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Abstract

This thesis studies the problem of budget-constrained optimal insurance indemnification
when the insurer imposes an upper limit on disbursement. In balancing the trade-off be-
tween the cost of paying the insurance premium and the benefit of receiving the indemnity;,
the risk-averse insured aims to maximize his/her subjective expected utility of terminal
wealth, subject to a budget constraint, and to the constraint that the insurer has an up-
per bound on the indemnification disbursement. We assume that the insured’s subjective
probability measure is obtained from the insurer’s probability measure by a transformation
such as in Furman and Zitikis ([3]), and that the insurer uses a distortion-type premium
principle. We also assume that the insurer can observe the realized loss by incurring a
state-verification cost. We show that in the presence of an upper limit on disbursement,
the optimal indemnification function is a limited variable deductible. We then examine
three numerical applications, and we illustrate the optimal indemnity and retention func-
tion in each case.
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Chapter 1

Introduction

It is generally understood that the problem of optimal insurance design is about how a risk-
averse decision maker (DM, i.e. the insured) balances his/her trade-off between the cost
of paying the insurance premium and the benefit of receiving the indemnity, for a realized
loss, so as to make his/her well off in the future. The literature on optimal insurance design
can be broadly split into two main approaches to the problem: the equilibrium model and
the optimization model. Under the equilibrium model, the optimal insurance contract
is determined by the optimal risk sharing between the insured and the insurer. For the
latter, the optimal insurance design problem is formulated as a problem of maximizing the
insured’s expected utility or minimizing his/her residual risk, subject to various constraints.

The problem of optimal insurance design for the risk-averse DM, based on the opti-
mization model, can be traced back to the classical approach of Arrow ([1]). In his seminal
paper, he formulated a problem in which the risk-averse insured seeks to maximize his/her
expected utility of terminal wealth with the constraint of a non-negative indemnity that is
bounded above by the realized loss variable. With the assumption that the insurer’s pre-
mium is proportional to the net premium (i.e. the expected value principle) with a loading
factor, Arrow concluded that if the DM and the insurer have similar probabilistic beliefs
about the random loss variable, then full coverage above a fixed deductible is optimal.

Since then, researchers have extended the classical problem, with the aim of replicating
practices in the real-world insurance market. Case in point, it is important for the insurer
to control his/her risk exposure when he designs an insurance contract. Therefore, limited
coverage on insurance and reinsurance contracts, among other things, are fairly standard
features of contracts in the real-world insurance market. The limited coverage feature
of insurance contracts may be attributed to the limited financial capacity of the insurer



(Cummins and Mahul [5]), as well as the existence of regulatory constraints. Along this
line, studies have extended the Arrow model to account for the insurer’s risk constraint.
The literature on optimal insurance design with an explicit upper limited coverage amount
dates back to Cummins and Mahul ([5]). The authors used a two-step approach to solve the
problem of maximizing the insured’s expected utility of terminal wealth with the constraint
of a predetermined upper limit on coverage. First, they solved the problem using a fixed
premium. The result obtained is then used to determine the optimal premium level, thus
completing the determination of the solution to the problem. The effect on the optimal
deductible of a change in the insured’s initial wealth and risk aversion were examined in
the study. Moreover, the authors examined the impact of changes in the coverage cap on
the optimal deductible. They showed that the optimal insurance contract for an expected
utility maximizing DM with an upper-bound on coverage amount can be characterized as
full insurance above a deductible up to the predetermined cap. Changes in risk aversion and
initial wealth were shown to have ambiguous effects on the optimal deductible. Finally, the
authors showed that an increase in the upper limit on coverage would increase the demand
for insurance against small losses through a decrease in the deductible, for an insured that
possesses a constant absolute risk aversion utility function.

Zhou, Wu and Wu ([20]) showed that in the presence of an insurer’s loss limit, the
optimal insurance indemnity function displays full coverage above a deductible, up to a
cap. While the finding of Zhou et al ([20]) is similar to Cummins and Mahul ([5]), they
differ in that the coverage limit was endogenously determined through the imposition of
a prespecified limit on the insurer’s net loss amount, unlike Cummins and Mahul ([5]),
in which the coverage limit was prespecified. Similar to Cummins and Mahul ([5]), the
authors embarked on the two-step approach in solving the problem. First, the problem
is solved for the optimal insurance while keeping the insurance premium fixed. Then,
the result is used to determine the optimal deductible and cap. Moreover, the authors
examined the connections between the Arrow model and their proposed model, and they
assessed the impact on insurance consumption of a change in the insured’s initial wealth,
for cases where the utility function is of the Decreasing Absolute Risk Aversion (DARA) or
Increasing Absolute Risk Aversion (IARA) type. The authors showed that under expected
value premium principle, when an insured’s preference displays increasing (decreasing)
absolute risk aversion, the optimal insurance policy provides more (less) coverage for small
losses, and less coverage for large losses when compared to Arrow model. Moreover, for
an insured with a DARA (IARA) utility function, the authors concluded that the optimal
cap will decrease (increase) while the optimal deductible will increase (decrease) as the
insured’s initial wealth increases, suggesting that the insured will decrease (increase) the
insurance coverage for both the small losses and large losses.



Zhou and Wu ([18]) explored the classical problem of optimal insurance design, subject
to the constraint that insurer’s expected loss after the insurance payment is maintained
below some predetermined level. As in Cummins and Mahul ([5]), a two-step approach
was used to solve the proposed problem. Moreover, they provided numerical illustrations
using the exponential utility function for the cases of a two-valued loss distribution and
an exponential loss distribution. The authors showed that if the insurer’s risk constraint
is binding, then the optimal solution to the problem is characterized as a piecewise linear
deductible. The authors further concluded that it can be shown that the insured’s optimal
expected utility will increase if the insurer’s risk tolerance increases.

In addressing the problem of optimal insurance design from a probabilistic point of view,
Zhou and Wu ([19]) extended the Arrow model by imposing an additional the constraint
that the insurer’s Value-at-risk (VaR) of his/her terminal wealth falls below a certain
predetermined threshold. As in Zhou et al ([18]), a two-step approach was used to solve
the problem. As an example, Zhou and Wu ([19]) illustrated the calculation process of
the optimal insurance for an absolute risk aversion utility maximizer and an exponential
loss distribution. The authors showed that, in the presence of the VaR constraint, the
optimal solution to the problem is a piecewise linear deductible, and the insured’s optimal
expected utility will increase as the insurer becomes more risk tolerant. They also showed
that when the insured has an exponential utility function, the optimal insurance based
on the VaR constraint results in larger losses for the insurer when compared to a similar
problem without this risk constraint.

Ghossoub ([11]) examined the problem of budget-constrained demand for insurance
when the insured and insurer disagree about the likelihoods associated with the realiza-
tions of the insurable loss. Moreover, Ghossoub ([11]) assumed that the insurer distorts
his/her probability measure and uses a distortion premium principle, while the insured
has a fixed insurance budget and imposes an upper limit constraint on the retained loss.
Ghossoub ([11]) imposed a state-verification cost that the insurer can incur to verify the
loss severity, in order to rule out any ex-post moral hazard issues. As a numerical example,
Ghossoub ([11]) considers two special cases of the proposed problem based on variations in
the transformation of the insurer’s probability measure from the DM’s probability measure.
First, he examines a setting in which the insurer’s probability measure is an Esscher-type
transformation of the DM’s probability measure for a truncated exponential distributed
random loss variable. Also, the assumption that the DM has a high aversion to losses
was made; thus, reflecting a stringent risk management constraint. He then re-examined
the problem using a transformation as in Furman and Zitikis ([8]), using a similar setting
as in the first numerical case. He concluded that the optimal retention function has a
simple two-part structure: zero retention (full insurance) on events for which the insurer



assigns zero probability, and a retention function that could be described as a limited
variable deductible on the complement of that event. Moreover, in the case of the Esscher-
type transformation, Ghossoub ([11]) showed that the optimal indemnity function for the
problem being examined follows a three-part structure.

In this thesis, we examine the problem of budget-constrained optimal insurance in-
demnification when the insurer imposes an upper limit on disbursement. The problem is
similar in spirit to that of Cummins and Mahul ([5]), but extends it in two directions:
first, we use a distortion premium principle; and second, we allow for heterogeneity in
beliefs between the insurer and the insured. The formulation of the problem follows closely
with that of Ghossoub ([11]); however, we assume that the DM’s subjective probability
measure is obtained from the insurer’s probability measure by the transformation such as
in Furman and Zitikis ([3]). Similar to Ghossoub ([11]), we assume that the insurer uses
a distortion-type premium principle and the DM has a fixed insurance budget. We also
assume that the insurer can observe the realized loss by incurring a state-verification cost.
The approach taken in obtaining the closed-form characterization of the optimal indem-
nification was guided by Ghossoub ([11]) and Xu ([17]). First, we convert the problem to
its associated quantile formulation. The literature on quantile formulation generally relies
on the use of the calculus of variation or the making of monotonicity assumptions. Like
Ghossoub ([11]) and Xu ([17]), we perform a change of variable to the quantile formulation
and then apply a relaxation method, via the use of a concave envelope function, to solve
the problem without the use of the calculus of variation or making any monotonicity as-
sumptions. We show that in the presence of an upper limit on disbursement, the optimal
indemnification function is a limited variable deductible.

Moreover, we consider some numerical applications based on three different types of dis-
tortion function: convex power distortion, linear distortion, and concave power distortion.
For each numerical example, we assume that the DM’s probability measure is obtained
from the insurer’s probability measure through the Esscher-type model and that the loss
variable is distributed according to the truncated exponential distribution. We illustrate
the optimal indemnity in each case.

The rest of this thesis is organized as follows. In Chapter 2, we present the model,
formulate the optimal insurance problem with an upper limit on the insurable loss, and
characterize the optimal indemnification in closed form. Chapter 3 provides numerical
illustrations, and Chapter 4 concludes. Some background material is presented in the
Appendices.



Chapter 2

Model Formulation and Solution

2.1 Model Setup

A risk-averse EU-maximizing DM has initial wealth W} and is exposed to an insurable
random loss X : (S, %) — [0, M], a non-negative random variable on a measurable space
(S,X) that is bounded by some M € R*t. Denote by B(X) the set of all bounded %-
measurable functions f : (5, %) — (R, B(R)). B(X) is a vector space and B*(X) denotes
the cone of all positive elements of B(X). The DM transfers part of her exposure to an
insurer by purchasing insurance. The insurer provides insurance indemnification Y (s) =
I(X(s)) against the realized loss X (s), for each state of the world s € S, based on the
agreed insurance policy Y € B*(X). The DM is assumed to have a fixed insurance budget
of 0 < IT < Wy, (see [4, 16]). After purchasing insurance, the DM’s wealth is given by the
random variable

W(s) =Wy —II—X(s)+Y(s), Vs € S.

Let v : R — R denote the DM’s utility function, which satisfies the following assump-
tion.

Assumption 2.1.1. The utility function u : R — R is continuously differentiable, and
satisfies:

i) u'(x) >0 and u"(x) <0 for all x € R" ,and

it) v'(0) = 400 and lim u'(x) = 0.

T—+00



We assume that the DM has a subjective probability measure @ on (S,%) and the
insurer premium is based on a distortion-type premium principle, with probability measure
P on (S,¥) and a distortion function! 7. In particular, the distortion-type premium
principle X : BT (X) — R is given by

(YY) := /YdT o P, forall Y € B(X),
where the integration is in the sense of Choquet, as defined below.

Definition 2.1.2. The Choquet integral of f € BT(X) with respect to the distorted proba-
bility measure T o P is defined as

/f dT o P = /;ooT(P({s €S f(s) > t})dt.

Assumption 2.1.3. T is strictly increasing and continuously differentiable.

We make the assumption that the DM’s probability measure () is obtained from the
insurer’s probability measure by the transformation such as the ones in Furman and Zitikis

[7, 5.

Assumption 2.1.4. Q) is obtained from P by a transformation of the type
dQ w(X)

- x>0
dp /w(X)dP

where w : RT +— R is a non-decreasing and strictly positive function.

Then P and @) are mutually absolutely continuous measures on 3, ¢(X) > 0, and Z—g is
comonotonic with X. Moreover, for all Z € B(¥),

/ ZdQ = / Z¢(X)dP.

LA probability distortion function is an increasing function 7' : [0,1] — [0, 1] that satisfies T(0) = 0 and
T(1)=1.




Remark 2.1.5. A special case of the above transformation is the Esscher transformation?,
defined as
dQ ebX

P = ¢p(X) = [ etXdp € BT (x).

This transformation will be examined in section 3.

@ _  w(X)
P /w(X)dP

for a non-decreasing and strictly positive weighting function w : Rt — RT.

We make the standard assumption that DM is well-diversified so that the particular loss
exposure X against which she is seeking an insurance coverage is sufficiently small. Such
an assumption can also be interpreted as a limited liability constraint since it guarantees
a nonnegative terminal wealth for indemnity functions that pay no more than the value of
the loss. Assumptions of limited liability are commonly used in the literature (e.g., [1]).
Specifically, in our setting, we assume the following.

Assumption 2.1.6. X < W, —II.

Similar to Ghossoub ([11]), we assume that the insurer can observe the realized loss
X(s), by incurring a State-Verification Cost (SVC) C(X(s)), for each state of the world
s € S. We also assume that C'(0) = 0 and that the administrative cost of processing an
indemnity Y is given by pY, where the factor loading p € (0, 1) is exogenously determined.
In using the distortion-type premium principle, we assume that the expected SVC will
therefore reduce the premium charged by the insurer, while the total expected indemnity
payment will increase by the factor loading p. Consequently, the DM’s budget constraint
is given by

2See, e.g.,m Biihlmann [2].



Definition 2.1.7. Two functions Y1,Y, € B(X) are said to be comonotonic (resp., anti-
comonotonic) if

[Yl(s) - Yl(s’)} [Yg(s) - Yg(s')] >0 (resp., <0), forall s,s" € S.

For any V € B(X), we denote by Fy the cumulative distribution function of V' with
respect to the probability measure P, defined by

Fy(t):=P({s€ S:V(s) <t}), Vt >0,

and we denote by F,,'(t) the left-continuous inverse of the distribution function Fy (that
is, the quantile function of V' w.r.t. @)), defined by

F ' (t) = inf {z eER": Fy(z) > t}, vVt €[0,1].

2.2 Optimal Indemnification

2.2.1 The DM’s Demand Problem

The insurer imposes an upper limit L € (0, M) on possible indemnification disburse-
ment, and the DM’s problem is that of finding an indemnity function that maximizes her
subjective expected utility of terminal wealth, subject to the budget constraint, and to the
constraint that the indemnity exceeds neither the total loss (indemnity constraint) or the
insurer’s upper limit on disbursement (insurer’s risk limit):

Problem 2.2.1.
sup {/u(WO—H—X+Y> dQ:OSYﬁmin(L,X);/Y dTongI}.
YeB(E)
By Assumption 2.1.4, Problem 2.2.1 can be re-written as follows:
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Problem 2.2.2.
wp{/ﬂ@%—H—X+YMM3M%OngmMLX%/Yﬂ%Pgﬁ}
)

YEB(S

We proceed with the following lemma:

Lemma 2.2.3.
i) IfT1 < 0, then the set of feasible solutions for Problem 2.2.2 is empty.

it) If1I > Jmin(L, X)dT o P, then Y* := min(L, X) is optimal for Problem 2.2.2.

Proof.

i) Suppose that II < 0. If Y feasible, then in particular
og/YﬂwPSﬁ.

Since II < 0, we have [YdT o P <0, which is a contradiction. Therefore, the set of
feasible solutions for Problem 2.2.2 is empty.

ii) Suppose that Y* := min(L, X) and [ min(L, X)dToP < I1. Since Y* € [0, min(L, X)],
it is feasible for Problem 2.2.2. To show optimality, let Y’ be any feasible solution for
Problem 2.2.2. Then we have 0 <Y’ < min(L, X) and [Y'dT o P < II. Moreover,
since u is concave and increasing,

uWo—II—=X+Y") <u(Wy—1I — X +min(L, X)) =u(Wy — I - X +Y7).
Therefore, since ¢ > 0,
/u(Wo —II—-X+Y")p(X)dP < /u(Wo —II-X+4+Y")p(X)dP.
Hence, Y* is optimal for Problem 2.2.2.
O

Consequently, in light of Lemma 2.2.3, we examine the case 0 < IT < J min(L, X)dT o P:

Assumption 2.2.4. 0 < TI < [min(L, X)dT o P



2.2.2 Optimal Indemnities

Our main result, Theorem 2.2.6, provides a closed-form characterization of the op-
timal indemnification, in the presence of an upper limit on the possible indemnification
disbursement. First, we provide the following definition for a concave envelope.

Definition 2.2.5. For a real-valued function f on a non-empty convex subset of R con-
taining the interval [0, o], for some a > 0, the concave envelope of f on the interval [0, o
is the smallest concave function g on [0, «] such that g(z) > f(z), for each x € [0, a].

Theorem 2.2.6. Let

e L denote the Lebesque measure on [0, 1];
o ¢ :[0,1] > [0,1] be defined by ¥(t) := [, ¢(Fy'p())da;
e m:[0,1] — [0,1] be defined by m(t) :=1—T(1 —~1(t))), for all t € [0,1];

d be the concave envelope on [0, 1] of the function m;

For each A > 0 and for all t € [0,1],

¢3(t) = min [min(Z, Figb (6 (8))), max {0, (u/) " (A'(6)) + Fih((6)) + I = Wo}] ;

A* > 0 be chosen such that fol ¢t ()m/ (t)dt = II; and

For each A > 0, &, be the subset on [0,1] defined by
Ex={t € [0,1]:6(t) > m(t), L < Fgh(u™(1)),0 < K1) < L}
U{Ee 0,1]:8(t) > m(t), L > Fyb(v1(1)), Ka(t) > 0},
If assumptions 2.1.3,2.1.5,2.1.1,2.1.6, and 2.2.4 hold, and if
L(Ex) =0, (2.1)

then the indemnity function
Y= qi.(v(U)) (2.2)
is optimal for Problem 2.2.2 and comonotonic with X, where U := Fx p(X).

10



2.2.3 Proof of Theorem 2.2.6

The goal of this section is to reformulate Problem 2.2.2 as a quantile optimization
problem, solve for the optimal quantile, and then revert back to the corresponding optimal
indemnity function. Denote the feasibility set for Problem 2.2.2 by

fy:{YGB(Z):0§Y§min(L7X);/YdToP§1:I}
and define

]:;:{YEB(Z):0§Y§min(L,X);/YdToP:ﬁ}.

Lemma 2.2.7. For a given Y € Fy, denote Y = F}Z}J(FX,p(X)). ThenY € Fy and
/u(w0 — 11— X +Y)p(X)dP > /u(Wo — I — X +Y)o(X)dP.

Proof. The proof follows closely that of Ghossoub ([11]). Since X is continuous, U :=
Fx p(X) has a uniform distribution over (0,1), that is, P({s € S: Fx pX(s) <t}) =t for
eacht € (0,1), and X = Fy,(U), P-a.s, see Follmer and Schied ([0]). Let Y = Fy p(U) be
a non-decreasing P- rearrangement of Y with respect to X. Then Y € Fy is comonotonic
with X, by Proposition (1.1). Since u and ¢(-) are increasing, the map L : R x R — R
defined by L(z,y) := u(Wy—II—z+y)¢(z) is supermodular by concavity of u (see Example
1.3). Then by Lemma (1.4),

/u(WO —II-X+Y)p(X)dP = /L(X, Y)dP
< /L(X, Y)dP = /u(w0 — - X +Y)p(X)dP,
as required. 0

Let Q denote the collection of all quantile functions f satisfying 0 < f(t) < min(L, F p(t)),
for all ¢ € [0,1]. That is,

Q= { f:0,1] = R | f is non-decreasing and left continuous;

11



0 < f(t) < min(L, Fgh(t)), for cacht € [0, 1]}.

For each f € Q, we have Y := f(U) € B(X), where U = Fx p(X). Therefore, since
X = Fx'p(U), we have
[ty == X +¥)6(00aP = [y 11— Fh(U) + OO (0))aP
1
= [ o = T1= P + Do)
Likewise,
1
Y dl'oP = U)T'(1—-U)dP = T'(1 — t)dt.
/ [rwra—mar = [ rara-oa

In light of Lemma 2.2.7, solving Problem 2.2.2 reduces to solving the following quantile
optimization problem

Problem 2.2.8.

feQ

Sup { /0 u(Wo —IL— Fip(t) + f(t) ¢(Fxp(t))dt : /0 FOT(1 = t)dt < H} .

The following Lemma shows the relationship between Problems 2.2.2 and 2.2.8.

Lemma 2.2.9. If f* is optimal for Problem 2.2.8, then Y* := f*(Fx p(X)) is optimal for
Problem 2.2.2.

Proof. Let f* be optimal for Problem 2.2.8 and Y* := f*(U), where U = Fx p(X). Since
ffeQ,0<Y* <min(L, X). Moreover,

/Y*dT oP = /FY},P(U)T’Q —U)dP = /f*(U)T/(l —U)dP
_ /1 FOT(1 — t)dt < 1.

12



Hence, Y* is feasible for Problem 2.2.2. Take Y € B(X) with quantile function F;}D to be
a feasible solution for Problem 2.2.2. Then FQ}J is feasible for Problem 2.2.8. Observe that

/U(Wo —II— X +Y)p(X)dP < /u(WO = Fgb(U) + Fy (U)g(Fxa(U))dP
- / w(Wo =T = Fyp(t) + Fyp(1))0(Fi p (1)) dt
S/0 u(Wo —IL— Fylp(t) + f*(1))o(Fx p(t))dt
:/u(Wo — 11— X +Y*)o(X)dP,

where we used Lemma 2.2.7 and the optimality of f* for Problem 2.2.8. Therefore Y* is
optimal for Problem 2.2.2. O]

Next, we make a change of variable to remove the quantile function of ¢ from the
objective of Problem 2.2.8. Let 1 : [0, 1] — [0, 1] be defined by

/¢> o(@)da, with ¥(0) )= [olx)ir = a(s) -
Then,
[ a1 Fh0) + S0 01t = [ a0y~ 11 Fb(o) + 5000,
Taking v(t) = ¢~ 1(t),
[ a1 E 0+ 0)av0) = [ a1 o) + 5000
and z = v71(t) = t = v(z), we have
[ a1 Egh0) + 700 = [ W~ T b0l + flo()ie

1

u(Wo — I1— Fy b (u(t)) + q(t))dt,

Il
S~

where ¢(t) = f(v(z)). Furthermore, let m : [0,1] — [0, 1] be defined by
mt):=1-T1 —v(®)=1-T(1 - '(1)).

13



Then
m'(t) = T'(1 — v(t))v'(t),

and

/01 T'(1—t)f(t)dt = /1 T'(1 = v(2)) f(v(2))dv(2),
/ FENT'(1 = v(2))v'(2)dz,
_/0 g(O)T"(1 = v(t))v'(t)dt,
:/01 q(t)ym/ (t)dt.

Let Q* be the feasibility set for the transformed quantile function, defined as
Q= {q :[0,1] — R | ¢is non-decreasing and left-continuous,

0 < ¢(t) < min (L,F)}}P(v(t))) ,for each t € |0, 1]},

where v = ¢~!. By making the change of variable for Problem 2.2.8 we now have the
following problem.

Problem 2.2.10.

sup {/01 u(Wo —IL— Fylp(u(t) + q(t)) dt : /01 q(t)m’ (t)dt < H} .

qeQ*

Next we show the relation between Problems 2.2.8 and 2.2.10 through the following
lemma.

Lemma 2.2.11. If ¢* s optimal for Problem 2.2.10, then f* := q* o s optimal for
Problem 2.2.8.

Proof. Let ¢* € Q* is optimal for Problem 2.2.10, and f* := ¢* o 4. Then
/0 T'(1— 1) (8)dt = / T'(1— v(2) f* (0(2))du(z) = / T/ (1 — o(t)) £ (u(t))0/ (1)t
_ / ¢ ((o(t)))m (t)dt = / ¢ (! (£)dt < T,

14



where the first equality is based on the change of variable z = v=!(¢) and ¥~ = v.

Moreover, ¢* feasible for Problem 2.2.10 implies that it is non-decreasing, left-continuous,
and satisfies 0 < ¢*(¢) < min(L, F)Z}P(v(t))), for each t € [0,1]. Since 9 is increasing and
continuous, by the Inverse Function Theorem, v is also increasing and continuous. There-
fore, f* := ¢* o v! is non-decreasing, left-continuous, and satisfies 0 < f* = ¢*(v=1(¢)) <
min(L, Fy'»(t)), for each t € [0,1]. Therefore, f* is feasible for Problem 2.2.8. Hence,
f* € Q. Next we show that f* is optimal for Problem 2.2.8. Let f be feasible for Problem
2.2.8 and g := f owv. Then

I > /O1 T'(1 —t)f(t)dt = /01 T'(1 —v(2))f(v(2))dv(z) = /01 q(t)ym/(t)dt,
which shows that g is feasible for Problem 2.2.10. Consequently,
[ 0011 F@) + S0) o)t = [ (W 1= F(0) 4 70) )
w (Wo — T~ Fhlt) + £(2)) dv()
u (Wo = 1= Fb(u(2)) + £(0(2))) dz

u (WO — 11— F)zlp(v(t)) + q(t)) dt

/
/
/
< [ uwo -1 o) + ) a
[ w11 F 0+ ) a0
[ w11 P + o) dvte)
[ w11 0+ 77 0) s o)

where ¢ := f owv. Hence, f* is optimal for Problem 2.2.8. O]

So far Lemma 2.2.11 shows that by solving Problem 2.2.10, we also indirectly solve
Problem 2.2.8. In what follows, a similar approach to the work of Xu ([17]) and Ghossoub
([11]) is adapted to the current setting. First, we need the following result.
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Lemma 2.2.12. Let m be a real-valued function on a non-empty convex subset of R con-
taining the interval [0, o], for some a > 0, and let & be its concave envelope on the interval
[0,a]. Then:

i) 6(-) dominates m(-) on [0, a], with 6(0) = m(0) and 5(a) = m(a);
i) 8(-) is concave on [0,a];
iii) 0(-) is affine on {z € [0,a] : 6(z) > m(x)}; and
iv) for all x € 0,0], 8(x) > m(x).
Moreover,

v) If m is increasing, then so is §;

vi) If m is continuously differentiable on (0, ), then § is continuously differentiable on

(0, ).

Resulting from Lemma 2.2.12, we have the following lemma.

Lemma 2.2.13. If §(-) is the concave envelope of m(-) on [0, 1], then for any q € QF,

/Oq(t)m’(t)dtz/o q(t)d'(t)dt.

Proof. Let §(-) be the concave envelope of m(-) on [0, 1]. Then, 6(t) > m(t) for all t € [0, 1]
with (1) = m(1). Hence, for every ¢ € Q* we have

0< /0 1[5@) — m(t))dg(t) = /0 1 /y 1[m’(ac) — 0'(x)]dzdq(y)
- [ [ o] imte) = swtas = [ ot - s,

where the second equality follows from applying Fubini’s Theorem. m

In light of Lemma 2.2.13 we consider the following relaxed problem.

16



Problem 2.2.14.

sup {/01 u(Wo —IL— Fylp(u(t)) + q(t)) dt : /01 q(t)d'(t)dt < ﬁ} .

qeQ*
In what follows, we solve Problem 2.2.14 and then show that the solution is also optimal
for Problem 2.2.10.
Lemma 2.2.15. Let ¢* € Q* satisfies:
i) fol 8 (g dt = 11; and,
ii) there exists some X\ > 0 such that for all t € [0, 1],

7 (t) = arg max {u(Wy — I — F)}}P(v(t)) +y) — \yd'(t) },
0<y<min(L,Fy 5 (v(t)))

then q* is optimal for Problem 2.2.1}.

Proof. Suppose conditions i) and ii) holds. Then ¢* is feasible for Problem 2.2.14. Let
q € Q* be feasible for Problem 2.2.14. Then for each ¢ € [0, 1],

w(Wo — I = Fglp(u(t) + ¢*(£)) = A (1)q"(t) = u (Wo — IL — Fla(v(t)) + q(t)) =2 (£)q(t).
Therefore
u(Wo =TT = Fp(u(t)) + ¢"(t)) —u (Wo — TT = Fxp(v(t) +q(t)) > Mo (£)g" () =" (t)q(t)].

Hence, by integrating over [0, 1] we have
1
[ [ 0= 11— P o0) + (0) = (Wo = 11— Fbtot) + a(0) Jar
0

> A Uol 8 (t)q* (t)dt — /01 5’(t)q(t)dt]

Hence, ¢* is optimal for Problem 2.2.14. ]

17



By pointwise maximization of the Lagrangian for Problem 2.2.14 we obtain, for each
te0,1]

G(t) = argmax  {u(Wo—TI— Fyp(u(t)) +y) — Myd'(t) }

0<y<min(L,Fxp(v(t)))

=min [min (L, F)}}P(v(t))) , max {0, ()TN (1)) + F)}}P(v(t)) +1I - WOH .

Note that u is strictly increasing and strictly concave implies that u’ is decreasing. Hence,
by the Inverse Function Theorem (u')~! is decreasing. Therefore, for ¢;(t) to be non-
decreasing, ¢’ has to be a decreasing function over [0, 1], which follows from the concavity
of 4.

Lemma 2.2.16. For each X\ > 0, define the function ¢} on [0, 1] by
¢(t) := min [min (L, Fx p(v(t))) ,max {0, (u') " (A'(t)) + Fx p(v(t)) + 11 = Wo}] . (2.3)
Then:
i) For each A >0, ¢5 € Q%;
ii) There exist \* > 0 such that fol &' (t)qt. (t)dt =11; and
iii) For allt € ]0,1],

G = argmax  {u(Wo— - Fyh(u(t) +y) - \d'(8)} .

0<y<min(L,Fxp(v(1)))

For the proof of Lemma 2.2.16, we will need the following lemma.

Lemma 2.2.17. For g}, as defined by eq. (2.3), there exists a \* > 0 such that fol qm/(t)dt =
I1.

Proof. Define the function d : RT — R by

d(\) ::/0 gum/ (t)dt

:/0 m/(t) X min [min (L, F);’lp(v(t))) , max {0, (u')"HN' (1)) + F)Elp(v(t)) + 11— WOH dt.
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Since (u/)~! is decreasing, d(\) is a decreasing function of A. Furthermore, Assumption
2.1.1 implies that limy_,0u (A (1)) = 400 and limy,o, ' (A0’ (¢)) = 0, for a given ¢ € [0, 1].
Therefore,

lim ((u) ™" (A (1)) + Fip(v(t)) + T = W) = +o0,

and

lim (')~ (A (£)) + Fy o (0(t)) + T = Wo) = Fi(v()) + T = W,

A—00
Furthermore, Assumption 2.1.6 implies that Fx p(Wy—II) = 1, and so Wy —1II = F);}P(l) =
Filp(v(1)) > Fylp(u(t)), for all t € [0,1]. Hence, Fyp(v(t)) + I — Wy < 0. Therefore,
Assumption 2.2.4 implies that

1

1
limd(\) =lim [ ¢m/(t)dt = / lim gym/(t)dt
0

- /0 1 m/(t) x min [min (L, Fx%(v(t))) , max{0, oo}] dt
_ /0 ' (8) x min(Z, Fyy(u(t)dt
_ /01 min(L, Fib(2))T'(1 - 2)dz
:/min(L,X)dTo P>Ti,
and

1
lim d()\) :/ lim ¢xm’(t)dt
0

A—00 A—+00
1
:/ m/(t) x min [min (L, Fyp(v(t))) , max {0, F)zlp(v(t)) + I —Wo}]dt
0
1
:/ m/(t) x min [min(L, F po(t)), 0] dt = 0.
0
Therefore,

1
0= lim d(\) <1< / min(L, X)dT o P — / min(L, Fs(:)T'(1 — 2)d= = lim d(3).
0 ’ —

A—=—+00

Hence, the existence of a A* > 0 such that [Y*dT o P = II, follows from the Intermediate
Value Theorem. ]

19



Proof of Lemma 2.2.16.

We begin by proving parts i) and iii), respectively. Denote M (t) = min(L, F 1 (v(t))).
By construction, for each A > 0, ¢}(t) is bounded between 0 and M(t), for all t €
[0,1]. Since (u')~! is decreasing and ¢’ non-increasing for ¢ € [0, 1], the composition
(w/)7H(\") is non-decreasing for a given A > 0. Moreover, F)}}P(v(t))) and v(t) are also
increasing functions of ¢. Therefore, max {0, (u)"'(A0'(t)) + Fyx p(v(t)) + I — Wy} and
min (L, F g}P(v(t))) are both non-decreasing for t € [0, 1]. Moreover, since F' ;}P(v(t))) and
v(t) are continuous for all ¢ € [0, 1], then they are also left-continuous. Likewise,(u’) ™' (\d’)
is continuous and is also left-continuous. Therefore, the functions

t — max {0, (u') (X' (t)) + Fx p(v(t)) + 11— W}
and
t — min (L, Fx p(v(t)))

are both left-continuous. Hence, ¢} is non-decreasing and left-continuous. Thus, ¢; € Q.
Now, for each A > 0 and fixed t € [0, 1], consider the problem

argmax f(y) := u(Wp —II — F)}ylp(v(t)) +y) — \yd' ().

0<y<M(¢)
Since u is strictly concave, f is also strictly concave function of y, that is f is (strictly)
decreasing in y. Hence, the first-order condition on f yields a global maximum for f at

y' = ()TN (8) + Fyp(u(t) + 11— W

If y* < 0, then since f’ is decreasing, it is negative on [0, M (¢)]. Therefore, f is decreasing
on [0, M(t)], and hence, attains a local maximum of f(0) at y = 0. If y* > M(t), then
since f’ is decreasing, it is positive on the interval [0, M (¢)]. Therefore, f is increasing on
the interval [0, M (t)], and hence, attains a local maximum of f(M(t)) at y = M(t). If
0 <y* < M(t), then f attains a global maximum of f(y*) on [0, M (t)]. Consequently, the
function y** := min[M (¢), max(0, y*)] solves the problem, for a given choice of A, t and L.
Hence, part iii) is proved.

We now turn to the proof of part ii). To this end, note that eq. (2.3) implies that for
agivent e [0,1],if L < F)}}P(v(t)),

0, if K,(t) <0,
() = 3 (W) TN (1) + Fxp(u(t) + T =W, if 0 < Ky\(t) < L,
L if K\(t) > L;
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where
K\(t) := ()71 (A'(1) 4+ Fx p(v(t) + 11— Wy, for a given ¢ € [0,1].

Likewise, if Fi'»(v(t)) < L, then

{0, if Ki(t) <0,
G0 = § ()T (1) + Frb(o®) + 1= Wy i 0 < Ka(t) < Fyb(u(t)).
Fy p(u(t)) if K(t) > Fy p(v(t).
Define the sets

A:={t €[0,1]: 6(t) > m(t)};

B:={te0,1]: L < F)}}P(U(t))} ={te|0,1] :t >Y(Fxp(L))}. (24)
For a given A > 0, define the sets
Cr:={te€[0,1]:0< K\)(t) < L}; 5=
D, :{t S [O, 1] : K)\(t) > O}, ( . )
and
Ex:=(ANBNCy)U((A\B)ND,). (2.6)

Observe that

(ANBNC\) ={z:xe€ A xveBandz €C,}
= {t€[0,1]: 6(t) > m(t),0 < K\(t) < L,L < Fxp(v(t))}
={r:zeAdandzr e V}=ANYV,

where V:= {t € [0,1] : 0 < K\(t) < L, L < Fx p(v(t))} = BNC,. Similarly,

(A\B)NDy={z:x€ A x ¢ B andr € D)}
={r:xvec A xeB°and x € D)}
=ANB°ND,
= {t €[0,1] : 6(t) > m(t), Kx(t) > 0,L > Fyp(v(t))}
={rz:zeAdandz e Q}=A4ANQ,
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where Q := {t € [0,1] : K)(t) > 0,L > Fxp(v(t))} = Dy N B°. Therefore

Ex=(ANBNC\U((A\B)ND,)
=ANV)U(ANQ)
=(ANBNC\)U(ANB ND,)
=AN[(BNCy\)U(B°ND,)
={t €[0,1] : 6(t) > m(t), L < Fx p(v(t)),0 < Kx(t) < L}
U{t €[0,1] : 6(t) > m(t), L > Fxp(v(t)), Kx(t) > 0}.

With the help of Lemma 2.2.17 and eq. (2.1), we are now able to provide the proof of
Lemma 2.2.16 part ii). Lemma 2.2.17 shows that there exists a A* > 0 such that

1
/ ghm/ (t)dt = 11.
0

Since for each A > 0 g3 is monotone, then it is differentiable a.e. Therefore, for a given
t €[0,1],if L < Fyp(v(t)), then

0, if Ki(t) <0,
dgy(t) = ¢ M((u)7H/(N'(8))dd'(t) + (F)le)’(v(t))v’(t)dt if 0 < K)\(t) < L, (2.7)
0 if Kx(t) > L;
and, if F)le(v(t)) < L, then
O, lf KA(t) S Oa
dgy(t) = § M) (A (1))dd" (t) + (Fy)p) (v()v'(t)dt if 0 < Kx(t) < Fy p(v(t)), (2.8)
(Fxp) (v()'(t)dt if K(t) > Fy p(v(t))-

Then for A > 0,



where A and B are defined in eq. (2.4) above and
0,1]\ A:={t €[0,1] : §(t) = m(t)}.

Since 0 is affine on the set A, we have dé’ = 0 on A. Moreover, by egs. (2.7) and (2.8),
[ 160 = mindas ) = [ 150) ~ mieNdaice) + [ i60) - m(®)das 0
0 ANB A\B
_ / 16(8) — m(D)dFEL(u(t)) + / 16(8) — m(D)dF L (u(1))
ANBNCy

(A\B)NDx

= [6(2) = m(t)]dF p(v(t))

/(Amzsrm)u((A\B)mDA )
_ / 16() — m(t)]dFy (v (t)),

where
Ex={t €10,1] : 6(t) > m(t), L < Fxp(v(t)),0 < Kx(t) < L}
U{t e [0,1]:48(t) > m(t),L > Fyh(v(t)), Ka(t) > 0},

and Cy and D, are defined in eq. (2.5), previously.
Therefore, by eq. (2.1), we have:

/0 16(8) — m(t))dgl. (1) = / 18(6) = m(O)aFx b(0(t) = 0

where \* is defined in Lemma 2.2.16. Applying Fubini’s Theorem, as in the proof of Lemma
2.2.13, gives

0= /0 1[5@) H)dqt. (t / / x) — &' (z)]dzdg;. (y)
-/ / " dgs. <y>] ) = 8@ = [ i) - 5l

Consequently, fol qrm/(t fo ¢;+0'(t)dt. Therefore,

1 1
/ Q0 (t)dt = / qr.m' (t)dt =11,
0 0

which completes the proof. O]
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Lemma 2.2.16 and Lemma 2.2.13 imply that for all ¢ € Q*, and for all A > 0,
[ o 0% 11— Fteo) + at0) 0] < [ [u (o~ 1= Fho0) +a)
- Aq(t)(s'(t)} dt
< [ [o0ma- 1= Febie) +50)
- Aq;(t)af(t)} dt.

Therefore, if \* > 0 is such that fol ¢L.m/(t)dt = TI, then by eq. (2.1), fol G/ (t)dt =
01 ¢x-0'(t)dt, and so for all ¢ € QF,

/0 [0 (W~ = Fbo(0) + 4(0) — Xa(oym' ()] < / *[u (W= 11— P (wl6) + 63.0)

NG (1) m'(tﬂ dt.

Then, the optimal solution to Problem 2.2.10 is given by ¢y.. Thus, by Lemma 2.2.9,
2.2.11, 2.2.15, and 2.2.16, the function

is optimal for Problem 2.2.2 and comonotonic with X, where:
i) U := Fx p(X) is uniformly distributed on (0, 1);
ii) For all ¢ € [0, 1],
g5(t) = min [min(L, F (471 (1)), max {0, (') O (1) + Flp(0(6) + 11— Wy}

iii) 4 is a concave envelope on [0, 1] of the function m defined by m(t) := 1-T(1— (1)),
where () := fot qS(F;}(x))dx, for all t € [0, 1]; and,

iv) A* > 0 is chosen such that fol - (t)ym/(t)dt =TI, and so [Y*dT o P = II.
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2.2.4 Optimality of Full Insurance with an Upper Limit

Lemma 2.2.18. Let Y* denote the optimal indemnity for Problem 2.2.2, given in eq. (2.2),
where \* > 0 is chosen such that fol G (Om'(t)dt = [Y* dT o P =11. If

/ R

< W, (2.9)

then Y* = min(L, X).

Proof. First note that the indemnity the optimal Y* can be re-written as Y* = [* o X,
where the Borel-measurable function I* : [0, M] — [0, M] is given by:

I*(z) := min [min(L, z), max {0,z + I — Wy + (u) (N6 (¥(Fx,p(2))))}] , Vo € [0, M].

Let f: [0, M] — R be the function defined by

; u/ (Wo—II) )
fo) i min(lo ) =2 =+ Wo) ) wtomptey  for o < 5
o'(Y(Fx.p(x))) %_(fﬁ%m for x > L,

By (strict) monotonicity and concavity of the functions u and §, it is easily verified that
the function f is increasing on its domain. Therefore,

. ul(W() — H)

(0) = =g < S) < JOM), o€ [0, M)

Consequently, eq. (2.9) implies that
o (min(L, z) — x — IT + W)

N < flx) = o' (Y(Fx p(r)))

, Vx € [0, M].

By monotonicity and concavity of u, this then implies that
4+ —Wo+ () (N ((Fx p(x)))) > min(L,x) > 0, Vx € [0, M],

and so
Y*=1"0X =min(L, X).
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2.2.5 When is Equation (2.1) satisfied?

Here we examine some situations in which eq. (2.1) is satisfied. Eq. (2.1) is satisfied
for example whenever the set &, is empty over [0, 1]. The cases examined in this section
span across three subgroups: 6 = m (when m is concave), 6 > m, and 6 =t for t € [0, 1].

In general, if the distortion function 7" is the identity function or a convex function over
[0, 1], then we have 6 = m over [0,1]. Further details are captured in propositions 2.2.19
and 2.2.20 below.

Proposition 2.2.19. IfT(t) =t, for all t € [0, 1], then eq. (2.1) is satisfied.
Proof. Suppose T'(t) = t, then m(t) =1 —T(1 —v(t)) = v(t). Since ¥'(t) = ¢(F§7113(t)) is

increasing and positive, then v is increasing and convex. By the Inverse Function Theorem,
v =1~ is concave and increasing. Therefore, d =m on [0,1] and so &, =0 for all A\. [J

Proposition 2.2.20. If the function T is convez, then eq. (2.1) is satisfied.

Proof. Suppose that T is convex. Let ¢(t) := T(1 —wv(t)) and m(t) = 1—T(1 —wv(t)). Then
m(t) =1 — ¢(t). Since T is convex, then ¢(t) is also convex and ¢”(t) > 0. Therefore,

() =T"(1 —v(®))[' ()] = T'(1 = v(t)v"(t) = 0.

This implies that,
T"(1 —wv(t))
(1 —o())

Moreover, m”(t) = —c”(t) implies that

,U//(t)
[ ()]

>

m”(t) = =T"(1 —v(®))[' ()] +T'(1 — v(t))v"(t) < 0.

Hence, m is concave and we have § = m on [0,1]. Therefore, £, = () for all . ]

The third case in which eq. (2.1) is satisfied follows closely some of the results of
Ghossoub ([11]) and Carlier & Dana ([3]).

¢(Fx p(t))

Proposition 2.2.21. If the likelihood ratio t — =

eq. (2.1) is satisfied.

is non-decreasing on [0,1], then
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Proof. Recall that ¢(t) = [} G(Fxp(x))dz and m(t) = 1 =T (1—¢7'(t)) = 1 =T (1 —v(t)),

1
for all ¢t € [0,1]. If the function ¢ s “xr®)
t € [0, 1], we have

is non-decreasing on [0, 1], then for all

Ty @R e

T—1) = o(Fxp(t)  0(0)

By the Inverse Function Theorem we have

1
W(t) =
=)
Therefore, by taking the second derivative with respect to ¢, this gives
Tl/ 1 _ t 2 t
(1 =w(t)) — (B

Therefore, for all ¢ € [0, 1],
m"(t) = T'(1 — (&))" (t) = T"(1 — () ['(1)]* < 0,
and so m is concave, implying that 6 = m on [0, 1]. Therefore, £y, = () for all \. O

The fourth case in which eq. (2.1) is satisfied is when L is small enough relative to the
loss.

Proposition 2.2.22. Let \* > 0 be chosen such that fol gLm/(t)dt =T1. IfL < Filp(71(0))
and Kx«(t) > L for allt € [0,1], then eq. (2.1) is satisfied.

Proof. Let v =1, and suppose that L < F)ZIP(U(O)). This implies that L < F)}}P(v(t))
for all ¢ € [0,1]. Hence, B = [0,1] and so B¢ = ). Therefore, for A\ > 0,

Ex=(AN[0,1]NC)UDND,) =ANC,.

Moreover, if Ky«(t) > L, for all ¢t € [0, 1], then Cy» = (). Hence, £y« = 0. O

The fifth case in which eq. (2.1) is satisfied is when A* is bounded from below.
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Proposition 2.2.23. Let \* > 0 be chosen such that fol G/ (t)ydt = I If \* >

u’ _II—-FZY (v
o H(;/g)){’P( (1))), then eq. (2.1) is satisfied.

Proof. Let \* > 0 be defined such that fol gLm/(t)dt = I and suppose that A* >

u’ —H-FyL (v
(W Hé,ﬁ))(’P( D)) “Since ¢ is decreasing, then it follows that ¢'(1) < §'(¢), for all ¢ € [0, 1].

Hence,

NG (t) > A1) > ' (Wo — T — Fx b(v(1))),
for all t € [0,1]. Therefore,
(W) A1) <Wo — Fyp(v(1)) =11 < Wo — Fy p(v(t)) — I,

for all ¢t € [0,1]. This implies that Ky«(¢) <0, for all ¢ € [0, 1]. Hence, Ex« = 0. O

Remark 2.2.24. If T concave, then m is convex and increasing for t € [0,1]. In this case
d =t fort € |0,1], which results in &' = 1. Moreover, 6 > m on (0,1). Therefore, provided
that proposition (2.2.22) or (2.2.23) hold, then eq. (2.1) is satisfied. Alternatively, if T is
concave and § =t fort € 0,1], then eq. (2.1) holds for {t € (0,1) : L < Fxp(v(t)),0 <
Ky (t) < LYU{t € (0,1) : L > Fylp(v(t), Kx-(t) > 0}.
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Chapter 3

Numerical Examples

The examples explored in this section are based on the distorted Esscher-type premium
principle. The variation in the examples provided is based on three different types of
distortion function 7" examined. We assume that the transformation between the insurer’s
probability measure and the DM’s probability measure follows the Esscher type model.
That is, for a given b € (0, 00),

dQ bX
Pp(X) = iP f:bTalP’

and so ¢g is comonotonic with X.

Here we let X be distributed according to the truncated exponential distribution on
the interval on [0, M|, with density function fx p given by

—vVT

re
Fxp() = — =57

for a fixed v > 0 under the probability measure P. The cumulative distribution function

of X is given by

Tope vt 1—ev®
F = —dt = ———
X’P<x> /(; 1 —evM 1 —evM’

for x € [0, M], and the associated quantile function is given by

Fglp(z) = —% In(1 — 2(1 — e M)).
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For a given b € (0,v) we have

M —vz _ (b—v)M
PrbX] _ bX ap _ ba ve _ v l—e
E[@ ]—/6 dP—/(; e dex_<y—b)(1—eVM>

Consequently,

— (1= e—uM —b/v
¢E‘(F)?,1P(Z)) = [1 (IlEP[ebX] )] :

Therefore, for a given b € (0, v),

Y(t) = /0 ¢E(F);,1P<Z))dz = @/0 [1—z(1- e*VM)]fb/l/dz _ 1-[1 Ii(i(b—_f);[’ )]T7

which is increasing and convex on [0, 1], with ¢(0) = 0 and (1) = 1. The associated
inverse function, which is concave and increasing on [0, 1], is given by

N e eO—MY) |75
) = el il

3.0.1 Convex Distortion Function

The first case considered in the numerical examples is when T'(t) =
Then T satisfies eq. (2.1) and by Proposition (2.2.20) we have m(t)
all t € [0,1]. Therefore, for all ¢ € [0, 1], we have

t?, for all t € [0, 1].
= J(t) is concave for

Twﬂzl—Tﬂ—w*uwzl—u—wJ@P=1—[r—“_“1_?5??5%_6ﬁM],

m'(t) = 0'(t) = (VQ_Vb> ((11__66(:2?2) [1—t(1 — b)) = [(1 — (1 — eOIMY)E e_”M] .
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Moreover, we assume that the DM’s utility function is given by u(z) = %, where a = 0.5.
Since u satisfies Assumption 2.1.1, then for each A > 0,

0! 08 (0) =z

v—2>b 2 (1 _ 67VM>4 B y__2b
) ( v ) NPT [L—t(1—et M)

As expected, d(t,)\) is increasing in ¢ for all ¢ € [0, 1] and decreasing in A, for a given
0 < b < v. Therefore, for all t € [0, 1],

G4(6) = min [min (L, P (! (1)), max (0,d(t A) + Fp(v (1)) + 1= W)

where

v

Fib(() == —% In 1= (1= (1 = 0= 7r]

For each A > 0, it follows that
1
h(A) = /O ¢ (Hym! (1) dt
1
= / min [min (L, Fx (¢ ())) ,max (0, d(t, ) + Fx p(¥ (1)) + T — Wy)]
0

N R

We take M =10, L =8, v =0.15, b= 0.8 xv, Wy = 17, Il = 5, and II = 2. Solving for
z* from L = Fyp(2) results in
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Therefore, by numerically integrating over [0, 1] results in,
1
/min(L, X)dT o P = / min(L, Fx'p(2))T'(1 — 2)dz
o 1

_ 2/ min(L, — Inf1 — 2(1 — e )])(1 — 2)d=

0 v
z* 1 1

:2/ —=1In[l — 2(1 — eM)] *(1—z)dz+2/ Lx(1—2)dz

0

v -

R 2.2373,

and

1 9 [l
/XdT oP— / F2UT/(1 — t)dt — ——/ Il — £(1 — e"M|(1 — )dt
0 ’ vJo
~2 2.2435.
By similar principle as above, solving for t* such that L = F )},ﬁ;(zb’l(t)), yields

1—(1—evh)s*
1 — elb—v)M

= ~ 0.2669.

Moreover,

/ min [Fb (71 (8)), max (0, d(t, ) + Fyb(o (1)) + 1 — W)

X<yfb)(é_ii£i”;> U e e
—|—/ min [L, max (O, d(t,\) + F)le(qﬁ )+ 11— WO)}
() (- -y

Note that if A* > 0 is chosen such that h(A\*) = II, then ¢.(t) is optimal for Problem
(2.2.2). Therefore, numerically integrating h(A\*) and solving for \* from h(\*) = II yields
A* &~ 0.1197. Consequently, the optimal solution ¢3}. for Problem (2.2.2) is depicted in
Figure (3.1) below.
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Figure 3.1: Plot of Optimal Indemnity function for \* = 0.1197

10 T T T T

— |(X)

9r r(x) | 7

—--L

8 N N N B N B BB _B R _ BB N N _§B B N B N B |

0 1
0 2 4 6 8 10
loss level: x

I(x) : indemnity function, r(x) : retention function, L : Loss Limit on indemnity function.

The retention, which is defined as r(z) = z — ¢}.(Y(Fx,p(x))), shows an indemnity
function of full coverage for losses between 4 and the upper limit of L. Thereafter, the
graph depicts an increasing retention function. Losses below 2 are fully retained (not in-
sured). Moreover, the indemnity function may be considered as a special case of deductible
insurance with an upper limit on the loss amount.

3.0.2 Linear Distortion Function

We consider the case where the DM’s distortion function is given as T'(t) = t for all
t € [0,1]. Then T satisfies eq. (2.1) and likewise, by Proposition (2.2.20), m(t) = §(t) for
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all £ € [0,1]. Consequently,

m(t) =1-T(1 -y~ (t) =¢~'(t)

1= (1t (1 ey
N 1—evM ’

m(t) = (V - b) (11__65_:;\4) [1—t (1 eb-¥)]7s

Similar to subsection (2.2.20), we assume that the DM’s utility function is given by
u(z) = %, where a = 0.5. Therefore, by Assumption 2.1.1 we have,

and

(W) (A (1)) = m

Thus,
¢(t) := min [min (L, Fxp (¥ 7'(t))) , max (0, k(t, A) + Fx by~ (t) + 11— Wy)]

where

F);,lp(wfl(t)) = 1 In [1 — (1 —t(1— e(b—u)M))ﬁ} ,

v
and

h()) = /0 1 gL (t)ym! (t)dt

= [ min i (2. P07 () e (0.b(1,0) + P (07! (1) + 11 = 180)]

_ (b—y)M o
: (V i b) (11 —ee*vM > [1 —t (1 — e(b_”)M)} 7= dt.

Using similar parameter values as in subsection(2.2.20), results in A* ~ 0.1606 from solving

the numerical integration h(\) = II = 2. Therefore, ¢}. is optimal for Problem (2.2.2), as
illustrated in Figure (3.2).

As depicted in Figure (3.2), the indemnity function for the random loss variable is
non-linear in the loss levels leading up to the upper limit of L. Moreover, losses below a
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Figure 3.2: Plot of Optimal Indemnity function for A* = 0.1606
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threshold of level 3 are fully retained (not insured), while losses between 6 and L are fully
insured. Similar to Figure (3.1), the optimal indemnity function exhibits similar features
of deductible insurance with an upper limit on the loss amount.

3.0.3 Condition on T for which eq. (2.1) is staisfied
. . . . $(Fx 'p(t))
Proposition (2.2.21) states that eq. (2.1) is satisfied provided that (e

decreasing on [0, 1]. In keeping with the Esscher transformation for the DM’s probability
measure P and the truncated exponential distribution for the random loss variable, we

1S non-
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note that the likelihood ratio is non-decreasing if

d [ ¢e(Fxp(t))
%( (1 —1) ) = 0.

Note that b
d)E(F);iP(t)) [1—t(1— e_VM)]—;

T'(1—1t) EP[ebX]T"(1 —t)
implying that

d <¢E(Fx,1p(t))> _ T = )¢p(Fxp()(Fxp) (8) + ¢p(Fxp())T"(1 — 1)

dt \ T'(1—1) (T'(1—t))? )
where b
Vet o (B/0) (L= e M1 — (1 — e M)
Go(Fxlp(1)) = S |
" (1/v)(1 = )
(P () = T2 = ey
Therefore,

T'(1 = )9p(Fxp (D) (Fxp) (1) + ¢u(Fxp())T"(1 — 1) 0
(T"(1 = 1))? -

implies that
T'(1—t)(b/v?) (1 — e M)[1 — #(1 — e"M)]=57 (1 — e¥M)

EP[ebX](1 — t(1 — e~M))
T'(1 —t)[1 —t(1 — e vM)]~2

EP[ebX] > 0.
Therefore,
T 1) SeFRR )R _ (e *
T'(1—1t) = QSE(F)ElP(t)) Tl —evM)2 1(t). (*)

Next we examine the case of a concave power distortion function for which eq. (%)
holds. Define the distortion function as T = t7, which is concave with v € (0,1). By
taking the first and second derivatives with respect to t results in

() _ —(r—1)

()t
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Therefore,
—T"1-t) —(v—1)
T(1—t)  1—t
which has a limit of co as t — 1. Taking M = 10, v = 4.5 and b = 0.5 % v, then we have
(1 — e"™) being very close to 1. Therefore,

~T"(1—1t) (1-9)  0.1111(1 — e~*30)?

T'(1—1t) -l = 1—t [1—t(1 —e450)2

The results of our numerical assessment showed that eq. (x) holds for v € [0.89,1), for all
t € [0,1]. Therefore, by Proposition (2.2.21), eq. (2.1) is satisfied for a concave distortion
function for v € [0.89,1).

Against the backdrop of the Esscher-type premium principle, we proceed to obtain the
optimal indemnification for the DM. Similar to section 3.0.1, we assumed that the DM’s
utility function is given by u(z) = %, where a = 0.5. Moreover, we take M = 10, L = 8,
v=45b=v/2 Wy =17, 11 =5, and 1 =2 We proceed by selecting v = 0.9, to obtain
the optimal solution ¢}. for Problem (2.2.2). Since T is concave, then m(t) < 6(t) =t for
all t € [0,1]. Applying similar reasoning as in section 3.0.1, results in

¢x(t) ;= min |min (L, Fx p(¢p~'(t))) , max (O, ﬁ + Fyp(p i) + 1 - WO)] :

where \* &~ 0.1342 is obtained from solving the numerical integration h(\) = =2

* v (Wo—II) v/ (min(L,z)+Wo—z—II)
Moreover, \* < 0.1443 ~ 6,(“0) < 5’(¢(Fx,p((:)c))) , for all x € [0, M]. Therefore, by

Lemma (2.2.18), Y* = min(L, X) is optimal for Problem (2.2.2). This result is illustrated
in Figure (3.3) below.
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Figure 3.3: Plot of Optimal Indemnity function for A* ~ 0.1342
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Figure (3.3) shows that optimal indemnity function provides full coverage for losses
below the insurer’s risk limit of L. Moreover, losses in excess of L result in a piecewise
increasing linear retention function.
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Chapter 4

Conclusion

This thesis studies the problem of optimal insurance indemnification for a DM with subjec-
tive expected utility preferences, in the presence of a budget constraint and an additional
upper limit on possible indemnification disbursement by the insurer. We assumed that
the DM’s probability measure is obtained from the insurer’s probability measure via a
transformation as in Furman and Zitikis ([¢]). In solving the problem, we employed the
methodology proposed by Xu ([17]) within the context of the portfolio choice problem
and extended by Ghossoub [I1] to an insurance framework. First, we transformed the
proposed problem into its associated quantile formulation. Next, we conducted a change
of variable and a relaxation approach, without the reliance on the calculus of variation
or making any monotonicity assumptions. We showed that in the presence of an upper
limit on disbursement, the optimal indemnification function is a limited variable deductible
contract.

We then examined three numerical applications, in which we assumed that the insurable
loss random variable follows a truncated exponential distribution under the probability
measure of the insurer, and that the DM’s subjective probability measure is obtained by
an Esscher-type transformation from the insurer’s probability measure. In the first example
examined, the insurer’s distortion function is a convex power function, in the second a linear
distortion function, and in the third a concave power function. We illustrated the optimal
indemnity and retention function in each case.
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Appendix A

APPENDICES

1 Equimeasurable Rearrangements and Supermodu-
larity

All of the results in this Appendix are taken from Ghossoub [9] and references therein, to
which we refer for proofs, additional results, and additional references.

1.1 The Rearrangement

Let (S,G,u) be a probability space and let V' € L*(S,G, ) be a continuous random
variable (i.e., g o V=1 is nonatomic) with range V(S) C R™.

For each Z € L>(S,G, ), let Fy,(t) = p({s € S : Z(s) < t}) denote the cumulative
distribution function of Z with respect to the probability measure p, and let F, ;(t) be
the left-continuous inverse of the distribution function F, (that is, the quantile function
of Z w.r.t. ), defined by

Fyl(t) = inf {z ERT: Fyu(2) > t}, vt € [0,1]. (A.1)

Proposition 1.1. For any Y € L*>(S,G, ), define Y/M and Y ,, as follows:
Yu=F(Fvu(V)  and Y, =Fy (1= Fuu(V)).
Then,
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(1) Y, 17#, and Y ,, have the same distribution under fu.
(ii) Y, is comonotonic with V.
(iii) Y, is anti-comonotonic with V.
(iv) For each L € R, if 0 <Y < L, then()gffuﬁL, and()g?ugL.

(v) For each Z € L*>®(S,G,u), If0 <Y < Z, then 0 <

ay
VAN
=
=
S
ISH
o
VAN
~|
=
IA
N
=

(vi) If Z* is any other element of L*°(S,G, uu) that has the same distribution as' Y under
p and that is comonotonic with V', then Z* =Y, pi-a.s.

(vii) If Z** is any other element of L>(S, G, i) that has the same distribution as' Y under
p and that is anti-comonotonic with V', then Z** =Y, u-a.s.

}7“ is called the nonincreasing p-rearrangement of Y with respect to V', and 7u is called
the nondecreasing p-rearrangement of Y with respect to V.

Since poV =t is nonatomic, it follows that Fy,, (V') has a uniform distribution over (0, 1)
[0, Lemma A.25]. Letting U := Fy,,(V), it follows that U is a random variable on the
probability space (S, %, ;1) with a uniform distribution on (0, 1) and that V' = F‘;i(U ), -
a.s., that is, Vu =V, p-as.

1.2 Supermodularity and Hardy-Littlewood-Pdlya Inequalities

A partially ordered set (poset) is a pair (T, =) where = is a reflexive, transitive and antisym-
metric binary relation on T'. For any x,y € S denote by x Vy (resp. x A y) the least upper
bound, or supremum (resp. greatest lower bound, or infimum) of the set {z,y}. A poset
(T, =) is called a lattice when xVy,x Ay € T, for each z,y € T. For instance, the Euclidian
space R" is a lattice for the partial order = defined as follows: for x = (z1,...,z,) € R"
and y = (y1,...,yn) € R", write x = y when x; > y;, foreach ¢ = 1,...,n. It is then easy to
see that x V y = (max(z1,v1), ..., max(x,,y,)) and z Ay = (min(zy, y1), ..., min(z,, y,)).
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Definition 1.2. Let (T, =) be a lattice. A function L : T — R is said to be supermodular
if for each x,y € T,
L(xVy)+ L(x ANy) > L(x) + L(y). (A.2)

In particular, a function L : R*> — R is supermodular if for any x1, 72, y1,y2 € R with
r1 < x9 and Yy, < Yo, one has

L(za,y2) + L(x1, 1) > L(x1,y2) + L(2,1). (A.3)

Equation (A.3) then implies that a function L : R? — R is supermodular if and only if the
function n(y) := L(z + h,y) — L(z,y) is nondecreasing on R, for any € R and h > 0.

Example 1.3. The following are supermodular functions:

1. If g : R — R is concave and a € R, then the function L, : R? — R defined by
Li(z,y) = gla — x +y) is supermodular. Moreover, if g is strictly concave, then L,
15 strictly supermodular.

2. If g : R — R is concave and increasing, h : R — R s increasing and nonnegative,
and a € R, then the function Ly : R*> — R defined by Ly(x,y) = g(a — x + y)h(x) is
supermodular. Moreover, if g is strictly concave and strictly increasing, and if h is
strictly increasing and positive, then Lo is strictly supermodular.

3. If v, : R — R are both nonincreasing or both nondecreasing functions, then the
function Lz : R* — R defined by Ls(z,y) = ¢(x)(y) is supermodular.

Lemma 1.4 (Hardy-Littlewood-Pélya Inequality). Let Y € L=(S,G, ), let Y, be the
nonincreasing j-rearrangement of Y with respect to V. If L is supermodular then

/L(V, Y,) dy < /L(v, Y) dy < /L(V,?H) dy,

provided the integrals exist.
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