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with common shocks
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Abstract

In this paper, a multi-dimensional risk model with common shocks is studied. Using a
simple probabilistic approach via observing the risk processes at claim instants, recursive
integral formulas are developed for the survival probabilities as well as for a class of Gerber-
Shiu expected discounted penalty functions that include the surplus levels at ruin. Under the
assumption of exponential or mixed Erlang claims, the recursive integrals can be simplified to
give recursive sums which are computationally more tractable. Numerical examples including
an optimal capital allocation problem are also given towards the end.

Keywords: Common shock, Deficit at ruin; Gerber-Shiu expected discounted penalty func-
tion; Recursive methods; Survival probability; Multi-dimensional risk process; Optimal capital
allocation.

1 Introduction

Multi-dimensional risk theory gained a lot of attention in the past few years mainly due to the
complexity of the problems and the lack of closed-form results even under very basic model
assumptions. This paper continues the search for new results for a class of multi-dimensional risk
processes where the claim arrivals in M classes of business are assumed to be dependent Poisson
processes with common shocks. In this paper, the surplus process {U;(t)}+>0 of the i-th class of
business is described by, for ¢ = 1,2,..., M,

i ()

Nu(t NC(t)
Ui(t) = u; + cit — Z Yik — Z Zik, t=0, (1)
k=1 k=1
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with the associated initial capital and premium rate denoted by w; = U;(0) > 0 and ¢; > 0
respectively. We adopt the usual convention that Zf:j = 0 for any 5 > k, and since we
are interested in multivariate process, it is assumed that m > 1. The counting processes
{N11(t) }t>0, {N22(t) }+>0, - - -, {Naar(t) be>0 and {Ne(t) }+>0 are Poisson processes with rates A1y,
A2z, ..., A and A, respectively. For a given i = 1,2,..., M, {Y;;}32, forms an indepen-
dent and identically distributed (i.i.d.) sequence of positive random variables with common
density function fj;(x;). Furthermore, {(Zi 4, Zojk,-.., Zmk)}re; is a sequence of iid. M-
dimensional positive random vectors with common joint density function f.(z1,z2,...,za). It
is further assumed that {N;(t)}i>0 (1 = 1,2,..., M), {Ne(t)}iz0, {Yir}io, (¢ = 1,2,..., M)
and {(Z1k, Zok,---, Zmk) 5o, are all mutually independent. The time of ruin for the i-th risk
process is defined by 7; = inf{t > 0|U;(t) < 0} for i = 1,2, ..., M. Moreover, the positive security
loading condition which makes sure ruin is not a certain event in the i-th process is given by
0; > 0, where ¢; = (1 + 91)()\“E[Y271] + )\CE[Zl71])

The model with the dynamics described in (1) has the following interpretation:

1. For each fixed i = 1,2,..., M, the process {N;;(t)}+>0 counts the number of claims faced
by the i-th business line up to time ¢, arising from the ‘usual’ claim occurrences which only
induce claims in one line but not the others. Under such ‘usual’ claim occurrences, the
resulting claim sizes are given by the sequence {Y;;}7° ;.

2. The process {N¢(t) }+>0 counts the number of ‘common shocks’ faced by the M lines. The
common shock component can be interpreted as a natural disaster that causes different
kinds of claims, or as a claim that affects all M lines of business at the same time. The
k-th common shock results in a claim of size Z;, in the i-th business line, and the claim

sizes Z1 j, Zo, .- ., and Zyy . are possibly dependent variables.
In the case where f.(z1,22,...,20) = Hf\il fii(x), for each fixed k = 1,2,... the variables
Z1 ks Lok, -- -, and Zyry, are independent with the same marginal distributions as Y7 i, Yo 1, . . .,
and Y)y i, respectively. Then the process (1) can be equivalently represented as, fori =1,2,..., M,
N;(¢)
Uz(t) =u; + ¢t — Z Xi,lc; t >0, (2)
k=1

where {N1(t) }+>0, {N2(t) }+>0, - - ., and {Nas(t)}+>0 are (common shock) correlated Poisson pro-
cesses at rates A1, Ag, ..., and Ay respectively. More specifically, for i = 1,2,..., M, one has that
Ni(t) = Nyi(t) + Ne(t) where \j = Xi; + A¢, and {N;(¢) }+>0 is independent of the i.i.d. sequence
{Xi k72, with common density f;(x;) = fii(z;). The positive security loading condition reduces
to ¢; > A E[X;1]. The model (2) will also be discussed in this paper.

As pointed out in Chan et al. (2003), the concept of ‘ruin’ in the multi-dimensional setting
has different meanings and interpretations when compared to the standard univariate risk case.
For instance, Ty, = inf{t > 0| min{U;(t), Ua(t),...,Un(t)} < 0} = min(r,72,...,7ar) denotes

the first time when (at least) one of {Ui(t)}i>0,{U2(t) }t>0,- .., or {Un(t)}i>0 is below zero;
whereas Ty = inf{t > 0|max{U;(t),Ua(t),...,Un(t)} < 0} denotes the first time that all
{U1(t) }e>0, {U2(t) }+>0, - - ., and {Up(t) }+>0 are below zero simultaneously. In the bivariate



case (i.e. M = 2), some authors (e.g. Avram et al. (2008a,b) and Rabehasaina (2009)) refer to
Tor and Ty, as the first exit from the positive quadrant and the first entrance into the negative
quadrant respectively. Other ruin concepts include Tonq = max(7y, 72, ..., 7y ) which denotes the
first time when ruin has occurred in all {U;(t)}+>0, {U2(t) }t>0,- .., and {Up(t)}+>0, but not
necessarily simultaneously; and Ty, = inf{t > 0] Zf\il Ui(t) < 0} which is the first time
that the sum of {Uj(t)}+>0, {U2(t) }t>0,- ., and {Un(t)}+>0 becomes negative. Historically, it
is known that Ty, is relatively easy to be analyzed, as the problem can be reduced to a one-
dimensional ruin problem. Chan et al. (2003) derived an explicit formula for the infinite-time
ruin probability for Tg,m when M = 2, in a model with common shocks only (i.e. A\j; = A2 = 0),
assuming that the claims in the two lines are independent phase-type random variables. Later
on, Cai and Li (2005) generalized their result to a multi-dimensional setting in which claims
are introduced through a multivariate phase-type structure. In contrast, when one refers to
Tor, Tsim or Tang, things change drastically, and the existing results consist mainly of bounds,
approximations and asymptotics. Various asymptotics and large deviation results were derived
by Collamore (1996, 1998) in a multi-dimensional risk model as an extension of the Cramér’s
asymptotic ruin formula. Simple lower and upper bounds for the ruin probabilities in the cases
of Toy and Ty, were obtained by Chan et al. (2003) when M = 2, complemented by various
(stochastic) bounds in Cai and Li (2005, 2007) for all three definitions of ruin in the multi-
dimensional case. For Ti;, Yuen et al. (2006) obtained an approximation to the finite-time
survival probability in the continuous bivariate compound Poisson model (2) via the introduction
of a discrete bivariate compound binomial equivalent, and derived an upper bound for the ruin
probability. Using martingale techniques, Li et al. (2007) also derived upper bounds for the
infinite-time ruin probability, as well as asymptotic results for the finite-time ruin probability
associated to Ty, in a two-dimensional perturbed risk model.

In addition to the above papers, a few exact results are also available in the literature of
bivariate risk processes. In a model with common shocks only, Chan et al. (2003) obtained a
partial integro-differential equation (PIDE) for the survival probability ®(uj,us) = Pr(Ty, =
oo|(U1(0),U3(0)) = (u1,u2)) using the usual renewal approach. Then, they derived an ex-
pression for the double Laplace transform with respect to (u1,us2), but did not invert it. As-
suming exponentially distributed claims in both lines of business, the afore-mentioned PIDE
was solved by Dang et al. (2009), who showed that the unique solution can be calculated as
D (up,ug) = limy oo Pp(uy,uz), where @, (uq,us) is expressed in terms of ®,,_(-,-) as recur-
sive integrals (see Remark 1). This is also complemented by some recursive integral formulas
in Rabehasaina (2009, Section 5) using fluid flow techniques and the idea of embedding it in a
multi-dimensional model under a Markovian environment and possibly interest force. In the very
specific model (1) in which A\;1 = A2 =0and (1—a)Z; , = aZyy, for k =1,2,... where a € (0, 1),
Avram et al. (2008a,b) derived the ruin probabilities for To;, Tsim and Thpg. Their method is
based on the reduction of the bivariate problem to various univariate problems which is possible
due to proportionality of claims. Note that such a model has the practical interpretation that the
two lines of business are an insurer and a reinsurer who are engaged in a proportional reinsurance
contract. Some of their results are further extended by Badescu et al. (2011) who obtained the
Laplace transform of Ty, by allowing for Aj; > 0. Interested readers are also referred to Collamore
(2002) for important sampling techniques for multivariate ruin problems as well as Czarna and
Palmowski (2011) for dividend problems in a bivariate risk model with proportional reinsurance.
See also Asmussen and Albrecher (2010, Chapter XIII.9) for an overview of multi-dimensional
risk processes and additional references.



In this paper, we mainly focus on the study of ruin-related quantities defined for the ruin time
Tor- The goal of this paper is two-fold. First, we present general recursive integral formulas in the
general M-dimensional risk process (1) via the idea of observing the process at claim instants,
for both survival probability and a novel quantity known as the Gerber-Shiu function (Gerber
and Shiu (1998)) for ruin at the n-th claim instant. These will be the contents of Sections 2
and 3 respectively. Second, motivated by the difficulty and instability to obtain numerical results
from the direct application of recursive integral formulas, we show that in certain cases the
recursive integrals can be simplified to give recursive sums (e.g. Stanford and Stroinski (1994)
and Stanford et al. (2000)) which are computationally more tractable. To this end, in Section 4
we derive examples for the survival probability and the expected discounted deficit at ruin under
the assumptions of both exponential and mixed Erlang claims in the bivariate case. Section 5
gives an account for the survival probability in the T,,q case in relation to Ty;. Section 6 is
concerned with numerical illustrations of the results obtained in Sections 4 and 5. In particular,
a capital allocation problem in which the two lines of business split among them a fixed amount
of the total initial surplus in order to minimize the ruin probability for Tt and T,,q is considered
(see also Remark 2). Section 7 ends the paper by some concluding remarks.

2 A recursive approach to survival probability

In this section, we are interested in the survival probability for Ti,; pertaining to the M-dimensional
risk process (1) under the general framework, which is formally defined as

D(ur,u, - unr) = Py g, ung) (Tor = 00) = Pr (4 s, un ) (Ui(t) 2 0 forall £ >0;i=1,2,..., M),

where Pt 4, . u,,) denotes the probability law given the initial conditions (U1 (0), U2(0), ..., Upn(0)) =
(ui,ug,...,upr). Then U(uy,ug,...,up) =1 — P(ug,ug,...,up) represents the associated joint
ruin probability.

Since our idea is to look recursively at the survival probabilities at each claim instant, for
n =0,1,..., we introduce the n-th claim event arrival time S,, = Y ;_; Vi. Here {Vj}72, are
the inter-arrival times corresponding to the Poisson process {Zf\i 1 Nii(t) + Ne(t) br>0 and hence

i.i.d. exponential random variables each with mean 1/\s, where Ay = Zf\il Aii + Ae. Then for
n=0,1,..., wedefine ®,,(uy, ug, ..., un) to be the probability that all {U;(¢) }+>0, {U2(t) }+>0, - - - »
and {Ups(t) }+>0 survive up to and including the n-th claim, namely

Dy (u,uz, - un) =P (g g, ung) Tor > Sn)
=Pr (4 ug,un) (Ui(t) 20 forall 0<t <S5 i=1,2,...,M)
=Pr (ul,ug,,..,uM)(Ui(Sk) >0 for all k= 0, 1, e,y 1= 1, 2, ey M),

with U, (ug,ug, ..., upr) =1 — @y (ug,ug, ..., upr) being the associated joint ruin probability.

Conditioning on the time of the first claim event and the resulting claim sizes in the M lines



(if any), one can recursively write, for n = 0,1, ...,

<I>n+1(u1, e ,UM)

wite;
= Z/ / D, (uy + 1ty .., uim1 + i1t s + it — Ty, U1 + Ciaty . un + eart) fii () Nige M dadt

uprtcept u1+cit
+/ / / <I>n(u1—l—clt—x1,...,uM—l—th—xM)fc(xl,...,a:M)/\cefAstdxl--'ddet.
0
(3)
The starting point of the above recursive scheme is
Qo(ur,ug,...,un) =1,

since ruin is impossible without any claims. The ultimate survival probability for T, is then
given by the limit
(I)(ulauQ’ B 7UM) = nh—{go (I)n(ulau27 s ’UM)'

The next example provides an illustration of the simplifications that occur in the simplest bivariate
case where claims are exponentially distributed.

Example 1 We consider the bivariate version of model (2) under exponential claims with densi-
ties fi(x;) = pie "% fori =1,2. We shall use the convention \. = A2 for bivariate risk process.
By plugging n = 0 into (3) with the use of the starting value ®o(u1,us) = 1, we obtain

As — A As — A
Dy (ug,ug) =1— 722 —pup s T AL

e H2u2 +£e—(u1m+u2u2)7
As + c1pn As + capin

where & = Ma/(As + c1p1 + cap2). In general, for n =1,2,..., (8) reduces to
@1 (g, uz)

ui1+cit
:/ / @n(ul +cit —x1,u0 + CQt),U,le_’ulxlAlle_kstdxldt
ug+cot
+ / / <I>n(u1 + c1t, uo + cot — xg)uge_“”?)\gge_)‘stdxgdt
uz+cat  puitcit
/ / / D, (uy + 1t — x1,uz + cot — xo)pre” P pgeH2P2 \ge” Ast oy daodt

— 5#1#2/ / (a1, az) eu1(a1 u1) pp(az— “2)da2da1

by 2 (a1—u1)+u2 uj—ay\ _ €2 (0
" (f,umg * 202”2)/ / 1 (pn(alyaQ)e)\S( “a >€ #z[uﬁ“l (a2=t) a2] dasday
1 ur J0

A 00 z—l(ag—u2)+u1 ug—ag\ _ 1 (o —apo)—
+ <§M1M2+ HMl)/ /2 @n(al,ag)e)‘s( <2 >e “1[u1+02(a2 uz) al]daldag,
C2 us J0
(4)

where the last line follows from various changes of variables and changes of order of integrations
(the calculations are tedious but straightforward, the details being omitted here). Finally, the
survival probability ®(uy,ug) can be recursively calculated as ®(uy,ug) = limy, oo Pp(u1,u2). O




Remark 1 If we let A\j1 = Aoo = 0 and A3 = A, then Example 1 reduces to Theorem 3.1 of Dang
et al. (2009) who used a tedious proof based on the theory of PIDEs. O

Example 2 In this example we consider a bivariate risk model (2) with common shocks only
(i.e. M1 = Ao =0 and A\ = A2 > 0) under phase-type (PH) distributed claim amounts. More
precisely, we let {X1;}72, and {X2,}52, follow independent PH distributions with parameters
(a0, T) and (B, Q), so that the corresponding density functions are given by fi(x1) = ae™ 1t and
fao(z2) = Be92q respectively. Using the notions of Kronecker product and Kronecker sum (see
Asmussen and Albrecher (2010, Appendiz A4)), one can perform integration on (3) which now
mvolves matriz exponentials. Omitting the details, we obtain forn =20,1,...,

Prp1(ur, u2)

u1+cit ug+cat
:/ / / (I)n(iu +cit — Tr1, U2 + Czt - xg))\lgei/\ut (aeTwl t) (,B(BQI2 q) dajgdl‘ldt
u1+cit uz+CQt
/ / / (a1, ag)/\12€ Aizt (aeT(u1+clt a1) ) (,36 (uz+ezt—az) ) dagdaldt

/ / n(a1,a2)M2(a @ B) M2 ® (—c1 T) @ (—2 Q)] el Tl aI®lQu2=a2)l(y & g)dayday

2 (a1—u1)+usz — c c
+ / / 1 (a1, a2)\i2(@ @ B) M2 @ (—e1 T) @ (—e Q) L M2ETDEE a(*
u1l

el T(u1—a1)]®[Q(uz—az)] (t® q)dasday

oo (ag—ugz)+us - c c
- / / 2 (a1, az)hiz(@ ® B) Mz & (—e1 T) & (—eQ)) e P2F D (5
u2

e[T(u1—al)]@[Q(u2_a2)] (t X q)daldaz,

which can also be regarded as a generalization of Dang et al. (2009, Theorem 3.1) for phase-type
distributed claim sizes without relying on the theory of PIDEs. O

A natural question that arises from the recursive approach in this section is: can equations
in the form of (3) be used to obtain numerical values for survival probabilities? To answer
this, we ran several numerical examples in Mathematica and the computational time increases
exponentially as n increases. Using a MacBook Pro 2.13GHz Intel Core 2 Duo processor, it took
us more than 48 hours to obtain a numerical value for n = 10 in the simplest bivariate Example
1. Note also that source of potential numerical instability comes from the numerical integration
that is used when evaluating (4). Such numerical problems arising from direct application of (3)
will be addressed in Section 4, and in particular, Proposition 1 gives a computationally tractable
expression for equation (3) in the case of mixed Erlang claims.

3 Gerber-Shiu function for ruin at n-th claim instant

This section aims at extending the results derived in the previous section to a subclass of the
Gerber-Shiu expected discounted penalty function for ruin at the n-th claim instant (in the sense

aj—uyl

€1

ag—uz

€2

)

)



of T,;). For the M-dimensional risk process {(U;(t),Us(t),...,Upn(t))}+>0 under the general
framework (1), if we are interested in the surplus levels at the ruin time T,,, a natural candidate
of the Gerber-Shiu function (Gerber and Shiu (1998)) is given by

d(ur,ug, ... ,up) = E(m,uz,...,UM) [6_6Torw(Ul (Tor), Ua(Tor)s s Unp(Ton) ) I (T < OO)] ) (5)

where w(y1,y2,...,ynm) is a penalty function that depends on the surplus levels at time T, in all
the processes {Ui(t) }+>0, {U2(t) }t>0, - - ., and {Un(t) }e>0, I(A) is the indicator function of the
event A, and E(y, u,,..u,,) Te€presents the conditional expectation given the initial surplus levels
(U1(0),Us(0), ..., Up(0)) = (u1,u2,...,upr). It is instructive to note that at time Ty, some lines
of business may still possess non-negative surplus levels. More specifically, if ruin is caused by
the occurrence of claims in one line only, say line i (due to the Poisson process {Nji(t)}t>0),
then at time Ty, the surplus levels of all companies other than line ¢ are indeed non-negative. In
contrast, if ruin is caused by the common shock component {N.(t)}:>0, then it is possible that
more than one of the M lines are actually ruined together at time T,,. Therefore it makes sense
to distinguish between cases where different subsets of the M lines are ruined at time 7;,. In
what follows we consider a penalty function in the form of

wyr, Y2, ym) = D wyn, e, ym) Iy <O for i€ A; y; >0 for j¢A),  (6)
Ael

where I' contains all subsets of {1,2,..., M} excluding the empty set, and w(y1, yo, ..., yns) is a
penalty function which possibly depends on the index set A. Hence, on the event set {7}, < oo},

w(Ul(Tor), UQ(Tor), ey UM(Tor))
M

=3 wlHUN(T0r), Ua(Ter), - -, Ut (Tox)) I(Us(Ton) < 05 Uj(Tow) 20 for j 1)
=1

+ Y wM(T), Ua(Tor), -, Uni(Tor)) I(Ui(Tor) < 0 for i € A; Uj(Tor) >0 for j ¢ A)
AeT\UM_ {k}

M
Z ) Ua(Top)y oo, Unt (Tor)) (13 = Toy; 75 > Ty for j # 1)

+ > wMU(T0), Ua(Ter), - Unt (Tox))I(7i = Top for i € A; 75> Top for j ¢ A).
AeF\u LAk}

(7)

With the penalty function given by (6) or (7), various information can be extracted from the
Gerber-Shiu function (5) by appropriate choice of the functions wA(yl, Yy2,...,ynm) for A €T, as
illustrated in the following example in the bivariate case.

Example 3 In the bivariate case M = 2, the penalty function (7) reduces to

w(U1(Tor), Ua(Tor))
= w I U(Tor), Us(Tor)) I (11 < 72) + w B (U1 (Tor), Ua(Ton)) I (12 < 71) + w2 (UL (Tor), Un(Ton) ) I (11 = 7).

Some examples that are special cases of ¢p(u1,us) are given as follows.



1. By letting wi (-, ) = wi?(-,.) = wb2 () = 1, the Laplace transform of the time of ruin
Tor is retrieved. If one further assumes § = 0, the ruin probability is recovered.

2. If one lets 6 = 0 and wi(-,-) = wi () =0 and wV3(,-) = 1, we obtain the probability
that ruin occurs in the sense of Toy with both processes {Ui(t)}i>0 and {Ua(t)}i>0 being
negative at the ruin time.

3. Assuming w (y1,y2) = —y1, w B (y1,92) = —y2 and WH (Y1, 42) = —y1 — 2, one re-
trieves the expected discounted deficit at ruin time Ty, which only takes into account any
negative surplus, namely

E(Ul,u2) €76T1|U1(7'1)‘I<T1 <79 T < OO)] +E(u1,u2) [67672’[]2(7'2”[(7'2 <715 T2 < OO)} .

(8)

4. Setting w3 (y1,y2) = 1 + y2 and w?(-,-) = w2(,.) = 0, one obtains the expected
discounted total surplus of the two lines of business at time Ty, for the case where business
1 is ruined, but business 2 has positive surplus, namely

E(uhug) |:€_671 (Ul(’l'l) + UQ(Tl)) I(Tl < 7’2) . (9)

Such total surplus is an interesting quantity because if it is positive, this would suggest that
it is worth for both lines to continue operation even if line 1 is ruined (see Section 6.2).

O

In order to apply the recursive methods as in Section 2, we define the Gerber-Shiu function
for ruin at the n-th claim instant by, forn =1,2,...,

Gn (w1, u, - un) = By g, un) [e“sT‘“w(Ul(Tor), Us(Tor), ..o, Unt(Tox VI (T = Sn)} . (10)

One can then recover the original function in (5) using

o)
d(ur,ua, ..., upr) :Z¢n(u1,u2,...,uM). (11)

n=1
Our idea here is to evaluate ¢, (u1,us, ..., up) recursively in terms of n. A starting point would
be the quantity ¢;(u1,us,...,upr). Due to the representation (7), ¢1(u1,us,...,up) can be

represented as the sum of various contributions as

M
(Z)l(ul,uQ,...,uM):Z(bil}(ul,uQ,...,uM)—l— Z (ﬁf(ul,uQ,...,uM), (12)
=1

AeM\UM  {k}
where for i =1,2,..., M,

B

ul,uQ,...,uM)

= E( ) [e_éslw{i}(Ul(Sl),U2(51>,. . .,UM(Sl))I(Ti = 51; Tj > Sl for j 75 Z)i| N

U1,U2,.., UM



and for A € T\ UM, {k},
¢3t (w1, uz, - . ., unr)
= E(ul,ug,...,uM) 6755111}A(U1(Sl), UQ(Sl), RN UM(Sl))I(TZ‘ =51 for 7 ¢ A; T > S1 for J §Z A)] .

By considering the case where ruin occurs at the first claim instant in the i-th line only but not
in other lines, a conditional argument leads us to

ul,.. M)

/ / S (g + erty iy sty ug et — Tiyuitt F ciptt, . unr + eart) () Nie Nt dadt
u;+cit

upr+cpt Uip1+Cir1t [e%¢} U;j—1+ci—1t u1+cit 5t )
+/ / / / / / e~ w{z}(ul+clt—x1,...,uM—|—th—xM)
ui—&—cit 0 0

X folx1, ..., xpr)hee Nty - - dapydt

/ / {Z (ur +crty ..., uim1 + cim1t, —yi, i1 + Cip1t, ... upr + eart) fii(uwi + cit + yi))\iie_(/\s+6)tdyidt

upr+eprt Uir1+Ciy1t  poo pui—1+ci—1t ui+cit (0}
+/ / / / / / W (Y1, Yin 1y —Yis Yird - - YM)
0 0 0 0 0 0

X felur + et —y1, ..., uim1 + cim1t — yi—1,w; + cit + Yi, wig1 + Cip1t — Yig1, - -

UM —l—CMt—yM)
X Aee~ PTGy, o dyadt.

(13)

Concerning ¢ (uy, u, . ..,up) for A € T\ UM | {k}, without loss of generality we may assume
we are dealing with a set A = {i1,42,...,%y,} such that 1 < i3 < ia < ... < iy, < M where

2 <m < M. Then a similar argument yields

d)l Ul, oo
/ /U]\J“FCMt /U1m+1+czm+1t / /U'Lm 1+C7,m 1t /U11+1+Czl+lt / /uzl 1+C’Ll 1t
Uiy, +C7,m Ujq +Czl
ui+cit 5t A N
. / e twt(uy + eit — x1, .. ung et — xar) fo(Tn, oo ) Aee” Ny - - - daprdt
0

/OO/UM-FCMt /ui7,L+1+Cim+1t/OO /uim—l“l‘cim—lt /ui1+1+0i1+1t/00/ui1—1+0i1—1t
0 0 0 0 0 0 0 0

u1+cit
/ W (Y15 s Yir—1s —Yirs Yird 1o - - s Yim—1> —Yims Yimt1s - - YM)
0

X felur + et —yi, ..oy Uiy —1 + Ciy—1t — Yiy—1, Uiy + iyt + Yiy, Uiy 41 + Ciy 418 —
s Wiy =1 F Cipy—1t = Yipy—1, Wiy, + Ciry b+ Yiy s Wiy +1 + Ci 1l —
X Aee~ Pty oy dt.

Yii+1s
Yim+1s - - UM + Ct — Yar)
(14)

Hence, by utilizing (13) and (14) we obtain the starting point of recursion given by (12). In
general, for the (n + 1)-th step, we condition on the time and amount of the first claim without



ruin occurring to obtain the recursive relationship (which is analogous to (3)) forn =1,2,...,
(an-f—l(ul) .. 7UM)

Ui+C4
/ / b (s + crt, .. ui g + i1ty ui + it — T iy + ity - uns + eart) fii(m1) Aie” QT

o) upr+cept uy+cit
+/ / / an(Ul+Clt—fL‘1,.--,UM+CMt—.IM)fC(IE1,--.,l'M)
0 0 0

X Aee” Aty o dxppdt. (15)

Example 4 In the bivariate version of model (2), the starting point of the recursion (12) consists
of three contributions, i.e.

o1 (u1,uz) = u }(U1,U2) +¢{ }(Uh u2) +¢£172}(ulau2)7

where ¢§1}(U1,UQ), qb?}(ul,uQ) and (bim}(ul,ug) correspond to the cases {my < o}, {2 < 7}
and {T = 1o} respectively. In some cases, the three contributions simplify. For instance, if one
is interested in the expected discounted deficit at ruin time Ty, defined in (8) under the penalty
functions wi (y1,y2) = —y1, w2y, y0) = —y2 and w2 (y1,y2) = —y1 — o, one has that

il}(ul, ug) I/ / yfi(ur + ert + ) M1+ MaFa(ug + cot)] e” QD dydr, (16)
2wy, ) / / yfa(us + cat + ) P + Mo F (ur + ert)] e O+t dydt, (17)

{12} “1+clt+y As+6)t
gf)l ul,UQ / / / $1)f2(’LL2 + cot + uq +Clt—|—y—$1))\126 (As+9) d:Eldydt
u1+cit
(18)

where F;(-) represents the cumulative distribution function corresponding to the density f;(-) for
i=1,2. 0

4 Reduction of recursive integrals to recursive sums

As mentioned at the end of Section 2, a direct application of the recursive integrals in the form
of (3) requires long execution times especially due to the fact that we aim at letting n — oo,
and the algorithm may be numerically instable as well. The same comments also apply to the
computation of the Gerber-Shiu function (10) for ruin at the n-th claim via (15). Inspired by
Stanford and Stroiriski (1994) and Stanford et al. (2000) (who worked with the univariate risk
process), in the next two subsections we study two examples in which the recursive integration
previously presented can be explicitly evaluated when distributional assumptions on the claims
are made. More precisely, recursive integrals can be reduced to give recursive sums, therefore
providing a computational tractable solution. For simplicity, in this entire section we will consider
a bivariate version of the model (2).

10



4.1 Mixture of Erlangs claims - Survival probability

In order to show the general applicability of the recursive methods with regards to the choice
of claim size distributions, we assume that the claims in the both lines are mixture of Erlangs
with common scale parameter, with densities given by fi(z1) = Y ;v qiﬁ{xfle_ﬁlxl/(i — 1!
and fa(xg) = Z;n:l pjﬁgazg_le_&“ /(5 — 1)! respectively. The class of mixed Erlang distributions
is very flexible and versatile being an ideal candidate to fit insurance data (see Willmot and
Woo (2007) and Lee and Lin (2010) for an exhaustive analysis). Due to increased complexity in
calculations, in this subsection we restrict ourselves to deriving explicit recursive expressions for
the survival probabilities studied in Section 2 only in the common shock case, i.e. Aj1 = Agg =0
and A\, = A2 > 0.

The idea that we use to find the general solution of (3) is based on mathematical induction.
We anticipate the form of the solution at the n-th step, assume it correct, and prove it at the
(n + 1)-th step. Thus, we obtain recursive formulas for the coefficients at the (n + 1)-th step
in terms of the coefficients at the previous n-th step. To begin, using equation (3) for n = 0
and A1; = g2 = 0 along with the trivial condition ®¢(u1,u2) = 1, after some tedious but rather
simple calculations we obtain

[e’s) ug+cat u1+cit N
(I)l(U1,u2) :/ / / fl(xl)fg(xg))\lgei 12td$1d$2dt
0 0
m—1

m—1m—1
=1- Z ap s uie ~huun _ Z b, s use Pz Z Z €[1,5,0] ulu”e_(51“1+52“2)
s=0 s=0 v=0
where
m
)\12%61 °BF
— , 19
el = Zzs;rlkz sl(k — 5)!/(A12 + 1 By)F =511 (19)
m
)\1217]02 ﬂQ
= ; (20)
1 1,s] — ]Zs;l kz s| )\12 + 6252)k s+1

i E+1l—s—w Mapjgicy b3t 3,
21
o= 35 S S () e S

i=s5+1 k=s j=v+1 I=v

for s,v =0,1,...,m — 1. Continuing further, we observe that the general form of the solution at
the n-th step is given by, for n = 1,2, ...,

nm—1 nm—1 nm—1nm—1
O, (ur,ug) =1— Z a[n,w}uzl“e*ﬁlul — Z bin,wjts e Pauz 4 Z Z Cnw,y) U1 uje —(Bruat+fauz)
w=0 w=0 y=0
(22)
Here af. j, by. j, €[....) are constant coefficients (i.e. independent of u; and uz) that will be evaluated

recursively in two or three dimensions. See also Remark 2. Assuming that (22) holds for some
n > 1 and plugging it into (3), after some tedious calculations whose details are omitted here, it
can be shown that (22) holds true with n + 1 in place of n, where the coefficients ap,41 ., b1,
€[n+1,,] at the (n + 1)-th step are given recursively in the following Proposition.

11



Proposition 1 The survival probability can be calculated as ®(uy,uz) = limy, oo Pp(ur,uz)
where the general term is given by

(n+1)m—1 (n+1)m—1
Q11 (U17u2) =1- Z a[n—l—l,w]ullveiﬁlul - Z b[n—l—l,w]ug)ei/@u2
w=0 w=0

(n+1)m—1 (n+1)m—1
" Z Z €ln+1wy U1 uje (51u1+ﬁm)

forn=0,1,..., with

AUnt1w] = Ol (0 <w <m—1)

m nm—1 — i .
(—1)*~ 9 (s + i)ls!
+ > . Z)‘qua[” i Iq! ! ' stitl—w’
(L +1) SO} o= — Dlgl(s — g)lw!(s — g + i) (M2 + 1 51)
bin1,u) = bpaw (0 <w <m—1)
m nm—1 s—q Stj—w nJ .
(1) =953 + )1s!
A ,
+ Z Z Z 12300 SIG=1)1g1(s — g)wl(s — g + ) (Aig + cofg)sHiti—w’

j=max(1l,w—mn+1) s=max(0,w—j3) 9=0

Ly = CLuyl (0 Sw<m—-1,0<y <m—1)

m nm—1 m

+I0<y<m-—1) > > Z > thp]qz fnos]

i=max(1,w—mn+1) s=max(0,w—i) 9=0 j=y+1 I=y

y s+i+l—w—y s (—1)5 95t w02 Ypiph(s +1i)!
sti-w s—=g) (i —Dwlyl(s — g +i) (A2 + clﬂl + o f3y)stitlmw—y+1
m nm—1 m

+I0<w<m—1) Z Z Z Z Z)\IQPJQZ [n.s]

j=max(l,y—mn+1) s=max(0,y—j) 9=0 i=w+1 k=w

X < Ak —w - y> ( s ) (1) =9ef 5™V BE B (s + j)!
s+J—y s—9g) (7= Dwly!(s — g+ 7) (M2 + 181 + coff)ktits—woy+l
m nm—1 nm—1

A (2 n,s,v
+ Z Z Z Z Z Z 3+Zlip]q U—i—j]— 2)

i=max(l,w—mn+1) s=max(0,w—i) g=0 j=max(1,y—mn+1) v=max(0,y—j) 2= 0

o (stitvti-w—y s v (—1)stvm9=2esHimw bty gl 61 (s 4 i) (v + j)!
s+i1—w s—g v—2z) (i— D! — Dwly! (M2 + 181 + CoBg)sHvtiti—w—y+1’

formn=1,2,...;w,y=0,1,...,(n+1)m—1. The starting point of the recursion is given by (19),
(20) and (21). O

4.2 Exponential claims - Expected discounted deficit

In this subsection, we assume exponential claims with densities f;(z;) = pie #%i for i = 1,2, in
the bivariate risk process defined in (2), and we assume w{l}(yl,yg) = —y, wi? (y1,92) = —y2
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and w{b2}(yy, yo) = —y1 — 2 so that we find the quantity (8) (see Example 4). Starting at n = 1,
after simple manipulations (16), (17) and (18) become

{1} A1+ Ai2 —H1u1 A2 —(prur+p2uz)
Ui, Ug) = — e ,
o1 (u,u2) ui(As +0 + cip) p1(As + 6 4 crpn + capz)
{2} )‘22 + )‘12 —p2u2 )\12 —(p1ur+poug)
Uy, Ug) = e - € )
P, u2) p2(As + 0 4 capz) pa(As + 0 + c1p1 + copio)
2y ug) = <1 + 1> ik e~ (murtpzu)
w1 pe ) As+ 0+ crpn + copo

Therefore, the expected discounted deficit when ruin happens at the instant of the first claim is

given by
A11 + A1z i A22 + A12

p1(As + 6+ cipr) pa(As + 6 + copz)

With the above formula serving as the starting point, applying the same procedure as in the
previous subsection, one obtains the following Proposition by mathematical induction.

—H2u2

¢1(ur,uz) =

Proposition 2 The expected discounted deficit at ruin can be calculated as ¢p(ui,ug) = oo | dn(ur, u2)
where the general term s given by

n n n n

_§ : J o= E : J o= 2:}: T k= +
g1 (ur, uz) = On+1,5)U1€ e b[n+17ﬂu26 p2u2 Cln+1,5,k| UL UL € (p1ur /12112)7
=0 =0 =0 k=0

forn=0,1,..., with

n—1 an onan. aildTimi ol A ilch
a o= Z [1,0]41Q[n,i) % Cq ‘ . Z 22Q[n 4]t:Cy A .
[n+1,5] ' ' ]'()\s 15+ CIMI)H—I—] ‘ .7'<)\s 0+ CIMI)Z—H_] )
i=max(j—1,0) =
b nz_:l b gbpn ey § Arbpagiley
e (j—1,0) JAs + 0+ copo) 17 = Gl (A 4+ 8 + copg)H1T7
i=max(j—1, =
n—1 itl—j n—1 A I
PH1A[p 4)Cq 1! 220[p 4 C1 "
e i =1(k=0 - . -+ - . -
g4 = 1 ) imaxZ(Oj—l) JUAs + 0 + crpan + copg) T g 31 (As + 6 4 crpun + capo) 1T

= ppizbp, ;b Fil A11bp ¢y il

n—1
I(j=0 . .
t1E=0) . 2 FIOh + 0+ e + cop) IR Z KI(As 40 + e + copo) 1K

i=max(0,k—1) i=j

i—j g+1—k
1 G

. S ”Z_:l itqgtl—7j—k €fniqN22fi2ilgle
— i—j JUENAs 4 0 + crpun + o)tttk
1=j g=max(0,k—1)

i+1—j g—k

n—1 n—1 . . Y 0
+ Z Z i+q+1—7—k €[n,i,q] M1H12°¢:Cy Cy
— . q—k JIKN(As + 0 + crpn + copg)itat2—i—k
q=k i=max(0,j—1)

i+1—j g+1—k
1 Cy

n—1 n—1 . . Y ]
n Z Z (Z +q+2—-j5— k‘) €ln,i,q] N12H1 229 C
_ gl Tqt3—j—k’
(0 k1) i—ma(0g—1) qg+1—k JUEN(As + 6 + crpn + capn)
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ornmn=12...;7,k=0,1,...,n, wnere p = A1z sto+ciur +caus). e starting pownt o e
1,2 ,k=0,1 h A2/(As+ 0 The starts int of th
recursion is given by

A1+ A2 _ A2 + A2
s+ 0 +cim) T (A 0+ copa)

a0 = €[1,0,0] = 0.

g

As in the previous subsection, we avoid to present the detailed proof on Proposition 2 due to the
tedious algebraic calculations involved.

Remark 2 Despite the rather messy appearance of the formulas in Propositions 1 and 2, the re-
sults provide computationally more tractable solutions for the survival probability and the expected
discounted deficit at ruin, since we only need to calculate recursive sums instead of recursive in-
tegrals. It is also instructive to note that in both Propositions 1 and 2, the coefficients aj. 1, by. ],
€[...] do not depend on (u1,u2). In other words, once the coefficients (up to the n-th step) have
been determined, the same ruin-related quantity under any combinations of initial surplus levels
(u1,u2) follows immediately. This is in contrast to the recursive integral formulas (3) and (15)
in which a separate numerical integration has to be performed for a different set of (uy,uz). Such
an appealing feature of the method of recursive sums presented here makes it relatively easy to
study various optimal allocation problems, for example, in minimizing the joint ruin probability
(see Section 6.3) or the expected discounted deficit. O

5 Survival probability for T,,q

In this section, we turn our attention to the survival probability associated to the time of ruin
Toand = max(71,72) under the framework (1) in the bivariate case (see Remark 4 for discussion
about higher dimensions). Such survival probability will be denoted by

&4y, uy) = Pr (ur,us) (Tand = 00) = P (4 4p) (71 = 00 or T9 = 00),

and hence U2 (yy, us) = 1 — ®*9(uy, uy) represents the associated ruin probability. By recalling
that S, is the time of the n-th claim event, in parallel to the beginning of Section 2, forn =0,1,...
we define the survival probability

(I)znd(u17u2) - 1 - \I/znd(u17u2) - PI' (ul,ug)(Tand > STL);
as well as the univariate survival probabilities, for ¢ = 1,2,
P (u;) =1 — U (u;) = Pr(r; > Sp|U; (0) = wy). (23)

If we define the sets A; = {r; > S, } fori = 1,2, then {T,nq > Sn} = {max(ry,m2) > S} = A1UA
and {To; > Sp} = {min(7m,72) > S,} = A1 N Ay. Using the identity Pr(A; U Asy) = Pr(A4;) +
Pr(As) — Pr(A; N Ay), one immediately has that, for n =0,1,...,

q)znd(ul, UQ) = <I>,1l(u1) + (I)%(UQ) — @n(ul, UQ). (24)

The implication of (24) is that, if we can determine ®? (u;) for i = 1,2 then ®*(wuy, us) follows
accordingly with ®,,(uy1,us) obtained from earlier sections. Then the ultimate survival probability

is given by ®*9(uy, us) = lim, oo P2 (u1, us).

14



Remark 3 Note that according to the definition (23), a claim event which generates a claim in
line 1 but not in line 2 should also be counted as a ‘claim event’ in line 2, and vice versa. This is
particularly important for a fair comparison between the bivariate and univariate probabilities as
well as ensuring the relationship (24) holds. Therefore, the way the number of claims is counted
here is different from that in Stanford and Stroiriski (1994) and Stanford et al. (2000). Note
also that ®} (u1) is independent of uz, co and fo(-) but dependent on Aao pertaining to the process
{Us(t) }¢>0. Similar comments apply to ®2(us). O

Given (24), it remains to derive recursive relationships for the univariate survival probabilities
! (u;) for i = 1,2. Since we denote A\, = A2 for bivariate process, we shall also write f.(-,-) =
fi2(-,+). When n = 1, by conditioning on the time and claim amounts upon the arrival of the
first claim event we obtain

ur+cit
P (uy) / / fu(z1)Ae” ’\tdmdt-i-/ / fao(2) Aage Ntdzodt

ui+cit
/ / / Jr2(x1, x2) A 2e™ As tday dzodt

A
:/ [Fn(ul + c1t) A1 + Flre(ur + Cﬂf))\lg] “Astdt + 22
0

As

o0
=1- / [Fi1(u1 + c1t) A1 + Fre(ur + c1t)Ai2] e etdt,
0

where Fy1(+) = 1— Fq1(-) and Fl.( ) =1—-F1q( ) represent the cumulative distribution functions
corresponding to the densities fi1(-) and fo f12(+, z2)dxy respectively. Recursively, one has that
forn=0,1,...,

[e%¢] u1+cit o0
CI)711+1(U1) :/ / CI)}z(ul +c1t — .1‘1) {fn(xl))\n =+ [/ f12($1,$2)d$2:| )\12} €_>\std$1dt
o Jo 0
o0
+ / (I),}Z(Ul + Clt)Azge_Astdt. (25)
0
The study of ®2(us) can be done in an identical manner by reversing the roles of lines 1 and 2.

The following example demonstrates how the same ideas as in Section 4 can be employed to
replace the recursive integrals in (25) by recursive sums using mathematical induction.

Example 5 As in Example 1, we consider the bivariate version of model (2) under exponential
assumptions with fi(x;) = pie "% for i = 1,2. Omitting the straightforward algebraic details,
line 1’s survival probability (I)711+1(u1) up to and including the (n + 1)-th claim events admits the

representation
n

Bryr(u) =1 = af, g juje ™,
=0
formn=0,1,..., with

1—j .

al n—1

n—1

Z [n (A + Ai2) ey

+ Z
+2— +1-
imman (7 —1,0) FYAs + erpun) 279 = s +eyp) T

ol i—j
[ .])\2201 j’L!

a[ln_,’_l’j] = Q[ILO}I(]' = O) +
form=1,2,...;5=0,1,...,n. The starting point is a[l o = = (A11+ A12)/(As + crpn). O
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Remark 4 The survival probability for T,nq in the general multi-dimensional case can in princi-
ple be studied in the same manner using the inclusion-exclusion principle. To illustrate this, we
briefly discuss the trivariate case (i.e. M = 3) as follows. We are interested in computing the
quantity ®2(uy, ug, uz) = Pr (u1,usuz)(Tand > Sn) so that

(I)and(uh usg, U3) = Pr (ul,u2,u3)(Tand = OO) = lim @an(ul,uz,u;g).

n—oo

While the univariate survival probabilities ® (u;) for i = 1,2,3 have the same representation as
in (23) (with the understanding that Sy, is defined in the trivariate framework), we further define
the bivariate survival probabilities, for i,j € {1,2,3} and i < j,

@fg(ui,uj) = PI‘(Ti > S, and T > Sn|(Uz(0), Uj(())) = (ul,u]))
If A; = {Ti > Sn} fori=1,2,3, then {Tand > Sn} = A1UAsUA3 and {Tor > Sn} =A1NAsNAg,
and therefore with the identity Pr(A; U As U A3) = Pr(A4;) + Pr(A2) + Pr(As) — Pr(4; N Ag) —
Pr(A; N As) — Pr(Aa N As) + Pr(A; N A2 N As) we immediately arrive at, forn =0,1,...,
D2 (41 ug, uz) = DL (1) + P2 (ug)+ P2 (ug)— D2 (uy, up) — L3 (uy, ug) — B2 (ug, uz)+Pp (u1, ug, us).

(26)

The univariate survival probability ®L(uy) satisfies the recursion, forn =0,1,...,
[e%¢] u1+cit ) (o]
‘I);H(Ul) :/ / @;(ul + Clt — .1‘1) {fn(.%’l))\n =+ [/ / fc(.%'l, 9, .1‘3)d.1‘2d.%’3:| )\c} e_’\stdazldt
0 0 0 0
oo
+ / (I)Tll(ul + Clt)()\zz + )\33)6_/\3tdt,
0

with starting value ®(u1) = 1. Similarly, the bivariate survival probability ®1(uy,us) is given
by, form=20,1,...,

e’} u1+cit
(137112(11,1, uz) :/ / (ID%LQ(Uq +cit —x1,u9 + czt)fn(a:l))\ne*)‘std:cldt
0 0
e’} u2+cat
+ / / (I)%LQ (u1 + c1t, ug + cot — xg)fzg(mg))\ggef)\stdxgdt
0 0
(o ¢]
+ / CI>,112(u1 4+ c1t,uo + Cgt)>\33€7)‘stdt
0
) o0 ug+cot ui1+cit
+ / / / / B2 (uy + 1t — 1, up + cot — x9) fo(1, T2, x3) e tdaydaodasdt,
0 0 0 0
with starting value ®5%(uy,uz) = 1. Other probabilities ®2 (ug), ®3 (ug), PL3(u1,u3) and ®23 (ug, ug)

appearing in (26) can be evaluated in the same manner. O

6 Numerical illustrations

In this section we present numerical illustrations of the results obtained in the previous sections
in the bivariate process (2) under exponential claims. The premium rates are assumed to be
c1 = 3.2 and ¢ = 30, whereas the mean claim sizes are 1/p; = 1 and 1/us = 10. Furthermore,
based on different arrival rates we consider four different bivariate risk models as follows
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e Case 1: Independent model - Aj; = Ago = 2; A2 = 0.

e Case 2: Three-component common shock model - Aj; = Ago = 1.5; A3 = 0.5.
e Case 3: Three-component common shock model - \j; = Ago = 0.5; \j5 = 1.5.
e Case 4: Common shock model - A\j; = Ago = 0; A2 = 2.

Note that under all four scenarios the total arrival rates for the companies are Ay = Ao = 2, and
the relative security loadings are #; = 0.6 and 62 = 0.5. Under Case 1 we are dealing with two
independent risk processes. The second and the third cases deal with a three-component common
shock model, where in Case 2 common shocks occur less frequently than in Case 3. Finally Case
4 assumes only the existence of common shocks which generate claims in both lines of business
every time. We are particularly interested to see the impact of dependence versus independence
on various ruin-related quantities.

6.1 Ruin probability and expected discounted deficit

In this subsection we assume the two insurers possess initial surplus values u; = 2 and uy =
10. First, the marginal or univariate ruin probabilities can be calculated using the well-known
formulas

O1p
Ulluy) = — ¢ T = 02052291 (= lim WL (uy)),
n—oo

_bam2,, . 9
e 02" = 04776875 (= lim U;(ug)).

2 —
\Ij (UQ) - 1 +02 11— 00

Under the independent Case 1, the ultimate ruin probability U2 (uy, us) for Thyq is simply the
product of the univariate ruin probabilities. Therefore, using similar relationship as in (24), the
exact ultimate ruin probability for T, in Case 1 can be calculated as W(uj,us) = ¥l(uy) +
U2(ug) — Ul (ug)W2(ug) = 0.6318894.

Insert Figure 1

Figure 1 plots the ruin probabilities W, (u1,us) in the four cases of bivariate risk processes
along with the univariate cases of W¢ (u;) for i = 1,2, all against the number of claims n. The
results are given based on 100 iterations for which the algorithms in Section 4.1 and Example 5
are used. Note that the computational times for running 100 iterations using our procedures of
recursive sums are somewhere between 10 to 12 hours, which is considerably smaller than those
needed for applying the recursive integrals from Example 1. From Figure 1 we can observe that
as the number of iterations increases, the results converge. In the independent Case 1, after
100 iterations we obtain a ruin probability of 0.6306428 that is very close to the exact value of
0.6318894. Looking at Figure 1 we can also observe that the ultimate ruin probability of Case 1
is the highest one in all models, being followed by Cases 2-4. In this example, these numerical
values suggest that if one uses the ruin probabilities associated to T;,, as a measure of riskiness,
the independent Case 1 is the most risky, whereas the dangerousness decreases with the frequency
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Figure 1: Ruin probabilities in T, for four bivariate cases and two univariate cases.

of common shocks to the processes {U;(t)}+>0 and {Uz(t)}+>0 (keeping the total arrival rate of
each company fixed).

Chan et al. (2003), Cai and Li (2005) and Yuen et al. (2006) derived bounds for the ultimate
ruin probability W(u,us) under Ty, as

max{\lll(ul), \IJQ(u2)} < W(up,uz) < \Ill(ul) + \I'Q(UQ) — \Ifl(ul)\I’2(u2), (27)

where the final expression is exactly the ruin probability in the case where {U;(t)}i>0 and
{Ua(t) }+>0 are independent. As it can be seen from Figure 1, the lower bound in (27) is not
very tight compared to Cases 2, 3 and 4, whereas the upper bound given by Case 1 is relatively
close to the exact ultimate ruin probabilities. One can also observe that the upper bound works
better when {U;(t)}+>0 and {Uz(t)}+>0 are less dependent.

18



Insert Figure 2
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Figure 2: Ruin probabilities in T,,q for four bivariate cases and two univariate cases.

Using the results in Section 5, we further consider the ultimate ruin probability ¥ (uy, us)
related to Tynq. Cai and Li (2005, 2007) provided simple bounds for W2 (v, us) given by

T (u) 2% (ug) < U9 (g, ug) < min{ W (uy), U2 (us)}. (28)

Figure 2 displays the ruin probabilities W2"d(uy,uy) for the four bivariate cases as well as the
univariate cases. Note that the upper bound in (28) is not very tight, whereas the lower bound
given by the independent Case 1 is relatively good. The lower bound works better when {U; (t) }+>0
and {Uz(t) }+>0 are less dependent. As a general conclusion suggested by Figures 1 and 2, if one
assumes independence instead of dependence via common shocks, one overestimates the ruin
probability under T;,, and underestimates the ruin probability under T},4.

We also consider the expected discounted deficit at ruin as in Section 4.2 for the same cases
described above. Figure 3 displays the values at a discount factor § = 0.05, when ruin happens
before or on the n-th claim, i.e. partial sums of (10) are plotted (contrary to the infinite sum in
(11)) under the appropriate choice of penalty functions. The expected discounted deficit appears
to converge to around 4.1 in all four cases. However, when we look closer at the actual numbers
as n increases (not reproduced here), they appear to converge to slightly different values.
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Figure 3: Expected discounted deficits up to the n-th claim for four different bivariate models.

6.2 Expected discounted total surplus when only one line is ruined

Next, we are interested in the quantity defined in (9) which represents the expected discounted
total surplus of the two companies at time T,, when business 1 is ruined, but business 2 has
positive surplus. Again we assume initial surplus levels of u; = 2 and uy = 10, and a discount
factor of § = 0.05. Since the recursive evaluation of the coefficients in this case is very similar to
those in Propositions 1 and 2, we omit the rather repetitive details here and only show the plots.

Insert Figure 4

From Figure 4, one observes that the expected discounted total surplus values are always
positive under all four scenarios. The intuitive explanation is as follows. It is evident from the
premium rates as well as the means of claim size in the two lines of business that the scale of line
2 is much larger than that of line 1. Therefore, at the time when line 1 is ruined but not line
2, there is very good chance that the positive surplus in line 2 is more than sufficient to cover
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Figure 4: Expected discounted total surplus values if only business 1 is ruined up to the n-th
claim.

the deficit in line 1, resulting in a positive total surplus. Furthermore, note that the expected
discounted total surplus appears to increase as {U(t) }+>0 and {Ua(t)}+>0 are less dependent.

Similarly, the expected discounted total surplus of the two lines at time T,, when line 2 is
ruined but not line 1 is depicted in Figure 5. This quantity is achieved by letting w{Q}(yl, y2) =
Y1 + y2 and w{l}(-, )= w{w}(-, ) = 0. This time the expected discounted total surplus values
up to the n-th claim are always negative. Interestingly, as the number of claims increases, this
quantity appears to be first decreasing sharply, then slightly increasing before finally converging.
Since Figure 5 shows the partial sums of (10), the slight increase in the interim means that
¢n(u1,uz) indeed becomes slightly positive as n gets large. This might be attributed to the fact
that when ruin in line 2 occurs at large enough number of claims, there is good chance that line
1 has already accumulated sufficient capital or profits to cover line 2’s deficit due to the long
time elapsed, even its scale is smaller. Again the expected discounted total surplus appears to be
larger if {U;(t)}+>0 and {Uz(t)}+>0 are less dependent.

Insert Figure 5
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Figure 5: Expected discounted total surplus values if only business 2 is ruined up to the n-th
claim.

6.3 Optimal capital allocation

In order to show the usefulness of the method of recursive sums presented in Section 4 (see
Remark 2), in this subsection we study an optimal capital allocation problem formulated as
follows. Suppose that a company possesses two lines of business which are to share among them
a fixed amount of initial fund valued at K dollars. A criterion will be needed to make a corporate
decision regarding the optimal way of splitting the K dollars. This can be based on risk measures
derived from the bivariate process {(Ui(t), U2(t)) }+>0, which include, for example, minimizing the
joint ruin probability (in various definitions) or the expected discounted deficit. In this subsection,
we are interested in the former problem. In the Ty, case, this means finding the optimal initial
surplus values (u}, u3) which minimize W(uy, u2) under the constraints u; +ue = K and uy, ug > 0.
Equivalently, we need to find the optimal value u} to minimize ¥(u;, K — ;) within the domain
0 < u; < K. The minimization of ruin probability under T,,q can be defined in the same manner.

Figures 6 and 7 plot the joint ruin probability against the initial surplus w; of business line

1 for the four cases of bivariate risk processes under Ty, and T,.q respectively. Here we assume
that two lines of business share total initial capital of 12 (i.e. u; + ug = 12) and other model
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parameters are not changed. The results given in this subsection are based on our algorithms
of recursive sums up to the 100-th iteration, i.e. Wyigo(ui,usz) and \Il?gg(ul,uQ) are used instead
of W(uy,uz) and U (uy, uz). As we mentioned in Section 6.1, the results after 100 iterations
are very close to the exact value. Therefore, we assume that all curves in Figures 6-8 essentially
represent the exact ultimate ruin probabilities associated with 75, or T,4.

Insert Figures 6 and 7
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Figure 6: Optimal allocations in T, for four bivariate cases.

By looking at Figure 6 for T, we can draw the same conclusion as we did in the first numerical
example in Section 6.1: the independent Case 1 is the most risky one among all models. The
minimum ruin probability is 0.572 for Case 1, followed by 0.566 for Case 2, 0.553 for Case 3
and 0.545 for Case 4. We also observe that the insurance company needs to allocate more initial
capital to line 1 in the independent case than other dependent cases in order to minimize the
joint ruin probability under Ty,,. The weights of the total initial capital 12 assigned to line 1 are
0.4275, 0.4075, 0.3650 and 0.3408 respectively for Cases 1-4.

Compared to Ty, the results for T,,q presented in Figure 7 are quite different. The insurance

company needs to put all initial capital to business line 1 to obtain the minimum ruin probability
which is almost 0 in all four cases. We believe that the main reason why the optimal u] is always
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Figure 7: Optimal allocations in T,,q for four bivariate cases.

located at 12 (i.e. 100% of the total initial surplus) is that line 1 has much smaller scale than
line 2. More precisely, the average claim amount for business line 1 is only 10% of that of line
2. Consequently, line 1 will survive much longer than line 2 if both lines have the same initial
surplus. As we pointed out in Section 1, T,,4 is the later individual ruin time of the two lines, so
the insurance company should invest all its limited initial capital to line 1 to minimize the joint
ruin probability associated with T,,q, even if this means that line 2 is likely to ruin early.

In order to show that the method of recursive sums is simple to implement in practice, we
also plot the indifference curves associated to Ty, in Figure 8 for Case 2. An indifference curve
represents all the possible combinations of u; and ue which give the same ruin probability as
stated on the right-hand side of the figure. If we have the budget restriction u; + us = 12, we
will reach our optimal allocation result that gives u] = 4.89 and w5 = 7.11.

Insert Figure 8
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7 Conclusion

In this paper we consider a multi-dimensional risk model with claims occurring according to
Poisson processes with common shocks. Using an intuitive recursive approach that is based on
observing the risk processes at claim instants, we provide recursive integrals to find the survival
probabilities as well as a subclass of the Gerber-Shiu functions with a penalty that depends on
the surplus levels of the all individual processes at ruin only. In Propositions 1 and 2, it is shown
via examples that the multiple/recursive integrals in the general formulas can be replaced by
multiple/recursive sums that are computational more tractable. As most of the papers on multi-
dimensional risk theory provide bounds and/or asymptotic results, we believe that our result is
a step forward towards solving these very difficult problems. Moreover, our results also provide
a neat way to perform related study such as an optimal capital allocation problem, as illustrated
in Section 6.3.

The ideas regarding the reduction of recursive integrals to recursive sums employed in Section

4 do not limit their applications to Propositions 1 and 2 about the bivariate version of model (2)
in which the claims between the two lines are independent in the case of a common shock. For

25



example, in the bivariate case, in order to reduce the recursive integrals to recursive sums, one
may assume that the density fia(:,-) follows, for example, a bivariate exponential distribution or
a Farlie-Gumbel-Morgenstern copula with Erlang marginals. In addition to relaxing assumptions
on the claims arising from common shocks, the recursive techniques can also be used when
one deals with renewal type risk models (as in Stanford et al. (2000)), where the inter-arrival
times {V},}72, between claim events may follow, for example, Erlang or Coxian distribution (in
contrast to exponential random variables with mean 1/)). However, in such case we require the
definition of the probabilities {11, m22, ..., Tarar, T} such that, given that a claim event occurs,
with probability m; (i = 1,2,..., M) there is a claim in line ¢ but not in any other lines, and
with probability 7. it is a common shock causing claims in all lines at the same time. Moreover,
one may also allow the inter-arrival times {Vj}72, and the resulting claims to be dependent,
with dependency structure resembling the ones studied by Boudreault et al. (2006) or Cossette
et al. (2008). As the ideas and techniques involved in the derivations of the afore-mentioned
generalizations are essentially the same as those in the simpler examples presented in this paper,
we restrict ourselves solely to mentioning these cases, leaving them as rather tedious algebraic
exercises.

Note that in the present model (1), it is assumed that the common shock affects all lines
simultaneously. We remark that the model can be further extended to allow for multiple common
shock components such that each component induces claims in a different subset of the M lines.
Again, such presentation will be notationally involved without much gain of additional insights,
so we have opted to study (1) for ease of presentation.

As mentioned by most authors, ruin theory in the multi-dimensional case is very complex.
Our method is rather tedious, but we use only elementary algebra to provide a way of calculating
various ruin-related quantities under a multi-dimensional risk model. We hope that this paper
will stimulate more research on these complicated risk models that seem to become more popular
in the literature.
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