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RECURSIVE CALCULATION OF THE DIVIDEND
MOMENTS IN A MULTI-THRESHOLD RisKk MODEL
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ABSTRACT

In this article, we consider the class of risk models with Markovian claim arrivals studied by Badescu
et al. (2005) and Ramaswami (2006), among others. Under a multi-threshold dividend structure,
we develop a recursive algorithm for the calculation of the moments of the discounted dividend
payments before ruin. Capitalizing on the connection between an insurer’s surplus process and
its corresponding fluid flow process, our approach generalizes results obtained by Albrecher and
Hartinger (2007) and Zhou (2006) in the framework of the classical compound Poisson risk model
(with phase-type claim sizes). Contrary to the traditional analysis of the discounted dividend pay-
ments in risk theory, we develop a sample-path-analysis procedure that allows the determination
of these moments with or without ruin occurrence (separately). Numerical examples are then
considered to illustrate our main results and show the contribution of each component to the
moments of the discounted dividend payments.

1. INTRODUCTION

In recent years surplus processes with different dividend strategies have been considered by many
authors in ruin theory. For the so-called single threshold dividend structure, the analysis of the Gerber-
Shiu discounted penalty function and/or the moments of the discounted dividend payments before ruin
has been performed by Lin and Pavlova (2006) for the Cramer-Lundberg risk model, by Albrecher et
al. (2005) and Li and Garrido (2004) for a subclass of Sparre Andersen risk models, and by Ahn et al.
(2007) and Badescu et al. (2007a) for the more general class of risk models with Markovian claim
arrivals. See references therein for additional papers on surplus processes with dividend payments.

In the context of a multi-threshold dividend structure, the class of surplus processes subject to a ruin
theory analysis has been limited so far to the Cramer-Lundberg risk model. Lin and Sendova (2007),
Albrecher and Hartinger (2007), and Zhou (2006) performed the analysis of some ruin-related quan-
tities in the framework of the classical compound Poisson risk model. Using a similar approach, it is
reasonable to believe that their results can be generalized to a subclass of Sparre Andersen risk models,
although it is expected that the approach will likely result in a fairly cumbersome analysis of the ruin-
related quantities of interest.

Recently, relying on a matrix analytic approach, Badescu et al. (2007b) have significantly enlarged
the class of risk processes for which some ruin-related quantities can be analyzed in a multi-threshold
dividend setting. Based on the connection between an insurer’s surplus process and its corresponding
fluid flow process, Badescu et al. (2007b) derived some recursive algorithms to compute various ruin-
related quantities, such as the Laplace transform of the trivariate density of the time, surplus, and
deficit of ruin, in a fairly general class of risk processes with Markovian arrivals. The use of well-known
quantities developed in the fluid flow literature is the key to ensure that the ensuing analysis is kept
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at a manageable level. We recall that risk models with Markovian claim arrivals allow for a completely
dependent structure between the claim sizes and the interclaim times (see, e.g., Badescu et al. (2005)
and Ramaswami (2006)) and thus moves a long way from the stringent assumptions underlying the
Cramer-Lundberg risk model and the Sparre Andersen risk model.

In this article, we consider the same class of Markovian risk models as in Badescu et al. (2007b) and
derive a recursive algorithm to compute the higher-order moments of the discounted dividend pay-
ments. Traditionally these moments were computed without the distinction of whether ruin occurs or
not. However, our approach allows us to calculate the moments of the discounted dividends with or
without ruin occurrence (separately). The determination of the Laplace transform of an infinite buffer
busy period, W (8) (see, e.g., Ahn and Ramaswami (2005) and Latouche and Ramaswami (1999) for its
calculation) is central to our analysis and replaces the role played by the roots of the well-known
generalized Lundberg equation in the traditional approach (see Badescu and Breuer (2007)). This
article also constitutes an extension of Badescu et al. (2007b) in which the expected discounted divi-
dend payments have been derived. As discussed next, the approach leading to the calculation of the
higher-order moments significantly differs from the calculation of the first moment.

In Section 2 we introduce the class of surplus processes of interest and then define the equivalent
class of fluid flow processes. A review of some important passage times in the fluid flow literature
follows. The main results are derived in Section 3, where recursive algorithms to compute the moments
of the discounted dividend payments before ruin are derived. The calculation of these moments is
performed via the development of two recursive algorithms (with or without ruin occurrence). Numer-
ical examples are then considered in Section 4 to show the contribution of each component to the
moments of the discounted dividend payments.

2. PRELIMINARIES

2.1 Surplus Processes

We consider a surplus process with n + 1 layers of length b, i = 1, ..., n + 1) with b,,; = 0. Let
b, + + -+ + b, be the ith barrier level i = 1,2, ..., n + 1). We refer to [0, b;) and [b; + -+ - + b,_;,
by +---+b) (i=2,3,...,n+ 1) as the first and the ith surplus layer, respectively. We assume

that the insurer pays dividends at rate d; and collects net premiums at rate ¢; (i.e., ¢; = gross
premium — d;) whenever the surplus level resides in the ith surplus layer. Throughout this article, we
refer to this insurance risk model as the complete risk model.

Here we propose a recursive algorithm to compute the moments of the discounted dividend pay-
ments. The starting point of the recursive procedure is the calculation of the moments of the dis-
counted dividend payments in a threshold-free surplus process consisting of only the top ((n + 1)-th)
layer of the complete risk model. The recursion is constructed from top to bottom by adding the next

lower layer at each iteration until the complete risk model is entirely recovered. For that purpose

we introduce the family of surplus processes R, , = {R., (@), t = 0} @ = 1, ..., n) where
¢; = (¢ Cypy -, Cuy)and by = (b, byyy, ..., b, ). The surplus process R, , is obtained by assuming

that the ith barrier level in the complete risk model is the new origin (level 0) in the risk process
R, p, (thus ignoring the structure below the ith barrier level in the complete risk model). The surplus
process R, is then defined as R, ;, (0) = u and

cdt — dS(t), O
C‘i+1dt - dS(t)’

= R.,(0) < Vb,
= Rgi,gi(t) < bi + bi+]

-

i

AR, (6) = ) (2.1)

¢, dt — dS(o), kZ by = Ry, (0) <
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fori = 1,2,...,n + 1, where u is the initial surplus level and S(t) = 339 X, corresponds to the
aggregate claim amount over the interval (0, t]. In this article we assume that the claim number process
{N(), t = 0} follows a Markovian arrival process (MAP) with representation MAP (e, D,, D) (see Neuts
(1989) for a detailed description). The distribution of the claim size r.v.’s {X,},-; is such that a claim
that occurs at the epoch of transition from state i to state j of the underlying continuous-time Markov
chain of the MAP process is PH(«;;, Q;;) distributed. Given a sample path of the continuous-time Markov
chain, the sequence of claim sizes {X, },-, are assumed to be mutually independent. We point out that
the class of MAPs contains risk processes with dependent interarrival times and dependent claim sizes,
and it provides a large class of processes with a complete dependence structure between the interarrival
time and claim size r.v.’s (see Ramaswami (2006) and references therein).

REMARK

In Definition (2.1) of the surplus process R, ,, the aggregate claim amount process ¥ = {S(t),
= 0} (as well as the r.v.’s used in the definition of ¥) should carry an index i. For simplicity, this
index will be absent from the definition of the aggregate claim amount process given that their processes
are identically distributed.
Associated to the surplus process R, , = {R, , (t), t = 0} is the time to ruin o, (u), defined as

o p W) = inf{t = 0: R, ,(0) < O|Rci p(0) = ur

with o, (W) = @ if R, (6) = 0, Vt = 0 (ruin does not occur). In Badescu et al. (2007b), a general
expression for the Laplace tran%form of the time to ruin o, (), as well as the Laplace transform (with
respect to time) of the trivariate density of the time to ruin o, , (u), the surplus immediately prior to
ruin R, ;. (0., (W) ), and the deficit at ruin IR..», (O, b, (w))|, has been derived for the surplus process
(2.1). Here we focus on the calculation of the discounted sum of dividend payments under (2.1). For
that purpose we introduce next a family of fluid flow processes and emphasize their connection to the
surplus processes defined in (2.1).

2.2 Fluid Flow Processes

Underlying the fluid flow processes, there is an irreducible continuous-time Markov chain (CTMC)
$ = {J(), t = 0} that represents the environmental process governing the interclaim intervals and the
claim sizes. The states of this process are referred to as phases. We assume that the CTMC ¢ has a
finite state space S = S; U S,, where the set S, contains the phases for which the fluid flow increases
(the interclaim intervals in the associated risk model) and the set S, contains the phases for which the
fluid How decreases (the claim sizes in the associated risk model). The infinitesimal generator associ-

ated with ¢ is partitioned as
— Ty Ty
! <T21 Ty)’ (2-2)

P4

where the matrices T;; (i, j = 1, 2) contain the transition rates from states in S; to states in S; (see,
e.g., Badescu et al. (2005) for construction of the generator T). Leading to the dndlvsm of the surplus
processes (2.1) are their corresponding fluid flow processes

(Ferpp ) = {F 0,0, J(©), t = 0}, i=1,2,...,n+ 1. (2.3)

Because of the assumptions on the premium rates in (2.1), the fluid flow processes described in (2.3)
have level-dependent fluid rates of increase/decrease. Mathematically the fluid How processes (2.3) are
defined as F, ;, (0) = u and
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cdt, 0=F,, O <b,
Cde, b = F_gi,_gi(t) <b; + by

ngi,l_)i(t) = (1{J(t)esl} - l{J(t)ESQ}) ) (2.4)
n
Cn+1dt7 ; bk = ng,Qi(t) < ®
=i
fori =1,...,n + 1, where u is the initial fluid level. From (2.4) we observe that the fluid process
F.,»; accumulates (depletes) at constant rate ¢; whenever the fluid level resides in the interval [Z}_] b,,

3i_.b) (i =j=n + 1), independently of the underlying phase in S, (S,) of the CTMC $. Due to their
importance in the ensuing analysis, we introduce here some important first-passage times in the fluid
flow process &,

e 7,.,,(x, ) = first passage time of F_ ;, from level @ to level y

o b1, (%, ) = first passage time of F_, from level x to level y avoiding a visit to the levels in [b, %)
en route o

* T (x,y) = first passage time of ¥, , from level x to level y avoiding a visit to the levels in [0, «]
en route.

To analyze the fluid flow processes ¥, defined in (2.4), we rely on quantities pertaining to the
infinite buffer (threshold-free) fluid model

Ty ) = AELO.JO). 0= 0}, j=1....n+1, 2.5)
with F, (0) = u and
_ )edt, F.@© =0,J@ €5
dF., (0 {—chdt, Fo(t) = 0,J(0) € S,
(see Ramaswami (2006)). Closely related to the fluid low model (%, $) is the reflected infinite buffer
fluid low process (e.g., see Ramaswami (2006)) operating at rate c_,i, namely,
F, P =T ,0,JO), t =0}, j=1,...,n+1, (2.6)
with F¢ (0) = u and
, _ J—qdt, Fi(©) =0,J0) €5,
dFe,© {de’t, FI(©) = 0,J@) €8,

in which the roles of the up and down environmental states are simply reversed. Note that quantities
pertaining to the infinite buffer fluid flow processes (2.5) and (2.6) are extensively discussed in the
fluid flow literature (see, e.g., Ramaswami (2006) and Badescu et al. (2007a)). For purposes of com-
pleteness, we list the relevant ones in Table 1.

Table 1
First-Passage Time Results in Fluid Flow Models
LST First-Passage Time Formula Reference
?ZZ,C(XI 0, d) From (x, S,) to (0, S,) in &, eHc®x Ahn and Ramaswami (2005), Th. 3
0;‘\”lC(O, X, ) From (0, S;) to (x, $;) eMe®| + ¥ _B)U.(3, x)] ! Ramaswami (2006), Th. 1
avoiding 0 en route in &,
W (8) = *f1,,(0, 0, d) From (0, S;) to (O, S,) W (8) = of11,(0, x, D)W (B)eH®> Ramaswami (2006), Th. 2
avoiding x en route in %_
*f22,{x, 0, 8) From (x, S,) to (0, S,) of52,(0, X, §) Ramaswami (2006), Th. 3
avoiding x en route in %_
MWL) = ofp X, X, D) From (0, S,) to (0, S;) WI®) — of5y (0, X, B)W(B)eH O Ramaswami (2006), Th. 4
avoiding x en route in
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2.3 Connection between Risk Processes and Fluid Flows

The connection between risk processes and fluid flows have been analyzed in numerous papers (see
Asmussen (2000); Badescu et al. (2005); Ramaswami (2006), and references therein). For purposes of
completeness, some important aspects of this connection are summarized below. To illustrate the
connection, we consider here a fluid flow process whose rate of increase/decrease is c.

To see the risk model as a fluid flow process, the key idea is to pretend as though a claim of size x
arrives continuously over an unseen time interval whose length is x/c at rate ¢ per unit time. The paths
of the risk process before ruin can be obtained from segments of the fluid process before the fluid level
becomes empty, and this is achieved by replacing downward linear paths in the fluid low model by
downward jumps of appropriate sizes. Thus, the risk process is embedded into a fluid ow model by
incising out times spent in the downward states of the fluid model. Given that the rate of increase and
decrease of the fluid flow is the same, certain relationships between passage times in the two models
can be established. For instance, the length of a busy period in a fluid flow starting at level O is twice
the time to ruin in the insurance risk model with an initial surplus of 0. For additional relationships,
see Section 3 in Ramaswami (2006). In our approach the analysis of the risk model described in (2.1)
will be performed using quantities defined within each layer (given that the premium rate is constant
within a layer) for which the well-known connections hold.

3. MOMENTS OF THE DiISCOUNTED DIVIDEND PAYMENTS

Based on a sample path analysis of the corresponding fluid How process, we propose a recursive algo-
rithm to compute the moments of the discounted dividend payments before ruin in the fairly general
class of surplus processes with Markovian claim arrivals. Let

n+1 O biw)
_ 51 .
D, , ) = 2 d; e Lisi-tymr,, <zt A
=i

0

be the discounted sum of dividend payments before ruin for the surplus process %, , at a force of
interest & > 0.

REMARK

In what follows we assume that the force of interest & is strictly positive. For 8 = 0 and under the
assumption that ruin does not occur almost surely for the surplus process R, (common assumption
in an insurance context), the total sum of dividend payments D, , (u) will be infinite with a strictly
positive probability. It is clear that the analysis of the moments of the total dividend payments in such
a case is of no mathematical interest.

3.1 With Ruin

In this subsection we focus on the surplus paths for which ruin occurs and develop a recursive algorithm
to compute the moments of the discounted dividend payments for this set of sample paths. The pro-
posed algorithm is based on the recursive calculation of W, ., (w)(, m € N), an |S,| X |S,| matrix,
whose components are given by o

[u/l,m,gi,gi(u)]jk = E[eilaogi"_]i(u)(Dgi,gi(u))ml{o'sij_),(u)<oo}l{J(T£i>(_)l.(lt,0))=k}|J(O) =jl. 3.1
For simplicity, we adopt the following notation in this subsection, namely,
[(Wimeon W15 = B [e7 0D, w))™], (3.2)

where the indices j and k represent the state of CTMC ¢ at time O and time 7, , (u, 0), respectively,
and the superscript ruin of E replaces the indicator 1, , <. in (3.1). Henceforth, we refer to (3.2)

as the generalized moments of the discounted dividend payments with ruin occurrence given that the
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“ordinary” moments are obtained by letting [ = 0. In Proposition 1 we first derive an expression for
(3.2) in the threshold-free surplus process %,  , . for which a dividend rate d,,,, is paid continuously
from time O to the time to ruin o, ,  (u).

Proposition 1
For the threshold-free surplus process R,

Cn+1,0n+1?

a closed-form expression for the generalized moments
of the discounted dividend payments with ruin occurrence is given by

d.\" 2 (m L
“/l~ms£n+l79n+l(u) = - 2 h (_1)}p6(l+h)£n+lyén+l(u)’ (33)
8 h=0
for [, m € N, where
0 du/2¢, 2 o
p5£n+1l_>n+1(u) = W011+1 5 e” =l f22,0n+1 u, O’ 5 . (34)

PROOF
From the definition of W, .., (w) in (3.2), one deduces

— (ruin) [ ,—180¢, | b, C—— )
[‘/‘/l,"l,gyl+1,911+](u) ]jk Ejk [6 grerdne 0 (dn+la<rgnﬂ4;luﬂ(u) \) ]
d m
= (%) Ey(lguin)[e*l%g,,ﬂ,gm(u)(l — efﬁcg,,ﬂ,g,,ﬂ(zt))?n],

where @; holds for the present value of a continuous annuity paying at a rate of 1 from time O to time
t. A binomial expansion of (1 — e e bua®)™ yields

m m
<d%+1> E <7;:) (-1)" EJ(I:uin) [e™ (F 1306, 10,1(0)]

[“/l,m,gm. 1,bn+1 (u) ]jk
h=0

dn m m
- < gl) 2 <1;:) (_1)h[pﬁ(l+h)£n+lsl,’“+](u)]jk‘

h=0

(u) in the threshold-

Note that p; () represents the Laplace transform of the time to ruin o

911+1,Iln+1

free risk process R,

Ccn+1,0n+1°

= _B(TUn+ D+ (w)
p8;£11+1~2n+1 (u) E [e s 1{0'2,,+1.I_)7‘+1(”)<°°}] ’

for which the general expression (3.4) is given in Ramaswami (2006). (]
An equivalent representation for the generalized moment W;,, ., (u) is easily found to be
(d 1)1)1
_ +
“/1,771,271+1.911+](u) - na (‘/Vl,m—l,gnﬂ,i_)nﬂ(u) - ‘/Vl+l,m—1,g,,+1,gn+1(u))’ (35)

using the decomposition (a7)™ = ((1 — e™™)/8)(az)™ " of the annuity factor. Despite the simplicity of
(3.5), note that (3.3) is computationally more efficient to obtain the values of W because of its non-
recursive structure in comparison to (3.5).

) Iée)t T|S]_‘ be a column vector of 1 of size |Sj|(j = 1, 2) and I5) be the identity matrix of size |Sj| (=

Proposition 2
For the surplus process R, ., the generalized moments of the discounted dividend payments with ruin

occurrence satisfy the following:
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(@) Foru = b,

u/l,m,gi,hi(u) = z

£=0

m
) m*’;m*%ygiﬂ,biﬂ(u - bl)

d\" & (h e b
J(3) 2 (2) o

&E+1—x)d

)u/l,gh,gi,l_)i(bi)

AN A (+h)3
+ (& 1) e@+dbi/2ci b A
(8) 1;) <h (=D"e faze | bi O 5 (3.6)
(b) For u < b,
d\" & A [ + h)d
‘)Vl,m,gi,g,v(u) — | =X E m ( 1)h e+hdu/2e; bmq,q AT bif22,ci u, 0, Q
) h=0 h 2
h h _ 1 \h—x,—(m—x+Dd/(bi—w)2¢;
m | Zx=o0 (=1)" e ' !
m di X
t2 )5 ’
h=0 ~ (m—«x + 13
X ()fll,ci <u? b —> u/l,rrl—h,g,-,!li(bi) (37)
where
m+ D3\
u/l,m,gi,l_)i(bi) = <I|Sl - u/ler,O,ng,QH](O) biqf:'i <( P ) >>
'
m . + 8
> <m) (i) Wistotar ) ) ( > (=1 e@mhvza uf,, (b o, L1 )
=0\ & ) o =0 \h 2
m & ’ ’
h h
m d; h e [+ T —x)D
+ 520’1:0 ( > <i§l> m*&’”*&,giﬂ,ljiﬂ(o) (_> 2 < > (_l)h bllpc,- (7 ‘/Vl,gfh,gi,lli(bi)
En=mo \ 0/ <=0 \¥ 2 )
3.8)
forl, m € N*,
PROOF
We first consider the case u = b;. For ruin to occur, the corresponding fluid flow process ¥, , shall

first make a transition from (u, S D to (b, S,). Being at level b, in S,, ruin can occur with or “without
an eventual visit to level b; in S;. In the former, the corresponding fluid process reaches level b, in S,
before level O in S,. Thus, it is immediate that the first passage time 7., (u, 0) of F_, can be decom-
posed as

cl h,(u O) Cl+] bi+](u - b O) + ()Tci I)i(b‘ bz) + T.f ,bi (b 0)7 (39)

where 77, (b;, 0) is equal in distribution to 7., (b, 0)(i.e., 7, (b;, 0) = TL 5 (b, 0)). Taking into con-
sideration only the segments of time when the fluid flow increases and using Observation (c¢) in Rama-

swami (2006), we derive the equivalent to (3.9) in the context of the surplus process R, namely,

OTgi,l_H(bi’ bl)
2

cb

O-gi’[li(u) = 0-£i+1,[2i+1(u - b’t) + + O-;isl_)i(bi)’ (3.10)
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where o, (b) 0.5, (D). Based on the decomposition (3.10) of o, ,, (w), the discounted sum of dividend
payments D, , (u) can be subdivided as follows: (a) dividends from time O to Oerrpin @ = b5 (b)
dividends from time Ooinpin@ = b) to o, b (W = b) + (47,5, b)/2); (¢) dividends after time
o u — b) + ¢7..,.(b; b)/2. It is immediate that

ci+1,bi+1 (

DCi’bi(u) = DCHLle(u — b) =+ e 50'L,+1{)1+1(“ bi) (dl m + e -3 0Te;,b; (bi,bi)/2 D(,,bl(b)> (311)

where D} (b) = D, (b).
For the latter, the fluid process transits from level b, in S, to level 0 in S, without revisiting level b,
en route. It follows that the first passage time 7., (u, 0) of ¥, can be decomposed as

Tyt 0) = Ty (1 = by, 0) + V1, (b, 0). (3.12)

Taking into consideration only the segments of time when the fluid flow increases, (3.12) can be
converted in the context of the surplus process R, . to

bA
chi,bi(bi’ 0) bi
O-Ei-bi(u) = O-Si+1-bi+1(u B bl) + < N _2 o 2_01 ’ (3.13)
which yields the following decomposition of D, ; (),
De,p (W) = Dy, (@ = b) + e_SUE'”"-"”(H_[)i)did”*Tsl.,,_),(bi,())/z—b,-/zci|~ (3.14)

By combining the former and the latter with their respective definitions of o, (w) and D, , (u), (3.1)
becomes o o

m e—(l+§)80'£i+1.1_,m(u—bi) D (u — b m—§
[“/l,m,ci,l)i(u)]jk = E (Z") Ej(];‘uin) |: ) ( ‘_'1+17l_)1+1( 1))

£=0 X e*lﬁ(()TSi'(_,i(bi,bi)/Z +°_gfyf_>i(bi)) (dde + efﬁ()Tg,,Qi(bi,bi)/ZD; b (bz))g

m /m e GO nn@ b (D Ly — b))
+ 2 ( > Ej(];,um) [ Ci+1,0i+1 1 ’
=0 \ &

—18(bire, 1y (b1,0) /2 —bi/2c;) - s
X e o2 v (dia”‘Tgi,,l,(z)i,O)/z71)1-/2&-\)

3.15)
using a binomial expansion on the D, ; (u) terms. We recall that, for a surplus process with Markovian
claim arrivals and phase-type distributed claim sizes, quantities defined on disjoint intervals are mu-
tually independent given the sample path of the underlying continuous-time Markov chain of the MAP
process. Thus, using a matrix representation, (3.15) can be rewritten as

m

m —
W/I,m,gi,l_)i(u) = 2 (g) ‘/‘/I+§,M*§,£i+l,l_)i+l(u - bi)m,g,ci(bi)7 (3'16)

£=0

where Wi, . (b,) is an |S,| X [S,| matrix with

[W/l,g,ci(bi) ]jk _ Ei(kruin)[e—18(()-r£i,1_,,.(1)i,hi)/2+g§,.,91(hi))(didi(h“h_)/zl + e_8079”—”(["'[")/21)3,hi(bi))g]

07e;,b;(ibi

i —I8("ite, 1. (b,0)/2—bi/2¢; - 0000000
+ Ej(éum) [e (e, b,(01,0)/2by/ c)(diab‘"rg,-,!li(bi,())/Z—I),-/Zci\)gl ) (3.17)

Note that the argument j in (3.17) represents the state (in S,) of the underlying CTMC ¢ at the passage
time 7., ;.. (u — b). Simple modifications of (3.17) vield
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3
I g i —(&— . i,bi = 00 - —Idoe % -
[‘)[/qu(bi)]jk = 2 <h Ej(kmm)[e (E—h+Dd ()Tgl’hi(bubl)/2(dia()-rgi,[l,(biyhi)/2|)he 18021,@(1,,)(Dgi,bi(bi))é h]

d S § h = ()3 (ite, b,(b3,0)/2—bi/2ci)
15) 2 () GO Bale et 0/2-0/200

h=0
3 d h h h, ‘ .
-2 <,§> <€> 2 (x> (= 1)1 B [e (€490 v ut 2ok ) (D2, (5))E]
h=0 x=0
+ % §§§: % (_1)I1e(l+h)8bi/2ciE [e*(lJrh)B(b"Tc»b(bivo)/z)]
3) i=o \h " o ’ (3.18)

where the superscript (ruin) is dropped from the second term in (3.18) given that ruin occurs almost
surely with the passage time "7, , (b;, 0). Using a matrix representation, it follows

_ ¢ AN [ — x)d
W) = > (E) (g> > (2) (=1 (M) Wit (b)

h=0 x=0

N\ & A -
+ % 2 g (_1)he(l+h)8h,-/2cl— bifgg . bi’ O, (l h)8 ) (319)
d) iz \h . 2

Combining (3.16) and (3.19) yields (3.6).
For u < b,, the corresponding fluid process ¥, , either reaches level b; (in S;) or level O (in S,) first.
For the former, the first passage of ¥, to level 0 in S, can be decomposed as

Tos s 0) = 7,0, b) + 75, (b, 0). (3.20)

By eliminating the segments of time when the fluid flow decreases in (3.20), the time to ruin
0.5, (u, 0) for the surplus process %, (t) can be expressed as

T. . (U, b, b, —
Goppi(tt, 0) = <o b; ) | -~ u> + 02,0y 0), (3.21)

i

which yields the following decomposition of the future dividend payments:

_ - —=3(oTe; ,bi)/2+ (bi—w)/2¢i) )
Dgi@i(u) - dia()Tg,.,bl(u,hi)/Z-*—(h,-—u)/ZCi\ + e (()T"’hi(u ) i) C)Dgl—,bi(bi)' (322)

For the latter, the fluid process ¥, , transits to level O before visiting level b, which implies
Tern, (W, 0) = P, (u, 0). It follows that the quantities pertaining to the surplus process &, , (t) can be
expressed as

biTE,’,l_)f(”? 0) o u
2 2¢;’

1

O-gi,Qi(u) =
and
Dgi,gi(u) = didb'ﬂrg“hi(u,())/Z—u/20i|‘

By combining the former and the latter with their respective definitions of o, , (u) and D_ , (u), we
find
_ in) [ ,—18(ime. . (,0)/2—w/2¢)) (] A
Wimeon W e = E;'(krum) [e e w0)/27u/2e) (dia’%g,,,_,[(u,O)/zw/zci\)m]

e~ 1B(07e; b, (wbi) /24 (bi=w) /2ci+ ¢, b,(b1,0))

+ EQUiﬂ) _ _ - - Vs = . 323
Ik X (da O] T e e 2 G020 ps | () ym (9:29)

i uTgi-l_);(uvbi)
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Simple modifications of (3.23) yield

4\ & (m ,
mmwmm=(J D A G N A

o h=0

- —h+1)d cibi ,bi)/2+ (bi—u)/2¢; = I
m . /m et e~ m=h+Dd(o7e,b;(wbi)/2+ (bi—w)/2c )(dia((>Tgl,l_a,»(u,bi)/2+(bi—u)/Zci)I) 1
n) "

X e ok (DE, (b))

d- m m m y
— (g) E ( > (_l)h e(l+h)8u/2ci Ejk[ef(Prh)S/Z’xﬂrgh,li(u,())]
h
m m d,‘ h h h , A e*(m*erl)3(01'5,,1_),(14,bi)/2+(bi*u)/Eci)
S0 E) 2 () owe| -0

n=0 \ h x=0 X eilggéf”l"(bi)(D;,bi(bi))m*h

Under matrix notation, (3.24) becomes

m m bi
| * 2 +
“/Lmygiy[zi(u) = <%) Z (?) (_1)’1 eThdu/2¢ bi—u\PCi <(l 2h)8> 22 (u, 0, (l Zh)B)

h=0
& (h
-1 h—x ,—(m—x+0)3d(bi—u)/2¢;
o
+ > w) s
h=0 5 (m —x + 1)

X Ofll,ci (u, bi? - 5 ) ‘A/l,n’l*h,gi,l_)i(bi) (325)

which completes the proof of (3.7).
Finally, (3.8) is obtained from (3.6) at u = b,. []

3.2 Without Ruin

In this section we develop a recursive algorithm to compute the higher moments of the discounted
dividend payments without ruin occurrence. In nature, the analysis follows along the same lines than
for the moments of the discounted dividends with ruin occurrence. The obvious difference is that there
is no state of the CTMC ¢ at the time to ruin (does not exist). Thus, the proposed recursive algorithm
is based on the recursive calculation of imycl,’bi(u) (m € N%), a |S,| column vector for which the jth
component is defined as o

[;{m,gi,hi(’u‘) ]] = EJ [ (Dgi,lli(u))1n1{o-ghhi(u):x}] . (326)
The starting point of the recursive procedure is the well-known expression of (3.26) in the threshold-
free risk model Rerirbnsrs
- i \" ~ -
Xm’gfl+lvéfl+l(u) = ( 8+1> (1|Sl‘ - vaEnHinH(u)hSz‘)’ (327)

foru = 0.

Proposition 3

For the surplus process R, ,, , the moments of the discounted dividend payments without ruin occurrence
satisfy the following:
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(@) Foru = b,
Xm,gi,g,-(u) = Xm,gi+1,gi+1(u - bz)

S0 6E) 20 o

e [((E— X)O) - ’
X g <%> Xe—n ey (D)

< m
! E <€> Wi,m—g,gHLQHl(u - bz)
£=0

(b) For u < b,

m h h
3 m dl h —x o= (m—x)d(bi—w)/2¢; m-—x 3
Xm’gi),_)i(u) = 2 (h ) <g> E <9€) (_ 1)’ e ¢ I3(bi—u)/2ei ()fl 1.¢i (ua bi? 2 8) Xm—h,g,-,l_)i(bi)v

h=0 x=0
(3.28)
where
Xmeun (D) = <I|sl = Wioeibnn (0) "W, (?))1
X111 (0)
ii m\ (&) (4 "o (h h—x g (E7% <) T ,

" G <€> <h) <§> Z (x) U7 Wem-eannnn O 7 (7 8> Xeone (%) (3.29)
for m € N*.
ProOF

For an initial capital u = b,, if ruin does not occur, the surplus process can either visit or not visit level
b, in a decreasing phase (in S,). For the latter, the surplus process will never visit levels in the surplus
layer (0, b,]. For the former, the surplus process eventually will visit level b, in an increasing phase
allowing for the decomposition (3.10) and (3.11) of o, , (w) and D, (u), respectively.

Combining these two cases, (3.26) can be written as o

XonennW]1; = E D¢, ()™ i, biy=eet]
+ E[(De,p, )" Lo, by <ot Lot pp=11 (3.30)
where, by definition,

E[(Dg, )" g, b=t = [§77l7£i+1v(_’i+1(u = b)l;, (3.3D)
and, using (3.11) followed by a binomial expansion,
E[(D, 5, " Lo, 0ty <o Loz, =1

e~k @=b) ()

ci+1,bi+1 (u - bi))1n7k1 {0cii1,bis (W=bi) <}

m
m
- E <k> 5 D =8 07e,bi(bisbd)/2 (T k1o (3.32)
k=0 X (diamg@(bi,bi)/z\ +e == (Dgi,l_)i(bi))) gk @7

Note that (3.32) is of the same form than the first term on the right-hand side of (3.15) (with [ = 0).
Following a similar line of logic, one obtains the matrix representation
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Ul 3 AL NN
;0 @) Wem-tgeibin @ = b) zo (E) <g> > (Z) (=)= by <(g 2"7) ) Xe-nen(DD),  (3.33)

x=0

for (3.32). Combining (3.31) and (3.33) with (3.30), one concludes

megiybi(u) = X"nvgﬁrlxbﬂrl(u - bl)

£ h h
g dl h h—x
c 206 20 e

+ Wem—tcrirmi, @ — by
;g§=:o <§) n-tssatal ) b (E —x)d
X 1c Xg h,ci b(b)
i 2 cobi (3.34)

For u < b;, the surplus process R, must reach level b, before level O to avoid ruin. Using the
decomposition (3.21) and (3.22) for the time to ruin and the discounted dividend payments, respec-
tively, one finds

[mei,Qi(U) ]j = E’[ (did(()"fgi,lg,(u’bi)/Z+(bi—u)/zci)\ + 6_8("TE"’—"'(1"b")/2+(b"_“)/zc")D;,Q,-(bi))ml{Uéi,gi(bi):w}] . (335)

Note that (3.35) is of a similar form as the second term on the right-hand side of (3.23) at [ = 0.
Using a similar line of logic, one concludes
h

- - dih h A m — x)d
Xm,gi,l_)i(u) = Z (ZL> <g) E ( ) (_1)h ¥ € (m=)(bi—u)/2ex Ofll,ci (u’ b %) m hclb(b)

h=0 x=0 \¥
(3.36)

for u < b, which proves (3.28).
Finally, (3.29) is obtained from (3.34) at u = b,. L]
We next provide additional details regarding the two recursive formulas derived in Propositions 2
and 3.

3.3 Computational Issues

In Badescu et al. (2007b) it is shown that the calculation of the expected discounted dividend payments
implies a one-level recursion in terms of layers. However, from Propositions 2 and 3 we observe that
the higher-order moments are calculated using a two-level recursion, one in terms of the layers and
the other in terms of the order of the moments. As described in the Preliminaries section, under both
scenarios (with and without ruin), the starting point of the recursive algorithms is the expression of
the moments in the threshold-free risk model given by (3.3) and (3.27). We then proceed by adding
up an extra layer at each iteration and calculating quantities of interest (i.e., the W’s and X’s) in the
interim via Propositions 2 and 3.

Note that the execution time of these recursive formulas grows exponentially with the number of
layers and the order of the desired moment. To reduce the computational time, we suggest the creation
of a multidimensional array in which the values of the recursive function will be stored at each iteration
to avoid redundancy. In our case the multidimensional matrix is of dimension 4 (3) in the with
(without) ruin case, containing all the relevant values of the parameters [, i, m, u (i, m, u).

Finally, one can obtain the higher-order moments of the discounted dividend payments in the surplus
process R, (¢6) by multiplying W, .., (W) by 1‘Sﬁ|, and then summing it up to X, 5, W:

E[(Dgl.l_)l(u))m] = WO.m,gi,l_)i(u) l‘Sg‘ + Xm,gi,gi(u)'

4. NUMERICAL ILLUSTRATION

To illustrate the applicability of our results, we consider an example where the claim arrival process
follows a Markovian arrival process. We assume a background Poisson process of claims that occur at
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a rate A = 1 and exponentially distributed claim sizes with mean 1/ = 0.01. At each instant when
the process is in the background mode, there is a probability of ¢/(¢ + N) = 0.1 that an infectious
environment will appear. While in this environment, the insurer will encounter some trains of big claims
that may be caused by some external factors. It is assumed that each train of claims will have a geo-
metrically distributed number of claims, their amounts following a mixture of five exponentials with
the following parameters: the transition rates w, = 3.675472, w, = 0.7116063, p; = 0.09447445,
pry = 0.009322986, ps = 0.0004965620, and the respective mixing probabilities p; = 0.6635948,
p, = 0.3114878, p, = 0.02405664, p, = 0.0008425574, ps = 0.00001820254. (Note that this claim
size distribution is taken from Thorin and Wikstad (1973) and is constructed in such a way that it
approximates a log-normal distribution.) We further assume that the interclaim arrivals within the same
claim train are i.i.d. random variables that occur at a rate 8 = 100 (8 > \). Under this assumption
the MAP parameters can be written as

_|—E+tN € _ A 0
D"_[ 0 —(x+e)]’ Dl_[(l—p)e )\+p6]'

A closer look at our MAP representation reveals that transitions from the infectious environment to
the background environment will happen at the end of each train of infectious claims at a rate
0(1 — p), 0 < p < 1, where p is the probability that a new infectious claim will appear. We further
assume that the initial probability distribution for the MAP is given by o = (1, 0), so the process will
start in the background environment. The infinitesimal generator of the associated fluid queue can be
partitioned as
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To illustrate our results, we consider four different dividend strategies summarized in Table 2. As is
observed, the first strategy assumes no barrier, the dividends being paid at any point in time at rate
0.25. Moving further to the other strategies, the barriers are added one by one, and the dividend rate
is increased in each layer. Table 3 presents the first moment and the standard deviation of the dis-
counted dividend payments (8 = 4%), under all the possible scenarios for different levels of the initial
surplus, assuming that the probability of an infectious claim within each train of claims is p = 0.5.

As expected, within the same strategy an increase in the initial surplus leads to an increase of the
expected amount of dividend payments. However, the standard deviation exhibits the opposite behavior,
this being explained by the fact that extremes (ruin vs. non-ruin) are more likely for small values of
the initial capital.

Table 2
Four Dividend Strategies under Consideration
Rates Strategy 1 Strategy 2 Strategy 3 Strategy 4
e a,1,1,1) (1, 0.75, 0.75, 0.75) 1, 0.75, 0.5, 0.5) (1, 0.75, 0.5, 0.25)
d, (0.25, 0.25, 0.25, 0.25) (0.25, 0.5, 0.5, 0.5) (0.25, 0.5, 0.75, 0.75) (0.25, 0.5, 0.75, 1)
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Table 3
Expected (Standard Deviation) Discounted Dividends in the Multi-threshold Risk Model
(3 =0.04, p = 0.5)

u Strategy 1 Strategy 2 Strategy 3 Strategy 4
3 6.03 (1.06) 11.25 (2.07) 15.28 (2.97) 18.46 (3.81)
8 6.15 (0.68) 12.24 (1.47) 17.52 (2.27) 21.69 (3.15)
11 6.17 (0.63) 12.31 (1.26) 18.33 (2.03) 23.52 (2.98)
15 6.19 (0.55) 12.36 (1.11) 18.47 (1.75) 24.41 (2.52)

Comparing the four strategies with the discount rate being fixed at 4%, we observe that Strategy 4
will maximize the expected discounted dividend payments for a given initial surplus. However, a closer
look at the standard deviation reveals the highest value among all strategies. This suggests that an
insurer in the process of choosing the optimal strategy (among all four) will have to consider more
than the first moment.

In Table 4 we assume that the infectious claims are more probable within the same train of claims
(p = 0.7). For a given initial surplus, the ruin probabilities increase with p within the same strategy.
Given the structure of the four strategies (lower dividend rates for small initial surplus levels) together
with the previous comment, we anticipate the expected discounted dividend payments to decrease as
p increases, which is in accordance with Table 4.

Table 4
Expected (Standard Deviation) Discounted Dividends in the Multi-threshold Risk Model
(6 =0.04, p =0.7)

u Strategy 1 Strategy 2 Strategy 3 Strategy 4

3 5.61 (1.66) 10.22 (3.36) 13.53 (4.74) 15.81 (5.85)

8 5.93(1.17) 11.65 (2.52) 16.27 (3.93) 19.47 (5.15)

11 6.01 (1.02) 11.88 (2.17) 17.36 (3.48) 21.51 (4.90)

15 6.08 (0.84) 12.06 (1.83) 17.81 (2.95) 22.94 (4.29)
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