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Abstract

This study uses the insurance guaranty risk premium to measure the insurer’s
default risk, considers the impact of exchange rate and interest rate volatility, uses
barrier options to evaluate the risk premium, and adds the correlation between exchange
rates and interest rates into the model to further analyze the relationship between default
risk. The main research is: (1) the impact of exchange rate and interest rate volatility on
risk premiums; (2) the correlation between exchange rate, interest rate and risk
premiums; (3) the relationship between asset allocation differences and risk premiums.

We find that: (1) risk premiums are positively correlated with exchange rate and
interest rate volatility; (2) the positive correlation between domestic and foreign interest
rates will increase risk premiums; (3) the positive correlation between interest rates and
exchange rates will increase risk premiums. The study also found that the risk premium
and the proportion of equity securities are positively correlated. For example, if the
investment ratio of index stock funds doubles (0.1 to 0.2), the risk premium will
increase by 40% when the proportion of foreign bonds is fixed (65%). As the exchange
rate volatility increases by 100% (0.1 to 0.2), the exchange rate risk will be higher than

the interest rate risk.

Keywords: risk premium, barrier options, volatility, correlation, asset allocation
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