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Abstract

In most countries the authorities impose capital requirements on
insurance companies in order to avoid the adverse consequences to
society when insurance companies default on claims. Since holding
capital is costly, this naturally leads to the problem of deciding how
large the risk reserve needs to be, or what is a ”safe” level of liquidity.
A common answer is that the probability that the insurance company
will default on policyholder claims should not be higher than a certain
small level e. An implementation of this policy requires reasonably
accurate methods for determining this probability, known as the ruin
probability.

Rigorous mathematical treatments of the ruin probability problem
can be traced at least as far back as the acclaimed doctoral thesis of
Filip Lundberg from 1903 with the title ” Approximerad framstéllning
af sannolikhetsfunktionen”. Traditionally the focus has been on ruin
probability on an infinite time horizon. In these models an insurance
company can avoid ruin by allowing its risk reserve to grow toward
infinity. At the 15th International Congress of Actuaries in 1957 Bruno
de Finetti criticized this approach. In particular he couldn’t see why
an older company should hold more capital than a younger one bearing
similar risks, only because it is older. As an alternative de Finetti
formulated what is known as the ”de Finetti’s dividend problem”:
Maximizing the expected sum of the discounted paid out dividends
from time zero until ruin. Since then several papers have presented
solutions to this problem for various risk processes. Two of the papers
in this thesis, which we denote Paper A and Paper B, focus on de
Finetti’s dividend problem, with the risk process following a general
diffusion and a jump-diffusion process, respectively. These models
are particularly relevant for insurance companies where the premium
income is invested in assets with stochastic returns. In keeping with
de Finetti’s original paper, where ruin probability played a central
role, Paper A also discusses solutions of de Finetti’s dividend problem
under solvency constraints.

In the last few decades a growing number of papers have focused
on ruin probability on a finite time horizon. For short time spans
the assumption that the risk reserve is allowed to grow freely is less
spurious. An important tool for calculating the ruin probability on
a finite horizon is solving certain partial integro-differential equations
(PIDEs). The third paper, denoted Paper C, discusses how these
PIDEs can be solved numerically. The last paper, denoted Paper D,
discusses regularity properties for some of these PIDEs.
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1 Ruin probability

1.1 Cramér-Lundberg model
1.1.1 General theory

As explained in Chapter 2 in Mikosch (2004), the foundations of modern
risk theory were laid in 1903 by the Swedish actuary Filip Lundberg in his
acclaimed thesis, Lundberg (1903). Lundberg’s major contribution was to
introduce a simple model that is capable of describing the basic dynamics of a
homogeneous insurance portfolio. There are three assumptions in Lundberg’s
model:

(i) Claims occur at the Poisson-distributed times 7;, satisfying
0 <7 <7y <-.... In this thesis we will refer to these times as claim
times. and let \ be the parameter of the Poisson process.

(ii) The i-th claim, arriving at time 7;, results in a claim of size S;. The
sequence {S;} constitutes an i.i.d. sequence of non-negative random
variables. In this thesis we will denote the common distribution function
of the claim sizes by F(z).

(iii) The claim size process {S;} and the claim arrival process {7;} are mu-
tually independent.

Based on the above we define the claim number process
Ny=min{i €0,1,---: 741 > t}.

From the point of view of insurance companies it is common to assume a
continuous premium income at a constant ratep. The risk process is then

Y;t:y_'—pt_sta t>07

where y is the initial capital and S; is the total claim amount process

N¢
Si=>_Si
=1

Here we follow the convention that Z?:l = 0. If we assume that the waiting
times between claims are i.i.d. then S; is referred to as a renewal process.
Generalizations of the Cramér-Lundberg model to general i.i.d. waiting times
between claims are in the literature referred to as renewal models, or the



Sparre-Andersen model. The time 7 when the process falls below zero for the
first time is called ruin time,

T=inf{t>0:Y, <0}. (1.1.1)
The probability of eventual ruin is then
Y(y)=P(r<oolYo=y), y>0.

In Section 1.3 we consider the probability that 7 < T. An important result
concerning renewal processes of the above type is given in, for example,
Proposition 4.1.3 in Mikosch (2004). This result says that if we assume that

Er < oo
and
ES, < o0,
then
ESl 2 pETl

implies that 7 < oo with probability 1 for every initial capital y. Any sensible
premium policy would therefore satisfy the condition

ES, < pET, (1.1.2)

known as the net profit condition. In the following we will assume that this
condition holds and let

—p—L 1. 1.1.3
P=rgg, (1.1.3)

The quantity p is often referred to as the safety loading. In both Mikosch
(2004) and Asmussen (2000) there are extensive discussions of ruin proba-
bility results in the Cramér-Lundberg model. To better understand these
results we first review some of the definitions used in these two books.

Definition 1.1.1. The survival probability (sometimes referred to as the non-
ruin probability ) is defined as

Definition 1.1.2. Let
Zy =51 —pn,

and assume that the moment-generating function of Z; exists in some neigh-
borhood around 0. If a unique positive solution h of the equation

EeMSimrm) — (1.1.4)

exists it 1s called the adjustment coefficient or Lundberg coefficient.
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In the literature equation (1.1.4) is known as the Lundberg equation, and
a distribution whose moment-generating function exists around the origin is
generally referred to as being light-tailed. In the important special case of
the exponential distribution with parameter 3 it is shown in Example 4.2.4
in Mikosch (2004) that the adjustment coefficient v is given as

A
7_5_5_ (1.1.5)

Definition 1.1.3. A function L(z) is said to be slowly varying if

L
xh_)n;lo L((CZ)) =1, forallc>0.

Definition 1.1.4. A positive random variable S and its distribution are said
to be regularly varying with (tail) index o if for some oo > 0 the right tail of
the distribution has the representation

P(S>uz)=L(z)x™ ",
where L is a slowly varying function.

Definition 1.1.5. A positive random variable S and its distribution are said
to be subexponential if, for a sequence S; of i.i.d. random variables with the
same distribution as S, the following relation holds: For alln > 2 :

P(ZSj>x>:P(lrllax Si>x> (1+0(1)) asz— oo.
oy =1,....,n
Definition 1.1.6. Define F(z) =1 — F(x),

Fuy) = (BS)™ /0 " Pla)ds, (1.1.6)

and
Fy(y) = 1= F(y). (1.1.7)

It is well known that all subexponential distributions are heavy-tailed. It
is shown in Section 3.2.5 in Mikosch (2004) that every regulary varying distri-
bution is a subexponential distribution. Furthermore, it is shown there that
if a distribution has a density f, then a sufficient criterion for the distribution
to be regulary varying is that, for some tail index o > 0,

i f(cx) 5

im =¢°, forall c>0.
T—00 f(q;)




For i.i.d. random variables X1i,..., X, with common distribution function
F(z) we will denote the cumulative distribution of the sum

> X
=0

by

For general claim distributions no closed form formula is known for the
ruin probability in the Cramér-Lundberg model. However, under some not
very restrictive conditions, the ruin probability can be expressed as a solution
of an integral equation. This is indicated in the result below, which is the
same as Lemma 4.2.6 in Mikosch (2004).

Theorem 1.1.1. Consider the Cramér-Lundberg model with safety loading
p > 0 and expected claim size ES; < oo. In addition assume that the claim
size distribution F' has a density. Then the survival probability satisfies the
integral equation

o) = T+ g | F@e—a)dn (118

In the above F(z) = 1 — F(z) is the common tail distribution of the
claims. While for general claim distributions (1.1.8) does not give very much
qualitative information, it (1.1.8) can be used as a basis for numerical com-
putation. Moreover, for the case of exponential distributions with parameter
B, it can be shown (see e.g. Example 4.2.9 in Mikosch (2004)) that the exact
ruin probability is given by

U(y) = e Tl (1.1.9)

In chapter VIII in Asmussen (2000) there is a discussion of ruin probability
for a wider class of claims distributions, known as phase-type distributions.
A distribution F' is said to be of phase-type if F' is the distribution of the
lifetime of a terminating Markov process {.J;} with finitely many states and
time homogeneous transition rates. This class includes, for example, the
exponential distribution, the hyper-exponential distribution (a mixture of
a finite number of exponential distributions) and the Erlang distribution
(Gamma distribution with an integer shape parameter) as special cases. The
tail distribution F(z) of a phase-type distribution can be shown to be of
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the form F(x) ~ Ca*e ", where C' and 7 are positive constants and k is a
non-negative integer. For claim distributions of this type an exact formula
for the ruin probability is given in Theorem VIII.2.1 in Asmussen (2000). In
the same chapter of that book an example is given on how that formula can
be applied to a mixture of two exponential distributions.

For general light-tailed claim distributions the following result is well known
(see e.g. Proposition II.1.1 in Asmussen (2000)).

Lemma 1.1.1. Let

Ny
Sp=> 8 —pt
k=1
and let .
{y) =5~y

be the overshoot at the time of ruin. Make the following assumptions:

(a) For some ¢ >0, {ecgf} is a martingale.
>0

(b) S, % —o00 on {r = oo}.

Then

e~
YW = Bl < oo

It can be shown (see e.g. Example I1.1.2 in Asmussen (2000)) that if
the adjustment coefficient ~y exists, then under the Cramér-Lundberg model

(1.1.10)

{evgt} is a martingale. Furthermore, since £(y) > 0 it then immediately
>0

follows that
bly) < e, (1.1.11)

whenever the conditions of the Lemma hold. The formula (1.1.11) is known as
the Cramér-Lundberg inequality. Moreover, this formula and the memoryless
property of the exponential distribution provide an alternative method for
deriving the identity (1.1.9). This is done in Example 1.3 in Asmussen (2000).

As mentioned above the exponential distribution is a light-tailed distribu-
tion. For many situations it is more appropriate to assume that the claim
sizes follow a heavy-tail distribution. The most important heavy-tail dis-
tributions in insurance belong to the class of subexponential distributions,
defined in Definition 1.1.5. For this class of distributions there is no known
exact formula, but the asymptotic result below is given, for example, as
Theorem 1X.3.1 in Asmussen (2000).



Theorem 1.1.2. Let v = Esl. Assume the Cramér-Lundberg model stan-
dardized such that p=1. In addztwn assume that v < 1, that ES| < 0o and
that the integrated tail distribution Fs (defined in (1.1.7)) of the claim size
distribution is a subexponential distribution. Then, asymptotically,

P(y) ~ Fi(y). (1.1.12)

1—w

1.1.2 Diffusion approximations

A rather different way of obtaining approximations of the ruin probability is
by fitting diffusion processes to approximate the compound Poisson process
in the Cramér-Lundberg model. In Section XI.1 in Asmussen (2000) there
is a short discussion on ruin probability under a diffusion model with drift
u(y) and variance o%(z) > 0. This kind of model can be expressed as letting
Y, = y + P,, where P, is the continuous solution of the stochastic differential

equation
4Y; = p (Y)) + /o2 (Y)Y,

The appeal of this approach is that under mild conditions the exact ruin
probability has the closed-form solution stated in the result below, which is
the same as Theorem XI.1.10 in Asmussen (2000).

Theorem 1.1.3. Let

s(z) = exp (—2 /O ’ :2((Z>)dz>.

Assume that p(x) and o*(z) are continuous functions, that o*(z) > 0 for
x > 0 and that

/ s(z)dz < 0. (1.1.13)
0
Then 0 < ¢(y) <1 for ally > 0 and
I3 s(z)d=
=1—--5—. 1.1.14
Conversely, if (1.1.13) fails then (y) =1 for all y > 0.

As described in Section IV.5 in Asmussen (2000), the simplest diffusion
approximation is to let u(y) and o%(y) be two positive constants fitted to the
first two moments of the compound Poisson process and the desired premium
rate p. In this model the ruin probability is given as

Y(y) = exp (—Q%y) :



Let v be the adjustment coefficient as before. As explained in Section IV.6
the simplest diffusion approximation can be refined via so-called correction
terms. This leads to the following approximation:

U(y) ~ exp (—7 [er%,/,(&))D (1.1.15)

Here L"() and Lp"(7) are, respectively, the second and the third deriva-
tive of the Laplace transform of the claim size distribution evaluated at the
point v. We will return to the corresponding finite time approximation in
Section 1.3.

1.2 Ruin probability in an economic environment

In the classical Cramér-Lundberg model premium income is modeled as a
constant rate that does not earn any interest. Neither the claims nor the
premium income is subject to inflation.

One of the earlier papers to feature an interest rate is Harrison (1977). In
this model it is assumed that the risk reserve is invested in a risk free bank
savings account, continuously earning interest at a constant rate r. Further,
let the sum ZnNi1 S, be the compound Poisson process from the Cramér-
Lundberg model and let P, = pt — 25;1 Sp. In what follows we will refer
to PY = y + P, as the surplus generating process. With this notation the
content of the account at time ¢ is written

t
Y, = erty+/ er(t—s)dPS,
0
or, equivalently
Y;:ert[y—l—Zt], t20,

where

t
Zt_/ e "dP,, t>0.
0

It is shown in Harrison (1977) that Z, = lim;_, Z; exists and is finite
almost surely. A formula for the characteristic function of Z,, (i.e. Ee®Z~)
is given. Furthermore it is shown in Theorem 2.3 in Harrison (1977) that

() = : (1.2.1)




where H is the distribution function of Z.,. For general distributions (1.2.1)
may look more like a reformulation of the problem than a solution. However,
in Harrison (1977) (1.2.1) is used to derive more explicit ruin formulas for a
few specific claim size distributions, including the exponential distribution.
The ruin probability is then given as

fyoo o~z (1 n %>(Af’—1) A
Ey

s T (T ‘
S+ e (1 + ?) dz

Y(y) =

This classical result is also found in Segerdahl (1942).

Another kind of model that is also considered in Harrison (1977) assumes
that the surplus generating process is a diffusion process,

P! =y + ut+ oW,

where p and o are positive constants, W, is a standard Brownian motion and
y is the initial value. For this it is shown that

1= ((ay +1))
Uy) = —— OR

where a = 4/ (%), b = a% and ® is the standardized normal distribution

function.

Taylor (1979) is one of the earliest papers to consider the effect inflation
may have on premium income and claims size distribution. This paper is
notable for its conclusion that probability of ruin is nondecreasing with in-
creasing inflation. Some bounds for ruin in finite horizon are also given in
that paper. We will return to those bounds in Section 1.3.

In Delbaen and Haezendonck (1987) the authors incorporate both interest
and inflation in their models. Both the interest force and the inflation force
(which we denote by r and 1, respectively) are assumed to be constant. In
this model the n’th claim size is of size €™ S,, and the premium density at
time ¢ is pe™. More formally this model can be written as the stochastic
equation

dY; = pe"tdt +1Y,dt — e"' Sy, dN;.



The present value fft of Y; can be written as

N

t
Y, =y +p/ e~y — Z e~ rImg (1.2.2)
0

n=1

As before, y in the above is the initial reserve. The most relevant result
in this paper for this thesis is that the probability for eventual ruin can be
written as the solution of the integro-differential equation

/ _ >\ _ >\ _
R A R

where ¢(x) = 1 for < 0. As before, A is the intensity of the Poisson process.

E[Y(y—951)], (1.2.3)

Two other papers which take inflation into account are Waters (1983)
and Paulsen (1993). In Waters (1983) the risk process is considered in discrete
time. At a time t,,n € 1,2,..., the reserve is given as

}/tn e y + chXk
k=1

Here c is a constant greater than 1 and the X}’s are i.i.d. variables with
finite expectation and a continuous common distribution function such that

P (X, <0)>0.

In this model it is implied that premiums and claims are affected by the same
inflation factor ¢. With no more than the conditions given above it is shown
that in this model ultimate ruin is certain, i.e.

Y(y) =1,

for every y > 0. This might seem to imply that avoiding ruin requires
increasing premiums by an amount greater than the the increase in claim
size. However the paper also shows that eventual ruin is not certain if the
risk reserve Y earns interest.

The model in Paulsen (1993) is preferably explained in 5 steps. The first
step is that the surplus generating process P/ = y + P; is assumed to be
a semimartingale with initial value y. The second step is that the inflation
generating process [ is assumed to be a semimartingale with Iy = 0, while
the level of inflation I is given as the solution of

dI_t — I_t_djt.

10



Here Iy = 1. As explained in Paulsen (1993) it then follows that at time ¢
T 1 c 7cC —AI
[t:eXp It_§<[ ,I >t HOSSSt (1+A[8>€ s,

Here (1€, 1) is the predictable quadratic variation of the continuous martin-
gale part ¢ of the semimartingale I. If I is discontinuous at time ¢ then Al
is the jump I;* — I;. Otherwise Al; = 0. The third step is that the inflated
surplus process PY at time ¢ is given as

t
Ey:y+/ I._dPv.
0

The fourth step is that the surplus is assumed to be continuously invested
in stochastic assets. The return on investment process R is assumed to be a
semimartingale with Ry = 0. In terms of nominal units the total risk process
Y, is given as the solution of

dY; = dP} +Y,_dR;,

where Yy = y. The last step is that the risk process in terms of real units at
time ¢ is given as

Y, =1V,
where Yy_ = y. At time ¢ let R, = exp {Rt — %(RC,RC)t}, where (R¢, R°)

is the predictable quadratic variation of the continuous martingale part R°
of the semimartingale R. It is shown in Paulsen (1993) that Y can also be
written as

t
Y, =U! <y +/ UsdPs> : (1.2.4)
0

where U = TR~ 1.

Inspection of (1.2.2) and (1.2.3) above shows that the important quantity
is not so much the interest rate or the inflation rate, as the difference between
the two. This is often called the real interest rate. This is a consequence of
the rate of inflation and the rate of interest being constant in those equations,
which are taken from Delbaen and Haezendonck (1987). In Paulsen (1993) it
is shown that the so-called real interest rate retains its importance as long as
either R — I or [ is a continuous deterministic process. Thus, in these cases
inflation can be accounted for by focusing on the inflation-adjusted rate of
return, rather than the nominal rate of return.

11



In most of Paulsen (1993) it is also assumed that the vector process
X = (P, I, R) is a stochastic process with stationary independent increments,
with a finite number of jumps on each finite interval. Furthermore, it is as-
sumed that the first component (the surplus generating process P) is inde-
pendent of the two other components. Under these assumptions it follows
(see Krylov (2002)) that X has the representation

Xt - Et + C'V_Vt + Vt.
Here a is a constant vector, W is a three-dimensional Brownian motion pro-

cess, V is a three-dimensional compound Poisson process, independent of W
and C'is a 3 X 3 matrix with the property

o 0%, 0 0
cC™" =10 o?  corog

2
0 coror 0%

Here |c¢| < 1 is the correlation between the continuous part of the inflation
process and the return on investment process. In addition op, 07,0 are
non-negative constants, "tr” means "transposed” and the Brownian motion
vector W. Furthermore, it is assumed that the first component P of V
is independent of the other two components, I and R. In terms of the
components of X this gives

Np¢

P, =pt+Wp; — Z Spn,

n=1
Ny ¢

I =1t+Wr,+ ) Si,and (1.2.5)
n=1
Nr,t

Rt :rt—i_WR,t—i_ZSR,n-

n=1

Here (Wp, Wi, W)™ = CW, Np, N; and Ny are three Poisson processes
with intensities A, \; and Ag respectively, and Np is independent of (N, Ng).

Also the summands in each sum are i.i.d., and {Spm}fjjf and the jumps
- Niy ~ Np,t
< {S I,n} , {S R,n} ) are independent. Moreover it is assumed that
n=1 n=1

P (S*M < —1> Sy (SRJ < —1> ~0.

As explained in Paulsen (1993), this leads to that at time ¢
T — 1 2 Nit &
I, = exp 1— 501 t+Wre o 11,27 (1 + SLZ-> and
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_ 1
R, = exp{(r— §UR) t+WRt}HNRt (1 +SR1> .

Also given is the unified process for inflation and return on investment,

~ 1
U, = exp {—ayt + oyWy, } )" (1 + SI,i) ij:Rit—~,
<1 -+ SRJ)
2 2 2

where oy = r—T—i—% (02 — 0%), 0% = 02 —2co0r+0%, and Wy is a Brownian
motion. Here we follow the convention that IT)_, = 1.

(1.2.6)

Most of the implications for ruin probability discussed in Paulsen (1993)

NRt

are easier to grasp if II, Nr.e (1 + 51 n) and IT, (1 + SR,H are assumed to be

independent, which we do for the rest of our dlscussion of that paper. With
this assumption the only dependence between P, I and R is by means of the
correlation ¢ between the Brownian motion processes W; and Wx. It also

follows from Lemma 2.1 in Paulsen (1993) that HNI (148,10 g
n=1 1+SR’L

can be written as V' = HNUtSUn, where Ny is a Poisson process with intensity
Av = Ar+ Ag. Furthermore, the Sy,,’s are i.i.d. and independent of Ny, and
the Sy,,’s have the common distribution

Fuls) = ;—éF,( ) + ii (1 _ Py (;_)) | (1.2.7)

A key result in Paulsen (1993) is Theorem 3.1, which gives that, with the
assumptions made above, the process Z; = fot Us_dP; is a semimartingale.

Continuing our assumption that HN“ (1 + S”> and HNRt (1 + SR,Z) are
independent, and also assuming that

r—1+coror — 0%+ Ay (1 — ESyy) >0,

then limy_ oo Z; = Z exists and converges almost surely in L'. In Theo-
rem 3.2 in Paulsen (1993) it is shown that the probability of eventual ruin is

given by
_ H(—y)
E[H(-Y;)|r < oo’

where H is the distribution function of Z,, and 7 is the ruin time. This
formula is similar to the formula (1.2.1) discussed earlier.

(1.2.8)
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As pointed out in Bankovsky et al. (2011), some additional conditions are
needed for the results in Paulsen (1993) to hold. These conditions are given
in Remark 2(3) in Bankovsky and Sly (2009). However, it is clear from these
conditions that these problems can be avoided by assuming that p > 0.

It follows from Theorem 3.4 in Paulsen (1993) that the distribution H can
be derived from a certain integro-differential equation. We state this result
below.

Theorem 1.2.1. Let W(u) = E [¢™571] be the characteristic function of
Spi1. Assume that

/ W' (u)] du < oo,

[e.9]

and that
Eln Sy;] < oc.

In addition assume that either op = oy = 0 and

| i<,

(e}

or that

/_OO 0l (w)] du < .

o0

Then the distribution function H of Z. s twice continuously differentiable
and is the solution of

2

+AU/°°H(5)dFU(s)+A/_OOH(z+s)dF(s):o.

3 03402 1)+ (= (a0 + ot ) =) H'6) = Ow 4 ) HE)

i (1.2.9)

Here ay is still T—ﬂ—% (0% — 0%), X is still the intensity of the claims process,
and F' is still the claim size distribution. Asymptotic boundary conditions are
lim, , o H(z) = 0 and lim, .o H(2) = 1. If 0} = 0% = 0, then H is the
continuously differentiable solution of (1.2.9).

From the identity (1.2.8) it is obvious that

U(y) < (1.2.10)



In the most basic situation, A = 0 (no jumps in the claims process), we get
equality in (1.2.10). Here, if Sp; has an increasing failure rate, i.e.

P(SP’1>U+U

Sp1 > u) < P(Sp1>u), for u,v >0,

then

H(—y)
YW 2 BTH G

On the other hand if 6% = 0 and S p1 has a decreasing failure rate then

H(-y)
Y(y) < z

[H(Spy)] R

The most basic situation with jumps is when the jumps are exponentially dis-
tributed and op = 0, in which case we get equality in (1.2.11). An asymptotic
result for the finite horizon ruin probability is given in Proposition 1.3.1.

Perhaps it is because deterministic inflation can be accounted for by con-
sidering the real interest rate that very few papers after Paulsen (1993) have
included a separate inflation process. In the rest of the thesis we will tac-
itly make the assumption that inflation is indeed a continuous deterministic
function and that the interest rate is the real interest rate. An alternative
approach could be to consider the process U given in (1.2.6) as the "real”
stochastic return on investment process. This might be a topic for further
research. In this thesis our only result regarding stochastic inflation is the
asymptotic formula in Proposition 1.3.1 in the next section.

Other than not including (explicit) inflation the assumptions in the later
paper, Paulsen and Gjessing (1997), are similar to the assumptions in Paulsen
(1993). Since in this model there is no I process to worry about it is more
convenient to write the surplus generating process P at time ¢ as

Np
Po=pt+opWpy— Y Spi, t>0. (1.2.12)

i=1
Similarly, the investment return process R is written as

Nrt

Rt = Tt+URWR+ ZSR’i' (1213)

=1
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Here Wp and W5y are independent Brownian motion processes that are also
independent of the compound Poisson processes. As before all the jumps are
ii.d. and independent of the Poisson processes Np; and Ng,. Lastly, Np,
and Npg; are independent. The risk process is then given as the solution of
the stochastic differential equation

Y; =y+Pt+/tYs_dRs, (1.2.14)
0
which for time ¢ has the solution
Y, =Ry (y + /Ot RsldPs> : (1.2.15)
Here R, is given as

_ 1
R; :exp{(r— 50'12%>t+0'RWR,t}H7]:[j’1t (1—0—5’3’”), t>0.

As well as the assumption that Fr(0) = P(1+Sg; <0) = 0, it is also
assumed that both Sp; and Sg; have finite expectation. Under these as-
sumptions it is shown that the risk process Y has the same distribution as
Y, where

t t Nps
Yt:y+/ (p—i‘?“Yjs)dSﬂL/ \/0123—1—012%1/;2611/1/3—251371-
0 0 i=1

NR,¢

t
+ / Yod [ Y Sgi
0 i=1
It is also shown that the infinitesimal generator for Y is given by
Agly) =

(op +0hy) 9" () + (0 +1y) ' (y)

A [T - - g P (1.2.16)

DN —

+ Ar /_OO (9 (y(1+2z)) —g(y)) dFr(z).

1

The result in Paulsen and Gjessing (1997) that is most relevant for this thesis
is Theorem 2.1 part (i), which we state below. The proof of this result is
based on the generator A given above.
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Theorem 1.2.2. Assume that g(y) is bounded and twice continuously dif-
ferentiable on y > 0, with a bounded first derivative there, where we at y = 0
mean the right-hand derivative. If g(y) solves

Ag(y) = —=AF(y) ony >0, (1.2.17)

subject to the asymptotic boundary condition

lim g(y) =0,

Yy—0o0

and, if op > 0, the boundary condition

holds, then

for every y > 0.

In the paper Yuen et al. (2004) it is shown that a smooth solution of (1.2.17)
exists provided the following conditions are satisfied:

(1) O'pIO.

(ii) Sp1 and Sg; have finite first two moments, the distribution functions
F and Fj are three times continuously differentiable, and the limits
F'(0F), F"(0%),F" (0%), Fg' (—1%), Fg" (—1%) and Fg"” (—17) all ex-
ist.

(iii) 2r — VarSpy > 0, A + Ag — (2r + VarSp;) > 0 and the net profit
condition p — AESp; > 0 is satisfied.

Some alternative sufficient conditions for the existence of a smooth solution
of (1.2.17) are given in Paulsen et al. (2005). Here it is shown that if A\g =0
(i.e. no jumps in the return on investment process R), then a smooth solu-
tion exists, provided the distribution function F' is four times continuously
differentiable on [0,00) and, for some ¢ > 0, F'(z)z¢ is bounded for every
x > 0. A third set of sufficient conditions is found in Yuen and Wang (2005).

A few examples are given in Paulsen and Gjessing (1997) where the equa-
tion (1.2.17) can be explicitly solved. One of the examples is the case when
op = op = Ag = 0 and Sp; is exponentially distributed with parameter
5. Another example is when op = ogp = Ag = 0 and F is a mixture of
two exponential distributions. For this case the solution of (1.2.17) is more
complex and takes the form of an integral representation.
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A generalization of the first example in Paulsen and Gjessing (1997) is to
let the risk process Y; take the form

Npt

Y}:y+/ ds—ZSpZ (1.2.18)

Here ¢ is a continuous function and the claim sizes are still exponentially
distributed with parameter 3. It is shown in Dassios and Embrechts (1989)

that in this case
foo e—ﬂw+>\Q(S)d

Yy q(z)
w(y) foo - Bz+)\Q( )d
where Q(z) = [ q(s)'ds.

In Bankovsky et al. (2011) there is a discussion of more general risk pro-
cesses of the form

t
Y, = e* (y +/ e—ﬁsdns) ,  t>0. (1.2.19)
0

where (&, 1), is a bivariate Lévy process. The models defined in (1.2.12)-
(1.2.15) are special cases of (1.2.19), with n = P and

Nrt

1
ft:(T_50-]2{)t+0RWR7t+Zln(1+SR7n)7 t > 0.
n=1

For models of type (1.2.19) Bankovsky et al. (2011) derive the theorem below.
Theorem 1.2.3. Suppose that the following conditions hold:
(a) ¥(y) > 0 for every y > 0.

(b) There exists w > 0 such that Ee "% =1,

(c) There exists € >0 and ¢,d > 1 with + + % =1 such that

E [e—max(l,w+e)c§1] < 00 and E |Th|max(1,w+e)d] < 00,

(d) The distribution of & is spread out, i.e. has a convolution power with an
absolutely continuous component.

Then there exists a constant C such that asymptotically

Y(y) ~Cy™
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The result above tells us that under mild conditions, the eventual ruin
probability decays like a power law even if the claim distribution is light-
tailed. As an example consider the models defined in (1.2.12)-(1.2.15) with
Ar = 0. Assume that the claim size distribution has moments of all orders
and that r > %012%. A calculation then shows that the theorem holds with w =

~> —1. Similar conclusions can be drawn from Kliippelberg and Kostadinova

(2508), Kalashnikov and Norberg (2002) and Frolova et al. (2002). As we
shall see in the next section, the ruin probability in finite time is not quite
as gravely affected by (moderately) risky investments as is the case for the
eventual ruin probability.

In most of the papers that include a return on investment process the
return is assumed to be a constant (real) interest force. With this assump-
tion the risk process is of the type (1.2.18), where ¢(x) is a linear function.
In Kliippelberg and Stadtmiiller (1998) it is shown that if the claim size
distribution is regularly varying with index o > 1, then asymptotically

W(y) ~ iF(y)-

ar

The most noteworthy with this estimate is that it implies that the ruin
probability decays as the tail distribution F(y), rather than as the integrated
tail distribution fyoo F(z)dz. Lastly, we mention that the paper Paulsen
(1998) offers a fairly extensive survey of other results for eventual ruin. Newer
results for eventual ruin are discussed in Paulsen (2008). That paper also
discusses ruin in finite time, which is the topic of the next section.

1.3 Ruin probability in finite time

In this section we discuss the probability that ruin (as defined in Section 1.1)
occurs within a finite time 7. We will denote this probability by ¢ (y,T).
Unfortunately the known results for ruin in a finite time horizon are generally
even less explicit than the results for eventual ruin. The focus here is either
on approximations or on results that can be seen as a basis for numerical
computation.

Consider again the classical Cramér-Lundberg compound Poisson model,
defined in Section 1.1. For a standardized model with premium rate p =1
and standard exponentially distributed claims, assume that the net profit
condition is satisfied, which in this simple model just means that A < 1.
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From Proposition IV.1.3 in Asmussen (2000), we then have that
1 s
o (y,t) = Xe 17NV — _/ Md(g’ (1.3.1)
T Jo 5 (0)

where
f1(0) = Aexp {2\/XT0059— (14+MNT+y <\/XCOSQ— 1)},

f2(0) = cos (y\/x sin 0) — cos (y\/x sin @ + 29) and
fs(0)=14+X— 2/ cos 6.

The result (1.3.1) can be easily extended to more general Cramér-Lundberg
models with exponentially distributed claim sizes. As an intermediate step
we first show how the ruin probability for a model with a general premium
rate p can be expressed in terms of the ruin probability for a model with a
standardized premium rate p = 1. The last step is to obtain ruin probabilities
for a general claim counting process intensity A and a general exponential
parameter (3, as well as a general premium rate p. Now, let ¥ (y, T, p, A, 5)
be the probability of ruin as a function of the parameters p, A and 3 as well
as y and T'. Since the ruin time,

Nt y Nt S
%gg{y+pt—;k9n<0}:%gg{g+t—;?<0},
we see that

U (y, T, p, A, B) = (%T LA,pﬂ) . (1.3.2)

This standardizes the premium rate. To standardize the parameter of the
exponential distribution we can use (1.3.2) and the transformation suggested
in Proposition IV.1.3 in  Asmussen (2000). This yields

pB

Any general Cramér-Lundberg model with exponentially distributed claim
sizes can thus be reduced to the standardized model treated in Proposition
IV.1.3 in Asmussen (2000).

A
Y (y,T,p, N\, B) =4 (ﬁy,pﬂT, 1,—, 1) .

20



For general distributions it is shown in Pervozvansky Jr. (1998) that if the
premium income is invested with constant (real) interest force r > 0 and
the claim size distribution has a continuously differentiable density f, then
d(y,t) = 1—1(y,t) is the solution of the following partial integro-differential
equation (PIDE):

2D _ 1y

aﬁba(?;, t) — A (y,t) + )\/quﬁ(y —z,t) f(2)dz. (1.3.3)

Here the solution is subject to the initial condition
¢(y,00=1 ony>0

and the asymptotic condition lim,; .. ¢ (y,t) = 1.

Let

=1 2ug (L _
IG (z;Cu) =1 (I)(\/E C>+e <I>< NG Q/E),
where ® is the distribution function of the normal distribution. Let L£z"(7)
and Lp"(7) be as in Section 1.1. As discussed in Section 1.1 above, and
more thoroughly in Section IV.5 in Asmussen (2000), a diffusion model with
correction terms can be used to approximate the Cramér-Lundberg model.
In finite time this approach leads to the approximation

T(Sl 52 1 52)
)~ IG | — 4+ —;—=vy; 1+ — ), 1.34
o) ~1G (4 Gy (1.3.)

where T is the time horizon, 7 is the adjustment coefficient, 0, = ALp"(7)
and 0y = Sﬁﬁi—,,((:)) In Asmussen and Hgjgaard (1999) it is discussed how
the ruin probability for general renewal models can be approximated by the

formula (1.3.4).

For regularly varying claim distributions Theorem 4.1 in Hult and Lindskog
(2011), in combination with Example 3.5 in Hult and Lindskog (2011), can
be used to obtain asymptotic formulas for the ruin probability for a fixed
finite time horizon for models with investment. Below we have formulated
a simplified form of their Theorem 4.1 to fit with models with a surplus
generating process P of the form given in (1.2.12), a continuous investment
process R of the form given in (1.2.13), and a risk process Y of the form
given in (1.2.14).
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Theorem 1.3.1. Assume that the claim size distribution is reqularly varying
with index o and denote the fized finite time horizon by T.

(a) In the case of the Cramér-Lundberg model the probability of ruin before
time T s asymptotically given by

U (y, T) ~ AXTF(y).

(b) Consider a risk process of the form given in (1.2.14). Make the following
extra assumptions:

(i) Either Ag =0 or for some § >0 E (1+ Sg)~" ™ < c0.
(i)

0:%(7]2%(@2+04)—ar+)\R(E(1+SR)a—l)%O.

Then the probability of ruin before time T is asymptotically given by
1 _
U T) ~ 5 (7 = 1) AF(y).

Proof. As explained in Theorem 3 in Paper C, this follows from Theorem 4.1
and Example 3.5 in Hult and Lindskog (2011). O

Remark: Assume that A\g > 0 and let 7z, Trz2,..., denote the jump
times of the R process. Let X; = In (Rmﬁ) —1In (RTR,Z.,) fori e 1,2,.....
The condition F (14 Sg)™® < oo corresponds to Ee ¥t < oco. In other
words the results in the theorem above only hold if the jumps of the log-
returns of the investment process are light-tailed. Below we give a few well-
known examples of such models.

Example 1.3.1. Assume that A\g > 0 and that each X; is normal distributed
with parameters p and o? (as in the Merton model, see Merton (1976)).
Then for every a > 0

L,

1
= 50k (&®+a) —ar+ Ag (exp (—au + 504202) — 1) .

Example 1.3.2. Assume that \g > 0 and that the jumps of the log-returns
are as in the Kou model (see Kou (2002)), i.e. obey an asymmetric expo-
nential probability distribution with density

fx () = qBilesoe ™™ + (1 — q) Balycoe P!
for some q € (0,1). Assume that By, 52 > 0 and that By > . Then

1 q l—q
0= ~o% (o — A —-1].
QO'R(Oé +a) ar + R<1+ﬂ%+1_% )
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A similar result is also valid for the models in Paulsen (1993) with stochas-
tic inflation as indicated below:

Proposition 1.3.1. Assume that the claim size distribution is reqularly vary-

ing with index o.. Let Uy, ay, oy, Sum, A1, AR, Au, g[,n; SR,H, Nit, Ngyi, Nug, Fr,

Fr and Fy be as in (1.2.6) and (1.2.7). Assume that HnNLI (1 —|—§17n> and

Hivf’f <1 + gR7i) are independent. Furthermore, assume that U; is a strictly

positive process and that, for some § > 0,
ES(Ual+ % < o0

Let

1
0= 50420(2] —aay + v (ESg, —1).

Assume that 0 # 0. Then asymptotically

U (y,T) ~ % (" = 1) AF(y),

where the the distribution function Fy(x) of the common distribution of the
Su.1’s is given by

Fi(s) = i\—;FI(s) + ;—g (1 o (Si_)) | (1.3.5)

Proof. This follows from Theorem 4.1 and Example 3.5 in Hult and Lindskog
(2011), by considering (1.2.4) and making the appropriate time changes as
in Theorem 3 in Paper C. It follows from Lemma 2.1 in Paulsen (1993) that
the distribution of Sy is given by (1.3.5). O

In Wang et al. (2012) the result in Theorem 1.3.1 for the classical case
(cp =1 =0r = Ag = 0) is generalized to a general renewal process (defined
in Section 1.1 above). Assume that the waiting times between claims are
i.i.d. with finite expectation A7!, ES] < oo and the claims satisfy

lim lim ijz) =
z—1lzrz—o0 F(;L‘)

Then asymptotically

A y+T(p—AES1)
T~ ——— F(u)du.
U(y,T) p_AESI/y (u)du

In Wang et al. (2012) it is shown that this asymptotic formula holds even for
certain kinds of dependence between claim sizes. Yet another generalization
of this result is found in Chen et al. (2011), this time to a model where the
risk process is a bivariate renewal process.
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In the case when op = o0 = Ag = 0 and r > 0 (constant force of interest
model), it is shown in Tang (2005) that the asymptotic formula above holds
even if the surplus generating process P is generalized to the form

N
n=1

where C'(t) can be any nondecreasing and right-continuous stochastic process.

Theorem 1.3.1 and the generalization in Wang et al. (2012) only provide
approximate ruin probabilities for "large” values of the initial capital and for
a special class of distributions. As a basis for numerical calculations it would
be useful to also have a formula for the exact ruin probability in finite time
for investment models having more general distributions.

For models with a constant force of interest the ruin probability can be
calculated by solving the PIDE (1.3.3). We want to obtain a PIDE for the
ruin probability that is valid for stochastic investments. Let the integro-
differential operator A be as in Theorem 1.2.2. In Paulsen (2008) it is
stated that the ruin probability should be the solution of the following partial
integro-differential equation (PIDE):

I (y,t -
W) _ A (y.0) + AF (), (130
subject to the initial condition

¥ (y,0)=0, y>0,

and the asymptotic boundary condition

lim ¢ (y,t) = 0.

Y—00
If the diffusion parameter op is positive, we have the extra boundary condi-
tion

»(0,1) = 1.

A sufficient condition for the ruin probability to satisfy the above PIDE is
that there exists a classical solution of (1.3.6), i.e. a solution that is bounded
and smooth on the interior of the domain. This statement can be proved
using arguments similar to those in the proof of Theorem 2.1 in Paulsen and
Gjessing (1997).
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Now let us look at the PIDE (1.3.6) for the case that A\g = 0. Let L be
the differential operator defined by

0h(y,t)
oy?

1
Lh(y,t) = 5(0?» + o3y’ +(p+ry)

and let Ay be the integro-differential operator
Yy
Ah(y.t) = Lh(yst) + X [ by = 2, 0dF () = Ah(y. ).
0
Here Ay is the same as the operator A defined in (1.2.16), but with Ag = 0.

In Paper D we consider the equation (1.3.6), under the assumptions that
Ar = 0 and op > 0, that either op > 0 or r = og = 0, and that the tail of
the claim size distribution satisfies the bound

Flx)<C(1+z)°, x>0, (1.3.7)

for some positive constants C' and ¢. Under these assumptions it is shown
in Paper D that a solution of (1.3.6) exists that is smooth for (y,t) away
from the origin. In particular, a smooth solution exists even if the claim size
distribution is discrete. Since the coefficients are all smooth and the integro-
differential operator A is linear, this might seem like a trivial result. There
are, however, a number of reasons, listed below, why this is not the case.

e The domain is unbounded.
Some literature, in particular on PDEs, discuss problems with un-
bounded domain. In general, however, these treatises require at least
that the coefficients of the space derivatives of second order be bounded.
In our case the only coefficient of a second order derivative is

1
5(0123 + 07y”),

which is obviously not bounded for y € (0,00), when o > 0.

e Violation of compatibility condition.
The initial condition dictates that lim,0t¢(y,0) = 0, whereas the
boundary condition dictates that limgjo(0,s) = 1 # 0. The initial
condition and the boundary condition are thus incompatible, and any
solution of (1.3.6) must hence be discontinuous at the origin. This vi-
olates the requirement that a classical solution must be continuous at
the boundary.
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e Asymptotic boundary condition.
In addition to the difficulties mentioned above we need to verify that,
for any s € (0,¢], lim,_,o ¥(y, s) = 0.

The upshot of this is that standard theory does not immediately ensure
existence and uniqueness of a solution of equation (1.3.6). It turns out that
by far the biggest problem is that the domain is unbounded and that in the
general case, when or > 0, the coefficients grow to infinity. To get around
this problem we first consider solutions ¢,(y,t) of (1.3.6) on a truncated
domain with the more standard boundary condition ¥ (k,t) = 0, for some
Kk > 0.

To get around the problem with the singularity at the origin we consider the
truncated solution ¢, (y, t) as a sum of the three functions ¢n . (y, 1), ..., ¥s.(y, t).
Here 11 ,(y,t) is a solution of

¢1,H(y’ O) = Oa Yy e (07 KJ) )
1 ,(0,8) =1, tel0,1],
wl,ﬂ (57 t) = 07 le [07 1] )
0 1,x\Y, 82 1,k\Y, 0 1,x\Y,
= bt(y 2 50-123 1118,3/2@ 2 +p L ay(y t)7 (y,t) € (0,x) x (0,1].

¢2,fi(y7 0) - Oa ) € (07 K) )
2,(0,1) =0, tel0,1],
Yo (K, t) =0, telo,1]

Porrwl) _ Ly = Hyp (y,t),  (y,t) € (0,5) x (0,1,

Here

1 %y . (y,t o . (y,t
Hl,f-i (ya t) = §U%y2 ngy(Qy ) + ry ¢178?5y ) - A¢1,/§ (?J» t)
Yy _
+ )\/ Ur s (y— 2,1)dF(2) + A\F(y).
0

Finally, ¢35 ,(y,t) is a solution of

¢37H(y7 0) - 07 ye (07 ’Q) )
3,:(0,1) =0, tel0,1],
Vo (5, ) —0, 1e0,1] (1.38)

WB,@_;-;ZJJ) - A07/13,;~e (ya t) = HQ,K (ya t) ) (ya t) € (07 H) X (07 1]
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Here
Hy . (y,t) = —Mbaw(y,t) + )\/0 Vo (y — 2,t) dF(2).

In the general case with oz > 0 the coefficients grow to infinity. Therefore
we choose the following change of variables: x = In (1 4 y). This leads to a
formulation where the coefficients are bounded independently of the value of
k. This makes it easier to obtain suitable bounds on the partial derivative of
Y3, (y,t). The last step is to obtain the solution of the equation (1.3.6) as a
limit of a sequence of functions {¢, (y,t)} —,, where x, — oco. In addition
to existence of a smooth solution of (1.3.6), Paper D also establishes the
following: If the tail distribution F(x) satisfies

Flz) <C(+2)", x>0,

for some positive constants C' and ¢, then for some constant C., depending
on c,

¥ (y,T) < Cey™. (1.3.9)

In particular we conclude from this that if the moment generating function
of the claim size distribution exists in a neighborhood around 0, then for an
arbitrarily large ¢ there exists a constant C. such that (1.3.9) holds. This is
markedly different from the asymptotic behavior of the corresponding even-
tual ruin probability discussed in Section 1.2.

1.4 Numerical calculation of ruin probability with in-
vestment

Very few of the results concerning the ruin probability are easily analyzable
closed form solutions. Even when relatively simple asymptotic results are
known, such as the approximations given in Theorem 1.3.1, it is still desir-
able to make numerical computations. This is because those approximations
are often not very good for moderate, or even quite large, values of the initial
reserve. As a consequence much attention has been paid to numerical calcula-
tions of ruin probability, especially for the classical Cramér-Lundberg model.
Most of these are based on either matrix computation (see e.g. Asmussen
and Rolski (1991)) or recursive formulas (see e.g Vylder (1999), Dufresne
and Gerber (1994), Dickson and Waters (1991) and especially Steenackers
and Goovaerts (1991) and Dickson and Waters (1999)). It is not, however,
clear how these methods can be applied to models that include a stochastic
return on investment process of the type defined in (1.2.12)-(1.2.14).

27



In Paulsen et al. (2005) there is a discussion on using numerical methods to
calculate the eventual ruin probability. Instead of using recursive formulas
the focus in that paper is solving the integro-differential equation (IDE)
(1.2.17), assuming Ar = 0.

In Paper C there is a discussion of finite-difference methods for solving
the equivalent partial integro-differential equation (PIDE) (1.3.6) for ruin
in finite time. Numerical examples are given for models fitted to different
investment strategies and different data. Integrals are evaluated using pre-
calculated Gaussian quadrature rules, while the numerical differentiation is
much like that in Halluin et al. (2005).

The claim process is fitted to a classic dataset of Danish fire insurance
claims. The investment strategies considered are investing in U.S. trea-
sury bills of 3 month maturity, U.S. Treasury bonds or in American stocks.
For each of these investment strategies a geometric Brownian motion model
(GBM) is fitted to historical data. We calculated ruin probabilities for sev-
eral GBM investment models and for some jump-diffusion investment models.
For the jump-diffusion investment models and a few GBM investment models
we used parameter values from Ramezani and Zeng (2007).

The main finding is that for data covering the period 2000-2011 the models
fitted to investments in stocks lead to a ruin probability that is about twice
as high as the ruin probabilities with the Cramér-Lundberg model or with
the models fitted to investments in bonds. In contrast to this example we
find that, when the models are fitted to returns of the S&P 500 for 1962-
2003, the resulting ruin probabilities are slightly lower than for investments
in bonds or the Cramér-Lundberg model. The results reflect and quantify
the relatively high volatility of stock prices since year 2000.

2 Optimal dividend policy

2.1 De Finetti’s dividend problem, dividend policy
and the value of an insurance company

As described in Avanzi (2009), during the first part of the twentieth century
actuarial literature focused on minimizing the probability of ruin on an in-
finite time horizon in the Cramér-Lundberg model discussed in Section 1.1.
On an infinite time horizon this assumes that insurance companies let their
liquidity reserve grow without limit. Bruno de Finetti couldn’t see why an
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older company should hold more capital than a younger one bearing similar
risks, only because it is older. As described in Avanzi (2009) the goal of
Bruno de Finetti was to propose an alternative formulation that would be
sufficiently realistic and tractable to ‘study the practical problems regard-
ing risk and reinsurance’(translation in Avanzi (2009)). This led Bruno de
Finetti to formulate in de Finetti (1957) the optimal dividends problem for
an insurance company: Maximizing the expected sum of the discounted paid
out dividends from time zero until ruin, often referred to as ‘de Finetti’s
dividend problem’.

The rationale behind maximizing the expected sum of the discounted paid
out dividends is based on the idea that the value of the company is given by
this sum. It is remarked in Gordon (1959) that: ‘The hypothesis that the
investor buys the dividend when he acquires a stock seems intuitively plau-
sible, because the dividend is literally the payment stream that he expects
to receive’. An alternative hypothesis discussed in Gordon (1959) is that the
investor buys income per share, referred to as ‘The Earnings Hypothesis’.
Based on some data on price and earnings for companies in four different
industries it is concluded in Gordon (1959) that ‘the dividend hypothesis is
correct regardless of whether the earnings hypothesis is correct. The only
point at issue is whether the dividend hypothesis is unnecessary.’

A seemingly different opinion is expressed in the classical paper Miller and
Modigliani (1961). There it is argued that

...there are no ‘financial illusions’ in a rational and perfect eco-
nomic environment. Values there are determined solely by ‘real’
considerations, in this case the earning power of the firm’s assets
and its investment policy, and not by how the fruits of the earning
power are ‘packaged’ for distribution.

More precisely, the analysis in Miller and Modigliani (1961) is done in discrete
time and with the following assumptions:

In ‘perfect capital markets’, no buyer or seller ...is large enough
for his transactions to have an appreciable impact on the then
ruling price. All traders have equal and costless access to in-
formation about the ruling price and all other relevant charac-
teristics of shares. No ...other transaction costs are incurred
...and there are no tax differentials either between distributed
and undistributed profits or between dividends and capital gains.
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‘Rational behavior'means that investors always prefer more wealth
to less and are indifferent as to whether a given increment to their
wealth takes the form of cash payments or an increase in the mar-
ket value of their holdings of shares.

‘Perfect certainty’ implies complete assurance on the part of ev-
ery investor as to the future investment program and the future
profits of every company . ...

‘Under these assumptions the valuation of all shares would be
governed by the following fundamental principle: The price of
each share must be such that the rate of return (dividends plus
capital gains per dollar invested) on every share will be the same
throughout the market over any given interval of time’.

What is then referred to as the ‘dividend policy problem’” in Miller and
Modigliani (1961) is formulated as: ‘Which is the better strategy for the
firm in financing the investment: To reduce dividends and rely on retained
earnings or to raise dividends, but float more new shares?’

Under the assumptions above it is then shown in Miller and Modigliani
(1961) that there are at least four equivalent approaches to valuations of
a stock that are all valid. These four approaches are the discounted cash
flow approach, the current earnings plus future investments approach, the
stream of dividends approach and the stream of earnings approach. Based
on the equivalence of these approaches they conclude that dividend policy is
irrelevant. In Miller and Modigliani (1961) the ‘stream of dividends approach’
is defined as the view that the current worth of a share is the discounted value
of the stream of dividends to be paid on the share in perpetuity, thus very
close to the objective function in de Finetti (1957).

It should be clear from the above that the term ‘dividend policy’ is used
in a much more narrow sense in Miller and Modigliani (1961) than what is
implied by de Finetti’s dividend problem. Moreover, it is noted in Miller and
Modigliani (1961) that, in the special case of exclusively internal financing,
‘dividend policy is indistinguishable from investment policy; and there is an
optimal investment policy which does in general depend on the rate of return’.

It is perhaps clarifying to consider the approach in Stiglitz (1974). Here
the decisions of a company are divided into four groups:
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a) How should the firm finance its investment?

(
(

)
b) How should the firm distribute its revenue?
(¢) How much should the firm invest?

)

(d) Which projects should the firm undertake?

Decisions falling into group (a) and (b) are called financial decisions while de-
cisions falling into group (c) and (d) are called real decisions. The discussion
in Stiglitz (1974) leads to a theorem which establishes sufficient conditions
for financial decisions to be inconsequential for the market value of the com-
pany. It is clear from the arguments, though, that this theorem does not
hold when there is no external financing. In the case of no external financing
(c) and (d) cannot be separated from (b), while (a) is constrained to retained
earnings. On the other hand, if external financing is available, and absence
of transaction costs and the other conditions in Stiglitz (1974) are all satis-
fied, then the result in Stiglitz (1974) suggests that there might be multiple
solutions of the de Finetti dividend problem.

In Sethi (1996) it is argued that some mathematical errors are made
in Miller and Modigliani (1961), and that additional conditions need to be
satisfied before it can be concluded that the share price equals the present
value of future per share dividends. As in Miller and Modigliani (1961)
and de Finetti (1957), the analysis in Sethi (1996) is done in discrete time
with a constant discounting factor and leads to the result below.

Theorem 2.1.1. Let D(t) be the present value of the total dividends paid
during period t to stockholders of record at the start of the period t, and let
V(t) be the present value of the company at the start of period t. The share
price equals the present value of the dividends accruing to it if and only if
the sum of the dividend yields is infinite, i.e,

i=0
According to Sethi (1996) this extra condition is necessary to rule out

‘bubbles’ and ‘Ponzi schemes’.

In Rozeff (1982) it is argued that payment of dividends forces the company
more frequently to the external capital markets. There the company must
undergo the scrutiny of the investment banking and regulatory communities
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in order to raise new capital. This process thus eliminates much of the need
for monitoring by the individual shareholder. Dividend payments serve as a
bonding or monitoring function, and thus reduce what economists call the
‘agency costs of equity’. On the other hand, going to the external markets
incurs substantial transaction costs. According to Rozeff (1982) the optimal
dividend policy is therefore a trade-off between those agency costs and the
high transaction costs of external financing. This view is supported by the
empirical studies Casey et al. (2007) and Puleo et al. (2009) of actual dividend
payments from insurance companies to their shareholders. In that paper it is
also suggested that ‘“The more highly regulated property and casualty insurers
do appear to pay out more in dividends.’

A return of investment process is incorporated in almost all the models
treated in papers A, B, C and D. In addition to affecting the ruin proba-
bility, a possible reason for including such a process is for valuation. In the
study Foster (1977) of market valuation of non-life insurance companies it is
argued that ‘The underwriting+investment+-capital gains earnings measure
provides the best specification of an econometric valuation model.’

2.2 Optimal dividend strategies

We will refer to a solution of de Finetti’s dividend problem as an ‘optimal
dividend policy’, although many economists probably would prefer to call
such a solution an ‘optimal investment policy’.

Let {Y;} be a risk process. Let {D]} be a nondecreasing process rep-
resenting the sum of the dividends distributed over the time interval [0, t].
Denote the modified risk process at time ¢ by Y,”. In order to be a tractable
problem some rules for permissible (or admissible) dividend strategies are
needed. These rules are given below and taken from Albrecher and Thon-
hauser (2009).

Definition 2.2.1. With each admissible strategy m the corresponding ruin
time 15 given as
" =inf{t >0:Y" <0}. (2.2.1)

Here we assume the following:
(i) Ruin does not occur due to dividend payments.

(ii) The path of DT is non-decreasing.
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(iii) Payments stop after the event of ruin.
(iv) Decisions must be made in a predictable way.

The condition (ii) excludes capital injections or other forms of external financ-
ing. Some papers discuss optimal dividend policies in more general economic
settings, where external financing is permitted, for example Sethi and Tak-
sar (2002); Lgkka and Zervos (2008); Paulsen (2008); Kulenko and Schmidli
(2008); Bourlés and Henriet (2009) and Scheer and Schmidli (2011). Some
of these models include definitions of ruin (or solvency) which are different
from Definition 2.2.1.

Some common solutions (i.e. optimal dividend strategies) of the de Finetti
dividend problem in the literature are given in the definitions below. These
definitions are taken from Albrecher and Thonhauser (2009). In these def-
initions it is tacitly assumed that the risk process does not have positive
jumps.

Definition 2.2.2. Threshold strategy: Dividend is paid out continuously at a
rate a whenever the current reserve is above level b. The cumulated dividend
payments is then given by

min(¢,7™)
Dt = / al{YSWZb}dS'
0

Definition 2.2.3. Barrier strategy: Let x be the current reserve and let p
be the rate of premium income (as in Section 1). For a fixved barrier height
b > 0, the cumulated dividend payments are described by

min(¢,77)
0 o

Such a strategy pays out all the reserve above b at t = 0+4. Subsequently all
incoming premiums that lead to a surplus above b are immediately distributed
as dividends.

Definition 2.2.4. A band strategy is characterized by three sets, A, B and C,
which partition the state space of the reserve process. Fach set is associated
with a certain dividend payment action for the current reserve x, as follows:
If the current surplus x € A, then every incoming premium is paid out. If
x € B, then a lump sum is paid out, moving the current reserve to the closest
point in A that is smaller than x. If x € C no dividend is paid.
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Definition 2.2.5. A lump sum barrier strategy (sometimes called an impulse
strategy) is characterized by two levels, by and by, with 0 < by < by. The
following rules are used for dividend payments: If the current surplus x is
above or equal to by, then pay out the amount x — by immediately. If the
surplus is below by, then do nothing until the reserve reaches the level by
again.

In the original paper, de Finetti (1957), the risk process evolves as a
random walk with step sizes £1. For this model it is proven that the (unique)
optimal dividend policy is to follow a barrier strategy. Since then a number
of papers have focused on solving de Finetti’s dividend problem for various
risk models. In Gerber (1969) it is shown that if the risk process is as
in the Cramér-Lundberg model, then the optimal dividend policy is a band
strategy, while in the case of exponentially distributed claim sizes the optimal
dividend policy is a lump sum barrier strategy. In these models it is assumed
that no transaction costs are incurred when dividends are paid out. For
general reviews of the literature on de Finetti’s dividend problem, which
also include several models with transaction costs, we refer to Albrecher and
Thonhauser (2009) and especially Avanzi (2009).

In Paper A the uncontrolled risk process is a fairly general diffusion process
that satisfies the stochastic differential equation

dYy =p(Y;) +o (V) dW;, Yy =y.

Here W, is a Brownian motion process and pu(y), o(y) are function satisfying
the following requirements:

(a) |u(y)] +lo(y)] < C(1+y) for all z > 0 and some C' > 0.

(b) u(y),o(y) are continuously differentiable and Lipschitz continuous, and
the derivatives 1/(y) and ¢’(y) are Lipschitz continuous.

() (o(y))* > 0 for all y > 0.
(d) p/(y) < d, where d is the discounting rate.

Especially relevant with regard to Paper A is the following result in Shreve
et al. (1984). For a diffusion process satisfying (a)-(d) the optimal dividend
policy is a barrier strategy. In Paulsen (2003) it is shown that this result holds
even when the dividend is maximized under solvency constraints. In Paulsen
(2007) it is shown that, under the same conditions on the uncontrolled risk
process, and when payment of divided is assumed to incur fixed and propor-
tional transaction costs, then the optimal dividend strategy is a lump sum
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strategy. In Paper A it is shown that this last result holds even when the
dividend is maximized under solvency constraints.

In Paper B the uncontrolled risk process follows the stochastic differential
equation

dY; = 1 (Y;) + o (Y;) dW; — dS,.

Here W is a Brownian motion and S is a compound Poisson process. There
are some growth conditions on the functions 4 (y) and o(y) similar to (a)-(d).
This class of jump-diffusion processes is very similar to the process defined
by the stochastic equation (1.2.14) above, except that no jumps are allowed
in the return on investment process. In most of Paper B it is assumed that
payment of dividends incurs both fixed and proportional transaction costs.

The main finding in Paper B is that for this model a lump sum barrier
strategy is optimal when the claim size distribution belongs to a class of
light-tailed distributions, including the exponential distribution. When there
are no transaction costs it is found that a simple barrier strategy is optimal.
Furthermore, a numerical method is developed that can be used to determine
whether, for a given calibrated risk process, a lump sum strategy is an optimal
dividend strategy.
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In this paper, we consider a company where surplus follows a rather general diffusion
process and whose objective is to maximize expected discounted dividend payments. With
each dividend payment there are transaction costs and taxes and it is shown in [7] that
under some reasonable assumptions, optimality is achieved by using a lump sum dividend
barrier strategy, i.e. there is an upper barrier " and a lower barrier u* so that whenever
surplus reaches @*, it is reduced to u* through a dividend payment. However, these optimal
barriers may be unacceptably low from a solvency point of view. It is argued that in that
case one should still we should look for a barrier strategy, but with barriers that satisfy a
given constraint. We propose a solvency constraint similar to that in [6]; whenever dividends
are paid out the probability of ruin within a fixed time T and with the same strategy in
the future, should not exceed a predetermined level €. It is shown how optimality can be

achieved under this constraint, and numerical examples are given.

Keywords: Optimal dividends; general diffusion; solvency constraint; quasi-variational
inequalities; lump sum dividend barrier strategy.

AMS subject classification: 49N25, 93F20, 91B28, 60J70, 656M06

1. Introduction

Finding optimal dividend strategies is a classical problem in the financial and actuarial
literature. The idea is that the company wants to pay some of its surplus as dividends, and the
problem is to find a dividend strategy that maximizes the expected total discounted dividends
received by the shareholders. The typical time horizon is until ruin occurs, i.e. until the surplus
is negative for the first time.

However, left to their own, financial institutions may make decisions that can jeopardize
their solvency, and those with a claim on the company, e.g. account holders of a bank or
customers of an insurance company, have an unacceptably high probability of loosing all or
parts of their claims. As a consequence, most countries impose some regulation on financial
companies, and in addition the companies themselves will usually have their own, albeit
sometimes lax, capital requirements.

The task for the management is therefore not to maximize expected discounted dividends
as such, but to do it under proper solvency constraints. One such constraint was suggested in

[6], and we shall apply the same idea in this paper. We also let the capital of the company
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follow the same diffusion process as in [6], originally presented in [11]. To explain, in [11] it
was proved that with their model, and provided there are no costs or taxes associated with
dividend payments, if an optimal policy exists it is of barrier type, i.e. there is a barrier u*
so that whenever capital reaches u*, dividends are paid with infinitesimal amounts so that
capital never exceeds u*. The resulting accumulated dividend process is a singular process,
hence the name singular control. With the same setup, in [6] it was proved that when solvency
requirements prohibit dividend payments unless capital is at least ug > u*, then it is optimal to
use a singular control at ug. Therefore, it is natural to use ug as a barrier, and it was suggested
that ug could be determined as follows: whenever capital is at wug, ruin within a fixed time T
by following the same policy should not exceed a small, predetermined number €. We denote
the corresponding ug by u.. Thus the problem of optimal dividend payments was linked to the
problem of calculating ruin probabilities, the latter being a key concept in risk theory. Clearly,
increasing ug implies that the ruin probability is decreased, so the problem can be reduced to a
one dimensional search problem for u.. Although in both [11] and [6] there were no transaction
costs or taxes, proportional costs or taxes will not change the problem significantly. However,
when each dividend payment carries a fixed cost, the problem changes from a singular control
problem to an impulse control problem. It was shown in [7], using the same diffusion model
as in [11], that if there is an optimal dividend strategy it will be of a two-barrier type. To
explain, there is a lower barrier u* > 0 and an upper barrier 4* so that when capital reaches
w*, dividends are paid bringing the capital down to u*.

In this paper we will make the same assumptions as in [7], but slightly differently formulated.
With each dividend payment there is a fixed cost K and a tax rate 1 — k with 0 < k < 1. We
will argue that if the optimal policy is too risky, look for a lower barrier u, > 0 and an upper
barrier %, that maximizes expected discounted dividends and at the same time satisfy the
solvency constraint as presented in the above paragraph. This problem is more difficult than
that in [6] since we must look for a pair (u,, @), not just a number u.. One issue is to find a
fast method to calculate the ruin probability for a given lower and upper barrier, and we will
show how we can adapt the Thomas algorithm for solving tridiagonal systems together with
the Crank-Nicolson algorithm to solve the relevant partial differential equations. The paper

ends with numerical examples.

2. The model and a general optimality result
Let (Q, F,{F:}+>0, P) be a probability space satisfying the usual conditions, i.e. the filtration
{Fi}i>0 is right continuous and P-complete. Assume that the uncontrolled surplus process

follows the stochastic differential equation
dXt = ,LL(Xt)dt + O'(Xt)th, XO =T, (21)

where W is a Brownian motion on the probability space and u(x) and o(x) are Lipschitz-
continuous. Let the company pay dividends to its shareholders, but at a fixed transaction cost
K > 0 and a tax rate 0 < 1 — k < 1. This means that if £ > 0 is the amount by which the
capital is reduced, then the net amount of money the shareholders receive is k& — K. Since

every dividend payment results in a transaction cost K > 0, the company should not pay out



dividends continuously but only at discrete time epochs. Therefore, a strategy can be described
by

T= (1], T3y o Ty o3&, &5 . LED, .. 0),
where 777 and &7 denote the times and amounts of dividends. Thus, when applying the strategy

m, the resulting surplus process X[ is given by

t
Xt”:w—k/ u(X?)ds%—/
0 0

The process X™ is left continuous with right limits, so when applying e.g. 1t6’s formula, it will
be on the right continuous with left limit version {X;,}. Also, we define AX; = X; — X;.

t o0
o(X7)dWs — Z Lizr<tyn- (2.2)

n=1

Sufficient conditions for existence and uniqueness of (2.2) are assumptions Al and A2 below.

Definition 2.1. A strategy m is said to be admissible if
(i) 0<7{ and forn > 1, 777, > 777 on {7] < co}.
(ii) 77 is a stopping time with respect to {F;}i>0, n =1,2. . ..

(iii) & is measurable with respect to Frr, n=1,2. ...

n—oo

(iv) P(nm ngT) =0, VT > 0.
(v) 0< € <X

We denote the set of all admissible strategies by II.

With each admissible strategy m we define the corresponding ruin time as
T i=inf{t >0: X[ <0}

and the performance function V;(x) as

o0

Valw) = B |30 e T (e~ K)ljrgermy |
n=1
where by P, we mean the probability measure conditioned on Xy = z. Vi (z) represents the
expected total discounted dividends received by the shareholders until ruin when the initial
reserve is x. Since we deal with the optimization problem on the time interval [0, 77], we can
assume without loss of generality that X =0 for ¢ > 77.
Define the optimal return function

V*(x) = sup Vz(z)
mell

and the optimal strategy, if it exists, by 7*. Then Vi« (z) = V*(x).

Definition 2.2 A lump sum dividend barrier strategy m = my, with the parameters « and u
satisfies for X§ < @,

T =inf{t > 0: X]" = u}, g =u—u,



and for every n > 2,
T =1inf{t > 77_, : X[ = u}, & =u—u.
When X§ > 4,
=0 g=X7—u,

™

and for every n > 2, 777 is defined as above.

With a given lump sum dividend barrier strategy 7y, the corresponding value function is
denoted by Vg ().

The importance of the lump sum dividend barrier strategies is exemplified in e.g. Theorem

2.1 below, proved in [7]. In order to present the theorem, we make a list of assumptions.
Al Ju(x) |+ ] o(z) |<C(1+x) for all z > 0 and some C' > 0.

A2. p(x) and o(x) are continuously differentiable and Lipschitz continuous, and the derivatives

w'(z) and o'(x) are Lipschitz continuous for all x > 0.
A3. o%(z) > 0 for all x > 0.

Ad. p/(x) < X for all x > 0, where A is the discounting rate.

Define the operator £ by
1
Lg(z) = 50*(2)g"(2) + n(z)g' () = Ag(x)
for g € C?(0,00). It is well known, see e.g. [7], that under the assumptions A1-A3 any solution
of Lg = 01is in C?(0,00). Let g1 () and ga(7)
so that g(x) = g1(0)g2(z) — g2(0)g1(x) has ¢’(0) > 0. Any such solution will be called a canonical
solution. Then any solution £V (z) = 0 with V(0) = 0 and V’(0) > 0 is of the form

be two independent solutions of Lg(z) = 0, chosen

V(z) = cg(x), c>0.

Consider the following set of problems.

B1: LV(z)=0, 0 <z <u*,
V(0) =0,
V(z) =V(a*) + k(z — u*), x> u*
B2: V(u*) =V(u")+ k(a* —u*) - K,
V(@) = k,
Vi(w) = k.
B3: V(a*) = ku* — K,
V(@) = k

Note that k£ and K are equivalent to ﬁ and 1iod1 in [7].

Theorem 2.1. (Theorem 2.1 in [7]) Assume that Al — A4 hold. Then exactly one of the

following three cases will occur.



(i) B1+B2 have a unique solution for unknown V (z), u* and u* and V*(x) = V(z) = Vi 4+ (2)
for all x > 0. Thus the lump sum dividend barrier strategy m* = Tyx ,+ iS an optimal

[

strategy.

(ii) B1+B3 have a unique solution for unknown V(z) and V*(z) = V(z) = V= o(z) for all

x > 0. Thus the lump sum dividend barrier strategy m* = my= o is an optimal strategy.
(iii) There does not exist an optimal strategy, but
* — 1 - _
Vv (iL') aggo Vu,g(u) (.%')
and this limit exists and is finite for every x > 0. In terms of a canonical solution,

ooy kg(x)
VO g e g @)

Here Vg ya)(7) = SUPyc(0,3) Vau(z).

Remark 2.1. As pointed out in Remark 2.2e in [7], if lim,_,~ ¢'(x) = oo then either B14-B2 or
B1+B3 apply, hence an optimal solution exists. That lim,_,~ ¢’'(x) = oo is almost a necessary
condition for existence of a solution can be shown as in Proposition 2.4 of [8]. Therefore, for

simplicity we will typically assume that lim,_,~ ¢'(x) = occ.
Here is a useful sufficient condition for lim,_,~ ¢'(2) = co. The proof is given in the appendix.

Proposition 2.1. Assume A1-A4 and that there exists an x¢g > 0 and an € > 0 so that
p(r) <A—e, x>z
Then for any canonical solution g of Lg(z) =0,

lim ¢'(z) = .
T—r 00

Remark 2.2. Arguing as in the end of the proof of Theorem 4.1, it follows that if there exists
an xg > 0 so that
W(x) =X x>z,

then lim,_, ¢'(x) < oo. Therefore, Proposition 2.1 is quite sharp.

3. Optimality under payout restrictions

Consider e.g. an insurance company that wants to use the optimal barriers 4* and u* for its
dividend payments. However, when policyholders pay their premiums in advance, they expect
to have their claims covered. It is therefore reasonable that the company should not be allowed
to pay dividends if that makes the surplus too small. One natural condition is that the surplus
is not allowed to be less than some u, > 0 after a dividend payment. Mathematically, for a

policy 7 such a restriction can be written as

> (X, z 1 <ug} = O- (3.1)

0<rr<r™



Let IIy denote the set of all admissible strategies satisfying (3.1). Define the new optimal return

function V{(x) as

Vi () = sup Vz(z). (3.2)
melly
Our aim is to find the optimal return function V{f(z) and the optimal strategy my € Ily such
that Vz, (z) = Vi (z).

Following Remark 2.1 we assume that lim,_,~ ¢’'(x) = oo so that either B1+B2 or B14+B3
have a solution. Trivially, if B14+B2 have a solution V(x) for some c¢*, «* and u* > wuy,
the optimal strategy in case (i) of Theorem 2.1 is feasible under the constraint (3.1). Then
Vi (z) = V(x) and the optimal strategy is as in case (i) of Theorem 2.1.

Therefore we consider the cases when B1+B2 have a solution V(x) for some ¢*, u* and
u* < wug, or the case when B1+B3 have a solution V(z) for some ¢*, u* and v* = 0. In
these cases, the optimal strategy given by Theorem 2.1 does not satisfy the constraint (3.1).
Consequently, we need to look for the optimal return function and the optimal strategy again.

To this end, consider the problem for unknown V' and wug:

C: LV (x

The following result is proved in the appendix.

Theorem 3.1. Assume that Al-A4 hold and that lim,_,~ ¢'(z) = co. Let uy > u*, where u*

is given in Theorem 2.1. Then Problem C has a unique solution for unknown V and ug and
Vo' (x) = V() = Vagu, (2),

where V(f(z) is defined in (3.2). Thus the lump sum dividend barrier strategy mg,.u, is an
optimal strategy in Ily. Also, for given u; so that u* < ug < u,, for the corresponding optimal

upper barriers it holds that u* < tg < uq.

According to Theorems 2.1 and 3.1, for a given lower barrier u, the optimal strategy is the

lump sum barrier strategy mz ., where,

(Z_/JO,QO), if Ug > 2*7

(a*7g*)a lf QO SQ*

Here (u*,u*) is as in Theorem 2.1, while @ is as in Theorem 3.1. This addresses the problem of
not being allowed to pay dividends that brings the capital too far down. The next result looks
at the other end. What if the company cannot make a dividend payment when it wants, but

has to postpone it until capital reaches a higher level? Let @y > @ and let II; be the set of all



admissible policies satisfying

Z 1{X73+<y1uxﬂ7{<a1} =0, (3-4)

o< <™

i.e. all policies so that paying dividends when capital is less than %; as well as reducing it below

u, through a dividend payment are ruled out. Define the new optimal return function V{*(z) as

Vif(x) = ﬂs;%) V(). (3.5)

Consider the problem for unknown V.

D: LV(z)=0, 0<z <1y,

(0) =0,
Vi(z) =V(u) + k(z —uy), x > u.

<

We then have the following theorem. It is proved in the Appendix.

Theorem 3.2. Assume that Al-A4 hold and that lim,_, ¢'(x) = co. Let uy and @, > @ be

given, where 4 is defined in (3.3). Then Problem D has a unique solution for unknown V' and
V(@) = V() = Vi, (),

where Vi*(z) is defined in (3.5) and u; in (3.3). Thus the Iump sum dividend barrier strategy

Tayu, 1S an optimal strategy in 1

The messages of Theorems 3.1 and 3.2 is that if the optimal barriers are too small, it is
still optimal to use lump sum barrier strategies with the barriers as close to the optimal ones
as possible in some sense. Therefore, we should look for barrier strategies, but with barriers

sufficiently large to satisfy solvency requirements. This is the topic of Section 4.

4. Optimality under a solvency constraint
Having argued in Section 3 that barrier strategies are optimal also under reasonable constraints,
we will in this section show how optimal barriers can be found that satisfy a natural solvency
restriction. To describe this restriction, let T < oo be a fixed time horizon and define the survival
probability as

bau(T,x) = Pp(r7% > T),

where as before P, means that Xo = x and 7y, is the lump sum dividend strategy with barriers

@ and u. For a given ruin tolerance € we say that the strategy g, is solvency admissible if
buu(T,u) > 1 —e. (4.1)

Note that ¢g (T, u) = ¢uu(T,w). This means that for a solvency admissible strategy g, at
the time of paying a dividend the probability of survival during the next time interval of length
T using the same strategy cannot be smaller than 1 — e.

Also note that even when case (iii) of Theorem 2.1 applies, in principle condition (4.1) may



not hold for any §-optimal dividend strategy. The reason for this is that u(@) may be bounded
as u — o00. The following result shows that even in case (iii) there will exist a d-optimal

dividend strategy. It is proved in the appendix.

Theorem 4.1. Assume case (iii) of Theorem 2.1. Then for any b > 0 and u > 0 there exists a
u(u) < u satisfying @(u) — 0o as & — oo so that

Vaa)(x) = V*(x) Vo el0,b] as u— oo.

By this result we can choose a u so large that for any § > 0 there is a J-optimal lump sum
dividend barrier that satisfies the constraint (4.1). Consequently, from now on it is assumed

that lim,_,o ¢'(x) = oo as in Remark 2.1.

As in [6] it can be proved that if there exists a C12((0,7) x (0, %)) function v that satisfies
ve(t,x) = %JQ(a;)vm(t,x) + p(z)vg(t,z), (t,x) € (0,T) x (0,u) (4.2)
with initial value
v(0,z) =1, 0<z<ua (4.3)
and boundary value for ¢ > 0,
v(t,0) =0 and v(t,u) =v(t,u), (4.4)

then v(T,z) = ¢qu(T, x) is the survival probability. Here v; means the partial derivative w.r.t.
t and so on. In fact it is well known, see e.g. [5], that under assumptions A1-A3 any solution of
(4.2) is CT2((0,T) x (0,1)).

Let us discuss how the optimal solvency admissible strategy can be found. By definition, for

u > 0, clearly

ﬂ%ﬁ(T’ :L') > (bﬂl,E(va)v uz > U1,

¢ﬂ722 (T7 J}) > (bﬂ,yl (Tv .’I)), Uy > Uy -
Let ¢(T,x) = Py(Xy > 0Vt € [0,T]) be the survival probability when there is no control. If
¢(T,u) < 1— ¢ then u cannot be the lower barrier of a solvency admissible dividend strategy
since paying dividends surely increases the ruin probability. However, if ¢(7,u) > 1 — ¢ then

for sufficiently large u, 7y, Will be a solvency admissible strategy. The lower bound u,, for the

lower barrier in a solvency admissible strategy is therefore of interest, and it is given by
o(T,u,,) =1—c¢.
It is easy to show that if there exists a C12((0,T) x (0,00)) function w that satisfies

we(t, x) = %az(x)wm(t, x) + p(r)wy(t, ), (t,z) € (0,T) x (0,00) (4.5)



with initial value

w(0,z) =1, 0<z<oc0 (4.6)
and boundary value for ¢ > 0,
w(t,0) =0 and lim w(t,z) =1, (4.7)
T—>00

then w(T,z) = ¢(T,z). Again, by A1-A3 any solution of (4.5) is C12((0,T) x (0,0)).

We are now ready for the optimality algorithm. It is assumed that lim,_,~ ¢'(z) = 0.

1.

2.

Calculate the optimal V*(z) with corresponding barriers 4* and u*.

Calculate ¢y o (T, u*). If ¢ge o+ (T, u*) > 1 —¢, the optimal strategy satisfies the solvency

constraint and we are done. If not continue to step 3.

. Find u,, as the unique solution of ¢(7,u,,) = 1 —e. This can be done using a one

dimensional search.

. Let 6 > 0 be a small number, and set u; = u,, +19,1=1,2,....

. For each u;, find the corresponding optimal upper barrier by solving Problem C, and call

this u;. Calculate ¢y, o, (T, u;) and if ¢y, . (T,u;) > 1 — €, set U4; = u;. Also let ¢; be the
scaling factor so that the solution is Vi (z) = ¢g(x) for z < @;. On the other hand, if
Gu;u, (T, u;) < 1—¢, increase u; in steps of ¢ until the solvency constraint is satisfied. Let

u; be the corresponding upper barrier and ¢; the scaling factor found by solving Problem
D.

. Do this until ¢; falls significantly. Then let c. be the highest ¢; and @, and u, be the

corresponding u; and wu,; respectively. The optimal solvency admissible strategy is then

T u. and the corresponding value function is

{ ceg(x), 0<x<,,

Ve(tae) + k(x — ), = > ..

Ve(z) =

The equations (4.2) and (4.5) together with their respective initial and boundary conditions

are not easily solvable, but taking the Laplace transform brings them into ordinary differential

equations. To see how, consider (4.2) and define

0(s,x) = Ly(s) = /000 e St (t, x)dt.

Straightforward calculations, using (4.3), gives that © satisfies

%UQ(x)am(s,x) () (s, &) — si(s,x) = —1. (4.8)

A particular solution is given by @, (s, z) = s~1. Let 91(s,z) and 92(s, ) be independent solutions

of the homogeneous equation in (4.8). Then we have

(s, ) = ai(s)v1(s,x) + az(s)va(s, x) + é,

9



where a; and as are determined from the initial and boundary conditions. Now v(¢,0) = 0
implies that 0(s,0) = 0 as well, and v(¢,u) = v(¢,u) implies that o(s,u) = 0(s,u). Therefore,

after some straightforward calculations

- 1 Uz (s, u) — Ua(s,u)

ale) = s Ua(s,0)(01(s,u) — v1(s,u)) — 01(s, 0)(Va(s, u) — Va(s,u)) (4.9)
_ _1 01(s,u) — v1(s,u

=) = R0 ) e 0Ee ) ae)

Let L,:l(t) be the inverse Laplace transform. Then L,-1(¢) = 1 and using the Laplace transform
property for integrals, we get that

T
o(T,z) =1 —/0 Lyt ()t

where

hi(s,x) = —sa;(s)vi(s,x), i=1,2.

Therefore, P(7™ € dt) = Lf:11+h2
1

Similarly, w(s,x) = Ly(s) also satisfies (4.8) with w(s,0) = 0 and limy_o W(s,z) = s .

(t)dt when 7 = g 4.

Therefore, if we let wi(s,x) and wa(s,x) be two independent solutions of the homogeneous
equation, and assume that w;(s) = limg_,0 W;(s, x), ¢ = 1,2 exist, then

W(s,z) = b1 (s)w1(s,x) + ba(s)wa(s, x) + é,

where
1 1
bl(s) = w1 (s ’
S (s, 0) F — i (s,0)
1 1
bg(s) = - () .

S 1 (s,0) 525 — (s, 0)

Inversion formulas are similar to those above.

Example 4.1 Assume that p and o2 are constants. Then it is easy to see that

Bi(s, 1) = wi(s,x) = e, i =1,2,

2 2
1% pe o 2s m 2 2s
als)=="3+1/ 7+ 5>0 and o) =-—5—/3+5<0

Plugging this into (4.9) and (4.10) gives 0(s, z). Inverting this Laplace transform is unfortunately

where

not straightforward.

Also 11 (s) = oo and a(s) = 0, hence by (s) = 0 and by(s) = —s~!. Therefore,
1 1
~ _ - _ = ca(s)z
w(s, x) Pl .

This can be inverted using standard tables for the Laplace transform. However, the solution

can also be obtained by other methods, see e.g. [3] p.196, and is given by

1 T _ (wtpt)?
w(T,z)=1- JL‘/ 3 a0% dt.
0




Therefore, u,, is given as the unique solution of (in z)

\V2moe

xTr = 2 .
T _3 _(ztut)?
Jo tT2e” 2% dt

5. Numerical Solutions
In order to provide a complete numerical solution to the problem, several differential equations,
both ordinary and partial, have to be solved.

For problems B, C and D it is necessary to find a canonical solution g, either analytically,
or if that is not possible or practical, numerically. In the latter case, the Runge-Kutta method
can be used, together with linear interpolation between the grid points, this for g, ¢’ and ¢”. In
case the assumption of Proposition 2.1 does not hold, the numerical solution can be helpful to

assess whether lim,_, ¢'(x) = oo or not.

Problems B1+B2 or B1+B3. In [7] it is shown how this can be reduced to a one dimensional
search problem, but for completeness and since the notation is somewhat different, we include

it here. This method will also reveal whether an optimal solution exists.

1. Find the z* € (0,00), if it exists, so that ¢”(z*) = 0. If g is convex, we set * = 0, and if
it is concave we set £* = 0o. In the second case there is no solution, and by Lemma A.2b,

x* = 0 is equivalent to ©(0) < 0, so this case is easy to establish.

2. Choose z < z* and let ¢ = g,](“m) so that cg'(z) = k.

3. Find (if possible) a y > z* so that ¢'(y) = % If this is not possible, try with a larger x

until it is satisfied.

4. Calculate k(y —x) — c(g(y) — g(z)). If this is larger than K increase xz. Otherwise decrease

x.

5. Repeat the process until a solution is obtained, or until it is clear that there is no solution.

In case there is a solution, upon convergence u* = x, u* = y and V*(x) = cg(z) for x < u*.

Problem C. Assume it is clear that lim,_,~ ¢’(x) = co. Then the following easy recipe works:

1. Choose an = > ug and let ¢ = g,](“x) so that cg'(x) = k.

2. Calculate k(x—ugy) —c(g(x) —g(ug)). If this is larger than K decrease x, otherwise increase

x.

3. Repeat the process until convergence is obtained. Upon convergence, iy = = and V(z) =

cg(z) for x < .

Problem D. The unique solution is given in (A.15) in the appendix.

The function v(¢,z) of (4.2)-(4.4). This is a standard PDE, but with nonstandard boundary

conditions. It turns out that the Crank-Nicolson algorithm together with an adaption of the
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Thomas algorithm to solve tridiagonal systems are well suited for this problem. For more details
on the Crank-Nicolson and the Thomas algorithms the reader can consult [1].

To explain how this adaption works, let h be the grid length and ih, ¢ = 0,1,...,m the
gridpoints so that mh = 4. Similarly, let & be the grid length and jk, j = 0,1,...,n the
gridpoints so that nk = T Previously k is defined as the tax rate, but there should be no
ambiguity so we follow the standard notation. Let o2 = ¢%(ih) and p; = p(ih), i =0,1,...,m
With vf an approximation to v(ih, jk), the Crank-Nicolson finite difference scheme is

Lot g 1 +1 1, g+l
E(vf —vl) = m[al(vfﬂ 2077 +ol” +U+1—2U +l 1)

. j+1 J+1 J J
ﬂ%h( Vigl — Vi U — Ui—l)} :

Collecting terms, this can be written as

o]y + Bl "+l = d, (5.1)
where with r = h%,
a; = —7 (o7 —ph),
Bi = 1+%7’Uz'2,
Vi = —2 (07 + pih) ,
dg = —ozivg_l +(1- %ra?)vf - %fo-

To start the iterations we use the intial value v(0,x) = 1 giving v? = 1 as well, and so the d?,
1 =0,1,...,m can be calculated.

Now to the Thomas algorithm. To use it, for numerical stability we should have
los| + |l < 1Bil, i=0,1,...,m. (5.2)
Let us check this condition:

1. 02 > p;h. Then |o;| + || = 3702 < B;, so this case is unproblematic.

2. 02 < p;h. Then |oy| + |vi| = %r,uih < f3; if and only if r < MhQ o

—0;

In order to have case 1 at all gridpoints, we can let

2

o

h < max —*,
v

and then for good convergence, a typical choice of r is r =

S w\»—t

Assume that (5.2) is satisfied, and for simplicity write Uand d; = dg in (5.1). The

idea of the Thomas algorithm is to write

Vi = Pit1Vit1 + Gi+1 (5.3)

for unknown p;11 and g;4+1. Using this in (5.1) with ¢ — 1 instead of i, we get
@i(pivi + gi) + Bivi + Yiviy1 = d;. (5.4)

12



Comparing (5.3) and (5.4) gives

i and gioy = di — aigi
_ =
a;p; + B ’ a;p; + Bi

The boundary condition v(t,0) = 0 implies that 0 = vy = piv; + ¢1, which is satisfied if

Di+1 = (5.5)

p1 = q1 = 0. We can now use (5.5) to recursively calculate (p;,q;), ¢ = 2,...,m. Then using
(5.3) backwards yields

Um—1 — Gm
Pm

1 ('Um—Q — qm—1 )
= —\ 77—/ —Qqm
Pm Pm—-1

= ——u- ) ;
m m
Py z’:l+1Pi

Um =

where
m
P =1]»s
j=i

The boundary condition v(t,u) = v(¢,u) implies that v,, = v; where hl = u. Therefore,

m Qi m i—1
Dt P7 Q1 Tt Yoo Pl
Um == L 1-pPn '

1—
Pl”zl I+1

We can now go backwards using (5.3) again.

Remark 5.1 Since in the Crank-Nicolson method k = rh?, the space grid is typically much
coarser than the time grid. In our problem we are searching for optimal points in the space
variable, and therefore a fully implicit scheme with k = rh for some r may be more suitable,
since this allows for a finer space grid with the same computation time. The relation (5.1) will
still apply, but with different coefficients, and so the Thomas algorithm is again applicable.

However, we have not tried this method.

The function w(t,z) of (4.5)-(4.7). This is basically the same problem as that discussed
above, except that instead of the nonstandard boundary condition v(¢,u) = v(t,u), we impose
the standard boundary condition w(t,u) = 1 for some large @. This will result in a slightly
overestimate of the survival probability, but if % is chosen large enough, it should not be a real
problem. Deciding when u is large enough is not an obvious task, but one way may be to keep
x fixed at a moderate value, and then try with increasing % until the solution w(0, z) stabilizes.
Given the u, the Crank-Nicolson algorithm together with the standard Thomas algorithm

should work fine. Also, to find w analytically is easier than to find v, as we saw in Example 4.1.

6. Numerical examples
In this section we will give two numerical examples where optimal solutions with and without

the solvency constraint are compared. In all plots, solid lines are for the case with the solvency
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constraint, while dashed lines are without solvency constraints. Each figure is split into three
panels, where the first panel shows the optimal upper and lower barriers, both without and with
the solvency constraint. The second panel shows the amount of dividends paid each time, i.e.
e —u, and u* — u*. The third panel shows the constants c. and c¢* so that the value functions
equal Vz(x) = c.g(x), * < 4. and V*(z) = c*g(x), * < u*, where ¢ is a canonical solution to
be specified in each example. This means that for 2 < u*, 1 — % is the percentage loss of value
due to the solvency constraint.

Before we give the examples, a few words on the numerics. All programs were written in
R, but with subprograms in C for the number crunching. The simple algorithm described in
Section 4 had to be modified. The reason is that the finite difference scheme (5.1) for solving
(4.2) is accurate of order 2. However, a perturbation of size h of the boundary condition of a
PDE will in general induce a change in the solution of order O(h). Experimentally this seems
to be the case also in this case for perturbations of # and wu, i.e. the most accurate numerical
evaluations of the survival probability ¢y, for a given lump sum strategy m;, seem to come
when u and u are both nodes on the PDE grid. This is especially true for u. The general idea
behind the program is therefore to minimize the calculations of off-grid u and @ by defining the
grids so that u is on the grid. To find the smallest solvency admissible u for a fixed u > u,,, the

program iterates as follows:

1. Start with a fairly coarse grid and find two adjacent points v7 < w; so that according to
the numerical solution 7y, 4 is solvency admissible, while 7y, ,, is not. Then one iteration

of the secant method is used to find a w; between 97 and w;.

2. Repeat the procedure with a finer grid, and find adjacent points vs < wo with the same
properties as 1 and w;. Since the grid has changed, so has the numerical solution of the

ruin probability, and frequently this resulted in vy > w1.

3. Repeat the process a certain number of times. We repeated it until there was about 100

million nodes, where we used k = %h2.

Although a bit circumstantial, this routine was in fact quite efficient in terms of total running
time. As is seen from several of the figures below, the upper estimated values of & are sometimes
quite erratic. However, this does not matter much since the corresponding values of ¢, do not
vary much. When comparing different plots it is important to note that the y-axis varies, and

when the span on the y-axis is very small the results may look more erratic than they actually are.
Example 6.1 Let u(x) = p and o(z) = o be constants, so that (2.1) becomes

Xy =z 4 pt + oW

By Proposition 2.1, lim,_,+ ¢'(2) = 0o, hence an optimal strategy always exists.

In Figures 1-5 4t = 0 = 1 and the canonical solution chosen is
g(x) = ae % sinh(Bx)

with o = 0.9636 (a bit arbitrary, admittedly) and
1
0= % and (= ;\/2)\02 + p2.
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The other parameter values used are
A=0.1, T=10, £=0.95, K =0.05, ¢ =0.01.

In the figures 4 of these are kept fixed, while one is varying. In the discussion below, @ is generic
for both the unconstrained upper barrier u* and the constrained u., and similar with u.

In Figure 1, the discounting factor A is varied. When there is no solvency constraint, we see
from the first panel that both upper and lower barriers decrease as A increases, which reflects
the fact that with large values of A early payments are important, since later payments are
heavily discounted. When A is small, the solvency constraint is not binding due to the long term
perspective, and hence the necessity to avoid early ruin provides sufficiently large barriers. As
A increases, the constraint becomes binding, and the lower barrier even increases. The reason
for this is that with a given constraint, there is more to gain by decreasing the upper barrier
Ue a lot, even if that means a small increase in the lower barrier u.. However, it is interesting
to see from the middle panel that the actual payout @ — u is not much affected by the solvency
constraint. From the right panel, we see that the relative impact of the solvency constraint on
the values ¢* and c. increases quite a lot with A, but for moderate values of A it only causes
small reductions in the value of the company.

In Figure 2 the time horizon T varies. Without the solvency constraint, the optimal solution
is independent of 7', which is also seen from the figure. For small T, the optimal solution
gives sufficiently high survivial probability, hence the solvency constraint is not binding. As T
increases, with the solvency constraint both the lower and upper barriers increase, but it is seen
from the middle panel that the actual payout is again not much affected by the constraint. Why
the payout first goes down and then increases we cannot explain. The ruggednes of the graph
in the middle panel is due to numerical issues as discussed above. However, looking at the scale
on the y-axis, we see that the variations are not severe. From the right panel it is seen that
although the barriers are much influenced by the solvency constraint, the actual values c. are
far less so.

In Figure 3 the retention rate k varies. As k increases, the amount received, k(u — u) — K,
gets positive for lower amounts u — u paid, and so both barriers decrease with k, both in the
unconstrained and the constrained case. The effect of the solvency constraint is just to increase
the barriers, but from the middle panel we see that again the payout @ — u is not much affected.
From the right panel it is seen that the actual value of the company is not much affected neither.

In Figure 4 the fixed cost K is varied. Since for K large, the payout & — u must be large in
order for the dividend received, k(u — u) — K, to be positive, the optimal payout must increase
with K, which is confirmed in the middle panel. For the rest, the picture is much the same as
before, with the solvency constrained barriers lying above those without the solvency constraint,
but with the payout & — u rather unaffected. Also, as seen from the right panel, the solvency
constraint does not reduce the value of the company by very much.

Finally, in Figure 5 the ruin tolerance ¢ varies. For sufficient large values of ¢ the solvency
constraint is not binding, but as soon as the constraint becomes binding (read the z-axis from
right to left), the picture is much the same as before with both lower and upper barriers increased
due to the solvency constraint, but with payouts & —wu almost the same, and values c. moderately

lower than the optimal c¢*. When the solvency constraint is binding, the somewhat rugged
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behaviour of the curves in the first two panels is again due to numerical issues, but it is seen
from the right panel that the optimal values c. is not much influenced, hence these numerical
issues are rather unproblematic.

The tentative conclusion we can draw from this example is that the solvency constraint can
have a quite large impact on the optimal barriers, but except in rather extreme cases, the impact
on the actual payout u — u as well as on the value c¢. versus c*, is much more modest. This is
good news for the shareholders, since what counts for them is how much smaller ¢, is than c*,
i.e. their ”loss” due to the solvency constraint.

Figure 6 shows the values of V.(x) and V*(z) for the standard parameter choice. This gave
(Ue,u,) = (4.65,3.13) and (u*,u*) = (3.81,2.22). Not so easy to see from the figure, but V*(z)
is concave up to z = 2.82 and then convex. As of V.(x) it is also concave up to x = 2.82, and
then convex up to u.. However, V/(ua.—) = 0.978 > V/(u.+) = k = 0.95, and so V. is not
convex from x = 2.82. That V/(u.—) > V!(u.+) is a general fact, proved in Lemma A.6 in the

appendix.

Qptiml dividend payout
Values of ¢ and¢’

Upper and lower optimal barrers

Values of A Values of A Values of A

Figure 1: Values for varying A in Example 6.1. The other values are kept fixed at T = 10, k =
0.95, K =0.05, ¢ = 0.01.

Example 6.2 Let the basic income process follow the linear Brownian motion
Po=x+ ut+opWpy,

and assume that assets are invested in a risky investment so that the dynamics of the noncon-
trolled process is
dX; = dP; + X dRy.

We assume that R is a Black-Scholes investment generating process, i.e. Ry = (A—a)t+orWr,
and that Wp and Wg are independent. Here A can be seen as the market rate, also used for
discounting, while « is a proportional cost associated with the investment.

We can write X as (same weak solution)

dXt = (,U, + (A — O[)Xt)dt + \/ 0'12;. + O'IQQXthWt,

where W is a Brownian motion.

16



(S 1.6
5.5 -
&«
=]
= =
= = =
] = =
E=] = =1
f=3 CIC> o
= 8 =
=
S = 8
- < =
=2 = <
s = =
B o
=
=
)
2 1.48 12.8
o 10 20 30 o 10 20 30 o 10 20 30
Values of T Values of T Values of T

Figure 2: Values for varying T in Example 6.1. The other values are kept fixed at A = 0.1, k =
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Figure 3: Values for varying k in Example 6.1. The other values are kept fixed at A =0.1, T =
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Figure 6: Values of V;(z) and V*(z) for varying x in Example 6.1. The parameters are A =
0.1, T=10, £k =0.95, K =0.05, ¢ = 0.01.
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By Proposition 2.1, lim,_,~ ¢'(z) = o0, hence an optimal strategy exists when a > 0.
Actually, using arguments similar to those in Section 3 in [7] together with the solutions given
in the appendix in [9], it can be proved that an optimal strategy exists if and only if & > 0. Again
using the solutions in that appendix, a canonical solution can be found, but it is complicated
so we used the more convenient Runge Kutta method to obtain a numerical solution of g(x),
scaled so that ¢'(0) = 1.

In Figures 7-12 p = op = 1, ogp = 0.25 and a = 0.02. The other parameters used are the
same as in Example 6.1, and in the figures 5 of these are kept fixed, while one is varying.

In Figure 7 the discounting factor A is varied. This is a somewhat different situation from
that in Figure 1. Ignoring the random elements, in Example 1 the only income is the linear p,
which is heavily deflated with an increasing A. In this example there is in addition an investment
income A — «, which is exponential in nature and therefore partially offsets an increase in A.
When A is small, the linear income 1 dominates, but as A increases the exponential investment
income takes over. This can explain the middle panel in Figure 7, where for small A the payout
decreases with A as in Figure 1, but as A increases it starts to increase again. From the left
panel we see that the upper barrier starts to increase when A gets big both in the unconstrained
and in the constrained case. However, from the right panel it is seen that the overall effect of
increasing A is somewhat smaller in Figure 7 than in Figure 1, which is to be expected.

Figures 8-11 do not differ very much from Figures 2-5, except that the effect of the solvency
constraint seems even less serious here. In Figures 8 and 11 (as well as in Figure 7), the
solvency constraint caused some ruggedness due to numerical issues, but again looking at the
corresponding right panels shows that this is of no importance.

In Figure 12, the effect of varying the cost factor « is shown. With small «, the investment
return A—a is almost as large as the discounting factor A\, and therefore there is no urgency to pay
out dividends, hence the barriers can be set high, and the solvency constraint is not binding.
As « increases, it is more urgent to pay dividends, and therefore the optimal unconstrained
barriers will not satisfy the solvency constraint. Again the payouts u — u are almost unaffected
by the solvency constraint, and from the right panel we see that the reduction in value due to
the solvency constraint is not very large.

The conclusion here is much the same as in Example 6.1, the solvency constraint can have
a fairly large impact on the optimal policy, but the actual payout as well as the value of the
company are only moderately affected.

We also tried with an ”investment risk free” version, i.e. with og = 0 so that
dXt = (,U, + ()\ — Oé)Xt)dt + O'th.

However, this gave much the same results, indicating the the results are quite robust.
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Appendix
In this appendix we will prove Proposition 2.1, Theorems 3.1-3.2 and Theorem 4.1. To do so

we need the following lemmas, which are the same as Lemmas 2.1 and 2.2 in [7].

Lemma A.1 Let u(x) and o(x) satisfy A2 — A4 and let f be a solution of Lf(x) = 0.
Consider the interval [0, 00).

a) If f has a zero on [0,00), then f' has no zero on [0, c0).

b) If for some i € [0,00), f'(#) > 0 and f" (&) <0, then f is a concave function on [0, &).

Lemma A.2 Let pu(z) and o(x) satisfy A2 — A4 and let f satisfy Lf(z) = 0, f(0) = 0 and
f(&) > 0 for some & > 0.

a) f is strongly increasing.

b) There is an x* > 0 (possibly taking the value infinity) so that f is concave on (0,z*) and
convex on (z*,00). In particular z* = 0 if and only if 4(0) < 0 and trivially f”(z*) = 0 when
0 <" <oo.

Proof of Proposition 2.1. To keep initial conditions fixed, we restrict the definition of a

canonical solution to mean that g(0) =0 and ¢’(0) = 1. First note that for any § > 0,
p(z) < p(0) + Azg + 0 + (A — )z,

and therefore it follows from Lemma 2.3 in [7] that it is sufficient to prove that for any a, a

canonical solution of
L@ @) + (@t O = )n) ()~ Af() =0,

satisfies lim, o f'(2) = o0.
By Lemma A.2b, such a canonical solution f is either ultimately convex or ultimately con-

cave. In either case there exists a ¢ < 0o so that

lim f'(z) =c and lim f@) =c.
T—00 T—00 I

Assume that ¢ < co. Then, since
@ =1+ [ ',

there must exist a sequence {x,} with z,, — co as n — oo so that f”(x,) = o(z,;!). Also

f(z)

lﬂf”(l') _ _cz—l—()\—e)xf,<x)+/\x — Ec as T — 00.

2 x T

Then, considering only the leading terms,

2
2e
U(x")w ¢ o0 as 1 — oo

x2 zno(zn?t)

But this contradicts Al, hence ¢ = oo and we are done. ]

22



The next step is to prove that Problem C really has a solution.

Lemma A.3 Under the assumptions of Theorem 3.1, Problem C has exactly one solution and

ug > x*, where z* is given in Lemma A.2.

Proof. We are looking for a solution (¢, ug) of

eg'(ug) = Kk, (A1
cg(uo) = cglug) + k(o —ug) — K (A2)
Let
g/(kx*)u QO S .'L'*,
é p—
g/(kﬂo)’ QO > .’L'*,

For given ¢ > 0, consider the equation
cq' (u.) =k for some wu, > max{ug, z*}. (A.3)

If uy < z*, since ¢’(x) is increasing on [z*, 00), it is easy to see that (A.3) has a solution if and
only if ¢ < é. A similar argument shows that this holds when u, > x* as well. We can therefore

define the function "
10 = [ =)y, 0<e<e

Ug
Then (A.1) and (A.2) are equivalent with the existence of a ¢ so that I(c¢) = K. By the implicit
Yo gl (y)dy < 0, ie. I

is continuous and strictly decreasing in ¢ € (0,¢). Also lim. o u. = oo, hence lim,,0I(c) = o0

function theorem, u, is continuously differentiable w.r.t. ¢ and I'(c) = — fuo
as well. Therefore, if we can prove that I(¢) < 0, there must exist a unique ¢ € (0, ¢) so that
I(c) =K.

To prove that I(¢) <0, assume first that uy < 2*. Then since ¢’ has a minimum at z*,
g'(z)

éq'(z) = k >k,
9(e) g'(z*) —

and consequently I(¢) < 0. If uy > a*, then ¢’ is increasing on [ug, o), hence ¢g'(x) > k for
x € [ugy,00), and so I(¢) < 0 again.
Denoting the corresponding uz by @ so that ¢¢'(@g) = k we can thus conclude that

O

Lemma A.4 Under the assumptions of Theorem 3.1, let V be as in Lemma A.3. Then
V'(x) < k for x € [ug,up).
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Proof. By Lemma A.2, it is sufficient to prove that V'(ug) < k. If ug > z* the result is trivially
true by convexity of g on [z*,00). Assume therefore that u, < z* and let V*(z) = ¢*g(z) be

the optimal solution from Theorem 2.1. Assume that ¢ > ¢*. Then since ¢*¢'(a*) = ¢¢' () it is

necessary that ug < u*. But then

m 77k

K= /:)(k _eq/ (@))da < /uuo(k _ oty (@))da < /u (k= c*g/(2))dz = K,

U u*

a contradiction. Therefore, ¢ < ¢* and by concavity of g on [u*, z*],

V' (ug) = ' (ug) < ¢*g'(ug) < c'g'(u*) = k.

For a function ¢ : [0, 00) + [0, 00) define the maximum utility operator M by
sup{p(z —n) = K +kn:0<n<z-u}, ifz€uy,00),

Mo(x) = (A.4)
—00, if 2 € [0,uy).

Lemma A.5. Let V be as in Lemma A.3. Then V satisfies the quasi-variational inequalities

LV (z) <0, (A.5)
V(z) > MV(z), (A.6)
(V&) = MV (2))(LV(x)) = 0, (A7)
V(0) = 0. (A.8)

Furthermore, MV (z) < V(x) when x € [0,u) and MV (z) = V(z) when x € [y, c0).

Proof. We first prove (A.5). Since LV (z) = 0 when =z < 7o, assume that = > @y. Since
by Lemma A.3, @y > x*, V"(u4p—) > 0 while trivially V" (ap+) = 0. Using that V(z) =
V(o) + k(z — up) we get by Assumption A4,
LV(x) = px)k— AV (o) + k(z — uo))
=k [ ()~ Ny + biaao) — AV (o)
k(i) — AV (o)

< %02(%—)‘/"(@0—) + p(to—) V' (iig—) — AV (iig—) = 0.

IN

We proceed to prove (A.6). For z € [0,uy], MV (x) = —oo, hence the inequality is trivially
satisfied. When x > u, by Lemma A4 and the definition of V(z), V'(z) < k when x € [ug, U),
and V'(z) = k when z € [ug, 00). Therefore the function V(xz —n) + kn — K is increasing in 7

for nonnegative n and takes its maximum when n = x — u,. Hence, for x € [ug, @),

b Vayk < [V @)ay-k =0

Ug

MV(JI)—V(&Z) = V(MU)+IC($—QO)—K—V(1;) = /

Ug
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For x > ug we have
MV (z) =V(uy) + k(x —uy) — K =V(z).

This also proves (A.7) since LV (z) = 0 for € (0,49) and MV (z) = V(z) for z € [ug, c0).
Finally (A.8) follows by definition of V. O

Proof of Theorem 3.1. Let 7 € Iy be an arbitrary strategy. By definition, V' is continuously
differentiable on (0, co) and twice continuously differentiable on (0, 1) U (4o, c0). However, for
x = U, the continuity of V" might fail. Since {0 <t < 77 : X = %o} has Lebesgue measure

zero under each P,, we can use Itd’s formula, see e.g. [2] p.460, together with (A.5) to get
. tATT
e AMNIV(XE ) = V() + /0 e ML(XT)ds

[ nVInaw.+ Y e (VX - VIXE)) (A9)

07T <tATT
tANTT
< V@)+ [ RVEDAVL 3 N (VIXE,) - VX)),
0 0T <tAT™

"

Here we can let V(@) =V ~(@p). Another argument for this formula would be to use Lemma
A.8 below where now k£ = k1.

Since V' is bounded and the process satisfies Assumptions A1-A4, it is fairly straightforward
to show that

tAT™
/ e Mo(XT)\V(XT)dW;
0
is a martingale. Taking expectations on both sides of (A.9) therefore yields
E, [NV )| SV B | Y e (VIXEL) - VIXE)) | (A10)
0TI <tAT™

From (A.6) and the fact that X~ > XT., > uy, it follows that
T (VXT) - VXE)) < e (ke — K), n=12.- (A11)

on {77 <tA7"}. Then (A.10) and (A.11) together give

o0

Z e T (k& — K)l{T;{St/\T”}

n=1

0<V(z)— B, _EB, [G—WT“V(XZTM,, B IFENST)

Letting t — oo in (A.12), we have by nonnegativity of V,

V(z) > E, = Vi(x), (A.13)

Z 6_/\7—;: (kgg - K)l{r,’{grﬂ'}
n=1

which implies that V' (z) > V(x).

Now consider the lump sum dividend barrier strategy 7,4, given in Theorem 3.1. Since
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X7 does not exceed ug, L(XI°) =0 a.s. for 0 < s < 77. Therefore, the inequality in (A.9)

becomes an equality with the strategy o, i.e.
. tAT™O
TV = V) [ XV K
— 0 oy oy
Y e (V(XT£0+) - v<XT§0)) . (A14)
0< 1,0 <tAT™0

Assume that x = X¢ > ug. Then

V(z)=MV(z)=V(uy) + k(x —uy) — K, x>,

and

™ __ T — 55 _
51 =T — Uy, gnO_UO_QOa n_2a3a"'

We can conclude that

VIXTR ) = VIXE) = VX, =€) = V(XT%) =~k + K.

1

and

V(X:;?O"r) N V(X:;?O) = _k,g;;o + K7 n= 2737 Tt
Also by boundedness of X/ ~,, and the fact that P(7™ < oo) =1 and X%, = 0, it follows
from the bounded convergence theorem that

lim E, |e MOy (X | = 0.

t—o00 EATTO+

Therefore, taking expectations in (A.14) and then letting ¢ — oo gives
V() = Vagu, (%),

which implies that V' (z) < V{(x). In summary, we get V(z) = Vi (z) = Vig,u, ().

When the initial reserve Xg_ = x < g, the result is proved similarly.

To prove the last part of the theorem, let u* < wy, < wuy, and let Vi(z) = Vg, u,(x) be
the two value functions. Write Vj(x) = ¢g(z) for z € [0,4;]. By what we have just proved,
Vo(x) > Vi(x), hence ¢y > ¢;. Therefore, for V/(u;) = k it is necessary that @; > . O

Now to the proof of Theorem 3.2. To prove that there is exactly one solution to the equations

in Assumption D, just let V(z) = ¢ég(x) so that we get the equation

cg(ur) = cg(wy) + k(un — uy) — K.
Solving for ¢ gives
k(ﬁl—gl)—K _
S —oay 9(T), 0 <z <u,
V()= oo () A15)
Viu) + k(x—uy), x> u.

Lemma A.6. Let V be the solution of Problem D. Then there is a u € [u;,u1] so that
V() <k on [uy,u] and V'(z) > k on [4,u1].
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Proof Since 4 is an upper optimality point, see (3.3) and what follows there, by the previous

analysis we know that the corresponding value function is

o) 0<x<i,

Vo (w) +k(r—uy) - K, z=a.

Since Vjf(u) = V§(u;) + k(@ — u;) — K, we can conclude that

U /
k/ (1 = g,(?)) dy = K.
u, g'()
Define the function G as

G(z) = k/: (1— g:gz;) dy, @<z <.

Since w1 > @ > x*, ¢'(x) is increasing on [@,@;]. Therefore, G is a continuous and increasing

function. Furthermore,

and

SORA (1= oy o=+ / (1 ) = / (1- o=

so there must exist a @ € [, 4;] such that G(4) = K, that is

k/uz“ (1 - 5:8;) dy = K. (A.16)

Let V be defined as

k9@ 0<a<a,
R (A.17)
V(ﬂ1)+k($—ﬂ1), xr > Uup.

V(x) =

Then LV (z) = 0 for 0 < z < @; and by (A.16),

V() = V(w) + k(i —uy) - K.
Using this together with (A.17) then gives for = > 4,
V(e) = V() +k(z —u) - K.

Therefore, V also solves Problem D, so by uniqueness V=V.
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To finish the proof, let first = € [u;, u]. It follows from [7] when (a@,u;) = (u*,u*), and from

Lemma A4 when (@,u;) = (7o, ), that V' (z) = k:gg g < k. Since @ > @ > z* and ¢'(x) is

increasing on (z*,00), V/'(z) = k% Exg < kgg g < k. Finally, let x € [u,a;]. Since V(@) < k,

V'(4) =k and V'(x) = kg:g; is increasing on [, 1), we can conclude that V'(z) < k on [, 1)
and V'(z) > k on [t, ). O

Note that V’(z) and V" (x) exist and are continuous except for when z = @;. Let V'~ (&)
and V't (@) be the left derivative and right derivative of V/(z) at %;. From Lemma A.6 we can
see that V'~ (@) > k = V't (@). Therefore V(z) may fail to be differentiable at the point @
if V/_(ﬂl) > k. Thus, the classical It6 formula can not be applied, but its generalization, the
Meyer-It6 formula is applicable. Since we are working with functions of the form e=* f(Y;), the

standard Meyer-It6 formula needs a slight, but straightforward, modification.

Lemma A.7. Let f be the difference of two convex functions and f — be its left derivative. Let

where L is the local time of Y at a. Then for a semimartingale Y the following equation holds:

—At _ —As efAs
ef(Yt)f(Yo)Jr/D (Ve )ay. /A F(Ys )ds

_ " 1 [t
+3e (F0) = V)~ SN 4 [ Liudda),
0<s<t -
where p is the signed measure (when restricted to compacts) which is the second derivative of f

in the generalized function sense. Furthermore, for every bounded Borel measurable function v,

+oo t
/ Lév(a)da = /0 e u(Y,)d[Y, Y]S, (A.18)

—0o0

where [Y,Y]¢ is the quadratic variation of the continuous martingale part of Y.

Proof. The first part follows from Theorem 70, Chapter IV, in [10] using that
dleMf(V) = e Mf(Y)dt + e Mdf(Y;) and Fubini’s theorem on the local time term.
Formula (A.18) follows from Corollary 1, Chapter IV, in [10] and an application of Fubini’s

theorem.

Lemma A.8. Let V be the solution of Problem D. Then, for m € 11, the following equation
holds:

tAT tAT
e_’\(t/\Tﬂ)V(XZT/\Tmr) _ V(Xg)—i—/ e—)‘SV'_(X;T)dX;T—/ Ae MV (XT)ds
0 0

+ e (VXL - VIXD) - VT (XD)AXT)
0<s<t
1

1 - tATT 9
Ll =R+ [ eV (X,
0
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where ki is the left derivative of V(z) at u;.

Proof Since V/(x) and V”(x) exist and are continuous except for at & = @, and V'= (),
V”i(ﬂl) exist and are finite, some fairly straightforward calculations show that V(z) can be

written as the difference of the two convex functions

Vi(z) = / / 2)) " dzdy,
Va@) = (b — k)@ — )" / / )~ dzdy,

where 7 = max(z,0) and = = —min(z,0). By the property of V(z), we have that
1 [t . Loar o " I
5 Lt/\Tﬂ'lu(da) = iLt/\TW(V (Ul) -V (Ul)) + 5 Lt/\T“V (a)da

1 4 L[t

The identity (A.18) shows that

]. "

+oo 1 tIATT .
2/ L}, -V ~(a)da = / e*’\SUQ(X;T)V “(X)ds.
—00 0

The result now follows from Lemma A.7. OJ

Lemma A.9 Let V' be the solution of Problem D and define the operator L~ by

LV(z) = %ﬁ(x)v”*(x) + @)V (2) = AV (@),

Then V satisfies the following quasi-variational inequalities

L7V(z) = 0, 0<a <1, (A.19)
LTV(z) < 0, x> Uy, (A.20)
Vi) = MV(x), x>1u. (A.21)

Here the operator M is as in (A.4), but with the lower limit there u, replaced by wu,.

Proof By the construction of V(x), (A.19) holds. To prove (A.20), let x > u;. Then

ST @V (@) + p@)V () AV (@) = pla)k ~ AV (2).

Since by Assumption A4, p/(z) < A, and the fact that V'(z) = k on (41, 00), the function
w(x)k — AV (z) is decreasing on (1, 00). Therefore,

L7V (z) =

L7V (z) = p(z)k — AV (x) < p(ur)k — AV (uq).

If p(t1) < 0, then clearly £~V (z) < 0. If u(dy) > 0, by @1 > @ > z*, V'~ (@1) = o i) > .
Then, since V'~ (@) > k and u(@;) > 0, we have

M('al)k - )\V(ﬂl) < *0—2('&1)‘/ _(al) + M(al)vl_<ﬂ1) - )\V(ﬂl) =0, x>u.

\V)
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Finally, we prove (A.21). By Lemma A.6, for x > 4y,

>0, O0<n<z-—ua,
Vie—mn)—k
Sov x—ﬁﬁnfm—ﬂla

so optimality is achieved either by remaining at x or by going down all the way to u;. This gives
MV(z) = Max{V(z) - K,V (u;) — k(x —u;) — K}

= Max{V(w) — k(z — ) — 2K, V(uy) — k(z —w)) — K} (A.22)
= V() —k(r—u) - K=V(x).

Proof of Theorem 3.2. For 7 € II; we easily get from Lemma A.8
. tAT tAT™ ,
e MNIV(XT ay) = Vi(z)+ / e LTV(XT)ds + / e Mo (XT)V T (XT)dW,
0 0
£ Y T (VIXT) ~ VX)) — § Lunes (1) (b — ).
07T <tAT™
Since 7 € Il it is necessary that that ng_ > 4. Then by Lemma A.9 and the fact that ky > k,
. tAT , -
e NNV (X ry) < V(@) + /0 e MF(XL)V (X)W, + Y e (K — k).
0<7r <tAT™

Taking expectations gives

0< V() —E, | Y. ek — K)| — Ele X IV(XT 1w )]
07T <tIATT
Letting ¢ — oo, we have by nonnegativity of V,

o0

Z T (k& — K)

=1

Taking the supremum over all strategies in II; gives
V(z) > V" (x). (A.23)

Now consider the lump sum dividend barrier strategy m = mg, 4,. By definition of that
strategy, X™ < @y for all s > 0. Therefore, L7 (X™) = L% =0 for all s > 0 and so

tAT™L
STV = V@ [ e AT (W,

LY e (V(X:ler)—V(Xgl)),

0< Tt <tAT™

Furthermore, by (A.22)
V() = MV() = V(w) + bz — ) — K, = > a.
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Arguing as at the end of the proof of Theorem 3.1 now gives

tATT1 T
TG L) = Vi [ e NRRTVIRma. s Y e (K - ke,
0

0< TRt <tAT™

Taking expectations and then letting ¢ — oo results in V(x) = Vg, 4, (2) which implies that
V(z) < V(). Together with (A.23) we can therefore conclude that Vi*(z) = V(z) = Vg, 4, ().
(]

Proof of Theorem 4.1. By Theorem 2.1 and its proof in [7], V; ,(a)(z) is increasing in u. If
u() — oo as u — oo, there is nothing to prove, so assume that u(a) < m for all @ for some
positive m. Given ¢ > 0, choose @ > b so large that V; ,(q)(z) > V*(x) — % Vz € [0,b], and also

so that Inu > m. Consider the two dividend barrier lump sum strategies:
1. The strategy mo = Ty yu(a)-
2. The strategy m1 = Ty ina-

The strategy m; clearly satisfies the conditions of the theorem. Let 7 be the first time the process
hits @ (with 7 = oo if it hits 0 before ). By definition, 7 is the same for both strategies when

x < u. By the strong Markov property we have for = € [0, b,
Vi, (#) = Ey[e Vg, (@), i=0,1.
Now since Inu > m,

Vio(@) < ku+ Vpy(lna) — K,
Vi k(o —Ina) + Vi, (Inw) — K.

g N
Il

Therefore
Vieo () = Vi, (#) < Eg[e ™) (kIn@ + Vi, (In @) — Vir, (In@0)).

Using this equation with x = Inu gives

_ _ Ewa [e_AT]
V?To (ln U) — Vﬂ—l (ln U) S kTﬁ[e_)\T]

and so

“ar 1 _
Vo (@) = Vi (z) < kKEyle A ]m Ina. (A.24)

By Assumption A4, u(x) < p(0) + Az, so by letting 7/ be the same as 7, but with the drift p(z)
replaced by 1(0) + Az, it is clear that E,[e "] < E,[e=*"]. Define hy(z) = Ey[e=*"] so that
hz(0) = 0 and hgz(u) = 1. Furthermore, by standard results, see e.g. [4] Ch. 15.3, hy satisfies

L2 (@)l () + (O + p(0))l () — M) = 0.

One solution of this equation is
hi(x) = Az + u(0).
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Another solution is then given as, see e.g. [12] p.31,

_o (¥ At+pu(0)
e 2]‘0 aQ(t) dtdy

ho(z) = hl(l')/ooh%

1
(

< ) [ e K ey
) 1

= hlx/ 14+y) %dy —0 as x — .
@), wmpt Y

Here we used Assumption A.l1 in the first inequality, where c¢ is a suitable positive constant.

Fitting the boundary conditions we get

hal) = A + p(0) 21 _h <ﬂ>) <M t#0) (1 - IZEQ)) ‘

2
h2(0)

Therefore, hy(x) ~ (AMi)~! as 4 gets large and z is fixed, and this proves the result by (A.24),

choosing @ so large that Vi, (2) — Vi, (z) < & for all z € [0,b]. Note that in the proof we may

have used 47 with 0 < v < 1 instead of In . g
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2 Martin Hunting, Jostein Paulsen

1 Introduction

Let (2, F,{F:}i>0, P) be a probability space satisfying the usual conditions,
i.e. the filtration {F;};>0 is right continuous and P-complete. Assume that
the uncontrolled surplus process follows the stochastic differential equation

dXt = ‘LL(Xt)dt + O'(Xt)th - d}/t, XO =x, (11)

where W is a Brownian motion and Y is a compound Poisson process, i.e.

Ny
Yi=> S,
=1

where N is a Poisson process with intensity A, independent of the i.i.d. positive
{S;}. We will let S be generic for the S;, and F be the distribution function
of S. A natural interpretation is that X is a model of an insurance business,
where Y represents claims and the other terms represent incomes and various
business fluctuations. This interpretation is further developed in Example 3.5
below. To avoid lengthy explanations, we will refer to the S; as claims.

Assume that the company pays dividends to its shareholders, but at a fixed
transaction cost K > 0 and a tax rate 1 — k < 1 so that & > 0. We will allow
k > 1, opening up for other interpretations than that 1 — k is a tax rate. This
means that if £ > 0 is the amount the capital is reduced by due to a dividend
payment, the net amount of money the shareholders receive is k& — K. It can
be argued that taxes are paid on dividends after costs, so an alternative would
be to use k(§ — K) = k€ — kK, but clearly this is just a reparametrization.
Furthermore, different investors may have different tax rates, so 1 — k should
be interpreted as an average tax rate.

Since every dividend payment results in a fixed transaction cost, the com-
pany should not pay out dividends continuously but only at discrete time
epochs. Therefore, a strategy can be described by

T= (T Ty Ty o &0, E5 o SER, . L),

where 77 and ¢, denote the times and amounts paid. Thus, when applying
the strategy 7, the resulting surplus process X[ is given by

t
Xt’T::c—k/ ,u(X;T)ds—i—/
0 0

Note that X™ is left continuous at the dividend payments, so that £ =
Xr. —XT

T,
Tn+

t 00
J(X;T)dWS - Y:‘, - Z 1{7';{<t}£77;' (12)

n=1

Definition 1.1. A strategy = is said to be admissible if

(i) 0 <7 and forn > 1, 777 > 7] on {1] < co}.
(ii) 77 is a stopping time with respect to {F;}i>0, n =1,2. . ..
(iii) & is measurable with respect to Frxy, n=1,2. ...



Optimal dividends for jump-diffusions 3

(iv) 7 — 00 a.s. as n — 0.
(v) 0< & < XT.
We denote the set of all admissible strategies by I1.
Another natural admissibility condition is that net money received should
be positive, that is k¢ — K > 0. However, as we are looking for optimal policies,
and a policy that allows k¢ — K < 0 can never be optimal, it can be dropped

as a condition.
With each admissible strategy = we define the corresponding ruin time as

" =inf{t >0: X] <0}, (1.3)

and the performance function Vy(x) as
VTF(:E) = EI Z 6*7‘7’: (kfg - K)]‘{T:{ST’T} ) (14)
n=1

where by P, we mean the probability measure conditioned on Xy = z. V;(z)
represents the expected total discounted dividends received by the shareholders
until ruin when the initial reserve is x.

The optimal return function is defined as

V*(z) = sup Vi (z) (1.5)

well

and the optimal strategy, if it exists, by 7*. Then Vi«(x) = V*(x). In the
control theoretic language, this is an impulse control problem.

Definition 1.1 A lump sum dividend barrier strategy m = my , with param-
eters u < u, satisfies for X§ < a,

m =inf{t > 0: X = a}, & =u—u,
and for every n > 2,
T =inf{t > _, : X' =a}, & =u—u.
When X7 > a,
1 =0, & =XJ —u,

and for every n > 2, 777 is defined as above.
With a given lump sum dividend barrier strategy 7y 4, the corresponding
value function is denoted by Vg ().

A lump sum dividend strategy mg , is sometimes called a (u, %) strategy.

Since some results in this paper, like Theorem 2.3, can be of interest of
their own, we will look for as weak assumptions as possible. The following list
of partially inclusive assumptions will therefore be referred to frequently.
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Ala. p and o are continuous on [0, 00).
Alb. p and o are continuously differentiable on (0, 00).
Alec. p and o are twice continuously differentiable on (0, 00).
Ald. p and o are globally Lipschitz continuous on [0, 00).
A2a. The distribution function F' is continuous.
A2Db. The distribution function F' has a continuous density f.
A2c. The distribution function F' has a continuously differentiable density f.
A2d. The distribution function F' has a continuous density f, and there is an
xy > 0 so that f(z) is decreasing for x > zy.
A3a. p is continuously differentiable and there is an o > 0 so that py, < r+A—a,
where 7 is the discounting rate from (1.4) and py, = sup,~q 1’ ().
A3b. p is continuously differentiable and ), <.
A3c. p is continuously differentiable and there is an o > 0 and an z, > 0 so
that sup,>, p'(z) <r—oa.
A3d. p is continuously differentiable and there is an @ > 0 so that u), <r —«
A4. p is concave on [0, 00).
A5. o2(z) > 0 on [0,0).
A6. |o(z)] < C(1+ x) for all x > 0 and some C > 0.
A7. There are nonnegative constants M; and Ms so that

|p(@)] + 7+ A
o?(x)

Note that A6 follows from Ald.

It is argued in [21] that a proper comparison is between p/(z), the rate of
growth, and r, the discounting factor. It is easy to prove that if for some g
and § > 0, p/(z) > r+ ¢ for all © > xg, then V*(z) = oo and there is no
optimal policy.

The optimal dividend problem for the classical Lundberg process

< M; + Maz on [0,00).

Xy =x+pt Y, (1.6)

where Y is as in (1.1), has a long history when there are no transaction costs.
It was proved by Gerber back in 1969 that the optimal strategy can be quite
complicated, but for some choices of the claim distribution F', notably the
exponential distribution, a simple barrier strategy is optimal [13]. By this is
meant that whenever assets hit a barrier v*, dividends are paid at a rate p
until a claim occurs. If initial assets are higher than u*, they are immediately
reduced to u* through a dividend payment. In general, the optimal dividend
strategy is a so-called band strategy, meaning that there are several barriers
u;, and whenever assets hit one barrrier, dividends are paid continuously at
the rate p until the next claim. If initial assets are higher than the highest
barrier, they are reduced to that barrier through a dividend payment.

The methods used by Gerber are somewhat obsolete today, and in their
paper Azcue and Muler [4] extended and improved the results from Gerbers
paper using very different methods. See also the book [23]. In the same spirit
as Azcue and Muler, Albrecher and Thonhauser in [1] allowed for assets to
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earn interests, and again it was proved that the optimal strategy is a band
strategy, but in the case of exponential claims it is a simple barrier strategy
as before.

Recently there has been a considerable interest in this problem when X is a
Lévy process with spectrally negative jumps, i.e. u and o in (1.1) are constants
and Y is a nondecreasing pure jump process with stationary, independent
increments [3], [18], [16]. In [16] it was proved that if the Lévy measure of
Y has a log convex density, then the optimal strategy is a barrier strategy.
In particular, when o > 0 this means that the dividend process is a singular
process, a fact that is well known from the theory of optimal control of ordinary
diffusion processes [25]. In [9] a special case of this result was proved when
Y is a compound Poisson process with exponential jumps. Extensions and
variations of the Lévy problem can be found in [19] and [17].

The introduction of a proportional cost k£ does not alter any of the above
findings in a fundamental way, but if a positive fixed cost K is added, it is a
different story. In this case the lump sum barrier strategy corresponds to the
simple barrier strategy. Loeffen [19] made use of the results in [16] to prove op-
timality of a simple lump sum barrier strategy when X is a spectrally negative
Lévy process with a log convex jump density. This was also proved in [5] for
the simple model (1.6) with exponentially distributed claims, and in [9] where
a Brownian motion is added to (1.6), but still with exponentially distributed
claims. Loeffen [19] also gives an example where he shows numerically that a
simple lump sum dividend strategy cannot be optimal.

Another paper that is related to the present paper is [2], where Y in (1.1)
is replaced by the geometric term

Ny
Yi=>» X,_S and F(1)=L1

i=1

Here the 7; are the times of jump of N. Under assumptions rather different
from ours, simple barrier strategies are proved to be optimal in the no-fixed
cost case, and simple lump sum dividend strategies in the fixed cost case.

There are several papers that study the fixed cost dividend problem (1.1)
when there are no jumps, going back to [15] where X is a linear Brownian
motion with drift. The closest to the present paper is [21], where optimality
of the simple lump sum barrier strategy is proved. In [5] the basic assumption
A3b used in [21] was relaxed, and it was proved that a simple lump sum bar-
rier strategy is no longer always optimal. These exceptional cases are further
studied in [7], where it is shown that the optimal strategy sometimes becomes
what is called a two-level lump sum dividend strategy.

Further variations of the fixed cost dividend problem for the model (1.1)
without jumps can be found in [8] where dividend payouts are subject to cer-
tain solvency constraints, and in [22] where reinvestment of capital is allowed
after it goes below zero. In both cases, under the same assumptions on the
diffusion part of (1.1) as in [21], simple lump sum strategies turned out to be
optimal.
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Finally we should mention the papers [24] and [11] which are devoted to
smoothness properties of the optimal value function for a very general multi-
variate jump-diffusion process. Their objective, in a setup somewhat different
from ours, is to minimize expected discounted costs for some rather general
cost functions. In [24] viscosity solution properties are proved, and that is
improved to classical solutions in [11].

There is an obvious practical advantage with the lump sum dividend barrier
strategy compared to a simple barrier strategy. Paying dividends continuously
is rather unfeasable, and one would have to resort to some kind of lump sum
payments anyway. So the optimal solution with a fixed positive K is in some
sense more attractive.

The aim of this paper is to analyze the dividend problem for the jump-
diffusion (1.1) subject to various assumptions. We will be looking for sufficient
conditions for a lump sum dividend strategy to be optimal. An, admittedly
small, class of distributions, that together with some other rather weak as-
sumptions guarantees that the optimal solution is a lump sum dividend barrier
strategy, is found. As could be expected, this class includes the exponential
distribution, but not only that. However, in order to belong to the class, it
is necessary that the density exists, is decreasing and is light-tailed. For com-
pleteness, we have also included the case when K = 0. Then, under the same
assumptions that yield an optimal solution when K > 0, it is proved that the
optimal solution is a barrier strategy. At the end of the paper numerical meth-
ods to check whether simple lump sum barrier strategies are optimal for any
claim distribution, are introduced. Numerical examples showing the usefulness
of such methods are provided.

In order to present and prove the optimality results in Section 3 and be-
yond, it is necessary to make a thorough analysis of a certain boundary value
problem associated with the optimality problem. Section 2 is therefore dedi-
cated to this issue.

2 Some results for the associated integro-differential equation

In this section we will study the solution and its properties of the boundary
value problem

Lg(x) =0, x>0,
9(0) =0, (2.1)
g'(0) =1,
where L is the integro-differential operator
1 x
Ly(z) = 50°(2)g" (@) + p(x)g () = (r+ Ng(@) + /\/ g(z —2)dF(z). (2.2)
0

A twice continuously differentiable solution of (2.1) will henceforth be called
a canonical solution. We will see in the next section that a canonical solution
plays a crucial role in the solution of the optimization problem of this paper.
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The results of this section may be of independent interest, for example in
generalizing the results of Section 3 and beyond. An example is how the results
in [21] are generalized in [6]. We have therefore tried to keep the assumptions
at a minimum. All proofs are of technical nature, so they are given in Section
6. Although there exists several proofs for the existence and smoothness of
integral-differential equations, we have not found any that covers Theorem 2.3.
Lemma 3.1 in [1] covers the case with no diffusion and linear p(z). Theorem 5
in [12] is related, but it deals with ruin theory. Another example is Theorem 2.1
in [10], and they refer to Theorem 5 in [14] for a similar proof. As mentioned
in the introduction, a very general existence and smoothness result can be
found in [11]. It may well be possible to adapt that proof to our setting, but
that would only be worthwhile if their assumption A5 can be relaxed, since it
excludes much of Example 3.5 which is maybe the most important application
of the theory.

Definition 2.1 For given 8 > 0 and ¢ > 0 we will denote by L3’ ([0,00), R")
the space of Borel measurable functions

u=(ug,...,up):[0,00) > R"
such that
lu(z)]
—_——— < 0.
220 oxp (Ba + Ca?)
Here
[u(e)] = max [ui(x)].

1<i<n

With C([0,00), R™) the space of continuous functions, we set

Furthermore, C* (][0, 00), R") is the space of all k-times continuously differen-
tiable functions and C’g’ ¢ ([0,00), R") is the subspace so that the k’th derivative
belongs to Cs.¢ ([0, 00), R™).

From the definition it is clear that Lg° ([0,00), R") C L%Og" ([0,00), R™)
whenever 5 > ( or g: = ( and B > (. The same kind of inclusion obviously
holds for Cp ¢ ([0, 00), R") and C’/g,g ([0, ), R™).

Lemma 2.2 The space L ([0,00), R") with norm

Pe T az0 exp (B + Cx?)

is a Banach space. Furthermore, the space Cg ¢ ([0,00),R™) is closed in
L ([0,00), R™).

Theorem 2.3 Assume Ala, A5 and A7. Then the boundary value problem
(2.1) has a unique solution in OE,C ([0,00), R) for some 8 >0 and ¢ > 0.
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Theorem 2.3 gives sufficient, but not necessary conditions for a canonical
solution to exist. The assumption A7 can probably be relaxed, so in order to
have results as general as possible, in the following we will just assume that a
canonical solution exists.

Theorem 2.4 Let g be a canonical solution and assume Ala and A5. Then
g is strongly increasing on [0,00). Moreover, assume there exists positive con-
stants ¢y, co, cg3 with c3 < ¢ so that for all x > 0,

(c1 — e3)0”(x) + 2(co + cax)p(x) < 25(02 + c3x)? (2.3)

Then
lim ¢'(x) = co.

T—r00

In particular (2.8) can be satisfied if additionally A3c and A6 are satisfied.

Define
z* =inf{x >0:¢"(z) = 0}.

By this definition, g is strictly concave on (0, z*). Clearly, if 2* = oo then g is
strictly concave.

Theorem 2.5 Let g be a canonical solution.

a) If A5 holds then x* =0 if and only if u(0) < 0.
If in addition A1b and A2a hold and p(0) = 0 and p'(0) < r+ A, then
g"(0) =0 and ¢"’(0) > 0.

b) Assume A5 and that 1(0) > 0. Also assume that there is an xo > 0 so that

(o)
Zo

=r. (2.4)
Then x* < x.

Clearly p(0) > 0 and A3c imply (2.4), and in this case since u(x) < a +
(r — a)z for some nonnegative a,

¥ <

Qe

Definition 2.6 A function h defined on [0,00) is strictly concave-convex if
there is an x;, > 0 so that A is strictly concave on z < z; and strictly convex
onzxr > Iy.

If z;, = 0, h is strictly convex, but for simplicity we include that case in the
definition of concave-convex. If h is twice continuously differentiable, a strictly
concave-convex function has at most one point « where h”’(z) = 0. If h is three
times continuously differentiable, a concave-convex function has at most one
point z where h”(z) = 0 and A" (x) > 0.
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In [25] it was shown that if A = 0, i.e. no jumps, then under conditions
similar to those here, the canonical solution is either strictly concave-convex or
strictly concave. This was used in [21] to give a solution of the control problem
for this case. Inspired by these results, we will look for sufficient conditions
to insure concave-convexity for the more general jump-diffusion studied here.
Unfortunately, this is not an easy task, and we have only been able to come
up with some rather strong conditions. To present the results, define

Ag(x) = /OJC glx — 2)dF(2). (2.5)

If A2a holds, an integration by parts shows that

(Ag)'(z) = / " (@ - 2)dF(z) = - / CY(dF@—2),  (26)

and if A2b holds,

(Ag)"(z) = f(z) + / '@ 2)f(2)de. (2.7)

Lemma 2.7 Let g be a canonical solution. Assume Alc, A2b, A3a and A5.
Also assume that

A(Ag)" (z) + p"(x)g' (x) <0, (2.8)

whenever

gy ) = (25 ) g o), (2.9

Then g is strictly concave-convex. Moreover, for every x > z*,
A r—p(x)
(e (@) < () o) (2.10)

i.e. if xo satisfies (2.8) and (2.9) then xo < x*.

Unfortunately the assumption (2.8) and (2.9) in Lemma 2.7 is not easy to
verify, so something that is more easily verifiable is needed. Assume that the
density f is continuously differentiable and consider the condition,

—f'(@) > () f(0)f(z), x>0, (2.11)

where
c(x) = 7)\
A+r— /L/(Z‘)

and it is implicitly assumed that f(0) is finite.
Theorem 2.8 Let g be a canonical solution of (2.1). Assume Alc, A2¢c, ASa,

A/ and A5. Furthermore, assume that (2.11) holds. Then the canonical solu-
tion g is strictly concave-convez.
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Since Theorem 2.8 gives us the result we want, it is of interest to examine a
bit closer the class of distribution functions that satisfy (2.11). Clearly, (2.11)
and A3a imply that f is strongly decreasing. Furthermore, integrating (2.11)
from 0 to infinity and using that liminf, ., f(x) = 0, gives

10> 50 [ " (@) fla)dz = FO)ELe(S)]

Therefore, it is necessary that E[c(S)] < 1.
We can write (2.11) as - log f(z) < —c(z) f(0), and integrating this yields

F(z) < f(0)e OS5 cwv,

By A3a, c(x) > g > 0 for all z and so f must be light tailed.

It is trivial to verify that the exponential distribution satisfies (2.11) pro-
vided ¢(z) < 1, i.e. provided A3d holds. The question is whether there are any
other distributions that satisfy this inequality. Here are a couple of examples.

Ezample 2.9 Assume that u/(x) = r — « for some a > 0 so that ¢(x) = ¢ =

/\_%a. Let f be the exponential mixture

f(@) =apre™ " + (1 —a)Bre™ ™", x>0,

for 0 < a < 1. Without loss of generality we can assume that 8; < 8. Then
(2.11) is equivalent to A(x) > 0 for all x > 0, where

h(z) = M7 (=f'(x) = cf(0) f(x))
=afi+ (1—a)Bie”P2=PI" _c(afy + (1 - a)Bs) (a,@l +(1— a)gze—(ﬁz—ﬂl)x) ]

Since
W (z) = —(1—a)Ba2(Be — Br)e”P2=PI%(By — c(afy + (1 — a)Bs)) < 0,

this is satisfied if and only if lim,_,o h(7) = aB? — c(aBy + (1 —a)B2)aBy > 0.
Easy calculations show that this is equivalent to
B2 l—-c 1 !

P2y —1 .
S T T 1oa T T A an

Ezample 2.10 Assume again that p'(x) = r — « for some « > 0 so that ¢(z) =

c= A_%a Let f be the truncated normal distribution
o~ 7oz (@+7)? 1o 5oz (@+7)?
f(a) = Sy L0, (212
S e mr gy H(2)

for v > 0. Here

H(u)z/ e 2V dy.
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Then (2.11) is equivalent to
(@ +7) >
—(x c———.
pu 0
Since the left side is increasing in z, this is equivalent to
le%(%)zH <1> > c.
o o
Let
v(u) = ue%lﬂH(u).

Then v(0) = 0, and L’hopital’s rule easily shows that lim, o v(u) =1 > c.
Therefore, if we can show that v is strongly increasing in w, (2.11) is satisfied
if and only if

Q=2

Z ug,

where ug is the unique solution of v(u) = ¢. To show that v is strongly in-
creasing, differentiation gives

2

V() = (1 +u2)e?™ H(u) — u.

An integration by parts gives that for u > 0,

1 1
H(u) > u2/ ?6_%y2dy =u? (ue_éuz - H(u)) ,

u

from which we get that (1+u2)H (u) > ue~2*", and so v’(u) > 0. A numerical
calculation with A = 1 and « = 0.02 shows that ug = 6.936

Remark 2.11 As mentioned in the introduction, in [19] it is shown that for the
Lévy model the result of Theorem 2.8 holds if the condition (2.11) is replaced
by the condition that log f is convex. This is a more attractive condition, one
reason is that it includes several heavy tailed distributions like the Pareto
distribution

0&

F(f)zl_m7

x>0, (2.13)

for positive § and k. It also includes the heavy tailed Weibull distribution.
On the other hand, the log-convexity assumption of f does not include (2.12)
since the density in that example is not log-convex.

We conjecture that Theorem 2.8 holds also when f is log-convex. However,
the proofs given in [16] and [19] rely on the Lévy strucure, so a different proof
is needed.
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3 The optimal solution

In this section we will assume that g is the unique canonical solution that
satisfies (2.1). Then any function v that satisfies v(0) = 0 and Lv(x) = 0 is of
the form

v(x) = cg(), (3.1)

for some constant c¢. This fact will be utilized in our quest for an optimal solu-
tion. Again proofs are of technical nature, and are therefore given in Section 6.

Consider the following set of problems with unknown V', @* and u*.

B1: V(0)=0 and LV(z) =0, 0<zx<ak,
V(z) =V (a*) + k(z — u*), x> u*.
B2: V(a*) =V(u*) + k(a* —u*) — K,
V'(a*) =k,
V'(w) = k.
B3: V(@) = ka* — K,
V(@) =k,
V'(z) <k, 0<z<a*.
From this and (3.1) we see that V(z) can be written as
(v S o
Here

k k(u* —u*)— K
= = (“_* u') = (3.3)
g'(w)  g(w)—g(u)
where in case B3, u* = 0. Also, if g is concave-convex then clearly u* < z* <

ok

u-.

Theorem 3.1 Assume that the canonical solution g is strictly concave-convez.
Then we have:

a) If B1+B2 or B1+B3 have a solution, this solution is unique.
b) If in addition lim,_, ¢'(x) = oo, then either B1+B2 or B1+B3 will have
a solution.

It follows from the proof of Theorem 3.1(b) that it is B14+B2 that have a
solution if and only if

[ O-g)e-ssm-
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where @ is the unique value that satisfies ¢'(a) = ¢’(0) = 1.

If B1+B2 or B1+B3 have a solution, then
LV (z) =kp(z) — (r+ N (V(@*) + k(x —a")) + NAV (), x> a".

Therefore, if the canonical solution g is concave-convex, the fact that V'(a*) =
k, that V and V' are continuous and that LV (a*—) = 0 gives

LV (@' +) = —o(@)V" (@ —) < 0. (3.4)

Theorem 3.2 Assume that the canonical solution g is a strictly concave-
convez. Also assume Ald and A2a. Then we have:

(i) Assume that either B14+B2 or B1+B3 have a solution, and that
LV(z) <0, x>u" (3.5)

Then V*(x) = V(z) = Vg u=(x) for all x > 0, where in case B1+B3,
w* = 0. Thus the lump sum dividend barrier strategy ™ = Tg+ u+ 15 an
optimal strategy. In particular (8.5) is satisfied if

(LVY (x) = MAVY (2) —k(r+ X —p/'(2)) <0, x> u" (3.6)

(i1) If neither B1+B2 nor B1+B3& have a solution, then there do not exist an
optimal strategy, but
V*(z) = lim Vg o(z),
uU—r 00
and this limit exists and is finite for every x > 0. In terms of the canonical
solution,

k
Vi (x) = —g(x),
(z) o ()
where gl = limg_,o0 ¢’ (@).

Furthermore, case (i) occurs if g, = oo. If g is concave, i.e. x* = oo, then
case (i) occurs.

Assumption Ald was made to guarantee that the stochastic differential
equation (1.1) has a unique strong solution. It could be replaced by Ala and
any other condition that guarantees a unique strong solution.

Remark 3.3 Tt was demonstrated in Example 2 in [19] that concave-convexity
of g is not a necessary condition for a simple lump sum dividend barrier strat-
egy to be optimal.

The next theorem gives sufficient, verifiable conditions for optimality.

Theorem 3.4 Assume Alc, Ald, A2¢c, A3d, A4, A5, A7 and (2.11). Then
either B1+B2 or B1+B3 have a solution, and an optimal policy exists. This
optimal policy is given in Theorem 3.2(i).
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Example 3.5 Assume that income from the basic insurance business evolves
as
Py =pt+opWpi — Y3,

where 0% > 0. Also assume that assets earn return according to
Ry = (r —a)t + opdWgy,

where oo > 0. Here Wp and Wx are standard Brownian motions with correla-
tion p. The constant v can be seen as a cost due to inefficient investments, or
as an equity premium since r — (r — o) = a.

Total assets without dividend payments are then

dXt :dPt—FXt_th, Xo =XT.

Combining the two Brownian motions, this can be written as (1.1), where

wx) =p+(r—a)z, o*(z)=0p+2poporr+opa’.
In order for assumption A5 to hold it is necessary and sufficient that 0% > 0.
If in addition A2c is satisfied and (2.11) holds, an optimal solution exists and
is given in Theorem 3.4.
4 The case with no fixed transaction costs
In this section results for the case K = 0 similar to those in Section 3 will be

presented. When K = 0 there is the added possibility that dividends may be
paid continuously. The controlled process (1.2) therefore becomes

t t
X[ = er/ u(X;T)der/ o(XD)dW, — Y,
0 0
= Aprenyés - DPT, < T (4.1)
n=1

where D™ is a continuous, nondecreasing and adapted process. The perfor-
mance function (1.4) becomes

Va(z) = E,

> ek L rrarny — / e—mdegv”]. (4.2)
n=1 0

Also, the optimal function V* is defined as in (1.5).

Definition 4.1 A singular continuous dividend barrier strategy m = m, with
barrier u satisfies:

— When X[ < u, do nothing.
— When X[ > u, reduce X7 to u by paying X/ —u as a lump sum dividend.
— When X[ = u, pay dividends so that u is a reflecting barrier.



Optimal dividends for jump-diffusions 15

The corresponding value function is denoted by V().

With the singular continuous dividend barrier strategy a lump sum is only
paid at time 0, and only if x > u. After that dividends are paid continuously,
but if A5 holds it is well known from the theory of singular stochastic control,
see e.g. [25], that the dividend process D®™ is a singular process. This means
that D®™ is continuous, nondecreasing and increasing on an uncountable set
of Lebesgue measure zero. Therefore, as opposed to the lump-sum dividend
strategy of Definition 1.1, from a practical point of view it is impossible to
implement a singular continuous dividend policy.

Using the results from Section 2, the following theorem is proved as in [25].

Theorem 4.2 Assume that a canonical solution exists and is strictly concave-
convez. Also assume Ald, A2a and A5. Then we have:

(i) If z* < oo let

If
LV(z) <0, z>az", (4.3)

then V*(x) = V() = Vp«(x) for all x > 0, so that the singular continuous
dividend barrier strateqy m = Ty 1S optimal.
(i) If ©* = 0o so that g is concave, then there is no optimal strategy, but

Vi(z) = glig(x), x> 0.

Note that if 2* = 0, assets are immediately reduced to zero and ruin occurs
because of A5.

Again, the assumptions of Theorem 3.4 are sufficient for an optimal solution
to exist.

5 A numerical approach

Theorem 3.4 gives sufficient conditions for a lump sum barrier strategy to
be optimal, but unfortunately the class of distributions that satisfy (2.11) is
rather limited. However, if Ald, A2a, A3c, A5 and A6 are satisfied, it follows
from Theorems 2.4, 2.5 and 3.2 that all that is needed for a lump sum dividend
barrier policy to be optimal is that the canonical solution is strictly concave-
convex and that (3.5) is satisfied. In principle, both these conditions can be
tested numerically, but such a test will necessarily be on a finite interval,
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and there is no a priori guarantee that there are points beyond that interval
where the assumptions are not satisfied. Therefore, it would be useful to prove
theoretically that for some numerically calculable xp > z*, the conditions
hold. In that case it is sufficient to use a numerical check on the interval
(0,2p). Here we will take such an approach. All proofs are again given in
Section 6. The first result is concerned with ultimate convexity.

Theorem 5.1 Let g be a canonical solution.

a) Assume A1b and A3c. Let
xy = inf{z > max{z*,z,} : ¢'(x) > ¢'(0)}. (5.1)
Then ¢"(x) > 0 for all x > x .
b) Assume A1b, A2b, A3c and A. Let

z>xr—x*

rr, = inf {:1: > max{z*,z,} : (r — ' (2))g' (z) > Ag(z*) max f(z) }(5.2)

If x, < o0 and ¢"(x) > 0 for all x € (x*,x], then g is strictly convex on
(z*,00). Furthermore, (2.10) holds for all x > xy,.

Remark 5.2 Instead of searching for xps in (5.1) or =z, in (5.2), an alternative
is to take an arbitrary x4 > max{z*, x,} and check if the condition in (5.1) or
in (5.2) holds. If that is the case, and it is numerically shown that ¢”(z) > 0
on (x*,z4), it follows from the definitions of xp; and z that g”(z) > 0 on
(z*, 00).

We now turn to condition (3.5). Assume that B1+B2 or B1+B3 have a
solution, and let A(z) = LV (z). If we can find a numerically calculable zp > @*
so that it is theoretically known that h(x) < 0 when z > zp, then it is
enough to numerically test whether h(z) <0 on (a*,zp). By (3.4), this holds
if W'(z) <0 for z € (a*,zp).

Theorem 5.3 Let g be a canonical solution.

a) Assume A1b, A2d and A4. Set

xx = inf {x >u" +ay: )\/Ou g (2)f(x—2)dz < (r — u'(a:))g'(ﬁ*)}(&i%)

Then (LV)'(z) <0, z > xk. Also, xx < oo if ASc holds.
b) Assume A1b, A2b and A4. Set

zj = inf {x >a* Zglvi?%* f(z) < %(7“ - /il(x))gg/((g:)) } . (5.4)

Then (LV)' () <0, x > x;. Also, x5 < 0o if A2d and A3c holds.

Clearly, if tx = @* or x; = @*, the condition (3.5) holds.
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Remark 5.4 As in Remark 5.2 it is not necessary to calculate zx and x;.
Again it is sufficient to pick an arbitry x4, with x4 > @* 4+ xf for x5 and
za > u* for x;, and verify that the condition in (5.3) or in (5.4) holds for
x . If that is the case, (3.5) holds provided it can be shown numerically that
LV(z) <0 for x € (a*,z4).

Ezample 5.5 In this example we will provide numerical results for the model
presented in Example 3.5. We will use two different claimsize distributions,
the exponential distribution with expectation 5~! and the Pareto distribution
(2.13). For the latter, if k > 2,

2 262
1 and E[S]_—(KJ—].)(I{—Q).

The P process satisfies
E[P) = (p— AE[S])t and Var[P] = (6% + \E[S?])t.

We let p, A and E[P;] be the same for the two claimsize distributions. Then
E[S] will also be the same, so 8 = (k — 1)/60. Furthermore, letting Var[P;] be
the same, and denoting the diffusion parameters by 01237 5 and 0% p respectively,
gives /
2 9 2062
hE =R T T 2)

For a numerical example we let p = 1.5, A =1, 8 =1,k = 3, 0 = 2,
0pp =3, 0pp =1 and p = 0, which make E[P;] and Var[P;] the same for
the two distributions. Furthermore, let r = 0.1, « = 0.02, o = 0.2, £ = 0.9
and K = 0.2. Numerical calculations together with Remarks 5.2 and 5.4 show
that the Pareto distribution satisfies the conditions of Theorem 3.2(i), and so
the optimal policy is a lump sum dividend policy in both cases. In view of
Remark 2.11, this comes as no surprise. The numerical solutions show that in
the exponential case (@*,u*) = (15.96,6.32) so that @* — u* = 9.65. In the
Pareto case (a*,u*) = (12.84,4.11) so that @* — u* = 8.72. Figure 5.1 shows
the value function V*(x) for increasing x.

It is interesting to note that u*, u* and @* — u* are all higher for the expo-
nential distribution than for the Pareto distribution, while the value function
V*(z) is higher for the Pareto distribution. A possible reason for this is that
the Pareto distribution yields many small claims and an occasional very large
one, while the exponential distribution yields more similar claims. Therefore,
not worrying too much about the occasional large claim, the Pareto distribu-
tion combined with a lower value of 0% is less affected with the possibility
of ruin, thus allowing a bolder strategy and higher expected payout. If ruin
occurs, in the Pareto case it will likely be with a very large deficit, but since
the size of the deficit does not matter, this is an advantage for the Pareto
distribution and so it can explain the higher value for this distribution.

Figures 5.2-5.9 show optimal barriers @* and u*, optimal payout u* — u*
and optimal value when x = 2, i.e. V*(2), for the exponential and Pareto dis-
tributions. In all figures the parameters are the same as above, except of course
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Fig. 5.1 Values of V*(z) for increasing z, using the exponential and the Pareto distributions
for S. The parameters are p =15, A=1,8=1,k=3,0=2,r=0.1, « = 0.02, o = 0.2,
p =0, k=09 and K = 0.2. The diffusion parameters are 0‘?3 = 3 in the exponential case
and 0'?, =1 in the Pareto case.

for the one that varies in that particular figure. Since the Pareto distribution
is not covered by Theorem 3.4, a numerical test as described in Remarks 5.2
and 5.4 was used to assure that the optimal policy will always be a lump sum
dividend policy. This, not surprisingly, turned out to be the case all the time.
We will return to this test in Example 5.6.

Looking at the figures, the first thing to notice is that the Pareto distribu-
tion always results in a higher value of V*(z), thus supporting the argument
given above. In most cases, both @* and u* are lower in the Pareto case, as is
the payout u* — u*.

From Figure 5.2 we see that for p < 0.63, u* = 0 in the exponential
case, and u* = 0 for p < 0.46 in the Pareto case. So when the income p is
sufficiently small, it is optimal to pay everything in dividends immediately and
go bankrupt. The reason is of course that the premium is too small compared
to expected claims. The same optimality of immediate bankruptcy is observed
in Figure 5.3 when the claim intensity A is high.

Most plots must be said to be rather reasonable, although not apriori
obvious. The main exceptions are Figures 5.2 and 5.3, where o*, u* and " —u*
all exhibit some rather unexpected patterns.

Ezxample 5.6 In this example we again study the model of Example 5.5, but
with different parameters and distribution function. Let op = og = 0, p =
21.4, A=10,r=0.1, « = 0.08, k = 1 and K = 0. Also, let the claimsizes be
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Fig. 5.2 Values for increasing p using the exponential and the Pareto distributions for S.
The other parameters are as in Figure 5.1. Left panel: Values of the optimal barriers «* and
u*. Middle panel: Values of the optimal payout @* — u*. Right panel: The value function
V*(2). Full line is exponential distribution and broken line is Pareto distribution.
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Fig. 5.3 Values for increasing A using the exponential and the Pareto distributions for S.
The other parameters are as in Figure 5.1. Panels and legends are as in Figure 5.2.
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Fig. 5.4 Values for increasing r using the exponential and the Pareto distributions for S.
The other parameters are as in Figure 5.1. Panels and legends are as in Figure 5.2.
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Fig. 5.5 Values for increasing « using the exponential and the Pareto distributions for S.
The other parameters are as in Figure 5.1. Panels and legends are as in Figure 5.2.
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Fig. 5.6 Values for increasing o using the exponential and the Pareto distributions for S.
The other parameters are as in Figure 5.1. Panels and legends are as in Figure 5.2.
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Fig. 5.7 Values for increasing k using the exponential and the Pareto distributions for S.
The other parameters are as in Figure 5.1. Panels and legends are as in Figure 5.2.
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Fig. 5.8 Values for increasing K using the exponential and the Pareto distributions for S.
The other parameters are as in Figure 5.1. Panels and legends are as in Figure 5.2.
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Fig. 5.9 Values for increasing op using the exponential and the Pareto distributions for S.
The P-process diffusion parameters are 0'?3 = 0'?3 =2+ 0'?3 p- The other parameters are
as in Figure 5.1. Panels and legends are as in Figure 5.2.
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gamma distributed with density

f(z) = B*xe "1 1m0y, (5.5)

with 8 = 1. Then it is proved in [1] that for this model a simple barrier strategy
cannot be optimal, and the optimal band strategy is identified.

Making a few changes, let op = 0.5, og = 0.2 and p = 0. Although not
relevant for the canonical solution, let & = 0.9 and K = 0.2. The upper left
panel in Figure 5.10 shows ¢”(x) for x € (0.064,50). Since there are three
roots x1 = 0.069, xo = 1.73 and x3 = 12.66, we cannot expect a simple lump
sum dividend barrier strategy to be optimal, although we cannot rule that out
as is shown in [19]. The upper right panel shows LV (z) for z € (@*,50), and
since the condition in (5.4) turned out to be satisfied for z = 50, it follows
from Remark 5.4 that (3.5) is satisfied.

Making yet another change, let op = 4 and as before o = 0.2. From the
lower left panel we have (maybe a bit difficult to see) that there is only one root
x* = 14.5. Furthermore, since the condition in (5.2) turned out to be satisfied
for z = 50, it follows from Remark 5.2 that g is strictly concave-convex. Thus
the added diffusion smoothed out the non concave-convexity in the original
model. Also, the condition in (5.4) was satisfied for = 50, and so by Remark
5.4 and the lower right panel in Figure 5.10, (3.5) is satisfied. Therefore by
Theorem 3.2, the optimal strategy is a simple lump sum dividend strategy.

6 Proofs

Proof of Lemma 2.2 Tt is straightforward to show that || H;OC is a norm on
L ([0,00), R"). To prove completeness, let {u;} be a Cauchy sequence in
Lz ([0,00), R™), and for each z > 0 let

u(z) = lim sup ug(z),
k—o0

where the lim sup is componentwise. Choose N; large enough so that for
k,l > Ni, [Ju, — w5, < 1. Then for every k > Ny,

lurllze < lhuk = un 15 + law, 5 < 1+ [luw, 15 < oo

and from this it follows that u € L. ([0,00), R"). To show that uy con-
verges towards u, for any given € > 0 choose N, so that for any k,I > N,
la, — ul||;cjC < 5. Also, for each > 0 choose m;(x) > N, large enough so
that [um;(2),;(z) — u;(z)| < 5. Then for the j’th component,

lug,j (@) —uj(z)| [k (T) = U 2)5 (@) |t (), () — ui(@)]
exp(fz + (x?) —  exp(fr + (x?) exp(Bz + (z?)

<e.

Taking supremum over = and then maximum over j gives that [[uy — ul|3 <e,
and completeness follows.



24 Martin Hunting, Jostein Paulsen

Gp=0.5 0p=0.5
©
Q 4
&
e 0
= | pia
o T
o
= &4 = -
x
= o =
> © 3 o |
N T
© 1 -
o
o o 4
:9 T T T T T T 8 T T T T T T
0 10 20 30 40 50 20 25 30 35 40 45 50
Initial capital Initial capital
op=4.0 op=4.0
| [Te)
C?- —
o
o
= &7 = 7
x
- O =
> > o |
- ]
0 -
o
@ 0
! T T T T T a T T T T T T
0 10 20 30 40 50 20 25 30 35 40 45 50
Initial capital Initial capital

Fig. 5.10 Value of g”’(z) (left panels) and LV (x) (right panels). The upper panels are for
op = 0.5, while the lower are op = 4. The density (5.5) was used for the distribution of S.
The other parameters are p =21.4, A =10, r =0.1, cog = 0.2, « = 0.08, k =1 and K = 0.

It remains to prove that Cp ([0,00), R") is closed in L3’ ([0,00), R").
Assume that the u, € Cp ¢ ([0,00), R") converge towards u in the [|-[|3
norm, but that u is not continuous at a point xo. With b > zy we get,

5 lug(z) — u(z)]
2, k(@) — ()] < exp(Bb+ Q) sup o

< exp(Bb + ¢b?) [lug — w3 -
Hence convergence in the || - HZOC norm implies convergence in the standard

sup norm on [0,b]. But it is well known that C ([0,b], R") is complete, hence
u must be continuous on [0, b], a contradiction. This proves the lemma.
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Let
Cs,c0([0,00),R") = {u € Cp¢ ([0,00), R") : u1(0) = 0},
and similarly
Cg,(,O ([07 OO), Rn) = {11 € Ol,(;,( ([07 OO), Rn) : ul(o) = 0}

Then it follows trivially from Lemma 2.2 that Cs¢ o ([0,00), R™) is a Banach
space with the | - [|7°; norm.

Let the operator A be as in (2.5) and define

Gru(z) = /O " ().

Assume A5 and set

Gou(z) = /ow 2z ((r 4+ MNui(z) — p(2)uz(z) — Mui(2))dz, = >0.

a?(2)
Finally, let Gu(z) = (Giuz(x), Gou(z)).

Lemma 6.1 Let u € Cg¢o([0,00),R). Then Au € Cg¢o([0,00),R) and
Giu € Cge0([0,00), R) N Cé,c,o ([0,00), R). Furthermore,

[ Aullge < llullz, (6.1)
and

o0 1 oo
IGrullse < 5 lullge - (6.2)

Proof That Gyu is continuously differentiable is obvious. Furthermore,

x x+h
Au(z+h)— Au(z) = /O (u(ath—2)—u(z—2))dF (2)+ / w(z+h—2)dF(2).

The first term goes to zero as h goes to zero because of continuity of u, and
the second term goes to zero since u(0) = 0. Also by monotonicity of F,

|Au(z)| < / " Ju(2)||dF(z - 2)

< [ Pt p (- 2)
0
< P 2
Therefore,
[ Au(z)|

— <2
exp(Bz + (a?) Iellsc
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Taking supremum over = gives (6.1). Next

* Bz (zzw
\Glu(a?)|§/0 e exp(Bz + (2?)

x
< eBatca® HUHEOC/O e Bla=2) 4,

1 2
< Beﬁz"'@ ||u||g°<

The rest of the proof of (6.2) is now the same as above.

Lemma 6.2 Given the assumptions of Theorem 2.3, letu € Cg ¢ 0 ([0,00), R?)
with ¢ > 0 if My > 0 in A7. Then Gau € Cg ¢ ([0,00), R) and

My, M.
[Gaul, < amax {22, 22 Ll (63)
B¢
with M /¢ = 0 if My = ( = 0. Moreover, for any B> B, Gou € C’é o ([0,0), R).

Proof Clearly Gou is continuously differentiable with Gau(0) = 0. Also by
assumptions and (6.1),

(Gou)' (2)] < —

~ o*(x)

< 4(My + Maz)e 4 a3 (6.4)

(ln(@)[[ua (@) + (r + Mur (2)] + Al Aus (2)])

Therefore,
z 2
Gou(z)| < 4 ||u||;;jc/ P (M 4 My2)dz
0

x
< geBatca® ||u||g°</0 e—(x—Z)(B+Caf)(M1 + Myz)dz

otCz? M, + Mex
< 4P |7 “Btcx
My, M.
S 4€ﬁz+<zz ||u||;o’<- max {517 4_2} .

The result (6.3) now follows as before. From (6.4) we get

|(Gon)' (z)]

2 < A(M; + Maz)e= B=P ||y||°, |
exp(Bz + (x?) B¢

which shows that Gou € Cé . ([0, 0), R).

Lemmas 6.1 and 6.2 now give:
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Lemma 6.3 Under the assumptions of Theorem 2.3, foru € Cg ¢ o ([0,00), R?)

and B > B,
Gu € Cp0 ([0,00), R?) N C5 ([0, 00), R?) .
Furthermore,
1Gul|3 < cellullge,
where

{ 1AM, AM,

G =maxq —,—,— .

BB«

Proof of Theorem 2.3 For u € Cg, ¢ ([0,00), R?) define
Hu(z) = (0,1) + Gu(x).

Choose 3y and ¢ in Lemma 6.3 (with 8y for 8) large enough so that cg < 1.
Then H is a contraction operator on Cpg, o ([0,00),R?), and since
Cy.c0 ([0,00), R?) is complete, there is a v € Cg, ¢ o ([0,00), R?) so that
Hv = v. Furthermore, by Lemmas 6.1 and 6.2, for 5 > fy,

v=Hv e Ch,([0,00),R?).

Let g = v1. Then ¢’ = v] = (G1v2)’ = v9 and so since ¢’ = vy is continuously
differentiable,

9" (x) = vy(2)

(G2v)' ()
= 022(56) (—p(z)va(x) + (r + Nvi(z) — AAvi(2))
2

Rearranging this last equation yields Lg(xz) = 0. Also ¢'(0) = v2(0) = 1 +
(Gv)2(0) = 1, hence g solves (2.1).

Conversely, it can be shown that if h € C3 . ([0, 00), R) for some 5 > 0
and ¢ > 0 and h solves (2.1), then w = (h,h’) € C} . ,([0,00), R?) and satis-
fies Hw = w. Since H has a unique fixed point it follows that h = w; = v; = g.

In the remaining proofs we shall use the more convenient notation A4(x) =
Ag(z), and similarly A} (z) = (Ag)'(z).

Proof of Theorem 2.4 We start by proving that g is strongly increasing. The
equation Lg = 0 gives

9" (x) = 2(2) (—u(@)g () + (r + Ng(x) — Ady(2)). (6.5)
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Let zg = inf{z > 0: ¢’(x) = 0}. Then g is strongly increasing on (0, z¢), and
S0

QWOM@M—WWAMﬂ%WW@

> g(z0)(1 = F(x0)) > 0. (6.6)
Therefore, if 5 < oo,
2
1
> . .
g (IO) = 02($0)Tg(x0) >0 (6 7)

But since ¢’(0) =1 > 0, it follows from the definition of o that ¢’ (x0) <0, a
contradiction. Hence xop = 0o, and ¢’ is strongly increasing.
Assume that (2.3) holds and let

C1

H(x) = g'(z) — ()

co + 03:179
so that in particular H(0) = 1. Let x; = inf{x : H(x) = 0}. If 1 < oo then

H'(z1) <0, and we will show that this leads to a contradiction. So assume

r1 < 00. Then
/ C1
€T = €T
g ( 1) CQ—FCgJClg( 1)

and by (6.5) and (6.6),

(1) 2 s (rglon) - n(o)g' (o)
= 02(2:51) (7" - szlchlu(xl)) g(x1). (6.8)
Therefore,
/ /] . C1 " C1C3 1
H'(z1) = g" (1) 762“33319( 1)+7(C2+03x1)29( )

- (02(2901) (r o flchlu(xl)> - m> gl@) >0,

where the last inequality follows from (2.3). Hence x1 = 0o and so H is positive.
It is easy to verify that the equation

has the solution

g(z) = g(1) (1 + C?’z) 4 (1 n C%) / <1 + C3y> H(y)dy.
C2 C2 1 Co

Taking the derivative yields that ¢’(x) — oo as x — oo.
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Now assume that A3c and A6 also hold. We will show that (2.3) can be
satisfied. Let € < « be positive. We will show that for 0 < € < o we can choose
positive c¢1, ¢o and cg with c¢3 < ¢1 so that

wlx) < 6(62 + cs3x), (6.9)

C1
and

(c1 —c3)o?(z) < i—f(cQ + c3x)?. (6.10)

Together, (6.9) and (6.10) prove the claim. To prove (6.9), by A3c there is a
constant a so that p(x) < a + (r — a)z for all z > 0. Therefore,
r—e r—¢

- (c2 + csx) — plx) > -

:(@-@Z-ﬂ>+<&—sij—v—a0%

This is positive for ¢y sufficiently large and c3 so close to ¢; that g—i’ > =2
The condition (6.10) is equivalent to

(2 +c3z) — (a+ (r — a)x)

o?(x) < €
2(ca +c37)2 " ci(eg —c3)’

Using the growth constriction A6 and choosing cs sufficiently close to ¢;, this
can be satisfied and so the theorem is proved.

Proof of Theorem 2.5 By (6.5),

0'(0) = =55 l0).

hence 1(0) < 0 is equivalent to z* = 0. Assume that 1(0) = 0 so that ¢”(0) =0
as well. Taking the derivative in Lg(z) = 0 gives with 7(z) = o2(x),

2 1 / "
2 (-t + 5 @ne @)

g"(z) = e

+(r+ X = (2)g (z) — )\A;(m)), (6.11)

since by (2.6), A, is continuously differentiable. By (2.6), A} (0) = 0, so there-

fore
2

d%@zoam@+x—ym»>a

To prove part b, assume that * = oo, meaning that g is strictly concave.
Therefore we must have that for > 0, g(x) > xzg’(z). This gives

rg(xo) — pu(x0)g' (x0) > (7” - ll(;?) z0g' (x0) = 0,
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so by (6.8), g”(xo) > 0, a contradiction. Hence z* < cc.

Proof of Lemma 2.7 From (6.11) we have

2

1" — 2 |tz 17_/ 2N (z T
7@ = 2 () + 57O @ @) (612

where
H(z) = (r+ A= p'(z))g'(x) — NAY(2).

Note that (2.9) just says that H(z) = 0.

We start by proving that ¢”(z) > 0 for x € (z*,2* + 0) for some positive
0. Assume the contrary. Then by definition of z*, ¢’ (z*) = 0 as well, and so
by (6.12), H(z*) = 0. Straightforward differentiation gives

50) = 25 (o) + 7 (@)g @) 4 (4 A = 2 0) = 57 o)

) () - M) ).

Therefore,

[\]

9P (") = —W(u”(x*)g’(w*) +AAg(2") >0

by assumption. But since g”(z*) = ¢"”'(z*) = 0, we get

¥ 4u y
g'(z* +u) = / / 9 (x)dady,

and the result follows.

We will now show that either H(z*) > 0 or H(z*) = 0 and H'(z*) > 0.
If 2* = 0 then H(z*) = r+ X — ¢/(0) > 0 by assumption. Assume z* > 0.
Again by definition of a*, ¢"’(2*) > 0, and so by (6.12) H(z*) > 0. Assume
H(xz*) = 0. Since

H' () = (r+ A= p'(2))g"(x) — (1" (2)g () + AAG(2)) (6.13)

and ¢”(x*) = 0, it follows from the assumption that H'(x*) > 0.
From the above results we can define

r1 = min{z > 2" : ¢’ (z) = 0},

0}.

xg =min{z > 2" : H(x)
Then it follows from the above:

1. ¢"(x) >0 on (z*,z1).
g’”(x1) <0.
H(x)>0on (z*,2x).
H'(zy) <0.

e
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We will prove that 1 = co. Consider the three possibilities:

(i) zg < z1. Then ¢"(xy) > 0 by item 1 and since H(zy) = 0, it follows
by assumption that u"(zm)g'(vr) + MAj(2g) < 0. Therefore by (6.13),
H'(zp) > 0, which contradicts item 4 above.

(ii) zg = 1 < co. Here we can use the same arguments to arrive at a contra-
diction.

(i) g > x1. But then by item 3, H(z1) > 0 and so by (6.12), ¢"’(x1) > 0 as
well, which contradicts item 2.

From this it follows that zy = 21 = oo is the only possibility. But the inequal-
ity (2.10) just says that x5 = oo, and so that this inequality is proved as well.

Proof of Theorem 2.8 We use the same notation as in the proof of Lemma 2.7.
It follows easily from the assumptions that

Ayfa) = FOgla) + [ oo - 7 (i
Aj(a) = FOG @) + [ o= (i
Assume that for some zo > 0, A (z0) = (A + 7 — 1/(20))g’ (z0). Then
AAG (x0) + " (w0)g' (z0) < ANAY (o)

_\ (f(O)g’(wo) N z)f’(z)dz)

<A10) (o)~ [ 0= el )2
< Af(0) (¢ (o) — e(z0) Ay (z0)) = 0.

The result now follows from Lemma 2.7.

Proof of Theorem 3.1 For (a), assume that (V;,u},u}), i = 1,2 are two so-

PR
lutions of B1+B2, and assume without loss of generality that @} < 5. Since
wr < x*, i=1,2,and ¢'(u)) = ¢'(a}), it is necessary that uj > u}. But from
k(uy —up) — (Vi(ay) — Vi(uy)) = k(uy —up) — (Va(t3) — Va(us))

and (3.2) and (3.3), we get
ay / u /
/ (1—9/(_1;)>dx=/ (1—9/(_1‘*)>dx
wl g'(uy) s g'(us)
However, ¢'(a}) < ¢'(u3) and ¢'(z) < ¢'(af), uf <z <@} and so

[o (=)o [ () e [ (- i)
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a contradiction. The proof that B1+B2 and B1+B3 cannot both have a solu-
tion is similar, as is the proof that B1+B3 cannot have two different solutions.

For (b), the assumption lim,_,~ ¢’(x) = oo implies that for each u € [0, 2*)
there is a unique @ = @(u) € (z*,00) so that ¢’(4) = ¢'(u). By smoothness of
¢’ and strict concave-convexity, this 4(u) is continuous in u. Therefore, if

/Ou(()) (1 - g’g(/ff(x())))) dx > %, (6.14)

there is a unique pair (u*,@*) so that ¢’'(u*) = ¢'(a*) and

/ (1 - gg'/g*))) e =1

k
Vi) =4 7@ !
V(u*)+k(z—u*), =

Then,

INA
S|
*

Vv
S|

satisfies B1+B2.
If (6.14) does not hold we can find a unique @* so that

/ (l - gg'/g*))) =1

Then V(z) defined as above satisfies B1+B3.

Proof of Theorem 3.2 This is proved almost exactly as Theorem 2.1 in [21],
and we drop the details.

Proof of Theorem 3.4 By Theorems 2.3, 2.4, 2.5, 2.8 and 3.2 it only remains
to verify (3.5), and for this it is sufficient to prove (3.6). Let h(z) = LV (z).
Then by (3.6),

W(5") = MY (@) — k(r + X — 1 (@)
A — % — %
by (2.10). Let zp = inf{z > @* : h'(x) > 0}. If we can prove that g = co we are
done. So assume that xy < co which implies that AA{, (zo) = k(r+X— ' (z0)).

Also by definition of xqg, h”(x¢) > 0, but a direct calculation gives as in the
proof of Theorem 2.8,
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a contradiction.

Proof of Theorem 5.1 By definition of s, " (zar) > 0. If g”(xar) > 0 there
is a § > 0 so that

g"(z) >0 on (wp,zp +9). (6.15)

Assume that ¢”(xps) = 0. By definition of s, ¢'(z) < ¢'(zpr) for x € (0,2p1),
so that by (2.6), ¢'(zar) > A} (war). Therefore, by (6.11),

J" (@) = % (r+ X — 1/ (zar))g (xar) — AL (2ar))
> oy 030> 0

and so (6.15) holds in this case as well. Let xp = inf{z > =) : ¢"(z) = 0}.
Then if g < 00, ¢""(x0) < 0. But since ¢'(x) is increasing on (s, o), the
same calculations as above yield that ¢"’(zp) > 0, a contradiction. This ends
the proof of (a). To prove (b), let g = inf{x > z* : ¢""(x) = 0}. By assumption,
xo > wxr. Assume that zp < oco. Then ¢"’'(z9) < 0. Also by assumption,
Max, e[+ 0] 9 (2) = g'(20), and hence a calculation using (6.11) yields

g" (x0) = 02(2x0) ((r+ X = i (0))g (z0) — )\A;(gco))
= % ((7“ — 1/ (20))g’ (z0) — A/OI g (2)f(xg — 2)dz

A () = [T - 2102 )

>2(<ru'<mo>>g'<xo>Ag<x*> max f(z))

o2 (o) P
2 % <(r —w'(w1))g (xL) — Ag(a”) o f(z)) =0,

a contradiction. Hence xg = co. From this, using that Lg(z) = 0, we also get

(r+X—p'(2)g (x) = MY (x) >0, =>wxL. (6.16)

Proof of Theorem 5.3 Assume that xx < oo and let h(z) = LV (x). Simple
calculations using (3.6) and (2.6) yield for x > u* + ;.

— %

h'(z) = )\/Ou V'(2)f(x — 2)dz — kAF(x — a*) — k(r — p/(x)) (6.17)

< )\/Ou V() o — 2)dz — k(r — 1 (). (6.18)
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By definition of x x, the right side is zero at xk, and since f(x — z) and ' (z)
are all decreasing in  when > u* + x, the result follows. That zx < oo
if A3c holds is trivial. Part (b) is proved similarly, since the above gives for
x> u,

h'(z) = )\/Ou V'(2)f(z — 2)dz — kAF(z — a*) — k(r — p/(x))

<x UV e — 2)dz — k(r — 1 ()
0
<AV@E) max () - k(r - #(2))

r—u*<z<z

E i ke el
sg,(u*)(Ag(u) max f(2) — k(r — i (2))g/( >).

z>r—u*

By definition, the right side is zero at z; and is decreasing in z.
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A numerical approach to ruin probability in finite
time for fitted models with investment

Martin Hunting
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Norway

Abstract

In this paper we present a numerical method for solving a partial
integro-differential equation (PIDE) associated with ruin probability, when
the surplus is continuously invested in stochastic assets. The method uses
precalculated Gaussian quadrature rules for the numerical integration.
Except for the numerical integration part, the method is based largely
on the finite differences method used in Halluin et al. (2005) for a PIDE
associated with a more general option pricing problem. In our numerical
examples we use historical data for inflation and returns on U.S. Treasury
bills, U.S. Treasury bonds and American stocks. The log-returns of the
investments are adjusted for an assumed constant force of inflation. We
consider four different strategies for continuous investment: (a) U.S. Trea-
sury bills with a constant maturity of 3 months, (b) U.S. Treasury bonds
with a constant maturity of 10 years, and (c) the Standard and Poor 500
index and (d) another index of American stocks. For each of these strate-
gies a geometric Brownian motion process is fitted to the aforementioned
historical data. The results suggest that the ruin probabilities obtained
can vary substantially, depending on whether the models are fitted to data
for the last decade or for a longer time period. We also discuss numerical
solution of investment models with jumps.

1 Introduction

In the classical Cramér-Lundberg model the risk process of an insurance com-
pany at time ¢ is assumed to be of the form

Ny

n=1

Here y > 0 is the initial capital, pt is the accumulated premium income up to
time ¢, coming at a constant rate p. The sum Zg;l S, is a compound Poisson
process with only non-negative jumps and whose counting process N has a
constant intensity A. In the following we will follow the convention that

Z?Lzl =0 and that IY_, =

n=1 —

In Paulsen and Gjessing (1997) the classical model is generalized to possibly
include a scaled Brownian motion cpWp, where op > 0. In addition it is



assumed that the surplus generated from the basic process

Ny
Pt:pt+UPWP,t*ZSm t >0, (1)

n=1
is continuously invested in risky assets that follow a jump-diffusion process

Np,t
Rt:Tt+JRWR,t_ZSR,n7 t>0.

n=1

In the above og > 0, r € R, Wg is a Brownian motion, and the sum Zan’f SRr.n
is a compound Poisson process whose counting process Ng; has a constant
intensity Az and a common jump size distribution Fr. With these assumptions
and y as the initial capital, the risk process becomes

t
0

It is shown in Paulsen (1998) that the solution of this equation is

t
Yi— R, (y ; / Rsldps) , (3)

0

where R; = exp { (7“ — %0}2%) t+ URWR¢} Hibvj’f (14 Sgn)-

In Paulsen (1993) a third process I, representing inflation, is included in the
model. In this model inflation is assumed to have the same effect on both the
premium income and the insurance claim sizes. It is shown in Paulsen (1993)
that if inflation is a deterministic process then the effect on the risk process is
the same as if we substituted R with R — I. We will assume that there is such
an inflation process, with a constant force 1, i.e. at time ¢

I, = 1.

Let the R process be an inflation-adjusted return on investment process. This
corresponds to replacing the parameter r» with 7 = r —1. In this context inflation
refers to geometric growth of both insurance claim sizes and premium rates. In
the numerical examples we let T be the geometrical mean of the inflation for
the corresponding time periods. The data for annualized inflation are taken
from inflationdata.com (2012).

For a risk process like the one defined above, the time of ruin is defined as
7:=inf{t:Y; <0} and the probability of ruin in finite time is defined as

Y(y,t) == P(T < t|Yy = y). (4)

In this paper we will discuss a method for numerical computation of ruin
probability in finite time for these models, based on solving an associated partial
integro-differential equation (PIDE) using finite differences. In our numerical
examples in Section 4 we consider two different claim size distributions. In the
first example the claims follow a light-tailed standard exponential distribution,



while in the second they follow a mixture of a standard exponential distribution
and a heavy-tailed standardized Pareto distribution with expectation 1. For
the standardized Pareto distribution part of the mixed distribution we choose a
parameter value based on the fitting discussed in chapter 6 in Embrechts et al.
(1997) of a Pareto distribution to data for Danish fire insurance claims.

We consider four different strategies for continuous investment: (a) U.S. Trea-
sury bills with a constant maturity of 3 months, (b) U.S. Treasury bonds with
a constant maturity of 10 years, (¢) the Standard and Poor 500 index and (d)
another index of American stocks. We fit a geometric Brownian motion (GBM)
to data for annual return of bonds and stocks for the period 1928-2011, taken
from Damodaran (2012). In one example we use data for the entire time pe-
riod. In another example we only use data for 2000-2011. We also calculate ruin
probabilities based on data fittings of GBM models, and some jump-diffusion
models in Damodaran (2012), to the SP 500 index for the period 1962-2003.

2 Integro-differential equations for the ruin prob-
ability
In Paulsen (2008) a partial integro-differential equation (PIDE) is stated for the

survival probability ¢(y,t) = 1 — ¢(y,t). First let L be the integro-differential
operator

Lh(y) = %(U?D +oRy* )W (y) + (p+ Ty (y)
+AA(My—@—h@DﬂWﬂ (5)
+AR[Juuyu+m»—h@»w%mx

where L is acting on the variable y, y and ¢ are assumed non-negative, 7 € R
and op,oR,p, A and AR are assumed to be nonnegative. Then the PIDE is given
as

o 6(y.1) = Loy, ). ()

The initial condition is ¢(y,0) = 1 for every y > 0. Asymptotically the
solution must satisfy the condition limy_,oc ¢(y,0) = 1. When op > 0 the
infinite variation of the Brownian motion Wp implies that

inf{t:Y; <0} =inf{t: Y, =0}.

Hence in this case the survival probability must satisfy ¢(0,t) = 0.

2.1 Regularity of solution

Consider the case when A\g = 0,0p > 0, and either cg =7 =0o0r og > 0. If an
additional weak condition on the probability measure F' also holds it is shown
in Paper D that the integro-differential equation (6) has a classical solution
except at the origin. That is, a solution which is differentiable with respect to



t, twice differentiable with respect to y on the inner domain, and continuous
at every point of the boundary except for the origin. It is also known that a
classical solution exists when the investment earns an interest with a constant
force, i.e., if op = ogp = Ar = 0 (see Pervozvansky Jr. (1998); Paulsen (2008)).
To the author’s knowledge there are no known regularity results for other cases,
when ¢% + 0% > 0. However, the behavior of the numerical solution in our
experiments suggests that letting op = 0 or letting Ag > 0 (adding the last
integral term in (5)) does not negatively affect the smoothness of the solution,
at least as long as the distribution functions F'(z) and Fgr(z) are smooth.

2.2 Localization to a bounded domain and choice of coor-
dinates

The domain of equation (6) is unbounded in the space dimension, which of course
is not computationally feasible. Instead we introduce an artificial boundary
condition (see Section 12.4.1 in Cont and Tankov (2004)), namely that ¢ (y,t) =
1 for every y > k. The introduction of an artificial boundary condition leads to
an error generally referred to as a localization error. Let €, be this localization
error and let {x) = 1 — F(z) be the tail distribution. In Paper D it is shown
that if op,or > 0, Ag =0, and for some ¢ > 0

supz°F () < oo,
>0

then for some constant C
lex| <C(1+k)"°

for any x > 0.

In our numerical experiments we found it more numerically efficient (leading
to better accuracy) to make the change of variable z = In (1 +y). In the fol-
lowing we rewrite the above integro-differential operator L in terms of the new
variable z. We also denote the finite time horizon by T'. Since y = e* — 1, first
let

p(z,t) :==¢ (e —1,t), (2,t)€[0,In(1+ k)] x[0,T].

For z € [0,In (1 + k)] let

as(z) : % (0'1236722 +0%(1- efz)z) , and
a1(z) i=pe " +7 (1 —e %) — az(2).
Now the operator L becomes
L.g(2) = a2(2)g"(2) + a1(2)g'(2)

I\ / (e — 1)) - (=) dF(x)

+ Ar /Olo (g(In(1+(e*=1)(1+x))) —g(2)) dFr(x).



Making this change of variables and including the artificial boundary condition
gives the equation

p(z,0)=1, ze(0,ln(1+k)).
p(ln (1 + /<a) t)y=1, te(0,T]. (8)
%) — 1 p(2,t)  on (2,t) € (0,In(1+ &) x (0,7].

Here L, is acting on the variable z. When op > 0 we have the extra boundary
condition
p(0,t) =0, te(0,7].

In the following we will also define that p (z,t) =1 for every z > In (1 + k) and
t e 0,7

The rest of this paper is a discussion of numerical finite-difference methods
for solving (8), with some numerical examples for fitted models with investment
in U.S. Treasury bills, U.S. Treasury bonds and American stocks. In all our
examples the space grid will be equally spaced on [0,1n (1 + &)]. An advantage
with this grid, compared with an equally spaced grid in the original coordinate
system, is that it gives a more numerically efficient distribution of grid points.
This is especially true for the case when op > 0, since in this case the solution
is discontinuous at the origin. Having many grid points near the bottom of the
domain seems to give higher accuracy.

3 Numerical algorithm

The finite difference schemes discussed in this paper are adaptations of the
schemes developed in Halluin et al. (2005) to fit the problem (8). The basic idea
is to solve (8) using Crank-Nicolson time integration on an equally spaced two-
dimensional grid. To ensure numerical stability we follow the recommendation
in Giles and Carter (2005) and replace the first Crank-Nicolson step with four
quarter-timesteps of Backward Euler time integration. After explaining how we
do the numerical integration we discuss the difference equations associated with
these finite difference schemes.

3.1 Evaluation of the integrals

In the following we assume that both the claim size distribution and the distri-
bution of the jumps of the R-process are smooth. We denote their respective
densities as f and fr. In what follows let m be the grid size and h = ln(lJm)
be the step size in the z grid. Thus the nodes in the z grid are z; = zh for
i € 0,1,...m. Let the nodes in the time grid be tg = 0,%¢1,...,t,. Since

y=e"—1llety, =e* —1,fori€0,1,...,m—1. Let
pF = p(ih,ty), 1€0,1,...,mk€e0,1,...,n,

Yi
/ p +yz )7tk)dF(x)7 2'61,2,...,7’77,—1,
0 )

/ p(n(1+y; (1+2),t) dFr(z), i€1,2,....m—1,
1



and v
ff:/ p(In(1+z),t) fi(x)de, 1€1,2,....,m—1.
Yi—1

where f;(x) = f (yi — @).

The sequence {IF} defined above is a semi-discretization of the insurance
claim integrals

I(y,t) = /Oy (p(In(1+y—x),t))dF(x) on (y,t) € (0,x) x (0, T].

Similarly, when Ar > 0, the sequence {Jf } is a discretization of the investment
integrals

Twt)= [ pnl+y(L+0),0dFa)
-1

In Section 4.5 we discuss some examples with jumps in the investment process.
In these examples the JF are calculated as

| pna e ) s, (10)

— 00

where

frlx)=e"fr(e® —1).

As we will see in Section 3.4, for each time step each integral in the sequence

{If}::l must be computed more than once for every time step, as part of an
iteration method. When Ar > 0 this also has to be done for each integral in

the sequence {JF}™" "
{Jlk} depend on 7. This means that the numerical complexity for numerical
integration based on such Newton-Coates quadrature methods as Simpson’s

Moreover, the integrands in the sequences {Izk} and

rule would be O(m?) for just one calculation of {I Z’“}?:ll Fortunately there are
ways of avoiding this, as discussed below.

A popular model is to let the jump sizes be exponential distributed. Below
we first show how for this model it is relatively simple to compute the integrals
efficiently. We then return to general claim size distributions in 3.1.2.

3.1.1 Exponentially distributed jumps

For a > 0 let
fi(@) = qe™Wi=), 1€1,2,...,m—1.

In the special case of exponentially distributed claim sizes with parameter a we
observe that

[ emary-a.0 5@ = [Tpma+a).0aeris
0 0

Thus in this case the insurance claim integrals are dependent on y only through
the upper limit and a factor that can be taken outside the integral. Moreover,
we have the recursive relation



Iy = exp (—a (i1 —y) I + Iy (11)
Here we are indebted to the discussion in Toivanen (2008). Due to (11) fast
evaluation of the sequence IF,... I* | is much simpler when the claims are

’rTm—

exponentially distributed than in the general case.

As in Toivanen (2008) we approximate the integrand p (H%’to in flk by

linear interpolation. This gives the approximation

- Yi . Yi
IF ~ak fi(z)dx + b¥ / xfi(x)dz, (12)
Yi—1 Yi—1
where X
Bk — Pi — Pi—1
po O Tl
Yi —Yi—1
and

a; = pf — b yi-
Lastly, we have that
Yi
/ file)der =1 —exp (—a(y; — yi-1))
Yi—1
and that
/yi
s

i—

rfi(x)dz = (yz - ;) (1 —exp(—a(yi —yi-1)))
+ (Yi — yi—1) exp (= (yi — yi-1)) -

If the return on investment process R is like that in the Kou model (see Kou
(2002)), the jumps of the log-returns follow an asymmetric exponential distri-
bution. That is, for some parameters 11,72 > 0 and a weight ¢ € [0,1], the
probability density fz(x) of the jumps of the log-returns is

fa(@) = qlasom exp (—mz) + (1 — q) Lo<onz exp (—n2 |x]) .

In our context this corresponds to letting the investment jump integral in (8)
be of the form

/_O:panu+y<1+x>>,t>dFR<x> — g+ (1—q) s,

where -
Ji :/ p(In(1+ye”),t)m exp (—nv) dv
0

and 0
Jo =/ p(In (1 +ye’),t)n2 exp (n2v) dv.

— 00

Making the substitution w = v + In (y) gives

Jp=ym / p(In(l+e"),t)n exp (—mw) dw,
1

ny



and
Iny
Jo =y / p(n(1+e),t)nexp (new) dw.
— 00
From these formulas one can derive a recursive relation given in Toivanen (2008)
and similar to (11). In this model the investment integrals can be evaluated in
a way similar to the method described above for the insurance claim integrals.

3.1.2 Computation of Gaussian quadrature rules

Returning to general smooth claim size distributions, we can evaluate the in-
tegrals in (9) using Gaussian quadrature methods. The main idea of an I-

point Gaussian quadrature rule is to find abscissas 1, ..., z; and corresponding
weights wq, ..., w; such that, for a known function w(z) : [-1,1] — R, and given
function values of a continuous function g : [-1,1] = R,

1 l
[ s~ Y wl) (13)
- i=1

In our numerical method these rules are calculated using the subroutines ‘dlancz’
and ‘dgauss’ from the Netlib package 726 ‘ORTHPOL’, developed by Walter
Gautschi. The package is an implementation of a Golub-Welsch algorithm.
For the integral (13) a Golub-Welsch algorithm (see Golub and Welsch (1969))
involves finding the roots of a sequence of polynomials pg(x),...,p;(z). The
polynomials in this sequence are required to be orthogonal in the following
inner product space, defined by

(q1,q2) = / ) q1(z)g2(z)w(x)dz,

where ¢1, g2 are continuous functions.

Following this procedure it can be shown that the resulting Gaussian quadra-
ture rule is exact for polynomials of degree at most 2/ — 1 (see Theorem 4.7.7 in
Cheney (2001)). In order to apply a quadrature rule it is necessary to evaluate
the solution at points that are not on the z-grid. We do this by means of linear
interpolation.

In our numerical method, m — 1 Gaussian quadrature rules are precalculated
for each IF,... I* | before the actual finite differences method begins. The
obvious choice of weighting function for these rules is the density f(x). While
the weighting function is the same for every I¥, the integrals have upper limits
that increase with ¢. This makes it necessary to calculate a separate Gaussian
quadrature rule for each I¥. However, since the weighting function is the same,
we found that the rules were more rapidly and more accurately calculated when
a rule calculated for I} is used in the calculation of a rule for the next integral
IF +1- We also found that when the claim size distribution has a heavy tail it
has a positive effect on the accuracy to make the substitution v = In (1 4 z),
and calculate I¥ as

In(14y;)
/ p(ln(l+y, —e”),t)e’f (e’ —1)dv.
0



As is normally the case in numerical problems there is a trade-off between
the numerical complexity of the Golub-Welsch algorithm and the accuracy of
the results. To control the accuracy of the weights and abscissas, our method
first applies the routines ‘dlancz’ and ‘dgauss’ with a relatively low complex-
ity. Then the subroutines are called again with increasing resolutions until the
differences between succeeding weights and succeeding abscissas are small. In
the numerical integration of the {Jf}:’:ll integrals, only one quadrature rule
needs to be calculated with the Golub-Welsch algorithm. Denoting the weights
of this quadrature rule by wy1,...,w ,m, and denoting the abscissa points by
Tji,---,%Jm,, these integrals are calculated as

my
TR Y wagp (n (L4 yie™) 1)
j=1
In the special case of the Merton model the required quadrature rule corresponds
to Gauss-Hermite quadrature. Calculation of these rules is implemented in the
subroutine ‘gaussq’, also in the ‘ORTHPOL’ package.

3.2 Backward Euler time integration

As mentioned above we follow a suggestion in Giles and Carter (2005), the
numerical differentiation part of our method consists of computing the first four
time steps with backward Euler time integration, where each time step is of
length At. The subsequent time steps are of length 4At¢ and are computed
using Crank-Nicolson time integration.

Now let us look at the inner z-grid and time grid points. Here we discretize
the time derivative with backward Euler finite differences. In the z variable we
discretize both the first and second derivatives by means of central differences.
This yields the following set of difference equations, where as before

pi = p (ih, tx).

k41 k+1 k+1 k+1 k+1
u:a (Z_)pifl — 20 + 9y +oan (2) Piz1 — AT
AL 2 (% B2 11% 2h

m
— Apf“ +A Z ci’jpgﬁl
j=0

— Arpf T+ AR Z di ot
=0

In the above a; and ay are defined in (7). The sum ) 7" ci7jp?+1 is related to
the evaluation of the integral I¥, while the sum Z?:o d; ; péﬁl is related to the

evaluation of the integral Jik. Since the ¢; ;’s and d; ;’s are integral weights they
are non-negative constants.

If we let
A=A+ g,
A AR (14)

Cij = ~———~Cij + ———d; ,
R VAL W v



ag(zi) al(zi) (15)

and
6‘ _ CLQ(ZZ‘) aq (Zl)
! h? 2h

then the difference equation above can be rearranged as

(16)

m
A1+ (i + 55+ A) At] = AtBpl — Atauplt! — SAEY gkt = o
=0

(17)
Now let us see what happens if we change definitions (15) and (16) a little. Let

(18)

and

_az(z) | an(z)
=" ho

Then (17) corresponds to discretizing the first space derivative using forward
differences.

(19)

Another alternative is to discretize the first space derivative using backward
differences. This gives

and

Theorem 1. Assume that, for everyi€1,...,m—1, a; >0, 5; > 0 and

m
;<1
§j=0

Then the backward Fuler scheme given in (17) is unconditionally stable in the
max norm. Moreover, for any given index i, at least one of the options for
discretizing 2 (5;) given above, i.e, central differences, forward differences and

backward differences, gives min (o, 3;) > 0.

Proof. This follows from Theorem 3.1 in Halluin et al. (2005). O

In the rest of the paper we will assume that «;, 8; > 0 for every
i €1,...,m—1. Since discretizing the first space derivative with central dif-
ferences gives a second order convergence rate, whereas forward and backward
differences give only first order convergence, we choose central differences for
those nodes where this does not lead to negative «; or ;.

10



3.3 Crank-Nicolson time integration

While the fully implicit scheme given in (17) is unconditionally stable, it has
the disadvantage of being only first order convergent in the time variable. An
alternative, suggested in Giles and Carter (2005) and mentioned above, is to
use backward Euler time integration only for the initial four quarter-steps, each
with length At, and then continue with Crank-Nicolson time integration with
time steps of length At = 4At. This approach results in the following set of
discrete equations for the Crank-Nicolson part:

At o Aty

k+1
o iPit1 _70@% 1

)At

1+<al+ﬁz+)\

At At
+ 75ipf+1 + 7041'.0?71

= p} 1_(ai+ﬁi+5\)%

1os . 1os N
+ 5)\Athi7jp?+1 + §>\Atzci’jp§'
§=0 §=0
Let ,
P = (06, Vs Pl)

and define the matrix M such that

At At At
_ [Mpﬂi =pF (a + Bi + /\) ?ﬂipi‘:_l 5 —aiph f/\Athl Jpj
(20)
Also let
B=[I—-M]""[I+M].
Then (20) can be written either as
[ = M] "t = [+ M]p, (21)
or as .
p* = (B)"p’.
Theorem 2. Assume that for everyi€1,....m—1, f1 >0, a; > 0 and

m

Z é@j < 1.
j=0

Then the Crank-Nicolson discretization (20) is algebraically stable in the
sense that there exists a C such that for every n and every grid size
I(B)" [l < Cn?. (22)
The norm used above is the loo norm.

Proof. This follows from Theorem 4.1 in Halluin et al. (2005). O

11



In contrast to (22), the Lax-Meyer theorem states that strong stability, i.e.
1(B)" [l < C,

for some C independent of n, is a necessary condition for convergence for all
initial data. As noted in Halluin et al. (2005), the form of stability given in (22)
is clearly weaker than strong stability, and hence yields convergence only for
certain initial data. Some caution is thus in order, in particular for the case
op > 0, where the exact solution is discontinuous at the origin. This is why our
method uses four quarter-time steps of backward Euler time integration for the
first time step, instead of using the Crank-Nicolson method there.

3.4 Fixed-point iteration method

As noted in Halluin et al. (2005), it is computationally very expensive to solve
the full linear system of the form (20) or (17), since this means solving a system
of linear equations whose numerical complexity grows as O(m?). Instead we will
follow Halluin et al. (2005) and solve the system using the fixed-point iteration
method described below. The main advantage with this iteration scheme is that
the integrals can be calculated using only the results from the previous time step
and the previous iteration. Hence, for a given iteration, the evaluation of the
integrals can be considered to be explicit. Thus we define the matrix M such
that
- {Mpk} = (ai +B8i+r+ 5\) At — AtBipt,, — Ataip .
1

The only difference between M and M is that M does not include the inte-
gral terms. From the representation (21) it follows that the Crank-Nicolson
discretization (20) can be written as follows:

I k+1 L. k s - PN k+1 s - ~ k
{I QM] P+t = [I+ QM} pF + 5/\At;)cm-pj + iAAtjz::Ocmpj. (23)

Using this notation the fixed-point iteration method in Halluin et al. (2005) is
described as follows:

Let (pk+1)0 — )k

Let p/ = (pk+1)”.

For j =0,1,2,... until convergence
Solve [1— La1| pr#1 = [1+ 1] o

If max; ‘ﬁ{“ - ﬁ{ < tolerance, then quit.

EndFor
In Theorem 5.1 in Halluin et al. (2005) it is proven not only that the iteration
scheme above converges, but that the error e/ = p*+! — 5/ has an upper bound
, , 1AAL
| ool f o 202 (21)
1+ 5AAt

We used an itegration algorithm very similar to the above algorithm for the
initial backward Euler timesteps. In our implementation the iteration is set to

12



terminate when the maximal absolute difference between pF*'-values of con-
secutive iterations is less than 1078, We found that for good _convergence of

this iteration scheme it was advantageous to choose time steps At smaller than
1
A AR

4 Experimental results

In this section we will discuss numerical examples, where we first fit parameter
values for the risk models discussed in the introduction, and then calculate the
corresponding ruin probabilities by solving the PIDE (6). We will first consider
the case when the claim sizes follow the standard exponential distribution. Then
we let the claim sizes follow a mixture of a standard exponential distribution
and a Pareto distribution, standardized to have expectation 1. For both claims
processes we choose a value for the intensity A based on data for inflation-
adjusted Danish insurance claims. In the examples where the claim distribution
is a mixture of a Pareto distribution and an exponential distribution, we let the
tail index of the Pareto distribution be the same as the fitted value in Embrechts
et al. (1997).

The Danish fire insurance data set consists of 2167 claims over a period of 11
years. We choose a year as the time unit, which gives a maximum likelihood
estimate for A of 197 with a standard error of 4.26. In all our examples we let A =
197, let the claims have expectation value 1, and let p = 216.7. This corresponds
to letting the premium be decided by the expected value principle, with safety
loading of 0.1. As already mentioned we adjust the returns of the investments
for a constant force of inflation 1. We use inflation data from inflationdata.com
(2012) to choose an T for each time period that we consider. These values are
given in Table 1.

For the investment return process we consider three different strategies. The
first strategy is to continuously invest in Treasury bills with a 3-month rate, the
second strategy is to continuously invest in 10-year Treasury bonds that also
earn coupons and price appreciation. The last strategy is to invest in American
stocks. We use a dataset from Damodaran (2012), which covers annual returns
on U.S. Treasury bills, U.S. Treasury bonds and American stocks for the period
from 1928 to 2011. For the S&P 500 data for 1962-2003, we use parameter
estimates from Ramezani and Zeng (2007) for a geometric Brownian motion
model, a Merton model and a Kou model.

4.1 Fitting of geometric Brownian motion to data

In a geometric Brownian motion investment model with drift parameter r and
diffusion parameter o, the log-returns (log-differences) are normally distributed
with variance o2t and expectation (7" — %02) t. Let Xo,X1,...,X; bel+1
observations of the index values at equally spaced times tg = 0,t1,...,¢ = Ity

with one year as the unit of time. Let Z; = In (%) sy Zp=1n ( X ) be the

Xi-1
log-returns.
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Period 1928 -2011 | 1963-2003 | 2000-2011
Force of inflation 0.03058 0.04406 0.02506

Table 1: The assumed constant force of inflation T fitted to different time periods.

Let Z be the sample mean and let S? be the sample variance of the Z;’s.
Since the log-returns are i.i.d. normal distributed N((r — %0'2> t1,02t1), the

method of moment estimator for o is 4 /%SQ. We thus use 4/ %SQ as our statis-

tic for og. The method of moment estimator for r is % (Z + 552). Since we
are adjusting the log-returns for an assumed constant force of inflation 1, we
use % (Z + %52) — 1 as the statistic for 7. The resulting estimated parameter
values for 7 and or that we use in the geometric Brownian models are given
in Table 2. The confidence intervals for o and the standard errors for 7 are

based on the fact that 2—72152 is Xlz_l—distributed and that the sample mean and
R
sample variance of normal random variables are independent. The latter prop-

21-1

for the 7 parameter based on the daily S&P 500 data for 7/1962-12/2003 is the
same as the standard error given in Ramezani and Zeng (2007) multiplied with
252. This last multiplication is due to the standardization of the time dimen-
sion. Our estimates for U.S. Treasury bills, U.S. bonds and American stocks
are based on data for annual returns for 1928-2001 (83 observations for each
asset class) from Damodaran (2012). The estimates for S&P 500 are annualized
and inflation-adjusted versions of the parameter estimates given in Ramezani
and Zeng (2007). These estimates are based on 10446 dividend-adjusted daily
observations covering the period 7/1962-12/2003. The estimates for S&P 500
1/2000-11/2011 are based on 3000 observations. Our estimates for U.S. Trea-
sury bills, U.S. bonds and American stocks for the period 2000-2011 are based
on just 12 observations. To determine the force of inflation T we used historical
data from inflationdata.com (2012).

erty leads to a standard error for 7 of 4/.5? (% +12 ) The standard error

An alternative parameterization is to let 7 = 7 — %a%. For this parameter

the natural statistic (for both method of moments and maximum likelihood) is
Z-1-7

\/sj-’

[
t-distributed can be used to construct confidence intervals. Estimates for 7 as
well as 95% confidence intervals are given in the rightmost column in Table 2.

Z —1, where Z is the sample mean of the log-returns. The fact that is

4.2 About the implementation and execution
4.2.1 Software and hardware

We implemented the algorithms described in Section 3 using R software. This
was augmented by some Fortran subroutines. In particular the Net lib ‘ORTH-
POL’ package 726 by W. Gautschi was used to calculate the Gaussian quadra-
ture rules.

14



parameter T OR T
U.S. T-bills 0.00534 0.02900 0.00492
1928-2011 (0.00316) | (0.02518,0.03419) (—0.00138,0.01121)
U.S. T-bonds 0.02259 0.07131 0.02005
1928-2011 (0.0078) | (0.06192,0.08409) (0.00457,0.03552)
U.S. Stocks 0.07815 0.19648 0.05885
1928-2011 (0.02165) | (0.17060,0.23169) (0.01621,0.10149)
S&P 500 0.08194 0.15081 0.07057
7/1962-12/2003 | (0.0252) | (0.14879,0.15288) n.a.
U.S. T-bills —0.00233 0.01941 —0.00252
2000-2011 (0.0056) | (0.01375,0.03296) (—0.01485,0.00982)
U.S. T-bonds 0.04811 0.08367 0.04461
2000-2011 (0.0242) | (0.05927,0.14206) (—0.00855,0.09777)
U.S. Stocks 0.00129 0.20551 —0.01982 .
2000-2011 (0.06001) | (0.14558,0.34894) (—0.15040,0.11075)
S&P 500 —0.00125 0.21331 —0.02789
1/2000-11/2011 | (0.00394) | (0.20804,0.21884) | (—0.03553, —0.02026)

Table 2: Parameter estimates for the geometric Brownian motion investment
model with normally distributed inflation-adjusted log-returns. 7 is r —1 (nom-
inal return subtracted with the inflation force 1), while 7 is defined as 7 —
The drift term for nominal log-returns (r) can be obtained by adding the corre-
sponding inflation forces in Table 1. All the asset returns except the S&P 500
returns for 1/2000-11/2011 include dividends or coupons. 95% confidence in-

tervals for or and 7, and standard errors for 7 are given in parentheses.
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4.2.2 Grid sizes and tolerance values

In the implementations we let k = 2000. We let the artificial boundary condi-
tion be at z = In (14 k). Recall that At is the length of the Crank-Nicolson
time steps. The error bound (24) and our experiments suggest that letting
(A Agr) At be large may lead to poor convergence in the integral iteration de-
scribed in section 3.4. Our experience shows that to avoid excessive iterations
At should be less than ﬁ In the case of exponentially distributed jumps
we calculated the integral terms as described in section 3.1.1. In the examples
where we illustrate the convergence rate, we use the same spatial grid sizes as
in Halluin et al. (2005). Unless denoted otherwise the space grid has m = 2% for
K e17,...,12, for the results in the tables. As explained in Section 3.3, in the
time domain the first four time-steps have length ﬁ, while the rest of the steps
have length %. For the results in the tables the size of the space grid is mostly
m = 4096, or 2'2. For the examples with Pareto-distributed claim sizes, Gaus-
sian quadrature rules of length 2K are calculated before the finite-differences
method begins. In the example with the Merton model, a Gauss-Hermite rule
of length 24 is applied. As convergence criterion for the fixed-point iteration
method we required the max norm difference between two iterations to be less
than 10~8. In the tables containing the experimental results, the abbreviation
‘C.R’ refers to the convergence ratio, defined in equation (8.2) in Halluin et al.
(2005) as
C.R = papprox(h/z) - papprox(h))
Papprox(1/4) — papprox(h/2)

Here h is a given step size.

4.3 Exponentially distributed jumps

In the case of exponentially distributed jumps we can calculate the integrals as
described in Section 3.1.1. For the Cramér-Lundberg model with exponentially
distributed claim sizes, the ruin probability was calculated using an integral
formula given in Chapter IV in Asmussen (2000). We used this solution to check
the accuracy of the method. Table 3 shows the relative errors of the calculated
ruin probabilities using the method described in 3.1.1, with parameter vales
p = 216.7,A = 197, a = 1 (standard exponential) and ¢ = 1 (1 year). We
also used the case with exponentially distributed jumps to check the accuracy
of using Gaussian quadrature rules to evaluate the integrals. The results from
this test suggest that the errors from the numerical integration are small in
comparison to the errors from the numerical differentiation.

In order to avoid oscillations, a; and ; in (20) should be non-negative. For
this to be satisfied the derivative terms in the space variable have to be dis-
cretized using forward differences. The drawback of forward differences is that
it gives only first order convergence (i.e. consistency error O(h)) as opposed to
the second order convergence (i.e. consistency error O(h?)) we get with using
the central differences as in (15). So although the convergence of Crank-Nicolson
time integration itself is of second order, the overall convergence is only first or-
der. For models where 0% is not very small we can use central differences on
most of the domain without violating the conditions in Theorem 1 and Theo-
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m 128 512 2048 4096

n 105 408 1620 3237
y Exact Relative | Relative | Relative | Relative
solution error error error error

0 | 0.90080 | 0.00018 | 0.00044 | 0.00014 | 0.00007
7 | 0.43782 | 0.07168 | 0.01502 | 0.00354 | 0.00175
15 | 0.18097 | 0.30361 | 0.06881 | 0.01667 | 0.00829
31 ] 0.02474 | 1.67517 | 0.32926 | 0.07630 | 0.03766
63 | 0.00017 | 35.45299 | 2.40341 | 0.39177 | 0.18208

Table 3: Relative errors for the Cramér-Lundberg model with various values
of m. The parameter values are p = 216.7, A = 197, and the claim sizes are
standard exponentially distributed. The units for y and p are the expected value
of a claim. A corresponds to the expected number of claims per year. Hence
y = 63 corresponds to a starting capital equal to 32% of the expected annual
cost of claims.

rem 2. Thus for these models it is important to have an accurate method of
integration in order to utilize the accuracy of the differential terms.

For Treasury bonds the variance in the log-returns is not large enough to allow
use of central differences at more than a small minority of the grid points. There
the convergence rate seems to be very similar to what is was with the Cramér-
Lundberg model. For the log-return on stocks the volatility is higher, and for
the grids with space grid size m > 1000 central differences can be used at a
majority of the grid points. As seen in Table 4 this gives improved convergence.
Since convergence is slower when the diffusion term (in effect ellipticity) is small,
we used an even finer space grid (m = 8192) for the Treasury bond data.

Regarding ruin probabilities for models fitted to long term trends, we see
in Table 5 that in the case of U.S. Treasury bills the difference between the
classical Cramer-Lundberg model and the investment model fitted to annual
returns is very small. For the investment model fitted to annual returns of U.S.
Treasury bonds and the model fitted to daily returns of the SP 500 index, the
ruin probabilities are slightly lower. For the model fitted to annual returns of
American stocks the ruin probabilities are slightly higher than in the classical
model, especially for the highest intial capital (y = 63). Lastly, we note that
the increases in ruin probabilities flatten out after 5 years.

For years after 2000 the results are very different. In particular, at the highest
intial capital (y = 63) the ruin probabilities for models with stocks are 2 — 3
times higher than for models with bonds or with the classical model. Again the
increases in ruin probability flatten out after 5 years.

4.4 Heavy Tail Models

For regularly varying claim size distributions (defined below) we have the follow-
ing asymptotic result, based on Theorem 2 and Example 1 in Hult and Lindskog
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m 128 512 2048 4096
n 105 408 1620 3237
y=31
Value | 0.06414 | 0.03222 | 0.02488 | 0.02444
C.R n.a. 2.44 1.36 7.06
y=45
Value | 0.02261 | 0.00631 | 0.00367 | 0.00359
C.R n.a. 3.07 2.44 9.63
y=63
Value | 0.00628 | 0.00071 | 0.00026 | 0.00025
CR n.a. 4.54 6.29 8.86

Table 4: For standard exponentially distributed claim sizes, experimental results
showing convergence as the number of grid points increases. The model includes
a return on investment process, which is a geometric Brownian motion process.
The parameter values are o = 0.19648, p = 216.7 (premium rate corresponding
to a safety loading of 0.1), ¥ = 0.07815 (real rate of interest) and A\ = 197. The

data used is return on American stocks for the period 1928-2011.

Model | Cramér- Geometric Brownian Motion
Lundberg
Data n.a. U.S. T-bills | U.S. T-bonds | U.S. Stocks S&P 500
Period n.a. 1928-2011 1928-2011 1928-2011 | 7/1962-12/2003
(annual) (annual) (annual) (daily)

T=1

y=311] 0.02468 0.02503 0.02458 0.02444 0.02312

y=451{ 0.00330 0.00342 0.00331 0.00359 0.00313

y =063 | 0.00017 0.00018 0.00017 0.00025 0.00018
T=2

y=2311] 0.04188 0.04228 0.04110 0.04034 0.03765

y =451 0.00897 0.00920 0.00874 0.00918 0.00787

y=63 | 0.00103 0.00110 0.00101 0.00132 0.00095
T=5

y=311] 0.05294 0.05330 0.05116 0.04989 0.04562

y=451| 0.01437 0.01465 0.01359 0.01407 0.01164

y=063 | 0.00260 0.00273 0.00241 0.00301 0.00206
T=10

y=311] 0.05423 0.05458 0.05220 0.05094 0.04627

y =45 0.01516 0.01544 0.01422 0.01475 0.01202

y =63 | 0.00294 0.00307 0.00267 0.00336 0.00222

Table 5: Ruin probabilities for the Cramér-Lundberg model and four fitted
models, with investment following geometric Brownian motion (GBM) fitted to
long term trends. The premium rate p is 216.7, A = 197, and claim sizes are
assumed to be standard exponentially distributed. Again, y = 63 corresponds
to an initial capital equal to 32% of the expected annual claim cost. Note that
the increases in ruin probability flatten out after T = 5 years.
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Data | U.S. T-bills | U.S. T-bonds | U.S. Stocks S&P 500
Period | 2000-2011 2000-2011 2000-2011 | 1/2000-11/2011
(annual) (annual) (annual) (daily)

T=1

y =31 0.02534 0.02345 0.02830 0.02871

y=45 0.00349 0.00306 0.00463 0.00478

y =63 0.00019 0.00016 0.00038 0.00041
T=2

y=31 0.04300 0.03864 0.04898 0.04984

y=45 0.00946 0.00790 0.01278 0.01323

y =63 0.00115 0.00087 0.00225 0.00241
T=5

y=31 0.05453 0.04723 0.06490 0.06644

y=45 0.01523 0.01188 0.02216 0.02316

y =63 0.00291 0.00195 0.00628 0.00679
T=10

y=31 0.05595 0.04796 0.06832 0.07023

y =45 0.01613 0.01230 0.02476 0.02608

y =63 0.00330 0.00212 0.00793 0.00869

Table 6: Ruin probabilities for four fitted models, with investment following
geometric Brownian motion (GBM) fitted to data for 2000-2011. The premium
rate p is 216.7, A = 197, and claim sizes are assumed to be standard exponen-
tially distributed. Note that the increases in ruin probability flatten out after
T = 5 years.
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(2011).

Definition 1. A function L(x) is said to be slowly varying if

zlggo L) =1, forallc>D0.

A positive random variable S and its distribution are said to be reqularly varying
with (tail) index & if for some & > 0, the right tail of the distribution has the
representation

P(S>z)=L(x)z™*,
where L is a slowly varying function.

Theorem 3. Assume that the claim size distribution function F(x) is reqularly
varying with index a.

(a) In the case of the Cramér-Lundberg model the probability of ruin before time
t is asymptotically given by

U (y.t) ~ AF(y),
where F(x) = 1 — F(x) is the tail distribution.
(b) Consider a risk process of the form given in (2), with investment. Let

1 1 —a
0= 20—§a2_a(r—20§) + Ar (E(1+SR) —1)

and make the following additional assumptions:

(i) Either Ag =0 or, for some § >0, E(1+ SR)_((H_‘S) <00 .
(i)
6 # 0.

Then the probability of ruin before time t is asymptotically given by

1 _

Uy t) ~ 5 (" = 1) AF(y). (25)

Proof. We first consider the case when T" = 1. As discussed in Section 1 the
inflation-adjusted risk process Y at time ¢ is given as

t
Y, = R, (y+/ R;ldPS>, (26)
0

where R; = exp{(? — %0’%) t+ URWRt} ngf (14 Sgpn). At t =1 the Lévy
process P;, defined in (1) as a jump diffusion process with negative jumps
- Zf\gl S;, has Lévy measure v (—o00, —u) = AF(u). Consequently Theorem
4.1 in Hult and Lindskog (2011) can be applied, with P playing the role of
their Lévy process Y and the process {Rt_ 1} ;>0 Playing the role of their caglad
strictly positive process A. With these adaptations it follows from Theorem 4.1
and Example 3.5 in Hult and Lindskog (2011) that the stated results are valid
for T =1.
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Assume that T # 1. Since P and R are Lévy processes, changing the pa-
rameters from p,op, \,7,0r, Ag to pt,op\/t, \t,7t,cr\/t and Agt corresponds
to changing the time horizon from time T to time 1, giving the stated results
when T # 1. O

It is only for very large claim sizes that the Pareto distribution is intended to
be a good model, as discussed in Embrechts et al. (1997). This is formalized by
introducing a threshold w, which in the discussion in Chapter 6 on Danish fire
claims in Embrechts et al. (1997) is put to 10. The claim sizes which are larger
than u are called exceedances. The Pareto distribution is fitted using only this
part of the data. 109 of the 2167 claims in the data set are such exceedances.

In this section we let the distribution of the claim sizes be a weighted average
of a standard exponential distribution and a standard Pareto distribution. The
weight assigned to the Pareto distribution corresponds to the share of claims

109
that are exceedances, s7¢=-
The standardized Pareto distribution has a density given by

folz) = (@ —1)% (& —142)"FY 2 >0a>1, (27)

and tail distribution function

Falz) = <af1ix)a

This form of Pareto distribution is called ‘standardized Pareto’, since the expec-
tation value is 1 for every &. This distribution is regularly varying with index
&. For Ap = 0 asymptotic formulas for the ruin probability are given below.
Asymptotically the tail of the mixed distribution we use is dominated by the
Pareto part, and thus is also regularly varying.

Corollary 1. Assume that the claim sizes follow a mix of a Pareto distribution
with density, as in (27), and a light-tailed distribution. Assume that a weight 0 <
w < 1 is assigned to the Pareto distribution and a weight 1 —w is assigned to the
light-tailed distribution, i.e. a distribution whose moment-generating function
exists in a neighborhood around zero.

(i) Consider the Cramér-Lundberg model, with claim sizes following a mized
distribution as described above. In this model the ruin probability is asymp-

totically given by A
a—1 ¢
t) ~dwt | —— .

(ii) Consider a risk process with investment of the form given in (2), with claim
sizes following a mized distribution as described above, and with Ar = 0.

L1 1
6= 5@%33 — & <F 2a§> # 0.
Then the ruin probability is asymptotically given by
A (g a-1 \"
) R — ( ot _ 1) —_— . 28
vt~ (e S (28)
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m 128 512 2048 4196
105 408 1620 3237
y=31
Value | 0.0755 | 0.0436 | 0.0376 | 0.0367
C.R n.a. 2.42 2.15 2.08

y=45
Value | 0.0298 | 0.0124 | 0.0100 | 0.0097
C.R n.a. 2.98 2.32 2.17

y=63
Value | 0.0101 | 0.0036 | 0.0031 | 0.0030
C.R n.a. 4.09 2.61 2.30

3

Table 7: Convergence for the ruin probability in the Cramér-Lundberg model

with p = 216.7 (corresponding to a safety loading of 0.1) and A = 197. The

claim distribution is a mixture of a standard exponential distribution and a

standardized Pareto distribution with parameter & = 2.01. The weight assigned
109

to the Pareto distribution is 3167

As expected, the numerical results show that ruin probabilities based on a
heavy-tailed claim size distribution model are larger than when based on a
light-tailed claim size distribution. The most striking differences between the
results for the heavy-tail models, given in Table 8 compared with the results
for light-tailed models, given in Table 5 are found for T = 1 (one year). With
initial capital 63 (corresponding to 32 % of the expected annual claim cost) and
assuming the Cramér-Lundberg model, the ruin probability in the heavy-tail
case is 17.6 times larger than in the light-tail case.

For the stock models fitted to long-term trends the ruin probabilities are
about the same or even lower than for the Cramér-Lundberg models, which do
not include investment risk. On the other hand, when fitted to the period 2000-
2011, given in Table 9, the ruin probabilities for the stock models start to grow
quickly with increasing T, in particular for 7' > 2. Especially for large initial
capitals and T € {5, 10}, the ruin probabilities for the stock models are almost
twice as high as the ruin probabilities with the Cramér-Lundberg model, given
in Table 8.

For the case of regularly varying claim sizes and large values of the initial
capital the formulas of Theorem 3 suggest the following: If 6 > 0 the ruin
probabilities are higher than in the Cramér-Lundberg model. If < 0 the ruin
probabilities are lower than in the Cramér-Lundberg model. More precisely,
when 6T << 0 the ruin probability on the time horizon T is close to —$AF(y).
When 0T = 0 the ruin probability grows approximately linearly as a function
of T for fixed (high) initial capitals. When T >> 0 the ruin probability
grows exponentially with 7. Our numerical experiments support this assertion.
Moreover, as can be seen from Table 8 and Table 9, the asymptotic formula
for the ruin probability seems to be quite accurate, at least as long as the ruin
probability from that formula is less than 0.002.
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Model Cramér- Geometric Brownian Motion
Lundberg
Data n.a. U.S. T-bills | U.S. T-bonds | U.S. Stocks S&P 500
Period n.a. 1928-2011 1928-2011 1928-2011 7/1962-12/2003
(annual) (annual) (annual) (daily)
0 0 —0.0082 —0.03004 —0.04026 —0.09595
T=1
y =31 0.0367 0.0393 0.0359 0.0351 0.0337
Asym. (0.0095) (0.0095) (0.0094) (0.0093) (0.0091)
y=45 0.0097 0.0107 0.0095 0.0095 0.0089
Asym. (0.0046) (0.0046) (0.0045) (0.0045) (0.0044)
y =63 0.0030 0.0032 0.0030 0.0030 0.0028
Asym. (0.0024) (0.0023) (0.0023) (0.0023) (0.0022)
y =100 0.0010 0.0010 0.0010 0.0010 0.0009
Asym. (0.0009) (0.0009) (0.0009) (0.0009) (0.0009)
T=2
y =31 0.0592 0.0587 0.0575 0.0554 0.0526
Asym. (0.0190) (0.0188) (0.0184) (0.0183) (0.0173)
y=45 0.0198 0.0196 0.0191 0.0187 0.0171
Asym. (0.0092) (0.0091) (0.0089) (0.0088) (0.0083)
y =63 0.0064 0.0064 0.0062 0.0063 0.0057
Asym. (0.0047) (0.0047) (0.0046) (0.0045) (0.0043)
y =100 0.0018 0.0018 0.0018 0.0018 0.0017
Asym. (0.0019) (0.0019) (0.0018) (0.0018) (0.0017)
T=5
y =31 0.0767 0.0758 0.0734 0.0699 0.0653
Asym. (0.0047) (0.0465) (0.0441) (0.0430) (0.0377)
y =45 0.0308 0.0303 0.0290 0.0278 0.0248
Asym. (0.0229) (0.0224) (0.0213) (0.0207) (0.0182)
y =63 0.0120 0.0117 0.0111 0.0110 0.0094
Asym. (0.0118) (0.0115) (0.0109) (0.0107) (0.0094)
y = 100 0.0036 0.0036 0.0034 0.0034 0.0029
Asym. (0.0047) (0.0046) (0.0044) (0.0043) (0.0037)
T =10
y =31 0.0809 0.0799 0.0769 0.0729 0.0676
Asym. (0.0950) (0.0912) (0.0821) (0.0782) (0.0611)
y=45 0.0342 0.0335 0.0318 0.0302 0.0266
Asym. (0.0458) (0.0440) (0.0395) (0.0377) (0.0294)
y =63 0.0144 0.0141 0.0131 0.0127 0.0107
Asym. (0.0236) (0.0226) (0.0204) (0.0194) (0.0152)
y = 100 0.0049 0.0048 0.0044 0.0043 0.0036
Asym. (0.0094) (0.0090) (0.0081) (0.0077) (0.0061)

Table 8: Calculated and asymptotic ruin probabilities for the classical Cramér-
Lundberg model, plus four models with investment following geometric Brownian mo-
tion (GBM) fitted to long-term historical trends. The premium rate is p = 216.7, and
the expected number of claims per year is A = 187. This corresponds to a safety load
of 0.1. y = 63 corresponds to an initial capital equal of 32% of the expected claim cost
per year. The claim sizes follow a mixture of the standardized Pareto distribution with
parameter & = 2.01, as used in Embrechts et al. (1997), and a standard exponential
distribution. The weight assigned to the Pareto distribution is %. Asymptotic ruin
probabilities are given in parentheses.
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Data | U.S. T-bills | U.S. T-bonds | U.S. Stocks S&P 500
Period 2000-2011 2000-2011 2000-2011 1/2000-11/2011
(annual) (annual) (annual) (daily)
0 0.00583 —0.07559 0.12539 0.14040
T=1
y =31 0.0368 0.0348 0.0394 0.0398
Asym. | (0.0095) (0.0092) (0.0101) (0.0102)
y =45 0.0098 0.0092 0.0110 0.0112
Asym. |  (0.0046) (0.0044) (0.0049) (0.0049)
y =063 0.0030 0.0029 0.0034 0.0035
Asym. | (0.0024) (0.0023) (0.0025) (0.0025)
y =100 0.0010 0.0009 0.0011 0.0011
Asym. | (0.0009) (0.0009) (0.0010) (0.0010)
T=2
y =31 0.0595 0.0549 0.0649 0.0658
Asym. | (0.0191) (0.0176) (0.0216) (0.0219)
y =45 0.0199 0.0179 0.0234 0.0239
Asym. | (0.0092) (0.0085) (0.0104) (0.0106)
y =63 0.0065 0.0058 0.0080 0.0083
Asym. | (0.0047) (0.0044) (0.0054) (0.0054)
y =100 0.0019 0.0017 0.0022 0.0022
Asym. | (0.0019) (0.0017) (0.0021) (0.0022)
T=5
y =31 0.0773 0.0689 0.0873 0.0889
Asym. | (0.0482) (0.0396) (0.0660) (0.0688)
y =45 0.0312 0.0263 0.0386 0.0398
Asym. | (0.0232) (0.0191) (0.0318) (0.0332)
y =63 0.0121 0.0098 0.0167 0.0174
Asym. | (0.0120) (0.0098) (0.0164) (0.0171)
y =100 0.0037 0.0030 0.0052 0.0055
Asym. | (0.0048) (0.0039) (0.0065) (0.0068)
T=10
y =31 0.0817 0.0716 0.0945 0.0967
Asym. | (0.0978) (0.0667) (0.1895) (0.2075)
y =45 0.0347 0.0284 0.0449 0.0466
Asym. | (0.0471) (0.0321) (0.0913) (0.1000)
y =63 0.0147 0.0113 0.0215 0.0226
Asym. | (0.0243) (0.0165) (0.0470) (0.0515)
y =100 0.0050 0.0038 0.0081 0.0086
Asym. |  (0.0097) (0.0066) (0.0188) (0.0206)

Table 9: Calculated and asymptotic ruin probabilities for four models, with invest-
ment following geometric Brownian motion (GBM) fitted to data from 2000-2011. The
premium rate p = 216.7 corresponds to a safety loading of 0.1. The expected number
of claims per year is A = 187. The claim sizes follow a mixture of the standardized
Pareto distribution with parameter & = 2.01 (used in Embrechts et al. (1997)) and a
standard exponential distribution. The weight assigned to the Pareto distribution is
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5165+ Asymptotic ruin probabilities are given in parentheses.
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4.5 Jumps in the investment process

Ramezani and Zeng (2007) discuss maximum likelihood estimation for the Mer-
ton model and the Kou model, as well as the geometric Brownian model (GBM).
In particular they fitted these models to the S&P for daily observations for the
period 1962-2003. In the previous section we used estimates from Ramezani
and Zeng (2007) for the GBM model.

In both the Merton model and the Kou model the returns follow a jump-
diffusion process. The Merton model was introduced in Merton (1976) and
consists of letting the jumps of the returns follow a log-normal distribution.
The Kou model was first discussed in Ramezani and Zeng (1998) and in Kou
(2002). In this model the jumps of the log-returns follow a double exponen-
tial distribution. The Merton and Kou models are discussed in more detail
in Ramezani and Zeng (2007) and in Chapter 4 in Cont and Tankov (2004).
Annualized and inflation-adjusted versions of the parameter estimates for the
Merton model fitted to the S&P 500 data are in Table 10, where y and o are the
parameters of the log-normal distribution. For the Merton model the 6 defined
in Theorem 3 is given by

1 1 1
0= 5042012{ -« (r — 2012%) + Ar (exp (—au + 2a202) — 1) .

Similarly, annualized and inflation-adjusted versions of the parameter estimates
from Ramezani and Zeng (2007) for the Kou model are given in Table 11.
In Ramezani and Zeng (2007) it is assumed that the arrival times of ”good”
and ”"bad” news (leading to positive vs. negative jumps) follow two different
independent Poisson processes. These have intensities A, and Ay, respectively.
In Table 11 the parameter estimate for Ar corresponds to the annualized value
of the sum of their estimates for A, and Ag, while the parameter ¢ refers to
the fraction ﬁ 71 is the parameter of the exponential distribution of the
positive jumps in the log-returns process. 72 is the parameter of the exponential
distribution of the size of the negative jumps in the log-returns process. If 9o > «

then 6 for the Kou model is given by

1 1 q l—gq
92QZU%Q<T20%>+>\R<HO‘+1_Q1).

m 12

With the parameter estimates from Ramezani and Zeng (2007) we get
0~ —0.11.

Again this suggests a smaller ruin probability than with the Cramér-Lundberg
model.

With these parameter estimates, values for the ruin probability in the Merton
and Kou models are shown in Table 12. The table shows that, for the S&P 1962-
2003 data, ruin probabilities do not differ much between models. This is not
the case if we consider investment in a single stock and use parameter values
from Ramezani and Zeng (2007), but this is a highly implausible strategy.
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T OR )\R 1% g 0
0.05674 0.127 18.5724 | 0.0005 0.0199 | —0.06909
(0.0252) | (0.0252) | (2.6712) | (0.0009) | (0.0005) n.a.

Table 10: Parameter estimates from Ramezani and Zeng (2007) for the Merton
model fitted to daily returns of the S&P 500 1962-2003. Annualized standard
errors are in parentheses. 6 is defined in Theorem 3.

T OR AR q m 72 0
0.15754 | 0.07302 | 237.8376 | 0.4521 | 173.91 | 185.98 | —0.1054
n.a. n.a. (41.1516) n.a. (036) (038) n.a.

Table 11: Parameter estimates from Ramezani and Zeng (2007) for the Kou
model fitted to daily returns of the S&P 500 1962-2003. Annualized standard
errors are in parentheses. 6 is defined in Theorem 3.

Model | T=1 | T=2|T=5|T=10
CL 0.0010 | 0.0018 | 0.0036 | 0.0049
GBM | 0.0009 | 0.0017 | 0.0029 | 0.0036
Merton | 0.0009 | 0.0017 | 0.0031 | 0.0036
Kou 0.0009 | 0.0017 | 0.0029 | 0.0039

Table 12: Ruin probabilities for the classical Cramér-Lundberg (CL) model and
three investment models fitted to daily observations of S&P 500 7/1962-2003.
The claim sizes follow a mixture of the standardized Pareto distribution with
parameter & = 2.01 (used in Embrechts et al. (1997)) and a standard exponential
distribution. The weight assigned to the Pareto distribution is £%-. The initial

2167
capital is set to y = 100.
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5 Conclusions

The numerical experiments suggest that using precalculated Gaussian quadra-
ture rules is an efficient way of calculating the integrals in the numerical solution
of the PIDE (8). The dominant source of error seems to be the differential terms
rather than the numerical integration. From a numerical point of view the main
problem is the following: For the finite-difference method to be numerically sta-
ble the differential terms often have to be approximated using one-sided finite
differences rather than central differences. This gives a slower convergence, in
particular for moderately sized initial capitals and models where the diffusion
term is small.

As for the ruin probabilities for the fitted models, they can vary substantially
depending on which time period is selected for the data. The ruin probabilities
are also quite sensitive to the value of the 6 defined in Theorem 3, and in
particular the sign of 4 is critical. If # > 0 (Table 9) the effect of investments on
the ruin probabilities is moderate on short time horizons, but more pronounced
for longer time horizons. Our numeric results suggest that the asymptotic result
in Theorem 3, based on Theorem 4.1 in Hult and Lindskog (2011), is rather
accurate for short time horizons. For long time horizons, in particular for T > 5)
the initial capital needs to very high for the formula to be a good approximation.

A possible topic for future research is to estimate inflation from the claim
sizes themselves. This might require new numerical methods. It might also
be interesting to approximate the small claims with a diffusion process. This
would increase the ellipticity and thus allow more nodes to be approximated with
central differences. Since the computation time is proportional to (A + Ag) T
the ruin probability in such a model would be easier to compute efficiently.
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Existence of a classical solution of a parabolic
PIDE associated with ruin probability

June 18, 2012

Abstract

In this article we will prove existence of a classical solution of the
integro-differential equation for ruin probability in finite time stated in
Paulsen (2008).
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In Paulsen (2008) the risk model consists of a basic risk process P; with Py = 0,
and a return on investment generating process R, with Ry = 0. The risk process

is defined as

t
Y, ::erPtJr/ Y,_dR,, (1.0.1)
0



with initial value Yy = y. In the above the stochastic process R; is assumed to
be a diffusion process of the form

Rt =rt+ O'RWR,t, (102)

where r and o are nonnegative constants and Wg is a Brownian motion. P, is
assumed to be a jump-diffusion process of the form

Ny
Pr=pt+opWpi =Y S, (1.0.3)

=1

where p and op are nonnegative constants and Wp is a Brownian motion, Ny is
a Poisson process with rate A, and the {S;} are positive, independent and identi-
cally distributed random variables with distribution function F'. Wp;, Wg ¢, Ny
and the {S;} are assumed to be mutually independent. The time of ruin is
defined as the stopping time

T=inf{t:Y; <0}, (1.0.4)

with 7 = o0 if Y stays nonnegative. In the case that op > 0 the infinite variation
of the Brownian process Wp; ensures that

inf{t:Y; <0} =inf{t:Y; <O0}.

With 7 defined as above the probability of ruin in a given finite time ¢ is defined
as

U(yt)=P(r <tYo=y).

2 PIDE for the ruin probability

Let F' be the distribution function of a probability measure that assigns no mass
to (—o0,0]. For every (y,t) € (0,00) x (0,T], let L be the parabolic differential
operator

Oh(y,1)

1 0%h(y,t
Lh(yvt) = 7(0129 + U?Zy2)a(y2) ay )

3 +(+ry)

and let A be the integro-differential operator
Y
Ab(y,t) = Lh(y. ) +A | by = 2 0dF () ~ Auly. ).
0

In Paulsen (2008) it is stated that the ruin probability should be the solution
of the following partial integro-differential equation (PIDE):

’(/J(y,O) =0, y>0
¥(0,t) =1, tel0,T] (2.0.5)
QD) A(y,t) = AF(y), (y.t) € (0,00) x (0,T].

In the above F(y) = 1 — F(y) is the tail distribution function. Asymptotically
a solution of equation (2.0.5) should satisfy

ylg{)lo P(y,t) =0, tel0,7T]. (2.0.6)



We observe that the operator A is linear and uniformly elliptic, while the initial
condition, the boundary condition, and all the coefficients are all analytic for
y > 0. This suggests that equation (2.0.5) ”should” have a smooth solution, at
least if the distribution function F'(z) is smooth. A closer look, however, reveals
a number of properties that violate the standard assumptions in the literature
on PDE and PIDE problems.

e The domain is unbounded.
Some literature, in particular on PDE’s, discusses problems with un-
bounded domains. In general, however, these treatises require that at
least the coefficients of the second space derivative be bounded. In our
case the coefficient of the second space derivative is

1
)
which is obviously not bounded for y € (0, 00), when og > 0.

e Violation of compatibility condition.
The initial condition dictates that lim, o (y,0) = 0, whereas the bound-
ary condition dictates that lim; g (0,¢) = 1 # 0. The initial condition
and the boundary condition are thus incompatible. Any solution of (2.0.5)
must hence be discontinuous at the origin, which violates the requirement
that a classical solution must be continuous at at the boundary.

e Asymptotic boundary condition
In addition to the difficulties mentioned above we need to verify that, for
any t € (0,7, limyyoo ¥(y,t) = 0.

The upshot of this is that standard theory does not immediately ensure existence
and uniqueness of a solution of equation (2.0.5). Instead we have to rely on more
indirect methods, and work mostly with an emulation of (2.0.5) on a truncated
domain (0, ) x (0,1], with the more standard boundary equation ¢ (k,t) = 0
for t € [0,1]. Since there can be no classical solution we will in this article
instead look for a solution that satisfies the requirements of a classical solution,
including continuity to the boundary, except at the origin. We will call such a
solution a classical solution, except at the origin. The last result in Section 3,
Theorem 3.0.4 establishes the existence of such a classical solution, except at
the origin, on any truncated domain.

Our objective is to establish existence on an unbounded domain, with the
asymptotic boundary condition. For this we will need some estimates which
we will obtain in Section 4. To derive these estimates we assume that the
coeflicients satisfy op > 0 and either cg = r = 0 or og > 0 and that the tail
distribution F satisfies

FO<Cc+9™", (=0
for some positive constants C and /3.
In the last part of the article, Section 5, we will establish in Theorem 5.1.2 and

Theorem 5.2.2 the existence of a classical solution on the original unbounded
domain which even satisfies the asymptotic boundary condition.



3 Existence and uniqueness on a truncated do-
main

In this paper we will be working with the Green spaces defined in chapter VII
in Garroni and Menaldi (1992). To be compatible with the definition of these
spaces we will henceforth assume that 7' = 1.

In order to standardize equation (2.0.5) with T # 1 we can just substitute the
parameters p,op,or and X with pT,opvVT,0rVT and XT. We can therefore
without loss of generality assume that 7" = 1, which we will do in the rest
of the paper. In order to have all the coefficients of A bounded we introduce
a truncated domain (0,x) for y. The upper boundary condition is now in a
standard form.

Vi(y, ): . ye(0,K),
¥r(0,8) = e [0,1],

U (K, t) = 0, € [0,1], (3.0.7)
B ( t)=AF(y), (y.t) € (0,x) x (0,1].

Taking a cue from Garroni and Menaldi (2002) we will look for a solution v, (y, t)
of (3.0.7) by considering the three equations

1/’1,;1(% 0) 07 Y S (07 K/) )
LZJL,{(O, t) 1, te [0, 1] , (3.0.8)
U1 (Ii,f) =0, te [0 1] e
dwlgt(y,t) %U%d Y1, n(y t) +paw1§y(y,t)7 (y,1) € (0,5) x (0,1],
z/}Z,H(yv O) = 07 Y S (07 K/) )
1/)2,,.;(0, t) =0, te [0, 1] , (3.0.9)
Vo (K, 1) =0, tel0,1], e
M LQ/} KT HLH (yat) ) (y7t) € (07 H) X (07 1}7
where
1 aZw K ) 8 K Y
Hyp(y,t) = sohy* ——F (2y Dy ry z/u <y ) — A1 (3, 1)
2 d%y
[ = 2 dFG) 4 (),
and
7/’3,5(% 0) = Oa Y € (07 K’) )
¥3.:(0,1) =0, te]l0,1], (3.0.10)
V3. (K, 1) =0, telo,1], o
% - A¢3,n (y7 t) = H2,m (yv t) ) (ya t) € (07 K) X (07 1]
Here

y
Ho (5,) = Mo (3,1) + A / o (y — 2,0 dF(2).



Now we focus our attention on the first of the above three equations (3.0.8). Ex-
istence and regularity of a solution to that equation can be determined from the
close relation between this equation and a certain passage time of the Brownian
motion W, ;. Consider the following three equations.

w{(ya 0) = 0, y > 0,
¥7(0,1) =1, te[0,1], (3.0.11)
limy_)oo wT (y7 t) = O’ t G [O’ 1] b e
* 2 ok
2 = 10324 (y,1) € (0,00) x (0,1].
V1,00 =0, ye(0,rx),
V1.(0,t) =1, tel0,1], (3.0.12)
'l/JiK (k,t) =0, te]l0,1], o
P}, (yt %Yt (y,t
Wipvt) 152 0D () 1) € (0, ) x (0,1].
and
wl (y7 O) = 07 y > 07
1/)1(0,t) = 1, te [O, 1},
limy 00 1 (y,t) =0, tel0,1],
) , 22 , ) ,
Bfud) 30 G +pPHY (1) € (0,00) X <0(,3 12). »
Let
0 :inf{t >0:y+opWp, <0}7
To=inf{t >0:y+pt+opWp, <0},
T =nf{t >0:y+opWp; > K},
and let

Tuly) =inf{t >0:y+pt+opWp; > k}.
Since 7 (y, t) is just the probability P (1o < t) it is well known that

9 [e’e) .2 y t 5 — y;’
Pi(y,t) =1/ — e Tds = s"2e 27p°(s
1\Y
™ vl opV2m Jo
op

is a unique solution of equation (3.0.11). Equation (3.0.12) corresponds to the
probability P (7o < min (7,,t)). It is known (see exercise 2.8.11 in Karatzas and
Shreve (1991)) that equation (3.0.12) has the unique solution

e _ @nety)?

1 b 3
1 1) = E 2nk + /5756 2P (s.
1/)1,5(9 ) O'P\/ﬂ L ( y) 0

Similarly, equation (3.0.13) corresponds to the probability P (7 < ¢) and (3.0.8)
corresponds to the probability P (7p < min (7,t)). Similar applications of Gir-
sanov’s theorem, as in section 3.5.C in Karatzas and Shreve (1991)), yield that

—0o0

y t 3 _(y+58)2
=t [t (3.0.14)



and

oo t | @nrtn? s 1 2 52 2}
_3 o2 TPY+50pD°s
(Y, t) = ———— 2nk + /s 2¢ [ 2ops ds,
Vru(y,t) = ——= n;m( v |
(3.0.15)
h

where e P
0T

We will return to equation (3.0.13) and the solution (3.0.14) later in the ar-
ticle. Unfortunately it will turn out to be much more difficult to establish the
existence of a solution of equation (3.0.9). Uniqueness, however, is relatively
straightforward to establish, as outlined below.

Theorem 3.0.1. If
g1 (y,t) € C*1((0,5) x (0,1])

and
g2 (y,1) € C*1((0, %) x (0,1])
are two classical solutions of equation (3.0.9), then
91 (y,t) = g2 (y, 1),
for every (y,t) € [0, k] x [0, 1].

Proof. Since ¢1 (y,t) and g1 (y, t) are assumed to be solutions of equation (3.0.9)
this follows from Theorem 1.3.1 in Garroni and Menaldi (1992) by considering
the differences

g1 (y,t) — g2 (y,1).
O

Before proceeding to establish existence of a solution of (3.0.9) we will first
need to establish some auxiliary results and then introduce the concept of a
Green function.

Proposition 3.0.1.
For every x € R, t > 0 and for any a,c >0 and 0 < < ¢

x? a z?
sup |z|” exp <—c> < Ctz exp (—(c - 9)) ,
t€(0,1] t t

where
o
«

(27 e (-E
€= < 0 > =P ( 2) '
Proof. Let (t,0) € (0,1] x (0,¢). We observe that since

aN 5 2
2 _ My le—0Z
(9> exp( 2)t exp( (c 9)t>>0,

there must exist some € € (0, %) such that

2 2
|z|* exp <cxt) < Ct% exp <(c - H)xt> ,



for every x € [0, ¢]. Moreover, for every « > €
«@ |'T|2 < <
2| exp | —0— | < (¢?) sup 22 exp (—02)
t 2€[2 00)

Let h(z) = 2% exp (—02). Differentiating h we get that

B(z) = 2% (—9 + %zil) exp (—02z),

and negative for z > %. Thus

SN

which is positive for z € (0, %), 0 for z =
o a2\ % o

sup z2exp(—6z) = <2> exp (77) .
ze[%po) 0 2

Since t was arbitrarily chosen the result follows. O

Proposition 3.0.2. For every (z,t,€,9) € Rx (0,1] x R x [0,t) and p,q,¢ > 0,

pra—1 L' (p)T (q)

/19(15_8);7— (s =N "ds=(t—1) Thra)

/Rexp (—c li:i' + ‘Z__% ]) dz
SO (45

where T'(z) is the Gamma function

and

o0
I'(x) ::/ 2" texp(—2)dz, x>0.
0

Proof. These identities are proven in section 1.1 in Garroni and Menaldi (2002).
O

Proposition 3.0.3. Let ¢ > 0, d € R, let —0c0o < a1 < ags < 00, —00 < by <
by < 00 and let

Dap := (al,ag) X (0, 1] X (bl,bg) X [O,t).

Let h (y,t,£,9) be a continuous function on Dy such that h(y,t,&,9) is differ-
entiable with respect to t on Dy, and for some constant C

h (y,t,€,9)] < C (t—9) " exp (c%) (3.0.16)

and

oh 9 N —6)?
D] <cmu o)



for every (y,t,£,9) € Day. Then, for some constant C
[ (s, €9) = By, £, 0)] < Ot =¥ [ =0) ") 4 (¢ = 9) "]
w92 w97
><<exp< c P + exp Cit’—ﬁ
(3.0.17)

and

. ’ e g —(d+a) 71 (y*§)2
(0 1,6,0) — h(y,#,6,0)] < Cle— 1" | (1= 9)" ) exp [ =%

+ (' — ﬂ)_(d+a) exp (—;C(Z/_%Q)}
(3.0.18)

for every (y,t,£,9) € Dap, every t' € (¥,1], and every a € [0, 1].
Proof. Let to = max (¢,t') and ¢; = min (¢,¢'). Assume first that
to —t1 >t — 0.
We note that in this case
ty— 9 <2ty —t1).
Hence, for every a € [0, 1]

|h(y,t7£,’l9) - h(yvt,7§7ﬁ)| < |h(y7ta§719)| + ‘h(y,t/7£,’l9)|

2
<20t —t|*|(t —9)" T exp <_c(y—€>>

)

From the above it is obvious that for this case the inequality (3.0.17) also holds.
Now, assume instead that

—

+ (' - ﬁ)_(d+a) exp —c(y ¢’
t—4

to —t1 <t1 — 9.

We first observe that under this condition
t2—19<2(t1—19)

and hence we only need to prove that the inequality (3.0.17) holds. Moreover,
it follows from the mean value theorem that

B (y,t,69) = By, ¥, € 0)| < Clt =] [(E = 0) "D 4 (¢ = ) "]

(o <_c<§ - ff) tep (_d@;— fg))




Thus the required bound (3.0.17), and hence (3.0.18), can be obtained, since
[t —t'| <min(t —9,t' — 7).
O

Corollary 1. Assume that h (y,t,&, V) is differentiable with respect to ¥ on Dy,
that (3.0.16) holds and that

‘3h(%uéﬂﬂ‘§(7@7%u+nexp<cﬁr—£f>

99 t—1
for every (y,t,£,9) € Day. Then, for some constant C

b (9,4,6,0) = h (g £, 6 0) < O =" [(E=9)” ) 4 (£ —0) ]
2 2
X <exp <—c(i:? )—l—exp <_C(i:§2 ))

2
h(y,t,€,9) = h(y,t,&0)| < Clt =t [(t_ﬁ)—(d+a) exp< 1 =9 )

Hence

Ty

2
+(t— ﬁ’)_(d+a) exp (—;c(i : 32 )} .

Proposition 3.0.4. Let ¢ > 0, d € R, let —00 < a1 < a3 < 00, —0 < by <
by < 00 and let

Dap = (al,a2) X (0, 1] X (bl,bg) X [O,t).
Let
D&b = [al,ag] X (0, 1] X (bl,bg) X [0775)

and let h(y,t,&,9) be a continuous function on Dgp such that h(y,t,&,9) is
differentiable with respect to y on Dgy. Assume that, for some constant C,

I ( _g\—d _ (y—f)z
Y, t,6,0)| < C(t—9) “exp . (3.0.19)
on Dgp and
2
‘W‘ < C(t—9)"(43) exp (Ji_? > (3.0.20)

on Dgy. Then, for some constant C',

B (y.t.€,9) = h(y' . t.£,9)| <Cexp (c) [y —y/'|* (¢ — 0) ")

X (exp (—c(yt:? ) + exp <—c(yt :g) ))
(3.0.21)

for every (y,t,&,9) € Dap, every y' € [a1,az], and for every a € [0,1].



Proof. Let yo = max (y,y’) and y; = min (y,y’). Assume first that
t=0<ly—y.
We note that in this case
(k=0 <=0 D -y,

and hence in this case it follows from the bound (3.0.19) that the bound (3.0.21)
holds. In the rest of the proof we will assume that

t—9> -y
Because of the continuity on D, we can also assume that
a; <y <y < as.
We note that in this case
ly =3/ (¢ = 9) " <y — g (- 0) (3.0.22)

Assume in addition that & ¢ (y1,y2). For this case it follows from the Middle
Value Theorem and the bounds (3.0.20) and (3.0.22) that,

A (y,t,6,9) = h (Y, £,€,9)| <Cly —y/|" (¢t =)D

The last possible case is that (3.0.22) holds and that £ € (y1,y2). In this case
we note that

min (cxp <_C(yt_§9) ) , eXp (—c%_?)) > exp(—c),

and hence it follows from the Middle Value Theorem and the bounds (3.0.20)
and (3.0.22) that

|h(y7t»§719) — h(y/’t7§,19)| Scexp (c) |y _ y/|a (t _ 0)—(d+%)

(y =&’ (v - &)°
X (exp <—c P > + exp (—CH?)).

O

Corollary 2. Assume that h(y,t,&,0) is differentiable with respect to & on Dy,
that (3.0.19) holds and that, for some constant C,

2
‘m“%é&m‘<C@—m(w2%m<—4i_?>,

for every (y,t,£,9) € D. Then, for some constant C

B (y,t,€,9) = b (y,1,€',9)] <Cexp (o) [¢ = &|" (¢t =)~ )
X (exp <—C(y_)2> + exp (—c(y_gl)Q>>
t—9 t—1o

10



Proposition 3.0.5. (i) Ifa,b> 0, then

and

(ii) Ifa € R and b > 0, then for some constant C

b , 2 2
/ as_%exp (—a)‘ds<0exp (_a) ,
0 S b

(iii) Ifa # 0 and b > 0, then for some constant C

b 2 2
2/ asfgexp (_a> ds SC’b*%exp (—a>,
da Jy 5 b

2

2 b 2
%/ as_%exp (—2) ds| < Cab™ 2 exp (—i)),
0
0 b 3 a2 3 a2
il -5 = < -5 _Z
6b/oas eXp( 5>ds_Cab eXp( b)’

83 b 3 a2 3 1a2
- -3 - <COb 2 ——— .
8a3/0a8 exp( s)dsC’b exp( 2b>

2

Proof. For part (i): This can be calculated using the substitution z = “-.

For part (ii): This is obvious if @ = 0. Assume that a # 0 and that
la| > Vb.

For this case a simple calculation using the identity given in part (i) yields that
the stated claim holds. In the following assume that a # 0. and that

la| < V. (3.0.23)

2

I := /2 |al s77 exp (a> ds,
0 S
b . 2

Iy = / |a|s_% exp <_a) ds.
b s

2

Consider

o

and

11



The identity given in part (ii) yields that

a2

a2 > _ 1 1
< exp - , % exp —52 dz
94

2
< Cexp (—i))

for some constant C. Under the assumption (3.0.23) a simple calculation yields

that
[ <e _—
XP .
2 > I

The other bounds follow from Proposition 3.0.1. O

I :/ zféexp(—z) dz
2

The most important concept in this article is that of a Green function, which
we will now define, adapted to equation (3.0.9). ’

Definition 3.0.1. A function G- . (y,t,£,9) defined in the domain D,., where

D, ={y,t,§,9:y€(0,r),£ € (0,r),0< I <t <1},
0D ={y,t,§,0:y €{0,r},£ € (0,r),0< I <t <1},

D, =D, U0D,

is called a Green function on D, for the differential operator L* with Dirichlet
boundary condition if it satisfies:

(1) Gr-x (y,t,€,9) is continuous in (y,t),
and locally integrable in (€,9),

(i)

GGL*,N (y7 t, 57 19)
ot

- L*GL*,K (yatagﬁ/ﬁ)
=0(y—¢)ad(t—1), inDy,

liHiOGL*’R (y,t,£,9) =06 (y—&), in Dy, (3.0.24)

t—19
GL*# (y7 t7 57 19) = O, m 8DH7

In the above 0 (y,t) is the Dirac measure at 0.

In order to derive existence and some regularity of a solution of equa-
tion (3.0.9) we want to use use Theorem VI.2.2 in Garroni and Menaldi (1992).
This theorem, however, requires the right hand side of the equation (in our case
the function Hy , (y,t)) to belong to the function space C*% ([0, ] x [0,1],R)
defined below.

Definition 3.0.2. Let C°([0,x] x [0,1],R) be the Banach space of bounded,
real valued, continuous functions on [0, k] x [0, 1], with the supremum norm.

12



Let g (y,t) € C°([0,] x [0,1],R). We will say that
g €C™%((0,5] x [0,1],R)

or that g is Hélder continuous on [0, k] x [0, 1] with index o
if g has a finite value for the semi norm

inf{C’>0 lg (y,t) —g (., )| < Cly— |, Vy,y €[0,k] anthG[O,l]}
—i—inf{C’ZO:|g(y,t)—g(y,t')\§C|t—t’|%,Vy€[0,/i] anth,t’e[O,l]}.

Alas, because of the singularity at the origin it is clear that
Hiy . (y,t) ¢ C*%(]0,x] x [0,1],R) and we will have to rely on a more indi-
rect approach. But first we need to explore a bit more the local regularity of
Hj . (y,t) on the inner domain, as we do in the next two results.

Definition 3.0.3. Let 1

Co — 59 -
20%

Lemma 3.0.1. There exists a constant C' such that for every (y,t) € (0,k) X
(0,1]

2
0 S wl,n (y7t) S CeXp (—Coyt> 3

awl’gy(y’t) < Ot~ % exp ( yt>
vt )
b o 18)
S
i P (y,1) _3 Loy
‘(‘3343 < Ct 3 exp (—2c0t> .

Proof. We first observe that in the formula (3.0.15) the singularity at the origin
of Y1, is taken care of by the term n =0, i.e. the term

1 ¢ 3 (y+ps)?
) = ——— —
Y1 (y,t) oov2r )y
From Leibniz’ rule it follows that

Ot _ ¥ -3 e (y + pt)”
ot opV2m 0 '

Because of Proposition 3.0.1 we conclude that for some constant C'

o1 (y,t) -1 I
it AT — gl ).
‘ " Ct™ " exp 5 €0 ;

13



Moreover, similar calculations as in the proof of Proposition 3.0.5 yield that for
some constant C'

oyt t
for I € {1,2,3}. Similar calculations as in the proof of Proposition 3.0.5 yield
that the stated bounds hold for this term. In this calculation it is helpful to use
the fact that the second derivative with respect to y can be expressed in terms
of the derivative with respect to ¢t and the first derivative with respect to y (a
consequence of 1 (y,t) being a solution of equation (3.0.13). The ratio test
shows that the full series expression for 91, (y,t) given in (3.0.15) converges
uniformly and thus 91 . (y,t) can be differentiated term by term. For |n| > 1

l 2
‘W‘ S Ct7% exp <_;C0y>

we note that (2n — ,‘iy)2 > k2, so an application of Proposition 3.0.1 yields that
all the other terms are smooth and sufficiently bounded for the whole series to
obey the stated bounds. O

Lemma 3.0.2. There exists a constant C such that for every (y,t) € (0,k) x
(0,1], every y1,y2 € (0,k), every ty,ts € (0,1] and every « € (0, 1] the following
bounds hold:

2

Y _ 1 B
| Yrnly = 0dF(:) + Fly) < Cexp (4COZ> +F(%),  (3025)

‘/Oy%m(yg — 2 0)dF(2) + Flys)
_ ( Oyl U1 (g1 — 2, 8)dF(2) + F(w))‘

<Clya— [t 2 (3.0.26)

(o (~h) o (~3ent2)
eF ()7 (5)),

/Oy U1,k (y — 2,t2)dF (2) (/ Y1y — 2,01)dF(2) + F(y))

<Clta —ta|* (7 +t2)

1oy Loy | a(y
x(exp <_8602€1)+6Xp (—Scotz +F(§) .
(3.

Proof. Let

¢1,H(y7t)v (y,t) € [Oa /i] X (07 1}7

wl,fi(yvt) = {1’ , (y’t) c (—O0,0) X (07 1]

We note that, for every ¢ € (0, 1], 11,.(0,t) = 1, and thus 1/;17,€(y, t) is continuous
on (—o0, k) x (0,1]. Moreover, since F(y) is a probability distribution it follows

14



that, for every (y,t) € [0, ] x (0, 1]

/ Y pinly — 2 O)dF(z) + Fy) = i T Gunly — 2 )dF(2).
0 0

Let § = min (y2,y1). From the identity above it follows that

Y2 Y1
V1,x(y2 — 2,t)dF (z) — Y1.x(y1 — 2,t)dF (2)
0

< || + |12

0

where )
y

L / Y (Wrnlys — 2,8) — (s — 2, 1)) dF(2),
0
and

I, = /{Z:Dg} (V1,6(y2 — 2,t) — 1 5(y1 — 2,t)) dF(2),

The stated bounds (3.0.26) and (3.0.27) can be obtained from considering Iy
and I, applying Proposition 3.0.4 and Proposition 3.0.3 and using the bounds
given in Lemma 3.0.1. O

Proposition 3.0.6. There exists a constant C' such that the bounds stated below
hold for every y,y1,y2 € (0,K) and every t,t1,t2 € (0,1] and every « € [0, 1].

2

Hinlnt) < € (exp (~jeals ) + 7 (3))

[Hiwe(y2,1) = Hin(yi, 1) < Clyz — 3 |“ 472

1y 1 y3
X (exp <_8cot> + exp (—Scot (3.0.28)
o (Y (Y2
+F(G)+F (2))7
and
|Hy x(y,t2) — Hix(y, t1)] < Cltg — t1]™ (17 +159)
1 92 1 92 _
X (exp <_80021{1> + exp (—80027?2) + F <22/)>
(3.0.29)

Proof. The bounds stated above can be obtained from the bounds given in
Lemma 3.0.1 and Lemma 3.0.2 and applying Proposition 3.0.4 and Proposi-
tion 3.0.3. O

Since Hy x (y,t) is not Holder continuous we will instead work with a se-
quence of Hélder continuous functions that converge to Hy , (y,t) .

Definition 3.0.4. For everyn € 2,3, ..., let

0, tel0,5],
() = exp<ﬁ17t+% (1—exp<ﬁ>), te(ﬁ,%),
1, te 1],

15



and let
Hyn(y,t) :==nn(t)Hy (y, 1), (0,t) € [0,] x [0,1].

The lemma below states that, for any fixed n, the Hi , ,(y,t) is indeed a
Holder continuous function. Because of this property we can invoke Theorem
VI.2.2 in Garroni and Menaldi (1992) to establish existence of a solution of the
following equation:

%,n,n(%@ =0, Yy € (O ”i)

VYo,en(0,t) =0, tel0,1],

V2,em (K,t) =0, te[0,1], (3.0.30)
3w2.mé;;(y7t) 1 (UP + O,Ryz) 9 ¢2 " n(%t) —(p+ry) 02, n;(% )

- Hl,n,n(ya t)’ (yv ) (Ov “) (07 1]'

Moreover, Theorem VI.2.2 also gives us a representation formula for s . ,,(y, 0),
which we will later use to show that

hm ¢2,n,n(ya t)
n—oo

is a classical solution of equation (3.0.9).
Lemma 3.0.3. For everyn € 2,3,...,
(i) ma(t) is differentiable on (0, L), and for every t € [0,1]

0<n(t) <1.

(ii) There exists a constant Cy,, depending on n, such that, for every o € (0, 1],
every (y,t) € [0,k] x [0,1], every y1,y2 € [0, k] and every t1,ty € [0, 1]

‘Hl,m,n(ylyt) - Hl,fs,n(y27t)| < Cnly2 — 7!1|a

and
|H1,n,n(yat2) - Hl,fe,n(yytl” S On ‘t2 - t1|a

Proof. Without loss of generality we can assume that to > ¢;. It follows from
the bounds given in Proposition 3.0.6 that there exists a constant C such that,
for every (y,t) € [0, k] x [i, 1], every y1,y2 € [0, k], and every 1,2 € [Qn, 1],

[Hy ey, t) = He(y1,1)] < Cn % Jyo — w1 (3.0.31)
and
|H1,H(y,t2) - H17n(y,t1)| <cn™! [ta — t1]. (3.0.32)
Now, for fixed n € 2,3,..., consider the function 7,(¢). An inspection yields
that
0<n(t) <1

for every t € (5, +). Since 0 < 1,,(¢) < 1 and since 7, (t) vanishes for t < 3- it
follows from the bound (3.0.31) that, for every y1,y2 € [0, k],

|H o (y2,t) — Hi o (y1,8)] < Cn7% |ys — 1] -

16



Moreover, Hy . n(y,t) is a bounded function, thus, for some (other) constant C,

_1
|Hy on (Y2, 1) — H1 o (y1,8)] < Cn™2 Jy2 — 11|,

for any « € (0,1]. Now, consider n,(t). Taking the limit we observe that

lim 7, (t) =0,
tot

while
limn,(t) =1,
trd

thus 7, (t) is continuous. Moreover, it can be calculated that the limit

lim 7, (¢)
tri

exists. Hence 1/, (t) is bounded by some constant C' on (0,1). From the bound
and the identities above, it follows that, for some other constant K

[ (t2) = n(t1)] < K [tz — 1],
for any « € (0,1], and thus, for some constant C,,

|H1,K,,n(yat2) - Hl,n,n(yvtl)‘ S |H1,H(y7t2) (nn(tQ) - nn(tl))l
+ |(H175(y,t2) - Hl,m,n(ya t1)) (1)
< Cp lta —t|*

O

Since Hi xn(y,t) is Holder continuous, we get an existence and representa-
tion result for equation (3.0.30), as stated in the theorem below.

Theorem 3.0.2. (i) There exists a unique Green function Gr, . (y,t,£,9) as-
sociated with the differential operator L and Dirichlet boundary conditions
on the domain Dy, i.e. satisfying the conditions in Definition 3.0.1. Fur-
thermore, there exist positive constants Cy, and ¢, depending on K, such
that, forl € {0,1,2},

0'Gp . (y,1,€,0) 1 (y —€)°
R e EL eXp(‘Cw_m7

and such that

8GL7H (ya ta ga 19) —% (y B 5)2
‘m‘ SCK/ (t_'lg) exp <_cn(tﬂ)> .

(ii) For any firedn € 2,3,...,,
t K
V) = [ [ G (08.6,9) H (6. 0)d0.
0o Jo
is a unique, bounded classical solution of equation (3.0.30).
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Proof. This can be shown to follow from Theorem VI.2.1 and Theorem VI.2.2
in Garroni and Menaldi (1992). O

The next result is the first step to prove that g, »(y,t) converges to a
solution of (3.0.9) of the form given below.

Definition 3.0.5. Let
0, (y,t) €(0,x)x {0},

Pon(y,t) =10, (y.t) € {0.5} x 0,1],
fg foﬁ GL# (ya ta §a 19) Hl,m<£7 ﬁ)dgd'& (ya t) € (Oa H) X (07 1]'

Lemma 3.0.4. There exists a constant C\, depending on k, such that, for any
(yO»tO) € (0, H) X (07 1];

(i)
[2.n(w0,t0)| < Cuto. (3.0.33)
Moreover, for every (y1,t1) € {0,k} x [0,1]
lim 4o, (y,t) = 0.
(ot ey P20
(i)

1/;2,;{(3/;15) € C2)1 ((Oa K:) X (Oa 1) ,R) .
Moreover, forl € {0,1,2} and n > %,

811/32,5(:% tO) _ ale,m,n(:% tO) < C (;
8yl Y=Yo ayl Y=Yo § 7
and ~
81/]2711(2/07 t) _ a¢2,n,n(y07 t) < C E
ot —to ot —| T m

Proof. For part (i): It follows from the bounds given in Theorem 3.0.2 and the
boundedness of (Hp . (£,V) that there exists a constant K, depending on &,
such that .

|GLx (y,t,&,9)| |H1(§,9) < K, (t—09) 2, (3.0.34)

for every (y,t,£,9) (0,k) x (0,1] x (0,K) x [0,¢). A calculation using the bound
above yields the bound (3.0.33). Moreover, because of the bound (3.0.34), the
Dominated Convergence Theorem can be invoked to yield that

)122,K(y7 t) =0,

lim
(y,t)—=(y1,t1

for every (y1,t1) € {0,k} x [0,1].

18



For part (ii): Let (yo,to0) € (0,x) x (0,1], and let

2 2 2
— — 1, [— 2...,.
"e [tow[foer ’[toer ’
We observe that, for every (y,t) € (0,x) x (%,1],
1/;2,5(% t) = wQ,n,n(:% t) + In (y7 t) 5
where

L (5.1) = /0 i /O G (s, 6,0) (Hy n(€,9) — Hy o n(€,0)) dEdD.

It follows from Theorem 3.0.2 that s . n(y,t) € C*1 ((0,x) x (0,1),R). Fur-
thermore, a similar calculation as in part (i) yields that

|In (yOa t0)| S Cn

)

S|

for some constant C, depending on k.

Moreover, we note that

1t

n= 2

and it can be shown that the function G, . (y,t,§,9) is sufficiently regular that
the partial differential operators a%’ 8%22 and % can be taken inside the integral.
Thus similar calculations as in part (i) yield that, for I € {1, 2},

‘al-[n (y,t()) <C t_él
—_— > Ugklg )
8yl Y=Yo n
and o, ( ) )
n (Y0, to -1
Z7n 150,70/ <C.471=
‘ ot —ty O
for some constant C, depending on k. O

Theorem 3.0.3. lﬁgﬁ(y,t) is a unique classical solution of equation 3.0.9.
Moreover, 12 . (y,t) € C ([0, K] x [0,1] ,R).

Proof. Let (yo,t0) € (0, k) x (0,1], and let

B Lo YR 13y 0]
27 2 1

We know from Theorem 3.0.2 that, for every n € 2,3,. .., 2 ,.»(y,t) is a unique,
bounded classical solution of equation (3.0.30), and, from Lemma 3.0.4, that
wQ,H,(y’t) eCc! ((O’ K‘) X (Ov 1]’R)
Moreover, similar bounds as those stated in Lemma 3.0.4 yield that the
sequences
{ 8lw2,/{,n(y7 t)

. 1€{0,1,2)
8yl }n—O
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converge uniformly on E to

5%2,;{(% t)

8yl ) l 6 {0’ 1’2}3

and that 67’02’“6*7?(?”” converges uniformly on F to %t(y’t). It follows from the
above that, for (y,t) € F

al;Q,H(yat) 1 2 2 2 621;2,/%(3/775) 8'(2)2,/%(yvt)
TR =15 (b k) BT AR e v

= nh—>120 Hl,m,n(yv t)
= Hl,n(yv t)‘

Since (yo,to) (the point used to define F) was an arbitrarily chosen point in
(0, k) x (0,1] it follows that

8¢2,H(y17t) _ 1 2 2,2 82w2>ﬁ7n(y7t1) _ an,n,n(yvt)
o §(UP+0Ry)67y2 (P+TQ)T
= Hl,m(y7 t>7

on (y,t) € (0,r) x (0,1]. Lastly, we observe that by definition vy . (y,t) sat-
isfies the initial condition and the boundary condition, and it follows from
Lemma 3.0.4 that 99 . (y,t) is continuous on [0, ] x [0, 1]. O

In the following we will refer to 1;27,1 as 1Y . To obtain existence also of a
solution to the last equation (3.0.10) we need 92 . (y,t) to be Holder continuous
on [0, k] x [0, 1] with respect to both y and ¢, not just continuous. To obtain the
Holder continuity in ¢ we first need the result below.

Lemma 3.0.5. There exists a constant C, depending on K, such that, for every
t €10,1], every v,y € [0,&], t,t' € [0,1], and every o € [0, 1]

‘7/]2,#@(1/7 t) - 1/}2,n(y/7 t)‘ S Cn\/% |y - ylla . (3035)

Proof. It is trivial that the bound (3.0.35) holds if t = 0. If ¢ > 0 the bound
follows from the bounds given in Theorem 3.0.2, the boundedness of Hy ,(y,t)
and Proposition 3.0.4. O

Lemma 3.0.6. There exists a constant C;, depending on K, such that, for every
to,t1 €[0,1], every a € [0, 1] and every y € [0, K]

V2, (y, t2) — 2,k (y, t1)| < C |ta — t1|% .

Proof. Let « € [0,1]. Without loss of generality we can assume that to > t;.
Assume first that

1
tl S §t2

For this case it follows from Lemma 3.0.4 and Proposition 3.0.3, that, for some
constant C), depending on &,

W2, (ys ta) — o (y,11)] < Cr (b2 — 1) % .
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Assume instead that t; > %tg. We then have the bound

[V2,r (Y, t2) — Y2,k (y, t1)| < || + |I2],
where

to K
L= / G (4 t2.€,9) Hy (€, 0)dEd0),
t1 0

and

t1 K
I2 = / / (GL,R (y,t2,§719) - GL,K (y7t17§719)) Hl,n(gvﬂ)dgdﬂ
0 0

A similar calculation as in the proof of Lemma 3.0.4 yields that, for some con-
stant C; depending on &,

[I] < Cy (t2 — t1)
< C (t2 *tl)% .

Lastly, a calculation, using the bound given in Proposition 3.0.3, yields that,
for some constants C, C, and ¢, depending on &,

|| < Cy (ty —t1)2 .
O

Before proceeding with equation (3.0.10) we will need a regularity result con-
cerning the function Ho . (y,t), which is the right hand side of equation (3.0.10).

Lemma 3.0.7. There ezists a constant C,, depending on k, such that, for
every (y,t) € (0,k) x (0,1], every y1,y2 € (0,K) every t1,t3 € (0,1], and every
a € [0,], the following bounds hold:

|Ha (Y2, t) — Haw(y1,t)] < Ck ly2 — 11|,

and .
|Ha (Y, t2) — Haw(y,t1)| < Ci [ta — 1] .

Proof. Let

111)2,&(?/7 t)a Y € [Ov H] ’

1;2,;»;(1/7'0 = {0 y < 0.

We observe that, for every ¢t € (0,1], 12,.(0,¢) = 0, and that, for every (y,t) €
(0,1]

/\/O Yoy — 2, 8)dF(2) = /\/O Doy — 2 )dF(2).

The stated bounds can be calculated using the identity above and the Holder
bounds in y and ¢ for i .(y — 2,t), given in Lemma 3.0.5 and Lemma 3.0.5,
respectively. O

In Garroni and Menaldi (1992) they also define Green functions for parabolic
integro-differential equations. Below we have adapted definition IV.2.1 from
Garroni and Menaldi (1992) to the PIDE (3.0.10). In this section we will not
examine this Green function, but later, in Section (4.1.2) we will study this
Green function more closely in the special case that op =7 = 0.
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Definition 3.0.6. A function Ga , (y,t,&,9) defined in the domain D, where

Dy ={y,,§,0:y€(0,5),£ € (0,r),0<9 <t <1},
BDH:{y,t,ﬁ,ﬁzye{Om},fG (0,&),0§19<t§1},

D, =D, U 0D,

is called a Green function on D, for the differential operator

0
——A
a7
with Dirichlet boundary conditions if it satisfies:

(1) Gax (y,t,&,9) is continuous in (y,t)
and locally integrable in (€,7),

(ii)
0G A (y,t, 8,0
% - AGA,H (ya t7 fa ﬁ)
:5(y7§)6(t719)7 in Dy,
(iii)
tl—igiOGA’K (y,t,é,ﬁ) :5(y_€)a in D,
(iv)

GA,H (yu tv §, '19) - 07 n aDn

Theorem 3.0.4. There exists a unique Green function G4 . (y,t,€,9) associ-
ated with the integro-differential operator % — A with Dirichlet boundary condi-
tions (i.e., satisfying the requirements of Definition 3.0.6). Let

0 (y,t) €(0,k) x {0},

0 (y,t) € {0,x} x [0,1],

f(;t fOH GAW (y7 ta €7 19) H27K, (5, 19) dfdﬂ
(y,t) € (0,r) x (0,1].

V3,k(y,t) = (3.0.36)

and let
3
%(l/, t) = Z wj,n (y, t) (ya t) € [07 H} X [07 1] :

With the definition above, for any given k > 0 the following holds:
Ye(y,t) € C*1((0,K) x (0,1]) and . (y,t) is a classical solution except at the
origin of the integro-differential equation (3.0.7), i.e.,

wﬁ(ya O) =0, RS (07 H) s

Ve(0,8) =1, te€ [O, 1} ,

Yy (kyt) =0, te€]0,1],

bl — Apy,t) = AF(y), (y,t) € (0,x) x [0,1].
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Proof. Since we have already established existence and uniqueness of equa-
tion (3.0.8) and equation (3.0.9), we only need to consider equation (3.0.10),
i.e. the PIDE

1/)3,/{(:% 0) =0, ye (07 ’{) )
P3..(0,8) =0, tel0,1
Y3k (K,t) =0, te]0,1
PG Aty (1) = =Mooy, ) + A Yo (v = 2, 8) dF (),
(y,t) € (0,k) x [0,1].

(3.0.37)
It follows from Lemma 3.0.7) that Hs,.(y,t) € C33 ([0,] x [0,1]). Thus,
existence and uniqueness will follow from Theorem VIII.2.1 in Garroni and
Menaldi (1992), once we have verified that the conditions (VIIL.1.2), (VIIL.1.3),
(VIIL.1.11),(VIIT.1.12, (VIII.1.14)) and (VIII.1.15) in Garroni and Menaldi (1992)
all hold.

The conditions (VIIL.1.2) and (VIIL.1.3) concern the coefficients of differ-
ential terms of the operator A, while the conditions (VIIL.1.11), (VIIIL.1.12,
(VIIL.1.14)) and (VIIL.1.15)) concern the terms

Yy
A / Py — 2, AP (2) — Mg (s t).
0

We note that none of these coefficients depend on ¢, and that they are all
bounded and Lipschitz continuous in y on the truncated domain [0, ] x [0, 1].
It follows that the coefficients of A are in C*% ([0, x] x [0, 1]) for any « € (0, 1).

Since we are assuming that op > 0 it is obvious that the second order coefficient

1 (0% 4 0%y?) is bounded away from 0. From these observations it follows that

the conditions (VIIL.1.2) and (VIII.1.3) are satisfied.

Let g(y,t) be a Borel-measurable function defined on [0, ] x [0,1], and let

_ g9(y.t), yel0,k],
,t =
g(y,t) {07 ) <0,

and let 7 be the finite Borel measure on [0, c0) defined by
7 ((a,b]) = A (F(b) — F(a)), b>0,—00<a<h.

Let
Jly,t,2) =—=2, (y,t,2) €[0,k] x [0,1] x (—00,00),

let
J(t,2,0) =05 (y,t.2), (y,t,2,0) €[0,5] x [0,1] x (—o0,00) x [0,1],

and let
m(y,t,z) =1, (y,t,2) € [0,5] x [0,1] x [0, 00).
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Since F' is a probability measure that assigns all its mass to [0, 00) it follows
that

A / " gy — 2 0)dF(2) — Aglu. )

/Ooo (9015 (0, 1,2),0) — gl ) m (.1, 2) dre (2)

Since both j (y,t,2,0), and m (y,t,z) are invariant of y and ¢ it follows that
conditions VIII.1.12, VIII.1.14 and condition VIII.1.15 are all satisfied. Since

0<m(y,t,z) <1,

and
7 ([0,00)) = A,

it follows that the last condition, VIII.1.11, is also satisfied. Hence, it follows
from Theorem VIIL.2.1 in Garroni and Menaldi (1992) that s ,.(y,t) as defined
in (3.0.36) is a unique solution of the PIDE (3.0.10). O

4 Global estimates

So far we have shown existence and uniqueness of a classical solution except at
the origin of equation (3.0.7). However, what we really want is to prove existence
and uniqueness of a solution of equation (3.0.7) on the full unbounded domain,
subject to an asymptotic upper boundary condition rather than a conventional
Dirichlet boundary condition. Unfortunately, since so much of the conventional
theory for PDE’s and PIDE-s breaks down when the domain is unbounded we
will not in this article be able to prove uniqueness of a solution of (3.0.7) on the
full unbounded domain. The breakdown of conventional PDE-theory is also the
reason we in this section will need to do extensive work with Green functions
and representation formulas like the one in Definition 3.0.5. In this article we
take the approach of first working with Green functions to obtain regularity
bounds on the solutions of equations (3.0.8) and (3.0.9) that are independent of
the upper domain boundary constant k.

In the general case the main problem is that when the domain is not bounded,
then both the first and second order coefficients go to infinity as y — oo.
When 0’%_3 > 0 we deal with this problem by making the change of variable
z =1n(1+ y) and consider the functions

1227K(a:,t) =19 ,(e® —1,t), x€0,In(l+ k)] x[0,1]

and R
Y k(. t) =3 (e® —1,¢), x€0,In(1+k)]x][0,1].

For now though, we will assume that op = r = 0 (constant coefficients). Under
this assumption regularity bounds not depending on x can be obtained by work-
ing directly with the Green functions Gp« . (y,t,&,9) and Ga- , (y,t,&,9) and
the formulas (3.0.5) and (3.0.36). The case with constant coefficients is much
simpler than the other two cases, and some central ideas are considerably easier
to understand in this setting. We will later see that several of these results can
be recycled for the case when og > 0.
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To make things work on unbounded domain we will for the rest of this ar-
ticle make the assumption that for some 5 > 0 and some constant C, the tail
distribution F' satisfies the inequality

FO<ca+¢". (4.0.38)

The bounds we will obtain at the end will depend on this 8. These bounds will
not be sharp, but still sufficient to show that the derivatives evaluated at points
bounded away from the origin are bounded, that the solution vanishes as the
space variable y goes to infinity, and that the asymptotic boundary condition is
thus satisfied.

4.1 Constant coefficients
4.1.1 Global estimates for a subproblem with constant coefficients

In this section we will obtain regularity estimates of the PDE (3.0.9) that are
independent of the constant 7, for the special case that ogp = r = 0. In the
next section we will do the same for the PIDE (3.0.10), still assuming that
or = r = 0. In both cases the main tools that we want to use are representations
of the solutions of the PDE (3.0.9) and the PIDE (3.0.10) in terms of Green
functions. For the PDE the representation formula is given in Theorem VI.2
in Garroni and Menaldi (1992), while for the PIDE the representation formula
is given in Theorem VIII.2.1. Unfortunately constructing these Green functions
is quite a lot of work. In addition, since the end goal is to prove existence on
an unbounded domain, we will need suitable estimates that we can later use to
show that the solutions of the PDE (3.0.9) and the PIDE (3.0.10) converge in an
appropriate manner, as we let the upper boundary constant v tend to infinity.

In Garroni and Menaldi (1992) it is suggested to use fundamental solutions,
a notion defined below, to construct Green functions for PDE problems with
Dirichlet boundary conditions. We will follow this approach except that we
will first focus on the construction of a Green function associated with the
operator % — %0%8‘9—;. After having constructed a Green function associated
with this simpler operator we will use Proposition VIII.1.2 to construct a Green
function associated with the larger operator % — %01238%22 — pa%. Finally, in
section 4.1.2 we will use Proposition VIII.1.2 again to construct the full Green
function G4~ ~ (y,t,€,9), still assuming that op = = 0. In section 4.2 we will
show that an analogous approach, with a different variable, yields similar results
when or > 0 as in the case when or = r = 0. The last case, when op = 0 but
r > 0, will not be treated in this article. We will use the following definition of
a fundamental solution, taken from the definition in chapter IV in Garroni and

Menaldi (1992).
Definition 4.1.1. A function 'y, (y,t,§,7) defined in the domain
D={y,t,§,0:9, €R0<V <t <1}

is called a fundamental solution for the differential operator

0
E_L

if it satisfies the following:
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(1) T'p (y,t,&,9) is continuous in (y,t)
and locally integrable in (£,19),

(i)

aFL (y7 t7 é-a 19)

It - LFL (yutagv’ﬁ)

=6(y—-¢§a(t—-1v), D,

(iii)

lim T = — in D.

Ji T (v, 1,§,9)=0(y—¢&), in
In the above 6 (y,t) is the Dirac measure at 0. As discussed in section IV.1
in Garroni and Menaldi (1992) we need a further boundedness condition,
like the one given below, to ensure uniqueness of the fundamental solu-
tion. In Garroni and Menaldi (1992) a function satisfying this condition
in addition to the condition below is referred to as a principal fundamental

solution. In this article we will, for simplicity, use this condition as part
of our definition of a fundamental solution.

(iv) For every 6 > 0, there exists a finite positive constant My such that

‘FL(y7t7£719)|§M57 fOT’ |t719|+|y75‘226

Condition (ii) means that the volume potential,

t o0
uly,1) = / / Ty (5.t €,0) f (€, 9) dedd

is a classical (i.e. C*1 ((—00,00) x (0,1],R)) solution of the equation

% = Lu(y,t) = f(y,t), ,Vyte (071],

for any smooth function f (y,t) with compact support in R x (0,1]. (iii) means
that for every smooth function ¢(y) with compact support in R the potential

wolpt) = [ Tot80)6(©de

— 00

is a continuous and bounded function, i.e. in C° (R x [9,1),R), and satisfies
the limit condition

I t) = R.
GJm o (yt) = 0(y), vy €

Now, consider the function

o 2
Doy (5, €,9) = v —¢) ) (11, ,9) € D.

1
NI (‘201% (t— )
(4.1.1)

It is easy to verify that this function satisfies the identities and bounds stated
in the results below.
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Proposition 4.1.1. For every (t,9) € (0,1] x [0,t)) and y,§ € R,

/DO I‘UP (yatvga’l?) d£ =1

—0o0
Proposition 4.1.2. For every (y,t,&,9) € D

FO’p (yatagaﬂ) = Fo’p (ZU - §7t70719) )
Fa'p (yvtagvﬁ) = 1_‘0'}3 (yvt - 797570) )

Oy, (y,t,€,9 —
(v, ,80) _ y 521“0},(3/,7575719)’

o0& (t—1)o%
aFUP (yvtagaﬁ) _ 78]-—‘013 (y7t7§719)
dy B o ’
PTop (4::69) _ Top w,t,69) | | =9’
Ay (t—7v)op t—=v)op |
gy (y,1,€,9) _ 1 2 aQFUP (y,t,&,0)
ot %P Oy? and
8Fop (yatagaﬂ) _ _aFUP (y,t,f,ﬁ)
o0 N ot '

Because of Proposition 3.0.1 we also have the following bounds:

Proposition 4.1.3. There exists a positive constant C' such that for every
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(y,t,&,9) € D the following inequalities hold:

2
[Pop (3.1, E9)| < C (1= 0) 2 exp (—co G ) :

<Cly—¢&[(t—1) 2 exp

‘8FUP (y,t,f,ﬁ)

t
. [
“W <Cly—¢l(t—0) Fexp (‘CO (i:?)2> ’
P L0 < ey g (4 0=
‘W <C(t—9) % exp <;Co ((Zi_fg);) !
W <CO(t—9)"% exp <—;CO ((yt_fg))2> ’

Oop (y.1.€,0) -3 1 (-9’
W <Cly—¢[(t—V) *exp _500 (t— )>a
oto¢

aBFUP (yv ta €a 19)
oy?

9Ty, (y,t,,9) s 1 (y-¢°
W <C((t—17) exp<—2co E=A

The most important consequence of the results above is that 'y, (y,t,&, 1)
is a fundamental solution in the special case when o = p = r = 0. Moreover,
it follows from Theorem V.3.5 in Garroni and Menaldi (1992) that this funda-
mental solution is unique. Following the discussion in section VI.1.5 it is clear
that the problem of constructing a Green function associated with the operator
8% — 10% can be reformulated as finding a solution of a PDE, as indicated in
the next result.

Lemma 4.1.1. Let gzo,,y(y, t,&) be the unique classical solution of the equation

9504(4,0,8) =0, ye€[0,9],
95,,0,1,6)  =T,,(0,t,&0), te(0,1],

gzoﬁ (77t’§) = I‘<7P (’Y,t,g,O), te (07 1]7 (4.1.2)
09L4.~W:t:€) 1 2 9%ah, (Wit
- ot =30p— oy2

(y,t) € (0,7) x (0,1],

and let -
9oy 1,6,9) == g7, (Y, t =9,8),  (y,t,9,§) € D,.
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Assume that fov" any smooth function f(&,9) with compact support and any
(y,t) x (0,1], and I € {1,2}

//ng Uy ,6,0) (€, 0) dE = // O 9t LS 1 (6, 0)de,

8t/ / Groy (U, 6,€,9) f(€,9)dE = / / 99Lo, ( y,t £, ﬂ)f(é“,z?)dg
(4.1.3)

and that for any smooth function ¢(y) with compact support

~

i g, (4,4,6,9) 6(€)dg = 0. (4.1.4)
- 0

Then
GLo.,’y (yu tv 67 19) = FUP (ya tv 57 19) —9Lo,y (ya tv ga 19)
is the Green function associated with the differential operator
9 1,
ot 2 Pay
with Dirichlet boundary conditions on (y,t) € (0,7) x (0,T].

Proof. We first observe that, because of Theorem 3.0.2, existence and uniqueness
of the Green function is already established.

It follows from the proof of Theorem VI.2.1 in Garroni and Menaldi (1992)
that gr, ~(y,t,&,9) must satisfy the equation below, which is the same as equa-
tion VI.2.8 in Garroni and Menaldi (1992) adapted to equation (3.0.9):

hmtlﬁ gLo,’Y(ya ta&a 19) =0, ye€ ( ) )

gLo/‘/(O?t’g?ﬂ) =T, (0 t, &, 19) , te (197 1}7

9Lo v (7775’6719) = FC"P ( L 5 19) € (197 1}7

e = 13 To0s D) for (y,1) € (0,7) x (9, 1]

(4.1.5)
Moreover, it follows from Proposition 3.0.1, Proposition 4.1.2 and Proposi-
tion 4.1.3 that for some constant C' the following equality and bounds hold,
for every (y,t,€,9) € 0D, and every ta,t1 € (9,1]:

FGP (y>ta€>19) = FUP (yat - 197570)7
|F0'P (yat7§aﬂ)| < C|y _E‘_S (t_’ﬂ)7

and
‘Pap (yth,faﬂ) - FO’P (y,tl,f,ﬁ)I < C |y - £|73 |t2 - t1| .

Because of the bounds above and the smoothness of the coefficients (trivial since
they are constants) of I'y, (7, — 9,&,0) it follows from Theorem 1.2.1 in Gar-
roni and Menaldi (1992) that, for every fixed £ € (0,§), there exists a unique
classical solution g7 (y,t,€) of the PDE (4.1.2). Also, this solution satisfies
the boundedness condition given in part (iv)) of Definition 4.1.1 (the definition
of the corresponding fundamental solution). Because of how g, ~(y,¢,&, 1) was
defined it is obvious that gr, ,(y,t,&,¥) also satisfies that boundedness condi-
tion.
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Lastly, it follows from the symmetry property (in ¢t and 9) of Iy, (y,t,&, 1)
and the chain rule that gr,-(y,t,&,7) is a solution of equation (4.1.5) and
satisfies the other requirements in Definition 3.0.1, when og = r = 0. O

To solve the PDE (4.1.5) we will rely on Theorem V.5.5 in Garroni and
Menaldi (1992), which in the theorem below is adapted to our situation.

Definition 4.1.2. For
g € C([0,1],R)
let

g(ﬂ)dﬁ7 yZOate[071]7
n="

1 50T, (y,t,m,9)
1 L 2 o y Uy 1y
Pg(,'\a (y,1) ~—/0 §0PP3—77

and

g(0)dd, y=0,tel01].

t
ﬂm@J%:/ﬂlz@bd&Qﬁ@
0 n=0

2P on

For
g= (90 ®.9% 1) € C (0,1,

let
1 2
Pery (y:t) =P\ _(y,) = P (1), te0,1].

Theorem 4.1.1. Assume that op = p = r = 0. Also assume that u(t) =
(pV (1), p P (2)) € C ([0,1],R?) is a solution of the integral equation

_%M(l)(t) + PMKY (77t) = FUP (’y,t,§,0) ’ te (07 1] (4 1 6)
=3P (t) + Py (0,8) =Topp (0,£,€,0), € (0,1]
such that
lim M (t) = 0.
im p1(t) = 0
Then

PP«W (y7 t)
is a classical solution of the PDE (4.1.5).

Proof. This follows from Theorem V.5.5 and more generally the discussion in
section V.5.2 in Garroni and Menaldi (1992). O

We will proceed to construct a solution of the integral equation above using
the method of successive approrimations. This entails constructing a recursively
defined sequence, the sum of which is the solution of the integral equation. It will
be clear from the next result that the limit of this sequence exists. It will turn
out that in order to obtain regularity estimates of the entire Green function we
will need regularity estimates for each ”building block”. We therefore include
bounds for the first two derivatives with respect to ¢, as well as bounds for

gLo,"/ (ya tv ga ’19)
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Definition 4.1.3. Let
Vo, (8) i= =20, (1,1,£,0),  (£,€) €[0,1] x (0,7),
V& (1) = —2T,, (0,£,£,0), (t.€) € [0.1] x (0,7) and let
Ve (1) = (Vi 0. V{0, ).
Forne€0,1,2,..., and (t,£) € [0,1] x (0,7) define
Vens (6.8 = (V5 6.9.VE ¢.9)

recursively by

1 2
Venrin (t) = (Vi 0.V, ®).

Let .
Ul ) =3V ®, tel0,1],ne0.1,. ..,
k=0
Uéil,y (t) = ng(i)7 neo,l,...,
k=0
let . )
Uy (1) := (Ug,ﬁﬁ (t), Ug(,n77 (t)) , ne0,1,...,
let 0 o
UE"Y (t) := 7}1_>Ir010 Ug,n,w(t)’ telo,1],
(2) BT (2)
U () = nh_}rr;o Ugno(t), te]o,1],
and let

Ue, (1) := (U (0,02 ).

Lemma 4.1.2. (i) For every g = (9(1)79(2)) € C([0,1],R?)

1 Lor,, (v,t,m,09
Py (7,t) = _50123/ % 9@ (9) dv,
0 n n=0
and . ( )
1 oLy, (0,t,m,9
P, (0,t :”02/ —ae o b g (9) dy.
g7’)’( ) 9 P o 877 ey ( )

(i) (Pgy (7,t), Pg, (0,1)) maps C ([0,1],R?) to C*([0,1],R?). Moreover,
there exists a constant C' such that for every t € (0,1] andl € {0,1,2} the
following inequalities are all valid:

0' Py (1,1) 1 4 !
278\~ _Ten (2)
ol Cexp( 5007 )/0 ’g (19)‘6&9

6lpg +(0,1) 1 92 !
78TV <« ——Cn — (1) 3
1 _C’exp( 5C0 >/0 ‘g (ﬂ)‘dﬂ

and
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(iii) For everyn €0,..., and every t € [0, 1]
_7U£(1?3 L)+ Poe, 1) (1) = Top (1, 4,6,9) + Py, (7:1),

and

(iv) There exists a sequence {kn},, of positive constants, such that

lim Fnta

n— oo

:07

n

and such that the inequalities

1 2
‘v(;{7 )‘ < fept"h exp< 5¢ 0’1) (4.1.7)

2

1 n— L v
‘Vﬁn,y()’<kt 26XP< 20t)’

2

(1 // 1 v
0] < ().

1 2
‘Vgi)«, ‘<k " QC()eXP( 2’1)7

1 2
‘V(i)ﬁ’ )’ < k™ 200 exp( 21) ,

and )

2) n 1y
’VEnv ()’<ktn QCoeXp( Qt)’

all hold for every t € [0,t] and everyn € 1,2...,.

Proof. For (i): This is obvious because of Proposition 4.1.2.

For (ii): It follows from Proposition 3.0.1 and Leibniz’ rule that

anW 7t / 82FJP (v:t,m,9) (2)
) dv
ot0n o’ (9)
. (0.6) _ [ 0T0y (0.1,7,9)
(9ng\/ O,t / 0 FO'P O,t7’l7,19 (1)
Tea ) [ Zoee D0 ) dv.
ot 0 om0 W

The stated bounds in part (ii) can be calculated from the identities above and the

identities and bounds given in Proposition 3.0.1, Proposition 4.1.2 and Propo-
sition 4.1.3.
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For (iii): The equalities given in part (iii) obviously hold for n = 0. Assume
that for every k € 0,1,...,n

1
_7U§( 73 e ( ) + PUE,n,'y:'Y (77t) = FO'P (77t’§a19) + PVn,'y (’Yat) .
Since by definition
1
VrE—&-)l,'y (t) = 2PV'n,,'y (77 t) )
it follows that

1
o 7U£( 724—1 Y () + PUg niriy (1)

(1 1 a4
= _7U§ vz e + PU&,n,’Yv’Y (’Vvt) - 5‘/5(,71)—&-1,'y + Pvg,n-%-l,'y (’77 t)

= FO’P ('7715’5719) + PVg,n+1,~,77 (77t> .

A similar argument yields that for every n € 0,1,. ..,

_7U<2>

enny ()t Pue, 4 (0,8) =1+ Py, _(0,).

For (iv): Let m, = ¢ (ni . We first observe that for some constant C'

2
“/5(%)7 ’ < Ct 2 exp (—cowtf)> .

Because of the bounds given in part (ii) and the identity given in Proposi-
tion 3.0.2 it can be calculated by induction that, for some (different from above)
constant C' and n € 1,2,...,

SIS
~—|

va o] < onft

My

Because of Proposition 3.0.2 a simple calculation yields that

yielding the bound (4.1.7). Similar calculations also yield the other bounds
given in part (iv). O

In Definition VII.1.1 in Garroni and Menaldi (1992) they define certain func-
tion spaces, denoted by g,f’f, that we we will work with in the rest of the article.
O P y,t . . a

Specifically we want the function UE#M) to be in the function space gf ’2

for every « € (0,1). For that we need a few more regularity results given below.

Lemma 4.1.3. (i) There exists a constant C such that the following inequal-
ities are all valid for every (y,t,&,9) € Dy and every | € {0, 1,2}.

' 0, atvfﬂg 14 1 — 2+ 6_ 2
gLVa(zl)SC(t_ﬁ) 2 {exp<_200[(y 7>t_1§ )

2 2
reo (g )}

33



ot t—1

2 2
reo (g5}

PoraW b 60) _ gy {exp (100 [(y —)’+ (- w)QD

agLon(?ﬁt’g?ﬂ) < C(t _ 19)—% {exp (_;cO [(y _7)2 + (g _7)2]>

Oyot

090 W1 60) _ (4 _ gyt {exp (_; [(y—vf + (5—7)1)

and

Pgroq (Y, t,€,9) -3 1 =1+ E-°
5y3§ <C(t—-9) {exp(—Qcol P—

(ii) Let
GLO;’Y (y’ t’ 5’ 19) = FUP (y7 t? 6; 19) - gLO,V (yv t? ga 19) .

There exists a constant C' such that for every (y,t,&0) € Dy the following
inequalities are all valid:

’8ZGL0,7 (y,t,&ﬂ)‘ < Cltm 9 e (_160 (y—€)2>

oyt

‘8GL0,’Y (y7t7§>19> ‘ S C(t _ 19)71 exp <_i00 (y - £)2> ,

o€ t—1
2
’aGLO,’Y((;ivtaé719)’ < C(t_,ﬁ)_é exp <_£1]:CO (i:%) > ,

82G’Lo,'y (ya t, 67 19)
0x0€

82GL0.,’Y (ya t, 57 79)
ozxot

and
2
‘ < C(tfﬁ)fgexp (ico(y_g) ) .

(iii) Assume that or =p =1r =0. Then for every (y,t,§,9) € D,

GL,’Y (yatvga 19) = GLO,’Y (y?tagvﬁ) .
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Proof. For (i): It follows from Lemma 4.1.1, Theorem 4.1.1 and Lemma 4.1.2
that for (y,t,&,9) € D,

gLo,’y(yv t, 57 19) = gzogy(yv t— 197 é—) = PU5,7 (y7 t— 19) .

In the above g7 . is defined in Lemma 4.1.1. We note that the biggest sin-
gularities of Ug¢, stem from the first term V¢ .. Furthermore the partial
derivatives of the integral kernel T, (y,t,n,9) are all interconnected, as indi-
cated in Proposition 4.1.2. The stated bounds can be calculated by means of
partial integration. In doing this it is helpful to consider separately the two
halves of the domain of integration, corresponding to 0 < ¥ < % and % <¥<t
respectively.

For (ii): Since, for any y, £ € [0,7],
(y—&)° < min (y2+§27(y—7)2+(§—7)2), (4.1.8)

this follows from the bounds given in part (i) and the regularity bounds of the
function Ty, (y,t,&,9).

For (iii): What remains for G, ~ (y,t,§,?) to be a Green function for the
special case or = p = r is to show that gr, ~ (y,t,§, ) satisfies the require-
ments (4.1.3) and (4.1.4). Because of the bounds given in part (ii) it follows
that for any such smooth f (§,1) there exists a constant C' such that

K 1 (y—n)°
/ |9Lo,’v (yat7£aﬁ)f(£aﬁ)|d§§0<exp —500ﬁ
0
2
+ exp (—;cotyﬁ)),

760 dear < OE (60 +0)

and such that

/ / 99104 (¥, 1,€,9) y,t £,9)

From these two inequalities it follows that the requirement (4.1.4) is satisfied
and that

3t/ / Iroqy (Y, 1, €0) f(§,0) d€dv = / / 99 ( yvt £, 19>f(5719)d§d19_

Similar calculations also yield that

il e _ L 6lgL07’Y (y,t,g,ﬂ)
oy /O /O Loy (4:4,€,9) f (€, 9) d€dd) = /O /0 oy f(&,9) dédv,

for I € {1,2}.

O
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The next step is to solve another integral equation in order to construct a
slightly more general Green function corresponding to p > 0. To this end we
will first need to do some preparatory work that is a bit similar to what we did
to solve the integral equation (4.1.6).

Definition 4.1.4. Let
8GL0J€ (ya tv 5, 19) (ya t7 5, 19)
Ay ’

Define the sequence of functions {Q,Qyn};l'ozo recursively for
n € 1,2,..., and (y,t,&,9) € Dy by

QK,O (yat7§’19) =p (%tfﬂ% S DK'

t K
Qromst (5 £,€,0) = /9 /0 Qro (0 1.7:8) Qum (2 5,€,0) dadls,
and let -
Qn (1, 1,6,9) =D Qun (,1,€,9).
n=0

The result below shows that the sequence defined above solves the integral
equation (4.1.9). This in turn will turn out to make it possible to conclude that

t K
GLyK (yatvfa 19) = GLO,K (y7t,£719) + / / Qli (Za 575719) dst?
9 JO

in the case that og = r = 0. In addition to solving the integral equation (4.1.9).
we will need some regularity results, also given below, for the limit Q (v, ¢, 2, s).
These regularity results are a part of the effort in showing that the solution
2. (y,t) has bounded first two derivatives with respect to y, and bounded
derivative with respect to t.

Lemma 4.1.4. Let o € (0,1) and let g,‘j’% be the Green function spaces defined
in Definition VII.1.1 in Garroni and Menaldi (1992).

(i) Qx € Qla’%, Moreover, Q, is the unique solution in gf’% of the integral
equation

t K
Qli (y7t7§>19> = QH,O (y7t7€719) + [9 A Qn,O (y7t7 2, 8) QH (27 576719) dzds.

(4.1.9)
(ii) There exists a sequence {k,} of positive constants and a constant C' such
that L
lim ~* =0
n— oo

n

and such that for every (y,t,&,9) € D

n=2 1 —6)?
Qun (1,6 9)| < i (1= 9) T exp (—4COM>
and such that

2
Qu (€ 0)| < C(t=9) Fexp (‘i@f)> .
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(iii) For every (y,t,&,9) € Dy
QK, (y7 ta 67 19) = QR (ya t— ﬁa 67 O) . (4110)

(iv) There exists a constant C such that, for every (y,t,£,9) € Dy, every
y', & € (0,k),and every t' € (0,t,) the following inequalities are both valid:

|QH (yat7£)’l9) - Qli (y/atagaﬁ)‘ S C|y_y/|% (t_ﬁ)_%
_£)? 4.1.11
Xexp<_100<y 3 ) (41.11)

4 t—1

and

_5
1

Qe (4 £, €.0) — Qu (.. £,9)| < CJt — | (' — )
_ )2 4.1.12
XeXp(_lcO@ e>>) (4.1.12)

47 t—9

2
bt <ot o ol

Proof. For part (i): It follows from Lemma VII.1.3 in Garroni and Menaldi
(1992), and the bounds given in Lemma 4.1.3, that W € Q?’f, and

hence Q0 € Q;’%. Since Q0 € gf"% it follows from Proposition VIII.1.2
in Garroni and Menaldi (1992) that @ is the unique solution, in the function
space G, 2, of the integral equation (4.1.9).

For (ii): It can be shown by induction, following the technique outlined in the
proof of Lemma V.3.3 in Garroni and Menaldi (1992), that for some constants

C and c
n—1 1 (yff)Z
exp (4 t—19 .

=0.

N

w1
|QI~{,'IL (yvta§7’l9)| S cC r (% (n + 1))

This yields the stated bounds, since

(t—1)

- I'(3(n+1))

T (Lt 2)

[

For part (iii): We first note that it is obvious that

QI{,O (y7 ta 57 19) = QK,O (y7 t— 197 57 0) .

Assume that
Qn,k (y> ta fa 19) = Qn,k (y,t - 193 57 0) )
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for k € 0,1,...,n. It then follows, using the substitution o = s — ¢, that

t K
Qmﬂwmam=[;£Qm@mmﬁgm@@ammw

t—19 K
:/ / QmO (y7t_’l972a IQ) Qp,n (zagagao) dZan
0 0

and hence

Q;D,n (ya ta 5, 79) = Q;DJL (yvt - 197€a 0)
for any n € 0,1,2,...,. Since for any € > 0 we can pick an N such that for
every (y,t,&,9) € D

S 1Qpn (5, 1,6,9)] < €

k=N
we conclude that the identity (4.1.10) holds for every (y,t,&,9) € D.

For part (iv): We observe that, if

t—t' >t -9,

then the inequality (4.1.12) follows from the bounds given in part (ii). Assume
instead that
t—t <t —9. (4.1.13)

We conclude from the regularity of G, . (y,t,&,9) given in Lemma 4.1.3 and
the auxiliary result Proposition 4.1.3 that the inequality (4.1.12) holds for n = 0.
Let n€1,2,...,. It is obvious that

Qn,n (ya t, Ea 19) - in,n (y7 t/7 fa 19) = Il,n + IQ,na

where

t’ K

Il,n = / / (QN,O (yytvzys) - QH,O (yvt/7z78))Qn,n—l (Z,&g,'ﬁ) dzds
9 0

and .o

IQ,n == / / QH,O (y,t,Z,S) Qn,n—l (27875319) dzds.

t’ JO

Let {k,} be the sequence from the bound given in part (ii). It follows from the
regularity of G, « (y,t,&,9) and Proposition 3.0.2 that, for some constants K
and C, not depending on n

1 t/ K 5 .
|Il,n‘ S Kkn (t — t’)Z/ / (t/ _ 8)_1 (S _ 19)5(71—1)71—1
9 0
1l (y=2" (=97
Xexp<—4(30[ ro— + p— dzds
1,1 1 _ )2
A )

Similar calculations yield that |I5 ,,| satisfies an inequality of the form given in
equation (4.1.12), and that

QR (y,t,f,ﬁ) - QR (y/7t,€719)

satisfies an inequality of the form given in equation (4.1.11).

IS

< Chn (t—1t)
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For (v): The real problem here is to obtain an appropriate bound for the
second function in the sequence, i.e. w, which we do below. Forn > 1
we can obtain appropriate estimates using induction and similar calculations as

in part (ii) and in the proof of Lemma V.3.1 in Garroni and Menaldi (1992).

To accomplish the needed bound for %@’t’w the most important idea is
to split the domain of integration into appropriate parts. This technique is
used throughout the book Garroni and Menaldi (1992) and we will tacitly (and
sometimes explicitly) make use of it to obtain other bounds later on. We note

that
t
/

K 4
/ Qn,o (y’ t, 2, 8) aQ"’O(z’S’f’ﬂ)dz‘ ds < le7
0 =1

29
where
% H K ) 9y 3’0
L = /19 /0 (Qu0 (Y, t, 2,8) — Qo (¥, 1, &, 8)) Wdz ds,
% " KR ) 519
12 = /19 QI{,O (y7 ta 57 5) - QH,O (y7 tv 55 ;) ‘ /U Wdz‘ ds,
I3 - ‘QK,O (y7t7§a 2) ’[9 /0 8&' dz‘ ds

and

/ QH,O (ya ta 57 S) Wdz’ ds.
0

t
- |

2

Because of the local Holder-continuity of Qx ¢ (2, s,, ¥), an application of Propo-
sition 3.0.1 and Proposition 3.0.2 yields that, for some constants C' and K,

e 3 3 1 1(y—27°
I1§/79/0 K({t—s)*(s—9) *exp (860 [H?]>dzds

<C(t—19) "exp (—;co(yt:?> .

2
For I, and I3 we recall that 6Q"’°f;’s’§’ﬁ) — 2 F“g(gg’g’ﬂ) and apply Proposi-

tion 3.0.5 to obtain that these terms also obey a bound of the form stated in
part (v). For I, there are no strong singularities and the stated bound can be ob-
tained from a straightforward calculation. We conclude from the above that the
differential operator can be taken inside the integral (the order of differentiation
and integration can be interchanged) and that for some constant C

K s Uy 719 - —¢)?
3@ ,1%}§tf )§C(t719) 1exp<éco(yt_§9) )

For n > 1 a similar induction as in the proof of Lemma V.3.1 in Garroni and
Menaldi (1992) yields that there exists a sequence of constants {k,} such that
lim,, o Fut1 — () and such that

k",
aan (y,t,f,ﬁ) n—3
— 7 T2 K _ 2
o < ke (£ — )
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Because of this property we then conclude that the sequence

i aQn,O (ya t, 57 19)

STL (y7tv€7"‘9) = 85

Jj=0

converges uniformly on D, which justifies differentiating the sequence term by
term. O

Definition 4.1.5. Let

Gr, x (y,8,6,9) = // Grox (Y,1,2,8) Qu (2,8,§,0) dzds.

Lemma 4.1.5. There exists a constant C such that following identities and
bounds are valid for every (y,t,&,9) € Dy and every l € {0,1,2}:

GLl,n (y,t,f,ﬁ) = GLl,H (y,t - ﬁvfao) .

(i)
!
8Gm y,tfﬁ / / aGLo%xyl,tzs)QK(Z’s’g,ﬂ)dzdS,
(4.1.14)
t K
aGLl,n527 tagvﬁ) _ [9 A GLQ,I{ (y’t’z’ 5) QK (Z, 3,57’19) dZdS,
G,k (y:1,€,9)
o =Qx (y,1,€.9)
/ / 0G Ly .. yaLZ S)QN (z,5,&09) dzds,
(4.1.15)
O'Gry o (y,1,6,9 4 1 (y—¢)°
ot oyl
) - 1 ’
Grun (1t.60) | < C0=0) e <—4C°(i_? ) (4110
kK \Yr by 719 -3 1 —¢)°
‘3GL1, éz t,€,9) <C(t—19) 2exp <4Co(yt_? ) )
and oo
‘/ GLl,n(yvta§719)d(y_€)’ SC\/E
(iii)

GL,K, (yvtagvﬁ) = GLO,H (y,t7f,’l9) + GL17H (yvtagvﬁ) .

Proof. For (i): This follows from making the substitution o = ¢ — s.
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For (ii): As in the proof of Lemma 4.1.4 these results can be proven by
splitting the domains of integration into appropriate parts. To obtain the iden-
tity (4.1.15) we will consider the functions

Il (y7t7§75719) = /0 GLg,n (yatazas) (QK (27376319) - QH (y787€>19)) dZ,

I (5, 1.€,5,9) = (Qn (4, 5,6,0) — Q. (5, £,6,9) /O Grox (4,1, 2,5) dz,

I (5, 1.6, 5,9) = Qu (5, £,6,9) / Ty, (gt 2, ) d2,
0

and

Iy (y,t,6,8,0) = —Qx (y,t,&ﬂ)/o 9Lox (U, 1, &, 5) dz.

Because of the way Gr, .« (v,t,2,s) was constructed it is obvious that

4

| G 08,2050 Qu (215,60 d2 = " L (9 t.6.5.9).
0

=1

Because of the local Holder continuity of Qy (y,t,£,1), the bounds obeyed by
9ok (U,t,&,19) and application of Proposition 3.0.2, we see that, for some con-
stant C

2
L (y,t,6,0) <C{t—09)"2(t—s)% (s—10) % exp (iCO(yt _? ) ’

IQ (yatvgaﬂ) S O(t—ﬁ)_% (t— 5)i (3_19)_%€‘Xp <_1CO(y :5) ) 7

and

2
Lyt &9) < C(t—9) " (t— )} exp (_leO (y—©) )

From these identities it is clear that, for any fixed y, £ € (0, &)
lil)r}‘, [Il (y? t? 57 S? 1‘9) + I2 (y7 t’ 67 87 19) + I4 (y7 t? é" 87 19)] = 0‘

For the last term I3 (y,t,&,9) we get from the substitution
w = \/200\3;% that

i 7 1,6,5.9) = Qu (1.60) [ —ienp (~5u?)
5—

oo V2T

= Qn (y,t,ﬁ,i?) .
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Similar calculations as above and as in the proof of Lemma 4.1.4 yield that, for
some constant C, the following inequalities are all valid for (y,t,&,¥) € D, and

1€{0,1,2}:
t
/

ds

K 9l
/ 6 GLOH{ (y’t’Z’S) QR (27575’19) dz
0

oyt

2
<C(t-9) Fexp <—3100(?Jt:? ) ,

L% 0G L.k (4,1, 2, 5) (4.1.17)
Lo,k \Y,0,2,8
/19 /() o€ Qﬁ(zvS,faﬁ)dZ ds
2
<C(t—)* exp (zllco(yt_? ) :
and
t K
/ / OGry.n ézt/,t,z,s) O (oo5.6.9) 2| ds
o 1 2 (4.1.18)

The stated identity (4.1.15) follows from the discussion above and the
bound (4.1.18). The other stated bounds follow from the bound (4.1.17).

For part (iii): Since GLO w (Y, t,&,0) is the Green function associated with the

differential operator = — lafp aayg and Dirichlet boundary conditions, and Q) is
a solution of the mtegral equation (4.1.9), this follows from the bounds given in
part (ii). O

We are now in position to get some regularity results for the solution
2. (y,t) of the PDE (3.0.9). The representation formula given in (3.0.5) de-
pends on the jump measure F as well as the Green function. In this article
we will assume that the measure F satisfies the bound (4.0.38), and that the
regularity results we get for ¢, . (y,t) and ¥3 «(y,t) will depend on the values of
(B for which this inequality is satisfied. In this article we will not discuss what
happens if we let § — oco.

Lemma 4.1.6. (i) Assume that op = r = 0. There exists a constant Cg,
depending on the 8 from (4.0.38), such that for 1 € {0,1}

’ 8'(/}2,/%(3/’ t)

o \ <Cptm (1+y) "

(ii) Let Hyx (y,t) be as in section 3.
2
a"/’2n y7 / / 8GLI€ y)tgﬁ)Hl’n(é-,ﬁ)dé-dﬁ

and

Ms (1, 0G . (v, 0,
Waelv:D) _ g,y // L W&y, (e, ) da
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(ili) There exists a constant Cg, depending on the [ such that the following
inequalities are all valid:

" 92T, €0 B
P(zgf)HL” (5719) dedv| < Cg (1+y) ,57
10) ,t 9 )
‘Hlm y,t |+‘/ / y & )Hl,n(f719)d§d19 Scﬁ(l—i—y) ,37
F G,k (y,t, 6,0 )
G, 8;/2 3 )HL"G (&,0) dgdd Scﬁ\/%(l-i-y) ﬂ’
(4.1.19)
3G1, y,t £,9)

e B S T L (6,9) dEdY| < CavVE(L+y) 7L (4.1.20)

Proof. Because of the representation formula given in Definition 3.0.5 and the

local Hélder continuity of the function Hi , (€,1), these identities and bounds

follow from similar calculations as in the proof of Lemma 4.1.5. O
. . . . . . 03 . (y,t)

It is a bit more technical to obtain appropriate estimates of T and

oy} . . .
%@’0. In particular the proof of the next result involves a change in the

order of integration.

Lemma 4.1.7. Assume that op = r = 0 and that the tail distribution of the
Jumps satisfies the bound (4.0.38) for some 8 > 0. Then there exists a constant
Cjs, depending on 3, such that, for every (y,t) € (0,k) x (0,1], every y’ € (y, k),
every t' € (0,t) and every o € (0,1] the following inequalities are all valid:

‘W‘ <Cy(1+y)°°, (4.1.21)

o (s t) — o n(y )] < Ca(y =)t =" (1+y)77,

and
o (1) — oy, )] < Cy (t— )t (1+y) 7.

Proof. Thanks to Lemma 4.1.6 we only need to show that the integrals

and ¢ o a2
/ / O*Gro.n (?sztafvﬁ) Hy . (€,0) dedy (4.1.23)
o Jo dy

satisfy the stated bounds. We will do that by first showing that the order of
integration can be interchanged as explained below.
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Let US") (t) and U (t) be the limits defined in definition 4.1.3, let U (€, 1) =
Ug(lﬁ) (t) (i-e. Uélﬁ) (t) considered as a function of £ as well as ¢) and likewise let
U (€,t) = UZ) (#). Let

BUe) = [ U0 s e (0.1

0
and let

B@(s) = /K U,gQ)(f,s)df, s € (0,1].

0

// agLoK y7t§ﬂ)d£dﬂ:117]2’
_ 1 / / /t‘” 0°Ty,, (y,t — 0, 2,5)
270 ) Lo otdz
I 71 Q/t/n/tﬁazrop(yvtﬁvzas)
2= Z0p
2 0 0 0 otoz

We observe that the function 'y, (y,, 2, $) is independent of the variable £ and

that B,({l)(s) and B{Y (s) do not depend on . Moreover, because of the bounds
given in Proposition 4.1.3 and Lemma 4.1.2 we are, for fixed (y, t) € (0, k)x (0, 1],
free to interchange the order of integration, as in the calculation below.

dsdi

t—19
8I‘UP y,t —19, 2,8
b= ’“P/ / B (8t8z :

=5 02Ty, (y,t — s, 2,9)
—_ - 2 (1) (TP bl g
2"1’/0 By (5)/0 8200

1, [ Ty, (y,t —s,2,0)
- B(l) op I » <~
UP/O K (8) Oz

In the last step above we have also used the symmetry property between the
second and fourth variables of the fundamental solution. A similar calculation
yields that

We note that

where

U (¢, 5)dsdgd,

Z=R

and

U (¢, s)dsdedd.
z=0

ddds

Z=K

ds.

Z=K

1 k oy (y,t — 9, 2,9)
I - B( op ) ) %y )
2= 20'13 . (s) 92 Z:0d3
Since we also have that
10_2 62:[‘ (y7t7£719)) _ F(yatvgaﬂ)
2 P oy? ot ’
we get the following identities:
/ / ang y7 tvg 19) déd’lg
:/BN()(?F - (y,t—s,2,0) ds
0 6,2 —k
/ BO(s )('9ng (y,t —9,2,9) ds,
0 82 2=0
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and

ot

1 ¢ Oy, (y,t —s,2,0)
= 50%/0 B ()22 5 Z:de

1, [ @) O op (Yt =V, 2,5)
iapA Bn (8) 9z

t K
/ / 89L0,I€ (yvtvaﬁ) dfdﬂ
0 JoO

ds.
z2=0

Because of the bounds given in Proposition 4.1.3 and Lemma 4.1.2 and the

inequality (4.1.8) it is straightforward to calculate that B,(gl)(t) and Bff)(t) are
both bounded functions and, hence, for some constant C

t R
[ ‘dedﬁ‘<ca
o Jo ot

and

t K 92
[ [ P 08D sy < .
o Jo y

Because of this boundedness and the bounds and Holder continuity of Hy . (§,9),
similar calculations as in the proof of Lemma 4.1.5 yield that the stated bounds
are valid for the integrals (4.1.22) and (4.1.23). O

Lemma 4.1.8. Assume that or = r = 0 and that the tail distribution satisfies
the bound (4.0.38). Then, for some constant Cg, depending on [3, the bounds
stated below all hold for every 0 <y <y’ < k, every 0 <t <t <1 and every
a € (0,1]:

[Ha(y, 1) < Cat (1+4) ™7,

[ Hoe(y,1) — Han(y' 1) < Caly—o/|7t = (L4y) ™" (4.1.24)
and
|[Ho e (y,) = Hae(y, #)|" < Ca (t = )" 7 (14 y) 77 (4.1.25)
Proof. Let
7 VYo.x(y,t), (y,t) € 10,K] x (0,1],
w(y,t) == 7
Van(y:1) {o, (y.£) € (—00,0) x (0, 1].

We note that for every t € (0,1]

li =

ylirol d}Q,K(O? t) 07
that 1y . (y,t) is continuous on (—oco, k) x (0,1], and that

Yy oo
/ Vo,u(y — 2, )dF (2) = / Vo, (y — 2, t)dF(2).
0 0

A similar calculation as in the proof of Lemma 3.0.2, using the identity above,
the bounds given in Lemma 4.1.6 and Lemma 4.1.7, as well as the auxiliary

results Proposition 3.0.4 and Proposition 3.0.3, yields that all the stated bounds
hold. O
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4.1.2 Global estimates for a subproblem with an integral term and
constant coefficients

In the remaining part of this section we will obtain regularity estimates of the
PIDE (3.0.10) that are independent of the constant k, still assuming that op =
r = 0. Analogous to the previous section we will do that by working with the
Green function

GA,& (y7 t, 57 19)

defined in Definition 3.0.6. The main idea is to construct this Green function
from the Green function Gy, (y,t, ¢, v), using the parametrix method. The first
step is to construct the Green function defined below. It is known to exist and
be unique because of Theorem VI.1.10 in Garroni and Menaldi (1992).

Definition 4.1.6. Let L) be the differential operator
Ly=1L -\
and let Gr, « (y,t,&,9) be the Green function associated with L.

We will do this by first looking for a function @), , that solves the integral
equation given in the next lemma. Also, because of the next lemma, the sequence
of functions defined below is well defined.

Definition 4.1.7. Let

Q>\7Vv70 (y7 ta 57 19) = _AGL#@ (y7 t’ §7 19) )

and let the sequence of functions {Q)\,,ivn}zozo be defined recursively for n €
]"2""’ and (y’t,é'???) GDKJ by

i K
Q)\,K,nJrl (yatvé-vﬁ) = / / QA,N,O (y,t,Z,S) Q)\,n,n (275757?9) dst7
¥ JO

and let -
Qrr (1, 6:6,0) = Qxen (1,1,6,9).

n=0

Lemma 4.1.9. Assume that og = r = 0 and let « € (0,1) and Qg’% be the
Green function spaces defined in Definition VIIL.1.1 in Garroni and Menaldi
(1992).

o o
(i) Qaro € g§72 and Qi € g;“ . Moreover Q, . is the unique solution in
a, g

5 2 of the integral equation

Q)\,N (1117 ta Z, 19) = - AGL,N (y7 t? 67 19)

) / / G (st 2,5) Qo (2,5, €,9) dds.
29 0

(i) Qxar (y,1,€,9) is differentiable with respect to all four variables on Di.
Furthermore, there exists a constant C' such that for every (y,t,£,9) € Dy
the following identity and inequalities are all valid for 1 € {0,1}:

Q)\,Ii (y7 t7 57 19) = Q/\,Ii (y7 t— 197 ga 0) )
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2
‘asz <y,t,w>’ < Clt— 8P exp (_100 (v—©) ) |

oy’ 47 t-9
0 K \Js by aﬁ - 1 —¢)?

and

K ) Uy 519 -2 B 2
‘aQ)" (gttf )‘§C(t—19) 2 exp (—ico(i_? )

Proof. For part (i): It follows from Lemma VII.1.3 in Garroni and Menaldi
(1992) and the bounds given in Proposition 4.1.3, Lemma 4.1.3 and Lemma 4.1.5,

that Gr . (y,1,£,7) € QSL% and hence Q.0 € gg’%. Since Qx k0 € g;"% it
follows from Proposition VIIL.1.2 in Garroni and Menaldi (1992) that Qx , is

the unique solution in the function space Q;’%, of the integral equation (4.1.26).

For part (ii): This can be shown using the same calculations and reasoning,
based on induction and uniform convergence, as in the proof of Lemma 4.1.4
and the proof of Lemma V.3.1 in Garroni and Menaldi (1992). O

Lemma 4.1.10. Assume that
OR =T7= 0.

(i) For every (y,t,&,9) € Dy and l € {0,1,2}
t K
/ / GL,R (y,t,z,s) Q)\,fi (Z7Sa§77~9) dzds
9 JO

t—1 K
= / / GL,)@ (y,t*ﬂ,zaS) QA,H (2353570) dzds,
0 0

[ t K
%/ / GL,N (y7t7273) Q)\,/{ <Z737§,’19) dzds
9 JO

t Kk 0l . /
= / / MQXJ; (Z,S’g,’ﬂ) dzds,
9 Jo Oy

t K
%/ Grx (y,t,2,8) Qxr .k (2,8,6,9) dzds
- Q)\m yat € 19)
/ / aGLK y,t = S)Q)\,R (27575’19) dzds.
0

Furthermore, for some constant C
al t K
’8yl/ / GL,H (y7t7273) Q)\,I{ (27835719)(12(18
9 Jo

<C(t— 19)174 exp <—1co(y_§)2> )

47 t-9
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and

t K
ﬁ/ / Gr (yrt,2,8) Qrn (2, 5, €,9) d=ds
at ,'9 O ’ ’

<C(t- 19)7% exp (—100 v = QQ) .

4 t—49

(ii) For every (y,t,&,9) € Dy
GL,\,n (y7 t,¢, 19) = GL,N (y’ t,¢, 19)

t K
+/ / GL»H (y,t,z,s) Q}\,H (Z,S,ﬁ,ﬁ)dzds.
9 JO

Proof. For (i): These identities and bounds can be derived from similar calcu-
lations as in the proof of Lemma, 4.1.5.

For (ii): Since G« (y,t,&,7) is the Green function associated with the differ-
ential operator L and Dirichlet boundary conditions, and Q , (y, t, &, ) satisfies
the integral equation (4.1.26), this can be derived from the identities and bounds
given in part (i). It follows from the way the Green function was constructed
that it satisfies the boundary conditions. O

After the next result we will begin the process of constructing the Green
function associated with the entire operator A.

Definition 4.1.8. Let

t K
Vaan(yst) = /0 /0 G (st 6, 0) Ha (€,9) dEd.

Lemma 4.1.11. Assume that o =1 = 0. There exists a constant Cg, depend-
ing on B, such that, for every (y,t) € (0,k) x (0,1] and every I € {0,1,2} the
following inequalities are all valid:

al¢3,a,n(y> t) it —p
' oy ‘Scﬁt T {1+)
and o0 (0.1)
,a, K Y, t -

Proof. This follows from the inequalities given in Lemma 4.1.9, Lemma 4.1.10
and Lemma 4.1.8 by making similar calculations as in the proofs of Lemma 4.1.4
and Lemma 4.1.5.

O

Definition 4.1.9. Let
Yy
QI,R,O (yatagaﬁ) :A/ GLX,K, (yfcvtaffﬂ) dF(C)
0

Let the sequence of functions

{Ql,n,n}zo:o
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be defined inductively by

t K
Q[,I{,’ﬂ (y7t7§719) = / / QLK,O (y7t7278) QI,n,nfl (zvsvfa’ﬁ) dZd87
¥ JO

nel,2 ...,
let -
Ql,n (yat7§7’l9) = Z Ql,n,n (y,t,&ﬁ)a

n=0

let
t K
Gran (. 60)i= [ [ Gy (0:8:509) Qs (25, €.9) s,
9 Jo

and let

t K
GIA,H (y,t,f,'&) ::/ / GL)\7I$ (y,t,Z,S) QLK (27575519) dzds.
9 JO

Lemma 4.1.12. Assume that the tail distribution of the claims satisfies the

inequality (4.0.38) and let Q;’% be the Green function space defined in Definition
VII.1.1 in Garroni and Menaldi (1992).

(i) For every a € (0,1)
QI,H,O (ya tv Ea 19) € g;rf'

(ii) For every(y,t,&,9) € Dy
Q60 =2 [ Gronly- Gt 0)ar(Q

[0,9] (4.1.27)
+>\ [ ]GIA,R(y_C7t7£aﬂ)dF(C)'
0,y

(iii) There exists a sequence {ky},- o such that

kn
lim +

n—oo Kk

=0,

and such that, for every finite n € 0,1,...,, and every (y,t,&,9) € D, the
following inequalities are valid:

‘Qfﬁ,n (y?t7€a19)‘ S kn (t - 19)”_5

n 2
A B G2

X dF (Co)dF(C1), - - - dF (Cn),
(4.1.28)
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Ql,n,n (ya ta €> 19) - QI,H,TL (y/> ta 57 19)‘

< Chyly —y/|(t—0)"""

) (exp 1 (v-e-0m06)

2

—=c
17 t—9 (4.1.29)

L

1 (y/—é—Z?:onf )

x dF((1), .-, dE(Cn),

and
|QI,H,7L (y7 tv §7 19) - Ql,n,n (% tlv 57 19)|
< Cho [t =t ([—9)""1

n 2
1 (y —{— Zj:O Cj) (4.1.30)
X exp _ZCO PO 19

X dF (1), ..., dF(Cn).

Q1w (y:,6,0)| < C(t— )2,
Q1 (0,1, 6,9) — Qri (v, 1,6,9)] <Cly—y|(t—9)",

and

N

|QI,:‘€ (y,t,f,'ﬁ) - QI,K (yat/agvﬂ” S C‘t_t/‘i (t/ _19)

Proof. For part (i): Let a € (0,1). We first observe that it follows from Lemma
VII.1.3 in Garroni and Menaldi (1992) and the bounds given in Lemma 4.1.10
that Gr, » € Gy = Moreover, using similar arguments as in the proof of Theo-
rem 3.0.4, it can be shown that all the requirements of Lemma VII.3.2 hold and
hence a

_AGLMK (y7 ta 67 19) + QI,V»,O (ya t: 57 19) € g;’i .

Since Qr.k.0 (y,t,&, V) is the difference between two functions that are both in

kel

the space G, ' it is trivial to show that Qr.r,0 (Y, t,€,9) is also in Gy'?.

For (ii): It follows from Proposition VIIL.1.2 in Garroni and Menaldi (1992)
and part (i) that, for any o € (0,1), Q1. (y,%,£,9) is a solution in the function

o

2

space Gy of the integral equation

QI,K (ya t7 fa 79) = QI,H,O (ya t7 Ea 19)
t K
+ /ﬁ /O Qroo (4,1 2,8) Qr.n (2. 5,€,0) dsdz.

Since Qg (y,t,£,9) € gg’% it follows from the Fubini Theorem that we are
allowed to change the order of integration, yielding the identity (4.1.27).
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For (iii): We first observe that since, for every ¢t > 4,
lim GL/\,N (ya ta 5’ 19) = 07
yl0

the stated bound (4.1.28) holds for n = 0. A similar induction as in the
proof of Lemma 4.1.4 and Lemma V.3.1 in Garroni and Menaldi (1992) yields
that (4.1.28) holds for any finite n. The most important difference is that this
time we need to also invoke Fubini’s theorem in order to change the order of
integration.

Next, we observe that, if
t—t' >t -9,

then the inequality (4.1.30) follows from the bounds given in part (iii). Assume
instead that

t—t' >t -9
Because of the regularity of Gz, , and Proposition 3.0.3, it is trivial that under
this assumption the inequality (4.1.30) holds for n = 0. Let n € 1,2,...,. It is

obvious that

QLH,TL (y7t7§719) - QI,K,TL (yatlagvﬁ) = Il,n + IQ,ru

where

t’ K
Il,n = / / (QI,R,O (yatazas) 7@[,:@,0 (yat/azas))QLﬁ,n—l (23535719) dzds
9 0
and .o
IQ,n = / / QI,H,O (y»tvzws) Ql,n,n—l (2757£a19) dzds.
t Jo

Let {k,,} be the sequence from the bound (4.1.28). It follows from the regular-
ity of Gy, ., Proposition 3.0.3, the bound (4.1.28), Fubini’s theorem (to allow
the changlng of the order of integration) and Proposition 3.0.2, that, for some
constants K and C, not depending on n,

D1a] < Kk (t— 1) / / / @ — 5t (s — o)
e ()

1 (2_5 Z] ocj)z

X e —Zc
*P 470 s—1

N

dzds

x dF (¢)dF (Co) - - - dF (Ca—1)
gcm”mJt—tﬂi@’—ﬂY“%

1 (y*S* Z?:on)z

X exp — 70 g

X dF(Co)y .-, dF((n).

o1



Similar calculations yield that
Lol < C2 kit — ¥ (¢ — )"
2
1 (y —&- Z?:o Cj)

X exXp —100 —0

x dF(Co), - --,dF (Cn)

and that
QI,n,n (97 t> 67 19) - Ql,m,n (y/7 t7 £7 19)

satisfies an inequality of the form given in part (4.1.29).

For part (iv): Since F' is a probability distribution this follows from the
bounds given in part (iii). O

Lemma 4.1.13. There exists a sequence {ky} -~ such that

lim Fni1 =0,

n—oo n

and such that, for every finite n € 0,1,..., every I € {0,1,2} and every
(y,t,&,9) € Dy the following identities and inequalities are valid:

(i)

l
8G1Mn y,t £,9) / / aGLM y,t z, S)Qnm (2,5,¢,0) d=ds,
9

and

aGIA,n,n (y7 t, 57 19)
ot

= Q[7,{7n (yv t? 57 7‘9)
t K

+// G,k (y’t’Z’S)Ql,n,n (2,5,&,0) dzds.
9 JO

ot
(i)

alGIA,n,n (y, t7 gu 19)
oyt

‘ <k (t—0)" 7

></oom/ooexp _1co(y§Z?=0§j)2
0 0 4

t—19

X dF(C]_), .. ,dF(Cn)a

‘ aGIA,n,n (y7 t» 57 19)

< _y)ne
5t ’kn(t 9)

x/oo-.-/ooexp _100(1152?—0@)2
0 0 4

t—19

x dF(¢1),...,dF((),
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and

1

|G1A7K,’I’L (yv ta 57 19)' S kn (mll’l (ya K — y))E (t - 7‘9)n+Z

2
[ (o et ER)

1 (“_5_2?:043‘)2

+ exp _ZCO Pa—

+ exp _ZCO P

L (s 5r00) )

x dF (1), ..., dF ().

(iii)
alGI K (yat7£afl9) ¢ " alc;L K (yvtﬂ Z? S)
A ayl _ /9 /O A ayl QI,K, (2,5’6719) dzds,
and
aGb\,rc (y,t,{,ﬁ) _
ot = Q[,fi (y7t7§a’l9)
t K
+/ / 0Cry (0,12, S)Qfﬁ(z,s,f,ﬁ) dzds,
19 0 8t ’

Furthermore, there exists a constant C' such that for every (y,t,&,9), and
every l € {0,1,2}

alGlx ,@(y,t,ﬁ,l?) t)
3 < _ 2
o <C-9)'T,

and

Nl=

’aGI)HK/ (y,t,f,b‘)

o ‘gcu—m

(iv) For every € € (0,k) and 0 <9 <t <1
GA,H (ya t7 ga ﬂ) = GLMK (y7 ta 57 19) + Glmfi (y7 ta 57 19) .

Proof. For part (i): These identities follow from similar calculations as in the
proof of Lemma 4.1.5, using the bounds given in Lemma 4.1.12.

For part (ii): It follows from the identities in part (i) that, for every finite n

2 3
0 GI/\,N (y,t,f,ﬁ) — le,ru

2
dy =
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where

eI N (TR
Il,n S /9 /0 L)\’a;:g ) (Q[,n,n (27875319) - QI,KJL (yvs,é-?ﬂ)) dstv

¢ *OGL, . (Y.t 2, s
-[2,77,:/19 (Ql,n,n (yvsvgaﬁ)_QLf{,n (yvt7£719))/ L, (y )dZdSv

0 3yl

and

t K 9l
IS,n = Ql,n,n (ya t7 fa ?9)/ / 8 GLM%(Zl/’ t’ = S) dzds.
9 Jo Y
A calculation using the bounds given in Lemma 4.1.10, Lemma 4.1.12 and
Proposition 3.0.2, and invoking the Fubini’s theorem to change the order of
integration, yields that, for some constant C, not depending on n

2
I, | <Ck, (t—0) 2 oo - 1 (y— 2 j=0 Cj)
‘ 1,n| = n( - ) /0 /0 exp —ZCOW

« / (t— )" F (s —9)" " dsdF (¢1)...dF (Ca)
9

N E G T
SC—Frn =)
t 1 y_zn: C
></19 (t—s) 2exp 41160(75—J1;)J>

x dF ((1)...dF (¢,),
where {k,} -, is a sequence of positive constants, such that

lim Frtt g,

n—oo n

It follows from the above that the stated bound for

aQGIA,n (y7 ta 57 19)
Oy?

is valid for |I,|. Similar calculations yield that bounds of the form given in
the claim are also valid for |15 ,,| and |I3 .|, and thus the stated bound for

82GI)\,/1 (yv ta 57 19)
Oy?

is valid. Other calculations along these lines also yield that the stated bounds

for
alGI)”K (?/7 ta 57 19)
oyt

, 1€{0,1},

and

)

aGIA,I{ (117 ta 57 19)
ot

are also valid.
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For part (iii): This follows from uniform convergence and similar considera-
tions as in the proof of Lemma 4.1.5.

For part iv: Since Gy, . (y,t,§,9) is the Green function associated with the
differential operator Gy, « (y,t,&,?), with Dirichlet boundary conditions, and
because of the properties given in part (iii), the only property that remains to
be shown is that, for every £ € (0,x) and 0 < ¥ <t <1,

?}% GIA# (y7t7§a 19) = ;E}I}{ GIA#% (ya t7£a 19) = O

Since G, « (y,t,&,9) is continuous and vanishes at y = 0 and y = &, a similar
calculation as in the proof Proposition 3.0.4 yields that, for some constant C,
the following bound is valid for every (y,t,&,9) € Dy:

G Ly (1, 6,9)] < Cmin (i, Vi —y) (t—9) 77 .

Because of this inequality and the bound on Qg (y,t,&,9), the Dominated
Convergence Theorem can be applied to yield the inequality stated in part (iv).
O

Theorem 4.1.2. Assume that or = r = 0 and that the bound (4.0.38) on the
tail distribution function F holds. Then there exist constants C' and Cg, where
Cjs depends on 3, such that for everyn € 0,1,..., and every l € {0,1,2}

the following inequalities are all valid:

4.1.31
‘a%,y(y,t) (4.1.31)

-8
<
5t ’_Cgt(l—Fy) ,

=

|3, (y, £)| < Ctimin (y,v —y)? (4.1.32)

ald]&’y (ya t)
oyt
‘ 8¢3,7 (ya t)

’ <Ot T (1 +y),
(4.1.33)

ot

o ,t 1 1 92 2-1 _
‘%‘SC(I? é(31)(p(—4:c0yt)—|—t = O (1+vy) B) and

‘&’Z]’Y(y’t)‘ <C (tlexp <£1160y2) +Cs(1 +y)_ﬁ> :

’ <Cst(1+y)~",

(4.1.34)

ot t
Proof. For every n € 0,1,..., and (y,t) € [0,7] x [0,1] let

t oy
Vo (yst) = /O / Gy (1, €.9) Hy o, (€.9) dEd
0

and let R
o (4,1) = / / Gy oy (5o t,6,0) Hoy (€,0) dEd0.
0 0
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It follows from Lemma 4.1.11 that the inequalities given in equation (4.1.31)
are valid for ¢34 ~(y,t) (defined in Definition 4.1.8). Thus, to establish these
bounds, what remains is to show that they also hold for 3 ; 4 (y,t). Once this is
done, it will follow from the already established regularity properties of ¢ (y, t)
and v - (y,t) that the inequalities given in equation (4.1.34) are all valid. This
can be done in 3 steps.

The first step is to use the bounds given in Lemma 4.1.13 to show that, for
every (y,t) € (0,7) x (0,1], every finite n € 0,1,..., and every [ € {0,1,2}

!
3¢3b’yn 3/, / / aGIA,'yn 2’7 (f,ﬁ)dfdﬁ (4135)
and
o t ’Y
sp7m(y:t) / Gt g, (e, 9) deav. (4.1.36)
ot o Jo ot

The second step is to establish that there exists a sequence {k,} of positive
numbers and a constant Cj, depending on /3, such that

lim kn+1 - 07
n— 00 n
and such that, for every (y,t) € (0,7) x (0,1], every n € 0,1,..., and every
l€{0,1,2}
8l " t — _
[Pistants] g5 140 4137
dy
and P
n 7t n -
‘%M(y)' < Cpt"2 (1+y) 7. (4.1.38)

ot
The last step is to establish that

ale,b,'y(yat) _ i ald}fﬂ,b,w,n(yat)

ayl 2 ayl (4.1.39)
and that
awB,bﬁ(y? t) _ - a’(/)?),b;y;n (y7 t)
o = 2 . (4.1.40)

n=0

It follows from the identity (4.1.36), the regularity bounds obeyed by G, ~.n
stated in Lemma 4.1.13, and Fubini’s theorem, that there exists a sequence
{kn},~, and a constant Cg, depending on f3, such that

kn
lim +

n—oo

=0.

n
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Also

P%ww,‘ . ‘//t_

></0 exp —ico(y €t_21; OCJ) Hoy ., (§,7)

w\

x d¢dOdF (Go) ... dF (Cp)
S Il,n + I2,n + IS,na

where

Ilnzcgkn(uy)ﬁ/ooo.../ooo/ot(t—ﬁ)”%19
X/W 1 (y—f—Z?:on)Z

e e t—1

2

x dedVdF (Co) ... dF (Cp)

1 2
Iz,n =k, exp <—Coy> /
128 7t ) J{cortnz0:00 <4}

t 1
></ (t—9""29
0

x/g 1 (y—f—Z}’:on)Q
0

exp —gCQ —0

x dedddF (Co) ... dF (Cp)

and

Isn = kntn+2/ dF (). ..dF (¢).
{Cor G20 ;> %}

From the above it is clear that the stated bounds holds for I; ,, and I3 ,. More-
over, we observe that it follows from the assumption (4.0.38) on the tail distri-
bution function F' that, for every (o, (1,...,(, >0,

%0 F (Go) F(G1) - F(Gn) SCM[(1+Go) (L4 G) o x (L+G)] 7

-8
<Cm|1+)0¢
j=0

Since lim,, kZII =0, it follows from this inequality that the stated
bound (4.1.38) also holds for I3 ,,. Similar calculations also yield that the bounds
given in equation (4.1.37) and (4.1.32) also hold. Similar reasoning, also based
on uniform convergence, as in the proof of Lemma 4.1.5, yields that the dif-
ferentiation can be done term by term, as indicated in the identities (4.1.39)

and (4.1.40). O
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4.2 Unbounded coefficients
4.2.1 Global estimates for a subproblem with unbounded coefficients

In this section we will study the equation (3.0.9)) when o > 0. We will
assume that og is positive, and not look into the case o = 0,7 > 0. In much
the same way as we did in Section 4.1.1 and Section 4.1.2, we will do this by
obtaining bounds for some Green functions, denoted G P and G A with the
above assumption. Because the coefficients of L are not bounded on (0, o) it is
very hard to prove directly the existence of the fundamental solution associated
with L. This is only one of the number of problems that arise when op is
positive. Instead of working with the original Green function we will work with
something we call an auxiliary Green function.

The basic idea is to consider the function
Gog (2,8) 1= (€ — 1,1),  (x,t) €[0,In (5 + 1)].
From the definition above it is obvious that
Yo (U,t) = Pos (z,t)  (y,t) €[0,4].
and the chain rule yields the result below.

Definition 4.2.1. Let

a1 (x) := % (012,6_2’” + o2 (1 — e_‘)z) , x>0,
let

ay (x) :== (pe_”” +r (1 —e” )) —a11(x), >0,
and let

. 0* 0
L:= <a171 (x) 922 + a4 (x) 833) , x>0.

Lemma 4.2.1. Let the function H; . be as in Section 3. 1&2;{ (z,t) is the unique
solution of the PDE

¥2,5(2,0) =0, z€(0,In(1+k)),
U2,4(0,1) =0, telo,1],
Yo (In(1+ k), 1) =0, tel0,1],
2s @) _ [y o (w,t) = Hiy (€" —1,8), (2,t) € (0,In(1+ k) x (0,1].
(4.2.1)
Proof. Let ( |
r=In(1+y).

From the definition and the chain rule it follows that

o i (z,1) o 0o s (y,t)

or dy

)
y=e®—1
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and that

P (2,8) _ o (awz,n (v:1) L s (u.1)

Oy

Ox? Oy

y=e*—1

y=ez—1>

The claim follows from the identities above, the maximum theorem (similar
to the uniqueness of the PDE (3.0.9)) and 2, (y,t) being a solution of the
PDE (3.0.9). 0

Crucially the coefficients of the differential operator L are bounded on (0,00).
As we shall see this property enables us to obtain regularity estimates for
oz (2, 1) similar to those we obtained for the PDE (3.0.9), where we assumed
constant coefficients.

Starting with the representation formula below, much of what will follow will
resemble the discussion in sections 4.1.1.

Definition 4.2.2. Let
R:=In(1+k),
and let
Dy ={z,t,,0:2,£ € (0,k),0< I <t <},
0Dy = {x,t,&,9 : 2,£ € {0,k},0 <9 <t <1},

D,z = D; UD;.

Theorem 4.2.1. There exists a unique Green function éL s (@, 1,6,0) associ-

ated with the differential operator L and Dirichlet boundary conditions on the
domain Dy, i.e. satisfying the conditions in Definition 3.0.1 with L replaced by
L and k replaced by k. Furthermore, for every (y,t) € (0,%) x (0, 1]

t R
duslat) = [ [ Gy 0n0.60) Houlef = 1, 0)dcd0

Proof. This can be shown using arguments similar to those that lead to the
result in Theorem 3.0.3. O

In the next section we will discuss the regularity of a function we will refer to
as the auwxiliary fundamental solution. Similar to what we did in Section 4.1.1
and Section 4.1.2, we will use this function to construct the Green function
G LA After that a similar calculation as in Section 4.1.2 will yield estimates

of the derivatives of 1/32,,%(x,t), which in turn can be used to obtain estimates
of the derivatives of ¥y .(x,t). We will construct the Green function & L.i DY
first constructing a fundamental solution and a Green function associated with,
not the differential operator I:, but a ”smaller” equation, that only includes
the second order term. We then use the Green function associated with the
second order term as building material for G LA similar to our construction of
the Green function for the whole operator A from a simpler equation (assuming
constant coefficients) in section 4.1.2. For technical reasons (we want to invoke
Theorem V.1.3.5 and Theorem V.5.5) we will define a fundamental solution
associated with an extension of the second order term a1 1 (x) 88722 to the whole
line, that preserves the differentiability, uniform ellipticity and boundedness of
the coefficients.
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Definition 4.2.3. Let

7t | (2) a11(x) x>0,
ayq (z) = ;
b1 302+ [(1—e") o} + sopa?e™] + 5 (0%, 4 203) 2%e”, x <0,

let
0 (z) = {&1 () =>0,
a1 (0) x<0,
let o
io = @*{,1 () oz
and let .
By (a,4,6,0)

be the fundamental solution associated with the differential operator Lo.

It can be calculated that the extended second order coefficient aj ; and the
first order coefficient a; (restricted to 2 > 0) are smooth, uniformly elliptic and
bounded. We state these properties in the next result without giving a proof.

Proposition 4.2.1. The extended second order coefficient aj y and the re-
stricted ay (z) are bounded and two times continuously differentiable, on the
real line and for positive x, respectively. Furthermore, for every x > 0

2.2
0,0R

1
<apq(z) < 5 max (0123, 0’%)

lay ()] < C
a1’ (z)] < C
a," (z)] < C
a1, " (z)| < C
la, " (z)] < C.

Definition 4.2.4. For (z,t,£,9) € D let

: 1 (x —&)”
0. (2,t,6,9) = exp |- S ) (429

and let

1
Co 1= 5 max (J?J, 0%) .
Basic calculations yield that the function defined above has certain properties
that we state in the next two results without giving a proof. Because of these
basic properties it follows that r i, Isa fundamental solution associated with
the extended second order term, as stated in Lemma 4.2.2 below. The main idea
that be inferred from these results is that the principal term can be split into
two terms, where the first term behaves very much like the principal term in the
case of constant coeflicients, while the second term has a weaker singularity than
the first. We will use these properties primarily when, as part of the effort to
construct the auxiliary Green function, we want do integration by parts similar
to what we relied on in the proof of Lemma 4.1.3.
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Proposition 4.2.2. For every (z,t,£,9) € D

U; (.6,69) =T} (x,t—10,£,0),
ol (x,t,6,0) x—£

o @0 LY
Oy, (@.t,60) Ty (2t.6,9) —1+($_5)2]
9z? 2a1, (&) (t =) 2a7, ()t —9)|’
or; (z,t,609) | 0%} (x,t,€,0)
T:am )T’
ol (x,t,6,0) ol (x,t,€,0)
0& ox
S at, " (€ 1 1 r—&)>2
+1p, (2,t,6,9) 7&1{1 é)) [_2+4&T,1 (5)(25_? ]
0°T';, (x,t,6,0) 1 [ar, ' (©ar;, (z,6,60) 92T (x,1,6,9)
0206 i, () [ama N BT ]

Proposition 4.2.3. There exists a positive constant C' such that,
for every (z,t,£,9) € D x R, the following inequalities hold:

[Ps, (@60 <Ot =) Fexp (é(’ (é—?>2> |
W <C(t—9) %exp (—@o(é:?;)’

‘/oo fﬁo (xat7£aﬁ)d($§)1‘ SCVt*ﬁa

— 00

oz (x,t,€,9) N oz (x,t,€,9)

<Ot )}
D¢ oz = C(t=)

1, (z-¢)°
X exp <—260 (t—’l9) > s

<Clo—¢/(t—0)"2

1. (z-¢)°
X exp (200 (t—ﬁ) ) ,

0T, (x,t,6,9) 0Ty (2,1,€,0)
0z06 022
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and

a3fﬁ0 (x7ta§719) 1 {afﬁo (1’715,5719) &T(Q?) 8fﬁ0 ($7ta§719) }‘

dEDx? () aEDN a4 (z) a0

<C(t-9) % <1 + |;E_§|> exp <_;éo((t_f9))> :

Lemma 4.2.2. f‘ﬁ is the unique (principal) Fundamental solution associated
AO

with the equation Lg.

Proof. This can be calculated using the identities and inequalities given in
Proposition 4.2.2 and Proposition 4.2.3. [

Analogous to the construction of the Green function Gy ; in Section 4.1.1
(where we assumed constant coefficients), we can construct the Green function
associated with just the second order term by solving the PDE given in the next
result below.

Lemma 4.2.3. Let gzo k(:z:, t,€) be the unique classical solution of the equation

QEO’;{(O,O,Q :07 xr € [O’/%]’
75, 4(0,1,6) P (0,4,6,0), te(0,1],

97 [ 4.2.3
gp . (56,600 =Tp (kt,60), t€(0,1], (4.2.3)
095 . (z,t,8) R o5 )
Lo'ait =ay1(x) aié” (z,t,6), (z,t) € (0,&) x (0,1].
Let

gﬁoyg(xvtvaﬁ) = gzoﬁ(xvt - 19)5)7 ((E,t,’l?,g) € bﬁo’g'

Assume in addition that for any smooth function f (&,9) with compact support,
any (z,t) € (0,x) x (0,1], and I € {1,2}

ol t f%A t Kalﬁﬁo,;{(%t,f,ﬁ)
/0 /O G (0, 1,6,0) £ (6,0) de = /0 /0 S (6 0) d,

dal

0 t R t ’%aA” i ,t,f,ﬂ
o [swrensoie= [ [ P00 pe
(4.2.4)

and that for any smooth function ¢(y) with compact support
Jim [y, g 0) o(€)ds =0, (4.2.5)
Then R A
Gion@t,609) =13 (2,4,£,9) = g5, 4 (#,£,€9)

is the unique Green function associated with the differential operator Lo and
Dirichlet boundary conditions.

Proof. Because of the symmetry property between the variables ¢ and 1 this
follows from reasoning similar to the proof of Lemma 4.1.1. O
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It follows from the lemma following after the definitions below that the
sequences and series in the definitions below are actually well defined.

Definition 4.2.5. For
g€ C([0,1],R)

let
R ¢ ol (z,t,m,9
%Qmez/%uu@L“") g(9)dd, y>0,te(0,1]
’ 0 o n=%
and
. t or: (x,t,n, 0
%”quzjkuumL“") g(@)dv, y>0,te(0,1],
0 on n=0
and for
g= (91,9 ) €C (0,1,
let

(1 (2
Pys (w,t) = PG, (a,t) = PC) (1), t€0,1].

Definition 4.2.6. Let
Vi, (1) == —20; (3,4,6,0), (t.€) €[0,1] x (0,4),
(2 s ~
VAo (8) == =20 (0,4,€,0), (£,€) €[0,1] x (0,3), and
Veos (1) = (VA0 0, VE, 1)
Forne€0,1,2,..., define
O (1 (2
Vf,n,’y = (V;;:(n)’fy (tv 6) ’ va(m,),—} (tv g))
recursively by
(1 ~
Vil 0 =2Pg (1), telo1],
s R
VL0 =2Pg L (0,t). te[0,1], ne0,..., teo1],

Vemirs @) = (VD @), 7P (t)), neol,..., telo1].

’ &n+1,9 55n+17:y

Let .

(1 (1

O ) =3V ), tel0,1],ne0,1,...,

k=0
U2 (1) =Y V3, neon
&n.g ' &k TR
k=0

let A 0 o

Uens (1) = (0, 0. 08 ), neo,...,
let

P (t) := lim S

€4 Jim Ug o 5(8), t€0,1],

63



U2 () := lim U2 (1), tel0,1],

’AY n—oo
and let
Ues (1) = (Ug}g (t), U2 (t)) .
Lemma 4.2.4. (i) For everyn €0,1,..., f/f(;)ﬁ (t) and ‘75(,273,& (t) are contin-
uous on [0,1] and differentiable on (0, 1], and the same holds for Uf(,lnz and
05(2,3 Furthermore, there exists a sequence of positive constants {kn}zozo

such that Y " kn, < 00, and a constant C, such that for every t € (0,1]
and | € {0,1,2} the identities and inequalities stated below are all valid:

_%Ug(,lﬁ,w (1) + Po,,, () =T (1,660 + Py, (3:1),

508 0+ Po, (0.0 =Ty, 0,660 + By, 0.1),
5117%:7 O] 5t (iéoﬁtm),
31‘7522% O] < k™ exp (‘ié‘)g:)’
alﬁgj () <Ot lexp (—Co (@—t§)2> |
81[]5%3 ] - (_1CO ﬁ—tf)2>7
8lU§(3 @) knt™2 ' exp <11160£tz>

(iii) There exists a constant C' such that for every (z,t,&,9) € D5

Oesd (x,t)‘ <C(t-9)? (exp (-;éo Chnke) ttiﬁ(f -9 )

1, 2?4362
+ exp (—QCot%)).

(iv) Pg. . (x,t) is the classical solution of the PDE (4.2.3).

Proof. Because of the symmetry property between the variables ¢t and ¥ and
the bounds given in Proposition 4.2.2 and Proposition 4.2.3, the lemma follows
from Theorem V.5.5 in Garroni and Menaldi (1992) and similar calculations as
in the proof of Lemma 4.1.2. O
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Definition 4.2.7. For everyn € 0,1,..., and (§,t) € (0,7) x (0,1] let

P (e, t) =V (1),

let ) @
(&) == Voo 5 (1),
let R
Mgty =0,
and let R R
Det)y:=02 ().

Proposition 4.2.4. (i) For everyn €0,1,2,.. V(1 5 (&,t) and V(1 5 (&:0)
are differentiable with respect to & on (,t) € (0 ) (0,1]. Furthermore
there ezists a constant C', and a sequence of positive constants {kn}fzo
such that,

and such that, for every (¢,t) € (0,7) x (0,1], and I € {0,1} the following
inequalities are all valid:
. 2
) exp (—éo (-9 ) 7
4
§0%

(1)
8‘/507(5715) <Ct_,
) exp (_0062) )
23

; (
oY) (€,1) . 1 (5-¢)°
N T B knt? =040 exp _Zéo

vy Gl
ocot! t

and
81+l‘/£ (5 t)

<kt~ exp —lé i
658151 = 1% )

t

(
;Y
,7) X (0,T). Moreover, there exists a constant C' such that, for every

(0
(&t) € (0,7) x (0,1],

(1) ~ . 2
00" &1 _ oy <1+ Iv—€|>exp (_160(7—5) )

(ii) U D (&,t) and Uf) (&,t) are differentiable with respect to £ on (§,t) €

o€ t 4 t

ou® ,t L 2
“/85(6) S Ct™2 (1 + i) exp (—iéoi) s
UM (&) ) 1 (3-¢?
g{@t s O "exp (4 ¢ >

P20 (&,1)
dEDt

and

47t

2
<Ot 2 exp (—16()5) .
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Proof. For part (i): It follows from Proposition 4.2.2 that a bound of this form
holds for n = 0. The claim can be established by exploiting the symmetry
property between ¢t and 9, and doing a similar induction as in Lemma 4.1.2.
The main problem is the singularity at ¢ = 1, but this is only a problem for the
first few terms in the sequence.

For part (ii): This can be established from part (i) and the uniform conver-

gence of the derivatives of 0,5n) (&,t) as n — oo. O

Lemma 4.2.5. There exists a constant C such that, for every (z,t,9,€) € Ds,
and every 1 € {0,1,2} the following inequalities are all valid:

(i)

algﬁo)»‘y (.’E, tv 5; 19)

62§£0,fy (1‘7 ta €7 19)
Oxot

4y, - (2.4,€,0)
0&0x

(ii) For every (x,t,&,9) € D5
GAﬁO,’? ($7t75719) = fio (xatvgaﬂ) - gio)&(x,t,f,ﬂ)

is the Green function associated with the differential operator Lo and
Dirichlet boundary conditions.
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(iii)

8yl 17—

8GLo@é§’t &9 C(t—9)"" exp <—i@0 (i_ff) ’
3GLM; LEY)) C (t—9)" 2 exp (—iéo(iifgf) )
ool )

and

82Gi - (2,1,€,9) 3 1 (m—f)Q
0,7 _ 2 _ A
; <C(t—19) 2exp Co .

Proof. For (i): It follows from the inequalities in Proposition 4.2.3 that the
derivatives of F _(x,t,§,9) can be written as the sum of terms which be-
have like the fundamental solution with constant coefficients discussed in Sec-
tion 4.1.1. Thus we can calculate bounds for the derivatives using integration
by parts as in the proof of Lemma 4.1.3. Some extra terms have a weaker
singularity. A calculation along these lines yields the stated inequalities.

For part (ii): Because of Lemma 4.2.2 this follows from similar calculations
as in the proof of part (iii) of Lemma 4.1.3.

For part (iii): Since, for any z,¢ € [0,4],
(e =& <min (22 + €% (@ =9’ + (- 9)°).

this follows from the bounds given in part (i) and the regularity bounds of the

function I'; . O
0
Proposition 4.2.5. There exists a constant C such that, for every (x,t) €
(0,9) x (0,1]:
7 0%§ x,t,&,9 1 _4)?
gLo’y &5 )d&w §C<eXp (260(9: tv) )
n 1. z2
p [ —Zn
exp ( 5
and

by agﬁoyfy (mvtvé-?ﬂ)
/0 /0 — dédi| <
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Proof. Let A

. 2l

B = [ Ui e (0.1)
and let

. bl
B (s) = /O UD€ s)de, s e (0,1]

A similar calculation as in the proof of Lemma 4.1.7 yields that

/t/’y 891207&(3:’7&75’19)6[&(119211—12
0 0

ot
where
¢ t=9 9T (x,t—1,1,s)
I :/ B(l)(s)/ apq (§) —2— o ddds,
1 ; ; 1,1 oton s
and
I /tB(Q)( >/MA (0) NGl VLI Y
= S a S.
2 ; ; 1,1 ton o

Calculating the integrals above, using the bounds given in Proposition 4.2.3,
yields that the stated inequalities are valid. O

Analogous to what we did in Section 4.1.1, we will construct the Green
function G; 40 associated with the entire differential operator L and Dirichlet
boundary condition, by solving an integral equation.

Definition 4.2.8. Let

0G}, 5 (x,1,€,9)

Ox ’

Q40 (z,1,6,9) := al (x) (2,t,€,9) € Ds.

Let the sequence of functions {Qvn} be defined recursively for
n=
n € 1,2,..., and (z,t,£,9) € D, by

. tory .
Q'Ay,n-i-l (zytagyﬂ) :A [) Q’?,O (.I,t,Z,S) Q’AY,TL (27575519) dZdSa

and let

Q’y ($>ta§719) = Z Q’%n (!L‘,t,&ﬁ) .

n=0

Lemma 4.2.6. Assume that og > 0. Let o € (0,1) and let g,(j’% be the Green
function spaces defined in Definition VII.1.1 in Garroni and Menaldi (1992).

(1) Q:y € gf’%. Moreover, Q:y is the unique solution in Q?’% of the integral
equation

. . Loy, .
Q’AY (‘rat?g’ﬁ) :Q’%O ($7ta€7ﬁ)+[9 /(; Q’AY,O ((E7t,Z7S) Qﬁ/ (Zasaé-?,l?) dzds.
(4.2.7)
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(ii) There exists a constant C such that, for every (x,t,£,9) € Ds, every
', € (0,%),and every t' € (0,t,) the following identities and inequalities
are all valid:

Qs (2,t,6,9) = Q5 (z,t — 9,£,0),

2
R e =]

NI

@5 (@,4,6,9) = Q5 (¢, 4,6, 9)| < Clo —a/|* (¢ = 0)

and

_5
1

Q’? (ZL‘,t,g,’ﬂ) - Q’AY ($,t/,§,19)’ < C|t - t/|% (t/ - 19)
2
X exp (—iéo(i:?> .

(iii)
Qs (x,t,€, )

o€ 17—y

<C(t- 19)7% exp <_160(:1c—§)2> .

Proof. For part (i): It follows from Lemma VII.1.3 in Garroni and Menaldi
(1992), and the bounds given in Lemma 4.2.5; that W € Q?’%, and

hence Q%O € Q;’%. Since Qmo € Qla’% it follows from Proposition VIII.1.2
in Garroni and Menaldi (1992) that (:2;, is the unique solution in the function

space gj"% of the integral equation (4.2.7).

For part (ii): It follows from similar calculations as in the proofs of
Lemma 4.1.12, that these regularity bounds hold for the function
Z;-L:O QA:M- (z,t,€,9), for any n. Furthermore, it can be shown that these sums
converge uniformly.

For part (iii): We first observe that this bound holds for %w. A
similar calculation as in the proof of Lemma 4.1.4 part (v) yields that, for some

constant C
0Qx1 (w,1,&,0) ~1 1 (z—¢)°
. <C(t-9 ——fp—— | .
Ot SO(=0) “exp | —gé—
For n € 2,3,... it can be shown by induction that the functions %ﬁ’t’w

are less singular, and that the sum 7", w converges uniformly on

D4, thus allowing the sum to be differentiated term by term. O

Lemma 4.2.7. There exists a constant C' such that following identities and
bounds are valid for every (x,t,€,9) € Dy and every | € {0,1,2}:
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G’Loﬁ (z,t,2,8) Qs (2, 5,€0) dzds

—

/19
t—10 R R
= / GLO;AY (I,tfﬁ,Z,S) Q’? (2757530) dZdSa
0

. J]

C)

(z,t,2,8) Q5 (2,5,€,9) dzds

1 'G; t, .
/ b3 8020 (o) o,

\

// xtzs)Q.y(zsfﬁ)dzds
5 (z,t,&,0)

Gl (x,t,2,8) 4
/ / bl 201 (2156, 0) dds,
al t
@/,9 ) GLO,»Y (z,t, 2, S)Qw (2,8,&,9)dzds

2
<O —i) F e (—}1 o )

o [t . A
5 | [ s etz @ o) deas

o [t 7. )

‘85/19 /o Giyq (0,1, 2,5) Q5 (2, 5,8, 0) dads
2

Sc(t—ﬁ)_%exp <_leéo(m_f9) >’

t

‘/ // Lo’ythS)Q»}(Z,S,é,ﬁ)dzdsd(x5)’
< CVt.

// oy (@ ,2,8) Q4 (2,5,€,0) dzds.

Proof. For (i): These identities and bounds can be derived from similar calcu-

lations as in Lemma 4.1.5.

For part (ii): Since G 1,04 18 the Green function associated with the differential

operator Lo and Dirichlet boundary conditions, and Q’y is a solution of the

integral equation (4.2.7), this follows from the bounds given in part (i).
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After the next result we will finally be ready to obtain regularity bounds on
o (y,t) (using the original variable y).

Proposition 4.2.6. Assume that or > 0, and that the tail distribution F
satisfies the bound (4.0.38). Let the function Hy, be as in section 3. Then
there exists a constant Cg, depending on 3, such that, for every x’ > x > 0 and
every 1 >t > t' > 0, the following inequalities are valid:

(i)
|Hy . (e —1,1)| < Cge™P?,

and for every a € (0,1]

Hy, (" —1,8) — Hy (e’”/ - l,t’) <Oy (t—t) () e Pa,

(ii) For every a € (0,min (1, 3))

|Hi (¥ —1,t) — Hy . (" — 1,t)| < Cg |z — x'|at*% exp(— (8 —a)).

Proof. For part (i): These inequalities follow trivially from the bounds given in
Proposition 3.0.6.

For part (ii): Assume first that

—x>

DN | =

For this case the stated inequality is trivially true because of the bound on the
function H; . itself given in Proposition 3.0.6. Assume instead that

/
r—xr < —=.
2

We observe that in this case
z’ P S
e’ —e" < 3¢ (2" —x).

Because of this bound and the bounds in Proposition 3.0.6 it can be calculated
that the stated bound holds even for this case. O

Lemma 4.2.8. There exists a constant Cg, depending on 3, such that, for every
(x,t) € (0,&) x (0,1] and every y € (0,k) the following inequalities are valid:

(i)
/Ot
/Ot

t o929 (x,t,8,9)
#,0,R H ¢ B 1
/o /0 912 1 (€8 = 1,9) dédv

kO (x,t,60
/ i ( )Hl,n (ef —1,) de
0

1
< -
922 d¥ < Cgexp ( Qﬁx) ,

kROD: (6,60
/ M.y 069) )HLH (ef —1,0) de
0

ot

1
d¥ < Cgexp (—25$> ,

1
< Cgexp (—2630) ,
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5 0G;. 4 (@,69)

Hy o (e —1,9) dédv

< Cgexp (—;5:;:) .
(ii) For everyl € {1,2}, the following identities are all valid:

z 9'G; . (01,69
ALTAC) // “ = ) (€ = 1,9) dedo.

9t
0P s(w,t) .
8t = Hl,,{ (6 ].,t)
t RaéﬁA<xat7€’ﬁ)
B IL AN = £€_1q .
+/O /O . L (€€ = 1,09) dedv

(iii) For every l € {0,1}, every (z/,t') € (z, k) X (0,t) and every o € (0, 1] the
following bounds are all valid:

0o i () 2-1

ol < Cpt™2 exp(—pz),
0o 5 () 2-1 1
= T < 2 —

‘ 92 < Cpt™ 2 exp ( Zﬁx) ,

o () 1
‘(‘% SCBeXp 7§ﬂ$ 9

oi(@,t) — o s (@) t)’ < Oy (2! — )" 77 exp (—fz) ,

[ i t) = ol t)| < O (£ =) 117 exp (=)

and

i

j ,A(af,t)‘ < (g (min(:c,/%—x))%t .

(iv) There ezists a constant Cg such that for every (y,t) € (0,x) x (0,T] and
every l € {0,1}

o e (y,t) 21 —(148)
oL P 1
01 s (y,t) -18

dy? <Csg(l+y) )
el < o1y

Proof. For parts (i)-(ii): We first observe that for any a,b > 0 there exists a
constant C depending on a and b such that for any z,£ >0and 0 < <t <1

exp (—a(i_? ) exp (—bf) < Cexp (—;a(m —9) ) exp (—bz). (4.2.8)

t—19

The identities and bounds given in part (i) and part (ii) follow from the bound
above and similar calculations as in the proof of Lemma 4.1.6 and Lemma 4.1.5.
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For part (iii): This follows from the bound (4.2.8), the bounds given in part (i),
and the identities and bounds given in Proposition 4.2.2, Proposition 4.2.3,
Lemma 4.2.5, Lemma 4.2.7 and Proposition 4.2.5.

For part (iv): Since

w2,f€ (y7 t) = 7&2,.‘% (h’l (1 + y) 7t) ’
this follows from the bounds given in part (ii) and the chain rule. O

Lemma 4.2.9. Assume that o > 0 and that the tail distribution satisfies
the bound (4.0.38). Let the function Hs, be as in section 3. Then, for some
constant Cg, depending on 3, the bounds stated below all hold for every 0 < z <
&' <&, every 0 <t' <t <1 and every o € (0, 3 min (8, 1)]:

[H, (" = 1,1)] < Cptexp (=fz),

|Hy . (e — 1,t) — Ha . (6" — 1,1)| < Cp (t — ') ' “exp (—Bz),
and
2—a

Hy, (e —1,t) — Ha <€m, - 1,t)‘ <Cg(a' —2)"t 2 exp(—(B—a)x).

Proof. Tt follows from similar calculations as in Proposition 4.2.6 that the stated
inequalities are valid for v . (y,t). Similar calculations as in Lemma 4.1.8 yield
that the bound inequalities are valid for Hs . (e — 1,1). O

4.2.2 Regularity estimates for for a subproblem with an integral
term and unbounded coefficients

In this section we will consider the function
s (z,t) =15, (e —1,8), (x,t) €[0,In(k+1)], (,t)€][0,i] x[0,1],

where as before & = In (1 + k). Since 3, (e* — 1,t) is a classical solution of

the PIDE 3.0.10 it follows from the chain rule that the function s 4 (z, 1) is a
solution of a different PIDE defined in the result below.

Definition 4.2.9. Let the operator A be defined for any function
g(z,t) € CH1((0,/) x (0,1]) as

Ag<x,t>=ﬁg<w,t>—xg<x,t>+x/j g (n (e —Q),0)dF ().

Lemma 4.2.10. Let the function Hy ,, be as in section 3. 1[)3,;{ (z,t) is a classical
solution of the PIDE

U3.a(z,0) =0, wze(0,k),
Ps3.x(0,t) =0, telo,
U (Rt) =0, telo,
a11’%;(5”) ,/11[,3,% (2,t)
=Hy,(e®* = 1,t), (z,t) € (0,In(1+k)) x (0,1].

1]
1], (4.2.9)
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Proof. This is similar to Lemma 4.2.1. O

Theorem 4.2.2. 93 z(z,t) is a unique classical solution of the PIDE (4.2.9)).
Furthermore, there exists a unique Green function GA%(x,t,ﬁ,ﬂ) associated
with the differential operator L and Dirichlet boundary conditions on the domain

Dy, i.e. satisfying the conditions in Definition 3.0.1 with L replaced by L and
k replaced by k. Furthermore, for every (x,t) € (0,%) x (0,1]

t R
dnaant) = [ [ G o600 Haef = 1.0)deat

Proof. This can be shown using similar arguments as those that lead to the
result in Theorem 3.0.3. The most important difference is that in this case we
define the function j (z,t,() as

(2,1, C) = —z+In(e®-(), (z,t) €0,%] x][0,1] x [0,e* —1]
JARS) = —z+4e”, (x,t,() €[0,k] x [0,1] x (e —1,00).

It can be shown that j (z,t,() is continuously differentiable with respect to x
on [0, %], and that, for z € [0, &],

9j (x,1,¢)

<
0< ox

< 00,

thus satisfying the requirement (VIII.1.23) in Garroni and Menaldi (1992). O

Analogous to what we did in Section 4.1.2 we will construct the Green func-
tion G 4 . (x,t,&,9) in two steps. The first step is to use the Green function and
Proposition VIIL1.2 to construct a Green function G i,.s associated with the
differential operator R

L=
and the second step is to do the same once again to construct the full Green
function from GﬁA s, as was the case in Section 4.1.2.

Definition 4.2.10. Let . A
Qxi0 = —AGj 4,

oo

and let the sequence of function {QAAFM}
1,2,..., and (z,t,£,9) € Dy, by

. be defined inductively for n €

n=

t prR
Q)\,f%,n (zyta§719) = / / Qk,fi,o (ZE,t,Z,S) Qk,fi,n (Z757€719) dZdSv
9 JO

and let -
Qk,f@ (Ia ta 57 19) = Z Q)\,f%,n (‘T7 tv 67 19) .

n=0

Lemma 4.2.11. Assume that ogp > 0. Let o € (0,1) and let g,‘j’% be the Green
function spaces defined in Definition VII.1.1 in Garroni and Menaldi (1992).
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o

(i) QA,,%O € g§’2 and QA,F: € Q;’E. Moreover QA,F: is the unique solution in
gg’? of the integral equation

Qi (@,8,2,0) = = MG ; (2, 1,£,9)

t i
— )\/ / G‘LK (z,t,2,5) QA,R (z,8,&,9) dzds.
9 Jo ’
(4.2.10)
(i) QA,;Q (z,t,&,9) is differentiable with respect to all four variables. Further-

more, there exists a constant C, such that, for every (z,t,&,9) € Dy, the
following identities and inequalities are all valid:

QAX,/% (I7ta§719) = QA,/% (1‘,t - ’ﬂyfa O) )

A 2
‘8682;’” (06,6,9)| < Ot~ 9) " exp (—}1 z-d) ) ,
o TN 2
’agg“ (,6,6,9)| < C(t—9) " exp (-iéo (“Z _? ) ,
and
A 2
‘8%;’“ (@6,69) <€t - 9)F e (i w8 ) .

Proof. For part (i): It follows from Lemma VII.1.3 in Garroni and Menaldi
(1992), and the bounds given in Lemma 4.2.5 and Lemma 4.2.7, that G,  (x,t,&,9) €

Q;’% and hence Q,\ﬁ@ S Q;E Since Q,\ﬁ@ S Q;E it follows from Proposition
VIII.1.2 in Garroni and Menaldi (1992) that Q)\’,g is the unique solution in the
function space Gy 2 of the integral equation (4.2.10).

For part (ii): This can be shown using the same calculations and reasoning
as in the proof of Lemma 4.1.4, based on induction, the symmetry property
between the ¢t and ¢ variable, and uniform convergence. O

Lemma 4.2.12. Assume that og > 0.

(i) For every (x,t,&,9) € D, and l € {0,1,2}
t R R .
/ / G (.t 2,5) Qi (2,5,€,0) dzds
9 JO ’

t—9 pR
:/ / Gf,;%(xatfﬁvzﬂs) Q)\,R (Z,S,E,O)dZdS,
0 0 '

I st R
a—l/ / G‘ik(:ﬂ,t,z,s)QM@ (2,8,&,9) dzds
al’ 9 Jo ’

! g aléﬁ,fe (xatv Z, 3) ~
:/19 /0 T Qas (2,8,6,9) dads,
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t R
g// éﬁ‘(x7th7S)QA%(Z,S,f,ﬂ)dzds
(9t 9 lad ’
*an x, t 5 '19)
8GLK z,t,2,8) .
/ / ———— 0\ (2,5,§,7) dzds.

Furthermore, for some constant C

p) l/ / P (2,t,2,8) Qa i (2,5, 0) dzds
xr

2
<C(t-)7 exp <—iéo(“;_f9) ) :

and

t rR
g/ / éﬁA(SL',t,Z,S)QAR(Z7S,£,’l9)d2:d8
ot 9 Jo o ’

2
<C(t— 19)7% exp <_11160 (Z:? ) .

(ii) For some constant C

IN
Q
—~
g
=]
—
&
>
|
&
~

[N

(,t,2,8) Qr.z (2,8,&0) dzds| <

(iii)
GIA/)”;% (l‘,t,f,’&) = Ai,%(x t, &, 19)

// xtzs)QAK(zsfﬂ)dzds

Proof. For (i): These identities and bounds can be derived from similar calcu-
lations as in Lemma 4.1.4 and Lemma 4.1.5.

For part (ii): This can be calculated from the bounds given in Lemma 4.2.7.
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For part (iii): Since G i » is the Green function associated with the differential

operator L it can be derived from the bounds given in part (i) and (i) that

t I
Gﬁg(%ﬁfﬂ”*i/(/ Go (@t 205) Ong (25, €,0) deds
| ] e

is the unique (principal) Green function associated with the differential operator
L—2
and Dirichlet boundary conditions. O

Definition 4.2.11. For (z,t,&,0) € Dy let

e’ —1
Q[,%,O (Z‘,t,f,’ﬁ) = A/0 GA([A,MQ (h’l (em - C) 7ta§719) dF (C) 5

and let the sequence of functions

{QI'”L }ZO:O

be defined inductively by

Qlﬁn(wtfﬁ //leoxt'zs)@]ﬁn 1(256’(9)0[2(18

nel2 ...

Let -
QI,I% (37, ta 57 19) = Z Ql,k,n (l‘, ta Ev 19)
n=0
and

t R
Gl,k (z,t,€,9) = / / GﬁA s (x,t,2,8) QLR (z,8,&,9) dzds. (4.2.11)
9 Jo ’

Proposition 4.2.7. Assume that og > 0 and that the tail distribution F sat-
isfies the inequality (4.0.38). Then there exists a constant Cg, depending on 3,
such that the following inequalities are valid for every (z,t,&,9) € Dy, every

(x',t') € (z,k) x [0,t) and every a € (O,min (%’ g))

‘Q[,f@,o (x7t7€719)’ < Cp(t— 19)7% X <6XP < (;200 (z—&)>+28|z — §|)>

«+exp(_ﬁx)).
(4.2.12)
@mpmuam—QMQ@ﬂgﬂﬂ
<Cy(t—t)T (' —9)"1
« (o (- <% SRE IR 4219
+exp(— B:z:))
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Also
QI,I%,O (’I,t,f,’ﬂ) - QAI,R,O ($,,t,§,19)’

< Cale =" (- 075 (e (- (o (o0 420101 )

rop (- (gl -9+ 2000~ o]) )
Fo (- (3= a)a))
(4.2.14)
Proof. Tt is obvious that the stated bounds hold if
lz— ¢l < 1.
Furthermore, it follows from the bounds given in Lemma 4.2.5, Lemma 4.2.7 and
Lemma 4.2.12 that there exists a constant C' such that, for every ¢ € [0,e” — 1]
and (y,t,£,9) € Dg,
G (e = 0 1.6,0)] < Ot = 0) Hoxp (~Jeo tm (e = ) - € ).
(4.2.15)
Thus a simple calculation yields that, if

r<e—1 (4.2.16)

then for some (other) constants K and C and a constant Cj, depending on /3,

T 2
éﬁx,% (hl (efﬂ - C) at7§7 19) S K (t — 19)_% exp <_iéo (111 (6 — C) - f) )

t—19
<C(t—9) exp (i @ sf) .

Assume that
z>&+ 1. (4.2.17)

Another simple calculation yields that, if (4.2.17) holds and
C<e® — e%(iﬂ-l-&),

then
(II? - 5)2 )

| =

(In(e® —¢) — €)* >

while for any ¢ such that
(>e" — e%(“‘g),

it follows from the assumed inequalities (4.2.17) and (4.0.38) that
F(C) < Cgeiﬁw.

From the inequalities above it is clear that the inequality (4.2.12) holds. The
inequalities (4.2.13) and (4.2.14) follow from similar calculations as above and
as in the proof of Proposition4.2.6. O
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Lemma 4.2.13. Assume that o > 0 and that the tail distribution F obeys the
bound (4.0.38).

(i) Let a € (0,1) and let G, "% be the Green function spaces defined in Deﬁ

nition VIL 1 1 in Garroni and Menaldi (1992). Then QI .0 € g2 and
Q] i € Q2 2 . Moreover QI & 1S the unique solution in QQ 2 of the integral
equation

e’ —1
Ors (,,€,9) =\ / Gi (e =) 1,60)dF (O)

e’ —1
- )\/0 Gri(n(e® =), t,6,9)dF (C).

(4.2.18)
(ii) There exists a constant Cj, depending on 3 such that, for every
(x,t,&,9) € Di, and every (z',t) € (x, k) x (9,1)
Qui (@ ,69)| < Ca (b —0) " Fexp(—Ble — ). (4:2.19)
Qs (ot 0] < € (0= 0)E x (oxp (2010 - €)
(4.2.20)

+ eXp(—ﬁx)>,

o

Qs (,8,6,0) = Qus (2,8,6,0)] < Co (¢ = 1)F (¢ )
(exp( 28z —£]) (1221
+exp () ).

and
14+

QI,I% ($7ta§719> - Q[ﬂ% (Z‘/,t,g,ﬁ)‘ S Cﬁ |$ - x/|a (t - 19)_7
« (oxp (2810 - €)
+exp (=282 — )

+exp((ﬁa)x)>.

(4.2.22)

(iii) For every (z,t,£,9) € D and every l € {0,1,2} the following identities are

all valid:
I'Gr i (z,1,€,9) DG, (a2 D)
I o : // axl Q1.4 (2,5,&,9) dzds,
and
G (2,,6,9 A
G (,,6,9) _ Qr.i(2,1,6,0)

ot

8OG; . (x,t,2,9)
+// = Q[,%(Z,S,f,ﬁ) dzds.
9 Jo ot ’
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(iv) There exists a constant Cg depending on B such that for every (z,t,£,9) €
D and every l € {0,1} the following inequalities are all valid:

alél,k (Ia t7 ga 19)
Ox!

<Cyt—9)7 (eXp(—% & — €]) + exp <—ﬂx>),

<Cs(t— 19)_% (exp(—ZB |z — &) + exp (—;ﬁx))

(exp (<28 )z — €]) + exp (—;m))

32617,% (a:, t, 5, 19)
Ox?

aé[,k (.’IJ7 t7 57 19)
ot

[NIE

<Cp(t—0)

and

‘éf,g (x,t,g,ﬁ)] < Cpmin (z, & — 2) (t—9)* <exp (—;ﬁ |z — 5)
N
rowp (-306:-9))).

éA,fg (l‘,t,f,ﬁ) = é[:)”,% (Z‘,t,g,’l?) + é[,% (xatvfaﬂ) .

(v)

Proof. For part (i): Because of the bounds obeyed by G 1.« this follows from a
similar argument as in the proof of Lemma 4.1.12.

For part (ii): Because of the bound (4.2.8) and the bounds given in Proposi-
tion 4.2.7, this follows from similar calculations, based on induction and uniform
convergence, as in the proof of Lemma 4.1.12. O

For part (iii) and part (iv): This follows from similar calculations as in the
proofs of Lemma 4.1.5 and Lemma 4.2.12, and using the bounds given in part (ii)
and the bound (4.2.8).

For part (v): Since G’m & s the Green function associated with the differential
operator

L=,
this follows from the bounds and identities given in part (1)-(iv).

Theorem 4.2.3. Assume that or > 0 and that the tail distribution I satisfies
the bound (4.0.38).

(i) For every (z,t) € (0,/) x (0,1] and every l € {1,2}

L t oo OLG (2,60
M:// Ag (@16 )Hz,,:; (eé—l,ﬁ)dfdﬁ
0 Jo

oz! ozl
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and

81/33,:%(587 t)

=Hsy; (e —1
at Q,H(e aﬁ)

t oo 9G ;- (x,t, €0
+// 9G4 (@06 0) )Hg,g(eé—lsﬁ) dedy.
O O at ’

(ii) There exists a constant Cg, depending on 8, such that, for every (x,t) €

(0,k) x (0,1] and every I € {0,1} the following inequalities are all valid

817&3,%(3;7 t)
Ox!

82’(213 g(.’lﬁ, t) 1
— 0 T <K ——
922 Cptexp ( 2ﬁx> ,

F%A%ﬂ

< Cﬂt% exp (—pz),

1
< E—
5 < Cgtexp ( 25m>

and R
[, 1)] < Cptmin (2,5~ ).

(iii) There exists a constant Cg, depending on [3, such that, for every (y,t) €
(0,x) x (0,1] and every l € {0,1}

8lw3,n (ya t)
oyt
‘ 82¢3,I€ (yv t)

‘ < Cpt'T (14y) HD

h? ‘ < Cst (1+y)~ 37+

and
’ 811[)3,5 (ya t)

< Cat(1+y) %7
s < ca+)

(iv) There exists a constant C and a constant Cg, depending on 3, such that,
for every (y,t,) € (0,k) x (0,1] and I € {0,1},

|34 (2,t)] < Catmin (y,k —y),

2

"y (y, t 1 - -
‘w 4 )‘ <Ct 2 exp (_400yt> +Cpt™ T (L4y)" D

oyt
9? (o (y, t)
Oy>?

2

1 (1
‘ <Ot exp (_40031) +Cp (1 +y) (26+2) ;

and

<Ot Vexp [~ L) 4 Co (14430
< p 1607 +Cp(1+y) .

Oy (y,t)
ot

Proof. For part (i)-(ii): This can be calculated from the representation formula
given in Theorem 4.2.2 the bounds on H ,; given in Lemma 4.1.8 and the bounds
on the Green functions given in Lemma 4.2.12 and Lemma 4.2.13.
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For part-(iii)-(iv): These bounds follows from the bounds given in part (ii),
the bounds already obtained for for #; , and s ., the Middle value theorem
and the chain rule. O

5 Existence on an unbounded domain

In this section we will finally prove the existence of a classical solution, except
at the origin, of the equation

w(y70) =0, y>0,

¥(0,t) =1, te][0,1],

hmy_)oow (y,t) =0, f €1[0,1],

QD) — A(y,t) = AF(y), (y,t) € (0,00) x (0,1].

(5.0.23)

Analogous to what we did in Section 3 we will look for a solution (y,t)
of (5.0.23) by considering the three equations

¥1(y,0) =0, y>0,
1(0,1) =1, teo.1],
limy o0 ¥ (y,t) =0, tel0,1],
2erfe) = 103 Pt | p2lud) () ) € (0,00) x (0,1],
(5.0.24)
Ya2(y, 0) =0, y>0,
z/)g(O,t) =0, te [O7 1] , (5.0.25)
limy_>oo va (y,t) =0, te]0,1],
WD Lpy = Hy (y,1), (y,1) € (0,00) x (0,1],
where
Hy (y,t) = %U%yQ 821212;‘2’0 + ryawla(;’t) — My (y,t)
I\ / " (g — 2 1) AP () + AF(y),
and
¥3(y,0) =0, y>0,
Y3(0,1) =0, tel0,1], (5.0.26)
limy 00 ¥3 (y,t) =0, tel0,1],
sVt _ Adpy (y,t) = Ha (y,t), (y,t) € (0,00) x (0,1],
where

Hy (y,t) = —Mba(y, t) + )\/Oy Yo (y — 2,t) dF(2).

As discussed in section (3) we already have a solution for the first equation,
given as

9 [ 2 (y+213)2
t) =+1/— 2 d 2 295 ds. 5.0.27
1(y,t) Vw/y\[e ap\/ﬂ s ze P° ds ( )
opVt
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Since we also have the representation formula (3.0.15) we immediately get the
regularity result given below.

Lemma 5.0.14. (i) There exists a constant C' such that for every (y,t) €
(0,00) x (0,1], every l € {0,1,2,3} and every m € {0,1,2}, the following
identity and inequalities are all valid:

I (y,t) 1 5 0% (y,t) | O (y,t)
ot 27P T g2 TP g, o

0< wl(yvt) < 17

‘811%125;;;,7,‘) < Ct‘éexp (—; oy:> )
mallp{;;ly’t) < C’t_lme exp <—lecoy:> )
‘W < Ct texp <—icoyt2) ‘

(ii) There exists a constant C' such that for every (y,t) € (0,x) x (0,1] and
every 1 € {0,1,2,3} the following inequalities are all valid:

1 ! 2
00000 gy (1)

oy oyt t

8w1 (y7 t) 6%1 f@(% t) 1 KZ2
_ ) < —Zen— ).

‘ ot o < Cexp 400 "

Proof. For (i): This follows from similar calculations as described in
Lemma 3.0.1.

For (ii): For every (y,t) € (0,x) x (0,1] the symmetry properties of the
function I',,, ,, yield that

tarUP —£&,5,0,0

V1.x(y,t) — Y1y, t) = g,{/ ,p(yagﬁ s )‘
=K

/taFUPP Yy — 5,570 0)

0 L—o

X(UQ)t—S U(t—s))ds},

UW (t —s)dv

(5.0.28)
from which the stated bounds can be calculated using integration by parts. [

In a way that is analogous to the discussion in section 4 we will need reg-
ularity results for the functions Hj (y,t) and Hs (y,t). Because of the result
above we immediately get the regularity result below, which is very similar to
Proposition 3.0.6.
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Lemma 5.0.15. Assume that the tail distribution F satisfies the
inequality (4.0.38).

(i) There exists a constant Cg, depending on B, such that, for every (y,t) €
(0,00), every y' > 0, every t' € (0,t) and every a € (0,1] the following
inequalities are all valid:

|H1<yvt)
|H1(yat)
|H1(y7t)
and, for every o € (O,m ( g)), and x,z’ >0

Hy(e® —1,t) — Hy (ez, — l,t)‘ <Cglr— 2 |Mt7% exp (—?) .

(ii) There exists a constant C, such that, for every (y,t) € (0,k), every
"€ (0,k), every t' € (t,1) and every a € (0,1]

/432
(H (g, t) — Hyn(y )] < Coxp (—icOt) ,
|(H1(y?t) - Hl,m(?ﬁt)) - (Hl(ylvt) - Hl,/i(y/’t)” S c ‘y - y/|01

o 1 k2
exp | —=co— |,
P75

((Hi(y,t) = Hin(y, 1) — (Hi(y,t') = Hik(y, £))| < C (¢ = t)"

x 1c v

exp | —=co— |-
PR

and, for every xz,z’ € (0,1n (1 + K)),

(i (e = 1,6) = Hie (e" = 1,0)) = (Hy (¢ = 1,t) = Hy (e = 1,1) )]

1 2
<Clz—2|" exp( T6¢ R).

Proof. For (i): This follows from the bounds given in 5.0.14 and similar calcu-
lations as in Lemma 3.0.2 and Proposition 4.2.6.

For (ii): This follows from the bounds given in Lemma 5.0.14 and similar
calculations as in Lemma 4.1.8 and Proposition 4.2.6. O

5.1 Constant coefficients

In this section we will again assume that o = r = 0. The main idea is to show
that, for any sequence {x,} -, such that

lim k, = oo,
n—oQ
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the sequences of functions {1 ., } -, and {13 ., }_, and their derivatives con-
verge uniformly to solutions 12 and 13 and their derivatives of equations (5.0.25)
and (5.0.26), respectively.

Definition 5.1.1. For { > 0 and ¢ € (0,1] let
‘/570(t) = _2FO'P (Oat7€a 0) 5
and forn € {0,1,2...,}, let
Veni1(t) = —2PF (0,1).
Let

)= Venl(t)
n=0

Lemma 5.1.1. Assume that or =1 = 0.

(i) Ue is differentiable. Furthermore, there exists a constant C' such that for
every t € (0,1], every & > 0 the following identity and inequalities are all

valid:
S Uelt) — P2 =T, (0,4,6,0),
1 2
|Ue(t)] < Ct% exp (—005)
2 7t
and

|U:(t)] < Ct™ % exp —lc &
el = 270 )

(ii) There exists a constant C such that for every t € (0,1], every & € (0, k)

(2) K?
‘Ug(t) ~ U )‘ < Cexp (—c t)
and )
‘Ué(t) — ng/(t)‘ < Cexp (c F;)
(iii) For every fived & > 0
97, () == PG (4, 1)
is a classical solution of the PDE
91,(1,0,¢) =0, y>0,

gzo(o7t’§) = FUP (O7t’§70)7 te (Oa 1]a

hmy—mo 920 (ya t 5) =0,
g3, (y:t:€) .
e = Lg; (y,1,€),  (y,) € (0,00) x (0,1],

Proof. For parts (i) and (ii): We observe that

2
Veolt) = V. (8).

The stated identity and inequalities follow from similar calculations, based on
induction and uniform convergence, as in Lemma 4.1.2.
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For part (iii): Let {x,},., be a sequence of positive numbers such that

lim &, = oo,
n—oo

and consider the sequence of functions

{950, (.0}

It follows from the bounds given in Lemma 4.1.3 that there exists a constant C'
such that, for any n such that k, >+ 1

1 2
|gzo,l€n (y7t7£)| < C (1 =+ 572) exp (800i> )

Thus, g7, ., satisfies the initial condition. Also, for any ¢y € [0, 1]

lim 7 (y,t,€) = lim lim I (y,t,
(y)t)_)(o)to)gLo(y 3 A 9L, L(,t,€)

_ FUP (Ovt07§70)7 tO >0
10, to=0.

The uniqueness follows from Theorem 1.3.1 in Garroni and Menaldi (1992) and

similar arguments as in the proof of Theorem 3.0.1. O

Definition 5.1.2. For every y,£ >0 and 0 <9 <t <1 let
2
9Lo (yvta§779) = _P[Efg) (y7t - 19) .

Lemma 5.1.2. Assume that or =1 = 0.

(i) There ezists a constant C' such that for every y,€ >0 and 0 <9 <t <1
and 1 € {0,1,2} the following inequalities are all valid:

0'gry (y, t,€,9) _xp Ly 458
9 9Le\Y: 4,6, V)1 _ 3 _ 1.y Taes
‘ ay <C((t—-"7) exp ( 50 g )

and
‘ agLo (ya t7 57 19)

_3 1 24 12
T ‘ <C(t—9) 2exp (—COW>.

2 t—19

(ii) There exists a constant C such that for every (y,t,&,9) € D, and
1 €{0,1,2} the following inequalities are all valid:

l l 2 2
lagLO(y’tvg’ﬁ) g (y,t—m’SC(t—ﬁ)‘éexp (_1%& = )

oy’ oyt U )

agLo(y7ta§7’0) 0 (2) 1 1 K2 +£2
_ZH0TT T 7 —P — < — 2 N
‘ o + ot e (yt —9)| < C(t—19) 2exp SOy )

algLo (yvtagvﬁ) _ 3l9Lo,n(y7t,§aﬁ)

oyt oy
2 1 2
_14l 1 (k—y) " +35(k—&
<ot exp <—200( )t—219( ) >’
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and

ot a ot
_a)2 a1 _ )2
< Ct= 3 exp (—;co (k—y) +5(r=¢) ) .

‘89%(3/, t,6,9)  0gr,.x(y,t,&0) ’

(iii) There exists a constant C such that for every y,& >0 and 0 <9 <t <1
the following inequalities are all valid:

/t /oo a2gLo(yvta€7l9)
0 K ayQ

2
/ / ‘3‘“0 v48,9) ‘ dedi < Ctexp (—icolz) .

(iv) There exists a constant C such that for every (y,t,£,9) € Dy, and
le{0,1,2}

2
'dgdﬂ < Ctexp <z1f°ﬁt> :

and

<8lgL0 y,t, &, 19) 'gLe.x (Y, )) dgdﬁ‘

oy
2
< Ot exp <1<—y>> |

2 t

and such that

(agLo yvt 5 19) agLo,n(yatvga’ﬁ)

T > dfdﬁ‘
2
< Cexp (—;co(ﬁ_ty)> .

Proof. This follows from similar calculations as in the proof of Lemma 4.1.3 and
also the bounds given in Lemma 4.1.3. O

Definition 5.1.3. For every y,£ >0 and 0 <9 <t <1 let

GLo (yatagaﬁ) = FO’P (y,t,f,ﬂ) —JL, (y7t7§719)7

let

oG S, &0
QO (y7t7£719) = p%a

let the sequence of function {Qy,},—, be defined inductively for
n € 1,2,..., by

Qu (4,1,6,0) = // Qo (5.t 28) Quor (2,5, €,9) d=ds,

and let -
Q(y,t7§;ﬂ> = ZQTL (y7ta€719) °
n=0
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Lemma 5.1.3. Assume that og > 0 and let o € (0,1).

(i) @ solves the integral equation

t o]
Q(yatvgaﬁ):QO (yvta€7§)+/’0 /0 QO (y,t,Z78)Q(Z7S,£,’l9)dZd$.
(5.1.1)

(ii) There exists a constant C, such that, for every y,y',& > 0 and every
0<¥9 <t <t<1 the following identities and inequalities are all valid:

Q(y7ta§719) :Q(yvt_’ﬂ7£a0)7

2
Q (y,t,€,9)| < C(t—0) " exp (-jfo (yt_%) ) ’

5

Q0 t,6,9) — Q(/,,&,0) < Cly—y/|> (t— )~ F
2
X exp <_41100(yt_? ) ,

and

|Q (y>ta€>19) - Q(y7t/7€719)| < Clt_t/li (t/ _79)

(iii) There ewists a constant C, such that, for every (y,t,&,9) € D,., every
y', € (0,k),and every t' € (0,t,) the following identities and inequalities
are all valid:

1Q (4, t,6,9) — Qi (y, £,6,9)| <C (t —9) "
2 2
- (i%(ny) + (k= ¢) )

t—19
Q(y,1,6,7) = Q (', £,6,9) — (Qx (y,£,£,9) — Qn b8, 19))I

1 _5 1 K—Y
<Cly—y|? (t—9) T exp (—800(

and

|Q (y7ta€719) - Q (yat/7§719) - (QH (yat7£aﬂ) - QK (yatlaévﬁ))‘

(r—y)* + <n—a>2>
t—20 ’

1 _5 1
< O|t—t’|i (t—9) % exp <—860

Proof. This follows from similar calculations and reasoning as in the proofs of
Lemma 4.1.4. O
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Proposition 5.1.1. (i) Foreveryy,£ >0and0 <9 <t <1landl € {0,1,2}
al t oo
@/ / GLO (y,t,z, S)Q(Z, 5,6,19) dzds

11
// G, y’t“b(z,s,g,ﬁ)dzds,

and
a i o]
o || entas @G g naas

=Q(y,t,&9) + // G L y’tZS)Q(z,s,g,ﬁ)dzds.

(ii) There exists a constant C such that for every y,€ > 0 and every
0<9I<t<1

! t poo
’al/ / GLO (y7t,Z78)Q(Z7S7£’19) dzds
' Jo Jo

<C(t— 19)_% exp (—100@_5)2> ,

47 t—9

and
a t fe’e]
—// Gr, (y,t,z,8)Q(z,s,&,9) dzds
at Js Jo

<C(t-— 19)_1 exp (—1co(y — §)2> ,

4 t—1

(iii) There exists a constant C' such that for every (y,t,£,9) € D, and every
1e{0,1,2}

‘3@/ / (/ Gry (9,1, 2,5) Q (2, 5,€,9) dzds
_/ Grox (Y, t,2,8) Qr (2,8,6,7) dz)
0
(K—y)2+(m—5)2>

_1 1
<C((t-9) éexp(—gco r—

and

t 00
‘;L (/0 Gro (y,t,2,8) Q (2,5,&,9) dz

B / Crom (1, 2,8) Qu (2, 5,6, 0) dz> ds
0

(r—y)* + <n—£>2>
t—19 ’

<C(t—9) "exp <—;co
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Proof. Because of the regularity bounds obeyed by @, given in Lemma 5.1.3,

this follows from similar calculations as in the proof of Lemma 4.1.5.

Definition 5.1.4. Let
G (y,t,§,9) = G, (y,t,£,9)

t [e%e]
+/ / Gr, (y,tz,s)@(z,s,g,ﬁ) dzds,
9 Jo

and let
Uy, 1) —// i (5,1, €,9) Hy . (3. 9) dédo.

O

Theorem 5.1.1. Assume that og = r = 0 and that the tail distribution F

satisfies the inequality (4.0.38).

(i) For everyy > 0, every t € (0,1] and every I € {1,2}
8l 02 (y,1) > oq ,t 19

and

ot

(ii) There exists a constant Cg, depending on 3, such that, for every y > 0
and t € (0,1] and every I € {0,1,2} the following bounds are all valid:

"y (y,t 21 -
[Porte) oy,
Da (y, ¢ _
%a(ty’)‘ <Cs(1+y) "

and, for everyy' >y, t' € (0,t) and a € (0, 1]

W (y,t) — 2 (¥, 1) < Ca (v —9)“ 7= (L+y)7,

and
[ (y,t) — 2 (y, )| < Cp (t =) = (1 +9) 7

(iii) There exists a constant Cg, depending on 8, such that, for every (y,t) €
(0,k) x (0,1] and every I € {0,1,2} the following bounds are all valid:

0'a (y,1) _ 0'vae (y,1) 6 1L (k—y)’
o oy ’ < Cj tz (1 + k) " exp T
0s (9,1) s (1 (5P

‘ 5 <Cs(l+r) "exp|— 1660 ¢ .
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Also, for every y' € (y,k), t' € (0,t) and o € (0,1]
(W2 (y, 1) — o (y,1) — (V2 (¥, 1) — Yo (1))

/ a 2-a -8 1 (“*y/)Q
<Cs(y —y) t= (1+k) “exp T B

and

|(¢2 (y7 t) - wQ,n (yv t)) - (¢2 (y’ t/) - wQ,m (yv t/))|

o - 1 (k—y)’
<Cp(t—t) 7 (1+ k) 5 exp <_1600(th))'

(iv) 9 (y,t) is the unique classical solution of the PDE (5.0.25).

Proof. For (i) and (ii): These follow from the regularity bounds obeyed by
Hi(y,t) and Hy(y,t)—Hy . (y,t), given in Lemma 5.0.15 and similar calculations
as in the proof of Lemma 4.1.5.

For (iii): This can be calculated from the bounds given in
Lemma 5.1.2, that are obeyed by Hy(y,t) — Hy ,(y,t), and examining the three
cases

£<

K,

N

k<&

IN

1
2 i
and

&> k.

For (iv): It follows from Lemma 5.1.1 and part (i) that ¢ (y,t) satisfies the
equation (5.0.25) on the inner domain. It follows from part (ii) that s (y,t)
satisfies the asymptotic boundary condition. Similar reasoning as in the proof
of Lemma 5.1.1 yields that, for every ¢y € (0, 1],

lim )wg(y,t) =0.

(y:,£)=(0t0

Definition 5.1.5. Fory > 0 and t € (0,1] let
y
Ha(w: ) i= o2 (0 0) + X [ (y = 2.) dF (o).
0

Proposition 5.1.2. Assume that op = r = 0 and that the tail distribution I’
satisfies the inequality (4.0.38).
(i) Then there ezists a constant Cg, depending on 3, such that, for every
y>0,t,ae (0,1 andy’ >0

|Ha(y,t)| < Cs(1+y)7",

|Ha(y,t) — Ha(y' . 0)| < Co(y' — )"t 2 (1+y) 7,
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and such that

|Ha(y,t) — Ha(y, t')] < Cp(t — )" ¢ " (1+y)7".

(ii) There exists a constant Cg, depending on (3, such that, for every (y,t) €
(0,k) x (0,1] every (y',t') € (y,k) x (0,t) and o € (0,1]

2
[Hy, 1) — H o, 1)] < Gt (14 4) " exp (;M) ,

‘(HQ(y’t) - H2,n(y7t)) - (H2(y/at) - H2,K(y/7t))‘

’ a 2o -8 1 (H_y/>2
<Cs(y —y) t = (1+k) "exp BTl K

and

|(Ha(y,t) — Hax(y,t)) — (Ha(y,t') — Han(y,t"))]

2
<Cp(t—t) "t (1+ k)7 exp (11660(th)> .

Proof. This follows from the bounds given in Theorem 5.1.1 and similar calcu-
lations as in Lemma 4.1.8. O

We will now proceed to show existence of the equation (5.0.25) analogous to
the results in Section 4.1.2.

Definition 5.1.6. Let

QA,O (y7 ta 57 19) = 7/\GL (ya t7 ga 19) ’

and let the sequence of functions {Q,\m}fbozo be defined inductively for n €
1,2,...,and 4y, >0 and 0 < I <t <1 by

t [’
Qo (. 1,6,9) = / / Ono (4,62, 8) Qrmr (2,5, €, 9) dds,
9 0

and let -
Qk (y7 tv £7 19) = Z Q)\,TL (ya t7 5? ﬂ) .

n=0

Lemma 5.1.4. (i) Qx is a solution of the integral equation
Qx (y:1,2,0) = =AGL (y,1,€,9)

t poo
_)\/ﬁ /O Gr(y,t,2,5)Qx(z,5,§,0) dz((j;,l ,

(ii) Qx (y,t,&,0) is differentiable with respect to y,t and ¥ on (0,00) x (0, 1] x
(0,00) x [0,t). Furthermore, there exists a constant C' such that for every
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¥,€ >0 and 0 <9 <t <1 the following identity and inequalities are all
valid for 1 € {0,1}

Q)x(y7ta€719) :QA (y7t7195§70)a
l 141 — 2
’a Qs <y,t,f,ﬁ>‘ < Cl—9)F e (_i%(yt_? > |

oyt

and

9 _3 _6)?
) s )

(iii) There exists a constant C' such that for every (y,t,€,9) € Dy and every
1 €{0,1} the following inequalities are all valid:

‘81Q>\ (yatafaﬁ) _ aQ)\,m (yat7€719)’ S C(t—’lg)_lTH

oy! oy!
1 2
X exp <8co (ﬂt _31/9) >
1 M2
X exp <—8co(lz_? ,
(5.1.3)
and
aQ/\ (y7t7€719) _ aQA,H (y7t7§>19) < C( %
ot ot
< o ( L,=0) )

fr‘r

1 (k—¢)°
X exp ( i ) .
(5.1.4)

Proof. For part (i): Similar calculations as in Lemma 4.1.4, based on induction
and uniform convergence yield that the inequalities given in part (i) are all valid.
In particular, it can be shown that there exists a sequence {kn}zozo of positive

constants such that lim,,_, o kk: L = (0 and such that

—1 o 2
‘Q)\v” (y7t7£719)| S kn (t - 19) n2 eXp <_41]:CO (yt _fg) ) .

Also by induction it can be shown that, for every n € 1,2, ...,

D Qi (yst,2,9) = =AGL (y,1,€,9)
3=0
t o) n
[ Gtz Y Qu s ) dsds
9 Jo =
t o]
+)\// Gr (y,t,2,8) Qxn (2,8,&,0) dzds.
9 Jo
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Because of the bounds obeyed by Qi (2, s,&,9) it follows that

Z Q)uj (y7 2 57 19)

Jj=0

converges uniformly to a solution of the integral equation (5.1.2).

For part (ii): It follows from the regularity bounds obeyed by the Green
function G, (y,t,&,9) derived in section 4.1.1 that the stated bounds hold for
Qro (y,t,&,9) and Qao (y,t,€,9)—Qx k0 (Y, 1, €, 0). Similar calculations, based
on induction and uniform convergence as in the proof of
Lemma 4.1.4 yields that these bounds also hold for the limits Q) (y,t,&,¢) and

Q)\ (y7 ta 67 19) - Q)\,H (y7 tv 57 19)
For part (iii): We first note that it follows from the bounds given in

that, for some constant C, (y,t,&,9) € D, and [ € {0, 1}

alQ)\,O (y7 t7 67 19) _ alQ)\,O,K (yu t7 5, ﬁ)
6yl 8yl

141

‘<C(t—19)2

 exp <_100(ny)2+§(n£>2>.

2 t—19

Furthermore, an application of Proposition 3.0.2 yields that, for some constant C'

[Too (e (G525 )

SC&p(_%JH—m2+m—ff>u_ﬁ)

m\»—-
N
Wl

(t—s)2(s—1)

8 t—19

Similar calculations as in Lemma 4.1.4, based on induction, uniform convergence
the symmetry property between there ¢ and ¢ and the bound above, yield that
the stated bounds (5.1.3) and (5.1.4) all hold. O

Definition 5.1.7. Fory,£ >0 and 0 <9 <t <1 let

GL)\ (yvtagaﬂ) GL (y7t E 19 / / GL y,t z, S) Q)\ (Z S f 19) dzds.

Lemma 5.1.5. Assume that op =1 = 0.
(i) For every y,£ >0 and0<9¥<t<1andlc {1,2}

[ t [e'e)
9 / / G (y,1.2,8) Qx (2, 5., 9) dzds
3Z/l 9 Jo

t oo 9l
= [ [ EEEEE G, s 0) deds,
9 Jo ay!

and

t oS
%/ / Gr (y,t,2,5) Qx (2, 5,€,9) dzds

=Qx(y,1,§,9) + // 961 ( y’tZS)Q,\(z,s,f,ﬁ)dzds.
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(ii) There exists a constant C' such that, for every y,& >0 and 0 <9 <t <1

the following inequalities are all valid:
al t )
’1/ / Gr (y,t,z,s) Q)\ (szafaﬁ)dZdS
oyt Jo Jo

<C(t- 19)% exp (100(31 — §)2> )

4 t—19

and

t e’}
g/ / Gr (y,t,z,5)Qx (2,5,€,9)dzds
ot Js Jo

2
<C(t— 19)_% exp (—ico (‘Z:? > .

(iii) There exists a constant C such that, for every (y,t,&,9) € Dy, and
I € {0,1,2} the following inequalities are all valid:

8[ t %)
‘W/ﬂ(/o Gr(yt,z,5)Qx(z,8,§,09)dz

- /Oo GL,H (y,t,z,s) Q/\ (27875,19) dZ)dS
0
11 ( 1 (/{—y)2+é(n—§)2>

<C({t—9)7 exp —5¢0 —
and
a t o0
‘/ (/ GL (1t ,5) Qn (2,5, 6,0) da

— / Grx (Y t,2,8) Qx (2,8,6,0) dz)ds
0

(n—y>2+;<n—§>2>
t—1 '

<C(t-— 19)_% exp (—;CO

Proof. This follows from the bounds given in Lemma 5.1.4 and Lemma 5.1.2

and similar calculations as in the proof of Lemma 4.1.5.

Definition 5.1.8. Let
Yy
Qro (4,1,6,9) == A / Gry (y— G 1,6,9) dF (O).
0

Let the sequence of functions

{QI,n (y,t,¢, 19)}20:0
be defined inductively by

t o0
Qrn (5 £,6,9) = /9 /O Q10 (st 2,8) Qrr (25, €, 9) deds,

nel,2 ...
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Let -
Qr(,t,69) = Qrn(y,t,6,0).
n=0

Let

t [e%s)
Gron (y,8,6,9) = / / Gr, (Y, t,2,8) Qr.n (2,5,&,9) dzds,

9 JO

and let
t o0

GI,\ (y7t7£719) ::/ / GL/\ (y7t7275> QI (27876719) dzds.

9 JO

Lemma 5.1.6. Assume that ogr = r = 0 and that the inequality (4.0.38) holds.

(i) There exists a sequence {ky} -, such that

Ky
lim +1

n—oo n

207

and such that, for every finite n € 0,1,..., every y,& > 0 and
0<9<t<,

|Q1,n (y,t,ﬁ,ﬂ)| <k, (t — 19)"_2

n 2
o0 o0 1 (yfgfzj':o(j)
X/o /0 exp | = co pa—

X dF(Co)dF (1), ..., dF (Cp),

(5.1.5)
Ql,n (Z/, ta 67 19) - Ql,n (3/7 t7 ga 19)’
< Cknly — y/| (t— 79)”_1
n 2
1 (y —{- Zj:O CJ')
S e t— 0 (5.1.6)

+exp | ——c¢o

1 (y/—f—Z?:onY )
4 t—1

X dF((1),...,dF ().
Also

|Ql,n (y,t,é,ﬁ) - Ql’n (y,t’,§,ﬁ)| < Ck, |t_t/|% (E—ﬁ)n_%
2
L (e T06)

X exXp _ZCO PR

x dF(C1),...,dF(Cy),
(5.1.7)
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Q1 (y,1,6,9)| < C (t— )%,
‘QI (y7t7§519) - QI (y/7t,§,’l9)| S O‘y - y/| (t - 19)_17

and

3
1

|Q1 (yatagﬁﬁ) - QI (y7t/,§,79)| S C|t_t/|% (t/ _19)

(iii) For every (y,t,&,0)

Yy
QI (y>tv§>19) = )‘/0 C:L,\ (y - <7t7£= 19) dF (C)
(5.1.8)

Yy
+AA Glx(y_gvufvﬁ)dF(C)

Proof. For part (i)-(ii): This follows from similar calculations as in
Lemma 4.1.12.

For part (iii): This follows from similar calculations as in the proof of
Lemma 5.1.4. O

Lemma 5.1.7. Assume that or = r = 0. There exists a constant C such
that for every (y,t,£,9) € Dy, and every (y',t') € (y,k) X (0,t) the following
inequalities are all valid:

ol

|QI (y7t7§719) - Q[,H (y7t7§719)| S C(t - 19)7

2 2
< exp (—éw(”_y)t =9 ) |

(5.1.9)

‘(QI (y,t,f,ﬁ) - QI,K (y,t7£7ﬁ)) - (QI (yl7t,£719) - QI,/{ (y/,t,f,ﬁ)”

<CW -y (t—) Fexp <;00 (k- y’):jﬁ(n - 5)2> ’ (5.1.10)
and
Q1 (1, £,6,9) = Qr (0,1, 6,9)) — (Qr (y, £, 6,9) — Qe (y, ', £,9))]
<C@t—t)1t Texp <;CO (k= y):jéﬂ - 5)2> ' (5.1.11)

Proof. For (y,t,&,9) € D, and n €0,1,..., let

AC)I,n (y,t,f,ﬁ) = Qf,n (y7t7£719) - QI,H (y7ta§’19) .

and let
AQ[ (ya ta €a 19) = QI (y7 t7 57 19) - QI,N (y7 ta 57 19) .

Because of the bounds given in Lemma 5.1.2 similar calculations as in Proposi-
tion 3.0.3 and Proposition 3.0.4 yield that

AQryo (y,t,&,7),
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AQI,O (y; tv 67 19) - AC)I,O (yl7 ta fa 19)

and

AQI,O (ya t7 Ea ?9) - AQI,O (y7 t,7 ga 19)

obey bounds of the stated form (5.1.10). Similar calculations, based on induction
and uniform convergence, as in the proofs of Lemma4.1.4 and Lemma (5.1.4)
part (iii), yield that the stated regularity bounds for AQy (y,t,&,1) all hold. O

Lemma 5.1.8. Assume that or = r = 0. There exists a sequence {ky}
such that &
lim —*L =,

n—o0

n

and such that, for every finite n € 0,1,...,, every l € {0,1,2}, y,& > 0 and
0 <9 <t <1 the following identities and inequalities are valid:

(i)

"Gy (y,1,€,9) L O\GL, (y,t, 2, 8)
ayl —/19/0 5yl QLTL (Za87€7’l9) dZdSa

and

aGI)\,’I’L (ya t7 ga 79)
ot

= QI,n (yata§779)
0GL, (y,t,z,s)

t oo
+/19 /0 TQIn (2,8,€,9) dzds.
(ii)

—1

‘ <k (t—0)"T

2
X/OOO.../OOOGXP _i60<y_£;_21;_0<j>

8lGTA,n (y7 t,§, 19)
oyt

X dF(C1)s -, dF(Cn)s

‘ aC:I)\,n (yv tv 57 19)

<k, (t—0)" 2
e,y

0\
N ER G

X dF((y), ..., dF(¢)
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and

‘Gb\n(yvt 5 19)‘ S y% (t_ﬁ)n+Z

X dF(Cl)a o adF(Cn)

(iii)

0'G1, (y,t,€,9) O'Gr, (y,t,2,5)
78yl / / —8y Q1 (2,8,69)dzds

and

8GI>\ (y> tv 5, 19)

ot :QI.R (yat,g 19)

/ / W29, (zs.60) dzds,

Furthermore, there exists a constant C' such that for every (y,t,&,v), and
every 1 € {0,1,2}

8ZG1A (y,t,f,’ﬁ) 1—1
— A T T < t — 2
. <C@t-9)7,

and

.

’8GIA (y,t,f,ﬁ) ’

< —9) 2.
= <C(t—1)

(iv) For every (y,t,&,9) € Dy and l € {0,1,2}

alGlx (y,t7§,19) o alGIA,K (y7ta€>19)

oyt oyt
<C(t—19) 7 exp flc (n =)+ (r = )"
8" t—19 ’

and

3G1>\ (y,t,ﬁ,ﬁ) . 6GI>\,,‘; (yat7§779)
ot ot

2 2
<C(t— 19)7% exp (;co (v = y)t jg{ —9) ) .

Proof. This follows from the bounds given in Lemma 5.1.6 and Lemma 5.1.7
and similar calculations as in the proof of Lemma 4.1.13. O
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Definition 5.1.9. Fory,£ >0 and 0 <9 <t <1 let

GA (ya tv 55 19) = GL>\ (ya t7 53 19) + GIA (y7 t?év 19)

and let L e
sy t) = /O /O Ga(y,t,€,0) Hy (€, 9) dEdY.

Theorem 5.1.2. Assume that o = r = 0 and that the bound (4.0.38) on the
tail distribution function F holds.

(i) Then v3(y,t) is a classical solution of the PIDE (5.0.25). Furthermore,
there exists a constant Cg, depending on [, such that for every y > 0 and
t € (0,1] the following inequalities are all valid:

6l¢3(y7t) B

‘ oy ‘ <Cptz (1+y) 7,

M3(y, 1) 8

<

’ Bt Cat(1+y)™ ",
O (y,t) 1 1 2 2-1 -3
— 7 < 2 —— - 2
‘ 9y ‘_C(t exp( 400Tt>+t Cs(1+y) ) and
a¢(y,t) —1 1 y2 —B
‘815 <C |t texp —1c0T7 +Cs(1+vy) .

(ii) There exists a constant Cg, depending on 8, such that, for every y €
(0,1k), t € (0,1] and I € {0,1,2} the following bounds are all valid:

i i il N2
‘Bws(y,t) Mg,ﬁ(y’t)‘ < Oy (14 m) P ep (121860@ ) )

Dyl oyl
O3y 1)  Dsx 5 L (n—y)’
_ : < SN CA VA
‘ 5t 5 (y, )| < Cpt (1 + k) " exp 1280 3

Proof. This follows from the identities and bounds given in Lemma 5.1.5 and
Lemma 4.1.13, the bounds obeyed by Hj (y,t) given in Proposition 5.1.2 and
similar calculations as in the proof of Theorem 4.1.2. For part (ii) it is helpful
to consider separately the cases & < r%—y and & > "%"y O
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5.2 Unbounded coefficients

In this section we will prove the existence of a classical solution of the

PDE (5.0.25) and the PIDE (5.0.26) under the assumption that o > 0. Quite
similar to what we did in Section 4.2, the main idea is to consider a transformed
equation of equation (5.0.25), using the change of variables x = In (1 + y), and
look for a solution 1/}2(50, t) of the equations

P (2, 0) =0, >0
(0, 1) =0, telo,1], o
ale) _ Juhy (x,t) = Hy(e* —1,1) = >0,t € (0,1],

and
s(z, 0) =0, z>0,
Pa(0,1) =0, tel0,1], (522)
limy o0 13 (2, 1) =0, telo,1], -

Qdset) _ Ay (w,t) = Hy(e" —1,8), x>0,t€(0,1],

where Hs(y,t) is defined in Definition 5.1.5. As we did in Section 5.1 we will
also consider the convergence of the solutions as v — oco. For the PDE (5.2.1)
the first step is to establish bounds on a Green function G (z,t,£,9) that is

very similar to the auxiliary Green function G i & (@, t,&,0) except that, instead
of satisfying R

lim G} . (x,t,&,9) =0,

T—KR ’

G} (z,t,€,9) will satisfy the asymptotic condition
lim G'I: (x,t,&,9) =0.

T—00

Definition 5.2.1. For £ > 0 and t € (0,1] let ]59(2) be the operator defined in
Definition 4.2.5. Let R .
‘/5,0 (t> = _21—‘];0 (07 ta é-a O) .

Fornel,2,..., define Vgn (t) recursively as

Ve (t) = 2P (1),

Ven—1
and let

Uet) =3 Ve (1)

n=0

Lemma 5.2.1. Assume that og > 0.

(i) There exists a constant C' such that for every t € (0,1] and every & € (0, k)

~ 2 (2) 1A R
Ue(t) — Ug,g(t)‘ < Cexp <400t> )

and

N 1.
‘Ué(t) - Ufg’(t)‘ < Cexp <—4c0) .

)



(i) Ug(t) is differentiable on (0,1]. Ue(t) is a solution of the integral equation
1~ . A
—5Ue(t) = P =T, (0,1,6,0).

Let

Then g% (x,t,&) is a classical solution of the PDE
Lo

gzo (1’70,6) O, xr > O’
g5 (0,4.€) =1}, (0,4,6,0), te(0,1],

lim, o0 g5 (2,4,6) =0, t€(0,1],

093 (x,t,8) . 929% (z,t,€)
— =a11(z)—F=—, (x,t) € (0,00) x (0,1].

Proof. This follows from similar reasoning and calculation also making use of
the bounds given in Lemma 5.2.2, as in the proof of Lemma 5.1.1) below, . O

Definition 5.2.2. Define
gio(ﬂf,t,g,’&) = gzo(x7t - 1975)
Lemma 5.2.2. Assume that og > 0.

(i) There exists a constant C' such that for every ,& >0 and 0 <9 <t <1
and | € {0,1,2} the following inequalities are all valid:

< _ T2 —
52l <C(t—7) exp 50 p—
and 0g; (x,t,&,9) 24 Lle2
gﬁ,o z,l,q, -3 1, =z §€
—=0 = < — 2 — g —=— ] .
5 <C(t—9) 2exp ( r—

(ii) There exists a constant C' such that for every (z,t,£,9) € Dy and
1 €{0,1,2} the following inequalities are all valid:

1. &2 +¢2

6ZAA )L 719 !
gi, (@, t,£0) 0 <Cexp<—860

+ —IP(E]??) (z,t — )

ozl oz

097, (€, 6,6,9) 0 N
‘8t + apéé (z,t— 19)‘ < Cexp <8CO

09z (x,1,€,0)  0'9p, (,t,6,0)
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and

agﬁo (.T, t’ f’ 19) _ 6@L07K($, ta 53 19)
ot ot

; 1 L(k—¢)?
< Ct zexp (—260 t_219(’f o) )

(iii) There exists a constant C such that for every y,& >0 and 0 <9 <t <1
the following inequalities are all valid:

/t /°° >g; (x,t,6,9)
0 R

Oy?
b roo19g; (x,t,6,9) 1. /2
v hwichihaluts < ——éy— ).
/0/;% ‘ ET ‘dfdﬁ_Ctexp( 4COt)

L
dedi < Ctexp <4é0”t> :

and

(iv) There exists a constant C such that for every (z,t,&,9) € Di and
1e{0,1,2}

/t/m 091, (@,1,6,9)  0'9p, 4 (2,1.6,9) dedy
o Jo Oa! 0!

_ 1 (k—qy)?
< Ot exp (260(th)> ,

and such that

COe 09, (#,t,69) 1% 0g;, (@, 1,6,9)
/0(/0 S0 g [ sl ) df)dﬁ

. 2
< Cexp <—;éo(l{_ty)> .

Proof. Because of the bounds given in Lemma 5.2.1 this follows from similar
reasoning and calculations as in the proof of Lemma 5.1.2 and the proof of
Proposition 4.2.5. O

_In the coming results we will establish the existence of a function
G} (z,t,€,9) that has very similar properties on the entire unbounded domain

(y,t) € (0,00) x (0,1] as the Green function (A}’fdﬁ (x,t,&,1), does on the trun-
cated domain. Moreover, we will show that the function G i (z,t,&,09) will

converge to Gi (x,t,&,9) if we let 7y tend towards infinity.
Definition 5.2.3. Forz,£ >0 and 0 <9 <t <1 let

G, (0.t,69) =15 (2,t,69) = g; (2.£,£,9),
let

. 8G;: (x,t,€,0
Qo 1,6,9) = () a5 00D
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be defined inductively for

R o)
and let the sequence of functions {Qn}
n
n € 1,2,..., by

t [e’¢)
QH (Ivtagvﬁ) = /19 /0 QO (I,t,Z,S) Qn—l (25575719) dZd57

and let -
Q@.t,60)=>_ Qn(x,t,69).
n=0

Lemma 5.2.3. Assume that og > 0 and let @ € (0,1).

(i) @ solves the integral equation

t [e%}
Q(x,t7£,19):Q0 <x7t’§719)+/:9 /(; QO (l‘,t,Z,S)Q(Z,S,&,ﬁ)dZdS-
(5.2.3)

(ii) There exists a constant C' such that, for every x,z’,& > 0 and every 0 <
9 <t <t <1 the following identities and inequalities are all valid:

Q (z,t,6,09) = Q (x,t —0,£,0),
) -1 1 (z—¢)°
Q(I’,t,g,ﬁ)’ S C(t—ﬁ) exp _icoﬁ ,

5
4

Q(l’,t,g,ﬁ) - Q(.’El,t,g,ﬂ)’ < C|£E - x/|% (t - 19)7
2
con (405 ).

and

Bl

Qo,t,6,0) = Q¥ &, 0)| < Clt— )" (¢~ v)
2
X exp <_41160(ﬁ—§9)> .

(iii) There ewists a constant C such that, for every (z,t,&,9) € D, every
2',€ (0,k),and every t' € (0,t,) the following identities and inequalities
are all valid:

Q@69 = Qn (. t.&,0) | < Ct=v) !
X exp <_11160 (k=)' + (b= 5)2> .

Q@ .69) = Q@ 1,6,9) — (Qr (w.,6,9) — Qs (¢, £,6,9))|

~ 2 " 9
<Cle—a'|*(t—9) Texp (_160('196) + (-9 ) ’

ot

8 t—19
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and
Q (x7t7£719) - Q (‘T,t/,g,’ﬁ) - (Qk (l’,t,g,ﬁ) - Qk (ilj,tl,f,'l?))’

(A —2)° + @@2)
t—29 '

1 _s 1
< O|t—t’|i (t—9) % exp (—860

Proof. For (i)-(ii): This follows from similar calculations and reasoning as in
the proofs of Lemma 4.2.6 and Lemma 5.1.4.

For (iii): This follows from similar calculations as in the proof of
Lemma (5.1.4) part (iii), and Lemma 5.1.7. O

Proposition 5.2.1. (i) Foreveryz,§ > 0and0<v¥ <t<1landl € {0,1,2}

3xl/ / G (E t Z S)Q(Z>S7€,19)d2d8

_ oG Gi, (z,t,2,8) 4 9\ dod
*/19/0 TQ(Z’S’& ) dzds,

and

at// i xtzS)Q(z,s,ﬁ,ﬁ)dzds:Q(%t,f,ﬁ)

8Gi (x,t,2,8) 4
+// —= - Q(z,s,&9)dzds.
9 Jo ot

(ii) There exists a constant C such that for every x,& > 0, every
0<9<t<1 and every and | € {0,1,2}

2 [ @t ias
2
<C(t—9) " exp (—1CO<z—f> )

t—19

and

t 00
Q// G’I: r,t,z,s)@(z,s,f,ﬁ)dzds
ot s Jo
2
<C(t—0) "exp (—leco (i:? )

(iii) There exists a constant C such that for every (z,t,&,9) € Di and every
1€{0,1,2}

Ity oo
671/ </ Gi (x,t,2,8)Q(z5,0) dzds
ozt Jy \Jo o

_ ‘/,i éﬁo,k (x,t,Z,S) QA;{ (Z,S,fﬂ?) dz) ‘
0

N 2 R 2
S C(t — 19)7% exp <_;éo <K' — I>t j_rth/ _5) > :
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and

t 00
‘;fA(A éﬁo(x?tazas)Q(Z,S,E’ﬂ)dz

fy A~ A
_ / Gro (@31, 2,8) O (2,5,€,9) dz) ds
0

Proof. For (i)-(ii): Because of the regularity bounds obeyed by Q (z,t,¢,9),
given in Lemma 5.2.3, and the regularity bounds obeyed by G Lo this follows
from similar calculations as in the proof of Lemma 4.1.5.

For part (iii): Because of the bounds given in Lemma 5.2.3 this follows from
similar calculations as in the proof of Lemma (5.1.4) part (iii). O

Definition 5.2.4. Let
Gy (z,6,6,9) :=Gg (x,t,60)
/ / i xtzs)@(z,s,f,ﬂ)dzds.

and let L e
Vo, 1) ::/ / G} (x,t,6,9) Hyy (e — 1,9) dédv.
0 0

Theorem 5.2.1. Assume that og > 0 and that the tail distribution satisfies the
inequality (4.0.38).

(i) For every z > 0,t € (0,1] and [ € {1,2}

el
M // 356—75519)]{17(6_119)(156119

oz! ox!
and

81/)28(:70 = Hiy(e" —1,1)
t oo 9/ .
+/ / 8GL (xat7£u79)H1 . (GE _ 1719) dfdﬂ
O O at ?

(ii) There exists a constant Cg, depending on 3, such that for every
x> 0,t € (0,1] and every I € {0,1} the following bounds are valid:

My (z, 1)
ox!

D%y (x, 1) 1
—a < Cgexp (—25I> ,

O 1
] cml-12)

< Cpt’T exp (—fz),
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and
)1;2(96,75)‘ < Cgt% min (:v%,ti exp (—5:1:)) )

(iii) o(x,t) is a classical solution of the PDE (5.2.1) and

Ya(y.t) == Pa(In (1 +y) 1)
is a classical solution of the PDE (5.0.25).
(iv) For every z’ > z,t' € (0,t) and a € (0, %) the following bounds hold:

Yo(x,t) — @Zg(x',t)‘ <Cps(2' — x)a 15 exp (—fz) and

oz, t) — 1&2(1‘, < Cp(t—t) "t exp (—Bz) .

(v) There exists a constant Cg, depending on 3, such that for every (z,t) €
(0,k) x (0,1] and every I € {0,1}

‘ 6%2(1‘, t) _ 3%2,&(% t)

2—1 1 (/% — 33)2
< Cagt'? exp(—pfkr)exp | —<éo——— |,

0zt Ox! 8 t
O*iho(z,t) PPy s(x,t) 1. 1 (h—a)
and
Obo(x,t) iy i (x,1) 1 . 1 (h—x)?
_ i < _ = - )
‘ 2 5 < Cgexp > Bk | exp 800 ;

(vi) There exists a constant Cg, depending on 3, such that for every
(y,t) € (0,7) x (0,1] and everyl € {0,1}

a(y,t) a5 (y,t)
oy’ oyt

’ <Cut'T (14477

1. 147 2
X exp <—8c0 [ln (1_’_y>} ) ,

Pia(yt) P2 (y,t) 2

Oy? oy?

2-1 —1ip —
<Cptz (147) 2" (1+y)
1, 147 2
—Zé | [ =2
xexp< 860[n<1+y>} ),
‘ < Cpt’7 (147)7 27
1. 147+ ?
——éy |In [ —1L .
con (e (322)])
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(vii) For every 0 < z < 2’ < &, every t' € (0,t) and o € (0, 3] the following
bounds hold:

|(da(@,t) (s t) = (da(@,0) = o', 1)

N2
< Cy(a) —2)" 72 exp (—BR)exp (—;éow> ,

’(%(%t) - 1[12,;%(90,1?) - (@2(96775’) - 222,,%(55,15/))‘
<COp(t—t) "t *exp (;B;%) exp (;éo(}%txl)z) .

Proof. This follows from similar considerations and calculations as in the proof
of Lemma 4.1.5 using the bound given in Lemma 4.2.8, Theorem 5.1.1 and
Proposition 5.2.1. We also need to use the chain rule and consider the change
of variable

y=e"—1.

The bounds given in part (vii) follow from the bounds given in part (v), Propo-
sition 3.0.3, Proposition 3.0.4 and considering the function

A’(/JQ,’Y(x7t) = ¢2($at) - ¢2,7(9U7t>-
O

Lemma 5.2.4. Assume that or > 0 and that the tail distribution satisfies the
bound (4.0.38). Let the function Hy be as in Definition 5.1.5.

(i) There exists a constant Cg, depending on (3, such that the bounds stated
below all hold for every ' > x > 0, and every 0 < t' <t < 1 and every
= (O min(2,6’,1)]

|Hz (e* — 1,t)| < Cgtexp (—fx),
|Hy (€ — 1,t) — Hy (e — 1,¢)| < Cg (t — )" t' "% exp (),
and

2—a

Hj (e® —1,1) — H (ewl - 1,t)’ <Cg(a' —2)"t 2 exp(—(B—a)x).
(ii) Let v = €® — 1. There exists a constant Cp, depending on [, such that

the bounds stated below all hold for every 0 < z < 7’ < R, and every
0<t <t<1 andeveryae(o,%]

‘H2 (ez - 1>t) - H2,'y (er - 17t)| S Cﬁt'y_ﬁ €xXp (_B’%)

1. (h—2)°
X exp —gc()T ,

|(H (e —1,t) — Hoy (e" — 1,t)) — (Ha (¢" — 1,t) — Ha 5 (e® — 1,))]

o 2-a 1 1. (k—2)?
<Cp(x' —x)"t72 exp (—26,‘%> exp (—Séo(ﬁtx)> ,
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and

|(Ha (" = 1,6) = Hp (" = 1,1')) = (Hapy (¢ = 1,1) = Hapy (e = 1,1))]
2 2
scnv-o7 e en{ o Ja55)

Proof. This follows from the bounds given in Theorem 5.2.1 and similar calcu-
lations as in Lemma 4.2.9. O

The last part of this article will be a discussion on the PIDE (5.0.26) (trans-
formed to the PIDE (5.2.2)) for the case og > 0. Most of this discussion will
be analogous to the discussions in Section 4.2.2.

Definition 5.2.5. Forz,£ >0 and 0 <9 <t <1 let
QA,O (x,t,f,ﬁ) = 7/\éf, (.’,E,Lf,’ﬂ) 3

and let the sequence of functions {QAJL} be defined inductively for
nel,2,...; by

QAn(xtfﬁ // Q,\o xtzs)Q,\nl(zsfﬁ)dzds

and let -
QA ((E,t,f,ﬁ) = Z Q)\,n (x,t,{,ﬁ) .

n=0
Lemma 5.2.5. Assume that o > 0. Let a € (0,1).

(i) Qx is a solution of the integral equation
Or (@, 2,9) = — AG (,4,€,9)
(5.2.4)
—)\// xtzs)QA(zsé“ﬁ)dzds

(i) Ox (z,t,&,9) is differentiable with respect to all four variables. Further-
more, there exists a constant C, such that, for every x,& >0 and 0 < 9 <
t <1 the following identities and inequalities are all valid:

Q)\ (I7ta§719) :QAA (‘Tatiﬁaé.vo)a

A a2
%(‘T7t7§7’9) Sc(ti ) exp <ico(t fg );
2
8;?( 46D <C(t—0) " exp (—100(2_? >,
and
A a2
"?j(mg,m <C-0) tew (—}léo(ﬁ_? )
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(ili) There exists a constant C such that for every (z,t,€,9) € Dy and every
1 €{0,1} the following inequalities are all valid:

alQ)\ (33’ t: év 19) _ a@)\,fﬁ (xv ta 57 19)
Ox! Ox!

<c(-o ¥

and

aC?/\ (mv ta 57 19) _ 8@)\,R (Z‘, ta g) 19)
ot ot

(5.2.6)

Proof. For part (5.2.4) and part (ii): This follows from similar calculations as
in the proof of Lemma 5.2.5.

For part (iii): This follows from similar calculations as in the proof of
Lemma 5.1.4. O

Definition 5.2.6. Forz,£ >0 and 0 < v <t <1 let
t oo
G, (0t.69) = Gy et 0) [ [ Gy (1,205 Qu (a5, 0) s,
o Jo

Lemma 5.2.6. Assume that og > 0.

(i) For every z,€ >0 and 0 <9 <t <1 andl e {1,2}
Bml// G xtzs)Q (2,8,&,9)dzds

oG t,
_ // a:;l TCL@25) 5 (4 s €.9) deds,

and
bl t oo R
o[ ] itz s e s
at |y J,

A t oG (x,t,2,8) A
:Q)\ (l'vtagvﬁ)'i_/ﬁ /0 wQ)\ (Z,S,f,’ﬂ) dzds.

110



(ii) There exists a constant C' such that, for every z,£ >0 and 0 < V¥ <t <1
the following inequalities are all valid:

le// G (2,t,2,5) Qx (2, 5, &,0) dzds

and

2
<C(t— 19)_% exp (—iéo (i:i) > .

(ili) There exists a constant C' such that, for every (z,t,£,9) € Dy and
I € {0,1,2} the following inequalities are all valid:

8xl/(/ G (@,t,2,8) Qx (2,5,6,0) dz

_/0 CA?LK (x,t,2,5) O (Z,s,f,ﬂ)dz)ds
m—xf+;m—§f>

1=l 1
<C(t—10)3 exp<—260 —

t 00
‘gt/ﬁ</0 Gﬁ(xﬂtvzas)QA(Z,S,g,’ﬂ)dZ

_/ GAI;,/% (l‘,t,Z,S) Q)\ (Za 875719) dZ)dS
0

N2 1a 2
SC(t—ﬁ)_;eXp<_;@O(K x)tt%(” f))

and

Proof. Because of the bounds on G and on G -G 1.4 given in Lemma 5.2.5,
this follows from similar calculatlons as in the proof of Lemma 5.1.5. O

Definition 5.2.7. For z,£ >0 and 0 <d9¥ <t <1 let

e’ —1
Qro@t&) =\ [ Gy (e = Q) te0)dF Q).

Let the sequence of functions

be defined inductively by

an(xtﬁﬁ // Qjoa:tzs)QInl(zsfﬁ)dzds

nel,2 ...
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Let -
QI (x,t,§,19) = ZQLH (x,t,§,19).
n=0

Let
t oo
Gp (z,t,€,) :/ / (A;EA (z,t,2,8) Qr (2,5,€,0) dzds. (5.2.7)
9 Jo

Lemma 5.2.7. Assume that og > 0 and that the tail distribution F obeys the
bound (4.0.38).

(i) There exists a constant Cg, depending on (B such that, for every
(x,t,€,9) € D and every (2',t) € (x,00) X (9,t)

Q1@ 60| <Cat—v) Fexp(-Blo—¢),  (528)

Q60| < Co 0= 0)F x (exp (2810 - €)
(5.2.9)

oxp () ).

o

‘Ql (2,,6,9) — Op (.1 w)‘ < Cy(t—t) (¢ —0)
< (ow(-20-€) 210
—|—exp(—5m)),

and

e

QI ($7ta§?19> - Q[ (.I'/7t,€7’l9)‘ S Cﬁ ‘.’E - $/|a (t - 19)_ Jg

(exp< 261z — €])

(5.2.11)
+exp (—28 |2 - ¢])
Foxp(= (5= a)a) ).
(i) Q1 is a solution of the integral equation
~ e®—1 ~
Urten) = [ Gy, e - Q)60 dF Q)
0 . (5.2.12)

e’ —1 R
i [ G -0 g0 ©).
0

(iii) For every (z,t,£,9) € D and every l € {0,1,2} the following identities are
all valid:

8ZG1xt§19 // 0'Gy (,t,2,9) .

8 - a1 Q (’278757,’9) dstv
X
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and

Gy (x,t,€,0)

8t :QI (xatvaﬁ)

ROG; (w,t,2,9)
+// — Q1 (2,5, 70) deds.
9 J0o ot

(iv) There exists a constant Cg depending on § such that for every
(z,t,€,9) € D and every l € {0,1} the following inequalities are all valid:

alél ($7 t7 67 19)

(1D < 6= 9)'S (exp (28— €l) +exp (=61 ).

82(;] (LE, t, 57 ?9)

oS < 0p e 0)7E (e (2810 - ) e (~500) ).

aCATVI (JC, t, fa 19)

S8 < -0yt (exp (2810 - €+ oxp (50 ) ).

and

]é, (x,t,f,ﬁ)‘ < Cpmin (z,1)7 (t —9)7 x (exp (—;ﬁ lz — g|)

o (b))

Proof. This follows from similar calculations as in the proof of Lemma 4.2.13.
O

Lemma 5.2.8. Assume that og > 0 and that the tail distribution F satisfies the
bound (4.0.38). There exists a constant C such that for every (z,t,&,9) € Dg,
and every (a',t') € (x, k) x (0,t) the following inequalities are all valid:

|QI (I,t,g,’ﬂ) - QLH (xatvga’l?” S C<t _19)_%
~ 2 ~ 2
% exp (_;éo(ﬁ—y) + (A =¢) >’

|(QI ($7ta§719) - Ql,l@ (I7t7£519)) - (Ql (I,,t,g,ﬁ) - QI,/{ (I/,t,f,ﬂ)”

: 3 i—y)’ + (-9 5.2.14
sc(y'—w<t—ﬁ>—4eXp<_;@0<ﬂ V) £>>’ (521
and
|(Q1 ($7t7§719> - QI’” (x’t’g’ﬁ)) - (QI (x,t/,f,ﬁ) - QI,n ($7t/7§;19))|

N 2 R 2
<CO@t—t)Tt Texp <_;éo (R — y)t jl(gff — ) ) 7 (5.2.15)
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Proof. Because of the bounds given in Lemma 5.2.7 this follows from similar
calculations as in the proof of Lemma 5.1.7 O

Definition 5.2.8. For xz,£ >0 and 0 <9 <t <1 define
Gilx,t,69) =Gy (2,t,6,0) + Gy (2,,6,0),
define
o(, 1) // (@t €,9) Hy (¢f — 1s,9) dedo,
and fory > 0 define )
¥3(y,t) = ¥ (In(1 +y),1).
Lemma 5.2.9. (i) For every z >0 and t € (0,1] and I € {1,2}
8@;; t) / / G 4 axxlt g 19) Hy (¢€ — 15, 9) dedd
and

8123(1'7 t)

= Hy (e — 1,9
ot 2(6 7)

t oo AA
. / / VA8 0) g (& 1,9) deav.
o Jo ot

(ii) There ezists a constant Cg, depending on B, such that, for every x > 0
and t € (0,1] and every l € {0,1} the following inequalities are all valid:

8l7213 (l‘, t)
Ozt

0*1hs(x, t) 1
T < Oﬁt exp (—2,833) y

877;3(3:’” _1
‘8t < Cgtexp Qﬁx ,

< Cpt’s exp (—fa),

and R
‘wg(x,t)‘ < Cgtmin (x,1).

(ili) There exists a constant Cg, depending on B, such that, for every y > 0,
every t € (0,1] and every l € {0,1}

8l¢3 (yv t)
oy
62¢3 (yv t)
Oy
aw?) (97 t)

ot

<Cpt’s (149",

< Cpt (1 +y)~(302)

< COgt (1 +1y) 27

and
[t (z,t)| < Cptmin (y,k —y).
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iv) There exists a constant C' and a constant Cg, depending on (3, such that,
B
for every (y,t,) € (0,x) x (0,1]

2

o (y,t) L 1.y (B+1)
Tyl S Ct 3 exXp (—400 + Cﬁt (1 + y) 5
2

2
. 121(127t)‘ SO e (_iCOy) 4O (1+y) (3512)

and

9 (y, t) - 1, 4 1
‘ Y < Ct lexp —ZCO— +Cs(1+y)” 2h

(v) There exists a constant Cg, depending on 3, such that for every (z,t) €
(0,%) x (0,1] and every l € {0,1}

aZQ/;S(xvt) al,&S I%(:Evt) 21 ~
_ ’ < 3 —
o ol < gt exp (=f) exp | — 5060
iy, ) 8243 4 (x,t) 1.
R R I Y <25 ”) P | ~ 15
and
Os(x,t) g p(x,t) 1.
| o ot < Cpoxp | =5 B Jexp | = 1556

(vi) There exists a constant Cg, depending on B, such that for every
(y,t) € (0,k) x (0,1] and every l € {0,1}

3l¢3(y»t) 3l¢3 n(yvt) B
— 2 <
)l )l ‘ Cp t (1 +r) ")

821/}3(3/7 t) _ 82¢3,n(y7 t)
Oy? Oy?

and

Ops(y,t)  Ovsk(y.t)
ot ot

Proof. This follows from similar calculations as in the proof of Theorem 4.2.3.
O
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We are now finally in position to establish existence on unbounded domain
for the main case og > 0.

Theorem 5.2.2. Assume that og > 0 and that the tail distribution F satisfies
the bound (4.0.38). 3(x,t) is a classical solution of the PIDE (5.2.2) and
Y3(y,t) is a classical solution of the PIDE (5.0.26).

Proof. 1t follows from the identities given in Lemma 5.2.6 and Lemma 5.2.9
that 3(x,t) satisfies the PIDE (5.2.2) on the inner domain, i.e for y > 0 and

€ (0,1]. Similar arguments as in the proof of Lemma 5.1.1 yield that ts(x, t)
satisfies the initial condition and the boundary conditions. Since 1&3(:10715) is a
classical solution of the PIDE (5.2.2) it follows from the chain rule that 13(y,t) =
¥s(In (1+1y),t) is a solution of the PIDE (5.0.26). O
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