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Abstract

In this paper we consider an extension to the renewal or Sparre Andersen risk process by introduc-
ing a dependence structure between the claim sizes and the interclaim times through a Farlie-Gumbel-
Morgenstern copula proposed by Cossette et al. for the classical compound Poisson risk model [H. Cos-
sette, E. Marceau, F. Marri, Analysis of ruin measures for the classical compound Poisson risk model
with dependence, Scandinavian Actuarial Journal, 2010, 3, 221-245]. We consider that the inter-arrival
times follow the Erlang(n) distribution. By studying the roots of the generalized Lundberg equation, the
Laplace transform of the expected discounted penalty function is derived and a detailed analysis of the
Gerber - Shiu function is given when the initial surplus is zero. It is proved that this function satisfies a
defective renewal equation and its solution is given through the compound geometric tail representation
of the Laplace transform of the time to ruin. Explicit expressions for the discounted joint and marginal
distribution functions of the surplus prior to the time of ruin and the deficit at the time of ruin are derived.
Finally, for exponential claim sizes explicit expressions and numerical examples for the ruin probability
and the Laplace transform of the time to ruin are given.
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1 Introduction

In the actuarial literature, a lot of attention is concentrated on the classical risk model in which claims
occur according to a Poisson process as well as on the renewal or Sparre Andersen risk model in which
claims occur more generally as a renewal process. Ruin probabilities and many other ruin measures such
as the marginal and the joint (defective or not) distributions of the time to ruin, the deficit at ruin and the
surplus prior to ruin have been extensively studied. A unified approach to study together these fundamental
ruin measures in just one function has been proposed by the Gerber and Shiu (1998) seminal paper, by
introducing the expected discounted penalty function for the classical risk model. For a detailed study of
these ruin measures we refer to Lin and Willmot (1999) and the references therein. Since then, many authors
have studied several renewal risk models with specific interclaim times. The Erlang distribution is one of
the most commonly used distributions in risk theory and queueing theory. Several results concerning the
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evaluation of the Gerber - Shiu function for renewal risk models have been obtained when the interclaim
times occur according to an Erlang process. See, for example, Dickson (1998), Dickson and Hipp (1998,
2001), Cheng and Tang (2003), Tsai and Sun (2004), Li and Garrido (2004), Sun (2005), Gerber and Shiu
(2005) and the references therein. In the study of these models, it is assumed that the claim sizes and
the interclaim times are mutually independent. Although this hypothesis indeed simplifies the study of
several ruin measures, it has been proved to be inappropriate and very restrictive in some real applications.
For example, in modelling damages due to natural catastrophic events (e.g. earthquakes) the intensity of
the catastrophe and the time elapsed since the last catastrophe are expected to be dependent. We refer to
Boudreault (2003) and Nikoloulopoulos and Karlis (2008) for such a dependence structure in an earthquake
context.

Recently, many authors have paid more and more attention to risk models with dependence between claim
sizes and interclaim times. The modelling of the dependence structure has led to several generalizations of
the classical risk model. Albrecher and Boxma (2004) extended the classical risk model by considering
that the interclaim time depends on the previous claim size and studied the ruin probability. A generaliza-
tion of this dependence structure is examined in Albrecher and Boxma (2005) who considered a Markov
- dependent risk model. Albrecher and Teugels (2006) considered several copulas in order to model the
dependence structure between the claim size and the interclaim time and studied the asymptotic behavior
of the ruin probability in both finite and infinite time. Boudreault et al. (2006) extended the classical risk
model by introducing a dependence structure where the distribution of the next claim size depends on the
time elapsed since the last claim and examined the Gerber - Shiu function. Meng et al. (2008) studied the
ruin probability for a risk model with a dependent setting where the time between the two claim occurrences
determines the distribution of the next claim. Cossette et al. (2008, 2010) considered the classical compound
Poisson risk process with a dependence structure based on the (generalized) Farlie - Gumbel - Morgenstern
copula and evaluated the Gerber - Shiu function. Badescu et al. (2009) using fluid flow techniques studied
the Gerber - Shiu function by modelling the dependence structure via bivariate phase - type distributions.
Ambagaspitiya (2009) by means of Wiener - Hopf factorization technique obtained the ruin probabilities for
two classes of bivariate distributions modelling the claim size and the interclaim time. Cheung at al. (2010)
studied the structural properties for a generalized Gerber - Shiu function by assuming a general dependence
structure for the renewal risk model. Albrecher et al. (2011) obtained explicit ruin formulas for models with
dependence among claims only or among interclaim times only via copula. Zhang and Yang (2011) studied
the Gerber - Shiu functions for a perturbed by diffusion compound Poisson risk model with dependence
structure between the claim size and the interclaim time based on the Farlie - Gumbel - Morgenstern copula.
Zhang et al. (2011) using a g-potential measure studied the Gerber - Shiu function for a perturbed by a jump
- diffusion process renewal risk model where the claim size and the interclaim time follow some bivariate
distribution. Woo (2011) considered a delayed renewal risk model with a general dependence structure and
investigated a generalized Gerber - Shiu function.

In this paper, we consider a renewal or Sparre Andersen risk process with dependence between the claim
size and the interclaim time, based on the Farlie - Gumbel - Morgenstern copula. We assume that the inter-
claim times are distributed according to an Erlang(n) distribution. Therefore our risk model is an extension
of the classical compound Poisson risk process proposed by Cossette et al. (2010). Therefore our risk
model is an extension of the classical compound Poisson risk process proposed by Cossette et al. (2010).
The choice of an Erlang(n) distribution is motivated by the fact that it is more general than the Exponential
distribution allowing a flexible modelling of the interarrival times. A further discussion why the proposed
Erlang(n) risk model is more appropriate than the Poisson arrival process is given in Subsection 8.1. The
rest of the paper is organized as follows. In Section 2, we describe the dependence structure of the proposed
model. We derive the generalized Lundberg equation and analyze its roots in Section 3. In Section 4 we
obtain the Laplace transform of the Gerber - Shiu function. The analysis of the Gerber - Shiu function with



zero initial surplus is given in Section 5. The defective renewal equation for the Gerber - Shiu function, the
Laplace transform of the time to ruin and their solutions are obtained in Section 6. In Section 7, explicit
expressions for the discounted distributions of the surplus prior to ruin and the deficit at ruin are given.
Finally, explicit expressions and numerical results are given for exponential claims in Section 8.

2 The risk model and the dependence structure

For an insurance portfolio, we consider the surplus process {U (t),t > 0} defined by U (t) = u+ ct — S(t),
where v = U(0) > 0 is the initial surplus and c is the premium rate which is assumed to be a positive
constant. {S(t),t > 0} is the total claim amount process defined by S(t) = Zi]i(t) X; and ZZ =
if & > b. The random variable (r.v.) X; represents the size of the i-th claim, and the r.v.’s {X;}2°, are
assumed to form a sequence of i.i.d. r.v.’s distributed as a generic r.v. X with probability density function
(p d f. ) fx, cumulative distribution function (c.d.f.) Fx(z) = 1 — Fx(x) and Laplace transform (L.T.)

= [o° € 5" fx(x)dz. The claim number process {N(t),t > 0} is a renewal process defined via a
sequence of i.i.d. 1ntercla1m times {W;}7°, with W, the time of the first claim and WW; the time between the
(i-1)-th and the i-th claim for 7 > 2. We assume that the r.v.’s {W;}22, are distributed as a generic r.v. W
with p.d.f. fw, c.d.f. Fw( ) =1- Fw( ) and L.T. fW fooo efstfw( )dt.

In this paper we consider that the r.v. W has an Erlang(n) distribution with expectation n/\, n € NT,
A > 0 with p.d.f,, c.d.f. and L.T. given by

fw(t) = %t”_le_”,t >0neNT, (D
n—1 i
Fy(t)=1—e™ Z % and )
i=0
—~ A \"
Frte) = Ble 1= (535 ®)

Asin Cossette et al. (2010), we assume that the pairs {(X;, W;)}7°, form a sequence of i.i.d. random vectors
distributed as the generic random vector (X, W), in which the components X and W may be dependent, so
that {cWV; — X;}22, is also a sequence of i.i.d. r.v.’s. The joint p.d.f. of (X, W) is denoted by fx - and the
joint c.d.f. is denoted by F'x .

Motivated by Cossette et al. (2010), we use the Farlie - Gumbel - Morgenstern (FGM) copula to define the

joint distribution of (X, W) and hence the dependence structure between the claim size and the interclaim
time. The FGM copula is defined by

C{GM(’LLL U2) = Uju + 9’LL1U2 (1 — ul) (1 — U2) N (4)

with (u1,u2) € [0,1] x [0,1] and —1 < 6 < 1. The FGM copula allows positive and negative dependence,
and it also includes the independence copula for § = 0. The FGM copula is often used in applications to
describe dependence structures due to its tractability and simplicity. For more on the FGM copula we refer to
Nelsen (2006) and for applications of this in risk theory, health insurance plans, financial risk management,
stochastic frontiers and a stereological context see Cossette et al. (2010) and the references therein.

The bivariate c.d.f. of F'x y based on the FGM copula is defined by

FX7w(1‘,t) = C{GM(Fx(x),Fw(t)>

= FX({L‘)Fw(t) + HFX(x)Fx(x)Fw(t)Fw(t), T,t € RT.



The p.d.f. associated to Eq. (4) is given by

CFGM — 82 CFGM
0 8U13’UQ 0
= 1+9(1—2’LL1)(1—2UQ),

and with this, the bivariate p.d.f. of (X, W) is given by

Fow(e,t) — cg“GM(Fx<x>,Fw<t>>fx<x>fw<t>
= fx(@)fw(t) + 0h(z) fw(t) [2Fw(t) — 1], z,t € RY, (5)

where h(z) = fx(x)[1 — 2Fx(z)] with L.T. ﬁ(s) = [, e **h(x)dx. Using Egs (1) and (2), Eq. (5) can
be written as

n n n—1 i
Few(at) = fX(x)i(ni e+ Ohe) [27@); mﬂ“(Z%)ﬂ”
=0

An
(n—1)!

t”—le—”], z,t € RT. (6)

In particular, from Eq. (6) the conditional p.d.f. of the claim size X is given by

Pxw @lt) = fx (@) + 0h(x) [2 (f W)i>e—kt - 1} ot R,

7!
i=0

In the sequel we assume that 8 # 0, since otherwise our model reduces to the renewal risk model with
Erlang(n) interclaim times.

Let 7 = infi>o{t,U(t) < 0} be the time of ruin with 7 = oo if U(¢) > 0 for all ¢ > 0 (i.e. ruin does not
occur) and ¥ (u) = Pr(t < co|U(0) = u) be the ultimate ruin probability. To guarantee that ruin will not
almost surely occur, the premium rate c is such that

E[CWZ'—XZ‘]>O, 1=1,2,---,

providing a positive safety loading. This condition is equivalent to

A
¢ > 2B(X). (7)
n
The main goal of this paper is the evaluation of the expected discounted penalty function introduced by
Gerber and Shiu (1998) for the classical risk model and by Gerber and Shiu (2005) for the Sparre Andersen
or renewal risk model. This function includes many other ruin measures and is defined by

me(u) = E[e_‘STw(U(T_), |U(T)DI(1T < 00)|U(0) = ul, u>0, 8)

where § > 0 is interpreted as the force of interest or the Laplace argument, U(77) is the surplus prior to
ruin, |U(7)| is the deficit at ruin, w(z,y) is a non-negative bivariate function of 0 < x,y < oo and I(A)
represents the indicator function of the event A. Note that when w(x,y) = 1 for all z,y > 0, then m;(u)
reduces to the L.T. of the time to ruin, denoted by m., (u), i.e. m,(u) = E[e %" I(T < 00)|U(0) = u] and in
addition if § = 0 the m;s(u) and hence m,(u) becomes the ruin probability ¢ (u) = E[I(T < 00)|U(0) =



3 Analysis of a generalized Lundberg equation

In this Section we introduce a generalized version of the Lundberg equation for the Erlang(n) risk process
with dependence based on a FGM copula, and then we analyze the number of its roots in the right-half
complex plane. These roots are needed to derive the defective renewal equation for the Gerber-Shiu function
mg(u) as well as to evaluate several ruin quantities.

In order to derive Lundberg’s generalized equation, we consider the corresponding discrete-time process
embedded in the continuous-time surplus process {U(t);t > 0}. Let Vo = 0 and Vj, = Zle Wi, k> 1, be
the arrival time of the k-th claim. Define the discrete-time process by Uy = v and fork =1,2,--- |

k k
Uk=U<Vk>=u+cvk—ZXi=u+Z(cWi—Xi>,

i=1 i=1
to be the surplus immediately after the k-th claim. We seek a number s such that the process {e*‘WHSUk k=
0,1,2,---} is a martingale. This process is a martingale if and only if
E[efJWGS(CWfX)] _ E[e(csfé)West] =1, )

which is called the generalized Lundberg equation associated with our risk model. Note that by Eq. (5), the
left-hand side of Eq. (9) can be written as

E|:e—5W€S(CW_X):| — / / et(cs_é)e_sxfx,w(ffat)dxdt
0 0
_ / / €t(cs—é)e—sx [fX ({L‘) _ Qh(gj)] fW(t)dxdt
0 0

+ 26 / / et es=0 =52 () fryr (8) Fyy () dedt
0 0

[f(s) - eﬁ(s)] Fw (6 = cs) + 20h(s) /O " et6=es) (1 F (1)dt. (10)

From Eqgs (1) and (2) we have

n—1 ;
o . o A" B ()\ )z B
t(6—cs) _ t(6—cs) n—1 20t
/0 e fw(t)FW(t)dt /0 e 7(??/_ 1)'t ( E —Z' >€ dt

=0
n—1;
_ L ﬁ > —t(6+2 —cs) yn+i—1
= - e t dt
(n — 1)' =0 Z! 0
n—1

A" Mo (n+i—1)!

(n—DI < al (54 2% —cs)nH

n—1 . .
n+1—1 A
= M\ :
Z( i >(5—|—2)\—cs)”+z’

1=0

and thus using this and Eq. (3), Eq. (10) becomes

E[e W es(W=X)] = [fx(s) - eﬁ(s)} (WA—CSY + 20h(s) ni (” +§ a 1) (ﬁ)w

=0



Then, Lundberg’s generalized equation Eq. (9) reduces to

- A " nti- A K A "
Fxe) (W) +Oits [22< )(m) %W) ]—1' (a

When n = 1, Eq. (11) simplifies to the Lundberg’s generalized equation (Eq. 16) of Cossete et al. (2010),
and it is shown that the Lundberg’s generalized equation has exactly two positive roots with Re(s) > 0
when ¢ > 0 and € # 0.

Proposition 1. For § > 0 and 0 # 0, Lundberg’s generalized equation in Eq. (11) has exactly 3n. — 1 roots,
say p1(9),p2(9),- - -, p3n—1(9) in the right - half complex plane, i.e. with Re(p;(§)) > 0,1 =1,2,--- ,3n—1.

Proof. Since the generalized Lundberg equation (11) also becomes

n—1 .
A Fx(8) (6420 — es)™ ™1 4 OAR(s) [2 Z (n * t 1> A5+ X—cs)™ (542X — cs)" 7!
i
i=0
— (22 —es)! } =(64+X—cs)" (6 +2X —cs)*" 1, (12)

it suffices to show that the above Eq. (12) has exactly 3n — 1 roots with positive real parts. Let r > 0
be a sufficiently large number, and denote by C;. the contour containing the imaginary axis running from
—ir to ir and a semicircle with radius 7 running clockwise from ir to —ir, i.e. C, = {s € C : |s| =
r,Re(s) > 0,7 > 01is fixed }. We let » — oo and denote by C' the limiting contour. To prove the result, we
apply Rouché’s theorem on the closed contour C'. We distinguish two cases according to as Re(s) > 0 or
Re(s) =

For s on the semicircle, i.e. for Re(s) > 0, we have [+ A —c¢s| — oo and [§+ 2\ —cs| — oo as r — oo,
and thus

o (=) o0 P () () ()

=0

n—1 . n+i n
QZ(n—I—Z 1>< A > _( A >
i 0+ 2\ —cs 0+ A—cs

1

n

< |7x(s)] et 67s)|

7=

~ A” -~ — (n+i-1 At ™
< 7n+‘«9h 2 _ -+ —| =0
- ‘fX(S)‘ |0 + X\ — cs (5) — ( 1 >|5+2)\_05|"+Z |0 + X\ — cs| ]

L 2=

on C, i.e. for r — oo, and hence it holds that

oo reta) 0 FE ) ) (o) |

(13)

on C.

Let us define the random variable Z with probability density function given by g¢.(z) = 2fx(z)Fx (x),
and thus h(z) = fx(z) — g-(x). Letalso g.(s) = [~ e 5*g.(x)dx and

n—1 . n+i n
n+i—1 A A
=2 ) (2 ).
2 ;( i ><5+2)\—cs> (5+)\—cs>



For s on the imaginary axis, i.e., for Re(s) = 0, and for 6 > 0, similar to Cossette et al. (2008), we have

fX(S) <5+)\7)\_68>n + ¢9h [22 <n o 1) <5+27§_08>n+z - (M)\i)\_csyl]
i) (55=) +o (e - a9)] di

< | (55— ) | +]e e - a0] di

1617 (5)

g%ﬂm(da )| < (5AA> +161]ds0)| < (5AA>R+ a;(0)|. (14)

For § > 0, it holds ds(0) > 0. Indeed,

%0) = 22(%2 )(5320 h <5iA>
-2 ()6 (F) )
(6 -

1 nz
>
> oo (o) 2
> 0,

>
- (5-23%)”_ (5iA>

for 9 > 0, n > 1, where we use the well-known combinatorial identity

" n4i\ 1\
> (1)) ez 1

1=0

Therefore, for s on the imaginary axis, Eq. (14) becomes

10 () 4010 5 () () ()
X O+ A—cs 0+2\—cs O+ A—cs
> +d5(0)

" 2n1 n—l—z—l A ”H_ A \"
0+ 2\ O+ A

=0

>




() () ()
<2(5+2A>M:(n+2_1>(> (since \/(8 + 2)\) < 1/2 for § > 0)
(7o) =

Therefore, in each case we proved that

n n—1 n+1 n
-~ A n—i—z—l A A
fX(S)(é—i—)\—cs) +9h [2z=0< >(5—|—2)\—cs> _<5—|—)\—cs>”<1’

(16)
or equivalently
N ~ el n+i—1\ .. )
MNFx(s) 6+ X—es)®™™ 1 4+ 0A"h(s) [2 Z ( . >)\Z (6+A—cs)™ (8 + 2\ — cs)" 7!
i=0

)

— (642X —es)™ 7t ]

< ‘((5 +A—cs)" (642X —cs)™ !

and thus by Rouché’s theorem, it follows that Eq. (12) has the same number of roots as the following
equation (8 + A — ¢s)™ (6 +2X — es)*™ ™! = 0 inside C,.. Since the latter equation has exactly 3n — 1
positive roots inside C)., we deduce that Eq. (12) and equivalently Eq. (11) has exactly 3n — 1 roots, say
p1(0),. .., p3n—1(0) with positive real parts. Finally we complete the proof by letting r — co. O

In the sequel, for simplicity we write p; for p;(d), j =1,2,--- ,3n — 1, when 6 > 0.
Remark. For § = 0, the conditions to Rouché’s theorem are not satisfied, since

Foo) (5mm) 0000 [ 33 (") <5+%>+ - (ﬁ)]

=0

(3 (N () -]
ool

for s = 0 due to Eq. (15). Also, this shows that a trivial root to Lundberg’s generalized equation (13) equals
zero for § = 0. The importance of the case 6 = 0 is due to the evaluation among others of several ruin
related quantities, such as the ruin probability, the defective joint distribution of the surplus prior to ruin and
the deficit at ruin, as well as their joint moments, being special cases of the Gerber - Shiu penalty function
atd = 0.

=1+0

=1,

Proposition 2. For 6 = 0 and for 0 # 0, Lundberg’s generalized equation in (11) has exactly 3n — 2 roots
in the right-half plane with positive real parts and one root equal to zero.



Proof. Let z = 1 — £ and define Dy = {s : |z| = 1}, i.e. in terms of s the contour Dj, is a circle
with origin at k and radius k. Similarly as in Proposition 1, we let & — oo and denote by D the lim-
iting contour. Using identical arguments as in the proof of Proposition 1, one can show that Eq. (13)
also holds on D (excluding s = 0 or equivalently z = 1) for § = 0. Also note that the functions

X { Fc(s) (22 = €)1+ 0h(s) [0 ("IN = es)" (20 — €)= (24— e5)*" | } and

7
(A — ¢s)™(2X — es)*~! are continuous on D. As in Cossette et al. (2010) in order to apply Theorem 1 of
Klimenok (2001), we must prove that

n n—1 . n-+i
d ~ A ~ n+i—1 A
—q1-— k—k _— — Oh(k—kz)|2 —_—
dz{ Ix( Z)()\—ck:(l—z)> ( Z)[ ZO( i )<2A—c(k:—k:z))
)\ n
- | 0.
=) 1.7
The left-hand side of this relation is equal to

d

_{1 _E [e(ksz)(chX)} } = kE [eW — X]

dz Y=1

which is always positive under the security loading condition (see Eq. (7)).

Thus, from Klimenok (2001), we conclude that inside D, the number of roots of Eq. (12) and thus of Eq.
(11) is equal to 3n — 2, i.e. the number of roots of (A — cs)™(2\ — cs)?*~Linside D minus 1. Finally we
have seen that a trivial root to Lundberg’s generalized equation (11) equals zero. U

4 Laplace transform of m;(u)

The main goal of this section is to derive the Laplace transform (s fo e *"ms(u)du of the Gerber-
Shiu expected discounted penalty function ms(u) defined by Eq. (8) For v > 0, we deﬁne the following
functions

v (u) = /OO w(u,x —u) fx(x)dr, vo(u) = /Oow(u x —u)h(x)dz (17)

o15(u / ms(u — ) fx(x)dx + y1(u), og5(u / mgs(u — x)h(z)dz + vy (u). (18)

By conditioning on the time and the amount of the first claim, and making use of Eq. (5) we have

ms(u) = /Ooo e_ét{/oum ms(u+ ct — ) fx w(z, t)dx

+ / w(u-l—ct,:c—u—ct)fxw(:c,t)dx}dt
u+ct

= /OO e‘étfw(t) [0175(111 +ct) — o s(u+ ct)] dt
0

+ 20 / b e fu () Fw (t)og 5 (u + ct)dt. (19)
0

Setting y = u + ct, Eq. (19) yields

ems(u) = /UOO ewfvv(y ; u) [01,5(31) - 902,5(1/)} dy

® sy—w) —U\= —u
+ 29/ e e fw(yc >Fw<y7>0'2,6(?/)d?/7

9




from which by substituting fy () and Fyy (¢) from Eq. (1) and Eq. (2), we obtain

A" (5+N) (y—u)

st = o [T P 0 ous(0) ~ boasto)] o
Zgﬁ?%LAwe—wﬁﬂwﬂ”@—40”4[35%;(y;u>i}mﬁ@ﬁw-

1=0

Taking LTs gives
Y (5+A)( u) n—
Cisls) = s [T [T R 0 osto) ~ Bty
n—1 s i
20" Gran=w - Ny —u
T el A = (5 (1) ostanan

1=0

ERCERNIEED) Y el —(s— 3Ty,
= o [ st = toasto)] [ e By
(n—1!Jo 0

n—1 ;
20\ o0 (6420 ALY il —(s—3E22Y,
+ 1) / e < 095(y) Z ] (y —u) Le=(s=%2) dudy. (20)

1=0

It can be easily proved (e.g., by induction) that the following equality holds fora > 0, k = 0,1,2,- -

y k E\ yk—i k!
o . y L
/0 (y —w)e*du = E (=1)’5! (j> i+l + (=1 o1 Y. 1)

=0

Therefore, using Eq. (21), the relation (20) can be written in the form

N n A" N .
c"ms(s) = (=1) @[01,5(8)—902,5(5)}

n—1 . ;

n ntifn+i—1 A ~ =

£ oo S (-t < i >Ci ; 5+2)\)n+i0275(8)+B5(s)
=0 - T

A" N R
= W[ULJ(S)—HUM(S)}

(552 —s)

n—1 . .
n+1—1 A ~
20)\" o B 22
i ; ( i >ci (B2 gy 72,5(5) + Bs(s), (22)
where -
&m(s)_/ o s(u)du, i = 1,2
0
and
n—1 q n—1 00
~ )\n . j( . ) n—1—i _(6+Ny
Bs(s) = (n— 1) (_1)j(5—_:>\)j+1 . yr e e [o1,5(y) — Oo2,5(y)] dy
$ =0 T
n—1 i n+i—1 | n+i—1 0o
20)\™ A . J~( ) . o (52N
— S | Y/ S A ni—1—j — 1
* (n—1)!4 g i) ‘ZO (=1) (s 6+2>\)J+1/ Y ¢ o2,5(y)dy.
1= j= P



Let 7;(s) = foo “SU~;(u)du, i = 1,2. Since from Eq. (18) it holds 7 5(s) = ms(s)fx(s) +71(s) and
02,5(s) = ms(s )h(s) + F2(s), the above equation (22) reduces to
n—1 . ;
~ AT ~ ~ n+i—1 A ~
m(;(s){c" - [fX(s) — Hh(s)} —20\" ( _ > - — ih(s)}
= LU aem e
n—1 . ;
A" ~ ~ n n+i—1 A N ~
= 5o [fyl(s) - 9’)/2(8):| +26\ Z ( ; ) — o —12(s) + Bs(s). (23)
(T - S) =0 ct (T — S)

Now using Eq. (23) we give in the following theorem an expression for m(s).

Theorem 1. In the Erlang(n) risk process with a dependence structure based on the FGM copula, the
Laplace transform mgs(s) of the Gerber-Shiu discounted penalty function ms(u), is given by

. Bis(s) + Bas(s)
== =, (24)
ia(s) h15(s) — has(s)
where 5 5 o1
~ A " 2\ n
Prs(s) = ( o s) ( 2 s> , (25)
2n—1 n n
hasle) = S fx(e) (T2 o) o2 (52 )

nol i - n—i—1 2n—1
" A_(wQ 1) <5+2/\_8) _<6+2/\_8) ] 06)
: c 7 c c
=0
~ A" 54 2\ 2n—1 A" PEIDY n
Brate) = o) (S -0) o2 (5 )

n—1 y; . n—i—1 2n—1
XZA_ n-i-? 1 6+2)\_8 _ 6+2)\_8 ’ 27
ct 1 c c

1=0

and 52,5(8) is a polynomial in s of degree 3n — 2 or less, given by

3n—1 3n—1 s P

— Pk
Bas(s E Bate)) 1] ——
k=1 k] Pj — Pk

Proof. Multiplying both sides of Eq. (23) by (% — s)n (‘S*TQ)‘ — s) 2t /™ and then solving the resulting
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equation for m;(s) we get immediately the Eq. (24), with

//3\2,6(5) = Ci,ﬁl,é(s)éé(s)

n—1 —7—1 2n—1
AT n—1\ /d+ X Ty 5+ 2\ L RS
- )~ | _ _ .
{c"<n—1>!].zoj'< j >( c ) < c ) pit)

n—1 - nt+i—1 . n 2n—j3—2
20\" Al n+i—1 S+ A 5+ 2\ JTE 0 5420
. _ y| _ _ ..
t oot 2 Z’( | >< c ) ( c ) %l )}

J

MG n=1) (A N e N a4
- c”(n—l)!,oj' Jj c ° c ° i c )
]:
2N %f Sf Ag(nris1yg o2
c(n—1)! 4 ail’” ' B

i=maz(0,j+1—n) J

J
<5+A >”<5+2A >%<%2}
— S -8 ,
C C

which is a polynomial in s of degree 3n — 2 or less, where

0+ A i Ny
(=) = / y' e [ous(y) — Ooas(y)] dy,
0
~ 042\ o0 L (5+20)y
Oif(—o—) = / Yy e oy (y)dy.
0
It is easy to see that the Lundberg’s generalized equation (11) can also be written in the form ﬁ175(5) —
has(s) = 0, which means that p;’s, ¢ = 1,2,--- ,3n — 1 are roots of the denominator in Eq. (24). Since
ms(s) is analytic for Re(s) > 0 this implies that p;’s, i = 1,2, - - -, 3n — 1 are also roots of the numerator in
Eq. (24), and thus B2 5(pi) = —P1,5(pi), t = 1,2,--- ,3n — 1. Since (2 5(s) is a polynomial in s of degree
3n-2, by the Lagrange interpolation formula at the 3n — 1 points p1, p2, -+ , p3n—1, We have
3n—1 3n—1 s p 3n—1 3n—1 s p
~ ~ — Pk ) — Pk
Baols) =D Boslpy) I —— == bBisley) [ ——,
=1 k=1 g P3Pk J=1 =1 g P3Pk
and hence the proof is completed. O

Note that for n = 1, our Theorem 1 is reduced to Proposition 6.1 of Cossette et al. (2010).

S Analysis of the Gerber - Shiu penalty function when © = 0

In this section we examine some ruin quantities by considering the case of v = 0. The roots of the Lund-
berg’s generalized equation, studied in Section 3, play an important role in the rest of this paper. In what
follows, we only consider the case that the roots pi,p2, - -,p3,—1 are all distinct since the analysis of the
other case (which can be made in a similar manner) will not impose any technical obstacle, but the compu-
tational procedure will become more tedious and does not offer further insight except the complexity of the

12



results. By applying the initial value theorem, we get
. N . % - an p) Zgn 1/81 6(/0])Hk; 1]@&] — pk
ms(0) = lim sm(s) = lim

§—00 §—00 hl,é(s) h2,5(5)

an 1 g3n—1
3n—17%
—lim, SSn 2 Z e (pj) Hk 1 k;;é] psj p;k
( 1)371 1

3n—1 7
Z 1 B 6(pJ)Hk 1k7é] pjlpk
(_1)3n 1

In—1

= Y et %)

j=1 Llg=1k#;\P - pj)

If n = 1, then Eq. (28) simplifies to Corollary 6.1 in Cossette et al. (2010).

Let
A5+ 2 n—1
busls) = —( —s) | 29)

ch c

and

nn—1 \; . n—i—1 2n—1
n ? — 2
bw()_eA [<5+A_w> E:i(n+z 1><5+2A_8> _<5+ A_S> }.Gm
c — ct n—1 c c

1

Then from Eq. (27) we have

B16(5) = bis(s)71(s) + bo.s(s)A2(s). (31)
Let also
bis(p;)
110 ks ok = pj)
fort =1,2and j = 1,2,...,3n — 1. Then Eq. (28), using Eqs (31) and (32), is written as

bij = (32)

In—1 2 3n—1

b +b
ms(0) = Z 176(pj)1171(pf) 2,0 pJ Z Z b ’]% ,0] (33)
j=1 IT:2 1kz¢](sz—PJ i=1 j=1
Since (see Eq A m(z) = [Fw(z,y — ) fx()dy = [ w(z,y)fx(z+ y)dy we have that 71( ) =
f e (x)dx = [,° [5° e w(x,y) fx (x+y)dydz and similarly that 32 (s) = [7° [; e y)h(z

—I—y)dydx Therefore from Eq. (33) we obtain

3n—1 3n—1

/ / w(z,y [fX z+y) Zbl e Pi* 4 h(x +y) Zbg Tk }dydx (34)

Let f(x,y,t|0) be the joint defective probability density function of the surplus prior to ruin (z), the deficit
at ruin (y) and the time of ruin (¢) given U(0) = 0, and f5(z,y|0) be the discounted (marginal if § — 0)
probability density function of the surplus prior to ruin and the deficit at ruin given U (0) = 0. Then we have

S, y]0) = /0 e f (2, y, 10 dt

13



From Eq. (16) of Cheung et al. (2010) and for v = 0, it follows that

/ / / (@ 9)f (@, y’t|0)dtdydx—/ / (z,y) fs(z,y|0)dydz, (35)

which combined with Eq. (34) yields

3n—1 3n—1
f5(z,y|0) = fx(x +y) Z blyje_pjx + h(z +y) Z b27j€_pj33. (36)
j=1 j=1

In the sequel, we need to introduce the well-known Dickson-Hipp operator 7;. of a real-valued integrable
function g defined as

T,g(z) = / e "W g(y)dy,x > 0,r € C,

where r has a non-negative real part, i.e. Re(r) > 0. Some useful properties of the operator T}. needed in
the paper are listed below:

1. T,9(0) = /Oo e "g(y)dy = G(r),r € C.
0
T 9(x) = T,g(x)

2. Trleg(m) = TT’QTrlg(x) = ,x > 0,71 ?é re € C.

ro — T
= ~ g(s) —g(r
3. (Tog)(s) = Tis) = TTg(0) = 222290 1 e
m
4.1f ry,7g, -+ , 7y, are distinct complex numbers and 7, (s) = H(s — 1), then
i=1
m
T,
Ty Thgle) = (—1y" 30 A0 s, (37)
and the corresponding Laplace Transform is
) m
1.1, - Ty, 9(0) = (-1) ,seC. 38
stry ’l"mg() ( [ 8 ZZI S—TZ (Z)] S ( )

Further properties of this operator can be found in Li and Garrido (2004) and the references therein.

Let fi5(x|0) = fooo fs(x,y|0)dy be the discounted (marginal if 6 — 0) probability density function of
the surplus prior to ruin and f5 5(y[0) = [;~ f5(,y|0)dz be the discounted (marginal if § — 0) probability
density function of the deficit at ruin given U(0) = 0. Since

/Ooo Mz +y)dy = /:O h(y)dy = /:O fx(y) [1 —~ 2Fx(y)] dy = —Fx (z)Fx (2),

from Eq. (36) we get

3n—1 3n—1

fstelo) = [ faCoslo)dy = Fi(a [Z b = Fe) 3 e W}
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and

fos(ul0) = /°°f5<x,y\o>da:

3n—1 3n—1

= Z bl,]/ e ijfX(:C + y)dx + Z bQJ/ e_pjxh(.’ﬂ + y)d.’E
0

Jj=1
3n—1 3n—1

= Y b T fx W)+ Y ba Ty h(y)
j=1 j=1

The LT of f55(y|0) is given by

Fas(s) = /0°° e fa,5(y[0)dy = T} f2,5(0[0)

In—1 3n—1
= Y b TT,, fx(0 Z b,/ T T, h(0
7=1
In—1 N 3n—1 3n—1
by . . bo hl 0 - by . - bo
_ Z LJfX(pJ) + 27_] (p]) o fX(S) Z # o h(S) Z i (39)
=1 S P =1 ° P j=1° P

Using Egs (25), (29) and (30) it follows that hys(s) = bys(s)fx(s) + bas(s)h(s), and thus for j =
,3n — 1 it holds

- = bLs(pi) Fx (p) + bas(p))h(p)) has(p))
b1 fx(pj) + b2,h(p;) = LT I =
Hk:lk;éj(pk 2 Hk:lk;ﬁj(pk 12
h15(p;)

3n—1 )
Hk11 k;&j(pk? - pj)

and hence from Eqs (25) and (39) we have that

3n—1 n 2n—1 3n—1 3n—1

-~ O+ A—cpj)” (6+2\—cp; ~ b1 ; ~ b

Fasls) = 30 UFAZ ORI o) oy 5~ Mi Gy P )
o s = o) T ks (oe — p) = s = s

Using a similar argument from interpolation theory as in Li and Garrido (2005, see their Eqs (17) and (18)),
it can be easily proved that the following identities hold

3712—1 (5+)\—Cp])n ((5—|—2)\_ij)271—1 L ((5—|—)\—CS)TL (5+2)\_CS)27’L—1 (41)
j=1 c3n=1(s — pj) Hizi#](m{ - pj) e3n—1 H3n 1(pi —3)
?mz_:l bij  _ 3”2:1 b1,5(p;) _ 3”231 A" (8 +2X — cpy)" !
=1 5P j=1 (s —pj) Hzi_l,lk#(pk—pj) = 3= s—p])Hk 1k;é](Pk ;)
A2 s )

ST =)
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3n-1 3n-1
nz: by nz: b,5(pj)

= 31
=1 % P o (5= o) Ikt e (oe — p3)

BLON" [2(5 4 X — ep))" SIS (TN (6 20— ap)" ! = (64 20— cpy)™

j=1 3 =1(s = pj) sz;}g;éj(pk - pj)
OA" [2 G+ X—es)" S0y ("IN (S +2X —es)" T = (420 — cs)%*l}
- 3n—1 H?m 1( ) . (43)
Therefore, Eq. (40) becomes
~ ]_ N
f2,5(8) = 1- C3n 1 H3n 1( ' 5) {((5 + A — Cs)"(5 + 20\ — CS)Qnil _ )\n(é‘ + 2\ — cs)anlf(s)

H

n—

—gan [2(5 FA—cs)" <” i >AZ’(5 FoN—es)" T (5420 — cs)%l]ﬁ(s)},

; n—1
=0

i.e., the LT of f5 5(y|0) reduces to

B 21,6(8) - ﬁ2,5(3)

Fas(s) = - . (44)
H?:l I(Pi - )
Setting w(z,y) = 1, Eq. (35) implies that the LT of the time of ruin m, given U(0) = 0, is
me0) = B[ < o0|v©) =0|= [ [ s yiordys
o Jo
o0 o T1.5(0) — hg.5(0
= [ faatol0dy = tim Foss) =1 - 120 12al0)
0 s—0 P1P2---P3n—1
(6 +2))2n1 [(5 +A)" — )\"}
= 1-— (45)

3n—1137—1 . ’
con Hi:l Pi

since £(0) = 1, h(0) = 0. Also from Eq. (45) it follows that m.(0) < 1 due to § > 0.
Now for the ruin probability ¢)(0) given the initial surplus U (0) = 0, we have

»(0) = lim E[e—5TI(T < 00)|U(0) = u]

6—0t

(6 +2))2nt [(5 +A)" — /\”}

= 1-— lim -
§—0t c3n—1 H P

=1 {
n22n7 1 )\37172
3n=1p1(0)p*(0)

where p*(0) = [12"5 " pi(0) and p) (0) = 4p1(9) . In order to find the quantity p/ (0), we shall use
d—0+

the fact that py(6) is a root of the denominator of Eq. (24). Thus we have 1 (p1(6)) = ha(p1(6)) from
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which by differentiating w.r.t. § and then letting 6 — 0T, we get that

n22 IR eph (0] (20— 1)22 2N T2[1 — ¢p (0)]

’ I/

= 20 DI 0 (0) - 051 0 0
n—1 . %
1 7 -~/ n-+1— 1 1
oo 0 Y ( )(3)-
= n—1 2
and since f/(O) = —E(X), the above relation with the help of Eq. (15) finally yields that

n B E(W)
nc—AE(X) cE(W) - E(X)’

P(0) =
which is always positive due to the positive loading condition (see Eq. (7)). Therefore it holds that

22n—1)\3n=2 [nc - AE(X)}

P(0) =1~ <L

CSnflp* (0)

6 Defective Renewal Equation

Gerber and Shiu (2005) and Li and Garrido (2005) show that the defective renewal equation approach of
Gerber and Shiu (1998) in the classical compound Poisson risk model, can be extended to the ordinary
renewal risk process. Using similar arguments, i.e. by conditioning on the first drop in the surplus below
its initial level v > 0 and whether ruin occurs on the first claim or not, Cheung et al. (2010) obtained an
integral equation (see their Eq. (15)) for the generalized expected discounted penalty function including the
surplus prior to ruin, the deficit at ruin, the minimum surplus before ruin time and the surplus immediately
after the second last claim before ruin occurs. Therefore by taking w(z,y, z,v) = w(z,y) in Eqs (15) and
(12) of Cheung et al. (2010) we obtain that ms(u) satisfies the following integral equation

ms(u) = /Ou mes(u — Z/){/OOO fa(x,yfo)dx}dy + Gs(u)

= /0 ms(u —y) fa,5(y|0)dy + Gs(u), u > 0. (46)

where f3 5(y|0) is given by Eq. (39) and
Gs(u) = / / w(z + u,y — u) fs(z,y|0)dzdy
u 0

= /OO /OO w(s,t)fs(s — u,t + u|0)dsdt. 47)
0 U

Since fooo f2.5(y|0)dy = m-(0) < 1 (from Eq. (45)), Eq. (46) is a defective renewal equation. In the
sequel, at first we give an alternative expression for f; 5(y|0). From Eq. (25), /ﬂl,(g(s) is a polynomial of
degree 3n — 1 in s. Using the Lagrange interpolating formula for ﬁ175(5) (which is a polynomial that passes
through the 3n points (0,%175(0)), (pj,ﬁlvg(pj)), j=1,---,3n—1), we get that

In—1

3n—17 3n—1
~ ~ s — his(p; s —
hi5(s) = h1,5(0) H pr:l)f +s Z 1, ('PJ) H Pk _
j=1

o (= Pi oty PI T PR
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Using Eq. (38) and similar arguments as in the page 15 of Cossette et al. (2010), the aforementioned relation
implies that

3n—1 3n—1 ~ -~

Byl 50 - ha.5(p5) < ha.5(pj) ha.5(s)
2 + : - :

3n—1( j= (=P3) 301 (p5) = (s = p))m3,_1(pj)  Tan-1(s)
~ N (48)

where 73,_1(s) = Hf’gfl(s — pi). Since hy5(p;) = h1s(p;), j = 1,2,---,3n — 1, from Eqgs (25) and

(41) for s = 0, we have that

n 2n—1 . -
5(0) +3nzl haslpy) <6?> (MTQA> +3”21 (5“ - Pj) (‘”c” - pj>
T(0) = T (py) ") Wy
(5 + )\)”((5 + 2)\)271—1 — (5 + )\)n(& + 2)\)271—1
S I () +ey {1_ AT }
— (_1)371 1.

To5(5) — P g (s) = man_1(s) [

Therefore Eq. (48) becomes

P a(s) = Ras(s) = (U a1 (6) |1~ BTy T 0] 9)
Furthermore from Eqs (44) and (49) we obtain that

ﬁl,é(s) —ﬁw(s)

Boals) = 1—Ts0)
20 T (o — 5)
(— 1)Uy (s) [1 T Ty b 5<0>]
= 1—
(=1)3n= 173, _1(s)
= TSTp1 e Tp3n71h2,5(0)7 (50)

and thus by inverting this we get the following alternative expression for f 5(y[0),

f2 6@‘0) Ty, "'Tp3n71h275(y)7
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which can be easily computed using Eq. (37) from the fourth property of the Dickson - Hipp operator. Also
from Eqs (47) and (36) we have that

3n—1 3n—1

Gs(u) = / / w(s,t) [fx (s +1) Zbl e P (s 1) Zb2 ePi(s— “)]dsdt
3n—1 00
= Z bm/ e pj(s_“)/ w(s,t)fx(s+t)dtds
0
3n—1 0o
+ Z bQ,]/ e pj(su)/ w(s,t)h(s + t)dtds
0
3n—1 3n—1 00
= Z bL]/ e Pj(sfu)ryl(s)ds—k Z bQJ/ eipj(siu)’)/Q(S)dS
=1 u
2 3n—1
= D bigT(u). (51)
i=1 j=1

Now we shall give an alternative expression for the function Gs(u). From Eq. (51) it follows that

0o 2 3n—1
Gs(s) = /0 e Gs(u)du = TGs(0 Z Z b T,
i=1 j=1
3n—1 ~ ~ 3n—1 3n—1
bV (ps) + b2 %2(pi) - by - ba,;
’ S Fu(s) Y = Aa(s) Y
; (s = pj) ;s—pj ;s—pj
3n—1 ~ ~ 3n—1 3n—1
bis(pi)vi(pj) +bas(pi)2(pi) - by, ~ by,
_ Z 1,5(p;) (33)71_12 (pj) (j)—’Yl(S)Z 1],_7(5)2 23"
j=1 (s —pj) Hk:l,k:yéj(pk - pj) j=1 5P j=1 57 P

where we use Eq. (32). Now from Eqs (31), (42) and (43) we get that

3n—1 2
-~ ,8175(,03') A5+ 2N — 68)2n_1
Gs(s) = -
o) ]; (s —pj) Hiﬁfk;ﬁj(ﬂk - pj) el H3n 1(/Ji —3)
A [2(5 +A—cs)" S (”:Z Zl))\z(é +2X —cs)" T — (542X —es)?n L
+ 0 c3n— 1H3n 1(Pi — %) 72(s)
N Bro(ps) L DLs()1(5) + bas(5)7(s)
j=1 (s — pj) szz}kij(pk - pj) H?ﬁ;l(pz —s)
= B15(pf) Bis(s)
- + 3n—1
j=1 = pj) sz 1 k;éj( pi) T2 (pi—s)
3n—1
— (—1)3n1 [51,5(5) _ 51 5(p5) ]
A Z =07 ()
= T.1,,.. Ty, ,B1s(0), (52)
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where the last equality follows from Eq. (38) for the Disckson-Hipp operator. Thus, by inverting Eq. (52)
we also get the following alternative expression for Gs(u),

Gé(u) — I—Vp1 ...Tp3n,1/81,6(u)7

which again can be easily computed using Eq. (37) from the fourth property of the Disckson - Hipp operator.
Therefore from Eq. (46) and recalling that [ f2 5(y|0)dy = m-(0) < 1, we get the following proposition.

Proposition 3. The Gerber-Shiu discounted penalty function ms(u) admits a defective renewal equation

() = /O ma(u — y) Fas(y]0)dy + Ca(u)u > 0 (53)
where

f2,6(y‘0) =Tp, - Tp3n71h275(3/)7

and

Gs(u) = Ty Tpss Bl,é(u)'
Furthermore, Eq. (53) admits the following alternative representation

1
A > 54
py s(u),u=0 (54)

1 u
ms(u) = 1 | = w)s(w)dy + 1

where kg is defined such that

1
1+ ks

=ToTp, .. Ty, ,has(0) = m.(0).
In addition we have
As(u) = (1 + rs)Gs(u), (55)

and
0s(y) = (1 + £s) f2,6(y]0),

which is a proper density function.

The next result shows that the Laplace transform of the time to ruin m.-(u) (and hence the ruin probability
1 (u)) is the tail of a compound geometric distribution.

Proposition 4. The Laplace transform of the time to ruin m.(u) satisfies the defective renewal equation

me(u) = /Oumf(u—y)fz,a(ylo)dw /Oofza(ylo)dy

1

u 1
= r(u—y)0s(y)dy + —— s u >0, 56
e [ o= )8y + B, w0 (56)

which has the following compound geometric representation:

oo

me(u) = 722 Z( 1 )j@?(u)uzo,

T 1+ ks 1+ ks

j=1

where ©5(u) = [ 05(y)dy and @Zj(u) is the j-fold convolution of the survival distribution ©s(u).
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Proof. For w(x1,x2) = 1, Eq (17) gives that vy (u) = T f(u) and y2(u) = Toh(u) and thus from Eq. (51)

we obtain
3n—1 3n—1

u) = Z b1,5Tp; To fx (u Z ba,;j T, Toh(u
j=1

Therefore using this and Eq. (39) it follows that

o
Go(w) = Tofos(wl®) = [ Faslylo)d,
u
and hence the result follows directly from Proposition 3. U

An explicit solution of the defective renewal equation (54) can be derived directly by applying Theorem
2.1 of Lin and Willmot (1999).

Proposition 5. The solution mg(u) to Eq. (54) may be written as

1 [ 1 1
me(u) = ) mr(u — x)dAs(x) + H—éAg(u) - H—JA(g(O)mT(u). (57)

7 Discounted distributions of U(77) and |U(7)|

In this section, we derive the discounted joint and marginal distributions of the surplus prior to ruin U(77)
and the deficit at ruin |U(7)| from the expected discounted penalty function using Proposition 5.

At first, we derive the discounted joint distribution function, say Fs(z,y|u), of U(77) and |U(7)| given
U(0) = 0, which can be obtained from mgs(u) by letting w(x1,z2) = I(z1 < z,z9 < y), for any fixed x
and y.

As in Lin anil Wilmott (1999), Tsai and Sun (2004) and Tsai (2005) we define the distribution functions
Fijly) =1-T15;(y),i=1,2,j=1,2,--- ,3n — 1, as follows

YT, fx(t)dt YT, h(t)dt
Iy ;(y) = fopjg—.a 2,i(y) = fo#’ (58)
1.j 2,

where . N
B :/ Tp, [x(t)dt, Ea; :/ T, h(t)dt.
0 0

Since F(z) is a survival function, from Eq. (2.19) in Lin and Willmot (1999) (see also Eq. (1) in Tsai
(2005)) it follows that

_ e i@V y(z)dx
Fl,j(y)zfy ,j=1,2-.3n—1.
Eq;

Now, let H (y f h(t)dt. Then

H(y) — ePiy fyoo e Pi*h(z)dx

Tojly) =
’ piEa
ePi¥limg, o0 e PITH (2 )-l—p]f e~ Pi @Y H (z)da
- ijQ,j
fOO e_pj (x_y)ﬁ(x)dx
_ =12, 3n—1,
Esj ’

21



since H(z) = —Fx(z)F x(x) and thus lim,_ .o, e ?®H(z) = 0 for j = 1,2,--- ,3n — 1. Furthermore,
from Eqgs (39) and (58) we have that

&) ~ | T 05(t)dt = (11 ry) / " fas(tl0)dt
Yy )

3n—1 ) 3n—1 )
= u+mﬁzym/)EJMWﬁ+Zﬁm/ nﬁm@
j=1 Y 7j=1 Y
2 3n—-1
= (L+rs) Y D biEisTigy)
i=1 j=1
3n

2 —1
= > ) wi,Tijy) (59)
i=1 j=1

where
Wy j = (1 + Iig)bLjEi,j i=1,2and j=1,--- ,3n— 1.

Note that 37 Z;’Z}l wi; = (1+£s) [ f2,5(t]0)dt = (14 ks)m-(0) = 1, and thus O;(y) is a weighted
distribution function.

Now, let w(z1,x2) = I(x1 < z,x9 < y), for any fixed = and y. Then

1ifx; Sz <y +y
0, otherwise,

w@hm—xﬁ:{

and
v1+Y fx(xQ)de, if I S X

) = [l — o) fx ) = { I

L 0, if 1 > x.

Since, T),;7v1(u) = f;o e Pi(@1—u), (w1)dzy it follows that T, vy (u) = 0if 0 <z < wuforj =1,--- ,3n—
l,andif 0 <u < z,thenforj =1,--- ,3n — 1 we have

T 14y
efpj(xlfu) / fx(xQ)dedxl

1

T, () = / Py (1)) day = /

u

= [ e [Fen) - P+ )]

T+y

= /epj(mlu)FX(xl)dxl—/ e PV ¢ (2)dz
u u+y

= / e_pj(xl_u)FX(:cl)d:cl —/ e_pj(xl_“)FX(:cl)d:cl

T

_/ eﬂj(zuy)FX(z)dZ_,_/ e PV ¢ (2)dz
u+y T+y

= El,jfl,j(u)_e_pj(x_u)/ e P x (2)dy

— El,jfl,j (u + y) + e—p]-(ac—u) / e_pj(z_x_y)Fx(Z)dZ
T+y

= BT (u) —e @ WE T j(z) — ByTyj(u+y) + e B T j(z +y)
= B [T1j(u) = Tj(u+y)] = Buye ™ [Ty () — Ty +y)]
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and similarly for j = 1,--- ,3n — 1 we obtain that 7). 7o(u) = 0if 0 < 2 < u and

T 72(u) = B [Toj(w) = Toj(u+y)] — Baje 107 [To(x) - Tojx +y)]
forj=1,---,3n—-1if0<u <z
Therefore from Eqgs (51) and (55) it follows that

2 3n—1
As(u) = (14 r5)Gs(u) = (1+£k5)>_ > bijT,
i=1 j=1
2 3n—1 B B 3 B
= > > w {Fi,j(U) —Tij(u+y)—e e [Fm'(ﬂc) —Lij(z+ y)] } :
i=1 j=1
and thus using Eq. (59) we obtain
3n—1
As(u) = O5(u) = Os(u+y) — > > wize i) l:ri,j(x) =Dz + y)] , (60)
i=1 j=1
and for u > 0,
2 3n—1 3 B
dAs(u) = dOs(u +y) — dOs(u) — Z Z wivjpje*pﬂ'(x*“) [F”(:):) — I iz + y)} du. (61)
i=1 j=1

Since for w(z1,x2) = I(x1 < z,z9 < y), Eq. (57) becomes

— = Jo mr(u = 8)dAs (1) + = As(u) — =As(0)my (), 0 <u <z
Fé(xay’u) =
_RL& f(;” mr(u —t)dAs(t) — éAg(O)mT(u), 0<z<u,

by replacing As(u) and dAs(u) by Eqgs (60) and (61) respectively, and using Eq. (56) we easily get the
following Proposition giving the discounted joint distribution function of U (7~ ) and |U(7)| (from which by
setting u = 0 we get Fs(x,y|0) using Eq. (56) and m,(0) = 1/(1 + ks)).

Proposition 6. Ler U;(u) = m,(u) + p; [ e”7'm(u —t)dt, j = 1,2,--- ,3n — 1. Then the discounted
Jjoint distribution function of U(7~) and |U(T)| is given by

(25 o, (u) — e (u+ )] — 2 Os(y)me(u) + L [¥ me(u+y — £)dOs()

R§ _K _
+,%5 S ?Z}l w; je P [Ty j(x) = Tij(x +y)]
x[\Ilj(u)—epﬂ } 0<u<u,
Fs(z,y)lu) = § & Jo me(u—1)[dOs(t) — dOs(y + 1)] — =Os(y)ms(u)
+L 2 SiIl wi,je_pﬂ” |:TZ7]($) — fi,j (CC + y)]

x{@j(u) + epit [mT(u —x) = U(u— x)] } 0<z<u,

with




The marginal discounted distribution functions Fi 5(z|u) of U(77) and F 5(y|u) of |U(7)| given U (0) =
u, can be derived immediately by letting y — oo and x — oo respectively.
The discounted joint probability density functions f5(z,y|u) of U(7~) and |U(7)| given U(0) = u, can
be obtained directly from
a2fk(x7yh0
fs(z,y)|u) = T&yv

and is given by the following

Proposition 7. The discounted joint probability density function fs(x,y|lu) of U(t~) and |U(T)| can be
written as

fs(z,ylu) = Z?Z [b1,jfx(x +y) + bejh(z +y)]e 7% [eP" — Vj(u)] ,0<u<w
P =L I (4 ) + b (e £ )] [8(0— @) — e PP ()] L0 < o <,

J=1
with

3n—1
Js(w,yl0) = 3 [brgf (@ +y) + bohle +y) e ",
j=1

The marginal discounted probability density function f; s(x|u) of U(7~) given U(0) = w is obtained
immediately from fy 5(z|u) = [;° f5(2, y|u)dy and is given by the following

Proposition 8. The discounted probability density function fs(x|u) of U(77) can be written as

L an Horg = bo Fx ()] Fx (2) [¥(u — o) — e W5(u)], 0 <z < u,

a2

Fuslalu) = HK‘S Zgn Lbry — bajFx(x)] Fx(z)e Pi® [ePi® — U (u)], 0 <u <z
15(z|u) = 7

with
3n—1

f1.5(2]0) = Z [b1,; — ba; Fx (x)] Fx(x)e 7.

j=1

The marginal discounted probability density function f2 5(y|u) of [U(7)| is given by fa5(ylu) = [5° fs(
x,y|u)dx. When § — 0 in all the aforementioned Propositions we get the joint and marginal distribution
functions and probability density functions of U (77 ) and |U (7).

8 Explicit Results for exponentially distributed claims

In this section, we assume that the r.v. X representing the individual claim amount, follows an exponential
distribution with parameter a > 0, i.e. fx(z) = ae™®%, x> 0, with fx(s) = o4+ From the Propositions
in Section 7, it is clear that the discounted joint and marginal distributions of U(77~) and |U(7)| can be
evaluated explicitly whenever the function m,(u) is known. Therefore, at first we will find an explicit
expression for m(u) for exponentially distributed claims. Taking Laplace transforms in both sides of the
first equation in Proposition 4, we get that

i (s) = (0 = Fasls) 1= Dosls) — 1 = me(0)] .
s[L= Fas(s) s[L= Fas(s)
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From Eqgs (49) and (50) we have that

3n—1
?L1,5(5) - ﬁ2,5(5) =[1- ]?2,5(5)] H (pi—s)
i=1
and thus Eq. (62) becomes
~ ﬁl,&( ) — h26(5 [1 —m-(0)] Hgn 1( i )

mrls) = 5Thra(5) — has(s)

Now, for fx(z) = ae™**, from Egs (25), (26) we easily obtain that

Q3n+1,5(s)
A Ha+s)2a+s)’

h16(s) — has(s) =

where

Q3nt1.6(5) = (a+35)2a+3)(6+A—cs)"(5+2\—es)? 1 —a\*(2a + 5)(6 + 2\ — ¢s

n—1

— Ha\'s [2(5 +A—cs)" Z (n + ‘e 1> XS + 2\ — es)" !

7
1=0

— (642X - CS)in] .

Note that (3,,+1,5(s) is a polynomial of degree 3n + 1 with leading coefficient (—c

(63)

(64)

)anl

~* and therefore the

equation Q3,,11,5(s) = 0 has 3n + 1 roots in the complex plane. Since ﬁm(s) — /ﬁgﬁ(S) = 0 is Lundberg’s
generalized equation, it follows from Proposition 1 and Eq. (64) that the equation Q3,415(s) = 0 has

(65)

3n — 1 roots pi,- - , psn—1 With positive real part and two roots say —R; = —R;(9), with Re(R;) > 0,
i = 1, 2. Therefore we can rewrite Q3,,41,5(s) as
3n—1
Qant1.0(5) = (—¢)* (s + R1)(s + Ra) [] (s — pi)
i=1
3n—1
=" s+ Ry)(s+ Ro) ] (pi — 9).
i=1
So, from Egs (65), and (64), Eq. (63) yields
_ [[oi(s+ Ry) = [1 = mr(0))(c + )(20 + 5)

mr(s) =

$ H?:1(5 + Rj)

Since m.,(s) < oo for s > 0, the numerator in Eq. (66) must be zero for s = 0, i.e.

R1 Ry

1—m.(0) = 502

and hence Eq. (66) becomes

202

(1 RlR2>s+R1 + Ry — 3t

(8 + Rl)(s + RQ)

25

(66)



Assuming that R;, Ry are distinct, using partial fractions yields

2
-3
Pl +R
where
RQ 3R1 R12
= 1— -
CL& Ry — Ry ( 2cy + 202
R1 3R2 R22
= 1-— — .
C276 Ry — Ry ( 2a * 202
Inverting the above Laplace transform gives
me(u) = Cree” ™ + Qe u >0, (©7)

and the ruin probability ¢(u) is easily obtained by letting § — 0.

In order to find the discounted joint and marginal distributions of U(77) and |U(7)| from Propositions of
the previous section, we need to find ¥;(u) as defined in Proposition 6. From Eq. (67), these functions can
be written for j = 1,2,--- ,3n — 1, as

CoR1 o~ C2,5R2 e_Rgqu( Cis N (2,5 )pjepju.
Ry +pj Ry + pj Ry +p;  Ra+pj

j(u) =

For example, by Proposition 7, the discounted joint probability density function of U (77 ) and |U(7)]| is
given by

; -

20 —a(z+y) 2?51 b — boj(1 — 92e—o(w+v))

R1Ro
(atp;)otpj)RaRe ,—p;(x— 2 Gisli  (—Rjutp;

X PP pi(x U)_Zizlme( utpir) | 0<u <z

fota,)lu) = i :
_ 'n, _
Ao e o) ST by — by (1 — 2e7 (@)
X Zz 1 I%i]j)z _Rzu|: flix _e_Pj33:| 70 <z<u
J
\

Similarly, since we can easily obtain the other discounted (and non - discounted by letting 6 — 0) joint and
marginal distributions of U(77) and |U(7)|, the details are omitted.

8.1 Numerical illustration

In this subsection, using a particular model, we illustrate why we consider the extension from the Poisson
arrival process to Erlang(n) interarrival claim times as well as we indicate the impact of the dependence
parameter 6 on the ruin probability and the Laplace transform of the ruin time.

8.1.1 Why Erlang(n) arrivals?

The answer to this question for the independent case, i.e. for § = 0, was explained in details by De Vylder
and Goovaerts (1998) in the discussions of the paper of Dickson (1998). The authors explained why Erlang
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risk models are justified in practice by showing that the ruin probabilities calculated in an Erlangian risk
model are significantly different (and especially much smaller) from those calculated in a “corresponding”
classical compound Poisson risk model.

Here, we adopt the same approach in order to compare the ruin probabilities calculated in an Erlang risk
model under the FGM copula with those calculated by the “corresponding” classical compound Poisson risk
model also under the FGM copula for # # 0. The two compared “corresponding” models are risk models
with the same claim-size distribution, the same expected number of claims in any time interval [0, ¢], the
same security loading, and the same initial surplus. As stated by De Vylder and Goovaerts (1998), this
definition of the “corresponding” models can only be adopted asymptotically for ¢ — oc.

We assume for the claim amount r.v. that X ~ Exp(1) for both risk models. For the Erlang risk model
under the FGM copula, we assume that the interclaim r.v. W ~ Erl(2,2), i.e., k(t) = 4te~2! and thus
the expected number of claims in [0,t] is E[N(¢)] = t — £(1 — e~*). For the “corresponding” classical
compound Poisson risk model under the FGM copula with Poisson parameter 1« > 0 we denote by 1 p(u) the
ruin probability. Since, the expected number of claims in [0, ¢] for the “corresponding” classical compound
Poisson risk model is equal to ut, we take ;. = 1, because the expected number of claims in time interval
[0, ] must asymptotically be the same in both models as ¢ — co. Also, in the Erlangian risk model we take
the premium rate ¢ = 1.5 and then we also take ¢ = 1.5 in the “corresponding” classical model because the
security loadings in [0, ] must asymptotically be the same. The above choice of the parameters implies that
the security loading is 50% for both models.

For the Erlang(2,2) risk model, using § = 0 from Eq. (67), we provide the analytic expressions for the
ruin probability ¢(u) (derived with Maple) as function of the initial surplus u > 0 and for different values of
the dependence parameter #, while the ruin probabilities ¢ p(u) for the “corresponding” classical compound
Poisson risk model are taken from Example 8.1 in Cossette et al. (2010), see also in Figure 1:

o withf = —1
P(u) = 0.6416701672¢ 03487732200 _ 0 0169012248 > 117194000 v
Yp(u) = 0.7201508967¢0-2087389645 u _ () (1854637723¢ 2220708719 u
o with§ = —0.5
P(u) = 0.6111640019¢ 03833132642 _ 0 0096651749~ 0792454120 v
Pp(u) = 0.6957948813¢ 0270043940 W _0,01047590296¢ 114760590 v
e with 6 = 0.5
P(u) = 0.5314436215¢-470208THE © 1 0,01332254042¢ 91908905 v
Yp(u) = 0.6311261756e0-3788264025 v 4 () 1399640216~ 1873562242 u
o with 6 =1

Y(u) = 0.4774717870e~0-5409429369 u 4 () 03255482730 ~ 1811552947 u
Yp(u) = 0.5865437312¢ 04391578659 w 4 () 33476205931 730494168 u
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Figure 1: Ruin Probabilities in Corresponding Risk Models for 6 # 0
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Numerical values of these ruin probabilities corresponding to particular values of the initial surplus « > 0

are given in Table 1.

Table 1. Ruin Probabilities in Corresponding Risk Models

0=-1 6 =-0.5 0=0.5 =1
v oW ) o) ) o) ) o) r(u)
0 0.6248 0.7016 0.6015 0.95532 0.54477 0.64512 0.51003 0.62002
5 0.1122 0.18787 0.089909 0.21809 0.049135 0.094953 0.031942 0.065271
10 | 0.01962 0.049012 0.013227 0.04925 0.0045426 0.014285 0.0021363 0.0072621
15 | 0.003430 0.012786 0.0019458 0.011122 0.00041999 | 0.0021492 0.0001429 0.00080806
20 | 0.0005997 0.0033357 0.00028625 | 0.0025115 3.8829e-005 | 0.00032335 | 9.5582e-006 | 8.9913e-005
25 | 0.0001049 0.00087022 | 4.211e-005 0.00056713 | 3.5899e-006 | 4.8648e-005 | 6.3934e-007 | 1.0005e-005
30 | 1.8332e-005 | 0.00022702 | 6.1949e-006 | 0.00012807 | 3.319e-007 7.319e-006 4.2765e-008 | 1.1132e-006
35 | 3.2052e-006 | 5.9226e-005 | 9.1134e-007 | 2.8921e-005 | 3.0686e-008 | 1.1011e-006 | 2.8605e-009 | 1.2387e-007
40 | 5.604e-007 1.5451e-005 | 1.3407e-007 | 6.5308e-006 | 2.837e-009 1.6566e-007 | 1.9134e-010 | 1.3783e-008
45 1 9.7983e-008 | 4.0308e-006 | 1.9723e-008 | 1.4748e-006 | 2.623e-010 2.4924e-008 | 1.2799e-011 | 1.5337e-009
50 | 1.7132e-008 | 1.0516e-006 | 2.9015e-009 | 3.3303e-007 | 2.425e-011 3.7498e-009 | 8.5609e-013 | 1.7065e-010

Figure 1 and Table 1 show that the ruin probabilities )(u) for the Erlang risk model under the FGM copula
are significantly different and especially much smaller than the “corresponding” classical risk model under
the FGM copula for the practical values of the initial surplus w and for all # € [—1,0) U (0, 1], indicating
why it is worthwhile to consider Erlangian risk models under the FGM copula.
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8.1.2 Impact of the dependence parameter ¢

In Figure 2 we plot the values (1) calculated in the previous subsection. As we can see from Figure 2, the
dependence parameter 6 has a clear impact on the ruin probabilities. It is clear that the higher the dependence
parameter the lower the ruin probability is. This happens because when for example the dependence relation
is positive, the probability of having an important claim increases as the time elapsed since the last claim
increases. Thus the ruin probability will be lower since the probability that the insurance company will have
enough premium income to pay the claim will be higher. Similar results for the case of the exponential
distribution were obtained from Cossette et al. (2010).

Figure 2: Ruin Probabilities
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Furthermore using § = 0.05, we provide the analytic expressions for the Laplace transform of the time of
ruin m,(u) (derived with Maple) as function of the initial surplus u, (u > 0) and for different values of the
dependence parameter 6,

o withg = —1
m(u) = 0.588107070542046¢ 04015607208 v _ (5 1198616515195528¢ 2150382538 u

e withf =—0.5

my(u) = 0.558265539590616¢~0-4358563215 v _ (9 0112379309905072¢ ~2-078539964 u

e withfd =0
my(u) = 0.5230305556¢ 04769694444 u

29



e with = 0.5

m,(u) = 0.480589531459186¢~0-5272636613 u 1 () 0151619535823271 ¢ 1:912699668 u

o withf =1

my(u) = 0.427916113486677¢~0-5909527687 v 1 () )366819441278372¢ 1813223037 u

Figure 3: Laplace Transform of Time to Ruin
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As we can see from Figure 3, the dependence parameter § has a clear impact on the values of the LT of
time to ruin. It is clear that the higher the dependence parameter the lower the value of the LT of time to
ruin is.
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