is verified for
k = 1. And if Equation (A.5) is true for k& then it will be valid for k + 1 since
Fii)(1) = e, and

k .
F@o=r"0-1), 1<j<P-k

Expression (A.5) is therefore verified for k =1,
Finally, setting

zY if P =1,
z, =4z =7 if P =0,
/ , !
Z,(P) = (ZfFAl), ng_l)e,, e,) if P'>0,

and taking X, given by Equation (A.2), we obtain a bilinear Markovian
Representation (2.3). O

Remark: In Pham (1986), the expression for Z , which is analogous to
(A.4), is slightly incorrect. The right expression is given by (A.4).

Proof of Theorem 2.5: ~
Consider {X,} ~ BLg(p,q, P), i.e

Zasz K+ (Hg](e,_, ) <Zkat K+ C> +r(er) +

1
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Setting m:max{p,P}, we define the vector Z;O) with the following
components:

70 _

L = Xi-miis 1<i<m,

P
Z  Xi—k41 + C if ¢g=0
20 _ )=
Lt = g P .
H ii(e) | U D0 Xk +c| i g>1.
=1

The components of the vector Z ) allow us to write:

m
0 0
- ( Z am‘jHZEzzl),[j]) +go(ez)Zf,L),[mH]+r(e,)+a (A.6)

j=m—p+1

79 = 49 ()2 + BO(e,) + (C(O)(e,)Z,( DO, )(Ilgm e ) (A7)

where 49(e,), BV (e,), C¥(e,) and D®(e,) are matrices of measurable
functions in ¢, of dimensions (m+1) x (m+1), (m+1)x 1, (m+1) x (m+1)
and (m+1) x 1, respectively. We define for g > 2:

g—1 g—1 !
k k-1 k—
zH = <Z§ ) Z! 1)(/ gj+1(€zﬁ'+k)), (Hgiﬂ(erfﬁk))) ;
=k ik

k=1, .. qg—1 (A.8)
Then, we claim that:
ZEV = MO (e)z® + NOe), k=1, .., g—1 (A.9)

where M®)(e,) and N (¢,) are matrices of measurable functions in e,. Using
the definition of Z;"’, we can show by induction that Equation (A.9) is valid.
Indeed, according to Expression (A.7), the equation is verified for £ = 1.
And if Equation (A.9) is true for & then it will be valid for £ + 1. Expression
(A.9) is therefore verified for k=1, ..., g — 1.
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Finally, taking Z, defined by:
z =0,
7, =42 =29 g=1,

!

-1 -2 -2
2 = (27, 2 Vgy(e), gyle))  a> 1,

and X, given by Equation (A.6), we obtain a bilinear Markovian
Representation (2.3). O
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