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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. 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 estimate for
the ruin probabilities and present a numerical example.
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1. Introduction

1.1. The model without reinsurance
We consider the risk process (X*(¢)) defined by

X*(t) =x + pt — S(), (1.1

where x > 0 is the initial capital, p > 0 is the (constant) premium rate, and the aggregate
claims process (S(¢)) is a compound Poisson process (in the classical case) or a Markov-
modulated compound Poisson process (in the Markov-modulated case). More precisely, we
have S(¥) = Z,ivz(ll) Ugand N(t) = Zk>1 {1, <s}, where (Uy) is a sequence of positive random
variables and (N (¢)) 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,
in the Markov-modulated case, the claim intensity and claim size distribution depend on the
evolution of a Markov chain with a finite state space; 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 S(z)/t
converges to some limit value £ as t — oo. The (infinite-horizon) ruin probabilities (¥ (x)) =0
are defined by

¥(x) =P(t* <o00), where" =inf{r >0: X*(r) <0},

and, in order to avoid the trivial case vy (x) = 1 for all x > 0, the so-called net profit condition
is required, i.e. p = (1 4 « )£ for some relative safety loading « > 0.
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1.2. 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 part of the premium, p¢. A reinsurance
policy is described by a measurable function R : [0, o0) x [0, 00) — [0, 00), for which we use
the notation R (¢, &) = R;(«); for such a function we require the condition 0 < R,(«) < « for
all#, o > 0. This means that R, («) is the part of the claim that the company pays when a claim
of size o occurs at time ¢. Since the reinsurance policy is chosen dynamically, the premium
rate for the reinsurer is in general not constant in time, as it is in the classical risk model. We
denote by gz (t) the premium paid up to time ¢ by the insurer to the reinsurer, and we shall
see in detail below its determination. We assume that the 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 n > «, i.e. the case in which reinsurance is more expensive than
insurance, since in any other case the insurer would reinsure the whole portfolio. In conclusion,
the reserve process (X ()) under the reinsurance policy R is defined by

Xg(t) =x+ pa(t) — Sz(1), where

N@) (1.2)
Sa(t) =Y Ry (Uy) and pg(t) = pt —qa(t).
k=1

1.3. 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, with reference to the claim surplus process (Z & (¢)) defined by

Zg(1) =x — Xz(t) = Sr(®) — pr(1).

In particular, we refer to the concept of a large deviation principle (LDP) (see, e.g. [4,
pp- 4-5] for the definition). We present two kinds of LDP. The first one concerns the classical
case (see Section 2) and is a sample-path large deviation result because it is an LDP on the
space of cadlag functions DI[0, 1], i.e. those which are right continuous and have left limits.
The second one concerns the Markov-modulated case (see Section 3) and is an LDP on R.
More precisely, in the first case we have

1 Z .
~ inf Ix(f) gliminf—logp<M c B)
feBe =00 (o o
1 Z .
< limsup—logP<M € B) < —inf Ix(f)
a—o00 O o fGB

for all Borel sets B in D[0, 1], where Iz is the rate function, and in the second case we have

—inf A%( )<liminfllo p( 220 ¢ p
yepe (R = BT I08 t

1 ZR(t
< lim sup;logP( ‘Rt( ) € B) < —inf AR ()

t—00 yeB

for all Borel sets B in R, where A:’,:? is the rate function. (We use the standard notation B° for
the interior of B and B for the closure of B.) It is useful to point out that I/ is a good rate
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function, i.e. the level sets of /g,
{f € DIO,1]: Ig(f) <c} (forall c > 0),

are compact sets.

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

In Section 4 we present some results for the ruin probabilities (& (x)),~0 under the
reinsurance policy R. These are defined by

Vr(x) =P(ty < 00), where t =inf{r > 0: X3 (1) < 0}. (1.3)

In Subsection 4.1 we prove the so-called Lundberg estimate for the ruin probabilities in (1.3);
this estimate shows that, in a sense related to large deviations, ¥ & (x) decays exponentially
as x — 0o. Some comments and a numerical example are presented in Subsection 4.2.

1.4. Hypothesis (H) for the reinsurance policies

We have in mind two different prototype examples of reinsurance policies (presented
below), but in all the results in this paper we refer to the following condition.

Condition 1.1. (Hypothesis (H).) Let Rso: [0, 00) — [0, 00) be a measurable function. Then,
forall ¢ > 0, there exists a t; such that for all t > t, we have |R; () — Roo(0)| < € max{c, 1}
foralla > 0.

In Condition 1.1 we could consider the bound « + 1, which is simpler (although larger) than
max{a, 1}; in such a case some details presented in the paper have to be accordingly changed.
We remark that, when hypothesis (H) holds, we have the pointwise convergence of R; to

Ry ast — o0:
tl—1>Igo R;(¢) = Ro(ex) forall @ > 0. (1.4)

Indeed, for all ¢ > O and all o > O, let #, , be defined by f; o := t:/max{a,1}; then, for all
t > te o, We have

IR (&) — Roo(@)| < ———— maxfa, 1} = &.
max{a, 1}

1.4.1. Prototype example 1: proportional policies. Let R;(«) = b;a for some b; € [0, 1] and
assume that lim;—, o by = bso € [0, 1]. We check hypothesis (H) as follows. Let Ry () =
bsoa. For all € > 0, there exists a t, such that |b; — bso| < € for all t > t,; thus, for all ¢t > 1.,

|Ri(a¢) — Roo(@)| = |by — boolat < e < emax{a, 1} foralla > 0.

1.4.2. Prototype example 2: excess-of-loss policies. Let R;(o) = min{a,, o} for some a; €
[0, o0) and assume that lim;_, o a; = aeo € [0, 00). We check hypothesis (H) as follows. Let
Roo (o) = min{as, a}. For all ¢ > 0, there exists a 7, such that |a; — ax| < e forall t > t,;
thus, for all ¢+ > 1.,

|R;(a¢) — Roo(@)| = | min{ay, o} — min{ase, a}| < |a; — doo| < & < e max{«, 1}

forall ¢ > 0.
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2. Classical case

In this section we consider the model (1.1) with (S(#)) acompound Poisson process. Thus, we
have S(¢) = lecv:(tl) Ugand N(t) = ) ;- 11 <1}, where (Uy) and (N (¢)) are independent, the
Uy are independent and identically distributed, and (N (7)) is a Poisson process with intensity A,
i.e. the random variables T — T;_; are independent and identically exponentially distributed
with expected value 1/A.

We assume the following superexponential condition to hold for the random variables (Uy).

Condition 2.1. (Hypothesis (S1).) E[e?V1] < 00 forall 6 € R.

As a consequence of hypothesis (S1), the (common) expected value, ©, of the random
variables (Uy) is finite and S(¢)/¢ converges to £ = Au as t — oo. The reserve process
(X% (1)) under the reinsurance policy R is defined by (1.2) with

t
pr(t) = pt —q (1) = (1 +)rput — (1 + n)?»/ (E[U1] - E[Rs(UD]) ds;
0 T/

=u

some easy computations yield for this

t
pa() = (1+m)h fo E[R, (UD)]ds — (n — ).

In all our results we assume that hypothesis (H) holds; thus, we have (1.4), whence we obtain

1t
lim — E[R;(U1)]ds = E[Rso(U1)] 2.1
=0t Jy
and, so,
. pr(t) _
Jim ZE =P, where P = (14 m)AE[Roo(UD] = (7 — k).

The net profit condition for the insurance company under the reinsurance policy R is pg >
AE[Rs (U], i€,

(I +mMAE[Roo(UD] = (n = kK)Ap > AE[Roo(UD)];

thus, after some easy computations, we obtain
K
E[Ro(UD] = |1 — ; 12 (2.2)

We point out that (2.2) always holds when x > 1. We also need to consider the process (Z z (f))
defined by
N(1)
Zr(t) =Y Roo(Up) — Prt.
k=1

We remark that the process (Z(f)) and the net profit condition presented above are gen-
eralizations of the analogous items presented in [6, Section 2] for proportional reinsurance
policies; for instance, the process (Xf’) in [6, Equation (3)] is the analogue of (ZR(I)).
The net profit is the same if we have (Za (1)) in place of (Zx(t)). Finally, we consider
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the rate function /g defined by

1
/ AR(f@)de if f € ACo[0, 1],
0

00 otherwise,

Ir(f) = (2.3)

where ACy[0, 1] is the family of all absolutely continuous functions defined on [0, 1] and
starting at the origin,

O suﬂg{ey —AR©®),  AgO) = AE[ RV 1) —pr0,  (24)
Oe

and a dot denotes a time derivative.

Our aim is to prove Proposition 2.2, below, i.e. that (Zg («-) /) satisfies the LDP with rate
function I as in (2.3). In order to do so we shall show that (Zg (¢ -)/a) is exponentially
equivalent to (Zg(a-) /o) as @ — oo (see Definition 4.2.10 of [4]); then Proposition 2.2 will
be proved by considering Theorem 4.2.13 of [4] and the next result (of [2]; see also [3] and the
references cited therein).

Proposition 2.1. ([2].) Assume that E[e?R~WUD] < oo for all & € R and that hypothesis (H)
holds. Then (Zg(« -)/a) satisfies the LDP with rate function Ig as in (2.3). Moreover, the
rate function I g is good.

Some preliminaries are needed to prove Proposition 2.2. We shall use |x| to denote the
integer part of a real number x. Let (A,) be the sequence defined by

n
An =Y IR, (Uk) = Roo(Up)|
k=1
and let us consider the following lemma.

Lemma 2.1. Assume that hypotheses (S1) and (H) hold. Then lim,,_, 5(1/n) log E[e?4r] =0
forall 6 > 0.

Proof. Fix 6 > 0 arbitrarily. We have E[e?4n] > 1foralln > 1since § > 0 and the random
variable A, is nonnegative; thus, we can immediately say that lim inf,,_, o (1/n) log E[e?4"] >
0, and will complete the proof by showing that lim sup,,_, . (1/n) log E[e?4"] < 0.

The asymptotic estimate (2.6), below, is needed. Letn > 1 and p, r, ¢ > 0 be arbitrarily
fixed. We then have

P(N(r) > |ne)) < e Pl E[e?N)] = exp(—p|ne] 4+ Ar(e” — 1))
and, therefore, lim sup,,_, ., (1/n)logP(N (r)) > |ne]) < —pe; thus, since p > 0 is arbitrary,
1
lim —logP(N(r) > |ne]) = —oo.
n—oon
In conclusion, since P(T|,) < r) = P(N(r) > |ne]), we obtain
1
lim —logP(Tse) <7) = —o00. 2.5)
n—-oon

Furthermore, note that

An =Y IR (Up) = Roo(Ui)] < Y[R, (Up) + Roo (U1 <2 U
k=1 k=1 k=1
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thus,
n
E[e’"1(7,,. <] < E|:exp<29 > Uk)l{TLnqu}] = E[e®U" P(T)ye) < 71)
k=1

since & > 0, (Ui, ..., Uy, Tue) are independent, and (Uj, ..., U,) are independent and
identically distributed, and we obtain

1 6A

lim —logE[e”"" I{TWJ <] = —00 (2.6)

n—oon

from (2.5) and hypothesis (S1).
Now let us consider the sum

Ele”4] = ELe" 17, <io)] + Bl 17,0120,
where ¢, is the value in hypothesis (H). For the second term on the right-hand side, we obtain

lne|—1 n

E[eeAnl{TLnsJZts}] < E|:exp<29 Z Uk> exp(@e Z max{Uy, l})l{TWJztg}]

k=1 k=|ne]
< E[e29U1 ] lne]—1 E[ees max{U1, 1}]n7Ln8J+l )

Thus, by (2.6) with r = f,, we have
1
lim sup — log E[e?4"] < ¢ log E[e?U]1+ (1 —¢) log E[efemax{Un. 1},
n—oo N

In conclusion, we have lim sup,,_, . (1/n) log E[e?47] < 0 since hypothesis (S1) holds and
& > 0 can be chosen to be arbitrarily small.

Proposition 2.2. Assume that hypotheses (S1) and (H) hold. Then (Zg(« -)/a) satisfies the
LDP with rate function I g as in (2.3).

Proof. Proposition 2.1 provides the LDP of (Za(a+)/er) and the goodness of the rate
function Ig in (2.3); indeed, when hypothesis (S1) holds we have E[e?R®~(UD] < o0 for all
0 € R. Thus, by Theorem 4.2.13 of [4], we need only show that (Zg (¢ -) /o) and (Zg(a /o)
are exponentially equivalent as o« — 00, i.e. that

1 1 _
lim — logP<— sup |Zg(at) — Zg(at)] > 3) = —oco (forall§ > 0). Q2.7)

=00 o O te0,1]

Let § > 0 be arbitrarily fixed. We have

{l sup |Zg(at) — Zg(at)| >5}

O tef0,1]
N (at)
c{l palar) — Ppa 5}u{1 > R, (U = Roo(Up) 8}
— Sup |pr(x —pﬂa > — — Sup T k) — k > —
o ref0,1] 2 @ eyl i = 2
N (at)
c{l paat) — Tl ‘S}u{l 3 [R5 U0 — Roo(Up) 8}
— Sup |pr(x —pﬂa > — — Sup T k) — k > — 0.
o 10,1 2 @ ey f= | - 2

Then

1 _
{— sup |Zg(at) — Zg(at)| > 5} C E‘f‘ UES‘,
& tel0,1]
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where EY = {(1/a) sup,c(o 1) |pr(@t) — pgat| > §/2} and EY = {An(@)/a > §/2}, and,
thus, from the union bound we obtain

1 _
P<— sup |[Zg(at) — Zg(at)| > 5) < P(E‘f‘) +P(E3‘). (2.8)
& te[0,1]

In view of what follows it is useful to remark that in general E{ is a deterministic event;
moreover, £ = & and (1/«) sup,¢(o 1) |pr(@t) — Pgat| < §/2 are equivalent conditions.
For sufficiently large o we have E¢ = & because

. 1 _
lim — sup |pg(at) —pgat| =0;
&=>00 I ref0,1]

indeed,

1 _
0<— sup |pgr(at) —pgat|

o 1efo,1]
at
_awh / BIR, (Un)]ds — E[Roo (U)ot
o te[o,111J0o
1+ “
G f (E[R;(U1)] — E[Roo (U1)]) ds
o ref0,111J0
14 mi at
- (1 +mi sup / | E[R;(U1)] — E[Roo(U1)]| ds
o t€[0,11J0

L+mr [
Z%/O |E[Rs(U1)] — E[Roo(U1)]| ds

1 A [
< %/0 E[|Rs (U1) — Roo(UD)|1ds

and, by (1.4), limy—co[(1 + n)A/a] foa E[|Rs(U1) — Rxo(Uy)|1ds = 0. Thus, for sufficiently
large o, (2.8) becomes

1 _
P(— sup |Zg(at) — Zg(at)| > 5) < P(ES)
(24 t€l0,1]

and, since EY = {Ay()/a > §/2}, the exponential equivalence (2.7) is proved if we can show
that

1 8
lim sup — 10gP<AN(a) > ai) < —o0. 2.9)

a—oc0 A

To prepare to do so, let p > 0 and a positive integer K be arbitrarily fixed. Then, since T,
is the sum of n independent exponential random variables with mean 1/A, we have

. 5 \Klel
P(T < a) <eP?E[e” K] =P ——
(Tk|a) < @) < [ ] <)\+p)

and, therefore,

1
lim —logP(Tk o) <) < p+ Klog (2.10)
o

a—>00

A+
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Furthermore, we have {Tg || > a} = {N(«) < K |a]}; thus, since (A,) is nondecreasing,
we obtain the inequality

8 5
P(AN(“) = a5 Tk|a) = 05) =< P<AK|_aJ > ozz).
Hence, for all & > 0,
8 5
P(AN<a> > a5, TKle) = a) < P<AKLaJ > a§> < e 0%/2 glefhKial]

and, by Lemma 2.1, limsup,_, ,,(1/a)logP(Ay@w) > a@8/2, Tk|o) = o) < —60§/2. In
conclusion,

a—00 2

1 8
lim —10gP<AN(a) > o—, TKLaJ > Ol) = —00 (2.11)
holds since 6 > 0 was arbitrarily chosen.

Now we are ready to prove (2.9). Let p > 0 and a positive integer K be arbitrarily fixed, as
before. From the union bound we obtain

1) 1)
P(AN(O,) > 0{5) < P<AN(a) > Otz, Tk | = Ol) +P(Tk o) < ).

Hence, by (2.10) and (2.11), we have

1 8
lim sup—logP(AN(a) > ozE) <p+Klog
o

o—>00

At+p

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

1 8 K
lim sup—logP(AN(a) > a§> <K-A—Klog T

a—oo O

Equation (2.9) can be seen to hold by taking K — oo on the right-hand side of this inequality.

3. Markov-modulated case

In this section we consider the Markov-modulated risk model of [10, Chapter 12, Section 3;
see also Example 4, p. 506], i.e. the model (1.1) with (S(¢)) a Markov-modulated compound
Poisson process. Roughly speaking, let J/ = (J(¢)) be an irreducible, continuous-time Markov
chain with finite state space E and assume that, in any finite time interval in which we have
J(t) = i for some i € E, (S(¢t)) behaves like a compound Poisson process with claim
intensity A; and claim size distribution G;. More precisely, we have S(¢) = lejz(t]) Uy and
N(t) = Y o1 lity<r}, where (Uy) and (N (1)) are conditionally independent given J, (N (7))
is a Markov-modulated Poisson process, i.e. a doubly stochastic Poisson process with intensity
(AJ()), the Uy are independent given J, and, for all k > 1, the conditional distribution of Uy
given J is G y(13).

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 G;.

In view of what follows it is useful to consider the following function L : RE — R; for
details on this function, see [1, Section 2] . Let v = [v; ];eg be arbitrarily fixed and let (p;;);, jeE
be the intensity matrix of J; moreover, let us consider the matrix P(v) = (p; + 8;jvi)i, jeE>
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where
pij+vi ifi=j,
P ot {pij ifi # j.

Then the Perron—Frobenius theorem guarantees the existence of a simple and positive eigenvalue
of the exponential matrix e?*), equal to the spectral radius of e¥ ®; L(v) is defined to be the
logarithm of this eigenvalue. It is also useful to recall the following known limit:

1 t
L(v) = lim —1logE|exp Vy(s) ds for all v € RE, (3.1
t—o0 0

whatever is the initial distribution of J. The function L(v) is convex, nondecreasing with
respect to each component of v, and satisfies VL (0) = &, where 0 is the null vector in RE and
7 = (7;)ick is the stationary distribution of J.

We assume the following condition, which is a generalization of hypothesis (S1) presented
for the classical case, to hold.

Condition 3.1. (Hypothesis (S2).) Foralli € E, we have E; [e?V] < oo forall 8 € R.

As a consequence of hypothesis (S2), the expected values (E;[U]);cE are finite and S(¢)/¢
converges to £ = ZieE miAi Ei[U] as t — oo. The reserve process (X% (¢)) under the
reinsurance policy R is defined by (1.2) with

t
pa(t) = pt—qr(t) = (1+K) Y _ ik Ei[U]r—(1+n)Zmifo (Bi[U]1-Ei[Rs(U)]) ds;
ieE ieE

some easy computations yield for this

t
pa®) =1+ mk /0 Ei[Ry(U)]ds — (n — ) Y midi Ei[U]t.

ieE ieE

In all our results we assume that hypothesis (H) holds. Thus, some of the results presented
above can be adapted to the Markov-modulated case. Let us start with the limit (2.1) and the
definition of pg: here

1 t
tlim n E;[R;(U)]ds = E;[Rso(U)] foralli € E, and
— 00 0

PR _ G where g = (1+1) D ki BilRoo ()] — (n — 1) Y midi Bi[U].

ieE ieE

lim
—>00 t

(3.2)

The net profit condition for the insurance company under the reinsurance policy R is pg >
> ice Tidi EilRo(U)], ie.

(A +m Y 7idi EilRoo(U)] — (= k) Y miki BilU1 > Y midi Eil Roo(U)];

ieE ieE ieE
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thus, after some easy computations, we obtain

K

> 7iki Eil Reo(U)] > [1 - —} > _miki iU (3.3)

icE g ieE
We point out that (3.3) always holds when « > 7. Finally, let us consider the rate function A%,
defined by

Az (y) = sup{y — Ar()}, (34
feR

where

AR(©) = L([3i Ei[e"~D] = D]icp) — Prb. 3.5)

Our aim is to prove Proposition 3.1, i.e. that (Zg(¢)/¢) satisfies the LDP with rate function
A”jﬂ as in (3.4). In order to do so we shall use the Gértner—Ellis theorem (see [4, Chapter 2,
Section 3]).

Proposition 3.1. Assume that hypotheses (S2) and (H) hold. Then (Zx(t)/t) satisfies the LDP
with rate function N'g as in (3.4).

To prove Proposition 3.1, we need the following lemma.

Lemma 3.1. We have

N()

t
[GXP< ZM(U@)] [exp( /0 AJX<EJS[e‘)RS<U>]—1>ds)}.

Proof. This formula can be proved following the lines of the proof of [8, Lemma 2.3] with
(s, u) = Rs(u)lj0,(s); more precisely, we have to consider the extension considered in [9,
Lemma A.1].

Proof of Proposition 3.1. We want to apply the Gértner—Ellis theorem and, for all 6 € R,
we need to check the limit

1
lim — log E[e/?2 /1] = A 2(6).
=00 t
First, note that by hypothesis (S2) we have E;[e?R~()] < oo foralli € E and all § € R.
Furthermore, we have

N(t)

E[e'?Z2()/1] = E[exp(e > Ry, (U@)]e”""(”e,

k=1
whence we obtain

N()

1 1 P:R(t)
?1ogE[e’GZR<’)/’] = ?logEI:exp( Z RTA(Uk)>i|
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thus, by (3.2) and (3.5), we only have to check the following limit for all 8 € R:

N()
Jim. } logE[exp<9 > RmUk)ﬂ = LM Eile”™> D] = Dlier).  (3.6)
k=1

We can immediately say that (3.6) holds when 6 = 0, since L([%; (E;[e?*R~)] - 1)];cp) =
L) =0.

In order to prove (3.6) when 8 # 0, we distinguish the cases # > 0 and 8 < 0. In both the
cases we start from Lemma 2.1 with ¢ > £, where ¢, is the value in hypothesis (H), writing the
result as

N()

E[exp<9 1; Rrk(Uk))]

te t
:E[exp(fo AJY(EJS[eGRx<U)]—1)ds+/ ,\,S(Ek[e”ﬂw]—1)ds>] (3.7)
123

Case 1: 6 > 0. Let M(9) = max;cg A; (E;[e?U] — 1). By (3.7), we then have

t
E|:exp</ Ay (Ey, [eoRS(U)] —1) ds)]
te

N()

< E[exp(@ > Rn(Uk))}
k=1

t
< M E|:exp</ Ay, (B[R] — l)ds)].

Ie

Moreover, by hypothesis (H), we obtain

t
E[exp(/ Ay, (B [exp(0(Rxo(U) — emax{U, 1}))] = 1) ds)i|
te

N(1)
< E[exp(e > RTk(Uk))]
k=1
t
< eM®)1: E[exp(/ Ay, (Ej [exp(0(Roo(U) + e max{U, 1}))] — 1)ds>i|.
te

Then, by (3.1),

L([%; (Ei[exp(6 (Roc(U) — e max{U, 1}))] — Dliek)
1 N(t)
< lim inf logE|:exp (9 ; Ry, (Uk)ﬂ

1 N(t)
< lim sup " logE|:exp<9 Z RTk(Uk))i|

t—00 =
< L([%i (Ei[exp(0 (R (U) + e max{U, 1}))] — Dliek).

In conclusion, by the continuity of L(-), (3.6) holds since ¢ > 0 is arbitrary.
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Case 2: 0 < 0. For 8 < 0 we simply adapt the procedure presented for the case in which
6 > 0. Let m = min;cg (—A;). Then, by (3.7) and hypothesis (H), we have

t
eMie E|:exp</ Ay, (Ey [exp(0(Rxo(U) + e max{U, 1}))] — 1) ds)i|
te

t
< el E[exp</ Ay, (B, [e?Rs )] — 1)ds>:|
te

- N()
<E exp<0 > RTk(Uk)>]
- k=1

t
<E exp<f Ay, (B[R] — 1)ds>:|
te

t
<E exp</ Ag, (B [exp(0(Roo(U) — emax{U, 1}))] — l)ds>].
te

Equation (3.6) can now be easily checked, using (3.1) in a suitable way and using the facts that
L(-) is continuous and ¢ > 0 is arbitrary.

Remark 3.1. 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
is to consider the following condition and some of its consequences: the distributions (G;);cg
are all the same, equalling G, say, and the values (1;);cg are all the same, equalling A, say.

A first consequence is that (S(¢)) is acompound Poisson process S(¢) = Z;{V:(? Uy of the type
in the classical case, G is the common distribution of the random variables (Uy), and (S(¢)) and
(J (#)) are independent. Furthermore, hypothesis (S2) coincides with hypothesis (S1). Finally,
px(t), pa,and A g coincide with the items denoted by the same symbols in the classical case;
for A g this can be explained by noting that if, for some v € R, we have v; = v foralli € E,
then L([vi]icg) = 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 estimate for the ruin probabilities
in (1.3), 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 estimate

The Lundberg estimate for the ruin probabilities (¥ .z (x))x>o Will be proved in the next
proposition. The Lundberg estimate is expressed as the limit (4.1); roughly speaking, this limit
shows that ¥ (x) decays exponentially as x — oo in the fashion of large deviations.

Taking into account Remark 3.1, it is not restrictive to consider the Markov-modulated case;
indeed, the classical case can then be seen as a particular case.

Proposition 4.1. Assume that hypotheses (S2) and (H) hold. Also assume that

Pr > Y miki Ei[Reo(U)] > 0.
ieE
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Then there exists a wg > 0 such that Ag(wg) = 0 and

o1
lim —log¢¥s(x) =—-wx. “.1)
X—>00 X

Proof. We have A'5(0) < 0 by (3.5), VL(0) = =, and the net profit condition pg >
Y ice Tiri Ei[Reo(U)]. Moreover,

Ag(©) = Y midi(BileR>WP] — 1) — P b
ieE
by the convexity of L and by VL(0) = &, so the right-hand side of the displayed inequality
diverges as & — oo since m;, A; > 0 for all i € E and since at least one of the functions
(Bi[eReW¥] — 1);cp diverges by the hypothesis that >, p 7iA; Ei[Roo(U)] > 0. Thus,
A »(0) diverges as & — o0. In conclusion, the existence of wg is guaranteed by the convexity
of Ak and the facts that Afﬂ 0) < 0,limg_ 00 Ar(®) = 00, and Ag(f) < oo foralld € R
(the latter statement follows from hypothesis (S2)).
In order to prove (4.1) we refer to [5, Corollary 2.3 and Lemma 2.1] (taking linear scaling
functions); thus, we have to check both that A*ﬁ is continuous at every point of (0, co) and that
the following inequality holds, where Z% (n) = supy, .1 Zg(n +r):

1 X
lim sup — log E[e/Z2M=2200)1 < 0 forall® > 0. 4.2)
n—oo N

The function A%, is convex and finite on the set {A';(0): 6 € R} = (—pg, 00); thus, A%,
is continuous on this open set and, in particular, on (0, c0) C (—pg, 00). To prove (4.2), first
note that

Zg(n) — Zgr(n) = sup {Sg(n +7r) — Sz(n) — (pr(n + 1) — pr()}.

0<r<l1
Moreover,
N(n+r) N(n+r)
Sgn+r)—=Sam) =Y RpU=< Y. Uk
k=N (n)+1 k=N (n)+1
and

n+r
pR(+1) = pgrn) = (1 +n) Y miki / Ei[Rs(U)]ds —(n — ) Y midi Bi[UTr
icE n icE

>0

—(n—K) Y mihi BilUTr,

ieE

v

whence we obtain (using the notation z+ = max{z, 0})

N(n+1)
Zan+r) — Zgn) < Z U+ (n — K)+kai E;[U] forallr,0<r < 1.
k=N(n)+1 ieE

Now let 6 > 0 be arbitrarily fixed. We then have

N(n+1)
E[e?ZrM—ZaM)] < E[exp(e > Uk>] exp(e(n —)t Y i E,»[U]).
k=N(n)+1 i€cE
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Moreover, by Lemma 3.1 (slightly modified), we have

N(n+1)

n+l1
E[exp<9 Z Uk)i|=E|:exp<f AJS(EJS[eQU]—l)ds>}

k=N (n)+1

and, if we let M(0) = max;cg A; (E; [efU] — 1), as in the proof of Proposition 3.1, we obtain

n+1
E|:exp</ Ay, (Eg [e7Y] — 1)ds)] <eM®),

n

In conclusion,

E[EG(Z}(H)—Z,R(n))] < exp(M(G) +6(— K)+ Zﬂiki E,’[U])
icE

and (4.2) holds since M (f) < oo by hypothesis (S2).

4.2. Comments and a numerical example

In this subsection we present some comments and a numerical example. In particular,
taking into account the 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] provided the Cramér-Lundberg approximation for
proportional reinsurance strategies, which is an estimate sharper than the one presented in
Proposition 4.1. Moreover, he asserted that other types of reinsurance can be treated similarly.
For Markov-modulated risk processes, Hald and Schmidli [6, Section 4.2] treated the problem
of how to calculate the proportional reinsurance strategy maximizing the adjustment coefficient.
As far as the current authors are aware, there are no asymptotic results for Markov-modulated
risk processes with excess-of-loss reinsurance.

A question of interest is in the choice of a dynamic reinsurance strategy to minimize the
infinite-time ruin probability. In the case in which the risk process is approximated by a
Brownian motion with drift, Schmidli [11] explicitly determined 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] analysed proportional reinsurance and excess-of-loss
reinsurance, respectively. They proved the existence of a smooth solution to the Hamilton—
Bellman—Jacobi equation as well as a verification theorem, but it seems that no explicit solution
to the Hamilton—Bellman—Jacobi equation exists. In both papers it was 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 to the
control problem for the Cramér—Lundberg risk process.

The authors of a number of papers have focused their analyses on giving asymptotic results
for the ruin probability. Waters [14] considered constant reinsurance strategies. He found 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 argued that
the same result holds if the premium is calculated according to the expected value principle.
Schmidli studied the asymptotics for risk processes under optimal proportional reinsurance in
both the small-claim case (see [12]) and the large-claim case (see [13]). In both cases, he
provided the Cramér-Lundberg approximation as well as demonstrating the convergence of the
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optimal strategies. In particular, in the small-claim case he proved that the optimal reinsurance
strategy converges to the asymptotically optimal strategy as the initial capital increases to
infinity. In conclusion, in light of this discussion, the existence of the limit of the strategies R;
as ¢t — oo (i.e. the strategy R in hypothesis (H); see (1.4)) may be considered realistic.

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

R{(@) =0 forallt,a > 0. 4.3)

The reserve process (1.2) becomes

X5e(t) =x + (kK — 1) Zn,-)\,- E;[U]r.
ickE
Notice that if ¥k > 5 then Y ge(x) = O for all x > 0. Thus, as pointed out in [6, Section 2]
for proportional policies in the classical case, the inequality ¥ > 7 leads to a trivial situation
because the reinsurance policy (4.3) minimizes the ruin probability.

In conclusion, it is interesting instead to consider the inequality n > «, i.e. the case in
which reinsurance is more expensive than insurance. We have already pointed out that « > 7
trivially provides (2.2) in the classical case and (3.3) in the Markov-modulated case, when
hypothesis (H) holds.

It is in general hard to maximize the adjustment coefficient. Here we present a numerical
example and consider proportional and excess-of-loss policies.

Example 4.1. Let J be a two-state Markov chain and, thus, let £ = {1,2}. Let A; = 1 and
Ay = 2 be the claim intensities and let G| and G, be the claim size distributions, which are
both assumed to be exponential and to have respective expected values 1 and 2. Let

(Pu Plz) _ (—1 + 1)
p2p)  \+1 -1
be the intensity matrix of J. The corresponding stationary distribution is then (71, m7) = (% , %).
Finally, let n = 5 and k = 4 be the relative safety loading for the reinsurer and the insurer,
respectively.

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

We point out that wg = 0 when (3.3) fails to hold (or, in the classical case, when (2.2) fails
to hold). In the proportional case, (3.3) is

311 X boo +2 X 2bs] > [1 — 213[1 x 1 +2 x 2], i boo > 0.2.
In the excess-of-loss case, (3.3) is

MIx(I—e™) +2x2(1 —e /)] >[I — 3131 x 1 +2 x 2]
and, after some easy computations, we obtain

e /2 222 — 2, ie.dax > —2 log(2x/§ —2)=0.38.
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FIGURE 1: The adjustment coefficient as a function of the retention level b, in the case of proportional

reinsurance (left), and ao, in the case of excess-of-loss reinsurance (right).
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