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ABSTRACT

In this paper we study the Gerber-Shiu discounted penalty function for the ordinary renewal risk
model modified by the constant interest on the surplus. Explicit answers are expressed by an
infinite series, and a relational formula for some important joint density functions is derived. Ap-
plications of the results to the compound Poisson model are given. Finally, a lower bound and an
upper bound for the ultimate ruin probability are derived.

1. INTRODUCTION

We consider an ordinary renewal risk model. The number of claims process {N(t); t = 0} is assumed
to be an ordinary renewal process, where the interclaim times are represented by the independent and
identically distributed sequence {T,, n = 1} of positive random variables. Here T, = S, — S,_.;,n =1
(S, = 0, which means that there is a claim at time 0), that is, S, is the (n + 1)—th claim occurring
time. Let T, have a distribution function K(t), a density function k(t), and a finite mean E(T,). Let
K@t =1 — K(t).

The individual claim amounts {Z;} are assumed to be i.i.d. positive random variables with common
distribution P(z), P(0) = 0. For simplicity we assume that P(s) is differentiable, with P'(2) = p(2)
being the individual claim amount probability density function, and the mean E(Z,) = p < «. The
aggregate claim amount up to time t is X(t) = 239 Z,, t = 0.

Assume that the insurer receives interest on its surplus at a constant force 8 per unit time. For
d = 0, let Ui(t) denote the surplus at time ¢t = 0,

5(6) = ue* + cs) - fo e® ) dX (v), 1.1)

where u is the surplus after paying the claim at time S, = 0, ¢ is the positive constant premium income
rate, and §t(-T) = [t > ds. See Willmot and Lin (2001, Chapter 2) and Cai and Dickson (2002, 2003)
and references therein for details on this well-known model.

The time of ruin is Ty = inf{t = 0|Us(¢t) < 0}, where Ty = o if Uy(t) = O for all ¢ = 0. If ruin occurs,
the deficit at ruin is —Uy(T;), and the surplus immediately prior to ruin is Us(Ts—). The probability of
ultimate ruin is

V() = Pr{T; < «© | Us(0) = u}. (1.2)
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The following notation applies throughout this paper:
Fy(a, u, %, y) = Ble™" [(Uy(Ty—) = «, Us(Ty) = 9I(T5 < =)

Us(0) = uj,

°Fs(a, u, x, y)

a, u, X, y) =
So( y) oy
where & > 0, vy < 0, and I is the indicator function, that is, I(A) = 1 if A is true and I(A) = 0 if A is
false.

We consider the Gerber-Shiu discounted penalty function of the surplus immediately prior to ruin
and the deficit at ruin when ruin occurs as a function of initial surplus u, namely,

Dy (W) = Ele™"0(Uy(Ts =), [Us(T)DI(T; < *)|U3(0) = ul, (1.3)

where w(x, y), 0 = &, y < «, is a nonnegative function and « is a nonnegative parameter. We can
interpret exp{—aT;} as the ‘“discount factor.”

The function ®;  (u) provides a unified means of studying the joint distribution of the surplus im-
mediately prior to ruin and the amount of the surplus at ruin. Note that choosing different forms of
the penalty function w(x, v) in equation (1.3) gives rise to different information relating to the amount
of the surplus at ruin and the surplus immediately prior to ruin. For example, ®; ,(u) will represent
the k-th order moment of the surplus immediately prior to ruin (or the amount of the surplus at ruin)
if we specially choose w(x, y) = x* (or y*), represent their joint distribution function if w(x, y) =
I(x = x,,y =¥,), represent the distribution function of the amount of the surplus at ruin if w(x, y) =
I(y = y,), and so on. When w(x, y) = 1, the function ®;,(u) coincides with the well-known ruin
probability W4(u) independently defined by (1.2). The financial explanations of w(x, ¥) can be found
in Gerber and Shiu (1998). The distributions of the quantities in the classical surplus process with
constant interest have been studied by many authors including Sundt and Teugels (1997), Yang and
Zhang (2001), Cai (2003, 2004), Cardoso and Waters (2003), Konstantinides, Tang, and Tsitsiashvili
(2003), Tang and Tsitsiashvili (2004), Wu, Wang, and Zhang (2005), and others.

This paper is organized as follows. In Section 2 we derive an infinite series expression and some
recursion formulas for the Gerber-Shiu discounted penalty function and some examples. In Section 3
we derive a lower bound and an exponential-type upper bound for the ultimate ruin probability.

2. THE GERBER-SHIU DiSCOUNTED PENALTY FUNCTION

Let
o By, + o) 1 Sx +c .
Hmk —1In 1 p(x;, — ), if 5 > 0,
g&,n(a’ u, xlvyh LA} xm yn) = 1 n x (21)
i H ef(u/c)(xifyifl) k < i ) p(x — yl If 6 = 0’
ol
with vy, = u
Lemma 2.1
Form=1,letx,...,%,¥;, - .-,V,—1>0,v,<0,suchthatx;, >u=0andx,>y,i1=1,2,...,
n. Assume that o, 8 = 0, then we have
E[e " I(Us(S;—) € dxy, Uy(Sy) € dyy, . . ., Us(S,—) € dx,, Uy(S,) € dvy,)|Us(0) = u]
= g&n(a’ Uy X1, Y15+ - - xn’ yn)dxldyl st dxndyn7

where Ug(S,,—) is the surplus immediately prior to the (n + 1)—th claim time S,,.
The proof of this lemma is somewhat lengthy. We therefore omit it and refer the reader to the
Appendix.
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Let
Fs,(a, u, 2, y) = Ele™ ™ I(Uy(Ty—) = x, Uy(Ty) =, Ty = S,)|Us(0) = ul, (2.2)

0 Fy, (o, u, 2, y)

fﬁ,n(a7 u, x, y) = axay (23)
Note that f;, (a, u, x, y) is the density function of Fy,(a, u, x, y).
Lemma 2.2
For each a, u, 8 = 0, x > 0, y < 0, we have
x 'y
Fﬁ,l(aa u, x,y) = I(x = u) L dx, fm ga,l(aa u, 8y, ;) dyy, (2.4)
and forn > 1,
Fﬁ,n(aa u, x, y)
= J'u d‘xl JO dyl e J; . d‘xnfl J;) dyn*l J; . dxn jm gﬁ,n(a’ Uy X195 V15 - - -5 Xy yn) dyn' (25)
PROOF
First, by (1.1), we have
Us(0) =w) N (T5 = T)) = (Us(Ty,—) = u, Us(Ty) <0, Us(0) = w).
Then by Lemma 2.1, we get
Fy (e, w, x,y) = Ele™"(u = Uy(T, —) = x, Uy(T)) =) I(x = w)|U(0) = u]
X "y
= I(x = u) L dx, J_w ga,l(a, u, x4, y;) dy;. (2.6)
When n = 2,
Us(0) =w) N (T; = S,)
= (0 < Us(5,7), 0 < U(S), - - -, 0 < Us(S,-1), 0 < Us(S,-), Us(S,) < 0) N (Us(0) = w).
In addition, when T = S,,,

UpSi—) > Up(Se ), Up(S) > Up(S) k= 1,2, ... .

Hence, by Lemma 2.1, we can easily obtain the expression for F;, (o, u, x, v). This ends the proof. []

Lemma 2.3
Let n = 2. Then,

(1) Ford > 0,
” s+ e\ (1 dxy, + e ple; — )
Fﬁ,n(a? u, x, y) - Ju d‘xl J;) (80(71 + C) k (8 ln Su + le + e Fﬁ,n—l(av Vi, X, y) dyl
(2) Ford = 0,

xl_u

o<} X1 1
F(),n(av u, x, y) = Ju dxl fO ; o~ (/O k < ) p(xl - yl)FO,nfl(OL’ yla X, y) dyl
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PROOF

Applying Lemma 2.1 and Lemma 2.2 to equations (2.2) and (2.5), we can obtain the results.

REmMARK 2.1

In fact, by Lemma 2.3 we derive recursion formulas for F;, (o, u, x, y) and the density function

fﬁ,n(av u7 ‘xa y)
Let n = 2. Then,

(1) Ford > 0,

- “ (u+ e \Y° 1. dx; +c)\plx; —y)
fa,n(a7 u, x, y) - Ju d‘xl J() <8x1 + C) k (8 ln au =+ C) 8901 + e fB,n—l(OL?yh X, y) dyl'
2.7)

(2) Ford = 0,

xl_u

o0 X1 1
f;),n(O(? u, x, y) = j d‘xl f -
u o C

ei(a/c)(xliu) k ( ) P(x1 - yl)f().n*l(a’ yl? X, y) dyl' (28)

REMARK 2.2
F()I' Qa, 87 u = 07 x > Ovy < O’fa,](av u, x, y) = I(x = U) .ga,](av u, x, y)

Proposition 2.1
For each o, 8, u = 0, x > 0,y < 0, we have

Fy(o, u, ¢, 9) = I(x = u) fu dx, f_w gs,1(0‘, u, %y, ¥,) dy,

) o0 X1 X y
+ 22 dx, L dy, - ﬁ dx, f gﬁ,n(a7 Uy, X0, Vs o v 5 X V) dyy,,  (2.9)
n= u Yn—-1 —®

and

fB(OL7 u, x, y) = I(x = u)gS,l(a? u, x, y)

[ o0 X1 00 Xn—1
+ 212 L d‘xl J;) dyl . dxrrl J;) g&,n(a’ u, xlv yl? c ot xnflv ynfl’ X, y) dynfl- (210)
PROOF
Note that
Fi(a, u, 2, 3) = 2 Fy (e, u, x, ). (2.11)
n=1

By Lemma 2.2 and (2.11), we can get immediately that (2.9) holds true. From (2.3) and (2.11), we
obtain that

x (v *
Fa(OL, u, x, y) = J;) J’_x (Z:lf&n(av u, xl? yl)) dxl dyl (212)

Hence,

fﬁ((x’ u, x, y) = I(x = u) g&l(av u, x, y) + Z:zf&n(av u, x, y) (213)
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Furthermore, by (2.5) we have for n = 2,

Xn—1

o0 X1 o0
f&,n(a, u, x7y) = J;L dx] ﬁ) dyl o J\’ . dxn—l J( gﬁ,n(a’ U, X1, Y15 - - - 7xn—17yn—l’ X, y) dyn—l‘

)

(2.14)
Formula (2.10) follows from (2.14). This ends the proof. L]

Corollary 2.1
For each a, 8, u = 0, x > 0,y < 0, Fs(a, u, x, y) satisfies the integral equation

X y
Fa(a’ u, x, y) = I(x = ’LL) Ju d‘xl Jm ga,l(av U, Xq, yl) dyl

+ fu dxl f() gﬁ,l(“? u, x17 yl)FS(OL’ yl’ X, y) dyl (215)

PROOF

Apply Lemma 2.2 to (2.9). ]
Furthermore, using Lemma 2.2, we can derive some important mathematical relations about many
density functions.
Let fs(a, u, x) denote the density function of Fy(a, u, x, 0), defined by

f(, w, %) dx = BEle™T [(Uy(Ty—) € dw, Ty < ®)|Us(0) = u]. (2.16)
We define
hs(a, u, x, v) dx dy = E[e *TI(Us(Ty—) € dx, |Us(Ty)| € dy, Ty < «©)|Us(0) = u], (2.17)
where o, 8, u = 0, x > 0,y > 0.

Corollary 2.2
For a, 8, u = 0, and x, y > 0, we have

Pl * ), (2.18)

haen w, 2, 3) = file w, 2) =5

PROOF

Similar to (2.10), we can obtain easily the expression of fs(a u, x), and for o, 8, u = 0, x > 0, 5 < 0,
we get that

fa(a, u, x, Z) — p(‘x — Z)

Alewx) PR =1

Let y = —g in (2.19) and note that
hs(a, u, 2, y) = fi(a, u, x, —). (2.20)
Then we get the result. L]

REMARK 2.4

When a, 8, u = 0, this result coincides with formula (2.3) in Willmot (2006) and generalizes Theorem
4.3 in Cai and Dickson (2002).
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Lemma 2.4

Let @y, (w) = E[e T (U(Ty—), [UTy)]) I(Ts = S,)|Us(0) = u]. Then we get for a, 8, u = 0, n = 2,
ou + ¢ 1, 8 +c\plx—y) .
< P fd >
j Jo < dx + c> k <8 In du + c) dx + ¢ o) Ay, 0
Dy (W) = B (2.21)
f f = ewo-w L < : u) p(x _ y)q)a,a,(n—l)(y) dy, if § = O’
0
and
du + ¢ 1. dx +c)\px—y) )
- >
f f w@, b)|)<8x+c> k<81n8u+c) 8x+cdy’ if3 >0,
Dy (W) = (2.22)
J dx f w (e, y]) fe( /Al | < > plx — ) dy, if 5 =0.
ProOF
Obviously, we have
= 0
(I)S,oc.n(u) = f dxj w(x’ lyl)f&n(a’ u, x7y) dy7 n = 1 (223)
' 0 —
By (2.7) and (2.8), we get the following recursive calculation formula:
(I)B,oz,n(u) = L dx fo ga,l(av u, x, y)q)a,a,(n—l)(y) dy, n=2. (2.24)
By Remark 2.2, the expression for ®;, (1) can be obtained. L]
Theorem 2.1
For o, u = 0, we have
(I)Sa(u) J f w(x b)DgB,l(a? u? xa y) dy + }_:2 u dxl J;) dyl
Xn—1 «© 0
: N dxn—l JO dyn—l J\’ - dx J_w w(x’ Iyl) ga.n(av u? xl’ yl’ c 0 xn—l’ yn—]? x’ y) dy (225)
PROOF
Note that

q)&a(u) = E—:l (I)S,a,n(u)'

By Lemma 2.1 and Lemma 2.4, using exactly similar arguments to Proposition 2.1, we get the exact
expression for the Gerber-Shiu discounted penalty function. L]

An important special case of the ordinary renewal process is the compound Poisson process. In this
case the positive net profit condition is cE(T;) > w.
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Corollary 2.3
Foreachd > 0,0, u=0,and K(x) =1 —e ™, 2= 0,\ >0,

C(DBO((O) _ A j" J‘u
et ou ot oude NOAT | kgt 0Py (O) dt, (2.26)

where A(y) = [} w(@, x — y)p(x) do, ks, (u, t) = (3 + o + NP(u — t))/(c + du).

(I)B,u (W) =

ProOOF
By Theorem 2.1 and equation (2.7), we get

oo 0 ® =] 0
(I)B,a(u) = ju d‘x Jx ‘Z@(&C, _y)ga,](a7 u, x, y) dy + ZZ JO dx fso ‘w(x, _y)f&n(a’ u, ‘xvy) dy

=J, + J,,

where

* 0 su + c\° 1, d& +c 1
Jl—Judxfxw(x,—y) <8x+c> k gln6u+c 8x+cp(x—y)dy

e 0
= L dx fx w(x, —YANBu + )MV @®x + )MV Ip(x — y) dy

ABu + c*F0/?) f (B3x + ¢) Ao/l <f w(x, 5 — x)p(2) dz) dx,

e 0 - ” “du + e\
J0 dh J—oo W(x, _y) ,;2 |:J;t dx] J() (&xl + C>

—(\/9)
A dx; + ¢ @ P — 1)
ou + ¢ ox; + ¢

N
I

Somoa (o, ¥, 2, 3) dyl]

] X1 +oo 0 ©
fu dxl J;) (J;) d‘x J'_w w(xv _y) Z:Ifﬁ,n(aa yla X, y) dy)

ABu + )M 2@, + )" MO Ip (e, — y)) dy,

MGu -+ )0 [ [ + o) 0w, s — ) dy,
u 0
Hence,

Oy () = NBu + ¢)*F° Jm Bx + ¢) Mo/l (f(: Oy (x — ¥)pO) dy + A(x)) dx. (2.27)

Using arguments similar to those of Cai and Dickson (2002) and Gerber and Shiu (1998), by differ-
entiating (2.27) with respect to u and then integrating (see, e.g., Cai and Dickson 2002), we get

cd, (0) A J“ f u
d = et _ A + d )
() o4 ou o +oule (¢) dt . ks o (u, )5, (t) dt

U

REMARK 2.5

Cai and Dickson (2002) have derived this integral equation and find the initial value @ ,(0) by using
Laplace transforms. But they did not determine the initial value ®; ,(0) when 8 > 0 and o > 0. They
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leave this as an open question. In this paper, using Theorem 2.1, when 3, a, u > 0, both ®; (u) and
®; (0) can be given in an infinite series.

REMARK 2.6
Equation (2.26) is a type of the Volterra integral equation

o(x) = l(x) + J: k(x, s)o(s) ds. (2.28)

See, for example, Cai and Dickson (2003, p. 392 [2.7]) and Mikhlin (1957). If I(x) is absolutely inte-
grable and the kernel k(x, s) is continuous, then for each x > 0, the unique solution for ¢(x) has the
following representation:

o(x) = l(x) + f: K(x, s)l(s) ds, (2.29)

where K(x, s)= 27 _, k,,(x, s), with k,(x, s)= k(x, s), and k,,(x, s) = [¥ k(x, O)k,,_,(t, s) dt, m = 2, 3,
L, >s = 0.

COROLLARY 2.4
Ford,u=0,and K(x) =1 —e ™, & =0,\>0,

eV, (0) A f v J v
= — + :
Wy (u) Ctou o oule P(¢t) dt . ks(u, t)Wy(t) dt, (2.30)
where
3+ NP(u—0)
k(O = c+du
PROOF
It follows Corollary 2.3 with a« = 0 and w(x, y) = 1. []

Example 2.1

We consider an important special case of the Sparre Andersen model, which is the compound Poisson
risk model, namely, in which K(t) = 1 — e™, t = 0, A > 0. Let Z; have an exponential distribution
with P(z) = 1 — ¢, 5 = 0, B > 0. In this case an explicit formula for the ruin probability {s(u) and
the distribution function of the deficit at ruin are available.

(1) The ruin probability {(u), namely, with 3, a = 0, w(x, [y)) = 1, we have y(u) = P,,(u) =
201 U, (w), where §, (u) = (I)o,o,n(u)-

From Lemma 2.4,
U (w) = f dx f_w o Ae ME—W/Re=BEY) gy
N

— e*Bu,

I
s 7
U
2
< %
Q|

)\ei)\((‘xiu)/c)Beiﬁ(xiy)lpl 0)) dy

A ’ ¢ —Bu
=<>\+BC) B<u+>\+80>eﬁ’

U, (w)
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o] X 1
f dxf _)\e*k((x*u)/c)Be*B(x*y)q,Z(y) dy
u 0o C

A 2 1 c c ?
- 21 Z,,2 + 22— + 2 - )7[311'
<)\+BC>B<2u N+ Be <>\+Bc>>°

U5 (w)

We assume that

N\ .
l]rjn(u‘) = ()\ + BC) Bn lpnfl(u)e Bu’ n = 1?
where
n e k—1
P () = a® V| ——— wk
n 1( ) I;l n—k N+ BC
2
— a(n*l)unfl + a(n*l) c un*Z + a(n*l) ¢ un*3
n—1 n—2 N+ BC n—3 N+ BC
n—2 n—1
o C _ (6]
teoetaV(——| utaV|——] , n=1.
N+ Be N+ Be
Then

o X 1
brat) = [ s [ L nenemope s, o) dy
u 0

n (n—1) o0
— A Bn—] E e)\u/c ann—l J e—(()\/c)+[3)xxn dx
N+ Be c n Ju

c  amb [ c \'Carh ([
n n-2 e~ (VOB =1 (o + - -+ + 1 e~ (WotRxy2
A+ Ben— 1M A+ Be 2 Ju

c n—1 a(n—l) oo
+ 0 f ei(o\/c)JrB)x‘X’ dx |.
N + Be 1 L

By the formula

- 1 n nmn —1 nn—1)---2 n!
f x'e” dx = |:— u' + S ut + 3 ) w4+ n) u + n+1:| e
u a a” a a a
we obtain
* 2 n+1
—(Nc+B)x,,n — ¢ n ¢ n—1 c —(Nc+
c xtdy = | ———u* + | ————— nu 4+ eee + | —— n'le /e B)u’
u A+ Be N + Be N + Be
- —(\/c+B)x n—1 — ¢ n—1 c i _ n—2
e x"dxe = w + (n — Hu
u N+ Be N+ Be

c n
+ oo+ [ —— — 1) —(\etPlu . ..
<>\+BC>(n )}e

. 2
J e VB e = | —— o + [ — ) | e OverBn
u N+ Be N+ Be
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Therefore

o\ a®=» a®=D c
w) = - n n—1 ut + a(nifl) + n—2 u"fl
¢7l+1( ) <)\ + BC> B n n—1 n — 1 N 4+ BC
(=1 2
a C
+ (= Da®P + a5) + =2 w2
<( ) n—1 n—2 n — 2 N+ BC

(n—1) 3
a, C
4—(01—.Dﬁz—zna$1”—+(n——2ywun-%a$3D4—n{f3><k_FBC) w

n—1
_ n— n-— ¢
+---+<(n—1)(n—2)---2a,(1”_11)+"-+a§ D+ af D)(W) u

+ ((n— D" P + = 2)la® P + -+ + a4+ af D) — ) |ewm
- N+ Be
Note that we also have
)\ n+1
U (W) = <?\+—BC) B"P,(we P,

where

2
C C
P u) = a(n)un —+ a('? R un71 + a(n) u1l*2

n() n nl)\—f—BC n—2 )\+BC

e n—1 ¢ n
+ -+ a%") (m) u + a(()”) <W> .
C C

Then we get the recursive relation formulas

(n—1) (n—1)
a,’t a,’t
ar(l") — L, a1(ln_)l — agl_—ll) + L’
n n—1
(n—1)
al = (0= Dafsh + aftn? + 2,

(n—1)
a,_
as=mn-1Dn - 2)al P+ - 2) a3 + a3 + ﬁ

a?»=m—-1mn—-2)-2a" P+ m-2)n—=3)--2al"") + -+ al" D+ al"Y,
al” = m — Dla P + (n = 2)aPD + o0+ alm D + af .

By solving these recursive formulas, we get the general forms

n—k
k+1 + i
a(")=(k+1)(n+2)("+3)”'("+("_k))=( L k=0,1,2 n—1
' (n — k)lk! P 1,2, -1
a("):l‘
" n!

Therefore, we deduce that

v = 3 <)\%Bc) P, e "

n=0
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where
c 1 cu c ’
= =u + ==+ +
Py(w) 1, Pi(w) =u \ + B’ P,(w) > u 2 N + Be 2 <)\ i BC> )
and for n = 3,
1 — (n + 2 ’
P,(w) = —u* + n ¢ ul + (n )(n ) ¢ w4 ..
n! mn—D!'N+ Be 2l(n — 2)! N + Be
L2+ )+ ) @2n— 1) c "*lu
(n — 1)! N + Be
+(n+2)(n+3)---(2n) c "
n! N+ Be)
(2) The distribution function of the deficit at ruin, namely, with 8, « = 0, W(Uy(L,~). |Up(Tp)|) =
I((U(T)| = =), then F) = 3y, F,,&Ww, where F,(sh) = Dy, (w) =

E[I(‘U()(To)l = )IT, = Sn)’Ua(O) =u],n=1.

From Lemma 2.4, we get

% 0 1
Fy(zho) = f as | S he MR PO (] = ) dy

o 0 1
- J d""f e B P dy
u -3

= (1 -e"™) B,

N+ Bc

Following the steps shown in the previous paragraph, one can obtain that

Froah) = (1= ¢ %) (A T Bc) B, (we .

Note that F, (zju)/d,(u) = 1 — e * = P(z), forn =1, 2, ..., so we have

P& =3 (- e®) ( ) BP, (we ",

N + Be

where P, (w), n = 0 are the same as the ones in (1) of this example.

3. Lower AND UPPER BOUNDs FOR ULTIMATE RuUIN ProBABILITY W (U)

Although in Section 2 we have the infinite series expression for the Gerber-Shiu discounted penalty
function @;,(u), it is rather complicated to calculate Wy(u). In this section we will derive an upper
bound for the ultimate ruin probability W, (u). The ideas and methods we use are motivated by Cai and
Dickson (2002, 2003) and Cai (2004). We assume that the positive net profit condition holds in this
section, namely, cE(T)) > w. E(e”) exists for 0 <t < &, and lim,_, E(e”!) = o,

Note that V5(uw) = F5(0, u, ©, 0). Then using Theorem 2.1 and Corollary 2.1, for 8, u = 0 we get

oo 0

Vi) = f{ dx . g8,1(07 u, x,y) dy

u

o o0 X1 0 Xn—1 o] 0
+ E_; fu d‘xl J() dyl o d‘xnfl J dynfl J\, » dx f_w ga,n(ov u, 001, y17 sty xrﬁlv ynfl’ X, y) dyv

IYn-2 0

3.1)
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or
0 0 ® X1
Ws(u) = L dx, fx ga,1(0, u, xq, y;) dy; + L dx, J'O ga,l(O, u, x, y1) Vs () dy;. (3.2)

Theorem 3.1
For 8, u =0

0
flof dx, J_x gBJ(Ov u, £y, yp) dy,

V. (1) = (3.3)

1 - f dx, fo 85100, u, xy, ¥) dy,

PROOF

Since ¥;(u) is a decreasing function, we have

L dx, fo gﬁ,l(()’ u, xq, y)Vs(y,) dy, = f dx, f() gm(O, u, xq, y) W) dy,.

u

Then by (3.2), we get

0

Vi) = J; dx, . gm(oa u, 2y, yy) dy, + Vs(u) L dx, fo gs,l(oa u, xq, y1) dy;.

It implies that (3.3) holds true. L]
Next, using the recursive equation (3.2), we derive an upper bound for W;(u).

Lemma 3.1
There exists a unique positive number R, such that

E[eXp{—R(cs'%) —Z)H =M, 3.4)

where
M = min E[exp{—r(cé%)\ - Z)}H < 1
O0=r=§¢
PROOF
Let

f(r, d) = E[exp{—r(cé% - 7)1, S, r=0.

Then f(0, 8) = 1 and lim,_, f(r, 8) = . For each fixed 8, it is easy to prove that (9° f(r, 8)/0r*) > 0,
that is, f(r, 8) is convex in r. It is also easy to see that for each fixed r, f(r, 3) is decreasing function
in 3. By the positive net profit condition, the function f(r, 0) must have a unique minimum at r =
R(0); therefore, for each fixed 8, 8 > 0, the function f(r, 8) has a unique minimum M at r = R(3), and
M = 1. For simplicity, let R = R(8). Thus the result (3.4) follows. L]

Theorem 3.2

For each u = 0, 8 > 0, we have

M
W) = o

Yy e*Ru’ (35)
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where

%

f ep(y) dy
71 — . f x —
¥ olcrzlo ef*p ()
and M and R are the symbols defined in Lemma 3.1.

PROOF
By the definition of B, we get

P(z) = Be f ep(y) dy = BE[ef e, %= 0. (3.6)
Then equation (2.25) with w(x, [y]) = 1 and o = 0 becomes

o 0
Vi) = (I)a,o(u) = L dx J_m gﬁ,](ov u, x,y) dy

> o X1 © Xn—1 «© 0
+ 2 dx, f() dy, - dx,_, J( dy, _ dx . g&n(oi Uy X1, Vs v v v Xpogs Yooy X, 3) dy.

n=2 Ju Yn-2 ) Yn—1

3.7
By Lemma 3.1 and (3.6),

“ 0 “ 0 1., & +c 1
L do fxga,l(O, u, x,y) dy = f dux fwk (g In Su + c) Sx + o P& V) dy

- 1, d +c¢ 1 _
_Lk<gln8u+c> 8x+cp(x)dx

= f: k(z)P <ef’z(6u -gc) — C) ds

= BE[eRZI] JO k(z)e_R (e (du+c)—c)/d ds

= BE [eRZ1 ] e*RuE [ech/S(eSTl _ 1)]
= MBe v,

Now we assume that for some integer k = n = 1,

© 0
J;) wa?),k(oa u, x, y) dx dy = MkBe_Ru' (38)

Then we will prove that the inequality (3.8) is true fork = n + 1.
In fact, by equations (2.7) and (3.7), we have
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o (0
f() fxfﬁ.n+1(07 u, x, y) dx dy

* ¥ 1. dx, +c)\pl, — =0
= [4 dxl J;) k <g ln ! ) ( : yl) |:J;) fmfﬁ,n(ov yla xv y) dx dy:| dyl

du + ¢ dx, + ¢
* x 1. dx; +c\plx; —v) _
=M fd fk =1 : 2 12 7R
B, (8n8u+c> x, fe o

(Cas(u+ (e/d))—(c/d))

0

— M"BJ |:k(z)e—(R/a)(e5'“(8u+c)—c)
0

(€% (u+(c/8) = (c/d))

= MnBE_Ru f‘” [k(z)e—R(c/a)(eSs—l) f
0 0

= Mn+1|3€—Ru‘
Hence equation (3.8) holds for each n = 1. Thus, inequality (3.5) follows. L]

py)et dy] ds

Corollary 3.1
If M = 1/2 (where M is the symbol defined in Lemma 3.1), then we have

P(w) =e ™  u=0. (3.9
ProOF
By the definition of 8, we have B < 1. When M = 1/2, we get M/(1 — M) < 1.
Hence, MB/(1 — M) < 1, and the result (3.9) follows from (3.5). L]
APPENDIX

The goal of this appendix is to prove Lemma 2.1.
We first consider the case with 8 > 0. Let

J = Ele™% [(Us(S,—) € dxy, Uy(S) E dy,, - . ., Us(S,—) € dx,, Uy(S,) € dy,)|Us(0) = u].
Since U;(S,) = Us(S,—) — Z,, and the independence of Z, and Uy(S,—), we have
J = E[e_aS” I([]B(Sl_) S d‘xl’ US(SI) S dyl’ ct LTB(SH_) S d‘xn’ UB(Sn) S dyn) []5(0) = u]
= E[Efe " I(Us(S,~) € dxy, Up(S)) € dyy, . . ., Us(S,—) € du,, Uy(S,) € dy,)
ISt oo .y S Zys s Zy 1 HUS(0) = u]

= Jl : p(xn - yn) dynv

where

J, = Ele™ I(Us(S,—) € dx,, Us(S)) E dy,, . .., Us(S,—) € dx,)|Us(0) = u],
and

Up(8,7) = U8, ) + £ (@ = 1),
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Therefore,
J, = E[E{e 1" [(U(S,~) € dx,, Us(S,)) € dy,, . .., Us(S,—) € dx,)
ISy, ..., S, 1, Zyy ..., Z,_ U (0) = u]
= E[e™ "1 I(Uy(S,—) € dxy, Us(S,) € dy,, ..., Us(S,-,) € dyn71)|Ua(O) = u]
E |:e_”" I ((yn]e”" + % (™ — 1)) S dxn> |U5(0) = u],
where

E |:e°‘T" I ((ynle”" + % (e — 1)) € dxn> |Us(0) = u:|

c
<t dx,
=E | @) 2T e ——— | |Us(0) = u
c
+ —
yn*l 8

C
. o+ dx
3 + a/d 1 N n
S <u> 11 € =—— | |U;(0) = u

dy,_; t ¢ c
+ —
| Yn—1 S
.y e\ (1. b, +
= (R te) (L, Bate ) dw (A1)
dx, + ¢ 8 ¥y, tc)dx, +c

Substituting (A.1) into J,, then substituting J, into J, and using the inductive method, we get (2.1)
in the case with & > 0.
Note that for 8 = 0,

U()(Sn) = U()(Sn_) - Zn’ U()(Sn_) = [J()(Snfl) + CTn'

Following the steps of the proof shown in the previous paragraph, one can verify that the equality (2.1)
holds true with & = 0. This completes the proof of Lemma 2.1.
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DISCUSSIONS

BANGWON Ko*

Professors Wu and Lu and Mr. Fang have obtained many interesting results, as they extend the Gerber
and Shiu model by allowing the surplus to earn interest. In this discussion I would like to point out
that Corollary 2.2 can be obtained directly, as in Dufresne and Gerber (1988). This is based on the
conditional probability formula

Pr(A N B) = Pr(A)Pr(BlA). (D.1)

Here the event A is considered as the occurrence of ruin between time t and time t + dt, with the
surplus immediately before ruin, Us(Ts—), being between x and x + dx, given that the initial surplus
is u (u is the surplus after the claim at time O is paid). The event B is considered as the deficit at ruin,
Us(Ts)|, being between y and y + dy. Now, conditioning on A, the event B means that the claim causing
ruin is of size (x + y). However, the claim size random variable does not depend on ruin time or the
surplus immediately before ruin. Thus,

Pr(B|A) = 119(0_0—;(23 dy.

To be more precise, let us define by f(x, v, tju) the joint probability density function of Uy(Ts—),
|Us(Ts)| and T, given that the initial surplus is u. Then the argument above is expressed as

fle, y, the) = |:J:f(x, 5, tlw) dz] ?19(3_07;(;))) (D.2)

Now, Corollary 2.2 of the paper follows from multiplying both sides by e™*, integrating with respect to
t, and observing that

hs(a, u, x, y) = fo e flx, v, tu) dt

* Bangwon Ko is a doctoral student in the Department of Statistics and Actuarial Science, University of lowa, lowa City, IA 52242-1409,
bangwon-ko@uiowa.edu.
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and

fou ) = [ e v v doy dy de
[0) [0)

Formula (D.2) has been cited by Dufresne and Gerber (1988) for the classical ruin model with & = 0.
Note from the proof that formula (D.2) actually holds for models more general than Gerber and Shiu’s.
For example, the interest rate need not be constant.
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AUTHORS’ REPLY
Professor Ko obtained the following formula directly, by the conditional probability formula,
P +y)
P(x)
We are very grateful for the discussion, which enhances the value of our paper. It illustrates that formula

(3) in Dufresne and Gerber (1988) holds for models more general than the classical compound Poisson
model.

ha(OL, u, x, y) :f'f)(a’ u, x)

REFERENCE

DUFRESNE, FRANGOIS, AND HANS U. GERBER. 1988. The Surpluses Immediately before and at Ruin, and the Amount of the Claim Causing
Ruin. Insurance: Mathematics and Economics 7: 193-99.

Additional discussions on this paper can be submitted until October 1, 2007. The authors reserve the right
to reply to any discussion. Please see the Submission Guidelines for Authors on the inside back cover for
instructions on the submission of discussions.



