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Kurzfassung der Dissertation

Diese Dissertation befasst sich mit zwei Verallgemeinerungen des CreditRisk™ Modells und
Anwendungen der Panjer Rekursion. Im ersten Teil behandeln wir eine Verallgemeinerung
des kollektiven Risikomodells und der Panjer Rekursion. Das Modell, das wir betrachten,
besteht aus mehreren Geschéftsbereichen mit abhéngigen Ausfallzahlen. Es ist eine Summe
von kollektiven Risikomodellen. Eine Annahme des Modells ist, dass die Verteilungen der
Schadenzahlen Poisson-Mischverteilungen sind. Eine Mischverteilung spiegelt einen Aus-
fallgrund im CreditRisk™ Modell wider, das mathematisch gesehen ebenfalls ein kollektives
Risikomodell ist.

In unserer Dissertation sind die Ausfallgriinde mit bestimmten Abhéangigkeitsstruktu-
ren versehen und es wird bewiesen, dass die Panjer Rekursion ebenfalls anwendbar ist,
indem wir eine geeignete dquivalente Darstellung der Anzahl der Schiden finden. Diese
Abhangigkeitsstrukturen sind von stochastischer und linearer Natur. Solche stochastisch
linearen Abhéangigkeitsszenarien sind dazu geeignet, auch negative Korrelation zwischen
den Schadenzahlen zu erzeugen. Bei der Mischung der Schadenzahlen mit gemeinsamen
Verteilungen bleibt ebenfalls die Anwendbarkeit der Panjer Rekursion erhalten.

Des Weiteren beweisen wir, dass, wenn die Verteilungen der Schadenh6éhen voneinander
linear und stochastisch abhéngen, die zusammengesetzte Verteilung mit Panjers Rekursion
berechnet werden kann. Es ist auch moglich, eine multivariate Variante der Panjer Rekur-
sion und von de Prils Rekursion zu beweisen, wenn die Schadenhohen nicht unabhéngig
und identisch verteilt, sondern austauschbar sind. Wir formulieren diese Ergebnisse in
entsprechenden Algorithmen.

Unter Benutzung dieser Resultate berechnen wir Risikobeitrage der Risiken aufgrund
eines Ausfallgrundes mit solchen Abhéngigkeitsstrukturen. Dazu nutzen wir das Riskomaf
des bedingten Expected Shortfalls, das es auch zulésst, Risikobereitstellungen in einem
Multiperiodenmodell zu betrachten. Beispiele zeigen, dass unterschiedliche Arten von
Korrelationen unterschiedliche Verteilungen liefern.

Im zweiten Teil befassen wir uns mit dem kollektiven Risikomodell, wobei die Anzahl der
Schéden eine bestimmte Poisson-Mischverteilung hat. Da es ein allgemeiner Ansatz ist, eine
Gammaverteilung als Mischverteilung zu wahlen, verallgemeinern wir diesen Misch-Ansatz
zu verallgemeinerten Gammafaltungen. Auf diese Weise verallgemeinern wir auch das
CreditRisk™ Modell. Man definiert eine verallgemeinerte Gammafaltung als den schwachen
Grenzwert einer Folge endlich vieler Faltungen von Gammaverteilungen.

Bereits bekannte Rekursionen fiir solch eine zusammengesetzte Poisson-Mischverteilung
erfordern in jedem Schritt die Auswertung eines Integrals. Dies kann einen hohen Rechenauf-
wand und auch einen numerischen Fehler verursachen. Wir umgehen die Berechnung dieses
Integrals in jedem Schritt, indem wir beweisen, dass eine geeignete Folge von Zufallsvariablen
existiert, die gegen die Poisson-Mischverteilung konvergiert, was die Anwendung der Panjer
Rekursion erlaubt. Infolgedessen geben wir eine Fehlerabschatzung fiir die Approximation
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dieser Folge beziiglich des Totalvariationsabstandes an. Unter Benutzung dieser Fehlerab-
schatzung einer geeigneten Approximation stellen wir einen Algorithmus fiir die Berechnung
der Verteilung des Gesamtverlustes vor.

Bis jetzt ist dieses Modell nur im eindimensionalen Fall betrachtet worden. Es ist
allerdings auch interessant, mehrere Geschéaftsbereiche zu betrachten, was ein multivariates
Modell impliziert. Dies geschieht mithilfe multivariater verallgemeinerter Gammafaltun-
gen. Wir beweisen ein alternatives Ergebnis zur Abgeschlossenheit der multivariaten
verallgemeinerten Gammafaltungen, die durch endliche viele Faltungen von multivariaten
Gammaverteilungen approximiert werden kénnen. Wir geben ebenfalls eine obere Schranke
fiir die Fehlerabschatzung beziiglich des Totalvariationsabstandes wie im eindimensionalen
Fall an. Es ist auch moglich, eine Darstellung zu finden, die eine Anwenung der Panjer
Rekursion gestattet, um die Verteilung der entsprechenden Zufallssumme zu berechnen. Wir
schliefen mit Beispielen, die die Vorteile unseres Algorithmus’ im Gegensatz zur schnellen
Fourier Transformation und einer verbesserten Variante der schnellen Fourier Transformation
hervorheben.
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Abstract

This thesis examines two generalizations of the CreditRisk™ model and applications of
Panjer’s recursion. In the first part we discuss a generalization of the collective risk model
and of Panjer’s recursion. The model we consider consists of several business lines with
dependent claim numbers. It is a sum of collective risk models. The distributions of the
claim numbers are assumed to be Poisson mixture distributions. A mixing distribution
reflects a default cause in the CreditRisk™ model which, mathematically seen, is also a
collective risk model.

In our contribution we let the default causes have certain dependence structures and prove
that Panjer’s recursion is also applicable by finding an appropriate equivalent representation
of the claim numbers. These dependence structures are of a stochastic linear nature. Such
stochastically linear dependence scenarios are also capable of producing negative correlations
between the default causes. Compounding the default causes by common distributions also
keeps Panjer’s recursion applicable.

In addition, we prove that if claim size distributions depend on each other linearly and
stochastically, the compound distribution can be evaluated by Panjer’s recursion. It is also
possible to prove a multivariate variant of both Panjer’s and de Pril’s recursion if the claim
sizes are not i.i.d. but exchangeable. We put all this into corresponding algorithms.

Using these results we compute risk contributions of the risks due to a default cause
with such dependence structures. For this purpose we use the risk measure conditional
expected shortfall that also allows us to consider risk allocations in a multiperiod model.
Indeed, examples show that different types of correlation provide different distributions.

In the second part we discuss the collective risk model where the number of claims has a
certain Poisson mixture distribution. Since it is a common approach to choose a gamma
distribution as a mixing distribution, we generalize this mixture approach to generalized
gamma convolutions. In doing so, we also generalize the CreditRisk™ model. A generalized
gamma convolution is defined as the weak limit of a sequence of finitely many convolutions
of gamma distributions.

Already known recursions for such a compound Poisson mixture distribution require the
evaluation of an integral in each step. This may cause high computational effort and also a
numerical error. We circumvent the computation of this integral in each step by proving
that an appropriate sequence of random variables exists converging to the Poisson mixture
distribution, which allows for the application of Panjer’s recursion. Consequently, we give
an error estimate with respect to the total variation distance for the approximation by this
sequence. Using this error bound of a proper approximation we present an algorithm for
the calculation of the distribution of the total loss.

So far, this model has been discussed in the univariate case. However, it is also interesting
to consider several lines of business, which indicates the usefulness of a multivariate model.
This is realized with the help of multivariate generalized gamma convolutions. We prove an



alternative closure result that shows how to approximate a multivariate generalized gamma
convolution by finite multivariate gamma convolutions. We also give an upper bound for an
error estimate with respect to the total variation distance, as in the univariate case. It is
possible to find a representation allowing for an application of Panjer’s recursion in order to
evaluate the distribution of the corresponding random sum, too. We conclude with examples
that pinpoint the advantages of our algorithm in contrast to fast Fourier transform and an
improved variant of fast Fourier transform.
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Part 1

Generalized Panjer Recursion
for Dependent Claim Numbers
and Applications
to Credit Risk Aggregation






Chapter 1

Introduction

The aggregation of risks in a portfolio is an important component in both insurance
mathematics and risk management. It is important for an insurance company to estimate
future claims of the insured persons, and banks have an increasing need to estimate the
volume of credit defaults that becomes more and more important with the introduction of
the Basel II and Basel III accords. The Basel II accord, cf. [4], also regulates operational
risk, which is defined as the risk of losses resulting from inadequate or failed internal
processes, people and systems, or from external events. In risk management there are
several risk models. The CreditRisk™ model (introduced by [10]) is one such with a lot of
practical features. It does not require many assumptions and it enables the computation
of the loss distribution recursively and exactly, i.e., it is not necessary to apply Monte
Carlo methods that introduce a stochastic error. Gundlach and Lehrbass [27] offer a wide
overview over CreditRisk™. However, the shortcoming of CreditRisk™ is that it does not
allow for dependent default causes. Biirgisser et al. [9] treat this problem and introduce
dependence between the default causes by sector correlation. Several approaches have been
published that aim at tackling this problem: Reifl [53] models dependent default causes by
incorporating market risk by using geometric Brownian motions. But he waives a solution
in closed form for this feature. Deshpande and Iyer [I5] also consider a dependence model
for default causes in the usual CreditRisk™ model that comprises linear combinations of risk
factors and is a generalization of Giese [23]. They also consider VaR contributions. Instead,
we consider a more general linear dependence structure in an extension of the CreditRisk™
model that allows us to model negative correlation and we can also comprise a stochastic
component in the linear dependence. Moreover, we treat expected shortfall contributions
and present exact formulas for the risk contributions for gamma and 7-tempered a-stable
distributions. Gordy [25] proposes a different approach to the evaluation of the CreditRisk™
model, he proposes a saddle point approximation. For practical applications Vandendorpe
et al. [69] propose a parameterization of the characteristics of a portfolio which could be
also useful for a parameterization of our model.

Insurance companies too need to satisfy Solvency II requirements, and the model we
consider is capable of estimating and quantifying risks and can thus be used to determine
the minimal capital requirements, which is the first pillar of Solvency II. There is also an
increasing demand to reflect dependencies between the risks. As can be found in [48, p. 15],
it is interesting to note that in the definition of the target capital the expected shortfall is
used, a risk measure that we are also going to use in our model for risk contributions.

In the (extended) CreditRisk™ model as in the collective risk model it is necessary to
calculate the distribution of a random sum. In risk management, e.g. the CreditRisk™ model,



Chapter 1. Introduction

the collective risk model is diversified into several risk clusters or lines of business and thus
random sums where each claim number is driven by a default cause. Thus we consider a
sum of several collective risk models. Since the claim numbers are modelled by Poisson
mixture distributions, it is meaningful to speak of default cause intensities as the default
causes are modelled by the mixing distributions. Hence we consider the random sum

S = Xih, (1.1)

i=1 h=1

where {X;p,}nen are independent sequences of independent and identically distributed
random variables for each i € {1,...,m} and Ny,..., N,, are Ny-valued random variables
independent of {(X p, ..., Xmn)}hen. Using such a random sum, we are able to consider
several business lines of an insurance company or several default cause intensities in the
extended CreditRisk™ model. Our model can be also used to estimate operational risk.

To put it more precisely, in former frameworks such as [2I] the authors consider m default
cause intensities Ay, ..., A, where each claim number N; for ¢ € {1,...,m} depends on a
default cause intensity A;. These default cause intensities are independent, and the Poisson
mixture distributions need to be in a Panjer(a, b, k) class. Hence, due to the independence,
Panjer’s recursion is applicable to these random sums. The distribution of a random variable
N, denoted by {gn}nen,, belongs to a Panjer(a,b, k) class with a,b € R and k € Ny if
0 =q =-=¢1=0and

b
Qn = (a + —)qn,l for all n € N with n > k + 1. (1.2)
n

If f, = P[X; = n] and afy # 1, then according to [21, Theorem 4.1] the distribution
pn =P[X1 4+ -+ Xy = n] is given by the recursion

Pn =7 —1af0 (IP[X1 ot Xy =n] g+ Z(a - l;‘Z)fjpn—j) (1.3)
j=1

for all n € N with initial condition

o — {QO if fo =0, (1.4)

> >0 qefE  otherwise,

which is the probability-generating function of the distribution of N at fy. The recursive
evaluation of such compound distributions was introduced by Panjer [50] and extended by
Willmot and Panjer [77]. The distributions belonging to a Panjer(a, b, k) class were identified
by Sundt and Jewell [63], Willmot [75], and Hess, Liewald, and Schmidt [30]. Sundt and
Vernic [64] contributed exhaustively to this topic amassing many interesting results. There
are many other contributions on the generalization of Panjer’s recursion. Hipp [33] provides
a speedy version for Panjer’s recursion for certain types of severity distributions. Willmot
[74] also considers a similar framework; besides mixed compound Poisson distributions he
also considers linear combinations of random variables as mixing distributions of Poisson
distributions. However, these mixture distributions only provide positive correlation.

The need for dependent claim numbers has already been mentioned. This issue gains
increasing importance. Recent years have brought some economic examples of dependent
claims. In 2009 the German car company Opel was having severe economic problems that



also threatened suppliers and jobs with economic defaults. This is a typical example of a
positive correlation between defaults in a market: a default from Opel would have meant
the loss of their main customer to the suppliers. An example for a negative correlation
might be the collapse of the former Swissair airline in 2001. The collapse of an airline does
not decrease the general demand for flights so other airlines could profit from this collapse
and carry former Swissair passengers, thus perhaps lowering their own default probability.

Besides this demand for dependent claim numbers, it is also of interest to generalize the
extended CreditRisk"™ model and the collective risk model, respectively, from another point
of view, from univariate dimensions to multivariate dimensions. In this case, it is possible to
consider two kinds of generalizations. Either there are multivariate counting distributions
and univariate severity distributions, or there are univariate counting distributions and
multivariate severity distributions. Hesselager [31] and Vernic [71] started to consider
recursions for the evaluation of bivariate compound distributions. In this case, the counting
distributions are univariate and the severity distributions are bivariate. Sundt [61] and Eisele
[18] considered recursions for multivariate compound distributions of this kind. Recursions
for both types of generalizations can be found in Sundt and Vernic [64]. Considering
multivariate claim sizes has the advantage that we can take time horizons into account,
which is also an important factor of such a model. This becomes obvious, especially in the
case of insurance companies where the occurrence of a claim usually causes several future
payments, and it is very often not clear at the notification of claim how these payments
might develop. This is also evident in e.g. health insurances during the recovery process
of a patient. Naturally, this also applies to banks if a credit default occurs; the bank may
expect recovery payments, but the size of these is not known at default.

This part of this thesis is organized as follows: in Chapter [2] we present some useful
results on compound and mixture distributions and the probability-generating functions of
the distributions of Poisson, negative multinomial, and logarithmic random vectors with
different mixture random vectors and random variables.

In Chapter [3| we introduce a general dependence structure of the default cause intensities
between risk factors and prove alternative representations of the claim numbers with the
same distribution allowing for the application of Panjer’s recursion. We generalize the
framework given in [21I] that introduces an extended version of the Credit Risk™ model.
Our major result here is a linear dependence scenario with a stochastic component, i.e.,
the linear structure is chosen stochastically. This scenario allows for both positive and
negative correlation. A variant of Panjer’s recursion is applicable. An interesting special case
is a linear dependence structure with stochastic entries which makes negative correlation
clearer, hence this general dependence scenario offers several modes of dependence. As an
application we embed Giese’s framework [23] of a dependence structure into our model and
provide the application of Panjer’s recursion.

In Chapter (4] we consider a different dependence structure: we mix the default cause
intensities with common mixture distributions by choosing a parameter of the distribution
stochastically. If we have the same choice for several default cause intensities, this also
generates dependence. Then we prove that an alternative representation with the same
distribution exists that also allows for an application of Panjer’s recursion. In doing so, we
also admit the default cause intensities to consist of a stochastic and linear dependence.
Thus we observe both discrete and continuous dependence structures. This framework does
not only work for default cause intensities with a gamma distribution as it is already known
from the extended CreditRisk™ model, but it also works for so-called T-tempered a-stable
distributions. This is a very flexible family of distributions and also allows for modelling of
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heavy tails.

In Chapter [5| we prove a generalization of Panjer’s recursion for multivariate dependent
claim size distributions and for claim numbers that are linked by more general relations
than in Equation . We therefore relax the assumption of independent and identically
distributed random variables and replace it with the assumption of exchangeable claim
sizes. Then the application of Panjer’s recursion requires a further step of computation,
i.e., the evaluation of an expected value that becomes necessary by the tower property.
Additionally, we present algorithms that show how to use Panjer’s recursion for our alternative
representations of claim numbers. We also generalize de Pril’s recursion in the same manner.
By adopting the approach for the construction of stochastically and linearly dependent
claim numbers we also construct a dependence scenario for claim sizes. This is also a model
in which a variant of Panjer’s recursion is applicable.

Chapter|[f]is a contribution to capital allocation of the portfolio loss S and also presents an
algorithm for the evaluation of these contributions. Such dependence scenarios as introduced
above raise the question of their contribution to the risk, i.e., how the total portfolio risk can
be diversified to the risk coming from a single business line or default cause intensity. We
consider such a risk capital allocation with respect to the risk measure expected shortfall.
Because it is not only of interest to consider such a risk allocation for one time period, we
also introduce such risk measures given a o-algebra, see also [34]. Conditioning on a certain
filtration of o-algebras allows us to consider a multivariate framework, i.e., a model with
several time periods.

Finally, in Chapter [7] we conclude this part of this thesis with some interesting examples
that show that the choice of correlation has an impact on the distribution of the total
portfolio.



Chapter 2

Properties of Compound and
Mixture Distributions

In this chapter we provide some general representations of distributions when compounded
or mixed that we will need in the following chapters. Additionally we introduce a depen-
dence scenario between default cause intensities and prove a corresponding formula for the
probability-generating function of the distributions of Poisson mixture vectors.

Remark 2.1. It is a very important result for us that a probability-generating function or a
Laplace transform uniquely determines a distribution, and we will have frequent recourse
to this result. A reference can be found in [42, Theorem 5.3]. The result is proven for
characteristic functions but also carries over to probability-generating functions and Laplace
transforms.

First, let us sketch the notation of a compound distribution.

Definition 2.2. Let N be an Ny-valued random variable and let { X} }ren be a sequence
independent of IV, consisting of i.i.d. random variables such that X; has the distribution F'.
Define the random sum S = Ziyil Xp,. Then

(a) if N has a Poisson distribution with parameter p, then S has a compound Poisson
distribution, and we write S ~ [CPail(u, F),

(b) if N has a negative binomial distribution with parameters a > 0 and p € [0, 1), then S
has a compound negative binomial distribution, and we wite S ~[CNegBin|(«, p, F'),

(c) if N has a logarithmic distribution with parameter g € (0, 1), then S has a compound
logarithmic distribution, and we write S ~[CLog|(q, F').

We start with a lemma about an equality in distribution between compound distributions
and Poisson mixture distributions.

Lemma 2.3. Let N be an Ng-valued random variable and A a non-negative random variable
such that

L(N|A) = [Poissoni(A) . (2.4)
Let {Bp}nen be a sequence independent of (N, A), consisting of i.i.d. random vectors such

that By ~ Multinomial(1; p1,...,pm). Let further {(Xin,..., Xmn)}trhen be a sequence
independent of (N, A) and {Bp,}hen, consisting of i.i.d. R"™-valued random vectors. Define
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S; = ZhN:1 By Xip forie{l,...,m} with the notation By, = (B1p,...,Bmp). Then the
random sum S = (S1,...,Sm) satisfies for each component

L(S;|A) = [CPallpiA, £(X;1)) ie{l,...,m},

and the components St, ..., Sy are conditionally independent given A. Additionally
L(Sy+ -+ Spm|A) % m<A, > pi E(Xi,1)> (2.5)
i=1
holds.

Proof. Apply Remark[2.1] The probability-generating function of the conditional distribution
of S given A gives by the independence of (N, A) of {Bp}ren and {(Xi4,..., X;m ) bhen
and since {Bp}ren and {(Xi4,..., Xmn)then are sequences of i.i.d. random variables,

e s[(E[f ) ] o

1=1

respectively,

GS‘A :S |:H Zh 1 Lh zh

Using that {Bj}ren have a multinomial distribution and are independent of {(Xj , ...,
Xom.h)}hen and applying the law of total probability with the notation Gy, ,(z) = E[z¥i1]

provides
N
s ol (Enonco) o}

Finally, using Equation (2.4) and p; + - -+ + p;, = 1, we observe

Goin(e) ™ exp (- (1- gmaxi,xa))) e i]jIlexp(—Apia G ().

Then the marginal probability-generating function of S given A is with a slight abuse of
notation z; = (1,...,1,2;,1,...,1)

Gs|a(zi) = exp(—Api(1 — Gx,, (%)),

which is the probability-generating function of the conditional distribution of a random
variable Y given A, which has a compound Poisson distribution with Poisson parameter
piA and severity distribution £(X; ;) for ¢ € {1,...,m}. Equation follows by [49)
Proposition 3.3.4]. q.e.d.

It is also interesting to consider compound distributions as in Lemma with negative
binomial distributions instead. For this purpose we give a definition of the negative
multinomial distribution (cf. [59 Section 2]), which is a multivariate variant of the negative
binomial distribution.

Definition 2.6. A random vector N = (Ni,...,N,,) has an m-dimensional negative

multinomial distribution with parameters a > 0 and p1,...,pm > 0 where p1 + -+ -+ ppy, < 1
if

o+ n
P[Ny =n1,..., Ny =] = I(‘(a Z =1 Hp

for all nq,...,n,m € Ng where pg :=1—p1 —--- — p. We denote the distribution of N by
(a;plv s 7pm)-



According to [78, Equation (2.1)] the corresponding probability-generating function is

0,1]™ 5 (21, 2m) (1 - i pz) -

bo 5= Po
In case m = 1 we obtain P[N:n]:%(l—p)apn and
1 —pz\—a 1
- (522) ", o<}
(=) 1-p D

which is a [NegBin|«, p) distribution. For further reading on the negative multinomial
distribution the reader is referred to [59], [78], or [39, Chapter 36]. This negative multinomial
distribution can be also seen as a generalization in the sense of a generalization of the
geometric distribution, see also [47].

In the course of this thesis we will often use a result that is related to the negative
binomial distribution and provides an alternative representation. We set it here:

Remark 2.7. Let > 0 and p € (0,1). According to [58, p. 95/96] and with an adjustment
to our notation of the negative binomial distribution

NegBin|r, 1 — p) =[CPoi(r In(1/p),[Log(1 — p))

holds. Note that this transformation and shift of the convolution has already been considered
by Ammeter [I].

The following lemma will be useful for further applications.

Lemma 2.8. Let a, >0 and Ay,..., A\ > 0. Let T be a strictly positive random variable
and let A be a random variable such that L(A|T) < [GammalaT, 3). Let N = (N1,..., Np,)
be a random vector with conditionally independent components given A, T such that

L(N;|A, T) = Paisson( \A), i€ {l,...,m}.

Furthermore, consider an m-dimensional random vector M given T such that L(M |T) %

NegMult| T ; p1, . . ., D) with p; = ﬁfilkd forie{1,...,m}. Then M and N have the

same distribution.

Proof. For the proof we use Remark and compute the probability-generating functions
of the conditional distributions of N and M given T, respectively. We start with the
random vector N given T for z € [0, 1]™. Conditioning on (A,7") and using the conditional
independence of Ni,..., Ny, given (A,T) and the conditional distribution of N given A

yields
T} .

m m
Gyr(z) = E[Hzfvi A, T] ‘T] s E[He—m(l—zw
i=1

i=1

T] E E[ﬁ E [N
= [Zz
i=1

Using the conditional distribution of A given 7', we observe

Gyr(z) = (5 - Zﬁlﬁ)\i(l — Zi)>aT.



Chapter 2. Properties of Compound and Mixture Distributions

Consider now the conditional distribution of the random vector M given T'. Using the
conditional distribution of M given T' with z € [0, 1]™ yields

a_S s i_ m P as B+ A zy;l/\ﬂz)—aT
Ganrz) = {Hz ]_<P0 ;pozz> _< B 3

by insertion of p; = m forie {1,...,m} and pg = W’}—Md' q.e.d.

A special case of this lemma has also been treated in [59, Section 3.b]; in this case the
random variable T is deterministic.

Remark 2.9. The negative multinomial distribution given in Definition can also be

obtained as a certain mixture distribution. If we choose in Lemma the random variables

A ~[Gammal«, ) and X;; = 1 for each i € {1,...,m}, then the probability-generating

function of the conditional distribution of S given A in the corresponding proof is for
e [0,1]™

on( (- En))] - o) = (1 5)

— Neo . P Pm\ wi _ B
hence £(S) = [NegMulf](c; AueRRR ﬁ+1) with po = 577
Remark 2.10. The components of the negative multinomial distribution are not independent
since the corresponding correlation coefficient is not zero,

PPy
corr(N;, N;) = , 1,7 €4L,....m}, 17,
(N3, N;) (14 pipo)(1 + pjpo) Jet J #J

as can be found in [39, Equation (36.28)]. As [59, p. 411] also states, the correlation
coefficient can only become zero if either p; or p; are zero, but then the distribution is
degenerate. Yet, as can be also found in [39, Chapter 36.3|, the marginal distributions of the
negative multinomial distribution are negative binomial distributions. By Lemma [2.3] we
see that for ¢ € {1,...,m} the marginal distribution of S with degenerate severity X;; =1
is £(S;|A) =2 [Polssonl(p;A). Due to Remark this is also the marginal distribution of
a negative multinomial distribution if A ~ [Gammal(c, 3) and also clarifies the type of
dependence between the marginal distributions. Applying Lemma with m = 1 in that
framework and T = 1, we observe that

L(S;) =[NegB (a,ﬁf_ip), ie{l,...,m}.

In this thesis we will often use the Laplace transform of a multinomial distribution. We
give it here:

Remark 2.11. Let n € N and 0 < py,...,pm < 1. Let X be a random vector such that
X ~ [Multinomial(n; p1,...,pm). Then the Laplace transform of the distribution of X

satisfies
E[e= %] <Zpl > t=(t1,...,tm) € R™,

cf. e.g. [39, Equation (35.17)].
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We now present a result on a compound distribution with a negative binomial distribution
as a counting distribution.

Corollary 2.12. Let a« >0 and q € [0,1) and let T be a strictly positive random variable
and let N be a random variable such that L(N|T) = NegBin(aT,q) and {Bp}nen be a
sequence independent of (N,T), consisting of i.i.d. m- dzmensional random vectors such

that By ~ [Multinomiall(1; p1,...,Pm). Consider the random vector S = Zthl By,. Then
the random sum S satisfies L(S|T) < [NegMultaT’; ¢p1, - - - » ¢hm)-

Proof. We apply Remark and consider the probability-generating function of the condi-
tional distribution of S given T'. For z € (0,1]™ with By, = (B p, ..., Bm) it is given as
follows

m

Ggr(z) = E[sz

=1

} = E [exp (i i Bipln zi> ‘ T} .

h=1 i=1

I

Using the independence of (N, T') of {Bp,}nen and that { By, }ren are i.i.d. and that {Bj }ren
have a multinomial distribution and appling Remark yields

Gsir(2) :E[(E[xp(éBllnﬂ)N‘ }a:s [(gp) ‘ }

Since N has a negative binomial distribution given T, we observe
1 q m —aT

a.s. ~
GS\T(Z) = ( -7 pm) .

It is easy to see that according to Definition po =1—g¢qand l%q Yo Dizi = Yoy Z’:S 2
implies p; = gqp; for i € {1,...,m}, which comp

etes the proof. q.e.d.

A further result also exists on mixtures of the negative multinomial distribution. It is
a generalization of a result that can be found in [59, Section 3.d]. Let us first introduce a
generalization of the logarithmic distribution to multivariate dimensions taken from [59,
Section 3.d].

Definition 2.13. Let p1,...,pm > 0 with 0 < p1 + -+ + p < 1. A random vector
L = (Ly,...,Ly) has a multivariate logarithmic distribution if for (I1,...,1y) € Ng* \ {0}

PlLi=11,..., L =] = 'H( )

lnpo
where [ = " 1 and pp := 1 — p; — -+ — py,.  We denote the distribution of L by
MultLog(p1, - - -, pm)-

According to [59, Equation (3.2)] its probability-generating function is given by

In(1 - > piz
Go(z) = ™ Eé:l]m)’ 2 e [0,1]™. (2.14)

There is the following analogy to Corollary [2.12]

11



Chapter 2. Properties of Compound and Mixture Distributions

Example 2.15. Let L ~ [Log(q) with ¢ € (0,1) and let {By = (Bin,-..,Bmh)}then
be a sequence independent of L, consisting of i.i.d. random vectors with a multinomial
distribution, i.e. By ~[Multinomial(1; p1, ..., pm). Define S = Zszl By,. Thus we also write
S ~[CLog(¢,Multinomial(1; p1, . .., pm)). Applying Remark [2.11] the probability-generating
function of the distribution of S for z € [0, 1]™ is given as follows:

Gs(z) = E [if{lz?ﬁ:l Bi,h:| - E[(E [ﬁzfll}>L] _E [(gpzzl> L]
_ In(1—q> 7", pizi)
In(1 —q) ’
hence S ~[MultLog|(gp1, - . - , gpm)-

Then the aforementioned generalization is the following.

Lemma 2.16. Let A >0, pg € (0,1) and p1,...,pm >0 withpg+ -+ + pym = 1. Let T be
a strictly positive random variable and let N be a random variable such that

L(N|T) = [Poissonl \T) . (2.17)

Let {Lp}nen be a sequence independent of (N, T), consisting of i.i.d. m-dimensional random
vectors with Ly ~[MultLog|(p1, . ..,pm). Define the random vector S = Z,]lvzl Ly,. Then

L(S|T) = [NegM (;ﬁpﬁ;ph-.-,pm)-

Proof. Using Remark we prove the claim by considering the probability-generating
function of the conditional distribution of S given T" for z € (0, 1] with Ly, = (L1 p, - - -, Lim,n)

T] = E [exp <§: i Lipln zi> ‘ T} .

h=11i=1

)

a.s. " 2}1:]—1Lih
Gyr(z) 2 B | [ -2
=1

The sequence { Ly }pen is 1.i.d. and independent of (N, T'). Hence, using also Equation (2.14]),

we observe
o sffef(Snuns)] ] = o (20 352) ]

Using Equation ([217) provides
In(1 =S p.2
Gs|r(z) = eXp(—/\T<1 _ In( Zl=1p1Z1)>>

In po

as. —AT S
= | —1 1-— i 24 .
9 (g (=12 04) )

1=S" pizi\ oe-
Gg|r(z) = (%D_lpz Z)l "

w

A final simplification yields

which completes the proof. q.e.d.
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We now provide the probability-generating function of the distribution of a Poisson
random vector that is mixed with a random vector whose components are non-negative. For
simplicity we now introduce an assumption on the dependence scenario.

Assumption 2.18. Let J # @ be an arbitrary finite set. Let A; € [0,00)™*("+1) for
j€J and let J be a random variable with values in J. Define the random matriz Ay =

Zjej Lij=pA;. Let (R1,...,Ry) be non-negative random variables and let Ry be a non-
negative constant. Define (A1,...,Ap)" = Aj(Ro,...,R,)" and let A= (agl)lgigm,oglgn
forjeJg.

Lemma 2.19. Let Assumption be satisfied. Let Ni,...,N,, be random variables
conditionally independent given J, Ry, ..., Ry such that

L(N;|J,Ry,...,Ry) = L(N;|J, A;) = [Paissoni( A\ sA;) ie{l,...,m}, (2.20)

where A1 j,. .. >0 for j € J. Then the Laplace transform of the distribution of the
random vector ( ) = (N1,..., Nm, R1,..., Ry) satisfies for (y,z) € [0,00)™t™

Ling)(y,2) = E [e_<z’R> H exp <— Z Xi,sai Ri(1 — eﬂ”))] :
1=0

i=1

Remark 2.21. The random variable J can be interpreted as selecting a dependence scenario
for (Ay,...,An). Accordingly, the random variables Ry, ..., R, can be interpreted as risk
factors.

Proof of Lemma[2.19. We calculate the Laplace transform Ly gy for (y,z) € [0, 00)™ ™.
Conditioning on J, Rl, ..., Ry and using the conditional independence of Ny, ..., N, given
J,R1,..., R, and that Rl, ..., R, are measurable given J, Ry, ..., R, and Equation ([2.20))
yields

Lov.iy (¥, 2) = E[e~ V) (=] :E{e—u,mHE[e—yim : i]}

_ { ZRHexp Aighi(1—e” yz))].

Using (A1,...,Am)" = Aj(Ro,...,R,)" and the definition of A yields

Linpy(y:2) = E[e exp< Z/\zJZGzIRl 1—e yl))]
=1

and provides the result for the Laplace transform Ly gy. q.e.d.

There are several examples for this general setting that might make it more clear and
allow for different representations. We consider the following model: A Poisson random
vector is mixed with a random vector whose components are stochastically and linearly
dependent. This also means that the choice for every component of the mixing random
vector may include a stochastic number of random variables for each default cause intensity.

13



Chapter 2. Properties of Compound and Mixture Distributions

Example 2.22. Let J = {0,1}""! and J be an (n + 1)-dimensional random vector
such that J = (Jo,...,J,) is J-valued. Further let (A); ; = a;;J; where a;; > 0 with

ie{l,...,m}and j € {0,...,n}, and let Ry,..., R, be n non-negative random variables
which are independent of J, and let Ry be a non-negative constant. Define (A, ... ,Am)T =
A(Ro,...,R,)".

Remark 2.23. The model in Example may be embedded into Assumption [2.18] For
each j = (jo,...,jn) € {0,1}"*1 define (A;);; = ajji for i € {1,...,m} and I € {0,...,n}.
Then let Aj = ZjE{O,l}"‘H l{J:j}Aj.

The set J allows for a very flexible choice of dependence scenarios. The random variables
in J may be also matrix-valued. For the default cause intensities A1, ..., A,, each component
is chosen stochastically. Hence we present a Poisson random vector that is mixed with a
random vector, each component of which chosen stochastically. Therefore we make the
following assumption:

Example 2.24. Let J = {0, 1}™*(+1) and let Jy, ..., J,, be m (n+1)-dimensional random
vectors such that J; = (J;0, ..., Jin) is {0,1}" L-valued for each i € {1,...,m}. Let further
(A)ij = a;jJ;j where a;; > 0 with i € {1,...,m} and j € {0,...,n}, and let Ry,..., R,
be n non-negative random variables which are independent of .Jy,...,J,, and let Ry be a
non-negative constant. Define (Ay,...,A,)" = A(Ry,...,R,)".

Remark 2.25. This model can be also embedded into Assumption [2.18] Define J =
(Jiyooy )T with J; € {0,1}"! for i € {1,...,m}. For each j € {0,1}™*("+1) with
(4)ig = jig for i € {1,...,m} and | € {0,...,n} define (4;);; = ailjm and thus A; =
Zje{o,l}mX<"+1> L= A4j-

14



Chapter 3

Construction of Dependent Claim
Numbers by Linear Combinations

In this chapter we present one of our major results. The starting point is the following. In
an extension of the CreditRisk™ model to be found in [21] the authors consider a random
claim number N = N; +-- -+ Ny, where for each i € {1,...,m} the claim number N; has a
Poisson mixture distribution and the mixing random variable is a gamma-distributed default
cause intensity A;. The distribution of the random claim numbers is assumed to satisfy

L(N;|A1, ..., A) = L(N;|A) %= Paisson(\A:), € {1,...,m},

where A\; > 0. The default cause intensities are assumed to be independent.

In contrast, we develop an extension of this model by admitting dependence between
the claim numbers. We only stipulate that the claim numbers are conditionally independent
given A1, ..., A,,. Dependent default cause intensities provide the dependence structure. The
default cause intensities consist of several non-negative risk factors. We construct dependence
structures by linear combinations of the risk factors. These dependence structures are chosen
stochastically. In this setting we can also relax the assumption of gamma-distributed risk
factors and consider 7-tempered a-stable distributions, too.

3.1 Alternative Representation

We consider a scenario that can be described as a stochastic choice of a linear dependence
structure between default cause intensities. If we introduce generally dependent default cause
intensities, the independence between the random sums S; = ZhN;1 Xipforie{1,...,m}
is lost, hence a convolution is not possible either. While the independence is also lost in our
scenario, it is nevertheless possible to find an adequate representation of the claim numbers
with the same distribution such that a variant of Panjer’s recursion can be applied, as will be
seen later. These default cause intensities may be also considered as a multivariate gamma
distribution. There are several approaches to construct multivariate gamma distributions,
and one of them includes a linear dependence between the marginal distributions, cf. [44]
Chapter 48.3.4].

Based on Lemma we derive a theorem that provides us with a general structure of
a stochastically chosen linear dependence scenario:

15



Chapter 3. Dependent Claim Numbers by Linear Combinations

Theorem 3.1. Let Assumption be satisfied. Let N = (N1,..., Np,) be a random vector
with conditionally independent components given J, Ry, ..., R, such that

[,(NZ‘J, Rl, .. .,Rn) =y [,(NZ|J, Az) =4 m()\i,]/\i) , 1€ {1, A ,m},

where \; j > 0 for each j € J. On the other hand, consider (n+1)|J| independent sequences
of i.i.d. random vectors {Bj p}nen, such that

Bj,l,l ~ (1;p1,j,l7 ce apm,j,l) 5 (32)

where p; j; € [0,1] with Y ;" p; j1 = 1 satisfies the condition p; j; > 0", Ad,jaz” = Ai,jagl
for each j € J and 1 € {0,...,n} and i € {1,...,m}. Let {Qji}jes icq0,...n) be random

variables conditionally independent given J, Ry, ..., R, which satisfy
L( ., Ry) = L(Q,,| Ry) = [Poissonl (ZA ,Ja”R,> (3.3)
Assume further that (Qjo,...,Qjn) and the sequence {Bj}ren are independent for each
Jje€J and 1 €{0,...,n}. Finally, define the Ni*-valued random vector M by
n Qj1
M=3 1 32> Bit
jeg 1=0 h=1

Then (M, R1,...,Ry) and (N,Ry,...,R,) have the same distribution.

Proof. For the proof we apply Remark Let R = (Ry,...,R,). First, an application of
Lemma shows immediately that the Laplace transform of the distribution of (V, R) =
(N, Ry,...,R,) satisfies for (y, z) € [0,00)™ "

Linry(y, 2) [ (=.R) HeXP< Z)\i,Ja%],lRl(l_e_yi))]'
i1

Now consider the Laplace transform of the distribution of the random vector (M, R) =
(M, ..., My, Ry,...,R,). By partitioning J, we obtain for all (y, z) € [0, 00)™"™"

Liary(y, 2) = E[e”®M) e=(=R]

- [exp( <y721{J J}i% >> ZR@

€T =0 h=1
n Q]l
=Y E[l{hj}e H eXP( > (v Bian) )}
isva =0 h=1

Using that the sequences {B;;,}ren are i.i.d. and independent of (Qj,...,Qjn) for j € T
and [ € {0,...,n} and have the distribution given in Equation (3.2) and thus applying
Remark we observe

Foun®2) =2 E[l{‘]zj} e~ ﬁ(E [exp <<y7 Bj,z,1>>DQN]

JjeT =0
n Qi1
=S e[ o T () ]
JjeT
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3.1. Alternative Representation

By conditioning on (J, Ry, ..., R,), using the conditional independence of the random
variables Qjo,...,Qjn given J, Ry,..., R, for j € J and Equation (3.3) and using that
Rq,..., R, are measurable given J, Ry, ..., R, provides

gl

n m Q 1
Lov,r)(y, 2) = Z E [1{Jj} e (mR) H E [(Z P e—yi> 7
1=0 i=1
“LE {1{":” e <_ (i Ai,jaf,sz> (1 -3 p eyi)ﬂ |
1=0 i=1 i—1

jeT
JjeJ

. m Jj o J i
Noting p; 1 3421 Ad,jg; = Aija;, yields

Livry(y, 2) = Z E [1{J:j} e~ (B Hexp(— Z )\@jag’lRl(l - ey"))] ,
1=0

JET i=1
which completes the proof. q.e.d.

Remark 3.4. The random variables M; for i € {1,...,m} do not in general have a distribution
in a Panjer(a, b, k) class because the distributions of the random variables Q;; for j € J
and [ € {0,...,n} are not generally in a Panjer(a, b, k) class.

Remark 3.5. In the lemma the case )" )\d’jaél =0for j € J and [ € {0,...,n} has not
been considered separately. However, if ) ", )‘d,jafi,l = 0 holds for any j,[, then it is not
immediately clear how to choose the probability distribution of B;; . Yet, we observe that
in this case £(Q;,| R;) = [Paissonl(0) = dy. Hence for each i € {1,...,m} the corresponding
sum in M; =) jeg Lu=j Siio 2or2 Bijin does not have summands for the corresponding
7 and [ and this also holds for the random variables Ny, ..., N,,. Thus the distribution of
Bj;1 may be chosen arbitrarily.

Remark 3.6. The parameters Ay j,..., Ay, s might be considered as a redundant notation.
Indeed, in order to apply this framework as an extension of the CreditRisk™ model, they
represent the default probability of the obligors in the CreditRisk™ model, respectively. For
this reason they should be retained.

Remark 3.7. There are several well-known distributions that could be chosen for J. It
is possible to choose a multinomial distribution [Multinomiall(1;p1,...,p,). Further, it is
possible to choose a multivariate hypergeometric distribution (cf. [39, Chapter 39]) such
that J ~MultHyperGeom|(h;1,...,1) with A € {1,...,n} and J is n-dimensional.

Remark 3.8. Of course, there are also other methods to construct dependence between
default cause intensities: Shevchenko and Luo [46] propose a bivariate model to model risks
by a t-copula. They further use simulation and calibration methods. Yet, in such a case a
recursion is not possible.

Remark 3.9. If the risk factors Ry, ..., R, have a 7-tempered a-stable distribution, then
it is possible to rewrite the corresponding Poisson mixture distribution as a compound
Poisson distribution, cf. [2I, Lemma 5.10], where the severity distribution is an extended
negative binomial distribution. Furthermore, if the risk factors Ry,..., R, are infinitely
divisible, then it is possible to rewrite the Poisson mixture distribution as a compound
Poisson distribution, cf. [64, Corollary 4.1]. If the corresponding severity distribution is in a
Panjer(a, b, k) class, then an extension of Panjer’s recursion is also applicable.
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Chapter 3. Dependent Claim Numbers by Linear Combinations

Remark 3.10. Using this stochastically linear dependence, we are able to construct both
positive and negative correlation. Recall that A; = > a;{lRl for i € {1,...,m}. For the
sake of simplicity we first compute some preparing values we need.

If the risk factors Ry, ..., R, are independent, then we observe for ¢,k € {1,..., m} with

Iy

n

E[A;|J] > af, B[R]

=0

and
n

Var(A;|J) = Z(a;{l)z Var(R;)

I=1
and
cov(Ag, AplJ) = Z al ,ai pCOV(Ry, Ry = Z a; lak 1 Var(Ry) .
Lp=1 =1
Thus the variance of A; is computed as follows

Var(A;) = E[Var(A;|J)] + Var(E[A;]J])

n

=" E[(a))?] Var(Ry) + Y Var(af)) (E[R)])*.

=1 =0

Accordingly we compute the covariance between A; and Ay for i,k € {1,...,m} with i # k

cov(As, Ag) = E[cov(As, Ag|J)] + cov(E[A;|J], E[Ax]J])

n n

=> Elafjaf;] Var(R) + Y cov(af;,ai,) E[R)] E[R,)]. (3.11)
=1

l,p=0
Hence the correlation for i # k is

>imy Elafiaf)] Var(Ry) + 327 —g cov(af}, af ) E[R)] E[R, ].

corr(A;, A
(oo hx) = (Var(4,)) " (Var(4,))

Due to the Poisson mixture distribution of the claim numbers Ny, ..., N, this also clarifies
the correlation between the claim numbers. Thus the variance of N; for i € {1,...,m} is

Var(Ni) = E[Var(Ni ’ J, Az)] + Var(IE[Nz- ’ J, Az]) = E[)\i,JAi] + Var()\i’JAZ-) , (3.12)
and the covariance between N; and Ny, for i,k € {1,...,m} with i # k is

COV(NZ', Nk) = E[COV(NZ', N ’ J, Ry, ... ,Rn>] + COV(E[N”J, Az] , E[Nk’J, Ak] )
= COV(Ai,JAi, )\kyJAk) (3.13)

since E[N;Ni|J, Ry, ..., R,] — E[N;|J, \;] E[N | J, Ax] = 0 due to the conditional indepen-
dence of the Ny, ..., N, given J, Ry, ..., R, and the conditional distribution of Ny, ..., Np,.

It might not be clear from this remark how this dependence structure may also provide
negative dependence. We give the following example.
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3.2. Examples

Example 3.14. Let Assumption be satisfied. Let R; and Ry be two independent
non-negative and non-degenerate risk factors. Then let 7 = {0,1} and n = 2. A random
variable J on J independent of R; and Ry can thus take the values j; = 1 and js = 0, and
we define the following matrices:

01 0 00 0
Aﬁ:(o 0 0) and AJ'2:<0 0 1)'

Then the default cause intensities are given by Ay = 17;-1} Ry and Ag = 1{;-¢} R2. Thus
the covariance is
cov(Ar, Ag) = E[Lpy=iyRilpy=oy Ro] — E[ly=nyBa] ElLy=o) Ro]
= — E[lyy=i ] E[l{j—oRs]
= — E[Ri] P[J = 1] E[Ry] P[J = 0]
because 1;7-131(j—0y = 0 and J, Ry, Ry are independent. Therefore, with this anti-
thetic choice we obtain negative correlation between the default cause intensities since

the expected values are positive. Consequently, the equivalent representations are with
Bj’lvh = (Blvjyla}“ B27.77l7h)

Q1,1 Qo,2
My =1g-n Z Biian and My =1p-g Z Bso,2,n
h=1 h=1

because [Poissonl(0) and [Ber0) are dp-degenerate distributions. For a random sum S this
means
Ni M; Q1,1 Qo,2
S = Z Xin 4 Z Z Xin = 1lg=1) Z Bi1anX1n+ =0 Z B30,2,nX2,h-
i=1 h=1 i=1 h=1 h=1 h=1

If we assume R; to be gamma-distributed for [ = 1,2, we can apply a simplified version of
Algorithm

3.2 Examples

3.2.1 Tempered Stable Distribution

We consider another and more general case as usual in the CreditRisk™ model that has
already been considered in [2I]. We assume the risk factors to have a 7-tempered a-stable
distribution instead of a gamma distribution. Stable distributions are denoted by S, (0, 5, 1)
with a € (0,2], 0 > 0, § € [-1,1] and p € R (cf. e.g. [55, p. 9]). If « € (0,1), 8 =1,
and p = 0, then the support of S, (o, 5, 1) is on the non-negative real line (cf. [55, p. 15]).
We can generalize such a distribution by a change of measure of Y ~ S,(0,1,0) as in
[21], Section 5.3] by introducing additional parameters 7 > 0 and m € Ny and obtain the
following distribution function

E[Y ™" e ™ Livay)]
E[Y*m ef-rY] ’

In case m = 0 this is a 7-tempered a-stable distribution (cf. [54, Theorem 4.1]). If the risk

factors Ry, ..., R, in scenarios as in Assumption [2.18 have such a distribution, then the

respective distribution of the random sum S can be evaluated according to Algorithm
and Panjer’s recursion replaced by [21, Algorithm 5.12].

Fa7U7T7m(y) = y E R-
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Chapter 3. Dependent Claim Numbers by Linear Combinations

3.2.2 Dependence on Common Risk Factors with a Multivariate Gamma
Distribution

We give an example for our framework and embed Giese’s model in [23], Section 10.1] of
constructing a dependence structure. We present how his approach fits into our framework
and thus find an alternative representation for a recursive calculation of the distribution. As
in the independent case, Giese chooses the risk factors to be gamma-distributed. In order to
construct a dependence between the m default cause intensities Ay, ..., A, he then takes
m+ 1 independent risk factors Ry, ..., Rpy41 with Ry ~[Gammal(oy, 1) for i € {1,...,m+1}.
Giese supposes that o;; = m for i € {1,...,m} is the variance of the risk factors. He
thereby obtains a linear dependence structure with

Ai = 04i(Ri + Riy), ic{l,...,m}.
It can be seen without much effort that for the distribution
ﬁ(AZ) = K}m(az + Am+1, 1/0'“)

holds. Note that this approach of constructing a multivariate gamma distribution with
dependent marginals had previously been introduced by Cheriyan and Ramabhadran, cf. [44]
Chapter 48.3.1]. Using this approach we obtain only positive correlation, cf. also Remark

with |J] = 1.

A generalization of the above dependence structure exists; in order to stay within the
framework of the CreditRisk™ model, we let the default cause intensities A; fori € {1,...,m}
depend on idiosyncratic risk factors

Iiw(a{,ﬂ), ie{l,...,m},
and on common risk factors
Cij(a]C,ﬁ), je{l,...,n—m}.

These risk factors Iy,..., I, C1,...,Ch_y are assumed to be independent. Let Ry be a
non-negative constant.

As before for i € {1,...,m} we let the random claim numbers N; have a mixture
distribution with conditionally independent components given Aq, ..., A,, such that

L(N;|A1, ..., Ap) = L(N;|A;) = Polsson(( \iA;), i€ {1,...,m},

where \; > 0. We let A € [0, oo)mx(”ﬂ) and obtain a linear dependence structure by setting

(At,.... AT = ARy, I, ..., 1y, C1, ..., Cre) T (3.15)
where
aij0=0 forie{l,...,m},
A=1<0;; for j € {1,...,m},
a;j forje{m+1,...,n}.
Hence the default cause intensities A; are linearly dependent for i € {1,...,m}. Note that,
given the risk factors Iy, ..., I, C1,...,Cph_m, the default cause intensities Aq,..., A, are

conditionally independent.
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3.3. A Generalization of the Dependence by Approximation

This structure preserves the type of the distribution. An application of Theorem
with | J| = 1 provides the equality in distribution of the random vectors M and N where

n  Q

M = ZZBl,m

=1 h=1

and S A
P 1 i=1 19,1
NesBi] al7ﬂ+z;';mai,l) for | € {1,...,m},

e C ity Miaig
SR\ B+3710 1 Xias

Q1 ~

N forle{m+1,...,n},

are independent for [ € {1,...,n}.
Thus we can apply Panjer’s recursion for the random sum

m N; R Q m
S= Xin =Y Y BinXiin,
i=1 h=1 I=1 h=1 i=1

where {X;;5}hen and {X,, }nen are sequences of i.i.d. random variables that are equally
distributed for i € {1,...,m}, respectively. The distribution can be evaluated applying

Algorithm

Remark 3.16. If the common risk factors have a 7-tempered a-stable distribution, i.e. Cj ~
Fo,0,m0 forl € {1,...,n—m}, then, due to the additivity property (cf. [54, Corollary 2.12])
the sum of such risk factors again has a 7-tempered a-stable distribution. Then the
distribution of the random variables Q; for [ € {m+1,...,n} in Equation is a Poisson
distribution mixed over a 7-tempered a-stable distribution and hence not generally in a
Panjer(a, b, k) class, but the application of [2I, Lemma 5.10] provides a means of converting
this distribution into a random sum with distributions in a Panjer(a, b, k) class, namely

Ly
QliZKl,h’ lE{m+1,...,n}
h=1

where L; ~ [Polssonl(d;) and {Kjp}ren is a sequence independent of L;, consisting of
i.i.d. random variables such that K;; ~ [ExtNegBin(—cy, 1,p;), where the parameters are
51 = ’Val,ol((zzil )\iau + Tl)al — Tlal) and

oM
l .
cos(aym/2)

al
m
Yoty Niaig + 7

P = and Yey,o0 =
Then Panjer’s recursion can be applied using Theorem [5.1] The convolution of these
compound Poisson distributions (the idiosyncratic risk factors also provide a compound
Poisson distribution) may be circumvented by an application of [49] Proposition 3.3.4] which
proves that a convolution of compound Poisson distributions is again a compound Poisson
distribution. Hence it is only necessary to apply Panjer’s recursion once.

3.3 A Generalization of the Dependence by Approximation

There is also another interesting application for mixtures with generalized gamma convolu-
tions (cf. [8]). Under certain conditions we can generalize the stochastic linear dependence
to stochastic polynomial dependence. We therefore cite a result in [7, Theorem 3|:
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Chapter 3. Dependent Claim Numbers by Linear Combinations

Theorem 3.17. Let X1,...,X, be independent random variables with gamma distribution.
Then X{'---X3" is a generalized gamma convolution provided that |g;| > 1 for j €

{1,...,n}.

A generalized gamma convolution is explained in Definition Thorin [66] shows how
to extract the parameter a and Thorin measure U from a given distribution function, see

also Definition 0.100
Hence we obtain a corollary of Theorem

Corollary 3.18. Let Assumption be satisfied. Define Ry = X' for 1 € {0,...,n}
where X ~[Gammal(«, 8). Let N = (Ny,..., Np,) be a random vector with conditionally
independent components given J, Ry, ..., Ry such that

L(N;|J, Ry, ..., Ry) E L(N;|J, A;) < Paissoni(\; sA;) ic{l,...,m},

where \;j > 0 for each j € J. Define (n+ 1)|J| independent sequences of i.i.d. random
vectors {Bjp}hen such that Bj;, ~ Multinomial(1; p1 ji, ..., pmj1) for each j € J and
1 €{0,...,n} where p;;; € [0,1] with > p; ji =1 satisfies p; 1> gy /\d,jafi,l = )\i,ja‘g’l.
Further, let M = (M, ..., M) be an Ni'-valued random vector such that

n Qj1
M= 1y ) > Biin
jeT 1=0 h=1

where for each j € J and 1 € {0,...,n}
L(Qj11J, Ro, ..., Ry) = L(Qju| Ry) aém<z /\i,jaz,lRl>
i=1

holds. Assume further that for each j € J and 1 € {0,...,n} the random wvariables
(Qj0,---,Qjn) and {Bjin}hen,eo,..n} are mdependent Then M and N have the same

distribution, and there exist parameters o, k)l > 0 and B i 0 for k € N such that the
random variables P](l = ZZ 1 Rl( j)l with

k - k
R, ~ <a§ D

m J
Dode1 NGy >
m
zgl+zd 1)‘dadl

converge weakly to Q1 as k — oo for j € J and | € {0,...,n}. For each ]3](7) Panger’s
recursion can be applied.

Proof. Apply Theorem [3.1] to obtain the stochastic equality between M and N. The
existence of the parameters a( )l and 6 for k € N is proven in Proposition [9.28] and the
representation of R( ) ;1 1s given by Lemma 9.32, Apply Lemma [9.32|to provide the stochastic
convergence to each Q]’l for j € J and I € {0,...,n}. This also shows the applicability of
Panjer’s recursion, cf. also [21], Section 5.5], where the n-fold convolution is replaced by a
convex combination and thus a single application of Panjer’s recursion suffices. q.e.d.
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Chapter 4

Dependent Claim Numbers
by Continuous Mixtures

In Chapter [3| we constructed dependence between the default cause intensities by stochas-
tically linear combinations of risk factors, i.e., we compounded them. However, in the
literature the term compounding is also used to describe mixing random variables. Now we
construct dependence by continuous mixture distributions. We choose one parameter of
the distributions of the default cause intensities stochastically, and if it is equal for several
default cause intensities, we obtain dependence. As in Chapter [3] the independence between
the random sums S; = ZhN;1 Xip for i € {1,...,m} is lost and there is also a need for
an alternative to convolutions. Hence we establish an alternative representation of the
claim numbers with equal distribution if the default cause intensities have either a gamma
distribution or a 7-tempered a-stable distribution.

4.1 One Level of Compounding

In this section we mix risk factors with random variables that do not themselves have
a mixture distribution. We consider a rather general result on mixture distributions to
construct dependent claim numbers. As in the previous chapter we let the default cause
intensities be stochastically and linearly dependent. Further, we specify a certain structure
of the distribution of the risk factors that is a mixture distribution.

Lemma 4.1. Let Assumption[2.1§ be satisfied. Let Ty, ..., T, be strictly positive random
variables. Let oy, 3y >0 forall 1 € {1,...,n} and X\;j >0 forallic {1,...,m} and j € J.
Then we define two N{'-valued random vectors N and M as follows:

(a) Let Ry,..., Ry be random variables with gamma distributions, conditionally independent
given J,T1,...,T, and let their shape parameters be randomized, i.e. for each | €

{1,...,n}
L(R|J,Ty,...,T,) % L(R|J,T)) = Gammal T}, B) - (4.2)

Further, let N = (Ny,...,Ny) be a random vector with conditionally independent
components given J,Ry,..., Ry, T1,...,T, such that for each i € {1,...,m}

L(N;|J,Ry,..., Ry, T, ..., Ty) = L(N;|J, A;) = Poissoni(\i s A;) (4.3)

with (A1,...,Ay) as in Assumption [2.18
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Chapter 4. Dependent Claim Numbers by Continuous Mixtures

(b) For each j € J consider random variables Pj1, ..., Pj,, which are conditionally inde-
pendent given J,T1,...,T,, such that for each | € {1,...,n}

L(Pjy|J, Ty, ..., T,) = L(Py|Th) = [Paisson(—a; In(1 — ¢;,)Th) (4.4)
with )
m
Doy Nigar,
B+ S Nijal,

and a random variable Pjq independent of J,T1,...,T, such that

L(Pjo) (Z \i @l 0R0> (4.5)

For each j € J and | € {0,...,n} let further {Yj;ntnen be (n 4+ 1)|J| independent

qj1 =

sequences independent of (Pjo,...,Pjn), consisting of i.i.d. random variables such that
for le{l,...,n}
j if q;1 >0,
Yo~ [Logf(g;,1) Zf a1 (46)
61 Zf a5, = 07
and Yjo1 ~ 61. For each | € {0,...,n} and j € j let {Bjinkthken be (n+1)|T|
mdependemf sequences independent of {(Yjo0hs---»Yjnn)then and (Pjo, ..., Pjy), con-
sisting of i.i.d. random vectors such that
Bj,l,l,l ~ (1;p1,j,l7 ce 7pm,j,l) y (47)

where p; j; € [0,1] with Y7 p;ji =1 satisfies p;ji Y gy Add-afu = )\i,jag,l- Define the
random vector M by

M = Z Lij—i ZZ Z Bjink- (4.8)

JjeJ =0 h=1 k=1

Then (M,Th,...,T,) and (N,Th,...,T,) have the same distribution.

Proof. For the proof we apply Remark Let T'= (T1,...,T),). First, we compute the
Laplace transform of the distribution of (N,T) = (N, Ty,...,T,) for (y,z) € [0,00)™"".
Since Ny,..., N, are conditionally independent given J, Ry,...,R,,T1,...,T, and since
Ti,...,T, are measurable given J, R1,...,R,,T1,...,T, and because of Equation , we
have

By (0,2) = Efe=) =] = Bfem(s0 T Blew% A

:IE[ (1) Hexp i Ai( 1—e_y’))]

Using (A1,...,Am)" = Aj(Ro,...,R,)" and the definition of A; gives

Linr)(y,2) [ zT)H(?XP( z,JZa;{lRl(l_e_yi)>:|
=0

= E[e<z’T>Hexp< Z zJalel (1—e yl))]-
1=0
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4.1. One Level of Compounding

Conditioning on J,11,...,T,, using the conditional independence of Ri,..., R, given
J, T, ...,T,, using that T1,...,T, are measurable given J,T1,...,T,, and using Equation

(4.2) yields

Ling)(y,2) = E [€<Z’T> exp(—Ro Z /\i,Ja:L{O(l — eyi)>

i=1
X H E [exp <—Rl Z i,y (1 — e_yi)> ‘J, Tl] }
=1 i=1
=E [e_<Z’T> exp <—Ro Z /\i,Ja;-{O(l — e_yi)>
i=1

- By Ty
>< .
ll_[l <Bl + Z:il )\i’JCL;{l(l — ey¢)> :|

Now consider the Laplace transform of the distribution of the random vector (M,T) =
(M, ..., My, Ti,...,T,). Using the definition of M, we obtain for (y, z) € [0, c0)™t"

Lowr)(y, 2) = [exp( <y, Z Lig=j i:Z Z J,z,h,k>> e<Z’T>}

JjeJ
Partitioning J yields

n P]lYJZh

L(M,T)(yaz):ZE[l{Jj}e =T eXP( ZZ J,l7hk>>]
=0 h=1 k=1

JjeT

Using that {Y};n}hen and {Bj .k }hken are ii.d. and independent of P;; for j € J and
1€{0,...,n} and that {Y; lh}heN are independent of {Bj .k }h ken gives

n }/j,l,l Pj,l
Lo (y,2) = Z IE[1{J—j} e~ =T H<E [GXP ( Z (y,Bj,l,l,k>>]> ]

'EY pn o
- 3 Bt e O T (B[ et B0 ) ™|
e 1=0

By Equation (4.7) and by Remark we obtain

Laury(,2) =) E[l{m} e H( [(Zp”le yl>”’“]>P"’l]

€T =0
Pia
- Z [1{J_J}e T H< ll(Zpl,J,le yz>> ] }7
jeT =0

where Gy, (z) denotes the probability-generating function of the distribution of Yj 1.
Conditioning on J,T1,...,T,, using that T1,...,T, are measurable given J, T1,...,T, and
using the conditional independence of P; 1, ..., P;, given J,T1,...,T;, and the independence
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Chapter 4. Dependent Claim Numbers by Continuous Mixtures

of Pjg of J,T1,...,T, for each j € J and using Equations (4.4]) and (4.5)) provides

Lo (4:2) = 3 E[l{Jj} e eXP( ROZ)‘lJazO — Gyjon <me,o e‘“)))
i=1

jeg
x [Jexp <az In(1 = ¢;)T; (1 ~ G (Zpi’j’l ey¢> >>] .
ey i=1

In case g;; = 0 for some j, [, it follows that In(1 — ¢;;) = 0, and we have

exp (045 In(1 —g;)T; <1 ~ Gy <Z Piji e_yi)>> -
i=1

If ¢;; > 0, then apply Equation (4.6) and note that ¢;; Y ;" p; e ¥ =
hence a simplification yields

In(1—gj > it pijue ¥

In(1 — gj,)

m A a] e Y
= exp (alTl (ln(l —qj1) — ln<1 — 21 n;] il 5 ))),
B+ 2t Nijag,

hence, since ¢;; = 0 implies Y /", A; ja!, = 0 and since Gy, . (2) = 2,

L (y,2) = Z E [1{Jj} e (D) exp <—R0 Z )\Z‘,jag’o(l — e_yi)>

€T i=1

X ﬁ( B >QZTZ]
=1 ,8l + ZZZI )‘i,jaiz(l — e*yi)

which completes the proof. q.e.d.

m g —Y;

ity Aijag eV
m 7

B2 diga

Remark 4.9. The representation of M in Equation (4.8]) could be also written as a random
vector such that

M=Y 1¢- J}ZZSJ,z,m

jeT =0 h=1

where {5} n}ren are sequences of i.i.d. random vectors for each j € J and [ € {0,...,n}
such that with the notation Bj,l,h,k = (Bl,j,l,h,ka e 7Bm,j,l,h,k)

Yiin Yjin

Siin = (151 Smjih) = <Z g Lhks - - Z By jih, k>

k=1

If ¢j; > 0, then Example shows that Sj;1 ~[MultLog(r1 .-, m,j1) with
)\i,ja‘g,z

) ie{l,...,m}.

Tig0 = 45,1Pi 5,1 = m :
2J b W J
B+ 2 a1 M@y
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4.1. One Level of Compounding

If gj; = 0, then Yj;1 ~ 41, and it holds for the probability-generating function of the
distribution of Sj;; with z € [0, 1]™

LI Yji m Yiia m
Gsju.(2) = EKE[H% M’UD ] = E[(ZPM’J%’) } = pijiz
i=1 =1

=1

hence S;; 1 ~ Multinomial(1; p1 i, ..., Pm,). The marginal distributions of S;j;; can be
obtained by computing Gg;,,(1,...,1,2;,1,...,1) fori € {1,...,m}, and we see that the
marginal distributions have a compound logarithmic distribution, cf. Example

Remark 4.10. It should be pointed out that the random variables T, ..., T, need not be
independent. This is crucial for the construction of dependence. For instance we could
let T3, ..., Tp be independent random variables and Ty a non-negative constant. Define
another random matrix B = ), s l{x—p}Br with K # () an arbitrary finite set and
By, € [0,00)*(P*D) for k € K and K a K-valued random variable. Then let (Ty,...,T,)" =
B(To,...,T,)".

Remark 4.11. This approach also allows a construction with both positive and negative
correlations. Assume that E[T}] < oo for each [ € {1,...,n}. Then the covariance between
two default cause intensities A; and Ay for i,k € {1,...,m} with i # k is given by Equation
(13.11))

cov(Ai, Ag) = Z E[a;{lail] cov(Ry, Ry) + Z Cov(a;{l,a,‘ip) E[R;] E[R,]
lvpzl l,pIO
because Ry,..., R, are not independent. We have E[R;] = E[E[R;|T;]] = E[O‘é—?] for

le{l,...,n}. Further for I,p € {1,...,n}

cov(R;, Ry) = E[cov(Ry, Ry |Th,...,Ty) ] + cov(E[R;|T}], E[R,|T,])
= cov(E[R,|T}], E[R,|T}])

holds because cov(R;, R, |T1,...,T,) = 0 by the conditional independence of R;, R, given
Ti,...,T,. Since E[R,|T;] & aé—lTl for 1 € {1,...,n}, we have

(87 Qp apQp
cov(E|R;|T;], E|R,|T,]) = cov(—Tl,— ) =
( [ | ] [ P‘ P]) ﬁl /Bp p ﬁl/Bp
In order to obtain negative correlation we take an antithetic choice on another level as in
Remark Consider the following situation: Let |J| =1 and A € [0,00)?*? the identity
matrix such that A; = R; for i = 1,2. Let T ~[Betal(a, b) with a,b > 0. Define

cov(T},Tp) .

T1 =T and T2 =1-T. (412)

Since the mixing random variable needs to be strictly positive, this is an appropriate choice
because the beta distribution meets this requirement in our definition. Let £(Ry|Ty) =
[Gammal(o T1, 81) and L(Rz|T5) = [GammalasTs, 32). Hence the covariance between A;

and As can be computed as follows

1002

B1B2

cov(Ry, Ry) = cov(Ty1,T),
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Chapter 4. Dependent Claim Numbers by Continuous Mixtures

and

cov(Ty, Ty) = E[T(1—T)] — E[T] E[l —T]
= E[T] — E[T?] - E[T] + E[T]

= —Var(T).
Remark 4.13. We can use the representation of M in Lemma [£.1] for the computation of the
distribution of the random sum S if 17, ..., 7T}, all have a beta distribution. Then, using the
notation Bj,l,h,k = (Bl,j,l,h,ka - 7Bm,j,l,h,k)7 we have
N; 4 n PiiYjn
S=3 " Xin =) L=y DD DD BijunkXithk
i=1 h=1 jeJ 1=0 h=1 k=1 i=1
where for each ! € {0,...,n} andi € {1,...,m} the sequences { X; |  k } n ken are independent

and identical copies of {Xj ,}nen. The distribution of P;; for [ € {1,...,n} and j € J is
a Poisson-beta distribution, also known as a general Waring distribution. Hesselager [32)],
Theorem 1, Example 3] provides a recursive algorithm for a compound distribution with
such a counting distribution. Finally an n-fold convolution becomes necessary. In this
case T1,...,T, should be independent. Applying Remark it is possible to realize a
dependence scenario as in Equation with the following parameters

(T, T)" = ((1) _i)(l,T)T.

For our next result it is necessary to introduce the notation of the extended negative

binomial distribution, cf. also [40, p. 227]:

Definition 4.14. Let ke N0 <p <1, and « € (—k,—k + 1). A random variable N has
an extended negative binomial distribution if

P[IN=n] =0 forne{0,1,...,k—1}
and

n+a—1\ n
PN =n] = (e for n € N with n > k,

(1=p)= =55 (757w

where the generalized binomial coefficient is given by
n+a—-1\ T'(n+a) _(—1yn —«
n - nll(a) n /)
We denote the distribution of N by [ExtNegBin|a, k, p).

Then the probability-generating function of this distribution for the important case
k =1 is given by

1—(1- o 1
Gn(e) = LoDt g L
1—(1-p)—@ p
cf. e.g. [21, Equation (2.3)] with an adjustment to our notation.
Thus we can formulate a similar but different result to Lemma 4.1l Here we consider

T-tempered a-stable distributions as distributions for the default cause intensities.
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4.1. One Level of Compounding

Lemma 4.15. Let Assumption be satisfied. Let Ty, ..., T, be non-negative random
variables and Ty a non-negative constant and o > 0, 7, > 0 and oy € (0,1) for each

l e

{1,...,n} and X\;; > 0 for each i € {1,...,m} and j € J. Then we define the two

Ng'-valued random vectors N and M as follows:

(¢)

(b)

Let R be a non-negative constant and let RY,..., R}, be random wvariables with 7-
tempered a-stable distributions, conditionally independent given J,T1,..., T, and let
their parameters be random, i.e. for each l € {1,...,n}

L(BRf|J,Th,...,T,) 2 LR TY) 2 Foyoym1i0- (4.16)

Let Ry = RyT; for 1 € {0,...,n}. Let further N = (Ny,...,Ny,) be a random vector
with conditionally independent components given J, Ry,..., R}, T1,..., T, such that for
ie{l,...,m}

‘C(N’L | J> R,l(v ceey RZ? Tlv e 7Tn) a.:& [’(NZ | ‘]a AZ) a.:S. m()\%JAZ) (417)
with (A1,...,Ap) as in Assumption .
For each j € J consider random variables Pj1, ..., Pj, which are conditionally inde-
pendent given J,T1,...,T, such that for each l € {1,...,n} and j € J
L(Pj|J, Ty, ..., T,) = L(Py|J,T) = Polssonl(6,,1;") , (4.18)
where ;1 = Va0 (02104 )\Z-Jag’l—}—n)o‘l —7") with Yoy, = W, and for each j € J
a random variable Pjo which is independent of J,T,..., T, such that
m .
E(Pjp) = m(z )‘i,jaiORSTO) . (419)
i=1
For each j € J and | € {0,...,n} let further {Yj;n}tnen be (n 4+ 1)|T| independent
sequences independent of (Pjo,...,Pjn), consisting of i.i.d. random variables such that
Vi ~ (_O‘l? 17(]3',1) Z'quyl >0, (4 20)
]7 b . .
(50 lf q5,1 = 07

for le{1,...,n} and where

moy . d

doin )‘wai,l
moy . d ’
Ding Ay @t

q51 =

and Yjo1 ~ 61, and we use the convention 0/0 := 0. For each j € J and | € {0,...,n}
let {Bjink}nken be (n+ 1)|T| independent sequences independent of {(Yjon,---»
Yjnn)then and (Pjo,...,Pjn) for j € J, consisting of i.i.d. random vectors such that

Bj1.1 ~Multinomial(1; p1 jis - - - Pmji) » (4.21)

where p; ;1 € [0,1] with Y% pij1 = 1 satisfies p; j1 > ey )\dﬂ-aé,l = )\mail. Define the

random vector M by
Pii Yjan

M = Z Li—j Z Z Bjihk-

jeg 1=0 h=1 k=1
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Chapter 4. Dependent Claim Numbers by Continuous Mixtures

Then (M,Th,...,T,) and (N,Ty,...,T,) have the same distribution.

Proof. For the proof we apply Remark Let T'= (T1,...,T),). First, we compute the
Laplace transform of the distribution of (N,T) = (N, T4,...,Ty) for (y,z) € [0,00)™*".
Since Ny, ..., Ny, are conditionally independent given J, R}, ..., R}, T1,...,1T, and since
Ti,...,T, are measurable given J, R},..., R}, T1,...,T, and because of Equation ,

we obtain

Linmy(y,2) = Iﬁl[e_@’N> e_<Z7T>] = E[e—(zﬂ H E [e~viN: ]]
i—1

= [ ZTHeXp Aighi(1—e” yz))}

Using (Ay,...,Am)" = Aj(Ro,...,R,)" and the definition of Ay and Ry, ..., R, yields
Lovy2) = oo TTexp (< Y atimimt1 - ) )|
i=1 1=0
=FE [e<Z’T> Hexp(— Z /\i,Ja;{lRle(l - eyi)>] .
1=0

i=1

Conditioning on J,T1,...,T,, using the conditional independence of R7,..., R} given
J,11,...,T, and that T1,...,T, are measurable given J,T1,...,7T;,, and Equation (4.16|)
(and hence |21, Equation (5.25)]) provides

Ly (y,2) = E [e_<Z’T> exp (— Z )\i,Ja;{oRSTo(l — e_yi)>

i=1

X H E {exp(—RZ‘Tl Z )\Lja;:{l(l — eyi)> ‘ J, Tl”
=1

i=1

=E [e_<Z’T> exp (— Z )\Ma;{ORSTO(l - e_y")>

i=1

n m (67}
X H exp<—’yalm <Tlal (Z )\i,JCL;{l(l —e Vi) 4 Tl) - (Tm)al>>] .
=1

i=1

Now consider the Laplace transform of the distribution of the random vector (M,T') =
(My, ..., My, T,...,T,). Using the definition of M for (y,z) € [0,00)™ "™ we observe

n P] l ] IR
Ly (y,2) = [GXP< <?Ja Z Le=j Z Z Z lhk>> <Z,T>:|.
jeT 1=0 h=1 k
Partitioning J yields

n

3

A Yin
(Y, Bj,l,h,k))]'

1 k=1

L (y,2) = Z E |:1{J_j} e (1) exp(—

JjET =0

>
Il
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4.1. One Level of Compounding

Using that {Yj;n}nhen and {Bjnk}thken are ii.d. and independent of (P, ..., Pjy) for
je€Jand € {0,...,n} and that {Y};,}ren are independent of {Bj 4k }nren, we observe

Loy, 2) = jezj E [1{”} o= (5T g <E [exp (_ Zﬂ;’: . Bj7l,17k>>] ) pj,l]
-5 &1y O T (E[lewn(-to Ba) )|

JjET 1=0

By Equation (4.21]) and due to Remark we obtain
T Yiia\ Pit
Lowr)(y, 2) = Z E[l{J:j}e = H( [(sz,],ze y’) }) }
JjeT 1=0

Conditioning on J, T, ..., T, and using the conditional independence of Pj1,..., P;, given
J,T1,...,T, and the independence of P;q of J,T1,..., T, for each j € J and using Equations

(4.18) and (4.19) yields
Lonay(v:2) = 2 E[ =gy e >exp<—ZAi,jaf,oR6To<1—eyi))

JjeT i=1

X Hexp< J, lT <1 — Gyj‘l’1 (me-,l e_yi>>>],
i=1

where Gy, | (z) denotes the probability-generating function of the distribution of Yj; 1. If
gj1 = 0 for some j, I, then by Equation (4.20) Gy, ,(z) =1 and hence

m
exp<_5j7l,1jlal <1 - GY},l,l (sz»]»l eyl>>> = 1
=1

m R} —Y;
ity Aijay e Yi

If gj; > 0, then by Equation (4.20)) and by ¢;; > /" pijie ¥ = m, we have
a S Aijal eV \ @
1— (#) -1 (1 et i s
Sy Aijal T *

1
™ Aigal 4 )
exp(—éj,lea’< - o et ))
()
2t A

J
i,j@; T

NG —r 4 (S Nijal (1 — e v
l =1"%] 7l
= €xp <_'Yocl,al Tlal <<Tl + Z Ai,jag,l> - Tlal> m — Z a > ’
i=1

(it Aigai, + ) — 7"

hence, since ¢j; = 0 implies Y /", A jal, =0,

Loy, 2) = Z K [1{Jj} om 1) eXp(- Z )\i,jag,oRaTo(l — e_yi)>

JET i=1
o
xHexp( Yay,00 1 (<T1+Z)\7]a” (1—e" yz)) —Tlal>>:|.

q.e.d.
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Chapter 4. Dependent Claim Numbers by Continuous Mixtures

Unfortunately, due to the parameter oy € (0,1) for [ € {1,...,n}, it is not possible

to choose, as before, the random variables T; with a gamma distribution or a T-tempered
a-stable distribution. By [60, Example VI.12.8] T is not even infinitely divisible if T;
is gamma-distributed. It is only known that powers of 7-tempered a-stable distributed
random variables 7" (then the distribution of 7} is by [60, Proposition VI.5.7] and [60,
Proposition VI.5.26] a generalized gamma convolution) are infinitely divisible if a; > 1, cf. [60]
Theorem VI.5.18] and [60, Proposition VI.5.19(i)]. If oy € (0,1), then T;* is only infinitely
divisible if the corresponding characteristic function has no zeros (cf. [45, Theorem 8.4.1)).
Hence we need to assume that Tlc” has a gamma distribution or a 7-tempered a-stable
distribution.
Remark 4.22. In Lemma [4.15|it is not possible to find a representation for the distribution
[ExtNegBin|«, k,p) with k& > 1 since the extended negative binomial distribution is a
truncated distribution and hence takes values greater than zero for n € N with n > k. But
N; has a Poisson mixture distribution for ¢ € {1,...,m} and can take the value 1. The
same holds for the extended logarithmic distribution.

4.2 Several Levels of Compounding

In this section we also construct dependence between default cause intensities by choosing
a parameter of their distributions commonly and stochastically. But now we engage in
an iterative mixture of distributions and the respective compound distributions that have
the same law. We present two basic results with a general alternative representation. The
first lemma is based on the fact that a Poisson-gamma mixture distribution is a negative
binomial distribution.

Lemma 4.23. Let M and N be R™-valued random vectors and let A\ > 0. Let T be a
real-valued random variable and assume that the characteristic function of the conditional
distribution of N given T satisfies

oni7(s) L exp(—)\T(l — cpM(s))), s e R™, (4.24)

where opr(s) denotes the characteristic function of the distribution of M. Given o> 0 and

p € (0,1), assume that T N(oz,)\lp%p) and L ~[NegBin|«a, p). Define

L
M = ZMZ,
=1

where {]\N@}ZGN is a sequence independent of L, consisting of i.i.d. R™-valued random vectors
with L(My) = L(M). Then M’ and N are equal in distribution.

Proof. For the proof we apply Remark Consider first the Laplace transform of the
distribution of the random vector N = (Ny,...,N,,). Condition on T and use Equation
(4.24) with s € R™

SON(S) = E[ﬁeisil\h] — E|:E|:ﬁeisiNi
=1 i=1

By the distribution of 7" and canceling A/p we observe

T] } = Elexp(=AT(1— ¢um(s)))]-

AR * 1- @
¢N<s>=<A1£+A(1_W(S))) (o)
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4.2. Several Levels of Compounding

The characteristic function of the distribution of M’, where we use the notation M; =
(Myyg,...,Mp,), is computed as follows for s € R™

sy - o 5 0).

=1 =1

The sequence {M;};cy is independent of L and i.i.d., and by the distribution of L we have

= f{een($500)) | - ()

which completes the proof. q.e.d.

A further iteration is given in the next lemma:

Lemma 4.25. Let M and N be R"™-valued random vectors and let A > 0. Let T be a
real-valued random variable and let T' be a strictly positive random variable. Assume that
the characteristic function of the conditional distribution of N given (T,T") satisfies

on| 1 (5) = exp(—/\T(l — @M(s))), s € R™, (4.26)

where ppr(s) denotes the characteristic function of the distribution of M. Let q € (0,1).
Assume that the conditional distribution of T given T’ satisfies

L(T|T) 2K (1D(IT_ q),Algq). (4.27)

Let L ~[Loglq). Let {Ml}leN be a sequence independent of L, consisting of R™-valued
i.i.d. random vectors with L(M,) = L(M). Define

L ~
— Z M
=1
Then
oniT(s) = exp(=T'(1 - ¢ar(s))),  se€R™

Proof. Let us first consider the characteristic function of the distribution of the random
vector M’ with s € R™

sy - (5 00).

=1 =1

The sequence {Ml}leN is i.i.d. and independent of L, hence by the distribution of L we

obtain e EKE [exp (i Mi7115i>]>1 _ lnqn_(quj\;)@)' (4.28)

=1

The characteristic function of the conditional distribution of N = (Ny,..., Ny,) given T’
for s € R™ is computed as follows: Condition on (7, 7") and use Equation (|4.26])
i, T’}

on 7 (s) = [Hel”’ ]a':S'E[E[ﬁeisiN T’]

E [exp(—=AT(1 — oun(s))) | T'].

TIJ

I
)
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Chapter 4. Dependent Claim Numbers by Continuous Mixtures

Using Equation (4.27) and canceling A\/q

/

1— -7 ol
cpN|T/(s) as. ( /\Tq >1n<1q> as. ( 1—q )ln(lT_q)
AL+ A1 = pur(s)) 1 —qpum(s)

Rewriting this as an exponential term and inserting Equation (4.28]

U

onj(s) = exp(ln(IT_ 7) 1n(1 _1q;]\q4(s))>
- (_T, <ln(1 — q)lg(lln(_lq—) qw(s)))) — exp(=T'(1 = oar(s))),
which completes the proof. a.e.d.

The characteristic function of the distribution of M opens a wide variety of distributions
from which to choose. We give a few examples:

Example 4.29. (a) It is possible to consider several lines of business and thus let M be
multivariate, e.g. M ~ [Multinomial(n;p1, ..., pm) with n € N.

(b) If M =1, the characteristic function px |7 (s) in Equations (4.24)) and (4.26) turns out
to be the characteristic function of a Poisson mixture distribution a.s.

Now we consider a special case with iterated continuous mixtures. We apply the results
of the Lemmata and Lemma describes the transformation in the first step of
iteration, and Lemma [4.25|indicates how to continue this iteration. This provides us with
iterated compound sums for random claim numbers, which allows for the application of
Panjer’s recursion.

For reasons of completeness and since it is not readily clear how the transformation with
M in N works, we give the complete proof of an application of these lemmata.

Corollary 4.30. Fiz k,m € N and o > 0 and p,p1,...,Pm,q2,---,qx € (0,1). Let
li,....,lm €(0,1) and Iy = 1 if and only if m =1 with >_;*,l; = 1. Then we define two
o -valued random vectors N and M as follows:

(a) Define M = (M, ..., My,) by

Ml MFE M?2

J1 I1rdk—1
Mi=3) > o > BijiiKigige  i€{l...,m},
Jj1=1j2=1 Jr=1
where
M" ~[NegBin|«, p) (4.31)
and for each j € {2,...,k} let {M]J"l,...,jk,j+1}jlv---7jk—j+1€N be independent collections of

1.1.d. random variables such that

lN@(Qj)a jG{Q,...,k‘},

and let {(B1jy,...jn>- s Bmji,je) ir,njreN be a collection of i.4.d. random vectors such
that

-----

Bi...1 ~Mulfmomial(1; 1, . . ., bn) ,
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4.2. Several Levels of Compounding

and let {(K1j,,.. jir-- > Kmjr,ji) Fitojwen be a collection of i.i.d. random vectors with

Kia,..1 ~[Log(pi), i€ {l,...,m}.
Let all these random variables be independent of each other.

(b) Further, let the components of N = (Ni,...,Ny,) be conditionally independent given
A1, ..., Ay, 11 such that for each i € {1,...,m}

L(N;i|A1, ..o A, T1) E L(N; | Ag, Ty) = Polssonl(piAi) (4.32)
where
L(A|Ty) K;M(LT1 -») (4.33)
In(1—p;) ’
.8 —T1j l1—yg .
L(Tj1|T)) _m(m(l%), JU) detzom, (4.34)
a.s. 1- b
L(Ty) (a’7>’ (4.35)
and Aq,..., Ay are conditionally independent given T .

Then the random vectors M and N have the same distribution.

Proof. We apply Remark 2.1 We compute the characteristic function of the conditional

distribution of N given Tj. Conditioning on Ay,..., A, 71 and using the conditional
independence of Ny, ..., Ny, given Aq,..., A, 71 and Equation (4.32)) and the conditional
independence of Aq,..., A, given T} for s € R™ gives

9

on Ty (s )= R {HE isilV ] HEexp —pili(1 =€) |Ty] .

Using the conditional distribution of Aq,...,A,, given T} given by Equation (4.33)) and
rewriting the characteristic function as an exponential term yields

m 1 p —1;
a.s. — Pi In(1-p;)
90N|T1( ) g 1—pi+pz’(1—elsl)

a.s. “ lz 1_pi
LS _T ] ( . ) .
exp( 1;111(1—1%) T =) )

Rewriting the logarithm and using ;" ; = 1 provides

T

ON Ty (8) = eXp< Tlgln(lz—pi)(ln(l ) —In(1 — p; 1&)))
)

=1

Note that by the theorem of total probability and the independence of {B; ;}en and
{Ki;}jen for i € {1,...,m} it follows by the distribution of K;; and B;; that for the char-
acteristic function of the distribution of the random vector BK; = (B11K11,...,Bm,1Km1)
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Chapter 4. Dependent Claim Numbers by Continuous Mixtures

with s € R™
m
[exp <Z B 1K; 11&)] = Z E [e (Z Bi1K;1 181> ‘Bhl = 1] P[B;; = 1]
=1 =
i In(1 — p; %) l
(2
i=1 ]— _pz
holds. Hence
ONITy (s) s exp(—T1(1 — YBK, (s))) (4.36)
Let now k=1 and M = (My,..., M,,) with M; = Zj‘{leKm fori e {1,...,m}.

Using Equation , an application of Lemma with A = 1 immediately shows that
M and N have the same distribution.

We now prove the corollary for k > 2. Let M and N be in the demanded form. Equation
(4.36)) still holds and we apply Lemma k — 1 times with A = 1 using Equation .
Thus we obtain

on |1, (8) = exp(=Ti(1 = @r(s))),

where {Hj, }jien = {(H1j15---,Hmj;)}jien is a collection of i.i.d. random vectors such that
2
Ml ..... Jk—1
’Jl Z Z Bll Jk 3,150k iE{l,...,m}.
J2=1 Jr=1

Then apply Lemma [4.23| with A = 1 using Equation (4 and setting M; = Z =1 Hiji for
i€{l,...,m}, hence M and N have the same distrlbutlon. q.e.d.

Example 4.37. This corollary includes the result of Giese [23], Section 10.2] as a special
case. Note that we use the the term mixture where Giese uses compound.

Again, Giese chooses the default cause intensities to be gamma-distributed. By mixing
m independent default cause intensities Aq,...,A,, with a common gamma-distributed
random variable, he constructs another dependence structure. This background variable is
denoted by T and is m(%, 62)—distributed. According to his calibration condition [23,
Equation (10.2)] we have 6% € (0,1). Hence Giese obtains the following mixture distribution

L(A;|T) 2 [Gammal(ow T, B;), i€ {l,...,m}.

Note that Aq,...,A,, are independent given 7. Using calibration condition [23, Equa-
tion (10.12)] we set B; € (0,1) for i € {1,...,m}. By [23| Equation (10.10)] with an
adjustment to our parameterization of the gamma distribution we have a; = 3; because in
the Credit Risk® model the mean of the default cause intensity A; is 1 for i € {1,...,m}.
In order to fit into our framework, we should consider claim numbers Ny, ..., N,, such that

L(Ni|Ay, .., Ap) = L(N;]Ay) = [Poissonl((1 — i) Aq) -
Since these default cause intensities and hence the claim numbers are no longer indepen-

dent, we need to find an alternative representation with independent components but with
the same distribution in order to apply Panjer’s recursion.
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4.2. Several Levels of Compounding

This problem can be easily solved since it is a straightforward application of Corollary
[£.30 in the case k = 1: We set

Ml
Mi:ZBi,jKi,j; 1€ {1,...,m},

j=1
where M1 ~ (%, U%H) and {K; ;}jen are m independent sequences of i.i.d. random
variables with K;; ~ [Log[1 — f;) for ¢ € {1,...,m}, and {B;};en is a sequence of i.i.d.
random vectors such that By ~ [Multinomial(1;1y,...,.,). The parameters ly, ..., [, should
be determined by Equation under the constraints 1 + -+ + [, = 1 and E[A;] = 1.
If a solution does not exist, the condition E[A;] = 1 should be released. Then the random
vectors N and M have the same distribution. Thus the dependence structure between the
marginal random variables (as projections) is preserved. The distribution of the sum of the
random claim numbers is also the same since addition is a continuous map.

Thus we can apply Panjer’s recursion in order to calculate the distribution of the random

sum

m N MY m BijKi;
d
S = § E Xin = § E Xin,
i=1 h=1 j=1i=1 h=1

where {X; » }rhen are sequences of i.i.d. random variables independent of the random variable
M and the sequence {K; ;}jen for each i € {1,...,m} which are in Panjer(a, b, k) classes.
The calculation can be done by an iterated application of Panjer’s recursion, cf. Algorithm
0. 10|
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Chapter 5

Generalizations of Recursions
for Compound Distributions

In this chapter we present a generalization of Panjer’s recursion. The claim sizes may depend
on each other and may be multivariate. The distribution of the claim numbers may be
linked by several distributions and are only in special cases in Panjer(a, b, k) classes. We
present a generalization in the same manner of de Pril’s recursion. We also give algorithms
that show how Panjer’s recursion is applicable in our model with the dependence structures
given in Chapters [3] and [4] It might be suggested that the evaluation of the distribution of
Equation requires an n-fold convolution, but our algorithm, based on the ideas of [21,
Section 5.5], circumvents these convolutions by an iterated application of Panjer’s recursion
and a convex combination. In the course of the algorithm we use the fact that a negative
binomial distribution is a compound Poisson distribution. The convex combination uses the
fact that the convolution of compound Poisson distributions provides another compound
Poisson distribution. In the introduction of this part of the thesis we cite further works on
generalizations of Panjer’s recursion.

5.1 A Generalization of Panjer’s Recursion and Algorithms

It is possible to relax the assumption of independent and identically distributed claim sizes.
The claim sizes may be considered as an infinite exchangeable sequence of random variables.
A basic approach to this idea can be found in [28], although the author does not describe the
recursion formula in detail. We only demand that the claim sizes are i.i.d. given a certain
o-algebra F. Thus we prove a generalization of Panjer’s recursion, where the claim sizes are
allowed to depend on each other by a dependence structure that is not further specified. In
addition, we let the claim sizes be multivariate. The distribution of the claim numbers is
linked by Equation (5.2)). We slightly extend the notation of [61], cf. also [57]. For this, we
use the following notation: if j € N&, then we write 0 < j if 0 < j, for each r € {1,...,d},
and we write 0 < j if 0 < j, for each r € {1,...,d}.

Theorem 5.1. Fix | € N. Let {Xp}nen be Ng—valued random vectors and let F be a
o-algebra such that {Xp}hen given F is a sequence of i.i.d. random vectors. Let {qn }nen,
and {Gin}nen, denote the conditional probability distributions given F of No-valued random
variables N and N; for i € {1,...,1}, respectively, which are conditionally independent
of {Xn}hen given F. Let {pninend and {Pin}nend denote the conditional probability
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Chapter 5. Generalizations of Recursions for Compound Distributions

distributions given F of the random sums S = X1+ --- + Xy and S’(i) =X1 4+ X
for i€ {1,...,1}, respectively.

(a) Assume that there exist k € Ny and R-valued F-measurable functions aq,...,a;,b1,...,
by such that
l b
_— i+ =) Gin—i Un €N withn >k+1 5.2
q ;(a—i-n)q, for alln € N withn >k + (5.2)

and all the probabilities given F not used on the right side of Equation (5.2)) are zero,
1.e.

~ a.s.
Qi,O = ...

Then

vl
8
@

0 forallie{1,..., min{l,k+1—1}}. (5.3)

ikt l—i—1

po E E[(PLXy = 0| F))™ | F]
with the convention 0° := 1 and

k+1-1
J)

. Z P[Sy, = n|F] qW+Z Z (az Tcn >>]P)[Si:j’]:]ﬁi,n—j (5.4)

i=1 0<5<n
jENd

for all n € N4\ {0} and ¢, an R¥*-valued F-measurable function with {c,,n) # 0 a.s.
and SiZXl—‘r"'-i-Xi.

(b) Assume that there exist F-measurable functions vy, ... ,v; € [0,1] a.s. with vi+-- -+ <
1 a.s. such that g, = Zé:l ViGin for all n € N. Then p, = Zé:l ViDin for all
n € Ng\ {0}.

Proof. The proof is an adaptation of the proofs of |21, Theorem 4.5] which contributes the
claim numbers being linked by Equation and a multivariate Panjer recursion given
in [61, Theorem 1]. The idea of the dependence between the claim sizes has already been
considered in [2§].

In order to be precise we should also distinguish between a zero-random variable and
a set where the random variable is zero. For reasons of readability this is omitted. Since
{Xh}nen and N are conditionally independent given F and since { X}, }pen given F is a
sequence of i.i.d. random vectors, we obtain

P[S=0|F] = P[N =0|F] + Y P[X;=0,...,X; =0|F] P[N = i| F]
=1
= PN =0|F] + Y P[X1 = 0| F'P[N =i|F] = E[(P[X; = 0|F))" | F].
i=1
Let now n € Nd \ {0}. For fixed i € {1,...,1} and for every m € N with m > i let
Sm=X1+ - +X;=Sn_i+ S@m with Si,m = Xpm—it1 + -+ Xy Since {Xh}heN given
F are i.i.d., we obtain

1{5m:n}<cn,n> a.:s. E[<Cn75m>1{5m:n} {f] a.:s. Z E[<Cn7Xh>1{Sm:n} {f]
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Hence after taking the conditional expected value given F, we obtain

o ) bz a.s. ) bz <Cn7 Sz,m>
IS, = nl 7] (as+ ) = Bl + 2=ttt s, | 7]
a.s. bz nvl .
=Y (aﬁ— i{c j>) P[Sim = j, Sm = 1| F]. (5.5)
- i(cn,n) ’
0<j<n
jeNd

For every m > i the sums S,,—; and S;,, are conditionally independent given F since
X1,..., X, are conditionally independent given F. By an analogous argument S; ,,, and .S;
have the same distribution given F because both S;,, and \S; have ¢ summands, hence

P[Szm—]asm—n|]:] :S [Sz,m:]asmfz:n_]’]:]
= PS; = j|F] P[Sm—i =n—j|F]. (5.6)

w

Now we are prepared for the actual proof. Applying the conditional monotone convergence
theorem and using the conditional independence of S, and N given F for every m € N
yields

k+1-1
PIS=n|F] = Y PlSn=nN=m|F] 2 Y P[Sn=n|F|gnm+ An, (5.7)
meN m=1

where the abbreviation A,, can be rewritten using Equation ([5.2)

o0

Api= > PlSm =n|Flgn = Z Z —nlf]( fn)qm_

m=k+I m=k-+1l i=1

Inserting Equation ([5.6)) into Equation (5.5 and then into the above equation, we get

Y Z > (a+ ’C”’ ;)P[Si:j\ﬂ PlSm—i =1 | F]Gim-i

m=k+l i=1 0<j<n

jENd
l . 9]
as. | bilen, d) o o o
B Z Z (az_‘_ 'L<Cn7n>>P[SZ _‘7|]:] Z P[Smfl —’I’L—‘]‘]:] qi;m—i,
i=1 0<j<n m=k-+l
jend

where the interchange of the summations is admissible because the series in the second line
converge for every i € {1,...,1} and j € N& with 0 < j < n. This holds as follows: due to
Equation (5.3) and an index shift and by the conditional independence of { Xp, }ren and N
given F

mez—n ]“F]QZmz—ZP m—i = TV — ]‘f]QZmz
m=k-+I m=1

o0
=) PlSm =n—j Ni=m|F] = P[Sy =n—j|F] = pin-
Inserting this into A, and A,, into Equation ({5.7)) provides the first part of the claim.

The second part of the theorem can be proven as in the proof of [2I, Theorem 4.5] with
respect to F. q.e.d.
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Chapter 5. Generalizations of Recursions for Compound Distributions

Note that if [ = 1, this theorem is the multivariate Panjer recursion given F with claim
numbers in a Panjer(a, b, k) class. We observe dependence between the claim sizes in two
types: The components of the random vectors {(Xi 4,...,Xan)})neny may depend on each
other, and the X}, may depend on each other for different h € N since { X}, }ren only needs
to be conditionally independent given F. If the o-algebra F is finite, then the unconditional
distribution of S can easily be computed numerically, cf. following remark.

Remark 5.8. The unconditional distribution P[S = n] can be obtained by using the tower
property for expected values:

P[S = n] = E[P[S = n|F]].

Hence we also need to insert Equation into the above equation, which can be computed
if (cp,n) # 0 a.s.

A possible application of the multivariate Panjer recursion could be a special case of
the extended CreditRisk™ model. If a default occurs, this default may lead to future
payments that should be considered. Then the extended CreditRisk™ model is a multiperiod
model. Thus it makes sense to allocate the development of possible claims to a multivariate
random variable X;. This model is insofar appropriate for such requirements since future
payments (may) depend on present or past payments, and the components of X; need not
be independent. This framework is also useful in the collective risk model in the context
of insurances. Health insurances provide a typical example of a first claim that causes a
payment and, depending on the recovery process of the insured person, could lead to future
payments. The claim of a pension also causes future payments of an initially unknown
duration.

We now give algorithms for the different dependence scenarios we introduced and show
how Panjer’s recursion can be used for the evaluation of the distribution of S. They are
based on the knowledge that a negative binomial distribution can be written as a compound
Poisson distribution where the severity distribution is a logarithmic distribution, cf. also
[21] Section 5.5].

We adapt the algorithm in [2I], Section 5.5] for the evaluation of the random sum S
in Equation . Panjer’s recursion in Theorem simplifies a lot since we consider
{Xi n}tren to be iid. and univariate, hence we do not consider a o-algebra F.

Algorithm 5.9. Consider the setting of Theorem [3.1] Assume that Ry, ..., R, are independent
now. Then Qjp,...,Q; are independent for each j € J. Assume further that according
to the extended CreditRisk™ model the random variables Ry, ..., R, have a distribution
such that R; ~ [Gammal(«y, ;) with oy, 8 > 0 for I € {1,...,n}. We apply Theorem
and adopt the equivalent representation of the claim numbers into the random sum S in

Equation (1.1):

m N; m  M; n Qi1 m
S=>"> Xin < Z D Xin=> 1= > > > BijinXiin,
i—1 h=1 i=1 h=1 jeTg 1=0 h=1 i=1

where {X; p}nhen and {X; ;5 }ieny with [ € {0,...,n} and 7 € {1,...,m} are independent
sequences of i.i.d. Ny-valued random variables with identical distributions. Hence, the
distribution of S can be calculated iteratively: Let for h € N

ijl,h Z B; ,j,l,th,l,fH ] S j, l e {0, ... ,n}.
=1
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Since {B; j1.nXi1h}hen is i.i.d. and the distribution of B;;; is given in Equation (3.2)), the
distribution of W(;; 1) can be calculated directly by the law of total probability for p € Ng
and j € J and [ € {0,...,n}, thus

m m
PWian =pl =Y P[Xisn =p] P[Bijia =1 =Y P[Xii1 = plpiji (5.10)
=1 =1

under the natural assumption that {B; j; n}nen and {X;; n}ren are independent. Let
Z;n 1 )\1 ]az l
B+ 22 Nigai,

By Lemma [2.§ with m = 1 in that framework and T'=1 for each j € J and [ € {1,...,n}
the distribution of Q;; is given by

L£(Qj1) =NegBin[ay, ;1) -

Iy, ”a” 0, then according to Equation (3.3) we have £(Q;;) = do, hence for these
W2 K

qj1 = , jeJ, le{l,...,n}.

7,1 there is no random summation. Note that accordlng to Remark 2.7 Q;;, l =
for each j € J and I € {1,...,n} with

Q1 ~[CPal (al 1“(1 ),@(qﬂ)). (5.11)

— 45
Define now according to [2I, Remark 5.11] for r € N

Kiiny++Kgr

S = Z Wi jeJ, le{l,...,n} (5.12)
h=Kj1,1)++Kg,1,r—1)+1

According to [2I, Remark 5.11] the sequence {S(;;,)}ren is i.i.d. and since K;; ) is in
a Panjer(q;;, —q;,1) class, E(S(j’m)) can be evaluated with a numerically stable Panjer
recursion, cf. Theorem Note that g;; = 0 is not possible in this case since by the above
arguments for £(Q;;) the distribution [Poissoni(0) = dy would suppress a random summation.
For | = 0 and each j € J we have £(Qj0) = Poissonl(}"!", )‘i,jaioRO)- Thus the total
portfolio loss if J = j can be written as

Qj0 n Lji
Sj = Z Wijom + Z Z S jeJg.
h=1 =1 r=1
Since {Xi,O,h}heNv ) {Xi,n,h}heN are independent sequences, the corresponding probabili-

ty-generating function provides with Gy, ,,(2) = E[z"uon] and G5y (2) = E[z564)]

Gs,(z) = exp<—g)\maZ oFo (1 — Gw, ) ( )))
X Hexp(—al ln( )(1 Gs(j,lyl)(z)))
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for |z| <1 with

ZAJCL ORO—FZalln(l% )

and ‘
2oimy i o Ro " aln (g;)
Gj(z) = 15 : GW(j,0,1) (2) + Z TMGS(J‘,M) (2) (5.13)
=1

is a mixture distribution of E(W(j,071)) and ﬁ(S(jyl’l)) ,...,E(S(jm’l)) for j € J. Hence
| 7| final numerically stable Panjer recursions for [Poissonl(y¢;) (cf. Theorem yield the
distributions of S; for each j € J. To obtain the distribution of the random sum S in a
straightforward manner, in a last step we condition on the possible values of J

P[S =p] = P[Z L{s=}5; ZP] =Y P[S;=p|P[J=4], peN.

VISVA JeJ

In a similar way, it is also possible to consider the random sums with respect to one default
cause intensity S; = ZhN;1 X;p forie {1,...,m} and compute the multivariate distribution
of 8" =(S1,...,Sm). For this purpose we apply the numerically stable multivariate Panjer
recursion.

Remark 5.14. Algorithm can be adapted to the multivariate case under the same
assumptions on the risk factors Ry,..., R,. By Theorem the equivalent representation

of the claim numbers in the random sum S; for i € {1,...,m} is
n le
S —Zth—Zth—Zl{J ]}ZZ ,7,0,h 1,l,ha
JjeT =0 h=1

where {X; p}heny and { X p} hen with i € {1,...,m} and I € {0,...,n} are in [ independent
sequences of i.i.d. random variables with identical distributions. Thus the main difference to
the univariate case is that we do not aggregate the claim sizes {B; j; nXi 1 n}rhen for each
i € {1,...,m}, but consider it as a vector. We only need to replace in Equation
W01y by (BX)j0,1 with (BX)j1n = (B1j,n X100 - -+ Biji,nXmip) and Sgja1y by T(j0.1)
with T(j,lﬂ“) = (T(17j7l77n), R 7T(m7j,l,7’))v where for ¢ € {1, e ,m}

K+ +Eqin

Tl = Z Bi 10X n, jeJ, led{l,...,n}.
h=K )+ +Kg,ir—1)+1

Then we apply the multivariate Panjer recursion in Theorem for ¢, being the unit vector
e; for i € {1,...,m} twice as in Algorithm

In a constellation such as in Lemma [.1] the evaluation of the distribution of the random
sum S is an adaptation of the algorithm in [2I] Section 5.5] under certain assumptions and
slighty different from the other dependence scenario.

Algorithm 5.15. Consider the setting of Lemma According to the approach of Giese
[23, Section 10.2] assume that the random variables 17, ..., T}, have a distribution such that
T, ~[Gammal(oy, v;) with o, > 0 for [ € {1,...,n}. Assume further that T1,...,T, are
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independent. We apply Lemma and adopt the equivalent representation of the claim
numbers into the random sum S in Equation ([1.1)):

m N; m  M; n P Yiie m
d
S=3 D Xin =D Xin=2 Ly Y D> D Y BijunaXisnk,
i=1 h=1 i=1 h=1 jeg 1=0 h=1 k=1 i=1

where {X; p}nen and {X;nx}tnken are independent sequences of i.i.d. random variables
with values in Ny and identical distribution for each ¢ € {1,...,m} and [ € {0,...,n}.
Hence the distribution of S can be calculated iteratively. In contrast to Algorithm we
need to insert some notation and steps. Let for h,k € N

m
ZGihk) = ZBi,j,l,h,kXi,l,h,k7 jeJ, 1€{0,...,n}.
=1

Since {B; j1,hkXilhk}hken are ii.d., the distribution of Z(;; ;1) can be calculated directly
by the law of total probability for p € Ny and j € J and [ € {0,...,n} as in Equation
under the natural assumption that {B; ik }hken and {X;px}thren are independent for
every j € J and [ € {0,...,n}. Since {Yj;p}ren are ii.d. and Yj;; has a logarithmic
distribution given in Equation and hence is in a Panjer(g;;, —g;;,1) class, the random
sums with h € N

Yjin

Woam = > Zganey,  J€T, 1€{0,...,n}, (5.16)
k=1

can be evaluated by Panjer’s recursion for each j € 7,1 € {0,...,n}, and h = 1 (cf. Theorem

. Let
—a;In(1 — g;)
v —ogn(l —qjy)

8j1 = . jeJd, lefl,... n}

Since 77 has a gamma distribution for [ € {1,...,n}, according to Lemma with m =1
in that framework and T =1

L(Pj1) =NegBif(oy, ;) -

If gj; = 0 for some j,1, then ctlher% is no random summation for these indices. Note that
according to Remark P =371 K with

Py~ (Ul m( . ),@@m).

Insert Equation (5.16) into Equation (5.12)) and let instead K(;;1) ~[Log|(s;;). By the same
reasoning as in Algorithm and in [21, Remark 5.11] E(S(j,l,l)) can be evaluated with

a numerically stable Panjer recursion for every j € J and [ € {1,...,n}, cf. Theorem 5.1
For | = 0 and each j € J we have £(P;0) = [Poissonl(—caoIn(1 — g;0)Tp). Then the total
portfolio loss if J = j can be written as

Pjo0 n Lji
Sj = Z W(j,mh) + Z Z S(j,l,r)7 1€J
h=1 =1 r=1
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By the same argumentation as in Algorithm [5.9] the probability-generating function of the
distribution of S; can be written as

Gs;(2) = exp(—p;(1 — Gj(2)))

for |z| <1 with

n
1
i = —aQp In(1 — qﬁaO)TO * ;al ln(l - 5j,l>?

and

1
—aoln(l — qj’O)TOG ( - M
. W01 z) + .
K -1 Hj

Gj(z) =

is a mixture distribution of £(W(]-7071)) and E(S(j,m)) . 7£(S(j7n71))~ The application of
Panjer’s recursion and the law of total probability works as in Algorithm

Remark 5.17. The algorithms do not only work this way if Ry,..., R, and 11, ..., T, respec-
tively, are gamma-distributed. They also work if Ry, ..., R, or T1,...,T, have a T-tempered
a-stable distribution. By an application of [21, Lemma 5.10] the severity distribution of
the corresponding compound Poisson distribution of Z}Lljzll Kj 1 is an extended negative
binomial distribution. Thus apply [21, Algorithm 5.12]. A special case of this class of
distributions is e.g. the inverse Gaussian distribution, which has also been described in [64]
p. 91]. Gerhold, Schmock, and Warnung [2I, Example 5.21] also reveal how to evaluate such
a distribution.

Remark 5.18. If Ty, ..., T, are not independent, it is possible to work with the framework of
Algorithm if the dependence structure of the T1, ..., T, satisfies the structure given in
Assumption Then an alternative representation of the random variables Pj1,..., P;,
exists for j € J given in Equation by Theorem Thus we can apply Algorithm

Remark 5.19. Using the convex combination for the evaluation of the portfolio distribution
provides a claim size with a logarithmic distribution that might require high computational
effort in the evaluation of Panjer’s recursion. This convex combination also requires a high
computational effort in the evaluation of Panjer’s recursion with the Poisson distribution.
Yet, this approach is preferable since the evaluation of Panjer’s recursion for a negative
binomial distribution followed by several convolutions clearly demands more resources.

As we have seen, not only default cause intensities driving the claim numbers may
depend on each other, but claim sizes might, too. We now consider a special such case.
Theoretically, we could let every claim size be possibly dependent on every other claim
size. But since we could have theoretically infinitely many claims, we restrict ourselves to
dependence between claim sizes only with respect to the default cause intensities. This
could also be generalized to risk groups, cf. [57].

Under the following assumption it is possible to evaluate the distribution of .S in Equation
if the claim sizes are dependent.

Assumption 5.20. Let J # @ be an arbitrary finite set. Let A; = (agl) e N™*" for j e J
and i € {1,...,m} and l € {1,...,n} and let J be a J-valued random variable. Let further
Ay = Ejej Lij=jpAj. Let Ay, ..., Ay be independent, infinitely divisible, and non-negative
random variables and let Ny, ..., Ny, be random variables conditionally independent given

Aq,..., A, such that
L(Ni| A1,y Am) = L(NG] A) = PalssonlAA), i€ {1,...,m}.
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Define n independent sequences of i.i.d. discrete random variables {Zyp}nen for 1€ {1,...,
n} independent of J. Set

(Yl,ha"'7Ym,h)T :AJ(Zl’h,...,Znh)T, hEN,

)

i.e.,

Yin=> lg- J}Z%ZZM

JjeTJ
for he N and i € {1,...,m}. Now let (Si,...,Sn) = (Zﬁil YLh,...,ZhN;”l Yih)-

We assume that the claim sizes have a dependence structure given in Assumption [5.20

Then there is the following adaptation of the algorithm in [2I, Section 5.5] in order to
compute the distribution of S =", S;:
Algorithm 5.21. In accordance with the extended CreditRisk™ model assume that the default
cause intensities have a distribution such that A; ~ [Gammal(«;, ;) with a4, 8; > 0 for
i € {1,...,m}. We insert the representation of {Y; s }nen of Assumption into the
random sum S in Equation (L.1)):

m N; m N;
S:ZZXMQZZ ST S R
i=1 h=1 i=1 h=1 jeT i=1 I=1 h=1

Hence, the distribution of S can be calculated iteratively. Note that since a;; € N, the
random variable a; ;Z; 1 still has a discrete distribution. Let

Ai )
Gt n ie{l,...,m}.

By Lemma with m = 1 in that framework and 7' =1
N; ~[NegBin| o, ¢;) , ie{l,...,m}.
Recall that according to Remark N; 4 ZSL;I K; s with
Niw(ailn (1+)\i/5i),@(%’)), ie{l,...,m}.
According to [21, Remark 5.11] let for r € N and j € J

qi =

Kii++Kir

Stijir) = > al,Zis,  le{l,...,n}, ie{l,...m},

s=K;1++K;ir_1+1

and evaluate the distribution of S(; ;1) with a numerically stable Panjer recursion (cf.
Theorem for [Cog|(¢;), which is in a Panjer(g;, —g;, 1) class. Then the total portfolio loss
if J = j can be written as

m n L
S] :Zzzs(i,j,l,r)a je \77

1=1 =1 r=1

and the corresponding probability-generating function is

2) = [I T exp(—eiln(1+Xi/8:) (1 = Gs 1) (2))) = exp(—pu(l — G;(2))),
1=110=1
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for |z| <1 with

MznZailn(1+)\i/ﬁi) and Gj(z)zzz ailn(l:/\i/ﬂi)

i=1 i=1 [=1

Si,3,,1) (2)

is a mixture distribution of 5(5’(17]-7171)) yees ,E(S(m’j’ml)). Hence | 7| final numerically stable
Panjer recursions for [Poissonl(;:) and the distribution belonging to G; for j € J yield the
distributions of S;. Finally, a conditioning argument provides the result.

Remark 5.22. It is also possible to evaluate the distribution of the random vector (S1, ..., Snm)
in Assumption This is described in [64, Chapters 20.2 and 20.6]

Thus we are able to observe a certain dependence structure between claim sizes, which
may happen in a realistic scenario, and are still able to apply a variant of Panjer’s recursion.

5.2 A Generalization of De Pril’s Recursion

As for Panjer’s recursion it is possible to derive a generalization of de Pril’s recursion
that evaluates higher moments of a random variable with compound distribution. This
recursion was introduced in [I3]. De Pril’s recursion was also generalized in [21, Theorem 8.2
and Theorem 8.1]. We relax the assumption of i.i.d. claim sizes and replace it with the
assumption that the claim sizes are i.i.d. given a c-algebra F. In addition, we consider
multivariate claim sizes. We put the result into the following lemma:

Lemma 5.23. Let the assumptions of Theorem[5.1] be satisfied.

(a) Let c be an R-valued F-measurable function and b € N. Assume further that (c, X1)"
and (c,S;))" are o-integrable with respect to F for every n € {1,...,b}. Then for
every n € {1,...,b}

k+1-1
E[(c, $)"|F] = > ap E[(c, Sp)" | F]
p=1

L& b;s ~
Yy <S> (as+ 22V B (e, 50)" | ] El(e. 57| 7]

=1 s=0
holds, where S; = X1+ ---+ X;.

(b) Let the assumptions of Theorem[5.1] (f]) be satisfied. Then
l ~
E((c, $)"|F] =) v E[(c, 5)" | F]
i=1

holds for all n € {1,...,b}.

Proof. This proof is an adaptation of [2I, Theorem 8.2] and is essentially the same; it is
repeated only for convenience of the reader. By Jensen’s inequality (c, S;)™ is o-integrable
with respect to F for j € N:

<c,X1>+---+<c,Xi>>n< 1

(e.5i)" = 5" ( ; <5 X" e X)) as
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The conditional expected value given F can be rewritten as a limit

El(e,5)"|F] % lim 3" {e,m)"pm,
0<m<M

mENg

where p,, is the conditional probability mass function of S given F in Equation (5.4) and
M — oo means M, — oo for every r € {1,...,d}. We apply Theorem and note that
Equation (5.4) is valid when multiplied by (c,m) and set ¢, = c¢. Hence inserting Equation

(5.4) yields

k+1-1

Z (c,m)" pm = Z (c,m)"( Z P[S, =m|F]g,
p=1

0<m<M 0<m<M
mGNg mENg

l .
bi<C,j> . ~
i P[S; = im—j
£ % (o B Bl =1 F s
=1 0<j<m
jENE
k+1—1 l
=N g > (em)"PIS,=m|F] + > Eiu, (5.24)
p=1 0<m<M =1
mENg

where with an interchange of the order of summation

5. bi(c, 7 ) .
Fuar™ 3 (em)” Y (ai+iz§m‘ii)1@[si=y|f]pi,mj
0<m<M 0<j<m
meNg jeNd

. bi(c, j _ . .
=y Y (atemns i Z. 2 (e, yn V) PSi = 1 F) Bim-
0<j<M m,=max{1,jr}
jeNd re{l,...,d}
For j, = 0 we may add the term for m, = 0 which is zero. Shifting the summation index
m, down by j, for each r € {1,...,d}, we obtain

s . bi(c, j A . .
Ein = Z Z '<a¢<0,m+]>n + Z<Z- 7) (e;m+ )" 1) P[S; = j|F] Diym-
0<j<M 0<m<M—j
jENE meNd

Noting (¢, m + j) = (¢, m) + (¢, j), applying the binomial formula and shifting the index up
by 1, we have

e =5 ("7 ) emr e = 302 (1) e

S S
s=0 s=1

Adding the zero and using the binomial formula also for (¢, m + 7)™ and changing the order
of summation and the order of the summands provides

n
s. n bs e ) .
B2 Y (M) (@4 2) X tem i, ¥ () Plsi= 17
s=0 0<m<M 0<j<M—m
meNg jeNd
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Inserting this into Equation ((5.24)) yields

k+1-1
Z (¢;m)"pp, = Z dp Z (¢, m)" P[Sp = m|F]
0<m<M p=1  0<m<M
meNg meNg
L& /n b;s
P (M B X em i S e Fs =17 (52)
1=1 s=0 0<m<M 0<j<M—-m
meNd jend

Letting M — oo and noting that (¢, X7)™ and (e, S’(i)>” are o-integrable with respect to F
for n € {1,...,b}, we see that the expected values given F in Equations (5.25) and (/5.24)
are finite, hence the claim follows.

The second part of the proof can be proven as in [21, Theorem 8.2(b)] with respect to
F. q.e.d.

There is another generalization of de Pril’s recursion, based on [2I, Theorem 8.1].

Corollary 5.26. Let ¢ be an R%-valued F-measurable function. Let S = Zthl Xy, where
{Xpn}hen is a sequence independent of the random variable N, consisting of i.i.d. d-dimen-
sional random vectors that are conditionally independent given a o-algebra F. Assume that
the distribution of N belongs to the Panjer(a,b, k) class. Define S, = X1 + -+ + Xj and
note E[(c, S)°| F| =1 by convention.

(a) If a < 1 and (c,X1)® is o-integrable with respect to F for s € N, then (c, Sk)" is
o-integrable with respect to F and

Blle.5"17] = 1 (PN = | 7] Elle. 50" |7
" /n br e . -
+r21 (T) (a—i—g)E[(c,S) | F] El{e, X1) \]—"])

holds for every n € {1,...,s}.

(b) If a =1 and —b > 2 as well as if (¢, X1)® is o-integrable with respect to F for an
s € N\ {1} and E[{c, X1)|F] > 0, then {(c, Sk)"*! is o-integrable with respect to F and

B
—-b—1—n

55 () () sl el 1)

E[(c,S)"|F] = E[(c, X1)| F] <1P’[N — k| F] E[(c, Si)" | F]

for every n € {1,...,s —1} with n < —b—1.

Proof. () The proof is an adaptation of the proof in [2I, Theorem 8.1]. Since N belongs
to the Panjer(a, b, k) class, the proof of Theorem is applicable, and by exploiting
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Equation (5.25) and gy = -+ = qx—1 = 0 we obtain
S lemmm e S (em) PS, =m|F]
0<m<M 0<m<M
meNG meNg
5 ((@+5) > = m ¥ e Bxi=lF]
T n )
r=1 0<m<M 0<j<M—m
meNd JENG
n ) ,
(e X emrn ¥ (ed B - i1
0<m<M 0<j<M-m
meNd jend

Moving the term for » = 0 to the left side yields

Z (1-PX; <M —m|Fla){c,m)"pm = qi Z (e,m)" P[Sy = m|F]

0<m<M 0<m<M
meNg meNg
" /n br
n—r AT .
+Z<r> (CH—E) Z (e,m)" "pm Z (e, )" P X1 =j|F].
r=1 0<m<M 0<j<M—-—m
meNG jENG

The rest of the proof of this part is exactly as in |21, Theorem 8.1(a)] except that we
need to apply the conditional versions of Fatou’s lemma and the dominated convergence
theorem, respectively.

(]ED In case a =1 and —b > 2 we have

Y PXi>M—m|F]{e,m)"pm E q Y (e, m)" P[Sy =m|F]

0<m<M 0<m<M
meNg meNG
" /n br
n—r A\ .
+2 (1) E) X em e 3 (i) B -a17)
r=1 0<m<M 0<j<M-m
meNg jend

The rest of this part of the proof is also exactly as in [21, Theorem 8.1(b)], we need

only apply the conditional versions of Fatou’s lemma and the dominated convergence
theorem, respectively.

q.e.d.

o1



Chapter 5. Generalizations of Recursions for Compound Distributions

52



Chapter 6

Risk Contributions

Knowing the distribution of the portfolio loss S makes it possible to compute the corre-
sponding law-invariant risk measure p(S). For references on risk measures see [2] and [14].
The objective of risk contributions is to allocate the risk of the total portfolio to the risk of
a subportfolio. Knowing the risk that comes from the total portfolio, it is also possible to
diversify the risks into the subportfolios. An axiomatic approach to such a capital allocation
can be found in [41]. We follow the approach of Kalkbrener [41I] and for i € {1,...,m}
consider a subportfolio S; of the portfolio S, where the risk capital distributed to this
subportfolio only depends on S; and S. We consider the capital allocation with respect
to expected shortfall. For this purpose we give an introduction to conditional expected
shortfall. This also allows us to consider risk contributions in a multivariate framework,
which becomes interesting if e.g. a bank will have a recovery rate over a period of time after
a credit default or if an insurance company observes a claim where the insured person’s
recovery takes time and several medical treatments. But first we consider a one-period
model and use these results to derive a result for the multi-period model.

6.1 Introduction and Basic Definitions

For a better understanding of the risk measures used, we first need to introduce some
notation. Because we also consider risk contributions in a multivariate framework, we
introduce this notation more generally as needed. We will not need this notation in this
generality in Section but in Section The following definitions of this section are
taken from [34]. We quote some results here:

Definition 6.1. Let (2, F,P) be a probability space and G C F a sub-c-algebra. Let X
be an F-measurable R-valued random variable and § a G-measurable [0, 1]-valued random
variable. Then, define the lower d-quantile gg 5(X) of X given G as the essential infimum of
all G-measurable random variables Z:  — R satisfying P[X < Z|G] > § a.s.

As shown in [34], gg s(X) is G-measurable and satisfies P[X < gg s(X)] > ¢ a.s. We need
to lay the notational groundwork for the risk measure expected shortfall:

Definition 6.2. Let (€2, F,P) be a probability space and G C F a sub-o-algebra. Let X be
an F-measurable R-valued random variable and § be a G-measurable [0, 1]-valued random
variable. Then, define the adjusted indicator function fg s x: Q@ — [0, 1] by

J6.6.x = 1{x>q0.5(x)) T Bo.6,x 1 {x=gg.5(x)}s
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where g5 x: Q — [0,1] is a G-measurable random variable satisfying

PIX< X)|G]—-o

otherwise.

In the following definitions we will need the notion of the upper G-measurable envelope
X9 of X.

Definition 6.3. Let a probability space (2, F,P) and a sub-o-algebra G C F as well as an
F-measurable R-valued random variable X be given. Define X9 as the upper G-measurable
envelope of X, i.e., as the essential infimum of all G-measurable random variables Z: Q — R
satisfying P[X < Z] = 1.

Remark 6.4. Note that according to [29] Chapter I, § 4] we consider a general version of the
conditional expectation, which is defined for random variables that are o-integrable with
respect to a g-algebra.

Then conditional expected shortfall is defined as follows:

Definition 6.5. Let (Q2, F,[P) be a probability space and G C F be a sub-c-algebra. Let
X be an F-measurable R-valued random variable and ¢ be a G-measurable [0, 1]-valued
random variable. Then the conditional expected shortfall of X at level § given G is defined
by
X9 on {§ =1},
BS5[X 6] = § &5 ElfgsxX|d] on {0< 5 <1},
€ess inf&’e(o,l) ES(;/ [X ‘ g] on {5 = 0},

where fg 5 x is given in Definition

Let Lo(P) denote the vector space of all R-valued random variables X : Q — R on the
probability space (2, F,P). Let L (P) denote the cone of those X € Lo(PP) for which the

negative part X~ is o-integrable with respect to G. Accordingly we have the following
definition for the corresponding risk contributions:

Definition 6.6. For a portfolio loss L € Ly(PP) and a G-measurable level § with § € [0, 1]
consider a subportfolio loss X € Lo(P) with X154 ,r)31(s50y € Lg1(P). Then, the
conditional expected shortfall contribution of the subportfolio loss X to L at level § given G
is defined by

X9 on {0 =1},
ESs[X, L|G] = ¢ 115 E[fg,5,0.X|G] on {0 < § < 1},
essinfgc(o1) ESe[X, L|G] on {0 = 0},
where fg 51, is given in Definition
In case G is a trivial o-algebra, i.e., P[G] € {0,1} for all G € G, the J-quantile given G
simplifies to the already known d-quantile. Denote the lower d-quantile for an R-valued

random variable X and level § € [0, 1] by

¢s(X) = min{z € R| P[X < ] > d}.
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6.2 Expected Shortfall Contributions

We start our considerations with the unconditioned case, i.e., a trivial o-algebra G. We fix
alevel § € (0,1). For § =0 and X~ integrable we have ESs[X |G| = E[X]. This reflects a
model with only one time-period. In this thesis we consider the risk contributions of the
subportfolios coming from a default cause intensity. That is, consider m claim numbers N;
with the corresponding default cause intensity A; for i € {1,...,m}. According to Equation
the portfolio loss is:

S=Y S, (6.7)
i=1
and we consider the random sums S; = ZhN;l X;p fori e {1,...,m} as subportfolios, and

therefore the following expected shortfall contributions

E[Sil{s>q5(5)}) + 85,5 E[Sil{s—g5(5)}]

ES;[S:, S] = — ,

(6.8)

where
_ P[S <gs5(S)] =9
Bs.s = s

Remark 6.9. If the claim sizes {X;j}nren are No-valued for i € {1,...,m}, this capital
allocation can be evaluated using an extended Panjer recursion, cf. also [57]. The lower 6-
quantile g5(S) can be computed by evaluating the single probabilities P[S = n], n = 0,1, ...
and adding up until P[S < n] > 6. The term 55 may be evaluated in the same manner.
Further note that

E[Silissess)t] = ElSi] — E[Sil{s<gs(s)1]

and E[Sil{s<gs(s)}] = Zf:(f) E[Si1{5—n}] holds and that E[S;] can be computed using Wald’s
identity. It remains to compute E[S;1 { S:n}] for n € Ny. Note that our assumptions imply
that S has a distribution on Ny, hence the §-quantile of .S is also a natural number.

The expected shortfall contribution of S; on {S = n}, i.e., E[Sil{g—p}], can be evaluated
recursively. Since we considered different types of dependence structures between the claim
numbers, the recursive structure differs for each dependence structure. We require the
claim sizes to be discrete random variables, i.e., we allow them to take negative values. The
evaluation of the term E[Rll{ S=p—p, J:j}] will be given in Section The proofs are an
adaptation of [57] and [65, Lemma 1], respectively.

Theorem 6.10. Let Assumption be satisfied. Let the random wvariables Ny, ...,
Ny, be conditionally independent given J, Ry, ..., R, and satisfy Fquation . Let for
i€ {l,...,m} the independent sequences {X;p}nen of i.i.d. discrete random variables be
independent of all previously mentioned random variables and let the negative part X be
integrable. Define for p € R and i € {1,...,m} the set

Lip = {p € R\ {0} P[Xi1 = p, S =p—p] > 0}.

For every subportfolio S; with i € {1,...,m},

SI{S p} Z)\’J Za” Z M[P il = }E[Rll{kg:p_“ﬂ]:j}], pER.

jeT =0 nel;
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Remark 6.11. If for each i € {1,...,m} the random variables {X; j }nen are No-valued, then
the expectation can be only non-zero for p € N and it suffices to consider I;, = {1,...,p}.

Proof of Theorem[6.10. By Theorem the distribution of (Ny,...,N,,) is equal to the
distribution of

n Q1
M =2 1= > Bin
jeT 1=0 h=1
where (Qj0,,---,Qjn) and {Bj 1 n}henefo,..,n} are independent for each j € J and given
by Equations (3.2) and (3.3). Thus we consider the representation S’ =3/, S/ with
n Qj
Si=2_Wu=n 2D BijinXiin,
jeg 1=0 h=1
where for each i € {1,...,m} and I € {0,...,n} the sequence {X;;}nen is an independent

copy of {X;n}ren. It is a natural assumption that {X;;;}nren is independent of @,
{Bijinthen, and J for i € {1,...,m} and [ € {0,...,n}. Because of this alternative
representation (S1,...,y) 4 (S1,...,S),) holds and thus also (5;,9) = (SZ’, S"). Using the
definition of S/ yields for each i € {1,...,m}

le

E[Sil{szp}] = E[Sz{l{slzp} ZZ E[ZB gthi,l,hl{S/:p}l{sz} :
JEJ 1=0

Then, using the law of total probability twice and that {B; ;X n}hen are ii.d. provides

E[Silis—py] =Y Z Z k E[Bi 11Xkl (sr=py L=y 1@, 1=k}]
JET 1=0 k=1

n o0
- Z Z Z k Z wPlS =p,J=5,Qj =k B pXitk=p. (6.12)

JET 1=0 k=1 pel;,

Define, for each j € J and [ € {0,...,n}, S” =9 - ZQ“ Yoty BijinXign and

k—1 m
rk
Mj,l = Z ZBi,j,l,hXi,l,ha k € N.
h=1i=1

Note that {B; ;s X1 x = p} with p € I;,, implies B; j;x = 1 and By j; 1, = 0 for ¢ # 1.
Thus we subtract and add, respectively, exactly those B; ;; nX;;, we need. Hence

{S"=p,J=35,Qj1 =k,BijipXiik = 1}
={S.+ Mfl + Bk Xigk =0,J =5,Qj1 =k, B jux Xiik = 1}

Since {B; j1.xXi ik = i} is independent of S] 1 M l, Qj,, and J because > " B; 1 v Xin
is added and subtracted, respectively, it follows that

P[S;; + M 1+ BijikXigk = =75,Qj1 =k, BijixXiik = 1]
= ]P’[Sj,z + MjJ =p—p,J =7,Qj; =k P[By 1 Xiir = p). (6.13)
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6.2. Expected Shortfall Contributions

By the conditional Poisson distribution of @;; given R; for j € J and [ € {0,...,n} it
follows that for k € N

a.s. (Z )‘d a Rl
PlQj, = k| R] = S ( Z)\d,jalel)

k!

m 7
as. 2 d—1 A, R
k

PIQju = k— 1| Ri.

Since {B; j1 n-Xi.1,n }hen is a sequence of i.i.d. random variables, M J’-fl are identically distributed
for £ € N. Further, due to the independence of @;; of S;; and M]]-“l

]P)[Sj,l +Mjl'€,l :p—H,J :jan,l = k]
= E[P[Sji+ My =p—p,J = j|Ry,..., Ra] PQj1 = k| Ri]]

m )
_ D1 Ad,jlgy

; E[RPSj+ My =p—1p,J=5Qu=k—1|R]]  (6.14)

holds. Note that

{gj,l + M]kz =p—p,J=7,Qii=k—1,B; ;1 X1k =p}
={S=p—u.J=4Qi=k—1,B;;1xXiik = 1}

and that for h € N by Equation (3.2])
PIB; jinXign = 1] = P[X; 10 = p]piji- (6.15)

Hence we obtalnbecausep”lzd 1)\d]adl )\”a”and (M, Rl,...,Rn)g(N,Rl,...,Rn)

and by insertion of Equations (6 and (| into Equation (6.13]) and Equation (6.13])
into Equation (6.12])

A
ElSilsep] = Y3050 3 ZE, L by - 4

JET 1=0 k=1 pel,
x E[Rzl{s'=p—u}1{J:j}1{czj,l=k—1}]
- Z Aij Zai,l Z pPXip1 = p E[Rll{szp—#}l{J=j}] :
jeJ  1=0  pel,
q.e.d.

Now we consider a different construction of dependence between default cause intensities,
namely the dependence by common continuous mixture distributions. The proof is very
similar to that of Theorem but it differs in some essential parts.

Lemma 6.16. Let T1,...,T, be strictly positive random variables and oy, B; > 0, for
le{l,...,n} and \;; >0 for i € {1,...,m} and j € J and let the Assumptions @ and
(@) of Lemma be satisfied. Let for i € {1,...,m} the independent sequences {X; p}nen of
i.4.d. discrete random variables be independent of all previously mentioned random variables
and let the negative part Xi1 be integrable. Define for p € R and i € {1,...,m} the set

Lip:={p € R\ {0} P[X;1 = p, S =p—p] >0}
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Chapter 6. Risk Contributions

Let {S; jin}hen be independent sequences of i.i.d. random variables such that

Yji,n

Sijih = E Bi jih ke Xl ks h €N,
k=1

for each j € J and l € {0,...,n}. Then for every subportfolio S; with i € {1,...,m} and
dependence structure of the default cause intensities given in Assumption

E[Sil{s=p}] ZZ —a)In(1—q;0) > wPSijun = p) B[Ts—p_pi—sy]

JeJ =1 LElip
m .
+> 0D MajaloRop PlSijo0 = p] PS = p—p, J = ]
JET pel;, d=1
holds for all p € R.

Proof. The proof goes along the lines of the proof of Theorem By Lemma the
distribution of (Ni, ..., Ny,) is equal to the distribution of

n PiiYiin

M=2 =iy 22 D Bians

jeJ I=0 h=1 k=1
where (Pjo,..., Pjn) and {(Yjon,---, Yinn) then and {(Bjonks---s Binhk)hken are in-

dependent for each j € J and given by Equations (4.4), (4.6) and (4.7)). Thus we consider
the representation S' = Y"1 | S7 with

SZIZZ]-{J ]}ZZSZJHM

jeJ 1=0 h=1
where for each i € {1,...,m} and [ € {0,...,n} the random variables {X;;\}ren are
independent copies of {X; ,}ren. It is a natural assumption that {X;;;}ren is independent
of (Pjo,-..,Pjn) and {(Yjon,---:Yjnn)nen and {(Bjonk: - - - Bjnhk) thken for each i €

{1,...,m} and 1 € {0,...,n}. Because of the equivalent representation (Si, ..., Sy, ) (S1,
.,S;n) holds and thus also (Si,S) = (SZ’, S’). Using the definition of S! yields for each
ie{l,...,m}

n Pj,
E[Sil(s—p)] = E[Sils—p] =D > E[Zsi,j,l,hl{s'w}lwzj} -
JEJ 1=0 h=1

Using the law of total probability twice and that {B; ;;nx X1k} hren and {Yjn}nen are
i.i.d. provides

Sl{S p} ZZ

NE

r E[Si il gsr=p) Lg= 1P, =r}]

JET 1=0 r=1

n [ee]
=Y D3N r > Pl =p,J=4,Pj=rSiju=pl (6.17)
JET 1=0 r=1 pel;,
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6.2. Expected Shortfall Contributions

Let, for each j € J and 1 € {0,...,n}, S;; = 5" — ij:‘ll Yoy Sijn and

r—1

m
ZS',]'JJL? r € N.

h=1 i=1
Note that {S; i, = p} with p € I; ), implies B; j; ., = 1 and consequently By ;1 = 0 for
i’ # 1, thus we subtract and add, respectively, exactly those S; ;;, we therefore need, hence
{SI =D, J = j7 ]Dj,l =T, Si,j,l,?“ = N}
={Sju+ P+ Sijur =0,J =4, Py =1, Sijir = pi}.

Since {S; ;i = p} is independent of S’j,l, ij Pj;, and J because we subtract or add
Si j.h-respectively, it follows for j € J and [ € {0,...,n} that

P[S;; + Pfl + Sijir=0,J =4, Pjy=1Sijir = H
=PS; + Pl =p—p,J=3,Py=1]PSiji,=p. (6.18)

By the conditional Poisson distribution of P;; given T for j € J and [ € {1,...,n} it
follows that for r € N

(—auIn(1 —¢;,)T1)"
r!
—ayIn(1 —gq;1)7;

ll5

P[P, =r|T)] =

exp(—(—ogIn(1 — ¢;,)T7))

a.

w

P[PJJ =r- 1|Tl]7

r

and for I = 0 and » € N we have

MA@ Ro)” m A
P[Pjo =1] = o '” 20%0) exp(—Z)\d’jafi’OR())
T. i—
m Agia R
= d=1747 4.0 0 I[D[Pj’o =T — 1]

r

Since {B; 1 kXiik kren and {Yj;,}ren are sequences of i.i.d. random variables, PT
are identically distributed for » € N. Further, due to the independence of P”l and Sjl of
Py forle{l,...,n}

PISj + Py =p—p,J =j, Py =1]
= E[P[S;,+ Py =p—p,J =j|Th,...,Ta) P[Py = r|T}] ]

—Oélh'l 1_Q,l )
:(T])E[Tl PSj+ Py =p—p,J =j, Py =r—1|T]], (6.19)

and for [ = 0 because P; is independent of 5’3-70 and P]’-: 0

P[Sj,oJrP o=p—tJ =73, Pjo=r]
= P[Sjo+ Py =p—p,J = j] P[Pjo = 1]
m o A\gia Ry . .
= ST Y D plS g+ Ply=p—pu,J = j, Pg =1 — 1] (6.20)

r
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holds. Note that for j € J and [ € {0,...,n}

{Sju+Pl=p—pJ =4 Py=r—1,8;,=n}
={8"=p—nJ =4, Pu=r—18;,=n}

Hence we obtain because (M, T1,...,T,) 4 (N,Ty,...,T,), and by insertion of Equations

(6.19) and (6.20) into Equation (6.18)) and Equation ((6.18)) into Equation (6.17)
—ay) In(1 —¢q;)
E[Sil{s=p] =D ZZ Z 1 LSy = 1

JEJ =1 r=1 pel;,

% E|Tilisr—pop Loy Ly =1}
> D1 Adj ad,ORO

) ID I

€T r=1 pel,
XIP)[S':p—M,J:j,Pj’U =r—1]

= Z Z(_al) ln(l - qJ‘J) Z % P[S@j#l = ,u] E[Tll{S:p—u,J:j}}

JEJ =1 pelip

+ Z Z Z )\d,jaé,ORolﬁ P[Sijo0 =p] P[S=p—p,J =j].

JET pel;y d=1

P[S; o0 = 1]

q.e.d.

6.3 Conditional Expected Shortfall Contributions in a Mul-
tiperiod Model

In this section we consider non-trivial o-algebras G that also reflect a model with d periods
and a filtration Gy, ...,G4_1 for d € N. Hence we consider conditional expected shortfall
contributions. Then we consider multivariate claim sizes {(Xi;p, ..., Xain)}nen for i €
{1,...,m}. Each component of such a claim size corresponds to a time period. This implies
that we choose a filtration of o-algebras G, with r € {0,...,d — 1}. In time period r we
condition on the claims of the » — 1 preceding time periods. This means that at time period
r the preceding claim sizes and numbers are known. Because we are still interested in the
entire portfolio loss S, we aggregate over all time periods, i.e. we consider

N;

m
Z Z Xr,i,h~

i=1 h=1r=1

S

In the same manner we are interested in aggregated subportfolios. This requires some
further notation and also a decomposition of the claim numbers according to the period in
which they occur. We make this precise in the following lemma.

Lemma 6.21. Let Assumption [2.18 be satisfied and let Ny, ..., Ny, be random variables as
in Equation (2.20) and let {(X1,h,-..,Xd,in)} hen be independent sequences independent of
(N1,...,Np,J, Ry, ..., Ry), consisting of i.i.d. R¥-valued random vectors for i € {1,...,m}.
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Define for i € {1,...,m} and r € {1,...,d}

N;
Niy = Z 1{X1,z‘,h:"': r—1,i,n=0,X,; n#0} - (6.22)
h=1

Then the following holds:
(a) The random variables Ni1,...,Nmi,...,Ng1,...,Nma are conditionally independent
gwen J, Ry,..., Ry
(b) For i€ {l,...,m} and r € {1,...,d} the random variable N;, is given by the condi-
tional distribution
L(Niy|J,Ra,...,Rp) & L(N;p|J, Ay)

“* Poissoni( N\ jA; P[X11 ==X, 1,1 =0,X,,1#0]).
(6.23)

g

Furthermore define for i € {1,...,m} and r € {1,...,d}

Ny
Si,r = § Y;,r,ha
h=1

where {Y,n}nen is a sequence independent of (Nji,...,N;q), consisting of i.i.d. d-di-
mensional random vectors with L(Y;,1) = L(X;1| X150 = =X,-1,1 =0,X,51 #0) if
PXii1="=Xr—11=0,X,,1 # 0] >0, otherwise take another arbitrary distribution.

Then for i € {1,...,m}
(c) the random variables Si1,...,S;q are conditionally independent given J, Ry, ..., Ry, and

(d) the random wvariables S; and S+ -+ S; 4 are equal in distribution.

Proof. We apply Remark We first compute the probability-generating function of the
conditional distribution of N = (Ny1,...,Npm1,---, Nigy- -, Nm.a) given J, Ry, ..., R, for
z € [0,1]9™ with 2 = (211, -+, Zm 1y, Z1.ds - - - s 2m,d)- Using the conditional independence
of Ni,...,Np, given J,Ry,..., R, and that {X;}nren are independent of N; for each
i€{l,...,m} and i.i.d., we observe

m d ZNi 1 oy
8. h=1 {X1 4 n="=Xpr_1,4r=0,Xp; 70
i=1 Lr=1
m d 1 N,
SIE [ [T(E[z T e N Ry Rn} .
i=1 Lr=1
Note that 1¢x, 201, 1{x,;1==X4_1.1=0,X4,,#0} are independent for each i €
{1,...,m} because the sets {X;;p, = -+ = X,_1,n = 0,X, ;5 # 0} are disjoint. By
the conditional distribution of N; given J, Ry, ..., R, and the distribution of the Bernoulli
random variable 1{X1 ==Xy 1.01=0,X, 4170} WE obtain
m d 1 ,
a.s. X Vi, ==Xy J, :O*XT‘,'L, #0
GN\(J,Rl,...,Rn)(Z) = HHGXP(_)‘i,JAi(l _E[Zi,r v v ' ]))
i=1r=1
m d
ST exp(—Xishi PXin =+ = Xpo150 = 0, X0 # 0](1— 2,)),
i=1r=1
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which proves the claim for the conditional distribution of N;, given J, Ry, ..., R, and the
conditional independence of N11,...,Np1,...,Nig,..., Ny q given J, Ry, ..., R,.
Now we calculate the characteristic function of the conditional distribution of ;1 +
-+ S;q given J,Ry,..., R, with Y, p, = Yiirh,.--,Yairn) and ¢ € {1,...,m} and
re{l,...,d} for » € R4

N’L”‘
PSi1++Si,a| (J.R1,.. ,Rn a:S [Hexp(zzifszrhlzs)’JaRl7---aRn:|-

r=1h=1
Because the sets {X1,,="--=X,_1,4 =0,X,,, # 0} are disjoint for r € {1,...,d}, the
random variables Nj 1,..., N; g4 are conditionally independent given J, Rq,..., R,, hence we

have

'LT‘ d
PSi 1+t Ss.a| (SRt R) (2) = H [eXP<ZZYs,¢,r,hizS> ‘J, Rl,...,Rn].

h=1 s=1

Using that the sequences {Y;, p}nen are ii.d. and independent of (N;1,...,N;q4) for r €
{1,...,d} and applying the conditional distribution of N;, given J,Ry,..., R, for r €
{1,...,d} yields

d d N'L,'r
PSi 1+t i gl (SRR (2) = H E KE {exp <Z Ysir1 izs>]>

r=1 s=1

w

J,Rl,...,Rn}

d
= H NN PXy i1 ==X, 1,1 =0, X1 # 01 (1 - 9v;,,(2)), (6.24)

where ¢y, ,(2) denotes the characteristic function of the distribution of Y;,.;. Hence
Sis ..., 84 are conditionally independent given J, Ry, ..., R,. The characteristic function
of the distribution of Y; ;1 can be evaluated as follows for z € R4

Yy, |:Helzs s,1,1
7.7‘1

d
_ E[Hs:l el #sXs,i1 1{X1,z‘,1:'“:Xr-f1,1‘,1:07Xr,i,17£0}] (6 25)
PXii1=-=Xr-1,1=0,X,,1 #0]
Inserting this term into Equation (6.24) and using Zle PXi1 = = Xp—1i1 = 0,
Xr.iq1 # 0] = 1 provides

Xiji="=X,21i1=0,X,,17#0

P8 1++5ia| (J R Rn) (2)

d d
a.s. exp (_Ai,JAi (1 _ Z E [ H el 25 X541 l{leiJ:“.: r1,i,1=07Xr,i,1750}:| >)
r=1 s=1
d
“ exp <—)\i7JAZ‘ (1 —E [ H e' st“’l] > ) .
s=1

Computing the characteristic function of the distribution of S;1 +---+.5; 4 gives for z € R

d

PSitiSia(2) = E[H T T 1Y57”’h} = E[08, 144810l (Rt Bn) ()]
s=1
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Noting Assumption and §; = ij;l X n, it is easy to see that §; 4 Sii+ -+ Siq
q.e.d.

This is a useful representation that we will employ for a recursion of the conditional
expected shortfall. It is, however, a problem that for each i € {1,...,m} the random
variables Nj;1,...,N;q are not independent of each other but only conditionally given
J,R1,...,R,. The reason is that each of the N;, with r € {1,...,d} depends on the same
A;. Therefore it is necessary to replace the Nj1,..., N; g with conditional distributions that
use a different mixing distribution. This is done by a change of the density. We put it into
the following corollary:

Corollary 6.26. Let ki,...,k,—1,p € N for r € {2,...,d}. Fiz i € {1,...,m}. Let the
conditions of Lemma be satisfied. Then for each r € {2,...,d}

P[Ni,r = p|Ni,r71 = kjrfla ey Ni,l = kl]
k
E[Q_Ai»‘]Aipiv"” (Ai,‘]Aipi,T)p H'lr';f e_Ai,JAipi,l (Ai,JAipi,l) l}

p! k!
o r—1 —)\,L AZ A (/\i,JAipi,l)kl ’
E[[1}=; e i Tl ]
where for each 1 € {1,...,r}
pir=PXi1="=X_1,1=0,X5,1#0].

Proof. By using the definition of the conditional probability we compute for each r €

2,...,d}

PNy =p, Niyp—1 = kp—1...,Ni1 = k]
P[Niyp—1 =kr—1...,Ni1 = k1]

P[Ni,r :p’Ni,rfl = krfla cee 7N7l,1 = kl] =

Conditioning on J, Ry, ..., R, and using the conditional independence of N; 1, ..., N;, given
J,Ry,..., R, yields

P[Ni,r = p|Nz’,r—1 =k—1,.. ~,Ni,1 = kl]
_E[P[Nir =p| ] Ry, ..., B [1/=) P[Nig=ki|J, Ry, Ra]]
E[[T;Z! PNy = kil J, Ry, R]]

Using the conditional distributions of Nj1,...,N;, given J, Ry,..., R, given in Equation

(6.23) provides

P[Ni,r = p|Ni,r71 = kirfl, PPN Ni,l = k‘l]
—\s o Xi g Nipi )P —1 _. . i g Nip; ky
B [e= X sAipir Qi g Aipir)? [Tt e dishivi %}

— p! = K
E[ ;:_11 e~ i, Nipi W}
q.e.d.
The next corollary proves that these conditional distributions provide the same dis-
tribution for the random sum S; for ¢ € {1,...,m} and can therefore be used for our
model.
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Corollary 6.27. Let Assumption and the assumptions of Lemma be satisfied.
For each i € {1,...,m} define S; = Z;l X n. Further, for each i € {1,...,m} let P;; be
a random variable such that L(P;1) = L(N;1) and for r € {2,...,d} let P;, be a random
variable such that L(P;;) = L(N;y|Nir—1,...,Ni1). Then let for each r € {1,...,d}

Then S; and Si1 + -+ S;q are equal in distribution for each i € {1,...,m}.

Proof. Let i€ {1,...,m}. We apply Remark and compute the characteristic function of
Sii+--+Siqforze R? using that {Yirn}then are iid. and independent of P;, for each
re{l,...,d}

d Pir
(’Dgi,1+~-~+§¢7d(z) =E [H exp <Z Z Yirni ZS>:|

s=1 r=1h=1
d d Pi,r
= [T (<fe(3vei=)]) )
r=1 s=1

Applying for each r € {1,...,d} the distribution of P,, and using the conditional indepen-
dence of N;, given N;1,...,N;,—1 for each r € {1,...,d} gives

d

05, 11-15.4(2) = E[(evi, ()] T] El(vin ()™
r=2

Niy—1,--,Nia],

)

where @y, (z) is the characteristic function of the distribution of Y;,.1. An application of
the law of total probability provides

SOSi’lerJrgi’d (Z) =E [(903@,1,1 (Z)) Ni’l]

[T >0 > Ellevia )™

r=2k,_1€Ng k1€Ng
X P[Njr—1=kr—1,...,Nij1 = k1.

Ni,r—l = kr—l; c.. ,N@l = ]{?1]

Conditioning on J, Ry, ..., R, yields

051 4-+5.4() = E[ (v, ()]

<IT > 3 Ellew)™

r=2k,._1€ENp k1€Np
X E[P[Nip—1 =kr—1,...,Nix = k1| J,Ry,..., Ry]].

Nip—1=kr_1,...,Niz = ki]
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An application of Corollary provides

(pgi,1+"'+§i,d (Z) =E [(SOYi,l,l (Z))Ni’l]

X ﬁ Z Z SOYzM |: =i, gNipir M

p!

r=2k,_1€Ng k1€Np peNg
r—1 k
X H e Nialipi (Ni,sAipig)™
!
=1
— ]E[( 7, 1 1 JAzpz r ()\ivinpiar(pY;,r,l(Z))p
= @Yi,l 1 p| .
r=2 peNp '

Since E [exp(—X; s Aipir(1 — ¢y, ,(2))] = E[(¢y,,, (2))Nir] for r € {1,...,d}, this can be
simplified as follows

d

08, 11-16.4(2) = E[(pvi, ()] T] E[(#v,,, ()], (6.28)
r=2

The characteristic function of the distribution of Y;,; can be evaluated as in Equation

(6.25). A comparison with Equation (6.24]) shows that the expected value of Equation (6.24])
yields the right-hand side of Equation ([6.28), hence S;1 + -+ S; 4 and S; are equal in

distribution for each ¢ € {1,...,m}. q.e.d.

This corollary shows that the random sums S; can be decomposed into components
corresponding to the individual periods such that

4

S; S -+ S'fi’d,

where S; is a d-dimensional random vector for each i € {1,...,m}. Accordingly, the
aggregated subportfolios are given by

PZ T d
§ § 8,4,1,hy

r=1h=1s=1

and it is easily seen that S; 4 S;.r. Accordingly we define S* = Y, S*. The corresponding
o-algebras can be chosen such that

g’r - U( [ B 7-Pi71”7 {}/i,l,h}hel\% ceey {Yi,r,h}hEI\hi S {]—7 o 7m}) (629)

for r € {1,...,d—1}. For r = 0 we set Gy = {0, 2}. We therefore consider exactly the claim
numbers and claim sizes that have occurred in the preceding r time periods.

Using these preparations, we can compute the conditional expected shortfall contributions
as follows. First, let » = 0 and we have

ESs [S’Z(a S* | gﬂ] = ESs [5;7 g*] >
which is the standard expected shortfall risk contribution.
Let now r € {1,...,d — 1}. Hence G, is giv}gn by Equation (6.29) and non-empty. Let

— — — = .7

S@W = (5171‘77"/, RN Sdﬂ'ﬂ«/) such that SSJ'JJ = hlrl Ysirn for ', s € {1,...,d}. By [34] we
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can use the linearity of the conditional expected shortfall, and because 5’571-71, .8 s,i,r are
G,-measurable for s € {1,...,d}, we obtain

ES&[Sz(vS*’gr] |:ZSS7,1'/ S
(Ss,i,l + -+ gs,i,r + ES(S [gs,i,r+1 + -+ gs,i,da g* | gr])

o
w

Hm
M& i M&

w
Il
-

Applying Definition [6.6] yields

d
ESs [S’Z*, g* | gT] a.s. Z(S&ivl Lt SS’M
s=1
1 _ _
+ 75 (Bllsesg5, 55y (Ssiirtr + o+ S50a) | Gr]

+ Bgma,g* E [1{§*:qgr75(5‘*)}(Ss,i,r+1 + - Ss,i,d) }gr])>

because g s g« is Gr-measurable. If we assume that the claim sizes {(X1h- s Xan)hen
are Ng- Valued then g 5,5+ can be evaluated with an application of [34] and using an
extended Panjer recursion, cf. Algorithm [5.9 - Since S FRTREE .S s, are Gp-measurable f9r
s €{l,...,d}, we can follow the arguments of [34] and we obtain for the d-quantile of S*
given gr
d d
46,.5(5) =D (Sein+ -+ Sein) + 0 (S* =) (Ssia+-+ Ss,i,r)>' (6.30)
s=1 s=1

Because of Lemma and Corollary we have S* < >y ZT 1 Zh 1 Ysirh-

Since the claim sizes are i.i.d. and independent of each other, and if the clalm sizes are
Ng-valued, then gs (S* z (Ss i1t -+ S5 r)) can be evaluated using an extended Panjer
recursion (cf. Algorithm [5.9) if the single probabilities P[S* — S>%_ | (Ssi1 + -+« + Ssir) = 7]
for n € Ny, are evaluated and summed up until P[S* — Z‘Si: (Ssin+ -+ Ssir) <n]>0.

Since Ss irt1+ o+ 854 and S* — ZS 1(Ssi1+ -+ Ssir) are independent of G, and
Ssi1+ -+ Ssir are QT measurable for s € {1,...,d} (note Equation ), we observe

M=

ES; [Sz*a S* ‘ gr] = (Ss,i,l +oeee gs,iﬂ’

s=1
1 _
+ m(E [1{5*>QQT,5(§*)}(Ss,iﬂ‘-‘rl +--+S )]
+Bg, 5.5 E[L{ge—qgg 554} (Ssir+1 + -+ S )])),

where the application of Equation (6.30) has been omitted to facilitate reading.
As in the case with a trivial g-algebra Gy we note that

E[l{g*>qg 5(5*)}(5'5,¢,r+1 4 4 Ssia)] = E[Ssirt1+ -+ Ssid)

B[L(ge 520 (801t 8os ) Sas (550 (5o st B} St 00+ Ssia)]-
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Further
E[1{3**2(;:1(gs,i,l‘i’““i’gs,i,'r‘)Sqé(‘g**z?:l(55,i71+"'+*§5vi17"))}(SS7Z.7T+1 + e + Ss,i,d)]
Q5(§*—ZZ:1(Ss,i,1+"'+'§s,i,7"))
= Z E [(Ss,i,r-‘rl +ot Ss,i,d>1{3*—2)?:1(S‘s,i,1+~-~+5s,i,r)=n}]
n=1

holds. Note that if S* — 25:1(58,@1 + -+ Ss.r)) is an No-valued random variable, then

qs(S* — Zle(gs,i,l + -+ Ss4,))) is also No-valued.
The last term can be evaluated recursively. We put it into the following corollary:

Corollary 6.31. Let Assumption be satisfied. Let the random wvariables Ny, ...,
Ny, be conditionally independent given J, Ry, ..., R, and satisfy Equation . Let for
i€ {l,...,m} the independent sequences {(X1,in,--.,Xdin)}tnhen of i.i.d. discrete random
vectors be independent of all previously mentioned random variables and let the negative part
X, be integrable. Let Ssir = Zf;’i sirh for s,r e {1,...,d} and let the distributions
of P, and Y;,1 be given as in Corollary . Define for p € R, s,r € {1,...,d},
te{r+1,...,d} and i € {1,...,m} the set

d
Ii,r,s,t,p = {M € R\ {O} ’ ]P)|:Y:9,i,t,1 =K, S* - Z(gs,i,l + -+ Ss,i,r) =p—- /~L:| > O}

s=1

Then for every i € {1,...,m} and s,r € {1,...,d}

d
Z E [SS,Z}tl{S*—Z‘Si:l(§s,i,1+---+§s,i,r)=p}]

t=r+1
d n )
= Z PX11="=Xr1,1=0,X.;1 70 Z Aij Zag,l
t=r+1 JjeT =0
X Z /’L ]P)[}/s:iytvl = M] E[Rl1{S*—Z§l:1(Ss,i,l+"'+§s,i,r):p_ua‘]:j}:|
Ueli,r,s,t,p

holds for all p € R.
Proof. By application of Lemma and Corollary [6.27]

S &S 5 & d
(Sl,la o 7SI,d) .. '7S’m,17 .. '7Sm,d) = (Sl,la .. '7sl,d7 .. ‘7Sm,17° . 'aSm,d)

holds and thus also (S, ,, S*) 4 (Sir,S*) for each i € {1,...,m} and r € {1,...,d}. Note
that by Theorem N; 4 M; holds for each i € {1,...,m} with M; given in Theorem
Let now for each r € {1,...,d}

M;

Miﬂ“ = E :1{Xl,i,h:'":Xr—1,i,h:07Xr,¢,h7£0}’
h=1

and obviously V; 4 M; , holds, cf. also Equation (6.22). Then the equivalent representation
of M;, for r € {1,...,d} is given by

n Qjir
My = 1 Y. Y Bijin
jeT 1=0 h=1
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Chapter 6. Risk Contributions

where for each j € J,1€{0,...,n} and r € {1,...,d}
L(Qjir|J Ro, - -, Rn) = L(Qj1r

m
aZSE@J(Z Aigag R PIX gy == Xpo1in = 0, X # 0]>7

i=1

Ry)

and the remaining random variables are given as in Theorem [3.1] It can be clearly seen that
this claim holds after a comparison of the proofs of Lemma [6.21] and Theorem (3.1} Thus

also Ss.; 4 ZhM;f sitn for t € {1,...,d} holds. Insertion yields

d
Z E[Ss,z‘,t1{9_2‘;:1(Ss,i,1+~~~+55,i,T)=p}]

t=r
=> E

t=r

n Qi
|:Z 1{J:-7} Z Z Bi’j’hh}/;’i’t’hl{g*—zgzl(Ssyz"l-‘r'“—‘rgsyim):p} :

j€ET =0 h=1

The rest of the proof is analogous to that of Theorem [6.10] It is only important to note that
due to t € {r,...,d} we have Yy, # 0, hence for p € I; s, the set {B; ;1 nYsitn = p}
is well-defined. q.e.d.

6.4 Derivation of the Algorithm for Theorem 6.10

We derived a formula for E[Sil{ S:p}} but it still remains to compute E[Rll (s=pt 14 J:j}]
forpeNg,je J,andl € {1,...,n} and

n Qi1 m
/
S = E L= BijinXiih
jeq 1=0 h=1 i=1

as can be derived from Theorem If Ry,..., R, are gamma-distributed, then we proceed
as in [b7]. If Ry,..., R, have a T-tempered a-stable distributions, then the approach is
different. We put this into the following theorem:

Theorem 6.32. Let v € Ny and n € N. Let oy € (0,1), 0 >0 and 7, >0 for 1 € {1,...,n}
and let v = (y1...,7v) € {0,1}". Let the assumptions of Theorem be satisfied and let
{Xinthen be independent of Qj; and {Bjn}nen for j € J andl € {0,...,n}. Define for
every j € J and 1 € {1,...,n}
m
Mg =Y Nigal.
i=1

Define the parameters

aq
gy

:W, jeJ, 1€{0,...,n}

and

01 = ZW(OH - 1) ln(l - Qj,l) and 02 = 27a1701((5‘j71 + Tl)al - Tlal)'
=1 =1
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6.4. Derivation of the Algorithm for Theorem |6.10

Let for 1 € {1,...,n} the random variable R; have a distribution such that Ry ~ Fy, 5, 7.0
Let further {Wj,hh}heN be independent sequences of i.i.d. random variables such that

m
Wj,l,h = ZBz',j,l,hXi,l,ha h €N, jeJ, le {O, c ,TL}.
i=1

Let {f/j,l,h}heN be independent sequences of i.i.d. random wvariables for 7 € J and | €

{1,...,n} such that
Lj,l

Liia 2 Z Wit (6.33)

r=1

where Lj; ~[Log(qj;) is independent of {Wj n}then. Let the following random variables and
sequences be independent of each other, respectively. Let {Q}h}heN be a sequence of i.i.d.
random variables such that

1 & 5
L(Qj1) = 5 ZW(QZ — 1) In(1 = g;y) £(Lj11), jeJ. (6.34)
=1

Let {N;;n}hen be independent sequences of i.i.d. random variables such that

Njia ~[ExtNegBin(—a;,1,¢0),  j€J, 1€{l,....n} (6.35)

N

Define the sequence {Z;in}tnen of i.i.d. random variables such that Z;;p, 4 St Wiir

for h € N. Let further {Q?,h}hGN be a sequence of i.i.d. random variables such that

1< . N ,
E( ?,1) = g Z’YGZ,UZ(()‘]',Z + Tl)al -7 l)ﬁ(ZjJ,l)a JjeJ. (6'36)
=1

Furthermore, define for j € J the random variables
M], ~ m(él + 02 + /_\j70R0) . (6.37)

M
Now let St = 37,2 X%y, for j € J where {X] ) }ren is a sequence independent of Mj,
consisting of i.i.d. random variables such that

L(X}1)

Let v, € {0,1} forl e {1,...,n}. Then

1
© 61+ 02+ NjoRo

(01 £(Qj1) + 02 L(Q31) + XjoRo L(Wio,1)).- (6.38)

holds, where Cy =[], (Oéﬂal,aﬁlal*l)w.

Proof. We proceed first as in [57]. Assume that J, Ry, ..., R, are independent. Consider a
weighted probability-generating function of the distribution of S’ for z € [0, 1]

Gon(z) =D Y E[R] ... R lyg—pylis=py] 2
peNy jeTJ

= E[R]*...R)2%] = E[E[R]*...R}"2%'| J]].
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Condition on J, Rq,..., Ry, hence S; = Zjej l{J —i} E S Bijin Xy are condition-
ally independent given J, Ry, ..., R, for I € {0,...,n}, thus

E[R]...R)2%|J,Ry,..., R, & R}l...RgnH E[z% |, Ri,...,Ry]. (6.39)
=0

Let Gj(z) = }E[zwjvlﬂl} be the probability-generating function of the distribution of W ;.
Then the conditional distribution of Q;; given J, Ry,..., R, yields for [ € {0,...,n} (cf.

Equation (3.3))

E [zsl ‘J, Rl, - ,Rn] as E [le ‘ J, Rl] = exp(— Z /\i,Ja;{lRl(l — GJJ(Z))) . (6.40)
i=1

Inserting Equation (6.40) into Equation (6.39) yields

E[R]"...R)2%|J, Ry,...,Ry)

n

= exp(=AsoRo(1 = Guo(2)) [ [ B exp(=AnRi(1 = Gru(2)).  (6.41)
=1

Take the conditional expectation given J of Equation ([6.41)) and use the independence of
J,R,..., R,

E[R]' ... R}z |J] = exp(=As0Ro(1—Gro(2)) [[ B[R} exp(=AsRi(1-G1u(2))) | J].
=1

Let us introduce the notation of [2I, Equation (5.32)]

dm
Ino(—m,s) = (—l)md—m exp(—Ya,05%), meN, s>0
with 74,0 = W and I, +(0,s) := exp(—7a,05%) for s > 0. Then for R} ~ F,, o, -0 with
l€{1,...,n} according to [2I, Corollary 5.16]

\ a.s. Ioz o\~ ,5\ 1 —
E[R]" exp(—ApRi(l —Gr(2))|J] = == (= IJJ( Gr(2) +n)
alyUl(OaTl)

If 47 = 0, then
E[exp( AJ[R[(I—GJI )))’J] = exp( ’}’al’o—l((XJ7[(1—GJJ(Z))‘FT[)OQ—Tlal)),

cf. also [21, Equation (5.25)]. Analogously, if 7; = 1, then

E [Rl eXp(—/_\JJRl(l — G]J(Z))) ‘J]
a':S' ogl’yoéhgl (5\(]71(1 — GJJ(Z)) + Tl)al_l exp(—'yalm ((;\J,l(l — GJJ(Z)) + Tl)al — Tlal)).
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Transferring this into a common exponential, this provides for the weighted probability-
generating function for z € [0, 1]

Gsn(2) =Y _E[R]',... Rz |J = j] PlJ = j]
JjeET
= Z exp< ORO ij()(Z))
]67
£3 (o (a1 — Gpa()) 7))
=1
— Yapor (Aa(1 = Gju(2)) + 7)™ — Tlal)> PlJ = j]. (6.42)

Let us treat the logarithmic term. We observe for each j € J and [ € {1,...,n}
_ 1_
ln()\jJ(l — GjJ(Z)) + Tl) = ln(n (;l)\j’l(l — GjJ(Z)) + 1))

— In(n) + 1n(1 - XNM). (6.43)

ul
Then (1 o
G = 10— 011G0(2)
’ In(1 — ;1)
is the probability-generating function of the distribution of the random sum Ej,l,l. Thus we
obtain for every j € J and [ € {1,...,n}

 Guz) =1 m+ Ay Aji
1— A —2 = 2o (1 - G, = —(1-¢qG,
il . Tz ( 7 f J,l(z)) 1— qj,z( 2j,G1(2)),
and hence Giilz) 1
_ (z) — ~
ln<1 - AJJNT) = (Gju(2) = D) In(1 — q5,). (6.44)

Then the following holds for the weighted probability-generating function by insertion of

Equations ([6.43)) and (6.44]) into Equation (6.42])
G y(2) ZGXP< NjoRo(1 = Gjo(2))

JjeET

+ ) (n(ayaye) + (= 1) In(Aj, (1 = Gj(2) + 7))
=1

— Yaro (Xja (1 = Gja(2)) + )™ — Tzal)> PLJ = j]

=, Zexp( NjoRo(1 —Gjo(2))
jeT

+ ) e — D(Ga(z) — 1) In(1 — gj,)
=1

— Yoo (Mja(1 = Gju(2)) + 7)™ — Tﬁl)) PlJ = j]. (6.45)
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The exponential term in this sum is the probability-generating function G;(z) of the
distribution of the sum of independent random sums

Z Wijon =+ Z Z Ljin+ Z Z Z Wiih, jeJd, (6.46)

=1 h=1 I=1r=1 h=1

where K ~ EM(&,ORO) is independent of {W;; 5 }nen. Furthermore,
M ~Poissonl(y(eq — 1) In(1 — g;1))

are independent for [ € {1,...,n} and {I:j,l,h}heN are independent sequences independent
of M, consisting of i.i.d. random variables such that Z}j,l’l has the distribution given by
Equation for each I € {1,...,n}. The choice of the last random sum might not be
so obvious. A comparison of the last term of Equation with [21, Equation (5.25)]
shows that this is a Poisson distribution mixed with a 7-tempered a-stable distribution.
An application of [21I, Lemma 5.10] provides our representation of the last summand in
Equation , note our notation of the extended negative binomial distribution. Hence,

Pjy ~ Poissonl( Yoy, (Aje + ) — 7))

are independent for [ € {1,...,n} and {N;;,}ren are independent sequences independent
of Pj;, consisting of i.i.d. random variables such that Equation is satisfied and
{W;.1n}ren are independent sequences independent of P;; and {N. lh}heN> consisting of
i.i.d. random variables such that W;;; has a distribution given by GJJ(Z).

We observe here that we have twice a sum of random variables with compound Poisson
distributions. According to [49, Proposition 3.3.4] we see that

Siq= Z Z Ljin jeJ,

also has a compound Poisson distribution, i.e., 3»’1 gzzjz 1 Q;h where we have Tj ~
[Poissonl(6) and £(Qj ;) is given by Equation (6.34)).
According to [49, Proposition 3.3.4] we also see that the other random sum

Pii Njir

Sio= ZZ Z Wiin, Je€J,
=1

=1 r=1 h=1

has a compound Poisson distribution, too, i.e., ]2 —Zh 1 Q]h, with U; ~ [Polssonl(ds)
L(Q7 2.) given by Equation (6

Finally, since both S 1 and S o have a compound Poisson distribution, once more we
apply [49, Proposition 3. 3 4] and We observe for each j € J

K; M;
d
S = Z Wj,(),h + S},l + S}’Q = ZX/
h=1 h=1

where the distribution of M ]’ is given by Equation (6.37) and the distribution of {X 5 }ren
by Equation ([6.38]).
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Hence the weighted probability-generating function simplifies to

Geq(2) =Cy ) Gy(2) PT = j,
JjeET

and thus by conditioning on J we obtain

B[R] Byt gsmy] = D B[R] Ryt lgsrmiy1is=;)]
JET
=Cy Y PIS;=v]P/ =], veN.
jeJ

By comparison of the coefficients we have
q.e.d.

Remark 6.47. Note that all random variables introduced in the theorem allow for an iterated
application of Panjer’s recursion. First, for each j € J and [ € {0,...,n} the distribution
of W;;1 can be determined by the law of total probability. The distribution of ij,l,l can
be evaluated by an extended Panjer’s recursion (cf. Theorem for each j € J and
l€{1,...,n}, hence the distribution of Q;g is also known. Since the distribution of Z;;
can be computed with an extended Panjer recursion for each j € J and [ € {1,...,n}, the
distribution of sz’l is also known. Because the distribution of X ]’.’1 is a convex combination
of distributions that can be evaluated with an extended Panjer recursion, the distribution
of S;- can be computed by a numerically stable Panjer recursion for each j € J.
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Chapter 7

Numerical Illustration

In this chapter we give examples of the impacts of different dependence structures in our
model on the distribution of the portfolio loss and on the corresponding risk contributions.
More precisely, this means we consider the impacts of different correlations. We will see that
given certain constraints originating from the extended CreditRisk™ model, the resulting
distributions differ.

7.1 Two Risk Factors

We give an example of the application of Algorithm that implements the dependence
structures given in Theorem We consider three cases of dependence structures and we
use the following assumptions and parameters: in each case we consider two independent
and gamma-distributed risk factors, i.e., R; ~[Gammal(c, 8) for i = 1,2 and «, 8 > 0. This
ensures that each risk factor has the same influence. A further constraint of our example
is a condition of the extended CreditRisk™ model, i.e., we assume for each default cause
intensity E[A;] = E[A2] = 1. In order to have a closer comparison we further assume that
the variances of the default cause intensities A; are the same in each case of correlation. The
distribution of the random sum S in each of these cases can be given explicitly. Consider
the corresponding probability-generating functions. The three cases are the following;:

(a) Independent default cause intensities

010
A‘<o 0 1>'

Applying Theorem and using |J| = 1 and thus omitting the index j for z € [0,1],
we observe

Gs(z) = E[zzzil S Xi,h} = E {exp(— 22: i 22: ai Ri(1 — GXZ.J(Z)))]

=1 =0
= E[exp(—)\lRl(l — GXl,l(Z)) — )\2R2(1 — GXz,l(Z)))]

s “ p az
B <51 + A1 (1 ijl,l(z))) (52 + Ao(1 _QGX2,1(Z))> 7

which determines the convolution of two compound negative binomial distributions.
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(b) Negatively correlated default cause intensities (cf. Example 3.14) with a,b > 0

0 b 0 a 0 0
Al_(a 0 0)’ A2_(0 0 b)'
We choose two dependence scenarios, i.e. J = {1,2}, and we let J be a random variable

such that P[J = 1] = P[J = 2] = 1/2. Applying Theorem [3.1) and using J = {1, 2} for
€ [0, 1], we observe

Gs(z) = [exp( > 1 ]}ZA”Za Ri(1=Gx,, (2 )))]

JjET i=1

-1 [ (szza”Rll—GxuU)ﬂ
[exp( ZZMZMRI 1-Gx,, (= )))]

[exp(—()\g,laRo + )\171bR1)(1 — GXl,l(Z)))]

l\’)\»—t

_|_

I T i

E [exp(—(A1,2aR0 + A22bR2)(1 — Gx,,(2)))]

exp(—/\2,1aR0(1 - GXl,l(Z))) (ﬁl + N\ 1b(1ﬁl— Gx, 1(Z))>al

1 & b
+3 exp(—A12aRo(1 — Gx,,(2))) (52 + A2.2b(1 — GXQ,l(Z))> 7

(IR S|

which determines the mixture of two compound negative binomial distributions each of
which is convoluted with a compound Poisson distribution. We give some explanations
for the choice of these matrices in the remark below.

(c) Positively correlated default cause intensities

010
A= (0 1 0)'
Assume for simplicity G, ,(z) = Gx,,(z) for z € [0,1]. Applying Theorem and
using | 7| = 1 and also omitting the index j for z € [0, 1], we obtain

Gs(z) = E[Zzz';lsz;‘lxi,h} - E[exp( Z;)\ Za”Rl (1—-Gx,,(z )))]

= E[exp(_)‘lRl(l - GXl,l (Z)) - )‘2R1(1 - GXQ,l( )))]
B *
(61 + ()‘1 + )‘2)(1 - GX1,1(Z))> ’

which determines a compound negative binomial distribution.

Remark 7.1. The parameters a and b in Case (b)) should be chosen such that E[A;] =1 and
the variance of A; for ¢ = 1,2 in the case of negative correlation is the same as in the case
of positive correlation and the independent case. We also assume that Ry = E[R;]. In the
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7.1. Two Risk Factors

independent case we obtain for the expected value E[A;] = E[R,] = § and for the variance
Var(A;) = Var(Ry) = 4. Hence we get the following constraint using the expected value
and that Ry and J are independent

ot

B Y

hence a + b = 2. Because R; gRQ, this also holds for As. Concerning the variance, we
observe the following by insertion of the definition of A;

a b
E[Al] - E[QROI{J:Q} + lel{le}] = 5 E[Ro] + 5 E[Rﬂ =

Var(Al) = E[(aRol{JZQ} + lel{le})Q] — (E [U/Rol{JZQ} + lel{le}])Z

2 2 aa  ba\?
= E[(GRO) 1{];2} + (le) 1{J:1}] — (55 + QB) .
According to [57] on properties of the gamma distribution we have E[R}]| = O‘(aﬁjl)’ hence

ot Folosl) o Py
2 32 2 32 B2\ 4 2 4
b « o? ra—b\2 o
-

2
by assumption. By algebraic transformations and using a = 2 — b we have

Var(Al) =

IR R

2 4 2(a—1
1:%+o¢(1fb)2 s B a (a—1)

14 2a + 142«

=0.

Solving the quadratic equation yields

200 + V2 + 2« q b 200 — /2 4+ 2«
= an g =

b
! 1+2a 1+2a

If & € (0,1), then be is negative, but by € [0, 2] for all @ > 0. Hence b; should be preferred.
Thus for given « the matrices A1 and A, are determined.

We specialize the remaining parameters as follows: we choose the risk factors such that
E[R:1] = E[R2] =1, e.g., « = f = 2. Thus we have

4+6 6—6
= 3 and a= o

b

As Poisson parameters we take \; ; = 20 with 4,7 = 1,2. The parameter Ry is chosen
such that Ry = E[R;] = 1. Finally, for the distribution of the claim sizes we choose
Xi1 ~[NegBin|4,0.4) for ¢ = 1,2. Note that this distribution is chosen arbitrarily and that
it does not have to be in a Panjer(a, b, k) class since it is the claim size distribution. We
compute the first 300 values of the respective probability mass functions.

For a better comparison we put the probability mass functions into one graph, see Figure
7.1l We see interesting differences between the probability mass functions. Taking the
probability mass function with independent default cause intensities as an initial point, we
observe that the probability mass function for negatively correlated default cause intensities
is a bit more light-tailed with a taller maximum, whereas the probability mass function for
positively correlated default cause intensities has a mass with a smaller maximum, and its
mass is distributed more to the tails. We also observe that the probability mass function for
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Figure 7.1: Probability mass functions of a portfolio loss for different dependence structures

with two risk factors and claim size X; 1 ~[NegBin|(4,0.4).

the default cause intensities with positive correlation has a heavier tail than the other two
probability mass functions.

We also compute risk contributions given in Theorem and [57] for these parameters,
and their behaviour matches the observations for the distributions with these dependence
scenarios. A negative correlation between default cause intensities seems to produce a lower
risk than that of independent default cause intensities, and a positive correlation between
default cause intensities seems to produce a higher risk. This holds for all levels § = 0.8, 0.9,
0.95, 0.99 for which we computed expected shortfall risk contribution. The results are given

in Table [7.11

It is also possible to obtain results that show much more clearly the influence of different
dependence scenarios. They also show that the types of the curves of the probability mass
functions are independent of the claim sizes. This can be achieved by setting the claim sizes
X;1 =1 and keeping the other parameters. The result can be seen in Figure with the
first 150 values of the corresponding probability mass functions. The curves in this figure
make clear that its behaviour is dominated by the correlation between the default cause
intensities and less by the claim sizes. In order to be able to compare this behaviour more
closely, we consider the variances. For this, we use Equation in Remark In case
of independence we obtain

Var(Ny) = E[AsA1] + Var(A A1) = 20 + 400 Var(A;) = 20 + 200 = 220 = Var(]Ny)
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7.1. Two Risk Factors

Case @) Case Case

level § S1, 59 S1, 59 S1, 59
0.8 97.5538 95.1297 | 114.8308
0.9 111.8582 | 110.5307 | 139.1222
0.95 | 125.7218 | 124.0371 | 160.8160
0.99 | 156.4339 | 158.4093 | 211.9374

Table 7.1: Risk contributions of S1 and So according to FEquation for different levels §
and dependence structures with claim size X;1 ~[NegBin(4,0.4).

by symmetry. Thus the variance is
Var(N) = Var(Ny) + Var(Ng) = 220 + 220 = 440.
In case of negative correlation between the default cause intensities we obtain
Var(Ny) = E[A; sA1] + Var(A sA1) = 20 + 400 Var(A;) = 220 = Var(Na)

by symmetry. By Equation (3.13) we have, using the definitions of A; and Ay and the
independence of J, Ry, Ro

COV(Nl, NQ) = COV()\LJAl, AQ,]AQ)
= 400(E [CLlel{le} + abRgl{ng}]
— Efalymg) +bRi1yy=ny] Efalgymy +bR2lyy=n)])

= 400(%’ B[R] + %b E[Ro] — (g + g E[Rl]) (% + g E[Rz]))

- —400(a;b>2.

Using the values for b and a = 2 — b we obtain

5—4—\/(’3)2:2\/6—7

COV(Al,AQ) = —(1 — b)2 = —( 5 o5

Thus the variance is
Var(N) = Var(N;) + Var(Na) + 2cov(Ny, Np) = 220 + 220 — 32(2v/6 — 7) ~ 372.7673.
In case of positive correlation between the default cause intensities we obtain

Var(Ny) = E[A jA1] + Var(A; jA1) = 20+ 400 Var(A;) = 220 = Var(Np)

by symmetry. By Equation we have
cov(N1, Na) = cov(Ai sA1, A2 sA2) = 400 cov(Ay, Ag) = 400 Var(R;) = 200.

Thus the variance is
Var(N) = Var(N;) + Var(Na) + 2 cov(Ny, Na) = 220 4 220 + 400 = 840.

Correspondingly, there are the following risk contributions in Table [7.2]
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Figure 7.2: Probability mass functions of a portfolio loss for different dependence structures
with two risk factors and claim size X;1 = 1.

7.2 Three Risk Factors

In this example we also apply Algorithm but only consider two cases, namely a case with
independent default cause intensities and a case with both positive and negative correlation
between the default cause intensities. Again, we assume for each default cause E[A;] =1
with 7 € {1,...,3}. We now want to study the impacts of positive and negative correlation
between default cause intensities against each other in contrast to independent default cause
intensities.

We let the risk factors be independent and gamma-distributed with R; ~ [Gammal(«;, 3;)
with o; = 2 and 8; = 14 for i = 1,2,3. The Poisson parameter is chosen such that \; ; = 15
for i =1,2,3 and j = 1,2. In the second case we let J = {1,2} and consider a random
variable J with two values such that P[J = 1] = P[J = 2] = 1/2 holds. If the default cause
intensities are independent, we let

N

I
VR

NS

=) (=)
o o w|R
o nR o
o o
~_

In the second case with both positively and negatively correlated default cause intensities
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7.2. Three Risk Factors

Case @ Case @ Case

level § S1, 59 S1, 59 S1, 59
0.8 35.4147 34.0681 | 42.8699
0.9 41.1260 39.4924 | 50.5834
0.95 46.8182 45.7197 | 59.6559
0.99 58.3337 56.0463 | 77.9308

Table 7.2: Risk contributions of S1 and So according to FEquation for different levels §
and dependence structures with claim size X;1 = 1.

A By and By

level § | S1, So, S3 | S1 and S9 S3
0.8 61.0196 68.0356 74.6372
0.9 67.4310 78.0559 87.7557
0.95 74.6255 87.9749 | 100.7708
0.99 87.8464 110.7696 | 130.7648

Table 7.3: Risk contributions of S1 to S3 according to Equation for different levels ¢
and dependence structures.

we let
1 21 21 1 21
w s 0% w V0 7
Bi=|4% 0 0 2], By=|4 0 & 2]
1 21 1 21
& 0 0 2 & 0 0 2%

In both cases we let the parameter Ry = 10. Finally, as distribution of the claim sizes we
choose X; 1 ~[NegBin[4,0.4) for i = 1,2,3. We compute the first 300 values of the respective
probability mass functions. We also combine both probability mass functions in one graph,
see Figure [7.3] In this figure it is interesting to note that a positive correlation between
default cause intensities seems to have a stronger impact on the distribution than a negative
correlation if we take the case of independent default cause intensities as a reference point,
see also e.g. Figure

For these cases of dependence scenarios we also compute the corresponding risk contri-
butions regarding the respective default cause intensities. The results are given with respect
to different levels § = 0.8, 0.9, 0.95, 0.99 in Table
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Figure 7.3: Probability mass functions of portfolio loss for different dependence structures
with three risk factors and claim size X; 1 ~[NegBin|(4,0.4).
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Part 11

An Approximation
via Panjer’s Recursion
for Poisson Mixture Models
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Chapter 8

Introduction

It is quite common in the collective risk model to use Poisson mixture models for the
distribution of N in a random sum

S — ZX”’ (8.1)

where {X,, }nen is a sequence of independently and identically distributed random variables
and N is an Ny-valued non-negative random variable independent of the sequence {X,, } ,en.
In actuarial science the distribution of N is called claim frequency or claim counting
distribution, the distribution of X7 is called severity distribution. In this part of the thesis
we focus more on the distribution of N rather than on dependence structures as in the first
part. The intensity of the Poisson random variable IV is chosen to be stochastic, and this
construction can represent effects such as heavy tails. Hence, for some non-negative random
variable A, we consider

L(N|A) = Poisson(A) .

Not only in classical risk theory or in insurance models but also in risk management such
as the extended CreditRisk™ model, it is a major issue to evaluate the distribution of S.
In [27, Chapter 2] the CreditRisk™ model is described to have risk factors driving the risk
of default with a gamma distribution. As the gamma distribution is a rather light-tailed
distribution, it is interesting to investigate alternative distributions, possibly with heavier
tails, that allow for the application of recursive methods like Panjer’s recursion in order to
evaluate the distribution of a random sum given in Equation . Since the distribution
of a risk factor corresponds to the mixing distribution of a Poisson mixture distribution
in our model, we also generalize CreditRisk™, and this is a good reason to call such a risk
factor default cause intensity. We should also mention that this approach can be applied to
approximate value-at-risk, cf. e.g. Equation and also Lemma Though not the
fastest method, recursions such as Panjer’s offer the opportunity to compute distributions
without a stochastic error as is the case in Monte Carlo methods or aliasing errors as in
the fast Fourier transformation (possibly with exponential tilting). Panjer’s recursion was
already introduced in the introduction of the first part of this thesis. The recursion that
characterizes a distribution in a Panjer(a,b, k) class is given by Equation and the
recursion used for the evaluation of a random sum of the type is given by Equations
and . In that part the reader may also find further literature on Panjer’s recursion.

We consider a more general class of distributions for the default cause intensity, namely the
class of generalized gamma convolutions, which provide R -valued random variables. It is the
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Chapter 8. Introduction

smallest class of distributions with support on Ry that contains all gamma distributions and
is closed under convolution and weak limits. Examples for generalized gamma convolutions
are the Pareto distribution, the beta distribution of the second kind, the (generalized) inverse
Gaussian distribution, and the lognormal distribution. Generalized gamma convolutions
are exhaustively treated in a monograph by Bondesson [8] as a continuation of Thorin’s
work, who studied whether the lognormal distribution is infinitely divisible or not and then
introduced generalized gamma convolutions, cf. [67] and [66]. Steutel and van Harn [60] also
contribute to this topic in their book on infinitely divisible probability distributions. James,
Roynette, and Yor [36] treat generalized gamma convolutions as distributions of processes.
Gerber [20] considers special generalized gamma convolutions, namely the generalized gamma
distribution, as mixing distributions of Poisson mixture random variables and computes its
distributions using Panjer’s recursion. Contributions to the multivariate case are given by
Barndorff-Nielsen, Maejima, and Sato [3]. A recent working paper by Pérez-Abreu and
Stelzer [51] also establishes new results on the representation of multivariate generalized
gamma convolutions.

The evaluation of the distribution of mixed compound Poisson distributions has already
been treated in [74], but with other mixing distributions. Hesselager [32] also generalizes
this recursion for some mixed compound Poisson distributions. The mixing distributions are
also in the class of distributions we consider. Wang and Sobrero [72] extend the results of
Hesselager to a more general class of distributions. Willmot [76] also provides the recursive
evaluation of certain mixed Poisson probabilities that are apart from Panjer’s recursion. The
results we mention here all provide exact evaluations of the respective compound Poisson
distributions. Unfortunately, it is no longer possible to calculate the distribution of S exactly
with the general class of distributions we consider, but we give an upper bound for the error
with respect to the total variation distance.

The remainder of this part of the thesis is organized as follows: In Chapter [9] we first
introduce finite convolutions of gamma distributed random variables as mixing distributions
of Poisson mixture distributions and then extend them to generalized gamma convolutions.
Since this means that we work with infinite series, we cannot compute the distribution
of Equation exactly, but must approximate it. In this chapter we also present our
approach for the approximation of this Poisson mixture distribution which is based on finite
convolutions. It is a well-known result that a Poisson distribution mixed over a gamma
distribution provides a negative binomial distribution, and hence Panjer’s recursion can be
applied. Further we exploit the convolution property of the Poisson distribution mixed over
a finite gamma convolution. This will be crucial for our approximation.

Since we renounce an exact result using the approximation, Chapter provides an
upper bound of the error of the approximation. This error bound is given with respect to
the total variation distance. Additionally, with regard to applications we also discuss two
possibilities to approximate a generalized gamma convolution which lead to an algorithm
to evaluate such a distribution. Here a decision must be taken whether to favor a more
efficient approximation with respect to the number of steps that requires a possibly numerical
integration or a less efficient integration with respect to the number of steps that circumvents
an integration and thus might be more stable. This approximation together with an iterated
application of Panjer’s recursion is merged into an algorithm.

In Chapter [L1]| we present a generalization to the multivariate case, i.e., we also extend
the CreditRisk™ model. This means that we present a characterization of a multivariate
generalized gamma convolution that we use for an alternative multivariate generalization of
Bondesson’s closure theorem. Using this result with an adaptation of notation, the results
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from the univariate case carry over to the multivariate case.

In Chapter [12| we present two examples that show the advantages of our approach in
comparison to different versions of the fast Fourier transformation. It will become obvious
that it is not clear a priori which of these versions of the fast Fourier transformation is
preferable in contrast to our algorithm that provides stable results. Additionally, there are
cases in which it is not possible to find an error estimate for fast Fourier transformations
where our error bound applies.
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Chapter 9

Gamma Convolutions

As already mentioned in the introduction, we consider a further class of distributions
that allows us to apply Panjer’s recursion for Poisson mixture models in the course of an
approximation. We mix Poisson distributions with generalized gamma convolutions. As
the name indicates, generalized gamma convolutions arise as the weak limit of sums of
independent gamma distributed random variables (cf. e.g. [8, p. 29]). Therefore we first
consider finite convolutions of gamma distributions that are mixed over Poisson distributions.
Afterwards we introduce generalized gamma convolutions and present a few properties.

9.1 Finite Gamma Convolutions

We start our considerations with finite gamma convolutions. For the sake of comparability,
we state the Laplace transform of a finite sum Y = Z?:o Y; of independent random variables
Y; with Y; ~[Gammal«;, 3;) for j € {1,...,n} and Yy ~ §, for a > 0 which has the form

E[e™] =0 ﬁ (Jj_s)a] = eXp(—as + z"; a; ln<ﬁjﬁj_ s>) (9.1)
=

Jj=1

for s > —min{f,..., Bn}. Thus we will see in how far finite gamma convolutions are special
cases of generalized gamma convolutions as its canonical representation will show. We prove
a corollary giving a different representation of a Poisson mixture distribution where the
mixing distribution is a finite gamma convolution. Note that we give it in the multivariate
case.

Corollary 9.2. Fiz k; € N for i € {1,...,m} and m € N. Let «;j,B;; > 0 and a; > 0
forie{l,....,m} and j € {l,... ki}. Let A= (A1,...,An) be a random vector with

N=ai+Yi1+-+Yiyg forie{l,...,m},

where Y; j ~[Gammal o ;, B; ;) are independent random variables for j € {1,...,k;} and
i € {1,...,m}. Then consider the random vector N = (Ni,..., Np,) with conditionally
independent components N1, ..., Ny, given Aq,..., Ay, such that for i € {1,...,m}

L(N;|Ar, .o M) = L(N;|A;) = Paissonl(AiAs) (9.3)
where A\; > 0 with Ay 4 -+ + Ay, > 0. Further, let {B; j1}ien be ki + -+ 4k, independent
sequences of i.i.d. random variables with B; 1 ~Bel(p; ;) such that

_ Ai/Biy
Pij = <m /5.
2d=17d/ P

—_—
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Chapter 9. Gamma Convolutions

forie{l,....m} and j € {1,...,k;}. Additionally, assume that R;; ~ [NegBin|c; ;,q;)

such that "
g = 2= Aa/Ba;
T+ 0 M/ Bay
are independent of each other and of the sequences {B;ji}ien for i € {1,...,m} and

Jj € {l,...,ki}. Let P; ~ [Paissonl(\;a;) be independent of each other and of R;; and
{Bijitien forie{1,...,m} and j € {1,...,k;}. Nowlet M = (M, ..., My,) be a random
vector such that

Mi:P’£+ZZBi,j,l fO?"iG{l,...,m}.

Then N and M have the same distribution.

Proof. In order to prove this corollary, we apply Remark 2.1} We start with the calculation of
the probability-generating function of the distribution of the random vector IN: conditioning
on Ay,...,A,,, using the conditional independence of Niy,..., Ny, given Aq,..., A, and
Equation yields for 0 < z; <14 B; /N forie {1,...,m} and j € {1,...,k;}

m

Gn(z) = E{Hzi]\f’i} = E[f[l E[)

=1

Ai]] = E[ﬁexp(—)\iAi(l —2))|.

=1

Using the definition of Aj,..., A, and the distribution and the independence of Y; ; for
ie{l,...,m}and j € {1,...,k;}, we have by Equation (9.1

)= 2[00 ) -0)

i1
- zﬁex —hiail - H eXp(aZ"’ ln(ﬁi,j + f:(Jl - Zi)>>.

Next, we consider the distribution of the random vector M and calculate its probability-
generating function. Taking into account that all the components are independent of each
other, we observe for 0 < z; <14 3; /A with i e {1,...,m} and j € {1,...,k;}

Gu(z) = ﬁ E[M] = ﬁ E[Zfﬂeri_l POy Bi,j,l:| HE f—[ [ PO [ Bml] .

i=1 i=1 =

Using that {B; j; }ien are i.i.d. and are independent of R; ; and have a Bernoulli distribution
and that P; have a Poisson distribution, we observe

Hexp —\ia;(1
—Hexp —Xia;(1

By the distribution of R; ; for i € {1,...,m} and j € {1,...,k;} we see that

B ja Ri,j]

—Dij + Zzpz,])Ri’j] .

L=
L=

() =] Nai(1 y L—q "
Mm(2) = Hexp(— i _Zi))jl:[l(l_qj(l + i (2 1))> .

i=1
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A simplification yields

m ki 1 a;
Gu(z) = il:[lexp(—)\iaz’(l — Z@))]l;ll(l + X/ Big(1— Zz))

m k;
= H H exp (O‘i,j ln( Bij )) .
i1 jo1 Bij + Ni(1 — z)
Hence the assertion follows. q.e.d.

Remark 9.4. Due to this representation result we may conclude that it is also possible to
apply Panjer’s recursion for a collective risk model with several business lines and a mixing
random vector A = (Ay...,A,,) whose components have distributions of finite convolutions
of gamma distributions. In this case the recursion is exact.

Remark 9.5. With this multivariate version it is possible to generalize the CreditRisk™*
model for several default cause intensities that influence the claim numbers on different
levels.

Remark 9.6. In Corollary we consider a very special case of a multivariate gamma
distribution (and let us put a; = 0 for ¢ € {1,...,m}). As the reader can verify in [44]
Chapter 48.3], multivariate gamma distributions usually have correlated components. The
approach of Prékopa and Szantai [44, Chapter 48.3.4] offers the possibility to construct
independent components by choosing the identity matrix for the matrix A.

Remark 9.7. Because we consider a random vector A = (Aq,...,A,,) this corollary differs
from Remark that uses a univariate random variable A as a mixing distribution which
produces dependence between the components. That is also why we consider Bernoulli
random variables instead of merging them into a multinomial distribution which would
produce dependence.

9.2 Generalized Gamma Convolutions

Now we generalize finite convolutions of gamma distributions. Generalized gamma convolu-
tions were first treated in [66] [67]. The construction is based on discrete measures {U, } nen
that converge vaguely to the limit measure U and hence the corresponding distribution
converges weakly to its limit distribution.

Definition 9.8. A locally finite non-negative measure on the half line (0, 00) equipped with
its Borel o-algebra satisfying

1
/ lInt| U(dt) < oo and / - U(dt) < o (9.9)
(0.1] (Loo)

is called a Thorin measure.

Furthermore, the conditions on U ensure that U is well-defined and that it is a Radon
measure, as demanded in [30, Definition 1.0]. We state a definition of the canonical
representation of generalized gamma convolutions as in [8, p. 29].
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Chapter 9. Gamma Convolutions

Definition 9.10. A generalized gamma convolution is a probability distribution F' on
R4 = [0,00) with @ > 0 and Thorin measure U such that its Laplace transform is of the
form

L(s) = /Ooo e~ F(dz) = exp (—as - /(0700) ln<t Jtr 3) U(dt)), §>0.  (9.11)

The integral conditions on U ensure the existence of the integral in Equation :
This holds owing to the estimates In(*£2) < In(1 4 s) + |In¢| for t € (0,1] and In(H2) < s/t
for t € (1,00). The parameter a reflects the left-extremity of the distribution. Note that a
finite gamma convolution such as in Equation is also a generalized gamma convolution
if we set in the representation of the generalized gamma convolution the parameter a = 0
and choose U = 2?21 a;jog;. This is crucial for the construction and approximation of
generalized gamma convolutions as generalized gamma convolutions arise as the weak limit
of a sequence of finite gamma convolutions.

The next corollary shows that each Thorin measure U, that satisfies the integral conditions
and hence provides the well-definedness of the Laplace transform, determines a probability
distribution. By the uniqueness theorem in [66] such a probability distribution is uniquely
determined by the Thorin measure U and the parameter a.

Corollary 9.12. For every a > 0 and Thorin measure U, the right-hand side of Equation
(9.11) is the Laplace transform of a probability distribution.

Proof. The proof of this claim is an application of Bernstein’s theorem, cf. [56, Theorem 1.4].
Note that the Laplace transform of a generalized gamma convolution is given by Equation
9.11. Thus the complete monotonicity of L has to be shown. Consider the function
f(s) = f(o 00) ln(t+S)U(dt) for s > 0. The first derivative is

f(s) = —a— /(0 Loy = —fis), s>,

7oo)t—i-SIf

with

i(s) _a+/(0 )tiSU(dt)

because integration and differentiation may be interchanged by [5, 16.2 Lemma]. We claim
that for j € N with j > 2

FO(s) = (=1)f;(s), s>0,

with

ey — -1
f](s) - /(0700) (t—i—s)j U(dt)

holds, as a short proof by induction shows. It is easy to see that {f;(s)}jen is non-negative
for s > 0. In a next step we apply Faa di Bruno’s formula to calculate the n-th derivative of
L(s) = e/*) and obtain

f[(f(j ) s> 0, (9.13)

j=1
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9.2. Generalized Gamma Convolutions

where the sum runs over all n-tuples of non-negative integers (myq, ..., my) such that

n
ijj =n. (9.14)
j=1

Writing (—1)" = H?Zl(—l)jmj by Equation (9.14) and noting that (—1)7™i(f7(s))™ =

(fj(s))™ for all j € {1,...,n}, Equation (9.13) proves that

n! @) (s)\m
L) = (e S T

ml!m?""m”'j:1
| n . m;
— of(®) n (J%(S)) 20
¢ Zmllmg!...mn!g ! =

for s > 0. Because this holds for every n € N, L is completely monotone, and since L(0) = 1,
this determines uniquely a probability distribution. As these conclusions are independent of
the choice of the Thorin measure U and the parameter a, every Laplace transform of the
form determines a probability distribution. q.e.d.

Since the multiplication of the Laplace transform by e~ for a > 0 corresponds to the
translation by a, we can also represent such a distribution as the convolution with a Dirac
measure 0, (cf. [67, Equation (2.5)]), which is the weak limit of the gamma distributions
[Gammal(an, n) for n — oo because these have expectation a and variance 2.

We state some clarifying notation for the Thorin measure U.

Notation 9.15. For the application of the theory of generalized gamma convolutions it is
convenient to identify the Thorin measure U with the non-decreasing and right-continuous
function U

U(t) =U((0,t]), t € (0,00).

This is reasonable because the first condition of Equation and the local finiteness of U
guarantee U ((0,t]) < oo.

Remark 9.16. As [36, Remark 2.4.3)] also states, finding the Thorin measure of a generalized
gamma convolution is tedious. Bondesson provides an inversion theorem [8, Theorem 3.1.4]
and a theorem on the representation of the Thorin measure [8, Theorem 4.3.2]. Nevertheless,
these result do not always provide explicit expressions, although [36, Theorem 2.3.3)] may
lead to a tractable expression.

Let T be the class of distribution functions of generalized gamma convolutions. We
assume that for each F,, € 7 with n € N the parameter a, and the Thorin measure U,
characterize F;,. Our understanding of a reformulation in [8| p. 35] of [§, Theorem 3.1.5] is
the following:

Theorem 9.17. The sequence {Fy}nen € T tends weakly to F € T if and only if

(a) the sequence {Uy}nen — U vaguely on (0,00) as n — oo,

(b) 0= lima_oo imsup, ,oofan —a+ [, sy 7 Un(dt)],

(¢) limg o limsup,, f(o o (Int=1) U, (dt) = 0.

According to [8, p. 35] Condition (c) ensures that F' is non-defective.
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Remark 9.18. The proof of this theorem seems to contain an expression with a false sign.
In the notation of the proof it should be

log Yn(—1) = — /[0 }Vn(dt)‘

Yet the sequence {vy, }nen is still a sequence of bounded measures on [0, oo].

Thus by applying Theorem we can approximate generalized gamma convolutions by
finite gamma convolutions. As mentioned above, generalized gamma convolutions provide
a rich class of distributions. To make the reader more familiar with generalized gamma
convolutions, we give some examples:

Example 9.19. Since a translation of a random variable by a can be approximated by a
gamma distribution, a generalized gamma convolution may be characterized in most cases
by a parameter a = 0. But there are distributions that require a # 0, as is also described in
[60, p. 349]. Let Up(t) = nly, oo (t) for t € (0,00) and a,, = 0 for n € N. By application of
Theorem a sequence exists {F, tnen € T that weakly tends to some F' € T because
U, — U = 0 vaguely for n € N,

a= lim lim <an —I—/ 1 Un(dt)> = lim lim (O—I— ﬁ) =1,
A—00 N—00 (A,00) A—r00 n—00 n

and because U, — 0 as n — oo, integrating around 0 over it yields 0. Thus the limit
distribution F' is characterized by @ = 1 and U = 0. Plugging this into the formula of the
Laplace transform gives L(s) = e~*, which is the Laplace transform of a degenerate random
variable.

Example 9.20 (Relationship to the 7-tempered a-stable distribution). This example shows
that our approach is a generalization of [2I, Chapter 5.3]. For further explanations on stable
distributions read Section [3.2.1] Recall that the Laplace transform of a random variable
Y ~ Su(0,1,0) is given by

O.O!

Blexp(—sY)] =exp(~Taos™)  fors 20, where yai= o,

cf. [55, Proposition 1.2.12] (note « € (0,1)).
According to [60, Proposition VI.5.7] a stable distribution of an Ry-valued random
variable is a generalized gamma convolution for « € (0,1) and o > 0, where

Ua,o(T) = %[,Uasm(om) :L'_(l_a), x>0,
T

is a density of U,,. Steutel and van Harn [60), Proposition VI.5.26] note that if 7 is
the Laplace transform of a generalized gamma convolution, then so is the function s —
m(a+s)/m(a) for every a > 0. A straightforward application shows that 7-tempered a-stable
distributions are also generalized gamma convolutions:

T(7 + 8)/7(7) = exP(—Yao (5 + 7))/ eXD(—YaT) = eXD(—Tao (s +7)* = 7%)),

which is the Laplace transform of a 7-tempered a-stable distribution for s > 0, cf. [21]
Equation (5.25)]. By knowledge of the density u, , characterizing the stable distribution, we
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9.2. Generalized Gamma Convolutions

can also derive the density u,, o of the Thorin measure U, 4 of the 7-tempered a-stable
distribution since we know its Laplace transform

exp(—Yao((s +7)% — 7%)) = exp (- /(0700) (m(“i”) _ m(t + r)) ua’a(t)dt)

t
o (_/ 1n(t+s+7 )
- P (0,00) t+ 7

Using the substitution y = t 4+ 7 yields
+ s

exp=ruo((s+ 77~ =esp(= [ () oty =)

. exp<— /(0 . In . )ua,g,T<y)dy>,

Ugo(t—T) ift>T,
uaw(t):{ ao(t =)

<

<
+
v

where

0 otherwise.

Hence the Thorin measure U, o ; is

{%,a Sin(ﬂm) (x —71) ifz>T,
0

i (9.21)
otherwise.
Thus we could also apply the approximation algorithm we present. But in this case it is
possible to evaluate the distribution exactly.

If the mixing random variable has distribution A ~ F,, 50, then according to [21
Lemma 5.10] a random Varlable N ~ [PaissonfAA) for A > 0 can be represented as a
random sum such that N < S Y, where M~ ~ [Paissonl(Ya,o (A + 7)* = 7%)) and {Y}, }hen
is a sequence independent of M, consisting of i.i.d. random Varlables such that Y7 ~
[ExtNegBin(—a, 1,p) with p = Ti y- Since the extended negative binomial distribution
[ExtNegBin|—«, 1, p) is in the Panjer(1 — p, (—a — 1)(1 — p), 1) class, such a random sum
enables an iterated application of Panjer’s recursion. Since the extended negative binomial
distribution might be unstable for extreme parameters, [21I, Algorithm 5.12], which is
numerically stable, should be used instead.

Example 9.22. There are well-known distributions that fit into the framework of 7-
tempered a-stable distributions. The Lévy distribution with = 1/2 and 7 = 0 (cf. [21],
Example 5.19]) leads to the following Thorin measure

V2ox

Uij2,o0(z) = p— x > 0.

A density of F /5500 is given by
o \1/2 o
flo) = (27rx3> exp(—%>, z >0,
cf. [55, Equation (1.1.15)]. The inverse Gaussian distribution with mean p > 0 and shape-
parameter & > 0 yields with o = p2/6% and a = 1/2 and 7 = 1/(262) (cf. [21, Example 5.21])
the Thorin measure

T — 1/2 ifx>r1

0 otherwise,

and U1/2707T(0) =0.
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Example 9.23 (The Pareto distribution). We consider the following cumulative distribution
function of a[Paretolg, k) distribution

P(x)=1—(1+(z/g)7", x>0, g¢g,h>0.

According to [67] the Paretol(g, k) distribution is not only infinitely divisible, but also a
generalized gamma convolution. The inversion theorem in [8, Theorem 3.1.4] states a
connection between the moment generating function of the distribution of a random variable
and the corresponding Thorin measure U. Hence, we obtain with [67, Equation (3.17)]

j h

q(x):FSTh)e ( h+i e )>—cot(h7r)

J:1

the Thorin measure

where z > 0 and h € (0,00) \ N.

Example 9.24 (The beta distribution). Let a, 8 > 0. Let X ~ [Gammala, 1) and Y ~
(ﬁ , 1) be independent random variables. Then by [8, Theorem 5.1.1] the distribution
of Z ﬁ is also a generalized gamma convolution. It is the [Betal(r, 8) distribution and
has a probability density function

Dla+5)
D(@)T(8)

cf. also [38, Equation (25.1)]. The derivation of the Thorin measure U is similar to the that
of the beta distribution of the second kind in the next example and is therefore omitted.
Note that we left out the values for the density for x = 0 and & = 1 since this would cause a
gap in the definition if « = 1 or 8 = 1, respectively.

fap(@) = -2 2 e(0,1),

Example 9.25 (The beta distribution of the second kind). The beta distribution of the
second kind with shape parameters a;, 5 > 0 is also a generalized gamma convolution. It arises
as the ratio of two independent gamma distributed random variables. If X ~ [Gammal(«, 1)
and Y ~[Gammal(3, 1) are independent, then according to [8, Theorem 5.1.1] the distribution
of Z = X/Y is a generalized gamma convolution and has a [Betal (o, 8) distribution with
density
. F(a+/6) a—1 —(a+p8
fap(z) = 7F(a)F(ﬁ)x (14 2)~(@+h), x > 0.

Unfortunately, the Thorin measure U cannot be given in a very elegant form, but only with
respect to the confluent hypergeometric distribution. The derivation of the Thorin measure
U can be found in [24]. The Thorin measure U is given by

1 U1 -, —2)
0@ =2 [ e

where

UJrl(aa 1- 57 _Z)
U+(OL, 1- Bv _Z)

[()T(5) 1

Im D(a+B)L(B+1) [UH(a,1 - 3, —2)[?

=Bz 1e?
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9.2. Generalized Gamma Convolutions

and for a > 0, b € R, and Rez > 0
(@)U (a,b, 2) — / et a1 (1 4 p)bmal gy,
0

According to [24] UT(a,b, —x) is the limit for U(a, b, z) as z approaches —x from the upper
half plane for positive real x.

Example 9.26 (The lognormal distribution). Thorin [66] shows that the lognormal dis-
tribution is a generalized gamma convolution, but there is no closed form for the Thorin
measure U. Nevertheless, let us state his results. Let N(y) = \/% f;yoo e~ /2 dt denote
the distribution function of the standard normal distribution function. Thorin considers
the following representation of the distribution function of the lognormal distribution with
a, >0

N(%) if >0,
0 otherwise.

e’ dA(z) for Res < 0, and

Alz) = Aasa, B) = {

The moment generating function of A is defined as A(s) = |, (

: e 0,00)
1ts approximation as

e dA(x)
A"(S*/(O,w) dAn() /m,oo) 0= (sa/m))"

Then by [66, Theorem 4.1] the approximating measure {Uy, },en, is given by
1 Im A\ (y)

U, = —arctan ———-~,
n(y) s Re A\ (v)

By help of [66, Theorem 5.2] we see that {U), },en converges vaguely to the limit measure U
such that

y > 0.

1 Im A" (y)

Uy) = - arctan RoA ()’
Remark 9.27. A similar Poisson mixture model leading to Panjer’s recursion was already
treated in [20], but with another, equivalent definition (cf. [36, Definition 1.0]) if we choose
the right measure. According to [60, Example VI.12.8] a random variable with a generalized
gamma distribution is defined as X dy1/e with a # 0 and Y ~[Gammal(r, 1) for r» > 0. If
|a] <1, then it is known that the distribution of X also is a generalized gamma convolution.
If @ > 1, then X is not infinitely divisible and hence its distribution not a generalized
gamma convolution. It is not known what holds in the case @ < —1. Thus the model in [20]
and this model have some common cases, and the model in [20] shows how to evaluate the
respective distributions exactly.

y > 0.

As a generalized gamma convolution is the weak limit of convolutions of gamma distri-
butions, it can be shown without much effort that for each generalized gamma convolution
there exists a sequence that converges weakly to this distribution:

Corollary 9.28. For every generalized gamma convolution F characterized by a > 0 and
Thorin measure U there exists a weakly convergent sequence {Fy,}nen of finite gamma
convolutions characterized by the parameter a and Thorin measure U, with

Un =3 al5 0, (9.29)
i=1 !

and {Up}nen converges vaguely to U as n — oo.
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Remark 9.30. The representation (9.29) implies that the corresponding distribution satisfies

Fy, = 8, «Cammal(o{", 8! >) x -+« Gammal(as”, 1) Let V" ~ Gammal(a{", 5") be
independent for j € {1,...,n} and n € N, then

An=a+) Y ~F,. (9.31)
j=1

Proof of Corollary[9.28. Since a generalized gamma convolution is characterized by a Thorin
measure U, we construct a sequence of Thorin measures {U, },en and show that this sequence
converges vaguely to U. A Thorin measure U,, uniquely determines a distribution F,,. We
apply Theorem [9.17]

Let Z, = (ﬁk )0<k<n be a partltlon on a compact subset of (0,00) where we have
0<Bon)<5 <B7(Z)<ooandﬁ \Oandﬁn — 00 as n — 00. The mesh of Z
is defined as mesh( n) = Maxj—1,. (ﬁ(") —gin )1) — 0 as n — oo. For each j € {1,...,n}

) _ g™ (n) et /
let o’ = U(B;7) — U(B;25)- Consider now the Condition (a) of Theorem [9.17 “ Let
f:(0,00) — R be a continuous function with a compact support. By the definition of the

Lebesgue-Stieltjes integral and because supp(f) C (5((]”), By(bn)]

/ J@OUaldt) = X7 FBWUE) - U - [ fo) Ul

(0,00) =1 (0,00)

converges vaguely as the mesh p(Z) gets smaller and smaller because U is monotone (it is
non-decreasing) for n — oc.

Consider now the Condition (b)) of Theorem For j € {1...,n} we have

1 M)y _ 17(8)
G =06 = o ) oo

Because 1/t is decreasing for ¢ > 0, we estimate

n

1 1 / 1
-U,(dt) = a;’ < = U(dt).
/<A,oo>f ) Z ﬂj(-”) ’ (A—mesh(Z,),00) ¢ @

j=1
,B;-")>A

Because this integral tends to zero as A — 0o, the left-extremity of the limit distribution is

also a.
Finally, consider Condition (d). For j € {1...,n} we have

1 (n) () \y _ 1
1“</s;n>> ) ~06=) = 1(5”) Jmy 7

j—1
Because In(1/t) is decreasing for ¢ > 0, we estimate

/(0’5) m(l) Z; ln< > )_/(o,s_mesh(zn» hl(%) Uldt).

ﬁ(n)<a

Because this integral tends to zero as € — 0, the assertion follows. q.e.d.
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The next lemma describes the process of approximation of the Poisson mixture distribu-
tion mixed over a generalized gamma convolution.

Lemma 9.32. Fiz A > 0. Let F be a generalized gamma convolution characterized by a > 0
and Thorin measure U with A ~ F and let {A,}nen be a sequence of random variables
given by Equation that converges weakly to A as n — co. Let {N,}nen be a sequence
of random variables such that

L(N,|Ay) = [Poissonl(AA,,) for each n € N. (9.33)

Furthermore, for each n € N let

(n) y < ) A ) .
R ~|NegBin|| o, ) jed{l,...,n}
J J 6J(n)+)\

and P ~[PaissonlAa) be independent. Define a sequence of random variables { My }nen by

M, =P+ > R", (9.34)
j=1

Then M, gNn for all n € N and {Ny}nen converges weakly to some random variable N
such that

L(N|A) % [Poissoni(AA) . (9.35)

Proof. The existence of the sequence {A;, },en is proven in Corollary and this corollary
also proves the representation of the corresponding sequence of distributions {F}, },en that
converges vaguely to the distribution F' of A. The equality of the distributions of the random
variables M,, and N, for each n € N is an immediate result of Corollary for m =1
because the random variables {B; ;;}ien simplify to a d; distribution.

Due to the weak convergence of the sequence of the distributions {F, },en it follows that
the sequence of the distributions of the random variables {V,, },en converges weakly, too,
since

PN, = k] = E[P[N, = k|An]] = E[k—’; e ]
AF
— E[Zre™] = E[PIV = k|A]] = PIN = &

as n — oo because the function f(z) = %,c e~ is continuous and bounded for z € [0, c0).

Since L(N,) — L(N) and M, AN, forall n e N, we conclude that also £(M,,) converges
weakly to L(IN) as n — oo due to the uniqueness of the limit. q.e.d.

Remark 9.36. It is interesting to note that a generalized analogue exists showing that a
Poisson-gamma mixture distribution is a negative binomial distribution. Bondesson [8]
p. 126/127, Chapter 8| defines the so-called generalized negative binomial convolution as
the weak limit of a sequence of finite convolutions of negative binomial distributions. This
class of distributions is the discrete analogue to the class of generalized gamma convolutions
which has compact support on Ry. There is a correspondence between generalized negative
binomial convolutions and generalized gamma convolutions: A distribution is a generalized
negative binomial convolution if and only if its probability-generating function G(z) equals
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the moment generating function M (z — 1) of a generalized gamma convolution, which can
be found in [§, p. 126/127, Chapter §].

In this context, since a negative binomial distribution is also a compound Poisson distri-
bution, it is interesting to note the following result in [60, Theorem I11.3.3]: a distribution on
R is infinitely divisible if and only if it is the weak limit of compound Poisson distributions,
which matches the distribution of N.
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Chapter 10

Error Bounds and an
Approximation

By approximating the random variable N given in Equation by a sequence { Ny, }nen,
the sequence of random sums S, = ZhNgl X, for n € N approximates the random sum
S = Zfl\le Xp,. We derive an upper bound of the distance between two Poisson distributions
each of which is mixed over a generalized gamma convolution with respect to the total
variation distance. A reference for the total variation distance can be found in [22]. This
estimate can be applied to the error estimate between the sequence {Sy},en and the
limit random variable S. Generalized gamma convolutions are self-decomposable (cf. [60,
Proposition VI.5.5]) and hence infinitely divisible (cf. [60, Theorem V.2.5]). Thus, since we
consider Poisson mixture distributions, we can find a representation as a compound Poisson
distribution. This will be crucial for the proof of our error estimate of the approximation.
Further we present how the approximation can be realized.

10.1 An Upper Estimate for the Total Variation Distance

In this section we establish an upper bound for the total variation distance between two
Poisson mixture distributions each of which is mixed over a generalized gamma convolution.
To this end, we use Lemma that provides M, < N, for n € N. Note that Theorem
10.8| presents a result in the total variation distance. Since we only need weak convergence,
the Prohorov metric is sufficient in this case. According to [35, Theorem 3.8] the Prohorov
metric dp metricizes the weak topology because Ny is a metric separable space and thus
metricizes weak convergence of random variables. Because of the argumentation in [35]
Equation (4.13)] the inequality
dp < dtv

holds, hence the weak convergence follows by this estimate. We need this estimate because
the total variation distance does not metricize the weak topology but has other convenient
properties. These considerations have a direct application in risk management where the
risk measure VaR is used. The value-at-risk at level § € (0,1) of a random loss S, which is
the d-quantile of S, is an approximation of the value-at-risk of S’ in the sense that

| P[S < ¢s(S)] — P[S’ < q5(5)] | < sup|P[S <m] — P[S" < m]|

meR

= dks(£(5), £(5)) < dv (£(5),£(5) ., (10.1)
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where dkg is the Kolmogorov—-Smirnov distance (cf. [22]), and the claim sizes { X}, }nen are
also allowed to take real values. The last inequality holds by [22], Equations (5) and (6)].
We put this estimate more exactly into the following lemma:

Lemma 10.2. Let X and Y be real-valued random variables and denote the Kolmogorov—
Smirnov distance of their distribution by d = dxs(L(X),L(Y)). Then the quantiles of X
and Y satisfy

(a) q5(X) < gs4a(Y") for every level 6 € (0,1 —d) and
(b) g5s—a(X) < q5(Y) for every level § € (d,1).

Proof. @ For a level 6 € (0,1 — d) we estimate the quantile, and by adding and
subtracting P[X < g5+4(Y)], we estimate

6+d < PlY < qgsra(Y)]
< PIX < g5ra(Y)] + | PY < gspa(Y)] = PIX < g5ra(Y)] |-

Due to dxs(L(X),L(Y)) = supmeR’ PX <m] — PlY <m] |, we estimate
6 +d < PX < g54a(Y)] +d,

hence P[X < gs544(Y)] > 9, therefore ¢5(X) < gs+a(Y).

(]ED Note that the assumptions of the lemma are symmetric in X and Y. Applying @
and interchanging X and Y and letting ¢’ := 0 — d yields g5 (Y) < gg14(X), which
completes the proof.

q.e.d.

We continue with a representation result that we need for the comparison between our
approximation and the limiting compound Poisson distribution:

Lemma 10.3. Fiz n € N. Let aj,3; > 0 for j € {1,...,n} and let X > 0. Let Y; ~
[Gammal(aj, 5;) be independent random variables for j € {1,...,n}. Let A be a non-negative
random variable such that A =a+ Y1 +---+ Y, for a > 0. Let N be a random variable
such that

L(N|A) = [Poissoni(A\A) .

Then
£(N) =CPGHu, F).
where
,u:)\a—l—zn:ajln< ) and F:)\aél—i—lzn:ajln(l)Fj, (10.4)
o 1=p, Iz et 1—p;

where F; =[Log|(p;) with p; = 5]% for je{l,...,n}.

Proof. Due to the convolution property of the Poisson distribution

[Poissoni(AA) = [Poissoni(Aa) +[Pofssoni(AY;) « - - - *[Poissonl(AY;,)

holds, and for each j € {1,...,n} there exist some random variables L; conditionally in-
dependent given Y7,...,Y;, such that £(L;|Y;) = [Paisson(A\Y;). Then L; ~ NegBin|a;, p;)
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holds for j € {1,...,n} because of Lemma for m =1 and T = 1. By Remark we

may write
K
d .
Lj = E Zj,ha J € {1, e TL}, (105)
h=1

where K ~ Elss'_mﬂ(aj ln(l%pj)) and {Z; ;}nhen are n sequences independent of K, con-
sisting of i.i.d. random variables such that Z;; ~ [Log(p;) for j € {1,...,n}. Finally we
apply [58, Theorem 1.1.15] and obtain the claim. q.e.d.

The following result gives us a powerful tool to find an upper estimate for differences
between distributions of Poisson random sums with respect to the total variation distance
to be found in [70, Corollary 3.2]:

Corollary 10.6. Let o, 8 > 0. Let {Xp}then and {Yn}hen be i.i.d. sequences of discrete
random variables with distributions F and G, respectively. Let M and N be Poisson

variables with means a and (3, respectively, and M and N are independent of the sequences
{Xn}nen and {Yp}hen, respectively. Let S = Zf]\L/I:1 Xy, and T = Zflvzl Y;,. Then

drv(£(S), £(T)) < min{|Va — /3|, |a = 8]} + min{a, 5} drv(F, G) .

For the sake of simplicity we introduce the following notation:
Notation 10.7. Let A > 0. Define

kx(t) =1In(t + X) — In(?), t € (0,00).
Now we are prepared for our estimate:

Theorem 10.8. Let A > 0. Let A denote a random variable distributed as a generalized
gamma convolution characterized by the Thorin measure U and parameter a > 0 and let ¥
denote a random variable distributed as a generalized gamma convolution characterized by
the Thorin measure V and parameter b > 0. Let

/(0 N (HAA)" U(dt) > /(0 . (HAA)" V(dt)  foralineN (10.9)

be satisfied. Let the random variables N and M have Poisson mizture distributions such
that

L(N|A) 2 [Poissoni(\A) and  L(M|¥) 2 [Paoissonf \V) .

Then the total variation distance satisfies

—v  Aa —bd
pov ., | ulj

drv(L(N),L(M)) < g‘“/ ~v|+ 2 2/

where

s / i Ud)  and  v= / k() V(db),
(0,00) (0,00)
as well as (' = p+aX and v = v + bA.
Remark 10.10. If a=b=0and U(T) > V(T) for all T > 0, then

drv(L(N), £(M)) < 2(4 —v).
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Remark 10.11. As we will see, a sufficient condition is

- A A
UT:/ —U(dt 2/ —V(dt) =V (T for all T > 0. 10.12
M= [ v [ s = v (1012)

Indeed, since U(T) and V(T') define measures,
A n—1 _ A n
/(O’OO) (t + )\) Uldt) = /(0700) (t + A) Ula)

/(o,oo) (tik)n_lf/(dt) = /<o,oo) (tiA)nV(dt)

hold for every n € N because T > 0 is arbitrary. Due to U(T) > V(T) for all T > 0 Equation
follows. U(T) > V(T) for all T > 0 is also satisfied if U(T) > V(T') for all T' > 0.
Remark 10.13. The parameters g and v in Theorem [10.8| are well-defined, i.e., they are
finite. This holds as follows; we have kx(t) = In(t + ) —Int < In(1 + \) + |Int¢| for ¢t € (0, 1],
and k) (t) < A/t for t € (1,00). Hence the claim follows by Equation because if the
integral is finite for subsets, then it is also finite for the union of these subsets.

and

Remark 10.14. In the discretized case of the generalized gamma convolution, i.e. a finite
gamma convolution, this convolution is characterized by a discrete measure V = >"" | a;dp,
and hence

/( )m(t)V(dt) =Y ailn(1+X/B) =v
0,00 i=1
holds.

Proof of Theorem [10.8, Since a Poisson random variable mixed with an infinitely divisible
non-negative random variable has a compound Poisson distribution (cf. [64, Corollary 4.1]),
we assume N = Zszl P; and M 4 Zle Q; with the following assumptions: Let {P;} en
be a sequence of i.i.d. random variables, and the sequence is independent of K ~ [Poissonl(y/).
Further, let {Q;} en be a sequence of i.i.d. random variables, and the sequence is independent
of L ~[Paissonl(+’). The first part of the upper bound is a direct application of Corollary
and provides

drv(L(M),L(N)) < min{‘\/;?—\/?’, |1 =V [}+min{y/, '} dry (L(P1) , £(Q1)) . (10.15)

It remains to compute p', v/ and dpy(L(P1), £(Q1)). We first determine the distribution
of the random variables P; and (); with the help of the probability-generating function.
We adopt the approach of [64, p. 90] that gives us the following formula for the Poisson
parameter p’ and the probability-generating function G p, (z) of the severity distribution P;:

i = —1InLyx(1),
Laa(1)

1“(@2?1%))
In Lyx(1)

where L is the Laplace transform of a generalized gamma convolution as in Equation (9.11)).
Plugging this in yields for the Poisson parameter p’

) = —InLy(N) = —ln(exp(—a)\ - /Ooo ln<¥) U(dt)>>

= a)\—l—/ k() U(dt) = p+ aA. (10.16)
(0,00)

Gp (Z) =
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10.1. An Upper Estimate for the Total Variation Distance

We compute v/ = v + b in the same manner. In the next step we have
Ly (1) / t+ A
In—F—2—) =1 —adz — 1 Ul(dt
n(LM(l—z)> P o n( t ) (dt)
t+ A1 —
+/ MM) U(dt)>>
(0,00)

t
4+ A t+ A1 - 2)
arz /(o,oo) n< . )U(dt) +/(0700) n( . )U(dt),

which implies

Gp(z) = _IM, (—a)\z+ /(Om) 1n(t+:i1;2)) U (dt))

= Lo [ (i) uar)).

G(”)
Further, P[P; = n] = —2 © for n € N holds. The derivatives of Gp, (z) are

n!

M=y N
Gp, (%) M'( Al{n_1}+/(0700) G+ A= 2) U(dt)),

for n € N, as a short proof by induction shows because integration and differentiation may
be interchanged according to [5, 16.2 Lemma]. Hence

1 A" (n —1)! )
Mgy + A=)
iyt ( =1 /(o,oo> T

1 A \™ a\
- AN+ o1, 10.17
! (o,oo)(t+/\> () + =) (10.17)

PP =n| =

The distribution of )1 can be calculated in the same way by substituting A by ¥ and
plugging in V' and b, and we obtain

1 A \" b\
P[Q: = n] = — ANV + 2, e N.
[Q1 =n] /(07oo)<t+/\) (dt) + ol n=1} n

nv/

By adding a “zero-term”, the difference between the probability mass functions of P;
and 1 for n € N evaluates to

Mav' — bu')
nly'v'

N i@ /(O’OO)(ti)\)nU(dt) - Vl,/(o’oo) (H_)\A)nV(dt))

Aav — bu')
= ———— " l@m=1

nly'v’

et (e () v

+ (i) /(0 . (ti)\)nV(dt)) (10.18)

P[Py =n] — P[Q1=n] = Lin=13
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Due to the assumption in Equation (10.9) we calculate the absolute value for n € N

|P[Py=n] — P[Q1 =n]| < Wl{"l}
+ Wl,y, <1/</(0 OO) (ti)\)nU(dt) - /(O,Oo) (A)”V(dt))
+ | —v \/ (dt)) (10.19)

By application of [5, 11.5 Corollary] summation and integration may be interchanged in the
next estimate because (A/(A +t¢))" is non-negative. By using Equations ((10.18]) and (10.19)
we obtain for the total variation distance

drv(L(P1), £(Q1)) = %Z} P[Py =n] — P[Q1 = n]|

< 1A av' — byl
2 wv'

1’</000)i111<ti)\ Uldt) /OOO)Z t+)\> dt))
M—V /OOOZ t~|—>\> dt))

The logarithm can be expanded as

;i<$‘>n:_ln<1_ti/\) :_IH(H%) t>0. (10.20)

Since —ln(t%\) = ln(%), we obtain

e

B M)

) t )\
s / m(i) V(dt)>
WYt J(0,00) t
1 )\|a1/fbu| w—v
9 /‘/ ' v
1/ Xav — bu w —v
2( | L u’ ) (10.21)

. V[} < | = /| and min{y/, 1"} < 1/, we have by
insertion into Equation (|10.15)
1 Ajav/ — by |

1
/
AR U R

v (£(M), £(V) < S|4

which completes the proof. q.e.d.
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10.1. An Upper Estimate for the Total Variation Distance

It is interesting to note that the total variation distance between random sums with the
same severity distribution only depends on the total variation distance between the claim
number distribution:

Corollary 10.22. Let the assumptions of Theorem be satisfied. Let {Xp}ren be
a sequence independent of N and M, consisting of i.i.d. non-negative discrete random

variables. Let
N M
S::ZXh and T::ZXh.
h=1 h=1

Then the total variation distance is

drv(£(8) L) < ol /| +

with the same notation as in Theorem [10.8.

Proof. We estimate the total variation distance between the random sums by applying the
law of total probability and then interchanging the order of summation

dry(£(S). £(T) = 3 3

k=0

s ZP[ZXh_k] — ] — FIN =)
k=0 'm=0

<y P[ZXh_k]‘]P’M m] - PN = m]|
21n:0k:0 h=1

_ % S |PIM = m] — PIN = m]| = drv(L(N), £(M))
m=0

This estimate can be also found in [70, Lemma 3.1]. An application of Theoremm provides
the claim. q.e.d.

Remark 10.23. Using the estimate in Theorem [10.8] it is possible to obtain an upper and
lower bound of the limit distribution, i.e., an approximating distribution that underestimates
the risk and an approximating distribution that overestimates it. The difference may be
estimated by the triangle inequality applied to the total variation distance. This holds as
follows: Let u,v, A be probability measures on a countable state space €2. Then

vl v) = 5 3 () = (@) = 3 3 @) = M) + A(@) - v()

e xEQ
< 5 S (lule) =A@+ A@) ~ v(@)]) = drv(a, ) + drv(d,).
xEQ

Remark 10.24. The problem of evaluating a compound Poisson mixture distribution with a
recursion was already treated in [64, Chapter 3.3]. The authors give a recursive algorithm
for the evaluation of such a compound Poisson mixture distribution and assume only the
mixing random variable to be positive while relaxing the assumption of infinite divisibility.
It is an alternative to Panjer’s recursion (which is used only partly). Yet, in the n-th step,
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the algorithm requires the calculation of the n-th derivative of the Laplace transform of
the mixing distribution. As the reader may surmise, computing the n-th derivative of the
Laplace transform of a generalized gamma convolution in Equation is rather tedious
work. It includes the application of the product rule and chain rule which can be done
by Faa di Bruno’s formula. For growing n this quickly becomes a cumbersome term. Our
algorithm avoids the need to calculate derivatives as Panjer’s recursion usually does.

The Laplace transform of the mixing distribution also contains the problem of computing
an integral with respect to its Thorin measure. This integral might not be evaluable
analytically but only numerically. Hence, there would be some inaccuracy to cope with.
Unfortunately, the authors do not give an error estimate for this scenario.

10.2 Approximation of the Thorin Measure

In this section we consider approximations using the upper estimate given in Theorem [10.8]
In order to further extend the examination of the error bounds for applications, we apply
Theorem to the Thorin measure V' in Remark which is a vague approximation
of the Thorin measure U as in Theorem In the following lemma we include in our
consideration a case where U is not continuous but has several jumps. In this case the
approximation V is exact at these points and hence the step sizes cancel out, but the
approximation may have more steps than jumps. If U is continuous, we choose arbitrary
points for the step sizes (and hence the respective jump sizes are zero). The following lemma
provides an upper estimate for practical use in applications.

Lemma 10.25. Let A > 0, n € N and U denote the Thorin measure of a generalized gamma
convolution. Let 0 = By < f1 < P2 < --+ < By, with jump sizes AU(B1),...,AU(SBy), where
AU(t):=U(t) - U(t—). Let

_AU(B) < ap < DA / A p(a)
A (Bi—1,8:) t+ A

for i€ {1,...,n}. Then for

V(t): (10.26)

I
e
_l_
>
=
=
=

»
8
-
m
=
8

and

the following holds

0<p—v= /(Bmoo) k() U (dt) + Z( /( N CLITR n,\(ﬁi)ai) (10.27)

=1

Proof. For all t > 0 the function ky(t) > 0 is decreasing. Thus the integral is computed as
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10.2. Approximation of the Thorin Measure

follows since V' does not contribute any mass between the points g; for i € {1,...,n}:

”_V:/m,oo) ka(t) (U — V)(dt)
_ /( RECHD +Z / U(dt) +Zm B (AU(5:) — AV (5)

i— 1ﬁz
:/(m EXCLCD +Z</ﬁz ROV~ (e ) (10.28)

since AU(B;) — AV (i) = —a; for i € {1,...,n}. It is easy to see that if

1
@i < /( o k(1) U(dt),

the summands are non-negative, and if —AU(f;) < «;, then V' is a non-negative measure.
This does not yet provide an upper bound for the approximation error. In order that «;
also satisfies  — v > 0 according to Theorem consider the following: U(T) > V(T) in

Equation (10.12) implies for all 5y with k € {1,...,n}

X
/ﬁk]HA(U v Z/zl,ﬂz)“FA dt+zﬁz+AAU(ﬁl) AV(&)

A A
_Z</m e G A >>0

ifo0<aq; < 'Bi—;\r}‘fﬁl 152)L)\U(alt) fori e {1,...,n}.
Hence o; with i € {1,...,n} has to be smaller or equal to the minimum of the two upper
bounds. We claim that

Bi+ A / A 1 /
2 U@dt) € —— k(1) U(dt).
A Sy tHA wx(Bi) J(6;-1.8:)

Let [ (i1, T i}\ U(dt) = 55 )\a, Then, by Equation ([10.20)) and since ; /\ is decreasing for

9

A =1
/(ﬁi—lﬁi)l <t+ /61 1,84) gn( t+ A ) (dt)
/wi_l,ﬁi gi( i )n1<t;\/\)U(dt)

Hence the assertion follows. q.e.d.

Remark 10.29. The proof also shows that an optimal choice of «; is

_BitA A :
o =" /(ﬂlﬂ)<t+)\)U(dt), ief{l,...,n}). (10.30)
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The previous lemma gives us only an upper bound for the total variation distance. The
following corollary proves that the approximation in Remark [10.29| converges vaguely.

Corollary 10.31. Let A > 0 and n(m) = n2m 1 — (2771 —1) and U denote the Thorin
measure of a genemhzed gamma convolution. Let 0 = BO < B - < ,Bn 1 < oo with
Jjump sizes AU(B1 )), AU(B(())), where AU(t) :==U(t) — U(t—). Choose {a }mEN

for 7 6 {1,...,n(m)} as in Equation (10.30). For an ap%)ropm'ate choice of the step sizes
{B }meN for ic{l,...,n(m)} with 387" n(m —> oo and B; ' N\, 0 as m — oo the sequence

{Vintmen is determined and converges vaguely to U as m — oo. The difference in Equation

m 10.27)) decays to zero.

Proof. By the choice of

(m
m)y _B; + /\/ A .
o == o 500 TH U(dt), ie{l,...,n(m)}, meN,

the approximating sequence {V}, };men becomes

B; +>\/ A )
m = T 7 A . 10.32
" ;< A (ﬂfl"f,ﬁ‘”“)HAU(dtH U(B™) )35 (10.32)

To prove the vague convergence consider an arbitrary continuous function f: (0,00) — R
with compact support. Then we have

n(m)

(m)
(m) B+ A A AU )
/moo) Z 1 ( /wf o) ¢ e

(m)
a Z = U(dt) — ——_Ul(dt AU (B
v < A < (0,6 t+ A ) 0,8 T+ A (dt) ) + AU(5;)

where we note AU(0) = 0. Let U(T) = f(o 7] t+)\U(dt) for T'> 0. Noting that AU(B( ))

fills the gaps between the intervals (ﬁ(ml , ﬁi( )) fori e {1,...,n(m)} and m € N, we observe

7

n(m) (m)
_ ) Bi A (= am) o pm) A (m)
. fOVatan = > A (006 ) - 06 + S av™)
S w2 o = / FOUd) (10.33)
(0,00) A (0,00)

as m — oo because of the definition of the Riemann—Stieltjes integral.
The integral in the upper estimate of Equatlon can be arbitrarily small dependent
on the ch01ce of the parameters Bgl) and B . This holds as follows; we may assume that
(1), ey 6n (1) satisfy Bl < ﬂ ) < 00 for t e Thorin measure U such that the following
holds for some arbitrary € > O

/ pA()U(dt) <e/3  and / rA(t) U(dt) < /3, (10.34)
0,8") (600

respectively. This holds because of an analogous argumentation for both integrals. The
well-defined state follows by Remark [10.13] Integrating at 0 and co has measure zero and
kA(t) is non-negative for A > 0 and ¢ > 0, thus the integrals are increasing.
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10.2. Approximation of the Thorin Measure

The sum in Equation (|10.27)) can be transformed as follows with respect to Equation
(10.30]) using that A\/(t + A) decreases for ¢t > 0

; </(ﬁ(m) (m)) R)‘(t) U(dt) - HA(ﬂz'(m))al(m)>

i—127%

n(m) (m)
< ZZ; (HA(/Bi—l)(U(/Bz’ =) = U(BZ]) — ra(B; )A/(Bf ) gy 1 —MU(dt)>
< S (BB =)~ UEI) — s B (O™ )~ T )

=2

Simplifying this term and extracting the upper estimate of U(ﬁi(m)—) -U (BZ(Tl) ), that is
maXz‘:Q...m(m)(U(ﬁi(m)—) - U(Bl(inl))), yields

S TAp—

< _max (U(A™ =) = UE™) 3 (m(5) —m(a™)

i=2...,n(m)

= _max (UG =) ~UBI)) (m(8]) = ma(B0))

Reducing max;—s__,(m) (U (,Bfm)—) — U(Bl(inl) )) by halves reduces the error coming from this
sum by halves. Choosing BZ.(mH) for i € {2,...,n(m + 1)} with i mod 2 = 0 such that
Bi(erl)

satisfies

(m) (m)
U(Bi(m—l-l)) _ U(/B(i+1)/2_) T U<ﬂ(i—1)/2)’

2
and keeping the other B (mH+1) Jeads to a decay. Thus there exists an N = N(¢) such that
for n(m) > N
n(m)

2 (/( (m) 5y ra(t) U (dt) - “A(ﬁi(m))o‘gm)> — (Bl < /3,

which denotes the middle term in Equation (|10.27]) with respect to Equation (10.34f). Because
€ > 0 was chosen arbitrarily, the assertion follows. q.e.d.

A sequence of probability distributions defined by the sequence {V};, }men that converges
vaguely converges weakly to a generalized gamma convolution as the next corollary proves.

Corollary 10.35. Let a Thorin measure U be given. Let the sequence of Thorin measures
{Vin}men be given as in Equation . Then the sequence of generalized gamma convo-
lutions defined by {Vin}men converges weakly to the generalized gamma convolution defined
by the Thorin measure U.
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Proof. For the proof we apply Theorem Condition @ has already been shown in
Corollary (10.31} We proceed as in the proof of Corollary For Condition (b)) following

Equation (10.33)) we observe

n(m) (m)
! L B™ + A 5080my  gm
/ FVnld =3 o= (U™ ~UBM)
(4,00) =1 /87,
B> A
; s ' ; B St 5
B> A 0™ A

Asin Corollary this has a upper estimate that converges to zero as A — oo. An analogous
argumentation holds for Condition (c) and [, (0,0) In(t=1) V;,(dt). Hence the assertion follows.
q.e.d.

The evaluation of an integral for each agm) fori € {1,...,n(m)} as in Corollary [10.31
can be circumvented. The upper bound can be rewritten:

Remark 10.36. Consider the special case when o; = U(8;—)—U(B;—1) denotes the U-measure
of (Bi—1, ;) for i € {1,...,n}. Then, since k) (t) is decreasing,

ra(Bi-1)

a; =U(Bi=) = U(Bi1) < (U(Bi—) = U(Bi-1)) ra(Bs)

m(lﬂi) /(6‘ U,

Hence this estimate simplifies to

0<p-v< /(wl)wa) — ma(B0) U(dt) + / i (t) U (d)

(187%00)

+ Y ai(ma(Bim1) = ra(B)-

Corollary shows that the upper bound of the smallness difference between p and v
can be chosen arbitrarily. However, this requires an evaluation of an integral, which could
become very uncomfortable. The next corollary finds a remedy. It is an approximation that
circumvents an approximation of the integral by approximating the measure U.

This corollary provides for each n € N a decreasing estimate because 1 and v are
well-defined (see Remark , respectively. It formalizes Remark

Corollary 10.37. Let A > 0 and n(m) = n2m 1 — (27"*1 - 1) and U denote the Thorin
measure of a generalized gamma convolution. Let 0 = B(() < ﬂl - < ,B(() < oo with
Jgump sizes AU(B1),...,AU(By), where AU(t) := U(t) — U(t—). Let oz( = (ﬁ(l -) =
U(Bi(i)l) forie{l,...,n(m)}. Let {Vi,}men be chosen as in Equation (L Then for an
appropriate choice of the sequence {a(m bmen for i € {1,...,n(m)} and of 51 and ﬁn )
the difference in Equation converges to zero and the sequence {Vi,}men converges
vaguelytansm—)oozfﬁ )—>ooandﬁ1 N0 as m — oo.
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Proof. For the vague convergence consider a continuous function f: (0,00) — R with
compact support. Then we have using V,, = E?:(T)(agm) + AU (Bfm)))d (m)

™ and o 7 =
U™ -) - u(p™)

n(m)
[ 0V = 3 SO ) - ) + AU
Z FB™) (WU

(m) (m)
) - UB) = 0o f)U(dt)
as m — oo because of the deﬁmtlon of the Riemann-Stieltjes integral.

The integral in the upper estimate of Equation can be arbitrarily small dependent
on the ch01ce of the parameters By " and B, . This holds as follows: we may assume that
51 Y B (1) satisfy 61 < ,8 (1) < 00 for the Thorin measure U such that the following
holds for some arbitrary € > 0 shlftmg the first term of the sum in Equation (10.27)) to the
lower estimate

/ (ka(t) = ma(B{)) U(dt) < /3 and / rA(t) U(dt) < /3, (10.38)
0,8") 8%

n(1)>° o)
respectively. This holds because of an analogous argumentation for both integrals. The
well-defined state follows by Remark Integrating at 0 and oo, respectively, has the
measure 0 and k() is non-negative for A > 0 and ¢ > 0, thus the integral are increasing.
The sum in Equation can be transformed as follows for i € {2,...,n(m)} and

m & N using o) = U(5(" =) —U(5"))
n(m)

(m)y _ (m)
Z</<6£ o POV =33l )
n(m)
< > (MBI E™ =) = UEm)) — ka(B)al™)
=2
n(m)

o™ (kA (B™)) = rA(BT™)).

[\

i

Estimating with max;—s . (m) agm) and factoring this out yields

>
1=2

/ kA (t) U(dt) — mﬂ;mnagm)
6(m) (m))

( i—1274

< max ozz(m) (143/\(51(1”1)) - ”A(ﬁz‘(m)))

(m ™
5%(770)) z‘=21,??7)1{(m) h

(m) (m)

If we successively reduce the increments o 7, . .. s X om) of V,, by halves for m € N (i.e.,
we also reduce the error resulting from this sum by halves), we have

oY 2y~ u(aV) - 50 Ar(g®
O e = L R
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and hence there exists an N = N(¢) such that for n(m) > N

n(m)
> (
=2

/ B gm)y () U(dt) = “A(ﬁz'(m))agm)) <e/3.

( 1—17
Hence the assertion follows. q.e.d.

Remark 10.39. A sequence of Thorin measures {V;,, }men given in Corollary that con-
verges vaguely to a Thorin measure U defines a sequence of generalized gamma convolutions
that converges weakly to a generalized gamma convolution defined by the Thorin measure
U, as an application of Corollary shows.

Corollary and Corollary lead to the following conclusions: Given a Thorin
measure U we determine a random variable A (cf. Definition . Because the sequence
{Vin}men constructed in Corollaries [10.31 and [10.37} respectively, converges vaguely to U,
it follows by Corollary and Theorem m respectively, that the sequence {A,, }men of
random variables converges weakly to A as m — oo.

To make the approximation more efficient, we state the following assumption in accor-

dance with Corollary [10.31

Assumption 10.40. Apply the notation of Corollary and let n(m) = n2m=1t —(2m=1
1). To make the approzimation of the Thorin measure U by {Vy,}men more efficient, we
assume the following:

(a) If U has m jumps (with m + 2 = n), say at the points ty for k € {1,...,m} and if
to = 0, then we set

B =¢, gl =t BV =c,

such that ¢ and C satisfy Equation (10.34) and then compute %(1) forie{1,...,n}
according to Equation (10.30). If U does not have jumps, then we suggest taking the
following values

gl) =c and Bél) =C,
and then calculate the corresponding ozz(l) fori=1,2.

(b) For m € N we assume for i € {1,...,n(m+1)}

55;”3 ifimod2=1 and i <n(m+1)
2
g = Ut (H(uB™) + U (B))) ifimod2=0 andi < n(m+1)
2 2
AN if i =n(m+1),
(10.41)

and that ozngrl) satisfy Equation (10.30)).

We now derive an algorithm that shows how to approximate recursively the random sum
S =N | X, where £(N|A) = [Palsson(AA) and A is a generalized gamma convolution
with parameter a and Thorin measure U, and {X}, }ren is a sequence independent of (N, A),
consisting of i.i.d. random variables, which are either non-negative and discrete or discrete
approximations of continuous non-negative random variables:
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Algorithm 10.42. Given a generalized gamma convolution F' with A ~ F characterized
by a > 0 and Thorin measure U, Corollary describes how to construct a sequence
{Vin}men that converges vaguely to U. For each m € N the measure V,,, defines a generalized
gamma convolution F,, and by Corollary the corresponding distribution converges
weakly, by Theorem [10.8 and Lemma [10.25] the quality of convergence of the sequence of
random variables { N, } men follows. Corollary also describes the difference between
the random variables N and N,,. An application of Lemma [9.32] provides a alternative
representation that also converges weakly. Equation gives an upper bound of the
difference between p and v with respect to a series which also converges to 0. We proceed
as follows:

e Choose an error bound ¢ in the total variation distance. To obtain a reasonable result
pay attention to 6 < Jo© ®a(t) U(dt). Determine by Assumption [10.40 @ the first

parameters a ,B forie {1,...,n(1)}.

e If Equation ([10.27)) is satisfied, we are done. Otherwise, determine agm) and ﬁi(m) for
m € Nand i € {1,...,n(m)} by Assumption |10.40 (]E[) and check Equation (10.27)

iteratively until the desired exactness is reached.

e By having found appropriate parameters ozl(m) and ﬁi(m) for i € {1,...,n(m)} with
n(m) = n2m~1 — (2m~1 — 1), the respective distribution of the random variable M,
in Equation (9.34]) is determined, which is a convolution of n(m) negative binomial

distributions. Then we can compute an appropriate approximation of the distribution
of S by S,(;n) which is

n(7n n(m) R(n(m))

n(m - Z Xh—ZXh+Z Z —th7
i=1 h=1

where {X; 5 }ren are n(m) independent sequences independent of the random variables
R(n(m)) for i € {1,...,n(m)}, consisting of i.i.d. random variables and X;; has the
same distribution as X1 for i € {1,...,n(m)}. Additionally P ~ [Poissonl(Aa) holds.

o Let N
(m) '
g = fori e {1,...,n(m)}.
ﬂfm) +A
LS nm)) g
By Remark [2.7| we have R Zh .Yy, for i € {1,...,n(m)} such that
Rz(n(m)) ~ [CPoll <a£m) ln<1 ( )>,@(q§m))>.
1-— qim

We proceed as in [21] Section 5.5]. For the reader’s convenience we repeat the single

steps. Now let

(n(m)) (n(m))
Y Y

(n(m)) _
S(z Ry Z Xik

(n(m)) (n(m))
k=Y py Yot

fori € {1,...,n(m)} and h € N. By [21, Remark 5.11]

n(m d
S( §) )) -4 S(( n(m)) )) = Xi,l et Xi,RE"(m))

(i, (n(m)

115



Chapter 10. Error Bounds and an Approximation

holds. The sequence {S }heN is i.i.d. and the distribution of S (( n(m) can be calcu-

lated by a numerically stable Panjer recursion since Y(( () ™) i in the }Panjer(qi, —qi, 1)

class.
e Further the random sum S,,,,) can be represented as

ZX+Z ZS”(’",
=1 h=1

and the probability-generating function of its distribution is given by

Gs, ) (2) = exp(Aa(Gx, (2) — 1) nH exp( ln(l(m)> (G yom (=) 1)>

1— q; (4,1)

7

= exp((Aa + v)(G(z) — 1))7

where |z| <1 and v = Z?(l)a( )ln(lil(m)> and
—4

- q(m)> G ontm (2) (10.43)
Aa+v S(TY)%) ’ ’

Ny tm) o™ n(
G(z) = Gx,(2)+ Y

Aa + v

e Hence calculating the distribution of S((n(r)n)), e ,Sé(z((;:)))l) and of X7 provides the

coefficients of the respective probability-generating functions and the coefficients of
G(z), which are the probabilities of the severity distribution of a compound Poisson
distribution with counting distribution [PoissonlAa + v). Thus we only conduct n(m)+1
Panjer recursions and replace the n(m) convolutions by a convex combination and
another numerically stable Panjer recursion.

Remark 10.44. This algorithm is very efficient with respect to the speed of approximation,
but might require a huge memory capacity. Remembering old values of the 51-(m) has the

advantage that in each step we only need to compute for half of the Bz(m) the value in
Equation . If the Thorin measure U is strictly monotone and continuous, the inverse
U~! can be evaluated directly, otherwise U ! should be understood as the generalized
left-inverse. If the inverse is known, the computation is very fast, otherwise the numerical
approximation of the inverse could become very time-consuming. This approximation can
be circumvented, if in each step 3 (ﬁ +5; +1) is taken, respectively, and then the a,gm) are
computed. This also converges vaguely, but the efficiency of approximation is abandoned.
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Chapter 11

An Extension of

the CreditRisk™ Model to
Multivariate Generalized Gamma
Convolutions

We now provide a generalization of the CreditRisk™ model with several risk factors. Consider
the random sum

m Ni
S = Z Xihs (11.1)

i=1 h=1
where the loss sizes {X; }nen for i € {1,...,m} are m independent sequences of i.i.d.
random variables and the loss numbers (Ny, ..., N,,) are random variables, each with a

Poisson mixture distribution independent of all the losses {X; 1, }ren. We assume that the
mixing distributions are generalized gamma convolutions. Hence we model a common mixing
random vector with a multivariate distribution. It is therefore necessary to consider a further
characterization of generalized gamma convolutions in one dimension because this is crucial
for the construction of multivariate generalized gamma convolutions.

11.1 Introduction to Wiener-Gamma integrals

In Chapter we introduced generalized gamma convolutions as the limit of sums of
independent gamma-distributed random variables. Now we consider once again generalized
gamma convolutions and introduce the notion of Wiener—-Gamma integrals. This connection
is presented in [36], and we state here some results that are important for us. For further
reading on gamma processes cf. [68]. Recall that a gamma process (7;)i>o follows a
[Gammal(¢, 1) distribution for ¢ > 0, cf. [36, Equation (4)]

Ply: € da] = e—at_lda, a>0.

T(t)

Thus we use Wiener-Gamma integrals as in [36, Equation (5)]

AP = / h(s) ds,
(0,00)
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Chapter 11. An Extension of the CreditRisk™ Model

where h: Ry — R, is a Borel measurable function such that
/ In(1 + h(u)) du < co.
(0,00)

This condition ensures that the Laplace transform of A" is well-defined, cf. [68, Equa-
tion (7)]. Such a Wiener-Gamma integral allows for another approach to generalized gamma
convolutions because they coincide as can be found in [36, Proposition 1.1].

Proposition 11.2. The class of positive generalized gamma convolution random variables
coincide with the class of Wiener—Gamma integrals. More precisely:

(a) If A" = f((),oo) h(s)dys, then

—tAM] _ _ t
E[e™*] —exp< /(o,oo)ln<1+$> Uh(dx)>, t>0
1

where Uy, denotes the image of Lebesque’s measure on Ry under the application s — Ok
In other terms:

/ e_h(wS) ds = / e_xz Uh(dZ), x> 0.
(0,00) (0,00)

We note that h may vanish on some measurable set.

(b) Let A denote a generalized gamma convolution with Thorin measure U. Let Fy(x) :=
f(O,x] U(dy) for x > 0 and denote by Fljl its right-continuous inverse, in the sense of
the composition of functions. Then

1
ALAR with h(s) = ——.
Fio(s)
These results can be generalized to higher dimensions. Let S). be the unit sphere
on a finite dimensional Euclidean space B with respect to the norm || - || and equipped
with its Borel o-algebra. Let K be a cone. Write Sk | = S| N K. Examples for K

are K = R4 or R". As in [51, Section 4.1] we let the dual cone K’ of K be defined
as K/ = {y € B|(y,s) > 0 for every s € K}. Let us first introduce the definition of a
multivariate gamma distribution, cf. [51), Definition 4.1, Proposition 3.3]:

Definition 11.3. Let p be a probability distribution on K. Let « be a finite measure on
the unit sphere Sg .. Let B: Sk .| — (0,00) be a Borel-measurable function satisfying

the condition )
| — d . .
/SK,L n(l + 5(“)> a(dv) < 0o (11.4)

Then p is called an m-dimensional gamma distribution with characteristic quantities o and
B, abbreviated by I'k («, ) if the Laplace transform of p satisfies

L(s) = exp ( /S - /]R + (et _1) e_i(v)r dra(dv)) (11.5)

for all s € K.
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11.1. Introduction to Wiener—Gamma integrals

Note that by [51, Proposition 3.3] Equation ensures that Equation is well-
defined. Now we present some results of [51], Section 4.3] concerning It6—-Wiener—-Gamma
integrals. Let v = (7¢)i>0 be a K-valued gamma process such that p1, 3 = I'x (e, 3) is the
distribution of ;. Let N,(ds,dz) be the random measure on R, x K associated to the
K-valued jumps of v and 7y, , which is the Lévy measure of v given by

(v)r
Mo s (E) = / / 1E(7‘v)e dr a(dv), E € B(K).

Further (cf. [51], Section 4.3]), let h: Ry x Sk . — Ry be a measurable function such that

/SK“/OOO) n(1+ u();)))dwa(dv) o0,

in which case we say that h belongs to L(I'k (e, 8)). According to [51], Section 4.3] it can be
proven that the following It6—Wiener—-Gamma integral type is well defined

_a+/ooo/ ” H xN(ds dx) (11.6)

in the framework of integration with respect to infinitely divisible independently scattered
random measures (cf. [52, Lemma 2.3]) with a € K. By [51, Proposition 4.2] the integral in
Equation is well-defined if and only if h belongs to L(I'k (v, 5)). This is equivalent to
the following two conditions

/ / IIn(t)| Gy(dt) a(dv) < oo
Sy /(0,1/2)

/ / }Gv(dt) a(dv) < oo
SK,H‘H (1/2,00) t

where G, (dt) is the measure on Ry which is the image of the Lebesgue measure on Ry
under the change of variable s — 5(v)/h(s,v). It can be easily seen that there is a direct
analogy to the existence of the Thorin measure U in Equation . Finally, the following
proposition is important for us, cf. [51], Proposition 4.3]:

Proposition 11.7. Let h € L(T'x(«, 8)). Then the distribution of the K-valued random
variable A" is infinitely divisible and has Laplace transform

—B(v)r
Lyn(s) = exp< s, a) / / / e Th(z (s, ”>)e dz dr a(dv))
Skl ¥ (0,00) J(0,00) r
= exp<—<8,a> — / / ln 1+ ’U>> Gy(dt) a(dv)), se K', (11.8)
SK,“‘H (0,00) t

where a € K and G, is a Thorin measure on Ry for a-a.e. v which is the image of the
Lebesgue measure on Ry under the change of variable w — B(v)/h(w,v) (cf. Definition

. Moreover, the Lévy measure of A is
n(E) —/ / ku(r) dr a(dv), FE € B(K),
Sk -1 ¥ (0,00) "

() = / =Tt G (dt).
(0,00)

and

where

119



Chapter 11. An Extension of the CreditRisk™ Model

11.2 Multivariate Generalized Gamma Convolutions

In this section we introduce a version of multivariate gamma distributions and — the main
topic of this section — multivariate generalized gamma convolutions. For further reading
on multivariate infinitely divisible distributions cf. [3], for multivariate generalized gamma
convolutions cf. [51]. We will use multivariate generalized gamma convolutions as mixing
distributions for the Poisson mixture distribution of the claim numbers later in this chapter.
As in the case of multivariate gamma distributions a unique extension of generalized gamma
convolutions to higher dimensions does not exist, hence we consider two approaches.

A definition of the multivariate normal distribution motivates the following definition
of multivariate generalized gamma convolutions: a random vector Y is said to have a
multivariate normal distribution in a Hilbert space H if for every h € H the scalar product
(h,Y’) is normally distributed (cf. [I1, p. 53]). According to [8, Chapter 3.6, p. 46], we may
extend Definition to an m-dimensional generalized gamma convolution as follows:

Definition 11.9. The distribution of a random vector (Aq,...,A;,) with non-negative
components is said to be an m-dimensional generalized gamma convolution (in the weak
sense) if the distribution of ¢y A1 + - - - + ¢ Ay, is a generalized gamma convolution whenever
Cly...,Cm 2> 0.

Using this definition, it is possible to model default cause intensities that satisfy the
requirements of Equation (11.1)), as the next example demonstrates.

Example 11.10. If Aq,...,A,, are independent random variables each of which is dis-
tributed as a generalized gamma convolution, then ¢y + ¢iA; + - -+ + ¢ Ay, whenever
€0y - - -, Cm > 0 is a random variable with a generalized gamma convolution because general-
ized gamma convolutions are closed under convolution and scaling.

This is a very intuitive definition for an easy understanding. However, for an analytical
tractability there is a more useful characterization of a multivariate generalized gamma
convolution.

Let K now be a proper cone of R™. As [5I, Section 4.1] states, the cone K is called
proper if x = 0 whenever x and —x are in K. In accordance to our model assume that K =
R = [0,00)™. With regard to Section we are prepared for the actual characterization.
Multivariate generalized gamma convolutions are given by [51], Definition 4.4]:

Definition 11.11. The class of K-valued generalized gamma convolutions is the collection of
all infinitely divisible distributions on K with Lévy measure 7, having a polar decomposition

r

— T kv(r) T olav
() = /SK’”' /(0700)1]5() dra(dv),  FeB(K),

where k,(r) is a measurable function in v and completely monotone in r for a-a.e. v.

As in the univariate case, Proposition [11.7] states that the class of distributions of
It6-Wiener-Gamma integrals A" coincides with the class of K-valued generalized gamma
convolutions. Note that in most cases we will use the characterization given in Equation
(11.8).

Remark 11.12. It is not necessary to specify the norm we use. By [51], Proposition 3.4] we
need only change the parameterization if we choose another norm.
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11.2. Multivariate Generalized Gamma Convolutions

These two definitions lead to a similar construction and interpretation of a multivariate
generalized gamma convolution. Since there are many approaches of finding a multivariate
gamma distribution, cf. [44, Chapter 48], a unique construction of a multivariate generalized
gamma convolution does not exist either. Cheriyan and Ramabhadran’s extension (cf.
e.g. [44, Chapter 48.3.1]) seems to offer a good starting point: Consider n independent
gamma-distributed random variables such that Y; ~ [Gammal(c;, 3;) with «;,8; > 0 for
j € {l,...,n}. Define Z = (Z1,...,Zy)" where Z; = > j-1¢i;Y; and ¢ ; € {0,1} for
ie{l,...,m}and j € {1,...,n}. For simplicity we assume that for each j € {1,...,n} the
random variable Y} should appear in at least one Z; for i € {1,...,m}. Then the Laplace
transform of the distribution of Z is computed as follows

L(s) = E[e_<s’z>] = E[e_zglsizi] = E[e_zglsi Z;L:lci’jyj}, s € R

Using the independence of Y7,...,Y, and their distribution

n n
ST e Y B )
L(S) — E |:e >t slch]] = ( J ) , s e R™.
f:[ UG s, ’

J=1

Bringing this into an integral form yields

o)
L(s) = 1
() = exp <; “ n(ﬁj + 20 sicij

- exp<— /SRm,lA /(o,oo) ln<t+ is,v>) Gv(dt)a(dv)) (11.13)

where a({c;}) = a; and B(c;) = B and h(w,v) = Ly,—1y(w,v) with ¢; = (c15,. .., m,j), cf.
Equation . If we take the supremum norm, then every ¢; for j € {1,...,n} is on the
unit sphere and that is why the null-vector should be excluded. Note that according to [
Theorem 3.3.2] this is also the Laplace transform of a generalized gamma convolution for
s; = s, which is in accordance with Definition of a multivariate generalized gamma
convolution in the sense of Bondesson.

Using this definition it is possible to generalize Bondesson’s closure theorem [8, The-
orem 3.1.5] to higher dimensions. This result has already been proven in [3, Theorem F,
p. 27]. We give an alternative proof. Here and in the following 1 in the inner product
(1,v) denotes the vector 1 = (1,...,1). Along the lines of his argumentation, for reasons of
convenience, we define a signed measure v, (dt) on [0, oo by

v,({0}) =0 and v,({o0}) = (be,v)(1,v), v E Spm ||, @€ R, (11.14)

and b, € R™ depends on a which will be made clear in the proof of the lemma. According
to Bondesson’s choice, we let

vo(dt) =In(1 +t75(1,0))) Gu(dt),  0<t< 0. (11.15)

Because this signed measure can be decomposed into the difference of two finite non-negative
measures, the convergence results of non-negative measures carry over. Further we let

g(s,v,t) =

1 ) (t+§fs,v))

R Sgm ., t>0.
1+t 1(1L,0)) , SERY, veESpp, >
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Chapter 11. An Extension of the CreditRisk™ Model

Then the Laplace transform of a multivariate generalized gamma convolution is

L(s)zexp(—(s,a>— /S . /(O’Oo)g(s,v,t) z/v(dt)a(dv)).

Then our generalization of Bondesson’s closure theorem is the following:

Lemma 11.16. Let {F,},en be an m-dimensional sequence of multivariate generalized
gamma convolutions, defined by the sequences of measures {(Vpn)y}nen and {an}nen. If
F, — F weakly as n — oo, then F is a multivariate generalized gamma convolution and the
corresponding measure v, is a vague limit on [0,00] and « is the corresponding vague limit
on SRT,H'H' Conversely, if (vp)y — vy vaguely as n — oo on [0,00] and «, — « vaguely
as n — oo on SRTJl'H and v,({0}) = 0, then F,, — F weakly as n — oo, where F is a
multivariate generalized gamma convolution which corresponds to v, and «.

Proof. We follow Bondesson’s proof of his closure theorem, cf. [8, p. 34/35|. Let F,, — F
weakly. Denote by L,, the Laplace transform of F,,. Then In(L,,(s)) — In(L(s)) as n — oo
for s € R, Further

1+t 1(1,v))

- /S - /[va] (Vo (d8) ()

holds. Since L, (1) is defined for n € N and the integrals are bounded (see also the definition
of h), it follows that this is bounded. Hence {(vy,), }nen is a sequence of bounded measures
on [0, 00| and {ay, }nen is a sequence of bounded measures on SRTJI'H‘ By Helly’s selection
theorem (cf. [42, Theorem 5.19]) there exists a subsequence {Ly,, (s)}ren for s € R that
converges pointwise in all points of continuity. According to the continuous mapping theorem
(cf. [43, Theorem 13.25]) the weak convergence is preserved if the measure of all points of
discontinuity is zero, which is satisfied here. Note that {L,, (s)}ren uniquely determines
a subsequence {F},, }ren of probability distributions. Further we should note that Ry is a
polish space, hence by [43 Theorem 13.34] the weak convergence of {F),},cn implies that
{Fy}nen (and {Fp, }ren) is also tight. By [12, Theorem 22.22] it follows that the limit
determines a probability distribution.

The convergence of the subsequence {Ly, (s)}ren for s € R induces convergent sub-
sequences { (v, )y tkeny With limit v, and {ay, }reny with limit a. Consider now the vague
convergence. t — g(s,v,t) is continuous on [0, co] for v € SRTv”'” and s € R, where

. . In(14 (s,v)/t)

_ ID(M) -1
In(L,(1)) = — /SRT,L /[0,00] (111 In(14¢t7(1,v)) (Gp)w(dt) an(dv)

and
Am 9(s,v.1) = )Lfé‘o(m - % /(t+<11,v> - %)
(s,v)t(t + (1,v) (s,v




11.2. Multivariate Generalized Gamma Convolutions

Furthermore, consider f[O,oo] g(s,v,t) vy(dt). For s € R the map

v g(s,v,t) vy(dt)
[0,00]
is defined on the compact set Sgp |.|. By Lusin’s theorem (cf. e.g. [0, 26.7 Theorem])
for every € > 0 there exists a compact set K C SRTJ\'H such that O‘(SRTJI-H \K) < ¢

and the restriction v +— f[o o0 g(s,v,t) v, (dt) ‘ ;18 continuous. Because the unit sphere
is compact, this is especially satisfied for K = S]Rm J-| and thus this map is continuous.

Therefore, according to [79) p. 4] the image of the map v — f [0,50] g(s,v,t) vy(dt) is compact.

Altogether we have that {(vy,, )y }ren is a vaguely convergent subsequence and t +— g(s,v,t)
is continuous on a compact support and that {ank}keN is a vaguely convergent subsequence
and v — f[o o] g(s,v,t) 1,,(dt) is continuous on a compact support. Hence, for every s € R
we have

(L, (5)) = — /S . /[ RCRUICRRCOINCD
- — /S]Rm » /[0 y g(s,v,t) vy(dt) a(dv)
o
v({0}) aldv) — v({00}) 2 (o)
/SR"L A /SR A (1,

—/ / g(s,v,t) vy(dt) a(dv)
S i) ¥/ (0,00)

/\

\./

as k — oo. The integral over v, ({c0})(s,v)/(1,v) can be written as follows noting v, ({o0}) =

(ba, v) (1, v)
(bg, v)(s,v) a(dv) Si (b, v)v; a(dv),
/S]RT»'H Z /SRm -l

where we now assume that for i € {1,...,m}
a; —/ (ba, v)v; a(dv)
SR -

holds. Hence the vector b, = (b1, ..., by, ) should be chosen such that we obtain a. Note that
a is a product measure and hence Fubini’s theorem can be applied. For each i € {1,...,m}
we can write

a; = Zb ﬁme 0.1] ../}16[07” vjv; a1 (dvr) . . . o (dop,).
ol =1 flvll=1

Because the integrals do not depend on by, ..., by, this is a linear equation system. We
prove that for given a € R’ we can construct solutions that satisfy the given linear equation
system. As the unit vectors ey, ..., ey, are a basis of R\", it suffices that we consider solutions
of this linear equation system where a = ¢;. Having such a solution, we get any arbitrary a
by linear combinations. The reader can confirm that finding a solution for a unit vector e;
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Chapter 11. An Extension of the CreditRisk™ Model

can be done by Gaussian elimination. If the matrix that is determined by the integrals is
not invertible, then we have (up to several) levels of free choice. Thus for given b, we obtain

/ (ba,v)(s,v) a(dv) = (s,a).
Srm |-

Since 1,({0}) = 0, F is a multivariate generalized gamma convolution. As can be
easily shown, the vague limits v, and « are uniquely determined, and by Billingsley [6,
Theorem 2.6] {(vy)n tnen and {ay }nen are vaguely convergent.

Conversely, the claim follows by an application of [5, 30.8 Theorem] and a translation of
the portmanteau theorem [6, Theorem 2.1], cf. [6, p. 26]. q.e.d.

It is possible to generalize Definition [11.9] up to infinite dimensions that also justifies
this definition in finite dimensions:

Remark 11.17. According to [I7, Chapter 8, (2.7) Theorem| weak convergence in R* is
equivalent to convergence of finite dimensional distributions. Note therefore that R* is also
separable and complete (cf. the proof of [I7, Chapter 8, (2.7) Theorem| and [I7, Chapter 8,
(2.6) Lemmal), and hence by [6], Theorem 1.3] each probability measure on R* is tight.
Hence Definition [11.9]| can be extended to infinite dimensions. We can then use Corollary
to construct infinite-dimensional generalized gamma convolutions.

Using Lemma [11.16]it is possible to give an existence result of a sequence of distributions
that converges weakly to a given multivariate generalized gamma convolution. For reasons
of convenience we use the supremum norm.

Corollary 11.18. Let F be an m-dimensional generalized gamma convolution with A ~ F
defined by a € R and a Thorin measure G, on Ry, which is the image of the Lebesgue
measure on Ry under the change of variable t — [(v)/h(t,v) for v € SRTJI'H and t € Ry,
and a finite measure o on SRT»H'H' Then there exists a weakly convergent sequence {Fy,}nen
of m-dimensional generalized gamma convolutions with A, ~ F, for n € N characterized

by {(Gn)v}neN and {an}neN where

n

an =3 _(a({e;"}) = ("1 )

J=1

for some isotonic sequence oV = (vgnqz, . ,vg%) € Sprp .| and

(Ga)o = D (Gulb") = Gulb,))8,

for a partition Z,, = (b§n))0§j§n on a compact subset of (0,00) for alln € N. Let {(vn)v tnen

be defined according to Equations (11.14)) and (11.15). Let b, be given. Then these sequences
converge vaguely to v, and o as n — oo, respectively. Then A, = (Mg, ..., Ay ) with

Niw = ai + Y0 0Y; for i € {1,...,m}, and Y; ~ Cammala;, 8;) for j € {1,...,n}
and n € N are independent.

Proof. We proceed as in Corollary | Let Z, = (b§-n))0§j§n be a partition where 0 <
b(()n) < b§”) < e < b&”) < oo and bon N, 0 and bﬁ{” — 00 as n — 00. The mesh of Z is
defined as mesh(Z,) = man:L,_,,n(bS-n) — bS-Ti)l) — 0 asn — oo. Let f: (0,00) = R be a
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continuous function with a compact support. By the definition of the Lebesgue-Stieltjes

integral and because supp(f) C (bén)7 bg’”] for v € Sgp .|

/[0 0 o) = D7 105 1+ ()7 L) (Gult”) ~ Goft)
,O0 j=1

— f(t) v(dt)
[0,00]
converges vaguely for n — oo as the mesh p(Z) gets smaller and smaller because G, is
monotone (it is non-decreasing). Let f be a continuous function on SRT»H’H with compact
support. Then by the definition of the Lebesgue-Stieltjes integral

/S ) an(d) z FE) @(l™) = a(l™)) - f(v) a(dv)
RT I+ H

Srrm |-

converges vaguely as n — oco. Thus by an application of Lemma [11.16| the constructed
sequence {F), },en converges weakly to F. q.e.d.

11.3 Applications to the Extended CreditRisk™ Model

In this section we use the results of the preceding section in order to extend the CreditRisk™
model for several business lines to a broader class of distributions — the multivariate
generalized gamma convolutions. As already mentioned above, the idea goes back to
Cheriyan and Ramabhadran’s extension (cf. e.g. [44, Chapter 48.3.1])

Applying this corollary it is possible to find an alternative representation for the approx-
imation.

Corollary 11.19. Let A = (A1...,\p) with \; >0 fori € {1,...,m}. Define a sequence

{(AMny s Amn) tnen of random wvectors given by independent random wvariables Y; for
jeA{l,...,n} and n € N as in Corollary and this sequence converges weakly to
a random vector A. Let {(Nin,...,Nmn)lnen be a sequence of random vectors. Let

Nin, ..., Nmn be conditionally independent given Ay, ..., Ay for each n € N such that
L(Nip|Aip,. .. Am, ) = E( NinlNin) =4 [Poissoni(A\iA; ») , ie{l,...,m}.

On the other hand, consider n independent sequences of i.i.d. random vectors {Bj(-T;LL)}heN;
such that

B}y ~ Mulfinomial(1; p{'}, . . ,pfjpj)

7,1
where pl(-J) € [0,1] with > p; ]) = 1 satisfies the condition p ZZZ 1 )\dvc(l j) /\ivgz) for
each j € {1,...,n} and n € N and i € {1,...,m}. Let {Q;" }jcq1,..n} e independent

random vam’ables for each n € N which satisfy

Q| vi,....Y,) = £(Q" ] Y;) “ Polssonl <Z>\v”)Yj>.
Assume further for each n € N that (an 7...,an) and the sequences {B }heN are
independent for each j € {1,...,n}. Let the random vector P with independent components
P; ~[Poissonl(\;a;) fori € {1,...,m} be independent of (Q ey %n)) and the sequences
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{B](.T}Ll)}heN for each 7 € {1,...,n} and n € N. Finally, let {M,}nen be a sequence of
NG*-valued random vectors such that

n @
M,=P+3 S B%,  neN
j=1 h=1

Then M, and (N1, ..., Nmn) have the same distribution for each n € N and {Np, }nen
converge weakly to some random vector such that

L(N|A) “ [Paisson( A\A) .

Proof. The equality in distribution follows by an application of Theorem [3.I] and the
convolution property of the Poisson distribution. The weak convergence of the sequence
{(A1n,.. ., Amn) tnen follows by Corollary @ The weak convergence of the sequence
{Ny}nen follows as in the proof of Corollary [9.32] q.e.d.

We now derive an upper bound with respect to the total variation distance between
two Poisson mixture distributions with m-dimensional generalized gamma convolutions as
mixing distributions. The proof goes along the lines of Theorem [10.8

Lemma 11.20. Let m € N and X\ = (A1,...,A\p) with A\; > 0 for i € {1,...,m} and
A is not the null-vector. Let g € L(I'rm(c, B)) and h € L(T'rp(7,6)). Let (Ay,...,An)
denote a random vector distributed as an m-dimensional multivariate generalized gamma
convolution characterized by the Thorin measure G and the function g and parameter a
with non-negative components, and let (¥q,...,WV,,) denote a random vector distributed as
an m-dimensional multivariate generalized gamma convolution characterized by the Thorin
measure H and the function h and parameter b with non-negative components. Let

/S - /(Om)(%)"cv(dt)a(dv) > /S . /(0700)(t_i<_/\<’:7>v>>nHv(dt)7(dv)

(11.21)
for all n € N be satisfied. Further let N = (Ni,...,Np) and M = (My,...,My,) be
random vectors with conditionally independent components given A1, ..., Ay and V1, ..., U,

respectively, such that

L(N;|Ay, ..., Ap) = L(N;|A;) = [Paissoni(A\;A;)

and
L(M;| Wy, ..., ) & L(M;| ;) = [Paissonl A ;)
for i e{1,...,m}. Then the total variation distance satisfies
3 1 A |lav —by!
drv(L(N),L(M)) < 2‘,u’ - 1/" + 2(;1 —v+ W),
where
=] [ eaw®Gu@atd
SRTv”‘H (0,00)
and

v= [ raw® ) (o),
SRK},“‘H (0,00)
and p' = p+ (A a) and V' = v+ (\b), and Ky, is defined as in Notation |10.7,
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11.3. Applications to the Extended CreditRisk™ Model

Proof. As already mentioned before, this proof is similar to the proof of Theorem A
multivariate generalized gamma convolution is infinitely divisible, cf. [51), Proposition 4.3]. A
Poisson distribution mixed over an infinitely divisible distribution is also infinitely divisible,
as can be found in [64, Theorem 4.1(v)], and can be easily generalized to the multivariate
case. Denote by N the set of m-dimensional natural numbers where each component
is positive. Since a Poisson distribution mixed with an infinitely divisible non-negative
random vector is a compound Poisson dlstrlbutlon with severity distribution in N (cf. [62,
Theorem 1]), we assume Ng Zh 1 X5, and ML Zh 1 Y, with the following assumptions:
Let { X}, }hen be m-dimensional sequences of i.i.d. N™-valued random vectors independent
of K ~ [Poissonl(y’). Let further {Y}}ren be m-dimensional sequences of i.i.d. N™-valued
random vectors independent of L ~ [Polssonl(v/).

The results in [70], especially [70, Theorem 3.1], can be generalized without much effort
using the results in [73] insofar as we may consider multivariate severity distributions. The
first part of the upper bound is therefore a direct application of a generalization of Corollary
and provides

dTV('C(M) ’ ‘C(N

|} 4+ min{y/, v} dov(L£(X1), L(Y1)).
(11.22)

It remains to compute p’, v/ and dpv(£L£(X1),L(Y1)). The Poisson parameters and the
probability-generating functions of the respective distributions can be derived along the
lines of the approach on [64, p. 90]. As we consider the multivariate case, we give the
derivation here: For completeness let us first state the probability-generating function of
the distribution of N for z € [0, 1]™

o= o[ wi2100] - [ et nnia ]

:exp< (1 = 2), /SW”/OOO)ln H (1tz) >>Gv(dt)oz(dv)>.

The probability-generating function of the distribution of M is similarly given. The Poisson
parameter of the compound Poisson distribution of N is given as follows:

70
/

PNy =0,...,Np=0] = P[K =0] =e %:e_“,

) =~ Gy (0) = (A a) +/S /0 1n(t+<?’”>> Go(dt) aldv).
RT |-l o0

Accordingly, we obtain /. Noting the Poisson distribution of the random variable K, the
probability-generating function of the distribution of N is given as follows for z € [0, 1]™

GN(z) = Gr(Gx,(2)) = exp(—p' (1 = Gx,(2))),

hence

hence we have, using Gn(z) = Lx(A(1 — 2)),

La(N)
G (2) = InGy(z) 1= ln(LA(A(kz)))
X1 w In L (M)
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Chapter 11. An Extension of the CreditRisk™ Model

Thus we have for z € [0, 1]™

(stg) -l [, (020 s

+/SRT’”'| /m,oo) ln<t+ Wlt_ Z)’”>) Gv(dt)a(dv)>>.

The probability-generating function of the distribution of X is therefore given by

Gx,(z) = _1”, <—<)\z,a) + /S]Rm N /0 o) 1n(t +t(/:_(1<)\—’;>)7v>) G, (dt) a(dv)>

< e /Suw I /Ooo t+t+1<)\—1;>)ﬂ)>> GU(dt)a(dv))

As [80, 1.1.2 Corollary]| states, the probability mass function of X; = (X;1,..., X 1) is
given by

1 gmttmGy, (0)

]PXllznl... Xmlznm =
X5, R ) nil.oong! 021 L0z

Letting {n =1} = {n; =1,...,n,, = 1}, the partial derivatives are

an1+~~~+anX1( ) 1
1
Ozt . Dz <<)\ @) Ln=1}

A v>”1(m —1)!
/SRm Hl /Ooo (A1 —2),v))m Go(dt) (dv)>= (11.23)

as can be proven without much effort by induction as integration and differentiation can
be exchanged, cf. e.g. [5, 16.2 Lemma]. Thus we obtain with {X; = n} = {X1; =
ny,... ,Xm71 = nm}

(A a)lg,— v) o\
B =) = (T /skm“/ooo) () canatan).

The respective formula holds for P[Y; = n], i

= (G /SWH/OOO 15 ()" anian).

We can proceed as in Equations (10.18]) and (10.19) by exploiting Equation ([11.21]) and
obtain

A " — by
’P[Xlzn] —P[len]‘ﬁw—m
wr'ngl.oong!

/1 / <y, </5Rm -1 /(Ovoo)zli
/SW o I G (a))
— | /S . / o | ; AQ” >v>)”" H,(dt) 7(dv)>

(11.24)

Lin=1}

(M)n Go(dt) a(dv)
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11.3. Applications to the Extended CreditRisk™ Model

By application of [5, 11.5 Corollary] summation and integration may be interchanged
in the next estimate because ((\,v)/({\,v) 4+ t))™ is non-negative for i € {1,...,m}. By
using Equation (|11.24)), for the total variation distance we obtain

drv(£(X) LOA) =5 3 [PIXy=n] — B[y =]

neN™
n=(n1e i)

1CMW—WD
2

IA

u—u

n=(01m)
/SRm . /000 Hi(t f&%)m H,(dt) v(dv)).

p'v!
</5Rm y /OOO Hi(%)" Go(dt) a(dv)
g& Hm( L) )t
A comparison with the derivative in the integrals in Equation (11.23)) shows that
grittnm | (t + (A1 - z),v>> B ﬁ : (A, 0)"(n; — 1)!

neN™ =1
/SRm -1 /000
n=(n1,...,n
D2 Dz t+ o) /(ML= 2), o))

hence we see that this series is the multivariate Taylor expansion at 0 applied to 1, and thus

TLO) = D, Hnl(l_ <)\<()\13>1) >>m(”i_1)!:m<w>

neN™ =1
(n17 7nm)

Hence we obtain

drv(£(X1),£(Y1)) <

o 2t
_/ng § /Ooo)ln L t)\’v>>Hv(dt)7(dv)>
/SRm § /Ooo) H A v>>Hv(dt)“Y(dv)>

A, lav' —b —v
§<<\”uw+/ )
2 v % p

Since w.lLo.g. min{|v// — vVV/|, |/ — |} < |¢/ — /| and min{y/,/} < 4/, we have by
insertion into Equation ((11.22))

p—y

3 1 (A |av — b))
2‘#"/“" V)+§T

which completes the proof. q.e.d.

drv(L(M), L(N)) <

)

129



Chapter 11. An Extension of the CreditRisk™ Model

We thereby obtain the following algorithm for the multivariate case:

Algorithm 11.25. Due to Corollary an approximation of a multivariate generalized
gamma convolution is possible and Lemma [11.20] gives an error bound with respect to
the total variation distance which also provides an estimate for value-at-risk, cf. Equation
(10.1)). The approximation of the Thorin measure G, can be done as in Algorithm
« can be approximated as in Corollary [I1.18 Hence the approximation of a random sum
S =" SN X, by some random sum Sup) = 2ie1 S Ninwi) X, should be clear,
where for each component 7 € {1,...,m} there are p; steps of approximation necessary and
n(p) = > i~ n(ps). Let for simplicity a; = 0for i € {1,...,m}. The random variables N; ,,(,,)
have a Poisson distribution mixed over finite gamma convolutions for each i € {1,...,m}.
By Corollary we obtain an alternative representation of Sy, i.e

m Ninms) n(p) Q(n(;n))
P3P ZZ > B X
i=1 = i=1 j5=1 h=1

where {X; ,}hen and {X; j5}jnen are sequences with identical distributions for each i e

{1,...,m}. Then the distribution of S, can be evaluated as in Algorithm [5.9; the
dlstrlbutlon of Y7, pne ))X i.j,1 may be determined by the law of total probablhty Then

%,7,1
we proceed along the lines of Algorithm [10.42] Let
m by v”(P)
q;?@) - Zd ! md d.J o) for j € {1,...,n(p)}.
My > _de1 AdUq

Since Q;"(p )~ (a?(p ),qy(p )), by Remark this distribution is equivalent to a

compound Poisson distribution as follows

J
) d (n(p))
< > L
h=1

where
PP Possonl( o™ 1n 1
J J 1— n(p)
9
and {L (n(p)) }heN is a sequence independent of P\"® for each j€{l,...,n(p)}, consisting

of i.i.d. random variables such that L( np) m(qn(p))

J
Thus
) PO

Sn(w) = Z Z Sin
j=1 h=1
holds, where S;; = Eki’f > Xi7j7kB?J(.pk) for h € N. The distribution of S;; may be

evaluated by a numerically stable Panjer recursion. Thus S,,(,) is the sum of independent
compound Poisson sums. This can be rewritten as follows for j € {1,...,n(p)}

(n(p))
Py

D Sin
h=1
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11.3. Applications to the Extended CreditRisk™ Model

has a compound Poisson distribution and

has a compound Poisson distribution with S, 4 Zle K; where

R~DPasson(y) and  L(K) %

n(p) o) 1
Z@?p ln<n(p)> E(SJJ)

1
v

with
n(p) ) 1
_ np
V—Zaj ln(l_ T}(P)>'
j=1 q]

Hence the distribution of S,,(,) can be evaluated by a numerically stable Panjer recursion.

Remark 11.26. Using this algorithm, it is also possible to compute an approximation of
conditional expected shortfall. Using the alternative representation of an appropriate
approximation, without any further adaptations we can apply the results presented in

Sections [6.2 and [6.3]
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Chapter 12

Numerical Examples
of the Limitations
of the Fourier Transform

For illustration purposes we also give some examples that show the usefulness of our new
algorithm. As already mentioned, in our model we consider a compound Poisson mixture
distribution with the following constellation:

N
S = th,
h=1

where { X}, }ren is a sequence independent of N, consisting of i.i.d. random variables. The
random variable N has a Poisson mixture distribution such that

L(N|A) “= [Poisson(\A)

where the distribution of A is a generalized gamma convolution with Thorin measure U
and parameter a. After choosing an error bound ¢ > 0 in Corollary we can use this
measure U to approximate it with a discretization V;,, for m € N as described in Algorithm
and evaluate the approximating distribution. We compare this approach to the fast
Fourier transform (FFT). For the reader’s convenience we repeat the algorithm here as
it is described in [19]: let p, = P[S = n] and f, = P[X; = n] for n € Ny and p} the
approximation of p, by FFT. First, note that the characteristic function of the distribution
of S can be written with respect to the characteristic function of the claim size distribution

ps(t) = E[e'S] = Gn(px, (1)), t €R,

where G denotes the probability-generating function of the distribution of N. Then choose
a truncation point M € N. The discrete Fourier transform f = (fo,..., fasr—1) is defined by

M—-1
fi=> fue?HM o je{o,..., M —1}.
k=0

Then compute the inverse discrete Fourier transform of p™ = G ( f )je {0,...M—1} by
| M-l
M — pM e i2mk/M e f0, . M —1}.

b M k=0
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Chapter 12. Numerical Examples of the Limitations of the Fourier Transform

The computational effort required by FFT is far lower than for our algorithm, but the
quality of the result might be critical due to aliasing errors, which seem to be tremendous
in some cases. Especially heavy-tailed distributions require a truncation point M that is
much higher than the numbers of the first n atoms. A substantial improvement is FFT with
a change of measure, the exponential tilting, cf. [26] and [19]. Therefore, for some 6 > 0
consider the following tilting operator

Eof = (€% f})jet0,..a1-1}-

Then FFT with exponential tilting requires the tilting of the sequence f — Fyf; compute
first the discrete Fourier transform of Eyf and then the inverse discrete Fourier transform
of G N(E’g f). Finally untilt by applying E_j.

However, in both cases the probability-generating function of the distribution of N has
to be evaluated. This means

Gn(z) = E[zN] = E[eM079] = Ly(A1-2)), z€]0,1],

which is the Laplace transform of a generalized gamma convolution, cf. Equation .
Hence in each step an integral has to be evaluated.

Griibel and Hermesmeier [26, Equation (2.12)] give an a posteriori error estimate for the
fast Fourier transform with truncation point M: if the second moment of the distribution of
the claim number N is finite, then

Agl [’ —pn| = niwpn — E[N] ni;fn +0(<n§;fn)2> (12.1)

holds.

As [19] points out, FFT is usually faster than Panjer’s recursion (for n > 256). As is
commonly known (cf. [19]), FFT usually needs just O(nlogn) operations while Panjer’s
recursion requires O(n?) operations. Since we have to do this m + 1 times (depending on the
accuracy) in order to obtain the probability-generating function of the linear combination of
the actual probability-generating function, cf. Equation (10.43)), we end with O((m + 1)n?)
operations. The estimation of an appropriate V,, takes O(m?) operations. Hence, the
complexity is O(n?).

In what follows, we consider two cases that provide interesting results.

12.1 A Comparison with the Exact Result

We consider the 7-tempered a-stable distribution as in Example [9.20l The exact evaluation
of such a compound Poisson mixture distribution can be found in [2I, Algorithm 5.12]. We
compare this result to results obtained by fast Fourier transform, fast Fourier transform
with exponential tilting, and our algorithm. Exemplary computations show that both FFT
and FFT with exponential tilting can produce significant errors whereas the error that arises
from our algorithm can be controlled in any case.

12.1.1 Fast Fourier Transform

The class of T-tempered a-stable distributions covers a rich class of distribution families.
One well-known distribution class is the Lévy distribution where & = 1/2 and 7 = 0. For
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Probabilities
0.007
—— Panjer
0.006f 7.
Ny e FFT Tilted
I,
0.005} ¢ %\, ~ — FET
N S e Panjer exact
0.004 ¢ p
0.003}f
0.002
0.001
0.000 : ' : : —n
0 100 200 300 400 500

Figure 12.1: Approzimations of [Poissonl(5A o) V[Poissonl(5) with upper error bound & = 0.1
for Panjer approzimation in Algorithm[10.2 FFT Tilted and Panjer exact almost coincide,

cf. Table|12.1]

Difference exact value and approximating Panjer recursion | 0.0320578
Difference exact value and FFT 0.29829869350
Difference exact value and FFT with exponential tilting 0.00000000369

Table 12.1: Absolute differences between the probabilities w.r.t. the Lévy distribution.

further information on the Lévy distribution cf. Example This distribution is especially
interesting because a random variable X ~ Sj/5(0,1,0) does not have an expected value (it
is not finite) and the second moments are infinite (cf. [55, Property 1.2.16]), too. Hence the
error estimate for FFT is not applicable. Yet, our algorithm still provides an error
estimate. For an example of this distribution family we choose ¢ =3, M =512, A =5 and
X, ~ [Poisson|(5). The upper bound of the error is chosen as ¢ = 0.1 and the number of
steps of the approximation results in n = 8193. The tilting parameter is set to 6 = 20/M
as [19] suggests. The result for j € {0,...,511} is shown in Figure Obviously, FFT
does not perform very well, in contrast to FF'T with exponential tilting and our algorithm.
The absolute differences for the computed values are depicted in Table [I2.1] Although the
distribution of X7 is very light-tailed, FF'T does not perform well. This is in contrast to
[19] that says that the wrap-around error might be an issue for considerable tail mass. If
the distribution of X; is changed to have heavier tails, then the quality of the performance
of FFT is even worse. The reason for this misbehaviour might be the fact that the Lévy
distribution does not have a mean, i.e., the tail mass might be considerable.
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Probabilities
0.020
— Panjer
-------- FFT Tilted
0.015
= R
----- Panjer exact
0.010
0.005
0.000 = - e
100 200 300 400
—0.005}

Figure 12.2: Approzimations of Paoissonl5A ;) V [Polssonl(50) with error bound ¢ = 0.01 for
Pangjer approzimation in Algorithm[10.73 Panjer, Panjer exact, and FFT almost coincide,

cf. Table .

12.1.2 Fast Fourier Transform with Exponential Tilting

As has already been pointed out in [19], heavy-tailed severity distributions can become a
considerable issue for the fast Fourier transform as Equation shows. Griibel and
Hermesmeier [26] suggest applying the fast Fourier transform with exponential tilting in
this case. Experiments have shown however that even then there are cases in which the
fast Fourier transform with exponential tilting becomes quite unstable. The parameters are
chosen as follows. The T-tempered a-stable distribution A; g ~ Fy 40 is determined by the
parameters a = 0.8, 0 = 1.2, and 7 = 10000 000. The Poisson parameter of the random
variable NV is A = 5, and for the severity distribution we choose X; ~ [Poissonl(50). The
truncation point is M = 512 and the tilting parameter # = 20/M. The upper bound of the
error is € = 0.01 and this requires an approximation of the measure in Equation with
n = 2 steps.
The approximation then reads

UQ == 6729.6651.00945*107 + 108712 . 101759.22336*1017

Since this is a very light-tailed distribution (more than 55% of the total mass of the
distribution are on the event of no default), Figure depicts only the atoms j €
{1,...,511}. We have E[N] ~ 29.8121 which supports the correctness of the result because
the mass should then be concentrated around j = 30.

The respective probabilities of no default are shown in Table The absolute
differences between the three approximations and the exact result are given in Table [12:3]
It is striking that the fast Fourier transform with exponential tilting becomes quite unstable
for large j. Due to the negative values this is even not a probability mass function. Tests,
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Exact value 0.550878
Approximation by Panjer’s Recursion | 0.552853
FFT 0.550878
FFT with exponential tilting 0.550878

Table 12.2: Probabilities of the event of no default of an extreme distribution of A; o with
7 = 10000 000.

Difference exact value and approximating Panjer recursion | 0.00395013
Difference exact value and FFT 0.00000000906361
Difference exact value and FFT with exponential tilting 0.404005

Table 12.3: Absolute differences between the probabilities w.r.t. an extreme distribution of
A+ o with 7 = 10000 000.

where the random variable A; ¢ is replaced by its expected value, suggest that this instability
originates from the stochastic parameter of the Poisson distribution.

The fast Fourier transform with exponential tilting seems to be subject to some numerical
instability. It was quite easy to find other examples, where the result was not a probability
mass function either.

Finding the source of instability is rather tedious work. The probability-generating
function of the distribution of N can be evaluated analytically, which excludes errors from
numerical integration. An analysis of the discrete Fourier transform, where f, = P[X; = k]
for k € Ny, reveals the following for each j € {0,...,M — 1}

A M_l . .
fj _ Z fr el27r]k/M

k=0
and
M—1 M—1
fM_J _ Z i el 2TM=)R/M _ Z @i 27k o= i2mik/M
k=0 k=0
M—1
_ e i2mIk/M
k=0
Thus we conclude for j € {1,...,M — 1}
Re(f;) = Re(fu—;) and Im(f;) = —Im(far—;). (12.2)

The application of the probability-generating function of the distribution of N preserves
these relations and for j € {1,..., M — 1} we obtain

Re(Gn(f;) = Re(Gn(fu—y)) and  Im(Gn(f;) = —Im(Gn(far—)- (12.3)
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The analysis of a single probability that is obtained by the inverse Fourier transform shows
that the summands of it satisfy for j € {1,...,M — 1} and k € {0,..., M — 1}

Re(Gn(fi) e ' Z7F/MY = Re(Gn (far—p) e 12™F/M)  and
Im(Gn(f) e 2WFMY = — Im(Gn(far—i) e 27R/M), (12.4)

Conducting the fast Fourier transform with exponential tilting and analyzing the single
steps for these relations shows that Equation still holds. An analysis of Equation
reveals that the problem should be found in the probability-generating function of
the Poisson mixture distribution. The probability-generating function is

Gn(z) = E[zN] = E[E[ZNMH _ E[e—/\Au—z)]
= exp(—Yao (A1 —2) + 7)) — 7%)).

For very large 7 this difference becomes unstable, as the difference operation is generally
an unstable operation in numerical mathematics. There are several approaches to avoid
the computation of such a difference. A comparison with the exact result shows that using
numerical integration and setting the working precision up to 30 digits provides much better
results. A more elegant solution is the use of the binomial series

<A+T>a7a=70(§jf)a1) o ((142)" 1)
(1))

If 7 is large enough, then this series converges quite quickly. Equation still holds,
but a comparison of these two approaches of computing the probability-generating function
illustrates that the respective equations differ by an order of up to 107%. Accordingly,
the respective Equations no longer agree either. This is an error that might also
happen with fast Fourier transform, but using fast Fourier transform with exponential
tilting requires multiplying by €% for j € {0,..., M — 1}. In the worst case we multiply by
e?Y ~ 4.85-10%. This could be the reason for instability. The improvement of the calculations
due to the newly set working precision can be found in Figure [12.3] The difference between
the exact values and the value obtained by FFT with exponential tilting then adds up to
only 3.40782 - 10~%. However, it is important to note that this approach does not work
in case 7 = 0. This holds especially for the Lévy distribution. But this should not be a
problem since we do not have this sort of instability in this case.

12.2 A Comparison without Exact Result

As another meaningful example we take the Pareto distribution as a mixing distribution.
The Pareto distribution could be an interesting alternative as a default cause intensity to
the gamma distribution, which is quite often used as a default cause intensity. The reason
why it might be a natural extension is that it is an exponential transformation of a gamma
distribution, cf. [49 p. 98]. Therefore, for a portfolio with a large number of components,
the sum of the single default probabilities might became very large. This might make it
necessary to switch from a rather light-tailed distribution as the gamma distribution to
a more heavy-tailed distribution. For further information on the Pareto distribution cf.
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Probabilities
0.020
— Panjer
-------- FFT Tilted
0.015 —
----- Panjer exact
0.010
0.005
0.000 : = : ' — 1
100 200 300 400 500
—0.005¢

Figure 12.3: Approzimations of Polssonl5A ;) V [Poissonl(50) with error bound € = 0.01 for
Panger approximation in Algorithm @ and higher precision. Now all algorithms coincide.

Example The expected value of A does not exist for h € (0,1) and the variance does
not exist for h € (0,2) (cf. [37, p. 577]). Hence the error estimate in Equation does
not apply in this case.

We give two examples where either FFT or FFT with exponential tilting do not seem
to work properly, but our algorithm does. Although there is always one FFT that works,
determining which one works is tedious. Our algorithm is independent of that.

12.2.1 Fast Fourier Transform

Let the sequence of i.i.d. random variables { X} }en have a distribution such that X; ~
[Poisson|(25). This is a rather light-tailed distribution. Let A = 20 and A ~ [Paretol0.6,1.4).
We choose the accuracy of the approximation to be ¢ = 0.01. The approximation of U by
{Vi}nen results in n = 513 steps. Since U admits a density (cf. [67, Equation (3.19)]), we
do not need to deal with points of discontinuity. We compute the probabilities of the first
M = 512 atoms and choose the tilting parameter § = 20/M as [19] suggests. The results
for j € {1,...,511} are depicted in Figure the values of the probability of no default
are shown in Table The differences between the approximation via Panjer’s recursion
and the fast Fourier transforms can be seen in Table 12,5l As the difference between the
approximation via Panjer’s recursion and FFT is much bigger than the chosen error bound of
€ = 0.01, we should suppose that FFT provides a very critical result and needs a truncation
point that is much higher than the number of computed probabilities.

This is a rather surprising result because the fast Fourier transform should work well
with light tailed severities as can be concluded from Equation . Both FFT and FFT
with exponential tilting show slightly complex valued numbers.
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Probabilities
0.008
I — Panjer
A B FFT Tilted
0.006 - -FFT

0.004

0.002

T T Tl 1
0 100 200 300 400 500

Figure 12.4: Approzimations of [Poissonl(20A) V[Poissonl(25) where A ~ [Parctol(0.6,1.4) with
error bound € = 0.01 for Panjer approzimation in Algorithm [10.43. Panjer and FFT Tilted
almost coincide, cf. Table .

Approximation by Panjer’s Recursion | 0.0991706
FFT 0.0989961
FFT with exponential tilting 0.0982446

Table 12.4: Probabilities of the event of no default w.r.t. the [Paretol0.6,1.4) distribution.

12.2.2 Fast Fourier Transform with Exponential Tilting

Let now the sequence of i.i.d. random variables {X},}nen have a distribution such that
X7 ~ [Poissonl(30). This is also a rather light-tailed distribution. Let A = 20 and A ~
[Paretdl(0.5,2.5). We again choose the accuracy of the approximation of the Thorin measure
U to be ¢ = 0.01. The approximation of U by V,, results in n = 257 steps and the
approximating points are chosen according to Equation . We have 81 = 0.120384 and
Bos7 = 24.5486, so the approximation takes place on a small interval only. The approximating
sequence can be seen in Figure together with the sequence of the difference U — V.
Again, we approximate the distribution by our algorithm using Panjer’s recursion, FFT
and FFT with exponential tilting. The results can be found in Figureforj e {1,...,511}.
The values for 7 = 0 are presented in Table It is quite clear that the graph of the
probability mass function of the distribution computed by a fast Fourier transform with
exponential tilting does not depict a probability mass function. The cumulated absolute
differences between the results are given in Table This example demonstrates that the
FFT with exponential tilting is very sensitive. Analyzing the internal values of the FFT with
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12.2. A Comparison without Exact Result

Difference Panjer’s Recursion and FFT 0.247445

Difference Panjer’s Recursion and FFT with exponential tilting | 0.003546

Table 12.5: Absolute differences between the probabilities w.r.t. the [Paretd(0.6,1.4) distribu-
tion.

1.0t

0.8f 4

0.6

0.4

0.21

5 10 15 20 25
Figure 12.5: Approzimations of the Thorin measure U of A ~[Paretd(0.5,2.5).

exponential tilting shows that the evaluation of the transformed probability mass function
of the claim sizes applied to the probability-generating function of the distribution of N is
critical. The computations shown in Figure [I2.6] have been done with a default working
precision, which seems inadequate. The default working precision is machine precision that
yields 16 significant digits (cf. [I6], p. 276]). Setting the working precision to 17 significant
digits yields a significant improvement, which can be seen in Figure The cumulated
absolute differences can be found in Table 12.8

These examples have shown several advantages of our new algorithm; we are not depen-
dent on the existence of moments and therefore have an error estimate of our approximation
in each case. Moreover, our algorithm is numerically much more stable that fast Fourier
transforms. We also only need to evaluate integrals once. This is especially useful if one
changes the distribution of the claim sizes because in this case, the FFT has to evaluate
the integrals once again. We also saw that FFT with exponential tilting is very sensitive in
terms of this integration.
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Chapter 12. Numerical Examples of the Limitations of the Fourier Transform

Probabilities
— Panjer
o.o10fp f e FFT Tilted
~ ~FFT
i)
0.005
AN
o~ ~ WY 2,
0.00042 . ' ' E—————
100 200 300 400 500

Figure 12.6: Approzimations of [Poissonl(20A) V[Poissonl(30) where A ~ [Paretol(0.5,2.5) with
error bound € = 0.01 for Panjer approzimation in Algorithm[10.43. For small n Panjer and
FFET Tilted are quite close, for larger n Panjer and FFT are closer. Altogether, both FFT
and FFT Tilted are critical approximations for this distribution, cf. Table .

Approximation by Panjer’s Recursion

0.190276

FFT

0.188799

FFT with exponential tilting

0.188452

Table 12.6: Probabilities of the event of no default w.r.t. the [Paretdl0.5,2.5) distribution.

Difference Panjer’s Recursion and FFT

0.0871913

Difference Panjer’s Recursion and FFT with exponential tilting

0.127476

Table 12.7: Absolute differences between the probabilities w.r.t. the [Paretd(0.5,2.5) distribu-

tion.

Difference Panjer’s Recursion and FFT

0.0871913

Difference Panjer’s Recursion and FFT with exponential tilting

0.0045705

Table 12.8: Absolute differences between the probabilities w.r.t. the Paretd(0.5,2.5) distribu-

tion with higher working precision.
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12.2. A Comparison without Exact Result

Probabilities
— Panjer
0.010 1 | | FFT Tilted
- -FFT
i}
0.005
)
\../-\/\
0.000 — . ey
100 200 300 400 500

Figure 12.7: Approzimations of [Poissonl(20A) V[Poissonl(30) where A ~ [Paretal(0.5,2.5) with
error bound € = 0.01 for Panjer approximation in Algorithm and higher working
precision. Now Panjer and FFT Tilted almost coincide, cf. Table[12.§

143



Chapter 12. Numerical Examples of the Limitations of the Fourier Transform
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Glossary

Ber(p)
Beta(a, 3)

Beta'(a, 8)
CLog(q, F)
CNegBin(a, p, F)

CPoi(u, F)

dTV (F7 G)
ExtNegBin(a, k, p)

Gamma(q, 3)

MultHyperGeom(n, k1, . . .

MultLog(p1, .- -, Pm)

Multinomial(n; py, . . .

No

apm)

s km)

Bernoulli distribution with 0 <p <1

beta distribution with o, 8 > 0

beta distribution of the second kind with
a,B>0

compound logarithmic distribution with pa-
rameter ¢ € (0,1) and distribution F, cf. also
Definition

compound negative binomial distribution with
parameters « > 0 and p € [0, 1) and distribu-
tion F, cf. also Definition

compound Poisson distribution with Poisson
parameter p > 0 and distribution F, cf. also
Definition

total variation distance between the distribu-
tions F and G

extended negative binomial distribution, cf.
also Definition

gamma distribution with parameters «, 5 >
0, a probability density is f,5(z) =
%xa_l e P for x > 0

Laplace transform of the distribution of a ran-
dom variable X

law of a random variable X

logarithmic distribution with ¢ € (0, 1), and its
probability mass function is given by f(k) =

k
ﬁ% for ke N
moment generating function of the distribution
of a random variable X

multivariate hypergeometric distribution with
parameters n € N and ki,...,kn € Ny, cf.
also [39, Equation (39.1)]

multivariate logarithmic distribution, cf. also
Definition

multinomial distribution with n € N and 0 <
D1y Ppm <1

natural numbers with zero, ie., Ny =

{0,1,2,3,...}
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Glossary

N
NegBin(a, p)

NegMult(a, p1, ..., pm)

Pareto(g, h)

Gx(z)
ox(t)

Poisson(\)
R

Ry
Sa(o, B, 1)

F&,O’,T,m

U(dt)

natural numbers, i.e., N={1,2,3,...}
negative binomial distribution with parame-
ters a > 0 and 0 < p < 1, cf. also Definition

negative multinomial distribution with param-
eters @« > 0 and 0 < p1,...,pm < 1, cf. also
Definition

Pareto distribution with g, h > 0 with cumu-
lative distribution function F'(z) =1 — (1 4+
(z/g))~" for > 0

probability-generating function of the distri-
bution of a random variable X

characteristic function of the distribution of a
random variable X

Poisson distribution with mean A > 0

real numbers with infinite values, i.e., R =
RU{—00, 00}

non-negative real numbers, i.e., Ry = [0, 00)
stable distribution with a € (0,2], o > 0,
g €]-1,1] and p € R, cf. also Section
generalized stable distribution with a € (0, 1),
o >0,7 >0, and m € Ny, cf. also Section
B:2.1} m = 0 implies a 7-tempered a-stable
distribution

Thorin measure U, cf. also Definition
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