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TVaR-based capital allocation with copulas

Mathieu Barges* Hélene Cossettet Etienne Marceau?

Abstract

Because of regulation projects from control organizations such as the European solvency 11
reform and recent economic events, insurance companies need to consolidate their capital reserve
with coherent amounts allocated to the whole company and to each line of business. The present
study considers an insurance portfolio consisting of several lines of risk which are linked by a
copula and aims to evaluate not only the capital allocation for the overall portfolio but also
the contribution of each risk over their aggregation. We use the tail value at risk (TVaR) as
risk measure. The handy form of the FGM copula permits an exact expression for the TVaR of
the sum of the risks and for the TVaR-based allocations when claim amounts are exponentially
distributed and distributed as a mixture of exponentials. We first examine the bivariate model
and then the multivariate case. We also show how to approximate the TVaR of the aggregate
risk and the contribution of each risk when using any copula.

Keywords: Capital allocation; Tail value at risk; Dependence models; Copulas; Discretization
methods

1 Introduction

In recent years, a lot of research has focused on insurance capital allocation. Indeed the European
Solvency II project and the recent events encourage insurance companies to consolidate their finan-
cial reserves and investments. Risk measures are well-known tools to determine the capital amount
that has to be allocated to a risk portfolio. Artzner et al. (1999) proposed an axiomal definition
of a coherent risk measure that can be used for allocation issues. This coherence property has also
been discussed in Wang (2002). Using their definition, Artzner et al. (1999) proposed the tail value
at risk (T'VaR), also called expected shortfall (ES), as a coherent alternative to the non-coherent
risk measure value at risk (VaR). Applied to continuous random variables, the TVaR can identi-
cally be defined as the conditional tail expectation (CTE). But these two risk measures differ in
discrete contexts where the CTE is no longer coherent. The differences between these definitions
and properties have been highlighted in Acerbi et al. (2001) and Acerbi and Tasche (2002).

In the literature on capital allocation, continuous situations are widely studied in contrast
with discrete cases. That is why most of the references speak in terms of CTE. The capital
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allocation principle has first been introduced by Tasche (1999) where the capital allocated to
each risk is expressed in terms of the CTE of the aggregate risk. This top down allocation me-
thod has then been used to provide several closed formulae and approximations of the CTE and
the CTE-based allocations for different types of multivariate continuous distributions. The first
multivariate top down model was considered by Panjer (2002) where the risks have a multiva-
riate normal distribution. This work has been extended to a multivariate elliptical distribution in
Landsman and Valdez (2003) and in Dhaene et al. (2008). A multivariate gamma distribution for
risks has been studied in Furman and Landsman (2005) as well as a multivariate Tweedie distri-
bution in Furman and Landsman (2007). In these papers, explicit expressions for the CTE and
the CTE-based allocation are derived. Other closed form expressions for the CTE of the sum of
multivariate phase-type distributed risks and the contribution of one risk to the portfolio have
been given in Cai and Li (2005). More recently, Chiragiev and Landsman (2007) found a CTE
and CTE-based allocation for multivariate Pareto risks. Further information on the CTE-based
allocation of risk capital can be found in Kim (2007).

In most papers mentioned above, the dependence between the different lines of business of the
insurance company is due to the construction of a multivariate distribution. In the present paper,
we propose introducing dependence with a copula. Copulas are currently seen as effective and
flexible tools to represent dependence between random variables. Furthermore, in order to have
the risk measure coherence property in every continuous and discrete situation, we propose using
the TVaR as defined in Acerbi et al. (2001) and Acerbi and Tasche (2002) to develop a top down
approach of the capital allocation. Indeed, the Committee of European Insurance and Occupational
Pensions Supervisors (CEIOPS) advises in the Solvency II context the use of the TVaR for the
evaluation of the Solvency Capital Requirement (SCR); see CEIOPS (2006) and CEIOPS (2007).

First, closed form expressions for the TVaR and then the TVaR-based contribution of one risk
over the aggregation of all risks are obtained when the Farlie-Gumbel-Morgenstern copula describes
the dependence between the risk marginals. With most copulas introducing dependence between
different risks however, we are not able to reach closed form expressions. Consequently, we also
present approximation methods to evaluate the TVaR and the TVaR-based allocation by the use
of different discretization methods of continuous random variables which are applicable with any
copula and any marginals.

In the first section, we give the general definitions for the tail value at risk of the aggregate
risk and the contribution of one of the risks. The second section deals with the application of
the TVaR-based allocation rule using the FGM copula and exponential distributed risks. We first
consider two lines of business and then pursue to a multivariate context. We widen our results to
risks that are distributed as mixture of exponentials in section 3. For these two last sections, we
are able to have closed form expressions for both the TVaR and the individual risk contribution
based on it. Then, we expose approximation methods for the TVaR and TVaR-based allocation
when the dependence structure is defined by any copula. The results are illustrated with numerical
applications.



2 Definition of the TVaR and the TVaR-based allocation

In this section, we define the tail value at risk (TVaR) for the aggregate risk and the TVaR-based
allocation rule. We consider the aggregate claim amount (or loss) S of a portfolio of n risks. The
claim amount (or loss) for risk ¢ is denoted by X;. Thus we have S = X1 + ... + X,, where all X;’s
are non-negative random variables.

The value at risk at level k, 0 < k < 1, of S is defined by
VaR.(S) =inf(zx € R, Fg(z) > k).

It is well known that the VaR is a risk measure that is not coherent. Thus we choose to work with
the tail value at risk of S as introduced in Acerbi and Tasche (2002), Schmock and Straumann
(1999) and Schmock (2006) at level x, for k € (0,1). Its definition is

1
TVaR(S) = / VaRy(S)du

E [S1{s5varu(s)] + VaRx(S) <Pr (S < VaR.(S)) — m)

11—k

)

which is a coherent risk measure. When S is continuous, Pr(S < VaR.(S)) = x which implies
that the TVaR is exactly the conditional tail expectation (CTE) meaning TVaR.(S) = E[S|S >
VaR,(S)] = CTE(S). In financial risk management, the TVaR is called the expected shortfall.

The additivity of the expectation allows the decomposition of the TVaR (CTE) into the sum
of TVaR contributions as follows

n
TVaR.(S) = Y TVaR.(X;;S),
i=1
where the TVaR contribution of the ith risk to the total risk represents the part of the capital that
is allocated to risk i. For k € (0,1), it can be expressed as

E|X;x1 a + BsE [X; x 1ig_v4
TVaR.(Xi;S) = [ (5>VaR(5))] : _5;? [ {S=VaRa(5)}] 7

with

Pr(S=VaR.(S)) °

Pr(S<VaRx(S))—k i pp. (8 =VaR.(5)) >0,
Bs = :
0, otherwise.



For continuous distributions, we have

1
TVG/RH(X’MS) = 1— HE [XZ X 1{S>VaRn(S)}}

= E[X;|S > VaR.(S)]
= CTE.(X4]9).

That means that the TVaR-based contribution of one risk is equal to the CTE-based contribution
of the same risk when all the marginals are continuous.

Note that
E[XZ|S:S] = E[XZ‘|X1+...+Xn:S}
- / 2fxs(@ | S = s)d
* Ixis(@s)
= ir3 B 1
0 fs(s)

Then, the CTE-based contribution can be expressed as

CTEXIS) = [~ BIX|S = slfssovans(s)ds

VaR.(S)
1 o
(S > VaR /I/aRH(S) PGS = slise)ds
= a:fX s(x,s)dxds. (1)
VaR,.(S)

3 TVaR and the TVaR-based allocation with exponential margi-
nals and the FGM copula

In this section, we derive the expression for the TVaR and the TVaR-based allocation for two
exponentially distributed risks joined by a FGM copula. We also extend the results obtained with
this bivariate model to a multivariate model. The exponential distribution is a classical distribution
for the risk random variables. Its convenient and practical mathematic properties permit to develop
explicit results. We are aware that the FGM copula introduces only light dependence. However,
it admits positive as well as negative dependence between a set of random variables. As said in
Yeo and Valdez (2006) where the FGM copula is used to link claim variables in a credibility model,
even if it can model only weak dependence, the FGM copula permits to assign a unique dependence
parameter for each pair or group of risks and allows a more complex dependence structure than
most of the copulas which use only one or few parameters. Furthermore, its handy form allows
explicit calculus and thus exact results. This copula was also used to describe different correlation
relations on the financial markets in Gatfaoui (2005) and Gatfaoui (2007).



3.1 The bivariate case

Let X7 and X5 be two exponentially distributed random variables representing the claim amounts of
two insurance risks. Their cumulative distribution functions (cdf) and probability density functions
(pdf) are given by

FXi (xz) = 1- e_Azmi?
fx;(x) = Ne M for i =1,2.
In order to simplify our presentation, we restrain our study to the constraints A\; # Ao, A\ #

2X2, Ao # 2)A1. It is possible to find adjusted results without these constraints by applying a similar
method as the one exposed below.

A dependence structure for (X1, X3) based on the bivariate FGM copula is introduced. The
FGM copula is defined by

CHFGM(U’LUQ) = ujuz + 0u1U2<1 — ul)(l — u2)

for u; € [0,1], i = 1,2, and dependence parameter 6 € [—1,1].

The density of the bivariate FGM copula is
EOM () ) = 2CF M (uy, ug)
0 ’ 8u16u2
= 1+9(1—2u1)(1—2uQ)
1+6(2u; —1)(2uy — 1),

where u; =1 —wu;,1=1,2.

The TVaR of the aggregate risk S = X; 4+ X5 is given in the following proposition.

Proposition 1 Let X; and Xo be two exponentially distributed random variables with joint cdf
defined by a bivariate FGM copula as follows

Fx, x, (@1, 29) = CF M (Fx, (11), Fx, (22)),
with 0 € [—1,1]. Then, the TVaR of the aggregate risk S = X1 + Xo at level k, 0 < k < 1, is

TVaR.(S) = 1 ! |:(1+9)C(VCLRH(S);)\1;)\2) —0C(VaR,(5); 2A15 A2)

— K

0C(VaRa(S); M 20) + 0C(VaRw(S): 221 m)] , (2)

where ((z;71,72) = 5;2,e7 ¢ (a? + 711) + e (a? + %2)



Proof. The joint pdf of (X7, X2) is given by

fxixa(e,@e) = cf M(Fx,(21), Fx,(22)) fx, (21) fx, (22)
= fxy (1) fxo(w2) + 0 fx; (w1) fx, (22) (1 — 2Fx, (21)) (1 — 2Fx, (w2))
— (14 O)Are T AN _ g2y e~ PNTL \ o Ne2
—OA e M2 e P22 4 92N PN I Nge” PN,

Let h(z, A1, A2) be the distribution function of a generalized Erlang random variable X

A1A2 oMz A1
/\2 — )\1 /\1 - )\2

—Xox

h(.’L‘, )\17 >\2) —

Then, the pdf of S can be expressed as a combination of generalized Erlang pdf’s

fs(s) = /S fxi,s(x, s)dx
= / fxi.x, (%, s — x)da
= (L4 0)h(s;A1;A2) — Oh(s;2A15 A2) — Oh(s; A1;2X2) + 0h(s; 2A152X2), (3)
where the first component of fs(s) is
/ 3(1+9)A16*A11A26*A2<8*x>dx = (14 60)A e 28 / T grOaA) gy
0 A1A2 6—>\?s AtA2 s

— (1) A2 A2
(L4055 =
= (14 0)h(s;A1;A2).

+(1+0)

The three other components can be found similarly.

Thus, the TVaR of S takes the form

TVaR.(S) = E[S|S > VaR(S)]

B /OO y s(e) ds
var, Pr(S>VaR.(S))

1 oo
— 1— Fs(VaR,(9)) /VaRH(S) sfs(s)ds

= ! / s [(1 + 0)h(s; A1; A2) — Oh(s;2A1; A2)
1 =K JvaRr.(S)
—0h(s; A1;2X2) + 0h(s;2\q; 2/\2)] ds. (4)



Define

> A M
/ Sh(S;)\l;)\Q)ds = <)\ 1_2>\ —/\18 ﬁ —)\25> dS
VaR.(S) VaR 2 — A1 1— A2
_ )\1)\2 |: )\18:| N /oo ef)qsds
A2 — A M vares)  Ivares) M

A1 [ e)‘QT /OO e 28
+ —S + ds
A= Ao A2 vara(s)  JvaR(s) A2

_ M e~ MVaRa(S)  c=MVaRx(S)
bW (VaRH(S) N 4 )\%

)\1)\2 ef)\QVaR,{(S) ef)\gVaR,{(S)
VaR(S
APV < Bl x

_ A2 \VaRW(S) 1 Al aVaRe(S) 1
= Mo VaR(S) + N + Nt VaR.(S) + "

= ((VaRk(S); A1, A2). (5)
Inserting (5) in (4), we obtain

TVaR.(S) = 1% [(1 + 0)C(VaRk(S); A1; A2) — 0C(VaR.(S5); 2h1; A2)
—QC(VGRE(S), A1 2)\2) + HC(VQRH(S), 2A1; 2)\2):| s

with

1 1
(a3, y2) = —L—e <x + ) N _me <:c + ) :
Y2 =7 7 71— 72 V2

A closed form expression for the TVaR-based capital attributed to risk 4, ¢ = 1,2, is given in
the next proposition.

Proposition 2 Let X1 and Xo be two exponentially distributed random wvariables with joint cdf
defined by a bivariate FGM copula. Then, the TVaR-based contribution of risk i, 1 = 1,2, to the
aggregate risk S = X1 4+ X at level k, 0 < k < 1, is

TVaR.(Xi;S) = 1# (14 0)6 (VaR.(S); A Aj) — 0 (VaR.(S): 2Xi; A))

—06 (VaR(S); Nis; 2X;) + 0 (VaR.(S); 2N, 2)5) |, (6)



o~ 1 )
v ) e e T and i # j
Vi (vji—i)? ’

where & (z37:;7;) =

Proof. Let ¢ = 1 and j = 2. Recall that for continuous random variables the TVaR-based
allocation is equal to the CTE-based allocation. From (1), we have

TVaRH(Xl;S) = [Xl | S > VCLR

= )dxd
(S>VaR /VaRN /wal z, s)dzds,

where
/ zfx,,s(x,s)dr = / rfx, x,(x,s — x)dx
0 0
= / l‘<(1 + Q)Ale—hm)\Qe—/\Q(s—x) _ 02)\16—)\1x)\2e—)\2(s_x)
0

—OA e Mg M2 92A16—A1f2A26—A2(8—r>>dx

—A18 —A1s _ ,—A2s
_ (1+0))\1)\2<86 € € )

A=A (o= \)2

—2\1s —2X\15 _ ,—X2s
0200 | 26 _¢ ¢
)\2 - 2)\1 ()\2 — 2)\1)2
—A18 —A18 _ ,—2X\2s
—OM2h [ E ¢
g — A1 (2hg — A1)
3672)\18 672)\18 _ 672)\28
02X12A —
* e <2)\2 - 2/\1 (2)\2 — 2)\1)2 )

The first component on the right-hand side of the last equality is given by

/x<1+0))\16—A1x/\2€—)\2(s—x)dx — (1—1—9)/\1)\26_)‘25/ xeaz()\g—)\l)dx
0 0
z(A2—A1) 5 s e:):()\g—)\l)
= (14 0)Ahge e_/d
(14 0) A1 Aze ([l’)q_)\l]()  m—n m)
s(A2—A1) e:v()\gf)\l) $
14 0)A e 2" | 5 _
(L H6)hdze (S A2 — A1 [(/\2—/\1)2]0>

63)\2678)\1 es)\gefsx\l -1
A=A (A= Ap)? >

= (14 0)Ahge 2 <s

se— M8 18 )\23)
A2 — A\ A—X)2 )7

= (1+0)AA <



Denoting V' = VaR,(S), we have

S 1 o0 se )\15 e*/\ls e*)\zs
TVaR(X1:S) = —— 14 0)\ A _
e 1—FS(V)/V . )”<A2—A1 (2~ A1)? )
—2\1s —2\18 __ ,—X2s —A1s —A18 _ ,—2\2s
020 se e e a2 se e e
Xo— 20 (o —2An)2 Mo — M (20— \)2

8672/\13 672)\15 _ 672/\23
020122 - d
TR (2)\2 o (2202 > ’

o) <A2e-W<v FL) eV mw)

T 1-Fs(V) X2 — A1 (A2 — A1)
)\26—2)\1V(V + ﬁ) )\2672)‘1‘/ o 2)\167)‘2‘/
B )\2 — 2/\1 B ()\2 - 2)\1)2
2)\26_)‘1‘/(‘/ + /\Ll) 2)\26_)‘1‘/ _ )\16—2/\2V
B 222 — A1 B (203 — A1)2
, 2)\26—2)\1V(V + i) 2)\26_2)‘1‘/ _ 2)\16_2)‘2‘/
+ Do —20 (2w —2n) '
We finally obtain
1
TVaR(X1;5) = 7 |1+ 0)E(VaR(S); Adi; A2) — 06 (VaR,(5); 2213 A2)

—0& (VaR,(S); A1;2X2) + 08 (VaR,(S); 2A1; 2)\2)] )

where
-1z 1 _ _
Yoe M (x4 %) e — ypeT e

Y2—M (72 — 71)2

E(z5m572) =
The TVaR-based allocation for the second risk is symmetrically given by

TVaR.(X9;5) = 1 ! (1+0)§ (VaR:(S); A2; A1) — 0 (VaR.(5); 2A2; A1)

— K

=08 (VaR(5); A2; 2M1) 4+ 06 (VaR,.(5); 2A2; 2M\1) |,

where
—Yox 1 _ —
T1eT(T + 5) e — qpe T

7 =72 (711 —72)?

E(z;y2;m) =



Remark 3 It can be verified that the TVaR of S is the sum of the risk contributions

2
TVaR.(S) = > TVaR.(X;5).

i=1

Explicit expressions for the TVaR and the one risk TVaR-based contribution cannot only be
obtained in the bivariate case but even for an undefined number of risks.

3.2 The multivariate case

Suppose now that there are n different exponential risks joined by a multivariate FGM copula
characterized by

n
C (U17u27 7un) = uruo...un | 1+ g § 9jlj2~~~jkﬂjlﬂj2‘“ujk )
k=2 1<j1<...<jp<n

where () = 1 — u() (see Nelsen (2006) p.108). We have here 2" —n — 1 copula parameters to
describe the dependence between each pair or group of risks.
Its density can be written as

n
cupug, i) =14 ) > Oy, (205, — 1)(205, — 1)...(215, — 1).
k=21<j1<...<jr<n

As in the bivariate case, we suppose that the parameters of the n exponential risks satisfy the
conditions below

)\z‘ 7é /\j and >\i 75 2)\j for ¢ 7é j (7)
Then, the following proposition holds.

Proposition 4 Let S, = X1+ Xao+...+ X, be the sum of n dependent exponential random variables
with joint cdf defined by a multivariate FGM copula as follows

FX1,...,Xn (1'1, ,l‘n) = CéFGM(Fxl (.%'1), veey Fxn(xn))

with 0 € [—1,1]. Then, the TVaR of S, at level k, 0 < kK < 1, is

1 n
TVaR(S,) = x 1+ Z Z Ojigo..jx X

11—k ) )
k=21<j1<..<jp<n

k
S Y (D C(VaR(Sn); 2 A, o, 2% X iy s Niy) | |5 (8)

1=0 (a1,.,ax)EA

10



where C(z;91, ..., ) = Dory (H?:L#i %) e (:(: + %), ikt1,--,In are the missing indexes
of Ji, ..., i to complete 1,...,n and Ay, are the sets of k-tuples composed of | zeros and (k—1) ones,
forl=0,1,...k and k=2,....,n

In fact, the A;, are defined by Ag; = {(1 1,. 1)1xk}, A ={(1,1,.,0) - (0,1,.,1)1 1 ]
Ao = {<17 1,..50,0) 55 (0,0,. 1><k} » Ak = {(0’07 ""0)1xk}
Proof. The joint pdf of (X1, Xo,...,X,,) is

X0 Xo, X0 (X1, 0y oy ) = c(Fixy (1), Fxy(22), s Fix,, (@0)) fx, (01) x5 (22) - fx,, (200)
= fx, (1) fxy (72). fx, (Tn)

X[l—i_z Z 0jjo...jn (1 _Fle (le))(l_FXjQ (@5,))---(1 _FXjk(mjk)> :

k=2 1<j1<..<jp<n

As the n risk random variables are exponentially distributed with parameters A;, ¢ = 1,...,n with
constraint (7), we have

-z —Xox —Anx
X1 X0 X0 (@1, T2, o, @) = Ape” M Nge” 1202\ e”

n
X [1 3 DT B (207 — 1)(2e7 M2 — 1), (26 NinTin — 1)

k=21<j1<...<jp<n

- V(l’l,l'g,...,l’n;)\l,AQ, "'7 + E E : 0]1]2.%

=21<j1<...<jp<n

k
l
X [Z (1) v(@y, oy oo Ty Ty ooy T s 290 Ny, 2920, 0, 200 )\]k,)\lkﬂ,...,)\in)}, (9)

1=0 (a1,...,ax) €Ak
where 441, ...,%, and A;j are defined as in the proposition and
V(T ey Ty Y1y ooy Yn) = 1€ HFL X €™ 1252 XL X e 0o,

Given that
S—Z1—.—Tp_1
fs,.( / / / X1, X0 X, X (X1, T2 ey Tpm1, 8 — X1 — T2 — ... — Tp_1)dx1dTo...dTp 1

§—T1—...—Tn-2
= / / / fX17X21---7Xn727Xn71+Xn(xl?x27 ey In—2,8S —T1 — T2 — ... — xn_Q)diL‘ld.l‘g...d.%'n_g
0

S
Z/ X1 Xot 4 X (T1,8 — 21)d21
0

11



and that

n

S—X1—...7Tp—1 .
/ / / (.Thl‘g,.. Ty Y1y V2 - J’Y’I’L)dajld:p2 d]?n 1_2 H 03 ’Yiei'ﬁs

i=1 \j=tjzi 1~ T
= h(s;’717727 7”)7

one can write

fs, (s) = h(s;A1,...,\n)

n k
T i [ DL DL FD R(552 0,2 Ny 2N iy )

k=21<j1<...<jp<n =0 (a1,...,ax)€A; i

Then, the TVaR of S,, forn >2and 0 < x < 1is

TVaR,(S,) = E[Sy| Sy > VaR.(Sy)]

[ fs.(s)
- /VQRN SPriSy > VaRo(S,)) "

1 /OO
= sfs, (s)ds
1 = K JvaR,(Sn) (=)

n
L+ Z Z 9j1j2~--jk X

k=2 1<j1<...<jp<n

k
S (D C(VaR(Sn); 2 A1, o, 2% A, iy s Ny ) ]

1=0 (a1,...,ar)EAL L

where
<(‘T’,ylaaryn) :Z H 7_‘7 : 6_7ir <Qj+> .
=1 \j=1ji Yi — Vi Vi
|

As in the bivariate case, the capital allocation for risk 4 can also be explicitly given. In order to
find that expression, we first need to introduce the nth order divided difference of a function f as
in Chiragiev and Landsman (2007). Consider x1, %2, ..., Tpn, Tn41 arbitrary points such that ; # x;
for i # j. The nth order divided difference of f on x1,x2, ..., Ty, Tn41 is defined by

n+1 ( )
f(xlvx%“ xnwrn-i—l Zm
j#i\Li

The following proposition gives the expression of the TVaR-based allocation.

12



Proposition 5 Let X1, ..., X,, be n exponentially distributed random variables with joint cdf defined
by a multivariate FGM copula. Then, the TVaR-based contribution of risk i, i = 1,...,n, to the
sum Sp = X1+ ...+ X, at level k, 0 < kK < 1, is

n—1 n
TVaR.(Xi;Sn) = (11)_KA H;i(VaR.(Sn); AMt; i An +Z > Ojy...jx %
k=2 1<j1<..<jp<ni€{j1 i }
k—1
(Z {(—1)l+12’“_1_lHi(VaRH(Sn); AED VSIS LD VIED YHIESND Py
1=0 (al,...,ar)—i €A k-1

+(_1)l2k—1—léi(VaR,{(Sn); 2‘11)\j1; . 2‘1 )‘le /\Zk+1; )\m)}>

n—1
+ Z Ojy g X

k=21<j1<...<jp<ni¢{j1, - dr }

(Z > (DR TH(VaR(Sn); 2 Ay -5 2% AM,AW;...AM))], (10)

0 (al,...,ar)EA K

where Hi (T390, oo Yie1, Vit 1y - Yn) and Gi(T391, oy Yie 1, Vid1s s Yn) are the (n — 2)-th order di-

vided differences of respectively H;(z;7y) = Wff%%w) + e(vjiy) + vewjz(;%;) = and Gi(xz;7) =

xe”27i® e 27 e 2ViT 2y e IT ) _ .
2 (2%_(2%__7) @322 =) + e ) A = X\ X ... X Ay is the product of the parameters

of exponential distributions, ipy1,...,1, are the missing indezes of ji, ..., jx to complete 1,...,n and
Ay are the sets of k-tuples composed of | zeros and (k —1) ones, for l =0,1,...k and k=2,....,n

Proof. The capital attributed to the continuous distributed risk 7 can be expressed as

TVaR.(X;;Sn) = CTEg (X'\S
= T x;, s)dxds. 11
TR oo Jy s (1)
A recursive formula for fx, s, (zi,s) = fx,s.—x;(xi,s — x;) is needed to evaluate this expres-

sion. Given that the risk random variables here are not independent, we cannot directly separate
Ix:.8,—x,;(zi, s — ;) into the product of fx,(z;) and fs, (s — ;).

First, we have

in,Sn*Xi(mivs - sz,X1+X2+ AXi 1+ X+ +Xn(xl’8 - ml)

S—xT; [S—T;—T1 $S—T;—x1—T2 S—T]—...—Tp—1
/ / / / IX1 X0 X1, X0 (T1, T2, oo, T 1,8 — T1 — oo — 1)
0

X de‘lde...dxi_1d$i+1...d$n_1
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with fx, x,,..x,(z1,22,...,2,) defined as in (9) and which can be extended to
Ix1. X0 X0 (1, T2, s Tn) =[x, (24) <vi(x1;:c2; 3Ty AL A2 5 Ag)

+Y 3 01 (1 — 2Fx, (7))

k=21<j1<...<jp<ni€{j1, dr }

k
l e e e e e e .9GLY . .0G2Y . . .9QE Y . . ). . . ).
X [ E g (1) i@y o5 ooy Ty Ty 5o T s 27 N0 292 N5 5 27 N5 Ny -0 i)
1=0 (a1,...,ax)—i€A; k1
n
+ E § : 9j1j2---jk
k=21<j1<...<jpr<nNi¢{j1,dx }
k
E: l .o . .. . 9a .94 . .90 . ..
X (—1) l/,i(le,sz,...,xjk,xikﬂ,...,xin,Q 1)‘]'172 2>\j2,...,2 kAjkﬂ)‘ikJrl""’)‘in)}?
1=0 (a1,...,ax) i €A k-1

where i1, ...,1, are the missing indexes of ji,...,j; to complete 1,....,n, Ay = {(1, 1,..,1)

Al,k = {(1717"70)1><k;7"'7(0a17"71)1><k;}7 AQ,k = {(1717"7070)1><k;7'“7(070a"71)1><k;}7 A Akk =
{(0’0"'70)1><k} and

. . . . . . . — - x - x —Yi—1T5— —%Yi T — x
Voi(T15295 i T V137725 -5 V) = V1€ X y0e” 22X Xy e T Ty e VT Xy e

As in the proof of the Proposition 4, we use the fact that

S—T; S—T;—T1 S—T;—T1—T2 S§—T1—...—Tp—1
/ / / / V_i(15 295 s T Y13 Y25 -5 Y )dx1d e . dX;—1dTiqy .. .dXy 1
0 0 0 0
n

n

=> | IT o2 e

o1 \ ket Ve T
i kot

= h—z’(s — L3172, 7”)7

and we obtain
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Ixi80—x;(Tiys — i) = fx,(z) [h—i(s — i3 Ay ooy Nie 15 Aig 1y ooy Ap)

n
+ Z 0j1ja...ir (1 — 2Fx;, ()
k=21<j1<..<jr<nNi€{j1,.jr}
k
X Z (—1)lh_i(s—xi;2a1)\j1,...,2“k)\jk,)\ik+1,...)\in)

1=0 (a1,....,ar) i €A1 k1

+ Z Oj1jo...1

E=21< <. <jr<n N i¢{j1,-.0k

k
X Z Z (—1)lh_i(s—wi;QalAjl,...,2“’“/\jk,/\ik+1,...)\in) . (12)
=0 (al,.A.,ak)EAl’k

Using the divided difference as in Chiragiev and Landsman (2007), notice that

B (T390 ooy Yie 1y Vit 1y ooy V) = (=1)"72 X1 X e X i1 X Vit X oo X F (515 o3 Yie 1 Vit 1 -3 V)

where F(2;91;...;%i—1; Yit1; ---; Yn) is the (n — 2)-th order divided difference of F(z;~) = e 7.

Then, we have

/ -%'iin (.Z‘Z')h_i(s — Tj, )\1, ceny )\i—ly )\i+17 ceny )\n)dl‘z = / xiin (xi)(—l)"_QA_iF(xi; )\1; veey /\i—1§ )\2‘4_1; veey )\n)dxz
0 0

= (=1)" TAH; (53205 5 Aie13 N 15 -5 An),s
(13)

where A_; = A1 X .. X Nio1 X A1 X oo X A\p, A= X1 X Ag X ... X A\, and
Hi(s;\) = —/ zie NUE (s — x5 N da;.
0

Let also 5
Gi(s;\) = —/ 2wie M (s — x4 N)da;.
0

Given that the risks here are exponentially distributed, H; and G; take the form

S
Hi(s;\) = —/ zie MV E (s — x4; N)day
0
S
_ _6—/\5/ wie—()\i—)\)xids
0
Se—)\is 6—)\1-5 6_>‘S

)\Z-—AJF()\i—)\)?_(AZ-—/\)?
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and
Gi(s;A) = —/ 2wie 2N (s — x4y N)da;
0

S
= —26_/\5/ ze” BT NT g
0

86_2>\i8 e

6_2>‘i5 —As
— 2 + - .
<2A,~ NN ) Wy R ) W A)2>

Using (13), we can express [; @i fx,.s, (i, s)dz; as

n

k=21<j1<...<jp<n(i€{j1,jr}

/ Cafyis (@ s)dr = (—1)"IA
0

e
—_

{ <(—1)l+12k_l_le‘(S; 24 )‘jl; ceey QGk)\jk y )‘ik+1; )\Zn)
(al,...,ak) €Ay k-1

N
I
o

()25 G (527 5 s 2% Mg A M) ) }
n—1

+> > v
k=2 1<j1 <...<fr, <n(Vi¢{j1,rik }

k
{ (—1)' 2" H; (5327 My s 2% N5 Ay )\)}] . (14)
=0 ((ll,...,ak)GAl’k

To calculate the risk contribution as in (11), the H;(s) and G;(s) terms in (14) must be integrated
on s as follows

9]
H;(V;\) = / Hi(s; \)ds
\%
_ /oo Sef)\is N e*)\is B 67)\5 s
I S U VIS WL § VRS | PR G W
Vef)\iV 67’\1“/ /\e*)\iV o Aief)\V

NN TN N T N A2
and

Gi(V;\) = /ooGi(s;)\)ds

14
—2)\;s —2)\;s —As
L (e e ey,
) VD S © S VIS N R O P VN
V672)\¢V 672)\1"/ )\672)\1“/ _ 2)\,67)\‘/
= 9 !
<2)\i(2)\i SV CY WG Wy S U WOy Wy >
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Finally, expression (11) for TVaR.(X;;S,) is obtained

1A | n
TVCLRK(X“ Sn) = (]_)—,% Hl(VCLRK(S )\1, ..., + Z Z ejljk X
=211 < <G <n N i€{f1,,dk }
k—1
( (—1)l+12k_1_lﬁi(VaRH(Sn); 290155 29 NG A

1=0 (al,...,ax)—i€A; k-1

+(_1)12k7171@(vaR,§(Sn);2a1)\j1,.. 90k ) . Azk+1;--->\in)}>

Tk
n—1
+ E : ejlmjk X
k=21<j1<...<jp<ni¢{j1,dr }
k

(Z > (DR H(VaRe(Sn); 2 Ay o 2% AM,A%H;...A%))].

0 (al,...,.ap)€A;

Remark 6 To obtain the TVaR-based contribution (6) in the bivariate case from (10), we just
have to use the equalities

i) = — bl i),
Hy(x;2)) = —)\12)\25(3?; A1;2X2),
Gl ) = ~25 € 201 ),
Gi(z;2)2) = —2%12/\25(33;2)\1; 2X9).

3.3 Numerical application

We illustrate here our results with a numerical example for the bivariate exponential case. Suppose
that the parameters of the distributions of X; and X are respectively A\ = 1/2 and Ay = 1/3. Let
us calculate the VaR, TVaR and TVaR-based allocations for X; and X for different risk levels «
and different FGM copula parameters . We write bellow the cumulative distribution function of
S which can be expressed in the current case as a combination of generalized Erlang cdf’s

Fs(s) = (1+0)H(s; 13 2) —O0H(s;2M15\2) — 0H (83 M52 2) + 0H(s;2X1; 2M2),
where H(s;A1;A2) = )\2 ¥ (1—e M%) + /\1)‘_75\2 (1 — e ?2%) is the cdf of a 2-generalized Erlang

distribution with parameters (A1, A2). The numerical results for the VaR, TVaR and TVaR-based
allocations are displayed in Tables 1, 2 and 3.

17
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0=-1 k=05|k=075]Kk=095| k=0.99 | kK =0.995
VaR,(S) 4.3188 | 6.5053 11.0436 | 15.5235 17.4860
TVaR(S) 7.3270 | 9.339%4 13.8369 | 18.3810 | 20.3716
TVaR(X1;S) | 2.7244 | 3.1489 3.5085 3.2649 3.0613
TVaR,(X2;S) | 4.6026 | 6.1905 10.3283 | 15.1161 17.3103
Table 1: Bivariate exponential example with § = —1.
=0 k=05|k=075]|k=095| k=0.99 | kK =0.995
VaR,(S) 4.1589 | 6.7187 | 11.9994 | 16.9914 19.1073
TVaR,(S) 7.6589 | 9.9967 | 15.0984 | 20.0310 | 22.1324
TVaR,(X1;S) | 29206 | 3.5756 4.6115 5.2234 5.4002
TVaR,(X2;S) | 4.7383 | 6.4211 10.4869 | 14.8075 16.7323
Table 2: Bivariate exponential example with 8 = 0.
=1 k=05|k=075]|k=095| k=0.99 | kK =0.995
VaR,(S) 3.9328 | 6.9975 12.8673 | 18.0635 20.2236
TVaR,(S) 7.9817 | 10.6369 | 16.0906 | 21.1529 | 23.2818
TVaR,(X1;S) | 3.1066 | 3.9947 5.4022 6.2662 6.5272
TVaR,(X2;S) | 4.8750 | 6.6422 10.6883 | 14.8867 16.7546

Table 3:

Bivariate exponential example with 6 = 1.
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4 TVaR and the TVaR-based allocation with mixtures of expo-
nential marginals and the FGM copula

Let us consider now that we have two risks X7 and Xs which are distributed as a mixture of
exponentials. Their cdf’s and pdf’s can be written as

Fx,(z) = an(l- e_’\“m) + age(l — e—Amm)
Fx,(z) = ag(1 —e %) 4 qgy(l — e 722%)
fx, () = aidiie M 4 apghjge” M2
Fx,(2) = agAare 27 4 agodgge 220

where we restrict our model to Ai; # A2j, Aii # 2A25, A1 + A2 # A2j, A1 + A2 # 2Xg; and
A11+A12 # A21+ Ao, As for the exponential distribution case, the calculations can be done without
these constraints but the results are not presented here. Mixtures of exponential distributions, also
called hyper-exponential distributions, belong to the phase-type distribution family, see Neuts
(1981) and Asmussen (2000). They can be used to approximate light- or heavy-tailed distributions
with completely monotone pdf’s and decreasing failure rates as shown in Feldmann and Whitt
(1998), Keatinge (1999) and Khayari et al. (2003). The practical form of the mixture of exponential
distributions also permits explicit results.

The following two propositions can be proven similarly as Proposition 1 and Proposition 2 in
the previous section given that a mixture of exponentials is just an extension of the exponential
distribution.

Proposition 7 Let X1 and Xso be two random variables with mixture of exponential distributions
and a joint cdf defined by a bivariate FGM copula as follows

Fx, x,(x1,22) = C§ M (Fx, (21), Fx, (22))

with 0 € [—1,1]. Then, the TVaR of the aggregate risk S = X1 + Xo at level k, 0 < k < 1, is

1

TVaR.(S) = (I+J+K) x T

where
2 2
Py

aqioj + 0(ar0n) — 20[%2-042]' — 20110020095 — 204110%- — 2010091 99
J
=17

1

+dof,05; + dat;an a0 + doanionog; + 404110412(1210122)} C(VaR(9); Auis Az;‘)}»
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J = HZZ{ [a%iagj 2aha2j 2aha21a22} C(VaR.(S); 2A14; A2j)

ALi

2
+ 2011012005 — daniarzay; — daarpagiong | ————
A1+ A2

C(VaRk(S); M1 + A12; )\2j)}

and

2 2
0 Z Z { [ah’a%j — 204%@%]' — 204110&1204%]-] C(VGRH(S); /\12'; 2)\2j)
=1 j=1

+a110423C(VaR (S); 2145 2A25)
A2j

2
+ [2a5001000 — daf;a01 000 — dagiro00r cp] ——L—
A21 + A2z

C(VaR.(S); Ai; A21 + A22)
A

+2a%ioz21a22 C(VaR(S); 2A11; Aa1 + A22) + 204110412a§j P +Z)\12 C(VaR.(S); A1 + Ai2; +2X95)

2%
A21 + A22
A1iA2;

(A1 + A12)(A21 + Ao2)

+a1oa201 0092 C(VaR(S); A1 + Ai2; Ao + >\22)}-

Proposition 8 Let X, and X9 be two mizture of exponentials distributed random variables with
joint cdf defined by a bivariate FGM copula. Then, the TVaR-based contribution of risk i, 1 =1, 2,
to the aggregate risk S = X1 + Xo at level k, 0 < Kk < 1, is

1

TVaR«(X;;8) = (L+M+N)x —

I

where

2

§ : 2 : 2 2
L = { |:041ia2j + 9(0&17;042]' — 20&11052]' — 20&110&120&2j — 20511'0‘2]‘ — 2()&12'0421&22
i=1 j=1

+4o;05; + 4ai;a01 002 + don1 01203, + dariarsanian) |E(VaR.(S); A >\2j)}a

2 2

M = HZZ{ ot — 2ahoz2] 20%01210422] C(VaR.(5); 2 155 A2j)
i=1 j=1

At

204110412&2 — 40411041204 — 410100001 ¢ —
24 1112621 (k22
[ J J ] )\11 /\12

C(VaR(S); A1 + A12; )\23‘)},
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2 2
N = 0 Z Z { [alia%j - 20[%0[%]- - 20&110[120[%] f(V(LRH(S), )\11'; 2)\2]')
i=1 j=1
+ai;03,6(VaR.(S); 2M1i: 202;)
)\Qj

—=—E(VaR(S); Mi; Ao1 + A
)\21+)\22€( (S); A1i3 A1 + Azz)

A .
(532143 A21 + Ag2) + 20&110412063jﬁh)\12

2
+ [200ia01000 — daf 001000 — 42091 Q02

)\2]‘

7y VaR(S); A A12; +2A9;
o1 + Moo E(VaR(9); A1 + A2; +2X25)

2
+2a7;0021 022

A1iA2;j
(M1 + Ai2)(A21 + A22)

+dogi a0 029 E(VaR.(S); A1 + Ai2; Ao + )\22)}-

5 Approximation methods for TVaR-based allocation

We have seen in the previous sections that it is possible to have an exact expression for the TVaR of
a sum of several dependent random variables and the contribution of each random variable to the
aggregate TVaR for some specific situations, in particular when using the FGM copula. For most
copulas, it is more complicated to directly calculate this risk measure. Embrechts and Puccetti
(2007) proposed an algorithm to compute numerically the cdf of the sum of two random variables
joined by a copula. They used an approximation of the set {(z1,22) € [0,400)% : x1 + 22 < s}
by a countable union of disjoint rectangles to obtain an evaluation of Fg(s) with S = X; + Xo.
In the present paper, we expose a simple alternative to approximate this cumulative distribution
function with the use of common discretization methods that can be found in Klugman et al.
(2008). Then we evaluate the TVaR and its contributions when the random variables are linked by
any copula. The method is here exposed for two random variables but can be expanded to more
random variables as shown in the numerical applications.

5.1 Discretization methods

We use three discretization methods in our study that are defined just below. For these three
methods, we suppose that X is a continuous random variable with cdf F'x and that h is the
discretization span.

Definition 9 (Lower methNOd) The lower method provides a probability mass function of the
discretized random variable X given by

{ %(0)=0
¢ (jh) = Fx(jh) — Fx((j — 1)h), forj=1,2,....

Definition 10 (Upper method) The upper method provides a probability mass function of the
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discretized random variable X given by

£(0) = Fx(h)
{fx( ih) = Fx((j + 1)h) — Fx(jh), forj=1,2,....

Definition 11 (Mean preserving method) The mean preserving method provides a probability
mass function of the discretized random variable X given by

{fx@) =1 =5

f<(ih) = 2E[X/\jh}fE[X/\(jgl)h]fE[X/\(jJrl)h]’ forj=1,2

This method ensures that the mean of the discretized distribution is the same as the original distri-
bution.

Remark 12 [t is shown e.g. in Miiller and Stoyan (2002) and Denuit et al. (2005) that X <y
X under the lower method, X <sq¢ X under the upper method, and X <;.. X under the mean
preserving method, where <g;q and <;.; designate the stochastic dominance order and the increasing
convex order respectively (see the same references for the definitions).

5.2 The bivariate case

Suppose that we have two continuous distributed risks X7 and X>. The joint cdf Flx, x, is defined
by a fixed copula C which introduces a dependence structure between the risks. We discretize X
and Xo with one of the three methods described before. We denote by Xl, Xg the discretized
random variables obtained and keep the same dependence relation between these two new random
variables with the copula C. Then, we define S = X;+X> that we use two approximate S = X;+Xo.

For a constant discretization span h, the cdf of (X'l, XQ) fork>0and ! >0is

k l
Fy, ,(kh,1h) => > Pr(X) = ih, Xy = jh).
i=0 j=0

The cdf of S for j > 0 is given by
Fg(jh) = Pr(S =ih),
where the probability mass function (pmf) of S is

Pr(S =0) = Pr(X; = 0; X, =0), and

J
Pr(S = jh) =) Pr(X; =ih; Xy = (j - i)h), for j = 1,2,....
=0
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The joint pmf of (X, X5) is obtained with the copula as follows
Pr(X;=0,X,=0) = C(FXI(O), FXQ(O)),
Pr(X1 =0,Xs = jh) = C(FXI(O),FXQ (jh)) - C(FXI(O),FXQ((j - 1)h)>,
Pr(Xy = ih, X5 = 0) :c( ¢, (ih), Fg (0 )) C(F~ ((i — 1)h), FXZ(O)),
Pr(Xy = ih, Xo = jh) = 0( < (ih), F ) ( o (i = Dh), Fy, (jh))
—C(F, (ih), F <<j —m)) + c( (6= 1)h), Fg, (G = D).

Then, the TVaR of S can be approximated by the TVaR of S which is given by

BIS % Ligoyan ) + VaRa(3)(Pr(§ < VaRy(9)) - )
1—-k
E[S x Ligokonyl T kzoh(Pr(g < koh) — H)

11—k

TVaR.(S) =

where VaR,(S) = koh.

The TVaR-based allocation of risk X; over the global risk S can be approximated by the TVaR-
based allocation of risk X; over the global discretized risk S where

TVaR.(X:5) = E [Xi X Lisovar,(3) } + BsE [Xi X 1{5‘:VaRn(§)}}

1-k
_ E [Xi X 1{5>k0h}} + BgE [Xz X 1{5:1@}}
1-=x ’

where /Bg = Pr(S=koh) ’ if Pr(S kOh >0
0, otherwise.

Remark 13 In corollary 4.6 of Miiller and Scarsini (2001), it is shown that if (X1, X2) and
()Zl,)?g> are random vectors with a common conditionally increasing copula and if X; <z )?Z

fori=1,2, then for all non-negative scalars a1 and as we have
a1 X1+ 42Xz <ep a1 X1 + 02Xz,

This result also holds for the increasing convex order since it is implied by the convex order. From
Bduerle and Miiller (2006), it follows that

TVaR, (a1X1 + (IQXQ) <TVaR, (al)?l + 012)2:2)
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for k€ (0,1).

5.3 Numerical applications
5.3.1 Bivariate case

Suppose that X; and Xy are exponentially distributed with parameters \; = 1/2 and Ay = 1/3
respectively. The dependence between these two risks is defined by the bivariate FGM copula with
parameter #FGM = 0.8, This value of 7¢M implicates a correlation of 0.2 between X; and Xo.
Figure 1 in the appendix illustrates the accuracy of the approximations of the cdf of S5 when using
the three discretization methods. Indeed, the decrease of the discretization span h implicates a
convergence of the discretized cdf to the real one.

The discretization methods allow an approximation of the cdf of Sy with any copula. We
illustrate the use of the FGM, the Clayton, the Frank and the Gumbel copula. The copulas’
parameters are chosen such that we have the same coefficient of correlation between X; and Xo.
Figure 2 in the appendix shows the impact of the copulas on the cdf of Ss which is discretized with
the mean preserving method when the correlation coefficient is fixed at 0.2. The first graph displays
the drawing of the approximated cdf’s of So. We then do the difference between a dependent cdf and
the independent cdf and trace this difference for the FGM, the Frank, the Clayton and the Gumbel
copula in the second graph of Figure 2. These two graphs highlight the fact that the Clayton
copula introduces dependence in lower values and that the Gumbel copula permits dependence in
the upper queue.

In Figure 3 in the appendix, we trace the differences between the TVaR of Sy using dependent
risks with one of the copulas discussed before and the TVaR of S5 using the independent copula
against the risk level k. This is done for three increasing values of correlation between X; and Xo.
Given that the FGM copula only allows weak dependence it just appears on the first graph. The
graphs confirm the fact that the Gumbel copula introduces dependence in high values.

Tables 4 and 5 expose the numerical results for the TVaR and the TVaR-based allocation for
X1 and X5 with the four copulas discussed above and confidence levels equal to 0.99 and 0.995.
The calculations are done with the mean preserving discretization method with span A = 0.05 for
the four copulas and also with the exact expression for the FGM copula. The tables attest the
good precision of the approximation method and confirm the high dependence values inserted by
the Gumbel copula.

5.3.2 Trivariate case

We illustrate here the difference between the exact and the approximated methods with three
risk variables dependent through a trivariate FGM copula. Suppose that X;, X5 and X3 are
exponentially distributed with parameters \; = 1/2, Ao = 1/3 and A3 = 1/5 respectively. The
copula parameters GZFGM, 95GM and Hf;kGM, fori=1,2,3, 7 =123, k=1,23,7 #1i, k #1
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Copula TVaRohgg(SQ) TVaRo.gg (Xl; SQ) % Of TVaRo‘gg(Sg) TVaRo.gg (XQ; SQ) % Of TVaRo.gg(SQ)

FGM exact 20.9561 6.0998 29.1% 14.8563 70.9%

FGM M.P. 20.9574 6.1003 29.1% 14.8571 70.9%

Clayton M.P. 20.7918 5.9419 28.6% 14.8499 71.4%

Frank M.P. 21.0612 6.2158 29.5% 14.8454 70.5%

Gumbel M.P. 22.9669 7.7988 34.0% 15.1682 66%

Table 4: TVaR and TVaR-based allocation for Sy with x = 0.99.

Copula TVaR0,995(52) TVaRo.ggf) (Xl; SQ) % of TVG/RO.995(SQ) TV@R0.995 (XQ; SQ) % of TVCLRO.995(SQ)
FGM exact 23.0839 6.3523 27.5% 16.7316 72.5%
FGM M.P. 23.0859 6.3530 27.5% 16.7329 72.5%
Clayton M.P. 22.9135 6.1776 27.0% 16.7359 73.0%
Frank M.P. 23.2014 6.4953 28.0% 16.7061 72.0%
Gumbel M.P. 26.0088 8.9850 34.5% 17.0237 65.5%

Table 5: TVaR and TVaR-based allocation for Sy with x = 0.995.

and k # j are all fixed to 1. As for the bivariate case, we show in Figure 4 of the appendix
the convergence to the real cdf of S5 of the discretized cdf’s when using the three discretization
methods.

Tables 6 and 7 compare the numerical results for the TVaR and the TVaR-based allocation
for the three risks with confidence levels equal to 0.99 and 0.995 between exact expressions and
approximated results using the mean preserving discretization method with span h = 0.3. As for
the bivariate case, they show a satisfying accuracy of the approximation method.

Method TVaRo.gg(Sg) TV aRg g9 (Xl; Sg) TVaRg g9 (XQ; 53) TVaRy.o9 (Xg; Sg)
Exact 37.5988 4.1726 8.4033 25.0230
Mean P. 37.6062 4.1760 8.4060 25.0243

Table 6: TVaR and TVaR-based allocation for S3 with x = 0.99.

6 Conclusion

This paper introduces the use of copulas in TVaR-based capital allocation. We obtain explicit
expressions for the TVaR and TVaR-based allocation for risks that have exponential and mixture of
exponentials distributions linked by a FGM copula. The handy form of this copula permits a direct
calculation of the coherent risk measure and its decomposition when we suppose only two different
In the multivariate situation, we use divided differences as in Chiragiev and Landsman
(2007). For other copulas, we present approximations for the TVaR and the TVaR-based allocation
using three discretization methods for continuous distributions.

risks.

25




Method TVCLRO.995(53) TVaR0.995 (Xl; S3) TVG/R(].995 (XQ; 53) TVQRO.995 (Xg; 53)
Exact 41.1177 4.2044 8.6536 28.2597
Mean P. 41.1262 4.2080 8.6567 28.2616

Table 7: TVaR and TVaR-based allocation for S3 with x = 0.995.
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APPENDIX
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