N

N

Prevention efforts, insurance demand and price
incentives under coherent risk measures

Sarah Bensalem, Nicolds Herndandez Santibanez, Nabil Kazi-Tani

» To cite this version:

Sarah Bensalem, Nicolas Herndndez Santibanez, Nabil Kazi-Tani. Prevention efforts, insurance de-
mand and price incentives under coherent risk measures. 2019. hal-01983433

HAL Id: hal-01983433
https://hal.science/hal-01983433

Preprint submitted on 16 Jan 2019

HAL is a multi-disciplinary open access L’archive ouverte pluridisciplinaire HAL, est
archive for the deposit and dissemination of sci- destinée au dépot et a la diffusion de documents
entific research documents, whether they are pub- scientifiques de niveau recherche, publiés ou non,
lished or not. The documents may come from émanant des établissements d’enseignement et de
teaching and research institutions in France or recherche francais ou étrangers, des laboratoires
abroad, or from public or private research centers. publics ou privés.


https://hal.science/hal-01983433
https://hal.archives-ouvertes.fr

Prevention efforts, insurance demand and price incentives under

coherent risk measures

Sarah Bensalem * Nicolds Hernandez Santibanez Nabil Kazi-Tani *

January 9, 2019

Abstract

This paper studies an equilibrium model between an insurance buyer and an insurance seller, where
both parties’ risk preferences are given by convex risk measures. The interaction is modeled through
a Stackelberg type game, where the insurance seller plays first by offering prices, in the form of safety
loadings. Then the insurance buyer chooses his optimal proportional insurance share and his optimal
prevention effort in order to minimize his risk measure. The loss distribution is given by a family of
stochastically ordered probability measures, indexed by the prevention effort. We give special attention to
the problems of self-insurance and self-protection. We prove that the formulated game admits a unique
equilibrium, that we can explicitly solve by further specifying the agents criteria and the loss distribution.
In self-insurance, we consider also an adverse selection setting, where the type of the insurance buyers is
given by his loss probability, and study the screening and shutdown contracts. Finally, we provide case

studies in which we explicitly apply our theoretical results.
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1 Introduction

The fact that rational agents undertake actions to lower their risk exposure is now standard in economic

analysis. Insurance buyers can try to reduce the size of the potential claims that they face (self-insurance) or

reduce the probability of a claim arrival (self-protection).

In the particular case of health insurance, the increased knowledge of individual health state, through con-

nected devices for instance, make the efforts of risk reduction easier. Insurers themselves start to incentivize

prevention efforts: the companies John Hancock or Aetna decided in 2018 to offer connected watches or

bracelets to their clients, in exchange for their commitment to a physical activity program, whose progress is

measured by the connected device.

The first systematic study of prevention effort, in the form of self-insurance or self-protection, was made in

the seminal paper of Erlich and Becker [16]. Their comparative statics analysis showed that the following two

conclusions hold true:

*ISFA, Université Lyon 1, 50 Avenue Tony Garnier, 69007 Lyon, France. sarah.bensalem@univ-lyonl.fr,
tDepartment of Mathematics, Univerisity of Michigan, nihernan@umich.edu.
HISFA, Université Lyon 1, 50 Avenue Tony Garnier, 69007 Lyon, France. nabil.kazi-tani@univ-lyon1.fr.



(A) Market insurance and self-insurance are substitutes, in the sense that an increased insurance price
implies more prevention effort to reduce the losses size.

(B) Market insurance and self-protection can be complements, in the sense that a more expensive market
insurance entails less effort to reduce the probability of losses.

Since then, several papers tested the robustness of these results to various changes in the model (see the
paper [9] and the literature below for a short overview). The aim of this paper is to contribute to this line
of research in at least three aspects: first, we model the interaction between the insurance buyer and seller
as a game and we construct an equilibrium consisting of optimal prevention and insurance parameters for
the buyer and optimal price strategy for the seller. Second, as criteria for both market participants, we take
general coherent risk measures in the sense of [2]. And last, the impact of the prevention effort is modeled via
a family of stochastically ordered probability measures which are indexed by the prevention effort: this allows
to deal with self-insurance and self-protection as particular cases, and to give sufficient conditions so that the
conclusions (A) and (B) hold true. Let us now describe each of these aspects and the related assumptions.

Summary of the approach.

A Stackelberg game. The way that we formulate the problem is inspired by contract theory, and in
particular by the Principal-Agent problem. Indeed, we consider the insurance buyer as the Agent, whose
action is given by a vector (a,e), where « is the proportion of losses paid by the insurer and e is the effort
made by the Agent to reduce his risk. Throughout the paper, we will sometimes refer to the insurance
buyer as the Agent, and to the insurance seller as the Principal. The contract proposed by the Principal is
completely summarized in the price offered for the cover «, price which is given in the form of a safety loading
(equation (3.1)). The effort e will only impact the losses distribution, and not the losses outcome directly.
As a consequence, the choice a will be directly observable by the Principal, whereas the effort action e will
be unobservable. This unobservable action case is referred to as the moral hazard situation ([37],[24],[38]).
The problem that we consider is a one period model. Static Principal Agent problems involving moral hazard
are known to be difficult to solve (see Chapter 2 in [12] or the articles [38, 25] for a discussion on the relaxed
formulations of the problem), we are however able to completely solve the Agent’s problem in the particular
case that we deal with, thanks to the singular form of the optimal coverage «, which will be equal to either
0 or 1. Then, the remaining optimization in the variable e will be non convex, but still solvable by analyzing
the problem "locally" and then carefully pasting the solutions together (subsections 3.2 and 3.3).

As already noticed and discussed in [14], the corner type solution for the optimal coverage mainly comes from
the positive homogeneity of the criteria (see Definition 2.1) and the linearity of the insurance contract. The
linearity of the insurance contract is not a restrictive assumption: it corresponds to some contracts found
in practice, in particular in health insurance. It is also extremely common in reinsurance, where this type
of contract is referred to as "quota-share". Notice that our analysis readily extends to the relation between
an insurer (this time the Agent) and a reinsurer (the Principal), where the effort of the agent in that case
consists for instance in underwriting policy control, or in prevention campaigns for the clients.

Risk Measures. In standard contract theory literature (see [37, 24, 38, 39, 12, 10]), the formal optimization
problems consist in expected utility maximization. This is also the case in [16] and in most of the papers that
followed (|9]). In the present paper however, the criterion of both the Agent and the Principal will be given
by a law invariant coherent risk measure (see Definition 2.1). Risk measures are a popular risk assessment
tool, in particular because of the associated axiomatic analysis and its interpretation (|2, 21|). It is a common



tool in insurance and reinsurance practice, since it appears in the european regulation texts: indeed, the
quantile function, also called Value-at-Risk, is the risk measure that europeans insurers and reinsurers have
to compute, according to the Solvency II rules. Notice that the quantile risk measure is not coherent (which
was one of the initial motivations of [2]|), and it is quite often in practice compared to the Average Value-
at-Risk (AVaR), also called Tail Value-at-Risk, or Expected Shortfall (see [20] for the definitions, and the
differences between these measures). AVaR is one example of coherent risk measure, which is also a distortion
risk measure (see (2.1)).

The results obtained in this paper are valid if the risk measures used by the Agent and the Principal are law
invariant and coherent. This class of risk measures is more general than the class of distortion risk measures.
We give in Example 2.1 a class of law invariant coherent risk measures, which are not distortion risk measures.
Notice that if p is a coherent risk measure, then U(X) := —p(—X) defines a monetary utility function. Our
results can then be recast in terms of law invariant monetary utility functions, but we state them in the
language of risk measures, which is closer to actuarial practice. The general risk sharing problem has been
solved in [28], when economic agents are law invariant monetary utility maximizers, and in [35] in the case
of quasiconvex risk measures. As showed in [4] and [28], the resolution of the risk sharing problem in the
monetary case reduces to the inf-convolution of the given risk measures. In our case however, since the agent’s
effort is not observable by the Principal, we have to follow another approach, mainly the backward induction,
which consists in solving the Agent’s problem first and then solving the Principal’s problem knowing the
optimal responses of the Agent. This is doable here since, contrary to the setting in [4] and [28], we fix the
form of insurance contracts, which are linear. We refer the reader to |20, 17| for more details on risk measures

and insurance applications.

Controlling the distributions. Let us now discuss the type of loss distributions that we consider. In
the literature on the arbitrage between market insurance, self-insurance and self-protection, the losses distri-
butions are discrete, concentrated on two points: the insured suffers a loss L > 0 with probability p or no
loss with probability 1 — p, where p € (0,1). In our setting (see Section 2 for more details), we will consider
a family of random variables (Xe)ce(0,400); indexed by a prevention effort parameter e, and such that the
distributions of (Xe)ee(0,4+00) forms a family of probability measures which is decreasing for the first order
stochastic dominance (denoted FSD for simplicity), in the sense that

e1 <ey = E[f(Xe)] > E[f(Xe,)], (1.1)

for every non-decreasing function f : R — R. In other words, an increase of the effort lowers the dangerousness
of the loss, where the dangerousness is measured by the first order stochastic dominance. We will write
X < Y to say that X is dominated by Y for the FSD, also called the monotone order. We will use the

(mon)

following property of the FSD (see Theorem 2.68 in [20])

X <Y = gx(u<gy(u), Vue(0,1),
(mon)
where Gy denotes the tail quantile function associated to the distribution of X. Since we will use a family of
distributions, indexed by some prevention effort, we will assume that the effort impacts the tail quantile of the
loss distribution, in such a way that the marginal impact will be decreasing. Notice that in (1.1), we do not
make any convexity nor concavity assumption on f, this means that the situation in which the distributions
of (Xe)ee(0,400) are decreasing for the monotone convex order is included in our analysis.



Using this framework, we are able te deal with self-insurance and self-protection in a unified way. In particular,

we provide sufficient conditions for the statements (A) and (B) to hold true, as well as simple counter-examples
for (A) and (B).

We give several explicit examples of probability distributions, which are in line with standard actuarial
practice. We analyze in more details the case where, for every e, X, has a distribution given by a mixing
between a Dirac mass at 0 and a Pareto distribution with some parameter k(e) depending of the effort. For
more details on standard actuarial assumptions, we refer the reader to [6].

Related Literature.

As already mentioned above, there is a large literature on self-insurance and self-protection, and the very brief
overview that we give here is by no means exhaustive. We refer the interested reader to [22], [15] (Chapter
9) and to the paper [9], which provides a survey on the economics of prevention.

Most of the literature focuses on the case where the loss distribution concentrates on just two points, 0 (no
loss) and some loss level L > 0. Some contributions already extended that simple framework: [26], [40], [29],
examine the effects of agents’ risk preferences on their optimal effort, for more general loss distributions, in
particular for distributions satisfying the so-called single-crossing property. This property is also used in the
paper [3], that provides sufficient conditions on the utility functions and on probability distributions, allowing
to obtain comparative statics results.

In the case where the agent is subject to both self-insurance and self-protection activities, [33| studied the
case where the loss distribution concentrates on N points, with N > 2. The author showed that even if
the marginal reduction of a loss dominates the marginal increase of the effort’s cost, more risk averse agents
do not necessarily exert more effort: he provides a sufficient condition on the probability distribution for
this result to hold true, this condition is comparable to the one we obtain in subsection 5.2 for statement
(A) to hold true. [36] analyzes the interaction between self-protection activities, prudence and risk aversion,
under the assumption that a change in the level of self-protection is not mean preserving, but rather mean
utility preserving, for any utility function. [8] considers random vectors instead of one-dimensional random
variables. The marginal distributions are still bi-variate, and the effect of the dependence structure between
the marginals on prevention decisions is studied.

In all these papers, agents maximize their expected utility. Several authors studied the robustness of assertions
(A) and (B), or the relationship between risk aversion and prevention efforts, when agents use other criteria.
[30] considered the class of Rank Dependent Expected Utilities (RDEU), in which agents can distort the
probabilities, i.e. over or underweigh certain loss probabilities. In the language of risk measures, in the
RDEU framework, an agent facing a risk X minimizes the quantity p(u(X)) where p is a distortion risk
measure (see (2.1)) and u a non-decreasing and concave utility function. It is shown in [30] that more risk
averse agents exert more self-insurance effort. In [18], self-protection activities in a health insurance context
are studied, in a RDEU framework, with non concave distortions. When RDEU is considered in the particular
case of u(x) = x, we obtain the so-called Yaari’s Dual Theory (DT). [7] analyzed the interaction between
market insurance, self-insurance, and self-protection in the DT framework, and proved that the main results
of [16] carry over to that case. Let us mention the papers [32] and [5], that focus on the relation between risk
aversion and the Willingness to Pay (WTP) for general risk preferences (RDEU in the case of [5]).



Main contributions.

The current paper extends the problems of self-insurance and self-protection to the case of a Stackelberg
game between the insurance buyer and seller, under law invariant coherent risk measures, and in a situation
of moral hazard. We prove that the formulated game always admits an equilibrium that we characterize.
The focus lies on the impact of an increased price on optimal insurance demand and prevention effort. We
give emphasis to the fact that whether statements (A) and (B) hold true or not essentially depends on the
relative impact of the effort on the losses distribution through the risk measure and on the price (Assumptions
3.1 and 3.2).

The methodology described in this paper can be applied to a large class of insurance claim distributions. To
illustrate this, we analyze in detail the case of the Pareto distribution, which is standard in actuarial science
and we give some insight about the case of discrete distributions, which is standard in insurance economics.

Structure of the paper

Section 2 discusses the problem and our main assumptions. In Section 3, we completely solve the buyer
problem. Section 4 is dedicated to the seller problem and Section 5 illustrates the proposed methodology in
particular cases, where we specify the claim distribution family and the class of risk measures. Finally, we
show in the Appendix that the form of probability distribution that we consider can be used as a proxy for
the Compound Poisson distribution, which is common in actuarial models.

2 Model and Assumptions

Let (€, FF,P) be a fixed probability space. For a given random variable X, Fy denotes its survival function
defined by Fy(x) := P(X > ) and gy denotes its tail quantile function, defined as the inverse of Fy:

Gx(u) :=inf{z e R | Fx(x) <u}.

We assume that the insured can make some effort, modeled by a parameter e € RT, in order to reduce
its losses, or the probability to suffer losses. Our assumptions allow us to deal with self-insurance and self-
protection in a unified way, using stochastic orders. Let us introduce the probability distributions of insurance

claims in more details.

The losses distributions. Let (Xe).c[0,+o) be a family of non-negative random variables, representing
losses, such that the distributions p. of X, are decreasing for the FSD. In particular, this implies that
for each v € (0,1), the function e + gy, (u) is non-increasing. To simplify the notations, we will write
Q(u,e) := Gy, (u). We also assume that the marginal impact of the effort is non-decreasing.

Assumption 2.1. For every u € (0,1), e — Q(u, e) is a convex function.
The objectives. We choose to model the interaction between the insurance buyer, that we will refer to as
IB, and the insurance seller, called IS, as a game in a sequential form: IS plays first by offering prices, then IB

plays second by choosing his optimal insurance cover and his optimal effort parameter. We assume that both
players minimize a law invariant coherent risk measure, whose definition is recalled below for completeness.

Definition 2.1. p: L' — R is a law invariant coherent risk measure if

1. p is monotone, in the sense that X <Y almost surely implies that p(X) < p(Y).



2. p is cash-additive: Ym € R, p(X +m) = p(X) + m.

3. pis convex : For each X and Y in L' and for all X € [0,1], p(AX + (1 = N)Y) < Ap(X) + (1 = A)p(Y).
4. p is positively homogeneous: VA € RT, p(AX) = A\p(X).

5. p is law-invariant: X Ly implies that p(X) = p(Y'), where 2 denotes equality in distribution.

If p satisfies conditions 1. to 4. in Definition 2.1, then it is called a coherent risk measure, as introduced in
[2]. For more details and properties of risk measures, we refer the reader to [20| (Chapter 4). An important
class of law-invariant coherent risk measures is given by the distortion risk measures, defined by

1
p(X) = /0 G () dip (), (2.1)

where 1 is a distortion function, i.e. a non-decreasing function from [0,1] to [0,1] such that ¢(0) = 0 and
(1) = 1. If the probability space (£2, F,P) has no atoms, then one can prove that a risk measure of the form
(2.1) is convex if and only if the distortion function 1 is concave.

Example 2.1. Let us give an example of coherent risk measure which is not a distortion risk measure:
p(X) := E[X] + SE[(E[X] — X)*]¥P, §€(0,1), 1<p<-+oo,

satisfies all properties of Definition 2.1, and cannot be written in the form (2.1). We refer the reader to [28]
(Section 3.4) for more details on the so-called semi-deviation risk measure.

Lemma 2.1. Let p be a risk measure satisfying the properties 1,2,3 and 5 in Definition 2.1. If the distributions
of (Xe)ego+00) Satisfy Assumption 2.1, then the function e — p(Xe) is convez.

Proof. Assume first that p takes the form given in (2.1), which we can write as

1
p(X.) = /0 Qus, )dip(u).

Since e — Q(u,e) is convex, then e — fol Q(u, e)dy(u) is also convex. Now, if p is a general risk measure
satisfying 1,2,3 and 5 in Definition 2.1, by Theorem 4.62 and Corollary 4.78 in [19]|, we have the following
Legendre-Fenchel type representation:

px) =swn{ [ i () (u) - v}, (22)

where the supremum is taken over all concave distortion functions ¢ and where

1

1) = s { [Cavtas (23)
vea, Lo

with A, := {Y € L!| p(Y)) < 0}. Notice that to be able to apply Corollary 4.78 in [20], we need a continuity

property of p (the so-called Fatou property), which is automatically satisfied by Theorem 2.1 in [27]. By

(2.2), the function e — p(X,) is a supremum of convex functionals, and hence it is also convex. O

Remark 2.1. The previous Lemma entails that e — p(X.) is continuous. From representation (2.2), the
map e — p(Xe) is also non-increasing and we have p(X.) > E[X,] > 0.

Remark 2.2. For the particular distortion function ¥(u) = u, the risk measure defined in (2.1) reduces to
p(X) = E(X). Then by Lemma 2.1, we have that e — E(X.) is a continuous, non-increasing and convex
function.



The sequential game. As mentioned above, we model the interaction between IB and IS through a game,
where IS plays first and IB plays second. We solve this game using a backward induction argument.

We assume that IB has an initial wealth denoted wy and that he is facing a risk with loss X, for which he
subscribes to a proportional insurance contract with IS. In this insurance program, he chooses his level of
insurance denoted a € [0, 1] and he pays a premium denoted II. The prevention effort ¢ € Rt made by IB
has a monetary cost c(e), where ¢ is a non-decreasing and strictly convex function.! We suppose that IB uses
a law-invariant and coherent risk measure p;. The goal of IB is to minimize the risk measure associated to
his total loss, which is given by:

Li(a,e) := p1(1 — a) Xe + H(aXe) + c(e) — wp).

Using the positive homogeneity and cash-additivity properties of p, we obtain that IB’s objective function
simplifies to
Ly (O‘a 6) = (1 - a)Pl(Xe) + H(aXe) + C(e) — Wo-

Therefore IB wants to solve the following optimization problem:

i ’ | 24
(ave)E[ég]x((]’OO) 1(047 6) ( )

Remark 2.3. From this point forward, we consider the initial wealth wgy to be equal to 0. This is without loss
of generality, by the cash-additivity of p1.

On the other hand, IS wants to find the best premium for the insurance coverage that IB is willing to accept.
We suppose that IS uses a law-invariant and coherent risk measure ps and her goal is to minimize her risk
measure associated to her loss, given by

Lo(T0) := pa(a* Xer — (a0 Xex)),

where o and e* are functions of the premium II and correspond to the insurance demanded by IB and the
effort he performs under it. Therefore, IS solves the following optimization problem

inf Ly(I), (2.5)

where the set of premiums over which IS optimizes will be specified in the next section.

3 The insurance buyer’s optimization problem

3.1 Optimal insurance cover

We start the resolution of IB’s problem by studying his optimal insurance coverage. In the literature this
coverage is either equal to 0 or 1 (see [7], [34], [41], or see [14] for empirical results). In the following
Proposition, we give a sufficient condition on the pricing functional IT under which the optimal value for « is
either 0 or 1.

Proposition 3.1. Assume that 11 is positively homogeneous
IIAX) = MI(X), VA>0,

then the optimal insurance coverage o only takes the values 0 or 1.

'If ¢ is merely convex, all our analysis holds true by choosing the smallest effort realizing the minimum when needed.



Proof. By our assumptions, we get that the objective function L; is linear in «, since
Li(a,e) = (1 — a)p1(Xe) + oII(Xe) + c(e).

So the optimal insurance demand only depends on the sign of II(X,) — p1(Xe), and is given by

o (e) = 1 ifeeZ
] 0 ifeeN :=1I¢

where Z := {e € RY| II(X,) < p1(X.)}. O

In other words, the optimal coverage will be the full insurance coverage a* = 1 when the price asked by the
insurer is lower than the risk associated to the claims distribution, and it will be 0 otherwise.

In the actuarial science literature, various premium functionals are analyzed (see [31] or [13]). One standard
example is the safety loading:

(X) = (1 + 0)E[X], (3.1)

where 0 is a non-negative parameter. In this case, 7 := {e ERT|1+6< plé[())(ie])}. For § = 0, this is the

so-called pure premium principle.

Another example is the standard deviation principle:
II(X) := E[X] +70ox,

where ox denotes the standard deviation of X and « is a non-negative parameter. In this case we have
7:= {e ERT|y < p1(Xe)=B[Xe] }

OXe

Remark 3.1. The safety loading and the standard deviation principles are two ways to compute premiums
that satisfy the positive homegeneity property given in Proposition 8.1. If this property is not satisfied, then
one can find an interior solution o € (0,1) for the optimal insurance coverage. In the paper [14], the authors
avoid corner solutions in two ways: by considering a non linear contract with a deductible, or by introducing a
source of background risk. In our case, we could consider a premium functional II which is not homogeneous,
and introduce interior solutions this way, even in the case of a single insurable source of risk. An example of
such functional II is the variance principle II(X) := E[X] + pV(X).

Remark 3.2. Notice that for Proposition 3.1 to hold true, we only need py to satisfy the properties 2 and 4
of cash-additivity and positive homogeneity of Definition 2.1.

Throughout the rest of the paper, we assume for simplicity that II(X) = (1 4+ 6)E[X], with § > 0, but our
results can be generalized to other insurance pricing functionals. Recall that IB demands (full) insurance,
that is a*(e) = 1, if e € Z and IB demands no insurance, that is o*(e) = 0 if e € N/, where

T .= {66R+]1+9<p1é[(§:])}.

Let us define then the following function G and state our main assumption on it, that says how the effort

impacts the risk and the price of insurance (represented by the expectation, given the safety loading premium).

Gle) = . (3.2)




In this paper we assume the function G is monotonic, which gives two different cases that we study separately.
We first assume that G is non-increasing, which is a natural economic assumption, since it means that an
increased effort has a bigger impact on the risk than it has on the price: we analyze the self-insurance
problem under this assumption. Then, in subsection 3.3 we assume that G is non-decreasing: we prove that
this assumption is always satisfied in the self-protection case. In both cases, we will solve completely the
problem of IB and discuss the veracity of statements (A) and (B) mentioned in the Introduction.

3.2 Non-increasing G

As discussed in Section 2, suppose that the agent can exert an effort to reduce the risk that he is exposed
to. In this subsection, we assume that an increased effort has a bigger impact on the risk than it has on
the price. We will prove next that for any model satisfying Assumption 3.1 below, the statement (A) of the
Introduction holds true, i.e. less market insurance translates into more prevention effort.

Assumption 3.1. The function G defined in (3.2) is non-increasing, or equivalently

pl(Xez) < E[Xez]
pl(X€1) o E[Xm].

We already know that the functions e — E[X.] and e — p(X.) are non-increasing and convex. The assumption

e1 < ey =

above asserts that the effort impact is bigger on the risk measure p; than it is on the expectation. This
assumption is satisfied in various models of self-insurance, which is the main example we have in mind,
although the analysis we develop and our results are more general.

Example 3.1. Consider the distribution of the loss random variable X, given by
Px, = (1 —p)ogoy +p Py,, (3.3)

where 0 < p < 1, Py, denotes the distribution (controlled by IB) of a positive random variable, and 50}
is the Dirac mass at 0. As shown in Section 5.1, when the random wvariables Y, are Pareto distributed,
Assumption 3.1 is satisfied. We also mention the cases where the random variables Y, have a Fréchet, Weibull
or Log-Normal distribution, as other standard examples in which Assumption 3.1 is satisfied.

We proceed now to solve the problem (2.4) of IB, consisting in the minimization of the functional L;. For
fixed e, we already solved the problem of minimizing L; in alpha. For fixed a, we know from Lemma 2.1 and
Remark 2.2 that
Li(a,e) = (1 —a)pi(Xe) + (1 + O)E[X] + c(e),

is convex, as the sum of three convex functions. Notice now that the function e — Lj(a*(e), €) is not convex,
so its minimization is not straightforward. However, we can take advantage of the fact that a* only takes the
values 0 and 1 to study Lq(a*(e),e) separately on the sets NV and Z, on which it is a convex function, and
then compare the local minima on A and Z to get a global minimum.

Define Ly and LY as follows, for e € R¥,

Ly(e) := p(Xe) + c(e),

Li(e) := (1 + O)E[X,] + c(e).
Ly and L% are convex and such that

Ly(e), ifeelN,

Li(a*(e),e) = { L%(e), ifeel.



Lemma 3.1. There exists eg € RT such that N and I are two intervals of the form

N = (eg, +00),
Z =10,eq].

Proof. We already know from Lemma 2.1 that both functions e — p;(X.) and e — E[X,] are continuous.

Also, since X, has finite expectation, G(e) = % is continuous and non-increasing. We can define its right

continuous inverse G~!(y) := inf{e € RT| G(e) < y} and
eg =G (1+0). (3.5)

Notice that G(eg) = 1 + 0, since G is continuous. Then by definition, for every e < ey, G(e) > 1 + 6, which
means that e € Z and for every e > ey, G(e) < 1+ 6, which means that e € N. O

Let us now study the function L%. It is a continuous and strictly convex function, that goes to +oc as e tends
to +00.2 So it has a unique minimizer on R* that we denote e;(#). The following Proposition identifies the

local minimizer of Lg on the set Z.

Proposition 3.2. Suppose that e — E[X.] and e — c(e) are differentiable. There exist constants 6y < 0r
such that

(a) <0 —> argmin LY = {e;(6)}.
I

(b) 0 <0 = argmin LY = {eq}.
I

Moreover § < 0y = er(0) = 0.

Proof. For simplicity, we will write E(e) := E[X.]. Since the random variables (X.).cg+ have finite
expectation, the function LY is finite at e = 0. Its right hand derivative d%L%(O) is well defined and
d

—1%0) > f < —
T 7(0) >0 <= 0 <

¢(0)
E'(0)

— 1 =0, (3.6)

In that case, L% is non-decreasing at 0, and by convexity it is non-decreasing everywhere, so its minimum is
attained at e = 0. Notice that for the constant 6y to be well defined, we need that E’(0) # 0. If this is not
the case, then d%L%(O) = (0) > 0 and the function LY is non-decreasing for any 6 € R.

We analyze now the case where 6 > 6y. This entails that the function L% is decreasing at 0. Therefore, the
minimizer e;(6) of LY on RT is an interior point characterized by

(er(0))

1+H:_7E’(61(0))'

(3.7)
Let us prove that 6 — e;(6) is non-decreasing. Indeed, the function e — ¢/ (e)ET—(le) is non-decreasing, being
the product of two non-negative non-decreasing functions. Since 1+ 6 is obviously increasing with 6, (3.7)
implies that e7(6) is non-decreasing with 6.

2Since L%(e) > c(e), and c(e) being non-decreasing and strictly convex, we have 1121 c(e) = +oo.
e—r+00
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Notice that since the function e s 24&¢) is non-increasing, 6 — ey is non-increasing. Notice also that since
E[X.] g, g

pﬁ[(;{(:]) > 1 for every e in R, when § = 0, Z = R and eg goes to +o0o when # tends to 0. Thus the following

constant 05 is well defined:
Or :=inf{ > 0| ey < e;(0)}. (3.8)

Said otherwise, if # is greater than 6;, then the global minimizer e;(6) lies outside of the set Z, and if 6 is
lower than 67, e;() € Z. In particular, § < 6; implies that the local minimizer of L% on Z is given by e7(6).
On the other hand, when 6 > 6;, then the restriction of L% on Z is non-increasing, and its local minimizer is
given by the bound ey. To conclude the proof, notice that 6y < 67, since for e;(6) to be greater than ey (or
even to be greater than 0), the function L% has to be decreasing at 0. |

Let us now study the local minimizer of L on the set N'. The function Lys(e) = p(X.)+c(e) is non-negative,
strictly convex and coercive. Therefore it admits a unique minimizer on R*, that we denote ey.
Proposition 3.3. There exists a positive constant O such that

(a) 0 <Oy = argmin Ly = {eg}.
N

(b) 0 >60n = argmin Ly = {en}.
N

Proof. We know that 6 — eg is non-increasing. Define then?

On :=1inf{0 > 0] ey < en}. (3.9)
Then 6 > Oy implies that ey € N. If # < Oy, then Ly is non-decreasing on N, and its minimizer is given

by the boundary point ey. O

There remains to determine the global minimum of the function e — L;(a*(e),e) defined in (3.4). This can
be done by carefully analyzing the dynamics of e;(#) and ey as functions of §: this is what we do in the proof
of the next result.

Theorem 3.1. Let e* := argmin L (a*(e), e) be the global minimum of the function e — Li(a*(e),e). There

e
exists a positive constant Op; such that
(a) 0 <Oy = e*=er(0).
(b) 0 >0y — e =ey.
0y represents the maximum value of the safety loading such that the insurance buyer accepts to enter the
contract and pay the price given by (1 + 0a)E[X, (g,,)]. For & > 6, he chooses not to buy any insurance
and exerts the optimal effort ey.

To prove Theorem 3.1, we will need the following Lemma.

Lemma 3.2. There does not exist any 6 > 0 such that

en < ez(f) < ep. (3.10)
3The fact that O is finite is proved in Step 1 of the proof of Lemma 3.2 (see (3.11)).

11



Proof. Step 1: We first prove that there exists # > 0 such that
ep < en. (3.11)

By assumption, the expectation E[X,] is finite for every e > 0. This does not imply the finiteness of the risk
measure values p(X.). Thus, if e — p(X.) is not finite everywhere, we define the minimal effort ey, such
that the agent will never exert an effort less or equal to that value, in other words:

emin = inf{e > 0] p(Xz) < 400, Vé > e}. (3.12)

In particular, p(Xe, . ) = +o0o and p(X.) < 400 for each e > epin. If e — p(Xe) is finite everywhere, we
define ey := 0. Let us show that eniy, < ey. Indeed, if p(X,, . ) = +00, since ey is the global minimizer of
e — p(Xe) + c(e), we have ey > epin. If emin = 0, the inequality is also satisfied since ey > 0 by definition.
Since, also by definition, ey converges to emin as 0 goes to +00, we obtain that for a large enough 6, the
inequality (3.11) is satisfied.

Step 2: Let us assume the existence of § > 0 satisfying (3.10).

Since the function € +— e;(#) is non-decreasing and 6 — ey is non-increasing, and by inequality (3.11), we
have the existence of 6 larger than 6 such that

eny < ep < 6]((9). (3.13)
By the definition (3.5) of ey, we have
Lar(e) > L% (e), Ve <ey and
Ly(e) < LY(e), Ve > ey.

In particular, using (3.13), we get La(en) > L% (en) and Ly(er(0)) < L%(es(0)), which is impossible since
ey and er(6) are the respective global minimizers of Ly and L% This proves the claim of the Lemma. O

Remark 3.3. The economic interpretation of the previous Lemma is quite natural: it says that for prices not
too high (safety loadings not too high), the agent cannot be fully insured and exert more effort than when he
has no insurance.

Proof. [of Theorem 3.1] On one hand, since p(X.) > E[X,] for every e > 0, ey converges to G—1(1) = +oo
as 0 approaches 07. On the other hand, notice that e;(0) < ey, since the reverse inequality is impossible by
Lemma 3.2. Recall the definition (3.9) of the constant 6. So the situation for # small enough (0 < fy) is:

6[(9) <en < eg. (3.14)
Furthermore, by (3.11), there exists 6 large enough (6 > 0x) such that
6[(9) < € < EN. (3.15)

Notice that in the case where there exists 6; such that e;(6) > ey for every 6 > 67, then we have Oy < 6,
since the reverse inequality would imply the existence of § such that ey < e;(0) < e, which is not possible
by Lemma 3.2. So the inequalities (3.14) and (3.15) are the only possible dynamics for these effort levels, as
functions of 6.

In the case where 6 < Oy, both e;(0) and ey belong to the set Z, so the global minimizer of L is given by
er(0).

12



When 6 > 0, we need to compare L% (e;(#)) and Lys(en). Let us prove that 6 +— L% (e;()) is non-decreasing.
To this end, let 0 < 0; < 6y, the fact that e;(6;) is the global minimizer of L%l gives (recall the notation
E(e) :=E[X,]):
LT (er(61)) = (14 61)E(es(61)) + cer(61)) < (1 + 61)E(es(62)) + c(er(62))
< (1+ 62)E(er(62)) + cler(82)) = L (er(62)).

Thus we can define 6,7 by
Onr == inf{6 > 0| L%(e1(0)) > Lar(en)}.

Then the conclusions of the Theorem hold true by definition. O

To conclude this section, let us state the following Corollary of Theorem 3.1, which says that in self-insurance
statement (A) from the Introduction is always true. An increase in the premium leads to an increase in
the effort, as long as the price is attractive for IB. This holds because by Lemma 3.2, the situation where
en < er(f) < eg cannot happen.

Corollary 3.1. The optimal effort e*(6) is a non-decreasing function of 6.

Notice that the optimal effort €*() is not a continuous function of 6: it has a jump at the point § = 6, and
this function becomes constant (equal to ey) after 6.

3.3 Self-Protection

In the previous subsection, we made the Assumption 3.1 stating that the impact of an increased effort is
bigger on the risk measure than it is on the expectation. This assumption implies that the conclusion (A) of
the seminal paper of Ehrlich and Becker [16] is satisfied. We study now the remaining case where the function
G is non-decreasing, and prove that in that case, conclusion (B) always holds true. This will be the case for
any model of self-protection, in the form (3.16) described below.

Assumption 3.2. The function G defined in (3.2) is non-decreasing, or equivalently

E[Xe,]
E[Xe,]

e1 <e — >

An example of such a situation, is the one in which the insurance buyer controls his loss probability by

exerting an effort e on it. More precisely, let the probability distribution P, of the random variable X, take
the following form

P, := (1 —p(@))é{o} +p(€)PY7 (316>

where e — p(e) is a decreasing function, Py denotes the distribution of a positive random variable Y, and
df0y is the Dirac mass at 0. In other words, the loss random variable X, is strictly positive with probability
p(e), in which case its value is given by Y, and takes the value 0 with probability 1 — p(e).

Lemma 3.3. Assume that the loss distribution has the form (3.16) and p1 is a law invariant and coherent
risk measure. Then Assumption 3.2 is satisfied.
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Proof. Let us first suppose that p; is a distortion risk measure in the form of (2.1), with a concave distortion
1. We get then:

1
m@Q=A@MWWW%

_ /Op(e) Gy <pZ“‘e)> dib(u),
=p(e) /01 gy (v) dv(p(e)v) dv.

Since E[X.] = p(e)E[Y], we have

p(Xe) [y Gv(v) dp(ple)v) dv
E[X.] E[Y] '

pﬁ[()é) is non-decreasing, which in turn implies that

The concavity of 1 implies that the function e +—»
Assumption 3.2 is satisfied. In the case where p; is a general law invariant coherent risk measure, using the
representation (2.2) and the same computations as above, we get:

iy P {Jo av(v) duple)o) dv — () }
Bl E[Y] ;

where the supremum is taken over all concave distortion functions v, and where (7)) is defined in (2.3).

p1(Xe)
E[Xe]

is also non-decreasing. O

Since for any fixed concave 9, e — fol gy (v) dy(p(e)v) dv is non-decreasing, we can conclude that e —

This result says that when only the loss probability is controlled, then the impact of the effort is bigger on
the price (the expectation) than it is on the risk. As it will become clear from the next results, this implies
that there are situations in which an increase in the insurance price leads to less effort to reduce the loss
probability, that is the well known conclusion (B) of [16].

Remark 3.4. Given the particular form (3.16) of probability distributions corresponding to self-protection,
Assumption 2.1, which ensures that e — p1(X,) is convex, says in this setting that e — qy(ﬁ), 0 <u<p(e),
is convex. This is the case, for example, if u — Gy (u) and e — p(e) are both concave.

In the case of distortion risk measures, we can provide a sufficient condition for the convexity of e — p1(X.),
which is independent of the distribution of the random variable Y. This is the purpose of the next Lemma.

Lemma 3.4. Assume that py is a distortion risk measure (see (2.1)) with a distortion function 1 such that
e — Y [p(e)] is convex. Then both functions e — p1(X.) and e — E[X,] are convex.

Proof. To prove the convexity of e — p1(X,), we write
+oo +oo
p1(Xe) = ¥ (P(Xe > x)) do = ¥ [p(e) Py ((z, +-00))] da,
0 0

which is convex, since by the assumption of the Lemma, e — ¢ [p(e) Py ((z,+00))] is convex for any x > 0.
The particular case ¥ (z) = z gives that e — E[X] is convex. O
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Remark 3.5. A standard assumption in insurance economics is that e — p(e) is convex (see [9] for instance),
which means that an increased effort leads to a decrease in the loss probability p(e), with a decreasing marginal
impact of the effort. In particular, this implies that the objective probabilities P(X. > x) = p(e) Py ((z, +00))
are also decreasing and convex. The assumption in the previous Lemma entails that the subjective probabilities
Y(P(X, > x)) are also decreasing in a convex way. Notice that the assumption that ¥ o p is conver is also
needed in [7]. In Subsection 5.1.2, we provide classes of distortion functions and of maps e — p(e) satisfying
the assumption of the previous Lemma.

We proceed now to solve the problem of IB. By Lemma 3.3, the sets A" and Z take the form

N = {e € (0, +00) such that (14 6) > /;é[());:])} = (0, ep), (3.17)
T := {e € (0,+00) such that (14 6) < [E[(jé;)} = (eg, +0). (3.18)

where ey := inf{e € R | plé[))((ﬁ) > 146}

We know that for all e < +oo, E[X.] = p(e)E[Y] # 0 (since Y is positive a.s.) and from Remarks 2.1 and

2.2 (or from Lemma 3.4), we know that the functions e — p1(X.) and e — E[X,] are continuous. We have
that e — p]é[())(( e}) is continuous hence ey is the solution to the equation pﬁ[())((e]) =14 6. So ey is defined as the

generalized inverse of e — plé[(X e}) — 1, which is non-decreasing, therefore eg is a non-decreasing function of 6.
€

We proceed now with a similar analysis to the one developed in Section 3.2, based on finding the minima
of the functions L and L% on their respective domains and compare them properly. Recall that Lxs(e) =
p(Xe) + ce) and Li(e) = (1 + 0)E[X,] + c(e).

On the set N

Since Ly is convex, non-negative and coercive, it admits an unique minimizer on R™ that we denote ey.
Since the random variables (X.).cg+ have finite risk measure, the function Ly is finite at e = 0, the right
hand derivative 9 Lxs(0) is well defined and we can suppose without loss of generality that it is non-positive.

Proposition 3.4. There exists a positive constant Oy such that
(a) 6 < On —> argmin Ly = {eg},
(b) 0 > 60N = argmin Ly = {en}.

Proof. We define Oy :=inf{ > 0| eg > en}. Since 6 — ey is a non-decreasing function, from the definition
of O, 0 > Oy implies that ey € N therefore ey is the local minimizer of Ly on N. If § < 6y then Ly is
decreasing on N which means that its minimizer is given by the boundary point eg. O

0 On 0

Figure 1: Local minimizer of Lxr on the set A, as a function of 6.
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On the set 7

Since LY is a convex, coercive function it admits an unique minimizer on R* that we call e;(d). We will
denote it ey when no confusion can arise. The same argument as in the proof of Proposition 3.2 gives that e
is a non-decreasing function of 6. Different from the previous section, in this setting there is no obvious way
to compare ey and ey with respect to the values of # because both efforts are non-decreasing functions of 6.

Global minimum

We recall that on N we have p;(X.) < (1 + 0)E[X,] and on Z we have the reverse inequality. Therefore we
can distinguish six possible cases concerning the order of e;, e and ey depending on the value of 6

(a) eg < ey <en, (c) en <er < ey, (e) eg <en <Zey,

(b) e; <eg <ep, (d) er <en < ey, (f) en <eg<es.

In the next Proposition, we prove that case (b) is not possible and we solve case (a).
Proposition 3.5. Ifer < ey and ey < ey then eg < ey and the global minimum of Ly is ej.

Proof. Let us prove this Proposition by contradiction. Suppose e; < ey, since e; is the minimum of the
convex function hence L% is non-decreasing on [eg, +00) so 97 L% (ep) > 0. Moreover from the definition of
the sets A" and Z we have that 9} Ly(ep) > 97 L% (eg) > 0 and 9, Lr(eg) < 9, LY (eq). Since Ly is convex
in ey this means that ey < eg.

We proved that if e < en and eg < ey then ey < ey so ey and ey belong to the set Z. Moreover we know for
all e € Z, LY%(e) < Lys(e) therefore L% (es) < Lar(ey). This means that e; is the global minimum of L;. O

Remark 3.6. The last argument of this proof let us conclude also for the case (e). Indeed, in this case ey
and ey belong to the set I therefore the same argument applies and ey will be the global minimum of L.

The cases (c¢) and (d) are adressed in the Proposition that follows.
Proposition 3.6. Ifey < ey and e < eg then the global minimum of L1 is en.

Proof. If ey < ey and ey < eg, then ey and e; both belong to the set N'. Moreover, for all e € N we have
L%(e) > Lys(e), which implies L& (es) > Las(er) > Las(en), since ey is the global minimum of L. So we
can conclude that ey is the global minimum of L;. O

The Theorem that follows addresses the last case (f).

Theorem 3.2. There exists a positive constant 0p; such that
(i) If en < eg <er and 0 < 0y, the global minimum of Ly is e;.
(ii) If en < eg < ey and 0 > Oy, the global minimum of Ly is ep.

Moreover we have the following inequality
HN S 0M7

where O is defined in Proposition 3.4.
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Proof. Notice that for all effort e, the objective function L% as a function of 6 is non-decreasing. Indeed,

01 < O <= (1+0)E[X.] + cle) < (14 02)E[X.] + c(e) <= LI (e) < L% (e) Ve. (3.19)
In particular for e = e7(6), L%(er(6)) is non-decreasing with 6.

Since Lar(en) is independent of 6 and since in the absence of loading factor it is better to have full insurance
coverage than no coverage, that is L% (e;(0)) < Lar(en), we define 6y := sup{f > 0 | L%(e;(0)) < La(en)}.
By the definition of s, (i) and (i7) hold true.

Let us prove that 6y > 05 by contradiction. Suppose that Ox > 0a; and let 6 be such that Oy > 0 > 0,,.
By the definition of these two constants we have that ey < ey and L%(e;) > La(ey). This is not possible,
since the global optimality of e; and the point ey belonging to Z imply L& (e;) < L (en) < Ly(en). O

We can summarize the results of this section by the graphics that follows

a*=1 a*=1 a*=0

e =eg e =eg e =en

0 On O 0

Figure 2: Optimal effort with full insurance coverage depending on the value of 8: comparisons.

0 01 0
Figure 3: Optimal effort with full insurance coverage depending on the value of 6: final results.

Let us conclude this Section with the following Corollary stating that statement (B) holds true in the case of
self-protection. The behavior of the optimal effort e*(#) is very similar to the one described in [30] and [7].

Corollary 3.2. The map 0 — e*(0) is non-decreasing for 6 < Opr. It becomes constant, equal to ey, for
0 > Opr. It has a jump at 0 = Oy equal to ey —er(0ar). The cases (c), (e) and (f) described above imply that
this jump can be negative, from which we deduce that statement (B) holds true.

4 The insurance seller’s optimization problem

We now move to the problem of IS, which consists into finding the best premium for the insurance coverage
that IB is willing to accept. Recall that IS uses a law-invariant and coherent risk measure po and her goal is
to solve problem (2.5). Since we are considering safety loading premiums, the problem of IS reduces to

migleiﬂxgnze o*(0) (p2(Xer(9) — (1 + OE[Xex(p)]) -

+

Remark 4.1. In a standard Principal-Agent relationship, it is assumed that the agent accepts only contracts
for which his utility (loss) is greater (less) than some reservation value Ry, representing the utility (loss) he

can guarantee under some outside option. However, this feature is endogenous in our model, since IB is free
to choose a* = 0 when the contract does not seem convenient for him.
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4.1 Solving the problem of IS

In this section we describe the general methodology to solve the problem of IS. This analysis applies to both
the self-insurance and self-protection type of IB, described in subsections 3.2 and 3.3.

We know that under Assumption 3.1 or 3.2, there exists a positive constant 6y such that o*(0) = 1p¢(o,0,,]-
Given the form of the objective function of IS, her problem is reduced to a minimization over a compact set.
minimize  p2(Xc,(9)) — (1 + O)E[X,, 0] (4.1)

GE[0,0N[]
Therefore, we have by continuity the existence of an optimal loading factor 8* which minimizes the risk

measure of the loss of IS. Moreover, if the functions involved are smooth enough (which is the case in most
of the models studied in the literature), we can characterize §* as the solution to the following system

0 0 Oer (0
(aep2(X8[(0)) - (]. + g)ae]E[XeI(e)]> a]é ) = E[Xej(g)] - >\7
A6 — 0ar) = 0,

where A > 0 is a KKT multiplier associated to the constraint 8 < 6.

Not much more can be said about IS’s problem, without specifying a particular model. In Section 5.1, as an
application, we solve explicitely the problem of IS in the Pareto case.

4.2 Adverse Selection

As an extension of the problem of IS, suppose now a situation in which there are two types of IB in the
population. Let us assume directly that the losses have the form (3.3), and the difference between the types
of IB is the probability p of having a loss.

More precisely, let p, > p, and let us refer to the two types of IB as the good type and the bad type. Then
the distribution of the losses for IB of good and bad type are respectively

P?:= (1 - pg)dsoy + pgPv.,

Pf =(1-— pb)é{o} + Py,

We assume the type of a particular IB is private information. When asking for insurance, IS does not know
what is the type of IB but only the distribution of types in the population: with probability 7,4, the IB that
she is interacting with is of good type and with probability 7, he is of bad type.

In this setting, we will consider two different problems that may be of interest for IS, the shutdown problem
and the screening problem. As explained for instance in [11, 23], the difference between these two problems
lies on whether IS wants to sign contracts with the IB of bad type, so they are defined by different optimization
programs.

Shutdown problem

In the shutdown problem, IS wants to provide insurance only to the good type of IB, because of the low risk
probability p, of suffering a loss compared to pp. In other words, IS wants to exclude the bad type of IB and
sign a contract only with IB of good type. IS chooses then a premium that will be rejected by IB of bad type
and will only be accepted by IB of good type.
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Given any loading factor 6 > 0, denote by (o (6), e;(6)) and (a3(0), e;(0)) the optimal level of insurance and
effort chosen by IB of good and bad type respectively. The shutdown problem is given as follows

minimize - pp(Xey(9)) — (1 + O)EXe; 0)]

s.t. ap(f) =0,
ay(0) = 1.

In Section 5.1, we approach the shutdown problem of IS in the Pareto case.

Screening problem

In the screening problem, IS is willing to contract both types of IB and differentiate them by designing
simultaneously two premiums, one for each type. Since IB’s type is private and he could claim being of
any type, IS will design a menu of premiums satisfying the so—called truth—revealing property, that is to say,
providing incentives to IB for choosing the contract made for his respective type.

Denote by LY and Lll’ respectively the risk measures associated to the total loss of IB of type good and bad.
The screening problem faced by IS is given as follows

nt e (2(Xega,) — (10X 0,)]) + i (2(Xeg o) = (4 B)E X)), (42
L (0 (65). €5(6,)) < L (05(00), €5(6))
such that 1ATgA\r g =g\l ) = AT 0 Ry ’ 4.3
{ L5(0}(6,). €} (06)) < Lt (0} (0). € (0,), (43)
ax(f,) =1
g\"9g ’
and such that{ af(0h) = 1. (4.4)

Constraint (4.3) states that whatever the type of IB is, he does not have any incentive to lie and take the
premium designed for the other type, since the loss when doing so is greater than the one obtained when
revealing the truth. Constraint (4.4) makes sure that the premiums are sufficiently attractive to both types
of IB in the population.

In Section 5.1, we solve explicitly the screening problem of IS in the Pareto case.

5 Case studies

5.1 The Pareto Case

In the following case study, we consider that the distribution of the loss random variable X, is given by

Px, = (1 —p)dgy +pPy.,

where 0 < p <1, ds¢y is the Dirac mass at 0 and Py, denotes the distribution of a Pareto random variable of
parameter £ > 0 and k& > 0. The Pareto distribution is often used in standard actuarial models (estimation

of risk premiums or quotation in non-proportional reinsurance for example).

For tractability purposes, we choose to define

62

II(Xe) = (1 + 0)E[X.], c(e) = 5 P1(u) =u"™, r € (0,1), a(u) =u", rp €(0,1).
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5.1.1 Self-insurance

To study self-insurance in this context, we suppose that IB’s effort to reduce the size of the loss expresses
itself in the control of the parameter e — k(e). We assume this function to be non-decreasing, concave and
such that £(0) = 1. We then have the following

A

k(e) - . (p\L/k(e) .
P[Xe > .’I)] =p (i) s Vo > .’i’, E[Xe] = pxk(e) T (u) ’ ifue [0,]?],

k(e) =1’ qu(u)_{O, ifp<u<l.

Notice that since k is a concave function, the quantile function ¢y, is convex. We can calculate the risk
measure pj(X.) which is given by Equation (2.1)

rip"1zk(e) . 1
() = le/p Wi =1=1/RE) pLR(E) gy, et ifk(e) >,
0 00, otherwise.

Therefore, IB’s problem is

. priridk(e) pik(e) | €
f 1—a)———+ 1+0)—-~-% + — ;. 5.1

(a,e)e[(lﬂ}x(o,oo) {( @) rik(e) — 1 +al+ )k:(e) -1 + 2 (5.1)
Remark 5.1. The explicit value of p1(Xe) given above entails that IB will never choose an effort below the
level lfl(%). This also implies that k(e) > % > 1.

Moreover we can compute the value of the function G defined by Equation (3.2)

~op(Xe)  rpn T (k(e) — 1)
Gle) = E[X.  rmik(e)—1

so (G is decreasing and we can apply all the results of Subsection 3.2 to this case.

To solve problem (5.1), we start by characterizing the main constants introduced in Section 3. The point ey

_ 1+9—p”71r1
1
= 2
€ k <T1(1 +0 _pr1_1)> ) (5 )

is given by

and the corresponding sets N and Z
"t (k(e) — 1)

N_{eeR+y(1+9)>p }—(eoa+<>0)v

(rik(e) — 1)
_ /. Pk =D
I—{ eERY| (14+6) < (rh(e) = 1) }_[0, 6)-

As the global minimum of Lys, the point ey is characterized by the optimality condition

on p“rlikl(eN)
N rik(en) — 1)

which shows that ey is a non-decreasing function of the risk probability p.

As the global minimum of LY, e7(0) is characterized by the equation Ly (er(#)) = 0 which rewrites as

(14 0)apk'(e1(0))
(k(er(0)) —1)%

We observe then that e; is non-decreasing with p and with 6.

er(f) = (5.3)

Finally, we have from Theorem 3.1 the existence of a constant 8, that defines the global minimum of the
objective function L;. The point #;/ is the solution to the equation L%M(GI(HM)) = Ly(en) and we have

20



o If § < 0) then the solution to (5.1) is (a*,e*) = (1,e7(0)).

o If § > 0) then the solution to (5.1) is (a*,e*) = (0, en).

Concerning the problem of IS, we can calculate the distortion risk measure p2(Xe)
p"2rotk(e) . 1
{ 77’2]6‘?6)71 , if k(e) > '

p
pa(Xe) = roi / A .
00, otherwise.

0

Therefore, problem (4.1) writes

inf {pmmk(@w))
969M

k(e @) —1 4t

g) PERe1(8) } , (5.4)

k(er(9)) —1

where Oy := {0 € [0,0n] : k(er(6)) > %} In the Pareto case, IS’s problem is easier to solve than in the
general case, because its objective function turns out to be monotone. In fact, we provide now the solution
to the problem of IS, which is given by the maximum premium IB is willing to pay.

Theorem 5.1. The solution to problem (5.4) is 0* = ;.

Proof. We prove that the objective function of IS is non-increasing, from which the conclusion of the Lemma
follows. Write it as the sum of two functions of 6 for which we study the monotonicity:

Ly(0) == f1(0) — f2(0), (5.5)

with
‘ Prrraik(er(0)) pik(er(0))
rok(er(0)) — 1’ k(er(0)) — 1

Recall that ef(0) is increasing in 6 and then so is k(e;(#)). Notice that f; is a non-increasing function as

dfy  prrarek (er(6))e}(0)
2

fi= for=(1+0)

90 (rak(er(9)) — 1)

< 0.

We now study the derivative of fo. Rewrite the characterization of e;(6) as follows

—(1+6)=0. (5.6)
Consider the following function
e(k(e) —1)°
F,e) = ———————(14+0).
< 76) p.fi'k/(e) ( + )
By the Implicit Function Theorem, we have

Der(6)  —OF(0,er(6))/06
90 OF(0,e1(0))/0e

Remark that

’

OF(0,e)  ((k(e) —1)2 4 2ek (e)(k(e) — 1))k (e)pi — pik” (e)e(k(e) — 1)

de (k' (e))? ’
_ (k@) =D* 2ek’(e)(k(e) —1) k' (e)e (k(e) —1)°
pik'(e) pIk'(e) K'(e) pik'(e) ~
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In the next few lines, we will write ey instead of e;(6) for simplicity of notation. By rewriting Equation (5.6),

we notice that
(k(er) —1)*  (1+6)

pik'(er) —  er
therefore
8F(9,6]) B 1+6 14 26[/€l(€]) _ ]{7”(61)61

de  eg k(er) —1 K (er)

and
aF(eaef) _
ol N

This leads to

Oer _ _er !

00  1+6 2erk' (er) k" (er)e

1+ k(Iez)—Il B k’(;)l
Since ) B
2erk (er)  k (er)er er
1 — 1

T Ren -1 Ky o 11a” %

we obtain the following inequality
861 er
% <110 (57
By differentiating fo and from inequality (5.7) we have
0fy _ - (k(er(0)) = Dk(er(6)) — (1+ O)K (ex(6))e} (9)
o " (k(er(6) = 1)?
p:% ’
> 5 ((k(er(0)) — 1)k(er(0)) — k (er(0))er(0)). (5.8)

(K(er(6)) — 1)

To conclude, define the following function
h(z) := (k(z) — Dk(z) — zk'(z),

its derivative h/(z) = 2k’ (x)[k(x) — 1] —zk” (x) is positive since k is non-decreasing, concave and bounded from
below by 1 (see Remark 5.1). This entails that h(x) > h(0) = 0, for any « > 0. Therefore from Inequality
(5.8), f2 is non-decreasing in .

From Equation (5.5), this leads to Ly being a non-increasing function of §. In conclusion the optimal insurance
price is the upper bound of the interval where we minimize this function, that is to say 6* = 0,,. O

Adverse selection

Recall from Subsection 4.2, the shutdown problem of IS

minimize pQ(Xe*(g)) — (1 + H)E[Xe;(e)]
s.t. ap() =0,
ay(0) =1



IS needs to optimize over the prices 6 such that 6 < 0p(py) and 6 > Opr(py) where 0p7(py) is the optimal
insurance price for the IB of good type and €3;(pp) is the optimal insurance price for IB of bad type.

Recall that 0, is characterized by L%M (er(0ar)) = Lar(en). From the dependances of e;(f) and ey on p,
we can notice that the higher the probability of risk is for an IB the more he is willing to pay to insure this
risk, this leads to Oar(pg) < Opr(py). Therefore IS cannot choose a price 6 respecting the constraints of the
shut-down contract which means that such contract does not exist in our context.

Recall also the screening problem of IS

nt e (2(Xega,) — (140X 0,)]) + 7 (2(Xeg o) = (4 B)E X)), (59
L (0(0,), €5(05)) < L3 (0 (00), €5(600))
such that 1ATgAP g =g\ ) = AT 0 Eg ’ 5.10
{ L5 (0} (6,). €} (06)) < Lt (0} (0). € (0,), (5.10)
ax(0,) =1
. g\"g )
and such that{ od(6) =1 (5.11)

From Equation (5.11), IS chooses a price 6, such that §, < 0p/(py) and a price 6, such that 8, < 0rr(ps).
From Equation (5.10), IS needs to select the prices such that 6, < 6, and 6, < 6,. Therefore the only way in
which IS can contract both types of IB is by offering the same price to them 6, = 60;.

One can observe that adverse selection problems in our context of linear contracts, and coherent risk measures
are rather degenerate. The insurance seller cannot use the standard tools to deal with adverse selection: she
cannot offer a menu of contracts since the optimal insurance coverage is either 0 or 1, she cannot exclude the
bad type of agent since shut-down contracts do not exist, and she cannot use differentiated pricing since the

constraints in the screening problem imply that the price is unique.

5.1.2 Self-protection

To study self-protection, we suppose that IB’s effort reduces the probability of loss e + p(e) which we assume
non-increasing and convex. We then have the following

Tk

1/k
(B2)™, itue0,p(e)],
k-1

Z
0, if ple) <u<1.

~N\ k
P[X, > 2] = p(c) () Ve s # E[Xd = (o), gx.(u) =

We can notice that since p is a convex function, the quantile function gx, is also a convex function of e. From
Equation (2.1) the risk measure p;(X,) is

€ r (E)le:k‘ . 1
p1(Xe) = /p( )urlilil/kpl/kdu = %T’ itk >
0 +00, otherwise.
Therefore, IB’s problem is
. riZk , ik )
(eIl (0.0) {(1 —a) o) Fall+0)—ple) + 2} : (5.12)

We can also compute the value of the function G from Equation (3.2)
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which is a increasing function of e since p is non-increasing and r; < 1. Therefore we can apply the results of
Subsection 3.3. In this setting, ey is defined by

ik — 1)\ YD)
e (00 -

which is an increasing function of # and the sets N and Z are defined as follows

1 (XE)
e]

N = {e € (0,400) such that (14 6) >

} = (0, e9),

7= {e € (0,+00) such that (146) < } = (eg, +00).
E[X]
We have ) ( ) )
rizk e 0 1+0)zk e
L = n4— L = —.
N(O) = (o + S Lo = S (e +
If the map u — Gy (u) is convex and if % > (5,)2, then Assumption 2.1 is satisfied, and by Theorem 2.1, Ly is
a convex function of e. Alternatively, since the expression for L is more explicit here, we can give another
condition: Ly is convex if and only if e — p(e)™ is convex, which is the case if (;’,)2 > 1_%. An example of
function satisfying this last condition is given by p(e) = aie, with a > 1.

Let us now study the minimum of the function Lys. Its first derivative is given by:

’ 7'2.’%]{3 ’
L — 1 ri—1
wvie)=e+ o — (e)p(e)
Since
L) (0) = ryih "(0)p(0)" ' <0, and lim Ljy(e) = +
N o le — lp p ) an eHHJPoo N €)= Sy

the global minimum ey of the function Ly is thus the solution to

R enplen)

ri—1

The global minimum of Lz is characterized by

er0) =~ EO ey o)), 5,14

This equation allows us to conclude that ey(6) is an increasing function of §. We have from Theorem 3.2 the
existence of a constant 0, that defines the global minimum of the objective function Li. The point 05, is
the solution to the equation LgM (er(0ar)) = Lasr(en) and we have

e If 0 < 0) then the solution to (5.12) is (a*,e*) = (1,e7(0)).
e If 0 > 0, then the solution to (5.12) is (a*,e*) = (0, en).
To study IS’s problem in the self-protection case, we will make the following assumption:

Assumption 5.1.




The distortion risk measure is given by

p(e) ple)"2radk if k> 1
X.) = rod urz—l—l/k e 1/kdu — rok—1 7o)
pa(Xe) 2 /0 p(e) +00, otherwise.

From Section 3 we know that the equilibrium for IB’s problem in the self-protection case is (a*, e*) = (1,e7(f)),

b

therefore, IS’s problem is as follows

inf {
96[0,0]»{]
Given Assumption 5.1, the characterization (5.14) of e;(f) now writes

1+6
(a+er(6))*’

with ¢ := i% > (0. After some cumbersome, but easy calculations (see Appendix B), we get:

roZkp(er(0))
’I“Qk‘ -1

wkp(er(0))

— (1)

(5.15)

er(0) =c

2a
3 )

er(0) =t1(0) + t2(0) — (5.16)

where

11/3

B P
B <C(1+9)+a3 -

\/ 4

—C

27

(I1+6)ad3+c2(1+ 9)2>

2
—a®+

ta2(0) : Vi

1
B <c(1+9)+

\/ 4

—C

27

a+9m&+@a+ﬂﬂ>

11/3

and

In this setting of self-protection, the solution to the problem of IS is also to charge the maximum premium
O that IB is willing to pay. We have then the following result, whose proof is postponed to Appendix C.

Theorem 5.2. Under Assumption 5.1, the solution to problem (5.15) is 0* = ;.

5.2 Discrete distributions

As already mentioned in the Introduction, most of the literature on self-insurance and self-protection con-
centrates on the case of discrete distributions, with only two possible loss values. We show in this subsection
that our results also apply to the case of discrete distributions, with an arbitrary number of possible losses.
We prove that, contrary to the Bernoulli case, more conditions are needed for statements (A) and (B) to
hold true. When these conditions are not satisfied, this gives simple counter-examples to the standard results
obtained in the Bernoulli case.

n—1

Let {p;, i =0,...,n — 1} be positive numbers such that > p; =1, and let 0 < z; < --- < z,,—1 be positive
i=0

numbers. We consider a discrete loss with n € N values, given by

.

To simplify the calculations, we suppose here that the risk measure p; is a distortion risk measure, whose

x; with probability p;,i € [1,n — 1]

0 with probability pg.

definition is given in Section 2, Equation (2.1)

+o0
¢ (P[X > u]) du.

1
pr(X) = /0 O () dip(us) =

0
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Self-insurance: the discrete case.

To study Self-Insurance in this case, we now suppose that the agent exerts an effort e, that has an impact
on every possible loss value z;, which will be denoted z;(e) and the loss X will be denoted X.. Then we can

z1(e) n—1 z2(e) n—1 Tn—1(e)
nxo= [ u(En du+/() oS )dut s | LV
0 i=1 z1(e ; Tn_2(e

write

1=2
n—1 n—1
= (w (Zm) — <sz>> z1(e) + ... + Y(Pp-1)Tn-1(e€),
i=1 1=2
n—1 n—1 n—1
= Z P Zpi — Z Di zj(e), with p,:=0.
i=1 i=j i=j+1

To simplify the formulas, we will denote

ki=v Y ope | = D p| =0, Vi=1,...,n (5.17)
k=j k=j+1
Moreover we have .
e
E[Xc] =Y pjz;e)
j=1

Gle) = == . (5.18)

Assumption 5.2. We suppose that for all j and for all i > j, the function e — ?8 s a mon-decreasing

function (recall that xj(e) < x;(e)).

This assumption means that the marginal impact of the effort is higher on small losses than it is on catastrophic
losses.

We need to study the monotony of GG to determine the optimal prevention effort of self-insurance.

n—1 n—1 n—1 n—1

/ 1 I /

G (e) = 5 [ Do miwi(e)d pjwile) = > kjaile) > pjwje) |,
Jj=1 Jj=1 j=1 j=1

(nzl pj$j(6)>
7j=1

= ! 5 nil Kjpi (331'(6)93;(6) - fﬂ;(e)ﬂfj(@)) )

n—1 ij=1
( > pﬁj(e)) ’
Jj=1

1
- | 2 Z KjPii,j
n— . .
('21 pj%’(@)) 7
j:
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i

where a;; 1= x;(e)x;(e) — x;(e)x;(e), which implies that aj; = —a; ;. We have that

, 1 1
G (e) = 5 | Do mipiaig =) rjpiaja | = 5 > _(Kipi — kipj)ai .

(nzl pﬂj(e)) i ~ (nzl Pj$j(6)> i
Jj=1 j=1

Thus, the sign of the derivative G/(e) depends on the sign of x;p; — k;p; for all i > j. Let us prove that for a
concave distortion function, for all ¢ > j, we have the inequality x;p; — k;p; < 0. First we recall the following
standard result.

Lemma 5.1. If f is a concave function on an interval I, for all points x,y,z in I such that x < y < z we

have
f)— £ _ 1)~ @) _ o)~ @) 510
z—y z— y—x
Proposition 5.1. For all i > j, kjp; — kip; < 0.
Proof. Proving that kjp; — k;p; < 0 is equivalent to proving that % — % <0.
5 7
From Equation (5.21) for all i > j
Ko n—1 n—1
s (En) e (S ) (e (E ) (En)
pj  Di k=j+1 k=i+1 k=i
Applying Lemma 5.1 to ¢ and with
Z Pky Y= Z pr and z —ZPm
k=it1 k=j+1
we obtain
K. Py 1 n—1 n—1 n—1
ot (o[ En) o (S ) ) p (o) -0 (En)).
pj Pi S i k=j k=i+1 k=i+1 k=i
k=i
Applying again Lemma 5.1 to ¢ and with
Z Pks Y = Zpk and z := Zpk,
=i+1
we get
o o n—1 n—1
Dj pz Di k=i+1 k=i+1 k=i
which ends the proof. O

In conclusion, from Assumption 5.2 and Proposition 5.1 we can conclude that G'(e) < 0, therefore G is a
non-increasing function of e and statement (A) holds true.
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Self-protection: the discrete case.

Now, let us focus on the study of Self-Protection: we assume here that the effort only impacts the loss
probabilities, which we denote p;(e) for all i = 0,...,n — 1. Using the same calculations as above, we get

n—1
; Kj(e)w;

X B
Gle) = LX) _ 2L , (5.20)
E[Xe] n—1
> pile)z;
j=1
with
n—1 n—1
kj(e) =1 Zpk(e) — Z pr(e) | >0, Vj=1,...,n. (5.21)
k=j k=j+1
As usual, we further assume that for each i = 0,...,n — 1, p; is a decreasing and convex function of e. The

first derivative of G writes

n—1 n—1 n—1 n—1
/ 1 ’ /
G(e) = 2 | Domile)z; Y pile)ri — Y rjle)a; Y pile)ai |
‘ j=1 =1 J=1 =1

n—1
_ 5 Y marOpie) — piens(e)).

(n;l Pj(@%) Ve

The monotonicity of the function G depends on the sign of (n;(e)pi(e) — pi(e)r;(e)) for all 4,j. Tt is thus
possible in this context to give rather strong conditions for G' to be monotonic and therefore for conclusions
(A) or (B) to hold true. For instance, if for all 4,5 € {1,....n — 1} e — ';J((Z)) is a non-decreasing function,

we can conclude that G’ (e) > 0 therefore G is a non-decreasing function of e and statement (B) holds true.
This last assumption means that the effort impact is bigger on the distorted probabilities than it is on the

probabilities themselves, whatever the risk level (small or catastrophic losses).

Appendices

A Approximation of the compound Poisson distribution

In subsection 3.3, as in Section 5, the distribution of the loss random variable X (we temporarily skip the
subscript e for simplicity) is given by

Px = (1 —p)dgoy +p Py, (A1)

where 0 < p <1, Py denotes the distribution of a positive random variable Y, and ;) is the Dirac mass at
0. Let A > 0 be a real parameter and P be a probability measure on R*. A random variable X which has
the compound Poisson distribution P (A, P) takes the form

_ N
X=> 27,
j=1
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where (Z;);>1 is a sequence of independent and identically distributed (i.i.d.) random variables with dis-
tribution P and N is a Poisson random variable with parameter ), independent of the sequence (Z;);>1.
This model is commonly referred to as the frequency-severity model: the random variable N represents the
frequency, i.e. the number of claims in a given time interval (typically one year), and P is the claim severity
distribution. Most practical insurance and reinsurance models are given in the form of a compound Poisson
distribution ([1]).

In this section of the Appendix, we show that the distribution Px is close to the distribution P (A, P), for the
Kolmogorov distance, with A = —log(1 — p) and P = Py. The approximation is good in the regime where
p is close to 0, which is the case for various practical insurance claims, as natural catastrophes, third party
liability, or certain health insurance market segments (see [1], Chapters 2 and 3 and the references therein).
The Kolmogorov distance between the probability distributions of the variables X and X is defined by

dror(X,X) =sup |[P(X > z) — P(X > x)|.
T€R

By computing the characteristic functions, it is not hard to show that both X, and )?p converge in distribution
to d;oy when p goes to 0. The following Lemma shows how close the distributions of X ang X are with respect
to the Kolmogorov distance by providing an explicit upper bound. We write X, and X, to emphasize the
dependence of these variables on the parameter p.

Lemma A.1. We have

dror(Xp, Xp) < 2{p+ (1 —p)log(1 —p)}.

The right hand side of the above inequality is approximately equal to 10™% for p = 1%, and to 1076 when p =
0.1%. Figure 4 below shows the error bound function of the previous Lemma, together with an approximation
of the Kolmogorov distance between )Zp and X, in the case where X, has a distribution given by (A.1), where
Py is the Pareto law with scale parameter & = 20 and shape parameter k = 5 (see Section 5.1 for details on the
Pareto distribution). As mentioned above, the approximation of )?p by X, is good for relatively small values
of p: Figure 4 provides the distance and error values for p varying between 0.1% and 10%. We subdivided the
interval [0.1%, 10%)] with a uniform step equal to 0.001, and for each value of p, the cumulative distribution
function of )A(:p has been approximated by the empirical CDF constructed from a set of 10 x 10® simulations of
the compound Poisson distribution. This explains the variations in the black curve, coming from the variance
of the simulations.
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Figure 4: Estimated Kolmogorov distance and error bound from Lemma A.1, as functions of p.

Figure 5 below shows both CDFs of X, and )?,, in the case of the Pareto distribution described above, for
p = 1.98%, i.e. A = —log(1 —p) = 2%. The jump at 0 of the CDF represents the mass at 0, which is high
here (1 — p being close to 1). Since the scale parameter & = 20 of the Pareto distribution is also a minimal
value, one can observe that the CDFs below are constant in the interval (0, 20).

0.990 0.995 1.000
1 1 1

0.985
1

Cumulative Distribution Function

——  CDF of the variable X

0.980
1

——  Compound Poisson estimated CDF

0.975
1
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Figure 5: Cumulative distribution functions of X (black curve) and X, (red curve).
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Proof. [of Lemma A.1] On the one hand, by conditioning on N, we get for = > 0,

+o00 N
P(X,>z)=Y P|> Zj>z[N=n|PN=n)
n=0 =1

+o00 N
An
= Aexp(=AP(Z; > z) + ZIP’ Z Zj>xz|N =n exp(—)\)ﬁ.
n=2 j=1 )

On the other hand, still for z > 0,
P(X, > z) =pP(Y > z) = (1 —exp(—A))P(Z; > z),
which implies that

n

“+o00 N
P(X, > x) —P(X, > z)| < |Aexp(—A) + exp(—A) — 1| + ZP ZZ]- >z|N=n exp(—/\)m,
n=2 j=1 )

and, since both X, and X, are a.s. non-negative,

dxor(Xp, Xp) < [Aexp(—A) +exp(—A) — 1| + P(N > 2) = 2P(N > 2)
=2(p+ (1 —p)log(l —p)).

a

Remark A.1. If N does not follow the Poisson distribution, then one can still use the same type of approz-

imation as above and prove, using the exact same arguments that
dxor(Xp, Xp) < 2P(N > 2),

where p=1—P(N = 0).

B Computations for self-protection in the Pareto case

In this section, we explicitly compute the value of e;(#). Under Assumption 5.1,

1
ple) = s with a > 1.

From the characterization (5.14) of e;(#), we have

(1+ )ik . CA+0@k 1 c(1+0)
E_1 p (61( )) - kE—1 (a+€l(0))2 - (a—i—e](G))Q’ (Bl)

er(0) = —

where ¢ = kx—fl > 0. By rewriting Equation (B.1), we obtain the following equality
er(0)(a+er(6))? — (1 +6) = 0.
We define the following polynomial function of third degree with coefficients in R

P(X)=X%4+2aX%+d’X — c¢(1+6).
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We can write P as )
P(X) :Q<X+3a>,

where Q(X) = X3 — a—;X —c(1+6)— % Therefore to find to solutions of P we need to determine the

solutions of Q.

Let X = x + y, we have

3 23
QX) =23+ 4% + <3xy—C;> (x+y)—c(1+0)—2i7,

where 22 and y3 are roots of the following polynomial function

2a3 ab
_m2 _ I
R(T)=T <c(1+9)+ 27>T+272.

We denote A the discriminant of R:
D = 27A = 4a8 + 27(c(1 + 6))? — 32a%c(1 + 6) — 4a8 + 36a3c(1 + 0) = (14 0)(27¢(1 + 0) + 4a®) > 0.

Therefore R has two distinct solutions in R given by

U= % (c(l +0)+ 2;73 — \/2470(1 +6)a? + (c(1+ 0))2> ,

o3
vi= % (c(l +0)+ 2277 + \/2470(1 +0)a® + (c(1+ 0))2> .

Q@ has one solution in R given by u!/? + /3. Therefore the solution e;(f) € R of P(e;(6)) = 0 is given by

2a

er(0) =t1(0) +t2(0) — EE

where t1(6) = u!'/3 and t5(0) = v'/3.

C Proof of Theorem 5.2

We can rewrite (5.15) as

of { 1 1+46 }
mn c —C )
0€[0,01] 2 (t1(9) + t2(9) + %)7"2 t (9) + tg(@) + %
where co = Tgf_kl > 0. We already know that 6 +— e;(f) is non decreasing, this implies that 6 —

W is non increasing. The conclusion of the Theorem will follow from the fact that the function
3

m given by
1+46

O = o o) - o

is an increasing function. By computing the derivative of m, we see that it is increasing if and only if

1(0) +1a(6) + 5 > (1+0)(4(6) +14(6)) = (1 + e)d%e,(e). (1)
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To compute d%e;(@), notice that the characterization (5.14) of e;(f) can be written as F'(6,er(6)) = 0 with
F(0,e) := Le(a+e)? — (1+6). Using the Implicit Function Theorem we get

er(0) = : - y
a0 T 3¢,(0)2 + daer(0) + @ 3(er(0) + a)(er(0) + 3)

3 (t1(0) + t2(0) + §) (11(0) + t2(0) — §)°

After noticing that (¢1(6) + t2(6) — %) > e;(#) > 0, we obtain that (C.1) is equivalent to

3 (t1(0) +t2(0) + %)2 <t1(0) +t2(0) — %) > (14 6)c

2 3

> 3(x+y)3—|—a(:1:+y)2—%(:Jc%—y)—?—c(l—kﬁ)
= 2z +y)>+alz+y)? - <§> +Q(x+y) >0,

where for simplicity, we write x = t1(6), y = t2(f) and where Q(X) := X — e CX —c(l1+0)-2 (3 Recall
(see Appendix B) that Q(x + y) = 0, which implies that 2(z + y)? = 2a?(x + y) +2c(1+6)+4 (9) From
these observations, we get that the last inequality above is equivalent to

3
§a2(x +y)+2c(14+6)+3 (%) +a(r+ y)2 >0,

which is satisfied since all the terms are positive. This ends the proof. O

References

[1] ALBRECHER, H., TEUGELS, J., AND BEIRLANT, J. Reinsurance: Actuarial and Statistical Aspects.
Statistics in Practice. Wiley, 2017.

[2] ARTZNER, P., DELBAEN, F., EBER, J.-M., AND HEATH, D. Coherent measures of risk. Math. Finance
9,3 (1999), 203-228.

[3] ATHEY, S. Monotone comparative statics under uncertainty. The Quarterly Journal of Economics 117,
1 (2002), 187-223.

[4] BARrIEU, P., AND EL KAROUI, N. Inf-convolution of risk measures and optimal risk transfer. Finance
Stoch. 9, 2 (2005), 269-298.

[5] BLEICHRODT, H., AND EECKHOUDT, L. Willingness to pay for reductions in health risks when proba-
bilities are distorted. Health Economics 15, 2 (2006), 211-214.

[6] BOwERS, N., GERBER, H., HicKkMAN, J., JONES, D., AND NESBITT, C. Actuarial Mathematics.
Society of Actuaries, 1997.

[7] COURBAGE, C. Self-insurance, self-protection and market insurance within the dual theory of choice.
The Geneva Risk and Insurance Review 26, 1 (2001), 43-56.

[8] CoUurBAGE, C., LOUBERGE, H., AND PETER, R. Optimal prevention for multiple risks. Journal of
Risk and Insurance 84, 3 (2017), 899-922.

33



[9]

[10]

[11]

[12]

[13]

[14]

[15]

[16]

[17]

[18]

[19]

[20]

[21]

[22]

23]

[24]

[25]

COURBAGE, C., REY, B., AND TREICH, N. Prevention and precaution. In Handbook of Insurance,

G. Dionne, Ed. Huebner International Series on Risk, Insurance, and Economic Security (New York:
Springer), New York, 2013, ch. 8, pp. 185-204.

CVITANIC, J., PossaMAi, D., AND Touzi, N. Dynamic programming approach to principal-agent
problems. arXiv preprint arXiv:1510.07111 (2015).

CVITANIC, J., WAN, X., AND YANG, H. Dynamics of contract design with screening. Management
Science 59, 5 (2013), 1229-1244.

CVITANIC, J., AND ZHANG, J. Contract theory in continuous—time models. Springer, 2012.

DEELSTRA, G., AND PLANTIN, G. Risk theory and reinsurance. Sciences po publications, Sciences Po,
2014.

DOHERTY, N. A., AND EECKHOUDT, L. Optimal insurance without expected utility: The dual theory
and the linearity of insurance contracts. Journal of Risk and Uncertainty 10, 2 (Mar 1995), 157-179.

EeEckHOUDT, L., GOLLIER, C., AND SCHLESINGER, H. Economic and Financial Decisions Under Risk.
Economic and Financial Decisions Under Risk. Princeton University Press, 2005.

EHRLICH, I., AND BECKER, G. S. Market insurance, self-insurance, and self-protection. Journal of
political Economy 80, 4 (1972), 623-648.

EMBRECHTS, P., AND HOFERT, M. Risk measures and dependence modeling. In Handbook of Insurance,
G. Dionne, Ed. Huebner International Series on Risk, Insurance, and Economic Security (New York:
Springer), New York, 2013, ch. 6, pp. 135-166.

ETNER, J., AND JELEVA, M. Risk perception, prevention and diagnostic tests. Health Economics 22, 2
(2013), 144-156.

FOLLMER, H., AND SCHIED, A. Stochastic finance: an introduction in discrete time. Walter de Gruyter,
2011.

FOLLMER, H., AND SCHIED, A. Stochastic Finance: An Introduction in Discrete Time. De Gruyter
Textbook. De Gruyter, 2016.

FRITTELLI, M., AND R0OSAZzZA GIANIN, E. Putting order in risk measures. Journal of Banking &
Finance 26, 7 (July 2002), 1473-1486.

GOLLIER, C., HAMmMITT, J. K., AND TREICH, N. Risk and choice: A research saga. Journal of Risk
and Uncertainty 47, 2 (Oct 2013), 129-145.

HERNANDEZ SANTIBANEZ, N., POSSAMAI, D., AND ZHOU, C. Bank monitoring incentives under moral
hazard and adverse selection. arXiv preprint arXiv:1701.05864 (2017).

HOLMSTROM, B. Moral hazard and observability. The Bell Journal of Economics 10, 1 (1979), 74-91.

JEWITT, I. Justifying the first—order approach to principal-agent problems. Econometrica 56, 5 (1988),
1177-1190.

34



[26]

[27]

28]

[29]

[30]

[31]

[32]

[33]

[34]

[35]

[36]

[37]

[38]

[39]

[40]

[41]

JEWITT, I. Choosing between risky prospects: The characterization of comparative statics results, and
location independent risk. Management Science 35, 1 (1989), 60-70.

JouINI, E., SCHACHERMAYER, W., AND Touzi, N. Law invariant risk measures have the Fatou

property. In Advances in mathematical economics. Vol. 9, vol. 9 of Adv. Math. Econ. Springer, Tokyo,
2006, pp. 49-71.

JOUINI, E., SCHACHERMAYER, W., AND Touzi, N. Optimal risk sharing for law invariant monetary
utility functions. Math. Finance 18, 2 (2008), 269-292.

JULLIEN, B., SALANIE, B., AND SALANIE, F. Should more risk-averse agents exert more effort? The
Geneva Papers on Risk and Insurance Theory 24, 1 (Jun 1999), 19-28.

KONRAD, K., AND SKAPERDAS, S. Self-insurance and self-protection: A nonexpected utility analysis.
The Geneva Risk and Insurance Review 18, 2 (1993), 131-146.

LAEVEN, R. J., AND GOOVAERTS, M. J. Premium Calculation and Insurance Pricing. American Cancer
Society, 2014.

Lancrals, E. Willingness to pay for risk reduction and risk aversion without the expected utility
assumption. Theory and Decision 59, 1 (Aug 2005), 43-50.

LEE, K. Risk aversion and self-insurance-cum-protection. Journal of Risk and Uncertainty 17, 2 (Nov
1998), 139-151.

MACHINA, M. Non-expected utility and the robustness of the classical insurance paradigm. The Geneva
Risk and Insurance Review 20, 1 (1995), 9-50.

MASTROGIACOMO, E.; AND RosAzzA GIANIN, E. Pareto optimal allocations and optimal risk sharing
for quasiconvex risk measures. Mathematics and Financial Economics 9, 2 (Mar 2015), 149-167.

MEYER, D. J., AND MEYER, J. A diamond-stiglitz approach to the demand for self-protection. Journal
of Risk and Uncertainty 42, 1 (Feb 2011), 45-60.

MIRRLEES, J. The theory of moral hazard and unobservable behaviour: part i (reprint of the unpublished
1975 version). The Review of Economic Studies 66, 1 (1999), 3-21.

ROGERSON, W. P. The first-order approach to principal-agent problems. Econometrica 53, 6 (1985),
1357-1367.

SANNIKOV, Y. A continuous—time version of the principal-agent problem. The Review of Economic
Studies 75, 3 (2008), 957-984.

SHOGREN, J. F., AND CROCKER, T. D. Risk, self-protection, and ex ante economic value. Journal of
Environmental Economics and Management 20, 1 (1991), 1 — 15.

Touzi, N. Optimal insurance demand under marked point processes shocks. Ann. Appl. Probab. 10, 1
(2000), 283-312.

35



