Large deviations for risk processes with reinsurance
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Abstract

We consider risk processes with reinsurance. A general family of reinsurance contracts is
allowed, including proportional and excess-of-loss policies. The claim occurrence is regulated
by a classical compound Poisson process or by a Markov modulated compound Poisson process.
We provide some large deviation results concerning these two risk processes in the small claim
case. Finally we derive the so called Lundberg’s estimate for the ruin probabilities, and we
present a numerical example.
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1 Introduction
The model without reinsurance. We consider the risk process (X*(¢)) defined by
X*(t) =x+pt —S(t) (1)

where x > 0 is the initial capital, p > 0 is the (constant) premium rate and the aggregate claims
process (S(t)) is a compound Poisson process (classical case) or a Markov modulated compound
Poisson process (Markov modulated case). More precisely we have S(t) = ij\/:(tl) Uy and N(t) =
> p>1 Lm.<t, where (Uy) is a sequence of positive random variables and (/N (t)) is a counting process
with points (7}); further details will be given when we present the classical case and the Markov
modulated case separately. Roughly speaking, when we deal with the Markov modulated case,
claims intensity and claims size distribution depend on the evolution of a finite state space Markov
chains; from the actuarial point of view the Markov chain describes the environmental conditions
that influence the phenomena, such as weather conditions in car insurance.

We assume that the random variables (Uy) have finite expected values and that E(0] converges

¢
to some limit value ¢ as ¢t — oco. The (infinite horizon) ruin probabilities (¢)(z)).,~¢ are defined by

Y(z) = P(1% < 00), where 7¥ = inf{t > 0: X*(t) < 0}

and, in order to avoid the trivial case 1(z) = 1 for all > 0, the so called net profit condition is
required, i.e. p = (1 + k)¢ for some relative safety loading x > 0.
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Reinsurance policies. In our model reinsurance is allowed, i.e. the insurance company may
insure part of the risk at another company (the reinsurance company) in return for a part of the
premium pt. A reinsurance policy is described by a measurable function R : [0,00) x [0,00) —
[0, 00), for which we use the notation R(t,«) = Ri(«); for such a function we require the condition
0 < Ri(ar) < e for all t,o« > 0. This means that R;(«) is the part of the claim that the company
pays when a claim of size a occurs at time t. Since the reinsurance policy is chosen dynamically,
the premium rate for the reinsurer is in general not constant in time, as it happen in the classical
risk model. We denote with gx(t) the premium up to time ¢ paid by the insurer to the reinsurer,
and we shall see in detail below its determination. We assume that reinsurer uses the expected
value principle with relative safety loading n > 0 for premium calculation. We shall point out
below that it is interesting to consider 1 > k, i.e. the case in which reinsurance is more expensive
than insurance, otherwise the insurer would reinsure the whole portfolio. In conclusion the reserve
process (X5 (t)) under the reinsurance policy R is defined by

X5(t) = x + px(t) — Sx(t), where )
Sx(t) = Sn) Ry, (Uy) and pe(t) = pt — q(t).

Large deviations and outline of the paper. In this paper we present some large deviation
results concerning the risk process under the reinsurance policy R and we refer to the claim surplus
process (Zg(t)) defined by

Zg(t) = x — X3(t) = Sx(t) — px(t).

In particular we refer to the concept of large deviation principle (see e.g. Dembo and Zeitouni
[4], pages 4-5, for the definition); from now on we write LDP for short. We present two kinds of
LDPs. The first one concerns the classical case (section 2) and it is a sample path large deviation
result because it is a LDP on the space of cadlag functions DJ0, 1]; the second one concerns the
Markov modulated case (section 3) and it is a LDP on R. More precisely (we use the standard
notation B° for the interior of B and B for the closure of B) in the first case we have
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— inf Ix(f) < liminf—logP<M € B) < limsup—logP(M € B) < — inf Ix(f)
fepe a—oo o « a—oo & « feB

for all Borel set B in D[0, 1], where I is the rate function; in the second case we have
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for all Borel set B in R, where A% is the rate function. It is useful to point out that Iy is a good

rate function, i.e. the level sets of Iy

{f € D[0,1] : Ix(f) < ¢} (for all ¢ > 0)

are compact sets.

The Markov modulated case is a generalization of the classical case. The proof of the sample
path LDP concerning the classical case is based on Proposition 2.1, which is a known result in
the literature. For the Markov modulated case we do not have an analogous sample path large
deviation result, so that we can only prove the LDP on R.

In section 4 we present some results for the ruin probabilities (¢)x(z))s>0 under the reinsurance
policy R, which are defined by

Yx(z) = P(TR < 00), where 7 = inf{t > 0: X%(¢) < 0}. (3)

In subsection 4.1 we prove the so called Lundberg’s estimate for the ruin probabilities in (3); this
estimate shows that, in a sense related to large deviations, ¥x(z) decays exponentially as = — oo.
Some comments and a numerical example are presented in subsection 4.2.



The hypothesis (H) for the reinsurance policies. Since we have in mind two prototype
examples of reinsurance policies presented below, in all the results in this paper we refer to the
following condition:

(H): Let Ry : [0,00) — [0,00) be a measurable function. Then for all ¢ > 0 there exists t. such
that for all t > t. we have |Ri(a) — R ()| < emax{a, 1} for all a > 0.

One could consider the bound « + 1 which is simpler than max{a, 1} (but it is larger); in such a
case some details presented in the paper have to be accordingly changed.
We remark that, when (H) holds, we have the pointwise convergence of R; to Roo as t — 0o:

tlim Ri(a) = Roo(a) for all a > 0. (4)

Indeed for all € > 0 and for all @ > 0 let i o be defined by t. o := t./max{a,1}; then, for all t > ¢ 4,

we have |Ri(a)) — Roo(@)| < m max{a, 1} =e¢.
Prototype example 1: proportional policies. Set Ri(a) = by for some b, € [0,1] and assume
that lim; 00 by = beo € [0,1]. We check (H) as follows. Set Roo(c) = boocr. For all € > 0 there

exists t. such that |by — boo| < € for all ¢ > t.; thus for all ¢t > ¢,

|Ri(a) — Roo(@)| = |bt — boo|x < eax < emax{ey, 1} for all o > 0.

Prototype example 2: excess-of-loss policies. Set Ri(a) = min{as, o} for some a; € [0,00) and
assume that lim; .o a; = aso € [0,00). We check (H) as follows. Set Roo() = min{as,a}. For
all £ > 0 there exists ¢. such that |a; — ax| < € for all ¢ > t.; thus for all ¢ > ¢,

|Ri() — Roo ()| = | min{at, o} — min{ace, a}| < |ar — aoo| < € < emax{a,1} for all a > 0.

2 Classical case

In this section we consider the model (1) where (S(¢)) is a compound Poisson process. Thus we
have S(t) = Zg:(tl) Ur and N(t) = >~ 17, <t, where: (Uy) and (N(t)) are independent; (Ug) are
iid.; (IN(t)) is a Poisson process with intensity A, i.e. the random variables (T, — Tj—1) are i.i.d.
exponentially distributed with expected value %
We assume the following superexponential condition for the random variables (Uy):

(S1): E[e?Y1] < oo for all § € R.

As a consequence of (S1) the (common) expected value p of the random variables (Uy) is finite

5(t)

and =~ converges to £ = A\p as t — oo. The reserve process (Xj(t)) under the reinsurance policy

R is defined by (2) where

palt) = pt = an(t) = (1 + R)vut = (1+ o) | (B0 B, (0] ds
=p

with some easy computations we have

px(t) = (1+77)>\/0 B[R, (U1)]ds — (1 — k) Aut.

In all our results we assume that (H) holds; thus we have (4), whence we obtain

im L [ B[R (U)]ds = B[R (U1)]: (5)

t—o0 0



then

. ®(t) _
Tim 220 _ 5 here g = (1 4+ mAE[R(U)] - (1= 0)n.
The net profit condition for the insurance company under the reinsurance policy R is pp >
AE[R (U7)], i€

(1 +M)AE[R(Ur)] = (n — K) A > AE[Roo (U)];

thus, after some easy computations, we obtain

E[Reo(U1)] = [1—;@ (6)

We point out that (6) always holds when x > 7. We also need to consider the process (Zx(t))
defined by
N(#)

= > Reo(Ur) — Pt

We remark that the process (Z(t)) and the net profit condition presented above are a general-
ization of the analogous items presented by Hald and Schmidli [6] (section 2) for the proportional
reinsurance policies; for instance the process (X?) in eq. (3) in [6] is the analogous of (Zx(t)). The
net profit is the same if we have (Zx(t)) in place of (Zx(t)). Finally we consider the rate function
Iy defined by

Ia(f) = { Jo AR(F(®)dt i f € ACO[0.1] .
o0 otherwise
where
A&(y) = Sup[Qy - Aﬂz(@)] and Agg(@) = )\(E[eeRoo(Ul)] _ 1) — Db (8)

(SN

Our aim is to prove Proposition 2.3, i.e. the LDP of ( with rate function Iy as in (7). In

Zﬂz(a'))
e —
order to do that we shall show that (%) is exponentially equivalent to (ZWT(Q)) as a — oo (see
Definition 4.2.10 in [4]); then Proposition 2.3 will be proved by considering Theorem 4.2.13 in [4]
and the next known result of Borovkov [2] (see also de Acosta [3] and the references cited therein).

Proposition 2.1 Assume E[e?F~U)] < oo for all § € R, and (H). Then (Zyo(éa')) satisfies the
LDP with rate function I as in (7). Moreover the rate function I is good.

Some preliminaries are needed for proving Proposition 2.3. We shall use the symbol [-] to denote
the integer part of a real number. Let (A4, ) be the sequence defined by

=3 |Bn (U) — Ree(U3)

k=1

and let us consider the following lemma.
Lemma 2.2 Assume (S1) and (H). Then lim,_. £ log E[e?A"] = 0 for all § > 0.

Proof. Let 6 > 0 be arbitrarily fixed. We have E[e?4] > 1 for all n > 1 since § > 0 and the
random variable A,, is nonnegative; thus we can immediately say that lim inf,, % log E[ef47] > 0.
Thus we complete the proof showing that limsup,,_, . % log E[e?4] < 0.

The following asymptotic estimate (10) is needed. Let n > 1 and p,r, e > 0 be arbitrarily fixed.

Then we have
P(N(r) > [ne]) < e #MIR[ePNC)] = ¢molnetarter—1),



and therefore lim sup,,_,, 1 log P(N(r)) > [ne]) < —pe; thus, since p > 0 is arbitrary,

lim = log P(N(r) > [ne]) = —oc.

n—oo n

In conclusion, since we have P(T},, < r) = P(N(r) > [ne]), we obtain

lim %log P(Tjpg <7) = —00. (9)

n—oo

Furthermore note that

n

(R, (Uk) + Roo(Uy)] <2 Us;

Ap = |R1,,(Uy) = Roo(Up)| <
k=1 k=1 k=1

then we have
E[eeA" 1T[ns]<7’] < E[e%ZZ:I U 1T[ns]<r] - <E[629U1])nP(T[”E] <)

since 6 > 0, (U1, ..., Uy, Tj,)) are independent and (Uy, ..., Uy) are i.i.d.; thus we obtain

1
lim ~logE[e?4" 17, <] = —oc0 (10)

n—oo N

holds by (9) and (S1). Now let us consider the sum
]E[eaAn] — E[eHAn ]‘T[ng]<t£] + E[eHA” 1T[n5]2t€]7
where t. is the value in (H). As far as the second the addendum is concerned, we obtain

[ne]—1 n
6A 20 ” U, 0O —ine max{Uy,1
]E[e an[na]ZtE] S E[e Zk71 Fe Zk [me] Uk }]‘T[TlE]ZtE] é

< (E[820U1])[n5]71 (E[ees max{U1,1}])n7[ns]+1 )

Thus, by (10) with r = ¢, we have

1
lim sup — log E[e?4"] < elog E[e?U1] + (1 — &) log E[e% max{UL:1}],

n—oo TN

In conclusion we have limsup,, ., < logE[e’4"] < 0 since (S1) holds and & > 0 can be chosen
arbitrarily small. [J

Proposition 2.3 Assume (S1) and (H). Then (%) satisfies the LDP with rate function Iy
as in (7).

N

®(a)

Proof. Proposition 2.1 provides the LDP of ( ) and the goodness of the rate function I in
(7); indeed, when (S1) holds, we have E[e?%=(U1)] < oo for all § € R. Thus, by Theorem 4.2.13 in
(0%

[4], we only need to show that (Zyéa')) and (Z"ROE ')) are exponentially equivalent as o — oo, i.e.

1 1 _
lim — logP<f sup |Zx(at) — Zg(at)| > 5) = —oo (for all § > 0). (11)
a—0o0 @ & tel0,1]

Let 0 > 0 be arbitrarily fixed. We have

1 _
{— sup |Zx(at) — Zg(at)| > 5} C
& tel0,1]



N(at)

C {;t:%%] Ipx(at) — Prot| > 5} {atz%pl]‘ Z R, (Uy) — (Uk)‘ > g} c
N(
- {;tiﬁ)pn paot) ~act] > 3} {;ti%pl (RTk Us) ~ Roo(U)] > 3 )

then

1 _
{f sup |Zg(at) — Za(at)| > 5} C EX U ES
& tc)0,1]

where EY = {é SUPyeo,1] IPw(at) — prat| > g} and ES = {A]L(“) > %}; thus by the union bound
we obtain .
P(— sup |Zg(at) — Zg(at)| > 5) < P(E®) + P(E9). (12)
& tel0,1]
In view of what follows it is useful to remark that in general E{ is a deterministic event;
moreover B¢ = () and 1 5 SUPyefo,] IPx(at) —Prat| < % are equivalent conditions. For a large enough
we have B = ) because

1
lim — sup |[pg(at) —prat| = 0;
Q00 (& e0,1]

indeed
1
0 < — sup |pr(at) — pgrat| = sup ‘/ s(U1)]ds — E[R (Uy)]at| =
& telo,1] te[0,1]
(1+ 1+n)A at
AEmA o ’/ _E[Rs (Ul)]ds( <OEmA / IE[Ry(U1)]—E[Roo (U1 )]|ds =
t€[0,1] & t€f0,1] J0

_ i /a [E[R,(U1)] — E[Roo(Un)]|ds < GZW /OQEHRAUD — Reo(Un)|)ds,

E[|Rs(U1) — Reo(U1)|]ds = 0 by (4). Thus, for « large enough, (12) becomes

and lima_,oo

1 _
P(— sup |Zz(at) - Za(at)| > 6) < P(ES);
& ¢el0,1]

. A . . . .
then, since £ = {M > %}, the exponential equivalence (11) is proved if we show that

)
hmsup—logP<AN( ) > a§> < —c0. (13)

Now let p > 0 and a positive integer K be arbitrarily fixed. Then, since T}, is the sum of n
exponential random variables with mean %, we have

A\ Kl
P(T < P Ele PTKl0l] = P ——
Tk < a) < e Ele |=e ()\+,0> ,
and therefore
- <
Jim — 1Og P(Txia) <a) < p+ Klog 5 " (14)

Furthermore we have {Tx(q > a} = {N(a) < K|a]}; then, since (A,) is nondecreasing, we
obtain the inequality

P(AN(Q) > aé,TK[a] > a) < P(AK[Q] > a%).

2
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Thus, for all 6 > 0,

P(AN(a) > ag’TK[a] = a) = P(AK[a] = O‘g) < 6*9agE[€0AK[a]}

and, by Lemma 2.2, lim sup,,_, é log P(An(a) > ag, Tkia) = a) < —9%. In conclusion
.1 A ) B
Oéh_)]rgo alogP( N(a) > ai,TK[a] > oz) = —o0 (15)

holds since 6 > 0 is arbitrarily chosen.
Now we are ready to prove (13). Let p > 0 and a positive integer K be arbitrarily fixed, as
before. By the union bound we get

P(AN(Q) > O‘g) < P(AN(OC) > ag,TK[a] > a) + P(Tx(o) < @);

hence, by (14) and (15), we have

1 0
lim sup — logP<AN(a) > 045) <p+ Klog

a—oo &

A4p

Moreover, for K > A\, we can set p = K — )\ and we have

1 o K
limsup—logP<AN(a) > a§> <K-)X—Klog N

a—00

thus (13) holds by taking K — oo in the latter right hand side. O

3 Markov modulated case

In this section we consider the Markov modulated risk model in [10] (chapter 12, section 3; see also
chapter 12, section 2, subsection 2, example 4 at page 506), i.e. the model (1) where (S(t)) is a
Markov modulated compound Poisson process. Roughly speaking, let J = (J(¢)) be an irreducible
continuous time Markov chain with finite state space E and, in any finite time interval in which we
have J(t) =i for some i € F, (S(t)) behaves like a compound Poisson process with claim intensity
Ai and claim size distribution G;. More precisely we have S(t) = Z]kvz(? U and N(t) = > o1 I1<t
where: (U) and (N(t)) are conditionally independent given J; (N(t)) is a Markov modulated
Poisson process, i.e. a doubly stochastic Poisson process with intensity (X ;¢ ); (Ug) are independent
given .J and, for all k > 1, the conditional distribution of Uy given J is G j(t,)-

In general we shall use the notation E;[f(U)] to denote the expected value of a random variable
f(U), where U is a random variable with distribution Gj.

In view of what follows it is useful to consider the following function L : R — R; for details
on this function see Baldi and Piccioni [1] (section 2). Let v = [vi];er be arbitrarily fixed and let
(pij)i.jer be the intensity matrix of J; moreover let us consider the matrix P(v) = (pij +0ivi)i jcE,
where
pij v ifi=j
Dij if i #j
Then Perron Frobenius Theorem guarantees the existence of a simple and positive eigenvalue of the
exponential matrix e’ which is equal to the spectral radius of e’ ®@: then L(v) is the logarithm
of such eigenvalue. It is important to point out that

pij + dijvi = {

.1 [0 55)ds E
L(v) = tlirgo ElogE[eO (%] (for all v € R”) (16)

7



whatever is the initial distribution of J. The function L(v) is convex, nondecreasing with respect
to each component v; of v and VL(0) = 7, where 0 is the null vector in R” and 7 = (m;);cp is the
stationary distribution of J.
We assume the following condition (S2) which is a generalization of (S1) presented for the
classical case.
(S2): for all i € E we have E;[e?V] < oo for all § € R.
S(t)

As a consequence of (S2) the expected values (E;[U]);cr are finite and =~ converges to ¢ =

Y icp TiME;[U] as t — oo. The reserve process (X5(t)) under the reinsurance policy R is defined
by (2) where

t
pr(t) = pt — gr(t) = (1+5) Y mAE Ut — (14+1) ) 7Ti>\i/ [Ez’[U] - IE,-[RS(U)]} ds;
i€k icE 0
with some easy computations we have
t
pa(t) = (1+m) Y mids / EilRy(U))ds — (0 — #) S mAE(U].
icE 0 i€k

In all our results we assume that (H) holds. Thus some items presented above can be adapted
to the Markov modulated case. Let us start with the limit (5) and the definition of pg:

1 t
tlim n E;[Rs(U)lds = E;[Roo(U)] for all i € E;
—00 0
_pR(t) _
Jim === =P, where pg = (1+1) > mAEi[Roo(U)] = (n— ) Y mNEi[U]. (17)

icE icE
The net profit condition for the insurance company under the reinsurance policy R is pp >
> ier TiNE[Roo(U)], ie.

(14n0) Y mAE[Reo(U)] = (n = ) > mNEU] > > midiEi[ Roo (U)];
icE icE icE
thus, with some easy computations, we obtain
> TAE R (U)] > [1 - 5] 3 mAEU]. (18)
i€E ek

We point out that (18) always holds when x > 7. Finally let us consider the rate function A%
defined by

AR(y) = sup[fly — Ax(0)], (19)
9eR
where
AR(8) = LN (Ei "> = D)]icp) — Pb- (20)

Our aim is to prove Proposition 3.1, i.e. the LDP of (Z%(t)) with rate function A% as in (19).

In order to do that we shall use Gértner Ellis Theorem (see section 3 of chapter 2 in [4]).

Proposition 3.1 Assume (S2) and (H). Then (Zﬂzt(t)) satisfies the LDP with rate function A% as
in (19).

Before proving Proposition 3.1 the following Lemma is needed.

Lemma 3.2 We have E[eezjkvz(tl) B, (Uk)] = E[exp(fot A, (Ej, [e/Bs(U)] — 1)ds>].

8



Proof of Lemma 3.2. This formula can be proved following the lines of the proof of Lemma 2.3
in [9] with ¢(s,u) = Rs(u)1jg4(s); more precisely we have to consider the extension considered in
Lemma A.1in [8]. O

Proof of Proposition 3.1. We want to apply Géartner Ellis Theorem and, for all § € R, we need
to check the limit

1 Zp (1)
lim glog E[e’ 5 | = Ax(0).

t—o00

First of all note that, by (S2), we have E;[e?#~U)] < oo for all i € F and for all § € R.
Furthermore we have

E[etG th(t) ] _ E[€9 Ziv:(i) R, (Uk)]e—PIR (t)97

whence we obtain

%logE[ewzﬁ(t)] = %logE[egsz:(? B, (Uk)] pt(t)e;

thus, by (17) and (20), we only have to check the following limit for all § € R:
1 t
Jim  log Ble” Xy Rr U] = ([ (Bi[e”"~0)) — 1)]ic). (21)

One can immediately say that (21) holds when 6 = 0 since L([A;(E;[e*F~()] —1)];cp) = L(0) =
0.

In order to prove (21) when 6 # 0 we distinguish the cases § > 0 and 6 < 0; moreover in both
the cases we start from Lemma 3.2 with ¢ > t., where t. is the value in (H):

N ()

te ¢
E[ef Trtt B (U] = E[exp ( / A (B, ["Re@)] — 1)ds + / As, (B, [?R@)] — 1)ds)]. (22)
0 te
Case 6 > 0. Set M(0) = max;ep \i(E;[e?Y] — 1) and, by (22), we have

t
E[GXP</ s, (B, ["Re @] — 1)d8)} < BTt Rry (U] <
e

< eM(e)th[eXp (/t Ay, (., [PRU)] 1)d3>}'
te

Moreover, by (H), we obtain

t
E{exp (/ Ay, (B, [¢fFoo(U)—emax{U1})] _ 1)d5>} < E[&Zgi? B, (Un)) <
te

t
< eM(a)tEE[eXP< Mg, (B g, [ Foe (@) pemax{ULh] _ Dds)]
e

Then, by (16),

LA =)< meUID] 1)) < lminf - log B[e! Tis s (00)] <

< lim sup % log E[eesz:(? B, (Un)] < L[\ (By[ef Foo W) Femax{UAN] _qy), 1y,

t—o0

In conclusion, by the continuity of L(-), (21) holds since £ > 0 is arbitrary.



Case 8 < 0. We simply adapt the procedure presented for the case # > 0. Set m = min;cg —A;;
then, by (22) and (H), we have

em-tsE[exp</t M\ (Ey, [ee(Roo(U)+smax{U,1})] - 1)d3)] <
te

¢
< e"”ﬂE[exp(/ A, (Ey, [eeRs(U)] — 1)ds>] < E[eazg:(tl) RTk(Uk)] <
te

< E[exp (/t M (B [?Ro0)] — l)ds)} < E[exp(/t Ay, (B, [/ Roe(U)—emax{U1)] _ 1)d3)]'
te

te
In conclusion (21) can be easily checked: we can use (16) in a suitable way, L(+) is continuous and
€ > 0 is arbitrary. OJ

Remark 3.3 The Markov modulated case is a generalization of the classical case. This can be
trivially explained by considering the set E reduced to a single point. A more interesting way
consists to consider the following condition (C) and some consequences:

(C): the distributions (G;)icg are all the same G and the values (N;)icg are all the same .

A first consequence is that (S(t)) is a compound Poisson process S(t) = ij\/:(tl) Ui according to the
presentation for the classical case, G is the common distribution the random variables (Uy), and
(S(t)) and (J(t)) are independent. Furthermore (S2) coincides with (S1). Finally px(t), pg and
Aq coincides with the items denoted by the same symbols for the classical case; for A this fact can
be motivated by noting that, if for some v € R we have v; = v for alli € E, then L([vi)icp) = v.

4 Results on ruin probabilities

In this section we focus on the asymptotics of the ruin probability when the initial capital is large.
In subsection 4.1 we derive the so called Lundberg’s estimate for the ruin probabilities in (3), i.e.
the ruin probabilities under the reinsurance policy R. In subsection 4.2 we present some comments
and a numerical example.

4.1 Lundberg’s estimate

The Lundberg’s estimate for the ruin probabilities (¢)x(x)).>0 will be proved in the next Proposition
4.1. The Lundberg’s estimate consists of the limit (23) below; roughly speaking this limit shows
that x(z) decays exponentially as z — oo in the fashion of large deviations.

By taking into account Remark 3.3 it is not restrictive to consider the Markov modulated case;
indeed the classical case can be seen as a particular case.

Proposition 4.1 Assume (S2) and (H). Finally assume Dy > Y ;cp miXNiEi[Roo(U)] > 0. Then
there exists wg > 0 such that Ax(wg) =0 and

1
lim - log Yr(z) = —wa. (23)

Proof. First of all we have A%(0) < 0 by (20), VL(0) = 7 and the net profit condition pg >
Y icp TidiEi[Roo (U)]. Moreover

Ax(0) > > midi(Ele™=] — 1) — Pt
i€l

by the convexity of L and by VL(0Q) = 7, so that the right hand side diverges as # — oo since
mi,N\i > 0 for all i € F and at least one of the functions (Ei[eR”(U)e] — 1);ep diverges by the
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hypothesis > ;. p T AiEi[Roo (U)] > 0. Thus Ax(#) diverges as § — oo. In conclusion the existence
of wg is guaranteed by the convexity of Ag, A%(0) < 0, limg_,o, Ax(f) = co and Ag(f) < oo for all

6 € R (the latter statement holds by (S2)).

In order to prove (23) we refer to Corollary 2.3 and Lemma 2.1 of Duffield and O’Connell [5]
(taking linear scaling functions); thus we have to check that Aj is continuous at every point of

(0, 00) and the inequality

lim sup 1 log E[e?(Z2(M)=Z2(n))] < ( (for all § > 0),

n—oo

where Z%(n) = supg<,<1 Zx(n + 7).

First of all the function A% is convex and finite on the set {A%(0) : € R} = (—Dg,

A% is continuous on this open set and in particular on (0,00) C (—pg, 00).
As far as (24) is concerned, first of all we have

Zig(n) = Zx(n) = sup {Sa(n+r) = Sx(n) = (pa(n + 1) = pa(n)) };

0<r<1
moreover
N(n+r) N(n+r)
Sx(n 4 7) — Sg(n) = Z R(Un)< Y. W
k=N (n)+1 k=N(n)+1
and
px(n+ 1) — A+ Y m / Ei[Ry(U)]ds (7 — 1) 3 mAE[U]r >
i€ER i€ER
>0
> —(n—r) > mANE[Ur
i€E

whence we obtain (we use the notation z* = max{z,0})

N(n+1)

Zr(n+r1)—Zg(n) < Z Ui+ (n— k) Zm)\E | (forall 0 <r <1).

k=N(n)+1 i€R

Now let # > 0 be arbitrarily fixed. Then we have
E[e?Za(m~Zn ()] < [ Tionimy+1 Ub]bnr)* icp mAE (U],

Moreover, by Lemma 3.2 (slightly changed), we have

Efe’ TN 7] = E[exp (/

n

)~ 1)as)]

and, if we set M () = max;cp \;(E;[e?Y] — 1) as in the proof of Proposition 3.1, we obtain

n+1
A (B, [U] — 1)ds)} < MO,

E[exp (/

n

In conclusion
E[eﬁ’(zé‘z(N)—Zaz(n))] < eM(0)+0(n—r)" 3 p miXi s U]

and (24) holds since M (6) < oo by (S2). O
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4.2 Comments and a numerical example

In this subsection we present some comments and a numerical example. In particular, by taking into
account our prototype examples presented at the end of section 1, we mainly refer to proportional
and excess-of-loss policies.

In the classical case, Schmidli [12] provides the Cramér-Lundberg approximation for propor-
tional reinsurance strategy, that is an estimate sharper than the one presented in Proposition 4.1.
Moreover, he asserts that other types of reinsurance can be treated similarly. For Markov modu-
lated risk processes, Hald and Schmidli [6] (section 4.2) treat the problem of how to calculate the
proportional reinsurance strategy maximizing the adjustment coeflicient. As far as we know, there
are no asymptotic results for Markov modulated risk processes with excess-of-loss reinsurance.

A question of interest is the choice of a dynamic reinsurance strategy in order to minimize the
infinite time ruin probability. In the case when the risk process is approximated by a Brownian
motion with drift, Schmidli [11] determines explicitely the optimal proportional reinsurance policy
and the corresponding ruin probability function. The optimal retention level turns out to be
a constant. In the case of the classical Cramér-Lundberg risk process, Schmidli [11] and Hipp
and Vogt [7] analyze proportional reinsurance and excess-of-loss reinsurance respectively. They
prove the existence of a smooth solution of the Hamilton-Jacobi-Bellman (HJB) equation as well
as a verification theorem, but it seems that no explicit solution of the HJB equation exists. In
both papers it is conjectured that for exponentially distributed claim sizes the optimal reinsurance
strategy becomes constant for large values of the initial capital. Thus, in general, it is hard to find
an explicit solution for the control problem for the Cramér-Lundberg risk process.

A number of papers focuse their analysis on giving asymptotic results for the ruin probability.
Waters [14] considers constant reinsurance strategies. He finds that in the case of proportional
reinsurance there exists a unique constant strategy that maximizes the adjustment coefficient.
In the case of excess of loss reinsurance strategies, he argues that the same result holds if the
premium is calculated according to the expected value principle. Schmidli studies the asymptotics
for risk processes under optimal proportional reinsurance in the small claim case (see [12]) and
large claim case (see [13]). In both case, he provides the Cramér-Lundberg approximation as well
as the convergence of the optimal strategies. In particular, in the small claim case he proves that
the optimal reinsurance strategy converges to the asymptotically optimal strategy as the initial
capital increases to infinity. In conclusion, after all this discussion, the existence of the limit of the
strategies R, as t — oo (i.e. the strategy R in (H); see (4)) may be considered realistic.

It is interesting to determine the asymptotically optimal reinsurance strategy, that is, by taking
into account Proposition 4.1, the reinsurance strategy R that maximizes the adjustment coefficient
weg. First of all, consider the complete reinsurance case where all the claims are entirely paid by
the reinsurer (obviously (H) holds in this case; moreover this can be seen as a proportional policy
and as an excess-of-loss policy):

REO) (a) =0 for all ¢, > 0. (25)

The reserve process (2) becomes

o () =z 4 (k—n) Y mNE[U]L.
i€ER
Notice that if £ > 7 then g0 () = 0 for all 2 > 0. Thus, as pointed out in [6] (section 2) for
proportional policies concerning the classical case, the inequality x > n leads to a trivial situation
because the reinsurance policy (25) minimizes the ruin probability. In conclusion it is interesting to
consider the inequality n > k, i.e. the case in which reinsurance is more expensive than insurance;
on the other hand, when (H) holds, we already pointed out that x > 7 trivially provides (6) for
the classical case and (18) for the Markov modulated case.
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In general it is hard to maximize the adjustment coefficient. Here we present a numerical ex-
ample and we consider proportional and excess-of-loss policies.

Numerical example. Let J be a two state Markov chain, and then set E = {1,2}. Let \; =1
and Xy = 2 be the claim intensities and let G1 and G be the claim size distributions which are
assumed to be both exponential with expected values 1 and 2 respectively. Let

<p11p12):(—1 +1>
D21 P22 +1 -1
be the intensity matriz of J; then the corresponding stationary distribution is (my,m) = (%, 1). Fi-

22
nally let n =5 and k = 4 be the relative safety loading for the reinsurer and the insurer respectively.

In the Figure 1, we have depicted the adjustment coefficient wg as a function of the retention
level in the case of proportional reinsurance as well as in the case of excess-of-loss reinsurance. In
both cases, the graphs suggest that wg is an uni-modal function of the retention level.

1 0.4
0.9¢ 0.35}
0.8
0.3
0.7}
o6l 0.25 |
= 05 0.2
0.41 0.15
0.3}
0.1
0.2}
o1l 0.05
0 0 :
0 0 20 40 60

Figure 1: The adjustment coefficient as a function of the retention level in the case of proportional
reinsurance and excess of loss reinsurance respectively

We point out that wg = 0 when (18) fails (in the classical case when (6) fails). In the propor-
tional case (18) is

1 471
5[ boo + 2 2bc] > [1—5]5[1-1+2-2], ie. by > 0.2.

In the excess-of-loss case (18) is

%[1 S(L— ™) £ 2.2(1 — e %/2)] > [1 - %E[l 1422,

and, with some easy computations, we obtain

€79/ < 2\/2 -2, ie. as > —2log(2V2 — 2) = 0.38.
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