UNIVERSITYW

This is a repository copy of Delayed Capital Injections for a Risk Process with Markovian
Arrivals.

White Rose Research Online URL for this paper:
https://eprints.whiterose.ac.uk/161196/

Version: Published Version

Article:

Athanikkal Sasidharan, Dibu, M J, Jacob, Papaioannou, Apostolos et al. (1 more author)
(2020) Delayed Capital Injections for a Risk Process with Markovian Arrivals. Methodology
and Computing in Applied Probability. ISSN 1573-7713

https://doi.org/10.1007/s11009-020-09796-9

Reuse

This article is distributed under the terms of the Creative Commons Attribution (CC BY) licence. This licence
allows you to distribute, remix, tweak, and build upon the work, even commercially, as long as you credit the
authors for the original work. More information and the full terms of the licence here:
https://creativecommons.org/licenses/

Takedown
If you consider content in White Rose Research Online to be in breach of UK law, please notify us by
emailing eprints@whiterose.ac.uk including the URL of the record and the reason for the withdrawal request.

eprints@whiterose.ac.uk
https://eprints.whiterose.ac.uk/




Methodology and Computing in Applied Probability
https://doi.org/10.1007/511009-020-09796-9

®

Delayed Capital Injections for a Risk Process Check for
with Markovian Arrivals hadaiss

A.S.Dibu" - M. J. Jacob' - Apostolos D. Papaioannou? - Lewis Ramsden?

Received: 15 April 2019 / Revised: 2 March 2020 / Accepted: 17 May 2020 /

Published online: 21 June 2020
© The Author(s) 2020

Abstract

In this paper we propose a generalisation to the Markov Arrival Process (MAP) risk model,
by allowing for a delayed receipt of required capital injections whenever the surplus of an
insurance firm is negative. Delayed capital injections often appear in practice due to the
time taken for administrative and processing purposes of the funds from a third party or the
shareholders of a firm. We introduce a MAP risk model that allows for capital injections
to be received instantaneously, or with a random delay, depending on the amount of deficit
experienced by the firm. For this model, we derive a system of Fredholm integral equations
of the second kind for the Gerber-Shiu function and obtain an explicit expression (in matrix
form) in terms of the Gerber-Shiu function of the MAP risk model without capital injections.
In addition, we show that the expected discounted accumulated capital injections and the
expected discounted overall time in red, up to the time of ruin, satisfy a similar integral
equation, which can also be solved explicitly. Finally, to illustrate the applicability of our
results, numerical examples are given.
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Methodology and Computing in Applied Probability

1 Introduction
Let {U;}:>0 be the risk process of an insurer at time ¢ > 0, defined by

N;
Uy=u+ct—) Xi (1.1)

i=1

where # > 0 is the insurer’s initial capital, ¢ > 0 is the continuously received constant
premium rate, {N;};>0 is a counting process denoting the number of claims received up
to time ¢+ > 0 with a sequence of random variables {0;};cn denoting the i-th claim epoch
and { Xy }ren+ forms a sequence of i.i.d. random variables representing the amount of the k-
th claim, having (common) cumulative distribution function (c.d.f.) Fx(-), density function
fx(-), and finite mean u = E(X) < oo.

In this paper, we consider a fairly general setting for the above risk model by assuming
that the claim counting process, {N;};>0, with {0 };en claim arrival epochs, is governed by a
Markovian Arrival Process (MAP), which includes the classical and (most) Sparre Andersen
risk models, as well as models with correlated inter-claim times as special cases. A MAP
with representation M AP, (&T, Do, Dl), of order m > 1, is a two-dimensional Markov
process, denoted by {(N;, J;)}:>0, on the state space Nox {1, ..., m}, where {J;};>0 denotes
the state of an underlying Continuous-Time Markov Chain (CTMC), defined on the state
space E. For E = {1, ..., m}, the underlying CTMC exhibits two different categories of
state transition: (a) transitions between states i and j # i € E, occurring without an
accompanying claim, which are given by the (i, j)-th element of Dy, namely Dy (i, j) > 0,
and (b) transitions from state i to state j (possibly with j = i) in E with an accompanying
claim, which are given by the (i, j)-th element of Dy, namely D;(i, j) > 0. The diagonal
elements of Dy are assumed to be negative such that each row of the matrix Do + D is zero.
Moreover, the initial state distribution of the underlying CTMC is given by the probability
row vector &' = (1, ..., o), with ¢; = P(J(0) = i), fori € E, where T denotes
the transpose vector/matrix. For more details of MAP’s see Neuts (1979), Latouche and
Ramaswami (1999), and Badescu et al. (2005a) and the references therein.

Due to the matrix form of the MAP set up, it has been natural throughout the litera-
ture to assume that claim amounts, { Xy };en+, follow a phase-type (PH) distribution, which
allows for analysis of the overall risk model through the extensive theory of matrix analytic
methods, see for e.g. Badescu et al. (2005a, b), Ahn and Badescu (2007), among others.
In addition, given that a claim occurs during a transition from state i to j € E (with rate
D (i, j)), the versatility of the MAP allows for the claim size distribution to be dependent on
the environmental states prior to and following the claim arrival epoch, i.e. states i, j € E.
This flexibility provides the framework for modelling claim sizes that depend on external
environmental factors, such as automobile liabilities and weather conditions or claims aris-
ing from natural disasters. Under this general formulation, any claim that occurs during a
transition from state i to j € E is assumed (without loss of generality, see Ramaswami
(2006) pp- 501 and Appendix 2 of the same paper for details) to have a phase-type distribu-
tion of order n > 1, with representation PH,,()Z.JT., H;;), which is equivalent in distribution
to the absorption time of an (n + 1)-dimensional CTMC where the transitions between its
n transient states are given by the transition rate matrix H;;, transitions into the absorb-
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ing state by the column vector ﬁij = (hij(l), A hij(n))T = —HijI,,, where I,, is an
n X 1 column vector of units, and initial distribution given by the probability row vector
)7J = (yij(1), ..., ¥ij(n)), such that the associated c.d.f. and p.d.f. are given by

Fij(x)=1-73]e% 1, fi;(x) = 7,] M hy;.

One of the first considerations of the MAP/PH model, in an insurance setting, was pro-
posed by Badescu et al. (2005a) through its comparison with fluid queue processes. The
related fluid queue process comprises of an underlying irreducible CTMC with transition

intensity matrix
T Ti2
T= ,
<T21 T

where, during the sojourn time that the CTMC spends in states governed by the matrix T,
the fluid process increases and, on the other hand, decreases during times spent in the states
governed by the matrix T»,. The connection between the fluid queue process and the risk
process is realised by relating the duration of increasing fluid flow with incoming premiums
- without loss of generality the premiums can be set as ¢ = 1 due to possibility of rescaling
the time units - and, by freezing the time evolution upon a transition from increasing flow
to decreasing, the decreasing fluid flow with the claim size random variables (see Badescu
et al. (2005a) for details). It was pointed out in this paper that this model can incorporate
dependence between claim sizes and the state of the environmental process, however, the
mathematical representation was not discussed. Ramaswami (2006) extended this work and
considered the dependent case more explicitly. Therefore, we will recall the construction
of the sub-matrices from this work below and direct the reader to Ramaswami (2006) for
further details.

In general, for the state dependent MAP/PH risk model described above, the associated
fluid flow process with rate matrix T, has m + m?2n environmental states with sub-matrices
Ty, fork, I =1, 2, defined as follows:

(@) T11 = Dy, since any state transition that occurs without an accompanying claim is
equivalent to a state transition whilst remaining in the upward flowing segment of the
fluid process;

(b) In order to model the dependent claim size/downward flowing segment of the fluid
process, we require three indices (i, j, k), where i, j € E are the environmental states
prior to and following the claim arrival epoch, respectively, and k € {1,...,n} is
the initial state of the corresponding PH claim size distribution, i.e. the state with ini-
tial probability y;; (k). It follows that the set of all elements (i, j, k) is of size m%n
and the governing matrix T, which describes transitions from upward flow to down-
ward flow in the fluid process or equivalently a transition with an accompanying claim
arrival, is such that the non-zero elements T, (i, (i, j, k)) are defined by

T2, G, j, k) = D@, jyij(k), (1.2)

which represents the rate at which a claim arrives during a transition from state i to
Jj € E with initial state k for the PH claim size distribution having representation

PH, <J7,~]T,Hij)-
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(c) The sojourn time and state transitions whilst in the downward flowing segment of
the fluid process are described by the sub-matrix T, which has non-zero elements
associated to the triple indices (i, j, k), defined by the equation

Ty (G, j,r), (G, j,8) = Hij(r,s), for 1<rs <n, (1.3)

where H;j(r, s) denotes the (r, s)-th element of the transient matrix H;; for the PH
claim size distribution. This corresponds to the possible transitions within the transient
states of the PH distribution before absorption.

(d) Finally, the sub-matrix Ty contains the transition rates from the downward flow back
to the upward flow in the fluid process and, due to the aforementioned connection
between the fluid and risk process, is equivalent to the absorption rates of the PH
distribution. Thus, all the non-zero elements are defined by the equation

Toi (G, jor), )=— Y, Hij(rs) =hi(r). (1.4)

We point out here that although there may be multiple state transitions within the
‘downward flowing’/claim size segment of the process, we have frozen time at the
claim arrival epoch. With this in mind, it is vital that the above set-up for the sub-
matrices of T are constructed in such a way as to preserve the state of the MAP at the
time of the claim arrival. That is, given that a claim occurs during a transition from
states i to j € E, the transition matrix T must be constructed so that following the
claim size/downward flow transitions, we arrive back in state j of T1; = Dy, at which
point time restarts and the risk/fluid process continues.

Remark 1 Due to the high dimensionality of the dependent model and the complexity of
the possible state transitions, it is difficult to define explicit forms of the sub-matrices of
T and thus, we have to express the matrices as described above. However, in the case of
independent and identically distributed claims, i.e. no dependence on the states prior to and
following the claim arrival epoch, the dimensions of T reduce to m + mn and the sub-
matrices can be written explicitly as

T — Ty T12>: _Do yT ®D
Tz T2 hel, HRL, /)’
where I, denotes the m-dimensional identity matrix, ® the Kronecker product and )_/'T, H

and 1 represent the (common) PH claim size distribution of order n (see Badescu et al. 2005a).
Moreover, in the non-dependent, we can express the so-called net profit condition by

- > 1-1 S Tra—17
[ ™Dil, ] > [y TH 'L, ], (1.5)
where 7 T denotes the stationary probability of the CTMC, {J; } +>0. This can be modified for

the dependent case by accommodating for the variety of different PH transient generators
H;; and and corresponding initial vectors )7le the details of which are omitted here.

For the above MAP/PH model we define T = inf{t > 0 : U; < 0} to be the time to ruin and

$s (1) =Y cidhs i (u),

i=1
where
95,10 =E (70 (Ur—, 1Ur) L7 <o U0 = 0, Jo = i)
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to be the Gerber-Shiu expected discounted penalty function, where § > 0 is a discount
factor, w(-, -) a non-negative, bivariate function describing the penalty at ruin, Ur_ and
|U7| the surplus immediately prior and deficit at ruin, respectively, and I(4) denotes the
indicator function with respect to the event A.

The Gerber-Shiu function was first introduced in the seminal paper of Gerber and Shiu
(1998) and unifies a variety of different risk quantities into a single function; a detailed
study of which, for the MAP/PH risk model, can be found in Ahn and Badescu (2007). In
the following years, the MAP risk model has attracted some attention in the actuarial and
queuing theory literature and has been extended beyond the consideration of this general
risk quantity in a number of different directions, see Badescu et al. (2007b) for a risk model
with a multi-threshold strategy, Dibu and Jacob (2019) for a claim/by-claim risk model,
Cheung and Landriault (2009) for the perturbed MAP risk models with dividend barrier
strategies and the references therein.

On the other hand, as well as technical extensions to distributional aspects of the classic
risk model, there have also been significant generalisations in terms of market features. In
particular, the consideration of possible capital injections to restore the capital level when
a firm is in deficit. The addition of capital injections within the classic risk model was
first proposed by Pafumi (1998), for which a fall below zero required a necessary capital
injection, equal to the size of the deficit below zero, to restore the surplus. Following its
inception, the capital injection risk model has received a great deal of attention [see for
example (Kulenko and Schmidli 2008; Nie et al. 2011) and the references therein], with all
of models considering instantaneous receipt of the required injection.

In practice, capital injections are usually applied to a firm following some delay time
(due to administration or processing requirements or periodicity of the decision for the
capital injection - for the latter see Zhang et. 2018) and thus, the instantaneous receipt of
capital injections proposed in the current models is, in some cases, an unnatural consider-
ation. Ramsden and Papaioannou (2019) considered the Cramér-Lundberg risk model with
delayed capital injections and derived a number of results for the ruin probability, however,
their assumption that there is no restriction on the maximum size of the required capital
injection and thus, the possibility to recover from an arbitrarily large deficit, is optimistic.
In this paper, in order to better capture the reality of capital injection transactions, we intro-
duce a delayed capital injection risk model with deficit constraints that allow for correlations
between inter-claim times and claim amounts. For this model, we show that the Gerber-Shiu
function satisfies a system of Fredholm integral equations, which can be solved to provide
an explicit solution.

This paper is organised as follows: In Section 2, we define a MAP/PH risk models with
delayed capital injections. In Section 3, we derive a system of Fredholm integral equations for the
Gerber-Shiu function. The latter system of integral equations is solved explicitly in Section 4.
In Section 5, we consider a further quantity of interest, namely the expected accumulated
capital injections up to time of ultimate ruin and show that these quantities also satisfy the
Fredholm integral equation of the previous sections, which can be solved explicitly. Finally,
in Section 6, we give numerical examples to illustrate the applicability of the results.

2 The Delayed Capital Injection Risk Model
In this section, we will introduce a modified form of the delayed capital injection risk model

proposed by Ramsden and Papaioannou (2019), adapted to the MAP/PH setting and define
the associated time to ultimate ruin.
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Firstly, in a similar way to Ramsden and Papaioannou (2019), let us consider a deter-
ministic value k > 0, which, in the following, will be referred to as a critical value for the
deficit of the surplus process, indicating whether the receipt of a necessary capital injection
comes with some time delay or is received instantaneously. Further, let us impose a second
critical value, denoted by £ > k > 0, such that a deficit greater than this level results in
immediate ruin. Then, due to the fact that the (possible) delay time of a capital injection is
dependent on the deficit size at the first deficit time, 7', we have three different possibilities:

®
(i)

(iii)

|Ur| < k, for which a capital injection of size |Ur| is required to restore the surplus
to a non-negative level and is received instantaneously from readily available funds;
k < |Ur| < ¢, for which the available funds are unable to cover the required
capital injection and thus, the injection is received after some random time delay, dis-
tributed according to the (common) continuous random variable L, with c.d.f. Fy (-)
and p.d.f. f7(-). During this delay time of the capital injection, we assume that the
company continues to receive premium income and thus, if the surplus is able to
recover to the zero level exclusively from these premiums before the receipt of the
capital injection, and the occurrence of subsequent claim (in which case ruin occurs
- see below), the company cancels the processing capital injection and restarts from
this point [see Fig. 1b].

|Ur| = £, for which the shareholders are not willing to inject the required amount of
capital in a single transaction and immediate ruin occurs at this point [see Fig. 1d].

Ue

A T

t : / t
—k i v

(a) Delayed capital injection arriving before
subsequent claim in deficit.

(b) Cancellation of capital injection
following recovery by premiums.

U, Ut
wt” / ut” /
f ; f —
a T,=T ¢ 1 T,=T t
- y« -
_ —k
k / v
—¢ — -

(¢) Subsequent claim arriving before delayed
capital injection, resulting in ultimate ruin.

(d) Deficit larger than second critical level —¢,
resulting in immediate ruin.

Fig. 1 Possible sample paths following a fall into deficit
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Given the above set up, the modified surplus process with delayed capital injections,
denoted {U,};>0, is given by

oo
Ur = Ur + 103 57, )<u] (k<1 1<0) 0 (T +Le<n) ) 2.1
i=1
where T; = inf{t > T;_1 : l~/, < 0, [7,_ > 0}, is the i -th time the surplus falls below zero,
with Top = O and 71 = T, and {L;};cn+ is the sequence of delay time random variables
corresponding to the i-th deficit, with P (L; =0) = 1 almost surely if |Ur,| < k and
d
L; ~ L, otherwise. -
For the modified process {U, };>0, ultimate ruin can occur in one of two ways such that
the time to ruin, denoted 7', is defined by

T = min{T}, T},
where

T] = inf{a,- >0:—4 < ﬁa,-,] < -k, 0, —0i_1 < {Lj A |ﬁ(,i7,|}},

fori, j € NT, is the time of ruin due to the occurrence of a subsequent, following a fall into
deficit between —¢ and —k, before the receipt of the delayed capital injection or recovery
to zero via premiums alone [see Fig. 1c] and

T, =inf{t >0: U, < —¢},

is the time of ruin due to a claim occurrence that drops the surplus below the level —¢
[see Fig. 1d]. Thus, the corresponding Gerber-Shiu function for the risk model in Eq. 2.1,
denoted ¢s k¢ (1) = ¢5(u), is defined by

G5 () = etihs. i (w), 22)
i=1

where
s.i (1) = E(e T &(Ug_ IUP)[Fco)|Uo = u. Jo =), for ieE. 2.3)

Remark 2 Due to the set up of this model and definition of ultimate ruin, the surplus prior to
ruin can, in fact, be negative and be interpreted as the deficit prior to ruin. This extends the
classical Gerber-Shiu function for which the penalty function takes only positive variables.

The results for the Gerber-Shiu function defined in Eq. 2.2 will be given in terms of risk
quantities of the MAP/PH risk model in the absence of capital injections. For this reason,
we further define the following associated risk quantities, for which explicit expressions
can be found in the MAP/PH risk model and can be easily retrieved as special cases of the
Gerber-Shiu function, see for e.g. Ahn and Badescu (2007).

Given that the MAP process has initial state i € E and is in state j € E at the time of
deficit, let F1P) (u, 1, x) = (F}*"u, 1, 0))",_, with elements

FiP b, x) = P(T <1, Ur— <x,a <|Ur| < b, Jr = j|Jo=1i,Up=u),

@ Springer



Methodology and Computing in Applied Probability

be the joint probability of the time to deficit, the surplus prior to deficit and the size of the
deficit in the interval [a, b]. Then, we denote the corresponding joint density matrix by

93 m
/ —(F m _ (9 playl
F (ua ta X, )’) - (ﬁj(uv z, X, y))i!jzl - (81‘3)68)) F‘z] (l/t, ta X)>i,j:1
Finally, let Wl@-b1(y 1) = (Wl.[;’b](u,t));.njzl = limy_ o0 F1*? (u, t, x) denote the m-

dimensional square matrix, whose elements represents the joint probability of the time to
deficit and the size of a deficit in the interval [a, b], with corresponding joint density matrix

m
i

o) 82 “ m
W t0) = gt ) = ([ fytrxman)” = (5wl n)

=1 i,j=1

3 A Matrix Fredholm Integral Equation

In this section, we use probabilistic arguments to show that the Gerber-Shiu function vector
&)5(14) = ($5,l(u), e, a&m (u))T, satisfies a Fredholm integral equation of the second
kind.

Due to the number of possible events that can occur following a fall into deficit, we
separate the events into individual cases. That is, by conditioning on the size of the deficit
below zero, the subsequent claim inter-arrival time and corresponding capital injection delay
time, L, we have the following cases:

(i) A deficit of at most k > 0: In this case, the capital injection is received instanta-
neously and the MAP process restarts with zero surplus;

(i) A deficit between the two critical levels k > 0 and £ > k: In this case, the capital
injection is received after some time delay during which there exists three further
possible events:

(a) The capital injection is received before the arrival of a subsequent claim or recov-
ery to the zero level via premiums and the process restarts from some positive
capital. Note that, during the time delay the MAP may make non-claim state
transitions which are described by the matrix exponential ¢P0%;

(b) A claim arrival occurs before the capital injection is received or the process
recovers to the zero level via premiums. In this case, ultimate ruin occurs (77)
and a penalty &(x, y) is enforced ;

(c) Neither the capital injection nor a claim arrival occurs before the surplus is able
to recover to the zero level via premiums. Thus, the capital injection is cancelled
and the surplus restarts from zero, accounting for any (possible) non-claim state
transitions of the MAP;

(iii)) Finally, the dgficit can exceed the critical level £ > k > 0. In this case, immediate
ruin occurs (77) and a penalty @(x, y) is enforced.

Hence, by conditioning on the time of the possible events described above (in order), the
state of the MAP at the time of deficit and using the joint distribution matrices defined in
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Section 2, it follows that the Gerber-Shiu function vector, <i>5 (u), satisfies the following
integral equation

oo prk
s (u) =/ /e_‘s’W’(u,t,y){)g(O)dydz

/ f ‘”W’<ury>[/ ¢35 11 ()P0 By (s) dis

—}-f “SFL (s)e 0T12/ 25000 &(s — v,y + x — s)dxds
0 0

e F ()P $y (0)] dy dt

o o0 o N
+f / / e OF (u, t, x, )1 @(x, y)dy dx dt, 3.1
0 0 l
where ;22 = —T22 im.
Now, let us define the matrices
o0
G 3) = () = [ Wt (32)
and
la,b] la,b] m b
G = (Gl )y = [ Gy, (33)
‘ a

which denote the joint discounted density function of ruin and the deficit at ruin and the
joint discounted probability of ruin with a deficit size in the interval [a, b], respectively.
Employing these matrices, the integral (3.1) can be re-written in the form

®5(u) = As(u)®5(0) + bs(u) + f GEVED ()™ £ (5)eP00 B (s) dis, (3.4)
where
J4
As) = G @) + / Gi(u, y)e ™ Fp (y) Pdy, (3.5)
k

and

. ¢ y _ o -
bs(u) = /k Gj(u, y)/O e BF, (s) eDOSTu/O eT2%%), (s —y,y+x —s)dxdsdy

o0 o0 o0 N
+f / / e F (u,t, x, )1 &(x, y)dydx dt, (3.6)
0 0 l

where x Vv y denotes the maximum between x and y, whilst F'(u, 1, x, y) and G (u, y)
are known risk quantities from the MAP/PH risk model in the absence of capital injections.

In order to obtain an explicit solution to the integral (3.4), we first have to determine the
constant value ®; (0), which can be found by setting the initial capital u = 0 within the
integral equation itself and solving the resulting equation with respect to <i>5(0), yielding

14
B5(0) = (L — AsO) ™" [0 + /0 GPY 0™ fu(9)e™ Bs () ds |, 3D

provided the inverse matrix (I, — As (0))_1 exists, which is proved in the following lemma.
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Lemma 1 Under the net profit condition, the matrix (I,, — A5(0)) is non-singular and thus
invertible.

Proof To show that (I, — As(0)) is a non-singular matrix, by the Lévy-Desplanques The-
orem [see Horn and Johnson 2012] it suffices to prove that (I, — As(0)) is a strictly
diagonally dominant matrix, i.e.

m ¢
1= (6o +; /k 80 0. ) VFL(E™),, )|

)

m m Y2
SDICHITED of (PR AU DN
n=1

J#
foralli =1, ..., m, or equivalently
m m ¢ o
N (GORDS / 80 (0. )™ FL () (™), ), (3.8)
=1 n=1"%
since

m ¢ m ¢
0 <GP0+ /k 85,0, )¢ F 1 () (™), dy < G 0) + Z/k gh (0. ndy
n=1 n=1

m ¢ m
[0.£] s [0,¢]
S Z(Gs.m © +/k 8in(0, ) dy) = ZGS,M O <L

n=1 n=1

Using similar arguments, for the R.H.S. of the inequality in Eq. 3.8, we have

NE

m 4
(6o +3 /k 80 (0. )™ FL (3)(e™),; d)
n=1

~.
Il
-

3

m m @
<L A0 [ 600, dv)as

j=1 j=1n=1
m Y4 m
0,k 0
<2 (o + [ gh0na) =Y 6o <1
j=1 k j=1
under the net profit condition, which proves (3.8) and thus completes the proof. O

Substituting the explicit form of the boundary condition, 53 (0), given in Eq. 3.7, back
into Eq. 3.4, we get the following proposition.

Proposition 1 For u > 0, the Gerber-Shiu vector, i)g (u), satisfies the integral equation

- Z -
D5(u) = T)a(u)Jr/ Ks(u, s)®s(s) ds, (3.9
0
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which is in the form of an inhomogeneous Fredholm integral equation of the second kind
with kernel Ks(u, s), given by

K;(u,s) = Ls(u, s) fr. (s) eP0=2Tm)s,
where
Us(u) = As () (L — A5(0) ™" bs(0) + bs (w), (3.10)
and
Ls(u,s) = As) Ly — A5(0) 7 GFV590) + GV ), (3.11)

with As(u) and 1;5 (u), given by Eqgs. 3.5 and 3.6, respectively.

4 An Explicit Solution for the Fredholm Matrix Equation

In this section, we derive an explicit expression for the Fredholm integral equation system
of Proposition 1 and thus, an explicit expression for the Gerber-Shiu function.

Following from the general theory of solving Fredholm integral equations [see Zemyan
2012], the integral (3.9) has an explicit and obtainable solution provided that the kernel,
Ks(u, s), is separable, by which we mean it can be written in the (general) form

N
Ks(u,s) = Ms;@)Ns;(s),
i=1
for some matrices M ; (u) and Ns ; (s). It follows from the form of the kernel and the matrix
Ls(u, s), given in Proposition 1, that Ks(u, s) is separable provided the matrix G([SS’Z] (u),
for s < ¢, is separable.

In order to show the matrix Gl[gs’e] (u) is separable, we recall the analysis of the Gerber-
Shiu function for a MAP/PH risk model in the absence of capital injections [see Ahn and
Badescu (2007)]. In this paper, the solution of the Gerber-Shiu function avoids the use of
roots to the generalised Lundberg’s equation and, instead, is represented in terms of the
Laplace-Stieltjes transform (LST) of the so-called busy period duration of a fluid flow,
which can be represented as

o0
U(5) = / e 0 eZOx Tox gy
0
where

X(8) = (T11 — 8Ln) + ¥ ()T,

for which the matrix W (§) can be calculated iteratively as a solution to a fixed point problem
[see Asmussen (2000), Chapter VIII, Proposition 4.3]. Based on the LST of the busy period
in the risk process we obtain the following lemma.

Lemma 2 For u > 0, the discounted deficit at ruin matrix, Gt[ss’z] (u), is separable and can
be written in the form

G w) = Ms()N(s)
where

14
Mg(u):W(g)e[TZHTz“I’(%)]“ and N(s)=/ T2y, dy.
s
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Proof Setting the deficit dependent penalty function w;(z) = I(;<y) in Theorem 4.3 of Ahn
and Badescu (2007), replacing the vector 725 with the matrix T, to account for the state of
the MAP at the time of ruin and differentiating the resulting equation w.r.t. y, we obtain

) ,
Gé(u, y) = \I,(§>e[T22+T21‘1’(%)]u€T22}'T21_

Then, by recalling (3.3), the result follows immediately. O

Now, since G([;’E] (u), is separable, it follows that the kernel is itself separable and can be
expressed in the form

Ks(u, s) = M5 1 ()N, 1(s),
where
M1 (1) = As() Iy — As(0) ™ Ms(0) + M;s(u) .1
and
Ns,1(s) = N(s v k) f (s) €, 4.2)

where N(s) is given by Lemma 2.
Substituting this form of the kernel back into Eq. 3.9, yields

- ¢ -
@5(u) = vs(u) +Ms,1(u)f0 Ns,1(s)®@s(s) ds,

for which, for smooth choices of @(-, -), the integral f(f Ns.1(s) <i>5 (s) ds converges and eval-

uates to some column vector of constants, say Bs. Thus, the general solution to the above
integral equation is given by

&5 (1) = s (u) + My, 1 ()Ps. 4.3)

and it remains to determine the value of the constant vector [35. This can be found following
a similar methodology to that of the scalar case in Ramsden and Papaioannou (2019). That
is, we multiply (4.3) by Ns.1(s) (on the left) and integrate from O to £, to give

¢ R ¢ ¢ -
/o Ns,1(S)‘1>s(S)dS=/(; Ns,l(S)ﬁa(S)dS-i-/o Ns,1(s)Ms,1(s)Bs ds.

Now, noticing that the integral on the left hand side of the above equation is exactly the
vector of constants, B, solving for this vector yields the following theorem.

Theorem 1 For u > 0, in the MAP/PH risk model with deficit dependent delayed capital
injections, the Gerber-Shiu function, ¢s(u), is given by
b5 (u) = 6 Bs (),
where a is the initial probability vector of the MAP and 65 (u) is given by
B () = Ty () + M1 0)Ps,

with
—1

o 4 14
Bs = [Imn —/0 N(S,](S)MS,I(S)dS] /o N, 1(s)vs(s) dss,

and Vs (u), Ms 1 (1) and Ns 1 (u) are given by Eqs. 3.10, 4.1 and 4.2, respectively.
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5 The Expected Discounted Accumulated Capital Injections until Ruin

In this section, we consider a further quantity that will be of interest to an insurance com-
pany when it comes to quantitative risk management and mitigation, namely the expected
discounted accumulated capital injections up to the time of ultimate ruin, which gives an
indication of the (discounted) amount of funds needed to keep the company solvent during
its lifetime. This particular quantity could be used to determine the net single premium of
a reinsurance contract providing the necessary capital injections, as seen in Pafumi (1998)
and Nie et al. (2011). Alternatively, it could be used to determine the present value of divi-
dends to be paid to the companies shareholders, who may contribute to such injections when
needed.

Let {Z,(t)},>0 be a pure jump process denoting the accumulated capital injections in a
continuous time delayed setting, up to time ¢ > 0, for the risk process ﬁt, with initial capital
u > 0. Further, define Zs (u) = (35,1 (1), Z52(u), - .., Z5.m(u)) T, with

Z5,i(u) = ]E[efﬁzu(f) Iﬁo =u,J0)=i], for i€E,

where § > 0 is the constant discount rate and T the time of ultimate ruin as defined
in Section 2. Then, it follows that the unconditional value for the expected, discounted
accumulated capital injections until ruin, denoted Zs(u), is determined by

25 =E[e T Z,D)] = Y wiZs.iw).
i=1

Given that the MAP process has initial state i € E and is in state j € E at the time of
deficit, by conditioning on the time and amount of the first fall into deficit, the subsequent
delay time, claim inter-arrival time and using the joint density matrix of the time to and
size of the deficit, i.e. W/ (u, , y) (defined in Section 2), along with matrices Gg (u,y) =

Jo e "W/ (u, t, y)dt and Gl[sa’b] (u) = fang (u, y)dy, we obtain that
oo rk N oo pl
Zs(u) = / / e W (u, 1, y) [ylm + 25(0)] dydt —|—/ / e W (u, 1, y)
0 0 0 k

X [/):e_‘sst(x)eDOS |:mi + s (x)] ds +eYF (y) eDoyi(g(O)] dydt
0

k e
/0 Y G, Y1 dy + G )z 0) + /k Fr (y) Gy(u, y)e 1oIn=Dolvzs ) gy
¢ y )
+ / yGy(u, y) / fr(s)e BIn=Pols T g gy
k 0

14
+/ fL(S)G([;SVk’Z](M)e_[SI"'_DO]Si,;(A‘)ds
0

4
Xs(@) + As(u)Zs(0) + f f1()GEVE ()~ 10Im=Dolsg5 () ds, 5.1
0

where, A;s(u) is given by Eq. 3.5 and

Xs) = 5y Gy, Windy + [y Gy, y) [§ fr(s)e ®In=PolT, dsdy. (5.2)
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In a similar way to the previous sections, in order to find an explicit solution to the
integral (5.1), we first have to determine Zs(0), which can be found by setting # = 0 in
Eq. 5.1 and then solving with respect to Zs(0), which gives

350 = (In = As) "' [£0) + [ f1(6)GEY* 0 EnDol755) as ]

where (I m — As (O))71 exists by Lemma 1. Then, by substituting the expression for Zs (0)
in Eq. 5.1, we have the following proposition.

Proposition 2 For u > 0, the expected discounted accumulated capital injections up to the
time of ultimate ruin, Zs(u), satisfies the integral equation

Z5(u) = Gs(u) + [y Ks(u, )3 (s) ds, (5.3)
which is in the form of an inhomogeneous Fredholm integral equation of the second kind

with kernel Ks(u, s) given by Proposition I and

- -1
&) = As@)(In —A50))  %5(0) + X5, (5:4)

with Xs(u) given by Eq. 5.2.

Now recall from Section 4 that Ks(u, s) is separable, i.e. Ks(u,s) = Ms, 1(#)Ns.1(s),
where M5, 1 (1) and Njs 1(s) are given by Eqs. 4.1 and 4.2, respectively and thus adopting
the same methodology as in Section 4, the explicit solution to the inhomogeneous Fredholm
integral equation of the second kind in Eq. 5.3 is given by the following theorem.

Theorem 2 For u > 0, in the MAP/PH risk model with deficit dependent delayed capital
injections, the expected discounted capital injections until ruin, is given by

Z5(u) = & 25 ), (5.5)
where @ is the initial probability vector of the MAP and Zs(u) is given by
Z5(u) = &5(u) + My 1 1075 (5.6)

with
¢ LY R
Vs = [Imn —/ NB,I(S)MS,I(S)dS] / Ns,1(s)¢5(s)ds
0 0

and 25 (u), Ms,1(u) and N5 1 (u) given by Eqs. 5.4, 4.1 and 4.2, respectively.

6 Numerical lllustration

In the previous sections, we have shown that a number of risk quantities can be expressed
explicitly for the MAP/PH delayed capital injection risk model. Although these expressions
are indeed explicit, they are quite complex and require a number of substitutions and matrix
manipulations. Therefore, in this section, we illustrate the applicability and emphasise the
accessibility of these results numerically by providing examples for a particular case of the
Gerber-Shiu function, namely the ruin probability, as well as, examples for the expected
accumulated capital injections until ruin.

For comparison purposes, we choose the same parameters as in Ahn and Badescu (2007).
That is, the inter-arrival times governed by the MAP, follow a generalised Erlang distribution
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having three phases with rates A1 = Ay = 0.5 and A3 = 0.3, respectively. Moreover, the
initial probability vector is given by o = (1, 0, 0), so that the mean claim arrival time is
7.33. Moreover, the non-dependent claims (independent of claim arrival transition states -
see Remark 1) follow the Phase-type distribution with representation

y T =(0.1,0.1,03,0.5),

and

—1/10 1/10 0O 0
o -1/6 1/6 O
0 0 -—-1/3 1/3
0 0 0o —-1/2

H =

For the delay clock random variable L, we consider three different distributions for
illustration and comparative purposes:

(i) Exponential Delay (ExD) clock with mean 3.32,
(i) An Erlang Delay (ErD) clock with mean 7.33, initial probability vector (1, 0, 0) and
generator matrix

—0.4928 0.4928 0
0 —0.4928 0.4928 |,
0 0 —0.4928

(iii) A Generalised Erlang Delay (GErD) clock with mean 16.89, initial probability vector
(1, 0, 0) and the generator matrix

—-15 L5 0
0 —0.17763 0.17763
0 0 —0.09440

Finally, the first and the second critical values of the risk process U, are chosen to be k = 0.5
and ¢ = 10, respectively.

6.1 Ruin Probabilities

In this subsection, we provide numerical results for the ruin probabilities. That is, we set
8 = 0and w(-, -) = 1, which reduces the Gerber-Shiu function in Eq. 2.3 to the well known
ruin probability.

Based on the above set of parameters the numerics for ruin probabilities, given the initial
starting phase of the inter-arrival time distribution, for the ExD, ErD and GErD clocks are
given by the table below.

Remark 3 We observe from the table above that the ruin probabilities increase as the
expected delay time increases. This result is expected due to the definition of ruin in the
above model as the longer the insurance firm has to wait for the required capital injection,
whilst in red, the more probable is its for the insurance firm to inccur a subsequent claim
and cause ultimate ruin, see also Figs. 2, 3, 4 and Table 1.

For a graphical representation of these results, the probability of ruin for the aforemen-

tioned three delay clocks (as a function of the initial surplus) have also been plotted in the
figures below.
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— Exponential distribution with mean 3.32
0.3k --Erlang distribution with mean 7.33 L
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Fig.2 Initial Phase I: Ruin Probabilities vs Initial Capital

6.2 The Expected Discounted Accumulated Capital Injections

In this subsection, we also provide some numerical results for the expected accumulated
capital injections until ruin.

Based on the above set of parameters and the initial starting phase of the inter-arrival time
distribution, we present below the numerical results for the expected accumulated capital
injections until ruin ExD, ErD and GErD clocks. Note that these results correspond to the
un-discounted injections as we have set the parameter § = 0.

Graphically the above results (as a function of the initial surplus) are given by the figures
below.

Remark 4 We observe from these results that the expected accumulated capital injections
decrease as the expected delay time increases. This should be expected due to the fact that
a longer delay time before receipt of the required capital injection exposes the firm to a
higher chance of ruin due to a subsequent claim arrival when in deficit (See Figs. 5, 6 and

0.35 T T T
— Exponential distribution with mean 3.32
0ak ---Erlang distribution with mean 7.33 L
: Generalised Erlang distribution with mean 16.8
.g 0.25 -
=
g 0.2
o
o
=
o 015
£
=]
o o1f
0.05
0 I I I I I I I I I
0 5 10 15 20 25 30 35 40 45 50
Initial Capital

Fig.3 Initial Phase II: Ruin Probabilities vs Initial Capital
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0.35 T T T T
— Exponential distribution with mean 3.32
03k ---Erlang distribution with mean 7.33 L
: "‘\\__ Generalised Erlang distribution with mean 16.89
=S
g o2
o
[
o 0.15
£
S
o1
0.05
0 | | | | | | | | |
0 5 10 15 20 25 30 35 40 45 50
Initial Capital

Fig. 4 Initial Phase III: Ruin Probabilities vs Initial Capital

Table 1 Ruin Probabilities for Exponential Delay (ExD), Erlang Delay (ErD) and Generalised Erlang Delay
(GErD) clocks

u Initial Phase T Initial Phase II Initial Phase III
ExD ErD GErD ExD ErD GErD ExD ErD GErD
0 0.2575 0.3044 0.3225 0.2597 0.3099 0.3290 0.2531 0.3070 0.3270

10 0.1829  0.2162  0.2291 0.1845 0.2201 0.2336  0.1798 0.2180  0.2322
30 0.0945 0.1117 0.1183 0.0953 0.1137  0.1207 0.0929 0.1127  0.1200
50 0.0488 0.0577 0.0611 0.0492  0.0587  0.0623 0.0479 0.0582  0.0619
100 0.0093 0.0110  0.0117 0.0094  0.0112  0.0119  0.0092  0.0111 0.0118

T
— Exponential distribution with mean 3.32
8 ---Erlang distribution with mean 7.33 5
Generalised Erlang distribution with mean 16.89

Expected Accumulated Capital Injection

0 50 100 150
Initial Capital

Fig.5 Initial Phase I: Expected Accumulated Capital Injection vs Initial Capital
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10 :
— Exponential distribution with mean 3.32
---Erlang distribution with mean 7.33
sl Generalised Erlang distribution with mean 16.89) |

Expected Accumulated Capital Injection

Initial Capital

Fig. 6 Initial Phase II: Expected Accumulated Capital Injection vs Initial Capital

7 and Table 2) and consequently, the capital injection is never received. On the other hand,
shorter delay times result in a higher probability of the capital injection being received
before ultimate ruin and thus allowing the company to continue with the possibility of
further injections required for future falls into deficit.

Remark 5 Comparing the numerical results of both of these quantities (ruin probability and
expected accumulated capital injections) produces an interesting question of risk ‘trade off’
for the company. That is, although shorter delay times for the capital injections reduces the
probability of ruin, at the same time this causes an increase in the expected accumulated
capital injections which have to be considered as a cost to the company, i.e.

Smaller the delay in capital injections = Smaller the ruin probabilities
= Bigger the cost of capital (expected accumulated capital injections).

This cost is most likely to come in the form of dividend payments if the injections are
funded by the shareholders, returns on equity investment from a government injection or
simply a repayment of the injection if received as a loan. In any case, these extra ‘costs’

c 12 T
.g — Exponential distribution with mean 3.32
8 ---Erlang distribution with mean 7.33
E‘ 10 Generalised Erlang distribution with mean 16.89[
S
g 8r 7
= y
° A
2
® 6 i
> .
£
3 4- ~ 8
Q
<
T
g 2f i
L
f< T et —
= et —
wo | e
0 50 100 150

Initial Capital

Fig.7 Initial Phase III: Expected Accumulated Capital Injection vs Initial Capital
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Table 2 Expected accumulated capital injection for Exponential Delay (ExD), Erlang Delay (ErD) and
Generalised Erlang Delay (GErD) clock

u Initial Phase I Initial Phase IT Initial Phase I1I
ExD ErD GErD ExD ErD GErD ExD ErD GErD
0 8.9729 6.4727 5.3588 9.5003 6.8531 5.5324 10.0423 7.2441 5.7108

10 6.3729  4.5971 38060 6.7475  4.8673  3.9293  7.1324 5.1450  4.0560
30 3.2933 23756 1.9669  3.4869  2.5153  2.0306  3.6858 2.6588  2.0960
50 1.6997 1.2261 1.0151 1.7996 1.2982 1.0480 1.9023 1.3722 1.0818
100 0.3251 02345  0.1942 03442 02483  0.2004  0.3638 0.2625  0.2070

need to be accounted for and will result in a higher probability of ruin to those stated above.
Determining the most efficient trade-off is a matter of optimisation and was considered in
the non-delayed setting by Nie et al. (2011).
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