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LUNDBERG APPROXIMATION FOR THE RISK FUNCTION

IN AN ALMOST HOMOGENEOUS ENVIRONMENT
UDC 519.21

M. V. KARTASHOV AND O. M. STROEV

ABSTRACT. A generalization of the classical risk process is considered where the
premium rate depends on the current reserve of an insurance company. We assume
that the corresponding function converges to a limit with the exponential rate and
prove that the limit of the exponentially weighted ruin function exists as the initial
reserve increases. Two-sided estimates for the limit are found; the estimates show
that the limit is positive under certain assumptions on the stability.

1. INTRODUCTION

Risk processes in a nonhomogeneous environment are studied in [2]-[14].

We consider a generalization of the classical risk process; namely, we assume that
the premium rate depends on the current reserve. Using the results of the theory of
stability [1], we obtain a generalization of the Lundberg theorem on the exponential
behavior of the ruin probability for the case where premium rate functions are close to
constants. Note that our results for constant premium rate functions coincide with the
classical results.

2. MAIN NOTATION

1. Let ¢(z), z € R,, be a measurable bounded strictly positive function such that

1/c(x) is locally integrable and let Z(t) = Z:(:t)l & be a compound Poisson process,

where (§,,n > 1) are independent identically distributed nonnegative random variables

treated as premiums and the Poisson process v(t) does not depend on premiums.
Consider a right continuous Markov process

(1) dX; = o(Xy) dt — dZ;, t>0, Xg=uz.
Then the ruin probability is given by
(2) q(x):P<U{Xt<O}/X0::c>, x> 0.
>0
2. In what follows we use the following notation:
(3) A=Ev(1), m=E¢&, F(z)=P(& < x), G(z)=1- F(z).
3. Assume that the Cramér condition holds, that is,
(4) v =sup(s > 0: Eexp(s&y) < o0) > 0.
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Condition ) implies that the moment generating functions

(5) 7s) = / " exp(sa) dF (2),

o~

(6) 36 = [ expls)Gla) o =57 (7(s) - 1)
are well defined and are analytic for Res < 7.
4. Let the premium rate function be such that
(7) there exists 8 > 0:  ¢(x) — ¢ = O(exp(—fx)), * — 0,
for some constant ¢ > 0 and moreover let the following balance condition hold:
(8) c> Am.
Consider the Lundberg indez for the risk problem with the constant premium rate c:
(9) a=sup(s <v: Ag(s) < ¢) € (0,00).

The positivity of the index « follows from () and (@), while its boundedness holds,
since g(s) — oo as s — oo. Using the continuity on [0,7) we obtain from the Lundberg
condition o < -y that « is a unique positive root of the equation

-~

(10) ca—Af(a) +A=0.

3. MAIN RESULTS

The following two results generalize the Lundberg theorem for the ruin probability.
Both these results coincide with the Lundberg theorem if ¢(z) = c.

Theorem 1. Let a Markov process (X¢,t > 0) be defined by equalities [{I). Assume that
the Cramér condition @) holds. Let, for some ¢ > 0, representation () and balance
condition [8) hold. Define the indices a <~y by equalities [@) and @), respectively.

(a) If a <y, then there exists p € (a,7y) and a constant C,, such that

(11) q(z) = Co exp(—ax) = O(exp(—pz)), = — o0,
where the constant Cy, is positive if deviations c(x) — ¢ are sufficiently small and
the limits

(12) lim z ' Ing(z) = —a, Cy = lim exp(az)q(z) >0
exst.

(b) If a =+, then

(13) q(x) = O(exp(—fx)), @ — oo,

for all B < ~.

The following numbers can serve as deviation indices of the premium rate function
from a constant:

Py = sup(exp(sz) — 1)(e(z) — o)*

7t = [ (exp(on) — fela) - )

where y* stand for the positive and negative parts of 3.
The following result allows one to evaluate explicitly the constant C,, for the classical
case c(z) = z, since pT = o = 0 in this case.

9

(14)
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Theorem 2. Suppose the assumptions of Theorem 1 and the Lundberg condition o < -y

hold.
(a) If
(15) there exists § > « such that c(z) — ¢ = O(exp(—fz)), © — oo,
then
- Co < (c=dm+p5) (Mg (@),
Co > (c—Am — pf) (g’ (),
where Cy, is the constant defined in Theorem 1 (see (I2)).
(b) If
(17) inf <c(:v) - )\/ G(y) dy) >0,
x>0 0
then
(18) 0g = 11;% (c(m) - )\/ exp(By)G(y) dy) >0
x2 0
for all sufficiently small 3 > 0. Moreover
C, < (c —Am + D,@J;_g> ()\o@'(a))_1 ,
(19)
Ca = (c=Am = Dgot_)) (Aag'(@) ™,
where
(20) Dg = )\551 sup exp(fx)G(z)c(x) < Aélglf(ﬁ) sup ¢(z).

x>0 x>0

Condition (&) holds if ¢(z) = ¢ for all sufficiently large x, while condition (7)) holds if,
for example, ¢(x) > ¢ for all z. The infimum in ([I7) can be evaluated on a finite interval
only, since the corresponding difference approaches ¢ — Am > 0 as x — oo provided
conditions () and () hold.

Example. Consider the simplest case where the evaluations can be done in a closed
form. Let G(z) = exp(—pz), * > 0, m = p~!, and let ¢ > Am be the constant premium
rate. Then the Lundberg coefficient is & = u(1 — Am/c). Let

(21) K, = Cy (Mg (a)) = Cuac? /),

where C,, is the constant defined in Theorem 1 (see ({III)) and the factors are the same

as in (I6) and (19).

Consider the exponential perturbation of the premium rate
(22) c(x) = c £ eexp(—bz), x> 0.

(a) Assume that § > «. Then assumption (5] of Theorem 2 holds. Moreover
(23) c—m—-ec< K,<c—Am-+e

irrespective of the sign of ¢.

(b) Let ¢(x) = ¢+ eexp(—0z) where € > 0. Assume that 6 < a. Then condition (I])
holds for 65 = ¢— Am, and the constant in (20) does not exceed Dg = A(c+¢e)(c—Am)~!
for 6 <p. If B € (a—0,pu] and @ > 0 is arbitrary, then (I9) implies that

(24) c—dm—eaDg/(0+8—a)0+ ) <K, <c—Am.
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(b’) Finally consider the perturbation c¢(x) = ¢ — eexp(—6z) where ¢ > 0. Then
condition (I8) holds for 5 = ¢ —e — Am(1 — m)~! > 0. The latter constant is positive
if and only if 5 < o — Ae/e(c — €). The right hand side of [20) does not exceed

Dp =\ (p— B)(c(c—e)(a = B) = re) ™.
If 6 > 0 is arbitrary and € < 6c?(\ + 6c), then ([[J) implies that
(25) c—Im<K,<c—Im+eaDg/(0+0—a)0+0)

for g € (a—0,a — Ae/c(c—g)).

Note that the two sided bounds for the limit constant C, are stable as ¢ — 0 if
6 > 0 is arbitrary and ¢ is sufficiently small. The balance condition (8) implies that the
constant C,, is asymptotically positive as € — 0.

4. PROOFS

Denote by 7,, n > 1, the sequential times of jumps of the Poisson process v(t) and
put 0, =7, —Tp—1,n > 1, 79 = 0.
Consider the following increasing and mutually inverse functions:

26 sz/— and C(z) = DY (2),
(26) () ) () (z)
which are bijections in R.

Lemma 1. The process X; between the jumps is given by
Xrn+t = C(D(XT") + t)a te [Oa 9n+1)a
X‘Fn+1 = C(D(XTn) + 9n+1) - €n+1~

Proof. Without loss of generality we assume that n = 0.

Using () we have dX; = ¢(X;)dt or dD(X;) = dt in the interval ¢ € [0,61) up to
the first jump. This implies that D(X;) = D(Xo) + ¢, whence Xy = C(D(Xy) + t) by
the definition of the inverse function in (28]). This proves the first equality in ([27). The
second equality follows from the first one, since the process X; is right continuous. [

(27)

Lemma 2. The ruin function q(z) is nondecreasing and q(z) — 0 as x — oo.

Proof. Using (2)) we rewrite the non-ruin function as follows:
— = i > = .
1—q(x)=P (i%foX’" >0 / Xo x)

Since C'(D(x) + t) is monotone in x, equation (27)) implies that the sequence
(Xr,,n >0)

is stochastically monotone with respect to the initial state X,, = . Thus the function
1 — g(z) is nondecreasing.

Let ¢1 € (Am,c). Using definition (26) and conditions (7)) and (§) we prove that
there exists z1 such that the inequality C(D(z) +¢) > x + ¢t holds for all > x; and
t > 0. Thus, up to the moment of the first up-crossing of the level x;, the sequence X,
is stochastically bounded from below by the underlying sequence constructed for the
constant premium rate ¢;. Changing x, the up-crossing time can be made infinite with
the probability approximating 1. O

Note that X is a strong Markov process [I7, Chapter I, §4], since its trajectories are
right continuous and its distribution is a weakly continuous function of the initial state x

in view of (21)).
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Lemma 3. For almost all x > 0, the function q(x) is differentiable and satisfies the
equation

(28) ~e(a) (x) = —Ag(x) + A / "4z~ y) dF(y) + AG(x).

Proof. Consider the Markov time v = min(6y, €) for € > 0.
According to the strong Markov property, we obtain from Lemma 1 that

Q(x) = Em q(Xv) = Ez(191>EQ(XE) + 101§€q(X91))
= Ex(16,5:4(C(D(x) + €)) + 10, <ca(C(D(x) + 61) — &),
where the random variables 6; and & are independent, P(6; > t) = exp(—At), and

P(&1 < z) = F(x).
Putting A, = C(D(z) + €) — x, we obtain from the latter equality that

(29)  q(x) —gq(z+Ac) = /O6 Aexp(=As) (Eq(C(D(x) +s) — &) —q(z + Ac)) ds

(by definition, ¢(y) =1 for y < 0).
In particular, (29)) implies that g(x) is continuous. Moreover ([29)) yields the existence
of the limit

gig%e_l (q(z) —q(z + Ac)) = AEq(z — &) — Aq(x)

by the mean value theorem. Relation (28) follows from the latter equality, since

e A, = C'(D(x))=1/D'(z) = c(z) ase — 0. 0
The function
(30) r(z) = —q'(z) =20
is nonnegative by Lemma 2 and integrable by definition. Moreover
(31) | ria)ds = a(0) - a(oc) = 4(0).
0
Lemma 4. The function r(x) is a solution of the equation
(32) [ r)6 - dy 4 AL g0)6(), a0
Moreover
(o)
(33) / c(z)r(z)de = dm.
0

Proof. To prove ([B2) we integrate by parts

/0 " 4@ — y) dF(y) = —qlz — y)CW)

and substitute the result in equation (28]).
Integrating ([B2) and using (B3I we derive the identity (33):

o [ e nowmay

/OO c(x)r(z)de = )\/Oo r(y) dym + A(1 — q(0))m = Am. O
0 0
Let
(34) h(z) = (e(z) — o)r(x), x>0,
and define the moment generating functions
(35) r(s) = /0 exp(sx)r(z) dz, h(s) = /0 exp(sz)h(z) dx
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for Re s < 0. The function h is integrable, since r is integrable and ¢(x)r(z) is continuous
(this follows from ([B2))).

Lemma 5. We have

(36) 7(s) = k(s)(c— Ag(s)) "
for all s € C such that Res < 0 where
(37) k(s) = A(1 = q(0))g(s) — h(s).

Proof. We multiply both sides of (32)) by exp(sx), then substitute cr(z)+ h(z) in the left
hand side according to definition ([B34)), and integrate the result on [0, 00). This completes
the proof of the lemma. |

Lemma 6. Let the assumptions of Theorem 1 hold.
(a) If a <y, then there exist p € (a,7y) and a constant D,, such that the function

(38) v(s) = (= Ag(s)) ™" = Dala —s)7"
s analytic in the region Res < p. The constant can be evaluated as follows:
(39) Do = (Ag'(a)) ™.

(b) If a = v, then the function (c — \g(s))~! is analytic in the region Res < 7.

Proof. (a) The function g(s) is analytic in the region Res < 7 in view of the Cramér
condition (). According to (@), the function ¢ — Ag(s) has no roots if Re s < « and has a
root if s = a. Since ¢~ Ag(a+it) is the characteristic function of an absolutely continuous
distribution function, it does not equal 1 for any ¢ # 0 and for Imt > —e where € > 0 is
arbitrary. Thus the function ¢ — A\g(s) has no roots in the region Re s < p = a+¢ except
a simple root s = a.

If D,, is defined by (B9)), then the function defined by ([BY) can be written as

v(s) = Da(g(s) = gla) = (s — )7 (@)) (9(e) = G(s5))  (a—s)7".
Note that v is continuous at the point s = a in this case. Moreover v is analytic in the
region Re s < p by the principle of analytic continuation.

(b) The function ¢ — Ag(s) is analytic and has no roots in the region Re s < 7 in view
of @) if o = 7. O

Lemma 7. Suppose the assumptions of Theorem 1 hold and o < 7.
Then there are p € (a,y) and a constant Cy such that the function

(40) u(s) =7(s) — aCu(a —s)~ !

is analytic in the region Res < p. The constant is such that

(41) Ca = k(a)(Aag'(a)) "

Proof. The functions u(s) and v(s) defined by relations {0) and (B8], respectively, are
such that

(42) u(s) = k(s)v(s) + Dy(k(s) — k(a))(a — s) 7.

Moreover the function g(s) in (B7) is analytic in the region Res < v by the Cramér
condition ().
Put

(43) 0 = sup (s <y /OOO exp(sz) |h(x)| dx < oo) .

Since the function r(z) defined by (34)) is integrable, condition () implies that 6 > 5 > 0.
Thus the function h(s) defined in (30 is analytic in the region Res < §. By B1), k(s)
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is also analytic in the same region. Using statement (a) of Lemma 6 and ([@2) we prove
that the function u(s) is analytic for Re s < min(d, p).

Assume that ¢ < a. We have 7(0 —¢) < oo for all € > 0 by ({@0). Moreover (34)
and (@) imply that

h(z) = O(exp(—p0t — 0t + €t)), t — oo,

for all € > 0. This contradicts (@3] for € < 5. Hence ¢ > a.. Then condition (7)) implies
that 7(a — 8/2) < oo for > 0. Thus

0>a—p/24+08=a+ (/2

by (@4). Therefore the function h(s), as well as k(s) and u(s), is analytic in the region
Re s < min(a + /2, p). O

Proof of Theorem 1. (a) According to definition [@0), u(it) is the characteristic function
of an absolutely continuous function of bounded variation:

u(s) = /000 exp(sz) (r(z) — aCq exp(—az)) dz.

Thus one can invert the moment generating function

r(z) — aCy exp(—ax) = (27i) / exp(—sz)u(s) ds
(44) Res=0

= (27ri)*1/ exp(—sz)u(s) ds,

Re s=0
where 0 € (a, p). We used Lemma 7 in (44) to prove that the function @(s) is analytic
in the region Res < p for p > «a. The second equality in (44]) is a consequence of the

analyticity and the Riemann lemma.
It follows from (4] that
I7(z) — aCy exp(—ax)| < (27) ' exp(—0x) sup |u(s)]
(45) Re s=60
= O(exp(—6x)), x — 0.

Now we derive from (B0) and (@3] that

/ " (1(y) — aCu exp(—ay)) dy

= O(exp(—6x)), T — 00,

lg(z) — Ca exp(—az)| =

(46)

where 6 > «a by definition.
(b) It remains to apply (@) to the function 7(s) and to take into account statement (b)
of Lemma 6. (]

Proof of Theorem 2. According to relation (@), it is sufficient to prove bounds for the
constant C,, defined in {@I]). The denominators in ([Il) are the same for both cases of
the theorem; thus we obtain estimates for the numerators k(a) defined by B1):

k() = A(1 — q(0))g(e) — h(a) = ¢(1 — q(0)) — h(a) = ¢ — c/m r(z)dz — h(a)

(47) - ~ ’

=c—Am+ / (c(z) — ¢)r(x) dz — h(a) = ¢ — Am — hy ()
0

in view of (33) and (31), where

(48) hi(a) = /Ooo(exp(owc) = 1)(c(z) — ¢)r(x) dx.
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(a) It follows from (B4)) and (I4) that

h(s) < pt [ rla)de < pt,
(19) )

for s > 0. Thus ([I4) and (34) imply that
k() > ¢ = xm — pf,

whence ([I8]) follows.

(b) The left hand side of ([I8) is positive for sufficiently small 3 > 0 in view of
condition (I7), since the expression in (I8]) approaches the corresponding function in ([I7])
uniformly in = as § — 0.

Equality (32) can be rewritten as follows:

(50) r(z) = Kr(z) +v(z),
where v(z) = A(1 — ¢(0))G(z) and the operator K is given by

Kr(z) = (e(a)) ! / " ra — y)Cly) dy.

Using ([IT) we get inf ¢(z) = > 0. Thus

(51) )< AS™ / y)dy = Kyr(z).

It follows from (GBI that K"r(x) < Ki'r(x) — 0 as n — oo for all z, since K is a
Volterra operator. Now we conclude from (B0) that r(z) =3, ., K"v(x) for an arbitrary
integrable function v. B

In particular, > 0 for nonnegative v.

Now we obtain from (I8) that

exp(-) (elo) = [ exp(Bn)G(0) di ) = exp(-a)ss

for all z > 0, whence

u(z) > u()dp(c(x)) ™" + Ku()
for the function u(z) = D exp(—Bz). The inequality u(z)dz(c(x))~! > v(x) implies that
u(x) > r(x) for all x, since r > 0 for v > 0. The first of these inequalities is

D exp(—Bx)ds(c(x)) ™t > M1 —¢(0))G(x) for all z >0,

which holds for D = Dg as seen from (20).
Thus the function r(x) satisfies the inequality

(52) r(z) < Dgexp(—fz) forall x> 0.
Now we use ([4), (34), B5), 1), and @8] and obtain

hi(s) < Dg /00 exp((s — B)z)(c(x) — )t dz = Dgo [ 85
(53) ’

ms)= =Dy [ expl(s - Baleta) - o) do = Do,

for s > 0.
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Therefore (I4) and ([B34) imply that

Ela) <c—m+ Dgo,, g,

(54) .
k(a) > ¢ —Am — Dgo, g,
whence ([I9) follows. O
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