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Abstract

In this thesis ruin probability of the Lundberg risk process is used as a criterion for determining the
security loading of premium. Both single and aggregated claim processes are considered. The aggregated
claim process is composed of two different homogeneous claim processes. Both independent and dependent
cases are considered. Lévy copulas are used to model the dependence. Lévy copulas provide an elegant
and flexible manner to model dependencies and can be a useful tool when modelling dependence of jump
processes with applications in insurance and risk management. The optimal value function for minimum ruin
probability is analysed and stochastic control theory is used to obtain the optimal loading of the expected
premium principle minimizing the probability of ruin. Numerical simulations of different case studies are
presented.
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1 Introduction

Insurance is based on the idea that society asks for a protection against unforeseeable events which may cause
serious (financial) damage. Insurance companies offer a financial protection against these events. The general
idea is to build a community where everybody contributes a certain amount and those who are exposed to the
damage receive financial reimbursement, as Wiithrich [1] mentioned.

The general (non-life) insurance premium pricing strategy usually begins by finding the so-called pure premium,
which is the expected value of the total claims that will occur in one time unit. However, when pricing in-
surance policies, insurers must take into account the risk associated with the policy as well as additional costs
(e.g. operational cost, capital costs, etc.). Therefore, a so-called security loading is added to cover the risk
and additional costs. The security loading is often calculated using some premium calculation principle, which
is one of the main research objectives in actuarial science. The term insurance premium is obtained once the
security loading has been determined and added to the pure premium. The main concerns are usually whether
the loading is an appropriate measurement of the risk and which premium principle to choose. Most premium
principles have some parameter that needs to be determined and affects the security loading. The higher the
loading the higher the premium and consequently, the underwriting risk will be lower. However, if the pre-
mium price is too high then the exposure will be too low, and the operational cost of the insurer will engulf
the premium income resulting in financial instability. Insurers must use competitive prices that may require
sophisticated premium calculations in order to secure stability. One possible way to determine the loading is to
use some appropriate risk measure.

In this work, the dynamics of an insurance firm is modelled with the Lundberg risk process. The term surplus
process is often used as a synonym for the Lundberg risk process. The ruin probability of the Lundberg risk
process is used as a risk measure which is then used to determine the loading. The ruin probability is defined
as the probability that the surplus/capital of an insurance company hits zero. Although profit can be used as
a criterion for the security loading, it fails to look at the risk involved. The loadings based on two strategies
will be compared, one that maximizes the profit and one which minimizes the ruin probability. A major part of
price optimization is understanding the demand curve and risk behaviour of collective risk groups. This thesis,
however, is not concerned with finding these curves but rather examines how it is possible to determine the
security loading when the risk curve is known.

When insurers create a tariff they usually divide policyholders into independent homogeneous risk groups and
the collective risk model is used to price the independent risk groups. These risk groups can have different
premium loadings that depend on each group’s risk behaviour. The ruin probability can be used to determine
the premium for the independent groups. Furthermore, the independence of risk groups might not be very
realistic as claims in an insurer’s risk portfolio are subject to the same event cause and hence correlated. This
thesis explains how Lévy copulas can be built and used to model claim process dependencies within the context
of insurance and how dependencies can affect the riskiness of the insurance portfolio. The optimal security
loading will be studied both under the independence assumption and the dependence assumption.

The competitiveness of insurance companies plays a major role in premium pricing. In order to stay relevant
insurance companies must quote competitive prices. If two insurance products are considered, one can ask what
the optimal strategy is if the exposure of one product is more sensitive to the added loading than the other
product. The strategy will depend on the optimality criterion. When the two processes are considered together,
is it better to increase the loading of the less competitive product while decreasing the loading of the more
competitive product, or will it be the other way around? This question will be answered numerically, where the
optimality criterion is to minimize the probability of ruin. The claim processes used can either be thought of as
two completely different insurance products or they can be two different risk groups within the same product,
for example, two different age groups. The context of the claim processes is not very important in this thesis,
but rather shows the possible applications of ruin probabilities and copulas.

The thesis is organized as follows: Section 2 gives a brief overview of related works. Section 3 presents an
introduction to risk theory and then defines the probability of ruin and further develops equations for the ruin
probability. Section 4 provides a brief introduction to stochastic control theory and how it can be used to
calculate the optimal loading parameter. Section 5 begins by showing how independent claim processes can be
combined into a single claim process. Copulas will then be used to model dependent claim processes and to
combine dependent claim processes into a single claim process. Section 6 gives examples and discussion on how
these concepts can be used within the insurance pricing context.



2 Literature Review

Collective risk models are fundamental in actuarial science to model the aggregate claim amount of a line of
business in an insurance company. The collective risk model has two random components, the number of claims
and the severity of claims and is usually modelled with a compound process [2, Chapter 3]. A compound process
is a jump process where jumps represent claims and the jump sizes represent the severity of the claims [3]. The
classical Lundberg risk process has been studied extensively and there exist many variations, for example with
reinsurance or investments [4]. It assumes that premia come in a continuous stream while claims happen at
discrete times according to a Poission distribution.

Premium pricing strategies are mainly based on the assumption that the severity of claims and the number of
claims are independent and thus the corresponding means can be estimated separately. The pure premium is
defined as the expected total loss and represents the risk associated with the insurance product. Another as-
sumption is that the risk can be divided into groups of homogeneous risks. The pure premia of these individual
groups are usually modelled with generalized linear models (GLM). GLM’s have been applied extensively in
actuarial work and a good overview is provided in [5]. After the pure premium has been determined a loading
is added to cover the risk involved and additional costs, resulting in the final insurance premium [6]. The
difference between the insurance premium and the pure premium is called security loading. There are three
types of security loadings representing different purposes: a) a loading to cover commissions, administrative
costs and claim-settlements expenses; b) a loading to cover some profit; and ¢) a loading for the risk taken by
the insurer when underwriting the policy [7].

A premium calculation principle is a mathematical rule that assigns to each risk a real nonnegative number
[2]. Biithlmann [8] described a top-down approach where the total of all risks from a given portfolio should
be considered and the insurance premium should be spread over the policies in a fair way. A lot of premium
principles can be used to determine the loading, for example, the expected value principle, standard deviation
principle, zero utility principle, and the risk adjusted principle [2]. Here the expected value principle will be
considered.

Ruin is declared when the Lundberg process hits zero. This event is called the time of ruin. This definition is
a little different than the usual definition where the probability of ruin is defined as the time when the process
goes below zero [4, 9, 2]. The difference will not be consequential. Ruin probability is a classical measure of
risk and has been studied extensively [4, 9, 10]. Ruin probability can be defined for both infinite time horizon
(usually called the probability of ultimate ruin) and finite time horizon. Although there is no absolute mean-
ing to the probability of ruin, it still measures the stability of insurance companies. A high ruin probability
indicates instability, and risk mitigation techniques should be used like reinsurance or raising premia. In this
study the security loading will be selected such that the probability of ruin will be minimized. One major recent
trend in risk management is the replacement of (partial) risk by sophisticated risk control. Stochastic control
provides a powerful way of calculating the optimal security loading with ruin probability as a criterion. Fur-
thermore, Stochastic control theory has been widely used to control investment, reinsurance, exposure, product
design, and optimal premium and the objective of control is often the ruin probability [11, 9]. The equations de-
rived from stochastic control theory can become very complex and numerical methods are usually needed [12, 4].

Traditional risk theory has usually assumed independence due to its convenience, but it is generally not very
realistic. Claims in an insurer’s risk portfolio are correlated as they are subject to the same event cause [13].
Completely homogeneous risk groups are extremely rare. Dependence among risks has become a flourishing
topic in actuarial literature [14]. Dependence has mostly been measured through linear correlation coefficients
[15]. The popularity of linear coefficient is mainly due to the ease with which they can be parameterized, in
terms of correlation matrices. Most random variables, however, are not jointly elliptically distributed and it
could be very misleading to use linear coefficients [16]. This motivated the use of concordance measures. Two
random variables are concordant when large values of one go with large values of the other [17]. The Lundberg
risk model is a Lévy jump process [18]. Since the claim process is a Lévy process, the dependency of two claim
processes is best explained through their Lévy measure [19]. This study will not go into details about Lévy
processes but both Cont and Tankov [18] and Papapantoleon [20] provide a very good introduction. Sato [21]
shows that bivariate claim processes can be decomposed into independent and dependent claim processes that
are statistically independent. This decomposition theorem will be exploited and frequently used in this thesis.

Most non-life insurance products have a term of one year and therefore it can be argued that the one year ruin
probability should be used. The one year ruin probability is simply the probability that the surplus/capital
of an insurance company will hit zero within one year. However, the appropriateness of risk measures defined



over fixed time horizons can be questioned, since ruin in a given time span can be minimized by increasing the
probability of ruin in the aftermath of that period. Lundberg concluded that the actual assumptions behind
the classical collective risk model are in fact less restrictive when time-invariant quantities like the infinite time
ruin probability are considered [10]. Therefore, although the finite time ruin probability will be explained, the
infinite time ruin probability will be used in the practical applications part of this thesis.

3 Risk Theory and the Probability of Ruin

Risk theory is introduced in this section along with the tools needed to calculate the ruin probability.

3.1 Basic Risk Theory

The Collective Risk Model considers the insurance pool as a collective. The amount of claims during a particular
measurement period is given by:

Ny
Se=Yo+Yi+..+Yy=> Y,  Y:=0. (3.1)
=0

S; is the aggregate loss random variable, N; is the number of claims after t time units have passed, and Y; is
the amount of the i-th claim (severity). The severity probability distribution that generates Y; represents the
collective severity distribution of the pool. In this thesis it is assumed that Y; are positive absolutely continuous
(with density). The severity distribution will be denoted as F'(x) and the severity survival distribution will be
denoted as F(z). A collective distribution can even be used for large pools consisting of many different hetero-
geneous types of risks. In this case, the severity distribution and/or the claims count distribution would be a
mixture of the individual severity distributions/claims count distribution applicable to the underlying classes.

S; is a compound process and if IV, is a Poisson process and Y; are i.i.d. then S; is a compound Poisson process.

In the insurance context the Poisson process is usually parameterized the following way, N; ~ Poi(Amt). The
volume m > 0 often measures the exposure in yearly units and A measures the frequency per exposure. In the
following sections m is frequently dropped (or set m = 1).

If the severity random variables Y; are i.i.d and independent of N; then the expected value of S; can be written
as:

E[Si] = E [N.E[Y | V]| = E[N,]E[Y] (3.2)
which is a very useful result as now E[Y] and E[N] can be estimated separately.

The compound Poisson distribution has the so-called aggregation property and the disjoint decomposition prop-
erty. These properties are extremely useful and partly explain the popularity of the compound Poisson model.
The aggregation property, which is stated in proposition 3.1, will be used later on. Both properties can be
found in Wiitrich [1].

Proposition 3.1 (Aggregation Property of Compound Poisson). Suppose S,fj) are independent compound Pois-

son processes with Poisson parameters \; and severity distributions F;(x), j = 1,...,n. Then Sy = St(l) + St(2) +

et St(n) is a compound Poisson with parameter A = A\ + ... + A\, and severity distribution

Proof. Follows easily from the moment generating function of S; and the severity random variable Y and the
probability generating function of the Poisson process and the independence assumption. O

Insurance pricing is usually done at discrete intervals. Here it is assumed that premiums are set at fixed periods.
The period length will be fixed as t = 1. Meaning that premiums are set at integer times. The expected value of
S1 (one time unit) is called the collective pure premium of S, or simply pure premium. A premium calculation
principle is a function H that assigns to each risk a real nonnegative number. The pure premium is simply
calculated from equation (3.2):



P =E[N{]E[Y] = AmE[Y].

The final insurance premium is the sum of the pure premium and the security loading and depends some
unknown loading parameter 8, representing the security loading.

PQZH(stl)

From the insurer point of view the final premium should always be greater than the pure premium, otherwise
the insurance company will be insolvent in the long term. Usually, the pure premium is calculated a priori and
can be modified later on to include the loading. In this thesis the expected value premium principle is used and
is given by the following form:

Py = (14 6)E[N,] E[Y].

It is one of the most used premium principles, mainly because of its simple form. The insurance premium will
be denoted as ¢ in the following sections.

The Lundberg risk model assumes that exposure is constant in time, that losses follow a compound Poisson
process and that premiums arrive at a fixed continuous rate:

Ny
X :qucthYi.
i=0

where u is the initial surplus, c is the risk premium rate, N; is a time homogeneous Poisson process with intensity
parameter At (or Amt), and Y; are i.i.d. random variables.

3.2 Probability of Ruin

Consider the development of the capital of an insurer. This is a stochastic process (sometimes called the surplus
process) that increases because of earned premia and decreases when claims occur. When the capital of an
insurance company hits zero, the insurance company is said to be ruined. Ruin probability can be viewed as a
risk measure of a company’s portfolio and can be a useful risk management tool since it expresses the solvency
of an insurer in relation to the available initial capital. Mathematically, the definition is the following:

Definition 3.1 (Probability of Ruin). Let (Q2, F,{F:}t>0,P) be a filtered probability space and X = (Xt)ie[0,00
an surplus process which is adapted and Markov with respect to the filtration. The state space is (R, B(R)).
Then the probability of ruin before time T of X is the function Vi : [0,T] x R+~ [0,1] such that

Vr(t,z) =P(3s € [t,T]: X, <0| Xy =x), z€R.

Furthermore, if X is time homogeneous, the infinite time ruin probability is the function V : R +— [0,1] such
that

V(z)=P(3s €[0,+00: X, < 0| Xo=2), z€R.
The infinite time horizon ruin probability V (z) of a time homogeneous process is indifferent of the current time
t and only depends on the current surplus, x. Therefore, it is an easier probability to calculate as it is only a

single parameter function. Moreover, from definition 3.1 it should be clear that Vr(¢,z) < V(z). Sometimes it
is useful to use the survival probability which is defined in the following way:

Definition 3.2 (The Survival Probability). The survival probability or the non-ruin probability is

Vr(t,x) =1-Vr(t,z), and V(z)=1-V(z)

for the finite and infinite time ruin probability, respectively.

The following proposition is a powerful tool when it comes to the calculation of the ruin probability.



Proposition 3.2. Let (Q,F,{Fi}t>0,P) be a filtered probability space and X = (X¢)iecjo,00[ be a right contin-
uous strong Markov process with state space (R, B(R)). The probability of ruin Vr(t,x) satisfies the following
equation:

VT(t7x) =E (VT(G, XG)]]-9<T + ]]-TSG ‘ Xt - ZL’)
= Evp (Ve(6, X0)Lo<r +Lr<o)-
where 7 = inf{s € [0,00[: X5 <0}, x > 0, 0 is a stopping time and 1 4 is the indicator function of an event A.

Furthermore, if X is time homogeneous, the infinite time horizon ruin probability, V(x) satisfies the following
equation:

V(iz)=E (V(X9)119<T + 1< ‘ Xo = x)

~E, (V(X9)119<T + ng).

Proposition 3.2 is a version of the dynamical programming principle and the intuition is the following: Either
the ruin occurs before or at some time 6 (E[1,<] = P(7 < 6)) or the ruin does not occur within the time 6 but
can happen afterwards ( E[Vr (6, Xo)Llo<-] ).

The following lemma is crucial for the proof of Proposition 3.2.

Lemma 3.3. Let (0, F,{Fi}i>0,P) be a filtered probability space, X = (Xi)ico,00 be a Tight continuous
stochastic process with state space (R,B(R)) and {F;}i>0 be the natural filtration. Let T be the ruin time
horizon and 0 be a Fi-stopping time such that P(t < 6 < T) = 1. Then the set {Vs € [t,0] Xs > 0} is
measurable with respect to the sigma algebra o(Xsng,s > 0).

Proof of lemma 3.3. We calculate

(Vse[t0]: X,>0}=|J{Vselt0]: stl}
nelN n
= J{vselt.onQ: XSZ%/\XQE%}.
neN

The facts that Q is dense in R and that X is right continuous were used. Therefore, {X, > 0: Vs € [t,0]} is
measurable with respect to the sigma algebra o(Xsng,s > 0).
O

Proof of Proposition 3.2. The probability of ruin with time horizon T can be written as:

=P, (as €0 X, < 0) + Py (vs €t0]: Xy >0A3s €0,T]: Xy < o)
= Er (Leco) + B (P (Vs € [£,6]: X, > 073 €0, T]: Xor <0 | 0(Xonas20)))
=Kt (L 9) +E; . (E <ﬂ{vSe [£,6]: X, >0} A{3s' €]6,T]: X <O} ‘ sAe,szo)»
=E; (]17' 9) +E o (E (]1{\156 [t,6):X. >0} L{3s'€)0,7): X ., <0} ‘ sAQ,sZO)))
=Eio (L 9) +Ei o (1{V5e[t 0:x.>0} E (]1{33 1€]6,T]:X .1 <0} ’ Xsno s>0))>
=Kt (L 9) +E; . (]1{vSe[t 0):x.>0} E (1{35 1€16,T): X, <0} ‘ Xo = ﬂca))
=E; . ( T<9) +E o ( >0 E (]l{as 1€10,T): X0 <0} ‘ Xy = 339))

= Et,z (]lTSE' + ]16<TVT(0) X@))

where Lemma 3.3 and the strong Markov property of (X¢)¢c[o,0c[ Were used. The probability of ruin with infinite
time horizon can be written as:



2) =P, (3s > [t.0] : X<o) x(VSE[t,G]:Xs>O/\E|s'>0:XS/gO)

<0 ) +E, (1{Vse[t 0):x,>0} (11{53 1>0:X ., <0} ‘ Xy = xe))

(
2 (]l‘r 9) (]E (]l{vSe[t 9]: X, >0}A{3s'>0:X ,, <0} ‘ a(Xsno S>O)))
(1
( <o + ]]-9<TV(X9))‘

3.3 Integro-differential Equations for the Ruin Probability

The following proposition, which is based on Grandell [22], shows how Proposition 3.2 can be used in practice.

Proposition 3.4. Let
Ny

Xi=u—+ct— Z Y;
i=0
where Y; are iid positive absolutely continuous random variables with E[Y] < oo, Ny is a Poisson(At) and the
premium rate ¢ > ANE[Y]. If V(X),V(z) € C'(]0,00]) then the probability of ruin with infinite time horizon
satisfies the following equation:

0= V@) +A( [ Ve pdF() = V@) +1-F@) 2> 0 (3:3)
0

with the following boundary condition:

Viz)=1 x<0
lim, o+ V(z) = 2E[Y].

Furthermore, the probability of non-ruin satisfies the following equation:

V(z)=V(e)=

o>

/ V(e - ) Fy)dy (3.4)

for some € > 0 with the following boundary condition:

V(z)=0 x<1
lim, o+ V( )= _7E[Y}

Proof of Proposition 3.4. Let 6 = h and note that if V; = 0 then X; = u+ ct. From Proposition 3.2 the infinite
time ruin probability can be written as:

(V( (@) lher + Lrcn(1 = V()

I

E, (V( Xh 1h<T+L<h—V( )
(

= iEI ((V(Xh) — V(@) lher + Lr<cp(1 = V(@) | Nu = n) P (Ny =n)
~E, ((V(:c +ch) — V(z)) | N = o) P(N,=0) +

E, ((V(Xh) — V(@) Lher + Lren(1 = V(@) | Np = 1) P (Ny =1) + o(h)
= (V(z+ch) = V(z))e ™ +

E, ((V(X0) = V(@) Ther + Lesn(1= V(@) | Ny = 1)e b + o(h)



E, ((V(Xh) —V(2))Lasgch—y>0 + Lagen—y<o(1 = V(2)) | Ny = 1)64'1)\ + O(hh)>

=c xV(m) + A(/Or V(z—y)dF(y) = V(z)P(Y <z)+ (1 - V(2)P(Y > z))

d
o
d x
= eV + ([ V= 9)dF) = V@)PE) + (1 - V@)1 - Ple)
d
d

0= C%V(.’L‘) + )\(/I V(z —y)dF(y) — V(z) +1— F(z)). (3.5)
0

This is an integro-differential equation and by definition:

Viz)=1 <0

From the law of large numbers lim;_, X/t = ¢ — AE[Y] with probability one. Note that if ¢ < AE[Y] then
lim; o, X/t < 0 with probability one. Since trajectories of X have finite variation on bounded intervals, it
follows that trajectories are bounded below with probability one. Set Xy, and for any b > 0 let A; be the set of
trajectories of X which are bounded below by —b.. Then, for any monotonically increasing sequence {b;};en
such that lim; . bj = oo we have Ay, C Ap, C ... and lim; ;o P(A,) =P ( Use, Abj) = 1. Therefore,

lim V(z) < lim ]P’(lan <1|X0—;1c)

T—00 T—r00 t>

= lim (1-P(4,-1)) =0.

Tr—r00

Now V' is monotonically decreasing, hence lim, o+ V(z) exists. To prove the boundary condition take the
non-ruin probability and V(z) = 1 — V(z), equation 3.5 becomes.

d A [T ’
V@ =2 [ (V- V@) i+ = v@) - [ )
Ly =20 vi)+ 2 / (V(z —y) - D f(y)dy
0
. - \ (3.6)
(@)= 20+ 2 / (1- V(e —y) — Df(y)dy
V@ =2V =2 [ Ve

Integrating with respect to x, using dF(y) = —f(y)dy, integrating by parts and for some € > 0 the equation
becomes:

V(u) = V(e) = A/u ()dm—i—)\/u([f/( +/v3;— )dy)dx

/V dx+/ V(0N E dx—/ dx+// )dydx) (3.7)
/617(0+) dx—i—/ / Ve —y )dyda:)

Using Fubini’s theorem on the double integral gives

/ / V/(z— y)dydz = /Eu /yu V'(z — y)daF(y)dy + / /u V' (z — y)dzF(y)dy

:/6“(9(%1,), (0)F dy+//V<xfy>dxF v)dy o



Plugging the results into equation (3.7) gives
+ _ + _ € u _, _ _
/ V(0T)F(x)dx +/ (u—y) — V(01))F(y)dy +/0 /E V'(z y)da:F(y)dy)

(3.9)
/ V(u—1y) dy+// V' (z — y)dzF( )dy)
Letting ¢ — 07 the equation becomes:
_ D N _
Viu)—V(0T) = /. Viu—y)F(y)dy. (3.10)
0
Letting u — oo and noting that V is bounded the monotone convergence theorem can be used:
- - - A
V(o) =V(0F) + V(o0)Z E[Y]
which finally results in the boundary condition:
oo A S A n A
=V(0")+ EE[Y] <V(0T)=1- EIE[Y] < V(0T) = ZE[Y}.
O

Remark: From proposition 3.4 it can be seen that the ruin probability of the general Lundberg risk process is
independent of A under the expected value premium principle ¢ = (1+6) E[X;] = (1+60)AE[Y] and the variance
premium principle ¢ = E[X1] + aVar[X] = AE[Y] + aAE[Y?]. This is because the ruin probability itself does
not depend on A and the operational time scale can take any arbitrary value (look at the ratio ) This means
that the risk is not influenced by the volume of the portfolio reflected in A (or Am).

Explicit formula for the infinite time ruin probability can be found when the claim distribution is exponentially
distributed, using equation 3.4. Following the proof of Grandell [22] closely:

Proposition 3.5 (The probability of ruin when the claims are exponentially distributed). Let X; = u + ¢t —
ZZ o Yi whereY; are i.i.d. exponential random variables with rate parameter p and Ny is a Poisson(At). Then
the Probability of ruin satisfies the following equation:

V(z) = %ef(’“*)x (3.11)

Proof of proposition 3.5. Equation 3.6 is used, differentiate with respect to x to get:

V' (z) = %V(x) - 2/0 Vi(z—y)f(y)dy
V! (z) = %V’(ax) - /\7“% ' V(z—y)e dy

0
77 (@) = %V’(m) — %“% V(y)e = dy

0

//x_é*/x_)‘j’x_ .- e H(z—y)

V(@) = 2V(0) = L (V)= | Ve ay)
V(@) = ~(u~ 2V (2)

Which gives:

V(z)=Ci + Coe™(h=2),
Because V(c0) =1 and V(0%) =1 — 2 E[Y] the solution is:
ABIY] —(u-2)e.

C

V(z)=1-



Proposition 3.6 (Equation for Finite Time Ruin Probability). Let

Nt
Xt=u+ct—ZYi
i=0

where Y; are i.i.d. absolutely continuous random variables and Ny is a Poisson(At). Then the finite time ruin
probability satisfies the following equation:

;Vﬂt@+c§Vﬂt@+Apéﬂ&@xyMF@)%ﬁﬂﬂ+1F@». (3.12)

Proof. Let 6 =t + h and note that if Ny = 0 then X; = u + c¢t. Proposition 3.2 is used to calculate the finite
time ruin probability:

0=Eqz; (Vo(t+h, Xepn)Ligher + Lr<esn — Vr(t,z))

s

=Eot (Vo(t+h, Xepn) = Vot @) Lipner + Lr<isn(l = Vi(t, 2)))

oo

= Z Eot (Vo(t+ hy Xepn) = Vo(t, ) Lesner + Lrcoyn(1 = Vo (t,2)) | Nepn — Ne = n) P (Nipn, — Ny = n)
n=0

= Epy (Ve(t+ 2+ ch) = Ve(t,2)) | Ny = 0) B (N, =0) +

Es . ((VT(t + h7Xt+h) - VT(t,m))]lt+h<T + 17§t+h(1 — VT(t,l‘)) | Ny, = 1) P (Nh = 1) + O(h)
= (Vp(t+ h,x +ch) — Vp(t,z))e ™ +

Eae (Vi + Ry Xon) = Vot o) Lepner + Trgein(l = Vio(t,2)) | Ni = 1)e ™A + o(h)

+

0= Lim (Vp(t+ h,x + ch) — VT(t,x))ef)\h
h—0 h

E, ((VT(t +h, Xetn) = Vr(t,2)) Logeh—y>0 + Logeh—y<o(l — Vr(t,2)) | N = 1)67’\}‘)\ + o(h)>

= QVT(t,m) + CEVT(t,.%‘) + )\(/r Vr(t,x —y)dF(y) — Vr(t,z) P(Y < z) + (1 — Vr(t,2)) P(Y > z))

ot Oz
= %VT(t l’) + C;VT(t .Z' + )\ / VT t X — )dF( ) VT(t,LL')F(!L') + (1 — VT(t71‘))(1 — F(LL')))
= %VT(t, x) + ca—amVT(Lm) + )\(/0 Vr(t,x —y)dF(y) — Vr(t,z) + 1 — F(x))
<~
0= %VT(t l‘)"‘rCaﬁVT(t l‘ —|—/\ / VT t,x — )dF( ) VT(t,.Z‘)—‘rl—F(.’E)). (313)

O

Proposition 3.6 lacks a boundary condition. It is more complicated to find one because now the probability of
ruin is a function of two variables. Although, the following can be stated:

1 ifz<0

Vet =1 z<0
0 iteso’ TH?) =

VT(T7 :E) - {
but there might be a discontinuity so the partial derivative might not exist around x = 0 and ¢ = 7. One
possible numerical approach consists of approximating the Lundberg process by a discrete process for which the
probabilities of ruin can be explicitly computed backwards from ¢ = T, as explained in Appendix A.2



3.4 Numerical Examples

It is impossible to derive V(x) and Vr(¢,z) analytically for most cases, therefore one has to build numerical
schemes to solve them. The numerical schemes used in this thesis can be seen in the appendix. To showcase
the schemes let E[Y] = A =1 and let ¢ = (1 + 0)AE[Y] in the following examples so that the time unit is the
mean time between claims and the cash unit is the mean claim severity.

Example 3.1 (Probability of Ruin in Infinite Time). Consider the Lundberg risk process where the claims are
exponentially distributed with scale parameter u. To solve equation (3.3) the numerical scheme in appendiz A.1
can be used or even the explicit formula in the case of exponential claims, (3.11) can be used. The result is the
following.

Infinite Time Horizon Ruin Probability

1.00
£
>

0.751
x
. 3]
o 0.1
g 0.50 - — 04
3 -
8
o 0257
o

0.00 : ' r

0 5 10 15 20

Surplus

Figure 1: Infinite time horizon ruin probability of a Poisson claim process with exponential claims, p = 1, A = 1 and different values of 6.
The higher the 6 the lower the probability.

Example 3.2 (Probability of Ruin in Finite Time). Consider the Lundberg risk process where the claims are
exponentially distributed with scale parameter p and a time horizon T = 10. To solve the ruin probability for a
finite time horizon, the numerical scheme in Appendiz A.2 was used.

uiny Jo Ajjgeqodd

Figure 2: The figure shows the probability of ruin before time 7' = 10 as a function of the surplus,  and time, ¢. Note how the probability
changes along the t axis showing the time inhomogeneity of the ruin probability.

The function for the ruin probability at finite time was sliced at times t = 0, 2,4, 6,8, to further compare the
ruin probability in infinite time and finite time. The result can be seen in figure 3.
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Finite Time Ruin Probability at Different Time Slices
Compared to the Infnite Time Ruin with T =10

1.00
£
3J 0.751 Time Slices of the
o Finite time Horizon
"6 Ruin Probability
2 0501 E 28
2

-tz

0 —.
O 0251 t=8
(A

0.00 T T

0.0 2.5 5.0 7.5 10.0
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Figure 3: Finite and infinite time ruin probability comparison. The black curve shows the ruin probability in infinite time and the blue
curves are the ruin probability for finite time at different times.

The ruin probability decreases with increasing time for each surplus value. Furthermore, the finite time ruin
probability decreases more rapidly with increasing surplus the higher ¢ is. Note that the ruin probability is
smaller for smaller values of T' — t indicating that the finite time horizon is insensitive to what happens after
the horizon time T'. The highest ruin probability is given by the infinite time horizon case as expected. Note
that the lower the ¢ the closer it is to the infinite time horizon case. This indicates that the larger the value T,
the closer the curve for ¢ = 0 should be to the infinite time horizon curve.

4 Stochastic Control of Premium

Insurers are interested in controlling certain parameters to ensure smooth operation of the firm. There are
many parameters that can be controlled, including investment of risky assets, reinsurance, new business, and
setting premia [11]. This thesis is concerned with setting premia.

4.1 Probability of Ruin as a Function of the Premium Loading Parameter

An insurer can control the volume of his business by setting the premium c. A reasonable assumption is that
the higher the premium rate c, the smaller the number of contracts in his portfolio, which means that the claim
intensity (or business volume) will decrease. Therefore, E’[N;] will depend on  as indicated by the superscript.
It is reasonable to assume that E>[N;] = 0 as abnormal premium rates will not attract customers. To capture
these concepts let E’[Ny] = Ap(f). Here X is the average number of claims per unit of time for the whole
market, and p(@) is the probability that a potential claim is filed as an actual claim to the particular insurer
under consideration. In other words, p(f) reflects the demand or sensitivity to the loading parameter 6. p(6)
can be interpreted as probability because when an insurance firm gives insurance quotes, people will either
purchase the contract or not. It is possible to study the demand of insurance contracts with a logit glm model,
the demands (or renewals) are simply a Bernoulli random variable as described in Hardin and Tabari [23]. In
simple terms the probability of renewal, p(6), will be

1
p(0) = 7 T ePothi0

where By and (51 are determined from the glm and 6 is the loading parameter. 8; will be a positive number so
p — 0 when § — oo and p — 1 when § — —oco. Other methods can be used to determine the demand such as
Gaussian processes see Zhang and Walton [24].

There is one issue when the minimization of the ruin probability is the goal. Namely, looking at figure 1, it is ob-
vious that # = oo minimizes the ruin probability (if z > 0) because if u > 0 and § — co then E°[N;] — 0 which
means ruin will not happen as there will be no incoming claims. Therefore, one needs to set some constraints or
introduce new variables, such as an interest rate or cost. A cost (function) will be introduced to force the opti-
mal premium loading to a bounded interval. This is not unrealistic as insurance products have some operation
cost associated with them. The cost will be denoted as r and the expression for the net premium income will be:

11



c(0) = (1+60)E° [N, E[Y] —r.

The surplus process is the same as in Chapter 3 but with slightly different notation to emphasize the dependency
on 6:

Ny
Xy =u+c(0)t—) Vi (4.1)
=0

The equation for the infinite time horizon ruin probability, equation (3.3) becomes:

4V (z,0) = Ecggﬂ (V(J;, 6) — [ V(x —y,0)dF(y) + F(x) — 1),
V(0T,0) = E Ry

6)
It is vital to understand how equation (4 2) behaves with respect to the loading parameter 6. To explore
E°[N
c(0)

(4.2)

1]

the relationship, a new parameter o = is defined. The next proposition proves that V(z,0) is strictly

increasing with respect to o.

Proposition 4.1. If V(x,0) satisfies equation (4.2) then V(x,0) is strictly increasing with respect to the pa-

0
rameter o = IECEIH\?]

Proof of proposition 4.1. Tt is possible to integrate Equation (4.2) on the interval |0, z] to obtain the following
equation:

0 T z
V(z,0) = EC([gl] (E[Y]—i— /0 (V(z0) - /0 V(z—y)dF(y)+F(z)—1)dz>. (4.3)

To prove the proposition, we will study equations of the general form:

u(z) =« <g(x) + /09«’ (u(z) - /Oz u(z — y)dF(y))dz). (4.4)

For any function k : [0, +00] — IR measurable and locally bounded, the following operator is defined:

(\I’h)(x):/ /hz— AP (y))d-

UOh = h, U"h = U(¥"'h), neN.
Notice that the transformation h — Wh is linear.
Let, [[hlljg 5} = SuP.e[0,4) [h(2)]

Then:

() (@)| < / (1n(=)1 + / bz = y)dF(y) ) dz
< 20 |10l

Suppose that the following inequality holds, for some n € N:
10" P)lo,01 = — 1= 1Bl 0,0

then,

|(\I/n+1h |

\

|+/ (W) (e~ ) dF (o)) dz
2n+1 n+1
m 172ll10,4) -

0

< 2 ‘hH[O z]

o\
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Thus, by induction

, 2nxn

IO P2y < =~

Therefore, for every x € [0, oo[ fixed there is some n € N such that U™ is a contraction in the space of functions

h : [0,2] — R, measurable and bounded. It follows by the contraction principle that equation (4.3) has one

unique solution. Further, lim,_, . (a™¥")h = 0, uniformly in [0, z] for any given h and any fixed z € [0, +o0].
Let uq,4 be the solution of equation (4.3) for given g and . Then,

Ua,g = a(g+ Puag) = ag + a¥(a(g + Puag))
=ag+ Vg + azlllumg
=ag+a*Vg+ -+ a" M Wg + " Ty,

Because the remainder lim,,_, o & ¥"u, ¢(x) = 0 then the series can be written as:

o0
= Z a"tlung,
n=0

which converges uniformly with respect to a on compact intervals. Taking the derivative with respect to « the
series becomes

otgl@) = S+ D" (27)(2)
n=0

=" a"(T"g)(x) + > na"(T"g)()
n=0 n=1
= g+ 30" (F)(w) + Y~ Da” () )
n=1 n=2

1 [eS) " [e%S)
= Zu, n \Ijn+1 n+1 \Ijn+1
g+ 30 @MU g)(@) + 3 nan (@) a)

n=0 n=1
1 = n n a® n
= ~lag + (Viiag)(z) + Y et tlg)(x) + Z ) (@)
n=1
1 00
= —ua, g+ (Pua)(2) + > am U g) () + Z na" (U g) (x)
n=0 n=1

= g + (Pt )(2) + (00 ) () - (05 W ) (1) + D ma 4 (0" ) ()

n=1
1
= Za (T uq g)(x) = 3 laua .,

For any h : [0, z] — IR locally absolutely continuous function:

(o) = [ ()~ [ ie - y)dF(y))dz
:/Ow (h(=) ~ [z~ w)F / B (= = y)F(y)dy ) dz
:/Om(h() h(0)F( dz—/ / W (= — y)F(y)dzdy

- / "(h(=) — hO)F(2))dz — / (h(z — ) — h(0)) F(y)dy

/h dz—/ Wz —y (y)dy:/Omh(z)(l—F(x—z))dz.

Thus, h > 0 implies (Th) > 0, which implies (¥"h) > 0, Vn € N, and therefore uq,;, > 0 for any « > 0. This
argument shows that %V = %uay >0 as V > 0. Therefore V is strictly increasing with «.

O
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According to Proposition 4.1 if one wants to find 6§ minimizing the probability of ruin then it is sufficient to

0
find  minimizing EC%H. Another quantity of interest is the expected profit per unit time or, equivalently, the

expected surplus at t = 1:
E°[X, | Xo = 2] = (1 + 0)E°[N,|E[Y] — r — E°[N{] E[Y]
= 0B[N, E[Y] —r.

For p(f) = W, the value of # minimizing the probability of ultimate ruin can be found with direct
differentiation of a and is

! AE[Y]
eruin - E(ln( Tﬁl ) - BO) (45)

while the value of theta maximizing the expected profit is 0porit, the unique solution of the equation

14 ePothi0 _ 3 gefothrf — (4.6)

In general, 8,.:, does not coincide with p.ofi¢, as can be seen in the following example.

Example 4.1. Consider process 4.1. Let Y; be i.i.d Gamma distributed random variables with shape parameter
a = 2 and scale parameter k = 5. Let Ny be a Poisson process with mean E[N] = Ap(0)t with A\ = 80, and
p(0) = W where 0 is the loading parameter. Let the cost be r = 0.08 x A x k x «.

Using equation (4.5) gives O,.yin = 0.4349

While equation (4.6) gives (numerically), 8prorir = 0.3586. A numerical solver in the R programming language
was used

With the new notation, the equation for the finite time horizon ruin probability, equation (3.12) becomes:

0 9] v

= Vit ,0) + c(6) 5V (tz,6) + E°[Ny] (/ Va(t,o =y, 0)dF(y) = Vr(t,,0) + 1= F(z)) =0, (47)
0

It is not clear that there is one 6* that minimizes Vp (¢, x,0) for all x > 0. The following example should give

some hints about the problem.

Example 4.2. Consider process 4.1. LetY; be i.i.d Gamma distributed random variables with shape parameter
a = 2 and scale parameter k = 5. Let Ny be a Poisson process with mean E[N;] = Ap(0)t with A = 80, and
p(0) = W where 0 is the loading parameter. Let the cost be r = 0.08 x A x k * cv.

Consider two cases when 01 = 0.7 and 03 = 1.2. The following graph shows the ruin probability at t = 0 for
T=1 orVi(0,z,61).
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Figure 4: Finite horizon ruin probability with T' = 1 for two different values of 6.
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From Example 4.2 it can be seen that it is possible to find two values 8, and 85 such that the the ruin probability
curves
T — VT(O, x,@i),z’ =1,2

intersect. This strongly indicates that Vi (¢, x, 6) is not monotonic with respect to any single parameter depend-
ing on #. In other words, 6 that obtains the minimum ruin probability in finite time depends on the current
surplus z and time ¢.

4.2 Optimal Loading with Periodic Updates

Stochastic control has been studied widely and there are multiple methods one can use depending on the nature
of the problem. The dynamic programming principle, namely proposition 3.2 will be used to find the optimal
loading parameter which is the parameter that minimizes the probability of ruin. The definition of a value
function is needed before the model and assumptions are discussed

Definition 4.1. Let Vp(t,xz,0) be an objective function where t € [0,T], x € $ and 0 is the loading parameter
The value function for the finite horizon ruin probability is defined as:

Vi(t,x) = irglf Vr(t,x,6).

The value function for the finite horizon survival probability is defined as:
VT* (tv QL') = Sup VT(ta €, 9)
0

The optimal loading parameter is denoted as 0*. Furthermore, if the process is time homogeneous and the time
horizon is infinite, then the value function is defined as:

V*(z) = ir;f V(z,0)
V*(x) = Sl;p V(z,0)

for the infinite time ruin and survival probability, respectively.

Normally, premium rates are set at discrete times and the goal is to set premium rates (loading parameter) such
that the ruin probability is minimized. The exposure (i.e., the number of policies) is determined according to
the new loading and remains unchanged for one year (i.e., no one can enter or leave the policy for one year).
For simplicity, it assumed that the process is Markov. With normalized time interval of length 1, the game is
the following: Starting at t = 0, the insurer selects a loading such that the probability of ruin is minimized for
a given current surplus zg. This procedure is repeated at the beginning of each time interval.

05 = arg min Vp (0, xg, 6).
0

The process evolves until the next time period is reached (given the insurer has not ruined). At the next decision
point, t = 1, the insurer can pick a new loading parameter 6; given the current surplus z; such that the ruin
probability of the surplus process is minimized.

07 = argmin Vr(1,x1,6).
0
This premium loading selection problem continues until £ = 7" — 1 or continues infinitely often if T' = oco.

Before continuing it is important to realize the shortcomings of the model. Stochastic control theory usually
assumes that the stochastic process of interest is Markov, roughly speaking, given the present the future is
independent of the past. The surplus process of an insurance product is, however, not Markov. To see this
imagine that an insurer is changing the premium loading at time ¢ € IN, the insurance policies bought at, say,
t — 0.5 still affect the Poisson rate parameter meaning that the exposure is not fixed between decision times
Therefore, the surplus process of a real insurance policy is not Markov as the present is dependent on the past.
It is assumed that the claims are paid immediately which is not very realistic as partial payments may be made
to cover ongoing losses. Lastly, the premiums are assumed to come in a continuous stream. This is perhaps not
so unrealistic as in insurance accounting, incomes are not realized immediately but rather divided in equally
throughout the policy term (usually monthly) and then the income is realized once the month has passed so in
reality premiums come in at discrete times but the income is not realized immediately.
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4.3 Stochastic Control in Finite Time Horizon

Optimizing the premium loading parameter with respect to finite time horizon is relatively straight forward
when the dynamic programming principle is used. Although the game involves selecting 6; such that the ruin
probability of the surplus process is minimized from the current time ¢ to the horizon time 7', the best strategy
is to start from the horizon time T and calculate recursively backward in time until the current time ¢ is reached.
The reason is that the ruin probability at ¢ = T" is known, namely V}(T,z) = Vp(T, z,0) = 0,2 > 0,6 because
the game is over. This can be written the following way:

For t =T — 1, the equation is

VAT = 1,2) = if Bz 1 o [V3 (1. X1)brro) + Loy ]
= iI(}fET—l,x {L(e)gT]
This means that equation (3.12) can be used with T = 1, ¢ = 0 and boundary condition Vi (T,z) = 0, for
x > 0. To find the value function V}(T — 1, z) and the associated loading parameter 67_1(z), it is possible to
calculate V3 (0, z) using equation (3.12) multiple times for different values of 6 and pick 6 that minimizes the

ruin probability for each surplus x considered.

Once V(T — 1, z) is known proceed to t =T — 2 and the equation becomes:

Vi(T —2,x) = i%fET—Q,w VAT =1, Xr1)lp_1<7(0) + Lrg)<r—1|-

Again, equation (3.12) can be used with 7' = 1, ¢t = 0 but with modified boundary condition Vp(T,z) =
VAT - 1,2).

To find the value function V(T —2, z) the same method can be used. To put this more rigorously, the algorithm
is on the next page.
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: Finite Time Value Function Recursion

Let the symbol ~ denote a (computer) vector.

Import H (t, T,%,B, 0), a computer function that computes equation (3.12) with boundary condition B at

t =T for each z; € ¥ with loading parameter 6. Note that H(t, T,%,B, 9) returns a vector, where the

elements give the probability of ruin for surplus x; € & at time ¢

Initialize

g vector of loading parameters considered

Z the surplus grid with elements x1, ..., x,

{ the decision times with elements 7,7 — 1,..,0

ValueFunctionList = list() a list which has the same length as # and stores the value functions and the
corresponding loading parameter for each decision time ¢

VList = list() a list which has the same length as §. The list will store information of ruin probabilities at
time t for each 0

BoundaryCondition < 0 vector for the boundary condition Loop that finds the value function V*.

for currentTime in t do

This for loop calculates the ruin probability for each 6; € g at each z; € T
for thetaConsidered in 6 do

VList[thetaConsidered] < H(t =0,T = 1,7 = ¥ B = BoundaryCondition, = thetaC’onsidered)
end

V* initialize arbitrary vector which has the same length as . The vector stores the optimal ruin
probability value for each z € &

6* initialize arbitrary vector which has the same length as . The vector stores the optimal loading
parameter value for each x € ¥

Loop thorugh Z and find the lowest value of V(t,x) for each §; € g
for currentX in & do
V*lcurrentX] + Minimum value Vr(currentTime, currentX) in VList

—

0*[currentX| < corresponding 6
end

Assign the value function and optimal loading parameters to the ValueFunctionList
ValueFunctionList[current Time] < V*, 6*

Finally update the boundary condition
BoundaryCondition < V*
end

Return a list with the value function and the loading parameter for each decision time
Return ValueFunctionList

To see the algorithm in action an example is provided.

Example 4.3. Consider the process given in (4.1). Let Y; be i.i.d Gamma distributed random variables with
shape parameter a = 2 and scale parameter k = 5. Let Ny be a Poisson process with mean E[N¢] = Ap(0)t with
A =80, and p(f) = m where 0 is the loading parameter. Let the cost be r = 0.08 x A x k x ov. The value
function and optimal loading parameter are found by using the finite time value function recursion. The grid of
the loading parameter was an unequal spacing of points lying in the interval [0.38,1.4]. The results can be found

on the following graphs

17



Value Function

1.00
0.754\
0.50 -

0.25 1

Probability of Ruin
|
= OO~ WN—

0.00 - =
0 100 200 300
Surplus

Figure 5: The contour plot of the value function. The blue curves indicate the distance from the current time ¢ to the time horizon T'.

Figure 5 shows the value function at different distances from the time horizon. It can be seen that the value
functions increase with increasing distance from the current time t to the horizon time T, |T — t|. Indicating
that the further away from the horizon the higher the probability of ruin for a given surplus value x. The same
conclusion could be drawn from figure 8. The roughness for curve |T —t| = 1 is likely because the grid considered
for 0 was very sparse for the larger values for 6
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Figure 6: The contour plot of the optimal loading parameter. The blue curves indicate the distance from the current time ¢ to the time
horizon T'. The considered range of the loading parameter was [0.38,1.4]

Figure 6 shows which 0’s are optimal at different distances from the time horizon for different values of the
current surplus z. It can be seen that the smaller |T — t| values favor larger values of 8. This means that when
t is close to T the optimal strategy is to increase the premiums such that the exposure becomes almost zero.
Therefore, it is best to take no more risk and just pay the operational cost when the game is almost finished, that
way you will not get ruined, given that the surplus x is high enough. Conversely, the insurance firm has to take
on some risk when the surplus is not high, otherwise the insurance firm will get ruined. Furthermore, the firm
has to set competitive premium rates to ensure that the premium income is higher than the operational cost.
However, if the insurance firm has very high surplus then the optimal strategy is always to set high premium
rate, pay the operational cost and sit out the remaining time, that way the insurance firm always wins the game
of ruin. This can always be done if x > r(T —t). Note also that the values seem to be converging to one value
of theta, they should (probably) be converging to the optimal loading given in the infinite time horizon problem
because if T' is big then the loading selection process behaves (probably) like the infinite time selection process.
Here the convergence point is =~ 0.425. This indicates that the finite time ruin probability might not be such a
good criterion for the selection of the loading parameter.

The reason that 0(t, x) = 1.4 for high values of x is because the mazimum considered value in the simulation was

Omaz = 1.4. Also, the 0 grid in the simulation was sparse resulting in a non smooth contour plot. The calculations
took a long time but that is because the algorithm in appendiz A.2 is very slow for ¢ = 0. Additionally, algorithm
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1 is not computationally efficient.

4.4 Stochastic Control with Infinite Time Horizon

The infinite ruin probability can also be used as a criterion. In this case T' = oco. Premium rates are set at
discrete times but unlike the finite horizon case, there is no final time that can be used to calculate the value
function recursively. The equation from Proposition 3.2 is:

V(z,0) =E, (V(X1,6)111<T + Lgl). (4.8)

Note that the expectation is really the finite time ruin probability with 7" = 1 and modified boundary condition
Vi(T,z) = V(x). Therefore, to calculate the ruin probability V(z), it is possible to utilize the fact that the
function is a contraction mapping and use an algorithm called the value iteration. The algorithm calculates
V(z,0) for multiple pairs (z,6) and chooses the pair which minimizes V. This process of picking pairs is re-
peated until V' does not change.

: Infinite Time Value Iteration
Let the symbol = denote a (computer) vector.

Import H (t, T,%, B, 0), a computer function that computes equation (3.12) with boundary condition B at

t =T for each x; € ¥ with loading parameter §. Note that H (t, T,%, B, 0) returns vector. A vector where

the elements give the probability of ruin for surplus x; € £ at time ¢

Initialize
0 vector of loading parameters considered
Z the surplus grid with elements x1, ..., x,

V* arbitrarily, e.g. V*(z;) =0 for all z; € &
0* vector that stores the optimal loading, same size as ¥

Loop that finds the value function V*.
count Number of iterations
for k in 1:count do

for z; in £ do
V*(z;) + maxaegH(O, 1,2, V*, 9)
0*(z;) « arg minee(;H(O, 1,7, V*,@)

end
end

Return an approximation of the value function and the corresponding loading parameters
Return V*, 6*

Example 4.4. Consider the process given in (4.1). Let Y; be i.i.d Gamma distributed random variables with
shape parameter o = 2 and scale parameter k = 5. Let Ny be a Poisson process with mean E[N¢] = Ap(0)t with
A = 0.08, and p(#) = m where 0 is the loading parameter. Let the cost be r = 0.08 * A x k x a. The
value function iteration and the V(x) obtained when « is minimized are compared in the following figure. The
value function considered the grid 8y = 0.2 to 0,, = 0.5 and 0; —0;,_1 = 0.01. The = grid considered was g = 0T
to x, = 600 with x; —x;,—1 =2 fori=1,..,n.
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Figure 7: The blue curve gives V (z) obtained when « is minimized while the black dots give the outcome from the value function iteration.

The blue curve gives V(x) obtained when « is minimized while the black dots give the outcome from the value
iteration. The value iteration gave the range of 0(x) € [0.41,0.44] while the 6 that minimized V(z) was 6* =
0.4349. More specifically, the mapping is: 6((0,10]) — 0.41, 6((10,44]) > 0.42, 0((44,420]) — 0.43 and
9((4207 oo)) — 0.44. This indicates that the static problem and the periodic problem for the infinite time ruin
probability is simply the same problem.

It is hard to say whether the optimal loading parameter is independent for periodic updates is independent of
the current surplus. The algorithm considered is computationally inefficient as V(x, #) has to be fully calculated
using the numerical scheme A.2 for each x and each 0. Additionally, algorithm 2 discretizes a continuous process
which requires a fine grid of points in order to achieve a good approximation.

4.5 Random Exposure

In reality the average number of potential claims per unit time is a random variable. This means that the
intensity parameter of the Poisson process is a random variable meaning that the claim process is a mixed
Poisson process. The model discussed in this chapter assumes that no policyholder leaves the insurance company
and that the insurance process is Markov. With these assumptions it is possible to incorporate a mixed Poisson
distribution to the claim numbers. The process is the same as before

where

Ny
Nilen~ Poisson()\p(ﬂ, e)), Sy = ZY“
i=0

1
P(6:€) = T chrmaTe

Here € is some absolutely continuous random variable with distribution F(x). In simple terms, this process
describes an insurance business where the premium is unknown at the beginning but stays the same once it is
known. The objective is to find 6 such that the ruin probability of the process is minimized. As discussed before,
the process is not very realistic as customers do not buy insurance at the same time but are instead spread over
the year. However, the smaller the decision interval the more realistic the problem becomes. For example, it
could be assumed that customers buy insurance at the beginning of each month rather than year. Let F.(z)
be the distribution of € and assuming that P(N;, > 2) = o(h) then using Proposition 3.2 the integro-differential
equation becomes:

E. (V(Xn) = V(@) lher + Lecn(1 = V(2)) | N = n) P (N = n| 2)

o

3
Il
=]

M

Eo (V(Xn) = V(2)lher + Lr<n(1 = V(2)) | Ny = n) /]P’ (Np =n|z)dF.(2)

3
Il
=]
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=E, ((V(x +c(0)h) = V() | N = o) / e WOANf (2)dz +

E, ((V(Xh) — V(@) Lher + Lren(1 — V(z)) | Ny = 1) / e MO0 Nhf.(2)dz + o(h)

0= lim ((V($+Ch)_v(x))/e—Ap(G,z)hfe(z)dZ n

EI ((V(Xh) — V(w))]]-m—l-ch—yZO -+ ]]-m+ch—y<0(]- — V((L’)) | Nh = ]_) /e*)\p(Q,z)hAp(g’ Z)fE(Z)dZ + O(hh)>

0= c%V(m)A + B(/Om V(z —y)dF(y) —V(z) +1— F(z)) (4.10)
where

A=lim [ e O f ()dz, B=lim [ e ?P@DhNp(0,2)f.(2)dz.
h—0 h—0

Given that the assumptions hold and that A and B are well defined then the integro-differential equation is very

similar to the one in Proposition 3.4. Also, if N | A ~ Poisson(\) and A ~ Gamma(a, 8) is a gamma random

variable with shape parameter o and rate parameter S then equation (4.10) is the same as the infinitesimal

generator for a compound negative binomial with A =1 and B = a%.

5 Multiclaim Processes

Up until now only claim processes of homogeneous groups have been considered, but most financial applica-
tions require multivariate modelling with dependence structure, for example portfolio optimization. However,
it is difficult to construct multidimensional models with jumps. In this chapter, tools and framework will be
provided for the modelling of multivariate models with jumps. The model will have the same flexibility as the

Gaussian multivariate case. This section (definitions and propositions) is mostly based on Cont and Tankov
[18, Chapter 5] and Tankov [19].

5.1 Independent vs. Dependent Compound Processes

A brief introduction on how one can calculate the ruin probability of the sum of independent surplus processes
will be given. Consider the surplus process X = (Xt(l), . Xt(")) where

N
Xt(l) = u® 4 Wy Z Yi(l)

i=0

N

i=0

where Nt(J ) are Poisson r.v. with intensity A; and YZ-(J ) are i.i.d. absolutely continuous random variables which
follow the severity distribution Fj(z). If these processes are independent, it is relatively easy to combine them
into a single process using the aggregation property in Proposition 3.1. The aggregation property allows the
combination of multiple surplus processes into a single risk process as follows:
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n n N,
X, = Zu(j) _|_Zc(j)t_ ZYi
j=1 j=1 i=0

where N, is a Poisson r.v. with A = A1 + ... + A\, and Y; are i.i.d. random variables, which follows the severity
distribution F(z) = Z;.Lzl ’\TJFJ(x) Finally, to calculate the infinite time ruin probability, one can use equation
(3.3) or (3.4). This is, however, not true for dependent Poisson processes and the remaining part of this chapter
will be used to develop tools that can be used to combine dependent compound Poisson processes.

5.2 Copulas for Random Variables

Before dependence concepts for compound Poisson processes are discussed, it is necessary to introduce copulas
for random variables. Informally, copulas are functions that use the one-dimensional marginal distributions as
building blocks for the joint multivariate distribution function. The idea is to glue or couple the marginals
together in order to construct the dependence structure in an easy manner. Copulas have been of interest to
statisticians for two main reasons: firstly, as a way of studying scale-free measures of dependence; and secondly,
as a starting point for constructing families of bivariate distributions, sometimes with a view to simulation. In
other words, copulas reveal the true nature of dependence between variables and lead to flexible multivariate
models [14]. For more details on random variable copulas see Nelsen [17]. The chapter will describe bivariate
processes, but the theory can be easily extended to n-dimensions.

The law of a two-dimensional random vector (X,Y) is typically described via its cumulative distribution func-
tion:

Fz,y) =P(X <z,Y <y)
and the marginal laws can simply be obtained from the two-dimensional distribution function:

Fi(z) = Fz,00),  Fa(y) = F(o0,y).

However, the knowledge of the marginal laws alone is not enough to determine the two-dimensional random
vector as the distribution function F'(x,y) contains information about dependence.

The copula of a two-dimensional random vector is a two argument function that defines the dependence struc-
ture. The distribution function can be computed from the copula C(z,y) and the marginals: F(z,y) =
C(Fi(x), F2(y)). If Fy(x) and F»(y) are absolutely continuous then the copulas are unique and can be computed
from the distribution function and the margins: C(x,y) = F(F; *(2), F5 *(y)). The following definitions from
Cont and Tankov [18, Definition 5.4 and Definition 5.5] define F-volume, 2-increasing function and grounded
function. They are essential for ordinary copulas and Lévy copulas.

Definition 5.1 (F-volume). Let I, I> be nonempty subsets of R, let F be a real valued function of n variables
such that Dom(F) = I x Iy and for a < b (ar < by) for k = 1,2, let B = [a,b] be a 2-box whose vertices are
in Dom(F). Then the F-volume of B is defined by

VOlF(B) = F(bhbg) — F(bl,ag) — F(al,bg) + F(al,ag).
Definition 5.2 (2-increasing function, grounded function, margins).

o A real function f of 2 variables is called 2-increasing if Volgp(B) > 0 for all 2-boxes whose vertices lie in

Dom(F).

e Suppose that the domain of F is Iy X Is where each I has a smallest element ay, k =1,2. F is said to be
grounded if for every x € I, F(xz,minIy) = 0 and for every y € Iy, F(minI,y) = 0.

e [If each I is nonempty and has a greatest element , then (one-dimensional) margins of F are functions
Fy, with Dom(Fy) = Ij, defined by Fy(x) = F(x,max I) and Fy(x) = F(max I, x) for all z in Ij.

In Cont and Tankov [18, Definition 5.3], copulas are defined the following way:
Definition 5.3 (Copula). A two-dimensional copula is a function C with domain [0,1]* such that

1. C'is grounded and 2-increasing.

2. C has margins Cy, k=1,2 which satisfy C(u) = u for all u in [0,1].
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From the previous definition, copulas can be considered as a distribution function on [0, 1]? with uniform
margins. The next Theorem is central for the construction of ordinary copulas [18, Theorem 5.1].

Theorem 5.1 (Sklar’s Theorem). Let F be a two-dimensional distribution function with margins Fy, Fa. Then
there exists a two-dimensional copula C such that for all x € R?,
Fay, 22) = C(F1(x), F2(y)) (5.1)

if [y, Fy are absolutely continuous then C is unique, otherwise C is uniquely determined on RangelF) X RangeFs.
Conversely, if C is a copula and Fy and Fy» are distribution functions, then the function F defined by (5.1) is
two-dimensional distribution function with margins Fy and F5.

5.3 Dependence Concepts for Compound Poisson Processes

The compound Poisson process is a particular type of a Lévy process. This thesis will not go into the details
of Lévy processes. For deeper analysis of Lévy processes, see Cont and Tankov [18], Papapantoleon [20] or
Sato [21]. Unlike continuous random variables, dependence concepts for compound Poisson processes are best
explained through their Lévy measure. Luckily, the formulation of the two copulas is very similar.

A Lévy process is a cadlag process with stationary and independent increments. A Lévy process can be
decomposed into a diffusion and a jump process where the jump prcess is characterized by its Lévy measure.

Definition 5.4 (Lévy measure). A Lévy measure in R? is a Borel measure satisfying

v({0})=0 and /R2(1 Az v(dr) < oo.

Intuitively speaking, if v is the Lévy measure for a 2-dimensional Lévy process X, and A C IR? is a Borel set,
then v(A) is the expected number of jumps such that X; — X;- € A, per unit of time. From the condition
fRz(l A lz|*)v(dz) < oo, it follows that almost every trajectory has a finite number of jumps larger than some
constant € > 0. However, the number of small jumps (| X; — X;-| < €) may be infinite with positive probability.

For a compound Poisson process the Lévy measure is

v(dz) = MdF(x)

where A is the expected number of jumps and F' is the jump size distribution. It is possible to construct a

probability measure if v is a finite measure, i.e. dF(z) := @. The Lévy measure carries the information

about the jump component of the process and is fundamental to the theory of Lévy processes. Recall that the
support of a Borel measure p is the complement of the largest open set A such that pu(A4) = 0.

Proposition 5.2. Let (X;,Y:) be a compound Poisson Lévy process with Lévy measure v. Its components are
independent if and only if the support of v is contained in the set {(x,y) : xy = 0}, that is, if and only if they
never jump together. In this case

v(A) =vx(Ax) + vy (Ay) (5.2)

where Ax = {z : (,0) € A} and Ay ={y: (0,y) € A}, and v, and v, are Lévy measures of X; and Y;.

The Lévy measure plays a similar role as the probability measure for random variables. An important difference
is that for independent random variables we have p([a, b]x[c, d]) = px ([a, b])ny ([c, d]), where p is the distribution
of the random variable, while for independent jump processes we have equation (5.2). The following two
properties of increasing functions will be convenient later on for the construction of Lévy copulas [18, Lemma 5.1]

Lemma 5.3. Let H be a 2-increasing function.

1. Increasing variable changes: if the functions fi and fo are increasing then H(f1(x), f2(x)) is 2-increasing.

2. Transformation by a function with positive derivatives: if H is grounded and f is increasing, convexr and
satisfies f(0) = 0 then the composition f o H is a 2-increasing grounded function.

Tail integrals play a significant role in the theory of Lévy copulas and are defined as follows [18, Definition 5.7]:

Definition 5.5. A 2-dimensional tail integral is a function U : [0, 00]? — [0, 00] such that

1. U is a 2-increasing function.
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2. U is equal to zero if one of its arguments is equal to co.
3. U is finite everywhere except at zero, U(0,0) = oco.

The role of distribution function is now played by the tail integral. The marginals of a tail integral are defined
similarly to the marginals of a distribution function

U(l‘l,O):Ul(JCl), U(O,Z‘Q)ZUQ(J?Q).

Definition 5.6 (Lévy Copula for Processes with Positive Jumps). A two-dimensional Lévy copula for Lévy
processes with positive jumps, or for short, a positive Lévy copula, is a 2-increasing grounded function C :
[0, 0] — [0, 00] with uniform margins, that is, C(x,00) = C(00,z) = x.

The next theorem is similar to Sklar’s theorem for random variable copulas [18, Theorem 5.3]:

Proposition 5.4. Let U be a two-dimensional tail integral with margins Uy and Us. There exists a positive
Lévy copula C such that

U(.Tl,l‘g) :C(Ul(l‘l),UQ(l‘Q)) (53)

if Uy and Us are absolutely continuous, this Lévy copula is unique, otherwise it is unique on Range(Up) X
Range(Us), the product of ranges of one-dimensional tail integrals.

Conversely, if C is a positive Lévy copula and Uy, Us are one-dimensional tail integrals then equation (5.3)
defines a two-dimensional tail integral.

The proposition shows that Lévy copulas link multidimensional tail integrals to their marginals in the same
way as the copulas link the distribution functions to their marginals. For every Lévy measure v on [0, 00]?, one
can define its tail integral as follows:

Definition 5.7. Tail integral of a Lévy measure v on [0,00]? is

U(x1,22) =0 if x1 =00 or o= 00.
Uler,22) = (i, 00] x [s,00l)  for  (a1,2) €]0, 0of. (5.4)
U(0,0) = oc.

Tail integrals should define a positive Lévy measure. The following lemma shows that the integrability condition
of Definition 5.4 holds [18, Lemma 5.2]:

Lemma 5.5. Let U be a two-dimensional tail integral with margins Uy and Us. U defines a Lévy measure on
[0, 00[2\{0}, that is the condition of 5.4 is satisfied if and only if the margins of U correspond to Lévy measures
on [0,00], that is, for k=1,2.

1
/ 22dUy(z) < oo.
0

These results combined with the following theorem are fundamental to the theory of Lévy copulas [18, Theo-
rem 5.4].

Theorem 5.6. Let (X;,Y;) be a pure jump Lévy process with positive jumps having tail integral U and marginal
tail integrals Uy and Us. There exists a two-dimensional positive Lévy copula C which characterizes the depen-
dence structure of (X3,Yy), that is for all 1,25 € [0, 00],

U($1,$2) :C(Ul(l‘l),Uz(ﬂig)) (55)

if Ur and Us are absolutely continuous, this Lévy copula is unique, otherwise it is unique on Range(Uy) X
Range(Us), the product of ranges of one-dimensional tail integrals.

Conversely, let Xy and Y be two one-dimensional pure jump Lévy process with positive jump with positive
jumps having tail integrals Uy, Us and let C be a two-dimensional positive Lévy copula. Then there exists a
two-dimensional Lévy process with Lévy copula C and marginal tail integrals Uy and Usy. Its tail integral is given
by equation (5.5).

The first part of Theorem 5.6 states that all types of dependence in the jump component of a Lévy process,
including perfect dependence and independence, can be represented with Lévy copulas and the second part
shows that one can construct multivariate jump Lévy process models by specifying one-dimensional laws for
the components.
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5.4 Independence and Perfect Dependence Copulas

In this subsection Lévy copulas for the two extreme cases of independence and perfect dependence will be
presented. Independence means that the jumps of one process will not affect the jumps of the other process
while perfect dependence means that if a process jumps then the other process will jump as well. To emphasize,
this thesis is only concerned with positive jumps and therefore positive dependence. So if one process jumps then
the other process will jump in the same direction (both processes have positive increments). From Proposition
5.2 the Lévy measure of a compound Poisson with independent components is v(A) = vx(Ax) + vy (Ay). The
tail integral is given by:
U(zy,22) = Ur(21)1e,=0 + U2(22) sy =0

and to calculate the Lévy copula one can ”invert the arguments” of equation (5.5) to get

CL(xl,Ja) = U(Ul_l(l‘l), UQ_I(l‘Q)) = l‘ﬂllz:w + x2]1z1:00~

The symbol 1 is used to denote independence. To analyze perfectly dependent processes, the notion of an
increasing set is needed [18, Definition 5.9 and Definition 5.10].

Definition 5.8 (Increasing Set). A subset I of R? is called increasing if for every two distinct vectors (vy,vs) € I
and (ui,u2) € I either vy < uy Yk or vg > uy Vk.

Definition 5.9. Let X = (X}, X?) be a Lévy process with positive jumps. Its jumps are said to be perfectly
dependent or comonotonic if there exists an increasing subset I of |0, 00[% such that every jump AX of X is in
1.

That is, if the two jump processes are perfectly dependent, one of them can be reconstructed from the trajectory
of the other [18, Proposition 5.4].

Proposition 5.7. Let X = (X}, X?) be a Lévy process with positive jumps. If its jumps are perfectly dependent,
then the Lévy copula of X is the perfect dependence Lévy copula defined by

C (w1, 22) = min(xy, T2).

Conwversely, if the Lévy copula of X is given by C| and the tail integrals of components of X are continuous,
then the jumps of X are completely dependent.

The symbol || is used to denote perfect dependence.

5.5 Dependence of Compound Poisson Processes

Take two surplus processes X; and Xs. Let C be the Lévy copula and let U; and Us be the tail integrals of X3
and X5. The Lévy measure of a compound Poisson is simply the intensity times the density of the severity or
v(z) = Af(x). From equation (5.4) it can be seen that the tail integral is simply U(z) = AF(x) where F is the
survival function. Therefore, the intensities of Ay and A are

Note that A; = U;(0) can not be written because according to the definition of a tail integral U(0) = oo. The
intensity of the two dimensional process (X1, X3) is equal to:

A= lim (U1($1)+U2(I2)—U(.’L‘1,$2)) :)\1+)\2—C()\1,)\2).

Il,I2*>0+
Since every positive Lévy copula satisfies 0 < C(z,y) < min(z,y) it follows that A € [max(A1, A2), A1 + Az].

The tail integrals of the independent components are

Ui (x1) = v([z1,00[, {0}) = U(21,0) — m U(zy,22) = Ur(z) — C(Ui(21), A2),
Us (x3) = Uz(x2) — C(A1, Uz(2)).

The tail integral of the common component is
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Uj(z1,22) = lim Uz}, xh) = C(min(Uy(z1), A1), min(Usz(z2), A2)). (5.7)

) —x1+,xh—xo+

Finally, to find the intensities, the tail integrals can be used. The intensity of the common Poisson shocks is
equal to:

M =c(a,N). (5.8)

The intensity of the independent Poisson processes is equal to:

M= — Al
A =X — Al

5.5.1 Construction of Lévy Copulas

Lévy copulas can be constructed by ”inverting the arguments” of equation (5.5) to get

Cla1,22) = U(Uy ' (21), Uy (2)).

However, there are few multivariate Lévy models available. Therefore a more general approach is needed [18,
Proposition 5.5].

Proposition 5.8. Let C be an (ordinary) 2-copula and f(x) an increasing convex function from [0,1] to [0, c0].
Then

Clz,y) = F(C(f (), 1 (w)))

defines a two-dimensional positive Lévy Copula.
Proof. C is a 2-increasing function from Lemma 5.3. For groundedness note:

C(0,y) = f(C(0, f*(y)) =0

and the marginal property follows because
Cloo,y) = F(CL fH W) = F(fH (W) =y
O

What the proposition says is that it is possible to take an ordinary copula for random variables and create a Lévy
copula from an increasing convex function. Common choices of f are f(x) = /(1 — ) and f(x) = —log(1 — ).

By analogy with (ordinary) Archimedean copulas, one can also construct Archimedean Lévy copulas [18, Propo-
sition 5.6].

Proposition 5.9. Let ¢ be a strictly decreasing convex function from [0, 00] to [0, 00] such that $(0) = oo and
@(00) = 0. Then

Clz,y) = ¢~ (8(2) + 6(y))
defines a two-dimensional positive Lévy copula.
Proof. C has to be a 2-increasing grounded function with uniform marginals. Uniform marginals follow because:

C(o0,y) =70+ d(y)) = v.

The groundedness follows because:

C(0,y) = ¢ (oo + d(y)) = 0.

The fact that C is 2-increasing comes from Lemma 5.3. Let H(z,y) = = + y and note that H is 2-increasing
(Volg(B) = 0). Next take fi(z) = fa(z) = —¢(x) which are increasing functions so H(—¢(z), —p(y)) is 2-
increasing. Finally note that ¢~!(—u) is an increasing convex function so it follows that C = ¢~ o H o —¢ is
2-increasing.

O

26



5.6 Examples of Lévy Copulas

There is an extensive list of copulas which can be created with propositions 5.8 or 5.9. Examples can be found
in Benth et al. [25] or Kettler [26].

w

Example 5.1 (Clayton family of Lévy copulas). For ¢(u) = u™* with w > 0 the following copula is obtained:

Colw,y) = (27 +y )75
If x <y then:

r¥<zr¥+yv<avs 2 vx <C(z,y) <.

Let w — oo such that C(x,y) = x. Therefore, if w — oo the perfect dependence case is obtained, C(x,y) =
min(z,y).

Now consider when w — 0 then C(x,y) = 0 unless x = oo then C(x,y) = y and likewise if y = oo then
C(z,y) = x. Therefore the case of independence is obtained, C(x,y) = 21ly—oe + ylo—co.

The Clayton Lévy copula gives is a smooth transition from the independence copula to the perfect dependence
copula.

Example 5.2 (Gumbel Lévy Copula). The Gumbel Lévy Copula is generated by ¢(u) = [log(u + 1)]7% with

w > 0. The inverse is simply ¢~ (u) = e* “ — 1 which gives the Gumbel Lévy copula:

C(x,y) = exp { [(log(:l: +1))7% + (log(y + 1))—&;]*%} 1

With the same arguments as the ones for the Clayton Lévy copula the independence copula is obtained when
w — 0+ and the complete dependence Lévy copula is obtained when w — co.

5.7 Simulation of a Bivariate Process with a Lévy Copula

The compound Poisson processes S; and Se can be decomposed into common jumps and independent jumps
in order to simulate the bivariate Lévy copula. That is Si, S and (S!,S)). Let Fi(z) denote the marginal
distribution of independent jumps and Fl(z) denote the marginal distribution of common jumps. Fi*(x) and
Fl (z) are the corresponding survival distributions. The survival function of the common jumps can be found
by using the tail integral of the common jumps, equation (5.7):

_ 1 _ _
F” (l‘l, 1‘2) = ﬂc()\lFl(xl)y )\gFg(l‘Q))
and the distribution function is related to the survival distribution by
F‘I(iﬂl,@) =1- F”(%O) - F“(Oaifz) + F“(l‘l,xz)
the density f!l is given by

PFll(xy, x5) _ Mdafi(a) fa(o) 9%C (w1, x2)
0x101 Al 011022 le1=2151(x1),02=A2 52 (x2)

f”(:rl,$2) =

The survival function of the independent jumps is found by using the tail integral of the independent jumps,
equation (5.6)

_ A - 1 _

Fi-(z) = )\—iFl(x) - /\TC(AlFl(:c),/\z),
1 1

_ Ao = 1 _

F2 (1‘) = )\TFQ(.'L') - )\TC()\l, )\QFQ({E))
2 2

Let Y and Y2l denote the common jump sizes of process 1 and process 2 respectively, then we can write:
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Py <y|vl=0)=lmP (¥ <yle<y' <aith)
—
iy PO Sy <Y <o h)
= o Pz <Y <z +h)
h—0 F1” (z+ h) — F1H (z)
oF ! (z,y)

=2 = H, (y).

1 ()

To simulate the process, the steps of van Velsen [27] can be followed:

e Draw Ni- and N3 from a Poisson distribution with frequency A{ and Ay, respectively.
e Draw NI from a Poisson distribution with frequency All.

e Draw Nj- times from a uniform [0, 1] distribution. The resulting draws are the jump times of Si-. Do the
same for Nj.

e Draw Ni- times from a uniform [0, 1] distribution and apply the inverse of Fi- to each draw. The resulting
numbers are the jump sizes of Si-. Do the same to determine Sy .

e Draw N times from a unifrom [0, 1] and apply the inverse of the marginal distribution function FlH defined
as FlH (z) = Fll(z,00). The resulting numbers x; with i = 1,.., NIl are the jump sized of S‘ll.

e Draw N times from a uniform [0, 1] distribution. The resulting draws are denoted by w; with ¢ =1, ..., NI
Apply the inverse of the distribution function Hy,(y) to u; for all i = 1,..., NIl. The resulting numbers y;

with i = 1, ..., NIl are the jump sizes of Sg
Example 5.3. Let the marginal jump size distribution be exponential

Fi(x)=1—¢e 1"
and let the dependence be explained by the Clayton Lévy copula. The independent jump intensities are

= li§OUf(wi) = lim (Uj(x:) — CON, Us(ay)) = A — Al 5 #£4.

T x; —0

The common jump intensity is found by using equation (5.8). The survival function of the common jumps is

_ 1 _ _
Fl(zy,25) = N (()‘lFl (z1))7 + ()\2F2($2))_w)
The distribution of the common jumps is

_ ﬁ (()\1151(%1))701 + ()\2)7“)) - — ((Al)fw + ()\21*:‘2(%2))7“})

and the following equation is also needed:

FH(xl,.TQ) = ].

8F“(SIL‘1,1’2) o il
8931 - )\H w
11

T (M RE) ™+ (aBalea) ™) (@A Re) ™ o).

(()\1131 (1)) + )\27”)7%71(“)\17“’131 (z1) " fi(zr)) -

Finally, 1” () can be approzimated via

() = Fll(z + h,00) — Fll(z — h,00)
! 2h

for small values of h.
Let the jump intensities be Ay = 0.8 and Ao = 0.5 then Al = 0.42. Let the rate parameters of the claims be

w1 = 0.9 and po = 0.6 and let the dependency parameter be w = 2. The following figure shows one trajectory of
two dependent jump processes.
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Figure 8: The figure shows one trajectory of two dependent jump processes, discussed in Example 5.3. The black dashed lines show where
common jumps happen.

5.8 Ruin Probability of Multivariate Surplus Processes

It is possible to incorporate Lévy copulas in the ruin theory of the previous chapters to calculate the ruin
probability of a surplus process composed of two dependent processes. Consider the following surplus processes:

XD =u® 4 D=3y,

Aggregation of the these processes gives a new process:
X=X+ X =utet—5H - 5P
() () (1) 4 (2) G) _ NP 6) 1 2) . o s
where v = ') +ul?, e =W 4+ ¥ and S =370 VY If Sp and S;” are independent then it is easy
to combine them into a new compound Poisson process using Proposition 3.1 and compute the ruin probability

using Proposition 3.4. If the two processes are dependent, a similar strategy can be used. First decide which
copula structure best describes the dependency. Then decompose the jumps of the two surplus processes into

independent jumps and common jumps. Let Sit denote independent jumps and Sll denote common jumps.
The process becomes:

X=X+ X =utet— S -5 9.

Furthermore, note that S}, S+ and S’l‘ are all mutually independent so it is still possible to use Proposition
3.1. First the distribution functions of the independent and common jump sizes need to be determined.

Let Z = Y + Y2l be the random variable of common jump size. The distribution of Z can be written as

Fli(z) = /Z /Ox (@, y)dyda

and so the density becomes
f(z) :/ iz, 2 — 2)dz. (5.10)
0
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This is perhaps not easy to compute analytically, but it can be computed numerically. The procedure is to use
equation (5.7), to find the survival function

Fl(zy,20) = ﬁc()qpl(%‘l), Aoy ()

and the distribution function is related to FIl by

F‘l(l‘l,l‘g) =1- F“(Il,O) — F“(O,l‘g) + FH(J)1,$2).

The form of the copula and the marginal distribution functions F; and Fb are known, thus the joint density
can be found using

?Fll(xy, 5) _ Mdefi(m) fo(ao) 9%C (w1, x2)
(956131‘2 )\” 8$18$2 z1=A151(z1),22=X252(z2)

My, 20) =
from this expression an explicit formula can be obtained and thus equation (5.10) can be used.

The distribution function of Y and Y2l can be found with:

Fy1|| (1‘) = Fyu (m,oo), Fy2|| (Z‘) = Fyu(oo,x).

The survival function of the independent jumps is found by using the tail integral of the independent jumps,
equation (5.6)

A=

_ 1 _

Fit(z) = )\TFl(ﬂ«") - /\TC(AlFl(ﬂU),/\z%
1 1

_ Ny 1 _

Fi(x) = )\%Fﬂf) - )\TC()‘la Ao F(x)).
2 2

The corresponding densities can be found with differentiation. The intensities )\!, )\g and A\ are found by using
equations (5.9) and (5.8). Now using Proposition 3.1 the process becomes

Xi=u+ct—S;
where S} is a compound Poisson with intensity parameter \* = A\{ + A{ + Al'and claim severity density:
. A A\ Al
F(e) = 55 i)+ S ) + 5 ).

Example 5.4 (Exponential claims). Let YD and Y@ be exponential random variables, both with rate parameter
w1 = po =1. Let Nt(l) and Nt@) be Poisson processes both with intensity Ay = Ao = 1. Let

NG

St(J) — Z Y;(j)
=0

be compound Poisson for j = 1,2 and let Sfl) and S]SQ) be dependent according to a Clayton Lévy copula. Finally
let ¢ = (14601 E[Y W] + (1 + 02) 2 E[Y @] where 6, = 03 = 0.3. Figure 9 shows the ruin probability for the
following process:

Xi=u+ct—S;

for different values of w.
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Figure 9: The figure shows ruin probabilities of the sum of two exponential claim processes for different levels of dependencies as a function
of the current surplus. The higher the dependency (w), the higher the probability of ruin.

Example 5.5 (Gamma claims). In this ezample we will consider the case when the claims are gamma distributed
with shape parameter a and scale parameter k. The premium income c is defined as:

e(0) = > (1 +6) BN IEY O] - 1))

Jj=1

where the intensity of the two Poisson processes is a constant, ]E[Nl(l)] = A1 and E[Nl(2)] = Ay. Usinga = (2,2),
k = (500, 500), » = (100, 100), A = (800,800), and 81 = 2 = 0.3 figure 10 is produced.
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Figure 10: The figure shows ruin probabilities of the sum of two gamma claim processes for different levels of dependencies. The higher
the dependency (w), the higher the probability of ruin.

For both examples, Figures 9 and 10, show that the higher the dependency the higher the probability of ruin.
Another interesting fact is that V(0T) looks to be the same for all values of w. It is not exactly the same but
very similar. The reason is that the formula for V(07) is, as shown before:

E[N,] E[Y
c
If there would be no fixed cost the value would simply be V(0T) = ﬁ, meaning that the value would be
independent of all parameters and the severity distribution, but it would only depend on the loading parameter.
When the fixed cost is introduced the value gets skewed and now depends on all the parameters. Nevertheless

it is still very similar.

6 Applications to Insurance Pricing

In this chapter, the static loading parameter problem with infinite horizon will be considered in the case of two
dependent surplus processes. It turns out that the results in Section 4.1 and Chapter 5 cannot be combined in
a trivial way to obtain optimal loadings in the presence of dependencies because changes in exposure modify
the dependence structure in the insurer’s portfolio. In Section 6.1 we discuss this effect, and how to account for
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it under simplifying assumptions. The remaining sections in this chapter deal with a numerical example.

6.1 Models and Assumptions

Consider the following surplus processes for individuals risks:

N
X9 =u) 4 D9t 3 v (6.1)
=0

where j = 1,2. The intensity of Nt(j ) depends on the loading parameter, ¢;. cU )(Oj) is the premium income
and is calculated according to the expected value principle ¢@)(6) = (14 6;) E[Y D] E?[N?] — ri where E[Y @]
is the mean of the severity random variables Yi(J ), E?[N. 1(J )] is the expected claim number and r/ is some cost.

As in previous sections let E? [Nl(j )] = )\jp(j)(ﬁj) where \; is the average number of potential claims per unit
of time in the whole market for risk j, and pU)(6) is the probability that a potential claim is filed as an actual
claim to the particular insurer under consideration. Let pU )(Gj) be a logit function of 6;:

, 1
DY) = —
p (9]) 1 + eP1i+B2,30;
where 8;; € R and 32 ; > 0.
The claim process for the insurance company and the whole market are not the same as the insurance company

only has a subset of customers in the whole market. This fact has to be accounted for and some assumptions
have to be made before the aggregation.

Assumption 1: Acquisition of insurance for risk 1 in our company is stochastically independent of acquisition
of insurance for risk 2.

Assumption 2: All individuals in the market are identical, concerning the risks they carry.

Consider individuals who hold a policy for risk 1 but not for risk 2 and vice-versa, the proportion of such
individuals in the insurer’s portfolio is not independent of exposure, and this influences the distribution of the
aggregate risk process, as we show bellow.

Let p9(#y,6,) denote the probability that a given individual holds a policy for risk 1 but not for risk 2,
p(o’z)(ﬂl,ﬁg) denote the probability that a given individual holds a policy for risk 2 but not for risk 1 and
p(12)(61,6,) denote the probability that a given individual holds a policy for risk 1 and for risk 2.

Under Assumption 1, the probability that a given individual holds a policy for both risks is

P2 (01, 02) = p™M(01)p (6,).

The probability that a given individual holds a policy for risk 1 but not for risk 2 and the probability that a
given individual holds a policy for risk 2 but not for risk 1 are, respectively

p0(01,02) = pM(01) — p12 (61, 02) = p (01)(1 — pP(62)),
PO (01,05) = p® (01) — p 2 (61,602) = p' (62) (1 — p™(61)).

Let Z = ZW + Z() be the process of cumulative claims in the market. Following Section 5, Z can be
decomposed into independent and common components

NZL NtH
Zgj):Z)/;JL“i’ZY;jH’ ]:172
1=0 1=0

where N4, N2 N, Yt YR, le”, and Yf” are distributed as in Section 5. In particular N}t, N2+, and

NtH are independent Poisson processes with intensities A", Ay, and Al
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Under Assumptions 1 and 2, the company’s surplus process can be written as

NlL NZL Nt”
Xt — u(l) + u(2) + ( (91) + 0(2) 92 Z YlL Z Yll Z ( 1” 4 qu) (62)
1=0

Here, Ntu, NEL , and Nt” count the number of claims received by the company concerning only risk 1, only
risk 2, and both risks, respectively. Their intensities, are, respectively

A = p 10 (01,02) (AF + A1)+ pB2 (01, 02) A8 = pM (01)AF + pH (01, 02) A,
Ay = pP(02)A5 + p®2 (61, 02) A,
5= 02 (0, ).

From this, it can be seen that the distribution of the single risk claim amounts Y+ (resp., Y21) is a mixture
of the distributions Y+ and Y''Il (resp., Y2+ and Y2I) with weights:

pWA: pLO Al (res PPN+ p0:2) )\l )
P 4+ pLOXIT pWAL 4 pLO) NI P> P@AF + pO2DAI7 p@INL 4 pO2) Al

This is because, for example, that some customers only have risk 1 but risk 1 can jump together with risk 2.

Therefore, the aggregate process (6.2) coincides in distribution with a process

Ny
X =@ 4 u® 4 (D (0,) + P (02))t — Z Y; (6.3)
=0

where N, is a Poisson process with intensity

5\ — p(l))\ll +p(2))\2i + (p(l,()) +p(072) _|_p(172)))\||

and Y;, i € N are i.i.d random variables with distribution

y = = yiL
A

(1)L 2)\L ( ))\H (0 2))\” (1 2) 5\l
p 1 p 2 Fy2l + EFyqy Jr Fyo + nyl”_;,_yQH

Notice that the argument above includes the independent case, with Al = 0. Also, looking at the term p(?) in
the previous equation it can be seen that for small insurance companies where the acquisition of customers is
more or less random p(1?) is small. This means that the claims act as if they are independent even though the
market is highly correlated. As the company grows the dependency grows nonlinearly.

From the above, it follows that equation (4.2) for the aggregate process takes the form

d E? % [N]
—V(x,01,02) =
(.’I}, 1, 2) c(l)(91)+c(2)(92)

Thus, the argument used in Section 4.1 cannot be used to deduce that the loadings minimizing the ruin proba-

- . C e _ E%192[Ny]
bility can be found simply by minimizing a(6,60s) = I CAEEICE

(V($791792) + /Ox V(z —y,01,02)dFy (y) + Fy(z) — 1)-

Similarly, the expected aggregate profit becomes

E[X1|Xo = 0] = ¢ (6;) + P (6,) — B2 [N, RO 02y,

6.2 Numerical Results

Throughout this subsection, Y; are assumed to be i.i.d gamma distributed random variables with shape pa-
rameter, a, and scale parameter, k. Therefore, the mean is, E[Y] = ak. The constants used are a = (2,2),
k = (500,500), A = (800,800), 81 = (—0.5,—0.5), B2 = (4,4.5) and r is taken to be 20% of the pure premium if
the exposure was 40%, that is r = 0.4 * 0.2kaN. The operational cost is therefore 8% of of the expected total
amount of claims in the market. The only difference in the two processes lies in (s, that is, surplus process 2
is more sensitive to the security loading parameter. The dependence parameter of the Clayton Lévy copula is
set to w = 0.5. The programming language R was used for every calculation.
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6.2.1 Single Surplus Process

The surplus processes are first considered separately according to equation (6.1). The ruin probability and the

*

expected profit is graphed as a function of  for the two processes. 0, was found by minimizing «.
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Figure 11: Surplus process 1. The blue lines show the ruin probability as a function of 6 for a given surplus x. The black line shows the

expected profit per time unit as a function of 6. The blue dots show the minimum ruin probability for each surplus. 8;,.,;;, and 07,,,
denote the optimal security loading parameter for the expected profit and for the probability of ruin, respectively.

From figure 11 it can be seen that the optimal security loading parameter for the ruin probability is, 6;,,, =

0.435, while the # that maximizes the expected profit is lower or 67, ., = 0.359. Moreover, in this example, the

P
maximum expected profit is 22.843 units and is given at Ggmﬁt units. The expected profit taken at the point
07 ,.in gives a lower expected profit.
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Figure 12: Surplus process 2. The blue lines show the ruin probability as a function of 6 for a given surplus x. The black line shows the

*

expected profit per time unit as a function of 8. The blue dots show the minimum ruin probability for each surplus. G;Mfit and 6,
denote the optimal security loading parameter for the expected profit and for the probability of ruin, respectively.

From figure 12 it can be seen that the optimal security loading parameter for the ruin probability is 87,,,,, = 0.358,
while the # that maximizes the expected profit is again lower or 67, it = 0.319.

Obviously, for both processes, the ruin probability decreases with increasing surplus. Moreover, it can be seen
that surplus process X5 has higher probability of ruin than surplus process X; for the same amount of surplus.

*

The sensitivity of the demand curve affects the ruin probability and 67,,,, greatly. The more sensitive to the
exposure the demand curve is, the closer the 6 ., and 67 ,, are. A more sensitive curve also has higher
probability of ruin for a given surplus, which indicates that more competitive insurance products are riskier.

These effects can be seen if the two figures (11 and 12) are compared. Conversely, if the demand curve is not
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sensitive to the price, then the gap between G;Tofit and 67, can become quite large. Additionally, it can

be seen from the curve at surplus = 100 that the ruin probability for 67 ., and 67, are similar but as the
surplus grows the values start to differ and once the surplus is great enough the two 8 values of 6 result in similar
ruin probabilities again. Meaning that if the insurance firm has high surplus then they can choose arbitrary 6
without risking the chance of ruin. If the surplus is great enough then the value of 6 does not matter as much.
However, having too much reserves can be bad for insurance companies as it can be seen as a negative leverage.

The bowl shape of the blue curves is because of the interplay between the fixed cost and the demand curve.

0%, should give the minimum ruin probability at all surplus values. This can be tested by graphing multiple
ruin probability curves and compare it with the one obtained by 67,,,. Figure 13 shows that 8, gives the
minimum ruin probability indeed.
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Figure 13: The figure compares the optimal value function of surplus process, X; (blue line) to other cost functions (grey lines). The blue
line is achieved by setting § = 6 . . All the cost functions lie above the optimal value function, as is expected.

ruin

6.2.2 Two Aggregated Surplus Processes with Common Loading

Next, the two surplus processes, X1 and X5 are aggregated, as explained in the beginning of this section. Both
independent (Process (6.3)) and dependent cases are analyzed. Dependence is considered via a Clayton Lévy
copula (Process (6.2)).

Surplus, Dep. Claims

100 -> 0.92

5000 -> 0.59
— 15000 -> 0.24
— 20000 ->0.15

1.00 1 [ 35627.34

0.751

- Expected Profit Dependence

Surplus, Ind. Claims

100 -> 0.92

5000 -> 0.57

15000 -> 0.21
— 20000 > 0.13
[ 10000.00 — 30000 -> 0.05
— 40000 -> 0.02
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Probability of Ruin
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Figure 14: Ruin probability when X; and X, are aggregated as a function of the security loading parameter, €, both when they are
independent and dependent via Clayton Lévy copula with w = 0.5. The blue curves show the ruin probability when the two processes are
independent for different values of the surplus and the red curves show the same for the dependent case. The curves have similar shapes, but
the ruin probability is higher in the case of dependence, for the same surplus. The values in the legend show the minimum ruin probability
for a given surplus (surplus — probability).

Figure 14 shows the ruin probability of the aggregated surplus process as a function of the security loading pa-

rameter, 6, both when they are independent and dependent via Clayton Lévy copula. The red curves represent
dependence while the blue curves represent independence.
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Firstly, it can be seen that the expected profit is the same for dependence and independence and from the figure,
9;0 it ~ 0.34. The reason is that the claim mean and the claim frequency is almost the same (numerically) for
dependence and independence.

Secondly, the dependent case has a higher probability of ruin than the independent case for the same amount
of surplus. That is not surprising as figures 9 and 10 gave the same result. However, the ruin probability is
almost the same for small surplus values as can be seen from the figure. Interestingly, the optimal loading for
dependence and independence seem to be the same and numerically the values are 07, ., = 0.4 =67 .. ;...
The surplus value does not change the optimal loading 6*, as expected. When Figure 14 is compared to Figure
10 it can be noted that the ruin probability difference is greater in the latter figure, showing that the risk in the
market is greater. The reason why the ruin probability difference is relatively small is because of the probability
p(1’2)(9). The fact that the insurance company does not always have the both claims Yl and Yl when a

common jump occurs reduces the risk.

Finally, the difference of the two curves (red and blue) for a given surplus seems to be increasing with increas-
ing surplus, meaning that the ruin probability in the independent case decreases more rapidly with increasing
surplus then for the dependent case. Therefore, it is clear that the dependent case is riskier. The same effects
can be observed in Figure 10.

The optimal security loading parameter is around 0.4, which is very close to the weighted average of the optimal
loading parameter of the isolated surplus processes where the weight is the exposure ratio of each surplus process,
that is

1 1
o 0.435 1+exp(—0.6+4x0.4) +0.358 1+exp(—0.6+4.5%0.4)
eweighted = 1 i ~ 0.4

TTexp(—0.674%0.4) T THexp(=0.674.5:0.0)

*
ruin?

which strongly indicates that the optimal value, is simply the weighted average.

6.2.3 Two Aggregated Surplus Processes with Separate Loadings

It is more realistic to consider # as a vector so that the loading parameter can be changed for each surplus
process separately to spread the total premium over the policies in an optimal way. The two surplus processes,
X1 and X5 are aggregated as before and the constants are the same but let § = (61, 62).
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Figure 15: Expected profit (left) and the ruin probability (right) when X; and X, are aggregated, as a function of the security loading
parameters, ;1 and 03. The processes are assumed to be independent and the surplus is fixed at = 5000. The parenthesis in the right
figure shows the optimal values of 0; and 62 with the ruin probability as a criterion. The arrow shows which values 6; and 62 are mapped
into, thus showing the minimum ruin probability. The parenthesis in the left figure shows the same for the expected profit. The shape of
the contour plot is due to the fact that the 6 grid considered is sparser for values that give high ruin probability

Figure 15 shows the expected profit (left) and the ruin probability (right), when X; and X5 are assumed to be
independent and aggregated, as a function of the security loading parameters, 6; and 5. The surplus is fixed
at x = 5000 and the optimal values are shown in the figure. It should be noted that many surplus values were
tested and they all gave the same value for #; and 65, only the ruin probability level changed. Note that the
optimal loading parameters for the expected profit are the same as those for the individual surplus processes.
However, the optimal loading parameters for the ruin probability change when compared to the individual one
(compare it with Figures 11 and 12). When compared to the optimal loading parameter for the individual
surplus process, 61 decreases from 0.435 to 0.42 and 6, increases from 0.358 to 0.38. Therefore, the optimal
security loading parameter decision is to decrease the loading parameter of the less sensitive surplus process
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while increasing the loading parameter of the more sensitive surplus process. Additionally, when compared to
Figure 14, the minimum ruin probability for one shared loading is 0.57 while the ruin for two loadings is 0.56,
showing only a marginal difference. When the same is done for other surplus values a similar difference is found.
The expected profit is marginally higher.

Lastly, consider the case when the surplus processes are assumed to be dependent via Lévy Clayton copula and
that the loadings can be changed for each surplus process separately.
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Figure 16: Expected profit (left) and the ruin probability (right) when X; and X, are aggregated, as a function of the security loading
parameters, #; and 2. The processes are assumed to be dependent via Clayton Lévy copula and the surplus is fixed at = 5000. The
parenthesis in the right figure shows the optimal values of #; and 62 with the ruin probability as a criterion. The arrow shows which
values 0; and 02 are mapped into, thus showing the minimum ruin probability. The parenthesis in the left figure shows the same except
for the expected profit. The shape of the contour plot is due to the fact that the 6 grid considered is sparser for values that give high ruin
probability

Figure 16 shows the ruin probability when X; and X5 are aggregated as a function of the security loading
parameters, 61 and f;. The shape of the contour plots is due to the fact that the 6 grid considered is sparser
for values that give high ruin probability. The processes are assumed to be dependent via Clayton Lévy copula
and the surplus is fixed at z = 5000.

It can be seen that the optimal loadings #; and 6 are the same as the ones in the case of independence and the
minimum ruin probability is higher (compared to Figure 15). The expected profit is the same as the independent
case, both the value and the loadings. Again, the optimal security loading parameter decision is to decrease
the loading parameter of the less sensitive surplus process while increasing the loading parameter of the more
sensitive surplus process. The difference between the ruin probability in Figure 16 vs Figure 15 is only 0.03
still the surplus is low compared to the expected profit, if the surplus would be increased to = 20.000 the dif-
ference would become greater. The difference would then decrease again if the surplus were increases to =~ 40.000.

Additionally, when compared to Figure 14, the minimum ruin probability for one common loading is 0.59, which
is the same as the ruin probability for separate loading selections, therefore the difference is only marginal.

7 Conclusion and Future Research

One of the objectives in this thesis was to determine the security loading parameter in an intelligent manner.
The ruin probability was chosen as a criterion and the expected premium principle used. In this thesis, methods
that can be used to calculate the infinite and finite time ruin probability of a claim process (numerically) were
obtained. It was determined that the infinite time ruin probability is increasing with the ratio of intensity
and premium income. The dynamic programming principle was then used in order to find the optimal load-
ing parameter for periodic updates of the premium. Lévy Copulas proved to be a useful tool when modelling
dependence of jump processes. Bivariate jump processes were only considered but the theory can easily be
extended to higher dimensions. It was shown that if the loadings of the single claim process and the loadings
of the bivariate claim process are compared, then the optimal decision is to increase the loading of the more
sensitive process while decreasing the other. The optimal loadings for the dependent risk process are not the
same as those for the independent risks. Finally, it could be seen that the dependency constant increases the
ruin probability of the claim process, indicating that a portfolio of dependent claims is riskier than a portfolio
of independent claims, for the same surplus.
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The model considered in this thesis is very simple and a lot of modifications can be done. For example, claim
severity and premium income discounting can be added. There is also the possibility to add lags to the claims
as claims are usually not paid immediately. This is done in loss reserving and might be an interesting dy-
namic to add. The ruin probability would most likely decrease as the claims start to lag while the premium
income stays the same. Premium income is discrete so a discrete premium income in the claim process could
be considered. However, if the premium income is discrete, then the claim process is no longer stochastically
continuous, which will make the analysis more difficult because the infinitesimal generator is only defined for
stochastically dependent processes. One would have to break the ruin probability into parts where a finite
ruin probability is considered between premium incomes. A more realistic model would consider investments
and reinsurance. The problem would then be about assessing the impact of reinsurance and determine the
role of investments in minimizing the ruin probability and to determine the optimal reinsurance and/or the
security loading. Finally, it would be interesting to consider dependency in the acquisition of different policies
for a customer. This dependency structure could be characterized with ordinary copulas. Considering another
Lévy copula between the claim processes would of course be interesting as well. Another possible idea is to
implement reinforcement learning (RL). RL iteratively interacts with a simulation of the insurance model and
selects actions that minimizes the insurer’s ruin according to the feedback from the data.

It can be concluded that ruin probabilities can be used as a risk management tool namely in determining the

loading parameter of premia and that Lévy copulas provide a flexible and elegant modelling of dependent jump
processes allowing insurance companies to take dependencies into account.
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A  Numerical Schemes

A.1 Numerical scheme for equation 3.4, using linear approximation

Consider the process

Nt
Xt:qucthYi
i=0

where Y; are iid absolutely continuous random variables with distribution F(x) and Ny is a Poisson(At). To
approximate equation 3.4, take a grid of points € = 2o < 21 < ...z, x; € R, Vi € N, e > 0, with equal interval

lengths, h = x; — x;—1. A linear approximation is used to approximate V(x)

V() = V(e 1)

Vi(z)=V(zj_1)+ (z—mj_1), z€[wj1,z5),5<i

h
where w is an approximation of the derivative Vv’ ( 1), using the So- called forward difference
Let V; denote the approximation of V(z;). Let S(z fo y)dy and S(x fo y)dy. For each x;,i > 0
solve the following equation
V() — V(0+) = / V(s — y)Fy)dy

The goal is to develop a recursive method from x as the value of Vj is known.
if 1=0

Set Vy =1— 2E[Y]

if i=1
Calculate
Vi=Vo+ */m((Vo v 0)(fﬂl —y — 0))F(y)dy
= o + = (Vo(S(1) = S(wo)+
Vrl - VO ([371 iy—mo}zo §($1) §($0)))
=Vo+ A(al 1+ i ; Voaz,l)
=
A a1
(1-— Wi =Vo+ Vol — ==)
if i>1
Calculate
V)=V = 2(X [ V- nsein+ [ V- nsw)
=2 (3 (Feslte) = Stajoa) + PEETI (o y -l + Say) - ayo0)) ¢
j=2
VioaBlen) = Slan) + = (s =y = icalfy + Slen) — S )
= 20 (Fes8a) = Slag-a)) + I (= — iy + () — (1)) )+
i V- Vi
Viciar; + P z>
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)\0,271' = —
(1- oh Wi = Vot
A : =, & G ‘72’— j — ‘7i— j T, Q Q
C( (Vz‘—j(s(l‘j) = S(zj-1)) + %([xz —y—ziglg_, +S(z;) - 5(133‘—1)))4-
j=2
, v
Vz‘—lal,i Tlaz 1)

: Estimation of V(z)

Let the symbol "denote a vector.

Initialize

:E_:for some I, ..., Tp

V with length equal to the length of Z
N, < length of ¥

# loop to estimate each value in V
for i in 0,...,(N, — 1) do
if i = 0 then

| T 1-2E[Y]
else if i = 1 then

| V7 < take case i = 1 from above and isolate V3
else

| V; < take case i > 1 from above and isolate V;
end

end

Return V, 7

A.2 Utilize the Probability Distributions and the Discretization of the Lundberg
Process

Consider the process

Ny
X =u-+ct— Z Y;
i=0
where Y; are iid continuous random variables and N; is a Poisson(At). To approximate equation 3.12, take
t € [0,7] and fix K, M € N large enough. Next, create a grid of points such that ¢; = i%, 1=0,1,..., K and
T = j%, j=0,1,..., M. W denotes the random variable of the arrival time of the next claim. Let V; ; denote
the approximation of V(¢;, x;).

1<=K-—-1 and j <M

T
Vij=P (W > ?)Vi+1,j+1+
T cr
PW< %) (P(Y < 57 )WVerng+
P (% <Y < Q—T)V;H,j,ﬁ
T T
P (2% <Y< 3%)1@“%2 tot
T . cT . cT
P (J? <Y<+ 1)?)‘/#1,0 +P(Y > (5 + 1)?»
T
=P (W > ?)‘/i+1,j+1+

P(W < 9(;)“7"0; <Y <(r+ 1)%)1@1&4 +P(Y > (+ 1)%))

i<K—-1 and j=M
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The algorithm uses future values with respect to space so we need to give it an end condition. Because the
compound Poisson process has finite variation and if M is large enough then set Vi pr41 = 0 in the equation
(as this index does not exist in the matrix). The equation becomes

Vi =P (W <

=1

)(ZP (r% <Y <(r+ 1)%)1/,417]»_? FP(Y > (G + 1)%))
r=0

: Estimation of V7 (T, z)
Let the symbol "denote a vector.

Initialize

T as finite time horizon

K gives final time value tg

t[0,.., KL

M gives final surplus value 7, high enough such that V(t, z7) = 0,Vt € [0, T[ V with length equal to
the length of &

Z + |0, ,M]% V a matrix of size (K +1) x (M + 1)

V.. + 0, (all columns in row K)

# loop to estimate each value in 17
foriin K—1,..,0do
for j in 0,....,M do
if j < M then
| Vis e POV > BV + B (W < ) (S P (r L <Y < (04 D) Vi g + B (Y > (4 D))
else
| Vi = BW < B) (S0P (rF <Y S 4 D) Vi +B(Y > G+ D))
end

end
end

Return ‘7'7 r
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