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ABSTRACT. We prove that a large class of discrete-time insur-
ance surplus processes converge weakly to a generalized Ornstein-
Uhlenbeck process, under a suitable re-normalization and when the
time-step goes to 0. Motivated by ruin theory, we use this result to
obtain approximations for the moments, the ultimate ruin prob-
ability and the discounted penalty function of the discrete-time
process.
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1. INTRODUCTION

Let (&k)ren+ and (pg)ren+ be two ii.d. and independent sequences
of random variables, with p > 0 (P — a.s.) for all & € N*. The
autoregressive process of order 1 with random coefficients, abbreviated
RCA(1) or RCAR(1), see e.g. [19], is given by

(1) Or = & + Op—1pr, kb € N™.

and 6y = y € R. Such processes, which are also called stochastic recur-
rence or difference equations, appear frequently in applied probability.
For example, it is suggested in [I] that RCA processes could be useful

in problems related to hydrology, meteorology and biology. In ruin
1



2 WEAK LIMITS OF AUTOREGRESSIVE PROCESSES

theory, the RCA(1) process is a classic model for the surplus capital of
an insurance company where (&x)ren+ represents a stream of random
payments or income and (pg)ren+ represents the random rates of re-
turn from one period to the next, see for example [21], [22], [23] and

29].

In this paper, we prove the convergence of the process ([II) when the
timestep goes to 0 and under a suitable re-normalization to the gener-
alized Ornstein-Uhlenbeck (GOU) process given by

t

(2) Y, = et (y +/ e‘RSdXs) 6> 0,

0+
where R = (R;)i>0 and X = (X});>0 are independent stable Lévy pro-
cesses with drift. One of the main uses of weak convergence is to prove
the convergence of certain functionals of the path of the processes to
the functional of the limiting process and to use the value of the latter
as an approximation for the former, when the steps between two pay-
ments and their absolute values are small. Motivated by ruin theory,
we will use this technique to prove the convergence of the moments, the
ultimate ruin probability and a simple form of the discounted penalty
function.

In actuarial mathematics, such approximations of functionals of surplus
processes are a well-developed line of research. In [I5] it is shown that
the compound Poisson process with drift converges weakly to a Brown-
ian motion with drift and it is shown that the finite-time and ultimate
ruin probability converge to those of the limiting model. These results
are extended to more general jump times in [I2] and to more general
jump sizes in [3] and [II]. Similar convergence results are proven for the
integral of a deterministc function w.r.t. a compound Poisson process
in [13], this corresponds to the assumption that the insurance company
can invest at a deterministic interest rate. Some of the previous results
are generalized in [27], where it is shown that a general model with
a jump-diffusion surplus process and stochastic jump-diffusion invest-
ment converges to a particular diffusion process.

More closely related to our result are the papers [6] and [9]. In [6],
it is shown that the AR(1) process (i.e. when the coefficients pj are
deterministic and constant) converges weakly to a standard Ornstein-
Uhlenbeck process. In [9], it is shown that when the variables & are
deterministic and satisfy some regularity conditions, we have a similar
weak convergence result where the process X in () is replaced by a
deterministic function.
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The results in [8] are also closely related. In that paper, the au-
thors study the weak convergence of certain discrete-time models to
continuous-time models appearing in mathematical finance and prove
the convergence of the values of certain functionals such as the call
option price. They also argue that the continuous-time models used
in mathematical finance seem more relevant insofar they characterize,
in the limit, the way trade occurs in discrete-time. In a similar spirit,
we could thus argue that our convergence results provides a theoretical
justification for the continuous-time model (2)) in the context of models
for surplus capital processes with both operational and market risks.
Note that, in the context of risk theory, the ruin problem for process
of the form (2)) is very well studied under the heading ”ruin problem
with investment” for different choices of R and X. We refer to [26] and
the references therein for an overview of these results.

Finally, the relationship between the discrete-time model ([{l) and the
continuous processes of the form (2l) was also studied in [7], where it
is shown that every continuous-time embedding of Equation (I]) is a
GOU process. This means, in some sense, that GOU processes can be
seen as the continuous-time analogues of the RCA(1) process (see the
original paper for more details).

The rest of the paper is structured as follows: after introducing the as-
sumptions and notations, we prove the weak convergence of (II) to (2))
in Theorem 1. From this result, we deduce the convergence in distribu-
tion of the ruin times in Theorem [2l Then, we give sufficient conditions
for the convergence of a simple form of the discounted penalty function
in Theorem 3, of the ultimate ruin probability in Theorem 4 and of the
moments in Theorem 5, when &; and In(p;) are both square-integrable.
We illustrate these results using examples from actuarial theory and
mathematical finance.

2. WEAK LIMITS OF AUTOREGRESSIVE PROCESSES AND
CONVERGENCE OF THE RUIN TIMES

In this section, we show that the discrete-time process converges weakly
to the GOU process and prove the convergence in distribution of the
ruin times.

2.1. Assumptions and Convergence Results. We will use the fol-
lowing set of assumptions.
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Assumption (H*). We say that a random variable Z satisfies (H®) if
its distribution function F; satisfies

Fy(—z) ~ k2™ and 1 — Fy(z) ~ k¥a™?,

as © — oo, for some 1 < a < 2 and some constants k7, kZ such that
k% + kZ > 0. Note that this assumption implies that E(|Z|*) < oo,
but that the converse is not true (see e.g. Section 2.2 p.70-81 in [10]).

Assumption (H?). We say that a random variable Z satisfies (H?) if
Z is square-integrable with Var(Z) > 0, where Var(Z) is the variance
of Z.

We now introduce some notations and recall some classical facts about
weak convergence on metric spaces, stable random variables and Lévy
processes.

Recall that the space D of cadlag functions R, — R can be equipped
with the Skorokhod metric which makes it a complete and separable
metric space, see e.g. Section VI.1, p.324 in [I6]. Let D be the Borel
sigma-field for this topology. Given a sequence of random elements
Zw Q) F) P®) s (D, D), with n > 1, we say that (Z(),>;
converges weakly or in distribution to Z : (2, F,P) — (D, D), if the
laws of Z(™ converge weakly to the law of Z, when n — co. We denote

weak convergence by Z(™ % 7 and we use the same notation for the
weak convergence of measures on R. We refer to Chapter VI, p.324 in
[T6] for more information about these notions.

Concerning stable random variables Z of index «, the most common
way to define them is trough their characteristic functions:

E(e™?) = explivu — clu|*(1 — iBsign(u)z(u, a))],
where v € R, ¢ > 0, a € (0,2], p € [-1,1] and
2, 0) = {tan (%) if o # 1,

—2In|ul if o = 1.

Stable Lévy processes (Li);>o are Lévy processes such that L; is equal
in law to some stable random variable, for each t > 0, with fixed
parameters J € [—1,1] and v = 0 (see e.g. Definition 2.4.7 p.93 in

[19].)

Finally, note that if (Zy)gen+ is a sequence of i.i.d. random variables
such that Z; satisfies either (H®) or (H?), then there exists a stable
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random variable K, and some constant ¢, > 0 such that

"\ Tk — iz 4
(3) ZW_)KCH

as n — oo where puz = E(Z;). In fact, when Z; satisfies (H?), a =
2, ¢, = 1 and K, is the standard normal distribution with variance
Var(Zy). (See e.g. Section 2.2 p.70-81 in [I0] for these facts.)

Assumption (H). We assume that (§;)ren and (pg)ren are two i.i.d.
and independent sequences of random variables, with p, > 0 (P —a.s.)
for all k& € N*, and that & (resp. In(p;)) satisfies either (H*) or (H?)
(resp. (H?) or (H%).) We denote by ¢, (resp. cs) the constant and
by K, (resp. Kp) the limiting stable random variable appearing in

@). In addition, we denote by (La)t>0 (resp. (LY )t>0) the stable Lévy
processes obtained by putting L¢ 4 K, (resp. Lﬁ Kp).

We now turn to the presentation of the main results of this section.
Fix n € N*, we want to divide the time interval into n subintervals of
length 1/n and update the discrete-time process at each time point of
the subdivision. To formalize this, we define the following process

—1
(@) o) (%) e gt (kT) A ke N,

where (£ )pen+ and (p{")ren+ have to be defined from the initial se-
quences. Following an idea in [9], we let pie = E(&;) and 1, = E(In(py))
and define:

) _ e | &k — pe
ke + cont/e

(n)

and p" = exp(4\") where

(n) _ Hp In(pr) — pp
e n T cgnt/B

These definitions ensure that

E <Z ln(pi"))> =y, and E (Z 6;&")) = pe.
k=1 k=1

Moreover, when &; and In(p;) both satisfy (H?), we choose a = 3 = 2
and ¢, = cg = 1, and then we have the following variance stabilizing

property:

(Zﬁk ) Var(§;) and Var (Zln )zVar(ln(pl)).

k=1
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Finally, we define the filtrations 73" = {0, Q}, F” = o((€™, pi™), i =

1,...,k), k € N* and ]-"t(") = f[(") for t > 0, where [] is the floor

nt]’
function and define ™ as the (continuous-time) stochastic process

given by
t
o) — g (M) >0
n

Theorem 1. Under (H), we have 0™ A Y, as n — oo, where Y =
(Y3)i>0 is the GOU process [2)) with X; = pet+L§ and Ry = ,upt+LtB, for
all t > 0. In addition, Y satisfies the following stochastic differential
equation :

t

(5) Y;=y+Xt+/ Y, dR,,t >0,
0+

where

R 1
Ry=Rit o (R)et+ ), (A —1-AR,)t 20,

0<s<t

and R¢ is the continuous martingale part of R and ARy is its jump at
time t > 0.

Example 1 (Pareto losses and stable log-returns). The assumption
(H®) is quite general and simple to check. To illustrate it we take
the negative of a Pareto (type I) distribution with shape parameter
1 < a < 2 for the loss &, i.e. the random variable defined by its
distribution function F¢(z) = (—x)™®, for + < —1. The condition
on « ensures that & has a finite first moment, but an infinite second
moment. Moreover, & then satisfies (H®), with constants k% = 1 and
kS = 0. We also have that e = —a/(a — 1) and that

¢
- d
> ffi = —Kag,
jop Coel

as n — oo, with
s

~ 2(a)sin(ar/2)’
where I' is the Gamma function and where K, is a stable random
variable of index «, with vy =0, ¢ =1 and § =1 (see e.g. p.62 in [30]).

Ca7§

For the log-returns In(p;), we take a stable distribution with index
1 < & < 2, and parameters 4 = 0, ¢ = 1 and 8 € [—1,1]. Then, we
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have i, = 0 and

n

Z ln(pk) — Hp i Kd,pa

- 1/a
k=1 Cavpn /

for all n € N*. Thus, Theorem [ implies that 6 KN Y, as n — oo,

where
t
Y, = eftt (y+/ e_RSdXS) ,t >0,
0+

with X; = pet + LY and R, = p,t + LY, where L* and L are stable

Lévy processes with L& £ —K, ¢ and L§ < Kj .

As already mentioned, we will be interested in the application of The-
orem [I] to ruin theory and we now state the main consequence for this
line of study. Define the following stopping times, for n > 1,

(y) = inf{t > 0: 6 < 0}
with the convention inf ) = +o00, and also
7(y) = inf{t > 0:Y; < 0}.
Theorem 2. Assume that (H) holds. We have, for all T > 0,
Tim P(r"(y) <T) =P(r(y) <T)

and, equivalently, 7" (y) A 7(y), as n — co.

Theorem ] implies the convergence of E(f(7"(y)) to E(f(7(y)), for
any continuous and bounded function f : R, — R. For example, we
can obtain the following convergence result for a simple form of the
discounted penalty function.

Corollary 1. Assume that (H) holds. We have

lim E(e_aTn(y)l{Tn(y)<+oo}) — E(e‘m(y)l{T(y)<+m}),

n—oo

for all a > 0.

When & and In(p;) both satisfy (H?), the limiting stable random vari-
able is, in fact, the standard normal random variable and the lim-

iting process is defined by two independent Brownian motions with
drift.
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Corollary 2 (Pure diffusion limit). Assume that & and In(p,) both
satisfy (H?), then 00 LN Y, asn — oo, for Y = (Y;)i>0 defined by
@) with Ry = p,t + 0,Wy and Xy = pet + oWy, for all t > 0, where

(Wi)iso0 and (Wt>t20 are two independent standard Brownian motions
and of = Var(&;) and o7 = Var(In(py)).

Example 2 (Pareto losses and NIG log-returns). To illustrate (H?)
we take again the negative of a Pareto (type I) distribution for the loss
& but with shape parameter @ > 2, so that the distribution admits
also a second moment. For the log-returns, In(p;) we take the normal
inverse gaussian NIG(«, (3,6, ) with parameters 0 < || < a, § > 0
and p € R, i.e. the random variable defined by the following moment
generating function

E(euln([)l)) = exp (Mu‘l' 5 (7 — Va2 — (3 +u)2)> ’

where v = y/a? — 32, for all u € R.

Then, it is well known that

o« o2 o
FEZT02T T (a—1)2(a—2)
and that
gy, a?
Mp:MWLT’ Up:5¥

Thus, in this case, Corollary 2l yields K Y, with

t
Y, = ehottooWi <y +/ e o500 Wo d(1ues + USWS)) .t >0,
0+

and where (W});>0 and (W, );>0 are two independent standard Brownian
motions.

2.2. The UT Condition and the Proofs of Theorems [1l and 2|
We now turn to the proofs of the Theorems. The strategy is to rewrite
the discrete-time process as a stochastic integral and to use the well-
known weak convergence result for stochastic integrals based on the
UT (uniform tightness) condition for semimartingales.
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To rewrite the discrete-time process, note that, by induction, the ex-
plicit solution of (), for all n € N* and k € N*, is given by

w (FY _ 1T 0 2 N e T )
0 (g)—yHPi +Z§z H Pj
i=1 i=1

j=i+1
k
=T] " <y+25(" [T5) ) ,
=1 7=1

where, by convention, we set H P pE" =1, forall n € N*. Thus,

]
(6) o =TT o y+Z£ H
=1

7=1

and setting X" = S ¢ and R™ = 2" 4™ e obtain

t
(7) o = R <y+ / e—Ri")ngm).
0+

In fact, the above rewriting of the discrete-time process will prove very
useful for most proofs in this the paper.

Remark 1. An other way to prove the weak convergence would be to
remark that since [X™ RM], = 0, for all n € N*, we find that 6™
satisfies the following stochastic differential equation :

t
o =y+ X0+ [ o0aRe
0+
where
[nt]

B = R™ 4 37 (A% —1- ARP) = 3 (@ — 1),

0<s<t =1

and to use the well-known stability results for solution of stochastic
differential equations. We refer to [§] for an interesting application of
this method for different models in mathematical finance. However,
this way seems harder, in our case, since the process (Ji’g"))tzo is less

explicit than (RE"))QO.

We now recall the UT condition, the weak convergence result and give
two lemmas to check the condition in our case.
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Definition 1. Consider a sequence of real-valued semimartingales Z™
defined on (Q™, F™), (.Ft("))tzo, P®™), for eachn € N*. Denote by H™
the set given by

p
H(") = {H(n)|Ht(n) = Ln’o + Z LN7i1[ti,ti+1)(t)’p < N’
=1
O=tg<th <---<tp =1,

L™ is F™ — measurable with |L™| < 1}.

The sequence (Z™),en- is UT (also called P-UT in [16], for "uniformly
tight” and "predictably uniformly tight”) if for all t > 0, for all € > 0,
there exists M > 0 such that,
t
/ H™dz™
o+ ’

sup p™ (
H) eH (M) neN~

For more information about the UT condition see Section VI.6 in [16].
One of the interesting consequences of the UT condition is given by the
following proposition which is a particular case of Theorem 6.22 p.383

of [16].

Proposition 1. Let (H™, Z™), cn- be a sequence of real-valued semi-
martingales defined on (QM, F, (]:tn))tzo,P("))- If (H™ | Z(M) A
(H,Z) as n — oo and the sequence (Z™),en- is UT, then Z is a
semimartingale and when n — oo,

(H(n)j Q) / ' H§ﬁ>dzs(n>) N (H, Z, / ' Hs_dZs) .
0 0

The following lemma is based on Remark 6.6 p.377 in [16].

>M)<e.

Lemma 1. Let (Z™),cn- be a sequence of real-valued semimartingales
with locally bounded variation defined on (™, F), (.7-}(")),520, P™). If
for each t > 0 and each € > 0, there exists M > 0 such that

sup P™ (V(Z™), > M) <,

neN*

where V() denotes the total first order variation of a process, then
(Z(n))n21 s UT.
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Proof. For each n € N*, H™ ¢ H™ and t > 0, we find p € N and
0=ty <ty <---<t,=tsuch that

t
/ H™dz™
0+

Thus, the assumption implies the UT property. U

p p

< |Ln70| + Z |Ln’i||Zti+1 - Zti| <1+ Z |th‘+1 - Zti|
=1 1=1

<1+ V(Z™),

The following lemma is based on Remark 2-1 in [I§].

Lemma 2. Let (Z™),cxn- be a sequence of real-valued local martingales
defined on (QM™, F), (E(n))tzo, P™) and Z a real-valued semimartin-
gale on (Q, F, (F})>0, P). Denote by v™ the compensator of the jump

measure of Z™. If Z(™ L7 asn — 00, then the following condtions
are equivalent:

(i) (Z0)nen- is UT,
(i1) for each t >0 and each € > 0, there exists a, M > 0 such that

t
sup P (/ / 2|1y ™ (ds, dx) > M) < €.
n>1 0 JR

Proof. From Lemma 3.1. in [I7] we know that, under the assumption
Z™ 4 7 asn — oo, (1) is equivalent to asking that for each ¢ > 0 and
each € > 0, there exists M > 0 such that

sup P (V(B*"), > M) < e,

n>1

where V/(.) is the total first order variation of a process and B*" is the
first semimartingale characteristic of Z(™ (for the truncation function

h(z) = 21{jz)5a})-

Let’s compute V (B*") in this case. For a > 0 and n € N*, define Z;"* =
2" = gcsct Al gaziisay and By = [ [ 21500 (ds, dz). We
have,

Ztnva — Ztnva _'_ Bgvn _ van

t
= Zt(n) - / /x1{|x|>a}(u(”)(ds, dx) — V(n)(ds, dx)) — Bf’n,
0 JR

where (™ is the jump measure of Z(™. Thus, since the two first
terms on the r.h.s. of the last line above are local martingales, their
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difference is a local martingale with bounded jumps and thus the first
semimartingale characteristic of Z( is B{"". So,

V(Ban :/ /|I|1{|x|>a}l/ (dS dI)

and this finishes the proof. U
We are now ready for the proof of Theorem [l

Proof of Theorem [l To be able to apply Proposition [II, we need show

that (e, X)), . converges in law as n — oo and that (X ™), cx-
is UT.

First, note that by definition of v,i"), we have

[nt] [nt
8 RM™ _ (n)
(8) t ;719 Z anl/ﬁ

But [nt]/n — t as n — oo. By the stable functional convergence
theorem (see e.g. Theorem 2.4.10 p.95 in [10]), the sum in the r.h.s. of

the equation above converges weakly to a stable Lévy process (Lé3 )t>0
with L? LK 3. Thus, we obtain

[nt]

_pm d 4T
(e V>0 = | exp —Z%ﬁ") — (e Hol Lt) .
- i1 t20

t>0

Similarly, by the definition of £™ we have

[nt

n

9 xm= % § j TE = Al + N, for all £ > 0.

n Cqn /e
i=1 =1

Applying the stable functional convergence theorem again, we obtain

(N(" )t>0 i> (L )0, as m — 00, where L* is a stable Lévy motion,

with L8 £ K,, which is independent of (LY)i=0 since the sequences
(&k)ken+ and (pg)ren+ are independent. Using the independence, we
also have the convergence of the couple (eR("),X ™), as n — oo.

To prove that (X)), ey is UT, it is enough to prove that (AM™), cx-
and (N™),cn- are both UT. Note that A™ is a process of locally
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bounded variation for each n > 1 with V(A(")) =A™ Since Ag") <t,
for all n € N*, we have

sup P(AM" > M) < P(t > M),

n>1
for all M > 0 and thus, by Lemma [T the sequence (A™),en- is UT.

Now, note that, when ¢ > s and [nt] > [ns]+1, using the i.i.d. property
of (& )ken+ we obtain

[nt]

E(N" — N"|F,) = > E(c 'n,l/of =0.

i=[ns]+1 @

When ¢ > s and [nf] < [ns] + 1, N — N™ =0, and thus E(N™ —
N{M|F,) = 0. This shows that N™ is a local martingale for each
n € N*. Then, denoting by ™ the compensator of the jump mea-
sure of N (which is deterministic since N is also a semimartingale
with independent increments) and applying the Holder and Markov
inequalities, we have

t
/ / \x|1{‘x‘>1}y(”)(ds,dx) =E ( Z ‘ANs(n)“-{AN(”)Zl})
0 JR 0<s<t
[nt]
2 (= NP

[n1]
= et <|51 — Hel 1{|51—ug|zcan1/a})

[ t]

§i—hg

1{ca "

n

nl/a

= cont/e E(j&: — “S‘Q)I/QP(\& — el > n(ca)a)l‘l/a
[ ] a t
>~ (Ca)an (|§1 /Ja5| ) S Ca@,

with C, = E(|& — pe|®) < oo. Thus, if M > Cy(cn)”“t, we have

t
sup P </ /lel{wl}v(")(d&dév) > M) =0,
n>1 0 JR

and by Lemma 2] the sequence (N™), cy- is UT.

To conclude we obtain, using Proposition[Iland the continuous mapping
theorem with h(xy1, 29, 23) = (3 + y) /22, (eﬁ”))tzo RN (Y:)i>0 where

Y = (Y})i>0 is given by @) with R, = pu,t + L}, X, = pet + L, for all
t>0.
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In this case, we have [R, X|; = 0, for all £ > 0, (see e.g. Theorem 33 and
its proof p.301-302 in [2§]) and thus, using It6’s lemma and Theorem
I1.8.10 p.136 in [16], we obtain the stochastic differential equation ([H).

O

Proof of Theorem[2 We start by proving that P(info<;<r Y; = 0) = 0.
First, note that

t
mf v, =0 = Ssu — 6_R57dXs = .
{ogth ¢ } {ogth ( /0+ ) y}

Using the independence of the processes, we then obtain

t
(tim0) [ (e (o) )

where D is the space of cadlag functions and P_-& is the law of the
process (e );~o. Denote S(g); = — f(; g(s—)d X, for all ¢ > 0.

Let (t;)ien+ be an enumerating sequence of [0,7] N Q. Since S(g) =
(S(9)¢)+>0 is a process with independent increments, S(g) has, for each
fixed time ¢; > 0, the same law as a Lévy process L = (L;);>o defined
by the characteristic triplet (ar, 0%, vy) with

ti

U t; 0.2
- / g(s—yds, o2 =% [ g2(s—)ds
t; 0 t; 0

and

atae) =8 [ g yas

t;

where (a, ag, ve) is the characteristic triplet of X, see Theorem 4.25
p.110 in [I6]. Then, it is well known that L;, admits a density if o7 > 0
or v (R) = oo, see e.g. Proposition 3.12 p.90 in [5]. But, when &
satisfies (H?), we have o¢ > 0 and 07 > 0. When &; satisfies (H*), we
have v¢(R) = oo and v, (R) = oco. Thus, in both cases, L;, admits a
density and we have P(S(g):, =y) =P(L, =y) = 0.

Since (S(g)t)i>0 is cadlag we have

sup S(g)t: sup S(g)ta
0<t<T t€[0,7]NQ
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and, since a cadlag process reaches its supremum almost surely,

P < sup S(9): :y) =P < sup  S(g)r = y) <P (U{St@- = y})

0<t<T te[0,7)NQ ieN

N N
= lim P (U{S = y}) < Jim 3 P(S. =)
=0.
ThLIS, P(infOStST Y;g = 0) = 0.

Next, note that we have

{mf Yt<0}§{7(y)§T}§{ inf Ytgo}

0<t<T 0<t<T

and
inf 6" C{r(y) <T}C{ inf 6™ <
{oi&fcpet < 0} C{r"(y) <T} C {oi&fcpet <0,p.

Since 8™ % v by Theorem [I we obtain from the continuous mapping

theorem that infy<;<p 9,5") A info<;<7 Yy, for all T > 0, since the supre-
mum (and also the infimum) up to a fixed time are continuous for the
Skorokhod topology (see e.g. Proposition 2.4, p.339, in [16]). So, by
the portmanteau theorem,

. " : . (n)
< < <
limsup P(m"(y) < T) < limsup P <051<fT g, < 0)

n— oo n— oo

§P< inf Y}SO) :P( inf Yt<0>
0<t<T 0<t<T
<P(r(y) <7T),

and

o n o : (n)
< >
liminf P(7"(y) < 7T) > liminf P (Oéltlng 0, < 0)

n—o0 n—oo

2P<inf Y}<O>:P(inf YtSO)

0<t<T 0<t<T

>P(r(y) <T).
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3. CONVERGENCE AND APPROXIMATION OF THE RUIN
FUNCTIONALS IN THE PURE DIFFUSION CASE

In this section, we obtain sufficient conditions for a simple form of
the discounted penalty function, the ultimate ruin probability and the
moments and give a manner to approximate these quantities. To be
able to go further (and to obtain practical expressions for the ruin
functionals of the limiting process), we now restrict ourselves to the
(H?) case.

Assumption (H'). We assume that & and In(p;) both satisfy (H?).
So Y is given by @) with X; = pet + oW, and R, = p,t + o, W,
or, equivalently, is given by the solution of (&) with the same X and
R, = Kot + 0,W; and k, = 1, + 03/2.

3.1. Approximation of the Discounted Penalty Function. We
have seen in Corollary [Il that a simple form of the discounted penalty
function converges. In this section, we give an expression of this quan-
tity for the limiting process which will depend on the solution of a
second order ODE.

Lemma 3. Let a > 0. The equation
(10) (ag2 + a§m2)fg(x) + 2(pe + kpx) fL(2) = 2afolx) =0,
admits a solution f,: Ry — R satisfying

(P) fa(z) >0, for all z € Ry, and f!(x) <0, for all x € (0, +00).
Moreover, every other solution fa of (D) satisfying (P) is given by
folz) = K fo(x), for all x € Ry, for some constant K € R.

Proof. Define

T ope + K,z
= 2 ———d
p(z) = exp ( /0 Ug + 0222 o

2 o 0_2 kp/o'g
= exp ( He arctan (—px)) 1+ —gx2 ,
Uﬁo'p 0'5 Uf

2a

T2 2,.27
af—l—ap:c

and
g(x) =

for all z € Ry. Then, we can rewrite (I0) in the Sturm-Liouville form

(p(2) fo(2)) + p(2)g(x) falx) = 0.
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The existence of a (principal) solution satisfying (P) then follows form
Corollary 6.4. p.357 in [I4]. The fact that the solutions are uniquely
determined up to a constant factor follows from [ p(z)~'ds = oo and
Exercise 6.7. p.358 in [14]. O

Remark 2. Under the condition o > k,, it is possible to obtain an
explicit solution of ([0 using the method of contour integration as was
done in Theorem A.1 in [27]. Otherwise, the ODE can be solved using

numerical integration.

We now prove the approximation result.
Theorem 3. Assume that (H') holds. Let o > 0 and let f, : R, — R
be any solution of (1) satisfying (P). We have

. o Cr fo(y)
Jim B L) <roc) = BV Lirron)) = Ty

Proof. The convergence of the discounted penalty function is the con-
tent of Corollary [I

We now compute the value for the limiting process using the idea
in the proof of Theorem 2.1. in [24]. First, we show that L =
(fa(Yinr@))e @ W)),54 is a martingale with respect to the natural
filtration of Y. Using It6’s lemma and the fact that (Y,Y), = o2t +

2 [tyr2 ;
o> |, Yids, we obtain

fa(Y;/\T(y)k_a(MT(y)) = fa(y) + UENt(l) + JpNt(2)

tAT(Y) p—as
+ 1(v)ds,
0 2

) tAT(y) B t _
N, =/ €_asfé(Ys)dWs=/ Lis<rge “ fo(Yo)dWs,
0 0

tAT(Y) t
N® = / e f1 (Y)Y, dW, = / Taerye  fo(Ya) YadW,
0 0
and
I(Yy) = (02 + a2Y ) fu(Ye) + 2(pe + 5,Y5) fr(Ys) — 200 fu (V).

Since 1{s<,(,); is adapted to the natural filtration of Y, N and N®
are local martingales and since f, solves (I0) L is also a local martin-
gale.
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Note that Yir-y) > 0 (P-as.), for all ¢ > 0, and that f, is non-
increasing by (P). Thus, we have f,(Yirr(y)) < fo(0) and we find that
L is a bounded local martingale, and thus a martingale. From the
property of constant expectation, we then obtain, for ¢ > 0,

fa(y) = E (fa(Yirr(y))e @7 @)

or equivalently

fa®) = E (faYVinrw)e ") <hoey) + ¢ E (fo(YD)L{r@)=oc)) -

Again since fo(Yinry)) < fa(0), we can pass to the limit ¢ — oo in the
first expectation. Similarly, on the event {7(y) = oo}, we have Y; > 0
(P-a.s.) and f,(Y;) < f.(0), for all t > 0, and the second term goes to
0 as t — oo. Finally, we have proven that

fa( )— (fa( T(y) (y)l{T(y <—|—oo}) fa( ) ( _aT(y)l{T(y)<+oo}).

Lemma [3] also guarantees that this result does not depend on the par-
ticular choice of the solution of ([I0). O

3.2. Approximation of the Ultimate Ruin Probability. We have
seen that, when &; and In(p;) both satisfy (H?), we have

Jim P(r"(y) < T) =P(r(y) < 7).

for all T > 0. We would like to replace the finite-time ruin probability
with the ultimate ruin probability P(7(y) < oo) since for the latter,
an explicit expression exists for the limiting process. However, the
following classic example (see e.g. [12]) shows that the ultimate ruin
probability may fail to converge even if the finite-time ruin probability
does. In fact, take (Z(™);5o to be the deterministic process defined

by
Zt(n) _ 0 if't <n,
—1ift>n.

Then, we have Z(" — Z, as n — oo, where Z, = 0, for all t > 0, and
we have also convergence of the finite-time ruin probability, since, as
n — oo, infoci<r Z™ =0, for all T > 0. But info<icoo Z" = —1, for
all n € N*, and so the ultimate ruin probability fails to converge.

In general, proving the convergence of the ultimate ruin probability
is a hard problem and depends on the particular model (see [12] for
another discussion). Still, we can give a sufficient condition for this
convergence.
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Theorem 4. Assume that (H') holds. When p, <0, we have
lim P(7"(y) < o0) = 1.
n—oo

When p, > 0, we assume additionally that there ewists C' < 1 and
ng € N* such that

(11) sup E (e_mn))n = sup E <(p§"))_2)n <C.

n>ng n>ng

Then,

lim P(7"(y) < 00) = P(7(y) < 00) = H(0)

where, for x <0,

’ 2
H(z) = / (0f + Uizz)_(l/zw”/"g) exp <ﬂ arctan <@z>) dz.

— o0 O¢0p O¢

Before turning to the proof of the theorem, we give two examples to
illustrate Condition ([ITJ).

Example 3 (Approximation of the ruin probability with normal log-re-
turns). Take & to be any random variable satisfying (H?) and In(p;) ~
N (ptp,03), with p, > 0, then

(n)\ " 2
_9 (1, —
E (e " > — o 2(up 0,3)’

for all n € N*, so ng = 1 and the condition C < 1 is equivalent to
[y > 0%

Example 4 (Approximation of the ruin probability with NIG log-re-
turns). More generally, take & to be any random variable satisfying
(H?) and In(p;) to be a normal inverse gaussian NIG(q, 3,6, i) ran-
dom variable with 0 < [5| < o, § > 0 and p € R (recall Example 2] for
the definition). We remark that when n is large enough, we can use
Taylor’s formula, to obtain

ST T L S s
) \/“ (#-7) = e

for some z,, € [0,2/y/n]. Since the mean is given by p, = p+ 05/7,
we obtain using (12)

m\ " 200
lim E (e‘z’ﬁ )> = exp (—2,Up + —?)
n—00 ’y

(o 2252)
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Thus, when
537? — da
At R
this limit is strictly smaller than 1 and we can find ng € N* and C' < 1
such that (IT) is satisfied. Taking 8 = 0 and 0® = §/« we retrieve the
condition for normal returns given in Example

> 0,

Proof of Theorem[]] We have, for all n € N* and T > 0,
P(r"(y) < o0) 2 P(r"(y) < T)
and, by Theorem [2]
liminf P(7"(y) < 00) > P(7(y) < T).

n—oo
So, letting T" — oo,
liminf P(7"(y) < o0) > P(7(y) < o0).
n—oo
Now if P(7(y) < oo) = 1, which is equivalent to pe < 0 by [25], there is
nothing else to prove. So we assume that P(7(y) < co) < 1, or pe > 0,
and we will prove that

liinﬁs;ip P(m"(y) < 00) < P(7(y) < o0),

under the additional condition (ITI).

Fixy > e >0, T > 0 and, when 7"(y) > T, denote by K§22 the event
" (y) "
Ke(jl) = { / e‘Rgf)dXS(") < e} :
We have,

{m"(y) < 00} = {7"(y) < TYU{r"(y) € (T, 00), K%
U{r"(y) € (T, 00), (K'P)%}.
But, on the event {7"(y) € (T, ), KE(ZF)},

T w W
/ e R ax(m +/ e famdXxM < —y
0+ T+

which implies

T _Lw
/ e dX™ < —y 4,
0+
or equivalently that 7*(y —€) < T, by (). Thus,

{r"(y) < TYU{r"(y) € (T,00), K'1} C {7"(y —€) < T}.
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Then, we have {r"(y) € (T,00), (K')®} € (K")° and thus
limsup P(7"(y) < 00) < P(7(y —¢) <T)+ limsup P ((Kg}))c) .

n—o0 n—oo

So, we need to show that

lim lim sup P ((KSQ)U) —0.

—0  n—oo

Using the decomposition (@), we obtain

™ (y) " ™ (y) N
/ R gam| > Sy / B2 N
T+ 2 T+

Denote by Eﬁ} and Eé’g the sets on the r.h.s. of the above equation.

l\DIm

(K')E {

When n > ng, we obtain, recalling the explicit form of the integral and
using Markov’s inequality,

oy 2wl o [TET
P(E7) < = ~F ._§+1 e~ Xin1
2| e o\ _ 20l )
<2 ( > 1 > w()
e i=[nT]+175=1 e i=[nT]+1

2|,u§| ( (n))["T] () J
- E( g ) .

But, since E(e™ " ) < E(e 2" )1/2 < OV <1, we have

2pe|  CVe

T
¢ n(i—cven<

P(E")) <

Moreover it is easy to see that C /%) (n(1—-C~1/)))=1 — —2/1In(0)
as n — 0o, and so limy_,, limsup,,_, P(EY%) = 0.
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On the other hand, using the Chebyshev and Burkholder-Davis-Gundy
inequalities, we obtain

2
. 4 " (y) R .
P(EY)) < SE /T ~dN™
+
4 t . 2
<SE| sup / e RGN
€ T<t<oo |JT+

where K is a constant. But,

)
[N N™)], = Z AN Z <

0<s<t i=1

) 2
Thus, writing the stochastic integral explicitly and using the same com-
putation as before, we obtain

" 4K > L — 2 )
s 55 (S5 o
i=[nT]+1

2 > n) 1/n
:ZLKO'5 Z (" 4K , C

e2n

i=[nT]+1

Again, using the fact that the expression on the r.h.s. above converges,
when n — oo, we find that

hm limsup P <E§72) =0

T—00 pooco

and
limsup P(7"(y) < 00) < P(7(y — €) < 00).

n—oo
So, letting € — 0 and using the continuity of y — P(7(y) < 00), we
obtain
limsup P(7"(y) < o0) < P(7(y) < o0).
n—roo
The explicit expression for the ultimate ruin probability of the limiting
process is given in [27]. O
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3.3. Approximation of the Moments. In this section, we obtain a
recursive formula for the computation of the moments of the limiting
process Y at a fixed time which, for simplicity, we choose to be T" =1
and prove the convergence of the moments of 9§"’ to the moments of

Y;. This gives a way to approximate the moments of 9&").
Proposition 2. Assume that the limiting process Y = (Y;)i>0 is given

by (@) with X, = pet + oeWy and R, = p,t + o,W;, for all t > 0. We
have, for all p € N,

(13 B sup ") < o

0<t<1

Moreover, letting my(t) = E[(Y;)P], for each 0 <t <1 and p € N, we
have the following recursive formula: mg(t) =1,

(14) ma(t) = yeket + Z—i(ekﬂt — 1) when k, # 0,
' y + pet when k, =0,

with k, = p, + 02 /2 and, for each p > 2,
t
(15) my(t) = yPe™! +/ e =) (bym,_1(s) + cymy_s(s)) ds,
0

with a, = pp, + p*o7/2, by = pue and ¢, = p(p — 1)o7 /2.

Proof. The existence of the moments ([I3]) follows, for p > 2, from
the general existence result for the strong solutions of SDESs, see e.g.
Corollary 2.2.1 p.119 in [20] and, for p = 1, from Cauchy-Schwarz’s
inequality:.

Set my,(t) = E[(Y;)?], for all 0 < ¢ < 1 and p € N*. Suppose that p > 2.
For r € N*, define the stopping times

O, =inf{t >0:|Y;| >r}
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with inf() = 4o00. Then, applying Itd’s lemma and using (YY), =
oit + o fot Y2ds, yields

NGy tABy .
(Yino, )’ = y" + ppe / (Yo)P~'ds + poe / (Yo)P~tdw,
0 0
NGy LA
+ pk, / (Ys)Pds + po, / (Y5)PdW s
0 0

o 1 tAO,
X P(p )Ug/ (Ys)p—zds
0

2

_ 1 tAO,
+P(p2 )03/0 (Y, )Pds.

Thus, using Fubini’s theorem and the fact that the stochastic integrals
are martingales, we obtain

tAO, tAOy
E[(Ying, )] = o + pie / E[(Y,)r'Jds + pr, / E[(Y,)?)ds

+ plp = 1)02/0 T E[(Y,)P %ds

Now we can take the limit as r — oo, and use ([[3]) to pass it inside the
expectation of the Lh.s. of the above equation. Differentiating w.r.t.
t, we then obtain the following ODE

d

GBI = (s, + 2202 ) B0 + Bl

+ 20 Domi(riyr,

and E[(Y;)?] = y?. This is an inhomogeneous linear equation of the
first order which can be solved explicitly to obtain (I5).

For p = 1, using the same technique as above, we obtain

t
B(Y) =+ pet + 5, | B(Y.)ds.
0

If k, = 0, there is nothing to prove. If x, # 0, we obtain by differenti-
ating w.r.t. ¢,

d
SE(Y)) = e + hB(Y))

with E(Y;) = y and this can be solved to obtain ([I4]). O
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We now state the approximation result.

Theorem 5. Assume that (H') holds. Assume that E(|&|7) < oo, and
that
(16) sup E (e‘”;n)> = sup E ((p§"))q> < 00,

neN* neN*

for some integer ¢ > 2. Then, for each p € N* such that 1 < p < q, we
have
Tim E[(01")"] = E[(Y1)"] = m, (1),

for the function m, defined in Proposition [2.

Before turning to the proof of the theorem, we give an example to
illustrate Condition ([I6l).

Example 5 (Approximation of the moments with NIG log-returns).
Take In(p;) to be a normal inverse gaussian NIG(«, 3,6, 1) random
variable with 0 < |B] < a, § > 0 and p € R (recall Example @] for the
definition). Fix ¢ > 2. When n is large enough, we can use Taylor’s
formula, to obtain

qa\> b ¢ o
o= (0 5) =

for some z,, € [0, ¢/+/n] and thus

n)\ " dor?
nh—{lgoE (e‘”g )> = exp (q,up + q}; ) .

Since this limit exists and is finite for each ¢ > 2, the sequence is
bounded and the convergence of the moments depends only on the
highest moment of &. Note that the NIG distribution contains the
standard Gaussian as a particular case.

Proof of Theorem[3. Since by Corollary Bl we know that ng) 4 Y1,
we have also (95"))1” KN (Y1)P, as n — oo, for 1 < p < ¢q. It is thus
enough to show that the sequence ((95"))?’)”@* is uniformly integrable,
which by de la Vallée-Poussin’s criterion is implied by the condition
sup,en- E(10]"]9) < oo.

Define 2™ = R™ — R, and X[ = X" — X" the time-reversed
processes of R™ and X which are defined for ¢ € [0, 1]. It is possible
to check that (R{")oci<1 = (R{" o<1 and (X{")pcicr = (X[ )octn
by checking that the characteristics of these processes are equal (since
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[n]—[n(1—t)]—1 = ceil(nt)—1 = [nt], where ceil is the ceiling function),
and by applying Theorem I1.4.25 p.110 in [16]. (See also the example
on p.97 in [I6] for the computation of the characteristics.) Thus, we
can imitate the proof of Theorem 3.1. in [4] to obtain

n @) (n)_ p(n) @) (n)
9§):6R1 y+/ efl R gx(n ) L " y+/ R, dX("
0+ 0+

4 pm bow
= et y+/ eftu=dx (™.
0+

Then, using the fact that |a + b|? < 2971(|a]? + |b]?), we obtain

E (Jo1r) < 20! [qu (o) +E ( /0 i R ax () )}

Denote by Il(") and 12(") the expectation appearing on the r.h.s. of the
above inequality. We will treat each expectation separately.

For I\ we simply have

17 su I = su Ee‘”l(n) = sup E e‘”gn) < 0.
(17) p p p

neN* nEN* neN*

For I, we start by defining M™ = Sl %, for0 <t <1 Itis

possible to check that (Mt(n))ogtgl is a martingale, for each n € N* (for
the filtration defined above Theorem [Il) In fact, the martingale prop-

erty is checked in the same manner as for X ™ in the proof of Theorem
[ and the integrability is clear. Thus, (eMt(n))(]Stgl is a submartingale,

and using Doob’s inequality we obtain

1 (4]
= sup e | E
0<t<1 <

q \* o
< max(1, et?) P E(e®™1 )
q_

Cia ¢\, g™
= max(1, e ") — E(e™ ).
q —_—

And so the assumption (I6) together with (7)) imply that

q
) <o

(18) sup E <

neN*
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Writing X," (n) A(" + N w1th the processes defined in the proof of
Theorem [I] and using the fact that \A(" | < |pelt, for all t > 0, we have

1 1 q
12(n) S 2q—1 |:E < / R(7 dA(n ) +E < / R( n) dN(n) ):|
0+ 0+

q 1
<277 e 'E ( By ) + 2B ( / R(n)dN("
0+

But, from the Burkholder-Davis-Gundy inequality applied twice and
the independence of the sequences, we obtain
q/2>

sup e
0<t<1

bom I L
E( / RN ) < D,E / 2R dIN™),
0+ 0+

< D,E ( sup ) B(INC)1)

0<t<1
q
) (N

(n)
sup e

0<t<1

< d,D,E <

for some positive constants D, and d,. Thus,
q)

q
(n) n
sup ef ‘ ) sup E <|N1( )|q),

0<t<1 neN*

(n)
sup el

sup I\ < 297 | sup E (
neN* neN* 0<t<1

+ 2q_1quq sup E (

neN*

and so (I8) implies that it is enough to check that sup,,cy- E(\Nl(n)\q)
is finite. (Note that a similar argument to the one used to prove the

finiteness of 12(") is used in a different context in the proof of Lemma
5.11in [2].)

Using the multinomial theorem, we obtain

n n gl_ug by
% (L))
1 k1+“Z+:kn:q ki,..., ky E \/ﬁ

where the sum is taken over all non-negative integer solutions of ki +

+ k, = q. Since E((& — pe)¥) = 0, when k; = 1, we can sum over

the partitions with k; # 1 for alli =1, ..., n. Now, since k;/q < 1, we
k.

have by Jensen’s inequality
fin (<) ) <o ()
=n q/2E(|§1 — pel?).
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Thus,

) ) - q
IV < 27 B(|& — pe|)n > <k:1 ok )

otttk =g ki 1

and since we need to take the supremum over n € N*, we need to check
that the r.h.s. of the above inequality is bounded in n. For this, note
that the sum of multinomial coefficients is equal to

(19) %2:](?) > <l1+2,.?.,l,~+2)’

1=1 li4+l=q—2i

where, for each i = 1,...,[q/2], the second sum is taken over all non-
negative integer solutions of [; + - - - +1; = ¢ — 2i. This follows from the
fact that if (kq,...,k,) are non-negative integer solutions of ky + - - +
k, = q, we have, since k; # 1, that the number of non-zero terms in
(k1,...,ky) is at most [¢/2]. Thus, letting i be the number of non-zero
terms and (j1, . .., j;) their indices, we find that (kj, —2)+- - -+ (k;,—2) =
q — 21, which yields the claimed equality. Then, we have

q q— 21
< .
<ll+2,...,li+2) —Cl<ll,...,li)’

with C; = 27%¢!/(q — 2i)! and

Z ( q— 2il ) a2

l,...
httli=g—2i N 1777

Let Cy = max;_1__ (49 C; and Ky = 297 'C E(|& — 11¢]?), remark that
the binomial coefficient in (IJ) is bounded by n!/? and that

) /2, , a2
LY < K ) (Z_)iq—% < K /Ay o,

i=1 i=1

(n)

which is bounded in n. Thus, sup, oy 1" < 00, sup,ey. IS < 0o and

sup E (|9§")|q> < 20y sup I + 297 sup IV < oo,
neN* neN* neN*

So, the sequence ((6)P),cn- is uniformly integrable and we have
lim,,, B[(0")7] = B[(¥1)7] 0
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