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Abstract

We study solvency of insurers in a practical model where in addition to basic insurance
claims and premiums, economic factors like inflation, real growth and returns on the invest-
ments affect the capital developments of the companies. The objective is to give qualitative
descriptions of risks by means of crude estimates for finite time ruin probabilities. In our
setup, the economic factors have a dominant role in the estimates. In addition to this theo-
retical view, we will focus on applied interpretations of the results by means of discussions
and examples.
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1 Introduction

Solvency of insurance companies is one of the main concerns in actuarial practice and theory.
In order to continue the business, the companies have to show a reasonable capacity to
survive, that is, to meet their obligations. An appropriate requirement is that the survival
probability within a given time horizon must be above a predescribed high level. For
regulatory purposes, the time horizon is typically small, for example, one or two years.
From the viewpoint of the company management, longer time horizons are also of interest.

To get quantitative estimates for the solvency position of the company, it is necessary
to build up mathematical models for claims, premiums, returns on the investments etc.
Practical models use to be complicated and therefore, simulation is a popular tool in the
estimation of the survival probabilities. The purpose of the present paper is to take a more
theoretical look at the problem. Our results should be understood as qualitative descriptions
of risks associated with the company but not, for example, as competitors for simulation
in the implementation of a solvency test. We will study a comprehensive model which is
largely based on Pentikédinen and Rantala (1982). We also refer the reader to Pentikéinen
et al. (1989) and Daykin et al. (1994) for further developments in modelling and for
other practical aspects of actuarial problems. For empirical observations concerning causes
of solvency problems, we refer to the report of The Conference of Insurance Supervisory
Services of the Member States of the European Union (2002).

To describe our interest in detail, let w > 0 be the initial capital of the company, and let
U,, be the capital at the end of the year n for n = 1,2, .... Instead of survival probabilities,
it is equivalent to study ruin probabilities. Define the time of ruin 71" by

- {inf{neN; Un < 0} (1)

oo if U, > 0 for every n.

We take the most common approach seen in theoretical studies by considering limits of
ruin probabilities as u tends to infinity. The limiting procedure directs the focus to small
probabilities which is motivated in solvency considerations. For appropriate fixed x > 0,
we will show that in our model, the approximation

P(T < zlogu) ~ u~ @ (1.2)

can be justified with a specific parameter R(z). The precise meaning of (1.2) is stated in
Theorem 2.1 below. The time horizon in the estimate increases slowly with v and hence,
our study may be viewed to focus on solvency questions within moderate time horizons.
Approximation (1.2) is theoretical in the sense that it is crude and asymptotic. However,
the result is also of applied interest. We will assume in the paper that suitable variations
can be expected in the numbers of claims and that the claim sizes are not very heavy tailed.
In this setup, inflation, real growth of the business and the returns on the investments will
completely determine R(z). All these factors are connected with the general economy. The
conclusion is that in our model, the economic factors determine the magnitude of the ruin
probability while the affect of the basic insurance risks is less critical. To clarify this further,
suppose that the company had a need to make its solvency position safer. This should be
possible by cutting large losses in the investment side by means of appropriate options. The
returns on the investments contribute the parameters R(z), and we can expect that they
would increase in the above change. Consequently, the magnitudes of ruin probabilities had
a tendency to decrease. An alternative would be to cut large insurance claims by means



of an excess of loss reinsurance contract. This should also decrease ruin probabilities, but
the parameters R(z) would remain unchanged. Hence, from the solvency point of view, the
result indicates that a change in the investment strategy is more effective than a change in
the reinsurance strategy.

Another application of approximation (1.2) is that it provides a quality control for
nonasymptotic bounds for ruin probabilities. To explain this, suppose that it would be
possible to show that

P(T < zlogu) < ¢(x,u) (1.3)

for every finite u where ¢ is a known function. These types of bounds are obviously of
interest from the applied point of view, for example, in connection with solvency tests. To
have a good upper bound for large initial capital, ¢(z,u) should behave asymptotically
similarly to P(T" < xlogu), that is, we should have

d(x,u) ~ u @), (1.4)

If this is not the case then one can argue that the upper bound does not focus carefully on
essential parts of the model, and consequently, relative errors are easily huge for large u. In
this sense, (1.4) may be seen as a mimimal quality requirement for the upper bound.

In recent years, there has been a lot of interest in ruin probabilities for processes which
include stochastic submodels for inflation and for the returns on the investments. It is
generally understood that these factors have a crucial impact to ruin probabilities. An
early observation in this direction is given by Schnieper (1983). Later on, Paulsen (1993)
provides a general framework for many subsequent papers on the problem. We also refer
the reader to Frolova et al. (2002) and Kalashnikov and Norberg (2002) which focus on the
risks associated with the economic factors. A few of the papers in the area deals with finite
time ruin probabilities. Approximation (1.2) as such has been studied in Nyrhinen (2001).
The present paper is an extension since here we allow real growth and economic cycles in
the model, and discuss other applied aspects related to the problem. Tang and Tsitsiashvili
(2003) and (2004) consider ruin probabilities within a fixed time horizon. The papers focus
on heavy tailed claim sizes. This leads to estimates where also insurance claims participate
the parameters R(z). The same is true in Nyrhinen (2007) even if the claim sizes in the
paper are typically light-tailed. This may sound contradictory to the above discussion, but
is explained by differences in the limiting procedures.

The paper is organized as follows. Main results and discussions are given in Section 2.
Section 3 consists of the proofs.

2 Statement of results

We begin by describing the main variables and parameters of the model in our interest.
Some variants and extensions will be discussed in Section 2.2 below. For the motivation
and the background, we refer the reader to Pentikdinen and Rantala (1982).



Numbers of claims Associated with the year n, write

N, = the accumulated number of claims occured in the years 1,...,n,
A = the basic level of the mean of the number of claims in the year,
gn = the rate of real growth,
qn = the structure variable describing short term fluctuations in the numbers of claims
b, = the variable describing cycles and other long term fluctuations in the numbers of

claims.

Write further Ny = 0 so that N, — N,,_1 represents the number of claims occured in the year
n. We assume that they have mixed Poisson distributions such that conditionally, given
bi,...,bn, g1,-..,9n and ¢, ..., qn, the variables N1 — Np, ..., N, — N,_1 are independent
and N, — Ni_1 has the Poisson distribution with the parameter

Abi(1+g1) - (1 + gr)gk (2.1)

for k =1,...,n. The exact formulation of the model is given in (2.8) below.

Total claim amounts Let

X, = the total claim amount in the year n,
Zj = the size of the jth claim in the inflation-free economy,
myz = the mean of the claim size in the inflation-free economy,
in, = the rate of inflation in the year n.

We consider the model where

Nn
Xo = (Lti)(I+in) Y. Z
j:Nn—1+1

Premiums For the year n, write

P, = the premium income,

s = the safety loading coefficient,
¢, = the variable describing long term fluctuations in the premiums.
We take
P,=(14+s)Amzc,(14+91)--(L+gn) (X +i1) - (14 dy). (2.2)

The transition rule We next describe the development of the capital in time. Let

U, = the capital at the end of the year n,

r, = the rate of return on the investments in the year n.
Let Uy = u > 0 be the deterministic initial capital of the company. We define

U, = (147r)(Up-1+ P, — X5). (2.3)



Technical specifications and assumptions We end the description by specifying
the dependence structure and other technical features of the model. All the random variables
below are assumed to be defined on a fixed probability space (€2, F,P).

We begin by giving a detailed mathematical description for the total claim amounts in
the inflation-free economy. For the year n, denote this quantity by V,,, that is,

Vo= > Z; (2.4)

The distributions of N-variables depend on the b-, g- and ¢-variables. We take

(9:9), (91, q1), (92, q2); - - -

to be an i.i.d. sequence of random vectors where the first one (g,q) is generic and is
introduced for notational simplicity. We also assume that g and ¢ are independent, and
that the b-variables are independent of the g- and g¢-variables. We do not give a specific
dependence structure for the sequence {b,}. Instead of that, we just assume that

P (by € [b,b]) =1 for every n (2.5)

where b and b are finite and positive constants. Let F° be the joined distribution function
of (by,...,by), and let F'9 and F'¢ be the distribution functions of 1+ g and ¢, respectively.
Let further F,, be the joined distribution function of the random vector

&= (b1, b, 1491, s L4+ gny 1y - -, Gn)- (2.6)

Thus for every yll’,...,yﬁ,yi’,...,y%,yg,...,yg € R,

F”(y%?"'7y7l’)1,7y‘?""7y7gl,7y(117"'7yg,) (2'7)
= Ey(yls- o yn) FO(y) - F9 (y)) FO(y) - F7 (yg)-
By these specifications, we assume that for every hy,..., h, € NU{0} and for every Borel
set C C R3",
P(Nl—NOZhl,...,Nn—Nn,1:hn,anC) (28)
n b, 9 9, d\h
bty AYRYT - YRy
= /He AYRYL YV 2Tk lh'k ke dF, (Sl vl il yd).
Cr k-
The claim sizes Z, Z1, Za, ... are assumed to be i.i.d. (Z is again a generic variable). We

also assume that they are independent of the numbers of claims in all respects. Let F#
be the distribution function of Z, and let (FZ )h* be the hth convolution power of FZ. In
precise terms, we assume that for every hy,...,h, € NU{0} and y1,...,y, € R, and for
every Borel set C' C R3",

P(VI < yl,...,Vn < yn,Nl _NO = hl;---yNn _Nn—l = hn;{n S C) (29)
n
h
= P(N1—=No=hi,...., Ny = Nao1 = b, & € O) [T (F7)™ (w).
k=1
Intuitively, (Vi,...,V,) is a mixture of n-dimensional random vectors such that each of

them has independent compound Poisson variables as components. We refer to Grandell
(1997) for more information about mixed Poisson distributions and related topics.



Consider now the other parts of the model. We do not give a specific dependence
structure for the fluctuation sequence {c¢,} associated with the premiums. Instead of that,
we assume similarly to (2.5) that

P(cp € e, ¢]) =1 for every n (2.10)

where ¢ and ¢ are finite and positive constants. We allow an arbitrary dependence struc-
ture between the c- and V-variables. As the model for inflation and the returns on the
investments, we take

(4,7), (i1,71), (i2,72), - - - (2.11)

to be an i.i.d. sequence of random vectors, and these vectors are assumed to be independent
of g- and V-variables.

Concerning the parameters of the model, we take A\, mz and s to be positive real
numbers. For the supports of Z and ¢, we assume that

P(Z>0)=1P(g>0)=1and P(qg> (1+s)&/b) >0, (2.12)
and for the supports of the economic factors that
P(t>-1)=1,P(g>—-1)=1and P(r > —-1) = 1.
For the moments of the main variables, we assume that
E((14+49)%),E((1+9)*) and E((1+7)%)
are all finite for every a € R, and that E (¢) and E (Z%) are finite for every o > 0. Finally,
assume that E(q) = 1 and that E(log(1 + g)) > 0.

2.1 Estimates for ruin probabilities

Let the model be as described in the first part of Section 2, and let the time of ruin 7" be as

n (1.1). Recall that Uy = w is the initial capital. Our objective is to give the magnitude of
the ruin probability P(T' < zlogw) for appropriate values of z and for large u. The impact
of the economic factors will come via the variable

(1+i)(1+9)

Yy = Ty , (2.13)
and in fact, Y will be in the key role in our considerations.
Define the generating function A : R — R U {oco} by
Ala) =logE (Y?%), (2.14)
and let
t = sup{a; A(a) <0} € [0, 0. (2.15)

Let further A* : R — R U {oo} be the convex conjugate of A, that is,
A (z) = sup{azr — A(a); o € R}.

It is well-known that both A and A* are convex functions. We refer the reader to Rockafellar
(1970) and Dembo and Zeitouni (1998) for the background.



Define the parameters 1 and xg by

= {UA’(t) if t < ocoand A'(t) #0

oo otherwise,

and
~Jinf{1/AN(a);a >t} if v < 00
"] 0o otherwise.

For = > 0, write finally
R(z) = zA*(1/x). (2.16)

We next state the main results of the paper.

Lemma 2.1 For the above parameters, we have xo < u, R(x) = oo for every x € (0,x¢),
and R(z) < oo for every x € (xo, p).

Theorem 2.1 Let z € (0,u) \ {zo} be arbitrary. Then

lim (logu) 'logP(T < zlogu) = —R(z). (2.17)
uU— 00
Theorem 2.1 describes the magnitude of the ruin probability. More precisely, if (2.17) holds
for x € (xg, 1) then for a given € > 0,

u”B@)+E) < P(T < zlogu) < u~FE@)=)

for sufficiently large u. The parameter R(z) only depends on the economic factors.

It is interesting to compare our model with the classical one where economic factors are
not present. Solet i =0, g =0and r =0. Then Y =1, v = 00, 4 = 00 and zy = oc.
Thus limit (2.17) holds for every z > 0 with R(x) = oo, and hence, the magnitudes of
ruin probabilities are asymptotically smaller than in general in the present paper. As an
extension of the classical model, suppose that inflation and real growth are not present, but
that the return on the investments is always non-negative. Then Y < 1. By Theorem 2.1,
we still have (2.17) for every x > 0 with R(z) = oc.

By the above discussion, the company could have a motivation to adjust its strategy
such that Y < 1 would hold. A problem here seems to be that it is difficult to control
inflation. To illustrate this, take g = 0, for simplicity. Then the target would be to have

141
<1. 2.18
1+r— ( )
In financial terms, this can be viewed as a superhedging against inflation by means of
appropriate investments. It is not obvious that instruments can be found for the hedging,
especially, because the company faces specific claim inflation instead of general inflation in
the economy. We refer to Pentikdinen and Rantala (1982), Volume I, Section 2.5.

2.2 Discussion of conditions

The model we have studied is complicated but there is still applied motivation for general-
izations. We briefly discuss in this section our conditions and some possible extensions.



Dependences between the years Dependences between consequtive years in the
model are caused, for example, by inflation, real growth and the returns on the investments.
However, we assumed in (2.11) and elsewhere that the corresponding rates in different years
are independent. It would be natural to allow at least a Markovian dependence. This type
of extension has been generally possible in classical models in the case where the state space
of the underlying Markov chain is finite. We refer to Asmussen (2000). We believe that a
similar extension is possible here, especially, since we only consider crude estimates for ruin
probabilities.

Short term fluctuations We assumed for the structure variable ¢ in (2.12) that
P(qg> (14 s)¢/b) > 0. (2.19)

Roughly speaking, the condition means that in any circumstances, the yearly profit P, — X,
is negative with a moderate probability. Without the assumption, positive long-term real
growth could make the probabilities very small. Something like (2.19) seems to be necessary
to end up to the conclusion of Theorem 2.1. We note, however, that it should be possible
to relax the condition by specifying the fluctuation sequences {b,} and {¢,} in more detail.
Nevertheless, in the presence of real growth, also the short term fluctuation may be viewed
as an essential risk factor in the model.

Heavy tailed claim sizes We assumed that E(Z?) is finite for every o > 0. This
excludes heavy tailed distributions as models for the claim sizes. If the assumption is relaxed
then limit (2.17) may change but there are still chances to specify it. We refer to Nyrhinen
(2005), Example 3.4.

Economic cycles Economic cycles may be included in the model by means of the b-
and c-variables as it was described in the first part of Section 2. It is intuitively clear that
cycles increase the risk of ruin in a short time horizon, especially, if a bad period is just
starting. Still their impact is not seen in the moderate time horizon of Theorem 2.1. We
believe, however, that cyclicity associated with the economic factors would affect the limits
of the theorem.

Other variants Some further changes in the model could be motivated from the
applied point of view. For example, in the definition of the premium in (2.2), it could be
natural to replace the last inflation rate 7,, by an estimate. Also in the transition rule for
the capital in (2.3), alternative models could be used for the investment return on the profit
P, — X,, of the current year. The proofs indicate that small changes in these directions
would not affect the limits of Theorem 2.1.

2.3 Examples

We illustrate in this section Theorem 2.1 by means of three examples. It turns out that the
crude description of the theorem is sufficient to confirm some intuitively natural viewpoints
concerning the risk of ruin associated with the models in question. In each example, the
risk will be measured by R(z) for small x. It is interesting that for large z, the conclusions
may be different. We prefer to focus on short time horizons since they are probably more
relevant from the applied point of view.



We will consider some financial instruments in the examples. The reader is referred to
Panjer et al. (1998) for the background.

Example 2.1 We will compare two investment strategies in a model where inflation and
real growth are not present, that is, ¢ = 0 and g = 0. Suppose that there are a stock and
an associated put option available in the financial market. Let S), be the value of the stock
at the end of the year n, and let k.5, be the strike price of the put option associated with
the year n + 1 where x > 0 is a constant. According to Theorem 2.1, assume that

{Sns1/8nin=10,1,2,...}

is an i.i.d. sequence of random variables. The value of the option at the end of the year
n+1is
max(kSy, — Sn+1,0).

We assume that the price of the option at the beginning of the year n + 1 is 7(k)S,, where
(k) is a constant. The above assumptions hold, for example, in the Black-Scholes model
for the financial market.

Suppose first that the company invests all its money to the stock. Let ps be the associ-
ated generic rate of return on the investments. Hence, 1 4+ p; has the same distribution as
Sn+1/Sn. Associated with this investment strategy, denote by A the function corresponding
to (2.14). Thus

Ag(ar) =log E((1 + ps)~).
Let further Rs(z) be the parameter corresponding to (2.16), that is, Rs(x) = zA%(1/z).

Consider an alternative investment strategy where the company cuts large losses in the
investment side. This can be done by keeping always the numbers of the stocks and the
options equal in the portfolio. Define the variable p, according to

max(1 + ps, k)
14 py = TP )
+Pa 14 7(k)

Then p, describes the rate of return associated with the strategy. Corresponding to (2.14)
and (2.16), write

Ao(a) =logE((1+ po) %) and Ry(x) =zA,(1/z).

Let’s compare ruin probabilities related to the above two strategies. Under the natural
assumption that

P<1+ps< >0,

)

there exists a1 > 0 such that As(a) > Ay(«) for every oo > aj. See for example Bahadur
and Zabell (1979), Theorem 2.4, and Rockafellar (1970), Corollary 26.4.1. It is easy to see
that then for every v > Al(a1),

Ai(v) = sup{av — As(a);a > aq}
< sup{av — Ag(a);a > a1} < AL (v).

Thus Rs(x) < R,(x) for small z, and the inequality is often strict. If this is the case then
the ruin probability within the time horizon [0, z logu] has a tendency to be smaller when
the alternative strategy with options is used.



Example 2.2 We will focus in this example on the correlation between inflation and the
returns on the investments. Suppose that there are a stock and a risk-free asset available
in the financial market. Let ¢ be the generic rate of inflation as earlier. The rates of the
returns on the stock are assumed to be i.i.d. Denote by p, the generic rate of return. We
assume that the pair (log(1+1),log(1+ ps)) has a two-dimensional normal distribution. Let

(mj,ms) be the mean and
. < o7 Ois )
= ! 5
Ois 0%

the covariance matrix of the distribution. Assume further that the rate of return on the
risk-free asset is a fixed constant py. Write in short my =log(1 + py).

We assume that mg > mj; > m;. This corresponds to the natural situation where in
the mean, the returns on the investments suffice to compensate the affect of inflation, and
the return on the stock is larger than the risk-free return. It is also natural to assume a
positive correlation between inflation and the return on the stock. Hence, we take ;5 > 0.

Consider first the strategy where the company invests all its money to the stock. Let 7
be the variance of the variable log(1 + i) — log(1 + ps), that is,

2 2
N =0; — 204 + 05.

We assume that 7 > 0 which just excludes superhedging (2.18). Associated with this
strategy, let Ag and Ry be the functions corresponding to A in (2.14) and R in (2.16). Then

2
z (1
Ag(a) = (mi —mg)a+na?/2 and Ry(z) = o (m — (m; — m5)> :
Consider an alternative strategy where the company invests its money to the risk-free
asset only. Let R, be the function corresponding to R in (2.16). Then

Ry(z) = 5~ (1—<mi—mf>)2.

2(7142 x

Suppose first that o2 — 20y, > 0. It is easy to see that then Ry(z) < R,(x) for small
x > 0. This indicates that by investing to the risk-free asset, the company ends up to smaller
ruin probabilities than by investing to the stock. On the other hand, if 02 — 20,5 < 0 then
Ru(z) < Rs(x) for small z > 0. This gives the signal that it is safer to invest to the risky
asset in the case where the correlation between inflation and the return on the stock is high.

Example 2.3 We illustrate in this example the impact of real growth to ruin probabilities.
Let’s start with the model where g = 0 so that

Aa) = logE <<iii>a> (2.20)

If we add real growth to the model then we have to add logE ((1 + ¢)®) to the right-hand
side of (2.20). This makes A(«) larger for o > 0 since we assumed that E(log(1 + g)) > 0.
Similarly to the previous examples, we conclude that by adding real growth to the model,
ruin probabilities have a tendency to increase.

10



3 Proofs

We begin by recalling some basic facts from the theory of convex functions. They will be
used throughout the proofs. The background can be found in Rockafellar (1970).
Let f:R — RU{oco} be a convex function, that is,

flat + (1 —a)u) <af(t)+ (1 —a)f(u)

for every t,u € R and a € (0,1). The convex conjugate f* of f is a function R — RU {0}
defined by

[*(z) = sup{tz — f(1);t € R}.
Also f* is convex. Assume henceforth that f(0) = 0. Then f*(z) > 0 for every x. If
x = f'(ty) for some t, € R then f*(z) = tyx — f(t;). In particular, if f/(0) exists then
F5(f(0)) = 0. In this case, f* attains its global minimum at f’(0), and so f* is increasing
on (f'(0),00). Assume further that f is differentiable on some interval [ty,c0), and write
z = limy o0 f'(t). Then

[*(z) = sup{te — f(t);t > to} (3.1)

for x > f’(tg). Further,
ff(x) < oo for z € (f'(tg),2) and f*(z) = oo for x > 2. (3.2)

Proof of Lemma 2.1 The result follows immediately from the convexity of A and from
(3.2). O

Before the proof of Theorem 2.1, we will give an asymptotic result concerning the
moments of compound Poisson distributions. The proof of the result will be given at the
end of the section. Let Z, Z1, 29, ... be an i.i.d. sequence of non-negative random variables,
and assume that P(Z > 0) > 0. Let V,, be a Poisson distributed random variable with the
parameter v. Assume that N, is independent of the Z-variables so that

Xy =21+ + 2y, (3.3)
has a compound Poisson disrtibution.
Lemma 3.1 Assume that E(Z) < co. If E(Z%) < 0o for a > 0 then

lim (logv) ' logE (X2%) = a, (3.4)

V—00

We now turn to the proof of Theorem 2.1. It is convenient to consider a discounted
version of the process {U,}. For n € N, write
1+,
147y,

n

and
B,=V,— 1+ s)Amze,(1+¢1) - (14 gn) (3.5)

where V,, is as in (2.4). Let further



By dividing each U, by (14+71) - - - (147,), it is seen that the time of ruin 7" can be expressed
as

inf N; Y,
r_ i {ne Y, > u} (3.6)
oo if Y, < wu for every n.
Define the generating functions A;, A4 and A, by
Aif@) = logE((1+1)%), (3.7)
1+4\”
A = logE 3.8
s = oge((111)) (55)
and
Ag(a) =1ogE((1+g)%) (3.9)
for a € R. By our assumptions,
A=As+A, (3.10)
Proof of Theorem 2.1 We begin by showing that for every x € (0, ),
limsup(logu) " log P(T < zlogu) < —R(z). (3.11)
Let V, be as in (2.4), and let
Yn = 1+ZA1"'Ak_1(1 +ik)Vk. (3.12)
k=1
Then Y,, > 1, Y, >Y,, and {Y,} is an increasing process. Hence,
P(T < zlogu) <P (Yiyiogu] > u) (3.13)

where [a| denotes the smallest integer > a.

We will apply the Gértner-Ellis theorem to the sequence {log Y, }. We refer to Dembo
and Zeitouni (1998) for the background. To apply the theorem, define the function I' : R —
R U {£o0} by

I'(a) =limsupn~'logE (V,2).

Then I' is convex. The first step is to show that

I(a) < {0 fora <« (3.14)

Aa) for a >t

For a < 0, (3.14) holds since Y,, > 1. Let now a > 0, and let € > 0 and k¥ € N. By our
model assumptions,

[e.9]

1 . (1 h
E(VS) = E (e—xbk<1+gl>-~<1+gk>qk S (Abk(1 + g1) N A+ 909" gz 1ot zh)a)> .
h=0 ’

Take Z = Z in Lemma 3.1 and choose large M > 0 such that E (X%) < v**¢ whenever
v > M. Write
Gy ={Nox(1+g1)--- (1 + gx)qe > M}.

12



Then

E(VP1(Gar)) < E(bk(1+g1) - (1+ g)ar)" ")
< ( 6)a+8E( a+e) kAg(oz+5).

Concerning the complement of Gy, we have
E(Vi?1(G5y)) < ME (X)) .

We assumed that E(log(1 + ¢)) > 0 so that Ayj(«w +¢) > 0. By the above estimates, there
exists a constant C such that

E(Vka) < ClekAg(a+s)
for every k € N. By (3.10), there exists a constant C such that
E((Ay - Ap1 (14 i) Vi)®) < CoelFDAM@) (k=) (Ag(ate)=Ag(a) (3.15)

for every k.

Consider separately the cases where a > v and a € [0, t]. Let first & > v. Then A(a)) > 0
and Ag(a+¢)—Agy(a) > 0. For o > 1, apply Minkowski’s inequality to conclude that there
exists a constant C' such that for every n,

E(Y/na) < CenA(a)EN(Ag(a+€)—Ag(a))‘ (3.16)

By the continuity of Ag4, the estimate implies (3.14) for o > v in the case where o > 1. A
similar proof applies to the case where ao € (0,1). Instead of Minkowski’s inequality, we
now make use of the inequality

(@ +y)* <a®+y” (3.17)

for z,y > 0. Let now a € [0,t]. Then A(a) < 0. We still have (3.15) which now implies
that
E((A; - Ap1(1 + i) Vi)®) < CoebDAg(ate)=Agla)te)

It follows as above that
E(Y) < CeAg(ate)—Ag(a)+e)
Hence, I'(a) < Ag(av +€) — Ag(a) + € so that (3.14) holds for a € [0, t].
Let € > 0. By the Géartner-Ellis theorem,

lim sup(log u) ! log P (Y[x logu] = u) (3.18)

U—00

1 1 Yxo u ]-
< limsupM([a:logu})*llog]P’ sz_g
u—oco  logu [xlogu] x

1
< —zinf {F*(v);v > — — 6} .
x

Now if vt = oo then I'(«) < 0 for every a > 0 and hence, I'*(v) = oo for every v > 0. Thus
(3.13) and (3.18) imply (3.11). Assume that v < oo. It follows from (3.1) and (3.14) that
for v > A'(v),

I'(v) = sup{av —TI'(a);a € R}
> sup{av — A(a)1l(a > t);a € R} = A%(v).
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Further, A* is increasing on (A’(0),00), and hence, on (A’(r),00). Recall that z < u. By
the above discussion, it is seen that for small €, (3.18) is at most —zA* (1/2 — ). Finally,
x # xo so that xA* (1/x — ¢) tends to R(x) as € tends to zero. Thus (3.13) implies (3.11).

To complete the proof, we have to show that for every = € (zg, p),

liunlioréf(log u) " HogP(T < zlogu) > —R(x). (3.19)

See Lemma 2.1. In particular, we can assume that xg < . This implies that A is strictly
convex. Recall the definitions of A;, A4 and A, from (3.7), (3.8) and (3.9).

We will construct a subset of {T" < xlogu} which is large enough to lead to (3.19).
Consider first the case where g is not identically zero. We assumed that E(log(1 + g)) >0
so that Ag(a) > 0 for every a > 0. Define the continuous time processes

{z241);0 <t < o0}, {2V(t);0<t<oo} and {24(t);0 <t < oo}

by
zi(t) = (log Ay + - +1log Ary)/n,
zbi(t) = (log Ay + - +log Afny 1 + log(1 + i) /1
and
zp(t) = (log(l+g1) + -+ +1og(l+ gen))/n.

Fix p > 0 and small € > 0, and let x7 and x5 be such that 0 < x1; < x9 < x. Write

HA(e) { sup ‘z,’?(t) —(1 —p)t/xl‘ < E} ,

0<t<z

HA(e) = { sup ‘zfz(t) —(1 —p)t/ml‘ < 5}

o<tz

and
Hi(e) = { sup [29(t) — pt/x1] < 5}. (3.20)
0<t<z

Write further
Hf(a) ={By>e(l4+aq1) - (1 +gr), Vk € [z1n,2n]}

where By, is as in (3.5). By Mogulskii’s theorem,

liminf n~"logP (H; (e/4)) > —zA% (1 — p) . (3.21)

n—00 €1

We refer to Dembo and Zeitouni (1998) and Martin-Lof (1983). For a > 0, we have by
Chebychefl’s inequality,

P (log(1 +i)/n > e/4) < e mos/4HAi(e),
A similar estimate holds for the probability P (log(1 +4)/n < —e/4) so that

limsupn ™' logP (|log(1 + ix)/n| > €/4 for some 1 < k < [2n])
< limsupn~'log ((:mﬂ (e_"a5/4+Ai(a) + e_"a5/4+Ai(_a)>) = —ae/4.

n—oo
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By the same arguments, it is seen that

limsupn ' logP (|log Ag/n| > /4 for some 1 < k < [zn]) < —ac/4.

n—oo

Since « is arbitrary we conclude by (3.21) that

. 1—
liminf n~'logP (Hi"(e)) > —xA% ( P ) . (3.22)

n—oo

Similarly, by making use of Mogulskii’s theorem, it is seen that

liminfn ! logP (HY(c)) > —zA, (p ) .

n—oo {1}‘1

Let X, be a compound Poisson variable as in (3.3), and take Z = Z. Let myz = E(Z)
as earlier. Fix 1y > 0, and write

v =) = inf{P(X, > vmyz);v > 1y} (3.23)
Obviously, ~ is strictly positive. Denote
]R{“F ={(y1,---,yk);y1 > 0,...,yx > 0}.

Corresponding to Hj(¢) in (3.20), define the subset of Rﬂfﬂﬂ by

Hi(e)=1<(],....,y? )E]R[m]; sup |(logy! +---+logyd, ;)/n—pt/x1| <ep.
[zn] + 0<t<z [tn]

Choose a > (145)¢/b such that P (¢ > a) > 0. This is possible by assumption (2.12). Recall
the definition of the distribution function F,, from (2.6) and (2.7). By (2.8) and (2.9),

P (H(e) N HE(e)) > P(HL(e) NHE(e) N {gx > a for every [z1n] < k < [2n]})

[zn]
> / H X’\yzliyi]' 0yl > (14 s)Amzgc+e)yd - yk)
n k=la1n]
dF[m(?h,...,y’fm,yi},...,y‘[’m],y‘f,...,y‘[?m])
where
3lzn
Cn = {(ylf""’ylfﬁnwyi]"”’yf:ml ""73/[9071]) GR [ 13

(y% s 73/?3;”}) € Hg( )v yk >a,Vk € Hxln—‘a [:IJTL—H}
Recall that by, > b > 0 for every k. Take vy = 1 in (3.23) to see that for small € and large n,

[zn]

/c H P (XA?J {ulyd 2 )‘yk?/l yiy,‘imz) (3.24)
" k=[z1n]

dF(mﬂ (yh s ’ylf)ﬂm] ’ yi]’ e y?ﬂfﬂ ’ yg’ o 7y?‘”ﬂ)
> lenl=lemHp (g s g)fenl=Tnnl iy (19 (e)) .

P (H(e) NHy, (€))

v
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Consequently,

liminfn~'logP (H4 () N HE (¢)) (3.25)

n—o0

> (x—xz1) (logy +1ogP(q > a)) — zA, (331) :

On the event Ha' () NHE () NHB(e), we have for large n,
Y[mln] 2 _Dlen(1+2€)

and
Yiggn] — Ygyn] > Doe(@2/7172¢)

where D; and Ds are positive constants. Choose €, 1 and z2 in an appropriate way to see
that Y[,,,) > e" for large n on the event. By (3.22) and (3.25),

lim inf(logu) ' log P (T < zlogu) (3.26)
> liminf(logu) ™! log P (YJ;Q Mogu]] )
> liminf(log u) “llogP Hﬂog A& NHE 2 (6) N HE (e))
2

() 5 ()

where o(1) tends to zero as x; tends to x from the left. Choose z; close to x such that
x1 € (w0, ). Then A’(«1) = 1/2; for some a1 > v and hence,

A*(l/l’l) = 041/{[,‘1 — A(Oél).

We now choose p such that Aj(a1) = p/z1. Then p > 0 and it is easy to see by (3.10) that
1 1-p P
AN — | =A% A= .
<l‘1> A( 1 )+ g(l‘1>

1) +o(1). (3.27)

I

y (3.26),
liminf(logu) ' logP (T < zlogu) > —zA* <

U—00

Now A* is continuous at 1/x since x € (xg, pt). Thus (3.19) follows from (3.27).

Consider finally the case where g = 0. We now choose p = 0 in the definitions of the
sets H: () and Hj(e). Then P (H3(e)) = 1 for every n. Similarly to the case p > 0, it is
seen by choosing vy = Aba in (3.23) that

lim inf(logu) "' log P (T < 2 logu)

U—00

> oy (;) +o(1) = —aA® (;) +o(L).

This implies (3.19). O
Proof of Lemma 3.1 Define the function Lyr : (0,00) — R by

Ly (t) = limsup(logv) ' log E (M) (3.28)

V—00
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We first show that Las(t) = ¢t and that (3.28) holds as the limit for each ¢.
We have E(V,) = v, and by convention, let E(N?) = 1. It is easy to see that then

k—1
E (/\/j) - hz% (k . 1) VE (/\/j) (3.29)
for k =2,3,.... This shows that
lim (log v) logE (N}) =t (3.30)
for every t € N. Let t € (0,1). Apply Jensen’s inequality to conclude that
E (M) <EWN) = ot

so that Las(t) < t. Now by Holder’s inequality, Lxs is convex so that necessarily, Las(t) =t
for every t > 0. It remains to show that (3.28) holds as the limit. Assume on the contrary
that there would exist a sequence v; — oo and g > 0 such that

lim (log ;)" log E (Afj@) < to. (3.31)
Jj—oo J
Write
Ly (t) = limsup(log ;) log E (N;]) (3.32)
J—00

for t > 0. By the first part of the proof, Ly/(t) = t for every ¢t € N, and L (t) < t for
every t € (0,1). By (3.31), Ly/(to) < to. This is a contradiction since also Ly, is convex. It
follows that (3.28) holds as the limit for every ¢ > 0.

Consider now (3.4). Let first @ > 1. By Minkowski’s inequality,

E(X%) = Ze‘”llij((Zl + - 2)9Y) (3.33)

hozol Vh

< Ze_”HhO‘E (Z2%) =EN2)E(29).
h=1

By (3.33) and Jensen’s inequality,
0 h
E(X2) > Ze”’%h‘lE (2) (3.34)
= IhE(l/\ff)E(Z)a.

By the above estimates and the first part of the proof, (3.4) holds if a > 1.
Let now « € (0,1). By (3.33) and Jensen’s inequality,

(e.) Vh’
E(Xx) < Ze*”HhQE(Z)“
h=1

= EWN)E(2)”.

To get an appropriate lower bound, let M > 0 be such that P(Z € (0,M)) > 0, and let
Z;, = min(Z, M) for k € N. Write

17



Then also X, has a compound Poisson disrtibution. Write

Ly(t) = limsup(logv) ' log E (X)) (3.35)

V—00
for t > 0. By the first part of the proof, Ly (t) =t for t > 1, and Ly (t) <t for ¢t € (0,1).
Also Ly is convex so that by making use of arguments similar to the first part of the proof,
it is seen that Ly (t) =t for every ¢ > 0, and further, that (3.35) holds as the limit for every
t. The desired lower bound now follows since &, > X,. O

Acknowledgement

I am grateful to Heikki Bonsdorff for stimulating discussions and for his improving
comments on the paper.

References

Asmussen, S. (2000). Ruin Probabilities. River Edge, NJ: World Scientific.

Bahadur, R. R. and S. L. Zabell (1979). Large deviations of the sample mean in general vector
spaces. Ann. Probab. 7, 587-621.

Daykin, C. D., T. Pentikéinen, and M. Pesonen (1994). Practical Risk Theory for Actuaries.
Chapman & Hall, London.

Dembo, A. and O. Zeitouni (1998). Large Deviations Techniques and Applications (2nd ed.).
Berlin: Springer—Verlag.

Frolova, A., Y. Kabanov, and S. Pergamenchtchikov (2002). In insurance business risky invest-
ments are dangerous. Finance and Stochastics 6, 227-235.

Grandell, J. (1997). Mized Poisson Processes. Chapman & Hall, London.

Kalashnikov, V. and R. Norberg (2002). Power tailed ruin probabilities in the presence of small
claims and risky investments. Stoch. Proc. Appl. 98, 211-228.

Martin-Lof, A. (1983). Entropy estimates for ruin probabilities. In A. Gut and L. Holst (Eds.),
Probability and Mathematical Statistics, pp. 129-139. Uppsala University: Dept. of Mathe-
matics.

Nyrhinen, H. (2001). Finite and infinite time ruin probabilities in a stochastic economic environ-
ment. Stoch. Proc. Appl. 92, 265-285.

Nyrhinen, H. (2005). Power estimates for ruin probabilities. Adv. Appl. Prob. 37, 726-742.

Nyrhinen, H. (2007). Convex large deviation rate functions under mixtures of linear transforma-
tions, with an application to ruin theory. Stoch. Proc. Appl. 117, 947-959.

Panjer, HH. (Ed.) (1998). Financial Economics. Schaumburg, IL: The Actuarial Foundation.

Paulsen, J. (1993). Risk theory in a stochastic economic environment. Stoch. Proc. Appl. 46,
327-361.

Pentikiinen, T., H. Bonsdorff, M. Pesonen, J. Rantala, and M. Ruohonen (1989). Insurance Sol-
vency and Financial Strength. Finnish Insurance Training and Publishing Company, Helsinki.

Pentikéinen, T. and J. Rantala (1982). Solvency of Insurers and Equalization Reserves, Vol I and
II. The Insurance Publishing Company, Helsinki.

Rockafellar, R. T. (1970). Convex Analysis. Princeton: Princeton Univ. Press.

Schnieper, R. (1983). Risk processes with stochastic discounting. Mitt. Verein. schweiz. Vers.
Math. 83 Heft 2, 203-218.

Tang, Q. and G. Tsitsiashvili (2003). Precise estimates for the ruin probability in finite horizon in
a discrete-time model with heavy-tailed insurance and financial risks. Stoch. Proc. Appl. 108,
299-325.

18



Tang, Q. and G. Tsitsiashvili (2004). Finite- and infinite-time ruin probabilities in the presence
of stochastic returns on investments. Adv. Appl. Prob. 36, 1278-1299.

The Conference of Insurance Supervisory Services of the Member States of the Euro-
pean Union (2002). Prudential supervision of insurance undertakings. Available on-
line at http://ec.europa.eu/internal market/insurance/docs/solvency/impactassess/annex-
c02_en.pdf.

19



